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FOREWORD

My husband wrote the essays in this book in the early 1920s, more
than fifty years ago. They were collected and published as an anthology
in 1929 by Gustav Fischer, formerly in Jena, now in Stuttgart, under
the title Kritik des Interventionismus. Although these articles deal with
the economic problems of that day, the same problems are still with
us, perhaps in an even more serious and menacing way than ever.

The book has recently been republished in Germany by the Wis-
senschaftliche Buchgesellschaft in Darmstadt, with a preface by my
husband’s friend and former student, the illustrious Professor F. A. von
Hayek, 1974 Nobel laureate in economics. The new German edition
includes the essay “The Nationalization of Credit?” which also appears
in this translation.

I am very happy that this book is now being made available
in English. I am no economist, but I have gone over the German
and English texts of these essays, and I congratulate Professor Hans
F. Sennholz, whom I asked to do the translation, for his brilliant work.
He has done a remarkable job of transposing the lengthy, complicated
sentences—so typical of the German language of the 1920s—into
fluent and elegant English. I am proud to see my husband’s work
presented in this form to a new audience, and I hope it will be read
widely.

Margit von Mises

vii





INTRODUCTION

We may grow in knowledge of truth, but its great principles are forever
the same. The economic principles that Ludwig von Mises expounded
in these six essays during the 1920s have endured the test of time,
being as valid today as they were in the past. Surely, the names and
places have changed, but the inescapable interdependence of market
phenomena is the same today, during the 1970s, as it was during
the 1920s, and as valid for present-day Americans as it was for the
Germans of the Weimar Republic.

And yet, most social scientists today are as ignorant of this inter-
dependence of economic phenomena as they were during the 1920s.
They are statists, or as Professor Mises preferred to call them, “etatists,”
who are calling upon government to assume ever more responsibilities
for the economic well-being of its citizens. No matter what modern
economists have written about the general validity of economic laws,
the statists prefer their ethical judgments over economic principles,
and political power over voluntary cooperation. Without government
control and regulation, central planning and authority, they are con-
vinced, economic life would be brutal and chaotic.

In this collection of essays Ludwig von Mises emphasizes again
and again that society must choose between two systems of social
organization: either it can create a social order that is built on private
property in the means of production, or it can establish a command
system in which government owns or manages all production and dis-
tribution. There is no logical third system of a private property order
subject to government regulation. The “middle of the road” leads to
socialism because government intervention is not only superfluous
and useless, but also harmful. It is superfluous because the interde-
pendence of market phenomena narrowly circumscribes individual
action and economic relations. It is useless because government regu-
lation cannot achieve the objectives it is supposed to achieve. And it
is harmful because it hampers man’s productive efforts where, from
the consumers’ viewpoint, they are most useful and valuable. It lowers
labor productivity and redirects production along lines of political
command, rather than consumer satisfaction.

And yet, most American economists tenaciously cling to their faith

ix



x A CRITIQUE OF INTERVENTIONISM

in the middle of the road with all its government regulations and
controls. Like the German “Socialists of the Chair,” whose doctrines
face Professor von Mises’ incisive critique in these pages, American
“mainstream” economists are seeking the safety of an impartial middle
position between classical liberalism and communism. But while they
may feel safe on the middle of the road, hopefully equally distant from
the competing systems, they are actually paving the way for socialism.

Paul A. Samuelson, the “mainstream economist” par excellence,
devotes his Economics (New York: McGraw-Hill Book Co., 1976), the
textbook for millions of students, to modern post-Keynesian political
economy, whose fruits, according to the author, are “the better working
of the mixed economy” (p. 845). Like the Socialists of the Chair long
before him, he simply ignores “conservative counterattacks against
mainstream economics.” He neither defines nor describes these attacks,
which he repels with a four-line gesture of disgust after he announces
them in a boldface title. With selfishness, ignorance, and malice “there
is not much intellectual arguing that can be done” (p. 847).

He devotes half a page to the “Chicago School Libertarianism” of
men like Frank Knight, Henry C. Simons, Friedrich Hayek, and Milton
Friedman. And like the Socialists of the Chair, he merely labels pleas
for individual freedom and the private property order as “provocative
negations.” His favorite target, Milton Friedman, is dispatched with an
ugly joke: “If Milton Friedman had never existed, it would have been
necessary to invent him” (p. 848).

But the champions of all-round government ownership or control
in the means of production are treated with utmost courtesy and
respect. He devotes eight pages of text supplemented by eight pages
of appendix to “eminent, competent,” and “eloquent” advocates of
radical economics from Karl Marx to John G. Gurley. He quotes exten-
sively from their writings without refuting any of their arguments. To
Samuelson, as to the Socialists of the Chair, Karl Marx “was as much
a philosopher, historian, sociologist, and revolutionist. And make no
mistake. He was a learned man” (p. 855). In fact, Samuelson echoes
Engels: “Marx was a genius . . . the rest of us were talented at best”
(p. 853).

If this is the middle of the road, or “mainstream economics,” the
future of the American private property system is overshadowed by
the dark clouds of Marxian doctrine and policy. This is why Ludwig
von Mises’ Critique of Interventionism is as pertinent and timely today
as it was half a century ago.

Hans F. Sennholz



PREFACE

The fighting between nations and states, and domestically between
political parties, pressure groups, and cliques, so greatly occupies our
attention that we tend to overlook the fact that all the fighting parties,
in spite of their furious battling, pursue identical economic objectives.
We must include here even the advocates of a socialization of the
means of production who, as partisans of the Second International and
then the Third International with its approval of the New Economic
Policy (NEP), at least for the present and near future renounced the
realization of their program. Nearly all writers on economic policy
and nearly all statesmen and party leaders are seeking an ideal system
which, in their belief, is neither capitalistic nor socialistic, is based
neither on private property in the means of production nor on public
property. They are searching for a system of private property that is
hampered, regulated, and directed through government intervention
and other social forces, such as labor unions. We call such an economic
policy interventionism, the system itself the hampered market order.

Communism and fascism are in agreement on this program. The
Christian churches and various sects concur with the Moslems of the
Middle East and India, the Hindus, Buddhists, and the followers of
other Asiatic cultures. And anyone reflecting upon the programs and
actions of the political parties of Germany, Great Britain, and the
United States must conclude that differences exist only in the methods
of interventionism, not in its rationale.

In their entirety the following five essays and articles constitute
a critique of interventionist policies and their underlying ideologies.
Four of them have been published in recent years-three in journals
and one in the Handbook of Social Sciences. The second essay deals
with Professor Schmalenbach’s recent theories, among other things,
and is published here for the first time.

Ludwig von Mises
Vienna, June 1929
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INTERVENTIONISM1

1 INTERVENTIONISM AS AN ECONOMIC SYSTEM

Ever since the Bolshevists abandoned their attempt to realize the social-
ist ideal of a social order all at once in Russia and, instead, adopted
the New Economic Policy, or NEP, the whole world has had only one
real system of economic policy: interventionism. Some of its followers
and advocates are thinking of it as a temporary system that is to be
replaced sooner or later with another order of the socialist variety. All
Marxian socialists, including the Bolshevists, together with the demo-
cratic socialists of various persuasions, belong to this group. Others
are holding to the belief that we are dealing with interventionism
as a permanent economic order. But at the present this difference in
opinion on the duration of interventionist policy has only academic
significance. All its followers and advocates fully agree that it is the
correct policy for the coming decades, even the coming generations.
And all agree that interventionism constitutes an economic policy that
will prevail in the forseeable future.

Interventionism seeks to retain private property in the means of
production, but authoritative commands, especially prohibitions, are
to restrict the actions of private owners. If this restriction reaches the
point that all important decisions are made along lines of authoritative
command, if it is no longer the profit motive of landowners, capitalists,
and entrepreneurs, but reasons of state, that decide what is to be
produced and how it is produced, then we have socialism even if we
retain the private property label. Othmar Spann is completely correct
when he calls such a system “a private property order in a formal
sense, but socialism in substance.”2 Public ownership in the means of
production is nothing but socialism or communism.

However, interventionism does not want to go that far. It does not
seek to abolish private property in production; it merely wants to limit
it. On the one hand, it considers unlimited private property harmful
to society, and on the other hand, it deems the public property order
unrealizable completely, at least for the present. Therefore, it seeks to

1Archiv fur Sozialwissenschaft und Sozialpolitik [Archives for social science and social
policy], vol. 36, 1926.

2Othmar Spann, Der wahre Staat [The true state], Leipzig, 1921, p. 249.
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2 INTERVENTIONISM

create a third order: a social system that occupies the center between
the private property order and the public property order. Thus, it
seeks to avoid the “excesses” and evils of capitalism, but to retain
the advantages of individual initiative and industry which socialism
cannot bring forth.

The champions of this private property order, which is guided, reg-
ulated, and controlled by the state and other social organizations, are
making demands that have always been made by political leaders and
masses of people. When economics was yet unknown, and man was
unaware that goods prices cannot be “set” arbitrarily but are narrowly
determined by the market situation, government commands sought
to regulate economic life. Only classical economics revealed that all
such interventions in the functioning of the market can never achieve
the objectives which the authorities aim to achieve. The old liberalism
which built its economic policies on the teachings of classical eco-
nomics therefore categorically rejected all such interventions. Laissez
faire et laissez passer! Even Marxian socialists have not judged inter-
ventionism any differently from the classical liberals. They sought to
demonstrate the absurdity of all interventionist proposals and labeled
them contemptuously as “bourgeois.” The ideology that is swaying the
world today is recommending the very system of economic policy that
is rejected equally by classical liberalism and older Marxism.

2 THE NATURE OF INTERVENTION

The problem of interventionism must not be confused with that of
socialism. We are not dealing here with the question of whether or
not socialism in any form is conceivable or realizable. We are not
here seeking an answer to the question of whether human society
can be built on public property in the means of production. The
problem at hand is, What are the consequences of government and
other interventions in the private property order? Can they achieve
the result they are supposed to achieve?

A precise definition of the concept “intervention” is now in order.
1. Measures that are taken for the purpose of preserving and

securing the private property order are not interventions in this sense.
This is so self-evident that it should need no special emphasis. And yet
it is not completely redundant, as our problem is often confused with
the problem of anarchism. It is argued that if the state must protect the
private property order, it follows that further government interventions
should also be permissible. The anarchist who rejects any kind of state
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activity is said to be consistent. But he who correctly perceives the
impracticability of anarchism and seeks a state organization with its
apparatus of coercion in order to secure social cooperation is said to
be inconsistent when he limits government to a narrow function.

Obviously, this reasoning completely misses the point. We are not
here discussing the question of whether or not social cooperation
can do without the organization of coercion, which is the state, or
government. The sole point under discussion is whether there are
only two conceivable possibilities of social organization with division
of labor, that is, the public property order and the private property
order—disregarding syndicalism—or whether there is yet a third sys-
tem as assumed by interventionists, namely, a private property order
that is regulated through government intervention. Incidentally, we
must carefully distinguish between the question of whether or not gov-
ernment is necessary and the question of where and how government
authority is in order. The fact that social life cannot do without the
government apparatus of coercion cannot be used to conclude also
that restraint of conscience, book censorship, and similar measures
are desirable, or that certain economic measures are necessary, useful,
or merely feasible.

Regulations for the preservation of competition do not at all belong
to those measures preserving the private property order. It is a popular
mistake to view competition between several producers of the same
product as the substance of the ideal liberal economic order. In real-
ity, the central notion of classical liberalism is private property, and
not a certain misunderstood concept of free competition. It does not
matter that there are many recording studios, but it does matter that
the means of record production are owned privately rather than by
government. This misunderstanding, together with an interpretation
of freedom that is influenced by the natural rights philosophy, has
led to attempts at preventing the development of large enterprises
through laws against cartels and trusts. We need not here discuss the
desirability of such a policy. But we should observe that nothing is less
important for an understanding of the economic effects of a certain
measure than its justification or rejection by some juristic theory.

Jurisprudence, political science, and the scientific branch of politics
cannot offer any information that could be used for a decision on the
pros and cons of a certain policy. It is rather unimportant that this
pro or that con corresponds to some law or constitutional document,
even if it should be as venerable and famous as the Constitution of the
United States of America. If human legislation proves to be illsuited
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to the end in view, it must be changed. A discussion of the suitabil-
ity of policy can never accept the argument that it runs counter to
statute, law, or constitution. This is so obvious that it would need no
mention were it not for the fact that it is forgotten time and again.
German writers sought to deduce social policy from the character of
the Prussian state and “social royalty.” In the United States, economic
discussion now uses arguments that are derived from the Constitution
or an interpretation of the concepts of freedom and democracy. A note-
worthy theory of interventionism set forth by Professor J. R. Commons
is largely built on this rationale and has great practical significance
because it represents the philosophy of the La Follette party and the
policy of the state of Wisconsin. The authority of the American Con-
stitution is limited to the Union. But locally the ideals of democracy,
liberty, and equality reign supreme and give rise, as we can observe
everywhere, to the demand for abolition of private property or its
“limitation.” All this is insignificant for our discussion and, therefore,
does not concern us here.

2. Partial socialization of the means of production is no intervention
in our sense. The concept of intervention assumes that private property
is not abolished, but that it still exists in substance rather than merely
in name. Nationalization of a railroad constitutes no intervention; but
a decree that orders an enterprise to charge lower freight rates than it
otherwise would is intervention.

3. Government measures that use market means, that is, seek to
influence demand and supply through changes of market factors, are
not included in this concept of intervention. If government buys milk
in the market in order to sell it inexpensively to destitute mothers
or even to distribute it without charge, or if government subsidizes
educational institutions, there is no intervention. (We shall return to
the question of whether the method by which government acquires
the means for such actions constitutes “intervention.”) However, the
imposition of price ceilings for milk signifies intervention.

Intervention is a limited order by a social authority forcing the owners
of the means of production and entrepreneurs to employ their means in
a different manner than they otherwise would. A “limited order” is an
order that is no part of a socialist scheme of orders, i.e., a scheme of
orders regulating all of production and distribution, thus replacing
private property in the means of production with public property.
Particular orders may be quite numerous, but as long as they do not
aim at directing the whole economy and replacing the profit motive
of individuals with obedience as the driving force of human action
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they must be regarded as limited orders. By “means of production” we
mean all goods of higher order, including the merchants’ inventories
of ready goods which have not yet reached the consumers.

We must distinguish between two groups of such orders. One group
directly reduces or impedes economic production (in the broadest
sense of the word including the location of economic goods). The
other group seeks to fix prices that differ from those of the market. The
former may be called “restrictions of production”; the latter, generally
known as price controls, we are calling “interference with the structure
of prices.”3

3 RESTRICTIONS OF PRODUCTION

Economics need not say much about the immediate effect of produc-
tion restrictions. Government or any organization of coercion can at
first achieve what it sets out to achieve through intervention. But
whether it can achieve the remoter objectives sought indirectly by the
intervention is a different question. And it must further be determined
whether the result is worth the cost, that is, whether the intervening
authority would embark upon the intervention if it were fully aware
of the costs. An import duty, for instance, is surely practical, and its
immediate effect may correspond to the government’s objective. But it
does not follow at all that the import duty can realize the government’s
ultimate objective. At this point the economist’s work commences. The
purpose of the theorists of free trade was not to demonstrate that
tariffs are impractical or harmful, but that they have unforeseen conse-
quences and do not, nor can they, achieve what their advocates expect
of them. What is even more significant, as they observed, protective
tariffs as well as all other production restrictions reduce the productiv-
ity of human labor. The result is always the same: a given expenditure
of capital and labor yields less with the restriction than without it, or
from the beginning less capital and labor is invested in production.
This is true with protective tariffs that cause grain to be grown in less
fertile soil while more fertile land is lying fallow, with class restrictions
of trade and occupation (such as the certificates of qualification for
certain occupations in Austria, or the favored tax treatment of small
enterprises) which promote less productive businesses at the expense

3There may be some doubt about the suitability of a third group: interference by
taxation which consists of expropriation of some wealth or income. We did not allow for
such a group because the effects of such intervention may in part be identical with those
of production restrictions, and in part consist of influencing the distribution of production
income without redirecting production itself.
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of more productive activity, and, finally, with the limitation of labor
time and of the employment of certain labor (women and children),
which diminishes the quantity of available labor.

It may very well be that government would have intervened even
with full knowledge of the consequences. It may intervene in the belief
that it will achieve other, not purely economic, objectives, which are
thought to be more important than the expected reduction in output.
But we doubt very much that this would ever be the case. The fact is
that all production restrictions are supported wholly or partially by
arguments that are to prove that they raise productivity, not lower it.
Even the legislation that reduces the labor of women and children was
enacted because it was believed that only entrepreneurs and capitalists
would be handicapped while the protected labor groups would have
to work less.

The writings of the “Socialists of the Chair” have been rightly
criticized in that, in the final analysis, there can be no objective con-
cept of productivity and that all judgments on economic goals are
subjective. But when we assert that production restrictions reduce
labor productivity, we do not yet enter the field where differences in
subjective judgments prohibit observations on the goals and means of
action. When the formation of nearly autarkic economic blocs ham-
pers the international division of labor, preventing the advantages of
specialized large-scale production and the employment of labor at
the most advantageous locations, we face undesirable consequences
on which the opinions of most inhabitants of the earth should not
differ. To be sure, some may believe that the advantages of autarky
outweigh its disadvantages. In the discussion of the pros and cons its
advocates brazenly assert that autarky does not diminish the quantity
and quality of economic goods, or else they do not speak about it
openly and clearly. Obviously, they are fully aware that their propa-
ganda would be less effective if they were to admit the whole truth of
the consequences.

All production restrictions directly hamper some production inas-
much as they prevent certain employment opportunities that are open
to the goods of higher order (land, capital, labor). By its very nature,
a government decree that “it be” cannot create anything that has not
been created before. Only the naive inflationists could believe that
government could enrich mankind through fiat money. Government
cannot create anything; its orders cannot even evict anything from the
world of reality, but they can evict from the world of the permissible.
Government cannot make man richer, but it can make him poorer.
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With most production restrictions this is so clear that their sponsors
rarely dare openly claim credit for the restrictions. Many generations
of writers, therefore, sought in vain to demonstrate that production
restrictions do not reduce the quantity and quality of output. There
is no need to deal again with the protective tariff arguments that are
raised from a purely economic point of view. The only case that can be
made on behalf of protective tariffs is this: the sacrifices they impose
could be offset by other, noneconomic advantages—for instance, from
a national and military point of view it could be desirable to more or
less isolate a country from the world.4

Indeed, it is difficult to ignore the fact that production restrictions
always reduce the productivity of human labor and thus the social
dividend. Therefore, no one dares defend the restrictions as a separate
system of economic policy. Their advocates—at least the majority of
them—are now promoting them as mere supplements to government
interference with the structure of prices. The emphasis of the system
of interventionism is on price intervention.

4 INTERFERENCE WITH PRICES

Price intervention aims at setting goods prices that differ from those
the unhampered market would set.

When the unhampered market determines prices, or would deter-
mine prices if government had not interfered, the proceeds cover
the cost of production. If government sets a lower price, proceeds
fall below cost. Merchants and producers will now desist from sell-
ing—excepting perishable goods that quickly lose value—in order to
save the goods for more favorable times when, hopefully, the control
will be lifted. If government now endeavors to prevent a good’s disap-
pearance from the market, a consequence of its own intervention, it
cannot limit itself to setting its price, but must simultaneously order
that all available supplies be sold at the regulated price.

Even this is inadequate. At the ideal market price supply and
demand would coincide. Since government has decreed a lower price
the demand has risen while the supply has remained unchanged. The
available supply now does not suffice to satisfy the demand at the fixed
price. Part of the demand will remain unsatisfied. The market mech-
anism, which normally brings demand and supply together through

4For a critique of these notions see my Nation, Staat und Wirtschaft [Nation, state and
economy], Vienna, 1919, p. 56 et seq., especially with regard to German policies since the
1870s.
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changes in price, ceases to function. Customers who were willing to
pay the official price turn away in disappointment because the early
purchasers or those who personally knew the sellers had bought the
whole supply. If government wishes to avoid the consequences of its
own intervention, which after all are contrary to its own intention, it
must resort to rationing as a supplement to price controls and selling
orders. In this way government determines the quantity that may be
sold to each buyer at the regulated price.

A much more difficult problem arises when the supplies that were
available at the moment of price intervention are used up. Since
production is no longer profitable at the regulated price, it is curtailed
or even halted. If government would like production to continue, it
must force the producers to continue, and it must also control the
prices of raw materials, semifinished products, and wages. But such
controls must not be limited to a few industries which government
meant to control because their products are believed to be especially
important. The controls must encompass all branches of production,
the prices of all goods and all wages, and the economic actions of all
entrepreneurs, capitalists, landowners, and workers. If any industry
should remain free, capital and labor will move to it and thus frustrate
the purpose of government’s earlier intervention. Surely, government
would like an ample supply of those products it deemed so important
and therefore sought to regulate. It never intended that they should
now be neglected on account of the intervention.5

Our analysis thus reveals that in a private property order isolated
intervention fails to achieve what its sponsors hoped to achieve. From
their point of view, intervention is not only useless, but wholly unsuit-
able because it aggravates the “evil” it meant to alleviate. Before the
price was regulated, the economic good was too expensive in the
opinion of the authority; now it disappears from the market. But this
was not the intention of the authority seeking to lower the price for
consumers. On the contrary, from its own point of view, the scarcity
and inability to find a supply must appear as the far greater evil. In this
sense it may be said that limited intervention is illogical and unsuitable,
that the economic system that works through such interventions is
unworkable and unsuitable, and that it contradicts economic logic.

5On the effectiveness of price controls versus monopolistic prices see my “Theorie
der Preistaxen” [Theory of Price Controls] in Handwörterbuch der Staatswissenschaften
[Handbook of social sciences], 4th ed., vol. VI, p. 1061 et seq. The essay appears below in
this collection. To understand price controls as they are directed at monopolistic prices,
we must not be influenced by popular terminology that detects “monopolies” everywhere,
but work rather with the strictly economic concepts of monopoly.
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If government is not inclined to alleviate the situation through
removing its limited intervention and lifting its price control, its first
step must be followed by others. Its decree that set price ceilings must
be followed not only by decrees on the sale of all available supplies
and the introduction of rationing, but also price controls on the goods
of higher order and wage controls and, finally, mandatory labor for
businessmen and workers. And such decrees must not be limited to a
single or a few industries, but must cover all branches of production.
There is no other choice: government either abstains from limited
interference with the market forces, or it assumes total control over
production and distribution. Either capitalism or socialism; there is no
middle of the road.

Let us take yet another example: the minimum wage, wage control.
It is unimportant whether government imposes the control directly, or
labor unions through physical coercion or threats prevent employers
from hiring workers who are willing to work for lower wages.6 As
wages rise, so must the costs of production and also prices. If the
wage earners were the only consumers as buyers of the final products,
an increase in real wages by this method would be inconceivable.
The workers would lose as consumers what they gained as wage
earners. But there are also consumers whose income is derived from
property and entrepreneurial activity. The wage boost does not raise
their incomes; they cannot pay the higher prices and, therefore, must
curtail their consumption. The decline in demand leads to dismissal of
workers. If the labor union coercion were ineffective, the unemployed
would exert a labor market pressure that would reduce the artificially
raised wages to the natural market rate. But this escape has been
closed. Unemployment, a friction phenomenon that soon disappears
in an unhampered market order, becomes a permanent institution in
interventionism.

As government did not mean to create such a condition, it must
intervene again. It forces employers either to reinstate the unemployed
workers and pay the fixed rate, or to pay taxes that compensate the
unemployed. Such a burden consumes the owners’ income, or at least
reduces it greatly. It is even conceivable that the entrepreneurs’ and

6It should be noted that we are not dealing here with the question of whether or
not wage rates can be raised permanently and universally through collective bargaining,
but with the consequences of a general wage boost achieved artificially through physical
coercion. To avoid a theoretical difficulty pertaining to money, namely that a general rise
in prices is impossible without a change in the ratio between the quantity of money and its
demand, we may assume that together with the boost in wages a corresponding reduction
in the demand for money takes place through a reduction in cash holdings (e.g., as a result
of additional paydays).
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owners’ income no longer can carry this burden, but that it must
be paid out of capital. But if nonlabor income is consumed by such
burdens we realize that it must lead to capital consumption. Capitalists
and entrepreneurs, too, want to consume and live even when they
are earning no incomes. They will consume capital. Therefore, it
is unsuitable and illogical to deprive entrepreneurs, capitalists, and
land owners of their incomes and leave control over the means of
production in their hands. Obviously, the consumption of capital in the
end reduces wage rates. If the market wage structure is unacceptable
the whole private property order must be abolished. Wage controls
can raise rates only temporarily, and only at the price of future wage
reductions.

The problem of wage controls is of such great importance today
that we must analyze it in yet another way, taking into considera-
tion the international exchange of goods. Let us suppose that eco-
nomic goods are exchanged between two countries, Atlantis and
Thule. Atlantis supplies industrial products, Thule agricultural prod-
ucts. Under the influence of Friedrich List,* Thule now deems it nec-
essary to build its own industry by way of protective tariffs. The final
outcome of Thule’s industrialization program can be no other than
that fewer industrial products are imported from Atlantis, and fewer
agricultural products exported to Atlantis. Both countries now sat-
isfy their wants to a greater degree from domestic production, which
leaves the social product smaller than it used to be because production
conditions are now less favorable.

This may be explained as follows: in reaction to the import duties
in Thule the Atlantean industry lowers its wages. But it is impossible to
offset the whole tariff burden through lower wages. When wages begin
to fall it becomes profitable to expand the production of raw materials.
On the other hand, the reduction in Thulean sales of agricultural
products to Atlantis tends to lower wages in the Thulean raw material
production, which will afford the Thulean industry the opportunity
to compete with the Atlantean industry through lower labor costs. It
is obvious that in addition to the declining capital return of industry
in Atlantis, and the declining land rent in Thule, wage rates in both
countries must fall. The decline in income corresponds to the declining
social product.

But Atlantis is a “social” country. Labor unions prevent a reduction
in wage rates. Production costs of Atlantean industry remain at the old

*Editor’s note: A nineteenth century (1789–1846) German advocate of the use of
protective tariffs to stimulate national industrial development.
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pre-import-duty levels. As sales in Thule decline Atlantean industry
must discharge some workers. Unemployment compensation prevents
the flow of unemployed labor to agriculture. Unemployment thus
becomes a permanent institution.7

The exportation of coal from Great Britain has declined. Inasmuch
as the unneeded miners cannot emigrate—because other countries
do not want them—they must move to those British industries that
are expanding in order to compensate for the smaller imports that
follow the decline in exports. A reduction in wage rates in coal min-
ing may bring about this movement. But labor unions may hamper
this unavoidable adjustment for years, albeit temporarily. In the end,
the decline in the international division of labor must bring about
a reduction in standards of living. And this reduction must be all
the greater, the more capital has been consumed through “social”
intervention.

Austrian industry suffers from the fact that other countries are
raising their import duties continually on Austrian products and are
imposing ever new import restrictions, such as foreign exchange
control. Its answer to higher duties, if its own tax burden is not
reduced, can only be the reduction in wages. All other production
factors are inflexible. Raw materials and semifinished products must
be bought in the world market. Entrepreneurial profits and interest
rates must correspond to world market conditions as more foreign
capital is invested in Austria than Austrian capital is invested abroad.
Only wage rates are determined nationally because emigration by
Austrian workers is largely prevented by “social” policies abroad.
Only wage rates can fall. Policies that support wages at artificially
high rates and grant unemployment compensation only create unem-
ployment.

It is absurd to demand that European wages must be raised because
wages are higher in the U.S. than in Europe. If the immigration barriers
to the U.S., Australia, et cetera, would be removed, European workers
could emigrate, which would gradually lead to an international equal-
ization of wage rates.

The permanent unemployment of hundreds of thousands and mil-
lions of people on the one hand, and the consumption of capital on the

7On the question of how collective bargaining can temporarily raise wage rates see
my essay “Die allgemeine Teuerung im Lichte der theoretischen Nationalökonomie” [The
high costs of living in the light of economic theory] in vol. 37 of Archiv, p. 570 et seq. On
the causes of unemployment see C. A. Yerrijn Stuart, Die heutige Arbeitslosigkeit im Lichte
der Weltwirtschaftslage [Contemporary unemployment in the light of the world economy],
Jena, 1922, p. 1 et seq; L. Robbins, Wages, London, 1926, p. 58 et seq.
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other hand, are each consequences of interventionism’s artificial rais-
ing of wage rates by labor unions and unemployment compensation.

5 DESTRUCTION RESULTING FROM INTERVENTION

The history of the last decades can be understood only with a com-
prehension of the consequences of such intervention in the economic
operations of the private property order. Since the demise of classical
liberalism, interventionism has been the gist of politics in all countries
in Europe and America.

The economic layman only observes that “interested parties” suc-
ceed again and again in escaping the strictures of law. The fact that
the system functions poorly is blamed exclusively on the law that does
not go far enough, and on corruption that prevents its application. The
very failure of interventionism reinforces the layman’s conviction that
private property must be controlled severely. The corruption of the
regulatory bodies does not shake his blind confidence in the infallibil-
ity and perfection of the state; it merely fills him with moral aversion
to entrepreneurs and capitalists.

But the violation of law is not an evil that merely needs to be
eradicated in order to create paradise on earth, an evil that flows from
human weakness so difficult to uproot, as etatists so naively proclaim.
If all interventionist laws were really to be observed they would soon
lead to absurdity. All wheels would come to a halt because the strong
arm of government comes too close.

Our contemporaries view the matter like this: farmers and milk
dealers conspire to raise the price of milk. Then comes the state, the
welfare state, to bring relief, pitting common interest against special
interest, public economic view against private point of view. The state
dissolves the “milk cartel,” sets ceiling prices, and embarks upon crim-
inal prosecution of the violators of its regulations. The fact that milk
does not become as cheap as the consumers had wished is now blamed
on the laws that are not strict enough, and on their enforcement that is
not severe enough. It is not so easy to oppose the profit motive of pres-
sure groups that are injurious to the public. The laws must therefore
be strengthened and enforced without consideration or mercy.

In reality, the situation is quite different. If the price ceilings were
really enforced, the delivery of milk and dairy products to the cities
would soon come to a halt. Not more, but less milk, or none at all,
would come to the market. The consumer still gets his milk only
because the regulations are circumvented. If we accept the rather
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impermissible and fallacious etatist antithesis of public and private
interests, we would have to draw this conclusion: the milk dealer who
violates the law is serving the public interest; the government official
who seeks to enforce the ceiling price is jeopardizing it.

Of course, the businessman who violates the laws and regulations
in order to produce regardless of government obstacles is not guided
by considerations of public interest, which the champions of the public
interest belabor continually, but by the desire to earn a profit, or at
least to avoid the loss which he would suffer complying with the
regulation. Public opinion, which is indignant at the baseness of such
motivation and the wickedness of such action, cannot comprehend that
the impracticability of the decrees and prohibitions would soon lead to
a catastrophe were it not for this systematic disregard of government
orders and prohibitions. Public opinion expects salvation from strict
compliance with government regulations passed “for the protection
of the weak.” It censures government only because it is not strong
enough to pass all necessary regulations and does not entrust their
enforcement to more capable and incorruptible individuals. The basic
problems of interventionism are not discussed at all. He who timidly
dares to doubt the justification of the restrictions on capitalists and
entrepreneurs is scorned as a hireling of injurious special interests
or, at best, is treated with silent contempt. Even in a discussion of
the methods of interventionism, he who does not want to jeopardize
his reputation and, above all, his career must be very careful. One
can easily fall under the suspicion of serving “capital.” Anyone using
economic arguments cannot escape this suspicion.

To be sure, public opinion is not mistaken if it scents corruption
everywhere in the interventionist state. The corruptibility of the politi-
cians, representatives, and officials is the very foundation that carries
the system. Without it the system would disintegrate or be replaced
with socialism or capitalism. Classical liberalism regarded those laws
best that afforded least discretionary power to executive authorities,
thus avoiding arbitrariness and abuse. The modern state seeks to
expand its discretionary power—everything is to be left to the discre-
tion of officials.

We cannot here set forth the impact of corruption on public morals.
Naturally, neither the bribers nor the bribed realize that their behavior
tends to preserve the system which public opinion and they themselves
believe to be the right one. In violating the law they are conscious
of impairing the public weal. But by constantly violating criminal
laws and moral decrees they finally lose the ability to distinguish
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between right and wrong, good and bad. If finally few economic
goods can be produced or sold without violating some regulation, it
becomes an unfortunate accompaniment of “life” to sin against law
and morality. And those individuals who wish it were different are
derided as “theorists.” The merchant who began by violating foreign
exchange controls, import and export restrictions, price ceilings, et
cetera, easily proceeds to defraud his partner. The decay of business
morals, which is called “inflation effect,” is the inevitable concomitant
of the regulations that were imposed on trade and production during
the inflation.

It may be said that the system of interventionism has become
bearable through the laxity of enforcement. Even the interferences
with prices are said to lose their disruptive power if the entrepreneurs
can “correct” the situation with money and persuasion. Surely, it
cannot be denied that it would be better without the intervention. But,
after all, public opinion must be accommodated. Interventionism is
seen as a tribute that must be paid to democracy in order to preserve
the capitalistic system.

This line of reasoning can be understood from the viewpoint of
entrepreneurs and capitalists who have adopted Marxian-socialistic
or state-socialistic thought. To them, private property in the means
of production is an institution that favors the interests of landown-
ers, capitalists, and entrepreneurs at the expense of the public. Its
preservation solely serves the interests of the propertied classes. So,
if by making a few painless concessions these classes can salvage the
institution that is so beneficial to them, and yet so harmful to all other
classes, why jeopardize its preservation by adamantly refusing the
concessions?

Of course, those who do not share this view regarding “bourgeois”
interests cannot accept this line of thought. We do not see why the
productivity of economic labor should be reduced through erroneous
measures. If private property in the means of production actually is an
institution that favors one part of society to the detriment of another,
then it should be abolished. But if it is found that private property is
useful to all, and that human society with its division of labor could not
be organized in any other way, then it must be safeguarded so that it
can serve its function in the best possible way. We need not here discuss
the confusion that must arise about all moral conceits if law and moral
precepts disallow, or at least revile, something that must be preserved
as the foundation of social life. And why should anything be prohibited
in the expectation that the prohibition will be largely circumvented?
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Anyone defending interventionism with such arguments is undoubt-
edly seriously deluded regarding the extent of the productivity loss
caused by government interventions. Surely, the adaptability of the
capitalist economy has negated many obstacles placed in the way of
entrepreneurial activity. We constantly observe that entrepreneurs are
succeeding in supplying the markets with more and better products
and services despite all difficulties put in their way by law and admin-
istration. But we cannot calculate how much better those products and
services would be today, without expenditure of additional labor, if the
hustle and bustle of government were not aiming (inadvertently, to
be sure) at making things worse. We are thinking of the consequences
of all trade restrictions on which there can be no differences of opin-
ion. We are thinking of the obstructions to production improvements
through the fight against cartels and trusts. We are thinking of the
consequences of price controls. We are thinking of the artificial raising
of wage rates through collective coercion, the denial of protection to
all those willing to work, unemployment compensation, and, finally,
the denial of the freedom to move from country to country, all of which
have made the unemployment of millions of workers a permanent
phenomenon.

Etatists and socialists are calling the great crisis from which the
world economy has been suffering since the end of the World War the
crisis of capitalism. In reality, it is the crisis of interventionism.

In a static economy there may be idle land, but no unemployed
capital or labor. At the unhampered, market, rate of wages all work-
ers find employment. If, other conditions being equal, somewhere
workers are released, for instance, on account of an introduction of
new labor-saving processes, wage rates must fall. At the new, lower
rates then all workers find employment again. In the capitalist social
order unemployment is merely a transition and friction phenomenon.
Various conditions that impede the free flow of labor from place to
place, from country to country, may render the equalization of wage
rates more difficult. They may also lead to differences in compensa-
tion of the various types of labor. But with freedom for entrepreneurs
and capitalists they could never lead to large-scale and permanent
unemployment. Workers seeking employment could always find work
by adjusting their wage demands to market conditions.

If the market determination of wage rates had not been disrupted,
the effects of the World War and the destructive economic policies of
the last decades would have led to a decline in wage rates, but not to
unemployment. The scope and duration of unemployment, interpreted
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today as proof of the failure of capitalism, results from the fact that
labor unions and unemployment compensation are keeping wage rates
higher than the unhampered market would set them. Without unem-
ployment compensation and the power of labor unions to prevent the
competition of nonmembers willing to work, the pressure of supply
would soon bring about a wage adjustment that would assure employ-
ment to all hands. We may regret the consequences of the antimarket
and anticapitalistic policy in recent decades, but we cannot change
them. Only reduction in consumption and hard labor can replace the
capital that was lost, and only the formation of new capital can raise
the marginal productivity of labor and thus wage rates.

Unemployment compensation cannot eradicate the evil. It merely
delays the ultimately unavoidable adjustment of wages to the fallen
marginal productivity. And since the compensation is usually not paid
from income, but out of capital, ever more capital is consumed and
future marginal productivity of labor further reduced.

However, we must not assume that an immediate abolition of all
the obstacles to the smooth functioning of the capitalist economic
order would instantly eradicate the consequences of many decades of
intervention. Vast amounts of producers’ goods have been destroyed.
Trade restrictions and other mercantilistic measures have caused mal-
investments of even greater amounts that yield little or nothing. The
withdrawal of large fertile areas of the world (e.g., Russia and Siberia)
from the international exchange system has led to unproductive read-
justments in primary production and processing. Even under the most
favorable conditions, many years will pass before the traces of the
fallacious policies of the last decades can be erased. But there is no
other way to the greater well-being for all.

6 THE DOCTRINE OF INTERVENTIONISM

To prescientific thinkers, a human society built on private property in
the means of production seemed to be naturally chaotic. It received its
order, so they thought, only from imposed precepts of morality and law.
Society can exist only if buyer and seller observe justice and fairness.
Government must intervene in order to avoid the evil that flows from
an arbitrary deviation from the “just price.” This opinion prevailed in
all remarks on social life until the eighteenth century. It appeared for
the last time in all its naiveté in the writings of the mercantilists.

The anticapitalist writers are emphasizing that classical economics
served the “interests” of the “bourgeoisie,” which allegedly explains
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its own success, and led the bourgeois class to its successes. Surely,
no one can doubt that the freedom achieved by classical liberalism
paved the way for the incredible development of productive forces
during the last century. But it is a sad mistake to believe that by
opposing intervention classical liberalism gained acceptance more
easily. It faced the opposition of all those whom the feverish activity of
government granted protection, favors, and privileges. The fact that
classical liberalism nevertheless could prevail was due to its intellectual
victory, which checkmated the defenders of privilege. It was not new
that the victims of privilege favored their abolition. But it was new
that the attack on the system of privilege was so successful, which
must be credited exclusively to the intellectual victory of classical
liberalism.

Classical liberalism was victorious with economics and through
it. No other economic ideology can be reconciled with the science of
catallactics. During the 1820s and 1830s, an attempt was made in
England to use economics for demonstrating that the capitalist order
does not function satisfactorily, and that it is unjust. From this Karl
Marx then created his “scientific” socialism. But even if these writers
had succeeded in proving their case against capitalism, they would
have had to prove further that another social order, like socialism, is
better than capitalism. This they were not able to do; they could not
even prove that a social order could actually be built on public property
in the means of production. By merely rejecting and ostracizing any
discussion of the problems of socialism as “utopian” they obviously
did not solve anything.

Eighteenth century writers then discovered what had already been
published by earlier writers on money and prices. They discovered
the science of economics which replaced the collection of moral max-
ims, the manuals of police regulations, and the aphoristic remarks
on their successes and failures. They learned that prices are not set
arbitrarily, but are determined within narrow limits by the market
situation, and that all practical problems can be accurately analyzed.
They recognized that the laws of the market draw entrepreneurs and
owners of the means of production into the service of consumers,
and that their economic actions do not result from arbitrariness, but
from the necessary adjustment to given conditions. These facts alone
gave life to a science of economics and a system of catallactics. Where
the earlier writers saw only arbitrariness and coincidence, the classi-
cal economists saw necessity and regularity. In fact, they substituted
science and system for debates on police regulations.
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The classical economists were not yet fully aware that the private
property order alone offers the foundation for a society based on
division of labor, and that the public property system is unworkable.
Influenced by mercantilist thought, they contrasted productivity with
profitability, which gave rise to the question of whether or not the
socialist order is preferable to the capitalist order. But they clearly
understood that, except for syndicalism which they did not see, the
only alternatives are capitalism and socialism, and that “intervention”
in the functioning of the private property order, which is so popular
with both people and government, is unsuitable.

The tools of science do not enable us to sit in judgment of the
“justice” of a social institution or order. Surely, we may decry this or
that as “unjust” or “improper”; but if we cannot substitute anything
better for what we condemn, it behooves us to save our words.

But all this does not concern us here. Only this matters for us: no
one ever succeeded in demonstrating that, disregarding syndicalism,
a third social order is conceivable and possible other than that based
on private property in the means or production or that built on public
property. The middle system of property that is hampered, guided,
and regulated by government is in itself contradictory and illogical.
Any attempt to introduce it in earnest must lead to a crisis from which
either socialism or capitalism alone can emerge.

This is the irrefutable conclusion of economics. He who under-
takes to recommend a third social order of regulated private property
must flatly deny the possibility of scientific knowledge in the field of
economics. The Historical School in Germany did just that, and the
Institutionalists in the U.S. are doing it today. Economics is formally
abolished, prohibited, and replaced by state and police science, which
registers what government has decreed, and recommends what still is
to be decreed. They fully realize that they are harking back to mercan-
tilism, even to the canon doctrine of just price, and are discarding all
the work of economics.

The German Historical School and its many followers abroad never
thought it necessary to cope with the problems of catallactics. They
were completely satisfied with the arguments which Gustav Schmoller
presented in the famous Methodenstreit and his disciples, e.g., Hasbach,
repeated after him. In the decades between the Prussian constitutional
conflict (1862) and the Weimar constitution (1919), only three men
sensed the problems of social reform: Philippovich, Stolzmann, and
Max Weber. Among these three, only Philippovich had any knowledge
of the nature and content of theoretical economics. In his system,
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catallactics and interventionism stand side by side, but no bridge leads
from the former to the latter, and there is no attempted solution to the
great problem. Stolzmann basically seeks to realize what Schmoller
and Brentano had merely suggested. It is a sad commentary, however,
that the School’s only representative who really attacked the problem
was utterly ignorant of what his opposition was saying. And Max
Weber, preoccupied with quite different matters, stopped half way,
because theoretical economics was alien to him. Perhaps he would
have gone further had he not been cut off by early death.

For several decades there has been talk at German universities of a
reawakening of an interest in theoretical economics. We may mention
a number of authors such as Liefmann, Oppenheimer, Gottl, et cetera,
who ardently denounce the system of modern subjective economics,
of which they know only the “Austrians.” We need not here raise the
question of whether or not such attacks are justified. But we would
like to point out the interesting effect such attacks have had on the
discussion of the feasibility of the system of interventionism. Each one
of these writers summarily rejects what has been created by theoretical
economics—by the Physiocrats, classical writers, and modern authors.
In particular, they depict the work of modern economics, especially of
the Austrians, as incredible aberrations of the human mind, whereupon
they present their own supposedly original systems of theoretical
economics, claiming to remove all doubts and solve all problems. The
public, unfortunately, is led to believe that in economics everything is
uncertain and problematic, and that economic theory merely consists
of the personal opinions of various scholars. The excitement created
by these authors in German-speaking countries succeeded in obscuring
the fact that there is a science of theoretical economics which, despite
differences in detail and especially in terminology, is enjoying a good
reputation with all friends of science. And in spite of all the critique
and reservations, even these writers basically concurred with the
theoretical system in its essential questions. But because this was not
understood, they did not see the need for examining interventionism
from the point of view of economic knowledge.

In addition there was the effect of the argument on the permis-
sibility of value judgments in science. In the hands of the Historical
School, political science had become a doctrine of art for statesmen
and politicians. At the universities and in textbooks economic demands
were presented and proclaimed as “scientific.” “Science” condemned
capitalism as immoral and unjust, rejected as “radical” the solutions
offered by Marxian socialism, and recommended either state socialism
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or at times the system of private property with government interven-
tion. Economics was no longer a matter of knowledge and ability, but
of good intentions. Especially since the beginning of the second decade
of this century, this mix of university teaching and politics became
objectionable. The public began to hold the official representatives
of science in contempt, because they made it their task to confer the
blessings of “science” on the party programs of their friends. And the
public would no longer tolerate the nuisance that each political party
appealed to its favorite judgment of “science,” that is, to a university
professor marching in its footsteps. When Max Weber and some of his
friends demanded that “science” should renounce value judgments
and the universities should not be misused for political and economic
propaganda, they met with almost universal agreement.

Among those writers who agreed with Max Weber, or at least did
not dare contradict him, were several whose whole record stood in
open contradiction to the principle of objectivity, and whose literary
efforts were nothing but paraphrases of certain political programs.
They interpreted “absence of value judgment” in a peculiar way. Lud-
wig Pohle and Adolf Weber had touched upon the basic problems
of interventionism in their discussions of the wage policies of labor
associations. The followers of the labor-union doctrines of Brentano
and Webb were unable to raise any pertinent objections. But the
new postulate of “value-free science” seemed to rescue them from
the embarrassment in which they found themselves. Now they could
haughtily reject anything that did not suit them, on grounds that it
did not square with the dignity of science to interfere with the squab-
bling of political parties. In good faith, Max Weber had presented
the principle of Wertfreiheit for a resumption of scientific inquiries
into the problems of social life. Instead, it was used by the Historical-
Realistic-Social School as protection from the critique of theoretical
economics.

Again and again, perhaps intentionally, some writers refuse to rec-
ognize the difference between the analysis of economic problems and
the formulation of political postulates. We make no value judgments
when, for instance, we investigate the consequences of price controls
and conclude that a price ceiling set below that of the unhampered
market reduces the quantity offered, other conditions being equal. We
make no value judgments when we then conclude that price controls
do not achieve what the authorities hoped to achieve, and that they are
illogical instruments of policy. A physiologist does not indulge in value
judgments when he observes that the consumption of hydrocyanic
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acid destroys human life and, therefore, is illogical as a “nutritional
system.” Physiology does not answer the question of whether or not a
man wants to nourish or kill, or should do so; it merely determines
what builds and what destroys, what the nourisher should do and
the killer should do in order to act according to his intentions. When
I say that price controls are illogical, I mean to assert that they do
not achieve the objective they are usually meant to achieve. Now, a
Communist could reply: “I favor price controls just because they pre-
vent the smooth functioning of the market mechanism, because they
turn human society into a ‘senseless chaos’ and all the sooner lead to
my ideal of communism.” Then, the theory of price controls cannot
answer him, as physiology cannot answer the man who wants to kill
with hydrocyanic acid. We do not resort to value judgments when we
demonstrate, in similar fashion, the illogicality of syndicalism and the
unrealizability of socialism.

We destroy economics if all its investigations are rejected as inad-
missible. We can observe today how many young minds, who under
other circumstances would have turned to economic problems, spend
themselves on research that does not suit their talents and, therefore,
adds little to science. Enmeshed in the errors described above, they
shun significant scientific tasks.

7 THE HISTORICAL AND PRACTICAL ARGUMENTS FOR
INTERVENTIONISM

Put on the spot by economic criticism, the representatives of the
Historical-Realistic School finally appeal to the “facts.” It cannot be
denied, they assert, that all the theoretically unsuitable interventions
were actually made, and continue to be made. We cannot believe, they
contend, that economic practice did not notice this alleged unsuitabil-
ity. But interventionist norms survived for hundreds of years, and since
the decline of liberalism, the world is ruled again by interventionism.
All this is said to be sufficient proof that the system is realizable and
successful, and not at all illogical. The rich literature of the Historical-
Realistic School on the history of economic policies is said to confirm
the doctrines of interventionism.8

The fact that measures have been taken, and continue to be taken,
does not prove that they are suitable. It only proves that their sponsors
did not recognize their unsuitability. In fact, contrary to the beliefs

8Zwiedineck-Südenhorst, “Macht oder ökonomisches Gesetz” [Control or economic
law], Schmoller’s Yearbook, 49th year, p. 278 et seq.
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of the “empirics,” it is not so easy to comprehend the significance of
an economic measure. We cannot understand its significance without
an insight into the workings of the whole economy, that is, without
a comprehensive theory. The authors of works on economic history,
economic descriptions, economic policies, and economic statistics usu-
ally proceed much too thoughtlessly. Without the necessary theoretical
knowledge they engage in tasks for which they are completely unpre-
pared. Whatever the authors of the source material did not discover
usually escapes the historians’ attention also. In a discussion of an
economic regulation they are rarely inclined to examine properly and
carefully whether the intended result was actually achieved, and if it
was achieved, whether it was brought about by the regulation or some
other factors. They surely lack the ability to perceive all concomitant
effects that, from the point of view of the regulators, were desirable or
undesirable. Only in monetary history did the better quality of some
works stand out. Their authors were equipped with some knowledge
of monetary theory (Gresham’s law, quantity theory), and therefore
better understood the work they were to do.

The most important qualification of a researcher into “facts” is
complete mastery of economic theory. He must interpret the available
material in the light of theory. If he does not succeed in this, or it leaves
him unsatisfied, he must precisely elaborate the critical point, and
formulate the problem that needs to be solved theoretically. Others
then may try to solve the task. The failure is his, not that of theory. A
theory explains everything. Theories do not fail in individual problems;
they fail because of their own shortcomings. He who seeks to replace
one theory with another must either fit it into the given system, or
create a new system into which it fits. It is wholly unscientific to start
with observed “facts” and then announce the failure of “theory” and
system. The genius who advances science with new knowledge can
gain valuable information from the observation of a minute process,
either overlooked or deemed insignificant by those before him. His
mind is excited over every object. But the inventor replaces the old
with the new, not through negation, but with a view toward the whole
and the system.

We need not here deal with the deeper epistemological question of
conflicting systems. Nor need we discuss a multiplicity of opposing sys-
tems. To investigate the problems of interventionism there are, on the
one hand, modern economics together with classical theory and, on
the other hand, the deniers of system and theory, no matter how care-
fully they word their denial of the possibility of theoretical knowledge.
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Our answer to them is simple: try to create a system of theoretical
knowledge that pleases you more than ours. Then we can talk again.

Of course, all the objections raised against theoretical economics
are economic “theories.” In fact, the objectors themselves are now writ-
ing “economic theories” and giving lectures on “theoretical economics.”
But their work is inadequate because they neglect to weave the individ-
ual tenets of their “theory” into a system, a comprehensive theory of
catallactics. A theoretical tenet becomes a theory only through a system
and in a system. It is very easy to discourse on wage, rent, and interest.
But we may speak of a theory only where individual statements are
linked to a comprehensive explanation of all market phenomena.

In their experiments the natural sciences can eliminate all disturb-
ing influences and observe the consequences of the change of one
factor, other conditions being equal. If the result of the experiment
cannot be fitted satisfactorily into the given system of theory, it may
invite an expansion of the system, or even its replacement by a new
one. But he who would conclude from the result of one experiment
that there can be no theoretical perception would invite ridicule. The
social sciences lack the experiment. They can never observe the conse-
quences of one factor, other conditions being unchanged. And yet, the
deniers of system and theory dare to conclude from some “fact” that a
theory, or even all theory, has been refuted.

What is there to be said about general statements such as these:
“Britain’s industrial supremacy during the eighteenth and nineteenth
centuries was the result of mercantile policies in previous centuries,”
or “The rise in real wages during the last decades of the nineteenth cen-
tury and the early decades of the twentieth century must be credited
to labor unions,” or “Land speculation raises rents.” Such statements
are believed to be drawn directly from experience. This is not gray
theory, they tell us, but fruit from the green tree of life. But they
adamantly refuse to listen to a theorist who proposes to examine the
various tenets of “practical experience” by thinking them through, and
wanting to unite them into a systematic structure.

All the arguments the Empirical-Realistic School could advance do
not replace the lack of a comprehensive theoretical system.

8 RECENT WRITINGS ON THE PROBLEMS OF
INTERVENTIONISM

In Germany, the classical country of interventionism, the need to deal
seriously with an economic critique of interventionism was scarcely
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felt. Interventionism came to power without a fight. It could ignore the
science of economics created by Englishmen and Frenchmen. Friedrich
List denounced it as being injurious to the interests of the German
people. Among the few German economists, Thünen was scarcely
known, Gossen completely unknown, and Hermann and Mangold
without much influence. Menger was “eliminated” in the Methoden-
streit. Formal science in Germany did not concern itself with economic
achievements after the 1870s. All objections were brushed aside by
branding them special interest statements of entrepreneurs and capi-
talists.9

In the United States, which now seems to assume leadership in
interventionism, the situation is quite different. In the country of
J. B. Clark, Taussig, Fetter, Davenport, Young, and Seligman, it is impos-
sible to ignore all the achievements of economics. It was to be expected,
therefore, that an attempt would here be made to prove the realizabil-
ity and suitability of interventionism. John Maurice Clark, formerly a
University of Chicago professor and now, as was his great father John
Bates Clark, professor at Columbia University in New York City, has
undertaken this very task.10

We regret, however, that only a single chapter with a few pages
deals with the fundamental problems of interventionism. Professor
Clark distinguishes between two types of social regulation of economic
actions: regulation of incidental matters, “those in which the state is
dealing with matters which are incidental to the main transaction,”
and regulation of essential matters, “those in which the ‘heart of the
contract’ is at stake and the state presumes to fix the terms of the
exchange and dictate the consideration in money or in goods, or to
say that the exchange shall not take place at all.”11 This distinction
roughly coincides with our distinction between production and price
intervention. It is clear that an economic consideration of the system
of interventionism cannot proceed any differently.

In his analysis of “control of matters incidental to the contract”
J. M. Clark does not arrive at any conclusion other than ours in an
analysis of production intervention. He too must conclude that “such

9See the relevant description of this method by Pohle, Die gegenwärtige Krisis in der
deutschen Volkswirtschaftslehre [The present crisis in German economics], 2nd ed., Leipzig,
1921, p. 115 et seq.

10J. M. Clark, Social Control of Business (Chicago: University of Chicago Press, 1926).
11Ibid., p. 450. To avoid any misunderstanding I would like to emphasize that this

distinction has nothing to do with the public-law distinction between essentialia, naturalia,
and accidentalia negotii (the indispensably necessary, natural resources, and contract
matters).
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regulations impose some burdens on industry.”12 This is all that inter-
ests us in his discussion. His examination of the political pros and cons
of such intervention is irrelevant for our problem.

In his discussion of control of the “heart of the contract,” which
roughly corresponds to price intervention, Clark first mentions the
American control of interest rates. It is circumvented, he asserts,
through additional incidental charges that raise the nominal rate to
the borrower. An illegal commerce has developed in small loans to con-
sumers. Inasmuch as decent people do not engage in such transactions,
they are the sphere for unscrupulous operators. As such transactions
must shun the light of publicity, exorbitant interest rates are demanded
and granted, which exceed by far the rates that would prevail if no
rates were fixed. “Charges equivalent to several hundred per cent per
year are the common thing. The law multiplies the evil of extortion
tenfold.”13

Nevertheless, Professor Clark does not believe that rate fixing is
illogical. In general, the loan market even for this category of consumer
loans is to be left free, with a law to prohibit an interest rate higher
than the market rate. “The law . . . may render a great service in
preventing the exaction of charges which are materially above the true
market rate.” Therefore, the simplest method, according to Clark, is
“to fix a legal rate for this class of loans which liberally covers all costs
and necessary inducements, and to forbid all charges in excess of this
rate.”14

Surely, when the interest regulation sanctions the market rates or
even exceeds them, it can do no harm. It is useless and superfluous.
But if it fixes a rate that is lower than that which would develop in
an unhampered market, then all the consequences described so well
by Clark must emerge. Why, then, the rate fixing? Clark’s answer: it is
necessary to avoid unfair discrimination.15

The concept of “unfair” or “undue discriminations” originates in
the field of monopoly.16 If the monopolist as seller is in the posi-
tion to classify the potential buyers according to purchasing power
and desire intensity, to whom he offers his commodity or service at
different prices, then he does better without a uniform price. Such

12Ibid., p. 451.
13Ibid., p. 453 et seq.
14Ibid., p. 454.
15Ibid.
16See the voluminous American literature: Nash, The Economics of Public Utilities, New

York, 1925, p. 97, 371; Wherry, Public Utilities and the Law, New York, 1925, pp. 3 et seq.,
82 et seq., 174. See also Clark, op. cit., p. 398 et seq.
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conditions are given in most cases of means of transportation, electric
power plants, and similar enterprises. The freight rates of railroads
represent a nearly classical case of such a differentiation. But with-
out further explanation one cannot call this practice “unjust,” an
interventionist charge so naively and resentfully made against monop-
olists. However, we need not be concerned with the ethical justifica-
tion of intervention. From a scientific point of view, we merely must
observe that there is room for government intervention in the case of
monopoly.

But there is also a differential treatment of the various classes
of buyers that runs counter to the interests of monopolies. This may
be the case where the monopoly is managed as a part of a larger
enterprise in which the monopoly serves objectives other than greatest
profitability. Let us disregard all cases in which the monopolist either
is a compulsory association or acts under its influence, seeking to
achieve certain national, military, or social objectives. Freight rates,
for instance, may be set to accommodate foreign trade, or munic-
ipal services may be priced according to customers’ income. In all
such cases the interventionists approve of the differentiation. To us,
only those cases are significant in which the monopolist resorts to
differentiation that runs counter to his profit interests. It may be that
he takes into consideration the interests of his other enterprises that
are more important to him. Or he wants to disadvantage a buyer for
personal reasons, or force him to do or not to do something. In the
United States, railroads have favored individual shippers through con-
cessions of lower freight rates, which often forced their competitors
to close their businesses or sell them at depressed prices. The public
generally censured such practices because they promoted industrial
concentration and formation of monopolies. Public opinion viewed the
disappearance of competition in individual industries with great alarm.
It failed to recognize that competition takes place among producers
and sellers not only within each individual branch of production, but
also between all related goods, and in the final analysis, between
all economic goods. And it did not recognize that the monopolistic
price charged by the few genuine monopolies—mining and similar
primary production—is not so detrimental to all, as the naive foes of
monopolies are willing to assume.17

17See my Gemeinwirtschaft, Jena, 1922, p. 382 et seq. [English-language edition:
Socialism (London: Jonathan Cape, 1936), p. 391 et seq.], also my Liberalismus, Jena,
1927, p. 80 et seq. [English-language edition: The Free and Prosperous Commonwealth
(New York: D. Van Nostrand Co., Inc., 1962), p. 92 et seq.].
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But there is no talk of monopoly in Clark’s case of the loan market
for consumers, small farmers, merchants and tradesmen. How is it
possible to practice unfair discrimination? When one lender does
not lend at the market rate the borrower may simply go to another.
Of course, it cannot be denied that everyone is inclined—especially
among the borrowers of this lowest category—to overestimate his own
credit rating, and call the rates demanded by creditors too high.

J. M. Clark proceeds from a discussion of interest regulation to
that of minimum wages. “Artificial” wage boosts, he believes, lead to
unemployment. The rise in wages raises production costs, and thus
the product price. The quantity that was sold at the lower price can no
longer be marketed at this higher price. On the one hand, this leaves
unsatisfied buyers who would like to buy at the no longer quoted lower
price, and on the other hand, it causes unemployment of workers who
are willing to work at lower wage rates. Finally, entrepreneurs will be
willing to bring this potential demand and supply together.

So far we can again agree with Clark. But then comes an asser-
tion that completely misses the mark—that is, that “the regulations
affecting the incidental conditions of employment” must have the
same consequences since they too raise production costs.18 But this
is not correct. If wages are freely determined in the labor market, no
raise in wages above the market rate can occur as a result of inter-
ventions, such as the shortening of labor time, mandatory insurance
of workers at the expense of employers, regulations of workshop con-
ditions, vacations of workers with full pay, et cetera. All these costs
are shifted to wages and are borne by the workers. This fact could be
overlooked because such social interventions were introduced mainly
at a time when real wages were rising and the purchasing power of
money was falling. Thus, net wages paid to workers continued to
rise in terms of both money and purchasing power despite the ever-
rising social costs placed on the employer. His calculations include
not only the workers’ wages, but also all costs resulting from their
employment.

Clark’s further remarks have no bearing on our problem. He
believes that wage increases, like other interventions on behalf of work-
ers, “may prove self-sustaining through raising the level of personal
efficiency, through furnishing an added stimulus to the employer’s
search for improved methods, and through hastening the elimination
of the least efficient employers and transfering their business to those

18Clark, op. cit., p. 455.
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who will conduct it more efficiently.”19 All this can also be said about
an earthquake or any other natural catastrophe.

Professor Clark is trained too well in theory and is too perceptive
not to notice how untenable his reasoning actually is. He concludes,
therefore, that the question of whether or not a given intervention is
a “violation of economic law” is basically “a question of degree.” In
the final analysis, Clark assures us, we must consider how severely
the intervention affects production costs or market prices. The law of
supply and demand is “no thing of precision and inexorable rigidity.”
Many times “a small change in costs of production” has no effect at
all on final prices—when, for instance, the price is usually quoted in
round numbers and the merchants absorb small changes in costs or
wholesale prices. Clark’s final word: “A large increase in wage rates
may be a ‘violation of economic law,’ in the sense in which we are
using the term, where a small increase would not be.”20

Upon careful reflection, Professor Clark yields to all the objections
by those writers who call interventionism unsuitable and illogical.
It is obvious and undeniable that the quantitative consequences of
an intervention depend on the severity of the intervention. A small
earthquake destroys less than a big one, and a very small earthquake
may leave no visible traces at all.

It is utterly irrelevant that Clark nevertheless clings to the state-
ment that such interventions can be made and advocated. He must
admit that this leads to further measures in order to alleviate the
consequences. For instance, when price controls are imposed, there
must be a rationing in order to remove the discrepancy between sup-
ply and demand. And it will be necessary to stimulate production
directly because the normal impetus will be lost.21 At this point Clark
unfortunately discontinues his discussion. Had he proceeded he would
necessarily have come to the conclusion that there are only two alter-
natives: either to abstain from all intervention, or, if this is not the
intention, to add ever new interventions in order to eliminate “the
discrepancy between supply and demand which the public policy has
created,” until all production and distribution are controlled by the
social apparatus of coercion, that is, until the means of production are
nationalized.

In the case of minimum wage legislation it is a very unsatisfactory
solution for Professor Clark to recommend that the workers who lost

19Ibid.
20Ibid.
21Ibid., p. 456.
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their jobs be employed in public works.22 And when he points at
“energy, intelligence and loyalty” calling for government intervention,
he merely reveals his embarrassment.23

In his second to last sentence of this chapter dealing with funda-
mentals, Clark concludes that “government can do a great deal of
good by merely seeing to it that everyone gets the benefit of the mar-
ket rate, whatever that is, and thus prevent the ignorant from being
exploited on account of their ignorance.”24 This concurs completely
with the position of classical liberalism: government shall be limited to
the protection of private property and the elimination of all obstacles
to free market access for individuals or groups of individuals. This
is nothing but another wording of the principle: laissez faire, laissez
passer. It is insignificant that Professor Clark apparently believes that
a special information program is necessary for the attainment of this
objective. Ignorance of the market situation alone cannot prevent
potential buyers or workers from exploring the situation. If the sell-
ers and entrepreneurs are not hampered in searching for customers
and workers, their competition will reduce goods prices and raise
wages until the market rate is attained. But whatever it be, classical
liberal principles are not violated if government undertakes to publish
relevant data on the formation of market prices.

The result of Clark’s inquiry into our problem thus does not contra-
dict our own analysis earlier in this essay. Despite Clark’s eagerness
to prove that the popular interventions are not unsuitable and illogi-
cal, he did not succeed in adding anything but the observation that
the consequences are insignificant if the intervention is quantitatively
unimportant, and that important interventions have undesirable conse-
quences that need to be alleviated through more intervention. At this
point Clark unfortunately halted his discussion. If he had proceeded to
its conclusion, which he should have done, it too would have clearly
revealed the only alternative: either private property in the means of
production is permitted to function freely, or control over the means
of production is transferred to organized society, to its apparatus of
coercion, the state. It would have revealed that there can be no other
alternative but socialism or capitalism.

Thus, Clark’s work also, which is the most complete expression
of American interventionism, can come to no other conclusion in its
discussion of the basic questions of interventionism. Interventionism

22Ibid.
23Ibid., p. 457.
24Ibid., p. 459.
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is a system that is contradictory and unsuitable even from the point of
view of its sponsors, that cannot be carried out logically, and whose
introduction in every case can effect nothing but disturbances in the
smooth functioning of the social order based on private property.

We owe the most recent German discussion of our problem to
Richard Strigl, a member of the Austrian School. Although not so
outspoken as J. M. Clark, he too sympathizes with interventionism.
Every line of his work, which seeks to analyze theoretically the wage
problems of interventionism,25 clearly reflects his desire to acclaim
as much as possible social policy in general and labor union policies
in particular. All Strigl’s statements are carefully worded in the same
manner that authors of previous centuries worded theirs in order to
escape inquisition or censure.26 But all the concessions which his heart
grants to interventionistic thinking concern only secondary matters
and the formulation of doctrine. Regarding the problem itself, Strigl’s
perceptive analysis comes to no conclusion other than that drawn in
scientific economic analysis. The gist of his doctrine is visible in the
sentence: “The greater the service a worker can render, the more he
will earn, provided his service is useful in the economy; it does not
matter whether his wage is determined in the free market or agreed
upon by collective contract.”27 It obviously grieves him that this is so,
but he cannot and will not deny it.

Strigl emphasizes that artificial wage increases create unemploy-
ment.28 This is undoubtedly the case where wages are raised in indi-
vidual industries only, or in individual countries only, or where they
are raised unevenly in different industries and countries, or where
monetary policies are used to stem a general rise in prices. Undoubt-
edly Strigl’s case is important for an understanding of present-day
conditions. For a thorough understanding of the problem, however, we
must rely upon another basic assumption. To have universal validity
our analysis must assume that the rise in wages occurs evenly and
simultaneously in different industries and countries, and that mone-
tary factors do not intervene. Only then can we completely understand
interventionism.

Of all the interventionist measures none is probably under stronger
attack in Germany and Austria than the eight-hour workday. Many

25See Strigl, Angewandte Lohntheorie. Untersuchungen über die wirtschaftlichen Grund-
lagen der Socialpolitik [Applied wage theory. Inquiries into the economic foundations of
social policy], Leipzig and Vienna, 1926.

26Ibid., especially p. 71 et seq.
27Ibid., p. 106.
28Ibid., p. 63 et seq., p. 116 et seq.
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believe that the economic emergency can be met only be repealing the
eight-hour law: more work and more intensive work are needed. It is
taken for granted that the lengthening of labor time and the improve-
ment in labor efficiency would not be accompanied by higher wages,
or at least that the increases would trail the rising labor efficiency, so
that labor would become less expensive. Simultaneously, a reduction
in all kinds of “social costs” is demanded, such as the elimination of
the “welfare tax” payable by the businessman in Austria. It is tacitly
assumed that he would retain the savings from such cost reductions,
and that his labor costs would thus be reduced indirectly. Efforts to
reduce wages directly are insignificant at the present time.

In social journals and economic literature, the discussion of the
problems of the eight-hour day, and the intensity of labor reveals a
slow but steady progress in economic understanding. Even writers
who do not hide their bias for interventionism, admit the cogency of
the most important arguments against interventionism. Seldom do
we still meet the blindness in a fundamental understanding of such
matters that characterized our literature before the war.

Surely, the supremacy of the interventionist school has not yet
been overthrown. Of Schmoller’s state socialism and etatism and of
Marx’s egalitarian socialism and communism only the names have
survived in political life; the socialist ideal itself has ceased to exert
a direct political effect. Its followers, even those who were willing to
shed blood to bring it about a few years ago, have now postponed
it or given up entirely. But interventionism as Schmoller and Marx
advocated it—Schmoller, as a foe of all “theory,” quite unhesitatingly;
Marx with bad conscience about its insoluble contradiction to all his
theories—now dominates the climate of opinion.

We need not examine here whether the political conditions are
ripe for the German people and other leading nations to turn away
from interventionistic policies. An impartial analysis of the state of
affairs may show that interventionism continues to advance. This can
hardly be denied for Great Britain and the United States. But surely
it is as futile today as it was in the past to defend interventionism
as meaningful and purposeful from the point of view of economic
theory. In fact, it is neither meaningful nor purposeful from any point
of view. There is no road from economics to interventionism. All
interventionistic successes in practical politics were “victories over
economics.”





THE HAMPERED MARKET ECONOMY

1 THE PREVAILING DOCTRINE OF THE HAMPERED
MARKET ECONOMY

With a few exceptions contemporary commentators on economic prob-
lems are advocating economic intervention. This unanimity does not
necessarily mean that they approve of interventionistic measures by
government or other coercive powers. Authors of economics books,
essays, articles, and political platforms demand interventionistic mea-
sures before they are taken, but once they have been imposed no
one likes them. Then everyone—usually even the authorities respon-
sible for them—call them insufficient and unsatisfactory. Generally
the demand then arises for the replacement of unsatisfactory interven-
tions by other, more suitable measures. And once the new demands
have been met, the same scenario begins all over again. The universal
desire for the interventionist system is matched by the rejection of all
concrete measures of the interventionist policy.

Sometimes, during discussion of a partial or complete repeal of
a regulation, there are voices against changing it, but they rarely
approve the given measure; they wish to prevent even worse mea-
sures. For instance, scarcely ever have livestock farmers been pleased
with the tariffs and veterinary regulations that were adopted in order
to restrict the importation of livestock, meats, and fats from abroad.
But as soon as consumers demand the repeal or relaxation of these
restrictions, the farmers rise in their defense. The champions of leg-
islative labor protection have labeled every regulation adopted so far
as unsatisfactory—at best to be accepted as an installment on what
needs to be done. But if one such regulation faces repeal—for instance,
the legal limitation of the workday to eight hours—they rise in its
defense.

This attitude toward specific interventions is readily understood by
anyone who recognizes that intervention necessarily is illogical and
unsuitable, as it can never attain what its champions and authors hope
to attain. It is remarkable, however, that it is obstinately defended in
spite of its shortcomings, and in spite of the failure of all attempts at
demonstrating its theoretical logic. To most observers, the thought of

33



34 THE HAMPERED MARKET ECONOMY

returning to classical liberal policies appears so absurd that they rarely
bother to give it thought.

The defenders of interventionism often appeal to the notion that
classical liberalism belongs to a past era. Today, they tell us, we are
living in the age of “constructive economic policy,” namely, interven-
tionism. The wheel of history cannot be turned back, and that which
has vanished cannot be restored. He who calls for classical liberalism
and thus proclaims the solution as “back to Adam Smith” is demanding
the impossible.

It is not at all true that contemporary liberalism is identical with
the British liberalism of the eighteenth and nineteenth centuries. Cer-
tainly modern liberalism is built on the great ideas developed by Hume,
Adam Smith, Ricardo, Bentham, and Wilhelm Humboldt. But liber-
alism is no closed doctrine and rigid dogma. It is an application of
the principles of science to man’s social life, to politics. Economics
and social science have made great strides since the beginning of
liberal doctrine, and thus liberalism also had to change, although the
basic thought remained unaltered. He who makes the effort to study
modern liberalism will soon discover the differences between the two.
He will learn that knowledge of liberalism cannot be derived from
Adam Smith alone, and that the demand for repeal of interventionistic
measures is not identical with the call, Return to Adam Smith.

Modern liberalism differs from the liberalism of the eighteenth
and nineteenth centuries at least as much as modern interventionism
differs from the mercantilism of the seventeenth and eighteenth cen-
turies. It is illogical to call the return to free trade an anachronism if
the return to the system of protection and prohibition is not also seen
as an anachronism.

Writers who credit the change in economic policy simply to the
spirit of the age surely expect very little from a scientific explanation
of interventionism. The capitalist spirit is said to have been replaced
by the spirit of the hampered economy. Capitalism has grown old
and, therefore, must yield to the new. And this new is said to be the
economy that is hampered by government and other intervention.
Anyone who seriously believes that such statements can refute the
conclusions of economics regarding the effects of import duties and
price controls truly cannot be helped.

Another popular doctrine works with the mistaken concept of “free
competition.” At first, some writers create an ideal of competition
that is free and equal in conditions—like the postulates of natural
science—and then they find that the private property order does
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not at all correspond to this ideal. But because realization of this
postulate of “competition that is really free and equal in conditions” is
believed to be the highest objective of economic policy, they suggest
various reforms. In the name of the ideal, some are demanding a kind
of socialism they call “liberal” because they apparently perceive the
essence of liberalism in this ideal. And others are demanding various
other interventionistic measures. But the economy is no prize contest
in which the participants compete under the conditions of the rules
of the game. If it is to be determined which horse can run a certain
distance in the shortest period of time, the conditions should be equal
for all horses. However, are we to treat the economy like an efficiency
test to determine which applicant under equal conditions can produce
at lowest costs?

Competition as a social phenomenon has nothing in common with
competition in play. It is a terminological confusion to transfer the
postulate of “equal conditions” from the rules of sport or from the
arrangement of scientific and technological experiments to economic
policy. In society, not only in the capitalist order, but in every con-
ceivable social order, there is competition among individuals. The
sociologists and economists of the eighteenth and nineteenth centuries
demonstrated how competition works in the social order that rests on
private property in the means of production. This was an essential part
of their critique of the interventionistic policies of the mercantilistic
police and welfare state. Their investigations revealed how illogical
and unsuitable interventionistic measures were. Pressing further they
also learned that the economic order that corresponds best to man’s
economic goals is that built on private property. Surely the mercan-
tilists wondered how the people would be provided for if government
left them alone. The classical liberals answered that the competition of
businessmen will supply the markets with the economic goods needed
by consumers. In general they couched their demand for elimination
of intervention in these words: the freedom of competition must not
be limited. With the slogan of “free competition” they demanded that
the social function of private property not be hampered by government
intervention. Thus the misunderstanding could arise that the essence
of liberal programs was not private property, but “free competition.”
Social critics began to chase a nebulous phantom, “genuinely free com-
petition,” which was nothing more than a creature of an insufficient
study of the problem and occupation with catchwords.1

1See the critique of such errors, Halm, Die Konkurrenz [Competition], Munich and
Leipzig, 1929, especially p. 131 et seq.
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The apology for interventionism and the refutation of the critique
of interventions by economic theory are taken much too lightly with
the assertion, e.g., by Lampe, that this critique

is justified only when it is shown simultaneously that the exist-
ing economic order corresponds to the ideal of free competition.
Only under this condition must every government intervention
be tantamount to a reduction in economic productivity. But no
serious social scientist would venture today to speak of such a
pre-established economic harmony, as the classical economists
and their optimistic-liberal epigones envisage it. There are ten-
dencies in the market mechanism that bring about an adjustment
of disrupted economic relations. But these forces prevail only “in
the long run,” while the readjustment process is interrupted by
more or less sharp frictions. This gives rise to situations in which
intervention by “social power” not only can be necessary politi-
cally, but also suitable economically . . . provided expert advice
on the basis of strictly scientific analysis is available to the public
power and that it is followed.2

It is most remarkable that this thesis was not written during the
1870s or 1880s when the Socialists of the Chair untiringly offered to
the high authorities their infallible remedies for the social problem
and their promises for the dawn of glorious times. But it was written
in 1927. Lampe still does not see that the scientific critique of inter-
ventionism has nothing to do with an “ideal of free competition” and
“preestablished harmony.”3 He who scientifically analyzes intervention-
ism does not maintain that the unhampered economy is in any sense
ideal, good, or free from frictions. He does not contend that every
intervention is tantamount to a “reduction in economic productivity.”
His critique merely demonstrates that interventions cannot achieve
the objectives which their authors and promoters want to achieve,
and that they must have consequences which even their authors and
sponsors did not want and which run counter to their own intentions.
This is what the apologists of interventionism must answer. But they
are without an answer.

Lampe presents a program of “productive interventionism” con-
sisting of three points.4 The first point is that the public authority
“must possibly stand for a slow reduction of the wage level.” At least

2Lampe, Notstandarbeiten oder Lohnabbau? [Public works or wage reductions?], Jena,
1927, p. 104 et seq.

3On “pre-established harmony” see, further my essay below, “Anti-Marxism.”
4Lampe, op. cit., p. 127 et seq.
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Lampe does not deny that any “public authority” attempt at holding
wage rates above those an unhampered market would establish must
create unemployment. But he overlooked the fact that his own pro-
posal would bring about, to a lesser degree and for a limited time, the
intervention which he himself knew to be unsuitable. When compared
with such vague and incomplete proposals, the advocates of all-round
controls have the advantage of seeming logical. Lampe reproaches
me for not caring how long the transitional frictional unemployment
will last and how severe it may be.5 Now, without intervention it nei-
ther will last long nor affect many. But undoubtedly the enactment of
Lampe’s proposal can only bring about its prolonged duration and its
aggravated severity. Even Lampe cannot deny this in the light of his
other discussion.

Anyway, we must bear in mind that a critique of interventionism
does not ignore the fact that when some production interventions are
eliminated special frictions are generated. If, for instance, all import
restrictions were lifted today, the greatest difficulties would be evident
for a short time, but there would soon be an unprecedented rise in
the productivity of human labor. These inevitable frictions cannot be
mitigated through an orderly lengthening of the time taken for such a
reduction of the protection, nor are they always aggravated by such a
lengthening. However, in the case of government interferences with
prices, a slow and gradual reduction, when compared with their imme-
diate abolition, only prolongs the time during which the undesirable
consequences of the intervention continue to be felt.

The two other points of Lampe’s “productive interventionism”
require no special critique. In fact, one of them is not interventionistic,
and the other actually aims at its abolition. In the second point of his
program, Lampe demands that public authority eliminate the numer-
ous institutional obstacles that stifle the occupational and regional
mobility of labor. But this means elimination of all those government
and labor union measures that impede mobility. This is basically the
old demand of laissez passer, the very opposite of interventionism. And
in his third point, Lampe demands that the central political author-
ity gain “an early and dependable overview of the whole economic
situation,” which surely is no intervention. An overview of the eco-
nomic situation can be useful to everybody, even to government, if the
conclusion is reached that there should be no interference at all.

When we compare Lampe’s interventionistic program with others
of a few years ago, we recognize how much more modest the claims

5Ibid., p. 105.
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of this school have become. This is progress of which the critics of
interventionism can be proud.

2 THE THESIS OF SCHMALENBACH

Considering the dismal intellectual poverty and sterility of nearly all
books and papers defending interventionism, we must take notice of an
attempt by Schmalenbach to prove the inevitability of the “hampered
economy.”

Schmalenbach starts from the assumption that the capital intensity
of industry is growing continuously. This leads to the inference that
fixed costs become ever more significant while proportional costs lose
in significance.

The fact that an ever larger share of production costs is fixed
causes the old era of a free economy to draw to a close, and a
new era of a hampered economy to begin. It is a characteristic
of proportional costs that they occur with every item produced,
with every ton delivered. . . . When prices fall below production
costs, production is curtailed with corresponding savings in pro-
portional costs. But if the lion’s share of production costs con-
sists of fixed costs, a production cutback does not reduce costs
correspondingly. When prices then decline it is rather futile to
offset their fall through production cutbacks. It is cheaper to
continue production with average costs. Of course, the business
now suffers a loss which, however, is smaller than it would be in
the case of production cutbacks with nearly undiminished costs.
The modern economy with its high fixed costs thus has been
deprived of the remedy that automatically coordinates production
and consumption, and thereby restores the economic equilibrium.
The economy lacks the ability to adjust production to consump-
tion because to a large extent proportional costs have become
rigid.6

This shifting of production costs within the enterprise “almost
alone” is “guiding us from the old economic order to the new one.”
“The old great era of the nineteenth century, the epoch of free enter-
prise, was possible only when production costs generally were propor-
tional in nature. It ceased to be possible when the proportion of fixed
costs became ever more significant.” Since the growth of fixed costs

6Schmalenbach, “Die Betriebswirtschaftslehre an der Schwelle der neuen Wirtschafts-
verfassung” [The doctrines of business administration at the dawn of a new economic con-
stitution] in Zeitschrift für Handelswissenschaftliche Forschung [Journal for trade research],
22nd year, 1928, p. 244 et seq.
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has not yet stopped and will probably continue for a long time, it is
obviously hopeless to count on a return of the free economy.7

Schmalenbach at first offers proof for the relative rise in fixed
costs with the remark that the continuous growth of enterprise size “is
necessarily connected with an expansion, even a relative expansion,
of the department that is heading the whole organization.”8 I doubt
that. The superiority of a larger enterprise consists, among other
things, in managerial costs lower than those of smaller enterprises.
The same is true for the commercial departments, especially the sales
organizations.

Of course, Schmalenbach is completely correct when he empha-
sizes that the costs of management and many other general costs
cannot be reduced substantially when the enterprise works only at
one-half or one-fourth of its capacity. But as management costs decline
with the growth of the enterprise, calculated per unit of output, they
are less significant in this age of big business and giant enterprises
than formerly in the age of smaller operations.

But Schmalenbach’s emphasis is not here; it lies on the rise in
capital intensity. He believes that he can simply conclude from the
continuous formation of new capital and progressive application of
machines and equipment—which is undoubtedly true in a capitalist
economy—that the ratio of fixed costs will rise. But he must prove
first that this is actually the case for the whole economy, not just for
individual enterprises. In fact, continuing capital formation leads to a
decline in the marginal productivity of capital and an increase in that
of labor. The share that goes to capital declines, and that of labor rises.
Schmalenbach did not consider this, which negates the very premise
of his thesis.9

But let us also ignore this shortcoming and examine Schmalen-
bach’s doctrine itself. Let us raise the question of whether a relative
rise in fixed costs can actually precipitate entrepreneurial behavior that
deprives the economy of its ability to adjust production to demand.

Let us look at an enterprise that either from the start or because
of a changed situation does not come up to its earlier expectations.
When it was built its founders hoped that the investment capital not
only would be amortized and would yield the going rate of interest
but, in addition, would pay a profit. Now it has turned out differently.

7Ibid., p. 242 et seq.
8Ibid., p. 243.
9See Adolf Weber, Das Ende des Kapitalismus [The end of capitalism], Munich, 1929,

p. 19.
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The product price has fallen so much that it covers only a part of
production costs—even without allowance for the costs of interest
and amortization. A cutback in output cannot bring relief; it cannot
make the enterprise profitable. The less it produces, the higher will
be the production costs per unit of output and the greater the losses
from the sale of each unit (pursuant to our assumption that the fixed
costs are very high relative to proportional costs, disregarding even
the costs of interest and amortization). There is only one way out of
the difficulty: to shut down entirely; only then can further losses be
avoided. Of course the situation may not always be so simple. There is
hope, perhaps, that the product price will rise again. In the meantime,
production is continued because the disadvantages of the shutdown
are thought to be greater than the operating losses during the bad
time. Until recently most unprofitable railroads were in this situation
because automobiles and airplanes entered the competition. They
counted upon an increase in traffic, hoping to earn profits some day.
But if such special conditions do not exist, production is shut down.
Enterprises laboring under less favorable conditions disappear, which
establishes the equilibrium between production and demand.

Schmalenbach’s error lies in his belief that the cutback in produc-
tion, necessitated by the decline in prices, must take place through
a proportionate cutback of all existing operations. He forgets that
there is yet another way, namely, the complete shutdown of all plants
working under unfavorable conditions because they can no longer
stand the competition of plants producing at lower costs. This is true
especially in industries producing raw materials and staples. In finish-
ing industries, where individual plants usually manufacture various
items for which production and market conditions may vary, a cutback
may be ordered, limiting output to the more profitable items.

This is the situation in a free economy unhampered by government
intervention. Therefore, it is utterly erroneous to maintain that a rise
in fixed costs denies our economy the ability to adjust production to
demand.

It is true that if government interferes with this adjustment pro-
cess through the imposition of protective tariffs of appropriate size a
new possibility arises for producers: they can form a cartel in order
to reap monopolistic gains through reductions in output. Obviously,
the formation of cartels does not result from some development in
the free economy, but is rather the consequence of the government
intervention, i.e., the tariff. In the case of coal and brick, the trans-
portation costs, which are so high relative to product value, may, under
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certain conditions and without government intervention, lead to the
formation of cartels with limited local effectiveness. A few metals are
found in so few places that even in a free economy the producers may
attempt to form a world cartel. But it cannot be said too often that all
other cartels owe their existence not to a tendency in a free economy,
but to intervention. International cartels generally can be formed only
because important production and consumption areas are sheltered
from the world market by tariff barriers.

The formation of cartels has nothing to do with the ratio of fixed to
proportional costs. The fact that the cartel formation in the finishing
industries is proceeding more slowly than in staple industries is not
due to the slower rise in fixed costs, as Schmalenbach believes, but to
the complex manufacture of goods nearer to consumption, which is too
intricate for cartel agreements. Furthermore, it is due to the dispersal
of production over numerous enterprises that are more vulnerable to
competition by outsiders.

The fixed costs, according to Schmalenbach, prod an enterprise to
embark upon expansion in spite of lacking demand. There are facilities
in each plant that are used very little; even at full plant operation they
are working with degressive costs. To utilize these facilities better the
plant is enlarged. “Thus whole industries are expanding their capacities
without justification by a rise in demand.”10 We readily admit that
this is the case in contemporary Europe with its interventionistic
policies, and especially in highly interventionistic Germany. Production
is expanded without consideration of the market, but rather in view of
the redistribution of cartel quotas and similar considerations. Again,
this is a consequence of interventionism, not a factor giving rise to it.

Even Schmalenbach, whose thinking is oriented economically in
contrast to that of other observers, could not escape the error that
generally characterizes German economic literature. It is erroneous to
view developments in Europe, and particularly in Germany under the
influence of highly protective tariffs, as the result of free market forces.
It cannot be emphasized too often and too emphatically that the Ger-
man iron, coal, and potash industries are operating under the impact
of tariff protection, and, in the case of coal and potash, also under
other government intervention, and these are forcing the formation of
syndicates. Therefore, to draw conclusions for the free economy from
what is happening in those industries is completely incorrect. The
“permanent inefficiency” so sharply criticized by Schmalenbach,11 is

10Schmalenbach, op. cit., p. 245.
11Ibid., p. 247.
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no inefficiency of the free economy, but inefficiency of the hampered
economy. The “new economic order” is the product of interventionism.

Schmalenbach is convinced that in the not-too-distant future we
must reach a state of affairs in which the monopolistic organizations
will receive their monopolistic power from the state, and the state
will superintend “the performance of the duties incumbent on the
monopoly.”12 Surely, if for any reason we reject the return to a free
economy, this conclusion completely agrees with that to which every
economic analysis of the problems of interventionism must lead. Inter-
ventionism as an economic system is unsuitable and illogical. Once
this is recognized it leaves us with the choice between lifting all restric-
tions, or expanding them to a system in which government directs all
business decisions—in which the state determines what to produce
and how, under what conditions, and to whom the products must be
sold. This is a system of socialism in which private property at best
survives in name only.

A discussion of the economy of a socialistic community does not
belong with this analysis. I have dealt with it in another place.13

12Ibid., p. 249 et seq. Schmalenbach, op. cit., p. 245.
13See Mises, Die Gemeinwirtschaft, Jena, 1922, p. 94 et seq. [English-language edition:

Socialism (London: Jonathan Cape, 1936), p. 111 et seq.]



SOCIAL LIBERALISM1

1 INTRODUCTION

Heinrich Herkner, president of the Association for Social Policy, recently
published his autobiography under the subtitle “The Life of a Socialist
of the Chair.” In it he made it his task “to facilitate an understanding
of the closing era of German academic socialism.”2 In fact, it cannot be
denied that the Socialists of the Chair have said everything they meant
to say, and it seems their supremacy is now declining. Therefore, it is
time for an examination of their achievements.

On the occasion of Gustav Schmoller’s seventieth birthday, the
most eminent members of the Historical-Realistic School cooperated
in a work that was to present the results of the efforts of German
economics during the nineteenth century.3 A summary of the forty
monographs of this book was never written. The preface expressly
states that it must be left to a future analysis to take stock of the nature
and extent of the progress of German economic science as a whole.4

If anyone had tried to write this analysis, it undoubtedly would
have been disappointing. The summary more than the individual
monographs would have revealed how few of its goals the School did
achieve. It would have shown how the School, whenever it touched
upon fundamental questions, could not escape borrowing from the
discoveries of a theoretical school that is quite low in its esteem. In
each contribution that merely half-way meets its requirements, the
work of economic theorists is clearly visible despite the fact that they
stood apart from the School and were attacked by it. Bernhard’s
contribution on wages, for instance, arrives at the conclusion that
“the Historical-Statistical School barely touched the main problem of
wages.” It merely launched detailed investigations, but on the great
questions it “finally could stutter only the confession: the processes are
more complicated than the sum of our detailed investigations. There

1Zeitschrift für die Gesainte Staatswissenschaft [Journal for all the social sciences],
vol. 81, 1926.

2Volkswirtschaftslehre der Gegenwart in Selbstdarstellung [Contemporary economics in
an autobiography], edited by Dr. Felix Meiner, vol. I, Leipzig, 1924, p. 113.

3Die Entwicklung der deutschen Volkswirtschaftslehre im 19. Jahrhundert [The devel-
opment of German economics during the ninteenth century], Leipzig, 1908, two volumes.

4Ibid., vol. I, p. viii.
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would be no new German research if it were not for the so-called
abstract Austrian School.”5 If this is true of wages, a topic on which
the Socialists of the Chair loved to expound, how much more must it
apply to all other problems!

We are gaining the same impression from all other collections
of essays this School has published. In Outlines of Social Economics
Austrian economists dealt with the history of thought and with eco-
nomic theory. And the classical contributions by Menger, Böhm-Bawerk,
Wieser, and a few other “theorists” are the only essays of lasting inter-
est in the ten-thousand-page collection of the third edition of the
Handbook of Social Sciences.

There is yet another comprehensive Festschrift that seeks to present
the entire science in monographs. But there are signs that such collec-
tions covering motley problems, torturing readers and embarrassing
librarians, are gradually being replaced with collections dealing with
one set of problems only. On the occasion of the eightieth birthday of
Lujo Brentano, the veteran dean of academic socialism in and outside
Germany, his students published Economics After the War.6

Naturally, the quality of the individual contributions varies greatly.
And it need not be emphasized that the twenty-nine contributors
worked independently and took no notice of each other’s theories and
ideologies. But a common thread appears throughout the works—es-
pecially those the editors thought most important and which Brentano
probably read with greatest delight—namely, the intention to defend
and elaborate the “Brentano system.” The external conditions for such
a task are less favorable today than seventeen years ago. When the
Schmoller Festschrift appeared, academic socialism and Historical-
Realistic economics stood at the zenith of their reputation and polit-
ical influence. A great deal has changed since then. The Schmoller
Festschrift had the sound of a fanfare. The Brentano Festschrift is calling
for discussion.

2 SOCIALISM OF THE CHAIR

Academic socialism is no homogeneous ideology. In the way syn-
dicalism stands alongside socialism, although they often are not

5Bernhard, “Der Arbeitslohn” [Wages] in ibid., vol. I, XI, p. 11 et seq.
6Festgabe für Lujo Brentano: Die Wirtschaftswissenschaft nach dem Kriege [Economics

after the war], Twenty-nine Contributions to the State of German and Foreign Research
after the War; vol. I, Economic Ideologies; vol. II, The Situation in Research; edited by
M. J. Bonn and M. Palyi, Munich and Leipzig, 1925. Below, I quote from these contributions,
giving in the footnotes author, volume, and page number.
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differentiated distinctly, there are two schools of thought in Socialism
of the Chair: the Socialist School (state socialism or etatism), and the
Syndicalist School (at times called “social liberalism”).

Socialism and syndicalism are implacable antagonists, and the two
ideologies stand in irreconcilable contrast to liberalism. No specious
argument can ignore the fact that direct control over the means of pro-
duction can only rest either with individuals, with society as a whole,
or with associations of workers in each industry. Politics can never
succeed in dividing direct control over certain means of production
between society (the state), labor unions, or individuals. Property as
direct control over means of production is indivisible. True, there can
be a social order in which some means are owned by the state or other
administrative bodies, some by labor unions, and some by individu-
als. In this sense, there can be partial socialism, partial syndicalism,
and partial capitalism. But there can never be a compromise between
socialism, liberalism, and syndicalism with regard to the same means
of production. This fundamental and logical implacability of the three
conceivable social orders has again and again been obscured in the-
ory and politics. But no one has ever succeeded in creating a social
order that could be called a synthesis, or even reconciliation, of the
conflicting principles.

Liberalism is the ideology that views private property in the means
of production as the only possible, or at least best conceivable foun-
dation of human society based on division of labor. Socialism seeks
to transfer the property in the means of production to the hands of
organized society, the state. Syndicalism wants to transfer control over
the means of production to the association of workers in the individual
branches of production.7

State socialism (etatism, also conservative socialism) and its related
systems of military socialism and Christian socialism aim at bringing
about a society in which “the management of property is left to indi-
viduals,” but its employment is supervised and guided by the collective
whole so that “formally property is private, but in substance it is
public.”8 The farmer, for instance, becomes a “civil servant and must
grow what the country needs according to his best knowledge and

7Syndicalism as a social ideal must not be confused with syndicalism as tactics. The
specific syndicalistic tactics (the action directe of the French syndicalists) may also serve
other ideologies. For instance, they may be used toward the realization of socialism.

8Also in the restructuring of society by Othmar Spann, Der wahre Staat [The true
state], Leipzig, 1921, p. 249. Cf. Honigheim, Romantische und religiös-mystisch verankerte
Wirtschaftsgesinnungen [Romantic and religiously-mystically rooted economic opinions],
vol. I, p. 264.
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conscience or by government order. If he receives his interest and a
living salary, he has everything he can demand.”9 Some large enter-
prises are transferred directly to the state or community, all others
formally remain in the hands of their owners, but must be managed
in accordance with the plan of the authorities. Thus, every business
becomes a public office, and every occupation an “appointment.”

At the time serious consideration was still given to the Social-
Democratic program to transfer formally all means of production to
society, there seemed to exist a considerable, although not funda-
mental, difference between the program of the etatists and that of
the Social Democrats. Today the Social-Democratic program simply
calls for an immediate nationalization of large enterprises, while trade
shops and farms are to be under the control of the state. In this respect,
etatists and socialists are much closer today than they were a dozen
years ago.

However, the fundamental difference between the social ideals of
etatism and the Social Democrats existed in the problem of income
distribution, not in the nationalization program. It was self-evident to
the Social Democrats that all income differences were to disappear. But
etatism meant to distribute income according to “dignity.” Everyone
was to receive according to his rank. On this point as well, the gap
dividing Social Democrats and etatists has narrowed considerably.

Etatism, too, is genuine socialism, although it may differ in a
few points from the socialism of the Communist Manifesto and the
Erfurt Program. What is essential alone is its position on the problem of
private property in the means of production. Inasmuch as the Socialists
of the Chair represented etatism, and inasmuch as they demanded the
nationalization of large enterprises and government supervision and
control of all other enterprises, they engaged in socialistic politics.

But not all Socialists of the Chair were etatists. Lujo Brentano
and his School promoted a syndicalistic program, although in many
questions of daily politics they joined ranks with the other Socialists
of the Chair and, together with the Social Democrats, fought against
liberalism. As set forth, their syndicalism is no more definite and
straightforward than any other program. As a matter of fact, it is so
contradictory and leads to such absurd consequences that it could
never be unswervingly advocated. Brentano carefully veiled his posi-
tion, but nevertheless it was syndicalism. It became visible in his

9See Philipp von Arnim, Ideen zu einer vollständigen Landwirtschaftlichen Buchhaltung
[Ideas on complete agricultural accounting], 1805, quoted by Waltz, Vom Reinertrag in der
Landwirtschaft [On the net return in agriculture], Stuttgart and Berlin, 1904, p. 21.
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position on the problems of labor union coercion and strike, and the
protection of workers willing to work.

If employees receive the right to shut down an enterprise as long
as its owner rejects their demands, the control over production, in
final analysis, has been placed in the hands of labor unions. The
problem must not be obscured by the confusion between free collective
bargaining—the workers’ freedom to organize—and the impunity of
workers guilty of breach of contract. The protection of workers willing
to work is an entirely different matter. As long as the work stoppage of
the workers of one enterprise or in an entire industry can be rendered
ineffective through employment of workers from other industries or
from a given reservoir of unemployed workers, the labor unions are
unable to raise wage rates above those paid without them. But as soon
as the physical force of labor, with tacit consent or open promotion by
the state, makes it impossible to replace the strikers, the labor unions
can do as they like. The workers of “essential” enterprises then can
freely determine their wage rates. They could raise them as high as
they please were it not necessary to be mindful of public opinion and
the sentiment of workers in other industries. At any rate, all labor
unions have the power temporarily to raise wage rates above those
the economic situation would determine without union intervention.

Anyone who would deny protection to workers willing to work
must raise the question of how excessive labor demands can be dealt
with. It is no answer to refer to a sensible conduct of workers or to
entrust committees of employers and employees with the power of
decision. Committees with equal representation of both sides can come
to an agreement only if one side makes the concessions. But if the
decision is to be made by the state, either as judge with the power
of binding arbitration or by the committee member representing the
state, the solution again is that of etatism, the very thing that was to
be avoided.

A social order that refuses to protect those willing to work lacks
vitality and must disintegrate in short order. This is why all political
systems, no matter how they collaborate with the unions, must finally
oppose union coercion. To be sure, prewar Germany never managed to
legislate government protection to those willing to work; an attempt
failed on account of the resistance by Brentano and his School. But
it should be noted that prewar Germany could easily have quashed a
strike in essential enterprises by calling the strikers to active military
duty. Postwar republican Germany no longer has this power at its
disposal. And yet, despite the Social-Democratic Party’s supremacy, it
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has successfully taken a stand against strikes in essential enterprises
and thus has expressly granted protection to workers willing to work.
In the Russia of the Soviets, a strike is utterly impossible. Kautsky
and Lenin completely agree that willing workers must be permitted to
render a strike against vital facilities ineffective.

Etatism trusts in the wisdom and attitude of government officials.
“Our officials are learning soon enough,” writes Knapp,

how things look in the clash of economic interests. They will not
let the reins slip out of their hands, not even to parliamentary
majorities, which we know how to handle so well. No rule is born
so easily, in fact, perceived so gratefully as that of high-minded,
very learned officials. The German state is officialdom, let us hope
that it will always remain that. It should then be rather easy to
overcome the confusion and error of economic struggles.10

Brentano and his School lacked this faith in the infallibility of
government officials, on which they based their very claim to being
“liberal.” But over the years, the two schools have come very close:
the Brentano School advocated nationalization or municipalization of
a number of enterprises, and the Schmoller School emphasized the
activity of labor unions. For a long time, their positions on foreign trade
policies separated the two schools. Brentano rejected protectionism,
while the majority of etatists pursued it. On this point the etatists have
made some concessions; an ambiguous free-trade resolution, devised
in 1923 by university professors meeting at Stuttgart, revealed this
change.

Brentano himself sought to describe their differences in the funda-
mental questions of social policy as follows:

We both favored the activity of free organizations as well as
government intervention wherever the individual left to his own
was too weak to preserve his personality and to develop his ability.
But from the beginning our positions on both were reversed.
My studies of British conditions had led me to build my hopes
for lifting the working classes primarily on the activities of their
organizations, while it mattered much more to Schmoller that the
state assume the role of protector of the weak.11

10Knapp, Die Landarbeiter in Knechtschaft und Freiheit [Agricultural workers in serfdom
and freedom], 2nd ed., Leipzig, 1909, p. 86; now also in Einführung in einige Hauptfragen
der Nationalökonomie [Introduction to a few principal questions of economics], Munich
and Leipzig, 1925, p. 1922.

11Brentano, Ist das System Brentano zusaummengebrochen? [Has the Brentano system
collapsed?], Berlin, 1918, p. 14 et seq.
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Brentano wrote this in the spring of 1918, shortly after the col-
lapse of the Schmoller system, and shortly before the collapse of the
Brentano system became evident. While the fundamental differences
between the two schools are not clearly delineated, they are at least
discernible.

3 LIBERALISM AND SOCIAL LIBERALISM

Names are unimportant; what matters is substance. The term “social
liberalism” sounds strange indeed as socialism and liberalism are
mutually exclusive. But we are accustomed to such terminology. Also,
socialism and democracy are irreconcilable in the final analysis, and
yet there is the old concept of “Social Democracy,” which is a contradic-
tio in adjecto. If today the Brentano School, which adopted syndicalism,
and some “moderate” etatists designate their movement as “social lib-
eralism,” no terminological objection need be raised. But we must
object—not for political reasons, but in the interest of scientific clar-
ity and logical thought—that this designation erases the differences
between liberalism and socialism. It permits calling “liberal” that which
is the very opposite of what history and social science define as liberal.
The fact that in Great Britain, the home of liberalism, this semantic
confusion prevails is no excuse for us to accede to the practice.

Herkner is correct when he observes that the sanctity of private
property is not a dogmatically anchored objective for liberalism, but a
means for the attainment of ultimate goals. He is mistaken, however,
when he states that this is so “only temporarily.”12 In their highest
and ultimate goal liberalism and socialism are in agreement. They
differ precisely in that liberalism views private property in the means
of production as the most suitable means to attain the goal, while
socialism looks upon public property as the most suitable means.
This difference in the two programs, and this alone, corresponds to
the history of thought during the nineteenth century. Their different
positions on the problem of property in production separates liberalism
from socialism. It is confusing to present this in any other way.

Socialism, according to Herkner, “is an economic system in which
society organized in a state directly assumes responsibility for the
existence of all its members. As an economic system based on satisfying
the national needs rather than gleaning profits, the whole production
and distribution process becomes the task of public authority, replacing

12Herkner, “Socialpolitischer Liberalismus” [Social liberalism], vol. I, p. 41.
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private property in the means of production and their use for profit.”13

This is not very precise, but is stated clearly enough. Herkner then
continues, “If this system could be realized with liberal means, that is,
without force and violation of law, and if it could not only improve the
material conditions of the people, but also assure a greater measure
of individual freedom, then no objection could be raised against it
from the liberal point of view.”14 Thus, when Parliament discusses
the question of nationalization, the liberals, according to Herkner,
could vote for the common weal if it is introduced “without force and
violation of law” and if it were not for their doubts about the material
well-being of the people.

Herkner seems to believe that the older liberalism advocated pri-
vate property for its own sake and not for its social consequences. Like
Wiese and Zwiedineck, he construes a difference between the older
and the contemporary liberalism. According to Herkner, “While the
older liberalism viewed private property as an institution of natural
law whose protection besides that of individual freedom was the first
duty of the state, contemporary liberalism is emphasizing ever more
strongly the social factor in property. . . . Private property is no longer
defended with individualistic reasons, but with considerations of social
and economic suitability.”15 In a similar vein, Zwiedineck observes that
there is reason for optimism “that a private property order for its own
sake and in the interest of owners only, would be of brief duration.”
Modern liberalism, too, is advocating private property on grounds of
“social suitability.”16

It cannot be our task here to examine how nonliberal theories of
natural law meant to defend private property as a natural phenomenon.
But it should be common knowledge that the older liberals were
utilitarians (they are frequently criticized for it), and that it was self-
evident to them that no social institution and no ethical rule can be
advocated for its own sake or for reasons of special interest, but can be
defended only on grounds of social suitability. It is no indication that
liberalism is moving toward socialism if modern liberalism demands
private property in the means of production because of its social utility,
and not for its own sake or for the interests of owners.

“Private property and inheritance,” Herkner continues, “give rise to
unearned income. Liberalism sympathizes with the efforts of socialists

13Ibid., vol. I, p. 43.
14Ibid., p. 44.
15Ibid., p. 49.
16Zwiedineck-Südenhorst, “Zur Eigentums- und Produktionsverfassung” [On the orga-

nization of property and production], vol. II, p. 447.
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to oppose this unearned income in the interest of justice and equal
opportunity for all members of society.”17 The fact that unearned
income flows from property is as obvious as that poverty comes from
pauvreté. In fact, unearned income flows from control over the means
of production. He who opposes unearned income must oppose private
property in the means of production. Therefore, a liberal cannot sym-
pathize with such efforts. If he does so nevertheless, he is no longer a
liberal.

What in Herkner’s view, then, is liberalism? His answer is this:

Liberalism is a world view, a kind of religion, a faith. It is a faith
in the natural dignity and goodness of man, in his great destiny,
in his ability to grow through his powers of natural reason and
freedom, in the victory of justice and truth. Without freedom there
is no truth. Without truth there can be no triumph of justice, no
progress, thus no development, later stages of which are always
more desirable than the preceding stages. What sunlight and oxy-
gen mean to organic life, reason and freedom mean to intellectual
development. Neither individuals, classes, nations, nor races must
be viewed as mere means for the purposes of other individuals,
classes, nations or races.18

This is all very fine and noble, but unfortunately so general and
vague that it equally applies to socialism, syndicalism, and anarchism.
His definition of liberalism lacks the decisive ingredient, namely, a
social order that is built on private property in the means of pro-
duction.

It cannot surprise us that with such ignorance about liberalism
Herkner also subscribes to practically all misconceptions that are in
vogue today. Among others: “In contrast to the older liberalism which
aimed mainly at the elimination of hampering restrictions, modern
liberalism [that is, social liberalism] has a positive, constructive pro-
gram.”19 If Herkner had discovered private property in the means
of production as the basic ingredient of liberalism, he would have
known that the liberal program is no less positive and constructive
than any other. It is the mentality of officialdom—which, according to
Brentano, was “the only sounding-board of the Association for Social
Policy”20—that considers as constructive and positive only that ideol-
ogy which calls for the greatest number of offices and officials. And

17Herkner, vol. I, p. 49.
18Ibid., p. 39.
19Ibid., p. 47.
20Brentano, op. cit., p. 19.
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he who seeks to reduce the number of state agents is decried as a
“negative thinker” or an “enemy of the state.”

Both Herkner and Wiese21 expressly emphasize that liberalism has
nothing to do with capitalism. Passow tried to show that the ambiguous
terms “capitalism,” “capitalistic economic order,” et cetera, are political
slogans that, with but few exceptions, are not used objectively to
classify and comprehend the facts of economic life. Instead, they are
used to criticize, accuse, and condemn phenomena that are more
or less misunderstood.22 If this position is taken, it is clear that he
who appreciates liberalism, no matter how he defines it, seeks to
protect it from labels that are felt to be derogatory, defamatory, and
abusive. However, if we agree with Passow’s observation that for most
writers who have given the term “capitalism” a definite meaning, its
essence is the development and expansion of larger enterprises,23 we
must admit that liberalism and capitalism are closely related. It was
liberalism that created the ideological conditions that gave rise to
modern large-scale industrial production. If we should use the term
capitalism to identify an economic method that arranges economic
activity according to capital calculation,24 we must come to the same
conclusion. But no matter how we define capitalism, the development
of capitalistic methods of production was and is possible only within
the framework of a social order built on private property in the means
of production. Therefore, we cannot agree with Wiese’s contention that
the essence of liberalism was obscured by “its historical coincidence
with large-scale capitalism.”25

That which makes capitalism appear “unliberal,” according to
Wiese, is “its insensitivity toward suffering, the brutal use of elbows,
and the struggle to overpower and enslave fellow men.”26 These
expressions come from the old register of socialistic complaints about
the corruption and wickedness of capitalism. They reveal the social-
istic misinterpretation of the nature and substance of a social order
that is based on private property. If, in a capitalistic society, the buyer
seeks to buy an economic good wherever it is least expensive, without
regard for other considerations, he does not act with “insensitivity

21See Herkner, vol. I, p. 38; Wiese, “Gibt es noch Liberalismus?” [Is there still liberal-
ism?], vol. I, p. 22.

22See Passow, Kapitalismus [Capitalism], Jena, 1918, p. 1 et seq.
23Ibid., p. 132 et seq.
24See my Gemeinwirtschaft, Jena, 1922, p. 110 et seq. [English-language edition:

Socialism (London: Jonathan Cape, 1936), p. 111 et seq.]
25Wiese, op. cit., vol. I, p. 23.
26Ibid.



CONTROL OR ECONOMIC LAW? 53

toward suffering.” If the superior enterprise successfully competes
with one working less economically, there is no “brutal use of elbows,”
or “struggle to overpower and enslave fellow men.” The process in this
case is no undesirable concomitant effect, or “outgrowth” of capitalism,
and unwanted by liberalism. On the contrary! The sharper the com-
petition, the better it serves its social function to improve economic
production. That the stagecoach driver was replaced by the railroad,
the hand weaver by mechanical weaving, the shoemaker by the shoe
factory, did not happen contrary to the intentions of liberalism. And
when small shipowners with sailing vessels were replaced by a large
steamship company, when a few dozen butchers were replaced by a
slaughterhouse, a few hundred merchants by a department store, it
signifies no “overpowering and enslaving of fellow men.”

Wiese remarks correctly that “in reality, liberalism has never existed
on a large scale, and that the community of liberals still needs to be
created and brought along.”27 Thus, the picture of what fully devel-
oped capitalism can achieve is incomplete at best, even if we reflect
upon British society at the zenith of capitalism when liberalism was
leading the way. It is popular today to blame capitalism for anything
that displeases. Indeed, who is still aware of what he would have
to forego if there were no “capitalism”? When great dreams do not
come true, capitalism is charged immediately. This may be a proper
procedure for party politics, but in scientific discussion it should be
avoided.

4 CONTROL OR ECONOMIC LAW?

Among the many mistakes to which the Socialists of the Chair of
all varieties tenaciously cling is their faith in limited government
interventions in economic life. They are convinced that, except for
syndicalism, there are three conceivable possibilities of control over the
means of production in a society based on the division of labor. Besides
public property and private property, there is the third possibility
of private property that is subject to government regulation. The
possibility and conceivability of this third system will be discussed in
this section on the antithesis of “control or economic law.”

For the Socialists of the Chair this question had special political
significance. They could maintain their claim of an impartial middle
position between the Manchester School and communism only if they

27Ibid., p. 16.
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favored a social ideal that apparently was “equally distant” from the
ideals of the two competing movements. They rejected as irrelevant
for their ideals all criticism leveled at the socialistic ideal. They could
do so as long as they ignored the fact that limited interventions in
the private property order fail to achieve their objectives, and that the
desired etatist objectives can be achieved only when private property
exists in name only and a central authority regulates all production.
Moeller observes correctly that the younger Historical School opposed
classical economics for practical reasons: “Schmoller did not care to
see his road to scientific justification of social policy blocked by the
concept of an external economic regularity independent of man.” But
Moeller is mistaken when he comments on Rist’s remark that the
classical school did not uphold the general validity of economic laws.
He is mistaken when he asserts that “it was not the ‘laws’ of classical
economics properly understood that were blocking the way.”28 Indeed,
they stood in the way because they revealed that government inter-
vention in the operations of a capitalistic social order is incapable
of achieving the desired results, which leaves the alternative either
to renounce such intervention or go the whole way and assume con-
trol over the means of production. On this fact all the critique by
the Historical-Realistic School missed its mark. It was irrelevant that
these economic laws were not “natural laws” and that private property
was not eternal, but “only” a historical-legal category. The new eco-
nomics should have replaced the theory of catallactics developed by
Physiocrats and classical economists with another system that did not
demonstrate the futility of government intervention. Because it could
not do so, it had to reject categorically all “theoretical” investigations
of economic problems.

At times it has been said that there are several kinds of economics.
This is no more correct than that there are several biologies and several
physics. Surely in every science various hypotheses, interpretations,
and arguments seek to solve concrete problems. But logic is consistent
in every science. It is true also of economics. The Historical-Realistic
School itself, which for political reasons disagreed with the traditional
and modern theories, proves this point by not substituting its own
explanations for the rejected doctrines, but by merely denying the
possibility of theoretical knowledge.

Economic knowledge necessarily leads to liberalism. On the one
hand, it demonstrates that there are only two possibilities for the

28Moeller, “Zur Frage der ‘Objectivität’ des wirtschaftlichen Prinzips” [On the “objectiv-
ity” of economic principles], Archives for Social Science, vol. 47, p. 163.
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property problem of a society based on the division of labor: private
property or public property in the means of production. The so-called
middle of the road of “regulated” property is either illogical, because
it does not lead to the intended goal and accomplishes nothing but
a disruption of the capitalistic production process, or it must lead
to complete socialization of the means of production. On the other
hand, it demonstrates what has been perceived clearly only recently,
that a society based on public property is not viable because it does
not permit monetary calculation and thus rational economic action.
Therefore, economic knowledge is blocking the way to socialistic
and syndicalistic ideologies that prevail all over the world. And this
explains the war that is waged everywhere against economics and
economists.

Zwiedineck-Südenhorst seeks to give the untenable doctrine of the
third possible social order a new garb. “We are dealing not only with
the institution of property,” he informs us,

but probably more importantly also with the totality of legal stan-
dards that form a superstructure over any property order and
thereby any economic order. We must realize that these legal stan-
dards are decisive for the manner of cooperation of the various
factors of production (that is, not only capital, land, and labor,
but also the different categories of human labor). In short, we
are dealing with that which comprises the organization of pro-
duction. This organization can only serve the objective of placing
the momentary control conditions over the various production
factors in the service of the whole economy. Only then does it have
social character. Of course, these momentary control conditions,
that is, the property order, constitute a part of the organization
of production. But this does not lead to the conclusion that the
organization would have to differ for the individualistic and the
collectivistic economy. In fact, whether and how it can differ is
the crucial question.29

Here again, as with all representatives of etatism, is the notion that
a legal structure placing private property “in the service of the whole
economy” can achieve the objectives the authority meant to achieve.
After all, Zwiedineck only recently took his position on the problem of
“control or economic law,” which is so characteristic of all Socialists of
the Chair.30

29Zwiedineck-Südenhorst, op. cit., vol. II, p. 430 et seq.
30See Zwiedineck-Südenhorst, “Macht oder ökonomisches Gesetz” [Control or eco-

nomic law], Schmoller’s Yearbook, 49th year, p. 273–92.
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It is remarkable that all these literary efforts produced nothing
new. Old errors that had been refuted a hundred times were dished
up again. The question is not whether the power of the state “can”
intervene in economic life. No economist would deny today that, for
instance, the bombing of a city or a prohibition of exports is possible.
Even the freetrader does not deny that import duties are possible;
he only maintains that protective tariffs do not have the effects the
protectionists ascribe to them. And he who rejects price controls for
being unsuitable does not deny that government can impose and
supervise them. He merely denies that the controls will lead to the
goal which government meant to attain.

5 THE METHODENSTREIT

As early as the 1870s Walter Bagehot irrefutably exploded the argu-
ments with which the followers of the Historical School rejected the
dependability of “theoretical” inquiries in the field of economics. He
called the two methods—the Historical School considered them the
only permissible methods—the “all-case method” and the “single-case
method.” The former works with induction only, and makes the erro-
neous assumption that this is the road that usually leads the natural
sciences to their findings. Bagehot demonstrated that this road is
completely impassable, and that on it no science ever has achieved sat-
isfactory results. The “single-case method,” which accepts descriptions
of concrete historical data only, fails to realize, according to Bagehot,
that there can be no economic history and no economic description
“unless there was a considerable accumulation of applicable doctrine
before existing.”31

The Methodenstreit has long been decided. Never before has a sci-
entific exchange led to such a crushing defeat of one side. Fortunately,
this is freely admitted in Economics After the War. In his contribution
on business cycle research, which is based on a thorough knowledge
of the material, Lowe briefly touches upon the question of method and
skillfully proves the untenableness of the objections empiricists raise
against theory. Unfortunately, we must also agree with Lowe where he
observes that “the heresy of ‘impartial’ data research, which deprived
a whole generation of German scholars of its results,” has recently

31Bagehot, “The Postulates of English Political Economy,” in Works, edited by Russell
Barrington, London, 1915, vol. VII, p. 100–104.
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also intruded itself into American research.32 But it is even more regret-
table that despite the thorough methodological debates in recent years,
we again and again encounter the old, long-refuted errors in German
science. Bonn, for instance, praises Brentano because in his book on
Agricultural Policy he was not content with “describing the skeleton
of a system, separated from the flesh of life. He abhored bloodless
abstractions, deductions of barren concepts, as he encountered them
in his youth. He sought the fullness of life.”33

I must admit that I find the term “flesh of life” empty. Bonn’s use
of the adjective “bloodless” in connection with the noun “abstraction”
appears illogical to me. What is the contrast to “bloodless” abstrac-
tion—perhaps “bloody” abstraction? No science can avoid abstract
concepts, and he who abhors them should stay away from science and
see whether and how he can go through life without them. When we
look at Brentano’s Agricultural Policy we find a number of discussions
of rent, land price, cost, et cetera, purely theoretical investigations
that obviously work with abstractions and abstract concepts.34 Every
investigation that in any way touches upon economic questions must
“theorize.” True, the empiricist does not know that he is theorizing, as
Monsieur Jourdain never knew that he was always speaking prose. And
as empiricists are unaware of this, they carelessly adopt theories that
are incomplete or even incorrect and avoid thinking them through log-
ically. An explanatory theory can easily be constructed for each “fact,”
but only when the individual theories are united into a whole can we
determine the value and futility of the “explanation.” But the Historical
School rejected it all; it did not want to admit that theories must be
thought through and that they must be united into a consistent whole.
In eclectic fashion it used pieces of all possible theories and followed
indiscriminately and uncritically now this opinion, now that opinion.

But the Socialists of the Chair not only did not build a system of
their own, they also failed utterly in their critique of modern theoretical
economics. The subjective-value theory did not receive the outside
critique that is so indispensable for scientific progress. It owes its
progress during the last decades to its own initiative, to critiques from
its own ranks. This the followers of the Historical School did not even
notice. Whenever they speak of modern economics their eyes are glued

32Löwe, “Der gegenwärtige Stand der Konjunkturforschung in Deutschland” [The
present state of business cycle research in Germany], vol. II, p. 365 et seq.

33Bonn, “Geleitwort: Lujo Brentano als Wirtschaftspolitiker” [Preface: Lujo Brentano
as economic politician], vol. I, p. 4.

34See Brentano, Agrarpolitik [Agricultural policy], Stuttgart, 1897, pp. 60 et seq., 83
et seq.
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on 1890, when the achievements of Menger and Böhm-Bawerk were
generally completed. The theoretical accomplishments in Europe and
America since then remain rather foreign to them.

The critique which the champions of academic socialism leveled
at theoretical economics proved to be largely irrelevant and, with-
out apparent reason, not free of personal hatred. As in the writings
of Marx and his disciples, a more or less tasteful joke often takes
the place of critique. Brentano thought it proper to introduce a cri-
tique of Böhm-Bawerk’s Capital and Interest—a critique which, by
the way, no one appreciated in the seventeen years since its pub-
lication—with the following: “As one of my first-semester students
correctly remarked. . . .”35 The Russian professor Totomianz, an Arme-
nian, writes in his History of Economics and Socialism:

A German critic of the psychological school ironically observes,
not without a kernel of truth, that the soil in which the Austrian
School grew was the city of Vienna with its numerous students and
officers. For a young student seeking the pleasures of life present
goods naturally are more valuable than future goods. Similarly,
a dashing officer chronically suffering from lack of cash will pay
any interest rate on borrowed money.36

This book with such a profound critique of Böhm-Bawerk’s theory
first appeared in the Russian language. Rist wrote an introduction to
the French edition, Loria to the Italian edition, and Masaryk to the
Czech edition. In his introduction to the German edition, Herkner
acclaims the work for being “popular and perceptual.” All signifi-
cant and fruitful thoughts in Great Britain, France, Germany, Austria,

35Brentano, Konkrete Grundbedingungen der Volkswirtschaft [Concrete conditions of
economy], Leipzig, 1924, p. 113.

36V. Totomianz, Geschichte der Nationalökonomie und des Socialismus [History of eco-
nomics and socialism], Jena, 1925, p. 152. Even if we disregard this critique of Böhm-
Bawerk, the Totomianz effort is wholly unsatisfactory and mistaken. He states, for instance,
on p. 146: “While Menger’s achievement mainly was the development of a new method-
ology, the two other representatives of the Austrian School, Böhm-Bawerk and Wieser,
built a sagacious psychological value theory.” We must conclude from this statement that
Menger contributed less to the development of the new value theory than Böhm-Bawerk
and Wieser, which is not at all correct. Totomianz introduces his discussion of the marginal
utility theory with the following statement: “The economy consists of economic goods.
These goods relate in a certain way to human well-being. This relationship is expressed
in two different grades or stages: the lower stage and the higher stage. We are dealing
with the higher stage when the economic good is not only useful, but also necessary for
well-being, so that its possession or loss entails a loss of consumption or enjoyment.” His
discussion of other economists is not better. As I do not read Russian, I cannot deter-
mine whether this nonsense must be charged to the Russian original or to the German
translation.
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Belgium, Italy, Russia, and America find “loving and understanding
consideration” with Totomianz. He shows “remarkable ability to do
justice to such different minds as Fourier, Ruskin, Marx, Rodbertus,
Schmoller, Menger, and Gide.”37 This Herkner judgment is all the
stranger as he is very familiar with the history of economic thought.38

In the Methodenstreit the Brentano wing of the Empirical-Realistic
School acted more prudently than the followers of Schmoller. We must
give personal credit to Brentano who, a generation earlier, leveled
sharp criticism at the School’s research in economic history.

Many a writer of no more than excerpts from economic documents
believes he has written an economic treatise. But when the excerpt
is completed the economic analysis is just beginning. Its content
must then be analyzed and transformed to a picture full of life,
and the lesson must be drawn from this researched passage of life.
It is not enough to be diligent in the preparation of excerpts from
documents. It takes the power of intuition, combination, sagacity,
and the most important scientific gift: the ability to recognize the
common element in the multiplicity of phenomena. When this is
lacking we gain nothing but uninteresting details. . . . This kind of
economic historical analysis is utterly worthless for economics.39

And bearing in mind the etatist bias in the works of the Schmoller
School, Brentano calls it an aberration “to confuse enthusiastic excerpts
from archives with economic investigations and research.”40

6 THE ECONOMIC DOCTRINES OF SOCIAL LIBERALISM

Faithful to their principle, the Socialists of the Chair did not create a
system of economics, which was the endeavor of the Physiocrats and
classical economists, and now the modern subjectivist economists. The
socialists were not concerned with creating a system of catallactics.

Marx simply adopted the system of the classics and drew the con-
clusion that, in a society based on the division of labor, there is no
third organizational possibility besides the private property and the
public property orders. He mocked all attempts at a third order as

37Ibid., p. 7 et seq.
38See Herkner, Die Geschichte der Nationalökonomie, Festschrift für Lujo Brentano zum

siebzigsten Geburtstag [History of economics, Festschrift for Lujo Brentano in honor of his
seventieth birthday], Munich and Leipzig, 1916, p. 223–35.

39Emphasis added. Brentano, “Über den grundherrlichen Charakter des hausindus-
triellen Leinengewerbes in Schlesien” [On the manorial character of the linen home
industry in Silesia], Journal for Social and Economic History, vol. I, 1893, p. 319 et seq.

40Ibid., p. 322.
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“bourgeois.” The position of etatism is different. From the start it did
not seek to understand, but to judge. It brought along preconceived
ethical opinions: “It shall be!” and “It shall not be!” All things were
chaotic as long as the state did not intervene. Only government inter-
vention could put an end to the arbitrariness of self-seeking individuals.
The idea that a social order could be based on a constitution under
which the state would do nothing but protect private property in the
means of production seemed utterly absurd to it. It only had ridicule
for the “enemies of the state” who believed in such a “pre-establish-
ed harmony.” The etatists thought it utterly illogical to reject every
government “intervention” in economic life, as this would lead to
anarchism. If government intervention for the protection of private
property is permissible, it is illogical to reject all further intervention.
The only reasonable economic order is a social order in which private
property exists in name, but actually is abolished, the state holding
the final reins over production and distribution. The state of affairs at
the zenith of liberalism could come into existence only because the
state neglected its duties and granted too much freedom to individuals.
With such a point of view, the development of a catallactic system is
unnecessary, indeed illogical.

The best example for the ideology of the welfare state is the balance
of payments theory. A country may lose all its monetary metal if
the state does not intervene, so runs the older, mercantilist version.
The classical economists demonstrated, however, that the danger so
dreaded by the mercantilists does not exist, because forces are at
work that, in the long run, prevent the loss of money. This is why the
quantity theory was always so objectionable to etatists. They favored
the Banking School. The victory of the Historical School practically
brought excommunication of the Currency School. Karl Marx,41 Adolf
Wagner, Helfferich, Hilferding, Havenstein, and Bendixen held to the
doctrines of the Banking School.

41Marx did not recognize that by adopting the Banking Principle he acknowledged
the foundation on which Proudhon’s exchange-bank ideas were based. Marx had no clear
conception of banking; in many cases he uncritically followed the Banking Theorists. How
little he understood of the problems is visible in each of the few remarks he added to
the excerpts, as, for instance, on the Catholic character of the monetary system and the
Protestant character of the credit system (Das Kapital, vol. III, pt. II, 3rd ed., Hamburg,
1911, p. 132). Even more characteristic is another remark that connects with the basic
principle of the Banking Principle that “the emission of a certain quantity of one-pound
notes replaces an equal quantity of sovereigns.” According to Marx, “a sleight of hand well
known to all banks!” (Ibid., vol. I, 7th ed., Hamburg, 1914, p. 84.) What is the purpose of
this “sleight of hand”? Banks were not interested in attracting sovereigns through the issue
of notes. They were interested only in granting more credits through the issue of more
notes and thereby raising their interest income. This “sleight of hand” was well known to
banks, but not that mentioned by Marx.



THE ECONOMIC DOCTRINES OF SOCIAL LIBERALISM 61

After two generations of eclecticism and avoidance of clear con-
cepts, many contemporary writers have difficulty recognizing the
differences between those two famous British schools. Thus Palyi
shows surprise that “a resolute follower of the Banking Principle,
M. Ausiaux, occasionally advocates the comptabilism of Solvay.”42 Let
us not overlook the fact that “compatibilism” and all other related sys-
tems are logical applications of the Banking Principle. If the banks are
in no position to issue more notes than are necessary (the “elasticity
of circulation”), there can be no objection to the adoption of Solvay’s
monetary reform.

Palyi’s etatist position explains why he could not add a single word
to the old mercantilist observations, and why his whole theory is
limited to pointing at the selfish disposition of the state’s subjects, who
should not be left to themselves.43 Social liberalism could not share
this etatist position. For better or worse it had to show how, according
to its social ideal, the members of an exchange society cooperate
without government assistance. But social liberalism never developed
a comprehensive theory either. Some of its followers probably believed
that the time was not yet ripe on account of insufficient preparation
through collection of material; the majority probably never saw the
need for a comprehensive theory at all. Wherever the need for theory
arose, the social liberals usually borrowed from the classical system,
mostly in the garb of Marxism. In this regard the social liberals differed
from the etatists, who preferred to fall back on the mercantilists.

Nevertheless, social liberalism did seek to make an independent
contribution to theory—a doctrine of wage rates. It could use neither
classical theory nor modern theory. Marx very logically had denied that
collective bargaining of labor unions could raise wages. Only Brentano
and Webb sought to prove that collective bargaining can permanently
raise the income of all workers; this theory is the principal doctrine of
social liberalism. However, it could not withstand a scientific critique,
such as that by Pohle44 and Adolf Weber.45 In his last essay, Böhm-
Bawerk, too, arrived at the same conclusion,46 and no one today dares

42Palyi, “Ungelöste Fragen der Geldtheorie” [Unsolved questions of monetary theory],
vol. II, p. 514.

43Only subjects have selfish “special interests” and do not know what is good for them.
Government officials and “the sovereign” are always unselfish and wise.

44See Pohle, Die gegenwärtige Krisis in der deutschen Volkswirtschaftslehre [The con-
temporary crisis in German economics], 2nd ed., Leipzig, 1921, p. 29 et seq.

45See Adolf Weber, Der Kampf zwischen Kapital und Arbeit [The struggle between
capital and labor], 2nd ed., Tübingen, 1920, p. 411 et seq.

46Böhm-Bawerk, “Macht oder ökonomisches Gesetz” [Control or economic law], Col-
lected Works, edited by Weiss, Vienna, 1924, p. 230 et seq. [English-language edition:
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seriously represent the Brentano-Webb doctrine. It is significant that
the comprehensive Festschrift honoring Brentano does not contain a
single contribution on wage theory and the wage policies of labor
unions. Cassau merely observes that before the war the labor union
movement worked “without any wage theory.”47

In his review of the first edition of Adolf Weber’s book, Schmoller
responded to the point that it is regularly impossible, without a rise
in productivity, to raise wage rates through the withholding of labor.
According to Schmoller, “such theoretical abstract price discussions”
could lead to no useful results. We can render a “safe judgment” only
“if we can numerically measure these fine complicated processes.”
Adolf Weber sees in such an answer a declaration of bankruptcy of our
science.48 But the etatist need not be concerned with the bankruptcy
of catallactics. In fact, the consistent etatist denies the existence of
any regularity in the process of market phenomena. At any rate, as
politician the etatist knows an escape from the dilemma: the state
determines the level of wages. But the refutation of the Brentano-Webb
doctrine alone is not fatal. Even if we were to accept it—which, as
we pointed out, no one would dare do since the writings of Adolf
Weber, Pohle, and Böhm-Bawerk—the decisive question would still
need an answer. If labor unions actually had the power to raise the
average wage of all workers above the rate that would prevail without
their intervention, the question remains, How high can wages go? Can
average wages go so high that they absorb all “unearned” income and
must be paid out of capital? Or is there a lower limit at which this rise
must stop? This is the problem the “power theory” must answer with
regard to every price. But until today no one has ever tried to solve
the problem.

We must not deal with the power problem by calling authoritative
intervention “impossible,” as did older liberalism. There cannot be
any doubt that labor unions are in the position to raise wage rates as
high as they wish if the state assists them by denying protection to all
workers willing to work, and either pays unemployment compensation
or forces employers to hire workers. But then the following occurs:

The workers in essential enterprises are in the position to extract
any arbitrary wage from the rest of the population. But ignoring even
that, the shifting of the wage boost to consumer prices can be borne

Shorter Classics of Böhm-Bawerk (South Holland, Ill.: Libertarian Press, 1962), vol. I, p. 139
et seq.]

47Cassau, Die sozialistische Ideenwelt vor und nach dem Kriege [The socialistic world of
ideas before and after the war], vol. I, p. 136.

48See Weber, op. cit., p. 405.
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by the workers themselves, but not by capitalists and entrepreneurs
whose incomes did not rise on account of the wage boost. They now
must curtail capital accumulation, or consume less, or even eat into
their capital. What they will do, and to what extent they will do it,
depends on the size of their income reduction. Surely everyone will
agree that it is inconceivable thus to eliminate or merely greatly to
curtail property income without at least reducing or halting capital
formation and very likely consuming capital (after all, there is nothing
in the way of unions that could keep them from raising their demands
to levels that absorb all “unearned” income). But it is obvious that
the consumption of capital does not permanently raise the workers’
wages.

The etatist and social-liberal roads to higher wages of workers
diverge. But neither leads to the goal. As social liberalism cannot
possibly wish to halt or reduce capital formation, much less cause
capital consumption, it finally faces the alternative: either capitalism
or socialism. Tertium non datur (“There is no third road”).

7 THE CONCEPT AND CRISIS OF SOCIAL POLICY

All the economic policies of the last two generations are designed step
by step to abolish private property in the means of production—if not
in name, then in substance—and to replace the capitalist social order
with a socialistic order. Decades ago Sidney Webb announced it in
his Fabian Essays.49 As the pictures of the desired future social order
varied with the individual branches of socialism, so did their opinions
on the road by which the goal was to be reached. There are questions
on which all branches could agree. In other questions great differences
separated the camps, as, for instance, factory labor by married women,
or protection of handcrafts from the competition of big business. But
they all agreed on the rejection of the social ideal of liberalism. No
matter how they differed from each other, they joined ranks in the
fight against “Manchesterism.” In this point, at least, the champion
Socialists of the Chair saw eye to eye with the champions of social
liberalism.

For the movement toward a gradual replacement of capitalism
by a socialistic or syndicalistic social order, the term “social policy”
slowly gained acceptance. A precise definition of the term was never
offered, as sharp conceptual definitions were never the concern of

49Sidney Webb, Die historische Entwicklung [Historical development], edited by Grun-
wald, Leipzig, 1897, p. 44.
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the Historical School. The use of the term “social policy” remained
ambiguous. Only in recent years when pressed by economic critique
did the social politicians attempt to define the term.

Sombart probably recognized the nature of social policy most
clearly. “By social policy,” he wrote in 1897, “we understand those
measures of economic policy that effect the preservation, promotion, or
repression of certain economic systems.”50 Amonn rightly found many
faults with this definition, but especially pointed out that measures
should be characterized by their objectives, not by their effects within
the framework of policy, and that social policy goes beyond the realm
that usually is called “economic policy.”51 But it is decisive that Sombart
saw a change in the economic order as the objective of social policy.
Let us bear in mind that when he wrote this, Sombart was standing
firmly on Marxian ground, which made him think of the introduction
of socialism as the only conceivable social policy. We must admit
that he correctly perceived the essential point. The only deficiency
of his definition is his inclusion of all efforts toward a realization
of the liberal program, efforts that were made at a time when, in
the language of Marx, the bourgeoisie was still a revolutionary class.
Similarly, Sombart expressly included the liberation of peasants from
feudal servitude as an example of social policy. Many writers followed
him in this respect. Again and again they sought to define the term
“social policy” in such a way that it would include political measures
other than those aiming at the realization of socialism.52

It makes little sense to deal further with the empty argument on
the concept of social policy, an argument that just recently caught fire.
It was touched off by the crisis that seized socialism and syndicalism
of all varieties upon the victory of the Marxian Social Democrats in
Germany.

Prussian etatism and its intellectual followers in other countries,
had gone as far on the road to socialism as possible without too
much visible damage to the economy and too great a reduction in
the productivity of labor. No one whose vision is unclouded by party
politics can deny that Prussia-Germany of the prewar era was more
suited than any other country before or since to conduct socialistic

50Sombart, “Ideale der Sozialpolitik” [Ideals of social policy], Archives for Social Legis-
lation and Statistics, vol. X, p. 8 et seq.

51See Amonn, “Der Begriff der Sozialpolitik” [The concept of social policy], Schmoller’s
Yearbook, 48th year, 1924, p. 160 et seq.

52It is characteristic that the Historical School, which otherwise knows only of historical
categories, seeks to define the concept of social policy so that they may speak also of old
Babylonian and Aztecan social policy.
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experiments. The tradition of Prussian officialdom, the faith of all
educated people in the calling of the state, the military-hierarchic
classification of the population, its inclination to blindly obey the
authorities, all provided the prerequisites for socialism given nowhere
else. Never can there be men more suited for the management of a
socialistic communal operation than the mayors of German cities or
the directors of the Prussian railroad. They did everything possible to
make communal enterprises work. If, in spite of these advantages the
system failed, it proved conclusively that the system just cannot be
realized.

Suddenly the Social Democrats came to power in Germany and
Austria. For many decades they had announced time and again that
their genuine socialism had nothing in common with the false socialism
of the etatists, and that they would proceed completely differently
from the bureaucrats and professors. Now was the time to demonstrate
what they could do. But they could not come up with anything new
except the term “socialization.” In 1918 and 1919, all political parties
in Germany and Austria added the socialization of suitable industries
to their programs. At that time no step on the way to pure socialism of
the Marxian variety met serious resistance. Even so, what was realized
did not exceed in direction or scope that which the Socialists of the
Chair had recommended earlier, or in many cases had already tried.
Only a few day-dreamers in Munich believed that the example of
Lenin and Trotsky in agrarian Russia could be emulated in industrial
Germany without causing an unprecedented crisis.

Socialism did not fail because of ideological resistance—the pre-
vailing ideology is socialistic even today. It failed because of its unreal-
izability. As the general awareness grew that every step taking us away
from the private property order always reduced labor’s productivity,
and so brought want and misery, it became necessary not only to halt
the advance to socialism, but even to repeal some of the socialistic
measures already taken. Even the Soviets had to yield. They did not
proceed with the socialization of land, but merely distributed the land
to the rural population. In trade and commerce they replaced pure
socialism with the “New Economic Policy.” However, the ideology did
not participate in this retreat. It stubbornly clung to its pronounce-
ments of decades ago, and sought to explain the failures of socialism
in all possible ways except the right one—its basic unrealizability.

Only a few champions of socialism have realized that the failure of
socialism was not coincidental, but inevitable. Some went even further
and admitted that all social measures reduce productivity, consume
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capital and wealth, and are destructive. The renunciation of the ideals
these men used to embrace is called in economic literature the crisis
of social policy.53 In reality, it is much more: it is the great world crisis
of destructionism—the policy that seeks to destroy the social order
based on private property in the means of production.

The world can support teeming humanity in the manner in which it
has been supported in recent decades only if men work capitalistically.
Only capitalism can be expected to further raise the productivity of
human labor. The fact that the vast majority of people adheres to an
ideology that refuses to admit this, and therefore conducts policies
that lead to a reduction of labor productivity and consumption of
capital, is the essence of the great cultural crisis.

8 MAX WEBER AND THE SOCIALISTS OF THE CHAIR

The opposition that arose in Germany against the Socialists of the Chair
generally started with an awareness that theoretical investigations of
economic problems are essential. As economists, Dietzel, Julius Wolf,
Ehrenberg, Pohle, Adolf Weber, Passow, and others rose against the
Socialists of the Chair. On the other hand, historians raised objections
against the manner in which Schmoller, Knapp, and his pupils sought
to solve historical tasks. Equipped with the tools of their sciences,
these critics approached the doctrines of the Socialists of the Chair
from the outside. Of course the Socialists of the Chair, with their great
prestige and important positions, made it difficult for the critics; but
the encounter presented no problem of conscience to them. They either
had never been under the spell of socialism, or had freed themselves
from it without difficulty.

It was quite different with Max Weber. To the younger Max Weber,
the ideas of Prussian etatism, the Socialism of the Chair, and evangeli-
cal social reform had meant everything. He had absorbed them before
he had begun to deal scientifically with the problems of socialism.
Religious, political, and ethical considerations had determined his
position.

Max Weber’s university training was in law; his early scientific
works dealt with legal history. He began as an unsalaried lecturer
and became professor of law. His inclination was for history, not the
historical research of particulars that is lost in details and overlooks the

53See Pribram, “Die Wandlungen des Begriffes der Sozialpolitik” [The changes in the
concept of social policy], vol. II, p. 249.
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whole, but universal history, historical synthesis, and the philosophy
of history.

To him, history was no goal in itself, but a means toward gaining
more profound political insights. Economics was alien to him. He
was appointed professor of economics without having dealt with this
science before, which was a customary procedure at that time.54 It
reflected the Empirical-Realistic School’s opinion on the nature of
“social sciences” and on the scientific expertise of legal historians.
Just before his untimely death Weber regretted that his knowledge of
modern theoretical economics and the classical system was too limited.
He mentioned his fear that time would not permit him to fill these
regrettable gaps.

When he accepted the position, he was obliged to give lectures
on those problems which the Socialists of the Chair considered the
proper subject matter for university teaching. But Weber found no
satisfaction in the prevailing doctrine. The jurist and historian in him
rebelled against the manner in which the School treated legal and
historical problems. This is why he began his pioneering methodologi-
cal and epistemological investigations. It led him to the problems of
materialistic philosophy of history, from which he then approached
the religious-sociological tasks. He proceeded finally to a grandiose
attempt at a system of social sciences.

But all these studies, step by step, led Max Weber away from the
political and social ideals of his youth. He moved, for the first time,
toward liberalism, rationalism, utilitarianism. It was a painful personal
experience, not different from that of many other scholars breaking
away from Christianity. Indeed, his faith and religion were Prussian
etatism; breaking away from it was like desertion from hope, his own
people, indeed, from European civilization.

As it became clear to him that the prevailing social ideology was
untenable, and as he saw where it was bound to lead he began
to see the future of the German nation and the other nations that
carry European civilization. In a way, as the cauchemar des coali-
tions (“nightmare of coalitions”) deprived Bismarck of his sleep, so
the recognition to which his studies led him gave Weber no rest.
No matter how he clung to the hope that everything would work
out in the end, a dark premonition told him again and again that a
catastrophe was approaching. This awareness gnawed at his health,

54Marianne Weber recalls of her husband’s time in Freiburg: “He reports in joking
exaggeration that he is listening to great economic lectures, given by himself.” Marianne
Weber, Max Weber, Ein Lebensbild [Max Weber: a biography], Tübingen, 1926, p. 213.
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filled him with growing uneasiness after the outbreak of the World
War, urged him on to activity that for a man unwanted by any of
the political parties had to remain fruitless, and finally hastened his
death.

From its beginning in Heidelberg, the life of Max Weber was an
uninterrupted inner struggle against the doctrines of the Socialism
of the Chair. But he did not fight this struggle to the end; he died
before he succeeded in completely freeing himself from the spell of
these doctrines. He died lonely, without intellectual heirs who could
continue the fight he had to give up in death. To be sure, his name
is praised, but the true substance of his work is not recognized, and
that which was most important to him has found no disciples. Only
opponents have recognized the dangers to their own ideology from
the thoughts of Max Weber.55

9 THE FAILURE OF THE PREVAILING IDEOLOGY

In all variations and colors the ideas of socialism and syndicalism have
lost their scientific moorings. Their champions have been unable to
set forth another system more compatible with their teachings and
thereby refute the charge of emptiness by the theoretical economists.
Therefore, they had to deny fundamentally the possibility of theoretical
knowledge in the field of social science and, especially, in economics.
In their denial they were content with a few critical objections to the
foundation of theoretical economics. But their methodological critique
as well as their objections to various theories have proven to be utterly
untenable. Nothing, absolutely nothing has remained of what half a
century ago Schmoller, Brentano, and their friends used to proclaim
as the new science. The fact that studies in economic history can be
very instructive, and that they should be undertaken, had been known
before, and had never been denied.

Even during the zenith of the Historical School theoretical eco-
nomics did not remain idle. The birthday of modern subjectivist theory
coincided with the foundation of the Association for Social Policy. Since
then, economics and social policy have confronted each other. The
social scientists do not even know the foundation of the theoretical
system, and have taken no notice of the significant development of

55See Wilbrandt, “Kritisches zu Max Webers Soziologie der Wirtschaft” [On the critique
of Weber’s economic sociology], Cologne Quarterly for Sociology, 5th year, p. 171 et seq.;
Spann, “Bemerkungen zu Max Webers Sociologie” [Remarks on Max Weber’s sociology],
Zeitschrift für Volkswirtschaft und Sozialpolitik [Journal for economics and social policy],
new series, vol. III, p. 761 et seq.
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theoretical knowledge in recent decades. Wherever they sought to
deal with it critically, they could not get beyond the old errors already
fully dealt with by Menger and Böhm-Bawerk.

But all this has not weakened the socialistic and syndicalistic ideol-
ogy. Today, it is swaying the minds of people more than ever before.
The great political and economic events in recent years are seen almost
exclusively from its viewpoint, though of course it has failed here also.
What Cassau said about the ideology of proletarian socialism applies
also to that of Socialism of the Chair: All experiences of the last decade
“passed by the ideology without influencing it. Never did it have more
opportunities for expansion, and scarcely ever has it been as ster-
ile as during the debates on socialization.”56 The ideology is sterile,
and yet it is reigning. Even in Great Britain and the United States,
classical liberalism is losing ground every day. To be sure, there are
characteristic differences between the teachings of German etatism
and Marxism on the one hand, and the new doctrine of salvation in
the United States on the other. The phraseology of the Americans is
more carefully worded than that of Schmoller, Held, or Brentano. But
the Americans’ aspirations basically concur with the doctrines of the
Socialists of the Chair. They also share the mistaken belief that they
are upholding the private property order.

When, by and large, socialism and syndicalism are in a stagnate
state, when we notice some retreating steps on the road to socialism
are taken, when thought is given to a limitation of labor union power,
the credit can be given neither to the scientific perception of economics
nor the prevailing sociology. For but a few dozen individuals all over
the globe are cognizant of economics, and no statesman or politician
cares about it. The social ideology even of those political parties that
call themselves “middle class,” is totally socialistic, etatistic, syndi-
calistic. If, nevertheless, socialism and syndicalism are languishing,
although the prevailing ideology is demanding further progress, it
is solely due to the all-too-visible decline in labor productivity as a
result of every restrictive measure. Swayed by the socialistic ideologies,
everyone is searching for excuses for the failure, and not for the cause.
Nevertheless, the net result has been greater caution in economic
policy.

Politics does not dare introduce what the prevailing ideology is
demanding. Taught by bitter experience, it subconsciously has lost
confidence in the prevailing ideology. In this situation, no one, however,

56Cassau, op. cit., vol. I, p. 152.
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is giving thought to replacing the obviously useless ideology with a
useful one. No help is expected from reason. Some are taking refuge in
mysticism, others are setting their hopes on the coming of the “strong
man”—the tyrant who will think for them and care for them.



ANTI-MARXISM1

In postwar Germany and Austria, a movement has been steadily gain-
ing significance in politics and the social sciences that can best be
described as Anti-Marxism. Occasionally its followers also use this
label.* Their point of departure, their mode of thinking and fighting,
and their goals are by no means uniform. The principal tie that unites
them is their declaration of hostility toward Marxism. Mind you, they
are not attacking socialism, but Marxism, which they reproach for not
being the right kind of socialism, for not being the one that is true and
desirable. It would also be a serious mistake to assert, as do the noisy
Social-Democrat and Communist party literati, that this Anti-Marxism
approves of or in any way defends capitalism and private property
in the means of production. No matter what train of thought it may
pursue, it is no less anticapitalistic than Marxist.

Only scientific Anti-Marxism is discussed in what follows. The
Anti-Marxism of practical politics will be touched upon only insofar
as it is absolutely essential for an understanding of the intellectual
movement.

1 MARXISM IN GERMAN SCIENCE

Usually only those writers can be called Marxists who, as members
of a Marxian party, are obliged to indicate approval in their writings
of the Marxian doctrines as canonized by party conventions. Their
scholarship can be no more than “scholasticism.” Their writings aim at
preserving the “purity” of the true doctrine, and their proofs consist
of quotations from authorities—in the final analysis Marx and Engels.
Again and again they conclude that “bourgeois” science has completely
collapsed, and that truth can be sought only in Marxism. Every piece of
writing then closes with the reassuring remark that in the future social-
istic paradise all social problems will find a very satisfactory solution.

These Marxian writings are significant only inasmuch as they have
promoted the careers of their authors. They have nothing whatsoever

1Weltwirtschaftliches Archiv [Archives for world economy], vol. 21, 1925.
*Editor’s note: In Germany they later came to call themselves National Socialists, or

Nazis.
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to do with science, and, as shall be shown, not even with German
science that is so greatly influenced by the doctrines of Marx. Not
a single thought has emerged from the voluminous writings of the
epigones. Nothing remains but horrible waste and incessant repetition.
The great struggles that shook the Marxian parties—on revisionism,
dictatorship, et cetera—were not scientific; they were purely political
discussions. The scientific methods used to conduct them were wholly
barren in the eyes of every nonscholastic. Only Marx and Engels, not
one of their epigones, have affected German science.

During the 1870s and 1880s State and Chair Socialism came to
power in Germany. Classical economics had left the stage. The Austri-
ans, scorned as eccentrics, were the only writers who contributed to
modern economics, which, like Western sociology,* at first remained
wholly unknown. Besides, both were suspected of Manchesterism.
Only historical and descriptive-statistical compositions were permis-
sible, and a “social” conviction, i.e., Socialism of the Chair, was the
most important requirement for scholarly recognition. In spite of, and
perhaps because of, this affinity, the Socialists of the Chair opposed
Social Democracy. They barely paid attention to Marx and Engels, who
were considered too “doctrinaire.”

This began to change when a new generation came along, pupils
of the men who, in 1872, had founded the Association for Social Policy.
This generation had never been exposed to university lectures on
theoretical economics. It knew the classical economists by name only
and was convinced that they had been vanquished by Schmoller. Very
few had ever read or even seen the works of Ricardo or Mill. But they
had to read Marx and Engels, which became all the more necessary
as they had to cope with the growing Social Democracy. They were
writing books in order to refute Marx. As a result of such efforts, they
themselves, and their readers, fell under the influence of Marxian
ideas. Because of their ignorance in all economic and sociological
theory, they were utterly defenseless against the doctrines of Marx.
They rejected the harshest political demands of Marx and Engels, but
adopted the theories in milder form.

This Marxism of the pupils soon reacted on the teachers. In his
article “Economy, Economics and Economic Method,”2 Schmoller men-
tions that Jevons “correctly” said of Ricardo that “he put the wagon

*Translator’s note: In this essay, the author still used the term sociology for what he
later called praxeology, the general theory of human action.

2Schmoller, “Volkswirtschaft, Volkswirtschaftslehre und -methode” [Economy, eco-
nomics and economic method], Handwörterbuch der Staatswissenschaften [Handbook of
social sciences], 3rd ed., vol. VIII, p. 426.
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of political economy on the wrong track.” With visible satisfaction
Schmoller then adds that Hasbach observed that “it was the very
track which the English bourgeoisie wanted to take.” For a long time
during the fight of the German Historical School against the narrow-
mindedness of Ricardo, Schmoller continues “many followers of the
old school” believed they were walking in the methodological foot-
steps of Adam Smith. Thus many were not aware “that their theo-
ries had become narrow class doctrines.”3 Socialism, according to
Schmoller, can be denied “neither justification for existence nor some
good effects.” “Born as a philosophy of social misery, it represents
a branch of science that suits the interests of workers, in the same
way as the post-Adam Smith natural philosophy had become a theory
serving the interests of capitalists.”4

We can clearly see how strongly Marxian notions have permeated
Schmoller’s ideas of the historical development of economic systems.
They are even stronger with Lexis, whose interest theory, according to
Engels, is “merely a paraphrase of that of Marx.”5 Böhm-Bawerk, who
agreed with this Engels judgment, observed (in 1900) that Dietzel’s
and Stolzmann’s interest theories are also closely related to Lexis’
opinion, and that we often encounter similar thoughts and pronounce-
ments in contemporary economic literature as well. It seems to be “a
trend of thought that is coming into fashion.”6

In economics, this fashion did not last too long. For the generation
of men who had been the pupils of the founders of the younger
Historical School, Marx was the economic theorist par excellence. But
when some pupils of these pupils began to turn their attention to the
problems of theoretical economics, Marx’s reputation as a theorist
quickly vanished. Finally, the achievements of theoretical economics
abroad and in Austria during the last two decades were recognized in
Germany; and it was seen how small and insignificant a position Marx
occupies in the history of economics.

However, the influence of Marxism on German sociology has con-
tinued to grow. In sociology, more so than in economics, the Germans
ignored the achievements of the West. As they began rather late to deal
with sociological problems they knew only one ideology: the Marxian

3Ibid., p. 443.
4Ibid., p. 445.
5F. Engels, Vorrede zum III, Band des “Kapitals” [Preface to vol. 3 of Das Kapital], 3rd

ed., Hamburg, 1911, p. xii et seq.
6Böhm-Bawerk, Einige strittige Fragen der Kapitalstheorie [Some disputed questions

of capital and interest], Vienna, 1900, p. 111 et seq.; also on Brentano, cf. O. Spann, Der
wahre Staat [The true state], Leipzig, 1923, p. 141 et seq.
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philosophy of history and the doctrine of class warfare. It became
the starting point for German sociological thought and, through the
problems it posed, greatly influenced even those writers who strove
to reject it most vigorously. The majority did not repudiate the doc-
trine itself, but merely its political and practical consequences. In
most cases they characterized the Marxian doctrine either as exag-
gerated, or going too far, or too one-sided, and therefore sought to
complete it by adding new racial and nationalistic doctrines. The
basic insufficiency of the Marxian set of problems and the failure of
all attempts at solving them were not seen at all. They embarked
upon historical research into the origin of the Marxian social phi-
losophy, but ignored those few possibly defensible thoughts earlier
elaborated much more concisely in France and England by such men
as Taine and Buckle. Moreover, their main interest then focused upon
a problem utterly insignificant for science—the famous doctrine of
the “withering away” of the state. In this case, as with many of their
other doctrines, Marx and Engels merely meant to find a slogan for
agitation. On the one hand they wanted to fight anarchism, and on
the other hand they sought to demonstrate that the “nationalization”
of the means of production demanded by socialism had nothing in
common with the nationalization and municipalization demanded
by state and municipal socialism. It was understandable from the
po[i]nt of view of party politics that the etatist critique of Marxism
aimed especially at this point. It seemed so inviting to reveal the inner
contradiction of the Marxian social doctrine, and to confront “the
enemies of the state,” Marx and Engels, with a believer in the state,
Lassalle.7

The fact that German science had rejected the utilitarian social
doctrine of the eighteenth century explains the success of Marxian
social doctrine in Germany.

The theological-metaphysical social doctrine explains and postu-
lates society from a point of view that lies beyond human experience.
God, or “nature,” or an objective value, want society in a certain
form to reach a desired destiny. Man must follow this command. It
is assumed that submission to the social body imposes sacrifices on
the individual, for which he will receive no compensation other than
the awareness that he has acted well, and perhaps will be rewarded
in another world. The theological doctrines and some metaphysical
doctrines trust that providence will guide willing men on their proper

7See B. H. Kelsen, Sozialismus und Staat [Socialism and state], 2nd ed., Leipzig, 1923.
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paths, and force the recalcitrants through blessed men or institutions
acting on behalf of the reigning God.

Individualism opposes such a social doctrine. It demands to know
from both the religious and the metaphysical positions why the indi-
vidual is to be sacrificed to society. The ensuing argument that touches
the foundation of the theological-metaphysical social philosophy, cor-
responds to the distinction so popular in Germany between the collec-
tivistic (universalistic) social doctrine and the individualistic doctrine.8

But it is a crucial mistake to believe that this classification has made
room for all conceivable social doctrines. It has especially failed to
affect modern social philosophy that was built on eighteenth century
utilitarianism.

The utilitarian social doctrine does not engage in metaphysics, but
takes as its point of departure the established fact that all living beings
affirm their will to live and grow. The higher productivity of labor
performed in division of labor, when compared with isolated action,
is ever more uniting individuals to association. Society is division
and association of labor. In the final analysis, there is no conflict of
interest between society and the individual, as everyone can pursue
his interests more efficiently in society than in isolation. The sacrifices
the individual makes to society are merely temporary, surrendering a
small advantage in order to attain a greater one. This is the essence of
the often cited doctrine of the harmony of interests.

The etatistic and socialistic critique never understood the “preestab-
lished harmony” of the free trade school from Smith to Bastiat. Its
theological appearance is not essential for the doctrine. Utilitarian
sociology seeks to explain the development of society since man’s
presumably hermitic existence in prehistoric times, or since his less
developed cooperation in known history. It seeks to explain man’s
social ties throughout history, and hopefully his future progress toward
association, from principles that are active in each individual. In accor-
dance with teleological considerations, association is thought to be
“good” and laudable. A faithful soul seeking an understanding of social
development views the principle of association as a wise arrangement
of God. It could not be different: goodness, namely, the division of
labor now and in the future, emanates from human nature. It fol-
lows that the division of labor is a good means in view of its good

8See Dietzel, “Individualismus,” in Handwörterbuch, 4th ed., ch. V, p. 408 et seq.
A. Pribram, Die Entstehung der individualistichen Sozialphilosophie [The development of
individualistic social philosophy], Leipzig, 1912, p. 1 et seq. For a critique of this view, see
L. von Wiese, “Dietzel’s ‘Individualism’” in Kölner Vierteljahrshefte für Sozialwissenschaften
[Cologne quarterly for social sciences], Munich and Leipzig, vol. II, 1922, p. 54 et seq.
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results, even if from different points of view it should be viewed as evil,
weak, or deficient. To Adam Smith, even the weakness of man was not
“without its utility.” And he concludes: “Every part of nature, when
attentively surveyed, equally demonstrates the providential care of its
Author; and we may admire the wisdom and goodness of God even in
the weakness and folly of men.”9 Obviously, the theistic tone is only an
appendage, which could readily be replaced by the term “nature,” as
Smith does in other passages of his book where he speaks of “the great
Director of Nature” or just of “nature.” The social doctrines of Smith
and Kant do not differ in basic attitudes and views. Kant, too, tries to
explain how “nature” guides man to the goal it has set for him. The
only difference between Smith and Kant consists of the fact that Smith
has succeeded in reducing the formation of society to factors whose
presence in man can be proven empirically, while Kant can explain
society only through an assumption of man’s “inclination” to associate
and a second inclination to disassociate, from the antagonism of which
society emerges. How it does so is not elaborated.10

Every teleological view can be dressed in a theistic garb without
any change in its scientific character. For instance, Darwin’s doctrine
of natural selection can easily be presented in such a way that the
struggle for survival becomes a wise arrangement by the Creator for the
development of species. And every teleological view reveals harmonies
to us, that is, how that which stands at the end of the development
process emerges from the acting forces. The fact that the conditions
cooperate harmoniously only signifies that they lead to the effect we
are to explain. If we desist from calling a given state of affairs “good,”
all tenets of the doctrine stay intact. The explanation of how a certain
state “necessarily” had to result from given conditions that cannot be
analyzed further, is independent of how we may value this state. The
attacks on the thought of “preestablished harmony” do not touch the
substance, merely the wording, of the utilitarian social theory.

Without change in substance, the social doctrine of Marxism, too,
can be understood as one announcing a preestablished harmony. The
dialectics of social reality necessarily lead the way from the primeval
world to the goal, the socialistic paradise. The unsatisfactory part of
this doctrine is its content; the wording again is unimportant.

9A. Smith, The Theory of Moral Sentiments, Edinburgh, 1813, pt. II, sec. III, ch. III,
p. 243. [American edition: The Theory of Moral Sentiments (Indianapolis: Liberty Classics,
1976), p. 195.]

10See Kant, “Idee zu einer allgemeinen Geschichte in weltbürgerlicher Absicht” [Ideas
on a general history from a cosmopolitan view], Collected Works, Insel ed., Leipzig, vol. I,
p. 227 et seq.
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The opponents of utilitarian social theory like to taunt it for its
“rationalism.” But every scientific explanation is rationalistic. Whatever
the human mind cannot comprehend, the tools of science cannot
conquer. This criticism often ignores the fact that liberal social theory
does not explain formation and progress of social ties and institutions
as consciously aimed human efforts toward the formation of societies,
as the naive versions of the contract theory explain them. It views
social organizations “as the unconsidered result of specific individual
efforts of the members of society.”11

The misunderstanding that prevails with regard to the harmony
doctrine is repeated in a different form regarding property. We can
either hold to the opinion that the private property order is the superior
form of social organization—that is, we can be liberals—or we can
believe that the public property order is superior—that is, we can be
socialists. But he who adheres to the former embraces the doctrine
that the private property order serves the interests of all members of
society, not just those of owners.12

We proceed from the position that there are no insoluble conflicts
of interest within the private property order, even to the recognition
that warlike behavior becomes rarer as the scope and intensity of
social association grows. Wars, foreign and domestic (revolutions,
civil wars), are more likely to be avoided the closer the division of
labor binds men. The belligerent creature, man, becomes industrial,
the “hero” becomes a “trader.” The democratic institutions serve to
eliminate violent action within the state, as they seek to maintain or
achieve agreement between the wills of those who govern and those
who are governed.

In contrast to the utilitarians who believe that the private property
order assures greater labor productivity, the older socialists were con-
vinced that it was the public property system that could bring higher
productivity, which necessitated the abolition of the private property
order. We must distinguish this utilitarian socialism from the socialism
that takes as its starting point a theistic or metaphysical social theory,

11Menger, Untersuchungen über die Methode der Sozialwissenschaften [Inquiries into the
methods of social sciences], Leipzig, 1883, p. 178. [English-language edition: Problems
of Economics and Sociology (Urbana, Ill.: University of Illinois Press, 1963).] F. v. Wieser’s
critique of the rationalistic-utilitarian doctrine in general, and of Menger’s formulation
in particular, leaves its substance untouched (See Wieser, Theorie der gesellschaftlichen
Wirtschaft [Theory of social economics], Tübingen, 1914, sec. I, p. 242 et seq.). Its signif-
icance lies in its distinction between leader and masses—probably under the influence
of Tarde—and in its greater emphasis on the principle of heterogeneity of objectives—as
Wundt called it.

12See A. Smith, op. cit., pt. IV, ch. I, p. 417 et seq. [American edition: p. 297 et seq.]
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and that demands a command system because it is more suited to
realize empirically unproven values which society is to adopt.

The socialism of Marx fundamentally differs from these two vari-
eties of socialism, which he calls “utopian.” To be sure, Marx also
assumes that the socialistic method of production yields higher labor
productivity than the private property order. But he denies that a
solidarity of interest exists or has ever existed in society. A solidarity
of interest, according to Marx, can exist only within each class. But a
conflict of interest exists between the classes, which explains why the
history of all societies has been a history of class wars.

Conflict is the moving force of social development to yet another
group of social doctrines. For those doctrines the war of races and
nations constitute the basic law of society.

The common error of both groups of warfare sociology is their
disregard of any principle of association. They endeavor to show
why there must be war between the classes, races, and nations. But
they neglect to show why there is, or can be, peace and cooperation
between the classes, races, and nations. The reason for this negligence
is not difficult to detect. It is impossible to demonstrate a principle
of association that exists within a collective group only, and that is
inoperative beyond it. If war and strife are the driving force of all social
development, why should this be true for classes, races, and nations
only, and not for war among all individuals? If we take this warfare
sociology to its logical conclusion we arrive at no social doctrine at all,
but at “a theory of unsociability.”13

None of this could be understood in Germany, Hungary, and the
Slavic countries because of a basic hostility toward all utilitarian
thought right from the start. Because modern sociology is based on
utilitarianism and the doctrine of the division of labor, it was rejected
summarily. This is the main reason for the reluctance of German
scholars to cope with sociology, and for the struggle they waged so
tenaciously for decades against sociology as a science. Since sociology
was not welcome, a substitute had to be found. Depending on their
political position they adopted one of the two “theories of unsociability”
which emphasized the warfare principle, and completely bypassed any
search for a principle of association.

This scientific situation explains the success Marxian sociology was
able to achieve in Germany and in the East. When compared with
the doctrines of racial and national warfare it had the advantage of

13Barth, Die Philosophie der Geschichte als Soziologie [The philosophy of history as
sociology], 3rd ed., Leipzig, 1922, p. 260.
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offering, at least for the distant future, a social order with a coherent
principle of association. Its answer was ever so much more acceptable
because it was optimistic and more satisfactory for some readers than
those doctrines which offered nothing in history but a hopeless struggle
of a noble race against a supremacy of inferior races. He who sought
to go even further in his optimism and was less exacting scientifically,
found the solution to the conflict not just in the socialistic paradise of
the future, but already in the “social kingdom.”

Marxism thus swayed German thought in sociology and philosophy
of history.

Popular German sociology adopted, above all, the class concept
that is so basic to Marxian sociology. Spann correctly observed: “Today,
even so-called middle-class economists are using the term ‘class’ in
such a way and in connection with such questions as are raised by
the historical materialism of Marx.”14 Adoption of this concept was
accompanied by the Marx and Engels characteristics of uncertainty,
vagueness, and obscurity, further echoed by the Social-Democrat and
Communist parties. During the thirty-five years between the publica-
tion of the Communist Manifesto and his death, Marx did not succeed
in somehow defining the concept of class struggle more precisely. And
it is significant that the posthumous manuscript of the third volume
of Das Kapital halts abruptly at the very place that was to deal with
classes. Since his death more than forty years have passed, and the
class struggle has become the cornerstone of modern German sociology.
And yet we continue to await its scientific definition and delineation.
No less vague are the concepts of class interests, class condition, and
class war, and the ideas on the relationship between conditions, class
interests, and class ideology.

For Marx and his parties, the interests of the individual classes
are irreconcilably opposed to each other. Each class knows precisely
what its class interests are and how to realize them. Therefore, there
can only be warfare, or at best an armistice. The thought that some
circumstances may call an end to the struggle before the socialistic
bliss is realized, or that circumstances may moderate it, is rejected
summarily. There is no greater entity that could encompass the classes
and dissolve the class conflicts. The ideas of fatherland, nation, race,
and humanity are mere disguises for the only real fact, which is
the class conflict. However, popular sociology does not go so far. It
could be as Marx describes it, but it need not be so, and above all,

14O. Spann, “Klasse und Stand” [Class and estate], Handwörterbuch, 4th ed., vol. V,
p. 692.
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it should not be that way. Selfish class interests must be set aside
in order to serve the interests of nation, fatherland, state. And the
state, as a principle of reason above the classes, as realization of the
idea of justice, must intervene and bring about a social condition in
which the ownership class is prevented from exploiting the nonowners,
so that the class struggle of proletarians against owners becomes
superfluous.

With the doctrine of class warfare, German etatist sociologists
adopted the most important part of the Marxian philosophy of his-
tory. To them, the British parliamentary system with all its democratic
institutions, of which liberal doctrine is singing praises, are mere
expressions of the class supremacy of the bourgeoisie. As the Germans
interpret contemporary British history, the British state and its institu-
tions are more reprehensible for being capitalistic and plutocratic. The
British concept of liberty is contrasted with the German concept. They
view the great French revolution and the movements of the 1830s and
1840s as class movements of the bourgeoisie. The fact that the princi-
palities prevailed over the 1848 rebels in Germany is hailed as most
fortunate, as it paved the way for the social rule of the Hohenzollern
kaisers standing above classes and parties. To German etatists and
Marxists, the modern imperialism of the allied powers springs from
the capitalistic propensity to expand. The etatists also adopted a good
part of the Marxian superstructure theory when they depicted classical
economics as a handmaiden of the class interests of entrepreneurs and
the bourgeoisie. An example given above illustrates how this applied
even to Schmoller.

It should be noted that no critical examination preceeded the
adoption of the basic Marxian doctrines. The attention of etatists was
directed primarily at blunting the Marxian attack on the state ideology
and its political offshoots during Prussian leadership in Germany, and
at rendering the Marxian doctrines useful for the ideas of state social-
ism and conservatism. Etatists did not see the Marxian problem as a
scientific problem, but as a political, or at best, an economic problem.
In politics they contented themselves with charging Marxism with
exaggerations, and sought to demonstrate that there is yet another
solution, indeed, a better solution: social reform. Their main attack
on Marxism did not aim at its economic program, but at its political
program: it placed class interests above national interests.

Only a few comprehended that the problems raised by Marxism
were scientific in nature. Sombart was one of the first who as continu-
ator, renovator, and reformer set out to reshape the Marxian doctrines.
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His new work, which afforded me the occasion for this essay, provides
me with the opportunity to deal with him in detail.

Dependence on Marx is the special characteristic of German social
sciences. Surely Marxism has left its traces as well on the social think-
ing of France, Great Britain, the United States, the Scandinavian
countries, and the Netherlands. But the influence that emanated from
Marxian doctrines was incomparably greater in Germany. The fact
that the sociology of utilitarianism was generally rejected in Germany
undoubtedly offers an explanation for this great influence.15 In Italy
also, the influence of Marxism was rather significant, although not so
strong as in Germany. But in Eastern Europe, in Hungary, and in the
Slavic countries, it was even greater than in Germany—that is, it was
greater in countries that completely depended on German thought in
spite of their political hostility. Marxism had swayed Russian social
thought, that is, not only the thinking of the followers of the revolu-
tionary parties openly fighting czarism, but also the imperial Russian
universities. Altschul, the translator of Gelesnoff’s Fundamental Eco-
nomics, correctly observed in his preface to the German edition, “In
no other country did Marx’s economic doctrines invade university
teaching so quickly and influence it so significantly as in Russia.”16 In
its hatred of liberalism and democracy czarism itself paved the way
for the Bolshevist ideology through its promotion of Marxism.

2 NATIONAL (ANTI-MARXIAN) SOCIALISM

Marxian socialism is beckoning: “Class war, not national war!” It is
proclaiming: “Never again [imperialistic] war.” But it is adding in
thought: “Civil war forever, revolution.”

National socialism is beckoning: “National unity! Peace among
classes!” And it is adding in thought: “War on the foreign enemy!”17

15If in the United States the influence of the antiutilitarians (e.g., that of Veblen) should
spread, Marxism, too, will spread with all its consequences.

16Gelesnoff, Grundzüge der Volkswirtschaftslehre [Fundamental economics], Leipzig,
1918, p. iii.

17We must not search for ideas of national socialism just within the National Socialist
Party, which is merely a part—in questions of party tactics an especially radical part—of
the greater movement of national socialism that comprises all people’s parties. The most
eminent literary spokesmen for national socialism are Oswald Spengler and Othmar Spann.
A short and very instructive summary of the ideas of national socialism is contained in
the program of the Greater German People’s Party of Austria written by Otto Conrad,
Richtlinien deutscher Politik. Programmatische Grundlagen der Grossdeutschen Volkspartei
[Guidelines for German policy. Program principles of the greater German people’s party],
Vienna, 1920.
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These solutions distill the ideas which are dividing the German
nation into two hostile camps.

The great political problem of Germany is the national one. It
appears in three different forms: as the problem of the linguistically
mixed territories at the borders of German settlement in Europe, as
the problem of German emigration (a creation of German settlements
overseas), and as the problem of foreign trade that must provide the
material support for the German population.

Marxism did not see these problems at all. It could say only that in
the socialistic paradise of the future there will be no national struggle.
“National hatred is transformed class hatred,” its holder is “the middle
class,” its beneficiary the “bourgeoisie,” proclaim the party literati.18

How could there be national conflicts after class distinctions and
exploitation have been abolished?

The national problem is a world political problem, the greatest
world problem in the foreseeable future. It concerns all nations, not
just the German nation. During the eighteenth and nineteenth cen-
turies, when the English and French formulated modern political doc-
trines, it had a different meaning for them than it has today. The first
civilized country for which the national problem became important in
its present form was Germany. It should have been the task of German
political theory to deal with it and find a solution through practical
politics. The British and French did not know all those problems of
nationalism for which the formula of national self-determination does
not suffice. German politics did face these problems for decades, and
should have met the challenge by finding a solution. But German
theory and practice could only proclaim the principle of force and
struggle. Its application isolated the German nation from the world,
and led to its defeat in the Great War.

Where the areas in which the German people settled meet with
those occupied by the Danes, Lithuanians, Poles, Czechs, Hungarians,
Croats, Slovaks, Italians, and French, the population borders are not
clearly marked out. In wide sections the peoples are mixed, and indi-
vidual linguistic islands, especially urban centers, reach far into foreign
areas. Here the formula of “self-determination of nations” no longer
suffices. For here are national minorities who fall under foreign rule if
the majority principle determines political government. If the state is a
liberal state under the rule of law, merely protecting the property and
personal safety of its citizens, the alien rule is less palpable. It is felt

18See O. Bauer, Die Nationalitätenfrage und die Sozialdemokratie [The nationality prob-
lem and social democracy], Vienna, 1907, pp. 263, 268.
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more keenly the more society is governed, the more the state becomes
a welfare state, the more etatism and socialism gain a footing.

For the German nation a violent solution to the problem is least
satisfactory. If Germany, a nation surrounded by other nations in the
heart of Europe, were to assault in accordance with this principle, it
would invite a coalition of all its neighbors into a world-political con-
stellation: enemies all around. In such a situation Germany could find
only one ally: Russia, which is facing hostility by Poles, Lithuanians,
Hungarians, and possibly Czechs, but nowhere stands in direct conflict
with German interests. Since Bolshevist Russia, like Czarist Russia,
only knows force in dealing with other nations, it is already seeking
the friendship of German nationalism. German Anti-Marxism and Rus-
sian Super-Marxism are not too far apart. But various attempts at
reconciling German Anti-Marxian nationalism with the Anti-Marxian
nationalism of Fascist Italy must fail in dealing with South Tirol, just
as a reconciliation of Hungarian chauvinism must fail in dealing with
the West-Hungarian problem.

A violent solution to the question of border Germans would be
less acceptable for the German nation itself than for its neighbors,
even if there were prospects for its realization. In fact, Germany, even
if victorious on all sides, would need to be prepared for war at any
time, would have to brace itself for another war of submission through
starvation, and would have to prepare its economy for such an eventu-
ality. This would impose a burden which, in the long run, could not be
borne without serious consequences.

The trade problem, which Germany needed to solve during the
nineteenth century, grew from a worldwide shifting of production to
areas with more favorable production conditions. If there had been
complete freedom of movement, a part of the German population
would have emigrated, for German agriculture and some branches of
industry could no longer compete with newly opened, more fertile
countries offering more favorable production conditions. For national
political reasons Germany sought to prevent this emigration through
tariff policies. We cannot elaborate here why this attempt was doomed
to failure.19

The migration problem is the third form of the practical political
problem for Germany. Germany lacks territory for its excess population.
And again, the prewar theory of German nationalism discovered no
better solution than violence through conquest of suitable territory.

19I sought to explain it in my book Nation, Staat und Wirtschaft [Nation, state, and
economy], Vienna, 1919, p. 45 et seq.
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In Europe, tens of millions of people live poorly who would do
much better in America and Australia. The difference in the living con-
ditions between a European and his descendants overseas continues
to grow. European emigrants could find overseas what their native
countries failed to offer: a place at the banquet of nature. But they are
too late. The descendants of those who, one, two, or three generations
ago chose the New World over Europe, do not welcome them. The
organized laborers of the United States and the British Commonwealth
countries permit no addition of new competitors. Their labor union
movement is not aimed at employers, as the Marxian doctrine pre-
scribes; they are waging their “class war” against European workers
whose immigration would reduce the marginal productivity of labor,
and thus wage rates. The labor unions of the Anglo-Saxon countries
favored participation in the Great War in order to eliminate the last
remnants of the liberal doctrine of free movement and migration of
labor. This was their war objective, which they adhered to completely.
Countless Germans living abroad were uprooted, deprived of their
possessions and earnings, and “repatriated.” Today, strict laws either
prohibit or limit immigration not only to the United States, but even to
important European areas. And the labor unions of the United States
and Australia unhesitatingly would favor a new, more horrible and
bloody world war if it should become necessary to defend the immi-
gration restrictions against an aggressor, such as the Japanese or a
rearmed Germany.

Here are insurmountable difficulties for the Marxian doctrines
and the policy of the Communist International. Theorists sought to
escape the difficulties by not mentioning them. It is characteristic
that the copious prewar German literature on economic and social
policy, which again and again dealt with the same matter in tiring
detail, contains no work that could explain the policy of immigration
restrictions. And abroad only a few writers dared touch a topic that
obviously did not harmonize with the doctrine of the workers’ class
solidarity.20 This silence, better than anything else, reveals the Marxian
bias in social literature, especially German literature. When, finally,
the international conventions of socialists could no longer escape
dealing with this question, they skillfully circumvented it. Let us, for
instance, read the minutes of the International Convention of Socialists
in Stuttgart, in 1907. It adopted a lame resolution characterized by

20The most comprehensive treatment is given by Prato, Il proteezionismo operaio, Turin,
1910. (French translation by Bourgin, Paris, 1912.) The book remained almost unknown
in Germany.
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the recorder himself as rather “awkward and hard.” But this should
be blamed on circumstances. A socialistic convention is not held “to
write novels. Hard realities are colliding, which finds expression in
this hard and awkward resolution.” (This is a euphemistic way of
admitting that something is wrong with the harmonious thoughts of
the international solidarity of workers.) The writer therefore recom-
mends that “this resolution so painfully constructed on the middle of
the road be adopted unanimously.” But the Australian representative
Kröner crisply declared, “The majority of the Australian Labor Party
opposes the immigration of colored workers. As a socialist, I personally
recognize the duty of international solidarity and hope that in time
we shall succeed in winning all nations of the world for the idea of
socialism.”21 Translated from the Australian to English it means: Make
as many resolutions as you please; we shall do as we please. Since the
Labor Party has come to power, Australia, as is well known, has the
strictest immigration laws against colored and white workers.

The nationalistic Anti-Marxists of Germany could perform a great
service by solving the emigration problem. The German mind could
develop a new doctrine of universal freedom and free movement that
would evoke an echo with Italians, Scandinavians, Slavs, Chinese, and
Japanese, and which in the long run no nation could resist. But no
beginning has yet been made of what needs to be done, and surely
nothing has been accomplished.

National Anti-Marxism proved to be unproductive in the very point
on which its greatest emphasis must be placed: the problem of foreign
policy. Its program for the integration of the German nation in the
world economy and world policy does not basically differ from the
precept of German policy in recent decades. In fact, it does not differ
from recent policy more than any theoretical doctrine differs from
the realities faced by the statesman who is kept from his intended
course by his daily tasks. But a violent solution is even less appli-
cable today than it was in prewar Germany. Even a victorious Ger-
many would be powerless to face the real problems of the German
nation. In the present state of world affairs, Germany could never
prevail over the opposing national interests of other nations, that is,
it could not acquire overseas territory for German settlement and
open up favorable markets for German industry. Above all, it could
never be safe from a resumption of the war by a new coalition of
enemies.

21International Convention of Socialists at Stuttgart, August 18–24, 1907, Berlin, 1907,
p. 57–64.
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National Anti-Marxism is failing as well in providing suitable Ger-
man policy for pressing present problems. In their struggle against
forced integration, the German minorities in foreign countries must
demand the most comprehensive democracy because only self-gov-
ernment can protect them from losing their German identity. They
must demand full economic freedom because every intervention in the
hands of the foreign state becomes a means of discrimination against
the German population.22 But how can the German population in the
border territories fight for democracy and economic freedom if the
Reich itself conducts a contrary policy?

National Anti-Marxism has also failed on scientific grounds. The
fact that the Marxian theories of value and distribution have lost
their prestige is not the achievement of Anti-Marxism, but that of
the Austrian School, especially Böhm-Bawerk’s critique which the
young friends of theoretical economics in Germany could no longer
overlook. Surely, the attempts by some writers to confer prestige on
Marx as a philosopher have little prospect for success, because, after
all, philosophical knowledge in Germany has reached a level that
makes scholars somewhat immune to the naivetés of the “philosophy”
of Marx, Dietzgen, Vorländer, and Max Adler. However, in the field of
sociology the categories and thoughts of Marxian materialism continue
to spread. Here, Anti-Marxism could have solved an important task; but
it was content with attacking those final conclusions of Marxism that
appeared to be objectionable politically, without refuting its foundation
and replacing it with a comprehensive doctrine. It had to fail, because
for political reasons it sought to show that Marxism is animated by the
spirit of the West, that it is an offspring of individualism—a concept
alien to German character.

The very starting point is fallacious. We already mentioned that it
is not permissible to contrast the universalistic (collectivistic) with the
individualistic (nominalistic) systems of social doctrine and policy, as
set forth by Dietzel and Pribram, and now advocated by Spann with
his nationalistic German Anti-Marxism. It is also erroneous to view
Marxian socialism as the successor to the liberal democracy of the first
half of the nineteenth century. The connection between the socialism
of Marx and Lassalle and the early democratic program was rather
superficial, and was discarded as serving no further purpose as soon

22See the excellent discussions by F. Wolfrum, “Der Weg zur deutschen Freiheit” [The
road to German freedom], Freie Welt, Gablonz, vol. IV, Booklet 95, and “Staatliche Kred-
ithilfe” [Credit assistance by the state], Freie Welt, Booklet 99. In Czechoslovakia every
government intervention serves to make the minorities Czech; in South Tirol and in Poland
the Italians and Poles do not act any differently.
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as the Marxian parties came to power. Socialism is no improvement
over liberalism; it is its enemy. It is illogical to deduce a similarity of
the two from an opposition to both.

Marxism does not spring from Western thought. As mentioned
above, it failed to find followers in Western countries because it could
not overcome the utilitarian sociology. The greatest difference between
German ideas and those of the West is the great influence of Marxian
thought in Germany. And German thought will not be able to over-
come Marxism until it sheds its hostility toward British, French, and
American sociology. To be sure, it cannot just adopt the sociology of
the West, but it must continue and build anew on its foundation.

3 SOMBART AS MARXIST AND ANTI-MARXIST

Werner Sombart himself proudly confessed that he gave a good part of
his life to fight for Marx.23 It was Sombart, not the wretched pedants
of the ilk of Kautsky and Bernstein, who introduced Marx to German
science and familiarized German thought with Marxist doctrines. Even
the structure of Sombart’s main work, Modern Capitalism, is Marxian.
The problem Marx raised in Das Kapital and other writings is to be
solved again, this time with the means of advanced knowledge. And
as with Marx, theoretical analysis is to be combined with historical
presentation. The starting point of his work is completely Marxian, but
its findings are purported to go beyond Marx. Thus, he differs from the
publications of party Marxists whose findings are rigidly circumscribed
by party doctrine.

Sombart built his reputation as a Marxist and scholar in 1896 with
his little book Socialism and the Social Movement during the Nineteenth
Century. The booklet saw several editions, and each new edition gave
evidence of the changes in Sombart’s position on the problems of
socialism and the social movement. The tenth edition, revised, is
now available in two imposing volumes.24 It is to demonstrate and
justify his turning away from Marxism—but not from socialism. In
fact, the two volumes do not deal with socialism as such, but rather
with “proletarian socialism,” with “Marxism.”

Sombart deals only with a history and critique of Marxian socialism.
He avoids revealing his own social doctrine, which he briefly touches

23See W. Sombart, Das Lebenswerk von Karl Marx [The life’s work of Karl Marx], Jena,
1909, p. 3.

24W. Sombart, Der proletarische Sozialismus, Marxismus [Proletarian socialism, Marx-
ism], 10th ed., rev., of Sozialismus und soziale Bewegung [Socialism and social movement],
Jena, 1924; vol. I, The Doctrine, vol. II, The Movement.
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upon in a few places. With visible satisfaction he speaks of the old
associations of the Middle Ages—church, town, village, clan, family,
vocation—“which contained the individual, warmed him, and pro-
tected him like a fruit in its peel.” And with visible horror he speaks of
that “process of disintegration which shattered the world of faith and
replaced it with knowledge.”25 The ideology of proletarian socialism
is seen as an expression of this disintegration process. And between
the lines he is reproaching proletarian socialism for its express pref-
erence for modern industrialism. “Whatever socialistic critique may
have raised against capitalism, it never objected on grounds that capi-
talism has blessed us with railroads and factories, steel furnaces and
machines, telegraph wires and motorcycles, record players and air-
planes, movie theatres and power centers, cast iron and aniline colors.”
Proletarianism, according to Sombart, merely rejects the social form,
not the gist of modern civilization. And with clear emphasis on his own
position he confronts proletarian socialism with the “preproletarian
chimera,” with its “bucolic” flavor which always praised agriculture
as the most noble vocation and looked upon agrarian culture as its
ideal.26

This infatuation with agrarian society and the Middle Ages deserves
our comment. We meet it again and again in the literature of national-
istic Anti-Marxism, with variations by individual authors. For Spann,
the leader of this movement, the ideal was a return to the Middle
Ages.27

He who depicts the social institutions and economic organizations
of the Middle Ages as models for the German people, should be aware
that a bucolic Germany could support only a fraction of the present
population even with the greatest curtailment of expectations. Every
proposal that would reduce the productivity of labor diminishes the
supportable population, and, through the deterioration of the appa-
ratus of production, would weaken the national defenses that are so
important from a nationalistic point of view. Nor can nationalism seek
a solution of the German problem in a return to an agrarian society.
The incompatibility of the bucolic ideals with a powerful develop-
ment of national forces may explain the dark pessimism of the “doom
theories” that are springing up in various forms.

If it should be true that the particular ethos of the German nation
is demanding a return to production methods that lead to lower labor

25Ibid., vol. I, p. 31.
26Ibid., vol. I, p. 257 et seq.
27See O. Spann, op. cit., p. 298 et seq.
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productivity, and that, inversely, the Western nations, the Latin nations
of the South, and Slavic nations in the East think differently and
apply production methods that assure higher labor productivity, the
danger is real that the more numerous and productive enemies will
overpower the German nation. Will the philosophers of the victors
not conclude then that it was lack of adaptability that prevented the
Germans from making use of their capitalistic methods of production?
Will they not look upon the German mentality as being too poor and
unfit for keeping its spiritual equilibrium in the presence of modern
technological achievements?

Indeed, it is a gross materialistic feature of otherwise idealistic
writers who believe that some externalities of life are blocking the
way to inner growth and the development of inner strength. He who
does not know how to safeguard his equilibrium when surrounded
by motorcycles and telephones will not find it in the jungle or desert.
That is, he will not find the strength to overcome the nonessential with
the essential. Man must be able to safeguard himself where-ever he
lives and whatever the circumstances should be. It is a sickly weakness
of nerves that urges one to seek harmonious personality growth in
past ages and remote places.

Sombart, as already mentioned, reveals his social ideal only be-
tween the lines. He cannot be criticized for this. But we must fault
him for not offering a precise definition of the concept of socialism in
a book that seeks to present and analyze a certain kind of socialism.
His discussion of socialistic ideology, which introduces the work, is its
weakest part. Sombart rejects the thought that socialism is a social
order based on public property in the means of production. Obviously,
the concept of socialism would have to be a social one, or of the social
sciences, he argues, and could not be from a special field of social life,
such as the economy. The emotions accompanying the controversy
over socialism reveal that the term socialism must comprise yet deeper
problems than “economic technology.”28 But the definition Sombart
then offers must finally return—although with ambiguity—to the
only relevant characteristic of socialism. After lengthy discussions he
arrives at the conclusion that the idea of socialism always comprises
the following components:

1. The ideal of a rational condition of society is to be contrasted
with a historical condition that is irrational: that is, an evaluation
of social conditions as perfect or less perfect. Certain features of

28See Sombart, Sozialismus und soziale Bewegung, op. cit., vol. I, p. 5 et seq.
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the ideal that are common to all kinds of socialism relate to the
anti-capitalistic essence of socialism: socialism obviously must reject
an economy for profit because of its irrational objectives that spring
from its guiding principle. As money symbolizes the capitalistic
economy for profit, it is as such a favorite target of socialistic
critique. All evil of this world comes from the struggle over the ring
of the Nibelungs; therefore, socialism wants to return the gold to
the Rhine. In the manner socialism opposes the “free” economy it also
opposes its foundation: “free,” i.e., private, property and the “free,”
i.e., labor, contract. It gives rise to exploitation, the worst blemish
of social life, the eradication of which is an essential program for
all kinds of socialism.

2. Valuation of social conditions and adoption of a rational ideal
necessarily correspond to the recognition of moral freedom, the
freedom to strive for a realm of objectives with one’s own strength,
and the faith in the possibility of its realization.

3. Ideal and freedom inevitably give birth to an aspiration for realizing
the ideal, a movement, born in freedom, from the historically given
to the rationally desired. But every confession of socialism means
a renunciation of motive power, that is, from the viewpoint of
the individual it means: obligation, sacrifice, limitation of the
particular.29

There can be only one reason why Sombart chooses this detour,
instead of retaining the proven and only viable definition of socialism:
his aversion toward dealing with the genuine economic problems of
socialism, an aversion that permeates his whole work and constitutes
its greatest deficiency. The fact that Sombart never raises the question
of whether or not a socialistic order is possible and realizable is even
more serious than his renunciation of a clear definition of socialism.
For only this question can provide the foundation for an understanding
of socialism and the socialistic movement.

But Sombart does not want to deal with socialism in general; he
wants to analyze proletarian socialism, or Marxism. However, his defi-
nition is unsatisfactory even for proletarian socialism which, according
to Sombart,

is merely an intellectual sediment of the modern social movement
as I have defined it since the first edition of this book. Socialism

29Emphasis added. Ibid., vol. I, p. 12 et seq.
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and social movement are . . . the realization of that future social
order that is adjusted to the interests of the proletariat, or the
attempt at its realization. Socialism seeks its realization in the
world of thought, the socialistic movement in the world of reality.
All theoretical efforts toward revealing the desired goal to the
aspiring proletariat, toward calling it to arms, organizing for battle,
and showing the road on which the goal can be reached, all
comprise what we call modern socialism.30

One thing is noticeable in this definition: it is Marxian. It is no
coincidence that Sombart deems it proper to adopt this definition
unchanged from his first edition, from the time when, by his own
admission, he was still walking in the footsteps of Marx. It contains an
important element from the Marxian world of thought: socialism suits
the interests of the proletariat. This is a specific Marxian thought that is
meaningful only within the framework of the whole Marxian structure.
“Utopian” socialism of the pre-Marxian era and the state socialism in
recent decades acted, not in the interests of one class but on behalf
of all classes and the collective whole. Marxism introduced the two
axioms that society is divided into classes whose interests conflict
irreconcilably, and that the interests of the proletariat—realizable
through class war only—are demanding nationalization of the means
of production, in accordance with their own interests and contrary to
those of the other classes.

This very thought returns in various places in the book. At one
place Sombart observes that very few influential Marxian writers come
from the proletariat “and therefore are only interested parties.”31 And
then point-blank: “The proletariat belongs to the system of capitalism;
the inevitability of hostility toward capitalists springs from the class
conditions of the proletariat. This hostility assumes certain forms in
the social movement: labor unions, socialistic parties, strikes, etc.”32

It cannot be denied that the materialistic philosophy of history is
visible here in full display. To be sure, Sombart does not draw the
conclusion which Marx logically drew in this case: that socialism is
coming with the inevitability of natural law.33 According to Sombart,
the “science of capitalism” founded by Marx introduced “the idea of the
regularity of economic life in our era.” It reveals “that the realization
of any particular socialistic demand depends on very real, objective

30Ibid., vol. I, p. 19 et seq.
31Ibid., vol. I, p. 75.
32Ibid., vol. II, p. 261.
33Ibid., vol. I, p. 305.
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conditions and that, therefore, socialism may not always be realizable.”
Marx thus created “scientifically” the thought of resignation which
logically leads from socialism to social reform.34 We need not dwell
further on the question of whether Sombart’s conclusion is the one
that must logically be drawn from the doctrines of Marx, or whether
the opinion of Lenin and Trotsky is the logical one. It is decisive that
Sombart unconsciously continues to stand on the scientific ground of
Marxism. (Sombart drew the reform conclusion in his earlier writings;
this is the “Sombartism” of which the orthodox Marxists speak with
derogatory gestures, as they always do when something displeases
them.)

Wherever Sombart seeks to describe capitalism he does so in the
framework of Marx and Engels, often in their own words.35

Such are the characteristics of Sombart’s position on Marxism:
while he does not embrace the founder’s naively materialistic version
of socialism today, Sombart builds his more refined socialistic doctrines
on the foundation of Marxism. And he draws practical conclusions
other than those of orthodox Marxists. In fact, he does not oppose
socialism in any form.

Sombart reproaches Marx not for his doctrine of class warfare, but
for its politicalization and the final conclusion Marx draws from the
doctrine: the inevitability of the proletarian victory.36 In other words,
Sombart does not say that the Marxian separation of classes does not
exist, or that the properly understood interests of the various layers
of population working in a division of labor do not conflict with each
other, but are harmonious. But he says: Ethics must overcome the con-
flict of class interests. Besides the class principle “there are other social
principles—namely those of idealistic nature.” But Marxism makes the
class concept absolute.37 Sombart apparently believes that man must
submerge his class interests and give precedence to higher interests,
to national interests. He reproaches the Marxists for not thinking in
terms of fatherland, for conducting world policies, for advocating
class warfare in domestic policies, and for remaining pacifistic and
antinationalistic in foreign policies.

Sombart completely ignores the scientific criticism of the Marxian
class doctrine. This is necessary because he wants to ignore utilitar-
ianism and economic theory and because, in the final analysis, he

34Ibid., vol. I, p. 304.
35Ibid., vol. I, p. 32 et seq.
36Ibid., vol. I, p. 368 et seq.
37Ibid., vol. I, p. 356.
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considers Marxism as the true science of capitalism. According to Som-
bart, “Marx founded . . . the science of capitalism.”38 Long ago this
science “demonstrated conclusively, that this economic order contains
the essence of the destruction and dissolution of civilization. Karl
Marx was the greatest, if not the first, harbinger of this knowledge.”39

In order to escape the conclusions that must be drawn from Marx’s
theories, Sombart knows nothing better than to appeal to God and
eternal values.

Sombart is quite right when he professes that it is not the function
of science to provide a “value critique, that is, to reveal the inferiority
of individual words, analyses, and principles of proletarian socialism.”
But he is mistaken when he declares that scientific critique is “but a
discovery of relationships and their significance, relationships not only
between the various doctrines and corresponding political demands,
but also between the content of the whole system and the basic ques-
tions of intellectual civilization and human fate.”40 That is the position
of historicism which is content with pursuing relationships among
scientific theories and between scientific theories and metaphysical
systems of thought, but abstains from developing scientific theories of
its own. A sociological theory, which Marxism represents in spite of its
shortcomings, can be analyzed only by examining its usefulness for an
explanation of social phenomena. And it can be replaced only with a
theory that is more satisfactory.41

It could not be otherwise. Sombart’s critique of proletarian social-
ism rests on a subjective value judgment of what he considers the
“basic values” of the proletariat. Here, world view meets world view,
metaphysics confronts metaphysics. It is confession, not perception,
and has no bearing on science. Of course, there are many readers
who appreciate Sombart’s work for this very reason. It does not limit
itself to the narrow field of scientific labor, but offers metaphysical
syntheses. It is not mere scientific research, but the presentation of
material permeated with the spirit and personality of the man and
thinker, Sombart. This is what gives the book its character and signifi-
cance. In the end it convinces only those readers who already share
Sombart’s view.

38Ibid., vol. I, p. 304.
39W. Sombart, “Das Finstere Zeitalter” [The dark age], Neue Freie Presse [New free

press], Dec. 25, 1924.
40Ibid.
41I cannot here go into the details of a critique of the class doctrine; I must refer

the reader to my Gemeinwirtschaft, Jena, 1922, p. 265–352. [English-language edition:
Socialism (London: Jonathan. Cape, 1936), p. 281–358.]
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Sombart does not attempt a critique of the means by which social-
ism proposes to attain its ends. And yet, any scientific analysis of
socialism must first examine the thesis of the higher productivity of
socialistic production, and then question whether or not a socialistic
mode of production is possible at all. Nor does Sombart’s criticism
more than touch upon the problem of the inevitability of socialism.

Sombart’s book is a special literary phenomenon. It frequently
happens that in a scholar’s lifetime he changes his opinion and in a
new book advocates what he opposed earlier. But it was always a new
book that revealed the intellectual change, as, for instance, Plato’s
Laws which followed his Republic. It is very rare, however, that an
author reveals his lifelong struggle with one problem in ever new
revisions of the same work, as does Sombart. Therefore, we must
not conclude that the present edition contains the last version of his
statement on socialism. Many years of labor lie ahead, new editions
of Socialism will be needed not only because previous editions are
out of print, but because Sombart has not yet completed his work
on the problems of socialism. The book in its present form merely
represents a stage in Sombart’s struggle with Marxism. He has not yet
freed himself as much as he thinks he has. A great deal of intellectual
work remains to be done.

Sombart’s inner struggle with the problems of Marxism is symp-
tomatic of the thinking of many German scholars. Each edition of the
book reflects rather well what the intellectual leaders of Germany have
been thinking of this problem. The changes in his opinion mirror the
changes in the opinion of German intellectuals who have followed his
leadership for a generation.

4 ANTI-MARXISM AND SCIENCE

Anti-Marxism fully subscribes to Marxism’s hostility towards capitalism.
And it resents Marxism’s political program, especially its presumed
internationalism and pacifism. But resentment does not lend itself
to scientific work, or even to politics. At best it lends itself to dema-
goguery.

But for every scientific thinker the objectionable point of Marxism
is its theory, which seems to cause no offense to the Anti-Marxist. We
have seen how Sombart continues to appreciate Marx as a man of
science. The Anti-Marxist merely objects to the political symptoms
of the Marxian system, not to its scientific content. He regrets the
harm done by Marxian policies to the German people, but is blind
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to the harm done to German intellectual life by the platitudes and
deficiencies of Marxian problems and solutions. Above all, he fails to
perceive that political and economic troubles are consequences of this
intellectual calamity. He does not appreciate the importance of science
for everyday living, and, under the influence of Marxism, believes that
“real” power instead of ideas is shaping history.

We can completely agree with Anti-Marxism that the recovery of
Germany must begin with overcoming Marxism. But this overcoming,
if it is to be permanent, must be the work of science, not of a political
movement that is guided by resentment. German science must free
itself of the bonds of Marxism by putting behind it the historicism
which for decades has kept it intellectually impotent. It must shed its
fear of theory in economics and sociology and get acquainted with the
theoretical achievements (even those by Germany) attained during
the last generation.

Carl Menger’s statements of more than forty years ago on modern
German economic literature are still valid today and apply to all the
social sciences: “Scarcely noticed abroad, and barely understandable
abroad on account of its peculiar tendencies, German economics for
decades has remained untouched by serious opponents. With unflinch-
ing confidence in its own methods it often has lacked serious self-
criticism. He who pursued another direction in Germany was ignored,
not refuted.”42 Only a thorough study of the works of German and
foreign sociology differing from etatism and historicism could help to
extricate it from the deadlock of prevailing doctrine in Germany. Ger-
man science would not be the only beneficiary. Great problems await
their solution that cannot be achieved without German cooperation.
Again in the words of Menger: “All great civilized nations have their
particular mission in the unfolding of science. Each aberration of a
sizeable number of scholars of one nation leaves a gap in the develop-
ment of scientific knowledge. Economics, too, cannot do without the
singleminded cooperation of the German mind.”43

Above all, German science must make a proper assessment of
the importance of Marxism. It is true, the Marxists and Anti-Marxists
greatly overestimate Marxism as a scientific system. But also those
who deny Marx as the first harbinger of the substance of the Marxian
doctrine raise no objection against the validity of the doctrine itself.
Only he who can see the world without Marxian blinders may approach
the great problems of sociology. Only when German science has freed

42C. Menger, op. cit., p. xx et seq.
43Ibid., p. xxi.
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itself from the Marxian errors in which it is enmeshed today, then, and
only then, will the power of Marxist slogans disappear from political
life.



THEORY OF PRICE CONTROLS1

1 INTRODUCTION

The knowledge that the constellation of the market determines prices
precisely, or at least within narrow limits, is relatively new. Some
earlier writers may have had a dim notion of it, but only the Phys-
iocrats and the classical economists elaborated a system of exchange
and market relations. The science of catallactics thus replaced the
indeterminism of theory, which explained prices from the demands of
sellers, and saw no price limits other than their fairness.

He who believes the formation of prices to be arbitrary easily
arrives at the demand that they should be fixed by external regulation.
If the conscience of the seller is lacking, if without fear of the wrath
of God he demands more than is “fair,” a worldly authority must
intervene in order to help justice prevail. And minimum prices must
be imposed for certain commodities and services over which buyers
are believed, not quite logically, to have the power to force deviations
from the just price. Government is called upon to create order because
disorder and arbitrariness prevail.

The practical doctrine based on the knowledge of scientific eco-
nomics and sociology—liberalism—rejects all intervention as super-
fluous, useless, and harmful. It is superfluous because built-in forces
are at work that limit the arbitrariness of the exchanging parties. It is
useless because the government objective of lower prices cannot be
achieved by controls. And it is harmful because it deters production
and consumption from those uses that, from the consumer’s view-
point, are most important. At times liberalism has called government
intervention impossible. Of course, government can issue orders that
regulate prices and punish the violators. Therefore, it would have been
more appropriate for liberalism not to call price controls impossible,
but rather unsuitable, that is, running counter to the intentions of their
advocates. The following discussion will demonstrate this unsuitability.

Liberalism was soon replaced by socialism, which seeks to replace
private property in the means of production with public property.
Socialism as such need not reject the price knowledge of science; it is

1Handwörterbuch der Staatswissenschaften [Handbook of social sciences], 4th ed.,
vol. VI, 1923.
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conceivable that it could recognize its usefulness for an understanding
of market phenomena in its own economic order. If it were to do that,
it would have to conclude that government and other interference
with prices is as superfluous, useless, and harmful as liberalism says it
is. In fact, the doctrines of Marxism contain, besides quite incompati-
ble principles and demands, the beginnings of this perception; this is
clearly visible in the skepticism toward the belief that wage rates can
be raised by labor-union tactics, and in the rejection of all methods
Marx calls “bourgeois.” But in the world of Marxian reality etatism
is dominant. In theory etatism is the doctrine of state omnipotence,
and in practice, it is the government policy to manage all worldly
matters through orders and prohibitions. The social ideal of etatism
is a special kind of socialism, such as state socialism or, under certain
conditions, military or religious socialism. On the surface the social
ideal of etatism does not differ from the social order of capitalism.
Etatism does not seek to overthrow the traditional legal order and
formally convert all private property in production to public property.
Only the largest enterprises in industry, mining, and transportation are
to be nationalized. In agriculture, and in medium- and small-scale pro-
duction, private property is to be preserved formally. But in substance
all enterprises are to become government operations. Under this prac-
tice, the owners will keep their names and trademarks on the property
and the right to an “appropriate” income or one “befitting their ranks.”
Every business becomes an office and every occupation a civil service.
There is no room for entrepreneurial independence in any of the vari-
eties of state socialism. Prices are set by government, and government
determines what is to be produced, how it is to be produced, and in
what quantities. There is no speculation, no “extraordinary” profits, no
losses. There is no innovation, except for that ordered by government.
Government guides and supervises everything.

It is one of the peculiarities of etatist doctrine that it can envision
man’s social life only in terms of its special socialistic ideal. The outer
similarity between the “social state” it extols and the social order based
on private property in production causes it to overlook the essential dif-
ference that separates them. To the etatist, any dissimilarity of the two
social orders is merely a temporary irregularity and a punishable viola-
tion of government orders. The state has slackened the reins, which it
must pull short again, and everything will be in the best of order. The
fact that man’s social life is subject to certain conditions, to regularity
like that of nature, is a concept that is alien to an etatist. To him,
everything is power, which he views in a grossly materialistic light.
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Although etatism did not succeed in supplanting the other social-
istic ideals with its own ideal, it has defeated all other branches of
socialism in practical policy. In spite of their diverging opinions and
objectives all socialistic groups today seek to influence market prices
through outside intervention and force.

The theory of price controls must investigate the effects of govern-
ment interference with market prices in the private property order.
It is not its task to analyze price controls in a socialistic order that
preserves private property by form and outward appearance, and uses
price controls to direct production and consumption. In this case the
controls have only technical significance, and remain without influ-
ence on the nature of the issue. And they alone do not constitute the
difference between the socialistic society that uses them and those
socialistic societies that are organized along different lines.

The importance of the theory of price controls becomes evident
in the contention that there is yet a third social order besides the
private property order and one built on public property, an order that
retains private property in the means of production, but is “regulated”
through government intervention. The Socialists of the Chair and
the Solidarists, together with a great many statesmen and powerful
political parties, continue to hold to this belief. On the one hand, it
plays a role in the interpretation of economic history during the Middle
Ages, and on the other hand, it constitutes the theoretic foundation
for modern interventionism.

2 PRICE CONTROLS

Sanctioning Controls. We may call those controls “sanctioning” that set
prices so close to those the unhampered market would set that only
insignificant consequences can ensue. Such controls merely pursue
a limited task and do not achieve great economic objectives through
interference with market forces. Government may simply accept the
market prices and sanction them with its intervention. The case is
similar when government imposes price ceilings that lie above the
market prices, and minimum prices that lie below them. The case
is slightly different when government imposes controls in order to
force a monopolist to charge competitive prices instead of higher
monopolistic prices. If government creates monopolies or limits the
number of competitors, thereby promoting monopolistic agreements,
it must, without question, resort to price controls if it does not want
to force consumers to pay monopolistic prices. In none of these cases
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is the result of government intervention a deviation of price from that
of the unhampered market.

The situation is somewhat different when a government regula-
tion deprives a seller of the opportunity, under certain conditions, to
demand and obtain a price that is higher than that he can normally
obtain. If, for instance, government fixed rates for taxicabs, cabbies
would be prevented from exploiting those cases in which passengers
are willing to pay more than normal rates. The affluent tourist who,
late at night and in bad weather, arrives at a strange railroad station,
accompanied by small children and loaded with many pieces of lug-
gage, will gladly pay a much higher fare to get to a remote hotel if he
must compete with others for the few or perhaps only taxicab offering
a ride. With extraordinary gains from exceptional opportunities, the
cabbies would be able, when business is poor, to charge lower rates
in order to increase the demand for their services. Government inter-
vention thus eliminates the difference between the fare at times of
great demand and those of weak demand, and establishes an average
rate. Now, if government fixes rates that are even lower than this ideal
average price, we have genuine price control, to which I shall return
shortly.

The case is similar where government does not set prices directly,
but forces the seller, such as a restaurateur, to post his prices. This, too,
has the effect that the seller is prevented from exploiting extraordinary
situations in which he could obtain a higher price from individual
buyers. He must take account of this limitation; if he is prevented from
charging more under favorable conditions, he will find it difficult to
charge less under unfavorable conditions.

Other price controls are to prevent windfall profits that might be
reaped under extraordinary conditions. If a city power company for
any reason should be prevented from generating power for a few days,
candle prices would soar, and merchants with candle supplies would
reap extraordinary profits. Now government intervenes and sets a
price ceiling for candles, at the same time forcing the sale of candles
as long as the supply lasts. This has no permanent effect on the candle
supply inasmuch as the power failure is quickly corrected. Only insofar
as merchants and producers, having such failures in mind, calculate
prices and candle inventory does government intervention have future
consequences. If the merchants must anticipate that under similar
conditions government will again intervene, the price charged under
normal conditions will rise and the incentive for larger inventories will
be reduced.
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Genuine Controls. We may call those price controls “genuine” that
set prices differing from those the unhampered market would set. If
government seeks to fix a price higher than the market price, it usually
resorts to minimum prices. If government seeks to fix a price lower
than the market price it usually imposes price ceilings.

Let us first consider the ceiling, or maximum, price. The natural
price that would emerge in an unhampered market corresponds to an
equilibrium of all prices. At that point price and cost coincide. Now,
if a government order necessitates a readjustment, if the sellers are
forced to sell their goods at lower prices, the proceeds fall below costs.
Therefore, the sellers will abstain from selling—except for merchandise
that quickly spoils or otherwise loses in value—and hold on to their
goods in the hope that the government regulation will soon be lifted.
But the potential buyers will be unable to buy the desired goods. If
possible, they now may buy some substitute they would not have
otherwise bought. (It should also be noted that the prices of these
substitute goods must rise on account of the greater demand.) But it
was never the intention of government to bring about these effects. It
wanted the buyers to enjoy the goods at lower prices, not to deprive
them of the opportunity to buy the goods at all. Therefore, government
tends to supplement the price ceiling with an order to sell all goods
at this price as long as the supply lasts. At this point price controls
encounter their greatest difficulty. The market interaction brings about
a price at which demand and supply tend to coincide. The number of
potential buyers willing to pay the market price is large enough for the
whole market supply to be sold. If government lowers the price below
that which the unhampered market would set, the same quantity of
goods faces a greater number of potential buyers who are willing to
pay the lower official price. Supply and demand no longer coincide;
demand exceeds supply, and the market mechanism, which tends to
bring supply and demand together through changes in price, no longer
functions.

Mere coincidence now eliminates as many buyers as the given
supply cannot accommodate. Perhaps those buyers who come first
or have personal connections with the sellers will get the goods. The
recent war with its many attempts at price controls provided examples
of both. At the official price, goods could be bought either by a friend
of the seller or by an early bird in the “polonaise.” But government
cannot be content with this selection of buyers. It wants everyone to
have the goods at lower prices, and would like to avoid situations in
which people cannot get any goods for their money. Therefore, it must
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go beyond the order to sell; it must resort to rationing. The quantity of
merchandise coming to the market is no longer left to the discretion of
sellers and buyers. Government now distributes the available supply
and gives everyone at the official price what he is entitled to under
the ration regulation.

But government cannot even stop here. The intervention men-
tioned so far concerns only the available supply. When that is exhausted
the empty inventories will not be replenished because production no
longer covers its costs. If government wants to secure a supply for
consumers it must pronounce an obligation to produce. If necessary, it
must fix the prices of raw materials and semimanufactured products,
and eventually also wage rates, and force businessmen and workers
to produce and labor at these prices.

It can thus be readily seen that it is inconceivable to resort to price
controls as an isolated intervention in the private property order. Gov-
ernment is unable to achieve the desired result, and therefore finds
it necessary to proceed step by step from the isolated pricing order
to comprehensive control over labor, the means of production, what
is produced, how it is produced, and how it is distributed. Isolated
intervention in the market operation merely disrupts the service to
consumers, and forces them to seek substitutes for those items they
deem most important; it thus fails to achieve the very result gov-
ernment meant to achieve. The history of war socialism has clearly
illustrated this. Governments seeking to interfere with market oper-
ations found it necessary, step by step, to proceed from the original
isolated price interference to complete socialization of production.
Government would have had to proceed ever faster if its price regu-
lations had been observed more faithfully, and if black markets had
not circumvented the regulations. The fact that government did not
take the final step, the nationalization of the whole apparatus of
production, was due to the early end of the war, which brought an
end to the war economy. He who observes a war economy is clearly
aware of the phases mentioned above: at first price control, then
forced sales, then rationing, then regulation of production and distri-
bution, and, finally, attempts at central planning of all production and
distribution.

Price controls have played an especially important role in the
history of coin debasement and inflationary policy. Again and again,
governments have tried to enforce old prices in spite of coin debase-
ment and expansion of circulating money. They did so again in the
most recent and greatest of all inflation periods, during the World
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War. On the very day printing presses were put into the service of
government finance, rising prices were fought with criminal law. Let
us assume that this at first succeeded. And let us disregard the fact
that the supply of goods was reduced by the war, which affected the
exchange ratio between economic goods and money. Let us further
ignore increased demand for money due to delayed money delivery
or clearing system limitations and other restrictions. We merely wish
to analyze the consequences of a policy that aims at stabilizing prices
while the quantity of money is enlarged. The expansion of money cre-
ates new demand that did not exist before, “new purchasing power,”
as it is called. When the new buyers compete with those already in the
market, and prices are not permitted to rise, only a part of demand
can be satisfied. There are potential buyers who are willing to pay the
price, but cannot find a supply. Government, which is circulating the
newly created money, is seeking thereby to redirect commodities and
services from previous uses to more desirable uses. It wants to buy
them, not to commandeer them, which it certainly could do. Its intent
is that money, only money, shall buy everything, and that potential
buyers shall not be frustrated in their search for economic goods. After
all, government itself wants to buy, it wants to use the market, not
destroy it.

The official price is destroying the market on which commodi-
ties and services are exchanged for money. Wherever possible, the
exchange continues in other ways. For instance, people resort to barter
transactions, that is, to exchange without the interaction of money.
Government, which is ill-prepared for such transactions because it
owns no exchangeable goods, cannot approve of such a development.
It is coming to the market with money only, and therefore is hop-
ing that the purchasing power of the monetary unit is not further
reduced by the money holders’ inability to get the goods they want
with their money. As a buyer of commodities and services itself, gov-
ernment cannot adhere to the principle that the old prices must not be
exceeded. In short, government as issuer of new money cannot escape
the consequences described by the quantity theory.

If government imposes a price higher than that determined by the
unhampered market, and prohibits the sale at lower prices (minimum
prices), demand must decline. At the lower market price supply and
demand coincide. At the official higher price demand tends to trail
supply, and some goods brought to the market cannot find a buyer. As
government imposed the minimum price in order to assure the sellers
profitable sales, the result was unintended by government. Therefore,
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it must resort to other means, which again, step by step, must lead to
complete government control over the means of production.

Especially significant are those minimum prices that set wage
rates (minimum wages). Such rates may be set either directly by
government or indirectly by promoting labor union policies that aim
at establishing minimum wages. When, through strikes or threats
of strikes, labor unions enforce a wage rate that is higher than that
determined by the unhampered market, they can do so only with the
assistance of government. The strike is made effective by denying
the protection of the law and administration to workers willing to
work. In fact, it is irrelevant for our analysis whether the apparatus
of coercion imposing the controls is the “legitimate” state apparatus
or a sanctioned apparatus with public power. If a minimum wage
that exceeds the unhampered market rate is imposed on a particu-
lar industry, its costs of production are raised, the price of the final
product must rise, and correspondingly, sales must decline. Work-
ers lose their jobs, which depresses wages in other industries. Up to
this point we may agree with the wage fund theory on the effects
of nonmarket wage boosts. That which the workers in one industry
are gaining is lost by the workers in other industries. In order to
avoid such consequences, the imposition of minimum wages must be
accompanied by the prohibition to dismiss workers. The prohibition in
turn reduces the industry’s rate of return because unneeded workers
must be paid, or they are used and paid in full production while their
output is sold at a loss. Industrial activity then tends to decline. If this,
too, is to be prevented, government must intervene again with new
regulations.

If the minimum wage is not limited to a few industries, but is
imposed on all industries of an isolated economy, or on the world
economy, the rise in product prices caused by it cannot lead to a reduc-
tion in consumption.2 The higher wages raise the workers’ spending
power. They can now buy the higher-priced products coming to the
market. (To be sure, there may be shifting within the industries.) If
entrepreneurs and capitalists do not want to consume their capital
they must limit their consumption since their money income has not
risen and they are unable to pay the higher prices. To the extent of
this reduction in consumption, the general wage boost has given the
workers a share of entrepreneurial profits and capital income. The
workers’ real raise is visible in that prices do not rise by the full amount

2We are ignoring the monetary forces’ exerting their influence on prices.
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of the wage boost because of the entrepreneurs’ and capitalists’ cut-
back in consumption. That is, the rise in consumer prices is less than
that of wages. But it is well known that even if all property income
were divided among the workers, their individual incomes would rise
very little, which should dispel any illusion about such a reduction in
property income. But if we were to assume that the wage boost and
rise in prices should allocate a large part, if not all, of the real income
of entrepreneurs and capitalists to workers, we must bear in mind that
the former want to live and will therefore consume their capital for
lack of entrepreneurial income. Elimination of capital income through
coercive wage boosts thus merely leads to capital consumption, and
thereby to continuous reduction in national income. (By the way, every
attempt at abolishing capital income must have the same consequence
unless it is achieved through all-round nationalization of production
and consumption.) If again government seeks to avoid these undesir-
able effects, no alternative is left, from the etatist point of view, but to
seize control over the means of production from the owners.

Our discussion applies only to those price controls that endeavor to
set prices differing from those of the unhampered market. If the con-
trols should seek to undercut monopolistic prices, the consequences
are quite different. Government then may effectively intervene any-
where in the range between the higher monopolistic price and the
lower competitive price. Under certain conditions price controls may
deprive a monopolist of specific monopolistic gains. Let us assume, for
instance, that in an isolated economy a sugar cartel is holding sugar
prices above those the unhampered market would set. Government
could then impose a minimum price for sugar beets that is higher than
the unhampered market price. But the effects of price controls could
not develop as long as the intervention merely absorbs the specific
monopoly gain of the sugar monopolist. Only when the beet price is
set so high that sugar production becomes unprofitable even at the
monopolistic price, forcing the sugar monopoly to raise prices and
curtail production in line with shrinking demand, will the price control
effects take place.

3 THE SIGNIFICANCE OF THE THEORY OF PRICE CONTROL
FOR THE THEORY OF SOCIAL ORGANIZATION

The most important theoretical knowledge gained from a basic analysis
of the effects of price controls is this: the effect of intervention is
the very opposite of what it was meant to achieve. If government
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is to avoid the undesirable consequences it cannot stop with just
market interference. Step by step it must continue until it finally
seizes control over production from the entrepreneurs and capitalists.
It is unimportant, then, how it regulates the distribution of income,
whether or not it grants a preferred income position to entrepreneurs
and capitalists. It is important, however, that government cannot be
satisfied with a single intervention, but is driven on to nationalize the
means of production. This ultimate effect refutes the notion that there
is a middle form of organization, the “regulated” economy, between the
private property order and the public property order. In the former only
the play of market forces can determine prices. If government prevents
this play in any way, production loses its meaning and becomes chaotic.
Finally, government must assume control in order to avoid the chaos
it created.

Thus, we must agree with the classical liberals and some older
socialists who believed it impossible in the private property order to
eliminate the market influence on prices, and thereby on production
and distribution, by decreeing prices that differ from market prices.
For them it was no empty doctrinarism, but a profound recognition of
social principles, when they emphasized the alternative: private prop-
erty or public property, capitalism or socialism. Indeed, for a society
based on division of labor there are only these two possibilities; mid-
dle forms of organization are conceivable only in the sense that some
means of production may be publicly owned while others are owned
privately. But wherever property is in private hands, government inter-
vention cannot eliminate the market price without simultaneously
abolishing the regulating principle of production.



THE NATIONALIZATION OF CREDIT?*

Arthur Travers-Borgstroem, a Finnish writer, published a book entitled
Mutualism that deals with ideas of social reform, and culminates in a
plea for the nationalization of credit. A German edition appeared in
1923. In 1917, the author had established a foundation under his name
in Berne, Switzerland, whose primary objective was the conferring of
prizes for writings on the nationalization of credit. The panel of judges
consisted of Professors Diehl, Weyermann, Milhaud, and Reichesberg,
the bankers Milliet, Somary, Kurz, and others. The judges awarded
a prize to a paper submitted by Dr. Robert Deumer, director of the
Reichsbank in Berlin. This paper was published in book form by the
Mutualist Association of Finland.1

From the background material of the paper we can learn why the
author is not concerned with the rationale of credit nationalization,
but merely with the details of its realization. Dr. Deumer is presenting a
proposal, elaborated in its insignificant details, on the nationalization
of all German institutions of banking and credit, and the establishment
of a national credit monopoly. But his plan can be of no interest to us as
no one is contemplating its implementation in the foreseeable future.
And if there ever should be such a movement, conditions may be quite
different so that the Deumer proposal will not be applicable. Therefore,
it would not make any sense to discuss its details, such as article I,
section 10, of the “Draft of a Bill Nationalizing Banking and Credit,”
which reads: “He who engages in any banking and credit transaction
after the nationalization will be subject to a fine not exceeding ten
million gold marks, or imprisonment up to five years, or both.”2

Deumer’s work is of interest to us because of its motives for the
nationalization of credit, and its statements on a reform that preserves
the superiority of “profit” management over “bureaucratic” manage-
ment. These statements reveal an opinion that is shared by a large

*Translator’s note: In his Notes and Recollections (South Holland, Ill.: Libertarian Press,
1977) the author revealed that he meant to include this essay—written in 1926—in the
original German edition (1929). It was left out of that volume through editorial error, but
was included in the 1976 German edition.

1Die Verstaatlichung des Kredits: Mutualisierung des Kredits [Nationalization of credit:
mutualization of credit], Prize Essay of the Travers-Borgstroem Foundation at Berne,
Munich, and Leipzig, 1926.

2Ibid., p. 335.
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majority of our contemporaries, yes, that is even accepted without
contradiction. If we should share this Deumer-Travers-Borgstroem-
mutualist position we must welcome a nationalization of credit and
every other measure leading to socialism. In fact, we must agree to its
realizability and even its urgent necessity.

The public welcomes all proposals designed to limit the sphere of
private property and entrepreneurship because it readily accepts the
critique of the private property order by the Socialists of the Chair
in Germany, the Solidarists in France, the Fabians in Great Britain,
and the Institutionalists in the United States. If the nationalization
proposals have not yet been fully realized we must not search for
any opposition in social literature and the political parties. We must
look to the fact that the public realizes that whenever enterprises are
nationalized and municipalized or government otherwise interferes
with economic life, financial failure and serious disruption of produc-
tion and transportation follow instead of the desired consequences.
Ideology has not yet taken stock of this failure of reality. It continues
to hold fast to the desirability of public enterprises and the inferiority
of private enterprises. And it continues to find only malice, selfishness,
and ignorance in opposition to its proposals, of which every objective
observer should approve.

Under such conditions an analysis of Deumer’s reasoning seems to
be in order.

1 PRIVATE INTEREST AND PUBLIC INTEREST

According to Deumer, banks presently serve private interests. They
serve public interests only inasmuch as these do not conflict with
the former. Banks do not finance those enterprises that are most
essential from the national point of view, but only those that promise
to yield the highest return. For instance, they finance “a whiskey
distillery or any other enterprise that is superfluous for the economy.”
“From the national point of view, their activity is not only useless, but
even harmful.” “Banks permit enterprises to grow whose products
are not in demand; they stimulate unnecessary consumption, which
in turn reduces the people’s purchasing power for goods that are
more important culturally and rationally. Furthermore, their loans
waste socially necessary capital, which causes essential production to
decline, or at least their costs of credit, and thus their production costs,
to rise.”3

3Ibid., p. 86.
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Obviously, Deumer does not realize that in a market order capital
and labor are distributed over the economy in such a way that, except
for the risk premium, capital yields the same return, and similar labor
earns the same wage everywhere. The production of “unnecessary”
goods pays no more and no less than that of “essential goods.” In
the final analysis, it is the consumers in the market who determine
the employment of capital and labor in the various industries. When
the demand for an item rises its prices will rise and thus the profits,
which causes new enterprises to be built and existing enterprises to be
expanded. Consumers decide whether this or that industry will receive
more capital. If they demand more beer, more beer will be brewed. If
they want more classical plays, the theatres will add classics to their
repertoire and offer fewer antics, slapstick, and operettas. The taste of
the public, not the producer, decides that The Merry Widow and The
Garden of Eden are performed more often than Goethe’s Tasso.

To be sure, Deumer’s taste differs from that of the public. He is
convinced that people should spend their money differently. Many
would agree with him. But from this difference in taste Deumer draws
the conclusion that a socialistic command system should be established
through nationalization of credit, so that public consumption can be
redirected. On this we must disagree with Deumer.

Guided by central authority according to central plan, a socialistic
economy can be democratic or dictatorial. A democracy in which
the central authority depends on public support through ballots and
elections cannot proceed differently from the capitalistic economy.
It will produce and distribute what the public likes, that is, alcohol,
tobacco, trash in literature, on the stage, and in the cinema, and
fashionable frills. The capitalistic economy, however, caters as well to
the taste of a few consumers. Goods are produced that are demanded
by some consumers, and not by all. The democratic command economy
with its dependence on popular majority need not consider the special
wishes of the minority. It will cater exclusively to the masses. But
even if it is managed by a dictator who, without consideration for
the wishes of the public, enforces what he deems best, who clothes,
feeds, and houses the people as he sees fit, there is no assurance that
he will do what appears proper to “us.” The critics of the capitalistic
order always seem to believe that the socialistic system of their dreams
will do precisely what they think correct. While they may not always
count on becoming dictators themselves, they are hoping that the
dictator will not act without first seeking their advice. Thus they arrive
at the popular contrast of productivity and profitability. They call
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“productive” those economic actions they deem correct. And because
things may be different at times they reject the capitalistic order which
is guided by profitability and the wishes of consumers, the true masters
of markets and production. They forget that a dictator, too, may act
differently from their wishes, and that there is no assurance that he
will really try for the “best,” and, even if he should seek it, that he
should find the way to the “best.”

It is an even more serious question whether a dictatorship of
the “best” or a committee of the “best” can prevail over the will of
the majority. Will the people, in the long run, tolerate an economic
dictatorship that refuses to give them what they want to consume and
gives them only what the leaders deem useful? Will not the masses
succeed in the end in forcing the leaders to pay heed to public wishes
and taste and do what the reformers sought to prevent?

We may agree with Deumer’s subjective judgment that the con-
sumption by our fellow men is often undesirable. If we believe this we
may attempt to convince them of their errors. We may inform them
of the harm of excessive use of alcohol and tobacco, of the lack of
value of certain movies, and of many other things. He who wants to
promote good writings may imitate the example of the Bible Soci-
ety that makes financial sacrifices in order to sell Bibles at reduced
prices and to make them available in hotels and other public places.
If this is yet insufficient, there cannot be any doubt that the will of
our fellow men must be subdued. Economic production according to
profitability means production according to the wishes of consumers,
whose demand determines goods prices and thus capital yield and
entrepreneurial profit. Whenever economic production according to
“national productivity” deviates from the former, it means production
that disregards the consumers’ wishes, but pleases the dictator or
committee of dictators.

Surely, in a capitalistic order a fraction of national income is spent
by the rich on luxuries. But regardless of the fact that this fraction is
very small and does not substantially affect production, the luxury of
the well-to-do has dynamic effects that seem to make it one of the
most important forces of economic progress. Every innovation makes
its appearance as a “luxury” of the few well-to-do. After industry has
become aware of it, the luxury then becomes a “necessity” for all.
Take, for example, our clothing, the lighting and bathroom facilities,
the automobile, and travel facilities. Economic history demonstrates
how the luxury of yesterday has become today’s necessity. A great
deal of what people in the less capitalistic countries consider luxury
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is a common good in the more capitalistically developed countries.
In Vienna, ownership of a car is a luxury (not just in the eyes of the
tax collector); in the United States, one out of four or five individuals
owns one.

The critic of the capitalist order who seeks to improve the con-
ditions of the masses should not point at this luxury consumption
as long as he has not disproved the assertion of theorists and the
experience of reality that only capitalistic production assures highest
possible production. If a command system produces less than a private
property order it will obviously not be possible to supply the masses
with more than they have today.

2 BUREAUCRATIC MANAGEMENT OR PROFIT MANAGEMENT
OF BANKING?

The poor performance of public enterprises is usually blamed on
bureaucratic management. In order to render state, municipal, and
other public operations as successful as private enterprise they should
be organized and directed along commercial lines. This is why for
decades everything has been tried to make such operations more
productive through “commercialization.” The problem became all the
more important as state and municipal operations expanded. But not
by a single step has anyone come closer to the solution.

Deumer, too, deems it necessary “to manage the national banking
monopoly along commercial lines,” and makes several recommenda-
tions on how to achieve this.4 They do not differ from many other
proposals in recent years or from those which under the circumstances
could and have been achieved. We hear of schools and examina-
tions, of promotion of the “able,” of sufficient pay for employees, and
of profit-sharing for leading officials. But Deumer does not see the
essence of the problem any more clearly than do any others who seek
to make the inevitably unproductive system of public operations more
productive.

Deumer, in step with prevailing opinion, seems to believe erro-
neously that the “commercial” is a form of organization that can
easily be grafted onto government enterprises in order to debureau-
cratize them. That which usually is called “commercial” is the essence
of private enterprise aiming at nothing but the greatest possible
profitability. And that which usually is called “bureaucratic” is the

4Ibid., p. 210.
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essence of government operations aiming at “national” objectives.
A government enterprise can never be “commercialized” no matter
how many external features of private enterprise are superimposed
on it.

The entrepreneur operates on his own responsibility. If he does not
produce at lowest costs of capital and labor what consumers believe
they need most urgently, he suffers losses. But losses finally lead to
a transfer of his wealth, and thus his power of control over means
of production, to more capable hands. In a capitalistic economy the
means of production are always on the way to the most capable man-
ager, that is, to one who is able to use these means most economically
to the satisfaction of consumer needs. A public enterprise, however, is
managed by men who do not face the consequences of their success
or failure.

The same is said to be true of the leading executives of large private
enterprises which therefore are run as “bureaucratically” as state and
municipal operations. But such arguments ignore the basic difference
between public and private enterprises.

In a private, profit-seeking enterprise, every department and divi-
sion is controlled by bookkeeping and accounting aiming at the
same profit objective. Departments and divisions that are unprofitable
are reorganized or closed. Workers and executives who fail in their
assigned tasks are removed. Accounting in dollars and cents controls
every part of the business. Monetary calculation alone shows the way
to highest profitability. The owners, that is, the stockholders of a cor-
poration, issue only one order to the manager who transmits it to the
employees: earn profits.

The situation is quite different in the bureaus and courts that
administer the affairs of the state. Their tasks cannot be measured and
calculated in a way market prices are calculated, and the order given to
subordinates cannot be so easily defined as that of an entrepreneur to
his employees. If the administration is to be uniform and all executive
power is not to be delegated to the lowest officials, their actions
must be regulated in every detail for every conceivable case. Thus it
becomes the duty of every official to follow these instructions. Success
and failure are of lesser importance than formal observance of the
regulation. This is especially visible in the hiring, treatment, and
promotion of personnel, and is called “bureaucratism.” It is no evil
that springs from some failure or shortcoming of the organization or
the incompetency of officials. It is the nature of every enterprise that
is not organized for profit.
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When state and municipality go beyond the sphere of court and
police, bureaucratism becomes a basic problem of social organization.
Even a profit-seeking public enterprise could not be unbureaucratic.
Attempts have been made to eliminate bureaucratism through profit-
sharing by managers. But since they could not be expected to bear the
eventual losses, they are tempted to become reckless, which then is
to be avoided by limiting the manager’s authority through directives
from higher officials, boards, committees, and “expert” opinions. Thus
again, more regulation and bureaucratization are created.

But usually public enterprises are expected to strive for more than
profitability. This is why they are owned and operated by government.
Deumer, too, demands of the nationalized banking system that it be
guided by national rather than private considerations, that it should
invest its funds not where the return is highest, but where they serve
the national interest.5

We need not analyze other consequences of such credit policies,
such as the preservation of uneconomical enterprises. But let us look
at their effects on the management of public enterprises. When the
national credit service or one of its branches submits an unfavorable
income statement it may plead: “To be sure, from the viewpoint of
private interest and profitability we were not very successful. But it
must be borne in mind that the loss shown by commercial accounting
is offset by public services that are not visible in the accounts. For
instance, dollars and cents cannot express our achievements in the
preservation of small and medium enterprises, in the improvements of
the material conditions of the ‘backbone’ classes of population.” Under
such conditions the profitability of an enterprise loses significance. If
public management is to be audited at all, it must be judged with the
yardstick of bureaucratism. Management must be regimented, and
positions must be filled with individuals who are willing to obey the
regulations.

No matter how we may search, it is impossible to find a form
of organization that could prevent the strictures of bureaucratism in
public enterprises. It won’t do to observe that many large corpora-
tions have become “bureaucratic” in recent decades. It is a mistake
to believe that this is the result of size. Even the biggest enterprise
remains immune to the dangers of bureaucratism as long as it aims
exclusively at profitability. True, if other considerations are forced on
it, it loses the essential characteristic of a capitalistic enterprise. It was

5Ibid., p. 184.
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the prevailing etatistic and interventionistic policies that forced large
enterprises to become more and more bureaucratic. They were forced,
for instance, to appoint executives with good connections to the author-
ities, rather than able businessmen, or to embark upon unprofitable
operations in order to please influential politicians, political parties,
or government itself. They were forced to continue operations they
wished to abandon, and merge with companies and plants they did not
want. The mixing of politics and business not only is detrimental to
politics, as is frequently observed, but even much more so to business.
Many large enterprises must give thousands of considerations to polit-
ical matters, which plants the seeds of bureaucratism. But all this does
not justify the proposals to bureaucratize completely and formally all
production through the nationalization of credit. Where would the
German economy be today if credit had been nationalized as early as
1890, or even 1860? Who can be aware of the developments that will
be prevented if it is nationalized today?

3 THE DANGER OF OVEREXPANSION AND IMMOBILIZATION

What has been said here applies to every attempt at transferring private
enterprises, especially the banking system, into the hands of the state,
which in its effects would amount to all-round nationalization. But in
addition, it would create credit problems that must not be overlooked.

Deumer seeks to show that the credit monopoly could not be
abused for fiscal reasons. But the dangers of credit nationalization do
not lie here; they lie with the purchasing power of money.

As is well known, demand deposits subject to checks have the
same effect on the purchasing power of a monetary unit as bank
notes. Deumer even proposes an issue of “guaranteed certificates” or
“clearing house certificates” that are never to be redeemed.6 In short,
the national bank will be in the position to inflate.

Public opinion always wants “easy money,” that is, low interest
rates. But it is the very function of the note-issuing bank to resist such
demands, protecting its own solvency and maintaining the parity of
its notes toward foreign notes and gold. If the bank should be excused
from the redemption of its certificates it would be free to expand its
credits in accordance with the politicians’ wishes. It would be too weak
to resist the clamor of credit applicants. But the banking system is to
be nationalized, in Deumer’s words, “to pay heed to the complaints

6Ibid., p. 152 et seq.
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of small industrial enterprises and many commercial firms that they
are able to secure the necessary credits only with great difficulties and
much sacrifice.”7

A few years ago it would have been necessary to elaborate the
consequences of credit expansion. There is no need for such an effort
today. The relationship between credit expansion and rising goods
prices and foreign exchange rates is well known today. This has been
brought out not only by the research of some economists, but also
by the American and British experiences and theories with which
Germans have become familiar. It would be superfluous to elaborate
further on this.

4 SUMMATION

Deumer’s book clearly reveals that etatism, socialism, and intervention-
ism have run their course. Deumer is unable to support his proposals
with anything but the old etatist and Marxian arguments which have
been refuted a hundred times. He simply ignores the critique of these
arguments. Nor does he consider the problems that arose from recent
socialistic experience. He still takes his stand on the ground of an
ideology that welcomes every nationalization as progress, even though
it has been shaken to its foundations in recent years.

Politics, therefore, will ignore Deumer’s book, which may be regret-
table from the author’s viewpoint because he invested labor, ingenuity,
and expertise in his proposals. But in the interest of a healthy recovery
of the German economy, it is gratifying.

7Ibid., p. 184.
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Editor’s Foreword

When this book appeared in 1944, World War II was raging. Socialism 
then prevailed in Britain, Germany, and the USSR. In the United States 
also, self-styled progressives were fully convinced that socialism was the 
wave of the future. “Our age,” Professor Mises wrote, “has witnessed 
a triumphal advance of the socialist cause.” According to him, “The 
problems involved in the antagonism between socialism and capital-
ism can be attacked from various viewpoints. At present it seems as if 
an investigation of the expansion of bureaucratic agencies is the most 
expedient avenue of approach. An analysis of bureaucratism offers an 
excellent opportunity to recognize the fundamental problems of the 
controversy” (see p. xiii).

By 1962, when the second edition of Bureaucracy was published, 
socialism per se, i.e., “all-round planning by a central authority,” had 
largely been discredited. Government interventionism had replaced 
socialism as the guide for political policy. Mises recognized this shift 
in a new preface: “[S]ome of the idols of 1944 have lost their halos. But 
the essential characteristics of the political problems involved have not 
changed. The great historical confl ict between individualism and col-
lectivism is [still] dividing mankind. Therefore,” he said, “the investiga-
tion of the contrast between bureaucratic and business management is 
still of current importance” (see p. xvi).

In many respects, the climate of opinion has changed since 1962. 
Today lip service is paid to freedom and free markets, although most 
people believe that government must interfere with the market to pre-
serve free enterprise. Countless government interventions have been 
enacted, with the best of intentions—to regulate interest rates and the 
quantity of money; to fi x some prices and wages; to provide “social se-
curity” and medical care to the elderly; to control international trade; 
to restrict drug traffi cking; to relieve poverty and unemployment; to 
regulate big business and employer-employee bargaining; to subsidize 
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schools, farmers, and businesses; to restrict racial, religious, and sexual 
discrimination in schools and the workplace; etc.

Such programs have become widely accepted as integral to the 
American way of life. Yet all such programs introduce coercion and 
compulsion into the marketplace, interfere with market phenomena, 
and must be implemented by bureaucratic rules and regulations. They 
disturb the harmony that is brought about in the private property mar-
ket economy by supply and demand and by free and open competition. 
Government interventions are no part of a truly liberal economy. They 
create “winners” and “losers,” help some at the expense of others, and, 
if not modifi ed or repealed, may lead to problems requiring still further 
intervention. As Mises has written, government interventions, no matter 
how well intentioned, have unintended and undesired consequences: 
“All varieties of interference with the market phenomena not only fail 
to achieve the ends aimed at by their authors and supporters, but bring 
about a state of affairs which—from the point of view of their authors’ 
and advocates’ valuations—is less desirable than the previous state of 
affairs which they were designed to alter” (Human Action, p. 858).

A majority of the American people today believe in the need for 
government intervention to protect them from what they believe are 
dangers inherent in capitalism. Only a small minority grasp the signifi -
cance of Mises’s fundamental and most important thesis—that there is 
in the free market economy, in a truly liberal world, a harmony among 
rightly understood interests. “There are in the market economy no con-
fl icts between the interests of the buyers and sellers. There are disadvan-
tages caused by inadequate foresight. . . . What secures the best possible 
satisfaction of the demands of each member of society is precisely the 
fact that those who succeeded better than other people in anticipating 
future conditions are earning profi ts” (Human Action, p. 665).

Mises reminded us in Planning for Freedom that trends can change; 
they have changed in the past and they will change again in the fu-
ture. As socialism yielded to government intervention, so may politi-
cal reform in the future expand free markets and reduce government 
interference in the economy. To accomplish that, however, the ideas of 
the people must be changed. “If the majority of the nation is committed 
to unsound principles and prefers unworthy offi ce-seekers, there is no 
remedy other than to try to change their mind by expounding more 
reasonable principles and recommending better men. A minority will 
never win lasting success by other means” (Human Action, p. 150).

x  �  editor’s foreword
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According to Mises, the sole legitimate purpose of government is to 
protect equally the lives and property of all its citizens, leaving them 
all free to pursue their own goals so long as they do not use force or 
threat of violence to interfere with the equal rights of others. Mises’s 
great contribution has been to explain how and why, when government 
fulfi lls that legitimate role, there prevails in the free market economy 
harmony among rightly understood interests. In contrasting bureau-
cratic and business (profi t and loss) management, as he does in this 
book, he offers one chapter in that explanation.

Bettina Bien Greaves
Sep tem ber 2006

editor’s foreword  �  xi
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Preface to the First Edition

The main issue in present-day social and political conflicts is whether 
or not man should give away freedom, private initiative, and individual 
responsibility and surrender to the guardianship of a gigantic appara-
tus of compulsion and coercion, the socialist state. Should authoritar-
ian totalitarianism be substituted for individualism and democracy? 
Should the citizen be transformed into a subject, a subordinate in an all-
embracing army of conscripted labor, bound to obey unconditionally 
the orders of his superiors? Should he be deprived of his most precious 
privilege to choose means and ends and to shape his own life?

Our age has witnessed a triumphal advance of the socialist cause. As 
much as half a century ago an eminent British statesman, Sir William 
Harcourt, asserted: “We are all socialists now.” 1 At that time this state-
ment was premature as far as Great Britain was concerned, but today 
it is almost literally true for that country, once the cradle of modern 
liberty. It is no less true with regard to continental Europe. America 
alone is still free to choose. And the decision of the American people 
will determine the outcome for the whole of mankind.

The problems involved in the antagonism between socialism and 
capitalism can be attacked from various viewpoints. At present it seems 
as if an investigation of the expansion of bureaucratic agencies is the 
most expedient avenue of approach. An analysis of bureaucratism offers 
an excellent opportunity to recognize the fundamental problems of the 
controversy.

Although the evolution of bureaucratism has been very rapid in these 
last years, America is still, compared with the rest of the world, only 
superficially afflicted. It shows only a few of the characteristic features of 
bureaucratic management. A scrutiny of bureaucratism in this country 

1. Cf. G. M. Trevelyan, A Shortened History of England (London, 1942), p. 510.
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would be incomplete therefore if it did not deal with some aspects and 
results of the movement which became visible only in countries with 
an older bureaucratic tradition. Such a study must analyze the experi-
ences of the classical countries of bureaucratism—France, Germany, 
and Russia.

However it is not the object of such occasional references to European 
conditions to obscure the radical difference which exists, with regard to 
bureaucratism, between the political and social mentality of America 
and that of continental Europe. To the American mind the notion of 
an Obrigkeit, a government the authority of which is not derived from 
the people, was and is unknown. It is even extremely difficult to explain 
to a man for whom the writings of Milton and Paine, the Declaration 
of Independence, the Constitution, and the Gettysburg Address are the 
fountain springs of political education, what this German term Obrig-
keit implies and what an Obrigkeits-Staat is. Perhaps the two following 
quotations will help to elucidate the matter.

On January 15, 1838, the Prussian Minister of the Interior, G. A. R. von 
Rochow, declared in reply to a petition of citizens of a Prussian city: “It is 
not seemly for a subject to apply the yardstick of his wretched intellect to 
the acts of the Chief of the State and to arrogate to himself, in haughty 
insolence, a public judgment about their fairness.” This was in the days 
in which German liberalism challenged absolutism, and public opinion 
vehemently resented this piece of overbearing bureaucratic pretension.

Half a century later German liberalism was stone dead. The Kaiser’s 
Sozialpolitik, the statist system of government interference with business 
and of aggressive nationalism, had supplanted it. Nobody minded when 
the Rector of the Imperial University of Strassburg quietly characterized 
the German system of government thus: “Our officials . . . will never 
tolerate anybody’s wresting the power from their hands, certainly not 
parliamentary majorities whom we know how to deal with in a masterly 
way. No kind of rule is endured so easily or accepted so gratefully as 
that of high-minded and highly educated civil servants. The German 
State is a State of the supremacy of officialdom—let us hope that it will 
remain so.”2

Such aphorisms could not be enunciated by any American. It could 
not happen here.

2. Georg Friedrich Knapp in his Presidential Address, delivered on May 1, 1891. This speech was 
published in many reprints. The words quoted are to be found on p. 86 of the 1909 edition of Die 
Landarbeiter in Knechtschaft und Freiheit.

xiv  �  preface to the first edition
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Preface to the 1962 Edition

There are two methods for the conduct of affairs within the frame of 
human society, i.e., peaceful cooperation among men. One is bureau-
cratic management, the other is profit management.

It is well known that profit management is highly unpopular in our 
age. People are anxious to substitute all-round planning by a central 
authority—i.e., socialism—for the supremacy of the consumers as op-
erative in the market economy. But at the same time the same people 
severely blame the shortcomings of bureaucratism. They do not see that 
in clamoring for the suppression of profit management they themselves 
are asking for more and more bureaucracy, even for full bureaucratiza-
tion of every sphere of human affairs.

There are areas of man’s activities in which there cannot be any 
question of profit management and where bureaucratic management 
must prevail. A police department cannot be operated according to the 
methods resorted to in the conduct of a gainful enterprise. A bakery 
serves a definite number of people—its customers—in selling them 
piecemeal what it has produced; it is the patronage of its customers 
that provides the social legitimacy—the profitability—of the bakery’s 
business. A police department cannot sell its “products”; its achieve-
ments, however valuable, even indispensable as they may be, have no 
price on the market and therefore cannot be contrasted with the total 
expenditure made in the endeavors to bring them about.

This essay does not condemn or blame bureaucracy. It tries to point 
out what bureaucratic management of affairs means and in what it differs 
from profit management. It further shows in which field bureaucratic 
management is the only possible method for the conduct of affairs. It 
finally aims at putting into relief the effects which the attempts of con-
temporary governments and political parties to substitute government 
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action for private business have brought about and are bound to bring 
about in the future.

The examination of these issues provides the insight required for an 
adequate appraisal of the two systems of society’s economic organiza-
tion, the market economy and socialism. It discloses the meaning of 
Lenin’s program “to organize the whole national economy like the postal 
system,” to make the whole of society “one office and one factory,” and 
to transform all citizens “into hired employees of the state.”*

This essay was written and first published in 1944. It refers in some 
points to conditions and persons of that period. The outward appear-
ance of conditions has changed in some ways and some of the idols of 
1944 have lost their halos. But the essential characteristics of the politi-
cal problems involved have not changed. The great historical conflict 
between individualism and collectivism is dividing mankind into two 
hostile camps as it did eighteen years ago. Therefore the investigation 
of the contrast between bureaucratic and business management is still 
of current importance.

New York City
January 1962

* Cf. Lenin, State and Revolution (1917; in 1932 edition of International Publishers, New York), 
pp. 44, 83, and 84.

xvi  �  preface to the 1962 edition
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Introduction

1. The Opprobrious Connotation of the Term Bureaucracy

The terms bureaucrat, bureaucratic, and bureaucracy are clearly invec-
tives. Nobody calls himself a bureaucrat or his own methods of manage-
ment bureaucratic. These words are always applied with an opprobrious 
connotation. They always imply a disparaging criticism of persons, in-
stitutions, or procedures. Nobody doubts that bureaucracy is thoroughly 
bad and that it should not exist in a perfect world.

The abusive implication of the terms in question is not limited to 
America and other democratic countries. It is a universal phenomenon. 
Even in Prussia, the paragon of authoritarian government, nobody 
wanted to be called a bureaucrat. The Prussian king’s wirklicher gehei-
mer Ober-Regierungsrat* was proud of his dignity and of the power that 
it bestowed. His conceit delighted in the reverence of his subordinates 
and of the populace. He was imbued with the idea of his own impor-
tance and infallibility. But he would have deemed it an impudent insult 
if somebody had the effrontery to call him a bureaucrat. He was, in his 
own opinion, not a bureaucrat but a civil servant, his Majesty’s manda-
tory, a functionary of the State unswervingly attending day and night to 
the welfare of the nation.

It is noteworthy that the “progressives” whom the critics of bureau-
cracy make responsible for its spread do not venture to defend the bu-
reaucratic system. On the contrary, they join those whom they in other 
respects scorn as “reactionaries” in condemning it. For, they maintain, 
these bureaucratic methods are not at all essential for the utopia at 
which they themselves are aiming. Bureaucracy, they say, is rather the 

* [Editor’s note: The Prussian king’s top adviser was respected as the “Official Chief Privy 
Counselor.”]
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2  �  introduction

unsatisfactory way in which the capitalist system tries to come to an ar-
rangement with the inexorable trend toward its own disappearance. The 
inevitable final triumph of socialism will abolish not only capitalism 
but bureaucratism also. In the happy world of tomorrow, in the blessed 
paradise of all-round planning, there will no longer be any bureaucrats. 
The common man will be paramount; the people themselves will take 
care of all their affairs. Only narrow-minded bourgeois can fall prey to 
the error that bureaucracy gives a foretaste of what socialism has in store 
for mankind.

Thus everyone seems to agree that bureaucracy is an evil. But it is no 
less true that nobody has ever tried to determine in unambiguous lan-
guage what bureaucracy really means. The word is generally used loosely. 
Most people would be embarrassed if somebody were to ask them for a 
precise definition and explanation. How can they condemn bureaucracy 
and bureaucrats if they do not even know what the terms mean?

2. The American Citizen’s Indictment of Bureaucratism

An American, asked to specify his complaints about the evils of pro-
gressing bureaucratization, might say something like this:

“Our traditional American system of government was based on the 
separation of the legislative, the executive, and the judicial powers and 
on a fair division of jurisdiction between the Union and the States. 
The legislators, the most important executives, and many of the judges 
were chosen by election. Thus the people, the voters, were supreme. 
Moreover, none of the three arms of the government had the right to 
interfere with the private affairs of the citizens. The law-abiding citizen 
was a free man.

“But now, for many years and especially since the appearance of the 
New Deal, powerful forces are on the point of substituting for this old 
and well-tried democratic system the tyrannical rule of an irresponsible 
and arbitrary bureaucracy. The bureaucrat does not come into office 
by election of the voters but by appointment of another bureaucrat. He 
has arrogated a good deal of the legislative power. Government commis-
sions and bureaus issue decrees and regulations undertaking the man-
agement and direction of every aspect of the citizens’ lives. Not only do 
they regulate matters which hitherto have been left to the discretion of 
the individual; they do not shrink from decreeing what is virtually a re-
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peal of duly enacted laws. By means of this quasi-legislation, the bureaus 
usurp the power to decide many important matters according to their 
own judgment of the merits of each case, that is, quite arbitrarily. The 
rulings and judgments of the bureaus are enforced by Federal officials. 
The purported judicial review is in fact illusory. Every day the bureau-
crats assume more power; pretty soon they will run the whole country.

“There cannot be any doubt that this bureaucratic system is essen-
tially antiliberal, undemocratic, and un-American, that it is contrary to 
the spirit and to the letter of the Constitution, and that it is a replica 
of the totalitarian methods of Stalin and Hitler. It is imbued with a 
fanatical hostility to free enterprise and private property. It paralyzes 
the conduct of business and lowers the productivity of labor. By heedless 
spending it squanders the nation’s wealth. It is inefficient and wasteful. 
Although it styles what it does planning, it has no definite plans and 
aims. It lacks unity and uniformity; the various bureaus and agencies 
work at cross-purposes. The outcome is a disintegration of the whole 
social apparatus of production and distribution. Poverty and distress are 
bound to follow.”

This vehement indictment of bureaucracy is, by and large, an ad-
equate although emotional description of present-day trends in Ameri-
can government. But it misses the point as it makes bureaucracy and the 
bureaucrats responsible for an evolution the causes of which must be 
sought for elsewhere. Bureaucracy is but a consequence and a symptom 
of things and changes much more deeply rooted.

The characteristic feature of present-day policies is the trend toward 
a substitution of government control for free enterprise. Powerful politi-
cal parties and pressure groups are fervently asking for public control 
of all economic activities, for thorough government planning, and for 
the nationalization of business. They aim at full government control of 
education and at the socialization of the medical profession. There is 
no sphere of human activity that they would not be prepared to subor-
dinate to regimentation by the authorities. In their eyes, state control is 
the panacea for all ills.

These enthusiastic advocates of government omnipotence are very 
modest in the appraisal of the role they themselves play in the evolu-
tion toward totalitarianism. The trend toward socialism, they contend, 
is inevitable. It is the necessary and unavoidable tendency of historical 
evolution. With Karl Marx they maintain that socialism is bound to 
come “with the inexorability of a law of nature.” Private ownership of 
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the means of production, free enterprise, capitalism, the profit system 
are doomed. The “wave of the future” carries men toward the earthly 
paradise of full government control. The champions of totalitarianism 
call themselves “progressives” precisely because they pretend to have 
comprehended the meaning of the portents. And they ridicule and dis-
parage as “reactionaries” all those who try to resist the working of forces 
which—as they say—no human effort is strong enough to stop.

Because of these “progressive” policies new offices and government 
agencies thrive like mushrooms. The bureaucrats multiply and are 
anxious to restrict, step by step, the individual citizen’s freedom to act. 
Many citizens, i.e., those whom the “progressives” scorn as “reactionar-
ies,” resent this encroachment upon their affairs, and blame the in-
competence and wastefulness of the bureaucrats. But these opponents 
have hitherto been only a minority. The proof is that, in the past elec-
tions, they were not in a position to poll a majority of the votes. The 
“progressives,” the adamant foes of free enterprise and private initiative 
and fanatical champions of totalitarian government control of business, 
defeated them.

It is a fact that the policy of the New Deal has been supported by the 
voters. Nor is there any doubt that this policy will be entirely abandoned 
if the voters withdraw their favor from it. The United States is still a de-
mocracy. The Constitution is still intact. Elections are still free. The vot-
ers do not cast their ballot under duress. It is therefore not correct to say 
that the bureaucratic system carried its victory by unconstitutional and 
undemocratic methods. The lawyers may be right in questioning the 
legality of some minor points. But as a whole the New Deal was backed 
by Congress. Congress made the laws and appropriated the money.

Of course, America is faced with a phenomenon that the framers of 
the Constitution did not foresee and could not foresee: the voluntary 
abandonment of congressional rights. Congress has in many instances 
surrendered the function of legislation to government agencies and 
commissions, and it has relaxed its budgetary control through the al-
location of large appropriations for expenditures, which the Administra-
tion has to determine in detail. The right of Congress to delegate some 
of its powers temporarily is not uncontested. In the case of the National 
Recovery Administration the Supreme Court declared it unconstitu-
tional. But delegations of power formulated in a more cautious way are 
an almost regular practice. At any rate, Congress, in acting this way, has 
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hitherto not been at variance with the declared will of the majority of 
the sovereign people.

On the other hand, we must realize that delegation of power is the 
main instrument of modern dictatorship. It is by virtue of delegation 
of power that Hitler and his Cabinet rule Germany. It is by delegation 
of power that the British Left wants to establish its dictatorship and to 
transform Great Britain into a socialist commonwealth. It is obvious 
that delegation of power can be used as a quasi-constitutional disguise 
for a dictatorship. But this is certainly not the case at present in this 
country. Congress has undoubtedly still the legal right and the actual 
might to take back all the power it has delegated. The voters still have 
the right and the power to return senators and representatives who are 
radically opposed to any abandonment of congressional powers. In the 
United States, bureaucracy is based on constitutional grounds.

Nor is it correct to deem as unconstitutional the progressing con-
centration of jurisdictional powers in the central government and the 
resulting diminution of the importance of the States. Washington has 
not openly usurped any constitutional powers of the States. The equi-
librium in the distribution of powers between the Federal Government 
and the States as established by the Constitution has been seriously 
disturbed because the new powers that the authorities acquired for the 
most part accrued to the Union and not to the States. This is not the 
effect of sinister machinations on the part of mysterious Washington 
cliques, eager to curb the States and to establish centralization. It is 
the consequence of the fact that the United States is an economic unit 
with a uniform monetary and credit system and with free mobility of 
commodities, capital, and men among the States. In such a country, 
government control of business must be centralized. It would be out 
of the question to leave it to the individual States. If each State were 
free to control business according to its own plans, the unity of the 
domestic market would disintegrate. State control of business would 
be practicable only if every State were in a position to separate its terri-
tory from the rest of the nation by trade and migration barriers and an 
autonomous monetary and credit policy. As nobody seriously suggests 
breaking up the economic unity of the nation, it has been necessary 
to entrust the control of business to the Union. It is in the nature of a 
system of government control of business to aim at the utmost central-
ization. The autonomy of the States as guaranteed by the Constitution 
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is realizable only under a system of free enterprise. In voting for govern-
ment control of business the voters implicitly, although unwittingly, are 
voting for more centralization.

Those who criticize bureaucracy make the mistake of directing their 
attacks against a symptom only and not against the seat of the evil. It 
makes no difference whether the innumerable decrees regimenting 
every aspect of the citizen’s economic activities are issued directly by a 
law, duly passed by Congress, or by a commission or government agency 
to which power has been given by a law and by the allocation of money. 
What people are really complaining about is the fact that the govern-
ment has embarked upon such totalitarian policies, not the technical 
procedures applied in their establishment. It would make little differ-
ence if Congress had not endowed these agencies with quasi-legislative 
functions and had reserved to itself the right to issue all decrees required 
for the conduct of their functions.

Once price control is declared a task of government, an indefinite 
number of price ceilings must be fixed and many of them must, with 
changing conditions, be altered again and again. This power is vested 
in the Office of Price Administration. But the sway of its bureaucrats 
would not be impaired substantially if they were under the necessity 
of approaching Congress for legislating such ceilings. Congress would 
be flooded by a multitude of bills, the content of which would extend 
beyond the range of its competence. The members of Congress would 
lack both the time and the information to examine seriously the pro-
posals elaborated by the various subdivisions of the OPA. No choice 
would be left to them other than trusting the chief of the office and its 
employees and voting en bloc for the bills or repealing the law giving 
the Administration the power to control prices. It would be out of the 
question for the members of Congress to look into the matter with the 
same conscientiousness and scrupulousness they ordinarily apply in 
deliberating about policies and laws.

Parliamentary procedures are an adequate method for dealing with 
the framing of laws needed by a community based on private ownership 
of the means of production, free enterprise, and consumers’ sovereignty. 
They are essentially inappropriate for the conduct of affairs under gov-
ernment omnipotence. The makers of the Constitution never dreamed 
of a system of government under which the authorities would have to 
determine the prices of pepper and of oranges, of photographic cameras 
and of razor blades, of neckties and of paper napkins. But if such a 
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contingency had occurred to them, they surely would have considered 
as insignificant the question whether such regulations should be issued 
by Congress or by a bureaucratic agency. They would have easily un-
derstood that government control of business is ultimately incompatible 
with any form of constitutional and democratic government.

It is not an accident that socialist countries are ruled in a dictatorial 
way. Totalitarianism and government by the people are irreconcilable. 
Things in Germany and Russia would not be different if Hitler and 
Stalin were to submit all their decrees to the decision of their “parlia-
ments.” Under government control of business, parliaments cannot be 
anything else than assemblies of yes men.

Neither is it justifiable to find fault with the fact that the offices of 
the bureaucratic administrators are not elective. Election of executives 
is reasonable only in the case of top executives. Here the voters have 
to choose among candidates whose political character and convictions 
they know. It would be absurd to use the same method for the appoint-
ment of a host of unknown people. It makes sense if the citizens vote 
for President, for Governor, or for Mayor. It would be nonsensical to let 
them vote for the hundreds and thousands of minor clerks. In such elec-
tions the voters would have no choice but to endorse the list proposed 
by their party. It makes no material difference whether the duly elected 
President or Governor nominates all his aides or whether the voters vote 
for a list containing the names of all those men whom their preferred 
candidate has chosen as aides.

It is quite correct, as the opponents of the trend toward totalitarian-
ism say, that the bureaucrats are free to decide according to their own 
discretion questions of vital importance for the individual citizen’s life. 
It is true that the officeholders are no longer the servants of the citizenry 
but irresponsible and arbitrary masters and tyrants. But this is not the 
fault of bureaucracy. It is the outcome of the new system of government 
which restricts the individual’s freedom to manage his own affairs and 
assigns more and more tasks to the government. The culprit is not the 
bureaucrat but the political system. And the sovereign people is still free 
to discard this system.

It is further true that bureaucracy is imbued with an implacable ha-
tred of private business and free enterprise. But the supporters of the 
system consider precisely this the most laudable feature of their atti-
tude. Far from being ashamed of their anti-business policies, they are 
proud of them. They aim at full control of business by the government 
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and see in every businessman who wants to evade this control a public 
enemy.

Finally it is true that the new policy, although not unconstitutional 
from a merely formalistic viewpoint, is contrary to the spirit of the Con-
stitution, that it is tantamount to an overthrow of all that was precious 
to the older generations of Americans, that it must result in an abandon-
ment of what people used to call democracy, and that it is in this sense 
un-American. But this reproach too does not discredit the “progressive” 
tendencies in the eyes of their supporters. They look at the past with 
other eyes than their critics’. For them the history of all hitherto existing 
society is a record of human degradation, misery, and ruthless exploita-
tion of the masses by ruling classes. What is called “individualism” in 
the American language is, they say, “a high-sounding term for money 
greed transfigured and parading as a virtue.” The idea was “to give a 
free hand to money-getters, sharp-witted tricksters, stock manipulators 
and other bandits who lived by raids on the national income.”1 The 
American system is scorned as a spurious “bill-of-rights democracy,” 
and the Russian system of Stalin is extravagantly praised as the only 
truly democratic one.

The main issue in present-day political struggles is whether society 
should be organized on the basis of private ownership of the means of 
production (capitalism, the market system) or on the basis of public 
control of the means of production (socialism, communism, planned 
economy). Capitalism means free enterprise, sovereignty of the con-
sumers in economic matters, and sovereignty of the voters in political 
matters. Socialism means full government control of every sphere of 
the individual’s life and the unrestricted supremacy of the government 
in its capacity as central board of production management. There is no 
compromise possible between these two systems. Contrary to a popular 
fallacy there is no middle way, no third system possible as a pattern of a 
permanent social order.2 The citizens must choose between capitalism 
and socialism or, as many Americans say, between the American and 
the Russian way of life.

1. W. E. Woodward, A New American History (New York, 1938), p. 808. On the jacket of this 
book we read: “Any right-thinking parent today, conversant with all the facts, would probably 
find Benedict Arnold in general far more satisfactory than Lincoln as a pattern for his son.” It 
is obvious that those who hold such views will not find any fault with the un-Americanism of 
bureaucracy.
2. See below pp. 96–97.
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Whoever in this antagonism sides with capitalism must do it frankly 
and directly. He must give positive support to private property and free 
enterprise. It is vain to content oneself with attacks on some measures 
designed to pave the way for socialism. It is useless to fight mere atten-
dant phenomena and not the tendency toward totalitarianism as such. 
It is idle to dwell on a criticism of bureaucratism only.

3. The “Progressives’ ” View of Bureaucratism

The “progressive” critics of bureaucratism direct their attacks primarily 
against the bureaucratization of corporate big business. Their reasoning 
runs this way:

“In the past business firms were comparatively small. The entrepre-
neur was in a position to survey all parts of his enterprise and to make 
all important decisions personally. He was the owner of all the capital 
invested or at least of the greater part of it. He was himself vitally inter-
ested in the success of his enterprise. He was therefore to the best of 
his abilities intent on making his outfit as efficient as possible and on 
avoiding waste.

“But with the inexorable trend toward economic concentration, con-
ditions changed radically. Today the scene is dominated by corporate 
big business. It is absentee ownership; the legal owners, the stockhold-
ers, have no actual voice in the management. This task is left to profes-
sional administrators. The enterprises are so large that functions and 
activities must be distributed among departments and administrative 
subdivisions. The conduct of affairs necessarily becomes bureaucratic.

“The present-day champions of free enterprise are romantics like the 
eulogists of the medieval arts and crafts. They are entirely mistaken in 
attributing to mammoth corporations the qualities which once were 
the excellence of small or medium-size business. There cannot be any 
question of breaking up the big aggregates into smaller units. On the 
contrary, the tendency toward a further concentration of economic 
power will prevail. Monopolized big business will congeal into rigid 
bureaucratism. Its managers, responsible to nobody, will become a he-
reditary aristocracy; the governments will become mere puppets of an 
omnipotent business clique.

“It is indispensable to curb the power of this managerial oligarchy 
by government action. The complaints about government regimenta-

the “progressives’” view of bureaucratism  �  9
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10  �  introduction

tion are unfounded. As things are, there is only the choice between the 
rule of an irresponsible managerial bureaucracy and that of the nation’s 
government.”

The apologetic character of such reasoning is obvious. To the general 
criticism of the spread of governmental bureaucratism the “progres-
sives” and New Dealers reply that bureaucracy is not at all limited to 
government. It is a universal phenomenon present both in business and 
in government. Its broadest cause is “the tremendous size of the organi-
zation.”3 It is therefore an inescapable evil.

This book will try to demonstrate that no profit-seeking enterprise, no 
matter how large, is liable to become bureaucratic provided the hands 
of its management are not tied by government interference. The trend 
toward bureaucratic rigidity is not inherent in the evolution of business. 
It is an outcome of government meddling with business. It is a result of 
the policies designed to eliminate the profit motive from its role in the 
framework of society’s economic organization.

In these introductory remarks we want to dwell only upon one point 
of the popular complaints about the growing bureaucratization of busi-
ness. Bureaucratization, people say, is caused by “the lack of competent, 
effective leadership.”4 What is wanting is “creative leadership.”

To complain of lack of leadership is, in the field of political affairs, 
the characteristic attitude of all harbingers of dictatorship. In their eyes 
the main deficiency of democratic government is that it is unable to 
produce great Führers and Duces.

In the field of business, creative leadership manifests itself in the ad-
justment of production and distribution to the changing conditions of 
demand and supply and in the adaptation of technical improvements to 
practical uses. The great businessman is he who produces more, better, 
and cheaper goods, who, as a pioneer of progress, presents his fellow-
men with commodities and services hitherto unknown to them or be-
yond their means. We may call him a leader because his initiative and 
activity force his competitors either to emulate his achievements or to 
go out of business. It is his indefatigable inventiveness and fondness for 
innovations that prevent all business units from degenerating into idle 
bureaucratic routine. He embodies in his person the restless dynamism 
and progressivism inherent in capitalism and free enterprise.

3. Cf. Marshall E. Dimock and Howard K. Hyde, Bureaucracy and Trusteeship in Large Corpora-
tions, TNEC Monograph No. 11, p. 36.
4. Cf. Dimock and Hyde, loc. cit., p. 44, and the articles quoted by them.
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It would certainly be an exaggeration to say that such creative leaders 
are lacking in present-day America. Many of the old heroes of American 
business are still alive and active in the conduct of their affairs. It would 
be a delicate matter to express an opinion about the creativeness of 
younger men. Some temporal distance is needed for a correct apprecia-
tion of their achievements. A true genius is very rarely acknowledged as 
such by his contemporaries.

Society cannot contribute anything to the breeding and growing of in-
genious men. A creative genius cannot be trained. There are no schools 
for creativeness. A genius is precisely a man who defies all schools and 
rules, who deviates from the traditional roads of routine and opens up 
new paths through land inaccessible before. A genius is always a teacher, 
never a pupil; he is always self-made. He does not owe anything to the 
favor of those in power. But, on the other hand, the government can 
bring about conditions which paralyze the efforts of a creative spirit and 
prevent him from rendering useful services to the community.

This is the case today in the field of business. Let us look at one in-
stance only, the income tax. In the past an ingenious newcomer started a 
new project. It was a modest start; he was poor, his funds were small and 
most of them borrowed. When initial success came, he did not increase 
his consumption, but reinvested the much greater part of the profits. Thus 
his business grew quickly. He became a leader in his line. His threatening 
competition forced the old rich firms and the big corporations to adjust 
their management to the conditions brought about by his intervention. 
They could not disregard him and indulge in bureaucratic negligence. 
They were under the necessity of being on their guard day and night 
against such dangerous innovators. If they could not find a man able to 
rival the newcomer for the management of their own affairs, they had to 
merge their own business with his and yield to his leadership.

But today the income tax absorbs 80 or more percent of such a new-
comer’s initial profits. He cannot accumulate capital; he cannot expand 
his business; his enterprise will never become big business. He is no 
match for the old vested interests. The old firms and corporations already 
own a considerable capital. Income and corporation taxes prevent them 
from accumulating more capital, while they prevent the newcomer from 
accumulating any capital. He is doomed to remain small business for-
ever. The already existing enterprises are sheltered against the dangers 
from ingenious newcomers. They are not menaced by their competi-
tion. They enjoy a virtual privilege as far as they content themselves with 
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keeping their business in the traditional lines and in the traditional size.5 
Their further development, of course, is curtailed. The continuous drain 
on their profits by taxes makes it impossible for them to expand their busi-
ness out of their own funds. Thus a tendency toward rigidity originates.

In all countries all tax laws are today written as if the main purpose of 
taxes were to hinder the accumulation of new capital and the improve-
ments which it could achieve. The same tendency manifests itself in 
many other branches of public policy. The “progressives” are badly off 
the mark when they complain about the lack of creative business leader-
ship. Not the men are lacking but the institutions which would permit 
them to utilize their gifts. Modern policies result in tying the hands of 
innovators no less than did the guild system of the Middle Ages.

4. Bureaucratism and Totalitarianism

It will be shown in this book that bureaucracy and bureaucratic methods 
are very old and that they must be present in the administrative appara-
tus of every government the sovereignty of which stretches over a large 
area. The Pharaohs of ancient Egypt and the emperors of China built 
a huge bureaucratic machine and so did all the other rulers. Medieval 
feudalism was an attempt to organize the government of large territories 
without bureaucrats and bureaucratic methods. It failed utterly in these 
endeavors. It resulted in a complete disintegration of political unity and 
in anarchy. The feudal lords, originally officeholders only and as such 
subject to the authority of the central government, became virtually 
independent princes, fighting one another almost continually and defy-
ing the king, the courts, and the laws. From the fifteenth century on 
curbing the arrogance of the vassals was the main task of the various 
European kings. The modern state is built upon the ruins of feudal-
ism. It substituted bureaucratic management of public affairs for the 
supremacy of a multitude of petty princes and counts.

Far ahead in this evolution were the kings of France. Alexis de Tocque-
ville has shown how the Bourbon kings unswervingly aimed at the abo-
lition of the autonomy of powerful vassals and of oligarchic groups of 

5. This is not an essay on the social and economic consequences of taxation. Thus there is no 
need to deal with the effects of the inheritance taxes, the impact of which has already been 
perceptible in this country for many years, while the above-described effects of the income tax 
are a recent phenomenon.
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aristocrats.* In this regard the French Revolution only achieved what 
the absolute kings themselves had begun. It eliminated the arbitrariness 
of the kings, it made the law supreme in the field of administration 
and restricted the scope of affairs subject to the discretionary judgment 
of the officeholders. It did not brush away bureaucratic management; 
it only put it on a legal and constitutional basis. France’s nineteenth-
century administrative system was an attempt to tame the arbitrariness 
of the bureaucrats as much as possible by law. It served as a model for 
all other liberal nations which—outside of the realm of Anglo-Saxon 
Common Law—were anxious to make law and legality paramount in 
the conduct of civil administration.

It is not sufficiently known that the Prussian administrative system, so 
much admired by all advocates of government omnipotence, in its early 
beginnings was but an imitation of French institutions. Frederick II, 
the “Great” King, imported from royal France not only the methods 
but even the personnel for their execution. He handed over the ad-
ministration of the excise duties and the customs to an imported staff 
of several hundred French bureaucrats. He appointed a Frenchman 
Postmaster General and another Frenchman President of the Academy. 
The eighteenth-century Prussians had even better grounds for calling 
bureaucratism un-Prussian than the present-day Americans for calling 
it un-American.

The legal technique of administrative activity in the countries of 
Anglo-Saxon Common Law was very different from that of the conti-
nental countries of Europe. Both the British and the Americans were 
fully convinced that their system gave them a most effective protection 
against the encroachment of administrative arbitrariness. However, the 
experience of the last decades has clearly evidenced that no legal pre-
cautions are strong enough to resist a trend supported by a powerful ide-
ology. The popular ideas of government interference with business and 
of socialism have undermined the dams erected by twenty generations 
of Anglo-Saxons against the flood of arbitrary rule. Many intellectuals 
and numerous voters organized in the pressure groups of farming and 
of labor disparage the traditional American system of government as 
“plutocratic” and yearn for the adoption of the Russian methods which 
do not accord the individual any protection at all against the discretion-
ary power of the authorities.

* [Editor’s note: L’Ancien Regime (1856);  The Old Regime and the Revolution, ed. François Furet 
and Françoise Mélonio, trans. Alan S. Kahan (Chicago: University of Chicago Press, 1998).]
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Totalitarianism is much more than mere bureaucracy. It is the subordi-
nation of every individual’s whole life, work, and leisure to the orders of 
those in power and office. It is the reduction of man to a cog in an all-
embracing machine of compulsion and coercion. It forces the individual 
to renounce any activity of which the government does not approve. It 
tolerates no expression of dissent. It is the transformation of society into 
a strictly disciplined labor-army—as the advocates of socialism say—or 
into a penitentiary—as its opponents say. At any rate it is the radical break 
from the way of life to which the civilized nations clung in the past. It 
is not merely the return of mankind to the oriental despotism under 
which, as Hegel observed, one man alone was free and all the rest slaves, 
for those Asiatic kings did not interfere with the daily routine of their 
subjects. To the individual farmers, cattle breeders, and artisans a field 
of activities was left in the performance of which they were not troubled 
by the king and his satellites. They enjoyed some amount of autonomy 
within their own households and families. It is different with modern 
socialism. It is totalitarian in the strict sense of the term. It holds the 
individual in tight rein from the womb to the tomb. At every instant of 
his life the “comrade” is bound to obey implicitly the orders issued by 
the supreme authority. The State is both his guardian and his employer. 
The State determines his work, his diet, and his pleasures. The State 
tells him what to think and what to believe in.

Bureaucracy is instrumental in the execution of these plans. But 
people are unfair in indicting the individual bureaucrat for the vices 
of the system. The fault is not with the men and women who fill the 
offices and bureaus. They are no less the victims of the new way of life 
than anybody else. The system is bad, not its subordinate handymen. A 
government cannot do without bureaus and bureaucratic methods. And 
as social cooperation cannot work without a civil government, some 
amount of bureaucracy is indispensable. What people resent is not bu-
reaucratism as such, but the intrusion of bureaucracy into all spheres 
of human life and activity. The struggle against the encroachments of 
bureaucracy is essentially a revolt against totalitarian dictatorship. It is a 
misnomer to label the fight for freedom and democracy a fight against 
bureaucracy.

Nonetheless there is some substance in the general complaint against 
bureaucratic methods and procedures. For their faults are indicative of 
the essential defects of any socialist or totalitarian scheme. In thoroughly 
investigating the problem of bureaucracy we must finally discover why 
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the socialist utopias are entirely impracticable and must, when put into 
practice, result not only in impoverishment for all but also in the disinte-
gration of social cooperation—in chaos. Thus the study of bureaucracy 
is a good approach to a study of both systems of social organization, 
capitalism and socialism.

5. The Alternative: Profit Management or 
Bureaucratic Management

If we want to find out what bureaucracy really means, we must start with 
an analysis of the operation of the profit motive within the framework 
of a capitalist society. The essential features of capitalism are no less 
unknown than those of bureaucracy. Spurious legends, popularized by 
demagogic propaganda, have entirely misrepresented the capitalist sys-
tem. Capitalism has succeeded in raising the material well-being of the 
masses in an unprecedented way. In the capitalist countries population 
figures are now several times higher than they were at the eve of the 
“industrial revolution,” and every citizen of these nations enjoys a stan-
dard of living much higher than that of the well-to-do of earlier ages. 
Nevertheless a great part of public opinion disparages free enterprise 
and private ownership of the means of production as dismal institutions 
that are detrimental to the immense majority of the nation and further 
only the selfish class interests of a small group of exploiters. Politicians 
whose main achievement consisted in restricting agricultural output 
and in attempts to put obstacles in the way of technical improvement 
of methods of manufacturing discredit capitalism as an “economy of 
scarcity” and talk about the abundance that socialism will bring about. 
The heads of labor unions, whose members drive their own motor cars, 
are enthusiastic in exalting the conditions of the ragged and barefooted 
Russian proletarians and in praising the freedom that the workers enjoy 
in Russia where labor unions have been suppressed and strikes are a 
criminal offense.

There is no need to enter into a detailed scrutiny of these fables. Our 
intention is neither to praise nor to condemn. We want to know what 
the two systems in question are, how they work, and how they serve the 
needs of the people.

In spite of all the vagueness in the use of the term bureaucracy there 
seems to be unanimity with regard to the distinction between two con-
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trary methods of doing things: the private citizens’ way and the way in 
which the offices of the government and the municipalities are oper-
ated. Nobody denies that the principles according to which a police de-
partment is operated differ essentially and radically from the principles 
applied in the conduct of a profit-seeking enterprise. It will therefore 
be appropriate to begin with an investigation of the methods in use in 
these two classes of institutions and to compare them with each other.

Bureaucracy, its merits and its demerits, its working and its operation, 
can be understood only by contrasting it with the operation of the profit 
motive as it functions in the capitalistic market society.
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I

Profit Management 

1. The Operation of the Market Mechanism

Capitalism or market economy is that system of social cooperation and 
division of labor that is based on private ownership of the means of 
production. The material factors of production are owned by individual 
citizens, the capitalists and the landowners. The plants and the farms 
are operated by the entrepreneurs and the farmers, that is, by individu-
als or associations of individuals who either themselves own the capital 
and the soil or have borrowed or rented them from the owners. Free 
enterprise is the characteristic feature of capitalism. The objective of 
every enterpriser—whether businessman or farmer—is to make profit.

The capitalists, the enterprisers, and the farmers are instrumental in 
the conduct of economic affairs. They are at the helm and steer the ship. 
But they are not free to shape its course. They are not supreme, they 
are steersmen only, bound to obey unconditionally the captain’s orders. 
The captain is the consumer.

Neither the capitalists nor the entrepreneurs nor the farmers deter-
mine what has to be produced. The consumers do that. The producers 
do not produce for their own consumption but for the market. They are 
intent on selling their products. If the consumers do not buy the goods 
offered to them, the businessman cannot recover the outlays made. He 
loses his money. If he fails to adjust his procedure to the wishes of the 
consumers, he will very soon be removed from his eminent position at 
the helm. Other men who did better in satisfying the demand of the 
consumers replace him.

The real bosses, in the capitalist system of market economy, are the 
consumers. They, by their buying and by their abstention from buying, 
decide who should own the capital and run the plants. They determine 
what should be produced and in what quantity and quality. Their atti-
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tudes result either in profit or in loss for the enterpriser. They make poor 
men rich and rich men poor. They are no easy bosses. They are full of 
whims and fancies, changeable and unpredictable. They do not care a 
whit for past merit. As soon as something is offered to them that they like 
better or that is cheaper, they desert their old purveyors. With them noth-
ing counts more than their own satisfaction. They bother neither about 
the vested interests of capitalists nor about the fate of the workers who 
lose their jobs if as consumers they no longer buy what they used to buy.

What does it mean when we say that the production of a certain com-
modity A does not pay? It is indicative of the fact that the consumers are 
not willing to pay the producers of A enough to cover the prices of the 
required factors of production, while at the same time other producers 
will find their incomes exceeding their costs of production. The de-
mand of the consumers is instrumental in the allocation of various fac-
tors of production to the various branches of manufacturing consumers’ 
goods. The consumers thus decide how much raw material and labor 
should be used for the manufacturing of A and how much for some 
other merchandise. It is therefore nonsensical to contrast production 
for profit and production for use. With the profit motive the enterpriser 
is compelled to supply the consumers with those goods which they are 
asking for most urgently. If the enterpriser were not forced to take the 
profit motive as his guide, he could produce more of A, in spite of the 
fact that the consumers prefer to get something else. The profit motive 
is precisely the factor that forces the businessman to provide in the most 
efficient way those commodities the consumers want to use.

Thus the capitalist system of production is an economic democracy 
in which every penny gives a right to vote. The consumers are the 
sovereign people. The capitalists, the entrepreneurs, and the farmers 
are the people’s mandatories. If they do not obey, if they fail to produce, 
at the lowest possible cost, what the consumers are asking for, they lose 
their office. Their task is service to the consumer. Profit and loss are the 
instruments by means of which the consumers keep a tight rein on all 
business activities.

2. Economic Calculation

The preeminence of the capitalist system consists in the fact that it 
is the only system of social cooperation and division of labor which 
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makes it possible to apply a method of reckoning and computation in 
planning new projects and appraising the usefulness of the operation of 
those plants, farms, and workshops already working. The impracticabil-
ity of all schemes of socialism and central planning is to be seen in the 
impossibility of any kind of economic calculation under conditions in 
which there is no private ownership of the means of production and 
consequently no market prices for these factors.

The problem to be solved in the conduct of economic affairs is this: 
There are countless kinds of material factors of production, and within 
each class they differ from one another both with regard to their physi-
cal properties and to the places at which they are available. There are 
millions and millions of workers and they differ widely with regard to 
their ability to work. Technology provides us with information about 
numberless possibilities in regard to what could be achieved by using 
this supply of natural resources, capital goods, and manpower for the 
production of consumers’ goods. Which of these potential procedures 
and plans are the most advantageous? Which should be carried out be-
cause they are apt to contribute most to the satisfaction of the most urgent 
needs? Which should be postponed or discarded because their execu-
tion would divert factors of production from other projects the execu-
tion of which would contribute more to the satisfaction of urgent needs?

It is obvious that these questions cannot be answered by some calcu-
lation in kind. One cannot make a variety of things enter into a calculus 
if there is no common denominator for them.

In the capitalist system all designing and planning is based on the 
market prices. Without them all the projects and blueprints of the en-
gineers would be a mere academic pastime. They would demonstrate 
what could be done and how. But they would not be in a position to 
determine whether the realization of a certain project would really 
increase material well-being or whether it would not, by withdrawing 
scarce factors of production from other lines, jeopardize the satisfaction 
of more urgent needs, that is, of needs considered more urgent by the 
consumers. The guide of economic planning is the market price. The 
market prices alone can answer the question whether the execution of 
a project P will yield more than it costs, that is, whether it will be more 
useful than the execution of other conceivable plans which cannot be 
realized because the factors of production required are used for the 
performance of project P.

It has been frequently objected that this orientation of economic 
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activity according to the profit motive, i.e., according to the yardstick of a 
surplus of yield over costs, leaves out of consideration the interests of 
the nation as a whole and takes account only of the selfish interests of in-
dividuals, different from and often even contrary to the national inter-
ests. This idea lies at the bottom of all totalitarian planning. Govern-
ment control of business, it is claimed by the advocates of authoritarian 
management, looks after the nation’s well-being, while free enterprise, 
driven by the sole aim of making profits, jeopardizes national interests.

The case is exemplified nowadays by citing the problem of synthetic 
rubber. Germany, under the rule of Nazi socialism, has developed the 
production of synthetic rubber, while Great Britain and the United 
States, under the supremacy of profit-seeking free enterprise, did not 
care about the unprofitable manufacture of such an expensive Ersatz. 
Thus they neglected an important item of war preparedness and ex-
posed their independence to a serious danger.

Nothing can be more spurious than this reasoning. Nobody ever as-
serted that the conduct of a war and preparing a nation’s armed forces 
for the emergency of a war are a task that could or should be left to the 
activities of individual citizens. The defense of a nation’s security and 
civilization against aggression on the part both of foreign foes and of 
domestic gangsters is the first duty of any government. If all men were 
pleasant and virtuous, if no one coveted what belongs to another, there 
would be no need for a government, for armies and navies, for police-
men, for courts, and for prisons. It is the government’s business to make 
the provisions for war. No individual citizen and no group or class of 
citizens is to blame if the government fails in these endeavors. The guilt 
rests always with the government and consequently, in a democracy, 
with the majority of voters.

Germany armed for war. As the German General Staff knew that it 
would be impossible for warring Germany to import natural rubber, 
they decided to foster domestic production of synthetic rubber. There 
is no need to inquire whether or not the British and American military 
authorities were convinced that their countries, even in case of a new 
World War, would be in a position to rely upon the rubber plantations 
of Malaya and the Dutch Indies. At any rate they did not consider it 
necessary to pile up domestic stocks of natural rubber or to embark 
upon the production of synthetic rubber. Some American and British 
businessmen examined the progress of synthetic rubber production in 
Germany. But as the cost of the synthetic product was considerably 
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higher than that of the natural product, they could not venture to 
imitate the example set by the Germans. No entrepreneur can invest 
money in a project which does not offer the prospect of profitability. It 
is precisely this fact that makes the consumers sovereign and forces the 
enterpriser to produce what the consumers are most urgently asking for. 
The consumers, that is, the American and the British public, were not 
ready to allow for synthetic rubber prices which would have rendered 
its production profitable. The cheapest way to provide rubber was for 
the Anglo-Saxon countries to produce other merchandise, for instance, 
motor cars and various machines, to sell these things abroad, and to 
import foreign natural rubber.

If it had been possible for the Governments of London and Wash-
ington to foresee the events of December 1941, and January and Febru-
ary 1942, they would have turned toward measures securing a domestic 
production of synthetic rubber. It is immaterial with regard to our prob-
lem which method they would have chosen for financing this part of 
 defense expenditure. They could subsidize the plants concerned or they 
could raise, by means of tariffs, the domestic price of rubber to such a 
level that home production of synthetic rubber would have become 
profitable. At any rate the people would have been forced to pay for what 
was done.

If the government does not provide for a defense measure, no capital-
ist or entrepreneur can fill the gap. To reproach some chemical corpora-
tions for not having taken up production of synthetic rubber is no more 
sensible than to blame the motor industry for not, immediately after 
Hitler’s rise to power, converting its plants into plane factories. Or it 
would be as justifiable to blame a scholar for having wasted his time 
writing a book on American history or philosophy instead of devoting 
all his efforts to training himself for his future functions in the Expedi-
tionary Force. If the government fails in its task of equipping the nation 
to repel an attack, no individual citizen has any way open to remedy 
the evil but to criticize the authorities in addressing the sovereign—the 
voters—in speeches, articles, and books.1

Many doctors describe the ways in which their fellow citizens spend 
their money as utterly foolish and opposed to their real needs. People, 
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1. These observations do not imply any criticism of the prewar policies pursued by the British 
and American authorities. Only a man who had knowledge of the military events of 1941–43 
many years before they occurred would have the right to blame other people for their lack of 
foresight. Governments are not omniscient, as the planners would have us believe.
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they say, should change their diet, restrict their consumption of intoxi-
cating beverages and tobacco, and employ their leisure time in a more 
reasonable manner. These doctors are probably right. But it is not the 
task of government to improve the behavior of its “subjects.” Neither is 
it the task of businessmen. They are not the guardians of their custom-
ers. If the public prefers hard to soft drinks, the entrepreneurs have to 
yield to these wishes. He who wants to reform his countrymen must 
take recourse to persuasion. This alone is the democratic way of bring-
ing about changes. If a man fails in his endeavors to convince other 
people of the soundness of his ideas, he should blame his own disabili-
ties. He should not ask for a law, that is, for compulsion and coercion 
by the police.

The ultimate basis of economic calculation is the valuation of all 
consumers’ goods on the part of all the people. It is true that these 
consumers are fallible and that their judgment is sometimes misguided. 
We may assume that they would appraise the various commodities dif-
ferently if they were better instructed. However, as human nature is, we 
have no means of substituting the wisdom of an infallible authority for 
people’s shallowness.

We do not assert that the market prices are to be considered as ex-
pressive of any perennial and absolute value. There are no such things 
as absolute values, independent of the subjective preferences of erring 
men. Judgments of value are the outcome of human arbitrariness. They 
reflect all the shortcomings and weaknesses of their authors. However, 
the only alternative to the determination of market prices by the choices 
of all consumers is the determination of values by the judgment of some 
small groups of men, no less liable to error and frustration than the 
majority, notwithstanding the fact that they are called “authority.” No 
matter how the values of consumers’ goods are determined, whether 
they are fixed by a dictatorial decision or by the choices of all consum-
ers—the whole people—values are always relative, subjective, and hu-
man, never absolute, objective, and divine.

What must be realized is that within a market society organized on 
the basis of free enterprise and private ownership of the means of produc-
tion the prices of consumers’ goods are faithfully and closely reflected 
in the prices of the various factors required for their production. Thus it 
becomes feasible to discover by means of a precise calculation which of 
the indefinite multitude of thinkable processes of production are more 
advantageous and which less. “More advantageous” means in this con-
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nection: an employment of these factors of production in such a way 
that the production of the consumers’ goods more urgently asked for 
by the consumers gets a priority over the production of commodities 
less urgently asked for by the consumers. Economic calculation makes 
it possible for business to adjust production to the demands of the con-
sumers. On the other hand, under any variety of socialism, the central 
board of production management would not be in a position to engage 
in economic calculation. Where there are no markets and consequently 
no market prices for the factors of production, they cannot become 
elements of a calculation.

For a full understanding of the problems involved we must try to 
grasp the nature and the origin of profit.

Within a hypothetical system without any change there would not be 
any profits and losses at all. In such a stationary world, in which noth-
ing new occurs and all economic conditions remain permanently the 
same, the total sum that a manufacturer must spend for the factors of 
production required would be equal to the price he gets for the product. 
The prices to be paid for the material factors of production, the wages 
and interest for the capital invested, would absorb the whole price of 
the product. Nothing would be left for profit. It is obvious that such a 
system would not have any need for entrepreneurs and no economic 
function for profits. As only those things are produced today which were 
produced yesterday, the day before yesterday, last year, and ten years 
ago, and as the same routine will go on forever, as no changes occur in 
the supply or demand either of consumers’ or of producers’ goods or in 
technical methods, as all prices are stable, there is no room left for any 
entrepreneurial activity.

But the actual world is a world of permanent change. Population 
figures, tastes, and wants, the supply of factors of production and tech-
nological methods are in a ceaseless flux. In such a state of affairs there 
is need for a continuous adjustment of production to the change in 
conditions. This is where the entrepreneur comes in.

Those eager to make profits are always looking for an opportunity. As 
soon as they discover that the relation of the prices of the factors of pro-
duction to the anticipated prices of the products seems to offer such an 
opportunity, they step in. If their appraisal of all the elements involved 
was correct, they make a profit. But immediately the tendency toward 
a disappearance of such profits begins to take effect. As an outcome of 
the new projects inaugurated, the prices of the factors of production 
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in question go up and, on the other hand, those of the products begin 
to drop. Profits are a permanent phenomenon only because there are 
always changes in market conditions and in methods of production. 
He who wants to make profits must be always on the watch for new 
opportunities. And in searching for profit, he adjusts production to the 
demands of the consuming public.

We can view the whole market of material factors of production and 
of labor as a public auction. The bidders are the entrepreneurs. Their 
highest bids are limited by their expectation of the prices the consumers 
will be ready to pay for the products. The co-bidders competing with 
them, whom they must outbid if they are not to go away empty-handed, 
are in the same situation. All these bidders are, as it were, acting as 
mandatories of the consumers. But each of them represents a different 
aspect of the consumers’ wants, either another commodity or another 
way of producing the same commodity. The competition among the 
various entrepreneurs is essentially a competition among the various 
possibilities open to individuals to remove as far as possible their state 
of uneasiness by the acquisition of consumers’ goods. The resolution of 
any man to buy a refrigerator and to postpone the purchase of a new 
car is a determining factor in the formation of the prices of cars and of 
refrigerators. The competition between the entrepreneurs reflects these 
prices of consumers’ goods in the formation of the prices of the factors 
of production. The fact that the various wants of the individual, which 
conflict because of the inexorable scarcity of the factors of production, 
are represented on the market by various competing entrepreneurs re-
sults in prices for these factors that make economic calculation not 
only feasible but imperative. An entrepreneur who does not calculate, 
or disregards the result of the calculation, would very soon go bankrupt 
and be removed from his managerial function.

But within a socialist community in which there is only one manager 
there are neither prices of the factors of production nor economic cal-
culation. To the entrepreneur of capitalist society a factor of production 
through its price sends out a warning: Don’t touch me, I am earmarked 
for the satisfaction of another, more urgent need. But under socialism 
these factors of production are mute. They give no hint to the planner. 
Technology offers him a great variety of possible solutions for the same 
problem. Each of them requires the outlay of other kinds and quantities 
of various factors of production. But as the socialist manager cannot 
reduce them to a common denominator, he is not in a position to find 
out which of them is the most advantageous.
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It is true that under socialism there would be neither discernible 
profits nor discernible losses. Where there is no calculation, there is 
no means of getting an answer to the question whether the projects 
planned or carried out were those best fitted to satisfy the most urgent 
needs; success and failure remain unrecognized in the dark. The ad-
vocates of socialism are badly mistaken in considering the absence of 
discernible profit and loss an excellent point. It is, on the contrary, the 
essential vice of any socialist management. It is not an advantage to 
be ignorant of whether or not what one is doing is a suitable means of 
attaining the ends sought. A socialist management would be like a man 
forced to spend his life blindfolded.

It has been objected that the market system is at any rate quite in-
appropriate under the conditions brought about by a great war. If the 
market mechanism were to be left alone, it would be impossible for 
the government to get all the equipment needed. The scarce factors of 
production required for the production of armaments would be wasted 
for civilian uses which, in a war, are to be considered as less important, 
even as luxury and waste. Thus it was considered imperative in wartime 
to resort to the system of government-established priorities and to create 
the necessary bureaucratic apparatus.

The error of this reasoning is that it does not realize that the necessity 
for giving the government full power to determine for what kinds of 
production the various raw materials should be used is not an outcome 
of the war but of the methods applied in financing the war expenditure.

If the whole amount of money needed for the conduct of the war had 
been collected by taxes and by borrowing from the public, everybody 
would have been forced to restrict his consumption drastically. With 
a money income (after taxes) much lower than before, the consumers 
would have stopped buying many goods they used to buy before the 
war. The manufacturers, precisely because they are driven by the profit 
motive, would have discontinued producing such civilian goods and 
would have shifted to the production of those goods which the govern-
ment, now by virtue of the inflow of taxes the biggest buyer on the 
market, would be ready to buy.

However, a great part of the war expenditure is financed by an in-
crease of currency in circulation and by borrowing from the commercial 
banks. On the other hand, under price control, it is illegal to raise com-
modity prices. With higher money incomes and with unchanged com-
modity prices people would not only not have restricted but would have 
increased their buying of goods for their own consumption. To avoid 
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this, it was necessary to take recourse to rationing and to government-
imposed priorities. These measures were needed because previous 
government interference that paralyzed the operation of the market 
resulted in paradoxical and highly unsatisfactory conditions. Not the 
insufficiency of the market mechanism but the inadequacy of previous 
government meddling with market phenomena made the priority sys-
tem unavoidable. In this as in many other instances the bureaucrats see 
in the failure of their preceding measures a proof that further inroads 
into the market system are necessary.

3. Management under the Profit System

All business transactions are examined by shrewdly calculating profit 
and loss. New projects are subject to a precise scrutiny of the chances 
they offer. Every step toward their realization is reflected in entries in 
the books and accounts. The profit-and-loss account shows whether or 
not the whole business, or any of its parts, was profitable. The figures of 
the ledger serve as a guide for the conduct of the whole business and of 
each of its divisions. Branches which do not pay are discontinued, those 
yielding profit are expanded. There cannot be any question of clinging 
to unprofitable lines of business if there is no prospect of rendering 
them profitable in a not-too-distant future.

The elaborate methods of modern bookkeeping, accountancy, and 
business statistics provide the enterpriser with a faithful image of all his 
operations. He is in a position to learn how successful or unsuccessful 
every one of his transactions was. With the aid of these statements he 
can check the activities of all departments of his concern no matter 
how large it may be. There is, to be sure, some amount of discretion 
in determining the distribution of overhead costs. But apart from this, 
the figures provide a faithful reflection of all that is going on in every 
branch or department. The books and the balance sheets are the con-
science of business. They are also the businessman’s compass.

The devices of bookkeeping and accountancy are so familiar to the 
businessman that he fails to observe what a marvelous instrument they 
are. It needed a great poet and writer to appreciate them at their true 
value. Goethe called bookkeeping by double-entry “one of the finest 
inventions of the human mind.” By means of this, he observed, the 

L3970.indb   26L3970.indb   26 12/22/06   11:43:05 AM12/22/06   11:43:05 AM



businessman can at any time survey the general whole, without needing 
to perplex himself with the details.2

Goethe’s characterization hit the core of the matter. The virtue of 
commercial management lies precisely in the fact that it provides the 
manager with a method of surveying the whole and all its parts without 
being enmeshed in details and trifles.

The entrepreneur is in a position to separate the calculation of each 
part of his business in such a way that he can determine the role that it 
plays within his whole enterprise. For the public every firm or corporation 
is an undivided unity. But for the eye of its management it is composed 
of various sections, each of which is viewed as a separate entity and ap-
preciated according to the share it contributes to the success of the whole 
enterprise. Within the system of business calculation each section repre-
sents an integral being, a hypothetical independent business as it were. 
It is assumed that this section “owns” a definite part of the whole capital 
employed in the enterprise, that it buys from other sections and sells to 
them, that it has its own expenses and its own revenues, that its dealings 
result either in a profit or a loss which is imputed to its own conduct of 
affairs as separate from the results achieved by the other sections. Thus 
the general manager of the whole enterprise can assign to each section’s 
management a great deal of independence. There is no need for the 
general manager to bother about the minor details of each section’s 
management. The managers of the various sections can have a free 
hand in the administration of their sections’ “internal” affairs. The only 
directive that the general manager gives to the men whom he entrusts 
with the management of the various sections, departments, and branches 
is: Make as much profit as possible. And an examination of the accounts 
shows him how successful or unsuccessful they were in executing the 
directive.

In a large-scale enterprise many sections produce only parts or half-
finished products which are not directly sold but are used by other sec-
tions in manufacturing the final product. This fact does not alter the 
conditions described. The general manager compares the costs incurred 
by the production of such parts and half-finished products with the 
prices he would have to pay for them if he had to buy them from other 
plants. He is always confronted by the question: Does it pay to produce 
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2. Wilhelm Meister’s Apprenticeship, Book I, chap. X.
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these things in our own workshops? Would it not be more satisfactory to 
buy them from other plants specializing in their production?

Thus, within the framework of a profit-seeking enterprise, responsi-
bility can be divided. Every submanager is responsible for the working 
of his department. It is to his credit if the accounts show a profit, and it 
is to his disadvantage if they show a loss. His own selfish interests push 
him toward the utmost care and exertion in the conduct of his section’s 
affairs. If he incurs losses, he will be their victim. He will be replaced 
by another man whom the general manager expects to be more suc-
cessful, or the whole section will be discontinued. At any rate he will 
be discharged and lose his job. If he succeeds in making profits, he will 
see his income increased or at least he will not be in danger of losing 
it. Whether or not a departmental manager is entitled to a share in the 
profit of his department is not so important with regard to the personal 
interest he takes in the results of his department’s dealings. His fate is at 
any rate closely connected with that of his department. In working for 
it, he works not only for his boss but also for himself.

It would be impracticable to restrict the discretion of such a respon-
sible submanager by too much interference with detail. If he is efficient, 
such meddling would at best be superfluous, if not harmful by tying his 
hands. If he is inefficient, it would not render his activities more suc-
cessful. It would only provide him with a lame excuse that the failure 
was caused by his superior’s inappropriate instructions. The only in-
struction required is self-understood and does not need to be especially 
mentioned: Seek profit. Moreover, most of the details can and must be 
left to the head of every department.

This system was instrumental in the evolution of modern business. 
Large-scale production in great production aggregates and the estab-
lishment of subsidiaries in distant parts of the country and in foreign 
countries, the department stores, and the chain stores are all built upon 
the principle of the subordinate managers’ responsibility. This does not 
in any way limit the responsibility of the general manager. The subordi-
nates are responsible only to him. They do not free him from the duty 
of finding the right man for every job.

If a New York firm establishes branch shops or plants in Los Angeles, 
in Buenos Aires, in Budapest, and in Calcutta, the chief manager estab-
lishes the auxiliary’s relation to the head office or parental company only 
in fairly general terms. All minor questions are to be within the range 
of the local manager’s duties. The auditing department of headquar-
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ters carefully inspects the branch’s financial transactions and informs 
the general manager as soon as any irregularities appear. Precautions are 
taken to prevent irreparable waste of the capital invested in the branch, 
a squandering of the whole concern’s good will and reputation and a 
collision between the branch’s policy and that of headquarters. But a 
free hand is left to the local management in every other regard. It is 
practicable to place confidence in the chief of a subsidiary, a depart-
ment, or a section because his interests and those of the whole concern 
coincide. If he were to spend too much for current operations or to 
ne glect an opportunity for profitable transactions, he would imperil not 
only the concern’s profits but his own position as well. He is not simply 
a hired clerk whose only duty is the conscientious accomplishment of 
an assigned, definite task. He is a businessman himself, a junior part-
ner as it were of the entrepreneur, no matter what the contractual and 
financial terms of his employment are. He must to the best of his abili-
ties contribute to the success of the firm with which he is connected.

Because this is so, there is no danger in leaving important decisions 
to his discretion. He will not waste money in the purchase of products 
and services. He will not hire incompetent assistants and workers; he 
will not discharge able collaborators in order to replace them by in-
competent personal friends or relatives. His conduct is subject to the 
incorruptible judgment of an unbribable tribunal: the account of profit 
and loss. In business there is only one thing that matters: success. The 
unsuccessful department manager is doomed no matter whether the 
failure was caused by him or not, or whether it would have been pos-
sible for him to attain a more satisfactory result. An unprofitable branch 
of business—sooner or later—must be discontinued, and its manager 
loses his job.

The sovereignty of the consumers and the democratic operation of 
the market do not stop at the doors of a big business concern. They per-
meate all its departments and branches. Responsibility to the consumer 
is the lifeblood of business and enterprise in an unhampered market 
society. The profit motive through the instrumentality of which the en-
trepreneurs are driven to serve the consumers to the best of their ability 
is at the same time the first principle of any commercial and industrial 
aggregate’s internal organization. It joins together utmost centralization 
of the whole concern with almost complete autonomy of the parts; it 
brings into agreement full responsibility of the central management 
with a high degree of interest and incentive of the subordinate manag-
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ers of sections, departments, and auxiliaries. It gives to the system of free 
enterprise that versatility and adaptability which result in an unswerv-
ing tendency toward improvement.

4. Personnel Management under an 
Unhampered Labor Market

The staff of a modern large-scale enterprise sometimes includes many 
hundreds of thousands of clerks and workers. They form a highly dif-
ferentiated body from the general manager or president down to the 
scrubwomen, messenger boys, and apprentices. The handling of such a 
huge body raises many problems. However, they can be solved.

No matter how big a concern may be, the central management deals 
only with sections, departments, branches, and subsidiaries, the role of 
which can be precisely determined from the evidence provided by the 
accounts and statistics. Of course, the accounts do not always demon-
strate what may be wrong with a section. They show only that something 
is wrong, that it does not pay and must be either reformed or discon-
tinued. The sentences they pass are unappealable. They reveal each 
department’s cash value. And it is cash value alone that matters on the 
market. The consumers are merciless. They never buy in order to benefit 
a less efficient producer and to protect him against the consequences 
of his failure to manage better. They want to be served as well as pos-
sible. And the working of the capitalist system forces the entrepreneur 
to obey the orders issued by the consumers. He does not have the power 
to distribute bounties at the expense of the consumers. He would waste 
his funds if he were to use his own money for such a purpose. He simply 
cannot pay anybody more than he can realize in selling the product.

The same relation that exists between the general manager and his 
immediate subordinates, the heads of the various sections, pervades the 
whole business hierarchy. Every section head values his immediate sub-
ordinates according to the same principle by which the chief manager 
values him, and the foreman applies similar methods in appraising his 
subordinates. The only difference is that under the simpler conditions 
of the lower units no elaborate accountancy schemes are required for 
the establishment of each man’s cash value. It does not matter whether 
piece wages or hourly wages are paid. In the long run the worker can 
never get more than the consumer allows.
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No man is infallible. It often happens that a superior errs in judging 
a subordinate. One of the qualifications required for any higher position 
is precisely the ability to judge people correctly. He who fails in this 
regard jeopardizes his chances of success. He hurts his own interests no 
less than those of the men whose efficiency he has underrated. Things 
being so, there is no need to look for special protection for the employees 
against arbitrariness on the part of their employers or their employers’
mandatories. Arbitrariness in dealing with personnel is, under the un-
hampered profit system, an offense that strikes home to its author.

Under an unhampered market economy the appraisal of each individ-
ual’s effort is detached from any personal considerations and can there-
fore be free both from bias and dislike. The market passes judgment on 
the products, not on the producers. The appraisal of the producer re-
sults automatically from the appraisal of his product. Each co-operator 
is valued according to the value of his contribution to the process of 
production of goods and services. Salaries and wages do not depend 
on arbitrary decisions. On the labor market every quantity and quality 
of work is prized to the amount the consumers are ready to pay for the 
products. It is not a favor on the part of the employer to pay wages and 
salaries, it is a business transaction, the purchase of a factor of produc-
tion. The price of labor is a market phenomenon determined by the 
consumers’ demands for goods and services. Virtually every employer 
is always in search of cheaper labor and every employee in search of a 
job with higher remuneration.

The very fact that labor is, under capitalism, a commodity and is 
bought and sold as a commodity makes the wage earner free from any 
personal dependence. Like the capitalists, the entrepreneurs, and the 
farmers, the wage earner depends on the arbitrariness of the consum-
ers. But the consumers’ choices do not concern the persons engaged in 
production; they concern things and not men. The employer is not in a 
position to indulge in favoritism or in prejudice with regard to person-
nel. As far as he does, the deed itself brings about its own penalty.

It is this fact, and not only constitutions and bills of rights, that makes 
the receivers of salaries and wages within an unhampered capitalist sys-
tem free men. They are sovereign in their capacity as consumers, and 
as producers they are, like all other citizens, unconditionally subject to 
the law of the market. In selling a factor of production, namely, their 
toil and trouble, on the market at the market price to everybody who is 
ready to buy it, they do not jeopardize their own standing. They do not 
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owe their employer thanks and subservience, they owe him a definite 
quantity of labor of a definite quality. The employer, on the other hand, 
is not in search of sympathetic men whom he likes but efficient workers 
who are worth the money he pays them.

This cool rationality and objectivity of capitalist relations is, of course, 
not realized to the same degree in the whole field of business. The 
nearer a man’s function brings him to the consumers, the more personal 
factors interfere. In the service trades some role is played by sympathies 
and antipathies; relations are more “human.” Stubborn doctrinaires and 
adamant baiters of capitalism are prepared to call this an advantage. In 
fact it curtails the businessman’s and his employees’ personal freedom. 
A small shopkeeper, a barber, an innkeeper, and an actor are not so free 
in expressing their political or religious convictions as the owner of a 
cotton mill or a worker in a steel plant.

But these facts do not invalidate the general characteristics of the 
market system. It is a system which automatically values every man ac-
cording to the services he renders to the body of sovereign consumers, 
i.e., to his fellowmen.
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II

Bureaucratic Management

1. Bureaucracy under Despotic Government

The chieftain of a small primitive tribe is as a rule in a position to 
concentrate in his hands all legislative, administrative, and judiciary 
power. His will is the law. He is both executive and judge.

But it is different when the despot has succeeded in expanding the 
size of his realm. As he lacks ubiquity, he must delegate a part of his 
power to subordinates. They are, in their districts, his deputies, acting 
in his name and under his auspices. In fact they become local despots 
only nominally subject to the mighty overlord who has appointed them. 
They rule their provinces according to their own will, they become 
satraps. The great king has the power to discharge them and to appoint 
a successor. But that is no remedy either. The new governor also soon 
becomes an almost independent satrap. What some critics—wrongly—
assert with regard to representative democracy, namely, that the people 
are sovereign only on election day, is literally true with regard to such a 
system of despotism; the king is sovereign in the provinces only on the 
day he appoints a new governor.

In what does the position of such a provincial governor differ from 
that of the manager of a business branch? The manager of the whole 
concern hands over an aggregate to the newly appointed branch man-
ager and gives him one directive only: Make profits. This order, the ob-
servance of which is continuously checked by the accounts, is sufficient 
to make the branch a subservient part of the whole concern and to 
give to its manager’s action the direction aimed at by the central man-
ager. But if the despot, for whom his own arbitrary decision is the only 
principle of government, appoints a governor and says to him: “Be my 
deputy in this province,” he makes the deputy’s arbitrariness supreme 
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in this province. He renounces, at least temporarily, his own power to 
the benefit of the governor.

In order to avoid this outcome the king tries to limit the governor’s 
powers by issuing directives and instructions. Codes, decrees, and stat-
utes tell the governors of the provinces and their subordinates what to 
do if such or such a problem arises. Their free discretion is now limited; 
their first duty is now to comply with the regulations. It is true that 
their arbitrariness is now restricted in so far as the regulations must be 
applied. But at the same time the whole character of their management 
changes. They are no longer eager to deal with each case to the best 
of their abilities; they are no longer anxious to find the most appropri-
ate solution for every problem. Their main concern is to comply with 
the rules and regulations, no matter whether they are reasonable or 
contrary to what was intended. The first virtue of an administrator is to 
abide by the codes and decrees. He becomes a bureaucrat.

2. Bureaucracy within a Democracy

The same thing is essentially valid for democratic government.
It is frequently asserted that bureaucratic management is incompat-

ible with democratic government and institutions. This is a fallacy. 
Democracy implies the supremacy of the law. If it were otherwise, 
the officeholders would be irresponsible and arbitrary despots and the 
judges inconstant and capricious cadis. The two pillars of democratic 
government are the primacy of the law and the budget.1

Primacy of the law means that no judge or officeholder has the right 
to interfere with any individual’s affairs or conditions unless a valid law 
requires or empowers him to do so. Nulla poena sine lege, no punishment 
unless ordered by a law. It is precisely the inability of the Nazis to under-
stand the importance of this fundamental principle that qualifies them 
as antidemocratic. In the totalitarian system of Hitler Germany the judge 
has to come to his decision according to das gesunde Volksempfinden, 
i.e., in accordance with the sound feelings of the people. As the judge 

1. This is not a definition of democratic government but a description of the administrative 
technique of democratic government. The definition of democratic government is: A system 
of government under which those ruled are in a position to determine, directly by plebiscite or 
indirectly by election, the exercise of the legislative and executive power and the selection of 
the supreme executives.
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himself has to decide what the sound feelings of the people are, he is 
sovereign on his bench like the chieftain of a primitive tribe.

It is in fact an awkward thing if a scoundrel evades punishment be-
cause a law is defective. But it is the minor evil when compared with 
judicial arbitrariness. If the legislators in a democracy acknowledge that 
the law is inadequate, they can substitute a more satisfactory law for a 
less satisfactory. They are the mandatories of the sovereign, the people; 
they are, in this capacity, supreme and responsible to the voters. If the 
voters disapprove of the methods applied by their representatives, they 
will, at the next election, return other men who know better how to 
adjust their actions to the will of the majority.

It is the same with the executive power. In this field too there is only 
the alternative between the arbitrary rule of despotic officeholders and 
the rule of the people enforced by the instrumentality of law abidance. 
It is a euphemism to call a government in which the rulers are free to do 
whatever they themselves believe best serves the commonweal a welfare 
state, and to contrast it with the state in which the administration is 
bound by law and the citizens can make good in a court of law their 
rights against illegal encroachments of the authorities. This so-called 
welfare state is in fact the tyranny of the rulers. (Incidentally we have 
to realize that even a despotic government cannot do without regula-
tions and bureaucratic directives if it is not to degenerate into a chaotic 
regime of local caciques and to disintegrate into a multitude of petty 
despotisms.) The aim of the constitutional state also is public welfare. 
The characteristic feature that distinguishes it from despotism is that 
not the authorities but the duly elected people’s representatives have to 
decide what best serves the commonweal. This system alone makes the 
people sovereign and secures their right of self-determination. Under 
this system the citizens are not only sovereign on election day but no 
less so between elections.

The administration, in a democratic community, is not only bound 
by law but also by the budget. Democratic control is budgetary control. 
The people’s representatives have the keys of the treasury. Not a penny 
must be spent without the consent of parliament. It is illegal to use 
public funds for any expenditures other than those for which parlia-
ment has allocated them.

Bureaucratic management means, under democracy, management in 
strict accordance with the law and the budget. It is not for the personnel 
of the administration and for the judges to inquire what should be done 
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for the public welfare and how the public funds should be spent. This 
is the task of the sovereign, the people, and their representatives. The 
courts, the various branches of the administration, the army, and the 
navy execute what the law and the budget order them to do. Not they but 
the sovereign is policy-making.

Most of the tyrants, despots, and dictators are sincerely convinced 
that their rule is beneficial for the people, that theirs is government 
for the people. There is no need to investigate whether these claims of 
Messrs. Hitler, Stalin, and Franco are well founded or not. At any rate 
their system is neither government of the people nor by the people. It is 
not democratic but authoritarian.

The assertion that bureaucratic management is an indispensable 
instrument of democratic government is paradoxical. Many will object. 
They are accustomed to consider democratic government as the best 
system of government and bureaucratic management as one of the great 
evils. How can these two things, one good, the other bad, be linked 
together?

Moreover, America is an old democracy and the talk about the dan-
gers of bureaucracy is a new phenomenon in this country. Only in recent 
years have people become aware of the menace of bureaucracy, and they 
consider bureaucracy not an instrument of democratic government but, 
on the contrary, the worst enemy of freedom and democracy.

To these objections we must answer again that bureaucracy in itself is 
neither good nor bad. It is a method of management which can be ap-
plied in different spheres of human activity. There is a field, namely, the 
handling of the apparatus of government, in which bureaucratic meth-
ods are required by necessity. What many people nowadays consider an 
evil is not bureaucracy as such, but the expansion of the sphere in which 
bureaucratic management is applied. This expansion is the unavoidable 
consequence of the progressive restriction of the individual citizen’s 
freedom, of the inherent trend of present-day economic and social poli-
cies toward the substitution of government control for private initiative. 
People blame bureaucracy, but what they really have in mind are the 
endeavors to make the state socialist and totalitarian.

There has always been bureaucracy in America. The administration 
of the customs and of the foreign service has always been conducted 
according to bureaucratic principles. What characterizes our time is 
the expansion of the sphere of government interference with business 
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and with many other items of the citizenry’s affairs. And this results in a 
substitution of bureaucratic management for profit management.

3. The Essential Features of Bureaucratic Management

The lawyers, the philosophers, and the politicians look upon the su-
premacy of the law from another angle than does this book. From their 
point of view the main function of the law is to limit the power of the 
authorities and the courts to inflict evils upon the individual citizen 
and to restrict his freedom. If one assigns to the authorities the power 
to imprison or even to kill people, one must restrict and clearly circum-
scribe this power. Otherwise the officeholder or judge would turn into 
an irresponsible despot. The law determines under what conditions the 
judge should have the right and the duty to sentence and the policeman 
to fire his gun. The law protects the people against the arbitrariness of 
those in office.

The viewpoint of this book is somewhat different. We are dealing 
here with bureaucracy as a principle of administrative technique and or-
ganization. This book looks upon the rules and regulations not merely 
as measures for the protection of the people and for safeguarding the 
citizen’s rights and freedom but as measures for the execution of the 
will of the supreme authority. The need to limit the discretion of subor-
dinates is present in every organization. Any organization would disin-
tegrate in the absence of such restrictions. Our task is to investigate the 
peculiar characteristics of bureaucratic management as distinguished 
from commercial management.

Bureaucratic management is management bound to comply with 
detailed rules and regulations fixed by the authority of a superior body. 
The task of the bureaucrat is to perform what these rules and regula-
tions order him to do. His discretion to act according to his own best 
conviction is seriously restricted by them.

Business management or profit management is management directed 
by the profit motive. The objective of business management is to make 
a profit. As success or failure to attain this end can be ascertained by ac-
counting not only for the whole business concern but also for any of its 
parts, it is feasible to decentralize both management and accountability 
without jeopardizing the unity of operations and the attainment of their 
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38  �  bureaucratic management

goal. Responsibility can be divided. There is no need to limit the discre-
tion of subordinates by any rules or regulations other than that underly-
ing all business activities, namely, to render their operations profitable.

The objectives of public administration cannot be measured in 
money terms and cannot be checked by accountancy methods. Take a 
nationwide police system like the FBI. There is no yardstick available 
that could establish whether the expenses incurred by one of its regional 
or local branches were not excessive. The expenditures of a police sta-
tion are not reimbursed by its successful management and do not vary 
in proportion to the success attained. If the head of the whole bureau 
were to leave his subordinate station chiefs a free hand with regard to 
money expenditure, the result would be a large increase in costs as every 
one of them would be zealous to improve the service of his branch as 
much as possible. It would become impossible for the top executive to 
keep the expenditures within the appropriations allocated by the repre-
sentatives of the people or within any limits whatever. It is not because 
of punctiliousness that the administrative regulations fix how much can 
be spent by each local office for cleaning the premises, for furniture 
repairs, and for lighting and heating. Within a business concern such 
things can be left without hesitation to the discretion of the responsible 
local manager. He will not spend more than necessary because it is, as 
it were, his money; if he wastes the concern’s money, he jeopardizes the 
branch’s profit and thereby indirectly hurts his own interests. But it is 
another matter with the local chief of a government agency. In spend-
ing more money he can, very often at least, improve the result of his 
conduct of affairs. Thrift must be imposed on him by regimentation.

In public administration there is no connection between revenue 
and expenditure. The public services are spending money only; the in-
significant income derived from special sources (for example, the sale 
of printed matter by the Government Printing Office) is more or less 
accidental. The revenue derived from customs and taxes is not “pro-
duced” by the administrative apparatus. Its source is the law, not the 
activities of customs officers and tax collectors. It is not the merit of a 
collector of internal revenue that the residents of his district are richer 
and pay higher taxes than those of another district. The time and effort 
required for the administrative handling of an income tax return are not 
in proportion to the amount of the taxable income it concerns.

In public administration there is no market price for achievements. 
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This makes it indispensable to operate public offices according to prin-
ciples entirely different from those applied under the profit motive.

Now we are in a position to provide a definition of bureaucratic man-
agement: Bureaucratic management is the method applied in the con-
duct of administrative affairs the result of which has no cash value on 
the market. Remember: We do not say that a successful handling of 
public affairs has no value, but that it has no price on the market, that 
its value cannot be realized in a market transaction and consequently 
cannot be expressed in terms of money.

If we compare the conditions of two countries, say Atlantis and Thule, 
we can establish many important statistical figures of each of them: the 
size of the area and of the population, the birth rate and the death rate, 
the number of illiterates, of crimes committed, and many other demo-
graphical data. We can determine the sum of the money income of all its 
citizens, the money value of the yearly social product, the money value 
of the goods imported and exported, and many other economic data. 
But we cannot assign any arithmetical value to the system of government 
and administration. That does not mean that we deny the importance 
or the value of good government. It means only that no yardstick can 
measure these things. They are not liable to an expression in figures.

It may well be that the greatest thing in Atlantis is its good system 
of government. It may be that Atlantis owes its prosperity to its consti-
tutional and administrative institutions. But we cannot compare them 
with those of Thule in the same way as we can compare other things, 
for instance, wage rates or milk prices.

Bureaucratic management is management of affairs which cannot be 
checked by economic calculation.

4. The Crux of Bureaucratic Management

The plain citizen compares the operation of the bureaus with the 
working of the profit system, which is more familiar to him. Then he 
discovers that bureaucratic management is wasteful, inefficient, slow, 
and rolled up in red tape. He simply cannot understand how reasonable 
people allow such a mischievous system to endure. Why not adopt the 
well-tried methods of private business?

However, such criticisms are not sensible. They misconstrue the fea-
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tures peculiar to public administration. They are not aware of the fun-
damental difference between government and profit-seeking private 
enterprise. What they call deficiencies and faults of the management 
of administrative agencies are necessary properties. A bureau is not a 
profit-seeking enterprise; it cannot make use of any economic calcula-
tion; it has to solve problems which are unknown to business manage-
ment. It is out of the question to improve its management by reshaping 
it according to the pattern of private business. It is a mistake to judge 
the efficiency of a government department by comparing it with the 
working of an enterprise subject to the interplay of market factors.

There are, of course, in every country’s public administration mani-
fest shortcomings which strike the eye of every observer. People are 
sometimes shocked by the degree of maladministration. But if one tries 
to go to their roots, one often learns that they are not simply the result 
of culpable negligence or lack of competence. They sometimes turn out 
to be the result of special political and institutional conditions or of an 
attempt to come to an arrangement with a problem for which a more 
satisfactory solution could not be found. A detailed scrutiny of all the 
difficulties involved may convince an honest investigator that, given the 
general state of political forces, he himself would not have known how 
to deal with the matter in a less objectionable way.

It is vain to advocate a bureaucratic reform through the appointment 
of businessmen as heads of various departments. The quality of being 
an entrepreneur is not inherent in the personality of the entrepreneur; it 
is inherent in the position which he occupies in the framework of mar-
ket society. A former entrepreneur who is given charge of a government 
bureau is in this capacity no longer a businessman but a bureaucrat. His 
objective can no longer be profit, but compliance with the rules and 
regulations. As head of a bureau he may have the power to alter some 
minor rules and some matters of internal procedure. But the setting of 
the bureau’s activities is determined by rules and regulations which are 
beyond his reach.

It is a widespread illusion that the efficiency of government bureaus 
could be improved by management engineers and their methods of 
scientific management. However, such plans stem from a radical mis-
construction of the objectives of civil government.

Like any kind of engineering, management engineering too is con-
ditioned by the availability of a method of calculation. Such a method 
exists in profit-seeking business. Here the profit-and-loss statement is 
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supreme. The problem of bureaucratic management is precisely the 
absence of such a method of calculation.

In the field of profit-seeking enterprise the objective of the manage-
ment engineer’s activities is clearly determined by the primacy of the 
profit motive. His task is to reduce costs without impairing the market 
value of the result or to reduce costs more than the ensuing reduction 
of the market value of the result or to raise the market value of the result 
more than the required rise in costs. But in the field of government the 
result has no price on a market. It can neither be bought nor sold.

Let us consider three examples.
A police department has the job of protecting a defense plant against 

sabotage. It assigns thirty patrolmen to this duty. The responsible com-
missioner does not need the advice of an efficiency expert in order to 
discover that he could save money by reducing the guard to only twenty 
men. But the question is: Does this economy outweigh the increase in 
risk? There are serious things at stake: national defense, the morale of 
the armed forces and of civilians, repercussions in the field of foreign 
affairs, the lives of many upright workers. All these valuable things can-
not be assessed in terms of money. The responsibility rests entirely with 
Congress allocating the appropriations required and with the executive 
branch of the government. They cannot evade it by leaving the decision 
to an irresponsible adviser.

One of the tasks of the Bureau of Internal Revenue is the final deter-
mination of taxes due. Its duty is the interpretation and application of 
the law. This is not merely a clerical job; it is a kind of judicial function. 
Any taxpayer objecting to the commissioner’s interpretation of the law 
is free to bring suit in a Federal court to recover the amount paid. Of 
what use can the efficiency engineer with his time and motion stud-
ies be for the conduct of these affairs? His stopwatch would be in the 
wrong place in the office rooms of the bureau. It is obvious that—other 
things being equal—a clerk who works more quickly is a more desirable 
employee than another who is slower. But the main problem is the 
quality of the performance. Only the experienced senior clerks are in a 
position to appreciate duly the achievements of their aides. Intellectual 
work cannot be measured and valued by mechanical devices.

Let us finally consider an instance in which neither problems of 
“higher” politics nor those of the correct application of the law are in-
volved. A bureau is in charge of buying all the supplies needed for the 
technical conduct of office work. This is a comparatively simple job. 
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But it is by no means a mechanical job. The best clerk is not he who 
fills out the greatest number of orders in an hour. The most satisfactory 
performance is to buy the most appropriate materials at the cheapest 
price.

It is therefore, as far as the management of government is concerned, 
not correct to assert that time study, motion study, and other tools of 
scientific management “show with reasonable accuracy how much time 
and effort are required for each of the available methods” and that they 
therefore “can show which of the possible methods and procedures 
require the least time and effort.” 2 All such things are quite useless 
because they cannot be coordinated to the quality of the work done. 
Speed alone is not a measure of intellectual work. You cannot “mea-
sure” a doctor according to the time he employs in examining one case. 
And you cannot “measure” a judge according to the time he needs to 
adjudicate one case.

If a businessman manufactures some article destined for export 
into foreign countries, he is eager to reduce the man-hours spent for 
the production of the various parts of the commodity in question. But 
the license required for shipping this commodity abroad is not a part 
of the commodity. The government in issuing a license does not con-
tribute anything to the production, the marketing, and the shipping of 
this commodity. Its bureau is not a workshop turning out one of the 
parts needed for the finishing of the product. What the government 
aims at in making exports depend on the grant of a license is restraint 
of export trade. It wants to reduce the total volume of exports or the 
volume exported by undesirable exporters or sold to undesirable buyers. 
The issuance of licenses is not the objective but a technical device for 
its attainment. From the point of view of the government the licenses 
refused or not even applied for are more important than those granted. 
It would therefore not be to the purpose to take “the total man-hours 
spent per license” as the standard of the bureau’s performance. It would 
be unsuitable to perform “the operation of processing the licenses . . .  
on an assembly line basis.” 3

There are other differences. If in the course of a manufacturing pro-
cess a piece gets spoiled or lost, the result is a precisely limited increase 
in production costs. But if a license application is lost in the bureau, 

2. J. M. Juran, Bureaucracy, a Challenge to Better Management (New York, 1944), p. 75.
3. Juran, loc. cit., pp. 34, 76.
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serious damage may be inflicted upon a citizen. The law may prevent 
the individual harmed from suing the bureau for indemnification. But 
the political and moral liability of the government to deal with these 
applications in a very careful way remains nonetheless.

The conduct of government affairs is as different from the indus-
trial processes as is prosecuting, convicting, and sentencing a murderer 
from the growing of corn or the manufacturing of shoes. Government 
efficiency and industrial efficiency are entirely different things. A fac-
tory’s management cannot be improved by taking a police department 
for its model, and a tax collector’s office cannot become more efficient 
by adopting the methods of a motor-car plant. Lenin was mistaken in 
holding up the government’s bureaus as a pattern for industry.* But 
those who want to make the management of the bureaus equal to that 
of the factories are no less mistaken.

There are many things about government administration which need 
to be reformed. Of course, all human institutions must again and again 
be adjusted anew to the change of conditions. But no reform could 
transform a public office into a sort of private enterprise. A government 
is not a profit-seeking enterprise. The conduct of its affairs cannot be 
checked by profit-and-loss statements. Its achievement cannot be valued 
in terms of money. This is fundamental for any treatment of the prob-
lems of bureaucracy.

5. Bureaucratic Personnel Management

A bureaucrat differs from a nonbureaucrat precisely because he is work-
ing in a field in which it is impossible to appraise the result of a man’s 
effort in terms of money. The nation spends money for the upkeep of 
the bureaus, for the payment of salaries and wages, and for the pur-
chase of all the equipment and materials needed. But what it gets for 
the expenditure, the service rendered, cannot be appraised in terms 
of money, however important and valuable this “output” may be. Its 
appraisal depends on the discretion of the government.

It is true that the appraisal of the various commodities sold and bought 
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* [Editor’s note: Mises frequently cited Lenin’s plan “to organize the whole national economy 
like the postal system,” as he did in the Preface to the 1962 paperback edition (p. xvi of this 
book). See Lenin’s State and Revolution (1917; New York: International Publishers, 1932, pp. 44, 
83, and 84).]
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on the market depends no less on discretion, that is, on the discretion of 
the consumers. But as the consumers are a vast body of different people, 
an anonymous and amorphous aggregation, the judgments they pass 
are congealed into an impersonal phenomenon, the market price, and 
are thus severed from their arbitrary origin. Moreover, they refer to com-
modities and services as such, not to their performers. The seller-buyer 
nexus as well as the employer-employee relation in profit-seeking busi-
ness is purely matter of fact and impersonal. It is a deal from which both 
parties derive an advantage. They mutually contribute to each other’s 
living. But it is different with a bureaucratic organization. There the 
nexus between superior and subordinate is personal. The subordinate 
depends on the superior’s judgment of his personality, not of his work. 
As long as the office clerk can rely on his chances of getting a job with 
private business, this dependence cannot become so oppressive as to 
mark the clerk’s whole character. But it is different under the present 
trend toward general bureaucratization.

The American scene until a few years ago did not know the bureau-
crat as a particular type of human being. There were always bureaus and 
they were, by necessity, operated in a bureaucratic way. But there was 
no numerous class of men who considered work in the public offices 
their exclusive calling. There was a continuous change of personnel 
between government jobs and private jobs. Under civil-service provi-
sions public service became a regular career. Appointments were based 
on examinations and no longer depended on the political affiliation of 
the applicants. Many remained in public bureaus for life. But they re-
tained their personal independence because they could always consider 
a return to private jobs.

It was different in continental Europe. There the bureaucrats have 
long formed an integrated group. Only for a few eminent men was a 
return to nonofficial life practically open. The majority were tied up 
with the bureaus for life. They developed a character peculiar to their 
permanent removal from the world of profit-seeking business. Their in-
tellectual horizon was the hierarchy and its rules and regulations. Their 
fate was to depend entirely on the favor of their superiors. They were 
subject to their sway not only when on duty. It was understood that 
their private activities also—and even those of their wives—had to be ap-
propriate to the dignity of their position and to a special—unwritten—
code of conduct becoming to a Staatsbeamter or fonctionnaire. It was 
expected that they would endorse the political viewpoint of the cabinet 
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ministers who happened at the time to be in office. At any rate their 
freedom to support a party of opposition was sensibly curtailed.

The emergence of a large class of such men dependent on the gov-
ernment became a serious menace to the maintenance of constitutional 
institutions. Attempts were made to protect the individual clerk against 
arbitrariness on the part of his superiors. But the only result achieved 
was that discipline was relaxed and that looseness in the performance 
of the duties spread more and more.

America is a novice in the field of bureaucracy. It has much less 
experience in this matter than the classical countries of bureaucracy, 
France, Germany, Austria, and Russia, acquired. In the United States 
there still prevails a leaning toward an overvaluation of the usefulness 
of civil-service regulations. Such regulations require that the applicants 
be a certain age, graduate from certain schools, and pass certain ex-
aminations. For promotion to higher ranks and higher salary a certain 
number of years spent in the lower ranks and the passing of further 
examinations are required. It is obvious that all such requirements refer 
to things more or less superficial. There is no need to point out that 
school attendance, examinations, and years spent in the lower positions 
do not necessarily qualify a man for a higher job. This machinery for 
selection sometimes bars the most competent men from a job and does 
not always prevent the appointment of an utter incompetent. But the 
worst effect produced is that the main concern of the clerks is to comply 
with these and other formalities. They forget that their job is to perform 
an assigned duty as well as possible.

In a properly arranged civil-service system the promotion to higher 
ranks depends primarily on seniority. The heads of the bureaus are for 
the most part old men who know that after a few years they will be 
retired. Having spent the greater part of their lives in subordinate posi-
tions, they have lost vigor and initiative. They shun innovations and 
improvements. They look on every project for reform as a disturbance of 
their quiet. Their rigid conservatism frustrates all endeavors of a cabinet 
minister to adjust the service to changed conditions. They look down 
upon the cabinet minister as an inexperienced layman. In all countries 
with a settled bureaucracy people used to say: The cabinets come and 
go, but the bureaus remain.

It would be a mistake to ascribe the frustration of European bureau-
cratism to intellectual and moral deficiencies of the personnel. In all 
these countries there were many good families whose scions chose the 
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bureaucratic career because they were honestly intent on serving their 
nation. The ideal of a bright poor boy who wanted to attain a better sta-
tion in life was to join the staff of the administration. Many of the most 
gifted and lofty members of the intelligentsia served in the bureaus. 
The prestige and the social standing of the government clerks surpassed 
by far those of any other class of the population with the exception of 
the army officers and the members of the oldest and wealthiest aristo-
cratic families.

Many civil servants published excellent treatises dealing with the 
problems of administrative law and statistics. Some of them were in 
their leisure hours brilliant writers or musicians. Others entered the 
field of politics and became eminent party leaders. Of course, the bulk 
of the bureaucrats were rather mediocre men. But it cannot be doubted 
that a considerable number of able men were to be found in the ranks 
of the government employees.

The failure of European bureaucracy was certainly not due to inca-
pacities of the personnel. It was an outcome of the unavoidable weak-
ness of any administration of public affairs. The lack of standards which 
could, in an unquestionable way, ascertain success or nonsuccess in 
the performance of an official’s duties creates insoluble problems. It 
kills ambition, destroys initiative and the incentive to do more than the 
minimum required. It makes the bureaucrat look at instructions, not at 
material and real success.
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III

Bureaucratic Management of 
Publicly Owned Enterprises

1. The Impracticability of Government All-round Control

Socialism, that is, full government control of all economic activities, 
is impracticable because a socialist community would lack the indis-
pensable intellectual instrument of economic planning and designing: 
economic calculation. The very idea of central planning by the state is 
self-contradictory. A socialist central board of production management 
will be helpless in the face of the problems to be solved. It will never 
know whether the projects considered are advantageous or whether 
their performance would not bring about a waste of the means avail-
able. Socialism must result in complete chaos.

The recognition of this truth has for many years been prevented by 
the taboos of Marxism. One of Marxism’s main contributions to the 
success of pro-socialist propaganda was to outlaw the study of the eco-
nomic problems of a socialist commonwealth. Such studies were in the 
opinion of Karl Marx and his sect the mark of an illusory “utopianism.” 
“Scientific” socialism, as Marx and Engels called their own brand, must 
not indulge in such useless investigations. The “scientific” socialists 
have to satisfy themselves with the insight that socialism is bound to 
come and that it will transform the earth into a paradise. They must not 
be so preposterous as to ask how the socialist system will work.

One of the most remarkable facts of the intellectual history of the 
nineteenth and early twentieth centuries is that this Marxian Verboten 
was strictly obeyed. The few economists who dared to defy it were dis-
regarded and soon fell into oblivion. Only about twenty-five years ago 
the spell was broken. The impossibility of economic calculation under 
socialism was demonstrated in an irrefutable way.
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Of course, some stubborn Marxians raised objections. They could 
not help admitting that the problem of economic calculation was the 
most serious issue of socialism and that it was a scandal that the social-
ists in eighty years of fanatical propaganda wasted their time on trifles 
without divining in what the main problem consisted. But they assured 
their alarmed partisans that it would be easy to find a satisfactory solu-
tion. Indeed, various socialist professors and writers both in Russia and 
in the Western countries suggested schemes for an economic calcula-
tion under socialism. These schemes proved utterly spurious. It was not 
difficult for the economists to unmask their fallacies and contradictions. 
The socialists failed completely in their desperate attempts to reject the 
demonstration that no economic calculation is feasible in any system 
of socialism.1

It is obvious that a socialist management also would aim at supply-
ing the community with as many and as good commodities as can be 
produced under the existing conditions of the supply of factors of pro-
duction and of technological knowledge. A socialist government too 
would be eager to use the available factors of production for producing 
those goods that, according to its opinion, are most urgently needed, 
and to forego the production of those goods which it considers less ur-
gently needed. But the unfeasibility of economic calculation will make 
it impossible to find out which methods for the production of the goods 
needed are the most economical ones.

The socialist governments of Russia and Germany are operating in a 
world the greater part of which still clings to a market economy. They 
thus are in a position to use for their economic calculation the prices 
established abroad. Only because they can refer to these prices are they 
able to calculate, to keep books, and to make plans. It would be quite 
different if every nation were to adopt socialism. Then there would 
be no more prices for factors of production and economic calculation 
would be impossible.2

1. For a more searching treatment of this primordial problem, see Mises, Socialism: An Economic 
and Sociological Analysis, translated by A. Kahane (New York, 1936; Yale, 1951; Liberty Fund, 
1980), chapter 5, section 3; chapter 6, section 2; and appendix; Mises, Nationalökonomie (Geneva, 
1940), pp. 188– 223, 634– 45. In Mises’s Human Action (1949 and later editions), see Part 3, “Eco-
nomic Calculation.” See also Hayek, Collectivist Economic Planning (London, 1935); Hayek, 
“Socialist Calculation: The Competitive Solution” (Economica VII, 125– 49), reprinted in Indi-
vidualism and Economic Order (London, 1949), 181– 208. [Citations have been updated. Ed.]
2. Mises, Omnipotent Government (New Haven, 1944), pp. 55– 58.
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2. Public Enterprise within a Market Economy

The same is the case with enterprises owned and operated by the gov-
ernment or the municipalities of a country in which the greater part 
of economic activity is under the management of free enterprise. For 
them too economic calculation offers no difficulties.

We do not need to ask whether or not it would be feasible to man-
age such government, state, and municipal enterprises in the same way 
as private enterprise. For it is a fact that as a rule the authorities are 
inclined to deviate from the profit system. They do not want to operate 
their enterprises from the viewpoint of the attainment of the greatest 
possible profit. They consider the accomplishment of other tasks more 
important. They are ready to renounce profit or at least a part of profit 
or even to take a loss for the achievement of other ends.

Whatever these other goals aimed at may be, the result of such a pol-
icy always amounts to subsidizing some people to the burden of others. 
If a government-owned enterprise operates at a loss or with a part only 
of the profit which it could attain if it were conducted solely according 
to the profit motive, the falling off affects the budget and thereby the 
taxpayers. If, for instance, a city-owned transportation system charges 
the customers so low a fare that the costs of the operation cannot be 
covered, the taxpayers are virtually subsidizing those riding the trains.

But we need not, in a book dealing with the problems of bureaucracy, 
bother about these financial aspects. From our point of view another 
outcome is to be considered.

As soon as an undertaking is no longer operated under the profit 
motive, other principles must be adopted for the conduct of its affairs. 
The city authorities cannot simply instruct the manager: Do not bother 
about a profit. They must give him more definite and precise orders. 
What kind of orders could these be?

The champions of nationalized and municipalized enterprise are 
prone to answer this question in a rather naive manner: The public 
enterprise’s duty is to render useful services to the community. But the 
problem is not so simple as this. Every undertaking’s sole task is to ren-
der useful services. But what does this term mean? Who is, in the case 
of public enterprise, to decide whether a service is useful? And much 
more important: How do we find out whether the services rendered are 
not too heavily paid for, i.e., whether the factors of production absorbed 
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by their performance are not withdrawn from other lines of utilization 
in which they could render more valuable services?

With private profit-seeking enterprise this problem is solved by the 
attitudes of the public. The proof of the usefulness of the services ren-
dered is that a sufficient number of citizens is ready to pay the price 
asked for them. There cannot be any doubt about the fact that the cus-
tomers consider the services rendered by the bakeries useful. They are 
ready to pay the price asked for bread. Under this price the production 
of bread tends to expand until saturation is reached, that is, until a 
further expansion would withdraw factors of production from branches 
of industry for whose products the demand of the consumers is more 
intense. In taking the profit motive as a guide, free enterprise adjusts 
its activities to the desires of the public. The profit motive pushes every 
entrepreneur to accomplish those services that the consumers deem the 
most urgent. The price structure of the market tells them how free they 
are to invest in every branch of production.

But if a public enterprise is to be operated without regard to profits, 
the behavior of the public no longer provides a criterion of its useful-
ness. If the government or the municipal authorities are resolved to go 
on notwithstanding the fact that the operation costs are not made up 
by the payments received from the customers, where may a criterion be 
found of the usefulness of the services rendered? How can we find out 
whether the deficit is not too big with regard to these services? And how 
discover whether the deficit could not be reduced without impairing 
the value of the services?

A private business is doomed if its operation brings losses only and 
no way can be found to remedy this situation. Its unprofitability is the 
proof of the fact that the consumers disallow it. There is, with private 
enterprise, no means of defying this verdict of the public and of keeping 
on. The manager of a plant involving a loss may explain and excuse the 
failure. But such apologies are of no avail; they cannot prevent the final 
abandonment of the unsuccessful project.

It is different with a public enterprise. Here the appearance of a deficit 
is not considered a proof of failure. The manager is not responsible for it. 
It is the aim of his boss, the government, to sell at such a low price that 
a loss becomes unavoidable. But if the government were to limit its in-
terference with the fixing of the sales prices and to leave everything else 
to the manager, it would give him full power to draw on the treasury’s 
funds.
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It is important to realize that our problem has nothing at all to do 
with the necessity of preventing the manager from the criminal abuse 
of his power. We assume that the government or the municipality has 
appointed an honest and efficient manager and that the moral climate of 
the country or city and the organization of the undertaking concerned 
offer a satisfactory protection against any felonious misprision. Our 
problem is quite different. It stems from the fact that every service can 
be improved by increasing expenditures. However excellent a govern-
ment hospital, subway system, or waterworks may be, the manager always 
knows how he could improve the service provided the funds required 
are available. In no field of human wants can full satisfaction be reached 
in such a way that no further improvement is possible. The specialists 
are intent upon improving the satisfaction of needs only in their special 
branches of activity. They do not and cannot bother about the check 
which an expansion of the plant entrusted to them would impose upon 
other classes of need-satisfaction. It is not the task of the hospital director 
to renounce some improvement of the municipal hospital lest it impede 
the improvement of the subway system or vice versa. It is precisely the 
efficient and honest manager who will try to make the services of his 
outfit as good as possible. But as he is not restrained by any considerations 
of financial success, the costs involved would place a heavy burden on 
the public funds. He would become a sort of irresponsible spender of the 
taxpayers’ money. As this is out of the question, the government must 
give attention to many details of the management. It must define in a 
precise way the quality and the quantity of the services to be rendered 
and the commodities to be sold; it must issue detailed instructions con-
cerning the methods to be applied in the purchase of material factors of 
production and in hiring and rewarding labor. As the account of profit or 
loss is not to be considered the criterion of the management’s success or 
failure, the only means to make the manager responsible to the boss, the 
treasury, is to limit his discretion by rules and regulations. If he believes 
that it is expedient to spend more than these instructions allow, he must 
make an application for a special allotment of money. In this case the 
decision rests with his boss, the government, or the municipality. At any 
rate the manager is not a business executive but a bureaucrat, that is, 
an officer bound to abide by various instructions. The criterion of good 
management is not the approval of the customers resulting in an excess 
of revenue over costs but the strict obedience to a set of bureaucratic 
rules. The supreme rule of management is subservience to such rules.
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Of course, the government or the town council will be eager to draft 
these rules and regulations in such a way that the services rendered be-
come as useful as they want them to be and the deficit not higher than 
they want to have it. But this does not remove the bureaucratic charac-
ter of the conduct of affairs. The management is under the necessity of 
abiding by a code of instructions; this alone matters. The manager is 
not answerable if his actions are correct from the point of view of this 
code. His main task cannot be efficiency as such, but efficiency within 
the limits of subservience to the regulations. His position is not that of 
an executive in a profit-seeking enterprise but that of a civil servant, for 
instance, the head of a police department.

The only alternative to profit-seeking business is bureaucratic man-
agement. It would be utterly impracticable to delegate to any individual 
or group of individuals the power to draw freely on public funds. It is 
necessary to curb the power of the managers of nationalized or munici-
palized systems by bureaucratic makeshifts if they are not to be made 
irresponsible spenders of public money and if their management is not 
to disorganize the whole budget.
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IV

Bureaucratic Management of 
Private Enterprises

1. How Government Interference and the Impairment 
of the Profit Motive Drive Business toward 
Bureaucratization

No private enterprise will ever fall prey to bureaucratic methods of 
management if it is operated with the sole aim of making profit. It has 
already been pointed out that under the profit motive every industrial 
aggregate, no matter how big it may be, is in a position to organize its 
whole business and each part of it in such a way that the spirit of capital-
ist acquisitiveness permeates it from top to bottom.

But ours is an age of a general attack on the profit motive. Public 
opinion condemns it as highly immoral and extremely detrimental to 
the commonweal. Political parties and governments are anxious to re-
move it and to put in its place what they call the “service” point of view 
and what is in fact bureaucratic management.

We do not need to deal in detail with what the Nazis have achieved 
in this regard. The Nazis have succeeded in entirely eliminating the 
profit motive from the conduct of business. In Nazi Germany there 
is no longer any question of free enterprise. There are no more entre-
preneurs. The former entrepreneurs have been reduced to the status 
of Betriebsführer (shop manager). They are not free in their operation; 
they are bound to obey unconditionally the orders issued by the Central 
Board of Production Management, the Reichswirtschaftsministerium, 
and its subordinate district and branch offices. The government not only 
determines the prices and interest rates to be paid and to be asked, the 
height of wages and salaries, the amount to be produced and the meth-
ods to be applied in production; it allots a definite income to every shop 
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manager, thus virtually transforming him into a salaried civil servant. 
This system has, but for the use of some terms, nothing in common 
with capitalism and a market economy. It is simply socialism of the Ger-
man pattern, Zwangswirtschaft. It differs from the Russian pattern of 
socialism, the system of outright nationalization of all plants, only in 
technical matters. And it is, of course, like the Russian system, a mode 
of social organization that is purely authoritarian.

In the rest of the world things have not gone as far as that. In the 
Anglo-Saxon countries there is still private enterprise. But the general 
tendency of our time is to let the government interfere with private 
business. And this interference in many instances forces bureaucratic 
management upon the private enterprise.

2. Interference with the Height of Profit

The government may apply various methods in order to restrict the 
profits which an enterprise is free to earn. The most frequent meth-
ods are:

1. The profits that a special class of undertakings is free to make are 
limited. A surplus is either to be handed over to the authority (for 
instance, the city) or to be distributed as a bonus to the employ-
ees or it must be eliminated by a reduction of the rates or prices 
charged to the customers.

2. The authority is free to determine the prices or rates that the enter-
prise is entitled to charge for the commodities sold or the services 
rendered. It uses this power for the prevention of what it calls ex-
cessive profits.

3. The enterprise is not free to charge more for commodities sold and 
services rendered than its actual costs plus an additional amount 
determined by the authority either as a percentage of the costs or 
as a fixed fee.

4. The enterprise is free to earn as much as market conditions allow; 
but taxes absorb all profit or the greater part of it above a certain 
amount.

What is common to all these instances is the fact that the enterprise 
is no longer interested in increasing its profits. It loses the incentive to 
lower costs and to do its job as efficiently and as cheaply as possible. But 
on the other hand all the checks on improvements in the procedures 
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and on attempts to reduce costs remain. The risks connected with the 
adoption of new cost-saving devices fall upon the entrepreneur. The 
disagreements involved in resisting the demand of the employees for 
higher wages and salaries are left to him.

Public opinion, biased by the spurious fables of the socialists, is rash 
in blaming the entrepreneurs. It is, we are told, their immorality that 
results in the lowering of efficiency. If they were as conscientious and 
devoted to the promotion of public welfare as the unselfish civil servants 
are, they would unswervingly aim to the best of their abilities at an 
improvement in service although their selfish profit interests are not in-
volved. It is their mean greed that jeopardizes the working of enterprises 
under limited profit chances. Why should a man not do his best even 
if he may not expect any personal advantage from the most beneficial 
performance of his duties?

Nothing could be more nonsensical than to hold the bureaucrat up 
in this way as a model for the entrepreneur. The bureaucrat is not free 
to aim at improvement. He is bound to obey rules and regulations estab-
lished by a superior body. He has no right to embark upon innovations 
if his superiors do not approve of them. His duty and his virtue is to be 
obedient.

Let us take as an example the conditions of army life. Armies are 
certainly the most ideal and perfect bureaucratic organizations. In most 
countries they are commanded by officers who are sincerely dedicated 
to one goal only: to make their own nation’s armed forces as efficient as 
possible. Nevertheless the conduct of military affairs is characterized by 
a stubborn hostility to every attempt toward improvement. It has been 
said that the general staffs are always preparing for the last war, never for 
the future war. Every new idea always meets with adamant opposition 
on the part of those in charge of the management. The champions of 
progress have had most unpleasant experiences. There is no need to 
insist upon these facts; they are familiar to everybody.

The reason for this unsatisfactory state of affairs is obvious. Progress 
of any kind is always at variance with the old and established ideas and 
therefore with the codes inspired by them. Every step of progress is a 
change involving heavy risks. Only a few men, endowed with excep-
tional and rare abilities, have the gift of planning new things and of 
recognizing their blessings. Under capitalism the innovator is free to 
embark upon an attempt to realize his plans in spite of the unwillingness 
of the majority to acknowledge their merits. It is enough if he succeeds 
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in persuading some reasonable men to lend him funds to start with. 
Under a bureaucratic system it is necessary to convince those at the top, 
as a rule old men accustomed to doing things in prescribed ways, and no 
longer open to new ideas. No progress and no reforms can be expected 
in a state of affairs where the first step is to obtain the consent of the 
old men. The pioneers of new methods are considered rebels and are 
treated as such. For a bureaucratic mind, law abidance, i.e., clinging to 
the customary and antiquated, is the first of all virtues.

To say to the entrepreneur of an enterprise with limited profit 
chances, “Behave as the conscientious bureaucrats do,” is tantamount 
to telling him to shun any reform. Nobody can be at the same time a 
correct bureaucrat and an innovator. Progress is precisely that which the 
rules and regulations did not foresee; it is necessarily outside the field of 
bureaucratic activities.

The virtue of the profit system is that it puts on improvements a 
premium high enough to act as an incentive to take high risks. If this 
premium is removed or seriously curtailed, there cannot be any ques-
tion of progress.

Big business spends considerable sums on research because it is eager 
to profit from new methods of production. Every entrepreneur is always 
on the search for improvement; he wants to profit either from lowering 
costs or from perfecting his products. The public sees only the success-
ful innovation. It does not realize how many enterprises failed because 
they erred in adopting new procedures.

It is vain to ask an entrepreneur to embark, in spite of the absence of 
a profit incentive, on all the improvements which he would have put 
to work if the expected profit were to enrich him. The free enterpriser 
makes his decision on close and careful examination of all the pros and 
cons and on a weighing of the chances of success and failure. He bal-
ances possible gain against possible loss. Either loss or gain will occur 
in his own fortune. This is essential. Balancing the risk of losing one’s 
own money against the government’s or other people’s chance for profit 
means viewing the matter from a quite different angle.

But there is also something much more important. A faulty innovation 
must not only impair the capital invested, it must no less reduce future 
profits. The greater part of these profits would have flowed, if earned, 
into the treasury. Now, their falling off affects the government’s revenue. 
The government will not permit the enterpriser to risk what it considers 
to be its own revenue. It will think that it is not justified in leaving the 
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enterpriser the right to expose to loss what is virtually the government’s 
money. It will restrict the entrepreneur’s freedom to manage his “own” 
affairs, which practically are no longer his own but the government’s.

We are already at the beginning of such policies. In the case of cost-
plus contracts the government tries to satisfy itself not only as to whether 
the costs claimed by the contractor were actually incurred, but no less 
whether they are allowable under the terms of the contract. It takes 
every reduction in costs incurred for granted, but it does not acknowl-
edge expenditures which, in the opinion of its employees, the bureau-
crats, are not necessary. The resulting situation is this: The contractor 
spends some money with the intention of reducing costs of production. 
If he succeeds, the result is—under the cost plus a percentage of cost 
method—that his profit is curtailed. If he does not succeed, the govern-
ment does not reimburse the outlays in question and he loses too. Every 
attempt to change anything in the traditional routine of production has 
to turn out badly for him. The only way to avoid being penalized is for 
him not to change anything.

In the field of taxation the limitations placed on salaries are the start-
ing point of a new development. They affect, at present, only the higher 
salaries. But they will hardly stop here. Once the principle is accepted, 
that the Bureau of Internal Revenue has the right to declare whether 
certain costs, deductions, or losses are justified or not, the powers of the 
enterpriser will also be restricted with regard to other items of costs. 
Then the management will be under the necessity of assuring itself, 
before it embarks upon any change, whether the tax authorities approve 
of the required expenditure. The Collectors of Internal Revenue will 
become the supreme authorities in matters of manufacturing.

3. Interference with the Choice of Personnel

Every kind of government meddling with the business of private enter-
prise results in the same disastrous consequences. It paralyzes initiative 
and breeds bureaucratism. We cannot investigate all the methods ap-
plied. It will be enough to consider one especially obnoxious instance.

Even in the nineteenth century, in the prime of European liberalism, 
private enterprise was never so free as it once was in this country. In 
continental Europe every enterprise and particularly every corporation 
always depended in many respects on the discretion of government 
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agencies. Bureaus had the power of inflicting serious damage upon 
every firm. In order to avoid such detriments it was necessary for the 
management to live on good terms with those in power.

The most frequent procedure was to yield to the government’s wishes 
concerning the composition of the board of directors. Even in Great 
Britain a board of directors which did not include several peers was 
considered not quite respectable. In continental Europe and especially 
in Eastern and Southern Europe the boards were full of former cabinet 
ministers and generals, of politicians and of cousins, brothers-in-law, 
schoolmates, and other friends of such dignitaries. With these directors 
no commercial ability or business experience was required.

The presence of such ignoramuses on the board of directors was by 
and large innocuous. All they did was to collect their fees and share in 
the profits. But there were other relatives and friends of those in power 
who were not eligible for directorships. For them there were salaried 
positions on the staff. These men were much more a liability than an 
asset.

With the increasing government interference with business it became 
necessary to appoint executives whose main duty it was to smooth away 
difficulties with the authorities. First it was only one vice-president in 
charge of “affairs referring to government administration.” Later the 
main requirement for the president and for all vice-presidents was to be 
in good standing with the government and the political parties. Finally 
no corporation could afford the “luxury” of an executive unpopular 
with the administration, the labor unions, and the great political par-
ties. Former government officials, assistant secretaries, and councilors 
of the various ministries were considered the most appropriate choice 
for executive positions.

Such executives did not care a whit for the company’s prosperity. They 
were accustomed to bureaucratic management and they accordingly 
altered the conduct of the corporation’s business. Why bother about 
bringing out better and cheaper products if one can rely on support 
on the part of the government? For them government contracts, more 
effective tariff protection, and other government favors were the main 
concern. And they paid for such privileges by contributions to party 
funds and government propaganda funds and by appointing people 
sympathetic to the authorities.

It is long since the staffs of the big German corporations were se-
lected from the viewpoint of commercial and technological ability. Ex-
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members of smart and politically reliable students’ clubs often had a 
better chance of employment and advancement than efficient experts.

American conditions are very different. As in every sphere of bu-
reaucracy, America is “backward” in the field of bureaucratization of 
private enterprise also. It is an open question whether Secretary Ickes* 
was right in saying: “Every big business is a bureaucracy.”1 But if the 
Secretary of the Interior is right, or as far as he is right, this is not an 
outcome of the evolution of private business but of the growing govern-
ment interference with business.

4. Unlimited Dependence on the Discretion of 
Government Bureaus

Every American businessman who has had the opportunity to become 
acquainted with economic conditions in Southern and Eastern Europe 
condenses his observations into two points: The entrepreneurs of these 
countries do not bother about production efficiency, and the govern-
ments are in the hands of corrupt cliques. This characterization is by 
and large correct. But it fails to mention that both industrial inefficiency 
and corruption are the consequences of methods of government inter-
ference with business as applied in these countries.

Under this system the government has unlimited power to ruin every 
enterprise or to lavish favors upon it. The success or failure of every 
business depends entirely upon the free discretion of those in office. If 
the businessman does not happen to be a citizen of a powerful foreign 
nation whose diplomatic and consular agents grant him protection, he 
is at the mercy of the administration and the ruling party. They can 
take away all his property and imprison him. On the other hand, they 
can make him rich.

The government determines the height of tariffs and freight rates. It 
grants or denies import and export licenses. Every citizen or resident is 
bound to sell all his proceeds in foreign exchange to the government at 
a price fixed by the government. On the other hand, the government 
is the only seller of foreign exchange; it is free to refuse ad libitum ap-
plications for foreign exchange. In Europe where almost every kind of 

dependence on the discretion of bureaus  �  59

1. The New York Times Magazine, January 16, 1944, p. 9.
* [Editor’s note: Harold L. Ickes, U.S. secretary of the interior from 1933 to 1946.]

L3970.indb   59L3970.indb   59 12/22/06   11:43:11 AM12/22/06   11:43:11 AM



60  �  management of private enterprises

production depends upon the importation of equipment, machinery, 
raw materials, and half-finished goods from abroad, such a refusal is 
tantamount to a closing of the factory. The final determination of taxes 
due is practically left to the unlimited discretion of the authorities. The 
government can use any pretext for the seizure of any plant or shop. 
Parliament is a puppet in the hands of the rulers; the courts are packed.

In such an environment the entrepreneur must resort to two means: 
diplomacy and bribery. He must use these methods not only with regard 
to the ruling party, but no less with regard to the outlawed and perse-
cuted opposition groups which one day may seize the reins. It is a dan-
gerous kind of double-dealing; only men devoid of fear and inhibitions 
can last in this rotten milieu. Businessmen who have grown up under 
the conditions of a more liberal age have to leave and are replaced by 
adventurers. West European and American entrepreneurs, used to an 
environment of legality and correctness, are lost unless they secure the 
services of native agents.

This system, of course, does not offer much incentive for technologi-
cal improvement. The entrepreneur considers additional investment 
only if he can buy the machinery on credit from a foreign firm. Being 
a debtor of a corporation of one of the Western countries is deemed 
an advantage because one expects that the diplomats concerned will 
interfere for the protection of the creditor and thus help the debtor too. 
New branches of production are inaugurated only if the government 
grants such a premium that huge profits are to be hoped for.

It would be a mistake to place the blame for this corruption on the 
system of government interference with business and bureaucratism as 
such. It is bureaucratism degenerated into racketeering in the hands of 
depraved politicians. Yet we must realize that these countries would 
have avoided the evil if they had not abandoned the system of free en-
terprise. Economic postwar reconstruction must start in these countries 
with a radical change in their policies.
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V

The Social and Political Implications 
of Bureaucratization

1. The Philosophy of Bureaucratism

The antagonism which the people had to encounter in earlier struggles 
for freedom was simple and could be understood by everybody. There 
were on the one side the tyrants and their supporters; there were on the 
other side the advocates of popular government. The political conflicts 
were struggles of various groups for supremacy. The question was: Who 
should rule? We or they? The few or the many? The despot or the aris-
tocracy or the people?

Today the fashionable philosophy of Statolatry has obfuscated the 
issue. The political conflicts are no longer seen as struggles between 
groups of men. They are considered a war between two principles, the 
good and the bad. The good is embodied in the great god State, the ma-
terialization of the eternal idea of morality, and the bad in the “rugged 
individualism” of selfish men.1 In this antagonism the State is always 
right and the individual always wrong. The State is the representative 
of the commonweal, of justice, civilization, and superior wisdom. The 
individual is a poor wretch, a vicious fool.

When a German says “der Staat” or when a Marxian says “society,” 
they are overwhelmed by reverential awe. How can a man be so entirely 
corrupt as to rise in rebellion against this Supreme Being?

Louis XIV was very frank and sincere when he said: I am the State. 
The modern etatist is modest. He says: I am the servant of the State; 
but, he implies, the State is God. You could revolt against a Bourbon 
king, and the French did it. This was, of course, a struggle of man 

1. Such is the political interpretation of the issue. For the current economic interpretation see 
below pp. 96–97.

L3970.indb   61L3970.indb   61 12/22/06   11:43:12 AM12/22/06   11:43:12 AM



62  �  the social and political implications of bureaucratization

against man. But you cannot revolt against the god State and against his 
humble handyman, the bureaucrat.

Let us not question the sincerity of the well-intentioned officeholder. 
He is fully imbued with the idea that it is his sacred duty to fight for his 
idol against the selfishness of the populace. He is, in his opinion, the 
champion of the eternal divine law. He does not feel himself morally 
bound by the human laws which the defenders of individualism have 
written into the statutes. Men cannot alter the genuine laws of god, the 
State. The individual citizen, in violating one of the laws of his country, 
is a criminal deserving punishment. He has acted for his own selfish 
advantage. But it is quite a different thing if an officeholder evades the 
duly promulgated laws of the nation for the benefit of the “State.” In 
the opinion of “reactionary” courts he may be technically guilty of a 
contravention. But in a higher moral sense he was right. He has broken 
human laws lest he violate a divine law.

This is the essence of the philosophy of bureaucratism. The written 
laws are, in the eyes of the officials, barriers erected for the protection 
of scoundrels against the fair claims of society. Why should a criminal 
evade punishment only because the “State” in prosecuting him has 
violated some frivolous formalities? Why should a man pay lower taxes 
only because there is a loophole left in the tax law? Why should lawyers 
make a living advising people how to profit from the imperfections of 
the written law? What is the use of all these restrictions imposed by the 
written law upon the government official’s honest endeavors to make 
the people happy? If only there were no constitutions, bills of rights, 
laws, parliaments, and courts! No newspapers and no attorneys! How 
fine the world would be if the “State” were free to cure all ills!

It is one step only from such a mentality to the perfect totalitarianism 
of Stalin and Hitler.

The answer to be given to these bureaucratic radicals is obvious. The 
citizen may reply: You may be excellent and lofty men, much better 
than we other citizens are. We do not question your competence and 
your intelligence. But you are not the vicars of a god called “the State.” 
You are servants of the law, the duly passed laws of our nation. It is 
not your business to criticize the law, still less to violate it. In violating 
the law you are perhaps worse than a good many of the racketeers, no 
matter how good your intentions may be. For you are appointed, sworn, 
and paid to enforce the law, not to break it. The worst law is better than 
bureaucratic tyranny.
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The main difference between a policeman and a kidnapper and 
between a tax collector and a robber is that the policeman and the tax 
collector obey and enforce the law, while the kidnapper and robber vio-
late it. Remove the law, and society will be destroyed by anarchy. The 
State is the only institution entitled to apply coercion and compulsion 
and to inflict harm upon individuals. This tremendous power cannot 
be abandoned to the discretion of some men, however competent and 
clever they may deem themselves. It is necessary to restrict its applica-
tion. This is the task of the laws.

The officeholders and the bureaucrats are not the State. They are 
men selected for the application of the laws. One may call such opin-
ions orthodox and doctrinaire. They are indeed the expression of old 
wisdom. But the alternative to the rule of law is the rule of despots.

2. Bureaucratic Complacency

The officeholder’s task is to serve the public. His office has been estab-
lished—directly or indirectly—by a legislative act and by the allocation 
of the means necessary for its support in the budget. He executes the 
laws of his country. In performing his duties he shows himself a use-
ful member of the community, even if the laws which he has to put 
into practice are detrimental to the commonweal. For it is not he who 
is responsible for their inadequacy. The sovereign people is to blame, 
not the faithful executor of the people’s will. As the distillers are not 
responsible for people getting drunk, so the government’s clerks are not 
responsible for the undesirable consequences of unwise laws.

On the other hand, it is not the merit of the bureaucrats that many 
benefits are derived from their actions. That the police department’s 
work is so efficient that the citizens are fairly well protected against mur-
der, robbery, and theft does not oblige the rest of the people to be more 
grateful to the police officers than to any other fellow citizens render-
ing useful services. The police officer and the fireman have no better 
claim to the public’s gratitude than the doctors, the railroad engineers, 
the welders, the sailors, or the manufacturers of any useful commodity. 
The traffic cop has no more cause for conceit than the manufacturer of 
traffic lights. It is not his merit that his superiors assigned him to a duty 
in which he daily and hourly prevents accidental killing and thus saves 
many people’s lives.
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It is true that society could not do without the services rendered by 
patrolmen, tax collectors, and clerks of the courts. But it is no less true 
that everyone would suffer great damage if there were no scavengers, 
chimney sweepers, dishwashers, and bug exterminators. Within the 
framework of social cooperation every citizen depends on the services 
rendered by all his fellow citizens. The great surgeon and the eminent 
musician would never have been able to concentrate all their efforts 
upon surgery and music if the division of labor had not freed them 
from the necessity of taking care of many trifles the performance of 
which would have prevented them from becoming perfect specialists. 
The ambassador and the lighthouse keeper have no better claim to the 
epithet pillar of society than the Pullman porter and the charwoman. 
For, under the division of labor, the structure of society rests on the 
shoulders of all men and women.

There are, of course, men and women serving in an altruistic and 
entirely detached way. Mankind would never have reached the present 
state of civilization without heroism and self-sacrifice on the part of an 
elite. Every step forward on the way toward an improvement of moral 
conditions has been an achievement of men who were ready to sacrifice 
their own well-being, their health, and their lives for the sake of a 
cause that they considered just and beneficial. They did what they con-
sidered their duty without bothering whether they themselves would 
not be victimized. These people did not work for the sake of reward, 
they served their cause unto death.

It was a purposeful confusion on the part of the German metaphysi-
cians of statolatry that they clothed all men in the government service 
with the gloriole of such altruistic self-sacrifice. From the writings of 
the German etatists the civil servant emerges as a saintly being, a sort 
of monk who forsook all earthly pleasures and all personal happiness 
in order to serve, to the best of his abilities, God’s lieutenant, once the 
Hohenzollern king and today the Führer. The Staatsbeamte does not 
work for pay because no salary however large could be considered an 
adequate reward for the invaluable and priceless benefits that society 
derives from his self-denying sacrifice. Society owes him not pay but 
a maintenance adequate to his rank in the official hierarchy. It is a 
misnomer to call this maintenance a salary.2 Only liberals, biased by 
the prejudices and errors of commercialism, use such a wrong term. If 

2. Cf. Laband, Das Staatsrecht des Deutschen Reiches (5th ed. Tübingen, 1911), I, 500.
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the Beamtengehalt (the civil servant’s salary) were a real salary, it would 
be only just and natural to give the holder of the most modest office an 
income higher than that of anybody outside of the official hierarchy. 
Every civil servant is, when on duty, a mandatory of the State’s sover-
eignty and infallibility. His testimony in court counts more than that 
of the layman.

All this was sheer nonsense. In all countries most people joined the 
staff of the government offices because the salary and the pension of-
fered were higher than what they could expect to earn in other occupa-
tions. They did not renounce anything in serving the government. Civil 
service was for them the most profitable job they could find.

The incentive offered by the civil service in Europe consisted not only 
in the level of the salary and the pension; many applicants, and not the 
best ones, were attracted by the ease of the work and by the security. As a 
rule government jobs were less exigent than those in business. Besides, 
the appointments were for life. An employee could be dismissed only 
when a kind of judicial trial had found him guilty of heinous neglect of 
his duties. In Germany, Russia, and France, every year many thousands 
of boys whose life plan was completely fixed entered the lowest grade of 
the system of secondary education. They would take their degrees, they 
would get a job in one of the many departments, they would serve thirty 
or forty years, and then retire with a pension. Life had no surprises and 
no sensations for them, everything was plain and known beforehand.

The difference between the social prestige of government jobs in 
continental Europe and in America may be illustrated by an example. 
In Europe social and political discrimination against a minority group 
took the form of barring such people from access to all government 
jobs, no matter how modest the position and the salary. In Germany, in 
the Austro-Hungarian Empire, and in many other countries all those 
subordinate jobs that did not require special abilities or training—like 
attendants, ushers, heralds, beadles, apparitors, messengers, janitors—
were legally reserved for ex-soldiers who had voluntarily given more 
years of active service in the armed forces than the minimum required 
by the law. These jobs were considered highly valued rewards for non-
commissioned officers. In the eyes of the people, it was a privilege to 
serve as an attendant in a bureau. If in Germany there had been a class 
of the social status of the American Negro, such persons would never 
have ventured to apply for one of these jobs. They would have known 
that such an ambition was extravagant for them.
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3. The Bureaucrat as a Voter

The bureaucrat is not only a government employee. He is, under a 
democratic constitution, at the same time a voter and as such a part 
of the sovereign, his employer. He is in a peculiar position: He is both 
employer and employee. And his pecuniary interest as employee towers 
above his interest as employer, as he gets much more from the public 
funds than he contributes to them.

This double relationship becomes more important as the people on 
the government’s payroll increase. The bureaucrat as voter is more ea-
ger to get a raise than to keep the budget balanced. His main concern 
is to swell the payroll.

The political structure of Germany and France, in the last years 
preceding the fall of their democratic constitutions, was to a very great 
extent influenced by the fact that for a considerable part of the elector-
ate the state was the source of income. There were not only the hosts 
of public employees, and those employed in the nationalized branches 
of business (e.g., railroad, post, telegraph, and telephone), there were 
the receivers of the unemployment dole and of social security benefits, 
as well as the farmers and some other groups which the government 
directly or indirectly subsidized. Their main concern was to get more 
out of the public funds. They did not care for “ideal” issues like liberty, 
justice, the supremacy of the law, and good government. They asked 
for more money, that was all. No candidate for parliament, provincial 
diets, or town councils could risk opposing the appetite of the public 
employees for a raise. The various political parties were eager to outdo 
one another in munificence.

In the nineteenth century the parliaments were intent on restricting 
public expenditures as much as possible. But now thrift became despi-
cable. Boundless spending was considered a wise policy. Both the party 
in power and the opposition strove for popularity by openhandedness. 
To create new offices with new employees was called a “positive” policy, 
and every attempt to prevent squandering public funds was disparaged 
as “negativism.”

Representative democracy cannot subsist if a great part of the voters 
are on the government payroll. If the members of parliament no longer 
consider themselves mandatories of the taxpayers but deputies of those 
receiving salaries, wages, subsidies, doles, and other benefits from the 
treasury, democracy is done for.
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This is one of the antinomies inherent in present-day constitutional 
issues. It has made many people despair of the future of democracy. 
As they became convinced that the trend toward more government 
interference with business, toward more offices with more employees, 
toward more doles and subsidies is inevitable, they could not help losing 
confidence in government by the people.

4. The Bureaucratization of the Mind

The modern trend toward government omnipotence and totalitarianism 
would have been nipped in the bud if its advocates had not succeeded 
in indoctrinating youth with their tenets and in preventing them from 
becoming acquainted with the teachings of economics.

Economics is a theoretical science and as such does not tell man 
what values he should prefer and what ends he should aim at. It does 
not establish ultimate ends. This is not the task of the thinking man but 
that of the acting man. Science is a product of thought, action a product 
of will. In this sense we may say that economics as a science is neutral 
with regard to the ultimate ends of human endeavor.

But it is different with regard to the means to be applied for the attain-
ment of given social ends. There economics is the only reliable guide 
of action. If men are eager to succeed in the pursuit of any social ends, 
they must adjust their conduct to the results of economic thinking.

The outstanding fact of the intellectual history of the last hundred 
years is the struggle against economics. The advocates of government 
omnipotence did not enter into a discussion of the problems involved. 
They called the economists names, they cast suspicion upon their mo-
tives, they ridiculed them and called down curses upon them.

It is, however, not the task of this book to deal with this phenomenon. 
We have to limit ourselves to the description of the role that bureau-
cracy played in this development.

In most countries of the European continent the universities are 
owned and operated by the government. They are subject to the control 
of the Ministry of Education as a police station is subject to the head of 
the police department. The teachers are civil servants like patrolmen 
and customs officers. Nineteenth-century liberalism tried to limit the 
right of the Ministry of Education to interfere with the freedom of uni-
versity professors to teach what they considered true and correct. But as 
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the government appointed the professors, it appointed only trustworthy 
and reliable men, that is, men who shared the government’s viewpoint 
and were ready to disparage economics and to teach the doctrine of 
government omnipotence.

As in all other fields of bureaucratization, nineteenth-century Ger-
many was far ahead of other nations in this matter too. Nothing charac-
terizes the spirit of the German universities better than a passage of an 
oration that the physiologist Emil du Bois-Reymond delivered in 1870 in 
his double capacity as Rector of the University of Berlin and as President 
of the Prussian Academy of Science: “We, the University of Berlin, quar-
tered opposite the King’s palace, are, by the deed of our foundation, the 
intellectual bodyguard of the House of Hohenzollern.” The idea that 
such a royal henchman should profess views contrary to the tenets of the 
government, his employer, was incomprehensible to the Prussian mind. 
To maintain the theory that there are such things as economic laws was 
deemed a kind of rebellion. For if there are economic laws, then govern-
ments cannot be regarded as omnipotent, as their policies could only 
succeed when adjusted to the operation of these laws. Thus the main 
concern of the German professors of the social sciences was to denounce 
the scandalous heresy that there is a regularity in economic phenom-
ena. The teaching of economics was anathematized and wirtschaftliche 
Staatswissenschaften (economic aspects of political science) put in its 
place. The only qualities required in an academic teacher of the social 
sciences were disparagement of the operation of the market system and 
enthusiastic support of government control. Under the Kaiser radical 
Marxians who openly advocated a revolutionary upheaval and the vio-
lent overthrow of the government were not appointed to full-time profes-
sorships; the Weimar Republic virtually abolished this discrimination.

Economics deals with the operation of the whole system of social 
cooperation, with the interplay of all its determinants, and with the 
interdependence of the various branches of production. It cannot be 
broken up into separate fields open to treatment by specialists who ne-
glect the rest. It is simply nonsensical to study money or labor or foreign 
trade with the same kind of specialization which historians apply when 
dividing human history into various compartments. The history of Swe-
den can be treated with almost no reference to the history of Peru. But 
you cannot deal with wage rates without dealing at the same time with 
commodity prices, interest rates, and profits. Every change occurring in 
one of the economic elements affects all other elements. One will never 
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discover what a definite policy or change brings about if one limits his 
investigation to a special segment of the whole system.

It is precisely this interdependence that the government does not 
want to see when it meddles in economic affairs. The government pre-
tends to be endowed with the mystical power to accord favors out of an 
inexhaustible horn of plenty. It is both omniscient and omnipotent. It 
can by a magic wand create happiness and abundance.

The truth is that the government cannot give if it does not take from 
somebody. A subsidy is never paid by the government out of its own 
funds; it is at the expense of the taxpayer that the state grants subsidies. 
Inflation and credit expansion, the preferred methods of present-day 
government openhandedness, do not add anything to the amount of re-
sources available. They make some people more prosperous, but only to 
the extent that they make others poorer. Interference with the market, 
with commodity prices, wage rates, and interest rates as determined by 
demand and supply, may in the short run attain the ends aimed at by 
the government. But in the long run such measures always result in a 
state of affairs which—from the viewpoint of the government—is more 
unsatisfactory than the previous state they were intended to alter.

It is not in the power of the government to make everybody more 
prosperous. It can raise the income of the farmers by forcibly restricting 
domestic agricultural production. But the higher prices of farm products 
are paid by the consumers, not by the state. The counterpart of the farm-
ers’ higher standard of living is the lowering of the standard of living 
of the rest of the nation. The government can protect the small shops 
against the competition of department stores and chain stores. But here 
again the consumers foot the bill. The state can improve the conditions 
of a part of the wage earners by allegedly pro-labor legislation or by giv-
ing a free hand to labor union pressure and compulsion. But if this policy 
does not result in a corresponding rise in the prices of manufactures, 
thereby bringing real wage rates back to the market level, it brings about 
unemployment of a considerable part of those willing to earn wages.

A scrutiny of such policies from the viewpoint of economic theory 
must necessarily show their futility. This is why economics is tabooed 
by the bureaucrats. But the governments encourage the specialists who 
limit their observations to a narrow field without bothering about the 
further consequences of a policy. The labor economist deals only with 
the immediate results of pro-labor policies, the farm economist only with 
the rise of agricultural prices. They both view the problems only from 
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the angle of those pressure groups which are immediately favored by 
the measure in question and disregard its ultimate social consequences. 
They are not economists, but expounders of government activities in a 
particular branch of the administration.

For under government interference with business, the unity of gov-
ernment policies has long since disintegrated into badly coordinated 
parts. Gone are the days when it was still possible to speak of a govern-
ment’s policy. Today in most countries each department follows its own 
course, working against the endeavors of the other departments. The 
department of labor aims at higher wage rates and at lower living costs. 
But the same administration’s department of agriculture aims at higher 
food prices, and the department of commerce tries to raise domestic 
commodity prices by tariffs. One department fights against monopoly, 
but other departments are eager to bring about—by tariffs, patents, and 
other means—the conditions required for the building of monopolistic 
restraint. And each department refers to the expert opinion of those 
specialized in their respective fields.

Thus the students no longer receive an initiation into economics. 
They learn incoherent and disconnected facts about various govern-
ment measures thwarting one another. Their doctor’s theses and their 
graduate research work deal not with economics but with various topics 
of economic history and various instances of government interference 
with business. Such detailed and well-documented statistical studies of 
the conditions of the immediate past (mistakenly often labeled studies 
about “present-day” conditions) are of great value for the future historian. 
They are no less important for the vocational tasks of lawyers and office 
clerks. But they are certainly not a substitute for the lack of instruction 
in economics. It is amazing that Stresemann’s doctoral thesis dealt with 
the conditions of the bottled beer trade in Berlin. Under the conditions 
of the German university curriculum this meant that he devoted a con-
siderable part of his university work to the study of the marketing of beer 
and of the drinking habits of the population. This was the intellectual 
equipment that the glorified German university system gave to a man 
who later acted as the Reich’s chancellor in the most critical years of 
German history.*

After the old professors who had got their chairs in the short flowering 
of German liberalism had died, it became impossible to hear anything 

* [Editor’s note: Gustav Stresemann served as chancellor of Germany in 1923 and as minister 
of foreign affairs 1923– 29.]
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about economics at the universities of the Reich. There were no longer 
any German economists, and the books of foreign economists could not 
be found in the libraries of the university seminars. The social scientists 
did not follow the example of the professors of theology who acquainted 
their students with the tenets and dogmas of other churches and sects 
and with the philosophy of atheism because they were eager to refute 
the creeds they deemed heretical. All that the students of the social 
sciences learned from their teachers was that economics is a spurious 
science and that the so-called economists are, as Marx said, sycophan-
tic apologists of the unfair class interests of bourgeois exploiters, ready 
to sell the people to big business and finance capital.3 The graduates 
left the universities convinced advocates of totalitarianism either of the 
Nazi variety or of the Marxian brand.

Conditions in other countries were similar. The most eminent estab-
lishment of French learning was the École Normale Supérieure in Paris; 
its graduates filled the most important posts in public administration, 
politics, and higher education. This school was dominated by Marxians 
and other supporters of full government control. In Russia the Imperial 
Government did not admit to a university chair anybody suspected of 
the liberal ideas of “Western” economics. But, on the other hand, it 
appointed many Marxians of the “loyal” wing of Marxism, i.e., those 
who kept out of the way of the revolutionary fanatics. Thus the Czars 
themselves contributed to the later triumph of Marxism.

European totalitarianism is an upshot of bureaucracy’s preemi-
nence in the field of education. The universities paved the way for the 
dictators.

Today both in Russia and in Germany the universities are the main 
strongholds of the one-party system. Not only the social sciences, history, 
and philosophy, but all other branches of knowledge, of art, and of litera-
ture are regimented or, as the Nazis say, gleichgeschaltet. Even Sidney 
and Beatrice Webb, naive and uncritical admirers of the Soviets as they 
are, were shocked when they discovered that the Journal for Marxist-
Leninist Natural Sciences stands “for party in mathematics” and “for the 
purity of Marxist-Leninist theory in surgery” and that the Soviet Herald 
of Venereology and Dermatology aims at considering all problems that it 
discusses from the point of view of dialectical materialism.4
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3. Cf. Pohle, Die gegenwärtige Krise der deutschen Volkswirtschaftslehre (2d ed. Leipzig, 1921).
4. Sidney and Beatrice Webb, Soviet Communism: A New Civilization? (New York, 1936), 
II, 1000.
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5. Who Should Be the Master?

Under any system of the division of labor a principle for the coordina-
tion of the activities of the various specialists is needed. The specialist’s 
effort would be aimless and contrary to purpose if he were not to find a 
guide in the supremacy of the public. Of course, production’s only end 
is to serve the consumers.

Under a market society the profit motive is the directing principle. 
Under government control it is regimentation. There is no third pos-
sibility left. To a man not driven by the impulse to make money on the 
market some code must say what to do and how.

One of the most frequent objections raised against the liberal and 
democratic system of capitalism is that it stresses mainly the individual’s 
rights, to the neglect of his duties. People stand on their rights and 
forget their obligations. However, from the social viewpoint the duties 
of the citizens are more important than their rights.

There is no need for us to dwell upon the political and constitutional 
aspect of this antidemocratic critique. The rights of man as codified 
in the various bills of rights are promulgated for the protection of the 
individual against governmental arbitrariness. But for them all people 
would be slaves of despotic rulers.

In the economic sphere the right to acquire and to own property is 
not a privilege. It is the principle that safeguards the best satisfaction of 
the wants of the consumers. He who is eager to earn, to acquire, and to 
hold wealth is under the necessity of serving the consumers. The profit 
motive is the means of making the public supreme. The better a man 
succeeds in supplying the consumers, the greater become his earnings. 
It is to everybody’s advantage that the entrepreneur who produces good 
shoes at the cheapest cost becomes rich; most people would suffer some 
loss if a law were to limit his right to get richer. Such a law would only 
favor his less efficient competitors. It would not lower but raise the price 
of shoes.

Profit is the reward for the best fulfillment of some voluntarily as-
sumed duties. It is the instrument that makes the masses supreme. The 
common man is the customer for whom the captains of industry and 
all their aides are working.

It has been objected that this is not true as far as big business is con-
cerned. The consumer has no other choice than either to patronize the 
business or to forego the satisfaction of a vital need. He is thus forced to 
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submit to any price asked by the entrepreneur. Big business is no longer 
a supplier and purveyor but a master. It is not under the necessity of 
improving and cheapening its service.

Let us consider the case of a railroad connecting two cities not con-
nected by any other rail line. We may even ignore the fact that other 
means of transportation are in competition with the railroad: buses, pas-
senger cars, aeroplanes, and river boats. Under these assumptions it is 
true that whoever wants to travel is forced to patronize the railroad. But 
this does not remove the company’s interest in good and cheap service. 
Not all those who consider traveling are forced to make the journey under 
any conditions. The number of passengers both for pleasure and for busi-
ness depends on the efficiency of the service and on the rates charged. 
Some people will travel in any case. Others will travel only if the quality 
and speed of the service and cheap rates make traveling attractive. It is 
precisely this second group whose patronage means for the company the 
difference between dull or even bad business and profitable business. If 
this is true for a railroad under the extreme assumptions made above, it 
is much more true for any other branch of business.

All specialists, whether businessmen or professional people, are fully 
aware of their dependence on the consumers’ directives. Daily experi-
ence teaches them that, under capitalism, their main task is to serve the 
consumers. Those specialists who lack an understanding of the funda-
mental social problems resent very deeply this “servitude” and want to 
be freed. The revolt of narrow-minded experts is one of the powerful 
forces pushing toward general bureaucratization.

The architect must adjust his blueprints to the wishes of those for 
whom he builds homes; or—in the case of apartment houses—of the 
proprietors who want to own a building that suits the tastes of the pro-
spective tenants and can therefore be easily rented. There is no need 
to find out whether the architect is right in believing that he knows 
better what a fine house should look like than the foolish laymen who 
lack good taste. He may foam with rage when he is forced to debase his 
wonderful projects in order to please his customers. And he yearns for 
an ideal state of affairs in which he could build homes that meet his 
own artistic standards. He longs for a government housing office and 
sees himself in his daydreams at the top of this bureau. Then he will 
construct dwellings according to his own fashion.

This architect would be highly offended if somebody were to call him 
a would-be dictator. My only aim, he could retort, is to make people 
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happy by providing them with finer houses; these people are too igno-
rant to know what would best promote their own well-being; the expert, 
under the auspices of the government, must take care of them; there 
should be a law against ugly buildings. But, let us ask, who is to decide 
which kind of architectural style has to be considered good and which 
bad? Our architect will answer: Of course, I, the expert. He boldly disre-
gards the fact that there is, even among the architects, very considerable 
dissent with regard to styles and artistic values.

We do not want to stress the point that this architect, even under a bu-
reaucratic dictatorship and precisely under such a totalitarianism, will 
not be free to build according to his own ideas. He will have to comply 
with the tastes of his bureaucratic superiors, and they themselves will 
be subject to the whims of the supreme dictator. In Nazi Germany the 
architects are not free either. They have to accommodate themselves to 
the plans of the frustrated artist Hitler.

Still more important is this. There are, in the field of esthetics as in all 
other fields of human endeavor, no absolute criteria of what is beautiful 
and what is not. If a man forces his fellow citizens to submit to his own 
standards of value, he does not make them any happier. They them-
selves alone can decide what makes them happy and what they like. You 
do not increase the happiness of a man eager to attend a performance 
of Abie’s Irish Rose by forcing him to attend a perfect performance of 
Hamlet instead. You may deride his poor taste. But he alone is supreme 
in matters of his own satisfaction.

The dictatorial nutrition expert wants to feed his fellow citizens ac-
cording to his own ideas about perfect alimentation. He wants to deal 
with men as the cattle breeder deals with his cows. He fails to realize that 
nutrition is not an end in itself but the means for the attainment of other 
ends. The farmer does not feed his cow in order to make it happy but 
in order to attain some end which the well-fed cow should serve. There 
are various schemes for feeding cows. Which one of them he chooses 
depends on whether he wants to get as much milk as possible or as much 
meat as possible or something else. Every dictator plans to rear, raise, 
feed, and train his fellowmen as the breeder does his cattle. His aim is 
not to make the people happy but to bring them into a condition which 
renders him, the dictator, happy. He wants to domesticate them, to give 
them cattle status. The cattle breeder also is a benevolent despot.

The question is: Who should be the master? Should man be free to 
choose his own road toward what he thinks will make him happy? Or 
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should a dictator use his fellowmen as pawns in his endeavors to make 
himself, the dictator, happier?

We may admit that some experts are right in telling us that most 
people behave foolishly in their pursuit of happiness. But you cannot 
make a man happier by putting him under guardianship. The experts 
of the various government agencies are certainly fine men. But they 
are not right in becoming indignant whenever the legislature frustrates 
their carefully elaborated designs. What is the use of representative gov-
ernment, they ask; it merely thwarts our good intentions. But the only 
question is: Who should run the country? The voters or the bureaucrats?

Every half-wit can use a whip and force other people to obey. But 
it requires brains and diligence to serve the public. Only a few people 
succeed in producing shoes better and cheaper than their competitors. 
The inefficient expert will always aim at bureaucratic supremacy. He is 
fully aware of the fact that he cannot succeed within a competitive sys-
tem. For him all-round bureaucratization is a refuge. Equipped with the 
power of an office he will enforce his rulings with the aid of the police.

At the bottom of all this fanatical advocacy of planning and socialism 
there is often nothing else than the intimate consciousness of one’s 
own inferiority and inefficiency. The man who is aware of his inability 
to stand competition scorns “this mad competitive system.” He who is 
unfit to serve his fellow citizens wants to rule them.

who should be the master?  �  75
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VI

The Psychological Consequences 
of Bureaucratization

1. The German Youth Movement

Highbrows turn up their noses at Horatio Alger’s philosophy. Yet Alger 
succeeded better than anybody else in stressing the most characteristic 
point of capitalist society. Capitalism is a system under which everybody 
has the chance of acquiring wealth; it gives everybody unlimited op-
portunity. Not everybody, of course, is favored by good luck. Very few 
become millionaires. But everybody knows that strenuous effort and 
nothing less than strenuous effort pays. All roads are open to the smart 
youngster. He is optimistic in the awareness of his own strength. He has 
self-confidence and is full of hope. And as he grows older and realizes 
that many of his plans have been frustrated, he has no cause for despair. 
His children will start the race again and he does not see any reason why 
they should not succeed where he himself failed. Life is worth living 
because it is full of promise.

All this was literally true of America. In old Europe there still sur-
vived many checks inherited from the ancien régime. Even in the prime 
of liberalism, aristocracy and officialdom were struggling for the main-
tenance of their privileges. But in America there were no such remnants 
of the Dark Ages. It was in this sense a young country, and it was a free 
country. Here were neither industrial codes nor guilds. Thomas Alva 
Edison and Henry Ford did not have to overcome any obstacles erected 
by shortsighted governments and a narrow-minded public opinion.

Under such conditions the rising generation are driven by the spirit of 
the pioneer. They are born into a progressing society, and they realize 
that it is their task to contribute something to the improvement of hu-
man affairs. They will change the world, shape it according to their own 
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ideas. They have no time to waste; tomorrow is theirs and they must 
prepare for the great things that are waiting for them. They do not talk 
about their being young and about the rights of youth; they act as young 
people must act. They do not boast about their own “dynamism”; they 
are dynamic and there is no need for them to emphasize this quality. 
They do not challenge the older generation with arrogant talk. They 
want to beat it by their deeds.

But it is quite a different thing under the rising tide of bureaucratiza-
tion. Government jobs offer no opportunity for the display of personal 
talents and gifts. Regimentation spells the doom of initiative. The young 
man has no illusions about his future. He knows what is in store for 
him. He will get a job with one of the innumerable bureaus, he will be 
but a cog in a huge machine the working of which is more or less me-
chanical. The routine of a bureaucratic technique will cripple his mind 
and tie his hands. He will enjoy security. But this security will be rather 
of the kind that the convict enjoys within the prison walls. He will never 
be free to make decisions and to shape his own fate. He will forever be a 
man taken care of by other people. He will never be a real man relying 
on his own strength. He shudders at the sight of the huge office build-
ings in which he will bury himself.

In the decade preceding the First World War Germany, the coun-
try most advanced on the path toward bureaucratic regimentation, 
witnessed the appearance of a phenomenon hitherto unheard of: the 
youth movement. Turbulent gangs of untidy boys and girls roamed the 
country, making much noise and shirking their school lessons. In bom-
bastic words they announced the gospel of a golden age. All preceding 
generations, they emphasized, were simply idiotic; their incapacity has 
converted the earth into a hell. But the rising generation is no longer 
willing to endure gerontocracy, the supremacy of impotent and imbe-
cile senility. Henceforth the brilliant youths will rule. They will destroy 
everything that is old and useless, they will reject all that was dear to 
their parents, they will substitute new real and substantial values and 
ideologies for the antiquated and false ones of capitalist and bourgeois 
civilization, and they will build a new society of giants and supermen.

The inflated verbiage of these adolescents was only a poor disguise for 
their lack of any ideas and of any definite program. They had nothing to 
say but this: We are young and therefore chosen; we are ingenious be-
cause we are young; we are the carriers of the future; we are the deadly 
foes of the rotten bourgeois and Philistines. And if somebody was not 
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afraid to ask them what their plans were, they knew only one answer: 
Our leaders will solve all problems.

It has always been the task of the new generation to provoke changes. 
But the characteristic feature of the youth movement was that they had 
neither new ideas nor plans. They called their action the youth move-
ment precisely because they lacked any program which they could use 
to give a name to their endeavors. In fact they espoused entirely the 
program of their parents. They did not oppose the trend toward govern-
ment omnipotence and bureaucratization. Their revolutionary radical-
ism was nothing but the impudence of the years between boyhood and 
manhood; it was a phenomenon of a protracted puberty. It was void of 
any ideological content.

The chiefs of the youth movement were mentally unbalanced neu-
rotics. Many of them were affected by a morbid sexuality, they were 
either profligate or homosexual. None of them excelled in any field 
of activity or contributed anything to human progress. Their names 
are long since forgotten; the only trace they left were some books and 
poems preaching sexual perversity. But the bulk of their followers were 
quite different. They had one aim only: to get a job as soon as possible 
with the government. Those who were not killed in the wars and revo-
lutions are today pedantic and timid bureaucrats in the innumerable 
offices of the German Zwangswirtschaft. They are obedient and faithful 
slaves of Hitler. But they will be no less obedient and faithful handymen 
of Hitler’s successor, whether he is a German nationalist or a puppet of 
Stalin.

From Germany the youth movement spread to other countries. Ital-
ian Fascism masked itself as a youth movement. Its party song, “Giovi-
nezza,” is a hymn of youth. Its buffoon Duce boasted still in his late 
fifties of his youthful vigor and was anxious to conceal his age like a 
coquettish lady. But the only concern of the rank-and-file Fascist was 
to get a government job. In the time of the Ethiopian war the present 
writer asked some graduate students of one of the great Italian universi-
ties for an explanation of their hostility to France and Great Britain. 
The answer was amazing: “Italy,” they said, “does not offer enough op-
portunity for its intelligentsia. We want to conquer British and French 
colonies in order to get in the administration of these territories the jobs 
which are now in the hands of British and French bureaucrats.”

The youth movement was an expression of the uneasiness that young 
people felt in face of the gloomy prospects that the general trend toward 
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regimentation offered them. But it was a counterfeit rebellion doomed 
to failure because it did not dare to fight seriously against the grow-
ing menace of government all-round control and totalitarianism. The 
tumultuous would-be rioters were impotent because they were under 
the spell of the totalitarian superstitions. They indulged in seditious 
babble and chanted inflammatory songs, but they wanted first of all 
government jobs.

Today the youth movement is dead in the countries most advanced 
on the way toward totalitarianism. In Russia, in Germany, and in Italy 
the children and the adolescents are firmly integrated into the all-
embracing apparatus of state control. Children from the tenderest age 
are members of the political organizations. From the cradle to the grave 
all citizens are subject to the machine of the one-party system, bound to 
obey without asking questions. No “private” associations or gatherings 
are permitted. The official apparatus does not tolerate any competition. 
The official ideology does not tolerate any dissenters. Such is the reality 
of the bureaucratic utopia.

2. The Fate of the Rising Generation within 
a Bureaucratic Environment

The youth movement was an impotent and abortive revolt of youth 
against the menace of bureaucratization. It was doomed because it did 
not attack the seed of the evil, the trend toward socialization. It was in 
fact nothing but a confused expression of uneasiness, without any clear 
ideas and definite plans. The revolting adolescents were so completely 
under the spell of socialist ideas that they simply did not know what 
they wanted.

It is evident that youth is the first victim of the trend toward bureau-
cratization. The young men are deprived of any opportunity to shape 
their own fate. For them there is no chance left. They are in fact “lost 
generations” for they lack the most precious right of every rising gen-
eration, the right to contribute something new to the old inventory of 
civilization. The slogan: Mankind has reached the stage of maturity, 
is their undoing. What are young people to whom nothing is left to 
change and to improve? Whose only prospect is to start at the lowest 
rung of the bureaucratic ladder and to climb slowly in strict observance 
of the rules formulated by older superiors? Seen from their viewpoint 
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bureaucratization means subjection of the young to the domination of 
the old. This amounts to a return to a sort of caste system.

Among all nations and civilizations—in the ages preceding the rise 
of modern liberalism and its offspring, capitalism—society was based 
on status. The nation was divided into castes. There were privileged 
castes such as kings and noblemen, and underprivileged castes such 
as serfs and slaves. A man was born into a definite caste, remained in it 
throughout his whole life, and bequeathed his caste status to his chil-
dren. He who was born into one of the lower castes was forever deprived 
of the right to attain one of the stations of life reserved to the privileged. 
Liberalism and capitalism abolished all such discrimination and made 
all people equal under the law. Now virtually everybody was free to 
compete for every place in the community.

Marxism provides a different interpretation of liberalism’s achieve-
ments. The main dogma of Karl Marx is the doctrine of the irreconcilable 
conflict of economic classes. Capitalist society is divided into classes the 
interests of which are antagonistic. Thus the class struggle is inevitable. 
It will disappear only in the future classless society of socialism.

The most remarkable fact about this doctrine is that it has never been 
explicitly expounded. In the Communist Manifesto the instances used 
for the exemplification of class struggles are taken from the conflict 
between castes. Then Marx adds that the modern bourgeois society 
has established new classes. But he never said what a class is and what 
he had in mind in speaking of classes and class antagonisms and in co-
ordinating classes to castes. All his writings center around these never-
defined terms. Although indefatigable in publishing books and articles 
full of sophisticated definitions and scholastic hairsplitting, Marx never 
attempted to explain in unambiguous language what the characteris-
tic mark of an economic class is. When he died, thirty-five years after 
the publication of the Communist Manifesto, he left the manuscript of 
the third volume of his main treatise, Capital, unfinished. And, very 
significantly, the manuscript breaks off just at the point at which the 
explanation of this fundamental notion of his entire philosophy was to 
be given. Neither Marx nor any one of the host of Marxian writers could 
tell us what a social class is, much less whether such social classes really 
play in the social structure the role assigned to them in the doctrine.

Of course, from the logical viewpoint it is permissible to classify 
things according to any trait chosen. The question is only whether a 
classification on the ground of the traits selected is useful for further 
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investigation and for the clarification and amplification of our knowl-
edge. The question is therefore not whether the Marxian classes really 
exist, but whether they really have the importance attached to them 
by Marx. Marx failed to provide a precise definition of the concept 
social class that he had used in all his writings in a loose and uncertain 
way, because a clear definition would have unmasked its futility and its 
valuelessness for dealing with economic and social problems and the 
absurdity of coordinating it to social castes.

The characteristic feature of a caste is its rigidity. The social classes, as 
Marx exemplified them in calling the capitalists, the entrepreneurs, and 
the wage earners distinct classes, are characterized by their flexibility. 
There is a perpetual change in the composition of the various classes. 
Where today are the scions of those who in the days of Marx were en-
trepreneurs? And where were the ancestors of the contemporary entre-
preneurs in the days of Marx? Access to the various stations of modern 
capitalist society is open to everyone. We may call the United States 
senators a class without violating logical principles. But it would be a 
mistake to coordinate them to a hereditary aristocratic caste, notwith-
standing the fact that some senators may be descendants of senators of 
earlier days.

The point has already been stressed that the anonymous forces op-
erating on the market are continuously determining anew who should 
be entrepreneur and who should be capitalist. The consumers vote, as 
it were, for those who are to occupy the exalted positions in the setting 
of the nation’s economic structure.

Now under socialism there are neither entrepreneurs nor capitalists. 
In this sense, namely, that what Marx called a class will no longer exist, 
he was right to call socialism a classless society. But this is of no avail. 
There will be other differences in social functions which we can call 
classes with surely no less justification than that of Marx. There will be 
those who issue orders and those who are bound to obey these orders 
unconditionally; there will be those who make plans and those whose 
job it is to execute these plans.

The only thing that counts is the fact that under capitalism every-
body is the architect of his own fortune. A boy eager to improve his own 
lot must rely on his own strength and effort. The vote of the consumers 
passes judgment without respect to persons. The achievements of the 
candidate, not his person, are valued. Work well done and services well 
rendered are the only means to succeed.

the fate of the rising generation  �  81

L3970.indb   81L3970.indb   81 12/22/06   11:43:16 AM12/22/06   11:43:16 AM



82  �  the psychological consequences of bureaucratization

Under socialism, on the contrary, the beginner must please those 
already settled. They do not like too efficient newcomers. (Neither do 
old-established entrepreneurs like such men; but, under the suprem-
acy of the consumers, they cannot prevent their competition.) In the 
bureaucratic machine of socialism the way toward promotion is not 
achievement but the favor of the superiors. The youth depends entirely 
on the kind disposition of the old men. The rising generation is at the 
mercy of the aged.

It is useless to deny this fact. There are no Marxian classes within a 
socialist society. But there is an irreconcilable conflict between those 
who are in favor with Stalin and Hitler and those who are not. And it is 
simply human for a dictator to prefer those who share his opinions and 
praise his work to those who do not.

It was in vain that the Italian Fascists made a hymn to youth their 
party song and that the Austrian socialists taught the children to sing: 
“We are young and this is fine.” It is not fine to be a young man under 
bureaucratic management. The only right that young people enjoy un-
der this system is to be docile, submissive, and obedient. There is no 
room for unruly innovators who have their own ideas.

This is more than a crisis of the youth. It is a crisis of progress and 
civilization. Mankind is doomed when the youths are deprived of the 
opportunity to remodel society according to their own fashion.

3. Authoritarian Guardianship and Progress

Paternal government by an order of lofty and wise men, by any elite of 
noble bureaucrats, can claim a very eminent champion, Plato.

Plato’s ideal and perfect state is to be ruled by unselfish philosophers. 
They are unbribable judges and impartial administrators, strictly abid-
ing by the eternal immutable laws of justice. For this is the character-
istic mark of Plato’s philosophy: It does not pay any attention to the 
evolution of social and economic conditions and to changes in human 
ideas concerning ends and means. There exists the perennial pattern of 
the good state, and every deviation of actual conditions from this model 
cannot be anything else than corruption and degradation. The problem 
is simply to establish the perfect society and then to keep it from any 
alteration, as change must be tantamount to deterioration. Social and 
economic institutions are rigid. The notion of progress in knowledge, in 
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technological procedures, in business methods, and in social organiza-
tion is foreign to Plato’s mind. And all later utopians who shaped the 
blueprints of their earthly paradises according to Plato’s example in the 
same way believed in the immutability of human affairs.

Plato’s ideal of elite rule has been converted into fact by the Catholic 
Church. The Roman Church, under the Tridentine organization as it 
emerged from the Counter-Reformation, is a perfect bureaucracy. It has 
successfully solved the most delicate problem of every nondemocratic 
government, the selection of the top executives. To every boy access to 
the highest dignities of the Church is virtually open. The local priest is 
anxious to smooth the way to education for the most intelligent youths 
of his parish; they are trained in the Bishop’s seminary; once ordained, 
their further career depends entirely upon their character, their zeal, and 
their intellect. There are among the prelates many scions of noble and 
wealthy families. But they do not owe their office to their ancestry. They 
have to compete, on almost equal terms, with the sons of poor peasants, 
workers, and serfs. The princes of the Catholic Church, the abbots and 
the teachers of the theological universities, are a body of eminent men. 
Even in the most advanced countries they are worthy rivals of the most 
brilliant scholars, philosophers, scientists, and statesmen.

It is to this marvelous instance that the authors of all modern socialist 
utopias refer as an example. The case is manifest with two forerunners 
of present-day socialism: Count Henri de Saint-Simon and Auguste 
Comte. But it was essentially the same with most other socialist authors, 
although for obvious reasons they did not point to the Church as a 
model. No precedent of a perfect hierarchy could be found other than 
that presented by Catholicism.

However, the reference to the Church is fallacious. The realm of 
Christianity which the Pope and the other Bishops administer is not 
subject to any change. It is built upon a perennial and immutable doc-
trine. The creed is fixed forever. There is no progress and no evolution. 
There is only obedience to the law and the dogma. The methods of 
selection adopted by the Church are very efficient in the government of 
a body clinging to an undisputed, unchangeable set of rules and regu-
lations. They are perfect in the choice of the guardians of an eternal 
treasure of doctrine.

But the case of human society and civil government is different. It 
is the most precious privilege of man to strive ceaselessly for improve-
ment and to fight by improved methods against the obstacles that nature 
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opposes to his life and welfare. This innate impulse has transformed the 
descendants of crude cave dwellers into the somewhat civilized men of 
our age. But mankind has not yet reached a state of perfection beyond 
which no further progress is possible. The forces that brought about our 
present civilization are not dead. If not tied by a rigid system of social 
organization, they will go on and bring further improvement. The se-
lective principle according to which the Catholic Church chooses its 
future chiefs is unswerving devotion to the creed and its dogmas. It does 
not look for innovators and reformers, for pioneers of new ideas radically 
opposed to the old ones. This is what the appointment of the future top 
executives by the old and well-tried present rulers can safeguard. No 
bureaucratic system can achieve anything else. But it is precisely this 
adamant conservatism that makes bureaucratic methods utterly inad-
equate for the conduct of social and economic affairs.

Bureaucratization is necessarily rigid because it involves the observa-
tion of established rules and practices. But in social life rigidity amounts 
to petrification and death. It is a very significant fact that stability and 
security are the most cherished slogans of present-day “reformers.” If 
primitive men had adopted the principle of stability, they would never 
have gained security; they would long since have been wiped out by 
beasts of prey and microbes.

German Marxians coined the dictum: If socialism is against human 
nature, then human nature must be changed. They did not realize that if 
man’s nature is changed, he ceases to be a man. In an all-round bu-
reaucratic system neither the bureaucrats nor their subjects would any 
longer be real human beings.

4. The Selection of the Dictator

All champions of salvation through the rule of noble despots blithely 
assume that there cannot be any doubt about the question of who this 
lofty ruler or class of rulers should be and that all men will voluntarily 
yield to the supremacy of this superhuman dictator or aristocracy. They 
do not realize that many men and groups of men could claim primacy 
for themselves. If the decision between various candidates is not left to 
majority vote, no principle of  selection remains other than civil war. 
The alternative to the democratic principle of selection through popu-
lar election is the seizure of power by ruthless adventurers.
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In the second century after Christ the Roman Empire was ruled ac-
cording to a sublime elaboration of the Führer principle. The Emperor 
was the most able and eminent man. He did not bequeath his dignity 
to a member of his family, but he chose as successor the man whom 
he considered best fitted for the office. This system gave the Empire a 
succession of four great monarchs: Trajan, Hadrian, Antoninus Pius, 
and Marcus Aurelius. But then followed the era of the Praetorians, con-
tinuous civil war, anarchy, and rapid decay. The rule of the worst was 
substituted for the rule of the best. Ambitious generals, supported by 
mercenaries, seized power and ruled until another adventurer defeated 
them. Treachery, rebellion, and murder became the selective principle. 
Historians blame Marcus Aurelius, the last of the good emperors. He 
was guilty, they say, because he abandoned the practice of his predeces-
sors and, instead of choosing the most suitable man, installed his in-
competent son Commodus. However, a system that can be wrecked by 
the fault of only one man is a bad system, even if the fault were less 
pardonable and understandable than that of a father overrating the 
character and capacity of his offspring. The truth is that such a Führer 
system must necessarily result in permanent civil war as soon as there 
are several candidates for the supreme office.

All present-day dictators came into office through violence. They 
later had to defend their supremacy against the aspirations of rivals. 
Political language has coined a special term to refer to such actions: 
They are called purges. The successors of these dictators will rise to 
power through the same methods and will apply the same cruelty and 
ruthlessness in maintaining it. The ultimate basis of an all-round bu-
reaucratic system is violence. The security that it allegedly gives is the 
turmoil of endless civil war.

5. The Vanishing of the Critical Sense

The socialists assert that capitalism is degrading, that it is incompatible 
with man’s dignity, that it weakens man’s intellectual abilities and spoils 
his moral integrity. Under capitalism, they say, everybody must regard 
his fellowmen as competitors. Man’s innate instincts of benevolence 
and companionship are thus converted into hatred and a ruthless striv-
ing for personal success at the expense of all other people. But socialism 
will restore the virtues of human nature. Amicableness, fraternity, and 
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comradeship will be the characteristic features of future man. What is 
needed first is to eliminate this worst of all evils, competition.

However, competition can never be eliminated. As there will always 
be positions which men value more highly than other positions, people 
will strive for them and try to outstrip their rivals. It is immaterial 
whether we call this emulation rivalry or competition. At any rate, in 
some way or other it must be decided whether or not a man ought to get 
the job he is applying for. The question is only what kind of competition 
should exist.

The capitalist variety of competition is to outdo other people on the 
market through offering better and cheaper goods. The bureaucratic 
variety consists in intrigues at the “courts” of those in power.

There was a good deal of flattery, adulation, servility, and cringing at 
the courts of all despotic rulers. But there had always been some men 
at least who were not afraid to tell a tyrant the truth. It is different in 
our day. Politicians and writers outdo one another in the adulation of 
the sovereign, the “common man.” They do not venture to impair their 
popularity by the expression of unpopular ideas. The courtiers of Louis 
XIV never went as far as some people go today in praising the Führers 
and their supporters, the masses. It seems that our contemporaries have 
lost all common sense and self-criticism.

At a Communist Party Congress a writer named Avdyenko addressed 
Stalin in these terms: “Centuries shall elapse and the communist gen-
erations of the future will deem us the happiest of all mortals that have 
inhabited this planet throughout the ages, because we have seen Sta-
lin the leader genius, Stalin the Sage, the smiling, the kindly, the su-
premely simple. When I met Stalin, even at a distance, I throbbed with 
his forcefulness, his magnetism, and his greatness. I wanted to sing, to 
shriek, to howl from happiness and exaltation.”1 A bureaucrat address-
ing his superior on whom his promotion depends is less poetic but no 
less crawling.

When at the Diamond Jubilee of Emperor Francis Joseph a statisti-
cian attributed to the Emperor’s credit that after sixty years of his reign 
the country had many thousands of miles of railroads, while at its be-
ginning there were much fewer, the public (and probably the Emperor 
himself) simply laughed at this piece of toadyism. But nobody laughed 

1. As quoted by W. H. Chamberlin, Collectivism, a False Utopia (New York, 1937), p. 43.
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when the Soviet Government in the World’s Fairs of Paris and New York 
flamboyantly boasted of the fact that while the Russia of the Czars used 
no tractors at all, a quarter of a century later it had already imitated this 
new American invention.

Nobody ever believed that the paternal absolutism of Marie Thérèse 
and her grandson Francis was justified by the fact that Mozart, Haydn, 
Beethoven, and Schubert composed immortal music. But the sym-
phony of a contemporary Russian composer who probably will be for-
gotten after a few years is claimed as a proof of the eminence of Soviet 
totalitarianism.

The question is whether the system of bureaucratic control or the 
system of economic freedom is more efficient. This question can be 
answered only by economic reasoning. The mere assertion of the fact 
that the cigarettes manufactured by the French Government’s tobacco 
monopoly were not so bad as to induce the French to give up smoking is 
not an argument in favor of government operation of industry. Neither 
is the fact that the cigarettes manufactured by the Greek Government’s 
monopoly were the delight of smokers. It is not a merit of the Greek 
bureaucrats that the climatic and physical conditions of their country 
make the tobacco grown by the peasants delicate and fragrant.

Every German took it for granted that the very essence and nature 
of things make it imperative that universities, railroads, telegraphs, and 
telephones be operated by the government. For a Russian the idea that a 
man could live without a passport, duly issued and authenticated by the 
police, always seemed paradoxical. Under the conditions that developed 
in the last thirty years the citizens of continental Europe became mere 
appurtenances of their identification papers. In many countries it was 
risky to go out for a walk without these documents. In most European 
countries a man has not been free to stay overnight in any place without 
immediately reporting to the local police department his sleeping place 
and every change of address.2

It is possible that some good may be derived from such regimenta-
tion. Of course, it is not of much use in fighting crime and prosecuting 
criminals. A murderer in hiding will not shrink from violating the law 

2. Thus the files of the police departments of many European cities provide full information for 
the last hundred or even hundred and fifty years concerning every resident’s or visitor’s sojourn 
and all his changes of address. A priceless and well-exploited source of knowledge indeed for 
biographers.
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requiring a report of any change of address.3 In defending their sys-
tem the bureaucrats become melodramatic. They ask the public how 
poor abandoned children could find their unscrupulous parents again. 
They do not mention that a smart detective might be able to find them. 
Moreover, the fact that there are some scoundrels cannot be considered 
a sufficient reason for restricting the freedom of the immense majority 
of decent people.

A profit-seeking enterprise is supported by the voluntary patronage of 
the public. It cannot subsist if customers do not pour in. But the bureaus 
forcibly acquire their “patrons.” That an office is approached by many 
people is not proof of its satisfying an urgent need of the people. It only 
shows that it interferes with matters that are important to the life of 
everyone.

The fading of the critical sense is a serious menace to the preserva-
tion of our civilization. It makes it easy for quacks to fool the people. It 
is remarkable that the educated strata are more gullible than the less 
educated. The most enthusiastic supporters of Marxism, Nazism, and 
Fascism were the intellectuals, not the boors. The intellectuals were 
never keen enough to see the manifest contradictions of their creeds. It 
did not in the least impair the popularity of Fascism that Mussolini in 
the same speech praised the Italians as the representatives of the oldest 
Western civilization and as the youngest among the civilized nations. 
No German nationalist minded it when dark-haired Hitler, corpulent 
Goering, and lame Goebbels were praised as the shining representatives 
of the tall, slim, fair-haired, heroic Aryan master race. Is it not amazing 
that many millions of non-Russians are firmly convinced that the Soviet 
regime is democratic, even more democratic than America?

This absence of criticism makes it possible to tell people that they will 
be free men in a system of all-round regimentation. People imagine a 
regime in which all means are owned by the state and the government 
is the sole employer as a realm of freedom. They never take into account 
the possibility that the almighty government of their utopia could aim at 
ends of which they themselves entirely disapprove. They always tacitly 
assume that the dictator will do exactly what they themselves want him 
to do.

3. It seems curious to Americans that in many European trials the jury was asked to answer two 
questions like this: First, is the defendant guilty of having murdered the victim? Secondly, is the 
defendant guilty of not having duly reported his change of address?
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VII

Is There Any Remedy Available?

1. Past Failures

We must acknowledge the fact that hitherto all endeavors to stop the 
further advance of bureaucratization and socialization have been in 
vain. In the twenty-seven years that have passed since President Wilson 
led America into the war to make the world safe for democracy, de-
mocracy has lost more and more ground. Despotism triumphs in most 
of the European countries. Even America has adopted policies which, 
some decades ago, it disparaged as “Prussian.” Mankind is manifestly 
moving toward totalitarianism. The rising generation yearns for full 
government control of every sphere of life.

Learned lawyers have published excellent treatises depicting the pro-
gressive substitution of administrative arbitrariness for the rule of law.1 
They have told the story of how the undermining of self-government 
makes all the rights of the individual citizen disappear and results in a 
hyperdespotism of the oriental style. But the socialists do not care a whit 
for freedom and private initiative.

Neither have satirical books been more successful than the pon-
derous tomes of the lawyers. Some of the most eminent writers of 
the nineteenth century—Balzac, Dickens, Gogol, Maupassant, Cour-
teline—have struck devastating blows against bureaucratism. Aldous 
Huxley was even courageous enough to make socialism’s dreamed 
paradise the target of his sardonic irony. The public was delighted. But 
his readers rushed nonetheless to apply for jobs with the government.

Some people like to make fun of especially extravagant features of 

1. It may suffice to quote two of the most brilliant books of this class: The New Despotism by 
Lord Hewart of Bury, Lord Chief Justice of England (New York, 1929), and Our Wonderland of 
Bureaucracy by James M. Beck, former Solicitor General of the United States (New York, 1932). 
It is noteworthy that the latter book was published before the inauguration of the New Deal.
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bureaucracy. It is indeed curious that the government of the world’s 
most powerful and richest nation runs an office—the Bureau of Home 
Economics of the United States Department of Agriculture—one of the 
tasks of which is to design trousers “for the very small child who is just 
learning to dress himself.” But for many of our contemporaries there is 
nothing ridiculous in this. They aim at a mode of government under 
which the production of hose, underwear, and all other useful things 
should be a task of the authorities.

All learned criticisms and witty satires are of no avail because they do 
not hit the core of the problem. Bureaucratization is only a particular 
feature of socialization. The main matter is: Capitalism or Socialism? 
Which?

The supporters of socialism contend that capitalism is an unfair sys-
tem of exploitation, that it is extremely detrimental to the welfare of 
the masses and that it results in misery, degradation, and progressive 
pauperization of the immense majority. On the other hand, they depict 
their socialist utopia as a promised land of milk and honey in which 
everybody will be happy and rich. Are they right or are they wrong? 
This is the question.

2. Economics versus Planning and Totalitarianism

This is entirely an economic problem. It cannot be decided without 
entering into a full scrutiny of economics. The spurious catchwords 
and fallacious doctrines of the advocates of government control, social-
ism, communism, planning, and totalitarianism cannot be unmasked 
except by economic reasoning. Whether one likes it or not, it is a fact 
that the main issues of present-day politics are purely economic and 
cannot be understood without a grasp of economic theory. Only a man 
conversant with the main problems of economics is in a position to 
form an independent opinion on the problems involved. All the others 
are merely repeating what they have picked up by the way. They are an 
easy prey to demagogic swindlers and idiotic quacks. Their gullibility 
is the most serious menace to the preservation of democracy and to 
Western civilization.

The first duty of a citizen of a democratic community is to educate him-
self and to acquire the knowledge needed for dealing with civic affairs. 
The franchise is not a privilege but a duty and a moral responsibility. 
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The voter is virtually an officeholder; his office is the supreme one and 
implies the highest obligation. A citizen fully absorbed by his scientific 
work in other fields or by his calling as an artist may plead extenuating 
circumstances when failing in this task of self-instruction. Perhaps such 
men are right in pretending that they have more important tasks to 
fulfill. But all the other intelligent men are not only frivolous but also 
mischievous in neglecting to educate and instruct themselves for the 
best performance of their duties as sovereign voters.

The main propaganda trick of the supporters of the allegedly “pro-
gressive” policy of government control is to blame capitalism for all that 
is unsatisfactory in present-day conditions and to extol the blessings 
which socialism has in store for mankind. They have never attempted to 
prove their fallacious dogmas or still less to refute the objections raised 
by the economists. All they did was to call their adversaries names and 
to cast suspicion upon their motives. And, unfortunately, the average 
citizen cannot see through these stratagems.

Consider, for instance, the problem of mass unemployment prolonged 
year after year. The “progressive” interprets it as an evil inherent in capi-
talism. The naive public is ready to swallow this explanation. People do 
not realize that in an unhampered labor market, manipulated neither 
by labor-union pressure nor by government-fixed minimum wage rates, 
unemployment affects only small groups for a short time. Under free 
capitalism unemployment is a comparatively unimportant temporary 
phenomenon; there prevails a permanent tendency for unemployment 
to disappear. Economic changes may bring about new unemployment. 
But at the wage rates established in a free labor market everyone eager 
to earn wages finally gets a job. Unemployment as a mass phenomenon 
is the outcome of allegedly “pro-labor” policies of the governments and 
of labor-union pressure and compulsion.

This explanation is by no means peculiar to those economists whom 
the “progressives” call “reactionaries.” Karl Marx himself was fully con-
vinced that labor unions cannot succeed in raising wage rates for all 
workers. The Marxian doctrinaires for many years firmly opposed all 
endeavors to fix minimum wage rates. They deemed such measures 
contrary to the interests of the great majority of wage earners.

It is an illusion to believe that government spending can create jobs 
for the unemployed, that is, for those who cannot get jobs on account 
of the labor unions’ or the government’s policies. If the government’s 
spending is financed by noninflationary methods, that is, either by tax-
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ing the citizens or by borrowing from the public, it abolishes on the one 
hand as many jobs as it creates on the other. If it is financed by inflation, 
that is, either by an increase of money and bank notes in circulation or 
by borrowing from the commercial banks, it reduces unemployment 
only if money wages lag behind the rise of commodity prices, that is, 
if and so far as real wage rates drop. There is but one way toward an 
increase of real wage rates for all those eager to earn wages: the progres-
sive accumulation of new capital and the improvement of technical 
methods of production which the new capital brings about. The true 
interests of labor coincide with those of business.

The approach to a grasp of economic problems does not consist in 
an indiscriminate assimilation of more or less disconnected facts and 
figures. It consists rather in a careful analysis and examination of con-
ditions by reasonable reflection. What is needed above all is common 
sense and logical clarity. Go right to the bottom of things is the main 
rule. Do not acquiesce in superficial explanations and solutions. Use 
your power of thinking and your critical abilities.

It would be a serious blunder to believe that this recommendation of 
economic studies aims at a substitution of another brand of propaganda 
for the propaganda of the various governments and parties. Propaganda 
is one of the worst evils of bureaucracy and socialism. Propaganda is 
always the propaganda of lies, fallacies, and superstitions. Truth does not 
need any propaganda; it holds its own. The characteristic mark of truth 
is that it is the correct representation of reality, i.e., of a state of affairs 
that is and works whether or not anybody recognizes it. The recognition 
and pronouncement of truth is as such a condemnation of everything 
that is untrue. It carries on by the mere fact of being true.

Therefore let the false prophets go on. Do not try to imitate their 
policies. Do not try as they do to silence and to outlaw dissenters. The 
liars must be afraid of truth and are therefore driven to suppress its 
pronouncement. But the advocates of truth put their hopes upon their 
own rightness. Veracity does not fear the liars. It can stand their com-
petition. The propagandists may continue to spread their fables and to 
indoctrinate youth. They will fail lamentably.

Lenin and Hitler knew very well why they abolished freedom of 
thought, speech, and the press, and why they closed the frontiers of 
their countries to any import of ideas from abroad. Their systems could 
not survive without concentration camps, censors, and hangmen. Their 
main instruments are the GPU and the Gestapo.
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The British champions of socialization and bureaucratization are 
no less fully aware than the Bolsheviks and the Nazis of the fact that 
under freedom of speech and thought they will never achieve their 
ends. Professor Harold Laski is frank enough to declare that a restric-
tion of Parliament’s powers is necessary to safeguard the transition to 
socialism.2 Sir Stafford Cripps, the favorite candidate of the self-styled 
liberals for Prime Minister, has advised a “Planning and Enabling Act” 
which, once passed by Parliament, could not be discussed, still less 
repealed again. By virtue of this act, which should be very general and 
leave all “details” to the Cabinet, the Government would be endowed 
with irrevocable powers. Its orders and decrees should never be consid-
ered by Parliament; neither should there be a recourse to the Courts 
of Justice. All offices should be manned by “staunch party members,” 
by “persons of known Socialist views.”3 The British “Council of Clergy 
and Ministers for Common Ownership” declares in a pamphlet to which 
the Bishop of Bradford wrote the foreword that the establishment of real 
and permanent socialism requires “that all the fundamental opposition 
must be liquidated, i.e., rendered politically inactive by disfranchise-
ment, and, if necessary, by imprisonment.”4 Professor Joan Robinson 
of Cambridge University, second only to Lord Keynes himself in the 
leadership of the Keynesian school, is no less intolerant in her zeal to 
realize socialism. In her opinion “the notion of freedom is a slippery 
one.” It is “only when there is no serious enemy, without or within, 
that full freedom of speech can be safely allowed.” Mrs. Robinson is 
not only afraid of independent churches, universities, learned socie-
ties, and publishing houses, but no less of independent theaters and 
philharmonic societies. All such institutions, she contends, should be 
allowed to exist only “provided the regime is sufficiently secure to risk 
criticism.” 5 And another distinguished advocate of British collectivism, 
J. G. Crow ther, does not shrink from praising the blessings of inquisi-
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2. Laski, Democracy in Crisis (London, 1933), p. 87. For a masterful refutation of Laski’s anti-
democratic ideas cf. Rappard, The Crisis of Democracy (Chicago, 1938), pp. 213– 16.
3. Cf. the brilliant article of James Truslow Adams, “Planners See Where Planning Leads” in 
Barron’s National Business and Financial Weekly of January 31, 1944, p. 3.
4. Ibid.
5. Joan Robinson, Private Enterprise or Public Control (Handbooks for Discussion Groups, pub-
lished for the Association for Education in Citizenship by the English Universities Press Ltd.), 
pp. 13– 14. It is strange that in the Preface to this booklet the Association declares “we advocate 
democracy” and points out that its objective is to train the citizens “in respect for the equal rights 
and freedoms of others.”
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tion.6 What a pity the Stuarts did not live to witness the triumph of their 
principles!

Thus the most eminent advocates of socialism implicitly admit that 
their tenets and plans cannot stand the criticism of economic science 
and are doomed under a regime of freedom.

But as happily there are still some free countries left there is still some 
hope for a resurrection of truth.

3. The Plain Citizen versus the Professional 
Propagandist of Bureaucratization

The aim of the popularization of economic studies is not to make every 
man an economist. The idea is to equip the citizen for his civic func-
tions in community life.

The conflict between capitalism and totalitarianism, on the outcome 
of which the fate of civilization depends, will not be decided by civil 
wars and revolutions. It is a war of ideas. Public opinion will determine 
victory and defeat.

Wherever and whenever men meet for discussing any affairs of their 
municipality, state, or nation, public opinion is in the process of evolv-
ing and changing, however trifling the immediate topic concerned may 
be. Public opinion is influenced by anything that is spoken or done in 
transactions between buyers and sellers, between employers and em-
ployees, between creditors and debtors. Public opinion is shaped in the 
debates of countless representative bodies, committees and commis-
sions, associations and clubs, by editorials and letters to the editor, by 
the pleading of lawyers and by the opinions of judges.

In all these discussions the professionals have an advantage over the 
laymen. The odds are always in favor of those who devote all their effort 
exclusively to one thing only. Although not necessarily experts and of-
ten certainly not more clever than the amateurs, they enjoy the benefit 
of being specialists. Their eristic technique as well as their training is 
superior. They come to the encounter with rested mind and body, not 
tired after a long day’s work like the amateurs.

Now, almost all these professionals are zealous advocates of bureau-
cratism and socialism. There are, first of all, the hosts of employees of 

6. J. G. Crowther, Social Relations of Science (Macmillan, 1941), pp. 331, 333.
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the governments’ and the various parties’ propaganda offices. There are 
furthermore the teachers of various educational institutions which curi-
ously enough consider the avowal of bureaucratic, socialist, or Marxian 
radicalism the mark of scientific perfection. There are the editors and 
contributors of “progressive” newspapers and magazines, labor-union 
leaders and organizers, and finally leisured ambitious men anxious to 
get into the headlines by the expression of radical views. The ordinary 
businessman, lawyer, or wage earner is no match for them.

The layman may brilliantly succeed in proving his argument. It is 
of no use. For his adversary, clothed with the full dignity of his office 
or his professorship, shouts back: “The fallacy of the gentleman’s rea-
soning has long since been unmasked by the famous German profes-
sors, Mayer, Müller, and Schmid. Only an idiot can still cling to such 
antiquated and done-for ideas.” The layman is discredited in the eyes 
of the audience, fully trusting in professional infallibility. He does not 
know how to answer. He has never heard the names of these eminent 
German professors. Thus he does not know that their books are simple 
humbug, full of nonsense, and that they did not touch the problems 
which he raised. He may learn it later. But that cannot alter the fact that 
he has been defeated on the spot.

Or the layman may cleverly demonstrate the impracticability of some 
project suggested. Then the professional retorts: “This gentleman is so 
ignorant as not to know that the scheme proposed succeeded very well 
in socialist Sweden and in red Vienna.” Again our layman is silenced. 
How can he know that almost all English-language books on Sweden 
and Vienna are propaganda products badly distorting the facts? He has 
not had the opportunity of getting correct information from the origi-
nal sources.

The climax of the professional’s oratory is, of course, always the refer-
ence to Russia, the paradise of the workers and peasants. For almost 
thirty years only fanatical communists and fellow travelers were permit-
ted to enter Russia. Their reports are uncritical glorifications of the 
Soviets, some of them utterly dishonest, the rest childish in their naive 
credulity. It is one of the most comforting facts that some of these trav-
elers abandoned in Russia their pro-Soviet leanings and, back home, 
published unvarnished accounts. But the professionals easily dispose of 
these books by calling their authors “Fascists.”

What is needed is to make the civic leaders fit for such encounters 
with professional preachers of bureaucratization and socialization. It is 
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hopeless to stop the trend toward bureaucratization by the mere ex-
pression of indignation and by a nostalgic glorification of the good old 
times. These old days were not so good as they appear to some of our con-
temporaries. What was great in them was their reliance on the tendency 
toward improvement inherent in the system of unhampered market 
economy. They did not believe in the government’s godlikeness. This 
was their glory.

The most detrimental outcome of the average citizen’s repugnance 
to a serious concern with economic problems is his readiness to back a 
program of compromise. He looks upon the conflict between capital-
ism and socialism as if it were a quarrel between two groups—labor and 
capital—each of which claims for itself the whole of the matter at issue. 
As he himself is not prepared to appraise the merits of the arguments 
advanced by each of the parties, he thinks it would be a fair solution 
to end the dispute by an amicable arrangement: Each claimant should 
have a part of his claim. Thus the program of government interference 
with business acquired its prestige. There should be neither full capital-
ism nor full socialism, but something in between, a middle way. This 
third system, assert its supporters, should be capitalism regulated and 
regimented by government interference with business. But this govern-
ment intervention should not amount to full government control of all 
economic activities; it should be limited to the elimination of some es-
pecially objectionable excrescences of capitalism without suppressing 
the activities of the entrepreneur altogether. Thus a social order will 
result which is allegedly as far from full capitalism as it is from pure 
socialism and, while retaining the advantages inherent in each of these 
two systems, will avoid their disadvantages. Almost all those who do not 
unconditionally advocate full socialism support this system of interven-
tionism today and all governments which are not outright and frankly 
pro-socialist have espoused a policy of economic interventionism. There 
are nowadays very few who oppose any kind of government interference 
with prices, wage rates, interest rates, and profits and are not afraid to 
contend that they consider capitalism and free enterprise the only work-
able system, beneficial to the whole of society and to all its members.

Yet, the reasoning of the advocates of this middle solution is entirely 
fallacious. The conflict between socialism and capitalism is not a strug-
gle between two parties for a greater share in the social dividend. To 
see the matter this way is tantamount to a full acceptance of the tenets 
of the Marxians and the other socialists. The adversaries of socialism 
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deny that any class or group would fare better under socialism than under 
outright capitalism. They contest the thesis that the workers would be 
better off in a socialist commonwealth and are, consequently, wronged 
by the very existence of the capitalist system. They do not recommend 
capitalism for the sake of selfish interests of the entrepreneurs and capital-
ists but for the sake of all members of society. The great historical conflict 
concerning the problem of society’s economic organization cannot 
be dealt with like a quarrel between two businessmen concerning an 
amount of money; it cannot be solved by splitting the difference.

Economic interventionism is a self-defeating policy. The individual 
measures that it applies do not achieve the results sought. They bring 
about a state of affairs, which—from the viewpoint of its advocates 
themselves—is much more undesirable than the previous state they 
intended to alter. Unemployment of a great part of those ready to earn 
wages, prolonged year after year, monopoly, economic crisis, general re-
striction of the productivity of economic effort, economic nationalism, 
and war are the inescapable consequences of government interference 
with business as recommended by the supporters of the third solution. 
All those evils for which the socialists blame capitalism are precisely the 
product of this unfortunate, allegedly “progressive” policy. The cata-
strophic events which are grist for the mills of the radical socialists are 
the outcome of the ideas of those who say: “I am not against capitalism, 
but . . .” Such people are virtually nothing but pacemakers of socializa-
tion and thorough bureaucratization. Their ignorance begets disaster.

Division of labor and specialization are essential features of civiliza-
tion. But for them, both material prosperity and intellectual progress 
would be impossible. The existence of an integrated group of scientists, 
scholars, and research workers is an outcome of the division of labor 
just as is the existence of any other class of specialists. The man who 
specializes in economics is a specialist like all other specialists. The 
further advancement of economic science will in the future also be an 
achievement of men devoting all their endeavors to this task.

But it would be a fateful error for the citizens to leave concern with 
economic studies to the professionals as their exclusive domain. As the 
main issues of present-day politics are essentially economic, such a res-
ignation would amount to a complete abdication of the citizens for the 
benefit of the professionals. If the voters or the members of a parliament 
are faced with the problems raised by a bill concerning the prevention 
of cattle diseases or the construction of an office building, they may 
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leave the discussion of the details to the experts. Such veterinarian and 
engineering problems do not interfere with the fundamentals of social 
and political life. They are important but not primary and vital. But if 
not only the masses but even the greater part of their elected representa-
tives declare: “These monetary problems can only be comprehended 
by specialists; we do not have the inclination to study them; in this 
matter we must trust the experts,” they are virtually renouncing their 
sovereignty to the professionals. It does not matter whether or not they 
formally delegate their powers to legislate or not. At any rate the special-
ists outstrip them. The bureaucrats carry on.

The plain citizens are mistaken in complaining that the bureaucrats 
have arrogated powers; they themselves and their mandatories have 
abandoned their sovereignty. Their ignorance of fundamental prob-
lems of economics has made the professional specialists supreme. All 
technical and juridical details of legislation can and must be left to the 
experts. But democracy becomes impracticable if the eminent citizens, 
the intellectual leaders of the community, are not in a position to form 
their own opinion on the basic social, economic, and political principles 
of policies. If the citizens are under the intellectual hegemony of the 
bureaucratic professionals, society breaks up into two castes: the ruling 
professionals, the Brahmins, and the gullible citizenry. Then despotism 
emerges, whatever the wording of constitutions and laws may be.

Democracy means self-determination. How can people determine 
their own affairs if they are too indifferent to gain through their own 
thinking an independent judgment on fundamental political and eco-
nomic problems? Democracy is not a good that people can enjoy with-
out trouble. It is, on the contrary, a treasure that must be daily defended 
and conquered anew by strenuous effort.
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Conclusion

The analysis of the technical characteristics of bureaucratic manage-
ment and of its opposite, profit management, provides a clue for a fair 
and unbiased valuation of both systems of doing things under the divi-
sion of labor.

Public administration, the handling of the government apparatus 
of coercion and compulsion, must necessarily be formalistic and bu-
reaucratic. No reform can remove the bureaucratic features of the 
government’s bureaus. It is useless to blame them for their slowness and 
slackness. It is vain to lament over the fact that the assiduity, careful-
ness, and painstaking work of the average bureau clerk are, as a rule, 
below those of the average worker in private business. (There are, after 
all, many civil servants whose enthusiastic fervor amounts to unselfish 
sacrifice.) In the absence of an unquestionable yardstick of success and 
failure it is almost impossible for the vast majority of men to find that 
incentive to utmost exertion that the money calculus of profit-seeking 
business easily provides. It is of no use to criticize the bureaucrat’s pe-
dantic observance of rigid rules and regulations. Such rules are indis-
pensable if public administration is not to slip out of the hands of the 
top executives and degenerate into the supremacy of subordinate clerks. 
These rules are, moreover, the only means of making the law supreme 
in the conduct of public affairs and of protecting the citizen against 
despotic arbitrariness.

It is easy for an observer to indict the bureaucratic apparatus for ex-
travagance. But the executive with whom the responsibility for perfect 
service rests sees the matter from another angle. He does not want to run 
too high a risk. He prefers to be on the safe side and to be doubly sure.

All such deficiencies are inherent in the performance of services 
which cannot be checked by money statements of profit and loss. In-
deed we would never have recognized that they really are deficiencies 
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if we were not in a position to compare the bureaucratic system with the 
operation of profit-seeking enterprise. This much-abused system of the 
“mean” striving for profit made people efficiency conscious and eager for 
the utmost rationalization. But we cannot help it. We must put up with 
the fact that one cannot apply to a police department or to the office of 
a tax collector the well-tried methods of profit-seeking business.

Yet the whole matter takes on a quite different meaning in view of 
the fanatical endeavors to transform the entire apparatus of production 
and distribution into a mammoth bureau. Lenin’s ideal of taking the or-
ganization of the government’s postal service as the pattern of society’s 
economic organization and of making every man a cog in a vast bureau-
cratic machine1 makes it imperative to unmask the inferiority of bureau-
cratic methods when compared with those of private business. The aim 
of such a scrutiny is certainly not to disparage the work of tax collectors, 
customs officers, and patrolmen or to belittle their achievements. But it 
is necessary to show in what essential respects a steel plant differs from 
an embassy and a shoe plant from a marriage license bureau, and why 
it would be mischievous to reorganize a bakery according to the pattern 
of the post office.

What is called in a very biased terminology the substitution of the 
service principle for the profit principle would result in an abandon-
ment of the only method making for rationality and calculation in 
the production of necessities. The profit earned by the entrepreneur is 
expressive of the fact that he has well served the consumers, that is, all 
the people. But with regard to the performance of bureaus no method 
for establishing success or failure by calculation procedures is available.

In any socialist system the central board of production management 
alone would have the power to order, and everybody else would have 
to carry out the orders received. All people except the production czar 
would have to comply unconditionally with instructions, codes, rules, 
and regulations drafted by a superior body. Of course every citizen 
might have the right to suggest some changes in this immense system 
of regimentation. But the way from such a suggestion to its acceptance 
by the competent supreme authority would at best be as far and onerous 
as the way is today from a letter to the editor or an article in a periodical 
suggesting an amendment of a law to its passage by the legislature.

There have been in the course of history many movements asking 

1. Lenin, State and Revolution (1917; New York ed., 1935), p. 44.
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with enthusiasm and fanaticism for a reform of social institutions. Peo-
ple fought for their religious convictions, for the preservation of their 
civilization, for freedom, for self-determination, for the abolition of 
serfdom and slavery, for fairness and justice in court procedure. Today 
millions are fascinated by the plan to transform the whole world into 
a bureau, to make everybody a bureaucrat, and to wipe out any private 
initiative. The paradise of the future is visualized as an all-embracing 
bureaucratic apparatus. The most powerful reform movement that his-
tory has ever known, the first ideological trend not limited to a section 
of mankind only but supported by people of all races, nations, religions, 
and civilizations, aims at all-round bureaucratization. The post office is 
the model for the construction of the New Jerusalem. The post-office 
clerk is the prototype of future man. Streams of blood have been shed 
for the realization of this ideal.

In this book we are discussing not persons but systems of social orga-
nization. We do not mean that the post-office clerk is inferior to anybody 
else. What must be realized is only that the straitjacket of bureaucratic 
organization paralyzes the individual’s initiative, while within the capi-
talist market society an innovator still has a chance to succeed. The 
former makes for stagnation and preservation of inveterate methods, 
the latter makes for progress and improvement. Capitalism is progres-
sive, socialism is not. One does not invalidate this argument by pointing 
out that the Bolshevists have copied various American innovations. So 
did all oriental peoples. But it is a non sequitur to deduce from this 
fact that all civilized nations must copy the Russian methods of social 
organization.

The champions of socialism call themselves progressives, but they 
recommend a system which is characterized by rigid observance of 
routine and by a resistance to every kind of improvement. They call 
themselves liberals, but they are intent upon abolishing liberty. They 
call themselves democrats, but they yearn for dictatorship. They call 
themselves revolutionaries, but they want to make the government om-
nipotent. They promise the blessings of the Garden of Eden, but they 
plan to transform the world into a gigantic post office. Every man but 
one a subordinate clerk in a bureau, what an alluring utopia! What a 
noble cause to fight for!

Against all this frenzy of agitation there is but one weapon available: 
reason. Just common sense is needed to prevent man from falling prey 
to illusory fantasies and empty catchwords.
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foreword

When Professor Ludwig von Mises died in 1973, he was mourned by
friends, associates, and students. His admirers at that time, though not
numerous, had recognized him for decades as an intellectual giant and
the leading spokesman of the subjective value, marginal utility, “Aus-
trian” school of economics. Yet most of the world paid little attention
to his passing.

Throughout his long life, Mises had gone quietly about his busi-
ness—studying, writing, and lecturing. He persisted, even though his
ideas appeared to be having little impact. In time, the quantity and
quality of his contributions were prodigious. To give the reader some
indication of the importance of his work, his major books, and the
dates of their first editions, include The Theory of Money and Credit

(1912), Nation, State and Economy (1919), Socialism (1922), Liberalism

(1927), Monetary Stabilization and Cyclical Policy (1928), Epistemolog-

ical Problems of Economics (1933), Bureaucracy (1944), Omnipotent

Government (1944), Human Action (1949), The Anti-capitalistic Men-

tality (1956), Theory and History (1957), and The Ultimate Foundation

of Economic Science (1962).
Since Mises’s death in 1973, his contributions have been gaining

wider recognition. Many articles about him have appeared. His ideas
and those of his students are being more widely studied and discussed.
New organizations have sprung up to treat his teachings seriously. In-
terest in studying his works is on the rise, not only in this hemisphere
but also apparently in eastern Europe and in the U.S.S.R.

Significant changes are taking place in the climate of opinion. The
main doctrines of Mises’s principal antagonists—Karl Marx and John
Maynard Keynes—have been discredited. Their names are not so
widely cited as authorities. Their collectivist theories are no longer
taken as “gospel” by the man in the street. The attitude of people toward
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government has shifted somewhat. Many find government corrupt and
expensive and have come to doubt its effectiveness. To ask for govern-
ment help is no longer as popular as it once was. At the same time, people
still do not completely trust free markets and open competition. Thus,
the most important ideas of both Marx and Keynes linger on in “main-
stream” thinking and have been incorporated in legislation.

With respect to the ideas of Marx, most people still assume that a 
certain amount of government regulation and control is necessary to
preserve the capitalistic system and to prevent the “exploitation” by 
big businessmen of employees and consumers. There is less talk of
confiscatory taxation than there was during the heyday of the “welfare
state.” Yet Marxian egalitarianism continues to find expression in pro-
grams such as progressive taxation, public housing, relief, welfare, and
subsidies for students, the unemployed, and the elderly.

When it comes to the ideas of Keynes, most people still believe that
the government, through the Federal Reserve, should use monetary
policy to assure economic prosperity and employment. Deficit financ-
ing and pump priming may not be as openly advocated as in the days
of the New Deal, the Fair Deal, and the Great Society. Yet when tax
funds fail to cover government expenses, governments resort to deficit
financing, inflation, and credit expansion. Our own Federal Reserve,
consistent with Keynes, continues to follow an expansionist policy.
High interest rates are considered bad for business. Bankers and busi-
nessmen are eager for “easy money,” fostered by artificially low interest
rates to spur business activity. People do not realize that nonmanipu-
lated market interest rates have an important role to play. Thus, even
though the infatuation with Keynes per se has declined, his doctrine of
deficit financing and monetary manipulation survives and the value of
the U.S. dollar has declined, although fortunately, thanks to the rela-
tive caution of the “Fed,” not as much as has the value of the national
currencies of other more expansionist central banks.

Dramatic changes have taken place in the international field since
Mises’s death. The U.S.S.R* no longer appears to pose the threat to 

xii � foreword

* The U.S.S.R. was officially disbanded on December 26, 1991. Mikhail Gorbachev, General Sec-
retary of the Communist Party, had introduced perestroika and glasnost. The U.S.S.R. had un-
dergone unrest, economic turmoil, and on August 19, 1991, a general strike called by Boris Yeltsin,
president of the Russian Republic. On August 24, 1991, Mikhail Gorbachev resigned as leader of
the Communist Party. Several republics declared independence. The Soviet Parliament sus-
pended all activities of the Communist Party on August 29, 1991, and the U.S.S.R. broke up
officially on December 26, 1991. The former Soviet Republics then became independent states.
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international peace that it did in the years just after World War II when
these articles were written. The popularity and power of communism
has declined. There is also somewhat less tendency to blame the pov-
erty of the “Third World” on the success of the industrialized nations.
People here and abroad now give lip service to free enterprise, entre-
preneurship, and the market forces of supply and demand.

Yet most people are still fearful of completely free laissez faire. They
do not realize the importance of protecting the unadulterated right to
own, use, and dispose of private property. They are not prepared to
leave the determination of wages, prices, and interest rates to the mar-
ket. They reject out of hand any thought of the gold standard. On the
one hand, they ask government to regulate businesses lest they exploit
workers and produce shoddy and dangerous products that would harm
consumers. On the other hand, they want to give some businesses spe-
cial protection, lest they fail and force workers into unemployment.
Moreover, many people want government to undertake programs they
are not willing to pay for in taxes, programs that, therefore, can only be
financed by inflation or credit expansion. They remain ideological, if
not intellectual, Marxians and Keynesians.

The articles in this collection were written at a time when the spread
of Communism, Progressivism, and the power of labor unions were
major national concerns. Although these no longer appear to be such
immediate threats, they continue to influence government policies
with respect to spending, special privileges, inflation, credit expansion,
unemployment, and wage rates.

One recurring theme throughout Mises’s writings is that men act on
the basis of ideas. Today is the product of past ideas. And the ideas of 
today will produce tomorrow. The idea that government has the power
to cure almost any social ill permitted big government to triumph
throughout the world. To reverse this trend, to create a world of free
markets, to change governments, to repeal government programs, the
ideas men hold must be changed. Government should stick to its fun-
damental role of protecting the people against those who would violate
their rights to life and property. Market checks and balances and free
and open competition would then protect the interests of consumers,
minimize the injury private industry could cause, and keep unem-
ployment at a minimum.

People must come to respect and protect private property. They must
realize that entrepreneurs should be free to make their own decisions
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and then to benefit, or suffer the consequences. They must insist that
governments not interfere with voluntary transactions among private
individuals. They must not allow the dividing line between capitalism
and interventionism to blur. As Mises points out, big government is a far
greater threat to people than are the mistakes and the misdeeds of big
business.

“Nothing is more important today,” Mises wrote in 1957, “than to en-
lighten public opinion about the basic differences between genuine
liberalism, which advocates the free market economy, and the various
interventionist parties which are advocating government interference
with prices, wages, the rate of interest, profits and investment, confisca-
tory taxation, tariffs and other protectionist measures, huge govern-
ment spending, and finally inflation.” This is the goal to which Mises
devoted his life. And this is the purpose for which Mises wrote the ar-
ticles in this book.

�
If an author’s contributions are worth preserving, his works must be pub-
lished and available in libraries. English-language editions of Mises’s
major works are still in print. Although quite a few of his articles have
been collected in anthologies, many of his short pieces that appeared in
ephemeral sources, newspapers, and little-known journals have been
practically inaccessible. The purpose of this collection is to rescue some
of those articles from obscurity and make them available to future gen-
erations of students. Quite a few others still remain to be resurrected, in-
cluding several that appeared in European publications not available in
many U.S. libraries. These should be translated one day, published in
book format, and preserved in libraries where students can read them
and future generations of scholars will be able to find them.

Bettina Bien Greaves
March 1990
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� part i

Economic Freedom

At one of his seminars, a student asked Professor Mises, “Why aren’t all
businessmen in favor of capitalism?”

“That very question,” Mises answered, “is Marxist.”
Mises’s response shocked me at the time. It took me some time to re-

alize what he meant. The questioner assumed, as had Karl Marx, that
businessmen had a special group or “class” interest in capitalism that
other people didn’t.

“Capitalism,” Mises went on, “benefits everyone—consumers, the
masses. It doesn’t benefit only businessmen. As a matter of fact, under
capitalism some businessmen suffer losses. A businessman’s position on
the market is never secure; the door is always open to competitors who
may challenge his position and deprive him of profits. Yet it is this very
competition under capitalism that assures consumers that business-
men will do their best to furnish them, the consumers, with the goods
and services they want.”

In the articles and papers in this first section, Mises reveals again and
again that he is no apologist for business or businessmen. He is inter-
ested in determining the economic system which best improves the
welfare of individuals and the living conditions of the masses. And that
economic system is economic freedom under capitalism. Only with
economic freedom, Mises says, are more goods and services produced.
Only under capitalism do wages rise and the living standards of the
masses improve. The reason? Consumers are sovereign in capitalist
free markets. They are in a position to let entrepreneurs know what
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they want most urgently, by rewarding with profits those who satisfy
their wants and by imposing losses and thus withdrawing wealth from
those who fail. This system of rewards and penalties guides production
and makes sure that more of the goods and services consumers want
will be produced, thus raising the wages of workers and the living stan-
dards of everyone.

The market is the outcome of peaceful social cooperation and eco-
nomic freedom. And it is the market that makes individual freedom,
justice, morality, innovation, and social harmony possible. As Mises
writes in this section:

“A man has freedom as far as he shapes his life according to his own
plans,” and

“[M]orality makes sense only when addressing individuals who are
free agents.”

2 � economic freedom
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1

The Economic Foundations of Freedom

Animals are driven by instinctive urges. They yield to the impulse
which prevails at the moment and peremptorily asks for satisfaction.
They are the puppets of their appetites.

Man’s eminence is to be seen in the fact that he chooses between al-
ternatives. He regulates his behavior deliberatively. He can master his
impulses and desires; he has the power to suppress wishes the satisfac-
tion of which would force him to renounce the attainment of more im-
portant goals. In short: man acts; he purposively aims at ends chosen.
This is what we have in mind in stating that man is a moral person, re-
sponsible for his conduct.

Freedom as a Postulate of Morality

All the teachings and precepts of ethics, whether based upon a religious
creed or whether based upon a secular doctrine like that of the Stoic
philosophers, presuppose this moral autonomy of the individual and
therefore appeal to the individual’s conscience. They presuppose that
the individual is free to choose among various modes of conduct and
require him to behave in compliance with definite rules, the rules of
morality. Do the right things, shun the bad things.

It is obvious that the exhortations and admonishments of morality
make sense only when addressing individuals who are free agents. They
are vain when directed to slaves. It is useless to tell a bondsman what is
morally good and what is morally bad. He is not free to determine his
comportment; he is forced to obey the orders of his master. It is difficult
to blame him if he prefers yielding to the commands of his master to

Reprinted from The Freeman, April 1960.
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the most cruel punishment threatening not only him but also the mem-
bers of his family.

This is why freedom is not only a political postulate, but no less a
postulate of every religious or secular morality.

The Struggle for Freedom

Yet for thousands of years a considerable part of mankind was either en-
tirely or at least in many regards deprived of the faculty to choose be-
tween what is right and what is wrong. In the status society of days gone
by the freedom to act according to their own choice was, for the lower
strata of society, the great majority of the population, seriously re-
stricted by a rigid system of controls. An outspoken formulation of this
principle was the statute of the Holy Roman Empire that conferred
upon the princes and counts of the Reich (Empire) the power and the
right to determine the religious allegiance of their subjects.

The Orientals meekly acquiesced in this state of affairs. But the
Christian peoples of Europe and their scions that settled in overseas
territories never tired in their struggle for liberty. Step by step they abol-
ished all status and caste privileges and disabilities until they finally
succeeded in establishing the system that the harbingers of totalitari-
anism try to smear by calling it the bourgeois system.

The Supremacy of the Consumers

The economic foundation of this bourgeois system is the market econ-
omy in which the consumer is sovereign. The consumer, i.e., every-
body, determines by his buying or abstention from buying what should
be produced, in what quantity and of what quality. The businessmen
are forced by the instrumentality of profit and loss to obey the orders of
the consumers. Only those enterprises can flourish that supply in the
best possible and cheapest way those commodities and services which
the buyers are most anxious to acquire. Those who fail to satisfy the
public suffer losses and are finally forced to go out of business.

In the precapitalistic ages the rich were the owners of large landed
estates. They or their ancestors had acquired their property as gifts—
feuds or fiefs—from the sovereign who—with their aid—had con-
quered the country and subjugated its inhabitants. These aristocratic
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landowners were real lords as they did not depend on the patronage of
buyers. But the rich of a capitalistic industrial society are subject to the
supremacy of the market. They acquire their wealth by serving the con-
sumers better than other people do and they forfeit their wealth when
other people satisfy the wishes of the consumers better or cheaper than
they do. In the free market economy the owners of capital are forced to
invest it in those lines in which it best serves the public. Thus owner-
ship of capital goods is continually shifted into the hands of those who
have best succeeded in serving the consumers. In the market economy
private property is in this sense a public service imposing upon the
owners the responsibility of employing it in the best interests of the 
sovereign consumers. This is what economists mean when they call 
the market economy a democracy in which every penny gives a right 
to vote.

The Political Aspects of Freedom

Representative government is the political corollary of the market econ-
omy. The same spiritual movement that created modern capitalism sub-
stituted elected officeholders for the authoritarian rule of absolute kings
and hereditary aristocracies. It was this much-decried bourgeois liberal-
ism that brought freedom of conscience, of thought, of speech, and of
the press and put an end to the intolerant persecution of dissenters.

A free country is one in which every citizen is free to fashion his life
according to his own plans. He is free to compete on the market for 
the most desirable jobs and on the political scene for the highest
offices. He does not depend more on other people’s favor than these
others depend on his favor. If he wants to succeed on the market, he has
to satisfy the consumers; if he wants to succeed in public affairs he has
to satisfy the voters. This system has brought to the capitalistic coun-
tries of Western Europe, America, and Australia an unprecedented in-
crease in population figures and the highest standard of living ever
known in history. The much talked-about common man has at his dis-
posal amenities of which the richest men in precapitalistic ages did not
even dream. He is in a position to enjoy the spiritual and intellectual
achievements of science, poetry, and art that in earlier days were ac-
cessible only to a small elite of well-to-do people. And he is free to wor-
ship as his conscience tells him.

the economic foundations of freedom � 5
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The Socialist Misrepresentation of the Market Economy

All the facts about the operation of the capitalistic system are misrepre-
sented and distorted by the politicians and writers who arrogated to
themselves the label of liberalism, the school of thought that in the nine-
teenth century crushed the arbitrary rule of monarchs and aristocrats
and paved the way for free trade and enterprise. As these advocates of
a return to despotism see it, all the evils that plague mankind are due
to sinister machinations on the part of big business. What is needed to
bring about wealth and happiness for all decent people is to put the cor-
porations under strict government control. They admit, although only
obliquely, that this means the adoption of socialism, the system of the
Union of Soviet Socialist Republics. But they protest that socialism will
be something entirely different in the countries of Western civilization
from what it is in Russia. And anyway, they say, there is no other method
to deprive the mammoth corporations of the enormous power they have
acquired and to prevent them from further damaging the interests of
the people.

Against all this fanatical propaganda there is need to emphasize again
and again the truth that it is big business that brought about the un-
precedented improvement of the masses’ standard of living. Luxury
goods for a comparatively small number of well-to-do can be produced
by small-size enterprises. But the fundamental principle of capitalism is
to produce for the satisfaction of the wants of the many. The same people
who are employed by the big corporations are the main consumers of the
goods turned out. If you look around in the household of an average
American wage-earner, you will see for whom the wheels of the ma-
chines are turning. It is big business that makes all the achievements
of modern technology accessible to the common man. Everybody is
benefited by the high productivity of big scale production.

It is silly to speak of the “power” of big business. The very mark of cap-
italism is that supreme power in all economic matters is vested in the
consumers. All big enterprises grew from modest beginnings into big-
ness because the patronage of the consumers made them grow. It would
be impossible for small- or medium-size firms to turn out those products
which no present-day American would like to do without. The bigger a
corporation is, the more does it depend on the consumers’ readiness to
buy its wares. It was the wishes—or, as some say, the folly—of the con-
sumers that drove the automobile industry into the production of ever
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bigger cars and forces it today to manufacture smaller cars. Chain stores
and department stores are under the necessity to adjust their operations
daily anew to the satisfaction of the changing wants of their customers.
The fundamental law of the market is: the customer is always right.

A man who criticizes the conduct of business affairs and pretends to
know better methods for the provision of the consumers is just an idle
babbler. If he thinks that his own designs are better, why does he not try
them himself? There are in this country always capitalists in search of
a profitable investment of their funds who are ready to provide the cap-
ital required for any reasonable innovations. The public is always eager
to buy what is better or cheaper or better and cheaper. What counts in
the market is not fantastic reveries, but doing. It was not talking that
made the “tycoons” rich, but service to the customers.

Capital Accumulation Benefits All of the People

It is fashionable nowadays to pass over in silence the fact that all eco-
nomic betterment depends on saving and the accumulation of capital.
None of the marvelous achievements of science and technology could
have been practically utilized if the capital required had not previously
been made available. What prevents the economically backward nations
from taking full advantage of all the Western methods of production
and thereby keeps their masses poor is not unfamiliarity with the teach-
ings of technology but the insufficiency of their capital. One badly
misjudges the problems facing the underdeveloped countries if one as-
serts that what they lack is technical knowledge, the “know-how.” Their
businessmen and their engineers, most of them graduates of the best
schools of Europe and America, are well acquainted with the state of
contemporary applied science. What ties their hands is a shortage of
capital.

A hundred years ago America was even poorer than these backward
nations. What made the United States become the most affluent coun-
try of the world was the fact that the “rugged individualism” of the years
before the New Deal did not place too serious obstacles in the way of
enterprising men. Businessmen became rich because they consumed
only a small part of their profits and plowed the much greater part back
into their businesses. Thus they enriched themselves and all of the
people. For it was this accumulation of capital that raised the marginal
productivity of labor and thereby wage rates.

the economic foundations of freedom � 7
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Under capitalism the acquisitiveness of the individual businessman
benefits not only himself but also all other people. There is a recipro-
cal relation between his acquiring wealth by serving the consumers
and accumulating capital and the improvement of the standard of liv-
ing of the wage-earners who form the majority of the consumers. The
masses are in their capacity both as wage-earners and as consumers in-
terested in the flowering of business. This is what the old liberals had
in mind when they declared that in the market economy there prevails
a harmony of the true interests of all groups of the population.

Economic Well-Being Threatened by Statism

It is in the moral and mental atmosphere of this capitalistic system that
the American citizen lives and works. There are still in some parts of the
United States conditions left which appear highly unsatisfactory to the
prosperous inhabitants of the advanced districts which form the greater
part of the country. But the rapid progress of industrialization would
have long since wiped out these pockets of backwardness if the unfortu-
nate policies of the New Deal had not slowed down the accumulation of
capital, the irreplaceable tool of economic betterment. Used to the con-
ditions of a capitalistic environment, the average American takes it for
granted that every year business makes something new and better acces-
sible to him. Looking backward upon the years of his own life, he real-
izes that many implements that were totally unknown in the days of his
youth and many others which at that time could be enjoyed only by a
small minority are now standard equipment of almost every household.
He is fully confident that this trend will prevail also in the future. He sim-
ply calls it the “American way of life” and does not give serious thought
to the question of what made this continuous improvement in the sup-
ply of material goods possible. He is not earnestly disturbed by the oper-
ation of factors that are bound not only to stop further accumulation of
capital but may very soon bring about capital decumulation. He does
not oppose the forces that—by frivolously increasing public expendi-
ture, by cutting down capital accumulation, and even making for con-
sumption of parts of the capital invested in business, and, finally, by
inflation—are sapping the very foundations of his material well-being.
He is not concerned about the growth of statism that wherever it has
been tried resulted in producing and preserving conditions which in his
eyes are shockingly wretched.
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No Personal Freedom Without Economic Freedom

Unfortunately many of our contemporaries fail to realize what a radi-
cal change in the moral conditions of man, the rise of statism, the sub-
stitution of government omnipotence for the market economy, is bound
to bring about. They are deluded by the idea that there prevails a clear-
cut dualism in the affairs of man, that there is on the one side a sphere
of economic activities and on the other side a field of activities that are
considered as noneconomic. Between these two fields there is, they
think, no close connection. The freedom that socialism abolishes is
“only” the economic freedom, while freedom in all other matters re-
mains unimpaired.

However, these two spheres are not independent of each other as this
doctrine assumes. Human beings do not float in ethereal regions. Every-
thing that a man does must necessarily in some way or other affect the
economic or material sphere and requires his power to interfere with this
sphere. In order to subsist, he must toil and have the opportunity to deal
with some material tangible goods.

The confusion manifests itself in the popular idea that what is going
on in the market refers merely to the economic side of human life and
action. But in fact the prices of the market reflect not only “material
concerns”—like getting food, shelter, and other amenities—but no less
those concerns which are commonly called spiritual or higher or no-
bler. The observance or nonobservance of religious commandments—
to abstain from certain activities altogether or on specific days, to assist
those in need, to build and to maintain houses of worship, and many
others—is one of the factors that determines the supply of, and the de-
mand for, various consumers’ goods and thereby prices and the con-
duct of business. The freedom that the market economy grants to the
individual is not merely “economic” as distinguished from some other
kind of freedom. It implies the freedom to determine also all those is-
sues which are considered as moral, spiritual, and intellectual.

In exclusively controlling all the factors of production the socialist
regime controls also every individual’s whole life. The government as-
signs to everybody a definite job. It determines what books and papers
ought to be printed and read, who should enjoy the opportunity to em-
bark on writing, who should be entitled to use public assembly halls, to
broadcast and to use all other communication facilities. This means
that those in charge of the supreme conduct of government affairs 
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ultimately determine which ideas, teachings, and doctrines can be
propagated and which not. Whatever a written and promulgated con-
stitution may say about the freedom of conscience, thought, speech,
and the press and about neutrality in religious matters must in a so-
cialist country remain a dead letter if the government does not provide
the material means for the exercise of these rights. He who monopo-
lizes all media of communication has full power to keep a tight hand
on the individuals’ minds and souls.

What makes many people blind to the essential features of any so-
cialist or totalitarian system is the illusion that this system will be oper-
ated precisely in the way which they themselves consider as desirable.
In supporting socialism, they take it for granted that the “state” will al-
ways do what they themselves want it to do. They call only that brand
of totalitarianism “true,” “real,” or “good” socialism the rulers of which
comply with their own ideas. All other brands they decry as counterfeit.
What they first of all expect from the dictator is that he will suppress all
those ideas of which they themselves disapprove. In fact, all these sup-
porters of socialism are, unbeknown to themselves, obsessed by the dic-
tatorial or authoritarian complex. They want all opinions and plans
with which they disagree to be crushed by violent action on the part of
the government.

The Meaning of the Effective Right to Dissent

The various groups that are advocating socialism, no matter whether
they call themselves communists, socialists, or merely social reformers,
agree in their essential economic program. They all want to substitute
state control—or, as some of them prefer to call it, social control—of
production activities for the market economy with its supremacy of the
individual consumers. What separates them from one another are not
issues of economic management, but religious and ideological convic-
tions. There are Christian socialists—Catholic and Protestant of dif-
ferent denominations—and there are atheist socialists. Each of these
varieties of socialism takes it for granted that the socialist common-
wealth will be guided by the precepts of their own faith or of their re-
jection of any religious creed. They never give a thought to the possi-
bility that the socialist regime may be directed by men hostile to their
own faith and moral principles who may consider it as their duty to use
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all the tremendous power of the socialist apparatus for the suppression
of what in their eyes is error, superstition, and idolatry.

The simple truth is that individuals can be free to choose between
what they consider as right or wrong only where they are economically
independent of the government. A socialist government has the power
to make dissent impossible by discriminating against unwelcome reli-
gious and ideological groups and denying them all the material imple-
ments that are required for the propagation and the practice of their con-
victions. The one-party system, the political principle of socialist rule,
implies also the one-religion and one-morality system. A socialist gov-
ernment has at its disposal means that can be used for the attainment of
rigorous conformity in every regard, Gleichschaltung (political confor-
mity) as the Nazis called it. Historians have pointed out what an impor-
tant role in the Reformation was played by the printing press. But what
chances would the reformers have had if all the printing presses had
been operated by the governments headed by Charles V of Germany
and the Valois kings of France?* And, for that matter, what chances
would Marx have had under a system in which all the means of com-
munication had been in the hands of the governments?

Whoever wants freedom of conscience must abhor socialism. Of
course, freedom enables a man not only to do the good things but also
to do the wrong things. But no moral value can be ascribed to an ac-
tion, however good, that has been performed under the pressure of an
omnipotent government.
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2

The Individual in Society

The words freedom and liberty signified for the most eminent repre-
sentatives of mankind one of the most precious and desirable goods.
Today it is fashionable to sneer at them. They are, trumpets the mod-
ern sage, “slippery” notions and “bourgeois” prejudices.

Freedom and liberty are not to be found in nature. In nature there is
no phenomenon to which these terms could be meaningfully applied.
Whatever man does, he can never free himself from the restraints
which nature imposes upon him. If he wants to succeed in acting, he
must submit unconditionally to the laws of nature.

Freedom and liberty always refer to interhuman relations. A man is
free as far as he can live and get on without being at the mercy of arbi-
trary decisions on the part of other people. In the frame of society every-
body depends upon his fellow citizens. Social man cannot become in-
dependent without forsaking all the advantages of social cooperation.

The fundamental social phenomenon is the division of labor and its
counterpart—human cooperation.

Experience teaches man that cooperative action is more efficient
and productive than isolated action of self-sufficient individuals. The
natural conditions determining man’s life and effort are such that the
division of labor increases output per unit of labor expended. These
natural facts are: (1) the innate inequality of men with regard to their
ability to perform various kinds of labor, and (2) the unequal distribu-
tion of the nature-given, nonhuman opportunities of production on
the surface of the earth. One may as well consider these two facts as one
and the same fact, namely, the manifoldness of nature which makes the
universe a complex of infinite varieties.

Excerpts from Human Action (1949). Reprinted from the pamphlet published by the Foundation
for Economic Education in 1952, with the permission of the publisher.
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Innate Inequality

The division of labor is the outcome of man’s conscious reaction to the
multiplicity of natural conditions. On the other hand, it is itself a fac-
tor bringing about differentiation. It assigns to the various geographic
areas specific functions in the complex of the processes of production.
It makes some areas urban, others rural; it locates the various branches
of manufacturing, mining, and agriculture in different places. Still
more important, however, is the fact that it intensifies the innate in-
equality of men. Exercise and practice of specific tasks adjust individ-
uals better to the requirements of their performance; men develop
some of their inborn faculties and stunt the development of others. Vo-
cational types emerge, people become specialists.

The division of labor splits the various processes of production into
minute tasks, many of which can be performed by mechanical devices.
It is this fact that made the use of machinery possible and brought
about the amazing improvements in technical methods of production.
Mechanization is the fruit of the division of labor, its most beneficial
achievement, not its motive and fountain spring. Power-driven spe-
cialized machinery could be employed only in a social environment
under the division of labor. Every step forward on the road toward the
use of more specialized, more refined, and more productive machines
requires a further specialization of tasks.

Within Society

Seen from the point of view of the individual, society is the great means
for the attainment of all his ends. The preservation of society is an es-
sential condition of any plans an individual may want to realize by any
action whatever. Even the refractory delinquent who fails to adjust his
conduct to the requirements of life within the societal system of coop-
eration does not want to miss any of the advantages derived from the di-
vision of labor. He does not consciously aim at the destruction of society.
He wants to lay his hands on a greater portion of the jointly produced
wealth than the social order assigns to him. He would feel miserable if
antisocial behavior were to become universal and its inevitable out-
come, the return to primitive indigence, resulted.

Liberty and freedom are the conditions of man within a contractual
society. Social cooperation under a system of private ownership of the
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means of production means that within the range of the market the in-
dividual is not bound to obey and to serve an overlord. As far as he gives
and serves other people, he does so of his own accord in order to be re-
warded and served by the receivers. He exchanges goods and services,
he does not do compulsory labor and does not pay tribute. He is cer-
tainly not independent. He depends on the other members of society.
But this dependence is mutual. The buyer depends on the seller and
the seller on the buyer.

Self-Interest

The main concern of many writers of the nineteenth and twentieth
centuries was to misrepresent and to distort this obvious state of affairs.
The workers, they said, are at the mercy of their employers. Now, it is
true that the employer has the right to fire the employee. But if he
makes use of this right in order to indulge in his whims, he hurts his
own interests. It is to his own disadvantage if he discharges a better man
in order to hire a less efficient one. The market does not directly pre-
vent anybody from arbitrarily inflicting harm on his fellow citizens; it
only puts a penalty upon such conduct. The shopkeeper is free to be
rude to his customers provided he is ready to bear the consequences.
The consumers are free to boycott a purveyor provided they are ready
to pay the costs. What impels every man to the utmost exertion in the
service of his fellow men and curbs innate tendencies toward arbitrari-
ness and malice is, in the market, not compulsion and coercion on the
part of gendarmes, hangmen, and penal courts; it is self-interest. The
member of a contractual society is free because he serves others only in
serving himself. What restrains him is only the inevitable natural phe-
nomenon of scarcity. For the rest he is free in the range of the market.

In the market economy the individual is free to act within the orbit
of private property and the market. His choices are final. For his fellow
men his actions are data which they must take into account in their
own acting. The coordination of the autonomous actions of all indi-
viduals is accomplished by the operation of the market. Society does
not tell a man what to do and what not to do. There is no need to en-
force cooperation by special orders or prohibitions. Noncooperation
penalizes itself. Adjustment to the requirements of society’s productive
effort and the pursuit of the individual’s own concerns are not in
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conflict. Consequently no agency is required to settle such conflicts.
The system can work and accomplish its tasks without the interference
of an authority issuing special orders and prohibitions and punishing
those who do not comply.

Compulsion and Coercion

Beyond the sphere of private property and the market lies the sphere of
compulsion and coercion; here are the dams which organized society
has built for the protection of private property and the market against
violence, malice, and fraud. This is the realm of constraint as distin-
guished from the realm of freedom. Here are rules discriminating be-
tween what is legal and what is illegal, what is permitted and what is
prohibited. And here is a grim machine of arms, prisons, and gallows
and the men operating it, ready to crush those who dare to disobey.

It is important to remember that government interference always
means either violent action or the threat of such action. Government
is in the last resort the employment of armed men, of policemen, gen-
darmes, soldiers, prison guards, and hangmen. The essential feature of
government is the enforcement of its decrees by beating, killing, and
imprisoning. Those who are asking for more government interference
are asking ultimately for more compulsion and less freedom.

Liberty and freedom are terms employed for the description of the
social conditions of the individual members of a market society in
which the power of the indispensable hegemonic bond, the state, is
curbed lest the operation of the market be endangered. In a totalitarian
system there is nothing to which the attribute “free” could be attached
but the unlimited arbitrariness of the dictator.

There would be no need to dwell upon this obvious fact if the cham-
pions of the abolition of liberty had not purposely brought about a se-
mantic confusion. They realized that it was hopeless for them to fight
openly and sincerely for restraint and servitude. The notions liberty
and freedom had such prestige that no propaganda could shake their
popularity. Since time immemorial in the realm of Western civiliza-
tion, liberty has been considered as the most precious good. What gave
to the West its eminence was precisely its concern about liberty, a so-
cial ideal foreign to the oriental peoples. The social philosophy of the
Occident is essentially a philosophy of freedom. The main content of
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the history of Europe and the communities founded by European em-
igrants and their descendants in other parts of the world was the
struggle for liberty. “Rugged” individualism is the signature of our civ-
ilization. No open attack upon the freedom of the individual had any
prospect of success.

New Definitions

Thus the advocates of totalitarianism chose other tactics. They re-
versed the meaning of words. They call true or genuine liberty the con-
dition of the individuals under a system in which they have no right
other than to obey orders. They call themselves true liberals because
they strive after such a social order. They call democracy the Russian
methods of dictatorial government. They call the labor union methods
of violence and coercion “industrial democracy.” They call freedom of
the press a state of affairs in which only the government is free to pub-
lish books and newspapers. They define liberty as the opportunity to do
the “right” things, and, of course, they arrogate to themselves the de-
termination of what is right and what is not. In their eyes government
omnipotence means full liberty. To free the police power from all re-
straints is the true meaning of their struggle for freedom.

The market economy, say these self-styled liberals, grants liberty only
to a parasitic class of exploiters, the bourgeoisie; that these scoundrels
enjoy the freedom to enslave the masses; that the wage earner is not
free; that he must toil for the sole benefit of his masters, the employers;
that the capitalists appropriate to themselves what according to the in-
alienable rights of man should belong to the worker; that under social-
ism the worker will enjoy freedom and human dignity because he will
no longer have to slave for a capitalist; that socialism means the eman-
cipation of the common man, means freedom for all; that it means,
moreover, riches for all.

These doctrines have been able to triumph because they did not en-
counter effective rational criticism. It is useless to stand upon an al-
leged “natural” right of individuals to own property if other people as-
sert that the foremost “natural” right is that of income equality. Such
disputes can never be settled. It is beside the point to criticize nonessen-
tial, attendant features of the socialist program. One does not refute so-
cialism by attacking the socialist stand on religion, marriage, birth con-
trol, and art.
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A New Subterfuge

In spite of these serious shortcomings of the defenders of economic free-
dom it was impossible to fool all the people all the time about the es-
sential features of socialism. The most fanatical planners were forced to
admit that their projects involve the abolition of many freedoms people
enjoy under capitalism and “plutodemocracy.” Pressed hard, they re-
sorted to a new subterfuge. The freedom to be abolished, they empha-
size, is merely the spurious “economic” freedom of the capitalists that
harms the common man; that outside the “economic sphere” freedom
will not only be fully preserved, but considerably expanded. “Planning
for Freedom” has lately become the most popular slogan of the cham-
pions of totalitarian government and the Russification of all nations.

The fallacy of this argument stems from the spurious distinction be-
tween two realms of human life and action, the “economic” sphere and
the “noneconomic” sphere. Strictly speaking, people do not long for
tangible goods as such, but for the services which these goods are fitted
to render them. They want to attain the increment in well-being which
these services are able to convey. It is a fact that people, in dealing on
the market, are motivated not only by the desire to get food, shelter, and
sexual enjoyment, but also by manifold “ideal” urges. Acting man is al-
ways concerned both with “material” and “ideal” things. He chooses
between various alternatives, no matter whether they are to be classified
as material or ideal. In the actual scales of value, material and ideal
things are jumbled together.

Freedom, as people enjoyed it in the democratic countries of West-
ern civilization in the years of the old liberalism’s triumph, was not a
product of constitutions, bills of rights, laws, and statutes. Those docu-
ments aimed only at safeguarding liberty and freedom, firmly estab-
lished by the operation of the market economy, against encroachments
on the part of officeholders. No government and no civil law can guar-
antee and bring about freedom otherwise than by supporting and de-
fending the fundamental institutions of the market economy. Govern-
ment means always coercion and compulsion and is by necessity the
opposite of liberty. Government is a guarantor of liberty and is com-
patible with liberty only if its range is adequately restricted to the
preservation of economic freedom. Where there is no market econ-
omy, the best-intentioned provisions of constitutions and laws remain a
dead letter.
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Competition

The freedom of man under capitalism is an effect of competition. The
worker does not depend on the good graces of an employer. If his em-
ployer discharges him, he finds another employer. The consumer is not
at the mercy of the shopkeeper. He is free to patronize another shop
if he likes. Nobody must kiss other people’s hands or fear their disfavor.
Interpersonal relations are businesslike. The exchange of goods and
services is mutual; it is not a favor to sell or to buy, it is a transaction dic-
tated by selfishness on either side.

It is true that in his capacity as a producer every man depends either
directly, as does the entrepreneur, or indirectly, as does the hired
worker, on the demands of the consumers. However, this dependence
upon the supremacy of the consumers is not unlimited. If a man has a
weighty reason for defying the sovereignty of the consumers, he can try
it. There is in the range of the market a very substantial and effective
right to resist oppression. Nobody is forced to go into the liquor indus-
try or into a gun factory if his conscience objects. He may have to pay
a price for his conviction; there are in this world no ends the attain-
ment of which is gratuitous. But it is left to a man’s own decision to
choose between a material advantage and the call of what he believes
to be his duty. In the market economy the individual alone is the su-
preme arbiter in matters of his satisfaction.

Consumers Choose

Capitalist society has no means of compelling a man to change his oc-
cupation or his place of work other than to reward those complying
with the wants of the consumers by higher pay. It is precisely this kind
of pressure that many people consider as unbearable and hope to see
abolished under socialism. They are too dull to realize that the only al-
ternative is to convey to the authorities full power to determine in what
branch and at what place a man should work.

In his capacity as a consumer man is no less free. He alone decides
what is more and what is less important for him. He chooses how to
spend his money according to his own will.

The substitution of economic planning for the market economy re-
moves all freedom and leaves to the individual merely the right to obey.
The authority directing all economic matters controls all aspects of a
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man’s life and activities. It is the only employer. All labor becomes com-
pulsory labor because the employee must accept what the chief deigns
to offer him. The economic tsar determines what and how much the
consumer may consume. There is no sector of human life in which a
decision is left to the individual’s value judgments. The authority as-
signs a definite task to him, trains him for this job, and employs him at
the place and in the manner it deems expedient.

The “Planned” Life Is Not Free

As soon as the economic freedom which the market economy grants to
its members is removed, all political liberties and bills of rights become
humbug. Habeas corpus and trial by jury are a sham if, under the pre-
text of economic expediency, the authority has full power to relegate
every citizen it dislikes to the arctic or to a desert and to assign him
“hard labor” for life. Freedom of the press is a mere blind if the au-
thority controls all printing offices and paper plants. And so are all the
other rights of men.

A man has freedom as far as he shapes his life according to his own
plans. A man whose fate is determined by the plans of a superior author-
ity, in which the exclusive power to plan is vested, is not free in the sense
in which the term “free” was used and understood by all people until the
semantic revolution of our day brought about a confusion of tongues.
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3

The Elite under Capitalism

A long line of eminent authors, beginning with Adam Ferguson,* tried
to grasp the characteristic feature that distinguishes the modern capi-
talistic society, the market economy, from the older systems of the ar-
rangement of social cooperation. They distinguished between warlike
nations and commercial nations, between societies of a militant struc-
ture and those of individual freedom, between the society based on sta-
tus and that based on contract. The appreciation of each of the two
“ideal types” was, of course, different with the various authors. But they
all agreed in establishing the contrast between the two types of social
cooperation as well as in the cognition that no third principle of the ar-
rangement of social affairs is thinkable and feasible.1 One may disagree
with some of the characteristics that they ascribed to each of the two
types, but one must admit that the classification as such makes us com-
prehend essential facts of history as well as of contemporary social
conflicts.

There are several reasons that prevent a full understanding of the
significance of the distinction between these two types of society.
There is in the first place the popular repugnance to assign to the in-
born inequality of various individuals its due importance. There is fur-
thermore the failure to realize the fundamental difference that exists
between the meaning and the effects of private ownership of the means
of production in the precapitalistic and in the capitalistic society. 
Finally, there is serious confusion brought about by the ambiguous 
employment of the term “economic power.”

Reprinted from The Freeman, January 1962.
1. See Ludwig von Mises, Human Action (New Haven: Yale, 1949), pp. 196 –99; (Chicago: Reg-
nery, 1966), pp. 195–98.
* Adam Ferguson (1723–1816), Scottish philosopher and historian, a contemporary and friend of
Adam Smith (1723–90).
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Inborn Inequality

The doctrine that ascribed all differences among individuals to post-
natal influences is untenable. The fact that human beings are born un-
equal in regard to physical and mental capacities is not denied by any
reasonable man, certainly also not by pediatrists. Some individuals sur-
pass their fellow men in health and vigor, in brain power and aptitude
for various performances, in energy and resolution. Some people are
better fit for the pursuit of earthly affairs, some less. From this point of
view we may—without indulging in any judgment of value—distin-
guish between superior and inferior men. Karl Marx referred to “the
inequality of individual endowment and therefore productive capacity
(Leistungsfähigkeit) as natural privileges” and was fully aware of the fact
that men “would not be different individuals if they were not unequal.” 2

In the precapitalistic ages the better endowed, the “superior” people,
took advantage of their superiority by seizing power and enthralling the
masses of weaker, i.e., “inferior” men. Victorious warriors appropriated
to themselves all the land available for hunting and fishing, cattle rais-
ing and tilling. Nothing was left to the rest of the people than to serve
the princes and their retinue. They were serfs and slaves, landless and
penniless underlings.

Such was by and large the state of affairs in most parts of the world
in the ages in which the “heroes” 3 were supreme and “commercialism”
was absent. But then, in a process that, although again and again frus-
trated by a renascence of the spirit of violence, went on for centuries
and is still going on, the spirit of business, i.e., of peaceful cooperation
under the principle of the division of labor, undermined the mentality
of the “good old days.” Capitalism—the market economy—radically
transformed the economic and political organization of mankind.

In the precapitalistic society the superior men knew no other
method of utilizing their own superiority than to subdue the masses of
inferior people. But under capitalism the more able and more gifted
men can profit from their superiority only by serving to the best of their
abilities the wishes and wants of the majority of less gifted men.

In the market economy the consumers are supreme. Consumers de-
termine, by their buying or abstention from buying, what should be
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produced, by whom and how, of what quality and in what quantity.
The entrepreneurs, capitalists, and landowners who fail to satisfy in the
best possible and cheapest way the most urgent of the not yet satisfied
wishes of the consumers are forced to go out of business and forfeit
their preferred position. In business offices and in laboratories the
keenest minds are busy fructifying the most complex achievements of
scientific research for the production of ever better implements and
gadgets for people who have no inkling of the scientific theories that
make the fabrication of such things possible. The bigger an enterprise
is, the more it is forced to adjust its production activities to the chang-
ing whims and fancies of the masses, its masters. The fundamental
principle of capitalism is mass production to supply the masses. It is the
patronage of the masses that makes enterprises grow into bigness. The
common man is supreme in the market economy. He is the customer
“who is always right.”

In the political sphere representative government is the corollary of
the supremacy of the consumers in the market. The officeholders de-
pend on the voters in a way similar to that in which the entrepreneurs
and investors depend on the consumers. The same historical process
that substituted the capitalistic mode of production for precapitalistic
methods substituted popular government—democracy—for royal ab-
solutism and other forms of government by the few. And wherever the
market economy is superseded by socialism, autocracy makes a come-
back. It does not matter whether the socialist or communist despotism
is camouflaged by the use of aliases such as “dictatorship of the prole-
tariat” or “people’s democracy” or “Führer (leader) principle.” It always
amounts to a subjection of the many to the few.

It is hardly possible to misconstrue more improperly the state of affairs
prevailing in the capitalistic society than by dubbing the capitalists and
entrepreneurs a “ruling” class intent upon “exploiting” the masses of de-
cent men. We do not have to raise the question as to how the men who
under capitalism are businessmen would have tried to take advantage of
their superior talents in any other thinkable organization of production
activities. Under capitalism they are vying with one another in serving
the masses of less gifted men. All their thoughts aim at perfecting the
methods of supplying the consumers. Every year, every month, every
week, something unheard of before appears on the market and is very
soon made accessible to the many. Precisely because they are producing
for profit, the businessmen are producing for the use of the consumers.
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Confusion Concerning Property

The second deficiency of the customary treatment of the problems of
society’s economic organization is the confusion produced by the in-
discriminate employment of juridical concepts, first of all the concept
of private property.

In the precapitalistic ages there prevailed by and large economic self-
sufficiency, first of every household, later—with the gradual progress to-
ward commercialism—of small regional units. The much greater part
of all products did not reach the market. They were consumed without
having been sold and bought. Under such conditions there was no es-
sential difference between private ownership of producers’ goods and
that of consumers’ goods. In each case property served the owner exclu-
sively. To own something, whether a producers’ good or a consumers’
good, meant to have it for oneself alone and to deal with it for one’s own
satisfaction.

But it is different in the frame of a market economy. The owner of
producers’ goods, the capitalist, can derive advantage from his owner-
ship only by employing them for the best possible satisfaction of the
wants of the consumers. In the market economy property in the means
of production is acquired and preserved by serving the public and is
lost if the public becomes dissatisfied with the way in which it is served.
Private property of the material factors of production is a public man-
date, as it were, which is withdrawn as soon as the consumers think that
other people would employ the capital goods more efficiently for their,
viz., the consumers’, benefit. By the instrumentality of the profit and
loss system the capitalists are forced to deal with “their” property as if 
it were other people’s property entrusted to them under the obligation
to utilize it for the best possible provision of the virtual beneficiaries,
the consumers. This real meaning of private ownership of the material
factors of production under capitalism could be ignored and misinter-
preted because all people—economists, lawyers, and laymen—had
been led astray by the fact that the legal concept of property as devel-
oped by the juridical practices and doctrines of precapitalistic ages has
been retained unchanged or only slightly altered while its effective
meaning has been radically transformed.4
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In the feudal society the economic situation of every individual was
determined by the share allotted to him by the powers that be. The
poor man was poor because little land or no land at all had been given
to him. He could with good reason think (to say it openly would have
been too dangerous): “I am poor because other people have more than
a fair share.” But in the frame of a capitalistic society the accumulation
of additional capital by those who succeeded in utilizing their funds for
the best possible provision of the consumers enriches not only the own-
ers but all of the people, on the one hand by raising the marginal pro-
ductivity of labor and thereby wages, and on the other hand by in-
creasing the quantity of goods produced and brought to the market.
The peoples of the economically backward countries are poorer than
the Americans because their countries lack a sufficient number of suc-
cessful capitalists and entrepreneurs.

A tendency toward an improvement of the standard of living of the
masses can prevail only when and where the accumulation of new cap-
ital outruns the increase in population figures.

The formation of capital is a process performed with the cooperation
of the consumers: only those entrepreneurs can earn surpluses whose
activities best satisfy the public. And the utilization of the once accu-
mulated capital is directed by the anticipation of the most urgent of the
not yet fully satisfied wishes of the consumers. Thus capital comes into
existence and is employed according to the wishes of the consumers.

Two Kinds of Power

When in dealing with market phenomena we apply the term “power,”
we must be fully aware of the fact that we are employing it with a con-
notation that is entirely different from the traditional connotation at-
tached to it in dealing with issues of government and affairs of state.

Governmental power is the faculty to beat into submission all those
who would dare to disobey the orders issued by the authorities. Nobody
would call government an entity that lacks this faculty. Every govern-
mental action is backed by constables, prison guards, and executioners.
However beneficial a governmental action may appear, it is ultimately
made possible only by the government’s power to compel its subjects to
do what many of them would not do if they were not threatened by the
police and the penal courts. A government-supported hospital serves
charitable purposes. But the taxes collected that enable the authorities
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to spend money for the upkeep of the hospital are not paid voluntarily.
The citizens pay taxes because not to pay them would bring them to
prison and physical resistance to the revenue agents could bring them
to the gallows.

It is true that the majority of the people willy-nilly acquiesce in this
state of affairs and, as David Hume* put it, “resign their own sentiments
and passions to those of their rulers.” They proceed in this way because
they think that in the long run they serve better their own interests by
being loyal to their government than by overturning it. But this does
not alter the fact that governmental power means the exclusive faculty
to frustrate any disobedience by the recourse to violence. As human 
nature is, the institution of government is an indispensable means to
make civilized life possible. The alternative is anarchy and the law of
the stronger. But the fact remains that government is the power to im-
prison and to kill.

The concept of economic power as applied by the socialist authors
means something entirely different. The fact to which it refers is the ca-
pacity to influence other people’s behavior by offering them something
the acquisition of which they consider as more desirable than the
avoidance of the sacrifice they have to make for it. In plain words: it
means the invitation to enter into a bargain, an act of exchange. I will
give you a if you give me b. There is no question of any compulsion nor
of any threats. The buyer does not “rule” the seller and the seller does
not “rule” the buyer.

Of course, in the market economy everybody’s style of life is adjusted
to the division of labor, and a return to self-sufficiency is out of the ques-
tion. Everybody’s bare survival would be jeopardized if he were forced
suddenly to experience the autarky of ages gone by. But in the regular
course of market transactions there is no danger of such a relapse into
the conditions of the primeval household economy. A faint image of
the effects of any disturbance in the usual course of market exchanges
is provided when labor union violence, benevolently tolerated or even
openly encouraged and aided by the government, stops the activities of
vital branches of business.

In the market economy every specialist—and there are no other peo-
ple than specialists—depends on all other specialists. This mutuality is
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the characteristic feature of interpersonal relations under capitalism.
The socialists ignore the fact of mutuality and speak of economic
power. For example, as they see it, “the capacity to determine product”
is one of the powers of the entrepreneur.5 One can hardly misconstrue
more radically the essential features of the market economy. It is not
business, but the consumers who ultimately determine what should be
produced. It is a silly fable that nations go to war because there is a mu-
nitions industry and that people are getting drunk because the distillers
have “economic power.” If one calls economic power the capacity to
choose—or, as the socialists prefer to say, to “determine”—the product,
one must establish the fact that this power is fully vested in the buyers
and consumers.

“Modern civilization, nearly all civilization,” said the great British
economist Edwin Cannan, “is based on the principle of making things
pleasant for those who please the market and unpleasant for those who
fail to do so.” 6 The market, that means the buyers; the consumers, that
means all of the people. To the contrary, under planning or socialism
the goals of production are determined by the supreme planning au-
thority; the individual gets what the authority thinks he ought to get. All
this empty talk about the economic power of business aims at obliter-
ating this fundamental distinction between freedom and bondage.

The “Power” of the Employer

People refer to economic power also in describing the internal condi-
tions prevailing within the various enterprises. The owner of a private
firm or the president of a corporation, it is said, enjoys within his outfit
absolute power. He is free to indulge in his whims and fancies. All em-
ployees depend on his arbitrariness. They must stoop and obey or else
face dismissal and starvation.

Such observations, too, ascribe to the employer powers that are
vested in the consumers. The requirement to outstrip its competitors
by serving the public in the cheapest and best possible way enjoins
upon every enterprise the necessity to employ the personnel best fitted
for the performance of the various functions entrusted to them. The 
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individual enterprise must try to outdo its competitors not only by the
employment of the most suitable methods of production and the pur-
chase of the best fitted materials, but also by hiring the right type of
workers. It is true that the head of an enterprise has the faculty to give
vent to his sympathies or antipathies. He is free to prefer an inferior
man to a better man; he may fire a valuable assistant and in his place
employ an incompetent and inefficient substitute. But all the faults he
commits in this regard affect the profitability of his enterprise. He has
to pay for them in full. It is the very supremacy of the market that pe-
nalizes such capricious behavior. The market forces the entrepreneurs
to deal with every employee exclusively from the point of view of the
services he renders to the satisfaction of the consumers.

What curbs in all market transactions the temptation of indulging in
malice and venom is precisely the costs involved in such behavior. The
consumer is free to boycott for some reasons, popularly called noneco-
nomic or irrational, the purveyor who would in the best and cheapest
way satisfy his wants. But then he has to bear the consequences; he will
either be less perfectly served or he will have to pay a higher price. Civil
government enforces its commandments by recourse to violence or the
threat of violence. The market does not need any recourse to violence
because neglect of its rationality penalizes itself.

The critics of capitalism fully acknowledge this fact in pointing out
that for private enterprise nothing counts but the striving after profit.
Profit can be made only by satisfying the consumers better or cheaper
or better and cheaper, than others do. The consumer has in his capac-
ity as customer the right to be full of whim and fancies. The business-
man qua producer has only one aim: to provide for the consumer. If
one deplores the businessman’s unfeeling preoccupation with profit-
seeking, one has to realize two things. First, that this attitude is pre-
scribed to the entrepreneur by the consumers who are not prepared to
accept any excuse for poor service. Secondly, that it is precisely this ne-
glect of “the human angle” that prevents arbitrariness and partiality
from affecting the employer-employee nexus.

To establish these facts does not amount either to a commendation
or to a condemnation of the market economy or its political corollary,
government by the people (representative government, democracy).
Science is neutral with regard to any judgments of value. It neither ap-
proves nor condemns; it just describes and analyzes what is.
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A Duty of the Elite

Stressing the fact that under unhampered capitalism the consumers
are supreme in determining the goals of production does not imply any
opinion about the moral and intellectual capacities of these individu-
als. The individuals qua consumers as well as qua voters are mortal
men liable to error and may very often choose what in the long run will
harm them. Philosophers may be right in severely criticizing the con-
duct of their fellow citizens. But there is, in a free society, no other
means to avoid the evils resulting from one’s fellows’ bad judgment
than to induce them to alter their ways of life voluntarily. Where there
is freedom, this is the task incumbent upon the elite.

Men are unequal and the inherent inferiority of the many manifests
itself also in the manner in which they enjoy the affluence capitalism be-
stows upon them. It would be a boon for mankind, say many authors, if
the common man would spend less time and money for the satisfaction
of vulgar appetites and more for higher and nobler gratifications. But
should not distinguished critics rather blame themselves than the
masses? Why did they, whom fate and nature have blessed with moral
and intellectual eminence, not better succeed in persuading the masses
of inferior people to drop their vulgar tastes and habits? If something is
wrong with the behavior of the many, the fault rests no more with the in-
feriority of the masses than with the inability or unwillingness of the elite
to induce all other people to accept their own higher standards of value.
The serious crisis of our civilization is caused not only by the shortcom-
ings of the masses. It is no less the effect of a failure of the elite.
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4

The Economic Role of Saving 
and Capital Goods

As the popular philosophy of the common man sees it, human wealth
and welfare are the products of the cooperation of two primordial fac-
tors: nature and human labor. All the things that enable man to live and
to enjoy life are supplied either by nature or by work or by a combination
of nature-given opportunities with human labor. As nature dispenses its
gifts gratuitously, it follows that all the final fruits of production, the con-
sumers’ goods, ought to be allotted exclusively to the workers whose toil
has created them. But unfortunately in this sinful world conditions are
different. There the “predatory” classes of the “exploiters” want to reap
although they have not sown. The landowners, the capitalists, and the
entrepreneurs appropriate to themselves what by rights belongs to the
workers who have produced it. All the evils of the world are the necessary
effect of this originary wrong.

Such are the ideas that dominate the thinking of most of our con-
temporaries. The socialists and the syndicalists conclude that in order
to render human affairs more satisfactory it is necessary to eliminate
those whom their jargon calls the “robber barons,” i.e., the entrepre-
neurs, the capitalists, and the landowners, entirely; the conduct of all
production affairs ought to be entrusted either to the social apparatus
of compulsion and coercion, the state (in the Marxian terminology
called Society), or to the men employed in the individual plants or
branches of production.

Other people are more considerate in their reformist zeal. They 
do not intend to expropriate those whom they call the “leisure class”
entirely. They want only to take away from them as much as is needed

Reprinted from The Freeman, August 1963.
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to bring about “more equality” in the “distribution” of wealth and 
income.

But both groups, the party of the thoroughgoing socialists and that of
the more cautious reformers, agree on the basic doctrine according to
which profit and interest are “unearned” income and therefore, mor-
ally objectionable. Both groups agree that profit and interest are the
cause of the misery of the great majority of all honest workingmen and
their families, and, in a decent and satisfactory organization of society,
ought to be sharply curbed, if not entirely abolished.

Yet this whole interpretation of human conditions is fallacious. The
policies engendered by it are pernicious from whatever point of view
we may judge them. Western civilization is doomed if we do not suc-
ceed very soon in substituting reasonable methods of dealing with eco-
nomic problems for the present disastrous methods.

Three Factors of Production

Mere work—that is, effort not guided by a rational plan and not aided
by the employment of tools and intermediary products—brings about
very little for the improvement of the worker’s condition. Such work is
not a specifically human device. It is what man has in common with all
other animals. It is bestirring oneself instinctively and using one’s bare
hands to gather whatever is eatable and drinkable that can be found
and appropriated.

Physical exertion turns into a factor of human production when it is
directed by reason toward a definite end and employs tools and previ-
ously produced intermediary products. Mind—reason—is the most
important equipment of man. In the human sphere, labor counts only
as one item in a combination of natural resources, capital goods, and la-
bor; all these three factors are employed, according to a definite plan
devised by reason, for the attainment of an end chosen. Labor, in the
sense in which this term is used in dealing with human affairs, is only
one of several factors of production.

The establishment of this fact demolishes entirely all the theses and
claims of the popular doctrine of exploitation. Those saving and thereby
accumulating capital goods, and those abstaining from the consump-
tion of previously accumulated capital goods, contribute their share
to the outcome of the processes of production. Equally indispensable
in the conduct of affairs is the role played by the human mind. Entre-
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preneurial judgment directs the toil of the workers and the employment
of the capital goods toward the ultimate end of production, the best pos-
sible removal of what causes people to feel discontented and unhappy.

What distinguishes contemporary life in the countries of Western
civilization from conditions as they prevailed in earlier ages—and still
exist for the greater number of those living today—is not the changes
in the supply of labor and the skill of the workers and not the familiar-
ity with the exploits of pure science and their utilization by the applied
sciences, by technology. It is the amount of capital accumulated. The
issue has been intentionally obscured by the verbiage employed by the
international and national government agencies dealing with what is
called foreign aid for the underdeveloped countries. What these poor
countries need in order to adopt the Western methods of mass produc-
tion for the satisfaction of the wants of the masses is not information
about a “know how.” There is no secrecy about technological methods.
They are taught at the technological schools and they are accurately
described in textbooks, manuals, and periodical magazines. There are
many experienced specialists available for the execution of every proj-
ect that one may find practicable for these backward countries. What
prevents a country like India from adopting the American methods of
industry is the paucity of its supply of capital goods. As the Indian gov-
ernment’s confiscatory policies are deterring foreign capitalists from
investing in India and as its prosocialist bigotry sabotages domestic ac-
cumulation of capital, their country depends on the alms that Western
nations are giving to it.

Consumers Direct the Use of Capital

Capital goods come into existence by saving. A part of the goods pro-
duced is withheld from immediate consumption and employed for
processes the fruits of which will only mature at a later date. All mate-
rial civilization is based upon this “capitalistic” approach to the prob-
lems of production.

“Roundabout methods of production,” as Böhm-Bawerk* called
them, are chosen because they generate a higher output per unit of in-
put. Early man lived from hand to mouth. Civilized man produces
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tools and intermediary products in the pursuit of long-range designs
that finally bring forth results which direct, less time-consuming meth-
ods could never have attained, or could have attained only with an in-
comparably higher expenditure of labor and material factors.

Those saving—that is consuming less than their share of the goods
produced—inaugurate progress toward general prosperity. The seed
they have sown enriches not only themselves but also all other strata of
society. It benefits the consumers.

The capital goods are for the owner a dead fund, a liability rather
than an asset, if not used in production for the best possible and cheap-
est provision of the people with the goods and services they are asking
for most urgently. In the market economy the owners of capital goods
are forced to employ their property as if it were entrusted to them by
the consumers under the stipulation to invest it in those lines in which
it best serves those consumers. The capitalists are virtually mandataries
of the consumers, bound to comply with their wishes.

In order to attend to the orders received from the consumers, their real
bosses, the capitalists must either themselves proceed to investment and
the conduct of business or, if they are not prepared for such entrepre-
neurial activity or distrust their own abilities, hand over their funds to
men whom they consider as better fitted for such a function. Whatever
alternative they may choose, the supremacy of the consumers remains
intact. No matter what the financial structure of the firm or company
may be, the entrepreneur who operates with other people’s money de-
pends no less on the market, that is, the consumers, than the entrepre-
neur who fully owns his outfit.

There is no other method to make wage rates rise than by investing
more capital per worker. More investment of capital means to give to the
laborer more efficient tools. With the aid of better tools and machines,
the quantity of the products increases and their quality improves. As the
employer consequently will be in a position to obtain from the con-
sumers more for what the employee has produced in one hour of work,
he is able—and, by the competition of other employers, forced—to pay
a higher price for the man’s work.

Intervention and Unemployment

As the labor union doctrine sees it, the wage increases that they are ob-
taining by what is euphemistically called “collective bargaining” are not
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to burden the buyers of the products but should be absorbed by the em-
ployers. The latter should cut down what in the eyes of the communists
is called “unearned income,” that is, interest on the capital invested and
the profits derived from success in filling wants of the consumers that
until then had remained unsatisfied. Thus the unions hope to transfer
step-by-step all this allegedly “unearned income” from the pockets of the
capitalists and entrepreneurs into those of the employees.

What really happens on the market is, however, very different. At the
market price m of the product p, all those who were prepared to spend m

for a unit of p could buy as much as they wanted. The total quantity of p

produced and offered for sale was s. It was not larger than s because with
such a larger quantity the price, in order to clear the market, would have
to drop below m to m�. But at this price of m� the producers with the
highest costs would suffer losses and would thereby be forced to stop pro-
ducing p. These marginal producers likewise incur losses and are forced
to discontinue producing p if the wage increase enforced by the union
(or by a governmental minimum wage decree) causes an increase of pro-
duction costs not compensated by a rise in the price of m to m�. The re-
sulting restriction of production necessitates a reduction of the labor
force. The outcome of the union’s “victory” is the unemployment of a
number of workers.

The result is the same if the employers are in a position to shift the
increase in production costs fully to the consumers, without a drop in
the quantity of p produced and sold. If the consumers are spending
more for the purchase of p, they must cut down their buying of some
other commodity q. Then the demand for q drops and brings about un-
employment of a part of the men who were previously engaged in turn-
ing out q.

The union doctrine qualifies interest received by the owners of the
capital invested in the enterprise as “unearned” and concludes that
it could be abolished entirely or considerably shortened without any
harm to the employees and the consumers. The rise in production costs
caused by wage increases could therefore be borne by shortening the
company’s net earnings and a corresponding reduction of the dividends
paid to the shareholders. The same idea is at the bottom of the unions’
claim that every increase in what they call productivity of labor (that is,
the sum of the prices received for the total output divided by the number
of man hours spent in its production) should be added to wages. Both
methods mean confiscating for the benefit of the employees the whole
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or at least a considerable part of the returns on the capital provided by
the saving of the capitalists. But what induces the capitalists to abstain
from consuming their capital and to increase it by new saving is the
fact that their forbearance is counterbalanced by the proceeds of their
investments. If one deprives them of these proceeds, the only use they
can make of the capital they own is to consume it and thus to inaugurate
general progressive impoverishment.

The Only Sound Policy

What elevates the wage rates paid to the American workers above the
rates paid in foreign countries is the fact that the investment of capital
per worker is higher in this country than abroad. Saving, the accumu-
lation of capital, has created and preserved up to now the high standard
of living of the average American employee.

All the methods by which the federal government and the govern-
ments of the states, the political parties, and the unions are trying to im-
prove the conditions of people anxious to earn wages and salaries are
not only vain but directly pernicious. There is only one kind of policy
that can effectively benefit the employees, namely, a policy that refrains
from putting any obstacles in the way of further saving and accumula-
tion of capital.
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5

Luxuries into Necessities

About sixty years ago Gabriel Tarde (1843–1904), the great French so-
ciologist, dealt with the problem of the popularization of luxuries. An
industrial innovation, he pointed out, enters the market as the extrava-
gance of an elite before it finally turns, step-by-step, into a need of each
and all and is considered indispensable. What was once a luxury be-
comes in the course of time a necessity.

The history of technology and marketing provides ample exemplifi-
cation to confirm Tarde’s thesis. There was in the past a considerable
time lag between the emergence of something unheard of before and its
becoming an article of everybody’s use. It sometimes took many centu-
ries until an innovation was generally accepted at least within the orbit
of Western civilization. Think of the slow popularization of the use of
forks, of soap, of handkerchiefs, and of a great variety of other things.

From its beginnings capitalism displayed the tendency to shorten
this time lag and finally to eliminate it almost entirely. This is not a
merely accidental feature of capitalistic production; it is inherent in its
very nature. Capitalism is essentially mass production for the satisfac-
tion of the wants of the masses. Its characteristic mark is big-scale pro-
duction by big business. For big business there cannot be any question
of producing limited quantities for the sole satisfaction of a small elite.
The bigger big business becomes, the more and the quicker it makes
accessible to the whole people the new achievements of technology.

Centuries passed before the fork turned from an implement of ef-
feminate weaklings into a utensil of all people. The evolution of the
motor car from a plaything of wealthy idlers into a universally used
means of transportation required more than twenty years. But nylon

Reprinted from the New York University Graduate School of Business Administration Newsletter

1, no. 4 (Spring 1956).
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stockings became, in this country, an article of every woman’s wear
within hardly more than two or three years. There was practically no
period in which the enjoyment of such innovations as television or the
products of the frozen food industry was restricted to a small minority.

The disciples of Marx are anxious to describe in their textbooks the
“unspeakable horrors of capitalism” which, as their master had prog-
nosticated, results “with the inexorability of a law of nature” in the pro-
gressing impoverishment of the “masses.” Their prejudices prevent
them from noticing the fact that capitalism tends, by the instrumental-
ity of big-scale production, to wipe out the striking contrast between
the mode of life of a fortunate elite and that of the rest of a nation.

The gulf that separated the man who travelled in a coach-and-six
and the man who stayed at home because he lacked the fare has been
reduced to the difference between the railroad traveller who went by
Pullman car, or first class, and the traveller who went coach class.
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6

The Saver as a Voter

In the phrase, “protection of savers,” the word “protection” has a differ-
ent meaning from that usually attributed to it in present-day political
circles. Generally speaking, protection of the “little man” or of agricul-
ture means protecting firms from competition on the market at the ex-
pense of consumers. Privileges to advance the special interests of partic-
ular groups at the expense of the entire population are recommended.
Policies are proposed which must reduce total production.

Protection of savers and of savings involves something very different
from this, namely, preservation of the very foundations of justice on
which the capitalistic order of society is based and, consequently, of
capitalism itself. The unprecedented increase in the standard of living
of the masses in the capitalistic West is due to the fact that the forma-
tion of capital increased much more than the population. Real wages
went up because the marginal productivity of capital goods went down
in comparison with that of labor or, more popularly expressed, because
the worker in a modern, well-equipped plant can produce many times
more than can a worker with primitive tools.

Unrecognized Dangers

It was possible for savings and capital accumulation to increase on 
an ever larger scale in the West because the right of private property, in
contrast to the arbitrary might of military and political rulers, had been
firmly established as the result of a gradual development based on Ro-
man law. Conditions in the constitutional state permitted sizeable ac-
cumulations of savings and capital investment. What separates West

Translated by Bettina Bien Greaves from the German, as it appeared in Zeitschrift für das gesamte
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from East is precisely the idea which social reformers ridicule as the
“sanctity” of property, and which has not penetrated the Orient at all.*
Capitalistic saving and investment cannot develop in lands where it is
generally believed that the wealth of the businessman causes the pov-
erty of the many, and where the successful trader is sacrificed to the
predatory desires of the rulers and their representatives. The short in-
terlude of “colonialism” and “imperialism” now belongs to history.
One day, also, the United States will discontinue its gifts of billions to
the enemies of capitalism. Many hundreds of millions in Asia and Africa
will suffer increasing want because the policies of their governments
obstruct domestic saving and capital formation and keep foreign capi-
tal out.

In view of the situation in the United States, there is certainly no
cause to wonder that the Orientals lack understanding of the problem
of capital creation and capital preservation. The fact that every year the
quantity of newly accumulated capital in the United States far exceeds
the amount consumed in production and otherwise used up is due nei-
ther to the policies of the government nor to the doctrines propagated
by the universities, the two political parties, and the press. It is a result
of the fact that American capitalism still operates satisfactorily in spite
of all the obstacles placed in its way under the misleading label of “wel-
fare economics.”

The market economy under the directorship of the entrepreneur has
never better demonstrated its unparalleled productivity than in its
adaptation to this system so full of traps and snares. Still the official po-
litical economists, self-styled “progressives,” misinterpret this great suc-
cess of entrepreneurial initiative. Prejudiced by their socialistic ideas,
they seek to discover in every improvement in the standard of living of
the masses a new argument for the continuation of the New and Fair
Deal reforms and the related policies of inflation and credit expansion
through low interest rates.

For some time it has seemed that public opinion was beginning to
recognize the dangers of continued inflation, and that this would lead
to an end of the policy of credit expansion. Yet the Federal Reserve
Banks’ interest rate was allowed to increase only slightly before a strong
countermovement set in. Everyone protests that he is against inflation.
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Yet what is usually meant by “inflation” is not an increase in the supply
of money and credit but an increase of prices. People do not want to
hear that an increase in prices is the inevitable consequence of an in-
crease in the money supply. To bolster purchasing power, they demand
cheap credit and price ceilings.

After a period of decreased saving, the amount of new savings is once
again rising in the United States. Also, the increase in the amount of
life insurance taken out each year is considerable. Nevertheless it would
be premature to conclude from this that the masses do not realize that
the progressive decline in the dollar’s purchasing power is a threat to
their savings and their provision for the future. However, there is no
other possible means of saving open to the employee or worker who is
not familiar with business or the stock market. (Even the entirely in-
sufficient makeshift of hoarding gold coins is in the United States ille-
gal and practically impossible.*) The people cling to the hope that no
further decline in the dollar’s purchasing power will take place.

“Do You Know That You Are a Creditor?”

The coming years will determine whether the United States, whose
spokesmen never tire of noting that the American standard of living is
much higher and better than that of any other time or place, will suc-
ceed in managing its finances without inflation or credit expansion.
The number of persons is not large who fully recognize the dangers of
government’s mislabelled “expansionist” monetary policy, and only a
few politicians are ready to listen to their words of warning. The “prac-
tical” person has no interest in “long-run” policies. For him, nothing
matters but the outcome of the next Congressional election, which is
never more than two years off.

When National Socialism (Nazism) attained success in Germany
with its slogan “Wipe out interest slavery!” one daily paper—I believe it
was the Frankfurter Zeitung—carried an article under the headline “Do
you know that you are a creditor?” The American “common man,” as
a saver and especially as an owner of life insurance policies, is a creditor
to a much greater degree than was the average German of the Weimar
Republic. Still he is not aware of it. He trusts the inflationists who tell
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him that “cheap money” hurts only the “international bankers.” Just as
he supports politicians, who spend billions in tax dollars to raise food
prices, he is supporting a monetary policy that threatens his economic
future.

There is only one way to improve the situation. That is to try to ex-
plain these matters to the voter.
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7

The Market and the State

For every species of animals and plants the means of subsistence are
limited. Hence every living being’s vital interests are implacably op-
posed to those of all members of its own species. Only human beings
know how to overcome this irreconcilable nature-given conflict by em-
barking upon cooperation. The higher productivity of work performed
under the principle of the division of labor substitutes for the grim an-
tagonism created by the scarcity of food the solidarity of interests of
people intentionally aiming at common goals. The peaceful exchange
of commodities and services, the market process, becomes the standard
type of interhuman relations. Mutual agreement of the parties dis-
places the recourse to violence, to the law of the stronger.

Cooperation versus Violence

The inherent deficiency of this method of solving mankind’s funda-
mental problem (and there is no other method available) is to be seen
in the fact that it depends on full and unconditional cooperation of all
human beings and can be frustrated by the noncooperation of any in-
dividual. There is no other means available to eliminate violent inter-
ference with human affairs than the recourse to more powerful vio-
lence. Against individuals or groups of individuals who are resorting to
violence or are not complying with their obligations resulting from
contracts nothing avails but the recourse to violent action. The market
system of voluntary agreements cannot work if not backed up by an ap-
paratus of compulsion and coercion ready to resort to violence against
individuals who are not strictly abiding by the terms and rules of mu-
tual agreement. The market needs the support of the state.

Reprinted from Mises’s original manuscript, first published in German translation in Schweizer
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The market in the broadest sense of the term is the process that en-
compasses all voluntary and spontaneous actions of men. It is the
realm of human initiative and freedom and the soil upon which all hu-
man achievements thrive.

The state, the power protecting the market against destructive re-
course to violence, is a grim apparatus of coercion and compulsion. It
is a system of orders and prohibitions, and its armed servants are always
ready to enforce these laws. Whatever the state does is done by those
subject to its commands. State power forced its subjects to build pyra-
mids and other monuments, hospitals, research institutes, and schools.
People see these achievements and praise their authors to the skies.
They do not see the buildings that state power destroyed. Nor do they
see those structures that were never constructed because the govern-
ment had taxed away the means that individual citizens had destined
for their erection.

There is today practically no limit to the people’s and their rulers’
prostatist or, as one says today, prosocialist enthusiasm. Hardly anybody
is courageous enough to raise objections if some expansion of state
power—popularly styled the “public sector of the economy”—is sug-
gested. What slows down and in most fields almost stops the progress
toward more socialization of business enterprises is the manifest finan-
cial failure of almost all nationalization and municipalization ven-
tures. In this regard reference to the U.S. Post Office plays an important
role in present-day social philosophies and economic policies. Its well-
known inefficiency and its enormous financial deficit demolish the
popular fables about the virtues of the conduct of affairs by the state,
the social apparatus of violent action.

It is impossible to defend honestly the case for violence against the
case for peaceful cooperation. Thus the advocates of violence are re-
sorting to the trick of calling the methods of violence and threat of vio-
lence to which they resort “non-violence.” The outstanding case is that
of labor-unionism. Its essential procedure, the use of violent action of
various kinds 1 or the threat of such action, is to prevent enterprises from
working with the aid of people who do not obey the unions’ orders.
They have succeeded in giving to the military term “picketing” a
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“peaceful” connotation. Yet, precisely in the way they apply it, it in-
cludes the willingness to kill and destroy by brute force.

The fundamental antagonism between the realm of mutual peace-
ful agreement and that of compulsion and coercion cannot be eradi-
cated by idle talk about two “sectors” of the economy, the private and
the public. There is no conciliation between constraint and spontane-
ity. The attempts to resuscitate the totalitarianism of the Pharaohs of
Egypt or of the Incas of Peru are doomed. And violence does not lose
its antisocial character by being rebaptized “nonviolence.” All that man
has created was a product of voluntary human cooperation. All that vi-
olence has contributed to civilization consists in the—certainly indis-
pensable—services it renders to the endeavors of peace-loving people
to restrain potential peace-breakers.

Socialist Planning

Western civilization appreciates and always appreciated liberty as the
greatest good. The history of the West is a record of struggles against
tyranny and for freedom. In the nineteenth century the idea of the in-
dividual’s freedom as developed by the ancient Greeks and resuscitated
by the Europeans of the Renaissance and the Enlightenment seemed
even to work upon the backward people of the East. Optimists were
talking about a coming age of freedom and peace.

What really happened was just the opposite. The nineteenth cen-
tury, very successful in the natural sciences and their technological uti-
lization, begot and made popular social doctrines that depicted the to-
tal state as the ultimate design of human history. Pious Christians as
well as radical atheists rejected the market economy, vilifying it as the
worst of all evils. While capitalism increased the productivity of eco-
nomic effort in an unprecedented degree and the standard of living of
the masses in the capitalistic countries improved from year to year, the
Marxian doctrine of the unavoidable progressive pauperization of the
“exploited classes” was accepted as an incontestable dogma. Self-styled
intellectuals, yearning and striving hard for what they style the dicta-
torship of the proletariat, pretend to continue the endeavors of all the
great champions of freedom.

The social and political ideal of our age is planning. No longer
should the individuals have the right and the opportunity of choosing
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the mode of their integration into the system of social cooperation.
Everybody will have to comply with the orders issued by society’s—i.e.,
the state’s, the police power’s—supreme office. From the cradle to the
coffin everybody will be forced to behave precisely as he is ordered to
behave by the makers of the “plan.” These orders will determine his
training and the place and the kind of his work as well as the wages he
will receive. He will not be in a position to raise any objections against
the orders received; according to the philosophy underlying the system,
the planning authority alone is in a position to know whether or not the
order is or is not in accordance with its plan for the “socially” most de-
sirable conduct of affairs.

The total enslavement of all members of society is not a merely acci-
dental attendant phenomenon of the socialist management. It is rather
the essential feature of the socialist system, the very effect of any think-
able kind of a socialist conduct of business. It is precisely this that the so-
cialist authors had in mind when they stigmatized capitalism as “anar-
chy of production” and asked for the transfer of all authority and power
to “society.” Either a man is free to live according to his own plan or he
is forced to submit unconditionally to the plan of the great god state.

It does not matter that the socialists call themselves today “leftists”
and smear the advocates of limited government and the market econ-
omy as “rightists.” These terms “left” and “right” have lost any political
significance. The only meaningful distinction is that between the ad-
vocates of the market economy and its corollary, limited government,
and the advocates of the total state.

For the first time in human history there is perfect agreement be-
tween the majority of the so-called intellectuals and the vast majority
of all other classes and groups of people. Passionately and vehemently
they all want planning, i.e., their own total enslavement.

Individual Freedom and the Market Economy

The characteristic feature of the capitalistic society is the sphere of ac-
tivity it assigns to the initiative and responsibility of its members. The
individual is free and supreme as long as he does not restrict the free-
dom of his fellow citizens in pursuance of his own ends. In the market
he is sovereign in his capacity as a consumer. In the governmental
sphere he is a voter and in this capacity a part of the sovereign lawgiver.
Political democracy and democracy of the market are congeneric. 
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In the terminology of Marxism one would have to say: Representative
government is the superstructure of the market economy as despotism
is the superstructure of socialism.

The market economy is not merely one of various thinkable and pos-
sible systems of mankind’s economic cooperation. It is the only method
that enables man to establish a social system of production to which the
unswerving tendency is inwrought to aim at the best possible and
cheapest provisioning of the consumers.

the market and the state � 45
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8

The Outlook for Saving and Investment

Writing in 1817, David Ricardo in his Principles of Political Economy

and Taxation pointed to the experience that “the fancied or real inse-
curity of capital, when not under the immediate control of its owner,”
checks the emigration of capital. Thus most men of property prefer a
low rate of profit in their own country to a more advantageous employ-
ment for their wealth in foreign nations.1 This was said precisely on the
eve of the age that will be remembered in history as the period in which
the insulation of the various local and national markets gave way to the
evolution of an effective world trade not only in consumers’ goods but
also in capital goods.

Foreign Investment

British capitalists inaugurated the new methods of foreign investment;
they were very soon followed by the businessmen of Western and Cen-
tral Europe and of the United States. An unprecedented improvement
in the average standard of living resulted. Observing the benefits that
this system brought both to the investors and to the people of the coun-
tries in which the investments were made, optimists hopefully looked
forward to the coming of an era of perpetual peace and goodwill among
all nations. They were poor prophets.

They overrated the mental power and they underrated the malicious
envy not only of the uncultured masses but no less of the crowd of self-
styled intellectuals. They did not foresee that in the light of doctrines,
elaborated in England and France and perfected in Germany and Rus-
sia, foreign investors would appear as the worst enemies of all decent

Reprinted from 75th anniversary issue of Farmand (Oslo, Norway), February 12, 1966.
1. Cf. Ricardo, Works, ed. by McCulloch, 2d ed. (London, 1852), p. 77.
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people, as exploiters and usurers. They could not divine the impetuous
vehemence of the passions stirred up by unscrupulous demagogues.
The Americans and the British are hated in the economically under-
developed countries because they have provided the capital for invest-
ments the inhabitants were not able to provide.

Every account of the history of modern culture must first of all dis-
tinguish between two groups of nations, viz. those that have developed
a system which made domestic saving and the large-scale accumula-
tion of capital possible and those that did not. The lamentable failure
of all “leftist” economic doctrines from Saint-Simonism and Marxism
down to the “imperialism” theory of Luxembourg, Lenin, and Hilfer-
ding and to Keynesianism is precisely to be seen in their misconstruc-
tion of the meaning of saving, capital accumulation, and investment.*
In the great ideological conflict of the nineteenth century the Liberals
and their spokesmen, the much abused “vulgar economists,” were right
in proclaiming as their main thesis: there is but one means to improve
the material conditions of all of the people, viz., to accelerate the ac-
cumulation of capital as against the increase in population.

The great age of foreign investment came to an inglorious end when
the twentieth century’s doctrinaires were no longer prepared to see any
difference between the devastation of a country by military action and
the investment of foreign capital for the construction of factories and
transportation facilities. Each of these two entirely different procedures
is called conquest and imperialism. The expropriation of foreign invest-
ments is styled “liberation.” It is, if at all, only mildly censured by the ju-
rists and economists of the “capitalistic sector” of the world. No wonder
that the eagerness to invest in foreign countries disappeared. Foreign aid
tries now to fill the gap. As Miss Ayn Rand defined it, this new doctrine
requests that our wealth should be given away to the peoples of Asia and
Africa, “with apologies for the fact that we have produced it while they
haven’t.” 2

The joint operation of the ideas of socialism and nationalism has 
not only almost entirely suppressed saving and the accumulation of
capital (for non-military purposes) in the communist countries and in
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2. Cf. Ayn Rand, For the New Intellectual (New York, 1961), p. 4.
* Claude Henri de Saint-Simon (1760–1825), founder of French socialism; Rosa Luxembourg
(1870–1919), Marxist revolutionary; Nikolai Vladimir Lenin (1870–1924), leader of the 1917 Rus-
sian Communist revolution; and Rudolf Hilferding (1877–1941), German Social Democrat, were
all ideological socialists.
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the orbit of the nations commonly called today underdeveloped. It
made the industrial countries of Western and Central Europe and
North America adopt conceptions the application of which must
sooner or later result in the complete cessation of any voluntary saving
and capital formation on the part of individual citizens.

The “Productivity of Labor”

Thus the official doctrine of the United States operates with a concept
of productivity of labor that defines it as the market value (in terms of
money) added to the products by the processing (of the firm in ques-
tion or by all the firms of the branch of industry), divided by the num-
ber of workers employed. Or, in other words, output per man-hour of
work. It pretends that every improvement in this figure means an “in-
crease in the productivity of labor” that is caused by the workers’ effort
and which by rights belongs entirely to them. In wage negotiations the
unions claim this “productivity gain” as their members’ due. The em-
ployers as a rule neither question this concept of productivity of labor
nor do they contest the resulting claims of the unions. They accept it
implicitly in occasionally pointing out that wage rates have already
risen to the extent of the increase in productivity, computed according
to this method. The government in formulating its “guidelines” for the
determination of wage rates and product prices adopts the unions’
point of view.

It is obvious that the theory underlying this doctrine radically mis-
construes the essential facts about industrial production. The difference
between the “productivity” of a worker handling the tools of a bygone
state of technology and another working in a plant equipped with the
most modern machines is not due to the personal qualities and the effort
of the worker but to the quality of the shop’s equipment. If the worker is
to get all the “increase in productivity” brought about by the investment
of additional capital, nothing is left for the people whose saving created
this capital and made its investment possible. (For the sake of simplicity
we may omit referring to the role of the entrepreneurs and to that of the
managers and the technologists.) Saving, capital accumulation and in-
vestment will no longer pay and will come to an end. There will no
longer be any economic progress.3
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3. See my Human Action, 4th rev. ed. (Chicago, 1996), pp. 608—10.
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Anti-capitalistic Ideas

It cannot be denied that also in the noncommunist countries an out-
spoken anti-capitalistic tendency prevails in fiscal policies. The taxa-
tion of personal incomes, corporations, and inheritance tends more
or less openly toward a complete confiscation of such allegedly “un-
earned” intake. The joint effects of these anti-capitalistic measures are
to some extent still veiled by inflationary monetary and banking poli-
cies. But sooner or later the main problem will become visible: how to
provide for new additional investments when the individuals and cor-
porations are prevented—either by the methods of taxation or by the
methods applied to the determination of wage rates—from deriving
any benefit from saving and capital investment.

the outlook for saving and investment � 49
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9

Inequality of Wealth and Incomes

The market economy—capitalism—is based on private ownership of
the material means of production and private entrepreneurship. The
consumers, by their buying or abstention from buying, ultimately deter-
mine what should be produced and in what quantity and quality. They
render profitable the affairs of those businessmen who best comply with
their wishes and unprofitable the affairs of those who do not produce
what they are asking for most urgently. Profits convey control of the fac-
tors of production into the hands of those who are employing them for
the best possible satisfaction of the most urgent needs of the consumers,
and losses withdraw them from the control of the inefficient business-
men. In a market economy not sabotaged by the government the owners
of property are mandataries of the consumers as it were. On the market
a daily repeated plebiscite determines who should own what and how
much. It is the consumers who make some people rich and other people
penniless.

Inequality of wealth and incomes is an essential feature of the mar-
ket economy. It is the implement that makes the consumers supreme
in giving them the power to force all those engaged in production to
comply with their orders. It forces all those engaged in production to
the utmost exertion in the service of the consumers. It makes competi-
tion work. He who best serves the consumers profits most and accu-
mulates riches.

In a society of the type that Adam Ferguson, Saint-Simon, and Her-
bert Spencer (1820–1903) called militaristic and present-day Americans
call feudal, private property of land was the fruit of violent usurpation
or of donations on the part of the conquering warlord. Some people
owned more, some less, and some nothing because the chieftain had

Reprinted from Ideas on Liberty, May 1955.
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determined it that way. In such a society it was correct to assert that the
abundance of the great landowners was the corollary of the indigence
of the landless. But it is different in a market economy. Bigness in busi-
ness does not impair, but improves the conditions of the rest of the
people. The millionaires are acquiring their fortunes in supplying the
many with articles that were previously beyond their reach. If laws had
prevented them from getting rich, the average American household
would have to forgo many of the gadgets and facilities that are today its
normal equipment. This country enjoys the highest standard of living
ever known in history because for several generations no attempts were
made toward “equalization” and “redistribution.” Inequality of wealth
and incomes is the cause of the masses’ well-being, not the cause of
anybody’s distress. Where there is a “lower degree of inequality,” there
is necessarily a lower standard of living of the masses.

Demand for “Distribution”

In the opinion of the demagogues inequality in what they call the “dis-
tribution” of wealth and incomes is in itself the worst of all evils. Justice
would require an equal distribution. It is therefore both fair and expedi-
ent to confiscate the surplus of the rich or at least a considerable part of
it and to give it to those who own less. This philosophy tacitly presup-
poses that such a policy will not impair the total quantity produced. But
even if this were true, the amount added to the average man’s buying
power would be much smaller than extravagant popular illusions as-
sume. In fact the luxury of the rich absorbs only a slight fraction of the
nation’s total consumption. The much greater part of the rich men’s in-
comes is not spent for consumption, but saved and invested. It is pre-
cisely this that accounts for the accumulation of their great fortunes. If
the funds which the successful businessmen would have ploughed back
into productive employments are used by the state for current expendi-
ture or given to people who consume them, the further accumulation of
capital is slowed down or entirely stopped. Then there is no longer any
question of economic improvement, technological progress, and a trend
toward higher average standards of living.

When Marx and Engels in the Communist Manifesto recommended
“a heavy progressive or graduated income tax” and “abolition of all right
of inheritance” as measures “to wrest, by degrees, all capital from the
bourgeoisie,” they were consistent from the point of view of the ultimate
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end they were aiming at, viz., the substitution of socialism for the mar-
ket economy. They were fully aware of the inevitable consequences of
these policies. They openly declared that these measures are “eco-
nomically untenable” and that they advocated them only because “they
necessitate further inroads” upon the capitalist social order and are “un-
avoidable as a means of entirely revolutionizing the mode of produc-
tion,” i.e., as a means of bringing about socialism.

But it is quite a different thing when these measures which Marx and
Engels characterized as “economically untenable” are recommended
by people who pretend that they want to preserve the market economy
and economic freedom. These self-styled middle-of-the-road politi-
cians are either hypocrites who want to bring about socialism by de-
ceiving the people about their real intentions, or they are ignoramuses
who do not know what they are talking about. For progressive taxes
upon incomes and upon estates are incompatible with the preservation
of the market economy.

The middle-of-the-road man argues this way: “There is no reason why
a businessman should slacken in the best conduct of his affairs only be-
cause he knows that his profits will not enrich him but will benefit all
people. Even if he is not an altruist who does not care for lucre and who
unselfishly toils for the common weal, he will have no motive to prefer a
less efficient performance of his activities to a more efficient. It is not
true, that the only incentive that impels the great captains of industry is
acquisitiveness. They are no less driven by the ambition to bring their
products to perfection.”

Supremacy of the Consumers

This argumentation entirely misses the point. What matters is not the
behavior of the entrepreneurs but the supremacy of the consumers. We
may take it for granted that the businessmen will be eager to serve the
consumers to the best of their abilities even if they themselves do not
derive any advantage from their zeal and application. They will ac-
complish what according to their opinion best serves the consumers.
But then it will no longer be the consumers that determine what they
get. They will have to take what the businessmen believe is best for
them. The entrepreneurs, not the consumers, will then be supreme.
The consumers will no longer have the power to entrust control of 
production to those businessmen whose products they like most and to

52 � economic freedom

01-L3858-P01  10/3/06  1:43 PM  Page 52



relegate those whose products they appreciate less to a more modest 
position in the system.

If the present American laws concerning the taxation of the profits of
corporations, the incomes of individuals, and inheritances had been
introduced about sixty years ago, all those new products whose con-
sumption has raised the standard of living of the “common man” would
either not be produced at all or only in small quantities for the benefit
of a minority. The Ford enterprises would not exist if Henry Ford’s
profits had been taxed away as soon as they came into being. The busi-
ness structure of 1895 would have been preserved. The accumulation
of new capital would have ceased or at least slowed down considerably.
The expansion of production would lag behind the increase of popu-
lation. There is no need to expatiate about the effects of such a state of
affairs.

Profit and loss tell the entrepreneur what the consumers are asking
for most urgently. And only the profits the entrepreneur pockets enable
him to adjust his activities to the demand of the consumers. If the
profits are expropriated, he is prevented from complying with the di-
rectives given by the consumers. Then the market economy is deprived
of its steering wheel. It becomes a senseless jumble.

People can consume only what has been produced. The great prob-
lem of our age is precisely this: Who should determine what is to be
produced and consumed, the people or the State, the consumers them-
selves or a paternal government? If one decides in favor of the con-
sumers, one chooses the market economy. If one decides in favor of the
government, one chooses socialism. There is no third solution. The de-
termination of the purpose for which each unit of the various factors of
production is to be employed cannot be divided.

Demand for Equalization

The supremacy of the consumers consists in their power to hand over
control of the material factors of production and thereby the conduct
of production activities to those who serve them in the most efficient
way. This implies inequality of wealth and incomes. If one wants to 
do away with inequality of wealth and incomes, one must abandon 
capitalism and adopt socialism. (The question whether any socialist
system would really give income equality must be left to an analysis of
socialism.)

inequality of wealth and incomes � 53

01-L3858-P01  10/3/06  1:43 PM  Page 53



But, say the middle-of-the-road enthusiasts, we do not want to abol-
ish inequality altogether. We want merely to substitute a lower degree
of inequality for a higher degree.

These people look upon inequality as upon an evil. They do not as-
sert that a definite degree of inequality which can be exactly determined
by a judgment free of any arbitrariness and personal evaluation is good
and has to be preserved unconditionally. They, on the contrary, declare
inequality in itself as bad and merely contend that a lower degree of it is
a lesser evil than a higher degree in the same sense in which a smaller
quantity of poison in a man’s body is a lesser evil than a larger dose. But
if this is so, then there is logically in their doctrine no point at which the
endeavors toward equalization would have to stop. Whether one has
already reached a degree of inequality which is to be considered low
enough and beyond which it is not necessary to embark upon further
measures toward equalization is just a matter of personal judgments of
value, quite arbitrary, different with different people and changing in the
passing of time. As these champions of equalization appraise confisca-
tion and “redistribution” as a policy harming only a minority, viz., those
whom they consider to be “too” rich, and benefiting the rest—the ma-
jority—of the people, they cannot oppose any tenable argument to those
who are asking for more of this allegedly beneficial policy. As long as any
degree of inequality is left, there will always be people whom envy im-
pels to press for a continuation of the equalization policy. Nothing can
be advanced against their inference: If inequality of wealth and incomes
is an evil, there is no reason to acquiesce in any degree of it, however low;
equalization must not stop before it has completely leveled all individu-
als’ wealth and incomes.

The history of the taxation of profits, incomes, and estates in all coun-
tries clearly shows that once the principle of equalization is adopted,
there is no point at which the further progress of the policy of equal-
ization can be checked. If, at the time the Sixteenth Amendment was
adopted, somebody had predicted that some years later the income tax
progression would reach the height it has really attained in our day, the
advocates of the Amendment would have called him a lunatic. It is cer-
tain that only a small minority in Congress will seriously oppose fur-
ther sharpening of the progressive element in the tax rate scales if such
a sharpening should be suggested by the Administration or by a con-
gressman anxious to enhance his chances for reelection. For, under the
sway of the doctrines taught by contemporary pseudo-economists, all
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but a few reasonable men believe that they are injured by the mere fact
that their own income is smaller than that of other people and that it is
not a bad policy to confiscate this difference.

There is no use in fooling ourselves. Our present taxation policy is
headed toward a complete equalization of wealth and incomes and
thereby toward socialism. This trend can be reversed only by the cogni-
tion of the role that profit and loss and the resulting inequality of wealth
and incomes play in the operation of the market economy. People must
learn that the accumulation of wealth by the successful conduct of busi-
ness is the corollary of the improvement of their own standard of living
and vice versa. They must realize that bigness in business is not an evil,
but both the cause and effect of the fact that they themselves enjoy all
those amenities whose enjoyment is called the “American way of life.”

inequality of wealth and incomes � 55
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� part ii

Interventionism

It is self-evident that human beings are not omniscient; they cannot
know everything. And they are not omnicompetent; they make mis-
takes. However, Mises was convinced that they would have more knowl-
edge and would make fewer mistakes if they were free and if their vol-
untary actions were not hampered. Mises’s understanding of economic
theory convinced him that men who are free to seek their respective
goals by peaceful means, to compete, cooperate, bargain, and exchange
with one another, to adjust and adapt to changing conditions, will learn
by reason and experience. They will often be able to correct their mis-
takes, misjudgments, and miscalculations before the effects become se-
rious. Everyone concerned will benefit as a result.

Realizing the advantages of peaceful social cooperation, Mises was
led to advocate the protection of free markets and private property. The
role of government was to act as “night watchman.” It should not oth-
erwise interfere with the peaceful and voluntary actions of individuals.
It should not try to be both God and Santa Claus. Government should
use its power, as Mises says, “only to protect decent law-abiding people
against violent or fraudulent attacks.”

The articles in this section point out the unfortunate consequences
when government goes beyond this limited role. Some of the articles
in this section date from the period of the post–World War II “Cold
War” against communism and the Korean War (1950–53). The effects
of inflation (monetary expansion) were then in the news and price con-
trols were imposed temporarily. Among the issues discussed here are
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government spending, special privileges, artificially maintained wage
rates, credit expansion, and inflation, all of which persist to this day.

The people, Mises said, must come to understand the consequences
of these programs. It is “diabolic,” Mises writes in one article, “to egg
various pressure groups on to ask for more and more government
spending to be financed by credit expansion. The bill for such govern-
ment extravagance is always footed by the most industrious and provi-
dent people,” to the disadvantage of all the people.

58 � interventionism
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10

The Why of Human Action

There are no ivory towers to house economists. Whether he likes it or
not, the economist is always dragged into the turmoil of the arena in
which nations, parties, and pressure groups are battling. Nothing ab-
sorbs the minds of our contemporaries more intensely than the pros
and cons of economic doctrines. Economic issues engross the attention
of modern writers and artists more than any other problem. Philoso-
phers and theologians today deal more often with economic themes
than with those topics which were once considered as the proper field of
philosophical and theological studies. What divides mankind into two
hostile camps, whose violent clash may destroy civilization, is antago-
nistic ideas with regard to the economic interpretation of human life
and action.

Politicians proclaim their utter contempt for what they label as
“mere theory.” They pretend that their own approach to economic
problems is purely practical and free from any dogmatic preposses-
sions. They fail to realize that their policies are determined by definite
assumptions about causal relations, i.e., that they are based on definite
theories. Acting man, in choosing certain means for the attainment of
ends aimed at, is necessarily always guided by “mere theory”; there is
no practice without an underlying doctrine. In denying this truth, the
politician tries in vain to withdraw the faulty, self-contradictory, and a
hundred-times refuted misapprehensions directing his conduct of af-
fairs from the criticism of the economists.

The social function of economic science consists precisely in devel-
oping sound economic theories and in exploding the fallacies of vi-
cious reasoning. In the pursuit of this task the economist incurs the
deadly enmity of all mountebanks and charlatans whose shortcuts to an

Reprinted from Plain Talk, September 1949.
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earthly paradise he debunks. The less these quacks are able to advance
plausible objections to an economist’s argument, the more furiously do
they insult them.

Sound Money versus Inflationism and Expansionism

At the beginning of our century the governments of the civilized na-
tions were committed either to the so-called classical gold standard or
to the gold exchange standard. Their conduct of monetary and credit
policies was, to be sure, not free from mistakes, and they indulged in a
certain amount of credit expansion. But when compared with condi-
tions after 1914, they were moderate in their expansionist ventures and
spurned the fantastic projects of the so-called “monetary cranks” who
advocated boundless inflation and credit expansion as the patent med-
icine for all economic ills.

Yet this rejection of the plans which aimed at making people pros-
perous through increasing the quantity of money and fiduciary media
was not founded upon a satisfactory cognition of the inevitable and un-
desired consequences of such a policy. The governments were disin-
clined to deviate from traditional standards of monetary management
because the troubles engendered by earlier inflations had not yet been
obliterated from the memory of the older statesmen and some vestiges
of the prestige of the classical economists still prevailed. Professors and
bankers loathed the writings of Ernest Solvay (1838–1922), Silvio Gesell
(1862–1930), and a host of other expansionists. But hardly anybody
knew why these authors were wrong or how to refute them. In fact the
doctrines generally accepted by the treasuries, the central banks, the
financial press, and the universities did not differ essentially from 
the ideas advanced by the “monetary cranks.” These champions of a
sweeping social reform to be accomplished by monetary measures only
carried the official doctrine to its ultimate logical consequences. It was
to be expected that in a coming emergency, such as a great war or rev-
olution, those in office would turn away from their cautious reserve and
that orgies of inflation and credit expansion would be rife.

Such was the state of monetary and credit theory when my Theory of

Money and Credit was published.1 I tried to construct a theory based

1. DieTheoriedesGeldesundderUmlaufsmittel,firstGerman-languageedition, 1912;English trans-
lation, The Theory of Money and Credit (J. Cape, 1934; Yale, 1953; FEE, 1971; Liberty Fund, 1980).
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entirely upon the modern subjectivist methods of dealing with eco-
nomic issues, the marginal utility concept. What was called “inflation”
at that time and is passionately praised today under the labels of deficit
spending and pump-priming can never make a nation more pros-
perous. It may bring about a shift of income and wealth from some
groups of the population to other groups, but it invariably tends to 
impair the prosperity of the whole nation. In my book, I pointed out
that the phenomenon of interest, i.e., the higher valuation of present
goods as against future goods, is an ineluctable category of human con-
duct which does not depend on the particular structure of society’s
economic organization; it cannot be abolished by any statutes or re-
forms. Endeavors to keep the rate of interest below the height it would
attain on a market not sabotaged by credit expansion are doomed to
failure in the long run. In the short run they result in an artificial 
boom which inevitably ends in a crash and slump. The recurrence of
periods of economic depression is not a phenomenon inherent in the
very course of affairs under laissez-faire capitalism. It is, on the con-
trary, the outcome of the reiterated attempts to “improve” the operation
of capitalism by “cheap money” and credit expansion. If one wants to
avert depressions, one must abstain from any tampering with the rate
of interest. Thus was elaborated the theory which supporters and 
critics of my ideas very soon began to call the “Austrian theory of the
trade cycle.”

As expected, my theses were furiously vilified by the apologists of 
the official doctrine. Especially abusive was the response on the part
of the German professors, the self-styled “intellectual bodyguard of
the House of Hohenzollern.” In exemplifying one point, a hypotheti-
cal assumption was made that the purchasing power of the German
mark might drop to one-millionth of its previous equivalent. “What a
muddle-headed man who dares to introduce—if only hypothetically—
such a fantastic assumption!” shouted one of the reviewers. But a few
years later the purchasing power of the mark was down not to one-
millionth, but to one-billionth of its prewar amount!

It is a sad fact that people are reluctant to learn from either theory 
or experience. Neither the disasters manifestly brought about by defi-
cit spending and low interest-rate policies, nor the confirmation of 
the theories in my Theory of Money and Credit by such eminent
thinkers as Friedrich von Hayek, Henry Hazlitt, and the late Benjamin
M. Anderson have up to now been able to put an end to the popularity
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of the fiat money frenzy.* The monetary and credit policies of all na-
tions are headed for a new catastrophe, probably more disastrous than
any of the older slumps.

The Economic Theory of Socialism

Sixty years ago Sidney Webb boasted that the economic history of the
century is an almost continuous record of the progress of socialism. A
few years later an eminent British statesman, Sir William Harcourt, 
asserted: “We are all Socialists now.” There cannot be any doubt that
all nations were pursuing policies which were bound to result finally in
the establishment of all-round planning exclusively by the government,
i.e., socialism or communism.

Yet nobody ventured to analyze the economic problems of a socialist
system. Karl Marx had outlawed such studies as merely “utopian” and
“unscientific.” As he saw it, the mythical productive forces which inevi-
tably determine the course of history and direct the conduct of men
“independently of their wills” would in due time arrange everything in
the best possible way; it would be a vain presumption of mortal men to
arrogate to themselves a judgment in these matters. This Marxian taboo
was strictly observed. Hosts of pseudo-economists and pseudo-experts
dealt with alleged shortcomings of capitalism and praised the blessings
of government control of all human activities; but hardly anybody
had the intellectual honesty to investigate the economic problems of
socialism.

To put an end to this intolerable state of affairs I wrote several essays
and finally a book on socialism.2 The main result of my studies was to
prove that a socialist commonwealth would not be in a position to 
apply economic calculation. When socialism is limited to one or to a
few countries only, the socialists can still resort to economic calcula-
tion on the basis of prices determined on the markets of nonsocialist
countries. But once all countries adopted socialism, there would no
longer be any market for the factors of production, the factors of pro-

2. Die Gemeinwirtschaft, first German-language edition, 1922; English language translation, 
Socialism (J. Cape, 1936; Yale, 1951; J. Cape, 1969; Liberty Fund, 1981).
* F. A. Hayek (1899–1992), author of The Road to Serfdom (1944), was appointed Nobel Laureate
economist in 1974. Henry Hazlitt (1894–1993), economic journalist, was the author of the popu-
lar Economics in One Lesson (1946). B. M. Anderson (1886 –1949) was well known as the econo-
mist for the Chase Bank.
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duction would no longer be sold and bought, and no prices would be
determined for them.

This means that it would become impossible for a socialist manage-
ment to reduce the various factors of production to a common denom-
inator and thereby resort to calculation in planning future action and
in appraising the result of past action. Such a socialist management
would simply not know whether what it planned and executed was the
most appropriate procedure to attain the ends sought. It would operate
in the dark. It would squander scarce factors of production, both mate-
rial and human (labor). The paradox of planning is precisely that it
abolishes the conditions required for rational action based on weighing
cost (input) and result (output). What is advocated as conscious plan-
ning is in fact the elimination of conscious purposive action.

The socialist and communist authors could not help admitting that
my demonstration was irrefutable. To save face they radically reversed
their argument. Until 1920, the year in which my thesis on economic cal-
culation was first published, all socialists had declared that the essence
of socialism was the elimination of the market and market prices. All the
blessings which they expected from the realization of socialism were de-
scribed as the result of this abolition of the price system. But now they
are anxious to show that markets and market prices can be preserved
even under socialism. They are drafting spurious and self-contradictory
schemes for a socialism in which people “play” market in the way chil-
dren play war or railroad. They do not comprehend in what respect such
childish play differs from the real thing it tries to imitate.

The Middle Way

Many politicians and authors believe that they could avoid the neces-
sity of choosing between capitalism (laissez faire) and socialism (com-
munism, planning). They recommend a third solution which—as they
say—is as far from capitalism as it is from socialism. In imperial Ger-
many this third system was called Sozialpolitik; in the United States it
is known as the New Deal. Economists prefer the term used by the
French, interventionism. The idea is that private ownership of the
means of production should not be entirely abolished; but the govern-
ment should “improve” and correct the operation of the market by 
interfering with the operations of the capitalists and entrepreneurs—by
means of orders and prohibitions, taxes, and subsidies.
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64 � interventionism

But interventionism cannot work as a permanent system of society’s
economic organization. The various measures recommended must
necessarily bring about results which—from the point of view of their
own advocates and the governments resorting to them—are more un-
satisfactory than the previous state of affairs which they were designed to
alter. If the government neither acquiesces in this outcome nor derives
from it the conclusion that it is advisable to abstain from all such mea-
sures, it is forced to supplement its first steps by more and more interfer-
ence until it has abolished private control of the means of production en-
tirely and thus established socialism. The conduct of economic affairs,
i.e., the determination of the purposes for which the factors of produc-
tion should be employed, can ultimately be directed either by buying
and abstention from buying on the part of consumers, or by government
decrees. There is no middle way. Control is indivisible.

It is interventionism that produces all those evils for which a 
misguided public opinion indicts laissez-faire capitalism. As has been
pointed out above, the endeavors to lower the rate of interest by means
of credit expansion generate the recurrence of depression. Attempts to
raise wage rates above the height they would attain in an unhampered
market result in prolonged mass unemployment. “Soak-the-rich” taxa-
tion results in capital consumption. The joint outcome of all interven-
tionist measures is general impoverishment. It is a misnomer to call the
interventionist state the welfare state. What it ultimately achieves is not
improving but lowering the common man’s welfare, his standard of liv-
ing. The unprecedented economic development of the United States
and the high standard of living of its population were achievements of
the free enterprise system.

The Interconnectedness of All Economic Phenomena

Economics does not allow any breaking up into special branches. It in-
variably deals with the interconnectedness of all phenomena of acting
and economizing. All economic facts mutually condition one another.
Each of the various economic problems must be dealt with in the
frame of a comprehensive system assigning its due place and weight to
every aspect of human wants and desires. All monographs remain 
fragmentary if not integrated into a systematic treatment of the whole
body of social and economic relations.
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To provide such a comprehensive analysis is the task of my book 
Human Action, a Treatise on Economics (New Haven: Yale University
Press, 1949). It is the consummation of lifelong studies and investiga-
tions, the precipitate of half a century of experience. I saw the forces
operating which could not but annihilate the high civilization and
prosperity of Europe. In writing my book, I was hoping to contribute to
the endeavors of our most eminent contemporaries to prevent this
country from following the path which leads to the abyss.
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11

Deception of Government Intervention

The intellectual and moral faculties of man can thrive only where
people associate with one another peacefully. Peace is the origin of 
all human things, not—as the ancient Greek philosopher Heraclitus
said—war. But as human nature is, peace can be established and pre-
served only by a power fit and ready to crush all peacebreakers.

Government or state is the social apparatus of coercion and compul-
sion. Its purpose is to make the world safe for peaceful human coopera-
tion by protecting society against attacks on the part of foreign aggressors
or domestic gangsters. The characteristic mark of a government is that it
has, within a definite part of the earth’s surface, the exclusive power and
right to resort to violence.

Within the orbit of Western civilization the power and the functions
of government are limited. Many hundreds, even thousands of years of
bitter conflicts resulted in a state of affairs that granted to the individual
citizens effective rights and freedom, not mere freedoms. In the market
economy the individuals are free from government intervention as long
as they do not offend against the duly promulgated laws of the land.
The government interferes only to protect decent law-abiding people
against violent or fraudulent attacks.

There are people who call government an evil, although a necessary
evil. However, what is needed in order to attain a definite end must not
be called an evil in the moral connotation of the term. It is a means, but
not an evil. Government may even be called the most beneficial of all
earthly institutions as without it no peaceful human cooperation, no
civilization, and no moral life would be possible. In this sense the apostle
declared that “the powers that be are ordained of God.”

Reprinted from Christian Economics, February 4, 1964.
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But the very existence of a government apparatus of coercion and
compulsion makes a new problem arise. The men handling this appa-
ratus yield too easily to the temptation of misusing their power. They
turn their weapons against those whom they were expected to serve and
to protect. The main political problem of all ages was and is: how to pre-
vent the rulers from turning into despots and making the state totali-
tarian. Defense of the individual’s liberty against the encroachments of
tyrannical governments, against the dangers of a totalitarian regime, was
and is the essential issue of the history of Western civilization.

Now in our age the cause of totalitarianism has won new vigor through
the adoption of a ruse. The radical suppression of every individual’s free-
dom to choose his own way for the benefit of the supreme political au-
thority is praised, under the labels of socialism, communism, or plan-
ning, as the attainment of true liberty. Those aiming at a state of affairs
in which every individual will be reduced to the status of a mere cog in
the plans of the “social engineers” are parading as the successors of the
great champions of freedom. The subjugation of a free nation by the
forces of the most tyrannical regime history has ever known is called
“liberation.”

Middle-of-the-Road Policy

Faced with the tremendous challenge of totalitarianism, the ruling par-
ties of the West do not venture to preserve the system of free enterprise
that gave to their nations the highest standard of living ever attained in
history. They ignore the fact that conditions for all citizens of the United
States and those other countries which have not put too many obstacles
in the way of free enterprise are much more favorable than conditions
for the inhabitants of the totalitarian countries. They think that it is
necessary to abandon the market economy and to adopt a middle-of-the-
road policy that is supposed to avoid the alleged deficiencies of the cap-
italistic economy. They aim at a system which, as they see it, is as far from
socialism as it is from capitalism and which is better than either of those
two. By direct intervention of the government, they want to remove
what they consider unsatisfactory in the market economy.

Such a policy of government interference with the market phenom-
ena was already recommended by Marx and Engels in the Communist

Manifesto. But the authors of the Communist Manifesto considered the
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ten groups of interventionist measures they suggested as measures 
to bring about step-by-step full socialism. However, in our time the 
government spokesmen and the politicians of the left recommend 
the same measures as a method, even as the only method, to salvage
capitalism.

The advocates of interventionism or government interference with
the market protest that they do not want socialism, but rather to retain
private ownership of the material factors of production, free enterprise,
and market exchange. But they assert that these institutions of the mar-
ket economy could be easily misused, and are often misused, by the
propertied classes for an unfair exploitation of the poorer strata of the
population. To prevent such an outcome they want to restrain the dis-
cretion of the individuals by governmental orders and prohibitions.
The government should interfere with all those actions of the busi-
nessmen which it considers as detrimental to the public interest; in
other respects, however, it should leave the market alone.

According to this interventionist doctrine the government alone is
called upon to decide in every single case whether or not the “public in-
terest” requires government intervention. The real meaning of the in-
terventionist principle, therefore, amounts to the declaration: Business
is free to act as long as what it does complies exactly with the plans and
intentions of the government. Thus nothing is left to the market other
than the right to execute meekly what the government wants it to do.
Nothing remains of the market economy but some labels, although
their meaning is radically altered.

The interventionist doctrine fails to comprehend that the two sys-
tems—the market economy of consumers’ supremacy and the govern-
ment directed economy—cannot be combined into a practicable com-
posite. In the market economy the entrepreneurs are unconditionally
subject to the supremacy of the consumers. They are forced to proceed
in such a way that their operations are approved by the purchases of the
consumers and thus become profitable. If they fail in these endeavors,
they suffer losses and must, if they do not succeed in amending their
methods, go out of business.

However, even if the government prevents the entrepreneurs from
choosing those projects that the consumers wish them to execute, it does
not attain the ends it wanted to attain by its order or prohibition. Both
producers and consumers are forced to adjust their behavior to the new
state of affairs brought about by the government’s intervention. But it
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may happen that the way in which they, the producers and consumers,
react appears as still less desirable, in the eyes of the government and the
advocates of its interference, than the previous state of the unhampered
market that the government wanted to alter. Then if the government
does not want to abstain from any intervention and to repeal its first
measure, it is forced to add to its first intervention a new one. The same
story then repeats itself at another level. Again the outcome of the gov-
ernment’s intervention appears to the government as even more unsat-
isfactory than the preceding state that it was designed to remedy.

In this way, the government is forced to add to its first intervention
more and more decrees of interference until it has actually eliminated
any influence of the market factors—entrepreneurs, capitalists, and em-
ployees as well as consumers—upon the determination of the ways of
production and consumption.
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12

The Agony of the Welfare State

For about a hundred years the Communists and interventionists of all
shades have been indefatigable in predicting the impending final col-
lapse of capitalism. While their prophecies have not come true, the
world today has to face the agony of the much glorified policies of the
Welfare State.

The Welfare State

The guiding principles of the Welfare State were best laid down by 
Ferdinand Lassalle (1825– 64), both the friend and rival of Marx. Lassalle
ridiculed the liberal doctrines. They assigned to the state, he remarked
sneeringly, only the functions of a night watchman. In his eyes the state
(with a capital S) was God and Santa Claus at the same time. The state
had inexhaustible funds at its disposal, which could freely be used to
make all citizens prosperous and happy. The state should nationalize big
business, underwrite projects for the realization of which private capital
was not available, redistribute national income, and provide for every-
one security from the cradle to the grave.

For Bismarck and his professorial henchmen, deadly foes of 
“Anglo-Saxon” freedom as they were, this welfare state program was the
consummation of the historical mission of Germany’s ruling Hohen-
zollern dynasty as well as of the social gospel of a new Christianity.
This Sozialpolitik provided a common ground for the cooperation of
churchmen and atheists, of royalists and republicans, of nationalists
and internationalists. Capitalism had multiplied population figures
and raised the average standard of living to an unprecedented height.
Yet all these groups were united in the fight against capitalism’s alleged 
inhumanities.

Reprinted from The Freeman, May 4, 1953.
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The new German policy was soon enthusiastically praised by British
Fabianism, and later adopted by all European nations and by the United
States.

The Welfare State school communicated to mankind the tidings that
the philosophers’ stone had finally been found. Self-styled “new eco-
nomics” dismissed as palpable nonsense what “orthodox” economics
had said about the alleged nature-given limitation of useful goods and
resources and the consequent necessity of saving and progressive capital
accumulation. There is, they shouted, abundance; poverty is merely the
outcome of bad policies favoring the selfish interests of the few at the
expense of the many.

Let the Rich Pay

If the interventionist says the state should do this or that (and pay for it)
he is fully aware of the fact that the state does not own any funds but
those which it collects as taxes from citizens. His idea is to let the gov-
ernment tax away the greater part of the income and capital of the
wealthy citizens and spend this revenue for the benefit of the majority
of the people. The riches of the nabobs are considered inexhaustible,
and so, consequently, are the funds of the government. There is no need
to be stingy in matters of public expenditure. What may appear as waste
in the affairs of individual citizens, when we consider the nation’s bud-
get, is a means of creating jobs and promoting welfare.

Under the impact of such doctrines the system of progressive tax rates
was carried to extremes. But then finally the myth of the inexhaustible-
ness of the wealth of the rich had to evaporate. The politicians were
perplexed when they discovered that they had reached the limit. Sev-
eral years ago, Mr. Hugh Gaitskell [1906 – 63], head of the British Trea-
sury in the socialist cabinet of Mr. Clement Attlee [1883–1967], had to
admit “that there is not enough money to take away from England’s
rich to raise the standard of living any further.” The same is true for all
other nations. In this country even if all taxable income of those earn-
ing more than $25,000 were confiscated, the additional income to the
government would amount to much less than $1,000,000,000, a trifle
when compared with a [1953] budget of roughly $78,000,000,000 and
a threatened deficit of $10,000,000,000. The house of cards built by the
“new economics” is crashing.

Politics seemed to be a very simple thing in these last decades. The
main task of a politician was to induce the government to spend more
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and more. Subsidies, public works, new offices with hosts of employees,
and many other costly things secured popularity and votes. Let “them,”
that is, the rich, pay. But now their funds are spent. Henceforth the
funds of the beneficiaries themselves will have to be tapped if more
handouts are to be made to them.

The statist philosophy considers the entrepreneur a useless idler who
skims the cream from industry without performing any corresponding
economic service. The nationalization of business it is said merely abol-
ishes the unjustified privileges of parasitic drones. A salaried public ser-
vant does the jobs previously assigned to the businessman much more
efficiently and much more cheaply. The expropriation of private own-
ership is especially urgent in the field of public utilities.

Guided by these principles, the governments of the various European
countries long ago nationalized the railroads, the telephone and the
telegraph, and many other branches of business. The result was cata-
strophic: scandalously poor service, high rates, yearly increasing deficits
that have to be covered out of budgetary allowances.

Derailment of State Railroads

The financial embarrassment of the main European countries is pre-
dominantly caused by the bankruptcy of the nationalized public utili-
ties. The deficit of these enterprises is incurable. A further rise in their
rates would bring about a drop in total net proceeds. The traffic could
not bear it. Daily experience proves clearly to everybody but the most
bigoted fanatics of socialism that governmental management is inef-
ficient and wasteful. But it is impossible to sell these enterprises back
to private capital because the threat of a new expropriation by a later
government would deter potential buyers.

In a capitalist country the railroads and the telegraph and telephone
companies pay considerable taxes. In the countries of the mixed econ-
omy, the yearly losses of these public enterprises are a heavy drain upon
the nation’s purse. They are not taxpayers, but tax-eaters.

Under the conditions of today, the nationalized public utilities of
Europe are not merely feasting on taxes paid by the citizens of their
own country; they are also living at the expense of the American tax-
payer. A considerable part of the foreign-aid billions is swallowed by the
deficits of Europe’s nationalization experiments. If the United States
had nationalized the American railroads, and had not only to forgo the
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taxes that the companies pay, but, in addition, to cover every year a
deficit of several billions, it would not have been in a position to indem-
nify the European countries for the foolishness of their own socializa-
tion policies. So what is postponing the obvious collapse of the Welfare
State in Europe is merely the fact that the United States has been slow
and “backward” in adopting the principles of the Welfare State’s “new
economics”: it has not nationalized railroads, telephone, and telegraph.

Yet Americans who want to study the effects of public ownership of
transit systems are not forced to visit Europe. Some of the nation’s largest
cities—among them Detroit, Baltimore, Boston, San Francisco—pro-
vide them with ample material. The most instructive case, however, is
that of the New York City subways.

New York City subways are only a local transit system. In many tech-
nological and financial respects, however, they surpass by far the na-
tional railroad systems of many countries. As everybody knows, their
operation results every year in a tremendous deficit. The financial man-
agement accumulates operating deficits, planning to fund them by the
issuance of serial bonds. Only a municipality of the bigness, wealth,
and prestige of New York could venture on such a policy. With a private
corporation financial analysts would apply a rather ugly word to its pro-
cedures: bankruptcy. No sane investor would buy bonds of a private
corporation run on such a basis.

Incorrigible socialists are, of course, not at all alarmed. “Why should
a subway pay?” they are asking. “The schools, the hospitals, the police
do not pay; there is no reason why it should be different with a transit
system.” This “why” is really remarkable. As if the problem were to find
an answer to a why, and not to a wherefrom.

There is always this socialist prepossession with the idea that the
“rich” can be endlessly soaked. The sad fact, however, is that there is
not enough left to fill the bottomless barrels of the public treasury. Pre-
cisely because the schools, the hospitals, and the police are very ex-
pensive, the city cannot bear the subway deficit. If it wants to levy a spe-
cial tax to subsidize the subway, it will have to tax the same people who
are supposed to profit from the preservation of the low fare.

The other alternative is to raise the fare from the present [1953] 
level of ten cents to fifteen cents.* It will certainly be done. And it will
certainly prove insufficient. After a while a rise to twenty cents will 
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follow—with the same unfavorable result. There is no remedy for the
inefficiency of public management. Moreover there is a limit to the
height at which raised rates will increase revenue. Beyond this point
further rises are self-defeating. This is the dilemma facing every public
enterprise.

Subways at a Dead End

How little the management of the New York City subways is touched
by the spirit of business was proved a short time ago when it tri-
umphantly announced economies made by cutting down services.
While all private enterprises in the country compete with one another
in improving and expanding services, the municipality of New York is
proud of cutting them down!

When economists clearly demonstrated the reasons why socialism
cannot work, the statists and interventionists arrogantly proclaimed
their contempt for mere theory. “Let the facts speak for themselves; not
economics books, only experience counts.” Now the facts have spoken.

It is just a historical accident that transportation systems were na-
tionalized while bakeries and automobile factories remained in the
hands of private capital. If it had been the other way round, the social-
ists would perorate: “It is obvious that bakeries and automobile plants
cannot pay like railroads. They are public utilities supplying the masses
with vital necessities. They must show deficits, and the taxes paid by
the extremely profitable railroads must provide the government with the
funds required for making good these deficits.”

It is paradoxical indeed that Washington is eager to spend the tax-
payers’ money for the benefit of European deficit railroads and does not
bother about the transit deficits of large American cities. Marshall Plan
aid* seems to differ from charity, at least in this respect—it does not be-
gin at home.

History has been rather kind to the American voter. It has provided
him with object lessons in socialism. If he looks behind the Iron Curtain,
he can learn useful things about the one-party system of the classless
and profitless “people’s democracies.” If he studies European budgets,
he will be informed about the “blessings” of nationalization. Even if he
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stays at home, he can extend his views by carefully reading what the
newspapers report about the financial breakdown of New York City,
the world’s largest and richest urban agglomeration, the intellectual
capital of Western civilization, the home of the United Nations. There
is plenty of experience that can induce a man to analyze scrupulously
what the progressive propaganda has taught him, and to think twice be-
fore again casting his vote for the apostles of socialization and advocates
of public spending.
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13

Wage Interference by Government

When in the nineteenth century the question was asked: What can be
done in order to raise wage rates and thereby to improve the average
standard of living of the most numerous class of the population, the
economists answered: One has to accelerate the increase of capital as
compared with population. This answer infuriated the reformers and
socialists. Historian Thomas Carlyle called economics the dismal sci-
ence, and Karl Marx smeared the economists as bourgeois idiots and
sycophants of the exploiters. But such abusive language cannot change
the facts. Today the statesmen of all underdeveloped countries realize
very well that what is needed to improve the lot of the masses of their
peoples is investment of additional capital. In spending dozens of bil-
lions of dollars for foreign aid the American Government implicitly ad-
mits the correctness of this thesis. And even the most fanatical foes of
capitalism no longer venture to deny that the comparatively high stan-
dard of living of the manual workers in this country and in some parts
of Europe is due to the increase in the amount of capital invested per
head of the employees.

Thus at least in dealing with the economic problems of underdevel-
oped nations the President, Congress, and public opinion virtually ac-
knowledge the doctrine of the much abused classical economists. But
in dealing with domestic problems they are guided by very different
ideas. They proceed as if the height of wage rates could be fixed ad 

libitum [at will] by government decree or by labor union pressure and
compulsion. Our tax system—especially the way in which personal 
incomes, corporations, and estates and inheritances are taxed—not
only reduces considerably the amount of savings, but in many regards
directly results in capital decumulation. But the authorities and their

Reprinted from Christian Economics, April 28, 1964.
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advisers are not concerned about these effects. They are intent upon
raising wage rates either through decreeing minimum wage rates or
through pro-union policies.

Labor Union Privileges

The laws have in the last decades granted to the unions many privi-
leges. But these legal privileges also would not have given to unions
and to the methods of collective bargaining the tremendous power that
they enjoy today in this country and in almost all other noncommunist
countries. What makes the unions formidable is the fact that the au-
thorities—the federal government as well as the state and municipal
governments—have designedly and wittingly abandoned for the bene-
fit of the unions the essential power of political sovereignty, viz., the ex-
clusive right to suppress disobedience by recourse to violent action.
When striking workers resort to acts of violence against strikebreakers
or against the persons or the property of those who employ strike-
breakers, the authorities preserve a lofty neutrality. The police do not
protect those attacked; the district attorneys do not prosecute the as-
sailants and consequently no opportunity is given to the penal courts
to try to punish them.

What is today euphemistically called the right to strike is in fact the
right of striking workers, by recourse to violence, to prevent people who
want to work from working. This means that the authorities have sur-
rendered to the unions an essential attribute of their governmental
functions. In matters of wage determination the voice of the unions has
the power that in other matters the Constitution and the laws assign ex-
clusively to orders of the authorities issued in conformity with the laws.
You must obey such orders and prohibitions or else your obedience will
be obtained by beating you into submission.

The statesmen and politicians who step-by-step—not only in this
country but also in all other countries of Western industrialism—
granted this quite exceptional, tremendous privilege to the unions were
guided by the belief that raising wage rates above the height the unham-
pered market would have fixed them is beneficial to all those who want
to make a living by earning wages. As they saw it, a rise in wage rates will
reduce profits and interest rates and thus improve the lot of those toiling
in factories and offices at the sole expense of a socially quite useless
“leisure class.”
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These self-styled friends of the common man failed to see the fact that
capitalism is essentially mass production for supplying the masses. In the
precapitalistic ages the processing industries, the artisans organized in
guilds and crafts, produced only for the wants of small groups of well-to-
do. Under capitalism, however, the masses of the working people are the
main consumers of the products. Big business always serves the many;
the shops serving the fancies of the rich never attain bigness. If we refer
to the consumers, we refer, by and large, to the same people we are talk-
ing about in referring to the wage earners.

Above-Market Wage Rates

The labor market fixes wage rates at the height at which all those intent
upon hiring workers can hire as many as they want and all those anxious
to find a job can find one. If wage rates, either by government decree or
by union pressure and compulsion, are raised above this height, there
are two alternatives. Either prices are raised concomitantly, so both de-
mand and sales drop, production must be curtailed, and a part of the pre-
viously employed workers must be discharged. Or prices remain un-
changed, although the cost of production is increased, so that firms that
are producing under the least favorable conditions and, therefore, with
the highest costs will suffer losses and be forced to go out of business or
at least to restrict the quantity of their production. Again workers will
have to be discharged. Thus, whatever is done to impose wage rates
higher than those the free unhampered market would have determined
results in unemployment of a part of the potential labor force.

If a union succeeds in forcing the employers to pay higher wage rates
than those they were prepared to pay under the prevailing state of mar-
ket conditions, this is not a victory for “labor,” i.e., for all those who are
anxious to earn wages. It is a boon only for those workers who will be
employed at the new rates. It is a calamity for all those whom it con-
demns to lasting unemployment.

The effect of raising wage rates above the potential market rates, i.e.,
unemployment for some, is not denied by any economist. Even Lord
Keynes did not question it. He realized very well that there is no other
means to fight unemployment than to adjust wage rates to the height
consonant with the state of the unhampered market. The characteristic
mark of the Keynesian approach to the problem of unemployment is
that, for practical and tactical reasons, he suggested bringing about this
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adjustment by inflation and its inevitable consequence, a rise in com-
modity prices. He thought that “a movement by employers to revise
money-wage bargains downward will be much more strongly resisted
than a gradual and automatic lowering of real wages as a result of rising
prices.”* As everybody knows today it is impossible to delude the unions
and their members in this way. People are nowadays index conscious.

The outstanding fact is that it is impossible to raise wage rates by co-
ercive measures, be it a direct government minimum wage decree, or
labor union violence or threat of such violence, without bringing about
lasting unemployment of a part of those looking for jobs. The excep-
tional powers the governments granted to the unions do not benefit 
all those anxious to earn wages, but only a part of them. The others are
victimized. Experience with labor union policies and governmental
minimum wage rates has confirmed what economic theory teaches:
There is no other method of improving the well-being of the whole
class of wage earners than by accelerating saving and the accumulation
of new capital.
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14

Unemployment and the 
Height of Wage Rates

Public opinion, misguided by the fanatical propaganda on the part of
the deadly foes of freedom and prosperity, looks upon the disputes con-
cerning the height of wage rates as if they were only conflicts between
wage earners and employers. It ascribes to the employers the power to
determine wage rates ad libitum. It fails to realize the fact that the en-
trepreneur is not sovereign in the conduct of his enterprise but entirely
subject to the most rigid orders given by his customers, the public. It
does not depend on the businessman’s arbitrariness to determine what
he produces and how. He is, by the instrumentality of the profit and loss
system, forced to supply the buying public in the best possible and
cheapest way with those commodities and services which they are ask-
ing for most urgently. All his measures are directed toward meeting the
wishes of the public. The consumers are sovereign and the business-
men are their servants.

Consumer Sovereignty

It is the consumers that ultimately determine the prices of the products
and thereby indirectly the prices their purveyors are able to pay for the
material means of production and for the labor required for turning out
the products. It is the consumers that determine that a movie star
should get a much higher pay than a welder, a charwoman much less
than a boxing champion.

Economics describes this state of affairs in formulating its marginal
utility doctrine. It points out that the price paid for every factor of 

Reprinted from Christian Economics, April 18, 1961.
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production, whether material or human, depends on the value that the
consumers ascribe to its contribution to the turning out of the product.
If the businessman spends more for the purchase of a factor than the
consumers are prepared to refund to him in buying the product, he suf-
fers losses and, if he does not change his practice in time, he is forced
to go out of business. In this way the market, i.e., all of the people, de-
termine the prices of the material factors of production and the height
of salaries and wage rates paid to all people working in the offices,
shops, and farms.

This is what is meant by those who call the market economy a de-
mocracy in which every penny gives a right to vote. The whole of the na-
tion is, as it were, a tribunal that assigns to everybody the prices which he
can reap in selling his products or his labor. Everybody participates in
this process in a double capacity. On the one hand he is, as a buyer and
a consumer, a member of the tribunal that assigns to everybody his in-
come and on the other hand he is, as a breadwinner, one of those to
whom an income is assigned. In buying admission to a show, the man
who makes a hundred dollars a week in his job in a factory assigns a sal-
ary of $10,000 a week to an actor. It is the same man’s valuation that as-
signs a much lower pay to the work of a bus driver or a housepainter.

What Makes Wages Rise

In their capacity as earners of wages and salaries the immense majority
of the nation are vitally interested in the establishment of conditions
that cause wages and salaries to rise. There is but one way to attain this
end, viz., to raise the marginal productivity of the individual job holder’s
contribution by increasing the amount of capital invested per capita.
The height of wages depends on the height of the per head quota of cap-
ital invested. When the accumulation of capital outruns the increase in
population, the marginal utility of the worker’s contribution rises and
makes wages go up concomitantly. Saving and capital accumulation
are the very implements of improving the material conditions of the
wage earners.

Wages and salaries are in present-day America much higher than
they were in the past because the quantity of capital invested increased
more rapidly than the number of people anxious to get jobs. The plight
of the underdeveloped nations is due to their shortage of capital. It 
is not denied by anybody that what these countries need in order to 
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improve the standard of living of their masses is more capital. A man
working in India with the primitive tools that in the capitalistic coun-
tries have been discarded long since produces much less per unit of
time than the American or British worker. Consequently the compen-
sation he receives is much lower.

It is the most stupid of all communist lies that the considerable capi-
tal investments America and Western Europe made in Latin America,
Asia, and Africa mean “exploitation” of the natives for the benefit of the
foreign capitalists. What was wrong with these economically backward
countries was that they did not develop spontaneously those legal and in-
stitutional conditions that make saving and capital accumulation safe
against the arbitrariness and the greed of those in political office. Where
the laws do not sufficiently protect private ownership of the means of pro-
duction, there cannot be any indigenous development of modern in-
dustrial plants. Nature has endowed much better with natural resources
most of those countries that are today looked upon as backward than it
has the soil of the countries occupied by the capitalistic nations. The
poverty of these underdeveloped nations is not due to natural condi-
tions. It is a result of their bad policies. If the foreign capitalists had not
provided them with capital, most of them would still even have to do
without railroads and hydroelectric power plants. Every investment that
foreigners made in their lands was immediately followed by an upward
movement of wages, not only in the plants erected by the foreigners
themselves, but also in other fields of business.

What Generates Unemployment

Public opinion believes that the improvement in the conditions of the
wage earners is an achievement of the unions and of various legislative
measures. Public opinion gives to unionism and to legislation credit for
the rise in wage rates, the shortening of hours of work, the disappear-
ance of child labor, and many other changes. The prevalence of this be-
lief made unionism popular and is responsible for the trend in labor
legislation of the last decades. As people think that they owe their high
standard of living to unionism, they condone violence, coercion, and
intimidation on the part of unionized labor and are indifferent to the
curtailment of personal freedom inherent in the union-shop and
closed-shop clauses.

But this popular doctrine misconstrues every aspect of economic 
reality. As has been pointed out, the height of wage rates at which all

82 � interventionism

02-L3858-P02  10/3/06  1:43 PM  Page 82



those eager to get jobs can be and are employed depends on the 
marginal productivity of their performance. If the employers are pre-
vented, either by union pressure and compulsion or by government de-
cree, from hiring help at this market rate, and are forced to pay more,
the costs incurred by the employment of workers in the production of
a number of articles rise above the prices the consumers are prepared
to expend for the value added to the product by these workingmen’s ef-
forts. In order to avoid losses and bankruptcy, the businessmen are un-
der the necessity to restrict their production activities and therefore to
reduce the number of men employed.

At the wage rates established in a free labor market, i.e., in a market
not manipulated—we may better say not sabotaged—by labor union or
government compulsion, all those who are anxious to get jobs can find
employment. But if wage rates are fixed above the potential market
rates, unemployment of a part of the potential labor force develops.
Mass unemployment becomes a lasting phenomenon.

It is not the operation of the market economy that generates unem-
ployment with all its moral and material evils, but precisely the ill-
contrived, although well-intentioned, actions of unions and govern-
ments. There is no other means to do away with unemployment than
to abstain from any government and union meddling with the height
of wage rates.

Inflation Not Fit to Fight Unemployment

The self-styled American “liberals” propose to do away with unem-
ployment by inflation. They suggest an increase in the quantity of
money in circulation through credit expansion.

Lord Keynes did not invent, but merely popularized this makeshift.
He was well aware of the fact that inflation inevitably results in a rise in
all commodity prices or, what is merely another way of describing the
same effect, in a drop in the monetary unit’s, the dollar’s, purchasing
power. But he argued that the wage earners will acquiesce in “a gradual
and automatic lowering of real wages as a result of rising prices.”* It is
obvious that Keynes thus fully admitted that nothing but a lowering of
real wage rates can do away with unemployment. The inflation which
he recommended was designed as a clever trick to cheat the workers. He
expected that they would not be shrewd enough to realize that real wages
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had dropped and that, therefore, they would not ask for higher pay to
compensate for the reduction in the monetary unit’s purchasing power.

Keynes failed entirely to see that the decades of reckless inflation
have made everybody—the newspapers, the average man, the house-
wives, and the workers and union leaders—index conscious. His as-
sumption underrates in an almost unbelievable way the intellectual
powers of the masses. One cannot avoid the nefarious implications of
the spurious union doctrine by deceiving the public. Moreover it must
be remembered that inflation is not a policy that can last. If inflation
and credit expansion are not stopped in time, they result in a more and
more accelerated drop in the monetary unit’s purchasing power, and in
skyrocketing commodity prices until the inflated money becomes en-
tirely worthless and the whole government-manipulated currency sys-
tem collapses. In our age, this has happened to the monetary regime of
various countries.

How Honest Workers Plan to Do Away with Unemployment

An analysis of the Keynesian prescription for doing away with unem-
ployment clearly shows that Lord Keynes also never doubted that what
causes unemployment is a policy that fixes wage rates above the level at
which the free market would have fixed them. What he suggested to at-
tain full employment was a peculiar, and as he believed, very cunning,
method to reduce real wage rates. In fact all people who gave serious
thought to the matter agree in pointing out that at the wage rates deter-
mined on the unhampered labor market all those eager to find jobs are
getting them. (Incidentally it may be mentioned also that Karl Marx and
the doctrines of the Marxian parties admitted that unions as well as gov-
ernments cannot, without creating unemployment, raise wage rates
above the rates corresponding to the conditions of the market.)

The terrorism of the union bosses and the political parties fed by
ample union subsidies have for many years succeeded in popularizing
the myth that expects a betterment of the wage earners’ material con-
ditions, not from an increase in the per head quota of capital invested
and the resulting technological advancement, but from government
action and from union violence. But fortunately it is impossible for lies
to remain unchallenged forever. There are signs that the truth about in-
dustrial relations is beginning to spread in spite of all endeavors of the
union bosses to conceal it.
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While the Administration and Congress are embarrassed by the rising
tide of unemployment and do not consider any other method to reduce
it than by resorting to inflation, better schemes are recommended from
the midst of the unemployed. In Wheeling, West Virginia, a community
on the Ohio River, an unemployed steelworker named Thomas E.
Elliott, who has worked only a month and a half in the past four years,
advances an anti-unemployment plan that does not require any aid from
Washington. His plan, as outlined in U.S. News and World Report,* is to
offer to prospective employers better and cheaper labor. He and 1,400
other unemployed will promise any company coming in that they will
do an honest day’s work at a fair wage, but if the plant makes a profit they
will expect to get additional pay. “Steel wages are too high today,” Mr.
Elliott said. “Some men who have been getting $3 an hour in the steel
mills will have to be satisfied with $1.85 or $2 an hour.” Better to have a
job at lower wages, he decided, than to remain unemployed while ask-
ing for $3 an hour.

If this plan materializes, a plain citizen will have contributed to the
welfare of the nation and its manual workers more than all the learned
advisers of the Administration and all the members of the innumerable
government agencies. Good luck to you, Mr. Elliott!
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Wage Earners and Employers

To answer that question we must first look at a little history. In the pre-
capitalistic ages a nation’s social order and economic system were based
upon the military superiority of an elite. The victorious conqueror ap-
propriated to himself all the country’s utilizable land, retained a part for
himself, and distributed the rest among his retinue. Some got more,
others less, and the great majority nothing. In the England of the early
Plantagenets [the line of British kings, descended from French Nor-
mans, who reigned from 1154 to 1399], a Saxon was right when he
thought: “I am poor because there are Normans to whom more was
given than is needed for the support of their families.” In those days the
affluence of the rich was the cause of the poverty of the poor.

Conditions in the capitalist society are different. In the market econ-
omy the only way left to the more gifted individuals to take advantage
of their superior abilities is to serve the masses of their fellowmen.
Profits go to those who succeed in filling the most urgent of the not-
yet-satisfied wants of the consumers in the best possible and cheapest
way. The profits saved, accumulated, and plowed back into the plant
benefit the common man twice. First, in his capacity as a wage earner,
by raising the marginal productivity of labor and thereby real wage rates
for all those eager to find jobs. Then later again, in his capacity as a
consumer when the products manufactured with the aid of the addi-
tional capital flow into the market and become available at the lowest
possible prices.

The characteristic principle of capitalism is that it is mass produc-
tion to supply the masses. Big business serves the many. Those outfits

Transcript of radio broadcast made during intermission of the U.S. Steel Concert Hour, May 17,
1962; first published in The Freeman, May 1988. Mises had been asked to respond to the question:
“Are the interests of the American wage earners in conflict with those of their employers, or are
the two in agreement?”
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that are producing for the special tastes of the rich never outgrow
medium or even small size. Under such conditions those anxious to get
jobs and to earn wages and salaries have a vital interest in the prosper-
ity of the business enterprises. For only the prosperous firm or corpora-
tion has the opportunity to invest, that is, to expand and to improve its
activities by the employment of ever better and more efficient tools and
machines.

The better equipped the plant is the more can the individual worker
produce within a unit of time, the higher is what the economists call the
marginal productivity of his labor and, thereby, the real wages he gets.
The fundamental difference between the conditions of an economi-
cally underdeveloped country like India and those of the United States
is that in India the per head quota of capital invested and thereby the
marginal productivity of labor and consequently wage rates are much
lower than in this country. The capital of the capitalists benefits not only
those who own it but also those who work in the plants and those who
buy and consume the goods produced.

And then there is one very important fact to keep in mind. When
one distinguishes, as we did in the preceding observations, between the
concerns of the capitalists and those of the people employed in the
plants owned by the capitalists, one must not forget that this is a sim-
plification that does not correctly describe the real state of present-day
American affairs. For the typical American wage earner is not penni-
less. He is a saver and investor. He owns savings accounts, United States
Savings Bonds and other bonds, and first of all insurance policies. But
he is also a stockholder. At the end of the last year [1961] the accumu-
lated personal savings reached $338 billion. A considerable part of this
sum is lent to business by the banks, savings banks, and insurance com-
panies. Thus the average American household owns well over $6,000
that are invested in American business.

The typical family’s stake in the flourishing of the nation’s business
enterprises consists not only in the fact that these firms and corpora-
tions are employing the head of the family. There is a second fact that
counts for them, to wit that the principal and interest of their savings
are safe only as far as the American free enterprise is in good shape and
prospering. It is a myth that there prevails a conflict between the inter-
ests of the corporations and firms and those of the people employed by
them. In fact, good profits and high real wages go hand in hand.
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Full Employment and Monetary Policy

At the price determined in an unhampered market all those who con-
sider it satisfactory can sell and all those who are prepared to pay it can
buy. If commodities remain unsold, this is not due to their “unsalabil-
ity” but to speculation on the part of their owners; they hold out be-
cause they expect that they will be able to sell later at a higher price.

It is different when the authorities try to influence the market by
compulsion. If the government decrees and enforces minimum prices
higher than the potential market prices, a part of the supply offered for
sale at the official minimum price remains unsold. This fact is well
known. Therefore, if a government wants to push the price of a com-
modity above the potential market price, it does not simply resort to the
fixing of minimum prices. Rather it tries to reduce the quantity offered
for sale on the market, for instance by purchasing and withholding a
part of the supply available.

All this applies also to labor. At the wage rates determined in the la-
bor market everybody who looks for a job can get it and everybody who
wants to employ workers can hire them. In the unhampered labor mar-
ket, wage rates always tend toward full employment.

Market wage rates rise when the marginal productivity of labor out-
runs the marginal productivity of capital goods; or, more simply, when
the per-head quota of capital invested increases. This is effected either
by accumulation of new capital or by a drop in the number of workers.
An increase in the amount of capital is the result of saving and conse-
quent investment. A reduction in the supply of labor on the market can
be brought about by restricting immigration. In the age of liberalism,
in the traditional classical meaning of the term, there were practically

Reprinted from National Review, June 22, 1957; © 1957 by National Review, Inc., 215 Lexington
Avenue, New York, N.Y. Reprinted by permission.
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no migration barriers. In this age of welfarism and unionism, well-nigh
all governments have either completely prohibited immigration or, as
for instance the United States and other American republics, stipulated
definite quotas. Beyond that, some American unions have tried to re-
duce still more the number of jobseekers in their segments of the labor
market by excluding racial minorities from some kinds of employment
and by rendering entrance into certain branches extremely difficult.

There is need to emphasize that only such “artificial” or “institu-
tional” reduction of the labor supply makes it possible for the unions
to raise their members’ wage rates. Their success in raising the wages of
their members is won at the expense of those whom they have excluded.
These outsiders are forced to look for jobs in industries in which remu-
neration is lower than what they would have earned in the field that is
closed to them.

Effects of Labor Unions

Labor unionism as we know it today is the outcome of a long evolution.
In the beginning only a few branches were organized, mostly those with
the best-paid skilled workers. At that time, those who could not find a
job in a unionized industry because wages had been pushed above the
potential market height and thereby the demand for labor had been re-
duced, were forced to go into the nonunionized branches of business.
Their influx into these branches increased in them the number of
jobseekers and thus tended to depress there the height of wage rates.
Thus, the higher wages of unionized workers brought about pressures on
the jobs and wages of nonunionized workers. The more unionization
spread, the more difficult it became for those who had lost their jobs
on account of union policy to find other jobs; they remained unem-
ployed. Wherever and whenever the unions succeeded in raising wage
rates above the potential market rate, i.e., above the amount the workers
would have earned without union interference, “institutional” unem-
ployment developed as a lasting phenomenon.

As the union leaders see it, the determination of wage rates is the out-
come of a struggle for power between the employers and the employ-
ees. Their interpretation does not acknowledge that wages depend on
the state of the market and that the workers who receive the wages form
the immense majority of the consumers out of whose pockets the wages
are ultimately paid. The average wage earner considers it unfair that the
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movie star and the boxing champion are paid a hundred times more
than the welder and the charwoman. He fails to see that his own behav-
ior, his own purchases on the market, and those of other wage earners
like him contribute to this result. An entrepreneur cannot pay more to
a worker than he expects to collect from the customers for this man’s
performance. Even the most infatuated supporters of the exploitation
doctrine are finally forced to admit that, at a certain height of wage
rates, lasting unemployment of a considerable part of the potential la-
bor force becomes unavoidable.

The market economy is ultimately controlled by the conduct of the
consumers, that is by the conduct of all the people. In buying or in de-
sisting from buying, the consumers determine what ought to be pro-
duced, of what quality and in what quantity. They determine who
should make profits and who should suffer losses. They make rich men
poor and poor men rich. The consumers are continuously shifting con-
trol of the material factors of production into the hands of those entre-
preneurs, capitalists, and landowners who are most successful in sup-
plying them, the consumers, in the cheapest and best possible way.
Thus, in the capitalistic economy control of the factors of production
is, as it were, a revocable mandate granted by the public. The operation
of the market, in a daily repeated plebiscite, assigns to everybody the
place in which he is to contribute to the united effort of all. This daily
plebiscite determines the height of everybody’s income.

The Alternative—Socialism

The individual resents the fact that he is forced to adjust himself to the
conditions of the market and must forgo many of his own wishes and
inclinations. However, it is obvious that the immeasurable benefits that
cooperation under the system of the social division of labor affords to
everybody must be paid for by some sacrifices. Whatever society’s eco-
nomic organization may be, it must always prevent man from behaving
without due concern for the existence of others. The alternative to the
hegemony of the market under capitalism is not absolute freedom, but
the unconditional surrender of all to the supremacy of the socialist plan-
ning authority.

Society cannot do without an institution that channels the available
workers into those branches in which they are most urgently needed
and withdraws them from those in which there is less need for them.
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The labor market serves this purpose by raising wage rates in expanding
industries and reducing them in shrinking industries. The alternative
is to assign to each man a job by government order.

The tyranny of the labor market is milder than that of socialist regi-
mentation. It grants to the individual a margin within which he is free
to ignore the market’s directives. If he is prepared to put up with a lower
income, he can choose vocations in which he can either dedicate him-
self to his ideals or indulge his inclination for laziness. But the com-
mand of the socialist dictator does not brook contradiction.

There is only one method to abolish lasting mass unemployment, the
return to the freedom of the labor market. Lasting mass unemployment
is always institutional. It is the inevitable effect of the enforcement of
wage rates that are higher than the potential market rates at which all job-
seekers could find employment. It does not matter whether these mini-
mum wage rates were decreed directly by the government or induced in-
directly by the fact that the government is not willing to protect the
enterprises and the strikebreakers against the violence of the unions.

The political power of the unions has succeeded in suppressing the
dispassionate discussion of these problems. But it could not prevent the
undesirable consequences of the unions’ policies from wreaking havoc.
In the twenties, in many European countries mass unemployment be-
came the main political embarrassment. It was clear that these condi-
tions could not continue indefinitely. Something had to be done. Smart
politicians thought that they had found a solution. As it was deemed
impermissible to antagonize the unions, and to tamper with the money
wage rates dictated by them, they resorted to currency devaluation, re-
ducing purchasing power and, thus, real wage rates. England took the
lead in 1931. Very soon other countries followed.

For a while the nostrum worked. Some time passed before the unions
began to pay full attention to the drop in the monetary unit’s purchasing
power. But when the index of the cost of living became the main issue
in wage negotiations, the monetary method of eliminating mass unem-
ployment had exhausted its serviceableness.

A New Messiah

It was precisely at this juncture that Lord Keynes entered the scene with
his good tidings, the allegedly new economic doctrine designed to su-
persede all previous economic teachings, including those of the earlier
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writings of Keynes himself. Following in the wake of the politicians
who in 1931 had demolished the British gold standard, and of their im-
itators, he pointed out that “a gradual and automatic lowering of real
wages,” that results from a lowering of the monetary unit’s purchasing
power, will be less strongly resisted than attempts to revise money wages
downward. But in 1936, when Keynes’s book was published, this no
longer agreed with the facts.

Keynes’s General Theory of 1936 and his later writings are hardly dif-
ferent from the bulk of inflationist literature which for more than a cen-
tury has flooded the world. Like the authors of all these pamphlets,
Keynes tries to dispose of all those who do not share his opinions by call-
ing them “orthodox.” He never tries to disprove their teachings ration-
ally. He enriched the prosaic language of diplomatic correspondence by
terms borrowed from the messianic jargon of the “monetary cranks.” For
instance, in the British document that inaugurated the events which
finally led to the establishment of the International Monetary Fund, he
declared that credit expansion performs the “miracle . . . of turning a
stone into bread.” But he did not add any new idea to the old, long since
entirely refuted and discredited arguments of the inflationists. All
Keynes accomplished was to coin a new slogan—“full employment”—
which became the motto of present-day policies of inflation and credit
expansion.

The full-employment doctrine underlying these inflation and credit
expansion policies, in complete accord with the teachings of the Com-

munist Manifesto, declares that the very operation of the capitalistic
mode of production inevitably generates the emergence of mass unem-
ployment. Unlike the creed of the more consistent Marxians it does not,
however, contend that the return of periods of economic depression and
large-scale unemployment is absolutely inevitable in the market econ-
omy. It attributes to the State (with a capital S) the power to create jobs
for everybody. All that the State has to do is to put more money into the
hands of the people and thereby to increase demand. It is wrong, this
official full-employment doctrine goes on to assert, to call an increase in
the quantity of money created for this purpose, inflation. It is just “full-
employment” policy. Those “reactionaries” who ramble on about mon-
etary stability and the return to gold are depicted as the worst enemies of
civilization, public welfare, and the common man.

The climate of opinion of the United States is fully dominated by
these ideas. The unions are in a position to succeed in what are eu-
phemistically called wage negotiations because the laws are loaded in
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favor of the unions and because the Government is always prepared to
use its power to their advantage. (In this regard it does not make much
difference whether the Administration is Republican or Democratic.)
From time to time the unions ask for raises; the employers are forced to
yield; as soon as business begins to slacken and workers are discharged,
public opinion vehemently asks for more “easy money.” After a short
period of hesitation the Administration gives in and puts pressure upon
the Federal Reserve Board to reduce interest rates, so as to increase the
quantity of money and make it “easier.”

A Few Dissenters

Fortunately the inflationary policy is still seriously resisted by a group
of critics who are not numerous but who are conspicuous by their com-
petence and familiarity with the problems involved. Among these dis-
senters are several eminent writers, a few influential businessmen, and,
what is worthy of notice, also some members of the Federal Reserve
Board. This handful of men do not have the power to put an end to this
nefarious monetary and credit policy. Yet their weighty reasoning has
in the last years, especially under President Eisenhower’s regime, suc-
ceeded in keeping the inflationary ventures within narrow limits. It is
the merit of their warning voices that the world’s richest country has up
to now not embarked upon the pernicious policy of runaway inflation.

The full significance of this success can only be appreciated if one
takes into account the vehemence of the pro-inflationist propaganda
of university teachers and of “progressive” politicians and journalists.
Some of the utterances of these people are really amazing. Thus several
years ago the then chairman of the Federal Reserve Bank of New York de-
clared: “Final freedom from the domestic money market exists for every
sovereign national state where there exists an institution which func-
tions in the manner of a modern central bank, and whose currency is not
convertible into gold or into some other commodity.” The lecture that
contained this statement had the characteristic title: “Taxes For Revenue
Are Obsolete.”* In the same vein, a professor of economics† pointed
out, in a voluminous work, that the government “can raise all the
money it needs by printing it”; the purpose of taxation is “never to raise
money” but “to leave less in the hands of the taxpayer.”
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The weakness of the small group advocating sound monetary policy
and fighting all inflationary measures is their disinclination to attack
the “full employment” doctrine openly and directly. It is practically im-
possible to bring this issue up before the public. Certainly there are men
with the courage to risk their careers or even their personal safety by
criticizing the “full employment” doctrine. But there are neither news-
papers nor publishers who would dare to spread doctrines that criticize
and reject the institution of unionism in principle. Even those writers
who occasionally expose blackmail and embezzlement on the part of
individual union officers emphasize again and again that they consider
the institution of unionism as such, and the policies of the unions, as
beneficial to the welfare of the wage earners and the whole nation; they
merely intend to free the unions from dishonest leaders. As long as such
ideas about the effects of unionism prevail, even modest attempts at 
repealing the privileges granted to the unions by the New Deal are
doomed to fail, and there cannot be any question of protecting enter-
prises and those willing to work against violence on the part of the
unions.

At the most recent meeting of the International Monetary Fund there
was much talk about the danger of inflation. In order to fight this danger,
it is no longer enough to work for a better understanding of monetary
problems. It is no less important to enlighten public opinion about the
absurdity of the “full-employment” doctrine that guides the conduct of
all governments and all political parties today.
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17

Gold versus Paper

Most people take it for granted that the world will never return to the
gold standard. The gold standard, they say, is as obsolete as the horse and
buggy. The system of government-issued fiat money provides the treas-
ury with the funds required for an open-handed spending policy that
benefits everybody; it forces prices and wages up and the rate of interest
down and thereby creates prosperity. It is a system that is here to stay.

Now whatever virtues one may ascribe—undeservedly—to the mod-
ern variety of the greenback standard, there is one thing that it certainly
cannot achieve. It can never become a permanent, lasting system of
monetary management. It can work only as long as people are not
aware of the fact that the government plans to keep it.

The Alleged Blessings of Inflation

The alleged advantages that the champions of fiat money expect from
the operation of the system they advocate are temporary only. An in-
jection of a definite quantity of new money into the nation’s economy
starts a boom as it enhances prices. But once this new money has ex-
hausted all its price-raising potentialities and all prices and wages are
adjusted to the increased quantity of money in circulation, the stimu-
lation it provided to business ceases. Thus even if we neglect dealing
with the undesired and undesirable consequences and social costs of
such inflationary measures and, for the sake of argument, even if we ac-
cept all that the harbingers of “expansionism” advance in favor of
inflation, we must realize that the alleged blessings of these policies are
short-lived. If one wants to perpetuate them, it is necessary to go on and
on increasing the quantity of money in circulation and expanding credit

Reprinted from The Freeman, July 13, 1953.
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at an ever-accelerated pace. But even then the ideal of the expansion-
ists and inflationists, viz., an everlasting boom not upset by any reverse,
could not materialize.

A fiat-money inflation can be carried on only as long as the masses
do not become aware of the fact that the government is committed to
such a policy. Once the common man finds out that the quantity of 
circulating money will be increased more and more, and that conse-
quently its purchasing power will continually drop and prices will rise
to ever higher peaks, he begins to realize that the money in his pocket
is melting away. Then he adopts the conduct previously practiced only
by those smeared as profiteers; he “flees into real values.” He buys com-
modities, not for the sake of enjoying them, but in order to avoid the
losses involved in holding cash. The knell of the inflated monetary sys-
tem sounds. We have only to recall the many historical precedents be-
ginning with the Continental Currency of the War of Independence.

Why Perpetual Inflation Is Impossible

The fiat-money system, as it operates today in this country and in some
others, could avoid disaster only because a keen critique on the part 
of a few economists alerted public opinion and forced upon the gov-
ernment cautious restraint in their inflationary ventures. If it had not
been for the opposition of these authors, usually labeled orthodox and
reactionary, the dollar would long since have gone the way of the Ger-
man mark of 1923. The catastrophe of the Reich’s currency was brought
about precisely because no such opposition was vocal in Weimar 
Germany.

Champions of the continuation of the easy money scheme are mis-
taken when they think that the policies they advocate could prevent al-
together the adversities they complain about. It is certainly possible to
go on for a while in the expansionist routine of deficit spending by bor-
rowing from the commercial banks and supporting the government
bond market. But after some time it will be imperative to stop. Other-
wise the public will become alarmed about the future of the dollar’s
purchasing power and a panic will follow. As soon as one stops, how-
ever, all the unwelcome consequences of the aftermath of inflation 
will be experienced. The longer the preceding period of expansion has
lasted, the more unpleasant those consequences will be.
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The attitude of a great many people with regard to inflation is am-
bivalent. They are aware, on the one hand, of the dangers inherent in
a continuation of the policy of pumping more and more money into
the economic system. But as soon as anything substantial is done to
stop increasing the amount of money, they begin to cry out about high
interest rates and bearish conditions on the stock and commodity ex-
changes. They are loath to relinquish the cherished illusion which as-
cribes to government and central banks the magic power to make people
happy by endless spending and inflation.

Full Employment and the Gold Standard

The main argument advanced today against the return to the gold stan-
dard is crystallized in the slogan “full-employment policy.” It is said that
the gold standard paralyzes efforts to make unemployment disappear.

On a free labor market the tendency prevails to fix wage rates for
every kind of work at such a height that all employers ready to pay these
wages find all the employees they want to hire, and all job-seekers ready
to work for these wages find employment. But if compulsion or coer-
cion on the part of the government or the labor unions is used to keep
wage rates above the height of these market rates, unemployment of a
part of the potential labor force inevitably results.

Neither governments nor labor unions have the power to raise wage
rates for all those eager to find jobs. All they can achieve is to raise 
wage rates for the workers employed, while an increasing number of
people who would like to work cannot get employment. A rise in the
market wage rate—i.e., the rate at which all job-seekers finally find 
employment—can be brought about only by raising the marginal pro-
ductivity of labor. Practically, this means by raising the per-capita quota
of capital invested. Wage rates and standards of living are much higher
today than they were in the past because under capitalism the increase
in capital invested by far exceeds the increase in population. Wage
rates in the United States are many times higher than in India because
the American per-capita quota of capital invested is many times higher
than the Indian per-capita quota of capital invested.

There is only one method for a successful “full-employment 
policy”—let the market determine the height of wage rates. The
method that Lord Keynes has baptized “full-employment policy” also
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aimed at reestablishment of the rate which the free labor market tends
to fix. The peculiarity of Keynes’s proposal consisted in the fact that it
proposed to eradicate the discrepancy between the decreed and en-
forced official wage rate and the potential rate of the free labor market
by lowering the purchasing power of the monetary unit. It aimed at
holding nominal wage rates, i.e., wage rates expressed in terms of the
national fiat money, at the height fixed by the government’s decree or
by labor union pressure. But as the quantity of money in circulation
was increased and consequently a trend toward a drop in the monetary
unit’s purchasing power developed, real wage rates, i.e., wage rates ex-
pressed in terms of commodities, would fall. Full employment would
be reached when the difference between the official rate and the mar-
ket rate of real wages disappeared.

There is no need to examine anew the question whether the Keynes-
ian scheme could really work. Even if, for the sake of argument, we
were to admit this, there would be no reason to adopt it. Its final effect
upon the conditions of the labor market would not differ from that
achieved by the operation of the market factors when left alone. But it
attains this end only at the cost of a very serious disturbance in the
whole price structure and thereby the entire economic system. The
Keynesians refuse to call “inflation” any increase in the quantity of
money in circulation that is designed to fight unemployment. But this
is merely playing with words. For they themselves emphasize that the
success of their plan depends on the emergence of a general rise in
commodity prices.

It is, therefore, a fable that the Keynesian full-employment recipe
could achieve anything for the benefit of the wage earners that could
not be achieved under the gold standard. The full-employment argu-
ment is as illusory as all the other arguments advanced in favor of in-
creasing the quantity of money in circulation.

The Specter of an Unfavorable International Balance

A popular doctrine maintains that the gold standard cannot be preserved
by a country with what is called an “unfavorable balance of payments.”
It is obvious that this argument is of no use to the American opponents
of the gold standard. The United States [1953] has a very considerable
surplus of exports over imports. This is neither an act of God nor an ef-
fect of wicked isolationism. It is the consequence of the fact that this
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country, under various titles and pretexts, gives financial aid to many
foreign nations. These grants alone enable the foreign recipients to buy
more in this country than they are selling in its markets. In the absence
of such subsidies it would be impossible for any country to buy anything
abroad that it could not pay for, either by exporting commodities or by
rendering some other service such as carrying foreign goods in its ships
or entertaining foreign tourists. No artifices of monetary policy, however
sophisticated and however ruthlessly enforced by the police, can in any
way alter this fact.

It is not true that the so-called have-not countries have derived any
advantage from their abandonment of the gold standard. The virtual
repudiation of their foreign debts, and the virtual expropriation of for-
eign investments that it involved, brought them no more than a mo-
mentary respite. The main and lasting effect of abandoning the gold
standard, the disintegration of the international capital market, hit
these debtor countries much harder than it hit the creditor countries.
The falling off of foreign investments is one of the main causes of the
calamities they are suffering today.

The gold standard did not collapse. Governments, anxious to spend,
even if this meant spending their countries into bankruptcy, intention-
ally aimed at destroying it. They are committed to an antigold policy,
but they have lamentably failed in their endeavors to discredit gold. Al-
though officially banned, gold in the eyes of the people is still money,
even the only genuine money. The more prestige the legal-tender notes
produced by the various government printing offices enjoy, the more
stable their exchange ratio is against gold. But people do not hoard pa-
per; they hoard gold. The citizens of this country, of course, are not free
to hold, to buy, or to sell gold.* If they were allowed to do so, they cer-
tainly would.

No international agreements, no diplomats, and no supernational
bureaucracies are needed in order to restore sound monetary condi-
tions. If a country adopts a noninflationary policy and clings to it, then
the condition required for the return to gold is already present. The re-
turn to gold does not depend on the fulfillment of some material con-
dition. It is an ideological problem. It presupposes only one thing: the
abandonment of the illusion that increasing the quantity of money cre-
ates prosperity.
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The excellence of the gold standard is to be seen in the fact that it
makes the monetary unit’s purchasing power independent of the arbi-
trary and vacillating policies of governments, political parties, and
pressure groups. Historical experience, especially in the last decades,
has clearly shown the evils inherent in a national currency system that
lacks this independence.
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18

Inflation and You

There has been so much learned talk about the threats and dire conse-
quences of inflation that plain folks begin to be suspicious. Did not the
economists of the 1920s, except for a few outsiders whom the others
scorned as orthodox doctrinarians, forecast everlasting prosperity?
What if their present fears are no better founded than their optimism
fifteen years ago? The layman, therefore, has the right to ask the spe-
cialist to explain the matter and to do so in simple terms. We econo-
mists should not be exempt indefinitely from the obligation, which is
accepted by doctors, engineers, and other scientists, of making our-
selves understood by the layman. The obligation is clear-cut in the mat-
ter of inflation, an economic problem which is as close to every Amer-
ican as his own skin.

Everybody knows that inflation consists of a large increase in the avail-
able quantity of money and money substitutes such as bank credits. In
a country like the United States, which transacts so much of its busi-
ness by checks and through bank credits, the main vehicle of inflation
is not so much the printing of additional paper money as the increase
of deposit currency. Everybody also knows that a general rise of prices
and wages is the unavoidable and inescapable result of inflation. And
finally, most people realize that when inflation is going on price control
is a quite ineffective method of controlling prices and wages; at best, it
is a temporary expedient to break or postpone the force of inflationary
effects.

There is widespread ignorance, however, concerning the social im-
plications of inflation. How will it affect you personally, if you are a pro-
fessional man, a worker, a farmer? What will it do to your possessions,
your debts, your insurance policies?

Reprinted from Mercury, July 1942.
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Social and Economic Effects of Inflation

The first fact that needs to be noted in answering such questions is that
inflation is detrimental to all creditors. The higher prices rise, the lower
will fall the purchasing power of the principal and interest payments
due. The dollar which was loaned out had a higher purchasing ability,
could provide more goods, than the dollar which is paid back.

And who is a creditor? Does inflation touch only businessmen and
financiers? Nothing of the sort. You who read these lines are certainly a
creditor. Every person who has a legal claim to deferred payments of any
kind is a creditor. If you have a savings account with a bank, if you own
bonds, if you are entitled to a pension, if you have paid for an insurance
policy, you are a creditor, and are, hence, directly hit by inflation.

Professional men, civil servants, commissioned officers of the armed
forces, teachers, most white-collar workers, salaried employees, skilled
specialists, mechanics, and engineers normally provide for their own
old age and for their dependents in ways that make them creditors, that
is through savings, insurance, pensions, and annuities. Moreover, So-
cial Security has brought the great masses of ordinary workers into the
ranks of creditors. For all these millions of people, every further step to-
ward inflation means a further decline in the real value of the claims
or credits they have saved up by years of toil and sacrifice. They will col-
lect the number of dollars to which they are entitled—but each of those
dollars will be thinner than it used to be, capable of providing less food,
clothing, and shelter.

The loss of the creditor, of course, is the profit of the debtor. The
man who borrowed a thousand or a million full-sized dollars repays his
lender with a thousand or a million depreciated dollars. The mortgages
on farms and on real estate, the debts owed by industrial enterprises, all
shrink as inflation proceeds. Thus, a comparatively small group of debt-
ors is favored at the expense of the teeming groups of creditors.

The most fateful results of inflation derive from the fact that the rise
of prices and wages which it causes occurs at different times and in a
different measure for various kinds of commodities and labor. Some
classes of prices and wages rise more quickly and rise higher than oth-
ers. Not merely inflation itself, but its unevenness, works havoc.

While inflation is under way, some people enjoy the benefit of higher
prices for the goods or services they sell, while the prices for goods and
services they buy have not yet risen or have not risen to the same extent.
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These people profit from their fortunate position. Inflation seems to
them “good business,” a “boom.” But their gains are always derived from
the losses of other sections of the population. The losers are those in the
unhappy situation of selling services or commodities whose prices have
not yet risen to the same degree as have prices of the things they buy for
daily consumption.

These victims, by and large, are the same kind of people—roughly,
the middle classes—who are injured as creditors through the deprecia-
tion of their bank savings, insurance policies, pensions, etc. The salaries
of teachers and ministers, the fees of doctors, go up only slowly as com-
pared to the tempo with which prices of food, rent, clothing, and so on,
go up. There is always a considerable time lag between the increase in
the money income of the white-collar workers and professional people
and the increase in costs of food, clothing, and other necessities.

Hedging Against Inflation

Has the average man any means of evading the detrimental effects of
inflation?

Those insured, or entitled to pensions or social security benefits,
cannot avoid being victimized. And the picture is not much brighter
for other groups of creditors. Of course, the bondholder may sell his
bonds and the bank depositor may withdraw his balance. But if they
keep the money, they are no less subject to the harmful effects of the
fall in the money’s purchasing power. In other words, the dollar con-
tinues to evaporate whether it is resting in a bank, a bond, or a strong-
box at home.

For the Europeans, struck by the great inflations of World War I and
its aftermath, there was a simple means of escape. They needed only to
change their local currencies for the money of a country with a sound
currency. They bought dollars or they bought gold. It might have been
illegal, but it worked. For Americans, no such remedy is available. If the
dollar goes bad, no foreign currency can conceivably prove better. At
the same time, the U.S. government has closed the avenue of escape by
forbidding its citizens to own gold coins or ingots.*

You may buy a farm. But that is a remedy only if you become a
farmer and till the soil with your own hands. Otherwise, it is a remedy
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not for yourself but for the tenant who works the farm. It may reason-
ably be expected that, in the course of inflation, new laws will safeguard
tenants—whether on farms or in residences—against rises in rent.* In
European inflations, rents were always restricted by legislation.

You may buy a home for yourself and your family. But in a period of
inflation, economic conditions change swiftly and in unexpected ways.
You cannot foresee whether it will be necessary suddenly to change your
place of residence and employment. Then you will have to sell the
house—renting it is almost useless—and experience proves that such
forced sales rarely bring the amounts laid out for acquiring the property.

You may buy common stock. But the experts are convinced that tax-
ation will confiscate not only the profits but a good deal of the capital
invested, too. While the prices of all commodities are rising, stock mar-
ket quotations may still cling more or less to preinflation levels. This
means that in owning common stock you are not much better pro-
tected than in owning bonds.

You may buy jewelry and other valuables. But you cannot always ex-
pect to sell these at a later date for what you paid for them. Nobody knows
in advance how the market conditions for any given valuable will de-
velop. Diamonds and rubies, for instance, may hold much of their value.
But what if the owners of the largest hoards of precious stones should un-
load them because of changing political or social conditions?

Neither is it possible to escape the detrimental effects of the time 
lag between the rise of different prices and wages. Trade union policies
are futile in this connection. As long as the war (World War II) is going
on, labor may succeed in obtaining, at least for some groups, wages
which correspond to the rise of commodity prices. But sooner or later
if industry does not keep pace, they will face the choice between a
sharp decline in wages and the maintenance of high wage levels with
long-lasting unemployment for millions. In the long run, inflation
hurts the interests of all groups of labor, as well as those of the middle
classes.

There is only one class which, as a whole, derives profit from
inflation: the indebted farmers. Their mortgages are wiped out and the
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products of their own toil bring higher returns corresponding to the
higher prices they must pay for things they purchase.

The owners of really large fortunes, too, may succeed in preserving
a greater or smaller portion of their wealth, but inflation results in the
consumption of a good deal of a nation’s capital stock.

Even if some special groups profit, the whole country is poorer.

Moral and Political Effects of Inflation

Worse than the immediate economic consequences of inflation are its
attendant moral and political dangers.

It has been asserted that Nazism is the fruit of the vast German
inflation of 1923. That is not quite correct. It would be more correct to
say that the great inflation and the Nazi scourge both derived from the
mentalities and the doctrines that long dominated German public
opinion. The State, which the German socialist Ferdinand Lassalle
had already proclaimed as god, was supposed to be able to achieve any-
thing. The omnipotent State was credited with the magic power of un-
limited spending without any burden on the citizenry. Money, said the
German “monetary cranks,” is a creature of the State; there is no harm
in issuing infinite quantities of paper currency.

Fortunately, such superstitions are strange to the healthy common
sense of America. Inflation, therefore, will never go as far in this country
as it did in Germany. Even a much more moderate inflation, however,
shakes the foundations of a country’s social structure. The millions who
see themselves deprived of security and well-being become desperate.
The realization that they have lost all or most all of what they had set
aside for a rainy day radicalizes their entire outlook. They tend to fall
easy prey to adventurers aiming at dictatorship, and to charlatans offer-
ing patent-medicine solutions. The sight of some people profiteering
while the rest suffer infuriates them. The effect of such an experience is
especially strong among the youth. They learn to live in the present and
scorn those who try to teach them “old-fashioned” morality and thrift.

Inflation and Government Borrowing

The writer, having witnessed the course of inflations in one European
nation after another, believes that it is not too late to stop further inflation
in the United States by bold and painful measures. Inflation is not an
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act of God. It is a result of the methods used to provide a part of the means
for the conduct of the war. One set of methods can still be replaced by
another, less harmful set. It is still possible to keep down the amount of
money and money substitutes by financing the total amount necessary

through taxation and loans.

People sometimes call inflation a special way of “taxing” a country’s
citizens. This is a dangerous opinion. And it is wholly untrue. Inflation
is not a method of taxation, but an alternative for taxation. When a gov-
ernment imposes taxes, it has full control. It can tax and distribute the
burden any way it considers fair and desirable, allotting a larger share
of the tax burden to those who are better able to carry it, reducing the
burden on the less fortunate. But in the case of inflation, it sets in mo-
tion a mechanism that is beyond its control. It is not the government,
but the operation of the price system, that decides how much this or
that group will suffer.

And there is another important difference. All taxes collected flow
into the vaults of the public treasury. But with inflation, the public trea-
sury’s gain is less than what it costs the individual citizen, since a con-
siderable part of that cost is drained off by the profiteers, the minority
that benefits from the inflation.

It is no less fallacious to consider inflation as a method of raising
loans for public use. Technically, inflation does increase the total of the
government’s indebtedness to the banks. But the banks’ intervention is
only instrumental. If the government borrows from the banks, the
banks do not grant loans out of their own funds, or out of money de-
posited with them by the public; the banks are not real lenders; they
grant the loans out of their “excess reserves.” They merely expand
credit for the benefit of the government. In other words, they increase
the quantity of money substitutes.

When you as an individual buy a government bond, you make a loan
to the government; you put part of your cash holdings into the hands of
the treasury. There is then no increase in the total quantity of currency
or credits available and hence no inflation.

However, it is different when government borrows from the banks’
“excess reserves.” Their so-called “excess reserves” are not a tangible
thing. The term is merely a phrase indicating the limits within which
the law is prepared to tolerate credit expansion, that is to say further
inflation. The effects of loans from available “excess reserves” are just
as inflationary as the effects of issuing more paper money. It is a mistake,
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therefore, to confuse this government “borrowing” from the “excess re-
serves” of the banks with genuine loans.

Popular education is absolutely essential. It is clear that the efforts of
the U.S. government to collect the means necessary for the conduct of
the war by taxation and by sale of government bonds represent sound
measures for heading off inflation. Everybody should be made to un-
derstand that the burden of high taxes and of making personal loans to
the government are minor evils compared to the disastrous and inexo-
rable consequences of inflation. Not only for the sake of the national
welfare, but for the sake of your own interests—whether you are rich or
poor, employer or wage earner—you should do your best to arrest the
further progress of inflation.
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19

Inflation

The government provides a part of the funds required for rearmament
by inflation, that is, by increasing the quantity of money in circulation
and the amount of bank balances subject to check.

The unavoidable consequence of inflation is the emergence of a
general tendency of all prices to rise. If the government had procured
all the money it needed for rearmament by taxing the citizens, the in-
creased demand on its part would have been counteracted by a drop in
the purchases of the taxpayers. The expanded military consumption
would have been neutralized on the market by a restriction in civilian
consumption. But with inflation the additional demand of the armed
forces comes on top of the nondecreased demand of the public and
makes prices soar.

What the bureaucrats have in mind when talking about “fighting”
inflation is not avoiding inflation, but suppressing its inevitable conse-
quences by price control. This is a hopeless venture. The attempt to fix
prices at a lower rate than that which the unhampered market would
determine renders unremunerative the business of some producers,
that is, those operating at the highest costs. This forces them to discon-
tinue production.

Wartime Experience

Inflation, in conjunction with price control, brings about scarcity.
Housewives remember very well what happened in World War II with
meat, butter, eggs, and many other articles under the regime of the

Reprinted from the New York World Telegram & Sun, May 7, 1951.
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Office of Price Administration. Yet price control has been reestab-
lished.* If Congress does not let the present price control law expire on
June 30, as scheduled, the country will very soon experience anew not
only all the hardships of inflation, but also all the evils created by the
vain attempts to conceal these hardships by price control.

Economists know very well that there is only one means available to
prevent a further rise in all commodity prices, namely, to end inflation
entirely. If the government obtains all its funds from the public and stops
increasing the quantity of money in circulation and borrowing from the
commercial banks, prices will remain unchanged, by and large, and
there will not be any need for the activities of a price dictator.

But the administration does not want to stop inflation. It does not
want to endanger its popularity with the voters by collecting, through
taxation, all it wants to spend. It prefers to mislead the people by re-
sorting to the seemingly nononerous method of increasing the supply
of money and credit. Yet, whatever system of financing may be adopted,
whether taxation, borrowing, or inflation, the full incidence of the gov-
ernment’s expenditures must fall upon the public.

With inflation as well as with taxation, it is the citizens who must foot
the total bill. The distinguishing mark of inflation, when considered as
a method of filling the vaults of the Treasury, is that it distributes the
burden in a most unfair way, overcharging those who are least able to
bear it.

A Semantic Trick

To avoid being blamed for the nefarious consequences of inflation, the
government and its henchmen resort to a semantic trick. They try to
change the meaning of the terms. They call “inflation” the inevitable
consequence of inflation, namely, the rise in prices. They are anxious to
relegate into oblivion the fact that this rise is produced by an increase
in the amount of money and money substitutes. They never mention
this increase.
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der the Defense Production Act (signed September 8, 1950) to “stabilize prices and wages.” This
price control law was revised several times and extended until April 30, 1953. Eisenhower, who
had become president in January 1953, did not request a further extension and it was allowed
to expire.
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They put the responsibility for the rising cost of living on business.
This is a classical case of the thief crying “catch the thief.” The gov-
ernment, which produced the inflation by multiplying the supply of
money, incriminates the manufacturers and merchants and glories in
the role of being a champion of low prices. While the Office of Stabi-
lization and Price Control is busy annoying sellers as well as consumers
by a flood of decrees and regulations, the only effect of which is scar-
city, the Treasury goes on with inflation.
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20

Inflation: An Unworkable Fiscal Policy

In dealing with problems concerned with the economics of mobiliza-
tion, it is first of all necessary to realize that fiscal policies have reached
a turning point.

In recent decades all nations have looked upon the income and the
wealth of the more prosperous citizens as an inexhaustible reserve
which could be freely tapped. Whenever there was need for additional
funds, one tried to collect them by raising the taxes to be paid by the
upper-income brackets. There seemed to be enough money for any
suggested expenditure because there seemed to be no harm in “soak-
ing the rich” a bit more. As the votes of these rich do not count much
in elections, the members of the legislative bodies were always ready to
increase public spending at their expense. There is a French dictum:
Les affaires, c’est l’argent des autres. “Business is other people’s money.”
In these last sixty years political and fiscal affairs were virtually “other
people’s money.” Let the rich pay, was the slogan.

End of an Era

Now this period of fiscal history has come to an end. With the excep-
tion of the United States and some of the British Dominions, what has
been called the ability-to-pay of the wealthy citizens has been com-
pletely absorbed by taxes. No further funds of any significance can be
collected from them. Henceforth all government spending will have to
be financed by taxing the masses.

The European nations concerned are not yet fully aware of this fact
because they have found a substitute. They are getting Marshall Plan
aid; the U.S. taxpayer fills the gap.

Transcript of remarks before the Conference on the Economics of Mobilization, held at White
Sulphur Springs, West Virginia, April 6 – 8, 1951, under the sponsorship of the University of Chi-
cago Law School. Reprinted from The Commercial and Financial Chronicle, April 26, 1951.
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In this country things have not yet gone as far as they have in other
countries. It is still possible to raise an additional $2 or $3 billion, or
perhaps even $4 billion, by increasing corporation taxes, and “excess
profits” taxes, and by rendering the personal income tax more progres-
sive. But under present conditions, even $4 billion would be only a
fraction of what the Treasury needs. Thus, in this country we are also
at the end of a period of fiscal policies. The whole philosophy of pub-
lic finance must undergo a revision. In considering the pros and cons
of a suggested expenditure the members of Congress will no longer be
able to think: The rich have enough; let them pay. In the future, the vot-
ers on whose ballots the Congressmen depend will have to pay.

Inflation, an increase in money and credit, is certainly not a means to
avoid or to postpone for more than a short time the need to resort to taxes
levied on people other than those belonging to the rich minority. If, for
the sake of argument, we leave aside all the objections which may be
raised against any inflationary policy, we must take into account the fact
that inflation can never be more than a temporary makeshift. Inflation
cannot be continued over a long period of time without defeating its
fiscal purpose and ending in a complete debacle as was the case in this
country with the Continental currency, in France with the mandats ter-

ritoriaux, and in Germany with the mark in 1923.
What makes it possible for a government to increase its funds by

inflation is the ignorance of the public. The people must ignore the
fact that the government has chosen inflation as a fiscal system and
plans to go on with inflation endlessly. It must ascribe the general rise
in prices to other causes than to the policy of the government and must
assume that prices will drop again in a not-too-distant future. If this
opinion fades away, inflation comes to a catastrophic breakdown.

The Housewife’s Behavior

If the housewife who needs a new frying pan reasons: “Now prices are
too high; I will postpone the purchase until they drop again,” inflation
can still fulfill its fiscal purpose. As long as people share this view, they
increase their cash holdings and bank balances, and a part of the newly
created money is absorbed by these additional cash holdings and bank
balances; prices on the market do not rise in proportion to the inflation.

But then—sooner or later—comes a turning point. The housewife
discovers that the government expects to go on inflating and that 
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consequently prices will continue to rise more and more. Then she rea-
sons: “I do not need a new frying pan today; I shall only need one next
year. But I had better buy it now because next year the price will be
much higher.” If this insight spreads, inflation is done for. Then all
people rush to buy. Everybody is anxious to reduce his holding of cash
because he does not want to be hurt by the drop in the monetary unit’s
purchasing power. The phenomenon then appears which in Europe
was called the “flight into real values.” People rush to exchange their
depreciating paper money for something tangible, something real. The
knell sounds of the currency system involved.

In this country we have not yet reached this second and final stage of
every protracted inflation. But if the authorities do not very soon aban-
don any further attempt to increase the amount of money in circula-
tion and to expand credit, we shall one day come to the same unpleas-
ant result.

It is not a matter of choosing between financing the increased gov-
ernment expenditure by collecting taxes and borrowing from the pub-
lic on the one hand and financing it by inflation on the other hand.
Inflation can never be an instrument of fiscal policy over a long period
of time. Continued inflation inevitably leads to catastrophe.

Therefore, we should not waste our time in discussing methods of
price control. Price control cannot prevent the rise in prices if inflation
is going on. Even capital punishment could not make price control work
in the days of Emperor Diocletian or during the French Revolution. Let
us concentrate our efforts on the problem of how to avoid inflation, not
upon useless schemes of how to conceal its inexorable consequences.

Taxation the Key

What is needed in wartime is to divert production and consumption
from peacetime channels toward military goals. In order to achieve
this, it is necessary for the government to tax the citizens, to take away
from them the money which they would otherwise spend for things
they must no longer buy and consume so the government can spend it
for the conduct of the war.

At the breakfast table of every citizen in wartime sits an invisible
guest, as it were, a GI who shares his meal. Parked in the citizen’s garage
is not only the family car, but also—invisibly—a tank or a plane. The
important fact is that a GI needs more in food, clothing, and other
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things than he used to consume as a civilian. And military equipment
wears out much more quickly than civilian equipment. The costs of a
modern war are enormous.

The adequate method of providing the funds the government needs
for war is, of course, taxation. Part of the funds may also be provided by
borrowing from the public, the citizens. But if the Treasury increases
the amount of money in circulation or borrows from the commercial
banks, it inflates. Inflation can do the job for a limited time. But it is the
most expensive method of financing a war; it is socially disruptive and
should be avoided.

Inflation: A Convenient Makeshift

There is no need to dwell upon the disastrous consequences of
inflation. All people agree in this regard. But inflation is a very conve-
nient makeshift for those in power. It is a handy means to divert the re-
sentment of the people from the government. In the eyes of the masses,
big business, the “profiteers,” the merchants—not the Administra-
tion—appear responsible for the rise in prices and the ensuing need to
restrict consumption.

Perhaps somebody will consider what I am saying here as antidemo-
cratic, reactionary, and economic royalism. But the truth is that infla-
tion is a typically antidemocratic measure. It is a policy of governments
that do not have the courage to tell the people honestly what the real
costs of their conduct of affairs are.

A truly democratic government would have to tell the voters openly
that they must pay higher taxes because expenses have risen consider-
ably. But it is much more agreeable for a government to present only a
part of the bill to the people and to resort to inflation for the rest of its ex-
penditures. What a triumph if they can say: Everybody’s income is rising,
everybody has now more money in his pocket, business is booming.

Deficit spending is not a new invention. During the greater part of
the nineteenth century it was the preferred fiscal method of precisely
those governments that were not then considered democratic and pro-
gressive—Austria, Italy, and Russia. Austria’s budget showed a deficit
yearly from 1781 on, until the late ’80s of the nineteenth century, when
an orthodox professor of economics, Dunajewski, as minister of
finance, restored the budgetary equilibrium. There is no reason to be
proud of deficit spending, nor to call it progress.
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Going After Lower Brackets

If one wants to collect more taxes, it will be necessary to lay a burden
greater than hitherto on the lower income brackets, the strata of society
whose members consume the much greater part of the total amount
consumed in this country. Up to now it has been customary to tax pre-
dominantly corporations and individuals with higher incomes. But even
the outright confiscation of these revenues would only cover a fraction
of the additional funds the country needs today.

Some experts have declared that it is necessary to tax the people un-
til it hurts. I disagree with these sadists. The purpose of taxation is not
to hurt, but to raise the money the country needs to rearm and to fight
in Korea. It is a sad fact that world affairs now make it necessary for the
government to force people who used to buy nylon stockings and shirts
to shift to other du Pont products, namely munitions.

In his book Eternal Peace, the German philosopher Immanuel Kant
(1724–1804) suggested that government should be forbidden to finance
wars by borrowing. He expected that the warlike spirit would dwindle
if all countries had to pay cash for their wars. However, no serious ob-
jection can be raised against borrowing from the public, from people
who have saved and are prepared to invest in government bonds. But
borrowing from the commercial banks is tantamount to printing addi-
tional bank notes and expanding the amount of deposits subject to
check. That is inflation.

Semantic Confusion

There is nowadays a very reprehensible, even dangerous, semantic
confusion that makes it extremely difficult for the nonexpert to grasp
the true state of affairs. Inflation, as this term was always used every-
where and especially in this country, means increasing the quantity of
money and bank notes in circulation and the quantity of bank deposits
subject to check. But people today use the term “inflation” to refer to
the phenomenon that is an inevitable consequence of inflation, that is
the tendency of all prices and wage rates to rise. The result of this de-
plorable confusion is that there is no term left to signify the cause of
this rise in prices and wages. There is no longer any word available to
signify the phenomenon that has been, up to now, called inflation. It
follows that nobody cares about inflation in the traditional sense of the
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term. As you cannot talk about something that has no name, you can-
not fight it. Those who pretend to fight inflation are in fact only fight-
ing what is the inevitable consequence of inflation, rising prices. Their
ventures are doomed to failure because they do not attack the root of
the evil. They try to keep prices low while firmly committed to a pol-
icy of increasing the quantity of money that must necessarily make
them soar. As long as this terminological confusion is not entirely
wiped out, there cannot be any question of stopping inflation.

Look at the silly term, “inflationary pressures.” There is no such thing
as an “inflationary pressure.” There is inflation or there is the absence of
inflation. If there is no increase in the quantity of money and if there is
no credit expansion, the average height of prices and wages will by and
large remain unchanged. But if the quantity of money and credit is in-
creased, prices and wages must rise, whatever the government may de-
cree. If there is no inflation, price control is superfluous. If there is
inflation, price control is a sham, a hopeless venture.

It is the government that makes our inflation. The policy of the Trea-
sury, and nothing else.

We have been told a lot about the need for, and the virtues of, direct
controls.

We have learned that they preserve the individual’s liberty to choose
the grocer he prefers. I do not want to examine what value may be at-
tached to direct controls from a metaphysical point of view. I only want
to stress one fact: As a means for preventing and fighting inflation or its
consequences, direct controls are absolutely useless.
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21

Socialism, Inflation, and 
the Thrifty Householder

The most serious dangers for American freedom and the American way
of life do not come from without. They are not of a military character.
Neither will socialism conquer this country—and, for that matter, the
civilized nations of Western Europe—in the shape of an open surren-
der to the program of the Communist International. Whatever chances
socialism may have in the United States are due to the economic poli-
cies of our own political parties that gradually undermine the eco-
nomic and social foundations of American freedom and prosperity.

Both traditional parties, the Republicans as well as the Democrats,
are sincere in protesting their abhorrence of totalitarianism. The voters
in casting their ballots for either of these parties are fully convinced
that they are voting for officeholders who are firmly committed to the
preservation intact of the Constitution and all the freedoms it grants to
the individual citizens. These politicians and their supporters would
be seriously alarmed if they realized that they are virtually paving the
way for a system that does not differ essentially from the totalitarian sys-
tem they decidedly reject.

Socialism and Planning Not Different from Communism

The fundamental fallacy that leads contemporary political thinking
astray is to be seen in the fictitious distinction between communism on
the one side and socialism and planning on the other side.

The two terms socialism and communism are synonyms. Commu-
nism is a very old term, while the term socialism was first coined in

Reprinted from Christian Economics, October 18, 1960.
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France at the end of the 1830s. Up to the year 1917 both were used indis-
criminately. Thus Marx and Engels called the program they published
in 1848 the Communist Manifesto, while the parties they organized for
the realization of this program called themselves socialist parties.

Before 1917 no distinction was made between the two words. When
Lenin called his party “communist,” he meant that it was a party sin-
cerely aiming at the realization of socialism as distinct from the parties
that, according to Lenin, merely called themselves socialist parties
while in fact they were “social traitors” and “servants” of the bourgeoisie.
Lenin never pretended that his Communist party had any other goal
than the realization of socialism. The official name he gave to his gov-
ernment was—and is—the Union of the Soviet Socialist Republics. If
somebody says he is opposed to communism, but cherishes socialism,
he is no more consistent or logical than a man who declares that he is
opposed to murder but cherishes assassination.

The essential feature of the socialist, or communist conduct of af-
fairs is the substitution of the government’s unique plan for the plans of
individual citizens. “Planning” is therefore nothing but one term more
to signify what the terms socialism and communism are designed to
signify.

Yet many leaders of our political parties are deluded by the idea that
socialism and planning are something different from communism and
that in fostering these schemes they are opposing communism, while in
fact they are fully adopting the Communist program. Of course, these
confused politicians pretend that what they are aiming at is a socialist sys-
tem that preserves democracy and representative government. They say
they want to abolish “only” economic freedom and to retain political

freedom. They are at a loss to realize that economic control is not merely
control of one sector of human life which can be separated from other
sectors. If the government controls all material factors of production, it
controls all aspects of the individuals’ activities. If it controls all publish-
ing facilities, all printing presses, radio, television, and all assembly halls,
every political activity depends on the discretion of the authorities. If
everybody is bound to work according to the orders of the government,
only those whom the rulers trust are free to devote their time and their
efforts to public affairs. It is not an accident that representative govern-
ment and civil liberties developed step-by-step with the substitution
of capitalism for feudalism and disappeared everywhere as soon as
socialism—whether the “right” model (German Nazism and Italian
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Fascism) or the “left” model (Russian Bolshevism)—supplanted the
market economy. Despotism is the necessary political corollary of so-
cialism just as representative government is the necessary constitutional
corollary of capitalism.

Unwitting Support of Socialism by Inflationary Policies

Certainly there are many among the “left” wing leaders of both politi-
cal parties who are consciously intent upon abolishing any trace of free-
dom and converting America into a full replica of the Soviet system.
But most of our politicians and the rank and file of the voters are not
guilty of such a betrayal. On the contrary, they are anxious to preserve
the traditional system of government, the free institutions, established
by the founding fathers, the institutions that were the foundations of
this country’s greatness, glory, and prosperity, as they were the essential
features of the civilization of Western Europe. But even these sincere
advocates of liberty are, unbeknown to themselves, undermining the
“American way of life.” They are lending a helping hand to allegedly
beneficial economic policies that, on the one side, sabotage the opera-
tion of the market economy and, on the other side, restrict the individ-
uals’ self-determination by expanding the field of government control,
euphemistically called “social” control.

The most detrimental of all varieties of economic policies is inflation,
i.e., the policy of increasing the supply of money and money substi-
tutes. If additional legal-tender banknotes are issued or if additional
bank balances subject to check (checkbook money) are created, noth-
ing is added to the material wealth of a country. But those persons into
whose pockets these newly created means of payment are flowing are
thereby in a position to expand their purchases. Thus an additional de-
mand for commodities and services comes into being while the supply
of such commodities and services has not been increased. The in-
evitable outcome is a tendency for prices to soar.

There is no need to depict in detail the unwelcome, nay the cata-
strophic effects of such a state of affairs. Everybody is familiar with
them; everybody knows how he was hurt by them. Among reasonable
men there is hardly anybody who would dare to advocate openly a 
policy of inflation. Nonetheless this country, and most other countries
of the world, have for many decades been committed to inflationist 
measures.
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The fault rests with a lack of responsibility and a fickleness of char-
acter on the part of statesmen and politicians as well as with the greed
of powerful pressure groups who want to get handouts from the gov-
ernment, the notorious “something for nothing.” A government cannot
spend but at the expense of the people. As taxes have already long since
overstepped the optimum of returns and there is hardly any sizeable in-
crease to be expected from further raising the already levied taxes or de-
vising new ones, the main way to finance additional government
spending is with inflation.

It is a serious error to assume that a nation can win and can become
richer by increasing the supply of money and money substitutes. What
one group of people may gain, is lost by other groups.

Inflation and the Creditors

Let us look upon one important aspect of the problem, the nexus of
creditor and debtor. One of inflation’s main effects is the progressive di-
lution of debts. The more inflation progresses, the more is the debtor
favored at the expense of the creditor. While the nominal value of a
loan remains unchanged, its purchasing power shrinks more and more.
Of course, some people believe that this is after all not too bad, or that
it may even be desirable. The creditors, they think, are rich and will get
over such losses. But the debtors are poor and will be benefited by a re-
duction in the burden of their debt.

Yet, this way of reasoning is entirely fallacious. It is based upon a fate-
ful misconstruction of essential features of the capitalistic system, un-
der which a continually increasing multitude of people with moderate
means are becoming creditors.

One of the main achievements of the capitalistic system is to be seen
in the opportunity it offers to the masses of citizens to save and thereby
to improve their material well-being.

In the “good old days,” effectual saving was possible only for the well-
to-do. The farmer, the artisan, and the owner of urban real estate could
fructify their thrift into improvement of their own farms, shops, and
buildings. But the landless worker had only one method of saving, to
hoard by burying a few coins or hiding them in some other way. This
was a very unsatisfactory method of saving. Its main deficiency was that
it did not bear any interest and did not give the saver an opportunity to
acquire a share of the material factors of production. While new capital
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stock was added to the already previously available equipment, while
new houses and workshops were built and were better equipped, the
manual worker saw no way to contribute to this effort, nor to participate
directly in its fruits. In this sense, he could feel that he was a “proletar-
ian,” a man who did not own any property and who was forever des-
tined to live from hand to mouth.

The financial techniques of capitalism radically altered this state of
affairs. Capitalism not only increased the marginal productivity of la-
bor spectacularly and thereby raised wage rates and the employees’
standard of living. It also made it possible for thrifty laborers to join in
the endeavors of accumulating capital. It inaugurated institutions to
fructify everybody’s parsimony, first of all savings banks and insurance
organizations. Even the smallest savings deposit bears interest. The
success of these schemes was overwhelming. Billions were added to the
capital working in the plants, farms, mines, and transportation facili-
ties. A continually growing part of the nation’s wealth is the counterpart
of these holdings of the common man.

The Common Man a Creditor

These conditions manifest themselves in the fact that the average man
is today a creditor rather than a debtor. The much talked-about rise in
consumers’ credit lending, originating from installment selling and
buying must not deceive us. In the balance the common man is by far
a creditor, not a debtor. The billions of dollars that big business and real
estate owe to mortgage banks, commercial banks, savings banks, and
insurance companies belong—virtually, although not formally—to
the common man. He owns corporate bonds as well as bonds issued by
the U.S. Treasury and by various subdivisions of the government. And
finally familiarity with these types of investment provides him with a
better understanding of the ways and practices of business and thus en-
ables him also to venture on the acquisition of common stock. One of
the most characteristic developments of present-day finance, the mu-
tual funds and kindred schemes, shows the extent to which what is
called risk capital also turns into a popular way of saving and investing.

Yet, however momentous these attempts to make the common man
an owner of common stock may be, the main method of making em-
ployees, in their capacity as capitalists, participate in the well-being
created by the free economy is by the acquisition of titles and claims
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payable in definite amounts of the nation’s monetary unit. From this
point too the masses acquire a lively interest in the stability of the na-
tion’s legal tender, for the value of all kinds of deposits, bonds, and in-
surance policies is inseparably linked to the purchasing power of the
dollar. A policy of “creeping inflation” such as this country has now
pursued for a long series of years—apart from all the other detrimental
effects it produces—is in the strict meaning of the words antisocial and
antidemocratic. It is a policy against the vital material interests of the
common man. It hurts seriously those judicious and conscientious
earners of wages and salaries who are intent upon improving their own
and their families’ lot by thrift.

Under a sound money policy these people would become more and
more deproletarianized. They would acquire a continually rising share
in the nation’s wealth and become interested in the nation’s economic
effort, not only as employees, but also as owners of interest-bearing in-
vestments. But under inflationary policies they see how the purchasing
power of their savings, their insurance policies, and their pensions is
persistently dwindling. Their hopes for steady material improvement
are dispelled. Their attempts to join those strata of the population who,
by saving and capital accumulation, are cooperating in the improve-
ment of economic conditions are thwarted. They become desperate
and lose their confidence in the fairness and efficiency of the market
economy.

The Communists Favor Inflation

The communist chiefs know very well how their cause is furthered by
undermining the purchasing power of the dollar. They know they can-
not succeed in a country in which the masses of the wage earners rely
upon their savings and upon other income such as pensions and social
security benefits determined in fixed amounts of the nation’s legal ten-
der. The main obstacle which their propaganda encounters in this
country is the fact that the “common man” is more and more deprole-
tarianized and sees his personal economic condition improved, not
only by rising wages and salaries, but also by his claims to pensions and
interest from savings. The 65 percent of the American population who
hold life insurance policies are proof against the venom of the com-
munist slogans and so are the 47 percent of the entire population who
are time depositors in mutual savings and commercial banks. But when
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these people see the value of their thrift continually diminished by
inflation, they lose their faith in the system and become an easy prey to
the mendacious incitation of the subversive parties.

It is a really diabolic makeshift to egg various pressure groups on to
ask for more and more government spending to be financed by credit
expansion. The bill for such government extravagance is always footed
by the most industrious and provident people. It is their claims that are
shrinking with the dollar’s purchasing power.

A sound monetary policy is one of the foremost means to thwart the
insidious schemes of communism.
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22

Inflation Must End in a Slump

This country, and with it most of the Western world, is presently going
through a period of inflation and credit expansion. As the quantity of
money in circulation and deposits subject to check increases, there pre-
vails a general tendency for the prices of commodities and services to
rise. Business is booming.

Yet such a boom, artificially engineered by monetary and credit ex-
pansion, cannot last forever. It must come to an end sooner or later. For
paper money and bank deposits are not a proper substitute for nonex-
isting capital goods.

Economic theory has demonstrated in an irrefutable way that a pros-
perity created by an expansionist monetary and credit policy is illusory
and must end in a slump, an economic crisis. It has happened again
and again in the past, and it will happen in the future, too.

If one wants to avoid the recurrence of periods of economic depres-
sion, one must start by preventing the emergence of artificial booms.
One must prevent the governments from embarking upon a policy of
cheap interest rates, deficit spending, and borrowing from the com-
mercial banks.

This is, of course, a very difficult task. Governments are in this regard
very obstinate. They long for the popularity that booming business
conditions seldom fail to win for the party in power. The unavoidable
crash, they think, will appear only later; then the other party will be in
power and will have to account to the voters for the evils which their
predecessors have sown.

Thus there is no doubt that we shall one day have to face again an
economic recession, although it is impossible to determine the date 
of its outbreak and the degree of its severity. It will be bad indeed. But
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worse than the crisis itself could prove the psychological and ideologi-
cal consequences of an erroneous interpretation of its causes.

For the spokesmen of the artificial expansionist policy are busy deny-
ing that economic crises are the inevitable effect of the preceding ex-
pansionist policy. They are anxious to exonerate the governments. As
they see it, inherent shortcomings of the capitalist mode of production
cause the periodical recurrence of bad business. There is no other
means, they conclude, to avoid a crisis than to put the economic sys-
tem under the full tutelage of a central planning board.

This is essentially the doctrine of Karl Marx. Those supporting it,
those passionately attacking the insight that it is the policy of inflation
and credit expansion which produces economic depressions, are—
sometimes unwittingly—serving the cause of the Communists. When
the slump comes, people indoctrinated by their teachings will argue
precisely as Stalin expects them to. They will think: The efforts to pre-
serve capitalism have proved vain; capitalism necessarily results in the
recurrence of economic catastrophes; if we want stability, we must turn
toward Communism.

In the antagonism between the doctrine of the economists who as-
cribe the emergence of economic crises to the policy of credit expan-
sion and the official doctrine that ascribes them to alleged inherent de-
fects of capitalism there is much more at stake than a merely doctrinal
quarrel. The way in which people will react to the—unfortunately
hardly avoidable—letdown of business that will follow the end of the
present armament boom may decide the fate of our civilization.

People must learn in time what the inevitable consequences are of the
monetary and credit policies adopted by the present administration.
They must realize that what the collapse of the artificial boom will es-
tablish will not be any insufficiency of capitalism, private enterprise, and
the market economy, but the failure of the methods of financing public
expenditure as practiced by the New Deal and the Fair Deal.

A comprehension of the nature of the boom will also make people
more cautious in their business dealings. They will not fall victim to
the deception that the boom will go on forever.
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23

The Plight of Business Forecasting

People by and large know today that a boom brought forth by a policy
of credit expansion and “easy money” cannot last forever and must
sooner or later lead to a slump. They do not want to be taken by sur-
prise and ruined. They are anxious to learn in time when the turning
point will come because they plan to arrange their affairs early enough
so as not to be hurt by, or even to profit from, the crash. As they believe
that economics is the art of predicting tomorrow’s business conditions,
they consult the economists.

“How will business be in the coming months?” asks the newspaper-
man when interviewing the economist. No convention of businessmen
is held without the solicited presence of a professor of economics, or
the head of a bank’s research department, who in guarded language
produces a cautiously qualified prediction about the nation’s, or the
world’s business. Whenever and wherever a businessman catches sight
of an economist, he tries to sound him out about the future state of the
market.

What Brings About the Slump

Economics explains the phenomenon of the trade cycle (i.e., the re-
peated emergence of periods of unusually good business that are in-
variably followed after some time by a reversal into unusually bad busi-
ness) as the necessary effect of the attempts to manipulate the rate of
interest. Governments and political parties are committed to the idea
that it is good policy to lower the rate of interest below the height it
would attain on a free market. And they believe that the expansion of
bank credit is the right means to produce this desired effect. They do

Reprinted from National Review, April 4, 1956; © 1956 by National Review, Inc., 215 Lexington
Avenue, New York, N.Y. Reprinted by permission.
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not realize that the boom which they artificially create by such credit
expansion must finally result in the catastrophe of the depression.

Spokesmen of governments tried to disparage the economists’ expla-
nation of the recurrence of economic depressions. They tried in vain.
This economic doctrine, the so-called monetary or circulation-credit
theory of the business cycle, is irrefutable. The fanatical supporters of
inflationism, unbalanced budgets, and reckless government spending
have, it is true, succeeded in banning sound theory from universities and
textbooks. And they have founded special research institutions whose
main purpose it is to put the monetary theory into oblivion. But their tri-
umph is always shortlived. Today people are fully aware of the fact that
credit expansion is the ultimate cause of the slump. All public declara-
tions on the state of business, even those uttered by bureaucrats, are
based upon a full acknowledgment of the monetary doctrine of the
trade cycle. It is precisely the cognition of this theory’s correctness that
in the present boom period alarms businessmen and prompts them to
inquire nervously about the date of the turning point.

Economics: Not Quantitative

Economics predicts the outcome of definite modes of conduct, in our
case, of a policy of credit expansion. But this prediction is qualitative

only. Economic prediction can never disclose anything about the
quantitative relations concerned. There is not, and there cannot be
such a thing as quantitative economics.

In the field of the natural sciences there prevail constant relations be-
tween definite magnitudes. By means of laboratory experiments the sci-
entists are in a position to determine these constants and to make prac-
tical use of them in predictions and in technological design. But in
human action there are no such constant relations between magnitudes.
There, all quantities are variables or, as a more appropriate term de-
scribes them, historical data. It is, therefore, not due to alleged back-
wardness, or to the much-talked-about “youth” of economic science,
that it is not quantitative but, as people say, “merely” qualitative. No con-
stant, fixed quantitative economic relationships exist, on which quanti-
tative economic predictions would have to be based. And what does not
exist cannot become a matter of scientific inquiry.

Economics can only tell us that a boom engendered by credit expan-
sion will not last. It cannot tell us after what amount of credit expansion
the slump will start or when this event will occur. All that economists
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and other people say about these quantitative and calendar problems
partakes of neither economics nor any other science. What they say in
the attempt to anticipate future events makes use of specific “under-
standing,” the same method which is practiced by everybody in all
dealings with his fellow man. Specific “understanding” has the same
logical character as that which characterizes all anticipations of future
events in human affairs—anticipations concerning the course of Rus-
sia’s foreign policy, religious and racial conditions in India or Algeria,
ladies’ fashions in 1960, the political divisions in the U.S. Senate in
1970; and even such anticipations as the future marital relations be-
tween Mr. X and his wife, or the success in life of a boy who has just
celebrated his tenth birthday. There are people who assert that psy-
chology may provide some help in such prognostications. However that
may be, it is not our task to examine this problem. We have merely to
establish the fact that forecasts about the course of economic affairs
cannot be considered scientific.

Statistics: Necessarily Retrospective

The usual method employed in business forecasts is statistical and,
thereby, retrospective.

The statistician recites a mass of statistical information, which nec-
essarily refers to the past only, and he works it into charts and curves.
He is so preoccupied with arranging and rearranging the data available
that he entirely fails to realize that they do not have any relevance to the
problems in question. They refer to the past, not to the future. They de-
pict trends that prevailed in the past and are, by and large, familiar to
everybody. They in no way answer the questions that all people, and es-
pecially businessmen, are asking. People know that trends can change;
they are afraid that they will change; and they would like to know when
the change will occur. But the statistician knows only what everybody
knows, namely, that they have not yet changed.

In the sphere of human action statistics are a special method of his-
torical research. They record historical facts in quantitative terms. But
history deals always with the past, never with the future. If the future
were merely a continuation of the trends that prevailed in the past, 
it would not be uncertain and we would not then be in need of any
forecasting. But as this is not the case, what is called economic fore-
casting is merely guesswork.

Professional forecasters blame their much talked about failures on
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the fact that the figures available are insufficient and reach them too
late. This apology misses the point. However complete and recent sta-
tistical information may be, it always remains information about the
past and does not assert anything about the future.

The Self-Contradiction of Forecasting

People’s ideas about the possibility of business forecasting, and its prac-
tical value for the conduct of one’s own affairs, are self-contradictory
and unrealizable.

The businessman thinks: If I know the date of the boom’s collapse
some time in advance, I will be in a position to sell my stocks and reduce
my inventories of both raw materials and products at boom prices. Then,
at the critical moment, I will have cash and no debts. The man who en-
tertains such ideas overlooks the fact that this knowledge could be help-
ful to him only if he alone has it, while all other people are still bullish.
But how could this occur if, as popular opinion assumes, economic doc-
trine enables the economists to predict the day of the crisis? If econo-
mists really could predict when the crisis would occur, then all people
would learn simultaneously the date of the impending crash. Conse-
quently, they would all immediately try to adjust their transactions to this
expectation. They would all stop buying forthwith and start selling. But
then, as a consequence of this attitude, the catastrophic drop in prices,
the slump, would appear at once; it would not wait for the distant day the
economists had predicted. Nobody would derive any advantage from
the economists’ forecast; at the very instant this forecast was uttered and
accepted as correct, the crisis would already be consummated.

From time immemorial people have known that the very act of pre-
dicting may change the actions of men and thus eliminate the forces
that are required to bring about the predicted outcome. Obstinate fa-
talists have acquiesced in the illusion that all attempts to avoid a prog-
nosticated evil are futile; and that frequently, in some mysterious way,
against the intention of the actor, they even bring the prophecy about.
No such subterfuge is permissible in our case. The very fact that people
are putting faith in the forecast of a crash results in the annulment of
the prediction: it instantly produces the crash. Thus, what the busi-
nessman wants to attain by asking the economist for information about
the future of the market could not be realized, even if the economist
were in a position to answer.
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� part iii

Mises as Critic

For Mises, books were important. They were the most effective means
for transmitting ideas from generation to generation. He wrote many
books himself, and he was constantly urging his students to write books.
In almost every lecture he would suggest the titles of several books to
read and several books to write.

Mises looked on the opportunity to review a book as more than a
chance to discuss one book; it was an excuse for a short essay on eco-
nomics. Although the books reviewed here may no longer be in print, his
comments remain of interest.

Mises was a pessimist when he considered the conflicts and the vio-
lations of freedom throughout the world for which governments had
been responsible in his lifetime. Yet, he was an optimist when he con-
sidered the potential of individuals to think, to reason, and to under-
stand sound principles.

When Mises spoke to a Madison Square Garden rally of Young Amer-
icans for Freedom in 1962, he revealed his optimism. As quoted here, he
said a “miracle” had happened. “Out of the ranks of the young boys and
girls arose an opposition. There were on the campuses once again
friends of freedom and they had the courage to speak their minds. Col-
lectivism was challenged by individualism. . . . The idea of freedom
made a comeback.” He went on to say, “There are again young men and
women eager to think over the fundamental problems of life and action.
This is a genuine moral and intellectual resurrection, a movement that
will prevent us from falling prey to the arbitrary tyranny of dictators.”
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Mises concluded, “As an old man I am greeting the young generation of
liberators.”

Mises’s optimism appears now to have been somewhat justified. If
the people throughout the world who are striving for freedom succeed
in the future in establishing free markets and laissez faire, it will be due
in large part to Mises’s persistence throughout his life in teaching con-
sistent economic principles.
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24

Why Read Adam Smith Today?

A popular legend calls Adam Smith the Father of Political Economy
and his two great books—The Theory of Moral Sentiments, first pub-
lished in 1759, and An Inquiry into the Nature and Causes of the Wealth

of Nations, first published in 1776—epoch-making in economic history
as well as in the evolution of economic thought. However, this is not
quite correct. Smith did not inaugurate a new chapter in social philos-
ophy and did not sow on land hitherto left uncultivated. His books
were rather the consummation, summarization, and perfection of lines
of thought developed by eminent authors—mostly British—over a pe-
riod of more than a hundred years. Smith’s books did not lay the foun-
dation stone, but the keystone, of a marvelous system of ideas. Their
eminence is to be seen precisely in the fact that they integrated the
main body of these ideas into a systematic whole. They presented the
essence of the ideology of freedom, individualism, and prosperity, with
admirable logical clarity and in an impeccable literary form.

It was this ideology that blew up the institutional barriers to the display
of the individual citizen’s initiative and thereby to economic improve-
ment. It paved the way for the unprecedented achievements of laissez-
faire capitalism. The practical application of liberal principles multi-
plied population figures and, in the countries committed to the policies
of economic freedom, secured even to less capable and less industrious
people a standard of living higher than that of the well-to-do of the “good
old” days. The average American wage-earner would not like to dwell in
the dirty, badly lighted, and poorly heated palatial houses in which the
members of the privileged English and French aristocracy lived two
hundred years ago, or to do without those products of capitalist big busi-
ness that render his life comfortable.

Introduction to the Henry Regnery Co. edition (1953) of Adam Smith, An Inquiry into the Nature

and Causes of The Wealth of Nations: Selections.
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The ideas that found their classical expression in the two books of
Adam Smith demolished the traditional philosophy of mercantilism
and opened the way for capitalist mass production for the needs of the
masses. Under capitalism the common man is the much-talked-about
customer who “is always right.” His buying makes efficient entrepre-
neurs rich, and his abstention from buying forces inefficient entrepre-
neurs to go out of business. Consumers’ sovereignty, which is the char-
acteristic mark of business in a free world, is the signature of production
activities in the countries of Western civilization.

The civilization is today furiously attacked by Eastern barbarians
from without and by domestic self-styled Progressives from within. Their
aim is, as one of their intellectual leaders, the Frenchman Georges
Sorel,* put it, to destroy what exists. They want to substitute central plan-
ning by the government for the autonomy of the individual citizens,
and totalitarianism for democracy. As their muddy and unwarranted
schemes cannot stand the criticism leveled by sound economics, they
exult in smearing and calumniating all their opponents.

Adam Smith too is a target of these smear campaigns. One of the most
passionate advocates of destructionism had the nerve to call him, in the
Introduction to an inexpensive edition of the Wealth of Nations, “an un-
conscious mercenary in the service of a rising capitalist class” and to add
that “he gave a new dignity to greed and a new sanctification to the
predatory impulses.” 1 Other leftists resort to even still ruder insults.

As against such shallow opinions it may be appropriate to quote the
verdict of wiser judges. The British historian Henry Thomas Buckle
(1821– 62) declared “that this solitary Scotchman has, by the publica-
tion of one single work, contributed more toward the happiness of man
than has been effected by the united abilities of all the statesmen and
legislators of whom history has presented an authentic record.” The
English economist Walter Bagehot (1826 –77) said about the Wealth of

Nations: “The life of almost everyone in England—perhaps of every-
one—is different and better in consequence of it.”

A work that has been praised in such a way by eminent authors must
not be left on the shelves of libraries for the perusal of specialists and
historians only. At least its most important chapters should be read by

1. Max Lerner in the Modern Library edition of the Wealth of Nations (New York: Random
House, 1937), p. ix.
* Georges Sorel (1847–1922), a French political thinker, advocated at various times in his life 
violence, Marxism, revolutionary syndicalism, and Bolshevism.
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all those who are eager to learn something about the past. There can
hardly be found another book that could initiate a man better into the
study of the history of modern ideas and the prosperity created by in-
dustrialization. Its publication date—1776, the year of the American
Declaration of Independence—marks the dawn of freedom both polit-
ical and economic. There is no Western nation that was not benefited
by policies inspired by the ideas that received their classical formula-
tion in this unique treatise.

However, a warning must be given. Nobody should believe that he
will find in Smith’s Wealth of Nations information about present-day
economics or about present-day problems of economic policy. Reading
Smith is no more a substitute for studying economics than reading Eu-
clid is a substitute for the study of mathematics. It is at best a histori-
cal introduction into the study of modern ideas and policies. Neither
will the reader find in the Wealth of Nations a refutation of the teach-
ings of Marx, Veblen, Keynes, and their followers. It is one of the tricks
of the socialists to make people believe that there are no other writings
recommending economic freedom than those of eighteenth-century
authors and that in their, of course unsuccessful, attempts to refute
Smith they have done all that is needed to prove the correctness of their
own point of view. Socialist professors—not only in the countries be-
hind the Iron Curtain—withheld from their students any knowledge
about the existence of contemporary economists who deal with the
problems concerned in an unbiased scientific way and who have dev-
astatingly exploded the spurious schemes of all brands of socialism and
interventionism. If they are blamed for their partiality, they protest
their innocence. “Did we not read in class some chapters of Adam
Smith?” they retort. In their pedagogy the reading of Smith serves as a
blind for ignoring all sound contemporary economics.

Read the great book of Smith. But don’t think that this may save
you the trouble of seriously studying modern economics books. Smith
sapped the prestige of eighteenth-century government controls. He does
not say anything about the controls of 1952 or the Communist challenge.
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The Marxian Class Conflict Doctrine

The most popular of the Marxian teachings is the doctrine of the ir-
reconcilable conflict of social classes.

Status or Caste in Precapitalistic Society

In the precapitalistic ages the characteristic mark of society’s organiza-
tion was status. In the status or caste society there prevail legal differ-
ences among individuals. The individual’s station in life was fixed by
his status. He inherited from his parents at birth his caste membership
and his position in life was rigidly determined by the laws and customs
that assigned to each member of his rank definite privileges, duties, and
disabilities. Exceptional good or bad luck might in some rare cases el-
evate an individual into a higher rank or debase him into a lower rank.
But as a rule, the conditions of the individual members of a definite or-
der or rank could improve or deteriorate only with a change in the con-
ditions of the whole membership. The individual was primarily not a
citizen of a nation; he was a member of an estate (Stand in German,
état in French).

This system, that in England had already been substantially tem-
pered and humanized in the Middle Ages, is incompatible with the
capitalistic methods of the market economy. It was finally abolished in
the countries of the European continent by the French Revolution and
by the revolutions and reforms which the French Revolution called
forth. Its last vestiges in the capitalistic part of the world disappeared
when slavery was abolished step-by-step in the Americas and in the
overseas colonies of the European powers.

Reprinted from Christian Economics, October 3, 1961.
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In the status society there prevails, on the one hand, a solidarity of
interests of all members of the same caste and, on the other hand, an ir-
reconcilable conflict of interests between the members of different
castes. All slaves, for instance, are united in having a stake in the aboli-
tion of slavery while their masters are opposed. All members of the Eu-
ropean nobility were opposed to the abolition of their tax exemption,
from which the Third Estate people expected a relaxation of their own
burden. But no such conflicts are present in a society in which all citi-
zens are equal before the law. No logical objection can be advanced
against distinguishing various classes among the members of such a so-
ciety; any classification is logically permissible, however arbitrarily 
the mark of distinction may be chosen. But it is nonsensical to classify
the members of a capitalistic society according to their position in the
framework of the social division of labor and then to identify these
“classes” with the castes of a status society. It is precisely this that the
Marxian doctrine of the irreconcilable struggle of classes does.

Marxian “Classes”

The “classes” that Marx distinguishes within a capitalistic society have a
continually fluctuating membership. Class affiliation under capitalism
is not a hereditary quality. It is assigned to each individual by a daily re-
peated plebiscite, as it were, of all the people. The buying public, the
consumers, by their buying and abstention from buying, determine who
should own and run the plants, who should work in the factories and
mines, who should play the parts in the theater performances, and who
should write the newspaper articles. They do it in a similar way in which
they determine in their capacity as voters who should act as president,
governor, or judge. In order to get rich in a capitalistic society and to
preserve one’s once-acquired wealth one must satisfy the wishes of the
public. Those who have acquired wealth as well as their heirs must try
to keep it by defending their assets against the competition of already
established firms and of ambitious newcomers. In the unhampered mar-
ket economy, not sabotaged by concessions and exemptions accorded
to powerful pressure groups, there are no privileges, no protection of
vested interests, no barriers preventing anybody from striving after any
prize. Access to the Marxian-designated classes is free to everybody. The
members of each class compete with one another. They are not united
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by a common class interest and not opposed to the members of other
classes by being allied either in the defense of a common privilege,
which those wronged by it want to see abolished, or in the attempt to
abolish a legal disability which those deriving advantage from it want
to preserve.

The champions of modern political freedom and laissez faire as-
serted: If the old laws establishing status privileges and disabilities are
abolished and no new practices of the same character—such as subsi-
dies, discriminatory taxation, indulgence granted to nongovernmental
agencies like unions to use coercion and intimidation—are intro-
duced, there is equality of all citizens under the law. Nobody is ham-
pered in his aspirations and ambitions by any legal obstacles. Every-
body is free to compete for any social position or function for which his
personal abilities qualify him.

But Marx saw things in a different light. He maintained that capital-
ism did not abolish bondage and did not do away with the servitude of
the working and toiling masses. It did not emancipate the common
man. The people merely changed their masters. Formerly they were
forced to drudge for the princes and aristocrats; now they are exploited
by the bourgeoisie. The division of society into “social classes” is, in the
eyes of Marx, sociologically and economically not different from its di-
vision into the castes of the status society. The bourgeois of the modern
age is no less a predatory extortioner than were the noblemen and
slaveholders of ages gone by.

But what characterizes the “social class” as such, and what entitles us
to equate it with the castes of the status society? To this question Marx
never gave an answer. All his books, pamphlets, and writings turn around
the concept of the social class and the essence of his political and eco-
nomic program is the abolition of “social classes” and the establishment
of what he styles a classless society. But he never told us what he had in
mind when employing the term “social class” and what justifies ascrib-
ing to the division of society into “social classes” the same effects as its di-
vision into castes had.

The main treatise of Karl Marx is Das Kapital. It was designed to pro-
vide a scientific justification of the ideas Marx had expressed in his nu-
merous pamphlets and manifestos. Only the first volume of this book
was published by Marx himself in 1867. Two years after the death of Marx
his friend Engels published the second volume and finally, in 1894,
eleven years after the death of Marx, the third volume, which consists of
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two parts, 870 pages altogether. Yet, the book remained unfinished. The
third volume contains fifty-one chapters; then follows a fifty-second one-
page chapter that is headed “The Classes.” There Marx declares that the
first question to be answered is what constitutes a class. But he does not
provide an answer. Instead we read a note by the editor, Engels, saying:
Here the manuscript breaks off.

One could be tempted to say: It is really tragic. Here is an author to
whom fate denied the opportunity to define and to explain the funda-
mental concept of his philosophy, the concept on which all he said, ar-
gued, and planned depended. At the hour in which he was to write
down the most important thing he had to tell mankind, death took him
off. How lamentable!

But a closer inspection reveals a different aspect of the case. The
abundant biographical material about Marx collected and published
by his followers and the Marx-Engels-Lenin Institute in Moscow
evinces the fact that Marx had ceased to work on his book many years
before his death. There cannot be any doubt about the reason. When
faced with the task of telling in precise words what he had in mind
when perorating about “social classes” and giving reasons for his doc-
trine of the irreconcilable conflict of interests between the “social
classes,” Marx failed thoroughly. He had to acknowledge to himself
that he was perplexed and was at his wit’s end. He did not know what to
say in the planned fifty-second chapter of the third volume and this em-
barrassment induced him to desist from finishing his great treatise. The
essential dogma of the Marxian philosophy, the class conflict doctrine
which he and his friend Engels had propagated for many decades, was
unmasked as a flop.

Marxian Ideology Doctrine

The only retort that Marx, Engels, and all their followers down to the
Russian Bolshevists and the European and American professorial ad-
mirers of Marx knew to advance against their critics was the notorious
ideology doctrine. According to this makeshift a man’s intellectual hori-
zon is fully determined by his class affiliation. The individual is consti-
tutionally unfit to reach out and to grasp any other doctrine than one that
furthers the interests of his own “class” at the expense of other “classes.”
It is, therefore, unnecessary for a proletarian to pay any attention to
whatever bourgeois authors may say and to waste time refuting their
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statements. All that is needed is to unmask their bourgeois background.
That settles the matter.

This is the method to which Marx and Engels and later Marxians re-
sorted in dealing with all dissenters. They never embarked upon the
hopeless task of defending their self-contradictory system against dev-
astating criticism. All they did was to call their opponents stupid bour-
geois and to ascribe their opposition to their bourgeois class affiliation.

But Marx and Engels also contradicted their own doctrine in this re-
gard. They both were scions of bourgeois families, brought up and liv-
ing in a typical middle-class milieu. Marx was the son of a well-to-do
member of the bar and married the daughter of a Prussian nobleman.
His brother-in-law was Cabinet Minister of the Interior and as such the
Chief of the Royal Prussian Police. Engels was the son of a wealthy
manufacturer and a rich businessman himself; he indulged in the
amusements of the British gentry such as riding to hounds in a red coat,
and snobbishly refused to marry his mistress because she was of low ori-
gin. From the very Marxian point of view one would have to qualify
Marxism as a doctrine of bourgeois origin.

The Destruction of Marxian Ideas Demands Vigorous Criticism

The enormous power that the Marxian ideas and the political parties
guided by them enjoy in the present is not due to any inherent merits
of the doctrine. It is an outgrowth of the moral and intellectual indiffer-
ence and apathy of those whose duty it ought to be to offer unswerving
resistance to false doctrines and to disclose their untruth. Some emi-
nent philosophers and economists have provided irrefutable arguments
to show the perversion, the misrepresentation of facts, and the self-
contradictions of the Marxian creed. But their books are not read by
those whose responsibility it is to enlighten the public. Thus the masses
today indolently endorse all the socialist slogans and look upon every
step forward on the way toward totalitarianism as progress toward the es-
tablishment of an earthly paradise. It is the inertness and sloth on the
part of many of our most eminent fellow citizens that make the impetu-
ous advance of the communist power possible.

The task of fighting Marxian dialectical materialism and all the var-
ious epistemological, philosophical, economic, and political doctrines
emanating from it can only be accomplished by well-informed people.
Those who want to contribute seriously to the defense of Western 

140 � mises as critic

03-L3858-P03  10/3/06  1:43 PM  Page 140



civilization against the onslaught of the dictators must acquaint them-
selves with the doctrines they plan to fight and must with full vigor
study the writings of those authors who have long since entirely de-
molished all the Marxian fables and distortions. One has to admit that
this is not an easy matter. Yet, there are in this world no great things that
can be accomplished but by moral resolution and strenuous exertion.
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The Marxian Theory of Wage Rates

The most powerful force in the policies of our age is Karl Marx. The
rulers of the many hundreds of millions of comrades in the Commu-
nist countries behind the Iron Curtain pretend to put into effect the
teachings of Marx; they consider themselves as the executors of the tes-
tament of Marx. In the noncommunist countries there is more restraint
in the appreciation of Marx’s achievements, but still he is praised at all
universities as one of the greatest intellectual leaders of mankind, as the
giant who has demolished inveterate prejudices and errors and has rad-
ically reformed philosophy and the sciences of man. Little attention is
paid to the few dissenters who do not join in the chorus of commen-
dation of Marx. They are boycotted as reactionaries.

The most remarkable fact about this unprecedented prestige of an
author is that even his most enthusiastic admirers do not read his main
writings and are not familiar with their content. A few passages and sen-
tences from his books, always the same, are quoted again and again in
political speeches and pamphlets. But the voluminous books and the
scores of articles and pamphlets turned out by Marx are, as can be eas-
ily shown, not perused even by politicians and authors who proudly call
themselves Marxians. Many people buy or borrow from a library reprints
of Marx’s writings and start reading them. But, bored to death, they usu-
ally stop after a few pages, if they had not already stopped on the first
page.

Doctrines of Marx

If people were familiar with the doctrines of Marx, they would never talk,
as they often do, about socialism “according to the designs and precepts

Reprinted from Christian Economics, May 30, 1961.
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of Marx.” For Marx neither devised the concept of socialism nor did he
ever say anything about the organization and operation of a socialist
commonwealth except that it would be a blissful realm of unlimited
abundance in which everybody would get all he needed. The idea of
socialism—the abolition of private control of the material means of pro-
duction and of free enterprise and the exclusive management of all eco-
nomic affairs by the government—had been fully elaborated by French
and British authors before Marx embarked upon his career as an author
and propagandist. There was nothing left to be added to it and Marx did
not add anything. Nor did he ever attempt to refute what economists had
already brought forward in his time to show the illusiveness and absur-
dity of the socialist schemes. He derided as vain utopianism any occu-
pation with the problems of a socialist economic system. As he himself
viewed his own contribution, it consisted in the discovery of the alleged
fact that the coming of socialism was inevitable and that socialism, pre-
cisely because it is bound to come “with the inexorability of a law of na-
ture” and was the final goal to which mankind’s history must necessarily
lead, would be the fulfillment of all human wishes and desires, a state of
everlasting joy and happiness.

The writings of Marx, first of all the ponderous volumes of his main
treatise, Das Kapital, do not deal with socialism. Rather they deal with
the market economy, with capitalism. They depict capitalism as a system
of unspeakable horrors and utmost detestableness in which the im-
mense majority of people, the proletarians, are ruthlessly oppressed and
exploited by a class of felonious capitalists. Everything in this nefarious
system is hopelessly bad, and no reform, however well intentioned, can
alleviate, still less remove, the abominable suffering of the proletarians.
Nothing else can be said in favor of capitalism than that precisely on ac-
count of its monstrosity and atrocity it will one day, when the evils it pro-
duces become intolerable, result in the great social revolution that will
generate the socialist millennium.

The “Iron Law” of Wages

The pith of Marx’s economic teachings is his “law” of wages. This al-
leged law that is at the bottom of his entire criticism of the capitalistic
system is, of course, not of Marxian make. It was devised by earlier au-
thors, had long since been known under the label of the “iron law of
wages,” and had already been thoroughly refuted before Marx employed
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it as the foundation of his doctrine. Marx chose to ignore all that had
been said to show the viciousness of the reasoning implied in this alleged
law. He made some sarcastic remarks about the German translation of
the English term “iron law,” as suggested by his main rival for the lead-
ership of the German socialist party, Ferdinand Lassalle (1825– 64). But
he built his entire economic reasoning, all his prognostication of the fu-
ture course of economic affairs, and his whole political program upon
the illusory basis of this fallacious theorem.

This so-called “iron law” declares that wage rates are determined by
the cost of the means of subsistence required for the bare maintenance
of the labor force. The wage earner cannot get more than is physiolog-
ically needed to preserve his capacity to work and to enable him to raise
the number of children required to replace him when he dies. If wages
rise above this level, the wage earners will rear more progeny and the
competition of these additional seekers for employment will reduce
wage rates again to what this doctrine considers the natural level. If, on
the other hand, wages drop below this alleged natural level, the work-
ers will not be able to feed the number of offspring needed to fill the
ranks of the labor force. There will then develop a shortage of laborers
and competition among the employers will bring wage rates back to the
natural level.

From the point of view of this alleged “iron law” the fate of the wage
earners under capitalism appears hopeless. They can never lift them-
selves above the level of bare subsistence. No reforms, no governmen-
tal minimum wage enactments, no activities of labor unions can prove
effectual against this “iron law.” Under capitalism, the proletarians are
doomed to remain forever on the verge of starvation. All the advantages
derived from the improvement of technological methods of production
are pocketed exclusively by the capitalists. This is what the Marxian
category of exploitation means. By right, Marx implies, all the products
ought to benefit those who are producing them, the manual workers.
The mere existence of the bourgeoisie is parasitic. While the proletar-
ians suffer, the bourgeois exploit, feast, and revel.

Capitalist Production

Now one has only to look around in order to detect that something must
be entirely wrong with this description of capitalism’s economic func-
tioning. The great innovation brought about by the transformation of
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the precapitalistic mode of production into the capitalistic system, the
historical event that is called the Industrial Revolution, was precisely
the inauguration of a new principle of marketing. The processing in-
dustries of the good old days catered almost exclusively to the wants of
the well-to-do. But what characterizes capitalism as such is that it is mass
production for the satisfaction of the needs of the masses. The much
greater part of all the products turned out by the factories is consumed,
directly or indirectly, by the same people who are working in the facto-
ries. Big business is big precisely because it produces the goods asked for,
and bought by, the masses. If you go into the household of the average
common man of a capitalistic country, you will find products manufac-
tured in the plants of big business. It is fantastic nonsense to assert that
all the wage earner gets are the bare necessities to sustain himself and to
rear enough children to fill the jobs in the factories. While businesses
that produce for the masses grow big, those that are turning out luxury
goods for the few never grow above the size of medium, or even small,
businesses.

The essential shortcoming of the “iron law of wages” was that it de-
nied to the wage earner his human character and dealt with him as if
he were a nonhuman creature. In all nonhuman living beings the urge
is inwrought to proliferate up to the limits drawn by the available sup-
ply of the means of subsistence. Nothing but the quantity of attainable
nourishment checks the boundless multiplication of elephants and ro-
dents, of bugs and germs. Their number keeps pace with the available
aliments. But this biological law does not apply to man. Man aims also
at other ends than those involving the physiological needs of his body.
The “iron law” assumed that the wage earner, the common man, is no
better than a rabbit, that he craves no other satisfactions than feeding
and proliferation and does not know of any other employment for his
earnings than the procurement of those animal satisfactions. It is obvi-
ous that this is the most absurd assumption ever made. What charac-
terizes man as man and elevates him above the level of the animals is
that he aims also at specifically human ends which we may call “higher
ends.” Man is not like other living beings that are driven exclusively by
the appetites of their bellies and their sex glands. The wage earner is
also a man, that is a moral and intellectual person. If he earns more
than the absolutely required minimum, he spends it upon the satisfac-
tion of his specifically human wants; he tries to render his life and that
of his dependents more civilized.
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At the time Marx and Engels adopted this spurious “iron law” and as-
serted in the Communist Manifesto (1848) that the average wage is “that
quantum of the means of nourishment (Lebensmittel) which is abso-
lutely requisite (notwendig) to keep the laborer in bare existence as a la-
borer,” judicious economists had already exposed the fallaciousness of
this syllogism. But Marx did not heed their criticism. His whole eco-
nomic doctrine set forth in his main treatise, Das Kapital, is based upon
the “iron law.” The falseness of this presumed law, the falseness of which
has not been questioned by anybody for about a hundred years, cuts
the ground from under all his economic reasoning. And it demolishes
entirely the main demagogy of the Marxian system, the doctrine that
contends that the recipients of wages and salaries are exploited by the
employers.

The Inevitability of Socialism

In the elaboration of his system of philosophy and economics Marx was
blinded to such an extent by his passionate hatred of Western civiliza-
tion that he did not become aware of the blatant contradictions in his
own reasoning. One of the most essential dogmas of the Marxian mes-
sage, perhaps its very core and substance, is the doctrine of the in-
evitability of the coming of socialism. In Das Kapital (1867), Marx pro-
claims that capitalism “begets, with the inexorability of a law of nature,
its own negation,” that is, it produces socialism. It is this prophecy that
accounts for the obstinate fanaticism of the various communist and so-
cialist factions of our age.

Marx tried to prove this cardinal dogma of his creed by the famous
prognostication that capitalism generates necessarily and unavoidably,
a progressive impoverishment of the masses of the wage earners. The
more capitalism develops, he says, the more “grows the mass of misery,
oppressions, slavery, degradation and exploitation.” With “the progress
of industry” the worker “sinks deeper and deeper,” until finally, when
his sufferings have become unbearable, the exploited masses revolt and
establish the everlasting bliss of socialism.

It is well known that this prognostication of Marx was no less dis-
proved by the facts of social evolution than all other Marxian prophe-
cies. Since Marx wrote the lines quoted in 1848 and 1867, the standard
of living of the wage earners has in all capitalistic countries improved
in a way unprecedented and undreamt of.
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But there is still something more to say about this piece of Marx’s ar-
gumentation. It contradicts the whole Marxian theory of the determi-
nation of wage rates. As has been pointed out, this theory asserts that
wage rates under capitalism are always and necessarily so low that for

physiological reasons they cannot drop any further without wiping out

the whole class of wage earners. How is it then possible that capitalism
brings forth a progressing impoverishment of the wage earners? Marx in
his prediction of the progressive impoverishment of the masses contra-
dicted not only all the facts of historical experience. He also contra-
dicted the essential teachings of his own theory based on the “iron law
of wages,” namely that capitalist wage rates are so low that they cannot
drop any further without wiping out the workers.

The Marxian economic system, so much praised by hosts of self-
styled intellectuals, is a hodge-podge of arbitrary statements conflicting
with one another.
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27

The Soviet System’s Economic Failure

It seems that in the heated polemics of the Cold War people have lost
sight of the issue in dispute between socialism and capitalism. The ob-
jective of socialism and communism is neither to “bury” us, nor to oc-
cupy the whole of the city of Berlin, nor the conquest of any of the re-
maining free countries.

Socialism, as all its harbingers announced in the past and as its pro-
fessorial, journalistic, and political advocates repeat again and again in
their books, speeches, and platforms, aims at a spectacular improvement
in the average man’s standard of living.

The Marxians and all other friends of socialism declare that capi-
talism inevitably results in progressing impoverishment of the masses.
While the rich are getting richer, they say, the poor are getting poorer.
This is especially true of “mature” capitalism, the present-day Ameri-
can system of what they call “imperialistic monopoly and finance cap-
italism.” They claim that all schemes, such as labor unionism or social
security designed to ward off or to assuage the sinister effects of the free
enterprise system, are in vain.

There is only one way, they say, open to prevent the eclipse of civi-
lization. That is to substitute socialism for capitalism. Socialism will
pour a horn of plenty on the masses whom the capitalistic “exploiters”
have reduced to utmost penury.

This is what the socialist message promised the world and what the
U.S.S.R., the Union of Soviet Socialist Republics, was resolved to
achieve. “Have a little patience and wait until our Five-Year Plan takes
effect; then you will see what socialism can do. Don’t trust the theorists
who claim that they have demonstrated the inferiority and absurdity of
the socialist methods. We will show you what miracles government all-

Reprinted from the New York World Telegram & Sun, October 5, 1959.
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round planning can accomplish. Do not cry over spilt milk. One cannot
make an omelet without breaking eggs. But our omelet will be a marvel.”

Now, where are these much-glorified blessings of the socialist meth-
ods of production? We have today, forty-two years after the “ten days
that shook the world” and after a succession of half a dozen five- and
seven-year plans and bloody purges, the opportunity to compare the
operation of the two systems, capitalism and socialism. Nobody would
have the courage to deny that the average man’s standard of living is in-
comparably higher in capitalistic Western Europe—not to speak of the
United States, the paragon of capitalism—than it is in communist Rus-
sia. Leaving aside everything else that may be said about the dictator-
ship of the proletariat, there is need to emphasize that socialism failed
lamentably in the very point that, according to its own doctrine, is the
only one that counts.

The Communists try to divert attention from this essential fact by a
barrage of doctored statistics and by telling us that at some later date—
in 1965, 1984, or 2050—Russia’s production will equal or even outstrip
present-day American production. Up to now all such predictions have
been disproved by reality. Experience has belied all this empty boast-
ing. And whenever another free country has been incorporated into 
the socialist orbit, its industrial and agricultural output has immedi-
ately declined.

The socialists have entirely misrepresented the working of the mar-
ket economy, the system popularly called capitalism. Capitalism is es-
sentially mass production for the satisfaction of the needs of the masses.
While the processing industries in the precapitalistic ages catered al-
most exclusively to the wants of a minority of well-to-do, modern busi-
ness serves the much talked about common man.

All that big business turns out serves, directly or indirectly, but inev-
itably, the average citizen. There is no other means for business to
prosper and to grow into bigness than to render its products and ser-
vices accessible to the many.

The shops that produce luxury goods for the few remain small or at
least medium sized. Thus capitalism resulted in an unprecedented im-
provement of the masses’ standard of living and in a no less unprece-
dented increase in population figures. Capitalism deproletarianizes
the proletarians and raises them to the “bourgeois” level. The average
American wage-earner enjoys amenities of which the richest princes
and lords of the precapitalistic ages did not even dream.
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The rulers of Russia know very well why they prevent their people,
by means of a rigid system of censorship, from learning about true con-
ditions in the capitalistic West. The communist power is based upon
keeping the masses behind the Iron Curtain in crass ignorance. The
Soviet system would collapse if its victims were to get reliable informa-
tion about the normal life of the common man in Western Europe and
in this country.
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28

On Some Atavistic Economic Ideas

The social and economic meaning of institutions may change in the
course of history while their legal definition and character remain un-
altered. Whenever this is the case, serious misunderstandings originate
that lead astray the reasoning not only of the masses but also that of econ-
omists and politicians.

Let us deal with two outstanding examples.

Land Reform

The reformers and revolutionaries of the precapitalistic ages aimed at
a radical transformation of land ownership. As they saw it, God had given
the land as an endowment to all men. As far as any man’s estate exceeds
the size needed for the support of his family, he deprives others of what
by rights is their due. Nobody has from the point of view of natural law
the right to keep as his own more than his legitimate share. In order to
establish a fair social order, all land has to be confiscated and redistrib-
uted in equal portions to all heads of families. Then the most blatant
inequalities of social and economic conditions will disappear. There
will no longer be any poverty. All men will be equal.

Such was, still in the twentieth century, the program of the Social
Revolutionaries, the most popular party of Imperial Russia and the early
years of Lenin’s dictatorship. Many politicians of Latin America and of
some nations of the Old World still today warmly recommend the same
policies and their endeavors meet with sympathetic approval in the
United States and in other Western countries.

Mises wrote this short essay on primitive economic ideas for inclusion in the 1966 Festschrift for
Jacques Rueff published on the occasion of his seventieth birthday. It has previously appeared only
in French.
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It can easily be understood how such a program originated in a milieu
of feudal conditions. Under feudalism and kindred systems the inequal-
ity in the size of the individual inhabitants’ land holdings was an out-
come of the political and military order of governmental affairs. A rigid
caste system assigned to everybody a definite place in the social hierar-
chy and a definite position in the economic organization. The individ-
ual was born and died in the rank and circumstances inherited from his
ancestors. The villein, the peasant, bemoaning his poverty and servile
peasant status, could not think of any other way of betterment than that
of confiscation of all land holdings and a fair redistribution.

But under the conditions of the capitalistic market society this pro-
gram of land reform no longer makes any sense. In the market econ-
omy the consumers daily decide anew who should own the material
factors of production and how much anybody should own. By their buy-
ing or abstention from buying the consumers allot control of the mate-
rial factors of production to those who know how to use them in the
best and cheapest way for the satisfaction of the most urgent wants of
the consumers. Ownership of land means in the market economy the
sovereignty of the consumers. The owners are mandataries of the con-
sumers as it were, bound to employ their property as if it were entrusted
to them by the people. When they fail in this regard, they suffer losses.
Then they are forced to improve their management or, finally, they 
go bankrupt. Others who know better how to serve the consumers re-
place them.

Ownership of land, as of all other material factors of production, is
an asset in the market economy only for those who use it in the best pos-
sible way for the satisfaction of the consumers. The idea that inspired the
plans for so-called agrarian reform is nonsensical in the market econ-
omy. Under the conditions of modern methods of agricultural man-
agement, a more or less equal distribution of the soil among the farm-
ing population is merely a scheme for granting privileges to a group of
less efficient producers at the expense of the immense majority of con-
sumers. The operation of the market tends to eliminate all those farm-
ers whose cost of production is higher than the marginal costs needed
for the production of that amount of farm products the consumers are
ready to buy. It determines not only the size of the farms as well as the
methods of production applied; it determines no less what fields should
be tilled and what fields should be left fallow.
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Favoritism for Debtors

Another example of the survival of atavistic reform ideas is provided by
the popularity of government interference to favor debtors at the ex-
pense of creditors.

When more than twenty-five hundred years ago Solon in Athens re-
sorted to such a policy and when more than four hundred years later in
Rome the Gracchi brothers adopted a similar course, they could con-
sider their policies as a method of favoring poor people at the expense
of richer ones. Before the nineteenth century only the well-to-do could
lend money and reap interest on funds lent. But capitalism has radi-
cally changed these conditions too. Under the modern credit organi-
zation the more opulent strata are more often debtors than creditors.
They own mortgaged real estate, business firms that are indebted to the
banks and insurance companies, common stock of corporations that
have issued corporate bonds. On the other hand the common man is a
creditor insofar as he has taken out insurance policies, has savings de-
posits with commercial banks and savings banks, owns bonds whether
government issued or corporate, and is entitled to receive retirement
and old age pensions.

The most spectacular manifestation of the misinterpretation of the
economic meaning of the present-day creditor-debtor nexus was pro-
vided by the program of the National-Socialist-German-Labor-Party,
the Nazis. Their economic expert, Gottfried Feder, coined the slogan
“Brechung der Zinsknechtschaft” that can by and large be translated as
“Destruction of Interest Slavery.” It was adopted as Point II of the “un-
alterable” Party Program that aimed at the “Abolition of any Income
acquired without Labor and Pain.” The popularity of this slogan was ir-
resistible in Germany in the 1920s and early 1930s. In vain did some
economists criticize it. One of the few newspapers that tried to block
the Nazis’ way to power once published a headline, “Do you, average
reader, know that you are a creditor?” The German voters who practi-
cally unanimously voted for Hitler certainly did not know it.

Neither do the average men in other countries. The governments can
embark upon the inflationary policies they style “deficit spending” and
“an easy money policy” because there is no opposition on the part of
the masses of people whose endeavors to provide for their old age and for
the future of their children are frustrated. In spite of all the unfavorable
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experiences they had with the monetary policies of the past, the voters
look with indifference upon the effort to preserve sound money.

The most momentous virtue of the gold standard is precisely the fact
that it makes the determination of money’s purchasing power inde-
pendent of the ambitions and machinations of political parties and pres-
sure groups. It thus prevents inflationary policies and thereby protects
the savings of the common man. But unfortunately this fact is ignored
by the millions of Americans who are the owners of many billions of
savings accounts, bonds, and insurance policies. Thus the deficit spend-
ing and easy money policy of the American government does not find
any opposition on the part of the parties that dominate the political life
of the nation.
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29

Capital and Interest:

Eugen von Böhm-Bawerk and the 
Discriminating Reader

The publication of a new English-language translation of Böhm-
Bawerk’s monumental work on Capital and Interest* raises an important
question. There is no doubt that Böhm-Bawerk’s book is the most emi-
nent contribution to modern economic theory. For every economist it is
a must to study it most carefully and to scrutinize its content with the ut-
most care. A man not perfectly familiar with all the ideas advanced in
these three volumes has no claim whatever to the appellation of an econ-
omist. But what about the general reader, the man who does not plan to
specialize in economics because his strenuous involvement in his busi-
ness or in his profession does not leave him the leisure to plunge into de-
tailed economic analysis? What does this book mean to him?

To answer this question we have to take into account the role that
economic problems play in present-day politics. All the political an-
tagonisms and conflicts of our age turn on economic issues.

It has not always been so. In the sixteenth and seventeenth centuries
the controversies that split the peoples of Western civilization into feud-
ing parties were religious. Protestantism stood against Catholicism, and
within the Protestant camp various interpretations of the Gospels begot
discord. In the eighteenth century and in a great part of the nineteenth
century constitutional conflicts prevailed in politics. The principles of
royal absolutism and oligarchic government were resisted by liberalism

Reprinted from The Freeman, August 1959.
* Capital and Interest (3 vols.): I. History and Critique of Interest Theories, II. Positive Theory of Cap-

ital, III. Further Essays on Capital and Interest (South Holland, Ill.: Libertarian Press, 1959).
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(in the classical European meaning of the term) that advocated repre-
sentative government. In those days a man who wanted to take an active
part in the great issues of his age had to study seriously the matter of these
controversies. The sermons and the books of the theologians of the age
of the Reformation were not reserved to esoteric circles of specialists.
They were eagerly absorbed by the whole educated public. Later the
writings of the foremost advocates of freedom were read by all those who
were not fully engrossed in the petty affairs of their daily routine. Only
boors neglected to inform themselves about the great problems that agi-
tated the minds of their contemporaries.

In our age the conflict between economic freedom, as represented
in the market economy, and totalitarian government omnipotence, as
realized by socialism, is the paramount matter. All political controver-
sies refer to these economic problems. Only the study of economics can
tell a man what all these conflicts mean. Nothing can be known about
such matters as inflation, economic crises, unemployment, unionism,
protectionism, taxation, economic controls, and all similar issues, that
does not involve and presuppose economic analysis. All the arguments
advanced in favor of or against the market economy and its opposites,
interventionism or socialism (communism), are of an economic char-
acter. A man who talks about these problems without having acquainted
himself with the fundamental ideas of economic theory is simply a bab-
bler who repeats parrotlike what he has picked up incidentally from
other fellows who are not better informed than he himself. A citizen
who casts his ballot without having studied to the best of his abilities as
much economics as he can fails in his civic duties. He neglects using
in the appropriate way the power that his citizenship has conferred
upon him in giving him the right to vote.

Now there is no better method to introduce a man to economic
problems than that provided by the books of the great economists. And
certainly Böhm-Bawerk is one of the greatest of them. His voluminous
treatise is the royal road to an understanding of the fundamental polit-
ical issues of our age.

The general reader should start with the second volume in which
Böhm analyzes the essence of saving and capital accumulation and the
role capital goods play in the process of production. Especially impor-
tant is the third book of this second volume; it deals with the determi-
nation of value and prices. Only then should the reader turn to the first
volume that gives a critical history of all the doctrines advanced on the
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source of interest and profit by earlier authors. In this historical review
the most important part is the chapter that analyzes the so-called 
exploitation doctrines, first of all the doctrine that Karl Marx developed
in his Das Kapital, the Koran of all Marxians. The refutation of Marx’s
labor theory of value is perhaps the most interesting, at any rate the po-
litically most momentous chapter of Böhm’s contribution.

The third volume consists of fourteen brilliant essays in which
Böhm-Bawerk deals with various objections raised against the validity
of his theory.

The new translation was made by Professor Hans Sennholz, the chair-
man of the Department of Economics at Grove City College, and by
Mr. George D. Huncke. Mr. Frederick Nymeyer is to be credited with
the initiative of making the whole work of Böhm-Bawerk accessible to
the English-reading public. The hitherto only available translation is ob-
solete as it was made from the first edition of the treatise which consisted
only of two volumes. The new translation gives the full text of the revised
and considerably enlarged third edition which Böhm-Bawerk com-
pleted a few weeks before his premature death in 1914.

A book of the size and profundity of Capital and Interest is not easy
reading. But the effort expended pays very well. It will stimulate the
reader to look upon political problems, not from the point of view of
the superficial slogans resorted to in electoral campaigns, but with full
awareness of their meaning and their consequences for the survival of
our civilization.

Although Böhm-Bawerk’s great opus is “mere theory” and abstains
from any practical application, theory is the most powerful intellectual
weapon in the great struggle of the Western way of life against the de-
structionism of Soviet barbarism.
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30

The Symptomatic Keynes

As is customary with biographies, Professor R. F. Harrod’s The Life of

John Maynard Keynes (Harcourt, Brace, 1951) provides an abundance of
information about insignificant happenings and uninteresting people
who crossed the path of his subject. The whole of page 171, for instance,
is devoted to the description of a lady who happened to be the niece of
an authentic duke. We are told how she dressed, how and where she
lived, what her eccentricities were, and many other things. Perhaps the
lady was really a very eminent woman, perhaps no less remarkable than
the author Mathilde Wesendonck, who had an affair with the composer
Richard Wagner. But the duke’s niece missed her Richard Wagner, and
her only claim to fame is that on July 2, 1914, she entertained the Prime
Minister and John Maynard Keynes at a small dinner party.

Not only is the social side of eating and drinking amply dealt with in
this book by Harrod, but also the business side. Keynes founded a the-
ater in Cambridge and paid attention to the detail of its management.
“Nothing was too trivial for him,” says Professor Harrod.

By a happy and successful idea, a restaurant was attached to the the-
ater, and I recall receiving a letter from him asking me to write a testi-
monial for a chef. . . . He was anxious to encourage expenditure upon
wine in the restaurant rather than upon cocktails and spirits. . . . He gave
an instruction that, instead of the usual addition of 50 per cent to the cost
price, only 2s. 6d. should be added in the case of champagne, with the
consequence that profits on that item actually rose!

Such small talk would do for the many things Lord Keynes was and
did besides being Keynes. He belonged to many groups and circles, to
the University of Cambridge, to the Bloomsbury Bohemia of the last

Reprinted from The Freeman, June 18, 1951.
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years preceding World War I, to the active friends of the theater and the
ballet. He was a “society” man and a collector. He wrote a noteworthy
book, A Treatise on Probability. He played a role in the Liberal Party.
He spent a good many of his years as a government economist. As such
he cooperated in the drafting of many ordinances and international
conventions, the vast paper work that accompanies the decline of West-
ern civilization, freedom, and prosperity. None of these activities ele-
vated him above the rank of the hosts registered in Who’s Who and daily
mentioned in the newspapers. But other questions remain: Was Keynes
not perhaps more? Was he not a man who shaped the ideas and poli-
cies of his age? Was he not a historical character? Such are the prob-
lems a biography of Lord Keynes ought to deal with.

There are people who believe that the two books of Keynes that be-
came best sellers—The Economic Consequences of the Peace (1920),
and The General Theory of Employment, Interest and Money (1936)—
decisively influenced the course of British policies and of world affairs.
It is said that the first of these books inaugurated the anti-French and
pro-German tendencies of Great Britain’s “appeasement” policy which
virtually encouraged the rise of Nazism, permitted Hitler to defy the es-
sential clauses of the Treaty of Versailles, and finally resulted in the out-
break of the Second World War. It is furthermore asserted that the sec-
ond book generated the “Keynesian revolution” of economic policies.
The abandonment of the gold standard and the adoption of outright
inflationary or “expansionist” fiscal methods, the New Deal and the
Fair Deal, the full-employment policy, the intensification of anti-
importation measures and many other kindred ventures are ascribed to
the “unorthodox” ideas propagated by Keynes. If these assertions are
correct, Keynes appears as the most influential personality of our age,
whether the effects of these policies are to be considered as beneficial
or disastrous.

Keynes’s Appeal to “Progressives”

Because of limitations of space we must set aside the first of these two
questions and concentrate upon the second. Keynes was definitely not
the inaugurator of a new economic policy. The governments did not
have to wait for his advice in order to learn that inflation is a handy
means to fill the empty vaults of the treasury. The Keynesian policies
were practiced by governments and powerful political parties long 
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before they were advocated by Keynes. Keynes’s writings were enthusi-
astically received by people who found in them an apparently scientific
justification for what they had already done for a long time in defying
the teachings of economics.

Nothing was more contemptible in the eyes of the post-Victorian
English than the ideas of laissez faire that had multiplied England’s
population and secured to the average Englishman the highest stan-
dard of living in Europe. Lords and commoners, divines and atheists,
manufacturers and union members, Fabians and Colonel Blimps—all
agreed in rejecting the “dismal science.” They hated the theory accord-
ing to which there was but one means toward the general improvement
of people’s material well-being, viz., to increase the per head quota of
capital invested. They longed for short cuts to an earthly paradise: a
protective tariff, a cheap money policy, the closed shop, doles, and so-
cial security. They did not want to be told by the economists that it is
the policy of the unions that creates unemployment as a lasting mass
phenomenon and that the periodical recurrence of crises is the in-
evitable outcome of the easy money policy. They knew better; all evils
were caused by capitalism.

To such people the Keynesian slogans appealed strongly. Here they
found what they were looking for. If demand lags, create “effective” de-
mand by expanding credit! If there is unemployment, print more
money! If you want to increase “the real national dividend of useful
goods and service,” then “dig holes in the ground paid for out of sav-
ings!” And, first of all, do not save, spend!

The triumph of Lord Keynes’s last book, the General Theory, was in-
stantaneous. Although reasonable economists refuted his doctrines, it
has become the gospel of the self-styled progressives all over the world.
Today many universities simply teach Keynesianism. It is really para-
doxical. Nobody can any longer fail to realize that what is needed most
is more saving and capital accumulation and that the inflationary and
expansionist policies are on the verge of complete breakdown. But the
students are still taught the dangers of saving and the blessings of 
expansionism.

Lord Keynes had, as his biographer points out, “a very rare combi-
nation of gifts; his endowment in any one of them would by itself have
made him a notable person.” But politics and history are not con-
cerned with the virtues Professor Harrod registers in his detailed cata-
logue. They ask: Did he enrich mankind’s treasure of ideas and did he
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influence the course of events? The answer to both questions is in the
negative. The ideas he professed were untenable and, even so, not orig-
inal. The books he wrote supported firmly established policies which
would have gone on without this support. He was highly renowned, fa-
mous, and popular in an age of decay and disintegration, but his writ-
ings were not the cause of these disasters; they were only symptoms.
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31

Professor Hutt on Keynesianism

The Keynesian doctrine, as developed by 1936 in The General Theory

of Unemployment, Interest, and Money, tries to prove the soundness of
the two most popular but least tenable components of contemporary
economic policies: inflationism and labor unionism. At the time of its
publication the spectacular failure of these two methods of interfering
with the market phenomena could no longer be concealed. Yet the gov-
ernments and the political parties were firmly resolved not to abandon
“deficit spending” and the support of labor union violence and intim-
idation. Their official wisdom explained the progressive rise in prices—
which they misnamed inflation—as caused by machinations on the
part of bad people, the profiteers, and they considered that unemploy-
ment was one of the unavoidable shortcomings of a “free,” i.e., not reg-
imented, economy.

But from day to day it became more obvious that it was not enough
to find a lame excuse for the current policies. What the noncommunist
West seemed to need was a comprehensive doctrine that could be
adopted as the economic philosophy of these governments that, while
ostensibly proclaiming their anticommunism, step-by-step approached
a system of all-round government control of business. The General

Theory’s success was due to the fact that it tried to provide such a justi-
fication of the American New Deal and the devaluation practices of the
various European nations.

The enthusiastic praise that Keynes’s doctrine received on the part of
professors and authors propagating government omnipotence could for
a while divert attention from the fact that from the beginning all dis-
criminating economists rejected it and unmasked its inherent fallacies.
Some of the most important of these critical essays were collected and

Reprinted from The Freeman, January 1964.
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republished by Henry Hazlitt under the title The Critics of Keynes-

ian Economics (Van Nostrand, 1960). Hazlitt himself has in a volumi-
nous brilliantly written study, The Failure of the “New Economics” (Van 
Nostrand, 1959), clearly demonstrated the shortcomings, contradic-
tions, and other failings of Keynesianism.

To Clear the Air

As an economic doctrine, Keynesianism is now dead. But the serious
errors and misunderstandings of fundamental issues of economics that
made its emergence and its fleeting success possible still prevail. There
remain with us many empty slogans and illusory concepts that easily
mislead those seeking a satisfactory interpretation of phenomena. It is
necessary to clear away the debris of the Keynesian structure in order
to open the way for a correct grasp of the principles of the market and
the functioning of price flexibility.

This is the task that the new book of Professor W. H. Hutt, Keynes-

ianism—Retrospect and Prospect (Chicago: Regnery, 1963, 447 pp.),
wants to accomplish. Hutt calls his work A Critical Restatement of Ba-

sic Economic Principles. Such a restatement was badly needed indeed.
The main failure of Keynes and all his disciples and admirers is to be
seen in the fact that they simply do not know what prices are, how they
originate, and what they bring about.

Prices come into existence by the eagerness of people to exchange
one commodity or service against another commodity or service. They
are the outcome of various individuals’ readiness to buy or to sell. Every
price is the outgrowth of a definite constellation of demand and supply.
No price could ever be different from what it really was, because people
failed to appear on the market at that time who were ready to bid a
higher price, or who were ready to ask a lower price. The structure of
prices reflects the state of the material conditions determining people’s
existence and the success of the endeavors made to satisfy the most 
urgent needs, as far as these material conditions make it feasible.

Prices cannot be manipulated ad libitum [at will] by the social appa-
ratus of coercion and compulsion, the police power. All the govern-
ment—or a labor union to which the government has virtually dele-
gated its power of enforcing orders by violent action—can achieve is to
substitute coercion for voluntary action. Where there is coercion, the
market economy no longer functions; disorder results in the production
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and the marketing of the articles subject to the governmental decree.
Then the spokesmen of the authorities point to the inefficiency of the
market system and ask for more government meddling with the price
system.

The Market Economy

Professor Hutt analyzes point by point all the alleged shortcomings 
of the free market about which people complain. He presents a com-
prehensive analysis of all aspects of the Keynesian interpretation of the
market economy. Most of the rising generation of economists were
taught Keynesianism and therefore ignore all that economic theory has
brought forward for an elucidation of what is going on in production
and in the marketing of the products. A careful study of Professor Hutt’s
new volume will lead them back to a correct grasp of the problems of
the market economy.

Professor Hutt’s contributions to economic science were long since
highly appreciated by all serious students of social problems. His rank
among the outstanding economists of our age is not contested by any
competent critic. Yet, what he has written up to now has appealed only
to those specializing in the study of economics. This new volume on
Keynesianism is addressed not only to specialists, but to all those who
want to form a well-grounded opinion concerning the most burning
problems of social policies. It is not only a refutation of erroneous doc-
trines. It is also an exposition of the fundamental principles and ideas
of up-to-date economic theory. It is not merely a treatise for the spe-
cialist. It is also a book for all those eager to learn what sound economic
doctrine has to say about the great problems of our age.
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32

The Trade Cycle

The interpretation of the trade cycle—the recurrence of periods of
feverishly booming business invariably followed by periods of depres-
sion—as first developed by the British Currency School and later per-
fected by modern economics runs this way:

There prevails on the part of public opinion a reluctance to look
upon interest as a phenomenon uniquely dependent upon the general
state of economic conditions. People are loath to comprehend that the
discount of future goods as against present goods is not a specific char-
acteristic of the market economy, but an inexorable category of human
valuation which would direct the decisions of the planning board of a
socialist system no less than it determines the conduct of every indi-
vidual in a capitalistic system. People believe that artificially lowering
the rate of interest by expansion of bank credit is a blessing for every-
body except idle capitalists. They fail to realize that it is impossible to
substitute additional bank credit for nonexisting capital goods and that
therefore an artificially created boom must collapse and turn into a
slump. They hail the illusory prosperity which such credit expansion
brings about in its initial stages, and are bigoted enough not to recog-
nize that the following depression is the inevitable consequence of the
preceding orgy of speculation.

Against this theory, which is commonly called the monetary or circu-
lation credit theory of the business cycle, there have never been raised
any tenable objections. Even the report of the League of Nations, Pros-

perity and Depression, prepared by Professor Gottfried Haberler, admits
that an author who wants to explain the business cycle in a different way
“often tacitly assumes—or ought logically to assume—the willingness
and ability of the banking system to expand credit on existing terms”
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(p. 7 of the new edition, 1939). Nonetheless, governments stubbornly
cling to the policy of artificially lowering interest rates by credit expan-
sion. Scores of authors try to defend this policy by producing spurious ex-
planations of the trade cycle and by passing over in silence the monetary
theory. As they see it, the recurrence of economic crises is inherent in the
very nature of the unhampered market economy.

The originator of this fallacy was Karl Marx. It is one of the main
dogmas of his teachings that the periodical return of commercial crises
is an inherent feature of the “anarchy of production” under capitalism.
Marx made various lame and contradictory attempts to prove his dogma;
even Marxian authors admit that these ventures were utterly futile. Yet
Marx and Engels and all their disciples down to Stalin and his hench-
men have built their hopes upon the expectation that the crises will re-
turn again and again, each time more threateningly, and will finally 
induce people to abolish economic freedom and establish socialism.
Hosts of pseudo-economists, while emphatically protesting their anti-
communism, have unreservedly adopted this fundamental thesis of the
Marxian creed. They are intent upon demonstrating its correctness,
and design programs for what they call a “positive countercyclical pol-
icy.” In effect all these programs aim at the substitution for private ini-
tiative of all-round planning by the government. In order to remedy the
disastrous consequences of the government’s policies of credit expan-
sion and inflation, they suggest more and more government interfer-
ence until any trace of the individual’s freedom will have disappeared.

Professor Alvin H. Hansen’s book, Business Cycles and National In-

come (Norton, 1951), is the latest product of this daily swelling litera-
ture. It does not add any new idea to those advanced by its predecessors.
It merely repeats what has been said again and again and has been ir-
refutably exploded a hundred times. It tries to revive all the specters of
confused economic thinking such as general overproduction, general
overinvestment, acceleration principle, and so on. It presents an inad-
equate account of the opinions of previous authors, omitting the most
important contributions. It includes ample historical and statistical
material, badly assembled and poorly interpreted.

Professor Hansen’s endeavors to discredit those who contend that the
only efficient means for preventing the reappearance of crises is to ab-
stain from any kind of credit expansion and inflation would not deserve
any special attention if they were not symptomatic of the prevailing ten-
dency in academic and official circles. The views held and propagated
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by these circles are even more fateful than the policies they try to 
vindicate.

The methods of reckless inflation and credit expansion engineered by
the present Administration will inevitably, sooner or later, result in an
economic debacle. Then people, indoctrinated by the official tenets,
will argue: “The last desperate attempts to salvage capitalism, the New
Deal and the Fair Deal, have entirely failed. It is obvious that capitalism
must lead to a depression. No other remedy is left than to adopt full so-
cialism.” The teachings handed down in most of our schools as well as
the passionate utterances of the communists on each side of the Iron
Curtain will not allow any other interpretation.

As against all this talk it is imperative to instruct people in time that
the trade cycle is not a phenomenon inherent in the unhampered op-
eration of the market economy but, on the contrary, the inevitable ef-
fect of manipulation of the money market. People must learn that the
only means to avoid the recurrence of economic catastrophes is to let
the market—and not the government—determine interest rates. There
is but one pattern of positive countercyclical policies, viz., not to in-
crease the quantity of money in circulation and bank deposits subject
to check. Deficit spending by borrowing from the commercial banks is
the surest way toward economic disaster.
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33

How Can Europe Survive?

In his book, How Can Europe Survive? (Van Nostrand, 1955), Dr. Hans
F. Sennholz explodes one of the main fallacies underlying present-day
economic policies.

The spurious doctrine, advanced by the majority of contemporary
pseudo-economists and endorsed by almost all contemporary states-
men and politicians, runs this way: The operation of the market econ-
omy (capitalism, laissez faire) results in progressing poverty of the
masses, in unemployment of an ever-increasing part of the potential la-
bor force, in the regular recurrence of periods of economic depression.
It disintegrates the international exchange of commodities and services
and thereby hurts vital interests of all nations that cannot produce
within the boundaries of their own countries all the food and raw ma-
terial they need. In order to prevent a complete collapse of Western civ-
ilization, the governments must interfere. They must, in domestic poli-
cies, substitute government planning for the “anarchy of production”
(a term employed by Karl Marx) and, in the international field, they
must try to establish some sort of supernational government.

Main Points of Argument

Dr. Sennholz examines the issue in analyzing a special case, viz., the
endeavors to “unify” Europe. The main points of his argument are:

1. The economic disintegration of Europe is not an outcome of the
unhampered operation of the capitalist system. It is, on the contrary,
the result of the various governments’ interference with the business of
their own countries. If a government “regulates” business conditions of
its own country, it must prevent foreign business from nullifying this
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03-L3858-P03  10/3/06  1:43 PM  Page 168



regimentation by imports. It must adopt a policy of national isolation
and thereby contribute to the economic disintegration of Europe.

2. Mere talking and drafting of international conventions will never
reestablish European economic unity. As long as there is domestic in-
terventionism, the present unsatisfactory state will last. The funds
spent by the U.S. taxpayer for the economic unification of Europe were
wasted.

Dr. Sennholz thus attacks and explodes a doctrine supported by all
government economists, a doctrine that guides the official policy of the
Administration. His book will certainly be unfavorably reviewed by the
“Progressive” newspapers and magazines. But its ideas will, sooner or
later, bring about a change both in ideologies and policies. The book is
certainly the most important case study in the field of economic policies
written in the last few years. Some minor points of it may be open to ob-
jections. But the general line of its reasoning cannot be questioned.
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34

The Economic Point of View

The inauguration of a systematic science of economics, an achieve-
ment of the social philosophy of the Enlightenment that also begot the
doctrine of popular sovereignty, was a challenge to the powers that be.
Economics shows that there prevails in the succession and interde-
pendence of the market phenomena an inescapable regularity that
man must take into full account if he wants to attain ends aimed at.
Even the most mighty government, operating with the utmost severity,
cannot succeed in endeavors that are contrary to what has been called
“economic law.” It is obvious why despotic rulers as well as leaders of
revolutionary masses disliked such doctrines. For them economics was
the “dismal science” and they fought it indefatigably.

However, it was not the hostility of governments and powerful polit-
ical parties that fomented the protracted discussions about the episte-
mological character and the logical method of economics in which the
very existence and significance of this branch of knowledge were again
and again questioned. What generated these debates was the vagueness
that the early economists evinced in defining the field of their studies.
It would be absurd to blame them for this want of clearness. They had
sufficient reasons for concentrating upon those problems which they
were trying to deal with and for neglecting others. What had stimulated
their inquiry was definite issues of contemporary political controver-
sies. Their great accomplishment was the discovery of the uniform order
prevailing in the emergence of events previously considered chaotic.
Only the later generations of economists were puzzled with the episte-
mological problems involved.

Dr. Kirzner’s book provides a historical account of all the solutions
suggested in this debate. It is a very valuable contribution to the history

Reprinted from the foreword to The Economic Point of View by Israel M. Kirzner (Van Nostrand,
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of ideas, describing the march of economics from a science of wealth to
a science of human action. The author does not, in the fashion adopted
by some recent histories of economic doctrines, indulge in value judg-
ments and paradoxical observations. He prefers to follow the sober
methods of the best historians of economic theories, Böhm-Bawerk and
Edwin Cannan. Every economist—and for that matter everybody inter-
ested in problems of general epistemology—will read with great profit
Dr. Kirzner’s analyses, especially his treatment of the famous discussion
between Benedetto Croce and Vilfredo Pareto or the critical examina-
tion of the ideas of Max Weber and Lionel Robbins.

Essays on the history of economic thought are to be appreciated not
only purely as history. No less important is the fact that they enable us
to reexamine the present state of economic theory in the light of all at-
tempts earlier generations made for their solution. In comparing our
point of view with past achievements and errors we may either detect
flaws in our own theories or find new and better reasons for their confir-
mation. Dr. Kirzner’s thoughtful essay is a real aid in such a reexami-
nation and in this consists its great value.
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35

Liberty and Its Antithesis

As the harbingers of socialism tell us again and again, socialism will not
only make all people rich but it will also bring perfect freedom to every-
body. The transition to socialism, declares Frederick Engels, the friend
and collaborator of Marx, is the leap of mankind from the realm of ne-
cessity into the realm of freedom. Under capitalism, say the commu-
nists, there is bondage for the immense majority; in the Soviet Union
alone is there genuine liberty for all.

The treatment of this problem of freedom and bondage has been
muddled by confounding it with the issues of the nature-given condi-
tions of man’s existence. In nature there is nothing that could be called
freedom. Nature is inexorable necessity. It is the state of affairs into
which all created beings are placed and with which they have to cope.
Man has to adjust his conduct to the world as it is. He lacks the power
to rise in rebellion against the “laws of nature.” If he wants to substi-
tute more satisfactory conditions for less satisfactory, he has to comply
with them.

Freedom and Western Civilization

The concept of freedom and its antithesis make sense only in referring
to the conditions of social cooperation among men. Social cooperation,
the basis of any really human and civilized existence, can be achieved by
two different methods. It can be cooperation by virtue of contract and
voluntary coordination on the part of all individuals, or it can be coop-
eration by virtue of command on the part of a Führer and compulsory
subordination of the many. The latter system is authoritarian. In the lib-
ertarian system every individual is a moral person, that is, he is free to
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choose and to act and is responsible for his conduct. In the authoritarian
system the supreme chief alone is a free agent while all the others are
bondsmen subject to his discretion. Where the authoritarian system is
fully established, as was for instance the case in the Incan empire of pre-
Columbian America, the subjects are human merely in a zoological
sense; they are virtually deprived of their specifically human faculty of
choosing and acting, and are not accountable for their conduct. It was in
accordance with this degradation of man’s moral dignity that the Nazi
criminals declined any responsibility for their deeds by pointing out that
all they did was to obey the orders of their superiors.

Western civilization is based upon the libertarian principle and all
its achievements are the result of the actions of free men. Only in the
frame of a free society is it meaningful to distinguish between what is
good and ought to be done and what is bad and ought to be avoided.
Only in such a free society has the individual the power to choose be-
tween morally commendable and morally reprehensible conduct.

Man is not a perfect being and there is no perfection in human af-
fairs. Conditions in the free society are certainly in many regards un-
satisfactory. There is still ample room for the endeavors of those who
are intent upon fighting evil and raising the moral, intellectual, and
material level of mankind.

Authoritarianism

The designs of the communists, socialists, and all their allies aim at
something else. They want to establish the authoritarian system. What
they mean in extolling the benefits to be derived from what they call
planning is a society in which all of the people should be prevented from
planning their own conduct and from arranging their lives according to
their own moral convictions. One plan alone should prevail, the plan of
the great idol State (with a capital S), the plan of the supreme chief of the
government, enforced by the police. Every individual should be forced
to renounce his autonomy and to obey, without asking questions, the or-
ders issued from the Politburo, the Führer’s secretariat. This is the kind
of freedom that Engels had in mind. It is precisely the opposite of what
the term freedom used to signify up to our age.

It was the great merit of Professor Friedrich von Hayek to have di-
rected attention to the authoritarian character of the socialist schemes
whether they are advocated by international or by nationalist socialists,
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by atheists or by misguided believers, by white-skinned or by dark-
skinned fanatics. Although there have always been authors who exposed
the authoritarianism of the socialist designs, the main criticism of so-
cialism centered around its economic inadequacy and did not suffi-
ciently deal with its effects upon the lives of the citizens. Because of this
neglect of the human angle of the issue, the great majority of those sup-
porting socialist policies vaguely assumed that the restriction of individ-
ual freedom by a socialist regime will apply “only” to economic affairs.
But as Hayek clearly pointed out in 1944 in his book The Road to Serf-

dom, economic control is not merely control of a sector of human life
that can be separated from the rest; it is the control of the means for all
our ends. As the socialist state has sole control of the means, it has the
power to determine which ends are to be served and which ends men
are to strive for. It is not an accident that Marxian socialism in Russia and
nationalist socialism in Germany resulted in the complete abolition of
all civil liberties and the establishment of the most rigid despotism.
Tyranny is the political corollary of socialism, as representative govern-
ment is the political corollary of the market economy.

Now Professor Hayek has enlarged and substantiated his ideas in a
comprehensive treatise, The Constitution of Liberty (University of Chi-
cago Press, 1960). In the first two parts of this book the author provides
a brilliant exposition of the meaning of liberty and the creative powers
of a free civilization. Endorsing the famous definition that describes
liberty as the rule of laws and not of men, he analyzes the constitutional
and legal foundations of a commonwealth of free citizens. He contrasts
the two schemes of society’s social and political organization, govern-
ment by the people (representative government), based upon legality,
and government by the discretionary power of an authoritarian ruler or
ruling clique, an Obrigkeit as the Germans used to call it. Fully appre-
ciating the moral, practical, and material superiority of the former, he
shows in detail what the legal requirements of such a state of affairs are,
and what has to be done in order to make it work and to defend it
against the machinations of its foes.

The Welfare State

Unfortunately, the third part of Professor Hayek’s book is rather disap-
pointing. Here the author tries to distinguish between socialism and
the Welfare State. Socialism, he alleges, is on the decline; the Welfare
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State is supplanting it. And he thinks the Welfare State is, under cer-
tain conditions, compatible with liberty.

In fact, the Welfare State is merely a method for transforming the
market economy step-by-step into socialism. The original plan of so-
cialist action, as developed by Karl Marx in 1848 in the Communist

Manifesto, aimed at a gradual realization of socialism by a series of gov-
ernmental measures. The ten most powerful of such measures were
enumerated in the Manifesto. They are well known to everybody be-
cause they are the very measures that form the essence of the activities
of the Welfare State, of Bismarck’s and the Kaiser Wilhelm’s German
Sozialpolitik as well as of the American New Deal and British Fabian
Socialism. The Communist Manifesto calls the measures it suggests
“economically insufficient and untenable,” but it stresses the fact that
“in the course of the movement” they outstrip themselves, necessitate
further inroads upon the old social order, and are unavoidable as a
means of entirely revolutionizing the mode of production.”

Later, Marx adopted a different method for the policies of his party.
He abandoned the tactics of a gradual approach to the total state of 
socialism and advocated instead a violent revolutionary overthrow of
the “bourgeois” system that at one stroke should “liquidate” the “ex-
ploiters” and establish “the dictatorship of the proletariat.” This is what
Lenin did in 1917 in Russia and this is what the Communist Interna-
tional plans to achieve everywhere. What separates the communists
from the advocates of the Welfare State is not the ultimate goal of their
endeavors, but the methods by means of which they want to attain a
goal that is common to both of them. The difference of opinions that
divides them is the same as that which distinguished the Marx of 1848
from the Marx of 1867, the year of the first publication of the first 
volume of Das Kapital.

However, the fact that Professor Hayek has misjudged the character of
the Welfare State does not seriously detract from the value of his great
book. His searching analysis of the policies and concerns of the Welfare
State shows to every thoughtful reader why and how these much praised
welfare policies inevitably always fail. These policies never attain those,
allegedly beneficial, ends which the government and the self-styled pro-
gressives who advocated them wanted to attain, but, on the contrary,
bring about a state of affairs which—from the very point of view of the
government and its supporters—is even more unsatisfactory than the
previous state of affairs they wanted to “improve.” If the government does
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not repeal its first intervention, it is induced to supplement it by further
acts of intervention. As these fail again, still more meddling with busi-
ness is resorted to until all economic freedom has been virtually abol-
ished. What emerges is the system of all-round planning, i.e., socialism
of the type which the German Hindenburg plan was aiming at in the
first World War and which was later put into effect by Hitler after his
seizure of power and by the British Coalition Cabinet in the second
World War.

The main error that prevents many of our contemporaries from ad-
equately comprehending the significance of various party programs
and the trend of the welfare policies is their failure to recognize that
there is, apart from outright nationalization of all plants and farms as
effected in Russia and China, a second method for the full realization
of socialism. Under this system, that is commonly called “planning” or,
in war time, “war socialism,” the various plants and farms remain out-
wardly and seemingly separate units, but they become entirely and un-
conditionally subject to the orders of the supreme planning authority.
Every citizen, whatever his nominal position in the economic system
may be, is bound to toil in strict compliance with the orders of the plan-
ning board, and his income, the amount he is permitted to spend for
his consumption, is exclusively determined by these orders. Some la-
bels and terms of the capitalistic system may be preserved, but under
the altered conditions they signify something entirely different from
what they used to signify in the market economy. Other terms may be
changed. Thus in Hitler’s Germany the head of an outfit who sup-
planted the entrepreneur or the corporation president of the market
economy was styled the “shop manager” (Betriebsführer) and the labor
force the “retinue” (Gefolgschaft). As the theoretical pacemakers of this
system, for instance, the late Professor Othmar Spann (1878–1950), a
collectivist, has pointed out again and again, it retains only the name of
private ownership, while in fact there is exclusively public—state—
ownership.

Only by paying full attention to these fundamental issues can one
form a correct appreciation of the political controversies in the nations
of Western civilization. If socialism and communism should succeed
in these countries, it will be the socialism of the planning scheme 
and not the socialism of the nationalization scheme. The latter is a
method applicable to predominantly agricultural countries like those
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of Eastern Europe and Asia. In the industrial countries of the West the
planning scheme is more popular because even the most fanatical sta-
tolatrists shrink from directly nationalizing the intricate apparatus of
modern manufacturing. Yet, the “planning scheme” is just as destruc-
tive of freedom as the “nationalization scheme” and both lead on to the
authoritarian state.
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36

Man, Economy and State:

A New Treatise on Economics

Most of what goes today under the label of the social sciences is poorly
disguised apologetics for the policies of governments. What the philos-
opher George Santayana (1863–1952) once said about a teacher of phi-
losophy of the, then Royal Prussian, University of Berlin, that it seemed
to this man “that a professor’s business was to trudge along a govern-
mental towpath with a legal cargo,” is today everywhere true for the
majority of those appointed to teach economics. As these doctors see it,
all the evils that plague mankind are caused by the acquisitiveness
of greedy exploiters, speculators, and monopolists, who are supreme
in the conduct of affairs in the market economy. The foremost task
of good government is to curb these scoundrels by suppressing their
“economic freedom” and subjecting all affairs to the decisions of the
central authority. Full government control of everybody’s activities—
whether called planning, socialism, communism, or any other name—
is praised as the panacea.

To make these ideas plausible one had to proscribe as orthodox, clas-
sical, neoclassical, and reactionary all that economics had brought for-
ward before the emergence of the New Deal, the Fair Deal, and the New
Frontier. Any acquaintance with pre-Keynesian economics is consid-
ered as rather unsuitable and unseemly for an up-to-date economist. It
could easily raise in his mind some critical thoughts. It could encourage
him to reflect, instead of meekly endorsing the empty slogans of govern-
ments and powerful pressure groups. There is, in fact, in the writings and
teaching of those who nowadays call themselves “economists,” no longer
any comprehension of the operation of the economic system as such.
Their books and articles do not describe, analyze, or explain the eco-

Reprinted from New Individualist Review, Autumn 1962.
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nomic phenomena. They do not pay attention to the interdependence
and mutuality of the various individuals’ and groups’ activities. In their
view, there exist different economic spheres that have to be treated by
and large as isolated domains. They dissolve economics into a number
of special fields, such as economics of labor, agriculture, insurance, for-
eign trade, domestic trade, and so on. These books and articles deal with
the height of wage rates, for example, as if it were possible to treat this
subject independently of the problems of commodity prices, interest,
profit and loss, and all the other issues of economics. They assemble,
without any idea for what purpose they are doing it, a vast array of statis-
tical and other historical data about the recent past, which they choose
to style the “present.” They entirely fail to comprehend the intercon-
nectedness and mutual determination of the actions of the various indi-
viduals whose behavior results in the emergence of the market economy.

The economic writings of the last decades provide a pitiful story of
progressing deterioration and degradation. Even a comparison of the
recent publications of many older authors with their previous writings
shows an advancing decline. The few, very few, good contributions that
came out in our age were smeared as old-fashioned and reactionary by
the government economists, boycotted by the universities, the aca-
demic magazines, and the newspapers, and ignored by the public.

Let us hope that the fate of Murray N. Rothbard’s book Man, Econ-

omy, and State (Princeton: D. Van Nostrand, 1962) will be different. Dr.
Rothbard is already well known as the author of several excellent mono-
graphs. Now, as the result of many years of sagacious and discerning
meditation, he joins the ranks of eminent economists by publishing a
voluminous work, a systematic treatise on economics.

The main virtue of this book is that it is a comprehensive and me-
thodical analysis of all activities commonly called economic. It looks
upon these activities as human action, i.e., as conscious striving after
chosen ends by resorting to appropriate means. This cognition exposes
the fateful errors of the mathematical treatment of economic problems.
The mathematical economist attempts to ignore the difference between
physical phenomena, on the one hand, the emergence and consumma-
tion of which man is unable to see the operation of any final causes and
which can be studied scientifically only because there prevails a per-
ceptible regularity in their concatenation and succession, and praxeo-
logical phenomena, on the other hand, that lack such a regularity but are
conceivable to the human mind as the outcomes of purposeful aiming

man, economy and state � 179

03-L3858-P03  10/3/06  1:43 PM  Page 179



at definite ends chosen. Mathematical equations, says Rothbard, are ap-
propriate and useful where there are constant quantitative relations
among unmotivated variables; they are inappropriate in the field of con-
scious behavior. In a few brilliant lines he demolishes the main device of
mathematical economists, viz., the fallacious idea of substituting the
concepts of mutual determination and equilibrium for the allegedly
outdated concept of cause and effect. And he shows that the concepts of
equilibrium and the evenly rotating economy do not refer to reality; al-
though indispensable for any economic inquiry, they are merely auxil-
iary mental tools to aid us in the analysis of real action.

The equations of physics describe a process through time, while
those of economics do not describe a process at all, but merely the final
equilibrium point, a hypothetical situation that is outside of time and
will never be reached in reality. Furthermore, they cannot say anything
about the path by which the economy moves in the direction of the
final equilibrium position. As there are no constant relations between
any of the elements which the science of action studies, there is no
measurement possible and all numerical data available have merely a
historical character; they belong to economic history and not to eco-
nomics as such. The positivist slogan, “science is measurement,” in no
way refers to the sciences of human action; the claims of “economet-
rics” are vain.

In every chapter of his treatise, Dr. Rothbard, adopting the best of the
teachings of his predecessors, and adding to them highly important ob-
servations, not only develops the correct theory but is no less anxious to
refute all objections ever raised against these doctrines. He exposes the
fallacies and contradictions of the popular interpretation of economic
affairs. Thus, for instance, in dealing with the problem of unemploy-
ment he points out: in the whole modern and Keynesian discussion of
this subject the missing link is precisely the wage rate. It is meaningless
to talk of unemployment or employment without reference to a wage
rate. Whatever supply of labor service is brought to market can be sold,
but only if wages are set at whatever rate will clear the market. If a man
wishes to be employed, he will be, provided the wage rate is adjusted
according to what Rothbard calls his discounted marginal value prod-
uct, i.e., the present height of the value which the consumers—at the
time of the final sale of the product—will ascribe to his contribution
to its production. Whenever the job-seeker insists on a higher wage, he
will remain unemployed. If people refuse to be employed except at
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places, in occupations, or at wage rates they would like, then they are
likely to be choosing unemployment for substantial periods. The full
import of this state of affairs becomes manifest if one gives attention
to the fact that, under present conditions, those offering their services
on the labor market themselves represent the immense majority of the
consumers whose buying or abstention from buying ultimately deter-
mines the height of wage rates.

Less successful than his investigations in the fields of general praxeol-
ogy and economics are the author’s occasional observations concerning
the philosophy of law and some problems of the penal code. But dis-
agreement with his opinions concerning these matters cannot prevent
me from qualifying Rothbard’s work as an epochal contribution to the
general science of human action, praxeology, and its practically most
important and up-to-now best elaborated part, economics. Henceforth
all essential studies in these branches of knowledge will have to take full
account of the theories and criticisms expounded by Dr. Rothbard.

The publication of a standard book on economics raises again an im-
portant question, viz., for whom are essays of this consequence written:
only for specialists, the students of economics, or for all of the people?

To answer this question we have to keep in mind that the citizens in
their capacity as voters are called upon to determine ultimately all issues
of economic policies. The fact that the masses are ignorant of physics
and do not know anything substantial about electricity does not obstruct
the endeavors of experts who utilize the teachings of science for the sat-
isfaction of the wants of the consumers. From various points of view one
may deplore the intellectual insufficiency and indolence of the multi-
tude. But their ignorance regarding the achievements of the natural sci-
ences does not endanger our spiritual and material welfare.

It is quite different in the field of economics. The fact that the major-
ity of our contemporaries, the masses of semibarbarians led by self-styled
intellectuals, entirely ignore everything that economics has brought for-
ward, is the main political problem of our age. There is no use in de-
ceiving ourselves. American public opinion rejects the market econ-
omy, the capitalistic free enterprise system that provided the nation with
the highest standard of living ever attained. Full government control of
all activities of the individual is virtually the goal of both national parties.
The individual is to be deprived of his moral, political, and economic re-
sponsibility and autonomy and to be converted into a pawn in the
schemes of a supreme authority aiming at a “national” purpose. His
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“affluence” is to be cut down for the benefit of what is called the “public
sector,” i.e., the machine operated by the party in power. Hosts of au-
thors, writers, and professors are busy denouncing alleged shortcomings
of capitalism and exalting the virtues of “planning.” Full of a quasireli-
gious ardor, the immense majority is advocating measures that step by
step lead to the methods of administration practiced in Moscow and
in Peking.

If we want to avoid the destruction of Western civilization and the re-
lapse into primitive wretchedness, we must change the mentality of our
fellow citizens. We must make them realize what they owe to the much
vilified “economic freedom,” the system of free enterprise and capital-
ism. The intellectuals and those who call themselves educated must
use their superior cognitive faculties and power of reasoning for the
refutation of erroneous ideas about social, political, and economic
problems and for the dissemination of a correct grasp of the operation
of the market economy. They must start by familiarizing themselves
with all the issues involved in order to teach those who are blinded by
ignorance and emotions. They must learn in order to acquire the abil-
ity to enlighten the misguided many.

It is a fateful error on the part of our most valuable contemporaries
to believe that economics can be left to specialists in the same way in
which various fields of technology can be safely left to those who have
chosen to make any one of them their vocation. The issues of society’s
economic organization are every citizen’s business. To master them to
the best of one’s ability is the duty of everyone.

Now such a book as Man, Economy, and State offers to every intelli-
gent man an opportunity to obtain reliable information concerning
the great controversies and conflicts of our age. It is certainly not easy
reading and asks for the utmost exertion of one’s attention. But there
are no shortcuts to wisdom.
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37

Understanding the Dollar Crisis

The seven lectures that Professor Percy L. Greaves, Jr., delivered in June
1969 before the Centro de Estudios sobre la Libertad in Buenos Aires deal
with the fundamental economic problems; they are about “human life,”
about “the ideas that motivate human beings,” about “the most impor-
tant and interesting drama of all—human action.”

To us, mortal human beings as we are, the universe appears as con-
sisting of two different fields or regions: the field of events human ac-
tion is able to influence to some extent and the field of events that are
beyond the reach of any human action. The line that separates these
two regions from one another is not rigidly fixed forever. We know that
in the course of history man has acquired the knowledge and the power
to achieve things that to earlier generations had appeared as simply im-
possible. But we know also that certain things can never and will never
be achieved by any human action, that man can and will never become
omnipotent.

The history of mankind appears to us as the history of the progressive
expansion of man’s knowledge of what we call the laws that determine
the course of all changes going on in the universe. But we do not affirm
or assume or believe that this expansion of our knowledge will give to
man one day something that could be called omniscience.

Man tries to learn as much as he can learn about the operation of the
powers and factors that determine the mutual relations between the
various elements that constitute the world, and he tries to employ this
knowledge in attempts to influence the course of affairs. Man acts; that
means, he tries to bring about definite effects. He aims at ends chosen.
He is not, like the inanimate things and like the nonhuman animals,

Reprinted from the foreword to Understanding the Dollar Crisis by Percy L. Greaves, Jr. (Western
Islands, 1973).
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merely a puppet of the forces that have produced him and determine his
environment. His endeavors to attain definite ends chosen are a factor
cooperating in the emergence of the future state of world affairs.

The Gold Standard

The historical evolution of mankind’s economic cooperation, which
culminated in attempts—by and large successful—at establishing a
world-embracing system of the division of labor and the international
exchange of commodities and services, gave to the metal gold the func-
tion of a generally employed medium of exchange. It is idle to raise the
question of what would have happened if such a thing as gold had not
been available for use as a generally employed medium of exchange.

The gold standard made the marvelous evolution of modern cap-
italism technically possible. It led to the establishment of the modern
methods of banking. But the businessmen who had developed them
lacked the intellectual power to resist successfully the attacks upon
the operation of the monetary and banking principles, the strict ob-
servance of which is absolutely necessary to make the system work
and to prevent its catastrophic breakdown. If the determination of the
quantity of money—the generally employed medium of exchange in
transactions—were subject to actions on the part of any individuals or
groups of individuals whose material interests would be affected by
changes in the purchasing power of the monetary unit, the system would
not have been able to avoid a complete collapse. Neither inflation nor
deflation is a policy that can last.

The eminence of the gold standard consists in the fact that geologi-
cal conditions strictly limit the amount of gold available. This has up
to now made the operation of a gold currency system possible.

These seven lectures are not merely a substitute for a textbook on
economics. They are much more. They are an attempt to analyze and
to explain the meaning and the effects of the various systems, methods,
and measures of economic policies.
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38

The Secret of American Prosperity

The United States is today the world’s most prosperous nation. There is
no need to dwell upon this fact. Nobody contests it.

But, in the present-day political and ideological climate, riches are
held in evil repute. By and large, people look upon the more prosper-
ous with unconcealed envy and hatred. The New Deal philosophy 
assures that an individual’s fortune which exceeds that of the much
talked-about common man is ill-gotten and that it is the task of gov-
ernment to equalize wealth and incomes by confiscatory taxation.

Foreigners View American Prosperity

Most Americans fail to realize that the same ideas that shape the anti-
capitalistic bias of American domestic policies also determine foreign
nations’ attitudes toward the United States. The average European—
not to speak of the Asiatics and Africans—looks upon the United States
with the same envy and hatred which the American “progressive” dis-
plays toward American business. He finds fault with the United States
because it is more prosperous than his own country. In his opinion all
Americans are bad for the simple reason that they enjoy a higher stan-
dard of living than he does. And just as the American “progressive” dis-
parages as bribed “sycophants” of the exploiting bourgeoisie those few
economists who have the courage to raise their voices against the New
Deal, so the European “progressive” condemns as traitors all statesmen
and writers supporting his government’s pro-American policy in the
Cold War.

The many billions of dollars that the United States government has
distributed all over the world have not tempered these anti-American

Reprinted from The Freeman, November 1955.
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sentiments. This aid, say the socialists, is a mere pittance, a quite in-
sufficient payment on the immense debt that America owes to the rest
of mankind. By rights, all the wealth of the United States ought to be
equally distributed among all nations. In the opinion of foreign radicals
it is an infringement of divine and natural law that the average Ameri-
can lives in a nice gadget-equipped home and drives a car, while mil-
lions abroad lack the necessities of a decent existence. It is a shame,
they say, that the scions of the peoples who have created Western civi-
lization are living in straitened conditions, while the Americans, mere
money makers, lead a luxurious life.

In the opinion of the typical foreign “intellectuals” mankind is di-
vided into two classes: the exploiting Americans on the one side and
the exploited have-nots on the other side. The communist “intellectu-
als” put all their hopes on “liberation” by the Soviets. The moderates
expect that the United Nations will one day evolve into an effective
world government that by means of a progressive world income tax will
try to bring about more equality in the distribution of incomes all over
the world, just as national income tax laws try to do within their re-
spective countries. Both groups agree in rejecting what they call a pro-
American policy on the part of their nation and favor neutralism as the
first step toward the worldwide establishment of a fair social order.

This blend of anti-capitalistic and anti-American sentiments plays
an ominous role in present-day world affairs. It excites sympathies for
the cause of the Soviets and jeopardizes the best designed attempts to
block the further advance of Russian power. It threatens to overthrow
Europe’s civilization from within.

Rappard Views American Prosperity

Sober-minded European patriots are worried. They are aware of the
dangers that the neutralist ideology generates. They would like to 
unmask its fallacies. But they are checked by the fact that the essen-
tial content of the anti-American doctrine fully agrees with the eco-
nomic—or rather, pseudo-economic—theories that are taught at uni-
versities in their own countries and are accepted by all political parties.
From the point of view of the ideas that determine the domestic poli-
cies of most European nations—and, for that matter, also those of the
United States—a man’s penury is due to the fact that some people have
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appropriated too much to themselves. Hence the only efficacious rem-
edy is to bring about by government interference a more equal distri-
bution of what is called the national income. No argument whatever
can be discovered to show that this doctrine and the practical conclu-
sions derived from it ought to be limited to conditions within a nation
and should not also be applied in international relations in order to
equalize the distribution of world income.

The ideological obstacles that stand in the way of a European who
wants to attack the prevailing anti-American mentality seem therefore
almost insurmountable. The more remarkable is the fact that an emi-
nent author, braving all these difficulties, has published an essay that
goes to the heart of the matter.

Professor William E. Rappard [1883–1958] is not unknown to the
American public. An outstanding historian and economist, this Gen-
evese was born in New York, graduated from an American university,
and taught at Harvard. He is the world’s foremost expert in the field of
international political and economic relations. His contributions to
political philosophy, first of all those expounded in 1938 in his book The

Crisis of Democracy, will be remembered in the history of ideas as the
most powerful refutation of the doctrines of Communism and Nazism.
There are but few authors whose judgment, competence, and impar-
tiality enjoy a prestige equal to that of Rappard.

In his new book* Professor Rappard is neither pro-American nor anti-
American. With cool detachment he tries to bring out in full relief the
factors that account for the economic superiority of the United States.
He starts by marshaling the statistical data and proceeds with a critical
examination of the explanations provided by some older and newer au-
thors. Then comes his own analysis of the causes of American prosper-
ity. As Professor Rappard sees it, these causes can be put together under
four broad headings: mass production, the application of science to pro-
duction, the passion for productivity, and the spirit of competition.

The political importance of Professor Rappard’s conclusions is to be
seen in the fact that they ascribe American prosperity fully to factors
operating within the United States. America’s present-day economic
superiority is a purely American phenomenon. It is an achievement of
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Americans. It is in no way caused or furthered by anything that would
harm foreign nations. There is no question of exploitation of the “have-
nots.” No non-American is needy because there is well-being in Amer-
ica. Professor Rappard carefully avoids any allusion to the heated con-
troversy concerning the European nations’ attitudes toward the United
States. He does not even mention the exploitation doctrine and the
complaints of the self-styled have-nots. But his book demolishes these
counterfeit doctrines and, by implication, the political programs de-
rived from them.

It can hardly be disputed, says Professor Rappard, “that the wealth of
a country very largely depends on the will of the nation. Other things
being equal, then, a country will be richer and its economy will be
more productive in proportion as its inhabitants want it to be.” Amer-
ica is prosperous because its people wanted prosperity and resorted to
policies fitted to the purpose.

Prosperity and Capital

The operation of the four factors to which Professor Rappard attributes
the superior productivity of labor in the United States is certainly not
confined to the United States. They are characteristic features of the
capitalist mode of production that originated in Western Europe and
only later came to the United States. Mass production was the essential
innovation of the Industrial Revolution. In earlier ages craftsmen pro-
duced with primitive tools in small workshops almost exclusively for the
needs of a limited number of well-to-do. The factory system inaugurated
new methods of production as well as of marketing. Cheap goods for the
many were and are its objective. It is this principle that, combined with
the principle of competition, accounts for the expansion of the most
efficient enterprises and the disappearance of inefficient ones.

It is true that these tendencies are today more powerful in the United
States than in European countries this side of the Iron Curtain. But
this is principally due to the fact that political antagonism to big busi-
ness and its superior competitive power set in earlier and is more dras-
tic in Europe than in the United States, and has therefore more vigor-
ously curbed the “rugged individualism” of business. The difference
which in this regard exists between Europe and the United States is a
difference of degree, not of kind.
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With regard to the application of science to production and the pas-
sion for productivity, there is little, if any, difference between America
and Europe. There is no need to stress the fact that the passion to make
his outfit as productive as possible is strong in every businessman. Con-
cerning the application of science to production, Professor Rappard ob-
serves that the most knowledgeable and sincere American writers rec-
ognize “that the most fruitful investigations of recent years have nearly
all been carried out by Europeans working either in their own countries
or in American laboratories.” The industrial lead of the United States is
explained, Monsieur Rappard goes on to say, not by the discovery of new
theoretical truth but by the rapid and constantly improved application
of discoveries of any origin whatsoever.

In enunciating this fact, Professor Rappard gives us the decisive an-
swer to the problem he has investigated. America’s industrial superior-
ity is due to the circumstance that its plants, workshops, farms, and
mines are equipped with better and more efficient tools and machines.
Therefore, the marginal productivity of labor and, consequently, wage
rates are higher there than anywhere else. As the average quantity and
quality of goods produced in the same period of time by the same num-
ber of hands is greater and better, more and better goods are available
for consumption. Here we have the “secret” of American prosperity.

With some insignificant exceptions, there is no secrecy whatever
about the best modern methods of production. They are taught at nu-
merous technological universities and described in textbooks and tech-
nological magazines. Thousands of highly gifted youths from econom-
ically backward countries have acquired full knowledge of them at the
educational institutions and in the workshops of the United States,
Great Britain, France, Germany, and other Western countries. Besides,
a great many American engineers, chemists, and agriculturists are 
prepared to offer their expert services to the businesses of the so-called
under-developed nations.

Every intelligent businessman—not only in Western Europe, but no
less in all other countries—is obsessed by the urge to furnish his enter-
prise with the most efficient modern equipment. How is it then that, in
spite of all these facts, the American (and Canadian) firms alone make
full use of modern technological achievements and by far outstrip the
industries of all other countries?

It is the insufficient supply of capital that prevents the rest of the
world from adjusting its industries to the most efficient ways of pro-
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duction. Technological “know-how” and the “passion for productivity”
are useless if the capital required for the acquisition of new equipment
and the inauguration of new methods is lacking.

What made modern capitalism possible and enabled the nations,
first of Western Europe and later of Central Europe and North Amer-
ica, to eclipse the rest of mankind in productivity was the fact that they
created the political, legal, and institutional conditions that made cap-
ital accumulation safe. What prevents India, for example, from replac-
ing its host of inefficient cobblers with shoe factories is only the lack of
capital. As the Indian government virtually expropriates foreign capi-
talists and obstructs capital formation by natives, there is no way to
remedy this situation. The result is that millions are barefoot in India
while the average American buys several pairs of shoes every year.*

America’s present economic supremacy is due to the plentiful supply
of capital. The allegedly “progressive” policies that slow down saving
and capital accumulation, or even bring about dissaving and capital de-
cumulation, came later to the United States than to most European
countries. While Europe was being impoverished by excessive arma-
ments, colonial adventures, anti-capitalistic policies, and finally by wars
and revolutions, the United States was committed to a free enterprise
policy. At that time Europeans used to stigmatize American economic
policies as socially backward. But it was precisely this alleged social back-
wardness that accounted for an amount of capital accumulation that sur-
passed by far the amount of capital available in other countries. When
later the New Deal began to imitate the anti-capitalistic policies of
Europe, America had already acquired an advantage that it still retains
today.

Wealth does not consist, as Marx said, in a collection of commodi-
ties, but in a collection of capital goods. Such a collection is the result
of previous saving. The antisaving doctrines of what is, paradoxically
enough, called New Economics, first developed by Messrs. Foster and
Catchings† and then reshaped by Lord Keynes, are untenable.
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If one wants to improve economic conditions, to raise the productiv-
ity of labor, wage rates, and the people’s standard of living, one must ac-
cumulate more capital goods in order to invest more and more. There is
no other way to increase the amount of capital available than to expand
saving by doing away with all ideological and institutional factors that
hinder saving or even directly make for dissaving and capital decumula-
tion. This is what the “underdeveloped nations” need to learn.
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39

A Dangerous Recommendation 
for High School Economics

It is admitted by everybody that the understanding of the American
economy developed in most high schools today is not adequate for ef-
fective citizenship. In cognizance of this fact, the Committee for Eco-
nomic Development, and the American Economic Association, a body
that includes in its ranks almost all American teachers of economics,
cooperated in entrusting a task force of professors and educational ad-
ministrators with the study of the problems involved.

Task Force Report

The report of this task force, published in September 1961, is one of the
most interesting and characteristic documents of our age. It shows what
is taught under the label of economics at most of the American colleges
and universities. And it shows, as the distinguished authors of the report
believe, what ought to be handed down also to the high school students.
It provides virtually a résumé of the ideas held by “progressives”—men
who have been most influential in this country’s movement away from
the free market economy.

As the report sees it, there are various economic systems—“capital-
ist, communist, or any other”—and the task of economics is to describe
and to compare the good and the bad aspects of each of them. In draft-
ing a scheme for this pursuit, the authors are in some respects anxious
to belittle the differences between capitalism and Communism and in
other respects to find some reason to praise the Communist treatment
of various problems as against that effected in the market economy.

Reprinted from Christian Economics, April 3, 1962.
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Thus the report correctly contends that American production is
“guided by the demands of millions of individual consumers,” although
it tries to qualify this statement by adding to the verb “guided” the adverb
“largely.” It would have been accurate to continue that in Russia “the de-
cisions on what shall be produced are made by the Communist leaders.”
But such a frank expression would have appeared too “reactionary” for a
“progressive” document. So the report only says that the “major” deci-
sions are made by the leaders. Could any of the authors tell us what the
“minor” decisions are, as distinguished from the “major” ones, and who
the people are to whom these minor decisions are entrusted?

It would have been logical to go on pointing out—in full agreement
with fact—that for the money he has earned a Russian can get only
what the Communist leaders deign to give him. But such a plain dec-
laration, too, was repugnant to the authors of the report. Instead they
chose to say that the Russians “are generally free to buy what they wish,”
modifying this manifestly false statement only by the stilted proviso
“subject to the over-all availability of goods set by the central planners.”

While in this matter of the direction of production activities and in
many other regards the report sees but little difference between the mar-
ket economy and the Communist method of central planning, in other
respects it lays stress on the divergence of the two and finds that the Com-
munist methods work better than the capitalistic. Thus it proclaims in
italics, “Communist societies have not suffered from economic instability

(booms and depressions) to the same extent that private enterprise econo-

mies have.” And it goes on in Roman type: “This is partly because of the
extent to which all communist activities are controlled by central plan-
ning, but especially because decisions on capital investment are made
directly by the state, thus avoiding the instability of profit-motivated in-
vestment which characterizes private enterprise economies.” We may
pass over the fact that the return of periods of economic depression is not
a phenomenon originating from the operation of a free market econ-
omy, an economy not sabotaged by the interference of the state. The re-
turning periods of economic depression are precisely the effect of the re-
iterated attempts of governments to create artificial booms by “cheap
money” policy, that is, by lowering the market rate of interest through an
increase in the quantity of money and fiduciary media.

But let us ask the authors of the report: How do you learn whether
business in a country is good or bad? In the free countries people pub-
licly complain as soon as they think that they do not earn as much as they
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would like. You cannot open an American newspaper without getting
information about the state of business. But in Russia a man who would
dare to say that something is unsatisfactory with the course of Russian
economic affairs would pronounce his own death sentence. Years ago
many millions died from starvation in the Ukraine, and no Russian
newspaper or book ever mentioned this “minor” incident. It is well
known that agricultural output has dropped considerably wherever so-
cialist management has replaced private farming. What kind of stability
does China, the most populous of all Communist countries, enjoy? It
seems that the task force credulously based its judgments about Russia’s
conditions upon the statistics published by the Russian offices without
paying attention to the fact that statistics, if not controlled by a free press
and by writers who are not on the government’s payroll, can prove any-
thing in favor of the government whose agencies compiled it.

Communist Bias

If the report had not been biased in favor of Communism, it would
have had to say this about the controversy of capitalism and Commu-
nism: The Communist doctrine as expounded by Marx and endorsed
by Lenin emphatically declared that capitalism must and will inevita-
bly result in progressing impoverishment and enslavement of all work-
ingmen, while Communism will bring to all people unprecedented
affluence and perfect freedom. Events have entirely belied this prog-
nostication. In the capitalistic countries of Western Europe and North
America, the standard of living of the average common man is contin-
ually improving and is much more satisfactory today than in any previ-
ous epoch of history, while in the Communist countries the masses are
extremely poor and utterly deprived of any civil liberties.

In order to demonstrate the inferiority of the market economy as
against government action, the report takes pleasure in affirming re-
peatedly that there are things that private enterprise cannot achieve, e.g.,
police protection and provision of national defense. This observation is
entirely irrelevant. No reasonable man ever suggested that the essential
function of state and government, protection of the smooth operation of
the social system against domestic gangsters and foreign aggressors,
should be entrusted to private business. The anarchists who wanted to
abolish any governmental institution, as well as Marx and Engels who
muttered about the “withering away” of the state, were not champions of
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free enterprise. Resorting to violent suppression of antisocial activities,
and producing things that can be used and consumed and thus satisfy
human wants, are two entirely different matters.

In defending the report against criticism leveled in the Wall Street

Journal, the chairman of the task force, Dean G. L. Bach, asserted that
“careful definition of terms is essential to economic understanding.”
Everybody will agree. But did the report comply with this rule?

Without attempting any definition it ascribes to big business “exten-
sive power” over its customers. What in this instance it calls power is the
fact that an enterprise has succeeded in serving its customers better, or
cheaper, or better and cheaper than its competitors do. Then again it
speaks of the power of labor unions and mentions “strikes supported by
union picketing” as “the most powerful union weapon,” modifying this
statement by appending the rather questionable proposition “but strikes
occur infrequently.” Nothing is said about what Harvard Law School
Dean Roscoe Pound [1870–1964] called “the substantially general priv-
ileges and immunities of labor unions and their members and officials
to commit wrongs to person and property” and to commit many other
acts that are considered and punished as criminal offenses when com-
mitted by other people. The authors did not find it worthwhile to react
to these words of the nation’s most eminent legal expert. Nor to the books
of law by Professor Sylvester Petro. All they did was to declare that such
issues as the “closed shop” and “right-to-work laws” are worth “brief ” (!)
student attention.

Implementing the Task Force Report

One thing must be acknowledged concerning this report: It unblush-
ingly provides a faithful exposition of the ambivalent economic philos-
ophy of the present-day system of American government. All the evils
that are plaguing the people of this country are the inevitable effect of
policies that, under the misleading name of a “middle-of-the-road” pro-
gram, are, step by step, substituting government compulsion and coer-
cion for the initiative of individual citizens. These ideologies and poli-
cies make the “public sector” of the economy grow more and more
within the nation at the expense of “the private sector.” And they make
the totalitarian “Communist sector” expand within the sphere of world
politics and the free “capitalistic sector” shrink. Hitherto in this country
the propagation of these policies and ideas was the concern of leftist
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parties and their press. Now it is suggested to indoctrinate the high
school students with them. This will certainly provide jobs for thousands
and thousands of staunch supporters of the allegedly “progressive” doc-
trines that in present-day America are expounded under the misleading
labels “liberal” and “democratic.” However, the ambitious expectations
entertained by the sponsors and the authors of the report and by their po-
litical friends will hardly be realized.

The greater part of the pupils, preoccupied with other things, will
not take any interest in the subject. And the judicious students will
not meekly acquiesce in the official dogmas of the textbooks and will
be shrewd enough to ask questions that will embarrass their teachers.
They may ask for instance: Why does the government spend billions of
the taxpayers’ money in order to make the most important foodstuffs
more expensive for the consumer? Or, Did any government ever im-
prove the methods of production or embark upon supplying the con-
sumers with new articles never produced before? Or, Why do the 
Communist governments prohibit their citizens from visiting foreign
countries and from reading books and newspapers published abroad?

A sensible boy or girl will certainly not put up with the confused and
contradictory observations that a teacher, imbued with the philosophy
of the report, may bring forward.

The modern American high school, reformed according to the prin-
ciples of John Dewey, has failed lamentably, as all competent experts
agree, in the teaching of mathematics, physics, languages, and history.
If the plans of the authors of this report materialize, it will add the
teaching of economics to its other failings, and will also add to the cur-
riculum indoctrination in very bad economics.
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40

Foreign Spokesmen for Freedom

The great catastrophes that befell Germany in the first part of our cen-
tury were the inevitable effect of its political and economic policies.
They would not have happened at all or they would have been much less
pernicious if there had been in the country any noticeable resistance to
the fatal drift in official policies. But the characteristic mark of Germany
in the age of Bismarck as well as later in that of World War I General
Erich Ludendorff and of Hitler was strict conformity. There was practi-
cally no criticism of the interventionist economic policies and still less
of inflationism. The great British economist Edwin Cannan (1861–1935)
wrote that if anyone had the impertinence to ask him what he did in the
Great War, he would answer, “I protested.” Germany’s plight consisted
in the fact that it did not have, either before the armistice of 1918 or later,
anybody to protest against the follies of its monetary and financial man-
agement. Before 1923 no German newspaper or magazine, in dealing
with the rapidly progressing fall in the mark’s purchasing power, ever
mentioned the boundless increase in the quantity of banknotes printed.
It was viewed as un-German not to accept one of the “loyal” interpreta-
tions of this phenomenon that put all the blame upon the policies of
the Allies and the Treaty of Versailles.

In this regard conditions in Germany have certainly changed. There
is in Germany today at least one monthly magazine that has both the
courage and the insight to form an independent judgment on the eco-
nomic and social policies of the government and the aims of the vari-
ous parties and pressure groups. It is the Monatsblätter für freiheitliche

Wirtschaftspolitik, edited now already for six years by Doctor Volkmar
Muthesius. It is published by the Fritz Knapp Verlag in Frankfurt. Ex-
cellent articles written by the editor and a carefully selected group of

Reprinted from The Freeman, March 1961.
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external contributors analyze every aspect of contemporary economic
and social conditions.

Doctor Muthesius and his friends are unswerving supporters of free
trade both in domestic and in foreign affairs. They reject the lavish
bounties doled out to agriculture at the expense of the immense ma-
jority, the urban population. They are keen critics of the cheap dema-
gogy of the government’s alleged antimonopoly campaign. They un-
mask the dangers inherent in the privileges granted to the labor unions.
In matters of taxation, a balanced budget, sound money, and “social”
policies, they follow a line of thought similar to that of the American
Goldwater-Republicans. They prefer the Adenauer* regime to the only
possible alternative, a cabinet of Social-Democrats, but they do not
close their eyes to the shortcomings of the Chancellor’s policies. And
they are not afraid of repeating again and again that it is only thanks to
the United States that West Berlin is still free from Soviet rule.

A periodical that openly and without any reservations endorses the
free enterprise system and the market economy is certainly a remark-
able achievement in the classical land of socialism whether imperial or
social-democrat or nationalist.
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Freedom Has Made a Comeback

One of the characteristic marks of the age that witnessed more blood-
shed, war, and destruction than any preceding era of history was the
credulous appreciation of quasi-prophetic prognostications about the
course of future history and about the final goals of mankind’s evolution.
In the wake of Hegel’s philosophy, Marx had proclaimed that a mysteri-
ous, never-defined or clearly described agency called the “material pro-
ductive forces” was inevitably leading the peoples toward the bliss of
everlasting earthly paradise, socialism. Socialism, he contended, would
radically transform all human and earthly affairs. In its frame there
would no longer be any want or suffering. To work would not cause pain
but pleasure and everybody would get all he needed. What a comfort to
know that the coming of this perfect state of things was inevitable!

Seen from the point of view of these fables, which paradoxically were
called scientific socialism, the foremost duty of every decent fellow was
to fight unto death the dissenters who did not believe in the Marxian
message and to prepare himself for life in utopia. The task of progres-
sive education, heralded the pundits, is to adjust the rising generation
to the conditions of their future socialist environment.

Only a few years ago the harbingers of these dogmas could assume
that they had succeeded in this educational effort. Their semantic in-
novations were accepted by almost everybody. Progress meant progress
on the road toward socialism, reaction any attempt to preserve free-
dom. “No enemies on the left” was a battle cry which very soon was fol-
lowed by the still more shameful slogan: “Better Red than dead.”

But then a miracle happened, the awakening of the common sense
of sound, decent people. Out of the ranks of the young boys and girls

Statement at Young Americans for Freedom rally, Madison Square Garden, March 7, 1962. Re-
printed from The New Guard, March 1962.
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arose an opposition. There were on the campuses once again friends of
freedom and they had the courage to speak their minds. Collectivism
was challenged by individualism. No longer was liberty condemned as
a bourgeois prejudice; no longer were constitutional, representative
government and the rule of law smeared as clever make-shifts invented
by the privileged few for the oppression of the many. The idea of free-
dom made a comeback.

There are overcautious skeptics who admonish us not to attach too
much importance to these academic affairs. I think these critics are
wrong. The fact that, out of the midst of the college youth, a new move-
ment in favor of the great old ideals of individualism and freedom origi-
nated, is certainly of paramount importance. The spell of the dreadful
conformity that threatened to convert our country into a spiritual desert
is broken. There are again young men and women eager to think over
the fundamental problems of life and action. This is a genuine moral
and intellectual resurrection, a movement that will prevent us from fall-
ing prey to the arbitrary tyranny of dictators. As an old man I am greeting
the young generation of liberators.
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� part iv

Economics and Ideas

In the first essay in this section Mises wrote, “The struggle between the
two systems of social organization, freedom and totalitarianism . . . de-
pends on ideological factors. The champions of freedom can win only
if they are supported by a citizenry fully and unconditionally commit-
ted to the ideal of freedom.”

The major economic fallacies of post–World War II Marxism and
Progressivism have been demolished by economists of the Austrian,
subjective value, marginal-utility school. Yet much still remains to be
done to “unmask” these fallacies in the field of public opinion. For free-
dom to triumph, people must come to understand the importance of
protecting private property and free markets. It is a tragedy for the
world that now, just as the peoples in many lands are seeking to break
the chains that bind them to Communism, they are looking to inter-
ventionist United States as their model.

In the final essay in this section Mises wrote:
“One of the main paradoxes of the modern world is this: The

achievements of laissez-faire liberalism and the capitalistic market
economy have finally instilled in all Eastern peoples the conviction
that what the Western ideologies recommend and the Western policies
practice is the right thing to be done. But by the time the East got this
confidence in Western ways, the ideologies and policies of socialism
and interventionism had supplanted liberalism in Europe and Amer-
ica. . . . Therefore, nothing is more important today than to enlighten
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public opinion about the basic differences between genuine liberalism,
which advocates the free market economy, and the various interven-
tionist parties which are advocating government interference with
prices, wages, the rate of interest, profits and investment, confiscatory
taxation, tariffs and other protectionist measures, huge government
spending and finally inflation.”
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42

The Objectives of Economic Education

The struggle between the two systems of social organization, freedom
and totalitarianism, will be decided in the democratic nations at the
polls. As things are today, the outcome in the United States will deter-
mine the outcome for all other peoples too. As long as this country does
not go socialist, socialist victories in other parts of the world are of mi-
nor relevance.

Some people—among them very keen minds—expect either a rev-
olutionary upheaval of the communists, a war with Russia and its satel-
lites, or a combination of both events.

However this may be, it is obvious that the final result depends on
ideological factors. The champions of freedom can win only if they are
supported by a citizenry fully and unconditionally committed to the
ideals of freedom. They will be defeated if those molding public opinion
in their own camp are infected with sympathies for the totalitarian pro-
gram. Men fight unto death for their convictions. But nobody is ready
to dedicate himself seriously to a cause which in his eyes is only 50 per-
cent right. Those who say: “I am not a Communist, but . . .” cannot be
counted upon to fight rigorously for freedom and against Communism.

In Russia, in 1917, the Bolsheviks numbered only a few thousand
men. From the arithmetical point of view their forces were negligible.
Yet, they were able to seize power and beat into submission the whole
nation because they did not encounter any ideological opposition. In
the vast empire of the Tsars there was no group or party advocating eco-
nomic freedom. There was no author or teacher, no book, magazine,
or newspaper that would have declared that freedom from bureaucratic

Extracts from a memorandum (1948) to Leonard E. Read, founder and president of the then 
newly established Foundation for Economic Education; previously published only in Spanish
translation.
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regimentation is the only method to make the Russian people as pros-
perous as possible.

All people agree that in France and in Italy [1948] the Communist
danger is very great. Yet, it is a fact that the majorities in both countries
are hostile to Communism. However, the resistance of these majorities
is weak, as they have espoused essential parts of socialism and of the
Marxian criticism of capitalism. Thanks to this ideological penetration
of Communist adversaries in France and Italy, the chances of the
Communists are much better than the numbers of Communist Party
members warrant.

The Philosophical Problem Implied

Those engaged in the conduct of business, the professions, politics, and
the editing and writing of newspapers and magazines are so fully ab-
sorbed by the sundry problems they have to face that they neglect to pay
attention to the great ideological conflicts of our age. The urgent tasks of
the daily routine impose on them an enormous quantity of pressing
work, and no time is left for a thoroughgoing examination of the prin-
ciples and doctrines implied. Perplexed by the vast amount of detail and
trivia, the practical man looks only at the short-run consequences of the
alternatives between which he has to choose at the moment, and does
not bother about long-run consequences. He falls prey to the illusion
that this attitude alone is worthy of an active citizen successfully con-
tributing to progress and welfare; preoccupation with fundamental
questions is just a pastime for authors and readers of useless highbrow
books and magazines. In democratic America the men most distin-
guished in business, the professions, and politics have today the same
attitude toward “theories” and “abstractions” that Napoleon Bonaparte
displayed in ridiculing and abusing the “ideologues.”

The disdain of theories and philosophies is mainly caused by the
mistaken belief that the facts of experience speak for themselves, that
facts by themselves can explode erroneous interpretations. The idea
prevails that no serious harm can be done by a fallacious philosophy,
an “ism,” however vitriolic and insidious; reality is stronger than fables
and myths; truth automatically dispels lies; there is no reason to worry
about the propaganda of the apostles of untruth.

There is no need to enter into an investigation of the epistemologi-
cal issues implied in this widely held opinion. It may be enough to
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quote a few lines of John Stuart Mill. “Man,” says Mill, “. . . is capable
of rectifying his mistakes, by discussion and experience. Not by experi-
ence alone. There must be discussion, to show how experience is to be
interpreted. Wrong opinions and practices gradually yield to fact and
argument; but facts and arguments, to produce any effect on the mind,
must be brought before it. Very few facts are able to tell their own story,
without comments to bring out their meaning.” 1

Those people who believe that the mere record of the American
achievements of economic individualism makes the youth of the
United States safe from indoctrination with the ideas of Karl Marx,
Thorstein Veblen, John Dewey, Bertrand Russell, and Harold Laski are
badly mistaken. They fail to discern the role that Marxian polylogism
plays in the living philosophy of our age.

According to the doctrine of Marxian polylogism, a man’s ideas 
necessarily reflect his class position; they are nothing but a disguise for
the selfish interest of his class and are irreconcilably opposed to the in-
terests of all other social classes. The “material productive forces” that
determine the course of human history have chosen the working
“class,” the proletariat, to abolish all class antagonisms and to bring 
lasting salvation to the whole of mankind. The interests of the prole-
tarians, who are already the immense majority today, will finally coin-
cide with the interests of all. Thus from the point of view of the in-
evitable destiny of man, the Marxians say, the proletarians are right and
the bourgeois are wrong. There is no need, therefore, to refute an au-
thor who disagrees with the “progressive” teachings of Marx, Engels,
and Lenin; all that is needed is to unmask his bourgeois background
and show that he is wrong because he is either a bourgeois or a “syco-
phant” of the bourgeoisie.

In its consistent and radical form polylogism is accepted only by 
the Russian Bolsheviks. They distinguish between “bourgeois” and
“proletarian” doctrines even in mathematics, physics, biology, and
medicine. But the more moderate brand of polylogism, which applies
the “bourgeois” or “proletarian” yardstick only to the social and histor-
ical branches of knowledge, is endorsed by and large even by many 
of those schools and authors who emphatically call themselves anti-
Marxian. Even at universities, which radical Marxians vilify as strong-
holds of bourgeois mentality, general history as well as the history of
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philosophy, literature, and art are often taught from the point of Marx-
ian materialistic philosophy.

The tenets of people committed to Marxian polylogism cannot be
shaken by any argument advanced by an author, politician, or other cit-
izen suspected of bourgeois affiliation. As long as a considerable part of
the nation is imbued—many of them unwittingly—with the polylogis-
tic doctrine, it is useless to argue with them about special theories of
various branches of science or about the interpretation of concrete
facts. These men are immune to thought, ideas, and factual informa-
tion that stem from the sordid source of the bourgeois mind. Hence it
is obvious that the attempts to free the people, especially the intellec-
tual youth, from the fetters of “unorthodox” indoctrination must begin
on the philosophical and epistemological level.

The disinclination to deal with “theory” is tantamount to yielding
submissively to Marx’s dialectical materialism. The intellectual conflict
between freedom and totalitarianism will not be decided in discussions
about the meaning of concrete statistical figures and historical events,
but in a thorough examination of the fundamental issues of epistemol-
ogy and the theory of knowledge.

It is true that the masses have only a very crude and simplified cog-
nition of dialectical materialism and its offshoot, the so-called sociol-
ogy of knowledge. But all knowledge of the many is crude and sim-
plified. What matters is not to change the ideology of the masses, but
to change first the ideology of the intellectual strata, the “highbrows,”
whose mentality determines the content of the simplifications which
are held by the “lowbrows.”

Marxism and “Progressivism”

The social and economic teachings of the self-styled “un-orthodox Pro-
gressives” are a garbled mixture of divers particles of heterogeneous
doctrines incompatible with one another. The main components of
this body of opinion were taken from Marxism, British Fabianism, and
the Prussian Historical School. Essential elements were also borrowed
from the teachings of those monetary reformers, inflationists who were
long known only as “monetary cranks.” And the legacy of Mercantilism
is important too.

All Progressives loathe the nineteenth century, its ideas and its poli-
cies. However, the principal ingredients of Progressivism, except for
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mercantilism which stems from the seventeenth century, were formed
in that much-defamed nineteenth century. But, of course, Progressivism
is different from every one of these doctrines, parts of each of which
were synthesized to make Progressivism what it is. . . . Among those who
call themselves Progressives there are certainly a number of consistent
Marxians. . . . The great majority of the Progressives, however, are mod-
erate and eclectic in their appraisal of Marx. Although sympathizing by
and large with the material objectives of the Bolsheviks, they criticize
certain attending phenomena of the revolutionary movement, for in-
stance, the Soviet regime’s dictatorial methods, its anti-Christianism
and its “Iron Curtain.”

Many outstanding champions of Progressivism openly declare that
they aim ultimately at a substitution of socialism for free enterprise. But
other Progressives announce again and again that by the suggested re-
forms they want to save capitalism, which would be doomed if not re-
formed and improved. They advocate interventionism as a permanent
system of society’s economic organization, not, as do the moderate
Marxian groups, as a method for the gradual realization of socialism.

There is no need to enter here into an analysis of interventionism. It
has been shown in an irrefutable way that all measures of interven-
tionism bring about consequences which—from the point of view of
the governments and parties resorting to them—are less satisfactory
than the previous state of affairs which they were devised to alter. If the
government and the politicians do not learn the lesson which these
failures teach and do not want to abstain from all meddling with com-
modity prices, wages, and interest rates, they must add more and more
regimentation to their first measures until the whole system of market
economy has been replaced by all-round planning and socialism.

However, my purpose here is not to deal with the policies recom-
mended by the champions of interventionism. These practical policies
differ from group to group. It is merely a slight exaggeration to say that
not only does each pressure group have its own brand of intervention-
ism, but so does every professor. Each is keenly intent upon exploding
the shortcomings of all rival brands. But the doctrine which is at the bot-
tom of interventionist ventures, the assumption that contradictions and
evils are allegedly inherent in capitalism, is by and large uniform with all
varieties of Progressivism and generally accepted with hardly any oppo-
sition. Theories which are at variance are virtually outlawed. Anti-
progressive ideas are represented in caricature in university lectures,
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books, pamphlets, articles, and newspapers. The rising generation does
not hear anything about them except that they are the doctrines of the
economic Bourbons, the ruthless exploiters and “robber barons” whose
supremacy is gone forever.

The Main Thesis of Progressivism

The doctrines which are taught today under the appellation “Progres-
sive economics” can be condensed in the following ten points.

1. The fundamental economic thesis common to all socialist groups
is that there is a potential plenty, thanks to the technological achieve-
ments of the last two hundred years. The insufficient supply of useful
things is due merely, as Marx and Engels repeated again and again, to
the inherent contradictions and shortcomings of the capitalist mode of
production. Once socialism is adopted, once socialism has reached its
“higher stage,” and after the last vestiges of capitalism have been erad-
icated, there will be abundance. To work then will no longer cause
pain, but pleasure. Society will be in a position to give “to each ac-
cording to his needs.” Marx and Engels never noticed that there is an
inexorable scarcity of the material factors of production.

The academic Progressives are more cautious in the choice of terms,
but virtually all of them adopt the socialist thesis.

2. The inflationist wing of Progressivism agrees with the most big-
oted Marxians in ignoring the fact of the scarcity of the material factors
of production. It draws from this error the conclusion that the rate of
interest and entrepreneurial profit can be eliminated by credit expan-
sion. As they see it, only the selfish class interests of bankers and usurers
are opposed to credit expansion.

The overwhelming success of the inflationist party manifests itself in
the monetary and credit policies of all countries. The doctrinal and se-
mantic changes that preceded this victory, which made this victory pos-
sible and which now prevent the adoption of sound monetary policies,
are the following:

a. Until a few years ago, the term inflation meant a substantial in-
crease in the quantity of money and money-substitutes. Such an in-
crease necessarily tends to bring about a general rise in commodity
prices. But today the term inflation is used to signify the inevitable con-

sequences of what was previously called inflation. It is implied that an
increase in the quantity of money and money-substitutes does not affect
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prices, and that the general rise in prices which we have witnessed in
these last years was not caused by the government’s monetary policy,
but by the insatiable greed of business.

b. It is assumed that the rise of foreign exchange rates in those coun-
tries, where the magnitude of the inflationary increment to the quantity
of money and money-substitutes in circulation exceeded that of other
countries, is not a consequence of this monetary excess but a product of
other agents, such as: the unfavorable balance of payments, the sinister
machinations of speculators, the “scarcity” of foreign exchange, and the
trade barriers erected by foreign governments, not by one’s own.

c. It is assumed that a government, which is not on the gold standard
and which has control of a central bank system, has the power to ma-
nipulate the rate of interest downward ad libitum without bringing
about any undesired effects. It is vehemently denied that such an “easy
money” policy inevitably leads to an economic crisis. The theory, which
explains the recurrence of periods of economic depression as the neces-
sary outcome of the repeated attempts to reduce interest rates artificially
and expand credit, is either intentionally passed over in silence or dis-
torted in order to ridicule it and to abuse its authors.

3. Thus the way is free to describe the recurrence of periods of eco-
nomic depression as an evil inherent in capitalism. The capitalist soci-
ety, it is asserted, lacks the power to control its own destiny.

4. The most disastrous consequence of the economic crisis is mass
unemployment prolonged year after year. People are starving, it is
claimed, because free enterprise is unable to provide enough jobs. Un-
der capitalism technological improvement which could be a blessing
for all is a scourge for the most numerous class.

5. The improvement in the material conditions of labor, the rise in
real wage rates, the shortening of the hours of work, the abolition of
child labor, and all other “social gains” are achievements of government
pro-labor legislation and labor unions. But for the interference of the
government and the unions, the conditions of the laboring class would
be as bad as they were in the early period of the “industrial revolution.”

6. In spite of all the endeavors of popular governments and labor
unions, it is argued, the lot of the wage earners is desperate. Marx was
quite right in predicting the inevitable progressive pauperization of the
proletariat. The fact that accidental factors have temporarily secured a
slight improvement in the standard of living of the American wage
earner is of no avail; this improvement concerns merely a country whose
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population is not more than 7 percent of the world’s population and
moreover, so the argument runs, it is only a passing phenomenon. The
rich are still getting richer; the poor are still getting poorer; the middle
classes are still disappearing. The greater part of wealth is concentrated
in the hands of a few families. Lackeys of these families hold the most
important public offices and manage them for the sole benefit of “Wall
Street.” What the bourgeois call democracy means in reality “pluto-
democracy,” a cunning disguise for the class rule of the exploiters.

7. In the absence of government price control, commodity prices
are manipulated ad libitum by the businessmen. In the absence of min-
imum wage rates and collective bargaining, the employers would ma-
nipulate wages in the same way too. The result is that profits are ab-
sorbing more and more of the national income. There would prevail a
tendency for real wage rates to drop if efficient unions were not intent
upon checking the machinations of the employers.

8. The description of capitalism as a system of competitive business
may have been correct for its early stages. Today it is manifestly inade-
quate. Mammoth-size cartels and monopolistic combines dominate
the national markets. Their endeavors to attain exclusive monopoly of
the world market result in imperialistic wars in which the poor bleed
in order to make the rich richer.

9. As production under capitalism is for profit and not for use, those
things manufactured are not those which could most effectively supply
the real wants of the consumers, but those the sale of which is most
profitable. The “merchants of death” produce destructive weapons.
Other business groups poison the body and soul of the masses by habit-
creating drugs, intoxicating beverages, tobacco, lascivious books and
magazines, silly moving pictures, and idiotic comic strips.

10. The share of the national income that goes to the propertied
classes is so enormous that, for all practical purposes, it can be consid-
ered inexhaustible. For a popular government, not afraid to tax the rich
according to their ability to pay, there is no reason to abstain from any
expenditure beneficial to the voters. On the other hand, profits can be
freely tapped to raise wage rates and lower prices of consumers’ goods.

�
These are the main dogmas of the “un-orthodoxy” of our age, the falla-
cies of which economic education must unmask. Success or failure of

210 � economics and ideas

04-L3858-PO4  10/3/06  1:43 PM  Page 210



endeavors to substitute sound ideas for unsound will depend ultimately
on the abilities and the personalities of the men who seek to achieve
this task. If the right men are lacking in the hour of decision, the fate
of our civilization is sealed. Even if such pioneers are available, how-
ever, their efforts will be futile if they meet with indifference and apa-
thy on the part of their fellow citizens. The survival of civilization can
be jeopardized by the misdeeds of individual dictators, Führers or
Duces. Its preservation, reconstruction, and continuation, however, re-
quire the joint efforts of all men of good will.
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43

On Current Monetary Problems

professor greaves: What is the most important political problem

for the world today?

professor mises: The prevention of a third world war which might
doom our entire civilization.

greaves: What is the most important problem from the viewpoint of

domestic economic policies?

mises: The reestablishment of financial integrity and making an
end to inflation.

greaves: What do you mean by the term “inflation”?

mises: Inflation is a policy of increasing the quantity of money in or-
der to make it possible for the government to spend more than it collects
in taxes or borrows from the public. It is first of all a way to avoid the ne-
cessity of explaining to the people why higher taxes are necessary. The
government wants to spend more than the duly elected representatives
of the nation are ready to permit it to collect in taxes. Out of nothing, the
government creates money by fiat, and then spends it. The government’s
action does not add anything to the available supply of useful goods and
services. It merely provides more money and thus brings about a ten-
dency to make prices soar. Those groups of the population to whom the
government gives some of this increased quantity of money are now in a
position to buy more than they used to buy before. Their appearance
on the market leaves a smaller share of the previously available com-
modities for those persons to whom the government did not give any of
the increased money. Faced with higher prices, these people with no
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additional money are forced to restrict their purchases. Thus every
inflationary action on the part of the government—and no other group
or institution is able to resort to inflationary measures—results in a boon
for some people and necessarily a disaster for the rest of the nation.

There cannot be justice in the distribution of the additional quantity
of money that the government creates. It is impossible to deal out this ad-
ditional quantity of new money in a way which will be acknowledged by
all people as a “just” distribution. This is what economists have in mind
when they refer to what they call the “non-neutrality of money.” The
pseudo-economists are completely ignorant of this fundamental fact
about government interference with the quantity of money. Thus many
of them suggest that the government ought to increase the quantity of le-
gal tender money year by year by a definite quantity—2 percent or 5 per-
cent or 7 percent—they change it from year to year. They make these
suggestions without realizing that such increases necessarily mean that
one group of the population is helped while the rest of the population
is hurt.

These advocates of annual increases in the quantity of money never
mention the fact that for all those who do not get a share of the newly
created additional quantity of money, the government’s action means a
drop in their purchasing power which forces them to restrict their con-
sumption. It is ignorance of this fundamental fact that induces various
authors of economic books and articles to suggest a yearly increase of
money without realizing that such a measure necessarily brings about
an undesirable impoverishment of a great part, even the majority, of
the population.

greaves: Whom does the inflation help? And whom does it hurt?

mises: The various groups of the population are not affected in the
same way by the inflation. There are some people whose economic
standard the inflation improves.

greaves: Who are they?

mises: These are, this I mentioned already, the people to whom the
government gives the newly created quantities of money. Then there are
the people who are profiting from the fact that those first receivers of the
additional money are buying goods and services which they are sell-
ing. But those who are selling goods and services for which the demand
doesn’t increase, or even drops, on account of the inflation, are losers.
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Still worse is the situation of those who are living on pensions and the
income from savings.

greaves: What is the effect of inflation on the savings of the masses?

mises: This is a very important part of the problem. The servants of
government say, “Who is against this increase in the quantity of
money? The rich people. We are doing something very useful and nec-
essary and beneficial for the masses. Why? Because if the quantity of
money increases, the purchasing power of the dollar decreases. This
means that the burden of debts becomes easier and thus the poor debt-
ors are favored at the expense of the rich creditors.”

This was perfectly correct twenty-five hundred years ago in Athens,
when the great statesman Solon exacted economic reforms cancelling
public and private debts. Solon had to deal with what we today call 
“social problems.” At that time the debtor was typically the poor man
and the creditor was the rich man. The rich people could save and in-
crease their possessions by investing in real property, houses, busi-
nesses, forests, and other landed property. For the masses of the people
things were different. Most of them couldn’t save at all, and those who
could save a few pieces of money could only hide them in a dark cor-
ner of their premises, but this was all. They were not in a position to
make savings grow by lending them against interest.

But we no longer live in Athens in the days of Solon. Nor do we live
under the conditions of the Middle Ages or of the sixteenth, seven-
teenth, and eighteenth centuries, when the poor people couldn’t save.
Under capitalistic conditions the situation is very different. Capitalism
has enriched the masses, not all of them, of course, because capitalism
still has to fight the hostility of the governments. But under capitalistic
conditions it is no longer true that the creditors are the rich and the
debtors the poor.

Capitalism has made it possible for the masses of the poorest strata
of the population, the people who have less—I don’t want to say they
are poor in the sense in which one frequently uses the term, only that
they are poorer than the rich people—to save and invest their savings
indirectly in the operation of business. They invest in savings deposits,
insurance policies, and bonds. The rich people who are familiar with
business conditions invest their savings in the common stock of corpo-
rations and in the purchase of real estate. But corporations and owners
of real estate owe money, either because they have issued bonds, or 
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because they have some connection with a bank which lends them
money for the conduct of their affairs. The banks obtain this money
from the savings accounts of simple citizens and the large insurance
companies buy bonds with premiums paid by these poorer people.

The masses, people with less wealth than the richer people, have in-
vested their savings “for a rainy day” in bonds, savings deposits, pension
funds, and insurance policies. The value of all these investments de-
pends on the value of the monetary unit. When the purchasing power
of the monetary unit drops, their value shrinks. The masses, therefore,
on account of having invested their savings in these assets, are creditors;
the millionaires, the owners of real estate, common stocks, and so on,
are debtors. Then if the government embarks on a policy of inflation,
the fact that the debts are getting smaller does not hurt the rich so
much, but the middle classes and the masses of people who have saved
all their lives in order to enjoy a better old age, or to take care of them-
selves during periods of sickness, or to make it possible for them to ed-
ucate their children, and so on. These poorer people are the big losers
from inflation. This is what people do not realize when they are talking
about various plans for increasing the quantity of money. The main vic-
tims of an inflationary policy are the less fortunate members of the pop-
ulation, while those who experience a boom are the owners of business
enterprises and real estate who owe money to banks, insurance com-
panies, or bond holders.

greaves: What is the effect of inflation on charitable, educational,

and other endowed institutions?

mises: One of the effects of inflation is the financial destruction of
all institutions and foundations based upon funds invested in bonds.
One of the great evils that the fantastic inflations of world wars brought
to the European countries was the almost complete disappearance of
the funds of many humanistic, scientific, and charitable institutions.
All European countries asked that the funds of such institutions be 
invested in bonds issued by the government or its subdivisions. The
World War inflations wiped these funds out almost entirely.

For instance, an Austrian, who had been raised and educated in an
Austrian orphan asylum, migrated to the United States. There, as a U.S.
citizen, he acquired a considerable fortune. He died a short time be-
fore the outbreak of World War I, leaving about $2 million in U.S.
funds for an orphan asylum in Austria. According to Austrian law, such

on current monetary problems � 215

04-L3858-PO4  10/3/06  1:43 PM  Page 215



funds had to be invested in domestic bonds while plans were made 
for new buildings. The construction had to wait, of course, until after
the war. By that time, the inflation had entirely destroyed the purchas-
ing power of this benefaction; nobody received any benefits from it 
at all.

greaves: Could this happen again?

mises: We may say that can’t happen here. But what we are now ex-
periencing every day is that the savings of the majority of the American
population invested in insurance policies, savings accounts, bonds,
pension funds, and so on, are melting away.

greaves: If the government stops inflating, must we have more 

unemployment?

mises: The unemployment problem consists of the fact that people
are asking for too much. It would be better not to talk about unem-
ployment but about wage rates that are too high. Unemployment is the
necessary effect of the fact that workers are not ready to work at wage
rates which consumers are prepared to refund to the employer in buy-
ing the product. In the case of wages, people do not wish to admit what
they admit with respect to everything else. They do not realize that per-
sons who overrate their own skills and ask for higher wages than the cus-
tomers are prepared to repay their employer must remain unemployed.

An employer cannot pay more to an employee than the equivalent
of the value the employee, according to the judgment of the buying
public, adds to the value of the product. If the employer were to pay
more, he would suffer losses and finally go bankrupt. In paying wages,
the employer acts, as it were, as an agent of the consumers. It is on the
consumers that the incidence of the wage rates falls.

If nominal wage rates—wage rates expressed in terms of money—
are too high for the state of the market, a part of the potential labor
force will be unemployed. If the government then increases the quan-
tity of money, that is, inflates, the unemployed can get jobs again. How-
ever, this happens only because, under the changed monetary condi-
tions, prices are rising, or, in other words, the purchasing power of the
monetary unit is dropping. The same amount of money wages then
means less in real wages—that is, in terms of the goods and services that
can be bought with the money wages. Inflation can cure unemploy-
ment only by reducing the potential wage earner’s real wage.
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But then the unions ask for a new increase in wages in order to keep
up with the rising cost of living and we are back where we were before,
with large-scale unemployment. This is what has happened in this
country in recent years, as well as in many other countries.

If you want higher wage rates, you have to accumulate more capital.
The more capital—other things being equal—the higher wage rates
climb in a free market, that is a market not manipulated by the govern-
ment or the unions. At these market wage rates all who want to be em-
ployed can get jobs.

Now, as the majority of the consumers are precisely the same people
who are working and earning wages, it is in fact the workers themselves
who determine what wages are compatible with full employment. The
idea that workers and consumers are different persons is erroneous. 
Ultimately the workers and the consumers are the same people. For in-
stance, the railroad workers themselves are consumers who are con-
suming all those products which cannot be produced and brought to
places of consumption without the cooperation of the railroads. If the
railroad employees get an increase in wage rates, this means that the
railroad employees, as consumers, will be among those who will also
have to pay more for the services rendered by the railroads.

The faulty ideas which underlie all discussions concerning labor and
wage rates is that the masses of wage earners are producing for an upper
“class” of capitalists and do not themselves enjoy the fruits of their efforts.
The truth is that by far the greater part of all that is produced by the wage
earners is also consumed by them, the wage earners, who are members
of the same “class.” The main characteristic of capitalism is precisely the
fact that it is mass production for supplying the masses. What is not un-
derstood by the philosophy underlying union policies is that by far the
greater part of all the goods and services produced under capitalism is
consumed by the same people who are working in the shops, yards, and
factories.

Unemployment cannot be fought by inflation. Unemployment is al-
ways due to the fact that to employ a man at the wage rate he is asking
for results in a loss for the employer. As long as the employment of an
additional man is profitable, because there are buyers who are ready to
refund to the employer what he has spent in hiring the worker, there is
no unemployment.

There prevails on a free labor market a constant tendency toward full
employment. In fact, the only reasonable and successful full employ-
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ment policy is to let the free market determine the height of wage rates.
If union pressure or government decrees raise wage rates above this free
market height, unemployment of a part of the potential labor force
necessarily develops.

greaves: Then minimum wage laws do not raise workers’ wages?

mises: People think that if they raise the minimum wage rates they
will improve somebody’s conditions. This is one of the most dreadful
mistakes, for there are people whose work, in the opinion of the buying
public—i.e., the consumers—is not worth the higher wage rates. There-
fore these people remain unemployed. Legally decreed minimum wage
rates are either useless or they create additional unemployment. If the
consumers, in buying the product, are not prepared to refund to the
employer all that he has spent in producing the product, he will be
forced to stop production and therefore the employment of workers.

greaves: Many influential people say the cause of our monetary

trouble is the unfavorable balance of payments. They imply that the

higher prices due to the fall in the purchasing power of the dollar are a

result of the fact that Americans are spending abroad more than foreign-

ers are spending in the United States. They think that the balance of pay-

ments determines the purchasing power of the dollar in foreign trade and

consequently in domestic prices, so they want to stop the American

inflation by passing laws to reduce imports and to stop American citizens

from traveling or spending money abroad. What do you have to say about

that?

mises: This interpretation of American monetary troubles is abso-
lutely wrong. The balance of payments argument is made in order to
deny the government’s responsibility for inflation. It is an attempt to ex-
onerate the government policy of increasing the quantity of money and
to indict the American people for the tendency of prices to rise. From
this point of view the government wants to restrict the importation of
goods which they consider unnecessary and to prevent Americans from
traveling abroad.

Now let us see what this means. When U.S. citizens buy some im-
ported product, they must pay for it. When the government prevents
them from buying this foreign product, let us say French champagne,
they will not put these dollars into a package and send this package 
to the government so it will have more money to pay the deficits of its
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enterprises—the post office, for instance. The citizens will buy some-
thing else on the domestic market. The prices of the domestic products
they purchase will then go up on account of the fact that there is now
a greater demand for them. This will bring about higher prices for
some things which were previously exported and these things will no
longer be exported.

In addition, the fact that an American law makes it impossible or
more expensive for Americans to buy certain foreign products that they
used to buy will bring about a lowering of the demand for these foreign
products. Consequently, in order to make it possible for the foreign pro-
ducers to sell all their production, they will tend to drop the prices of
these foreign products. As a result, the foreigners will no longer be in a
position to buy as much, to maintain the same standard of living as they
did before. They will have to restrict their consumption. They will, for
instance, have to restrict the purchase of some imported commodities,
let us say, American cars. Thus, it comes about that when a country 
restricts its imports, it necessarily also restricts its exports. When for-
eigners sell less on our markets, they then have less means to buy our

products.
The truth is that exports and imports depend on one another and in

this sense are balanced. If we restrict the quantity of U.S. funds in the
hands of foreigners, by anti-import measures and anti–overseas travel
measures, we are necessarily restricting the quantity of the means—the
money—that these foreigners are able to spend on U.S. goods or visits
to America.

If all the countries of the world, keeping consistently to this balance
of payments theory, were to make imports impossible, they would
thereby also make exports impossible. Then every country would re-
main economically isolated. Prices and living costs would go up, not
only because the government increases the quantity of domestic money,
but also because the consumers would no longer have access to prod-
ucts that could be produced abroad under more favorable conditions.
The result of all these policies would be more and more restriction of
international trade.

Foreign trade is not one-sided. It is always necessarily a mutual ex-
change of goods and services between various countries for the mutual
advantage of their citizens. A restriction of foreign trade means a re-
duction in the standard of living of the citizens of the countries whose
trade is restricted.
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greaves: Why does this “balance of payments” situation develop

only between countries and not between different sections of one country?

There are many states in the United States with populations larger than,

or at least not much smaller than the populations of many independent

European nations. Why don’t we hear the same complaints about the cit-

izens of Illinois spending their money in Florida that we hear about the

people who go to Paris and buy French perfumes, supposedly enriching

France while impoverishing the United States?

mises: Because the various American states have no independent
monetary policies. There cannot be any inflation in Iowa that is not at
the same time and to the same extent also an inflation in the forty-nine
other states of the Union.

And you needn’t think only of trade among the states. People say it is
harmful that France produces and sells to the United States only goods
which are very bad, frivolous, immoral—books, novels, champagne,
concerts, theatrical performances, and opera productions in Paris. But
you could say the same thing also about, let us say, Brooklyn and Man-
hattan. Manhattan sells concerts, conferences, theatrical performances,
opera productions, and so on, to the people from Brooklyn. Brooklyn
people are spending their money in Manhattan. A Brooklyn man could
say: “Why does my neighbor spend his money to attend an opera perfor-
mance in Manhattan? Why does he not spend his money in Brooklyn?”
And if you carry this reasoning step-by-step farther in the same direction,
you would arrive eventually at perfect autarky, i.e., self-sufficiency, eco-
nomic isolation of every group and political unit.

greaves: What needs to be done?

mises: What is needed in order to avoid all these unwelcome effects
of inflation is to restore honesty in the conduct of monetary affairs. This
means to restore integrity in the conduct of all governmental affairs
also and especially in observing precisely the financial provisions of the
Constitution.

greaves: Which provisions do you mean?

mises: Those financial provisions which make it illegal for the gov-
ernment to spend more than the budget permits. Every penny the gov-
ernment spends ought to be collected by the tax authorities, proceed-
ing in strict conformity with the laws of the country.
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greaves: Then you wouldn’t permit the Federal Government to 

borrow?

mises: If Congress wants to spend more it should make legal the is-
suance of additional quantities of government bonds—to be sold to the
public, not to the commercial banks.

greaves: It has long been illegal for Americans to own gold.* Has

this contributed to the problem?

mises: The law that forbids the holding of gold to U.S. citizens makes
it impossible for them to prevent the government’s attempts to inflate. If
individual citizens had had the right to hoard gold, the lunacy of the at-
tempts to substitute paper for gold would have become visible long ago.

greaves: Then you don’t believe in “paper gold”?

mises: There is gold and there is paper, but there is no such thing as
“paper gold.” If private citizens in this country had the right to buy and
to hold gold, a considerable quantity of gold would be owned today by
U.S. citizens and it wouldn’t be difficult to restore the U.S. monetary
standard, nor to restore the monetary standards of the whole Western
civilization.

greaves: Would increasing the “price of gold” help?

mises: What is called, in rather mendacious terminology, “raising
the price of gold” means in fact acknowledging legally the effects of
inflation. The raising of the “price of gold” is in fact the acknowledg-
ment by the government of the depreciation of the country’s legal cur-
rency system. An honest description of the case would not talk of rais-
ing the “price of gold” but of raising the price of all necessities, of all
the things people need for daily consumption.

greaves: Many people believe that money is necessarily a creation of

the government. Is this so?

mises: Money is a phenomenon of the market, a medium of ex-
change. But governments think of money as a product of government
activity. Money is not a creation of the government. This should be
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repeated again and again. All these doctrines begin with the idea that
there is something more in money than the agreement of the parties to
exchange something against a definite kind and quantity of this money.
It is government interference that has destroyed money in the past and it
is government interference that is destroying money again.

Money, as such, is an institution of the market economy. It is one of
the fundamental institutions of the market. A market without money is
impossible. A market is precisely the freedom of the people to produce,
to trade, and to consume. When money is destroyed, when monetary
exchange becomes impossible, then the existence of the market econ-
omy also comes to an end. And a free system without a market is 
impossible.

A thing cannot serve as money if the government has the right to in-
crease its quantity ad libitum.

greaves: Would it be more satisfactory if the government didn’t mint

or print the money, but left that function to private institutions?

mises: That assumes the manufacture of money by private institu-
tions would be free from government interference. The trouble is not
due to the fact that the government has the mint and the printing presses.
Even if the governments had never tried to manufacture money, their
influence would not have been different from what it is today.

The problem comes from the fact that it is the function of gov-
ernments to adjudicate all disputes which might otherwise give rise 
to violence involving any of its citizens. The opportunity for govern-
ments to deal with monetary problems comes about in the same way in
which they are concerned with all contracts providing for the exchange
of goods and services. For example, governments are called upon every
day to decide whether or not one of the parties to an exchange contract
has failed to comply with his contractual obligations. A court’s finding
of such a failure then justifies compulsion on the part of the govern-
mental apparatus of violent oppression.

If both parties fulfill their contractual obligations instantly and si-
multaneously, no disputes are likely to arise which would induce either
of the parties to appeal to the courts. However, if the obligations of one
or both parties are deferred for a period of time, it may happen that the
courts will be asked how the terms of the contract are to be enforced. 
If the payment of a sum of money is involved, this involves the task of
determining what meaning is to be given to the monetary terms in the
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contract. Actually, the court is asked to define what must be legally ac-
cepted as money. The power to give certain pieces of paper legal ten-

der quality is one that requires constant watching.
The transition from coins to paper made it easy to inflate. All the mon-

etary troubles come from the fact that many governments, for financial
purposes, abuse the power to determine that pieces of paper are the le-
gal equivalent of the coins of the realm. The power that this abuse of the
judicial supremacy of the laws and the courts confers on the govern-
ments is the sole source of all the monetary troubles. The private mint-
ing and printing of money would not eliminate this power.

greaves: In your many writings on monetary problems you have 

always spoken highly of the gold standard. Why?

mises: The practical problem of money today in the whole world is
precisely this: Taxes are unpopular. And the most unpopular thing is to
substitute a higher tax for a lower tax. The government wants to spend
more without increasing taxes. Now what does the government do in
such a situation? The government increases the quantity of money—it
resorts to inflation. Prices necessarily go up as a greater quantity of
money appears on the market and “chasing” after a not-increased quan-
tity of goods.

The gold standard did not fail. The governments sabotaged it and still
go on sabotaging it. The governments established a legal ratio between
gold and the monetary unit. (For the United States the ratio established
by law is that one ounce of gold is the legal equivalent of $35.)* But then,
by inflating, the government makes it impossible to maintain this legal

tender ratio. This is the monetary problem. Governments do not want to
admit that an increased quantity of paper money brings about higher
prices, in terms of the government-issued paper money, for all com-
modities and, of course, also for gold.

The quantity of money is the decisive problem. The quality that
makes gold fit for service as money is precisely the fact that the quan-
tity of gold cannot be manipulated by governments. The gold standard
has one quality, one virtue. It is that the quantity of gold cannot be 
increased in the way that paper notes can be increased. The usefulness
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* This artificially maintained ratio of $35.00 to one ounce of gold was raised in December 1971
to $38.00, and in February 1973 to $42.42. And then the ratio of the U.S. paper dollar to gold was
allowed to float on the international market.
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of the gold standard consists in the fact that it makes the supply of
money depend on the profitability of mining gold, and thus checks
large-scale inflationary ventures on the part of governments.

Gold cannot be produced in a cheaper way by any governmental bu-
reau, committee, institution, office, international agency, or so on. This
is the only justification for the gold standard. One has tried again and
again to find some method to substitute these qualities of gold in some
other way. But all these methods have failed, and will ever fail as long as
governments are committed to the idea that it is all right for a govern-
ment, which has not collected enough money to pay its expenses by tax-
ing its citizens or by borrowing on the market, to increase the quantity of
money simply by printing it.

The eminence of the gold standard is to be seen in the fact that the
gold standard alone makes the determination of the monetary unit’s pur-
chasing power independent of the ambitions and activities of dictators,
political parties, and pressure groups. No government is powerful
enough to destroy the gold standard as long as the market economy is not
entirely suppressed. The gold standard alone is what the nineteenth-
century champions of representative government, civil liberties, and
prosperity for all meant by “sound money.”
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44

On the International Monetary Problem

What is nowadays called governmental monetary management en-
compasses two kinds of policy. It is, on the one hand, deficit spending,
i.e., undisguised inflation to enable the government to spend over and
beyond the amount of funds collected by taxation or borrowed from
the public. It is, on the other hand, a policy of easy money, i.e., of at-
tempts to lower the market rate of interest by credit expansion.

The governments as well as their henchmen are fully convinced that
this expansionist policy is highly beneficial to the immense majority of
all decent people. They emphatically deny that increasing the quantity
of money in circulation is what economists, politicians, and all sane
people used to call and still call “inflation.” As they see it, inflation has
nothing to do with the quantity of money in circulation; rather it is a
reprehensible procedure of greedy businessmen that ought to be pre-
vented by government control of prices. In the eyes of the official doc-
trine, interest is essentially a factor hindering the development of “re-
ally productive” business. Such a doctrine views interest as a tribute
that the industrious members of society are compelled to pay to a race
of lazy moneylenders.

Only a few outsiders have the courage to deviate from the 
government-decreed methods of dealing with the expansionist policy.
Very seldom does one meet in public discussion of the problem of ris-
ing prices and wage rates any reference to the government-made
inflation. It is not that the authors of books, articles, and speeches about
the problems involved knowingly avoid dealing with the genuine cause
of the phenomena investigated. They are honest in their argumenta-
tion. Their “new economics” has told them that nothing but evil can
emerge from the “anarchy” of the market. Their panacea is the “plan,”

Reprinted, by permission of The New American, from American Opinion, March 1967.

04-L3858-PO4  10/3/06  1:43 PM  Page 225



i.e., the government’s unlimited dictatorship in all economic and po-
litical affairs.

In monetary matters mankind has already for many years enjoyed
the benefits of a world-embracing planning office, but it seems that the
results do not satisfy anybody. There is irritating talk about an interna-
tional or world problem of the nations’ mutual monetary relations.
There are national and international committees and conferences for
the study of the matter. Many books and innumerable pamphlets and
articles deal with the subject. There is general agreement that the pres-
ent state is unsatisfactory and that a change is unavoidable. With this in
mind, let us examine the international monetary problem.

Balance of Payments Doctrine

When the servants of a government search for the cause of some unsat-
isfactory condition, they always discover that the authorities have done
all that could be done for a perfectly satisfactory solution of the matter
in question. But the beneficial effects of their action failed to appear be-
cause the people frustrated the wise plan of their rulers. The best-known
doctrine of this type was once the balance of trade theory and later its
modern offshoot, the balance of payments theory.1

After all, it made some sense in the nineteenth century when some
people still referred to this long-since entirely refuted doctrine as
justification for some restrictions on the importation of foreign mer-
chandise and on other payments to foreigners. It gave the government
an excuse—of course, a vicious one—for maintaining that by indulging
in foreign luxuries people were sabotaging their ruler’s wise monetary
policy. When domestic money is shipped to foreign countries as pay-
ment for imported “superfluous luxuries,” proclaimed the officials, it be-
comes superabundant abroad and therefore its price, in terms of foreign
money, falls, causing the price of the foreign money to rise in terms of
the domestic money. This unwelcome rise in the price of foreign ex-
change in terms of the domestic money is caused, it is said, by an “unfa-
vorable balance of payments,” due to sending money abroad to pay for
foreign imports. This doctrine explained the depreciation of the do-
mestic money by the “unpatriotic” consumption habits of consumers. It
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is, therefore, the sacred duty of good government to prevent such bad cit-
izens from damaging the interests of the nation.

But in recent decades the declarations of U.S. government authori-
ties with reference to the “balance of payments” bogey could not even
seemingly exonerate the government and make the people responsible.
The government of the United States in this period not only spent
scores of billions of dollars for the conduct of foreign wars and for gar-
risoning armed forces in far distant parts of the world. It distributed
alms of many dozens of billions under the newfangled title of “foreign
aid.” It was ridiculous demagogy to mention the “balance of payments”
issue in connection with the expenses of American tourists visiting the
Acropolis, of American students attending the University of Paris, and
to pass over in silence the subsidies that enabled various “Führers” of
semi-barbarous countries to establish and to preserve their despotic re-
gimes. Only ignorance on the part of the representatives of the “new
economics” can explain their attempts to revive the long since entirely
discredited “balance of payments” interpretation of mutual exchange
ratios between various currencies.

The theory maintained by economists, the so-called purchasing-

power-parity theory, says: the exchange ratio between different curren-
cies tends toward a point at which it does not make any difference which
currency is employed in selling or buying. The parity is characterized by
the fact that no gains can be made by buying against units of A currency
and selling against units of B currency or vice versa. Any deviation from
this parity will be corrected—“automatically,” as a frequently misinter-
preted term says—by the actions of people who want to profit by such
buying and selling. This insight was already implied in the reasoning of
Gresham’s law. When domestic inflation makes prices in the country of
A currency rise while there is no inflation and therefore no general up-
ward movement of prices in the country of B currency, the previous ex-
change ratio between the two currencies A and B must change.2

International Exchange Ratios

If all over the world there prevailed the strict and pure gold standard, no
other monetary problems would exist other than technological ones,
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2. For a detailed exposition see the writings of Gustav Cassel, Edwin Cannan, and Benjamin
McAlester Anderson and my own contributions.
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e.g., that of properly minting the coins. No government interference
with the technical production of coins would be necessary. The same
would be the case if there could be established a world monetary center,
not a bank operated by angels removed from all earthly concerns and
interests.

In our actual world every government claims national sovereignty in
all monetary matters. Even this state of affairs could result, at least for
a majority of civilized nations, in rather satisfactory conditions, i.e., a
state of affairs characterized by the absence of any monetary problems
and crises. In order to achieve and to preserve such a state of affairs
every nation belonging to this group of civilized nations would have 
to abstain from any kind of “monetary welfarism.” It would have to
strictly avoid any policy that would interfere with the—once and for all
time—established exchange ratio between its domestic currency and
the currencies of all the other nations that proceeded in the same way
and thereby belonged to this group of civilized nations.

The actual state of affairs is entirely different. Most of the civilized na-
tions are officially committed to a policy of a stable exchange ratio either
between their national currency and gold or, what ought to be the same,
between their national currency and the currencies of countries that
also aim officially at a stable exchange ratio between their own currency
and those of other nations that are committed to the same principle. But
the government economists maintain there are conditions that make it
extremely difficult or even quite impossible for the monetary authorities
of a nation to preserve this officially decreed exchange ratio. There are
unpatriotic citizens whose business transactions impair the nation’s bal-
ance of payments. And, still worse, there are speculators who aim di-
rectly at making the price of foreign exchange rise above the parity fixed
by the authorities. To frustrate these “attacks” upon the stability of the
foreign exchange rates is believed to be one of the foremost duties of
good government.

In the terminology of economics, what the military jargon employed
by monetary authorities qualifies as “attacks” is a rising demand for for-
eign exchange. Notwithstanding its policy of increasing the quantity of
money and lowering interest rates, the government wants to maintain
a definite exchange ratio between the domestic (national) currency on
the one side and gold and foreign exchange of other countries com-
mitted to the same policy on the other side. As the demand for gold 
or foreign exchange rises, the government sees the amount of its “re-
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serves” dwindle. This is the situation in which the governments and
public opinion declare that “something must be done.” There is no
need to expatiate about this fact and its consequences. The question to
be raised and answered is: What is it that increases the demand for for-
eign exchange and moves people to offer higher prices in domestic cur-
rency for it?

Inflation and Inflationism

Practically all governments consider the two foremost goals of mone-
tary policy to be first, to inflate their nation’s currency system in order
to be able to spend more than the amounts collected by taxation or bor-
rowed from the public; and secondly, to bring about credit expansion
in order to lower the rates of interest below the height they would attain
on a free money market. It is these policies that necessarily and inevi-
tably produce all those phenomena which the monetary authorities as-
cribe to the alleged unfavorable state of the balance of payments and to
the machinations of speculators.

Let us begin with inflation and inflationism. Inflation is an increase
in the quantity of money in circulation that surpasses the increase in
the demand for money for cash holding. Inflationism is a government
policy of increasing the quantity of money in order to enable the gov-
ernment to spend more than the funds provided by taxation and bor-
rowing. Such “deficit spending” is nowadays, as everybody knows, the
characteristic signature of the U.S. government’s financial policies. It is
highly praised under the label of “the new economics.”

Of course, these advocates of boundless inflation have adopted a ter-
minology that attaches to the words a different meaning. They use the
term “inflation” to refer to what is merely the unavoidable effect of
inflation, namely the general tendency of prices and wages toward
higher points, and they ascribe this tendency to the greed and avarice
of businessmen. They pretend that the government is sincerely and
honestly committed to a policy of price stability.

Let us see. The government plans an additional expenditure. Let us
assume that the government wants to raise the salaries of a group of
public servants. It collects the funds required by raising the taxes to be
paid by certain people. Then the increase in purchases, in terms of the
national money, on the part of those benefited by higher salaries cor-
responds to the drop in purchases on the part of those who were forced
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to pay higher taxes. By and large, no change in the purchasing power
of the monetary unit results.

But if the government simply provides the funds required for the
higher salaries by issuing an additional quantity of legal-tender money,
things are different. Those benefited by the new additional money
compete on the market with all those whose demand had already been
instrumental in the determination of the previous prices. An increased
quantity of money is offered to buy a not-increased quantity of goods.
The outcome is higher prices for vendible merchandise, or, what is the
same, a drop in the “purchasing power” of the country’s monetary unit.

Let us assume the exchange ratio between the Ruritanian rur and the
Maritanian mar was 1 to 2. Now the Ruritanian government inflates
and consequently prices expressed in rurs are rising while no changes
occur in Maritania. It is obvious that such a state of affairs must neces-
sarily bring about a corresponding alteration in the price of rurs ex-
pressed in mars or, what is the same, in the price of mars expressed in
rurs. For now one rur buys only a smaller quantity of merchandise than
2 mars. One can gain by buying against mars, selling against rurs, and
then exchanging these rurs at the rate of 1:2 against mars. Such transac-
tions are inevitably bound to transform the previous exchange rate and
finally to establish again a purchasing-power-parity rate adequate to the
altered purchasing power of the rur.

The regular course of events under present conditions is this: Ruri-
tania inflates and consequently Ruritanian prices are rising. But the
Ruritanian government is anxious to preserve the previous exchange
rate against foreign currencies. It tries to maintain this rate in its own
exchange operations. As it is profitable to buy mars at the official rate,
the demand for them increases and the monetary authorities of Ruri-
tania see their “reserves” of foreign exchange drop. This is the emer-
gency that is called “illiquidity” and makes the official circles clamor
for more “reserves.”

Then there is a second kind of government policy that results likewise
in an increased demand for foreign exchange. The governments want to
lower the market rate of interest. They resort to various measures for the
attainment of this end. As far as these measures bring about credit ex-
pansion, they produce the same effects which the simple inflation of
deficit spending brings about. But they disarrange besides the equilib-
rium of the market for short-term loans. Funds are withdrawn from the
country’s market for short-term loans, usually called money market, pre-

230 � economics and ideas

04-L3858-PO4  10/3/06  1:43 PM  Page 230



cisely because the authorities have temporarily succeeded in lowering
domestic interest rates. This movement too results in a rising demand for
foreign exchange.

We see now that this intensified demand for foreign exchange, these
“attacks” upon the “reserves” in the hands of the monetary authorities,
the central bank or its equivalent, are neither acts of God nor the out-
come of machinations on the part of antipatriotic selfish citizens or of
foreign enemies. They are the inevitable reaction of the market upon
the monetary interventionism of the government, its misguided and
misplaced monetary welfarism.

Inflationism is not a variety of economic policies. It is an instrument
of destruction; if not stopped very soon, it destroys the market entirely.
There is no need to refer to historical experiences, such as that of the
German Weimar Republic of the years of 1920–23. It is a shame that 
in the discussions concerning present-day monetary problems some of
the nonsense is revived that was brought forward in earlier periods of
inflation.

Inflation Cannot Last

Any variety of inflationism and any attempts of institutionally lowering
the rate of interest are incompatible with plans for the establishment of
something that could be called an international system or order of
monetary affairs. As long as the governments of many or even of most
of the commercially important nations are committed to such policies,
it is idle to talk about an efficient international organization of mone-
tary matters.

Nothing characterizes the state of present-day “official” economic
doctrine better than the fact that in the great flood of books and articles
published about the international monetary problems there is hardly
any reference to the issues of inflation and anti-interest measures. In
the light of this literature and the pronouncements of the “monetary
authorities” there prevails some mysterious evil, mostly called lack of
liquidity, that thwarts the allegedly well-designed endeavors of govern-
ments and central banks to render international monetary conditions
perfectly satisfactory. There is not enough “liquidity”; the “reserves” of
the central banks, or of the institutions to which the functions of a cen-
tral bank have been entrusted, are not large enough. The remedy is ob-
vious: one needs more reserves. How can this be achieved? Of course,
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by “creating” more legal tender of those nations for whose notes and de-
posits the demand is most urgent.

Ruritania has succeeded in lowering its domestic loan market’s in-
terest rates. The result is a withdrawal of short-term funds from Rurita-
nia, and a rising demand for mars. The Ruritanian central bank sees its
reserve in mars and in other foreign currencies dwindle. There is, say
the experts, a solution for this problem: let the Maritanian central bank
or other central banks lend to their Ruritanian sister the mars or other
foreign money required. That means let the foreign banks inflate up to
a point at which their own currencies are no longer better than that of
Ruritania.

The insufficiency of this suggestion moved some authors to elabo-
rate plans for a “reserve currency.” This currency should serve merely
as an increase in the “reserve” of central banks. But the withdrawals of
funds from Ruritania are made not only by other nations’ central banks;
they are made first of all by people who want to invest or to spend the
funds withdrawn. For these people a “reserve currency” is useless. They
want to get “real” money, not a “reserve” money.

Whatever people may say about a policy of increasing the quantity
of fiat money, there is one aspect of it that even the most obstinate 
of its advocates cannot deny: Inflationism cannot last; if not radically
stopped in time, it must lead inexorably to a complete breakdown. It is
an expedient of people who do not care a whit for the future of their na-
tion and its civilization. It is the policy of Madame de Pompadour, the
mistress of the French King Louis XV—Après nous le déluge.

Today we are still able to stop the progress of inflation and to return
to sound principles of financing government expenditure. But will we
have the same opportunity tomorrow?

Appendix

To prevent a misinterpretation of the preceding statements concerning
the height of the rate of interest and the height of profits some addi-
tional remarks are appropriate.

In dealing with the problems of an inflationary upward movement of
prices, when one refers to the gross rate or market rate of interest, one
must realize that the expectation of such a change in the height of
prices will affect the size of the gross interest rate. People who expect a
rise in definite prices are prepared to borrow at higher gross rates of 
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interest than they would be ready to pay if they were to expect a less mo-
mentous rise in prices, or no rise at all. On the other hand the lender
under such conditions grants loans only if the gross rate agreed upon is
higher than it would be in the absence of such expectations. Thus, the
expectation of rising prices has the tendency to make the market rate,
the gross rate of interest, rise. There appears in this gross market rate a
component—called the “price premium” by economists—that owes
its existence to the cognition and anticipation of the inflationary move-
ment of prices.

There is need to stress this point to show the futility of the usual
methods of distinguishing between what people call low and high rates
of interest. When the market rate rises above the height they consider
“normal,” people believe that everything possible has been done to
keep “speculation” under control. From this point of view they gauge
the raising of the rate of discount by one or a few percentage points by
the monetary authorities as a “check” upon “inflationary speculation.”

Another fact to be noted concerns the height of profits. All customary
methods of accounting are necessarily based upon the unit of the na-
tion’s currency system. They do not pay heed to changes in this unit’s pur-
chasing power. One result of this neglect is that with the progress of
inflation the habitual depreciation quotas shrink substantially, and that
profits calculated without taking this fact into consideration are illusory.
A second source of overvaluation of an enterprise’s profits is due to the
drop in the money’s purchasing power occurring in the period between
the acquisition and sale of merchandise. And then come the tax author-
ities and the labor unions and claim their share of these “excessive”
profits that in fact, i.e., when calculated in gold or a not-inflated foreign
currency, may be not profits at all, but losses.
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45

Small and Big Business

A characteristic feature of the contemporary policies of all the not out-
right socialist nations is animosity against business. Public opinion con-
trasts the mean selfishness of those engaged in the conduct of business
with the lofty altruism of the politicians and the public servants. The
profits made by those enterprises that succeed in filling, in the best 
possible and cheapest way, the most urgent wants of the consumers,
i.e., of everybody, are called “unearned” income in the tax laws and are
subject to confiscatory and discriminatory imposts. To restrict as much
as possible the sphere in which private enterprise is free to operate—
the so-called private sector of a nation’s economy—and to expand con-
comitantly the public sector is considered as one of the foremost goals
of economic policies. While paying lip service to the principle of free
enterprise, nations are step-by-step adopting the principles of socialism
and totalitarianism.

In spite of all the obstacles put in its way, private enterprise demon-
strates anew each day its incomparable efficiency. New and better prod-
ucts appear again and again on the market and are made accessible to
the many, not only to a small minority of privileged nabobs. The “com-
mon man” enjoys in the capitalistic countries amenities of which the
richest people of ages gone by did not even dream. Not so long ago the
socialist critics of capitalism used to blame the market economy for 
the penury of a part of the population, that is, for the fact that capi-
talism had not yet totally wiped out the unfortunate effects of the pre-
capitalistic methods of production. Today they criticize capitalism for
the “affluence” of the private citizen and suggest methods for depriving
them of a great part of this “affluence” in order to enable their rulers 
to spend more for objectives for which the individual citizens do not
spend, obviously because they do not approve of them.

Paper presented at the 1961 (Turin, Italy) meeting of the Mont Pelerin Society.
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The only goal of production is to provide for consumption in the best
possible and cheapest way. To serve the consumers is the objective of
all business activities. Profits can be earned only by supplying the con-
sumers in the best possible and cheapest way with all those things they
want to use. In the market economy the consumers—the people—are
supreme.

In competing for the patronage of the consumers, the capitalistic
factory outstripped the traditional handicrafts that had prevailed in pre-
capitalistic ages. Romantic dreamers whose information about the old
artisans stems from works such as Richard Wagner’s Meistersinger* may
deplore this fact. But consumers are now getting more, better, and
cheaper shoes than in the time of artisan cobblers. It would be a boon
for the barefooted masses of India if the old-fashioned workshops of
their shoemakers had to give way to modern shoe factories.

Small Businesses

In the present there is in capitalistic countries, by and large, no longer
a keen rivalry between big business and small business. There are lines
in which the small-size enterprise can hold its own. Again and again
changes in technological conditions and in marketing methods give big-
ger enterprises the opportunity to enter fields which hitherto have been
a domain of small outfits. But on the other hand new specialties develop
in which the small shop prevails. There is still room left for small-scale
enterprise not only in the repair business, in the service trades, and in
some fields of retailing, but even in some highly specialized processing
jobs and certainly also in many categories of agriculture.

It is, of course, misleading to seek from statistics information about
the role small units play in the structure of modern business. The fea-
tures on the basis of which statistics classify an outfit as independent 
refer to legal, administrative, and technological characteristics. They
qualify as independent businesses many jobs that substantially depend
on a big-size concern. In many branches the distribution of the products
and the rendering of the various services which the buyer expects and
regularly gets from the seller is customarily accomplished by firms or
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individuals whose business has the legal character of an autonomous
existence, although it is essentially merely an outlet of a big concern.

Neither can we obtain more reliable information about the actual
number of flourishing small business outfits by observing the purchas-
ing habits of people. Even in the shopping districts of the big urban ag-
glomerations we see interspersed among the numerous outlets of chain
stores a rather impressive variety of seemingly independent retailers
and artisans. But here again it is impossible, without a searching scru-
tiny of every individual case, to sift those that are really independent
from those that are not.

A substantial antagonism between big concerns and small indepen-
dent businessmen still prevails in retailing. Chain stores, department
stores, and supermarkets are annexing more and more of the field pre-
viously served by the small shopkeeper. In almost every country trade
associations of small businesses try to delay or even to stop this evolu-
tion. They aim at a privileged position for themselves and at legal and
administrative restriction of the operations of their financially more po-
tent competitors. Public opinion sympathizes with their claims and po-
litical parties promise to support them. But the consumers do not back
up these endeavors. More and more people stop patronizing the small
shops and turn to their competitors.

Those trade associations and pressure groups of small businesses 
that plan to improve the competitive power of their members’ outfits by
legislative measures, restricting the operations of big-scale enterprises,
are engaged in a hopeless venture. In the long run the consumers 
will not acquiesce in a policy the costs of which would burden them
heavily.

Measures to “Help” Small Businesses

The main argument advanced in favor of measures aiding the small in-
dependent shop in its competition with bigger enterprises refers to the
moral and civic values inherent in economic independence. People
contrast the position of a businessman who is his own boss and is re-
sponsible only to himself with that of an employee who is integrated in
a huge apparatus and subject to a hierarchy of superior officers. What-
ever weight this argument may have, it is out of place in justifying gov-
ernment intervention for the benefit of definite groups of businessmen.
The more effective the government’s measures of such intervention 

236 � economics and ideas

04-L3858-PO4  10/3/06  1:43 PM  Page 236



become, the more do they deprive its beneficiaries of their autonomy
and their independence. The outward appearance of economic inde-
pendence may be retained, but in fact the beneficiary of government
support turns more and more into a ward of the administration. He is
no longer a self-reliant citizen, but depends on the disposition of gov-
ernment officers and politicians. His discretion is restricted and finally
entirely nullified by a bureaucratic apparatus. The policy inaugurated
for the preservation of independent middle-class individuals leads to
subjecting them to a virtual guardianship.

The best example is provided by the American farm policy. Its ob-
jective was to preserve the “family farm” and the free independent
farmer, the type of man that made the United States and laid the foun-
dations of its greatness. But the champions of farm aid were not aware
of the insoluble contradiction between the ideal aimed at and the
methods resorted to for its realization. A farmer supported by the gov-
ernment at the expense of the rest of the population, the immense ma-
jority of the people, is no longer independent. The government tells
him what to produce and in what quantity, and thus virtually converts
him into a public servant. The free farmer depended on the market; his
income came from the consumers. The supported farmer depends on
the discretion of a huge apparatus of government agencies. He is the
lowest subordinate of a hierarchy of superiors. It is true that at the top
of this hierarchy stand the president and Congress in whose election he
cooperates. Because they canvass his votes, the politicians promise him
aid. But it is precisely this aid that necessarily obliterates his indepen-
dence. One cannot subsidize a man to render him independent. The
very fact of receiving aid deprives the recipient of his discretion to de-
termine the conduct of his affairs. This is the dilemma that the men
who, in the last years, directed the course of American farm policies
had to face, and could not solve because it cannot be solved.

It is the same in all other spheres of business. If the government
grants privileges to certain categories of small business, it must neatly
circumscribe the conditions that entitle a man to claim these privileges
and must enforce these regulations. But then the privileged entrepre-
neur forfeits his independence and turns into a subordinate of the ad-
ministrative apparatus entrusted with the enforcement of the law.

There is need to stress the fact that the terms “small business” and
“big business” are rather vague and that the classification of a unit of
business as big or small is different in different countries and has
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changed considerably with the passing of time. Those politicians and
reformers who in the last decades of the nineteenth century in some of
the continental countries of Europe aimed at legislative measures to
protect “small business” against the competition of bigger enterprises,
were guided by a nostalgic desire to reestablish the conditions of the
precapitalistic ages in which artisans—such as tailors, shoemakers, car-
penters, and bakers—prevailed in many or most of the branches of pro-
cessing. But the ideas that inspired in the eighties of the past century
the German Baron Vogelsang and the Austrian Prince Liechtenstein
find today hardly any support. Perhaps they are a factor in the popular
appeal of the French Poujade movement.* But no nation can today 
seriously consider “abolishing” factories and chain stores and replac-
ing them by independent artisans or by cooperative organizations of
craftsmen. In the field of the processing industries the era of the hand-
icrafts is gone.

In the industrially most advanced countries people in speaking
nowadays of small business in production more often than not have in
mind enterprises that, in regard to the amount of capital invested, the
size of their turnover, and the number of employees, fifty or a hundred
years ago would have been called big business. These companies and
firms are called small only when compared with the mammoth con-
cerns. Here again we must realize that statistics do not provide any re-
liable information about the number of such really independent en-
terprises. For many of the corporations belonging to this group are
more or less controlled or even fully owned by big concerns.

In dealing with these medium-size business units one must stress the
fact that what makes it rather inconvenient for such enterprises to pre-
serve their independence and causes them to sell out to bigger con-
cerns is very often conditions that are not the effect of the state of the
market, but of government policies. While the governments and polit-
ical parties pretend to condemn “concentration,” they are committed
to policies that are furthering it.
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* Prince Alois von Liechtenstein (1846 –1920), a leader of the Austrian Christian-Socialist Party
and a social reformer. K. Frelherr [Baron] von Vogelsang, a convert to Catholicism, and a theo-
retician of the Christian Socialists. Pierre Poujade, a French politician, responded to the dissatis-
faction of farmers and small merchants with tax and economic policy, founding a short-lived
movement, the Union de Défense des Commerçants et Artisans (UCDA), which in January 1956
won fifty-two seats in the National Assembly, but won none in 1962.
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A typical example: An enterprising man in his twenties starts a new
business. He succeeds very well and after twenty or thirty years of stren-
uous work his firm is rather flourishing. But then it is time for the owner
to think of what may happen after his death. His heirs will be liable to pay
inheritance taxes of a height that will force them to sell the outfit. Such
forced sales bring much less than the price that corresponds to the real
worth and net yield of the going business. It could happen that the fam-
ily will retain but little after having paid their tax liability. In view of these
possibilities it appears to the owner more advantageous to sell, while he
is still in full vigor, to a big concern for a price paid in stock of the buy-
ing corporation. These securities have a broad market and his heirs will
be able to sell them without any discount. The inheritance tax will de-
prive them of a part of the heritage, but not of more than the law was
designed to impose upon them.

Capitalism Is Mass Production

Capitalism is mass production for the provision of the masses. The
many, the same people who are working in the offices, the shops, the fac-
tories, and the farms, consume the greatest part of all the products
turned out. In their capacity as consumers they make small enterprises
grow into big businesses and force inefficient enterprises to go out of
business. It is the efficiency of business, especially also of the biggest—
the mammoth—concerns, that provides the masses with the compara-
tively high standard of living that the common man, the “proletarian” of
the Marxian terminology, enjoys in the capitalistic countries. Any fur-
ther improvements in the average standard of living can be expected
only from a still further development of bigness in business. Govern-
mental measures designed to curb big business are slowing down or en-
tirely checking further progress in the material well-being of the masses.
They prejudice the interests of the consumers. The bigger an industrial
or commercial concern is, the more it depends on the patronage of the
masses and the more it is eager to satisfy them.

In the precapitalistic past there was a broad gulf between the volup-
tuous habits of the well-to-do and the strained circumstances of the
many. There was a sharp distinction between the luxuries of the rich
and the necessities of the poor. From its very beginnings business, by
improving the methods of production, was intent upon making acces-
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sible to a greater number of people many of the amenities previously
enjoyed only by a tiny minority of wealthy people. But it still took a
long time, sometimes many centuries, until an innovation lost its char-
acter as a luxury of the few and turned into a commonly used necessity.
Capitalism has more and more shortened this period of transition and
finally succeeded in virtually eliminating it. In the case of the motor
car it still took several decades before the new vehicle turned from a
pastime of playboys into an implement of every family. But with the
new products developed by contemporary big business this time lag is
so short that it practically does not count any longer. There was no sen-
sible period in which the canned and frozen foods, the new textile
fibers, radio and television sets, moving pictures, and many other in-
novations were only within the reach of the wealthy. Products of big
business as they are, they can only be designed for mass consumption.

In the precapitalistic ages the difference between rich and poor was
the difference between travelling in a coach and four and travelling,
sometimes without shoes, on foot. Today in the industrialized parts of
the U.S. the difference between rich and poor is the difference between
a late-model Cadillac and a second-hand Chevrolet. It is difficult to see
how this result could have been achieved without bigness in business.

The instigators of the campaign against bigness in business know
very well that there cannot be any question of splitting up the large
concerns into medium-size enterprises and of preventing the further
growth of firms into bigness. They expatiate about the alleged evils of
big business in order to make popular their socialist program. They aim
at “social control of business,” i.e., at subjecting the conduct of business
to the control of government agencies.

Nationalization

The original socialist, or communist, scheme as advanced by the pre-
Marxian socialists, the Marxians, the Prussian “state socialists,” and the
Russian Bolshevists, aimed at wresting the conduct of business from
private citizens and transferring it to the government. In order to dis-
tinguish his own brand of socialism from that of his foremost rival, the
German socialist, Ferdinand Lassalle (1825– 64), Karl Marx substituted
the term “society” (Gesellschaft) for the terms “state” and “government.”
And he substituted the term “socialization” (Vergesellschaftung) of the
means of production to distinguish his doctrine from “nationalization”
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(Verstaatlichung) as practiced by the German Chancellor Prince Otto
von Bismarck (1815–98). But the term “socialization” as employed by
the German Social-Democrats and the Second International did not
mean anything other than “nationalization.” The distinction between
“socialization” and “nationalization” was merely verbal, a makeshift in-
vented to cope with the special conditions of the German political scene
in the age of Bismarck and his successors in office. Both terms signified
the same, viz., to take over plants hitherto operated by private citizens
and to manage them by government employees. In this sense Lenin ap-
proved the opinion that the post office is “an example of the socialist
system.” He declared as the aim of socialism “to organize the whole na-
tional economy like the postal system” and promised that “this will free
the laboring classes.” 1

What Marx, Lenin, and all their followers failed to see was the fact
that all-round nationalization was impracticable in a modern industrial
economy. The very idea of nationalization had been hatched by people
who lacked the mental capacity to grasp the essential characteristics of
the market economy. They looked upon the existing structure of busi-
ness as upon something permanent. They planned to expropriate the
various plants and shops and then to operate them in the way the ex-
propriated “exploiters” had done. They failed to realize the fact that
what matters is to adjust daily anew the conduct of affairs to changing
conditions and that the eminence of the entrepreneurial system is in its
unceasing craving after improvement and the satisfaction of previously
latent needs. The entrepreneurs are not people who simply continue
what has already been accomplished before. They are essentially inno-
vators, creators of things never heard of previously. This is what those
have in mind who speak of the “dynamism” inherent in the capitalistic
system of production.

When a nation turns to all-round nationalization of industry, it de-
prives its people of the benefits they derived from this capitalistic “dy-
namism.” The fanatically anti-capitalistic mentality of our age made
the masses in Russia acquiesce in this outcome. It is probable that also
the German people would have submitted to these effects willy-nilly 
if the Germans had adopted Bolshevist methods after their defeat in the
first World War. However, the economic conditions of Germany made
it impossible to proceed in this way.
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Post–World War I Germany

Germany—like most of the other countries of Central and Western 
Europe—is a predominantly industrial country. This means it cannot
feed and clothe its population and supply it with the most urgently
needed manufactures out of domestic resources. It must import food-
stuffs and many badly needed raw materials. It has to pay for these im-
ports by exporting manufactures, most of them produced out of im-
ported raw materials. It must compete on foreign markets with the
industries of all other industrial nations. If its exports drop consider-
ably, starvation must result. In 1918 all German political parties were
ideologically biased against private enterprise and in favor of nation-
alization. But the experience of several decades of nationalized and
municipalized enterprises had shown them the inefficiency of public
conduct of economic affairs. They were clear-sighted enough to real-
ize that concerns operated by bureaucrats, according to the pattern of
the postal service, would not be able to rebuild the German export
trade shattered by the events of the four years of war. Not only the
“bourgeois,” but no less the majority of those who voted the Social-
Democratic ticket were fully aware of the fact that only the much-
abused “exploiters” and “jobbers” could succeed in competing on for-
eign markets with the businessmen of all other nations. For Germany
in 1918 there could not be any question of imitating the Soviet policies.
The hard facts of Germany’s economic situation caused Karl Kautsky
[German socialist (1854–1938)] and his party comrades, who for many
decades had impetuously advocated full socialization, to shrink from
the realization of their program. Of course, they were not keen enough
to see that their resignation implied the abandonment of the essen-
tial policies recommended by the first [fl. 1864–74] and the second
[fl. 1889–1914] Socialist International, and were bitterly offended when
Lenin branded them as “social traitors.”

The attitude that the German “majority socialists” adopted in 1918
and 1919 marks a turning point in the socialist movement in the coun-
tries of Western industrial civilization. The nationalization issue re-
ceded more and more into the background. Only some adamant vision-
aries, entirely blinded by Marxian dogmatism and unfit to face reality,
still cling in Germany, England, and the United States to the outworn
nationalization slogan. With all other foes of the market economy the
party cry is now “planning.”
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While the nationalization scheme was, at least in principle, devel-
oped by British and French authors, the all-round planning scheme is of
German origin. In the first World War the German government, adopt-
ing the socialist ideas of Walter Rathenau (1867–1922), “centralized” one
branch of business after the other, i.e., deprived the individual firms
and corporations of the power to direct the conduct of their business af-
fairs. Control of their enterprises was transferred to a committee whose
members—the nominal entrepreneurs of the branch concerned—were
merely an advisory board of a commissary appointed by the Reich’s gov-
ernment and bound to obey its orders. Thus the government obtained
virtual control of those branches of business that were most important
for the provision of the armed forces. As the war went on, the authorities
proclaimed in the “Hindenburg plan” the application of this system for
all branches of German trade and production. But the Hindenburg pro-
gram was not yet completely put into effect when the Kaiser’s Reich col-
lapsed and its administrative apparatus disintegrated.

As long as the war lasted, people grumbled about this system called
“war socialism” or “Zwangswirtschaft” (compulsory economy). How-
ever, it became popular as soon as it had been abolished. In spring of 1919
a memorandum drawn up by Rudolf Wissell and Wichard G. O. von
Moellendorff proclaimed planning, Zwangswirtschaft, as the royal road
toward socialism and the only program proper for a sincerely socialist
party. Henceforth the parties dubbed as the “right” openly advocated it,
while the parties of the “left” undecidedly wavered between the support
of planning (Zwangswirtschaft) and that of nationalization. When in
1930 Heinrich Brüning, an outstanding member of the Catholic Cen-
trum Party, was appointed Chancellor, he began to prepare the return to
all-round planning that a short time later was consummated by Hitler.
The innovations added to the Zwangswirtschaft scheme by Hitler were
merely verbal, such as the substitution of the term Betriebsführer (shop
manager) for the term entrepreneur, the revival of the feudal term
Gefolgschaft (retinue) to signify a plant’s total labor force, and the sup-
pression of the term “labor market.”

Socialism in the United States and Great Britain

In the United States the National Industrial Recovery Act (NIRA) of
1933 was an attempt to impose at one stroke the Zwangswirtschaft. The
attempt failed because the Supreme Court declared the Act unconsti-
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tutional. But as planning remained the great slogan of American “left-
ism,” entrepreneurial discretion in the conduct of business has been
step-by-step restricted by vaguely defined powers delegated to an array
of administrative agencies.

Great Britain in the second World War adopted by and large the war
socialism of the German pattern. But the Labour Party in its stubborn
dogmatism failed to realize the fact that this system of central planning
was the only form of socialism that could be considered in a predomi-
nantly industrial country dependent on the export of manufactures.
Just as the German Marxians had done during the first World War, they
rejected war socialism as a “bourgeois” makeshift to which the appel-
lation socialism ought to be denied. They proclaimed nationalization
as the only method of converting a market economy into a socialist re-
gime. They nationalized the Bank of England, the railroads, the coal
mines, and the steel industry. However, this belated revival of the na-
tionalization issue did not substantially affect the trend of British pro-
socialist policies. As in the United States, Germany, and the other pre-
dominantly industrial countries, in Great Britain too the pro-socialist
tendencies manifest themselves today [1961]* chiefly in the advocacy of
planning, i.e., of measures restricting the individual enterprises’ dis-
cretion by subjecting them more and more to “social control,” i.e., to
the control of government agencies.

“Social Control” or “Planning”

The characteristic feature of this system of social control or planning is
to be seen in the fact that it preserves to some extent a sphere in which
the initiative of the entrepreneurial spirit can benefit the consumers.
The heads of the industrial and commercial concerns are still free to de-
vise improvements and measures to adjust the operation of their plants
to the changing conditions of the market. Of course, their discretion is
limited by the powers assigned to the bureaucrats. But the inefficiency,
indolence, and laxity of some of these controllers prevents them from
crippling altogether the initiative of business. A modicum of initiative is
still left to the enterprising promoter, especially in matters of foreign
trade.
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The greatest of all the achievements of capitalism is to be seen in the
fact that in spite of all the obstacles put in its way by governments and
by labor unions it still continues to supply the masses with more, bet-
ter, and cheaper goods. While governments, political parties, bureau-
crats, and union bosses are indefatigably intent upon sabotaging the op-
erations of business, private enterprise still succeeds in improving the
services it renders to consumers. We can only guess what these much-
maligned speculators, promoters, and jobbers could do for the benefit
of the people if their initiative were not enchained by the policies of the
welfare state.

The reasons why the powers that are prefer, although reluctantly, the
“social control” or “planning” system to the system of nationalization
are, of course, not to be seen in the inestimable bounties that accrue to
the consumers. Politicians care little about such things. What counts
for them is, apart from the considerations of export trade, the effect of
the two systems upon government finance.

Take the case of the American railroads. The railroad companies are
subject to the most rigid control on the part of various government
agencies. The government determines the height of the rates the com-
panies are permitted to charge for the services they render to travellers
and to shippers. The government agencies cooperate with the unions
in fixing the height of the wage rates the employees receive. They con-
nive at the system of featherbedding which forces the companies to
support a host of idle loafers. They force the companies to run trains
for which the demand of the public is so small that their operation in-
volves substantial losses. They prohibit many reforms that would re-
duce waste and unnecessary expenditure; they are especially opposed
to mergers. Besides, the companies are hurt by heavy discriminatory
taxation on the part of the local authorities. Yet most of the companies
have avoided bankruptcy and earn surpluses out of which they have to
pay to the federal government millions in taxes.*

Now compare this with the conditions of nationalized railroad sys-
tems operating in other countries. The management of most of these
nationalized railroads involves year after year considerable losses, 
and these deficits must be made good by contributions out of the 
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government’s revenue from taxes. For the United States Treasury the
railroads—and equally the telegraph and the telephone systems—are
a source of revenue. For many countries the nationalized railroads and
telegraph and telephone systems are an item of expenditure.

If the American postal system were operated by private enterprise, it
would, even when subject to the control of some government agencies,
probably not only render better and cheaper service to the public but
also produce a surplus of revenue over costs. It would figure in the Fed-
eral budget, not as an item of great expenditure, but as a source of 
revenue.

Whatever one may think about the inherent faults of the system of
“social control” of business or “planning,” the fact remains that it is, at
least in its present shape, in every regard superior to nationalization,
the alternative system of socialist management.

Government Regulation

The antagonism between the two methods available for the transforma-
tion of the capitalistic market economy into a socialist system dominates
present-day economic discussion. There is practically no longer any po-
litical party that would stand for the unhampered market economy.
What the politicians nowadays call economic freedom is a system in
which the government “regulates” the conduct of business by innumer-
able decrees and administrative orders and prohibitions. The Western
nations do not endorse the Soviet methods of all-round nationalization
of all enterprises and farms. But they no less reject the market economy
which they smear as Manchesterism [the theory of nineteenth-century
advocates of free markets], laissez-faire system, or economic royalism.
They give to their own system various names such as New Deal, Fair
Deal, or New Frontier in the United States, and “soziale Marktwirt-

schaft” in Germany. The authorities credit their own activities that in
manifold ways paralyze the entrepreneurial initiative to introduce im-
provements in the methods of production and to improve the people’s
standard of living, and they blame business for all the mischiefs resulting
from their own interference with it.

Not only the politicians and bureaucrats committed to these policies
of progressively restricting the sphere of private business, but also the
authors of books and essays dealing with these problems fail to realize
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that their program leads no less to integral socialism than to the nation-
alization program. If it is within the jurisdiction of the authorities to de-
termine which prices, wage rates, interest rates, and profits are to be con-
sidered as fair and legal and which not, and if the police and the penal
courts are called upon to enforce these decisions, the essential functions
of business are transferred to the government. There is no longer any
market and no longer a market economy. It is obvious that the countries
this side of the Iron Curtain are more and more approaching this state of
affairs. The businessmen, threatened by the menace of such controls,
are well aware of the fact that they can escape the enactment of “con-
trols,” i.e., full government control of all prices, only if they avoid asking
prices of which public opinion does not approve. They have long since
virtually lost any influence upon the determination of wage rates. More-
over there cannot prevail any doubt about the fact that the bulk of the
funds required for financing the ambitious plans for additional govern-
ment projects will be collected by taxing away what is still left of the
“unearned income” of the shareholders. Even with the present height of
the rates of income and inheritance taxation, the greater part of the
capital invested in business will in a few decades be expropriated and
government-owned.

What the advocates of planning and of social control of business con-
sider as a fair arrangement of economic conditions is a state of affairs in
which the various enterprises do precisely what the authorities want
them to do and every individual’s income after taxes is determined by
the government. Although all political parties again and again protest
their abhorrence of the Hitler regime, they are eager to duplicate
Hitler’s economic methods. This is what they have in mind when talk-
ing about “discipline.” They do not realize that discipline and control
are incompatible with freedom. Obsessed with the idea that the entre-
preneurs and capitalists are irresponsible autocrats and profits are an
unfair lucre, they want to deprive the consumers of the power to deter-
mine, by their buying and abstention from buying, the course of all pro-
duction activities, and to entrust this power to the government.

The political corollary of the supremacy of the consumers in the
market economy is the supremacy of the voters under the system of rep-
resentative government. Where the individuals qua consumers be-
come wards of the government, representative government gives way to
the despotism of a dictator.
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Bureaucratic Management

Among the many spurious arguments advanced against big business,
the reproach of bureaucratization plays an important, but somewhat
peculiar role. Those censuring big business for bureaucratization im-
plicitly admit that the business method of profit management is by far
superior to bureaucratic management. But, they maintain, with the
growth into bigness an enterprise necessarily becomes more and more
bureaucratic. The subjection of an economic system in which big con-
cerns prevail, to the supremacy of a governmental bureaucracy, there-
fore does not amount, they say, to a substitution of the less efficient 
bureaucratic methods of management for the more efficient profit
management. It merely means the replacement of one bureaucracy by
another bureaucracy. It will therefore not result in a diminution of the
quantity and an impairment of the quality of the goods available for
consumption.

It is certainly true that bureaucratic methods are adopted to some 
extent by big concerns. But the critics of this phenomenon not only
grotesquely exaggerate its scope, they blame the enterprise—as is the
case with most of the faults they find in big business—for something
that is the outcome of their own cherished policies of restricting and
sabotaging the operation of business by government interference.

Business management, also called profit management, is the method
of conducting affairs for the best possible and cheapest provision of the
consumers with all the commodities and services they are most urgently
asking for. For the businessmen nothing counts but the approval of their
actions by the buying public. Those who best succeed in satisfying the
consumers earn profits. Those who fail in these endeavors suffer losses;
if they do not learn the lesson and do not improve their conduct, they
are forced to go out of business. Profit management means the full su-
premacy of the consumers. In this sense some economists called the
market a democracy in which every penny gives a right to vote.

Bureaucratic management is the management of affairs rendering
services that on account of their peculiar character cannot be sold on
the market to those benefitted by them. The services a police depart-
ment renders in curbing gangsterism are of the highest value for every
citizen. But they cannot be sold piecemeal to the individuals in the way
a railroad sells its services. As the “product” of the police activities has
no market price, it is impossible to compare the effect of these activi-
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ties with the costs expended in the way a business compares the costs
expended in producing merchandise with the price at which it is sold
on the market.

The services the shoe industry renders to the public could be con-
siderably improved by increasing the amount of capital invested in this
line of business. There would be more and cheaper shoes available 
for the consumers. But such an expansion of one industry could be
brought about only by withholding or withdrawing capital and labor
from other lines, e.g., from the production of shirts. The question is
therefore whether or not the consumers approve of such an expansion
of one industry and the restriction of some other industry necessarily
induced by it. It is the consumers who by their comportment in buying
shoes and shirts determine how much capital and labor should be ded-
icated to each of these industries. It is the profit motive that forces the
entrepreneurs to employ to the best of their ability the material as well
as the human factors of production according to the wishes of the con-
sumers. The size of each industry and the quantity and quality of prod-
ucts it turns out are thus ultimately determined by the consumers. An
entrepreneur who, defying the wishes of the consumers, would use—
waste—capital and labor for the production of something for which
the demand of the consumers is less urgent would be penalized by losses.

The service that the police department of a city renders to the public
could certainly be improved by multiplying the funds devoted to it. But
the question of whether or not the citizens consider the advantages to be
expected from such an enlargement of the police department as a
sufficient compensation for the additional expenditure with which it
burdens them cannot be decided in the way it is done in the case of com-
modities and services negotiated on the market. The accounts of the
police department can only provide information about the expenses in-
curred. The results obtained by the money expended cannot be ex-
pressed in money equivalents. The citizens must directly determine the
amount of services they want to get and the price they are prepared to pay
for them. They discharge this task by electing councilmen whose duty it
is to allocate the available funds to the various municipal services.

This is the fundamental difference between profit management and
bureaucratic management. The activities of profit-seeking private
business enterprise are subject to the most rigid control on the part of
the buying public. Every firm, each of its subdivisions and branches,
every employee is in all activities forced to comply with the wishes of
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the consumers. The ultimate standard in the conduct of business is
provided by the accounts that confront expenditure with proceeds. An
employee or a branch that absorbs more money than it contributes to
the concern’s gross yields is looked upon as a failure. All parts of a busi-
ness concern whether large or small are committed to one principle
only: make profits and avoid losses. That means serve the consumers.

But it is different with the administration of affairs the product of
which has no price on the market. Here the confrontation of costs ex-
pended and prices paid by the public for the resulting services cannot
serve as guidance. The constitutional institution that allocates a definite
sum out of public revenue for their conduct must prescribe what quan-
tity and what kind of services it wants to get from the department con-
cerned. The budget and the instructions issued for the spending of
the allocation provide the ultimate standard. In business there prevails
the rule, provide what the consumers want to buy at prices exceeding the
costs expended. In bureaucratic affairs the rule is to comply strictly with
the instructions issued. There is no excuse for a man in business who
does not satisfy the consumers. There is no excuse for a bureaucrat who
defies the instructions issued by his superiors. The first thing a bureau-
crat must try to find out when faced with a new problem is: what do the
regulations say?

Bureaucratic management as such is not an evil. It is the only method
available for the administration of the proper affairs of government.
The public servants would become irresponsible despots if they were
not obliged to behave in the conduct of the affairs entrusted them pre-
cisely in the way the authorities, the officeholders elected by the people,
order them to behave. But bureaucratism turns into a nuisance if it in-
vades the conduct of profit-seeking business and induces it to substitute
for the business principle “serve the customer” the bureaucratic prin-
ciple “comply with the regulations and instructions.”

What makes big business adopt in some regards bureaucratic meth-
ods is not its size but the policies practiced today of government inter-
ference with business. As conditions are today it is more profitable for a
concern to be on good personal terms with men in the various govern-
ment agencies that are harassing business than to improve the services it
renders to the consumers. The main problem for many enterprises is
how to avoid as much as possible the animosity of officeholders. Men
who for some reasons are not popular with the ruling party are consid-
ered unfit to manage the affairs of a company. Former employees of gov-
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ernment agencies are hired by business, not on account of their abilities
but on account of their connections. The boards of directors find it nec-
essary to spend large sums out of the shareholders’ property for purposes
that have no relation to the company’s business and do not yield anything
for it but popularity with the administration and the party in power. In
considering changes in production and marketing, the first question is
often: “How will this move affect our ‘public relations’?” Big business is
fully aware of the fact that the authorities have the power to harm it by
proceeding further in the discriminatory methods of taxation and in
many other regards. Big business is the main target in the undisguised
war that government is waging against private enterprise.

In the last years a number of books—fiction and non-fiction—were
published in which the bureaucracy of big companies has been taken
to task. It escaped the notice of the public that the experience with
which the authors of these books deal refers to those bureaus of the cor-
porations that handle public relations and government affairs and not
to the production and marketing of the goods they turn out. Apart from
the effects of the union-enforced seniority rules, there is fortunately not
yet too serious mischief done by bureaucratization in the conduct of
the genuine operations of the plants.

People as Consumers versus People as Voters

In their beginnings the attacks upon big business were prompted by the
aspiration of some groups of artisans, shopkeepers, and small farmers for
special privileges that would enable them to meet the competition of
bigger outfits. In some countries this motive still plays a role. But with
the further evolution of economic affairs all people had to realize that
there cannot be any question of a return to the conditions of the precap-
italistic ages in which small units prevailed in almost all branches of pro-
duction and distribution. Thus the meaning of the condemnation of
bigness in business radically changed. It no longer suggests a return to
medieval handicrafts. It is a plea for the establishment of all-round “plan-
ning” and “social control,” i.e., government control of business. It is a
plea for a step-by-step substitution of socialism of the Zwangswirtschaft

(compulsory) type for the market economy. The long lists of the alleged
crimes of big business compiled by the advocates of socialism cannot
invalidate the fact that a nation is the more prosperous the more big
business it has. The people of the United States enjoy the highest aver-
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age standard of living because their country has up to now hindered less
the growth of enterprises into bigness than other countries.

The question to be decided is: Who should determine the size of the
enterprises, the consumers by their striving to buy what suits them best
or the politicians who know only how to tax away and to spend?

It is true that the same people who in their capacity as consumers
make the efficient suppliers’ business grow into bigness, in their capac-
ity as voters entrust the politicians with the power to give free rein to their
antibusiness ventures. But in considering this blatant inconsistency and
contradiction in the behavior of our contemporaries we must not forget
the fact that the ability of the average citizen to deal with the issues of his
own household and with those of economic policies is different. The
housewife who buys one brand knows what is best for herself and her
family. She has learned from experience and is fully competent to man-
age the affairs of her household. But she and likewise her husband are
certainly less able to choose among various political and economic pro-
grams. Thus we see that the voters support policies that contradict their
own wishes and vital interests as manifested by their behavior qua buy-
ers and consumers. Here again the most instructive example is provided
by the American farm policies. The immense majority of the nation are
in favor of cheap prices for agricultural products. Nonetheless they have
been, for many decades, electing senators and congressmen committed
to a policy of spending billions of the taxpayers’ money for measures to
raise the prices of farm products far above the height that would prevail
on an unhampered market. This policy of raising the prices of the vital
necessities is so obviously nonsensical from whatever point of view you
may judge it that even Cabinet Secretaries of Agriculture and members
of the President’s Council of Economic Advisers condemned it. But the
voters are still voting for it.

Incidentally, we may add that most of the predominantly industrial
countries of Europe are also committed to a policy of artificially rais-
ing the prices of essential foodstuffs high above the level they would at-
tain on a free market.

Thus we must not be too much astonished to realize that also in the
matter of big business the average voter, deceived by ruthless propa-
ganda, supports what hurts his own interests. There is only one means
available to change this mentality. One has to try to instruct the public.
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46

Economics as a Bridge for 
Interhuman Understanding

We intend to deal with the achievement of Utilitarian Philosophy and
Classical Political Economy as far as they constitute a theory of peace-
ful human cooperation. One of the fundamental theses of Classical
Economics is the theory of the harmony of the rightly understood—we
prefer today to speak of the long-run—interests of all individuals and
groups of individuals within a society of private ownership of the means
of production and free enterprise.

Conflict of Interest Philosophies

Older social philosophies saw only conflicts of interests. They were pre-
pared to assume that every individual is impelled by his own selfish in-
terests to prejudice the interests of his fellow men. A nation cannot
thrive but by damaging other nations. If every individual were to look
only after his own well-being, no social cooperation would be possible.
If every nation were intent only upon its own national prosperity, no
peace could last. Peace, both within a country and in international re-
lations, is therefore possible only if individuals and nations are pre-
pared to renounce their selfishness for its sake. State and Church, it was
held, are disciplinarian institutions whose aim it is to subdue the selfish
and antisocial instincts of man. Civilization and social cooperation and
the moral law are not of human origin. They are instruments by means 
of which God or Nature directs human action according to inscrutable
design. The individual, in forsaking some selfish advantage for the ben-
efit of society, and the king, in forsaking some conquest to avoid dis-

Paper presented at the Sixth Meeting of the Conference on Science, Philosophy and Religion in
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turbing the peace, will be rewarded in the beyond, and they may find
an earthly reward in the quiet of their conscience. The just should abide
by the moral law. But this obedience is, from the point of view of his
selfish interests, a burden. It is true that Heaven as a rule blesses the just
citizen and the fair king in their earthly pilgrimages. But this is not al-
ways the case. In many instances the unjust, precisely on account of his
wrongdoing, fares in this life better than the just.

What is needed to make social life satisfactory is, therefore, a power-
ful state which forces its citizens to behave in a fair way and does not
covet what is rightly the domain of other states. For the inescapable
laws of nature result in irreconcilable conflicts between the selfish in-
terests of various men and groups of men. Nature has limited the means
for human subsistence. Equally distributed, they are sufficient for all.
However, they are not rich enough to quench entirely the appetite for
more. Hence, covetousness, the propensity to appropriate other people’s
portions, originates. If men or groups of men take more than their fair
share, they rob others of as much of their welfare as they increase their
own portions above the mean.1

From the point of view of “natural law” the only just state of affairs is
equality of income. The unfathomable decrees of Heaven have brought
about inequality. It would be tantamount to a rebellion against divine
and human law for the underprivileged to resort to violence in order to
abolish this injustice. By such methods they could profit on earth, but
they would imperil their spiritual salvation. On the other hand, the
rich have only one means to atone for their questionable riches. They
must make the proper use of their wealth, that is, they must be chari-
table and must subordinate their greed to justice and fairness.

The selfish earthly interests of individuals and of groups of individu-
als are antagonistic. If left alone, they would result in violent conflicts.
Social cooperation and peace are possible only where men are moti-
vated—either by voluntary obedience to the moral law or by compul-
sion on the part of the powers that be—to curb their egoism.

Social Cooperation and the Division of Labor

Utilitarianism and classical economics have entirely overthrown this
philosophy.
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Their reasoning runs this way: The means of subsistence are scarce,
and their limited quantity puts a check upon the number of animals
that may occupy the surface of the earth. But, while the beasts know 
no method of improving their own conditions other than to snatch food
away from their rivals, man is in a much more propitious position. Rea-
son taught him the advantages of social cooperation and its corollary, the
division of labor. Labor performed under the system of the division of
tasks is much more productive than the isolated efforts of self-sufficient
individuals. Every step forward to a higher degree of the division of la-
bor directly and immediately improves the material well-being of the
individuals and groups concerned. The advantages of social coopera-
tion are so manifest that nobody can ignore them. Their acknowledg-
ment is the motive that pushes man toward social behavior.

It is, therefore, a mistake to assume that an individual in adjusting his
conduct to the requirements of life within society and a nation in re-
nouncing war to avoid endangering the international division of labor,
sacrifice, for the sake of a heteronomous morality, their own selfish in-
terests for reasons not open to rational explanation. What pushes a man
toward social behavior and law abidance is his own rightly understood

selfishness. What speaks in favor of international peace is precisely the
consideration of a nation’s own rightly understood selfish interests. If a
man abstains from robbing a fellow man or if a nation abstains from ag-
gression against other nations, each forgoes a smaller immediate gain
in order to reap a bigger indirect profit. Society is for every individual
the foremost means for the attainment of all ends sought.

It is furthermore erroneous to believe that individuals, in renounc-
ing the alleged blessings of a fabulous state of nature and entering into
society, have forgone some advantages and have a fair claim to be in-
demnified for what they have lost. The idea that anybody would have
fared better under an asocial state of mankind and is wronged by the
very existence of society is absurd. The natural condition of man is ex-
treme poverty and insecurity. It is romantic nonsense to lament the
passing of the happy days of primitive barbarity.

It is no less vain to deplore the inequality in the distribution of in-
come and wealth. The notion of “distribution” is itself preposterous.
There is in the framework of a market society no such thing as an ap-
portionment of shares out of a fund accumulated before. Goods are not
produced into a common chest from which they must be doled out to
various people. The mode of production is such that they already come
into existence as somebody’s property.
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It is a fallacy to assume that society is responsible for the fact that not
everybody enjoys the advantages that riches give to a small number of
people. The relative poverty of the poorer members of society is not the
corollary of the relative abundance of the richer members. Poverty is
precisely the condition of all in the state of nature. Society has not only
created wealth for those who possess it; it has also immensely improved
the material well-being of those who are considered poor when com-
pared with the richer.2 Those whose income is lower than the average
would prejudice their own rightly understood interests if they were to
overthrow a social system which makes them much more prosperous
than any other realizable organization of society.

The eulogists of the social institutions of ages gone by can easily be
dismissed. A return to the social conditions of the Middle Ages would
require both a drastic decrease in population and a tremendous lower-
ing of the standard of living for those surviving. Mankind is not free to
go back with impunity from a higher degree of the division of labor to
a lower degree.

It is different with the schemes drafted by the interventionists and the
socialists. These schools do not suggest an abandonment of the division
of labor. They pretend that the realization of their plans would increase
the productivity of labor to an unprecedented extent and, at the same
time, distribute income among the citizens in a way which they consider
fairer than the distribution of incomes within a market society. To in-
vestigate the soundness of such suggested reforms is one of the main
tasks of economics.

Now the economists are convinced that their careful scrutiny of the
socialist and interventionist utopias has proved in an irrefutable way
that all these schemes are impracticable and unfeasible and that every
attempt to realize them must result in social disintegration and in mis-
ery for all. The champions of the doctrines exploded were at a loss to find
any argument for the invalidation of the economists’ devastating criti-
cism of their plans.

Karl Marx and his disciples do not waste any words upon the hope-
less tasks of proving the soundness of socialist ideas and of refuting the
pertinent critique of these ideas by the economists. They declare taboo
all discussions and investigations concerning the economic and social
problems of a socialist society as “utopian” and utterly “unscientific.”
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Finally, Marx renders these and other arbitrary and fallacious statements
proof against any objections by establishing the principle of polylo-
gism.* The logic of those who do not blindly accept the Marxian dog-
mas is disparaged as a spurious logic of the bourgeoisie. This bourgeois
logic cannot produce truth, but only “ideologies” hatched merely for
the defense of the unfair claims of an exploiting class. Thus Marxians
appear to be relieved of the necessity of refuting by discursive reasoning
the theorem of the harmony of the rightly understood interests of all
members of a market society. They simply ridicule it as a piece of bour-
geois ideology.

Critics of Liberalism

The foes of Liberalism (i.e., classical liberalism) view the nineteenth-
century achievements of the natural sciences and especially Darwinism
from two different aspects. Liberalism, says one group of these adver-
saries, is an outcome of the doctrine of natural law. All men are created
equal and are by God or Nature endowed with certain inalienable and
imprescriptible natural rights; one of these fundamental natural rights
is the right to existence or even to affluence.

Now, observe these critics of Liberalism, it is an undeniable fact that
men are not born or created equal. There exist very remarkable differ-
ences in the innate physiological and mental equipment of various in-
dividuals and groups of individuals. The basic assumption of Liberal-
ism is thus exploded as contrary to fact. Furthermore, these critics reject
the idea of natural rights. They go on to say, it is a fact that nature does
not grant any rights to any living being, much less a right to existence
or to a life in affluence. In limiting the means of subsistence nature
condemns to death by starvation many of those who are born. In nature
there is only a merciless struggle for survival. Nature does not accord to
man more rights than to an amoeba. The whole doctrine of natural law
and all conclusions drawn from it are illusory.

The second group of anti-Liberals maintains that no social philoso-
phy can avoid acknowledging the fact that there exist among men ir-
reconcilable conflicts of interests. Scholars differ, they say, only with 
regard to the determination of the roots of these conflicts. The racists
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see the conflicts among various races, the nationalists among various
nations, the Marxians among various social classes. But all agree that
conflict and not peace is the normal pattern of interhuman relations.
Liberalism, they say, is inconsistent in its assertions. On the one hand,
it establishes that ruthless competition is a fundamental principle of
the social order and may therefore be called a forerunner of the Dar-
winian doctrine of the struggle for existence. But, on the other hand, it
indulges in illusions concerning a fabulous harmony of the rightly un-
derstood interests of all men, classes, nations, and races.

All these anti-Liberals are mistaken because they are not familiar with
the Liberal doctrine they want to refute. They do not realize that in the
political movement of the eighteenth and early nineteenth centuries
two quite different strains of thought were merged: the doctrine of in-
alienable natural rights, on the one hand, and the Utilitarian philosophy
of the economists and of the champions of parliamentary government,
on the other hand.

The doctrine of natural rights can be traced back to ancient and me-
dieval philosophy. It was easy to coin this natural rights doctrine into
popular catchwords which appealed to the masses. It supplied the rev-
olutionaries with fanatical fervor. But its illusiveness again and again
frustrated the initial success of the reforms inaugurated, and resulted in
terrorism and tyranny.

Utilitarian Liberalism

The Utilitarian doctrine also can be traced back to an almost forgotten
and generally loathed school of ancient philosophy, Epicureanism. But
the teachings of classical political economy radically altered its applica-
tion to the problems of social utility. The essence of the teachings of Util-
itarian Liberalism is that the market system based on private property is
the only workable pattern of social organization. Its operation results in
a steady improvement of the material well-being of all individuals and
groups of individuals. What is needed is a system of government that
safeguards the undisturbed working of this beneficial mode of produc-
tion. As violent conflicts disintegrate the division of labor, a system of
government is required which prevents as far as possible both civil war
and foreign war, namely, representative democracy. If all citizens, no
matter how different they may be in their bodily and mental abilities,
are equal under the law and are in a position to determine by majority
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vote who shall rule and according to what principles, there is no longer
any cause left for revolution and civil war. Within a world of private prop-
erty a democratic nation cannot derive any advantage from conquest,
war no longer pays, and peace becomes durable. Thus reason and the
consideration of each individual’s and each nation’s rightly understood
selfish interests recommend Liberalism. The economic democracy of
the consumers and its corollary, the political democracy of the voters,
will bring about prosperity for all and durable peace.

In this cool reasoning there is no reference to the ideas of natural law
and innate rights. The Utilitarians were vehemently hostile to them.
The Utilitarian philosopher, Jeremy Bentham (1748–1832) opposed to
the “terrorist language” of the champions of natural rights “the language
of reason and plain sense.” He shouted: “Natural rights is simple non-
sense: natural and imprescriptible rights, rhetorical nonsense.” 3 Both
the nineteenth-century school of Historicism and the sect of Social Dar-
winism boast that they have demolished Liberalism by exploding the il-
lusiveness of the ideas of natural law and of the origination of govern-
ments from a contract. However, Utilitarian Liberalism had nothing to
do with these natural rights fictions. The Utilitarians themselves must be
credited with the merit of having once and for all refuted them.

It is furthermore a grotesque mistake to consider competition among
individuals in a market society as tantamount to the extermination of ad-
versaries in wars and revolutions. Under capitalism, competition is the
peaceful method to assign to every individual that place in society in
which he renders the most valuable services to his fellow men. It is not
a variety of struggle, but a mode of selecting the individual best fit for
every assignment. One speaks of the “morality” of firms and of the “con-
quest” of markets. But the “death” of a firm is not a death; it is the elimi-
nation of an individual lacking entrepreneurial abilities from a position
for which he is unfit and his transfer to a place which better fits his qual-
ities. Neither is the “conquest” of a market a conquest; a newcomer of-
fering better and cheaper commodities supplants a less efficient rival.

The short-run interests of the competitors are antagonistic. But the
long-run—i.e., the rightly understood—interests are not. All people
would be worse off under a social system that discriminates against more
efficient competitors and thus grants privileges to the inefficient.
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The general aversion to any occupation with problems raised by the
classical economists is best demonstrated by the oblivion into which 
Ricardo’s law of association has fallen.

The economists deal with this law as the law of comparative costs only
as far as it concerns problems of international trade. In fact the law is
much more universal. It proves that cooperation under the division of
labor always results in the mutual benefit of all individuals participat-
ing, even if one partner or group of partners is in every regard superior
and more efficient than the other partner or group of partners. Ricardo’s
law is the fundamental law of human cooperation, the formation of so-
ciety, and the inherent tendency of history toward a progressive inten-
sification of the division of labor.

The law of association is extremely unpopular. It is assailed by all
those anxious to be safeguarded against more efficient competitors.
However, it provides, of course, the most powerful argument that can
be advanced against discrimination and privilege.

The Montaigne Fallacy

The Leitmotiv of social philosophy up to the emergence of economics
was: The profit of one man is the damage of another; no man profits but
by the loss of others.4 This is not a philosophy of social cooperation, but
of dissociation and social disintegration. For the sake of expediency, we
call this doctrine after its proponent, essayist Michel Eyquem de Mon-
taigne (1533–92). In the light of this Montaigne fallacy, human inter-
course cannot consist in anything but the spoliation of the weaker by the
stronger.

There were, of course, philosophers who spoke of an exchange in
which neither party profits or loses because the objects given away and
received are of equal value. This Aristotelian idea was the core both of
the Scholastic doctrine of the just price and of the tenets of Marxism. But
what is the sense of exchanging things if both parties assign to the thing
received the same value they assign to the thing given away? Why do
they bother about exchanging if they do not improve thereby their own
condition—i.e., if they do not derive any profit from the transaction?
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Contemporary foreign-trade policies provide a striking example of
the logical consequences of the Montaigne fallacy. It is easy to explain
why this fallacy when applied to the problems of merchant-consumer
relations results in the belief that only selling is profitable while buying
is tantamount to a loss. The businessman’s profit becomes manifest in
the entries of the books recording his transactions, while the consumer
does not keep such books and records. In the field of international trade
the Montaigne fallacy consequently leads to the statement that only ex-
porting is profitable while importing is disastrous. Only a few people
realize that restricting imports must concomitantly restrict exports and
that protectionism, when carried out to its ultimate consequences,
must bring about autarky [self-sufficiency]. People criticize only the pro-
tectionism of other nations and are slow in discovering the flaw in their
own country’s protectionist policy.

In the light of the Montaigne fallacy the mere fact that a nation im-
ports merchandise is the proof that it is exploited by foreigners. It is
hardly possible to exaggerate the role played by this idea in the domes-
tic propaganda of the German Nazis, the Italian Fascists, and the na-
tionalists in all other countries.

With regard to the employer-employee nexus it is not the employee-
seller but the employer-buyer of labor whom the Montaigne fallacy
brands as profiteer and exploiter. Here again the reason is that the profit
of the employer appears in the books of the firm while the employees
do not keep such books.

There are, of course, special conditions, as during an inflation or de-
flation, when the source of the buyer’s or the seller’s profit is the other
party’s loss. The main feature of an inflation or deflation is that the prices
of various goods and services change neither at the same time nor to
the same extent. But this is a special instance which unfortunately is
not taken into consideration by those fanatically advocating an easy-
money policy, credit expansion, and other similar inflationary measures
as a patent medicine.

It is not correct to say that the doctor’s profit is derived from the pa-
tient’s disaster. The ailing man’s misfortune is his illness. The doctor’s
profit stems from his relieving the patient’s suffering. The source of the
baker’s profit is not the hunger of the buyers of bread, but his providing
a merchandise which can remove hunger.

The source of the businessman’s profits is always his successful fore-
sight in providing for future needs. If the entrepreneur has correctly
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forecast the future needs, he earns a profit. If he has failed in this task,
he suffers losses.

In a hypothetical world without economic improvement, the profits
made by one group of entrepreneurs would be equal to the losses suf-
fered by the other group. In such a world no part of the national income
would go into profits. Our actual world is, however, a world in which
there is improvement. Its most characteristic feature is its inherent ten-
dency toward the production of more, better, and cheaper goods. As long
as this tendency prevails, there is, in the whole of society, an excess of
profits over losses.

The error of the Montaigne fallacy is that it looks at events as if they
were isolated acts of God and does not judge them from the point of view
of the working of the whole social system of production. It sees only
the remedy which the pharmacist sells to a man who suffers from kidney
trouble. It does not see that decades before the patient concerned was
afflicted with his malady, a whole branch of business was eager to pre-
pare an appropriate remedy and to furnish all pharmacists with it in or-
der to supply without delay those who might one day need it. It does not
see the entrepreneurs who established in some far remote corner of the
earth plantations for the growing of one of the raw materials required for
the production of this drug. Nor does it see the other entrepreneurs who
built railroads and ships for the transportation of this raw material to the
place in which the patient lives.

Social Cooperation

The economists do not fail to realize that in the short run there is a
conflict of interests between buyer and seller. What they say is that these
short-run conflicts are superseded by the harmony of the long-run in-
terests, i.e., the rightly understood interests.

The only relevant question is whether any other system of the social
organization of human cooperation could possibly succeed better in
the satisfaction of human needs and wants.

The answer to this question can be provided only by economics. In
the debates concerning society’s social and economic organization, only
people fully conversant with the most difficult and intricate problems
of economics are in a position to form an independent opinion. To es-
tablish this fact does not mean to indulge in the habit of scientific spe-
cialists who overrate the importance of their own branch of knowledge
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and want to assign to themselves, as the representatives of this specialty,
a controlling position in the conduct of all human affairs. Neither does
it mean an acceptance of the Marxian materialist conception of history.

It is not the economists but the immense majority of our contempo-
raries who consider economic matters the most important thing. All po-
litical parties regard material interests as the primary problem; their pro-
grams promise their followers higher incomes and a higher standard of
living. All political conflicts refer to antagonisms concerning economic
issues. Present-day parties are fighting for prices, interest rates, and wage
rates. Present-day wars are fought for raw materials and markets. The
churches of all denominations are today speaking more about these
problems than about questions of creed and Christian doctrine.

But while everybody’s main concern is economic problems, nobody
thinks it necessary to pay any attention to serious economic studies.
The Montaigne fallacy is the universal substitute for economic knowl-
edge. The logical outcome of this state of affairs is the popular convic-
tion that the best method to further one’s own interests is to inflict as
much damage as possible on other people. Hence, domestic conflicts
and foreign wars.

Blinded by the Montaigne fallacy, people are completely at a loss to
see in the problems of social organization anything but the struggle for
greater portions of a cake whose magnitude does not depend on the
mode of social organization. Nobody seems to doubt that to prevent
some people from acquiring riches is a policy extremely beneficial for
the rest of society. Everybody is sincerely convinced that technological
progress is an act of God not conditioned by the methods of social or-
ganization. Enjoying all the new products which free enterprise pro-
vides, they are tormented by one thought only: that some people have
become rich in creating these new things.

A Consumers’ Democracy

It is a faulty way of dealing with the subject to look at it as if it were a mat-
ter of ethics. People ask: “Why should the entrepreneur not be satisfied
to sell his product at a price that does not allow for any profit at all or, at
best, yields him not more than the average income of an employee?”

The social function of business profits and losses is to place the mate-
rial factors of production in the hands of those men who are best fitted
to use them in the most efficient way for the satisfaction of the wants of
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the consumers. The market of a capitalist society is a consumers’ de-
mocracy. The consumers decide by their buying and their abstention
from buying who should own the material factors of production. In a
perfect market society, i.e., in a social system where there is no govern-
ment tampering with commodity prices, wage rates, interest rates, and
profits, the only method of acquiring and keeping wealth is to satisfy the
needs of the consumers in the best and cheapest way. Business profits
shift the means of production to those who have succeeded in these en-
deavors, and business losses take them away from those who have not.
Profits and losses are instrumental in making the consumers sovereign
and in forcing the entrepreneurs to adjust production to their wishes.
In the absence of profits and consequently of losses, the entrepreneurs
would lack any orientation concerning the desires of the consumers.
There would be stagnation, not because the entrepreneurs are selfish,
but because they would not know whether projected changes would suit
the public.

The incessant tendency toward technological progress, which is in-
herent in the capitalist system, is the outcome of the fact that profits en-
large the sphere of action of the efficient entrepreneur and that losses re-
strict the influence of the inefficient. The confiscation of business profits
does not benefit the masses. It prevents the efficient entrepreneur from
expanding his efforts to supply the consumers in a better and cheaper
way, and it shelters the less efficient against the competition of more
efficient newcomers. It substitutes rigidity and immutability for progress
and continuous improvement.

The inequality of wealth and income has a definite social function
within a free-market society; it is the dynamic element safeguarding a
permanent progress toward a better supply for the consumers. But
when government interference curtails profits, this function ceases.
Then the inequalities of wealth and income become privileges of those
who have inherited wealth from preceding generations and are no
longer useful to the whole of society and to each of its members.

The question is not whether it is just or not that a man who has suc-
ceeded in supplying his fellow men in the cheapest and best way should
become rich. The question is not whether this man merits his affluence
from any metaphysical point of view. The question is only whether any
system other than that making the successful servant of the consumer’s
wishes rich could be more conducive to the constant progressive im-
provement of the masses’ standard of living.
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It is true that some of those rich today are the heirs of men who did not
acquire their wealth by serving the consumers but by robbing people.
Many aristocratic families of Europe are the descendants of expropria-
tors or of men whom the expropriators presented with gifts out of their
booty. However, in a free-market society these people too can preserve
their wealth only by serving the consumers. If they succeed in this en-
deavor, they legitimize their wealth through the vote of the consumers.
What is needed is only to deny them privileges which could protect
them against the competition of other citizens more efficient in serv-
ing the consumers.

One of the poorest tricks of the champions of government omnipo-
tence and of totalitarian methods of economic management is to stig-
matize all their opponents as defenders of the vested interests of those
who happen to be rich today. In fact, the advocates of the free-enterprise
system are the most radical foes of any kind of protection of vested in-
terests. The defenders of the vested interests are precisely those asking
for tariffs, “parity” prices, price stabilization, and similar measures.

Economic liberalism does not fight for the interests of those who are
rich today. On the contrary, what economic liberalism wants is a free
hand left to everybody who has the ingenuity to supplant today’s rich by
providing consumers with better and cheaper products. Its main con-
cern is to remove all obstacles to a future improvement of mankind’s
material well-being, or, in other words, to attain freedom from want.

It is therefore irrelevant to argue against those who recommend the
free-enterprise system as the most appropriate method of removing
want and raising the general standard of living by saying that the capi-
talists and entrepreneurs are themselves not blameless. Of course, cap-
italists and entrepreneurs are sinners too. But the economists do not ad-
vocate a market economy for the sake of these people. They do not
intend to reward an alleged virtue on the part of the businessmen by al-
locating to them larger portions of wealth and income. They simply es-
tablish the fact that the free-enterprise system is better fitted to promote
the well-being of the masses than any other social order.

The Conclusions of Economic Analysis

The logical deficiencies in the popular treatment of economic matters
are really amazing. The most characteristic feature of the economic
policies in the years between the two world wars was restriction of out-
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put of basic raw materials and foodstuffs. There were international
agreements concerning the restriction of the production of rubber, tin,
sugar, cocoa, coffee, and many other necessities. Domestic policies
aimed at the same end. We cannot help recording the astonishing fact
that the governments, statesmen, and politicians responsible for these
restrictions could publicly boast that they are intent upon substituting
an economy of plenty and abundance for what they disparaged as an
economy of scarcity.

What is needed most seems to be a return to common sense and log-
ical consistency.

It is not the aim of the foregoing casual observations to suggest any
comprehensive answers to the most fervently discussed questions of our
age. Their only aim is to make the conscientious reader realize that at
the bottom of all these issues there are very intricate problems, which
require a thorough and searching scrutiny.

In the field of economic studies no specialization is feasible. In the
same way in which it is impossible for a mathematician to specialize in
triangles and to neglect the study of circles, it is impossible to be an ex-
pert on wage rates without at the same time mastering the problems of
profits and interest, commodity prices, and currency and banking. All
the elements of the economic system are closely interconnected and
influence one another. There are only economists and laymen. There
are no such things as labor economists or farm economists.

Nobody is in a position to acquire an intuitive knowledge of eco-
nomics from the mere opportunity provided by his vocation. Neither
businessmen nor statesmen may pose as economic experts if they have
not acquired special information by troublesome effort.

Economics is called inhuman because it shows what the inextricable
consequences are of protecting less-efficient producers against the more
efficient and of preserving by various means outstripped modes of pro-
duction. However, the economists do not say: Thou shalt wear rayon
and nylon stockings and thus hurt the cotton growers. It is the con-
sumers who prefer rayon and nylon goods and thus restrict their de-
mand for cotton.* Neither do the economists say: Thou shalt not sub-
sidize submarginal cotton growers, i.e., those for whom producing does
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not pay at the lower market price of cotton. The economists merely
point out on whom the burden of such subsidies falls and what the so-
cial consequences of generally espousing the policy of such subsidies
must be. They dispel the fallacious belief that these subsidies could be
granted by the State without any burden to the citizens and without
lowering the productivity of labor and the general standard of living. If
to say this is inhuman, then so is every expression of truth. If to say this
is inhuman, then the physicians who exploded the myth of the healing
power of mandrake were inhuman, too, because they hurt the people
employed in gathering mandrake.

The main achievement of economics is that it has provided a theory
of peaceful human cooperation. This is why the harbingers of violent
conflict have branded it as a “dismal science” and why this age of wars,
civil wars, and destruction has no use for it.
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47

Economic Freedom in the 
Present-Day World

The program of liberalism (in the original sense of the term as it was
understood in nineteenth-century Europe and not in present-day
America where it is sometimes a synonym for radical interventionism,
or more often for socialism and communism) was based upon cog-
nizance that within the market economy, i.e., within the social system
of private ownership of the means of production and the division of la-
bor, harmony prevails among the rightly understood or long-term in-
terests of all individuals and groups of individuals.

The Only Fact that Matters

Earlier ages had labored under the misapprehension that no man or
group of men can profit but by the loss of others. In entirely demolish-
ing this fallacy, eighteenth-century social philosophy and economics
paved the way for the unprecedented achievements of modern Western
civilization.

The decline of liberalism in its original sense consists precisely in
the fact that the policy of all nations is again guided by the idea that
there prevails an irreconcilable conflict between the interests of various
classes in the Marxian sense, and of the various nations and races. The
decline of liberalism is not one of a series of equally important events
that can be lifted out of the context of the history of recent generations

Response to a 1957 questionnaire from French economist Jacques Rueff. Rueff was seeking to re-
vive the Centre Paul Hymans, which, on account of World War II, had not met since its interna-
tional conference in Paris in 1938. This article appeared in the January 17, 1958, issue of U.S.A.

magazine.
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and treated separately. It is the essence of this history, the only fact that
matters. All that has happened during these decades was the consistent
application of the philosophy of irreconcilable conflict.

Big Business, Great Service

In the market economy the consumers, by their buying or abstention
from buying, ultimately determine what is to be produced, of what
quality, and in what quantity. They are continuously shifting control of
the material factors of production into the hands of those entrepre-
neurs, capitalists, and landowners who have succeeded in supplying
them in the best possible and cheapest way with all they are asking for.

The characteristic principle of capitalism is mass production for the
satisfaction of the wants of the masses. Industry serves, first of all the con-
sumers, the much-talked-about common man. All the major branches
of industry, all enterprises, which ignorance and envy belabor as “big
business,” produce for the many. Plants turning out what are considered
luxury goods for the few never exceed small or medium size. Capitalism
multiplies population figures and provides a standard of living for the av-
erage man which even the well-to-do of earlier ages would have deemed
fabulous.

Economics shows that no other thinkable system of society’s eco-
nomic organization could attain the degree of productivity which cap-
italism attains. It has entirely refuted all the arguments advanced in fa-
vor of socialism and interventionism.

There are, of course, people who do not want to acquiesce in the ver-
dict of economic theory. They reject economic thinking as an allegedly
spurious waste of time and declare that they trust only the teachings of
experience. If, for the sake of argument, we admit their claims, we may
ask: “Where is the experience that bears witness to the merits of social-
ism and the evils of capitalism?”

If historical experience could teach anything, it would be that no na-
tion has ever reached or preserved prosperity and civilization without
the institution of private property. Recent experience of the United
States, Great Britain, Germany, and other countries has again shown
that the repeal of any of the interventionist measures—the abandon-
ment of inflationary policies, and even the limited reestablishment of
the supremacy of the market—has immediately improved the general
economic situation.
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Blessings of Capitalism

Again there are people who contend that to look upon the problems of
social organization merely with a concern for an ample supply of various
goods and services is the disclosure of a vicious mentality. They reject
this “mean materialism” on moral grounds and want to deal with the is-
sues involved from what they call a higher and loftier point of view. Such
ideas certainly agree with the worldview of a Buddhist monk. In his eyes
a life in dirt and penury has a positive value, and earthly possessions are
dangerous because they could divert a man from the right path.

It is different with the theological and philosophical moralists of the
West. These men find fault with capitalism because there are still people
whom the blessings of capitalism have not yet benefited and who are,
therefore, in an unsatisfactory condition. They wish that the quantity of
goods made available to these poor could be increased. They know that
this could be effected only by intensifying production, that is, by inten-
sifying capitalism. But, lightheartedly and unthinkingly endorsing all
the socialist fallacies, they recommend methods that would decrease the
total amount of goods available for sustenance and thereby impair the
standard of living.

The anti-capitalistic attitudes of a great many contemporary religious
leaders and teachers of a secular morality are dictated by resentment and
ignorance. The achievements of capitalism—e.g., the drop in infant
mortality, the successful fight against plagues and famines, the general
improvement of the standard of living—are to be highly valued also
from the point of view of the teachings of any religious creed and of any
system of ethical doctrines. No religious or ethical tenet can justify a pol-
icy that aims at the substitution of a social system under which output per
unit of input is lower for a system in which it is higher.

Mistaken “Moderates”

The dismal conditions that the Bolshevik “experiment” has brought
about and the lamentable failure of all ventures of partial socialization
and nationalization have to some extent damped the fanatical bigotry
with which several generations of zealots were fighting for Georges
Sorel’s ideal, the destruction of all that exists.

The design of a “social revolution” which at one blow would trans-
form the earth into the land of Cockaigne has lost a good deal of its
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attraction. It was a tremendous shock for the parlor Communists, the so-
cialist professors and bureaucrats, and the union bosses when they dis-
covered that the revolutionary Moloch devours not only the capitalists,
“sycophants of the bourgeoisie,” and kulaks, but also people of their
own kind. They stopped talking about the necessity of “finishing the
unfinished revolution” and turned to a program for bringing about
socialism step-by-step in a series of interventionist measures. They re-
turned to the plan that Marx and Engels had outlined in the Communist

Manifesto, but virtually had dropped in the later development of their
doctrine because it was incompatible with the essential dogmas of di-
alectic materialism and the Marxian scheme of a philosophy of history.

The few lines in which the Communist Manifesto explains and justi-
fies its ten-point program for the gradual realization of socialism are the
best Marx and Engels ever wrote about economic issues; they are in
fact the only acceptable observations contributed by Marx and Engels
to economics. They call the measures they suggest “despotic inroads
on the rights of property and on the conditions of bourgeois produc-
tion” and declare that these measures “appear economically insuf-
ficient and untenable,” and that “in the course of the movement they
outstrip themselves and are unavoidable as a means of entirely revolu-
tionizing the mode of production.”

Later, forty years after the first publication of the German text of the
Manifesto, five years after the death of Marx, when an “authorized En-
glish translation” of the Manifesto, “edited and annotated by Frederick
Engels,” was published, Engels provided an addition to the text in or-
der to explain what the rather puzzling words “outstrip themselves”
(über sich selbst hinaustreiben) meant. He inserted between the words
“outstrip themselves” and “and are unavoidable” the words “necessitate
further inroads upon the old social order.” In these eight words Engels
condensed the teachings of classical economics concerning the effects
of interference with the market and to some extent even anticipated the
modern economists’ theory of interventionism.

This theory of interventionism deals with the effects of coercion and
compulsion on the part of the government or agencies, like the labor
unions to whom the government has virtually granted the privilege of
resorting to violence. Such coercion and compulsion force entrepre-
neurs and capitalists to employ some of the factors of production dif-
ferently from what they would have if they were obeying only the dic-
tates of the consumers as conveyed to them by the state of the market.
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This theory points out that the effects of such an interference are—
from the very point of view of the government and the advocates and
supporters of the measure concerned—more undesirable than the 
previous state of affairs that it was designed to alter. If the government 
is prepared neither to repeal its intervention nor to acquiesce in the 
unsatisfactory state of affairs that it has generated, then it is forced to
add to its first intervention a second one, and as the result is, again from
the government’s point of view, more unsatisfactory than the previous
state, a third one, and so forth until its authoritarian decrees regiment
every aspect of human activities and thereby establish the social sys-
tem that is known under the terms socialism, communism, planning,
totalitarianism.

When people who aim at the substitution of socialism for the mar-
ket economy advocate interventionist measures, they are consistent
from the point of view of their aims. But those people are badly mis-
taken who consider interventionism as a third solution of the problem
of society’s economic organization, a system which, as they say, is as far
from socialism as from capitalism, while combining what is “good” in
each of these two systems and avoiding what is “bad” in them.

Interventionism cannot be considered a lasting system of society’s
economic organization. It is a method of realizing socialism by in-
stallment. Production can be directed either by the wishes of the 
consumers—as shown in their buying or desisting from buying—or by
the state, the social apparatus of coercion and compulsion. A concrete
factor of production—for instance a specific piece of steel—can either
be used according to the orders of the consumers or according to the
orders of the police. There is nothing in between.

What optimists view as a revival of true liberalism is merely the slow-
ing down of the march toward socialism that the spectacular failure of
all socialist adventures has begotten. If the New Deal had not failed to
do away with mass unemployment in the 1930s, and if the Tennessee
Valley Authority had not been an extremely costly fiasco, if the nation-
alization of British coal mining and steel making had made any sense,
if German Nazism and Italian Fascism had not ruined everything that
could be ruined, if the state-operated post offices, telegraphs and tele-
phones, railroads, and other services had not, through their deficits,
jeopardized many nations’ budgetary equilibrium, the self-styled “pro-
gressives” would still pursue their policies with the same vigor with
which their forerunners proceeded some years ago.
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It is a mistake to look upon these “moderates” as if they were liberals
in the classical sense of the term. The American Eisenhower Republi-
cans and the British Conservatives are not advocates of the market
economy and of economic freedom. What distinguishes them from the
New Deal Democrats and from the Labour Party is not principles, but
the degree of their reformist ardor and the pace of their march toward
statism. They are always retreating, putting up today with measures
which they vehemently opposed some time ago. In a few years they will
very likely adopt measures which make them shudder today.

The German Ordo-Liberalism is different only in details from the
Sozialpolitik of the Schmoller and Wagner school.* After the episodes
of Weimar radicalism and Nazi socialism, it is a return in principle to
the Wohlfahrtstaat of Bismarck and Posadovsky.†

All these movements are, of course, moderate when compared with
the thoroughness of the dictators. But there is no substantial difference
between more or less moderate interventionism. All interventionist
measures, as Engels pertinently observed, “necessitate further inroads
upon the old social order” and thereby finally lead to full socialism.

The Need for Sound Money

Interventionism believes that lowering the rate of interest below the
height it would attain in an unhampered market is very beneficial, and
considers credit expansion as the right means for the attainment of this
end. But the boom artificially created by credit expansion cannot last.
It must end in a general depression of trade, an economic crisis.

From this explanation of the trade cycle, the so-called monetary or
circulation credit theory, one must infer that there is only one means
to avoid the return of periods of economic depression, viz., to abstain
from any attempts to produce by credit expansion a passing artificial
boom. But the interventionists are not prepared to renounce their cher-
ished policy of making people happy for a short time by an illusory
prosperity. Fully aware of the fact that it is impossible to refute and to
discredit the monetary theory of the trade cycle, they pass over it in si-
lence, or distort it and sneeringly deride it.
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In place of this banished doctrine, officialdom and the universities
propagate a doctrine which, like that of Karl Marx, interprets the peri-
odical return of industrial crises as a necessary outgrowth of capitalism.
The crises, declares the Communist Manifesto, disclose the inability of
the capitalistic mode of production, of private property and free enter-
prise, to manage productive forces. Economic crises are an inherent
feature of the bourgeois system, and will return at ever shorter intervals,
each time more threateningly, as long as socialist all-around planning
has not been substituted for the capitalistic “anarchy of production.”

Socialists and interventionists agree that the crises are necessary out-
comes of the very operation of the market economy. They disagree with
regard to the methods to be resorted to for the prevention of future pe-
riods of economic depression.

The orthodox Marxians declare that there is but one means available
for this purpose, the unconditional and total adoption of the Soviet
type of socialist management.

The interventionists, however, ascribe to the government the power
to prevent or, at least, to mitigate considerably the harshness and dura-
tion of the slump by measures which they call “anti-cyclical.” Under this
high-sounding name they recommend, for the emergency in which gov-
ernment revenue is shrinking on account of the depression, tax abate-
ment, on the one hand, and, on the other hand, a huge increase in gov-
ernment spending through gigantic public works and an increase in
unemployment compensation. Though the crisis is the inevitable out-
come of the creation of additional quantities of money and money sub-
stitutes, the interventionists want to cure it by still further inflation. They
blithely neglect to take cognizance of the teachings of both theory and
history concerning the final outcome of a protracted inflationary policy.

Inflation is also the only solution interventionism suggests for the
problem of mass unemployment. Here again the fateful concatenation
of all attempts at tampering with the market wreaks havoc. First, the gov-
ernment or the labor unions decree and enforce minimum wage rates
that are higher than the potential market rates. Then, as this inevitably
results in prolonging mass unemployment indefinitely, the government
proceeds to inflation. The inflation results in higher commodity prices
and a higher cost of living which cause the government and the unions
to interfere in order to raise wage rates anew above the potential market
rate. And so on.
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A liberal (in its original sense) movement must never forget that sound
money is one of the fundamental principles of liberalism, old or new.

Fables Can Cause War

The legal foundations of Western civilization and prosperity were pro-
vided by the institution of private property. What separates East and
West is precisely the fact that the Orient did not develop the ideologi-
cal, legal, and political framework within which property rights and
their efficacious protection against arbitrariness on the part of rulers
could thrive. Under these conditions no capital accumulation and no
large-scale investment could be effected and result in the development
of industrial plants and factories.

The natural conditions for production were in large parts of Asia
more favorable than in Europe north of the Alps. On the eve of the “In-
dustrial Revolution,” India and China were considered as richer than
even the most flourishing European countries. In technological skill
and in the talents required for success in scientific research, Asian stu-
dents of Western methods seem not to be inferior to the Europeans.
What was lacking and is still lacking in the East is the spirit of freedom,
which generated that great concept of the individual’s rights that no
one must infringe upon.

The vital principle of a liberal constitution is the independence of the
judiciary that protects the individual and his property against any viola-
tor, whether king or common robber. To the institutions which the
“progressives” try to ridicule with ironical sneers by dubbing them “the
divine rights of capital,” the “proletarians” of the West owe all that dis-
tinguishes their conditions from those of the indigent masses in Asia and
Africa.

The inhabitants of the “underdeveloped” countries hanker for the
material paraphernalia of Western capitalism and thereby implicitly
acknowledge the superiority of Western methods of economic man-
agement. But their governments, in this regard fully supported by the
“intellectuals,” are sabotaging any attempts to intensify production and
thereby to improve the average standard of living. What these countries
need, first of all, is more investment of more capital. Yet their policies
prevent both the accumulation of domestic capital and the importa-
tion of foreign capital.
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Conditions in England and other European countries were no less
grievous on the eve of the “Industrial Revolution” than they are today
in many Asian and African lands. But while England had to lift itself by
its own bootstraps, assembling the capital acquired and accumulating
technological experience in a time-consuming process, these latter
countries can freely use the technology of the West. And they got, and
could still get if they did not prevent it, substantial aid by the invest-
ment of foreign capital.

Confused by the Communist fables that depict foreign investment as
an outgrowth of predatory imperialism, Western “progressivism” labors
under a sense of guilt in dealing with the conditions of the East. Western
European and later also North American capitalists built most of the rail-
roads, canals, other transportation and communication facilities, and
public utilities in the “underdeveloped” countries, developed their nat-
ural resources, and constructed factories. A great part, perhaps the
greater part of the capital invested in this way in these “underdeveloped”
countries, has been expropriated under various pretexts. The amazing
thing is that these confiscatory measures were enthusiastically approved
by the “progressive” countrymen of the capitalist victims of such expro-
priation. Many governments not only did not protest against the expro-
priation of these investments, but virtually encouraged its perpetrators.

One of the main paradoxes of the modern world is this: The achieve-
ments of laissez-faire liberalism and the capitalistic market economy
have finally instilled in all Eastern peoples the conviction that what the
Western ideologies recommend and the Western policies practice is
the right thing to be done. But by the time the East got this confidence
in Western ways, the ideologies and policies of socialism and interven-
tionism had supplanted liberalism in Europe and America.

In adopting the doctrines that condemned all things labelled “bour-
geois” as the worst of all evils, the East meant to adopt the ideas that had
made for the West’s prosperity and civilization. From these allegedly
modern and progressive American and Western doctrines, the Eastern-
ers got the inspiration for the war cries they are using today in their fight
against the West. This applies also to Russian Communism which, from
the Russian point of view, is seen as Western ideology imported by disci-
ples of Hegel, Fourier, Marx, Sorel, and the Webbs, with the outspoken
intention of “westernizing” their backward nation.

Led by the Soviet power, the peoples of Asia and Africa are engaged
in what they believe is a struggle for their emancipation from the “yoke
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of capitalism.” From the point of view of the Western nations, their fa-
natical anti-Westernism is certainly a highly deplorable fact. But it also
hurts the vital interests of the Eastern peoples more seriously than those
of the West. And it may kindle a new, an atomic, world war.

Dissenters’ Role

The advocates of socialism (communism or planning) want to substi-
tute for private control public (government) control of the means of
production.

The advocates of interventionism declare that they do not want to
abolish the market economy entirely. They want, they say, only to im-
prove its functioning by various acts of government interference with
business.

These two doctrines are today taught at schools, expounded in books,
magazines, and newspapers, professed by political parties, and prac-
ticed by governments. There are socialist schools, books, periodicals,
parties, and governments, and there are interventionist schools, books,
periodicals, parties, and governments.

There are also a few dissenters who think that the market economy,
the laissez-faire system or capitalism, is the only system that makes for
prosperity and civilization, and that it alone can prevent the ruin of the
West and the relapse into chaos and barbarism. Some of these dis-
senters have published books and articles. But almost no politician or
bureaucrat takes notice of their ideas. Public opinion is not aware of the
fact that such doctrines exist. The political idiom of the United States
does not even have a word to signify them and their supporters. The
word “liberal” means in America today socialist or interventionist. . . .

The state of affairs we have to face is this: The interventionist poli-
cies adopted by all governments and supported by all parties this side
of the Iron Curtain will sooner or later bring about, to put it mildly,
very unsatisfactory conditions. Since public opinion mistakenly con-
siders these interventionist policies as procapitalistic policies, or as the
Communists and many allegedly anti-Communist authors say “as a 
last desperate effort to salvage capitalism,” people will argue, “Now
capitalism has failed; nothing is left to us except to try the Russian
methods.”

These people will not see that what failed was not capitalism, not the
system of the unhampered market economy, but interventionism. How
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could they realize this, when there are so many groups eager to repre-
sent a policy of interventionism as a policy for the preservation of eco-
nomic freedom and the market economy? . . .

Therefore nothing is more important today than to enlighten public
opinion about the basic differences between genuine liberalism, which
advocates the free market economy, and the various interventionist 
parties which are advocating government interference with prices,
wages, the rate of interest, profits and investment, confiscatory taxation,
tariffs and other protectionist measures, huge government spending,
and finally, inflation.

278 � economics and ideas

04-L3858-PO4  10/3/06  1:43 PM  Page 278



agriculture. See farms; land reform
American Economic Association, task

force on economics education, 192–96
anarchists, 194–95
anti-Americanism, 185– 86, 187
anti-capitalistic ideas, 49, 185– 86, 270
anti-cyclical policies, 274
Asia: economic policies, 276 –77; lack 

of capital accumulation, 38; legal sys-
tems, 275; preindustrial economies,
275; views of property, 38. See also

India
Athens, 214
Austrian theory of trade cycle, 61
autarky, 220, 261
authoritarianism, 172–74

Bach, G. L., 195
Bagehot, Walter, 134
balance of payments: within countries,

220; gold standard and, 98–99; mis-
taken interpretations, 218–19; trade
imbalances, 98–99; of United States,
227

balance of payments theory, 218, 226 –27
Bank of England, 244
banks, government borrowing from, 96,

106 –7, 115
Bentham, Jeremy, 259
big business: critics of, 240, 248; growth

due to satisfaction of consumers, 6 –7,
22, 145; mass production, 35–36, 145;
power, 6, 195; in retailing, 236; size of
firms, 238; standard of living improved
by, 6, 8, 51, 251–52. See also businesses

Bismarck, Otto von, 70, 175, 197, 241, 273
Böhm-Bawerk, Eugen, 31, 171; Capital

and Interest, 155–57
bonds: effects of inflation, 215–16. See

also government bonds
booms. See trade cycle
borrowing. See bonds; government debt
bourgeoisie, 138, 140, 144, 205
Britain: currency devaluation, 91; eco-

nomic policies, 160; Fabianism, 71,
160, 175; Industrial Revolution, 276;
Keynes’s influence in, 159; nationaliza-
tion policies, 244, 272; socialist poli-
cies, 244; taxes, 71

Brüning, Heinrich, 243
Buckle, Henry Thomas, 134
bureaucratic management, 248–51
business cycle. See trade cycle
Business Cycles and National Income

(Hansen), 166 – 67
businesses: animosity against, 234; bu-

reaucratic management, 250–51; car-
tels and monopolies, 210; efficiency,
234; failures, 259; goals, 235; regulation
of, 246 – 47; seen as powerful by Pro-
gressives, 210; small, 235–39. See also

big business; consumer supremacy;
entrepreneurs; profit

business management, compared to bu-
reaucratic management, 248–50

Cannan, Edwin, 26, 171, 197
capital: allocation to serve consumers, 5,

32; as factor of production, 30; as lia-
bility if not used, 32

index

05-L3858-IX  10/3/06  1:43 PM  Page 279



capital accumulation: benefits, 7– 8, 24;
by common people, 120–23; effects of
taxation, 51–52, 53, 64, 76; government
policies deterring, 31, 51–52, 190; mar-
ginal productivity of labor increases,
24, 31–32, 48, 81; need for in under-
developed countries, 7, 31, 38, 47– 48,
81– 82, 189–90, 275; production in-
creases, 24; standard of living improve-
ments, 34, 47, 76; in United States,
190–91; wages increased by, 24, 32, 34,
76, 81– 83, 88; by wealthy, 51. See also

savings
Capital and Interest (Böhm-Bawerk),

155–57
capitalism: advocates of, 277; benefits for

workers, 86 – 87; comparison to com-
munism, 192–94; competition in, 18,
259; conditions for, 190; critics of, 270;
depressions seen as inevitable in, 125,
193, 209, 274; differences from precap-
italistic societies, 21–24, 145; elites, 22,
26 –27, 28, 29–30; impoverishment of
masses predicted by Marxians, 36, 43,
146 – 47, 148, 168, 194, 209–10; mass
production, 22, 35–36, 86 – 87, 188,
239– 40, 269; Progressive view of, 209–
10; role of small business, 235–36; so-
cial benefits, 270; socialist descriptions
of, 16, 149; standard of living improve-
ments, 146, 149, 194, 234–35, 245. See

also big business; consumer suprem-
acy; market economies

cartels, 210
castes, 136 –37, 152, 240
“cheap money” policies. See inflationary

policies
China, preindustrial economy, 275. See

also Asia
Christian socialists, 10
circulation-credit theory. See monetary

theory of trade cycle
class conflict doctrine, 136, 137– 41, 143,

144, 258
class differences: in capitalist societies,

22, 87, 137; Marx’s ideology doctrine,

139– 40, 205– 6, 257; in precapitalistic
societies, 136 –37, 152, 240; socialist
views, 29

classical economics, 254–56
collective bargaining, 32–34, 77, 92–93.

See also wage rates
Committee for Economic Development,

task force on economics education,
192–96

commodities, output restrictions, 265– 66
common stock, 104, 121, 214
communism: comparison to capitalism,

192–94; in Europe, 204; fictitious dis-
tinction from socialism, 117–19. See

also socialism; Soviet Union
Communist International, 175
Communist Manifesto (Marx and En-

gels), 51–52, 67– 68, 118, 146, 175, 271,
274

competition: in capitalism, 18, 259; con-
sumer supremacy and, 18, 26 –27

compulsion and coercion. See govern-
ment compulsion and coercion

conflict of interest philosophies, 253–54,
257–58, 263, 268– 69

Constitution, U.S., 220
Constitution of Liberty, The (Hayek),

174–76
consumers: noneconomic behavior, 27;

patronage of big businesses, 236; work-
ers as, 6, 86, 145, 217

consumer supremacy: capital allocation
decided by, 5, 32; choices made, 28;
compared to political democracy, 22,
251–52, 259, 264; competition in mar-
ket and, 18, 26 –27; determination of
what is produced, 26, 53, 90; influence
on businesses, 4, 6 –7, 18, 21–22, 26 –
27, 235, 249–50; influence on land-
owners, 152; prices determined by, 80;
private property in service to, 5; profit
as measure of satisfaction, 27, 53, 86,
261– 62, 263– 65; relationship to in-
equality, 50, 53; undermined by redis-
tribution of wealth, 52–53; wage rates
determined by, 80– 81

280 � index

05-L3858-IX  10/3/06  1:43 PM  Page 280



cooperation: benefits of, 253–54, 255,
260; compared to authoritarianism,
172–74; compared to violence and
compulsion, 41– 43; freedom and, 
172–73; importance, 12; in market
economies, 13–14; types, 20; utilitar-
ian view of, 254–56. See also division
of labor

courts, 275
credit expansion: advocates of, 60, 126 –

27; public demand for, 38–39. See also

inflationary policies
creditors: common people as, 39– 40, 87,

102, 120–23, 153–54, 214; effects of in-
flation, 102, 120, 122–23, 214

currency. See foreign exchange rates;
gold standard; money

Darwinism, 257, 258
debt, government. See government debt
debtors: effects of inflation, 102, 104–5,

120, 214–15; government protection of,
153

deficit spending, 61, 96, 114, 167, 220–21,
225, 229. See also inflationary policies

democracy: association with market
economies, 5, 22, 44– 45, 118, 252, 259,
264; representative government, 5, 22,
258–59; semantic misunderstandings,
16

depressions: preventive policies, 124, 
167, 273, 274; Progressive explanations
of, 209; results of inflationary policies,
61, 64, 124–25, 126 –27, 165, 167, 193;
seen as inevitable in capitalism, 125,
193, 209, 274. See also trade cycle

deproletarianization, 122, 149
developing countries. See underdevel-

oped countries
division of labor: benefits for society 

and individual, 13, 25, 255, 260; im-
portance, 12; improvements in pro-
duction methods and, 13; in market
economies, 25–26; utilitarian view of,
254–56. See also cooperation

doctrines, relationship to policies, 59

“easy money” policies. See inflationary
policies

economic forecasting: failures, 129;
interest in, 126; lack of scientific va-
lidity, 128; qualitative, 127–28; self-
contradictions, 129; statistical meth-
ods, 128–29

economic planning. See planning
Economic Point of View, The (Kirzner),

170–71
economic science: current state of field,

178– 80; high school courses, 192–96;
history of, 170–71; interrelatedness of
phenomena, 64– 65, 266; problems
with quantitative methods, 127–28,
179– 80; public education, 181– 82;
seen as dismal science, 267; social
function, 59– 60, 262– 63, 267, 269

education: economic, 192–96, 203, 210–
11; Marxian, 199, 205– 6

Eisenhower administration, 93
Elliott, Thomas E., 85
employment. See full employment; un-

employment; wage rates
endowments, effects of inflation, 215–

16
Engels, Frederick, 138–39, 140, 172, 271;

Communist Manifesto, 51–52, 67– 68,
118, 146, 175, 271, 274

entrepreneurs: capital accumulation 
by, 24; economic role, 30–31; judg-
ment, 30–31; market forces and, 27,
259; role in capitalism, 22; role in
planned economies, 244– 45; seen as
exploiters, 29. See also businesses

equality: natural law doctrine, 254, 257;
as natural right, 16, 257, 258, 259; po-
litical, 258–59. See also inequality

ethics. See moral autonomy
Europe: deficit spending, 114; foreign 

aid from United States, 72, 74, 111; in-
equality, 265; inflation, 103, 112; na-
tionalized railroads, 72–73; small busi-
nesses, 238; taxes, 111; unemployment,
91; unification efforts, 168– 69. See

also Britain, Germany

index � 281

05-L3858-IX  10/3/06  1:43 PM  Page 281



exchange rates. See foreign exchange
rates

exports: effects of trade restrictions, 219;
relationship to imports, 219, 258; sub-
sidies, 99; of United States, 98–99.
See also balance of payments

expropriation. See nationalization

Fabianism, 71, 160, 175
factors of production, 30; human intel-

ligence as one of, 30–31; marginal
utility doctrine, 61, 80– 81; natural re-
sources, 30, 82; ownership of, 23, 152.
See also capital; labor

farmers: cotton growers, 266 – 67; effects
of inflation on debts, 104–5

farms: family, 237; as hedge against in-
flation, 103– 4; price supports, 252;
subsidies, 237, 266 – 67. See also land
reform

Feder, Gottfried, 153
Federal Reserve Bank, 38, 93
feudalism, 4–5, 152
fiat money. See inflationary policies
fiscal policies: deficit spending, 61, 96,

114, 167, 220–21, 229; spending in-
creases, 274. See also taxation

food prices, 252
forecasting. See economic forecasting
foreign aid: to Europe, 72, 74, 111; to un-

derdeveloped countries, 47, 99, 185–
86, 227

foreign exchange rates, 227–29; attacks
on, 228; balance of payments theory,
218, 226 –27; demand for foreign cur-
rency, 228–31; factors in changes, 209;
purchasing-power-parity theory, 227,
230; relationship to domestic inflation,
227, 228–29, 230–31; stable, 228

foreign investment: criticism of, 46 – 47,
82, 276; expropriation of, 47, 99, 276;
government policies deterring, 31, 190;
standard of living improved by, 46; in
underdeveloped countries, 47, 99, 276

freedom: abolished by planning, 18–19,

176; abolished by socialism, 9–11, 17,
67, 174; of conscience, 5, 9; Hayek on,
174; interest in, 200; limits on govern-
ment power, 17, 66; meaning of, 15–
16; moral autonomy, 3– 4; political, 5;
of press, 19; public support, 203; rela-
tionship of economic and personal,
9–11, 14–15, 17, 44– 45, 118; semantic
misunderstandings, 15–16; of speech,
5, 194; struggles for, 43; in Western
social philosophy, 15–16

free-enterprise systems. See market
economies

full employment, 88, 92–94, 97–98

Gaitskell, Hugh, 71
General Theory of Employment, Interest

and Money (Keynes), 79, 83, 92, 159,
160, 162

Germany: Hindenburg plan, 176, 243;
Hohenzollern dynasty, 61, 70–71; in-
flation, 96, 105, 197; inflationary poli-
cies, 61, 197; interwar period, 241– 43;
Monatsblätter für freiheitliche Wirt-

schaftspolitik, 197–98; nationalization
policies, 240, 241, 242; Ordo-Liberalism,
273; Sozialpolitik, 63, 70–71, 175, 273;
war socialism, 176, 243; Weimar Re-
public, 39, 96. See also Nazis

gold: ban on holding, 103, 221; hoarding,
99, 103; prices, 221, 223; quantity of,
223–24

gold standard: advantages, 100, 154, 184,
223–24, 227–28; conditions for return
to, 99; effects of abandonment, 99;
end of, 99, 223; in practice, 60; rela-
tionship to balance of payments, 98–
99; seen as obsolete, 95, 97

government bonds, 96, 106, 115, 121, 221
government compulsion and coercion:

effects of, 271–72; misuse of power, 67;
need for, 15, 24–25, 66, 254; purpose,
66; restrictions on, 17, 66; support of
market, 41– 42

government debt: bank borrowing, 96,

282 � index

05-L3858-IX  10/3/06  1:43 PM  Page 282



106 –7, 115. See also deficit spending;
government bonds

Greaves, Percy L., Jr., Understanding the

Dollar Crisis, 183– 84

Haberler, Gottfried, 165
Hansen, Alvin H., Business Cycles and

National Income, 166 – 67
Harrod, R. F., The Life of John Maynard

Keynes, 158–59, 160
Hayek, Friedrich von, 61, 173–74; The

Constitution of Liberty, 174–76; The

Road to Serfdom, 174
Hazlitt, Henry, 61, 163
high school economics, 192–96
Hitler, Adolf, 153, 176, 197, 243, 247
How Can Europe Survive? (Sennholz),

168– 69
Human Action, a Treatise on Economics

(Mises), 65
Hutt, W. H., Keynesianism—Retrospect

and Prospect, 163, 164

ideas, importance, 28, 131–32, 182, 199–
200, 203–11, 268–78

ideology doctrine (polylogism), 139– 40,
205– 6, 257

immigration restrictions, 88– 89
imports: relationship to exports, 219; re-

strictions, 218–19, 226, 258. See also

balance of payments
income distribution: efforts to make

more equitable, 29–30, 51–52. See also

inequality
incomes. See unearned income; wage

rates
India: capital investment, 87; policies de-

terring foreign investment, 31, 190; pre-
industrial economy, 275. See also Asia

Industrial Revolution, 145, 188, 276
inequality: benefits of, 51, 264; efforts to

reduce, 29–30, 54, 186 – 87, 256, 270;
explanations of, 254, 255–56; inherited
wealth, 265; innate, 12, 13, 21–22, 257;
in market economies, 50, 51, 53, 55;

reduced in capitalist economies, 239–
40; seen as evil, 54, 186 – 87, 210. See

also class differences
inflation: benefits seen, 95–96; defini-

tion, 101, 115, 212, 229; differential im-
pact, 102–3, 213–14, 261; effects on
creditors, 102, 120, 122–23, 214; effects
on debtors, 102, 104–5, 120, 214–15; ef-
fects on endowments, 215–16; effects
on real wages, 83– 84; ending, 105–7;
hedging against, 103– 4; historical, 60;
moral and political effects, 105; price
rises as result of, 108–9, 119; public
awareness of rising prices, 79, 84, 96,
112–13; public opinion of, 38–39; pur-
chasing power decreased by, 84, 102,
113, 120, 122, 213, 230; relationship to
exchange rates, 227, 228–29, 230–31;
relationship to market interest rates,
232–33; social implications, 101–3, 
105; time lags, 103, 104; use of term to
mean price increases, 39, 109–10, 115–
16, 207– 8, 229

inflationary policies: as alternative to
taxation, 106, 112, 113, 114; credit ex-
pansion, 38–39, 60, 126 –27; creeping
inflation, 122; critics of, 93, 94; deficit
spending, 61, 96, 114, 167, 220–21, 225,
229; depressions resulting from, 61, 64,
124–25, 126 –27, 165, 167, 193; effects
on exchange rates, 229, 230–31; favored
by communists, 122–23, 125; Keynesian
approach to unemployment, 78–79,
83– 84, 91–92, 97–98, 180– 81; lack of
public understanding of dangers, 38–
39; negative effects, 61, 212–13, 231,
232, 274; supporters, 93, 96, 207– 8;
use of, 119–20, 124, 126 –27, 225, 274.
See also interest rate manipulation;
interventionism

inheritances, 51–52, 265
innovation, 35–36, 240. See also

technology
insurance, 122, 153
interest, 61

index � 283

05-L3858-IX  10/3/06  1:43 PM  Page 283



interest income, seen as unearned in-
come, 30, 33

interest rate manipulation: effects on ex-
change rates, 229, 230–31; by Federal
Reserve, 38, 93; policies to lower, 61–
62, 64, 93, 126 –27, 225, 229, 273; Pro-
gressive views of, 209. See also infla-
tionary policies

interest rates: market, 232–33; relation-
ship to inflation expectations, 232–33

International Monetary Fund, 92, 94
international monetary system, obstacles

to establishment, 231–32
interventionism: advocates of, 68, 168,

207, 277; anti-cyclical policies, 274;
efforts to reduce inequality, 256; fail-
ures, 68– 69, 277–78; immigration re-
strictions, 88– 89; Marx on, 67– 68; as
middle-way policy, 63– 64, 270–73;
negative effects, 64, 168– 69; output
restrictions, 265– 66; price supports,
88, 252; public opinion on, 277–78;
rent controls, 104; setting wage rates,
76 –79; small business assistance, 236 –
39; socialism as end result of, 271, 272;
as Western ideology, 276. See also in-
flationary policies; interest rate manip-
ulation; planning; welfare state

investment. See capital accumulation;
foreign investment

“iron law” of wages, 143– 46, 147

judiciary branch, 275

Kant, Immanuel, 115
Kapital, Das (Marx), 138–39, 143, 146,

157
Kautsky, Karl, 242
Keynes, John Maynard: advocacy of

inflationary policies, 92–94; antisaving
doctrine, 190; appeal to progressives,
159– 61; approach to unemployment,
78–79, 83– 84, 91–92, 97–98, 180– 81;
critics of, 162– 64, 180– 81; on effects
of inflation, 83– 84; General Theory of

Employment, Interest and Money, 79,

83, 92, 159, 160, 162; influence of, 159–
61, 162; life of, 158–59

Keynesianism—Retrospect and Prospect

(Hutt), 163, 164
Kirzner, Israel M., The Economic Point

of View, 170–71
Korean War, 115

labor, as factor of production, 30. See

also division of labor; workers
labor market: compared to socialist plan-

ning, 90–91; supply restrictions, 88–
89. See also wage rates

labor productivity: definition, 48; labor
views of increases, 33–34, 48; in
United States, 188. See also marginal
productivity of labor

labor unions: effects, 89–90, 91; history,
89; popularity, 82; power, 77, 84– 85,
91, 92–93, 195, 245; racial discrimina-
tion, 89; railroad workers, 245; strikes,
77; supporters, 209, 210; use of vio-
lence, 42– 43, 77, 82; views of wage
increases, 32–34, 89–90

Labour Party (British), 244, 273
laissez-faire system. See capitalism
land reform, 151–52
Lassalle, Ferdinand, 70, 105, 144
law. See government compulsion and

coercion; legal systems
League of Nations, 165
legal systems, 82, 275
leisure class, 29–30, 77
Lenin, Vladimir, 118, 151, 175, 241, 242
liberalism: advocacy of free enterprise,

265, 268; capital accumulation doc-
trine, 47; current meaning, 6, 16; de-
cline of, 268– 69; differences from
interventionism, 278; foes of, 257–58;
nineteenth-century, 6, 47, 257; Smith’s
contributions, 133–35; sound money
principle, 275; utilitarian, 258– 60

liberty. See freedom
life insurance, 122, 153
Life of John Maynard Keynes, The (Har-

rod), 158–59, 160

284 � index

05-L3858-IX  10/3/06  1:43 PM  Page 284



Ludendorff, Erich, 197
luxuries: mass production of, 35–36;

popularization of, 35–36; production
in precapitalistic societies, 145, 188,
235, 239

management: bureaucratic, 248–51;
profit, 248–50

Man, Economy, and State (Rothbard),
179– 81, 182

marginal productivity of labor: effects of
capital accumulation, 24, 31–32, 48,
81; effects of technological advances,
48, 189; in United States, 189. See also

labor productivity
marginal utility doctrine, 61, 80– 81
market economies: as democracies, 5,

44– 45, 118; division of labor in, 25–26;
government role in, 41– 42; human co-
operation in, 13–14; inequality in, 50,
51, 53, 55; money in, 221–22; personal
freedom in, 9, 44– 45; private property
in, 23; relationship to representative
government, 5; self-interest in, 14–15;
social benefits of, 265, 268; socialist
misrepresentation of, 6 –7. See also

capitalism; consumer supremacy
Marshall Plan, 74, 111
Marx, Karl: advocacy of revolution, 175;

analysis of capitalism, 125, 137– 41,
143– 46, 166, 190; bourgeois family
background, 140; Communist Mani-

festo, 51–52, 67– 68, 118, 146, 175, 271,
274; influence, 142; Das Kapital, 138–
39, 143, 146, 157; lack of explanation of
class, 139; on natural privileges, 21; on
socialization, 240– 41

Marxian doctrines: class conflict, 136,
137– 41, 143, 144, 258; contradictions
in, 146 – 47; dialectical materialism,
206; differences from socialism, 142–
43; fighting, 140– 41; ideology doctrine
(polylogism), 139– 40, 205– 6, 257; im-
poverishment of masses in capitalism,
36, 43, 146 – 47, 148, 168, 194, 209–10;
inevitability of socialism, 146 – 47; in-

fluence, 140; “iron law” of wages, 143–
46, 147; labor theory of value, 157; na-
tionalization, 240– 41; utopianism,
199. See also socialism

Marxians: influence in education, 205–
6; responses to critics, 140, 256 –57.
See also socialists

mass production: by big business, 35–
36, 145; capitalism as, 22, 35–36, 86 –
87, 188, 239– 40, 269; of luxuries, 35–
36; standard of living improvements,
234–35

mercantilism, 134, 206 –7
middle-way policies, 63– 64, 67– 69, 195,

270–73. See also interventionism;
planning

military demand, 111, 113–14, 115
Mill, John Stuart, 205
minimum wage laws, 33, 79, 218, 274
mixed economies, 72
Moellendorff, Wichard G. O. von, 243
Monatsblätter für freiheitliche Wirt-

schaftspolitik, 197–98
monetary policy: full-employment doc-

trine, 92–94, 97–98; goals, 229; histor-
ical, 60; lack of public understanding,
38– 40. See also inflationary policies;
interest rate manipulation

monetary theory of trade cycle, 127, 165–
66, 273

money: government role, 222–23; as
market phenomenon, 221–22; non-
neutrality, 213. See also foreign ex-
change rates; gold standard

monopolies, 210
Montaigne fallacy, 260– 62, 263, 268
morality, 3– 4, 9–11, 28, 105
Muthesius, Volkmar, 197–98

National Industrial Recovery Act
(NIRA) of 1933, 243– 44

nationalization: advocates of, 72, 240– 41;
in Britain, 244, 272; compared to plan-
ning, 245– 46; failures, 42, 242, 270,
272; of foreign investment, 47, 99, 276;
in Germany, 240, 241, 242; of railroads,

index � 285

05-L3858-IX  10/3/06  1:43 PM  Page 285



nationalization (continued )
72–73, 244, 245– 46; in socialist sys-
tems, 176 –77

natural law, 254, 257, 258
natural resources, 30, 82
Nazis: authoritarianism, 173, 174; cam-

paign against interest, 39, 153; eco-
nomic policies, 176, 243, 247

New Deal, 8, 63, 175, 185, 272
New Economics, 190, 225, 227, 229. See

also inflationary policies
New York City subways, 73–74
NIRA. See National Industrial Recovery

Act (NIRA) of 1933
non-neutrality of money, 213
nonviolence, advocacy of, 42– 43

Office of Price Administration, 108–9
Office of Stabilization and Price Con-

trol, 110
optimism, 131–32
organized labor. See labor unions
Orient. See Asia

pensions, 153
picketing, 42– 43, 195
planning: in Britain, 244; compared to

free labor market, 90–91; compared 
to nationalization, 245– 46; entrepre-
neurship and, 244– 45; freedom abol-
ished by, 18–19, 176; in Germany, 242–
43; as ideal, 43– 44; paradox of, 63;
production goals, 26; in socialist sys-
tems, 62– 63, 118, 173, 242– 43; in So-
viet Union, 148– 49, 193; in United
States, 243– 44; war socialism, 176 –77,
243; in welfare state, 176

politics: implications of socialism, 11, 22;
role of economic problems, 155–56

polylogism (ideology doctrine), 139– 40,
205– 6, 257

power: economic, 25, 26. See also gov-
ernment compulsion and coercion

precapitalistic societies: castes, 136 –37,
152, 240; elites, 86; feudalism, 4–5, 24,
50–51, 152; inequality in, 21, 50–51,
152; production of luxuries for wealthy,

145, 188, 235, 239; property ownership,
23, 86

price controls, 108–9, 110, 116, 163– 64
prices: definition, 163; effects of wage

increases, 33; for factors of production,
80– 81; food, 252; gold, 221, 223; govern-
ment interference, 88, 252; increases
due to improved product quality, 32;
market, 88, 163

private enterprise. See businesses;
entrepreneurs

private property: establishment of rights,
37–38; land ownership, 152; legal
framework, 82, 275; ownership of ma-
terial factors of production, 23, 152;
in precapitalistic societies, 23, 86; so-
cial benefits, 269; use to serve con-
sumers, 5

productivity of labor. See labor produc-
tivity; marginal productivity of labor

profit: effects of inflation, 233; Mon-
taigne fallacy, 260– 62, 263, 268; real-
ized in serving consumers, 27, 53, 86,
261– 62, 263– 65; seen as goal, 27, 210;
seen as unearned income, 29–30, 33–
34, 234; union view of, 33–34

profit management, 248–50
Progressives, 134, 159– 61, 206 –10
proletarians, 143, 205. See also workers
property ownership. See private property
protectionism, 218–19, 226, 258, 261
public opinion: on interventionism,

277–78; on labor unions, 82; on mone-
tary policy, 38– 40; need for economic
knowledge, 181– 82; support of free-
dom, 203

public sector, 42. See also nationaliza-
tion; state

purchasing-power-parity theory, 227, 230

quantitative methods: in economics,
127–28, 179– 80; in forecasting, 128–
29

racism, 89, 257–58
railroads: nationalization of, 72–73, 244,

245– 46; regulation, 245

286 � index

05-L3858-IX  10/3/06  1:43 PM  Page 286



Rappard, William E., The Secret of Amer-

ican Prosperity, 187–90
regulation: of business, 246 – 47; mini-

mum wage laws, 33, 79, 218, 274; of
railroads, 245

rent controls, 104
Ricardo, David, 46, 260
rights: natural, 16, 257, 258, 259; property,

37–38, 82
Road to Serfdom, The (Hayek), 174
Rothbard, Murray N., Man, Economy,

and State, 179– 81, 182
Russia. See Soviet Union
Russian Revolution, 175, 203– 4, 241

savers, protection of, 37
savings: antisaving doctrines, 190; of

common people, 87, 120–21, 153. See

also capital accumulation
Secret of American Prosperity, The (Rap-

pard), 187–90
self-interest: of individuals, 255; in mar-

ket economies, 14–15; Marxian poly-
logism doctrine, 139– 40, 205– 6, 257;
of nations, 255, 259; of voters, 252

semantic misunderstandings: democ-
racy, 16; inflation, 39, 109–10, 115–16,
207– 8, 229; liberalism, 16; liberty, 15–
16; socialism, 16

Sennholz, Hans, 157; How Can Europe

Survive?, 168– 69
slavery, 3– 4, 136
slumps. See depressions
small businesses: classification, 237–38;

measures to help, 236 –39; role in cap-
italism, 235–36; sales of, 239; size of
firms, 238

Smith, Adam: attacks on, 134; influence,
133–35; An Inquiry into the Nature and

Causes of the Wealth of Nations, 133–
35; Theory of Moral Sentiments, 133

social classes. See class differences
social cooperation. See cooperation
Social Darwinism, 259
socialism: development, 143; distinction

from Marx’s doctrines, 142– 43; distinc-
tion from welfare state, 174–75; eco-

nomic problems of, 62– 63, 148–50,
194; essential features, 17; Fabianism,
71, 160, 175; failures, 47, 270, 272; free-
dom abolished by, 9–11, 17, 67, 174;
in Germany, 241– 43; government con-
trol of economy, 277; history, 43; in-
evitability of, 146 – 47; lack of market
prices, 63; nationalizations, 176 –77;
political implications, 11, 22; semantic
misunderstandings, 16; as synonym for
communism, 117–19; transition to, 172,
175, 271, 272; in United States, 243– 44,
272; utopianism, 199. See also Marxian
doctrines; planning

socialists: atheist, 10; authoritarianism,
173–74; Christian, 10; descriptions of
capitalism, 16, 149; differences among,
10; economists, 135; efforts to reduce
inequality, 256; leftists, 44. See also

Marxians
social philosophies: conflict of interest,

253–54, 257–58, 263, 268– 69; free-
dom, 15–16; Montaigne fallacy, 260–
62, 263, 268

Social Security, 102
Solon, 214
Sorel, Georges, 134
sound money, 224, 275
Soviet Communist Party, 118
Soviet Union: authoritarianism, 174;

Bolsheviks, 205, 241; censorship, 150,
194; communist ideology, 276; eco-
nomic decisions, 193; economic prob-
lems, 148–50, 194; name, 118; national-
ization policies, 241; planning, 148–
49, 193; Progressive critics of, 207;
Russian Revolution, 175, 203– 4, 241;
socialist system, 6, 118; standard of
living, 149

Sozialpolitik, 63, 70–71, 175, 273
Spann, Othmar, 176
standard of living improvements: by big

business, 6, 8, 51, 251–52; by capital
accumulation, 34, 47, 76; in capitalist
economies, 146, 149, 194, 234–35, 245;
by foreign investment, 46; from mass
production, 234–35

index � 287

05-L3858-IX  10/3/06  1:43 PM  Page 287



standards of living: effects of interven-
tionism, 64; in Soviet Union, 149; in
United States, 8, 209–10

state: bureaucratic management, 248–51;
essential functions, 70, 194–95, 222–
23, 258–59. See also government com-
pulsion and coercion; intervention-
ism; nationalization; welfare state

statist policy, 72
status. See class differences

Tarde, Gabriel, 35
taxation: comparison to inflation, 106,

109; effects on capital accumulation,
51–52, 53, 64, 76; income, 49, 54–55,
111–12, 115; inflationary policies as al-
ternative, 106, 112, 113, 114; inheritance,
239; limits on revenue from, 71–72;
Marxist view of, 51–52; policies lead-
ing to socialism, 51–52, 55; progressive,
52, 54–55, 71, 111–12; of railroads, 245,
246; of unearned income, 49, 53, 234;
in wartime, 111, 113–14; in welfare
state, 71–72

technology: adoption by masses, 35–
36, 240; improvements in production
methods, 13, 189; productivity in-
creases, 48, 189; relationship to divi-
sion of labor, 13; role of profits in in-
troducing, 264

Theory of Money and Credit (Mises),
60– 61

totalitarian states, 15, 67
trade. See balance of payments; exports;

imports
trade cycle: Austrian theory of, 61; eco-

nomic explanations, 126 –27; inflation-
ary policies and, 167; monetary theory
of, 127, 165– 66, 273. See also depres-
sions; economic forecasting

Truman administration, 109, 125, 167

underdeveloped countries: foreign aid
to, 47, 99, 185– 86, 227; foreign invest-
ment in, 47, 99, 276; government poli-
cies, 275; lack of capital, 7, 31, 38, 47–
48, 81– 82, 189–90, 275; poverty, 82;

technical knowledge, 7, 31; wage 
rates, 87

Understanding the Dollar Crisis

(Greaves), 183– 84
unearned income: interest seen as, 30,

33; profit seen as, 29–30, 33–34, 234;
taxation of, 49, 53, 234

unemployment: addressing by adjusting
wage rates, 78, 85, 97–98, 217–18;
caused by wage rate increases, 33, 78,
79, 83, 97, 180– 81, 216 –17, 274; causes,
82– 83; institutional, 91; Keynesian ap-
proach, 78–79, 83– 84, 91–92, 97–98,
180– 81; Progressive explanations of,
209

Union of Soviet Socialist Republics. See

Soviet Union
unions. See labor unions
United Kingdom. See Britain
United States: causes of prosperity, 187–

91; Constitution, 220; foreigners’ views
of, 185– 86; standard of living, 209–10;
trade imbalances, 98–99

U.S. Post Office, 42, 246
U.S.S.R. See Soviet Union
utilitarianism, 254–56, 258

violence: labor union actions, 42– 43, 77,
82. See also government compulsion
and coercion

wage earners. See workers
wage rate increases: due to capital accu-

mulation, 24, 32, 34, 76, 81– 83, 88;
demands for, 33–34, 216 –17; effects of
above-market, 64, 78, 83; labor union
views of, 32–34, 89–90; unemploy-
ment caused by, 33, 78, 79, 83, 97,
180– 81, 216 –17

wage rates: above-market, 64, 78–79, 83;
determined by capital per worker, 82–
83, 217; interventionist policies, 76 –
79; “iron law” of, 143– 46, 147; market,
78–79, 80– 81, 83, 88, 97–98, 216, 217–
18; minimum wage laws, 33, 79, 218,
274; nominal, 98, 216; real, 83– 84, 98

war socialism, 176 –77, 243

288 � index

05-L3858-IX  10/3/06  1:43 PM  Page 288



Wealth of Nations (Smith), 133–35
welfare state: distinction from socialism,

174–75; failures, 175–76; freedom in,
175; Hayek on, 174–76; as misnomer,
64; rise of, 70–71; taxation in, 71–72.
See also interventionism

Wissell, Rudolf, 243
workers: benefits of capitalism, 86 – 87;

as consumers, 6, 86, 145, 217; freedom

to seek employment, 18; mythical con-
flict with employers, 87; savings, 87,
120–21, 153; solutions for unemploy-
ment, 85. See also unemployment;
wage rates

World War II, price controls, 108–9

Young Americans for Freedom, 199–
200

index � 289

05-L3858-IX  10/3/06  1:43 PM  Page 289



05-L3858-IX  10/3/06  1:43 PM  Page 290



05-L3858-IX  10/3/06  1:43 PM  Page 291



05-L3858-IX  10/3/06  1:43 PM  Page 292



05-L3858-IX  10/3/06  1:43 PM  Page 293



The typeface used in setting this book is Electra, designed in 1935 by the
great American typographer William Addison Dwiggins. Dwiggins was a
student and associate of Frederic Goudy and served for a time as acting
director of Harvard University Press. In his illustrious career as typographer
and book designer (he coined the term “graphic designer”), Dwiggins
created a number of typefaces, including Metro and Caledonia, and
designed as well many of the typographic ornaments or “dingbats” familiar
to readers.

Electra is a crisp, elegant, and readable typeface, strongly suggestive of 
calligraphy. The contrast between its strokes is relatively muted, and it 
produces an even but still “active” impression in text. Interestingly, the 
design of the italic form—called “cursive” in this typeface—is less 
calligraphic than the italic form of many faces, and more closely resembles
the roman.

This book is printed on paper that is acid-free and meets the requirements 
of the American National Standard for Permanence of Paper for Printed 
Library Materials, z39.48–1992. ��

Book design adapted by Erin Kirk New, Watkinsville, Georgia, after a design
by Martin Lubin Graphic Design, Jackson Heights, New York

Typography by G&S Typesetters, Inc., Austin, Texas

Printed and bound by Worzalla Publishing Company, Stevens Point, 
Wisconsin

06-L3858-COL  10/3/06  1:43 PM  Page 294



Economic Policy: 

Thoughts for Today 

and Tomorrow                                  

KZ04 



� economic policy

L4812.indb   iL4812.indb   i 2/11/10   1:02:46 PM2/11/10   1:02:46 PM



Titles in the Liberty Fund Library of the Works of 
Ludwig von Mises

Theory and History: An Interpretation of Social 
and Economic Evolution

Liberalism: The Classical Tradition
Human Action: A Treatise on Economics
The Ultimate Foundation of Economic Science: An Essay 

on Method
Nation, State, and Economy: Contributions to the Politics 

and History of Our Time
The Anti-capitalistic Mentality
Economic Freedom and Interventionism: An Anthology 

of Articles and Essays 
Bureaucracy 
Planning for Freedom: Let the Market System Work 

A Collection of Essays and Addresses
Economic Policy: Thoughts for Today and Tomorrow 
Interventionism: An Economic Analysis
Omnipotent Government: The Rise of the Total State 

and Total War
On the Manipulation of Money and Credit: Three 

Treatises on Trade-Cycle Theory

L4812.indb   iiL4812.indb   ii 2/11/10   1:02:46 PM2/11/10   1:02:46 PM



ludwig von mises

FPO

L4812.indb   iiiL4812.indb   iii 2/11/10   1:02:46 PM2/11/10   1:02:46 PM



L4812.indb   ivL4812.indb   iv 2/11/10   1:02:46 PM2/11/10   1:02:46 PM



Economic Policy
Thoughts for Today and Tomorrow

�  ludwig von mises
Edited and with an Introduction by Bettina Bien Greaves

liberty fund Indianapolis

L4812.indb   vL4812.indb   v 2/11/10   1:02:46 PM2/11/10   1:02:46 PM



This book is published by Liberty Fund, Inc., a foundation established 
to encourage study of the ideal of a society of free and responsible 
individuals.

The cuneiform inscription that serves as our logo and as the design 
motif for our endpapers is the earliest-known written appearance of the 
word “freedom” (amagi), or “liberty.” It is taken from a clay document 
written about 2300 b.c. in the Sumerian city-state of Lagash.

Economic Policy © 1979 by Liberty Fund, Inc.

Editorial additions and index © 1995, 2010 by Liberty Fund, Inc.

This is based on the second edition of Economic Policy, which was 
published in 1995 by Free Market Books.

Front cover photograph of Ludwig von Mises used by permission of the 
Ludwig von Mises Institute, Auburn, Alabama

Frontispiece courtesy of Bettina Bien Greaves

All rights reserved

Printed in the United States of America

c 10 9 8 7 6 5 4 3 2 1
p 10 9 8 7 6 5 4 3 2 1

Library of Congress Cataloging-in-Publication Data
Von Mises, Ludwig, 1881–1973.
 Economic policy: thoughts for today and tomorrow / Ludwig von 
Mises; edited and with an introduction by Bettina Bien Greaves.
  p. cm.—(Liberty Fund library of the works of Ludwig von Mises)
 Originally published: 2nd ed. / with a new introduction by Bettina 
Bien Greaves. Irvington-on-Hudson, New York: Free Market Books, 
c1995.
  “Foreword by Margit von Mises”—P. .

Includes bibliographical references and index.
isbn 978-0-86597-735-8 (hardcover: alk. paper)—
isbn 978-0-86597-736-5 (pbk.: alk. paper)

1. Economics. 2. Economic policy. 3. Comparative economics. 
4. Industrial policy. I. Greaves, Bettina Bien. II. Title. 
III. Series: Von Mises, Ludwig, 1881–1973. Works. 2005.
hb171 .v6 2010
330.15'7—dc22 2008029253

Liberty Fund, Inc.
8335 Allison Pointe Trail, Suite 300
Indianapolis, Indiana 46250–1684

00-L4812-FM-RV1.indd   vi00-L4812-FM-RV1.indd   vi 2/12/10   7:42:19 AM2/12/10   7:42:19 AM



contents

Introduction by Bettina Bien Greaves ix

Foreword by Margit von Mises xiii

First Lecture Capitalism 1

Second Lecture Socialism 12

Third Lecture Interventionism 27

Fourth Lecture Infl ation 40

Fifth Lecture Foreign Investment 54

Sixth Lecture Politics and Ideas 66

Index 77

L4812.indb   viiL4812.indb   vii 2/11/10   1:02:47 PM2/11/10   1:02:47 PM



L4812.indb   viiiL4812.indb   viii 2/11/10   1:02:47 PM2/11/10   1:02:47 PM



introduction

The ideal economic policy, both for today and tomorrow, is very simple. 
Government should protect and defend against domestic and foreign 
aggression the lives and property of the persons under its jurisdiction, 
settle disputes that arise, and leave the people otherwise free to pursue 
their various goals and ends in life. This is a radical idea in our in-
terventionist age. Governments today are often asked to regulate and 
control production, to raise the prices of some goods and services and 
to lower the prices of others, to fi x wages, to help some businesses get 
started and to keep others from failing, to encourage or hamper im-
ports and exports, to care for the sick and the elderly, to support the 
profl igate, and so on, and on, and on.

Ideally government should be a sort of caretaker, not of the people 
themselves, but of the conditions which will allow individuals, produc-
ers, traders, workers, entrepreneurs, savers, and consumers to pursue 
their own goals in peace. If government does that, and no more, the 
people will be able to provide for themselves much better than the gov-
ernment possibly could. This in essence is the message of Professor 
Ludwig von Mises in this small volume.

Professor Mises (1881–1973) was one of the twentieth century’s fore-
most economists. He was the author of profound theoretical books 
such as Human Action, Socialism, Theory and History, and a dozen 
other works. However, in these lectures, delivered in Argentina in 1959, 
he spoke in nontechnical terms suitable for his audience of business 
professionals, professors, teachers, and students. He illustrates theory 
with homespun examples. He explains simple truths of history in terms 
of economic principles. He describes how capitalism destroyed the 
hierarchical order of European feudalism, and discusses the political 
consequences of various kinds of government. He analyzes the failures 
of socialism and the welfare state and shows what consumers and work-
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ers can accomplish when they are free under capitalism to determine 
their own destinies.

When government protects the rights of individuals to do as they 
wish, so long as they do not infringe on the equal freedom of others to 
do the same, they will do what comes naturally—work, cooperate, and 
trade with one another. They will then have the incentive to save, ac-
cumulate capital, innovate, experiment, take advantage of opportuni-
ties, and produce. Under these conditions, capitalism will develop. The 
remarkable economic improvements of the eighteenth and nineteenth 
centuries and Germany’s post–World War II “economic miracle” were 
due, as Professor Mises explains, to capitalism:

[I]n economic policies, there are no miracles. You have read in many 
newspapers and speeches, about the so-called German economic 
miracle—the recovery of Germany after its defeat and destruction in the 
Second World War. But this was no miracle. It was the application of the 
principles of the free market economy, of the methods of capitalism, even 
though they were not applied completely in all respects. Every coun-
try can experience the same “miracle” of economic recovery, although 
I must insist that economic recovery does not come from a miracle; it 
comes from the adoption of—and is the result of—sound economic 
policies. (p. 11)

So we see that the best economic policy is to limit government to 
creating the conditions which permit individuals to pursue their own 
goals and live at peace with their neighbors. Government’s obligation 
is simply to protect life and property and to allow people to enjoy the 
freedom and opportunity to cooperate and trade with one another. In 
this way government creates the economic environment that permits 
capitalism to fl ourish:

The development of capitalism consists in everyone’s having the right 
to serve the customer better and/or more cheaply. And this method, this 
principle, has, within a comparatively short time, transformed the whole 
world. It has made possible an unprecedented increase in world popula-
tion. (p. 4)

When government assumes authority and power to do more than 
this, and abuses that authority and power, as it has many times through-
out history—notably in Germany under Hitler, in the U.S.S.R. under 
Stalin, and in Argentina under Perón—it hampers the capitalistic sys-
tem and becomes destructive of human freedom.
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Dictator Juan Perón, elected president in 1946, was in exile when 
Mises visited Argentina in 1959, having been forced out of the country 
in 1955. His wife, the popular Eva, had died earlier, in 1952. Although 
Perón was out of the country, he had many supporters and was still 
a force to be reckoned with. He returned to Argentina in 1973, was 
again elected president and, with his new wife Isabelita as vice presi-
dent, ruled until he died ten months later. His widow, Isabelita, then 
took over until her administration, charged with corruption, was fi nally 
ousted in 1976. Argentina has had a series of presidents since then and 
has made some strides toward improving her economic situation. Life 
and property have been accorded greater respect, some nationalized 
industries have been sold to private buyers, and the infl ation has been 
slowed.

The present work is a felicitous introduction to Mises’s ideas. They 
are, of course, elaborated more fully in Human Action and his other 
scholarly works. Newcomers to his ideas would do well, however, to 
start with some of his simpler books such as Bureaucracy, or The Anti-
capitalistic Mentality. With this background, readers will fi nd it easier 
to grasp the principles of the free market and the economic theories of 
the Austrian school that Mises presents in his major works.

Bettina Bien Greaves
February 1995

Addendum

Unfortunately, the trend toward free markets noted in 1995 has not con-
tinued. Frequent changes of government and presidents have brought 
increased infl ation and more economic interventionism to Argentina.

To make this work even more accessible to the reader, subheadings 
have been added to this Liberty Fund edition.

Bettina Bien Greaves
October 2006
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foreword

The present book fully refl ects the author’s fundamental position for which he was—
and still is—admired by followers and reviled by opponents. . . . While each of the six 
lectures can stand alone as an independent essay, the harmony of the series gives an 
aesthetic pleasure similar to that derived from looking at the architecture of a well-
designed edifi ce.

—Fritz Machlup
Princeton, 1979

Late in 1958, when my husband was invited by Dr. Alberto Benegas-
Lynch to come to Argentina and deliver a series of lectures, I was asked 
to accompany him. This book contains, in written word, what my hus-
band said to hundreds of Argentinian students in those lectures.

We arrived in Argentina several years after Perón had been forced 
to leave the country. He had governed destructively and completely 
destroyed Argentina’s economic foundations. His successors were not 
much better. The nation was ready for new ideas, and my husband was 
equally ready to provide them.

His lectures were delivered in English, in the enormous lecture hall 
of the University of Buenos Aires. In two neighboring rooms his words 
were simultaneously translated into Spanish for students who listened 
with earphones. Ludwig von Mises spoke without any restraint about 
capitalism, socialism, interventionism, communism, fascism, eco-
nomic policy, and the dangers of dictatorship. These young people, 
who listened to my husband, did not know much about freedom of 
the market or individual freedom. As I wrote about this occasion in 
My Years with Ludwig von Mises, “If anyone in those times would have 
dared to attack communism and fascism as my husband did, the police 
would have come in and taken hold of him immediately, and the as-
sembly would have been broken up.”

The audience reacted as if a window had been opened and fresh air 
allowed to breeze through the rooms. He spoke without any notes. As 
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always, his thoughts were guided by just a few words, written on a scrap 
of paper. He knew exactly what he wanted to say, and by using com-
paratively simple terms, he succeeded in communicating his ideas to 
an audience not familiar with his work, so that they could understand 
exactly what he was saying.

The lectures were taped, and the tapes were later transcribed by a 
Spanish-speaking secretary whose typed manuscript I found among 
my husband’s posthumous papers. On reading the transcript, I remem-
bered vividly the singular enthusiasm with which those Argentinians 
had responded to my husband’s words. And it seemed to me, as a non-
economist, that these lectures, delivered to a lay audience in South 
America, were much easier to understand than many of Ludwig von 
Mises’s more theoretical writings. I felt they contained so much valu-
able material, so many thoughts important for today and the future, 
that they should be made available to the public.

Since my husband had never revised the transcripts of his lectures 
for book publication, that task remained for me. I have been very care-
ful to keep intact the meaning of every sentence, to change nothing of 
the content and to preserve all the expressions my husband often used 
which are so familiar to his readers. My only contribution has been to 
pull the sentences together and take out some of the little words one 
uses when talking informally. If my attempt to convert these lectures 
into a book has succeeded, it is only due to the fact that, with every 
sentence, I heard my husband’s voice, I heard him talk. He was alive 
to me, alive in how clearly he demonstrated the evil and danger of too 
much government; how comprehensibly and lucidly he described the 
differences between dictatorship and interventionism; with how much 
wit he talked about important historic personalities; with how few re-
marks he succeeded in making bygone times come alive.

I want to use this opportunity to thank my good friend George 
Koether for assisting me with this task. His editorial experience and his 
understanding of my husband’s theories were a great help to this book.

I hope these lectures will be read not only by scholars but also by 
my husband’s many admirers among non-economists. And I earnestly 
hope that this book will be made available to younger audiences, espe-
cially high school and college students around the world.

Margit von Mises
New York
June 1979
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first lecture

Capitalism

Descriptive terms which people use are often quite misleading. In talk-
ing about modern captains of industry and leaders of big business, for 
instance, they call a man a “chocolate king” or a “cotton king” or an 
“automobile king.” Their use of such terminology implies that they see 
practically no difference between the modern heads of industry and 
those feudal kings, dukes, or lords of earlier days. But the difference 
is in fact very great, for a chocolate king does not rule at all, he serves. 
He does not reign over conquered territory, independent of the market, 
independent of his customers. The chocolate king—or the steel king or 
the automobile king or any other king of modern industry—depends on 
the industry he operates and on the customers he serves. This “king” 
must stay in the good graces of his subjects, the consumers; he loses his 
“kingdom” as soon as he is no longer in a position to give his customers 
better service and provide it at lower cost than others with whom he 
must compete.

Two hundred years ago, before the advent of capitalism, a man’s so-
cial status was fi xed from the beginning to the end of his life; he inher-
ited it from his ancestors, and it never changed. If he was born poor, 
he always remained poor, and if he was born rich—a lord or a duke—
he kept his dukedom and the property that went with it for the rest of 
his life.

As for manufacturing, the primitive processing industries of those 
days existed almost exclusively for the benefi t of the wealthy. Most 
of the people (ninety percent or more of the European population) 
worked the land and did not come in contact with the city-oriented 
processing industries. This rigid system of feudal society prevailed in 
the most developed areas of Europe for many hundreds of years.
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The Beginning of Capitalism

However, as the rural population expanded, there developed a surplus 
of people on the land. For this surplus of population without inher-
ited land or estates, there was not enough to do, nor was it possible for 
them to work in the processing industries; the kings of the cities denied 
them access. The numbers of these “outcasts” continued to grow, and 
still no one knew what to do with them. They were, in the full sense 
of the word, “proletarians,” outcasts whom the government could only 
put into the workhouse or the poorhouse. In some sections of Europe, 
especially in the Netherlands and in England, they became so numer-
ous that, by the eighteenth century, they were a real menace to the 
preservation of the prevailing social system.

Today, in discussing similar conditions in places like India or other 
developing countries, we must not forget that, in eighteenth-century 
England, conditions were much worse. At that time, England had a pop-
ulation of six or seven million people, but of those six or seven million 
people, more than one million, probably two million, were simply poor 
outcasts for whom the existing social system made no provision. What 
to do with these outcasts was one of the great problems of eighteenth-
century England.

Another great problem was the lack of raw materials. The British, 
very seriously, had to ask themselves this question: what are we going 
to do in the future, when our forests will no longer give us the wood 
we need for our industries and for heating our houses? For the ruling 
classes it was a desperate situation. The statesmen did not know what 
to do, and the ruling gentry were absolutely without any ideas on how 
to improve conditions.

Out of this serious social situation emerged the beginnings of mod-
ern capitalism. There were some persons among those outcasts, among 
those poor people, who tried to organize others to set up small shops 
which could produce something. This was an innovation. These in-
novators did not produce expensive goods suitable only for the upper 
classes; they produced cheaper products for everyone’s needs. And this 
was the origin of capitalism as it operates today. It was the beginning 
of mass production, the fundamental principle of capitalistic indus-
try. Whereas the old processing industries serving the rich people in 
the cities had existed almost exclusively for the demands of the up-
per classes, the new capitalist industries began to produce things that 

L4812.indb   2L4812.indb   2 2/11/10   1:02:48 PM2/11/10   1:02:48 PM



capitalism � 3

could be purchased by the general population. It was mass production 
to satisfy the needs of the masses.

This is the fundamental principle of capitalism as it exists today in 
all of those countries in which there is a highly developed system of 
mass production: Big business, the target of the most fanatic attacks by 
the so-called leftists, produces almost exclusively to satisfy the wants of 
the masses. Enterprises producing luxury goods solely for the well-to-
do can never attain the magnitude of big businesses. And today, it is 
the people who work in large factories who are the main consumers of 
the products made in those factories. This is the fundamental differ-
ence between the capitalistic principles of production and the feudalis-
tic principles of the preceding ages.

Businesses Serve Customers

When people assume, or claim, that there is a difference between the 
producers and the consumers of the products of big businesses, they 
are badly mistaken. In American department stores you hear the slo-
gan, “the customer is always right.” And this customer is the same man 
who produces in the factory those things which are sold in the depart-
ment stores. The people who think that the power of big business is 
enormous are mistaken also, since big business depends entirely on the 
patronage of those who buy its products: the biggest enterprise loses its 
power and its infl uence when it loses its customers.

Fifty or sixty years ago it was said in almost all capitalist countries 
that the railroad companies were too big and too powerful; they had 
a monopoly; it was impossible to compete with them. It was alleged 
that, in the fi eld of transportation, capitalism had already reached a 
stage at which it had destroyed itself, for it had eliminated competition. 
What people overlooked was the fact that the power of the railroads 
depended on their ability to serve people better than any other method 
of transportation. Of course it would have been ridiculous to compete 
with one of these big railroad companies by building another railroad 
parallel to the old line, since the old line was suffi cient to serve exist-
ing needs. But very soon there came other competitors. Freedom of 
competition does not mean that you can succeed simply by imitating 
or copying precisely what someone else has done. Freedom of the press 
does not mean that you have the right to copy what another man has 
written and thus to acquire the success which this other man has duly 
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merited on account of his achievements. It means that you have the 
right to write something different. Freedom of competition concerning 
railroads, for example, means that you are free to invent something, to 
do something, which will challenge the railroads and place them in a 
very precarious competitive situation.

In the United States the competition to the railroads—in the form of 
buses, automobiles, trucks, and airplanes—has caused the railroads to 
suffer and to be almost completely defeated, as far as passenger trans-
portation is concerned.

The development of capitalism consists in everyone’s having the right 
to serve the customer better and/or more cheaply. And this method, 
this principle, has, within a comparatively short time, transformed the 
whole world. It has made possible an unprecedented increase in world 
population.

In eighteenth-century England, the land could support only six mil-
lion people at a very low standard of living. Today more than fi fty mil-
lion people enjoy a much higher standard of living than even the rich 
enjoyed during the eighteenth century. And today’s standard of living 
in England would probably be still higher, had not a great deal of the 
energy of the British been wasted in what were, from various points of 
view, avoidable political and military “adventures.”

These are the facts about capitalism. Thus, if an Englishman—or, 
for that matter, any other man in any country of the world—says today 
to his friends that he is opposed to capitalism, there is a wonderful way 
to answer him: “You know that the population of this planet is now ten 
times greater than it was in the ages preceding capitalism; you know 
that all men today enjoy a higher standard of living than your ances-
tors did before the age of capitalism. But how do you know that you are 
the one out of ten who would have lived in the absence of capitalism? 
The mere fact that you are living today is proof that capitalism has suc-
ceeded, whether or not you consider your own life very valuable.”

In spite of all its benefi ts, capitalism has been furiously attacked and 
criticized. It is necessary that we understand the origin of this antipathy. 
It is a fact that the hatred of capitalism originated not with the masses, 
not among the workers themselves, but among the landed aristocracy—
the gentry, the nobility, of England and the European continent. They 
blamed capitalism for something that was not very pleasant for them: 
at the beginning of the nineteenth century, the higher wages paid by 
industry to its workers forced the landed gentry to pay equally higher 
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wages to their agricultural workers. The aristocracy attacked the indus-
tries by criticizing the standard of living of the masses of the workers.

Capitalism Raises Living Standards

Of course—from our viewpoint, the workers’ standard of living was ex-
tremely low; conditions under early capitalism were absolutely shock-
ing, but not because the newly developed capitalistic industries had 
harmed the workers. The people hired to work in factories had already 
been existing at a virtually subhuman level.

The famous old story, repeated hundreds of times, that the factories 
employed women and children and that these women and children, 
before they were working in factories, had lived under satisfactory con-
ditions, is one of the greatest falsehoods of history. The mothers who 
worked in the factories had nothing to cook with; they did not leave 
their homes and their kitchens to go into the factories, they went into 
factories because they had no kitchens, and if they had a kitchen they 
had no food to cook in those kitchens. And the children did not come 
from comfortable nurseries. They were starving and dying. And all the 
talk about the so-called unspeakable horror of early capitalism can be 
refuted by a single statistic: precisely in these years in which British 
capitalism developed, precisely in the age called the Industrial Revo-
lution in England, in the years from 1760 to 1830, precisely in those 
years the population of England doubled, which means that hundreds 
or thousands of children—who would have died in preceding times—
survived and grew to become men and women.

There is no doubt that the conditions of the preceding times were 
very unsatisfactory. It was capitalist business that improved them. It 
was precisely those early factories that provided for the needs of their 
workers, either directly or indirectly by exporting products and import-
ing food and raw materials from other countries. Again and again, 
the early historians of capitalism have—one can hardly use a milder 
word—falsifi ed history.

One anecdote they used to tell, quite possibly invented, involved 
Benjamin Franklin. According to the story, Ben Franklin visited a cot-
ton mill in England, and the owner of the mill told him, full of pride: 
“Look, here are cotton goods for Hungary.” Benjamin Franklin, look-
ing around, seeing that the workers were shabbily dressed, said: “Why 
don’t you produce also for your own workers?”
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But those exports of which the owner of the mill spoke really meant 
that he did produce for his own workers, because England had to import 
all its raw materials. There was no cotton either in England or in conti-
nental Europe. There was a shortage of food in England, and food had 
to be imported from Poland, from Russia, from Hungary. These exports 
were the payment for the imports of the food which made the survival 
of the British population possible. Many examples from the history of 
those ages will show the attitude of the gentry and aristocracy toward 
the workers. I want to cite only two examples. One is the famous British 
“Speenhamland” system. By this system, the British government paid 
all workers who did not get the minimum wage (determined by the 
government) the difference between the wages they received and this 
minimum wage. This saved the landed aristocracy the trouble of paying 
higher wages. The gentry would pay the traditionally low agricultural 
wage, and the government would supplement it, thus keeping work-
ers from leaving rural occupations to seek urban factory employment.

Eighty years later, after capitalism’s expansion from England to con-
tinental Europe, the landed aristocracy again reacted against the new 
production system. In Germany the Prussian Junkers, having lost many 
workers to the higher-paying capitalistic industries, invented a special 
term for the problem: “fl ight from the countryside”—Landfl ucht. And 
in the German Parliament, they discussed what might be done against 
this evil, as it was seen from the point of view of the landed aristocracy.

Prince Bismarck, the famous chancellor of the German Reich, in a 
speech one day said, “I met a man in Berlin who once had worked on 
my estate, and I asked this man, ‘Why did you leave the estate; Why 
did you go away from the country; why are you now living in Berlin?’ ” 
And, according to Bismarck, this man answered, “You don’t have such 
a nice Biergarten in the village as we have here in Berlin, where you 
can sit, drink beer, and listen to music.” This is, of course, a story told 
from the point of view of Prince Bismarck, the employer. It was not the 
point of view of all his employees. They went into industry because 
industry paid them higher wages and raised their standard of living to 
an unprecedented degree.

Today, in the capitalist countries, there is relatively little difference 
between the basic life of the so-called higher and lower classes; both 
have food, clothing, and shelter. But in the eighteenth century and ear-
lier, the difference between the man of the middle class and the man 
of the lower class was that the man of the middle class had shoes and 
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the man of the lower class did not have shoes. In the United States 
today the difference between a rich man and a poor man means very 
often only the difference between a Cadillac and a Chevrolet. The 
Chevrolet may be bought secondhand, but basically it renders the 
same services to its owner: he, too, can drive from one point to another. 
More than fi fty percent of the people in the United States are living in 
houses and apartments they own themselves.

The attacks against capitalism—especially with respect to the higher 
wage rates—start from the false assumption that wages are ultimately 
paid by people who are different from those who are employed in the 
factories. Now it is all right for economists and for students of economic 
theories to distinguish between the worker and the consumer and to 
make a distinction between them. But the fact is that every consumer 
must, in some way or the other, earn the money he spends, and the 
immense majority of the consumers are precisely the same people who 
work as employees in the enterprises that produce the things which 
they consume. Wage rates under capitalism are not set by a class of 
people different from the class of people who earn the wages; they are 
the same people. It is not the Hollywood fi lm corporation that pays the 
wages of a movie star; it is the people who pay admission to the movies. 
And it is not the entrepreneur of a boxing match who pays the enor-
mous demands of the prize fi ghters; it is the people who pay admission 
to the fi ght. Through the distinction between the employer and the 
employee, a distinction is drawn in economic theory, but it is not a 
distinction in real life; here, the employer and the employee ultimately 
are one and the same person.

There are people in many countries who consider it very unjust that 
a man who has to support a family with several children will receive 
the same salary as a man who has only himself to take care of. But the 
question is not whether the employer should bear greater responsibility 
for the size of a worker’s family.

The question we must ask in this case is: Are you, as an individual, 
prepared to pay more for something, let us say, a loaf of bread, if you 
are told that the man who produced this loaf of bread has six children? 
The honest man will certainly answer in the negative and say, “In prin-
ciple I would, but in fact if it costs less I would rather buy the bread 
produced by a man without any children.” The fact is that, if the buy-
ers do not pay the employer enough to enable him to pay his workers, it 
becomes impossible for the employer to remain in business.
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The capitalist system was termed “capitalism” not by a friend of the 
system, but by an individual who considered it to be the worst of all his-
torical systems, the greatest evil that had ever befallen mankind. That 
man was Karl Marx. Nevertheless, there is no reason to reject Marx’s 
term, because it describes clearly the source of the great social improve-
ments brought about by capitalism. Those improvements are the result 
of capital accumulation; they are based on the fact that people, as a 
rule, do not consume everything they have produced, that they save—
and invest—a part of it. There is a great deal of misunderstanding about 
this problem and—in the course of these lectures—I will have the op-
portunity to deal with the most fundamental misapprehensions which 
people have concerning the accumulation of capital, the use of capital, 
and the universal advantages to be gained from such use. I will deal 
with capitalism particularly in my lectures about foreign investment 
and about that most critical problem of present-day politics, infl ation. 
You know, of course, that infl ation exists not only in this country. It is a 
problem all over the world today.

Capitalist Savings Benefi t Workers

An often unrealized fact about capitalism is this: savings mean benefi ts 
for all those who are anxious to produce or to earn wages. When a 
man has accrued a certain amount of money—let us say, one thousand 
dollars—and, instead of spending it, entrusts these dollars to a savings 
bank or an insurance company, the money goes into the hands of an 
entrepreneur, a businessman, enabling him to go out and embark on a 
project which could not have been embarked on yesterday, because the 
required capital was unavailable.

What will the businessman do now with the additional capital? The 
fi rst thing he must do, the fi rst use he will make of this additional capi-
tal, is to go out and hire workers and buy raw materials—in turn caus-
ing a further demand for workers and raw materials to develop, as well 
as a tendency toward higher wages and higher prices for raw materi-
als. Long before the saver or the entrepreneur obtains any profi t from 
all of this, the unemployed worker, the producer of raw materials, the 
farmer, and the wage-earner are all sharing in the benefi ts of the ad-
ditional savings.

When the entrepreneur will get something out of the project de-
pends on the future state of the market and on his ability to anticipate 
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correctly the future state of the market. But the workers as well as the 
producers of raw materials get the benefi ts immediately. Much was 
said, thirty or forty years ago, about the “wage policy,” as they called it, 
of Henry Ford. One of Mr. Ford’s great accomplishments was that he 
paid higher wages than did other industrialists or factories. His wage 
policy was described as an “invention,” yet it is not enough to say that 
this new “invented” policy was the result of the liberality of Mr. Ford. A 
new branch of business, or a new factory in an already existing branch 
of business, has to attract workers from other employments, from other 
parts of the country, even from other countries. And the only way to 
do this is to offer the workers higher wages for their work. This is what 
took place in the early days of capitalism, and it is still taking place 
today.

When the manufacturers in Great Britain fi rst began to produce cot-
ton goods, they paid their workers more than they had earned before. 
Of course, a great percentage of these new workers had earned nothing 
at all before that and were prepared to take anything they were offered. 
But after a short time—when more and more capital was accumulated 
and more and more new enterprises were developed—wage rates went 
up, and the result was the unprecedented increase in British popula-
tion which I spoke of earlier.

The scornful depiction of capitalism by some people as a system de-
signed to make the rich become richer and the poor become poorer 
is wrong from beginning to end. Marx’s thesis regarding the coming 
of socialism was based on the assumption that workers were getting 
poorer, that the masses were becoming more destitute, and that fi nally 
all the wealth of a country would be concentrated in a few hands or 
in the hands of one man only. And then the masses of impoverished 
workers would fi nally rebel and expropriate the riches of the wealthy 
proprietors. According to this doctrine of Karl Marx, there can be no 
opportunity, no possibility within the capitalistic system for any im-
provement of the conditions of the workers.

In 1864, speaking before the International Workingmen’s Associa-
tion in England, Marx said the belief that labor unions could improve 
conditions for the working population was “absolutely in error.” The 
union policy of asking for higher wage rates and shorter work hours 
he called conservative—conservatism being, of course, the most con-
demnatory term which Karl Marx could use. He suggested that the 
unions set themselves a new, revolutionary goal: that they “do away 
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with the wage system altogether,” that they substitute “socialism”—
government ownership of the means of production—for the system of 
private ownership.

If we look upon the history of the world, and especially upon the 
history of England since 1865, we realize that Marx was wrong in every 
respect. There is no western, capitalistic country in which the condi-
tions of the masses have not improved in an unprecedented way. All 
these improvements of the last eighty or ninety years were made in 
spite of the prognostications of Karl Marx. For the Marxian socialists 
believed that the conditions of the workers could never be ameliorated. 
They followed a false theory, the famous “iron law of wages”—the law 
which stated that a worker’s wages, under capitalism, would not exceed 
the amount he needed to sustain his life for service to the enterprise.

The Marxians formulated their theory in this way: if the workers’ 
wage rates go up, raising wages above the subsistence level, they will 
have more children; and these children, when they enter the labor 
force, will increase the number of workers to the point where the wage 
rates will drop, bringing the workers once more down to the subsis-
tence level—to that minimal sustenance level which will just barely 
prevent the working population from dying out. But this idea of Marx, 
and of many other socialists, is a concept of the working man precisely 
like that which biologists use—and rightly so—in studying the life of 
animals. Of mice, for instance.

If you increase the quantity of food available for animal organisms 
or for microbes, then more of them will survive. And if you restrict 
their food, then you will restrict their numbers. But man is different. 
Even the worker—in spite of the fact that Marxists do not acknowledge 
it—has human wants other than food and reproduction of his species. 
An increase in real wages results not only in an increase in population, 
it results also, and fi rst of all, in an improvement in the average standard 
of living. That is why today we have a higher standard of living in West-
ern Europe and in the United States than in the developing nations of, 
say, Africa.

We must realize, however, that this higher standard of living depends 
on the supply of capital. This explains the difference between condi-
tions in the United States and conditions in India; modern methods of 
fi ghting contagious diseases have been introduced in India—at least, 
to some extent—and the effect has been an unprecedented increase 
in population but, since this increase in population has not been ac-
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companied by a corresponding increase in the amount of capital in-
vested, the result has been an increase in poverty. A country becomes 
more prosperous in proportion to the rise in the invested capital per unit 
of its population.

I hope that in my other lectures I will have the opportunity to deal 
in greater detail with these problems and will be able to clarify them, 
because some terms—such as “the capital invested per capita”—require 
a rather detailed explanation.

But you have to remember that, in economic policies, there are no 
miracles. You have read in many newspapers and speeches, about the 
so-called German economic miracle—the recovery of Germany after 
its defeat and destruction in the Second World War. But this was no 
miracle. It was the application of the principles of the free market econ-
omy, of the methods of capitalism, even though they were not applied 
completely in all respects. Every country can experience the same 
“miracle” of economic recovery, although I must insist that economic 
recovery does not come from a miracle; it comes from the adoption 
of—and is the result of—sound economic policies.
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Socialism

I am here in Buenos Aires as a guest of the Centro de Difusión 
Economía Libre.* What is economía libre? What does this system of 
economic freedom mean? The answer is simple: it is the market econ-
omy, it is the system in which the cooperation of individuals in the 
social division of labor is achieved by the market. This market is not 
a place; it is a process, it is the way in which, by selling and buying, 
by producing and consuming, the individuals contribute to the total 
workings of society.

In dealing with this system of economic organization—the market 
economy—we employ the term “economic freedom.” Very often, peo-
ple misunderstand what it means, believing that economic freedom 
is something quite apart from other freedoms, and that these other 
freedoms—which they hold to be more important—can be preserved 
even in the absence of economic freedom. The meaning of eco-
nomic freedom is this: that the individual is in a position to choose the 
way in which he wants to integrate himself into the totality of society. 
The individual is able to choose his career, he is free to do what he 
wants to do.

This is, of course, not meant in any sense which so many people 
attach to the word freedom today; it is meant rather in the sense that, 
through economic freedom, man is freed from natural conditions. In 
nature, there is nothing that can be termed freedom, there is only the 
regularity of the laws of nature, which man must obey if he wants to 
attain something.

* Later the Centro de Estudios sobre la Libertad.
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Freedom in Society

In using the term freedom as applied to human beings, we think only 
of freedom within society. Yet, today, social freedoms are considered by 
many people to be independent of one another. Those who call them-
selves “liberals” today are asking for policies which are precisely the op-
posite of those policies which the liberals of the nineteenth century ad-
vocated in their liberal programs. The so-called liberals of today have 
the very popular idea that freedom of speech, of thought, of the press, 
freedom of religion, freedom from imprisonment without trial—that 
all these freedoms can be preserved in the absence of what is called 
economic freedom. They do not realize that, in a system where there 
is no market, where the government directs everything, all those other 
freedoms are illusory, even if they are made into laws and written up in 
constitutions.

Let us take one freedom, the freedom of the press. If the government 
owns all the printing presses, it will determine what is to be printed 
and what is not to be printed. And if the government owns all the print-
ing presses and determines what shall or shall not be printed, then the 
possibility of printing any kind of opposing arguments against the ideas 
of the government becomes practically nonexistent. Freedom of the 
press disappears. And it is the same with all the other freedoms.

In a market economy, the individual has the freedom to choose 
whatever career he wishes to pursue, to choose his own way of inte-
grating himself into society. But in a socialist system, that is not so: his 
career is decided by decree of the government. The government can 
order people whom it dislikes, whom it does not want to live in certain 
regions, to move into other regions and to other places. And the gov-
ernment is always in a position to justify and to explain such procedure 
by declaring that the governmental plan requires the presence of this 
eminent citizen fi ve thousand miles away from the place in which he 
could be disagreeable to those in power.

It is true that the freedom a man may have in a market economy is 
not a perfect freedom from the metaphysical point of view. But there 
is no such thing as perfect freedom. Freedom means something only 
within the framework of society. The eighteenth-century authors of 
“natural law”—above all, Jean-Jacques Rousseau—believed that once, 
in the remote past, men enjoyed something called “natural” free-
dom. But in that remote age, individuals were not free, they were at 
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the mercy of everyone who was stronger than they were. The famous 
words of Rousseau: “Man is born free and everywhere he is in chains” 
may sound good, but man is in fact not born free. Man is born a very 
weak suckling. Without the protection of his parents, without the pro-
tection given to his parents by society, he would not be able to preserve 
his life.

Freedom in society means that a man depends as much upon other 
people as other people depend upon him. Society under the market 
economy, under the conditions of economía libre, means a state of 
affairs in which everybody serves his fellow citizens and is served by 
them in return. People believe that there are in the market economy 
bosses who are independent of the good will and support of other peo-
ple. They believe that the captains of industry, the businessmen, the 
entrepreneurs are the real bosses in the economic system. But this is 
an illusion. The real bosses in the economic system are the consum-
ers. And if the consumers stop patronizing a branch of business, these 
businessmen are either forced to abandon their eminent position in 
the economic system or to adjust their actions to the wishes and to the 
orders of the consumers.

One of the best-known propagators of communism was Lady Pass-
fi eld, under her maiden name Beatrice Potter, and well-known also 
through her husband Sidney Webb. This lady was the daughter of a 
wealthy businessman and, when she was a young adult, she served as 
her father’s secretary. In her memoirs she writes: “In the business of 
my father everybody had to obey the orders issued by my father, the 
boss. He alone had to give orders, but to him nobody gave any orders.” 
This is a very short-sighted view. Orders were given to her father by 
the consumers, by the buyers. Unfortunately, she could not see these 
orders; she could not see what goes on in a market economy, because 
she was interested only in the orders given within her father’s offi ce or 
his factory.

In all economic problems, we must bear in mind the words of the 
great French economist Frédéric Bastiat, who titled one of his brilliant 
essays: “Ce qu’on voit et ce qu’on ne voit pas” (“That which is seen and 
that which is not seen”). In order to comprehend the operation of an 
economic system, we must deal not only with the things that can be 
seen, but we also have to give our attention to the things which cannot 
be perceived directly. For instance, an order issued by a boss to an of-
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fi ce boy can be heard by everybody who is present in the room. What 
cannot be heard are the orders given to the boss by his customers.

Consumers Are the Bosses

The fact is that, under the capitalistic system, the ultimate bosses are 
the consumers. The sovereign is not the state, it is the people. And the 
proof that they are the sovereign is borne out by the fact that they have 
the right to be foolish. This is the privilege of the sovereign. He has 
the right to make mistakes, no one can prevent him from making them, 
but of course he has to pay for his mistakes. If we say the consumer is 
supreme or that the consumer is sovereign, we do not say that the con-
sumer is free from faults, that the consumer is a man who always knows 
what would be best for him. The consumers very often buy things or 
consume things they ought not to buy or ought not to consume.

But the notion that a capitalist form of government can prevent peo-
ple from hurting themselves by controlling their consumption is false. 
The idea of government as a paternal authority, as a guardian for ev-
erybody, is the idea of those who favor socialism. In the United States 
some years ago, the government tried what was called “a noble experi-
ment.” This noble experiment was a law making it illegal to buy or sell 
intoxicating beverages. It is certainly true that many people drink too 
much brandy and whiskey, and that they may hurt themselves by doing 
so. Some authorities in the United States are even opposed to smoking. 
Certainly there are many people who smoke too much and who smoke 
in spite of the fact that it would be better for them not to smoke. This 
raises a question which goes far beyond economic discussion: it shows 
what freedom really means.

Granted, that it is good to keep people from hurting themselves by 
drinking or smoking too much. But once you have admitted this, other 
people will say: Is the body everything? Is not the mind of man much 
more important? Is not the mind of man the real human endowment, 
the real human quality? If you give the government the right to deter-
mine the consumption of the human body, to determine whether one 
should smoke or not smoke, drink or not drink, there is no good reply 
you can give to people who say: “More important than the body is the 
mind and the soul, and man hurts himself much more by reading bad 
books, by listening to bad music and looking at bad movies. Therefore 
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it is the duty of the government to prevent people from committing 
these faults.”

And, as you know, for many hundreds of years governments and au-
thorities believed that this really was their duty. Nor did this happen 
in far distant ages only; not long ago, there was a government in Ger-
many that considered it a governmental duty to distinguish between 
good and bad paintings—which of course meant good and bad from 
the point of view of a man who, in his youth, had failed the entrance 
examination at the Academy of Art in Vienna; good and bad from the 
point of view of a picture-postcard painter, Adolf Hitler. And it became 
illegal for people to utter other views about art and paintings than his, 
the Supreme Führer’s.

Once you begin to admit that it is the duty of the government to 
control your consumption of alcohol, what can you reply to those who 
say the control of books and ideas is much more important?

Freedom really means the freedom to make mistakes. This we have 
to realize. We may be highly critical with regard to the way in which 
our fellow citizens are spending their money and living their lives. We 
may believe that what they are doing is absolutely foolish and bad, but 
in a free society, there are many ways for people to air their opinions 
on how their fellow citizens should change their ways of life. They can 
write books; they can write articles; they can make speeches; they can 
even preach at street corners if they want—and they do this in many 
countries. But they must not try to police other people in order to pre-
vent them from doing certain things simply because they themselves 
do not want these other people to have the freedom to do it.

Status Society

This is the difference between slavery and freedom. The slave must 
do what his superior orders him to do, but the free citizen—and this 
is what freedom means—is in a position to choose his own way of life. 
Certainly this capitalistic system can be abused, and is abused, by 
some people. It is certainly possible to do things which ought not to 
be done. But if these things are approved by a majority of the people, a 
disapproving person always has a way to attempt to change the minds 
of his fellow citizens. He can try to persuade them, to convince them, 
but he may not try to force them by the use of power, of governmental 
police power.
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In the market economy, everyone serves his fellow citizens by serv-
ing himself. This is what the liberal authors of the eighteenth century 
had in mind when they spoke of the harmony of the rightly understood 
interests of all groups and of all individuals of the population. And it 
was this doctrine of the harmony of interests which the socialists op-
posed. They spoke of an “irreconcilable confl ict of interests” between 
various groups.

What does this mean? When Karl Marx—in the fi rst chapter of the 
Communist Manifesto, that small pamphlet which inaugurated his so-
cialist movement—claimed that there was an irreconcilable confl ict be-
tween classes, he could not illustrate his thesis by any examples other 
than those drawn from the conditions of precapitalistic society. In 
precapitalistic ages, society was divided into hereditary status groups, 
which in India are called “castes.” In a status society a man was not, for 
example, born a Frenchman; he was born as a member of the French 
aristocracy or of the French bourgeoisie or of the French peasantry. In 
the greater part of the Middle Ages, he was simply a serf. And serfdom, 
in France, did not disappear completely until after the American Revo-
lution. In other parts of Europe it disappeared even later.

But the worst form in which serfdom existed—and continued to exist 
even after the abolition of slavery—was in the British colonies abroad. 
The individual inherited his status from his parents, and he retained it 
throughout his life. He transferred it to his children. Every group had 
privileges and disadvantages. The highest groups had only privileges, 
the lowest groups only disadvantages. And there was no way a man 
could rid himself of the legal disadvantages placed upon him by his sta-
tus other than by fi ghting a political struggle against the other classes. 
Under such conditions, you could say that there was an “irreconcilable 
confl ict of interests between the slave owners and the slaves,” because 
what the slaves wanted was to be rid of their slavery, of their quality of 
being slaves. This meant a loss, however, for the owners. Therefore, 
there is no question that there had to be this irreconcilable confl ict of 
interests between the members of the various classes.

One must not forget that in those ages—in which the status societies 
were predominant in Europe, as well as in the colonies which the Eu-
ropeans later founded in America—people did not consider themselves 
to be connected in any special way with the other classes of their own 
nation; they felt much more at one with the members of their own 
class in other countries. A French aristocrat did not look upon lower 
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class Frenchmen as his fellow citizens; they were the “rabble,” which 
he did not like. He regarded only the aristocrats of other countries—
those of Italy, England, and Germany, for instance—as his equals.

The most visible effect of this state of affairs was the fact that the 
aristocrats all over Europe used the same language. And this language 
was French, a language which was not understood, outside France, by 
other groups of the population. The middle classes—the bourgeoisie—
had their own language, while the lower classes—the peasantry—used 
local dialects which very often were not understood by other groups 
of the population. The same was true with regard to the way people 
dressed. When you travelled in 1750 from one country to another, you 
found that the upper classes, the aristocrats, were usually dressed in 
the same way all over Europe, and you found that the lower classes 
dressed differently. When you met someone in the street, you could 
see immediately—from the way he dressed—to which class, to which 
status he belonged.

It is diffi cult to imagine how different these conditions were from 
present-day conditions. When I come from the United States to Argen-
tina and I see a man on the street, I cannot know what his status is. I 
only assume that he is a citizen of Argentina and that he is not a mem-
ber of some legally restricted group. This is one thing that capitalism 
has brought about. Of course, there are also differences within capi-
talism. There are differences in wealth, differences which Marxians 
mistakenly consider to be equivalent to the old differences that existed 
between men in the status society.

Social Mobility

The differences within a capitalist society are not the same as those in 
a socialist society. In the Middle Ages—and in many countries even 
much later—a family could be an aristocrat family and possess great 
wealth, it could be a family of dukes for hundreds and hundreds of 
years, whatever its qualities, its talents, its character or morals. But, un-
der modern capitalistic conditions, there is what has been technically 
described by sociologists as “social mobility.” The operating principle 
of this social mobility, according to the Italian sociologist and econo-
mist Vilfredo Pareto, is “la circulation des élites” (the circulation of the 
elites). This means that there are always people who are at the top of 
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the social ladder, who are wealthy, who are politically important, but 
these people—these elites—are continually changing.

This is perfectly true in a capitalist society. It was not true for a pre-
capitalistic status society. The families who were considered the great 
aristocratic families of Europe are still the same families today or, let 
us say, they are the descendants of families that were foremost in Eu-
rope, eight hundred or one thousand or more years ago. The Capetians 
of Bourbon—who for a very long time ruled here in Argentina—were 
a royal house as early as the tenth century. These kings ruled the ter-
ritory which is known now as the Île-de-France, extending their reign 
from generation to generation. But in a capitalist society, there is con-
tinuous mobility—poor people becoming rich and the descendants of 
those rich people losing their wealth and becoming poor.

Today I saw in a bookshop in one of the central streets of Buenos 
Aires the biography of a businessman who was so eminent, so impor-
tant, so characteristic of big business in the nineteenth century in Eu-
rope that, even in this country, far away from Europe, the bookshop 
carried copies of his biography. I happen to know the grandson of this 
man. He has the same name his grandfather had, and he still has a 
right to wear the title of nobility which his grandfather—who started as 
a blacksmith—had received eighty years ago. Today this grandson is a 
poor photographer in New York City.

Other people, who were poor at the time this photographer’s grand-
father became one of Europe’s biggest industrialists, are today captains 
of industry. Everyone is free to change his status. That is the difference 
between the status system and the capitalist system of economic free-
dom, in which everyone has only himself to blame if he does not reach 
the position he wants to reach.

The most famous industrialist of the twentieth century up to now 
is Henry Ford. He started with a few hundred dollars which he had 
borrowed from his friends, and within a very short time he developed 
one of the most important big business fi rms of the world. And one can 
discover hundreds of such cases every day.

Every day, the New York Times prints long notices of people who have 
died. If you read these biographies, you may come across the name of 
an eminent businessman, who started out as a seller of newspapers at 
street corners in New York. Or he started as an offi ce boy, and at his 
death he was the president of the same banking fi rm where he started 
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on the lowest rung of the ladder. Of course, not all people can attain 
these positions. Not all people want to attain them. There are people 
who are more interested in other problems and, for these people, other 
ways are open today which were not open in the days of feudal society, 
in the ages of the status society.

Government Planning

The socialist system, however, forbids this fundamental freedom to 
choose one’s own career. Under socialist conditions, there is only one 
economic authority, and it has the right to determine all matters con-
cerning production.

One of the characteristic features of our day is that people use many 
names for the same thing. One synonym for socialism and commu-
nism is “planning.” If people speak of “planning” they mean, of course, 
central planning, which means one plan made by the government—one 
plan that prevents planning by anyone except the government.

A British lady, who also is a member of the Upper House, wrote a 
book entitled Plan or No Plan, a book which was quite popular around 
the world. What does the title of her book mean? When she says “plan,” 
she means only the type of plan envisioned by Lenin and Stalin and 
their successors, the type which governs all the activities of all the peo-
ple of a nation. Thus, this lady means a central plan which excludes all 
the personal plans that individuals may have. Her title Plan or No Plan 
is therefore an illusion, a deception; the alternative is not a central plan 
or no plan, it is the total plan of a central governmental authority or 
freedom for individuals to make their own plans, to do their own plan-
ning. The individual plans his life, every day, changing his daily plans 
whenever he will.

The free man plans daily for his needs; he says, for example: “Yes-
terday I planned to work all my life in Córdoba.” Now he learns about 
better conditions in Buenos Aires and changes his plans, saying: “In-
stead of working in Córdoba, I want to go to Buenos Aires.” And that 
is what freedom means. It may be that he is mistaken, it may be that 
his going to Buenos Aires will turn out to have been a mistake. Condi-
tions may have been better for him in Córdoba, but he himself made 
his plans.

Under government planning, he is like a soldier in an army. The 
soldier in the army does not have the right to choose his garrison, to 
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choose the place where he will serve. He has to obey orders. And the 
socialist system—as Karl Marx, Lenin, and all socialist leaders knew 
and admitted—is the transfer of army rule to the whole production 
system. Marx spoke of “industrial armies,” and Lenin called for “the 
organization of everything—the post offi ce, the factory, and other in-
dustries, according to the model of the army.”

Therefore, in the socialist system everything depends on the wis-
dom, the talents, and the gifts of those people who form the supreme 
authority. That which the supreme dictator—or his committee—does 
not know, is not taken into account. But the knowledge which man-
kind has accumulated in its long history is not acquired by everyone; 
we have accumulated such an enormous amount of scientifi c and 
technical knowledge over the centuries that it is humanly impossible 
for one individual to know all these things, even though he be a most 
gifted man.

And people are different, they are unequal. They always will be. 
There are some people who are more gifted in one subject and less in 
another one. And there are people who have the gift to fi nd new paths, 
to change the trend of knowledge. In capitalist societies, technological 
progress and economic progress are gained through such people. If a 
man has an idea, he will try to fi nd a few people who are clever enough 
to realize the value of his idea. Some capitalists, who dare to look into 
the future, who realize the possible consequences of such an idea, will 
start to put it to work. Other people, at fi rst, may say: “They are fools”; 
but they will stop saying so when they discover that this enterprise, 
which they called foolish, is fl ourishing, and that people are happy to 
buy its products.

Under the Marxian system, on the other hand, the supreme govern-
ment body must fi rst be convinced of the value of such an idea before 
it can be pursued and developed. This can be a very diffi cult thing to 
do, for only the group of people at the head—or the supreme dicta-
tor himself—has the power to make decisions. And if these people—
because of laziness or old age, or because they are not very bright and 
learned—are unable to grasp the importance of the new idea, then the 
new project will not be undertaken.

We can think of examples from military history. Napoleon was cer-
tainly a genius in military affairs; he had one serious problem, how-
ever, and his inability to solve that problem culminated, fi nally, in his 
defeat and exile to the loneliness of St. Helena. Napoleon’s problem 
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was: “How to conquer England?” In order to do that, he needed a navy 
to cross the English Channel, and there were people who told him 
they had a way to accomplish that crossing, people who—in an age of 
sailing ships—had come up with the new idea of steam ships. But Na-
poleon did not understand their proposal.

Then there was Germany’s Generalstab, the famous German gen-
eral staff. Before the First World War, it was universally considered to 
be unsurpassed in military wisdom. A similar reputation was held by 
the staff of General Foch in France. But neither the Germans nor the 
French—who, under the leadership of General Foch, later defeated the 
Germans—realized the importance of aviation for military purposes. 
The German general staff said: “Aviation is merely for pleasure, fl ying 
is good for idle people. From a military point of view, only the zep-
pelins are important,” and the French general staff was of the same 
opinion.

Later, during the period between World War I and World War II, 
there was a general in the United States who was convinced that avia-
tion would be very important in the next war.* But all other experts in 
the United States were against him. He could not convince them. If 
you have to convince a group of people who are not directly dependent 
on the solution of a problem, you will never succeed. This is true also 
of noneconomic problems.

There have been painters, poets, writers, composers, who com-
plained that the public did not acknowledge their work and caused 
them to remain poor. The public may certainly have had poor judg-
ment, but when these artists said: “The government ought to support 
great artists, painters, and writers,” they were very much in the wrong. 
Whom should the government entrust with the task of deciding 
whether a newcomer is really a great painter or not? It would have to 
rely on the judgment of the critics, and the professors of the history of 
art who are always looking back into the past yet who very rarely have 
shown the talent to discover new genius. This is the great difference 
between a system of “planning” and a system in which everyone can 
plan and act for himself.

It is true, of course, that great painters and great writers have often 
had to endure great hardships. They might have succeeded in their 

* [Editor’s note: General Billy Mitchell (1879–1936), an ardent advocate of military airpower, 
was accused of criticizing his superiors and court martialed, then honored posthumously.]
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art, but not always in getting money. Van Gogh was certainly a great 
painter. He had to suffer unbearable hardship and, fi nally, when he 
was thirty-seven years old, he committed suicide. In all his life he sold 
only one painting and the buyer of it was his cousin. Apart from this 
one sale, he lived from the money of his brother, who was not an art-
ist nor a painter. But van Gogh’s brother understood a painter’s needs. 
Today you cannot buy a van Gogh for less than one hundred or two 
hundred thousand dollars.

Under a socialist system, van Gogh’s fate might have been different. 
Some government offi cial would have asked some well-known painters 
(whom van Gogh certainly would not have regarded as artists at all) 
whether this young man, half or completely crazy, was really a painter 
worthy to be supported. And they without a doubt would have an-
swered: “No, he is not a painter; he is not an artist; he is just a man who 
wastes paint;” and they would have sent him into a milk factory or into 
a home for the insane. Therefore all this enthusiasm in favor of social-
ism by the rising generation of painters, poets, musicians, journalists, 
actors, is based on an illusion. I mention this because these groups are 
among the most fanatical supporters of the socialist idea.

Economic Calculation

When it comes to choosing between socialism and capitalism as an 
economic system, the problem is somewhat different. The authors of 
socialism never suspected that modern industry, and all the opera-
tions of modern business, are based on calculation. Engineers are by 
no means the only ones who make plans on the basis of calculations, 
businessmen also must do so. And businessmen’s calculations are all 
based on the fact that, in the market economy, the money prices of 
goods inform not only the consumer, they also provide vital informa-
tion to businessmen about the factors of production, the main func-
tion of the market being not merely to determine the cost of the last 
part of the process of production and transfer of goods to the hands of 
the consumer, but the cost of those steps leading up to it. The whole 
market system is bound up with the fact that there is a mentally calcu-
lated division of labor between the various businessmen who vie with 
each other in bidding for the factors of production—the raw materials, 
the machines, the instruments—and for the human factor of produc-
tion, the wages paid to labor. This sort of calculation by the business-
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man cannot be accomplished in the absence of prices supplied by the 
market.

At the very instant you abolish the market—which is what the so-
cialists would like to do—you render useless all the computations and 
calculations of the engineers and technologists. The technologists can 
give you a great number of projects which, from the point of view of 
the natural sciences, are equally feasible, but it takes the market-based 
calculations of the businessman to make clear which of those projects 
is the most advantageous, from the economic point of view.

The problem with which I am dealing here is the fundamental issue 
of capitalistic economic calculation as opposed to socialism. The fact 
is that economic calculation, and therefore all technological planning, 
is possible only if there are money prices, not only for consumer goods 
but also for the factors of production. This means there has to be a 
market for raw materials, for all half-fi nished goods, for all tools and 
machines, and for all kinds of human labor and human services.

When this fact was discovered, the socialists did not know how to 
respond. For one hundred and fi fty years they had said: “All the evils in 
the world come from the fact that there are markets and market prices. 
We want to abolish the market and with it, of course, the market econ-
omy, and substitute for it a system without prices and without markets.” 
They wanted to abolish what Marx called the “commodity character” 
of commodities and of labor.

When faced with this new problem, the authors of socialism, having 
no answer, fi nally said: “We will not abolish the market altogether; we 
will pretend that a market exists; we will play market, like children who 
play school.” But everyone knows that when children play school, they 
do not learn anything. It is just an exercise, a game, and you can “play” 
at many things.

This is a very diffi cult and complicated problem and in order to deal 
with it in full one needs a little more time than I have here. I have ex-
plained it in detail in my writings. In six lectures I cannot enter into an 
analysis of all its aspects. Therefore, I want to advise you, if you are in-
terested in the fundamental problem of the impossibility of calculation 
and planning under socialism, read my book Human Action, which is 
available in an excellent Spanish translation.

But read other books, too, like the book of the Norwegian economist 
Trygve Hoff, who wrote on economic calculation. And if you do not 
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want to be one-sided, I recommend that you read the highly regarded 
socialist book on this subject by the eminent Polish economist Oskar 
Lange, who at one time was a professor at an American university, then 
became a Polish ambassador, and later returned to Poland.

The “Soviet Experiment”

You will probably ask me: “What about Russia? How do the Russians 
handle this question?” This changes the problem. The Russians oper-
ate their socialistic system within a world in which there are prices for 
all the factors of production, for all raw materials, for everything. They 
can therefore employ, for their planning, the foreign prices of the world 
market. And because there are certain differences between conditions 
in Russia and those in United States, the result is very often that the 
Russians consider something to be justifi ed and advisable—from their 
economic point of view—that the Americans would not consider eco-
nomically justifi able at all.

The “Soviet experiment,” as it was called, does not prove anything. 
It does not tell us anything about the fundamental problem of social-
ism, the problem of calculation. But are we entitled to speak of it as 
an experiment? I do not believe there is such a thing as a scientifi c 
experiment in the fi eld of human action and economics. You cannot 
make laboratory experiments in the fi eld of human action because a 
scientifi c experiment requires that you do the same thing under vari-
ous conditions, or that you maintain the same conditions, changing 
perhaps only one factor. For instance, if you inject into a cancerous 
animal some experimental medication, the result may be that the can-
cer will disappear. You can test this with various animals of the same 
kind which suffer from the same malignancy. If you treat some of them 
with the new method and do not treat the rest, then you can compare 
the result. You cannot do this within the fi eld of human action. There 
are no laboratory experiments in human action.

The so-called Soviet “experiment” merely shows that the standard of 
living is incomparably lower in Soviet Russia than it is in the country 
that is considered, by the whole world, as the paragon of capitalism: the 
United States.

Of course, if you tell this to a socialist, he will say: “Things are won-
derful in Russia.” And you tell him: “They may be wonderful, but the 
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average standard of living is much lower.” Then he will answer: “Yes, 
but remember how terrible it was for the Russians under the tsars and 
how terrible a war we had to fi ght.”

I do not want to enter into discussion of whether this is or is not a 
correct explanation, but if you deny that the conditions are the same, 
you deny that it was an experiment. You must then say this (which 
would be much more correct): “Socialism in Russia has not brought 
about an improvement in the conditions of the average man which can 
be compared with the improvement of conditions, during the same pe-
riod, in the United States.”

In the United States you hear of something new, of some improve-
ment, almost every week. These are improvements that business has 
generated, because thousands and thousands of business people are 
trying day and night to fi nd some new product which satisfi es the con-
sumer better or is less expensive to produce, or better and less expen-
sive than the existing products. They do not do this out of altruism, 
they do it because they want to make money. And the effect is that you 
have an improvement in the standard of living in the United States 
which is almost miraculous, when compared with the conditions that 
existed fi fty or a hundred years ago. But in Soviet Russia, where you do 
not have such a system, you do not have a comparable improvement. 
So those people who tell us that we ought to adopt the Soviet system 
are badly mistaken.

There is something else that should be mentioned. The American 
consumer, the individual, is both a buyer and a boss. When you leave 
a store in America, you may fi nd a sign saying: “Thank you for your 
patronage. Please come again.” But when you go into a shop in a to-
talitarian country—be it in present-day Russia, or in Germany as it was 
under the regime of Hitler—the shopkeeper tells you: “You have to be 
thankful to the great leader for giving you this.”

In socialist countries, it is not the seller who has to be grateful, it is 
the buyer. The citizen is not the boss; the boss is the Central Commit-
tee, the Central Offi ce. Those socialist committees and leaders and 
dictators are supreme, and the people simply have to obey them.
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Interventionism

A famous, very often quoted phrase says: “That government is best, 
which governs least.” I do not believe this to be a correct description of 
the functions of a good government. Government ought to do all the 
things for which it is needed and for which it was established. Govern-
ment ought to protect the individuals within the country against the 
violent and fraudulent attacks of gangsters, and it should defend the 
country against foreign enemies. These are the functions of govern-
ment within a free system, within the system of the market economy.

Under socialism, of course, the government is totalitarian, and there 
is nothing outside its sphere and its jurisdiction. But in the market 
economy the main task of the government is to protect the smooth 
functioning of the market economy against fraud or violence from 
within and from outside the country.

People who do not agree with this defi nition of the functions of gov-
ernment may say: “This man hates the government.” Nothing could 
be farther from the truth. If I should say that gasoline is a very use-
ful liquid, useful for many purposes, but that I would nevertheless not 
drink gasoline because I think that would not be the right use for it, I 
am not an enemy of gasoline, and I do not hate gasoline. I only say that 
gasoline is very useful for certain purposes, but not fi t for other pur-
poses. If I say it is the government’s duty to arrest murderers and other 
criminals, but not its duty to run the railroads or to spend money for 
useless things, then I do not hate the government by declaring that it is 
fi t to do certain things but not fi t to do other things.

It has been said that under present-day conditions we no longer have 
a free market economy. Under present-day conditions we have some-
thing called the “mixed economy.” And for evidence of our “mixed 
economy,” people point to the many enterprises which are operated 
and owned by the government. The economy is mixed, people say, be-
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cause there are, in many countries, certain institutions—like the tele-
phone, telegraph, and railroads—which are owned and operated by the 
government.

Government-Operated Enterprises

That some of these institutions and enterprises are operated by the gov-
ernment is certainly true. But this fact alone does not change the char-
acter of our economic system. It does not even mean there is a “little 
socialism” within the otherwise nonsocialist, free market economy. 
For the government, in operating these enterprises, is subject to the 
supremacy of the market, which means it is subject to the supremacy of 
the consumers. The government—if it operates, let us say, post offi ces 
or railroads—has to hire people who have to work in these enterprises. 
It also has to buy the raw materials and other things that are needed 
for the conduct of these enterprises. And on the other hand, it “sells” 
these services or commodities to the public. Yet, even though it oper-
ates these institutions using the methods of the free economic system, 
the result, as a rule, is a defi cit. The government, however, is in a posi-
tion to fi nance such a defi cit—at least the members of the government 
and of the ruling party believe so.

It is certainly different for an individual. The individual’s power to 
operate something with a defi cit is very limited. If the defi cit is not very 
soon eliminated, and if the enterprise does not become profi table (or 
at least show that no further defi cit losses are being incurred), the indi-
vidual goes bankrupt and the enterprise must come to an end.

But for the government, conditions are different. The government 
can run at a defi cit, because it has the power to tax people. And if 
the taxpayers are prepared to pay higher taxes in order to make it pos-
sible for the government to operate an enterprise at a loss—that is, in a 
less effi cient way than it would be done by a private institution—and 
if the public will accept this loss, then of course the enterprise will 
continue.

In recent years, governments have increased the number of nation-
alized institutions and enterprises in most countries to such an extent 
that the defi cits have grown far beyond the amount that could be col-
lected in taxes from the citizens. What happens then is not the subject 
of today’s lecture. It is infl ation, and I shall deal with that tomorrow. I 
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mentioned this only because the mixed economy must not be confused 
with the problem of interventionism, about which I want to talk tonight.

What Is Interventionism?

What is interventionism? Interventionism means that the government 
does not restrict its activity to the preservation of order, or—as people 
used to say a hundred years ago—to “the production of security.” Inter-
ventionism means that the government wants to do more. It wants to 
interfere with market phenomena.

If one objects and says the government should not interfere with 
business, people very often answer: “But the government necessarily 
always interferes. If there are policemen on the street, the government 
interferes. It interferes with a robber looting a shop or it prevents a man 
from stealing a car.” But when dealing with interventionism and defi n-
ing what is meant by interventionism, we are speaking about govern-
ment interference with the market. (That the government and the po-
lice are expected to protect the citizens, which includes businessmen, 
and of course their employees, against attacks on the part of domestic 
or foreign gangsters, is in fact a normal, necessary expectation of any 
government. Such protection is not an intervention, for the govern-
ment’s only legitimate function is, precisely, to produce security.)

What we have in mind when we talk about interventionism is the 
government’s desire to do more than prevent assaults and fraud. Inter-
ventionism means that the government not only fails to protect the 
smooth functioning of the market economy, but that it interferes with 
the various market phenomena; it interferes with prices, with wage 
rates, interest rates, and profi ts.

The government wants to interfere in order to force businessmen 
to conduct their affairs in a different way than they would have cho-
sen if they had obeyed only the consumers. Thus, all the measures of 
interventionism by the government are directed toward restricting the 
supremacy of consumers. The government wants to arrogate to itself 
the power, or at least a part of the power, which, in the free market 
economy, is in the hands of the consumers.

Let us consider one example of interventionism, very popular in 
many countries and tried again and again by many governments, espe-
cially in times of infl ation. I refer to price control.
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Governments usually resort to price control when they have infl ated 
the money supply and people have begun to complain about the result-
ing rise in prices. There are many famous historical examples of price 
control methods that failed, but I shall refer to only two of them be-
cause, in both these cases, the governments were really very energetic 
in enforcing or trying to enforce their price controls.

The fi rst famous example is the case of the Roman emperor Di-
ocletian, very well-known as the last of those Roman emperors who 
persecuted the Christians. The Roman emperor in the second part of 
the third century had only one fi nancial method, and this was cur-
rency debasement. In those primitive ages, before the invention of the 
printing press, even infl ation was, let us say, primitive. It involved de-
basement of the coinage, especially the silver. The government mixed 
more and more copper into the silver until the color of the silver coins 
was changed and the weight was reduced considerably. The result of 
this coinage debasement and the associated increase in the quantity of 
money was an increase in prices, followed by an edict to control prices. 
And Roman emperors were not very mild when they enforced a law; 
they did not consider death too mild a punishment for a man who had 
asked for a higher price. They enforced price control, but they failed to 
maintain the society. The result was the disintegration of the Roman 
Empire and the system of the division of labor.

Then, fi fteen hundred years later, the same currency debasement 
took place during the French Revolution. But this time a different 
method was used. The technology for producing money was consider-
ably improved. It was no longer necessary for the French to resort to 
debasement of the coinage: they had the printing press. And the print-
ing press was very effi cient. Again, the result was an unprecedented 
rise in prices. But in the French Revolution maximum prices were not 
enforced by the same method of capital punishment which the em-
peror Diocletian had used. There had also been an improvement in 
the technique of killing citizens. You all remember the famous Doctor 
J. I. Guillotin (1738–1814), who advocated the use of the guillotine. De-
spite the guillotine the French also failed with their laws of maximum 
prices. When Robespierre himself was carted off to the guillotine the 
people shouted, “There goes the dirty Maximum.”

I wanted to mention this, because people often say: “What is needed 
in order to make price control effective and effi cient is merely more 
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brutality and more energy.” Now certainly, Diocletian was very brutal, 
and so was the French Revolution. Nevertheless, price control mea-
sures in both ages failed entirely.

Why Price Controls Fail

Now let us analyze the reasons for this failure. The government hears 
people complain that the price of milk has gone up. And milk is cer-
tainly very important, especially for the rising generation, for children. 
Consequently, the government declares a maximum price for milk, a 
maximum price that is lower than the potential market price would be. 
Now the government says: “Certainly we have done everything needed 
in order to make it possible for poor parents to buy as much milk as 
they need to feed their children.”

But what happens? On the one hand, the lower price of milk in-
creases the demand for milk; people who could not afford to buy milk 
at a higher price are now able to buy it at the lower price which the gov-
ernment has decreed. And on the other hand some of the producers, 
those producers of milk who are producing at the highest cost—that is, 
the marginal producers—are now suffering losses, because the price 
which the government has decreed is lower than their costs. This is the 
important point in the market economy. The private entrepreneur, the 
private producer, cannot take losses in the long run. And as he cannot 
take losses in milk, he restricts the production of milk for the market. 
He may sell some of his cows for the slaughterhouse, or instead of milk 
he may sell some products made out of milk, for instance sour cream, 
butter, or cheese.

Thus the government’s interference with the price of milk will result 
in less milk than there was before, and at the same time there will be a 
greater demand. Some people who are prepared to pay the government-
decreed price cannot buy it. Another result will be that anxious people 
will hurry to be fi rst at the shops. They have to wait outside. The long 
lines of people waiting at shops always appear as a familiar phenom-
enon in a city in which the government has decreed maximum prices 
for commodities that the government considers as important. This has 
happened everywhere when the price of milk was controlled. This was 
always prognosticated by economists. Of course, only by sound econo-
mists, and their number is not very great.
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But what is the result of the government’s price control? The govern-
ment is disappointed. It wanted to increase the satisfaction of the milk 
drinkers. But actually it has dissatisfi ed them. Before the government 
interfered, milk was expensive, but people could buy it. Now there is 
only an insuffi cient quantity of milk available. Therefore, the total con-
sumption of milk drops. The children are getting less milk, not more. 
The next measure to which the government now resorts is rationing. 
But rationing only means that certain people are privileged and are 
getting milk while other people are not getting any at all. Who gets 
milk and who does not, of course, is always very arbitrarily determined. 
One order may determine, for example, that children under four years 
old should get milk, and that children over four years, or between the 
age of four and six should get only half the ration which children under 
four years receive.

Whatever the government does, the fact remains, there is only a 
smaller amount of milk available. Thus people are still more dissatis-
fi ed than they were before. Now the government asks the milk pro-
ducers (because the government does not have enough imagination to 
fi nd out for itself): “Why do you not produce the same amount of milk 
you produced before?” The government gets the answer: “We cannot 
do it, since the costs of production are higher than the maximum price 
which the government has established.” Now the government studies 
the costs of the various items of production, and it discovers one of the 
items is fodder.

“Oh,” says the government, “the same control we applied to milk 
we will now apply to fodder. We will determine a maximum price for 
fodder, and then you will be able to feed your cows at a lower price, at 
a lower expenditure. Then everything will be all right; you will be able 
to produce more milk and you will sell more milk.”

But what happens now? The same story repeats itself with fodder, 
and as you can understand, for the same reasons. The production of 
fodder drops and the government is again faced with a dilemma. So 
the government arranges new hearings, to fi nd out what is wrong with 
fodder production. And it gets an explanation from the producers of 
fodder precisely like the one it got from the milk producers. So the gov-
ernment must go a step farther, since it does not want to abandon the 
principle of price control. It determines maximum prices for produc-
ers’ goods which are necessary for the production of fodder. And the 
same story happens again.
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The government at the same time starts controlling not only milk, 
but also eggs, meat, and other necessities. And every time the govern-
ment gets the same result, everywhere the consequence is the same. 
Once the government fi xes a maximum price for consumer goods, it 
has to go farther back to producers’ goods, and limit the prices of the 
producers’ goods required for the production of the price-controlled 
consumer goods. And so the government, having started with only a 
few price controls, goes farther and farther back in the process of pro-
duction, fi xing maximum prices for all kinds of producers’ goods, in-
cluding of course the price of labor, because without wage control, the 
government’s “cost control” would be meaningless.

Moreover, the government cannot limit its interference into the mar-
ket to only those things which it views as vital necessities, like milk, but-
ter, eggs, and meat. It must necessarily include luxury goods, because 
if it did not limit their prices, capital and labor would abandon the pro-
duction of vital necessities and would turn to producing those things 
which the government considers unnecessary luxury goods. Thus, the 
isolated interference with one or a few prices of consumer goods always 
brings about effects—and this is important to realize—which are even 
less satisfactory than the conditions that prevailed before.

Before the government interfered, milk and eggs were expensive; 
after the government interfered they began to disappear from the mar-
ket. The government considered those items to be so important that it 
interfered; it wanted to increase the quantity and improve the supply. 
The result was the opposite: the isolated interference brought about a 
condition which—from the point of view of the government—is even 
more undesirable than the previous state of affairs which the govern-
ment wanted to alter. And as the government goes farther and farther, 
it will fi nally arrive at a point where all prices, all wage rates, all interest 
rates, in short everything in the whole economic system, is determined 
by the government. And this, clearly, is socialism.

What I have told you here, this schematic and theoretical expla-
nation, is precisely what happened in those countries which tried to 
enforce a maximum price control, where governments were stubborn 
enough to go step by step until they came to the end. This happened 
in the First World War in Germany and England.
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Wartime Interventions

Let us analyze the situation in both countries. Both countries expe-
rienced infl ation. Prices went up, and the two governments imposed 
price controls. Starting with a few prices, starting with only milk and 
eggs, they had to go farther and farther. The longer the war went on, 
the more infl ation was generated. And after three years of war, the 
Germans—systematically as always—elaborated a great plan. They 
called it the Hindenburg Plan: everything in Germany considered to 
be good by the government at that time was named after Hindenburg.

The Hindenburg Plan meant that the whole German economic sys-
tem should be controlled by the government: prices, wages, profi ts . . . 
everything. And the bureaucracy immediately began to put this into 
effect. But before they had fi nished, the debacle came: the German 
empire broke down, the entire bureaucratic apparatus disappeared, the 
revolution brought its bloody results—things came to an end.

In England they started in the same way, but after a time, in the 
spring of 1917, the United States entered the war and supplied the Brit-
ish with suffi cient quantities of everything. Therefore the road to so-
cialism, the road to serfdom, was interrupted.

Before Hitler came to power, Chancellor Brüning again introduced 
price control in Germany for the usual reasons. Hitler enforced it, even 
before the war started. For in Hitler’s Germany there was no private 
enterprise or private initiative. In Hitler’s Germany there was a system 
of socialism which differed from the Russian system only to the extent 
that the terminology and labels of the free economic system were still 
retained. There still existed “private enterprises,” as they were called. 
But the owner was no longer an entrepreneur, the owner was called a 
“shop manager” (Betriebsführer).

The whole of Germany was organized in a hierarchy of führers; 
there was the Highest Führer, Hitler of course, and then there were 
führers down to the many hierarchies of smaller führers. And the head 
of an enterprise was the Betriebsführer. And the workers of the enter-
prise were named by a word that, in the Middle Ages, had signifi ed the 
retinue of a feudal lord: the Gefolgschaft. And all of these people had to 
obey the orders issued by an institution which had a terribly long name: 
Reichsführerwirtschaftsministerium,* at the head of which was the well-
known fat man, named Goering, adorned with jewelry and medals.

* Führer of the Reich’s, i.e., the empire’s, Ministry of Economics.
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And from this body of ministers with the long name came all the 
orders to every enterprise: what to produce, in what quantity, where 
to get the raw materials and what to pay for them, to whom to sell the 
products and at what prices to sell them. The workers got the order 
to work in a defi nite factory, and they received wages which the gov-
ernment decreed. The whole economic system was now regulated in 
every detail by the government.

The Betriebsführer did not have the right to take the profi ts for him-
self; he received what amounted to a salary, and if he wanted to get 
more he would, for example, say: “I am very sick, I need an operation 
immediately, and the operation will cost fi ve hundred marks,” then 
he had to ask the führer of the district (the Gauführer or Gauleiter) 
whether he had the right to take out more than the salary which was 
given to him. The prices were no longer prices, the wages were no lon-
ger wages, they were all quantitative terms in a system of socialism.

Now let me tell you how that system broke down. One day, after 
years of fi ghting, the foreign armies arrived in Germany. They tried to 
preserve this government-directed economic system, but the brutality 
of Hitler would have been necessary to preserve it and, without this, it 
did not work.

And while this was going on in Germany, Great Britain—during the 
Second World War—did precisely what Germany did. Starting with 
the price control of some commodities only, the British government 
began step by step (in the same way Hitler had done in peacetime, 
even before the start of the war) to control more and more of the econ-
omy until, by the time the war ended, they had reached something 
that was almost pure socialism.

Great Britain was not brought to socialism by the Labour government 
which was established in 1945. Great Britain became socialist during 
the war, through the government of which Sir Winston Churchill was 
the prime minister. The Labour government simply retained the sys-
tem of socialism which the government of Sir Winston Churchill had 
already introduced. And this in spite of great resistance by the people.

The nationalizations in Great Britain did not mean very much; the 
nationalization of the Bank of England was merely nominal, because 
the Bank of England was already under the complete control of the 
government. And it was the same with the nationalization of the rail-
roads and the steel industry. The “war socialism,” as it was called—
meaning the system of interventionism proceeding step by step—had 
already virtually nationalized the system.
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The difference between the German and British systems was not 
important since the people who operated them had been appointed by 
the government and in both cases they had to obey the government’s 
orders in every respect. As I said before, the system of the German 
Nazis retained the labels and terms of the capitalistic free market econ-
omy. But they meant something very different: there were now only 
government decrees.

This was also true for the British system. When the Conservative 
party in Britain was returned to power, some of those controls were 
removed. In Great Britain we now have attempts from one side to re-
tain controls and from the other side to abolish them. (But one must 
not forget that, in England, conditions are very different from condi-
tions in Russia.) The same is true for other countries which depend on 
the importation of food and raw materials and therefore have to export 
manufactured goods. For countries depending heavily on export trade, 
a system of government control simply does not work.

Thus, as far as there is economic freedom left (and there is still sub-
stantial freedom in some countries, such as Norway, England, Swe-
den), it exists because of the necessity to retain export trade. Earlier, I 
chose the example of milk, not because I have a special preference for 
milk, but because practically all governments—or most of them—in 
recent decades, have regulated milk, egg, or butter prices.

Rent Control

I want to refer, in a few words, to another example, and that is rent 
control. If the government controls rents, one result is that people who 
would otherwise have moved from bigger apartments to smaller ones 
when their family conditions changed, will no longer do so. For exam-
ple, consider parents whose children left home when they came into 
their twenties, married, or went into other cities to work. Such parents 
used to change their apartments and take smaller and cheaper ones. 
This necessity disappeared when rent controls were imposed.

In Vienna, Austria, in the early twenties, where rent control was well-
established, the amount of money that the landlord received for an av-
erage apartment under rent control was not more than twice the price 
of a ticket for a ride on the city-owned street cars. You can imagine that 
people did not have any incentive to change their apartments. And, on 
the other hand, there was no construction of new houses. Similar con-
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ditions prevailed in the United States after the Second World War and 
are continuing in many cities to this day.

One of the main reasons why many cities in the United States are 
in such great fi nancial diffi culty is that they have rent control and a 
resulting shortage of housing. So the government has spent billions for 
the building of new houses. But why was there such a housing short-
age? The housing shortage developed for the same reasons that brought 
milk shortages when there was milk price control. That means: when 
the government interferes with the market, it is more and more driven 
towards socialism.

And this is the answer to those people who say: “We are not social-
ists, we do not want the government to control everything. We realize 
this is bad. But why should not the government interfere a little bit 
with the market? Why shouldn’t the government do away with some 
things which we do not like?”

Is There a Middle-of-the-Road System?

These people talk of a “middle-of-the-road” policy. What they do not 
see is that the isolated interference, which means the interference with 
only one small part of the economic system, brings about a situation 
which the government itself—and the people who are asking for gov-
ernment interference—fi nd worse than the conditions they wanted 
to abolish: the people who are asking for rent control are very angry 
when they discover there is a shortage of apartments and a shortage of 
housing.

But this shortage of housing was created precisely by government in-
terference, by the establishment of rents below the level people would 
have had to pay in a free market.

The idea that there is a third system—between socialism and capital-
ism, as its supporters say—a system as far away from socialism as it is 
from capitalism but that retains the advantages and avoids the disad-
vantages of each—is pure nonsense. People who believe there is such a 
mythical system can become really poetic when they praise the glories 
of interventionism. One can only say they are mistaken. The govern-
ment interference which they praise brings about conditions which 
they themselves do not like.

One of the problems I will deal with later is protectionism. The gov-
ernment tries to isolate the domestic market from the world market. It 
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introduces tariffs which raise the domestic price of a commodity above 
the world market price, making it possible for domestic producers to 
form cartels. The cartels are then attacked by the government, declar-
ing: “Under these conditions, anti-cartel legislation is necessary.”

This is precisely the situation with most of the European govern-
ments. In the United States, there are yet other reasons for antitrust 
legislation and the government’s campaign against the specter of 
monopoly.

It is absurd to see the government—which creates by its own inter-
vention the conditions making possible the emergence of domestic 
cartels—point its fi nger at business, saying: “There are cartels, there-
fore government interference with business is necessary.” It would be 
much simpler to avoid cartels by ending the government’s interference 
with the market—an interference which makes these cartels possible.

The idea of government interference as a “solution” to economic 
problems leads, in every country, to conditions which, at the least, are 
very unsatisfactory and often quite chaotic. If the government does not 
stop in time, it will bring on socialism.

Nevertheless, government interference with business is still very 
popular. As soon as someone does not like something that happens in 
the world, he says: “The government ought to do something about it. 
What do we have a government for? The government should do it.” 
And this is a characteristic remnant of thought from past ages, of ages 
preceding modern freedom, modern constitutional government, before 
representative government or modern republicanism.

For centuries there was the doctrine—maintained and accepted by 
everyone—that a king, an anointed king, was the messenger of God; 
he had more wisdom than his subjects, and he had supernatural pow-
ers. As recently as the beginning of the nineteenth century, people suf-
fering from certain diseases expected to be cured by the royal touch, 
by the hand of the king. Doctors were usually better; nevertheless, they 
had their patients try the king.

This doctrine of the superiority of a paternal government, of the 
supernatural and superhuman powers of the hereditary kings gradu-
ally disappeared—or at least we thought so. But it came back again. 
There was a German professor named Werner Sombart (I knew him 
very well), who was known the world over, who was an honorary doctor 
of many universities and an honorary member of the American Eco-
nomic Association. That professor wrote a book, which is available in 
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an English translation, published by the Princeton University Press. It 
is available also in a French translation, and probably also in Spanish—
at least I hope it is available, because then you can check what I am 
saying. In this book, published in our century, not in the Dark Ages, 
Werner Sombart, a professor of economics, simply says: “The Führer, 
our Führer”—he means, of course, Hitler—“gets his orders directly 
from God, the Führer of the Universe.”

I spoke of this hierarchy of the führers earlier, and in this hierarchy, 
I mentioned Hitler as the “Supreme Führer” . . . But there is, accord-
ing to Werner Sombart, a still higher Führer, God, the Führer of the 
universe. And God, he wrote, gives His orders directly to Hitler. Of 
course, Professor Sombart said very modestly: “We do not know how 
God communicates with the Führer. But the fact cannot be denied.”

Now, if you hear that such a book can be published in the German 
language, the language of a nation which was once hailed as “the na-
tion of philosophers and poets,” and if you see it translated into English 
and French, then you will not be astonished at the fact that even a little 
bureaucrat considers himself wiser and better than the citizens and 
wants to interfere with everything, even though he is only a poor little 
bureaucrat, and not the famous Professor Werner Sombart, honorary 
member of everything.

Is there a remedy against such happenings? I would say, yes, there 
is a remedy. And this remedy is the power of the citizens; they have to 
prevent the establishment of such an autocratic regime that arrogates 
to itself a higher wisdom than that of the average citizen. This is the 
fundamental difference between freedom and serfdom.

The socialist nations have arrogated to themselves the term democ-
racy. The Russians call their own system a People’s Democracy; they 
probably maintain that the people are represented in the person of the 
dictator. I think that one dictator, Juan Perón here in Argentina, was 
given a good answer when he was forced into exile in 1955. Let us hope 
that all other dictators, in other nations, will be accorded a similar 
response.
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Infl ation

If the supply of caviar were as plentiful as the supply of potatoes, the 
price of caviar—that is, the exchange ratio between caviar and money 
or caviar and other commodities—would change considerably. In that 
case, one could obtain caviar at a much smaller sacrifi ce than is re-
quired today. Likewise, if the quantity of money is increased, the pur-
chasing power of the monetary unit decreases, and the quantity of 
goods that can be obtained for one unit of this money decreases also.

When, in the sixteenth century, American resources of gold and sil-
ver were discovered and exploited, enormous quantities of the precious 
metals were transported to Europe. The result of this increase in the 
quantity of money was a general tendency toward an upward move-
ment of prices in Europe. In the same way, today, when a government 
increases the quantity of paper money, the result is that the purchasing 
power of the monetary unit begins to drop, and so prices rise. This is 
called infl ation.

Unfortunately, in the United States, as well as in other countries, 
some people prefer to attribute the cause of infl ation not to an increase 
in the quantity of money but, rather, to the rise in prices.

However, there has never been any serious argument against the 
economic interpretation of the relationship between prices and the 
quantity of money, or the exchange ratio between money and other 
goods, commodities, and services. Under present day technological 
conditions there is nothing easier than to manufacture pieces of pa-
per upon which certain monetary amounts are printed. In the United 
States, where all the notes are of the same size, it does not cost the gov-
ernment more to print a bill of a thousand dollars than it does to print 
a bill of one dollar. It is purely a printing procedure that requires the 
same quantity of paper and ink.
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Printing Press Money

In the eighteenth century, when the fi rst attempts were made to issue 
bank notes and to give these bank notes the quality of legal tender—
that is, the right to be honored in exchange transactions in the same 
way that gold and silver pieces were honored—the governments and 
nations believed that bankers had some secret knowledge enabling 
them to produce wealth out of nothing. When the governments of the 
eighteenth century were in fi nancial diffi culties, they thought all they 
needed was a clever banker at the head of their fi nancial management 
in order to get rid of all their diffi culties.

Some years before the French Revolution, when the royalty of 
France was in fi nancial trouble, the king of France sought out such a 
clever banker, and appointed him to a high position. This man was, in 
every regard, the opposite of the people who, up to that time, had ruled 
France. First of all he was not a Frenchman, he was a foreigner—a 
Swiss from Geneva, Jacques Necker. Secondly, he was not a member 
of the aristocracy, he was a simple commoner. And what counted even 
more in eighteenth-century France, he was not a Catholic, but a Prot-
estant. And so Monsieur Necker, the father of the famous Madame de 
Staël, became the minister of fi nance, and everyone expected him to 
solve the fi nancial problems of France. But in spite of the high degree 
of confi dence Monsieur Necker enjoyed, the royal cashbox remained 
empty—Necker’s greatest mistake having been his attempt to fi nance 
aid to the American colonists in their war of independence against 
England without raising taxes. That was certainly the wrong way to go 
about solving France’s fi nancial troubles.

There can be no secret way to the solution of the fi nancial prob-
lems of a government; if it needs money, it has to obtain the money by 
taxing its citizens (or, under special conditions, by borrowing it from 
people who have the money). But many governments, we can even 
say most governments, think there is another method for getting the 
needed money; simply to print it.

If the government wants to do something benefi cial—if, for exam-
ple, it wants to build a hospital—the way to fi nd the needed money 
for this project is to tax the citizens and build the hospital out of tax 
revenues. Then no special “price revolution” will occur, because when 
the government collects money for the construction of the hospital, 
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the citizens—having paid the taxes—are forced to reduce their spend-
ing. The individual taxpayer is forced to restrict either his consump-
tion, his investments, or his savings. The government, appearing on 
the market as a buyer, replaces the individual citizen: the citizen buys 
less, but the government buys more. The government, of course, does 
not always buy the same goods which the citizens would have bought; 
but on the average there occurs no rise in prices due to the govern-
ment’s construction of a hospital.

I choose this example of a hospital precisely because people some-
times say: “It makes a difference whether the government uses its 
money for good or for bad purposes.” I want to assume that the govern-
ment always uses the money which it has printed for the best possible 
purposes—purposes with which we all agree. For it is not the way in 
which the money is spent, it is the way in which the government ob-
tains this money that brings about those consequences we call infl ation 
and which most people in the world today do not consider as benefi cial.

For example, without infl ating, the government could use the tax-
collected money for hiring new employees or for raising the salaries of 
those who are already in government service. Then these people, whose 
salaries have been increased, are in a position to buy more. When the 
government taxes the citizens and uses this money to increase the sala-
ries of government employees, the taxpayers have less to spend, but the 
government employees have more. Prices in general will not increase.

But if the government does not use tax money for this purpose, if it 
uses freshly printed money instead, it means that there will be people 
who now have more money while all other people still have as much as 
they had before. So those who received the newly-printed money will 
be competing with those people who were buyers before. And since 
there are no more commodities than there were previously, but there 
is more money on the market—and since there are now people who 
can buy more today than they could have bought yesterday—there will 
be an additional demand for that same quantity of goods. Therefore 
prices will tend to go up. This cannot be avoided, no matter what the 
use of this newly-issued money will be.

Step-by-Step Price Increases

And more importantly, this tendency for prices to go up will develop 
step by step; it is not a general upward movement of what has been 
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called the “price level.” The metaphorical expression “price level” must 
never be used.

When people talk of a “price level,” they have in mind the image 
of a level of a liquid which goes up or down according to the increase 
or decrease in its quantity, but which, like a liquid in a tank, always 
rises evenly. But with prices, there is no such thing as a “level.” Prices 
do not change to the same extent at the same time. There are always 
prices that are changing more rapidly, rising or falling more rapidly 
than other prices. There is a reason for this.

Consider the case of the government employee who received the 
new money added to the money supply. People do not buy today pre-
cisely the same commodities and in the same quantities as they did 
yesterday. The additional money which the government has printed 
and introduced into the market is not used for the purchase of all com-
modities and services. It is used for the purchase of certain commodi-
ties, the prices of which will rise, while other commodities will still 
remain at the prices that prevailed before the new money was put on 
the market. Therefore, when infl ation starts, different groups within 
the population are affected by this infl ation in different ways. Those 
groups who get the new money fi rst gain a temporary benefi t.

When the government infl ates in order to wage a war, it has to buy 
munitions, and the fi rst to get the additional money are the munitions 
industries and the workers within these industries. These groups are 
now in a very favorable position. They have higher profi ts and higher 
wages; their business is moving. Why? Because they were the fi rst to 
receive the additional money. And having now more money at their 
disposal, they are buying. And they are buying from other people who 
are manufacturing and selling the commodities that these munitions 
makers want.

These other people form a second group. And this second group 
considers infl ation to be very good for business. Why not? Isn’t it 
wonderful to sell more? For example, the owner of a restaurant in the 
neighborhood of a munitions factory says: “It is really marvelous! The 
munitions workers have more money; there are many more of them 
now than before; they are all patronizing my restaurant; I am very 
happy about it.” He does not see any reason to feel otherwise.

The situation is this: those people to whom the money comes fi rst 
now have a higher income, and they can still buy many commodities 
and services at prices which correspond to the previous state of the 
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market, to the condition that existed on the eve of infl ation. There-
fore, they are in a very favorable position. And thus infl ation contin-
ues step by step, from one group of the population to another. And all 
those to whom the additional money comes at the early state of infl a-
tion are benefi ted because they are buying some things at prices still 
corresponding to the previous stage of the the exchange ratio between 
money and commodities.

But there are other groups in the population to whom this additional 
money comes much, much later. These people are in an unfavorable 
position. Before the additional money comes to them they are forced 
to pay higher prices than they paid before for some—or for practically 
all—of the commodities they wanted to purchase, while their income 
has remained the same, or has not increased proportionately with 
prices.

Consider for instance a country like the United States during the 
Second World War; on the one hand, infl ation at that time favored 
the munitions workers, the munitions industries, the manufacturers of 
guns, while on the other hand it worked against other groups of the 
population. And the ones who suffered the greatest disadvantages from 
infl ation were the teachers and the ministers.

As you know, a minister is a very modest person who serves God and 
must not talk too much about money. Teachers, likewise, are dedicated 
persons who are supposed to think more about educating the young 
than about their salaries. Consequently, the teachers and ministers 
were among those who were most penalized by infl ation, for the vari-
ous schools and churches were the last to realize that they must raise 
salaries. When the church elders and the school corporations fi nally 
discovered that, after all, one should also raise the salaries of those ded-
icated people, the earlier losses they had suffered still remained.

For a long time, they had to buy less than they did before, to cut 
down their consumption of better and more expensive foods, and to re-
strict their purchase of clothing—because prices had already adjusted 
upward, while their incomes, their salaries, had not yet been raised. 
(This situation has changed considerably today, at least for teachers.)

There are therefore always different groups in the population being 
affected differently by infl ation. For some of them, infl ation is not so 
bad; they even ask for a continuation of it, because they are the fi rst to 
profi t from it. We will see, in the next lecture, how this unevenness in 
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the consequences of infl ation vitally affects the politics that lead to-
ward infl ation.

Under these changes brought about by infl ation, we have groups 
who are favored and groups who are directly profi teering. I do not use 
the term “profi teering” as a reproach to these people, for if there is 
someone to blame, it is the government that established the infl ation. 
And there are always people who favor infl ation, because they realize 
what is going on sooner than other people do. Their special profi ts are 
due to the fact that there will necessarily be unevenness in the process 
of infl ation.

Governments Do Not Like to Tax

The government may think that infl ation—as a method of raising 
funds—is better than taxation, which is always unpopular and diffi cult. 
In many rich and great nations, legislators have often discussed, for 
months and months, the various forms of new taxes that were neces-
sary because the parliament had decided to increase expenditures. 
Having discussed various methods of getting the money by taxation, 
they fi nally decided that perhaps it was better to do it by infl ation.

But of course, the word “infl ation” was not used. The politician in 
power who proceeds toward infl ation does not announce: “I am pro-
ceeding toward infl ation.” The technical methods employed to achieve 
the infl ation are so complicated that the average citizen does not real-
ize infl ation has begun.

One of the biggest infl ations in history was in the German Reich 
after the First World War. The infl ation was not so momentous dur-
ing the war; it was the infl ation after the war that brought about the 
catastrophe. The government did not say: “We are proceeding toward 
infl ation.” The government simply borrowed money very indirectly 
from the central bank. The government did not have to ask how the 
central bank would fi nd and deliver the money. The central bank sim-
ply printed it.

Today the techniques for infl ation are complicated by the fact that 
there is checkbook money. It involves another technique, but the re-
sult is the same. With the stroke of a pen, the government creates fi at 
money, thus increasing the quantity of money and credit. The govern-
ment simply issues the order, and the fi at money is there.
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Infl ation Cannot Last

The government does not care, at fi rst, that some people will be los-
ers, it does not care that prices will go up. The legislators say: “This is 
a wonderful system!” But this wonderful system has one fundamental 
weakness: it cannot last. If infl ation could go on forever, there would 
be no point in telling governments they should not infl ate. But the cer-
tain fact about infl ation is that, sooner or later, it must come to an end. 
It is a policy that cannot last.

In the long run, infl ation comes to an end with the breakdown of 
the currency; it comes to a catastrophe, to a situation like the one in 
Germany in 1923. On August 1, 1914, the value of the dollar was four 
marks and twenty pfennigs. Nine years and three months later, in No-
vember 1923, the dollar was pegged at 4.2 trillion marks. In other words, 
the mark was worth nothing. It no longer had any value.

Some years ago, a famous author, John Maynard Keynes, wrote: “In 
the long run we are all dead.” This is certainly true, I am sorry to say. 
But the question is, how short or long will the short run be? In the 
eighteenth century there was a famous lady, Madame de Pompadour, 
who is credited with the dictum: “Après nous le déluge” (“After us will 
come the fl ood”). Madame de Pompadour was happy enough to die in 
the short run. But her successor in offi ce, Madame du Barry, outlived 
the short run and was beheaded in the long run. For many people the 
“long run” quickly becomes the “short run”—and the longer infl ation 
goes on the sooner the “short run.”

How long can the short run last? How long can a central bank con-
tinue an infl ation? Probably as long as people are convinced that the 
government, sooner or later, but certainly not too late, will stop printing 
money and thereby stop decreasing the value of each unit of money.

When people no longer believe this, when they realize that the gov-
ernment will go on and on without any intention of stopping, then they 
begin to understand that prices tomorrow will be higher than they are 
today. Then they begin buying at any price, causing prices to go up to 
such heights that the monetary system breaks down.

I refer to the case of Germany, which the whole world was watch-
ing. Many books have described the events of that time. (Although I 
am not a German, but an Austrian, I saw everything from the inside: 
in Austria, conditions were not very different from those in Germany; 
nor were they much different in many other European countries.) For 
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several years, the German people believed that their infl ation was just 
a temporary affair, that it would soon come to an end. They believed 
it for almost nine years, until the summer of 1923. Then, fi nally, they 
began to doubt. As the infl ation continued, people thought it wiser to 
buy anything available, instead of keeping money in their pockets. Fur-
thermore, they reasoned that one should not give loans of money, but 
on the contrary, that it was a very good idea to be a debtor. Thus infl a-
tion continued feeding on itself.

And it went on in Germany until exactly November 20, 1923. The 
masses had believed infl ation money to be real money, but then they 
found out that conditions had changed. At the end of the German in-
fl ation, in the fall of 1923, the German factories paid their workers every 
morning in advance for the day. And the workingman, who came to 
the factory with his wife, handed his wages—all the millions he got—
over to her immediately. And the lady immediately went to a shop to 
buy something, no matter what. She realized what most people knew at 
that time—that overnight, from one day to another, the mark lost fi fty 
percent of its purchasing power. Money, like chocolate in a hot oven, 
was melting in the pockets of the people. This last phase of German 
infl ation did not last long; after a few days, the whole nightmare was 
over: the mark was valueless and a new currency had to be established.

Gold Standard

Lord Keynes, the same man who said that in the long run we are all 
dead, was one of a long line of infl ationist authors of the twentieth 
century. They all wrote against the gold standard. When Keynes at-
tacked the gold standard, he called it a “barbarous relic.” And most 
people today consider it ridiculous to speak of a return to the gold stan-
dard. In the United States, for instance, you are considered to be more 
or less a dreamer if you say: “Sooner or later, the United States will 
have to return to the gold standard.”

Yet the gold standard has one tremendous virtue: the quantity of 
money under the gold standard is independent of the policies of gov-
ernments and political parties. This is its advantage. It is a form of pro-
tection against spendthrift governments. If, under the gold standard, a 
government is asked to spend money for something new, the minister 
of fi nance can say: “And where do I get the money? Tell me, fi rst, how 
I will fi nd the money for this additional expenditure.”
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Under an infl ationary system, nothing is simpler for the politicians 
to do than to order the government printing offi ce to provide as much 
money as they need for their projects. Under a gold standard, sound 
government has a much better chance; its leaders can say to the people 
and to the politicians: “We can’t do it unless we increase taxes.”

But under infl ationary conditions, people acquire the habit of look-
ing upon the government as an institution with limitless means at its 
disposal: the state, the government, can do anything. If, for instance, 
the nation wants a new highway system, the government is expected to 
build it. But where will the government get the money?

One could say that in the United States today—and even in the 
past, under McKinley—the Republican party was more or less in favor 
of sound money and of the gold standard, and the Democratic party 
was in favor of infl ation, of course not a paper infl ation, but a silver 
infl ation.

It was, however, a Democratic president of the United States, Presi-
dent Cleveland, who at the end of the 1880s vetoed a decision of Con-
gress, to give a small sum—about ten thousand dollars—to help a 
community that had suffered some disaster. And President Cleveland 
justifi ed his veto by writing: “While it is the duty of the citizens to sup-
port the government, it is not the duty of the government to support 
the citizens.” This is something which every statesman should write on 
the wall of his offi ce to show to people who come asking for money.

I am rather embarrassed by the necessity to simplify these problems. 
There are so many complex problems in the monetary system, and I 
would not have written volumes about them if they were as simple as 
I am describing them here. But the fundamentals are precisely these: 
if you increase the quantity of money, you bring about the lowering of 
the purchasing power of the monetary unit. This is what people whose 
private affairs are unfavorably affected do not like. People who do not 
benefi t from infl ation are the ones who complain.

If infl ation is bad and if people realize it, why has it become almost 
a way of life in all countries? Even some of the richest countries suf-
fer from this disease. The United States today is certainly the richest 
country in the world, with the highest standard of living. But when you 
travel in the United States, you will discover that there is constant talk 
about infl ation and about the necessity to stop it. But they only talk; 
they do not act.
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Infl ation and Wage Rates

To give you some facts: after the First World War, Great Britain re-
turned to the prewar gold parity of the pound. That is, it revalued the 
pound upward. This increased the purchasing power of every worker’s 
wages. In an unhampered market the nominal money wage would have 
fallen to compensate for this and the workers’ real wage would not have 
suffered. We do not have time here to discuss the reasons for this. But 
the unions in Great Britain were unwilling to accept an adjustment of 
money wage rates downward as the purchasing power of the monetary 
unit rose. Therefore real wages were raised considerably by this mon-
etary measure. This was a serious catastrophe for England, because 
Great Britain is a predominantly industrial country that has to import 
its raw materials, half-fi nished goods, and foodstuffs in order to live, 
and has to export manufactured goods to pay for these imports. With 
the rise in the international value of the pound, the price of British 
goods rose on foreign markets and sales and exports declined. Great 
Britain had, in effect, priced itself out of the world market.

The unions could not be defeated. You know the power of a union 
today. It has the right, practically the privilege, to resort to violence. 
And a union order is, therefore, let us say, not less important than a 
government decree. The government decree is an order for the en-
forcement of which the enforcement apparatus of the government—
the police—is ready. You must obey the government decree, otherwise 
you will have diffi culties with the police.

Unfortunately, we have now, in almost all countries all over the world, 
a second power that is in a position to exercise force: the labor unions. 
The labor unions determine wages and then strike to enforce them 
in the same way in which the government might decree a minimum 
wage rate. I will not discuss the union question now; I shall deal with 
it later. I only want to establish that it is the union policy to raise wage 
rates above the level they would have on an unhampered market. As a 
result, a considerable part of the potential labor force can be employed 
only by people or industries that are prepared to suffer losses. And, 
since businesses are not able to keep on suffering losses, they close their 
doors and people become unemployed. The setting of wage rates above 
the level they would have on the unhampered market always results in 
the unemployment of a considerable part of the potential labor force.
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In Great Britain, the result of high wage rates enforced by the labor 
unions was lasting unemployment, prolonged year after year. Millions 
of workers were unemployed, production fi gures dropped. Even experts 
were perplexed. In this situation the British government made a move 
which it considered an indispensable, emergency measure: it devalued 
its currency.

The result was that the purchasing power of the money wages, upon 
which the unions had insisted, was no longer the same. The real wages, 
the commodity wages, were reduced. Now the worker could not buy as 
much as he had been able to buy before, even though the nominal wage 
rates remained the same. In this way, it was thought, real wage rates 
would return to free market levels and unemployment would disappear.

This measure—devaluation—was adopted by various other coun-
tries, by France, the Netherlands, and Belgium. One country even re-
sorted twice to this measure within a period of one year and a half. 
That country was Czechoslovakia. It was a surreptitious method, let us 
say, to thwart the power of the unions. You could not call it a real suc-
cess, however.

After a few years, the people, the workers, even the unions, began 
to understand what was going on. They came to realize that currency 
devaluation had reduced their real wages. The unions had the power 
to oppose this. In many countries they inserted a clause into wage con-
tracts providing that money wages must go up automatically with an 
increase in prices. This is called indexing. The unions became index 
conscious. So, this method of reducing unemployment that the gov-
ernment of Great Britain started in 1931—which was later adopted by 
almost all important governments—this method of “solving unemploy-
ment” no longer works today.

In 1936, in his General Theory of Employment, Interest and Money, 
Lord Keynes unfortunately elevated this method—the emergency 
measures of the period between 1929 and 1933—to a principle, to a fun-
damental system of policy. And he justifi ed it by saying, in effect: “Un-
employment is bad. If you want unemployment to disappear you must 
infl ate the currency.”

He realized very well that wage rates can be too high for the market, 
that is, too high to make it profi table for an employer to increase his 
work force, thus too high from the point of view of the total working 
population, for with wage rates imposed by unions above the market 
only a part of those anxious to earn wages can obtain jobs.
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And Keynes said, in effect: “Certainly mass unemployment, pro-
longed year after year, is a very unsatisfactory condition.” But instead 
of suggesting that wage rates could and should be adjusted to market 
conditions, he said, in effect: “If one devalues the currency and the 
workers are not clever enough to realize it, they will not offer resistance 
against a drop in real wage rates, as long as nominal wage rates remain 
the same.” In other words, Lord Keynes was saying that if a man gets 
the same amount of sterling today as he got before the currency was 
devalued, he will not realize that he is, in fact, now getting less.

In old-fashioned language, Keynes proposed cheating the workers. 
Instead of declaring openly that wage rates must be adjusted to the 
conditions of the market—because, if they are not, a part of the labor 
force will inevitably remain unemployed—he said, in effect: “Full em-
ployment can be reached only if you have infl ation. Cheat the work-
ers.” The most interesting fact, however, is that when his General The-
ory was published, it was no longer possible to cheat, because people 
had already become index conscious. But the goal of full employment 
remained.

Wages and “Full Employment”

What does “full employment” mean? It has to do with the unham-
pered labor market, which is not manipulated by the unions or by the 
government. On this market, wage rates for every type of labor tend 
to reach a point at which everybody who wants a job can get one and 
every employer can hire as many workers as he needs. If there is an 
increase in the demand for labor, the wage rate will tend to be greater, 
and if fewer workers are needed, the wage rate will tend to fall.

The only method by which a “full employment” situation can be 
brought about is by the maintenance of an unhampered labor market. 
This is valid for every kind of labor and for every kind of commodity.

What does a businessman do who wants to sell a commodity for 
fi ve dollars a unit? When he cannot sell it at that price, the techni-
cal business expression in the United States is, “the inventory does not 
move.” But it must move. He cannot retain things because he must buy 
something new; fashions are changing. So he sells at a lower price. If 
he cannot sell the merchandise at fi ve dollars, he must sell it at four. 
If he cannot sell it at four, he must sell it at three. There is no other 
choice as long as he stays in business. He may suffer losses, but these 
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losses are due to the fact that his anticipation of the market for his prod-
uct was wrong.

It is the same with the thousands and thousands of young people 
who come every day from the agricultural districts into the city trying 
to earn money. It happens so in every industrial nation. In the United 
States they come to town with the idea that they should get, say, a hun-
dred dollars a week. This may be impossible. So if a man cannot get 
a job for a hundred dollars a week, he must try to get a job for ninety 
or eighty dollars, and perhaps even less. But if he were to say—as the 
unions do—“one hundred dollars a week or nothing,” then he might 
have to remain unemployed. (Many do not mind being unemployed, 
because the government pays unemployment benefi ts—out of special 
taxes levied on the employers—which are sometimes nearly as high as 
the wages the man would receive if he were employed.)

Because a certain group of people believes that full employment can 
be attained only by infl ation, infl ation is accepted in the United States. 
But people are discussing the question: Should we have a sound cur-
rency with unemployment, or infl ation with full employment? This is 
in fact a very vicious analysis.

To deal with this problem we must raise the question: How can one 
improve the condition of the workers and of all other groups of the 
population? The answer is: by maintaining an unhampered labor mar-
ket and thus achieving full employment. Our dilemma is, shall the 
market determine wage rates or shall they be determined by union 
pressure and compulsion? The dilemma is not “shall we have infl ation 
or unemployment?”

This mistaken analysis of the problem is argued in England, in Eu-
ropean industrial countries, and even in the United States. And some 
people say: “Now look, even the United States is infl ating. Why should 
we not do it also.”

To these people one should answer fi rst of all: “One of the privileges 
of a rich man is that he can afford to be foolish much longer than a 
poor man.” And this is the situation of the United States. The fi nancial 
policy of the United States is very bad and is getting worse. Perhaps 
the United States can afford to be foolish a bit longer than some other 
countries.

The most important thing to remember is that infl ation is not an 
act of God; infl ation is not a catastrophe of the elements or a disease 
that comes like the plague. Infl ation is a policy—a deliberate policy of 
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people who resort to infl ation because they consider it to be a lesser 
evil than unemployment. But the fact is that, in the not very long run, 
infl ation does not cure unemployment.

Infl ation is a policy. And a policy can be changed. Therefore, there 
is no reason to give in to infl ation. If one regards infl ation as an evil, 
then one has to stop infl ating. One has to balance the budget of the 
government. Of course, public opinion must support this; the intellec-
tuals must help the people to understand. Given the support of public 
opinion, it is certainly possible for the people’s elected representatives 
to abandon the policy of infl ation.

We must remember that, in the long run, we may all be dead and 
certainly will be dead. But we should arrange our earthly affairs, for 
the short run in which we have to live, in the best possible way. And 
one of the measures necessary for this purpose is to abandon infl ation-
ary policies.

L4812.indb   53L4812.indb   53 2/11/10   1:02:57 PM2/11/10   1:02:57 PM



fifth lecture

Foreign Investment

Some people call the programs of economic freedom a negative pro-
gram. They say: “What do you liberals really want? You are against 
socialism, government intervention, infl ation, labor union violence, 
protective tariffs. . . . You say ‘no’ to everything.”

I would call this statement a one-sided and shallow formulation of 
the problem. For it is possible to formulate a liberal program in a posi-
tive way. If a man says: “I am against censorship,” he is not negative; 
he is in favor of authors having the right to determine what they want 
to publish without the interference of government. This is not negativ-
ism, this is precisely freedom. (Of course, when I use the term “liberal” 
with respect to the conditions of the economic system, I mean liberal 
in the old classical sense of the word.)

Today, most people regard the considerable differences in the stan-
dard of living between many countries as unsatisfactory. Two hundred 
years ago, conditions in Great Britain were much worse than they are 
today in India. But the British in 1750 did not call themselves “unde-
veloped” or “backward,” because they were not in a position to com-
pare the conditions of their country with those of countries in which 
economic conditions were more satisfactory. Today all people who 
have not attained the average standard of living of the United States 
believe that there is something wrong with their own economic situ-
ation. Many of these countries call themselves “developing countries” 
and, as such, are asking for aid from the so-called developed or even 
overdeveloped countries.

Better Tools Increase Production

Let me explain the reality of this situation. The standard of living is 
lower in the so-called developing countries because the average earn-
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ings for the same type of labor is lower in those countries than it 
is in some countries of Western Europe, Canada, Japan, and especially 
in the United States. If we try to fi nd the reasons for this difference, 
we must realize that it is not due to an inferiority of the workers or 
other employees. There prevails among some groups of North Ameri-
can workers a tendency to believe that they themselves are better than 
other people—that it is through their own merit that they are getting 
higher wages than other people.

It would only be necessary for an American worker to visit another 
country—let us say, Italy, where many American workers came from—
in order to discover that it is not his personal qualities but the condi-
tions in the country that make it possible for him to earn higher wages. 
If a man from Sicily immigrates to the United States, he can very soon 
earn the wage rates that are customary in the United States. And if 
the same man returns to Sicily, he will discover that his visit to the 
United States did not give him qualities which would permit him to 
earn higher wages in Sicily than his fellow countrymen.

Nor can one explain this economic situation by assuming any infe-
riority on the part of the entrepreneurs outside the United States. It is 
a fact that outside of the United States, Canada, Western Europe, and 
certain parts of Asia the equipment of the factories and the techno-
logical methods employed are, by and large, inferior to those within 
the United States. But this is not due to the ignorance of the entrepre-
neurs in those “undeveloped” countries. They know very well that the 
factories in the United States and Canada are much better equipped. 
They themselves know everything they must know about technology, 
and if they do not, they have the opportunity to learn what they must 
know from textbooks and technical magazines which disseminate this 
knowledge.

Once again: the difference is not personal inferiority or ignorance. 
The difference is the supply of capital, the quantity of capital goods 
available. In other words, the amount of capital invested per unit of 
the population is greater in the so-called advanced nations than in the 
developing nations.

A businessman cannot pay a worker more than the amount added 
by the work of this employee to the value of the product. He cannot 
pay him more than the customers are prepared to pay for the addi-
tional work of this individual worker. If he pays him more, he will not 
recover his expenditures from the customers. He incurs losses and, as I 
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have pointed out again and again, and as everybody knows, a business-
man who suffers losses must change his methods of business, or go 
bankrupt.

The economists describe this state of affairs by saying “wages are 
determined by the marginal productivity of labor.” This is only another 
expression for what I have just said before. It is a fact that the scale of 
wages is determined by the amount a man’s work increases the value 
of the product. If a man works with better and more effi cient tools, 
then he can perform in one hour much more than a man who works 
one hour with less effi cient instruments. It is obvious that one hundred 
men working in an American shoe factory, equipped with the most 
modern tools and machines, produce much more in the same length 
of time than one hundred shoemakers in India, who have to work with 
old-fashioned tools in a less sophisticated way.

The employers in all of these developing nations know very well that 
better tools would make their own enterprises more profi table. They 
would like to build more and better factories. The only thing that pre-
vents them from doing it is the shortage of capital. The difference be-
tween the less developed and the more developed nations is a function 
of time: the British started to save sooner than all other nations: they 
also started sooner to accumulate capital and to invest it in business. 
Because they started sooner, there was a higher standard of living in 
Great Britain when, in all other European countries, there was still a 
lower standard of living. Gradually, all the other nations began to study 
British conditions, and it was not diffi cult for them to discover the rea-
son for Great Britain’s wealth. So they began to imitate the methods of 
British business.

Since other nations started later, and since the British did not stop 
investing capital, there remained a large difference between conditions 
in England and conditions in those other countries. But something 
happened which caused the head start of Great Britain to disappear.

British Foreign Investments

What happened was the greatest event in the history of the nineteenth 
century, and this means not only in the history of an individual coun-
try. This great event was the development, in the nineteenth century, 
of foreign investment. In 1817, the great British economist Ricardo still 
took it for granted that capital could be invested only within the bor-
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ders of a country. He took it for granted that capitalists would not try to 
invest abroad. But a few decades later, capital investment abroad began 
to play a most important role in world affairs.

Without capital investment, it would have been necessary for na-
tions less developed than Great Britain to start with the methods and 
the technology with which the British had started in the beginning 
and middle of the eighteenth century, and slowly, step by step—always 
far below the technological level of the British economy—try to imitate 
what the British had done.

It would have taken many, many decades for these countries to at-
tain the standard of technological development which Great Britain 
had reached a hundred years or more before them. But the great event 
that helped all these countries was foreign investment.

Foreign investment meant that British capitalists invested British 
capital in other parts of the world. They fi rst invested it in those Eu-
ropean countries which, from the point of view of Great Britain, were 
short of capital and backward in their development. It is a well-known 
fact that the railroads of most European countries, and also of the 
United States, were built with the aid of British capital. You know that 
the same happened in this country, in Argentina.

The gas companies in all the cities of Europe were also British. In 
the mid-1870s, a British author and poet criticized his countrymen. He 
said: “The British have lost their old vigor and they have no longer 
any new ideas. They are no longer an important or leading nation in 
the world.” To which Herbert Spencer, the great sociologist, answered: 
“Look at the European continent. All European capitals have light 
because a British gas company provides them with gas.” This was, of 
course, in what seems to us the “remote” age of gas lighting. Further 
answering this British critic, Herbert Spencer added: “You say that the 
Germans are far ahead of Great Britain. But look at Germany. Even 
Berlin, the capital of the German Reich, the capital of Geist, would be 
in the dark if a British gas company had not invaded the country and 
lighted the streets.”

In the same way, British capital developed the railroads and many 
branches of industry in the United States. And, of course, as long as a 
country imports capital its balance of trade is what the noneconomists 
call “unfavorable.” That means that it has an excess of imports over 
exports. The reason for the “favorable balance of trade” of Great Brit-
ain was that the British factories sent many types of equipment to the 
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United States, and this equipment was not paid for by anything other 
than shares of American corporations. This period in the history of the 
United States lasted, by and large, until the 1890s.

But when the United States, with the aid of British capital—and 
later with the aid of its own procapitalistic policies—developed its own 
economic system in an unprecedented way, the Americans began to 
buy back the capital stocks they had once sold to foreigners. Then the 
United States had a surplus of exports over imports. The difference 
was paid by the importation—by the repatriation, as one called it—of 
American common stock.

This period lasted until the First World War. What happened later is 
another story. It is the story of the American subsidies for the belliger-
ent countries in between and after two world wars: the loans, the in-
vestments the United States made in Europe, in addition to lend-lease, 
foreign aid, the Marshall Plan, food that was sent overseas, and other 
subsidies. I emphasize this because people sometimes believe that it is 
shameful or degrading to have foreign capital working in their coun-
try. You have to realize that, in all countries except England, foreign 
capital investment played a considerable part in the development of 
modern industries.

If I say that foreign investment was the greatest historical event of 
the nineteenth century, you must think of all those things that would 
not have come into being if there had not been any foreign investment. 
All the railroads, the harbors, the factories and mines in Asia, and the 
Suez Canal and many other things in the Western hemisphere, would 
not have been constructed had there been no foreign investment.

Hostility to Foreign Investments

Foreign investment is made in the expectation that it will not be ex-
propriated. Nobody would invest anything if he knew in advance that 
somebody would expropriate his investments. At the time when these 
foreign investments were made in the nineteenth century, and at the 
beginning of the twentieth century, there was no question of expropri-
ation. From the beginning, some countries showed a certain hostility 
toward foreign capital, but for the most part they realized very well that 
they derived an enormous advantage from these foreign investments.

In some cases, these foreign investments were not made directly to 
foreign capitalists, but indirectly by loans to the foreign government. 
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Then it was the government that used the money for investments. 
Such was, for instance, the case in Russia. For purely political reasons, 
the French invested in Russia, in the two decades preceding the First 
World War, about twenty billion gold francs, lending them chiefl y to 
the Russian government. All the great enterprises of the Russian gov-
ernment—for instance, the railroad that connects Russia from the Ural 
Mountains, through the ice and snow of Siberia, to the Pacifi c—were 
built mostly with foreign capital lent to the Russian government. You 
will realize that the French did not assume that one day there would be 
a communist Russian government that would simply declare it would 
not pay the debts incurred by its predecessor, the tsarist government.

Starting with the First World War, there began a period of world-
wide open warfare against foreign investments. Since there is no rem-
edy to prevent a government from expropriating invested capital, there 
is practically no legal protection for foreign investments in the world 
today. The capitalists did not foresee this. If the capitalists of the capi-
tal exporting countries had realized it, all foreign investments would 
have come to an end forty or fi fty years ago. But the capitalists did not 
believe that any country would be so unethical as to renege on a debt, 
to expropriate and confi scate foreign capital. With these acts, a new 
chapter began in the economic history of the world.

With the end of the great period in the nineteenth century when for-
eign capital helped to develop, in all parts of the world, modern meth-
ods of transportation, manufacturing, mining, and agriculture, there 
came a new era in which the governments and the political parties 
considered the foreign investor as an exploiter who should be expelled 
from the country.

In this anti-capitalist attitude the Russians were not the only sinners. 
Remember, for example, the expropriation of the American oil fi elds in 
Mexico, and all the things that have happened in this country (Argen-
tina) which I have no need to discuss.

The situation in the world today, created by the system of expropria-
tion of foreign capital, consists either of direct expropriation or of indi-
rect expropriation through foreign exchange control or tax discrimina-
tion. This is mainly a problem of developing nations.

Take, for instance, the biggest of these nations: India. Under the 
British system, British capital—predominately British capital, but also 
capital of other European countries—was invested in India. And the 
British exported to India something else which also has to be men-
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tioned in this connection; they exported into India modern methods 
of fi ghting contagious diseases. The result was a tremendous increase 
in the Indian population and a corresponding increase in the country’s 
troubles. Facing such a worsening situation, India turned to expropria-
tion as a means of dealing with its problems. But it was not always 
direct expropriation; the government harassed foreign capitalists, ham-
pering them in their investments in such a way that these foreign in-
vestors were forced to sell out.

India could, of course, accumulate capital by another method: the 
domestic accumulation of capital. However, India is as hostile to the 
domestic accumulation of capital as it is to foreign capitalists. The In-
dian government says it wants to industrialize India, but what it really 
has in mind is to have socialist enterprises.

A few years ago the famous statesman Jawaharlal Nehru published a 
collection of his speeches. The book was published with the intention 
of making foreign investment in India more attractive. The Indian gov-
ernment is not opposed to foreign investment before it is invested. The 
hostility begins only when it is already invested. In this book—I am 
quoting literally from the book—Mr. Nehru said: “Of course, we want 
to socialize. But we are not opposed to private enterprise. We want to 
encourage in every way private enterprise. We want to promise the 
entrepreneurs who invest in our country, that we will not expropriate 
them nor socialize them for ten years, perhaps even for a longer time.” 
And he thought this was an invitation to come to India!

Governments Hamper Savings

The problem—as you know—is domestic capital accumulation. In all 
countries today there are very heavy taxes on corporations. In fact, there 
is double taxation on corporations. First, the profi ts of corporations are 
taxed very heavily, and the dividends which corporations pay to their 
shareholders are taxed again. And this is done in a progressive way.

Progressive taxation of income and profi ts means that precisely those 
parts of the income which people would have saved and invested are 
taxed away. Take the example of the United States. A few years ago, 
there was an “excess-profi t” tax, which meant that out of one dollar 
earned, a corporation retained only eighteen cents. When these eigh-
teen cents were paid out to the shareholders, those who had a great 
number of shares had to pay another sixty or eighty or even greater per-
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cent of it in taxes. Out of the dollar of profi t they retained about seven 
cents, and ninety-three cents went to the government. Of this ninety-
three percent, the greater part would have been saved and invested. 
Instead, the government used it for current expenditure. This is the 
policy of the United States.

I think I have made it clear that the policy of the United States is not 
an example to be imitated by other countries. This policy of the United 
States is worse than bad—it is insane. The only thing I would add is 
that a rich country can afford more bad policies than a poor country. 
In the United States, in spite of all these methods of taxation, there 
is still some additional accumulation of capital and investment every 
year, and therefore there is still a trend toward an improvement of the 
standard of living.

But in many other countries the problem is very critical. There is 
no—or not suffi cient—domestic saving, and capital investment from 
abroad is seriously reduced by the fact that these countries are openly 
hostile to foreign investment. How can they talk about industrializa-
tion, about the necessity to develop new plants, to improve conditions, 
to raise the standard of living, to have higher wage rates, better means 
of transportation, if they are doing things that will have precisely the 
opposite effect? What their policies actually accomplish is to prevent or 
to slow down the accumulation of domestic capital and to put obstacles 
in the way of foreign capital.

The end result is certainly very bad. Such a situation must bring 
about a loss of confi dence, and there is now more and more distrust 
of foreign investment in the world. Even if the countries concerned 
were to change their policies immediately and were to make all pos-
sible promises, it is very doubtful that they could once more inspire 
foreign capitalists to invest.

There are, of course, some methods to avoid this consequence. One 
could establish some international statutes, not only agreements, that 
would withdraw the foreign investments from national jurisdiction. 
This is something the United Nations could do. But the United Na-
tions is simply a meeting place for useless discussions. Realizing the 
enormous importance of foreign investment, realizing that foreign 
investment alone can bring about an improvement in political and 
economical world conditions, one could try to do something from the 
point of view of international legislation.

This is a technical legal problem, which I only mention, because the 
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situation is not hopeless. If the world really wanted to make it possible 
for the developing countries to raise their standard of living to the level 
of the American way of life, then it could be done. It is only necessary 
to realize how it could be done.

Developing Countries Need Capital

What is lacking in order to make the developing countries as prosper-
ous as the United States is only one thing: capital—and, of course, the 
freedom to employ it under the discipline of the market and not the 
discipline of the government. These nations must accumulate domes-
tic capital, and they must make it possible for foreign capital to come 
into their countries.

For the development of domestic saving it is necessary to mention 
again that domestic saving by the masses of the population presup-
poses a stable monetary unit. This implies the absence of any kind of 
infl ation.

A great part of the capital at work in American enterprises is owned 
by the workers themselves and by other people with modest means. Bil-
lions and billions of saving deposits, of bonds, and of insurance policies 
are operating in these enterprises. On the American money market to-
day it is no longer the banks, it is the insurance companies that are the 
greatest money lenders. And the money of the insurance company is—
not legally, but economically—the property of the insured. And practi-
cally everybody in the United States is insured in one way or another.

The prerequisite for more economic equality in the world is indus-
trialization. And this is possible only through increased capital invest-
ment, increased capital accumulation. You may be astonished that I 
have not mentioned a measure which is considered a prime method to 
industrialize a country. I mean protectionism. But tariffs and foreign 
exchange controls are exactly the means to prevent the importation of 
capital and industrialization into the country. The only way to increase 
industrialization is to have more capital. Protectionism can only divert 
investments from one branch of business to another branch.

Protectionism, in itself, does not add anything to the capital of a 
country. To start a new factory one needs capital. To improve an al-
ready existing factory one needs capital, and not a tariff.

I do not want to discuss the whole problem of free trade or protec-
tionism. I hope that most of your textbooks on economics represent it 
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in a proper way. Protection does not change the economic situation 
in a country for the better. And what certainly does not change it for 
the better is labor unionism. If conditions are unsatisfactory, if wages 
are low, if the wage earner in a country looks to the United States and 
reads about what is going on there, if he sees in the movies how the 
home of an average American is equipped with all modern comforts, 
he may be envious. He is perfectly right in saying: “We ought to have 
the same thing.” But the only way to obtain it is through an increase in 
capital.

Labor unions use violence against entrepreneurs and against peo-
ple they call strikebreakers. Despite their power and their violence, 
however, unions cannot raise wages continually for all wage earners. 
Equally ineffective are government decrees fi xing minimum wage 
rates. What the unions do bring about (if they succeed in raising wage 
rates) is permanent, lasting unemployment.

But unions cannot industrialize the country, they cannot raise the 
standard of living of the workers. And this is the decisive point: One 
must realize that all the policies of a country that wants to improve its 
standard of living must be directed toward an increase in the capital 
invested per capita. This per capita investment of capital is still increas-
ing in the United States, in spite of all of the bad policies there. And 
the same is true in Canada and in some of the West European coun-
tries. But it is unfortunately decreasing in countries like India.

We read every day in the newspapers that the population of the 
world is becoming greater, by perhaps forty-fi ve million people—or 
even more—per year. And how will this end? What will the results and 
the consequences be? Remember what I said about Great Britain. In 
1750 the British people believed that six million constituted a tremen-
dous overpopulation of the British Isles and that they were headed for 
famines and plagues. But on the eve of the last world war, in 1939, fi fty 
million people were living in the British Isles, and the standard of liv-
ing was incomparably higher than it had been in 1750. This was the 
effect of what is called industrialization—a rather inadequate term.

Britain’s progress was brought about by increasing the per capita in-
vestment of capital. As I said before, there is only one way a nation can 
achieve prosperity: if you increase capital, you increase the marginal 
productivity of labor, and the effect will be that real wages will rise.

In a world without migration barriers, there would be a tendency all 
over the world toward an equalization of wage rates. If there were no 
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migration barriers today, probably twenty million people would try to 
reach the United States every year, in order to get higher wages. The 
infl ow would reduce wages in the United States, and raise them in 
other countries.

Capital Migration Raises Wages

I do not have time to deal with this problem of migration barriers. But I 
do want to say that there is another method toward the equalization of 
wage rates all over the world. This other method, which operates in the 
absence of the freedom to migrate, is the migration of capital. Capital-
ists have the tendency to move towards those countries in which there 
is plenty of labor available and in which labor is reasonable. And by 
the fact that they bring capital into these countries, they bring about a 
trend toward higher wage rates. This has worked in the past, and it will 
work in the future, in the same way.

When British capital was fi rst invested in, let us say, Austria or Bo-
livia, wage rates there were much, much lower than they were in Great 
Britain. But this additional investment brought about a trend toward 
higher wage rates in those countries. And such a tendency prevailed all 
over the world. It is a very well-known fact that as soon as, for instance, 
the United Fruit Company moved into Guatemala, the result was a 
general tendency toward higher wage rates, beginning with the wages 
which United Fruit Company paid, which then made it necessary for 
other employers to pay higher wages also. Therefore, there is no rea-
son at all to be pessimistic in regard to the future of “undeveloped” 
countries.

I fully agree with the Communists and the labor unions, when they 
say: “What is needed is to raise the standard of living.” A short time 
ago, in a book published in the United States, a professor said: “We 
now have enough of everything, why should people in the world still 
work so hard? We have everything already.” I do not doubt that this 
professor has everything. But there are other people in other countries, 
also many people in the United States, who want and should have a 
better standard of living.

Outside of the United States—in Latin America, and still more in 
Asia and Africa—everyone wishes to see conditions improved in his 
own country. A higher standard of living also brings about a higher 
standard of culture and civilization.
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So I fully agree with the ultimate goal of raising the standard of liv-
ing everywhere. But I disagree about the measures to be adopted in 
attaining this goal. What measures will attain this end? Not protection, 
not government interference, not socialism, and certainly not the vio-
lence of the labor unions (euphemistically called collective bargaining, 
which, in fact, is bargaining at the point of a gun).

To attain the end, as I see it, there is only one way! It is a slow 
method. Some people may say, it is too slow. But there are no short 
cuts to an earthly paradise. It takes time, and one has to work. But it 
does not take as much time as people believe, and fi nally an equaliza-
tion will come.

Around 1840, in the western part of Germany—in Swabia and Wür-
temberg, which was one of the most industrialized areas in the world—
it was said: “We can never attain the level of the British. The English 
have a head start, and they will forever be ahead of us.” Thirty years 
later the British said: “This German competition, we cannot stand it; 
we have to do something against it.” At that time, of course, the Ger-
man standard was rapidly rising and was, even then, approaching the 
British standard. And today the German income per capita is not be-
hind that of Great Britain at all.

In the center of Europe, there is a small country, Switzerland, which 
nature has endowed very poorly. It has no coal mines, no minerals, 
and no natural resources. But its people, over the centuries, have con-
tinually pursued a capitalistic policy. They have developed the highest 
standard of living in continental Europe, and their country ranks as 
one of the world’s great centers of civilization. I do not see why a coun-
try such as Argentina—which is much larger than Switzerland both 
in population and in size—should not attain the same high standard 
of living after some years of good policies. But—as I pointed out—the 
policies must be good.
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Politics and Ideas

In the Age of Enlightenment, in the years in which the North Ameri-
cans founded their independence, and a few years later, when the 
Spanish and Portuguese colonies were transformed into independent 
nations, the prevailing mood in Western civilization was optimistic. 
At that time all philosophers and statesmen were fully convinced that 
we were living at the beginning of a new age of prosperity, progress, 
and freedom. In those days people expected that the new political 
institutions—the constitutional representative governments established 
in the free nations of Europe and America—would work in a very ben-
efi cial way, and that economic freedom would continuously improve 
the material conditions of mankind.

We know very well that some of these expectations were too optimis-
tic. It is certainly true that we have experienced, in the nineteenth and 
twentieth centuries, an unprecedented improvement in economic con-
ditions, making it possible for a much larger population to live at a much 
higher standard of living. But we also know that many of the hopes of 
the eighteenth-century philosophers have been badly shattered—hopes 
that there would not be any more wars and that revolutions would be-
come unnecessary. These expectations were not realized.

During the nineteenth century, there was a period when wars de-
creased in both number and severity. But the twentieth century 
brought a resurgence of the warlike spirit, and we can fairly well say 
that we may not yet be at the end of the trials through which mankind 
will have to go.

Economic Ideas and Politics

The constitutional system that began at the end of the eighteenth and 
the beginning of the nineteenth century has disappointed mankind. 
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Most people—also most authors—who have dealt with this problem 
seem to think there has been no connection between the economic 
and the political side of the problem. Thus, they tend to deal at great 
length with the decay of parliamentarianism—government by the rep-
resentatives of the people—as if this phenomenon were completely in-
dependent of the economic situation and of the economic ideas that 
determine the activities of people.

But such an independence does not exist. Man is not a being that 
has, on the one hand, an economic side and, on the other hand, a po-
litical side, with no connection between the two. In fact, what is called 
the decay of freedom, of constitutional government and representative 
institutions, is the consequence of the radical change in economic and 
political ideas. The political events are the inevitable consequence of 
the change in economic policies.

The ideas that guided the statesmen, philosophers, and lawyers who, 
in the eighteenth century and in the early nineteenth century devel-
oped the fundamentals of the new political system, started from the 
assumption that, within a nation, all honest citizens have the same ul-
timate goal. This ultimate goal, to which all decent men should be ded-
icated, is the welfare of the whole nation, and also the welfare of other 
nations—these moral and political leaders being fully convinced that a 
free nation is not interested in conquest. They conceived of party strife 
as only natural, that it was perfectly normal for there to be differences 
of opinion concerning the best way to conduct the affairs of state.

Those people who held similar ideas about a problem cooperated, 
and this cooperation was called a party. But a party structure was not 
permanent. It did not depend on the position of the individuals within 
the whole social structure. It could change if people learned that their 
original position was based on erroneous assumptions, on erroneous 
ideas. From this point of view, many regarded the discussions in the 
election campaigns and later in the legislative assemblies as an impor-
tant political factor. The speeches of members of a legislature were not 
considered to be merely pronouncements telling the world what a po-
litical party wanted. They were regarded as attempts to convince oppos-
ing groups that the speaker’s own ideas were more correct, more ben-
efi cial to the commonweal, than those which they had heard before.

Political speeches, editorials in newspapers, pamphlets, and books 
were written in order to persuade. There was little reason to believe 
that one could not convince the majority that one’s own position was 
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absolutely correct if one’s ideas were sound. It was from this point of 
view that the constitutional rules were written in the legislative bodies 
of the early nineteenth century.

But this implied that the government would not interfere with the 
economic conditions of the market. It implied that all citizens had 
only one political aim: the welfare of the whole country and of the 
whole nation. And it is precisely this social and economic philosophy 
that interventionism has replaced. Interventionism has spawned a very 
different philosophy.

Pressure Group Politics

Under interventionist ideas, it is the duty of the government to sup-
port, to subsidize, to give privileges to special groups. The idea of the 
eighteenth-century statesmen was that the legislators had special ideas 
about the common good. But what we have today, what we see today in 
the reality of political life, practically without any exceptions, in all the 
countries of the world where there is not simply communist dictator-
ship, is a situation where there are no longer real political parties in the 
old classical sense, but merely pressure groups.

A pressure group is a group of people who want to attain for them-
selves a special privilege at the expense of the rest of the nation. This 
privilege may consist in a tariff on competing imports, it may consist in 
a subsidy, it may consist in laws that prevent other people from compet-
ing with the members of the pressure group. At any rate, it gives to the 
members of the pressure group a special position. It gives them some-
thing which is denied or ought to be denied—according to the ideas of 
the pressure group—to other groups.

In the United States, the two-party system of the old days is seem-
ingly still preserved. But this is only a camoufl age of the real situation. 
In fact, the political life of the United States—as well as the political 
life of all other countries—is determined by the struggle and aspira-
tions of pressure groups. In the United States there is still a Republican 
party and a Democratic party, but in each of these parties there are 
pressure group representatives. These pressure group representatives 
are more interested in cooperation with representatives of the same 
pressure group in the opposing party than with the efforts of fellow 
members in their own party.

To give you an example, if you talk to people in the United States 
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who really know the business of Congress, they will tell you: “This man, 
this member of Congress represents the interests of the silver groups.” 
Or they will tell you another man represents the wheat growers.

Of course each of these pressure groups is necessarily a minority. In 
a system based on the division of labor, every special group that aims at 
privileges has to be a minority. And minorities never have the chance 
to attain success if they do not cooperate with other similar minorities, 
similar pressure groups. In the legislative assemblies, they try to bring 
about a coalition between various pressure groups, so that they might 
become the majority. But, after a time, this coalition may disintegrate, 
because there are problems on which it is impossible to reach agree-
ment with other pressure groups, and new pressure group coalitions 
are formed.

That is what happened in France in 1871, a situation which histori-
ans deemed “the decay of the Third Republic.” It was not a decay of 
the Third Republic; it was simply an exemplifi cation of the fact that 
the pressure group system is not a system that can be successfully ap-
plied to the government of a big nation.

You have, in the legislatures, representatives of wheat, of meat, of 
silver, and of oil, but fi rst of all, of the various unions. Only one thing 
is not represented in the legislature: the nation as a whole. There are 
only a few who take the side of the nation as a whole. And all problems, 
even those of foreign policy, are seen from the point of view of the spe-
cial pressure group interests.

In the United States, some of the less-populated states are interested 
in the price of silver. But not everybody in these states is interested in 
it. Nevertheless, the United States, for many decades, has spent a con-
siderable sum of money, at the expense of the taxpayers, in order to buy 
silver above its market price. For another example, in the United States 
only a small proportion of the population is employed in agriculture; 
the remainder of the population is made up of consumers—but not 
producers—of agricultural products. The United States, nevertheless, 
has a policy of spending billions and billions in order to keep the prices 
of agricultural products above the potential market price.

One cannot say that this is a policy in favor of a small minority, be-
cause these agricultural interests are not uniform. The dairy farmer is 
not interested in a high price for cereals; on the contrary, he would pre-
fer a lower price for this product. A chicken farmer wants a lower price 
for chicken feed. There are many incompatible special interests within 
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this group. And yet, clever diplomacy in congressional politics makes 
it possible for small minority groups to get privileges at the expense of 
the majority.

One situation, especially interesting in the United States, concerns 
sugar. Perhaps only one out of fi ve hundred Americans is interested in 
a higher price for sugar. Probably four hundred and ninety-nine out of 
fi ve hundred want a lower price for sugar. Nevertheless, the policy of 
the United States is committed, by tariffs and other special measures, 
to a higher price for sugar. This policy is not only detrimental to the 
interests of those four hundred and ninety-nine who are consumers 
of sugar, it also creates a very severe problem of foreign policy for the 
United States. The aim of foreign policy is cooperation with all other 
American republics, some of which are interested in selling sugar to 
the United States. They would like to sell a greater quantity of it. This 
illustrates how pressure group interests may determine even the for-
eign policy of a nation.

For years, people throughout the world have been writing about 
democracy—about popular, representative government. They have 
been complaining about its inadequacies, but the democracy they criti-
cize is only that democracy under which interventionism is the govern-
ing policy of the country.

Today one might hear people say: “In the early nineteenth century, 
in the legislatures of France, England, the United States, and other na-
tions, there were speeches about the great problems of mankind. They 
fought against tyranny, for freedom, for cooperation with all other free 
nations. But now we are more practical in the legislature!”

If course we are more practical; people today do not talk about free-
dom: they talk about a higher price for peanuts. If this is practical, then 
of course the legislatures have changed considerably, but not improved.

These political changes, brought about by interventionism, have con-
siderably weakened the power of nations and of representatives to resist 
the aspirations of dictators and the operations of tyrants. The legislative 
representatives whose only concern is to satisfy the voters who want, for 
instance, a high price for sugar, milk, and butter, and a low price for 
wheat (subsidized by the government) can represent the people only in 
a very weak way; they can never represent all their constituents.

The voters who are in favor of such privileges do not realize that 
there are also opponents who want the opposite thing and who prevent 
their representatives from achieving full success.
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This system leads also to a constant increase of public expenditures, 
on the one hand, and makes it more diffi cult, on the other, to levy 
taxes. These pressure group representatives want many special privi-
leges for their pressure groups, but they do not want to burden their 
supporters with a too-heavy tax load.

Interventionism and Special Interests

It was not the idea of the eighteenth-century founders of modern con-
stitutional government that a legislator should represent, not the whole 
nation, but only the special interests of the district in which he was 
elected; that was one of the consequences of interventionism. The orig-
inal idea was that every member of the legislature should represent the 
whole nation. He was elected in a special district only because there he 
was known and elected by people who had confi dence in him.

But it was not intended that he go into government in order to pro-
cure something special for his constituency, that he ask for a new 
school or a new hospital or a new lunatic asylum—thereby causing a 
considerable rise in government expenditures within his district. Pres-
sure group politics explains why it is almost impossible for all govern-
ments to stop infl ation. As soon as the elected offi cials try to restrict 
expenditures, to limit spending, those who support special interests, 
who derive advantages from special items in the budget, come and de-
clare that this particular project cannot be undertaken, or that that one 
must be done.

Dictatorship, of course, is no solution to the problems of economics, 
just as it is not the answer to the problems of freedom. A dictator may start 
out by making promises of every sort but, being a dictator, he will not 
keep his promises. He will, instead, suppress free speech immediately, 
so that the newspapers and the legislative speech-makers will not be 
able to point out—days, months, or years afterwards—that he said some-
thing different on the fi rst day of his dictatorship than he did later on.

The terrible dictatorship which such a big country as Germany had 
to live through in the recent past comes to mind, as we look upon the 
decline of freedom in so many countries today. As a result, people 
speak now about the decay of freedom and about the decline of our 
civilization.

People say that every civilization must fi nally fall into ruin and dis-
integrate. There are eminent supporters of this idea. One was a Ger-
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man teacher, Spengler, and another one, much better known, was the 
English historian, Toynbee. They tell us that our civilization is now 
old. Spengler compared civilizations to plants which grow and grow, 
but whose life fi nally comes to an end. The same, he says, is true for 
civilizations. The metaphorical likening of a civilization to a plant is 
completely arbitrary.

First of all, it is within the history of mankind very diffi cult to dis-
tinguish between different, independent civilizations. Civilizations are 
not independent; they are interdependent, they constantly infl uence 
each other. One cannot speak of the decline of a particular civiliza-
tion, therefore, in the same way that one can speak of the death of a 
particular plant.

Infl ation and Interventionism Destroyed Roman Civilization

But even if you refute the doctrines of Spengler and Toynbee, a very 
popular comparison still remains: the comparison of decaying civiliza-
tions. It is certainly true that in the second century a.d., the Roman 
Empire nurtured a very fl ourishing civilization, that in those parts of 
Europe, Asia, and Africa in which the Roman Empire ruled, there was 
a very high civilization. There was also a very high economic civiliza-
tion, based on a certain degree of division of labor. Although it appears 
quite primitive when compared with our conditions today, it certainly 
was remarkable. It reached the highest degree of the division of labor 
ever attained before modern capitalism. It is no less true that this civili-
zation disintegrated, especially in the third century. This disintegration 
within the Roman Empire made it impossible for the Romans to resist 
aggression from without. Although the aggression was no worse than 
that which the Romans had resisted again and again in the preceding 
centuries, they could withstand it no longer after what had taken place 
within the Roman Empire.

What had taken place? What was the problem? What was it that 
caused the disintegration of an empire which, in every regard, had 
attained the highest civilization ever achieved before the eighteenth 
century? The truth is that what destroyed this ancient civilization 
was something similar, almost identical to the dangers that threaten 
our civilization today: on the one hand it was interventionism, and on 
the other hand, infl ation. The interventionism of the Roman Empire 
consisted in the fact that the Roman Empire, following the preceding 
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Greek policy, did not abstain from price control. This price control was 
mild, practically without any consequences, because for centuries it 
did not try to reduce prices below the market level.

But when infl ation began in the third century, the poor Romans did 
not yet have our technical means for infl ation. They could not print 
money; they had to debase the coinage, and this was a much inferior 
system of infl ation compared to the present system, which—through 
the use of the modern printing press—can so easily destroy the value 
of money. But it was effi cient enough, and it brought about the same 
result as price control, for the prices which the authorities tolerated 
were now below the potential price to which infl ation had brought the 
prices of the various commodities.

The result, of course, was that the supply of foodstuffs in the cities 
declined. The people in the cities were forced to go back to the country 
and to return to agricultural life. The Romans never realized what was 
happening. They did not understand it. They had not developed the 
mental tools to interpret the problems of the division of labor and the 
consequences of infl ation upon market prices. That this currency infl a-
tion, currency debasement, was bad, this they knew of course very well.

Consequently, the emperors made laws against this movement. 
There were laws preventing the city dweller from moving to the coun-
try, but such laws were ineffective. As the people did not have anything 
to eat in the city, as they were starving, no law could keep them from 
leaving the city and going back into agriculture. The city dweller could 
no longer work in the processing industries of the cities as an artisan. 
And, with the loss of the markets in the cities, no one could buy any-
thing there anymore.

Thus we see that, from the third century on, the cities of the Ro-
man Empire were declining and that the division of labor became less 
intensive than it had been before. Finally, the medieval system of the 
self-suffi cient household, of the “villa,” as it was called in later laws, 
emerged.

Therefore, if people compare our conditions with those of the Ro-
man Empire and say: “We will go the same way,” they have some rea-
sons for saying so. They can fi nd some facts which are similar. But 
there are also enormous differences. These differences are not in the 
political structure which prevailed in the second part of the third cen-
tury. Then, on the average of every three years, an emperor was assas-
sinated, and the man who killed him or had caused his death became 
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his successor. After three years, on the average, the same happened to 
the new emperor. When Diocletian, in the year 284, became emperor, 
he tried for some time to oppose the decay, but without success.

Only Good Ideas Can Defeat Bad Ideas

There are enormous differences between present-day conditions and 
those that prevailed in Rome, in that the measures that caused the dis-
integration of the Roman Empire were not premeditated. They were 
not, I would say, the result of reprehensible formalized doctrines.

In contrast, however, the interventionist ideas, the socialist ideas, the 
infl ationist ideas of our time, have been concocted and formalized by 
writers and professors. And they are taught at colleges and universities. 
You may say: “Today’s situation is much worse.” I will answer: “No, it is 
not worse.” It is better, in my opinion, because ideas can be defeated by 
other ideas. Nobody doubted, in the age of the Roman emperors, that 
the government had the right and that it was a good policy to deter-
mine maximum prices. Nobody disputed this.

But now that we have schools and professors and books that recom-
mend this, we know very well that this is a problem for discussion. All 
these bad ideas from which we suffer today, which have made our poli-
cies so harmful, were developed by academic theorists.

A famous Spanish author* spoke about “the revolt of the masses.” 
We have to be very cautious in using this term, because this revolt was 
not made by the masses: it was made by the intellectuals. And those 
intellectuals who developed these doctrines were not men from the 
masses. The Marxian doctrine pretends that it is only the proletarians 
that have the good ideas and that only the proletarian mind created so-
cialism, but all the socialist authors, without exception, were bourgeois 
in the sense in which the socialists use this term.

Karl Marx was not a man from the proletariat. He was the son of 
a lawyer. He did not have to work to go to the university. He studied 
at the university in the same way as do the sons of well-to-do people 
today. Later, and for the rest of his life, he was supported by his friend 
Friedrich Engels, who—being a manufacturer—was the worst type of 
“bourgeois,” according to socialist ideas. In the language of Marxism, 
he was an exploiter.

* José Ortega y Gasset.
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Everything that happens in the social world in our time is the result 
of ideas. Good things and bad things. What is needed is to fi ght bad 
ideas. We must fi ght all that we dislike in public life. We must substi-
tute better ideas for wrong ideas. We must refute the doctrines that pro-
mote union violence. We must oppose the confi scation of property, the 
control of prices, infl ation, and all those evils from which we suffer.

Ideas and only ideas can light the darkness. These ideas must be 
brought to the public in such a way that they persuade people. We must 
convince them that these ideas are the right ideas and not the wrong 
ones. The great age of the nineteenth century, the great achievements 
of capitalism, were the result of the ideas of the classical economists, of 
Adam Smith and David Ricardo, of Bastiat and others.

What we need is nothing else than to substitute better ideas for bad 
ideas. This, I hope and am confi dent, will be done by the rising gen-
eration. Our civilization is not doomed, as Spengler and Toynbee tell 
us. Our civilization will not be conquered by the spirit of Moscow. Our 
civilization will and must survive. And it will survive through better 
ideas than those which now govern most of the world today, and these 
better ideas will be developed by the rising generation.

I consider it as a very good sign that, while fi fty years ago, practi-
cally nobody in the world had the courage to say anything in favor of a 
free economy, we have now, at least in some of the advanced countries 
of the world, institutions that are centers for the propagation of a free 
economy, such as, for example, the “Centro” in your country which in-
vited me to come to Buenos Aires to say a few words in this great city.

I could not say much about these important matters. Six lectures 
may be very much for an audience, but they are not enough to de-
velop the whole philosophy of a free economic system, and certainly 
not enough to refute all the nonsense that has been written in the last 
fi fty years about the economic problems with which we are dealing.

I am very grateful to this center for giving me the opportunity to ad-
dress such a distinguished audience, and I hope that in a few years the 
number of those who are supporting ideas for freedom in this country, 
and in other countries, will increase considerably. I myself have full 
confi dence in the future of freedom, both political and economic.
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 INTRODUCTION^ 
T O  THE SCHOLAR'S EDITION 

0 NCE in a great while, a book appears that both embodies and 
dramatically extends centuries of accumulated wisdom in a 

particular discipline, and, at the same time, radically challenges the 
intellectual and political consensus of the day. Human Action by 
Ludwigvon ~Mises (1881-1973) is such a book, and more: a compre- 
hensive treatise on economic science that would lay the foundation 
for a massive shift in intellectual opinion that is still working itself 
out fifty years after publication. Not even such milestones in the 
history of economic thought as Adam Smith's Wealth ofNations, 
Alfred Marshall's Principles, Karl Marx's Capital, or John Maynard 
Keynes's General The09 can be said to have such enduring signifi- 
cance and embody such persuasive power that today's students and 
scholars, as much as those who read it when it first appeared, are 
so fully drawn into the author's way of thinking. For this reason, 
and others discussed below, this Scholar's Edition is the original 
1949 magnum opus that represents such a critical turning point in 
the history of ideas, reproduced (with a 1954 index produced by 
Vernelia Crawford) for the fiftieth anniversary of its initial appear- 
ance. 

When Human Action first appeared, its distinctive Austrian 
SchooI approach was already considered a closed chapter in the 
history of thought. First, its monetary and business cycle theory, 
pioneered by Mises in 19 12' and extended and applied in the 1920s 
and 193 O S , ~  had been buried by the appearance of Keynes's General 

1. T h e  archives a t  Yale University Press, Grove City College, and the 
Ludwig von Mises Institute provided source material. 

2. The Theory ofMonqand Credit, trans. by H.E. Batson (Indianapolis, Ind.: 
Liberty Classics, [19 121 1980). 

3. Essays can be found in On the Manipulation ofMonq and Credit, trans. 
by Bettina Bien Greaves (Dobbs Ferry, N.Y.: Free Market Books, 1978). 
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Theory, which gave a facile but appealing explanation of the lingering 
global depression. Second, Mises's 1920 demonstration that a socialist 
economy was incapable of rational economic calculation4 sparked a 
long debate in which the "market socialists" had been widely 
perceived to be the eventual victors5 (in part because it became a 
debate among Walrasians6). Third, and fatal for the theoretical core 
of the Austrian School, was the displacement of its theory of price, 
as originated by Carl Menger in 187 1' and elaborated upon by Eugen 
von Bohm-Bawerk, John Bates Clark, Philip H. Wicksteed, Frankk 
Fetter, and Herbert J. D a ~ e n ~ o r t . ~  Another strain had begun to 
develop along the lines spelled out by Menger's other student 
Friedrich von Wieser, who followed the Walrasian path of de- 
veloping price theory within the framework of general equilibrium. 
Wieser was the primary influence on two members of the third 
generation of the Austrian School, Hans Mayer and Joseph A. 
~chum~eter . '  

Members of the fourth generation, including Oskar Lhlorgenstern, 
Gottfi-ied von Haberler, Fritz Machlup, and Friedrich k von Hayek, 
also tended to follow the Wieserian approach. The  crucial influ- 
ence on this generation had been Schurnpeter's treatise Das Wesen 
und der Hauptinhalt dm Theoretischen Nationalokonomie, published in 

4. Economic Cakulation in the Socialist Commonwealth, trans. by S. Adler 
(Auburn, Ala.: Ludwig von Mises Institute, [I9201 1990). 

5. Trygve J.B. Hoff, E c m i c  Cahhtion in the Socialist Sociq, trans. by M A  
Michael (Indianapolis, Ind.: Liberty Press, [I9491 1981). 

6. Murray N. Rothbard, "The End of Socialism and the Calculation 
Debate Revisited," Review ofAustrian Economics, 5, no. 2 (1991), 51-76. 

7. Carl Menger. Principles ofEconmics. trans. by James Dinpa l l  N e w  
York: New York University Press, [I8711 1976). 

8. Eugen von Bohm-Bawerk, "Grundziige der Theorie des winschaftlichen 
Giiterwertes," Jahrhiichw @ r  Nationaliikonmie und Statistik 13 (1 886), 1-82, 
477-541; John Bates Clark, The Dirtribution of Wealth: A Theory of Wages, 
Interest, and Profits (New York: Augustus M. Kelley, [I8991 1965); Philip H. 
Wicksteed, The Alphabet ofEconmic Sense, Pt. I: Elements of the Theory of Value 
or Worth (London: Macmillan, 1888); Frank A. Fetter, Eonomic Principler 
(New York: The  Century Co., 19 15); Herbert J. Davenport, The Economics of 
Enterprise (New York: Augustus M. Kelley, [I91 31 1968). 

9. The  two economists for whom Schumpeter felt the "closest affinity" 
were Walras and Wieser; see Fritz Machlup, "Joseph Schumpeter's 
Economic Methodology," in idem., Methodology of Economics and Other Social 
Sciences (New York: Academic Press, 1978), p. 462. 
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1908."This bookwas a general treatment ofthe methodological and 
theoretical issues of price theory from a Walrasian perspective. Apart 
from Wieser's writings, it was the only "Austrian" workofpure theory 
to appear prior to Mises's Nationalokonomie, the German-language 
predecessor to Human Action. For the young economists studying 
in Vienna, and despite criticisms by Bohrn-Bawerk, Schumpeter's 
book became a guide to the future of the science. As Morgenstern said, 
"the work was read avidly in Vienna even long after the First World 
War, and its youthful freshness and vigor appealed to the young 
studen ts.... [Llike many others in my generation I resolved to read 
everything Schumpeter had written and would ever write."" 

After Bohm-Bawerk's death in 19 14, no full-time faculty member 
at the University of Vienna was working stricdy within a Mengerian 
framework, while Mises's status as a Privatdozent diminished his 
academic standing. Prior to the geographical dispersal of the school 
in the mid-1930s,12 moreover, none of the members of these latter 
generations had achieved international recognition, particularly 
among English-speaking economists, on the order of Bohm-Baw- 
erk. After the retirement of Clark, Wicksteed, Fetter, and Davenport 
from the debate on pure theory by 1920, the School's influence on 
the mainstream of Anglo-American economics declined precipi- 
tously. This left the field of high theory, particularly in the United 
States, completely open to a Marshallian ascendancy. 

In Germany, the long night of domination by the anti-theoreti- 
cal German Historical School was coming to an end, but the book 
that reawakened the theoretical curiosity of German economists after 
the First World War was Gustav Cassel's Theoretische Sozialokonomie, 
which offered a verbal rendition of Walrasian price theory.13 In the 
Romance countries of France and Italy, Mengerian price theory never 

10. Schumpeter's translation of the title: The hTatzlre and b m c e  of Theoretical 
Econumics(Munich and Leipzig: Duncker & Humblot, 1908). This book coins 
the phrase "methodological individualism." 

1 1. SelectedEconomic Writingsof OskarMmgenstern, ed. Andrew Schotter (New 
York: New York University Press, 1 976), p. 196. 

12. Earlene Craver, "The Emigration of ,4ustrian Economists," Histoly of 
Political Economy, 1 8 (Spring 1987), 1-3 0. 

13. Gustav Cassel, The Theory ofsocial Economy (2d ed. New York Harcourt, 
Bracc and Company, 1932). As Mises wrote, "The decade-long neglect of 
theoretical studies had led to the remarkable result that the German public 
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achieved a firm foothold and, by the 1920s, it had been shunted 
aside by the Lausanne School and Marshallian-style neoclassicism. 
By the rnid- 193Os, the Austrian School had melted away in Ausma as 
more attractive prospects abroad or the looming National Socialist 
threat drove the leading Austrian economists to emigrate to Great 
Britain (Hayek), the United States (Machlup, Haberler, and LMor- 
genstern), and Switzerland (Mises). Hayek was well positioned to spark 
a revival of Mengerian theory in Great Britain, but having been a 
student of Wieser rather than ~i ihm-~awerk, '~  he saw the core of 
economics as the "pure logic of choice," which could be represented 
by the timeless equations of general equilibrium.15 In the end, 
Walrasian general equilibrium theory was imported into Great 
Britain by John R. Hicks under Hayek's influence.'" 

In addition, analytical deficiencies internal to the pre-Misesian 
approach contributed to the sharp decline of the Austrian School 
after the First World War. The  Austrians themselves lacked the 
analyucal wherewithal to demonstrate that the timeless and mon- 
eyless general equilibrium approach and the one-at-a-time Mar- 
shallian approach-the analytical pyrotechnics of the 1930s 
notwithstanding-are both plainly and profoundly irrelevant to a 

must look to a foreigner, the Swede Gustav Cassel, for a principled explanation 
of the problems of economic life." Ludwig von Mises, "Carl Menger and the 
Austrian School of Economics," Azmian Economire An Antholo , ed. Bettina 
Bien Greaves Qrvington-on-EIudsoi~, N.Y.: Foundation or Economic 
Education, 1996), p. 52. 

P 
14. Hayek himself explicitly distinguished between "the two original 

branches of the Austrian School," the Bohm-Bawerkian and the Wieserian, 
and characterized himself as an adherent of the latter branch. See F.A. Hayek, 
"Coping with Ignorance" in idem, Knowledge, Evolution, and Society (London: 
Adam Smith Institute, 1983), pp. 17-18; and The Collected Works of F.A. 
Hayek, vol. 4: The Fortunes o Liberalism: Ersays on Awwian Economics and the 
Ideal of Freedom, ed. Peter Klein (Chicago: University of Chicago Press, 
1992), p. 157. 

cf 
1 5. See F A  Hayek, "Economics and Knowledge," in idem, Individmlljrn and 

LGonmic Ordw (Chicago: Henry Regnery Company, [I9481 1972), pp. 3 3-56. 
16. See Bruna Ingrao and Giorgio Israel, The Invkible Hand: Economic 

&ilibrium in the Hhory $Science (Boston: M I T  Press, 1990), for a perceptive 
description of Hayek's crucial role in the early development of the 
Anglo-American version of general equilibrium theory (pp. 232-235). Hayek 
himself regarded the analysis of value theory in Hick's Value and Capital in terms 
of marginal rates of substitution and indifference curves as "the ultimate 
statement of more than a half a century's discussion in the tradition of the 
Austrian School." The Fortunes of LiberalIjm, pp. 53-54. 
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central problem of economic theory: explaining how monetary 
exchange gives rise to the processes of economic calculation that are 
essential to rational resource allocation in a dynamic world." Thus, 
after a period of remarkable development and influence from 187 1 
to 1914, by the early 1930s the Austrian School was on the edge of 
extinction. 

Mises was fully cognizant of this unfortunate state of affairs 
when he emigrated to Switzerland in 1934. Ensconced at the 
Graduate Institute of International Studies in Geneva, for the first 
time he could fully focus his attention on academic research. Mises 
used this opportunity to write Nntionalokonmie, a book that in- 
tended to revive the Mengerian approach and elaborate it into a 
complete and unified system. As evidence of the importance that 
Mises attached to this book, and of the time and energy he poured 
into it, he wrote very little else in the years leading up to its 
publication in 1940. Previously an enormously prolific writer, the 
extent of his output from 1934 to 1939 was comparatively meager: 
in addition to book reviews, short memos, newspaper and maga- 
zine articles, notes, and introductions, there was only one substan- 
tial article for an academic audience.18 

Retrospectively describing his purpose in writing XatimaZokono- 
mie, Mises left no doubt that he sought to address the two burning 
issues left unresolved by the founders of the Austrian School: the 
status of the equilibrium construct and the bifurcation of monetary 
and value theory. "I try in my treatise," Mises wrote, "to consider 
the concept of static equilibrium as instrumental only and to make 
use of this purely hypothetical abstraction only as a means of ap- 
proaching an understanding of a continuously changing world."" 
Regarding his effort to incorporate money into the older Austrian 
theoretical system, - i s e s  identified his immediate inspiration as his 

17. See Joseph T. Salerno, "The Place of Human Action in the History of 
Economic 'Thought," Quarterly3oumal ofAwtrian Economics, 2, no. I (1999). 

18. See Bettina Bien Greaves and Robert W. McGee, comps., Mises: An 
Annotated Biblio apby (Inington-on-Hudson, N.Y.: Foundation for Economic 
Education, 1 9 6 ,  pp. 4 1 4 1 ,  for a listing of Mires's published and 
unpublished writings in these years. 

19. Y/Iv Contributions to Economic Theory," in Mises, Planning fur 
Freedom and Sixteen Other fisays and Addruses (4th cd. South Holland, 111.: 
Libertarian Press, 1980), pp. 2 3 0-23 1. 
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opponents in the socialist calculation debate of the 1930s. These 
economic theorists, under the influence of the general equilibrium 
approach, advocated the mathematical solution to the problem of 
socialist calculation. As Mises argued: "They failed to see the very 
first challenge: How can economic action that always consists of 
preferring and setting aside, that is, of making unequal valuations, 
be transformed into equal valuations, and the use of equations?'do 

But without an adequate theory of monetary calculation, which 
ultimately rests upon a unified theory of a money-exchange econ- 
omy, Mises realized that there could be no definitive refutation of 
the socialist position. Accordingly, Mises revealed: "LVationalokono- 
mie finally afforded me the opportunity to present the problems 
of economic calculation in their full significance .... I had merged 
the theory of indirect exchange with that of direct exchange into 
a coherent system of human a~tion."~'  

Thus, Nationalb2onomie marked the culmination of the Austrian 
theoretical approach, and, in a real sense, the rebirth of the 
Austrian SchooI of economics. It was designed to play a decisive 
role in reconstructing the whole of economic science in its moment 
of crisis, including reformulating and unifylng price theory, mone- 
tary theory, and business cycle theory, and at the same time 
establishing the correct methodological foundations of the social 
sciences. Using this mighty architectonic of economic theory, 
Mises formulated a radical and impermeable defense of laissez- 
faire policy conclusions that were distinctly unfashionable when 
the book first appeared. 

M ISES was uniquely prepared to undertake such a radical task 
Beginning in 1912, during a long tenure as economic advisor 

and chief economist of the Vienna Chamber of Commerce, Mises 
produced a steady stream of works in economic and political 
theory. The  publication of his first treatise, Theorie des Geldes und 

20. Notes and Recolkctim, trans. by Hans F. Sennholz (South Holland, Ill.: 
Libertarian Press, 1978), p. 112. 

2 1. Ibid. 
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der Umlaufmittel(19 12) was followed by Nation, Staat und Wirt- 
schafi (1 9 19), Die Gemeinwirtschaf2 ( 1  922), Liberalismw (1 92 7) ,  
Geldwertstabilisierzlng and Konjunktulpolitik (1 92 €9, Kritik des Inter- 
ventionism~ (1929), and Grundprobleme der Nationaliikonomie 
(193 3).*' Among the professional public, these works earned Mises a 
reputation as a leading monetary theorist and defender of the gold 
standard, and as an outstanding critic of socialism and proponent of 
laissez-faire capitalism. In academia, he was also recognized as the 
heir to the intellectual tradition of ~Menger and Bohrn-Bawerk, and 
a leading defender of the deductive method in the social sciences 
against the claims of historicists. However, outside the circle of the 
participants in his Privatsmina7; the ('Misq-Ki-eis, ''j the philosophical 
depth and systematic breadth of Mises's work was rarely acknow- 
ledged or recognized. Even his students and friends, who beginning 
in 1920 met regularly every two weeks in his Chamber of Com- 
merce office, had at best only an inkling of ,Wses's systematic 
ambition. From book to book, they witnessed the appearance of the 
successive building blocks of a Misesian system. But when Mises left 
Vienna in 1934 to move to Geneva, even they could not have had 
more than a vague notion of how to fit these pieces into a unified 
whole. Mises was fifty-eight years old when Nationalbkonomie: 
Theorie des Handelm and Wirts~haftens~~ appeared. I t  was Mises's 
crowning intellectual achievement and the sum of his scholarly 
life. At long last, this book should have established him as the 
foremost German-language economist and social theorist of his 
generation. 

22. The Theory $Money and Credit; Nation, State, and Economy, trans. by 
Leland B. Yeager (New York: New York University Press, [I9191 1983); 
Socialism: An Economic and SocioIopcalAm&sk, trans. by J. Kahane (Indianapolis, 
Ind.: Liberty Classics, [I9221 1981); Liberah:In the CWTr*, trans. by 
Ralph Raico (lrvmgton-on-Hudson, N.Y.: Foundation for Economic Education, 
[I9271 1985); "Monetary Stabilization and Cyclical Policy," in Mises, On the 
Manipulation of Monq and Credit; A Critique of Internentionism, trans. by 
Hans F. Sennholz (New Rochelle, N.Y.: Arlington House, [I9291 1977); 
Epistemological Problems of Economics, trans. by George Reisman (New York: 
New York University Press, [I93 31 1976). 

23. Which included such outstanding scholars as Gotdried von Haberler, 
F.A. Hayek, Felix Kaufmann, Fritz Machlup, Oskar Morgenstern, Paul N. 
Rosenstein-Rodan, Alfred Schiitz, Richard von Strigl, and Erich VoegeIin. 

24. (Munich: Philosophia Verlag, [I9401 1980). 
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Mises's masterwork, however, appeared in the midst of political and 
personal crisis. After the Anscblzlss on March 12, 193 8, Mises could 
no longer travel to Austria. His apartment in Vienna had been 
ransacked by National Socialists and his library and personal papers 
c~nfiscated.~' By June 1940, German troops had virtually encircled 
Switzerland, and, urged by his wife, Mises decided to leave Geneva 
and emigrate to the United States. "I could no longer bear," he 
explained in his Erinnmngen written shortly after his arrival in New 
York City on August 4, 1940, "to live in a country that regarded 
my presence as a political burden and danger to its security."26 

From the outset, the book was cut off almost completely from 
the German market, and its Swiss publisher would become one of 
the countless economic casualties of war. Meanwhile, almost all 
members of the former Afises-kieis had likewise left Austria and 
emigrated to other countries. In their new, foreign, and uncertain 
environment, they paid little or no attention to it. Thus, Nation- 
alokonomie remained virtually unread." What should have been a 
moment of immense satisfaction and even triumph, a moment 
which might have brought about a shift away from the growing 
~e~nesiadWalrasian-~arshallian consensus, and even inocu- 
lated the profession against the positivist onslaught of later dec- 
ades, became for LI/Iises a moment of tragedy and likely the lowest 
point in his career. 

Nine more years would pass until, with the publication of 
Human Action, Mises would reap some of the rewards that had 

2 5. Long thou ht to be lost, the papers were rediscovered in 1991 in a formerly 
secret Soviet arckve in Moscow. The initial discoverers were two German 
researchers assGc-a:ed -$iL$ a Gem-,n !-,boi ufiion fonn&&fi; see G6tz xjr 
and Susanne Hein, Daszentrale Staatsarcbiv in Moskau (Diisseldorf, Germany: 
Hans-Blijckler-Stiftung, 1993). Following up on their workwere,two Austrian 
historians Gerhard Jagschitz and Stefan Karner, Beuteakten aur Osterreicb: Dm 
Ostmeichbestand im Wchen "Sondm-archiv" Moskau (Graz, Austria: Ludwig 
Boltzmann-Institut, 1996). 

26. I s e s ' s  Erinnerclngen was published posthumously (Stuttgart, Germany: 
Gustav Fischer, 1978), p. 88; translated as Notes and Recollections. 

27. Only two members ofthe formerMises-fieisreviewed the book, Hayek 
(Economic Journal, April 1941) and Walter Sulzbach (Journal of Social 
Philosophy andJurisprudence, October 1941). Greaves and McGee, Mises: An 
Annotated Bibliography, list only two other reviews, one by Hans Honegger in 
a Swiss newspaper, and the other by Frank H. Knight (Economica, November 
1941). 
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escaped him in 1940.~' Yale University Press, headed by Eugene 
Davidson, had published Mises's Omnipotent Government and Bu- 
reaucracy in 1944, on the recommendation of Henry Hazlitt, who 
was then working for the New York Times as an editorial writer. The 
success of these works prompted Davidson to send a note to Mises 
in mid-November that would set the process in motion. Mises and 
Davidson met on Monday, December 4, at the Roosevelt Hotel 
for lunch, and made plans for a translation of Nationalokonornie, 
under the working title Treatise in Economics. Davidson found the 
idea enticing and solicited further opinions on the matter from a 
variety of economists and public figures. 

Hazlitt recommended immediate publication, as did John V. 
Van Sickle of Vanderbilt University ("I hope you will decide on 
 publication"*^, Ray Bert Westerfield of Yale University ("a first- 
rate bookn3?, Hayek ("the general standard of the workis of a kind 
that it will do credit to any University Pressn3'), and Machlup (who, 
with effusive praise for Mises, encouraged Davidson to ignore all 
protests against publication; any book "out of sympathy with the 
New Deal in economics" would be opposed by the same people'2). 
Haberler, however, wrote, "It is a little embarrassing for me to 
answer your question because Professor Mises is a good friend of 
mine. Please do keep the contents of this letter strictly confidential. 
The book you are considering for translation is a very big one. It 
contains Professor Mises's life work in economics. It is well written 
and interesting but I must say for my taste it is very extreme, and 
I am pretty sure it will not be well accepted in academic quarters .... 
May I suggest that you ask Professor Knight of the University of 
Chicago for his opinion?"33 

28. As the result of the continued success of Human Action, forty years 
after its initial publication Mises's Natimliikmumie was reprinted (Munich: 
Philosophia, 1980). Unlike the original, the reprint received widespread 
attention, including reviews in the two leadin German language newspapers, 
the Frankfirter All emeine Zeitung (by Wilhe m Seuss) and the Neue Zuercher 
Zeimng (by Egon 'fuchtfeldt). 

7 
29. Private correspondence to Eugene Davidson, February 12,1945. 
30. Private correspondence to Eugene Davidson, February 13, 1945. 
3 1. Private correspondence to Eugene Davidson, March 3,1945. 
32. Private correspondence to Eugene Davidson, February 22,1945. 
3 3 .  Private correspondence to Eugene Davidson, January 23, 1945. 
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Yale then consulted Frank H. Knight, who wrote back that Mises 
is "no doubt the last of the great Austrian or Viennese school, since 
other members of comparable standing turned their scientific along 
with their political coats, if they did not leave Ausaia and Germany, 
and started work on new problems under new auspices .... It is my 
impression-not based on adequate knowledgethat the author's 
views on monetary and cycle problems are more important than those 
on general theory." In an addendum, Knight says he in turn consulted 
Oskar Lange (one of Mises's leading opponents in the socialist 
calculation debate) who was "surely not more in favor of the project. 
He thinks vonMises did some pioneering at one time in the monetary 
field but that is old and long available in ~ n ~ l i s h . " ~ ~ I n  addition, B.H. 
Beckhart, a former student of Mises's teaching at Columbia Univer- 
sity, wrote a terse reply to Davidson: "I doubt if Professor Mises's work 
would have a sufficiently wide sale to justify its translation or publi- 
cation. Professor Mises's theories are developed rather fully in his 
works which have already appeared in English."35 

Despite the protests, Yale's Committee on Publications voted to 
approve the publication March 5, 1945, under the working title 
National Economy, which would become Human Action just prior 
to publication.36 The publisher received the final manuscript on 
October 1,1948. By the time the English-language version appeared, 
circumstances were no longer conducive to an early renewal of the 
Austrian School. ~ e a d e r s h i ~  in pure economic theory had passed 
from Europe to the United States, in part because of the migration 
of many Central European economists to America. Marshallian price 
theory in various forms had dominated the textbook literature and 
undergraduate teaching in the United States since the 1920s, and this 
dominance was strengthened by the widespread interest in the doctrine 
of imperfect competition in the journals. In addition, the general 
equilibrium approach had secured a firm foothold in the United 

34. Private correspondence to Eugene Davidson, January 29, 1945. 
35. Private correspondence to Eugene Davidson, February 9,1945. 
36. Mises suggested the following as possible titles: (1) Economics: A Treatise 

on Human Artion, ( 2 )  Man and Reality: A Treatise on Human Action, (3) Means 
and En&: A Tmtise on Eccmomics, (4) Man in the Pumit of a Better Life: A 
Treatie on Economics, and (5) Human Action: A Treatzie on Economics. Next to 
this final suggestion, Davidson wrote "I like this" but worried that it "doesn't 
make the subject immediately clear." 
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States economics profession with the publication of Paul Samuel- 
son's Foundations of Economic Analysis in 1947 . 3 7  

In the decades following the appearance of Human Action, it was 
left to Mises's own students, who studied with him while he served as 
an unsalaried professor at New York University from 1945-1969, to 
take up  the task of developing, propagating, and extending Austrian 
School theory. Preeminent among these students was Murray N. 
Rothbard, whose Man, Economy, and State in 1 962 ,j8 America's Great 
Depression in 1963, and a long series of theoretical and historical 
studies,3Y prepared the groundwork for a full-scale revival of the 
Austrian School in the 1970s (precipitated by F.A. Hayek's Nobel 
Prize in 1974) and the 1980s.~ T h e  revival became firmly en- 
trenched and internationalized4' in the 1990swith the establishment 
of scholarly journals dedicated to advancing Misesian economics, and 
a vast and continuing series of papers, conferences, books, teaching 
seminars, and professional meetings." 

H UMAN ACTION and Nationaliikonmie have the same overall 
structure of seven parts, and the bulk of the English edition 

consists of material directly translated from the German. However, 
significant differences exist. Human Action is considerably longer, 
and contains numerous additions to its predecessor. There are also 
passages, sections, and chapters in Nationalakonomie which were 
either omitted, shortened, or significantly altered in Human Action. 

3 7. (New York: Atheneum, [1947] 1967). 
38. (Auburn, Ala.: Ludwig von Mises Institute [I9621 1993). 
39. (New York: Richardson and Snyder, [I9631 1983); also, Power and 

Market (Kansas City: Sheed bdrews and McMeel, 1970); The Lo ic ofAction 
(Brookfield, Vt.: Edward Elgar, 19977); see David Gordon, bumzY N. 
Rothbard: A Scholar In Defense of Freedom (Auburn, Ala.: Ludwig von Mises 
Institute, 1986). 

40. Rothbard's efforts culminated in a monumental two-volume history of 
economic thought, Economic Thou ht Before Adam Smith, vol. 1 and Classical 
Economics, vol. 2 (Brookfield, Vt.: fidward Elgar, 199.5). 

41. As further evidence, Human Actzon has been translated into Spanish, 
French, Italian, Clunese, Portuguese, Japanese, and Rumanian. 

42. For a sample of this output, see The Awtrian Economics Study Guide 
(Auburn, Ala.: Ludwig von fises Institute, 1998; and continuously updated). 
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The most important addition in Human Ahon is Chapter VI on 
uncertainty. This chapter does not appear in its predecessor, nor is 
its subject matter discussed elsewhere. Here, ,Mses further clarifies 
his earlier epistemological investigations through the introduc- 
tion of the categorical distinction between apodictic certainty (the 
realm of praxeology), class probability (the realm of the natural 
sciences), and case probability (the realm of history). Several 
commentators have noted the similarity of Mises's distinction 
between class probability and case probability and that between risk 
and uncertainty introduced by Knight in Risk, Uncertainty and Profit 
in 1921.43 Yet, it does not appear that Mises was influenced by 
Knight in this regard. Mises had been long familiar with Knight's 
work, and had already made reference to Risk, Uncefiainty and 
Profit in Nationalokonomie in conjunction with his discussion of 
profit and uncertainty? Rather, it appears more likely that MisesS 
Chapter VI was stimulated and influenced by his younger brother, 
Richard von Mises (1883-1953). A professor of aerodynamics and 
applied mathematics at Harvard University, Richard von Mises's 
most outstanding theoretical achievement was his contribution, 
from 1919 onward, to the frequency theory of probability.4s In 
principle, Ludwig accepted Richard's frequency interpretation of 
probability, but Ludwig provided a new definition of randomness, 
and thus significantly improved on Richard's 

Apart from the addition of Chapter VI, all other changes or 
additions to Human Adon from its predecessor can be described as 
non-substantial. Some material is reorganized, the discussion of some 
subjects is expanded or further applications are provided, and there 
are some changes in emphasis or perspective. Most reorganization 
concerns the book's first philosophical parts, i.e., Chapters I and 
11. Thus, in order to account for an English-American audience and 

43. See, for instance, Rothbard, Man, Ecmrmy, and State, pp. 498-501; Hans- 
Hermann Hoppe, "On Certainty and Uncertainty, Or: How Rational Can 
Our Expectations Be?," Review ofAustrian Economics, 10, no. 1 (1997), 49-78. 

44. Nationalokonmie, p. 268. 
45. See Richard von Mises, Probability, Statkthand Tmth (New York: Dover, 

1957). The first edition appeared in 1928 in German (Julius Springer Verlag). 
46. See Hans-I-Iermann Hoppe and Jeffrey M. Herbener, "The Story of 

Human Action: 1940-1 966," Q u a r t p ~ ~ J o u n z a i o f A ~  Ecrmmicr, 2, no. 1 (1999). 
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its different philosophical background and tradition, Mises com- 
pletely rewrote and rearranged the material presented here.47 In 
addition, H u m n  Action contains a new Chapter 111 ("Economics and 
the Revolt against Reason"). In Nationalokonomie, the subject matter 
of Chapter IX of Human Action ("The Role of Ideas") is discussed in 
a much longer chapter of the same title ("Die Idee im Ha~zdeln '? .~~ The 
expansions, further applications, and changes of emphasis or perspec- 
tive concern Parts III through VII. 

Augmentations 
to Nationalokonomie 

Chapters 

XXXV "The Welfare Principle versus the Market Principle" (pp. 829-850) 
XXXVIII "The Place of Economics in Learning" (pp. 863-876) 

Sections 

XV.6 "Freedom" (pp. 279-285) 
XV.7 "Inequality of Wealth and Income" (pp. 285-286) 
XV.9 "Entrepreneurial Profits and Losses in a Progressing Economy" 

(pp. 292-299) 
XV.10 "Promoters, Managers, Technicians, and Bureaucrats" (pp. 300-307) 
XVI. 15 "The Chimera of Xonmarket Prices" (pp. 392-394) 
XWI.8 "The Mobility of the Investor" (pp. 5 14-5 17) 
X X V 2  "The Socialist Doctrine" (pp. 689-691) 
XXVI.4 "Trial and Error" (pp. 700-70 1) 
XXVLI.3 "The Delimitation of Governmental Functions" (pp. 7 15-7 19) 
XXVII.5 "The Meaning of Laissez Faire" (pp. 725-727) 
XXX.3 "Minimum Wage Rates" (pp. 763-773) 

Elaborations 

XI.2 "The Theory of Value and Socialism" (pp. 206-207) 
.. , w 4  'The Metapharica! Eq!qlner?t ef h e  Termin&gy ;.f Ddidca! E&!e" 

(pp. 272-273) 
XVII.6 "Inflation and Deflation; Inflationism and Deflationism" (pp. 419-42 1) 

47. Thus, for instance, Nationaliikonomie contains in its first two chapters 
several references to Immanuel Kant and Heinrich Rickert, as well as 
references to Franz Brentano, Wilhelm Windelband, Ernst Mach, Fritz 
Mauthner, and Hans Rothacker which were omitted in Human Action. 

48. Similarly, Nationaliikonomie's cha ter Die Idee im Handeln contains 
references to Hendrik de Man, Hans Del ! ruck, Carl Menger, Hans Kelseren, 
Ludwig Gurnplowicz, Gustav Ratzenhofer, Joseph-Arthur Gobineau, and 
Houston Chamberlain not to be found in the corresponding Chapters I11 and 
M of Human Action. 
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Elaborations (cont.) 

XVIII.4 "Some Applications of the Time-Preference Theory" (pp. 496499) 
XX.6 "The Alleged Absence of Depressions Under Totalitarian 

Management" (pp. 562-563) 
XX.7 "The Difference Between Credit Expansion and Simple Inflation" 

(p. 568) 
XXI.6 "A Comparison Between the Historical Explanation of Wage Rates 

and the Regression Theorem" (p. 606) 
XXI.7 "Remarks About the Popular Interpretation of the 'Industrial 

Revolution"' (pp. 6 13-61 9) 
,YXXI.S "The Chimera of Contracyciical Policies7' (pp. 792-794) 

T he commercial success of Human Action exceeded both the 
author's and the publisher's expectations. It was published on 

September 14, 1949; three weeks later, the press was already 
planning the second and even a third printing. In a memo, Chester 
Kerr (who later headed the press when the second edition was 
issued) spoke of sales of "an extraordinary rate for a $1 0 volume of 
solid reading." In January 1950, it became a Book-of-the-Month 
Club alternate selection. Reviews, as one might expect, were highly 
polarized, with the popular press treating it as the brilliant work 
of a genius, while academic economists (Seymour E. Harris4' and 
John K. GalbraithsO) regarded it as shockingly archaic and insufi- 
ciently pious towards the profession. John Hicks alternately 
praised ("a powerful book") and mocked the book ("~Mises sets up 
Capitalism as a god, which it is sinful to touch"),51 while Ludwig 
Lachmann gave Mises one of his few enthusiastic academic en- 

5 2 r  1 1  borsements ia the pages of Economica. A aeDare berween iviises's 
student and prime defender Murray Rothbard and detractor 
George J. Schuller tookplace in the pages of the Amwican Economic 

49. "Capitalist Manifesto," Satzll-day Review of Literamre (September 24, 
1949), 3 1-32. 

50. "In Defense of Laissez-Faire," New Ymk TimesBook Review (October 30, 
1 949). 

5 1. "Dogmatic Liberalism," Manchester Gzlardian (December 30,1949), 3. 
52. "The Science of Human Action," Economica (November 1951), 

412-427. 
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~miew.'~ Regardless of the mixed reception, and contrary to the - 

widespread opinion that Mises would surely be the last member of 
the Austrian School, H u m n  Action served as rhe essential foundation 
for the huge and growing free-market political movement and an 
academic movement of Austrian School economists, for which it 
continues to serve as the primary text today. 

The first edition of H u m n  Action was continuously in print for 
fourteen years. In February 1961, Mises initiated the second revised 
edition of H u w n  Ammon in a letter to Ivan Bierly of the Volker Fund, 
a foundation that had supported Mises's teaching and writing. In 
March, Mises wrote the publisher, "It seems to me that now after 
twelve years it is time to publish a new edition, revised in some points 
and slightly enlarged." He informed Yale that he could have the 
changes by the end of the year. Yale Press received the news with 
enthusiasm and waited for Mises's changes. 

What followed was another trial in ~Wses's life. The second edition 
went into production far later than anticipated, which left the pub- 
lisher without copies of Human Action for fifteen months. ~Mises was 
never given galley proofs to examine before publication. When the 
second edition finally appeared in May 1963, it was riddled with 
typographical errors. There were missing paragraphs and lines, du- 
plicated lines, and even a duplicated page. There were no running 
heads on the pages and the printing was variously light and dark 
Despite protests, the publisher refused to accept full responsibility, 
which led Mises to secure the services of an attorney. In the de fm 
settlement @Gses never accedkd to it entirely), Yale distributed errata 
sheets and agreed to prepare a corrected third edition when the second 
edition sold out. The matter was finally settled when Henry Regnery 
worked to secure the rights for his publishing company in early 1966. 
He reset the book and published the third edition later that year (at 
which time II/Iises was eighty-five years old).547SS 

53. American Economic Review, 40, no. 3 (June 1950), 41 8 4 2 2 ;  41, no. 1 
(March 195 l), 181-190; 41, no. 5 (December l95l), 943-946. 

54. The mystery of who precisely was responsible for mangling the treatise 
has never been solved. Margit von Mises, discussing the matter in her memoirs, 
offers this: "the villain in a Perry Mason sto is easy to detect I t  is always the 
one whom you suspect least and whom the au 2 or treats with a certain indulgent 
negligence." My Years with Ludwig von Miser (Cedar Falls, Iowa: Center for 
Futures Education, [I9761 1984), p. 11 1. 
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Mises left no essay or speech explaining the changes (some of 
them substantial) made to later editions of Human Action. Original 
drafts of manuscripts delivered to the publisher are not available. 
Neither are personal notes available, from Mises or the publisher, or 
information on the precise timing of the changes. Some changes to 
later editions were suggested by Mises's friend Percy L. Greaves, Jr., 
in a memo dated October 12,1961. For instance, Greaves suggested 
that Mises alter the content of paragraph three on page 187, dealing 
with German aggressiveness, to apply to Russia. The paragraph was 
eliminated entirely. Greaves also suggested that the section on Inter- 
national Monetary Cooperation beginning on page 473 "be brought 
up to date." Four paragraphs were added to the end of the original 
(unchanged) section. Referring to immigration, Mises writes on 
pages 820-82 1 : "Neither does it mean that there can be any question 
of appeasing aggressors by removing migration barriers. As condi- 
tions are today, the Americas and Australia in admitting German, 
Italian, and Japanese immigrants merely open their doors to the 
vanguards of hostile armies." Greaves suggested amending this pas- 
sage, but no change was made in the second edition. For the third 
edition, the passage is eliminated altogether and replaced with an 
additional paragraph calling for a philosophy of mutual cooperation 
to replace the view that there are "irreconcilable antagonisms" be- 
tween groups in society. 

Other notable changes were made to later editions, some of which 
cannot be considered improvements. Pages 796799 of the first 
edition include some insightful remarks about the workings of Ger- 
man exchange controls and international barter agreements in the 
1930s. These comments, cited and built upon in a later historical 
study of the New Deai by ~06bard,'%re entireiy eiiminated from 
subsequent editions. The final two paragraphs on page 563, in which 
Mises sheds light on the relationship between public opinion and an 
inflationary monetary policy, are also eliminated. As a smaller 
matter, for later editions, the section on imperfect competition was 
changed from the 1949 edition, and not with clarifying results. For 

55. The "fourth revised edition" (Irvin on-on-Hudson, N.Y.: Foundation 
for Economic Education, 1996) is the thir c? edition with an expanded index. 

56. Murray N. Rothbard, "New DealMonetary System," Watershed $Empire, 
ed. Leonard Liggio (Colorado Springs, Colo.: Kalph Myles, 1972), pp. 43-48. 
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instance, the 1949 edition includes this sentence: "The confusion 
which led to the idea of imperfect or monopolistic competition stems 
from a misinterpretation of the term control ofmpply" (p. 3 57). Later 
editions change the sentence to introduce ambiguity: "Consider- 
able confusion stems from a misinterpretation of the term control 
of supply. "57 

On monopoly theory, the first edition contains a crucial para- 
graph that was eliminated in subsequent editions, a passage that 
elucidates how far Mises's understanding of the monopoly price 
was from the mainstream neoclassical view. "Monopoly prices," he 
writes in this and later editions, "are the outcome of a deliberate 
design tending toward a restriction of trade" (p. 356). In the 
original edition Mises added an additional paragraph explaining 
what is meant by the word "deliberate." It is only the economist 
who can contrast the competitive price with the monopoly price; 
the businessman, "like every other seller," only wants to realize the 
highest price attainable. With this passage, we gain a deeper 
understanding of Mises's own theory, which is closer to the Roth- 
bardian view that in the actual operation of the free market, there 
is no meaningful way to distinguish between a monopoly and a 
competitive price. Indeed, neither Mises nor Rothbard regarded 
their respective positions on monopoly as in~om~atible. '~ 

One particular change has caused considerable confusion. In 
section XV6, "Freedom," the original edition focuses on the neces- 
sity of curbing government power, and concludes that government 
is "by necessity the opposite of liberty" and is a "barantor of 
liberty and is compatible with liberty only if its range is adequately 
restricted to the preservation of economic freedom" (p. 283).59 

57. Additions in later editions not discussed here includeXVI.6, pars. 5-6 and 
XXVII.6 "Corruption." As further evidence of a general dunning of language 
that takes place in later editions, consider that on page 566, in a discussion of the 
manner in which busts follow artificial booms, the last sentence of the 
continued paragraph ("They are inevitable") was removed. 

58. Mises conveyed this view in private correspondence, and during his 
New York seminar, where he was frequently asked about possible differences 
with Rothbard following the release ofMan, Economy, and State (Bettina Bien 
Greaves's notes, privately held, 1962-1965). 

59. This is consistent with Mises's Liberal&: "Human society cannot do 
without the apparatus of the state, but the whole of mankind's progress has 
had to be achieved against the resistance and opposition of the state and its 



xxii Human Action 

Revised editions preserve that passage with only minor alterations, 
but add seven wholly new paragraphs preceding it. These new 
paragraphs in the revised editions introduce a different focus on the 
necessary and specific powers of government, which appear rather 
expansive by Misesian standards: "The maintenance of a govern- 
ment apparatus of courts, police officers, prison, and of armed 
forces requires considerable expenditure. To levy taxes for these 
purposes is fully compatible with the freedom the individual enjoys 
in a free market economy" (third ed., p. 282). 

Also, these later editions substantially alter the definition of free- 
dom itself. In the original, Mises states: "A man is free as far as he can 
live and get on without being at the mercy of arbitrary decisions on the 
part of other people" (p. 279). Mises does not define "arbitrary," but 
he appears to have in mind actions that infringe on someone's person 
or property without his agreement. Revised editions, in contrast, 
state: "we may define freedom as that state of affairs in which the 
individual's decision to choose is not constrained by governmental 
violence beyond the margin which the praxeological law restricts it 
anyway" (third ed., p. 282). The phrase "praxeological law" (meaning 
the law of cause and effect in human affairs) works here as qualifier; 
it is so 'expansively applied that any government activity, however 
arbitrary, that is said to preserve or achieve "freedom" might be 
deemed permissible. The original definition, more specific and smn- 
gent, rules out arbitrary interventions altogether. 

Thus, these added passages in later editions go even further to 
permit conscription, and it is here we find a direct inconsistency 
withMises's prior writings. In particular, the passage is at odds with 
Mises's defense of secession, which he elevated to the rank of a core 
principle of the liberal program, as explained in Nation, State, and  
Economy in 191960 and even more emphatically in Liberalism in 
1927." If every person is entitled to secede from the state then the 

ower of coercion. No  wonder that all who have had something new to offer 
Eumanity have had nothing good to say of the state or its laws!" (San 
Francisco: Cobden Press, [I9271 1985), p. 58. 

60. "No people and no part of a people shall be held against its will in a 
political association that it does not want." Nation, State, and Economy (New 
York University Press, [I91 91 1 983), p. 65. 

61. For Mises, the only possible objections to unlimited secession were 
practical or technical, not principled concerns. Liberalism, pp. 109-1 10. 
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state becomes a kind of voluntary organization from which exit is 
always allowed; accordingly, any form of conscription would have 
to be considered illegitimate and impermissible. Even more strik- 
ingly, however, the passage stands in contradiction to the discus- 
sion, and rejection, in Nationalokonomie of conscription as a species 
of interventionism which, according to its own internal "logic," 
leads inevitably to socialism and total war. "Military conscriptjon," 
1Mises wrote, "leads to compulsory public service of everyone capable 
of work. The supreme commander controls the entire people, ... the 
mobilization has become total; people and state have become part 
of the army; war socialism has replaced the market economy."62 

Major Changes 
in Later Editions 

Deletions from 
the First Edition 

M.2, par. 32: 

XV6, pars. 1-4 

XVI.6.3, par. 3: 

XX.6, pars. 43-44: 

"What is wrong with the Germans ... means of waging 
war" (p. 187) 
"The words freedom and libe rty... he can attain liberty" 
(pp. 279-280) 
"In calling the monopolist 's... emergence of monopoly 
prices" @. 356) 
"It is no answer to this to object ... a sham, they are absent" 
@. 563) 

XXXI.6, pars. 10-23: ("Remarks about the Nazi Barter Agreements"): 
Entire section (pp. 796-799) 

XXXIV.1, par. 14: "Neither does it mean that ... vanguards of hostile 
armies7' (pp. 820-821; deleted from 3d edition only) 

Additions to the 
Second and Third Editions 

XV.6, pars. 1-13: UPhilosophers and lawyers have ... no freedom at all" 
(pp. 279-282; 3d ed.) 

,XVI.6, sea. 5-6: "If the available quantities ... a cartel depends" (pp. 361-362; 
3d ed.) 

XW.19, pars. 28-3 1: "The International Monetary Fund ... monetary troubles" 
(p. 478; 3d ed.) 

XXVII.6, pars. 9-18: ("Corruption"): "An analysis of interventionism ... 
as justified" (pp. 734-736; 3d ed.) 

62. h'atimaliikonomie, pp. 725-728. 
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H UW~NACTION, building on and expanding its German prede- 
cessor, transformed Austrian economics, as it is understood 

today, into a predominantly American phenomenon with a dis- 
tinctly Misesian imprint, and made possible the continuation of 
the Austrian School after the mid-twentieth century. Thus the first 
edition assumes an importance that extends beyond the mere histori- 
cal. It reveals the issues and concerns that Mises considered primary 
when releasing, at the height of his intellectual powers, the most 
complete and integrated statement of his career. In particular, making 
the unchanged first edition available again retrieves important pas- 
sages that were later eiiminated, and clarifies questions raised by 
unnecessary, and, in some cases, unfortunate additions and revisions 
made to later editions. 

That the original edition represents the fullest synthesis of 
Mises's thought on method, theory, and policy, and is the book that 
sustained the Austrian tradition and the integrity of economic 
science after the socialist, Keynesian, Walrasian, Marshallian, and 
positivist conquests of economic thought, is reason enough to reissue 
the original on its fiftleth anniversary, making it widely available for 
the first time in nearly four decades. A high place must be reserved 
in the history of economic thought, indeed, in the history of ideas, 
for ~Wses's masterwork. Even today, Human Action points the way 
to a brighter future for the science of economics and the practice 
of human liberty 

Jeffrey M. Herbener (Grove City College) 
I-Ians-Hermann Hoppe F~versi ty  of Nevada, Las Vegas) 

Joseph T Saierno (Pace University 
October 1998 23 

63. Jorg G~lido Hiilsmann and David Gordon also contributed to this 
Introduction. 



FOREWORD 

F K 0 M  the fall of I 934 until the summer of 1940 I had the 
privilege of occupying the chair of International Eco- 

nomic Kelations at the Graduate Institute of International 
Studies in Geneva, Switzerland. In the serene atmosphere 
of this seat of learning, which two eminent scholars, Paul 
Mantoux and William E. Kappard, had organized and con- 
tinued to direct, I set about executing an old plan of mine, 
to write a comprehensive treatise on economics. The book- 
Nationalokonomie, Theorie des Handelns zmd Wirtschaftens 
-was published in Geneva in the gIoomy days of May, 19.10. 

The  present volume is not a translation of this earlier book. 
Although the general structure has been little changed, all 
parts have been rewritten. 

T o  my friend Henry Hazlitt I wish to off er my very special 
thanks for his kindness in reading the manuscript and giving 
me most valuable suggestions about it. I must also gratefully 
acknou~ledge my obligations to Mr. Arthur Coddard for lin- 
guistic and stylistic advice. I am furthcrmore deeply indebted 
to Mr. Eugene A. Davidson, Editor of the Yale University 
Press, and to Mr. Leonard E. Read, President of the Founda- 
tion for Economic Education, for their kind encouragcment 
alld ~ ~ n n n r t  rrw*- 

I need hardly add that none of these gentlemen is either di- 
rectly or indirectly responsible for any opinions contained in 
this work. 

LUDWIG vos MISES 
New York, February, 1949. 
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INTRODUCTION 

I. Economics and Praxeology 

E CONOMICS is the youngest of all sciences. In the last two hundred 
years, it is true, many new sciences have emerged from the dis- 

ciplines familiar to the ancient Greeks. However, what happened here 
was merely that parts of knowledge which had already found their 
place in the complex of the old system of learning now became au- 
tonomous. The field of study was more nicely subdivided and treated 
with new methods; hitherto unnoticed provinces were discovered 
in it, and people began to see things from aspects different from those 
of their precursors. The field itself was not expanded. But economics 
opened to human science a domain previously inaccessible and never 
thought of. The discovery of a regularity in the sequence and inter- 
dependence of market phenomena went beyond the limits of the 
traditional system of learning. I t  conveyed knowledge which could 
be regarded neither as logic, mathematics, psychology, physics, nor 
biology. 

Philosophers had long since been eager to ascertair. the ends which 
God or hTature was trying to realize in the course of human history. 
They searched for the law of mankind's destiny and evolution. But 
even those thinkers whose inquiry was free from any theological 
tendency failed utterly in these endeavors because they were com- 
mitted to a faulty method. They dealt with humanity as a whole or 
with other holistic concepts like nation, race, or church. They set up 
quite arbitrarily the ends to which the behavior of such wholes is 
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regarding what factors compelled the various acting individuals to 
behave in such a way that the goal aimed at by the whole's inexorable 
evolution was attained. They had recourse to desperate shifts: miracu- 
lous interference of the Deity either by revelation or by the delega- 
tion of God-sent prophets and consecrated leaders, preestablished 
harmony, predestination, or the operation of a mystic and fabulous 
"world soul" or "national soul." Others spoke of a "cunning of na- 
ture" which implanted in man impulses driving him unwittinglv along 
precisely the path Nature wanted him to take. 
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Other philosophers were more reaIistic. They did not try to guess 

the designs of Nature or God. They loolted at human things from 
the viewpoint of government. They were intent upon establishing 
rules of political action, a technique, as it were, of government and 
statesmanship. Speculative minds drew ambitious plans for a thorough 
reform and reconstruction of society. The more modest were satis- 
fied with a collection and systematization of the data of historical 
experience. But all were fully convinced that there was in the course 
of social events no such regularity and invariance of phenomena as 
had already been found in the operation of human reasoning and in 
the sequence of natural phenomena. They did not search for the laws 
of social cooperation because they thought that man coulcl organize 
society as he pleased. If social conditions did not fulfill the wishes 
of the reformers, if their utopias proved unrealizable, the fault was 
seen in the moral failure of man. Social problems were considered 
ethical problems. What was needed in order to construct the ideal 
society, they thought, was good princes and virtuous citizens. With 
righteous men any utopia might be realized. 

'The discovery of the inescapable interdependence of market 
phenomena overthrew this opinion. Bewildered, people had to face 
a new view of society. They learned with stupefaction that there is 
another aspect from khich human action might be viewed than that 
of good and bad, of fair and unfair, of just and unjust. In the course 
of social events there prevails a regularity of phenomena to which 
man must adjust his action if he wishes to succeed. It is futile to ap- 
proach social facts with the attitude of a censor who approves or dis- 
approves from the point of view of quite arbitrary standards and 
subjective judgments of value. One must study the laws of human 
action and social cooperation as the phvsicist studies the laws of 

A ,  

nature. Human action and social cooperation seen as the object of a 
science of given relations, no longer as a normative discipline of things 
that ought to be-this was a revolution of tremendous consequences 
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For more than a hundred years, however, the effects of this radical 
change in the methods of reasoning were greatly restricted because 
people believed that they referred only to a narrow segment of the 
total field of human action, namely, to market phenomena. The clas- 
sical economists met in the pursuit of their investigations an obstacle 
which they failed to remove, the apparent antinomy of value. Their 
theory of value was defective, and forced them to restrict the scope 
of their science. Until the late nineteenth century political economy 
remained a science of the "economic" aspects of human action, a 



theory of wealth and selfishness. It dealt with human action only to 
the extent that it is actuated by what was-very unsatisfactorily- 
described as the profit motive, and it asserted that there is in addition 
other human action whose treatment is the task of other disciplines. 
The transformation of thought which the classical economists had 
initiated was brought to its consummation only by modern subjectivist 
economics, which converted the theory of market prices into a 
general theory of human choice. 

For a long time men failed to realize that the transition from the 
classical theory of value to the subjective theory of value was much 
more than the substitution of a more satisfactory theory of market 
exchange for a less satisfactory one. The general theory df choice and 
preference goes far beyond the horizon which encompassed the scope 
of economic problems as circumscribed by the economists from 
Cantillon, Hume, and Adam Srnith down to John Stuart Mill. I t  
is much more than merely a theory of the "economic side" of human 
endeavors and of man's striving for commodities and an improve- 
ment in his material well-being. I t  is the science of every kind of 
human action. Choosing determines all human decisions. In making 
his choice man chooses not only between various material things and 
services. All human values are offered for option. All ends and all 
means, both material and ideal issues, the sublime and the base, the 
noble and the ignoble, are ranged in a single row and subjected to a 
decision which picks out one thing and sets aside another. hTothing 
that Inen aim at or want to avoid remains outside of this arrangement 
into a unique scale of gradation and preference. The modern theory 
of value widens the scientific horizon and enlarges the field of eco- 
nomic studies. Out of the political economy of the classical school 
emerges the general theory of human action, p~axeology.~ The eco- 
nomic or catallactic problems are embedded in a more general 
science, and can no longer be severed from this connection. No  
treatment of economic problems proper can avoid starting from acts 
sf &nice; ecnnnmirs hcrnmcs a part, although the hichertn best 
elaborated part, of a more universal scicnce, praxeology. 

I. The term praxeology was first used in 1890 by Espinas. Cf. his article "Les 
Origines de la technologie," Revue Philosophique, XVth year, X X X ,  I 14-1 I 5, 
and his book published in Paris in 1897, with the same title. 

2. The term Catallactics or the Science of Exchanges was first used by 
WhateIy. Cf. his book Introductory Lectures on Political Economy (London, 
1831)~ p. 6.  
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2. T h e  Epistemological Problem of a 
General Theory of Human Action 

In the new science everything seemed to be problematic. It was 
a stranger in the traditional system of knowledge; people were per- 
plexed and did not know how to classify it and to assign it its proper 
place. But on the other hand they were convinced that the incIusion 
of economics in the catalogue of knowledge did not require a rear- 
rangement or expansion of the total scheme. They considered their 
catalogue system complete. If economics did not fit into it, the fault 
could only rest with the unsatisfactory treatment that the economists 
applied to their problems. 

It is a complete misunderstanding of the meaning of the debates 
concerning the essence, scope, and logical character of economics to 
dismiss them as the scholastic quibbling of pedantic professors. It is 
a widespread misconception that while pedants squandered useless 
talk about the most appropriate method of procedure, economics 
itself, indifferent to these idle disputes, went quietly on its way. In 
the Methodenstreit between the Austrian economists and the Prus- 
sian Historical School, the self-styled "intellectuaI bodyguard of the 
House of Hohenzollern," and in the discussions between the school 
of John Bates Clark and American Institutionalism much more was 
at stake than the question of what kind of procedure was the most 
fruitful one. The real issue was the epistemological foundations of 
the science of human action and its logical legitimacy. Starting from 
an epistemological system to which praxeological thinking was strange 
and from a logic which acknowledged as scientific-besides logic and 
mathematics--only the empirical natural sciences and history, many 
authors tried to deny the value and usefulness of economic theory. 
Historicism aimed at replacing it by economic history; positivisnl 
recommended the substitution of an illusory social science which 
should adopt the logical structure and pattern of Newtonian mechan- 
ics. Both these schools agreed in a radical rejection of all the achieve- 
ments of economic thought. It was impossible for the economists to 
keep silent in the face of all these attacks. 

The radicalism of this wholesale condemnation of economics was 
very soon surpassed by a still more universal nihilism. From time 
immemorial men in thinking, speaking, and acting had taken the uni- 
formity and immutability of the logical structure of the human mind 
as an unquestionable fact. All scientific inquiry was based on this as- 
sumption. In the discussions about the epistemological character of 
economics, writers, for the first time in human history, denied this 
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proposition too. ~Marxism asserts that a man's thinking is determined 
by his class affiliation. Every social class has a logic of its own. The 
product of thought cannot be anything else than an "ideological dis- 
guise" of the selfish class interests of the thinker. I t  is the task of a 
"sociology of knowledge" to unmask philosophies and scientific 
theories and to expose their "ideological" emptiness. Economics is a 
"bourgeois" makeshift, the economists are "sycophants" of capital. 
Only the classless society of the socialist utopia will substitute truth 
for "ideological" lies. 

This polylogism was later taught in various other forms also. 
Historicism asserts that the logical structure of human thought and 
action is liable to change in the course of historical evolution. Racial 
polylogism assigns to each race a logic of its own. Finally there is 
irrationalism, contending that reason as such is not fit to elucidate 
the irrational forces that determine human behavior. 

Such doctrines go far beyond the limits of economics. They ques- 
tion not only economics and praxeology but all other human knowl- 
edge and human reasoning in general. They refer to mathematics 
and physics as well as to  economics. It seems therefore that the task 
of refuting them does not fall to any single branch of knowledge but 
to epistemology and philosophy. This furnishes apparent justifica- 
tion for the attitude of those economists who quietly continue their 
studies without bothering about epistemological problems and the 
objections raised by poIylogism and irrationalism. The physicist does 
not mind if somebody stigmatizes his theories as bourgeois, Western 
or Jewish; in the same way the economist should ignore detraction 
and slander. H e  should let the dogs bark and pay no heed to their 
yelping. I t  is seemly for him to remember Spinoza's dictum: Sane 
sicut lux se ipsam et tenebras manifestat, sic veritas norma sui et falsi 
est. 

However, the situation is not quite the same with regard to eco- 
nomics as it is with mathematics and the natural sciences. Polylogism 
and irrationaIism attack praxeology and economics. Although they 
formulate their statements in a general way to refer to all branches 
of knowledge, it is the sciences of human action that they really have 
in view. They say that it is an illusion to believe that scientific re- 
search can achieve results valid for people of all eras, races, and social 
classes, and they take pleasure in disparaging certain physical and 
biological theories as bourgeois or Western. But if the soIution of 
practical problems requires the application of tbese stigmatized doc- 
trines, they forget their criticism. The technology of Soviet Russia 
utilizes without scruple all the results of bourgeois physics, chemistry, 
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and biology just as if they were valid for all classes. The Nazi engi- 
neers and physicians did not disdain to utilize the theories, discoveries, 
and inventions of people of "inferior" races and nations. The be- 
havior of people of all races, nations, religions, linguistic groups, and 
social classes clearly proves that they do not endorse the doctrines 
of polylogism and irrationalism as far as logic, mathematics, and 
the natural sciences are concerned. 

But it is quite different with praxeology and economics. The main 
motive for the development of the doctrines of polylogism, histor- 
icism, and irrationalism was to provide a justification for disregarding 
the teachings of economics in the determination of economic policies. 
The socialists, racists, nationalists, and Ctatists failed in their endeavors 
to refute the theories of the economists and to demonstrate the cor- 
rectness of their own spurious doctrines. It was precisely this frustra- 
tion that prompted them to negate the logical and epistemological 
principles upon which all human reasoning both in mundane activities 
and in scientific research is founded. 

It is not permissible to disposc of these objections merely on the 
ground of the political motives which inspired them. No  scientist is 
entitled to assume beforehand that a disapprobation of his theories 
must be unfounded because his critics are imbued by passion and party 
bias. He is bound to reply to every censure without any regard to 
its underlying motives or its background. It is no less impermissible 
to keep silent in the face of the often asserted opinion that the theorems 
of economics are valid only under hypothetical assumptions never 
realized in life and that they are therefore useless for the mental grasp 
of reality. It is strange that some schools seem to approve of this 
opinion and nonetheless quietly proceed to draw their curves and to 
formulate their equations. They do not bother about the meaning of 
their reasoning and about its reference to the world of real life and 
action. 

This is, of course, an untenable attitude. The first task of every . . 
sc:ent:f c i x y i y  Is the description and defiiiitioii of a!! 
conditions and assumptions under which its various statements claim 
validity. It is a mistake to set up physics as a model and pattern for 
economic research. But those committed to this fallacy should have 
learned one thing at least: that no physicist ever believed that the 
clarification of some of the assumptions and conditions of physical 
theorems is outside the scope of physical research. The main question 
that economics is bound to answer is what the relation of its state- 
ments is to the reality of human action whose mental grasp is the 
objective of economic studies. 
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It therefore devolves upon economics to deal thoroughly with the 
assertion that its teachings are valid only for the capitalist system of 
the shortlived and already vanished liberal period of Western civiliza- 
tion, I t  is incumbent upon no branch of learning other than economics 
to examine all the objections raised from various points of view against 
the usefulness of the statements of economic theory for the elucida- 
tion of the problems of human action. The system of economic 
thought must be built up in such a way that it is proof against any 
criticism on the part of irrationalism, historicism, panphysicalism, 
behaviorism, and all varieties of polylogism. It is an intolerable state 
of affairs that while new arguments are daily advanced to demon- 
strate the absurdity and futility of the endeavors of economics, the 
economists pretend to ignore all this. 

It is no longer enough to deal with the economic problems within 
the traditional framework. It is necessary to  build the theory of 
cataIlactics upon the soiid foundation of a general theory of human 
action, praxeology. This procedure will not only secure it against 
many fallacious criticisms but clarify many problems hitherto not 
even adequately seen, still less satisfactorily solved. There is, espe- 
cially, the fundamental problem of economic calculation. 

3 .  Economic Theory and the Practice of Human Action 

It is customary for many people to blame economics for being 
backward. Now it is quite obvious that our economic theory is not 
perfect. There is no such thing as perfection in human knowledge, nor 
for that matter in any other human achievement. Omniscience is 
denied to man. The most elaborate theory that seems to satisfy com- 
pletely our thirst for knowledge may one day be amended or sup- 
$anted by a new theory. Science does not give us absolute and 
final certainty. I t  only gives us assurance within the limits of our 
mental abilities and the prevailing state of scientific thought. A scien- 
tific system is but one station in an endlessly progressing search for 
knowledge. It is necessarily affected by the insufficiency inherent in 
every human effort. But to acknowledge these facts does not mean 
that present-day economics is backward. It merely means that eco- 
nomics is a living thing-and to live implies both imperfection and 
change. 

The reproach of an alleged backwardness is raised against economics 
from two different points of view. 

There are on the one hand some naturalists and physicists who 
censure economics for not being a natural science and not applying the 
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methods and procedures of the laboratory. It is one of the tasks of 
this treatise to explode the fallacy of such ideas. In these introductory 
remarks it may be enough to say a few words about their psycho- 
logical background. It is common with narrow-minded people to 
reflect upon every respect in which other people differ from them- 
selves. The camel in the fable takes exception to all other animals for 
not having a hump, and the Ruritanian criticizes the Laputanian for 
not being a Ruritanian. The research worker in the laboratory con- 
siders it as the sole worthy home of inquiry, and differential equations 
as the only sound method of expressing the results of scientific 
thought. He is simply incapable of seeing the epistemological problems 
of human action. For him economics cannot be anything but a form 
of mechanics. 

Then there are people who assert that something must be wrong 
with the social sciences because social conditions are unsatisfactory. 
The natural sciences have achieved amazing results in the last two 
or three hundred years, and the practical utilization of these results 
has succeeded in improving the general standard of living to an un- 
precedented extent. But, say these critics, the socia1 sciences have 
utterly failed in the task of rendering social conditions more satis- 
factory. They have not stamped out misery and starvation, economic 
crises and unemployment, war and tyranny. They are sterile and have 
contributed nothing to the promotion of happiness and human wel- 
fare. 

These grumblers do not realize that the tremendous progress of 
technological methods of production and the resulting increase in 
wealth and welfare were feasible only through the pursuit of those 
liberal policies which were the practical application of the teachings 
of economics. I t  was the ideas of the classical economists that removed 
the checks imposed by age-old laws, customs, and prejudices upon 
technological improvement and freed the genius of reformers and 
innovators from the straitjackets of the guilds, government tutelage, 
and sociai pressure of various kinds. It was they that reduced the 
prestige of conquerors and expropriators and demonstrated the social 
benefits derived from business activity. None of the great modern 
inventions would have been put to use if the mentality of the pre- 
capitalistic era had not been thoroughly demolished by the economists. 
What is commonly called the "industrial revolution" was an offspring 
of the ideological revolution brought about by the doctrines of the 
economists. The economists exploded the old tenets: that it is unfair 
and unjust to outdo a competitor by producing better and cheaper 



goods; that it is iniquitous to deviate from the traditional methods 
of production; that machines are an evil because they bring about 
unemployment; that it is one of the tasks of civil government to 
prevent efficient businessmen from getting rich and to protect the 
less efficient against the competition of the more efficient; that to 
restrict the freedom of entrepreneurs by government compulsion or 
by coercion on the part of other social powers is an appropriate means 
to promote a nation's well-being. British political economy and French 
Physiocracy were the pacemakers of modern capitalism. It is they 
that made possible the progress of the natural sciences that has heaped 
l~enefits upon the masses. 

What is wrong with our age is precisely the widespread ignorance 
of the role which these policies of economic freedom played in the 
technical evolution of the last two hundred years. People fell prey 
to the fallacy that the improvement of the methods of production 
was contemporaneous with the policy of laissez faire only by acci- 
dent. Deluded by Marxian myths, they consider modern industrial- 
ism an outcome of the operation of mysterious L L p r o d ~ c t i ~ e  forces" 
that do not depend in any tvalr on ideological factors. Classical eco- 
nomics, they believe, was not-a factor in the rise of capitalism, but 
rather its product, its "ideological superstructure," i.e., a doctrine 
designed to defend the unfair claims of the capitalist exploiters. Hence 
the abolition of capitalism and the substitution of socialist totalitarian- 
ism for a market economy and free enterprise would not impair the 
further progress of technology. It would, on the contrary, promote 
technological improvement by removing the obstacles which the 
selfish interests of the capitalists place in its way. 

The characteristic feature of this age of destructive wars and social 
disintegration is the revolt against economics. Thomas Carlyle branded 
economics a "dismal science," and Karl Marx stigmatized the econ- 
omists as "the sycophants of the bourgeoisie." Quacks-praising their 
patent medicines and short cuts to the earthly paradise-take pleasure 
in scorning economics as "orthodox" and "reactionary." Demagogues 
pride themselves on what they call their victories over economics. 
The "practical" man boasts of his contempt for economics and his 
ignorance of the teachings of "armchair" economists. The economic 
policies of the last decades have been the outcome of a mentality 
that scoffs at any variety of sound economic theory and glorifies the 
spurious doctrines of its detractors. What is called "orthodox" eco- 
nomics is in most countries barred from the universities and is 
virtually unknown to the leading statesmen, politicians, and writers. 
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The blame for the unsatisfactory state of economic affairs can cer- 
tainly not be placed upon a science which both rulers and masses 
despise and ignore. 

It must be emphasized that the destiny of modern civilization as 
developed by the white peoples in the last two hundred years is in- 
separably linked with the fate of economic science. This civilization 
was able to spring into existence because the peoples were dominated 
by ideas which were the application of the teachings of economics to 
the problems of economic policy. It will and must perish if the 
nations continue to pursue the course which they entered upon under 
the spell of doctrines rejecting economic thinking. 

It is true that economics is a theoretical science and as such abstains 
from any judgment of valuc. It is not its task to tell pcople what ends 
they should aim at. It  is a science of the means to be applied for the 
attainment of ends chosen, not, to be sure, a science of the choosing 
of ends. Ultimate decisions, the valuations and the choosing of ends, 
are beyond the scopc of any science. Science never tells a man how 
he should act; it merely shows how a man must act if he wants to at- 
tain definite ends. 

It seems to many people that this is very little indeed and that a 
scicnce limited to thc investigation of the is and unable to express 
a judgment of value about the highest and ultimate ends is of no im- 
portance for life and action. This too is a mistake. However, the ex- 
posure of this mistake is not a task of thcse introductory remarks. I t  
is one of the ends of the treatise itself. 

It was necessary to make these preliminary remarks in order to 
cxplain why this treatise places economic problems within the broad 
frame of a general theory of human action. At the present stage both 
of economic thinking and of political discussions concerning the 
fundamental issues of social organization, it is no longer feasible to 
isolate the treatment of catallactic problems proper. These problems 
are only a segmcnt of a general science of human action and must be 
dealt with as such. 



Part One 

Human Action 

I. ACTING MAN 

r .  Purposeful Action and Animal Reaction 

H UMAN action is purposeful behavior. Or we may say: Action is 
will put into operation and transformed into an agency, is aim- 

ing at ends and goals, is the ego's meaningful response to stimuli and 
to the conditions of its environment, is a person's conscious adjust- 
ment to the state of the universe that determines his life. Such para- 
phrases may clarify the definition given and prevent possible misin- 
terpretations. But the definition itself is adequate and does not need 
complement or commentary. 

Conscious or purposeful behavior is in sharp contrast to uncon- 
scious behavior, i.e., the refiexes and the involuntary responses of 
the body's cells and nerves to stimuli. People are sometimes pre- 
pared to believe that the boundaries between conscious behavior 
and the involuntary reaction of the forces operating within man's 
body are more or less indefinite. This is correct only as far as it is 
sometimes not easy to establish whether concrete behavior is to be 
considered voluntary or involuntary. But the distinction between 
consciousness and unconsciousness is nonetheless sharp and can be 
clearly determined. 

The unconscious behavior of the bodily organs and cells is for 
the acting ego no less a datum than any other fact of the external 
world. Acting man must take into account all that goes on within 
his own body as well as other data, e.g., the weather or the attitudes 
of his neighbors. There is, of course, a margin within which purpose- 
ful behavior has the power to neutraIize the working of bodily 
factors. It is feasible within certain limits to get the body under con- 
trol. Man can sometimes succeed through the power of his will in 
overcoming sickness, in compensating for the innate or acquired in- 
sufficiency of his physical constitution, or in suppressing reflexes. As 
far as this is possible, the field of purposeful action is extended. If a 
man abstains from controlling the involuntary reaction of cells and 
nerve centers, although he would be in a position to do so, his be- 
havior is from our point of view purposeful. 

The field of our science is human action, not the psychological 
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events which result in an action. It is precisely this which distinguishes 
the general theory of human action, praxeology, from psychology. 
The theme of psychology is the internal events that result or can 
result in a definite action. T L ~  theme of praxeoIogy is action as such. 
This also settles the relation of praxeology to the psychoanalytical 
concept of the subconscious. Psychoanalysis too is psychology and 
does not investigate action but the forces and factors that impel a 
man toward a definite action. The psychoanalytical subconscious is 
a psychological and not a praxeological category. Whether an action 
stenk from clear deliberation, or from forgotten memories and sup- 
pressed desires which from submerged regions, as it were, direct the 
wilI, does not influence the nature of the action. The murderer 
whom a subconscious urge (the Id) drives toward his crime and the 
neurotic whose aberrant behavior seems to be simply meaningless to 
an untrained observer both act; they like anybody else are aiming 
at certain ends. It is the merit of psychoanalysis that it has demon- 
strated that even the behavior of neurotics and psychopaths is mean- 
ingful, that they too act and aim at ends, aIthough we who consider 
ourselves normal and sane call the reasoning determining their choice 
of ends nonsensical and the means they choose for the attainment of 
these ends contrary to purpose. 

The term "unconscious" as used by praxeology and the term "sub- 
conscious" as applied by psychoanalysis belong to two different 
systems of thought and research. ~ ~ a x e o l o g ~  no less than other 
branches of knowledge owes much to psychoanalysis. The more 
necessary is it then to become aware of the line which separates 
praxeology from psychoanalysis. 

Action is not simply giving preference. Alan also show-s preference 
in situations in which things and events are unavoidable or are be- 
lieved to be so. Thus a man may prefer sunshine to rain and Inav wish 
that the sun would dispel the clouds. He who only wishes and hopes 
does not interfere actively with the course of events and wjth the 
shaping of his own destiny. But acting man chooses, determines, and 
tries to reach an end. Of two things both of which he cannot have 
together he selects one and gives up the other. Action therefore al- 
ways involves both taking and renunciation. 

T o  express wishes and hopes and to announce planned action 
may be forms of action in so far as they aim in themselves at  the 
realization of a certain purpose. But they-must not be confused with 
the actions to which they refer. They are not identical with the 
actions they announce, recommend, or reject. Action is a real thing. 
What counts is a man's total behavior, and not his talk about planned 
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but not realized acts. On the other hand action must be clearly dis- 
tinguished from the application of labor. Action means the em- 
ployment of means for the attainment of ends. As a rule one of the 
means employed is the acting man's labor. But this is not always the 
case. Under special conditions a word is all that is needed. He who 
gives orders or interdictions may act without any expenditure of 
labor. T o  talk or not to talk, to smile or to remain serious, may be 
action. T o  consume and to enjoy are no less action than to abstain 
from accessible consumption and enjoyment. 

Praxeology consequently does not distinguish between "active" 
or energetic and "passive" or indolent man. The vigorous man in- 
dustriously striving for the improvement of his condition acts neither 
more nor less than the lethargic man who sluggishly takes things as 
they come. For to do nothing and to bc idle are also action, they too 
determine the course of events. Wherever the conditions for human 
interference are present, man acts no matter whether he interferes 
or refrains from interfering. He who endures what he could change 
acts no less than he who interferes in order to attain another result. 
A man who abstains from influencing the operation of physiological 
and instinctive factors which he could influence also acts. Action is 
not only doing but no less omitting to do what possibly could be done. 

We may say that action is the manifestation of a man's will. But 
this would not add anything to our knowledge. For the term will 
means nothing else than man's faculty to choose between different 
states of affairs, to prefer one, to set aside the other, and to behave ac- 
cording to the decision made in aiming at the chosen state and for- 
saking the other. 

2. T h e  Prerequisites of Human Action 

W e  call contentment or satisfaction that state of a human being 
which does not and cannot result in any action. Acting man is eager 
to substitute a more satisfactory state of affairs for a less satisfactory. 
His mind imagines conditions which suit him better, and his action 
aims at  bringing about this desired state. The incentive that impels 
a man to act is always some uneasiness? A man perfectly content 
with the state of his affairs would have no incentive to change things. 
He would have neither wishes nor desires; he would be perfectly 
happy. He would not act; he would simply live free from care. 

I .  Cf. Locke, An  Essay Concerning Human Understanding, ed. Fraser (Ox- 
ford, 18gq), 1, 331-333; Leibniz, Nouveaux enais s74r l'entendement humain, ed. 
Flammarion, p. 1 I 9. 
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But to  make a man act, uneasiness and the image of a more satis- 

factory state alone are not sufficient. A third condition is required: the 
expectation that purposeful behavior has the power t o  remove or  at 
least t o  alleviate the felt uneasiness. In  the absence of this condition 
no action is feasible. Man must yield t o  the inevitable. H e  must sub- 
mit t o  destiny. 

These are the general conditions of human action. Man is the being 
that lives under these conditions. H e  is not only homo sapiens, but 
no less homo agens. Beings of human descent who either from birth 
or  from acquired defects are unchangeably unfit fo r  any action (in 
the strict sense of the term and not only in the legal sense) are prac- 
tically not human. Although the statutes and biology consider 
them to  be men, they lack the essential featurc of humanity. T h e  
newborn child too is not an acting being. It has not yet gone the 
whole way from conception t o  the full development of its human 
qualities. But at the end of this evolution it becomes an acting 
being. 

On Happiness 
In colloquial speech we call a man "happy" who has succeeded in at- 

taining his ends. A more adequate description of his state would be that he 
is happier than he was before. There is however no valid objection to a 
usage that defines human action as the striving for happiness. 

But we must avoid current misunderstandings. The ultimate goal of 
human action is always the satisfaction of the acting man's desire. There is 
no standard of greater or lesser satisfaction other than individual judgments 
of value, different for various people and for the same people a t  various 
times. What makes a man feel uneasy and less uneasy is established by him 
from the standard of his own will and judgment, from his personal and 
subjective valuation. Nobody is in a position to decree what should make 
a fellow man happier. 

T o  establish this fact does not refer in any way to the antitheses of egoism 
and altruism, of materialism and idealism, of individualism and collectiv- 
ism, of atheism and religion. There are people whose only aim is to improve 
the condition of their own ego. There are other people with whom aware- 
ness of the troubles of their fellow men causes as much uneasiness as or 
even more uneasiness than their own wants. There are people who desire 
nothing else than the satisfaction of their appetites for sexual intercourse, 
food, drinks, fine homes, and other material things. But other men care 
more for the satisfactions commonly called "higher" and "ideal." There 
are individuals eager to adjust their actions to the requirements of social 
cooperation; there are, on the other hand, refractory people who defy the 
rules of social life. There are people for whom the ultimate goal of the 
earthly pilgrimage is the preparation for a life of bliss. There are other 
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people who do not believe in the teachings of any religion and do not allow 
their actions to  be influenced by them. 

Praxeology is indifferent to the ultimate goals of action. Its findings are 
valid for all kinds of action irrespective of the ends aimed at. It is a science 
of means, not of ends. It applies the term happiness in a purely formal 
sense. In the praxeological terminology the proposition: man's unique aim 
is to attain happiness, is tautological. It does not imply any statement about 
the state of affairs from which man expects happiness. 

The idea that the incentive of human activity is always some uneasiness 
and its aim always to remove such uneasiness as far as possible, that is, to 
make the acting men feel happier, is the essence of the teachings of Eudae- 
monism and Hedonism. Epicurean Brapa& is that state of perfect happi- 
ness and contentment at which all human activity aims without ever 
wholly attaining it. In the face of the grandeur of this cognition it is of 
little avail only that many representatives of this philosophy failed to rec- 
ognize the purely formal character of the notions pain and pleasure and 
gave them a material and carnal meaning. The theological, mystical, and 
other schools of a heteronomous ethic did not shake the core of Epicurean- 
ism because they could not raise any other objection than its neglect of the 
"higher" and "nobler" pleasures. It is true that the writings of many earlier 
champions of Eudaemonism, Hedonism, and Utilitarianism are in some 
points open to misinterpretation. But the language of modern philosophers 
and still more that of the modern economists is so precise and straightfor- 
ward that no misinterpretation can possibly occur. 

On Instincts and Inzpulses 

One does not further the comprehension of the fundamental problem 
of human action by the methods of instinct-sociology. This school classi- 
fies the various concrete goals of human action and assigns to each class a 
special instinct as its motive. Man appears as a being driven by various in- 
nate instincts and dispositions. It is assumed that this explanation demol- 
ishes once for all the odious teachings of economics and utilitarian ethics. 
However, Feuerbach has already justly observed that every instinct is an 
instinct to happines~.~ The method of instinct-psychology and instinct- 
sociology consists in an arbitrary classification of the immediate goals of 
action and in a hypostasis of each. Whereas praxeology says that the goal 
of an action is to remove a certain uneasiness, instinct-psychology says it 
is the satisfaction of an instinctive urge. 

Many champions of the instinct school are convinced that they have 
proved that action is not determined by reason, but stems from the pro- 
found depths of innate forces, impulses, instincts, and dispositions which 
are not open to any rational elucidation. They are certain they have suc- 
ceeded in exposing the shallowness of rationaIisrn and disparage economics 

2. Cf. Feuerbach, Simmtliche Werke, ed. Bolin and Jodl (Stuttgart, 19071, X, 
231. 
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as "a tissue of false conc1usions drawn from false psychological assump- 
tions." Yet rationalism, praxeology, and economics do not deal with the 
ultimate springs and goals of action, but with the means applied for the 
attainment of an end sought. However unfathomable the depths may be 
from which an impulse or instinct emerges, the means which man chooses 
for its satisfaction are determined by a rational consideration of expense 
and success. 

He who acts under an emotional impulse also acts. What distinguishes 
an emotional action from other actions is the valuation of input and output. 
Emotions disarrange valuations. Inflamed with passion man sees the goal 
as more desirable and the price he has to pay for it as less burdensome than 
he would in cool deliberation. Men have never doubted that even in the 
state of emotion means and ends are pondered and that it is possible to in- 
fluence the outcome of this deliberation by rendering more costly the 
yielding to the passionatc impulse. T o  punish criminal offenses committed 
in a state of emotional excitement or intoxication more mildly than other 
offenses is tantamount to encouraging such excesses. The threat of severe 
retaliation does not fail to deter even people driven by seemingly irresisti- 
ble passion. 

W e  interpret animal behavior on the assumption that the animal yields 
to the impulse which prevails at the moment. As we observe that the 
animal feeds, cohabits, and attacks other animals or men, we speak of its 
instincts of nourishment, of reproduction, and of aggression. W e  assume 
that such instincts are innate and peremptorily ask for satisfaction. 

But it is different with man. Man is not a being who cannot help yielding 
to the impulse that most urgently asks for satisfaction. Man is a being ca- 
pable of subduing his instincts, emotions, and impulses; he can rationalize 
his behavior. H e  renounces the satisfaction of a burning impulsc in order 
to satisfy other desires. H e  is not a puppet of his appetites. A man does not 
ravish every female that stirs his senses; he does not devour every piece of 
food that entices him; he does not knock down every fellow he would like 
to kill. He  arranges his wishes and desires into a scale, he chooses; in short, 
he acts. What distinguishes man from beasts is precisely that he adjusts his 
behavior deliberatively. Man is the being that has inhibitions, that can 
master his impulses and desires, that has the power to suppress instinctive 
desires and impulses. 

It may happen that an impulse emerges with such vehemence that no 
disadvantage which its satisfaction may cause appears great enough to pre- 
vent the individual from satisfying it. In this case too there is choosing. 
Man decides in favor of yielding to the desire c ~ n c e r n e d . ~  

3 .  Cf. WilIiam .McDougall, A n  lntrodzution to  Social Psychology (14th ed. 
Boston, 1921), p. 11. 

4. In such cases a great role is played by the circumstance that the two satis- 
factions concerned-that expected from yielding to the impulse and that ex- 
pected from the avoidance of its undesirable consequences-are not contempo- 
raneous. Cf. below, pp. 476487. 
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3. Human Action as an  Cltimate Given 

Since time immemorial men have been eager to know the prime 
mover, the cause of all being and of all change, thc ultimatc substance 
from which everything stems and which is the cause of itself. Science 
is more modest. It is awarc of the limits of the human mind and of 
the human search for know-ledge. It  aims at tracing back every 
phenomenon to its cause. But it rcalizes that these endeavors must 
necessarily strike against insurmountable walls. There are phenomena 
which cannot be analyzed and traced back to other phenomcna. They 
arc the ultimate given. The  progress of scientific research may suc- 
ceed in demonstrating that something previously considered as an 
ultimate given can be reduced to components. But there will always 
be somc irreducible and unanalyzable phenomena, some ultimate 
given. 

Monism teaches that there is but one ultimate substance, dualism 
that there are two, pluralism that there are many. There is no point 
in quarreling about these problems. Such metaphysical disputes are 
internlinablc. T h e  present state of our knowledge does not provide 
the means to solve them with an answer which cvery reasonable man 
must consider satisfactory. 

Materialist monism contends that human thoughts and volitions are 
the product of the operation of bodily organs, the cells of the brain 
and the nerves. Human thought, will, and action are soIely brought 
about by  material processes which onc day will be completely ex- 
plained by  the methods of physical and chemical inquiry. This too is 
a metaphysical hypothesis, although its supporters consider it as an 
unshakable and undeniable scientific truth. 

Various doctrines have been advanced to explain the relation be- 
tween mind and bodv. They are mere surmiscs without any reference 
to observed facts. All that can be said with certainty is that there are 
relations between mental and physiological processes. With regard 
to the nature and operation of this connection we know Iittle if any- 
thing. 

Concrete value judgments and definite human actions are not 
open to  further analysis. W e  may fairly assume or  believe that they 
are absolutcly dependent upon and conditioned by  their causes. But 
as long as we do not know how external facts-physical and phvsio- 
logical-produce in a human mind definite thoughts and volitions 
resdting in concrcte acts, we have to face an insurmountable method- 
ological dualism. In thc present state of our knowledge the funda- 
mental statements of positivism, monism and panphysicaIism are 
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mere metaphysical postulates devoid of any scientific foundation 
and both meaningless and useIess for scientific research. Reason and 
experience show us two separate realms: the external world of physi- 
cal, chemical, and physiological phenomena and the internal world 
of thought, feeling, valuation, and purposeful action. N o  bridge con- 
nects-as far as we can see today-these two spheres. Identical ex- 
ternal events result sometimes in different human responses, and 
different external events produce sometimes the same human response. 
W e  do not know why. 

In the face of this state of affairs wc cannot help withholding judg- 
ment on the essential statements of monism and materialism. W e  may 
or may not believe that the natural sciences will succeed one day in 
explaining the production of definite ideas, judgments of value, and 
actions in the same way in which they explain the production of a 
chemical compound as the necessary and unavoidable outcome of 
a certain combination of elements. In the meantime we are bound to 
acquiesce in a methodological dualism. 

Human action is one of the agencies bringing about change. I t  
is an element of cosmic activity and becoming. Therefore it is a legiti- 
mate object of scientific investigation. As-at least under present con- 
ditions-it cannot be traced back to its causes, it must be considered 
as an ultimate given and must be studied as such. 

It is true that the changes brought about by human action are 
but trifling when compared with the effects of the operation of the 
great cosmic forces. From the point of view of ctcrnity and the in- 
finite universe man is an infinitesimal speck. But for man human action 
and its vicissitudes are the real thing. Action is the essence of his 
nature and existence, his means of preserving his life and raising him- 
self above the level of animals and plants. However perishable and 
evanescent all human efforts may be, for man and for human science 
they are of primary importance. 

4. Rationality and Trrationaiity; Subjectivism 

and Objectivity of Praxeological Research 

Human action is necessarily always rational. The  term "rational 
action" is therefore pleonastic and must be rejected as such. When 
applied to the ultimate ends of action, the terms rational and ir- 
rational are inappropriate and meaningless. T h e  ultimate end of 
action is always the satisfaction of some desires of the acting man. 
Since nobody is it1 a position to substitute his own value judgments 
for those of the acting individual, it is vain to pass judgment on other 
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people's aims and volitions. N o  man is qualified to declare what would 
make another man happier o r  less discontented. The  critic either tells 
us what he believes he would aim at if he were in the place of his fel- 
low; or, in dictatoria1 arrogance blithely disposing of his fellow's wilI 
and aspirations, declarcs what condition of this other man would better 
suit himself, the critic. 

It  is usual to call an action irrational if it aims, at the expense of 
"material" and tangible advantages, at the attainment of "ideal" o r  
"higher" satisfactions. In this sense people say, for instance-some- 
tinles with approvaI, sometimes with disapproval-that a man who 
sacrifices life, health, or  wealth to the attainment of "higher" goods- 
like fidelity to his religious, philosophical, and political convictions 
or the freedom and flowering of his nation-is motivated b y  irrational 
considerations. Howcvcr, the striving after these higher ends is neither 
more nor less rational o r  irrational than that after other human ends. 
I t  is a mistake to assume that the desire to procurc the bare necessities 
of life and health is more rational, natural, or justified than the striving 
after other goods or amenities. I t  is true that the appetite for food and 
warmth is common to mcn and other mammals and that as a rule a 
man who lacks food and shelter concentrates his efforts upon the 
satisfaction of these urgcnt needs and does not care much for other 
things. The impulse to live, to preserve one's own Iife, and to take 
advantage of every opportunity of strengthening one's vital forces 
is a primal feature of life, present in every living being. However, to 
yield to this impulse is not-for man-an inevitable necessity. 

While all other animals are unconditionally driven b y  the impulse 
to  preserve their own lives and by the impulse of prolification, man 
has the power to master even these impulses. H e  can control both 
his sexual desires and his will to live. He can give up his Iife when 
the conditions under which alone he could presave it scan in- 
tolerable. Man is capable of dying for a cause o r  of committing 
suicide. T o  live is for man the outcome of a choice, of a judgment 
of value. 

It  is the same with the desire to live in affluence. T h e  very existence 
of ascetics and of men who renounce material gains for the sake of 
clinging to their convictions and of preserving their dignity and self- 
respect is cvidence that the striving after more tangible amenities is 
not inevitable but rather the result of a choice. Of course, the im- 
mense majority prefer life to death and wealth to poverty. 

It is arbitrary to consider only the satisfaction of the body's physio- 
logical needs as "natural" and therefore "rational" and everything 
else as "artificial" and therefore "irrational." I t  is the characteristic: 
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feature of human nature that man seeks not only food, shelter, and 
cohabitation like all other animals, but that he aims also at other kinds 
of satisfaction. Man has specifically human desires and needs which 
we may call "higher" than those which he has in common with the 
other mammals." 

When applied to the means chosen for the attainment of ends, the 
terms rational and irrational imply a judgment about the expediency 
and adequacy of the procedure employed. The critic approves or dis- 
approves of the method from the point of view of whether or not 
it is best suited to attain the end in question. It  is a fact that human 
reason is not infallible and that man very often errs in selecting and 
applying means. An action unsuited to the end sought falls short of 
expectation. It  is contrary to purpose, but it  is rational, i.e., the 
outcome of a reasonable-although faulty-deliberation and an at- 
tempt-although an ineffectual atternpt-to attain a definite goal. 
'The doctors who a hundred years ago employed certain methods 
for the treatment of cancer which our contemporary doctors reject 
were-from the point of view of present-day pathology-badly in- 
structed and therefore inefficient. But they did not act irrationalIy; 
they did their best. It  is probable that in a hundred years more doctors 
will have more efficient methods at hand for the treatment of this 
disease. They will be more efficient but not more rational than our 
physicians. 

The  opposite of action is not irrational behavior, but a reactive re- 
sponse to stimuli on the part of the bodily organs and instincts which 
cannot be controlled by the volition of the person concerned. T o  the 
same stimulus man can under certain conditions respond both by 
reactive response and by action. If a man absorbs a poison, the organs 
react by setting up their forces of antidotal defense; in addition, action 
may interfere by applying counterpoison. 

With regard to the problem involved in the antithesis, rational 
and irrational, there is no difference between the natural sciences 
and rhe social sciences. Science always is arid must be rathiid. It is 
the endeavor to attain a mental grasp of the phenomena of the uni- 
verse by a systematic arrangement of thc whole body of available 
knowledge. However, as has been pointed out above, the analysis of 
objects into their constituent elements must sooner or later neces- 
sarily reach a point beyond which it cannot go. The human mind is 
not kven capable of conceiving a kind of knowledge not limited by 

5. On the errors involved in the iron law of wages see below, pp. 6 0 1 4 o z ;  on the 
misunderstanding of the Malthusian theory see below, pp. 663-669. 
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an ultimate given inaccessible to further analysis and reduction. 
The scientific method that carries the mind up to this point is entirely 
rational. The ultimate given may be calIed an irrational fact. 

It is fashionable nowadays to find fault with the social sciences for 
being purely rational. The most popular objection raised against eco- 
nomics is that it neglects the irrationality of life and reality and tries 
to press into dry rational schemes and bloodless abstractions the in- 
finite variety of phenomena. No censure could be more absurd. Like 
every branch of knowledge economics goes as far as it can be carried 
by rational methods. Then it stops by establishing the fact that it is 
faced with an ultimate given, ix., a phenomenon which cannot-at 
least in the present state of our knowledge-be further analy~ed.~ 

The teachings of praxeology and economics are valid for every 
human action without regard to its underlying motives, causes, and 
goals. The ultimate judgments of vaIue and the ultimate ends of human 
action are given for any kind of scientific inquiry; they are not open 
to any further analysis. Praxeology deals with the ways and means 
chosen for the attaiknent of such ultimate ends. Its object is means, 
not ends. 

In this sense we speak of the subjectivism of the general science of 
human action. I t  takes the ultimate ends chosen by acting man as data, 
it is entirely neutral with regard to them, and it refrains from passing 
any value judgments. The only standard which it applies is whether 
or not the means chosen are fit for the attainment of the ends aimed 
at. If Eudaemonism says happiness, if Utilitarianism and economics 
say utility, we must interpret these terms in a subjectivistic way as 
that which acting man aims at  because it is desirable in his eyes. It is 
in this formalism that the progress of the modern meaning of 
Eudaemonism, Hedonism, and Utilitarianism consists as opposed to 
the older material meaning and the progress of the modern subjecti- 
vistic theory of value as opposed to the objectivistic theory of value as 
expounded by classical political economy. At the same time it is in 
this subjectivism that the objectivity of-our science lies. Because it 
is subjectivistic and takes the value judgments of acting man as ulti- 
mate data not open to any further critical examination, it is itself 
above all strife of parties and factions, it is indifferent to the con- 
flicts of all schools of dogmatism and ethical doctrines, it is free from 
valuations and preconceived ideas and judgments, it is universally 
valid and absolutely and plainly human. 

6. W e  shall see later (pp. 49-58) how the empirical social scienccs deal with 
the ultimate given. 
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5. Causality as a Requirement of Action 

Man is in a position to act because he has the abiIity to discover 
causal relations which determine change and becoming in the uni- 
verse. Acting requires and presupposes the category of causality. 
Only a man who sees the world in the light of causality is fitted to  
act. In this sense we may say that causality is a category of action. 
The category means and ends presupposes the category cause and 
effect. In a world without causality and regularity of phenomena 
there would be no field for human reasoning and human action. S,uch 
a world would be a chaos in which man would be at a loss to find any 
orientation and guidance. Adan is not even capable of imagining the 
conditions of such a chaotic universe. 

Where man does not see any causal relation, he cannot act. This 
statement is not reversible. Even when he knows the causal relation in- 
volved, man cannot act if he is not in a position to influence the cause. 

The archetype of causality research was: where and how must I 
interfere in order to divert the course of events from the way i t  
would go in the absence of my interference in a direction which 
better suits my wishes? In this sense man raises the question: who or 
what is at the bottom of things? He  searches for the regularity and 
the "law," because he wants to interfere. OnIy later was this search 
more extensively interpreted by metaphysics as a search after the ulti- 
mate cause of being and existence. Centuries were needed to bring 
these exaggerated and extravagant ideas back again to the more 
modest question of where one must interfere or should one be able to 
interfere in order to attain this or that end. 

The treatment accorded to  the problem of causality in the last 
decades has been, due to a confusion brought about by some eminent 
physicists, rather unsatisfactory. W e  may hope that this unpleasant 
chapter in the history of philosophy will be a warning to future 
philosophers. 

-1 
I nere are changes whose causes are, at least for the present timc, 

unknown to us. Sometimes we succeed in acquiring a partial knowl- 
edge so that we are able to say: in 70 per cent of all cases A results 
in B, in the remaining cases in C, or even in D, E, F, and so on. In 
order to substitute for this fragmentary information more precise 
information it would be necessary to break up A into its elements. 
As long as this is not achieved, we must acquiesce in a statistical law. 
But this does not affect the praxeological meaning of causality. Total 
or practical ignorance in some areas does not demolish the category 
of causality. 
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The philosophical, epistemological, and metaphysical problems of 
causality and of imperfect induction are beyond the scope of praxe- 
ology. W e  must simply establish the fact that in order to act, man 
must knoiv the causal relationship between events, processes, or states 
of affairs. And only as far as he knows this relationship, can his action 
attain the ends sought. W e  are fully aware that in asserting this we 
are moving in a circle. For the evidence that we have correctly per- 
ceived a causal relation is provided only by the fact that action guided 
by this knowledge results in the expected outcome. But we cannot 
avoid this vicious circular evidence precisely because causality is a 
category of action. And because it is such a category, praxeology can- 
not help bestowing some attention on this fundamental problem of 
philosophy. 

6. The Alter Ego 

If we are prepared to  take the term causality in its broadest sense, 
teleology can be called a variety of causal inquiry. Final causes are 
first of all causes. The cause of an event is seen as an action or quasi- 
action aiming at some end. 

Both primitive man and the infant, in a na'ive anthropomorphic 
attitude, consider it quite plausible that every change and event is 
the outcome of the action of a being acting in the same way as they 
themselves do. They believe that animals, plants, mountains, rivers, 
and fountains, even stones and celestial bodies, are, like themselves, 
feeling, wilIing, and acting beings. Only at a later stage of cultural 
development does man renounce these animistic ideas and substitute 
the mechanistic world view for them. Mechanicalism proves to be so 
satisfactory a principle of conduct that people finally believe it 
capable of solving all the problems of thought and scientific research. 
Materialism and panphysicalism proclaim mechanicalism as the es- 
sence of all knowledge and the experimental and mathematical 
methods of the natural sciences as the sole scientific mode of think- 
ing. All changes are to be comprehended as motions subject to the 
laws of mechanics. 

The champions of mechanicalism do not bother about the still un- 
solved problems of the logical and epistemological basis of the 
principles of causality and imperfect induction. In their eyes these 
principles are sound because they work. The fact that experiments in 
the laboratory bring about the results predicted by the theories and 
that machines in the factories run in the way predicted by technology 
proves, they say, the soundness of the methods and findings of modern 



2 4  Human Action 
natural science. Granted that science cannot give us truth-and who 
knows what truth really means?-at any rate it is certain that it 
works in leading us to success. 

But it is precisely when we accept this pragmatic point of view 
that the emptiness of the panphysicalist dogma becomes manifest. 
Science, as has been poinfed out above, has not succeeded in solving 
the problems of the mind-body relations. The panphysicalists cer- 
tainly cannot contend that the procedures they recommend have ever 
worked in the field of interhuman relations and of the social sciences. 
But it is beyond doubt that the principle according to which an Ego 
deals with every human being as if the other were a thinking and act- 
ing being like himself has evidenced its usefulness both in mundane life 
and in scientific research. It cannot be denied that it works. 

lt  is beyond doubt that the practice of considering fellow men as 
beings who think and act as I, the Ego, do has turned out well; on 
the other hand the prospect seems hopeless of getting a similar prag- 
matic verification for the postulate requiring them to be treated in 
the same manner as the objects of the natural sciences. The epistemo- 
logical problems raised by the comprehension of other people's be- 
havior are no less intricate than those of causality and incomplete 
induction. It may be admitted that it is impossible to provide con- 
clusive evidence for the propositions that my logic is the logic of all 
other people and by all means absolutely the only human logic and 
that the categories of my action are the categories of all other people's 
action and by all means absoIutely the categories of all human action. 
However, the pragmatist must remember that these propositions 
work both in practice and in science, and the positivist must not 
overlook the fact that in addressing his fellow men he presupposes 
-tacitly and implicitly-the intersubjective validity of logic and 
thereby the reality of the realm of the alter Ego's thought and action, 
of his eminent human chara~ter .~  

Thinking and acting are the specific human features of man. They 
are pecdiar te a!! hnzan beifigs. Thev are, b c p x d  r n e ~ b e r s h i ~  t in :he 
zoological species homo sapiens, the characteristic mark of man as 
man. It is not the scope of praxeology to investigate the relation of 
thinking and acting. For praxeology it is enough to establish the fact 
that there is only one logic that is intelligible to the human mind, and 
that there is only one mode of action which is human and compre- 
hensible to the human mind. Whether there are or can be somewhere 
other beings-superhuman or subhuman-who think and act in a 

7. Cf. Alfred Schiitz, Der sinnhafte Aufbau der sozialen Welt (Vienna, 1932), 
p. 18. 
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different way, is beyond the reach of the human mind. W e  must re- 
strict our endeavors to the study of human action. 

This human action which is inextricably linked with human 
thought is conditioned by logical necessity. It is impossible for the 
human mind to conceive logical relations at variance with the logical 
structure of our mind. It is impossible for the human mind to conceive 
a mode of action whose categories would differ from the categories 
urhich determine our own actions. 

There are for man only two principles available for a mental grasp 
of reality, namely, those of teleology and causality. What cannot be 
brough; under either of these categories is absolutcIy hidden to the 
human mind. An event not open to an interpretation by one of these 
two principles is for man inconceivable and mysterious. Change can 
be conceived as the outcome either of the operation of mechanistic 
causality or of purposeful behavior; for the human mind there is no 
third way a~ailable.~ It is true, as has already been mentioned, that 
teleology can be viewed as a variety of causality. But the establish- 
ment of this fact docs not annul the essential differences between the 
two categories. 

The panmechanistic world view is committed to a methodological 
monism; it acknowledges only mechanistic causality because it at- 
tributes to it alone any cogniiive value or at least a higher cognitive 
value than to teleology. This is a metaphysical superstition. Both 
principles of cognition--causality and teleology-are, owing to the 
limitations of human reason, imperfect and do not convey ultimate 
knnwledge. Causality leads to a regressus in infiniturn which reason 
can never exhaust. Teleology is found wanting as soon as the ques- 
tion is raised of what moves the prime mover. Either method stops 
short at an ultimate given which cannot be analyzed and interpreted. 
Reasoning and scientific inquiry can never bring full ease of mind, 
apodictic certainty, and perfect'cognition of all things. H e  who seeks 
this must apply to faith and try to quiet his conscience by embracing 
a creed or a metaphysical doctrine. 

If we do not transcend the realm of reason and experience, we can- 
not help acknowledging that our fellow men act. W e  are not free 
to disregard this fact for the sake of a fashionable prcpossession and 
an arbitrary opinion. Daily experience proves not only that the sole 
suitable method for studying the conditions of our nonhuman en- 
vironment is provided by the category of causaIitv; it proves no less 
convincingly that our fellow men are acting beings as we ourselves 

8. Cf. Karel En@, Regrundung der Teleologic als Form des empirischen 
Erkennens (Briinn, ~ g j o ) ,  pp. 15 A. 
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are. For the comprehension of action there is but one scheme of in- 
terpretation and analysis available, namely, that provided by the 
copnition and analysis of our own purposeful behavior. 

The  problem of the study and analysis of other pcople's action is 
in no way connected with the problem of the existence of a soul or 
of an imkortal soul. As far as the objections of empiricism, behavior- 
ism, and positivism are directed against any varietv of the soul-theory, 
thev are of no avail for our problem. The  question we have to deal 
with is whether it is possible to grasp human action intellectually if 
one refuses to comprehend i t  as meaningful and purposeful behavior 
aiming at the attainment of definite ends. Rehaviorism and positivism 
want to apply the methods of the empirical natural sciences to the 
realitv of human action. They interpret it as a response to stimuli. 
Rut these stimuli themselves are not open to descrintion by the meth- 
ods of the natural sciences. Every attempt to describe t h e 4  must refer 
to the meaning which acting men attach to them. W e  may caIl the 
offering of a commoditv fo; sale a "stimuius." But what is essential 
in such an offer and distinguishes it from other offers cannot be 
dcscribed without entering into the mcaning which the acting parties 
attribute to the situation. N o  dialectical artifice can spirit away the 
fact that man is driven by the aim to attain certain ends. I t  is this 
purposeful behavior-viz., action-that is the subject matter of our 
scicncc. W e  cannot approach our subject if we disregard the mean- 
ing which acting man attaches to the situation, i.c., the given state of 
affairs, and to his own behavior with regard to this situation. 

I t  is not appropriate for the phvsicist to search for final causes be- 
cause there is no indication that the events which are the subject mat- 
ter of physics are to be interpreted as the outcome of actions of a 
being, aiming at ends in a human way. Nor is it appropriate for the 
praxeologist to  disregard the operation of the acting being's volition 
and intention because they are undoubtedly given facts. If he were 
to disregard it, he would cease to study human action. Very often- 
but not aiways-the events concerned-can be investigated both from 
the point of view of praxeology and from that of the natural sciences. 
But hc who deals with the discharging of a firearm from thc physical 
and chemical point of view is not a praxeologist. He neglects the very 
problems which the science of purposeful human behavior aims to 
clarify. 

On the Serviceableness of Instincts 

The proof of the fact that only two avenues of approach are available 
for human research, causality or teleology, is provided by the problems 
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raiscd in rcference to the serviceableness of instincts. There are types of 
behavior which on the one hand cannot be thoroughly interpreted with 
the causal methods of the natural sciences, but on the other hand cannot 
be considered as purposeful human action. In order to grasp such behavior 
we are forced to resort to a makeshift. W e  assign to it the character of a 
quasi-action; we speak of serviceable instincts. 

W e  obscrve two things: first the inherent tendency of a living organism 
to respond to a stimulus according to a regular pattern, and second the 
favorable effects of this kind of behavior for the strengthening or preserva- 
tion of the organism's vital forces. If we were in a position to interpret 
such behavior as the outcome of purposeful aiming at certain ends, we 
would call it action and deal with it according to the tcleological methods 
of praxcology. But as we found no trace of a conscious mind behind this 
behavior, we suppose that an unknown factor-we call it instinct-was 
instrumental. W e  say that the instinct dirccts quasi-purposeful animal be- 
havior and unconscious but nonetheless serviceable responses of human 
muscles and nerves. Yet, the mere fact that we hypostatize the unexplained 
element of this behavior as a force and call it instinct does not enlarge our 
knowledge. W e  must never forget that this word instinct is nothing but a 
landmark to indicate a point beyond which we are unable, up to the present 
at least, to carry our scientific scrutiny. 

Biology has succeeded in discovering a "natural," i.e., mechanistic, ex- 
planation for many processes which in carlicr days werc attributed to the 
operation of instincts. Nonetheless many others have renlained which can- 
not be interpreted as mechanical or chemical responses to mechanical or 
chemical stimuli. Animals display attitudes which cannot be comprehended 
otherwise than through the assumption that a directing factor was opera- 
tive. 

The aim of behaviorism to  study human action from without with the 
methods of animal psychology is illusory. As far as animal behavior goes 
beyond mere physiological processes like breathing and metabolism, it can 
only be investigated with the aid of the meaning-concepts cleveIoped by 
praxeology. The behaviorist approaches the object of his investigations 
with the human notions of purpose and success. He  unwittingly applies to 
the subject matter of his studies the human concepts of serviceableness and 
perniciousness. H e  dcceivcs himself in excluding all verbal reference to 
consciousness and aiming at ends. In fact his mind searches everywhere 
for ends and measures every attitude with thc yardstick of a garblcd notion 
of serviceableness. The science of human behavior-as far as it is not 
physiology-cannot abandon rcfercnce to mcaning and purpose. It can- 
not learn anything from animal psychology and the observation of the un- 
conscious reactions of newborn infants. It is, on the contrary, animal psy- 
chology and infant psychology which cannot renounce the aid afforded by 
the science of human action. Without praxeological categorics we would 
be at a loss to conceive and to understand the behavior both of animals 
and of infants. 
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T h e  observation of the instinctive behavior of animals fills man with 

astonishment and raises questions which nobody can answer satisfactorily. 
Yet the fact that animals and even plants react in a quasi-purposeful way 
is neither more nor less miraculous than that man thinks and acts, that in 
the inorganic univcrse those functional correspondcnces prevail which 
physics describes, and that in the organic universe biologica1 processes 
occur. All this is miraculous in the sense that it is an ultimate given for our 
searching mind. 

Such an ultimate given is what we call animal instinct. Like the concepts 
of motion, force, life, and consciousness, the concept of instinct too is 
merely a term to signify an ultimate given. T o  be sure, it neither "explains" 
anything nor indicates a cause or an ultimate c a ~ s e . ~  

The Absolute E n d  

In order to avoid any possible misinterpretation of the praxeoIogica1 
categories it seems expedient to emphasize a truism. 

Praxeology, like the historical sciences of human action, deals with pur- 
poseful human action. If it mentions ends, what it has in view is the ends 
at which acting men aim. If it speaks of meaning, i t  refers to the meaning 
which acting men attach to  their actions. 

Praxeology and history are manifcstations of the human mind and as 
such are conditioned by the intellectual abilities of mortal men. Praxeology 
and history do not pretend to know anything about the intentions of an 
absolute and objective mind, about an objective meaning inherent in the 
course of events and of historical evolution, and about the plans which God 
or Nature or Weltgeist or Manifest Destiny is trying to realize in directing 
the universe and human affairs. They have nothing in common with what 
is called philosophy of history. They do not, like the works of Hegel, 
Comte, Marx, and a host of other writers, claim to reveal information 
about the true, objective, and absolute mcaning of life and history. 

Vegetative M a n  

Some philosophies advise man to seek as the ultimate end of conduct the 
complete renunciation of any action. They look upon life as an absolute 
evil full of pain, suffering, and anguish, and apodictically deny that any 
purposeful human effort can render it tolerable. Happiness can be attained 
only by complete extinction of consciousness, volition, and life. The only 
way toward bliss and salvation is to become perfectly passive, indifferent, 
and inert like the plants. T h e  sovereign good is the abandonment of think- 
ing and acting. 

Such is the cssence of the teachings of various Indian philosophies, 
especially of Buddhism, and of Schopenhauer. Praxeology does not com- 

9. "La vie est une cause prernitke qui nous echappe colnme toutes les causes 
remi6res et dont la science expkrimentale n'a pas Q se prkoccuper." Claude 

gernard, La Science erpirirnentde (Paris, 1878) .  p. 137. 
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ment upon them. It is neutral with regard to all judgments of value and the 
choice of ultimate ends. Its task is not to approve or to disapprove, but 
only to establish facts. 

The  subject matter of praxeology is human action. It is not concerned 
with human beings who have succeeded in suppressing altogether every- 
thing that characterizes man as man: will, desire, thought, and the striving 
after ends. It deals with acting man, not with man transformed into a plant 
and reduced to a merely vegetative existence. 



11. THE EPISTEMOLOGICAL PROBLEMS OF 

T H E  SCIENCES OF HUMAN ACTION 

I .  Praxeology and History 

T HERE are two main branches of the sciences of human action: 
praxeology and history. 

History is the collection and systematic arrangement of all data of 
experience concerning human action. It deals with the concrete con- 
tent of human action. It studies all human endeavors in thcir infinite 
multiplicity and variety and all individual actions with all their ac- 
cidental, special, and particular implications. I t  scrutinizes the ideas 
guiding acting men and the outcome of the actions performed. It 
embraces every aspect of human activities. It is on the one hand 
general history and on the other hand the history of various nar- 
rower fields. There is the history of political and military action, of 
ideas and philosophy, of economic activities, of technology, of Iiter- 
aturc, art, and science, of religion, of mores and customs, and of many 
other realms of human life. Thcre is ethnology and anthropology, 
as far as they are not a part of biology, and there is psychology as 
far as it is neither physiology nor epistemology nor philosophy. 
There is linguistics as far as it is neither logic nor the physiology of 
speech.l 

Thc subject matter of all historical sciences is the past. They can- 
not teach us anything which would be valid for a11 human actions, 
that is, for the future too. The study of history makes a inan wise 

I. Economic history, descriptive economics, and economic statistics are, o i  
course, history. The term sociology is used in two different meanings. Descrip- 
tive sociology deals with those historical phenomena of human action which are 
not viewed in descriptive economics; it overlaps to some extent the field claimed 
by ethnology and anthropology. General sociology, on the other hand, ap- 
proaches historical experience from a more nearly universal point of view than 
that of the other branches of history. History proper, for instance, deals with 
an individual town or with towns in a definite period or with an individual 
people or with a certain geographical area. Max Weber in his main treatise 
(Wirtscbaft und Qeseilschaft [Tiibingen, 19221, pp. 513-600) deals with the 
town in general, i.e., with the whole historical experience concerning towns 
without any limitation to  historical periods, geographical areas, or individual 
peoples, nations, races, and civilizations. 



Epistemological Problems of Human Action 
and judicious. But it does not by itself provide any knowledge and 
skill which could be utilized for handling concrete tasks. 

The natural sciences too deal with past events. Every experience 
is an experience of something passed away; there is no experience of 
future happenings. But the experience to which the natural sciences 
owe all their success is the experience of the experiment in which 
the individual elements of change can be observed in isolation. The 
facts amassed in this way can be used for induction, a peculiar proce- 
dure of inference which has given pragmatic evidence of its ex- 
pediency, although its satisfactory epistemological characterization 
is still an unsolved problem. 

The experience with which the sciences of human action have 
to deal is always an experience of complex phenomena. No  laboratory 
experiments can be performed with regard to human action. W e  are 
nevcr in a position to observe the change in one element only, all 
other conditions of the event being equal to a case in which the 
element concerned did not change. Historical experience as an ex- 
perience of complex phenomena does not provide us with facts in the 
sense in which the natural sciences employ this term to signify isolated 
evcnts tcsted in experiments. The information conveyed by historical 
experience cannot be used as building material for the construction of 
theories and the prediction of future events. Every historical experi- 
ence is open to various interpretations, and is in fact interpreted in 
different ways. 

The postulates of positivism and kindred schools of tnetaphysics are 
therefore illusory. It is impossible to reform thc sciences of human 
action according to the pattern of physics and the other natural 
scicnccs. There is no means to establish an a posteriori theory of 
human conduct and social events. History can neither prove nor 
disprove any general statement in the manner in which the natural 
sciences accept or reject a hypothesis on the ground of laboratory 
experiments. Neither experimental verification nor experimental falsi- 
fication of a general proposition are possible in this field. 

Complex phenomena in the production of which various causal 
chains are interlaced cannot test any theory. Such phenomena, on 
the contrary, become intelligible only through an interpretation in 
tcrms of theories previously developed from other sources. In the 
case of naturaI phenomena the interpretation of an event must not be 
at variance with the theories satisfactorily verified by experiments. In 
the case of historical events there is no such restriction. Commentators 
would be free to resort to quite arbitrary explanations. Where there 
is something to explain, the human mind has never been at a loss to 
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invent ad hoc some imaginary theories, lacking any logical justifica- 
tion. 

A limitation similar to that which the experimentally tested theories 
enjoin upon the attempts to interpret and elucidate individual physi- 
cal, chemical, and physiological events is provided by praxeology in 
the field of human history. Praxeology is a theoretical and systematic, 
not a historical, science. Its scope is human action as such, irrespective 
of all environmental, accidental, and individual circumstances of the 
concrete acts. Its cognition is purely formal and general without 
reference to the material content and the particular features of the 
actual case. I t  aims at knowledge valid for all instances in which the 
conditions exactly correspond to those implied in its assumptions and 
inferences. Its statements and propositions are not derived from ex- 
perience. They are, like those of logic and mathematics, a priori. 
They are not subject to verification or faIsification on the ground of 
expcricnce and facts. They are both logically and temporally anteced- 
ent to any comprehension of historical facts. They are a necessary 
requirement of any intellectual grasp of historical events. Without 
them we should not be able to see in the course of events anything else 
than kalcidoscopic change and chaotic muddle. 

2 .  T h e  Formal and Aprioristic Character of Praxeology 

A fashionable tendency in contemporary philosophy is to deny 
the existence of any a priori knowledge. ~ 1 1  human knowledge, it is 
contended, is derived from experience. This attitude can easily be 
understood as an excessive reaction against the extravagances of 
theology and a spurious philosophy of history and of nature. Meta- 
physicians were eager to discover by intuition moral preccpts, the 
mcaning of historical evolution, the properties of soul and matter, 
:~nd  the laws governing physical, chemical, and physiological events. 
Their vnlatile  peculations manifested n hlithe disregard for matter- 
of-fact Itnowledge. They were convinced that, without reference 
to experience, reason could explain all things and answer a11 questions. 

The modern natural sciences owe their success to the method of 
observation and experiment. There is no doubt that empiricism and 
~ra~rnat ism are right as far as they merely describe the procedures 
of the natural sciences. But it is no less certain that they are entirelv 
n.1-onq in their endeavors to reject any kind of a priori ltnowlcdge and 
to characterize lopic, mathematics, and praxeology as empirical and 
cx~erimental disciplines. 

With regard to praxeology the errors of the philosophers are due 
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to their complete ignorance of economics and very often to their 
shockingly insufficient knowledge of history. In the eyes of the 
philosopher the treatment of philosophical issues is a sublime and 
noble vocation which must not be put upon the low level of other 
gainful employments. The professor resents the fact that he derives 
an income from philosophizing; lie is offended by the thought that 
he earns money like the artisan and the farm hand. Monetary matters 
are mean things, and the philosopher investigating the eminent prob- 
lems of truth and absolute eternal values should not soil his mind by 
paying attention to them. No line of any contemporary philosopher 
discloses the least familiarity with even the most elementary problems 
of economics. 

The problem of whether there are or whether there are not a 
priori elements of thought-i.e., necessary and ineluctable intellectual 
conditions of thinking, anterior to any actual instance of conception 
and experience-must not bc confused with the genetic problem of 
how man acquired his characteristically human mental ability. ,Man 
is descended from nonhuman ancestors who lacked this abiIity. These 
ancestors were endowed with some potentiality which in the course 
of ages of evolution converted them into reasonable beings. This 
transformation was achieved by the influence of a changing cosmic 
environment operating upon succeeding generations. Hence the 
empiricist concludes that the fundamental principles of reasoning are 
an outcome of experience and represent an adaptation of man to the 
conditions of his environment. 

This idea leads, when consistently followed, to the further con- 
clusion that there were between our prehunian ancestors and homo 
sapiens various intermediate stages. There were beings which, al- 
though not yet equipped with the human faculty of reason, were en- 
dowed with some rudimentary elements of ratiocination. Theirs was 
not pet a logical mind, but a prelogical (or rather imperfectly logical) 
mind. Their desultory and defective logical functions evolved step 
by step from the preiogicai state toward the iog~cal state. Reason, in- 
tellect, and logic are historical phenomena. There is a history of Iogic 
as there is a history of technology. Nothing suggests that logic as we 

z. Hardly any philosopher had a more universal familiarity with various 
branches of contemporary knowIedgc than Bergson. Yet a casual remark in his 
Iast great book clearly proves that Bergson was completely ignorant of the 
fundamental theorem of the modern theory of value and exchange. Speaking of 
exchange he remarks "Yon ne peut le pratiquer sans sl&tre demand6 si les deux 
objets CchangCs sont bien de m&me valeur, c'est-;-dire Cchangeables eontre un 
m&me troisi6me." (Les  Deux Sources de la morale et de la religion [Paris, 19321 ,  
p. 68.) 



34 Human Action 
know it is the last and final stage of intellectual evolution. Human 
logic is a historical phase between prehuman nonlogic on the one 
hand and superhuman logic on the other hand. Reason and mind, the 
human beings' mobt ehcacious equipment in their struggle for sur- 
vival, are embedded in the continuous flow of zoological events. They 
are neither eternal nor unchangeable. They are transitory. 

Furthermore, there is no doubt that every human being repeats in 
his personal evolution not only the physiologicaI metamorphosis from 
a simple cell into a highly complicated mammal organism but no less 
the spiritual metamorphosis from a purely vegetative and animal ex- 
istence into a reasonable mind. This transformation is not completed 
in the prenatal life of the embryo, but only later when the newborn 
child step by step awakens to human consciousness. Thus every man 
in his early youth, starting from the depths of darkness, proceeds 
through various states of the mind's logical structure. 

Then there is the case of the animals. W e  are fully aware of the 
unbridgeable gulf separating our reason from the reactive processes 
of their brains and nerves. But at the same time we divine that forces 
are desperately struggling in them toward the light of comprchcnsion. 
They are like prisoners anxious to break out from the doom of eternal 
darkness and inescapable automatism. W e  feel with them because 
we ourselves are in a similar position: pressing in vain against the 
limitation of our intellectual apparatus, striving unavailingly after 
unattainable perfect cognition. 

But the problem of the a priori is of a different character. It does 
not deal with the problem of how consciousness and reason have 
emerged. It refers to the essential and necessary character of the 
logical structure of the human mind. 

The fundamental logical relations are not subject to proof or dis- 
proof. Every attempt to prove them must presuppose their validity. 
It is impossible to explain them to a being who would not possess them 
on his own account. Efforts to define them according to thc rules of 
definition must fail. They are primary  proposition^ antecedent to 
any nominal or real definition. They are ultimate unanalyzable 
categories. The human mind is utterly incapable of imagining logical 
categories at variance with them. No matter how they may appear to 
superhuman beings, they are for man inescapable and absolutely neces- 
sary. They are the indispensabk prerequisite of perception, apper- 
ception, and experience. 

They are no less an indispensable prerequisite of memory. There 
is a tendency in the natural sciences to describe memory as an instance 
of a more general phenomenon. Every living organism conserpes 
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the effects of earlier stimulation, and the present state of inorganic 
matter is shaped by the effects of all the influences to which it was 
exposed in the past. The  present state of the universe is the product 
of its past. W e  may, therefore, in a loose metaphorical sense, say 
that the geological structure of our globe conserves the memory of 
all earlier cosmic changes, and that a man's body is the sedimentation 
of his ancestors' and his own destinies and vicissitudes. But memory 
is something entirely different from the fact of the structural unity 
and continuity of cosmic evolution. I t  is a phenomenon of conscious- 
ness and as such conditioned by  the logical a priori. Psychologists have 
been puzzled by  the fact that man does not remember anything from 
the time of his existence as an embryo and as a suckling. Freud tried 
to explain this absence of recollection as brought about by subcon- 
scious suppression of undesired reminiscences. The  truth is that there 
is nothing to be remembered of unconscious states. Animal automa- 
tism and unconscious response to physiologicaI stim~ilations are 
neither for cinbryos and sucklings nor for adults material for re- 
membrance. Only conscious states can bc remembered. 

The  human mind is not a tabula rasa on which the external events 
write their own history. It  is equipped with a set of tools for grasping 
reaIity. Man acquired these tools, i.e., the logical structure of his 
mind, in the course of his evolution from an amoeba to his present 
state. But these tools arc lopically prior to any experience. 

Adan is not only an animal totally subject to the stimuli unavoidably 
dctcrmining the circumstances of his life. H e  is also an acting being. 
And the category of action is logically antecedent to any concrete 
act. 

The  fact that man does not hare the creative power to imagine 
categories at variance with the fundamcntal logical relations and with 
the principles of causality and teleology enjoins upon us what may be 
called nzethodological apriorism. 

Everybody in his daily behavior again and again bears witness to the 
1.:1:*-- --J ---: I:&-- -1 *L- --& am-- :-a -1 &L -.-- L* --J 
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He who addresses his fellow men, who wants to inform and convince 
them, who asks questions and answers other pcoplc's questions, can 
proceed in this way only because he can appeal to something common 
to all men-namely, the logical structure of human rcason. The  idea 
that A could at the same time be non-A  or that to prefer A to B could 
at the same time be to prefer B to A is simplv inconceivable and ab- 
surd to a human mind. W e  are not in the poshion to comprehend any 
kind of prelogical or metalogical thinking. W e  cannot think of a 
world without causality and teleology. 
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It does not matter for  man whether or  not beyond the sphere ac- 

cessible to  the human mind there are other spheres in which there 
is sorncthing categorially different from human thinking and acting. 
No ltnowlcdge from such spheres penetrates to  the hunlan mind. I t  
is idle to  ask whether things-in-themselves are different from what 
they appear to us, and whether there are worlds which we cannot 
divine and ideas which we  cannot comprehend. These are problems 
bcyond the scope of human cognition. Human knowledge is condi- 
tioned by  the structure of thc human mind. If i t  chooses human action 
as the subject matter of its inquiries, it cannot mean anything else than 
thc categories of action which are proper to  the human mind and arc 
its ~ro jec t ion  into the external world of becoming and change. All 
the theorems of praxeology refer only to these categories of action 
and are valid only in the orbit of their operation. They  do not pre- 
tend to convey any information about never dreamed of and un- 
imaginable worlds and relations. 

Thus praxeology is human in a double sense. I t  is human because 
it claims for its theorems, within the sphere precisely defined in the 
undcrlying assumptions, universal validity for all human action. It 
is human moreover because it  dcals only with human action and 
docs not aspire t o  know about nonhuman-whether subhuman o r  
superhuman-action. 

T h e  Alleged Logical Heterogeneity of Primitive Man 

It is a general fallacy to believe that the writings of Lucien LCvy-Bruhl 
give support to the doctrine that the logical structure of mind of primitive 
man was and is categorially different from that of civilized man. On the 
contrary, what 1,kvy-Bruhl, on the basis of a careful scrutiny of the entire 
ethnological material available, reports about the mental functions of primi- 
tive man proves cIearIy that the fundamental logical relations and the 
categories of thought and action play in the intellectual activities of sav- 
ages the same role they play in our own life. The content of primitive man's 
thoughts differs from the content of our thoughts, but the formal and 
logical structure is common to both. 

It is true that Lkvy-Bruhl himself maintains that the mentality of primi- 
tive peoples is essentially "mystic and prelogical" in character; primitive 
man's collective representations are regulated by the "law of participation" 
and are consequently indifferent to the law of contradiction. However, 
Lkvy-Bruhl's distinction between prelogical and logical thinking refers to 
the content and not to the form and categorial structure of thinking. For 
he declares that also among peoples like ourselves ideas and relations be- 
tween ideas governed by the "law of participation" exist, more or less in- 
dependently, more or less impaired, but yet ineradicable, side by side, with 
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those subject to the law of reasoning. "The prelogical and the mystic are 
co-existent with the logical." 

LCvy-Bruhl relegates the essentiaI teachings of Christianity to the realm 
of the prelogical mind." hTow, many objections can possibly be raised and 
have been raised against the Christian doctrines and their interpretation by 
theology. But nobody ever ventured to contend that the Christian fathers 
and philosophers-among them St. Augustine and St. Thomas-had minds 
whose logica1 structure was categorially different from that of our con- 
temporaries. The dispute between a man who believes in miracles and 
another who does not refers to the content of thought, not to its logical 
form. A man who tries to demonstrate the possibility and reality of 
miracles may err. But to  unmask his error is-as the brilliant essays of 
Hume and A4ill show-certainly no less logically intricate than to explode 
any philosophical or econonlic fallacy. 

Explorers and missionaries report that in Africa and Polynesia primitive 
man stops short at his earliest perception of things and never reasons if he 
can in any way avoid k q u r o p e a n  and American educators sometimes 
report the same of their students. With regard to the Mossi on the Niger 
LCvy-Bruhl quotes a missionary's observation: "Conversation with them 
turns only upon women, food, and (in the rainy season) the crops." What 
other subjects did many contemporaries and neighbors of Newton, Kant, 
and LCvy-Uruhl prefer? 

The conclusion to be drawn from IAvy-Bruhl's studies is best expressed 
in his ow-n words: "The primitive mind, like our own, is anxious to find 
the reasons for what happens, but it does not seek these in the same direc- 
tion as we do." 

A peasant eager to get a rich crop may-according to the content of his 
ideas--choose various methods. He may perform some magical rites, he 
may embark upon a pilgrimage, he may offer a candle to the image of his 
patron saint, or he may empIoy more and better fertilizer. But whatever 
he does, it is always action, i.e., the employment of means for the attain- 
ment of ends. Magic is in a broader sense a variety of technology. Exor- 
cisnl is a deliberate purposeful action based on a world view which most 
of our contemporaries condemn as superstitious and thercfore as inap- 
propriate. But the concept of action does not imply that the action is 
guided by a correct theory and a technology prnmising success and that 
it attains the end aimed at. It only implies that the performer of the action 
believcs that the means applied will produce the desired effect. 

No facts provided by ethnology or history contradict the assertion that 

3. LCvy-Bruhl, HOW Natives Think, trans. by L. A. Clare (New York, 1 9 3 2 )  
p. 386. 

4. Ibid., p. 377. 
5. 1,Cvy-Bruhl, Primitive Mentality, trans. by L. A. Clare (New York, 1 9 2 3 )  

pp. 27-29. 
6. Ibid., p. 27. 
7. Ibid., p. 437. 
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the logical structure of mind is uniform with all men of all races, ages, and 
c~untries.~ 

3. The A Priori and Reality 

Aprioristic reasoning is purely conceptual and deductive. It can- 
not produce anything else but tautologies and analytic judgments. All 
its implications are logically derived from the premises and were al- 
ready contained in them. Hence, according to a popular objection, 
it cannot add anything to our knowledge. 

All geometrical theorems are already implied in the axioms. The 
concept of a rectangular triangle already implies the theorem of Py- 
thagoras. This theorem is a tautology, its deduction results in an 
analytic judgment. nlonetheless nobody would contend that geometry 
in general and the theorem of Pythagoras in particular do not enlarge 
our knowledge. Cognition from pureIy deductive reasoning is also 
creative and opens for our mind access to previously barred spheres. 
The significant task of aprioristic reasoning is on the one hand to bring 
into relief all that is implied in the categories, concepts, and premises 
and, on the other hand, to show what they do not imply. It is its 
vocation to render manifest and obvious what was hidden and un- 
known bef0re.O 

In the concept of money all the theorems of monetary theory are 
already implied. The quantity theory docs not add to our knowledge 
anythmg which is not virtually contained in the concept of money. 
It transforms, develops, and unfolds; it only analyzes and is therefore 
tautological like the theorem of Pythagoras in relation to the con- 
cept of the rectangular triangle. However, nobody would deny the 
cognitive value of the quantity theory. T o  a mind not enlightened 
by economic reasoning it remains unknown. A long line of abortive 
attempts to solve the problems concerned shows that it was certainly 
not easy to attain the present state of knowledge. 

It is not a deficiency of the system of aprioristic science that it does . . -- .., -LA C..11 -,--.+.,- ,C T+, ,,--,-+.- ,,A 
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theorems are mental tools opening the approach to a complete grasp 
of reality; they are, to be sure, not in themselves already the totality 
of factual knowledge about all things. Theory and the comprehension 
of living and changing reality are not in opposition to one another. 

8. Cf. the brilliant statements of Ernst Cassirer, Philosophie der synzbolischen 
Formen (Berlin, r 9 2 5 ) ,  11, 78. 

9. Science, says Meyerson, is "l'acte par lequel nous ramenons l'identique ce 
qui nous a, tout d'abord, paru n'stre pas tel." (De I'Explication dans les sciences 
[Paris, 19271, P. 154). Cf. also Morris R. Cohen, A Preface to  Logic (New York, 
~944) , pp. 11-14. 
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Without theory, the general aprioristic science of human action, there 
is no comprehension of thc reality of human action. 

The relation between reason and experience has long been one of 
the fundamental philosophical problems. Like all other problems of 
the critique of knowledge, philosophers have approached it only with 
reference to the natural sciences. They have ignored the sciences of 
human action. Their contributions have been useless for praxeology. 

It is customary in the treatment of the epistemologica1 problems of 
economics to adopt one of the solutions suggested for the natural 
sciences. Some authors recommend Poincart's conventi~nalisrn.~~ 
They regard the premises of economic reasoning as a matter of 
linguistic or postulational convention.ll Others prefer to acquiesce in 
ideas advanced by Einstein. Einstein raises the question: "How can 
mathematics, a product of human reason that does not depend on any 
experience, so exquisitely fit the objects of reality? Is human reason 
able to discover, unaided by experience, through pure reasoning the 
features of real things?" And his answer is: "As far as the theorems 
of mathematics refer to reality, they are not certain, and as far as they 
arc certain, they do not refer to reality." l2 

However, the scicnces of human action differ radically from the nat- 
uraI scicnces. -411 authors eager to construct an epistemological system 
of the sciences of human action according to the pattern of the natural - 
sciences err lamentably. 

The real thing which is the subject matter of praxeology, human 
action, stems from the same source as human reasoning. Action and 
reason are congeneric and homogeneous; they may even be called 
two different aspects of the same thing. That reason has the power 
to make clear through pure ratiocination the essential features of 
action is a consequence of the fact that action is an offshoot of reason. 
The theorems attained by correct praxeological reasoning are not 
only perfectly certain and incontestable, like the correct mathematical 
theorems. They refer, moreover with the full rigidity of their 
apodiccic cerrainty and incontestabiiity to the reaiity of action as 
it appears in life and history. Praxeology conveys exact and precise 
knowledge of real things. 

The starting point of praxeology is not a choice of axioms and a 
decision about methods of procedu>e, but reflection about the essence 
of action. There is no action in which the praxeological categories 

10. Henri Poincar6, La Science et l'hypothdse (Paris, rg18), p. 69. 
I I .  Felix Kaufmann, Methodology of the Social Sciences (London, rgjq), 

pp. 4647. 
12. Albert Einstein, Geometric und Erfahrung (Berlin, r g z ~ ) ,  p. 3. 
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do not appear fulIy and perfectly. There is no mode of action think- 
able in which means and ends or costs and proceeds cannot be clearIy 
distinguished and precisely separated. There is nothing which only 
approximately or incompletely fits the economic category of an 
exchange. There are only exchange and nonexchange; and with re- 
gard to any exchange all the general theorems concerning exchanges 
are valid in their full rigidity and with all their implications. There 
are no transitions from exchange to nonexchange or from direct 
exchange to indirect exchange. S o  experience can ever be had which 
would contradict these statements. 

Such an experience would be impossible in the first place for the 
reason that all experience concerning human action is conditioned by 
the praxeological categories and becomes possible only through their 
application. If we had not in our mind the schemes provided by praxe- 
ological reasoning, we should never be in a position to discern and to 
grasp any action. W e  would perceive motions, but neither buying nor 
selling, nor prices, wage rates, interest rates, and so on. I t  is only 
through the utilization of the praxeological scheme that we become 
able to have an experience concerning an act of buying and selling, 
but then independently of the fact of whether or not our senses con- 
comitantly perceive any motions of men and of nonhuman elements 
of the external world. Unaided bv praxeoIogica1 knowledge we would 
never learn anything about media of exchange. If we approach coins 
without such preexisting knowledge, we would see in them only 
round plates of metal, nothing more. Experience concerning money 
requires familiarity with the praxeological category medium of ex- 
chnnge. 

Experience concerning human action differs from that concerning 
natural phenomena in that it requires and presupposes praxeological 
Itnowledge. This is why the methods of the natural sciences are in- 
appropriate for the study of praxeology, economics, and history. 

In asserting the a p i 0 6  character of praxeolopy we are not drafting 
a plan for a f~ltnre new science different from the traditional sciences 
of human action. W e  do not maintain that the theoretical science of 
human action should be aprioristic, but that it is and always has been 
so. Every attempt to reflect upon the problems raised by human action 
is necessarily bound to aprioristic reasoning. I t  does not make any 
difference in this regard whether the men discussing a probIem are 
theorists aiming at pure knowledge only or statesmen, politicians, 
and regular citizens eager to comprehend occurring changes and to 
discover what kind of public policy or private conduct would best 
snit their own interests. People may begin arguing about the signif- 
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icance of any concrete experience, the debate inevitably turns away 
from the accidental and environmental features of the event con- 
cerned to an analysis of fundamental principles, and imperceptibly 
abandons any reference to the factual happenings which evoked the 
argument. 1 he history of the natural sciences is a record of theories 
and hypotheses discarded because they were disproved by experience. 
Remember for instance the fallacies of older mechanics disproved 
by Galileo or the fate of the phlogiston theory. No such case is 
recorded by the history of economics. The champions of logically 
incompatible theories claim the same events as the proof that their 
point of view has been tested by experience. The truth is that the 
experience of a complex phenomenon-and there is no other expe- 
rience in the realm of human action-can always be interpreted on 
the ground of various antithetic theories. Whether the interpreta- 
tion is considered satisfactory or unsatisfactory depends on the ap- 
preciation of the theories in question established beforehand on the 
ground of aprioristic reasoning.18 

History cannot teach us any general rule, principle, or law. There 
is no means to abstract from a historical expericnce a posteriori any 
theories or theorems concerning human conduct and policies. The 
data of history would be nothing but a clumsy accumulation of dis- 
connected occurrences, a heap of confusion, if they could not be 
clarified, arranged, and interpreted by systematic praxeological 
knowledge. 

4. T h e  Principle of Methodological Individualism 

Praxeology deals with the actions of individual men. It is only in 
the further course of its inquiries that cognition of human coopera- 
tion is attained and social action is treated as a special case of the more 
universal category of human action as such. 

This methodological individualism has been vehemently attacked 
by various metaphysical schools and disparaged as a nominalistic fal- 
lacy. The notion of an individual, say the critics, is an empty abstrac- 
tion. Real man is necessarily always a member of a social whole. It is 
even impossible to imagine the existence of a man separated from the 
rest of mankind and not connected with society. Adan as man is the 
product of a social evohtion. His most eminent feature. reason, could 
only emerge within the framework of social mutualit);. There is no 
thinking which does not depend on the concepts and notions of 

13.  Cf. E. P. Cheyney, Law in History and Other Essnys (New York, 1927). 
P. 2 7 .  
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language. But speech is manifestly a social phenomenon. hlan is al- 
ways the member of a collective. As the whole is both logically and 
temporally prior to its parts or ~nembers, the study of the individual 
is posterior to the study of society. The only adequate method for the 
scientific treatment of human problems is the method of universalism 
or collectivism. 

Now the controversy whether the whole or its parts are logically 
prior is vain. Logically the notions of a whole and its parts are cor- 
relative. As logical concepts they are both apart from time. 

X o  less inappropriate with regard to our problem is the reference 
to the antagomsm of realism and nominalism, both these terms being 
understood in the meaning which medieval scholasticism attached to 
them. It is uncontested that in the sphere of human action social en- 
tities have real existence. Nobody ventures to deny that nations, states, 
municipalities, parties, rcligious communities, are real factors deter- 
mining the course of human events. Methodological individualism, 
far from contesting the significance of such collective wholes, con- 
siders it as one of its main tasks to describe and to analyze their be- 
coming and their disappearing, their changing structures, and their 
operation. And it chooses the only method fitted to solve this problem 
satisfactorily. 

First we must realize that all actions arc performed by individuals. 
A collective operates always through the intermediary of one or 
several individuals whose actions are related to the collective as the 
secondary source. It is the meaning which the acting individuals and 
all those who are touched by their action attribute to an action, that 
determines its character. It  is the meaning that marks one action as the 
action of an individual and another action as the action of the state or 
of the municipality. The hangman, not the state, cxccutcs a criminal. 
It is the meaning of those concerned that discerns in the hangman's 
action an action of the state. A group of armed men occupies a place. 
It is the meaning of those concerned which imputes this occupation 
not to the officers and soldiers on the spot, but t o  their nation.-1f we 
scrutinize the meaning of the various actions performed by individuals 
we must necessarily learn everything about the actions of collective 
wholes. For a social collective has no existence and reality outside of 
the individual members' actions. The life of a collective is lived in the 
actions of the individuals constituting% body. There is no social 
collective conceivable which is not operative in the actions of some 
individuals. The reality of a social integer consists in its directing and 
releasing definite actions on the part of individuals. Thus the way to 
a cognition of collective wholes is through an analysis of the in- 
dividuals' actions. 
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,4s a thinking and acting being man emerges from his prchuman 

existence already as a social being. The  evolution of reason, language, 
and cooperation is the outcome of the same process; they were in- 
separably and necessarily linked together. But this process took place 
in individuals. I t  consisted in changes in the behavior of individuals. 
There is no other substance in which it occurred than the individuals. 
There is no substratum of society other than the actions of individuals. 

That there are nations, states, and churches, that there is social 
cooperation under the division of labor, becomes discernible only in 
the actions of certain individuals. Nobody ever perceived a nation 
without perceiving its members. In this sense one may say that a so- 
cial collective comes into being through the actions of individuals. 
That  docs not mean that the individual is temporally antecedent. It 
merely means that definite actions of individuals constitute the col- 
lective. 

Thcre is no need to argue whether a collective is the sum resulting 
from the addition of its elements or more, whether it is a being sui 
generis, and whether i t  is reasonable or not to speak of its will, plans, 
aims, and actions and to attribute to it a distinct "soul." Such pedantic 
talk is idle. A collective whole is a particular aspect of the actions of 
various individuals and as such a real thing determining the coursc of 
events. 

It is illusory to believe that it is possible to visualize collective 
wholes. They are never visibIe; their cognition is always the outcome 
of the understanding of the meaning which acting men attribute to 
their acts. W e  can see a crowd, i.e., a multitude of people. Whether 
this crowd is a mere gathering or a mass (in the sensc in which this 
term is used in contemporary psychology) or an organized body or 
any other kind of social entity is a question which can only be an- 
swered by understanding the meaning which they themselves attach 
to their presence. And this meaning is always the meaning of individ- 
oak. N o t  our senses, but understanding, a mental process, makcs us 
recognize social entities. 

Those who want to start the study of human action from the col- 
lective units encounter an insurmountable obstacle in the fact that 
an individual at the same time can belong and-with the exception 
of the most primitive tribesmen-really belongs to various collective 
entities. The problems raised by  the multiplicity of coexisting social 
units and their mutual antagonisms can be solved only by methodolog- 
ical individua1ism.l4 

14. See below, pp. 145-1 53, the critique of the collectivist theory of society. 
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I and We 
The Ego is the unity of the acting being. It is unquestionably given and 

cannot be dissolved or conjured away by any reasoning or quibbling. 
The We is always the result of a summing up which puts together two 

or more Egos. If somebody says I, no further questioning is necessary in 
order to establish the meaning. The same is valid with regard to the Thou 
and, provided the person in view is precisely indicated, with regard to the 
He. Rut if a rnan says We, further information is needed to denote who the 
Egos are who are comprised in this We. It is always single individuals who 
say We; even if they say it in chorus, it yet remains an utterance of single 
individuals. 

The We cannot act otherwise than each of them acting on his own be- 
half. They can either all act together in accord; or one of them may act 
for them all. In the latter case the cooperation of the others consists in 
their bringing about the situation which makes one man's action effective 
for them too. Only in this scnsc does the officer of a social entity act for 
the whole; the individual members of the collective body either cause or 
allow a single man's action to concern them too. 

The endeavors of psychology to dissolve the Ego and to unmask it as an 
illusion are idle. The praxeological Ego is beyond any doubts. No  matter 
what a man was and what he may become later, in the very act of choosing 
and acting he is an Ego. 

From the pluralis logicus (and from the merely ceremonial pluralis 
nlajestaticus) wc must distinguish the pluralis gloriosus. If a Canadian who 
never tried skating says, "We are the world's foremost ice hockey players," 
or if an Italian boor proudly contends "We are the world's most eminent 
painters," nobody is fooled. But with refercnce to politicaI and economic 
problems the pluralis gloriosus evolves into the pluralis impcrialis and as 
such plays a significant role in paving the way for the acceptance of 
doctrines determining international economic policies. 

j. T h e  Principle of Methodological - Singularism - 

S o  less than from the action of an individual praxeologp begins its 
investigations from the individual action. It does not deal in vague 
terms with human action in general, but with concrctc action which 
a definite man has performed at a definite date and a t  a definite place. 
But, of course, it docs not concern itself with the accidental and 
environmental features of this action and with what  distinguishes it 
from all other actions, bu t  only with what is necessary and universal 
in its performance. 

T h e  phiIosophy of universalism has from time immemorial blocked 
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access to a satisfactory grasp of praxeological problems, and contem- 
porary universalists are utterly incapable of finding an approach to 
them. Universalism, collectivism, and conceptual reaIism see only 
wholes and universals. They speculate about mankind, nations, states, 
classes, about virtue and vice, right and wrong, about entire classes 
of wants and of commodities. They ask, for instance: Why is "the" 
value of "gold" higher than that of "iron"? Thus they never find 
solutions, but antinomies and paradoxes only. The best-known in- 
stance is the value-paradox which frustrated even the work of the 
classical economists. 

Praxeology asks: What happens in acting? What docs it mean to 
say that an individual then and there, today and here, at any time and 
at any place, acts? What results if he chooses one thing and rejects 
another? 

'The act of choosing is always a decision among various opportuni- 
ties open to the choosing individual. Man never chooses between 
virtue and vice, but only between two modes of action which we call 
from an adopted point of view virtuous or vicious. A man never 
chooses between "gold" and "iron" in general, but always only be- 
tween a definite quantity of gold and a definite quantity of iron. 
Every single action is strictly limited in its immediate consequences. 
If we want to reach correct conclusions, we must first of all look at 
these limitations. 

Human life is an unceasing sequence of single actions. But the single 
action is by no means isolated. It is a link in a chain of actions which 
together form an action on a higher level aiming at a more distant 
end. Every action has two aspects. It  is on the one hand a partial action 
in the framework of a further-stretching action, the performance of 
a fraction of the aims set by a more far-reaching action. I t  is on the 
other hand itself a whole with regard to the actions aimed at by the 
performance of its own parts. 

It depends upon the scope of the project on which acting man 
is intent 2t the instant whether the mare far-reaching actim er :, 
partial action directed to a more immediate end only is thrown into 
relief. There is no need for praxeology to raise questions of the type 
of those raised by Gestaltpsychologie. The road to the performance 
of great things must aIways lead through the performance of partial 
tasks. A cathedral is something other than a heap of stones joined to- 
gether. But the only procedure for constructing a cathedral is to lay 
one stone upon another. For the architect the whole project is the 
main thing. For the mason it is the single walI, and for the bricklayer 
the single stones. ?Vhat counts for praxeology is the fact that the 
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only method to achieve greater tasks is to build from the foundations 
step by  step, part by part. 

6. The Individual and Changing Features of 
Human Action 

The content of human action, i.e., the ends aimed at and the means 
chosen and applied for the attainment of these cnds, is determined 
by the personal qualities of every acting man. Individual man is the 
product of a long line of zoological evolution which has shaped his 
physiological inheritance. He is born the offspring and the heir of his 
ancestors, and the precipitate and sediment of all that his forefathers 
experienced are his biological patrimony. When he is born, he does 
not enter the world in general as such, but a definite environment. 
The innate and inherited biological qualities and a1 that life has 
worked upon him make a man what he is at any instant of his pilgrim- 
age. They are his fate and destiny. His will is not "free" in the 
metaphysical sense of this term. It is determined by his background 
and all the influences to which he himself and his ancestors were ex- 
posed. 

Inheritance and environment direct a man's actions. They suggest 
to him both the cnds and the means. H e  lives not simply as man in 
abstracto; he lives as a son of his family, his race, his people, and his 
age; as a citizen of his country; as a member of a definite social group; 
as a practitioner of a certain vocation; as a follower of definite reli- 
gious, metaphysical, philosophica1, and political ideas; as a partisan in 
many feuds and controversies. He does not himself create his ideas 
and standards of value; hc borrows them from other people. His 
ideology is what his environment enjoins upon him. Only very few 
men have the gift of thinking new and original ideas and of changing 
the traditional body of creeds and doctrines. 

Common man does not specdate about the great problems. With 
regard to them he relies upon other people's authority, he bchavcs 
as "every decent fellow must behave,'' he is like a sheep in the herd. 
It is precisely this intellectual inertia that characterizes a man as a 
common man. Yet the common man does choose. He chooses to adopt 
traditional patterns or patterns adopted by other people because he is 
convinced that this procedure is best fitted to achieve his own wel- 
fare. And he is ready to change his ideology and consequently his 
mode of action whenever he becomes convinced that this would 
better serve his own interests. 

Most of a man's daily behavior is simple routine. He performs 
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certain acts without paying special attention to them. He does many 
things because he was trained in his childhood to do them, because 
other people behave in the same way, and because it is customary 
in his environment. He acquires habits, he develops automatic re- 
actions. But he indulges in these habits only because he welcomes 
their effects. As soon as he discovers that the pursuit of the habitual 
way may hinder the attainment of ends considered as more desirable, 
he changes his attitude. A man brought up in an area in which the 
water is clean acquires the habit of heedlessly drinking, washing, 
and bathing. When he moves to a place in which the water is polluted 
by morbific germs, he will devote the most careful attention to proce- 
dures about which he never bothered before. He will watch himself 
permanently in order not to hurt himself by indulging unthinkingly 
in his traditionhl routine and his automatic reactions. The fact that 
an action is in the regular course of affairs performed spontaneously, 
as it were, does not mean that it is not due to a conscious volition aid 
to a deliberate choice. Indulgence in a routine which possibly could 
be changed is action. 

Yraxeology is not concerned with the changing content of acting, 
but with its pure form and its categorial structure. The study of the 
accidental and environmental features of human action is the task of 
history. 

7. T h e  Scope and the Specific Method of History 

The study of all the data of experience concerning hunlan action 
is the scope of history. The hjstorian collects and critically sifts all 
available documents. On the ground of this evidence he approaches 
his genuine task. 

It has been asserted that the task of history is to show how events 
actually happened, without imposing presupposirions and values 
(wertfrei, i.e., neutral with regard to all value judgments). The 
historian's report should be a faithful image of the past, an intellectuaI 
photograph, as it were, giving a complete and unbiased description of 
all facts. It  should reproduce before our intellectual eye the past with 
all its features. 

hTow, a real reproduction of the past would require a duplication 
not humanly possible. History is not an intellectual reproduction, but 
a condensed representation of the past in conceptual terms. The 
historian does not simply let the events speak for themselves. H e  ar- 
ranges them from the aspect of the ideas underlying the formation of 
the general notions he uses in their presentation. He does not report 
facts as they happened, but only relevant facts. He does not approach 
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the documents without presuppositions, but equipped with the whole 
apparatus of his age's scientific knowledge, that is, with all the teach- 
ings of contemporary logic, mathematics, praxcology, and natural 
sclence. 

It is obvious that the historian must not be biased by any prejudices 
and party tenets. Those writers who consider historical events as an 
arsenal of weapons for the conduct of their party feuds are not 
hisrorians but propagandists and apologists. They are not eager to 
acquire knowledge but to justify the program of their parties. They 
are fighting for the dogmas of a n~etaphysical, religious, national, po- 
litical, or social doctrine. They usurp the name of history for their 
writings as a blind in order to deceive the credulous. A historian 
must first of all aim at cognition. He must free himself from any 
partiality. He must in this sensc be neutral with regard to any value 
judgments. 

This postulate of Wertfieiheit can easily be satisfied in the field 
of the aprioristic science-logic, mathematics, and praxeology-and 
in the field of the experimental natural sciences. It is logically not 
difficult to draw a sharp line between a scientific, unbiased treat- 
ment of these disciplines and a treatmknt distorted by superstition, 
preconceived ideas, and passion. It is much more difficult to comply 
with the requirement of valuational neutrality in history. For the 
subject matter of history, the concrete accidental and environmental 
content of human action, is value judgments and their projection into 
the reality of change. At every step of his activities the historian 
is concerned with value judgments. The value judgments of the men 
whose actions he reports are the substratum of his investigations. 

It has been asserted that the historian himself cannot avoid judg- 
ments of value. No historian-not even the naive chronicler or news- 
paper reporter-registers all facts as they happen. He must discrim- 
inate, he must select some events which he deems worthy of being 
registered and pass over in silence other events. This choice, it is said, 
implies in itself a value judgment. It is necessarily conditioned by the 
historian's world view and thus not impartiaI but an outcome of pre- 
conceived ideas. History can never be anything else than distortion 
of facts; it can never be really scientific, that is neutral with regard 
to values and intent only upon discovering truth. 

There is, of course, no doubt that the discretion which the selection 
of facts places in the hands of the historian can be abused. It can and 
does happen that the historian's choice is guided by party bias. How- 
ever, the problems involved are much more intricate than this popu- 
lar doctrine would have us believe. Their solution must be sought on 
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the ground of a much more thorough scrutiny of the methods of 
history. 

In dealing with a historical problem the historian makes use of all 
the knowledge provided by logic, mathematics, the natural sciences, 
and especiaIly by praxeology. However, the mental tools of these 
nonhistorical disciplines do not suffice for his task. They are indis- 
pensable auxiliaries for him, but in themselves they do Aot make it 
possible to answer those questions he has to dcal with. 

The course of history is determined by the actions of individuals 
and by the effects of these actions. The  actions are determined by the 
value judgments of the acting individuals, i.e., the ends which they 
were eager to attain, and by  the means which they applied for the 
attainment of these ends. T h e  choice of the means is an outcome of 
the whole body of technological knowledge of the acting individuals. 
I t  is in many instances possible to appreciate the effects of the means 
applied from the point of view of praxcologv or of the natural 
sciences. But there remain a great many things for the elucidation of 
which no such help is available. 

The specific task of history for which it uses a specific method is 
the study of these value judgments and of the effects of the actions 
as far as they cannot be analyzed by  the teachings of a11 other branches 
of knowledge. The  historian's genuine problem is always to interpret 
things as they happened. But he cannot solve this problem on the 
ground of the theorems provided by all other sciences alone. There al- 
ways remains at the bottom of each of his problems something which 
resists analysis at the hand of these teachings of other sciences. It  is 
these individual and unique characteristics of each event which are 
studied by the zcnderstanding. 

The uniqueness or  individuality which remains a t  the bottom of 
cvcry historical fact, when a11 the means for its interpretation provided 
bv logic, mathematics, praxeology, and the natural sciences have been 
exhausted, is an ultimate datum. But whereas the natural sciences 
cannot say anything about their uitimate data than that they are 
wch, history can try to make its ultimate data intelligible. Although 
it is impossible to reduce them to their causes-they would not be 
rrltimatc data if such a reduction were possible-the historian can 
understand them because he is himself a human being. In the philoso- 
phy of Rergson this understanding is called an intuition, viz., "la 
sympathie par laquelle on se transporte a l'interieur d'un objet pour 
coi'ncider avcc ce clu'il a d'unique et par cons6quent d'inexprimable." l5 

German epistemology calls this act das spezifische Verstehen der 
15. Hcnri Bergson, La Pens& et le nzouaant (4th ed. Paris, 1934)~ p. 205. 
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Geisteswisscnschaften or simply Verstehen. It is the   net hod which all 
historians and a11 other people always apply in commenting upon hu- 
man events of the past and in forecasting future events. The discovery 
and the delimitation of understanding was one of the most important 
contributions of modern epistemology. It is, to bc sure, neither a proj- 
ect for a new science which does not yet exist and is to be founded 
nor the recommendation of a new method of procedure for any of 
the already existing sciences. 

The understanding must not be confused with approval, be it only 
conditional and circumstantial. The historian, the ethnologist, and 
the psychologist sometimes register actions which are for their feel- 
ings simply repulsive and disgusting; they understand them only as 
actions, i.e., in establishing the underlying aims and the technological 
and praxeoIogica1 methods applied for their execution. T o  under- 
stand an individual case does not mean to justify or to excuse it. 

Neither must understanding be confused with the act of aesthetic 
enjoyment of a phenomenon. Empathy (Einfiihlung) and under- 
standing are two radically different attitudes. It is a different thing, 
on the one hand, to understand a work of art historically, to deter- 
mine its place, its meaning, and its importance in the flux of events, 
and, on the other hand, to appreciate it emotionally as a work of art. 
One can look at a cathedral with the eyes of a historian. But one can 
look at the same cathedral either as an enthusiastic admirer or as an 
unaffected and indifferent sightseer. The same individuals are capable 
of both modes of reaction, of the aesthetic appreciation and of the 
scientific grasp of understanding. 

The understanding establishes the fact that an individual or a 
group of individuals have engaged in a definite action cmanating 
from definite value judgments and choices and aiming at definite 
ends, and that they have applied for the attainment of these ends 
definite means suggested by definite technological, therapeutical, 
and praxeological doctrines. It furthermore tries to appreciate the 
effects and the intensity of the effects brought about by an action; it 
tries to assign to every action its relevance, i.e., its bearing upon the 
course of events. 

The scope of understanding is the mental grasp of phenomena 
which cannot be totally elucidated by logic, mathematics, praxeology, 
and thc natural sciences to the extent that they cannot be cleared up 
by all these sciences. It must nevcr contradic; the teachings of these 
other branches of kn~wledge. '~ The real corporeal existence of the 

16. Cf. Ch. V. Langlois and Ch. Seignobos, Introduction to  the Study of His- 
tory, trans. by G. G. Berry (London, 19251, pp. 205-208. 
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devil is attested by innumerable historical doc~unents which are 
rather reliable in all other regards. NIany tribunals in due process of 
law have on the basis of the testimony of witnesses and the confes- 
sions of defendants established the fact that the devil had carnal 
intercourse with witches. However, no appeal to understanding 
could justify a historian's attempt to maintain that the devil really 
existed and interfered with human events otherwise than in the 
visions of an excited human brain. 

While this is generally admitted with regard to the natural sciences, 
there are some historians who adopt another attitude with regard to 
economic theory. They try to oppose to the theorems of economics 
an appeal to documents allegedly proving things incompatible with 
these theorems. They do not realize that complex phenomena can 
neither prove nor disprove any theorem and therefore cannot bear 
witness against any statement of a theory. Economic history is pos- 
sible only because there is an econon~ic theory capable of throwing 
light upon economic actions. If there were no economic theory, re- 
ports concerning economic facts would be nothing Inore than a col- 
lection of unconnected data open to any arbitrary interpretation. 

8. Conception and Understanding 

The task of the sciences of human action is the comprehension of 
the meaning and relevance of human action. They apply for this 
purpose two different epistemological procedures: conception and 
understanding. Conception is the mental tool of praxeology; under- 
standing is the specific mental tool of history. 

The cognition of praxeology is conceptual cognition. It refers to 
what is necessary in human action. It is cognition of universals and 
categories. 

The cognition of history refers to what is unique and individual in 
each event or class of events. It analyzes first each object of its studies 
with the aid of the mental tooh provided by all other sciences. Having 
achieved this preliminary work, it faces its own specific problem: 
the elucidation of the unique and individual features of the case by 
means of the understanding. 

As was mentioned above, it has been assertcd that history can never 
be scientific because historical understanding depcnds on the histori- 
an's subjective value judgments. Understanding, it is maintained, is 
only a euphemistic term for arbitrariness. The writings of historians 
are always one-sided and partial; they do not report the facts; they dis- 
tort them. 
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It is, of course, a fact that we have historical books written from 

various points of view. There are historics of the Reformation written 
from the Catholic point of view and others w-ritten from the Protestant 
point of view. There are "proIetarian" histories and "bourgeois" his- 
tories, Tory historians and Whig historians; every nation, party, and 
linguistic group has its own historians and its own ideas about history. 

But the problem which these differences of interpretation offer 
must not be confused with the intentional distortion of facts by propa- 
gandists and apologists parading as historians. Those facts which can 
be established in an unquestionable way on the ground of the source 
material available must be established as thp, preliminary work of the 
historian. This is not a field for understanding. It is a task to be ac- 
complished by the employment of the tools provided by all non- 
historical sciences. The phenomena are gathcred by cautious critical 
observation of the records availabk. As far as the theories of rne 
nonhistorical sciences on which the historian grounds his critical ex- 
amination of the sources are reasonably reliable and certain, there 
cannot be any arbitrary disagreement with regard to the establish- 
ment of the phenomena as such. What a historian asserts is either 
correct or contrary to fact, is either proved or disproved by the 
documents available, or vague becausc the sources do not provide us 
with sufficient information. The experts may disagree, but only on 
the ground of a reasonable interpretation of the evidence available. 
The discussion does not allow any arbitrary statements. 

However, the historians very often do not agree with regard to 
the teachings of the nonhistorical sciences. Then, of course, disagree- 
ment with regard to the critical examination of the records and to 
the conclusions to be drawn from them can ensue. An unbridgeable 
conflict arises. But its cause is not an arbitrariness with regard to the 
concrete historical phenomenon. It stems from an undecided issue 
referring to the nonhistorical sciences. 

An ancient Chinese historian could report that the emperor's sin 
brought about a catastrophic drought and that rain fcll again when 
the ruler had atoned for his sin. No modern historian would accept 
such a report. The underlying meteorological doctrine is contrary to 
uncontested fundamentals of contemporary natural science. But no 
such unanimity exists in regard to many theological, biological, and 
economic issues. Accordingly historians disagree. 

A supporter of the racial doctrine of Xordic-Aryanism will dis- 
regard as fabulous and simply unbelievable any report concerning in- 
tellectual and moral achievements of "inferior" races. He will treat 
such reports in the same way in which all modern historians deal 
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with the above-mentioned Chinese report. No agreement with re- 
gard to any phenomenon of the histov of Christianity can be attained 
between people for whom the gospeis are Holy Writ  and people in 
whose eyes they are human documents. Catholic and Protestant his- 
torians disagree about many questions of fact because they start 
from different theological ideas. A Mercantilist or Neo-Mercantilist 
must necessarily be at variance with an economist. An account of 
German monetary history in the years 1914 to 1 9 2 3  is conditioned 
by the author's monetary doctrines. The facts of the French Revolu- 
tion are presented in a quite different manner by those who believe 
in the sacred rights of the anointed king and those who hold other 
views. 

The historians disagree on such issues not in their capacity as 
historians, but in their application of the nonhistorical sciences to 
the subject matter of history. They disagree as agnostic doctors dis- 
agree in regard to the miracles of Lourdes with the members of the 
medical committee for the collection of evidence concerning these 
miracles. Only those who believe that facts write their own story 
into the tabula rasa of the human mind blame the historians for such 
differences of opinion. They faiI to realize that history can never be 
studied without presuppositions, and that dissension with regard to 
the presuppositions, i.e., the whole content of the nonhistorical 
branches of Itnowledge, must determine the establishment of historical 
facts. 

These presuppositions also determine the historian's decision con- 
cerning the choice of facts to be ~nentioned and those to be omitted 
as irrelevant. In searching for the causes of a cow's not giving milk 
a modern veterinarian will disregard entirely all reports concerning 
a witch's evil eye; his view would have been different three hundred 
years ago. In the same way the historian selects from the indefinite 
multitude of events that preceded the fact he is dealing with those 
which could have contributed to its emergence-or have delayed it 
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sciences, could not have influenced it. 
Changes in the teachings of the nonhistorical sciences consequently 

must involve a rewriting of history. Every generation must treat 
anew the same historical problems because they appear to it in a 
different light. The theological world view of older times led to a 
treatment of history other than the theorems of modern natural 
science. Subjective economics produces historica1 works very dif- 
ferent from those based on mercantilist doctrines. As far as divergences 
in the books of historians stem from these disagreements, they are 
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not an outcome of aIleged vagueness and precariousness in historical 
studies. They are, on the contrary, the result of the lack of unanimity 
in the realm of those other sciekes which are popularly called cer- 
tain and exact. 

T o  avoid any possible misunderstanding it is expedient to em- 
phasize some further points. The divergences referred to above 
must not be confused: 

I. With p~~rposeful ill-intentioned distortion of facts. 
2 .  With attempts to justify or to condemn any actions from a legal 

or moral point of view. 
3. With the merely incidental insertion of remarks expressing value 

judgments in a strictly objective representation of the state of affairs. 
A treatise on bacteriology does not lose its objectivity if the author, 
accepting the human viewpoint, considers the preservation of human 
life as an ultimate end and, applying this standard, labels effective 
methods of fighting germs good and fruitless methods bad. A germ 
writing such a book would reverse these judgments, but the material 
content of its book would not differ from that of the human bacteri- 
ologist. In the same way a European historian dealing with the 
Mongol invasions of the thirteenth century may speak of "favorable" 
and "unfavorable" events because he takes the standpoint of the 
European defenders of Western civilization. But this approval of one 
party's standard of value need not necessarily interfere with the 
material content of his study. It may-from the viewpoint of con- 
temporary knowledge-be absolutely objective. A Mongolian his- 
torian could endorse it completely but for such casual remarks. 

4. With a representation of one party's action in diplomatic or 
inilitarv antagonisms. The clash of conflicting groups can be dealt 
with from the point of view of the ideas, motives, and aims which im- 
pelled either side's acts. For a full comprehension of what happened 
it is necessary to take account of what was done on both sides. The 
outcome was the result of the interaction of both parties. But in 
order to understand their actions the historian must try to see things 
as they appeared to the acting men at the critical time, not only as 
we see them now from the point of view of our present-day knowl- 
edge. A history of ~incoln's poIicy in the weeks and months pre- 
ceding the outbreak of the Civil War is of course incomplete. But no 
historical study is complete. Regardless of whether the historian sym- 
pathizes with the Unionists or w-ith the Confederates or whether he is 
absolutely neutral, he can deal in an objective way with Lincoln's 
policy in the spring of 1861. Such an investigation is an indispensable 
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preliminary to answering the broader question of how the Civil War  
broke out. 

Now finally, having settled these problems, it is possible to attack 
the genuine question: Is there any subjective element in historical 
understanding, and if so, in what manner does it determine the re- 
sult of historical studies? 

As far as the task of understanding is to establish the facts that 
people were motivated by definite value judgments and aimed at 
definite means, there cannot be any disagreement among true his- 
torians, is., people intent upon cognition of past events. There may 
be uncertainty because of the insufficient information provided by  
the sources available. But this has nothing to do with understanding. 
It refers to the preliminary work to be achieved by the historian. 

But understanding has a second task to fulfill. It  must appraise the 
effects and the intensity of the effects brought about by an action; 
it must deal with the relevance of each motive and each action. 

Here we are faced with one of the main differences between physics 
and chemistry on the one band and the sciences of human action on 
the other. In the realm of physical and chemical events there exist 
(or, at least, i t  is generally assumed that there exist) constant rcla- 
tions between magnitudes, and man is capable of discovering these 
constants with a reasonable degree of precision by means of laboratory 
experiments. N o  such constant relations exist in the field of human 
action outside of physical and chemical technology and therapeutics. 
For some time economists believed that they had discovered such a 
constant relation in the effects of changes in the quantity of money 
upon commodity prices. I t  was asserted that a rise or fall in the 
quantity of money in circulation must result in proportional changes 
of commodity prices. Modern economics has clearly and irrefutably 
exposed the fallaciousness of this statcment.17 Those economists 
who want to substitute "quantitative economics" for what they call 
"qualitative economics" are utterly mistaken. There are, in the field 
of economics, no constant relations, and consequently no measure- 
ment is possible. If a statistician detcrrnines that a rise of 10 per cent 
in the supply of potatoes in Atlantis at a definite time was followed 
by a fall of 8 pcr cent in the price, he does not establish anything 
about what happened or may happen with a change in the supply of 
potatoes in another country or  at another ti~ne. H e  has not "measured" 
the "elasticity of demand" of potatoes. H e  has established a unique 
and individual historical fact. N o  intelligent man can doubt that the 

17. See below, pp. 408-410. 
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behavior of men with regard to potatoes and every other commodity 
is variable. Different individuals value the same things in a different 
way, and valuations change with the same individuals with changing 
conditions.ls 

Outside of the field of economic history nobody ever ventured to 
maintain that constant relations prevail in human history. It is a fact 
that in the armed conflicts fought in the past between Europeans 
and backward peoples of other races, one European soldier was 
usually a match for several native fighters. But nobody was ever 
foolish enough to "measurc" the magnitude of European superiority. 

T h e  impracticability of measurement is not due to the lack of 
technical methods for the establishment of measure. It is due to the 
absence of constant relations. If it were only caused by technical 
insufficiency, at least an approximate estimation would be possible 
in some cases, But the main fact is that there are no constant relations. 
Economics is not, as ignorant positivists repeat again and again, back- 
ward because it is not "quantitative." It is not quantitative and does 
not measure because there are no constants. Statistical figures refer- 
ring to economic events are historical data. They tell us what hap- 
pened in a nonrepeatable historical case. Physical events can be inter- 
preted on the ground of our knowledge concerning constant rela- 
tions established by experiments. E-Iistorical cvents are not open to 
such an interpretation. 

The historian can enumerate all the factors which cooperated 
in bringing about a known effect and all the factors which worked 
against them and may have resulted in delaying and mitigating the 
final outcome. But he cannot coordinate, except by understanding, 
the various causative factors in a quantitative way to the effects pro- 
duced. He cannot, except by understanding, assign to each of n factors 
its role in producing the effect P. Understanding is in the realm of 
history the equivalent, as it were, of quantitative analysis and measure- 
ment. 

Technology can tell us how thick a steel plate must be in order not 
to be pierced by a bullet fired at a distance of 300 yards from a 
Winchester rifle. I t  can thus answer the question why a man who 
took shelter behind a steel plate of a known thickness was hurt or 
not hurt by a shot fired. History is at a loss to explain with the same 
assurance why there was a rise in the price of milk of 10 per cent or 
why President Roosevelt defeated Governor Dewey in the election 
of 1944 or why France was from 1870 to 1940 under a republican 

18. Cf, below, p. 348. 
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constitution. Such problems do not allow any treatment other than 
that of understanding. 

To  every historical factor understanding tries to assign its reIevance. 
In the excrcise of understanding there is no room for arbitrariness 
and capriciousness. The freedom of the historian is limited bv his 
endeavor to provide a satisfactory explanation of reality. His guiding 
star must be the search for truth. But there necessarily enters into 
understanding an element of subjectivity. The understanding of 
the historian is always tinged with the marks of his personality. It 
reflects the mind of its author. 

The a priori sciences-logic, mathematics, and praxeology-aim at 
a knowledge unconditionally valid for all beings endowed with the 
logical structure of the human mind. The natural sciences aim at a 
cognition valid for a11 those beings which are not only endowed with 
the faculty of human reason but with human senses. The uniformity 
of human-logic and sensation bestows upon thesc branches of knowl- 
edge the character of universal validity. Such at least is the prin- 
ciple guiding the study of the physicists. Only in recent years have 
they begun to see the limits of their endeavors and, abandoning the 
excessive pretensions of older physicists, discovered the "uncertainty 
principle." They realize today that there are unobservables whose 
unobservability is a matter of cpistemological principle.lD 

Historical understanding can never produce results which must be 
accepted bv all men. Two historians who fully agree with regard 
to the teachings of the nonhistorical sciences and with regard to the 
cstabIishment of the facts as far they can be established without 
recourse to the understanding of relevance, may disagree in their 
understanding of the relevance of these facts. They may fully agree 
in establishing that the factors a, b, and c worked together in pro- 
ducing the effect P; nonetheless they can widely disagree with re- 
gard to the relcvance of the respective contributions of a, b, and c 
to the final outcome. As f3r as understanding aims at assigning its 
relevance to each factor, it is open to the influence of subjective judg- 
ments. Of course, these are not judqments of value, they do not ex- 
press preferences of the historian. They arc judgments of relevance.*O 

19. Cf. A. Eddington, T h e  Philosophy of Physical Science (New York, 1939), 
pp. 28-48. 

20. AS this i9 nor a dissertation on general epistemolopv, but the indispensable 
fwlndarion 06 a treatise of ecot.lo.nics. there is no need to stress the analoqies 
hetween rhe rmdersranding of historical relevance and the tasks to be accom- 
plished by a diagnosinq physician. The  epistemology of biology is outside of 
the scope of our inquiries. 



Human Action 

Historians may disagree for various reasons. They  may hold differ- 
ent views with regard to the teachings of the nonhistorical sciences; 
they may base their reasoning on a more or  less complete familiarity 
with the records; they may differ in the understanding of the motives 
and aims of the acting men and of the means applied by  them. All 
these differences are open to a settlement by "objective" reasoning; 
it is possible to  reach a universal agreement with regard t o  them. But 
as far as historians disagree with regard to  judgments of relevance it 
is i~npossibIe to  find a solution which a11 sane men must accept. 

T h e  intellectual methods of science do  not differ in kind from 
those applied by  the common man in his daily mundane reasoning. 
The  scientist uses the same tools which the layman uses; he merely 
uses them more skiIIful1~~ and cautiously. Understanding is not a 
privilege of the historians. It is everybody's business. In observing the 
conditions of his environment everybody is a historian. Everybody 
uscs understanding in dcaling with the uncertainty of future events 
to which he must adjust his own actions. T h e  distinctive reasoning 
of the speculator is an understanding of the relevance of the various 
factors determining future events. And-let us emphasize it  even at 
this early point of our  investigations-action necessarily always aims 
at futurc and therefore uncertain conditions and thus is always spec- 
ulation. Acting man looks, as it were, with the eyes of a historian 
into the future. 

Natural History and Human History 
Cosmogony, geology, and the history of biological changes are historical 

disciplines as they deal with unique events of the past. However, they 
operate exclusively with the epistemologica1 methods of the natural 
sciences and have no need for understanding. They must sometimes take 
recourse to  only approximate estimates of magnitudes. But such estimates 
are not judgments of relevance. They are a less perfect method of de- 
termining quantitative relations than is "exact" measurement. They must 
not be confused with the state of affairs in the field of human action which 
is characterized by the absence of constant relations. 

If we speak of history, what we have in mind is only the history of 
human action, whose specific mental tool is understanding. 

The assertion that modern naturaI science owes all its achievements to 
the experimental method is so~netimes assailed by referring to astronomy. 
Now, modern astronomy is ~3sentially an application of the physical laws, 
experimentally discovered on the earth, to the celestial bodies. In earlier 
days astronomy was mainly based on the assumption that the movements 
of the celestial bodies would not change their course. Copernicus and 
Kepler simply tried to guess in what kind of curve the earth moves around 
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the sun. As the circle was considered the "most perfect" curve, Copernicus 
chose it for his theory. Later, by similar guesswork, Iiepler substituted the 
ellipse for the circle. Only since Newton's discoveries has astronomy be- 
come a natural science in the strict sense. 

9. On Ideal Types  

History deals with unique and unrcpeatable events, with the ir- 
reversible flux of human affairs. A historical event cannot be described 
without reference to the persons involved and to the place and date 
of its occurrence. As far as a happening can be narrated without such 
a reference, it is not a historical event but a fact of the natural sciences. .- l h e  report that Professor X on February 20, 1945, performed a 
certain experiment in his laboratory is an account of a historical 
event. The  physicist believes that he is right in abstracting from the 
person of the experimenter and the date and place of the experiment. 
H e  relates only those circumstances which, in his opinion, are 
relevant for the production of the result achieved and, w-hen repeated, 
will produce the same result again. H e  transforms the historical event 
into a fact of the empirical natural sciences. H e  disregards the active 
interference of the experimenter and tries to imagine him as an in- 
different observer and relater of unadulterated reality. It  is not the 
task of praxeology to  deal with the epistemological issues of this 
philosophy. The  physicists themselves are at last on the way to dis- 
covering the flaw in the godlikeness they used to arrogate to them- 
selves. 

Although unique and unrepeatable, historicaI events have one com- 
mon feature: they are human action. History comprehends them as 
human actions; it conceives their meaning by  the instrumentality of 
praxeological cognition and understands their meaning in looking at 
their individual and unique features. What counts for history is al- 
ways the meaning of the men concerned: the meaning that they 
attach to the state of affairs they want to alter, the meaning they 
attach to their actions, and the meaning they attach to the effects 
produced by the actions. 

The  aspect from which history arranges and assorts the infinite 
lnultiplicity of events is their meaning. The  only principle which it 
applies for the systemization of its objects-men, ideas, institutions, 
social entities, and artifacts-is meaning affinity. According to mean- 
ing affinity it arranges the ekmcnts into ideal types. 

Ideal types are the specific notions employed in historical research 
and in the representation of its results. They are concepts of under- 
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standing. As such they are entirely different from praxeological cate- 
gorles and concepts and from the concepts of the natural sciences. 
An ideal type is not a class concept, because its description does not 
indicate the marks whose presence definitely and unambiguously 
determines class membership. An ideal type cannot be defined; it 
must be characterized by an enumeration of those features whose 
presence by and large decides whether in a concrete instance we are 
or are not faced with a specimen belonging to the ideal type in ques- 
tion. I t  is peculiar to the ideal type that not all its characteristics need 
to be present in any one example. Whether or not the absence of 
some characteristics prevents the inclusion of a concrete specimen 
in thc ideal type in question, depends on a relevance judgment by 
understanding. The ideal type itself is an outcome of an understand- 
ing of the motives, ideas, and aims of the acting individuals and of 
the means they apply. 

An ideal type has nothing at all to do with statistical means and 
averages. Most of the characteristics concerned are not open to a 
numerical determination, and for this reason alone they could not 
enter into a calculation of averages. But the main reason is to be seen 
in something else. Statistical averages denote the behavior of the 
members of a class or a type, already constituted by means of a def- 
inition or characterization referring to other marks, with regard 
to features not referred to in the definition or characterization. The 
membership of the class or type must bc known before the statistician 
can start investigating special features and use the result of this in- 
vestigation for the establishment of an average. W e  can establish 
the average age of the United States Senators or we can reckon 
averages concerning the behavior of an age class of the pppulation 
with regard to a special problem. But it is logically impossible to 
make the ~nembership of a class or type depend upon an average. 

S o  historical problem can be treated without the aid of ideal types. 
Even when the historian deals with an individual person or with a 
single event, he cannot avoid referring to idea1 types. If he speaks of 
Napoleon, he must refer to such ideal types as commander, dictator, 
revolutionary leader; and if he deals with the French Revolution he 
must refer to ideal types such as revolution, disintegration of an 
established regime, anarchy. It may be that the reference to an ideal 
type consists merely in rejecting its applicability to the case in ques- 
tion. But all historical events are described and interpreted by means 
of ideal types. The layman too, in dealing with events of the past or 
of the future, must always make use of ideal types and unwittingly 
always does so. 
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Whether or not the employment of a definite ideal type is expedient 
and conducive to an adequate grasp of phenomena can only be de- 
cided by understanding. It is not the ideal type which determines 
the moie of understanding; it is the mode of understanding that re- 
quires the construction and use of corresponding ideal types. 

The ideal types are constructed with the use of ideas and concepts 
dcveloped by all nonhistorical branches of knowledge. Every cogni- 
tion of history is, of course, conditioned by the findings of the other 
sciences, depends upon them, and must never contradict them. But 
historical knowledge has another subject matter and another method 
than these other sciences, and they in turn have no use for under- 
standing. Thus the ideal types must not be confused with concepts 
of the nonhistorical sciences. This is valid also with regard to the 
praxeological categories and concepts. They provide, to be sure, the 
indispensable mental tools for the study of history. However, they 
do not refer to the understanding of the unique and individual events 
which are the subject matter of history. An ideal type can therefore 
never be a simple adoption of a praxeological concept. 

I t  happens in many instances that a term used by praxeology to 
signify a praxeological concept serves to signify an ideal type for the 
historian. Then the historian uses one word for the expression of two 
diffcrent things. He applies the term sometimes to signify its prax- 
eological connotation, but more often to signify an ideal type. In 
the latter case the historian attaches to the word a meaning different 
from its praxeological meaning; he transforms it by transferring it to 
a different field of inquiry. The two terms connote different things; 
they are homonyms. The economic concept "entrepreneur" belongs 
to a stratum other than the ideal tvpe "entrepreneur" as used by 
economic history and descriptive economics. (On a third stratum 
lies the legal term "entrepreneur.") The economic term "entrepre- 
neur" is a precisely defined concept which in the framework of 
a theory of market economy signifies a clearly integrated func- 
tiG;;.21 The histGrica! idea! pn-w= " o n ~ ~ n n r n n o ~ . ~ "  AAPP nnt ;nol.rrln +ha 
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same members. hTobody in using it thinks of shoeshine boys, cab 
drivers who own their cars, small businessmen, and small farmers. 
\%'hat economics establishes with regard to entrepreneurs is rigidly 
valid for a11 members of the class without any regard to temporal and 
geographica1 conditions and to the various branches of business. What 
economic history establishes for its ideal types can differ according 
to the particular circumstances of various ages, countries, branches 
of business, and many other conditions. History has little use for a 

z I .  See below, pp. 252-256. 
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general ideal type of entrepreneur. I t  is more concerned with such 
types as: the American entrepreneur of the time of Jefferson, Ger- 
man heavy industries in the age of William 11, New England textile 
manufacturing in the last decades preceding the first World War, 
the Protestant haute finance of Paris, self-made entrepreneurs, and 
SO on. 

Whether the use of a definite ideal type is to be recommended or 
not depends entirely on the mode of understanding. I t  is quite com- 
rnon nowadays to employ two ideal types: Left-Wing Parties 
(Progressives) and Right-Wing Parties (Fascists). The  former in- 
cludes the Western democracies, some Latin American dictatorships, 
and Russian Bolshevism; the latter Italian Fascism and German Nazism. 
This typification is the outcome of a definite mode of understand- 
ing. Another mode would contrast Democracy and Dictatorship. 
Then Russian 13olshevism, Italian Fascism, and German ATazism be- 
long to the ideal type of dictatorial government, and the Western 
systems to the ideal type of democratic government. 

I t  was a fundamental mistake of the Historical School of Wirt- 
schaftliche Stnats.ruissenschaftElz in Germany and of Institutionalism 
in America to interpret economics as the characterization of the be- 
havior of an ideal type, the homo oeconomicus. According to this 
doctrine traditional or orthodox economics does not deal with the 
behavior of man as he really is and acts, but with a fictitious or  hypo- 
thetical image. I t  pictures a being driven exclusively by  "economic" 
motives, is., solely by the intention of making the greatest possible 
material or monetary profit. Such a being docs not have and never 
did have a counterpart in reality; it is a phantom of a spurious arm- 
chair philosophy. hTo man is exclusively motivated by the desire to 
become as rich as possible; many are not at all influenced by this 
*lean craving. I t  is vain to refer to such an illusory homunculus in 
dealing with life and history. 

Even if this really were the meaning of classical economics, the 
homo oeconomicus would certainly not be an ideal type. The  ideal 
type is not an embodiment of one side or  aspect of man's various aims 
2nd desires. I t  is always the representation of complex phenomena 
of reality, either of tnen, of institutions, or of ideologies. 

T h e  d~assical economists sought to explain the formation of prices. 
Thev were fully aware of the fact that prices are not a product of the 
actiGities of a special group of people, but the result of an interplay 
of all members of the market society. This was the meaning of their 
statement that demand and supply determine the formation of prices. 
However, the classical economists failed in their endeavors to pro- 



Epistemological Problem of Human Action 6 3 
vide a satisfactory theory of value. They were at a loss to find a 
soIution for the apparent paradox of value. They were puzzled by 
thc alleged paradox that "gold" is more highly valued than "iron," 
although the latter is more "useful" than the former. Thus they could 
not construct a general theory of value and could not trace back the 
~henomena of market exchange and of production to their ultimate 
sources, the behavior of the consumers. This shortcoming forced 
them to abandon their ambitious plan to develop a general theory of 
human action. They had to satisfy themselves with a theory explain- 
ing only the activities of the businessman without going back to the 
choices of everybody as the ultimate determinants. They dealt only 
with the actions of businessmen eager to buy in the cheapest market 
and to sell in the dearest. The consamer was left outside the field of 
their theorizing. Later the epigones of classical economics explained 
and justified this insufficiency as an intentional and methodologically 
necessary procedure. It was, they asserted, the deliberate design 
of the economists to restrict their investigations to only one aspect 
of human endeavor-namely, to the "economic" aspect. I t  was their 
intention to use the fictitious image of a man driven solely by "eco- 
nomic" motives and to neglect all others although they were fully 
aware of the fact that real men are driven by many other, "non- 
economic" motives. T o  deal with these other motives, one group of 
these interpreters maintained, is not the task of economics but of other 
branches of knowledge. Another group admitted that the treatment 
of these "noneconomic" motives and their influence on the formation 
of prices was a task of economics also, but they believed that it must 
be left to later generations. It will be shown at a later stage of our in- 
vestigations that this distinction between "economic" and "noneco- 
nomic" motives of human action is untcnabIe." At this point it is 
only important to realize that this doctrine of the "economic" side 
of human action utterly misrepresents the teachings of the'classical 
economists. They never intended to do what this doctrine ascribes 
co hem. Tney wanted to conceive the reai formarion of prices-not 
fictitious prices as they would be determined if men were acting under 
the sway of hypothetical conditions different from those really in- 
fluencing them. The prices they try to explain and do explain-al- 
though without tracing them back to the choices of the consumers 
-are real market prices. The demand and supply of which they 
speak are real factors determined by all motives instigating men to 
buy or to sell. What was wrong with their theory was that they did 
not trace demand back to the choices of the consumers; they licked 
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a satisfactory theory of demand. But it was not their idea that de- 
mand as they used this concept in their dissertations was exclusively 
determined by "economic" motives as distinguished from "noneco- 
nomic" motives. As they restricted their theorizing to the actions of 
businessmen, they did not deal with the motives of the ultimate con- 
sumers. Nonetheless their theory of prices was intended as an explana- 
tion of real prices irrespective of the motives and ideas instigating 
the consumers. 

Modern subjective economics starts with the solution of the ap- 
parent paradox of value. It neither limits its theorems to the actions 
of businessmen alone nor deals with a fictitious homo oeconomicus. 
It treats the inexorable categories of everybody's action. Its theorems 
concerning commodity prices, wage rates, and interest rates refer to 
all these phenomena without any regard to the motives causing 
people to buy or to sell or to abstain from buying or selling. It is 
time to discard entirely any reference to the abortive attempt to 
justify the shortcomings of older economists through the appeal to 
the homo oeconomicus phantom. 

10. The  Procedure of Economics 

The scope of praxeology is the explication of the category of hu- 
man action. All that is needed for the deduction of all praxeological 
theorems is knowledge of the essence of human action. I t  is a knowl- 
edge that is our own because we are men; no being of human descent 
that pathological conditions have not reduced to a merely vegetative 
existence lacks it. No  special experience is needed in order to compre- 
hend these theorems, and no experience. however rich, could disclose 
them to a being who did not know a priori what human action is. The 
only way to a cognition of these theorems is logical analysis of our 
inhereni knowledge of the category of action. W e  must bethink 
ourselves and reflect upon the structure of human action. Like logic 
and mathematics, praxeoiogicai itnowicdgc is in us; it does not come 
from without. 

All the concepts and theorems of praxeology are implied in the 
category of human action. The first task is to extract and to deduce 
them, t; expound their implications and to define the universal condi- 
tions of acting as such. Having shown what conditions are required 
by any action, one must go further and define-of course, in a 
categorial and formal sense-the less general conditions required for 
special modes of acting. It would be possible to deal with this second 
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task by delineating all thinkable conditions and deducing from them 
all inferences logically permissible. Such an ail-comprehensive system 
would provide a theory referring not only to human action as it is 
under the conditions and circumstances given in the real world in 
which man lives and acts. It wouId deal no less with hypothetical 
acting such as would take place under the unrealizable conditions of 
imaginary worlds. 

But the end of science is to know reality. It is not mental gymnastics 
or a logical pastime. Therefore praxeology restricts its inquiries to the 
study of acting under those conditions and presuppositions which 
are given in reality. It studies acting under unrealized and unrcaliz- 
able conditions only from two points of view. It deals with states of 
affairs which, although not real in the present and past world, could 
possibly become real at some future date. And it examines unreal 
and unrealizable conditions if such an inquiry is needed for a satisfac- 
tory grasp of what is going on under the conditions present in reality. 

However, this reference to experience does not impair the aprioristic 
character of praxeology and economics. Experience merely directs 
our curiosity toward certain problems and diverts it from other 
problems. It tells us what we should explore, but it does not tell us how 
we could proceed in our search for knowledge. Moreover, it is not 
experience but thinking alone which teaches us that, and in what 
instances, it is necessary to investigate unrealizable hypothetical con- 
ditions in order to conceive what is going on in the real world. 

The disutility of labor is not of a categorial and aprioristic char- 
acter. W e  can without contradiction think of a world in which labor 
does not cause uneasiness, and we can depict the state of affairs pre- 
vailing in such a world.23 But the real world is conditioned by the 
disutility of labor. Only theorems based on the assumption that 
labor is a source of uneasiness are applicable for the comprehension 
of what is going on in this world. 

Experience teaches that there is disutility of labor. But it does not 
teach it dlrectiy. There is no phenomenon that introduces itseif as 
disutility of labor. There are only data of experience which are inter- 
preted, on the ground of aprioristic knowledge, to mean that men 
consider leisure-i.e., the absence of labor-other things bcing equal, 
as a more desirable condition than the expenditure of labor. W e  see 
that men renounce advantages which they could get by working 
more-that is, that they arc ready to make sacrifices for the attain- 
ment of leisure. W e  infer from this fact that leisure is valued as a good 

23 .  See below, pp. 131-133. 
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and that labor is regarded as a burden. But for previous praxeological 
insight, we would never be in a position to reach this conclusion. 

A theory of indirect exchange and all further theories built upon 
it-as the theory of circulation credit-are applicable only to the 
interpretation of events within a world in which indirect exchange 
is practiced. In a world of barter trade only it would be mere in- 
tellectual play. It is unlikely that the economists of such a world, if 
economic science could have emerged at all in it, would have given 
any thought to the problems of indirect exchange, money, and all 
the rest. In our actual world, however, it is an essential part of eco- 
nomic theory. 

The fact that praxcology, in fixing its eye on the comprehension 
of reality, concentrates upon the investigation of those problems 
which are useful for this purpose, does not alter the aprioristic char- 
acter of its reasoning. But it marks the way in which economics, up 
to now the only elaborated part of praxeology, presents the results 
of its endeavors. 

Economics does not follow the procedure of logic and mathematics. 
It does not present an integrated system of pure aprioristic ratiocina- 
tion severed from any reference to reality. In introducing assump- 
tions into its reasoning, it satisfies itself that the treatment of the 
assumptions concerned can render useful services for the compre- 
hension of reality. It does not strictly separate in its treatises and mono- 
graphs pure science from the application of its theorems to the solu- 
tion of concrete historical and political problems. It adopts for the 
organized presentation of its results a form in which aprioristic theory 
and the interpretation of l~istorical phenomena are intertwined. 

It is obvious that this mode of procedure is enjoined upon eco- 
nomics by the very nature and essence of its subject matter. I t  has 
given proof of its expediency. However, one must not overlook the 
fact that the manipulation of this singular and logically somewhat 
strange procedure requires caution and subtlety, and that uncritical 
and superficial minds have again and again been led astray by care- 
less confusion of the two epistemologically different methods im- 
plied. 

There are no such things as a historical method of economics or 
a discipline of institutional economics. There is economics and there 
is economic history. The two must never bc confused. All theorems 
of economics are necessarily valid in every instance in which all the 
assumptions presupposed are given. Of course, they have no practical 
significance in situations where these conditions are not established. 
The theorems referring to indirect exchange are not applicable to 
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conditions where there is no indirect exchange. But this does not im- 
pair their validity.24 

The issue has been obfuscated by the endeavors of governments 
and powerful pressure groups to disparage economics and to defame 
the economists. Princes and democratic majorities are drunk with 
power. They must reluctantly admit that they are subject to the 
laws of nature. But they reject the very notion of economic law. Are 
they not the supreme legislators? Don't they have the power to crush 
every opponent? hTo war lord is prone to acknowledge any limits 
other than those imposed on him by a superior armed force: Servile 
scribblers are always ready to foster such complacency by expound- 
ing the appropriate doctrines. They call their garbled presumptions 
"historical economics." In fact, economic history is a long record of 
government policies that failed because they were designcd with a 
bold disregard for the laws of economics. 

It is impossible to understand the history of economic thought if 
one does not pay attention to the fact that economics as such is a 
challenge to the conceit of those in power. An economist can never 
be a favorite of autocrats and demagogues. With them he is always 
the mischief-maker, and the more they are inwardly convinced that 
his objections are well founded, the more they hate him. 

In the face of all this frenzied agitation it is expedient to establish 
the fact that the starting point of all praxeological and economic 
reasoning, the category of human action, is proof against any criticisms 
and objections. No  appeal to any historical or empirical considerations 
whatever can discover any fault in the proposition that men pur- 
posefully aim at certain chosen ends. No talk about irrationaIity, the 
unfathomable depths of the human soul, the spontaneity of the 
phenomena of life, automatisms, reflexes, and tropisms, can invali- 
date the statement that man makes use of his reason for the realiza- 
tion of wishes and desires. From the unshakable foundation of the 
category of human action praxeology and economics proceed step 
by step by means of discursive reasoning. Precisely defining assump- 
tions and conditions, they construct a system of concepts and draw 
all the inferences implied by logically unassailabIe ratiocination. With 
regard to the results thus obtained only two attitudes are possible: 
either one can unmask logical errors in the chain of the deductions 
which produced these results, or one must acknowledge their cor- 
rectness and validity. 

I t  is vain to object that life and reality arc not logical. Life and 

24. Cf. F. H.  Knight, The Ethics of Competition and Other Essays (New 
Yo& 1935) -  P- '39. 
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reality are neither logical nor illogical; they are simply given. But 
logic is the only tool available to man for the comprehension of both. 
It is vain to objcct that life and history are inscrutable and ineffable 
and that human reason can never penetrate to their inner core. The  
critics contradict thcmselves in uttering words about the ineffable and 
expounding theories-of course, spurious theories-about the nnfath- 
omable. There are many things beyond the reach of the human mind. 
Rut as far as man is able to attain any knowledge, howevcr limited, he 
can use only one avenue of approach, that opened by  reason. 

N o  less illusory are the endeavors to play off understanding against 
thc theorems of economics. The domain of historical understanding 
is exclusivcly the elucidation of those problems which cannot be 
entircly elucidated by the nonhistorical sciences. Understanding must 
ncver contradict the theories developed by the nonhistorical sciences. 
Understanding can never do anything but, on the one hand, establish 
the fact that pcople were motitrated by certain ideas, aimed at cer- 
tain ends, and applied certain means for the attainment of these ends, 
and, on the other hand, assign to the various historical factors their 
relevance so far as this cannot be achieved by the nonhistorical sci- 
cnccs. Understanding does not entitle the modern historian to assert 
that exorcism ever was an appropriate means to cure sick cows. 
Neither does it permit him to maintain that an cconomic law was 
not valid in ancient Rome or in the crnpire of the Incas. 

Man is not infallible. H e  searches for truth-that is, for the most 
adequate comprchcnsion of realitv as far as the structure of his mind 
and reason makes i t  accessible to him. Man can never become omnis- 
cient. H e  can never be absolutcly certain that his inquiries were not 
rnislcd and that what he considers as certain truth is not error. All 
that man can do is submit all his theories again and again to the most 
critical reexamination. This means for the economist to trace back 
all theorems to their unquestionable and certain ultimate basis, the 
category of human action, and to test by  the most careful scrutiny 
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under examination. It  cannot be contended that this procedure is 
a guarantee against error. But it is undoubtedly the most effective 
method of avoiding error. 

Praxeologp-and conseqnentlv economics too-is a deductive svs- 
tern. T t  draws its strength from the starting point of its deductions. 
from the category of action. N o  economic theorem can be considered 
sound that is not solidly fastened upon this foundation by an irrcfuta- 
t~ le  chain of rcasoning. A statement proclaimed without such a con- 
nection is arbitrary and floats in midair. It is impossible to deal with 



Epistemological Problems of Human Action 69 
a special segment of economics if one does not encase it in a complete 
system of action. 

The empirical sciences start from singular events and proceed from 
the unique and individual to the more universal. Their treatment is 
subject to specialization. They can deal with segments without pay- 
ing attention to the whole field. The economist must never be a 
specialist. Zn dealing with any probiem he must always fix his glance 
upon the whole system. 

Historians often sin in this respect. They are ready to invent 
theorems ad hoc. They sometimes fail to recognize that it is impossible 
to abstract any causal relations from the study of complex phenomena. 
Their pretension to investigate reality without any reference to what 
they disparage as preconceived ideas is vain. In fact they unwittingly 
apply popular doctrines long since unmasked as fallacious and contra. 
dictory. 

r I. The Limitations on Praxeological Concepts 

The praxeological categories and concepts are devised for the com- 
prehension of human action. They become self-contradictory and 
nonsensical if one tries to apply them in dealing with conditions dif- 
ferent from those of human life. The naive anthropomorphism of 
primitive religions is unpalatable to the philosophic mind. However, 
the endeavors of philosophers to define neatly the attributes of an 
absolute being, free from all the limitations and frailties of human 
existence, by the use of praxeological concepts, are no less question- 
able. 

Scholastic philosophers and theologians and likewise Theists and 
Deists of the Age of Reason conceived an absolute and perfect being, 
unchangeable, omnipotent, and omniscient, and yet planning and 
acting, aiming at ends and employing means for the attainment of 
these ends. But action can only be imputed to a discontented being, 
and repeated action only to a being who lacks the power to remove 
his uneasiness once and for all at one stroke. An acting being is dis- 
contented and therefore not almighty. If he were contented, he would 
not act, and if he were almighty, he would have long since radically 
removed his discontent. For an all-powerful being there is no pressure 
to choose between various states of uneasiness; he is not under the 
necessity of acquiescing in the lesser evil. Omnipotence would mean 
the power to achieve everything and to enjoy full satisfaction with- 
out being restrained by any limitations. But this is incompatible with 
the very concept of action. For an almighty being the categories of 



ends and means do not exist. He is above all human comprehension, 
concepts, and understanding. For the almighty being every "means" 
renders unlimited services, he can apply every "means" for the at- 
tainment of any ends, he can achieve every end without the employ- 
ment of any means. It is beyond the faculties of the human mind 
to think the concept of almightiness consistently to its ultimate logical 
consequences. The paradoxes are insoluble. Has the almighty being 
the power to achieve something which is immune to his later inter- 
ference? If he has this power, then there are limits to his might and 
he is no longer almighty; if he lacks this power, he is by virtue of this 
fact alone not almighty. 

Are omnipotence and omniscience compatible? Omniscience pre- 
supposes that all future happenings are already unalterably deter- 
mined. If there is omniscience, omnipotence is inconceivable. Impo- 
tence to change anything in the predetermined course of events would 
restrict the power of any agent. 

Action is a display of potency and control that are limited. It is 
a manifestation of man who is restrained by the circumscribed powers 
of his mind, the physiological nature of his body, the vicissitudes of 
his environment, and the scarcity of the external factors on which his 
welfare depends. It is vain to refer to the imperfections and weak- 
nesses of human life if one aims at depicting something absolutely 
perfect. The very idea of absolute perfection is in every way self- 
contradictory. The state of absolute perfection must be conceived 
as complete, final, and not exposed to any change. Change could 
only impair its perfection and transform it into a less perfect state; the 
mere possibility that a change can occur is incompatible with the 
concept of absolute perfection. But the absence of change-ix., per- 
fect immutability, rigidity and immobility-is tantamount to the ab- 
sence of life. Life and perfection are incompatible, but so are death 
and perfection. 

The living is not perfect because it is liable to change; the dead is 
not perfect because it does not live. 

The language of living and acting men can form comparatives and 
superlatives in comparing degrees. But absoluteness is not a degree; 
it is a limiting notion. The absolute is indeterminable, unthinkable and 
ineffable. It is a chimerical conception. There are no such things as 
perfect happiness, perfect men, eternal bliss. Every attempt to describe 
the conditions of a land of Cockaigne, or the life of the Angels, re- 
sults in paradoxes. Where there are conditions, therc are limitations 
and not perfection; there are endeavors to conquer obstacles, there 
are frustration and discontent. 
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After the philosophers had abandoned the search for the absolute, 
the utopians took it up. They weave dreams about the perfect state. 
They do not realize that the state, the social apparatus of compulsion 
and coercion, is an institution to cope with human imperfection and 
that its essential function is to inflict punishment upon minorities in 
order to protect majorities against the detrimental consequences of 
certain actions. With "perfect" men there would not he any need for 
compulsion and coercion. But utopians do not pay heed to human 
nature and the inalterable conditions of human life. Godwin thought 
that man might become immortal after the abolition of private 
property." Charles Fourier babbled about the ocean containing 
lemonade instead of salt water.20 Marx's economic system blithely 
ignored the fact of the scarcity of material factors of production. 
Trotsky revealed that in the proletarian paradise "the average human 
type will rise to the heights of an Aristotle, a Goethe, or a Marx. And 
above this ridge new peaks will rise." 27 

Nowadays the most popular chimeras are stabilization and security. 
We will test these catchwords later. 

25. William Godwin, A n  Enquiry Concerning Political Justice and Its InfTu- 
ence on General Virtue and Happiness (Dublin, 1793). 11, 393-403. 

26. Charles Fourier, 7'he'orie des quatre mouvernents (Oeuvres compl&tes, 3d 
ed. Paris, I 846), I, 43. 

27. Leon Trotsky, Literature and Revolution, trans. by R. Strunsky (London, 
w z s ) ,  p. 256. 



111. ECONOMICS AxD T H E  REVOLT AGAINST REASON 

I.  T h e  Revolt Against Reason 

I T is true that some philosophers were ready to overrate the power 
of human reason. They believed that man can discover by ratio- 

cination the final causes of cosmic events, the inherent ends the prirne 
mover aims at in creating the universe and determining the course of 
its evolution. 'They expatiated on the "Absolute" as if it were their 
pocket watch. They did not shrink from announcing eternal abso- 
lute values and from establishing moral codes unconditionally binding 
on all men. 

Then there was the long line of utopian authors. They drafted 
schemes for an earthly paradise in which pure reason alone should 
rule. They failed to realize that what they called absolute reason 
and manifest truth was the fancy of their own minds. They blithely 
arrogated to themselves infalIibility and often advocated intolerance, 
the violent oppression of all dissenters and heretics. 'They aimed at 
dictatorship either for themselves or for men who would accurately 
put their plans into execution. There was, in their opinion, no other 
salvation for suffering mankind. 

There was Hegel. He was a profound thinker and his writings are a 
treasury of stimulating ideas. But he was laboring under the delusion 
that Geist, the Absolute, revealed itself through his words. There was 
nothing in the universe that was hidden to Hegel. It was a pity- that 
his language was so ambiguous that it could be interpreted in various 
ways. The right-wing Hegelians interpreted it as an endorsement 
of the l'russian system of autocratic government and of the dog- 
mas of the Prussian Church. The left-wing Hegelians read out of it 
atheism, intransigent revolutionary radicalism, and anarchistic doc- 
trines. 

There was Auguste Comte. He knew precisely what the future had 
in store for mankind. And, of course, he considered himself as the 
supreme legislator. For example, he regarded astronomical studies as 
useless and wanted to prohibit them. He planned to substitute a new 
religion for Christianity, and selected a lady who in this new church 
was destined to replace the Virgin. Comte can be exculpated, as he 
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was insane in the full sense which pathology attaches to this term. But 
what about his followers? 

Many more facts of this kind could be mentioned. But they are 
no argument against reason, rationalism, and rationaIity. These dreams 
have nothing at all to  do with the question of whether or  not reason 
is the right and only instrument available for man in his endeavors to 
attain as much knowledge as is accessible to him. The  honest and 
conscicntious truth-seekcrs have never pretended that reason and 
scientific research can answer all questions. Thev were fully aware 
of the limitations imposed upon the human miid. They cannot be 
taxed with responsibility for the crudities of the philosophy of 
Haeckel and the simplism of the various materialist schools. 

The rationalist philosophers themselves were always intent upon 
showing the boundaries both of aprioristic theory and of empirical 
rcscarc11.l The first representative of British political economy, David 
Hume, the Utilitarians, and the American Pragmatists are certainly 
not guilty of having exaggerated the power of man to attain truth. I t  
would be more justifiable to blame the philosophy of the last two 
hundred years for too much agnosticism and skeptickm than for over- 
confidence in what could be achicved by the human mind. 

The revolt against reason, the characteristic mental attitude of our 
age, was not caused by a lack of modesty, caution, and sclf-examina- 
tion on the part of the philosophers. Neither was it due to failures in 
the evolution of modern naturaI science. The amazing achievements 
of technology and therapeutics speak a language which nobody can 
ignore. It  is hopeless to attack modern science, whether from the 
angle of intuitionism and mysticism, or from any other point of view. 
The  revolt against reason ;as directed against another target. It  did 
not aim at the natural sciences, but at economics. The  attack against 
the natural sciences was only the logically necessary outcome of the 
attack against economics. It  was impermissible to dethrone reason in 
one field only and not to question it in other branches of knowledge 
also. 

The great upheaval was born out of the historical situation existing 
in the middle of the nineteenth century. The economists had entirely 
demolished the fantastic delusions of the socialist utopians. The  de- 
ficiencies of the classical system prevented them from comprehending 
why every socialist plan must be unrealizable; but they knew enough 
to  demonstrate the futility of all socialist schemes produced up to their 
time. The  communist ideas were done for. The  socialists were abso- 

I .  Cf., for instance, Louis Rougier, Les Paralogismes du rationalisme (Paris, 
1920). 
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lutely unable to raise any objection to the devastating criticism of 
their schcmes and to advance any argument in their favor. It seemed 
as if socialism was dead forever. 

Only onc way could lead the socialists out of this impasse. They 
could attack logic and reason and substitute mystical intuition for 
ratiocination. It was the historical role of Karl Marx to propose this 
solution. Based on Hegcl's dialectic mysticism he blithely arrogated 
to hirnsclf thc ability to predict the futurc. Hegel pretended to know 
that Geist, in creating the universe, wanted to bring about the Prus- 
sian monarchy of Frederick William 111. But Marx was better in- 
formed about Geist's plans. He knew that the final cause of historical 
evolution was the establishment of the socialist millennium. Socialism 
is bound to comc "with thc inexorability of a law of nature." And as, 
according to Hegel, every later stage of history is a higher and better 
stage, there cannot be any doubt that socialism, the final and ultimate 
stage of mankind's evolution, will be perfect from any point of view. 
It is consequently useless to discuss the details of the operation of a 
socialist commonwealth. History, in due time, will arrange everything 
for the best. It  does not need the advice of mortal men. 

There was still the main obstacle to overcome: the devastating 
criticism of the economists. Marx had a solution at hand. Human rea- 
son, he assertcd, is constitutionally unfitted to find truth. The logical 
structure of mind is different with various social classes. There is no 
such thing as a universally valid logic. What mind produces can 
never be anything but "ideology," that is in the Marxian terminology, 
a set of ideas disguising the selfish interests of the thinlter's own social 
class. Hence, the "bourgeois" mind of the economists is utterly inca- 
pable of producing more than an apology for capitalism. The teach- 
ings of "bourgeois" science, an offshoot of "bourgeois" logic, are of 
no avail for the proletarians, the rising class destined to abolish all 
classes and to convert the earth into a Garden of Eden. 

Bur, of course, thc logic of the proletarians is not merely a class 
logic. '*The idcas of pro!e;ariaii logic are iiot prij i  ideas, but eman.a- 

D 

tions of logic pure and simple." Moreover, by virtue of a special 
privilegc, the logic of certain elect bourgeois is not tainted with the 
original sin of being bourgeois. Karl Marx, the son of a well-to-do 
lawyer, married to the daughter of a Prussian Junker, and his collabo- 
rator Frederick Engels, a wealthy textile manufacturer, never doubted 
that they themselves were above the law and, notwithstanding their 

2. Cf. Eugen Dietzgen, Briefe iiber Logik, speziell demokratisch-proletarische 
Logik (zd ed. Stuttgart, rgoj), p. I I 2. 
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bourgeois background, were endowed with the power to discover 
absolute truth. 

It is the task of history to describe the historical conditions which 
made such a crude doctrine popular. Economics has another task. 
I t  must analyze both Marxian polylogism and the other brands of 
polylogism formed after its pattern, and expose their fallacies and 
contradictions. 

2. The  Logical Aspect: of Polylogism 

Marxian polylogism asserts that the logical structure of mind is 
different with {he members of various social classes. Racial polylogism 
differs from Marxian polylogism only in so far as it ascribes to each 
race a peculiar IogicaI structure of mind and n~aintains that all 
members of a definite race, no matter what their class affiliation may 
be, are endowed with this peculiar logical structure. 

There is no need to enter here into a critique of the concepts social 
class and race as applied by these doctrines. It is not necessary to ask 
the @ ~ x i a n s  when and how a proletarian who succeeds in joining 
the ranks of the bourgeoisie changes his proIetarian mind into a bour- 
geois mind. I t  is superfluous to ask the racists to explain what kind 
of logic is peculiar to people who are not of pure racial stock. There 
are much more serious objections to be raised. 

Neither the Marxians nor the racists nor the supporters of any 
other brand of polyloaism ever went further than to declare that the 

4 
logical structure of mmd is different with various classes, races, or 
nations. They never ventured to demonstrate precisely in what the 
logic of the proletarians differs from the logic of the bourgeois, or in 
what the logic of the Aryans differs from the logic of the non-Aryans, 
or the logic of the Germans from the logic of the French or the British. 
In the eyes of the Marxians the Ricardian theory of comparative cost 
is spurious because Ricardo was a bourgeois. The German racists 
condemn the same theory because Ricardo was a Jew, and the Ger- 
man nationalists because he was an Englishman. Some German pro- 
fessors advanced all these three arguments together against the validity 
of Ricardo's teachings. How-ever, it is not enough to reject a theory 
whoIesaIe by unmasking the background of its author. What is wanted 
is first to expound a system of logic different from that applied by the 
criticized author. Then it would be necessary to examine the con- 
tested theory point by point and to show where in its reasoning in- 
ferences are made which-although correct from the point of view of 
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its author's logic-are invalid from the point of view of the prole- 
tarian, Aryan, or German logic. And finally, i t  should be explained 
what kind of conclusions the replacement of the author's vicious in- 
ferences by the correct inferences of the critic's own logic must lead 
to. As everybody knows, this never has been and never can be at- 
tempted by anybody. 

Then there is the fact that there is disagreement concerning es- 
sential problems among people belonging to the same class, race, or 
nation. Unfortunately there are, say the Nazis, Germans who do not 
think in a correct German way. But if a German does not always 
necessarily think as he should, but may think in the manner of a man 
equipped with a non-German logic, who is to dccidc which German's 
ideas are truly German and which un-German? Says the late Pro- 
fessor Franz Oppcnheimer: "The individual errs often in looking 
after his interests; a class never errs in the long run." This would 
suggest the infallibility of a majority vote. However, the Nazis 
rejected decision by majority vote as manifestly un-German. The  
Marxians pay lip service to the democratic principle of majority vote.4 
But whenever it comes to a test they favor minority rule, provided 
it is the rule of their own party. Let us remember how Lenin dis- 
persed by force the Constituent AssembIy elected, under the auspices 
of his own government. by universal franchise for men and women, 
because only about one-fifth of its members wcre Bolshevik. 

A consistent supporter of polylogism would have to maintain that 
ideas are correct because their author is a member of the right class, 
nation, or race. But consistency is not one of their virtues. Thus the 
Marxians are prepared to a s s ib  the epithet "prolctarian thinker" to 
everybody whose doctrines they approve. All the others they dis- 
parage eiiher as foes of their class or  as social traitors. Hitlcr was 
even frank enough to admit that the only method available for him 
to sift the true Germans from the mongrels and the aliens was to 
enunciate a genuinely German program and to sec who wcre ready 
c- -.. ....,...c :* 5 .% 2"-1. &":"-A -."- -.,L,-, l.,,1:1., F,,t..,," l... ,, ,,",, 
111 3 U  J  U L L  I L .  A C l d l n - I l d l l G U  l l l d l l  W I I U 3 G  L J U U l l ) '  l G d L U l G 3  11)' I I U  1 1 1 L d l l 3  1 t' 
fitted the prototype of the fair-haired Aryan master race, arrogated 
to himself the gift of discovering the only doctrine adequate to the 
German mind and of expelling from the raiksof the Germans all those 
who did not accept this doctrine whatever their bodily characteristics 

3. Cf. Franz Oppenheimer, System der Soziologie (Jena, 19261, 11, 559. 
4. It must be emphasized that the case for democracy is not based on the 

assumption that majorities are always right, still less that they are infallible. 
Cf. below,, pp. 1 4 ~ 1  j I. 

5. Cf. hn speech on the Party Convention in Nuremberg, September 3, 1933 
(Frankfurter Zeitung, September 4, 1933, P. 2). 
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might be. N o  further proof is needed of the insincerity of the whole 
doctrine. 

3 .  T h e  Praxeological Aspect of Polylogism 

An ideology in the Marxian sense of this term is a doctrine which, 
although erroneous from the point of view of the correct logic 
of the proletarians, is beneficial to the selfish interests of the class which 
has developed it. An ideology is objectivel~ vicious, but i t  furthers 
the interests of the thinker's class precisely bn account of its vicious- 
ness. Many Marxians believe that they have proved this tenet by 
stressing the point that people do not thirst for knowledge only for 
its own sake. The aim of the scientist is to pave the way for success- 
ful action. Theories are always developed with a view to practical 
application. There are no such things as pure science and the disinter- 
ested search for truth. 

For the sake of argument we may admit that every effort to attain 
truth is motivated by considerations of its practical utilization for 
the attainment of some end. But this does not answer the question 
why an "ideological"-i.e., a false-theory should render better serv- 
ice than a correct one. The  fact that the practical application of a 
theory results in the outcome predicted on the basis of this theory 
is universally considered a confirmation of its correctness. I t  is para- 
doxical to assert that a vicious theory is from any point of view more 
usefuI than a correct one. 

Men use firearms. In order to improve these weapons they devel- 
oped the science of ballistics. But, of course, precisely because they 
were eager to hunt game and to kill one another, a correct ballistics. A 
merely "ideologica1" ballistics would not have been of any use. 

For the Marxians the view that scientists labor for ltnowledge alone 
is nothing but an "arrogant pretense" of the scientists. Thus they 
declare that Maxwell was led to his theory of electromagnetic waves 
by the craving of business for  wireless telegraphs."t is of no relevance 
for the problem of ideology whether this is true or not. The  question 
is whether the alleged fact that nineteenth-century industriaIism con- 
sidered telegraphy without wires "the philosopher's stonc and the 
elixir of youth" impelled Maxwell to formulate a correct theory 
or an ideological superstructure of the selfish class interests of the 
bourgeoisie. There is no doubt that bacteriological research was in- 

6. Cf. I.ancelot Hogben, Science for the Citizen (New York, 1938), pp. 726- 
728. 

7. lbid., p. 726. 
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stigated not only by the desire to fight contagious diseases, but also 
by the desire of the producers of wine and of cheese to improve 
their methods of production. But the result obtained was certainly 
not "ideological" in the Marxian sense. 

What induced hlarx to invent his ideology-doctrine was the wish 
to sap the prestige of economics. He was fully aware of his impotence 
to refute the objections raised by the economists to the practicability 
of the socialist schemes. In fact he was so fascinated by the theoretical 
system of British classical economics that he firmly believed in its 
impregnability. He either never learned about the doubts that the 
classical theory of value raised in the minds of judicious scholars, or, 
if he ever heard of them, he did not comprehend their weight. His 
own economic ideas are hardly more than a garbled version of 
Ricardianism. When Jevons and Menger inaugurated a new era of 
economic thought, his career as an author of economic writings had 
already come to an end; the first volume of 13as Kapital had already 
been published several years previously. Marx's only reaction to the 
marginal theory of value was that he postponed the publication of the 
later volumes of his main treatise. They were made accessible to the 
public only after his death. 

In developing the ideology-doctrine Adarx exclusively aims at eco- 
nomics and the social philosophy of Ctilitarianism. His only inten- 
tion was to destroy the reputation of economic teachings which he 
was unable to refute by means of logic and ratiocination. He gave to 
his doctrine the form of a universal law valid for the whole historical 
age of social classes because a statement which is applicable only to 
one individual historical event could not be considered as a law. For 
the same reasons he did not restrict its validity to economic thought 
only, but included every branch of knowledge. 

The service which bourgeois economics rendered to the bour- 
geoisie was in Marx's eyes twofold. It aided then1 first in their fight 
against feudalism and royal despotism and then later again in their 
fight against the rising proletarian class. It provided a rational and 
moral justification for capitalist exploitation. It was, if we want to use 
a notion developed after Marx's death, a rationalization of the claims 
of the  capitalist^.^ The capitalists, in their subconsciousness ashamed 
of the mean greed motivating their own conduct and anxious to 
avoid social disapproval, encouraged their sycophants, the economists, 

8. Although the term rationalization is new, the thing itself was known long 
ago. Cf., for instance, the words of Benjamin Franklin: "So convenient a thing 
it is t o  be a reasonable creature, since it enables one t o  find or make a reason for 
every thing one has a mind to do." (Autobiography, ed. New York, 1944, P. 41.) 
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to proclaim doctrines which could rehabilitate them in public 
opinion. 

Now, recourse to the notion of rationalization provides a psycho- 
logical description of the incentives which impelled a man or a group 
of men to formulate a theorem or a whole theory. But it does not pred- 
icate anything about the validity or invalidity of the theory ad- 
vanced. If it is proved that the theory concerned is untenable, the 
notion of rationalization is a psychological interpretation of the 
causes which made their authors liable to error. But if we are not in a 
position to find any fault in the theory advanced, no appeal to the 
concept of rationalization can possibly explode its validity. If it were 
true that the economists had in their subconsciousness no design 
other than that of justifying the unfair claims of the capitalists, their 
theories could nevertheless be quite correct. There is no means to ex- 
pose a faulty theory other than to refute it by discursive reasoning and 
to substitute a better theory for it. In dealing with the theorem of 
Pythagoras or with the theory of comparative costs, we are not in- 
terested in the psychoIogica1 factors that impelled Pythagoras and 
Ricardo to construct these theorems, although these things may be 
important for the historian and the biographer. For science the only 
relevant question is whether or not these theorems can stand the test 
of rational examination. The social or racial background of their 
authors is beside the point. 

It is a fact that people in the pursuit of their selfish interests try to 
use doctrines more or less universally accepted by public opinion. 
Moreover, they are eager to invent and to propagate doctrines which 
they could possibly use for furthering their own interests. But this 
does not explain why such doctrines, favoring the interests of a 
minority and contrary to the interests of the rest of the people, are 
endorsed hy public opinion. N o  matter whether such "ideological" 
doctrines are the product of a "false consciousness," forcing a man 
to think unwittingly in a manner that serves the interests of his class, 
or whether they are the product of a purposeful distortion of truth, 
they must encounter the ideologies of other classes and try to sup- 
plant them. Then a rivalry between antagonistic ideologies emerges. 
The Marxians explain victory and defeat in such conflicts as an out- 
come of the interference of historical providence. Geist, the mythical 
prime mover, operates according to a definite plan. He leads man- 
kind through various preliminary stages to the final bliss of socialisnl. 
Every stage is the product of a certain state of technology; a11 its other 
characteristics are the necessary ideological superstructure of this 
technological state. .Geist causes man to bring about in due time 
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the technological ideas adequate to the stage in which he lives, and to 
realize them. All the rest is an outgrowth of the state of technology. 
The hand-mill made feudal society; the steam-mill made capitalis~n.~ 
Human will and reason play only an ancillary role in these changes. 
The inexorable law of historical development forces men-independ- 
ently of their wills-to think and to behave according to the patterns 
corresponding to the material basis of their age. Men fool themselves 
in bclicving that they are free to choose benveen various ideas and 
between what they call truth and error. They themselves do not 
think; it is historical providence that manifests itself in their thoughts. 

'l'his is a purely mystical doctrine. The only proof given in its sup- 
port is the recourse to Hegelian dialectics. Capitalist private property 
is the first negation of individual private property. It begets, with the 
inexorability of a law of nature, its own negation, namely common 
ownership of the means of production.10 However, a mystical doc- 
trine based on intuition does not lose its mysticism by referring to 
another no less mystical doctrine. This makeshift by no means an- 
swers the question why a thinker must necessarily deveIop an ideology 
in accordance with the interests of his class. For thc sake of argument 
we may admit that man's thoughts must result in doctrines beneficial 
to his interests. But are a rnan's interests necessarily identical with those 
of his whole class? Marx himself had to admit that the organization 
of the proletarians into a class, and consequently into a political 
party, is continually being upset again by the competition between 
the workers themselves.ll It  is an undeniable fact that there prevails 
an irreconcilable conflict of interests between those workers who are 
cmployed at union wage rates and those who remain unemployed 
because the enforcement of union rates prevents the demand for and 
the supply of labor from finding the appropriate price for meeting. 
It is no less true that the interests of the workers of the comparatively 
overpopulated countries and those of the comparatively underpopu- 
lated countries are antagonistic with regard to migration barriers. 
The statement that the interests of a!! prG!etar-ar,s uni fGrm!x~  vo"17;vp 

J "'I""' 
thc substitution of socialism for capitalism is an arbitrary postulate 
of Marx and the other socia!ists. It cannot be proved by the mere as- 
sertion that the socialist idea is the emanation of proletarian thought 
and thcrcfore certainly beneficial to the interests of the proletariat as 
such. 

9. "Le moulin i bras vous donnera la sociCtC avec le souzerain; le moulin 
vapeur, la sociktk avec le capitaliste industriel." (Marx, Misire de la philosophie 
(Paris and Brussels, 1847), p. 100. 

10 .  Marx, Das Kapital (7th ed. Hamburg, 1914). pp. 7 2 g 7 2 9 .  

r I .  T h e  Communist Manifesto, 1. 
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A popular interpretation of the vicissitudes of British foreign trade 
policies, based on the ideas of Sismondi, Frederick List, Man ,  and 
the German Historical School, runs this way: In the second part 
of the eighteenth century and in the greater part of the nineteenth 
century the class interests of the British bourgeoisie required a free 
trade policy. Therefore British political economy elaborated a free 
trade doctrine, and the British manufacturers oiganined a popular 
movement which finally succeeded in abolishing protective tariffs. 
Then later conditions changed. The  British bourgeoisie could no 
longer stand the competition of foreign manufacturing and badly 
needed protective tariffs. Consequently the economists substituted 
a theory of protection for the antiquated free trade ideology, and 
Great Britain returned to protectionism. 

The  first error in this interpretation is that it considers the "bour- 
geoisie'' as a homogeneous class composed of mcrnbcrs whose inter- 
ests are identical. A businessman is always under the necessity of ad- 
justing the conduct of his business to the institutional conditions of 
his country. In the long run he is, in his capacity as entrepreneur and 
capitalist, neither favored nor injured by tariffs or  the absence of 
tariffs. H e  will turn to the production of those commodities which 
under the given state of affairs he can most profitably produce. What  
may hurt or further his short-run interests are only changes in the 
institutional setting. But such changes do not affect the various 
branches of business and the various enterpriscs in the same way and 
t o  the same extent. A measure that benefits one branch or  enterprise 
may be detrimental to other branches or  entcrprises. What counts 
for a businessman is only a limited number of customs items. And 
with regard to these items the interests of various branches and firms 
arc mostly antagonistic. 

It is not true that in the years of the supremacy of free trade ideas 
the interests of all branches of British manufacturing were homogene- 
ous and could be uniformly favored by the abandonment of protec- . . , .  XT,, A - A  *I., ,,, -I.,- *I., n,:,:-L 
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icalIy far ahead of the plants of the rest of the world rcnder foreign 
competition innocuous for them. Today the American pIants enjoy 
a similar superiority. Nevertheless a great part of American manu- 
facturing believes that they badly need protection against the back- 
ward industries of other countries. 

The  interests of every branch or firm can be favored by 311 kinds 
of granted to it b y  the government. But if privileges are 
granted to the same extent t o  the other branches and firms, every 
businessman loses-not only in his capacity as consumer, but also in 
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his capacity as buyer of raw materials, half-finished products, ma- 
chines and other equipment-on the one hand as much as he profits 
on the other. Selfish group interests may impel a man to ask for 
protection for his own branch or firm. They can never motivate him 
to ask for universal protection for all branches or firms if he is not 
sure to be protected to a greater extent than the other industries or 
enterprises. 

Neither were the British manufacturers from the point of view of 
their class concerns more interested in the abolition of the Corn Laws 
than other British citizens. The landowners were opposed to the repeal 
of these laws because a lowering of the prices for agricultural 
products reduced the rent of land. A special class interest of the 
manufacturers can only be construed on the basis of the long since 
discarded iron law of wages and the no less untenable doctrine that 
profits are an outcome of the exploitation of the workers. 

Within a world organized on the basis of the division of labor, 
every change must in one way or another effect the short-run inter- 
ests of many groups. It is therefore always easy to expose every 
doctrine supporting an alteration of existing conditions as an "ideo- 
logical" disguise of the selfish interests of a special group of people. 
The main occupation of many present-day authors is such unmask- 
ing. Marx did not invent this procedure. It was known long before 
him. Its most curious manifestation was the attempts of some eight- 
eenth-century writers to explain religious creeds as a fraudulent de- 
ception on the part of the priests eager to gain power and wealth both 
for themselves and for their allies, the exploiters. The Marxians en- 
dorsed this statement in labeling religion "opium for the masses." l2 
It never occurred to the supporters of such teachings that where 
there are selfish interests pro there must necessarily be selfish inter- 
ests contra too. It is by no means a satisfactory explanation of any 
event that it favored a special class. The question to be answered is 
why the rest of the population whose interests it injured did not 
succeed ir? frCstratiEg the ende2vers of these favored h-7 it 

Y 
Every firm and every branch of business is in the short run inter- 

ested in increased sales of its products. In the long run, however, 
there prevails a tendency toward an equalization of returns in the 
various branches of production. If demand for the products of a 
branch increases and raises profits, more capital flows into it and 

12. The meaning that contemporary Marxism attaches to this phrase, viz., that 
the religious drug has been purposely administered to  the people, may have 
been the meaning of Marx too. But it was not implied in the passage in which 
-in 1843-Marx coined this phrase. Cf. R. P. Cascy, Religion in Rassia (New 
York, I 946), pp. 67-69. 
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the competition of the new enterprises cuts down the profits. Profits 
are by  no means higher in the sale of socially detrimental articles 
than in the sale of socially beneficial articles. If a certain branch of 
business is outlawed and those engaged in it risk prosecution, pcnalties, 
and imprisonment, gross profits must be high enough to compensate 
for  the risks involved. But this does not interfere with the height of 
net returns. 

The rich, the owners of the already operating plants, have no par- 
ticular class interest in the maintenance of free competition. They 
are opposed to confiscation and expropriation of their fortunes, but 
their vested interests are rather in favor of measures preventing new- 
comers from challenging their position. 'Those fighting for free enter- 
prise and free competition do not defend the interests of those rich 
today. They want a free hand left to unknown men who will be the 
entrepreneurs of tomorrow and whose ingenuity will make the life 
of coming generations more agreeable. They want the way left open 
to further economic improvements. They are the spokesmen of 
progress. 

T h e  nineteenth-century success of free trade ideas was effected 
by  the theories of classical economics. The  prestige of these ideas 
was so great that those whose selfish class interests they hurt could 
not hinder their endorsement by public opinion and their reahation 
by  legislative measures. lt is ideas that make history, and not history 
that makes ideas. 

I t  is useless to argue with mystics and seers. They base their as- 
sertions on intuition and are not prepared to submit them to rational 
examination. The  Marxians pretend that what their inner voice pro- 
claims is history's self-revelation. If other people do not hear this 
voicc, it is only a proof that they are not chosen. I t  is insolence that 
those groping in darkness dare to contradict the inspired ones. De- 
cency should impel them to creep into a corner and keep silent. 

~ o w e v e r ,  science cannot abstain from thinking although it is 
obvious that it will never succeed in convincing those who dispute 
the supremacy of reason. Science must emphasize that the appeal to 
intuition cannot settle the question which of several antagonistic 
doctrines is the right one and which are wrong. I t  is an undeniable fact 
that Marxism is not thc only doctrine advanced in our time. There 
arc other "ideologies" besides Marxism. The  hlarxians assert that the 
application of these other doctrines would hurt the interests of the 
many. But the supporters of these doctrines say precisely the same 
with regard to Marxism. 

Of course, the Marxians consider a doctrine vicious if their author's 
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background is not proletarian. But who is proletarian? Doctor Marx, 
the manufacturer and "exploiter" Engels, and Lenin, the scion of the 
Russian gentry, were certainly not of proletarian background. But 
I-Iitler and Mussolini were genuine proletarians and spent their youth 
in poverty. The  conflict of the Bolsheviks and the Mensheviks or  that 
between Stalin and Trotsky cannot be presented as class conflicts. 
They were conflicts between various sects of fanatics who called 
one another traitors. 

The  essence of Marxian philosophy is this: W e  are right because 
we are the spolrcsmen of the rising proletarian class. Discursive rea- 
soning cannot invalidate our teachings, for they are inspired by the 
supreme pourer that determincs the destiny of mankind. Our adver- 
saries are wrong because they lack the intuition that guides our 
minds. I t  is, of course, not their fault that on account of their class 
affiliation they are not equipped with the genuine proIetarian logic 
and are blinded by ideologies. The  unfathomable decrees of history 
that have elected us have doomed them. The  future is ours. 

4. Racial Polylogism 

Marxian polylogism is an abortive makeshift to salvage the un- 
tenable doctrines of socialism. Its attempt to substitute intuition for 
ratiocination appeals to popular superstitions. But it is precisely this 
attitude that places Marxian polylogism and its offshoot, the so- 
called "sociology of Itnowledge," in irreconcilable antagonism to 
science and reason. 

It  is different with the polylogism of the racists. This brand of 
polylogism is in agreement with fashionable, although mistaken, tend- 
encies in present-day empiricism. It  is an established fact that man- 
kind is divided into various races. The  races differ in bodily features. 
Materialist philosophers assert that thoughts are a secretion of the 
brain as bile is a secretion of the gall-bladder. It  would be inconsistent 
for them to reject beforehand the hypothesis that the thought-secre- 
tion of the various races may differ in essential qualities. The  fact that 
anatomy has not succeeded up to now in discovcring anatomical 
differences in the brain cells of various races cannot invalidate the 
doctrine that the logical structure of mind is different with different 
races. It  does not exclude the assumption that later research may dis- 
cover such anatomical peculiarities. 

Some ethnologists tell us that it is a mistake to speak of higher and 
lower civilizations and of an alleged backwardness of alien races. The  
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civilization of various races are different from the Western civiliza- 
tion of the peoples of Caucasian stock, but they are not inferior. Every 
race has its peculiar mentality. I t  is faulty to apply to the civilization 
of any of them yardsticks abstracted from the achievements of 
other races. Westerners call the civilization of China an arrested 
civilization and that of the inhabitants of New Guinea primitive bar- 
barism. But the Chinese and the natives of Kcw Guinea despise our 
civilization no less than we despise theirs. Such estimates are judg- 
ments of value and hence arbitrary. Those other races have a diffcrent 
structure of mind. Their civilizations are adequate to their mind as 
our civilization is adequate to our mind. W e  are incapable of com- 
prehending that what we call backwardness docs not appcar such 
to  them. It is, from the point of view of their logic, a better method 
of coming to a satisfactory arrangement with given natural condi- 
tions of life than is our progressivism. 

These ethnologists are right in emphasizing that it is not the task of 
a historian-and the ethnologist too is a historian-to express value 
judgments. Rut they are utterly mistaken in contending that these 
other races have been guided in their activities by motives other than 
those which have actuated the white race. The Asiatics and the 
Africans no less than the peoples of European descent have been eager 
t o  struggle successfully for survival and to use reason as the fore- 
most weapon in these endeavors. They have sought to get rid of the 
beasts of prey and of disease, to prevent famines and to raise the 
productivity of labor. There can be no doubt that in the pursuit of 
these aims they have been less successful than the whites. The  proof 
is that they aEc eager to profit from all achievements of the West. 
Those ethnologists would be right, if Mongols or Africans, tormentcd 
by  a painful disease, were to renounce the aid of a European doctor 
because their mentality or their world view led them to believe 
that it is better to suffer than to be relieved of pain. Mahatma Gandhi 
disavowed his whole philosophy when he cntered a modern hospital 
to  be treated for appendicitis. 

The  hTorth American Indians lacked the ingenuity to invent the 
wheel. The  inhabitants of the AIps were not keen knough to con- 
struct skis which would have rendered their hard life much more 
agreeable. Such shortcomings were not due to a mentality different 
from those of the races which had long since used whecls and skis; 
they were faihres, even when judged from the point of view of the 
Indians and the Alpine mountaineers. 

However, these considerations refer only to the motives determin- 
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ing concrete actions, not to the only relcvant problem of whether 
or not there exists between various races a difference in the logical 
structure of mind. It is precisely this that the racists assert.13 

W e  may refer to what has been said in the preceding chapters about 
the fundamentaI issues of the logical structure of mind and the 
categorial principles of thought and action. Some additional observa- 
tions will suffice to give the finishing stroke to racial polylogism and 
to any other brand of polylogism. 

The categories of human thought and action are neither arbitrary 
products of the human mind nor conventions. They are not outside 
of the universe and of the course of cosmic events. They are biological 
facts and have a definite function in life and rcality. They are in- 
struments in man's struggle for existence and in his endeavors to 
adjust himself as much as possible to the real state of the universe and 
to remove uneasiness as much as it is in his power to do so. They are 
therefore appropriate to the structure of thc external world and reflect 
properties of the world and of rcality. They work, and are in this 
sense true and valid. 

It is consequently incorrect to assert that aprioristic insight and 
pure reasoning do not convey any information about reality and the 
structure of the universe. The fundamental logical relations and the 
categories of thought and action are the ultimate source of all human 
knowledge. They are adequate to the structure of reality, they rcveal 
this structure to the human mind and, in this sense, they are for man 
basic ontological facts.14 W e  do not know what a superhuman in- 
teIlect may think and comprehend. For man every cognition is condi- 
tioned by the logical structure of his mind and ihplied in this struc- 
ture. I t  is precisely the satisfactory results of the empirical sciences 
and their practical application that evidence this truth. Within the 
orbit in which human action is able to attain ends aimed at there is no 
room left for agnosticism. 

If there had been races which had devdoped a different logical 
stixcyLire of they -would Elave failed in ;he use of reasoil as ail 
aid in the struggle for existence. The only means for survival that 
could have protected them against extermination would have been 
their instinctive reactions. Natural selection would have eliminated 
those specimens of such races that tried to employ their reasoning 
for the direction of behavior. Alone those individuals would have 
survived that rclied upon instincts only. This means that only those 

13. Cf. L. G. Tirala. Rasse, Geist und Seek (Munich, 193 j), pp. 190 ff. 
rq. Cf. Morris R. Cohen, Reason and Nature (New York, r q j r ) ,  pp. tor-zoj; 

A Preface to Logic (New Yorlc, rg44), PP. 4z-44,54-56,9tl I 80-187. 
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would have had a chance to survive that did not rise above the mental 
level of animals. 

The  scholars of the West have amassed an enormous amount of 
material concerning the high civilizations of China and India and the 
primitive civilizations of the Asiatic, American, Australian, and Afri- 
can aborigines. I t  is safe to say that all that is worth knowing about 
these races is known. But never has any supporter of polylogism tried 
to use these data for a description of the allegedly different logic of 
these peoples and civilizations. 

5 .  Polylogism and Understanding 

Some supporters of the tenets of Marxism and racism interpret the 
epistemological teachings of their parties in a peculiar way. They are 
ready to admit that the logical structure of mind is uniform for all 
races, nations, and classes. Marxism or racism, they assert, never in- 
tended to deny this undeniable fact. W7hat they really wanted to say 
was that historical understanding, aesthetic empathy, and value judg- 
ments are conditioned by a man's background. I t  is obvious that this 
interpretation cannot be supported on the basis of the writings of the 
champions of poIylogism. However, it must be analyzed as a doctrine 
of its own. 

There is no need to emphasize again that a man's value judgments 
and his choice of ends reflect his inborn bodily features and all the 
vicissitudes of his But it is a far cry from acknowlcdgment of 
this fact to the beIief that racial inheritance or class affiliation ulti- 
mately determines judgments of value and the choice of ends. The  
fundamental discrepancies in world view and patterns of behavior 
do  not correspond to differences in race, nationality, or class affilia- 
tion. 

There is hardIy any greater divergence in value judgments than 
that benveen the ascetics and those eager to enjoy life lightheartedly. 
An unbridgeable guif separates devout monks and nuns from the rest 
of mankind. But there have been people dedicated to the monkish 
ideals among all races, nations, classes, and castes. Some of them were 
sons and daughters of kings and wealthy noblemen, others were beg- 
gars. St. Francis, Santa Clara, and their ardent followers were natives 
of Italy, whose other inhabitants cannot be described as weary of 
temporal things. Puritanism was Anglo-Saxon, but so was the lascivi- 
ousness of the British under the Tudors, the Stuarts, and the Han- 
overians. The  nineteenth century's outstanding champion of asceti- 

15. Cf. above, pp. 4647.  
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cism was Count Leo Tolstoy, a wealthy member of the profligate Rus- 
sian aristocracy. Tolstoy saw the pith of the philosophy he attacked 
embodied in Beethoven's Kreutzer Sonata, a ~nasterpiece of the son 
of extremely poor parents. 

It is the same with aesthetic values. All races and nations have had 
both classic and romantic art. With all their ardent propaganda the 
Marxians have not succeedcd in bringing about a specifically prole- 
tarian art or literature. The "proletarian" writers, painters, and musi- 
cians have not created new styles and have not established new 
aesthetic values. What characterizes them is solely their tendency to 
call everything they detest "bourgeois" and everything they like 
"proletarian." 

Historical understanding both of the historian and of the acting 
man always reflects the personality of its author.1° But if the historian 
and the politician are imbued with the desire for truth, they will 
never let themselves be deluded by party bias, provided they are 
efficient and not inept. It  is immaterial whether a historian or a poli- 
tician considers the interference of a certain factor beneficial or 
detrimental. He cannot derive any advantage from underrating or 
overrating the relevance of one of the operating factors. Only clumsy 
would-be historians believe that they can serve their cause by distor- 
tion. The biographies of Napoleon I and 111, of Bismarck, Marx, 
Gladstone, and Disraeli, the most disputed personalities of the past 
century, widely disagree with regard to value judgments; but they 
hardly disagree in their understanding of the role played by these 
men. 

This is no less true of the statesman's understanding. What use 
could a champion of Protestantism derive from misunderstanding 
the tremendous power and prestige of Catholicism, or a liberal from 
misunderstanding the relevance of socialist ideas? In order to suc- 
ceed a politician must see things as they are; whoever indulges in 
wishful thinking will certainly fail. Judgments of relevance differ 
friiiii jiibginents of d u e  i i l  that they aim a t  the aI~praisai of a state 
of affairs not dependent on the author's arbitrariness. They are 
colored by their author's personality and can therefore never be unan- 
imously agreed upon by all people. But here again we must raise the 
question: What advantage could a race or class derive from an 
"ideological" distortion of understanding? 

As has already been pointed out, the serious discrepancies to be 
found in historical studies are an outcome of differences in the field 

16. Cf. above, pp. 57-58. 
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of the nonhistorical sciences and not in various modes of understand- 
ing. 

Today many historians and writers are imbued with the Marxian 
dogma that the realization of the socialist plans is both unavoidable 
and the supreme good, and that the labor movement is entrusted with 
the historical mission of accomplishing this task by a violent over- 
throw of the capitalist system. Starting from this tenet they take it 
as a matter of course that the parties of the "Left," the elect, in the 
pursuit of their policies, should resort to  acts of violence and to 
murder. A revolution cannot be consummated by peaceful methods. 
I t  is not worth while to dwell upon such trifles as the butchering of 
the four daughters of the last Tsar, of Leon Trotsky, of tens of thou- 
sands of Russian bourgeois and so on. "You can't make an omelet 
without breaking eggs"; why explicitly mention the eggs broken? 
But, of course, it is different if one of those assailed ventures to de- 
fend himself or even to strike back. Few only mention the acts of 
sabotage, destruction, and violence committed by strikers. But a11 
authors enlarge upon the attempts of railroad companies to protect 
thcir property and the lives of their officers and their customers 
against such onslaughts. 

Such discrepancies are due neither to judgments of value nor to 
differences in understanding. They are thc outcome of antagonistic 
theories of economic and historical evolution. If the coming of social- 
ism is unavoidabIe and can be achieved only by  revolutionary meth- 
ods, murders committed by the "progressives" are minor incidents 
of no significance. But the self-defense and counterattacks of the "re- 
actionaries" which can possibly delay the final victory of socialism 
are of the greatest importance. They are remarkable events, while 
the revolutionary acts are simply routine. 

6. The Case for Reason 

Judicious rationalists do not pretend that human reason can ever 
mala man omniscient. They are fully aware of the fact that, how- 
ever knowIedge may increase, there will always remain things ulti- 
matelv given and not liable to any further elucidation. But, they say, 
as farhs man is able to attain cognition, he must rely upon reason. The  
ultimate given is the irrational. The  knowable is, as far it is known al- 
ready, necessarily rational There is neither an irrational mode of 
cognition nor a science of irrationality. 

With regard to unsolved problen~s, various hypotheses are per- 
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missible provided they do not contradict logic and the uncontested 
data of experience. But these are hypotheses only. 

We do not know what causes the inborn diffcrences in human 
abilitics. Science is at a loss to explain why Newton and Mozart were 
full of creative genius and why most people are not. Bnt it is by all 
means an unsatisfactory answer to say that a genius owes his great- 
ness to his ancestry or to his race. The qucstion is precisely why such 
a man differs from his brothers and from the other members of his 
race. 

It is a little bit less faulty to attribute the great achievements of 
the white race to racial snperiority. Yet this is no more than a vague 
hypothesis which is at variance with the fact that the foundations of 
modern civilization were laid by pcoples of other races. We cannot 
Imow whcther or not at a later date other raccs will suppIant Western 
civjlization. 

However, such a hypothesis must be appraised on its own merits. 
Jt must not be condernnyd beforehand because the racists base on it 
their postulate that there is an irrcconcilahle conflict between various 
racial groups and that the superior races must enslave the inferior ones. 
Ricardo's law of association has long since discardcd this mistal\.cn 
interpretation of thc inequality of men.17 It is nonsensical to fiqht the 
racial hypothesis by negating obvious facts. It  is vain to denv that up 
to now certain races have contributed nothing or very Iittle to the 
development of civilization and can, in this sense, be called inferior. 

If somebody were eager to distill at any cost a grain of truth out 
of the Marxian teachings. he could say tha; emotions influence a man's 
reasoning very much. Nobody ever vcntured to deny this obvious 
fact, and ~ a i x i s m  cannot be credited with its discovcry. Rut it is 
without anv significance for epistemology. There are many sources 
both of success and of crror. It is the task of psychology to enumerate 
and to classify thcm. 

Envy is a widesprcad frailty. It is certain that many intellectuals 
envy thc higher income of prosperous businessmen and that these 
fcelings drive them toward socialism. They believe that the authori- 
ties of a socialist commonwealth would pa): them higher salaries than 
those that they earn under capitalism. But to provc the existcnce of 
this envy does not relieve science of the duty of making the most care- 
ful examination of the socialist doctrines. Scicntists are bound to deal 
with every doctrine as if its supporters were inspired by nothing 
else than thc thirst for knowledge. The various brands of polylogism 
substitute for a purely theorctical examination of opposite doctrines 

17. See below, pp. 158-163. 
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the unmasking of the background and the motives of their authors. 
Such a procedure is incompatible with the first principles of ratio- 
cination. 

It is a poor makeshift to dispose of a theory by referring to its his- 
torical background, to the "spirit" of its time, to the material condi- 
tions of the country of its origin, and to any personal qualities of its 
authors. A theory is subject to the tribunal of reason only. The yard- 
stick to be applied is always the yardstick of reason. A theory is either 
correct or incorrect. It may happen that the present state of our 
knowledge does not allow a decision with regard to its correctness or 
incorrectness. But a theory can never be valid for a bourgeois or an 
American if it is invalid for a proletarian or a Chinese. 

If the Marxians and the racists were right, it would be impossible 
to explain why those in power are anxious to suppress dissenting 
theories and to persecute their supporters. The very fact that there 
are intolerant governments and political parties intent upon out- 
lawing and exterminating dissenters, is a proof of the excellence of 
reason. It is not a proof of a doctrine's correctness that its adversaries 
use the police, the hangman, and violent mobs to fight it. But it is a 
proof of the fact that those taking recourse to violent oppression are 
in their subconsciousness convinced of the untenability of their own 
doctrines. 

It is impossible to demonstrate the validity of the a priori founda- 
tions of logic and praxeology without referring to these founda- 
tions themselves. Reason is an ultimate given and cannot be analyzed 
or questioned by itself. The very existence of human reason is a non- 
rational fact. The only statement that can be predicated with regard 
to reason is that it is the mark that distinguishes man from animals 
and has brought about everything that is specifically human. 

T o  those pretending that man would be happier if he were to 
renounce the use of reason and try to let himself be guided by intui- 
tion and instincts only, no other answer can bc given than an analysis 
of the rrracture of Immm society: In descdhing the genesis md.wnrk- 
ing of social cooperation, economics provides all the mformatlon re- 
quired for an ultimate decision between reason and unreason. If man 
reconsiders freeing himself from the supremacy of reason, hc must 
know what he will have to forsake. 



1V. A FIRST AhTALYSIS OF T H E  CATEGORY 

OF ACTION 

I .  Ends and Means 

T HE result sought by an action is called its end, goal, or aim. One 
uses these terms in ordinary speech also to signify intermediate 

ends, goals, or aims; these are points which acting man wants to at- 
tain only because he believes that he will reach his ultimate end, goal, 
or aim in passing beyond them. StrictIy speaking the end, goal, or 
aim of any action is always the relief from a felt uneasiness. 

A means is what serves to the attainment of any end, goal, or aim. 
Means are not in the given universe; in this universe there exist only 
things. A thing becomes a means when human reason plans to employ 
it for the attainment of some end and human action really employs 
it for this purpose. Thinking man sees the serviceableness of things, 
i.e., their ability to minister to his ends, and acting man makes them 
means. It is of primary importance to realize that parts of the ex- 
ternal world become means only through the operation of the human 
mind and i s  offshoot, human action. External objects are as such 
only phenomena of the physical universe and the subject matter of 
the natural sciences. It is human meaning and action which trans- 
form them into means. Praxeology does not deaI with the external 
world, but with man's conduct with regard to it. Praxeological reality 
is not the physical universe, but man's conscious reaction to the 
given state of this universe. Economics is not about things and tan- 
o i h l ~  mqterial r r h i n r t r .  ;+ ;c ahmat men the;" meanings and acdGns. b"'- "'"L"""' "" "U'", " 'U """"L """, L"-'L I . . ~ L L I . I . I  J 
Goods, commodities, and wealth and all the other notions of con- 
duct are not elements of nature; they are elements of human mean- 
ing and conduct. He who wants to deal with them must not look at 
the external world; he must search for them in the meaning of acting 
men . 

Praxeology and economics do not deal with human meaning and 
action as they should be or would be if all men were inspired by an 
absolutely valid philosophy and equipped with a perfect knowledge 
of technology. For such notions as absolute validity and omniscience 
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there is no room in the frame of a science whose subject matter is 
erring man. An end is everything which men aim at. A means is 
every thing which acting men consider as such. 

It is the task of scientific technology and therapeutics to explodc 
errors in their respective fields. It is the task of economics to expose 
erroneous doctrines in the field of social action. But if men do not 
follow the advice of science, but cling to their fallacious prejudices, 
these errors are reality and must be dealt with as such. Economists 
consider foreign exchange control as inappropriate to attain the ends 
aimed at by those who take recourse to it. However, if public opinion 
does not abandon its delusions and governments consequently resort 
to foreign exchange control, the course of events is determined by 
this attitude. Present-day medicine considers the doctrine of the 
therapeutic effects of mandrake as a fable. But as long as people took 
this fable as truth, mandrake was an economic good and prices were 
paid for its acquisition. In dealing with prices economics does not 
ask what things are in the eyes of other people, but only what they 
are in the meaning of those intent upon getting them. For it deals 
with real prices, paid and received in real transactions, not with prices 
as they would be if men were different from what they really are. 

Means are necessarily always limited, i.e., scarce with regard to 
the services for which man wants to use them. If this were not the 
case, there would not be any action with regard to them. Where man 
is not restrained by the insufficient quantity of things available, there 
is no need for any action. 

It is customary to call the end the ultimate good and the means 
goods. In applying this terminology economists mainly used to think 
as technologists and not as praxeologists. They differentiated be- 
tween free goods and economic goods. They called free goods things 
available in superfluous abundance which man does not need to  
economize. Such goods are, however, not the object of any action. 
They are general conditions of human welfare; they are parts of the 
natural environment in which man lives and acts. Only the economic 
goods are the substratum of action. They alone are dealt with in 
econon~ics. 

Economic goods which in themselves are fitted to satisfy human 
wants directly and whose serviceableness does not depend on the 
cooperation of other economic goods, are called consumers' goods or 
goods of the first order. Means which can satisfy wants only indirectly 
when complemcntcd by cooperation of other goods are called pro- 
duccrs' goods or factors of production or goods of a remoter or 
higher order. The services rendered by a producers' good consist 
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in bringing about, by the cooperation of complementary producers' 
goods, a product. This product may be a consumers' good; it may be 
a producers' good which when combined with other producers' goods 
will finally bring about a consumers' good. It is possible to think of the 
producers' goods as arranged in orders according to their proximity 
to the consumers' good for whose production they can be used. Those 
producers' goods which are nearest to the production of a consumers' 
good are ranged in the second order, and accordingly those which are 
used for the production of goods of the second order in the third order 
and so on. 

The purpose of such an arrangement of goods in orders is to pro- 
vide a basis for the theory of value and prices of the factors of pro- 
duction. It will be shown later how the valuation and the prices of 
the goods of higher orders are dependent on the valuation and the 
prices of the goods of lower orders produced by their expenditure. 
The first and ultimate valuation of external things refers only to 
consumers' goods. All other things are vaIued according to the part 
they play in the production of consumers' goods. 

It is therefore not necessary actually to arrange producers' goods 
in various orders from the second to the nth. It is no less superfluous to 
enter into pedantic discussions of whether a concrete good has to be 
called a good of the lowest order or should rather be attributed to one 
of the higher orders. Whether raw coffee beans or roast coffee beans 
or ground coffee or coffee prepared for drinking or only coffee pre- 
pared and mixed with cream and sugar are to be called a consumers' 
good ready for consumption is of no importance. It is immaterial 
which manner of speech we adopt. For with regard to the problem 
of valuation, all that we say about a consumers' good can be applied 
to any good of a higher order (except those of the highest order) if we 
consider it as a product. 

An economic good does not necessarily have to be embodied in a 
tangible thing. Nonmaterial economic goods are called services. 

2 .  T h e  Scale of Value 

Acting man chooses between various opportunities offered for 
choice. H e  prefers one alternative to others. 

It is customary to say that acting man has a scale of wants or values 
in his mind when he arranges his actions. On the basis of such a scale 
he satisfies what is of higher value, i.e., his more urgent wants, and 
leaves unsatisfied what is of lower value, i.e., what is a less urgent want. 
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There is no objection to such a presentation of the state of affairs. 
However, one must not forget that the scale of vaIues or wants mani- 
fests itself only in the reality of action. These scaIes have no inde- 
pendent existence apart from the actual behavior of individuals. The 
only source from which our knowIedge concerning these scales is de- 
rived is the observation of a man's actions. Every action is always 
in perfect agreement with the scale of values or wants because these 
scales are nothing but an instrument for the interpretation of a man's 
acting. 

Ethical doctrines are intent upon establishing scales of value ac- 
cording to which man should act but does not necessarily always act. 
They claim for themselves the vocation of telling right from wrong 
and of advising man concerning what he should aim at as the supreme 
good. They are normative disciplines aiming at the cognition of 
what ought to be. They are not neutral with regard to facts; they 
judge them from the point of view of freely adopted standards. 

This is not the attitude of praxeology and economics. They are 
fully awarc of the fact that the ultimate ends of human action are not 
open to examination from any absolute standard. Ultimate ends are 
ultimately given, they are purely subjective, they differ with various 
people and with the same people at various moments in their lives. 
Praxeology and economics deal with the means for the attainment of 
ends chosen by the acting individuals. They do not express any 
opinion with regard to such problems as whether or not sybaritism 
is better than asceticism. They apply to the means only one yard- 
stick, viz., whether or not they are suitablc to attain the ends at which 
the acting individuals aim. 

The notions of abnormality and perversity therefore have no place 
in economics. It does not say that a man is perverse because he prefers 
the disagreeable, the detrimental, and the painful to the agreeable, the 
beneficial, and the pleasant. It  says only that he is different from other 
people; that he likes what others detest; that he considers useful what 
other': want to avnid; chat he takes pleasure it: endwing pain which 
others avoid because it hurts them. The polar notions normal and 
perverse can be used anthropoIogically for the distinction between 
those who behave as most people do and outsiders and atypical ex- 
ceptions; they can be applied biologically for the distinction between 
those whose behavior preserves the vital forces and those whose be- 
havior is self-destructive; they can be appIied in an ethical sense for 
the distinction between those who behave correctly and those who 
act otherwise than they should. However, in the frame of a theoretical 
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science of human action, there is no room for such a distinction. Any 
examination of ultimate ends turns out to be purely subjective anc! 
therefore arbitrary. 

Value is the importance that acting man attaches to ultimate ends. 
Only to ultimate ends is primary and original value assigned. Means are 
valued derivatively according to their serviceableness in contributing 
to the attainment of ultimate ends. Their valuation is derived from the 
valuation of the respective ends. They are important for man only 
as far as they make it possible for him to attain some ends. 

Value is not intrinsic, it is not in things. It is within us; it is the 
way in which man reacts to the conditions of his environment. 

Neither is value in words and in doctrines. I t  is reflected in human 
conduct. I t  is not what a man or groups of men say about value that 
counts, but how they act. The  bombastic oratory of moraIists and 
the inflated pompousness of party programs are significant as such. 
But they influence the course of human events only as far as they 
really determine the actions of men. 

3 .  The Scale of Needs 

Notwithstanding all declarations to the contrary, the immense ma- 
jority of men aim first of all a t  an improvement of the material con- 
ditions of well-being. They want more and better food, better homes 
and clothes, and a thousand other amenities. They strive after abun- 
dance and health. Taking these goals as given, applied physiology tries 
to determine what means are best suited to provide as much sat- 
isfaction as possibIe. I t  distinguishes, from this point of view, be- 
tween man's "real" needs and imaginary and spurious appetites. It 
teaches people how they should act and what they should aim at as a 
means. 

The  importance of such doctrines is obvious. From his point of 
view the physiologist is right in distinguishing between sensible action 
and action contrary to purpose. Fie is right in contrasting judicious 
methods of nourishment from unwise methods. He may condemn 
certain modes of behavior as absurd and opposed to "real" needs. 
However, such judgments are beside the point for a science dealing 
with the reality of human action. Not what a man should do, but 
what he does, counts for praxeology and economics. Hygiene may be 
right or wrong in calling alcohol and nicotine poisons. But economics 
must explain the prices of tobacco and liquor as they are, not as they 
would be under different conditions. 

There is no room left in the field of economics for a scale of 
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needs different from the scale of values as reflected in man's actual 
behavior. Economics deals with real man, weak and subject to error 
as he is, not with ideal beings, omniscient and perfect as only gods 
could be. 

4. Action as an Exchange 

Action is an attempt to substitute a more satisfactory state of af- 
fairs for a less satisfactory one. W e  call such a wilIfully induced al- 
teration an exchange. A less desirable condition is bartered for a 
more desirable. What gratifies less is abandoned in order to attain 
something that pleases more. That which is abandoned is called the 
price paid for the attainment of the end sought. T h e  value of the 
price paid is calIed costs. Costs are equal to the value attached to the 
satisfaction which one must forego in order to attain the end aimed 
at. 

The  difference between the value of the price paid (the costs in- 
curred) and that of the goal attained is called gain or  profit or net 
yield. Profit in this primary sense is purely subjectivc, it is an increase 
in the acting man's happiness, it is a psychical phenomenon that can 
be neither measured nor weighed. There is a more and a less in the 
removal of uneasiness felt; but how much one satisfaction surpasses 
another one can onIy be felt; it cannot be establishcd and determined 
in an objective way. A judgment of value does not measure, it ar- 
ranges in a scale o i  degrees, it grades. I t  is expressive of an order of 
preference and sequencc, but not expressive of measure and weight. 
Only the ordinal numbers can be applied to it, but not the cardinal 
numbers. 

It  is vain to speak of any calculation of values. Calculation is pos- 
sible only with cardinal numbers. The  difference between the valua- 
tion of two states of affairs is entirely psychical and personal. It  is 
not open to any projection into the external world. It can be sensed 
only by the individual. I t  cannot be communicated or imparted to 
any fellow- man. It  is an intensive magnitude. 

~ h ~ s i o l o g y  and psychology have developed various methods by 
means of which they pretend to have attained a substitute for the 
unfeasible measurement of intensive magnitudes. There is no need 
for economics to enter into an examination of these rather question- 
able makeshifts. Their supporters themselves realize that they are not 
applicable to value judgments. But even if they were, they would not 
have any bearing on economic problems. For economics deals with 
action as such, and not with the psychicaI facts that result in definite 
actions. 
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It happens again and again that an action does not attain the end 

soughr. Sometimes the result, although inferior to  the end aimed at, 
is still an improvcmcnt when comparcd with the previous state of 
affairs; then therc is still a profit, although a smaller onc than that 
expcctcd. But it can happen that the action produces a statc of affairs 
less desirablc than the previous statc it  was intendcd to alter. Then 
the difference between the valuation of the rcsult and the costs in- 
curred is called loss. 



V. TIME 

I .  T h e  TemporaI Character of Praxeology 

T HE notion of change implies the notion of temporal sequence. A 
rigid, eternally immutable universe would be out of t h e ,  but 

i t  would be dead. The  concepts of change and of time are inseparably 
linked together. Action aims at change and is therefore in the 
temporal order. I-Iurnan reason is even ~ncapable of conceiving the 
ideas of timeless existence and of timeless action. 

H e  who acts distinguishes between the time before the action, 
the time absorbed by the action, and the time after the action has 
been finished. H e  cannot be neutral with regard t o  the lapse of 
time. 

Logic and mathematics deal with an ideal system of thought. T h e  
relations and implications of their system are coexistent and interdc- 
pendent. W e  may say as n-cll that thev are synchronous or that they 
are out of time. A pcrfect mind coulc< grasp them all in one thought. 
Man's inability t o  accomplish this n~altcs thinking itself an action. pro- 
ceeding step by step from the less satisfactory state of insufficient 
cognition to the more satisfactory state of better insight. But the 
temporal order in which knowledge is acquired must not be confused 
with the logical simultaneity of a11 parts of this aprioristic deductive 
svstein. Within this systcm the notions of anteriority and consequence 
a& metaphorical only. They  d o  not refer to  the svstem, but to our 
action in grasping it. T h e  system itself implies neithkr the category of 
time nor that of causality. There is functional correspondence be- 
tween elements, but there is neither cause nor effect. 

What  distinguishes the praxeological svstem from the logical sys- 
tem epistemologically is precisely that it implies the categories both of 
timc and of causality. T h e  praxeological system too is aprioristic and 
deductive. As a svstem it is out of time. But change is one of its ele- 
ments. T h e  notions of sooner and later and of cause and effect are 
among its constituents. Anteriority and consequence are essential 
concepts of praxeological reasoning. So is the irreversibility of events. 
In  the frame of the praxeological system any reference to  functionaI 
correspondence is no less metaphbrical and misleading than is the 
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reference to anteriority and consequence in the frame of the logical 
system.' 

2 .  Past, Present, and Future 

11 is acting that provides man with the notion of tirne and makes 
him aware of the flux of time. The idea of time is a praxeological 
category. 

Action is always directed toward the future; it is essentially and 
necessarily always a planning and acting for a better future. Its aim 
is always to render future conditions more satisfactory than they 
would be without the interference of action. The uneasiness that 
inipels a man to act is caused by a dissatisfaction with expected future 
conditions as they would probably develop if nothing were done to 
alter them. In  any case action can influence only thc future, never 
the present that with every infinitesimal fraction of a second sinks 
down into the past. Man becomes conscious of time when he plans to 
convert a less satisfactory present state into a more satisfactory future 
state. 

For contcmplative meditation time is merely duration, "la dude 
pure, dont l'tcoulement est continu, et oh 1,011 passe, par gradations 
insensibles, d'un Ctat i l'autrc: ContinuitC rkellement vkcue." The 
"now" of the present is continualIy shifted to the past and is retained 
in the memory only. Reflecting about the past, say the philosophers, 
man becomes aware of t i n ~ e . ~  However, it is not recollection that 
conveys to man the categories of change and of time, but the will 
to improve the conditions of his life. 

'Time as we measure it by various mechanical devices is always 
past, and time as the philosophers use this concept is always either 
past or future. The present is, from these aspects, nothing but an 
ideal boundary line separating the past from the future. But from 
the praxeological aspect there is between the past and the future a 

cxten,je'; preseiic. Acdoii is .as in rhe Tea: present becaiise 
it utilizes the instant and thus embodies its real it^.^ Later retrospective 

I. In a treatise on economics there is n o  need to enter into a discussion of the 
endeavors to  construct mechanics as an axiomatic system in which the concept 
of function is substituted for that of cause and effect. It  will be shown later that 
axiomatic mechanics cannot serve as a model for the treatment of the economic 
system. Cf. below, pp. 351-354. 

2. I-Ienri Bergson, Matidre et mimoire (7th ed. Paris, I ~ I I ) ,  p. 205. 

3. Edmund Husserl, "Vorlesungen zur Phanomenologie des inneren Zeit- 
bewusstseins," Jahrbucb fur Philosophie and Phiinomenologische Forschung, 
IX (1928) ,  391 ff.; A. Schiitz, loc. cit., pp. 45 ff. 

4. "Ce que j'appelle mon present, c'est mon attitude vis-his  de l'avenir im- 
midiat, c'est mon action imminente." Bergson, op. cit., p. 1 5 2 .  
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reflection discerns in the instant passed away first of all the action 
and the conditions which it offered to action. That which can no 
longer be done or consumed because the opportunity for it has 
passed away, contrasts the past wi:h the present. That which cannot 
yet be done or consumed, because the conditions for undertaking it 
or the time for its ripening have not yet come, contrasts the future 
with the past. The present offers to acting opportunities and tasks 
for which it was hitherto too early and for which it will be hereafter 
too late. 

The present qua duration is the continuation of the conditions and 
opportunities given for acting. Every kind of action requires special 
conditions to which it must be adjusted with regard to the aims 
sought. The concept of the present is therefore different for various 
fields of action. It has no reference whatever to the various methods 
of measuring the passing of time by spatial movements. The present 
encloses as much of the time passed away as still is actual, i.e., of 
importance for acting. The present contrasts itself, according to the 
various actions one has in view, with the Middle Ages, with the nine- 
teenth century, with the past year, month, or day, but no less with 
the hour, minute, or second just passed away. If a man says: Nowa- 
days Zeus is no longer worshiped, he has a present in mind other than 
that the motorcar driver who thinks: Now it is still too early to 
turn. 

As the future is uncertain it always remains undecided and vague 
how much of it we can consider as now and present. If a man had 
said in I 91 j : At present-now-in Europe freedom of thought is 
undisputed, he would have not foreseen that this present would very 
soon be a past. 

3 .  The Economization of Time 

Man is subject to the passing of time. He comes into existence, 
grows, becomes old, and passes away. His time is scarce. He must 
economize it as he does other scarce factors. 

The economization of time has a peculiar character because of 
the uniqueness and irreversibility of the temporal order. The impor- 
tance of these facts manifests itself in every part of the theory of 
action. 

Only one fact must be stressed at this point. The economization of 
time is independent of the economization of economic goods and serv- 
ices. Even in the land of Cockaigne man would be forced to economize 
time, provided he were not immortal and not endowed with eternal 
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youth and indestructible health and vigor. Although all his appetites 
could be satisfied immediately without any expenditure of labor, he 
would have to arrange his time schedule, as there are states of satis- 
faction which are incompatible and cannot be consummated at the 
same time. For this man, too, time would be scarce and subject to the 
aspect of sooner and later. 

4. The Temporal Relation Between Actions 

Two actions of an individual are never synchronous; their temporal 
relation is that of sooncr and later. Actions of various individuals can 
be considered as synchronous only in the light of the physical ~neth- 
ods for the measurement of time. Synchronism is a praxeological 
notion only wirh regard to the concerted efforts of various acting 
men.s 

A man's individual actions succeed one another. They can never be 
effected at the same instant; they can only follow one another in 
more or less rapid succession. There arc actions which serve several 
purposes at one blow. It would be misleading to refer to them as a 
coincidence of various actions. 

People have oftcn failcd to recognize the meaning of the tern1 
"scale of value" and have disregarded the obstacles preventing the 
assun~ption of synchronism in the various actions of an individual. 
They have interpreted a man's various acts as the outcome of a scale 
of value, independent of these acts and preceding them, and of a 
previously devised plan whose realization they aim at. The scale of 
value and the plan to which duration and in~mutability for a certain 
period of time wcre attributed, were hypostasized into the cause 
and motive of the various individual actions. Synchronism which 
could not be asserted with regard to various acts was then easily 
discovered in the scale of value and in the plan. But this overlooks the 
fact that the scale of value is nothing but a constructed tool of thought. 
The scale of value manifests itself only in real acting; it can be dis- 
cerned only from the observation of real acting. I t  is therefore im- 
permissible to contrast it with real acting and to use it as a yardstick 
for the appraisal of real actions. 

It is no less impermissible to differentiate between rational and 
allegedly irrational acting on the basis of a comparison of real acting 
with earlier drafts and plans for future actions. It may be very in- 

5. In order to  avoid any possible misunderstanding it may be expedient to 
emphasize that this theorem has nothin at all to do with Einstein's theorem con- 
cerning the temporal relation of spatiaty distant events. 
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teresting that yesterday goals were set for today's acting other than 
those really aimed at today. But yesterday's pIans do not provide us 
with any more objective and nonarbitrary standard for the appraisal 
of today's real acting than any other ideas and norms. 

Thc  attempt has been made to attain the notion of a nonrational 
action by this reasoning: If a is preferred to b and b to c, logically a 
should be preferred to c. BLI~ if actually c is preferred to a, we are 
faced with a mode of acting to which we cannot ascribe consistency 
and rational it^.^ This reasoning disregards the fact that two acts of 
an individual can never be synchronous. If in one action a is prefcrred 
to b and in another action b to c, it is, howevcr short the interval be- 
tween the nvo actions may be, not permissible to construct a uniform 
scale of value in which n precedcs h and b precedes c. Nor  is it per- 
missible to consider a later third action as coincident with the two 
previous actions. A11 that the example proves is that vaIue judgments 
are not immutable and that therefore a scale of value, which is ab- 
stracted from various, necessarily nonsynchronous actions of an in- 
dividual, may bc self-c~ntradictory.~ 

Onc must not confuse the logical concept of consistency (viz., ab- 
sence of contradiction) and the praxeological concept of consistency 
(viz., constancy or clinging to the same principles). Logical con- 
sistency has its place only in thii-king, constancy has its place only 
in acting. 

Constancy and rationality are entirely different notions. If one's 
valuations have changed, unremitting faithfulness to the once espoused 
principles of action merely for the sake of constancy would not be 
rational but simply stubborn. Only in one respect can acting be con- 
stant: in preferring the more valuablc to the less valuable. If the valu- 
ations changc, acting must change also. Faithfulness, under changed 
conditions, to an old plan would be nonsensical. A logical system must 
be consistent and free of contradictions because it impIies the coex- 
istence of all its parts and theorems. In acting, which is necessarily 
in the temporal order, there cannot be any question of such con- 
sistency. Acting must be suited to purpose, and purposefulness re- 
quires adjustment to changing conditions. 

Presence of mind is considercd a virtue in acting man. A man has 
presence of mind if he has the ability to think and to adjust his acting 
so quickly that the interval between thc emergence of new conditions 

6. Cf. Felix Kaufmann, "On the Subject-Matter of Economic Science," Eco- 
nomica, XIII, 390. 

7. Cf. Ph. Wicksteed. The Commonsense o f  Political Economy, ed. Robbins 
(London, 1gj3), I, 32 ff.; L. Robbins, An Essay on the Nature and Significance 
of Economic Science (zd ed. London, 19j5), pp. 91 ff. 
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and the adaptation of his actions to them becomes as short as possible. 
If constancy is viewed as faithfulness to a plan once designed without 
regard to changes in conditions, then presence of mind and quick 
reaction arc the very opposite of constancy. 

When the speculator goes to the stock exchange, he may sketch a 
definite plan for his operations. Whcther or  not he clings to this plan, 
his actions are rational also in the sense which those eager to distin- 
guish rational acting from irrational attribute to the term "rational." 
This speculator in the course of the day may embark upon transac- 
tions which an observer, not taking into account the changes occurring 
in market conditions, wiil not bc able to interpret as the outcome of 
constant behavior. But thc speculator is firm in his intention to make 
profits and to avoid losses. Accordingly he must adjust his conduct 
to the change in market conditions and in his own judgment con- 
cerning the future development of p r i c ~ s . ~  

However one twists things, one will ncvcr succeed in formulating 
the notion of "irrational" action whose "jrrationality" is not founded 
upon an arbitrary judgment of value. Let us suppose that somebody 
has chosen to act inconstantly for no other purpose than for the sake 
of refuting the praxeological assertion that there is no irrational action. 
What  happens here is that a man aims at a peculiar goal, viz., the ref- 
utation of a praxeologicaI theorcm, and that he accordingly acts dif- 
ferently from what he would have done otherwise. He has chosen an 
unsuitable means for the refutation of praxeology, that is all. 

8. Plans too, of course, may be self-contradictory. Sometimes their contradic- 
tions may be the effect of mistaken judgment. But sometimes such contradictions 
may be intentional and serve a definite purpose. If, for instance, a publicized 
program of a government or a political party promises high prices to the pro- 
ducers and at the same time low prices to the consumers, the purpose of such an 
espousal of incom atible goals may be demagogic. Then the program, the pub- 
licized plan, is sel!contmadictory; but the plan of its authors who wanted to at- 
tain a definite end through the endorsement of incompatible aims and their pub- 
lic announcement, is free of any contradiction. 



VI. UNCERTAINTY 

I.  Uncertainty and ..Acting 

T a E  uncertainty of the future is already implied in the very notion 
of action. That man acts and that the future is uncertain are 

by  no means two independent matters. They are only two different 
modes of establishing one thing. 

W e  may assume that the outcome of all events and changes is 
uniquely determined by eternal unchangeable laws governing be- 
coming and development in the whole universe. W e  may consider the 
necessary connection and interdependence of all phenomena, i.e., 
their causal concatenation, as the fundamental and ultimate fact. We 
may entirely discard the notion of undetermined chance. But how- 
ever that may be, or appear to the mind of a perfect intelligence, the 
fact remains that to acting man the future is hidden. If man knew the 
future, he would not have to choose and would not act. H e  would 
be like an automaton, reacting to stimuli without any will of his own. 

Some philosophers are prepared to explode the notion of man's 
will as an illusion and self-deception because man must un\vittingly 
behave according to the inevitable laws of causality. They may be 
right or  wrong from the point of view of the prime mover or the 
cause of itself. However, from the human point of view action is the 
ultimate thing. W e  do not assert that man is "free" in choosing and 
acting. W e  merely establish the fact that he chooses and acts and that 
we are at a loss to use the methods of the natural sciences for answer- 
ing the question why he acts this way and not otherwise. 

hTatural science does not render the future predictable. It  makes 
it possible to foretell the results to be obtained by definite actions. 
But it leaves impredictable two spheres: that of insufficiently known 
natural phenomena and that of human acts of choice. Our ignorance 
with regard to these two spheres taints all human actions with un- 
certainty. Apodictic certainty is only within the orbit of the deduc- 
tive system of aprioristic theory. The  most that can be attained with 
regard to reality is probability. 

I t  is not the task of praxeology to investigate whether or not it is 
permissible to consider as certain some of the theorems of the em- 
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pirical natural scienccs. This problem is without practical importancc 
for praxeological considerations. At any rate, the theorems of physics 
and chemistry have such a high degree of probability that we are en- 
titled to call them certain for all practical purposes. W e  can practically 
forecast the working of a machine constructed according to the rules 
of scicntific technology. Rut the construction of a machine is only 
a part in a broader program that aims at supplying the consumers 
with the machine's products. Whether this was or was not the most 
appropriate plan depends on the development of future conditions 
which at the time of the plan's execution cannot be forecast with 
certainty. Thus the degree of certainty with regard to the techno- 
logicaI outcome of the machine's construction, whatever it may be, 
does not removc the uncertainty inherent in thc whole action. Future 
needs and valuations, the reaction of men to changes in conditions, 
future scientific and technological knowledge, future ideologies and 
policies can ncver be foretold with more than a greater or smaller de- 
gree of probability. Every action refers to an unknown future. It is 
in this sense always a risky speculation. 

The problems of truth and certainty concern the general theory 
of human knowledge. The problem of probability, on the other hand, 
is a primary conccrn of praxeology. 

2. The ,Meaning of Probability 

The treatment of probability has been confused by the mathemati- 
cians. From the beginning there was an ambiguity in dealing with the 
calculus of probability. When the Chevalier de 3461-6 consulted Pascal 
on the problems involved in the games of dice, the great mathematician 
should have frankly told his friend the truth, namely, that mathematics 
cannot be of any use to the gambler in a game of pure chance. In- 
stead he wrapped his answer in the symbolic language of mathematics. 
What could easily be explained in a few sentcnccs of mundane speech 
was expressed in a tcr&inology which is unfamiliar to the immense 
majority and therefore regarded with reverential awe. People sus- 
pected that the puzzling formulas contain somc important revelations, 
hidden to the uninitiated; they got the impression that a scicntific 
method of gambling exists and that the esoteric teachings of mathe- 
matics provide a key for winning. The heavenly mystic Pascal un- 
intentionally became the patron saint of gambling. The textbooks of 
the calculus of probability gratuitously propagandize for the gam- 
bling casinos prccisely because they arc sealed books to the layman. 

No less havoc was spread by the equivocations of the calculus of 
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prohatditv in the field of scientific research. The  history of every 
lmnch of Iinowlcdge records instances of the misapplication of the 
cnlculus of probability ~vhich, as John Stuart Adill observed, made 
i e  "the real opprobri;m of mathematics." l Some of the worst er- 
rors have arisen in our day in the interpretation of the methods of 
physics. 

The  problcm of probable infercncc is rriuch bigger than those 
problcrns n hich constitute the field of the calculus of probability. 
Only preoccupation kvith the mathematical treatment could result 
in tl;e prejudice that probability always means frequency. 

X further error confused the problem of probability with the 
problem of inductive reasoning as applied by the natural sciences. The  
attempt to  substitute a universal theory of probability for the category 
of causaIity characterizes an abortive mode of philosophizing, very 
fashionablk only a few years ago. 

A statemcnt is probable if our knowledge concerning its content 
is deficient. W e  do not know everything which would be required 
for  a definite decision between true and not true. But, on the other 
hand, we  do know something about it; we are in a position to say 
more than simply non Ziqzm or  ignoramz~s. 

There are two entirely different instances of probability; we may 
call them class prolnbility (or  frequency probability) and case prob- 
abiIity (or  the specific understanding of the sciences of human action). 
T h e  field for the application of the former is the field of thc natural 
sciences, entirely ruled by  causality; the field for the application of 
the latter is the field of the sciences of human action, entirely ruled by 
tcleology. 

3 .  Class ProbabiIity 

Class probability means: W e  know or  assume to know, with regard 
t o  the problem concerned, everything about the behavior of a wholc 
class of events o r  phenomena; but about the actual singular events or  
phenomena we know nothing but that they are elements of this class. 

W c  know, for instance, that there are ninety tickets in a lottery 
and that five of them will be drau7n. Thus we know all about the be- 
havior of the whole class of tickets. But with regard to  the singular 
tickets we do not know anything but that they are elements of this 
class of tickets. 

W e  have a complcte table of n~ortality for a definite period of the 
past in a definite area. If we assume that with regard to  mortaIity no 

I .  John Stuart Mill, A System of Logic Rntiocinative and Inductive (new im- 
pression, London, 1936). p. 353.  
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changes will occur, we may say that we know everything about the 
mortality of the whole population in question. But with regard to the 
life expectancy of the individuals we do not know anything but that 
they are members of this class of people. 

For this defective knowledge the calculus of probability provides 
a presentation in symbols of the mathematical terminology. It  neither 
expands nor deepens nor complements our knowledge. It translates 
it into mathematical language. Its calculations repeat in algebraic for- 
mulas what we knew beforehand. They do not lead to results that 
would tell us anything about the actual singular events. And, of 
course, they do not add anything to our Itnowledge concerning the 
behavior of the whole class, as this knowledge was already perfect- 
or was considered perfect-at the very outset of our consideration 
of the matter. 

It is a serious mistake to believe that the calculus of probability 
provides the gambler with any information which could remove or 
lessen the risk of gambling. It  is, contrary to popular fallacies, quite 
useless for the gambler, as is any other mode of logical or mathematical 
reasoning. I t  is the characteristic mark of gambling that it deals with 
the unknown, with pure chance. The  gambler's hopes for success 
are not based on substantial considerations. The  nonsuperstitious 
gambler thinks: "There is a slight chance [or, in other words: 'it is 
not impossible'] that I may win; I am ready to put up the stake re- 
quired. I know very well that in putting it up I am behaving like a 
fool. But the biggest fools have the most luck. Anyway!" 

Cool reasoning must show the gambler that he does not improve 
his chances by buving two tickets instead of one of a lottery in which 
the total amount-of the winnings is smaller than the proceeds from 
the sale of all tickets. If he were to buy all the tickets, he would 
certainly lose a part of his outlay. Yet every lottery customer is 
firmly convinced that it is better to buy more tickets than less. The  
habinlks of the casinos and slot machines nevcr q .  Thev dc! not m i ~ l ~  

5" ' 
a thought to the fact that, because the ruling odds favdr the banker 
over the plaver, the outcome will the more certainly result in a loss 
for them the'longer they continue to play. The  lure of gambling con- 
sists precisely in its unpredictability and its adventurous vicissitudes. 

Let us assume that ten tickets, each bearing the name of a different 
man, are put into a box. One ticket will be drawn, and the man whose 
name it bears will be liable to pay loo dollars. Then an insurer can 
promise to the loser fulI indemnification if he is in a position to insure 
each of the ten for a premium of ten dollars. H e  will collect roo 
dollars and will have to pay the same amount to one of the ten. But 
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if he were to insure one only of thcnl at a rate fixed by the calculus, he 
would embark not upon an insurance business, but upon gambling. 
He would substitute himself for the insured. He would collect ten 
dollars and would get the chance either of kceping it or of losing that 
ten dollars and ninety dollars more. 

If a man promises to pay at the death of another man a definite 
sum and charges for this promise the amount adequate to the life 
expectancy as determined by the calculus of probability, he is not 
an insurer but a gambler. Insurance, whether conducted according to 
business principles or according to the principle of mutuality, re- 
quires the insurance of a whole class or what can reasonably be con- 
sidered as such. Its basic idea is pooling and distribution of risks, not 
the calculus of probability. The mathematical operations that it re- 
quires are the four elementary operations of arithmetic. The calculus 
of probability is mere by-play. 

This is clearly evidenced by the fact that the elimination of hazard- 
ous risk by pooling can also be effected without any recourse to 
actuarial n~ethods. Everybody practices it in his daily life. Every busi- 
nessman includes in his normal cost accounting the cornpensation for 
losses which regularly occur in the conduct of affairs. "Regularly" 
means in this context: The amount of these losses is Imown as far as 
the whole class of the various items is concerned. The fruit dealer 
may know, for instance, that one of every fifty apples will rot in this 
stock; but he does not know to which individual apple this will hap- 
pen. H e  deals with such Iosses as with any other item in the bill of 
costs. 

The definition of the essence of class probability as given above 
is the only logically satisfactory one. It avoids the crude circularity 
implied in all definirions referring to the equiprobability of possible 
events. In stating that we know nothing about actuaI singular events 
except that they are elements of a class the behavior of which is fully 
known, this vicious circle is disposed of. Moreaver, it is superfluous 
to add a fiirtlier condition caiicd h e  absence of any reguiarity in the 
sequence of the singular events. 

The characteristic mark of insurance is that it deals with the whole 
class of events. As we pretend to know everything about the be- 
havior of the whole class, there seems to be no specific risk involved 
in the conduct of the business. 

Seither is there any specific risk in the business of the keeper of a 
gambling bank or in the enterprise of a lottery. From the point of 
view of the lottery enterprise the outcome is predictable, provided 
that all tickets have been sold. If some tickets remain unsold, the 
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enterpriser is in the same position with regard to them as every buyer 
of a ticket is with regard to the tickets he bought. 

4. Case Probability 

Case probability means: W e  know, w-ith regard to a particular 
event, some of the factors which determine its outcome; but there are 
other determining factors about which we know nothing. 

Case probability has nothing in common with class probability but 
the incompleteness of our knowledge. In every other regard the two 
are entirely different. 

There are, of course, many instances in which men try to forecast 
a particular future event on the basis of their knowledge about the 
behavior of the class. A doctor may determine the chances for the 
full recovery of his patient if he knows that 70 per cent of those 
afflicted with the same disease recover. If he expresses his judgment 
correctly, he will not say more than that the probability of recovery 
is 0.7, that is, that out of ten patients not more than three on the 
average die. All such predictions about external events, i.e., events 
in the field of the natural sciences, are of this character. They are in 
fact not forecasts about the issue of the case in question, but state- 
ments about the frequency of the various possible outcomes. They 
are based either on statis&al information or simply on the rough 
estimate of the frequency derived from nonstatis;ical experience. 

So far as such types of probable statements are concerned, we are 
not faced with case probability. In fact we do not ltnow anything 
about the case in question except that it is an instance of a class the 
behavior of which we ltnow or think w-e know. 

A surgeon tells a patient who considers submitting himself to an 
operation that thirty out of every hundred undergoing such an 
operation die. If the patient asks whether this number of deaths is 
already full, he has misunderstood the sense of the doctor's state- 
ment. He has fallen prey to the error known as the "gambler's fal- 
lacy." Like the roulette player who concludes from a run of ten red 
in succession that the probability of the next turn being black is noxv 
greater than it was before the run, he confuses case probability with 
class probability. 

All medical prognoses, when based only on physiological knowl- 
edge, deal with class probability. A doctor who hears that a man he 
does not know has been seized by a definite illness will, on the basis 
of his general medical experience, say: His chances for recovery are 
7 to 3.  If the doctor himself treats the patient, he may have a different 
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opinion. The patient is a young, vigorous man; he was in good health 
before he was taken with the illness. In such cases, the doctor may 
think, the mortality figures are lower; the chances for this patient are 
not 7: 3, but 9: r .  The logical approach remains the same, although it 
may be based not on a collection of statistical data, but simply on a 
more or less exact rtsumC of the doctor's own experience with pre- 
vious cases. What the doctor knows is akways only the behavior of 
classes. In our instance the class is the class of young, vigorous men 
seized by the illness in question. 

Case  roba ability is a particular feature of our dealing with prob- 
lems of human action. Here any reference to frequency is inappropri- 
ate, as our statcments always deal with unique events which as such 
-i.e., with regard to the problem in question-are not members of 
any class. W e  can form a class "American presidential elections." 
This class concept may prove useful or even necessary for various 
kinds of reasoning, as, for instance, for a treatment of the matter from 
the viewpoint of constitutional law. But if we are dealing with the 
election of 1944-either, before the election, with its future out- 
come or, after the election, with an analysis of the factors which 
determined the outcome-we are grappling with an individual, 
unique, and nonrepeatable case. The case is characterized by its unique 
merits, it is a class bv itself. All the marks which make it permissible to 
subsume it under any class are irrelevant for the problem in question. 

Two football teams, the Blues and the Yellows, will play tomorrow. 
In the past the Blues have always defeated the Yellows. This knowl- 
edge is not knowledge about a class of events. If we were to consider 
it as such, we would have to conclude that the BIues are always 
victorious and that the Yellows are always defeated. W e  wouId not 
be uncertain with regard to the outcome of the game. W e  would 
know for certain that the Blues will win again. The mere fact that 
we consider our forecast about tomorrow's game as only probabIe 
shows that we do not argue this way. 

On the other hand, we believe that the fact that the Blues were 
victorious in the past is not immaterial with regard to the outcome 
of tomorrow's game. W e  consider it as a favorable prognosis for the 
repeated success of the Blues. If we were to argue correctly accord- 
ing to the reasoning appropriate to class probability, we would not 
attach any importance to this fact. If we were not to resist the 
erroneous conclusion of the "gambler's fallacy," we would, on the 
contrary, argue that tomorrow's game will result in the success of 
the Ycllows. 

If we risk some money on the chance of one team's victory, the 
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lawyers would qualify our action as a bet. They would call it gam- 
bling if class probability were involved. 

Everything that outside the field of class probability is commonly 
irnplied in the tern1 probability refers to the peculiar mode of rea- 
soning involved in dealing with historical uniqueness or individuality, 
the specific understanding of the historical sciences. 

Understanding is always based on incomplete Imowledge. \t7e may 
know the motives of the acting men, the ends they are aiming at, and 
the means they plan to apply for the attainment of these ends. W e  
have a definite opinion with regard to the effects to be expected from 
the operation of these factors. But this knowledge is defective. W e  
cannot exclude beforehand the possibility that we have erred in the 
appraisal of their influence or  have failed to take into considcration 
some factors whose interference we did  lot foresee at all, or not in a 
correct way. 

Gambling, engineering, and speculating are three different modes 
of dealing with the future. 

The  gambler knows nothing ahout the cvcnt on which the out- 
come of his gambling depends. All that he knows is the frequency of 
a favorable outcome of a scries of such events, linoudedge which is 
useless for his undertaking. H e  trusts to good luck, that is his only 
plan. 

Life itself is exposed to many risks. A t  any moment it is endangered 
by disastrous accidents which cannot be controlled, or at least not 
sufficiently. Every man banks on good luck. H e  counts upon not 
being struck by li&tning and not being bitten by a viper. There is an 
elcmcnt of gambling in human life. Alan can remove some of the 
chrematistic conseqi~enccs of such disasters and accidents by taking 
out insurance policies. In doing so he banks upon the opposite chances. 
On the part of the insured the insurance is gambling. His premiums 
were spent in vain if the disaster does not occur." With regard to 
noncontrollable natural events man is always in the position of a 
--- Ll,... 
g ' l I l IUIcI .  

The  engineer, on the other hand, knows everything that is needed 
for a technologically satisfactory solution of his problem, the con- 
struction of a machine. As far as some fringes of uncertainty are left 
in his power to control, he tries to eliminate thern by taking safety 
margins. The  engineer knows only soluble problems and problems 
which cannot be solved under the present state of knowledge. H e  

2. In life insurance the insured's stake spent in vain consists only in the dif- 
ference between the amount collected and the amount he could haw accumulated 
by saving. 
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may sometimes discover from adverse experience that his lmowledgc 
was less complete than he had assumed and that he failed to recognize 
the indeterminateness of some issues which he thought he was able 
to control. Then he will try to render his knowledge more complete. 
Of course he can never eliminate altogether the element of gambling 
present in human life. But it is his principle to operate only within 
an orbit of certainty. H e  aims at full control of the elements of his 
action. 

It is customary nowadays to speak of "social engineering." Like 
planning, this term is a synonym for dictatorship and totalitarian 
vrannv. The idea is to treat human beings in the same way in which 
the eniinecr treats the stuff out of which he builds his bridges, roads, 
and machines. The social engineer's will is to be substituted for the 
will of the various people he plans to use for the construction of his 
utopia. Mankind is to be divided into two classes: the almighty 
dictator, on the one hand, and the underlings who are to be reduced 
to the status of mere pawns in his plans and cogs in his machinery, 
on the other. If this were feasible, then of course the social engineer 
would not have to bother about understanding other people's actions. 
He would be free to deal with them as technology deals with lumber 
and iron. 

In the real world acting man is faced with the fact that there are 
feIlow men acting on their own behalf as he himself acts. The ncces- 
sity to adjust his actions to other people's actions makes him a specu- 
lator for whom success and failure depend on his greater or lesser 
ability to understand the future. Every investment is a form of 
speculation. There is in the course of human events no stability and 
consequently no safety. 

j. Nunlerical EvaIuation of Case Probability 

Case probability is not open to any kind of numerical evaluation. 
What is comrnonly considered as such exhibits, when more closely 
scrutinized, a different character. 

On the cve of the 1944 presidential election peopIe could have 
said: 

(a) I an1 ready to bet three dollars against one that Roosevelt will 
be elected. 

(b) I guess that out of the total amount of electors 4 j millions will 
exercise their franchise, 2 5  millions of whom will vote for Roosevelt. 

(c) I estimate Roosevelt's chances as 9 to I .  

(d) I am certain that Roosevelt will be elected. 
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Statement (d) is obviously inexact. If asked under oath on the wit- 

ness stand whcther he is as certain about Roosevelt's future victory 
as about the fact that a block of ice will melt when exposed to a 
tempcrature of I jo degrees, our man would have answered no. H e  
would have rcctified his statement and would have declared: I am 
personaliy fully convinced that Roosevelt will carry on. That  is my 
opinion. But, of course, this is not certainty, only the way I under- 
stand the conditions involved. 

T h e  case of statement (a) is simiIar. This man believed that he risked 
very littlc when laying such a wager. T h e  relation 3:  I docs not 
assert anything a t~out  the chances of the candidates. It is the out- 
come of the interplay of two factors: the opinion that Rooscvelt 
will be elected and the man's propensity for betting. 

Statement (b) is an evaluation of the outcome of the impending 
event. Its figures refer not t o  a greater or smaller degree of probability, 
but t o  the expectcd rcsult of the voting. Such a statcment may be 
based on a systematic investigation like the Gallup poll or  simp& on 
estimates. 

It is different with statement (c). This is a proposition about the 
expected outcome couched in arithmetical terms. I t  certainly docs 
not mean that out of ten cases of the same type nine are favorable for 
Roosevelt and one unfavorable. I t  cannot have any refercnce t o  class 
probability. But what else can it mean? 

I t  is a metaphorical expression. Most of the metaphors used in daily 
speech imaginatively identify an abstract object with another object 
that can be apprehended directly by the senses. Yet this is not a ncccs- 
sary feature of metaphorical language, but merely a consequence o f  
the fact that the concrete is as a rule more familiar t o  us than the 
abstract. As metaphors aim at an explanation of something which is 
less we11 known by comparing it with something better known, they 
consist for the most part in identifying something abstract with a 
better-known concrete. The  specific mark of our case is that it is an 
attempt to chcidate a compfcated state of aeairs by  rcsorcing co an 
analogy borrowed from a branch of higher mathematics, thc calcuIus 
of probability. As i t  happens, this mathematical discipline is more 
popular than the analysis of the epistcmological nature of understand- 
ing. 

Thcre is no use in applying the yardstick of logic to a critique of 
n~etaphorical language. Analogies and metaphors are always defec- 
tive and logically unsatisfactory. I t  is usual to  search for the under- 
lying tertium co7nparationis. But even this is not permissible with 
regard t o  the metaphor we are dealing with. For the comparison is 
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based on a conception which is in itself faulty in the very frame of 
the calculus of probability, namely the gambler's fallacy. In asserting 
that Roosevelt's chances are 9: I ,  the idea is that Roosevelt is in regard 
to  the impending election in the position of a man who owns go per 
cent of all tickets of a lottery in regard to the first prize. I t  is implied 
that this ratio 9: I tells us something substantial about the outcome of 
the unique case in which we are interested. There is no need to  re- 
peat th; this is a mistaken idea. 

No less impermissible is the recourse to thc calculus of probability 
in dealing with hypotheses in the field of the natural sciences. Hypoth- 
escs are tentative explanations consciously based on logically in- 
sufficient argurncnts. With regard to them all that can be asserted is: 
The  hypothesis does or does not contradict either logical principles 
or  the facts as experimentally established and considered as true. In 
the first case it is untenable, in the second case it is-under the present 
state of our experimental knowledge-not untenable. (The intensity 
of personal conviction is purely subjective.) Neither frequency prob- 
ability nor historical understanding enters into the matter. 

T h e  term hypothesis, applied to definite modes of understanding 
historical events, is a misnomer. If a historian asserts that in the fall 
of the Romanoff dynasty the fact that this house was of German 
background played a relevant role, he does not advance a hypothesis. 
The  facts on which his understanding is founded are beyond ques- 
tion. There was a widespread anin~osity against Germans in Russia 
and the ruling line of the Romanoffs, having for 200  years intermarried 
exclusivcIy with scions of families of German descent, was vicwed 
by  many Russians as a germanized family, even by  those who as- 
sumed that Tsar Paul was not the son of Peter 111. But the question 
rcrnains what the relevance of these facts was in the chain of events 
which brought about the dethronement of this dynasty. Such prob- 
lems are not open to any elucidation other than that provided by un- 
derstanding. 

6. Betting, Gambling, and Playing Games 

A bet is the engagement t o  risk money or other things against an- 
other man on the result of an event aboct the outcome of which we 
know only so much as can be known on the ground of understanding. 
Thus people may bet on the result of an impending election or a tennis 
match. O r  they may bet on whose opinion concerning the content 
of a factual assertion is right and whose is wrong. 

Gambling is the engagement to risk money or other things against 
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another man on the result of an event about which we do not know 
anything more than is known on the ground of knowledge concern- 
ing the behavior of the whole class. 

Sometimes betting and gambling are combined. The outcome of 
horse racing depends both on human action-on the part of the 
owner of the horse, the trainer, and thc jockey-and on nonhuman 
factors-the qualities of the horse. Most of those risking money on 
the turf are simply gamblers. But the experts believe they know some- 
thing by understanding the people involved; as far as this factor 
influences their decision they are betters. Furthermore they pre- 
tend to know the horses; they make a prognosis on the grobnd of 
their ltnowledge about the behavior of the classes of horses to which 
they assign the various competing horses. So far they are gamblers. 

Later chapters of this book deal with the methods business applies 
in handling the problem of the uncertainty of the future. On this 
point of our reasoning only one more observation must be made. 

Embarking upon pmes can be either an end or a means. It is an 
end for people who yearn for the stimulation and excitement with 
which the vicissitudes of a game provide them, or whose vanity is 
flattered by the display of their skill and superiority in playing a 
game which requires cunning and expertness. It is a means for pro- 
fessionals who want to make money by winning. 

Playing a game can therefore be called an action. But it is not per- 
missible to reverse this statement and to call every action a game or 
to deal with all actions as if they were games. The immediate aim in 
playing a game is to defeat the partner according to the rules of the 
game. This is a peculiar and special case of acting. Most actions do not 
aim at  anybody's defeat or loss. They aim at an improvement in con- 
ditions. It can happen that this improvement is attained at some other 
men's expense. But this is certainly not always the case. It is, to put 
it mildly, certainly not the case within the regular operation of a 
social system based on the division of labor. 

There Is n ~ t  the slightest ma!ogy hctween playing games and the 
conduct of business within a market society. The card player wins 
money by outsmarting his antagonist. The businessman makes money 
by supplying customers with goods they want to acquire. There may 
exist an analogy between the strategy of a card player and that of a 
bluffer. There is no need to investigate this problem. He who inter- 
prets the conduct of business as trickery is on the wrong path. 

The characteristic feature of games is the antagonism of two or more 
players or groups of p l a y ~ r s . ~  The characteristic feature of business 

3. "Patience" or "Solitaire" is not a one-person game, but a pastime, a means 
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within a society, i.c., within an order based on the division of labor, is 
concord in the endeavors of its members. As soon as they begin to 
antagonize one another, a tendency toward social disintegration 
emerges. 

Within the frame of a market economy competition does not in- 
volve antagonism in the sense in which this term is applied to the 
hostile clash of incompatible interests. Competition, it is true, may 
sometimes or even very often evoke in the cornpctitors those passions 
of hatred and malice which usually accompany the intention of in- 
flicting evil on other people. Psychologists are therefore prone to 
confuse combat and competition. But praxeology must beware of 
such artificial and misleading equivocations. From its point of view 
there exists a fundamental difference between catallactic competition 
and combat. Competitors aim at excellence and preeminence in ac- 
complishments within a system of mutual cooperation. The function 
of competition is to assign to every member of a social system that 
position in which he can best serve the whole of society and all its 
members. It is a method of selecting the most able man for each 
performance. Where there is social cooperation, there some variety 
of selection must be applied. Only where the assignment of various 
individuals to various tasks is effected by the dictator's decisions 
alone and the individuals concerned do not aid the dictator by en- 
deavors to represent their own virtues and abilities in the most favor- 
able light, is there no competition. 

W e  will have to deal at a later stage of our investigations with 
the function of c~mpet i t ion .~  At this point we must only emphasize 
that it is misleading to apply the terminology of mutual extermina- 
tion to the problems of mutual cooperation as it works within a so- 
ciety. Military terms are inappropriate for the dcscription of busi- 
ness operations. It  is, e.g., a bad metaphor to spcak of the conquest 
of a market. There is no conquest in the fact that one firm offers bettcr 
or cheaper products than its competitors. There is strategy in busi- 
ness only in a metaphorical sense. 

7. PraxeologicaI Prediction 

Praxeological knowledge makes it possible to predict with apodictic 
certainty the outcome of various modes of action. But, of course, 
-. 

of escaping boredom. It: certainly does not represent a pattern for what is goin:, 
on in a communistic society, as John von Neumann and Oscar Morgensterr 
(Theory of Games and Economic Behavior [Princeton, 19441, p. 86) assert. 

4. See below, pp. 273-277. 
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such prediction can never imply anything regarding quantitative 
matters. Quantitative problems are in the field of human action open 
to no other elucidation than that by understanding. 

We can predict, as will be shown later, that-other things being 
equal-a fall in the demand for n will result in a drop in the price of 
n. But we cannot predict the extent of this drop. This question can 
be answered only by understanding. 

The  fundamental deficiency implied in every quantitative ap- 
proach to economic problems consists in the neglect of the fact that 
there are no constant relations between what are called economic 
dimensions. There is neither constancy nor continuity in the valua- 
tions and in the formation of exchange ratios between various com- 
modities. Every new datum brings about a reshufling of the whole 
price structure. Understanding, by trying to grasp what is going on 
in the minds of the men concerned, can approach the problem of 
forecasting future conditions. W e  may call its method unsatisfactory 
and the positivists may arrogantly scorn it. But such arbitrary judg- 
ments must not and cannot obscure the fact that understanding is the 
only appropriate method of dealing with the uncertainty of future 
conditions. 



VII. ACTION WITHIN THE WORLD 

I .  The Law of Marginal Utility 

CTION sorts and grades; originally it knows only ordinal numbers, A not cardinal numbers. But the external world to which acting 
man must adjust his conduct is a world of quantitative determinate- 
ness. In this world there exist quantitative relations between cause and 
effect. If it were otherwise, if definite things could render unlimited 
services, such things would never be scarce and could not be dealt 
with as means. 

Acting man vaIues things as means for the removal of his uneasi- 
ness. From the point of view of the natural sciences the various events 
which result in satisfying human needs appear as very different. Act- 
ing man sees in these events only a more or a less of the same kind. In 
valuing very different states of satisfaction and the means for their 
attainment, man arranges all things in one scale and sees in them only 
their reIevance for an increase in his own satisfaction. The satis- 
faction derived from food and that derived from the enjoyment of 
a work of art are, in acting man's judgment, a more urgent or a less 
urgent need; valuation and action place them in one scale of what is 
more intensively desired and what is less. For acting man there exists 
primarily nothing but various degrees of relevance and urgency with 
regard to his own well-being. 

Quantity and quality are categories of the external world. Only 
indirectly do they acquire importance and meaning for action. ~ d -  
cause every thing can only produce a limited effect, some things are 
considered scarce and treated as means. Because the cfTecrs which 
things are able to produce are different, acting man distinguishes 
various classes of things. Because means of the same quantity and 
quality are apt always to produce the same quantity of an effect of 
the same quality, action does not differentiate between concrete def- 
inite quantities of homogeneous means. But this docs not imply that 
it attaches the same value to the various portions of a supply of 
homogeneous means. Each portion is valued separately. T o  each 
portion its own rank in the scale of value is assigned. But these orders 
of rank can be ad libitum interchanged among the various portions of 
the same magnitude. 



I Z O  Hzlman Action 
If acting man has to decide between two or more means of different 

classes, he grades the individual portions of each of them. H e  assigns 
to each portion its special rank. In doing so he need not assign to the 
various portions of the same means orders of rank which immediately 
succeed one another. 

T h e  assignment of orders of rank through the valuation is done 
only in acting and through acting. How great the portions are to 
which a single order of rank is assigned depends on the individual and 
unique conditions under which man acts in every case. Action does 
not deal with physical or metaphysical units which it values in an 
abstract academic way; it is aIways faced with alternatives between 
which it chooses. The  choice must always be made between definite 
quantities of means. I t  is permissible to call the smallest quantity 
which can be the object of such a decision a unit. But one must guard 
oneself against the error of assuming that the valuation of the sum of 
such units is derived from the valuation of the units, or that it repre- 
sents the sum of the valuations attached to these units. 

A man owns five units of commodity a and three units of cornmod- 
ity b. H e  attaches to the units of a the rank-orders I ,  2,  4, 7, and 8, to 
the units of b the rank-orders 3, 5, and 6. This means: If he must 
choose between two units of a and two units of b, he will prefer to Iose 
two units of a rather than two units of b. But if he must choose be- 
tween three units of a and two units of b, he will prefer to lose two 
units of b rather than three units of a. What counts always and alone 
in valuing a compound of several units is the utility of this co~npound 
as a whole-i.e., the increment in well-being dependent upon it or, 
what is the same, the impairment of well-being which its loss must 
bring about. There are no arithmeticaI processes involved, neither 
adding nor multiplying; there is a valuation of the utility dependent 
upon the having of the portion, compound, or supply in question. 

Utility means in this context simpIy: causal relevance for the re- 
moval of feIt uneasiness. Acting man believes that the services a 
thing can render are apt to improve his own well-being, and calls 
this the utility of the thing concerned. For praxeology the term utility 
is tantamount to importance attached to a thing on account of the 
belief that it can remove uneasiness. The  praxeological notion of utility 
(subjective use-value in the terminology of the earlier Austrian econ- 
omists) must be sharply distinguished from the technological notion 
of utility (objective use-value in the terminology of the same econ- 
omists). Use-value in the objective sense is the relation between a 
thing and the effect it has the capacity to bring about. It  is to  objec- 
tive use-value that people refer in employing such terms as the "heat- 
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ing value" or "heating power" of coal. Subjective use-value is not 
always based on true objective use-value. There are things to which 
subjective use-value is attached because people erroneously believe 
that they have the power to bring about a desired effect. On the other 
hand there are things able to produce a desired effect to which no 
use-value is attached because people are ignorant of this fact. 

Let us look at the state of economic thought which prevailed on 
the eve of the elaboration of the modern theory of value by Carl 
Menger, William Stanley Jevons, and Lkon Walras. Whoever wants 
to construct an elementary theory of value and prices must first 
think of utility. Nothing indeed is more plausible than to assume that 
things are valued according to their utility. But then a difficulty ap- 
pears which presented to the older economists a problem they failed 
to solve. They observed that things whose "utility" is greater are 
valued less than other things of smaller utility. Iron is less appreciated 
than gold. This fact seems to be incompatible with a theory of value 
and prices based on the concepts of utility and use-value. The econ- 
omists believed that they had to abandon such a theory and tried to 
explain the phenomena of value and market exchange by other 
theories. 

Only late did the economists discover that the apparent paradox 
was the outcome of a vicious formulation of the problem involved. 
The valuations and choices that result in the exchange ratios of the 
market do not decide between gold and iron. Acting man is not in a 
position in which he must choose between all the gold and all the 
iron. He chooses at a definite time and place under definite conditions 
between a strictly limited quantity of gold and a strictly limited 
quantity of iron. His decision in choosing between IOO ounces of 
gold and IOO tons of iron does not depend at all on the decision he 
would make if he were in the highly improbable situation of choosing 
between all the gold and all the iron. What counts alone for his actual 
choice is whether under existing conditions he considers the direct or 
:-2:---.. --&:"I?--&:-- ---L:-L - -- -----A- ,.I? --I2 ---- 12 L:- -- 
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greater or smaller than the direct or indirect satisfaction he could de- 
rive from IOO tons of iron. He does not express an academic or 
philosophical judgment concerning the "absolute" value of gold and 
of iron; he does not determine whether gold or iron is more im- 
portant for mankind; he does not perorate as an author of books on the 
philosophy of history or on ethical principles. He simply chooses be- 
tween two satisfactions both of which he cannot have together. 

T o  prefer and to set aside and the choices and decisions in which 
they result are not acts of measurement. Action does not measure 
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utility or valuc; it chooses between alternatives. There is no abstract 
problem of total utility or total va1ue.l There is no ratiocinative oper- 
ation which could lead from the valuation of a definite quantity or 
number of things to the determination of the value of a greater or 
smaller quantity or number. There is no means of calculating the 
totaI value of a supply if only the values of its parts arc known. There 
is no means of establishing the value of a part of a supply if only the 
value of the total supply is known. There are in the sphere of values 
and valuations no arithmetical operations; there is no such thing as 
a calculation of values. The valuation of the total stock of two things 
can differ from the valuation of parts of these stocks. An isolated 
man owning seven cows and seven horses may value one horse higher 
than one cow and may, when faced with the alternativc, prefer to 
give up one cow rather than one horse. But at the same time the 
same man, when faced with the alternative of choosing between his 
whole supply of horses and his whole supply of cows, may prefer 
to keep the cows and to give up the horses. The concepts of total 
utility and total value are meaningless if not applied to a situation in 
which people must choose between total supplies. The question 
whether gold as such and iron as such is more useful and valuable 
is reasonable only with regard to a situation in which mankind or an 
isolated part of mankind must choose between all the gold and all the 
iron avaiiable. 

- 

The judgment of value refers always only to the supply with which 
the concrete act of ch0ice.i~ concerned. A supply is ex definitione 
always composed of homogeneous parts each of which is capable of 
rendering the same services as, and of being substituted for, any other 
part. It is therefore immaterial for the act of choosing which par- 
ticular part forms its object. All parts-units-of the available stock 
are considered as equally useful and valuable if the problem of giving 
up one of them is raised. If the supply decreased by the loss of one 
unit, actine man must decide anew how to use the various units of 

F' 
the rcmainlng stock. It is obvious that the srnallcr stock cannot render 
all the services the greater stock could. That employment of the 
various units which under this new disposition is no longer provided 
for, was in the eyes of acting man the least urgent empIoyment among 
all those for which he had previously assigned the various units of 
the greater stock. The satisfaction which he derived from the use of 
one unit for this employment was the smallest among the satisfactions 

r .  It is important to note that this chapter does not deal with prices or market 
vaIues, but with subjectivc use-vaIue. Prices are a derivative of subjective use- 
value. Cf. below, Chapter XVI. 
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which the units of the greater stock had rendered to him. It is only 
the value of this marginal satisfaction on which he must decide if the 
question of renouncing one unit of the total stock comes up. When 
faced with the problem of the value to be attached to one unit of a 
homogeneous supply, man decides on the basis of the value of the 
least important use he nlakes of the units of the whole supply; he 
decides on the basis of marginal utility. 

If a man is faced with the alternative of giving up either one unit 
of his supply of a or one unit of his supply of b, he does not compare 
the total value of his total stock of a with the total value of his stock 
of b. He compares the marginal values both of a and of b. Although 
he may value the total supply of a higher than the total supply of 
b, the marginal value of b may be higher than the marginal value of a. 

The same reasoning holds good for the question of increasing the 
available supply of any commodity by the acquisition of an additional 
definite number of units. 

For the description of these facts economics does not need to em- 
ploy the terminology of psychology. Neither does it need to resort 
to psychological reasoning and arguments for proving them. If we 
say that the acts of choice do not depend on the value attached to a 
whole class of wants, but on that attached to the concrete wants in 
question irrespective of the class in which thcy may be reckoncd, we 
do not add anything to our knowledge and do not trace it back to 
some better-known or more general knowledge. This mode of speak- 
ing in terms of classes of wants becomes intelligible only if we rernem. 
ber the role played in the history of economic thought by the alleged 
paradox of value. Carl Menger and B6hm-Bawerk had to make use 
of the term "class of wants7' in order to refute the objections raised 
by those who considered bread as such more valuabk than silk be- 
cause the class "want of nourishment7' is more important than the 
class "want of luxurious clothing." T o d a y  the concept "class of 
wants" is entirely superfluous. I t  has no meaning for action and there- 
fore none for the theory of value; it is, moreover, liable to bring 
about error and confusion. Construction of concepts and classifica- 
tion are mental tools; they acquire meaning and sense only in the con- 
text of the theories which utilize them? I t  is nonsensical to arrange 

2 .  Cf. Carl Menger, Grundsir'tze der Volkswirtrchaftslehre (Vienna, 1 8 7 1 ) ~  
pp. 88 ff.; Bohm-Bawerk, Kapital und Kapitalzins (3d ed. Innsbruck, 1909), Pt. 11, 
P.P. 237 ff. 

3 .  Classes are not in the world. It is our mind that classifies the phenomena 
in order to organize our knowledge. The question of whether a certain mode 
of classifying phenomena is conducive to this end or not is different from the 
question of whether it is logically permissible or not. 
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various wants into "classes of wants" in order to establish that such 
a classification is of no avail whatever for the theory of value. 

The law of marginal utility and decreasing marginal value is inde- 
pendent of Gossen's law of the saturation of wants (first law of 
Gossen). In treating marginal utility we deal neither with sensuous 
enjoyment nor with saturation and satiety. W e  do not transcend the 
sphere of praxeological reasoning in establishing the following def- 
inition: W e  call that employment of a unit of a homogeneous supply 
which a man makes if his supply is n units, but would not make if, 
other things being equal, his supply were only n - I units, the 
least urgent employment or the marginal employment, and the 
utility derived from-it marginal utility. In order to attain this knowl- 
edge we do not need any physiological or psychological experience, 
knowledge, or reasoning. It follows necessarily from our assump- 
tions that people act (choose) and that in the first case acting man has 
n units of a homogeneous supply and in the second case n - I units. 
Under these conditions no other result is thinkable. Our statement is 
formal and aprioristic and does not depend on any experience. 

There are only two alternatives. Either there are or there are not 
intermediate stages between the felt uneasiness which impels a man 
to act and the state in which there can no longer be any action (be it 
because the state of perfect satisfaction is reached or because man 
is incapable of any further improvement in his conditions). In the 
second case there 'could be only one action; as soon as this action is 
consummated, a state would be reached in which no further action is 
possible. This is manifestly incompatible with our assumption that 
there is action; this case no longer implies the general conditions pre- 
supposed in the category of action. Only the first case remains. But 
then there are various degrees in the asymptotic approach to the 
state in which there can no longer be any action. Thus the law of 
marginal utility is already implied in the category of action. It is 
nothing else than the rcverse of the statement that what satisfies more 
is to what gives smaller satisfaction. If the supply available 
increases from 72 - I units to n units, the increment can be employed 
only for the removal of a want which is less urgent or less painful 
than the least urgent or least painful among all those wants which 
could be removed by means of the supply rz - I .  

The law of marginal utility does not refer to objective use-value, 
but to subjective use-value. It does not deal with the physical or 
chemical capacity of things to bring about a definite effect in general, 
but with their relevance for the well-being of a man as he himself 
sees it under the prevailing momentary state of his affairs. I t  does not 
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deal primarily with the value of things, but with the value of the 
services a man expects to get from them. 

If we were to beIieve that marginal utility is about things and 
their objective use-value, we would be forced to assume that marginal 
utility can as well increase as decrease with an increase in the quan- 
tity of units available. It can happen that the employment of a certain 
minimum quantity-rz units-of a good a can provide a satisfaction 
which is deemed more valuable than the services expected from one 
unit of a good b. Rut if the supply of a available is smaller than n, a 
can only be employed for another service which is considered less 
valuable than that of b. Then an increase in the quantity of a from 
n - I units to n units results in an increase of the value attached to 
one unit of n. The owner of loo logs may build a cabin which pro- 
tects him against rain better than a raincoat. But if fewer than 30  logs 
are available, he can only use them for a berth that protects him against 
the dampness of the soi1. As the owner of 95 logs he would be prepared 
to forsake the raincoat in order to get 5 logs more. As the owner of 
10 logs he would not abandon the raincoat even for 10 logs. A man 
whose savings amount to 3x00 may not be willing to carry out some 
work for a remuneration of $200. But if his savings were $2,000 and 
he were extremely anxious to acquire an indivisible good which can- 
not be bought for less than $z,ioo, he would be ready to perform 
this work for $100. All this is in perfect agreement with the rightly 
formulated law of marginal utility according to which value depends 
on the utility of the services expected. There is no question of any 
such thing as a law of increasing utility. 

The law of marginal utility must be confused neither with Ber- 
noulli's doctrine de mensura sortis nor with the Weber-Fechner law. 
At  the bottom of Bernoulli's contribution were the generally known 
and never disputed facts that people are eager to satisfy the marc 
urgent wants before they satisfy the less urgent, and that a rich man 
is in a position to provide better for his wants than a poor man. But 
the inferences Bernoulli drew from these truisms are all wrong. He 
developed a mathematical theory that the increment in gratification 
diminishes with the increase in a man's total wealth. His statement that 
as a ruIe it is highly probable that for a man whose income is 5,000 
ducats one ducat means not more than half a ducat for a man with 
an income of 2,500 ducats is merely fanciful. Let us set aside the ob- 
jection that there is no incans of drawing comparisons other than en- 
tirely arbitrary ones between the valuations of various people. Ber- 
nouili's method is no less inadequate for the valuations of the same 
individual with various amounts of income. He did not see that all 



that can be said about the case in question is that with increasing in- 
come every new increment is used for  the satisfaction of a want less 
urgently felt than the least urgently felt want already satisfied before 
this increment took place. H e  did not see that in valuing, choosing, 
and acting there is no measurement and no establishment of equiv- 
alence, but grading, i.e., preferring and putting aside.4 Thus neither 
Bernoulli nor the mathematicians and economists who adopted his 
mode of reasoning could succeed in solving the paradox of value. 

T h e  mistakes inherent in the confusion of the Wcber-Fechner law 
of psychophysics and the subjective theory of value have already been 
attacked by  Max WTeber. Max Weber, it is true, was not sufficiently 
familiar with economics and was too much under the sway of his- 
toricism to get a correct insight into the fundarncntals of economic 
thought. But ingenious intuition provided him with a suggestion of 
a way toward the correct solution. The  theory of marginal utility, 
he asserts, is "not psychologically substantiated, but rather-if an 
cpisternological term is to  be applied-pragmatically, i.e., on the 
employment of the categories: ends and means." 

If a man wants to remove a pathological condition by taking a def- 
inite quantity of a remedy, the intake of a multiple will not bring 
about a better effect. T h e  surplus will have either no effect other than 
the appropriate dose, the optimum, or  it will have detrimental effects. 
The  same is true of all kinds of satisfactions, although the optimum 
is often reached onIy by the application of a large dose, and the point 
at which further increments produce detrimental effects is often far 
away. This is so because our world is a world of causality and of 
quantitative relations between cause and effect. I l e  who wants to  
remove thc uneasiness caused by  living in a room with a temperature 
of 35 degrees will aim at heating the room to a temperature of 65 or 
70 degrees. I t  has nothing to do  with the Weber-Fechner law that he 
does not aim at a temperature of 180 or 300 degrees. Neither has it  
anything to do with psychology. A11 that psychology can do for the 
----I :-- -f-L:- f .,-... * cxpalrauull U L  L U L ~  14C.L is to establish 2s aii u!-ace given that man 
as a rule prefers the preservation of life and health to  death and sick- 
ness. What  counts for praxeology is only the fact that acting man 
chooses between alternatives. That  man is placed at crossroads, that 

4. Cf. Daniel Bernoulli, Versuch einer neuen Theorie zur Restimmulzg von 
Glikcksflillen, trans. b y  Pringsheim (Leipzig, r 896), pp. 27 ff. 

5. Cf. Max Weber, Gesanmelte Aufsatze zur Wissenschaftslehre (Tiibingen, 
1922), p. 3 7 2 ;  also p. 149. The  term "pragmatical" as used by Weber is of course 
liable to bring about confusion. It is inexpedient to employ it for anything 
other than the philosophy of Pragmatism. If Weber had known the term 
"praxeology," he probably would have preferred it. 



Action Within the World 1 2 7  

he must and does choose, is-apart from other conditions-due to the 
fact that he lives in a quantitative world and not in a world without 
quantity, which is even unimaginable for the human mind. 

The confusion of marginal utility and the Weber-Fechner law 
originated from the mistake of looking only at the means for the 
attainment of satisfaction and not at the satisfaction itself. If the 
satisfaction had been thought of, the absurd idea would not have been 
adopted of explaining the configuration of the desire for warmth by 
referring to the decreasing intensity of the sensation of successive 
increments in the intensity of the stimuli. That the average man does 
not want to raise the temperature of his bedroom to 1 2 0  degrees has 
no refercnce whatever to the intensity of the sensation for warmth. 
That  a man does not heat his room to the same degree as other normal 
people do and as he himself would probably do, if he were not more 
intent upon buying a new suit o r  attending the performance of a 
Beethoven symphony, cannot be explained by the methods of the 
natural sciences. Objective and open to a treatment by  the methods 
of the natural sciences are only the problems of objective use-value; 
the valuation of objective use-value on the part of acting man is an- 
other thing. 

2 .  The Law of Returns 

Quantitative definiteness in the effects brought about by  an eco- 
nomic good means with regard to the goods of the first order (con- 
sumers' goods): a quantity a of cause brings about-either in a def- 
inite period of time or at all-a quantity a of effect. With regard to the 
goods of the higher orders (producers' goods) it means: a quantity b 
of cause brings about a quantity /3 of effect, provided the comple- 
mentary cause c contributes the quantity y of effect; only the con- 
certed effects /3 and y bring about the quantity p of the good of the 
first order D. There are in this case three quantities: b and c of the 
two compIementary goods B and C, and p of the product D. 

Wich b remaining unchanged, we call that value of c which results 
P in the highest value of --the optimum. If several values of c result in 
C 

P this highest vaIue of -, then we call that the optimum which results 
C 

also in the highest value of p. If the two complementary goods are 
employed in the optimal ratio, they both render the highest output; 
their power to produce, their objective use-value, is fully utilized; 
no fraction of them is wasted. If we deviate from this optimal com- 
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bination by increasing the quantity of C without changing the quan- 
tity of B, the return will as a rule increase further, but not in pro- 
portion to the increase in the quantity of C .  If it is at all possible to 
increase the return from p to  pl by increasing the quantity of one 
of the complementary factors only, namely by  substituting cx for 
c, x being greater than I ,  we have at any rate: pl , p and p,c . P C X .  

For if it were possible to compensate any decrease in b by a cor- 
responding increase in c in such a way that p remains unchanged, the 
physical power of production proper to B would be unlimited and 
B would not be considered as scarce and as an economic good. It  
would be of no importance for acting man whether the supply of B 
available were greater or smaller. Even an infinitesimal quantity of 
R would be sufficient for the production of any quantity of D, pro- 
vided the suppiy of C is large enough. On the other hand, an in- 
crease in the quantity of B available could not increase the output of 
D if the supply of C does not increase. The  total return of the process 
would be imputed to C; B could not be an economic good. A thing 
rendering such unlimited services is, for instance, the knowledge of 
the causal relation implied. The  formula, the recipe, that teaches us 
how to prepare coffee, provided it is known, renders unlimited 
services. I t  does not lose anything from its capacity to produce how- 
ever often it is used; its productive power is inexhaustible; it is there- 
fore not an economic good. Acting man is never faced with a situation 
in which he must choose between the use-value of a known formula 
and any other useful thing. 

T h e  law of returns asserts that for the combination of economic 
goods of the higher orders (factors of production) there exists an 
optimum. If one deviates from this optimum by increasing the input 
of only one of the factors, the physical output either does not in- 
crease at all or at least not in the ratio of the increased input. This 
law, as has been demonstrated above, is implied in the fact that the 
quantitative definiteness of the effects brought about by any eco- 
nomic good is a necessary condition of its being an economic good. 

That  there is such an optimum of combination is all that the law 
of returns, popularly called the law of diminishing returns, teaches. 
There are many other questions which it does not answer at all and 
which can only be solved a posteriori by experience. 

If the effect brought about by one of the compIementary factors 
is indivisible, the optimum is the only combination which results in 
the outcome aimed at. In order to dye a piece of wool to a definite 
shade, a definite quantity of dye is required. A greater or smaller 
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quantity would frustrate the aim sought. H e  who has more coloring 
matter must leave the surplus unused. H e  who has a smaller quantity 
can dye only a part of the piece. The  diminishing return results in 
this instance in the conlpletc uselessness of the additional quantity 
which must not even be employed because it would thwart the 
design. 

In other instances a certain minimum is required for the production 
of the minimum effect. Between this minimum effect and the optimal 
effect there is a margin in which increased doses result either in a pro- 
portional increase in effect or in a more than proportional increase 
in effect. In order to make a machine turn, a certain minimum of 
lubricant is needed. Whether an increase of lubricant above this mini- 
mum increases the machine's performance in proportion to thc in- 
crease in the amount applied, or to a greater extent, can only be 
ascertained by technological experience. 

The  law of returns does not answer the foIlowing questions: ( I )  
Whether or not the optimum dose is the only one that is capable of 
producing the efTect sought. ( 2 )  Whether or not there is a rigid 
limit above which any increase in the amount of the variable factor 
is quite useless. ( 3 )  Whether the decreasc in output brought about 
by progressive deviation from the optimum and the increase in out- 
put brought about by progressive approach to the optimum result in 
proportional or nonproportional changes in output per unit of the 
variable factor. All this must be discerned bv experience. But the law 
of returns itself, is., the fact that there mgst exist such an optimum 
combination, is valid a priori. 

The  hlalthusian law of population and the concepts of absolute 
overpopulation and underpopulation and optimum population de- 
rived from it are the application of the law of returns to a special 
problem. They deal with changes in the supply of human labor, other 
factors being equal. Because people, for political considerations, 
wanted to reject the Malthusian law, they fought with passion but 
with iauity arguments against the law of returns-which, incidentaiiy, 
they knew only as the law of diminishing returns of the use of capital 
a d  labor on land. Today we no longer need to pay any attention to 
these idle remonstrances. The  Iaw of returns is not limited to the use 
of complementary factors of production on land. The  endeavors to 
refute or to demonstrate its validity by historical and experimental 
investigations of agricultural production are needless as they are vain. 
H e  who wants to reject the law would have to explain why people are 
ready to pay prices for land. If the law were not valid, a farmer would 
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never consider expanding the size of his farm. H e  would be in a posi- 
tion to  multiply indefinitely the return of any piece of soil by muIti- 
plying his input of capital and labor. 

People have sometimes believed that, while the law of diminishing 
returns is valid in agricultural production, with regard to the process- 
ing industries a law of increasing returns prevails. It  took a long time 
before they realized that the law of returns refers to all branches of 
production equally. It  is faulty to contrast agriculture and the process- 
ing industries with regard to this law. What  is called-in a very 
inexpedient, even misleading terminology-the law of increasing re- 
turns is nothing but a reversal of the law of diminishing returns, an 
unsatisfactory formulation of the law of returns. If one approaches 
the optimum combination by  increasing the quantity of one factor 
only, the quantity of other factors remaining unchanged, then the 
returns per unit of the variable factor increase either in proportion 
to the increase or even to a greater extent. A machine may, when 
operated by 2 workers, produce p; when operated by  3 workers, 3 p; 
when operated by 4 workcrs, 6 p; when operated by 5 workers, 7 p; 
when operated by 6 workers, also not more than 7 p. Then the em- 
ployment of 4 workers rendcrs the optimum return per head of the 

6 worker, namely -- p, while under the other combinations the returns 
4 

per head are respectively 1/2 p, p, 7 p and 2 p. If, instead of 2 workers, 
5 6 

3 or 4 workers are employed, then the returns increase more than in 
relation to the increase in the number of workers; they do not increase 
in the proportion 2 :  3:4, but in the proportion I :  3: 6. W e  are faced 
with increasing returns per head of the worker. 13ut this is nothing 
eke than the reverse of the law of diminishing returns. 

If a plant or enterprise deviates from the optimum combination of 
the factors employed, it is less efficient than a plant or  ~nterprise 
for which the deviation from the optimum is smaller. Both in agri- 
culture and in the processing industries many factors of production 
are not perfectly divisible. I t  is, especially in the processing industries, 
for the most part easier to attain the optimum combination by ex- 
panding the size of the plant or enterprise than by restricting it. If 
the smallest unit of one or of several factors is too large to allow for 
its optimal exploitation in a small or  medium-size plant or  enter- 
prise, the only way to attain the optimum is by  increasing the out- 
fit's size. I t  is these facts that bring about the superiority of big-scale 
production. The  full importance of this problem wilI be shown later 
in discussing the issues of cost accounting. 
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3 .  Human Labor as a Means 

The employnlent of the physiological functions and manifestations 
of human life as a means is called labor. The display of the potentiali- 
ties of human energy and vital processes which the man whose life 
they manifest does not usc for the attainment of external ends dif- 
ferent from the mere running of these processes and from the physio- 
logical role they play in the biological consurnmation of his own 
vital economy, is not labor; it is simply life. Man works in using his 
forces and abilities as means for the removal of uneasiness and in 
substituting purposeful exploitation of his vital energy for the spon- 
taneous and carefree discharge of his faculties and nerve tensions. 
Labor is a means, not an end in itself. 

Every individual has only a limited quantity of energy to expend, 
and every unit of labor can only bring about a limited effect. Other- 
wise human labor would be available in abundance; it would not be 
scarce and it would not be considered as a means for the removal of 
uneasiness and economized as such. 

In a world in which labor is economized only on account of its be- 
ing available in a quantity insufficient to attain all ends for which it 
can be used as a means, the supply of labor available would be equal 
to the whole quantity of labor which all men together are able to 
expend. In such a world everybody would be eager to work until he 
had completely exhausted his momentary capacity to work. The time 
which is not required for recreation an2 restoration of the capacity 
to work, used up by previous working, would be entirely devoted 
to work. Every nonutilization of the full capacity to work would be 
deemed a loss. Through the performance of more work one would 
have increased one's well-being. That a part of the available potential 
remained unused would be appraised as a forfeiture of well-being not 
compensated by any corresponding increase in well-being. The very 
idea of laziness would be unknown. Nobody would think: I could 
possibly do this or that; but it is not worth while; it does not pay; I 
prefer my leisure. Everybody would consider his whole capacity to 
work as a supply of factors of production which he would be anxious 
to utilize completely. Even a chance of the smallest increase in well- 
being would bc considered a sufficient incentive to work more if it 
happened that at the instant no more profitable use could be made of 
the quantity of labor concerned. 

In our actual world things are different. The expenditure of labor 
is deemed painful. hTot to work is considered a state of affairs more 
satisfactory than working. Leisure is, other things being equal, pre- 
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ferred to travail. People work only when they value the return of 
labor higher than the decrease in satisfaction brought about by the 
curtailment of leisure. T o  work involves disutility. 

Psychology and physiology may try to explain this fact. There 
is no need for praxeology to invcstigke whcther or not they can 
succeed in such endeavors. For praxeology it is a datum that men are 
eager to enjoy leisure and therefore look upon their own capacity 
to bring about effects with feelings different from those with which 
they look upon the capacity of material factors of production. Man 
in considering an expenditure of his own labor investigates not only 
whether there is no more desirable end for the employment of the 
quantity of labor in question, but no less whcther it would not be 
more desirahlc to abstain from any further expenditure of labor. 
W e  can express this fact also in calling the attainment of leisure an 
end of purposeful activity, or an economic good of the first order. 
In employing this somewhat sophisticated terminology, we must view 
leisure as any other economic good from the aspeGt of marginal util- 
ity. W e  must conclude that the first unit of leisure satisfies a desire 
more urgently felt than the sccond one, the second one a more urgent 
desire than thc third one, and so on. Reversing this proposition, we 
get the statement that the disutility of labor felt by the worker in- 
creases in a greater proportion than the amount of labor expended. 

However, it is needless for praxeology to study the question of 
whether or not the disutility of labor increases in proportion to the 
increase in the quantity of labor performed or to a greater extent. 
(Whether this problem is of any importance for physiology and 
psychology, and whether or not these sciences can elucidate it, can 
be left undecided.) At any rate the worker knocks off work at the 
point at which he no longcr considers the utility of continuing work 
as a sufficient compensation for the disutility of the additional ex- 
penditure of labor. In forming this judgment he contrasts, if we 
disregard the decrease in yield brought about by increasing fatigue, 
each por:i::E of wOrkixg tiEe tt.icE, cI.,~ same mianritv Of nrnanrt 2s 1 -."" " ' J rL----- 
the preceding portions. But the utility of the units of yield decreases 
with the progress of the labor performed and the increase in the 
total amount of yield produced. The products of the prior units of 
working time have provided for the satisfaction of more important 
needs than the products of the work performed later. The satis- 
faction of these less important needs may not be considered as a 
sufficient reward for the further continuation of work, although they 
are compared with the same quantities of physical output. 

It  is therefore irreIevant for the praxeological treatment of the 
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matter whether the disutility of labor is proportional to the total 
expenditure of labor or whether it increases to a greater extent than 
the time spent in working. At  any rate, the propensity to expend the 
still unused portions of the total potential for work decreases, other 
things being equal, with the increase in the portions already ex- 
pended. Whethcr this decrease in the readiness to work more proceeds 
with a more rapid or a less rapid acceleration, is always a question of 
economic data, not a question of categorial principles. 

The disutility attached to labor explains why in the course of 
human history, concomitantly with the progressive increase in the 
physical productivity of labor brought about by technological im- 
provement and a more abundant supply of capital, by and large a 
tendency toward shortening the hours of work developed. Among 
the amenities which civilized man can enjoy in a more abundant way 
than his less civilized ancestors there is also the enjoyment of more 
leisure time. In this sense one can answer the question, often raised 
by philosophcrs and philanthropists, whether or not economic prog- 
ress has made men happier. If the productivity of labor were lower 
than it is in the present capitalist world, man would be forced either 
to toil more or to forsake many amenities. In establishing this fact 
the economists do not assert that the only means to attain happiness 
is to enjoy more material comfort, to live in Iuxnry, or to have more 
leisure. They simply acknowledge the truth that men are in a posi- 
tion to provide themselves better with what they consider they 
need. 

The fundamental praxeological insight that men prefer what satis- 
fies them more to what satisfies them less and that they value things 
on the basis of their utility does not need to be corrected or comple- 
mented by an additional statement concerning the disutility of labor. 
Thcse propositions already imply the statement that labor is preferred 
to  leisure only in so far as the yield of labor is more urgently desired 
than the enjoyment of leisure. 

The unique position which the factor labor occupies in our 
world is due to its nonspecific character. All nature-given primary 
factors of production-is., all those natural things and forces that 
man can use for improving his state of well-being-have specific 
powers and virtues. There are ends for whose attainment they are 
more suitable, ends for which they arc less suitable, and ends for 
which they are altogether unsuitable. But human labor is both suit- 
able and indispensable for the performance of all thinkable processes 
and modes of production. 

It is, of course, impermissible to deal with human labor as such in 
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general. It is a fundamental mistake not to see that men and their 
abilities to work are different. The work a certain individual can 
perform is more suitable for some ends, less suitable for other ends, 
and altogether unsuitable for still other ends. It was one of the de- 
ficiencies of classical economics that it did not pay enough attention 
to this fact and did not take it into account in the construction of 
its theory of value, prices, and wage rates. Men do not economize 
labor in general, but the particular kinds of labor available. Wages 
are not paid for labor expended, but for the achievements of labor, 
which differ widely in quality and quantity. The production of each 
particular product requires the employment of workers able to per- 
form the particular kind of labor concerned. It is absurd to justify 
the failure to consider this point by reference to the alleged fact 
that the main demand for and supply of labor concerns unskilled 
common labor which evcry healthy man is able to perform, and that 
skilled labor, the labor of people with particular inborn faculties 
and special training, is by and large an exception. There is no need 
to investigate whether conditions were such in a remote past or 
whether even for primitive tribesmen the inequality of inborn and 
acquired capacities for work was the main factor in economizing 
labor. In dealing with conditions of civiIized peoples it is impermis- 
sible to disregard the differences in the quality of labor performed. 
Work which various people are able to perform is different be- 
cause men are born unequal and because the skill and experience 
they acquire in the course of their lives differentiate their capacities 
still more. 

In speaking of the nonspecific character of human labor we cer- 
tainly do not assert that all human labor is of the same quality. What 
we want to establish is rather that the differences in the kind of labor 
required for the production of various commodities are greater than 
the differences in the inborn capacities of men. (In emphasizing this 
point we are not dealing with the creative performances of the genius; 
the work of the genius is outside the orbit of ordinary human action 
and is like a free gift of destiny which comes to mankind o~ernight .~  
W e  furthermore disregard the institutional barriers denying some 
groups of people access to certain occupations and the training they 
require.) The innate inequality of various individuals does not break 
up the zoologicaf uniformity and homogeneity of the species man 
to such an extent as to divide the supply of labor into disconnected 
sections. Thus the potential supply of labor available for the per- 
formance of each particular kind of work exceeds the actuaI demand 

6. See below, pp. 138-140. 
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for such labor. The supply of every kind of specialized labor could 
be increased by the withdrawal of workers from other branches and 
their training. The quantity of need satisfaction is in none of the 
branches of production permanently limited by a scarcity of people 
capable of performing special tasks. Only in the short run can there 
emerge a dearth of specialists. In the long run it can be removed by 
training people who display the innate abilities required. 

Labor is the most scarce of all primary mans  of production be- 
cause it is in this restricted sense nonspecific and because every variety 
of production requires the expenditure of labor. Thus the scarcity of 
the other primary means. of production-i.e., the nonhuman means 
of production supplied by nature-becomes for acting man a scarcity 
of those primary material means of production whose utilization re- 
quires the smallest expenditure of labor.' It is the supply of labor 
available that determines to what an extent the factor nature in each 
of its varieties can be exploited for the satisfaction of needs. 

If the supply of labor which men are able and ready to perform 
increases, production increases too. Labor cannot remain unemployed 
on account of its being useless for the further improvement of need 
satisfaction. Isolated self-sufficient man always has the opportunity 
of improving his condition by expending more labor. On the labor 
market of a market society there are buyers for every supply of 
labor offered. There can be abundance and superfluity only in seg- 
ments of the labor market; it results in pushing labor to other segments 
and in an expansion of production in some other provinces of the 
economic system. On the other hand, an increase in the quantity of 
land available-other things being equal-could result in an incrcase 
in production only if the additional land is more fertile than the 
marginal land tilled before.* The same is valid with regard to ac- 
cumulated material equipment for future production. The service- 
ableness of capital goods also depends on the supply of labor avail- 
able. It would be wasteful to use the capacity of existing facilities 
if the labor required could be employed for the satisfaction of more 
urgent needs. 

Complementary factors of production can only be used to the ex- 
tent allowed by the availability of the most scarce among them. Let 
us assume that the production of I unit of p requires the expenditure 
of 7 units of a and of 3 units of b and that neither a nor b can be used 

7. Of course. some natural resources are so scarce that thev are entirelv 
utilized. 

8. Under free mobility of labor it would be waste to improve barren soil if 
the reclaimed area is not so fertile that it compensates for the total cost of the 
operation. 
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for any production other than that of p. If 49 a and 2,000 b are avail- 
able, no more than 7 p can be produced. The available supply of a 
determines the extent of the use of b. Only a is considered an eco- 
nomic good; only for a are people ready to pay prices; the fulI price 
of p is allowed for 7 units of a. On the other hand b is not an economic 
good and no prices are allowed for it. There are quantities of b which 
remain unused. 

W e  may try to imagine the conditions within a world in which all 
material factors of production are so fully employed that there is no 
opportunity to employ all men or to employ all men to the extent that 
they are ready to work. In such a world labor is abundant; an in- 
crease in the supply of labor cannot add any increment whatever to 
the total amount of prod~~ction. If we assume that a11 men have the 
same capacity and application for work and if we disregard the disutil- 
ity of labor, labor in such a urorId would not be an economic good. 
If this world were a socialist commonwealth, an increase in population 
figures would be deemed an increase in the number of idle consumers. 
If it were a market society, wage rates paid would not be enough to 
prevent starvation. Those seeking employment would be ready to 
go to work for any wages, however low, even if insufficient for the 
preservation of their lives. They mould be happy to delay for a while 
death by starvation. 

There is no need to dwell upon the paradoxes of this hypothesis and 
to discuss the problems of such a world. Our world is different. Labor 
is more scarce than material factors of production. W e  are not deal- 
ing at  this point with the problcrn of optimum population. We are 
dealing only with the fact that there are material factors of produc- 
tion which remain unused because the labor required is needed for 
the satisfaction of more urgent needs. In our world there is no abun- 
dance, but a shortage of manpower, and there are unused material 
factors of production, i.e., land, mineral deposits, and even plants and 
equipment. 

This state of affairs could be changed by such an increase in popula- 
tion figures that all material factors required for the production of 
the foodstuffs indispensable-in the strict meaning of the word-for 
the preservation of human life are fully exploited. But as long as this 
is not the case, it cannot be changed by any improvement in techno- 
logical methods of production. The substitution of more efficient 
methods of production for less efficient ones does not render labor 
abundant, provided there are still material factors available whose util- 
ization can increase human well-being. On the contrary, it increases 
output and thereby the quantity of consumers' goods. "Labor-saving" 
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devices reduce want. They  do not bring about "technological unem- 
ployment." 

Every product is the result of the enlployment both of labor and of 
material factors. Man economizes both labor and material factors. 

Immediately Gratifying Labor and Mediately Gratifying Labor 
As a rule labor gratifies the performer only mediately, namely, through 

the removal of uneasiness which the attainment of the end brings about. 
The worker gives up leisure and submits to thc disutility of labor in order 
to enjoy either the product or what other people arc ready to give him 
for it. The expenditure of labor is for him a means for the attainment of 
certain cnds, a price paid and a cost incurred. 

But there are instances in which the performance of labor gratifies the 
worker immediately. He  derives immediate satisfaction from thc expcndi- 
ture of labor. The yield is twofold. It consists on the one hand in the at- 
tainment of the product and on the other hand in the satisfaction that the 
performance itself gives to the worltcr. 

People have misinterpreted this fact grotesquely and have based on this 
misinterpretation fantastic plans for social reforms. One of the main dog- 
mas of socialism is that labor has disutility only within thc capitalist system 
of production, while under socialism it will be pure delight. We  may dis- 
regard the effusions of the poor lunatic Charles Fourier. But Marxian 
"scientific" socialism does not differ in this point from thc utopians. One 
of its foremost champions, Karl Kautsky, expressly declares that a chief 
task of a proletarian regime will be to transform labor from a pain into a 
pleasure." 

The fact is often ignored that those activities which bring about immedi- 
ate gratification and are thus direct sources of pleasure and enjoyment, 
are essentially different from labor and working. Only a very super- 
ficial treatment of the facts concerned can fail to recognize these differ- 
ences. Paddling a canoc as it is practiced on Sundays for amusement on the 
lakes of public parks can only from the point of view of hydromechanics 
be likened to the rowing of boatsmen and galley slaves. When judged as a 
means for the attainment of ends it is as different as is the humming of an 
aria by a rambler from the recital of the same aria by the singer in the 
opera. The carefree Sunday paddler and the singing rambler derive im- 
mediate gratification from their activities, but no mediate gratification. 
What they do is therefore not labor, not the employment of their physio- 
logical functions for the attainment of ends other than the mere exercise 
of these functions. It is merely pleasure. It is an end in itself; it is done for 
its own sake and does not render any further service. As it is not labor, it 
is not permissible to call it immediately gratifying labor.1° 

9. Karl Kautsky, Die soziale Revolution (3d ed. Berlin, I ~ I I ) ,  11, 16ff. 
10. Rowing seriously practiced as a sport and singing seriously practiced by 

an amareur are introversive labor. See below, pp. 584-585. 
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Sometimes a superficial observer may believe that labor performed by 

other people gives rise to immediate gratification because he himself 
would like to engage in a kind of play which apparently imitates the kind 
of labor concerned. As children play schooI, soldiers, and railroad, so 
adults too would like to play this and that. They think that the railroad 
engineer must enjoy operating and steering his engine as much as they 
would if they were permitted to toy with it. On his hurried way to office 
the bookkeeper envies the patrolman who, hc thinks, is paid for leisurely 
strolling around his beat. BLI~  the patrohan envies the bookkeeper who, 
sitting on a con~fortable chair in a well-heated room, makes money by some 
scribbling which cannot seriously be called labor. Yet the opinions of 
people who misinterpret other people's work and consider it a mere pas- 
time need not be taken seriously. 

Thcre are, however, also instances of genuine immediately gratifying 
labor. There are some kinds of labor of which, under special conditions, 
small quantities provide immediate gratification. But these quantities are so 
insignificant that they do not play any role at all in the complex of human 
action and production for the satisfaction of wants. Our world is char- 
acterized by the phenomenon of the disutility of labor. People trade the 
disutility-bringing labor for the products of labor; labor is for them a 
source of mediate gratification. 

If a special kind of labor gives pleasure and not pain, immediate gratifica- 
tion and not disutility of labor, no wages are allowed for its performance. 
On the contrary, the performer, the 'korker," must buy the pleasure and 
pay for it. Hunting game was and is for many people regular disutility- 
creating labor. But there are people for whom it is pure pleasure. In Europe 
amateur hunters buy from the owner of the hunting-ground the right to 
shoot a definite number of game of a definite typc. The purchase of this 
right is scparated from the price to bc paid for the bag. If the two pur- 
chases are linked together, the price by far exceeds the prices that can be 
obtained on the market for the bag. A chamois buck still roaming on the 
precipitous rocks has therefore a higher cash value than later when killed, 
brought down to the valley, and ready for the utilization of the meat, the 
skin, and the horns, although strenuous climbing and some material must 
be expended for its killing. One could say that one of the services which a 
living buck is able to render is to provide the hunter with the pleasure of 
killing it. 

The Creative Genius 
Far above the millions that come and pass away tower the pioneers, the 

men whose deeds and ideas cut out new paths for mankind. For the 
pioneering genius to create is the essence of life. T o  live means for him 
to create. 

1 1 .  Leaders (F~hrers) are not ioneers. They guide people along the tracks 
pioneers have laid. The pioneer c I) ears a road through Iand hitherto inaccessible 
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The activities of these prodigious men cannot be fully subsumed under 
the praxeological concept of labor. They are not labor because they are for 
the genius not means, but ends in themselves. H e  lives in creating and in- 
venting. For him there is no leisure, only intermissions of temporary 
sterility and frustration. His incentive is not the desire to bring about a 
result, but the act of producing it. The accomplishment gratifies him 
neither mediately nor immediately. It does not gratify him mediately be- 
cause his fellow men at best are unconcerned about it, more often even 
greet it with taunts, sneers, and persecution. Many a genius could have 
used his gifts to render his life agreeable and joyful; he did not even con- 
sider such a possibility and chose the thorny path without hesitation. The 
genius wants to accomplish what he considers his ~nission, even if he knows 
that he moves toward his own disaster. 

Neither does the genius derive immediate gratification from his creative 
activities. Creating is for him agony and torment, a ceaseless excruciating 
struggle against internal and external obstacles; it consumes and crushes 
him. T h e  Austrian poet GriIlparzer has depicted this in a touching poem 
"Farewell to Gastein." l2 W e  may assume that in writing it he thought not 
only of his own sorrows and tribulations but also of the greater sufferings 
of a much greater man, of Beethoven, whose fate resembled his own and 
whom he understood, through devoted affection and sympathetic ap- 
preciation, better than any other of his contemporaries. Kietzsche com- 
pared himself to the flame that insatiably consumes and destroys itself.'" 
Such agonies are phenomena which have nothing in common with the 
connotations generally attached to the notions of work and labor, produc- 
tion and success, breadwinning and enjoyment of life. 

The achievements of the creative innovator, his thoughts and theories, 
his poems, paintings, and compositions, cannot be classified praxeologically 
as products of labor. They are not the outcome of the employment of 
labor which could have been devoted to the production of other amenities 
for the "production" of a masterpiece of philosophy, art, or literature. 
Thinkers, poets, and artists are sometimes unfit to accomplish any other 
work. A t  any rate, the time and toil which they devote to creative activities 
are not withheld from empioyment for other purposes. Conditions may 
someti~nes doom to sterility a man who would have had the power to bring 
fcw+h + h i m g S  ==heard Of; they m-ay !ca.re him c o  a!tern2tive C?t!lPr thax c= 
*-,*.a. .A&--- 

die from starvation or to use all his forces in the struggle for mere physical 
survival. But if the genius succeeds in achieving his goals, nobody but him- 
self pays the "costs" incurred. Goethe was perhaps in some respects ham- 

and may not care whether or not anybody wants to go the new way. The leader 
directs ~eople toward the goal they want to reach. 

1 2 .  It seems that there is no English translation of this poem. The book of 
Douglas Yates (Franz Grillparzer, a Critical Biography, Oxford, 1946), I ,  57, 
gives a short English resum6 of its content. 

13. For a translation of Nictzsche's poem see M. A. Miigge, Friedricb Nietzscbe 
(New York, 191 I ) ,  p. 275. 
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pered by his functions at the court of Weimar. But certainly he would not 
have accomplished more in his official duties as minister of state, theatre 
manager, and administrator of mines if he had not written his plays, poems, 
and novels. 

It is, furthermore, impossible to substitute other people's work for that 
of the creators. If Dante and Beethoven had not existed, one would not 
have been in a position to produce the Divina Corwwzedia or the Ninth 
Symphony by assigning other men to these tasks. hTeither society nor 
single individuals can substantially further the genius and his work. The 
highest intensity of the "dcmand" and the most peremptory order of the 
government are incfiectual. The genius does not deliver to order. ,Men 
cannot improve the natural and social conditions which bring about the 
creator and his creation, It is impossible to rear geniuses by eugenics, to 
train them by schooling, or to organize their activities. But, of course, one 
can organize society in such a way that no room is left for pioneers and 
their path-breaking. 

The creative accomplishment of the genius is an ultimate fact for praxe- 
ology. It comes to pass in history as a free gift of destiny. It is by no means 
the result of production in the sense in which economics uses this term. 

4. Production 

Action, if successful, attains the end sought. It produces the product. 
Production is not an act of creation; i t  does not bring about some- 

thing that did not exist before. I t  is a transformation of given ele- 
ments through arrangement and combination. The producer is not a 
creator. Alan is creative only in thinking and in the realm of imagina- 
tion. In the world of external phenomena he is only a transformer. 
All that he can accomplish is to combine the means available in such 
a way that according to the laws of nature the result aimed at is bound 
to emerge. 

It was once customary to distinguish between the production of 
tangible goods and the rendering of personal services. T h e  carpenter 
who made tables and chairs was called productive; but this epithet ..... v\ a2 p dLluLu -..:,-.a +- rv the doctor whose advice heJpei: the d i n g  carpeilter t o  

recover his capacity to  make tables and chairs. A differentiation was 
made between the doctor-carpenter nexus and the carpenter-tailor 
nexus. The  doctor, it was asserted, does not himself produce; he makes 
a living from what other people produce, he is maintained by car- 
penters and tailors. A t  a still earlier date the French ~ h ~ s i o c r a i s  con- 
tended that all labor was sterile unless it extracted something from 
the soil. Only cultivation, fishing and hunting, and the working of 
mines and quarries were in their opinion productive. T h e  processing 
industries did not add to the value of the materia1 employed any- 
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thing more than the value of the things consumed by the workers. 
Present-day economists laugh at their predecessors for having ~nade  

such untenable distinctions. However, they should rather cast the 
beam out of their own eyes. The  way in which many contemporary 
writers deal with various problems-for instance, advertising and 
marlteting-is manifestly a relapse into the crude errors which should 
have disappeared long ago. 

Another widely held opinion finds a difference between the em- 
ployment of labor and that of material factors of production. Nature, 
it is asserted, dispenses its gifts gratuitously; but labor must be paid 
for by  submitting to its disutility. In toiling and overcoming the 
disutility of labor man adds something to the universe that did not 
exist before. In this sense labor is creative. This too is erroneous. Man's 
capacity to work is given in the univcrse as are the original and in- 
herent capacities of the land and the animal substances. Nor does the 
fact that a part of the potcntiaIity of labor can remain unused dif- 
ferentiate it from the nonhvman factors of production; these too can 
rernain unused. The readiness of individuals to overcome the dis- 
utility of labor is the outcome of the fact that they prefer the produce 
of labor to the satisfaction derived from more leisure. 

Only the human ~nind that directs action and production is creative. 
The  mind too appertains to the universe and to nature; it is a part 
of the given and existing world. To call the mind creative is not to 
indulge in any metaphysical speculations. W e  call it creative be- 
cause wc  are at a loss to trace the changes brought about by human 
action farther back than to the point at which we arc faced with the 
intervention of reason directing human activities. Production is not 
something physical, natural, and external; it is a spiritual and intel- 
lectual phenomenon. Its essential requisites are not human labor and 
external naturaI forces and things, but the decision of the mind to use 
these factors as means for thc attainment of ends. What  produces the 
product is not toil and trouble in themsclvcs, but the fact that the 
toilers are guided by reason. The  human mind aIonc has the power to 
remove uneasiness. 

The  materialist metaphysics of the Marxians misconstrues these 
things entirely. The  "productive forces" are not material. Production 
is a spiritual, intellectual, and ideological phenomenon. I t  is the 
mcthod that man, directed by  reason, employs for the best possible 
removal of uneasiness. What  distinguishes our conditions from those 
of our ancestors who lived one thousand or twenty thousand years 
ago is not something material, but something spiritual. The  material 
changes are thc outcome of the spiritual changes. 
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Production is alteration of the given according to the designs of 

reason. These designs-the recipes, the formulas, the ideologies-are 
the primary thing; they transform the original factors-both human 
and nonhuman-into means. Man produces by dint of his reason; he 
chooses ends and employs means for their attainment. The  popular 
saying according to which economics deals with the material condi- 
tions of human life is entirely mistaken. Human action is a manifesta- 
tion of the mind. In this sense praxeology can be called a moral science 
(Geisteswissenschaft) . 

Of course, we do not know what mind is, just as we do not know 
what motion, life, electricity are. Mind is simply the word to signify 
the unknown factor that has enabled men to achieve all that they 
have accomplished: the theories and the poems, the cathedrals and 
the symphonies, the motorcars and the airplanes. 



Part Two 

Action Within the Framework of Society 

VIII. HUMAN SOCIETY 

I.  Human  Cooperation 

.TY is concerted action, cooperation. 
Soc;ciety is the outcome of conscious and purposeful behavior. 
This does not mean that individuals have concluded contracts by 
virtue of which they have founded human society. T h e  actions which 
have brought about social cooperation and daily bring it about anew 
d o  not aim at anything else than cooperation and coadjuvancy with 
others for the attainment of definite singular ends. T h e  total complex 
of the mutual relations created by such concerted actions is called 
society. It  substitutes collaboration for the-at least conceivable- 
isolated life of individuals. Society is division of labor and combina- 
tion of labbr. In his capacity as an acting animal man becomes a 
social animal. 

Individual man is born into a socially organized environment. In 
this sense alone we may accept the saying that society is-logically 
or  historicalIy-antecedent to the individual. In every other sense 
this dictum is either empty or  nonsensical. The individual lives and 
acts within society. But society is nothing but the combination of 
individuals for cooperative effort. I t  exists nowhere else than in the 
actions of individual men. I t  is a delusion to search for it outside the 
actions of individuals. T o  speak of a society's autonomous and inde- 
pendent existence, of its life, its soul, and its actions is a metaphor 
which can easily lead to crass errors. 

The  questions whether society or the individual is to be considered 
as the uitimate end, and whether the interests of society should be 
subordinated to those of the individuals or the interests of the individ- 
uals to those of society are fruitless. Action is always action of in- 
dividual men. The  social or societal element is a certain orientation 
of the actions of individual men. The  category end makes sense only 
when applied to action. Theology and the metaphysics of history 
may discuss the ends of society and the designs which God wants to 
realize with regard to society in the same way in which they discuss 
the purpose of all other parts of the created universe. For science, 
which is inseparable from reason, a tool manifestly unfit for the 
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treatment of such problems, it would be hopeless to embark upon 
speculations concerning these matters. 

Within the frame of social cooperation there can emerge between 
members of society feelings of sympathy and friendship and a sense 
of belonging together. These feelings arc the source of man's most 
delightful and most sublime experiences. They are the most precious 
adornment of life; they lift the animal species man to the heights of 
a really human existence. However, they are not, as some have as- 
serted, the agcnts that have brought about social relationships. They 
are fruits of social cooperation, they thrive only within its frame; 
they did not precede the establishment of social relations and are not 
the seed from which they spring. 

The fundamental facts that brought about cooperation, society, 
and civilization and transformed the animal man into a human being 
are the facts that work performed under the division of labor is more 
productive than isolated work and that man's reason is capable of 
recognizing this truth. Rut for these facts men would have forever 
remained deadly foes of one another, irreconcilable rivals in their 
endeavors to secure a portion of the scarce supply of means of sus- 
tenance provided by nature. Each man would have been forced to 
view all othcr inen as his enemies; his craving for the satisfaction of 
his own appetites would have brought him into an implacable con- 
flict with all his neighbors. No  sympathy could possibly develop under 
such a state of affairs. 

Some sociologists have asserted that the original and elementary 
subjective fact in society is a "consciousness of kind." Others main- 
tain that there would be no social systems if there were no "sense of 
communi~y or of belonging together." " One may agree, provided that 
these somcwhat vague and ambiguous terms are correctly inter- 
preted. W e  may call consciousness of kind, sense of community, or 
sense of belonging together the acknowledgment of the fact that all 
other human beings are potential collaborators in the struggle for 
survival because they are capabie of recognizing the mutuai benefits 
of cooperation, while the animals lack this faculty. However, we 
must not forget that the primary facts that bring about such con- 
sciousness or such a sense are the two mentioned above. In a hppo- 
thetical world in which the division of labor would not increase 
productivity, there would not be any society. There would not be 
any sentiments of benevolence and good will. 

The principle of the division of Iabor is one of the great basic prin- 

I .  I?. H .  Giddings, T h e  Principles o f  Sociology (New York, r9z6), p. 17 .  
2. R. M .  MacIver, Society (New York, 1937). pp. 6-7. 
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ciples of cosmic becoming and evolutionary change. The  biologists 
were right in borrowing the concept of the division of labor from 
social philosophy and in adapting it to  their field of investigation. 
There is division of labor between the various parts of any living 
organism. There are, furthermore, organic entities composed of col- 
laborating animal individuals; it is customary to call metaphorically 
such aggregations of the ants and bees "animal societies." But one 
must never forget that the characteristic feature of human society is 
purposeful cooperation; society is an outcome of human action, i.e., 
of a conscious aiming at the attainment of ends. N o  such clement is 
present, as far as we can ascertain, in the processes which have re- 
sulted in the emergence of the structure-function systems of plant 
and animal bodies and in the operation of thc societies of ants, bees, 
and hornets. Human society is an intellectual and spiritual phenome- 
non. It  is the outcome of a purposeful utilization of a universal law 
determining cosmic becoming, viz., the higher productivity of the 
division of labor. As with every instance of action, the recognition of 
the laws of nature is put into the service of man's efforts to improve 
his conditions. 

2 .  A Critique of the  Holistic and MetaphysicaI 
V iew of Society 

According to the doctrines of universalism, conceptual realism, 
holism, collectivism, and some representatives of Gestaltp~ychologie~ 
society is an entity living its own life, independent of and separate 
from the lives of the various individuals, acting on its own behalf and 
aiming at its own ends which are different from the ends sought by 
the individuals. Then, of course, an antagonism between the aims of 
society and those of its members can emerge. In order to safeguard 
the flowering and further developmcnt of society i t  becomes neces- 
sary to master the selfishness of the individuals anb to compel them to 
sacrifice their ~ r r n i c t i r  d ~ c i p s  to benefit ef society. At this pin: -au----- --"- 
all these holistic doctrines are bound to abandon the secular methods 
of human science and logical reasoning and to shift to theologicaI or 
metaphysical professions of faith. They must assume that Providence, 
through its prophets. apostles, and charismatic leaders, forces men 
who are constitutionally wiclted, i.e., prone to pursue their own ends, 
t o  walk in the ways of righteousness which the Lord or  Weltgeist or 
history wants them to walk. 

This is the philosophy which has characterized from time im- 
memorial the creeds of primitive tribes. It  has been an element in all 
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religious teachings. Man is bound to comply with the law issued by 
a superhuman power and to obey the authorities which this power 
has entrusted with the enforccment of the law. The  order created by 
this law, human society, is consequently the work of the Deity and 
not of man. If the Lord had not interfered and had not given en- 
lightenment to erring mankind, society would not have come into 
existence. It  is true that social cooperation is a blessing for man; it is 
true that man could work his way up from barbarism and the moral 
and material distress of his primitive state only within the framework 
of society. However, if lcft alone hc would never have sccn the road 
to his own salvation. For adjustment to the requiremcnts of social 
cooperation and subordination to the precepts of the moral law put 
heavy restraints upon him. From the point of view of his wretched 
intellect he would deem the abandonment of some expected advan- 
tage an evil and a privation. He would fail to  recognize the in- 
comparably greater, but later, advantages which renunciation of 
present and visible pleasures will procure. But for supernatural revela- 
tion he would never have learned what destiny wants him to do for  
his ow-n good and that of his offspring. 

T h e  scientific theory as deveIoped by the social philosophy of 
eighteenth-century rationalism and modcrn economics does not re- 
sort t o  any miraculous interference of superhuman powers. Every 
step b y  which an individual substitutes concerted action for isolated 
action results in an immediate and recognizable improvement in his 
conditions. The  advantages derivcd from peaceful cooperation and 
division of labor are universal. They immediately benefit every gen- 
eration, and not only Iater descendants. For what the individual must 
sacrifice for the sake of society he is amply conpcnsated by  greater 
advantages. His sacrifice is only apparent and temporary; he foregoes 
a sn~aller gain in order to reap a greatcr one later. N o  reasonable be- 
ing can fail to  see this obvious fact. When social cooperation is in- 
tensified by enlarging the field in which there is division of labor or  
when !ega! p t ~ ~ t i ~ f i  2nd the s2femi~rding nf peace are str~no.thrnrrl, 

b--- --" 
the incentive is the desire of all those concerned to improve their own 
conditions. In striving after his own-rightly understood-interests 
the individual works toward an intensification of social cooperation 
and peaceful intercourse. Society is a product of human action, i.e., 
the human urge to remove uneasiness as far as possible. In order to 
explain its becoming and its evolution i t  is not necessary to have 
recourse to a doctrine, certainly offensive to a truly religious mind, 
according to which the original creation was so defective that reiter- 
ated superhuman intervention is needed to prevent its failure. 
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The historical role of the theory of the division of labor as elab- 
orated by British political economy from Hume to Ricardo con- 
sisted in the cornplete demolition of all metaphysical doctrines 
concerning the origin and the operation of social cooperation. It 
consummated the spiritual, moral and intellectuaI emancipation of 
mankind inaugurated by the philosophy of Epicureanism. It sub- 
stituted an autonomous rational morality for the hctcronomous and 
intuitionist ethics of older days. Law and legality, the moral code and 
social institutions are no longer revered as unfathomable decrees of 
Heaven. They are of human origin, and the only yardstick that must 
be applied to them is that of expediency with regard to human wel- 
fare. Thc utilitarian economist does not say: Fiat justitia, pereat mun- 
dus. He says: Fiat justitia, nc pcreat mundus. He does not ask a man to 
renounce his well-being for the bencfit of society. H e  advises him to 
recognize what his rightly understood interests are. In his eyes God's 
magnificence does not manifest itseIf in busy interference with sundry 
affairs of princes and politicians, but in endowing his creatures with 
reason and the urge toward the pursuit of happiness." 

The essential problem of all varieties of universalistic, coIlectivistic, 
and holistic social philosophy is: By what mark do I recognize the 
true law, the authentic apostIe of God's word, and the legitimate 
authority. For many claim that Providence has sent them, and each 
of these prophets preaches another gospel. For the faithful believer 
there cannot he any doubt; he is fully confident that he has espoused 
the only true doctrine. But it is precisely the firmness of such beliefs 
that renders the antagonisms irreconcilable. Each party is prepared 
to make its own tenets prevail. But as Iogical argumentation cannot 
decide between various dissenting creeds, there is no means left for 
the settlement of such disputes other than armed conflict. The non- 
rationalist, nonutilitarian, and nonliberaI social doctrines must beget 
wars and civil wars until one of the adversaries is annihilated or sub- 
dued. The history of the world's great religions is a record of battles 

3 .  Many economists, among them Adam Smith and Bastiat, believed in God. 
Hence they admired in the facts they had discovered the providential care of 
"the great Director of Nature." Atheist critics blame them for this attitude. 
However, these critics fail to  realize that to  sneer at the references to the "in- 
visible hand" does not invaIidate the essential teachings of the rationalist and 
utilitarian social philosophy. One must comprehend that the alternative is this: 
Either association is a human process because it best serves the aims of the in- 
dividuals concerned and the individuals themselves have the ability t o  realize 
the advantages they derive from their adjustment t o  life in social cooperation. 
O r  a superior being enjoins upon reluctant men subordination t o  the law and 
to the social authorities. I t  is of minor importance whether one calls this su- 
preme being God, Weltgcist, Destiny, History, Wotan, o r  Productive Forces 
and what title one assigns to  its apostles, the dictators. 
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and wars, as is the history of the present-day counterfeit religions, 
socialism, statolatry, and nationalism. 

Intolerance and propaganda by the executioner's or the soldier's 
sword are inherent in any system of heteronomous ethics. The laws 
of God or Destiny claim universal validity, and to the authorities 
which they declare Iegitirnate all men by rights owe obedience. As 
ions as the prestige of heteronomous codes of morality and of their 
philosophical corollary, conceptual realism, was intact, there could 
not be any question of tolerance or of lasting peace. When fighting 
ccascd, it was only to g-ather new strength for further battling. The 
idea of tolerance with regard to othcr people's dissenting views could 
take root only whcn the liberal doctrines had broken the spell of 
universalism. In the light of the utilitarian philosophy, society and 
state no longer appear as institutions for the maintenance of a world 
ordcr that for considerations hidden to the human mind pleases the 
Deity although it manifestly hurts the secular interests of many or 
even of the immense majority of those living today. Societv and 
state are on the contrary the primary means for a11 people to attain 
the ends they aim at of their own accord. They are created by human 
effort and their maiiltenance and most suitable organization are a 
task not essentially different from all other concerns of human action. 
The supporters of a heteronomous morality and of the collectivistic 
doctrine cannot hope to demonstrate by ratiocination the correct- 
ness of their spccific variety of ethical pEinciples and the superiority 
and exclusive legitimacy of their particular social ideal. They are 
forced to ask people to accept credulously their ideological system 
and to surrender to the authority they consider the right one; they 
are intent upon silencing dissenters or upon beating them into sub- 
mission. 

Of course, there will always be individuals and groups of individ- 
uals whose inrellcct is so narrow that they cannot grasp the benefits 
which social cooperation brings them. There are others whose moral 
strength and will power are so weak that they cannot resist the tempta- 
tion to strivc for an ephemeral advantage by actions dctrimental 
to the smooth functioning of the social system. For the adjustment of 
the individual to the requircrnents of social cooperation demands 
sacrifices. Thesc are, it is true, only temporary and apparent sacri- 
fices as they are more than cornpensatcd for by the incomparably 
grcater advantages w-hich living within society provides. However, at 
the instant, in the very act of renouncing an expected enjoyment, 
they are painful, and it is not for everybody to realize their later 
benefits and to behave accordingly. Anarchism believes that educa- 
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tion could make all people comprehend what their own interests re- 
quire them to do; rightly instructed they would of their own accord 
always comply with the rules of conduct indispensable for the pres- 
ervation of society. The  anarchists contend that a social order in 
which nobody enjoys privileges at the expense of his fellow-citizens 
could exist without any compulsion and cocrcion for the prevention 
of action detrimental to society. Such an ideal society could do 
without state and government; i.e., without a police force, the social 
apparatus of coercion and compulsion. 

The  anarchists overlook the undeniable fact that some people are 
either too narrow-minded o r  too weak to adjust thernselves spon- 
taneously to the conditions of social life. Even if we admit that every 
sane adult is endowed with the faculty of realizing the good of 
socia1 cooperation and of acting accordingly, there still remains the 
problem of the infants, the aged, and the insane. W e  may agree that 
he who acts antisocially should be considered mentally sick and in 
need of care. But as long as not all are cured, and as long as there are 
infants and the senile, some provision must be taken lest they jeopard- 
ize society. An anarchistic society would be exposed to the mercy of 
every individual. Society cannot exist if the majority is not ready to 
hinder, by the application or threat of violent action, minorities from 
destroying the social order. This power is vested in the state or govern- 
ment. 

State or government is the social apparatus of compulsion and 
coercion. It has the monopoly of violent action. N o  individual is 
free to use violence or  the threat of violence if the government has 
not accorded this right to him. The state is essentially an institution 
for the preservation of peaceful interhuman relations. However, for 
the preservation of peace it must be prepared to crush the onslaughts 
of peace-breakers. 

Liberal social doctrine, based on the teachings of utilitarian ethics 
arid economics, sees the problem of the relation between the govern- 
ment and those ruled from a different angle than universalism and 
collectivism. Liberalism realizes that the rulers, who are always a 
minority, cannot lastingly remain in office if not supported b i  the 
consent of the majority of those ruled. Whatever the system of 
government may be, the foundation upon which it is built and rests 
is always the opinion of those ruled that to obey and to be loyal to this 
government better serves their own interests than insurrection and 
the establishment of another regime. The  majority has the power to 
do  away with an unpopular government and uses this power when- 
ever it becomes convinced that its own welfare requires it. In the 
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long run there is no such thing as an unpopular government. Civil war 
and revolution are the means by which thc discontented majorities 
overthrow' rulers and methods of government which do not suit 
them. For the sake of domestic peace liberalism aims at democratic 
government. Democracy is therefore not a revolutionary institution. 
On the contrary, it is the very means of preventing revolutions and 
civil wars. It provides a method for the peaceful adjustment of gov- 
ernment to the will of the majority. When the men in office arid their 
policies no longer please the majority of the nation, they will-in the 
next election-be eliminated and replaced by other men espousing 
different policies. 

The principle of majority rule or'government by the people as 
recommended by liberalism does not aim at the supremacy of the 
average or common marl. It  certainly does not mean, as some critics 
assert, the advocacy of the rule of the mean, of the lowbred, of the 
domestic barbarians. The liberals too believe that a nation should be 
ruled by those best fitted for this task. But they believe that a man's 
ability to rule proves itself better by convincing his fellow-citizens 
than by using force upon them. There is, of course, no guarantee that 
the voters will entrust office to the most cornpetcnt candidate. But 
no other system could offer such a guarantee. If the majority of the 
nation is committed to unsound principles and prefers unworthy 
office-seekers, there is no remedy other than to try to change their 
mind by expounding more reasonable principles and recommending 
better men. A minority wilI never win lasting success by other means. 

Universalism and collectivism cannot accept this democratic solu- 
tion of the problem of government. I11 their opinion the individual 
in complying with the ethical code does not directly further his 
earthly concerns but, on the contrary, foregoes the attainment of his 
own ends for the benefit of the designs of the Deity or of the col- 
lective whole. Moreover reason alone is not capable of conceiving 
the supremacy of the absolute values and the unconditional validity 
of rhe sacred iaw and of interpreting correctiy the canons and com- 
mandments. Hence it is in their eyes a hopeless task to try to con- 
vince the majority through persuasion and to lead them to ;ighteous- 
ness by amicable admonition. Those blessed by heavenly inspiration, 
to whom their charisma has conveyed illumination, have the duty 
to propagate the gospel to the docile and to resort to violence against 
the intractable. The charismatic leader is the Deity's vicar, the man- 
datory of the collective whole, the tool of history. He is infallible 
and always right. His orders are the supreme norm. 

Universalism and collectivism arc by necessity systems of theocratic 
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government. The common characteristic of all their varieties is that 
they postulate the existence of a supcrhurnan entity which the in- 
dividuals are bound to obey. What differentiates them from one 
another is only the appellation they give to this entity and the content 
of the laws they proclaim in its name. The dictatorial rule of a minor- 
ity cannot find any legitimation other than the appeal to an alleged 
~nandatc obtained from a superhuman absolute authority. It does not 
matter whether the absolute ruler bases his claims on the divine rights 
of anointed kings or on the historical mission of the vanguard of the 
proletariat or whether the supreme being is called Geist (Hegel) or 
Humanit; (Auguste Comte) . The terms society and state as they are 
used by the contemporary advocates of socialism, planning, and social 
contro1 of all the activities of individuals signify a deity. The priests 
of this new creed ascribe to their idol all those attributes which the 
theologians ascribe to God-omnipotence, omniscience, infinite good- 
ness, and so on. 

If one assumes that there exists above and beyond the individual's 
actions an imperishable entity aiming at its own ends, different from 
those of mortal men, one has already constructed the concept of a 
superhuman being. Then one cannot evade the question whose ends 
take precedence whenever an antagonism arises, those of the state or 
society or those of the individual. The answer to this question is 
already implied in the very concept of state or society as conceived 
by collectivism and universalism. If one postulates the existence of 
an entity which ex definitione is higher, nobler, and better than the 
individuals, then there cannot be any doubt that the aims of this 
eminent being must tower above those of the wretched individuals. 
(It is true that some lovers of paradox-for instance, Max Stirner 4- 
took pleasure in turning the matter upside down and for all that 
asserted the precedence of the individual.) If society or state is an 
entity endowed with volition and intention and all the other qualities 
attributed to it by the collectivist doctrine, then i t  is simply non- 
sensical to sct the shabby iddividual's trivial aims against its lofty 
designs. 

The quasi-theological character of all collectivist doctrines be- 
comes manifest in their mutual conflicts. A collectivist doctrine does 
not assert the superiority of a collective whole in abstracto; it always 
proclaims the eminence of a definite collectivist idol, and either flatly 
denies the existence of other such idols or relegates them to a sub- 
ordinate and ancillary position with regard to its own idol. The 

4. Cf. Max Stirner (Johann Kaspar Schmidt), The Ego and His Own, trans. 
by S. T. Byington (New York, 1 ~ 7 ) .  
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worshipers of the state proclaim the excellence of a definite state, 
i.e., their own; the nationalists, the excellence of their own nation. 
If dissenters challenge their particular program by heralding the 
superiority of another collectivist idol they resort to no objection 
other than to declare again and again: We are right bccause an inner 
voice tells us that we are right and you are wrong. The conflicts of 
antagonistic coIlcctivist creeds and sects cannot be decided by ratio- 
cination; they must be decided by arms. T h e  aIternatives to the 
lit~eral and democratic principle of majority rule are the militarist 
principles of armed conflict: and dictatorial oppression. 

All varieties of collectivist creeds are united in their implacable 
hostility to the fundamental political institutions of the liberal system: 
majority rule, tolerance of dissenting views, freedom of thought, 
speech, and the press, equaIity of all men under the law. This col- 
laboration of collectivist creeds in their attempts to destroy free- 
dom has brought about the mistaken belief that the issue in present- 
day political antagonisms is individualism versus collectivisn~. In fact 
it is a struggle between individualism on the one hand and a multitude 
of collectivist sects on the other hand whose mutuaI hatred and 
hostility is no less ferocious than their abomination of the liberal 
system. It  is not a uniform Marxian sect that attacks capitalism, but a 
host of Mamian groups. These groups-for instance, Stalinists, Trot- 
skyists, Mensheviks, supporters of the Second International, and so 
on-fight one another with the utmost brutality and inhumanity. 
And then there are again many other non-Marxian sects which apply 
the same atrocious methods in their mutuaI struggles. A substitution 
of collectivism for liberalism would result in endless bloody fighting. 

T h e  customary terminology misrepresents these things entirely. 
The philosophy commonly called individualism is a philosophy of 
social cooperation and t h i  progressive intensification of the social 
nexus. On the other hand the application of the basic ideas of col- 
lectivism cannot result in anything but social disintegration and the 
pc r~e tmt i~ r .  of armed conflic:. 1: is :ric that e v i v  vxietji of col- 
lectivism promises eternal peace starting with the day of its own 
decisive victory and the final overthrow and extermination of all 
other ideologies and their supporters. However, the realization of 
these plans is conditioned upon a radical transformation in mankind. 
Men must be divided into two classcs: the omnipotent godlike dictator 
on the one hand and the masses which must surrender volition and 
reasoning in order to become mere chessmen in the plans of the 
dictator. The  masses must be dehumanized in order to make one 
man their godlike master. Thinking and acting, the foremost char- 
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acteristics of man as man, would become the privilege of one man 
only. There is no need to ~ o i n t  out that such designs are unrealizable. 
The  chiliastic empires of dictators are doomed to failure; they have 
nevcr lasted longer than a few years. W e  have just witnessed the 
breakdown of several of such "millennial" orders. Those remaining 
will hardly fare better. 

The  modern revival of the idea of coIlectivism, the main cause of 
all the agonies and disasters of our day, has succeeded so thoroughly 
that it has brought into oblivion thc essential ideas of liberal social 
philosophy. Today even many of those favoring democratic insti- 
tutions ignore thesc ideas. T h c  arguments they bring forward for the 
justification of freedom and democracy are tainted with collectivist 
errors; their doctrines are rather a distortion than an endorsement of 
true liberalism. In their eyes majorities are always right simply be- 
cause they have the power to crush any opposition; majority rule 
is the dictatorial rule of the most numerous party, and the ruling 
majority is not bound to restrain itself in the exercise of its power 
and in the conduct of political affairs. As soon as a faction has 
succeeded in winning the support of the majority of citizens and 
thercby attained control of the government machine, it is free to 
dcny to the minority all those democratic rights by  means of which 
it itself has previously carried on its own struggle for supremacy. 

This pseudo-liberalism is, of course, the very antithesis of the 
liberal doctrine. The  liberals do not maintain that majorities are 
godlike and infallible; they do not contend that the merc fact that a 
policy is advocated by the many is a proof of its merits for the com- 
mon weal. They do not rccornmend the dictatorship of the majority 
and thc violcnt oppression of disscnting minorities. Liberalism aims 
at a political constitution which safepards the smooth working of 
social cooperation and the progressive intensification of mutual so- 
cial relations. Its main objective is the avoidance of violent conflicts, 
of wars and revolutions that must disintegrate the social collabora- 
tion of men and throw people back into the primitive conditions of 
barbarism where all tribes and political bodies endlessly fought one 
another. Because the division of labor requires undisturbed peace, 
liberalism aims at the estabIishmcnt of a systcm of government that 
is likely to preserve peace, viz., democracy. 

Praxeology and Liberalism 
Liberalism is a political doctrine. It is not a theory, but an appIication of 

the theories developed by praxeology and especially by economics to def- 
inite problems of human action within society. 
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As a political doctrine liberalism is not neutral with regard to values and 

the ultimate ends sought by action. It assumes that all men or at least the 
majority of people are intent upon attaining certain goals. It gives them 
information about the means suitable to the realization of their plans. Tke 
champions of liberal doctrines are fully aware of the fact that their teach- 
ings are valid only for people who are committed to these valuational 
principles. 

While praxeology, and therefore economics too, uses the terms hap- 
piness and removal of uneasiness in a purely formal sense, liberalisni at- 
taches to them a concrete meaning. It presupposes that peopIe prefer life 
to death, health to sickness, nourishment to starvation, abundance to 
poverty. It teaches man how to act in accordance with these valuations. 

It  is customary to call these concerns ~naterialistic and to charge liberal- 
ism with an alleged crude materialism and a neglect of the "higher" and 
"nobler" pursuits of mankind. Man does not live by bread alone, say the 
critics, and they disparage the meanness and despicable baseness of the 
utilitarian philosophy. However, thesc passionate diatribes are wrong be- 
cause they badly distort the teachings of liberalism. 

First: The liberals do not assert that men ought to strive after the goals 
mentioned above. What they maintain is that the immense majority prefer 
a life of health and abundance to misery, starvation, and death. The cor- 
rectness of this statement cannot be challenged. It  is proved by the fact 
that all antiliberal doctrines-the theocratic tenets of the various religious, 
statist, nationalist, and socialist parties-adopt the same attitude with re- 
gard to these issues. They all promise their followers a life of plenty. They 
have never ventured to tell people that the realization of their program 
will impair their material well-being. They insist-on the contrary-that 
while the realization of the plans of their rival parties will resuIt in in- 
digence for the majority, they themselves want to provide their supporters 
with abundance. The Christian parties are no less eager in promising the 
masses a higher standard of living than the nationalists and the socialists. 
Present-day churches often speak more about raising wage rates and farm 
incomes than about the dogmas of the Christian doctrine. 

Secondly: The liberals do not disdain the intellectual and spiritual aspira- 
tions of man. On the contrary. They arc prompted by a passionate ardor 
for intellectual and moral perfection, for wisdom and for aesthetic excel- 
lence. But their view of these high and noble things is far from the crude 
representations of their adversaries. They do not share the na'ive opinion 
that any system of social organization can directly succeed in encouraging 
philosophical or scientific thinking, in producing masterpieces of art and 
literature and in rendering the masses more enlightened. They realize 
that all that society can achieve in these fields is to provide an environment 
which does not put insurmountable obstacles in the way of the genius and 
makes the common man free enough from material concerns to be- 
come interested in things other than mere breadwinning. In their opinion 
the foremost social means of making man more human is to fight poverty. 
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Wisdom and science and the arts thrive better in a world of aflluencc than 
among needy peoples. 

I t  is a purposeful distortion of facts to blame thc age of liberalism for 
an alleged materialism. The nineteenth century was not only a century of 
unprecedented improvement in technical methods of production and in 
the material well-being of the masses. It did much more than extend the 
average length of human life. Its scientific and artistic accomplishments 
are imperishable. It was an age of immortal musicians, writers, poets, 
painters, and sculptors; it revolutionized philosophy, economics, mathe- 
matics, physics, chemistry, and biology. And, for the first time in history, 
it made the great works and the great thoughts accessible to the common 
man. 

Liberalism and Religion 

Liberalism is based upon a purely rational and scientific theory of social 
cooperation. The policies it recommends are the application of a system 
of knowledge which does not refer in any way to sentiments, intuitive 
creeds for which no logically sufficient proof can be provided, mystical 
experiences, and the personal awareness of superhuman phenomena. In 
this sense the often misunderstood and erroneously interpreted epithets 
atheistic and agnostic can be attributed to it. It would, howeyer, be a 
serious mistake to conclude that the sciences of human action and the 
policy derived from their teachings, liberalism, are antitlleistic and hostile 
to religion. They arc radically opposed to all systems of theocracy. But 
they are entirely neutral with regard to religious beliefs which do not pre- 
tend to interfere with the conduct of social, political, and economic affairs. 

Theocracy is a social system which lays claim to a superhuman title for 
its legitimation. The fundamental law of a theocratic regime is an insight 
not open to examination by reason and to demonstration by logical 
methods. Its ultimate standard is intuition providing the mind with sub- 
jective certainty about things which cannot be conceived by reason and 
ratiocination. If this intuition refers to one of the traditional systcms of 
teaching concerning the existence of a Divine Creator and Ruler of the 
universe, we call it a religious belief. If it refers to another system we call 
it a metaphysical belief. Thus a system of theocratic government need not 
be founded on one of the great historical reiigions of the worid. i t  may 
be the outcome of metaphysicaI tenets which reject all traditional churches 
and denominations and take pride in emphasizing their antitheistic and 
antimetaphysical character. In our time the most powerful theocratic 
parties are opposed to Christianity and to all other religions which evolved 
from Jewish monotheism. What characterizes them as theocratic is their 
craving to organize the earthly affairs of mankind according to the con- 
tents of a complex of ideas whose validity cannot be demonstrated by 
reasoning. They pretend that their leaders are blcssed by a knowledge in- 
accessible to the rest of mankind and contrary to the ideas maintained by 
those to whom the charisma is denied. The charismatic leaders have been 
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entrusted by a mystical higher power with the office of managing the 
affairs of erring mankind. They alone are enlightened; all other people are 
either blind and deaf or malefactors. 

It is a fact that many varieties of the great historical religions were af- 
fected by theocratic tendencies. Their apostles were inspired by a craving 
for power and the oppression and annihilation of all dissenting groups. 
However, we must not confuse the two things, religion and theocracy. 

William James calls religious "the feelings, acts and experiences of in- 
dividual men in their solitude, so far as they apprehend themselves to 
stand in relation to whatever they may consider the divine." He enumer- 
ates the following beliefs as the characteristics of the religious life: That 
the visible world is part of a more spiritual universe from which it draws 
its chief significance; that union or harnlonious relation with that higher 
universe is our true end; that prayer or inner communion with the spirit 
thereof-be that spirit "God" or "law"-is a process wherein work is 
really done, and spiritual energy flows in and produces effects, psychologi- 
cal or material, within the phenomena1 world. Religion, James goes on to 
say, also includes the following psychological characteristics: A new zest 
which adds itself like a gift to life, and takes the form either of lyrical 
enchantment or of appeal to earnestness and heroism, and furthermore an 
assurance of safety and a temper of peace, and, in relation to others, a pre- 
ponderance of loving aff ection.6 

This characterization of mankind's religious experience and feelings does 
not make any reference to the arrangement of social cooperation. Religion, 
as James sees it, is a purely personal and individual relation between man 
and a holy, mystcrious, and awe-inspiring divine Reality. It enjoins upon 
man a certain mode of individual conduct. But it does not assert anything 
with regard to the problems of social organization. St. Francis d'Assisi, the 
greatest religious genius of the West, did not concern himself with politics 
and economics. He  wanted to teach his disciples how to live piously; he 
did not draft a plan for the organization of production and did not urge 
his followers to resort to violence against dissenters. He is not responsible 
for the interpretation of his teachings by the order he founded. 

Liberalism puts no obstacles in the way of a man eager to adjust his per- 
sonal conduct and his private affairs according to the mode in which he 
mdividually or his church or denomination interpret the teachings of the 
Gospels. But it is radically opposed to all endeavors to silence the rational 
discussion of problems of social welfare by an appeal to religious intuition 
and revelation. It does not enjoin divorce or the practice of birth control 
upon anybody. But it fights those who want to prevent other people from 
freely discussing the pros and cons of these matters. 

In the liberal opinion the aim of the moral law is to impel individuals to 
adjust their conduct to the requirements of life in society, to abstain from 

5. W. James, The Varieties of Religious Experience (35th impression, New 
York, 19rj), p. 31. 
6. Ibid., pp. 485-486. 
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all acts detrimental to the preservation of peaceful social cooperation and 
to the improvement of interhuman relations. They welcome the support 
which religious teachings may give to those moral precepts of which they 
themselves approve, but they are opposed to all those norms which are 
bound to bring about social distintegration from whatever source they 
may stem. 

I t  is a distortion of fact to say, as many champions of religious theocracy 
do, that liberalism fights religion. Where the principle of church inter- 
ference with secular issues is in force, the various churches, denominations 
and sects are fighting one another. By separating church and state, liberal- 
ism establishes peace between the various religious factions and gives to 
each of them the opportunity to preach its gospel unmolested. 

Liberalism is rationalistic. It maintains that it is possible to convince 
the immense majority that peaceful cooperation within the framework of 
society better serves their rightly understood interests than mutual 
battling and social disintegration. It has full confidence in man's reason. It 
may be that this optimism is unfounded and that the liberals have erred. 
But then there is no hope left for mankind's future. 

3.  T h e  Division of Labor 

T h e  fundamental social phenomenon is the division of labor and 
its counterpart human cooperation. 

Experience teaches man that cooperative action is more efficient 
and productive than isolated action of self-sufficient individuals. The  
natural conditions dcterrnining man's life and effort are such that the 
division of labor increases output per unit of labor expended. These 
naturaI facts are: 

First: the innate inequality of men with regard to  their ability t o  
perform various kinds of labor. Second: the unequal distribution of 
the nature-given, nonhuman opportunities of production on the sur- 
face of the earth. One may as well consider these two facts as one 
and the samc fact, namely, the manifoIdness of nature which makes 
the universe a compicx of infinite varieties. i f  the earth's surface were 
such that the physical conditions of production were the same at every 
point and if one man wcre as equal to  all other men as is a circle to  
another with the same diameter in Euclidian geometry, division of 
labor would not offer any advantages for  acting man. 

There is still a third fhct, viz., that there are undertakings whose 
accomplishment exceeds the forces of a single man and requires the 
joint effort of several. Some of them require an expenditure of labor 
which no single man can perform because his capacity to  work is not 
great enough. Others again could be accomplished by  individuals; 
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but the time which they would have to devote to the work would 
be so long that the result would only be attained late and would not 
compensate for the labor expended. In borh cases only joint effort 
makes it possible to attain the end sought. 

If only this third condition were present, temporary cooperation 
between men would have certainly emerged. However, such tran- 
sient alliances to cope with specific tasks which are beyond the 
strength of an individual would not have brought about lasting social 
cooperation. Undertakings which could be performed only in this 
way were not very numerous at the early stages of civilization. Allore- 
over, all those concerned may not often agree that the performance in 
question is more useful and urgent than the accomplishment of other 
tasks which they could perform alone. The great human society en- 
closing all men in all of their activities did not originate from such oc- 
casional alliances. Society is much more than a passing alliance con- 
cluded for a definite purpose and ceasing as soon as its objective is 
realized, even if the partners are ready to renew it should an occasion 
present itself. 

?he increase in productivity brought about by the division of labor 
is obvious whenever the inequality of the participants is such that 
every individual or every piece of land is superior at least in one 
regard to the other individuals or pieces of land concerned. If A is fit 
to produce in I unit of time 6 p or 4 q and B only 2 p, but 8 q, they 
both, when working in isolation, will produce together 4 p + 6 q; 
when working under the division of labor, each of them producing 
only that comnlodity in whose production he is more efficient than 
his partner, they will produce 6 p + 8 q. But what will happen, if A 
is more efficient than B not only in the production of p but also in the 
production of q? 

This is the problem which Ricardo raised and solved immediately. 

4. The  Ricardian Law of Association 

Ricardo expounded the law of association in order to demonstrate 
what the consequences of the division of labor are when an individual 
or a group, more efficient in every regard, cooperates with an in- 
dividual or a group less efficient in every regard. He investigated the 
effects of trade between two areas, unequally endowed by nature, 
under the assumption that the products, but not the workers and the 
accumulated factors of future production (capita1 goods), can freely 
move from each area into the other. The division of labor between two 
such areas will, as Ricardo's law shows, increase the productivity of 
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labor and is therefore advantageous to all concerned, even if the 
physical conditions of production for any commodity are more 
favorable in one of these two areas than in the other. It is advanta- 
geous for the better endowed area to concentrate its efforts upon the 
production of those commodities for which its superiority is greater, 
and to leave to the less endowed area the production of other goods in 
which its own superiority is less. The paradox that it is more advanta- 
geous to leave more favorable domestic conditions of production un- 
used and to procure the commodities they could produce from areas 
in which conditions for their production are less favorable, is the out- 
come of the immobility of labor and capital, to which the more fa- 
vorable places of production are inaccessible. 

Ricardo was fully aware of the fact that his law of comparative 
cost, which he expounded mainly in order to deal with a special prob- 
lem of international trade, is a particular instance of the more uni- 
versal law of association. 

If A is in such a way more efficient than B that he needs for the 
production of r unit of the commodity p 3 hours compared with B's 
5, and for the production of I unit of q 2 hours compared with B's 
4, then both will gain if A confines himself to producing q and leaves 
B to produce p. If each of them gives 60 hours to producing p and 60 
hours to producing q, the result of A's  labor is zo p + 3 0  q; of B7s, 
I 2 p + I 5 q; and for both together, 3 2  p + 4 5  q. If, however, A con- 
fines himself to producing q alone, he produces 60 q in 1 2 0  hours, 
while B, if he confines himself to producing p, produces in the same 
time 2 4  p. The result of their activities is then 2 4  p + 60 q, which, asp 

5 has for A a substitution ratio of 3 q and for B one of -q, signifies a 
2 4 

larger output than 3 2  p + 4 5  q. Therefore it is rnanifest'that the divi- 
sion of labor brings advantages to all who take part in it. Collaboration 
of the more talented, more able, and more industrious with the less 
talented, less able, and less industrious results in benefit for both. The 
gains derived from the division of iabor are aiways mutuai. 

The law of association makes us comprehend the tendencies which 
resulted in the progressive intensification of human cooperation. W e  
conceive what incentive induced people not to consider themselves 
simply as rivals in a struggle for the appropriation of the limited supply 
of means of subsistence made available by nature. W e  realize what 
has impelled them and permanently impels them to consort with 
one another for the sake of cooperation. Every step forward on the 
way to a more developed mode of the division of labor serves the 
interests of all participants. In order to comprehend why man did not 
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remain solitary, searching like the animals for  food and shelter for 
himself only and at most also for his consort and his helpless infants, 
we do not need to have recourse to a miraculous interference of the 
Deity or to the empty hypostasis of an innate urge toward associa- 
tion. Neither are we forced to assume that the isolated individuals or 
primitive hordes one day pledged themselves by a contract to estab- 
lish social bonds. The  factor that brought about primitive society 
and daily works toward its progressive intensification is human action 
that is &ha ted  by the insight into the higher productivity of labor 
achieved under the division of labor. 

Neither history nor ethnology nor any other branch of knowl- 
edge can provide a description of the evolution which has led from 
the packs and flocks of mankind's nonhuman ancestors to the primi- 
tive, yet already highly differentiated, societal groups about which 
information is provided in excavations, in the most ancient documents 
of history, and in the reports of explorers and travelers who have met 
savage tribes. The task with which science is faced in respect of the 
origins of society can only consist in the demonstration of those 
factors which can and must result in association and its progressive 
intensification. Praxeology solves the problem. If and as far as labor 
under the division of labor is more productive than isolated labor, and 
if and as far as man is able to realize this fact, human action itself 
tends toward cooperation and association; man becomes a social be- 
ing not in sacrificing his own concerns for the sake of a mythical 
Moloch, society, but in aiming at an improvement in his own wel- 
fare. Experience teaches that this condition-higher productivity 
achieved under the division of labor-is present because its cause-the 
inborn inequality of men and the inequality in the geographica1 dis- 
tribution of the natural factors of production-is real. Thus we are in 
a position to comprehend the course of social evolution. 

People cavil much about Ricardo's law of association, better known 
under the name law of comparative cost. The reason is obvious. This law 
is an offense to all those eager to justify protection and nationaI economic 
isolation from any point of view other than the selfish interests of some 
producers or the issues of war-preparedness. 

Ricardo's first aim in expounding this law was to refute an objection 
raised against freedom of international trade. The protectionist asks: What 
under free trade will be the fate of a country in which the conditions for 
any kind of production are less favorable than in all other countries? Now, 
in a world in which there is free mobility not only for products, but no 
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less for capital goods and for labor, a country so little suited for produc- 
tion would cease to be used as the seat of any human industry. If people 
fare better without exploiting the-comparatively unsatisfactory-physi- 
cal conditions of production offered by this country, they will not settle 
here and will leave it as uninhabited as the polar regions, the tundras and 
the deserts. But Ricardo deals with a world whose conditions are deter- 
mined by settlement in earlier days, a world in which capital goods and 
labor are bound to thc soil by definite institutions. In such a milieu free 
trade, i.e., the free mobility of commodities only, cannot bring about a 
state of affairs in which capital and labor are distributed on the surface of 
the earth according to the better or poorer physical opportunities afforded 
to the productivity of labor. Here the law of comparative cost comes into 
operation. Each country turns toward those branches of production for 
which its conditions offer comparatively, although not absolutely, the 
most favorable opportunities. For the inhabitants of a country it is more 
advantageous to abstain from the exploitation of some opportunities which 
-absolutely and technologically-are more propitious and to import corn- 
modities produced abroad under conditions which-absolutely and tech- 
nologically-are less favorable than the unused domestic resources. The 
case is analogous to that of a surgeon who finds it convenient to employ for 
the cleaning of the operating-room and the instruments a man whom he 
excels in this performance also and to devote himself exclusively to surgery, 
in which his superiority is higher. 

The theorem of comparative cost is in no way connected with the value 
theory of classical economics. It does not deal with value or with prices. 
It is an analytic judgment; the conclusion is implied in the two propositions 
that the technicaIly movable factors of production differ with regard to 
their productivity in various places and are institutionally restricted in 
their mobility. The theorem, without prejudice to the correctness of its 
conclusions, can disregard problems of valuation because it is free to re- 
sort to a set of simple assumptions. These are: that only two products are 
to  be produced; that these products are freely movable; that for the pro- 
duction of each of them two factors are required; that one of these factors 
(it may be either labor or capital goods) is identical in the production of 
both, while the other factor (a specific property of the soil) is different 
for each of the two proccsscs, that the greatcr scarcity irf the factor coin- 
mon to both processes determines the extent of the exploitation of the dif- 
ferent factor. In the frame of these assumptions, which makc it possible 
to establish substitution ratios between the expenditure of the common 
factor and the output, the theorem answers the question raised. 

The law of comparative cost is as independent of the classical theory of 
value as is the law of returns, which its reasoning resembles. In both cases 
we can content ourselves with comparing only physical input and physical 
output. With the law of returns we compare the output of the same prod- 
uct. With the law of comparative costs we compare the output of two 
different products. Such a comparison is feasible because we assume that 
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for the production of each of them, apart from one specific factor, only 
nonspecific factors of the same kind arc required. 

Some critics blame the law of comparative cost for this simplification 
of assumptions. They believe that the modern theory of value would rc- 
quire a reformulation of the law in conformity with the principles of 
subjective value. Only such a formulation could provide a satisfactory con- 
clusive demonstration. Howevcr, they do not want to calculate in terms 
of money. They prefer to resort to those methods of utility analysis which 
they consider a means for making value calculations in terms of utility. It 
will be shown in thc further progress of our investigation that these at- 
tempts to eliminate monetary terms from economic calculation are de- 
lusive. Their fundamental assumptions are untenable and contradictory and 
all formulas derived from them are vicious. No method of economic cal- 
cuiation is possible other than onc based on money prices as determined by 
the market.? 

The meaning of the simple assun~ptions underlying the law of compara- 
tive cost is not precisely the same for the modern economists as it was 
for the classical economists. Some adherents of the classical school con- 
sidered them as the starting point of a theory of value in international 
trade. W e  know now that they were mistaken in this belief. Besides, we 
realize that with regard to the determination of value and of prices there 
is no difference between domestic and foreign trade. What makes people 
distinguish between the home market and markets abroad is only a dif- 
ference in the data, LC., varying institutional conditions restricting thc 
mobility of factors of production and of products. 

If we do not want to deal with the law of comparative cost under the 
simplified assumptions applied by Ricardo, we must openly employ money 
calculation. W e  must not fall prey to the illusion that a comparison be- 
tween the expenditure of factors of production of various kinds and of the 
output of products of various kinds can be achieved without the aid of 
money calculation. If we consider the case of the surgeon and his handyman 
we must say: If the surgeon can employ his limited working time for the 
performance of operations for which he is compensated at $50 per hour, 
it is to  his interest to employ a handyman to keep his instruments in good 
order and to pay him $2 per hour, although this man needs 3 hours to ac- 
complish what the surgeon could do in I hour. In comparing the conditions 
of two countries we must say: If conditions are such that in England the 
production of I unit of each of the two commodities a and b requires the 
expenditure of I working day of the same kind of labor, while in India 
with the same investment of capital for a 2 days and for b 3 days are re- 
quired, and if capital goods and n and b are freely movable from England 
to India and vice versa, while there is no mobility of labor, wage rates in 
India in the production of a must tend to be 50 per cent, and in the produc- 
tion of b 3 3 Yi? per cent, of the English rates. If the English rate is 6 shillings, 
the rates in India would be the equivalent of 3 shillings in the production 

7.  See below, pp. 202-210. 
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of n and the equivalent of 2 shillings in the production of b. Such a dis- 
crepancy in the remuneration of labor of the same kind cannot last if 
there is mobility of labor on the domestic Indian labor market. Workers 
would shift from the production of b into the production of a; their migra- 
tion would tend to lower the remuneration in the a industry and to raise 
it in the b industry. Finally Indian wage rates would be equal in both indus- 
tries. The production of a would tend to expand and to supplant English 
competition. On the other hand the production of b would become un- 
profitable in India and would have to be discontinued, while it would ex- 
pand in England. The same reasoning is valid if we assume that the dif- 
ference in the conditions of production consists also or exclusively in the 
amount of capital investment needed. 

It has been asserted that Ricardo's law was valid only for his age and is 
of no avail for our time which offers other conditions. Ricardo saw the dif- 
ference between domestic trade and foreign trade in differences in the 
mobility of capital and labor. If one assumes that capital, labor, and prod- 
ucts are movable, then there exists a difference between regional and 
interregional trade only as far as the cost of transportation comes into play. 
Then it is superfluous to develop a theory of international trade as dis- 
tinguished from national trade. Capital and labor are distributed on the 
earth's surface according to the better or poorer conditions which the 
various regions offer to production. There are areas more densely popu- 
lated and bctter equipped with capital, there are others less densely popu- 
lated and poorer in capital supply. There prcvails on the whole earth a 
tendency toward an equalization of wage rates for the same kind of labor. 

Ricardo, however, starts from the assumption that there is mobility of 
capital and labor only within each country, and not between the various 
countries. He  raises the question what the consequences of the free mo- 
bility of products must be under such conditions. (If there is no mobility of 
products either, then every country is econon~ically isolated and autarkic, 
and there is no international trade at all.) The theory of comparative cost 
answers this question. Now, Ricardo's assumptions by and large held good 
for his age. Later, in the course of the nineteenth century, conditions 
changed. The immobility of capital and labor gave way; international 
transfer of capital and labor became more and more common. Then came 
a reaction. Today capital and labor are again restricted in their mobility. 
Reality again corresponds to the Ricardian assumptions. 

However, the teachings of the classical theory of interregional trade 
are above any change in institutional conditions. They enable us to study 
the problems involved under any imaginable assumptions. 

5. T h e  Effects of the  Division of Labor 

T h e  division of Iabor is the outcome of man's conscious reaction to  
the multiplicity of natural conditions. On the other hand it is itself 
a factor bringing about differentiation. I t  assigns to the various geo- 
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graphic areas specific functions in the complex of the processes of 
production. It  makes some areas urban, others rural; it locates the 
various branches of manufacturing, mining, and agriculture in dif- 
ferent places. Still more important, however, is the fact that it in- 
tensifies the innate inequality of men. Exercise and practice of specific 
tasks adjust individuals better to the requirements of their perform- 
ance; men develop some of their inborn faculties and stunt the devel- 
opment of others. Vocational types emerge, people become specialists. 

T h e  division of labor splits the various processes of production 
into minute tasks, many of which can be performed by mechanical 
devices. It  is this fact that made the use of machinery possible and 
brought about the amazing improvements in technical methods of 
production. Mechanization is the fruit of the division of labor, its 
most beneficial achievement, not its motive and fountain spring. 
Power-driven specialized machinery could be employed only in a 
social environment under the division of labor. Every step forward 
on the road toward the use of more specialized, more refined, and 
more productive machines requires a further specialization of tasks. 

6. T h e  Individual With in  Society 

If praxeology speaks of the solitary individual, acting on his own 
behalf only and independent of fellow men, it does so for the sake of 
a better comprehension of the problems of social cooperation. W e  
do not assert that such isolated autarkic human beings have ever lived 
and that the social stage of man's history was preceded by an age of 
independent individuals roaming like animals in search of food. The 
biological humanization of man's nonhuman ancestors and the emer- 
gence of the primitive social bonds were effected in the same process. 
Man appeared on the scene of earthly events as a social being. The 
isolated asocial man is a fictitious construction. 

Seen from the point of view of the individual, society is the great 
means for the attainment of all his ends, The  preservation of society 
is an essential condition of any plans an individual may want to 
realize by any action whatever. Evcn the refractory delinquent who 
fails to adjust his conduct to the requirements of life within the 
societal system of cooperation does not want to miss any of the advan- 
tages derived from the division of labor. H e  does not consciously aim 
at the destruction of society. H e  wants to lay his hands on a greater 
portion of the jointly produced wealth than the social order assigns 
to him. H e  would feel miserable if antisocial behavior were to be- 
come universal and its inevitable outcome, the return to primitive 
indigence, resulted. 
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It is illusory to maintain that individuals in renouncing the alleged 
blcssiags of a fabulous state of nature and entering into society have 
foregone some advantages and have a fair claim to be indemnified for 
what they have lost. The idea that anybody would have fared better 
under an asocial state of mankind and is wronged by the very exist- 
ence of society is absurd. Thanks to the higher productivity of social 
cooperation the human species has multiplied far beyond the margin 
of subsistence offered by the conditions prevailing in ages with a 
rudimentary degree of the division of labor. Each man enjoys a 
standard of living much higher than that of his savage ancestors. The 
natural condition of man is extreme poverty and insecurity. It is 
romantic nonsense to lament the passing of the happy days of primi- 
tive barbarism. In a state of savagery the complainants would either 
not have reached the age of manhood, or if they had, they would 
have lacked the opportunities and amenities provided by civilization. 
Jean Jacques Rousseau and Frederick Engels, if they had lived in the 
primitive state which they describe with nostalgic yearning, would 
not have enjoyed the leisure required for their studies and for the 
writing of their books. 

Onc of the privileges which society affords to the individual is 
the privilege of living in spite of sickness or physicaI disability. Sick 
animals are doomed. Their weakness handicaps them in their at- 
tempts to find food and to repel aggression on the part of other ani- 
mals. Deaf, nearsighted, or crippled savages must perish. But such 
defects do not deprive a man of the opportunity to adjust himself to 
life in socicty. The majority of our contemporaries are afflicted with 
some bodily deficiencies which biology considers pathological. Our 
civilization is to a great extent the achievement of such men. The 
eliminative forces of natural selection are greatly reduced under 
social conditions. Hence some people say that civilization tends to 
deteriorate the hereditary qualities of the members of society. 

Such judgments are reasonable if one looks at mankind with the 
eyes of a breeder intent upon raising a race of men equipped with 
certain qualities. But society is not a stud-farm operated for the 
production of a definite type of men. There is no "natural" standard 
to establish what is desirable and what is undesirable in the biological 
evolution of man. Any standard chosen is arbitrary, purely subjective, 
in short a judgment of value. The terms racial improvement and racial 
degeneration are meaningless when not based on definite plans for the 
future of mankind. 

It is true, civiIized man is adjusted to life in society and not to that 
of a hunter in virgin forests. 



I 66 Human Action 

The Fable of the Mystic Communion 

The praxeological theory of society is assailed by the fable of the mystic 
communion. 

Society, assert the supporters of this doctrine, is not the product of man's 
purposeful action; it is not cooperation and division of tasks. It stems from 
unfathomable depths, from an urge ingrained in man's essential nature. It 
is, says one group, engrossment by the Spirit which is Divine Reality and 
participation, by virtue of a unio mystica, in God's power and love. An- 
other group sees society as a biological phenomenon; it is the work of the 
voice of the blood, the bond uniting the offspring of common ancestors 
with these ancestors and with one another, and the mystical harmony be- 
tween the ploughman and the soil he tilIs. 

That such psychical phenomena are really felt is true. There are people 
who experience the unio mystica and place this experience above every- 
thing else, and there are men who are convinced that they hear the voice 
of the bIood and smell with heart and sou1 the unique scent of the cherished 
soil of their country. The mystical experience and the ecstatic rapture are 
facts which psychology must consider real, like any other psychical 
phenomenon. The error of the communion-doctrines does not consist in 
their assertion that such phenomena really occur, but in the belief that they 
are primary facts not dependent on any rational consideration. 

The voice of the blood which brings the father close to his child was not 
heard by those savages who did not know the causal relation benvcen 
cohabitation and pregnancy. Today, as this relation is known to every- 
body, a man who has full confidence in his wife's fidelity may perceive it. 
But if there are doubts concerning the wife's fidelity, the voice of the blood 
is of no use. hTobody ever ventured to assert that doubts concerning 
paternity could be resolved by the voice of the blood. A mother who has 
kept watch over her child since its birth can hear the voice of the blood. If 
she loses touch with the infant at an early date, she may later identify it 
by some bodily marks, for instance those moles and scars which once were 
popular with novel writers. But thc blood is mute if such observations and 
the conclusions derived from them do not make it speak. The voice of the 
blood, contend the German racists, mysteriously unifies all members of 
the German people. But anthropology reveals the fact that the German 
nation is a mixture of the descendants of various races, subraces, and strains 
and not a homogeneous stock descended from a common ancestry. The 
recently germanized Slav who has only a short time since changed his 
paternal family name for a German-sounding name believes that he is sub- 
stantially attached to all Germans. But he does not experience any such 
inner urge impelling him to join the ranks of his brothers or cousins who 
remained Czechs or Poles. 

The voice of the blood is not an original and primordial phenomenon. 
It is prompted by rational considerations. Because a man believes that he is 
related to other people by a common ancestry, he develops those feelings 
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and sentiments which are poetically described as the voice of the blood. 
The same is true with regard to religious ecstasy and mysticism of the 

soil. The unio mystica of the devout mystic is conditioned by familiarity 
with the basic teachings of his religion. Only a man who has learned about 
the greatness and glory of God can experience direct communion with 
Him. Mysticism of the soil is connected with the development of definite 
geopolitical ideas. Thus it may happen that inhabitants of the plains or the 
seashore include in the image of the soil with which they claim to be fer- 
vently joined and united, mountain districts which are unfamiliar to them 
and to whose conditions they could not adapt themselves, only because 
this territory belongs to the political body of which they are members, or 
would like to be members. On the other hand they often fail to include in 
this image of the soil whose voice they claim to hear, neighboring areas of 
a geographic structure very similar to  that of their own country if these 
areas happen to belong to a foreign nation. 

The various members of a nation or linguistic group and the clusters they 
form are not always united in friendship and good will. The history of 
every nation is a record of mutual dislike and even hatred between its sub- 
divisions. Think of the English and the Scotch, the Yankees and the 
Southerners, the Prussians and the Bavarians. It was ideologies that over- 
came such animosities and inspired all members of a nation or linguistic 
group with those feelings of community and belonging together which 
present-day nationalists consider a natural and original phenomenon. 

The mutual sexual attraction of male and female is inherent in man's 
animal nature and independent of any thinking and theorizing. It is per- 
missible to call it original, vegetative, instinctive, or mysterious; there is no 
harm in asserting metaphorically that it makes one being out of two. W e  
may call it a mystic communion of two bodies, a community. However, 
neither cohabitation, nor what precedes it and follows, generates social 
cooperation and societal modes of life. The animals too join together in 
mating, but they have not developed social relations. Family life is not 
merely a product of sexual intercourse. It is by no means natural and 
necessary that parents and children live togethcr in the way in which they 
do in the family. The mating relation need not result in a family organiza- 
tion. The human family is an outcome of thinking, planning, and acting. 
It is this very fact which distinguishes it radically from those animal 
groups which we call per analogiam animal families. 

The mystical experience of communion or community is not the source 
of societal relations, but their product. 

The counterpart of the fable of the mystical communion is the fable of 
a natural and original repulsion between races or nations. It is asserted that 
an instinct teaches man to distinguish congeners from strangers and to de- 
test the latter. Scions of noble races abominate any contact with members 
of lower races. T o  refute this statement one need only mention the fact of 
racial mixture. As there are in present-day Europe no pure stocks, we must 
conclude that between members of the various stocks which once settled 
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in that continent there was sexual attraction and not repulsion. Millions 
of mulattoes and other half-breeds are living counterevidence to the asser- 
tion that there exists a natural repulsion between the various races. 

Like the mystical sense of communion, racial hatred is not a natural 
phenomenon innate in man. I t  is the product of ideologies. But even if such 
a thing as a natural and inborn hatred between various races existed, it 
would not render social cooperation futile and would not invalidate 
Ricardo's theory of association. Social cooperation has nothing to do with 
personal love or with a general commandment to love one another. Pcople 
do not cooperate under the division of labor because they love or should 
love one another. They cooperate because this best serves their own in- 
terests. Neither love nor charity nor any other sympathetic sentiments but 
rightly understood selfishness is what originally impelled man to adjust 
himself to the requirements of society, to respect the rights and freedoms 
of his fellow men and to substitute peaceful collaboration for enmity and 
conflict. 

7. The Grea t  Society 

N o t  every interhuman relation is a social relation. When groups 
of men rush upon one another in a war of outright extermination, 
when men fight against men as mercilessly as thcy crush pernicious 
animals and plants, there is, between the fightina arties, reciprocal . P 
effect and mutual relation, but no  society. Society 1s joint action and 
cooperation in which each participant sees the other partner's success 
as a means for the attainment of his own. 

T h e  struggles in which primitive hordes and tribes fought one an- 
other for watering places, hunting and fishing grounds, pastures and 
booty were such pitiless wars of annihilation. They  were total wars. 
So in the nineteenth century were the first encounters of Europeans 
with the aborigines of territories newly made accessible. But al- 
ready in the primeval age, long before the time of which historical 
records convey information, another mode of procedure began to 
develop. People preserved even in warfare some rudiments of social 
relations previously established; in fighting against peoples with 
whom they never before had had any contact, they began t o  take 
into account the idea that between human beings, notwithstanding 
their immediate enmity, a later arrangement and cooperation is pos- 
sible. Wars were waged t o  hurt the foe; but the hostile acts were no 
longer merciless and pitiless in the full sense of these terms. T h e  
belligerents began to respect certain limits which in a struggle against 
men-as differentiated from that against beasts-should not be tran- 
scended. Above the implacable hatred and the frenzy of destruction 
and annihilation a societal element began to prevail. T h e  idea emerged 
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that every human adversary should be considered as a potential 
partner in a future cooperation, and that this fact should not be 
neglected in the conduct of military operations. War was no longer 
considered the norma1 state of interhuman relations. People recog- 
nized that pcaceful cooperation is the best means to carry on the strug- 
gle for biological survival. W e  may even say that as soon as people 
realized that it is more advantageous to enslave the defeated than to 
kill them, the warriors, while still fighting, gave thought to the after- 
math, the peace. Enslavement was by and large a preliminary step 
toward cooperation. 

The ascendancy of the idea that even in war not every act is to be 
considered permissible, that there are legitimatc and illicit acts of 
warfare, that there are laws, i.e., societal relationships which are 
above a11 nations, cvcn above those momentarily fighting one another, 
has finally established the Great Society embracing all men and all 
nations. The various regional societies were merged into one ecu- 
menical society. 

Belligerents who do not wage war savagely in the manner of 
beasts, but according to "human" and social rules of warfare, re- 
nounce the use of some methods of destruction in order to attain the 
same concessions on the part of thcir foes. As far as such rules are 
complied with, social relations exist between the fighting parties. The 
hostile acts themselves are not only asocial, but antisocial. It is a 
mistake to define the term "social relationships" in such a way as to 
incIude actions which aim at other people's annihiIation and at the 
frustration of their a c t i ~ n s . ~  Where the only relations between men 
are those directed at mutual detriment, there is neither society nor 
societal relations. 

Society is not merely interaction. There is interaction-reciprocal 
influence-between all parts of the universe: between the wolf and 
the sheep he devours; between the germ and the man it kills; between 
the falling stone and the thing upon which it falls. Society, on the 
other hand, always involves men acting in cooperation with other 
men in order to let all participants attain their own ends. 

8. The Instinct of Aggression and Destruction 

It has been asserted that man is a bcast of prey whose inborn 
natural instincts impel him to fight, to kill, and to destroy. Civiliza- 
tion, in creating unnatural humanitarian laxity which alienates man 

8. Such is the terminology used by Leapold von Wiese (Allgemeine Sodologie 
[Munich, 19241, I, 10 ff.). 
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from his animal origin, has tried to quell these impulses and appetites. 
I t  has made civilized man a decadent weakling who is ashamed of 
his animality and proudly calls his depravity true humaneness. In 
order to prevent further degeneration of the species man, it is im- 
perative to free him from the pcrnicious effects of civilization. For 
civilization is merely a cunning invention of inferior men. These 
underlings are too weak to be a match for the vigorous heroes, they 
are too cowardly to endure the well-deserved punishment of com- 
plete annihilation, and they are too lazy and too insolent to serve the 
masters as slaves. Thus they have resorted to a tricky makeshift. They 
have reversed the eternal standards of value, absolutely fixed by the 
immutable laws of the universe; they have propagated a morality 
which calls their own inferiority virtue and the eminence of the 
noble heroes vice. This moral retkllion of the slaves niust be undone 
by a transvaluation of all values. The  ethics of the slaves, this shameful 
product of the resentment of weaklings, must he entirely discarded; 
the ethics of the strong or, properly speaking, the nullification of 
any ethical restriction niust be substituted for it. Man must become 
a worthy scion of his ancestors, the noble beasts of days gone by. 

It  is usual to call such doctrines social or sociological Darwinism. 
W e  need not decide here whether this terminology is appropriate 
or not. At any rate it is a mistake to assign the epithets evolutionary 
and biological to teachings which blithely disparage the whole of 
mankind's history from the ages in which man began to lift himself 
above the purely animal existence of his nonhuman ancestors as a 
continuous progression toward degeneration and decay. Biology does 
not provide any standard for the appraisal of changes occurring 
within living beings other than whether or  not these changes suc- 
ceeded in adjusting the individuals to the conditions of their environ- 
ment and thercby in improving their chances in the struggle for 
survival. It  is a fact that civilization, when judged from this point of 
view, is to be considered a benefit and not an evil. I t  has enabled man 
to hold his own in the struggle against all other living beings, both the 
big beasts of prey and the even more pernicious microbes; it has mul- 
tiplied man's means of sustenance; it has made the average man taller, 
more agile, and more versatile and i t  has stretched his average length 
of life; it has given man the uncontested mastery of the earth; it 
has multiplied population figures and raised the standard of living to 
a lcvcl ncver dreamed of by  the crude cave dwellers of prehistoric 
ages. I t  is true that this evolution stunted the development of certain 
knacks and gifts which were once uscful in the struggle for survival 
and have lost their usefulness under changed conditions. On the other 
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hand it developed other talents and skills which are indispensabIe 
for  life within the frame of society. However, a biological and evo- 
lutionary view must not cavil at such changes. For primitive man 
hard fists and pugnacity were as useful as the ability to be clever at 
arithmetic and to spell correctly are for modern man. It  is quite 
arbitrary and certainly contrary to any biological standard to call 
only those characteristics which were useful to primitive man natural 
and adequate to human nature and to condemn the talents and skills 
badly needed by civilized man as marks of degeneration and bio- 
logical deterioration. T o  advise man to return to the physical and 
intellectual features of his prehistoric ancestors is no more reasonable 
than to ask him to renounce his upright gait and to grow a tail again. 

I t  is noteworthy that the men who were foremost in extolling the 
eminence of the savage impulses of our barbarian forefathers were so 
frail that their bodies would not have come up to the requirements of 
"dangerous living." bTietzsche even before his mental breakdown was 
so sickly that the only climate he could stand was that of the Engadin 
valley and of some Italian districts. H e  would not have been in a 
position to accomplish his work if civilized society had not pro- 
tected his delicate nerves against the roughness of life. The  apostles 
of violence wrote their books undcr the sheltering roof of "bourgeois 
security" which they derided and disparaged. They were free to pub- 
lish their incendiary sermons because the liberalism which they 
scorned safeguarded freedom of the press. They would have been 
desperate if they had had to  forego the blessinis of the civilization 
scorned by their philosophy. And what a spectacle was that timid 
writer Gcorges Sorel, who went so far in his praise of brutality as to 
blame the modern system of education for weakening man's inborn 
tendencies toward violence! " 

One may admit that in primitive man the propensity for killing and 
destroying and the disposition for cruelty were innate. W e  may also 
assume that under the conditions of earlier ases the inclination for 
aggression and murder was favorable to the preservation of life. Man 
was once a brutal beast. (There is no need to investigate whether pre- 
historic man was a carnivore or a herbivore.) But one must not for- 
get that he was physicaHy a weak animal; he would not have been a 
match for  the big beasts of prey if he had not been equipped with a 
peculiar weapon, reason. The  fact that man is a reasonable being, that 
he therefore does not yield without inhibitions to every impulse, but 
arranges his conduct according to reasonable deliberation, must not 
be called unnatural from a zoologicaI point of view. Rational conduct 

9. Georges Sorel. Kiflexions sur la violence (3d ed., Paris, r912), p. 269. 
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means that man, in face of the fact that he cannot satisfy all his im- 
pulses, desires, and appetites, foregoes the satisfaction of those which 
he considers less urgent. In order not to endanger the working of 
social cooperation man is forced to abstain from satisfying those de- 
sires whose satisfaction would hinder establishment of societal in- 
stitutions. There is no doubt that such a renunciation is painful. How- 
ever, man has made his choice. He has renounced the satisfaction of 
some desires incompatible with social life and has given priority to the 
satisfaction of those desires which can be realized only or in a morc 
plentiful way under a system of the division of labor. He has entered 
upon the way toward civilization, social cooperation, and wealth. 

This decision is not irrevocable and final. The choice of the fathers 
does not impair the sons' freedom to choose. They can reverse the 
resolution. Every day they can proceed to the transvaluation of values 
and prefer barbarism to civilization. or, as some authors say, the 
soul to the intellect, myths to reason, and violence to peace. But they 
must choose. I t  is impossible to have things incompatible with one 
another. 

Science, from the point of view of its valuational neutrality, does 
not blame the apostles of the gospel of violence for praising the 
frenzy of murder and the mad delights of sadism. VaIue judgments 
are subjective, and liberal society grants to everybody the right to 
express his sentiments freely. Civilization has not extirpated the origi- 
nal tendency toward aggression, bloodthirstiness, and cruelty which 
characterized primitive man. In many civilized men they are dormant 
and burst forth as soon as the restraints developed by civilization give 
way. Remember the unspeakable horrors of the Nazi concentration 
camps. The newspapers continually report abominable crimes 
manifesting the latent urges toward bestiality. The most popular 
novels and moving pictures are those dealing with bloodshed and 
violent acts. Bull fights and cock fights attract large crowds. 

If an author says: the rabble thirst for blood and I with them, he 
may be no less right than in asserting that primitive man too took 
delight in killing. But he errs if he passes over the fact that the satis- 
faction of such sadistic desires impairs the existence of society or if 
hc asserts that "true" civilization and the "good" society are an 
achievement of people blithely indulging in their passion for violence, 
murder, and cruelty, that the repression of the impulses toward bru- 
tality endangers mankind's evolution and that a substitution of bar- 
barism for humanitarianism would save man from degeneration. The 
social division of labor and cooperation rests upon conciliatory settle- 
ment of disputes. Not war, as Heraclitus said, but peace is the 



Human Society 

source of all socia1 relations. T o  man desires other than that for blood- 
shed are inborn. If he wants to satisfy these other desires, he must 
forego his urge to kill. He who wants to preserve life and health as 
well and as long as possible, must realize that respect for other people's 
lives and health better serves his aim than the opposite mode of con- 
duct. One may regret that such is the state of affairs. But no such 
lamentations can alter the hard facts. 

It is useless to censure this statement by referring to irrationality. 
All instinctive impulses defy examination by reason because reason 
deals only with the means for attaining ends sought and not with ulti- 
mate ends. But what distinguishes man from other animals is precisely 
that he does not yield without any will of his own to an instinctive 
urge. Man uses reason in order to choose between the incompatible 
satisfactions of conflicting desires. 

One must not tell the masses: Indulge in your urge for murder; it 
is genuinely human and best serves your well-being. One must tell 
them: If you satisfy your thirst for blood, you must forego many 
other desires. You want to eat, to drink, to live in fine homes, to clothe 
yourselves, and a thousand other things which only society can 
provide. You cannot have everything, you must choose. The danger- 
ous life and the frenzy of sadism may please you, but they are in- 
compatible with the security and plenty which you do not want to 
miss either. 

Praxeology as a science cannot encroach upon the individual's right 
to choose and to act. The final decisions rest with acting men, not 
with the theorists. Science's contribution to life and action does not 
consist in establishing vaIue judgments, but in clarification of the 
conditions under which man must act and in elucidation of the effects 
of various modes of action. It puts at the disposal of acting man all 
the information he needs in order to make his choices in full aware- 
ness of their consequences. I t  prepares an estimate of cost and yield, as 
it were. It would fail in this task if it were to omit from this state- 
ment one of the items which could be of influence in people's choices 
and decisions. 

Current .Misinterpretations of Modern Natural 
Science, Especially of Darcinism 

Some present-day antiliberals, both of the right-wing and of the left- 
wing variety, base their teachings on misinterpretations of the achieve- 
ments of modern biology. 

I. Men are unequal. Eighteenth-century liberalism and likewise present- 
day egalitarianism start from the "self-evident truth" that "all men are 
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created equal, and that they are endowed by their Creator with certain un- 
alienable Rights." However, say the advocates of a biological philosophy 
of society, natural science has demonstrated in an irrefutable way that men 
are different. There is no room left in the framework of an experimental 
observation of natural phenomena for such a concept as natural rights. 
Nature is unfeeling and insensible with regard to any being's life and happi- 
ness. h-ature is iron necessity and regularity. It is metaphysical nonsense to 
link together the "slippery" and vague notion of liberty and the unchange- 
able absolute laws of cosmic order. Thus the fundamental idea of liberalism 
is unmasked as a fallacy. 

Now it is true that the liberal and democratic movement of the eight- 
eenth and nineteenth centuries drew a great part of its strength from the 
doctrine of natural law and the innate imprescriptible rights of the in- 
dividual. These ideas, first developed by ancient philosophy and Jewish 
theology, permeated Christian thinking. Some anti-Catholic sects made 
them the focal point of their political programs. A long line of eminent 
philosophers substantiated them. They became popular and were the most 
powerful moving force in the prodemocratic evolution. They are still sup- 
ported today. Their advocates do not concern themselves with the incon- 
testable fact that God or nature did not create men equal since many are 
born hale and hearty while others are crippled and deformed. With them 
all differences between men are due to education, opportunity, and socia! 
institutions. 

But the teachings of utilitarian philosophy and cIassical economics have 
nothing at all to do with the doctrine of natural right. With them the only 
point that matters is social utility. They recommend popular government, 
private property, tolerance, and freedom not because they are natural and 
just, but because they are beneficial. T h e  core of Ricardo's philosophy is 
the demonstration that social cooperation and division of labor between 
men who are in every regard superior and more efficient and men who are 
in every regard inferior and less efficient is beneficial to both groups. 
Bentharn, the radical, shouted: "Natural rights is simple nonsense: natural 
and imprescriptible rights, rhetorical nonsense." lo With him "the sole 
object of government ought to be the greatest happiness of the greatest 
possible number of the community." l1 Accordingly, in investigating what 
ought to be right he does not care about preconceived ideas concerning 
God's or nature's plans and intentions, forever hidden to mortal men; he 
is intent upon discovering what best serves the promotion of human wel- 
fare and happiness. Malthus showed that nature in limiting the means of 
subsistence does not accord to any living being a right of existence, and 
that by indulging heedlessly in the natural impulse of proliferation man 
would never have risen above the verge of starvation. H e  contended that 
human civilization and weI1-being could develop only to the extent that 

10. Bentharn, Anarchical Fallacies; being an Examination of the Declaration of 
Rights issued during the French Revolution, in Works (ed. by Bowring), 11, $01. 

I I. Bentham, Principles of the Civil Code, in Works, I ,  301. 
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man learned to rein his sexuaI appetites by  moral restraint. The Utilitarians 
d o  not combat arbitrary government and privileges because they arc 
against natural law but because they are detrimental to prosperity. They 
recommend equality under the civil law not because men are equal but be- 
cause such a policy is beneficial to the commonweal. In rejecting the illu- 
sory notions of natural law and human equality modern biology only re- 
peated what the utilitarian champions of liberalism and democracy long 
before had taught in a much more persuasive way. It is obvious that no 
biological doctrine can ever invalidate what utilitarian philosophy says 
about the social utility of democratic government, private property, free- 
dom, and equality under the law. 

The  present-day prevalence of doctrices approving social disintegration 
and violent conflict is not the result of an alleged adaptation of social phi- 
losophy to the findings of biology but of the almost universal rejection of 
utilitarian philosophy and economic theory. People have substituted an 
ideoIogy of irreconcilable class conflict and international conflict for the 
"orthodox" ideology of the harmony of the rightly understood, ix., long- 
run, interests of all individuals, social groups, and nations. Afen are fight- 
ing one another because they are convinced that the extermination and 
liquidation of adversaries is the only means of promoting their own well- 
being. 

2. T h e  social implications of Darwinism. The  theory of evolution as 
expounded by Darwin, says a school of social Darwinism, has clearly dem- 
onstrated that in nature there are no such things as peace and respect for 
the lives and welfare of others. In nature there is always struggle and 
merciless annihilation of the weak who do not succeed in defending them- 
selves. Liberalism's plans for eternal peace-both in domestic and in for- 
eign relations-are :he outcome of an illusory rationalis~n contrary to the 
natural order. 

However, the notion of the struggle for existence as Darwin borrowed it 
from Malthus and applied it in his theory, is to be understood in a meta- 
phorical sense. Its meaning is that a living being actively resists the forces 
detrimental to its own life. This resistance, if it is to succeed, must be ap- 
propriate to the environmental conditions in which the being concerned 
has to hold its own. It need not always be a war of extermination such as in 
rhe reiarions between men and morbific microbes. Reason has demon- 
strated that, for man, the most adequate means of improving his condition 
is social cooperation and division of labor. They are man's foremost tool 
in his struggle for survival. But they can work only where there is peace. 
Wars, civil wars, and revolutions are detrinlental t o  man's success in the 
struggle for existence because they disintegrate the apparatus of social 
cooperation. 

3. Reason and rational behavior are unnatural. Christian theology dep- 
recated the animal functions of man's body and depicted the "soul" a4 
something outside of all biological phenomena. In an excessive reaction 
against this philosophy some moderns are prone to disparage everything 
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in which man differs from other animals. In their eyes human reason is in- 
ferior to the animal instincts and impulses; it is unnatural and therefore 
bad. With them the terms rationalism and rational behavior have an op- 
probrious connotation. The perfect man, the real man, is a being who obeys 
his primordial instincts more than his reason. 

The obvious truth is that reason, man's most characteristic feature, is 
also a biological phenomcnon. It is neither lnorc nor less natural than any 
other feature of the species homo sapiens, for instance, the upright gait or 
the hairless skin. 

George Reisman

George Reisman



IX. THE ROLE OF IDEAS 

I. Human Reason 

EASON is man's particular and characteristic feature. There is no 
R n e e d  for praxeology to raise the question whether reason is a 
suitable tool for the cognition of ultimate and absolute truth. I t  
deals with reason only as far as it enables man to act. 

All those objects which are the substratum of human sensation, 
perception, and observation also pass before the senses of animals. 
But man alone has the faculty of transforming sensuous stimuli into 
observation and experience. And man alone can arrange his various 
observations and experiences into a coherent system. 

Action is preceded by thinking. Thinking is to deliberate before- 
hand over future action and to reflect afterward upon past action. 
Thinking and acting are inseparable. Every action is always based 
on a definite idea about causal relations. H e  who thinks a causal rela- 
tion thinks a theorem. Action without thinking, practice without 
theory are unimaginable. The  reasoning may be faulty and the theory 
incorrect; but thinking and theorizing are not lacking in any action. 
O n  the other hand thinking is always thinking of a potential action. 
Even he who thinks of a pure theory assumes that the theory is 
correct, i.e., that action complying with its content would resuit in 
an effect to be expected from its teachings. I t  is of no relevance for 
logic whether such action is feasible or not. 

I t  is always the individual who thinks. Society does not think 
any more than it eats or  drinks. The  evolution of human reasoning 
from the nahe thinking of primitive man to the more subtle think- 
ing of modern scicnce took place within society. However, thinking 
itself is always an achievement of individuals.   here is joint action, 
but no joint thinking. There is only tradition which preserves thoughts 
and communicates them to others as a stimulus to their thinking. 
However, man has no means of appropriating the thoughts of his 
precursors other than to think them over again. Then, of course, lie 
is in a position to proceed farther on the basis of his forerunners' 
thoughts. The foremost vehicle of tradition is the word. Thinking is 
linked up with langnaage and vice versa. Concepts are embodied in 
terms. Language is a tool of thinking as it is a tool of social action. 
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The history of thought and ideas is a discourse carried on from 

generation to generation. The thinking of later ages grows out of 
the thinking of earlier ages. Without the aid of this stimulation in- 
tellectual progress would have been impossible. The continuity of 
human evolution, sowing for the offspring and harvesting on land 
cleared and tilled by the ancestors, manifests itself also in the history 
of science and ideas. W e  have inherited from our forefathers not 
only a stock of products of various orders of goods which is the 
source of our material wealth; we have no less inherited ideas and 
thoughts, theories and technologies to which our thinking owes its 
productivity. 

But thinking is always a manifestation of individuals. 

2. World View and Ideology 

The theories directing action are often imperfect and unsatisfac- 
tory. They may be contradictory and unfit to be arranged into a 
cornprehensive and coherent system. 

If we look at all the theorems and theories guiding the conduct of 
certain individuals and groups as a coherent complex and try to ar- 
range them as far as is feasible into a system, i.e., a cornprehensive body 
of knowledge, we may speak of it as a world view. A world view 
is, as a theory, an interpretation of all things, and as a precept for 
action, an opinion concerning the best means for removing uneasiness 
as much as possible. A world view is thus, on the one hand, an expla- 
nation of all phenomena and, on the other hand, a technology, both 
these terms being taken in their broadest sense. Religion, metaphysics, 
and philosophy aim at providing a world view. They interpret the 
universe and they advise men how to act. 

The concept of an ideology is narrower than that of a world view. 
In speaking of ideology we have in view only human action and social 
cooperation and disregard the problems of metaphysics, religious 
dogma, the natural sciences, and the technoiogies derived from them. 
Ideology is the totality of our doctrines concerning individual con- 
duct and social relations. Both, world view and ideology, go beyond 
the limits imposed upon a purely neutral and academic study of things 
as they are. They are not only scientific theories, but also doctrines 
about the ought, i.e., about the ultimate ends which man should ailn 
at in his earthly concerns. 

Asceticism teaches that the only means open to man for removing 
pain and for attaining complete quietude, contentment, and happiness 
is to turn away from earthly concerns and to live without bothering 
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about worldly things. There is no salvation other than to renounce 
striving after material well-being, to endure submissively the adversi- 
ties of the earthly pilgrimage and to dedicate oneself exclusively to 
the preparation for eternal bliss. However, the number of those who 
consistently and unswervingly comply with the principles of asceti- 
cism is so small that it is not easy to instance more than a few names. 
It seems that the complete passivity advocated by asceticism is 
contrary to nature. Thc enticement of life triumphs. The ascetic 
principles have been adulterated. Even the most saintly hermits made 
concessions to lifc and earthly concerns which did not agree with 
their rigid principles. But as soon as a man takes into account any 
earthly concerns, and substitutes for purely vegetative ideals an 
acknowlcdgmcnt of worldly things, however conditioned and in- 
compatible with the rest of his professed doctrine, he bridges over the 
gulf which separated him from those who say yes to the striving after 
earthly ends. Then he has something in common with everyone 
else. 

Human thoughts about things of which neither pure reasoning nor 
experience provides any knowledge may differ so radically that no 
agreement can be reached. In this sphere in which the free reverie 
of the mind is restricted neither by logical thinking nor by sensory 
experience man can give vent to his individuality and subjectivity. 
Nothing is more personal than thc notions and images about the 
transcendent. Linguistic terms are unable to communicate what is 
said about the transcendent; one can ncver establish whethcr the 
hearer conceives them in the same way as the speaker. With regard 
to things beyond there can be no agrecment. Religious wars are the 
most terrible wars because they are waged without any prospect of 
conciliation. 

But where earthly things are involved, the natural affinity of all 
men and the identity of thc biologicaI conditions for the preservation 
of their livcs come into play. The higher productivity of cooperation 
under division of iibor makes soclety the foremost means of every 
individual for the attainment of his own ends whatever they may be. 
The maintenance and further intcnsification of social cooperation 
become a concern of everybody. Every world view and every ideol- 
ogy which is not entirely and unconditionally committed to the prac- 
tice of asceticism and to a lifc in anchoritic reclusion must pay heed 
to the fact that society is the great means for the attainment of earthly 
ends. But then a common ground is won to clear the way for an agree- 
ment concerning minor social problems and the details of society's 
organization. Howcver various ideologies may conflict with one 
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another, they harmonize in one point, in the acltnowledgment of life 
in society. 

People fail sometimes to see this fact because in dealing with 
philosophies and ideologies they look more at what these doctrines 
assert with regard to transcendent and unknowable things and less 
at their statements about action in this w-orld. Between various parts 
of an ideological system there is often an unbridgeable gulf. For 
acting man only those teachings are of real importance which result 
in precepts for action, not those doctrines which are purely academic 
and do not apply to conduct within the frame of social cooperation. 
W e  may disregard the philosophy of adamant and consistent asceti- 
cism because such a rigid asceticism must ultimately result in the 
extinction of its supporters. All other ideologies, in approving of the 
search for the necessities of life, arc forced in some measure to take 
into account the fact that division of labor is more productive than 
isolated work. They thus admit the need for social cooperation. 

Praxeology and economics are not qualified to deal with the tran- 
scendent and metaphysical aspects of any doctrine. But, on the other 
hand, no appeal to any religious or metaphysical dogmas and creeds 
can invalidate the theorems and theories concerning social coopera- 
tion as developed by logically correct praxeological reasoning. If a 
philosophy has admitted the necessity of societal links between men, 
it has placed itseIf, as far as problems of social action come into play, 
on ground from which there is no escape into personal convictions 
and professions of faith not liable to a thorough examination by 
methods of science. 

This fundamental fact is often ignored. People believe that differ- 
ences in world view create irreconcilable conflicts. The basic antag- 
onisms between parties committed to different world views, it is con- 
tended, cannot be settled by compromise. They stem from the deepest 
recesses of the human soul and are expressive of a man's innate com- 
munion with supernatural and eternal forces. There can never be any 
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However, if we pass in review the programs of all parties-both 
the cleverly elaborated and publicized programs and those to which 
the parties really cling when in power-we can easily discover the 
fallacy of this interpretation. All present-day political parties strive 
after the earthly well-being and prosperity of their supporters. They 
promise that they will render economic conditions more satisfactory 
to their followers. With regard to this issue there is no difference 
between the Roman Catholic Church and the various Protestant de- 
nominations as far as they intervene in political and social questions, 
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between Christianity and the non-Christian religions, between the 
advocates of economic freedom and the various brands of !Marxian 
materialism, between nationalists and internationalists, between racists 
and the friends of interracial peace. It is true, that many of these 
parties believe that their own group cannot prosper except at the 
expense of other groups, and even go so far as to consider the com- 
plete annihilation of other groups or their enslavement as the neces- 
sary condition of their own group's prosperity. Yet, extermination or 
enslavement of others is for them not an ultimate end, but a means 
for the attainment of what they aim at as an ultimate end: their own 
group's flowering. If they were to learn that their own designs are 
guided by spurious theories and would not bring about the beneficia1 
results expected, they would change their programs. 

The pompous statemcnts which people make about things un- 
knowable and beyond the power of the human mind, their cosmoI- 
ogies, world vicws, religions, mysticisms, metaphysics, and conceptual 
phantasies differ widely from one another. But the practical essence 
of their ideologies, i.e., their teachings dealing with the ends to be 
aimed at in earthly lifc and with the means for the attainment of 
these ends, show much uniformity. Therc are, to be sure, differences 
and antagonisms both with rcgard to ends and means. Yet the differ- 
ences with rcgard to ends are not irreconcilable; they do not hinder 
cooperation and amicable arrangements in the sphere of social action. 
As far as they concern means and ways only they are of a purely 
technicaI character and as such open to examination by rational meth- 
ods. When in the heat of party conflicts one of the factions declares: 
"Here we cannot go on in our negotiations with you because we 
are faced with a question touching upon our world view; on this 
point we must be adamant and must cling riaidly to our principles P 
whatever may result," one need only scrutin~ze matters more care- 
fully to realize that such declarations describe the antagonism as more 
pointed than it really is. In fact, for all parties committed to pursuit 
of the people's earthly welfare and thus approving social cooperation, 
questions of social oiganization and the conduct of social action are 
not problems of ultimate principles and of world views, but ideolog- 
ical issues. They are technical problems with regard to which some 
arrangement is always possible. No  party would wittingly prefer 
social disintegration, anarchy, and a return to primitive barbarism to 
a solution which must be bought at the price of the sacrifice of some 
ideological points. 

In party programs these technical issues are, of course, of primary 
importance. A party is committed to certain means, it recommends 
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certain methods of political action and rejects utterly all other meth- 
ods and policies as inappropriate. A party is a body which combines 
a11 those eager to employ the same means for common action. The  
principle which differentiates men and integrates parties is the choice 
of means. Thus for the party as such the means chosen are essential. 
A party is doomed if the futility of the means recommended becomes 
obvious. Party chicfs whose prestige and political career are bound 
up with the party's program may have ample reasons for withdraw- 
ing its principles from unrestricted discussion; they may attribute 
to them the character of ultimate ends which must not be questioned 
because they are based on a world view. But for the people as whose 
mandataries the party chiefs pretend to act, for the voters whom they 
want to enlist and for whose votes they canvass, things ogcr another 
aspect. They have no objection to scrutinizing every point of a 
party's program. 171ey look upon such a program only as a recom- 
mendation of means fdr the attainment of their own ends, viz., earthly 
well-being. 

What  divides those parties which one calls today world view 
parties, i.c., parties committed to basic philosophical decisions about 
ultimate ends, is only seeming disagreement with regard to ultimate 
ends. Their antagonisms refer either to religious creeds or to prob- 
lems of international relations or to the problem of ownership of the 
rneans of production or to problems of political organization. I t  can 
be shown that all these controvcrsics concern means and not uItimate 
ends. 

Let us begin with the problems of a nation's political organiza- 
tion. There are supporters of a democratic system of government, of 
hereditary monarchy, of the rule of a self-styled elite and of Caesarist 
dictat0rship.l It  is true that these programs are often recommended 
by reference to divine institutions, to the eternal laws of the uni- 
verse, to  the natural order, to the inevitable trend of historical evolu- 
tion, and to other objects of transcendent knowledge. But such state- 
ments are rnerely incidental adornment. In appealing to the electorate, 
the parties advance other arguments. They are eager to show that 
the system they support will succeed better than those advocated by 
other parties in realizing those ends which the citizcns aim at. They 
specify the beneficial resuIts achieved in the past or in other countries; 
they disparage the other parties' programs by relating their failures. 
They resort both to pure reasoning and to an interpretation of his- 
torical experience in order to demonstrate the superiority of their 

I. Caesarism is today exemplified by the Bolshevik, Fascist, or Nazi type of 
dictatorship. 
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own proposals and the futility of those of their adversaries. Their 
main argument is always: the political system we support will render 
vou more prosperous and more content. 

In the field of society's economic organization there are the liberals 
advocating privatc ownership of the means of production, the so- 
cialists advocating public ownership of the means of production, and 
the interventionists advocating a third system which, they contend, 
is as far from socialism as it is from capitalism. In the clash of these 
partics there is again much talk about basic philosophical issues. 
People speak of true liberty, equaIity, social justice, the rights of the 
individual, community, solidarity, and humanitarianism. But each 
party is intent upon proving by ratiocination and by referring to 
historical experience that only the system it recommends will make 
the citizcns prosperous and satisfied. They tell the people that realiza- 
tion of their program will raise the standard of living to a higher level 
than realization of any other party's program. They insist upon the 
expediency of their plans and upon their utility. It is obvious that 
they do not diffcr from one another with regard to cnds but only as 
to means. They all pretend to aim at the highest material welfare 
for the majority of citizens. 

The nationalists strcss the point that there is an irreconcilable con- 
flict bctween the intercsts of various nations, but that, on the other 
hand, the rightly understood interests of all the citizens within the 
nation arc harmonious. A nation can prosper only at the expense of 
other nations; the individual citizen can fare well only if his nation 
flourishes. The liberals have a different opinion. They believe that 
the interests of various nations harmonize no less than those of the 
various groups, classes, and strata of individuals within a nation. Thcy 
believe that peaceful international cooperation is a more appropriate 
means than conflict for attainment of the end which they and the 
nationalists are both aiming at: their own nation's welfare. Thcy do 
not, as thc nationalists charge, advocate peace and free trade in order 
to betray their own nation's interests to those of foreigners. On the 
contrary, thcy consider peace and free trade the best means to 
make their own nation wealthy. What separates the free traders from 
the nationalists is not ends, but the means recommended for attain- 
ment of the cnds common to both. 

Dissension with regard to religious creeds cannot be settled by 
rational methods. Religious conflicts are essentially implacable and 
irreconcilable. Yet as soon as a religious community enters the ficld 
of political action and tries to deal with problems of social organiza- 
tion, it is bound to take into account earthly concerns, however this 
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may conflict with its dogmas and articles of faith. N o  religion in its 
exoteric activities ever ventured to tell people frankly: The  realiza- 
tion of our plans for social organization will make you poor and im- 
pair your earthly well-being. Those consistently committed to a life 
of poverty withdrew from the political scene and flcd into anchoritic 
scclusion. But churches and religious communities which have aimed 
at making converts and at influencing political and social activities 
of their followers have espoused the principles of secular conduct. In 
dealing with questions of man's earthly pilgrimage they hardly differ 
from any other political party. In canvassing, they emphasize the 
material advantages which they have in store for their brothers in 
faith more than bliss in the beyond. 

Only a world view whose supporters renounce any earthly activity 
whatever could neglect to pay heed to the rational considerations 
which show that social cooperation is the great means for the attain- 
ment of all human ends. Because man is a social animal that can thrive 
only within society, all ideologies are forced to acknowledge the 
preeminent importance of social cooperation. They must aim at the 
most satisfactory organization of society and must approve of man's 
concern for an improvement of his material well-being. Thus they 
all place themselves upon a common ground. They are separated from 
one another not by world views and transcendent issues not subject 
to reasonable discussion, but by problems of means and ways. Such 
ideological antagonisms are open to a thorough scrutiny by the 
scientific methods of praxeology and economics. 

The Fight Against Error 
A critical examination of the philosophical systems constructed by man- 

kind's great thinkers has very often revealed fissures and flaws in the im- 
pressivc structure of those seemingly consistent and coherent bodies of 
comprehensive thought. Even the genius in drafting a world view some- 
times fails to avoid contradictions and fallacious syllogisms. 

The ideologies accepted by public opinion are still more infected by the 
shortcomings of the human mind. They are mostly an ecIectic juxtaposi- 
tion of ideas utterly incompatible with one another. They cannot stand a 
logical examination of their content. Their inconsistencies are irreparable 
and defy any attempt to combine their various parts into a system of ideas 
compatible with one another. 

Some authors try to justify the contradictions of generally accepted 
ideologies by pointing out the alleged advantages of a compromise, how- 
ever unsatisfactory from the logical point of view, for the smooth function- 
ing of interhuman relations. They refer to the popular fallacy that life and 
reality are "not logical"; they contend that a contradictory system may 
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prove its expediency or even its truth by working satisfactorily while a 
logically consistent system would result in disaster. There is no need to 
refute anew such popular errors. Logical thinking and real life are not 
two separate orbits. Logic is for man the only means to master the problems 
of reality. What is contradictory in theory, is no less contradictory in 
reality. N o  ideological inconsistency can provide a satisfactory, i.e., work- 
ing, solution for the problems offered by the facts of the world. The only 
effect of contradictory ideologies is to conceal the real problems and thus 
to prevent people from finding in time an appropriate policy for solving 
them. Inconsistent ideologies may sometimes postpone the emergence of a 
manifest conflict. But they certainly aggravate the evils which they mask 
and rcnder a final solution more difficult. They multiply the agonies, they 
intensify the hatreds, and make peaceful settlement impossible. It is a 
serious blunder to  consider ideological contradictions harmless or even 
beneficial. 

The main objective of praxeology and economics is to substitute consist- 
ent correct ideologies for the contradictory tenets of popular eclecticism. 
Therc is no other means of preventing social distintegration and of safe- 
guarding the steady improvement of human conditions than those provided 
by reason. Men must try to think through all the problems involved up ta 
the point beyond which a human mind cannot proceed farther. They must 
never acquiesce in any solutions conveyed by older generations, they must 
always question anew every theory and every theorem, they must never 
relax in their endeavors to brush away fallacies and to find the best possible 
cognition. They must fight error by unmasking spurious doctrines and by 
expounding truth. 

The  problems involved are purely intellectual and must be dealt with 
as such. It is disastrous to shift them to the moral sphere and to dispose of 
supporters of opposite ideologies by calling them villains. It is vain to in- 
sist that what we are aiming at is good and what our adversaries want is 
bad. The  question to  be solved is precisely what is to be considered as good 
and what as bad. The rigid dogmatism peculiar to religious groups and to 
Marxism results only in irreconcilable conflict. I t  condemns beforehand all 
dissenters as evildoers, it calls into question their good faith, it asks them 
to surrender unconditionally. N o  social cooperation is possible where such 
an attitude prevails. 

N o  better is the propensity, very popular nowadays, to brand supporters 
of other ideologies as lunatics. Psychiatrists are vague in drawing a line 
between sanity and insanity. It would be preposterous for laymen to inter- 
fere with this fundamental issue of psychiatry. However, it is clear that if 
the mere fact that a man shares erroneous views and acts according to his 
errors qualifies him as mentally disabled, it would be very hard to discover 
an individual to which the epithet sane or normal could be attributed. Then 
we are bound to call the past generations lunatic because their ideas about 
the problems of the natural sciences and concomitantly their techniques 
differed from ours. Coming generations will call us lunatics for the same 
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reason. Man is liable to error. If to err were the characteristic feature of 
mental disability, thcn everybody shouId be caIled mentally disabled. 

Neither can the fact that a man is at variance with the opinions held by 
the majority of his contemporaries qualify him as a lunatic. Were Coperni- 
cus, Galileo and Lavoisier insane? It is the regular course of history that a 
man conceives new ideas, contrary to those of other people. Some of these 
ideas are later embodied in the system of knowledge accepted by public 
opinion as true. Is it permissible to apply the epithet "sane" only to boors 
who never had ideas of their own and to deny it to all innovators? 

The procedure of some contemporary psychiatrists is really outrageous. 
'They are utterly ignorant of the theories of praxeoIogy and economics. 
Their familiarity with present-day ideologies is superficial and uncritical. 
Yet they blithely call the supporters of some ideologies paranoid per- 
sons. 

There are men who are commonly stigmatized as monetary cranks. The 
monetary crank suggests a method for making everybody prosperous by 
monetary measures. His plans are illusory. However, they are thc consist- 
ent application of a monctary ideology entirely approved by contempo- 
rary public opinion and espoused by the policies of almost all governments. 
The objections raised against these ideological crrors by the economists 
are not taken into account by the governments, political parties, and the 
press. 

I t  is generally believed by those unfamiliar with economic theory that 
credit expansion and an increase in the quantity of money in circulation 
are efficacious means for lowering the rate of interest permanently below 
the height it would attain on a nonrnanipulatcd capital and loan market. 
This theory is uttcrly i l lu~ory.~ But it guides the monetary and credit 
policy of almost every contemporary government. Now, on the basis of 
this vicious ideology, no valid objection can be raised against the plans 
advanced by Pierre Joseph Proudhon, Ernest Solvay, Clifford Hugh 
Douglas and a host of other would-be reformers. They are only more 
consistent than other people are. They want to reduce the rate of interest 
to zero and thus to abolish altogether the scarcity of "capital." He who 
wants to refutc them must attack the theories underlying the monetary and 
credit policies of the great nations. 

The psychiatrist may object that what characterizes a man as a lunatic 
is precisely the fact that he lacks moderation and goes to extremes. While 
normal man is judicious enough to restrain himself, the paranoid person 
goes beyond all bounds. This is quite an unsatisfactory rejoinder. All the 
arguments advanced in favor of the thesis that the rate of interest can be 
reduced by credit expansion from j or 4 per cent to 3 or 2 per cent are 
equally valid for a reduction to zero. The "monetary cranks" are certainly 

from the point of view of the monetary fallacies approved by popular 
opinion. 

1. Cf. below, Chapter XX. 
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There are psychiatrists who call the Germans who espoused the princi- 

ples of Sazism lunatics and want to cure them by therapeutic procedures. 
Here again we are faced with the same problem. The doctrines of hTazism 
are vicious, but they do not essentially disagree with the ideoIogics of 
socialism and nationalism as approved by other peoples' public opinion. 
What characterized the Kazis was only the consistent application of these 
ideologies to the special conditions of Germany. Like all other contem- 
porary nations the Kazis desired government control of business and 
economic self-sufficiency, i.e., autarky, for their own nation. The distinc- 
tive mark of their policy was that they refused to acquiesce in the disad- 
vantages which the acceptance of the same system by other nations would 
impose upon them. They were not prepared to be forever "imprisoned," 
as they said, within a comparatively overpopulated area in which physical 
conditions render the productivity of labor lower than in other countries. 
They believed that their nation's great population figures, the strategically 
propitious geographic situation of their country, and the inborn vigor and 
gallantry of their armed forces provided them with a good chance to 
remedy by aggression the evils they deplored. 

Now, whoever accepts the ideology of nationalism and socialism as true 
and as the standard of his own nation's policy, is not in a position to refute 
the conclusions drawn from them by the Nazis. The only way for a refuta- 
tion of Nazism left for foreign nations which have espoused these two 
principles is to defeat the Nazis in war. And as long as thc ideology of 
socialism and nationalism is supreme in the world's public opinion, the 
Germans or other peoples will try again to succeed by aggression and con- 
quest, should the opportunity ever be offered to them. There is no hope 
of eradicating the aggression mentality if one does not explode entirely 
the ideological fallacies from which it stems. This is not a task for psychia- 
trists, but for  economist^.^ 

What is wrong with the Germans is certainly not that thcy do not com- 
ply with the teachings of the Gospels. No nation ever did. With the excep- 
tion of the small and uninfluential groups of the Friends practically all 
Christian churches and sects blessed the arms of warriors. The most ruthless 
among the older German conquerors were the Teutonic Knights who 
fought in the name of the Cross. The source of present-day German ag- 
gressiveness is the very fact that the Germans have discarded liberal 
philosophy and substituted the ideology of nationalism and socialism for 
the liberal principles of free trade and peace. If mankind does not return 
to the ideas today disparaged as "orthodox," "Manchester philosophy," 
and "laissez faire," the only method to prevent a new aggression is to 
render the Germans innocuous by depriving them of the means of waging 
war. 

Man has only one tool to fight error: reason. 

3. Cf. Mises, Omnipotent Government (New Haven, 1944)~ pp. 221-228, 12y- 

131, 135-140. 



Human Action 

3 .  Might 

Society is a product of human action. Human action is directed 
by ideologies. Thus society and any concrete order of social affairs 
are an outcome of ideologies; ideologies are not, as Marxism asserts, 
a product of a certain state of social affairs. T o  be sure, human 
thoughts and ideas are not the achievement of isolated individuals. 
Thinking too succeeds only through the cooperation of the thinkers. 
N o  individual would make headway in his reasoning if he were under 
the necessity of starting from the beginning. A man can advance in 
thinking only because his efforts are aided by those of older gener- 
ations who have formed the tools of thinking, the concepts and 
terminologies, and have raised the problems. 

Any given social order was thought out and designed before it 
could be realized. This temporal and logical precedence of the 
ideological factor does not imply the proposition that people draft 
a complete plan of a social system as the utopians do. What is and 
must be thought out in advance is not the concerting of individual's 
actions into an integrated system of social organization, but the actions 
of individuals with regard to their fellow men and of already formed 
groups of individuals with regard to other groups. Before a man 
aids his fellow in cutting a tree, such cooperation must be thought 
out. Before an act of barter takes place, the idea of mutual exchange 
of goods and services must be conceived. It  is not necessary 
that the individuals concerned become aware of the fact that such 
mutuality results in the establishment of social bonds and in the 
emergence of a social system. The  individual does not plan and exe- 
cute actions intended to construct society. His conduct and the cor- 
responding conduct of others generate social bodies. 

Any existing state of social affairs is the product of ideologies pre- 
viousiy thought out. Within society new ideologies may emerge and 
may supersede oider ideoiogies and thus transform the sociai system, 
However, society is always the creation of ideologies temporally and 
logically anterior. Action is always directed by  ideas; it realizes what 
previous thinking has designed. 

If we hypostatize or anthropomorphize the notion of ideology, 
we may say that ideologies have might over men. Might is the faculty 
or power of directing actions. As a rule one says only of a man or 
of groups of men that they are mighty. Then the definition of might 
is: might is the power to direct other people's actions. H e  who is 
mighty, owes his might to an ideology. Only ideologies can convey 
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to a man the power to influence other people's choices and conduct. 
One can become a leader only if one is supported by an ideology 
which makes other ~ e o p l e  tractable and accommodating. Might is 
thus not a physical and tangible thing, but a moral and spiritual 
phenomenon. A king's might rests upon the recognition of the mon- 
archical ideology on the part of his subjects. 

H e  who uses his might to m n  the state, i.e., the social apparatus 
of coercion and compulsion, rules. RuIe is the exercise of might in 
the political body. Rule is always based upon might, i.e., the power 
to direct other people's actions. 

Of course, it is possible to establish a government upon the violent 
oppression of reluctant people. I t  is the characteristic mark of state 
and government that they apply violent coercion or the threat of 
it against those not prepared to yield voluntarily. Yet such violent 
oppression is no less founded upon ideological might. He who 
wants to apply violence needs the vohntary cooperation of some 
people. An individual entirely dependent on himself can never rule 
by means of physical violence He needs the ideological sup- 
port of a group in order to subduc other groups. The tyrant must 
have a retinue of partisans who obey his orders of their own accord. 
Their spontaneous obedience provides him with the apparatus he 
needs for the conquest of other people. Whether or not he succeeds 
in making his sway last depends on the numerical relation of the two 
groups, those who support him voluntarily and those whom he beats 
into submission. Though a tyrant may temporarily rule through a 
minority if this minority is armed and the majority is not, in the long 
run a minority cannot keep the majority in subservience. The op- 
pressed will rise in rebeIlion and cast off the yoke of tyranny. 

A durabIe system of government must rest upon an ideology ac- 
knowledged by the majority. The "real" factor, thc "real forces" that 
are the foundation of goverhment and convey to the rulers the power 
to use violence against renitent minority groups are essentially ideo- 
logical, moral, and spiritual. Rulers who failed to recognize this 
first principle of government and, relying upon the alleged irresist- 
ibility of their armed troops, disdained the spirit and ideas, have 
finally been overthrown by the assault of their adversaries. The in- 
terpreration of might as a "real" factor not dependent upon ideologies, 
q ~ ~ i t e  common to many political and historical books, is erroneous. 
The term Realpolitik makes sense only if used to signify a policy 
taking account of generally accepted ideologies as contrasted with 

4. A gangster may overpower a weaker or unarmed fellow. However, this has 
nothing to do with life in society. It is an isolated antisocial occurrence. 
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a policy based upon ideologies not sufficiently acknowledged and 
thcrcfore unfit to support a durabIe system of government. 

H e  who interprets tnight as physical or  "real" power to carry on 
and considers violent action as the very foundation of government, 
sees conditions from the narrow point of view of subordinate officers 
in charge of sections of an army or police force. T o  these subordi- 
nates a definite task within the framework of the ruling ideology 
is assigned. Thcir chiefs commit to their care troops which are not 
only equippcd, armed, and organized for combat, but no less imbued 
with the spirit which makes them obey the orders issued. The  corn- 
manders of such subdivisions consider this moral factor a matter of 
course bccause they themselves are animated by the same spirit and 
cannot cven imagine a different ideology. The  power of an ideology 
consists precisely in the fact that people submit to it without any 
wavering and scruples. 

However, things are different for the head of thc government. H e  
must aim at preservation of thc morale of the armed forces and of the 
loyalty of the rest of the population. For these moral factors are the 
only "real" elemcnts upon which continuance of his mastcry rcsts. 
His power du-indles if the ideology that supports it disappears. 

Minorities too can sometimes conquer by means of superior mili- 
tary skill and can thiis establish minority rule. But such an order of 
things cannot endure. If the victorious conquerors do not succeed 
in subsequently converting the system of rule by violence into a 
system of rule by ideological consent on the part of those ruled, they 
will succumb in ncw str~zggles. A11 victorious minorities who have 
estalJished a lasting system of government have made their sway 
durable by means of a belated ideological ascendancy. They have 
lcgitimized their own supremacy cithcr by submitting to the ideologies 
of the defeated or by transforming them. Where neither of these two 
things tool: placc, the oppressed many dispossesscd the oppressing 
few either by  open rebcllion or through the silent but steadfast opera- 
tion of ideological forces5 

Many of the great historical conquests were able to endure be- 
cause the invadcrs cntered into alliancc with those classes of the de- 
feated nation which werc supported by the ruling ideology and were 
thus considered legitimate rulers. This was the system adopted by the 
Tartars in Russia, by the Turks in the Danube principalities and by 
and Iarge in Hungary and Transylvania, and by the British and the 
Dutch in the Indies. A comparatively insignificant number of Britons 
could rule many hundrcd millions of Indians because the Indian 

5.  Cf. below, pp. 645646. 
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princes and aristocratic landowners looked upon British rule as a 
means for the preservation of their privileges and supplied it  with 
the support which the generally acltnoudedged ideology of India 
gave to  their own supremacy. England's Indian empire was firm as 
long as public opinion approved of the traditional social order. The 
Pax Britannica safeguarded the princes' and the landlords' privileges 
and protected the masses against the agonies of wars between the 
principalities and of succession wars within them. In our day the 
infiltration of subversive ideas from abroad has undermined British 
rule and a t  the same time threatens the preservation of the country's 
age-old social order. 

Victorious minorities sometimes owe their success to  their techno- 
logical superiority. This does not  alter the case. I n  the long run it  is 
impossible to withhold the better arms from the members of the 
majority. No t  the equipment of their armed forces, but ideological 
factors safeguarded the British in India.@ 

A country's public opinion may be ideologically divided in such 
a way that no group is strong enough to establish a durabIe govern- 
menr. Then  anarchy emerges. Revolutions and civil strife become 
permanent. 

T~raditionalisnz as an Ideology 

Traditionalism is an ideology which considers loyalty to valuations, 
customs, and methods of procedure handed down or allegedly handed 
down from ancestors both right and expedient. It is not an essential mark 
of traditionalism that these forefathers were the ancestors in the biological 
meaning of the term or can be fairly considered such; they were sometimes 
only the previous inhabitants of the country concerned or supporters of 
the same religious creed or only precursors in the exercise of some special 
task. Who is to be considered an ancestor and what is the content of the 
body of tradition handed down are detcrmined by the concrete teachings 
of each variety of traditionalism. The ideology brings into prominence 
some of the ancestors and relegates others to oblivion; it sometimes calls 
ancestors people who had nothing to do with the alleged posterity. It 
often constructs a "traditional" doctrine which is of recent origin and is 
at variance with the ideologies really held by the ancestors. 

Traditionalism tries to justify its tenets by citing the success they secured 
in the past. Whether this assertion conforms with the facts, is another 
question. Research could sometimes unmask errors in the historical state- 
ments of a traditional belief. However, this did not always explode the 
traditional doctrine. For the core of traditionalism is not real historical 

6. We are dealing here with the preservation of European minority rule in 
non-Europcan countries. About the prospects of an Asiatic aggression on the 
West cf. below, pp. 665-666. 
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facts, but an opinion about them, however mistaken, and a will to believe 
things to which the authority of ancient origin is attributed. 

4. Meliorism and the Idea of Progress 

The notions of progress and retrogression make sense only within 
a teleological system of thought. In such a framework it is sensible to 
call approach toward the goal aimed at progress and a movement in 
the opposite direction retrogression. Without reference to some 
agent's action and to a definite goal both these notions are empty 
and void of any meaning. 

It was one of the shortcomings of nineteenth-century philosophies 
to have misinterpreted the meaning of cosmic change and to have 
smuggled into the theory of biological transformation the idea of 
progress. Looking backward from any given state of things to the 
states of the past one can fairly use the terms development and evolu- 
tion in a neutral sense. Then evolution signifies the process which 
led from past conditions to the present. But one must guard against 
the fatal error of confusing change with improvcrnent and evolution 
with evolution toward higher forms of life. Neither is it permissible 
to substitute a pseudoscientific anthropoccntrism for the anthropocen- 
trism of rcligion and the older metaphysical doctrines. 

Howcver, there is no need for praxeology to enter into a critique 
of his philosophy. Its task is to explode the errors implied in current 
ideologies. 

Eighteenth-century social philosophy was convinced that mankind 
has now finally entered the age of reason. While in the past theological 
and metaphysical errors were dominant, henceforth reason will be 
supreme. Pcople will free themselves more and more from the chains 
of tradition and superstition and will dedicate all their efforts to the 
continuous improvement of social institutions. Every new genera- 
tion will contribute its part to this glorious task. With the progress 
of time society will more and more become the society of free men, 
aiming at the greatest happiness of the greatest number. Temporary 
setbacks are, of course, not impossible. But finally the good cause will 
triumph because it is the cause of reason. People called themselves 
happy in that they were citizens of an age of enlightenment which 
through the discovery of the laws of rational conduct paved the 
way toward a steady amelioration of human affairs. What they 
lamented was only the fact that they themselves were too old to wit- 
ness all the beneficial effects of the new philosophy. "I would wish," 
said Bentham to Philarirte Chasles, "to be granted the privilege to 
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live the years which I have still to live, at the end of each of the cen- 
turies following my death; tlms I could witness the effects of my 
writings." 

All these hopes were founded on the firm conviction, proper to the 
age, that the masses are both morally good and reasonable. The upper 
strata, the privileged aristocrats living on the fat of the land, were 
thought depraved. The  common people, especially the peasants and 
the workers, were glorified in a romantic mood as noble and unerring 
in their judgment. Thus the philosophers were confident that democ- 
racy, government by the pcopIe, would bring about social perfec- 
tion. 

This prejudice was the fateful error of the humanitarians, the 
philosophers, and the liberals. Men are not infallible; they err very 
often. It  is not true that the masses are always right and know the 
means for  attaining the cnds aimed at. "Belief in the common man" 
is no better founded than was belief in the supernatural gifts of kings, 
priests, and noblemen. Democracy guarantees a system of govern- 
ment in accordance with the wishes and plans of the majority. But 
it cannot prevent majorities from falling victim t o  erroneous ideas 
and from adopting inappropriate policies which not only fail to  
realize the ends aimed at but result in disaster. Majorities too may err 
and destroy our civilization. The good cause will not triumph merely 
on account of its reasonableness and expediency. Only if men are 
such that they will finally espouse policies reasonable and likcly to at- 
tain the ultimate cnds aimed at, will civilization improve and society 
and state render men more satisfied, although not happy in a meta- 
physical sense. Whether or not this condition is given, only the un- 
known future can reveal. 

There is no room within a system of praxeology for meliorism and 
optimistic fatalism. Man is frec in the sense that he must daily choose 
anew between policies that lead to success and those that lead to 
disaster, social disintegration, and barbarism. 

The  term progress is nonsensical when applied to cosmic events or  
to a comprehensive world view. W e  have no information about the 
plans of the prime mover. But it is different with its use in the frame 
of an ideological doctrine. T h e  immense majority strives after a 
greater and better supply of food, clothes, homes, and other material 
amenities. In calling a rise in the masses' standard of living progress 
and improvement, economists do not espouse a mean materialism. 
They simply establish the fact that people are motivated by  the 

7. Philar6te Chasles, Etudes sur les ho7nmes et les moers du x~xe si2cle (Paris, 
1849) t p. 89. 
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urge to improve the material conditions of their existence. They judge 
policies from the point of view of the aims men want to attain. He 
who disdains the fall in infant mortality and the gradual disappearance 
of famines and plagues may cast the first stone upon the materialism 
of the economists. 

There is but one yardstick for the appraisal of human action: 
whether or not it is fit to attain the ends aimed at by acting men. 



X. EXCHANGE WITHIN SOCIETY 

I .  Autistic Exchange and Interpersonal Exchange 

CTION always is essentially the exchange of one state of affairs A for another state of affairs. If the action is performed by an in- 
dividual without any reference to cooperation with other individuals, 
we may call it autistic exchange. An instance: the isolated hunter who 
kills an animal for his own consumption; he exchanges leisure and a 
cartridge for food. 

Within society cooperation substitutes interpersonal or social ex- 
change for autistic exchanges. Man gives to other men in order to 
receive from them. Mutuality emerges. Man serves in order to be 
served. 

The exchange relation is the fundamental social relation. Inter- 
personal exchange of goods and services weaves the bond which 
unites men into society. The societal formula is: do ut des. Where 
there is no intentional mutuality, where an action is performed with- 
out any design of being benefited by a concomitant action of other 
men, there is no interpersona1 exchange, but autistic exchange. It 
does not matter whether the autistic action is beneficial or detrimental 
to other people or whether it does not concern them at alI. A genius 
may perform his task for himself, not for the crowd; however, he is 
an outstanding benefactor of mankind. The robber kills the victim 
for his own advantage; the murdered man is by no means a partner in 
this crime, he is mereIy its object; what is done, is done against him. 

Hostile aggression was a practice common to man's nonhuman fore- 
bears. Camciaus a d  pnrpeseh! cmperat iy  is the mtc=me ~f 2 
long evolutionary process. Ethnology and hlstory have provided us 
with interesting information concerning the beginning arid the primi- 
tive patterns of interpersonal exchange. Some consider the custom of 
mutual giving and returning of presents and stipulating a certain re- 
turn present in advance as a precursory pattern of intcrpersonal ex- 
change.l Others consider dumb barter as the primitive mode of trade. 
However, to make presents in the expectation of being rewarded 

r .  Gustav Cassel, T h e  Theory of Social Economy, trans. by S. L. Banon, 
(new ed. London, ~ 9 3 2 1 ,  p. 371.  
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by the receiver's return present or insorder to acquire the favor of 
a man whose animosity could be disastrous, is already tantamount to 
interpersonal exchange. The  same applies to dumb barter which is 
distinguished from other modes of bartering and trading only through 
the abscnce of oral discussion. 

It  is the essential characteristic of the categories of human action 
that they are apodictic and absolute and do not admit of any grada- 
tion. There is action or nonaction, there is exchange or nonexchange; 
everything which applies to action and exchange as such is given 
or not given in every individual instance according to whether there 
is or there is not action and exchange. In the same way the boundaries 
between autistic exchange and interpersonal cxchange are sharply 
distinct. Making one-sided presents without the aim of being re- 
warded by any conduct on the part of the receiver or of third per- 
sons is autistic exchange. The donor acquires the satisfaction which 
the better condition of the receiver gives to him. The  receiver gets 
the present as a God-sent gift. But if presents are given in order to 
influence some people's conduct, they are no longer one-sided, but 
a variety of interpersonal exchange between the donor and the man 
whose conduct they are designed to influence. Although the emer- 
gence of interpersonal exchange was the result of a long evolution, no 
gradual transition is conceivable between autistic and interpcrsonal 
exchangc. There were no intermediary modes of exchange between 
them. The  step which leads from autistic to interpersonal exchange 
was no less a jump into something entirely new and essentially dif- 
ferent than was the step from automatic reaction of the cells and 
nerves to conscious and purposeful behavior, to action. 

2 .  Contractual Bonds and E-Tegcmonic Bonds 

There are two different kinds of social cooperation: cooperation 
by virtue of contract and coordinatim, and cooperation by virtue of 
command and subordination or hegemony. 

Wherc and as far as cooperation is based on contract, the logical 
relation betwccn the cooperating individuals is symmetrical. They 
are all parties to interpersonal exchange contracts. John has the same 
relation to Tom as Tom has to  John. Where and as far as cooperation 
is based on command and subordination, there is the man who com- 
mands and there are those who obey his orders. The  logical relation 
between these two classes of men is asymmetrical. There is a director 
and there are people under his care. The  director alone chooses and 
directs; the others-the wards-are mere pawns in his actions. 
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The power that calls into life and animates any social body is al- 
ways ideological might, and the fact that makes an individual a mem- 
ber of any socia1 compound is always his own conduct. This is no 
less valid with regard to a hegemonic societal bond. It is true, people 
are as a rule born into the most important hegemonic bonds, into 
the family and into the state, and this was also the case with the 
hegemonic bonds of older days, slavery and serfdom, which disap- 
peared in the realm of Western civilization. But no physical violence 
and compulsion can possibly force a man against his wiII to remain 
in the status of the ward of a hegemonic order. What violence or the 
threat of violcnce brings about is a state of affairs in which subjection 
as a rule is considered more desirable than rebelIion. Faced with the 
choice between the consequences of obedience and of disobedience, 
the ward prefers the former and thus integrates himself into the 
hegemonic bond. Every new command places this choice before him 
again. In yielding again and again he himself contributes his share to 
the continuous existence of the hegemonic societal body. Even as a 
ward in such a system he is an acting human being, i.e., a being not 
simply yielding to blind impulses, but using his reason in choosing be- 
tween alternatives. 

What differentiates the hegemonic bond from the contractual bond 
is the scope in which the choices of the individuals detcrmine the 
course of events. As soon as a man has decided in favor of his subjec- 
tion to a hegemonic system, he becomes, within the margin of this 
system's activities and for the time of his subjection, a pawn of the 
director's actions. Within the hegemonic societal body and as far 
as it directs its subordinates' conduct, only the director acts. The 
wards act only in choosing subordination; having once chosen sub- 
ordination they no longer act for themselves, they are taken care of. 

In the frame of a contractuaI society the individual members ex- 
change definite quantities of goods and services of a definite quality. 
In choosing subjection in a hegemonic body a man neither gives nor 
receives anything that is definite. He integrates himself into a system 
in which he has to render indefinite services and will receive what the 
director is wilIing to assign to him. He is at the mercy of the director. 
The director alone is free to choose. Whether the director is an in- 
dividual or an organized group of individuals, a directorate, and 
whether the director is a selfish maniacal tyrant or a benevolent pater- 
nal despot is of no relevance for the structure of the whole sys- 
tem. 

The distinction between these two kinds of social cooperation is 
common to all theories of society. Ferguson described it as the con- 
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trast between warlike nations and commercial nations; Saint Simon 
as the contrast between pugnacious nations and peaceful or industrial 
nations; Herbert Spencer as the contrast between societies of individ- 
ual frccdom and those of a militant structure; Sombart as the con- 
trast between heroes and  peddler^.^ The Marxians distinguish be- 
tween the "gentile organization" of a fabulous state of primitive 
socicty and the eternal bliss of socialism on the one hand and the nn- 
speakable degradation of capitalism on the other hand .The  hTazi 
philosophers distinguish the counterfeit system of bourgeois security 
from the heroic system of authoritarian I;iihrertum. The valuation of 
both systems is different with the various sociologists. But they fully 
agree in the establishment of the contrast and no less in recognizing 
that no third principle is thinkable and feasible. 

Western civilization as well as the civilization of the more advanced 
Eastern peoples are achievements of men who have cooperated ac- 
cording to the pattern of contractuaI coordination. These civilizations, 
it is true, have adopted in some rcspects bonds of hegemonic struc- 
ture. The state as an apparatus of compulsion and coercion is by neces- 
sity a hegemonic organization. So is the family and its household com- 
munity. Howcver, the characteristic feature of these civiIizations is 
the contractual structure proper to the cooperation of the individual 
families. There once prevailed almost complete autarky and economic 
isolation of the individual household units. When interfamilial ex- 
change of goods and services was substituted for each family's eco- 
nomic seIf-sufficiency, it was, in a11 nations commonIy considered 
civilized, a cooperation based on contract. Human civilization as it 
has been hitherto known to historical experience is preponderantly 
a product of contractual relations. 

Any kind of human cooperation and social mutuality is essentially 
an order of peace and conciliatory settlement of disputes. In the 
domestic relations of any societal unit, be it a contractual or a 
hegemonic bond, there must be peace. Where there are violent con- 
flicts and as far'as there are such conflicts, there is neither cooperation 
nor socictal bonds. Those political parties which in their eagerness to 
substitute the hegemonic system for the contractual system point 
at the rottenness of peace and of bourgeois security, extol the moral 

2. Cf. Adam Ferguson, A n  Essay o n  the History of Civil Society (new ed. 
Basel, 1789), p. 208. 

3. Cf. Herbert Spencer, T h e  Principles of Sociology (New York, 1 9 1 4 ) ~  111, 
575-61 I .  

4. Cf. Werner Sombart, Haendler und Helden (Munich, 1915). 
5. Cf. Frederick Engels, T h e  Origin of the Family, Private Property and the 

State (New York, 1942). p. 144. 

George Reisman
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nobility of violence and bloodshed and praise war and revolution as 
the emincntly natural methods of intcrhuman relations, contradict 
themselves. For their own utopias are designed as realms of peace. 
The  Reich of the Xazis and the co~n~nonwcalth of the Marxians are 
planncd as societies of undisturbed pcace. They are to be created by 
pacification, i.e., the violent subjection of all those not ready to 
yield without rcsistance. In a contractual world various states can 
quietly coexist. In a hegemonic world there can only be one Reich 
or commonwcalth and only one dictator. Socialism must choose be- 
tween a renunciation of the advantages of division of labor encom- 
passing the whole earth and all peoples and the establishment of a 
world-crnbracing hegemonic order. It  is this fact that made Russian 
Bolshevism, German Nazism, and Italian Fascism "dynamic," i.e., 
aggressive. Undcr contractual conditions empircs arc dissolved into 
a loose Icague of autonomous member nations. The hegemonic system 
is bound to strive after the annexation of all indepcndcnt states. 

The  contractual order of society is an order of right and law. I t  
is a government undcr the rule of law (Rechtsstaat) as differentiated 
from the wclfare state (Wohl fahtss tnat)  or paternal state. Right or 
law is the complex of rules determining the orbit in which individuals 
are free to act. N o  such orbit is left to wards of a hegemonic society. 
In the hegemonic state there is ncither right nor law; there are only 
directives and regulations w-hich the director may change daily and 
apply with what discrimination he pleases and which the wards must 
obey. T h e  wards have one freedom only: to obey without asking 
questions. 

3 .  Calculative Action 

All the praxeological categories are eternal and unchangeable as 
they are uniquely determined by  the logical structure of the human 
mind and by the natural conditions of man's existence. Both in acting 
and in theorizing about acting, man can neither free himself from 
these categories nor go beyond them. A kind of acting categorially 
different from that determined by thesc categories is neither possible 
nor conceivable for man. Man can never comprehend something 
which would be neither action nor nonaction. There is no history of 
acting; thcrc is no evolution which wouId lead from nonaction to 
action; there arc no transitory stages between action and nonaction. 
There is only acting and nonacting. And for evcry concrete action 
all that is rigorously valid which is categorially established with re- 
gard to action in general. 
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Every action can make use of ordinal numbers. For the application 

of cardinal numbers and for the arithmetical computation based on 
them special conditions are required. These conditions emerged in 
the historicaI evolution of the contractual society. Thus the way was 
opencd for computation and calculation in the planning of future 
action and in establishing the effects achieved by past action. Cardinal 
numbers and their use in arithmetical operations are also eternal and 
immutable categories of the human mind. But their applicability to 
premeditation and the rccording of action depcnds on certain condi- 
tions which were not given in the early state of human affairs, which 
appeared only later, and which could possibly disappear again. 

It was cognition of what is going on within a world in which action 
is computable and caIcrilable that led men to elaboration of the sciences 
of praxeology and economics. Economics is essentially a theory of 
that scope of action in which calculation is applied or can be applied 
if certain conditions are realized. No other distinction is of greater 
significance, both for human life and for the study of human action, 
than that between ca1culable action and noncalculable action. Modern 
civilization is above all characterized by the fact that it has elaborated 
a method which makes the use of arithmetic possible in a broad field 
of activities. This is what people have in mind when attributing to it 
the-not very expedient and often misleading-epithet of rationality. 

The mental grasp and analysis of the problems present in a cal- 
culating market system were the starting point of economic think- 
ing which finally led to general praxeological cognition. However, it 
is not the consideration of this historicaI fact that makes it necessary 
to start exposition of a comprehensive system of economics by an 
anaIysis of the market economy and to place before this analysis an 
examination of the problem of economic calculation. Not historical 
nor heuristic aspects enjoin such a procedure, but the requirements 
of logical and systematic rigor. The problems concerned are apparent 
and practical only within the sphere of the calculating market econ- 
omy. I t  is only a hypothetical and figurative transfer which makes 
them utilizab~d for the scrutiny of other systems of society's economic 
organization which do not allow of any calculation. Economic cal- 
culation is the fundamental issue in the comprehension of all problems 
commonly called economic. 



Part Three 

Economic Calczdation 

XI. VALUATION W I T H O U T  CALCULATION 

I. T h e  Gradation of the Means 

CTING man transfers the valuation of ends he aims at to the means. A Other things being equal, he assigns to the total amount of the 
various means the same value he attaches to the end which they are 
fit to  bring about. For the moment we may disregard the time needed 
for  production of the end and its influence upon the relation between 
the value of the ends and that of the means. 

The  gradation of the means is like that of the ends a process of 
preferring a to b. I t  is preferring and settina aside. It is manifestation 

9 
of a judgment that a is more intensely desired than is b. I t  opens a 
field for application of ordinal numbers, but it is not open to  applica- 
tion of cardinal nurnbers and arithmetical operations based on them. 
If somebody gives me the choice among three tickets entitling one 
to attend the operas Ai'da, Falstafl, and Traz'iata and I take, if I can 
only take one of them, Ai'da, and if I can take one more, Falstaff also, 
I have made a choice. That means: under given conditions I prefer 
Aida and Falstafl to  Trauiata; if I could only choose one of them, I 
would prefer Ai'da and renounce Falstafl. If I call the admission to  
AYda a, that to Falstaff b and that to Travinta c ,  I can say: I prefer a 
to b and b to c. 

The immediate goal of acting is frequently the acquisition of 
countable and measurable supplies of tangible things. Then acting 
man has t o  choose between countable quantities; he prefers, for  ex- 
ample, 15 r to 7 p; but if he had to choose between I 5 r and 8 p, he 
might prefer 8 p. W e  can express this state of affairs by declaring that 
he values I j r less than 8 p, but higher than 7 p. This is tantamount 
to the statement that he prefers a to b and b to c. The substitution of 
8 p for a, of 15 r for b and of 7 p for c changes neither the meaning of 
the statement nor the fact that it describes. I t  certainly does not render 
reckoning with cardinal numbers possible. It. does not open a field 
for economic calculation and the mental operations based upon such 
calculation. 
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2 .  T h e  Barter-Fiction of the Elementary Theory 
of Value and Priccs 

T h e  elaboration of economic theory is heuristically dependent on 
the logical processes of reckoning to such an extent that the econo- 
mists failed to realize the fundamental problem involved in the 
methods of economic calculation. They wcre prone to take economic 
calculation as a matter of course; they did not see that it is not an 
ultimate given, but a derivative requiring reduction to more elemen- 
tary phenomena. They misconstrued economic calculation. They took 
it for a category of all human action and ignored the fact that it is only 
a category inherent in acting under special conditions. They were 
fuIly aware of the fact that interpersonal exchange, and consequently 
market exchange effected hy  the intermediary of a common medium 
of exchange-money, and therefore prices, are special features of a 
certain state of society's economic organization which did not exist in 
primitive civilizations and could possibly disappear in the further 
course of historical change.= But they did not comprehend that 
money prices are the only vehicle of economic calculation. Thus most 
of their studics are of little use. Even the writings of the most eminent 
economists are vitiated to some extent by the fallacies implied in 
their ideas about economic calculation. 

' rhe modcrn theory of value and prices shows how the choices of 
individuals, their preferring of some things and setting aside of other 
things, result, in the sphcre of interpersonal exchange, in the emer- 
gence of market  price^.^ These masterful expositions are unsatisfac- 
tory in some minor points and disfigured by unsuitable expressions. 
But they are essentially irrefutable. As far as they need to be amended, 
it must he done by a consistent elaboration of the fundamental 
thoughts of thcir authors rather than by a refutation of their reason- 
iilg. 

In order to trace back the phenomena of the marlret to the uni- 
versal category of preferring n to b, the elementary theory of value 
and prices is bound to use some imaginary constructions. The  use of 
imaginary constructions to which nothing corresponds in reality is 
an indispensable tool of thinking. N o  other method would have con- 
tributed anything to the interpretation of reality. But one of the most 

I .  T h e  Gcrman Historical School expressed this by asserting that private 
ownership of the means of production, market exchange, and money are "his- 
torical caterories." 

2. Cf. es@cially Eugen von BGhm-Bawerk, Kapital and Kapitalzins, Pt. 11, Bk. 
111. 
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important problems of science is to avoid the fallacies which ill-consid- 
ered employment of such constructions can entail. 

The elementary theory of value and prices employs, apart from 
other imaginary constructions to be dealt with later,3 the construction 
of a market in which all transactions are performed in direct exchange. 
There is no money; goods and services are directly bartered against 
other goods and services. This imaginary construction is necessary. 
One must disregard the intermediary role played by money in order 
to  realize that what is ultimately exchanged is always economic goods 
of the first order against other such goods. Money is nothing but a 
medium of interpersonal exchange. But one must carefully guard one- 
self against the delusions which this construction of a market with 
direct exchange can easily engender. 

A serious blunder that owes its origin and its tenacity to a misin- 
terpretation of this imaginary construction was the assumption that 
the medium of exchange is a neutral factor only. According to this 
opinion the only difference between direct and indirect exchange 
was that only in the latter was a medium of exchange used. The in- 
terpolation of money into the transaction, it was asserted, did not 
affect the main features of the business. One did not ignore the fact 
that in the course of history tremendous alterations in the purchasing 
power of money have occurred and that these fluctuations often con- 
vulsed the whole system of exchange. But it was believed that such 
events were exceptional facts caused by inappropriate policies. Only 
"bad" money can bring about such disarrangements. In addition 
people misunderstood the causes and effects of these disturbances. 
They tacitly assumed that changes in purchasing power occur with 
regard to all goods and services at the same time and to the same 
extent. This is, of course, what the fable of money's neutrality im- 
plies. The whole theory of catallactics, it was held, can be elaborated 
under the assumption that there is direct exchange only. If this is 
once achieved, the only thing to be added is the "simple" insertion 
of money ternx into the complex of theorems concerning direct ex- 
change. However, this final completion of the catallactic system was 
considered of minor importance only. It was not believed that it 
could alter anything essential in the structure of economic teachings. 
The main task of economics was study of direct exchange. What re- 
mained to be done besides this was at best only a scrutiny of the prob- 
lems of "bad" money. 

Complying with this opinion economists neglected to lay due 
stress upon the problems of indirect exchange. Their treatment of 
monetary problems was superficial; it was only loosely connectcd with 

3. See below, pp. 237-257. 
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the main body of their scrutiny of the market process. About the turn 
of the nineteenth and twentieth centuries the problems of indirect 
exchange were by and large relegated to a subordinate place. There 
were treatises oh catallactics which dealt only incidentally and 
cursorily with monetary matters, and there were books on currency 
and banking which did not even attempt to integrate their subject 
into thc structure of a catallactic system. At the universities of the 
Anglo-Saxon countries there were separate chairs for economics and 
for currency and banking, and at most of the German universities 
monetary problcms were almost entirely di~regarded.~ Only later 
economists realized that some of the most important and most intri- 
cate problems of catallactics are to be found in the field of indirect 
exchange and that an economic theory which does not pay fuIl re- 
gard to them is lamentably defective. The  coming into vogue of in- 
vestigations concerning the relation between the "natural rate of 
interest" and the "money rate of interest," the ascendancy of the 
monetary theory of the trade cycle, and the entire demolition of the 
doctrine of the simultaneousness and evenness of the changes in the 
purchasing power of money were marks of the new tenor of eco- 
nomic thought. Of course, these new ideas were essentially a continua- 
tion of the work gloriously begun by David Humc, the British Cur- 
rency School, John Stuart Mill and ~ai rnes .  

still more detrimental was a second error which emerged from the 
careless use of the imaginary construction of a market with direct 
exchange. 

An inveterate fallacy asserted that things and services exchanged 
are of equal value. Value was considered as objective, as an intrinsic 
quality inherent in things and not mcreIy as the expression of various 
pcoplc's eagerness to acquire them. People, it was assumed, first estab- 
lished the magnitude of value proper to goods and serviccs by  an 
act of measurement and then procecdcd to barter them against quanti- 
ties of goods and services of the same amount of value. This fallacy 
frustrated Aristotle's approach to economic problems and, for al- 
most two thousand years, the reasoning of all those for whom Aris- 

4. Neglect of the problems of indirect exchange was certainly influenced by 
political prepossessions. People did not want to give up the thesis according to 
which economic depressions are an evil inherent in the capitalist mode of pro- 
duction and are in no way caused by attempts t o  lower the rate of interest by 
credit expansion. Fashionable teachers of economics deemed it "unscientific" to  
explain depressions as a phenomenon originating "only" out of events in the 
sphere of money and credit. There were even surveys of the history of business 
cycle theory which omitted any discussion of the monetary thesis. Cf., eg.,  Ernst 
von Hcrgmann, Geschichte der nationalokonomischen Krisentheorien (Stuttgart, 
I 895). 
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totle's opinions were authoritative. It seriously vitiated the marvelous 
achievements of the classical economists and rendered the writings of 
their epigones, especially those of Marx and the Marxian school, en- 
tirely futile. The basis of modern cconomics is the cognition that it is 
precisely the disparity in the value attached to the objects exchanged 
that results in their being exchanged. People buy and sell only be- 
cause they appraise the things given up less than those received. Thus 
the notion of a measurement of value is vain. An act of exchange is 
neither preceded nor accompanied by any process which could be 
called a measuring of value. An individual may attach the same value 
to  two things; but then no exchange can result. But if there is a 
diversity in valuation, all that can be asserted with regard to it is 
that one a is valued higher, that it is preferred to one 6. Values and 
valuations are intensive quantities and not extensive quantities. They 
are not susceptible to mental grasp by the application of cardinal 
numbers. 

However, the spurious idea that values are measurable and arc really 
measured in the conduct of economic transactions was so deeply 
rooted that even eminent economists fell victim to the fallacy im- 
plied. Even Friedrich von Wieser and Irving Fisher took it for granted 
that there must be something like measurement of value and that eco- 
nomics must be able to indicate and to explain the method by which 
such measurement is effected.Wost of the lesser economists simply 
maintained that money serves "as a measure of valucs." 

Now, we must realize that valuing means to prefer a to b. There is 
-logically, epistemologically, psychologically, and praxeologically 
--only one pattern of preferring. It does not matter whether a lover 
prefers one girl to other girls, a man one fricnd to other people, an 
amateur one painting to other paintings, or a consumer a loaf of 
bread to a piece of candy. Preferring always means to  love or to de- 
sire a more than b. Just as there is no standard and no measurement of 
sexual love, of friendship and sympathy, and of aesthetic enjoyment, 
so there is no measurement of the value of commodities. If a man 
exchanges two pounds of butter for a shirt, all that we can assert 
with regard to this transaction is that he-at the instant of the trans- 
action and under the conditions which this instant offers to him-pre- 
fers one shirt to two pounds of butter. It is certain that every act of 
preferring is characterized by a definite psychic intensity of the 
feelings it implies. There are grades in the intensity of the desire to 

5. For a critical analysis and refutation of Fisher's argument, cf. Mises, The 
Theory of Money and Credit, trans. by H.  E. Batson (London, 1934), ?p 42-44; 
for the same with regard to Wieser's argument, Mises, Nationalokonomre 
(Geneva, ~gqo), pp. 192-194. 
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attain a definite goal and this intensity determines the psychic profit 
which the successful action brings to  the acting individual. But 
psychic quantities can only be felt. They  are entirely personal, and 
there is no semantic means t o  express their intensity and to convey 
information about them to other people. 

Thcre is no  method available to  construct a unit of value. Let us 
remember that. two units of a homogeneous supply are necessarily 
valued differently. The  value attached t o  the nth ~ m i t  is Iower than 
that attached to the (n - x)th unit. 

In the market society there are money prices. Economic calcula- 
tion is calculation in terms of money prices. The various quantities 
of goods and services enter into this calculation with the amount 
of moncy for which thcy are bought and sold on the market or for 
which thcy could prospectively be bought and sold. It is a fictitious 
assumption that an isolated self-sufficient individual or the general 
manager of a socialist system, i.e., a system in which there is no mar- 
lrct fo r  means of production, could calculate. There is no way which 
could lead one from the money computation of a market economy 
to any kind of computation in a nonmarltet systcm. 

The Theory of Value and Socialism 

Socialists, Institutionalists and the Historical School have blamed 
cconornists for having employed the imaginary construction of an isolated 
individual's thinking and acting. This Robinson Crusoe pattern, it is as- 
serted, is of no use for the study of the conditions of a market economy. 
The rebuke is somewhat justified. Imaginary constructions of an isolated 
individuaI and of a planned economy without market exchange become 
utilizable only through the implication of the fictitious assumption, self- 
contradictory in thought and contrary to reality, that economic calcula- 
tion is possible also within a system without a market for the means of 
production. 

It was certainly a serious blunder that economists did not become aware 
of this difference between the conditions of a market economy and a non- 
markct economy. Yet the socialists had little reason for criticizing this fault. 
For it consisted precisely in thc fact that the economists tacitly implied the 
assumption that a socialist order of society could also resort to economic 
calculation and that thcy thus asserted the possibility of the realization of 
the socialist plans. 

The classical economists and their epigones could not, of course, recog- 
nize the problems involved. If it were true that the value of things is 
determined by the quantity of labor required for their production or re- 
production, then there is no further problem of economic calculation. The 
supporters of the labor theory of value cannot be blamed for having mis- 
construed the problems of a socialist system. Their fateful failure was their 
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untenable doctrine of value. That some of them were ready to consider 
the imaginary construction of a socialist economy as a useful and realizable 
pattern for a thorough reform of social organization did not contradict the 
essential content of their theoretical analysis. But it was different with sub- 
jective catallactics. It was unpardonable for the modern economists to have 
failed to  recognize the problems involved. 

Wieser was right when he once declared that many economists have 
unwittingly dealt with the value theory of communism and have on that 
account neglected to elaborate that of the present state of society.= It is 
tragic that he himself did not avoid this failure. 

The illusion that a rational order of economic management is possible 
in a society based on public ownership of the means of production owed 
its origin to the value theory of the classical economists and its tenacity 
to the failure of many modern economists to think through consistently 
to its ultimate conclusions thc fundamental theorem of the subjectivist 
theory. Thus the socialist utopias were generated and preserved by the 
shortcomings of those scliools of thought which the Marxians reject as 
"an ideological disguise of the selfish class interest of the exploiting 
bourgeoisie." In truth it was the errors of these schools that made the 
socialist ideas thrive. This fact clearly demonstrates the emptiness of the 
Marxian teachings concerning "ideologies" and its modern offshoot, the 
sociology of knowledge. 

3 .  T h e  Problem of Economic Calculation 

Acting man uscs linowledge provided by the natural sciences for  
the elaboration of technology, the applied sciencc of action possible 
in the field of external events. Technology shows what could be 
achieved if onc wanted to  achieve it, and how it  could be achieved 
providcd people were prcparcd to  employ the means indicated. With 
the progress of the natural sciences technology progressed too; many 
would prefer to  sav that the desire to  improve tcchnological methods 
prompted the pr&ress of the natural sciences. T h e  quantification 
of the natural sciences made technology quantitative. Modern technol- 
ogy is esscntiaIly the applied art of quantitative prediction of the 
oukomc of possible action. One calculates with a reasonable degree 
of precision the outcome of planned actions, and one calculates in 
order to arrange an action in such a way that a definite result emerges. 

However, thc mere information conveyed by  technology would 
suffice for the performance of calculation only if all means of produc- 
tion-both rnatcrial and human-couId be perfectly substituted for 
one anothcr according to definite ratios, or if they all were absolutely 
specific. In  the former case all means of production would be fit, 

6.  Cf. Friedrich von Wieser, Der natiirliche Wert (Vienna, 1 8 8 ~ ) ,  p. 60, n. 3. 
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although according to different ratios, for the attainment of all ends 
whatever; things would be as if only one kind of means-one kind 
of economic goods of a higher order existed. In the latter case each 
means could be employed for the attainment of one end only; one 
would attach to each group of complementary factors of production 
the value attached to the respective good of the first order. (Here 
again we disregard provisionally the modifications brought about by 
the time factor.) Neither of these two conditions is present in the 
universe in which man acts. The means can only be substituted for one 
another within narrow limits; they are more or less specific means 
for the attainment of various ends. But, on the other hand, most 
means are not absolutely specific; most of them are fit for various 
purposes. The facts that there are different classes of means, that 
most of the means are better suited for the realization of some ends, 
less suited for the attainment of some other ends and absolutely use- 
less for the production of a third group of ends, and that therefore the 
various means allow for various uses, set man the tasks of aIlocating 
them to those employments in which they can render the best serv- 
ice. Ilere computation in kind as applied by technology is of no 
avail. Technology operates with countable and measurable quantities 
of external things and effects; it knows causal relations between them, 
but it is foreign to their relevance to human wants and desires. Its 
field is that of objective use-value only. It judges all problems from 
the disinterested point of view of a neutral observer of physical, 
chcmical, and biologicaI events. For the notion of subjective use- 
value, for the specifically human angle, and for the dilemmas of 
acting man there is no room in the teachings of technology. It ignores 
the economic problem: to employ the available means in such a way 
that no want more urgently felt should remain unsatisfied because 
the means suitable for its attainment were employed-wasted-for 
the attainmcnt of a want less urgently felt. For the solution of such 
problems technology and its methods of counting and measuring are 
unfir. Technology reiis how a given end could be attairied by the 
employment of various means which can be used together in various 
combinations, or how various available means could be employed for 
certain purposes. But it is at a loss to tell man which procedures he 
should choose out of the infinite variety of imaginable and possible 
modes of production. What acting man wants to know is how he 
must employ the available means for the best possible-the most 
economic-removal of felt uneasiness. But technology provides him 
with nothing more than statements about causal relations between 
external things. It tells, for example, 7 a + 3 b + 5 c + . . . x n are 
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liable to bring about 8 P. But although it knows the value attached by 
acting man to the various goods of the first order, it cannot decide 
whether this precept or any other out of the infinite multitude of 
similarly constructed precepts best serves the attainment of the ends 
sought by acting man. The art of engineering can establish how a 
bridge must be built in order to span a river at a given point and to 
carry definite loads. But it cannot answer the question whether or 
not the construction of such a bridge uzould withdraw material 
factors of production and labor from an employn~ent in which they 
could satisfy needs more urgently felt. It cannot tell whether or not 
the bridge should be built at all, where it should be built, what 
capacity for bearing burdens it should have, and which of the many 
possibilities for its construction should be chosen. TechnoIogical 
computation can establish relations between various classes of means 
only to the extent that they can be substituted for one another in the 
attempts to attain a definite goal. But action is bound to discover 
relations among all means, however dissimilar they may be, without 
any regard to the question whether or not they can replace one an- 
other in performing the same services. 

Technology and the considerations derived from it would be of 
little use for acting man if it were impossible to introduce into their 
schemes the money prices of goods and services. The projects and 
designs of engineers would be purely academic if they could not 
compare input and output on a common basis. The lofty theorist in 
the seclusion of his laboratory does not bother about such trifling 
things; what he is searching for is causal relations between various 
elements of the universe. But the practical man, eager to improve 
human conditions by removing uneasiness as far as possible, must 
know whether, under given conditions, what he is planning is the 
best method, or even a method, to make people less uneasy. H e  must 
know whether what he wants to achieve will be an improvement 
when compared with the present state of affairs and with the advan- 
tages to be expected from the execution of other technically realizable 
projects which cannot be put into execution if the project he has in 
mind absorbs the available means. Such comparisons can only be made 
by the use of money prices. 

Thus money becomes the vehicle of economic calculation. This is 
not a separate function of money. Money is the universally used 
medium of exchange, nothing else. Only because money is the com- 
mon medium of exchange, because most goods and services can be 
sold and bought on the market against tnonev, and onlv as far as tlxis 
is the case, can men use money prices in reckoning. The exchange 
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ratios between money and the various goods and services as estab- 
lished on the market of thc past and as expected to be established on 
the market of the future are the mental tools of economic planning. 
Where there are no money prices, there arc no such things as eco- 
noniic quantities. There are only various quantitative r e l a t h s  be- 
tween various causes and effects in the external world. There is no 
means for man to find out what kind of action would best serve his 
endeavors to remove uneasiness as far as possible. 

There is no need to dwell upon the primitive conditions of the 
household economy of self-sufficient farmers. These people per- 
formed only very simple processes of production. For them no 
calculation was needed, as they could directly compare input and 
output. If they wanted shirts, they grew hemp, they spun, wove, 
and sewed. They could, without any calculation, easily make up 
their minds whether or riot the toil and trouble expended were 
compensated by the product. But for civilized mankind a return to 
such a life is out of the question. 

4. Economic Calculation and the Market 

The quantitative treatment of economic problems must not be con- 
fused with the quantitative methods applied in dealing with the prob- 
lems of the external universe of physical and chemical events. The 
distinctive mark of economic calculation is that it is neither based 
upon nor related to anything which could be characterized as measure- 
ment. 

A process of measurement consists in the establishment of the 
numerical relation of an object with regard to another object, viz., 
the unit of the measurement. The ultimate source of mcasuremcnt is 
that of spatial dirncnsions. With the aid of the unit defined in refer- 
ence to extension one measures energy and potentiality, the power 
of a thing to bring about changes in other things and relations, and 
the passing of time. A pointer-reading is directly indicative of a spatial 
relation and only indirectly of other quantities. The assumption 
underlying mcasurement is the immutability of the unit. The unit 
of length is the rock upon which a11 measurement is based. I t  is 
assumed that man cannot help considering it immutable. 

Thc last decades have witnessed a revolution in the traditional 
epistemological setting of physics, chemistry, and mathematics. We 
are on the eve of innovations whose scope cannot be foreseen. It may 
be that the coming generations of physicists will have to face prob- 
lems in some way similar to those with which praxeology must deal. 
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Perhaps they will be forced to drop the idea that there is something 
unaffected by cosmic changes which the observer can use as a stand- 
ard of measurement. But however that may come, the logical struc- 
ture of the measurement of earthly entities in the macroscopic or 
molar field of physics will not alter. Measurement in the orbit of 
microscopic physics too is made with meter scales, micrometers, 
spectrographs-ultimately with the gross sense organs of man, the 
observer and experimenter, who himself is ~no la r .~  It cannot free it- 
self from Euclidian geometry and from the notion of an unchange- 
able standard. 

There are monetary units and there are measurable physical units 
of various economic goods and of many-but not of all-services 
bought and sold. But the exchange ratios which we have to deal with 
are permanently fluctuating. There is nothing constant and invariable 
in them. They defy any attempt to measure them. They are not facts 
in the sense in which a physicist calls the estabIishment of the weight 
of a quantity of copper a fact. They are historical events, expressive 
of what happened once at a definiie instant and under definite cir- 
cumstances. The same numerical exchange ratio may appear again, 
but it is by no means certain whether this will really happen and, if it 
happens, the question is open whether this identical result was the 
outcome of preservation of the same circumstances or of a return to 
them rather than the outcome of the interplay of a very different 
constellation of price-determining factors. hTumbers applied by act- 
ing man in economic calculation do not refer to quantities measured 
but to exchange ratios as they are expected-on the basis of under- 
standing-to be realized on the markets of the future to which alone 
all acting is directed and which alone counts for acting man. 

W e  are not dealing at this point of our investigation with the prob- 
lem of a "quantitative science of economics," but with the analysis of 
the mental processes performed by acting man in applying quantita- 
tive distinctions when planning conduct. As action is always directed 
toward influencing a future state of affairs, economic calculation al- 
ways deals with the future. As far as it takes past events and exchange 
ratios of the past into consideration, it does so only for the sake of an 
arrangement of future action. 

The task which acting man wants to achieve by economic calcula- 
tion is to establish the outcome of acting by contrasting input and 
output. Economic calculation is either an estimate of the expected 
outcome of future action or the establishment of the outcome of past 
action. But the latter does not serve merely historical and didactic 

7. Cf. A. Eddington, T h e  Philosophy of Physical Science, pp. 7-79, 168-169. 
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aims. Its practical meaning is to show how much one is free to con- 
sume without impairing the future capacity to produce. It is with 
regard to this problem that the fundamental notions of economic 
calculation-capital and income, profit and loss, spending and saving, 
cost and yield-arc developed. The  practical employment of these 
notions and of all notions derived from them is inseparably linked 
with the operation of a market in which goods and services of all or- 
ders are exchanged against a ~~niversalIy used medium of exchange, 
viz., money. They would be merely academic, without any relevance 
for acting within'a worId with a different structure of action. 



XII. T H E  SPHERE OF ECONOMIC CALCULATION 

I .  T h e  Character of hlonctary Entries 

E COKOMIC calculation can comprehend everything that is exchanged 
against money. 

The prices of goods and services are either historical data describ- 
ing past events or anticipations of probable future events. Informa- 
tion about a past price conveys the knowledge that one or several acts 
of interpersonal exchange were effected according to this ratio. It 
does not convey directly any knowledge about future prices. W e  
may often assume that the market conditions which determined the 
formation of prices in the recent past will not change at all or at 
least not change considerably in the immediate future so that prices 
too w-ill remain unchanged or change only slightly. Such expectations 
are reasonable if the prices concerned were the result of the interaction 
of many people ready to buy or to sell provided the exchange ratios 
seemed propitious to them and if the market situation was not in- 
fluenced by conditions which are considered as accidental, extraor- 
dinary, and not likely to return. However, the main task of economic 
calculation is not to deal with the problems of unchanging or only 
slightly changing market situations and prices, but to deal with 
change. The acting individual either anticipates changes which will 
occur without his own interference and wants to adjust his actions 
to this anticipated state of affairs; or hc wants to embark upon a proj- 
ect which will change conditions even if no other factors produce 
a change. The prices of the past are for him merely starting points in 
his endeavors to anticipate future prices. 

Historians and statisticians content themselves with prices of the 
past. Practical man looks at the prices of the future, be it only the 
immediate future of the next hour, day, or month. For him the prices 
of the past are merely a help in anticipating future prices. hTot only 
in his preliminary calculation of the expected outcome of planned 
action, but no less in his attempts to establish the result of his past 
transactions, he is primarily concerned with future prices. 

In balance sheets and in profit-and-loss statements the result of 
past action becomes visible as the difference between the money equiv- 
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alent of funds owned (totaI assets minus totaI liabilities) at the 
beginning and at the end of the period reported, and as the difference 
between the money equivalent of costs incurred and gross proceeds 
earned. In such statements it is necessary to enter the estimated money 
equivalent of all assets and liabilities other than cash. These items 
should be appraised according to the prices at which they could prob- 
ably be sold in the future or, as is especially the case with equipment 
for production processes, in reference to the prices to be expected in 
the sale of merchandise manufactured with their aid. However, old 
business customs and the provisions of commercial law and of the 
tax laws have brought about a deviation from sound principles of 
accounting which aim merely at the best attainable degree of cor- 
rectness. These customs and laws are not so much concerned with 
correctness in balance sheets and profit-and-loss statements as with 
the pursuit of other aims. Comnlercial legislation aims at a method 
of accounting which couId indirectly protect creditors against loss. 
It tends more or less to an appraisal of assets below their estimated 
market value in order to make the net profit and the total funds owned 
appear smaller than they really arc. Thus a safety margin is created 
which reduces the danger that, to the prejudice of creditors, too 
much might be withdrawn from the firm as alleged profit and that an 
already insolvent firm might go on untiI it had exhausted the means 
available for the satisfaction of its creditors. Contrariwise tax laws 
often tend toward a method of computation which makes earnings 
appear higher than an unbiased method would. The idea is to raise 
effective tax rates without ~naking this raise visible in the nominal 
tax rate schedules. We must therefore distinguish between economic 
calculation as it is practiced by businessmen planning future trans- 
actions and those computations of business facts which serve other 
purposes. The determination of taxes due and economic calculation 
are two different things. If a law imposing a tax upon the keeping of 
domestic servants prescribes that one male servant should be counted 
as two female servants, nobody would interpret such a provision as 
anything other than a method for determining the amount of tax 
die. Likewise if an inheritance tax law prescribes that securities 
should be appraised at the stock market quotation on the day of the 
decgdent's death, we are merely provided with a way of determining 
the amount of the tax. 

The duly kept accounts in a system of correct bookkeeping are 
accurate as to dollars and cents. They display an impressive precision, 
and the numerical exactitude of their items seems to remove ail doubts. 
In fact, the most important figures they contain arc speculative antic- 
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ipations of future market constellations. It is a mistake to compare 
the items of any commercial account to the items used in purely 
technological reckoning, e.g., in the design for the construction of a 
machine. The engineer-as far as he attends to the technological side 
of his job--applies only numerical relations established by the meth- 
ods of the experimental natural sciences; the businessman cannot 
avoid numerical terms which are the outcome of his understanding of 
future human conduct. The main thing in balance sheets and in profit- 
and-loss statements is the evaluation of assets and Iiabilities not em- 
bodied in cash. All such balances and statements are virtually interim 
balances and interim statements. They describe as well as possible the 
state of affairs at an arbitrarily chosen instant while life and action 
go on and do not stop. It is possible to wind up individual business 
units, but the whole system of social production never ceases. Nor 
are the assets and liabilities consisting in cash exempt from the in- 
determinacy inherent in all business accounting items. They depend 
on the future constellation of the market no less than any item of in- 
ventory or equipment. The numerical exactitude of business accounts 
and calculations must not prevent us from realizing the uncertainty 
and speculative character of their items and of all computations based 
on them. 

Yet, these facts do not detract from the efficiency of economic cal- 
culation. Economic calculation is as efficient as it can be. No reform 
could add to its efficiency. It renders to acting man all the services 
which he can obtain from numerical computation. I t  is, of course, not 
a means of knowing future conditions with certainty, and it does nor 
deprive action of its speculative character. But this can be considered 
a deficiency only by those who do not come to recognize the facts 
that life is not rigid, that all things are perpetually fluctuating, and 
that men have no certain knowledge about the future. 

It is not the task of economic calculation to expand man's informa- 
tion about future conditions. Its task is to adjust his actions as well 
as possible to his present opinion concerning want-satisfaction in the 
future. For this purpose acting man needs a method of computation, 
and computation requires a common denominator to which all items 
entered are to be referable. The common denominator of economic 
calculation is money. 

2 .  T h e  Limits of Economic Calculation 

Economic calculation cannot comprehend things which are not 
sold and bought against money. 
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There are things which are not for sale and for whose acquisition 
sacrifices other than money and money's worth must be expended. 
He who wants to train himself for great achievements must employ 
many means, some of which may require expenditure of money. 
But the essential things to be devoted to such an endeavor are not 
purchasable. Honor, virtue, glory, and likewise vigor, health, and 
life itself play a role in action both as means and as ends; but they do 
not enter into economic calculation. 

There are things which cannot at all be evaluated in money, and 
there arc other things which can be appraised in money only with 
regard to a fraction of the value assigned to them. The appraisal of an 
old building must disregard its artistic and historical eminence as far 
as these qualities are not a source of proceeds in money or goods 
vendible. What touches a man's heart only and does not induce other 
people to make sacrifices for its attainment remains outside the pale 
of economic caIculation. 

IHowever, all this does not in the least impair the usefulness of 
econonlic calculation. Those things which do not enter into the items 
of accountancy and calculation are either ends or goods of the first 
order. No calculation is required to acknowledge them fully and 
to make due allowance for them. All that acting man needs in order 
to make his choice is to contrast them with the total amount of costs 
their acquisition or preservation requires. Let us assume that a town 
council has to decide between two water supply projects. One of 
them implies the demolition of a historical landmark, while the other 
at the cost of an increase in money expenditure spares this land- 
mark. The fact that the feelings which recommend the conserva- 
tion of the monument cannot be estimated in a sum of money does 
not in any way impede the councilmen's decision. The values that 
are not reflected in any monetary exchange ratio are, on the contrary, 
by this very fact Iifted into a particular position which makes the 
decision rather easier. No complaint is less justified than the larnenta- 
tion that the computation methods of the market do not comprehend 
things not vendible. Moral and aesthetic values do not suffer any 
damage on account of this fact. 

Money, money prices, market transactions, and economic calcula- 
tion based upon them are the main targets of criticism. Loquacious 
sermonizers disparage Western civilization as a mean system of mon- 
gering and peddling. CompIacency, self-righteousness, and hypocrisy 
exult in scorning the "dollar-philosophy" of our age. Neurotic re- 
formers, mentally unbalanced literati, and ambitious demagogues 
take pleasure in indicting "rationality" and in preaching the gospel 
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of the "irrational." In the eyes of these babblers money and calcula- 
tion are the source of the most serious evils. However, the fact that 
men have developed a method of ascertaining as far as possible the 
expediency of their actions and of removing uneasiness in the most 
practical and cconomic way does not prevcnt anybody from arrang- 
ing his conduct according to the principle he considers to be right. 
The "materialism" of the stock cxchange and of business accountancy 
does not hinder anybody from living up to the standards of Thomas 
A Kempis or from dying for a noble cause. Thc fact that the masses 
prefer detective stories to poetry and that it therefore pays better 
to write the formcr than the lattcr, is not caused by the use of money 
arid monetary accounting. It is not the fault of money that there are 
gangsters, tliieves, murderers, prostitutes, corruptible officials and 
judges. I t  is not true that honesty does not "pay." It pays for those 
who prefer fidelity to what they consider to be right to the advan- 
tages which they could derive from a differcnt attitude. 

Other critics of economic calcuIation fail to realize that it is a 
  net hod available only to people acting in the economic system of the 
division of labor in a social order based upon private ownership of 
the means of production. It can only serve thc considerations of in- 
dividuals or groups of individuals operating in the institutional setting 
of this social order. It is consequently a calculation of private profits 
and not of "social welfare." This means that the prices of the market 
are the ultimate fact for economic calculation. It cannot be applied 
for considerations whose standard is not the demand of the consumers 
as manifested on the market but the hypotheticaI valuations of a 
dictatorial body managing all national or earthly affairs. He who 
seeks to judge actions from the point of view of a pretended "social 
value," i.e., from the point of view of the "whole society," and to 
criticize them by comparison with the events in an imaginary socialist 
system in which his own will is supreme, has no use for economic cal- 
culation. Economic calculation in terms of moncy prices is the calcu- 
!ation of eiitieprericurs produziiig for the zoiisiimcrs of a market 
society. It is of no avail for other tasks. 

He who wants to employ economic calculation must not look at 
affairs in the manner of a despotic mind. Prices can be used for calcu- 
lation by the entrepreneurs, capitalists, landowners, and wage earners 
of a capitalist society. For rnattcrs beyond the pursuits of these cate- 
gories it is inadequate. It is nonsensical to evaluate in money objects 
which are not negotiated on the market and to empIoy in calculations 
arbitrary itcms which do not refer to reality. The law determines 
the amount which ought to be paid as indemnification for having 
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caused a man's death. But the prescription enacted for the determina- 
tion of thc amends due does not mcan that there is a price for human 
life. Where there is slavcry, there are marlrct prices of slaves. Where 
there is no slavery man, human life, and health are rcs extra com- 
mercium. In a society of free men the preservation of life and health 
are ends, not means. They do not enter into any process of accounting 
means. 

I t  is possible to determine in terms of money prices the sum of the 
income or thc wcalth of a number of people. But it is nonsensical to 
reckon national income or  national wealth. As soon as we embark 
upon considerations foreign to the reasoning of a man operating within 
the palc of a market society, we are no longer helped by  monetary 
calculation methods. The  attcrnpts to dctermine in money the wealth 
of a nation or  of the whole of mankind are as childish as the mystic 
efforts to solve the riddles of the universe by worrying about the 
dimensions of the pyramid of Cheops. If a business calculation values 
a supply of potatoes at $roo, the idea is that it will be possible to sell 
it or to replace it against this sum. If a whole entrepreneurial unit is 
estimated $r,ooo,ooo, it means that one expects to sell it for this 
amount. But what is the meaning of the items in a statement of a 
nation's total wealth? What  is the meaning of the computation's 
final result? What  must be entered into it and what is to be left out- 
side? Is it correct or not to encIose the "value" of the country's climate 
and thc pcople's innate abilities and acquired skill? The  businessman 
can convert his property into money, but a nation cannot. 

The money equivalcnts as used in acting and in economic calcula- 
tion are money prices, i.e., exchange ratios between money and other 
goods and services. The  prices are not measured in money; they 
consist in money. Prices are cither prices of the past or expected prices 
of the future. A price is necessarily a historical fact either of the past 
or of the future. There is nothing in prices which permits one to 
liken them to the measurement of physical and chemical phenom- 
ena. 

3 .  The Changeability of Prices 

Exchange ratios are subject to perpetual change because the condi- 
tions which produce them are perpetually changing. The value that 
an individual attaches both to money and to various goods and serv- 
ices is the outcome of a moment's choice. Every later instant may 
generate something new and bring about other considerations and 
valuations. Not  that prices are fluctuating, but that they do not alter 
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more quickly could fairly be deemed a problem requiring explana- 
tion. 

DaiIy experience teaches people that the exchange ratios of the 
market are mutable. One would assume that their ideas about prices 
would take full account of this fact. Nevertheless all popular notions 
of production and consumption, marketing and prices are more or  
less contaminated by a vague and contradictory notion of price 
rigidity. T h e  layman is prone to consider the preservation of yester- 
day's price structure both as normal and as fair, and to condemn 
changes in the exchange ratios as a violation of the rules of nature and 
of justice. 

It  would be a mistake to explain these popular beliefs as a precipi- 
tate of old opinions conceived in earlier ages of more stable condi- 
tions of production and marketing, It  is questionable whether or not 
prices were less changeable in those older days. On the contrary, 
it could rather be asserted that the merger of local markets into 
Iarger national markets, the finaI emergence of a world embracing 
world market, and the evolution of commerce aiming at continuously 
supplying the consumers have made price changes less frcquent and 
less sharp. In precapitalistic times there was more stability in techno- 
logical methods of production, but there was much more irregularity 
in supplying the various local ~narkcts and in adjusting supply to 
their changing demands. But even if it were true that prices were 
somewhat more stable in a remote past, it would he of little avail for 
our age. The  popular notions about money and money prices are 
not derived from ideas formed in the past. It  would be wrong to 
interpret them as atavistic remnants. Under modern conditions every 
individual is daily faced with so many problems of buying and sell- 
ing that we are right in assuming that his thinking abou; these matters 
is not simply a thoughtless reception of traditional ideas. 

I t  is easy to understand why those whose short-run interests are 
hurt by a change in prices resent such changes, emphasize, that the 
previous prices were not only fairer but also more normal, and main- 
tain that price stability is in conformity with the laws of nature and 
of morality. But every change in prices furthers the short-run inter- 
ests of other people. Those favored will certainly not be prompted 
by  the urge to stress the fairness and normalcy of price rigiditv. 

ATeither atavistic reminiscences nor the state of selfish group inter- 
ests can explain the popularity of the idea of price stability. Its roots 
are to be seen in the fact that notions concerning social relations have 
been constructed according to the pattern of the natural sciences. 
The  economists and sociologists who aimed at shaping the social 
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sciences according to the pattern of physics or physiology only 
indulged in a way of thinking which popular fallacies had adopted 
long before. 

Even the classical economists were slow to free themselves from 
this error. With them value was something objective, ix., a phenom- 
enon of the external world and a quality inherent in things and there- 
fore measurable. They utterly failed to comprehend the pureIy hu- 
man and voluntaristic character of value judgments. As far as we can 
see today it was Samuel Bailey who first discloscd what is going on 
in preferring one thing to another.' But his book was overlooked as 
were the writings of other precursors of the subjective theory of value. 

It is not only a task of economic science to discard the errors con- 
cerning measurability in the field of action. It is no less a task of eco- 
nomic policy. For the failures of prcscnt-day economic policies are 
to some extent due to the lamentable confusion brought about by 
the idea that there is something fixed and therefore measurable in 
interhuman relations. 

4. Stabilization 

An outgrowth of all these errors is the idea of stabilization. 
Shortcomings in the governments' handling of monetary matters 

and the disastrous consequences of policies aimed at lowering the 
rate of interest and at encouraging business activities through credit 
expansion gave birth to the ideas which finally generated the slogan 
"stabilization." One can explain its emergence and its popular appeal, 
one can understand it as the fruit of the last hundred and fifty years' 
history of currency and banking, one can, as it were, plead extenu- 
ating circumstances for the error invohed. But no such sympathetic 
appreciation can render its fallacies any more tenable. 

Stability, the establishment of which the program of stabilization 
aims at, is an empty and contradictory notion. The urge toward 
action, i.e., improvement of the conditions of iife, is inborn in man. 
Man himself changes from moment to momcnt and his valuations, 
volitions, and acts change with him. In the realm of action there is 
nothing perpetual but change. There is no fixed point in this cease- 
less fluctuation other than the eternal aprioristic categories of action. 
It is vain to sever valuation and action from man's unsteadiness and the 
changcability of his conduct and to argue as if there were in the 

r .  Cf. Samuel Bailey, A Critical Dissertation on the Nature, Measures and 
Causes of Values. London, 1825. No. 7 in Series of Reprints of Scarce Tracts in 
Economics and Political Science, London School of Economics (London, 1931 ). 
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universe eternal values independent of human value judgments and 
suitable to serve as a yardstick for the appraisal of real actions2 

All methods suggested for a measurement of the changes in the 
monetary unit's purchasing power are more or less unwittingly 
founded on the illusory image of an eternal and immutable being who 
determines by the application of an immutable standard the quantity 
of satisfaction which a unit of money conveys to him. It is a poor 
justification of this ill-thought idea that what is wanted is merely 
to measure changes in the ~urchasing power of money. The crux 
of the stability notion lies precisely in this concept of p~zrchasing 
power. The layman, laboring under the ideas of physics, once con- 
sidered money as a yardstick of prices. He believed that fluctuations 
of exchange ratios occur only in the reIations between the various 
commodities and services and not also in the relation between money 
and the "totality" of goods and services. Later, people reversed the 
argument. It was no longer money to which constancy of value was 
attributed, but the "totality" of things vendible and purchasable. 
Pcople began to devise methods for working up complexes of com- 
modity units to bc contrasted to the monetary unit. Eagerness to 
find indexes for the measurement of purchasing power silenced all 
scruples. Both the doubtfulness and the incomparability of the price 
records employed and the arbitrary character of the procedures used 
for the computation of averages were disregarded. 

Irving Fisher, the eminent economist, who was the champion of 
the American stabilization movement, contrasts with the dollar a 
basket containing all the goods the housewife buys on the market for 
the current provision of her household. In the proportion in which 
the amount of money required for the purchase of the content of 
this basket changes, the purchasing power of the dollar has changed. 
The goal assigned to the policy of stabilization is the preservation of 
the immutability of this money expenditur~.~ This would be all right 
if the housewife and her imaginary basket were constant elements, if 
the basket were always to contain the same goods and the same quan- 
tity of each and if the role which this assortment of goods plays in 
the family's lifc were not to change. But we are living in a world in 
which none of these conditions is realized. 

First of all there is the fact that the quality of the commodities 
produced and consumed changes continuously. It is a mistake to 

2. For the propensity of the mind to view rigidity and unchangeability as the 
essential thing and change and motion as the accidental, cf. Bergson, La Pense'e 
et le mouvant, pp. 85 ff. 

3 .  Cf. Irving Fisher, The Money Illusion (New York, r928), pp. 1 ~ 2 0 .  
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identify wheat with wheat, not to speak of shoes, hats, and other 
manufactures. The great price differences in the synchronous sales 
of commodities which mundane speech and statistics arrange in the 
same class clearly evidence this truism. An idiomatic expression as- 
serts that two peas are alike; but buyers and sellers distinguish various 
qualities and grades of peas. A comparison of prices paid at different 
places or at different dates for commodities which technology or 
statistics call by the same name, is useless if it is not certain that their 
qualities-but for the place difference-are perfectly the same. Qual- 
ity means in this connection: all those properties to which the buyers 
and would-be-buyers pay heed. The mere fact that the quality df all 
goods and services of the first order is subject to change explodes one 
of the fundamental assumptiqns of all index number methods. It is 
irrelevant that a limited amount of goods of the higher orders- 
especially metals and chemicals which can be uniquely determined 
by a formula-are liable to a precise description of their characteristic 
features. A measurement of purchasing power wouId have to rely 
upon the prices of the goods and services of the first order and, what 
is more, of all of them. T o  employ the prices of the producers' goods 
is not hclpful because it could not avoid counting the various stages 
of the production of one and the same consumers' good several times 
and thus falsifying the result. A restriction to a group of selected goods 
would be quite arbitrary and therefore vicious. 

But even apart from all these insurmountable obstacles the task 
would remain insoluble. For not only do the technological features of 
commodities change and new kinds of goods appear while many old 
ones disappear. Valuations change too, and they cause changes in 
demand and production. The assumptions of the measurement doc- 
trine would require men whose wants and valuations are rigid. Only 
if people were to value the same things always in the same way, could 
we consider price changes as expressive of changes in the power of 
rnoney to buy things. 

As it is impossible to establish the total amount of rnoney spent 
at a given fraction of time for consumers' goods, statisticians must 
rely upon the prices paid for individual commodities. This raises two 
further problems for which there is no apodictic solution. It becomes 
necessary to attach to the various commodities coefficients of im- 
portance. It would be manifestly wrong to let the prices of various 
commodities enter into the computation without taking into account 
the different roles they play in the total system of the individuals' 
households. But the establishment of such proper weighting is again 
arbitrary. Secondly, it becomes necessary to compute averages out 
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of the data collected and adjusted. But there exist different methods 
for the computation of averages. There are the arithmetic, the geo- 
metric, the harmonic averages, there is the quasi-average Imown as 
the median. Each of them leads to different results. None of them 
can be recognized as the unique way to attain a logically unassailable 
answer. The decision in favor of one of these methods of computation 
is arbitrary. 

If all human conditions were unchangeable, if all people were al- 
ways to repeat the same actions because their uneasiness and their 
ideas about its rcmoval were constant, or if we wcre in a position to 
assume that changes in these factors occurring with some individuals 
or groups are always outweighed by opposite changes with other 
individuals or groups and therefore do not affect total demand and 
total supply, we would live in a world of stability. But the idea that 
in such a world money's purchasing power could change is,contradic- 
tory. As will be shown later, changes in the purchasing power of 
money must necessarily affect the prices of different commodities 
and services at different times and to diffcrcnt extents; they tnust con- 
sequently bring about changes in demand and supply, in production 
and cons~mption.~ The idea implied in the inappropriate term level 
of prices, as if-other things being equal-all prices could rise or 
drop cvenly, is untenable. Other things cannot remain equal if the 
purchasing power of money changes. 

In  the field of praxeology and economics no sense can be given to 
the notion of measurement. In the hypothetical state of rigid condi- 
tions there are no changes to be measured. In the actual world of 
change there are no fixed points, dimensions, or relations which could 
serve as a standard. The monetary unit's purchasing power never 
changes evenly with regard to all things vendible and purchasable. 
The notions of stability and stabilization are empty if they do not 
refer to a state of rigidity and its preservation. However this state of 
rigidity cannot even be thought out consistently to its ultimate logical 
consequences; stiii iess can it be rea i i~ed.~ TV'here there is action, there 
is change. Action is a lever of change. 

The prctentious solemnity which statisticians and statistical bureaus 
display in computing indexes of purchasing powcr and cost of living 
is out of place. These index numbers are at best rather crude and 
inaccurate illustrations of changes which have occurred. In periods 
of slow alterations in the relation between the supply of and the de- 
mand for money they do not convey any information at all. In 

4. See below, pp. 408-410. 
5. Cf. below, pp. 249-251. 



periods of inflation and consequently of sharp price changes they 
provide a rough image of events which every individual experiences 
in his daily life. A judicious housewife knows much more about price 
changes as far as they affect her own household than the statistical 
averages can tell. She has little use for compntations disregarding 
changes both in quality and in the amount of goods which she is 
able or permitted to buy at the prices entering into the computation. 
If she "measures" the changes for her personal appreciation by tak- 
ing the prices of only two or  three commodities as a yardstick, she 
is no less "scientific" and no more arbitrary than the sophisticated 
mathematicians in choosing their methods for the manipulation of 
the data of the market. 

In practical life nobody lets himself be fooled by index numbers. 
Nobody agrees with the fiction that they are to be considered as 
measurempts. Where quantities are measured, all further doubts 
and disagreements concerning their dimensions cease. These ques- 
tions are settled. Nobody ventures to argue with the ~neteorologists 
about their measurements of temperature, humidity, atmospheric 
pressure, and other meteorological data. But on the other hand no- 
body acquiesces in an index number if he does not expect a personal 
advantage from its acknowledgment by public opinion. The  estab- 
lishment of index numbers does not settle disputes; it merely shifts 
them into a field in which the dash of antagonistic opinions and in- 
terests is irreconcilable. 

Human action originates change. As far as there is human action 
there is no stability, but ceaseless alteration. The  historical process 
is a sequence of changes. I t  is beyond the power of man to stop it and 
to bring about an age of stability in which all history comes to a 
standstill. I t  is man's nature to strive after improvement, to  beget new 
ideas, and to rearrange the conditions of his life according to these 
ideas. 

T h e  prices of the market are historical facts expressive of a state 
of affairs that prevailed at a definite instant of the irreversible historical 
process. In the praxeological orbit the concept of measurement does 
not make any sense. In the imaginary-and, of course, unrealizable- 
state of rigidity and stability there are no changes to  be measured. Tn 
the actual world of permanent change there are no fixed points, ob- 
jects, qualities or relations with regard to which changes could be 
measured. 
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5. T h e  Root of the Stabilization Idea 

Econo~nic calculation does not require monetary stability in the 
sense in which this term is used by the champions of the stabilization 
movement. The fact that rigidity in the monetary unit's purchasing 
power is unthinkable and unrealizable does not impair the methods 
of economic calculation. What economic calculation requires is a 
monetary system whose functioning is not sabotaged by government 
interference. The endeavors to expand the quantity of money in cir- 
culation either in order to increase the government's capacity to spend 
or in order to bring about a temporary lowering of the rate of in- 
terest disintegrate all currency matters and derange economic cal- 
culation. The first aim of monctary policy must be to  prevent govern- 
ments from embarking upon inflation and from creating conditions 
which encourage credit expansion on the part of banks. But this 
program is very different from the confused and self-contradictory 
program of stabilizing purchasing power. 

For the sake of economic calculation all that is needed is to avoid 
great and abrupt Auctuations in the supply of money. Gold and, up 
to the middle of the nineteenth century, silver served very well all the 
purposes of economic calculation. Changes in the relation between 
the supply of and the demand for the precious metals and the result- 
ing alterations in purchasing power went on so slowly that the 
entrepreneur's economic calculation could disregard them without 
going too far afield. Precision is unattainable in economic calculation 
quite apart from the shortcomings emanating from not paying due 
consideration to monetary  change^.^ The planning businessman can- 
not help employing data concerning the unknown future; he deals 
with future prices and future costs of production. Accounting and 
bookkeeping in their endeavors to establish the result of past action 
are in the same position as far as they rely upon the estimation of 
fixed equipment, inventories, and receivables. In spite of all these 
uncertainties economic calculation can achieve its tasks. For these 
uncertainties do not stem from deficiencies of the system of calcula- 
tion. They are inherent in the essence of acting that always deals with 
the uncertain future. 

The idea of rendering purchasing power stable did not originate 
6. Incidentally, no practical calculation can ever be precise. The formu1a 

underlying the process of calculation may be exact; the calculation itself depends 
on the approximate establishment of quantities and is therefore necessarily in- 
accurate. Economics is, as has been shown above (p. 39), an exact science of 
real things. But as soon as price data are introduced into the chain of thought, 
exactitude is abandoned and economic history is substituted for economic theory 
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from endeavors to make economic calculation more correct. Its 
source is the wish to create a sphere withdrawn from the ceaseless 
flux of human affairs, a realm which the historical process does not 
affect. Endowments which were designed to provide in perpetuity 
for an ecclesiastic body, for a charitable institution, or for a family 
were long established in land or in disbursement of agricultural prod- 
ucts in ltind. Latcr annuities to be settled in money were added. En- 
dowers and beneficiaries expected that an annuity determined in 
terms of a definite amount of precious metals would not be affected 
by changes in econon~ic conditions. But these hopes were iI1usory. 
Later generations learned that the plans of their ancestors were not 
reahzed. Stimulated by this experience they began to investigate how 
the aims sought could be attained. Thus they embarked upon attempts 
to measure changes in purchasing power and to eliminate such 
changes. 

The problem assumed much greater importance when govern- 
ments initiated their policies of long-term irredeemable and perpetual 
loans. The state, this new deity of the dawning age of statolatrv, this 
eternal and superhuman institution beyond the reach of earthly 
frailties, offered to the citizen an opportunity to put his wealth in 
safety and to enjoy a stable income secure against all vicissitudes. It 
opened a way to free the individual from the necessity of risking and 
acquiring his wealth and his income anew each day in the capitalist 
market. He who invested his funds in bonds issued by the government 
and its subdivisions was no longer subject to the inescapable laws 
of the market and to the sovereignty of the consumers. He was no 
longer under the necessity of investing his funds in such a way that 
they would best serve the wants and needs of the consumers. R e  was 
secure, he was safeguarded against the dangers of the competitive 
market in which losses are the penalty of inefficiency; the eternal state 
had taken him under its wing and guaranteed him the undisturbed 
enjoyment of his funds. Henceforth his income no longer stemmed 
from the process of supplying the wants of the consumers in the 
best possible way. but from the taxes levied by the state's apparatus 
of compulsion and coercion. He was no longer a servant of his fellow 
citizens, subject to their sovereignty; hc was a partner of the govern- 
ment which ruled the people and exacted tribute from them. What 
the government paid as interest was Iess than the market offered. But 
this difference was far outweighed by the unquestionable solvency of 
the debtor, the state whose revenue did not depend on satisfying the 
public, but on insisting on the payment of taxes. 

In spite of the unpleasant experiences with public debts in earlier 
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days, people were ready to trust freely the modernized state of the 
nineteenth century. I t  was generally assumed that this new state 
would scrupulously meet its voluntarily contracted obligations. 
Capitalists and entrepreneurs were fully aware of the fact that in the 
market society there is no means of preserving acquired wealth other 
than by acquiring it anew each day in tough competition with every- 
body, with the already existing firms as we11 as with newcomers 
"operating on a shoe string." The entrepreneur, grown old and 
weary and no longer prepared to risk his hard-earned wealth by new- 
attempts to meet the wants of consumers, and the heir of other people's 
profits, lazy and fully conscious of his own inefficiency, preferred 
investmeniin bonds of the public debt because they wanted to be 
free from the law of the market. 

Now, the irredeemable perpetual public debt presupposes the 
srabilitv of purchasing power. Although the state and its compulsion 
may bk eternal, the interest paid on the public debt could be eternal 
only if based on a standard of unchanging value. In this form the 
investor who for security's sake shuns the market, entrepreneurship, 
and investment in free enterprise and prefers government bonds is 
faced again with the problem of the changeability of all human affairs. 
H e  discovers that in the frame of a market society there is no room 
left for wealth not dependent upon the market. His endeavors to 
find an inexhaustible source of income fail. 

There are in this world no such things as stability and security and 
no human endeavors are powerful enough to bring them about. There 
is in the social system of the market society no other means of ac- 
@ring wealth and of preserving it than successful service to the 
consumers. The state is, of course, in a position to exact payments 
from its subjects and to borrow funds. However, even the most 
ruthless government in the long run is not able to defy thc laws 
determining human life and action. If the government uses the sums 
borrowed for investment in those lines in which they best serve the 
wants of the consumers, and if it succeeds in these entrepreneurial 
activities in free and equal competition with all private entrepreneurs, 
i t  is in the same position as any other businessman; it can pay interest 
because it has made surpluses. But if the government invests funds 
~insucccssfully and no surplus results, or  if it spends the monev for 
current expenditure, the capital borrowed shrinks or  disappeak en- 
tirely, and no source is opened from which interest and principal could 
bc paid. Then taxing the people is the only method available for 
complying with the articles of the credit contract. In asking taxes 
for such payments the government makes the citizens answerable for 
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money squandered in the past. The  taxes paid are not compensated 
by any present service rendered by the government's apparatus. 
The government pays interest on capital which has been consumed 
and no  longer exists. The treasury is burdened with the unfortunate 
results of past policies. 

A good case can be made out for short-term government debts 
under special conditions. Of course, the popular justiiication of war 
loans is nonsensical. All the materials needed for the conduct of a 
war must be provided by restriction of civilian consumption, by 
using up a part of the capital available and by working harder. The  
whole burden of warring falls upon the living generation. The  com- 
ing generations are only affected to the extent to which, on account 
of the war expenditure, they will inherit less from those now living 
than they would have jf no war had been fought. Financing a war 
through'loans does not shift the burden to the sons and  grandson^.^ 
It  is merely a method of distributing the burden among the citizens. 
If the whole expenditure had to be provided by taxes, only those 
who have liquid funds could be approached. T h e  rest of the people 
would not contribute adequately. Short-term loans can be instru- 
mental in removing such inequalities, as they allow for a fair assess- 
ment on the owners of fixed capital. 

T h e  long-term public and semipublic credit is a foreign and dis- 
turbing element in the structure of a market society. Its establish- 
ment was a futile attempt to go beyond the limits of human action 
and to create an orbit of security and eternity removed from the 
transitorincss and instability of earthly affairs. What  an arrogant 
presumption to borrow and to lend money for ever and ever, to make 
contracts for eternity, to stipulate for all times to come! In this 
respect it mattered little whether the loans were in a formal manner 
made irredeemable or not; intentionally and practicalIy they were 
as a rule considered and dealt with as such. In the heyday of liberalism 
some Western nations really retired parts of their long-term debt by 
honest reimbursement. But for the most part new debts were only 
heaped upon old ones. The  financial history of the last century shows 
a steady increase in the amount of public indebtedness. Nobody be- 
lieves that the states will eternally drag the burden of these inierest 
payments. It  is obvious that sooner or later all these debts will b e  
liquidated in some way or  other, but certainly not by payment of 
interest and principal according to the terms of the contract. A host 

7. I,oans, in this context, mean funds borrowed from those who have money 
available for lending. W e  do not refer here to  credit expansion of which the main 
vehicle in present-day America is borrowing from the commercial banks. 
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of sophisticated writers are already busy elaborating the moral 
palhation for the day of final settlement." 

The fact that economic calculation in terms of money is unequal to 
the tasks which are assigned to it in these illusory schemes for estab- 
lishment of an unrealizable realm of calm removed from the inescap- 
able limitations of human action and providing eternal security can- 
not be called a deficiency. There are no such things as eternal, abso- 
lute, and unchanging values. The search for a standard of such values 
is vain, Economic calculation is not imperfect because it does not 
correspond to the confused ideas of people yearning for a stable in- 
come not dependent on the productive processes of men. 

8. The most popular of these doctrines is crystallized in the phrase: A public 
debt is no burden because we owe it t o  ourselves. If this were true, then the 
wholesale obliteration of the public debt would be an innocuous operation, a 
mere act of bookkeeping and accountancy. The fact is that the public debt 
embodies claims of people who have in the past entrusted funds to  the govern- 
ment against all those who are daily producing new wealth. I t  burdens the pro- 
ducing strata for the benefit of another part of the people. It  is possible to free 
the producers of new wealth from this burden by collecting the taxes required 
for the payments exclusively from the bondholders. But this means undisguised 
repudiation. 



XIII. MONETARY CALCULATION AS A TOOL 

OF ACTION 

I. Monetary Calculation as a Method of Thinking 

M ONETARY calculation is the guiding star of action under the 
social system of division of labor. It is the compass of the man 

embarking upon production. He calculatcs in order to distinguish 
the remunerative lines of production from the unprofitable ones, 
those of which the sovereign consumers are likely to approve from 
those of which they are likely to disapprove. Every single step of 
entrepreneurial activities is subject to scrutiny by monetary cal- 
culation. The premeditation of planned action becomes commercial 
precalculation of expected costs and expected proceeds. The retro- 
spective establishment of the outcome of past action becomes account- 
ing of profit and loss. 

The system of economic calculation in monetary terms is condi- 
tioned by certain social institutions. It can operate only in an in- 
stitutional setting of the division of labor and private ownership of the 
means of production in which goods and services of all orders are 
bought and sold against a generally used medium of exchange, i.e., 
money. 

Monetary calculation is the method of calculating cmploycd by 
people acting within the frame of society based on private control of 
the means of production. It is a device of acting individuals; it is a 
mode of computation designed for ascertaining private wealth and 
income and private profits and losses of individuals acting on their 
own behalf within a free enterprise society.= All its results refer to the 
actions of individuals only. When statisticians summarize these results, 
the outcome shows the sum of the autonomous actions of a plurality 
of self-directing individuals, but not the effect of the action of a 
collective body, of a whole, or of a totality. Monetary calculation is 
entirely inapplicable and useless for any consideration which does not 
look at things from the point of view of individuals. It involves cal- 
d a t i n g  the individuals' profits, not imaginary "social" values and 
"social" welfare. 

I. In partnerships and corporations it is always individuals who act, although 
not only one individual. 



Monetary Calculation as a Tool of Action 2 3 1  

Monetary calculation is the main vehicle of planning and acting 
in the social setting of a society of free enterprise directed and con- 
trolled by the market and its prices. It developed in this frame and was 
gradually perfected with the improvement of the market mechanism 
and with the cxpansiori of the scope of things which are negotiated 
on markets against money. It was economic calculation that assigned 
to measurement, number, and reckoning the role thcy play in our 
quantitative and computing civiIization. The measurements of physics 
and chcrnistry make sense for practical action only because there is 
economic calculation. It is monetary calculation that made arithmetic 
a tool in the struggle for a better life. It  provides a mode of using 
the achievements of laboratory cxperiments for the most efficacious 
removal of uneasiness. 

Monetary calculation reaches its fulI pcrfection in capital account- 
ing. It establishes the money prices of the available means and con- 
fronts this total with the changes brought about by action and by 
the operation of other factors. This confrontation shows what changes 
occurred in the state of the acting men's affairs, and the magnitude of 
those changes; it makes success and failure, profit and loss ascertain- 
able. The system of free cnterprise has been dubbed capitalism in 
order to deprccate and to smcar it. However, this term can be con- 
sidered very pertinent. I t  refers to the most characteristic feature of 
the system, its main eminence, viz. the role the notion of capital plays 
in its conduct. 

There are people to whom monetary calculation is repulsive. They 
do not want to be rouscd from their daydrcams by the voice of critical 
reason. Reality sickens thcm, they long for a realm of unlimited op- 
portunity. They are disgusted by the meanness of a social order in 
which everything is nicely reckoned in dollars and pennies. They 
call their grumbling the noble deportment worthy of the friends of 
the spirit, of beauty, and virtue as opposed to the ignoble baseness 
and villainy of Babbittry. However, the cult of beauty and virtue, 
wisdom and the search for truth are not hindered by the rationality 
of the calculating and computing mind. It is only romantic reverie 
that cannot thrive in a milieu of sober criticism. The cool-headed 
reckoner is the stern chastiser of the ecstatic visionary. 

Our civilization is inseparably linked with our methods of eco- 
nomic calculation. It would perish if we were to abandon this most 
precious intellectual tool of acting. Goethe was right in calling book- 
keeping by doublc entry "one of the finest inventions of the human 
mind." " 

z. Cf. Goethe, Wilhelvz Meister's Apprenticeship, Bk. I ,  chap. x. 



Human Action 

2. Economic Calculation and the Science of 
Human Action 

The evolution of capitalist economic calculation was the neces- 
sary condition for the establishment of a systematic and logically 
coherent science of human action. Praxeology and economics have 
a definite place in the evolution of human history and in the process 
of scientific research. They could only emerge when acting man 
had succeeded in creating methods of thinking that rnade it possible 
to calculate his actions. The science of human action was at the 
beginning merely a discipline dealing with those actions which can 
be tested by monetary calculation. It dealt exclusively with what we 
may call the orbit of economics in the narrower sense, that is, with 
those actions which within a market society are transacted by the 
intermediary of money. The first steps on the way to its elaboration 
were odd investigations concerning currency, moneylending, and the 
~ r i c e s  of various goods. The knowledge conveyed by Gresham's Law, 
the first crude formulations of the quantity theory of money-such 
as those of Bodin and Davanzati-and the Law of Gregory King 
mark the first dawn of the cognition that regularity of phenomena 
and inevitable necessity prevail in the field of action. The first com- 
prehensive system of economic theory, that brilliant achievement of 
the classical economists, was essentially a theory of cakulated action. 
It drew implicitly the borderline between what is to be considered 
economic and what extra-economic along the line which separates 
action calculated in monetary terms from other action. Starting 
from this basis the economists were bound to widen step by step the 
field of their studies until they finally developed a system dealing 
with a11 human choices, a general theory of action. 



Part Four 

Catullactics or Economics of the Market Society 

XIV. THE SCOPE AND METHOD OF CATALLAC'TICS 

r . T h e  Delimitation of Catallactic Problems 

T MERE have never been any doubts and uncertainties about the 
scope of economic science. Ever since people have been eager 

for a systematic study of economics or political economy, all have 
agreed that it is the task of this branch of knowledge to investigate 
the market phenomena, that is, the determination of the mutual ex- 
change ratios of the goods and services negotiated on markets, their 
origin in human action and their effects upon later action. The in- 
tricacy of a precise definition of the scope of economics does not 
stem from uncertainty with regard to the orbit of the phenomena 
to be investigated. I t  is due to the fact that the attempts to elucidate 
the phenomena concerned must go beyond the range of the market 
and of market transactions. In order to conceive the market fully 
one is forced to study the action of hypothetical isolated individuals 
on one hand and to-contrast the ma& system with an imaginary 
socialist commonwealth on the other hand. In studying interpersonal 
exchange one cannot avoid dealing with autistic exchange. But then 
it is no longer possible to define neatly the boundaries between the 
kind of action which is the proper field of economic science in 
the narrower sense, and other action. Economics widens its horizon 
and turns into a general science of all and every human action, into 
praxeology. The question emerges of how to distinguish precisely, 
within the broader field of general praxeoIogy, a narrower orbit of 
specifically economic problems. 

The abortive attempts to solve this problem of a precise delimita- 
tion of the scope of catallactics have chosen as a criterion either the 
motives causing action or the goals which action aims at. But the 
variety and manifoldness of the motives instigating a man's action is 
without relevance for a comprehensive study of acting. Every action 
is motivated by the urge to remove a felt uneasiness. I t  does not mat- 
ter for the science of action how people qualify this uneasiness from 
a physiological, psychological, or ethical point of view. It is the task 
of economics to deal with all commodity prices as they are really 
asked and paid in market transactions. It must not restrict its investi- 
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gations to the study of those prices which result or are likely to 
rcsult from a conduct displaying attitudes to which psychology, 
ethics, or any other way of looking at human behavior would attach 
a definite label. The classification of actions according to their various 
motives may be momentous for psychology and may provide a yard- 
stick for a moral evaluation; for economics it is inconsequential. Es- 
sentially the same is valid with regard to the endeavors to restrict the 
scope of economics to those actions which aim at supplying people 
with tangible material things of the external universe. Strictly speak- 
ing, people do not Iong for tangible goods as such, but for the serv- 
ices which these goods are fitted to render them. They want to attain 
the increment in well-being which these services are able to convey. 
Rut if this is so, it is not permissible to except from the orbit of "eco- 
nomic" action those actions which removc uneasiness directly with- 
out the interposition of any tangible and visible things. The advice of 
a doctor, the instruction of a teacher, the recital of an artist, and other 
personal services are no less an object of economic studies than the 
architect's plans for the construction of a building, the scientist's 
formula for the production of a chemical con~pound, and the author's 
contribution to the publishing of a book. 

T h e  subject matter of catallactics is all market phenomena with all 
their roots, ramifications, and consequences. It  is a fact that people in 
dealing on the market are motivated not only by the desire to get 
food, shelter, and sexual enjoyment, but also by manifold "ideal" 
urges. Acting man is always concerned both with "material" and 
"ideal" things. H e  chooses between various alternatives, no matter 
whether they are to be classified as material or ideal. In the actual scales 
of value material and ideal things are jumbled together. Even if it 
were feasible to draw a sharp line between material and ideal con- 
cerns, one must realize that every concrete action either aims at the 
realization both of material and ideal ends or is thc outcome of a 
choice between something material and something ideal. 

Whether it is possible to separate neatly those actions which aim 
at the satisfaction of needs exclusively conditioned by man's physio- 
logical constitution from othcr "higher" needs can be left undecided. 
But we must not overlook the fact that in reality no food is valued 
solely for its nutritive power and no garment or  house solely for the 
protection it affords against cold weather and rain. It  cannot be denied 
that the demand for goods is widely influenced by  metaphysical, 
religious, and ethical considerations, by aesthetic value judgments, by 
customs, habits, prejudices, tradition, changing fashions, and many 
other things. To an cconomist who would try to restrict his investi- 
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gations to  "material" aspects only, the subject matter of inquiry 
vanishes as soon he wants to  catch it. 

All that can be contended is this: Econon~ics is mainly concerned 
with the analysis of the determination of money prices of goods and 
services exchanged on the market. In order t o  accomplish this task 
i t  must start from a comprehensive theory of human action. More- 
over, i t  must study not only the market phenomena, but no less the 
hypothetical conduct of an isolated man and of a socialist community. 
Finally, it must not restrict its investigations to those modes of action 
which in mundane speech are called "economic" actions, but must 
deal also with actions which are in a loose manncr of speech called 
' L ~ n e ~ o n ~ n l i ~ . "  

The  scope of praxeology, the genera1 theory of human action, can 
be precisely defined and circumscribed. The  specifically economic 
problems, the problems of economic action in the narrower sense, 
can only b y  and large be disengaged from the comprehensive body 
of praxeological theory. Accidental facts of the history of science and 
conventions play a role in all attempts to  provide a definition of the 
scope of "genuine" economics. 

No t  logical or  epistemological rigor, but considerations of ex- 
pediency and traditional convention make us declare that the field of 
cataIlactics or of economics in the narrower sense is the analysis of 
the market phenomena. This is tantamount to  the statement: Catal- 
lactics is the analysis of those actions which are conductcd on the 
basis of monetary calculation. Market exchange and monetary cal- 
culation are inseparably linked together. A market in which there 
is direct exchange only is merely an imaginary construction. On  the 
other hand, money and monetary calculation are conditioned by the 
existence of the market. 

I t  is certainly one of the tasks of economics to analyze the work- 
ing of an imaginary socialist systcm of production. Rut access to  this 
study too is possible only through the study of catallactics, the elucida- 
tion of a systcm in which there are money prices and economic cal- 
culation. 

The Denial of Econonzics 

There are doctrines flatly denying that there can be a science of eco- 
nomics. What is taught nowadays a t  most of the universities under the 
label of economics is practically a denial of it. 

He who contests the existence of economics virtually denies that man's 
well-being is disturbed by any scarcity of external factors. Everybody, 
he implies, could enjoy the perfect satisfaction of all his wishes, provided 
a reform succeeds in overcoming certain obstacles brought about by inap- 
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propriate man-made institutions. h'ature is open-handed, it lavishly loads 
mankind with presents. Conditions could be paradisiac for an indefinite 
number of people. Scarcity is an artificial product of established practices. 
The abolition of such practices would result in abundance. 

In the doctrine of Karl Marx and his followers scarcity is a historical 
category only. It is the feature of the primeval history of mankind which 
will be forever liquidated by the abolition of private property. Once man- 
kind has effected the leap from the realni of necessity into the realm of 
freedom and thereby reached "the higher phase of comniunist society" 
there will be abundance and consequently i t  will he feasible to give "to 
each according to his needs." There is in the vast flood of Marxian writ- 
ings not the slightest allusion to the possibility that a communist society in 
its "higher phase" might have to face a scarcity of natural factors of pro- 
duction. The fact of the disutility of labor is spirited away by the assertion 
that to work, under communism of course, will no longer be pain but 
pleasure, "the primary necessity of life." T h e  unpleasant experiences of 
the Russian "experiment" are interpreted as caused by the capitalists' 
hostility, by the fact that socialism in one country only is not yet perfect 
and therefore has not yet been able to bring about the "higher phase," and, 
more recently, by the war. 

Then there are the radical inflationists as represented, for example, by 
Proudhon, Ernest Solvay, and, in present-day America, by the doctrine of 
"functional finance." In their opinion scarcity is created by the artificial 
checks upon credit expansion and other methods of increasing the quantity 
of money in circulation, enjoined upon the gullible public by the selfish 
class interests of bankers and other exploiters. They recommend unlimited 
public spending as the panacea. 

The foremost American champion of the substjtution of an economy of 
abundance for the aIIegedly artificial economy of scarcity is the former 
Vice-president of the United States, Henry A. Wallace. 1Mr. Wallace will 
be remembered in history as the originator of the vastest scheme ever 
carried out to restrict by government decree the supply of essential food- 
stuffs and raw materials. However, this record in no way impairs the popu- 
larity of his teachings. 

Such is the myth of potential plenty and abundance. Economics may 
leave i t  to the historians and psychologists to explain the popularity of this 
kind of wishful thinking and indulgence in daydreams. All that economics 
has to say about such idle talk is that economics deals with the problems 
man has to face on account of the fact that his life is conditioned by natural 
factors. It deals with action, i.e., with the conscious endeavors to remove 
as far as possible felt uneasiness. It has nothing to assert with regard to the 

I .  Cf. Engels, Herrn Eugen Duhrtngs Umwalzung der Wissenschaft (7th ed. 
Stuttgart, I~IO), p. 306. 

2. Cf. Karl Marx, Zur Krit ik des sozialdenzokratiscben Parteiprogra?nms con 
Gotha, ed. Kreibich (Rekhanberg, ~gzo) ,  p. 17. 

3. Cf. ibid. 
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state of affairs in an unrealizable and for human reason even inconceivable 
universe of unlimited opportunities. In such a world, it may be admitted, 
there will be no law of value, no scarcity, and no economic problems. 
These things will be absent because there will be no choices t o  be made, 
no action, and no tasks to be solved by reason. Beings which would have 
thrived in such a world would never have developed reasoning and think- 
ing. If ever such a world were to be given to the descendants of the human 
race, these blessed beings would see their power to think wither away and 
would cease to be human. For the primary task of reason is to cope con- 
sciously with the limitations imposed upon man by nature, to fight against 
scarcity. Acting and thinking man is the product of a universe of scarcity 
in which whatever well-being can be attained is the prize of toil and 
trouble, of conduct popularly called economic. 

2. The Method of Imaginary Constructions 

The  specific method of economics is the method of imaginary con- 
structions. 

This method is the method of praxeology. That  it has been care- 
fully elaborated and perfectcd in the field of economic studies in the 
narrower sense is due to the fact that economics, at least until now, 
has been the best-developed part of praxcology. Everyone who wants 
to express an opinion about the problems commonly called economic 
takes recourse to this method. The  employment of these imaginary 
constructions is, to be sure, not a procedure peculiar to the scientific 
analysis of these problems. The  layman in dealing with them resorts 
t o  the same method. But while the layman's constructions are more 
o r  less confused and muddled, economics is intent upon elaborating 
them with the utmost care, scrupulousness, and precision, and upon 
examining their conditions and assumptions critically. 

An imaginary construction is a conceptual image of a sequence of 
cvents logically evolved from the elements of action employed in its 
formation. It  is a product of deduction, ultimately derived from the 
fundamental category of action, the act of preferring and setting 
aside. In designing such an imaginary construction the economist is 
not concerned with the question of whether or not it depicts the 
conditions of reality which he wants to analyze. Nor  does he bother 
about the question of whether or not such a system as his imaginary 
construction posits could be conceived as really existent and in opera- 
tion. Even imaginary constructions which are inconceivable, self- 
contradictory, or unrealizable can render useful, even indispensable 
services in the comprehension of reality, provided the economist 
knows how to use them properly. 
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The method of imaginary constructions is justificd by its success. 

Praxeology cannot, likc the natural sciences, base its teachings upon 
laboratory experiments and sensory perception of cxternal objects. 
It  had to develop methods entirely different from those of physics 
and biology. It would be a serious blunder to look for analogies to the 
imaginary constructions in the field of the natural sciences. The 
imaginary constructions of praxeology can never be confronted with 
any expcrience of things external and can never be appraised from 
the point of view of such experience. Their function is to serve man 
in a scrutiny which cannot rely upon his senses. In confronting the 
imaginary constructions with reality we cannot raise the question of 
whether they correspond to cxperiencc and depict adequatcly the 
empirical data. W e  must ask whether the assumptions of our con- 
struction are identical u i th  the conditions of those actions which we 
want to conceivc. 

The main formula for designing of imaginary constructions is to 
abstract from the operation of some conditions present in actual 
action. Then we are in a position to grasp the hypothetical conse- 
quences of the absence of these conditions and to conceive the effects 
of their existence. Thus wc conceive the category of action by con- 
structing the image of a state in which there is no action, cither be- 
cause the individual is fully contented and does not feel any uneasiness 
or because he does not know any procedure from which an improve- 
ment in his well-being (state of satisfaction) could be expected. Thus 
we conceive the notion of originary interest from an imaginary con- 
struction in which no distinction is made betwccn satisfactions in 
periods of time equal in length but unequal with regard to their dis- 
tance from the instant of action. 

The rncthod of imaginary constructions is indispensable for prax- 
eology; it is the only method of praxcological and economic inquiry. 
It is, to be sure, a method very difficult to handle because it can easily 
result in fallacious syllogisms. I t  leads along a sharp edge; on both sides 
yawns the chasm of absurdity and nonsense. Only merciless self- 
criticism can prevent a man from falling headlong into these abysmal 
depths. 

3 .  T h e  Pure Market Economy 

The imaginary construction of a pure or unhampered marker 
economy assumes that there is division of labor and private owner- 
ship (control) of the means of production and that consequently 
there is market exchange of goods and services. I t  assumes that the 
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operation of the market is not obstructed by institutional factors. I t  
assumes that the government, the social apparatus of compulsion and 
coercion, is intent upon preserving the operation of thc market system, 
abstains from hindering its functioning, and protects i t  against en- 
croachments on the part of other people. The market is free; there 
is no interference of factors, foreign to the market, with prices, wage 
rates, and interest rates. Starting from thcse assumptions economics 
tries to elucidate the operation of a pure market economy. Only at 
a later stage, having exhausted everything which can be learned from 
the study of this imaginary construction, does it turn to  the study of 
the various problems raised by interference with the markct on the 
part of governments and other agencies employing coercion and corn- 
pulsion. 

It is amazing that this logically incontestable procedure, the only 
one that is fitted to solve the problems involved, has been passionately 
attacked. Yeoplc have branded it as a prepossession in favor of a 
liberal economic policy, which they stigmatke as reactionary, eco- 
nomic royalism, &lanchcsterism, negativism, and so on. They  deny 
that anything can be gained for  the Imovdedge of reaXty from occupa- 
tion with this imaginary construction. However, these turbulent 
critics contradict thernsclves as they take recourse to  the same method 
in advancing their own assertions. In asking for minimum wage rates 
thev depict the alleged unsatisfactory conditions of a free labor mar- 
kctand in asking for tariffs they describe the alleged disasters brought 
about by free trade. There is, of course, no other way available for  
the elucidation of a measure limiting the free play of the factors 
operating on an unhampered market than to study first the state of 
affairs prevailing under cconomic freedom. 

I t  is true that economists have drawn from their investigations the 
conclusion that the goals which most people, practically even all 
people, are intent on attaining by  toiling and working and by  eco- 
nomic policy, can best be realized where the free market system is 
not impcded hy  govcrnment decrees. But this is not a preconceived 
judgment stemming from an insufficient occupation with the opera- 
tion of government interference with business. I t  is, on the contrary, 
the result of a careful, unbiased scrutiny of all aspccts of interven- 
tionism. 

It is also true that the classical economists and their epigones used 
to  call the system of unhampered market economy "naturaIn and 
government meddling with market phenomena "artificial" and "dis- 
turbing." Rut this terminology also was the product of their careful 
scrutiny of the problems of interventionism. They  were in con- 
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formity with the semantic practice of their age in calling an undesir- 
able state of social affairs "contrary to nature." 

Theism and Deism of the Age of Enlightenment viewed the regu- 
larity of natural phenomena as an emanation of the decrees of Provi- 
dence. When the philosophers of the Enlightenment discovered that 
there prevails a regularity of phenomena also in human action and in 
social evolution, they were prepared to interpret i t  likewise as evi- 
dence of the patcrnal care of the Creator of the universe. This was 
the true meaning of the doctrine of the predetermined harmony as 
expounded by some  economist^.^ The  social philosophy of patkrnal 
despotism laid stress upon the divine mission of kings and autocrats 
predestined to rule the peoples. The  liberals retorted that the operation 
of an unhampered market, on which the consumer-it., every citizen 
-is sovereign, brings about more satisfactory results than the decrees 
of anointed rulers. Observe the functioning of the market system, 
they said, and you will discover in it the finger of God. 

Along with the imaginary construction of a pure market economy 
the classical economists elaborated its logical counterpart, the im- 
aginary construction of a socialist commonwealth. In the heuristic 
process which finally led to the discovery of the operation of a 
market economy this image of a socialist order even had logical 
priority. The  question which preoccupied the economists was whether 
a tailor could be supplied with bread and shoes if there was no gov- 
ernment decree compelling the baker and the shoemaker to provide 
for his needs. The  first thought was that authoritarian interference is 
required to make every specialist serve his fellow citizens. The  
economists were taken aback when they discovered that no such 
compulsion is needed. In contrasting productivity and profitability, 
self-interest and public welfare, selfishness and altruism, the econo- 
mists implicitly referred to the image of a socialist system. Their 
astonishment at the "automatic," as it were, steering of the market 
system was preciseIy due to the fact that they realized that an "an- 
archic" state of production results in supplying people better than 
the orders of a centralized omnipotent government. The idea of 
socialism-a system of the division of labor entirely controlled and 
managed by a planning authority-did not originate in the heads of 
utopian reformers. These utopians aimed rather at the autarkic co- 
existence of small self-sufficient bodies; take, for instance, Fourier's 
phalange. The  radicalism of the reformers turned toward socialism 

4. T h e  doctrine of the predetermined harmony in the operation of an un- 
hampered market system must not be confused with the theorem of the harmony 
of the rightly understood interests within a market system, although there is a 
certain congeniality between them. Cf. below, pp. 669-678. 



The Scope and Method of Catallactics 

when thcy took the image of an economy managed by a national 
government or a world authority, implied in rhe theories of the econ- 
omists, as a model for their new order. 

The M~ximizatio?~ of Profits 
It is generally believed that economists, in dealing with the problems of 

a tnarket economy, are quite unrealistic in assuming that all men are always 
eager to gain the highest attainable advantage. They construct, it is said, 
the image of a perfectly selfish and rationalistic being for whom nothing 
counts but ~ rof i t .  Such a homo oeconomicus may be a likeness of stock 
jobbers and speculators. But the immense majority are very different. 
Nothing for the cognition of reality can be learned from the study of the 
conduct of this delusive image. 

It is not necessary to enter again into a refutation of all the confusion, 
error, and distortion inherent in this contention. The first two parts of this 
book have unmasked the fallacies implied. At this point it is enough to 
deal with the problem of the maximization of profits. 

Praxeology in general and economics in its special field assume with 
regard to the springs of human action nothing other than that acting man 
wants to remove uneasiness. Under the particular conditions of dealing on 
the market, action means buying and selling. Everything that economics 
asserts about demand and supply refers to every instance of demand and 
supply and not only to demand and supply brought about by some special 
circumstances requiring a particular description or definition. T o  assert 
that a man, faced with the alternative of getting more or Iess for a com- 
modity he wants to sell, ceteris paribus chooses the high price, does not 
require any further assunlption. A higher price means for the seller a better 
satisfaction of his wants. The same applies mutatis mutandis to the buyer. 
The amount saved in buying the commodity concerned enables him to 
spend more for the satisfaction of other needs. T o  buy in the cheapest 
market and to sell in the dearest market is, other things being equal, not 
conduct which would presuppose any special assumptions concerning the 
actor's motives and morality. It is merely the necessary offshoot of any 
action under the conditions of market exchange. 

In his capacity as a businessman a man is a servant of the consumers, 
bound to conlply with their wishes. He  cannot indulge in his own whims 
and fancies. But his customers' whims and fancies are for him ultimate law, 
provided these customers are ready to pay for them. He  is under the neces- 
sity of adjusting his conduct to the demand of the consumers. If the con- 
sumers, without a taste for the beautiful, prefer things ugly and vulgar, he 
must, contrary to his own convictions, supply them with such things.5 If 
consumers do not want to pay a higher price for domestic products than 

5. A painter is a businessman if he is intent upon making paintings which could 
be sold a t  the highest price. A painter who does not compromise with the taste 
of the buving public and, disdaining d l  unpleasant consequences, lets himself be 
guided solely by his own ideals is an artist, a creative genius. Cf. above, pp. I 38-1 40. 



2 4 2  Human Action 
for those produced abroad, he must buy the foreign product, provided it 
is cheaper. An employer cannot grant favors at the expense of his cus- 
tomers. He  cannot pay wage rates higher than those determined by the 
market if the buyers are not ready to pay proportionately higher prices 
for comnlodities produced in plants in which wage rates are higher than 
in other plants. 

It is different with man in his capacity as spender of his income. H e  is 
free to do what he likes best. H e  can bestow alms. H e  can, motivated by 
various doctrines and prcjudices, discriminate against goods of a certain 
origin or source and prefer the worse or more expensive product to the 
-technoIogically-better and cheaper one. As a rule pcople in buying do 
not make gifts to the seller. But nonetheless that happens. The boundaries 
between buying goods and services needed and giving alms are sometimes 
difficult to discern. H e  who buys at a charity sale usually combines a pur- 
chase with a donation for a charitable purpose. H e  who gives a dime to a 
blind street musician certainly does not pay for the questionable perform- 
ance; he simply gives alms. 

lMan in acting is a unity. The  businessman who owns the whole firm 
may sometimes efface the boundaries between business and charity. If he 
wants to relieve a distressed friend, delicacy of feeling may prompt him 
to resort to a procedure which spares the latter the embarrassment of living 
on alms. I-Te gives the friend a job in his office although he does not need 
his help or could hire an equivalent helper at a lower salary. Then thc 
salary granted appears formally as a part of business outlays. In fact it is 
the spending of a fraction of the businessman's income. It  is, from a correct 
point of view, consumption and not an expenditure designed to increase 
the firm's p r ~ f i t s . ~  

Awkward mistakes are due to the tendency to look only upon things 
tangible, visible, and rncasurable. and to neglect everything else. What the 
consumer buys is not simply food or calories. H e  does not want to feed like 
a wolf, he wants to eat like a man. Food satisfies the appetite of many 
people the better, the morc appetizingly and tastefully it is prepared, the 
finer the table is set, and the more agreeable the environment is in which 
the food is consumed. Such things are regarded as of no consequence by 
a consideration exclusirdy occupied with the chernjcal aspects of rhe 
process of digestion.7 But the fact that they play an important role in the 
determination of food prices is perfectly compatible with the assertion 
that people prefer. ceteris paribus, to buy in the cheapest market. When- 
ever a buyer. in choosing between two things which chemists and tech- 

6. Such overlapping of the boundaries between business outlays and consump- 
tive spending is vfren encouraged by jnstitutional conditions. An expenditure 
debited to the account of trading expenses reduces net profits and thereby the 
amount of taxes due. If taxes absorb 50 per cent of profits, the charitable business- 
man spends only 50 per cent of the gift out of his own pocket. The rest burdens 
the Department of Internal Revenue. 

7. To be sure, a consideration from the point of view of the physiology of 
nutrition will not regard such things as negligible. 
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nologists deem perfectly equal, prefers the more expensive, he has a reason. 
If he does not err, he pays for services which chemistry and technology 
cannot comprehend with their specific methods of investigation. If a man 
prefers an expensive place to a cheaper one because he likes to sip his cock- 
tails in the neighborhood of a duke or of cafC society, we may remark on 
his ridiculous vanity. But we must not say that the man's conduct does not 
aim at an improvenlent of his own state of satisfaction. 

What a man does is always aimed at an improvement of his own state 
of satisfaction. In this scnse-and in no other-we are free to use the term 
selfishness and to emphasize that action is necessarily always selfish. Even 
an action directly aiming at the improvement of other people's conditions 
is selfish. The actor considers it as more satisfactory for himself to make 
other people eat than to eat himself. His uneasiness is caused by the aware- 
ness of the fact that other people are in want. 

I t  is a fact that many people behave in another way and prefer to fill 
their own stomach and not that of their fellow citizens. But this has noth- 
ing to do with economics; it is a datum of historical experience. At any 
rate, economics refers to  every kind of action, no matter whether moti- 
vated by the urge of a man to eat or to make other people eat. 

If maximizing profits means that a man in all market transactions aims at 
increasing to the utmost the advantage derived, it is a pleonastic and peri- 
phrastic circumlocution. It  only asserts what is implied in the very category 
of action. If it means anything else, it is the expression of an erroneous idea. 

Some economists believe that i t  is the task of economics to establish how 
in the whole of society the greatest possible satisfaction of all people or of 
the greatest number could be attained. They do not realize that there is 
no method which would allow us to measure the state of satisfaction at- 
tained by various individuals. They n~isconstruc the character of judg- 
ments which arc based on the comparison between various people's happi- 
ness. While expressing arbitrary value judgments, they believe themselves 
to be establishing facts. One may caIl it: just to rob thc rich in order to 
make presents to the poor. However, to call something fair or unfair is 
always a subjective value judgment and as such purely personal and not 
liable to any verification or falsification. Economics is not intent upon 
pronouncing value judgments. It aims at a cognition of the consequences 
of certain modes of acting. 

I t  has been asserted that the physiological needs of all men arc of the 
same kind and that this equality provides a standard for the measurement 
of the degree of their objective satisfaction. In expressing such opinions 
and in recommending the use of such criteria to guide the government's 
policy, one proposes to deal with men as the breeder deals with his cattle. 
But the reformers fail to reaIize that there is no universal principle of ali- 
mentation valid for all men. Which one of the various principles one 
chooses depends entirely on the aims one wants to attain. The cattle 
breeder does not feed his cows in order to make them happy, but in order 
to attain the ends which he has assigned to them in his own plans. He may 



244 Humm Action 
prefer more milk or more meat or something else. What type of man do 
the man breeders want to rear-athletes or mathematicians? U7arriors or 
factory hands? He who would make man the material of a purposeful 
system of breeding and feeding would arrogate to himself despotic 
powers and would use his felIow citizens as means for the attainment of 
his own ends, which differ from those they themselves are aiming at. 

The value judgments of an individual differentiatc between what makes 
him more satisfied and what less. The valuc judgments a man pronounces 
about: another man's satisfaction do not assert anything about this other 
man's satisfaction. They only assert what condition of this other man 
better satisfies the man who pronounces the judgment. The reformers 
searching for the maximum of general satisfaction have told us merely 
what state of other people's affairs would best suit themselves. 

q. The Autistic Economy 

N o  other imaginary construction has caused more offense than that 
of an  isolated economic actor entirely dependent on himsclf. How- 
ever, economics cannot do without it. In  order to  study interpersonal 
exchange it  must compare it  with conditions under which it  is absent. 
It constructs two varieties of the image of an autistic economy in 
which there is only autistic exchange: the cconomy of an isolated 
individual and the economy of a socialist society. In  cmploying this 
imaginary construction the economists do not bother about the prob- 
lem of 6.hether or not such a system could really They  are 
fully aware of the fact that their imaginary construction is fictitious. 
Robinson Crusoe, who, for  all that, may have existed, and thc general 
manager of a perfectly isolated socialist commonwealth that never 
existed, would not have been in a position to plan and to act as people 
can only whcn taking recourse to economic calculation. However, 
in the frame of our imaginary construction wc  are free to  pretend 
that they could calculate whenever such a fiction may be useful for 
the discussion of the specific problem to be dealt with. 

T h e  imaginary construction of an autistic economy is at the bottom 
of the popular distinction between productivity and profitability as it  
developed as a yardstick of value judgments. Those resorting to  this 
distinction consider the autistic economy, especially that of the 
socialist type, the most desirable and most perfect system of eco- 
nomic management. Every phenomenon of the market economy is 
judged with regard to whether or  not i t  could be justified from the 

8. We are dealing here with problems of theory, not of history. We can there- 
fore abstain from refuting the objections raised against the concept of an isolated 
actor by referring to the historical role of the self-sufficient household economy. 



The Scope and Method of Catallactics 245 
viewpoint of a socialist system. Only to acting that would be pur- 
poseful in the plans of such a system's manager are positive value and 
the epithet prodz~ctive attached. All other activities performed in the 
market economy are called unproductive in spite of the fact that they 
may be profitable to those who perform them. Thus, for example, 
sales promotion, advertising, and banking are considered as activities 
profitable but nonproductive. 

Economics, of course, has nothing to say about such arbitrary value 
judgments. 

5 .  The State of Rest and the Evenly Rotating 

The only method of dealing with the problem of action is to 
conceive that action ultimately aims at bringing about a state of 
affairs in which there is no longer any action, whether because all 
uneasiness has been removed or because any further removal of feIt 
uneasiness is out of the question. Action thus tends toward a state 
of rest, absencc of action. 

The thcory of prices accordingly analyzes interpersona1 exchange 
from this aspect. People keep on exchanging on the market until no 
further exchange is ~ossible because no party expects any further im- 
provement of its own conditions from a new act of exchange. The 
potential buyers consider the prices asked by the potential sellers 
unsatisfactory, and vice versa. No more transactions take place. A 
state of rest emerges. This state of rest, which we may call the plain 
state of rest, is not merely an imaginary construction. It comes to 
pass again and again. When the stock market closes, the brokers have 
carried out a11 orders which could be executed at the market price. 
Only those potential sellers and buycrs who consider the market 
price too low or too high respectively have not sold or b o ~ g h t . ~  The 
same is vaIid with regard to all transactions. The whole market econ- 
omy is a big exchange or markct place, as it werc. At any instant 
all those transactions take place which the parties are ready to enter 
into at the realizable price. New sales can only be effected whcn the 
vahations of thc parties have changed. 

It has been asserted that the notion of the plain state of rest is 
unsatisfactory. It refers, people have, said, only to the determination 
of prices of goods of which a definite supply is already available, and 
does not say anything about the effects brought about by these prices 

9. For the sake of simplicity we disregard the price fluctuations in thc course 
of the business day. 
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upon production. The  objection is unfounded. T h e  theorems im- 
plied in the notion of the plain state of rest are valid with regard to  
all transactions without exception. I t  is true, the buyers of factors 
of production will immediately embark upon producing and very 
soon reenter the market in order to  sell their products and to buy 
what they want for their own consumption and for continuing 
production processes. I3ut this does not invalidate the scheme. This 
scheme, to  be sure, does not contend that the state of rest will last. 
'The lull will certainly disappear as soon as the momentary condi- 
tions which brought it about change. 

T h e  notion of the plain state of rcst is not an imaginary construc- 
tion but  the adequate description of what happens again and again 
on evcry marltet. In this regard it  differs radically from the imaginary 
construction of the final state of rest. 

In dealing with the plain state of rest ure look only a t  what is 
going on right nonr. W e  restrict our attention to  what has happened 
momentarily and disregard what will happen later, in the next in- 
stant or  tomorrow o r  later. W e  are dealing only with prices really 
paid in sales, i.e., with the prices of the immediate past. W e  do not 
ask whether or  not future prices will equal these prices. 

Bat now wc go a step further. W e  pay attention to factors which 
are bound to bring ahout a tendency toward price changes. W e  try 
to  find out to  what g o d  this tendency rnust lead before all its driving 
force is exhausted and a new state of rest'emergcs. The price corre- 
sponding to this future statc of rest was called the natural price by 
older economists; nowadays the term static price is often used. In order 
to avoid misleading associations it is more expedient to  call it the 
final price and accordingly to  speak of the \ha1 state of rest. This 
final state of rest is an imaginary construction, not a description of 
reality. For the final state of rcst will never be attained. New dis- 
turbing factors will emerge before it will be realized. What  makes 
it necessary to  take recourse to this imaginary construction is the 
fact that the marlret at every instant is moving toward a final state 
of rest. Every later new instant can create new facts altering this 
final state of iest. But the market is always disquieted b y  a striving 
after a definite final statc of rest. 

T h e  market price is a real phenomenon; it is the exchange ratio 
which was actual in business transactecf. The  final price is a hypothet- 
ical price. T h e  market prices are historical facts and we are there- 
fore in  a position to  note them with numcricaI exactitude in dollars 
and cents. T h e  final price can only be defined by  defining the condi- 
tions required for its emergence. N o  definite numerical value in 
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monetary terms or in quantities of other goods can be attributed to 
it. It wiil nevcr appear on the market. The market price can never 
coincide with the final price coordinated to the instant in which this 
market structure is actual. But catallactics would faiI lamentably in 
its task of analyzing the problems of price determination if it were to 
neglect dealing with the final price. For in the market situation from 
which the market price emerges there are already latent forces oper- 
ating which will go on bringing about price changes until, provided 
no new data appear, the final price and the final state of rest are 
established. W e  wouId unduly restrict our study of price determina- 
tion if we were to loolr only upon the momentary market prices and 
the plain state of rest and to disregard the fact that the market is 
already agitated by factors which must result in further price changes 
and a tendency toward a different state of rest. 

The phenomenon with which we have to cope is the fact that 
changes in the factors which determine the formation of prices do 
not produce a11 their effects at once. A span of time must elapse be- 
fore all their effects are exhausted. Between the appearance of a new 
datum and the perfect adjustment of the market to it some time must 
pass. (And, of course, while this period of time elapses, other new 
data appear.) In dealing with the effects of any change in the factors 
operating on the market, we must never forget that we are dealing 
with events taking place in succession, with a series of effects suc- 
ceeding one another. W e  are not in a position to know in advance 
how much time will have to elapse. But we know for certain that some 
time must elapse, although this period may sometimes be so smaIl that 
it hardly plays any role in practical life. 

Economists often erred in neglecting the element of time. Take 
for instance the controvcrsy concerning the effects of changes in the 
quantity of money. Some people were only concerned with its long- 
run effects, i.e., with the final prices and the final state of rest. Others 
saw only the short-run effects, i.c., the prices of the instant follow- 
ing the change in the data. Both were mistaken and their conclusions 
were consequently vitiated. Many more cxamples of the same blunder 
could be cited. 

The imaginary construction of the final state of rest is marked by 
paying full regard to change in the temporal succession of events. In 
this respect it diffcrs from the imaginary construction of the evenly 
rotating economy which is characterized by the elimination of change 
in the data and of the time element. (It is inexpedient and misleading 
to call this imaginary construction, as is usual, the static economy or 
the static equilibrium, and it is a bad mistake to confuse it with the 
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imaginary construction of a stationary economy.lO) The evenly 
rotating economy is a fictitious system in which thc market prices 
of all goods and services coincide with the final prices. There are 
in its frame no price changes whatever; there is perfect price stabil- 
ity. The same market transactions are repeated again and again. The 
goods of thc higher orders pass in the same quantities through the 
same stages of processing until ultimatcly the produced consumers' 
goods come into the hands of the consumers and are consumed. No  
changes in the market data occur. Today does not differ from yester- 
day and tomorrow will not differ from today. The system is in 
perpetual flux, but it remains always at the same spot. It revolves 
evenly round a fixed center, it rotates evenly. The plain state of rest 
is disarranged again and again, but it is instantly reestablished at the 
previous level. All factors, including thosc bringing about the re- 
curring disarrangement of the plain state of rest, arc comtant. There- 
fore prices--commonly called static or equilibrium prices-remain 
constant too. 

The essence of this imaginary construction is the elimination of 
the lapse of time and of the perpetual change in the market phenomena. 
The notion of any change with regard to supply and demand is in- 
compatible with this construction. Only such changes as do not 
affect the configuration of the price-determining factors can be 
considered in its frame. It is not necessary to people the imaginary 
world of the evenly rotating economy with immortal, non-aging and 
nonproliferating men. We are free to assume that infants are born, 
grow old, and finally die, provided that total population figures and 
the number of people in every age group remain equal. Then the 
demand for commodities whose consumption is limited to certain 
age groups does not alter, although the individuals from whom it 
originates are not the same. 

In reality there is never such a thing as an evenly rotating eco- 
nomic system. However, in order to analyze the prol.&rns of change 
in the data and of unevenly and irregularly varying movement, wc 
must confront them with a fictitious state in which both are hypo- 
thetically eliminated. It is therefore preposterous to maintain that the 
construction of an evenly rotating economy does not elucidate condi- 
tions within a changing universe and to require the economists to 
substitute a study of "dynamics" for their alleged exclusive occupa- 
tion with "statics." This so-called static method is precisely the proper 
mental tool for the examination of change. There is no means of 
studying the complex phenomena of action other than first to ab- 

10. See below, pp. 251-252. 
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stract from change altogether, then to introduce an isolated factor 
provoking chzngc, and ultimately to analyze its effects under the 
assun~ption that other things remain equal. It is furthermore absurd 
to believe that the services rendered by the construction of an evenly 
rotating economy are the more valuable the more the object of our 
studies, the r e a l ~ i  of real action, corresponds to this construction in 
respect to absence of change. The  static method, the employment of 
the imaginary construction of an evenly rotating economy, is the 
only adequate method of analyzing the changes concerned without 
regard to w-hether they are great or small, sudden or slow. 

The objections hitherto raised against the use of the imaginary con- 
struction of an evenly rotating economy missed the mark entirely. 
Their authors did not grasp in what respect this construction is prob- 
lematic and why it can easily engender error and confusion. 

Action is change, and change is in the temporal sequence. But in 
the evenly rotating economy change and succession of events are 
climinated. Action is to make choices and to cope with an uncertain 
futurc. But in the evenly rotating economy there is no choosing and 
the future is not uncertain as it docs not differ from the present known 
state. Such a rigid system is not peopled with living men malting 
choices and liable to error; it is a world of soulless unthinking autom- 
atons; it is not a human society, it is an ant hill. 

These itlsoIuble contradictions, however, do not affect the service 
which this imaginary construction renders for the only problem for 
whose treatment it is both appropriate and indispensable: the problem 
of the relation between the prices of products and those of the 
factors required for their production, and the implied problems of 
entrepreneurship and of profit and loss. In order to grasp the func- 
tion of entrepreneurship and the meaning of profit and loss, wc con- 
struct a system from which they are absent. This image is merely a 
tool for our thinking. It is not the description of a possible and realiz- 
able state of affairs. I t  is even out of the question to carry the im- 
aginary construction of an evenly rotating system to its ultimate 
logical consequences. For it is impossible t o  eliminate the entre- 
preneur from the picture of a rnarket economy. The various comple- 
mentary factors of production cannot come together spontaneously. 
They need to be combined by the purposive efforts of men aiming 
at certain ends and motivated'by the urge to improve their state of 
satisfaction. In eliminating the entrepreneur one eliminates the driving 
force of the whole market system. 

Then there is a second deficiency. In the imaginarv construction of 
an evenly rotating economy, indirect exchange and the use of money 
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are tacitly implied. But what kind of money can that be? In a system 
without change in which there is no uncertainty whatever about the 
future, nobody needs to hold cash. Every individual knows precisely 
what amount of money he will need at any future date. He is there- 
fore in a position to lend all the funds he receives in such a way that 
the loans fall due on the date he will need them. Let us assume that 
there is only gold money and only one central bank. With the 
successive progress toward the state of an evenly rotating economy 
all individuals and firms restrict step by step their holding of cash 
and the quantities of gold thus released flow into nonmonetary-in- 
dustrial-employment. When the equilibrium of the evenly rotating 
economy is finally rcached, there are no more cash holdings; no more 
gold is used for monetary purposes. The individuals and firms own 
claims against the central bank, the maturity of each part of which 
precisely corresponds to the amount they will need on the respective 
dates for the settlement of thcir obligations. The central bank does 
not need any reserves as the total sum of the daily payments of its 
customers exactly equals the total sum of withdrawals. All trans- 
actions can in fact be effected through transfer in the bank's books 
without any recourse to cash. Thus the "money" of this system is 
not a medium of exchange; it is not money at all; it is mereiy a nu- 
me'rai~e, an ethercal and undetermined unit of accounting of that 
vague and indefinable character which the fancy of some economists 
and the errors of many laymen mistakenly have attributcd to money. 
The interposition of these numerical expressions between seller and 
buyer does not affect the essence of the saIes; it is neutral with re- 
ga;d to the people's economic activities. But the notion of a neutral 
money is unrealizable and inconceivable in itself.'* If we were to use 
the inexpedient terminology employed in many contemporary eco- 
nomic writings, we would have to say: Money is necessarily a 
"dynami~ factor"; there is no room left for money in a "static" sys- 
tem. But the very notion of a market economy without money is self- 
contradictory. 

The imaginary construction of an evenly rotating system is a 
limiting notion. In its frame there is in fact no longer any action. 
Automatic reaction is substituted for the conscious striving of think- 
ing man after the removal of uneasiness. W e  can employ this problem- 
atic imaginary construction only if we never forget what purposes it 
is designed to serve. W e  want first of all to analyze the tendency, pre- 
vailing in every action, toward the establishment of an evenly rotating 
economy; in doing so, we must always take into account that this 

I r .  Cf. below, pp. 413-416. 
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tendency can never attain its goal in a universe not perfectly rigid 
and immutable, that is, in a universe which is living and not dead. 
Secondly we need to comprehend in what respects the conditions of a 
living world in which there is action differ from those of a rigid world. 
This we can discover only by the argumenturn a contrario provided 
b y  the image of a rigid economy. Thus we are led to  the insight that 
dealing with the uncertain conditions of the unltnown future-that 
is, speculation-is inherent in every action, and that profit and loss 
are necessary features of acting which cannot be conjured away by 
any wishful thinking. The  procedures adopted by  those economists 
who are fully aware of these fundamental cognitions may be called 
the logical method of economics as contrasted with the technique of 
the mathema~ical method. 

The mathematical economists disregard dealing with the actions 
which, under the imaginary and unrealizable assumption that no fur- 
ther new data will emerge, are supposed to bring about the evenly 
rotating economy. They do not notice the individual speculator who 
aims not at the establishment of the evenly rotating economy hut at 
profiting from an action which adjusts the conduct of affairs better 
to the attainment of the ends sought by acting, the best possible re- 
moval of uneasiness. They stress excl~;sivel~ the imaginary state of 
equilibrium which the whole complex of all such actions would attain 
in the absence of any further change in the data. They describe this 
imaginary equilibrium by sets of simultaneous differential equations. 
They fail to recognize that the state of affairs they are dealing with is 
a state in which there is no longer any action but only a succession of 
events provoked by a mystical prime mover. They devote all their 
efforts to describing, in mathematical symbols, various "equilibria," 
that is, states of rest and the absence of action. They deal with equili- 
brium as if it were a real entity and not a limiting notion, a mere 
mental tool. What they are doing is vain playing with mathematical 
symbols, a pastime not suited to convey any 1tnowledge.l2 

6. The Stationary Economy 

The imaginary construction of a stationary economy has some- 
times been confused with that of an evenly rotating economy. Rut in 
fact these two constructions differ. 

The  stationary economy is an economy in which the weaIth and 
income of the individuals remain unchanged. With this image 

12. For a further critical examination of mathematical economics see below, 
pp- 347-354- 
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changes are compatible which would be incompatible with the con- 
struction of the evenly rotating economy. Population figures may 
rise o r  drop provided that they are accompanied by a corresponding 
rise or  drop in the sum of wealth and income. The demand for some 
commodities may change; but these changes must occur so slowly 
that the transfer of capital from those branches of production which 
are t o  be restricted in accordance with them into those to be ex- 
panded can be effected by not replacing equipment used up in the 
shrinking branches and instead investing in the expanding ones. 

T h e  imaginary construction of a stationary economy leads to two 
further imaginary constructions: the progressing (expanding) econ- 
omy and the retrogressing (shrinking) economy. In the former the 
per capita quota of wealth and income of the individuals and the pop- 
ulation figure tend toward a higher numerical value, in thc latter 
toward a lower numerical value. 

In thc stationary economy the total sum of all profits and of all 
losses is zero. In the progressing economy the total amount of profits 
exceeds the total amount of losses. In the retrogressing economy the 
total amount of profits is smaller than the total amount of losses. 

T h e  precariousness of these three imaginary constructions is to be 
seen in the fact that they inlply the possibility of the measurement 
of wealth and income. As such measurements cannot be made and are 
not even conceivable, it is out of the question to apply them for a 
rigorous classification of the conditions of reality. Whenever eco- 
nomic history ventures to classify economic evolution within a cer- 
tain period according to the scheme stationary, progressing, or retro- 
gressing, it resorts in fact to historical understanding and does not 
"mea~ure.~' 

7. The Integration of Catallactic Functions 

When men in dealing with the problems of their own actions, and 
when economic hisrory, descriprive economics, and econu~ilic statistics 
in reporting other people's actions, employ the terms entrepreneur, 
capitalist, landowner, worker, and consumer, they speak of ideal 
types. When economics employs the same terms it speaks of cataI- 
lactic categories. The  entrepreneurs, capitalists, landowners, workers, 
and consumers of economic theory are not living men as one meets 
them in the reality of life and history. They are the embodiment of 
distinct functions in the market operations. The  fact that both act- 
ing men and historical sciences apply in their reasoning the results of 
economics and that they construct their ideal types on the basis of 
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and with reference to the categories of praxeological theory, does 
not modify the radical logical distinction between ideal type and 
economic category. The economic categories we are concerned with 
refer to purely integrated functions, the ideal types refer to historical 
events. Living and acting man by necessity combines various func- 
tions. He is never merely a consumer. He is in addition either an 
entrepreneur, landowner, capitalist, or worker, or a person supported 
by the intake earned by such people. Moreover, the functions of the 
entrepreneur, the landowner, the capitalist, and the worker are very 
often combined by the same persons. History is intent upon classify- 
ing men according to the ends they aim at and the means they em- 
ploy for the attainment of these ends. Economics, exploring the 
structure of acting in the market society without any regard to the 
ends people aim at and the means they employ, is intent upon dis- 
cerning categories and functions. These are two different tasks. The 
difference can best be demonstrated in discussing the catallactic con- 
cept of the entrepreneur. 

In the imaginary construction of the evenIy rotating economy there 
is no room left for  entrepreneurial activity, because this construction 
eliminates any change of data that could affect prices. As soon as one 
abandons this assumption of rigidity of data, one finds that action 
must needs be affected by every change in the data. As action neces- 
sarily is directed toward influencing a future state of affairs, even if 
sometimes only the immediate future of the next instant, it is affected 
by evcry incorrectly anticipated change in the data occurring in the 
period of time between its beginning and the end of the period for 
which it aimed to provide (period of provision 13). Thus the outcome 
of action is always uncertain. Action is always speculation. This is 
valid not only with regard to a market economy but no less for 
Robinson Crusoe, the imaginary isolated actor, and for the condi- 
tions of a socialist economy. In the imaginary construction of an 
evenly rotating system nobody is an entrepreneur and speculator. In 
any reai and iiving economy every actor is aiways an entrepreneur 
and speculator; the people taken care of by the actors-the minor 
family members in the market society and the masses of a socialist 
society--are, although themselves not actors and therefore not spec- 
ulators, affected by the outcome of the actors' speculations. 

Economics, in speaking of entrepreneurs, has in view not men, but 
a definite function. This function is not the particular feature of a 
special group or class of men; it is inherent in every action and bur- 
dens every actor. In embodying this function in an imaginary figure, 

13.  Cf. below, p. 478. 
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we resort to  a methodological makeshift. The term entrepreneur as 
uscd by  catallactic theory means: acting man exclusively seen from 
the aspect of the uncertainty inherent in every action. In using this 
term one must ncver forget that every action is embedded in the 
flux of time and therefore involves a speculation. The  capitalists, the 
landowners, and the laborers are by necessity speculators. So is the 
consumer in providing for anticipated future needs. There's many 
a slip 'twixt CUP and lip. 

Let us try to think thc imaginary construction of a pure entrepre- 
neur to its ultimate logical consequences. This entrepreneur does not 
own any capital. T h e  capital required for his entrepreneurial activities 
is lent to him by the capitalists in the form of moncy loans. The  law, it 
is true, considers him the proprietor of the various means of pro- 
duction purchased by expending the sums borrowed. LTevertheless 
he remains propertyless for the amount of his assets is balanced by  his 
liabilities. If he succeeds, the net profit is his. If he fails, the loss must 
fall upon thc capitalists who haw lent him the funds. Such an entrc- 
preneur u odd ,  in fact, be an cmployee of the capitalists who specu- 
lates on their account and takes a loo per cent share in the net 
profits without being concerned about the losses. But even if the 
entrepreneur is in a position to provide himself a part of the capital 
required and borrows only the rest, things are essentially not dif- 
ferent. T o  the extent that the Iosses incurred cannot be borne out of 
rhe entrepreneur's own funds, they fall upon the lending capitalists, 
whatever the terms of the contract may be. A capitalist is always also 
virtually an entrepreneur and speculator. Ne  always runs the chance 
of losing his funds. Thcre is no such thing as a pcrfectly safe invest- 
ment. 

T h e  self-sufficient landowner who tills his estate only to supply his 
own household is affected by all changes influencing the fertility of 
his farm or the object of his needs. Within a market economy the 
result of a farmer's activities is affected by all changes regarding the 
importance of his piece of iand for suppiying the market. The  farmer 
is clearly, even from the point of view of mundane terminology, an 
entrepreneur. S o  proprietor of any means of production, whether 
they are represented in tangible goods or in money, remains un- 
touched by the unccrtainty of the future. The employment of any 
tangible goods or money for production, i.e., the provision for later 
days, is in itself an entreprcncurial activity. 

Things arc essentially the same for the laborer. H e  is born the 
proprietor of certain abilities; his innate faculties are a means of 
production which is better fitted for some kinds of work, less fitted 
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for others, and not at all fitted for  still others.14 If he has acquired the 
skill needed for the performance of certain kinds of labor, he is, 
with regard to the timc and the material outlays absorbed by this 
training, in the position of an investor. H e  has made an input in the 
expectation of being compensated by an adequate output. The  laborer 
is an entrepreneur in so far as his wages are determined by the price 
the rnarket allows for the kind of work he can perform. This price 
varies according to the change in conditions in the same way in which 
the price of every other factor of production varies. 

In the context of economic theory the meaning of the terms con- 
cerned is this: Entrepreneur means acting man in regard to the 
changes occurring in the data of the market. Capitalist and landowner 
mean acting man in regard to the changes in vaIue and price which, 
even with all the market data remaining equal, are brought about 
by the mere passing of time as a consequence of the different valua- 
tion of present goods and of future goods. Worker means man in re- 
gard to the employment of the factor of production human labor. 
Thus every function is nicely integrated: the entrepreneur earns 
profit or suffers loss; the owners of means of production (capita1 
goods or land) earn originary interest; the workers earn wages. In 
this sense we elaborate the imaginary construction of functiond d i s t~ i -  
bution as different from the actual historical distribution.16 

Economics, howcver, always did and still does use the term "entre- 
preneur" in a sense other than that attached to it in the imaginary con- 
struction of functional distribution. It  also calls entrepreneurs those 
who are especially eager to profit from adjusting production to the 
expected changes in conditions, those who have more initiative, more 
venturesomeness, and a quicker eye than the crowd, the pushing and 
promoting pioneers of economic improvement. This notion is nar- 

14. In what sense labor is to  be seen as a nonspecific factor of production see 
above, pp. 133-135. 

15. Let us emphasize again that everybody, laymen included, in dealing with 
the problems of income determination always takes recourse to this Imaginzry 
construction. The economists did not invent it; they only purged it of the de- 
ficiencies peculiar to the popular notion. For an epistemological treatment of 
functional distribution cf. John Bates Clark, The Distribution of Wealth (New 
York, 1908). p. 5 ,  and Eugen von Bohm-Rawerk, Geravzmelte Schriften, ed. 
F. X. Weiss (Vienna, 1924)~ p. 299. The  tcrm "distribution" must not deceive any- 
body; its empIoyment in this context is to  be cxplairled by the role played in the 
history of economic thought by the imaginary construction of a socialist state (cf. 
above, p. 240). There is in the operation of a market economy nothing which 
could properly be called distribution. Goods are not first produced and then 
distributed, as would be the case in a socialist state. The word "distribution" as 
applied in the term "functional distribution" complies with the meaning attached 
to "distribution" 150 years ago. In present-day English usage "distribution" 
signifies dispersal of goods among consumers as effected by commerce. 
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rower than the concept of an entrepreneur as used in the construc- 
tion of functional distribution; i t  does not include many instances 
which the latter includes. I t  is awkward that the same term should 
be uscd to signify two different notions. I t  would have been more 
expedient to employ another term for this second notion-for in- 
stance, the term "promoter." 

I t  is to be admitted that the notion of the entrepreneur-promoter 
cannot be defined with praxeological rigor. (In this it is like the notion 
of money which also defies-different from the notion of a medium 
of exchange-a rigid praxeological defiuition.l6) However, economics 
cannot do without the promoter concept. For it refers to a datum 
that is a general characteristic of human nature, that is present in all 
market transactions and marks them profoundly. This is the fact that 
various individuals do not react to a change in conditions with the 
same quickness and in the same way. The  inequality of men, which is 
due to  differences both in their inborn qualities and in the vicissitudes 
of their lives, manifests itself in this way too. There are in the market 
pacemakers and others who only imitate the procedures of their more 
agile fellow citizens. The  phenomenon of leadership is no less real on 
the market than in any other branch of human activities. The  driving 
force of the market, the element tending toward unceasing innovation 
and improvement, is provided by the restlessness of the promoter and 
his eagerness to make profits as large as possible. 

There is, however, no danger that the equivocal use of this term 
may result in any ambiguity in the exposition of the catallactic sys- 
tem. Wherever any doubts are likely to appear, they can be dis- 
pelled by the employment of the term promoter insiead of entre- 
preneur. 

T h e  Entrepreneurial Function in the Stationary Economy 

The futures market can relieve an entrepreneur of a part of his entre- 
preneurial function. As far as an entrepreneur has "insured" himself 
through suitabie forward transactions against iosses he may possibiy suffer, 
he ceases to be an entrepreneur and the entrepreneurial function devolves 
on the other party to the contract. The cotton spinner who when buying 
raw cotton for his mill sells the same quantity forward has abandoned a 
part of his entrepreneurial function. He will neither profit nor lose from 
changes in the cotton price occurring in the period concerned. Of course, 
he does not entirely cease to serve in the entrepreneurial function. Those 
changes in the price of yarn in general or in the price of the special counts 
and kinds he produces which are not brought about by a change in the 
price of raw cotton affect him nonetheless. Even if he spins only as 

16. Cf. below, p. 395. 
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a contractor for a remuneration agreed upon, he is still in an entrepreneurial 
function with regard to the funds invested in his outfit. 

W e  may construct the image of an economy in which the conditions 
required for the establishment of futures markets are realized for all kinds 
of goods and services. In such an imaginary construction the entrepreneur- 
ial function is fulIy separated from all other functions. There emerges a 
class of pure entrepreneurs. The prices determined on the futures markets 
direct the whole apparatus of production. The dealers in futures alone 
make profits and suffer losses. All other people are insured, as it were, 
against the possible adverse effects of the uncertainty of the future. They 
enjoy security in this regard. The heads of the various business units are 
employees, as it were, with a fixed income. 

If we further assume that this economy is a stationary economy and that 
all futures transactions are concentrated in one corporation, it is obvious 
that the total amount of losses precisely equals the total amount of profits. 
W e  need only to  nationalize this corporation in order to bring about a 
socialist state without profits and losses, a state of undisturbed security 
and stability. But this is so only because our definition of a stationary 
economy implies equality of the total sum of losses and that of profits. In 
a changing economy an excess either of profits or of losses must emerge. 

It would be a waste of time to  dwell longer upon such oversophisticated 
images which do not further the analysis of economic problems. The only 
reason for mentioning them is that they reflect ideas which are at the 
bottom of some criticisms made against the economic system of capitalism 
and of some delusive plans suggested for a socialist control of business. 
Now, it is true that a socialist scheme is logically compatible with the un- 
realizable imaginary constructions of an evenly rotating economy and of 
a stationary economy. The predilection with which mathematical 
economists almost exclusively deal with the conditions of these imaginary 
constructions and with the state of "equilibrium" implied in them, has made 
people oblivious of the fact that these are unreal, self-contradictory and 
imaginary expedients of thought and nothing else. They are certainly not 
suitable models for the construction of a living society of acting men. 



XV. THE MARKET 

I. T h e  Cllaracteristics of the Market E c o n o n ~ y  

T HE market economy is the social system of the division of labor 
under private ownership of the means of production. Every- 

body acts on his own behalf; but everybody's actions aim at the 
satisfaction of other people's needs as well as at the satisfaction of his 
own. Everybody in acting serves his fellow citizens. Everybody, on 
the other hand, is served by his fellow citizens. Everybody is both a 
means and an end in himself; an ultimate end for himself and a means 
to other people in their endeavors to attain their own ends. 

This system is steered by the market. The  market directs the individ- 
ual's activities into thosc channels in which he best serves the wants 
of his fellow men. There is in the operation of the marltet no com- 
pulsion and coercion. The  state, the social apparatus of coercion and 
con~pulsion, does not interfere with the market and with the citizens' 
activities directed by the market. I t  employs its power to beat people 
into submission solely for the prevention of actions destructive to 
the preservation arid the smooth operation of the market economy. 
I t  protects the individual's Life, health, and property against violent 
or fraudulent aggression on the part of domestic gangsters and ex- 
ternal foes. Thus the state creates and preserves the environment in 
which the market economy can safely operate. T h e  A4arxian slogan 
"anarchic production'' pertinently characterizes this social structure 
as an economic system which is not directed by  a dictator, a produc- 
tion tsar who assigns to each a task and compels hini to obey this 
coiiiiii,aiid. Eacli maii is fi.ee; iiobody is s"bjeci to a &spot 0: his 

own accord the individual integrates himself into the cooperative 
system. The  market directs him and reveals to him in what way he 
can best promote his own welfare as well as that of other people.-~he 
market is supreme. The  market alone puts the whole social system 
in order and provides it with sense and meaning. 

T h e  market is not a place, a thing, or a collective entity. The  market 
is a process, actuated by the interplay of the actions of the various 
individuals cooperating undcr the di&ion of labor. The  forces de- 
termining the-continually changing-state of the market are the 
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value judgments of these individuals and their actions as directed by  
these value judgments. The  state of the market at any instant is the 
price structure, i.e., the totality of the exchange ratios as established 
by  the interaction of those eager to buy and those eager to sell. There 
is nothing inhuman or mystical with regard to the market. The  mar- 
ket process is entirely a resultant of human actions. Every market 
phenomenon can be traced back to definite choices of the members 
of the market society. 

The  market process is the adjustment of the individual actions of 
the various members of the tnarket society to the requirements of 
mutual cooperation. T h e  market prices tell the producers what to 
produce, how to produce, and in what quantity. The  market is the 
focal point to which the activities of the individuals converge. It ic 
the center from which the activities of the individuals radiate. 

The market economy must be strictly differentiated from the 
second thinkable-although not realizable-system of social cooper- 
ation under the division of labor: the system of social or governmentaI 
ownership of thc means of production. This second system is com- 
monly called socialism, communism, planned economy, or state 
capitalism. The market economy or capitalism, as it is usually called, 
and the socialist economy preclude one another. There is no mixture 
of the two systems possil~le or thinkable; there is no such thing as a 
mixed economy, a system that would be in part capitalistic and 
in part socialist. Production is directed either by the market or by the 
decrees of a production tsar or a committee of production tsars. 

If within a society based on private ownership of the means of 
production some of these means are publicly owned and operated- 
that is, owned and operated by the government or  one of its agencies 
-this does not make for a mixed system which would combine 
socialism and capitalism. The  fact that the state o r  municipalities 
own and operate some plants does not alter the characteristic features 
of the market economy. These publicIy owned and operated enter- 
prises are subject to the sovereignty of the market. They must fit 
themselves, as buyers of raw materials, equipment, and labor, and as 
sellers of goods and services, into the scheme of the market economy. 
They are subject to the laws of the market and thereby depend on 
the consumers who .may or may not patronize them. They must 
strive for profits or, at least, t o  avoid losses. The  government may 
cover losses of its plants or shops by drawing on public funds. But 
this neither eliminates nor mitigates the supremacy of the market; it 
merely shifts it to another sector. For the means for  covering the 
losses~rnust be raised by the imposition of taxes. But this taxation has 
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its effects on the market and influences the economic structure ac- 
cording to the laws of the market. I t  is the operation of the market, 
and not the government collecting the taxes, that decides upon whom 
the incidence of the taxes falls and how they affect production and 
consumption. Thus the market, not a government bureau, determines 
the working of these publicly operated enterprises. 

Kothing that is in any way connected with the operation of a 
n~arltct is in the praxeological or economic sense to  be called socialism. 
The  notion of socialism as conceived and defined by a11 socialists 
implies the absence of a market for factors of production and of 
prices of such factors. T h e  "socialization" of individ~zal plants, shops, 
and farms-that is, their transfer from private into public ownership 
-is a method of bringing about socialism by  successive measures. 
I t  is a step on the way toward socialism, but not in itself socialism. 
(Marx and the orthodox Marxians flatly deny the possibility of such 
a gradual approach to socialism. According t o  their doctrine the 
evolution of capitalism will one day reach a point in which at one 
stroke capitalism is transformed into socialism.) 

Government-operated enterprises and the Russian Soviet economy 
are, b y  the mere fact that they buy and sell on markets, connected 
with the capitalist s j  stem. They  themselves bear witness to  this con- 
nection by calculating in terms of money. They  thus utilize the in- 
tellectual methods of the capitalist system that they fanatically con- 
demn. 

For monetary economic calculation is the intellectual basis of the 
market economy. The  tasks set to  acting within any system of the 
division of labor cannot be achieved without economic calculation. 
The  market economy calculates in terms of money prices. Tha t  it is 
capable of such calculation w-as instrumental in its evolution and condi- 
tions its present-day operation. The  market economy is real because 
it can calculatc. 

2.  Capital 

T h e  mental tool of the market economy is economic calculation. 
The fundamental notion of economic calculation is the notion of 
cnpital and its correlative income. 

T h e  notions of capital and income as applied in accountancv and in 
the mundane reflections of which accountancy is merely a refine- 
ment, contrast the means and the ends. The  calculating 14ind of the 
actor draws a boundary line between the consumers' goods which he 
plans to  employ for the immediate satisfaction of his wants and the 
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goods of all orders-including those of the first order '-which he 
plans to employ for providing, by further acting, for the satisfaction 
of future wants. The differentiation of means and ends thus becomes 
a differentiation of acquisition and consumption, of business and 
househoId, of trading funds and of household goods. The whole 
complex of goods destined for acquisition is evaluated in money terms, 
and this sum-the capital-is the starting point of economic calcula- 
tion. The immediate end of acquisitive action is to increase or, at 
least, to preserve the capital. That amount which can be consumed 
within a definite period without lowering the capital is called income. 
If consumption exceeds the incomc available, the difference is called 
capital consumption. If the income available is greater than the 
amount consumed, the difference is called saving. Among the main 
tasks of economic calculation are those of establishing the magnitudes 
of income, saving, and capital consumption. 

The reflections which led acting man to the notions implied in the 
concepts of capital and income are latent in every premeditation 
and planning of action. Even the most primitive husbandmen are 
dimly aware of the consequences of acts which to a modern account- 
ant would appear as capital consumption. The hunter's reluctance to 
kill a pregnant hind and the uneasiness felt even by the most ruthless 
warriors in cutting fruit trees were manifestations of a mentality 
which was influenced by such considerations. These considerations 
were prcsent in the age-old legal institution of usufruct and in 
analogous customs and practices. Rut only people who are in a 
position to resort to monetary calculation can evolve to full clarity 
the distinction between an economic substance and the advantages 
derived from it, and can apply it neatly to all classes, kinds, and orders 
of goods and services. They alone can establish such distinctions 
with regard to the perpetually changing conditions of highly devel- 
oped processing industries and the complicated structure of the social 
cooperation of hundreds of thousands of specialized jobs and per- 
f ormances. 

Looking backward*from the cognition provided by modern ac- 
countancy to the conditions of the savage ancestors of the human 
race, wc may say metaphorically that they too used "capital." A 
contemporary accountant could apply all the methods of his pro- 
fession to their primitive tools of hunting and fishing, to their cattle 
breeding and their tilling of the soil, if he knew what prices to assign 
to the various items concerned. Some economists concluded there- 

I .  For this man these goods are not goods of the first order, but goods of a 
higher order, factors of further production. 
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from that "capital" is a category of all human production, that it is 
present in every thinkable system of the conduct of production 
processes-i.e., no less in Robinson Crusoe's involuntary hermitage 
than in a socialist society-and that it does not depend upon the 
practice of monetary cal~ulat ion.~ This is, however, a confusion. 
The  concept of capital cannot be separated from the context of mone- 
tary calculation and from the social structure of a market economy 
in which alone monetary calculation is possible. I t  is a concept which 
makes no sense outside the conditions of a market economy. I t  plays 
a role exclusively in the plans and records of individuals acting on 
their own account in such a system of private ownership of the 
means of production, and it developed with the spread of economic 
calculation in monetary t e r r n ~ . ~  

Modern accountancy is the fruit of a long historicaI evolution. To-  
day there is, among businessmen and accountants, unanimity with 
regard to the meaning of capital. Capital is the sum of the money 
equivalent of all assets minus the sum of the money equivalent of all 
liabilities as dedicated at a definite date to the conduct of the opera- 
tions of a definite business unit. It does not matter in what these assets 
may consist, whether they are pieces of land, buildings, equipment, 
tools, goods of any kind and order, claims, receivables, cash, or what- 
ever. 

It is a historical fact that in the early days of accountancy the 
tradesmen, the pacemakers on the way toward monetary calculation, 
did not for the most part include the money equivalent of their 
lmildjngs and land in the notion of capital. It  is another historical fact 
that agriculturists were slow in applying the capital concept to their 
land. Even today in the most advanced countries only a part of the 
farmers are familiar with the practice of sound accountancy. Many 
farmers acquiesce in a system of bookkeeping that neglects to pay 
heed to  the land and its contribution to production. Their book entries 
do not include the money equivalent of the land and are consequently 
indiiierenr to changes in this equivaient. Such accounts are defeerive 
because they fail to  convey that information which is the sole aim 
sought by capital accountink. They do not indicate whether or not the 
operation of the farm has brought about a detcrioration in the land's 
capacity to contribute to production, that is, in its objective use 
value. If an erosion of the soil has taken place, their books ignore it, 
and thus the calcdated income (net yield) is grcater than a more 
complete method of bookkeeping would have shown. 

t. Cf., e.g., R. v. Strigl, Kapital zrnd Produktion (Vienna, 19341, p. 3 .  
3. Cf. Frank A. Fetter in Encyclopaedia of the Social Sciences. 111, IF. 
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It is necessary to mention these historical facts because they in- 
fluenced the cndcavors of the economists to construct the notion of 
real cnpital. 

The economists were and are still today confronted with the super- 
stitious belief that the scarcity of factors of production could be 
brushed away, either entirely 'or at least to some extent, by increas- 
ing the amount of money in circulation and by credit expansion. In 
order to deal adequately with this fundamental problem of economic 
policy they considered it necessary to construct a notion of real 
capital and to oppose it to the notion of capital as applied by the 
businessman whose calculation refers to the whole complex of his 
acquisitive activities. At  the time the economists embarltcd upon thesc 
endeavors the place of the money cqnivalem of land in the concept 
of capital was still questioned. Thus the economists thought it rea- 
sonable to disregard land in constructing their notion of real capital. 
They defined real capital as the totality of the produced factors of 
production availabIe. Hairsplitting discussions were started as to 
whether inventories of consumers' goods held by business units are 
or are not real capital. But thcrc was almost unanimity that cash is 
not real czpital. 

RTow this concept of a totality of the produced factors of pro- 
duction is an empty concept. The  money equivalent of the various 
factors of production owned by a business unit can be determined and 
summed up. But if we abstract from such an evaluation in money 
terms, the totality of the produced factors of production is merely 
an enumeration of physical quantities of thousands and thousands of 
various goods. Such an inventory is of no use to acting. It  is a descrip- 
tion of a part of the universe in terms of technology and topography 
and has no reference whatever to the problems raised by  the en- 
deavors to improve human well-being. W e  may acquiesce in the 
terminologica1 usage of calling the produced factors of production 
capital goods. But this does not render the concept of real capital any 
more meaningful. 

The  worst outgrowth of the use of the mythical notion of real 
capital was that economists began to speculate about a spurious prob- 
lem called the productivity of (real) capital. A factor of production 
is by  definition a thing that is able to contribute to the success of a 
process of production. Its market price reflects entirely the value that 
people attach to this contribution. The  services expected from the 
employment of a factor of production (i.e., its contribution to pro- 
ductivity) are in market transactions paid according to the full value 
people attach to them. These factors are considered valuabIe only 
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on account of these services. These services are the onIy reason why 
prices are paid for them. Once these prices are paid, nothing remains 
that can bring about further payments on the part of anybody as 
a compensation for additional productive services of these factors of 
production. It was a blunder to explain interest as an income derived 
from the productivity of capital." 

No  less detrimenta1 was a second confusion derived from the real 
capital concept. People began to meditate upon a concept of social 
capital as different from private capital. Starting from the imaginarv 
construction of a socialist economy, they were intent upon defining a 
capital concept suitable to the economic activitics of the general man- 
ager of such a system. They were right in assuming that this manager 
would be eager to know whether his conduct of affairs was success- 
ful (viz., from the point of view of his own valuations and the ends 
aimed at in accordance with these valuations) and how much he could 
expend for his wards' consumption without diminishing the available 
stock of factors of production and thus impairing the yield of fur- 
ther production. A socialist government would badly need the con- 
cepts of capital and income as a guide for its operations. However, in 
an economic system in which there is no private ownership of the 
means of production, no market, and no prices for such goods, the 
concepts of capital and income are mere academic postulates devoid 
of any practical application. In a socialist economy there are capital 
goods, but no capital. 

The notion of capital makes sense only in the market economy. It 
serves the deliberations and calculations of individuals or groups of 
individuals operating on their own account in such an economy. It is 
a device of capitalists, entrepreneurs, and farmers eager to make profits 
and to avoid losses. It is not a category of all acting. I t  is a category 
of acting within a market economy. 

3. Capitalism 

All civilizations have up to now been based on private ownership 
of the means of production. Tn the past civilization and private prop- 
erty have been linked together. Those who maintain that economics 
is an experimental science and nevertheless recommend public control 
of the means of production, lamentably contradict themselves. If 
historical experience could teach us anything, it would be that private 
property is inextricably linked with civilization. There is no ex- 

4. Cf. below, pp. 522-531. 
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perience to the effect that socialism could provide a standard of living 
as high as that provided by capitalism." 

The system of market economy has never been fully and purely 
tried. But there prevailed in the orbit of Western civilization since 
the Middle Ages by and large a general tendency toward the abolition 
of institutions hindering the operation of the market economy. With 
the successive progress of this tendency, population figures multiplied 
and the masses' standard of living was raised to an unprecedented and 
hitherto undreamed of level. The  average American worker enjoys 
amenities for which Croesus, Crams, the Medici, and Louis XIV 
would have envied him. 

'The problems raised by the socialist and interventionist critique 
of the market economy are purely economic and can be dealt with 
only in the way in which this book tries to deal with them: by a 
thorough analysis of human action and all thinkable systems of social 
cooperation. The  psychological problem of why people scorn and 
disparage capitalism and call everything they dislike "capitalistic" 
and everything they praise "socialistic" concerns history and must 
be left to  the historians. But there are several other issues which 
we must stress at this point. 

The advocates of totalitarianism consider "capitalism" a ghastly 
evil, an awful illness that came upon mankind. In the eyes of Marx 
it was an inevitable stage of mankind's evolution, but for all that the 
worst of evils; fortunately salvation is imminent and will free man 
forever from this disaster. In the opinion of other people it would 
have been possible to avoid capitalism if only men had been more 
moral or more skillful in the choice of economic policies. All such 
lucubrations have one feature in common. They look upon capitalism 
as if it were an accidental phenomenon which could be eliminated 
without altering conditions that are essential in civilized man's acting 
and thinking. As they neglect to bother about the problem of eco- 
nomic calculation, they are not aware of the consequences which the 
abolition of the monetary calculus is bound to bring about. They do 
not realize that socialist men for whom arithmetic will be of no use 
in planning action, will differ entirely in their mentality and in their 
mode of thinking from our contemporaries. In dealing with socialism, 
we must not overlook this mental transformation, even if we were 
ready to pass over in silence the disastrous consequences which wouId 
result for man's material well-being. 

5. For an examination of the Russian "experiment" see Mises, Planned Chaos 
(Irvington-on-Hudson, 1947), pp. 80-87. 
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The  market economy is a man-made mode of acting under the 

division of labor. But this does not imply that i t  is something acci- 
dental or artificial and could be replaced by another mode. The  mar- 
ket economy is the product of a long evolutionary process. It  is the 
outcome of man's endeavors to adjust his action in the best possible 
way to  the given conditions of his'environment that he cannot alter. 
It  is the strategy, as it were, by the application of which man has 
triumphantly progressed from savagery to civilization. 

This mode of argumentation is very popular among present-day 
authors: Capitalism was thc economic system which brought about 
the marvelous achievements of the last two hundred years; there- 
fore it is done for because what was beneficial in the past cannot be 
so for our time and for the future. Such reasoning is in open con- 
tradiction to the principlcs of experimental cognition. There is no 
need at this point to raise again the question of whether or not the 
science of human action can adopt the methods of the experimental 
natural sciences. Even if it wcre permissible to answer this question in 
the affirmative, it would be absurd to argue as these d rebours experi- 
~nentalists do. Experimental science argues that because a was valid 
in the past, it will be valid in the future too. It must never argue the 
othcr way round and assert that because a was valid in the past, it is 
not valid in the future. 

It is customary to blame the economists for an alleged disregard of 
history. The economists, it is contended, consider the market econ- 
omy as the ideal and eternal pattcrn of social cooperation. They con- 
centrate their studies upon investigating the conditions of thk mar- 
ket economy and neglect cvcrything else. They do not bother about 
the fact that capitalism emerged only in the last two hundred years 
and that even today i t  is restricted to a comparatively small area of 
the earth's surface and to a minority of peoples. There were and are 
other civilizations with a different mentality and different modes of 
COEd??CtiEg eceger.ic afflirs. C'onitolicm is, WhCIl S ~ C E  ~gyh r d w r i o  ---r-------L 'r';""" 
aeternitatis, a passing phenomenon, an ephemeral stage of historical 
evolution, just the transition from precapitalistic ages to a postcapital- 
istic future. 

A11 these criticisms are spurious. Economics is, of course, not a 
branch of history or  of any other historicaI science. It is the theory 
of all human action, the general science of the immutable categories 
of action and of their operation under all thinkable special conditions 
under which man acts. It  provides as such the indispensabIe mental 
tool for  dealing with historical and ethnographic problems. A his- 
torian or an ethnographer who neglects in his work to take full ad- 
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vantage of the resuIts of economics is doing a poor job. In fact he does 
not approach the subject matter of his research unaffected by what 
he disregards as theory. He is at every step of his gathering of allegedly 
unadulterated facts, in arranging these facts, and in his conclusions 
derived from them, guided by confused and garbled remnants of 
perfunctory economic doctrines constructed by botchers in the cen- 
turies preceding the elaboration of an economic science and long 
since entirely exploded. 

The analysis of the problems of the market society, the only pat- 
tern of human action in which calculation can be applied in planning 
action, opens access to the analysis of all thinkable modes of action 
and of all economic problems with which historians and ethnog- 
raphers are confronted. All noncapitalistic methods of economic 
management can be studied only under the hypothetical assumption 
that in them too cardinal numbers can be used in recording past action 
and planning future action. This is why economists place the study of 
the pure market economy in the center of their investigations. 

It is not the economists who lack the "historical sense" and ignore 
the factor of evolution, but their critics. The economists have always 
been fully aware of the fact that the market economy is the product 
of a long historical process which began when the human race 
emerged from the ranks of the other primates. The champions of 
what is mistakenly called "historicism" are intent upon undoing the 
effects of evolutionary changes. In their eyes everything the existence 
of which they cannot trace back to a remote past or cannot discover 
in the customs of some primitive Polynesian tribes is artificial, even 
decadent. They consider the fact that an institution was unknown to 
savages as a proof of its uselessness and rottenness. Marx and Engels 
and the Prussian professors of the E-Iistorical School exulted when 
they learned that private property is "only" a historical phenomenon. 
For them this was the proof that their socialist plans were reali~able.~ 

The creative genius is at variance with his fellow citizens. As the 
pioneer of things new and unheard of he is in conflict with their 
uncritical acceptance of traditional standards and values. In his eyes 
the routine of the regular citizen, the average or common man, is 

6. The  most amazing roduct of this widespread method of thought is the 
book of a Prussian pro f essor, Bernhard Laum (Die geschlossene Wirtschaft 
[Tiibingen, 19331). Laum assembles a vast collection of quotations from ethno- 
graphical writings showing that many primitive tribes considered economic 
autarky as natural, necessary, and motally good. H e  concludes from this that 
autarky is the natural and most expedient state of economic management and 
that the return to autarky which he advocates is "a biologically necessary process" 
(p. 491). 
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simply stupidity. For him "bourgeois" is a synonym of imbecility.? 
The  frustrated artists who take delight in aping the genius's mannerism 
in order to forget and to conceal their own impotence adopt this 
terminology. These Bohemians call everything they dislike "bour- 
geois." Since Marx has made the term "capitalist" equivalent to 
"bourgeois," they use both words synonymously. In the vocabularies 
of all languages the words "capitalistic" and "bourgeois" signify to- 
day all that is shameful, degrading, and infamou~.~  Contrariwise, 
people call all that they deem good and praiseworthy "socialist." The  
regular scheme of arguing is this: A man arbitrarily calls anything he 
dislikes "capitalistic," and then deduces from this appellation that the 
thing is bad. 

This semantic confusion goes still further. Sisrnondi, the romantic 
eulogists of the Middle Ages, all socialist authors, the Prussian His- 
torical School, and the American Institutionalists taught that capitalism 
is an unfair system of exploitation sacrificing the vital interests of the 
majority of people for the sole benefit of a small group of profiteers. 
No decent man can advocate this "mad" system. The  economists who 
contend that capitalism is beneficial not only to a small group but to 
everyone are "sycophants of the bourgeoisie." They arc either too 
dull to recognize the truth or bribed apologists of the selfish class in- 
terests of the exploiters. 

Capitalism, in the terminology of these foes of liberty, democracy, 
and the market economy, means the economic policy advocated by 
big business and millionaires. Confronted with the fact that some- 
but certainly not all-wealthy entrepreneurs and capitalists nowadays 
favor measures restricting free trade and competition and resulting in 
monopoly, they say: Contemporary capitalism stands for protection- 

7. Guy de Maupassant analyzed Flaubert's alleged hatred of the bourgeois in 
Etude srrr Gustave Flaubert (rcprinted in Oeuvres complhtes d e  Gustawe Flaw 
bert [Paris, 18851, Vol. VII). Flaubert, says Maupassant, "aimait le monde" (p. 
67); that is, he liked to move in the circle of Paris society composed of aristo- 
crats, wealthy bourgcois, and the Clitc of artists, writers, philosophers, scientists, 
statesmen, and cntrepreneurs (promoters). H e  used the term bourgeois as 
synonymous with imbecility and defined it this way: "I call a bourgeois whoever 
has mean thoughts (pense bassement)." Hence it is obvious that in employing 
the term bourgeois Flaubert did not have in mind the b o ~ r ~ ~ e o i s i e  as a social class, 
but a kind of imbecility he most frequently found in this class. He was full of 
contempt for the common man (Ye born peuple") as well. However, as he had 
more frequent contacts with the "gens d u  monde" than with workers, the stupid- 
ity of the former annoyed him more than that of the latter (p. 59) .  These 
observations of Maupassant held good not only for Flaubert, but for the "anti- 
bourgeois" sentiments of all artists. Incidentally, it must be emphasized that from 
a Marxian point of view Flaubert is a "bourgeois" writer and his novels arc an 
"ideological superstructure" of the "capitalist or bourgeois mode of production." 

8. T h e  ZITazis used "Jewish" as a synonym of both "capitalist" and "bourgeois." 
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ism, cartels, and the abolition of competition. It is true, they add, that at 
a definite period of the past British capitalism favored free trade both 
on the domestic market and in international relations. This was be- 
cause at that time the class interests of the British bourgeoisie were 
best served by such a policy. Conditions, however, changed and to- 
day capitalism, i.e., the policy advocated by the exploiters, aims at 
another policy. 

It has already been pointed out that this doctrine badly distorts 
both economic theory and historical facts? There were and there 
will always be people whose selfish ambitions demand protection for 
vested interests and who hope to derive advantage from measures 
restricting competition. Entrepreneurs grown old and tired and the 
decadent heirs of people who succeeded in the past dislike the agile 
parvenus who challenge their wealth and their eminent social position. 
Whether or not their desire to make economic conditions rigid and 
to hinder improvements can bc realized, depends on the climate of 
public opinion. The ideological structure of the nineteenth century 
as fashioned by the prestige of the teachings of the liberal economists 
rendered such wishes vain. When the technological improvements 
of the age of liberalism rcvolutionized the traditional methods of 
production, transportation, and marketing, those whose vested in- 
terests were hurt did not ask for protection because it would have been 
a hopeless venture. Rut today it is deemed a Iegitimate task of govern- 
ment to prevent an efficient man from cotnpeting with the less effi- 
cient. Public opinion sympathizes with the demands of powerful 
pressure groups to stop progress. The butter producers are with con- 
siderable success fighting against margarine and the musicians against 
recorded music. The labor unions are deadly foes of every new 
machine. It is not amazing that in such an environment less efficient 
businessmen aim at protection against more efficient competitors. 

It would be correct to describe this state of affairs in this way: To- 
day many or some groups of business are no longer liberal; they do 
not advocate a pure market economy and free enterprise, but, on 
the contrary, are asking for various measures of government inter- 
ference with business. But it is entirely misleading to say that the 
meaning of the concept of capitalism has changed and that "mature 
capitalismv-as the Americans call it--or "late capitalism7'-as the 
Marxians call it-is characterized by restrictive policies to protect 
the vested interests of wage earners, farmers, shopkeepers, artisans, 
and sometimes also of capitalists and entrepreneurs. The concept of 
capitalism is as an economic concept immutable; if it means anything, 

9. Cf. above, pp. 81-84. 
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it means market economy. One deprives oneself of the semantic tools 
to deal adequately with the problems of contemporary history and 
economic policies if one acquiesces in a different terminology. This 
faulty nomenclature becomes understandable only if we realkc that 
the pseudo-economists and the politicians who apply it want to pre- 
vent people from knowing what the market economy really is. They 
want to make people believe that all the repulsive manifestations of 
restrictive government policies are produced by "capitalism." 

4. The Sovereignty of the Consumers 

The direction of all economic affairs is in the market society a 
task of the entrepreneurs. Theirs is the control of production. They 
are at the helm and stcer the ship. A superficial observer would be- 
lieve that they are supreme. But they are not. They are bound to 
obey unconditionally the captain's orders. The captain is the con- 
sumer. Ncither the entrcpreneurs nor the farmers nor the capjtaljsts 
determine what has to be produced. The consurncrs do that. If a busi- 
nessman does not strictly obey the orders of the public as they are 
conveyed to him by the structure of market prices, he suffers losses, 
he goes bankrupt, and is thus removed from his eminent position at 
the helm. Other men who did better in satisfying the demand of the 
consumers replace him. 

The consumers patronize those shops in which they can buy what 
they want at the cheapest price. Their buying and their abstention 
from buying decides who should own and run the plants and the land. 
They make poor pcople rich and rich people poor. They determine 
precisely what should be produced, in what quality, and in what 
quantities. They are merciless egoistic bosses, full-of whims and 
fancies, changeable and unpredictable. For them nothing counts other 
than their own satisfaction. They do not care a whit for past merit 
and vested interests. If something is offered to them that they like 
better or that is cheaper, they desert their old purveyors. In their 
capacity as buyers and consumers they are hard-hearted and callous, 
without consideration for other people. 

Only the sellers of goods and services of the first order are in direct 
contact with the consumers and directly depend on their orders. But 
they transmit the orders received from the public to all those pro- 
ducing goods and services of the higher orders. For the manufacturers 
of consumers' goods, the retailers, the service trades, and the profes- 
sions are forced to acquire what they need for the conduct of their 
own business from those purveyors who offer them at the cheapest 
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price. If they were not intent upon buying in the cheapest market 
and arranging their processing of the factors of production so as to  
fill the dcmands of the consumers in the best and chcapest way, they 
wonld be forced to go  out of business. Morc efficient men who 
succeeded better in buying and processing the factors of production 
would supplant thcm. 'The consumer is in a position to  give free rein 
t o  his caprices arid fancies. T h e  entrcpreneurs, capitalists, and farmers 
have thcir hands tied; they are bound to comply in their operations 
with the orders of the brlying public. Evcn- deviation from the lincs 
prescribed by the demand of the consunkrs debits thcir account. 
T h e  slightest deviation,whether willfully brought about or  caused by 
error, bad judgment, or  inefficiency. restricts thcir profits or  makes 
then1 disappear. A lnorc scrious deviation results in losses and thus 
impairs or  cntirely absorbs their wcalth. Capitalisrs, entrepreneurs, 
and landowners can only prescrve and increase thcir wealth by filling 
best thc orders of thc consumers. They  arc not free LO spend money 
which the consumers arc riot prepared to refund to them in paying 
more for thc products. In thc condrict of thcir busincss affairs they 
mnust be unfeeling and stony-hearted beca~lsc the consumers, their 
l)osses, arc themselves unfeeling and stony-hearted. 

Thc  consumers dctermine ultimately not only thc priccs of thc con- 
sumers' goods, but no lcss the prices of a11 factors of production. They  
determine thc income of cvery membcr of the market economy. The 
consumers, not thc cntreprcneurs, pay ultimatcIy the wages earned 
by every worker, the glamorous movic star as well as the charwoman. 
With every penny spent the consumers determine thc direction of 
all production processes and the minutest details of the organization 
of all busincss activities. This state of affairs has been described by 
calling the marltct a democracy in which cvery penny gives a right 
t o  cast a ballot.'0 I t  would be more correct to say that a dcmacratic 
constitution is 3 schenlc t o  assign to the citizens in the conduct of 
government the same suprcrnacy the market cconomy givcs them in 
their capacity as consnmcrs. However, thc comparison is imperfcct. 
In the political democracy only thc votcs cast for the majority candi- 
date or  the majority plan are effective in shaping the course of affairs. 
T h e  votes polled 1)). the minoritv do not directly influcncc policics. 
But on the market no votc is cas; in vain. Every penny spent has the 
power t o  M-ork upon the production processcs. T h e  publishers cater 
not only to the majority by publishing detective stories, but aIso t o  
the minority reading lyrical poetry and philosophical tracts. The  

10. Cf. Frank A. Fetter, The Principles of Economics (jd cd. New Yark, rgr j )  , 
pp. 3 9 4  4'0. 
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bakeries bake bread not only for healthy people, but also for the 
sick on special diets. T h e  decision of a consumer is carried into effect 
with the full momentum he gives it  through his readiness to  spend a 
dcfinite amount of money. 

It is true, in the market the various consumers have not  the same 
voting right. The  rich cast more votes than the poorer citizens. But 
this inequality is itself the outcome of a previous voting process. T o  
be rich, in a pure market economy, is the outcome of success in filling 
best the demands of the consumers. A wealthy man can preserve his 
wealth only by  continuing t o  serve the consumers in the most efficient 
way. 

Thus  the owners of the material factors of production and the 
entrepreneurs are virtually mandataries or  trustees of the consumers, 
revocably appointed by  an election daily repeated. 

There is in the operation of a market economy only one instance in 
which the proprietary class is nor completely subject to  the suprem- 
acy of the consumers. hlonopoly prices are an infringement of the 
sway of the consumers. 

The  Metaphorical Employment of the Terminology 
of Political Rule 

The orders given by businessmen in the conduct of their affairs can be 
heard and seen. hTobody can fail to become aware of them. Even messenger 
boys know that the boss runs things around the shop. But it requires a 
little more brains to notice the entrepreneur's dependence on the market. 
The orders given by the consumers are not tangible, thy cannot be per- 
ceived by the senses. Many people lack the discernment to take cognizance 
of them. They fa11 victim to the deIusion that entrepreneurs and capitalists 
are irresponsible autocrats whom nobody calls to account for their 
actions.ll 

The outgrowth of this mentality is the practice of applying to business 
the terminology of political rule and military action. Successful business- 
men are called kings or dukes, their enterprises an empire, a kingdom, or a 
dukedom. If this idiom were only a harmless metaphor, there would be no 
need to criticize it. But it is the source of serious errors which play a sinis- 
ter role in contemporary doctrines. 

Government is an apparatus of compulsion and coercion. It has the 
power to obtain obedience by force. The political sovereign, be it an auto- 
crat or the people as represented by its mandataries, has power to crush 
rebellions as Iong as his ideological might subsists. 

The position which entrepreneurs and capitalists occupy in the market 

I I. Beatrice Webb, Lady Passfield, herself the daughter of a wealthy business- 
man, may be quoted as an outstanding example of this mentality. Cf. My Ap- 
prenticeship (New York, 1926)~ p. 42. 
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economy is of a different character. A "chocolate king" has no power over 
the consumers, his patrons. H e  provides them with chocolate of the best 
possible quality and at the cheapest price. H e  does not rule the consumers, 
he serves them. The  consumers are not tied to him. They are free to stop 
patronizing his shops. H e  loses his "kingdom" if the consumers prefer to 
spend their pennies elsewhere. Nor does he "rule" his workers. He  hires 
their services by paying them precisely that amount which the consumers 
are ready to restore to him in buying the product. Still less do thc capital- 
ists and entrepreneurs exercise political control. The civilized nations of 
Europe and America were long controlled by governn~ents which did not 
considerably hinder the operation of the market economy. Today many of 
these countries too arc dominated by parties which are hostile to capitalism 
and believe that every harm inflicted upon capitalists and entrepreneurs is 
extremely beneficial to the people. 

In an unhampered market economy the capitalists and cntrepreneurs 
cannot expect an advantage from bribing officeholdcrs and politicians. On 
the other hand, the officeholders and politicians are not in a position to 
blackmail businessmen and to eFtort graft from them. In an interventionist 
country powerful pressure groups are intent upon securing for their mern- 
bers privileges at the expense of weaker groups and individuals. Then the 
businessmen may deem it expedient to protect themselves against dis- 
criminatory acts on the part of the executive officers and the legislature by 
bribery; once used to such methods, they may even try to employ them 
in order to secure privileges for themselves. At  any rate the fact that busi- 
nessmen corrupt politicians and officeholders and are blackmailed by such 
people does not indicate that they are supreme and rule the countries. I t  is 
those ruled-and not the rulers-who bribe and are paying tribute. 

The majority of businessmen are prevented from resorting to bribery 
either by their moral convictions or by fear. They venture to preserve the 
free entcrprise system and to defend themselves against discrimination by 
Iegitimate dcnlocratic methods. They form trade associations and try to 
influence public opinion. The results of these endeavors have been rather 
poor, as is evidenced by the triumphant advance of anticapitalist policies. 
T h e  best that they have been able to achieve is to delay for a while somc 
especially obnoxious measures. 

Demagogues misrepresent this state of affairs in the crassest way. They 
tell us that these associations of bankers and manufacturers are the true 
rulers of their countries and that the whole apparatus of what they call 
'cplut~democraZic" government is dominated by them. A simple enumera- 
tion of the laws passed in the last decades by any country's legislature is 
enough to explode such legends. 

j. Competition 

In nature there prevail irreconcilable conflicts of interests. T h e  
means of subsistence are scarce. Proliferation tends to outrun sub- 
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sistence. Only the fittest plants and animals survive. The antagonism 
between an animal starving to death and another that snatches the 
food a\vay from it is implacable. 

Social cooperation under the division of labor removes such antag- 
onisms. It substitutes partnership and mutuality for hostility. The 
members of society are united in a common venture. 

The term competition as applied to the conditions of animal life 
signifies the rivalry between animals which manifests itself in their 
search for food. W e  may call this phenomenon biological competi- 
tion. Biological competition must not be confused with social com- 
petition, i.e., the striving of individuals to attain the most favorable 
position in the systcm of social cooperation. As there will always be 
positions which men value more highly than others, people will strive 
for them and try to outdo rivals. Social competition is consequently 
present in every conceivable mode of social organization. If u7e want 
to think of a state of affairs in which there is no social competition, 
w-e must construct the image of a socialist system in which the chief 
in his endeavors to assign to everybody his place and task in society 
is not aided by any ambition on the part of his subjects. The individ- 
uals are entirely indifferent and do not apply for special appointments. 
They behave like the stud horses which do not try to put themselves 
in a favorable light when the owner picks out the stallion to im- 
pregnate his best brood mare. But such people would no longer be 
acting men. 

In a totalitarian system social competition manifests itself in the 
endeavors of people to court the favor of those in power. In the 
market economy competition manifests itself in the facts that the 
sellers must outdo one another by offering better or cheaper goods 
and services and that the buyers must outdo one another by offering 
higher prices. In dealing with this variety of social competition which 
may be called cntallactic competition, we must guard ourselves against 
various popular fallacies. 

The classical economists favored the abolition of all trade barriers 
preventing people from competing on the market. Such restrictive 
laws, they explained, result in shifting production from those places 
in which natural conditions of production are more favorable to 
places in which they are less favorable. They protect the less efficient 
man against his more efficient rival. They tend to perpetuate back- 
ward technological methods of production. In short thcy curtail 
production and thus lower the standard of living. In order to make 
a11 people more prosperous, the economists argued, competition 
should be free to everybody. In this sense they used the term free 
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com9etition. There was nothing metaphysical in their employment 
of the term free. They advocated the nullification of privileges barring 
people from access to certain trades and markets. All the sophisticated 
lucubrations caviling at the metaphysical connotations of the adjec- 
tive free as applied to con~petition are spurious; they have no reference 
whatcver to the catallactic problem of competition. 

As far as natural conditions come into play, competition can only 
be "free" with regard to those factors of production which are not 
scarce and thcrefore not objects of human action. In the catallactic 
field competition is always restricted by the inexorable scarcity of 
the economic goods and services. Even in the absence of institutional 
barriers erected to restrict the number of those competing, the state 
of affairs is never such as to enable everyone to compete in all sectors 
of the markct. In each sector only comparatively small groups can 
engage in competition. 

Carallactic competition, one of the characteristic features of the 
market economy, is a social phenomenon. It is not a right, guaranteed 
by the state and the laws, that would makc it possible for every in- 
dividual to choose ad libitum the place in the structure of the division 
of labor he likes best. T o  assign to everybody his proper place in 
society is the task of the consumers. Their buying and abstention 
from buying is instrumental in determining each individual's social 
position. Their supremacy is not impaired by any priviIeges granted 
to the individuals qua producers. Entrance into a definite branch 
of industry is virtually free to newcomers only as far as the con- 
sumers approve of this branch's expansion or as far as the newcomers 
succeed in supplanting those already occupied in i t  by filling better 
or more cheaply the demands of the consumers. Additional invest- 
ment is reasonable only to the extent that it fills the most urgent among 
the not yet satisfied needs of thc consumers. If the existing plants are 
sufficient, it would be wasteful to invest more capital in the same 
industry. The structure of market prices pushes the new investors 
into other branches. 

It is necessary to emphasize this point because the failure to grasp 
it is at the root of many popular complaints about the impossibility 
of competition. Some fifty years ago people used to declare: You 
cannot compete with thc railroad companies; it is impossible to chal- 
lenge their position by starting competing lines; in the field of 
land transportation therc is no longer competition. The truth was 
that at that time the already operating lines were by and large suf- 
ficient. For additional capital investment the prospects were more 
favorable in improving the serviceableness of the already operating 
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lines and in other branches of business than in the construction of 
new railroads. However, this did not interfere with further techno- 
logical progress in transportation technique. T h e  bigness and the 
economic "power" of the railroad companies did not impede the 
emergence of the motor car and the airplane. 

Today people assert the same with regard to  various branches of 
big business: You cannot challenge their position, they are too big 
and too powerful. But competition does not mean that anybody can 
prosper by simply imitating what other people do. It  means tge op- 
portunity to serve the consumers in a better or cheaper way without 
being restrained by privileges granted to those whose vested inter- 
ests the innovation hurts. What  a newcomer who wants to defy the 
vested interests of the old established firms needs most is brains and 
ideas. If his project is fit to fill the most urgent of the unsatisfied needs 
of the consumers or to purvey them at a cheaper price than their old 
purveyors, he will succeed in spite of the much tallied of bigness and 
power of the old firms. 

Catallactic competition must not be confused with prize fights and 
beauty contests. The  purpose of such fights and contests is to discover 
~ v h o  is the best boxer or the prettiest girl. The social function of 
catallactic competition is, to be sure, not to establish who is the 
smartest boy and to reward the winner by a title and medals. Its 
function is to safeguard the best satisfaction of the consumers which 
they can attain under the given state of the economic data. 

Equality of opportunity is a factor neither in prize fights and beauty 
contests nor in any other field of competition, whether biological or 
social. The  immense majority of people are by the physiological 
structure of rheir bodies deprived of a chance to attain the honors 
of a boxing charnpion or a beauty queen. Only very few people can 
compete on the labor market as opera singers and movie stars. The  
most favorablc opportunity to compete in the field of scientific 
achievement is provided to the university professors. Yet, thousands 
and c'nousands of professo~s pass away withoiii leavifig afiy trace 
in the history of ideas and scientific progress, w-hile many of the 
handicapped outsiders win glory through marvelous contributions. 

It is usual to find fault with the fact that catallactic competition is not 
open to everybody in the same way. The  start is much more difficult 
for a poor boy than for the son of a wealthy man. But the consumers 
are not concerned about the problem of whether or  not the men who 
shall serve them start their careers under equal conditions. Their only 
interest is to secure the best possible satisfaction of their needs. If the 
system of hereditary property is more efficient in this regard, they 
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prefer it to other less efficient systems. They look at the matter from 
the point of view of social expediency and socia1 welfare, not from 
the point of view of an alleged, imaginary, and unrealizable "natural" 
right of every individual to compete with equal opportunity. The 
realization of such a right would require placing at a disadvantage 
those born with better intelligence and greater will power than the 
average man. It is obvious that this would be absurd. 

The term competition is mainly employed as the antithesis of 
monopoly. In this mode of speech the term monopoly is applied in 
different meanings which must be clearly separated. 

The first connotation of monopoly, very frequently implied in the 
popular use of the term, signifies a state of affairs in which the 
monopolist, whether an individual or a group of individuals, exclu- 
sively controls one of the vital conditions of human survival. Such a 
monopolist has the power to starve to death all those who do not 
obey his orders. He dictates and the others have no alternative but 
either to surrender or to die. With regard to such a monopoly there 
is no market or any other kind of catallactic competition. The mo- 
nopolist is the master and the rest are slaves entirely dependent on 
his good graces. There is no need to dwell upon this kind of monopoIy. 
It has no reference whatever to a market economy. It is enough to 
cite one instance. A world-embracing socialist state would exercise 
such an absolute and total monopoly; it would have the power to 
crush its opponents by starving them to death.12 

The second connotation of nlonopoly differs from the first in 
that it describes a state of affairs compatible with the conditions of 
a market economy. A monopolist in this sense is an individual or a 
group of individuals, fully combining for joint action, who has thc 
exclusive control of the supply of a definite commodity. If we define 
the term monopoly in this way, the domain of monopoly appears 
very vast. The products of the processing industries are more or less 
different from one another. Each factory turns out products different 
from those of the other plants. Each hoiel has a monopoly on the sale 
of its services on the site of its premises. The professional services 
rendered by a physician or a lawyer are never perfectly equal to 
those rendered by any other physician or lawyer. Except for certain 
raw materials, foodstuffs, and other stapIe goods, monopoly is every- 
where on the market. 

However, the mere phenomenon of nlonopoly is without any 
significance and relevance for the operation of the market and the 

1 2 .  Cf. Trotsky (1937) as quoted by Hayek, The Rpad to Serfdom (London, 
1944) 3 p. 89. 
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determination of prices It does not give the monopolist any advan- 
tage in selling his products. Under copyright Iaw every rhymester 
enjoys a monopoly in the salc of his poetry. But this does not influence 
the market. It may happen that no price whatever can be realized for 
his stuff and that his books can only be sold at their waste paper value. 

Monopoly in this second connotation of thc term becomes a factor 
in the determination of prices only if the demand curve for the 
monopoly good concerned is shaped in a particular way. If conditions 
are such that the monopolist can secure higher net proceeds by selling 
a smaller quantity of his product at a higher price than by selling a 
greater quantity of his supply at a lower price, there emerges a 
monopoly price higher than the potential market price would have 
been in the absence of monopoly. Monopoly prices are an important 
market phenomenon, while monopoly as such is only important if it 
can result in the formation of monopoly prices. 

It is customary to calI prices which are not monopoly prices com- 
petitive prices. While it is questionable whether or not this terminol- 
ogy is expedient, it is generalIy acceptedmd it would he difficnlt to 
change it. But onc must guard oneself against its misinterpretation. It 
would be a serious bIunder to deduce from the antithesis between 
monopoly price and competitive price that the monopoly price is the 
outgrowth of the absence of competition. There is always catallactic 
competition on the market. Catallactic competition is no less a factor 
in the determination of monopoly prices than it is in the dctcrmination 
of competitive prices. The shapc of the demand curve that makes 
the appearance of monopoly prices possible and directs the monopo- 
lists' conduct is determined by the competition of a11 other commodi- 
ties competing for the buyers' dollars. The higher the monopolist 
fixes the price at which he is ready to sell, the more potential buyers 
turn their dollars toward other vendible goods. On the market every 
commodity competes with all other commodities. 

There are people who maintain that the catallactic theory of prices 
is of no use for the study of reality because there has never been "frce" 
competition or because, at least today, there is no longer any such 
thing. All these doctrines are wrong.13 They misconstrue the phe- 
nomena and simply do not know what competition really is. It is a 
fact that the history of the last decades is a record of policies aiming 
at the restriction of competition. It is the manifest intention of these 
schemes to grant privileges to certain groups of producers by pro- 

r 3 .  For a refutation of the fashionable doctrines of imperfect and of monop- 
olistic competition cf. I?. A. Hayelr, Individualism and Economic Order (Chicago, 
1948), pp. 92-118. 
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tecting them against the competition of more efficient competitors. 
In many instances these policies have brought about the conditions 
required for the emergence of monopoly priccs. In many other in- 
stances this was not the case and the result was only a state of affairs 
preventing many capitalists, entrepreneurs, farmers, and workers 
from entering those branches of industry in which they would have 
rendered the most valuable services to their fellow citizens. Catallactic 
competition has been seriously restricted, but the market economy is 
still in operation although sabotaged by government and labor union 
interference. The system of catallactic competition is still function- 
ing although the productivity of labor has been seriously reduced. 

It is the ultimate end of these anticompetition policies to substitute 
for capitalism a socialist system of planning in which there is no 
catallactic competition at all. While shedding crocodile tears about 
the decline of competition, the planners want to abolish this "mad" 
competitive system. They have attained their goal in some countries. 
But in the rest of the world they have only restricted competition in 
some branches of business by increasing the number of people com- 
peting in other branches. 

The forces aiming at a restriction of cornpctition play a great role 
in our day. It is an important task of the history of our age to deal 
with them. Economic theory has no need to refer to them in particu- 
lar. The fact that there are trade barriers, privileges, cartels, govern- 
ment monopolies and labor unions is merely a datum of economic 
history. It does not rcquire special theorems for its interpretation. 

6. Freedom 

The words freedom and liberty signified for the most eminent 
representatives of mankind one of the most precious and desirable 
goods. Today it is fashionable to sneer at them. They are, trumpets 
the modern sage, "slipper$' notions and "bourgeois" prejudices. 

Freedom and liberty are not to be found in nature. In nature there 
is no phenomenon to which these terms could be meaningfully ap- 
plied. Whatever man does, he can never free himself from the re- 
straints which nature imposes upon him. If he wants to succeed in 
acting, he must submit unconditionally to the laws of nature. 

Freedom and liberty always refer to interhuman relations. A man 
is free as far as he can live and get on without being at the mercy 
of arbitrary decisions on the part of other people. In the frame of 
society everybody depends upon his fellow citizens. Social man can- 
not become independent without forsaking all the advantages of 
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social cooperation. The  self-sufficient individual is independent, but 
he is not free. He is at the mercy of everybody who is stronger than 
himself. The stronger fellow has the power to l d l  him with impunity. 
I t  is therefore nonsense to rant about an alleged "natural" and "inborn" 
freedom which people are supposed to have enjoyed in the ages 
preceding the emergence of social bonds. Man was not created free; 
what freedom he may possess has been given to him by society. Only 
societal conditions can present a man with an orbit within the limits 
of which he can attain liberty. 

Liberty and freedom are the conditions of man within a con- 
tractual society. Social cooperation under a system of private owner- 
ship of the means of production means that within the range of the 
market the individual is not bound to obey and to serve an overlord. 
As far as he gives and serves other people, he does so of his own accord 
in order to be rewarded and served by the receivers. IIe exchanges 
goods and services, he does not do compulsory labor and does not pay 
tribute. H e  is certainly not independent. H e  depends on the other 
members of society. But this dependence is mutual. The  buyer de- 
pends on the seller and the seller on the buyer. 

The main concern of many writers of the nineteenth and twentieth 
centuries was to misrepresent and to distort this obvious state of 
affairs. The  worlters, they said, are at the mercy of their employers. 
Now, it is true that the employer has the right to fire the employee. 
But if he makes use of this right in order to indulge in his whims, he 
hurts his own interests. It  is to his own disadvantage if he discharges 
a better man in order to hire a less efficient one. The  market does 
not directIy prevent anybody from arbitrarily inflicting harm on his 
fellow citizens; it only puts a penalty upon such conduct. The  shop- 
keeper is free to be r ~ ~ d c  to his customers provided he is ready to bear 
the consequences. The  consumers are free to boycott a purveyor pro- 
vided they are ready to pay the costs. What impels every man to the 
utmost eicrtion in the service of his fellow men and curbs innate 
tendencies toward arbitrariness and maiice is, in the market, not com- 
pulsion and coercion on the part of gendarmes, hangmen, and,penal 
courts; it is self-interest. The  ~nember of a contractual society is free 
because he serves others only in serving himself. What restrains him 
is only the inevitable natural phenomenon of scarcity. For the rest 
he is free in the range of the market. 

There is no kind of freedom and liberty other than the kind which 
the market economy brings about. In a totalitarian hegemonic society 
the only freedom that is left to the individual, because it cannot be 
denied to him, is the freedom to commit suicide. 
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The state, the social apparatus of coercion and compulsion, is by 
necessity a hegemonic bond. If government were in a position to 
expand its power ad libitum, i t  could abolish the market economy 
and substitute for it all-round totalitarian socialism. In order to pre- 
vent this, i t  is necessary to curb the power of government. This is the 
task of all constitutions, bills of rights, and laws. This is the meaning 
of all the struggles which men have fought for liberty. 

The detractors of libcrty arc in this sense right in calling it a "bour- 
geois" issue and in blaming the rights guaranteeing liberty for being 
negative. In the realm of state and government, lihcrty means restraint 
imposed upon the exercise of the police power. 

Liberty and freedom are terms employed for the description of 
the social conditions of the individual mcmbers of a market society in 
which the power of the indispensable hegemonic bond, the state, is 
curbed lest the operation of the market be endangered. In a totalitarian 
system there is nothing to which the attribute "free" could be attached 
hut the unlimited arbitrariness of the dictator. 

There would be no need to dwell upon this obvious fact if the 
champions of the abolition of liberty had not purposely brought about 
a semantic confusion. Thcy realized that it was hopeless for them to 
fight openly and sincerely for  restraint and servitude. The  notions 
liberty and freedom had such prestige that no propaganda could 
shake their popularity. Since time immemorial in the realm of West- 
ern civilization liberty has been considered as the most precious good. 
What  gave to the West its eminence was precisely its concern about 
liberty, a social ideal foreign to the oriental peoples. The social 
philosophy of the Occident is essentially a philosophy of freedom. 
T h e  main content of the history of Europe and the conlmunities 
founded by European emigrants and their descendants in other parts 
of the world was thc struggle for liberty. "R~lgged" individualism is 
the signature of our civilization. ATo open attack upon the freedom 
of the individual had any prospect of success. 

Thus the advocates of totalitarianism chose other tactics. They 
reverscd the meaning of words. Thcy call true or genuine liberty the 
condition of the individuals under a system in which they ha;e no 
right other than to obey orders. They call themseIves true liberals 
because they strive after such a social ordcr. They call democracy 
the Russian methods of dictatorial government. They call the labor 
union methods of violence and coercion "industrial democracy." 
They  call freedom of the press a state of affairs in which only the 
government is free to publish books and newspapers. They define 
liberty as the opportunity to do the "right" things, and, of course, 
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they arrogate to themselves the determination of what is right and 
what is not. In their eyes government omnipotence means full liberty. 
T o  free the police power from all restraints is the true meaning of 
their struggle for freedom. 

The market economy, say these self-styled liberals, grants liberty 
only to a parasitic class of exploiters, the bourgeoisie. These scoun- 
drels enjoy the freedom to enslave the masses. The wage earner is not 
free; he must toil for the sole benefit of his masters, the employers. The 
capitalists appropriate to themselves what according to the inalien- 
able rights of man should beIong to the worker. Under socialism the 
worker will enjoy freedom and human dignity because he will no 
longer have to slave for a capitalist. Socialism means the emancipation 
of the common man, means freedom for all. It means, moreover, riches 
for all. 

These doctrines have been able to triumph because they did not 
encounter effectivc rational criticism. Some economists did a brilliant 
job in unmasking their crass fallacies and contradictions. But the 
public ignores the teachings of economics. They are too heavy for 
the readers of tabloids and pulp magazines. The arguments advanced 
by average politicians and writers against socialism are either silly or 
irrelevant. It  is useless to stand upon an alleged "natural" right of in- 
dividuals to own property if other people assert that the foremost 
"natural" right is that of income equality. Such disputes can never be 
settled. It is beside the point to criticize nonessential, attendant fea- 
tures of the socialist program. One does not refute socialism bv at- 
tacking the socialists' stand on religion, marriage, birth control; and 
art. Morcover, in dealing with such matters the critics of socialism 
were often in the wrong. Thus, for instance, they were so inept as to 
turn the disapproval of the Bolshevist persecution of the Russian 
Church into an approbation of this debased, adamantly intolerant 
church and its superstitious practices. 

In spite of these serious shortcomings of the defenders of economic 
freedom it was impossible to fool all the people all the time about 
the essential features of socialism. The most fanatical planners were 
forced to admit that their projects involve the abolition of many 
freedoms pcople enjoy under capitalism and "plutodemocracy." 
Pressed hard, they resorted to a new subterfuge. The freedom to be 
abolished, fhey emphasize, is merely the spurious "economic" freedom 
of the capitalists that harms the common man. Outside the "economic 
sphere" freedom will not only be fully preserved, but considerably 
expandcd. "Planning for Freedom" has lately become the most 



The  Market 2 8 3  

popular slogan of the champions of totalitarian government and the 
Russification of all nations. 

The  fallacy of this argument stems from the spurious distinction 
between two realms of human life and action, entirely separated from 
one another, viz., the "economic" sphere and the "noneconomic" 
sphere. Wi th  regard to this issue there is no need to add anything to 
what has been said in the preceding pnrts of this book. IIon.ever, 
there is another point to  be stressed. 

Freedom, as people enjoyed i t  in the democratic countries of West- 
ern civilization in the years of the old liberalism's triumph, was not a 
product of constitutions, bills of rights, laws, and statutes. Those 
documents aimed only at safeguarding liberty and freedom, firmly 
established by the operation of the market economy, against en- 
croachments on the part of officeholders. N o  and no 
civil law can guarantee and bring about freedom otheru.ise than hv 
supporting and defending the fundamental institutions of the markdt 
economy. Government means always coercion and compulsion and 
is by necessity the opposite of liberty. Government is a guarantor of 
liberty and is compatibk with liberty only if its range is adequately 
restricted t o  the preservation of economic freedom. Where there is 
no market economy, the best-intentioned provisions of constitutions 
and laws remain a dead letter. 

The  freedom of man under capitalism is an effect of competition. 
T h e  worker does not depend on the good graces of an employer. If 
his employer discharges him, he finds another employer.I4 The con- 
sumer is not at the mercy of the shopkeeper. H e  is free to patronize 
another shop if he likes. Nobody must Itiss other people's hands or 
fear their disfavor. Interpersonal relations are businesslike. The  ex- 
change of goods and services is mutual; it is not a favor to  sell or  to  
buy, it is a transaction dictated b y  selfishness on either side. 

I t  is true that in his capacity as a producer every man depends 
either directly-e.g., the entrepreneur-or indirectly-e.g., the hire: 
worker-on the demands of the consumers. However, this dependence 
upon the supremacy of the consumers is not unljmited. If a man has 
a weighty reason for defying the sovereignty of the consumers, he 
can try it. There is in the range of the market a very substantial and 
effective right t o  resist oppression, Nobody is forced to go into the 
liquor industry o r  into a gun factory if his conscience objects. H e  
may have to  pay a price for his conviction; there are in this world 
no  ends the attainment of which is gratuitous. But it is left to a man's 

14. See below, pp. 595-596. 
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own decision t o  choose between a material advantage and the call of 
what he believes to  be his duty. In the market economy the individual 
alone is the supreme arbiter in matters of his satisfaction.15 

Capitalist society has no means of compelling a man to change his 
occupation or  his place or work other than to  reward those complying 
with the wants of the consumers by higher pay. I t  is precisely this 
kind of pressure which many people consider as unbearable and hope 
to  see abolished under socialism. They  are too dull to realize that the 
only alternative is t o  convey t o  the authorities full power to  deter- 
mine in what branch and at what place a man should work. 

In his capacity as a consumer man is no less free. H e  alone decides 
what is more and what is less important for him. H e  chooses how to 
spend his money according t o  his own will. 

T h e  substitution of econon~ic planning for the market economy 
removes all freedom and leaves to the individual merely the right to 
obey. The  authority directing all econon~ic matters controls all 
aspects of a man's life and activities. It is the only employer. All 
labor becomes compulsory labor because the employee must accept 
what the chief deigns to offer him. The  economic tsar determines 
what and how much of each the consumer may consume. There is 
no sector of human life in which a decision is lcft to  the individual's 
value judgments. The  authority assigns a definite task to him, trains 
him for this job, and employs him at the place and in the manner it 
deems expedient. 

As soon as the economic freedom which the market economy grants 
to  its members is removed, all political liberties and bills of rights 
become humbug. Habeas corpus and trial by  jury arc a sham if, under 
the pretext of economic expediency, the authority has full power 
to  relegate every citizen it dislikes t o  the arctic or  to  a desert and t o  
assign him "hard labor" for life. Freedom of the press is a mere blind 

15. I n  the political sphere resistance to  oppression racticed by the established 
government is the ultiwa ratio of those oppressed. &owever illegal and unbear- 
abie the oppression, however iofty and nohie the motives of the rebeis, and how- 
ever beneficial the consequenccs of their violent resistance, a revolution is al- 
ways an illegal act, disintegrating the established order of state and government. 
It  is an essential mark of civil government that it  is in its territory the only 
agency which is in a position to  resort to measures of violence or to  declare legiti- 
mate whatever violence is practiced by other agencies. A revolution is an act of 
warfare between the citizens, it abolishes the very foundations of legality and is 
at best restrained by the questionable international customs concerning belliger- 
ency. If victorious, it can afterwards establish a new legal order and a new govern- 
ment. But it can never enact a legal "right to resist oppression." Such an impunity 
granted to people venturing armed resistance to  the armed forces of the govern- 
ment is tantamount to anarchy and incompatible with any mode of government. 
The Constituent Assembly of the first French Revolution was foolish enough to 
decree such a right; but it was not so foolish as to take its own decree seriously. 
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if the authority controls all printing offices and paper plants. And so 
are a11 the other rights of men. 

A men has freedom as far as he shapes his life according to his own 
plans. A man whose fate is dctermined by the plans of a superior 
authority, in which the cxclusivc power to plan is vested, is not free 
in the sensc in which this term "free" was used and understood by 
all people until the semantic revolution of our day brought about 
a confusion of tongues. 

7. Inequality of Wealth and Income 

The incquality of individuals with regard to wealth and income 
is an essential feature of the market economy. 

The fact that freedom is incompatible with equality of wcaIth and 
income has been stressed by man; authors. ~ h e i e  is no need to enter 
into an examination of the emotional arguments advanced in these 
writings. Neither is it necessary to raise the question of whether the 
rcnunciation of liberty could in itself guarantee the establishment 
of equality of wcalth and income and whether or not a society could 
subsist on the basis of such an cquality. Our task is merely to describe 
the role inequality   lays in the framework of the nlarlrct society. 

In the market society direct compulsion and coercion are practiced 
only for the sake of preventing acts detrimental to social cooperation. 
For the rest individuals are not molested by the police power. The 
law-abiding citizen is free from the interference of jailers and hang- 
men. What pressure is needed to impel an individual to contribute his 
share to the cooperative effort of production is exercised by the price 
structure of the market. This pressure is indirect. It puts on each in- 
dividual's contribution a premium graduated according to thc value 
which the consumers attach to this contribution. In rewarding the 
individual's effort according to its value, it leaves to everybody the 
choice between a more or less complete utilization of his own faculties 
and abilities. This method can, of conrse, not eliminate t!w dlsadvan- 
tages of inherent personal inferiority. But it provides an incentive to 
everybody to exert his faculties and abilities to the utmost. 

The only alternative to this financial pressure as cxercised by the 
market is direct pressure and compulsion as exercised by the police 
power. The authorities must be entrusted with the task of determining 
the quantity and quality of work that each individual is bound to per- 
form. As ii~dividuals are unequal with regard to their abilitics, this 
rcquires an examination of thcir personalities on the part of the 
authorities. The individual beconics an inmate of a penitentiary, as it 
were, to whom a definite task is assigned. If he fails to achieve what 
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the authorities have ordered him to do, he is liable to punishment. 

It is important to realize in what the difference consists benveen 
direct pressure exercised for the prevention of crime and that ex- 
ercised for the extortion of a definite performance. In the former case 
all that is required from the individual is to avoid a certain mode of 
conduct, precisely determined by law. As a rule it is easy to establish 
whether or not this interdiction has been observed. In the second case 
the individual is liable to accomplish a definite task; the law forces 
him toward an indefinite action, the determination of which is left 
to the decision of the executive power. The individual is bound to 
obey whatever the administration orders him to do. Whether or not 
the command issued by the executive power was adequate to his 
forces and faculties and whether or not he has complied with it to 
the best of his abilities is extremely difficult to establish. Every citizen 
is with regard to all aspects of his personality and with regard to all 
manifestations of his conduct subject to the decisions of the authori- 
ties. In the market economy in a trial before a penal court the pros- 
ecutor is obliged to produce sufficient evidence that the defendant 
is guilty. But in matters of the performance of compulsory work it 
devolves upon the defendant to prove that the task assigned to him 
was beyond his abilities or that he has done all that can be expected 
of him. The administrators combine in their persons the offices of the 
legislator, the executor of the law, the public prosecutor, and the 
judge. The defcndants are entirely at their mercy. This is what people 
have in mind when speaking of lack of freedom. 

No system of the social division of labor can do without a method 
that makes individuals responsible for their contributions to the 
joint productive effort. If this responsibility is not brought about by 
the price structure of the market and the inequality of wealth and 
income it hegcts, it must be enforced by the methods of direct com- 
pulsion as practiced by the police. 

8. Entrepreneurial Profit and Loss 

Profit, in a broader sense, is the gain derived from action; it is 
the increase in satisfaction (decrease in uneasiness) brought about; 
it is the difference between the higher vaIue attached to the result 
attained and the lower value attached to the sacrifices made for its 
attainment; it is, in other words, yield minus costs. T o  make profit 
is invariably the aim sought by any action. If an action fails to attain 
the ends sought, yield either does not exceed costs or lags behind 
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costs. In the latter case the outcome means a loss, a decrease in satis- 
faction. 

Profit and loss in this original sense are psychic phenomena and as 
such not open to measurement and a mode of expression which could 
convey to other people precise information concerning their inten- 
sity. A man can tell a fellow man that a suits him better than b; but 
he cannot communicate to another man, except in vague and indistinct 
terms, how much the satisfaction derived from a exceeds that de- 
rived from b. 

In the market economy all those things that are bought and sold 
against money are marked with money prices. In the monetary calculus 
profit appears as a surplus of money received over money expended 
and loss as a surplus of money expended over money received. Profit 
and loss can be expressed in definite amounts of money. It is possible 
to ascertain in terms of money how much an individual has profited 
or lost. However, this is not a statement about this individual's psychic 
profit or loss. It is a statement about a social phenomenon, about the 
individual's contribution to the societal effort as it is appraised by the 
other members of society. It does not tell us anything about the 
individual's increase or decrease in satisfaction or happiness. It merely 
reflects his fellow men's evaluation of his contribution to social co- 
operation. This evaluation is ultimately determined by the efforts of 
every rnembcr of society to attain the highest possible psychic profit. 
It  is the resultant of the composite effect of all these people's sub- 
jective and personal value judgments as manifested in their conduct 
on the market. But it must not be confused with these value judgments 
as such. 

W e  cannot even think of a state of affairs in which people act with- 
out the intention of attaining psychic profit and in which their actions 
result neither in psychic profit nor in psychic loss.16 In the imaginary 
construction of an evenly rotating economy there are neither money 
profits nor money losses. But every individual derives a psychic profit 
from his actions, or else he would not act at all. The farmer feeds 
and milks his cows and sells the milk because he values the things 
he can buy against the money thus earned more highly than the costs 
expended. The absence of money profits or losses in such an evenly 
rotating system is due to the fact that, if we disregard the differences 

16. If an action neither improves nor impairs the state of satisfaction, it still 
involves a psychic loss because of the uselessness of the expended psychic effort. 
T h e  individual concerned would have been better off if he had inertly enjoyed 
l ie .  
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brought about by the higher valuation of present goods as co111- 
pared with future goods, the sum of the prices of all complementary 
factors needed for production precisely equals the price of the 
product. 

In the changing world of reality differences between the sum of the 
prices of the complementary factors of production and the prices of 
the products emerge again and again. I t  is these differences that bring 
about money profits and money losses. ,4s far as such changes affect 
the sellers of labor and those of the original nature-given factors of 
production and of the capitalists as moneylenders, we will deal with 
them later. At  this point we are dealing with entrepreneurial profit 
and loss. It  is this problem that people have in mind when employing 
the terms profit and loss in mundane speech. 

Like every acting man, thc entrepreneur is always a speculator. He 
deals with the uncertain conditions of the future. His success or 
failure depends on the correctness of his anticipation of uncertain 
events. If he fails in his understanding of things to  come, he is doomed. 
The only source from which an entrepreneur's profits stem is his 
ability to anticipate better than other people the future demand of 
the consumers. If everybody is correct in anticipating the future state 
of the market of a certain con~modity, its price and the prices of the 
complementary factors of production concerned would already today 
be adjusted to this future state. Xeither profit nor loss can emerge for 
those embarking upon this line of business. 

The  specific entrepreneurial function consists in determining the 
employment of the factors of production. T h e  entrepreneur is the 
man who dedicates them to special purposes. In doing so he is driven 
solely by the selfish interest in making profits and in acquiring wealth. 
But he cannot evade the law of the market. H e  can succeed only by 
hest serving the consumers. His profit depends on the approval of 
his conduct by the consumers. 

One must not confuse entrepreneurial profit and loss with other 
factors affecting the entrepreneur's proceeds. 

T h e  entrepreneur's technological ability does not affect the spccitic 
entrepreneurial profit or loss. As far as his own technological activities 
contribute to the returns earned and increase his net income, we are 
confronted with a compensation for work rendered. It  is wages paid 
to the entrepreneur for his labor. Neither does the fact that not every 
process of production succeeds technologically in bringing about the 
product expected, influence the specific entrepreneurial profit or 
loss. Such failures are either avoidable or unavoidable. In the first case 
they are due to the technoIogically inefficient conduct of affairs. Then 



the losses resulting are tu be debited to the entrepreneur's personal 
insuficicncy, i.e., either to his lack of technological ability or to his 
lack of the ability to hire adequate helpers. In the second case the 
failures arc due to the fact that the present state of t c chno lo~ i~a l  
knowledge prevents us from fully controlling the condltiom on 
which success depends. This deficiency nlay be caused either by in- 
complete knowledge concerning the conditions of success or by 
ignorance of  neth hods for controlhng fully sonic of the Icnon 11 condi- 
tions. The price of the factors of production takes into account this 
unsatisfactory state of our Itnowledge and technological pou er. 'I'he 
price of arable land, for instance, takes into full account the fact that 
there are bad harvests, as it is determined by the anticipated average 
yield. T h e  fact that the bursting of bottles reduces the output of 
champagne docs not affect entrepreneurial profit and loss. It is nlerelv 
one of the factors determining the cost of production and the p i c e  
of champagne.I7 

Accidents affecting the process of production, thc nleans o f  pro- 
duction, or the products while they are still in the hands of the entre- 
preneur arc an itern in the bill of production costs. Experience, \t hich 
conveys t o  the businessman all other technological Ixlowledge, pro- 
vides jlim also u i t h  inforniatiol~ about the average reduction in the 
quantity of physical output which such accidents are likely to Ilring 
about. By opening contingent reserves, 11c converts their effects into 
regular costs of production. With rcgarcl to contingencies the ex- 
pected incidence of which is too rare and too irregular ro be dealt 
with in this u ay by  ~ndividual firms of normal size, concerted action 
on the part of suficiently large groups of firms takes care of the 
matter. T h e  individual &ms cooperate under the principle of in- 
surance against damage caused by fire, flood, or other similar con- 
tingencies. Then an insurance premium ib substituted for an appropria- 
tion to a contingency reserve. A t  any rate, the risks incurred by 
accidents do  not introduce uncertainty into the conduct of the techno- 
jogicai processes.'"If an entrepreneur neglects to deal with then1 
duly, he gives proof of his technical insufficiency. ' l h  losses thus 
incurred are to be debited to bad techniques applied, not to his 
entrepreneurial function. 

The  elimination of those entrepreneurs who fail to  give to their 
enterprises the adequate degree of technological efficiency or v hose 

17. Cf. Mangoldt, Die L e h e  vom Unternebmergewinn (Leipig, 18551, p. 82. 
T h e  fact that out of loo liters o f  plain wine one cannot produce roo lltcrs of 
champagne, but a smaller quantity, has the same significance as the fact that loo 
kilograms of sugar beet do  not yield loo kilograms of sugar but a smaller quantiry. 

18. Cf. Knight, Risk, Uncertainty and Profit (Boston, 192  I ) ,  pp. 2 11-2'3. 
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tcchnological ignorance vitiates their cost calculation is effected on 
thc marlxt in the same way in which those deficient in the per- 
fornlancc of the specific entrepreneurial functions are eliminated. It 
may happen that an entrepreneur is so successful in his specific entre- 
prencurial function that he can compensate losses caused by his 
technological failurc. It may also happen that an entrepreneur can 
counterbalance losses due to failure in his entrepreneurial function 
I,y the advantages derived from his technological superiority or  from 
the differential rent yielded by  the higher productivity of the factors 
of production he employs. But one must not confuse the various 
functions which are combined in the conduct of a business unit. The  
technologically more efficient entrepreneur earns higher wage rates 
or quasi-wage rates than the less eficient in the same way in which 
the more efficient Lvorker earns more than the less efficient. The  more 
cflicient machine and the more fertile soil produce higher physical 
returns per unit of costs expended; they yield a differential rent 
whcn compared with the less efficient machine and the less fertile 
soil. 'The higher wage rates and the higher rent are, ceteris paribus, 
the corollary of higher physical output. But the specific entrepre- 
neurial profits and losses are not produced by the quantity of physical 
output. They depend on the adjustment of output to the most ur- 
gent wants of the consumers. What  produces them is the extent t o  
lvhich the entrepreneur has succeeded or  failed in anticipating the 
future-necessarily uncertain-state of the market. 

The  entrepreneur is also jeopardized by political dangers. Govern- 
rr~ent policies, revolutions, and wars can damage or annildate his 
enterprise. Such events do not affect him alone; they affect the mar- 
ket economy as such and all individuals, although not all of them to 
the same exient. For the individual entrepreneur they are data which 
he cannot alter. If he is efficient, he will anticipate them in time. But 
it is not always possible for  him to adjust his operations in such a way 
as to  avoid damage. If the dangers expected concern only a part of 
the territory w-hich is accessible to his entrepreneurial activities, he 
can avoid operating in the menaced areas and can prefer countries in 
which the danger is less imminent. But if he cannot emigrate, he must 
stay where he is. If all entrepreneurs were fully convinced that the 
total victory of Bolshevism was impending, they would neverthe- 
less not abandon their entrepreneurial activities.  he expectation of 
imminent expropriation will impel the capitalists t o  consume their 
funds. The  entrepreneurs will be forced t o  adjust their plans t o  the 
market situation created by  such capital consumption and the threat- 
ened nationalization of their shops and plants. But they will not stop 
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operating. If some entrepreneurs go out of business, others will take 
their place-newcomers or old entreprcneurs expanding the size of 
their enterprises. In the market economy there will always be entre- 
preneurs. Policies hostile to capitalism may deprive the consumers of 
the greater part of the benefits they would have reaped from un- 
hampered entrepreneurial activities. But they cannot eliminate the 
entrepreneurs as such if they do not entirely destroy the market 
economy. 

The ultimate source from which entrepreneurial profit and loss are 
derived is the uncertainty of the future constellation of demand and 
supply. 

If all entrepreneurs were to anticipate correctly the future state 
of the market, there would be neither profits nor losses. The  prices 
of all the factors of production would already today be fully adjusted 
to tomorrow's prices of the products. In buying the factors of pro- 
duction the entrepreneur would have to expend (with due allowance 
for  the difference between the prices of present goods and future 
goods) no less an amount than the buyers will pap him later for the 
product. An entreprcneur can make a profit only if he anticipates 
future conditions more correctly than other entreprcneurs. Then he 
buys the coniplcmcntary factors of production at prices the sum of 
which is smaller than the price at which he sells the product. 

If we want to construct the image of changing economic condi- 
tions in which there are neither profits nor losses, we must resort to 
an unrealizable assumption: perfect foresight of all future events on 
the part of all individuals. If those primitive hunters and fishermen to 
whom it is customary to ascribe the first accumulation of produced 
factors of production had known in advance a11 the future vicissitudes 
of human affairs, and if they and all their descendants until the last 
day of judgment, equipped with the same omniscience, had appraised 
all factors of production accordingly, entrepreneurial profits and 
losses would never have emerged. Entrepreneurial profits and losses 
are created through the discrepancy between the expected prices and 
the prices later really fixed on the markets. It  is possible to confiscate 
profits and to transfer them from the individuals to whom they have 
accrued to other people. But ncither profits nor losses can ever dis- 
appear from a changing world not populated solely with omniscient 
people. 
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9. Entrcprencurial Profits and Losses in a Progressing 
Economy 

In the imaginary construction of a stationary economy the total sum 
of all entrepreneurs' profits equals the total sum of all entrepreneurs' 
losses. What one entrepreneur profits is in the total economic system 
counterbalanced by another entrepreneur's loss. The  surplus which 
all the consumers together expend for the acquisition of a certain 
commodity is counterbdanced by the reduction in their expenditure 
for the acquisition of other commodities.'" 

It  is different in a progressing economy. 
W e  call a progressing economy an economv in which the per capita 

quota of capital invested is increasing. In &ing this term we do not 
imply value judgments. W e  adopt neither the "materialistic" view 
that such a progression is good nor the "idealistic" view that it is bad 
or a t  least irrelevant from a "higher point of view." Of course, it is 
a well-linown fact that the immense majority of people consider the 
consequences of progress in this sense as the most desirable state of 
affairs and yearn for conditions which can be realized only in a pro- 
gressing economy. 

In the stationary economy the entrepreneurs, in the pursuit of their 
specific functions, cannot achieve anything other than to withdraw 
factors of production, provided that they are still c o n ~ c r t i b l e , ~ ~  
from one line of business in order to employ them in another line, or 
to direct the restoration of the equivalent of capital goods used up 
in the course of production processes toward the expansion of cer- 
tain branches of industry at the expense of other branches. In the 
progressing economy the range of entrepreneurial activities includes, 
moreover, the determination of the employment of the additional 
capital goods accumulated by new savings. T h e  injection of these 
additiona1 capital goods is bbund to increase the total sum of the 
income produced, i.e., of that supply of consumers' goods which can 
be consu~ned without diminishing the capital equipment used in its 
production and thereby without impairing the output of future 
production. T h e  increase of income is effected either by an expan- 
sion of production without altering the technological methods of 
production or by an improvement in technoIogica1 methods which 

19. If we were to appIy the faulty concept of a "national income" as used in 
popular speech, we would have to say that no part of national income goes into 
profits. 

20. The problem of the convertibility of capital soods is dealt with below, pp. 
4Wj05. 
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would not have been feasible under the previous conditions of a less 
ample supply of capital goods. 

It is out of this additional wealth that the surplus of the total sum of 
entrepreneurial profits over the total sum of entrepreneurial losses 
flows. But it can be easily demonstrated that this surplus can never 
exhaust the total increase in wealth brought about by economic prog- 
ress. The laws of the market divide this additional wealth between 
the entrepreneurs and the suppliers of labor and those of certain 
material factors of production in such a way that thc lion's share goes 
to the nonentrepreneurial groups. 

First of all we must realize that entrepreneurial profits are not a 
lasting phenomenon but only temporary. There prcvails an inherent 
tendency for profits and losses to disappear. The market is always 
moving toward the emergence of the final prices and the finaI state 
of rest. If new changes in the data were not to interrupt this move- 
ment and not to create the need for a new adjustment of production 
to  the altered conditions, the prices of all complementary factors of 
production would-due allowance being rnade for time preference 
-finally equal the price of the product, and nothing would be left for 
profits or losses. In the long run every increase in productivity bene- 
fits exclusively the workers and some groups of the owners of land 
and of capital goods. 

In the groups of the owners of capital goods there are benefited: 
I.  Those whose saving has increased the quantity of capital goods 

available. They own this additional wealth, the outcome of their 
restraint in consuming. 

2. The owners of those capital goods already previously existing 
which, thanks to the improvement in technological methods of pro- 
duction, are now better utilized than before. Such gains are, of course, 
temporary only. They are bound to disappear as they cause a tend- 
ency toward an intensified production of the capital goods concerned. 

On the other hand, the increase in the quantity of capital goods 
available lowers the marginal productivity of capital; it thus brings 
about a fall in the prices of the capital goods and thereby hurts the 
interests of all those capitalists who did not share at all or not suffi- 
ciently in the process of saving and the accumulation of the additional 
supply of capital goods. 

In the group of the landowners all those are benefited for whom 
the new state of affairs results in a higher productivity of their farms, 
forests, fisheries, mines, and so on. On the other hand, all those are 
hurt whose property may become submarginal on account of the 
higher return yielded by the land owned by those benefited. 
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In the group of labor all derive a lasting gain from the increase in 

the marginal productivity of labor. But, on the other hand, in the 
short run some may suffer disadvantages. These are people who were 
specialized in the performancc of work which becomes obsolete 
as a result of technological improvement and are fitted only for jobs 
in which-in spite of the general rise in wage rates-they earn less 
than before. 

All these changes in the prices of the factors of production begin 
immediately with the initiation of the entrepreneurial actions designed 
to adjust the processes of production to the new state of affairs. In 
dealing with this problem as with the other problems of changes in 
the market data, we must guard ourselves against the popular fallacy 
of drawing a sharp line between short-run and long-run effects. What 
happens in the short run is precisely the first stages of the chain of 
successive transformations which tend to bring about the long-run 
effects. The long-run effect is in our case the disappearance of entre- 
preneurial profits and losses. The short-run effects are the preliminary 
stages of this process of elimination which finally, if not interrupted 
by a further change in the data, would result in the cmergence of 
the evenly rotating economy. 

It is necessary to comprehend that the very appearance of an ex- 
cess in the total amount of entrepreneurial profits ovcr the total 
amount of entrepreneurial losses depends upon the fact that this 
process of the elimination of entrepreneurial profit and loss begins at 
the same time as the entrepreneurs begin to adjust the complex of 
production activities to the changed data. There is never in the whole 
sequence of events an instant in which the advantages derived from 
the increase in the amount of capital available and from technical 
improvements benefit the entrepreneurs only. If the wealth and the 
income of the other strata were to remain unaffected, these people 
couId buy the additional products only by restricting their pur- 
chases of other products accordingly. Thcn the profits of one group 
of entrepreneurs would exactly equal the losses incurred by other 
groups. 

What happens is this: The entrepreneurs embarking upon the uti- 
lization of the newly accumulated capital goods and the improved 
technological methods of production are in need of complementary 
factors of production. Their demand for these factors is a new ad- 
ditional demand which must raise their prices. Only as far as this rise 
in prices and wage rates occurs, are the consumers in a position to buy 
the new products without curtailing the purchase of other goods. 



The Market 

Only so far can a surplus of the total sum of a11 entrepreneurial profits 
over all entrepreneurial losses come into existence. 

The vehicle of economic progress is the accumulation of additional 
capital goods by means of saving and improvement in technological 
methods of production the execution of which is almost always con- 
ditioned by the availability of such new capitaI. The agents of progress 
are the promoting entrepreneurs intent upon profiting by means of 
adjusting the conduct of affairs to the best possible satisfaction of the 
consumers. In the performance of their projects for the realization of 
progress they are bound to share the benefits derived from progress 
with the workers and also w-ith a part of the capitalists and landowners 
and to increase the portion allotted to these people step by step until 
their own sharc melts away entirely. 

From this it becomes evident that it is absurd to speak of a "rate 
of profit" or a "normal rate of profit" or an "average rate of profit." 
Profit is not related to or dependent on the amount of capital em- 
ployed by the entreprcneur. Capital does not "beget" profit. Profit 
and loss are entircly determined by the success or failure of the 
entrepreneur to adjust production to the demand of the consumers. 
There is nothing "normal" in profits and there can never be an 
"equilibrium" with regard to them. Profit and loss are, on the contrary, 
always a phenomcnon of a deviation from "normalcy," of changes 
unforeseen by the majority, and of a "disequilibrium." They have 
no place in an imaginary world of normalcy and equilibrium. In a 
changing cconomy there prevails always an inhercnt tendency for 
profits and losses to disappear. It is only the cmergencc of new changes 
which revives them again. Under stationary conditions the "average 
rate" of profits and losses is zero. An excess of the total amount of 
profits over that of losses is a proof of the fact that there is economic 
progress and an improvement in the standard of living of all strata 
of the population. The greater this excess is, the greater is the in- 
crement in general prosperity. 

R4any people are utterly unfit to deal with the phenomenon of 
entrepreneurial profit without indulging in envious resentment. In 
their eyes the source of profit is exploitation of the wage earners and 
the consumers, i.e., an unfair reduction in wage rates and a no less 
unfair increase in the prices of the products. By rights there should 
not be any profits at all. 

Economics is indifferent with regard to such arbitrary vaIue judg- 
ments. It is not interested in the problem of whether profits are to be 
approved or condemned from thc point of view of an alleged natural 
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law and of an alleged eternal and immutable code of morality about 
which personal intuition or divine revelation are supposed to convey 
precise information. Economics merely establishes the fact that entre- 
preneurial profits and losses are essential phenomena of the market 
economy. There cannot be a market economy without them. It is 
certainly possible for the police to confiscate all profits. But such 
a policy would by necessity convert the market economy into a 
senseless chaos. Man has, there is no doubt, the power to destroy many 
things, and he has made in the course of history ample use of this 
faculty. He could destroy the market economy too. 

If those self-styled moralists were not blinded by their envy, they 
would not deal with profit without dealing simultaneously with its 
corollary, loss. They would not pass over in silence the fact that 
the preliminary conditions of economic i~nprovement arc an achieve- 
ment of those whose saving accumulates the additional capital goods 
and of the inventors, and that the utilization of these conditions for 
the realization of economic improvement is effected by the entre- 
preneurs. The rest of the people do not contribute to progress, but 
they are benefited by the horn of plenty which other people's activities 
pour upon them. 

What has been said about the progressing economy is wmtatis 
mutandis to be applied to the conditions of a retrogressing economy, 
i.e., an economy in which the per capita quota of capital invested is 
decreasing. In such an economy there is an excess in the total sum of 
entrepreneurial losses over that of profits. People who cannot free 
themselves from the fallacy of thinking in concepts of collectives 
and whole groups might raise the question of how in such a retro- 
gressing economy there could be any entrepreneurial activity at all. 
Why should anybody embark upon an enterprise if he ltnows in 
advance that mathematically his chance of earning profits arc smaller 
than those of suffering losses? However, this mode of posing the 
~ r n h l e m  is fallacious. Like other people? entrepreneurs do not act as 
members of a class, bur as individuals. No  entrepreneur bothers a whit 
about the fate of the totality of the entrepreneurs. It is irrelevant to 
the individual entrepreneur what happens to other people whom 
theories, according to a certain characteristic, assign to the same class 
they assign hi~n. In the living, perpetually changing market society 
there are always profits to be earned by efficient entrepreneurs. The 
fact that in a retrogressing economy the total amount of losses exceeds 
the total amount of profits does not deter a man who has confidence 
in his own superior efficiency. A prospective entrepreneur does not 
consult the calculus of probability which is of no avail in the field of 
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understanding. He trusts his own ability to understand future market 
conditions better than his less gifted fellow men. 

The entrepreneurial function, the striving of entrepreneurs after 
profits, is the driving power in the market economy. Profit and loss 
are the devices by means of which the consumers exercise their 
supremacy on the market. T h e  behavior of the consumers makes 
profits and losses appear and thereby shifts ownership of the means 
of production from the hands of the less efficient into those of the 
more efficient. I t  makes a man the more influential in the direction of 
business activities the better he succeeds in serving the consumers. In 
the absence of profit: and loss the entrepreneurs would not know 
what the most urgent needs of the consumers are. If some entre- 
preneurs were to guess it, they would lack the means to adjust pro- 
duction accordingly. 

Profit-seeking business is subject to the sovereignty of the con- 
sumers, while nonprofit institutions are sovereign unto themselves 
and not responsible to the public. Production for profit is necessarily 
production for use, as profits can only be earned by providing the 
consumers with those things they most urgently want to use. 

The moralists' and sermonizers' critique of profits misses the point. 
I t  is not the fault of the entrepreneurs that the consumers-the people, 
the common man-prefer liquor to Bibles and detective stories to 
serious books, and that governments prefer guns to butter. The  entre- 
preneur does not make greater profits in selling "bad" things than 
in selling "good" things. His profits are the greater the better he 
succeeds in providing the consumers with those things they ask for 
most intensely. People do not drink intoxicating beverages in order 
to make the "alcohol capital" happy, and thcy do not go to war in 
order to increase the profits of the "merchants of death." The  exist- 
ence of the armaments industries is a consequence of the warlike 
spirit, not its cause. 

It  is not the business of the entrepreneurs to make people substitute 
sound ideologies for unsound. It rests with the philosophers to change 
people's ideas and ideals. The  entrepreneur serves the consumers as 
thcy are today, however wicked and ignorant. 

We may admire those who abstain from making gains they co~lld 
reap in producing deadly weapons or hard liquor. However, their 
laudable conduct is a mere gesture without any practical effects. Even 
if all entrepreneurs and capitalists were to follow their example, wars 
and dipsomania would not disappear. As was the case in the pre- 
capitalistic ages, governments would produce the weapons in their 
own arsenals and drinkers would distill their own liquor. 
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Sonze Observations on the Underconsumption 
Bogey and on the Purchclsing Power Argument 

In speaking of underconsumption, people mean to describe a state of 
affairs in which a part of the goods produced cannot be consumed because 
the people who could consume them arc by their poverty prevented from 
buying them. These goods remain unsold or can be swapped only at prices 
not covering the cost of production. Hence various disarrangements and 
disturbances arise, the total complex of which is called economic depres- 
sion. 

Now it happens again and again that entrepreneurs err in anticipating the 
future state of the market. Instead of producing those goods for which the 
demand of the consumers is most intense, they produce less urgently 
needed goods or things which cannot be sold at all. These inefficient entre- 
preneurs suffer losses while their more efficient competitors who antici- 
pated the wishes of the consumers earn profits. The losses of the former 
group of entrepreneurs are not caused by a general abstention from buying 
in the part of the public; they arc due to the fact that the public prefers to 
buy other goods. 

If it were true, as the underconsumption myth implies, that the workers 
are too poor to buy the products because the entrepreneurs and the capi- 
talists unfairly appropriate to themselves what by rights should go to the 
wage earners, the state of affairs would not be altered. The "exploiters" 
are not supposed to exploit from sheer wantonness. They want, it is in- 
sinuated, to increase at the expense of the "exploited" either their own 
consumption or their own investments. They do not wichdraw their booty 
from the universe. They spend it either in buying luxuries for their own 
household or in buying producers' goods for the expansion of their enter- 
prises. Of course, their demand is directed toward goods other than those 
the wage earners would have bought if the profits had been confiscated and 
distributed among them. Entrepreneurial errors with regard to the state of 
the market of various classes of commodities as created by such "exploita- 
tion" are in no way different from any other entrepreneurial shortcomings. 
Entrepreneurial errors result in losses for the inefficient entrepreneurs 
which are counterbalanced by the profits of the efficient entrepreneurs. 
They make business bad for some groups of industries and good for other 
groups. They do not bring about a general depression of trade. 

The underconsumption myth is baseless self-contradictory balderdash. 
Its reasoning crumbles away as soon as one begins to examine it. It is un- 
tenable even if one, for the sake of argument, accepts thc "exploitation" 
doctrine as correct. 

The purchasing power argument runs in a slightly different manner. 
It contends that a rise in wage rates is a prerequisite of the expansion of 
production. If wage rates do not rise, there is no use for business to increase 
the quantity and to improve the quality of the goods produced. For the 
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additional products would find no buyers or only such buyers as restrict 
their purchases of other goods. What is needed first for the realization of 
economic progress is to make wage rates rise continually. Government or 
labor union pressure and compulsion aiming at the enforcement of higher 
wage rates are the main vehicles of progress. 

As has been demonstrated above the emergence of an excess in the total 
sum of entrepreneurial profits over the total sum of entrepreneurial losses 
is inseparably hound up with the fact that a portion of the benefits derived 
from the increase in the quantity of capital goods available and from 
the improvement of technological procedures goes to the nonentrepreneur- 
ial groups. The rise in the prices of complementary factors of production, 
first among them wage rates, is neither a concession which the entrepre- 
neurs willy-nilly must make to the rest of the people nor a clever device of 
the entrepreneurs in order to make profits. It is an unavoidable and neces- 
sary phenomenon in the chain of successive events which the endeavors of 
the entrepreneurs to make profits by adjusting the supply of the consumers' 
goods to the new state of affairs are bound to bring about. The same process 
which results in an excess of entrepreneurial profits over losses causes first 
-i.e., before such an excess appears-the emergence of a tendency toward 
a rise in wage rates and in the prices of many material factors of production. 
And it is again the same process that would in the further course of events 
make this excess of profits over losses disappear, provided that no further 
changes, increasing the amount of capital goods available, were to occur. 
The cxcess of profits over losses is not a consequence of the rise in the prices 
of the factors of production. The two phenomena-the rise in the prices of 
the factors of production and the excess of profits over losses-are both 
steps in the process of adjustment of production to the increase in the quan- 
tity of capital goods and to the technological changes which the entrepre- 
neurial actions actuate. Only to the extent that the other strata of the popu- 
lation are enriched by this adjustment can an excess of profits over losses 
temporarily come into being. 

The basic error of the purchasing power argument consists in miscon- 
struing this causal relation. It turns things upside down when considering 
the rise in wage rates as the force bringing about economic improvement. 

W e  will discuss at a later stage of this book the consequences of the at- 
tempts of the governments and of organized labor violence to enforce wage 
rates higher than those determined by a nonharnpered market.?l Here we 
must only add one more explanatory remark. 

When speaking of profits and losses, priccs and wage rates, what we 
have in mind is always real profits and losses, real prices and real wage 
rates. It is the arbitrary interchange of money terms and real terms that 
has led many people astray. This problem too will be dealt with exhaus- 
tively in later chapters. Let us incidentally only mention the fact that a 
rise in real wage rates is compatible with a drop in nominal wage rates. 

21. Cf. below, pp. 763-773. 
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I o. Promoters, Managers, Technicians, and Bureaucrats 

The  entrepreneur hires the technicians, i.e., people who have the 
ability and the skill to perform definite kinds and quantities of work. 
The class of technicians includes the great inventors, the champions 
in the field of applied science, the constructors and designers as we11 
as the performers of the most simple tasks. The  entrepreneur joins 
their ranks as far as he himself takes part in the technical execution of 
his entrepreneurial plans. The  technician contributes his own toil 
and trouble; but it is the entrepreneur qua entrepreneur who directs 
his labor toward definite goals. And the entrepreneur himself acts as a 
mandatary, as it were, of the consumers. 

T h e  entrepreneurs are not omnipresent. They  cannot themselves 
attend to the manifold tasks which are incumbent upon them. Adjust- 
ment of production to the best possible supplying of the consumers 
with the goods they are asking for most urgently does not merely 
consist in determining the general plan for the utilization of resources. 
There is, of course, no doubt that this is the main function of the 
promoter and speculator. But besides the great adjustments, many 
small adjustments are necessary too. Each of them may seem trifling 
and of little bearing upon the total result. But the cumulative effect 
of shortcomings in many of these minor matters can be such as to 
frustrate entirely the success of a correct solution of the great prob- 
lems. A t  any rate, it is certain that every failure to  handle the smaller 
problems results in a squandering of scarce factors of production and 
consequently in impairing the best possible satisfaction of the con- 
sumers. 

It  is important to conceive in what respects the problem we have 
in mind differs from the technological tasks of the technicians. The  
execution of every project upon which the entrepreneur has em- 
barked in making his decision ~ 4 1 1  regard to  the general plan of 
action requires a multiplicity of minute decisions. Each of these de- 
cisions must be efiected in such a way as to prefer that soiution of 
the problem which-without interfering with the designs of the 
general plan for the whole project-is the most economical one. I t  
must avoid superfluous costs in the same way as does the general plan. 
The  technician from his purely technological point of view either 
may not see any difference in the alternatives offered by  various 
meihods for thesolution of such a detail or  may give preference t o  
one of these methods on account of its greater output in phvsical 
quantities. But the entrepreneur is actuated by the profit motive: This 
enjoins upon him the urge t o  prefer the most economical solution, i.e., 
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that solution which avoids employing factors of production whose 
employment would impair the satisfaction of the more intensely felt 
wants of the consumcrs. H e  will prefer among the various methods 
with regard to which the technicians are neutral, the one the applica- 
tion of which requires the smaIlest cost. H e  may reject the techni- 
cians' suggestion to choose a more costly method securing a greater 
physical output if his calculation shows that the increase in output 
would not outweigh the increase in cost required. Not  only in the 
great decisions and plans but no less in the daily decisions of small 
problems as they turn up in the current conduct of affairs, the entre- 
preneur must perform his task of adjusting production to the demand 
of the consumers as reflected in the prices of the market. 

Economic calculation as practiced in the market economy, and 
especialIy the system of double-entry bookkeeping, make it possible 
to reIieve the entrepreneur of involvement in too much detail. He  
can devote himself to his great tasks without being entangled in a 
multitude of trifles beyond any mortal man's range of sight. He can 
appoint assistants to whose solicitude he entrusts the care of subordi- 
nate entrepreneurial duties. And these assistants in their turn can be 
aided according to the same principle by assistants appointed for a 
smaller sphere of duties. In this way a whole managerial hierarchy 
can be built up. 

A manager is a junior partner of thc entrepreneur, as it were, no 
matter what the contractual and financial terms of his employment 
are. The  only relevant thing is that his own financial interests force 
him to attend to the best of his abilities to the entrepreneurial func- 
tions which are assigned to him within a limited and precisely deter- 
mined sphere of action. 

It is the system of double-entv bookkeeping that makes the  
functioning of the managerial syste& possible. Thanks to it the entre- 
prencur is in a position to separate the calculation of each part of his 
total enterprise in such a way that he can determine the role it plays 
within his whole enterprise. Thus he can look at each section as if it 
were a separatc entity and can appraise it according to the share it 
contributes to the success of the total enterprisc. Within this system 
of business calculation each section of a firm represents an integral 
entity, a hypothetical independent business, as it were. It  is assumed 
that this section "owns" a definite part of the whole capital employed 
in the enterprise, that it buys from other sections and sells to them, 
that i t  has its own expenses and its own revenues, that its dealings re- 
sult either in a profit or in a loss which is imputed to its own conduct 
of affairs as distinguished from the result of the other sections. Thus 
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the entrepreneur can assign to each section's management a great deal 
of indepcndence. The only directive he gives to a man whom he en- 
trusts with the managerncnt of a circumscribed job is to make as 
much profit as possible. An examination of the accounts shows how 
successful or unsuccessful the managers were in exccuting this direc- 
tive. Every tnanagcr and submanager is responsible for the working 
of his section or subsection. It is to his credit if the accounts show 
a profit, and it is to his disadvantage if they show a loss. His own in- 
terests impel him toward the utmost care and exertion in the con- 
duct of his section's affairs. If he incurs losses, he will be replaced by 
a man whom the entrepreneur expects to be more successful, or the 
whole section will be discontinued. At any rate, the manager will 
lose his job. If he succeeds in making profits, his income will be in- 
creased, or at least he will not be in danger of losing it. Whether or 
not a manager is entitled to a share in the profit imputed to his section 
is not important with regard to the personal intcrest he takes in the 
results of his section's dealings. His welfare is at any rate closely con- 
nected with that of his section. His task is not like that of the techni- 
cian, to perform a definite piece of work according to a definite pre- 
cept. It is to adjust-within the limited scope left to his discretion- 
the opcration of his section to the state of the market. Of course, just 
as an entrepreneur may combine in his person entrepreneurial func- 
tions and those of a technician, such a union of various functions can 
also occur with a manager. 

The managerial function is aIways subservient to the entrepre- 
neurial function. It can relieve the entrepreneur of a part of his minor 
duties; it can never evolve into a substitute for entrepreneurship. 
The fallacy to the contrary is due to the error confusing the category 
of entrepreneurship as it is defined in the imaginary construction of 
functional distribution with conditions in a living and operating mar- 
ket economy. The function of the entrepreneur cannot be separated 
from the direction of the employment of factors of production for 
the accomplishment of definite tasks. The entrcpreneur controIs the 
factors of production; it is this control that brings him either entre- 
preneurial profit or loss. 

It is possible to reward the manager by paying for his services in 
proportion to the contribution of his section to the profit earned by 
the entrepreneur. But this is of no avail. As has been pointed out, the 
managcr is under any circumstances interested in the success of that 
part of the business which is entrusted to his care. But the manager 
cannot be made answerable for the losses incurred. These losses are 
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suffered by the owners of the capital employed. They cannot be 
shifted to the manager. 

Society can freely leave the care for the best possible employment 
of capital goods to their owners. In embarking upon definite projects 
these owners expose their own property, wealth, and social position. 
They are even more interested in the success of their entrepreneurial 
activities than is society as a whole. For society as a whole the squan- 
dering of capital invested in a definite project means only the loss of 
a small part of its total funds; for the owner it means much more, for 
the most part the loss of his total fortune. But if a manager is given 
a completely free band, things are different. He speculates in risking 
other people's money. He sees the prospects of an uncertain enter- 
prise from another angle than that of the man who is answerable for 
the losses. It is precisely when he is rewarded by a share of the profits 
that he becomes foolhardy because he does not share in the losses too. 

The illusion that management is the totality of entrepreneurial 
activities and that management is a perfect substitute for entrepre- 
neurship is the outgrowth of a misinterpretation of the conditions of 
the corporations, the typical form of present-day business. It is as- 
serted that the corporation is operated by the salaried managers, while 
the shareholders are merely passive spectators. All the powers are 
concentrated in the hands of hired employees. The shareholders are 
idle and useless; they harvest what the managers have sown. 

This doctrine disregards entireIy the role that the capital and 
money market, the stock and bond exchange, which a pertinent 
idiom simply calls the "market," plays in the direction of corporate 
business. The dealings of this market are branded by popular anti- 
capitalistic bias as a hazardous game, as mere gambling. In fact, the 
changes in the prices of common and preferred stock and of corporate 
bonds are the means applied by the capitalists for the supreme control 
of the flow of capital. The price structure as determined by the 
speculations on the capital and money markets and on the big com- 
~nodity exchanges not only decides how much capital is available for 
the conduct of each corporation's business; it creates a state of affairs 
to which the managers must adjust their operations in detail. 

The general direction of a corporation's conduct of business is 
exercised by the stockholders and their elected mandataries, the 
directors. The directors appoint and discharge the managers. In 
smaller companies and sometimes even in bigger ones the offices of the 
directors and the managers are often combined in the same persons. 
A successful corporation is ultimately never controlled by hired 
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managers. Thc emergence of an omnipotent managerial class is not 
a phenomenon of the unhampered market economy. It was, on the 
contrary, an outgrowth of the interventionist policies consciously 
aiming at an elimination of the influence of the shareholders and at 
thcir virtual expropriation. In Germany, Italy, and Austria it was a 
preliminary step on the way toward the substitution of government 
control of business for free enterprise, as has been the case in Great 
Britain with regard to the Bank of England and the railroads. Similar 
tendencies are prevalent in the American public utilities. The marvel- 
ous achievements of corporate business were not a result of the activi- 
tics of a salaried managcrjal oligarchy; they were accomplished by 
people who were connected with the corporation by means of the 
ownership of a considerable part or of the greater part of its stock and 
whom part of the public scorned as promoters and profiteers. 

The entreprcneur determincs alone, without any managerial inter- 
ference, in what lines of business to employ capital and how much 
capital to employ. He determines the expansion and contraction of 
the size of the total business and its main sections. He determines the 
enterprise's financial structure. These are the essential decisions which 
are instrumental in the conduct of business. They always fall upon 
the entreprcneur, in corporations as well as in other types of a firm's 
legal structure. Any assistance given to the entrepreneur in this re- 
gard is of ancillary character only; he takes information about the 
past state of affairs from experts in the fields of law, statistics, and 
technology; but the finaI decision implying a judgment about the 
future state of the market rests with him alone. The execution of the 
details of his projects may then be entrusted to managers. 

The social functions of the managerial elite are no less indispensable 
for the operation of the market economy than are the functions of the 
elite of inventors, technologists, engineers, designers, scientists, and 
experimcnters. In the ranks of the managers many of the most eminent 
mcn serve the cause of economic progress. Successful managers are 
remunerated by high salaries and often by a share in the enterprise's 
gross profits. Many of them in the couise of their careers become 
themselves capitalists and entrepreneurs. Nonetheless, the managerial 
function is different from the entrepreneurial function. 

It is a serious mistake to identify entrepreneurship with manage- 
ment as in the popular antithesis of "management" and "labor." This 
confusion is, of course, intentional. It  is designed to obscure the fact 
that the functions of entrcpreneurship are entirely different from 
those of the managers attending to the minor details of the conduct 
of business. The structure of business, the allocation of capital to the 
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various branches of production and firms, the size and the line of 
operation of each plant and shop are considered as given facts and it 
is implied that no further changes will be effected with regard to 
them. The  onIy task is to go on in the oid routine. In such a stationary 
world, of course, there is no need for innovators and promoters; the 
total amount of profits is counterbalanced by the total amount of 
losses. T o  explode the fallacies of this doctrine it is enough to compare 
the structure of American business in I 945 with that of 191 5. 

But even in a stationary world it would be nonsensical to give 
"labor," as a popular slogan demands, a share in management. The 
realization of such a postulate would result in synd i~a l i sm.~~  

There is furthermore a readiness to confuse the manager with a 
bureaucrat. 

Burcnucratic management, as distinguished from p o f i t  manage- 
ment, is the method applied in the conduct of administrative affairs, 
the result of which has no cash value on the market. T h e  successful 
performance of the duties entrusted to the care of a police depart- 
ment is of the greatest importance for the preservation of social co- 
operation and benefits each member of society. But it has no price on 
the market, it cannot be bought or sold; it can therefore not be con- 
fronted with the expenses incurred in the endeavors to secure it. I t  
results in gains, but these gains are not reflected in profits liable to 
expression in terms of money. The  methods of economic calculation, 
and especially those of double-entry bookkeeping, are not applicable 
to them. ~u&ess  or failure of a department's activities cannot 
be ascertained according to the arithmetical procedures of profit- 
seeking business. N o  accountant can establish whether or not a police 
department or one of its subdivisions has succeeded. 

The  amount of money to he expended in every branch of profit- 
seeking business is determined by the behavior of the consumers. Tf 
the automobile industry were to treble the capital employed, it 
would certainly improve the services it renders to the public.'There 
would be more cars available. But this expansion of the industry would 
withhold capital from other branches of production in which it 
could fill more urgent wants of the consumers. This fact would render 
the expansion of the automobile industry unprofitable and increase 
profits in other branches of business. In their endeavors to strive after 
the highest profit obtainable, entrepreneurs are forced to allocate to 
each branch of business only as much capital as can be employed in it 
without impairing the satisfaction of more urgent wants of the con- 
sumers. Thus the entrepreneurial activities are automatically, as it 

2 2 .  Cf. below, pp. 808-816. 
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were, directed by the consumers' wishes as they are reflected in the 
price structure of consumers' goods. 

No  such limitation is enjoined upon the allocation of funds for the 
performance of the tasks incumbent upon government activities. 
There is no doubt that the services rendered by the police depart- 
ment of the City of S e w  York could be considerably improved by 
trebling the budgetary allocation. But the question is whether or not 
this improvement would be considerable enough to justify either the 
restriction of the services rendered by other departments-e.g., those 
of the department of sanitation-or the restriction of the private con- 
sumption of the taxpayers. This question cannot be answered by the 
accounts of the police department. These accounts provide informa- 
tion only about the expenses incurred. They cannot provide any in- 
formation about the results obtained, as these results cannot be ex- 
pressed in money equivalents. The citizens must directly determine 
the amount of services they want to get and are ready to pay for. They 
discharge this task by electing councilmen and officeholders who are 
prepared to comply with their intentions. 

Thus the mayor and the chiefs of the city's various departments are 
restricted by the budget. They are not free to act upon what they 
themselves consider the most beneficial solution of the various prob- 
lems the citizenry has to face. They are bound to spend the funds 
allocated for the purposes the budget has assigned them. They must 
not use them for other tasks. Auditing in the field of public adminis- 
tration is entirely different from that in the field of profit-seeking 
business. Its goal is to establish whether or not the funds allocated 
have been expended in strict compliance with the provisions of the 
budget. 

In profit-seeking business the discretion of the managers and sub- 
managers is restricted by considerations of profit and loss. The profit 
motive is the only directive needed to make them subservient to the 
wishes of the consumers. There is no need to restrict their discretion 
by mi~ute instructinns and mks. If thev arc efiicient, such zedd!in- 5 

with details would at best be superfluous, if not pernicious in tving 
their hands. If they are inefficient, it would not render their actiiities 
more successful. It  would only provide them with a lame excuse that 
the failure was caused by inappropriate rules. The only instruction 
required is self-understood and does not need to be especiallv men- 
tioned: Seek profit. 

Things are different in public administration, in the conduct of 
government affairs. In this field the discretion of the officeholders 
and their subaltern aids is not restricted by considerations of profit 
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and loss. If their supreme boss-no matter whether he is the sovereign 
people or a sovereign despot-were to leave them a free hand, he 
would renounce his own supremacy in their favor. These officers 
would become irresponsible agents, and their power would supersede 
that of the ~ e o p l e  or the despot. They would do what pleased them, 
not what their bosses wanted them to do. T o  prevent thisoutcome and 
to make them subservient to the will of their bosses it is necessary 
to give them detailed instructions regulating their conduct of affairs 
in every respect. Then it becomes their duty to handle all affairs in 
strict compliance with these ruIes and regulations. Their freedom to 
adjust their acts to what seems to them the most appropriate solution 
of a concrete problem is limited by these norms. They are bureaucrats, 
i.e., men who in every instance must observe a set of inflexible regula- 
tions. 

Bureaucratic conduct of affairs is conduct bound to comply with 
detailed rules and regulations fixed by the authority of a superior 
body. It is the only alternative to profit management. Profit manage- 
ment is inapplicable in the pursuit of affairs whicli have no cash value 
on the market and in the non-profit conduct of affairs which could 
also be operated on a profit basis. The former is the case of the ad- 
n~inistration of the social apparatus of coercion and compulsion; the 
latter is the case in the conduct of an institution on a non-profit basis, 
e.g., a school, a hospital, or a postal system. Whenever the operation 
of a system is not directed by the profit motive, it must be directed 
by bureaucratic rules. 

Bureaucratic conduct of affairs is, as such, not an eviI. It is the only 
appropriate method of handling governmental affairs, i.e., the social 
apparatus of compulsion and coercion. As government is necessary, 
bureaucratism is-in this field-no less necessary. Where economic 
calculation is unfeasible, bureaucratic methods are indispensable. A 
socialist government must apply them to all affairs. 

No business, whatever its size or specific task, can ever become 
bureaucratic so long as it is entirely and solely operated on a profit 
basis. But as soon as it abandons profit-seeking and substitutes for it 
what is called the service principle-ie., the rendering of services 
without regard as to whether or not the prices to be obtained for then1 
cover the expenses-it must adopt bureaucratic methods for those of 
entrepreneurial manage men^^^ 

23. For a detailed treatment of the problems involved, c f .  Mises, Bureaircracy 
(New Haven, I 944). 
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I I .  The Selective Process 

The selective process of the market is actuated by the composite 
effort of all members of the market economy. Driven by the urge 
to remove his own uneasiness as much as possible, each individual is 
intent, on the one hand, upon attaining that position in which he can 
contribute most to the best satisfaction of everyone else and, on the 
other hand, upon taking best advantage of the services offered by 
everyone else. This means that he tries to sell on the dearest market 
and to buy on the cheapest market. The resultant of these endeavors 
is not only the price structure but no less the social structure, the 
assignment of definite tasks to the various individuals. The market 
makes people rich or poor, determines who shall run the big plants 
and who shall scrub the floors, fixes how many peopIe shall work 
in the copper mines and how many in the symphony orchestras. None 
of these dccisions is made once and for all; they are revocable every 
day. The selective process never stops. It goes on adjusting the social 
apparatus of production to the changes in demand and supply. It 
reviews again and again its previous decisions and forces everybody 
to submit to a new examination of his case. There is no security and 
no such thing as a right to preserve any position acquired in the past. 
Nobody is exempt from the law of the market, the consumers' sover- 
eignty. 

Ownership of the means of production is not a privilege, but a 
social liability. Capitalists and landowners are compelled to employ 
their property for the best possible sarjsfaction of the consumers. 
If they are slow and inept in the performance of their duties, they 
are penalized by losses. If they do not learn the lesson and do not re- 
form their conduct of affairs, they lose their wealth. No investment 
is safe forever. He who does not use his property in serving the con- 
sumers in the most efficient way is doomed to failure. There is no 
room left for people who would like to enjoy their fortunes in idle- 
ness and thoughtIessness. The proprietor must aim to invest his funds 
in such a way that principal and yield are at least not impaired. 

In the ages of caste privileges and trade barriers there were revenues 
not dependent on the market. Princes and lords lived at the expense 
of the humble slaves and serfs who owed them tithes, statute labor, 
and tributes. Ownership of land could only be acquired either by 
conquest or by largesse on the part of a conqueror. It could be for- 
feited only by recantation on the part of the donor or by conquest on 
the part of another conqueror. Even later, when the lords and their 
liegemen began to sell their surpluses on the market, they could not 
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be ousted by the competition of more efficient people. Competition 
was free only within very narrow limits. The acquisition of manorial 
estates was reserved to the nobility, that of urban real property to the 
citizens of the township, that of farm land to the peasants. Competi- 
tion in the arts and crafts was restricted by the guilds. The consumers 
were not in a position to satisfy their wants in the cheapest way, as 
price control made underbidding impossible to the sellers. The buyers 
were at the mercy of their purveyors. If the privileged producers re- 
fused to resort to the employment of the most adequate raw materials 
and of the most efficient methods of processing, the consumers were 
forced to endure the consequences of such stubbornness and conserv- 
atism. 

The landowner who lives in perfect self-sufficiency from the fruits 
of his own farming is independent of the market. But the modern 
farmer who buys equipment, fertilizers, seed, labor, and other factors 
of production and sells agricultural products is subject to the law of 
the marltet. His income depends on the consumers and he must ad- 
just his operations to their wishes. 

The selective function of the market works also with regard to 
labor. The worker is attracted by that kind of work in which he can 
expect to earn most. As is the case with material factors of produc- 
tion, the factor labor too is allocated to those employments in which 
it best serves the consumers. There prevails the tendency not to waste 
any quantity of labor for the satisfaction of less urgent demand if 
more urgent demand is still unsatisfied. Like a11 other strata of society, 
the worker is subject to the supremacy of the consumers. If he dis- 
obeys, he is penalized by a cut in income. 

The selection of the market does not establish social orders, castes, 
or classes in the Marxian sense. Nor do the entrepreneurs and pro- 
moters form an integrated social class. Each individual is free to be- 
come a promoter if he relies upon his own ability to anticipate future 
marltet conditions better than his fellow citizens and if his attempts 
to act at his own peril and on his own responsibility are approved by 
the consumers. One enters the ranks of the promoters by aggressively 
pushing forward and thus submitting to the trial to which the market 
subjects, without respect for persons, everybody who wants to be- 
come a promoter or to remain in this eminent position. Everybody 
has the opportunity to take his chance. A newcomer does not need 
to wait for an invitation or encouragement from anyone. He must 
leap forward on his own account and must himself know how to 
provide the means needed. 

It has been contended again and again that under the conditions 
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of "late" or "mature" capitalism it is no longer possible for penniless 
people to climb the ladder to wealth and entrcpreneurial position. 
No attempt has ever been made to prove this thesis. Since it was first 
advanced, the composition of the entrepreneurial and capitalist groups 
has changed considerably. A great part of the former entrepreneurs 
and their heirs have been eliminated and other people, newcomers, 
have taken their places. It is, of course, true that in the last years insti- 
tutions have been purposely developed which, if not abolished very 
soon, will make the functioning of the market in every regard im- 
possible. 

The point of view from which the consumers choose the captains 
of industry and business is exclusively their qualification to adjust 
production to the needs of the consumers. They do not bother about 
other features and merits. They want a shoe manufacturer to fabri- 
cate good and cheap shoes. They are not intent upon entrusting the 
conduct of the shoe trade to handsome amiable boys, to people of 
good drawing-room manners, of artistic gifts, of scholarly habits, or 
of any other virtues or talents. A proficient businessman may often 
be deficient in many accomplishments which contribute to the success 
of a man in other spheres of life. 

It is quite common nowadays to deprecate the capitalists and entre- 
preneurs. A man is prone to sneer at those who are more prosperous 
than himself. These people, he contends, are richer only because they 
are less scrupulous than he. If he were not restrained by due con- 
sideration for the laws of morality and decency, he would be no less 
successful than they are. Thus men glory in the aureole of self- 
complacency and Pharisaic self-righteousness. 

Now it is true that under the conditions brought about by inter- 
ventionism many people can acquire wealth by graft and bribery. In 
many countries interventionism has so undermined the supremacy 
of the nlarltet that it is more advantageous for a businessman to rely 
upon the aid of those in political office than upon the best satisfaction 
of the needs of the consumers. But it is not this that the popuiar critics 
of other people's wealth have in mind. They contend that the methods 
by which wealth is acquired in a pure market society are objection- 
able from the ethical point of view. 

Against such statements it is necessary to emphasize that, so far 
as the operation of the market is not sabotaged by the interference of 
governments and other factors of coercion, success in business is the 
proof of services rendered to the consumers. The poor man need not 
be inferior to the prosperous businessman in other regards; he may 
sometimes be outstanding in scientific, literary, and artistic achieve- 
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ments or in civic Ieadership. But in the social system of production 
he is inferior. The creative genius may be right in his disdain for 
commercial success; it may be true that he would have been prosper- 
ous in business if he had not preferred other things. But the clerks 
and workers who boast of their moral superiority deceive themsehes 
and find consolation in this self-deception. They do not admit that 
they have been tried and found wanting by their fellow citizens, the 
consumers. 

It is often asserted that the poor man's failure in the competition 
of the market is caused by his lack of education. Equality of oppor- 
tunity, it is said, could be provided only by making education at every 
level accessible to all. There prevails today the tendency to reduce 
all differences among various peoples to their education and to deny 
the existence of inborn inequalities in intellect, will power, and char- 
acter. It is not generally realized that education can never be more 
than indoctrination with theories and ideas already developed. Educa- 
tion, whatever benefits it may confer, is transmission of traditional 
doctrines and valuations; it is by necessity conservative. It produces 
imitation and routine, not improvement and progress. Innovators 
and creative geniuses cannot be reared in schools. They are precisely 
the men who defy what the school has taught them. 

In order to succeed in business a man does not need a degree from 
a school of business administration. These schools train the subalterns 
for routine jobs. They certainly do not train entrepreneurs. An entre- 
preneur cannot be trained. A man becomes an entrepreneur in seizing 
an opportunity and filIing the gap. No  special education is required 
for such a display of keen judgment, foresight, and energy. The most 
successful businessmen were often uneducated when measured by the 
scholastic standards of the teaching profession. But they were 
to their social function of adjusting production to the most urgent 
demand. Because of these merits the consumers chose them for 
business Ieadership. 

I 2. T h e  IndividuaI and the Market 

I t  is customary to speak metaphorically of the automatic and anon- 
ymous forces actuating the "mechanism" of the market. In employ- 
ing such metaphors people are ready to disregard the fact that the 
only factors directing the market and the determination of prices 
are purposive acts of men. There is no automatism; there are only 
men consciously and deliberately aiming at ends chosen. There are 
no mysterious mechanical forces; there is only the human will to re- 
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move uneasiness. There is no anonymity; there is I and you and Bill 
and Joe and all the rest. And each of us is both a producer and a con- 
sumer. 

The market is a social body; it is the foremost social body. The 
market phenomena are social phenomena. They are the resultant of 
each individual's active contribution. But they are different from 
each such contribution. They appear to the individual as something 
given which he himsdf cannot alter. He does not always see that he 
himself is a part, although a small part, of the complex of elements 
determining each momentary state of the market. Because he fails 
to realize this fact he feels himself free, in criticizing the market 
phenomena, to condemn with regard to his fellow men a mode of 
conduct which he considers as quite right with regard to himself. 
He blames the market for its callousness and disregard of persons 
and asks for social control of the market in order to "humanize" it. 
He asks on the one hand for measures to protect the consumer against 
the producers. But on the other hand he insists even more passionately 
upon the necessity of protecting himself as a producer against the 
consumers. The outcome of these contradictory demands is the 
modern methods of government interference whose most outstand- 
ing examples were the Sozialpolitik of imperial Germany and the 
American New Deal. 

It  is an old fallacy that it is a legitimate task of civiI government to 
protect the less efficient producer against the competition of the 
more efficient. One asks for a "producers' policy" as distinct from 
a "consumers' policy." While flamboyantly repeating the truism that 
the only aim of production is to provide ample supplies for con- 
sumption, people emphasize with no less eloquence that the "indus- 
trious" producer should be protected against the "idle" consumer. 

However, producers and consumers are identical. Production and 
consumption are different stages in acting. Catallactics embodies these 
differences in speaking of producers and consumers. But in reality 
they are the same people. It is, of course, possible to protect a less 
efficient producer against the con~petition of more efficient fellows. 
Such a privilege conveys to the privileged the benefits which the 
unhampered market provides only to those who succeed in best 
filling the wants of the consumers. But it necessarily impairs the 
satisfaction of the consumers. If only one producer or a small group 
is privileged, the beneficiaries enjoy an advantage at the expense of 
the rest of the people. But if all producers are privileged to the same 
extent, everybody loses in his capacity as consumer as much as he 
gains in his capacity as a producer.  moreo over, all are injured because 
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the supply of products drops if the most efficient men are prevented 
from empioying their skill in that field in which they could render 
the best services to the consumers. 

If a consumer believes that it is expedient or right to pay a higher 
price for domestic cereals than for cereals imported from abroad, or 
for manufactures ~rocessed in plants operated by small business or  
emploving unionized workers than for those of another provenance, 
he is free to  do so. H e  would only have to satisfy himself that the 
commodity offered for sale meets the conditions upon which he 
makes the allowance of a higher price depend. Laws which forbid 
counterfeiting of labels of origin and trade-marks would succeed 
in attaining the ends aimed at by  tariffs, labor legislation, and privi- 
leges granted to small business, But it is beyond doubt that the con- 
sumers are not prepared to act in this way. The fact that a commodity 
is marked as imported does not impair its salabiIity if it is better or 
cheaper, or  both. As a rule the buyers want to buy as cheaply as pos- 
sible without regard for the origin of the article or some particular 
characteristics of the producers. 

The  psychological root of the producers' policy as practiced to- 
day in alleparts of the world is to be seen in spurious economic doc- 
trines. These doctrines flatly deny that the privileges granted to less 
efficient producers burden the consumer. Their advocates contend 
that such measures are prejudicial only to those against whom they 
discriminate. When, pressed further, they are forced to admit that 
the consumers are damaged too, they maintain that the losses of the 
consumers are more than compensated by an increase in their money 
income which the measures in question are bound to bring about. 

Thus in the predominantly industrial countries of Europe the 
protectionists were first eager t o  declare that the tariff on agricultural 
products hurts exclusively the interests of the farmers of the predomi- 
nantly agricultural countries and of the grain dealers. It  is certain that 
these'exporting interests are damaged too. But it is no less certain 
that the consumers of the country that adopts the tariff policy are 
losing with them. They must pay higher prices for their food. Of 
course, the protectionist retorts, that this is not a burden. For, he 
argues, the additional amount that the domestic consumer pays in- 
creases the farmers' income and their purchasing power; they will 
spend the whole surplus in buying more of the products manufactured 
by  the nonagricultural strata of the population. This paralogism can 
easily be exploded by referring to the well-known anecdote of the 
man who asks an innkeeper for a gift of ten dollars; it will not cost 
hiin anything because the beggar promises to spend the whole amount 
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in his inn. But for all that, the protectionist fallacy got hold of 
public opinion, and this alone explains the popularity of the measures 
inspired by it. Many people simply do not realize that the only effect 
of protection is to divert production from those places in which it 
could produce more per unit of capital and labor expendcd to places 
in which it produces less. It makes people poorer, not more prosperous. 

The ultimate foundation of modern protectionism and of the striv- 
ing for economic autarky of each country is to be found in this 
mistaken belief that they are the best means to make every citizen, 
or at least the immense majority of them, richer. The term riches 
means in this connection an increase in the individual's real income 
and an improvement in his standard of living. It is true that the 
policy of national economic insulation is a necessary corollary of the 
endeavors to interfere with domestic business, and that it is an out- 
come of warlike tendencies as well as one of the factors producing 
these tendencies. But the fact remains that it would never have been 
possible to sell the idea of protection to the voters if one had not been 
able to convince them that protection not only does not impair their 
standard of living but raises it considerably. 

It is important to emphasize this fact because it utterly explodes 
a myth propagated by many popular books. According to these 
myths, contemporary man is no longer motivated by the desire to 
improve his material well-being and to raise his standard of Iiving. 
The assertions of the economists to the contrary are mistaken. Modern 
man givcs priority to "noneconomic" or "irrational" things and is 
ready to forego material betterment whenever its attainment stands 
in the way of those "ideal" concerns. It is a serious blunder, common 
mostly with economists and businessmen, to interpret the events of 
our time from an "economic" point of view and to criticize current 
ideologies with regard to the alleged economic fallacies implied. 
People long for other things more than for a good life. 

It is hardly possible to misconstrue the history of our age more 
crassly. Our contemporaries are driven by a fanatical zeal to get more 
amenities and by an unrestrained appetite to enjoy life. A character- 
istic social phenomenon of our day is the pressure group, an alliance 
of people eager to promote their own material well-being by the 
employment of all means, legal or illegal, peaceful or violent. For 
the pressure group nothing matters but the increase of its members' 
real income. I t  is not concerned with any other aspects of life. It  
does not bother whether or  not the realization of its program hurts 
the vital interests of other men, of their own nation or country, and 
of the whole of mankind. But, of course, every pressure group is 
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anxious to justify its demands as beneficial to the general public wel- 
fare and to stigmatize its critics as abject scoundrels, idiots, and trai- 
tors. In the pursuit of its plans it displays a quasi-religious ardor. 

Without exception all political parties promise their supporters 
a higher real income. There is no difference in this respect between 
nationalists and internationalists and between the supporters of a 
market economy and the advocates of either socialism or interven- 
tionism. If a party asks its supporters to make sacrifices for its cause, 
it always explains these sacrifices as the necessary temporary means 
for the attainment of the ultimate goal, the improvement of the 
material well-being of its members. Each party considers it as an 
insidious plot against its prestige and its survival if somebody ventures 
to question the capacity of its projects to n~akc the group members 
Inore prosperous. Each party regards with a deadly hatred the 
economists embarking upon such a critique. 

A11 varieties of the producers' policy are advocated on the ground 
of their alleged ability to raise the parry members' standard of living. 
Protectionism and economic self-suficiency, labor union pressure 
and compulsion, labor legislation, minimum wage rates, public spend- 
ing, credit expansion, subsidies, and other makeshifts are always rec- 
ommended by their advocates as the most suitable or the only means 
to increase the real income of the people for whose votes they canvass. 
Every contemporary statesman or politician invariably tells his voters: 
My program will make yo11 as affluent as conditions &ay permit, while 
my adversaries' program will bring you want and misery. 

I t  is true that some secluded intellectuals in their esoteric circles 
talk differently. They proclaim the priority of what they call eternaI 
absolute values and feign in their declamations-not in their persona1 
conduct-a disdain of things secular and transitory. But the public 
ignores such utterances. The main goal of present-day political action 
is to secure for the rcspective pressure group memberships the high- 
est material well-bcing. The only way for a leader to succeed is to 
instill in people the conviction that hiiprogram best serves the attain- 
ment of this goal. 

What is wrong with the producers' policies is their faulty eco- 
nomics. 

If one is prepared to indulge in the fashionable tendency to ex- 
plain human things by resorting to the tern~inology of psychopathol- 
ogy, one might be tempted to say that modern man in contrasting a 
producers' policy with a consumers' policy has fallen victim to a kind 
of schizophrenia. He fails to realize that he is an undivided and in- 
divisible person, i.e., an individual, and as such no less a consumer than 
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a producer. The unity of his consciousness is split into two parts; 
his mind is inwardly divided against himself. But it matters little 
whether or not we adopt this mode of describing the fact that the 
economic doctrine resulting in these policies is faulty. W e  are not 
concerned with the pathological source from which an error may 
stem, but with the error as such and with its logical roots. The un- 
masking of the error by means of ratiocination is the primary fact. 
If a statement were not exposed as logically erroneous, psychopathol- 
ogy would not be in a position to qualify the state of mind from which 
it stems as pathological. If a man imagines himself to be the king of 
Siam, the first thing which the psychiatrist has to establish is whether 
or not he really is what he believes himself to be. Only if this ques- 
tion is answered in the negative can the man be considered insane. 

It is true that most of our contemporaries are committed to a fal- 
lacious interpretation of the producer-consumer nexus. In buying 
they behave as if they were connected with the market only as buyers, 
and vice versa in selling. As buyers they advocate stern measurks to 
protect them against the sellers, and as sellers they advocate no less 
harsh measures against the buyers. But this antisocial conduct which 
shakes the very foundations of social cooperation is not an outgrowth 
of a pathological state of ~nind. It is the.outcome of a narrow-minded- 
ness which fails to conceive the operation of the market economy 
and to anticipate the ultimate effects of one's own actions. 

It is permissible to contend that the immense majority of our con- 
temporaries are mentally and intellectually not adjusted to life in the 
market society although they themselves and their fathers have un- 
wittingly created this society by their actions. But this maladjustment 
consists in nothing else than in the failure to recognize erroneous 
doctrines as such. 

I 3 .  Business Propaganda 

The consumer is not omniscient. He does not know where he can 
obtain at the cheapest price what he is looking for. Very often he does 
not even know what kind of commodity or service is suitable to 
remove most efficaciously the particular uneasiness he wants to re- 
move. At best he is familiar with the market conditions of the im- 
mediate past and arranges his plans on the basis of this information. 
T o  convey to him information about the actual state of the marker 
is the task of business propaganda. 

I3usincss propaganda must be obtrusive and blatant. It is its aim 
to attract the attention of slow people, to rouse latent wishes, to 
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entice men to substitute innovation for inert clinging to traditional 
routine. In order to succeed, advertising must be adjusted to the 
mentality of the people courted. It must suit their tastes and speak 
their idiom. Advertising is shrill, noisy, coarse, puffing, because the 
public does not react to dignified allusions. It is the bad taste of the 
public that forces the advertisers to display bad taste in their publicity 
campaigns. The art of advertising has evolved into a branch of applied 
psychology, a sister discipline of pedagogy. 

Like all things designed to suit the taste of the masses, advertising 
is repellent to people of delicate feeling. This abhorrence influences 
the appraisal of business propaganda. Advertising and all other meth- 
ods of business propaganda are condemned as one of the most out- 
rageous outgrowths of unlimited competition. It should be forbidden. 
The consumers should be instructed by impartial experts; the public 
schools, the "nonpartisan" press, and cooperatives should perform 
this task. 

The restriction of the right of businessmen to advertise their 
products would restrict the freedom of the consumers to spend their 
incornc according to their own wants and desires. It would make it 
impossible for them to learn as much as they can and want about the 
state of the market and the conditions which they may consider as 
relevant in choosing what to buy and what not to  buy. They would no 
longer be in a position to decide on the basis of the opinion which 
they themselves have formed about the seller's appraisal of his 
products; they would be forced to act on the recommendation of 
other people..~t is not unlikely that these mentors would save them 
some mistakes. But the individual consumers would be under the 
tutelage of guardians. If advertising is not restricted, the consumers 
are by and large in the position of a jury which learns about the case 
by hearing the witnesses and examining directly all other means of 
evidence. If advertising is restricted, they are in the position of a jury 
to whom an officer reports about the result of his own examination of 
evidence. 

I t  is a widespread fallacy that skillful advertising can talk the con- 
sumers into buying everything that the advertiser wants them to buy. 
The consumer is, according to this legend, simply defenseless against 
"high-pressure" advertising. If this were true, success or failure in 
business would depend on the mode of advertising only. However, 
nobody believes that any kind of advertising would have succeeded 
in making the candlemakers hold the field against the electric bulb, 
the horsedrivers against the motorcars, the goose quill against the 
steeI pen and later against the fountain pen. But whoever admits this 
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implies that the quality of the commodity advertised is instrumental 
in bringing about the success of an advertising campaign. Then there 
is no reason to maintain that advertising is a method of cheating the 
gullible public. 

It is certainly possible for an advertiser to induce a man to try an 
article which he would not have bought if he had known its qualities 
beforehand. But as long as advertising is free to a11 competing firms, 
the article which is better from the point of view of the consumers' 
appetites will finalIy outstrip the less appropriate article, whatever 
methods of advertising may be applied. The tricks and artifices of 
advertising are available to the seller of the better product no less 
than to the seller of the poorer product. But only the former enjoys 
the advantage derivcd from the better quality of his product. 

The efiects of advertising of commodities are determined by the 
fact that as a rule the buyer is in a position to form a correct opinion 
about the usefulness of an article bought. The housewife who has 
tried a particular brand of soap or canned food learns from experience 
whether it is good for her to buy and consume that product in thc 
future too. Therefore advertising pays the advertiser only if the 
examination of the first sample bought does not result in the con- 
sumer's refusal to buy more of it. It is agreed among businessmen that 
it does not pay to advertise products other than good ones. 

Entirely different are conditions in those fieIds in which experience 
cannot teach us anything. The statements of religious, mctaphysical, 
and political propaganda can be neither verified nor falsified by ex- 
perience. With regard to the life beyond and the absolute, any ex- 
perience is denied to men living in this world. In political matters 
experience is always the experience of complex phenomena which is 
opcn to different *interpretations; the onIy yardstick which can be 
applied to political doctrines is aprioristic reasoning. Thus political 
propaganda and business propaganda are essentially different things, 
although they often resort to the same technical methods. 

There are many evils for which contemporary technology and 
therapeutics have no remedy. There are incurable diseases and there 
are irreparable personal defects. It  is a sad fact that some people try 
to exploit their fellow men's plight by offering them patent medicines. 
Such quackeries do not make old people young and ugly girls pretty. 
They only raise hopes. It would not impair the operation of the mar- 
ket if the authorities were to prevent such advertising, the truth of 
which cannot be evidenced by the methods of the experimental 
natural sciences. But whoever is ready to grant to the government this 
power would be inconsistent if he objected to the demand to submit 
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the statements of churches and sects to the same examination. Free- 
dom is indivisible, As soon as one starts to restrict it, one enters upon 
a decline on which it is difficult to stop. If one assigns to the govern- 
ment the task of making truth prevail in the advertising of perfumes 
and tooth paste, one cannot contest it the right to look after truth 
in the more important matters of religion, philosophy, and social 
ideology. 

The idea that business propaganda can force the consumers to sub- 
mit to the will of the advertisers is spurious. Advertising can never 
succeed in supplanting better or cheaper goods available and offered 
for sale. 

The costs incurred by advertising are, from the point of view of 
the advertiser, a part of the total bill of production costs. A business- 
man expends money for advertising if and as far as he expects that the 
increase in sales resulting will increase the total net proceeds. In this 
regard thcre is no difference between the costs of advcrtising and 
all other costs of production. An attempt has been made to distinguish 
between production costs and sales costs. An increase in production 
costs, it has been said, increases supply, while an increase in sales 
costs (advertising costs included) increases demand.24 This is a mis- 
take. All costs of production are expended with the intention of in- 
creasing demand. If the manufacturer of candy employs a better 
raw material, he aims at an increase in demand in the same way as he 
does in making the wrappings more attractive and his stores more 
inviting and in spending more for advertisements. In increasing pro- 
duction costs per unit of the product the idea is always to increase de- 
mand. If a businessman wants to increase supply, he must increase 
the total cost of production, which often results in lowering produc- 
tion costs per unit. 

14. T h e  "Volkswirtschaft" 

The market economy as such does not respect political frontiers. 
Its field is the world. 

The term Volkmirtschaft was long applied by the German cham- 
pions of government omnipotence. Only much later did the British 
and the French begin to speak of the "British economy" and "l'e'co- 
nomie fran~aise" as distinct from the economies of other nations. But 
neither the English nor the French language produced an equivalent 
of the term Volkswirtschaft. With the modern trend toward nationa! 

24. Cf. Chamberlm, T h e  Theory of Monopolistic Competition (Cambridge, 
Mass., r935), pp. 1 2 3  ff. 
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planning and national autarky, the doctrine involved in this German 
word became popular everywhere. Nonetheless, only the German 
language is able to express in one word all the ideas implied. 

The Volkswirtschaft is a sovereign nation's total complex of eco- 
nomic activities directed and controlled by the government. It is 
socialism realized within the political frontiers of each nation. In 
employing this term people are fully aware of the fact that real condi- 
tions differ from the state of affairs which they deem the only ade- 
quate and desirable state. But they judge everything that happens in 
the market economy from the point of view of their ideal. They as- 
sume that there is an irreconcilable conflict between the interests of 
the Volkswirtschaft and those of the selfish individuals eager to seek 
profit. They do not hesitate to assign priority to the interests of the 
Volkswirtschaft over those of the individuals. The righteous citizen 
should always place the volX'swi.~tschaftliche interests above his own 
selfish interests. He should act of his own accord as if he were an 
officer of the government executing its orders. Gemeinnutz geht vor 
Eigennutz (the welfare of the nation takes precedence over the 
selfishness of the individuals) was the fundamental principle of Nazi 
economic management. But as people are too dull and too vicious to 
comply with this rule, it is the task of government to enforce it. The 
German princes of the seventeenth and eighteenth century, foremost 
among them the HohenzolIern Electors of Brandenburg and Kings of 
Prussia, were fully equal to this task. In the nineteenth century, even 
in Germany the liberal ideologies imported from the West superseded 
the weI1-tried and natural policies of nationalism and socialism. How- 
ever, Bismarck's and his successors' Sozialpolitik and finally Nazism 
restored them. 

The interests of a Volkswirtschaft are seen as implacably opposed 
not only to those of the individuals, but no less to those of the 
Volkswirtschaft of any foreign nation. The most desirable state of 
a Volkswirtschaft is complete economic self-sufficiency. A nation 
which depends on any imports from abroad lacks economic inde- 
pendence; its sovereignty is only a sham. Therefore a nation which 
cannot produce at home all that it needs is bound to conquer all the 
territories required. T o  be really sovereign and independent a nation 
must have T.ebensraum, i.e., a territory so large and rich in natural 
resources that it can live in autarky at a standard no lower than that 
of any other nation. 

Thus the idea of the Volkswirtschaft is the most radical denial of 
all the principles of the market economy. It was this idea that guided, 
more or less, the economic policies of all nations in the last decades. 
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I t  was the pursuit of this idea that brought about the terrific wars of 
our  century and will probably kindle still more pernicious wars in 
the future. 

From the early beginnings of human history the two opposite 
principles of the market economy and of the Volltswirtschaft fought 
each other. Government, i.e., a social apparatus of coercion and com- 
pulsion, is a necessary requisite of peaceful cooperation. The  marlcet 
economy cannot do  without a police power safeguarding its smooth 
functioning by the threat or the application of violence against peace- 
breakers. But the indispensable administrators and thcir armed satcl- 
lites are always tempted to  use their arms for the establishment of 
their own totalitarian rule. For ambitious kings and generalissimos 
the very existence of a sphere of individuals' lives not subject to  regi- 
mentation is a challenge. Princes, governors, and generals are never 
spontaneously liberal. They  becomc liberal only when forced to by 
the citizens. 

The  problems raised by the plans of the socialists and thc interven- 
tionists will be dealt with in later parts of this book. IJere we have 
only to  answer the question of whether or  not any of the essential 
features of the Volkswirtschaft arc compatible with the rnarlcet 
economy. For the champions of the idea of the Volkswirtschaft do 
not  consider their scheme merely as a pattern for the establishment of 
a future social order. They  declare emphatically that even under the 
system of the market economy, which, or course, in their eyes is a 
debased and vicious product of policies contrary t o  human nature, 
the Volkswirtschaften of the various nations are integrated units 
whose interests are irreconcilably opposed to those of all other na- 
tions' Volkswirtschaften. What  separates one Volkswirtschaft from 
all the others is not, as the economists would have us believe, merely 
political institutions. I t  is not the trade and migration barriers es- 
tablished b y  government interference with business and the dif- 
fercnces in  legislation and in the protection granted to  the individuals 
I.-- "y -1. Llle 

U U L ~  and tribiiiials that triilg atuilt the disiiirictio~i t c twee~i  
domestic trade and foreign trade. This diversity is, on the contrary, 
the necessary outcome of the very nature of things, of an inextricable 
factor; it cannot be removed by any ideology and produces its effects 
whether the laws and the administrators and judges are prepared to  
take notice of it or  not. T h e  Volkswirtschaft is a nature-given reality, 
while the world-embracing ecumenic society of men, the world econ- 
omy (?Yeltwirtschaft), is only an imaginary phantom of a spurious 
doctrine, a plan devised for the destruction of civilization. 

The  truth is that individuals in their acting, in thcir capacity as 
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producers and consumers, as sellers and buyers, do not make any 
distinction as between the domestic market and the foreign market. 
They make a distinction as between local trade and trading with more 
distant places as far as the costs of transportation play a role. If gov- 
ernment interference, such as tariffs, render international transactions 
more expensive, they take this fact into account in the same way in 
which they pay regard to shipping costs. A tariff on caviar has no 
effect other than would a rise in the cost of transportation. A rigid 
prohibition of the importation of caviar produces a state of affairs 
no different from that which would prevail if caviar could not stand 
shipping without an essential deterioration in its quality. 

There has never been in the history of the West such a thing as 
regional or national autarky. There was, as we may admit, a period in 
which the division of labor did not go beyond the members of a family 
household. There was autarky of families and tribes which did not 
practice interpersonal exchange. But as soon as interpersonal exchange 
emerged, it crossed the boundaries of the political communities. 
Barter between the inhabitants of regions more remote from one an- 
other, between the members of various tribes, villages, and political 
communities preceded the practice of barter between neighbors. 
What people wanted first to acquire by barter and trade were things 
they could not produce themselves out of their own resources. Salt, 
other minerals and metals the deposits of which are unequally distrib- 
uted over the earth's surface, cereals which one could not grow on the 
domestic soil, and artifacts which only the inhabitants of some regions 
were able to manufacture, were the first objects of trade. Trade 
started as foreign trade. Only later did domestic exchange develop 
between neighbors. The first holes that opened the closed household 
economy to interpersonal exchange were made by the products of 
distant regions. No consumer cared on his own account whether the 
salt and the metals he bought were of "domestic" or of "foreign" 
provenance. If it had been otherwise, the governments would not 
have had any reason to interfere by means of tariffs and other barriers 
to foreign trade. 

But even if a government succeeds in making the barriers separating 
its domestic market from foreign markets insurmountable and thus 
establishes perfect national autarky, it does not create a Volkswirt- 
schaft. A market economy which is perfectly autarkic remains for 
all that a market economy; it forms a closed and isolated catallactic 
system. The fact that its citizens miss the advantages which they could 
derive from the international division of labor is simply a datum of 
their economic conditions. Only if such an isolated country goes out- 
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right socialist, does it convert its market economy into a Volkswirt- 
schaft. 

Fascinated by the propaganda of Neo-Mercantilism, people apply 
idioms which are in contrast to the principIes they take as guides in 
their acting and to all the characteristics of the social order in which 
they are living. Long ago the British began to call plants and farms 
located in Great Britain, and even those located in the Dominions, 
in the East Indies, and in the colonies, "ours." But if a ~nan did not 
just want to make a show of his patriotic zeal and to i~npress other 
people, he was not prepared to pay a higher price for the products 
of his "own" plants than for those of the "foreign" plants. Even if he 
had behaved in this way, the designation of the plants located within 
the poIitical boundaries of his nation as "ours" would not be adequate. 
In what sense could a Londoner, before the nationalization, call coal- 
mines Iocated in England which he did not own "our" mines and those 
of the Ruhr "foreign" mines? Whether he bought "British" coal or 
"German" coal, he always had to pay the full market price. It is not 
"Americayy that buys champagne from "France." It is always an in- 
dividual American who buys it from an individual Frenchman. 

As far as there is still some room left for the actions of individuals, 
as far as there is private ownership and exchange of goods and services 
between individuals, there is no Volkswirtschaft. Only if full govern- 
ment control is substituted for the choices of individuals does the 
Volkswirtschaft emerge as a real entity. 



XVI. PRICES 

I. The Pricing Process 

I N an occasional act of barter in which men who ordinarily do not 
resort to trading with other people exchange goods ordinarily not 

negotiated, the ratio of exchange is determined only within broad 
margins. CatalIactics, the theory of exchange ratios and prices, can- 
not determine at what point within these margins the concrete ratio 
will bc established. All that it can assert with rcgard to such exchanges 
is that they can be effectcd only if cach party values what hc re- 
ceives more highly than what he gives away. 

T h e  recurrence of individual acts of exchange generates the mar- 
ket step by step with the evoIution of the division of labor within 
a society based on private property. As it becomes a rulc to  produce 
for other people's consumption, the lnernbers of society must sell and 
buy. T h e  multiplication of the acts of exchange and the incrcase in 
the number of people offering or asking for the same commodities 
narrow the margins betwcen the valuations of the parties. Indirect 
exchange and its perfection through the use of money divide the 
transactions into two different parts: sale and pu rchase . ' ~ha t  in the 
eyes of orlc party is a sale, is fa r  thc other party n purchase. The  
divisibility of money, unlimited for all practical purposes, maltes it 
possible to determine thc exchange ratios with nicety. The  exchange 
ratios are now as a rule money priccs. They  are determined between 
extrcmcly narrow margins: tllc valuations on the one hand of the 
marginal buyer and those of the marginal offerer who abstains from 
selling, and -the valuations on the other hand of the marginal seller 
and those of the marginal potential buyer who abstains from buy- 
ing. 

T h e  concatenation of the market is an outcome of the activities of 
entrcprcneurs, promoters, speculators, and dealers in futures and in 
arbitrage. I t  has been asscrted that catallactics is based on the assump- 
tion-contrary- to reality-that all parties are provided with perfect 
knowledge concerning the market data and are thercfore in a posi- 
tion to  take best advantage of the most favorable opportunities for 
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buying and selling. It is true that some economists really beIieved 
that such an assumption is implied in the theory of prices. These 
authors not only failed to realize in what respects a world peopled 
with men perfectly equal in knowledge and foresight would differ 
from the real world which all economists wanted to interpret in 
developing their theories; they also erred in being unaware of the 
fact that they themselves did not resort to such an assumption in 
their own treatment of prices. 

In an economic system in which every actor is in a position to 
recognize correctly the market situation with the same degree of 
insight, the adjustment of prices to every change in the data would 
be achieved at one stroke. It is impossible to imagine such uniformity 
in the correct cognition and appraisal of changes in data cxccpt by 
the intercession of supcrhurnan agencies. W e  would have to assume 
that every man is approached by an angcl informing him of the 
change in data which has occurred and advising him how to adjust 
his own conduct in the most adequate way to this change. Certainly 
the market that catallactics deals with is filled with people who are to 
different degrees aware of the changes in data and who, even if they 
have the same information, appraise it differently. The operation of 
the market reflects the fact that changes in the data are first per- 
ceived only by a few peoplc and that different men draw different 
conclusions in appraising their effects. The more enterprising and 
brighter individuals take the lead, others follow later. The shrewder 
individuals appreciate conditions more correctly than the less in- 
telligent and therefore succeed better in their actions. Economists 
must never disregard in their reasoning the fact that the innate and 
acquired inequality of men diffcrentiates their adjustment to the 
conditions of their environment. 

The driving force of the market process is provided neither by 
the consumers nor by the owners of the means of production-land, 
capital goods, and labor-but by the promoting and speculating entre- 
preneurs. These are people intent upon profiting by taking advantage 
of differences in prices. Quicker of apprehension and farther-sighted 
than other men, they look around for sources of profit. They buy 
where and when they deem prices too low, and they sell where and 
when they deem prices too high. They approach the owners of the 
factors of production, and their competition sends the prices of these 
factors up to the limit corresponding to their anticipation of the 
future prices of the products. They approach the consumers, and 
their competition forces prices of consumers' goods down to the 
point at which the whole supply can be sold. Profit-seeking specula- 
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tion is the driving force of the market as it is the driving force of 
production. 

On the market agitation never stops. The imaginary construction of 
an evenly rotating economy has no counterpart in reality. There can 
never emerge a state of affairs in which the sum of the prices of the 
complementary factors of production, due allowance being made for 
time preference, equals the prices of the products and no further 
changes are to be expected. There are always profits to be earned by 
somebody. The speculators are always enticed by the expectation of 
profit. 

The imaginary construction of the evenly rotating economy is a 
mental tool for comprehension of entrepreneurial profit and loss. It 
is, to be sure, not a design for comprehension of the pricing process. 
The final prices corresponding to this imaginary conception are by 
no tncans identical with the market prices. The activities of the entre- 
preneurs or of any other actors on the economic scene are not guided 
by consideration of any such things as equilibrium prices and the 
evenly rotating economy. The entrepreneurs take into account antici- 
pated future prices, not final prices or equilibrium prices. They dis- 
cover discrepancies between the height of the prices of the comple- 
mentary factors of production and the anticipated future prices of 
the products, and they are intent upon taking advantage of such 
discrepancies. These endeavors of the entrepreneurs would finally 
result in the emergence of the evenly rotating economy if no further 
changes in the data were to appear. 

The operation of the entrepreneurs brings about a tendency to- 
ward an equalization of prices for the same goods in all subdivisions 
of the market, due aIlowance being made for the cost of transporta- 
tion and the time absorbed by it. Diffcrences in prices which are not 
merely transitory and bound to be wiped out by entrepreneurial 
action are always the outcome of particular obstacles obstructing the 
inherent tendency toward equalization. Some check prevents profit- 
seeking business from interfering. An observer not sufficiently famil- 
iar with actual commercial conditions is often at a loss to rccognize 
the institutional barriers hindering such equalization. But the mer- 
chants concerned always know what makes it impossible for them to 
take advantage of such differences. 

Statisticians treat this problem too lightly. When they have dis- 
covered differences in the wholesale price of a commodity between 
two cities or countries, not entirely accounted for by the cost of 
transportation, tariffs, and excise duties, they acquiesce in asserting 
that the purchasing power of money and the "level" of prices are 



di8erent.l On the basis of such statements people draft programs to 
remove these differences by monetary measures. However, the root 
cause of these differences cannot lie in monetary conditions. If prices 
in both countries are quoted in terms of the same kind of money, 
it is necessary to answer the question as to what prevents business- 
men from embarking upon dealings which are bound to make price 
differences disappear. Things are essentially the same if the prices are 
expresscd in terms of different kinds of money. For the mutual ex- 
change ratio between various kinds of money tends toward a point 
at which there is no further margin left to profitable expIoitation of 
differences in commodity prices. Whenever differences in commod- 
ity prices between various places pcrsist, it is a task for economic his- 
tory and descriptive economics to establish what institutional barriers 
hinder thc execution of transactions which must result in thc equaliza- 
tion of prices. 

All the prices we know arc past prices. They are facts of economic 
history. In speaking of present prices we imply that the prices of 
thc immediate future wiIl not differ from those of the immediate past. 
However, all that is asserted with regard to future prices is merely 
an outcome of the understanding of future events. 

The  experience of economic history never tells us morc than that 
at a definite date and definite place two parties A and I3 traded a 
definite quantity of the commodity a against a definite number of 
units of the money p. In speaking of such acts of buying and selling 
as the market price of a, we are guided by a thcorctical insight, de- 
duced from an aprioristic starting point. This is the insight that, in 
the absence of particular factors making for price differences, the 
prices paid at the same time and the same place for equal quantities 
of the same commodity tend toward equalization, viz., a final price. 
But the actual market prices never reach this final state. T h e  various 
market prices about which we can get information were determined 
under different conditions. It is impermissible to confuse averages 
computed from them with the final prices. 

Only with regard to fungible commodities negotiated on organized 
stock or commodity exchanges is it permissible, in comparing prices, 
to  assume that they refer to the same quality. Apart from such prices 
negotiated in exchanges and from prices of commodities the homo- 
geneity of which can be precisely established by technological anal- 

I. Sometimes the difference in price as established by price statistics is apparent 
only. The  price quotations may refer to various qualities of the article concerned. 
O r  they may, complying with the local usages of commerce, mean different 
things. They may, for instance, include or not include packing charges; they 
may refer to  cash payment o r  to payment at  a later date; and so on. 
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ysis, i t  is a serious bIunder t o  disregard differences in the quality 
of the commodity in question. Even in the wholesale tradi: of raw 
textiles the diversity of the articles plays the main role. A comparison 
of prices of consumers' goods is mainly misleading on account of the 
difference in quality. The  quantity traded in one transaction too is 
relevant in the determination of the price paid per unit. Shares of a 
corporation sold in one large lot bring a different price than those sold 
in several small lots. 

I t  is necessary to emphasize these facts again and again because it 
is customary nowadays to play off the statistical elaboration of price 
data against the theory of prices. However, the statistics of prices 
is altogether questionable. Its foundations are precarious because cir- 
cumstances for the most part do not permit the comparison of the 
various data, their linking together in series, and the computation of 
averages. Full of zeaI to embark upon mathematical operations, the 
statisticians yield to the temptation of disregarding the incompa- 
rability of the data available. The  information that a certain firm sold 
at a definite date a definite type of shoes for six dollars a pair relates 
a fact of economic history. A study of the behavior of shoe prices 
from 1923 to 1939 is conjectural, however sophisticated the methods 
applied may be. 

Catallactics shows that entrepreneurial activities tend toward an 
abolition of price differences not caused by the costs of transporta- 
tion and trade barriers. N o  experience has ever contradicted this 
theorem. The  results obtained by an arbitrary identification of un- 
equal things are irrelevant. 

2. Valuation and Appraisement 

T h e  ultimate source of the determination of prices is the value 
judgments of the consumers. Prices are the outcome of the valuation 
preferring LI to  6. They are social phenomena as they are brought 
about by  thc interplay of the valuations of all individuals participating 
in the operation of the market. Each individual, in buying or not 
buying and in selling or not selling, contributes his share to the forma- 
tion of the market prices. But the larger the market is, the smaller is 
the weight of each individual's contribution. Thus the structure of 
market prices appears to the individual as a datum to which he must 
adjust his own conduct. 

The  valuations which result in determination of definite prices are 
different. Each party attaches a higher value to the good he receives 
than to that he gives away. The  exchange ratio, the price, is not 
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the product of an equality of valuation, but, on the contrary, the 
product of a discrepancy in valuation. 

Appraisement must be clearly distinguished from valuation. Ap- 
praisement in no way depends upon the subjective valuation of the 
man who appraises. H e  is not intent upon establishing the subjective 
use-value of the good concerned, but upon anticipating the prices 
which the market will determine. Valuation is a value judgment ex- 
pressive of a difference in value. Appraisement is the anticipation of 
an expected fact. I t  aims at establishing what prices will be paid on 
the market for a particular commodity or what amount of money 
 ill be required for the purchase of a definite cormrnodity. 

Valuation and appraisement arc, however, closely connected. The  
valuations of an autarkic husbandman directly compare the weight 
he attaches to different means for the removal of uneasiness. The  valua- 
tions of a man buying and selling on the market must not disregard 
the structure of market prices; they depend upon appraisement. In 
order to  know the meaning of a price one must know the purchasing 
power of the amount of moncy concerned. I t  is necessary by and 
large to  be familiar with the prices of those goods which one would 
like to  acquire and to form on the ground of such Itnowledge an 
opinion a1)ont their future prices. If an individual speaks of the costs 
incurred by the purchase of some goods already acquired or to  be 
incurred by  the purchase of goods he plans to  acquire, he expresses 
these costs in t e r m  of moncy. But this amount of money represents 
in his eyes the degree of satisfaction he could obtain by  employing it 
for  the acquisition of other goods. T h e  valuation ~nakes a detour, 
i t  goes via the appraisement of the structure of market prices; but 
i t  always aims finally at the comparison of alternative modes for the 
removal of felt uneasiness. 

It is ultimately always the subjective value judgments of individuals 
that determine the formation of prices. CatalIactics in conceiving the 
pricing process necessarily reverts to  the fundamental category of 
action, the preference given t o  a over b. In view of popular errors it is 
expedient to  emphasize that catallactics deals with the real prices as 
they are paid in definite transactions and not with imaginary prices. 
The concept of final prices is merely a mental tool for  the grasp of a 
particular problem, the emergence of entrepreneurial profit and loss. 
The  concept of a "just" or "fair" price is devoid of any scientific 
meaning; i t  is a disguise for wishes, a striving for a state of affairs 
different from reality. Market prices are entirely determined by the 
value judgments of men as they really act. 

If one says that prices tend toward a point at which total demand is 
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equal to total supply, one resorts to another mode of expressing the 
same concatenation of phenomena. Demand and supply are the out- 
come of the conduct of those buying and selling. If, other things be- 
ing equal, supply increases, prices must drop. At the previous price 
all those ready to pay this price could buy the quantity they wanted 
to buy. If the supply increases, they must buy larger quantities or 
other people who did not buy before must become interested in 
buying. 'This can only be attained at a lower price. 

It is possible to visualize this interaction by drawing two curves, 
the demand curve and the supply curve, whose intersection shows 
the price. It is no less possibIe to express it in mathematical symbols. 
But it is necessary to comprehend that such pictorial or mathematical 
modes of representation do not affect the essence of our interpreta- 
tion and that they do not add a whit to our insight. Furthermore it 
is important to realize that we do not have any knowledge or experi- 
ence concerning the shape of such curves. Always, what we know 
is only market prices-that is, not the curves but only a point which 
we interpret as the intersection of two hypothetical curves. The draw- 
ing of such curves may prove expedient in visualizing the problems 
for undergraduates. For the real tasks of catallactics they are mere 
byplay. 

3.  The Prices of the Goods of Higher Orders 

The market process is coherent and indivisible. It is an indissoluble 
intertwinement of actions and reactions, of moves and countermoves. 
But the insufficiency of our mentaI abilities enjoins upon us the neces- 
sity of dividing it into parts and analyzing each of these parts sepa- 
rately. In resorting to such artificial cleavages we must never forget 
that the seemingly autonomous existence of these parts is an imaginary 
makeshift of our minds. They are only parts, that is, they cannot even 
be thought of as existing outside the structure of which they are 
parts. 

The prices of the goods of higher orders are ultimately determined 
by the prices of the goods of the first or lowest order, that is, the 
consumers' goods. As a consequence of this dependence they are 
ultimately determined by the subjective vahations of all members of 
the market society. It is, however, important to realize that we are 
faced with a connection of prices, not with a connection of valuations. 
The prices of the complementary factors of production are condi- 
tioned by the prices of the consumers' goods. The factors of produc- 
tion are appraised with regard to the prices of the products, and from 



Prices 3 3 1  

this appraisement their prices emerge. Not  the valuations but the 
appraisements are transferred from the goods of the first order to 
those of higher orders. The  prices of the consumers' goods engender 
the actions resulting in the determination of the prices of the factors 
of production. These prices are primarily connected only with the 
prices of the consumers' goods. With the valuations of the individuals 
they are only indirectly connected, viz., through the intermediary of 
thewprices 03 the consumers' goods, the products of their joint em- 
ployment. 

The tasks incumbent upon the theory of the prices of factors of 
production are to be solved by the same methods which are employed 
for  treatment of the prices of consumers' goods. W e  conceive the 
operation of the market of consumers' goods in a twofold way. W e  
think on the one hand of a state of affairs which leads to acts of ex- 
change; the situation is such that the uneasiness of various individuals 
can be removed to some extent because various peopIe value the same 
goods in a different way. On the other hand we think of a situation 
in which no further acts of exchange can happen because no actor 
expects any further improvement of his satisfaction by  further acts 
of exchange. W e  proceed in the same way in comprehending the 
formation of the prices of factors of production. T h e  operation of 
this market is actuated and kept in motion by  the exertion of the 
promoting entrepreneurs, eager to profit from differences in the 
market prices of the factors of production and the expected prices of 
the products. The  operation of this market would stop if a situation 
were ever to emerge in which the sum of the prices of the comple- 
mentary factors of production-but for interest-equaled the prices 
of the products and nobody believed that further price changes were 
to be expected. Thus wc have described the process adequately and 
completely by pointing out, positively, what actuates it and, nega- 
tively, what would suspend its motion. The  main importance is to be 
attached to the positive description. The  negative description re- 
sulting in the imaginary constructions of the final price and the evenly 
rotating economy is merely auxiliary. For the task is not the treat- 
ment of imaginaEy concepts, which never appear in Iife and action, 
but the treatment of the market prices at which the goods of higher 
orders are really bought and sold. 

This method we owe to Gossen, Carl Mcnger, and Biihm-Bawerk. 
Its main merit is that it implies the cognition that we are faced with 
a phenomenon of price determination inextricably linked with the 
market process. I t  distinguishes between two things: (a) the direct 
valuation of the factors of production which attaches the value of 



3 3 2  Human Action 
the product to  the total complex of the cotnplementary factors of 
production. and (6) the prices of the single factors of production 
which are formed on the market as rhc resultant of the concurring 
actions of competing highest bidders. Valuation as it  can be practiced 
by an isolated actor (Robinson Crusoe or  a socialist board of pro- 
diction management) can never result in a determination of such 
a thing as quotas of value. Valuation can only arrange goods in scales 
of prefcrence. I t  can never attach to  a good something that could be 
called a quantity or magnitude of value. I t  would be absurd to  speak 
of a sum of valuations or  values. I t  is permissible to  declare that, due 
allowance being made for  time preference, the value attached to a 
product is equal to the value of the total complex of complementary 
factors of production. But it would be nonsensical to assert that the 
value attached to a product is equal to  the "sum" of the values attached 
to the various complementary factors of production. One cannot 
add up values or  valuations. One can add up prices expressed in terms 
of money, but not scales of preference. One cannot divide values 
or  single out quotas of them. A value judgment never consists in any- 
thing other than preferring a to h. 

T h e  process of value imputation does not result in derivation of 
the value of the singlc productive agents from the value of their joint 
product. It does not bring about results which could serve as elements 
of economic calculation. I t  is onlv the markct that, in establishing 
prices for each factor of productidn, creates the conditions required 
for economic calculation. Economic calculation always deals with 
prices, never with values. 

T h e  market determines prices of factors of production in the same 
way in which it determines prices of consumers' goods. The  market 
process is an interaction of mcn deliberately striving after the best 
possible ren~oval of dissatisfaction. I t  is impbssible to think away or  
to eliminate from the market proccss the men actuating its operation. 
One cannot deal with the rnarkct of consumers' goods and disregard 
the actions of the consumers. One cannot deal with the market of the 
goods of higher orders while disregarding the actions of the entre- 
preneurs and the fact that the use of money is essential in their trans- 
actions. There is nothing automatic or  mechanical in the operation 
of the market. The  entrepreneurs, eager to  earn profits, appear as 
bidders at an auction, as it were, in which the owners of the factors 
of production put up for sale land, capital goods, and labor. T h e  
entrepreneurs are eager to  outdo one another by  bidding higher 
prices than thcir rivals. Their offers are limited on the one hand b y  
their anticipation of future prices of the products and on the other 
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hand by the necessity to snatch the factors of production away from 
the hands of other entrepreneurs competing with thcm. 

The entrepreneur is the agency that prevcnts the persistence of a 
state of production unsuitable to fill the most urgent wants of the 
consumers in the cheapest way. All people are anxious for the best 
possible satisfaction of their wants and arc in this sense striving after 
the highest profit they can reap. The mentality of the promoters, 
speculators, and entrepreneurs is not different from that of their fel- 
low men. They are merely superior to thc masses in mental power 
and energy. They are the leaders on the way toward material progress. 
They are the first to understand that there is a discrepancy between 
what is done and what could be done. They guess what the consumers 
would like to have and arc intent upon providing them with these 
things. In the pursuit of such plans they bid higher prices for some 
factors of production and lower the prices of other factors of pro- 
duction by restricting their demand for them. In supplying the market 
with those consumers' goods in the sale of which the highest profits 
can be earned, they create a tendcncy toward a fall in their prices. In 
restricting the output of those consumers' goods the production of 
which does not offer chances for reaping profit, they bring about a 
tendency toward a rise in their prices. All these transformations go 
on ceaselessly and could stop only if the unrealizable conditions of the 
evenly rotating economy and of static equilibrium were to be at- 
tained. 

In drafting their plans the entrepreneurs look first at the prices of 
the immediate past which are mistakenly called presefzt prices. Of 
course, the entrepreneurs never make these prices enter into their 
calculations without paying regard to anticipated changes. The prices 
of the immediate past are for them only the starting point of delibera- 
tions Ieading to forecasts of future prices. The prices of the past do not 
influence the determination of future prices. It is, on the contrary, the 
anticipation of future prices of the products that determines the state 
of prices of the complementary factors of production. The deter- 
mination of prices has, as far as the mutual exchange ratios between 
various commodities are concerned,"~ direct causal relation what- 
ever with the prices of the past. The allocation of the nonconvertible 
factors of production among the various branches of production 
and the amount of capital goods availabIe for future production are 

2. I t  is different with regard to the mutual exchange ratios between money and 
the vendible commodities and services. Cf. below, pp. 407-408. 

3. The  problem of the nonconvertible capital goods is dealt with below, pp. 
499-505. 
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historical magnitudes; in this regard the past is instrumental in shaping 
the course of future production and in affecting the prices of the 
future. But directly the prices of the factors of production are deter- 
mined exclusively by the anticipation of future prices of the products. 
The fact that yesterday people valued and appraised commodities in 
a different way is irrelevant. The consumers do not care about the 
investments made with regard to past market conditions and do not 
bother about the vested interests of entrepreneurs, capitalists, land- 
owners, and workers, who may be hurt by changes in the structure 
of prices. Such sentiments play no role in the formation of prices. (It 
is precisely the fact that the market does not respect vested interests 
that makes the people concerned ask for government interference.) 
Thc prices of the past are for the entrepreneur, the shaper of future 
production, merely a mental tool. The entrepreneurs do not con- 
struct afresh every day a radically new structure of prices or allocate 
anew the factors of production to the various branches of industry. 
They merely transform what the past has transmitted in better adapt- 
ing it to the altered conditions. How much of the previous conditions 
they preserve and how much they change depends on the extent to 
which the data have changed. 

The cconomic process is a continuous interplay of production and 
consumption. Today's activities are linked with those of the past 
through the technological knowledge at hand, the amount and the 
quality of the capital goods available, and the distribution of the 
ownership of these goods among various individuals. They are linked 
with the future through the very essence of human action; action is 
always directed toward the improvement of future conditions. In 
order to see his way in the unknown and uncertain future man has 
within his reach only two aids: experience of past events and his 
faculty of understanding. Knowledge about past prices is a part of 
this experience and at the same time the starting point of understand- 
ing - the future. 

If the memory of all prices of the past were to fade away, the 
pricing process would become more troublesome, but not impossible 
as far as the mutual exchange ratios between various commodities are 
concerned. It would be harder for the entrepreneurs to adjust pro- 
duction to the demand of the public, but it could be done nonetheless. 
It would be necessary for them to assemble anew all the data they 
need as the basis of their operations. They would not avoid mistakes 
which they now evade on account of experience at their disposal. 
Price fluctuations would be more violent at the beginning, factors of 
production would be wasted, want-satisfaction would be impaired. 



But finally, having paid dearly, people would again have acquired the 
experience needed for a smooth working of the market process. 

The  essential fact is that it is the competition of profit-seeking entre- 
preneurs that docs not tolerate the preservation of false prices of the 
factors of production. The  activities of the entrepreneurs are the 
element that would bring about the unrealizable state of the evenly 
rotating cconomy if no further changes werc to  occur. In  the world- 
embracing public sale called the market they arc the bidders for the 
factors of production. In bidding, they arc the mandataries of the con- 
sumers, as it werc. Each entrepreneur represents a different aspect 
of the consumers' wants, either a different commodity or another way 
of producing the same commodity. The  competition among the entre- 
preneurs is ultimately a competition among the various possibilities 
open to men to remove their uneasiness as far as possible by the 
acquisition of consumers' goods. The  decisions of the consumers to 
tmy one commodity and to postpone buying another determine the 
prices of factors of production required for manufacturing these 
commodities. The  competition between the entrepreneurs reflects 
the prices of consumers' goods in the formation of the prices of the 
factors of production. I t  reflects in the external world the conflict 
which the inexorable scarcity of the factors of production brings 
about in the soul of each individual. It  makes effective the subsumed 
decisions of the consumers as to what purpose the nonspecific factors 
should be used for and to what extent the spccific factors of produc- 
tion should be used. 

The  pricing process is a social process. It  is consummated by an 
interaction of all members of the society. All collaborate and cooper- 
ate, each in the particuIar role he has chosen for himself in the 
framework of the division of labor. Competing in cooperation and 
coopcrating in competition all people are instrumental in bringing 
about the result, viz., the price structure of the market, the allocation 
of the factors of production to the various lines of want-satisfaction, 
and the determination of the share of each individual. These three 
events are not three different matters. They are only different aspects 
of one indivisible phenomenon which our analytical scrutiny separates 
into three parts. In the market process they arc accomplished uno actu. 
Only people prepossessed by sociaIist leanings who cannot free them- 
selves from longing glances at socialist methods speak of three differ- 
ent processes in dealing with the market phenomena: thc detcrmina- 
tion of prices, the direction of productive efforts, and distribution. 
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A Limitation on the Pricing of Factors of Production 

The process which makes the prices of the factors of production spring 
from the prices of products can achieve its results only if, of the comple- 
mentary factors not replaceable by substitutes, not more than one is of 
absolutely specific character, that is, is not suitable for any other employ- 
ment. If the production of a product requires two or more absolutely 
specific factors, only a cumulative price can be assigned to them. If all 
factors of production were absolutely specific, the pricing process would 
not achieve more than such cumulative prices. It would accomplish noth- 
ing more than statements like this: as combining 3 a and 5 b  produces one 
unit of p, 3 a and 5 b together are equal to I p and the final price of 3 a 1 5 b  
is--due allowance being made for time preference-equal to the final price 
of I p. As entrepreneurs who want to use a and b  for purposes other than 
the production of p do not bid for them, a more detailed price dctermina- 
tion is impossible. Only if a demand emerges for a (or for b )  on the part of 
entrepreneurs who want to employ a (or b )  for other purposes, does com- 
petition between them and the entrepreneurs planning the production of p 
arise and a price for a (or for b) comes into existence, the height of which 
determines also the price of b  (or a). 

A world in which all the factors of production are absolutely specific 
could manage its affairs with such cumulative prices. In such a world there 
would not exist the problem of how to allocate the means of production to 
various branches of want-satisfaction. In our real world things are different. 
There are many scarce means of production which can be employed for 
various tasks. There the economic problem is to employ these factors in 
such a way that no unit of them should be used for the satisfaction of a less 
urgent need if this employment prevents the satisfaction of a more urgent 
need. It is this that the market solves in determining the prices of the factors 
of production. The social service rendered by this solution is not in the 
least impaired by the fact that for factors which can be employed only 
cumuIativcly no other than cumulative prices are determined. 

Factors of production which can be used in the same ratio of combina- 
tion for the production of various commodities but do not allow of any 
other use, are to be considered as absolutely specific factors. They are 
absolutely specific with regard to  the production of an intermediary prod- 
uct which can be utilized for various purposes. The price of this inter- 
mediary product can be assigned to them cumulatively only. Whether 
this intermediary product can be directly apperceived by the senses or 
whether it is merely the invisible and intangible outcome of their joint 
employment makes no difference. 

4. Cost Accounting 

In the calculation of the entrepreneur costs are the amount of 
money required for the procurement of the factors of production. 



Prices 337  

The entrepreneur is intent upon embarking upon those business proj- 
ects from which he expects the highest surplus of proceeds over 
costs and upon shunning projects from which he expects a lower 
amount of profit or even a loss. In doing this he adjusts his effort to 
the best possible satisfaction of the needs of the consumers. The fact 
that a project is not profitable because costs are higher than proceeds 
is the outcome of the fact that there is a more useful employment avail- 
able for the factors of production requircd. There are other products 
in the purchase of which the consumers are prcpared to allow for the 
prices of the factors of production required. But the consumers are 
not prepared to pay these prices in buying the commodity the pro- 
duction of which is not profitable. 

Cost accounting is affected by thc fact that the two following 
conditions are not always present: 

First, every incrcase in the quantity of factors cxpended for the 
production of a consumers' good increases its power to remove un- 
easiness. 

Second, cvery incrcase in the quantity of a consumers' good re- 
quires a proportional increase in the expenditure of factors of pro- 
duction or even a more than proportional increase in their expendi- 
ture. 

If both thcse conditions were always and without any excep- 
tion fultiIled, every increment z expendcd for increasing the quantity 
7n of a commodity g would be employed for the satisfaction of a need 
viewed as less urgent than the ieast urgent nced already satisfied by the 
quantity m available previously. At the same time the increment z 
would require the employment of factors of production to be with- 
drawn from the satisfaction of other needs considered as more press- 
ing than thosc needs whose satisfaction was foregone in order to 
produce the marginal unit of m. On the one hand the marginal value 
of the satisfaction derived from the increase in the quantity available 
of g would drop. On the other hand the costs required for the pro- 
duction of additiond quantities of g would increase in marginal dis- 
utility; factors of production would be withheld from employments 
in which they could satisfy morc urgent needs. Production must 
stop at the point at which the marginal utility of the increment no 
longer compensates for the marginal increase in the disutility of costs. 

Now these two conditions are present very often, but not generally 
without exception. There exist many commodities of a11 orders of 
goods whose physical structure is not homogeneous and which are 
therefore not perfectly divisible. 

I t  would, of course, be possible to conjure away the deviation from 
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the first condition mentioned above by a sophisticated play on words. 
One could say: half a motorcar is not a motorcar. If one adds to half 
a motorcar a quarter of a motorcar, one does not increase the "quan- 
tity" available; only the perfection of the process of production which 
turns out a complete car produces a unit and an increase in the "quan- 
tity" available. However, such an interpretation misses the point. The 
problem we must face is that not every increase in expenditure in- 
creases proportionately the objective use-value, the physical power 
of a thing to render a definite service. The various increments in 
expenditure bring about different results. There arc increments the 
expenditure of which remains useless if no further increments of a 
definite quantity arc added. 

On the other hand-and this is the deviation from the second con- 
dition-an increase in physical omput does not always require a 
proportionate increase in cxpenditurc or even any additional ex- 
penditure. It may happen that costs do not rise at all or that their rise 
increases output more than proportionately. For many means of 
production are not homogeneous either and not pcrfec;ly divisible. 
This is the phenomenon known to business as the superiority of big- 
scale production. The economists speak of the law of increasing re- 
turns or decreasing costs. 

W c  consider-as case A-a state of affairs in which ail factors of 
production are not perfectly divisible in such a way that full utiliza- 
tion of the productive services rendered by every further indivisible 
element of each factor requires full utilization of the further in- 
divisible elements of every other of the conlplementary factors. Then 
in every aggregate of productive agents each of the assembled ele- 
ments-every machine, every worker, every piece of raw material- 
can be fully utilized only if all the productive services of the other 
elements are fully employed too. Within these limits the production 
of a part of the maximum output attainable does not require a higher 
expenditure than the production of the highest possible output. We 
may also say that the minimum-size aggregate always produces the 
same quantity of products; it is impossible to produce a smaller quan- 
tity of products even if there is no use for a part of it. 

W e  consider-as case B-a state of affairs in which one group of the 
productive agents ( p )  is for all practical purposes perfectly divisible. 
On the other hand the imperfectly divisible agents can be divided 
in such a way that full utilization of the services rcndered by each 
further indivisible part of one agent requires full utilization of the 
further indivisible parts of the other imperfectly divisible comple- 
mentary factors. Then increasing production of an aggregate of 



Prices 339 

further indivisible factors from a partiaI to a more complete utiliza- 
tion of their productive capacity requires merely an increase in the 
quantity of p,  the perfectly divisible factors. However, one must 
guard oneself against the fallacy that this necessarily implies a de- 
crease in the average cost of production. It is true that within the 
aggregate of imperfectIy divisible factors each of them is now better 
utilized, that therefore costs of production as far as they are caused 
by the cooperation of these factors remain unchanged,. and that the 
quotas falling to a unit of output are decreasing. But on the other 
hand an increase in the employment of the perfectly divisible factors 
of production can be attained only by withdrawing them from other 
employments. The value of these other employments increases, other 
things being equal, with their shrinking; the price of these perfectly 
divisible factors tends to rise as more of them are used for the better 
utilization of the productive capacity of the aggregate of the not 
further divisible factors in question. One must not limit the considera- 
tion of our problem to the case in which the additional quantity of p 
is withdrawn from other enterprises producing the same product in 
a less efficient way and forces these enterprises to restrict their output. 
It  is obvious that in this case-competition between a more and a less 
efficient enterprise producing the same article out of the same raw 
materials-the average cost of production is decreasing in the ex- 
panding plant. A more general scrutiny of the problem leads to a dif- 
ferent result. If the units of p are withdrawn from other employments 
in which they would have been utilized for the production of other 
articles, there emerges a tendency toward an increase in the price 
of these units. This tendency may be compensated by accidental 
tendencies operating in the opposite direction; it may sometimes be so 
feeble that its effects are negligible. But it is always present and 
potentially influences the configuration of costs. 

Finally we consider-as case C-a state of affairs in which the var- 
ious imperfectly divisible factors of production can be divided only 
in such a way that, given the conditions of the market, any size which 
can be chosen for their assemblage in a production aggregate does not 
alIow for a combination in which full utilization of the productive 
capacity of one factor makes possible full utilization of the productive 
capacity of the other imperfectly divisible factors. This case C alone 
is of practical significance, while the cases A and B hardly play any 
role in real business. The characteristic feature of case  is that the 
configuration of production costs varies unevenly. If all imperfectly 
divisible factors are utilized to lcss than full capacity, an expansion of 
production res~~lts  in a decrease of average costs of production unless 
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a rise in the prices to be paid for the perfectly divisible factors 
counterbalances this outcome. But as soon as full utilization of the 
capacity of one of the imperfectly divisible factors is attained, fur- 
ther expansion of production causes a sudden sharp rise in costs. Then 
again a tendency toward a decrease in average production costs sets 
in and goes on working until full utilization of one of the imperfectly 
divisible factors is attained anew. 

Other things being equal, the more the production of a certain 
article increases, the more factors of production must be withdrawn 
from other employments in which they would have been used for the 
production of other articles. Hence-other things being equal- 
average production costs increase with the increase in the quantity 
produced. But this general law is by sections superseded by the 
phenomenon that not all factors of production are perfectly divisible 
and that, as far as they can be divided, they are not divisible in such 
a way that full utilization of one of them results in full utilization of 
the other imperfectly divisible factors. 

The planning entrepreneur is always faced with the question: T o  
what extent will the anticipated prices of the products exceed the 
anticipated costs? If the entrepreneur is still free with regard to the 
project in question, because he has not yet made any inconvertible 
investments for its realization, it is average costs that count for him. 
But if he has already a vested interest in the line of business concerned, 
he sees things from the angle of additional costs to be expended. He 
who already owns a not fully utilized production aggregate does not 
take into account average cost of production but ~narginal cost. With- 
out regard to the amount already expended for inconvertible invest- 
ments he is merely interested in the question whether or not the 
proceeds from the sale of an additional quantity of products will 
exceed the additional cost incurred by their production. Even if the 
whole amount invested in the inconvertible production facilities must 
be wiped off as loss, he goes on producing provided he expects a 
reasonable surplus of proceeds over current costs. 

With regard to popular errors it is necessary to emphasize that 
if the conditions required for the appearance of monopoly prices are 
not present, an entrepreneur is not in a position to increase his net 
returns by restricting production beyond the amount conforming 
with consumers' demand. But this problem will be dealt with later 
in section 6. 

4. Reasonable means in this connection that the anticipated returns on the 
convertible capital used for the continuation of production are at least not lower 
than the anticipated returns on its use for other projects. 
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That a factor of production is not perfectly divisible does not 
always mean that it can be constructed and employed in one size 
only. This, of course, may occur in some cases. But as a rule it is pos- 
sible to vary the dimensions of these factors. If out of the various 
dimensions which are possible for such a factor-e.g., a machine- 
one dimension is distinguished by the fact that the costs incurred by 
its production and operation are rendered lower per unit of the 
productive services than those for other dimensions, things are es- 
sentially identical. Then the superiority of the bigger plant does not 
consist in the fact that it utilizes a machine to full capacity while the 
smaller plant utilizes only a part of the capacity of a machine of the 
same size. It consists rather in the fact that the bigger plant employs 
a machine which operates with a better utilization of the factors of 
production required for its construction and operation than does the 
smaller machine employed by the smaller plant. 

The  role played in all branches of production by the fact that many 
factors of production are not perfectly divisible is very great. It  is 
of paramount importance in the course of industrial affairs. But one 
must guard oneself against many misinterpretations of its significance. 

One of these errors was the doctrine according to which in the proc- 
essing industries there prevails a law of increasing returns, while in 
agriculture and mining a law of decreasing returns prevails. The 
fallacies implied have been exploded above."s far as there is a dif- 
ference in this regard between conditions in agriculture and those in 
the processing industries, differences in the data bring them about. 
The immobility of the soil and the fact that the performance of the 
various agricultural operations depends on the seasons make it im- 
possible for farmers to take advantage of the capacity of many mov- 
able factors of production to the degree which conditions in manu- 
facturing for the most part allow. The optimum size of a production 
outfit in agricultural production is as a rule much smaller than in the 
processing industries. It is obvious and does not need any further 
explanation why the concentration of farming cannot be pushed to 
anything near the degree obtaining in the processing industries. 

However, the inequality in the distribution of natural resources 
over the earth's surface, which is one of the two factors making for 
the higher productivity of the division of labor, puts a limit to the 
progress of concentration in the processing industries also. The tend- 
ency toward a progressive specialization and the concentration of 
integrated industrial processes in only a few plants is counteracted by 
the geographical dispersion of natural resources. The fact that the 

5. Cf. above, p. 130.  
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production of raw materials and foodstuffs cannot be centralized 
and forces people to disperse over the various parts of the earth's 
surface enjoins also upon the processing industries a certain degree 
of decentralization. I t  makes it necessary to consider the problems of 
transportation as a particular factor of production costs. The  costs of 
transportation must be weighed against the economies to be expected 
from more thoroughgoing specialization. W7hile in some branches of 
the processing industries the utmost concentration is the most ade- 
quate   net hod of reducing costs, in other branches a certain degree of 
decentralization is more advantageous. In the servicing trades the dis- 
advantages of concentration become so great that they almost en- 
tirely overweigh the advantages derived. 

Then a historical factor comes into play. In the past capital goods 
were immobilized on sites on which our contemporaries would not 
have set them. It  is immaterial whether or not this immobilization was 
the most economical procedure to which the generations that brought 
it about could resort. In any event the present generation is faced with 
a fait accompli. It  must adjust its operations to the fact and it must 
take it into account in dealing with problems of the location of the 
processing ind~s t r ies .~  

Finally there are institutional factors. There are trade and migra- 
tion barriers. There are differences in political organization and meth- 
ods of government between various countries. Vast areas are adminis- 
tered in such a way that it is practically out of the question to choose 
them as a seat for any capital investment no matter how favorable their 
physical conditions may be. 

Entrepreneurial cost accounting must deal with all these geographi- 
cal, hjstorical and institutional factors. But even apart from them there 
are purely tcchnical factors limiting the optimum size of plants and 
firms. The  greater plant or  firm may require provisions and proce- 
dures which the smaller plant or firm can avoid. In: many instances 
the outlays caused by such provisions and procedures may be over- 
compensated by the reduction in costs derived from better utiiization 
of the capacity of some of the not perfectly divisible factors employed. 
In other instances this may not be the case. 

Under capitalism the irithmetical operations required for cost 
accounting and the confrontation of costs and proceeds can easily be 
effected as there are methods of economic calculation available. How- 
ever, cost accounting and calculation of the economic significance of 

6. For a thoroughgoing treatment of the conservatism enjoined upon men by 
the limited convertibility of many capital goods, the historically determined 
element in production, see below, pp. 499-510. 
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business projects under consideration is not merely a mathematical 
problem which can be solved satisfactorily by all those familiar with 
the elementary rules of arithmetic. The main question is the deter- 
mination of the money equivalents of the items which are to enter 
into the cakulation. It is a mistake to assume, as many economists do, 
that these equivalents are given magnitudes, uniquely determined by 
the state of economic conditions. They are speculative anticipations 
of uncertain future conditions and as such depend on the entrepre- 
neur's understanding of the future state of the market. The term 
fixed costs is also in this regard somewhat misleading. 

Every action aims at the best possible supplying of future needs. 
T o  achicve these ends it must make the best possible use of the avail- 
able factors of production. However, the historical process which 
brought about the present state of factors available is beside the point. 
What counts and influences the decisions concerning future action 
is solely the outcome of this historical process, the quantity and the 
quality of the factors available today. These factors are appraised 
only with regard to their ability to render producrive services for the 
removal of future uneasiness. The amount of money spent in the past 
for their production and acquisition is immaterial. 

It has already been pointed out that an entrepreneur who by the 
time he has to make a new decision has expended money for the 
realization of a definite project is in a differcnt position from that of 
a man who starts afresh. The former owns a complex of inconvertible 
factors of production which he can employ for ccrtain purposes. His 
decisions concerning further action will be influenced by this fact. 
But he appraises this complex not according to what he expended in 
the past for its acquisition. He appraises it exclusively from the point 
of view of its usefulness for future action. The fact that he has spent 
more or less for its acquisition is insignificant. This fact is only a factor 
in determining the amount of the entrepreneur's past losses or profits 
and the prescnt state of his fortune. It is an element in the historical 
process that brought about the present state of the supply of factors 
of production and as such it is of importance for future action. But 
it does not count for the planning of future action and the calculation 
regarding such action. It is irrelevant that the entries in the firm's 
books differ from the actual price of such inconvertible factors of 
production. 

Of course, such consummated losses or profits may motivate a 
firm to operate in a different way from which it would if it were not 
affected by them. Past losses may render a firm's financial position 
precarious, especially if they bring about indebtedness and burden 
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it with payments of interest and installments on the principal. How- 
ever, it is not correct to refer to such payments as a part of fixed 
costs. They have no relation whatever to the current operations. 
They are not caused by the process of production, but by the methods 
employed by the entrepreneur in the past for the procurement of the 
capital and capital goods needed. They are only accidental with 
reference to the going concern. But they may enforce upon the firm 
in question a conduct of affairs which it would not adopt if it were 
financially stronger. The urgent need for cash in order to meet pay- 
ments due does not affect its cost accounting, but its appraisal of ready 
cash as compared w-it11 cash that can only be received at a later day. 
It may impel the firm to sell inventories at an inappropriate moment 
and to use its durable production equipment in a way that unduly 
neglects its conservation for later use. 

It is immaterial for the problems of cost accounting whether a firm 
owns the capital invested in its enterprise or whether it has borrowed 
a greater or smaller part of it and is bound to comply with the terms 
of a loan contract rigidly fixing the rate of interest and the dates of 
maturity for interest and principal. The costs of production include 
only the interest on the capital which is still existent and working in 
the enterprise. It does not include interest on capital squandered jn 
the past by bad investment or by inefficiency in the conduct of cur- 
rent business operations. The task incumbent upon the businessman 
is always to use the supply of capital goods now available in the best 
possible way for the satisfaction of future needs. In the pursuit of 
this aim he must not be misled by past errors and failures the con- 
sequences of which cannot be brushed away. A plant may have been 
constructed in the past which would not have been built if one had 
better forecast the present situation. I t  is vain to lament this his- 
torical fact. The main thing is to find out whether or not the plant 
can still render any service and, if this question is answered in the 
affirmative, hour it can be best utilized. It is certainly sad for the in- 
dividual entrepreneur that he did not avoid errors. The losses in- 
curred impair his financial situation. They do not affect the costs to 
be taken into account in planning further action. 

It is important to stress this point because it has been distorted in 
the current interpretation and justification of various measures. One 
does not '%educe costs" by alleviating some firms' and corporations' 
burden of debts. A policy of wiping out debts or the interest due 
on them totally or in part does not reduce costs. It transfers wealth 
from creditors to debtors; it shifts the incidence of losses incurred 
in the past from one group of people to another group, e.g., from 
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the owners of common stock to those of preferred stock and cor- 
porate bonds. This argument of cost reduction is often advanced in 
favor of currency devaluation. I t  is no less fallacious in this case than 
all the other arguments brought forward for this purpose. 

What are commonly called fixed costs are also the costs incurred 
by the exploitation of the already available factors of production 
which are either rigidly inconvertihle or can be adapted for other 
productive purposes only at a considerable loss. These factors are of 
a more durable character than the other factors of production re- 
quired. But they are not permanent. They are used up in the process 
of production. With each unit of product turned out a part of the 
n~achine's power to produce is cxhausted. 'The extent of this attrition 
can be precisely ascertained by technology and can be appraised 
accordingly in terms of money. 

However, it is not only this money equivalent of the machine's 
wearing out which the entrepreneurial calculation has to consider. The 
t)usinessman is not merely concerned with thc duration of the ma- 
chine's technological life. He must take into account the future state 
of the market. Although a machine may still be technologically per- 
fectly utilizable, market conditions may render it obsolete and worth- 
less. If the demand for its products drops considerably or disappears 
altogether or if more efficient methods for supplying the consumers 
with these products appear, the machine is economically merely scrap 
iron. In planning the conduct of his business the entrepreneur must 
pay full regard to the anticipated future state of the market. The 
amount of "fixed" costs which enter into his calculation depends 
on his understanding of future events. It is not to be fixed simply by 
technological reasoning. 

The technologist may determine the optimum for a production 
aggregate's utilization. But this technological optimum may differ 
from that which the entrepreneur on the ground of his judgment con- 
cerning future market conditions enters into his economic calculation. 
Let us assume that a factory is equipped with machines which can be 
utilized for a period of ten years. Every year ro per cent of their 
prime costs is laid aside for depreciation. In the third year market 
conditions place a dilemma before the entrepreneur. He can double 
his output for the year and sell it at a price which (apart from cover- 
ing the increase id variable costs) exceeds the quota of depreciation 
for the current year and the present value of the last depreciation 
quota. But this doubling of production trebles the wearing out of 
the equipment and the surplus proceeds from the saIe of the double 
quantity of products are not great enough to make good also for the 
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present value of the depreciation quota of the ninth year. If the entre- 
preneur were to consider the annuaI depreciation quota as a rigid 
element for his calculation, he would have to deem the doubling of 
production as not profitable, as additional proceeds lag behind addi- 
tional cost. He would abstain from expanding production beyond 
the technological optimum. But the entrepreneur calculates in a dif- 
ferent way, although in his accountancy he may lay aside the same 
quota for depreciation every year. Whether or not the entrcpreneur 
prefers a fraction of the present value of the ninth year's depreciation 
quota to the technological services which the machines could render 
him in the ninth year, depends on his opinion concerning the future 
state of the market. 

Public opinion, governments and legislators, and the tax laws look 
upon a business outfit as a source of permanent revenue. They believe 
that the entrcpreneur who makes due allowance for capital main- 
tenance by annual depreciation quotas will aIways be in a position to 
reap a reasonable return from the capital invested in his durable 
producers' goods. Real conditions are different. A production ag- 
gregate such as a plant and its equipment is a factor of production 
whose usefulness depends on changing marltet conditions and the skill 
of the entrepreneur in employing it in accordance with the change 
in conditions. 

There is in the field of economic calculation nothing that is certain 
in the sense in which this term is used with regard to technological 
facts. The esscntial elements of economic calculation are speculative 
anticipations of future conditions. Commercial usages and customs 
and commercial laws have established definite rules for accountancy 
and auditing. There is accuracy in the keeping of books. But they are 
accurate only with regard to these rules. The book values do not re- 
flect precisely the real state of affairs. The market value of an aggre- 
gate of durable producers' goods may differ from the nominal figures 
the books show. The proof is that the Stock Exchange appraises them 
without any regard to these figures. 

Cost accounting is therefore not an arithmetical process which can 
be estabIished and examined by an indifferent umpire. It does not 
operate w-ith uniquely determined magnitudes which can be found 
out in an objective way. Its esscntial items are the result of an under- 
standing of future conditions, necessarily always colored by the 
entrepreneur's opinion about the future state of the market. 

Attempts to establish cost accounts on an "impartial" basis are 
doomed to failure. Calculating costs is a mental tool of action, the pur- 
posive design to make the best of the available means for an improve- 
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ment of future conditions. It is necessarily volitional, not factual. In 
the hands of an indifferent umpire it changes its character entirely. 
The umpire does not look forward to the future. He looks backward 
to the dead past and to rigid rules which are useless for real life and 
action. He does not anticipate changes. He is unwittingly guided by 
the prepossession that the evenly rotating economy is the normal and 
most desirable state of human affairs. Profits do not fit into his scheme. 
H e  has a confused idea about a "fair" rate of profit or a "fair" return 
on capital invested. However, there are no such things. In the evenly 
rotating economy there are no profits. In a changing economy profits 
are not determined with reference to any set of rules by which they 
could be classified as fair or unfair. Profits are never normal. Where 
there is normality, i.e., absence of change, no profits can emerge. 

5. Logical Catallactics Versus Mathematical Catallactics 

The problems of prices and costs have been treated also with 
mathematical methods. There have even been economists who held 
that the only appropriate method of dealing with economic problems 
is the mathematical method and who derided the logical economists 
as "literary" economists. 

If this antagonism between the logical and the mathematical econo- 
mists were merely a disagreement concerning the most adequate 
procedure to be applied in the study of economics, it would be 
superfluous to pay attention to it. The better method would prove 
its preeminence by bringing about better results. It may also be that 
different varieties of procedure are necessary for the solution of 
different problems and that for some of them one method is more 
useful than the other. 

However, this is not a dispute about heuristic questions, but a con- 
troversy concerning the foundations of economics. The mathematical 
method must be rejected not only on account of its barrenness. It is 
an entirely vicious merhod, srarring from fake assumptions and iead- 
ing to fallacious inferences. Its syllogisms are not only sterile; they 
divert the mind from the study of the real problems and distort the 
relations between the various phenomena. 

The ideas and procedures of the mathematical economists are not 
uniform. There are three main currents of thought which must be 
dealt with separately. 

The first variety is represented by the statisticians who aim at 
discovering economic laws from the study of economic experience. 
I'hey aiin to  transform economics into a "quantitative" science. Their 



program is condensed in the motto of the Econometric Society: 
Science is measurement. 

The fundamental error implied in this reasoning has been shown 
above.i Experience of economic history is always experience of com- 
plex phenomena. It can never convey knowledge of the kind the 
experimenter abstracts from a laboratory experiment. Statistics is a 
method for the presentation of historical facts concerning prices 
and other relevant data of human action. It is not economics and can- 
not produce economic theorems and theories. The statistics of prices 
is economic history. The insight that, ceteris paribus, an increase 
in demand must result in an increase in prices is not derived from 
experience. Kobody ever was or ever will be in a position to ob- 
serve a change in one of the market data ceteris paribus. There is 
no such thing as quantitative economics. All economic quantities we 
know about are data of economic history. No  reasonable man can 
contend that the relations between price and supply is in general, 
or in respect of certain commodities, constant. W e  know, on the 
contrary, that external phenomena affect different people in differ- 
ent ways, that the reactions of the same people to the same external 
events vary, and that it is not possible to assign individuals to classes 
of men reacting in the same way. This insight is a product of our 
aprioristic theory. It is true the empiricists reject this theory; they 
pretend that they aim to learn only frorn historical experience. How- 
ever, they contradict their own principles as soon as they pass be- 
yond the unadulterated recording of individual single prices and 
begin to construct series and to compute averages. A datum of ex- 
perience and a statistical fact is only a price paid at a definite time 
and a definite place for a definite quantity of a certain commodity. 
The arrangement of various price data in groups and the computation 
of averages are guided by theoretical deliberations which are logically 
and temporally antecedent. The extent to which certain attending 
features and circumstantial contingencies of the price data concerned 
are cake~i or not taken inco consideration depends on theoreticai 
reasoning of the same kind. Nobody is so bold as to maintain that a 
rise of a per cent in the supply of any commodity must always-in 
every country and at any time-result in a fall of b per cent in its 
price. But as no quantitative econon~ist ever ventured to define pre- 
cisely on the ground of statistical experience the spcciaI conditions 
producing a definite deviation from the ratio a : b, the futilitv of his 
endeavors is manifest. Moreover, money is not a standard 'for the 
nxasurcment of prices; it is a medium whose exchange ratio varies 

7. Cf. above, pp. 31, 55-56, 
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in the same way, although as a rule not with the same speed and to 
the same extent, in which the mutual exchange ratios of the vendible - 
commodities and services vary. 

There is hardly any need to dwelI longer upon the exposure of the 
claims of quantitative economics. In spite of all the high-sounding 
pronouncements of its advocates, nothing has been done for the 
realization of its program. The late Henry Schultz devoted his re- 
search to the measurement of elasticities of demand for various com- 
modities. Professor Paul H. Douglas has praised the outcome of 
Schultz's studies as "a work as necessary to help make economics 
a more or  less exact science as was the determination of atomic 
weights for  the development of chemistry." T h e  truth is that Schultz 
never embarked upon a determination of the elasticity of demand for 
any commodity as such; the data he relied upon were limited to cer- 
tain geographical areas and historical periods. His results for a definite 
commodity, for instance potatoes, do not refer to potatoes in general, 
but to potatoes in the United States in the years from 1875 to 1 9 2 9 . ~  
They are, at best, rather questionable and unsatisfactory contributions 
to various chapters of economic history. They are certainly not steps 
toward the realization of the confused and contradictory program 
of quantitative economics. It  must be emphasized that the two other 
varieties of mathematical economics are fully aware of the futility of 
quantitative economics. For they have never ventured to make any 
magnitudes as found by the econometricians enter into their formulas 
and equations and thus to adapt them for the solution of particular 
problems. There is in the field of human action no means of dealing 
with future events other than that provided by understanding. 

The  second field treated by mathematical economists is that of the 
rclation of prices and costs. In dealing with these problems the 
mathematical economists disregard the operation of the market process 
and moreover pretend to abstract from the use of money inherent 
in all econonlic calculations. However, as they speak of prices and 
costs in generai and confront prices and costs, they tacitiy impiy the 
existence and the use of money. Prices are always money prices, and 
costs cannot be taken into account in economic calculation if not 
expressed in terms of money. If one does not resort to terms of money, 
costs are expressed in complex quantities of diverse goods and serv- 
ices to he expended for the procurement of a product. On the other 
hand prices-if this term is applicabIe a t  all to exchange ratios deter- 

8. Cf. Paul H .  Douglas in Econometrics, VII, tor. 
9.  Cf. Henry Schultz, The  Theory  and Measurement of Demmnd (University 

of Chicago Press, 19381, pp. 405-427, 
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mined by barter-are the enumeration of quantities of various goods 
against which the "seller" can exchange a definite supply. The goods 
which are referred to in such "prices" are not the same to which the 
"costs" refer. A comparison of such prices in kind and costs in kind 
is not feasible. That the seller values the goods he gives away less than 
those he receives in exchange for them, that the seller and the buyer 
disagree with regard to the subjective valuation of the two goods 
exchangcd, and that an entrepreneur embarks upon a project only 
if he expects to receive for the product goods that he values higher 
than those expended in their production, all this we know alreadv on 
the ground of praxeological comprehension. It is this aprio;istic 
know-ledge that enables us to anticipate the conduct of an entrepre- 
neur who is in a position to resort to economic calculation. But the 
~nathematical economist deludes himself when he pretends to treat 
thcsc problems in a more general way by omitting any reference to 
terms of money. It is vain to investigate instances of nonperfect divisi- 
bility of factors of production without reference to economic calcula- 
tion in terms of money. Such a scrutiny can never go beyond the 
knowledge already available; namely tha; every entrepreneur is intent 
upon producing those articles the sale of which will bring him pro- 
ceeds that he values higher than the total complex of goods expended 
in their production. But if there is no indirect exchange and if no me- 
dium of cxchange is in common use, he can succeed, provided he has 
correctly anticipated the future state of the market, only if he is en- 
dowed with a superhuman intellect. He would have to take in at a 
glance all exchange ratios determined at the market in such a way as to 
assign in his deliberations precisely the place due to every good ac- 
cording to these ratios. 

It cannot be denied that all investigations concerning the relation 
of prices and costs presuppose both the use of money and the mar- 
ket process. But the mathematical economists shut their eyes to this 
obvious fact. They formulate equations and draw curves which are 
supposed ro describe reaiiry. in fact they describe oniy a hypothetical 
and unrealizablc state of affairs, in no way similar to the catallactic 
problems in question. They substitute algebraic symbols for the deter- 
minate terms of money as used in economic calculation and believe 
that this- procedure rcnders their reasoning more scientific. They 
strongly impress the gullible layman. In fact they only confuse and 
muddle things which are satisfactorily dealt with in textbooks of 
commercial arithmetic and accountancy. 

Some of thcsc mathematicians have gone so far as to declare that 
economic calculation could be established on the basis of units of 
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utility. They call their methods utility analysis. Their error is shared 
by the third variety of mathematical economics. 

The characteristic mark of this third group is that they are openly 
and consciously intent upon solving catallactic problems without 
any reference to the market process. Their ideal is to construct an 
economic theory according to the pattern of mechanics. They again 
and again resort to analogies with classical mechanics which in their 
opinion is the unique and absolute model of scientific inquiry. There 
is no need to explain again why this analogy is superficial and mis- 
leading and in what respects purposive human action radically differs 
from motion, the subject matter of mechanics. It is enough to stress 
one point, viz., the practical significance of the differential equations 
in both fields. 

The deliberations which result in the formulation of an equation 
are necessarily of a nonmathematical character. The formulation of 
the equation is the consummation of our knowledge; it does not 
directly enlarge our knowledge. Yet, in mechanics the equation can 
render very important practical services. As there exist constant 
relations between various mechanical elements and as these relations 
can be ascertained by experiments, it becomes possible to use equa- 
tions for the solution of definite technological problems. Our modern 
industrial civilization is mainly an accomplishment of this utilization 
of the differential equations of physics. No such constant relations 
exist, however, between economic elements. The equations formu- 
lated by mathematical economics remain a useless piece of mental 
gymnastics and would remain so even if they were to express much 
more than they really do. 

A sound economic deliberation must never forget these two funda- 
mental principles of the theory of value: First, valuing that results in 
action always means preferring and setting aside; it never means 
equivalence. Second, there is no means of comparing the valuations 
of different individuals or the valuations of the same individuals at 
diEerent instants other than by estabiisiiing whether or not they ar- 
range the alternatives in question in the same order of preference. 

In the imaginary construction of the evenly rotating economy all 
factors of production are employed in such a way that each of them 
renders the most valuable service. No thinkable and possible change 
could improve the state of satisfaction; no factor is employed for the 
satisfaction of a need a if this employment prevents the satisfaction 
of a need b that is considered more valuable than the satisfaction of 
a. It  is, of course, possible to describe this imaginary state of the 
allocation of resources in differential equations and to visualize it 
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graphically in curves. But such devices do not assert anything about 
the market process. They mereIy mark out an imaginary situation in 
which the market process would cease to operate. The mathematical 
economists disregard the whole theoretical elucidation of the market 
process and evasively amuse themselves with an auxiliary notion 
employed in its context and devoid of any sense when used outside 
of this context. 

In physics we are faced with changes occurring in various sense 
phenomena. W e  discover a regularity in the sequence of these changes 
and these observations lead us to the construction of a science of 
physics. W e  know nothing about the ultimate forces actuating these 
changes. They are for the searching rnind ultimately given and defy 
any further analysis. What  we know from observation is the regular 
concatenation of various observable entities and attributes. I t  is this 
mutual interdependence of data that the physicist describes in dif- 
ferential equations. 

In praxeology the first fact we know is that men are purposively 
intent upon bringing about some changes. It is this Itnowled, <re that 
integrates the subject matter of praxeology and differentiates it from 
the subject matter of the natural sciences. W e  know the forces behind 
the changes, and this aprioristic knowledge leads us to a cognition of 
the praxeological processes. The  physicist does not know what 
electricitv "is." I-Ic knows only phenomena attributed to something 
called electricity. But the economist knows what actuates the market 
process. It  is only thanks to this ltnowlcdge that he is in a position to 
distinguish market phenomena from other phenomena and to describe 
the market process. 

Now, the mathematical economists does not contribute anything 
to the elucidation of the market process. H c  mercly describes an 
auxiliary makeshift employed by the logical economists as a limiting 
notion, the definition of a state of affairs in which there is no longer 
any action and the market process has come to a standstiI1. That is 
all he can sav. -W-hat the iogicai economist sets forth in words when 
defining the- imaginary constructions of the final state of rest and 
the evenly rotating economy and what the mathematical economist 
himself must describe in words before he embarks upon his mathe- 
matical work, is translated into algebraic symbols. A superficial anal- 
ogy is spun out too long, that is alI. 

Both the logical and the mathematical economists assert that human 
action ultimately aims at the establishment of such a state of equilib- 
rium and would reach it if all further changes in data were to cease. 
But the logical economist knows much more than that. Me shows how 
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the activities of enterprising men, the promoters and speculators, 
eager to profit from discrepancics in the price structure, tend toward 
eradicating such discrepancies and thcreby also toward blotting out 
the sources of entrepreneurial profit and loss. H e  shows how this 
process would finally result in the establishment of the cvenly rotating 
economy. This is the task of economic theory. The  mathematical 
description of various states of equilibrium is mere play. The problem 
is the analysis of the market process. 

A comparison of both methods of economic analysis makes us 
understand the meaning of the often raised request to enlarge the scope 
of economic science by the construction of a dynamic theory instead 
of the mcre occupation with static problems. With regard to logical 
economics this postulate is devoid of any sense. Logical economics 
is essentially a theory of processes and changes. I t  resorts to the im- 
aginary constructions of changelessness mcrely for the elucidation 
of the phenomena of change. But it is different with mathematical 
economics. Its equations and formula are limited to the description 
of states of equilibrium and nonacting. It  cannot assert anything with 
rcgard to the formation of such states and their transformation into 
other states as long as it remains in the realm of mathematical proce- 
dures. As against mathematical econon~ics the request for a dynamic 
theory is well substantiated. But there is no means for mathematical 
economics to comply with this request. The  problems of process 
analysis, i.e., the only economic problems that matter, defy any 
mathematical approach. The  introduction of time parameters into the 
equations is no solution. It  does not even indicate the essential short- 
comings of the mathematical method. The  statements that every 
change involves time and that change is always in thc temporal se- 
quence are merely a way of expressing the fact that as far as there 
is rigidity and unchangeability there is no time. The main deficiency 
of mathematical economics is not the fact that it ignores thc temporal 
sequence, but that it ignores the operation of the market process. 

The  mathematicai nlethod is at a ioss to show Row from a state 
of nonequilibrium those actions spring up which tend toward the 
cstablishmcnt of equilibrium. I t  is, of course, possible to indicate the 
mathematical operations required for the transformation of the 
mathematical description of a definite state of nonequilibrium into 
the ~nathematical description of the state of equilibrium. But these 
mathematical operations by no means describe the market process 
actuated by  the discrepancies in the price structure. The  differential 
equations of mechanics are supposed to describe precisely the motions 
concerned at any instant of the time traveled through. The  economic 
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equations have no reference whatever to conditions as they really are 
in each instant of the time interval between the state of nonequilib- 
rium and that of equilibrium. Only those entirely blinded by the 
prepossession that economics must be a pale replica of mechanics 
will underrate the weight of this objection. A very imperfect and 
superficial metaphor is not a substitute for the services rendered by 
logical economics. 

In every chapter of catallactics the devastating consequences of 
the mathematical treatment of economics can be tested. It is enough 
to refer to two instances only. One is provided by the so-called 
equation of exchange, the mathematical economists' futile and mis- 
leading attempt to deal with changes in the purchasing power of 
money.1° The second can be best expressed in referring to Professor 
Schumpeter's dictum according to which consumers in evaluating 
consumers' goods "ipso facto also evaluate the means of production 
which enter into the production of these goods." l1 It is hardly pos- 
sible to construe the market process in a more erroneous way. 

Economics is not about goods and services, it is about the actions 
of living men. Its goal is not to dwell upon imaginary constructions 
such as equilibrium. These constructions are only tools of reason- 
ing. The sole task of economics is analysis of the actions of men, is the 
analysis of processes. 

6. Monopoly Prices 

Competitive prices are the outcome of a complete adjustment of 
the sellers to the demand of the consumers. Under the competitive 
price the whole supply available is sold, and the specific factors of 
production are employed to the extent permitted by the prices of 
the nonspecific complementary factors. No  part of a supply available 
is permanently withheld from the market, and the marginal unit of 
specific factors of production employed does not yield any net 
proceed. The whole economic process is conducted for the benefit 
of the consumers. There is no conflict between the interests of the 
buyers and those of the sellers, between the interests of the producers 
and those of the consumers. The owners of the various commodities 
are not in a position to divert consumption and production from the 
lines enjoined by the state of supply of goods and services of all 
orders and the state of technological knowledge. 

10. Cf. below, p. 396. 
I I .  Cf. Joseph A. Schumpeter, Capitalism, Socialism and Democracy (New 

York, 1942), p. 175. For a critique of this statement, cf. Hayek, "The Use of 
Knowledge in Society," American Economic Review, X X X V ,  5zp-5.30. 
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Every single seller would see his &vn proceeds increased if a fall 
in the supply at the disposal of his competitors were to increase the 
price at which he himself could sell his own supply. But on a com- 
petitive market he is not in a position to bring about this outcome. 
Except for a privilege derived from government interference with 
business he must submit to the state of the market as it is. 

The entrepreneur in his entrepreneurial capacity is always subject 
to the full supremacy of the consumers. It is different with the owners 
of vendible goods and factors of production and, of course, with the 
entrepreneurs in their capacity as owners of such goods and factors. 
Under certain conditions they fare better by restricting supply and 
selling it at a higher price per unit. The prices thus determined, the 
monopoly prices, are an infringement of the supremacy of the con- 
sumers and the democracy of the market. 

The special conditions and circumstances required for the enler- 
gence of monopoly prices and their catallactic features are: 

I .  There must prevail a monopoly of supply. The whole s~zpply of 
the monopolized commodity is controlled by a single seller or a 
group of sellers acting in concert. The monopolist-whether one 
individual or a group of individuals-is in a position to restrict the 
supply offcred for sale or enlployed for production in order to raise 
the price per unit sold and need not fear that his plan will be fru! . 
trated by interference on the part of other sellers of the same com- 
modity. 

2. Either the monopolist is not in a position to discriminate among 
the buyers or he voluntarily abstains from such discrimination.12 

3 .    he reaction of the buying public to the rise in prices bevond 
the potential competitive price, the fall in demand, is not such-as to 
render the proceeds resulting from total sales at any price exceeding 
the competitive price smaller than total proceeds resulting from total 
sales a t  the competitive price. Hence it is superfluous to enter into 
sophisticated disquisitions concerning what must be considered the 
mark of the sameness of an article. It is not necessary to raise the ques- 
tion whether all neckties are to be called specimens of the same 
article or whether one should distinguish them with regard to fabric, 
color, and pattern. An academic delimitation of various articles is 
useless. The only point that counts is the way in which the buvers 
react to the rise in prices. For the theory of monopoly price -it is 
irrelevant to observe that every necktie manufacturer turns out dif- 
ferent artides and to call each of them a monopolist. Catallactics does 
not deal with monopoly as such but with monopoly prices. A seller 

x 2. Price discrimination is dealt with below, pp. 385-388. 
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of neckties which arc different from those offered for sale by  other 
people could attain monopoly prices only if the buyers did not react 
to any rise in prices in such a way as to make such a rise disadvanta- 
geous for him. 

itlonopoly is a prerequisite for the emergence of monopoly prices, 
but i t  is not the only prerequisite. There is a further condition re- 
quired, namely a certain shape of the demand curve. The mere exist- 
ence of monopoly does not mean anything. T h e  publisher of a copy- 
right book is a monopolist. But he may not be able to sell a single 
copy, no matter how low the price he asks. hTot every price at which 
a monopolist sells a monopolized commodity is a monopoly price. 
Monopoly prices are only prices at which it is more advantageous for 
the monopolist to restrict the total amount to be sold than to expand 
his sales to the limit which a competitive market would allow. They 
are the outcome of a deliberate design tending toward a restriction of 
trade. 

Tn calling the monopolist's conduct deliberate, it is not meant to 
suggest that he compares the monopoly price he is asking with the 
competitive price which a hypothetical nonmonopolized market 
would have determined. I t  is only the economist who contrasts the 
~nonopoly price with the potential competitive price. Tn the dclibcra- 
tions of the monopolist who has already got his monopolistic position, 
the competitive price plays no role at all. Like every other seller he 
wants to realize the highest price attainable. I t  is only the state of the 
market as conditioned by his monopolistic position on the one hand 
and the conduct of the buyers on the other that results in the emer- 
gence of monopoly prices. 

4. I t  is a fundamental mistake to assume that there is a third cate- 
gory of prices which are neither monopoly prices nor competitive 
prices. If we disregard the problem of price discrimination to be 
dealt with later, a definite price is either a competitive price or a 
monopoly price. The  assertions to the contrary are due to the erro- 
neous belief that competition is not free or perfect unless everybody 
is in a position to present himself as a seller of a definite com- 
modity. 

The  available supply of every commodity is Iimited. If it were not 
scarce with regard to the demand of the public, the thing in question 
would not be considered an economic good, and no price would be 
paid for it. I t  is therefore misleading to apply the concept of monopoly 
in such a way as to make it cover the entire field of economic goods. 
Mere 1imitaGon of supply is thc source of economic value and of 
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all prices paid; as such it is not yet sufficient to generate monopoly 
prices.13 

The term monopolistic or imperfect competition is applied today 
to the cases in which there are some differences in the products of 
different producers and sellers. This means that almost all consumers' 
goods are included in the class of monopolized goods. However, the 
only question relevant in the study of the determination of prices is 
whether these differences can be used by the seller for a scheme of 
deliberate restriction of supply for the sake of increasing his total 
net proceeds. Only if this is possible and put into effect, can monopoly 
prices emerge as differentiated from competitive prices. It may be 
true that every seller has a clientele which prefers his brand to those 
of his competitors and would not stop buying it even if the price were 
higher. But the problem for the seller is whether the number of such 
people is great enough to overcompensate the reduction of totaI sales 
which the abstention from buying on the part of other people would 
bring about. Only if this is the case, can he consider the substitution 
of monopoly prices for competitive prices advantageous. 

The confusion which led to the idea of imperfect or monopolistic 
competition stems from a misinterpretation of the term control of 
supply. Every producer of every product has his share in con- 
trolling the supply of all commodities offered for sale. If he had 
produced more a, he would have increased supply and brought about 
a tendency toward a lower price. But the question is why he did not 
produce more of a. Was he in restricting his production of a to the 
amount of p intent upon complying to the best of his abilities with 
the wishes of the consumers? Or was he intent upon defying the 
orders of the consumers for his own advantage? In the first case he 
did not produce more of a, because increasing the quantity of n be- 
yond p would have withdrawn scarce factors of production from 
other branches in which they would have been employed for the 
satisfaction of more urgent needs of the consumers. He does not 
produse p + r, hut  mere!^ p, because such an increase w d d  have 
rendercd his business unprofitable or less profitable, while there are 
still other more profitable employments available for capital invest- 
ment. In the second case he did not produce r ,  because it was more 
advantageous for him to leave a part of the available supply of a 
monopolized specific factor of production m unused. If m were not 
monopolized by him, it would have been impossible for him to ex- 

r 3 .  Cf. the refutation of the misleading extension of the concept of monopoly 
by Richard T. Ely, Alonopolies ~ n d  Trusts (New York, 1906), pp. 1-36. 
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pect any advantage from restricting his production of a. His com- 
petitors would have filled the gap and he would not have been in a 
position to ask higher prices. 

In dealing with monopoly prices we must always search for the 
monopolized factor 7n. If no such factor is in the case, no monopoly 
prices can emerge. The first requirement for monopoly prices is the 
existence of a monopolized good. If no quantity of such a good nz is 
withheld, there is no opportunity for an entrepreneur to substitute 
monopoly prices for competitive prices. 

Entrepreneurial profit has nothing at all to do with monopoly. If 
an entrepreneur is in a position to sell at monopoly prices, he owes 
this advantage to his monopoly with regard to a monopolized factor 
m. H e  earns the specific monopoly gain from his ownership of m, not 
from his specific entrepreneurial activities. 

Let us assume that an accident cuts a city's electrical supply for 
several days and forces the residents to resort to candlelight only. 
The price of candles rises to s; at this price the whole supply avail- 
able is sold out. The stores selling candles reap a high profit i i  selling 
their whole supply at s. But it could happen that the storekeepers 
combine in order to withhold a part of their stock from the market 
and to sell the rest at a price s -+ t. While s would have been the 
competitive price, s + t is a monopoly price. The surplus earned by 
the storekeepers at the price s + t over the proceeds they would have 
earned when selling at s only is their specific monopoly gain. 

It is immaterial in what way the storekeepers bring about the 
restriction of the supply offered for sale. The physical destruction of 
a part of the supply availabIe is the classical case of monopolistic 
action. Only a short time ago it was practiced by the Brazilian govern- 
ment in burning large quantities of coffee. nut the same effect can be 
attained by leaving a part of the supply unused. 

While there constantly prevails a tendency to make profits dis- 
appear, the specific monopoly gain is a permanent phenomenon and 
can disappear only with a change in the market data. While profits 
are incompatible with the imaginary construction of the evenly rotat- 
ing economy, monopoly prices and specific monopoly gains are not. 

5. The competitive price is determined by the state of the market. 
There prevails on a competitive market a tendency toward the dis- 
appearance of differences in prices and the establishment of a uniform 
price. With regard to monopoly prices things are different. If it is 
possible for the seller to increase his net proceeds by restricting sales 
and increasing prices per unit sold, then as a rule there are several 
monopoly prices which satisfy this condition. As a rule one of these 
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monopoly prices yields the highest net proceeds. But it may also 
happen that various monopoly prices are equally advantageous to 
the monopolist. W e  may call this monopoly price or these monopoly 
prices most advantageous to the monopolist the optimum ~nonopoly 
price or the optimum monopoly prices. 

6. The monopolist does not know beforehand in what way the con- 
sumers will react to a rise in prices. Hc must resort to trial and error 
in his endeavors to find out whether the monopolizcd good can be 
sold to his advantage at any price exceeding the competitive price 
and, if this is so, which of various possible monopoly prices is the 
optimum monopoly price or one of the optimum rnonopoly prices. 
This is in practice much more difficult than the economist assumes 
when, in drawing demand curves, he ascribes perfect foresight to the 
monopolist. We must therefore list as a special condition required for 
the appearance of monopoly priccs the monopolist's abiIity to dis- 
cover such prices. 

7. A special case is provided by the incomplete monopoly. The 
grcater part of the totaI supply available is owned by the n ~ o n b ~ o ~ i s t ;  
the rest is owned by one or several men who are not prepared to co- 
operate with the monopolist in a scheme for restricting sales and 
bringing about monopoly priccs. However, the reluctance of these 
outsiders does not prevent the establishment of monopoly prices if 
the portion p, controlled by the monopolist is large enough when com- 
pared with the sum of the outsiders' portions p,. Let us assume that 
the whole supply ( p  = p, + p,)  can be sold at the price c per unit and 
a supply of p - z at the monopoly price d. If d ( p ,  - z )  is higher 
than c p,, it is to the advantage of the monopolist to embark upon a 
lnonopolistic restriction of his sales, no matter what the conduct of the 
outsiders may be. They may go on selling at the price c or they may 
raise their p k e s  up to the maximum of d.  The only point that counts 
is that the outsiders are not willing to put up with a reduction in the 
quantity which they themselves are selling. The whole reduction re- 
quired must be borne by the owner of p,. This influences his plans 
and will as a rule result in the emergence of a monopoly price which 
is different from that which would have been established under com- 
plete monopoly.14 

8. Duopoly and oIigopoly are not special varieties of monopoly 
prices, but merely a variety of the methods applied for the establish- 
ment of a rnonopoly price. Two or several men own the whole supply. 
They all are prepared to sell at monopoly prices and to restrict their 

14. It is obvious that an incomplete nionopolp scheme is bound to collapse if 
the outsiders come into a position to expand their sales. 
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total sales accordingly. But for some reason they do not want to act 
in concert. Each of them goes his own way without any formal or 
tacit agreement with his competitors. But each of them knows also 
that his rivals are intent upon R monopolistic restriction of their sales 
in order to reap higher prices per unit and specific monopoly gains. 
Each of thcm watches carefully the conduct of his rivals and tries 
to adjust his own plans to their actions. A succession of moves and 
countermoves, a mutual outwitting results, the outcome of which 
depends on the personal cunning of the adverse parties. The duopolists 
and oligopolists have two objectives in mind: to find out the monopoly 
price most advantageous to the sellers on the one hand and to shift 
as much as possible of the burden of restricting the amount of sales 
to their rivals. Precisely because they do not agree with regard to the 
quotas of the reduced amount of sales to be allotted to each party, 
they do not act in concert as the members of a cartel do. 

One must not confuse duopoly and oligopoly with the incomplete 
monopoly or with competition aiming at the establishment of monop- 
oly. In thc case of incon~plete monopoly only the monopolistic group 
is prepared to restrict its sales in ordcr to make a monopoly pricc pre- 
vail; the other sellers decline to restrict their sales. But duopolists and 
oligopolists are rcady to withhold a part of their supply from the mar- 
ket. In the case of pricc dashing one group A plans to attain fuII mo- 
nopoly or incomplete monopoly by forcing all or most of its com- 
petitors, the B's, to go out of business. It cuts prices to a level which 
makes selling ruinous to its morc vulnerable competitors. A mav also 
incur losses by selling at this low rate; but it is in a position to unhergo 
such losses for a longer time than the others and it is confident that 
it will make good for them later by ample monopoly gains. This 
process has nothing to do with monopoly prices. It is a scheme for the 
attainment of a monopoly position. 

One may wonder whether duopoly and oligopoly are of practical 
significance. As a rule the parties concerned will come to at least 
a tacit understanding concerning their quotas of the reduced amount 
of sales. 

9. The monopolized good by whose partial withholding from the 
market the monopoly prices are made to prevail can be either a good 
of the lowest order or a good of a higher order, a factor of production. 
It may consist in the control of the technological knowledge required 
for production, the "recipe." Such recipes are as a rule free goods as 
their ability to produce definite effects is unlimited. They can become 
economic goods only if they are monopolized and their use is re- 
stricted. Any pricc paid for the services rendered by a recipe is al- 
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ways a monopoIy price. It is immaterial whether the restriction of a 
recipe's use is made possible by institutional conditions-such as 
patents and copyright laws-or by the fact that a formula is kept 
secret and other people fail to guess it. 

The complementary factor of production the monopolization of 
which can result in the establishment of monopoly prices may also 
consist in a man's opportunity to make his cooperation in the produc- 
tion of a good ltnown to consumers who attribute to this cooperation 
a special significance. This opportunity may be given either by the 
nature of the commodities or services in question or by institutional 
provisions such as protection of trademarks. The reasons why the 
consumers value the contribution of a man or a firm so highly are 
manifold. They may be: special confidence placed on the individual 
or firm concerned on account of previous experience; l 5  merely base- 
less prejudice or error; snobbishness; magic or metaphysical pre- 
possessions whose groundlessness is ridiculed by more reasonable 
people. A drug marked by a trade-mark may not differ in its chemical 
structure and its physiological efficacy from other compounds not 
marked with the same label. However, if the buyers attach a special 
significance to this label and are ready to pay higher prices for the 
product marked with it, the seller can, provided the configuration of 
demand is propitious, reap monopoly prices. 

The monopoly which enables the monopolist to restrict the amount 
offered without counteraction on the part of other people can consist 
in the greater productivity of a factor which he has at his disposal as 
against the lower productivity of the corresponding factor at the 
disposal of his potential con~petitors. If the margin between the 
higher productivity of his supply of the monopolized factor and that 
of his potential competitors is broad enough for the emergence of a 
monopoly price, a situation results which we may call margin mo- 
nop01y.~" 

Let us illustrate margin monopoly by referring to its most fre- 
quent instance in present-day conditions, the power of a protective 
tariff to generate a monopoly price under special circumstances. 
Atlantis puts a tariff t on the importation of each unit of the com- 
modity p the world market price of which is s. If domestic consump- 
tion of p in Atlantis at the price s $ t is a and domestic production of 
p is b, b being smaller than a, then the costs of the ~narginal dealer are 

15. Cf. below, pp. 376380 ,  on good will. 
16. The use of this term "margin monopoly" is, like that of any other, quite 

optional. It would be vain to object that every other monopoly which results in 
monopoly prices could also be called a margin monopoly. 
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s + t. The domestic plants are in a position to sell their total output at 
the price s + t. The tariff is effective and offers to domestic business 
the incentive to expand the prod~~ction of p frorn b to a quantity 
slightly smaller than a. But if b is greater than a, things are different. 
If we assume that h is so large that even at the price s domestic con- 
sumption lags behind it and the surplus must be exported and sold 
abroad, the imposition of a tariff does not affect the price of p. Both 
the domestic and the world market price of p remain unchanged. 
However the tariff, in discriminating between domestic and foreign 
production of p, accords to the domestic plants a privilege which 
can be used for a monopolistic combine, provided certain further 
conditions are present. If it is possible to find within the margin be- 
tween s + t and s a monopoly price, it becomes lucrative for the 
domestic enterprises to form a cartel. The cartel sells in the home 
market of Atlantis at a monopoly price and disposes of the surpluz 
abroad at the world market price. Of course, as the quantity of p 
offered at the world market increases as a consequence of ;he re- 
striction of the quantity sold in Atlantis, the world market price drops 
from s to s,. It is therefore a further requirement for the emergence 
of the domestic monopoly price that the total restriction in proceeds 
resulting from this fa11 in the world market price is not so great as 
to absorb the whole monopoly gain of the domestic cartel. 

In the long run such a national cartel cannot preserve its monopo- 
listic position if entrance into its branch of production is free to 
newcomers. The monopolized factor the services of which the cartel 
restricts (as far as the domestic market is concerned) for the sake of 
monopoly prices is a geographical condition which can easily be 
duplicated by every new investor who establishes a new plant within 
the borders of Atlantis. Under modern industrial conditions, thc 
characteristic feature of which is steady technological progress, the 
latest plant will as a rule be more efficient than the older plants and 
produce at lower average costs. The incentive to prospective new- 
comers is therefore twofoid. it consists not oniy in the monopoiy gain 
of the cartel members, but also in the possibility of outstripping 
them by lower costs of production. 

Here again institutions come to the aid of the old firms that form 
the cartel. The patents give them a legal monopoly which nobody 
may infringe. Of course, only some of their production processes 
may be protected by patents. But a competitor who is prevented 
from resorting to these processes and to the production of the articles 
concerned may be handicapped in such a serious way that he cannot 
consider entrance into the field of the cartelized industry. 
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The owner of a patent enjoys a legal monopoly which, other condi- 
tions being propitious, can be used for the attainment of monopoly 
prices. Beyond the field covered by the patent itself a patent may 
render auxiliary services in the establishment and preservation of mar- 
gin monopoly where the primary institutional conditions for the emer- 
gence of such a monopoly prevail. 

W e  may assume that some world cartels would exist even in the 
absence o'f any government interference which provides for other 
commodities the indispensable conditions required for the construc- 
tion of a monopolistic combine. There are some commodities, e.g., 
diamonds and mercury, the supply of which is by nature limited to 
a few sources. The owners of these resources can easily be united for 
concerted action. But such cartels would play only a minor role in 
the setting of world production. Their economic significance would 
be rather small. The important place that cartels occupy in our time 
is an outcome of the interventionist policies adopted by the govern- 
ments of all countries. The great monopoly problem mankind has to 
face today is not an outgrowth of the operation of the market econ- 
omy. It is a product of purposive action on the part of governments. 
It is not one of the evils inherent in capitalism as the demagogues 
trumpet. It is, on the contrary, the fruit of policies hostile to capitalism 
and intent upon sabotaging and destroying its operation. 

The classical country of the cartels was Germany. In the last dccadcs 
of the nineteenth century the German Reich embarked upon a vast 
scheme of Sozialpolitik. The idea was to raise the income and the 
standard of living of the wage-earners by various measures of what 
is called prolabor legislation, by the much glorified Bismarck plan of 
social security, and by labor-union pressure and compulsion for the 
attainment of higher wage rates. The advocates of this policy defied 
thc warnings of the economists. There is no such thing as economic 
law, they announced. The HohenzolIern Empire which had defeated 
the Emperors of Austria and of France and before which the nations 
of the world trembled was above any law. Its will was the supreme 
canon. 

In stark reality the Sozialpolitik raised costs of production within 
Germany. Every progress of the alleged prolabor legislation and 
every successful strike disarranged industrial conditions to the dis- 
advakage of the German enterprises. It made it harder for them to 
outdo foreign competitors for whom the domestic events of Germany 
did not raise costs of production. If the Germans had been in a posi- 
tion to renounce the export of manufactures and to produce only for 
the domestic market, the tariff could have sheltered the German 
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plants against the intensified competition of foreign business. They 
wouId have been in a position to reap higher prices. What  the wage 
earner would have profited from the achievements of the legislature 
and the unions, would have been absorbed by the higher prices he 
would have had to pay for the articles he bought. Real wage rates 
would have risen only to the extent the entrepreneurs could improve 
technological procedures and thereby increase the productivity of 
labor. The tariff would have rendered the Sozialpolitik harmless in 
preventing a spread of unemployment. 

But Germany is, and was already at the time Bismarck inaugurated 
his prolabor policy, a predominantly industrial country. Its plants 
exported a considerable part of their total output. These exports 
enabled the Germans to import the foodstuffs and raw materials 
they could not grow in their own country, comparatively over- 
populated and poorly endowed with natural resources as it was. As 
has been pointed out above, such a surplus production renders a 
protective tariff ineffective. Only cartels could free Germany from 
the catastrophic consequences of its "progressive" prolabor policies. 
The cartels charged monopoly prices at home and sold abroad at 
cheaper prices. The cartels are the necessary accompaniment and 
upshot of a "progressive" labor policy as far as it affects industries 
dependent on foreign markets. The carteIs do not, of course, safe- 
guard for the wage earners the illusory social gains which the labor 
politicians and the union leaders them. There is no means 
of raising wage rates for all those eager to earn wages above the 
height determined by the productivity of each kind of labor. What 
the cartels achieved was merely to counterbalance the apparent 
gains in nominal wage rates by  corresponding increases in domestic 
commodity prices. But the most disastrous effect of minimum wage 
rates, permanent mass unemployment, was at first avoided. 

Germany was not the first country that resorted to "prolabor" legis- 
lation and gave its labor unions a free hand to enforce rninimum wage 
rates. Other countries had preceded Germany in this respect.  it 
the oppositon w-hich these policies had encountered on the part of 
economists, reasonable statesmen, and businessmen had for many 
years put a check upon the progress of these destructive methods of 
goternment. For the most part their alleged benefits did not grant .. 
the wage earners more than they had already won, without any inter- 
ference on the part of the government, by the technological improve- 
ments which never cease under capitalism. When in some cases the 
government had gone a little farther, the propulsive evolution of 
business in a very short time ~nade things even. Rut in later years, 
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especially after the end of the first World War, all other nations 
adopted for their labor poIicies the thorough methods of the Germans. 
Again the cartel had to supplement the "prolabor" policies in order 
to conceal their futility and to postpone for a time their manifest 
fiasco. 

With all industries which cannot content themselves with the 
domestic markct and are intent upon selling a part of their output 
abroad the function of the tariff, in this age of government inter- 
ference with business, is to enable the establishment of domestic mo- 
nopoly prices. Whatever the purpose and the effects of tariffs may 
have been in the past, as soon as an exporting country embarks upon 
measures designed to increase the re~venues of the wage earners or the 
farmers above the potential market rates, it must foster schemes which 
result in domestic nlonopoly prices for the comn~odities concerned. 
A national government's might is Iimited to the territory subject to its 
sovereignty. It has the power to raise domestic costs of production. 
I t  does not have the,power to force foreigners to pay correspondingly 
higher prices for the products. If exports are not to be discontinued, 
they must be subsidized. The subsidy can be paid openly by the 
treasury or its burden can be imposed upon the consumers by the 
cartel's monopoly prices. 

The advocates of government interference with business ascribe to 
the "State" the power to benefit certain groups within the framework 
of the market by a mere fiat. In fact this power is the government's 
power to foster monopolistic combines. The monopoly gains are the 
funds out of which the "social gains" are financed. As far as these 
monopoly gains do not suffice, the various measures of intervention- 
ism immediately paralyze the operation of the market; mass unem- 
ployment, depression, and capital consumption appear. This explains 
the eagerness of all contemporary governments to foster monopoly 
in all those sectors of the market which are in some way or other 
connected with export trade. 

If a government does not or cannot succeed in attaining its mo- 
nopoIistic aims indirectly, it resorts to direct action. In the field of 
coal and potash the Imperial Government of Germany established 
compulsory cartels. The American New Deal was prevented by the 
opposition of business from organking the nation's great industries 
on an obligatory carte1 basis. It  succeeded better in some vital branches 
of farming with measures designed to restrict output for the sake 
of monopoly prices. A long series of agreements concluded between 
the world's most prominent governments aimed at the establishment 
of world-market monopoly prices for various raw materials and food- 
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stuffs.17 It is the avowed purpose of the United Nations to continue 
these plans. 

It is necessary to view this promonopoly policy of the contempo- 
rary governments as a uniform phenomenon in order to discern the 
reasons which motivated it. From the catalIactic point of view these 
monopolies are not uniform. The contractual cartels into which entre- 
preneurs enter in taking advantage of the incentive offered by pro- 
tective tariffs are instances of margin monopoly. Where the govern- 
ment directly fosters monopoly prices we are faced with instances of 
license monopoly. The factor of production by the restriction of the 
use of which the monopoly price is brought about is the license 
which the laws make a requisite for supplying the consumers. 

Such licenses may be granted in different ways: 
(a) An unlimited license is granted to practically every applicant. 

This amounts to a state of affairs under which no license at all is re- 
quired. 

(b) Licenses are granted only to selected applicants. Competition 
is restricted. However, monopoly prices can emerge only if the 
licensees act in concert and the configuration of demand is propi- 
tious. 

(c) There is only one licensee. The licensee, e.g:, the holder of 
a patent or a copyright, is a monopolist. If the configuration of the 
demand is propitious and if the licensee wants to reap monopoly pins, 
he can ask monopoly prices. 

(d) The licenses granted are limited. They confer upon the licensee 
only the right to produce or to sell a definite quantity, in order to 
prevent him from disarranging the authority's schen~e. The authority 
itself directs the establishment of monopoly prices. 

Finally there arc thc instances in which a government estabIishes a 
monopoly for fiscaI purposes. The monopoly gains go to the treas- 
ury. Many European governments have instituted tobacco monop- 
olies. Others have monopolized salt, matches, telegraph and telephone 
service, broadcasting, and so on. Without exception every country 
has a government n~onopoly of the postal service. 
10. Margin monopoly need not always owe its appearance to an 

institutional factor such as tariffs. It  can also be produced by sufficient 
differences in the fertility or productivity of some factors of produc- 
tion. 

It has already been said that it is a serious blunder to speak of a land 
monopoly and to rcfer to monopoly prices and monopoly gains in 

17. A collection of these agreements was published in 1943 by the International 
Labor Office under the title intergovernmental C o m o d i t y  Control Agreements. 
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explaining the prices of agricultural products and the rent of land. 
As far as history is confronted with instances of monopoly prices 
for agricultural products, it was license monopoly fostered by govern- 
ment decree. However the acknowledgment of these facts does not 
mean that differences in the fertility of the soil could never bring about 
monopoly prices. If the difference'between the fertility of the poorest 
soil still tilled and the richest fallow fields available for an expansion 
of production were so great as to enable the owners of the already 
exploited soil to find an advantageous monopoly price within this 
margin, they could consider restricting production by concerted 
action in order to reap monopoly prices. But it is a fact that physical 
conditions in agriculture do not comply with these requirements. 
It is precisely on account of this fact that farmers longing for mo- 
nopoly prices do not resort to spontaneous action but ask for the in- 
terference of governments. 

In various branches of mining conditions are often more propitious 
for the emergence of monopoly prices based on margin monopoly. 

r I. It has been asserted again and again that the economies of big- 
scale production have generated a tendency toward monopoly prices 
in the processing industries. Such a monopoly would be called in our 
terminology a margin monopoly. 

Before entering into a discussion of this topic one must clarifv the 
role an increase or decrease in the unit's average cost of production 
plays in the considerations of a monopolist searching for the most 
advantageous monopoly price. W e  consider a case in which the owner 
of a monopolized complementary factor of production, e.g., a patent, 
at the same time manufactures the product p. If the average cost of 
production of one unit of p, without any regard to the patent, de- 
creases with the increase in the quantity produced, the monopolist 
must weigh this against the gains expected from the restriction of 
output. If on the other hand cost of production per unit decreases 
with the restriction of total production, the incentive to embark upon 
monopolistic restraint is augmented. It is obvious that the mere fact 
that big-scale production tends as a nile to lower average costs of 
production is in itself not a factor driving toward the emergence 
of monopoly prices. It is rather a checking factor. 

What those who blame the economies of big-scale production for 
the spread of monopoly prices are trying to say is that the higher 
efficiency of big-scale production makes it difficult or even impossible 
for small-scale plants to compete successfuIly. A big-scale plant could, 
they believe, resort to monopoly prices with impunity because small 
business is not in a position to challenge its monopoly. Now, it is cer- 
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tainly true that in many branches of the processing industries it would 
be foolish to enter the market with the high-cost products of smal1, 
inadequate plants. A modern cotton mill does not need to fear the 
competition of old-fashioned distaffs; its rivals are other more or less 
adequately equipped mills. But this does not mean that it enjoys the 
opportunity of selling at monopoly prices. There is competition 
between big businesses too. If monopoly prices prevail in the sale of 
the products of big-size business, the reasons arc either patents or 
monopoly in thc ownership of mines or other sources of raw material 
or cartels based on tariffs. 

One must not confuse the notions of n~onopoly and of monopoly 
prices. Merc monopoly as such is catallactically of no importance if 
it does not result in monopoly prices. Monopoly prices are conse- 
quential only because they are the outcome of a conduct of business 
defying the supremacy of the consumers and substituting the private 
interests of the monopoIist for those of thc public. They are the only 
instance in the operation of a market economy in which the distinc- 
tion between production for profit and production for use could to 
some extent be made if one were prepared to disregard the fact that 
monopoly gains have nothing at all to do with profits proper. They 
are not a part of what catallactics can call profits; they are an increase 
in the price earned from the sale of the services rendered by some 
factors of production, some of these factors being physical factors, 
some of them merely institutional. If the entrepreneurs and capitalists 
in the absence of a monopoly price constellation abstain from ex- 
panding production in a certain branch of industry because the op- 
portunities offered to them in other branches are more attractive, they 
do not act in defiance of the wants of the consumers. On the contrary, 
they follow precisely the line indicated by the denland as expressed 
on the market. 

The political bias which has obfuscated the discussion of the mo- 
nopoly problem has neglected to pay attention to the essential issues 
;-x~nl--J. 1- A-ol;-m ~ x A t h  ~ T - O Y T T  POCP of mmopo!y 9rices ane mnsc 
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first of all raise the question of what obstacles restram people from 
challcnging the monopoIists. In answering this question one discovers 
the role played in the emergence of monopoly prices by institutional 
factors. It is nonsense to spcak of conspiracy with regard to the 
deals between American firms and German cartels. If an American 
wanted to manufacture an article protected by a patent owned by 
Germans, he was compelled by the American law to come to an ar- 
rangement with German business. 

I 2 .  A special case is what may be called the failure monopoly. 
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In the past capitalists invested funds in a plant designed for the 
production of the article p. Later events proved the investment ;I 

failure, The  prices which can be obtained in selling p are so low that 
the capital invested in the plant's inconvertible equipment does not 
yield a return. It  is lost. However, these prices arc high enough to 
yield a reasonable return for the variable capital to  be employed for  
the current production of p. If the irrevocable loss of the capital in- 
vested in the inconvertible equipment is written off on the books and 
all corresponding alterations arc made in the accounts, the reduced 
capital working in the conduct of the business is by and large so 
profitable that i t  wouId be a new mistake to stop production alto- 
gether. The  plant works at full capacity producing the quantity q of p 
and selling the unit at the price s. 

But conditions may be such that it is possible for the enterprise 
to reap a monopoly gain by restricting output to q / 2  and selling the 
unit of p at the price 3 s. Then the capital invested in the inconvertible 
equipment no longer appears completely lost. It yields a modest re- 
turn, namely, the monopoly gain. 

This enterprise now sells at monopoly prices and reaps monopoly 
gains although the total capital invested yields little when compared 
with what the investors would have earked if they had invested in 
other lines of business. The enterprise withholds from the market 
the services which the unused production capacity of its durable 
equipment could render and fares better than it would by producing 
at  full capacity. It  defies the order3 of the public. T h e  public would 
have been in better position if the investors had avoided the mistake 
of immobilizing a part of their capital in the production of p. They 
would, of course, not get any p. But they would instead obtain those 
articles which they miss now because the capital required for their 
production has been wasted in the construction of an aggregate for 
the production of p. However, as things are now after this irreparable 
fault has been committed, the%. want to get more of p and are ready 
t o  pay for it what is now its potential competitive market price, 
namely, s. They do not approve, as conditions are now, the action of 
the enterprise in withholding an amount of variable capital from 
employment for the production of p. This amount certainly does not 
remain unused. It  goes into other lines of business and produces there 
something else, namely. m. But as conditions are now, the consumers 
would prcfer an increase of thc available quantity of p to an increase 
in the available quantity of 727. The proof is that inthe absence of a mo- 
nopoIistic restriction of the capacity for the production of p,  as it is 
under given conditions, the profitability of a production of the quan- 
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tity q of s would be such that it would pay better than an increase in the 
quantity of the article 7n produced. 

There arc two distinctive features of this case. First, the monopoly 
prices paid by the buyers are still lower than the total cost of produc- 
tion of p would be if full account is taken of the whole input of the 
investors. Second, the monopoly gains of the firm are so small that 
they do not make the total venture appear a good investment. It re- 
mains malinvestment. It is precisely this fact: that constitutes the mo- 
nopolistic position of the firm. No  outsider wants to enter its field of 
entrepreneurial activity because the production of p results in losses. 

Failure monopoly is by no means a merely academic construction. 
It is, for instance, actual today in the case of some railroad companies. 
But one must guard against the mistake of interpreting every instance 
of unused production capacity as a failure monopoly. Even in the 
absence of monopoly it may be more profitable to employ variable 
capital for other purposes instead of expanding a firm's production 
to the limit fixed by the capacity of its durable inconvertible equip- 
ment; then the output restriction complies precisely with the state 
of the competitive market and the wishes of the public. 

13. Local monopolies are, as a rule, of institutional origin. But 
there are also local monopolies which originate out of conditions of the 
unhampered market. Often the institutional monopoly is designed to 
deaI with a monopoly which came into existence or would be likely to 
come into existence without any authoritarian interference with the 
market. 

A catallactic classification of local monopolies must distinguish 
three groups: margin monopoIy, limited-space monopoly and license 
monopoly. 

A local margin monopoly is characterized by the fact that the barricr 
preventing outsiders from competing on the local market and break- 
ing the monopoly of the local sellers is the comparative height of 
transportation costs. S o  tariffs are needed to grant limited protection 
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the production of bricks against the competition of far distant tile 
works. The costs of transportation provide them with a margin in 
which, the configuration of demand being propitious, an advantageous 
monopob price can be found. 

So far'local margin monopolies do not differ catallactically from 
other instances of margin monopoly. What distinguishes them and 
makes it necessary to deal with them in a special way is their relation 
to the rent of urban land on the one hand and their relation to city 
development on the other. 



Prices 3 7 1  

Let us assume that an area A offering favorable conditions for the 
aggregation of an increasing urban population is subject to monopoly 
prices for building materials. Consequently building costs are higher 
than they would be in the absence of such a monopoly. But there is 
no reason for those weighing the pros and cons of choosing the loca- 
tion of their homes and their workshops in A to pay higher prices for 
the purchase or the renting of such houses and workshops. These 
prices are determined on the one hand hy the corresponding prices in 
other areas and on the other by the advantages which settling in A 
offers when compared with settling somewhere else. The higher ex- 
penditure required for construction does not affect these prices; 
its incidence falls upon the yield of land. The burden of the mo- 
nopoly gains of the sellers of building materials falls on the owners of 
the urban soil. These gains absorb proceeds which in their absence 
would go to these owners. Even in the-not very likely-case that 
the demand for houses and workshops is such as to make it possible for 
the owners of the land to attain monopoly prices in selling and leasing, 
the monopoIy prices of the building materials would affect only the 
proceeds of the landowners, not the prices to be paid by the buyers or 
tenants. 

The fact that the burden of the monopoly gains reverts to the price 
of urban employment of the land does not mean that it does not 
check the growth of the city. It postpones the employment of the 
peripheral land for the expansion of the urban settlement. The instant 
at which it becomes advantageous for the owner of a piece of suburban 
land to withdraw it from agricultural or other nonurban employ- 
ment and to use it for urban development appears at a later date. 

Now arresting a city's development is a two-edged action. Its 
usefulness for the monopolist is ambiguous. He cannot know whether 
future conditions will be such as to attract more people to A, the only 
market for his products. One of the attractions a city offers to new- 
comers is its bigness, the multitude of its population. Industry and 
commerce tend toward centers. If the monopolist's action delays the 
growth of the urban community, it may direct the stream toward 
other places. An opportunity may be missed which never comes back. 
Greater proceeds in the future may be sacrificed to comparatively 
small short-run gains. 

It is therefore at least questionable whether the owner of a local 
margin monopoly in the long run serves his own interests well by 
embarking upon selling at monopoly prices. It would oftcn bc more 
advantageous for him to discriminate between the various buyers. He 
could sell at higher prices for construction projects in the central 
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parts of the city and at lower prices for such projects in peripheral 
districts. The range of local margin monopoly is more restricted than 
is generally assumed. 

Limited-space mompoly is the outcome of the fact that physical 
conditions restrict the field of opcration in such a way that only one 
or a few enterprises can enter it. Monopoly emerges when there is 
only one enterprise in the field or when the few operating enter- 
prises combine for concerted action. 

It is sometimes possible for two competing trolley companies to 
operate in the same streets of a city. There were instances in which 
two or even more companies shared in supplying the residents of 
an area with gas, electricity, and telephone service. But even in such 
exceptional cases there is hardly any real competition. Conditions 
suggest to the rivals that they combine at least tacitly. The narrow- 
ness of the space results, one way or another, in monopoly. 

In practice limited-space monopoly is closely connected with 
license monopoly. It is practically impossible to enter the field with- 
out an understanding with the local authorities controlling the streets 
and their subsoil. Even in the absence of laws requiring a franchise 
for the establishment of public utility services, it would be necessary 
for the enterprises to come to an agreement with the municipal 
authorities. Whether or not such agreements are to be lcgally de- 
scribed as franchises is unimportant. 

Monopoly, of course, need not result in monopoly prices. It de- 
pends on the special data of each case whether or not a monopolistic 
public utility company could resort to monopoly prices. But there 
are certainly cases in which it can. It may be that the company is 
ill-advised in choosing a monopoly-price policy and that it would bet- 
ter serve its long-run interests by lower prices. But there is no 
guarantee that a monopolist will find out what is most advantageous 
for him. 

One must realize that limited-space monopoly may often result in 
monopoly prices. In this case we are confronted with a situation in 
which the market process does not accomplish its democratic func- 
tion.18 

Private enterprise is very unpopular with our contemporaries. Pri- 
vate ownership of the means of production is especially disliked in 
those fields in which limited-space n~onopoly emerges even if the 
company does not charge monopoly prices and even if its business 
yields only small profits or results in losses. A "public utility" com- 
pany is in the eyes of the interventionist and socialist pcjli&ians a 

18. About the significance of this fact see below, pp. 676678 .  
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public enemy. The voters approve of any evil inflicted upon it by 
the authorities. It is generally assumed that these enterprises shouid 
be nationalized or municipalized. Monopoly gains, it is said, must 
never go to private citizens. They should go to the public funds ex- 
clusiveIy. 

The outcome of the municipalization and nationalization policies 
of the last decades was almost without exception financial failare, 
poor service, and political corruption. Blinded by their anticapital- 
istic prejudices people condone poor service and corruption and for 
a long time did not bother about the financial failure. However, this 
failure is one of the factors which contributed to the emergence of 
the present-day crisis of interventionism,'" 

14. It is customary to characterize traditional labor-union policies 
as monopolistic schemes aiming at the substitution of monopoly wage 
rates for competitive wage rates. However, as a rule labor unions do 
not aim at monopoly wage rates. A union is intent upon restricting 
competition on its own sector of the labor market in order to raise 
its wage rates. But restriction of competition and monopoly price 
policy must not be confused. The characteristic feature of monopoly 
prices is the fact that the sale of only a part p of the total supply P 
available nets higher proceeds than the sale of P. The monopolist earns 
a monopoly gain by withholding P - p from the market. It is not 
the height of this gain that marks the monopoly price situation as 
such, but the purposive action of the monopolists in bringing it about. 
The monopolist is concerned with the employment of the whole 
stock available. He is equally interested in every fraction of this 
stock. Tf a part of it remains unused, it is his loss. Xonetheless he 
chooses to have a part unused because under the prevailing configura- 
tion of demand it is more advantageous for him to proceed in this 
way. It is the peculiar state of the market that motivates his decision. 
The monopoly which is one of the two indispensable conditions of 
the emergence of monopoly prices may be-and is as a rule-the 
product of an institutional interference with the market data. But these 
external forces do not directly result in nlonopoly prices. Only if a 
second req~iirement is fulfilled is the opportunity for monopolistic 
action set. 

It is different in the case of simple supply restriction. Here the 
authors of the restriction are not concerned with what may happen 
to the part of the supply they bar from access to the market. The fate 
of the people who own this part does not matter to them. They are 
looking only at that part of the supply which remains on the market, 

rg. See below, pp. 851-853. 
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.Monopolistic action is advantageous for the monopolist only if total 
net proceeds at a monopoly price exceed total net proceeds at the 
potential competitive price. Restrictive action is always advantageous 
for the privileged group and disadvantageous for those whom it ex- 
cludes from the market. It always raises the price per unit and there- 
fore the total net proceeds of the privileged group. The losses of the 
excluded group are not taken into account. 

It may happen that the benefits which the privileged group derives 
from the restriction of competition are much more lucrative for them 
than any imaginable monopoly price policy could be. But this is an- 
other question. It does not blot out the catallactic differences between 
these two modes of action. 

The prevailing labor-union policies are restrictive and not n ~ o -  
nopoly price policics. The unions are intent upon restricting the sup- 
ply of labor in their field without bothering about the fare of  those 
cxcluded. They have succeeded in cvery comparativeIy underpopu- 
lated country in erecting immigration barriers. Thus they preserve 
their comparatively high wage rates. The excluded foreign workers 
are forced to stay in their countries in which the marginal produc- 
tivity of labor, and consequently wage rates, are lower. The tendency 
toward an equalization of wage rates which prevails under free 
mobility of labor from country to country is paralyzed. On the domes- 
tic market the unions do not tolerate the competition of nonunionized 
workers and admit only a restricted number to union membership. 
Those not admitted must go into less remunerative jobs or must re- 
main unemployed. The unions are not interested in the fate of thcse 
people. 

Even if a union takes ovcr the responsibility for its unemployed 
mcmbers and pays them, out of the contributions of its employed 
members, unemployment doles not lower than the earnings of the 
employed members, its action is not a monopoly price policy. For 
the unemployed union members are not the only people wronged 
by the union's policy of substituting higher rates for the potential 
lower market rates. The interests of those excluded from member- 
ship are not taken into account. 

T h e  Mathematical Treatment of the Theory of Monopoly Prices 

Mathematical economists have paid special attention to the theory of 
monopoly prices. It looks as if monopoly prices would be a chapter of 
catallactics for which mathematical treatment is more appropriate than it 
is for other chapters of catallactics. However, the services which mathe- 
matics can render in this field are rather poor too. 
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With regard to competitive prices mathematics cannot give more than a 

mathematical description of various states of equilibrium and of conditions 
in the imaginary construction of the evenly rotating economy. It cannot 
say anything about the actions which would finally establish these equilib- 
ria and this evenly rotating system if no further changes in the data were 
to occur. 

In the theory of monopoly prices mathematics comes a little nearer to 
the reality of action. It shows how the monopolist could find out the 
optimum monopoly price provided he had at his disposal all the data re- 
quired. But the monopolist does not know the shape of the curve of de- 
mand. What he knows is only points at which the curves of demand and 
supply intersected one another in the past. He is therefore not in a position 
to make use of the mathematical formulas in order to discover whether 
there is any monopoly price for his monopolized article and, if so, which 
of various monopoly prices is the optimum price. The mathemaucal and 
graphical disquisitions are therefore no less futile in this sector of action 
than in any other sector. But, at least, they schematize the deliberations of 
the monopolist and do not, as in the case of competitive prices, satisfy them- 
selves in describing a merely auxiliary construction of theoretical analysis 
which does not play a role in real action. 

Contemporary mathematical economists have confused the study of 
monopoly prices. They consider the monopolist not as the seller of a mo- 
nopolized commodity, but as an entreprenuer and producer. However, it is 
necessary to distinguish the monopoly gain clearly from entrepreneurial 
profit. Monopoly gains can only be reaped by the seller of a commodity or 
a service. An entrepreneur can reap them only in his capacity as seller of a 
nlonopolized commodity, not in his entrepreneurial capacity. The advan- 
tages and disadvantages which may result from the fall or rise in cost of 
production per unit with increasing total production, increase or diminish 
the monopolist's total net proceeds and influence his conduct. But the 
catallactic treatment of monopoly prices must not forget that the specific 
monopoly gain stems, with due allowance made to the configuration of 
demand, only from the monopoly of a commodity or a right. It is this alone 
which affords to the monopolist the opportunity to restrict supply without 
fear that other people can frustrate his action by expanding the quantity 
they offer for sale. Attempts to define the conditions required for the 
emergence of monopoly prices by resorting to the configuration of pro- 
duction costs are vain. 

It is misleading to describe the market situation resulting in competitive 
prices by declaring that the individual producer could sell at the market 
price also a greater quantity than what he really sells. This is true only 
when two special conditions are fulfilled: the producer concerned, A, is 
not the marginal producer, and expanding production does not require 
additional costs which cannot be recovered in selling the additional 
quantity of products. Then A's expansion forces the marginal producer t o  
discontinue production; the supply offered for sale remains unchanged. 
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The characteristic mark of the competitive price as distinguished from the 
monopoly price is that the former is the outcome of a situation under which 
the owners of goods and services of all orders are compelled to serve best 
the wishes of the consumers. On a competitive market there s no such 
thing as a price policy of the sellers. They have no alternative other 
than to sell as much as they can at  the highest price offered to them. 
But the monopolist fares better by withholding from the market a 
part of the supply at his disposal in order to make specific monopoly 
gains. 

7. Good Will 

It must be emphasized again that the market is peopled by men who 
are not omniscient and have only a more or less defective knowledge 
of prevailing conditions. 

The buyer must always rely upon the trustworthiness of the seIler. 
Even in the purchase of producers' goods the buyer, although as a 
rule an expert in the field, depends to some extent on the reliability 
of the seller. This is still more the case on the market for consumers' 
goods. Here the seller for the most part excels the buyer in techno- 
logical and commercial insight. The salesman's task is not simply to 
sell what the customer is asking for. He must often advise the customer 
how to choose the merchandise which can best satisfy his needs. The 
retailer is not only a vendor; he is also a friendly helper. The public 
does not heedlessly patronize every shop. If possible, a man prefers 
a store or a brand with which he hirnself or trustworthy friends have 
had good experience in the past. 

Good wilI is the renown a business acquires on account of past 
achievements. It implies the expectation that the bearer of the good 
will in the future will live up to his earlier standards. Good will is 
not a phenomenon appearing only in business relations. It is present 
in all social relations. It determines a person's choice of his spouse 
and of his friends and his voting for a candidate in elections. Catal- 
lactics, of course, deals only with commercial good will. 

It does not matter whether the good will is based on real achieve- 
ments and merits or whether it is only a product of imagination and 
fallacious ideas. What counts in human action is not truth as it may 
appear to an omniscient being, but the opinions of peopIe liable to 
error. There are some instances in which customers are prepared to 
pay a higher price for a special brand of a compound although the 
branded article does not differ in its physical and chemical structure 
from another cheaper product. Experts may deem such conduct un- 
reasonable. But no man can acquire expertness in all fields which are 
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relevant for his choices. H e  cannot entirely avoid substituting con- 
fidence in men for knowledge of the true state of affairs. The  regular 
customer does not always select the article or the service, but the 
purveyor whom he trusts. H e  pays a premium to those whom he 
considers reliable. 

The  role which good will plays on the marltet does not impair or 
restrict competition. Everybody is free to acquire good will, and 
every bearer of good will can lose good will once acquired. Many 
reformers, impelled by their bias for paternal government, advocate 
authoritarian grade labeling as a substitute for trade-marks. They 
would be right if rulers and bureaucrats were endowed with omnis- 
cience and perfect impartiality. But as officeholders are not free from 
human weakness, the realization of such plans would merely sub- 
stitute the defects of government appointees for those of individual 
citizens. One does not make a man happier by preventing him from 
discriminating between a brand of cigarettes or canned food he pre- 
fers and another brand he likes less. 

The acquisition of good will requires not o n 1 ~  honesty and zeal in 
attending to the customers, but no less moneyeexpenditure. It takcs 
time until a firm has acquired a stcady clientele. In the interval it 
must oftcn put up with losses against which it balances expected 
later profits. 

From the point of view of the seller good will is, as it were, a neces- 
sary factor of production. It is appraised accordingly. I t  does not 
mattcr that as a rule the money equivalent of the good will does not 
appear in book cntries and balance sheets. If a business is sold, a price 
is paid for the good will provided it is possible to transfer it to  the 
acquirer. 

I t  is consequently a problem of catallactics to investigate the nature 
of this pcculiar thing called good will. In this scrutiny we must dis- 
t inpish three different cases. 

Case I .  The  good will gives to the seller the opportunitv to sell 
at monopoly prices or to discriminate among various classes of buyers. 
This does not differ from other instances of monopoly prices or price 
discrimination. 

Case 2. The  good will eives to the seller merely the opportunitv to  
sell at prices corresponding to those which his competitors attain. 
If he had no good will, he would not sell at all or onlv by cutting 
prices. Good will is for him no less necessary than the business 
premises, the keeping of a well-assorted stock of merchandise and the 
hiring of skilled helpers. The  costs incurred by the acquisition of 
good will play the same role as any other business expenses. They 
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must be defrayed in the same way by an excess of total proceeds 
over total costs. 

Case 3. The seller enjoys within a limited circle of staunch patrons 
such a brilliant reputation that he can sell to them at higher prices than 
those paid to his less renowned competitors. However, these prices 
are not monopoly prices. They are not the result of a deliberate policy 
aiming at a restriction in total sales for the sake of raising total net 
proceeds. It may be that the seller has no opportunity whatsoever to 
sell a larger quantity, as is the case for example, with a doctor who is 
busy to the limit of his powers although he charges more than his 
less popular colleagues. It may also be that the expansion of sales would 
require additional capital investment and that the seller either lacks 
this capital or believes that he has a more profitable employment for 
it. What prevents an expansion of output and of the quantity of 
merchandise or services offered for sale is not a purposive action on 
the part of the seller, but the state of the market. 

As the misinterpretation of these facts has generated a whole my- 
thology of "imperfect competition" and "monopolistic competition," 
i t  is necessary to enter into a more detailed scrutiny of the considera- 
tions of an entrepreneur who is weighing the pros and cons of an 
expansion of his business. 

Expansion of a production aggregate, and no less increasing pro- 
duction from partial utilization of such an aggregate to full capacity 
production, require additional capital investment which is reason- 
able only if there is no more profitable investment It does 
not matter whether the entrepreneur is rich enough to invest his own 
funds or whether he would have to borrow the funds needed. AIso 
that part of an entrepreneur's own capital which is not employed in 
his firm is not "idle." I t  is utilized somewhere in the framework of 
the economic system. In order to be employed for the expansion of 
the business concerned these funds must be withdrawn from their 
present ernpl~yrnent.~~ The entrepreneur will only embark upon 
this change of investment if he expects from it an increase in his net 
returns. In addition there are other doubts which may check the 
propensity to expand a prospering enterprise even if the market 
situation seems to offer propitious chances. The entrepreneur may 
mistrust his own ability to manage a bigger outfit successfuIly. 

zo. Expenditure for additional advertising also means additional input of 
capital. 

z I. Cash holding, even if it exceeds the customary amount and is called "hoard- 
ing," is a variety of employing funds available. Under the prcvailin state of the 

part of his assets. 
B market the actor considers cash holding the most appropriate cmp oyment of a 



Prices 379 

He may also be frightened by the example provided by once pros- 
perous enterprises for which expansion resulted in failure. 

A businessman who, thanks to his splendid good will, is in a position 
to sell at higher prices than less renowned competitors, could, of 
course, renounce his advantage and reduce his prices to thc level of his 
competitors. Like every seller of commodities or of labor he couId ab- 
stain from taking fullest advantage of the state of the market and sell at 
a price at which demand exceeds supply. In doing so he would be 
making presents to some people. The donees would be those who 
could buy at this lowered price. Others, although ready to buy at 
the same price, would have to go away emptyhanded because the 
supply was not sufficient. 

The restriction of the quantity of every article produced and offered 
for sale is always the outcome of the decisions of entreprencurs in- 
tent upon reap& the highest possible profit and avoiding losses. The 
characteristic mark of monopoly prices is not to be seen in the fact 
that the entrepreneurs did not produce more of the article concerned 
and thus did not bring about a fall in its price. Neither is it to be secn 
in the fact that complementary factors of production remain unused 
although their fuIler employment would have lowered the price of 
the product. The only relevant question is whether or not the restric- 
tion of production is the outcome of the action of the-monopolistic 
--owner of a supply of goods and services who withholds a part of 
this supply in ordcr to attain higher prices for the rest. The char- 
acteristic feature of monopoly prices is the monopolist's defiance of 
the wishes of the consumers. A competitive price for copper means 
that the final price of copper tends toward a point at which the de- 
posits are exploited to the extent permitted by the prices of the re- 
quired nonspecific complementary factors of production; the mar- 
ginal mine does not yield mining rent. The consumers are getting 
as much copper as they themselves detcrmine by the prices they 
allow for copper and all other commodities. A monopoly price of 
copper means that the deposits of copper are utiiized oniy to a smaiier 
degree because this is more advantageous to the owners; capital and 
labor which, if the supremacy of the consumers were not infringed, 
would have been employed for the production of additional copper, 
are employed for the production of other articles for which the de- 
mand of the consumers is less intense. The interests of the owners 
of the copper deposits take precedence over those of the consumers. 
The available resources of copper are not employed according to the 
wishes and plans of the public. 

Profits are, of course, also the outcome of a discrepancy between 



380 Human Action 
the wishes of the consumers and the actions of the entrepreneurs. If 
the entrepreneurs had had in the past better foresight of the present 
state of the market, no profits and Iosses would have emerged. Their 
competition would have already adjusted in the past-duc allowance 
being made for time preference-the prices of the complementary 
factors of production to the present prices of the products. But this 
staterncnt cannot brush away the fundamental diffcrencc bctween 
profits and monopoly gains. The cntrcprencur profits to the extent 
he has succeeded in serving the consumers better than othcr people 
have done. The monopolist reaps monopoly gains through impairing 
the satisfaction of thc consumers. 

8. Monopoly of Demand 

Monopoly prices can emerge only from a monopoly of supply. A 
monopoly of demand does not bring about a ~narket situation differ- 
ent from that under not monopolized demand. The monopolistic 
buyer-whether he is an individual or a group of individuals acting 
in concert-cannot reap a specific gain corresponding to the mo- 
nopoly gains of monopolistic sellers. If he restricts demand, he will 
buy at a lower price. But then the quantity bought will drop too. 

In the same way in which governments restrict competition in 
order to improve the position of privileged sellers, they can also 
restrict competition for the benefit of privileged buyers. Again and 
again governments have put an embargo on the export of certain 
commodities. Thus by excluding foreign buyers they have aimed 
at lowering the domestic price. But such a lower price is not a counter- 
part of monopoly prices. 

What is commonly dealt with as monopoly of demand are certain 
phenomena of the determination of prices for specific complementary 
factors of production. 

The production of one unit of the commodity m requires, besides 
the employment of various nonspecific factors, the employment of one 
unit of cach of the two absolutely specific factors a and b. Neither a 
nor b can be replaced by any other factor; on the other hand a is of 
no use whcn not cotnbined with b and vice versa. The available suppIy 
of a by far exceeds the available supply of b. It  is therefore not pos- 
sible for the owners of n to attain any price for a. The demand for a 
always lags behind the supply; a is not an economic good. If a is a 
mineral deposit the extraction of which requires the use of capital 
and labor, the ownership of the deposits does not yield a royalty. 
There is no mining rcnt. 
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But if the owners of a form a cartel, they can turn the tables. They 
can restrict the supply of a offered for sale to such a fraction that 
the supply of b exceeds the supply of a. Now a becomes an economic 
good for which prices are paid while the price of b dwindles to zero. 
If thcn the owners of b react by forming a cartel too, a price struggle 
develops between the two monopolistic combines about the outcome 
of which catallactics can bake no statements. As has already been 
pointed out, the pricing process does not bring about a uniqueIy deter- 
mined result in cases in which more than one of the factors of produc- 
tion required is of an absolutely specific character. 

I t  does not matter whether or not the market situation is such that 
the factors a and b together could bc sold at monopoly prices. It 
does not make any difference whether the price for a lot includ- 
ing one unit of both a and b is a monopoly price or a competitive 
price. 

Thus what is sometimes viewed as a monopoly of demand turns 
out to be a monopoly of supply formed under particular conditions. 
Thc sellers of a and of b are intent upon selling at monopoly prices 
without regard to the question whether or not the price of 7n can be- 
come a monopoly price. What alone matters for them is to obtain as 
great a share as possible of the joint price which the buyers are ready to 
pay for a and b together. The case does not indicate any feature which 
would make it permissible to apply to it the term monopoly of de- 
mand. This mode of expression becomes understandable, however, 
if one takes into account the accidental features marking the contest 
between the two groups. If the owners of a (or b) are at the same time 
the entreprencurs conducting the processing of m, their cartel takes 
on the outward appearance of a monopoly of demand. But this per- 
sonal union combining two separate catallactic functions does not 
alter the essential issue; what is at stake is the settlement of affairs 
between two groups of monopolistic sellers. 

Our example fits, mutatis mutandis, the case in which a and b can 
aiso be empioyed for purposes other than the production of nz, pro- 
vided these other employments only yield smaller returns. 

9. Consumption as Affected by Monopoly Prices 

The individual consumer may react to monopoly prices in different 
ways. 

I. h'otwithstanding the rise in price, the individual consumer does 
not restrict his purchases of the monopolized article. He prefers to 
restrict the purchase of other goods. (If all consumers were to react 
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in this way, the competitive price would have already risen to the 
height of the monopoly price.) 

2. The consumer restricts his purchase of the monopolized article 
to such an extent that he does not spend for it more than he would 
have spent-for the purchase of a larger quantity-under the com- 
petitive price. (If all people were to react in this way, the seller 
would not get more under the monopoly price than he did under 
the competitive price; he would not derive any gain by deviating 
from the competitive price.) 

3. The consumer restricts his purchase of the monopolized com- 
modity to such an extent that he spends less for it than he would 
have spent under the competitive price; he buys with the money thus 
saved goods which he would not have bought otherwise. (If all peo- 
ple were to react in this way, the seller would harm his interests by 
substituting a higher price for the competitive price; no monopoly 
price could emerge. Only a benefactor who wanted to wean his 
fellow men from the consumption of pernicious drugs would in this 
case raise the price of the article concerned above the competitive 
level.) 

4. The consumer spends more for the monopolized commodity 
than he would have spent under the competitive price and acquires 
only a smaller quantity of it. 

However the consumer may react, his satisfaction appears to be 
impaired from the viewpoint of his own vahations. He is not so 
well served under monopoly prices as under competitive prices. The 
monopoly gain of the selleE is borne by a monopoly deprivation of 
the buyer. Even if some consumers (as in case 3)  acquire goods which 
they would not have bought in the absence of the monopoly price, 
their satisfaction is lower than it would have been under a different 
state of prices. Capital and labor which are withdrawn from the pro- 
duction of products which drops on account of the monopolistic re- 
striction of the supply of one of the complementary factors required 
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which would otherwise not have been produced. But the consumers 
value these other things less. 

Yet there is an exception to this general rule that monopoly prices 
benefit the seller and harm the buyer and infringe the supremacy of 
the consumers' interests. If on a competitive market one of the com- 
plementary factors, namely f ,  needed for the production of the con- 
sumers' good g, does not attain any price at all, although the produc- 
tion of f requires various expenditures and consumers are ready to 
pay for the consumers' good g a price which makes its production 
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profitable on a competitive market, the monopoly price for f becomes 
a ncccssary requirement for the production of g. It is this idea that 
~ e o p l e  advance in favor of patent and copyright legislation. If in- 
ventors and authors were not in a position to make money by invent- 
ing and writing, they would be prevented from devoting their time 
to these activities and from defraying the costs involved. The public 
would not derive any advantage from the absence of monopoly prices 
for f .  It would, on the contrary, miss the satisfaction it could derive 
from the acquisition of g.Z" 

Many pcople are alarmed by the recltless use of the deposits of 
minerals and oil which cannot be replaced. Our contemporaries, they 
say, squander an exhaustible stock without any regard for the com- 
ing generations. W e  are consuming our own birthright and that of 
the future. Now these complaints make little sense. W e  do not know 
whether later ages will still rely upon the same raw materials on 
which we depend today. I t  is true that the exhaustion of the oil de- 
posits and even those of coal is progressing at a quick rate. But it is 
very likely that in a hundred or five hundred years people will resort 
to other methods of producing hcat and power. Nobody knows 
whether we, in being less profligate with these deposits, would not 
deprive ourselves without any advantage to mcn of the twenty-first 
or of the twenty-fourth centuries. It is vain to provide for the'needs 
of ages the technoIogica1 abilities of which we cannot even dream. 

But it is contradictory if the sainc people who lament the depletion 
of some natural resources are no less vehement in indicting monopo- 
listic restraint in their present-day exploitation. The effect of monop- 
oly prices of mercury is certainly a slowing down of the rate of de- 
pletion. In the eyes of those frightened by the aspect of a future 
scarcity of mercury this effect must appear highly desirable. 

Economics in unmasking such contradictions does not aim at a 
"justification" of monopoly prices for oil, minerals, and ore. Eco- 
nomics has neither the task of justifying nor of condemning. It has 
merely to scrutinize the effects of all modes of human action. It does 
not enter the arena in which friends and foes of rnonopoly prices are 
intent upon pleading their causes. 

Both sides in this hcated controversy resort to fallacious arguments. 
The antimonopoly party is wrong in attributing to every monopoly 
the power to impair the situation of the buyers by restricting supply 
and bringing about monopoly prices. I t  is no less wrong in assuming 
that there prevails within a market economy, not hampered and 
sabotaged by government interference, a general tendency toward 

2 2 .  See below, pp. 676677. 
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the formation of monopoly. It is a grotesque distortion of the true 
state of affairs to speak of monopoly capitalism instead of monopoly 
interventionism and of private cartels instead of government-made 
cartels. Monopoly prices would be limited to some minerals which 
can be mined in only a few places and to the field of local limited- 
space monopolies if the government were not intent upon fostering 
them. 

The promonopoly party is wrong in crediting to the cartels the 
economies of big-scale production. Monopolistic concentration of 
production in one hand, they say, as a rule reduces average costs of 
production and thus increases the amount of capital and labor avail- 
able for additional production. However, no cartel is needed in order 
to eliminate the plants producing at higher costs. Competition on the 
free market achieves this effect in the absence of any monopoly and of 
any monopoly prices. It is, on the contrary, often the purpose of 
government-sponsored cartelization to preserve the existence of 
plants and farms which the free market would force to discontinue 
operations precisely because they are producing at too high costs of 
production. The free market would have eliminated, for example, 
the submarginal farms and preserved only those for which production 
pays under the prevailing rnarket price. But the New Deal preferred 
a different arrangement. It forced all farmers to a proportional restric- 
tion of output. It  raised by its monopolistic policy the price of agri- 
cultural products to such a height that production became reason- 
able again on submarginal soil. 

No less erroneous are the conclusions derived from a confusion of 
the economies of product standardization and monopoly. Tf men 
asked only for one standard type of a definite commodity, production 
could be arranged in a more economical way and cdsts would be 
lowered accordingly. But if people were to behave in such a manner, 
standardization and the corresponding cost reduction would emerge 
also in the absence of monopoly. If, on the other hand, one forces the 
consumers to be content with one standard type only, one does not 
increase their satisfaction; one impairs it. A dictator may deem the 
conduct of the consumers rather foolish. Why should not women 
be dressed in uniforms like soldiers? Why should they be so crazy 
about individually fashioned clothes? He may be right from the point 
of view of his own value judgments. But the trouble is that valuation 
is personal, individual, and arbitrary. The democracy of the market 
consists in the fact that people themselves make their choices and 
that no dictator has the power to force them to submit to his value 
judgments, 



Prices 

10. Price Discrimination on the Part  of the Seller 

Both competitive prices and monopoly prices are the same for all 
buyers. There prevails on the tnarket a permanent tendency to 
eliminate all discrepancies in prices for the same commodity or 
service. Although the valuations of the buyers and the intensity of 
their demand as effective on the market are different, they pay the 
same prices. The  wealthy man does not pay more for bread than the 
less wealthy man, although he would be ready to pay a higher price 
if he could not buy it cheaper. The  enthusiast who would rather 
restrict his consumption of food than miss a performance of a Bee- 
thoven symphony pays no more for admission than a man for whom 
music is merely a pastime and who would not care for the concert 
if he could attend it only by renouncing his desire for some trifles. 
T h e  difference between the price one must pay for a good and the 
highest amount one would be prepared to pay for it has sometimes 
been called consumers7 

I3ut there can appear on the market conditions which make it pos- 
sible for the seller to discriminate between the buyers. H e  can sell a 
commodity or a service at different prices to different buyers. H e  
can obtain prices which may sometimes even rise to the point at which 
the whole consumers7 surplus of a buyer disappears. T w o  conditions 
must coincide in order to make price discrimination advantageous 
to the seller. 

The  first condition is that those buying at a cheaper price are 
not in a position to resell the commodity or the service to people to 
whom the discriminating seller sells only at a higher price. If such 
reselling cannot be prevented, the first seller's intention would be 
thwarted. The second condition is that the public does not react in 
such a way that the total net proceeds of the seller lag behind the 
total net proceeds he would obtain under price uniformity. This 
second condition is always present under conditions which would 
make it advantageous to a seller to substitute nlonopoly prices for com- 
petitive prices. But it can also appear under a market situation which 
would not bring about monopoly gains. For price discrimination 
does not enjoin upon the seller the ncccssity of restricting the amount 
sold. H e  does not lose any buyer completely; he must merely takc into 
account that some buyers may restrict the amount of their purchases. 
But as a rule he has the opportunity to sell the remainder of his supply 
to people who would not have bought at all or would have bought 

23. Cf. A. MarshaI1, Principles of Economics (8th ed. London, 1g3o), pp. 124- 

127. 
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only smaller quantities if they had had to pay the uniform competitive 
price. 

Consequently the configuration of production costs plays no role 
in the considerations of the discriminating seller. Production costs are 
not affected as the total amount produced and sold remains unaltered. 

The most common case of price discrimination is that of physicians. 
A doctor who can perform 80 treatments in a week and charges $ 3  
for each treatment is fully employed by attending to 3 0  patients and 
makes $240 a week. If he charges the 10 wealthiest patients, who to- 
gether consume 50 treatments, $4 instead of $3, they will consume 
only 40 treatments. The doctor sells the remaining 10 treatments at 
$2 each to patients who would not have expended $3 for his profes- 
sional services. Then his weekly proceeds rise to $270. 

As price discrimination is practiced by the seller only if it is more 
advantageous to him than selling at a uniform price, it is obvious that 
it results in an alteration of consumption and the allocation of factors 
of production to various employments. The outcome of discrimina- 
tion is always that the total amount expended for the acquisition of 
the good concerned increases. The buyers must provide for their 
excess expenditure by cutting down other purchases. As it is very 
unlikely that those benefited by price discrimination will spend their 
gains for the purchase of the same goods as those the other people no 
longer buy in the same quantity, changes in the market data and in 
production become unavoidable. 

In the above example the 10 wealthiest patients are damaged; they 
pay $4 for a service for which they used to pay only $3. But it is not 
only the doctor who derives advantage from the discrimination; the 
patients whom he charges $ 2  are benefited too. It is true they must 
provide the doctor's fees by renouncing other satisfactions. How- 
ever, they value these other satisfactions less than that conveyed to 
them by the doctor's treatment. Their degree of contentment at- 
tained is increased. 

For a full comprehension of price discrimination it is we11 to 
remember that, under the division of labor, competition among those 
eager to acquire the same product does not necessariIy impair the 
individual competitor's position. The competitors' interests are antag- 
onistic only with regard to the services rendered by the complemen- 
tary nature-given factors of production. This inescapable natural 
antagonism is superseded by the advantages derived from the division 
of labor. As far as average costs of production can be reduced by big- 
scale production, competition among those eager to acquire the same 
commodity brings about an improvement in the individual competi- 
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tor's situation. The fact that not only a few people but a great number 
are eager to acquire the commodity c makes it possibIe to manufacture 
it in cost-saving processes; then even people with modest means can 
afford it. In the same way it can sometimes happen that price dis- 
crimination renders the satisfaction of a need possible which would 
have remained unsatisfied in its absence. 

There live in a city p lovers of music, each of whom would be pre- 
pared to spend $2 for the recital of a virtuoso. But such a concert 
requires an expenditure greater than 2 p  dollars and can therefore not 
bc arranged. But if discrimination of admission fees is possible and 
among the p friends of music n are ready to spend $4, the recital be- 
comes feasible, provided that the amount 2 (n + #) dollars is suf- 
ficient. Then n people spend $4 each and ( p  - n) people $2 each 
for the admission and forego the satisfaction of the least urgent need 
they would have satisfied if they had not preferred to attend the re- 
cital. Each person in the audience fares better than he would have 
if the unfeasibility of price discrimination had prevented the per- 
formance. It is to the interest of the organizers to enlarge the audience 
to  the point at which thc admission of additional customers involves 
higher costs than the fees they are ready to spend. 

Things would be different if the recital would have been arranged 
in spite of the fact that none of those admitted paid more than $2.  

Thcn price discrimination would have impaired the satisfaction of 
those who are charged $4. 

The most common practices in selling admission tickets for artistic 
performances and railroad tickets at different rates are not the out- 
come of price discrimination in the catallactical sense of the term. 
He who pays a higher rate gets something appreciated more than 
he who pays less. He gets a better seat, a more comfortable traveling 
opportunity, and so on. Genuine price discrimination is present in the 
case of physicians who, although attending to each patient with the 
same care, charge the wealthier clients more than the less wealthy. It 
is present in the case of railroads charging more for the shipping of 
goods the transportation of which adds more to their value than 
for others although the costs incurred by the railroad are the same. 
It is obvious that both the doctor and the railroad can practice dis- 
crimination only within the limits fixed by the opportunity given 
to the patient and the shipper to find another solution of their prob- 
lems more to their own advantage. But this refers to one of the two 
conditions required for the emergence of price discrimination, 

It would be idle to point out a state of affairs in which price dis- 
crimination could he practiced by all sellers of all kinds of commodi- 
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ties and services. It  is more important to establish the fact that within 
a market economy not sabotaged by government interference the 
conditions required for price discrimination are so rare that it can 
fairly be called an exceptional phenomenon. 

I I .  Price Discrimination on the Part  of the Buyer 

While monopoly prices and monopoly gains cannot be realized to 
the advantage of a monopolistic buyer, the case is different with price 
discrimination. There is only one condition required for the emer- 
gence of price discrimination on the part of a monopolistic buyer on 
a free market, namely, crass ignorance of the state of the market 
on the part of the sellers. As such ignorance is unliltely to last for any 
length of time, price discrimination can only be practiced if the gov- 
ernment interferes. 

T h e  Swiss Government has established a government owned and 
operated trade monopoly for cereals. I t  buys cereals at world-market 
prices on foreign markets and at higher prices from domestic farmers. 
In domestic purchases it pays a higher pricc to farmers producing at 
higher costs on the rocky soil of the tnountain districts and a lower 
price-although still higher than the world-marlcet price-to the 
farmers tilling more fertile land. 

I z. The Csnnexity of Prices 

If a definite process of production brings about the products p and 
q simultaneously, the entrepreneuria1 decisions and actions are directed 
by weighing the sum of the anticipated prices of p  and q. The  prices 
of p and q are particularly connected with one another as changes in 
the demand for p (or for q )  generate changes in  the supply of q (or 
of p). The  mutual relation of the prices of p and q can be called con- 
nexity of production. The businessman calls p (or q) a by-product of 
4 (or P ) .  

The  production of the consumers' good s requires the emplovment 
of the factors p and q, the production of p the employment of the 
factors a and b, and the production of q the ernplo$nent of the 
factors c and d. Then changes in the supply of p  (or of q )  bring about 
changes in the demand for q (or for p ) .  I t  does not matter whether the 
process of producing z out of p and q is accompIished bv the same 
enterprises which produce p out of n and b and q out of c and d, or by 
entrepreneurs financially independent of one another. or by the con- 
sumers themselves as a preliminary step in their consuming. The 
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prices of p and q are particularly connected with one another be- 
cause p is useless or of a smaller utility without q and vice versa. The 
mutual relation of the prices of p and q can be called connexity of 
consumption. 

If the services rendered by a commodity b can be substituted, even 
though in a not perfectly satisfactory way, for those rendered by 
another commodity a, a change in the price of one of them affects 
the price of the other too. The mutual relation of the prices of a and 
b can be called connexity of substitution. 

Connexity of production, connexity of consumption, and con- 
nexity of substitution are particular connexities of the prices of a 
limited number of commodities. From these particular connexities 
one must distinguish the general connexity of the prices of all goods 
and services. This general connexity is the outcome of the fact that 
for every kind of want-satisfaction, besides various more or less 
specific factors, one scarce factor is required which, in spite of the 
differences in its qualitative power to produce, can, within the limits 
precisely defined be called a nonspecific factor-namely, 
labor. 

Within a hypothetical world in which all factors of production 
are absolutely specific, human action would operate in a multiplicity 
of fields of want-satisfaction independent of one another. What links 
together in our actual world the various fields of want-satisfaction 
is the existence of a great many nonspecific factors, suitable to be 
employed for the attainment of various ends and to be substituted 
in some degree for one another. The fact that one factor, labor, is on 
the one hand required for every kind of production and on the other 
hand is, within the limits defined, nonspecific, brings about the gen- 
eral connexity of all human activities. It integrates the pricing process 
into a whole in which all gears work on one another. It makes the mar- 
ket a concatenation of mutually interdependent phenomena. 

It would be absurd to look upon a definite price as if it were an 
isolated object in itself. A price is expressive of the position which 
acting men attach to a thing under the present state of their efforts 
to remove uneasiness. It does not indicate a relationship to something 
unchanging, but merely the instantaneous position in a kaleidoscopi- 
cally changing assemblage. In this collection of things considered 
valuable by the value judgments of acting men each particle's place 
is interrelated with those of all other particles. What is called a price 
is always a relationship within an integrated system which is the com- 
posite effect of human valuations. 

24. Cf. above, pp. 133-135. 
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K 3. Prices and Income 

A market price is a real historical phenomenon, the quantitative ratio 
at which at a definite place and at a definite date two individuals ex- 
changed definite quantities of two definite goods. It refers to the 
special conditions of the concrete act of exchange. It is ultimately 
determined by the value judgments of the individuals involved. It 
is not derived from the general price structure or from the structure 
of the prices of a special class of commodities or services. What is 
called the price structure is an abstract notion derived from a multi- 
plicity of individual concrete prices. The market does not generate 
prices of land or motorcars in general nor wage rates in general, but 
prices for a certain piece of land and for a certain car and wage rates 
for a performance of a certain kind. It does not make any difference 
for the pricing process to what class the things exchanged are to be 
assigned from any point of view. However they may differ in other 
regards, in the very act of exchange they are nothing but commodities, 
i.e., things valued on account of their power to remove felt uneasiness. 

The market does not create or determine incomes. It is not a process 
of income formation. If the owner of a piece of land and the worker 
husband the physical resources concerned, the land and the man mi11 
renew and preserve their pourer to render services; the agricultural 
and urban land for a practically indefinite period, the man for a num- 
ber of years. If the market situation for these factors of production 
does not deteriorate, it will be possible in the future too to attain a 
price for their productive employment. Land and working power can 
be considered as sources of income if they are deaIt with as such, that 
is, if their capacity to produce is not prematurely exhausted by reck- 
less exploitation. It is provident restraint in the use of factors of pro- 
duction, not their natural and physical properties, which convert 
them into somewhat durable sources of income. There is in nature 
no such thing as a stream of income. Income is a category of action; 
it is the outcome of careful economizing of scarce factors. This is still 
more obvious in the case of capital goods. The produced factors of 
production are not permanent. Although some of them may have a 
life of many years, all of them eventually become uscless through 
wear and tear, sometimes even by the mere passing of time. They 
become durable sources of income only if their owners treat them 
as such. Capital can be preserved as a source of income if the con- 
sumption of its products, market conditions remaining unchanged, is 
restricted in such a way as not to impair the replacement of the worn 
out parts. 
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Changes in the market data can frustrate every endeavor to perpet- 
uate a source of income. Industrial equipment becomes obsolete if 
demand changes or if it is superseded by something better. Land be- 
comes useless if more fertile soil is made accessible in sufficient 
quantities. Expertness and skill for the performance of special kinds 
of work lose their remunerativeness when new fashions or new 
methods of production narrow the opportunity for their employ- 
ment. The success of any provision for the uncertain future depends 
on the correctness of the anticipations which guided it. No income 
can be made safe against changes not adequately foreseen. 

hTeither is the pricing process a form of distribution. As has been 
pointed out already, there is nothing in the market economy to which 
the notion of distribution could be applied. 

14. Prices and Production 

The pricing process directs production into those channels in 
which it best serves the wishes of the consumers as manifested on the 
market. Only in the case of monopoly prices have the monopolists 
the power to divert production, within a limited range, from this line 
into other lines to their own benefit. 

The prices detcrminc which of the factors of production should 
be employed and which should be left unused. 'She spccific factors 
of poduction are employed only if there is no more valuable employ- 
ment available for the complementary nonspecific factors. There 
are technological recipes, land, and nonconvertible capital goods 
whose capacity to produce remains unused because their employ- 
ment would mean a waste of the scarcest of all factors, labor. While 
under the conditions present in our world there cannot be in the 
long run unemployment of labor in a free labor market, unused 
capacity of land and of inconvertible industrial equipment is a regular 
phenomenon. 

I t  is nonsense to lament the fact of unused capacity. The unused 
capacity of equipment made obsolete by technological improvement 
is a landmark of material progress. It would be a blessing if the estab- 
lishment of durable peace would render munitions plants unused or 
if the discovery of an efficient method of preventing and curing 
tuberculosis would render obsolete sanatoria for the treatment of 
people affected by this evil. It  would be sensible to deplore the lack 
of provision in the past which resulted in malinvestmcnt of capital 
goods. Yet, men are not infallible. A certain amount of malinves&ent 
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is unavoidable. What has to be done is to shun policies like credit ex- 
pansion which artificially foster malinvestment. 

Modern technology could easily grow oranges and grapes in hot- 
houses in the arctic and subarctic countries. Everybody would call 
such a venture lunacy. But it is essentially the same to preserve the 
growing of cereals in rocky mountain valleys by tariffs and other 
devices of protectionism while elsewhere there is plenty of fallow 
fertile land. The difference is merely one of degree. 

The inhabitants of the Swiss Jura prefer to manufacture watches 
instead of growing wheat. Watchmaking is for them the cheapest 
way to acquire wheat. On the other hand the growing of wheat is 
the cheapest way for the Canadian farmer to acquire watches. The 
fact that the inhabitants of the Jura do not grow wheat and the 
Canadians do n o t  manufacture watches is not more worthy of notice 
than the fact that tailors do not make their shoes and shoemakers do 
not make their clothes. 

15. T h e  Chimera of Nonmarket Prices 

Prices are a market phenomenon. They arc generated by the mar- 
ket process and are the pith of the market economy. There is no such 
thing as prices outside the market. Prices cannot be constructed 
synthetically, as it were. They are the resultant of a certain constella- 
tion of market data, of actions and reactions of the members of a 
market society. It is vain to meditate what prices would have been if 
some of their determinants had been different. Such fantastic designs 
are not more sensible than whimsical speculations about what the 
course of history would have been if Napoleon had been killed in the 
battle of Arcole or if Lincoln had ordered Major Anderson to with- 
draw from Fort Sumter. 

It is no less vain to ponder on what prices ought to be. Everybody 
i c  nlensed if the price5 of things he wants to huy drop and the prices -- r----- 
of the things he wants to selI rise. In expressing such wishes a man is 
sincere if he admits that his point of view is personal. It  is another 
question whether, from his personal point of view, he would be well 
advised to prompt the government to use its power of coercion and 
oppression to interfere with the market's price structure. It will be 
shown in the sixth part of this book what the inescapable consequences 
of such a policy of interventionism must be. 

But one deludes oneself or practices deception if one calls such 
wishes and arbitrary value judgments the voice of objective truth. In 
human action nothhg counts but the various individuals' desires for 



the attainment of ends. With regard to the choice of these ends there 
is no question of truth; all that matters is value. Value judgments are 
necessarily always subjective, whether they are passed by one man 
only or by many men, by a blockhead, a professor, or a statesman. 

Any price determined on a market is the necessary outgrowth of 
the interplay of the forces operating, that is, demand and suppIy. 
Whatever the market situation which generated this price may be, 
with regard to it the price is always adequate, genuine, and real. It 
cannot be higher if no bidder ready to offer a higher price turns up, 
and it cannot be lower if no seller ready to deliver at a lower price 
turns up. Only the appearance of such people ready to buy or to 
sell can alter prices. 

Economics analyzes the market process which generates commodity 
prices, wage rates, and interest rates. It does nor develop formulas 
which would enable anybody to compute a "correct" price different 
from that established on the market by the interaction of buyers and 
sellers. 

At the bottom of many efforts to determine nonnlarket prices 
is the confused and contradictory notion of real costs. If costs were 
a real thing, i.e., a quantity independent of personal valuc judgments 
and objectively discernible and measurable, it would be possible for 
a disinterested'arbiter to determine their height and thus the correct 
price. There is no need to dwell any longer on the absurdity of rhis 
idea. Costs are a phenomenon of valuation. Costs are the valuc attached 
to the most valuable want-satisfaction which remains unsatisfied be- 
cause the means required for its satisfaction are employed for that 
want-satisfaction the cost of which we are dealing with. The attain- 
ment of an excess of the value of the product over the costs, a profit, 
is the goal of every production effort. Profit is the pay-off of suc- 
cessful action. It cannot be defined without reference to valuation. 
It is a phenomenon of valuation and has no direct reIation to physical 
and other phenomena of the external world. 

Economic analysis cannot help reducing all items of cost to value 
judgments. The socialists and interventionists call entrepreneurial 
profit, interest on capital, and rent of land "unearned" because they 
consider that only the toil and trouble of the worker is real and worthy 
of being rewarded. I3owever, reality does not reward toil and trouble. 
If toil and trouble is expended according to well-conceived plans, its 
outcome increases the means available for want-satisfaction. What- 
ever some people may consider as just and fair, the only relevant ques- 
tion is always the same. What alone matters is which system of social 
organization is better suited to attain those ends for which people are 
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ready to expend toil and trouble. The question is market economy, or 
socialism? Thcre is no third solution. The notion of a market economy 
with nonmarket prices is absurd. The vcry idea of cost prices is un- 
realizable. Even if the cost price formula is applied only to entrepre- 
neurial profits, it paralyzes the market. If commodities and services 
are to be sold below the price the market would have dctcrmined for 
them, supply always Jags behind demand. Then the market can 
neither determine w-hat should or should not be produced, nor to 
whom the commodities and services should go. Chaos results. 

This refers also to monopoly prices. It is reasonable to abstain from 
all policies which could result in the emergence of monopoly prices. 
But whether monopoly prices are brought about by such promo- 
nopoly government policies or in spite of the absence of such policies, 
no allkged "fact finding" and no armchair speculation can discover 
another price at which demand and supply would become equal. The 
failure of a11 experiments to find a satisfactory solution for the limited- 
space monopoly of public utilities clearly proves this truth. 

It is the very essence of prices that they are the offshoot of the 
actions of individuals and groups of individuals acting on their own 
behalf. The catallactic concept of exchange ratios and prices precludes 
anything that is the effect of actions of a central authority, of people 
resorting to violence and threats in the name of society or the state 
or of an armed pressure group. In declaring that it is not the business 
of the government to determine prices, we do not step beyond the 
borders of logical thinking. A government can no more determine 
prices than a goose can lay hen's eggs. 

W e  can think of a social system in which there are no prices at all, 
and we can think of government decrees which aim at fixing prices at 
a height different from that w-hich the market would determine. It is 
one of the tasks of economics to study the problems implied. How- 
ever, precisely because we want to examine these problems it is neces- 
sary clearly to distinguish between prices and government decrees. 
Prices are by definition determined-by peoples' buying and selling 
or abstention from buying and selling. They must not be confused with 
fiats issued by governments or other agencies enforcing their orders 
by an apparatus of coercion and compuls i~n .~~  

25. In order not to confuse the reader by the introduction of too many new 
terms, we shall keep t o  the widespread usage of calling such fiats prices, interest 
rates, wage sates decreed and enforced by governments or other agencies of com- 
pulsion (eg. ,  labor unions). But one must never lose sight of the fundamental 
difference between the market phenomena of prices, wages, and interest rates on 
the one hand, and the legal phenomena of maximum or  minimum prices, wages, 
and interest rates, designed to nullify these market phenomena, on the other 
hand. 



XVII. INDIRECT EXCHANGE 

I .  Media of Exchange and Money 

I STERPEKSONAL cxchange is called indircct exchange if, between the 
commodities and services thc reciprocal exchange of which is the 

ultimate end of exchanging, one or several media of exchange are inter- 
posed. Thc subject matter of the theory of indirect cxchange is the 
study of the ratios of exchange between the media of exchange on the 
one hand and the goods and services of all orders on thc other hand. 
The statements of the theory of indirect exchange refer to all instances 
of indirect exchange and to all things which are employed as media of 
cxchange. 

A medium of exchange which is commonly used as such is called 
money. The notion of money is vague, as its definition refers to the 
vague term "commonly used." Therc are borderline cases in which 
it cannot be decided whether a medium of exchange is or is not "com- 
monly-" used and should be called money. But this vaguencss in the 
denotation of money in no way affects the cxactitude and precision 
required by praxeological theory. For all that is to be predicated of 
money is valid for every medium of exchange. I t  is therefore im- 
material whether one prescrves the traditional tcrm theory of money 
or substitutes for it another tcrm. The theory of money was and is 
always the theory of indirect exchangc and of the media of cxchange.1 

2 .  Observations on Some Widespread Errors 

Thc fateful errors of popular monetary doctrincs which have 
Icd astray the monetary policies of almost all governments would 
hardly have come into existence if many economists had not them- 
selves committed blunders in dealing with monctary issues and did not 
stubbornly cling to them. 

Thcrc is first of all the spurious idea of the supposed neutrality of 
money.2 An outgrowth of this doctrine was the notion of the "level" 

r. The theory of monetary calculation does not belong to the theory of in. 
direct exchange. It  is a part of the general theory of praxeology. 

2. Cf. above, p. 203. Important contributions to  the history and t e r m i n d o p  
of this doctrine are provided by Hayek, Prices m d  Production (rev. ed. London, 
19351, pp. 1 ff, 1 2 9  ff. 
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of prices that rises or falls proportionately with the increase or cie- 
crcasc in the quantity of money in circulation. I t  was not realized that 
changes in thc quantity of money can ncvcr effect the prices of all 
goods and services at the same time and to thc same extent. Nor was 
it realized that changes in the purchasing power of the monetary 
unit are necessaril~ linked with changes in the mutual rclations be- 
tween tllose buying and sclling. In order to provc the doctrine that 
the quantity of moncy and prices risc and fall proportionately, rc- 
course was had in dealing with thc theory of money to a procedure 
entirely different from that modern economics applies in dealing with 
all its other problems. Instead of starting from the actions of individ- 
uals, as catallactics must do without exception, formulas w-ere con- 
structed designed to comprehend thc whole of the market economy. 
Elements of these formulas were: the total supply of money avail- 
able in the Volkswirtschaft; the volume of tradc-i.e., the money 
equivalent of all transfers of conimoditics and scrvices as effected in 
the Volkswirtschaft; the average velocity of circulation of the mone- 
tary units: the level of prices. These formulas scemingly provided 
evidence of the correctness of thc pricc lcvcl doctrine. In fact, how- 
ever, this whoIe mode of reasoning is a typical case of arguing in a 
circle. For the equation of exchange already involves the level doc- 
trines which it tries to prove. I t  is essentiaily nothing but a rnathe- 
matical expression of the-untenable-doctrine that there is pro- 
portionality in the Inovcments of thc quantity of money and of prices. 

Tn analyzing the equation of exchange one assumes that one of its 
elements-total supply of money, volume of trade, velocity of cir- 
culation-changcs, without asking how such changes ocdur. I t  is 
not recognized that changes in these magnitudes do not emerge in 
the Volkswirtschaft as such, but in the individual actors' conditions, 
and that it is the interplay of the reactions of these actors that rc- 
sults in alterations of the pricc structure. The  mathematical econ- 
omists refuse to start from the various individuals' demand for and 
supplv of money. They introduce instead thc spurious notion of 
velocity of circulation fashioned according to the patterns of mechan- 
ics. 

There is at this point of our reasoning no need to deal with the 
question of whether or  not the mathematical economists are right in 
assuming that the services rendered by money consist wholl\; or  es- 
sentially in its turnover. in its circulation. E& if this were  true, it 
w-ouId still be faulty to explain the purchasing power-the price- 
of the monetary unit on the basis of its services. T h e  services rendered 
by water, whi&, and coffee do not explain the prices paid for these 
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things. What they explain is only why people, as far as they recognize 
these services, under certain further conditions demand definite quan- 
tities of these things. I t  is always demand that influences the price 
structure, not the objective value in use. 

It  is true that with regard to money the task of catallactics is 
broader than with regard to vendible goods. It is not the task of 
catallactics, but of psychology and physiology, to explain why peo- 
ple are intent on securing the services which the various vendible 
commodities can render. Tt is a task of catallactics, however, to deal 
with this question with regard to  money. Catallactics alone can t e l  
us what advantages a man expects from holding money. But it is not 
these expected advantages which determine the purchasing power 
of money. The eagerness to secure these advantages is only one of 
the factors in bringing about the demand for rnoncy. It is demand, a 
subjective element whose intensity is entirely dcterrnined by value 
judgments, and not any objective fact, any powcr to bring about a 
certain effect, that plays a role in the formation of the market's ex- 
change ratios. 

The  deficiency of the equation of exchange and its basic elements 
is that they look at market phenomena from a holistic point of view. 
They are deluded by their prepossession with the Volkswirtschaft 
notion. But whcre tlkre is, in the strict sense of the term, a Volksr 
wirtschaft, there is neither a market nor prices and money. On a 
market there are only individuals or groups of individuals acting in 
concert. What motivates these actors is their own concerns, not those 
of the whole market economy. If there is any sense in such notions 
as volume of trade and velocity of circulation, then they refer to the 
resultant of the individuals' actions. It  is not permissible to resort to  
these notions in order to explain the actions of the individuals. ' lh 
first question that catallactics must raise with regard to changes in 
the total quantity of money available in the market system is how 
such changcs affect the vahous individuals' conduct. - ~ o d e r n  eco- 
nomics does not ask what "iron" or "bread" is worth, but what a 
definite piece of iron or of bread is worth to an acting individual at 
a definite date and a definite place. I t  cannot help proceeding in the 
same way with regard to money. The  equation of exchange is in- 
compatible with the fundamental principles of economic thought. 
I t  is a relapse to the thinking of ages in which people failed to com- 
prehend praxeological phenomena because they were committed to 
holistic notions. It  is stcrilc, as were the specularions of earlier ages 
concerning the vaIuc of "iron" and "bread" in general. 

The  theory of money is an essential part of the catallactic theory. 
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It must be dealt with in the same manner which is applied to all other 
cataIIactic problems. 

3.  Demand for h4oney and Supply of Money 

In the marketability of the various commodities and scrvices there 
prcvail considerable differences. There are goods for which it is not 
difficult to find applicants ready to disburse the highest recompense 
which, under the given state of affairs, can possibly be obtained, or 
a recompense only slightly smaller. There are other goods for which 
it is very hard to find a customer quickly, even if the vendor is ready 
to be content with a compensation much smaller than hc could reap 
if he could find another aspirant whose demand is more intense. It 
is these differences in the marketability of the various commodities 
and scrvices which created indirect exchange. A man who at the 
instant cannot acquire what he wants to get for the conduct of his 
own household or business, or who does not yet know what kind of 
goods he will need in the uncertain future, comes nearer to his ulti- 
mate goal if he exchanges a less markctable good he wants to trade 
against a more marlwable one. It may also happen that the physical 
properties of the merchandise he wants to give away (as, for instance, 
its perishability or the costs incurred by its storage or similar circum- 
stances) impel him not to wait longer. Sometimes he may be prompted 
to hurry in giving away the good concerned because he is afraid of 
a deterioration of its market value. In all such cases he improves his 
own situation in acquiring a more marketable good, even if this good 
is not suitable to satisfy directly any of his own needs. 

A medium of exchange is a good which people acquire neither for 
their own consumption nor for employment in their own production 
activities, but with the intention of exchanging it at a later date 
against those goods which they want to use either for consumption 
or for production. 

Money is a medium of exchange. It is the most marketable good 
which people acquire because they want to offer it in later acts of 
interpersonal exchange. Money is the thing which serves as the gen- 
erally accepted and commonly used medium of exchange. This is 
its only function. All the other functions which people ascribe to 
money are merely particular aspects of its primary and sole function, 
that of a medium of e~change .~  

Media of exchange are economic goods. They are scarce; there is 

3. Cf. Mises, The  Theory of Money and Credit, trans, by H .  E. Batson (Lon- 
don and New York, 1934), pp. 34-37. 
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a demand for them. There are on the rnarkct people who desire to 
acquire them and are ready to exchange goods and services against 
them. Media of exchange have value in exchange. People make sacri- 
fices for their acquisition; they pay "prices" for them. The peculiarity 
of these prices lies merely in the fact that they cannot be expressed 
in terms of money. In reference to thc vendible goods and services 
we speak of prices or of money prices. In reference to money we 
speak of its purchasing power with regard to various vendible goods. 

There exists a demand for media of exchange because people want 
to keep a store of them. Every member of a rnarkct society wants to 
have a definite amount of money in his pocket or box, a cash holding 
or cash balance of a definite height. Sometimes he wants to keep a 
larger cash holding, sometimes a smaller; in exceptional cases he may 
even renouncc any cash holding. At any rate, the immense majority 
of peoplc aim not only to own various vendible goods; they want no 
less to hold money. Their cash holding is not merely a residuum, an 
unspent margin of their wealth. It is not an unintentional remainder 
left over after all intentiqnal acts of buying and selling havc been 
consummated. Its amount is determined by a deliberate demand for 
cash. And as with all othcr goods it is the changes in the relation 
between demand for and supply of money that bring about changes 
in the exchange ratio between money and the vendible goods. 

Every piece of money is owned by one of the members of the 
market economy. The transfer of money from the control of one 
actor into that of another is temporally immediate and continuous. 
There is no fraction of time in between in which the money is not a 
pare of an individual's or a firm's cash holding, but just in "circula- 
tion." It is unsound to distinguish between circulating and idle 
money. It is no lcss faulty to distinguish bctween circulating money 
and hoarded money. What is called hoarding is a height of cash 
holding which-according to the personal opinion of an observer- 
exceeds what is deemed normal and adequate. However, hoarding 
is cash holding. Hoarded money is sciil money and it serves in the 
hoards the same purposes which it serves in cash holdings caIled nor- 
mal. He who hoards money believes that some special conditions make 
it expedicnt to accumulate a cash holding which exceeds the amount 
he himself would keep under different conditions, or other people 
keep, or an economist censuring his action considers appropriate. 
That he acts in this way influences the configuration of the demand 

4. Money can be in the process of transportation, it can travel in trains, ships, 
or planes from one place t o  another. But it is in this case, too, always subject to 

control. 
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for money in the same way in which every "normal" demand influ- 
ences it. 

Many economists avoid applying the terms demand and supply 
in the sense of demand for and supply of money for cash hoIding 
because they fear a confusion with the current terminology as used 
by the bankers. It is, in fact, customary to call demand for money 
the demand for short-term loans and supply of money the supply 
of such loans. Accordingly one calls the market for short-term loans 
the moncy market. One says money is scarce if there prevails a 
tendency toward a rise in the rate of interest for short-term loans, 
and one says money is plentiful if the rate of interest for such loans is 
decreasing. These modes of speech are so firmly entrenched that it 
is out of the question to venture to discard them. But they have 
favored the spread of fateful errors. They made people confound the 
notions of money and of capital and believe that increasing the 
quantity of money could lower the rate of interest lastingly. But it is 
preciseiy the crassness of thcsc errors which makes it unlikely that 
the terminology suggested could create any misunderstanding. It is 
hard to assume that economists could err with regard to such funda- 
mental issues. 

Ofhers maintained that one should not speak of the demand for and 
supply of money because the aims of those demanding money differ 
from the aims of those demanding vendible commodities. Commodi- 
ties, they say, are demanded ultimately for consumption, while money 
is demanded in ordcr to be given away in further acts of exchange. 
This objection is no less invalid. The use which pcopIe make of a 
medium of exchange consists eventually in its being given away. But 
first of all they are eager to accumulate a certain amount of it in order 
to be ready for the moment in which a purchase may be accomplished. 
Precisely because people do not want to provide for their own needs 
right at thc instant at which they give away the goods and services 
they themselves bring to the market, precisely because they want to 
wait or are forced to wait until propitious conditions for buying ap- 
pear, they barter not directly but indirectly through the interposi- 
tion of a medium of cxchange. The fact that money is not worn out 
by the use one makes of it and that it can render its services practically 
for an unlimited length of time is an important factor in the configura- 
tion of its supply. But it does not alter the fact that the appraisement 
of money is to he explained in the same way as the appraisement of 
a1  other goods: by the demand on the part of those who are eager 
to acquire a definite quantity of it. 

Economists have tried to enumerate the factors which within the 
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whole economic system may ilcrease or decrease the demand for 
money. Such factors are: the population figure; the extent to which 
the individual households provide for their own needs by autarkic 
production and the extent to which they produce for  other people's 
needs, selling their products and buying for thcir own consumption 
on the market; thc distribution of business activity and the settlement 
of payments over the various seasons of the year; institutions for the 
settlement of claims and counterclaims by mutual cancellation, such 
as clearinghouses. All these factors indeed influence the demand for 
money and the height of the various individuals' and firms' cash 
holding. But they influence them only indirectly by  the role they 
play in the considerations of people concerning the determination of 
the amount of cash balances they deem appropriate. What  decides 
thc matter is always the value judgments of the nien concerned. The  
various actors make up their minds about what they believe the 
adequate height of thcir cash holding should be. They carry out 
their resolution by renouncing the purchase of commodities, securi- 
ties, and interest-bearing claims, and by selling such assets or con- 
versely b y  increasing their purchases. With  money, things are not 
different from what they are with regard to all other goods and serv- 
ices. The demand for money is determined by the conduct of people 
intent upon acquiring it for their cash holdink. 

Another objection raised against the notion of the demand for 
money was this: The marginal utility of the money unit decreases 
much more slowly than that of the other commodities; in fact its 
decrease is so slow that it can be practically ignored. With regard to 
money nobody ever says that his demand is satisfied, and nobody ever 
forsakes an opportunity to acquire more money provided the sacrifice 
required is not too great. It  is therefore impermissible to consider the 
demand for  money as limited. The very notion of an unlimited de- 
mand is, however, contradictory. This popular reasoning is cntirely 
fallacious. I t  confounds the demand for money for cash holding with ., 
the desire for more wealth as expressed in terms of money. H e  who 
says that his thirst for more money can never be quenched, does 
not mean to say that his cash holding can never be too large. What  
he really means is that he can never be rich enough. If additional 
money flou7s into his hands, he will not use it for an increase of his 
cash balance or he will use only a part of it for this purpose. H e  will 
expend the surplus either for instantaneous consumption or for in- 
vestment. Nobody ever keeps more money than hc wants to have as 
cash holding. 

Thc  insight that the exchange ratio between money on the one 
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hand and the vendible commodities and services on the other is deter- 
mined, in the same way as the mutual cxchange ratios between the 
various vendible goods, by demand and supply was the essence of the 
quantity theory of money. This thcory is essentially an application of 
the general theory of supply and demand to the special instance of 
money. Its merit was the endcavor to explain the determination of 
money's purchasing power by resorting to the same reasoning which 
is cmployed for the explanation of all other exchange ratios. Its short- 
corning was that it resorted to a holistic interpretation. I t  looked at 
the total supply of money in the Volkswirtschaft and not at the 
actions of thc individual men and firn~s. An outgrowth of this errone- 
ous point of view was the idea that there prevails a proportionality 
in the changes of the-total-quantity of money and of moncy prices. 
But the older critics failed in their attempts to explode the crrors 
inherent in the quantity theory and to substitute a more satisfactory 
theory for it. They did not fight what was wrong in the quantity 
theory; they attacked, on the contrary, its nucleus of truth. They 
were intent upon denying that there is a causal relation between the 
movements of prices and those of the quantity of moncy. This denial 
led them into a labyrinth of errors, contradictions, and nonsense. 
Modern monetary theory takes up the thread of the traditional quan- 
tity theory as far as it starts from the cognition that changes in the 
pu-rchasing power of money must be dealt with according to the 
principles applied to all other market phenomena and that there 
exists a connection between the changes in the demand for and 
supply of money on the one hand and those of purchasing power on 
the other. In this sense one may call the modcrn theory of monev an 
improved variety of the quantity theory. 

T h e  Epistemological Import of Carl Menger's Theory 
of the Origin of Money 

Carl Menger has not only provided an irrefutable praxeological theory 
of the origin of money. He has also recognized the import of his theory 
for the elucidation of fundamental principles of praxeology and its 
methods of research.5 

There were authors who tried to explain the origin of moncy by decree 
or covenant. The authority, the state, or a compact between citizens has 
purposively and consciously established indirect exchangc and moncy. The 
main deficiency of this doctrine is not to be seen in the assumption that 
people of an age unfamiliar with indirect exchange and moncy could de- 

5. Cf. Carl Menger's books Grundsiitze der Volkswirtschaftslehre (Vienna, 
1871) .  pp. 25off.; ibid. (2d ed. Vienna, 19231, pp. 241 ff.; Untersuchungen iiber 
die Methode der Sozialwissenschaften (I,eipzig, 188j), pp. 171 ff. 
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sign a plan of a new economic order, entirely different from the real con- 
ditions of their own age, and could comprehend the importance of such a 
plan. Neither is it to be seen in the fact that history does not afford a clue 
for the support of such statements. There are more substantial reasons for 
rejecting it. 

If it is assumed that the conditions of the parties concerned are improved 
by every step that leads from direct exchange to indirect exchange and 
subsequently to giving preference for use as a medium of exchangc to cer- 
tain goods distinguished by their especiaIly high marketability, it is difficult 
to conceive why one should, in dealing with the origin of indirect ex- 
change, resort in addition to authoritarian decree or an explicit compact 
between citizens. A man who finds it hard to obtain in direct barter what 
he wants t o  acquire renders better his chances to acquire what he is asking 
for in later acts of exchange by the procurement of a more marketable 
good. Under these circumstances there was no need of government inter- 
ference or of a compact between the citizens. The happy idea of proceed- 
ing in this way could strikc the shrewdest individuals, and the less resource- 
ful could imitate the former's method. It is certainly more p1ausibIe to take 
for granted that the immediate advantages conferred by indirect exchange 
were recognized by the acting parties than to assume that the whole image 
of a society trading by means of money was conceived by a genius and, if 
we adopt the covenant doctrine, tnade obvious to the rest of the people 
by persuasion. 

If, however, we do not assume that individuals discovered the fact that 
they fare better through indirect exchangc than through waiting for an 
opportunity for direct exchange, and, for the sake of argument, admit that 
the authorities or a compact introduced money, further questions are 
raised. We must ask what kind of measures were applied in order to induce 
people to adopt a procedure the utiiity of which they did not comprehend 
and which was technically more complicated than direct exchange. W e  
may assume that compulsion was practiced. But then we must ask, further, 
n t  what time and by what occurrences indirect exchange and the use of 
money later ceased to be procedures troublesome or at least indifferent to 
the individuals concerned and became advantageous to them. 

The praxeological method traces all phenomena back to the actions of 
individuais. if conditions of interpersonal exchange are such that indirect 
exchange facilitates the transactions, and if and as far as people realize these 
advantages, indirect exchange and money come into being. Historical ex- 
perience shows that these conditions were and are present. How, in the 
absence of these conditions, people could have adopted indirect exchange 
and money and clung to these modes of exchanging is inconceivable. 

The historical question concerning the origin of indirect exchange and 
money is after all of no concern to  praxeology. The only relevant thing is 
that indirect exchange and money exist because the conditions for their 
existence werc and are present. If this is so, praxeology does not need to 
resort to the hypothesis that authoritarian decree or a covenant invented 



404 Hunzan Action 
these modes of exchanging. The ktatists may if they like continue to ascribe 
the "invention" of money to the state, however unlikely this may be. What 
matters is that a man acquires a good not in order to consume it or to use 
it in production, but in order to give it away in a further act of exchange. 
Such conduct on the part of people makes a good a medium of exchange 
and, if such conduct beconles common with regard to a certain good, makes 
it money. All theorems of the catallactic theory of media of exchange and 
of money refer to the services which a good renders in its capacity as a 
medium of exchange. Even if it were true that the impulse for the intro- 
duction of indirect exchange and money was provided by the authorities 
or by an agreement between the members of society, the statement re- 
mains unshaken that only the conduct of exchanging people can create in- 
direct exchange and money. 

History may tell us where and when for the first time media of exchange 
came into use and how, subsequently, the range of goods employed for this 
purpose was more and more restricted. As the differentiation between the 
broader notion of a medium of exchange and the narrower notion of 
money is not sharp, but gradual, no agreement can be reached about the 
historical transition from simple media of exchange to money. This is a 
matter of historical understanding. But, as has been mentioned, the distinc- 
tion between direct exchange and indirect exchange is sharp and every- 
thing that catallactics establishes with regard to media of exchange refers 
categorially to all goods which are demanded and acquired as such media. 

As far as the statement that indirect exchange and money were estab- 
lished by decree or by covenant is meant to be an account of historical 
events, it is the task of historians to expose its falsity. As far as it is advanced 
merely as a historical statement, it can in no way affect the catallactic 
theory of money and its explanation of the evolution of indirect exchange. 
But if it is designed as a statement about human action and social events, it 
is useless because it states nothing about action. It is not a statement about 
human action to declare that one day rulers or citizens assembled in con- 
vention were suddenly struck by the inspiration that i t  would be a good 
idea to  exchange indirectly and through the intermediary of a commonly 
used ~nedium of exchange. It is merely pushing back the problem involved. 

It is necessary to comprehend that one does not contribute anything to 
the scientific conception of human actions and social phenomena if one 
declares that the state or a charismatic leader or an inspiration which de- 
scended upon all the people have created them. Neither do such statements 
refute the teachings of a theory showing how such phenomena can be 
aclrnowledged as "the unintentional outcome, the resultant not deliberately 
designed and aimed at by specifically individual endeavors of the members 
of a society." 

6.  Cf. hknger, Untersuchungen, LC., p. 178. 
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4. The  Determination of the Purchasing Powcr of Money 

As soon as an economic good is demanded not only by those who 
want to use it for consumption or production, but also by people 
who want to keep it as a medium of exchange and to give it away 
at need in a later act of exchange, the demand for it increases. A new 
employment for  this good has emerged and creates an additional 
demand for it. As with every other economic good, such an additional 
demand brings about a rise in its value in exchange, i.e., in the quantity 
of other goods which are offered for its acquisition. The amount of 
other goods which can be obtained in giving away a medium of ex- 
change, its "price" as expressed in terms of various goods and services, 
is in part determined by the demand of those who want to acquire 
it as a medium of exchange. If people stop using the good in question 
as a medium of exchange, this additional specific demand disappears 
and the "price" drops concomitantly. 

Thus the dernand for a medium of exchange is the composite of 
two partial demands: the demand displayed by the intention to use 
it in consumption and production and that displayed by the intention 
to  use it as a medium of ~xchange .~  With regard to modern metalIic 
money one speaks of the industrial demand and of the monetary de- 
mand. T h e  vaIue in exchange (purchasing power) of a medium of 
exchange is the resultant of the cumulative effect of both partial de- 
mands. 

Now the extent of that part of the demand for a medium of ex- 
change which is displayed on account of its service as a medium of 
exchange depends on its value in exchange. This fact raises difficulties 
which many economists considered insoluble so that they abstained 
from following farther along this line of reasoning. I t  is illogical, they 
said, to explain the purchasing pourer of money by reference to the 
demand for money, and the demand for money by reference to its 
purchasing power. 

The  difficulty is, however, merely apparent. The  purchasing power 
which we explain by referring to the extent of specific demand is not 
the same purchasing power the height of which determines this 
specific demand. The  problem is to conceive the determination of the 
purchasing power of the immediate future, of the impending mo- 
ment. For the solution of this problem we refer to the purchasing 
pourer of the immediate past, of the moment just passed. These are 

7. The problems of money exclusively dedicated to the service of a medium of 
exchange and not fit to render any other services on account of which it would 
be demanded are dealt with beIow in section 9. 
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two distinct magnitudes. I t  is erroneous to object to our theorem, 
which may be called the regression theorem, that it moves in a 
vicious circle.* 

But, say the critics, this is tantamount to merely pushing back the 
problem. For now one must still explain the determination of yester- 
day's purchasing power. If one explains this in the same way by 
referring to the purchasing power of the day before yesterday and 
so on, one slips into a r e g m s u s  in infinitzdnz. This reasoning, they as- 
sert, is certainly not a complete and logically satisfactory solution 
of the problem involved. What these critics fail to see is that the 
regression does not go back endlessly. It reaches a point at which the 
explanation is completed and no further question remains unanswered. 
If we trace the purchasing power of money back step by step, we 
finally arrive at the point at which the service of the good concerned 
as a medium of exchange begins. At this point yesterday's exchange 
vaIuc is exclusively determined by the nonmonetary-industrial- 
demand which is displayed only by those who want to use this good 
for other employments than that df a medium of exchange. 

But, the critics continue, this means explaining that part of money's 
purchasing power which is due to its service as a medium of ex- 
change by its employment for industria1 purposes. The very probIem, 
the explanation of the specific monetary component of its exchange 
value, remains unsolved. Here too the critics are mistaken. That 
component of money's vaIue which is an outcome of the services 
it renders as a medium of exchange is entirely explained by reference 
to these specific monetary services and the demand they create. Two 
facts are not to be denied and are not denied by anybody. First, that 
the demand for a medium of exchange is determined by considerations 
of its exchange value which is an outcome both of the monetary and 
the industrial services it renders. Second, that thc exchange value of 
3 good which has not yet been demanded for service as a medium of 
exchange is determined solely by a demand on the part of people 
eager to use it for industrial purposes, ix., either for consumption or 
for production. Now, the regression theorem aims at interpreting the 

8. T h e  present writer first developed this regression theorem of purchasing 
power in the first edition of his book Theory of Money and Credit, published in 
1912 (pp. 97-123 of the English-language translation). His theorem has been 
criticized from various points of view. Some of the objections raised, especially 
those by B. Ail. Anderson in his thoughtful book T h e  Value of Noney, first pub- 
lished in 1917 (cf. pp. loo ff. of the 1936 edition), dcscrve a very careful examina- 
tion. The  importance of the problems involved makes it necessary to weight also 
the objections of H. Ellis (German Monetary TI~eory Z Y O J - ~ Y ~ ~  [Cambridge, 
19341, pp. 77 ff.). In the text above, all objections raised are particularized and 
critically examined. 
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first emergence of a monetary demand for a good which previously 
had been demanded exclusively for industrial purposes as influenced 
by the exchange value that was ascribed to it at this moment on ac- 
count of its nonmonetary services only. This certainly does not in- 
volve explaining the specific monetary exchange value of a medium 
of exchange on the ground of its industrial exchange value. 

Finally it was objected to the regression theorem that its approach 
is historical, not theoretical. This objection is no less mistaken. T o  
explain an event historically means to show how it was produced by 
forces and factors operating at a definite date and a definite place. 
These individual forces and factors are the ultimate elements of the 
interpretation. They are ultimate data and as such not open to any 
further analysis and reduction. T o  explain a phenomenon theoretica11y 
means to trace back its appearance to the operation of general rules 
which are already comprised in the theoretical system. The regression 
theorem complies with this requirement. It traces the specific ex- 
change value of a medium of exchange back to its function as such a 
medium and to the theorems concerning the process of valuing and 
pricing as developed by  the general catallactic theory. It deduces 
a more special case from the rules of a more universal theory. It 
shows how the special phenomenon necessarily emerges out of the 
operation of the rules generally valid for all phenomena. It docs not 
say: This happened at that timc and at that place. It says: This always 
happens when the conditions appear; whenever a good which has 
not been demanded previously for the employment as a medium of 
exchange, begins to be demanded for this employment, the same 
effects must appear again; no good can be employed for the function 
of a medium of exchange which at the very beginning of its use for 
this purpose did not have exchange value on account of other em- 
ployments. And all these statements implied in the regression theorem 
are enounced apodictically as implied in the apriorism of praxeology. 
It m s t  happen this way. Nobody can ever succeed in constructing 
a hypothetical case in which things were to occur in a different way. 

The purchasing power of money is determined by demand and sup- 
ply, as is the case with the prices of a11 vendible goods and services. 
As action always aims at a more satisfactory arrangement of future 
conditions, he who considers acquiring or giving away money is, of 
course, first of all interested in its future purchasing power and the 
future structure of prices. But he cannot form a judgment about the 
future purchasing power of money otherwise than by looking at its 
configuration in the immediate past. It  is this fact that radically dis- 
tinguishes the determination of the purchasing power of money from 
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the determination of the mutual exchange ratios between the various 
vendible goods and services. With regard to these latter the actors 
have nothing else to consider than their importance for future tvant- 
satisfaction. If a new commodity unheard of before is offered for 
sale, as was, for instance, the case with radio sets a few decades ago, 
the only question that matters for the individual is whether or not 
the satisfaction that the new gadget will provide is greater than that 
expected from those goods he would have to renounce in order to 
buy the new thing. Knowledge about past prices is for the buyer 
merely a means to reap a consumer's surplus. If he were not intent 
upon this goal, he could, if nced be, arrange his purchases without 
any familiarity with the market prices of the immediate past, which 
are popularly callcd present prices. He could make value judgments 
without appraisement. As has been mentioned already, the oblitera- 
tion of the memory of all prices of the past would not prevent the 
formation of new exchange ratios between the various vendible things. 
But if knowledge about money's purchasing power were to fade 
away, the process of developing indirect exchange and media of ex- 
change would have to start anew. It wouId become necessary to 
begin again with employing some goods, more marketable than the 
rest, as media of exchange. The demand for these goods would in- 
crease and would add to the amount of exchange value derived from 
their industrial (nonmonetary) employmcnt a specific component due 
to their new use as a medium of exchange. A value judgment is, with 
reference to money, only possible if it can be based on appraisement. 
The acceptance of a new kind of money presupposes that the thing 
in question already has previous exchange value on account of the 
scrviccs it can render directly to consumption or production. Ncither 
a buyer nor a seller could judge the value of a monetary unit if hc had 
no information about its exchange value-its purchasing power-in 
the immediate past. 

The relation between the demand for money and the supply of 
money, which may be caiicd the money reiation, deterrnincs tile 
height of purchasing power. Today's money relation, as it is shaped 
on the ground of yesterday's purchasing power, determines today's 
purchasing power. He who wants to increase his cash holding restricts 
his purchases and increases his sales and thus brings about a tendency 
toward falling prices. He who wants to reduce his cash holding 
increases his purchases-either for consumption or for production 
and investment-and restricts his sales; thus he brings about a tendency 
toward rising prices. 

Changes in the supply of money must necessarily alter the dis- 
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position of vendible goods as owned by various individuals and firms. 
The quantity of money available in the whole market system cannot: 
increase or decrease otherwise than by first increasing or decreasing 
the cash holdings of certain individual members. Wc may, if we like, 
assume that every member gets a share of the additional money right 
at the momcnt of its inflow into the system, or shares in the reduction 
of the quantity of money. But whether we assume this or not, the 
final result of our demonstration will remain the same. This rcsult 
will be that changes in the structure of prices brought about by 
changes in the supply of money available in the cconomic system 
ncvcr affect the prices of the various commodities and services to 
the same extent and at the same date. 

Let us assume that the government issues an additional quantity 
of paper money. The government plans either to b ~ i y  commodities 
and services or to repay debts incurred or to pay interest on such 
debts. However this may be, the treasury enters the market with an 
additional demand for goods and services; it is now in a position to 
buy more goods than it could buy before. The prices of the corn- 
modities it buys rise. If the government had expended in its purchases 
money collected by taxation, the taxpayers would have restricted 
their purchases and, while the prices of the goods bought by the 
government would have risen, those of other goods would have 
dropped. But this fall in the prices of the goods the taxpayers used 
to buy does not occur if the government increases the quantity of 
money at its disposal without reducing the quantity of money in 
the hands of the public. The prices of some commodities-viz., of 
those the govcrnment buys-rise immediately, while those of the 
other commoditics remain unaltered for the time being-. But the process 
goes on. Those selling the conmodities asked for by the government 
are now themselves in a position to buy more than they used pre- 
viously. The prices of the things these people are buying in larger 
quantities therefore rise too. Thus the boom spreads from one group 
of commodities and services to other groups until all prices and wage 
rates have risen. The rise in prices is thus not synchronous with the 
various commoditics and services. 

When eventually, in the further course of the increase in the quan- 
tity of money, all prices have risen, the rise does not affect the various 
commodities and services to the same extent. For the process has 
affected the material position of various individuals to different de- 
grees. While the process is under way, some peopIe enjoy the hene- 
fit of higher prices for the goods or services they sell, while the prices 
of the things they buy have not yet risen or have not risen to the same 
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extent. On the other hand, there are peopIe who are in the unhappy 
situation of selling commodities and services whose prices have not 
yet risen or not in the same degree as the prices of the goods they 
must buy for their daily consumption. For the former the progressive 
rise in priccs is a boon, for the latter a calamity. Besides, the debtors 
are favored at the expense of the creditors. When the process once 
comes to an end, the wealth of various individuals has been affected 
in different ways and to different degrees. Some are enriched, some 
impoverished. Conditions are no longer what they were before. The 
new order of things results in changes in the intensity of demand for 
various goods. The mutual ratio of the monev prices of the vendible 
goods and services is no longer the same as before. The price struc- 
ture has changed apart from the fact that all prices in terms of money 
have risen. The final prices to the establishment of which the market 
tends after the effects of the increase in the quantity of monep havk 
been fully consumn~ated are not equal to the previous final prices 
multiplied by the same multiplier. 

The main fault of the old quantity theory as well as the mathe- 
matical economists' equation of exchange isvthat they have ignored 
this fundamental issue. Changes in the supply of money must bring 
about changes in other data too. The market system before and after 
the inflow or outflow of a quantity of money is not merely changed 
in that the cash holdings of the individuals and prices have increased 
or decreased. There have been effected also changes in the reciprocal 
exchange ratios bctwecn the various commodities and services which, 
if one wants to resort to metaphors, are more adequately described 
by the image of price revolution than by the misleading figure of 
an elevation or a sinking of the price level. 

W e  may at this point disregard the effects brought about by the 
influence on the content of all defcrred payments as stipulated by 
contracts. W e  will deal later with them and with the operation of 
monetary events on consumption and production, investment in 
capital goods, and accumulation and consumption of capital. But 
even in setting asidc all these things, we must never forget that changes 
in the quantity of money affect prices in an uneven way. I t  depends 
on the data of each particular case at what moment and to what ex- 
tent the prices of the various commodities and services are affected. 
In the course of a monetary expansion (inflation) the first reaction 
is not only that the prices of some of them rise more quickly and more 
steeply than others. It may also occur that some fall at first as they are 
for the most part demanded by those groups whose interests are hurt. 

Changes in the money relation are not onIy caused by governments 
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issuing additional paper money. An increase in the production of the 
precious metals employed as money has the same effects although, of 
course, other classes of the population may be favored or hurt by it. 
Prices also rise in the same way if, without a corresponding reduction 
in the quantity of money available, the demand for money falls be- 
cause of a general tendency toward a diminution of cash holdings. 
The money expended additionally by such a "dishoarding" brings 
about a tendency toward higher prices in the same way as that flowing 
from the gold mines or from the printing press. Conversely, prices 
drop when the supply of money falls (e.g., through a withdrawal of 
paper money) or the demand for money increases (e.g., through a 
tendency toward "hoarding," the keeping of greater cash balances). 
The process is aIways uneven and by steps, disproportionate and 
asymmetrical. 

It  could be and has been objected that the normal production of the 
gold mines brought to the market may well entail an increase in the 
quantity of money, but does not increase the income, still less the 
wealth, of the owners of the mines. These people earn only their 
"normal" income and thus their spending of it cannot disarrange 
market conditions and the prevailing tendencies toward the estab- 
lishment of final prices and the equilibrium of the evenly rotating 
economy. For them, the annual output of the mines does not mean 
an increase in riches and does not impel them to offer higher prices. 
They will continue to live at the standard at which they used to 
live before. Their spending within these limits will not revolutionize 
the market. Thus the normal amount of gold production, although 
certainly increasing the quantity of money available, cannot put 
into motion the process of depreciation. It is neutral with regard to 
prices. 

As against this reasoning one must first of all obscrve that within 
a progressing economy in which population figures are increasing 
and the division of labor and its corollary, industrial specialization, 
are perfected, there prevaiis a tendency toward an increase in the 
demand for money. Additional people appear on the scene and want 
to establish cash holdings. The extent of economic self-sufficiency, 
i.e., of production for the household's own needs, shrinks and peoplc 
become more dependent upon the market; this will, by and large, 
impel them to increase their holding of cash. Thus the price-raising 
tendency emanating from what is called the "normal" gold produc- 
tion encounters a price-cutting tendency emanating from the in- 
creased demand for cash holding. However, these two opposite tend- 
encies do not neutralize each other. Both processes take their own 
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course, both result in a disarrangement of existing social conditions, 
making some people richer, some people poorer. Both affect the prices 
of various goods at different dates and to a different degree. It is true 
that the rise in the prices of some commodities caused by one of these 
processes can finally be compensated by the fall caused by the other 
process. It may happen that at the end some or many prices come 
back to their previous height. But this final result is not the outcome 
of an absence of movements provoked by changes in the money rela- 
tion. It is rather the outcome of the joint effect of the coincidence of 
two processes independent of each other, each of which brings about 
alterations in the market data as well as in the material conditions of 
various individuals and groups of individuals. The new- structure of 
prices may not differ very much from the previous one. But it is 
the resultant of two series of changes which have accomplished all 
inherent social transformations. 

The fact that the owners of gold mines rely upon steady yearly 
proceeds from their gold production does dot cancel the newly 
mined gold's impression upon prices. The owners of the mines talie 
from the market, in exchange for the gold produced, the goods and 
services required for their mining and the goods needed for their 
consumption and their investments in other lines of production. If 
they had not produced this amount of gold, prices would not have 
been affected by it. It is beside the point that they have anticipated 
the future yield of the mines and capitalized it and that they have 
adjusted their standard of living to the expectation of steady proceeds 
from the mining operations. The effects which the newly mined 
gold exercises on their expenditure and on that of those people whose 
cash holdings step by step it enters later begin only at the instant this 
gold is available in the hands of the mine owners. If, in the expectation 
of funire yields, they had expended money at an earlicr date and the 
expected yield failed to appear, conditions would not differ from 
other cases in which consumption was financed by credit based on 
expectations not realized by later events. 

Changes in the extent ofthe desired cash holding of various people 
neutralize one another only to the extcnt that they are regularly re- 
curring and mutually connected by a causal reciprocity. Salaried 
people and wage earners are not paid daily, but at certain pay days 
for a period of one or several weeks. They do not pIan to keep their 
cash holding within the period between pay days at the same level; 
the amount of cash in their pockets declines with the approach of the 
next pay day. On the other hand, the merchants who supply them 
with the necessities of life increase their cash holdings concomitantly. 
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The two movements condition each other; there is a causal interde- 
pendence between them which harmonizes them both with rcgard to 
time and to  quantitative amount. Neither the dealer nor his customer 
lets himself be influenced by these recurrent fluctuations. Their 
plans concerning cash holding as well as their business operations 
and their spending for consumption respectively have the whole 
period in view and take it into account as a whole. 

I t  was this phenomenon that led economists to the image of a 
regular circulation of money and to the tleglect of the changes in the 
individuals' cash holdings. However, we are faced with a concatena- 
tion which is limited to a narrow, neatly circumscribed field. Only 
as far as the increase in the cash holding of one group of people is 
ten~porally and quantitatively related to the decrease in the cash 
holding of another group and as far as these changes are self-liquidating 
within the course of a period which the members of both groups 
consider as a whole in planning their cash holding, can thc neutraliza- 
tion take place. Beyond this fieId there is no question of such a 
neutralization. 

5 .  The Problem of Hume and Mi11 and the Driving 
Force of Money 

Is it possibie to think of a state of affairs in which changes in the 
purchasing power of money occur at the same time and to the same 
extent with regard to all commodities and services and in proportion 
to the changes effected in either the demand for or the supply of 
money? In other words, is it possible to think of neutral money within 
the frame of an economic system which does not correspond to the 
imaginary construction of an evenly rotating economy? W e  may 
call this pertinent question the problem of Hume and Mill. 

It is uncontested that neither Ilume nor Mill succeeded in finding - 
a positive answer to this  question."^ it possible to answer it cate- 
gorically in the negative? 

W e  imagine two systems of an evenly rotating economy A and B. 
The two systems are independent and in no way connected with one 
another. The two systems differ from one another only in the fact 
that to each amount of money nz in A there corresponds an amount 
n m in B, n being greater or smaller than I ;  we assume that there are 
no deferred paynlents and that the money used in both systems serves 
only monetary purposes and does not allow of any nonmonetary use. 
Consequently the prices in the two systems are in the ratio I : n. Is it 

9. Cf. Mises, Theory of Money and Credit, pp. 140-142. 
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thinkable that conditions in A can be altered at one stroke in such a 
way as to make them entirely equivalent to conditions in B? 

The answer to this question must obviously be in the negative. He 
who wants to answer i t  in the positive must assume that a deus ex 
nzacbina approaches every individual at the same instant, increases 
or decreases his cash holding by multiplying it by n, and tells him that 
henceforth he must multiply by n a11 price data which he employs in 
his appraisements and calculations. This cannot happen without a 
miracle. 

It has been pointed out already that in the imaginary construction 
of an evenly rotating economy the very notion of moncy vanishes 
into an unsubstantial calculation process, self-contradictory and de- 
void of any meaning.1° It is impossible to assign any function to in- 
direct exchange, media of exchange, and money within an imaginary 
construction the characteristic mark of which is unchangeability and 
rigidity of conditions. 

Where there is no uncertainty concerning the future, there is no 
need for any cash holding. As money must necessarily be kept by 
people in their cash holdings, there cannot be any money. The use of 
media of exchange and the keeping of cash holdings are conditioned 
by the changeability of economic data. Money in itself is an element 
of change; its existence is incompatible with the idea of a regular flow 
of events in an evenly rotating economy. 

Every change in the money relation alters-apart from its effects 
upon deferred payments-the conditions of the individual members 
of society. Some become richer, some poorer. It may happen that the 
effects of a change in the demand for and supply of money encounter 
the effects of opposite changes occurring by and large at the same 
time and to the same extent; it may happen that the resultant of the 
two opposite movements is such that no conspicuous changes in the 
price structure emerge. But even then the efFects on the conditions 
of the various individuals are not absent, Each change in the money 
relation takcs its own course and produces its own particular effects. 
If an inflationary movement and a deflationary one occur at the same 
time or if an inflation is temporally followed by a deflation in such a 
way that prices finally are not very much changed, the social conse- 
quences of each of the two movements do not cancel each other. T o  
the social consequences of an inflation those of a deflation are added. 
There is no reason to assume that all or even most of those favored by 
one movement will be hurt by the second one, or vice versa. 

Money is neither an abstract numthire nor a standard of value or 

10. Cf. above, pp. 249-250. 
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prices. It is necessarily an economic good and as such it is valued and 
appraised on its own merits, i.e., the services which a man expects 
from holding cash. On the market there is always change and move- 
mcnt. Only because there are fluctuations is there money. Money is 
an element of change not because it "circulates," but because it is 
kept in cash holdings. Only because people expect changes about the 
kind and extent of which thcy have no certain knowledge whatso- 
ever, do they keep money. 

While money can be thought of only in a changing economy, it is 
in itself an element of further changes. Every change in the economic 
data sets it in motion and makes it the driving force of new changes. 
Every shift in the mutual relation of the exchange ratios between the 
various nonmonetary goods not only brings about changes in pro- 
duction and in what is popularly called distribution, but also provokes 
changes in the money relation and thus further changes. Nothing 
can happen in the orbit of vendible goods without affecting the orbit 
of money, and all that happens in the orbit of money affects the orbit 
of commodities. 

The notion of a neutral money is no less contradictory than that 
of a money of stable purchasing power. Money without a driving 
force of its own would not, as people assume, be a perfect 
money; it would not bc moncy at all. 

I t  is a popular fallacy to believe that perfect money should be 
neutral and endowed with unchanging purchasing powcr, and that 
the goal of monetary policy should he to realize this perfect money. 
It is easy to understand this idea as a reaction against the stiIl more 
popular postulates of the inflationists. But it is an excessive reaction, 
it is in itself confused and contradictory, and it has worked havoc be- 
cause it was strengthened by an inveterate error inherent in the 
thought of many philosophers and economists. 

These thinkers are misled by the widespread belief that a state of 
rest is more perfect than one of movement. Their idea of perfection 
implies that no more perfect state can be thought of and consequently 
that every change would impair it. The best that can be said of a 
motion is that it is directed toward the attainment of a state of perfec- 
tion in which there is rest because every further movement would 
lead into a less perfect state. Motion is seen as the absence of equi- 
librium and full satisfaction, as a manifestation of trouble and want. 
As far as such thoughts merely establish the fact that action aims at 
the removal of uneasiness and ultimately at the attainment of fulI 
satisfaction, they are well foundcd. But one must not forget that rest 
and equilibrium are not only present in a state in which perfect con- 
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tentment has made people perfectly happy, but no less in a state in 
which, although wanting in many regards, they do not see any means 
of improving their condition. The absence of action is not only the 
result of full satisfaction; it can no less be the corollary of the inability 
to render things more satisfactory. It can mean hopelessness as well 
as contentment. 

With the real universe of action and unceasing change, with the 
economic system which cannot be rigid, neither neutrality of money 
nor stability of its purchasing power are compatible. A world of the 
kind which the necessary requirements of neutral and stable money 
presuppose would be a world without action. 

It is therefore neither strange nor vicious that in the frame of such 
a changing world money is neither neutral nor stable in purchasing 
power. All plans to render money neutral and stable are contradic- 
tory. Money is an element of action and consequentIy of change. 
Changes in the money relation, i t . ,  in the relation of the demand for 
and the supply of money, affect the exchange ratio between money 
on the one hand and the vendible commodities on the other hand. 
These changes do not affect at the same time and to the same extent 
the prices of the various commodities and services. They conse- 
quently affect the wealth of the various members of society in a dif- 
ferent way. 

6. Cash-Induced and Goods-Induced Changes in 
Purchasing Power 

Changes in the purchasing power of money, i.e., in the exchange 
ratio between money and the vendible goods and commodities, can 
originate either from the side of money or from the side of the vendi- 
ble goods and commodities. The change in the data which provokes 
them can either occur in the demand for and supply of money or in 
the demand for and supply of the other goods and services. W e  may 
accordingly distinguish between cash-induced and goods-induced 
changes in purchasing power. 

Goods-induced changes in purchasing power can be brought about 
by changes in the supply of commodities and services or in the de- 
mand for individual commodities and services. A general rise or fall 
in the demand for a11 goods and services or the greater part of them 
can be effected only from the side of money. 

Let us now scritinize the social and economic consequences of 
changes in the purchasing power of money under the following three 
assumptions: first, that the money in question can only be used as 
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money-ix., as a medium of exchange-and can serve no other pur- 
pose; second, that there is only exchange of present goods and no 
exchange of present goods against future goods; third, that we disre- 
gard the effects of changes in purchasing power on monetary calcu- 
lation. 

Under these assumptions a11 that cash-induced changes in purchas- 
ing power bring about are shifts in the disposition of wealth among 
different individuals. Some get richer, others poorer; some are better 
supplied, others less; what some people gain is paid for by the loss of 
others. I t  would, however, be impermissible to interpret this fact by 
saying that total satisfaction remained unchanged or that, while no 
changes have occurred in total supply, the state of total satisfaction 
or of the sum of happiness has been increased or decreased by changes 
in the distribution of wealth. The notions of total satisfaction or total 
happiness are empty. It is impossible to discover a standard for com- 
paring the different degrees of satisfaction or happiness attained by 
various individuals. 

Cash-induced changes in purchasing power indirectly generate 
further changes by favoring either the accumulation of additional 
capital or the consumption of capital avaiIable. Whether and in what 
direction such secondary effects arc brought about depends on the 
specific data of each case. W e  shall deal with these important problems 
at a later point.ll 

Goods-induced changes in purchasing power are sometimes noth- 
ing else but consequences of a shift of demand from somc goods to 
others. If they are brought about by an increase or a decrease in the 
supply of goods they are not merely transfers from some people to 
other people. They do not mean that Peter gains what Paul has lost. 
Some people m a i  become richer although nobody is impoverished, 
and vice versa. 

We may describe this fact in the following way: Let A and B be 
two independent systems which are in no way connected with each 
other. In both systcms the same kind of money is used, a money which 
cannot be used for any nonmonetary purpose. Now we assume, as 
case I ,  that A and B differ from each other only in so far as in B the 
total supply of money is 12 nz, m being the total supply of money in 
A, and thar to every cash holding of c and to every claim in terms 
of money d in A there corresponds a cash holding of n c and a claim 
of n d in B. In every other respect A equals B. Then we assume, as 
case 2,  that A and B differ from each other only in so far as in B the 
total supply of a certain commodity r is n p, p being the total supply 

11 .  Cf. below, Chapter XX. 
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of this commodity in A, and that to every stock v of this commodity r 
in A there corresponds a stock of n v in B. In both cases n is greater 
than I. If we ask every individual of A whether he is ready to make 
the slightest sacrifice in order to exchange his position for the cor- 
responding place in B, the answer will be unanimously in the negative 
in case I.  But in case z all owners of r and all those who do not own 
any r, but are eager to acquire a quantity of it-i.e., at least one in- 
dividual-will answer in the affirmative. 

The services money renders are conditioned by the height of its 
purchasing power. Nobody wants to have in his cash holding a definite 
number of pieces of money or a definite weight of money; he wants 
to keep a cash holding of a definite amount of purchasing power. As 
the operation of the market tends to determine the final state of 
money's purchasing power at a height at which the supply of and 
the dcmand for money coincide, there can never be an excess or a 
deficiency of money. Each individual and all individuals together 
always enjoy fully the advantages which they can derive from in- 
direct exchange and the use of money, no matter whether the total 
quantity of money is great or small. Changes in money's purchasing 
power generate changes in the disposition of wealth among the various 
members of society. From the point of view of people eager to be 
enriched by such changes, the supply of money may be called in- 
sufficient or excessive, and the appetite for such gains may result in 
policies designed to bring about cash-induced alterations in purchas- 
ing power. However, the services which money renders can be 
neither improved nor impaired by changing the supply of money. 
There may appear an excess or a deficiency of money in an individ- 
ual's cash holding. But such a condition can be remedied by increas- 
ing or decreasing consumption or investment. (Of course, one must 
not fall prey to the popular confusion between the demand for money 
for cash hilding and the appetite for more wealth.) The quantity of 
money available in the whole economy is always sufficient to secure 
for everybody all that money does and can do. 

From the point of view of this insight one may call wasteful all 
expenditures incurred for increasing the quantity of money. The 
fact that things which could render some other useful services are 
employed as money and thus withheld from these other employments 
appears as a superfluous curtailment of Iimited opportunities for 
want-satisfaction. I t  was this idea that led Adam Smith and Ricardo 
to the opinion that i t  was very beneficial to reduce the cost of pro- 
ducing money by resorting to the use of paper printed currency. 
However, things appear in a different light to the students of mone- 
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tary history. If one looks at the catastrophic consequences of the 
great paper money inflations, one must admit that the expensiveness 
of gold production is the minor evil. It  would be futile to retort that 
these catastrophes were brought about by the improper use which 
the governments made of the powers that credit money and fiat money 
pIaced in their hands and that wiser governments would have adopted 
sounder policies. As money can never be neutral and stable in pur- 
chasing power, a government's plans concerning the determination 
of the quantity of money can never be impartial and fair to all mem- 
bers of society. Whatever a government does in the pursuit of aims 
to influence the height of purchasing power depends necessarilv upon 
the rulers' personal value judgments. I t  always furthers the interests 
of some groups of people at the expense of other groups. It never 
serves what is called the commonweal or the public weIfare. In the 
field of monetary policies too there is no such thing as a scientifir 
ought. 

The choice of the good to be employed as a medium of exchange 
and as money is never indifferent. I t  determines the course of the 
cash-induced changes in purchasing power. T h e  question is only 
who should make the choice: the people buying and selling on the 
market, o r  the government? I t  was the market w-hich in a selective 
process, going on for ages, finally assigned to the precious metals 
gold and silver the character of money. For two hundred years the 
governments have interfered with the market's choice of the money 
medium. Even the most bigoted Ctatists do not venture to assert that 
this interference has proved beneficial. 

Inflation and Deflation; Inflationism and Depntionism 
The notions of inflation and deflation are not praxeological concepts. 

They were not created by economists, but by the mundane speech of the 
public and of politicians. They impIied the popular fallacy that there is such 
a thing as neutral money or money of stabIe purchasing power and that 
sound money should be neutral and stable in purchasing power. From this 
point of view the term inflation was applied to signify cash-induced 
changes resulting in a drop in purchasing power, and the term deflation to 
signify cash-induced changes resulting in a rise in purchasing power. 

However, those applying these terms are not aware of the fact that 
purchasing power never remains unchanged and that consequently there 
is always either inflation or deflation. They ignore these necessarily per- 
petual fluctuations as far as they are only small and inconspicuous, and 
reserve the use of the terms to big changes in purchasing power. Since the 
question as to at what point a change in purchasing power begins to deserve 
being called big depends on personal relevance judgments, it becomes 
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manifest that inflation and deflation are terms lacking the categorial 
precision required for praxeoIogica1, economic, and catallactic concepts. 
Their application is appropriate for history and politics. Catallactics is free 
to resort to them only when applying its theorems to the interpretation of 
events of economic history and of political programs. Moreover, it is very 
expedient even in rigid catallactic disquisitions to make use of these two 
terms whenever no misinterpretation can possibly result and pedantic 
heaviness of expression can be avoided. But it is necessary never to forget 
that all that catallactics says with regard to inflation and deflation-i.e., big 
cash-induced changes in purchasing power-% valid also with regard to 
small changes, although, of course, the consequences of smaller changes are 
less conspicuous than those of big changes. 

The terms inflationism and deflationism, inflationist and deflationist, 
signify the poIitica1 programs aiming at inflation and deflation in the sense 
of big cash-induced changes in purchasing power. 

The semantic revolution which is one of the characteristic features of 
our day has also changed the traditional connotation of the terms inflation 
and deflation. What many people today call inflation or deflation is no 
longer the great increase or decrease in the supply of money, but its inexo- 
rable consequences, the general tendency toward a rise or a fall in com- 
modity prices and wage rates. This innovation is by no means harmless. It 
plays an important role in fomenting the popular tehdencies toward in- 
flationism. 

First of all there is no longer any term available to signify what inflation 
used to signify. It is impossible to fight a policy which you cannot name. 
Statesmen and writers no longer have the opportunity of resorting to a ter- 
minology accepted and understood by the public when they want to ques- 
tion the expediency of issuing huge amounts of additional money. They 
must enter into a detailed analysis and description of this policy with full 
particulars and minute accounts whenever they want to refer to it, and 
they must repeat this bothersome procedure in every sentence in which 
they deal with the subject. As this policy has no name, it becomes self- 
understood and a matter of fact. It goes on luxuriantly. 

The second mischief is that those engaged in futile and hopeless attempts 
to fight the inevitable consequences of inflation-the rise in prices-are 
disguising their endeavors as a fight against inflation. While merely fight- 
ing symptoms, they pretend to fight the root causes of the evil. Because 
they do not comprehend the causal relation betw-een the increase in the 
quantity of money on the one hand and the rise in prices on the other, they 
practicalIy make things worse. The  best example was provided by the sub- 
sidies granted on the part of the governments of the United States, Canada, 
and Great Britain to farmers. Price ceilings reduce the supply of the com- 
modities concerned because production involves a loss for the marginal 
producers. T o  prevent this outcome the governments granted subsidies to 
the farmers producing at the highest costs. These subsidies were financed 
out of additional increases in the quantity of money. If the consumers had 
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had to pay higher prices for the products concerned, no further inflation- 
ary effects would have emerged. The consumers would have had to use for 
such surplus expenditure only money which had already been issued pre- 
viously. Thus the confusion of inflation and its consequences in fact can 
directly bring about more inflation. 

It is obvious that this new-fangled connotation of the terms inflation and 
deflation is utterly confusing and misleading and must be unconditionally 
rejected. 

7. Monetary Calculation and Changes in Purchasing Power 

Monetary calculation reckons with the prices of commodities and 
services as they were determined or would have been determined 
or presumably will be determined on the market. It is eager to detect 
price discrepancies and to draw conclusions from such a detection. 

Cash-induced changes in purchasing power cannot be taken into 
account in such calculations. It is possible to put in the place of cal- 
culation based on a definite kind of money a a mode of calculating 
based on another kind of money b. Then the result of the calculation 
is made safe against adulteration on the part of changes effected in 
the purchasing power of a; but it can still be adulterated by changes 
effected in the purchasing power of b. There is no means of freeing 
any mode of economic calculation from the influence of changes in 
the purchasing power of the definite kind of money on which it is 
based. 

All results of economic calculation and all conclusions derived 
from them are conditioned by the vicissitudes of cash-induced changes 
in purchasing power. In accordance with the rise or fall in purchasing 
power there emerge between items reflecting earlier prices and those 
reflecting later prices specific diffcrences; the calculus shows profits or 
losses which are mercly produced by cash-induced changes effected 
in the purchasing power of money. If we compare such profits or 
losses with the result of 3 calculation accomplished on the basis of a 
kind of money whose purchasing power had been subject to less 
vehement changes, we can call them imaginary or apparent only. 
But o m  must not forget that such statements are only possible as a 
result of the comparison of calculations carried out in different kinds 
of money. As there is no such thing as a money with stable purchas- 
ing pourer, such apparent profits and losses are present with every 
mode of economic calculation, no matter on what kind of money it 
may be based. It is in~possible to distinguish precisely between genuine 
profits and losses and merely apparent profits and losses. 

It is therefore possible to maintain that economic calculation is 
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not perfect. However, nobody can suggest a method which could 
free economic calculation from these defects or design a monetary 
system which could remove this source of error entirely. 

It is an undeniable fact that the free market has succeeded in de- 
veloping a currency system which well served all the requirements 
both of indirect cxchange and of economic calculation. The aims of 
monetary calculation are such that thcy cannot be frustrated by the 
inaccuracies which stem from slow and comparatively slight move- 
ments in purchasing power. Cash-induced changes in purchasing 
power of the extent to which they occurred in the last two centuries 
with metallic money, expecially with gold money, cannot influence 
the result of the businessmen's economic calculations so considerably 
as to render such calculations useless. Historical experience shows that 
one could, for all practical purposes of the conduct of business, man- 
age very well with these methods of calculation. Theoretical con- 
sideration shows that it is impossible to design, still less to realize, a 
better method. In view of these facts it is vain to call monetary cal- 
culation imperfect. Man has not the power to change the categories 
of human action. He must adjust his conduct to them. 

Businessmen never dcemed it necessary to free economic calcula- 
tion in terms of gold from its dependence on the fluctuations in pur- 
chasing power. The proposals to improve the currency system by 
adopting a tabular standard based on index numbers or by adopting 
various methods of commodity standards were not advanced with 
regard to business transactions and to monetary calculation. Their 
aim was to provide a less fluctuating standard for long-run loan 
contracts. Businessmen did not even consider it expedient to modify 
their accounting methods in those regards in which it would have been 
easy to narrow down certain errors induced by fluctuations in pur- 
chasing power. It would, for instance, have been possible to discard 
the practice of writing off durable equipment by means of yearly 
depreciation quotas, invariably fixed in a percentage of the cost of 
its acquisition. In its place one could resort to the device of laying 
aside in renewal funds as much as seems necessary to provide the full 
costs of the replacement at the time when it is required. But business 
was not eager to adopt such a procedure. 

All this is valid only with regard to money which is not subject 
to rapid, big cash-induced changes in purchasing power. But money 
with which such rapid and big changes occur loses its suitability to 
serve as a medium of exchange altogether. 
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8. T h e  Anticipation of Expected Changes in 
Purchasing Power 

The deliberations of the individuals which determine their con- 
duct with regard to money are based on their knowledge concerning 
the prices of the immediate past. If they lacked this knowledge, they 
would not be in a position to decide what the appropriate height 
of their cash holdings should be and how much they should spend for 
the acquisition of various goods. A medium of exchange without a 
past is unthinkable. Nothing can enter into the function of a medium 
of exchange which was not already previously an economic good and 
to which people assigned exchange value already before it was de- 
manded as such a medium. 

But the purchasing power handed down from the immediate past 
is modified by today's demand for and supply of money. Human 
action is always pr&iding for the future, be it sometimes only the 
future of the impending hour. He who buys, buys for future con- 
sumption and production. As far as he believes that the future will 
differ from the present and the past, he modifies his vahation and 
appraisement. This is no less true with regard to money than it is 
with regard to all vendible goods. In this sense we may say that 
today's exchange value of money is an anticipation of tomorrow's 
exchange vaIue. The basis of all judgments concerning money is its 
purchasing power as it was in the immediate past. But as far as cash- 
induced changes in purchasing power are expected, a second factor 
enters the scene, the anticipation of these changes. 

H e  who believes that the prices of the goods in whkh he takes an 
interest will rise, buys more of them than he would have bought in 
the absence of this Lelief; accordingly he restricts his cash holding. 
H e  who believes that prices will drop, restricts his purchases and thus 
enlarges his cash holding. As long as such speculative anticipations 
are limited to some commodities, they do not bring about a general 
tende~lcy toward changes in cash holding. But it is different if people 
believe that they are on the eve of big cash-induced changes in pur- 
chasing power. When they expect that the money prices of all goods 
will rise or fall, they expand or restrict their purchases. These atti- 
tudes strengthen and accelerate the expected tendencies considerably. 
This goes on until the point is reached beyond which no further 
changes in the purchasing power of money are expected. Only then 
does the inclination to buy or to sell stop and do people begin again 
to increase or to decrease their cash holdings. 

But if once public opinion is convinced that the increase in the 
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quantity of money will continue and never come to an end, and that 
consequently the prices of all commodities and services will not 
cease to rise, everybody becomes eager to buy as much as possible 
and to restrict his cash holding to a minimum size. For under these 
circumstances the regular costs incurred by holding cash are in- 
creased by the losses caused by the progrcssivc fall in purchasing 
power. The advantages of holding cash must be paid for by sacrifices 
which are deemed unreasonably burdensome. 'JXs phenomenon was, 
in the great European inflations of the 'twenties, called flight into real 
goods (Flucht in die Sachwrte) or crack-up boom (Katastrophen- 
hausse). The mathematical economists are at a loss to comprehend 
the causal relation between the increase in the quantity of money and 
what they call "velocity of circulation." 

The characteristic  nark of the phenomenon is that the increase in 
the quantity of money causes a fall in the demand for money. The 
tendency toward a fail in purchasing power as generated by the in- 
creased supply of money is intensified by the general propensity to 
restrict cash holdings which it brings about. Eventually a point is 
reached where the prices at which people would be prepared to part 
with "real" goods discount to such an extent the expected progess 
in the fall of purchasing poxvcr that nobody has a sufficient amount of 
cash at hand to pay them. The monetary system breaks down; all 
transactions in the money concerned cease; a panic makes its pur- 
chasing power vanish altogether. People return either to barter or 
to the use of another kind of money. 

The course of a progressing inflation is this: At the beginning the 
inflow of additional money makes the prices of some commodities 
and services rise; other prices rise latcr. The price rise affects the 
various commodities and services, as has been shown, at different 
dates and to a different extent. 

This first stage of the inflationary process may last for many years. 
'LVhiIe it lasts, the prices of many goods and services are not yet ad- 
justed to the altered money relation. There are still people in the 
country who have not yet become aw-are of the fact that they are 
confronted with a price revohtion which will finaILy result in a 
considerable rise of all prices, although the extent of this rise will not 
be the same in the various commodities and services. These people 
still belicve that prices one day will drop. Waiting for this day, they 
restrict their purchases and concomitantly increase their cash hold- 
ings. As long as such ideas are still held by pubIic opinion, it is not 
yet too late for the government to abandon its inflationary policy. 

But then finally the masses wake up. They become suddenly aware 
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of the fact that inflation is a deliberate policy and will go on end- 
lessly. A breakdown occurs. Thc crack-up boom appears. Every- 
body is anxious to swap his money against "real" goods, no matter 
whether he needs them or not, no matter how much money he has to 
pay for them. Within a very short time, within a few weeks or even 
days, the things which were used as money are no longer used as ~nedia 
of exchange. They become scrap paper. Sobody wants to give away 
anything against them. 

It was this that happened with the Continental currency in America 
in 1781, with the French mandats teuitoriaux in I 796, and with the 
German Mark in I 92 3. It will happen again whenever the same condi- 
tions appear. If a thing has to be used as a medium of exchange, public 
opinion must not believe that thc quantity of this thing will increase 
beyond all bounds. Inflation is a policy that cannot last forever. 

9. T h e  Specific Value of Money 

As far as a good used as money is valued and appraised on account 
of the services it renders for nonmonetary purposes, no problems are 
raised which would require special treatment. The task of the theory 
of money consists merely in dealing with that component in the 
valuation of money which is conditioned by its function as a medium 
of exchange. 

In the course of history various commodities have been employed 
as media of exchange. A long evolution eliminated the greater part 
of these commodities from the monetary function. Only two, the 
precious metals gold and silver, remained. In the second part of the 
nineteenth century more and more governments deliberately turned 
toward the demonetization of silver. 

In a11 these cases what is employed as money is a commodity which 
is used also for nonmonetary purposes. Cnder the gold standard gold 
is money and money is gold. It is immaterial whether or not the laws 
assign legal tender jualjty only to gold coins minted by the govern- 
ment. What counts is t h t  these coins really contain a fixed weight 
of gold and every quantit). of bullion can freely be transformed into 
coins. Under the gold sta~hard the dollar and the pound sterling were 
merely names for a definite weight of gold, within very narrow mar- 
gins precisely determined by the laws. W e  may call such a sort of 
money commodity money. 

A second sort of money is credit money. Credit money evolved 
out of the use of money-substitutes. It was cuscomary to use claims, 
payable on demand and absolutely secure, as substitutes for the sum 
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of money to which they gave a claim. (We shall deal with the features 
and problems of money-substitutes in the next section.) The market 
did not stop using such claims when one day their prompt redemp- 
tion was suspendcd and thereby doubts about their safety and the 
solvency of the obligee were raised. As long as these claims had been 
daily maturing claims against a debtor of undisputed solvency and 
could be collected without notice and free of expense, their exihange 
value was equal to their face value; it was this perfect equivalcnce 
which assigned to them the character of moncy-substitutes. Now, 
as redemption was suspended, the maturity date postponed to an 
undetermined day, and consequently doubts about the solvency of 
the debtor or at least about his willingness to pay cmerged, they lost 
a part of the value previously ascribed to them. They were now 
merely claims, which did not bear interest, against a questionable 
debtor and falling due on an undefined day. But as they were used as 
media of exchange, their exchange value did not drop to the level 
to which it would have dropped if they were merely claims. 

One can fairly assume that such credit money could remain in use 
as a medium of exchange even if it were to lose its character as a 
claim against a bank or a treasury, and thus would become fiat money. 
Fiat money is a moncy consisting of mere tokens which can neither 
be employed for any industrial purposes nor convey a claim against 
anybody. 

It is not a task of catallactics but of economic history to investigate 
whether there appeared in the past specimens of fiat money or whether 
all the sorts of money which were not commodity money were credit 
money. The only thing that catallactics has to establish is that the 
possibility of the existence of fiat money must be admitted. 

The important thing to be remembered is that with every sort 
of money, demonetization-i.e., the abandonment of its use as a 
medium of exchange-must result in a serious fall of its exchange 
value. What this practically means has become manifest when in the 
last eighty years the use of silver as commodity money has been pro- 
gressively restricted. 

There are specimens of credit money and fiat money which are 
embodied in metallic coins. Such money is printed, as it were, on 
silver, nickel, or copper. If such a piece of fiat moncy is demonetized, 
it still retains exchange value as a piece of metal. But this is only a 
very small indemnification of the owner. It has no practical im- 
portance. 

The keeping of cash hoIding requires sacrifices. T o  the extent that 
a man keeps money in his pockets or in his balance with a bank, he 
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forsakes the instantaneous acquisition of goods he could consume or 
employ for production. In the market economy these sacrifices can 
be precisely determined by calculation. They are equal to the amount 
of originary interest he would have earned by investing the sum. The 
fact that a man takes this falling off into account is proof that he 
prefers the advantages of cash holding to the loss in interest yield. 

It is possible to specify the advantages which people expect-from 
keeping a definite amount of cash. But it is a delusion to assume that 
an analysis of these motives could provide us with a theory of the 
determination of purchasing power which could do without the 
notions of cash holding and demand for and supply of money.12 The 
advantages and disadvantages derived from cash holding are not 
objective factors which could directly influence the size of cash 
holdings. They are put on the scales by each individual and weighed 
against one another. The result is a subjective judgment of value, 
colored by the individual's personality. Different people and the 
same people at different times value the same objective facts in a dif- 
ferent way. Just as knowledge of a man's wealth and his physical con- 
dition does not tell us how much he would be prepared to spend for 
food of a certain nutritive power, so knowledge about data concern- 
ing a man's material situation does not enable us to make definite 
assertions with regard to the size of his cash holding. 

10. The  Import of the Money Relation 

The money relation, i.e., the relation between demand for and 
supply of money, uniquely determines the price structure as far 
as the reciprocal exchange ratio between money and the vendible 
commodities and services is involved. 

If the money relation remains unchanged, neither an inflationary 
(expansionist) nor a deflationary (contractionist) pressure on trade, 
business, production, consumption, and employment can emerge. The 
assertions to the contrary reflect the grievances of people reluctant to 
adjust their activities to the demands of their fellow men as mani- 
fested on the market. However, it is not an account of an alleged 
scarcity of money that prices of agricultural products are too low to 
secure to  the submarginal farmers proceeds of the amount they would 
like to earn. The cause of these farmers' distress is that other'farmers 
are producing at lower costs. What is wrong with British manufac- 
turing is not that the "level" of prices is too low, but the fact that 

12.  Such an attempt was made by Greidanus, The Value of Money (London, 
' 9 3 2 ) ,  pp. '97 ff. 
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they did not succeed in raising the productivity of the capital in- 
vested and the men employed to a height that would provide all the 
goods the British want to consume. 

An increase in the quantity of goods produced, other things being 
unchanged, must bring about an improvement in people's condi- 
tions. Its consequence is a fall in the money prices of the goods the 
production of which has been increased. But such a fall in money 
prices does not in the lcast impair the benefits derived from the addi- 
tional wealth produced. One may consider as unfair the increase in 
the share of the additional wealth which goes to the creditors, al- 
though such criticisms are questionable as far as the rise in purchasing 
power has been correctly anticipated and adequately taken into 
account by a negative price premium.':' But one must not say that a 
fall in prices caused by an increase in the production of the goods 
concerned is the proof of some disequilibrium which cannot be 
eliminated otherwise than by  increasing the quantity of money. Of 
course, as a rule every increase in production of some or of all com- 
modities requires a new allocation of factors of production to the 
various branches of business. If the quantity of money remains un- 
changed, the necessity of such a reallocation becomes visible in the 
price structure. Some lines of production become more profitable, 
while in others profits drop or losscs appear. Thus the operation of 
the market tends to eliminate these much discussed disequilibria. I t  
is possible by means of an increase in the quantity of money to delay 
or to interrupt this process of adjustment. It is impossible either to 
make it superfluous or less painful for those concerned. 

If the government-made cash-induced changes in the purchasing 
power of money resulted only in shifts of wealth from some people 
to other people. it would riot be permissible to condemn them from 
the point of view of catallactics' scientific neutrality. I t  is obviously 
fraudulent to justify them under the pretext of the commonweal or 
public welfare. But one could still consider them as political measures 
suitable to promote the interests of some groups of people at the ex- 
pense of others without further detriment. However, there are still 
other things involved. 

It is not necessary to point out the consequences to which a con- 
tinued deflationary policy must lead. Nobody advocates such a 
policy. The favor of the masses and of the wkters and politicians 
eager for applause goes to infiation. With regard to these endeavors 
we must emphasize three points. First: Inflationary or expansionist 

1 3 -  About the relations of the market rate of interest and changes in purchas- 
ing power, cf. below, Chapter XX. 
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policy must result in overconsumption on the one hand and in mal- 
investment on the other. It thus squanders capital and impairs the 
future state of want-satisfaction.14 Second: The inflationary process 
does not remove the necessity of adjusting production and real- 
locating resources. It merely- postpones it and thereby makes it 
more troublesome. Third: Inflation cannot be employed as a per- 
manent policy because it must, when continued, finally result in a 
breakdown of the monetary system. 

A retailer or innkeeper can easily fall prey to the illusion that a11 
that is needed to make him and his colleagues more prosperous is more 
spending on the part of the public. In his eyes the main thing is to 
impel people to spend more. But it is amazing that this belief could be 
presented to the world as a new social philosophy. Lord Keynes and 
his disciples make the lack of the propensity to consume responsible 
for what: they deem unsatisfactory in economic conditions. What is 
needed, in their eyes, to make men more prosperous is not an increase 
in production, but an increase in spending. In order to make it possible 
for people to spend more, an "expansionist" policy is recommended. 

This doctrine is as old as it is bad. Its analysis and refutation will be 
undertaken in the chapter dealing with the trade cycle.15 

I I. The Money-Substitutes 

Claims to a definite amount of money, payable and redeemable on 
demand, against a debtor about whose solvency and willingness to 
pay there does not prevail the slightest doubt, render to the individuaI 
all the services money can render, provided that all parties with whom 
he could possibly transact business are perfectly familiar with these 
essential qualities of the claims concerned: daily maturity and un- 
doubted solvency and willingness to pay on the part of the debtor. 
W e  may call such cIaims money-substitutes, as they can fully re- 
place money in an individual's or a firm's cash holding. The technical 
and legal features of the money-substitutes do not concern catallactics. 
A money-substitute can be embodied eirher in a banknote or in a de- 
mand deposit with a bank subject to check ("checkbook money" or 
deposit currency), provided the bank is prepared to exchange the 
note or the deposit daily free of charge against money proper. Token 
coins are also money-substitutes, provided the owner is in a position 
to exchange them at need against money free of expense and without 
delay. T o  achieve this it is not required that the government be 

14. Cf. below, pp. 561-562. 

15. Cf. below, pp. 545-562. 
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bound by law to redeem them. What counts is the fact that these 
tokens can be really convcrted free of expense and without delay. 
If the total amount of token coins issued is kept within reasonable 
limits, no special provisions on the part of the government are neces- 
sary to keep their exchange value at par with their facc value. The 
demand of the public for small change gives everybody the opportu- 
nity to exchange them easily against pieces of money. The main thing 
is that every owner of a moncy-substitute is perfectly certain that it 
can, at  every instant and free of expense, be exchanged against money. 

If the debtor-the government or a bank-keeps against the whole 
amount of money-substitutes a reserve of money proper, we call the 
moncy-substitute a money-certificate. The individual money-certif- 
icate is-not necessarily in a lcgal sense, but always in the catallactic 
sense-a representative of a corresponding amount of money kept 
in the reserve. The issuing of money-certificates does not increase the 
quantity of things suitable to satisfy the demand for money for cash 
holding. Changes in the quantity of money-certificates therefore do 
not alter the supply of money and the money relation. Thcy do not 
play any role in the determination of the purchasing power of money. 

If the money reserve kcpt by the debtor against the money-sub- 
stitutes issued is less than the total amount of such substitutes, we call 
that amount of substitutes which exceeds the rescrve fiduciary media. 
As a rule it is not possible to ascertain whether a concrete specimen 
of money-substitutes is a money-certificate or a fiduciary medium. A 
part of the total amount of money-substitutes issued is usually covcred 
by a money reserve held. Thus a part of the total amount of money- 
substimtcs issued is money-certificates, the rest fiduciary media. But 
this fact can only be recognized by those familiar with the bank's 
balance sheets. The individual banknote, deposit, or token coin does 
not indicate its catallactic character. 

The issue of money-certificates does not increase the funds which 
the bank can crnploi in the conduct of its lending business. A bank 
which does not issue fiduciary media can only grant commodity 
credit, ie., it can only lend its own funds and the amount of money 
which its customers have entrustcd to it. The issue of fiduciary media 
enlarges the bank's funds available for lending beyond these limits. 
It  can now not only grant commodity credit, but also circulation 
credit, i.e., credit granted out of the issue of fiduciary media. 

While the quantity of money-certificates is indifferent, the quantity 
of fiduciary media is not. The fiduciary media affect the market 
phenomena in the same way as money does. Changes in their quantity 
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influence the determination of money's purchasing power and of 
prices and-temporarily--also of the rate of interest. 

Earlier economists applied a different terminology. Many were pre- 
pared to call the money-substitutes simply money, as they are fit 
to render the services money renders. However, this terminology 
is not expedient. The first purpose of a scientific terminoIogy is to 
facilitate the analysis of the problerns involved. The task of the catal- 
lactic theory of money-as differentiated from the legal theory and 
from the technical disciplines of bank management and accountancy 
-is the study of the problems of the determination of prices and in- 
terest rates. This task requires a sharp distinction between money- 
certificates and fiduciary media. 

The term credit expansion has often been ~nisinterpreted. It is 
important to realize that con~modity credit cannot be expanded. The 
only vehicle of credit expansion is circulation credit. But the grant- 
ing of circulation credit does not always mean credit expansion. If 
the amount of fiduciary media previously issued has consummated 
all its effects upon the market, if prices, wage rates, and interest rates 
have been adjusted to the total supply of money proper plus fiduciary 
media (supply of money in the broader sense), granting of circulation 
credit without a further increase in the quantity of fiduciary media 
is n o  longer credit expansion. Credit expansion is present only if credit 
is granted by the issue of an additional amount of fiduciary media, 
not if banks lend anew fiduciary media paid back to them by the 
old debtors. 

1 2 .  T h e  Limitation on the Issuance of Fiduciary Media 

People deal with money-substitutes as if they were money because 
they are fully confident hat it will bc pssibie to exchange them at 
any time without delay and without cost against money. W e  may 
call those who share in this confidence and are therefore ready to 
deal with money-substitutes as if they were money, the clients of the 
iss~~ing banker, bank, or authority. I t  does not matter whether or not 
this issuing establishment is operated according to the patterns of 
conduct customary in the banking business. Token coins issued by 
a country's treasury are money-substitutes too, although the treasury 
as a rule does not enter the amount issued into its accounts as a 
liability and does not consider this amount a part of the national 
debt. It is no Iess immaterial whether or not the owner of a money- 
substitute has an actionable claim to redemption. What counts is 
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whether the money-substitute can reaIly be exchanged against money 
without delay and cost.16 

Issuing money-certificates is an expensive venture. The banknotes 
must be printed, the token coins minted; a compIicated accounting 
system for the deposits must be organized; the reserves must be kept 
in safety; then there is the risk of being cheated by counterfeit bank- 
notes and checks. Against all these expenses stands only the slight 
chance that some of thc banknotes issued may be destroyed and the 
still slighter chance that some depositors may forget their deposits. 
Issuing money-certificates is a ruinous business if not connected with 
issuing fiduciary media. In the early history of banking there were 
banlis whose only operation consisted in issuing money-certificates. 
But these banlis were indemnified by their clients for the costs in- 
curred. At any rate, catallactics is not iritcrested in the purely 
technical problems of banks not issuing 5ducjary mcdia. The only 
interest that catallactics takes in money-certificates is the connection 
between issuing them and the issuing i f  fiduciary media. 

W7hile the quantity of nloncy-certificates is catallactically unim- 
portant, an increase or decrease in the quantity of fiduciary media 
affects the determination of money's purchasing power in the same 
way as do changes in the quantity of money. Nence the question of 
whether there are or are not limits to the increase in the quantity of 
fiduciary media has fundamental importance. 

If the clientele of the bank includes all rnembers of the market 
economy, the limit to the issue of fiduciary media is the same as that 
drawn to the increase in the quantity of money. A bank which is, 
in an isolated country or in the whole world, the only institution 
issuing fiduciary mcdia and the clientele of which comprises all in- 
dividuals and firms, is bound to comply in its conduct of affairs with 
two rules: 

First: It must avoid any action which could tnake the clients-i.e., 
the public-suspicious. As soon as the clients begin to lose confidence, 
:hey will ask for the rcdemption of the banknotes and withdraw their 

16. I t  is furthermore immaterial whether or not the laws assign to the rnoney- 
substitutes legal tender quality. If these things are really dealt with by people as 
money-substitutes and are therefore money-substitutes and equal in purchasing 
power t o  the respective amount of money, the only effect of the legal tender 
quality is to prevent malicious people from resorting to chicanery for the mere 
sake of annoying their fellow men. If, however, the things concerned are not 
money-substitutes and are traded at a discount below their face value, the assign- 
ment of legal tender quality is tantamount to an authoritarian price ceiling, the 
fixing of a maximum price for gold and foreign exchange and of a minimum 
price for the things which are no longer money-substitutes but either credit 
money or fiat money. Then the effects appear which Gresham's Law describes. 
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deposits. How far the bank can go on increasing its issues of fiduciary 
media without arousing distrust, depends on psychological conditions. 

Second: It  must not increase the amount of fiduciary ~nedia at 
such a rate and with such speed that the clients get the conviction 
that the rise in prices will continue endlessly at an accelerated pace. 
For if the public believes that this is the case, they will reduce their 
cash holdings, flee into "real" values, and bring about the crack-up 
boom. It  is impossible to imagine the approach of this catastrophe 
without assuming that its fifst manifestation consists in the evanescence 
of confidence. The  public will certainly prefer exchanging the 
fiduciary media against money to  fleeing into real values, i.e., to the 
indiscriminate buying of various commodities. Then the bank must 
go bankrupt. If the government interferes by freeing the bank from 
the obligation of redeeming its banknotes and of paying back the 
deposits in compliance with the terms of the contract, the fiduciary 
~ncdia become either credit money or fiat money. The  suspension of 
specie paymenrs entirely changes the state of affairs. There is no longer 
any q~~est ion of fiduciary media, of money-certificates, and of money- 
substitutes. T h e  government enters the scene with its government- 
made legal tender laws. The  bank loses its independent existence; it 
t~ccornes a tool of government policies, a subordinate office of the 
treasury. 

The catallactically most important problems of the issuance of 
fiduciary media on the part of a singlc bank, or of banks acting in 
concert, the clientele of which comprehends all individuals, are not 
those of the limitations drawn to the amount of their issuance. W e  will 
deal with them in Chapter XX, devoted to the relations between the 
quantity of money and the rate of interest. 

At  this point of our investigations we have to scrutinize the prob- 
lem of the coexistence of a multiplicity of independent banks. In- 
dependence means that every bank in issuing fiduciary media follows 
its own coursc and does I& act in concert with oiher banks. Co- 
existence means that every bank has a clientele which does not in- 
clude all members of the market system. For the sake of simplicity 
we  will assume that no individual or firm is a client of more than one 
bank. It would not affect the result of our demonstration if we were 
to  assume that there are also people who are clients of more than one 
bank and people who are not clients of any bank. 

7-he question to be raised is not whether or not there are limits 
to the issuance of fiduciary media on the part of such independently 
coexisting banks. As there are even limits to the issuance of fiduciary 
media on the part of a unique bank the clientele of which comprises 
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all people, i t  is obvious that there arc such limits for a multiplicity 
of indcpendently coexisting banks too. What  we want to show is that 
for such a multiplicity of independently coexisting banks the limits 
are narrower than those drawn for a single bank with an unlimited 
clientele. 

We assume that within a market system several independent banks 
have been established in the past. While previously only money was 
in use, these banks have introduced the use of money-substitutes a 
part of which are fiduciary media. Each bank has a clientele and has 
issucd a certain quantity of fiduciary media which arc kept as moncy- 
substitutes in the cash holdings of various clients. The  total quantity of 
the fiduciary media as issued by the banks and absorbed by the cash 
holdings of their clients has altercd the structure of prices and the 
monetary unit's purchasing power. But these effects have already been 
consumn~ated and at present thc ~narltet is no longer stirred bv any 
movements gcncrated from this past credit expansion. 

But now, we assume further, one bank alone cmbarlis upon an addi- 
tional issue of fiduciary media whiIc the other banks do not follow 
suit. The  clients of the cxpanding bank-whether its old clients 
or new ones acquired on account of the expansion-receive additional 
credits, they expand their business activities, they appear on the 
market with an additional demand for goods and services, they bid 
up priccs. Those people who are not clients of the expandingvbank 
are not in a position to afford thcse higher priccs; they arc forced to 
rcstrict their purchases. Thus there prevails on the market a shifting 
of goods from the nonclients to the clients of the expanding bank. The  
clients buy more from the nonclients than they sell to thcm; they havc 
more to pay to the nonclients than th& receive from them. But 
money-substitutes issued b y  the expand& bank arc not suitablc for 
paymcnts to nonclients, as these people do not assign to them the 
ch'aracter of moncy-substitutes. In order to settle the payments due 
to nonclients, the clients must first exchange the money-substitutes 
issued by their own-viz., the expanding bank-against moncy. Thc  
cxpanding bank must redeem its banknotes and pay out its deposits. 
Its reserve-we suppose that only a part of the money-substitutcs it 
had issued had the character of fiduciary media-dwindles. The  in- 
stant approaches in which the bank will-after the exhaustion of its 
tnoncy reservc-no longer be in a position to redecm the money- 
substitutes stilI current. In ordcr to avoid insolvency it must as soon 
as possible return to a policy of strengthening its moncy rescrve. It 
must abandon its expansionist methods. 

This reaction of the market to a credit expansion on the part of a 
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bank with a limited clientele has been brilliantly described by the 
Currency School. The special case dealt with by the Currency School 
referred to the coincidence of credit expansion on the part of one 
country's privileged central bank or of all banks of one country and 
of a nonexpansionist policy on the part of the banks of other countries. 
Our demonstration covers the more general case of the coexistence of 
a multiplicity of banks with different clientele as well as the most 
general case of the existence of one bank with a limited clientele in a 
system in which the rest of the people do not patronize any bank 
and do not consider any claims as money-substitutes. It does not 
matter, of course, whether one assumes that the clients of a bank live 
neatly separated from those of the other banks in a definite district 
or country or whether they live together with those of the other 
banks. These are merely differences in the data not affecting the 
catallactic problems involved. 

A bank can never issue more money-substitutes than its clients 
can keep in their cash holdings, The individual client can never keep 
a larger portion of his total cash holding in money-substitutes than 
that corresponding to the proportion of his turnover with other 
clients of his bank to his total turnover. For considerations of con- 
venience he will, as a rule, remain far below this maximum propor- 
tion. Thus a limit is drawn to the issue of fiduciary media. W e  may 
admit that everybody is ready to accept in his current transactions 
indiscriminately banknotes issued by any bank and checks drawn 
upon any bank. But he deposits without delay with his own bank not 
only the checks but also the banknotes of banks of which he is not 
himself a client. In the further course his bank settles its accounts with 
the bank engaged. Thus the process described above comes into 
motion. 

A lot of nonsense has been written about a perverse predilection 
of the public for banknotes issued by dubious banks. The truth is that, 
cxcept for small groups of businessmen who were able to distinguish 
bemeen good and bad banks, banknotes were always looked upon 
with distrust. I t  was the special charters which the governments 
granted to privileged banks that slowly made these suspicions dis- 
appear. The often advanced argument that small banknotes come into 
the hands of poor and ignorant people who cannot distinguish be- 
tween good and bad notes cannot be taken seriously. The poorer 
the recipient of a banknote is and the less familiar he is with bank 
affairs, the more quickly will he spend the note and the more quickly 
will it return, by w a i  of retail and wholesale trade, to the issuing 
bank or to people conversant with banking conditions. 
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I t  is very easy for a bank to increase the number of people who are 

ready to accept loans granted by credit expansion and paid out in 
an amount of money-substitutes. But it is very difficult for any bank 
to enlarge its clientele, that is, the number of people who are ready to 
consider these claims as money-substitutes and to keep them as such 
in their cash-holdings. T o  enlarge this clientele is a troublesome and 
slow process, as is the acquisition of any kind of good will. On the 
other hand, a bank can lose its clientele very quickly. If it wants to 
preserve it, it must never permit any doubt about its ability and 
readiness to discharge all its liabilities in due compliance with the 
terms of the contract. A reserve must be licpt large enough to redeem 
all banknotes which a holder may submit for redemption. There- 
fore no bank can content itself with issuing fiduciary media only; it 
must keep a reserve against the total amount of money-substi&es 
issued and thus combine issuing fiduciary media and rnoney-certif- 
icates. 

It  was a serious blunder to believe that the reserve's task is to pro- 
vide the means for the redemption of those banknotes the holders of 
which have lost confidence in the bank. The confidence which a bank 
and the money-substitutes it has issued enjoy is indivisible. It  is either 
present with all its clients or it vanishes entirely. If some of the clients 
lose confidence, the rest of them lose it too. N o  bank issuing fiduciary 
media and granting circulation credit can fulfill the oblig-ations which 
it has taken over in issuing money-substitutes if all clients are losing 
confidence and want to have their banknotes redeemed and their 
deposits paid back. This is an essential feature or  weakness of the 
business of issuing fiduciary media and granting circulation credit. 
K O  system of reserve policy and no reserve requirements as enforced 
by the laws can remedy it. All that a reserve can do is to make it pos- 
sible for  the bank to withdraw from the market an excessive amount 
of fiduciary media issued. If the bank has issued more banknotes than 
its clients can use in doing business with other clients, it must redeem 
such an excess. 

T h e  laws which compelled the banks to keep a reserve in a definite 
ratio of the total amount of deposits and of banknotes issued were 
effective in so far as they restricted the increase in the amount of 
fiduciary media and of circulation credit. They were futile as far as 
they aimed at safeguarding, in the event of a loss of confidence, the 
prompt redemption of the banlmotes and the prompt payment of 
deposits. 

T h e  Banking School failed entirely in dealing with these problems. 
It was confused by a spurious idea according to which the require- 
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ments of business rigidly limit the maximum amount of convertible 
banknotes that a bank can issue. They did not see that the demand 
of the public for credit is a magnitude dependent on the banks' 
readiness to lend, and that banks which do not bother about their own 
solvency are in a position to expand circulation credit by lowering 
the rate of interest below the market rate. It is not true that the maxi- 
mum amount which a bank can lend if it limits its lending to  discount- 
ing short-term bills of exchange resulting from the sale and purchase 
of raw materials and half-manufactured goods, is a quantity uniquely 
determined by the state of business and independent of the bank's 
policies. This quantity expands or shrinks with the lowering or rais- 
ing of the rate of discount. Lowering the rate of interest is tantamount 
t o  increasing the quantity of what is mistakenly considered as the 
fair and normal requirements of business. 

The  Currency School gave a quite correct explanation of the re- 
curring crises as they upset English business conditions in the 'thirties 
and 'forties of the nineteenth century. There was credit expansion on 
the part of the Bank of England and the other British banks and 
bankers, while there was no credit expansion, or at least not to the 
same degree, in the countries with which Great Britain traded. The  
external drain occurred as the necessary consequence of this state 
of affairs. Everything that the IZanking School advanced in order to 
refute this theory was vain. Unfortunately, the Currency School 
erred in two  respects. I t  never realized that the remedy i t  suggested, 
namely strict legal limitation of the amount of banknotes issued be- 
yond the specie reserve, was not the only one. It  never gave a thought 
to the idea of free banking. The  second fault of the Currency School 
was that i t  failed to recognize that deposits subject to check are 
money-substitutes and, as far as their amount exceeds the reserve kept, 
fiduciary media, and consequentl\; no less a vehicle of credit expan- 
sion than are banknotes. It  was thk only merit of the Banking School 
that it recognized that what is called deposit currency is a money- 
substitute no less than banknotes. But except for this point, all the 
doctrines of the Banking School were spurious. I t  was guided by  
contradictory ideas concerning money's neutrality; i t  tried to refute 
the quantity theory of money by  referring to a deus ex macbinn, the 
much talked about hoards, and it misconstrued entirely the problems 
of the rate of interest. 

I t  must be emphasized that the problem of legal restrictions upon 
the issue of fiduciary media could emerge only because governments 
had granted special privileges to  one or seveial banks and had thus 
prevented the free evolution of banking. If the governments had 
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never interfered for the benefit of speciaI banks, if they had never 
released some banks from the obligation, incumbent upon all indi- 
viduals and firms in the market economy, to settle their liabilities in 
full compliance with the terms of the contract, no bank problem 
would have come into being. The limits which are drawn to credit 
expansion would have worked effectively. Considerations of its own 
solvency would have forced every bank to cautious restraint in issuing 
fiduciary media. Those banks which would not have observed 
these indispensable rules would have gone bankrupt, and the public, 
warned through damage, would have become doubly suspicious and 
reserved. 

The attitudes of the European governments and their satellites with 
regard to banking were from thc beginning insincere and mendacious. 
The pretended solicitude for the nation's welfare, for the public in 
general, and for the poor ignorant masses in particular was a mere 
blind. The governments wanted inflation and credit expansion, they 
wanted booms and easy money. Those Americans who twice suc- 
ceeded in doing away with a central bank were aware of the dangers 
of such institutions; it was only too bad that they failed to see that 
the evils they fought \\.ere present in every kind of government in- 
tcrferencc with banking. Today even the most bigoted Ctatists cannot 
deny that a11 the alleged evils of free banking count little when 
compared with the disastrous effects of the tremendous inflations 
which the privileged and government-controlled banks have brought 
about. 

It is a fable that governments interfered with banking in order to 
restrict the issue of fiduciary media and to prevent credit expansion. 
The idea that guided governments was, on the contrary, the lust for 
inflation and credit expansion. They privileged banks because they 
wanted to widen the limits drawn to credit expansion by conditions 
prevailing on the unhampered market or because they were eager to 
open to the treasury a source of revenue. For the most part both of 
these considerations motivated the authorities. They were convinced 
that the fiduciary media are an efficient means of lowering the rate 
of interest, and asked the banks to expand credit for the bcnefit of 
both business and the treasury. Only when the undesired effects of 
credit expansion became visible, were laws enacted to restrict the 
issue of banknotes-and sometimes also of deposits-not covered by 
specie. The establishment of free banking was never seriously con- 
sidered precisely because it would have been too efficient in restrict- 
ing credit expansion. For rulers, writers, and the public were unani- 
mous in the belief that business has a fair claim to a "normal" and 
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'hecessary" amount of circulation credit and that this amount could 
not be attained under free banking1' 

Many governments never looked upon the issuance of fiduciary 
media from a point of view other than that of fiscal concerns. In 
their eves the foremost task of the banks was to lend money to the 
treasury. The money-substitutes were pacemakers for government- 
issued paper money. The convertibIe banknote was merely a first step 
on the way to the nonredeemable banknote. With the progress of 
statolatry and the policy of interventionism these ideas have become 
general and are no longer questioned by anybody. No government 
is willing today to give any thought to the program of free banlting 
lxxause no government wants to renounce what it considers a handy 
scurce of revenue. Wha t  is called today financial war preparedness 
is merely the ability to procure by means of privileged and govern- 
ment-controlled banks all the money a warring nation may need. 
Radical inflationism, although not adrnitted explicitly, is an essentia1 
feature of the economic ideology of our age. 

nut even at the time liberalism enjoyed its highest prestige and 
governments were more eager to preserve peace and welI-being than 
to foment mar, death, destruction, and misery, people were biased 
in dealing with the problems of banking. Outside of the Anglo-Saxon 
countries public opinion was convinced that it is one of the main 
tasks of good government to lower the rate of interest and that credit 
expansion is the appropriate means for the attainment of this end. 

Great Britain was free from these errors when in 1844 it reformed 
its bank laws. But the two shortcomings of the Currency School 
vitiated this famous act. On one hand, the system of government in- 
terference with banking was preserved. On the other hand, limits 
were placed only on the issuance of banknotes not covered by specie. 
The fiduciary media were suppressed only in the shape of banknotes. 
They could thrive as deposit currency. 

111 carrying the idea implied in the Currency Theory to its full 
logical conclusion, one could suggest that all banks be forced by law 
to keep against the total amount of money-substitutes (banknotes 
plus demand deposits) a ioo per ccnt money reserve. This is the core 
of Professor Irving Fisher's ioo per ccnt plan. But Professor Fisher 
combined his plan with his proposals concerning the adoption of an 
index-number standard. It has been pointed out already why such a 

17.  The  notion of "normaIn credit expansion is absurd. Issuance of additional 
fiduciary media, no matter what its quantity may be: always sets in motion those 
changes in the price structure the description of which is the task of the theory of 
the trade cycle. Of course, if the additional amount issued is not large, neither are 
the inevitable effects of the expansion. 
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scheme is illusory and tantamount to open approval of the govern- 
ment's power to manipulate purchasing power according to the 
appetites of powerful pressure groups. But even if the IOO per cent 
reserve plan were to be adopted on the basis of the unadulterated 
gold standard, it would not entireIy remove the drawbacks inherent 
in every kind of government interference with banking. What is 
needed to prevent any further credit expansion is to place the bank- 
ing business under the general rules of commercia1 and civil laws 
compelling every individual and firm to fulfill all obIigations in full 
compliance with the terms of the contract. If banks are preserved as 
privileged establishments subject to special legislative provisions, the 
tool remains that governments can use for fiscal purposes. Then every 
restriction imposed upon the issuance of fiduciary media depends 
upon the government's and the padiament's good intentions. 'llley 
may limit the issuance for periods which are called normal. The 
restriction will be withdrawn whenever a government deems that 
an emergency justifies resorting to extraordinary measures. If an 
administration and the party backing it want to increase expenditure 
without jeopardizing their popularity through the imposition of 
higher taxes, they will always be ready to call their irnpasse an 
emergency. Recourse to the printing press and to the obsequiousness 
of bank managers, willing to oblige the authorities regulating thcir 
conduct of affairs, is the foremost means of governments eager to 
spend money for purposes for which the taxpayers are not ready to 
pay higher taxes. 

Free banking is the only method available for the prevention of 
the dangers inherent in credit expansion. It would, it is truc, not 
hinder a slow credit expansion, kept within very narrow limits, on 
the part of cautious banks which provide the public with all informa- 
tion required about their financial status. But under free banking it 
would have been impossible for credit expansion with all its inevitable 
consequences to have developed into a regular-one is tempted to say 
normai-feature of rhe economic system. Only free banking wouici 
have rendered the market economy secure against crises and depres- 
sions. 

Looking backward upon the history of the last hundred years, one 
cannot help realizing that the blunders committed by liberalism in 
handling the problems of banking were a deadly blow to the market 
economy. There was no reason whatever to abandon the principle 
of free enterprise in the field of banking. The majority of liberal 
politicians simply surrendered to the popular hostility against money- 
lending and interest taking. They failed to realize'that the rate of 
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interest is a market phenomenon which cannot be manipulated ad 
libitum b y  the authorities or by any other agency. They  adopted the 
superstiti& that lowering the rate of interest is beneficial and that 
credit expansion is the right means of attaining such cheap money. 
Nothing harmed the cause of liberalism more than the almost regular 
rcturn of feverish booms and of the dramatic breakdown of bull mar- 
kets followed by lingering slumps. Public opinion has become con- 
vinced that such happenings are inevitable in the unhampered mar- 
ket economy. People did nor conceive that what they lamented was 
the necessary outcome of policies directed toward a lowering of the 
rate of interest by  means of credit expansion. They  stubbornly kept 
t o  these policies and tried in vain to  fight their undesired consequences 
b y  more and more government interference. 

Observdons on the Di~cwssions Concerning Free Banking 

The Banking School taught that an overissuance of banknotes is im- 
possible if the bank limits its business to the granting of short-term loans. 
When the loan is paid back at maturity, the banknotes rcturn to the bank 
and thus disappear from the market. However, this happens only if the 
bank restricts the amount of credits granted. (Rut even then it would not 
undo the effects of its previous credit expansion. It would merely add to it 
the effects of a later credit contraction.) The regular course of affairs is 
that the bank rcplaces the bills expired and paid back by discounting new 
bills of exchange. Then to the amount of banknotes withdrawn from the 
market by the repayment of the earlier loan there corresponds an amount 
of newly issued banknotes. 

The concatenation which sets a limit to credit expansion under a system 
of free banking works in a different way. It has no reference whatever to 
the process which this so-called Principle of Fullarton has in mind. It is 
brought about by the fact that credit expansion in itself does not expand a 
bank's clientele, viz., the number of people who assign to the demand- 
claims against this bank the character of money-substitutes. Since the over- 
issuance of fiduciary media on the part of one bank, as has been shown 
above, increases the amounr to be paid by the expanding bank% ciients to 
other people, it increases concomitantly the demand for the redemption 
of its moncy-substitutes. It thus forces the expanding bank back to a re- 
straint.18 

This fact was never questioned with regard to demand deposits subject 
to check. It is obvious that an expanding bank would very soon find itself 
in a difficult position in clearing with the other banks. However, people 
sometimes maintained that things are different as far as banknotes are con- 
cerned. 

18. Vera C. Smith has not paid due attention to this primordial fact in her 
meritorious book The Rationale of Central Banking (Londnn, 1936), pp. 157 ff. 
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In deaIing with the problems of money-substitutes, catallactics main- 

tains that the claims in question are dealt with by a number of people like 
money, that they are, like money, given away and received in transactions 
and kept in cash holdings. Everything that catallactics asserts with regard 
to money-substitutes presupposes this state of affairs. But it would be pre- 
posterous to beIieve that every banknote issued by any bank really becomes 
a money-substitute. What makes a banknote a money-substitute is the 
special kind of good will of the issuing bank. The slightest doubt concern- 
ing the bank's ability or willingness to redeem every banknote without any 
delay at any time and with no expense to the bearer impairs this special 
good will and removes the banknotes' character as a money-substitute. W e  
may assume that everybody not only is prepared to get such questionable 
banknotes as a loan but also prefers to receive them as payment instead of 
waiting longer. But if any doubts exist concerning their prime character, 
people will hurry to get rid of them as soon as possible. They will keep in 
their cash holdings money and such money-substitutes as they consider 
perfectly safe and will dispose of the suspect banknotes. These banknotes 
will be traded at a discount, and this fact wilI carry thcm back to the issuing 
bank which alone is bound to redeem thcm at their full face value. 

The issue can still better be clarified by reviewing banking conditions in 
continental Europe. Here the commercial banks were free from any limita- 
tion concerning the amount of deposits subject to check. They would have 
been in a position to grant circulation credit and thus expand credit by 
adopting the methods applied by the banks of the Anglo-Saxon countries. 
However, the public was not ready to treat such bank deposits as money- 
substitutes. As a rule a man who received a check cashed it immediately 
and thereby withdrew the amount from the bank. It was impossible for a 
commercial bank to lend, except for negligibIe sums, by crediting the 
debtor's account. As soon as the debtor wrote out a check, a withdrawal of 
the amount concerned from the bank resulted. OnIy a small group of big 
business treated deposits with the country's Central Bank of Issue (not 
those with the commercial banks) as money-substitutes. Although the 
Central Banks in most of these countries were not submitted to any legal 
restrictions with regard to their deposit business, they were prevented from 
using it as a vehicle of large-scale credit expansion because the clientele for 
deposit currency was too small. Banknotes were practicalIy the sole in- 
strument of circulation credit and credit expansion. Similar conditions 
prevailed and for the most part still prevail by and large in all countries 
of the world which are outside the pale of Anglo-Saxon banking meth- 
ods. 

In the 'eighties of the nineteenth century the Austrian Government em- 
barked upon a project of popularizing checkbook money by establishing a 
checking account department with the Post Office Savings Service. It suc- 
ceeded to some degree. Balances with this department of the Post Office 
were treated as money-substitutes by a clientele which was broader than 
that of the checking account department of the country's Central Bank of 
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Issue. The system was later preserved by the new states which in 191 8 suc- 
ceeded the Habsburg Empire. It has also been adopted by many other 
European nations, for instance Germany. It is important to realize that this 
kind of deposit currency was a purely governmental venture and that the 
circulation credit that the system granted was exclusively lent to the 
governments. It is characteristic that the name of the Austrian Post Office 
Savings Institution, and likewise of most its foreign replicas, was not Sav- 
ings Bank, but Savings Ofice (Amt). Apart from these demand deposits 
with the government post system in most of the non-Anglo-Saxon com- 
tries, banknotes-and, to a small extent, also deposits with the Government- 
controlled Central Bank of Issue-are the only vehicles of circulation 
credit. In speaking of credit expansion with regard to these countries, one 
refers almost entirely to banknotes. 

In the United States many employers pay salaries and even wages by 
writing out checks. As far as the payees immediately cash the checks re- 
ceived and withdraw the whole amount from the bank, the method means 
merely that the onerous burden of manipdating coins and banknotes is 
shifted from the employer's cashier to the bank's cashier. It has no catallac- 
tic implications. If all citizens were to deal in this way with checks receivcd, 
the deposits would not be money-substitutes and could not be used as in- 
struments of circulation credit. It is solely the fact that a considerable part 
of the public looks upon deposits as money-substitutes that makes them 
what is popularly called checkbook money or dcposit currency. 

I t  is a mistake to associate with the notion of free banking the image of a 
state of affairs under which everybody is free to issue banknotes and to 
cheat the public ad libitum. People often refer to the dictum of an anony- 
mous American quoted by Tooke: "Free trade in banking is free trade in 
swindling." However, freedom in the issuance of banknotes would have 
narrowed down the use of banknotes considerably if it had not entirely 
suppressed it. It was this idea which Cernuschi advanced in thc hearings of 
the French Banking Inquiry on October 24, 1865: "I believe that what is 
called freedom of banking would result in a total suppression of banknotes 
in France. I want to give everybody the right to issue banknotes so that 
nobody should take any banknotes any longer." 

People may uphold the opinion that banknotes are more handy than 
coins and that considerations of convenience recommend their use. As far 
as this is the case, the public would be prepared to pay a premium for the 
avoidance of the inconveniences involved in carrying a heavy weight of 
coins in their pockets. Thus in earlier days banknotes issued by banks of 
unquestionable solvency stood at a slight premium as against rnetallic cur- 
rency. Thus travelers' checks are rather popular although the bank issuing 
them charges a commission for their issuance. But all this has no reference 
whatever to  the problem in question. It does not provide a justification 
for the policies urging the public to resort to the use of banknotes. Govern- 

19. Cf. Cernuschi, Contre le billet de banque (Paris, 1866), p. 55. 
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ments did not foster the use of banltnotes in order to avoid inconvenience 
to ladies shopping. Their idea was to lower the rate of interest and to open 
a source of cheap credit to their treasuries. In their eyes the increase in the 
quantity of fiduciary media was a means of promoting welfare. 

Banknotes are not indispensable. All the economic achievements of 
capitalism would have been accomplished if they had never existed. Besides, 
deposit currency can do all the things banknotes do. And government in- 
terference with the deposits of commercial banks cannot be justified by the 
hypocritical pretext that poor ignorant wage earners and farmers must be 
protected against wicked bankers. 

But, some people may ask, what about a cartel of the commercial banks? 
Could not the banks collude for the sake of a boundless expansion of their 
issuance of fiduciary media? The objection is preposterous. As long as the 
public is not, by government interference, deprived of the right of with- 
drawing its deposits, no bank can risk its own good will by collusion with 
banks whose good will is not so high as its own. One must not forget that 
every bank issuing fiduciary media is in a rather precarious position. Its 
most valuable asset is its reputation. It must go bankrupt as soon as doubts 
arise concerning its perfect trustworthiness and solvency. It would be 
suicidal for a bank of good standing to link its name with that of other 
banks with a poorer good will. Under free banking a cartel of the banks 
would destroy the country's wholc banking system. It would not servc the 
interests of any bank. 

For the most part the banks of good repute are blamed for their con- 
servatism and their reluctance to expand credit. In the eyes of people not 
deserving of credit such restraint appears as a vice. But it is the first and 
supreme rule for the conduct of banking operations under frce banking. 

It is extremely difficult for our contemporaries to conceive of the con- 
ditions of free banking because they take government interference with 
banking for granted and as necessary. However, one must remember that 
this government interference was based on the erroneous assumption that 
credit expansion is a proper means of lowering the rate of interest per- 
manently and without harm to anybody but the callous capitalists. The 
governments interfered precisely because they knew that frce banking 
keeps credit expansion within narrow limits. 

Economists may be ~ i g h t  in asserting that the present state of banking 
makes government interference with banking problems advisable. But this 
present state of banking is not the outcome of the operation of the un- 
hampered market economy. It is a product of the various governments' at- 
tempts to bring about the conditions required for large-scale credit ex- 
pansion. If the governments had nevcr interfered, the use of banknotes and 
of deposit currency would be limited to those strata of the population u 110 
know very well how to distinguish between solvent and insolvent banks. 
KO large-scale credit expansion wouId have been possible. The govern- 
ments alone are responsible for the spread of the superstitious awe with 
which the common man looks upon every bit of paper upon which the 
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treasury or agencies which it controls have printed the magical words 
legal tender. 

Government interfercnce with the present state of banking affairs could 
be justified if its aim were to liquidate the unsatisfactory conditions by pre- 
venting or a t  least seriously restricting any further credit expansion. In 
fact, the chief objective of present-day government interference is to in- 
tensify further credit expansion. This policy is doomed to faiIure. Sooner 
or later it must result in a catastrophe. 

I 3 .  T h e  Size and Composition of Cash Holdings 

T h e  total amount of money and money-substitutes is kept by in- 
dividuals and firms in their cash holdings. The  share of each is de- 
termined by  marginal utility. Each is eager to keep a certain portion 
of his total wealth in cash. He gets rid of an excess of cash by in- 
creased purchases and remedies a deficiency of cash by  increased 
sales. The  popular terminology confusing the demand for money for 
cash holding and the demand for wealth and vendible goods must not 
delude an economist. 

What is valid with regard to individuals and firms is no less true 
with regard to cvery sum of the cash holdings of a number of in- 
dividuals and firms.   he point of view from which we treat a num- 
ber of such individuals and firms as a totality and sum up their cash 
holdings is immaterial. The  cash holdings o i  a city, a province, or a 
country is the sum of the cash holdings of all its residents. 

Let us assume that the market economy uses only one kind of money 
and that money-substitutes are either unknown or used in the whole 
arca by everybody without any difference. Thcre are, for example, 
gold money and redeemable banknotes, issued by a world bank and 
treated b y  everybody as money-substitutes. On these assumptions 
measures hindering the exchange of commodities and services do not 
affect the state of monetary affairs and the size of cash holdings. 
Tarifis, embargoes, and migration barriers affect the tendencies to- 
ward an equalization of prices, wages, and interest rates. They do not 
react directly upon cash holdings. 

If a government aims at increasing the amount of cash kept by  its 
subjects, it must order them to deposit a certain amount with an office 
and to leave it there untouched. The  necessity of procuring this 
amount would force everybody to sell more and ;o buy less; domestic 
prices would drop; cxports would be increased and imports reduced; 
a quantity of cash would be imported. But if the government were 
simply to obstruct the importation of goods and the exportation of 
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money, it would fail to attain its goal. If imports drop, other things 
being equal, exports drop concomitantly. 

The role money plays in international trade is not diffcrcnt from 
that which it plays in domestic trade. Money is no less a medium of 
exchange in foreign trade than it is in domestic trade. Both in domcstic 
trade and in international trade purchases and sales result in a more 
than passing change in the cash holdings of individuals and firms only 
if people are purposely intent upon increasing or restricting the size 
of their cash holdings. A surplus of moncy flows into a country only 
when its rcsidents are more eager to increase their cash holdings than 
are the foreigners. An outflow of money occurs only if the residents 
arc more eager to reduce their cash holdings than are the foreigners. 
A transfer of money from one country into another country which 
is not compensated by a transfcr in the opposite direction is never the 
unintended result of international trade transactions. It is always the 
outcome of intended changes in the cash holdings of the residents. 
Just as wheat is cxported only if a country's residents want to export 
a surplus of wheat, so money is exportcd only if the rcsidcnts want to 
export a sum of money which they consider as a surplus. 

If a country turns to the employment of money-substitutes which 
are not employed abroad, such a surpIus emerges. The appearance of 
these money-substitutes is tantamount to an increase in the country's 
supply of money in the broader sense, i.c., supply of money plus 
fiduciary media; it brings about a surplus in the supply of moncy in 
the broadcr sense. The residents are eager to get rid of their share 
in the surplus by increasing their purchases either of domestic or of 
foreign goods. In the first case cxports drop and in the second case 
imports increase. In both cases the surplus of money goes abroad. As, 
according to our assumption, money-substitutes cannot be exportcd, 
only money proper flows out. The result is that within the domestic 
supply of money in the broader sense (money + fiduciary media) 
the portion of money drops and the portion of fiduciary media in- 
creases. The domestic stock of money in the narrower sense is now 
smaller than it was previously. 

Now, we assume further, the domestic money-substitutes cease 
to be money-substitutes. The bank which issued them no longer 
redeems them in money. These former ~noney-substitutes are now 
claims against a bank which does not fulfill its obligations, a bank 
whose ability and wilIingncss to pay its debts is questionable. No- 
body knows whcther and when they will ever be redeemed. But it 
may be that these claims are used by the public as credit money. As 
money-substitutes they had been considered as equivalents of the 
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sum of money to which they gave a claim payable at any moment. 
As credit money they are now traded at a discount. 

At this point the government may interfere. It  decrees that these 
pieces of credit money are legal tender at their face value.'O Every 
creditor is bound to accept them in payment at their face value. No  
trader is free to discriminate acrainst them. The  decree tries to force 

P 
the public to treat things of different exchange value as if they had 
the same exchange value. It  interferes with the structure of prices 
as determined by the market. I t  fixes ~ninimum prices for the credit 
money and maximum prices for the commodity money (gold) and 
fore& exchange. The  result is not what the government aimed at. 
T h e  difference in exchange value between credit money and gold 
does not disappear. As it is forbidden to employ the coins according 
to their market price, people no longer employ them in buying and 
selling and in paying debts. They keep them or they export them. 
T h e  conmodity money disappears from the domestic market. Bad 
money, says  res sham's Law, drives good money out of the coun- 
try. I t  would be more correct to say that the money which the 
government's decree has undervalued disappears from the market 
and the money which the decree has overvalued remains. 

The  outflow of commodity money is thus not the effect of an un- 
favorable balance of payments, but the effect of a government inter- 
ference with the price structure. 

14. Balances of Payments 

The  confrontation of the money equivalent of all incomings and 
outgoings of an individual or a group of individuals during any par- 
ticular period of time is called the balance of payments. The  credit 
side and the debit side art always equal. T h e  balance is always in 
balance. 

If we want to know an ,ndividual's position in the frame of the 
tnarltet economy, we must look at his balance of payments. It  tells us 
everything about the role he plays in the system of the social division 
of labor. I t  shows what he gives to  his fellow men and what he receives 
or  takes from them. It shows whether he is a self-supporting decent 
citizen or a thief or an almsman. It  shows whether he consumes a11 his 
proceeds o r  whether he saves a part of them. There are many human 

2 0 .  Very often the legal tender quality had bccn granted to these banknotes 
at a time when they still were money-wbstitutes and as such equal to money in 
their exchange value. At that time the decree had no catallactic importance. Now 
it becomes important because the market no longer considers them money- 
substitutes. 
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things which are not reflected in the sheets of the ledger; there are 
virtues and achievements, vices and crimes that do not Ieave any 
traces in the accoints. But as far as a man is integrated into socia1 life 
and activities, as far as he contributes to the joint effort of society and 
his contributions are appreciated by his fellow men, and as far as 
he consumes what is or could be sold and bought on the market, the 
information conveyed is complete. 

If we combine the balances of payments of a definite number of 
individuals and Ieave out of account the items referring to trans- 
actions between the members of this group, we draw up the group's 
balance of payment. This balance tells us how the members of the 
group, considered as an integrated complex of people, are connected 
with the rest of the market society. Thus we can draw up the balance 
of payments of the members of the New York Bar, of the Belgian 
farmers, of the residents of Paris, or of those of the Swiss Canton of 
Bern. Statisticians are mostly interested in establishing the balance of 
payments of the residents of the various countries which are organized 
as independent nations. 

While an individual's balance of payments convcys exhaustive in- 
formation about his social position, a group's balance discloses much 
less. I t  says nothing about the mutual relations between the members 
of the group. The greater the group is and the less homogeneous its 
members are, the more defective is the information vouchsafed by 
the balance of payments. The balance of payments of 1,atvia tells 
more about the conditions of the Latvians than the United States 
balance of payments about the conditions of the Americans. If one 
wants to describe a country's social and economic condition, one 
does not need to deal with every single inhabitant's personal balance 
of payments. But one must not form other groups than such as are 
composed of members who arc by and large homogeneous in their 
social standing and their economic activities. 

Reading balances of payments is thus very instructive. Howcver, 
one must know how to interpret them, to guard against popular 
f allacies. 

It is customary to list separately the monetary and the nonmonetary 
items of a country's balance of payments. One calls thc balance 
favorable if there is a surplus of the imports of money and bullion 
over the exports of money and bullion. One calls the balance un- 
favorable if the exports of money and bullion exceed the imports. 
This terminology stems from inveterate Mercantilist errors unfortu- 
nately still surviving in spite of the devastating criticisms of the 
economists. The imports and exports of money and buIlion are viewed 
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as the unintentional outcome of the configuration of the nonmone- 
tary items of the balance of payments. This opinion is utterly fal- 
lacious. An excess in the exports of money and bullion is not the 
product of an unhappy concatenation of circumstances that befalls 
a nation like an act of God. It is the result of the fact that the residents 
of the country concerned are intent upon reducing the amount of 
money held and upon buying goods instead. This is why the balance 
of payments of the gold-producing countries is as a rule "unfavor- 
able"; this is why the balance of payments of a country substituting 
fiduciary media for a part of its money stock is "unfavorable" as 
long as this process goes on. 

No provident action on the part of a paternal authority is required 
lest a country lose its whole money stock by an unfavorable balance 
of payments. Things are in this regard not different between the 
personal balances of payments of individuals and those of groups. 
Neither are they different between the balances of payments of a 
city or a district and those of a sovereign nation. No govcrnmcnt 
interfcrence is needed to prevent the residents of New York from 
spending all their money in dealings with the other forty-seven states 
of the Union. As long as any American attaches any weight to the 
keeping of cash, he will spontaneously take charge of the matter. 
Thus he will contribute his share to the maintenance of an adequate 
supply of money in his country. Bnt if no American were interested 
in keeping, any cash holding, no Sovernment measure concerning 
foreign trade and the settlement of jntcrnational payments could 
prevent an outflow of America's total monetary stock. A rigidly en- 
forced embargo upon the exportation of money and bullion would 
be required. 

15 .  Interlocal Exchange Rates 

Let us first assume that there is only one kind of money. Then 
with regard to money's purchasing power at various places the same 
is valid as with regard to commodity prices. The final price of cotton 
in IAiverpool cannot exceed thc final price in Houston, Texas, by 
more than thc cost of transportation. As soon as the price in Liver- 
pool rises to a higher point, merchants will ship cotton to Liverpool 
and thus will bring about a tendency toward a return to the final 
price. The price of an order for the payment of a definite amount of 
guilders in Amsterdam cannot rise in New York above the amount 
determined by the costs involved by reminting the coins, shipment, 
insurance, and the interest during {he period required for all these 
manipulations. As soon as the difference rises above this point-the 



450 Human Action 
gold export point-it becomes profitable to ship gold from New York 
to Amsterdam. Such shipments force the guilder exchange rate in 
New York down below the gold export point. A difference between 
the configuration of interlocal exchange rates for commodities and 
those for money is brought about by the fact that as a rule commodi- 
ties move only in one direction, namcly, from the places of surplus 
production to those of surplus consumption. Cotton is shipped from 
Houston to Liverpool and not from Liverpool to Houston. Its price is 
lower in Houston than in Liverpool by the amount of shipping costs. 
But money is shipped now this way, now that. 

The error of those who try to interpret the fluctuations of the 
interlocal exchange rates and the interlocal shipments of money as 
determined by the configuration of the nonmonetary items of the 
balance of payments is that they assign to money an exceptional posi- 
tion. They do not see that with regard to interIoca1 exchange rates 
there is no difference between money and commodities. If cotton 
trade between Houston arid Liverpool is possible at all, the cotton 
prices at these two places cannot differ by more than the total amount 
of costs required for shipment. In the same way in which there is a 
flow of cotton from the southern states of the United States to 
Europe, gold flows from the gold-producing countries like South 
Africa to Europe. 

L:t us disregard the case of the gold-producing countries and let 
us assun e that the individuals and firms trading with one another on 
the basis of the gold standard do not have the intention of changing 
the size of their cash holdings, From their purchases and sales, claims 
are generat:d which necessitate interlocal payments. But according 
to our assumption these interlocal payments are equal in amount. The 
amount that thc residents of A have to pay to the rcsidents of B is 
equal to the amount that the residents of B have to pay to the residents 
of A. It is therefore possible to save the costs of shipping gold from 
A to B and from B to A. Claims and debts can be settled by a sort of 
interlocal clearing. It is merely a technical problem whether this 
evening up is affected by an interlocal clearinghouse organization or 
by the turnovers of a special market for foreign exchange. At any rate, 
the price which a resident of A (or of B) has to pay for a payment 
due in B (or in A )  is kept within the margins determined by the 
shipment costs. It cannot rise above the par value by more than the 
shipment costs (gold export point) and cannot fall below the ship- 
ment costs (gold import point). 

It  may happen that-all our other assun~ptions remaining unaltered 
-there is a temporal discrepancy between the payments due from 
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A to U and those from B to A. Then an interlocal shipment of gold 
can only be avoided by the interposition of a credit transaction, If 
the importer who today has to pay from A to B can buy at the mar- 
ltet of foreign exchange only such claims against residents of B as fall 
dlle in ninety days, he can save the costs of shipping gold by borrow- 
ing the sum concerned in B for a period of ninety days. The dealers 
in foreign exchange will resort to this makeshift if the costs of bor- 
rowing in B do not exceed the costs of borrowing in A by more than 
double the costs of shipping gold. If the cost of shipping gold is 1/8 per 
cent, they will be ready to pay for a three months' loan in B up to 
I per cent (pro anno) more as interest than corresponds to the state 
of the money-market intercst rate at which, in the absence of such 
requirements for interlocal payments, credit transactions between 
A and B would be effected. 

It is permissible to express these facts by contending that the daily 
state of the baIance of payments t)etween A and B determines the 
point at which, within the margins drawn by the goId export point 
and the gold import point, the foreign exchange rates are fixed. But 
one must not forget to add that this happens only if the residents of 
A and of B do not intend to change the size of their cash holdings. 
Only because this is the case does it become possibIe to avoid the 
transfer of gold altogether and to keep foreign exchange rates within 
the limits drawn by the two gold points. If the residents of A want 
to reduce their cash holdings and those of R want to increase theirs, 
gold must be shipped from A to B and the rate for cable transfer B 
reaches in A the gold export poinr. Then gold is sent from A to B 
in the same way in which cotton is regularly sent from the United 
States to Europe. The rate of cable transfer B reaches the gold export 
point because the residents of A are selling gold to those of B, not be- 
cause their balance of payments is unfavorable. 

All this is valid with regard to any payments to be transacted be- 
tween various places. It makes no difference whether the cities con- 
cerned belong to the same sovereign nation or to different sovereigl~ 
nations. However, government interference has considerably changed 
the conditions. All governments have created institutions which make 
it possible for the residents of their countries to  make interlocal 
domestic payments at par. The costs involved in shipment of cur- 
rency from one place to another are borne either by the treasury or 
by ;he country's central bank system or by another government 
~ h n k  such as the postal savings banks of various European countries. 
Thus there is no longer any market for domestic interlocal exchange. 
The public is not charged more for an interlocal order to pay than 



45 2 Human Action 
for a local one or, if the charge is slightly different, it no longer has 
any reference to the fluctuations of the interlocal movements of 
currency within the country. I t  is this government interference which 
has sharpened the difference between domestic payment and pay- 
ment abroad. Domestic payments are transacted at par, while with 
regard t o  foreign payments fluctuations occur within the limits 
drawn by  the gold points. 

If more than one kind of money is uscd as medium of exchange, 
the mutual exchange ratio between thcm is determined by  their 
purchasing power. The  final prices of the various commodities, as 
expressed in each of the two or  several kinds of money, are in pro- 
portion to each other. The  final exchange ratio between the various 
kinds of money reflects their purchasing power with regard to the 
commodities. ff any discrepancy appears, opportunity for profitable 
transactions presents itself and the endeavors of businessmen eager 
to  take advantage of this opportunity tend to make it disappear again. 
The  purchasing-power parity theory of foreign exchange is merely 
the application of the gcneral theorems conccrning the determination 
of prices to  the special case of the coexistence of various kinds of 
money. 

I t  does not matter whcthcr the various kinds of money coexist 
in the same territory or whether their use is limited to distinct areas. 
In any case the mutual exchange ratio between them tends to  a final 
state at which it  no longcr makes any difference whcthcr one buys 
and sells against this or  that kind of money. As far as costs of intcr- 
local transfer come into play, these costs must be added or  deducted. 

T h e  changes in purchasi~g power do  not occur at the same time 
with regard to all commodities and services. Let us consider again 
the practically very important instance of an inflation in one coun- 
t ry only. ~ h c  increase in the quantity of domestic credit money or  
fiat money affects at first only the prices of somc commodities and 
services. The  prices of the othcr commodities remain for some time 
stiji ac their previous stand. T n e  exchange rario between the domestic 
currency and the foreign currencies is determined on the bourse, a 
market organized and managed according to the pattern and the 
commercial customs of the stock exchange. The  dealers on this special 
market are quicker than the rest of thc people in anticipating future 
changes. Consequently the price structure of the market for foreign 
exchange reflects the new7 money relation sooner than the prices of 
many commodities and services. As soon as the domestic inflation be- 
gins to  affect the prices of some con~rnodities, at any rate long before 
it  has exhausted all its effects upon the greater part of the prices of 



Indirect Exchange 45 3 

commodities and services, the price of foreign exchange tends to rise 
to rhe point corresponding to the final state of domestic prices and 
wage rates. 

This fact has been entirely misinterpreted. People failed to realize 
that the rise in foreign exchange rates merely anticipates the move- 
ment of domestic commodity prices. They explained the boom in 
forcign exchange as an outcome of an unfavorable balance of pay- 
ments. The demand for foreign exchange, they maintained, has been 
increased by a deterioration of the balance of trade or of other items 
of the balance of payments, or simply by sinister machinations on the 
part of unpatriotic speculators. The higher prices to be paid for 
foreign exchange cause the domestic prices of imported goods to 
rise. The prices of the domestic products must follow suit because 
otherwisc their low state would encourage business to withhold them 
from domcstic consun~ption and to sell them abroad at a premium. 

The fallacies involved in this popular doctrine can casily be shown. 
If the nominal income of the domestic public had not been increased 
by the inffation, thcy would be forced to restrict their consumption 
cither of imported or of domestic products. In the first case imports 
would drop and in the second case exports would increase. Thus the 
balance of trade would again be brought back to what the Mercan- 
tilists call a favorable state. 

Pressed hard, the LMercantilists cannot help admitting the correct- 
ness of this reasoning. But, they say, it applies only to normal trade 
conditions. I t  does not take into account the state of affairs in coun- 
tries which arc under the necessity of importing vital commodities 
such as food and essential raw materials. The importation of such 
goods cannot be curtailed below a certain minimum. They are im- 
ported no matter what prices must he paid for them. If the foreign 
exchange required for importing them cannot be procured by an 
adequate amount of exports, the balance of trade becomes unfavor- 
able and the foreign exchange ratcs must rise more and more. 

This is no less illusory than all other Mercantilist ideas. However 
urgcnt and vital an individual's or a group of individuals' demand 
for some goods may be, they can satisfy it on the market only by 
paying the market price. If an Austrian wants to buy Canadian 
wheat, he must pay the market price in Canadian dollars. He must 
procure these Canadian dollars by exporting goods either directly 
to Canada or to some other country. He does not increase the amount 
of Canadian dollars available by paying higher prices (in schillings, 
the Austrian domestic currency) for Canadian dollars. Moreover, 
he cannot afford to pay such higher prices (in schillings) for imported 
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wheat if his income (in schillings) remains unchanged. Only if the 
Austrian Govcrnrnent embarks upon an inflationary policy and thus 
increases the number of schillings in the pockets of its citizens, are 
the Austrians in a position to continue to buy the quantities of 
Canadian wheat they used to buy without curtailing other expendi- 
tures. If there were no domestic inflation, any rise in the price of im- 
ported goods would result either in a drop in their consumption or in 
a restriction in the consumption of other goods. Thus the process 
of readjustment as described above would have come into motion. 

If a man lacks the money to buy bread from his neighbor, the village 
baker, the cause is not to be seen in an alleged scarcity of money. 
The cause is that this man did not succeed in earning the amount of 
money needed either by selling goods or by rendering services for 
which people are prepared to pay. The samc is true with regard to 
international trade. A country may be distressed on account of the 
fact that it is at a loss to sell abroad as tnany commodities as it would 
have to sell in order to buy all the food its citizens want. But this 
does not mean that foreign exchange is scarce. It means that the 
residents are poor. And domestic inflation is certainly not an ap- 
propriate means to remove this poverty. 

Keither has speculation any reference to the determination of 
foreign exchange rates. The speculators merely anticipate the ex- 
pected alterations. If they err, if their opinion that an inflation is in 
progress is wrong, the structure of prices and foreign exchange rates 
will not correspond to their anticipations and they will have to pay 
for their mistakes by losses. 

The doctrine according to which foreign exchange rates are de- 
termined by the balance of payments is based upon an illicit general- 
ization of a special case. If two places, A and B, use the same kind of 
money and if the residents do not want to make any changes in the 
size of their cash holdings, over a given period of time the amount of 
money paid from the residents of A to those of B equals the amount 
paid frotn the residents of B to those of A and all payments can be 
settled without shipping money from A to B or from R to A. Then 
the rate of cabIe transfer B in A cannot rise above a point slightly 
below the gold export point and cannot drop below a point slightly 
above the gold import point, and vice versa. W7ithin this margin the 
daiIy state of the balance of payments determines thc daily state of the 
foreign exchange rate. This is the case only becausc neither the 
residents of A nor those of B want to alter the amount of their cash 
holdings. If the residents of A want to decrease their cash holdings 
and those of B to increase theirs, money is shipped from A to B and 
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the cable rate B reaches in A the gold export point. But money is not 
shipped because A's balance of payments has become unfavorable. 
TVhat is called by  the Mercantilists an unfavorable balance of pay- 
ments is the effect of a deliberate restriction of cash holdings on the 
part of the citizens of A and a deliberate increase in cash holdings on 
the part of the citizens of B. If no resident of A were ready to rcduce 
his cash holding, such an outflow of money from A could never 
materialize. 

?he difference between the tradc in money and that in the vendible 
commodities is this: As a rule commodities move on a one-way road, 
viz., from the places of surpIus production to those of surplus con- 
sumption. Consequently the price of a certain commodity in the 
places of surplus ~roduction is as a ruIe lower by the amount of ship- 
ping costs than in the places of surplus consumption. Things are dif- 
ferent with money if we do not takc into account the conditions of 
the gold-mining countries and of those countries whose residents 
dcliberately aim at altering the size of their cash holdings. Money 
moves now this way, now that. At one time a country exports money, 
at another time it imports moncy. Every cxporting country very 
soon becomes an importing country precisely on account of its 
previous exports. For this reason alone it is possibIe to save the costs 
of shipping money by  the interplay of the market for foreign ex- 
change. 

16. Interest Ratcs and the Money Relation 

A4oney plays in credit transactions the same role it plays in all other 
business transactions. As a rule loans are granted in money, and inter- 
est and principal are paid in money. The  payments resulting from 
such dealings influence the size of cash holding onIy temporarily. The  
recipients of loans, interest, and principal spend the sums received 
either for consumption or for investment. They increase their cash 
holdings only if definite considerations, independent of the inflow of 
the money received, motivate them to act in this way. 

The final state of the market rate of interest is the same for all 
loans of the same character. Differences in the rate of interest are 
caused either by  differences in the soundness and trustworthiness of 
the debtor or by differences in the terms of the contract.21 Differences 
in interest rates which are not brought about by these differences in 
conditions tend to disappear. T h e  applicants ?or credits approach 
the lenders who ask a lower rate of interest. The  lenders are eager 

2 I. For a more elaborate analysis, see below, pp. 536-545. 
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to cater to people who are ready to pay higher interest rates. Things 
on the money market are the same as on all other markets. 

With regaid to interlocal credit transactions the interlocal exchange 
rates are to be taken into account as well as differences in the mone- 
tary standard if there are any. I x t  us contemplate the case of two 
countries, A and 8. A is under the gold standard, B under the silver 
standard. The  lender who considers lending money from A to B must 
first sell gold against silver and later, at the termination of the loan, 
silver against gold. If at that later date the price of silver has dropped 
as against gold, the principal repaid by the debtor (in silver) will 
buy a smaller amount of gold than that expended by the creditor 
when he previously embarked upon the transaction. H e  will there- 
fore only venture lending in B if the difference in the market rate 
of interest between A and B is large enough to cover an expected fall 
in the price of silver as against gold. The  tendency toward an equaliza- 
tion of the market rate of interest for short-term loans which prevails 
if A and R are both under the same monetary standard is seriously im- 
paired under a diversity of standards. 

If A and B are both under the same standard, it is impossible for 
the banks of A to expand credit if those of B do not espouse the same 
policy. Credit expansion in A malses prices rise, and short-term inter- 
est rates drop in A, while prices and interest rates in B remain un- 
changed. Consequently exports from A drop and imports to A in- 
crease. In addition, the money lenders of A become eager to lend on 
the short-term loan market of B. The  result is an external drain from 
A which makes the money reserves of A's banks dwindIe. If the 
banks of A do not abandon their expansionist policy, they will be- 
come insolvent. 

This process has been entirely misinterpreted. People speak of an 
important and vital function which a country's central bank has to 
fulfill on behalf of the nation. I t  is, they say, the central bank's sacred 
duty to preserve the stability of foreign exchange rates and to protect 
the natibn's gold reserve .against attacks on the part of foreign 
speculators and their domestic abettors. The  truth is that all that a 
central bank does lest its gold reserve evaporate is done for the sake 
of the preservation of its own solvency. It  has jeopardized its financial 
position by embarking upon credit kxpansion and must now undo 
its previous action in order to avoid its disastrous consequences. Its 
expansionist policy has encountered the obstacIes limiting the issuance 
of fiduciary media. 

T h e  use of the terminology of warfare is inappropriate in dealing 
with monetary matters, as it is in the treatment of all other catallactic 
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problems. There is no such thing as a "war" between the central banks. 
N o  sinister forces arc "attacking" a bank's position and threatening 
the stability of foreign exchange rates. N o  "defender" is needed to 
' L p r ~ t c ~ t "  a nation's currency system. It  is, moreover, not true that 
what prevents a nation's central bank or its private banks from lower- 
ing the domestic market rate of interest is considerations of the 
preservation of the gold standard and of forcign exchange stability 
and of frustrating the machinations of an international combine of 
capitalistic moneylenders. The market rate of interest cannot be 
lowered by a credit expansion except for a short time, and even then 
it brings about all those effects which the theory of the trade cyck 
describes. 

When the Bank of England redeemed a badmote issued according 
to the terms of the contract, i t  did not render unselfishly a vital service 
to the British people. It  simply did what every housewife does in 
paying the grocer's bill. The  idea that there is some special merit in 
a central bank's fulfillment of its voluntarily assumed responsibilities 
could originate only because again and again governments granted 
to  these banks the privilege of denying to their clicnts the payments 
to which they had a legal title. In fact, the central banks became more 
and more subordinate offices of the treasuries, mere tools for the 
performance of credit expansion and inflation. It  does not make any 
difference practically whether they are or are not owned by the gov- 
ernment and directly managed by government officials. In effect 
the banks granting circulation credit are in every country today only 
affiliates of the treasuries. 

There is but one means of keeping a local and national currencJr 
permanently at par with gold and foreign exchange: unconditional 
redemption. The  central bank has to buy at the parity rate any amount 
of gold and forcign exchange offered against domestic banknotes 
and deposit currency; on the other hand it has to sell, without dis- 
crimination, any amount of gold and foreign exchange asked for 
by people ready to pay the parity price in domestic banknotes, coins, 
or  deposit currency. Such was the policy of central banks under the 
gold standard. Such was also the policy of those governments and 
central banks which had adopted the currency system commonly 
known under the name of the gold exchange standard. The  onli  
difference between the "orthodox" or classical gold standard as it 
existed in Great Britain from the early 'twenties of the nineteenth 
century until the outbreak of the first WorId War  and in other 
countries on the one hand, and the gold exchange standard on the 
other, concerned the use of gold coins on the domestic market. Under 
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the classical gold standard a part of the cash holdings of the citizens 
consisted in gold coins and the rest in money substitutes. Under 
the gold exchange standard the cash holdings consisted entirely in 
money-substitutes. 

Pegging a certain rate of foreign exchange is tantamount to redemp- 
tion at this rate. 

A foreign exchange equalization account, too, can succeed in its 
operations only as far as it clings to the same methods. 

The reasons why European governments in the last few years have 
preferred foreign cxchange equalization accounts to the operation 
of central banks are obvious. Central bank legislation was an achieve- 
ment of liberal governments or of governments which did not dare 
to challenge openly, at least in the conduct of financial policies, public 
opinion of the liberal countries. The operations of central banks were 
therefore adjusted to economic freedom. For that reason they were 
considered unsatisfactory in this age of rising totaIitarianism. The 
main characteristics of the operation of a foreign exchange equaliza- 
tion account as distinguished from central bank policy are: 

I. The authorities keep the transactions of the account secret. The 
laws have obliged the central banks to publicize their actual status at 
short intervals, as a rule every week. But the status of the foreign ex- 
change equalization accounts is known only to the initiated. Official- 
dom renders a report to the public only after a lapse of time when 
the figures are of interest to historians alone and of no use whatever 
to the businessman. 

z. This secrecy makes it possible to discriminate against people 
not in great favor with the authorities. In many continental countries 
of Europe it resulted in scandalous corruption. Other governments 
used the power to discriminate to the detriment of businessmen be- 
longing to linguistic or religious minorities or supporting opposition 
parties. 

3. A parity is no longer fixed by a law duly promulgated by parlia- 
menr: and therefore known to every citizen. The determination de- 
pends upon the arbitrariness of bureaucrats. From time to time the 
newspapers reported: The Ruritanian currency is weak. A more 
correct description would have been: The Ruritanian authorities have 
decided to raise the price of foreign ~xchange.?~ 

A foreign exchange equalization account is not a magic wand for 
remedying the evils of inflation. It cannot apply any means other 
than those available to "orthodox" central banks. A& it must, like 

22 .  Sec below, pp. 780-783. 
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the central banks, fail in the endeavors to keep foreign exchange rates 
at  par if there is domestic inflation and credit expansion. 

It has been asserted that the "orthodox" rnethods of fighting an 
external drain by raising thc rate of discount no longer work because 
nations are no longer prepared to comply with "the rules of the 
game." Now, the gold standard is not a game, but a social institution. 
Its working does not dcpend on the preparedness of any people to 
observe some arbitrary rules. I t  is controlled by the operation of in- 
exorablc economic law. 

The critics give point to their objection by citing the fact that 
in the interwar period a rise in the rate of discount failed to stop the 
external drain, i.e., the outflow of specie and the transfer of deposits 
into foreign countries. But this phcnomenon was caused by the 
governments' anti-gold and pro-inflation policies. If a man expects 
that he will lose 40 per cent of his balance by an impending devalua- 
tion, he will try to transfer his deposit into another country and will 
not change his mind if the bank rate in the country planning a dc- 
valuation rises I or  z per cent. Such a rise in the rate of drscount is 
obviously not a compensation for a loss ten or  twenty or even forty 
tilnes greater. Of course, the gold standard cannot work if govern- 
ments are eager to sabotage its operations. 

I 7. Secondary Media of Exchange 

The use of money does not remove the differences which exist 
between the various nonmonetary goods with regard to their mar- 
ketability. Tn the money economy there is a very substantial difference 
between the marketability of money and that of the vendible goods. 
But there remain differences between the various specimens of this 
latter group. For  some of them it is easier to find without &lay a 
buyer ready to pay the highest pricc which, under the state of the 
market, can possibly be attained. With others it is morc difficult, 
,4 first-class bond is more marketable than a house in 3 city's main 
streer, and an old fur coat is more marketable than an autograph of 
an eighteenth-century statesman. One no longer compares the mar- 
ketability of the various vendible goods with the perfect market- 
ability of money. One merely compares the degree of marketabil- 
ity of the various commodities. One may speak of the secondary 
marketability of the vendible goods. 

H e  who owns a stock of goods of a high degree of secondary mar- 
ketability is in a position to restrict his cash holding. H e  can expect 
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that when one day it  is necessary for him to increase his cash holding 
he will be in a position to sell thesc goods of a high dcgree of secondary 
marketability without delay at the highest price attainable at the 
market. Thus the size of a man's or a firm's cash holding is influencetl 
b\; whether or  not he owns a stock of goods with a high degree of 
sfcondary marketability. T h e  size of cash holding and the expcnsc 
incurred in keeping it  can be reduced if income-producing goods of 
a high degree of secondary marketability are availabie. 

Consequently there emerges a specific demand for such goods on 
the part of people eager to  kcep them in order to reduce the costs of 
cash holding. The  priccs of these goods are partly determined by 
this specific demand; they would be lower in its absence. Thesc goods 
are secondary media of exchange, as i t  were, and their exchange value 
is the rcsultant of two kinds of demand: the demand rclated to  their 
services as secondary media of exchange, and the demand related to 
the other services they render. 

T h e  costs incurred by  holding cash are equal t o  thc amount of 
interest which the sum concerned would havc borne when invested. 
The  cost incurred by  holding a stock of secondary media of exchange 
consists in the difference between the interest yield of the securities 
empIoyed for this purpose and the higher yield of other securities 
which differ from the former only in regard to their lower market- 
ability and are thereforc not suitcd for the role of secondary media 
of exchange. 

From time immemorial jewels have been used as secondary media 
of exchange. Today the secondary media of exchange commonly 
used arc: 

I .  Claims against banks, bankers, and savings banks which-al- 
though not money-substitutes "-arc daily maturing or can be with- 
drawn on short notice. 

z. Bonds whose volume and popularity are so great that i t  is, as a 
rule. possible to sell moderate quantities of them without depressing 
thc market. 

;, Finally, sometimes even ccrtain especially marketablc stocks or  
even commodities. 

Of course, the advantages to be expected from lowering the costs 
of holding cash must be confronted with certain hazards incurred. 
T h e  sale of securities and still more that of comrnoditics may only be 
feasible with a loss. This danger is not present with bank balances 
and the hazard of the bank's insolvency is usually negligible. There- 
fore interest-bearing claims against banks and bankers, which can be 

23. For instance, demand deposits not subject to  check. 
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withdrawn at short notice, are the most popular secondary media of 
exchange. 

One must not confuse secondary media of exchange with money- 
substitutes. Money-substitutes are in the settlement of payments 
given away and receivcd like money. But the secondary ~nedia of 
exchange must first be exchanged against moncy or money-substitutes 
if one wants to use them-in a roundabout way-for paying or for 
increasing cash holdings. 

Claims employed as secondary media of exchange have, because 
of this ernploymcnt, a broader market and a higher price. The  out- 
come of this is that they yield lower interest than claims of the same 
kind which are not fit to serve as secondary media of cxchange. Gov- 
ernment bonds and treasury bills which can be used as secondary 
media of exchange can be floated on conditions more favorable to 
the debtor than loans not suitable for this purpose. T h e  debtors con- 
cerned are therefore eager to organize the market for their certificates 
of indebtedness in such a way as to make them attractivc for those in 
search of secondary media of exchange. Thcy are intent upon making 
it possible for every holder of such securities to sell them or to use 
them as collateral in borrowing under the most reasonablc terms. In 
advertising their bond issues to the public they stress these opportuni- 
ties as a special boon. 

In the same way banks and bankers are intent upon attracting de- 
mand for secondary media of exchange. They offer convenient 
terms to their customers. They try to outdo one another by shorten- 
ing the time allowed for notice. Sometimes they pay interest even 
for money maturing without notice. In this rivalry some banks have 
gone too far and endangered their solvency. 
L. 

Political conditions of the last decades have given to bank balances 
which can be used as secondary media of exchange an increased im- 
portance. The  governments of almost a11 countries are engaged in a 
campaign against the capiralists. They are intent upon cspropriating 
them by means of taxation and monetary measures. The  capitalists 
are eager t o  protect their property by  keeping a p a n  of their funds 
liquid in order to evade confiscatory measures in time. They beep 
balances with the banks of those countries in which the danger of 
confiscation or currency devaluation is for the moment less than in 
other countries. As soon as the prospects change, they transfer their 
balances into countries which temporarily seem to offer more security. 
It  is these funds which people have in mind when speaking of "hot 
money." 

The  significance of hot money for the constellation of monetary 
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affairs is the outcome of the one-reserve system. In order to make 
it easier for the central banks to embark upon credit expansion, the 
European governments aimed long ago at a concentration of their 
countries' gold. reserves with the central banlis. The  other banks 
(the private banks, i.e., those not endowed with special privileges 
and not entitled to issue banknotcs) restrict their cash holdings to the 
requirements of their daily transactions. They no longer keep a 
reserve against their daily maturing liabilities. They do not consider 
it necessary to balance the maturity dates of their liabilities and 
their assets in such a way as to be any day ready to comply unaided 
with their obligations to their creditors. They rely upon the central 
bank. When the creditors want to withdraw more than the "normal" 
arnount, the private banks borrow the funds needed from the central 
bank. A private bank considers itself liquid if it owns a sufficient 
amount either of collateral against which the central bank will lend 
or of bills of exchange which the central bank will r e d i s c o ~ n t . ~ ~  

When the inflow of hot money began, the private banks of the 
countries in which it was temporarily deposited saw nothing wrong 
in treating these funds in the usual w-ay. They employed the additional 
funds entrusted to them in increasing their loans to business. They 
did not worry about the consequences, although they knew that 
these funds would be withdrawn as soon as any doubts about their 
country's fiscal or monetary policy emerged. T h e  illiquidity of the 
status of these banks was manifest: on the one hand large sums which 
the customers had the right to withdraw at short notice, and on the 
other hand loans to business which could be recovered only at a 
later date. The  only cautious method of dealing with hot money 
would have been to keep a reserve of gold and foreign exchange 
big enough to pay back the whole amount in case of a sudden with- 
drawal. Of course, this method would have required the banks to 
charge the customers a commission for keeping their funds safe. 

The  showdown came for the Swiss banks on thc day in September, 
1936, on which France devalued the French franc. 'The depositors 
of hot money became frightened; they feared that Switzerland might 
follow the French example. I t  was to be expected that they would 
all t ry  to transfer their funds immediately to London or New York, 
or even to Paris, which for the immediate coming weeks seemed to 
offer a smaller hazard of currency depreciation. But the Swiss com- 
mercial banks were not in a position to pay back these funds without 

24. All this refers to  European conditions. American conditions differ only 
technically, but not economically. However, the hot-money problem is not an 
American problem, as there is, under the present state of affairs, no country 
which a capitalist could deem a safer refuge than the United States. 
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the aid of the National Bank. They had lent them to business-a great 
part to business in countries which, by foreign exchange control, had 
blocked their balances. The only way out would have been for them 
to borrow from the National Bank. Then they would have main- 
tained their own solvency. But the depositors paid would have im- 
mediately asked the hTational Bank for the redemption, in gold or 
foreign exchange, of the banknotes received. If the National Bank 
were not to comply with this request, it would thereby have actually 
abandoned the gold standard and devalued the Swiss franc. If, on the 
other hand, the Bank had redeemed the notes, it would have lost 
the greater part of ics reserve. A panic would have resulted. The 
Swiss then~selves would have tried to procure as much gold and 
foreign exchange as possible. The whole monetary system of the 
country would havc collapsed. 

The only alternative for the Swiss National Bank would havc 
been not to assist the private banks at all. But this would have been 
equivalent to the insolvency of the country's most important credit 
institutions. 

Thus for the Swiss Governincnt no choice was left. It  had only 
one means to prevent an economic catastrophe: to follow suit forth- 
with and to devalue the Swiss franc. The matter did not brook delay. 

By and large, Great Britain, at the outbreak of the war in September, 
1939, had to face similar conditions. The City of 1,ondon was once 
the world's banking center. It has long since lost this function. But 
foreigners and citizens of the Dominions still kept, on the eve of the 
war, considerable short-term balances in the British banks. Besides, 
there w-ere the large deposits due to the central banks in the "sterling 
area." If the British Government had not frozcn all these balances by 
means of foreign exchange restrictions, the insolvency of the British 
banks would have become manifest. Foreign exchange control was 
a disguised moratorium for the banks. It relieved them from the 
plight of having to confess publicly their inability to fulfill their 
obligations. 

18. The Inflationist View of History 

A very popular doctrine maintains that progressive lowering of 
the monetary unit's purchasing power played a decisive role in his- 
torical evoIution. It is asserted that mankind would not have reached 
its present state of well-being if the supply of money had not in- 
creased to a greater extent than the demand for money. The result- 
ing fall in purchasing power, it is said, was a necessary condition of 
economic progress. The intensification of the division of labor and 
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the continuous growth of capital accumulation, which have centupled 
the productivity of labor, could ensue only in a world of progressive 
price rises. Inflation creates prosperity and wealth; deflation distress 
and economic decay.25 A survey of political literature and of the 
ideas that guided for centuries the monetary and credit policies of 
the nations reveals that this opinion is almost generally accepted. In 
spite of all warnings on the part of economists it is still today the core 
of the layman's economic philosophy. I t  is no less the essence of the 
teachings of Lord Keynes and his disciples in both hemispheres. 

T h e  popularity of inflationism is in great part due to deep-rooted 
hatred of creditors. Inflation is considered just because it favors 
debtors at the expense of creditors. However, the inflationist view 
of history which we have to deaI with in this section is only loosely 
related to this anticreditor argument. Its assertion that "expansion- 
ism" is the driving force of economic progress and that "restriction- 
ism" is the worst of all evils is mainly based on other arguments. 

J t  is obvious that the problems raised by the inflationist doctrine 
cannot he solved by a recourse to the teachings of historical experi- 
ence. It  is beyond doubt that the history of prices shows, by and 
large, a continuous, although sometimes for short periods inter- 
rupted, upward trend. I t  is of course impossible to establish this fact 
otherwise than by historica1 understanding. Catallactic precision can- 
not be applied to historical problems. The  endeavors of some histo- 
rians and statisticians to trace back the changes in the purchasing 
power of the precious metals for centuries, and to measure them, are 
futile. I t  has been shown already that all attempts to measure economic 
nlagnitudes are based on entirely falIacious assumptions and display 
ignorance of the fundamental principles both of economics and of 
history. But what history by means of its specific methods can tell 
us in this field is enough to justify the assertion that the purchasing 
power of money has for centuries shown a tendency to fall. With 
regard to this point all people agree. 

Hut this is not the proh!err? tc! be e!ucidatcd. T!x q l~esda !~  is v+et!?er 
the fall in purchasing power was or was not an indispensable factor 
in the evolution which led from the poverty of ages gone hy to the 
more satisfactory conditions of modern Western capitalism. This 
question must bc answered without reference to the historical ex- 
perience, which can be and always is interpreted in different ways, 
and to which supporters and adversaries of every theory and of every 

25. Cf. the critical study of Marianne von Herzfeld, "Die Geschichtc als Funk- 
tion der Geldbewegung," Archiv frier Sozialwissenscbaft, LVI, 654-686, and the 
writings quoted in this study. 
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explanation of history refer as a proof of their mutually contradic- 
tory and incompatible statements. What  is needed is a clarification 
of the effects of changes in purchasing power on the division of labor, 
the accumulation of capital, and tecl~nological improvement. 

In  dealing with this problem one cannot satisfy oneself with the 
refutation of the arguments advanced by  the inflationists in support 
of their thesis. T h e  absurdity of these arguments is so manifest that 
their refutation and exposure is easy indeed. From its very beginnings 
economics has shown again and again that assertions concerning the 
alleged blessings of an abundance of money and the alleged disasters 
of a scarcity of money are the outcome of crass errors in reasoning. 
T h e  endeavors of the apostles of inflationism and expansionism to 
refute the correctness of the economists' teachings have failed utterly. 

The  only relevant question is this: Is i t  possible or  not to lower 
the rate of interest lastingly b y  means of credit expansion? This 
problem will be treated exhaustively in the chapter dealing with the 
jnterconnection between the money relation and the rate of interest. 
There it wilI be shown whar the consequences of booms created by 
credit expansion must be. 

13ut we must: ask ourselves at this point of our inquiries whether it 
is not possibIe that there are other reasons which could be advanced 
in favor of the inflationary interpretation of history. Is i t  not pos- 
sible that the champions of inflationism have neglected to  resort to  
some valid arguments which could support their stand? I t  is certainly 
necessary t o  approach the issue from every possible avcnue. 

Let us think of a world in which the quantity of money is rigid. 
A t  an early stage of history the inhasitants of this world have pro- 
duced the whole quantity of the commodity employed for the mone- 
tary service which can possibly be produced. A further increase in 
the quantity of money is out of the question. Fiduciary media are 
unknown. All money-substitutes-the subsidiary coins included-are 
money-certificates. 

On  these assumptions the intensification of the division of labor, the 
evolution from the economic self-sufficiency of ho~iseholds, villages, 
districts, and countries to  the world-embracing market system of 
the nineteenth century, the progressive accumulation of capital, 
and the itnprovement of technological methods of production wonld 
have resdted in a continuous trend toward falling prices. Would 
such a rise in the purchasing power of the monetary unit have stopped 
the evolution of capitalism? 

The  average businessn~an will answer this question in the affirma- 
tive. Living and acting in an environment in which a slow but continu- 



466 Hzman Action 
ous fall in the monctary unit's purchasing power is deemed normal, 
necessary, and beneficial, he simply cannot comprehend a different 
state of affairs. He associates the notions of rising prices and profits 
on the one hand and of falling prices and losses on the other. The 
fact that there are bear operations too and that great fortunes have 
been made by bears does not shake his dogmatism. These are, he says, 
merely speculative transactions of people eager to profit from the 
fa11 in the prices of goods already produced and available. Creative 
innovations, new investments, and the application of improved techno- 
logical methods require the inducement brought about by the expecta- 
tion of price rises. Economic progress is possible only in a world of 
rising prices. 

This opinion is untenable. In a world of a rising purchasing power 
for the monetary unit everybody's mode of thinking would have 
adjusted itself to this state of affairs, just as in our actual world it has 
adjusted itself to a falling purchasing power of the monetary unit. 
Today everybody is prepared to consider a rise in his nominal or 
monetary income as an improvement of his material well-being. 
People's attention is directed more toward the rise in nominal wage 
rates and the money equivalent of wealth than to the increase in the 
supply of commodities. In a world of rising purchasing power for the 
monetary unit they would concern themselves more with the fall in 
living costs. This would bring into clearer relief the fact that economic 
progress consists primarily in making the amcnitics of life more easily 
accessible. 

In the conduct of business, reflections concerning the secular trend 
of prices do not play any role whatever. Entrepreneurs and investors 
do not bother about secular trends. What guides their actions is their 
opinion about the movement of prices in the coming weeks, months, 
or at most years. They do not heed the general movement of all 
prices. What matters for them is the existence of discrepancies be- 
tween the prices of the complementary factors of production and the 
ar?ticipated prices nf the pmdum. No hnsinessmm emharks unon r --- a - 

definite production project because he beIieves that the prices, i.e., the 
prices of all goods and services, will rise. He engages himself if he 
believes that he can profit from a difference between the prices of 
goods of various orders. In a world with a secular tendency toward 
falling prices, such opportunities for earning profit will appear in the 
same way in which they appear in a world with a secular trend to- 
ward rising prices. The expectation of a general progressive upward 
movement of all prices does not bring about intensified production 
and improvement in well-being. It results in the "flight to real values," 
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in the crack-up boom and the complete breakdown of the monetary 
system. 

If the opinion that the prices of a11 comnlodities will drop becomes 
general, the short-term rnarket rate of interest is lowered by the 
amount of the negative price premium." Thus the entrepreneur 
employing borrowed funds is secured against the consequences of 
such a drop in prices to the same extent to which, under conditions of 
rising prices, the lender is secured through the price premium against 
the consequences of falling purchasing power. 

A secular tendency toward a rise in the monetary unit's purchasing 
pow-er would require rules of thumb on the part of businessmen and 
investors other than those developed under the secular tendencv to- 
ward a fall in its purchasing power. But it would certainly not in- 
fluence substantially the course of economic affairs. It would not re- 
move the urge of people to improve their material well-being as far 
as possible by an appropriate arrangement of production. It would 
not deprive the economic system of the factors making for material 
improvement, namely, the striving of enterprising promoters after 
profit and the readiness of the public to buy those commodities 
which are apt to provide them the greatest satisfaction at the low- 
est costs. 

Such observations arc certainly not a plea for a policy of deflation. 
They imply merely a refutation of the ineradicable inflationist fables. 
They unmask the illusiveness of Lord Keynes's doctrine that the 
source of poverty and distress, of depression of trade, and of unem- 
ployment is to be seen in a "contractionist pressure." It is not true 
that "a deflationary pressure . . . would have . . . prevented the 
development of modern industry." It is not true that credit expansion 
brings about the "n~iracle . . . of turning a stone into bread." 27 

Economics recommends neither inflationary nor deflationary pol- 
icy. It does not urge the governments to tamper with the market's 
choice of a medium of exchange. It establishes only the following 
truths: 

I .  By committing itself to an inflationary or deflationary policy 
a government does not promote the public welfare, the common- 
weal, or the interests of the whole nation. It merely favors one or 
several groups of the population at the expense of other groups. 

2 .  It is impossible to know in advance which group will be favored 

26. Cf. below, pp. j38-542. 
27. Quoted from: International Clearing U n i ~ a ,  Tex t  of a Paper Containing 

Proposals by British Experts for a72 International Clearing Union, April 8, 1943 
(published by British Information Services, an Agency of the British Govern- 
ment), p. 12. 
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by a definite inflationary o r  deflationary measure and to what extent. 
These effects depend on the whole complex of the market data in- 
volved. They  also depend largely on the speed of the inflationary o r  
deflationary movements and may be completely reversed with the 
progress of these movements. 

3. At any rate, an expansion results in misinvestment of capital 
and overconsumption. I t  leavcs the nation as a whole poorer, not 
richer. These problcms are dealt with in Chapter XX. 

4. Continued inflation must finally end in the crack-up boom, the 
complete breakdown of the currency system. 

5 .  Deflationary policy is costly for the treasury and unpopular with 
the masses. Rut inflationary policy is a boon for the treasury and very 
popular with thc ignorant. PracticaIly, the danger of deflation is but 
slight and the danger of inflation tremendous. 

19. The Gold  Standard 

Men have chosen the precious metals gold and silver for the money 
service on account of thcir mineralogical, physical, and chemical 
features. The  use of money in a market economy is a praxeologically 
necessary fact. That gold-and not something else-is used as money 
is merely a historical fact and as such cannot be conceived by  catal- 
lactics. In monetary history too, as in all other branches of history, 
one must resort to'historical understanding. If one takes pleasure in 
calling the gold standard a "barbarous relic," 28 one cannot object to 
the application of the same tern1 to every historically determined in- 
stitution. Then the fact that the British speak English-and not 
Danish, German, or  French-is a barbarous relic too, and every 
Rricon who opposes the substitution of Esperanto for English is no 
less dogmatic and orthodox than those who do  not wax rapturous 
about the plans for a managed currency. 

T h e  demonetization of silver and the establishment of gold mono- 
rr~ctallisnl was the outcome of delibcrate government interference 
with monetary matters. It is pointless to raise the question concern- 
ing what would have happened in the absence of these policies. But 
it must not be forgotten that it was not the intention of the govern- 
ments to establish the gold standard. What  the governments aimed at 
was the double standard. They  wanted to substitute a rigid, govern- 
ment-decreed exchange ratio between gold and silver for the fluctuat- 
ing market ratios betu-een the independently cocxktent gold and 

28. Lord Keynes in the speech delivered before the House of Lords,  may 23. 

' 9 4 4  
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silver coins. The  monetary doctrines underlying these endeavors 
~nisconstrued the market phenomena in that complete way in which 
only bureaucrats can misconstrue them. The  attempts to create a 
double standard of both metals, gold and silver, failed lamentably. 
I t  was this failure which generated the gold standard. The  emergence 
of the gold standard was the ~nanifestation of a crushing defeat of the 
governments and their cherished doctrines. 

In the seventeenth century the rates at which the English govern- 
ment tariffed the coins overvalued the guinea with regard to silver 
and thus made the siIver coins disappear. Only those silver coins which 
were much worn by usage or in any other way defaced or reduced in 
n.eight remained in current use; it did not pay to export and to sell 
then1 on the 1)ullion market. Thus England got the gold standard 
against the intention of its government. Only much later the laws 
made the de fncto gold standard a de jrwe standard. The  government 
abandoned further fruitless attempts to pump silvcr standard coins 
into the market and minted silver only as subsidiary coins with a 
limited legal tcnclcr power. These subsidiary coins were not money, 
hut money-substitutes. Their exchange value depended not on their 
silver content, but on the fact that they could be exchanged a t  every 
instant, without dclay and without cos;, at thcir full face value against 
gold. They were dc facto silvcr printed notes, claims against a definite 
amount of gold. 

Later in the course of the nineteenth century the double standard 
resulted in a similar way in France and in the other countries of the 
1,atin iMonctary Union in the emergence of de facto gold monometal- 
I ism. When the drop in the price of silver in the latcr 'seventies would 
autornaticalIy have effected the replacement of the de facto gold 
standard by the de facto silver standard, these governments suspended 
the coinage of silver in ordcr to preserve the gold standard. In the 
United States the price structure on the bullion market had already, 
before the outbreak of the Civil War, transformed rhe legal bimetal- 
lism into de facto gold monometallism. After the greengack period 
there ensued a struggle between the friends of the gold standard on the 
one hand and those of silver on the other hand. T h e  result was a 
victory for  the gold standard. Once the economically most advanced 
nations had adopted the gold standard, all other nations followed suit. 
After the grcat inflationary adventures of the first World War  most 
countries hastened to return to the gold standard or  the gold ex- 
change standard. 

The  gold standard was the world standard of the age of capitalism, 
increasing welfare, liberty, and democracy, both political and eco- 
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nomic. In the eyes of the free tradcrs its main eminence was precisely 
the fact that it was an international standard as rcquired by inter- 
national trade and the transactions of the international money and 
capital market." It was the medium of exchange by means of which 
Western industrialism and Western capital had borne Western civ- 
ilization into the remotest parts of the earth's surface, everywhere 
destroying the fetters of age-old prejudices and superstitions, sowing 
the seeds of new life and new well-being, frecing minds and souls, 
and creating riches unheard of before. It accompanied the triumphal 
unprecedented progress of Western liberalism rcady to unite all 
nations into a community of free nations peacefully cooperating 
with one another. 

It is easy to understand why people viewed the gold standard as the 
symbol of this greatest and most bencficial of all historical changes. 
1111 those intent upon sabotaging the evolution toward welfare, peace, 
frccdom, and democracy loathed the gold standard, and not only on 
account of its cconornic significance. In their eyes the gold standard 
was the labarum, the symbol, of all those doctrines and policies they 
wanted to destroy. In the struggle against the gold standard much 
more was at stake than commodity prices and foreign exchange rates. 

The nationalists arc fighting the gold standard because they want 
to sever their countries from the world market and to establish 
national autarky as far as possible. Intervcntionist governmcnts and 
pressure groups are fighting the gold standard because they consider 
it the most scrious obstacle to their endeavors to manipulate prices and 
wage rates. But the most fanatical attacks against gold are made by 
those intent upon crcdit expansion. With them credit expansion is 
the panacea for all economic ills. It could lower or even entirely 
abolish interest rates, raise wages and prices for the benefit of all 
except the parasitic capitalists and the exploiting employers, free the 
state from the necessity of balancing its budget-in short, make all 
decent people prosperous and happy. Only the gold standard, that 
deviiifh contrivance of the wicked and stupid "orthodox" economists, 
prevents mankind from attaining everlasting prosperity. 

The gold standard is certainly not a perfect or ideal standard. There 
is no such thing as perfection in human things. But nobody is in a 
position to tell us how something more satisfactory couId be put in 
place of the gold standard. The purchasing power of gold is not 
stable. Rut the very notions of stability and unchangeability of pur- 
chasing power are absurd. In a living and changing world there can- 

29. T. E. Gregory, The  Gold Standard and Its Future (3d ed. London, 1934), 
pp. 2 2  ff. 
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not be any such thing as stability of purchasing power. In the im- 
aginary construction of an evenly rotating economy thcre is no 
room left for a medium of exchange. I t  is an essential feature of 
money that its purchasing pourer is changing. In fact, the adversaries 
of the gold standard do not want to make money's purchasing power 
stable. They want rather to give to the governments the power to 
manipulate purchasing power without being hindered by an "ex- 
ternal" factor, namely, the money relation of the gold standard. 

The main objection raised against the gold standard is that it makes 
operative in the determination of prices a factor which no govern- 
ment can control-the vicissitudes of gold production. Thus an 
"external" or "automatic" force restrains a national government's 
power to make its subjects as prosperous as it would like to make 
them. The international capitalists dictate and the nation's sovereignty 
becomes a sham. 

However, the futility of interventionist policies has nothing at 
all to do with monetary matters. It  will be shown later why all isolated 
measures of government interference with market phenomena must 
fail to attain the ends sought. If the interventionist government wants 
to remedy the shortcomings of its first interferences by going further 
and further, it finally converts its country's economic system into 
socialism of the German pattern. Then it abolishes the domestic mar- 
ket altogether, and with it money and all monetary problems, even 
though it may retain some of the terms and labels of the market 
economy.30 In both cases it is not the gold standard that frustrates the 
good intentions of the benevolent authority. 

The significance of the fact that the gold standard makes the in- 
crease in the supply of gold depend upon the profitability of pro- 
ducing gold is, of course, that it limits the govcrnment7s power to 
resort to inflation. The gold standard makes the determination of 
money's purchasing power independent of the changing ambitions 
and doctrines of political parties and pressure groups. This is not 
a defect of the goid standard; it is its main exceiience. Every method 
of manipulating purchasing power is by necessity arbitrary. All 
methods recommended for the discovery of an allegedly objective 
and "scientific" yardstick for monetary manipulation are based on 
the illusion that changes in purchasing power can be "measured." 
The goId standard removes the determination of cash-induced changes 
in purchasing power from the political arena. Its general acceptance 
requires the acknowledgment of the truth that one cannot make a11 
people richer by printing money. The abhorrence of the gold standard 

30. Cf. below, Chapters XXVII-XXXI. 
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is inspired by the superstition that omnipotent governments can create 
wealth out of little scraps of paper. 

It has been asserted that the gold standard too is a manipulated 
standard. The governments may influence the height of gold's pur- 
chasing power either by credi; expansion, even if it is kept within 
the limits drawn by considerations of preserving the redeemability 
of the money-substitutes, or indirectly by furthering measures which 
induce people to restrict the size of their cash holdings. This is true. 
It cannot be denied that the rise in commodity prices which occurred 
between I 896 and 1914 was to a great extent pEovolted by such govern- 
ment policies. But the main thing is that the gold standard keeps all 
such endeavors toward lowering money's purchasing power within 
narrow limits. The inflationists are fighting the gold standard pre- 
cisely because thev consider these limits a serious obstacle to the 
realization of their plans. 

What the expansionists call the defects of the gold standard are 
indeed its very eminence and uscfulness. It checks large-scale in- 
flationary ventures on the part of governments. The gold standard 
did not fail. The governments were eager to destroy it, because 
they were committed to the fallacies that credit expansion is an 
appropriate means of lowering the rate of interest and of "improving" 
the baIance of trade. 

No  government is, however, powerful enough to abolish the gold 
standard. Gold is the money of international trade and of the super- 
national economic community of ~nankind. It cannot be affected by 
measures of governments whose sovereignty is limited to definite 
countries. As long as a country is not economically self-sufficient 
in the strict sense of the term, as long as there are still some loopholes 
left in the walls by which nationalistic governments try to isolatc 
their countries from the rest of the world, gold is still used as money. 
It does not matter that governments confiscate the gold coins aGd 
bullion they can seize and punish those holding gold as felons. The 
language of biiarerai clearing agreements by means of which govern- 
ments are intent upon eliminating gold from international trade, 
avoids any reference to gold. But the turnovers performed on the 
ground of those agreements are calculated on gold prices. He who 
buys or sells on a foreign market calculates the advantages and dis- 
advantages of such transactions in gold. In spite of the fact that a 
country has severed its local currency from any link with gold, its 
domestic structure of prices remains closely connected with gold 
and the gold prices of the world market. If a government wants to 
sever its domestic price structure from that of the world market, it 



Indirect Exchange 47 3 

must resort to other measures, such as prohibitive import and export 
duties and embargoes. Nationalization of foreign trade, whether 
effected openly o r  directly by  foreign exchange control, does not 
eliminate gold. The  governments qua tradcrs are trading b y  the usc 
of gold as a medium of exchange. 

The  struggle against gold which is one of the main concerns of 
all contemporary governments must not be looked upon as an isolated 
phenomenon. It is but one item in the gigantic process of destruction 
which is the mark of our time. People fight the gold standard because 
they want to substitute national autarky for free trade, war for 
peace, totalitarian government omnipotence for liberty. 

It may happcn one day that technology will discover a method 
of enlarging the supply i f  gold at such a low cost that gold will be- 
come useless for  the monetary service. Then people will have to  
replace the gold standard by another standard. I t  is futile t o  bother 
today about the way in which this problem will be solved. W e  do not 
know anything about thc conditions under which the decision will 
have to be made. 

International Monetary Cooperation 

The international gold standard works without any action on the part of 
governments. It is effective real cooperation of all members of the world- 
embracing market economy. There is no need for any government to in- 
terfere in order to make the gold standard work as an international stand- 
ard. 

What governments call international monetary cooperation is concerted 
action for the sake of credit expansion. They have learned that credit ex- 
pansion, when limited to one country only, results in an external drain. 
They believe that it is only the extcrnal drain that frustrates their plans of 
lowering the rate of interest and thus of creating an everlasting boom. If 
all governments were to cooperate in thcir expansionist policies, they think, 
they could remove this obstacle. What is required is an international bank . . 
issuiTig fibiiciary riiedia which arc dealt with as money-su'ustim~es by aii 
people in all countries. 

There is no need to stress again here the point that what makes it impos- 
sible to lower the ratc of interest by means of credit expansion is not merely 
the external drain. This fundamental issue is dealt with exhaustively in 
other chapters and sections of this book.31 

But there is another important question to bc raised. 
Let us assume that there exists an international bank issuing fiduciary 

media the clientele of which is the world's whoIc population. It does not 
matter whcther these money-substitutes go directly into the cash holdings 

31. Cf. above, pp. 438-439, and below, pp. 547-583, 
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of the individuals and firms, or are only kept by the various nations' central 
banks as reserves against their issuance of national money-substitutes. The 
deciding point is that there is a uniform world currency. The national 
banknotes and checkbook money are redeemable in money-substitutes 
issued by the international bank. The necessity of keeping its national eur- 
rency at par with the international currency limits the power of every 
nation's central banking system to expand credit. But the world bank is 
restrained only by those factors which limit credit expansion on the part 
of a single bank operating in an isolated economic system or in the whole 
world. 

W e  may as well assume that the international bank is not a bank issuing 
money-substitutes a part of which are fiduciary media, but a world 
authority issuing international fiat money. Gold has been entirely de- 
monetized. The only money in use is that created by the international 
authority. The international authority is free to increase the quantity of 
this money provided it does not go so far as to bring about the crack-up 
boom and the breakdown of the currency. 

Thcn the ideal of the Keynesians is realized. There is an institution 
operating which can exercise an "expansionist prcssure on world trade." 
It is free to pour a horn of plenty over the world. 

However, the champions of such plans have neglected a fundamental 
problem, namely, that of the distribution of the additional quantities of 
this credit money or of this paper money. 

Let us assume that the international authority increases the amount of its 
issuance by a definite sum, all of which goes to one country, Ruritania. The 
final result of this inflationary action will be a rise in prices of commodities 
and services all over the world. But while this process is going on, the con- 
ditions of the citizens of various countries are affected in a different way. 
The Ruritanians are the first group blessed by the additional manna. They 
have more money in their pockets while the rest of the world's inhabitants 
have not yet got a share of the new money. They can bid higher prices, 
while the others cannot. Therefore the Ruritanians withdraw more goods 
from the world market than they did before. The non-Ruritanians are 
forced to restrict their consumption because they cannot compete with 
the higher prices paid by the Ruritanians. While the process of adjusting 
prices to the altered money relation is still in progress, the Ruritanians are 
in an advantageous position against the non-Ruritanians. When the process 
finally comes to an end, the Ruritanians have been enriched at the expense 
of the non-Ruritanians. 

The main problem in such expansionist ventures is the proportion ac- 
cording to which the additional money is to be allotted to the various 
nations. Each nation will be eager to advocate a mode of distribution which 
will give it the greatest possible share in the additional currency. The in- 
dustrially backward nations of the East will, for instance, probably recom- 
mend equal distribution per capita of population, a mode which would 
obviously favor them at the expenw of the industrially advanced nations. 
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Whatever mode may be adopted, all nations would be dissatisfied and 
would complain of unfair treatment. Serious conflicts would ensue and 
would disrupt the whole scheme. 

I t  wouId be irrelevant to object that this problem did not play an impor- 
tant role in the negotiations which preceded the establishment of the Inter- 
nationaI Monetary Fund and that it was easy to reach an agreement con- 
cerning the use of the Fund's resources. The Bretton Woods Conference 
was held under very particular circumstances. Most of the participating 
nations were at that time entirely dependent on the benevolence of the 
United States. They would have been doomed if the United States had 
stopped fighting for their freedom and aiding them materially by lend- 
lease. The government of the United States, on the other hand, looked 
upon the monetary agreement as a scheme for a disguised continuation of 
lend-lease after the cessation of hostilities. The United States was ready to 
give and the other participants-especially those of the European countries, 
most of them at that time still entirely occupied by the German armies, and 
those of the Asiatic countries-were ready to take whatever was offered to 
them. The problems involved will become discernible as soon as the war- 
time attitude in the United States toward financial and trade matters is 
replaced by a more realistic mentality. 



XVIII. ACTION I N  THE PASSING OF TIME 

I. Perspective in the Valuation of T ime  Periods 

CTING man distinguishes the time before satisfaction of a want is A attained and the time for which the satisfaction continues. 
Action always aims at the removal of future uneasiness, be it only 

the future of the impending instant. Between the setting in of action 
and the attainment of the end sought there always elapses a fraction 
of time, viz., the maturing time in which the seed sown by the action 
grows to maturity. The  mast obvious example is provided by agricul- 
ture. Between the tilling of the soil and the ripening of the fruit there 
passes a considerable period of time. Another example is the improve- 
ment of the quality of wine by aging. In some cases, however, the 
maturing time is so short that ordinary speech may assert that the 
success appears instantly. 

As far as action requires the employment of labor, it is concerned 
with the working time. The  performance of every kind of labor 
absorbs time. In some cases the working time is so short that people 
say the performance requires no time at all. 

Only in rare cases does a simple, indivisible and nonrepeated act 
suffice to attain the end aimed at. As a rule what separates the actor 
from the goal of his endeavors is more than one step only. H e  must 
make many steps. And every further step to be added to those pre- 
viously made raises anew the question whether or not hc should 
continue marching toward the goal once chosen. Most goals are so 
far away that only determined persistence leads to them. Persever- .-- ..,.+.,,- .--n:-nl.:--l.v .--- ..- kf; dLL;VlL, U I I I I I I I C L I ~ ~ I ~ ; ~ ~  & C L L C ~  to ihe eiid soiight, is rieeded in 
order to succeed. T h e  total expenditure of time required, i.e., work- 
ing time plus maturing time, may be called the period of production. 
The  period of production is long in some cases and short in other 
cases. I t  is sometimes so short that it can be entirely negIectcd in 
practice. 

T h e  increment in want-satisfaction which the attainment of the 
end brings about is temporally limited. The  result produced extends 
services only over a period of time which we may call the duration 
of serviceableness. The  duration of serviceableness is shorter with 
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some products and longer with other goods which are commonly 
called durable goods. Hence acting man must always take into ac- 
count the period of production and the duration of serviceableness 
of the product. In  estimating the disutility of a project considered he 
is not only concerned with the expenditure of material factors and 
Iabor required, but also with the period of production. In estimating 
the utility of the expected product he is concerned with the duration 
of its serviceableness. Of course, the more durable a product is, the 
greater is the amount of services it  renders. But if these services are 
not cumulatively available on the same date, but extended piecemeal 
over a certain period of time, the time element, as will be shown, 
pIays a particular role in their evaluation. I t  makes a difference 
whether n units of service are rendered on the same date or  whether 
they are stretched over a period of n days in such a way that only 
one unit is available daily. 

I t  is important to realize that the period of production as well as 
the duration of serviceableness arc categories of human action and 
not concepts constructed by philosophers, economists, and historians 
as mental tools for their in;erpretation of events. They  are essential 
elements present in every act of reasoning that precedes and directs 
action. I t  is necessary to  stress this point because Bijhm-Bawerli, t o  
whom economics owes the discovery of the role played b y  the period 
of production, failed to comprehend the difference. 

Acting man does not look at his condition with the eyes of a his- 
torian. H e  is not concerned with how the present situation originated. 
His only concern is to  make the best use of the means available today 
for the best possible removal of future uneasiness. T h e  past does not 
count for him. H e  has at his disposal a definite quantity of material 
factors of production. H e  does not ask whether these factors are 
nature-given or the product of production processes accomplished 
in the past. I t  does not matter for  him how great a quantity of nature- 
given, i.e., original material factors of production and labor, was 
expended in rheir producrion and how much rime these processes of 
production have absorbed. H e  values the available means exclusively 
from the aspect of the services they can render him in his endeavors 
t o  make future conditions more satisfactory. The  period of pro- 
duction and the duration of serviceableness are for him categories in 
planning future action, not concepts of academic retrospection and 
historical research. They play a role in so far as the actor has t o  
choose between periods of production of different length and be- 
tween the production of more durable and less durable goods. 

Action is not concerned with thc future in general, but always 
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with a definite and limited fraction of the future. This fraction is 
limited, on the one side, by the instant in which the action must take 
place. Where its other end lies depends on the actor's decision and 
choice. There are people who are concerned with only the impend- 
ing instant. There are other people whose provident care stretches 
far beyond the prospective length of their own life. W e  may call the 
fraction of future time for which the actor in a definite action wants 
to provide in some way and to some extent, the period of provision. 
In the same way in which acting man chooses among various kinds of 
want-satisfaction within the same fraction of future time, he chooses 
also between want-satisfaction in the nearer and in the remoter 
future. Every choice implies also a choice of a period of provision. 
In ~naking up his mind how to employ the various means available 
for the removal of uneasiness, man also determines implicitly the 
period of provision. In the market economy the demand of the con- 
sumers also determines the length of the period of provision. 

There are various methods available for a lengthening of the period 
of provision: 

I .  The accumulation of larger stocks of consumers' goods destined 
for later consumption. 

2. The production of goods which are more durable. 
3 .  The production of goods req~~iring a longer period of produc- 

tion. 
4. The choice of methods of production consuming more time 

for the production of goods which could also be produced within 
a shorter period of production. 

The first two methods do not require any further comment. The 
third and the fourth methods must be scrutinized more closely. 

It is one of the fundamental data of human life and action that 
the shortest processes of production, i.e., those with the shortest 
period of production, do not remove felt uneasiness entirely. If all 
those goods which these shortest processes can provide are produced, 
unsatisfied wants remain and incentive to further action is stiii present. 
As acting man prefers those processes which, other things being 
equal, produce the products in the shortest tirne'l only such processes 
are left for further action which consume more time. People embark 
upon these more time-consuming processes because they value the 
increment in satisfaction expected more highly than the disadvantage 
of waiting longer for their fruits. Bohm-Bawerk speaks of the higher 
productivity of roundabout ways of production requiring more 
time. It is more appropriate to speak of the higher physical produc- 

I .  Why man proceeds in this way, will be shown on the following pages. 
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tivity of production processes requiring more time. The higher 
productivity of these processes does not always consist in the fact 
that they produce-with the same quantity of factors of production 
expended-a greater quantity of products. More often it consists in 
the fact that they produce products which could not be produced 
at all in shorter periods of production. These processes are not round- 
about processes. They are the shortest and quickest way to the goal 
chosen. If one wants to catch more fish, there is no other method 
available than the substitution of fishing with the aid of nets and canoes 
for fishing without the aid of this equipment. There is no better, 
shorter, and cheaper method for the production of aspirin known 
than that adopted by the chemical plants. If onc disregards error and 
ignorance, there cannot be any doubt about the highest productivity 
and expediency of the processes chosen. If people had not considered 
them the most direct processes, viz., those leading by the shortest way 
to the end sought, they would not have adopted them. 

The lengthening of the period of provision through the mere ac- 
cumulation of stocks of consumers' goods is the outcome of the desire 
to provide in advance for a longer period of time. The same is valid 
for the production of goods the durability of which is greater in 
proportion to the greater expenditure of factors of production re- 
q ~ i r e d . ~  But if temporally remoter goals are aimed at, Iengthening of 
the period of production is a necessary corollary of the venture. The 
end sought cannot be attained in a shorter period of production. 

The postponement of an act of consumption means that the individ- 
ual prefers the satisfaction which later consumption will provide 
to the satisfaction which immediate consumption could provide. The 
choice of a longer period of production means that the actor values 
the product of the process bearing fruit only at a later date more 
highly than the products which a process consuming less time could 
provide. In such deliberations and the resulting choices the period 
of production appears as waiting time. It was the great contribution 
of Jevons and Bohm-Bawerk to have shown the role played by taking 
account of waiting time. 

If acting men were not to pay heed to the length of the waiting 
time, they would never say that a goal is temporally so distant that one 
cannot consider aiming at it. Faced with the alternative of choosing 
between two processes of production which render different output 
with the same input, they would always prefer that process which 

z. If the lengthening of durability were not at least proportionate to the in- 
crement in expenditure needed, it would be more advantageous to  increase the 
quantity of units of a shorter durability. 
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renders the greater quantity of the same products or better products 
in the same quantity, even if this result could be attained onIy by 
lengthening the period of production. Increments in input which 
result in a more than proportionate increase in the products' duration 
of serviceableness would unconditionally be deemed advantageous. 
The fact that men do not act in this way evidences that they value 
fractions of time of the same length in a different way according as 
they are nearer or remoter from the instant of the actor's decision. 
Other things being equal, satisfaction in a nearer period of the future 
is preferred to satisfaction in a more distant period; disutility is seen 
in waiting. 

This fact is already implied in the statement stressed in the opening 
of this chapter that man distinguishes the time before satisfaction is 
attained and the time for the duration of which there is satisfaction. 
If any role at all is played by the time element in human life, there 
cannot be any question of equal valuation of nearer and remoter 
periods of the same length. Such an equal valuation would mean that 
people do not care whether success is attained sooner or later. It 
would be tantamount to a complete elimination of the time element 
from the process of valuation. 

The mere fact that goods with a longer duration of serviceableness 
are valued more highly than those with a shorter duration does not 
yet in itsclf imply a consideration of ti~ne. A roof that can protect 
a house against the weather during a period of ten years is more 
valuable than a roof which renders this service only for a period of 
five years. The quantity of service rendered is different in both cases. 
But the question which we have to deal with is whether or not an actor 
in malting his choices attaches to a service to be available in a later 
period of the future the same value he attaches to a service available 
at an earlier period. 

2 .  Time Preference as an EssentiaI Requisite of Action 

The answer to this question is that acting man does not appraise 
time periods merely with regard to their dimension. His choices re- 
garding the removal of future uneasiness are directed by the cate- 
gories sooner and later. Time for man is not a homogeneous substance 
of which only length counts. It is not a more or a less in dimension. 
It is an irreversible flux the fractions of which appear in different 
perspective according to whether they are nearer to or remoter from 
the instant of valuation and decision. Satisfaction of a want in the 
nearer future is, other things being equal, preferred to that in the 
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farther distant future. Present goods are more valuable than future 
goods. 

Time prefercnce is a categorial requisite of human action. No  mode 
of action can be thought of in which satisfaction within a nearer 
period of the future is not-other things being equal-preferred 
to  that in a later period. The very act of gratifying a desire implies 
that gratification at the present instant is preferred t o  that a t  a later 
instant. H e  who consumcs a nonperishable good instead of postponing 
consumption for  an indefinite later moment thereby revcals a higher 
valuation of present satisfaction as compared with later satisfaction. 
If he were not t o  prefer satisfaction in a nearer period of the future 
to  that in a remoter period, he would never consume and so satisfy 
wants. H e  would always accumulate, he would never consume and 
enjoy. H e  wouId not consume today, but he would not consume to- 
morrow either, as the morrow would confront him with the same 
alternative. 

Not  only the first step toward want-satisfaction, but also any 
further step is guided by time prefercnce. Once the desire a: to  which 
the scale of values assigns the rank I is satisfied, one must choose be- 
tween the desire b to which the rank 2 is assigned and c that desire 
of tomorrow to which-in the absence of time preference-the rank 
I would have been assigned. If b is preferred to  c, the choice clearly 
involves time preference. Purposive striving after want-satisfaction 
must needs be guided by  a preference for satisfaction in the nearer 
future over that in a remoter future. 

T h e  conditions under which modern man of the capitalist West 
must act are different from those under which his primitive ancestors 
lived and acted. As a result of the providential care of our forebears 
we have at our disposal an ample stock of intermediate products 
(capital goods o r  produced factors of production) and of consumers' 
goods. Our  activities arc designed for a longer period of provision be- 
cause we are the lucky heirs of a past which has lengthened, step by 
step, the period of provision and has bequeathed t o  us the meam to 
expand the waiting period. I n  acting we are concerned with longcr 
periods and are aiming at an even satisfaction in all parts of the 
period chosen as the period of provision. W e  are in a position to  relv 
upon a continuing influx of consun~ers' goods and have at our dis- 
posal not only stocks of goods ready for consumption but also 
stocks of pro&ccrs' goods out of which our continuous efforts again 
and again make new consumers' goods mature. In our dealing with 
this increasing "stream of income," says the superficial observer, 
there is no heed paid to any considerations related to  a different 
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valuation of present and of future goods. W e  synchronize, he asserts, 
and thus the time element loses any importance for the conduct of 
affairs. It is, therefore, pointless, he continues, in the interpretation 
of modern conditions to resort to time preference. 

The fundamental error involved in this popular objection is caused, 
like so many other errors, by a lamentable misapprehension of the 
imaginary construction of the evenly rotating economy. In the frame 
of this imaginary construction no change occurs; there prevails an 
unvarying course of all affairs. In the evenly rotating economy con- 
sequently nothing is altered in the allocation of goods for the satis- 
faction of wants in nearer and in remoter periods of the future. hTo 
one pIans any change because-according to our assumptions-the 
prevailing allocation best serves him and because he does not believe 
that any possible rearrangement could improve his condition. No  
one wants to increase his consumption in a nearer period of the fu- 
ture at the expense of his consumption in a more distant period or 
vice versa because the existing mode of alIocation pleases him better 
than any other thinkable and feasible mode. 

The praxeological distinction between capital and income is a 
category of thought based on a different valuation of want-satisfac- 
tion in various periods of the future. In the imaginary construction 
of the evenly rotating economy it is implied that the whole income 
but not more than the income is consumed and that therefore the 
capital remains unchanged. An equilibrium is reached in the alloca- 
tion of goods for want-satisfaction in different periods of the future. 
It is permissible to describe this state of affairs by asserting that no- 
body wants to consume tomorrow's income today. W e  have precisely 
designed the imaginary construction of the evenly rotating economy 
in such a way as to make it fit just this condition. But it is necessary 
to realize that we can assert with the same apodictic assurance that, 
in the evenly rotating economy, nobody wants to have more of any 
commodity than he really has. These statements arc true with regard 
to the evenly rotating economy because they are implied in our defini- 
tion of this imaginary construction. They are nonsensical when as- 
serted with regard to a changing economy which alone is real. As soon 
as a change in the data occurs, the individuals are faced anew with the 
necessity of choosing both between various modes of want-satisfac- 
tion in the same period and between want-satisfaction in different 
periods. An increment can be either employed for immediate con- 
sumption or invested for further production. No matter how the 
actors employ it, their choice must needs be the result of a weighing 
of the advantages expected from want-satisfaction in different periods 
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of the future. In the world of reality, in the living and changing uni- 
verse, each individual in each of his actions is forced t o  choose be- 
tween satisfaction in various periods of time. Some people consume 
all that they earn, others consume a part of their capital, others save 
a part of their income. 

Those contesting the universal validity of time preference fail to  
explain w h y  a man does not always invest a sum of ~ o o  dollars avail- 
able today, although these ~ o o  dollars would incrcase to  104 dollars 
within a year's time. I t  is obvious that chis man in consuming this 
sum today is determined by a judgment of value which values loo 
present dollars higher than I 04 dollars available a year later. But even 
in case he chooses to  invest these loo dollars, the meaning is not that 
he prefers satisfaction in a later period to that of today. I t  means that 
he values roo dollars today less than 104 dollars a year latcr. Every 
penny spent today is. precisely under the conditions of a capitalist 
economy in which institutions make it possible to  invest even the 
smallest sums, a proof of the higher valuation of present satisfaction 
as compared with later satisfaction. 

T h e  theorem of time preference must be demonstrated in a double 
way. First for the case of plain saving in which people must choose 
between the immediate consumption of a quantity of goods and the 
later consumption of the same quantity. Second for the case of capi- 
talist saving in which the choice is to be made between the immediate 
consumption of a quantity of goods and the later consumption either 
of a greater quantity or  of goods which are fit to provide a satisfaction 
which-except for thc difference in time-is valued more highly. T h e  
proof has been given for both cases. N o  other case is thinkable. 

I t  is possiblc t o  search for a psychological understanding of the 
problem of time preference. Impatience and the pains caused by  
waiting are certainly psychological phenomena. One may approach 
their clucidation by  referring to  the temporal limitations of human 
life, to the individual's coming into existence, his growth and matur- 
ing, and his inevitable decay and passing away. There is in the course 
of man's life a right moment for everything as well as a too early and 
a too late. However, the praxeological problem is in no way related 
t o  psychological issues. W e  must conceive, not merely understand. 
W e  must conceive that a man who docs not prefer satisfaction within 
a nearer period of the future to that in a rcmotcr period would never 
achieve consumption and enjoyment at all. 

Neither must the praxeological problem be confused with the 
physiological. H e  who wants to  live to see the later day, must first 
of all care for the preservation of his life in the intermediate period. 
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Survival and appeasement of vital needs are thus requirements for the 
satisfaction of any wants in the remoter future. This makes us under- 
stand why in all those situations in which bare life in the strict sense 
of the term is at stake satisfaction in the nearer future is preferred to 
that in later periods. But we are dealing with action as such, not with 
the motives directing its course. In the same way in which as econ- 
omists we do not ask why albumin, carbohydrates, and fat are de- 
manded by man, we do not inquire why the satisfaction of vital needs 
appears imperative and does not brook any delay. W e  must conceive 
that consumption and enjoyment of any kind presuppose a preference 
for present satisfaction to later satisfaction. The ltnowledge provided 
by this insight far exceeds the orbit for which the physiological facts 
concerned provide explanation. It refers to every kind of want-satis- 
faction, not only to the satisfaction of the vital necessities of mere 
survival. 

It is important to stress this point because the term "supply of 
subsistence, availabIe for advances of subsistence," as used by Bijhm- 
Bawerk, can easily be misinterpreted. It is certainly one of the tasks 
of this stock to provide the means for a satisfaction of the bare neces- 
sities of life and thus to secure survival. But besides it must be large 
enough to satisfy, btyond the requirements of necessary maintenance 
for the waiting time, all those wants and desires which-apart from 
mere survival-are considered more urgent than the harvesting of 
the physically more abundant fruits of production processes con- 
suming more time. 

Biihm-Bawerk declared that every lengthening of the period of 
production depends on the condition that "a sufficient quantity of 
present goods is available to make it possible to overbridge the 
lengthened average interval between the starting of preparatory work 
and the harvesting of its product." The expression "sufficient quan- 
tity" needs elucidation. It does not mean a quantity sufficient for 
necessary sustenance. The quantity in question must be large enough 
to secure the sarisfacrion of aii rhose wants rhe satisfacrion of which 
during the waiting time is considered more urgent than the advantages 
which a still greater lengthening of the period of production would 
provide. If the quantity in question were smaller, a shortening of the 
period of production would appear advantageous; the increase in the 
quantity of products or the improvement of their quality to be ex- 
pected-from the preservation of the longer period of production 
would no longer be considered a sufficient remuneration for the 

3. Cf. Bohm-Bawerk, Kleinere Abhandlungen iiber Kapital und Zins, vol. I1 in 
Qesamelte  Schriften, ed. F. X .  Weiss (Vienna, 1926), P. 1%. 
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restriction of consumption enjoined during the waiting time. Whether 
o r  not the supply of subsistence is sufficient, does not depend on any 
physiological or  other facts opcn to objective determination by the 
methods of technology and physiology. The  metaphorical term 
"overbridge," suggesting a body of water the breadth of which poses 
t o  the bridge builder an objectively determined task, is misleading. 
T h e  quantity in question is valued by men, and their subjective judg- 
ments decide whether o r  not it is sufficient. 

Even in a hypothetical world in which nature provides every man 
with the means for the preservation of biological survival (in the 
strict sense of the term), in which the most important foodstuffs 
arc not scarce and action is not concerned with the provision for bare 
life, the phenomenon of time preference would be present and direct 
a11 acti0ns.l 

Observations on the Evolution of the Time-Preference Theory 

It seems plausible to assume that the mere fact that interest is graduated 
in reference to periods of time should have directed the attention of the 
economists, intent upon developing a theory of interest, upon the role 
played by time. However, the classical economists were prevented by their 
faulty theory of value and their niisconstruction of the cost concept from 
recognizing the importance of the time element. 

Economics owes the time-preference theory to William Stanley Jevons 
and its elaboration, most of all, to Eugen von Bohm-Bawerk. Biihnl-Bawerk 
was the first to formulate correctly the problem to be solved, the first to 
unmask the fallacies implied in the productivity theories and the first to 
stress the role played by the period of production. But he did not entirely 
succeed in avoiding the pitfalIs in the elucidation of the interest problem. 
His demonstration of the universal validity of time preference is inade- 
quate because it is based on psychological considerations. However, psy- 
zhology can never demonstrate the validity of a praxeological theorem. It 
may show that some people or many people let themselves be influenced 
by certain motives. It can never make evident that all human action is 
necessarily dominated by a definite catcgorial clement which, without 
any exception, is operative in every instance of a ~ t i o n . ~  

The second shortcoming of Bohm-Bawerk's reasoning was his miscon- 
struction of the concept of the period of production. H e  was not fully 
aware of the fact that the period of production is a praxeological category 

4. Time preference is not specifically human. It is an inherent feature of the 
behavior of all living beings. The distinction of man consists in the very fact that 
with him time preference is not inexorable and the lengthening of the period of 
provision not merely instinctive as with certain animals that store food, but the 
result of a process of valuation. 

5. For a detailed critical analysis of this part of Bohm-Bawerk's reasoning the 
reader is referred to Mises, Nationalokonomie, pp. 439-443. 
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and that the role it plays in action consists entirely in the choices acting 
man makes between periods of production of different length. The length 
of time expended in the past for the production of capital goods available 
today does not count at  all. These capital goods are valued only with re- 
gard to their usefulness for future want-satisfaction. The  "average period 
of production" is an empty concept. What determines action is the fact 
that in choosing among various ways which can remove future uneasiness 
the length of the waiting time in each case is a necessary element. 

It was an outcome of these two errors that Bohm-Bawerk in the elabora- 
tion of his theory did not entirely avoid the productivity approach which 
he himself had so brilliantly refuted in his critical history of the doctrines 
of capital and interest. 

These observations do not detract at all from the imperishable merits of 
Bohm-Bawerk's contributions. It was on the foundation laid by him that 
later economists-foremost among them Knut Wicksell, Frank Albert 
Fetter and Irving Fisher-were successful in perfecting the time-preference 
theory. 

It is customary to express the essence of the time-preference theory by 
saying that there prevails a preference for present over future goods. In 
dealing with this mode of expression some economists have been pu~zled 
by the fact that in some cases present uses are worth less than future uses. 
However, the problem raised by these apparent exceptions is caused merely 
by an misapprehension of the true state of affairs. 

There are enjoyments which cannot be had at the same time. A man can- 
not on the same evening attend performances of Carmen and of liamlet. 
In buying a ticket he must choose between the two performances. If tickets 
to both theaters for the same evening are presented to h i ~ n  as a gift, he must 
likewise choose. H e  may think with regard to the ticket which he refuses: 
"1 don't care for it just now," or "If only it had been later." However, 
this does not mean that he prefers future goods to  present goods. H e  does 
not have to choose between future goods and present goods. He  must 
choose between two enjoyments both of which he cannot have together. 
This is the dilemma in every instance of choosing. In the present state of 
his affairs he may prefer Hamlet to Carmen. The different conditions of a 
later date may possibly result in another decision. 

T h e  second seeming exception is presented by the case of pcrishable 
goods. They may be available in abundance in one season of the year and 
may be scarce in other seasons. However, the difference between ice in 
winter and ice in summer is not that between a present good and a future 
good. It is the difference between a good that loses its specific usefulness 
even if not consumed and another good which requires a different process 
of production. Ice available in winter can only be used in summer when 
subjected to a special process of conservation. It is, in respect to ice utiliz- 
able in summer, at best one of the complementary factors required for 
production. It is impossible to increase the quantity of ice available in sum- 

6. Cf. F. A. Fetter, Economic Principles (New York, rgzj), I, 239. 



Action in the Passing of Time 487 
mer simply by restricting the consumption of ice in winter. The two things 
are for all practical purposes different commodities. 

The case of the miser does not contradict the universal validity of time 
preference. The miser too, in spending some of his means for a scanty live- 
lihood, prefers some amount of satisfaction in the nearer future to that in 
the remoter future. Extreme instances in which the miser denies himself 
even the indispensable minimum of food represent a pathological withering 
away of vital energy, as is the case with the man who abstains from eating 
out of fear of morbific germs, the man who commits suicide rather than 
mect a dangerous situation, and the man who cannot sleep because he is 
afraid of undetcrmined accide~ts which could befall him w-hile asleep. 

3. Capital Goods 

As soon as those present wants are sated the satisfaction of which 
is considered more urgent than any provision for the morrow, 
people begin to save a part of the available supply of consumers' goods 
for later use. This postponement of consumption makes it possible 
to direct action toward temporally remoter ends. It is now feasible 
to aim at goals which could not be thought of before on account of 
the length of the period of production required. I t  is furthermore 
fea5ibIe to  choose methods of production in which the output of 
products is greater per unit of input than in other methods requiring 
a shorter period of production. The  sine qua non of any lengthening 
of the processes of production adopted is saving, i.e., an excess of 
current production over current consumption. Saving is the first 
step on the way toward irnprovement of material well-being and 
toward every further progress on this way. 

The  postponement of consumption and the accumulation of stocks 
of consumers' goods destined for later consumption would be prac- 
ticed even in the absence of the stimulus offered by the technological 
superiority of processes with a longer period of production. The  
higher productivity of such processes consuming more time strength- 
ens considerably the propensity to save. The  sacrifice made by re- 
stricting consumption in nearer periods of the future is henceforth 
not only counrcrbalanced by the expectation of consuming the saved 
goods in remoter periods; it also opens the way to a more ample sup- 
ply in the remoter future and to the attainment of goods which could 
n i t  be procured at all without this sacrifice. If acting man, other condi- 
tions being equal, were not to prefer, w-ithout exception, consumption 
in the nearer future to that in the remoter future, he would always 
save, ncver consume. What  restricts the amount of saving and in- 
vestment is time preference. 
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People eager to cmbark upon processes with a longer period of 

production must first accumulate, by means of saving, that quantity 
of consumers' goods which is needed to satisfy, during the waitink 
time, all those wants the satisfaction of which they considcr more 
urgcnt than thc increment in well-being expccted from the more 
time-consuming process. Accun~ulation of capital begins with the 
formation of stocks of consumers' goods thc consumption of which 
is postponed for latcr days. If thesc surpluses are rnerely stored and 
kept for  latcr consumption, they are simply wealth or, more precisely, 
a reserve for rainy days and emergencies. 'lhey remain outside the 
orbit of production. They become integrated-economically, not 
physically-into production activities only when crnployed as means 
of subsistence of workcrs engagcd in more time-consuming processes. 
If expended in this way, they are physically consumed. But economi- 
cally they do not disappear. They are replaced first by the intcr- 
~nediary products of a process with a longer period o i  production 
and then latcr by the consumers' goods which arc the final product 
of these processes. 

All these ventures and processes arc intcllcctually controlled by 
capital accounting, the acme of cconornic calculation in monetary 
terms. Without the aid of monetary calculation men could not cvcn 
Iearn whether-apart from the length of the period of production-a 
definite proccss pron~ises a higher productivity than another. The  
cxpcnditures required by various processes cannot be weighed against 
one another without the aid of monetary terms. Capital accounting 
starts with thc market prices of the capital goods availabIe for further 
production, the sun1 of which it calls capital. It  records cvcry ex- 
penditure from this fund and the price of all incoming items induced 
by such expenditure. It establishcs finally the uItimatc outcome of all 
these transformations in the composition of the capital and thereby 
the success or the failure of thc whole process. It  shows not only the 
final result; it mirrors also every one of its intermediary stages. It 
produces intcrinl balances for  e;ery day such a balance h a y  h e  re- 
quired and statements of profit and loss for every part or stage of the 
proccss. It  is the indispcnsabIe compass of production in the mar- 
ket economy. 

In the market economy production is a continuous, never-ending 
pursuit split up into an immense variety of partiaI proccsscs. Innumer- 
able proccsscs of production with different periods of production are 
in progress sitnultaneously. Thcy cornplenlent one another and at 
the same time are in rivalry with one another in competing for scarce 
factors of production. Continuously either new capital is accumulated 



Action in the I'nssing of Time 489 
by saving or previously accumulated capital is eaten up by over- 
consumption. production is distributed among numerous individual 
plants, farms, workshops, and enterprises each of which serves only 
limited purposes. The intermediary products or  capital goods, the 
produced factors of further production, change hands in the course 
of evcnts; they pass from one plant to another until finally the con- 
sumers' goods reach those who use and enjoy them. The  social 
process of ~roduction never stops. At each instant numberless proc- 
esses are in progress some of which arc nearer to, some remoter from, 
the achievement of their special tasks. 

Every single performance in this ceaseIess pursuit of wealth pro- 
duction is based upon the saving and the preparatory work of earlier 
generations. We are the lucky heirs of our fathers and forefathers 
whose saving has accumulated the capital goods with the aid of 
which we are working today. W e  favorite children of the age of 
electricity stiIl derive advantagc from the original saving of the 
primitive fishermen who, in producing the first nets and canoes, de- 
voted a part of their working time to provision for a remoter future. 
If the sons of these legendary fishermen had worn out these inter- 
mediary products-nets and canoes-without replacing them by new 
ones, they would have consumed capital and the process of saving 
and capital accumulation would have had to start afresh. W e  are 
better off than earlier generations because we are equipped with the 
capital goods they have accumulated for us.7 

T h e  businessman, thc acting man, is entirely absorbed in one task 
only: to take best advantage of all the means availablc for the im- 
provement of future conditions. He does not look at the present 
state of affairs with the aim of analyzing and comprehending it. In 
cIassifying the means for further iroduction and appraising their 
importance he adopts superficial rules o f  thumb. H e  distinguishes 
three classes of factors of production: the nature-given material 
factors, the human factor-labor, and capital goods-the intermediary 
factors produced in the past. I l e  does not analyze the nature of the 
capital goods. They are in his cyes means of increasing the produc- 
tivity of labor. Q U ~  nai'vely he ascrilm to them productive power 
of their own. H e  does not trace their instrumentality bad- to nature 
and labor. H e  does not ask how they came into existence. They count 
only as far as they may contribute to the success of his efforts. 

This mode of reasoning is all right for the businessman. But it was 

7. These considerations explode the objections raised against the time-pref- 
erence cheory by Frank H. Knight in his arriclc, "Capital, 'Time and the Interest 
Hate," Economics, n.s., I, 257-286. 
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a serious mistake for the economists to agree with the businessman's 
superficial view. They erred in classifying "capital" as an independent 
factor of production along with the nature-given material resources 
and labor. The capital goods-the factors of further production pro- 
duced in the past-are not an independent factor. They are the joint 
products of the cooperation of the two original factors-nature and 
labor-expended in the past. They have no productive power of 
their own. 

Neither is it correct to call the capital goods labor and nature 
stored up. They are rather labor, nature, and time stored up. The 
difference between production without the aid of capital goods and 
that assisted by the employment of capital goods consists in time. 
Capital goods are intermediary stations on the way leading from the 
very beginning of production to its final goal, the turning out of 
consumers' goods. He who produces with the aid of capital goods 
enjoys one great advantage over the man who starts without capital 
goods; he is nearer in time to the ultimate goal of his endeavors. 

There is no question of an aIleged productivity of capital goods. 
The difference between the price of a capital good, e.g., a machine, 
and the sum of the prices of the complementary original factors of 
production required for its reproduction is entirely due to the time 
difference. He who employs the machine is nearer the goal of produc- 
tion. The period of production is shorter for him than for a com- 
petitor who must start from the beginning. In buying a machine he 
buys the original factors of production to be expended in its repro- 
duction plus time, i.e., the time by which his period of production is 
shortened. 

The value of time, i.e., time preference or the higher valuation of 
want-satisfaction in nearer periods of the future as against that in 
remoter periods, is an essential element in human action. It determines 
every choice and every action. There is no man for whom the differ- 
ence between sooner and later does not count. The time element is 
instrumental in the formation of all prices of all commodities and 
services. 

4. Period of Production, Waiting Time, and 
Period of Provision 

If one were to measure the length of the period of production spent 
in the fabrication of the various goods available now, one would 
have to trace back their history to the point at which the first ex- 
penditure of original factors of production took place. One would 
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have to establish when natural resources and labor were first em- 
ployed for processes which-besides contributing to  the production 
of other goods-also contributed ultimately to the production of 
the good in question. The solution of this problem would require 
the solubiIity of the problem of physical imputation. It would be 
necessary to establish in quantitative terms to what extent tools, 
raw materials, and labor which directly or indirectly were used in 
the production of the good concerned contributed to the result. One 
would have to go back in these inquiries to the very origins of capital 
accunmlation by saving on the part of people who previously lived 
from band to mouth. It is not only practical difficulties which prevent 
such historical studies. The very insolubility of the problem of phys- 
ical imputation stops us at the first step of such ventures. 

Keither acting man himself nor economic theory needs a meas- 
urement of the time expended in the past for the production of goods 
available today. They would have no use for such data even if they 
kncw them. Acting man is faced with the problem of how to take 
bcst advantage of the available supply of goods. He makes his choices 
in employing each part of this supply in such a way as to satisfy 
the most urgent of the not yet satisfied wants. For the achievcment 
of this task he must know the length of the waiting time which sepa- 
rates him from the attainment of the various goals among which he has 
to choose. As has been pointed out and must be emphasized again, 
there is no need for him to look backward to the history of the 
various capital goods available. Acting man counts waiting time and 
the period of production always from today on. In the same way in 
which there is no need to know whether more or less labor and 
material factors of production have been expendcd in the production 
of the products available now, there is no need to know whether their 
production has absorbed more or less time. Things are valued ex- 
clusively from the point of view of the services they can render for 
the satisfaction of future wants. The actual sacrifices made and the 
time absorbed in their production are beside the point. These things 
belong to the dead past. 

It  is necessary to realize that all cconomic categories are related 
to human action and have nothing at a11 to do directly with the 
physical properties of things. Economics is not about goods and 
services; it is about human choice and action. The praxeological con- 
cept of time is not the concept of physics or biology. It refers to the 
sooner or thc later as operative in the actors' judgments of vaIue. The 
distinction between capital goods and consumers' goods is not a rigid 
distinction based on the physical and physiological properties of the 
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goods concerned. It  depends on the position of the actors and the 
choices they have to make. The  same goods can be looked upon as 
capital goods and as consun~ers' goods. A supply of goods ready for 
immediate enjoyment is capital goods from the point of view of a 
man who looks upon it as a means for his own sustenance and that of 
hired worlrcrs during a waiting time. 

An increase in the quantity of capital goods available is a necessary 
condition for thc adoption of processes in which the period of 
production and therefore waiting time are longer. If one wants to 
attain ends which are temporally farther away, one must resort to 
a longer period of production bccause it is impossible to attain the 
end sought in a shorter period of production. If one wants to resort 
to methods of production with which the quantity of output is higher 
per unit of input expended, one must lengthen the period of produc- 
tion. For the processes with which output is smaller per unit of input 
have been chosen only on account of the shorter period of production 
they require. But on the other hand, not cvcry employment chosen for 
the utilization of capital goods accumulated by means of additional 
saving requires a process of production in which the period of pro- 
duction from today on to the maturing of the product is longer than 
with all processes already adopted previously. I t  may be that pcoplc, 
having satisfied thcir more urgent needs, now want goods which 
can be produced w-ithin a comparatively short period. The  reason 
why these goods have not been produced previously was not that the 
period of production required for them alone was deemed too long, 
but that there was a more urgent employment open for the factors 
required. 

If one chooses to assert that every increase in the supply of capital 
goods available rcwlts in a Iengthening of the period of production 
and of waiting timc, one reasons in thc following way: If n are the 
goods already previously produced and b the goods p;oduced in the 
new processes startcd with thc aid of the increase in capital goods, 
it is obvious that people had to wait longer for a and b than they had 
to wait for a alone. In ordcr to producc rr and b it was not only neces- 
sary to acquire the capital goods required for the production of a, 
but also those required for the production of b. If one had expended 
for an increase of immediate consumption the means of sustenance 
savcd to make workcrs available for the production of b, one would 
have attained the satisfaction of some wants sooner. 

The  treatment of the capital problem customary with those econ- 
omists who are opposed to the so-called "Austrian" view assumes that 
the technique cmployed in production is unalterably determined by 
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the given state of technological knowledgc. The "Austrian" econ- 
omists, on the other hand, show that it is the supply of capital goods 
available at cach momcnt that determines which of the many known 
technological methods of production will be empl~yed .~  The cor- 
rectness of thc "Austrian" point of view can easily be demonstrated 
by a scrutiny of the problem of scarcity of capital. 

Let us look at thc condition of a country suffering from scarcity of 
capital. Take, for instance, the state of affairs in Rumania about I 860. 
What was lacking was ccrtainly not technological knowledge. There 
was no secrecy concerning the technological methods practiced by 
the advanced nations of the West. l 'hey were described in innumer- 
able books and taught at many schools. The elite of Rumanian youth 
had received full information about thcm at the technological uni- 
versities of Austria, Switzerland, and France. Hundreds of foreign 
experts were ready to apply their knowledge and skill in Rumania. 
What was wanting was the capital goods needed for a transformation 
of the backward Rumanian apparatus of production, transportation, 
and communication according to Western patterns. If the aid granted 
to  the Rumanians on the part of the advanced foreign nations had 
consisted merely in providing them with technological knowledge, 
they would have had to rcalize that it would take a very long time 
until they caught up with the West. The first thing for them to have 
done would haw been to savc in order to make workers and material 
factors of production available for the performance of more time- 
consuming proccsscs. Only then could they succcssivcly produce the 
tools required for the construction of those plants which in the fur- 
ther course were to produce the equipment needed for the construc- 
tion and operation of modcrn plants, farms, mines, railroads, telegraph 
lines, and buildings. Scores of decades would have passed until they 
had made up for the time lost. There would not have been any means 
of accelerating this process than by restricting current consump- 
tion as far as physiologically possible for the intermediary period. 

However, things devclopcd in a different way. The capitalist 
West lent to the backward countries the capital ioocls needed for 
an instantaneous transformation of a great part of their methods of 
production. It saved them time and made it possible for them to 
multiply very soon the productivity of their labor. The effect for 

8. Cf. F. A. Hayek, ?'be Pure Theory of Capital (London, ~ g q r ) ,  p. 48. It is 
awkward indeed to attach to certain lines of thought national labels. As Hayck 
remarks pertinently (p. 47, n. I ) ,  the classical English economists since Ricardo, 
and particularly J. S. Mill (the latter probably partly under the influence of J. 
Rae) were in some regards more "Austrian" than their recent Anglo-Saxon 
successors. 
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the Rumanians was that they could immediatel\; enjoy the advantages 
derived from the modern technological procedures. It was as if they 
had started at a much earlier date to save and to accumulate capital 
goods. 

Shortage of capital means that one is further away from the at- 
tainment of a goal sought than if one had started to aim at it at an 
earlier date. Because one neglected to do this in the past, the inter- 
mediary products are wanting, although the nature-given factors 
from which they are to be produced are availablc. Capital shortage 
is dearth of time. It is the effect of the fact that one was late in 
beginning the march toward the aim concerned. It is impossible to 
dcscribe the advantages derived from capital goods available and 
the disadvantages resulting from the paucity of capital goods with- 
out resorting to the time element of sooner and later.g 

T o  have capital goods at one's disposal is tantamount to being nearer 
to a goal aimed at. An increment in capital goods available makes it 
possible to attain temporally remoter ends without being forced to 
restrict consumption. A loss in capital goods, on the other hand, makes 
it necessary either to abstain from striving after certain goals which 
one could aim at before or to restrict consumption. T o  havc capita1 
goods means, other things being equa1,'O a temporal gain. As against 
those who lack capital goods, the capitalist, under the given state of 
technological knowledge, is in a position to reach a definite goal 
sooner without restricting consumption and without increasing the 
input of labor and nature-given material factors of production. His 
head start is in time. A rival endowed with a smaller supply of capital 
goods can catch up only by restricting his consumption. 

The start which the peoples of the West have gained over the other 
peoples consists in the fact that they havc long since crcated the 
political and. institutional conditions required for a smooth and by 
and large uninterrupted progress of the process of larger-scalc saving, 
capital accumulation, and investment. Thus, by the middle of the 
nineteenth century, they had aiready attained a state of w-eii-being 
which far surpassed that of poorer races and nations less successful 
in substituting the ideas of acquisitive capitalism for those of predatory 
militarism. Left alone and unaided by foreign capital these backward 
peoples would have needed much more timc to improvc their meth- 
ods of production, transportation, and communication. 

It is impossible to understand the course of world affairs and the 

9. Cf. W. S. Jevons, The Theory of Political Economy (4th ed. London, 1 p 4 ) ,  
PP. 224-229. 

10. This implies also equality in the quantity of nature-given factors available. 
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development of the relations benveen West and East in the last 
centuries, if one does not comprehend the importance of this large- 
scale transfer of capital. Tbc West has given to the East not only 
technological and therapeutical knowledge, but also the capital goods 
needed for an immediate practical application of this knowledge. 
These nations of Eastern Europe, Asia, and Africa have been able, 
thanks to the foreign capital imported, to reap the fruits of modern 
industry at an earlier date. They were to some extent relieved from 
the necessity of restricting their consumption in order to accumulate 
a sufficient stock of capital goods. This was the true nature of the 
alleged exploitation of the backward nations on the part of Western 
capitalism about which their nationaIists and the Marxians lament. 
It was a fecundation of the economically backward nations by the 
wealth of the more advanced nations. 

The benefits derived were mutual. What impelled the capitalists 
of the West to embark upon foreign investment was the demand 
of the consumers. Consumers asked for goods which could not be 
produced at a11 at home and for a'cheapening of goods which could 
be produced at home only with rising costs. If the consumers of the 
capitalist West had behaved in a different way or if the institutional 
obstacles to capital export had proved insurmountable, no capital 
export would have occurred. There would have been more longi- 
tudinal expansion of domestic production instead of lateral expansion 
abroad. 

It is not the task of catallactics but of history to deal with the con- 
sequences of the internationalization of the capital market, its work- 
ing, and its final disintegration brought about by the expropriation 
policies adopted by the receiving countries. Catallactics has only to 
scrutinize the effects of a richer or poorer supply of capital goods. 

W e  compare the conditions of two isolated market systems A and 
B. Both arevequal in size and population figures, the state of techno- 
logical knowledge, and in natural resources. They differ from one 
another only in the supply of capita1 goods, this supply being larger 
in A than in B. This enjoins that in A many processes of production 
are employed with which the output is greater per unit of input than 
with those employed in B. In B one cannot consider the adoption of 
these processes on account of the comparative scarcity of capital 
goods. Their adoption wouId require a restriction of consumption. 
In B many manipulations are performed by manual labor which in 
A are performed by labor-saving machines. In A goods are produced 
with a longer durability; in B one must abstain from producing them 
although the lengthening of durability is obtained by a less than 
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proportionate increase in input. In  A the productivity of labor and 
consequently wage rates and the standard of living of the wage 
earners are higher than in B.I1 

Prolongation of the Period of Provision Beyond the Expected 
Duration of t l ~ e  Actor's Life 

The judgments of value which determine the choice between satisfac- 
tion in nearer and in remoter periods of the future are expressive of present 
valuation and not of future valuation. They weigh the significance at- 
tached today to satisfaction in the nearer future against the significance 
attached today to satisfaction in the remoter future. 

The uneasiness which acting man wants to remove as far as possible is 
always present uneasiness, i.e., uneasiness felt in the very moment of action, 
and it always refers to future conditions. The actor is discontented today 
with thc expected state of affairs in various periods of the future and tries 
to alter it through purposive conduct. 

If action is primarily directed toward the improvement of other people's 
conditions and is thcrefore col-nmonly called altruistic, the uneasiness the 
actor wants to remove is his own present dissatisfaction with thc expected 
state of other people's affairs in various periods of the future. In taking 
care of other people he aims at alleviating his own dissatisfaction. 

It is thcrefore not surprising that acting man often is intent upon pro- 
longing the period of provision beyond the expected duration of his own 
life. 

Some Applications of the Time-Preference Theory 

Every part of economics is open to intentional misrepresentation and 
misinterpretation on the part of people eager to excuse or to justify falla- 
cious doctrines underlying their party programs. T o  prevent such misuse 
as far as possible it seems expedient to add some explanatory remarks to the 
exposition of the time-preference theory. 

There are schools of thought which flatly deny that men differ with re- 
gard to innate characteristics inherited from their a n c c s t ~ r s . ~ V n  the 
opinion of these authors the only difference between the white men of 
TT, vvestern civiiizatior~ a11d Eskimos is that the h e r  are in arrears in their 
progress toward modern industrial civilization. This merely temporal 
difference of a few thousand years is insignificant when comparcd with 
the many hundreds of thousands of years which were absorbed by man's 
evolution from the simian state of his apelike forebears to the conditions 
of present-day homo sapiens. It  does not support the assumption that racial 
differences prevail between the various specimens of mankind. 

1 1 .  Cf. John Bates Clark, Essentials of Economic Tbeory (New York, 1907), 
pp. '33  ff. 

12. About thc Marxian attack against genetics, cf. T. D. Lysenko, Heredity 
and Variability (New York, 1945). A critical appraisal of this controversy is pro- 
vided by J. R. Baker, Science and the Planned State (hTew York, rg45), pp. 71-76. 
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Praxeology and economics are foreign to the issues raised by this con- 

troversy. But they must take precautionary measures lest they become 
implicated by partisan spirit in this clash of antagonistic ideas. If those 
fanatically rejecting the teachings of modern genetics were not entirely 
ignorant of economics, they would certainly try to turn the time-pref- 
ercnce theory to their advantage. They would refer to the circumstance 
that the superiority of the Western nations consists merely in their having 
started earlier in endeavors to save and to accumuIate capital goods. They 
would explain this temporal difference by accidental factors, the better 
opportunity offered by environment. 

Against such possible misinterpretations one must emphasize the fact 
that the temporal head start gained by the Western nations was conditioned 
b y  ideological factors which cannot be, rcduced simply to  the operation of 
environment. Wha t  is called human civilization has up to now been a prog- 
ress from cooperation by virtue of hegemonic bonds to cooperation by 
virtue of contractual bonds. But while many races and peoples were ar- 
rested at an  early stage of this movement, others kept on advancing. The  
eminence of the Western nations consisted in the fact that they succeeded 
better in checking the spirit of predatory militarism than the rest of rnan- 
kind and that they thus brought forth the social institutions required for 
saving and investment on a broader scale. Even Marx did not contest the 
fact that private initiative and private ownership of the means of produc- 
tion were indispensable stages in the progress from primitive man's penury 
to  the more satisfactory conditions of nineteenth-century Western Europe 
and North America. What  the East lndies, China, Japan, and the Moham- 
medan countries lacked were institutions of safeguarding the individual's 
rights. The arbitrary administration of pashas, kadis, rajahs, mandarins, and 
daimios was not conducive to large-scale accumulation of capital. The  legal 
guarantees effectively protecting the individual against expropriation and 
confiscation were the foundations upon which the unprecedented eco- 
nomic progress of the West came into flowcr. These laws were not an out- 
growth of chance, historical accidents, and geographical environment. 
They were the product of reason. 

W e  do not know what course the history of Asia and Africa would have 
taken if these peoples had been left alone. Wha t  happened was that some 
of these peoples were subject to European rule and others-like China and 
Japan-wcre forced by the display of naval power to open their frontiers. 
T h e  achievements of Western industrialism came to them from abroad. 
They w-ere ready to take advantage of the foreign capital lent to them and 
invested in their territories. But they were rather slow in the reception of 
the ideologies from which modern industrialism had sprung. Their assimi- 
lation to Western ways of life is superficial. 

W e  are in the midst of a revolutionary process which will very soon do 
away with all varieties of colonialism. This revolution is not limited to  
those countries which were subject to the ruIe of thc British. thc French 
and the Dutch. Even nations which without any infringement of their 
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political sovereignty had profited from foreign capital are intent upon 
throwing off what they call the yoke of foreign capitalists. They are ex- 
propriating the foreigners by various devices-discriminatory taxation, rc- 
pudiation of debts, undisguised confiscation, foreign exchange restrictions. 
W e  are on the eve of the complete distintegration of the international 
capital market. The economic consequences of this event are obvious; its 
political repercussions are unpredictable. 

In order to appreciate the political consequences of the disintegration of 
the international capital market it is necessary to remember what effects 
were brought about by the internationalization of the capital market. 
Under the conditions of the later nineteenth century it did not matter 
whether or not a nation was prepared and equipped with the required 
capital in order to utilize adequately the natural resources of its territory. 
There was practically free access for everybody to every area's natural 
wealth. In searching for the most advantageous opportunities for invest- 
ment capitalists and promoters were not stopped by national borderlines. 
As far as investment for the best possible u'tilization of the known natural 
resources was concerned, the greater part of the earth's surface could be 
considered as integrated into a uniform world-embracing market system. 
It is true that this resuIt was attained in some areas, like the British and the 
Dutch East Indies and Malaya, only by colonial regimes and that autoch- 
thonous governments of these territories would probably not have created 
the institutional setting indispensable for the importation of capital. But 
Eastern and Southern Europe and the Western Hemisphere had of their 
own accord joined the community of the international capita1 market. 

'The Marxians were intent upon indicting foreign loans and investments 
for the lust for war, conquest, and colonial expansion. In fact the inter- 
nationalization of the capital market, together with free trade and the free- 
dom of migration, was instrumental in removing the economic incentives 
to war and conquest. It no longer mattered for a man where the political 
boundaries of his country were drawn. The entrepreneur and the investor 
were not checked by them. Precisely those nations which in the age preced- 
ing the first World War  were paramount in foreign lending and invest- 
ment were committed to the ideas of peace-loving "decadent" liberalism. 
Of the foremost aggressor nations Russia, Italy, and Japan were not capital 
exporters; they themseives needed foreign capitai for the deveiopment of 
their own natural resourccs. Germany's imperialist adventures were not 
supported by its big business and finance.13 

The  disappearance of the international capital market alters conditions 
entireIy. It abolishes the freedom of access to natural resourccs. If one of 
the socialist governments of the economically backward nations lacks the 
capital needed for the utilization of its natural resources, there will be no 
means to remedy this situation. If this system had been adopted a hundred 
years ago, it would have been impossible to exploit the oil fields of Mexico, 

1 3 .  Cf. ~Mises, Omnipotent Government (New Haven, 1944)- p. 99 and thc 
books quoted there. 
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Venezuela, and Iran, to establish the rubber plantations in Malaya or to 
develop the banana production of Central America. It is illusoxy to assume 
that the advanced nations will acquiesce in such a state of affairs. They will 
resort to the only method which gives them access to badly needed raw 
materials; they wiIl resort to conquest. War is the alternative to freedom of 
foreign investment as realized by the international capital market. 

The inflow of foreign capital did not harm the receiving nations. It was 
European capital that accelerated considerably the marvelous economic 
evolution of the United States and the British Dominions. Thanks to 
foreign capital the countries of Latin America and Asia are today equipped 
with facilities for production and transportation which they would have 
had to forego for a very long time if they had not received this aid. Real 
wage rates and farm yields are higher today in those areas than they would 
have been in the absence of foreign capital. The mere fact that almost all 
nations are vehemcntly asking today for American credits explodes the 
fables of the Marxians and the nationalists. 

However, the mere lust for imported capital goods does not resuscitate 
the international capital market. Investment and lending abroad are only 
possible if the recciving nations are unconditionally and sincerely commit- 
ted to the principle of private property and do not plan to  expropriate the 
foreign capitalists at a later date. It was such expropriations that destroyed 
the international capital market. 

Intergovernmental loans are no substitute for the functioning of an inter- 
national capital market. If they are granted on business terms, they prcsup- 
pose no less than private loans the fuIl acknowledgment of property rights. 
If they are granted, as is usually the case, as virtual subsidies without any 
regard for payment of principal and interest, they impose restrictions upon 
the debtor nation's sovereignty. In fact such "loans" are for the most part 
the price paid for military assistance in coming wars. Such military con- 
siderations already played an important role in the years in which the 
European powers prepared the great wars of our age. The outstanding 
example was provided by the huge sums which the French capitalists, 
pressed hard by the Government of the Third Republic, lent to Imperial 
Russia. The Tsars used the capita1 borrowed for armaments, not for an im- 
provement of the Russian apparatus of production. They did not invest 
it; they consumed a great part of it. 

5 .  The Convertibility of Capital Goods 

Capital goods are intermediary steps on the way toward a definite 
goal. If in the course of the period of production the goal is changed, 
i t  is not always possible to use the intermediary products already 
available for  the pursuit of the new goal. Some of the capital goods 
become absolutely useless, and all expenditure made in their produc- 
tion appears now as waste. Other capital goods can be utilized for  the 
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new project but only after having been subjected to a process of 
adjustment; it would have been possible to spare the costs required 
by this alteration if one had from the start aimed at the new goal. 
A third group of capital goods can be employed for the new process 
without any alteration; but if it had been known at the time they 
were produced that they would be used in the new way, it would 
have been possible to manufacture at smaller cost other goods which 
could render the same service. Finally there are also capital goods 
which can be employed for the new project just as well as for the 
original one. 

It would hardly be necessary to mention these obvious facts if it 
were not essential to refute popular misconceptions. There is no 
such thing as an abstract or ideal 'capital that exists apart from con- 
crete capital goods. If we disregard the role cash-holding plays in the 
composition of capital (we will deal with this problem in one of 
the later sections) we must realize that capital is always embodied in 
definite capital goods and is affected by everything that happens 
with regard to them. The value of an amount of capital is a derivative 
of the value of the capita1 goods in which it is embodied. The money 
equivalent of an amount of capital is the sum of the money equivalents 
of the aggregate of capital goods to which one refers in speaking of 
capital in the abstract. There is nothing which could be called "free" 
capital. Capital is always in the form of definite capital goods. These 
capital goods are better utilizable for some purposes, less utilizable 
for others, and absolutely useless for still other purposes. Every unit 
of capital is therefore in some way or other fixed capital, i.e., dedicated 
to definite processes of production. The businessman's distinction be- 
tween fixed capital and circulating capital is a difference of degree, 
not of kind. Everything that is valid with regard to fixed capital is 
also valid, although to a smaller degree, with regard to circulating 
capital. All capital goods have a more or less specific character. Of 
course, with many of them it is rather unlikely that a change in wants 
and plans will make them entirely useless. 

The more a definite process of production approaches its ultimate 
end, the closer becomes the tie between its intermediary products 
and the goal aimed at. Iron is less specific in character than iron 
tubes, and iron tubes less so than iron machine-parts. The conversion 
of a process of production becomes as a rule the more difficult, the 
farther it has been pursued and the nearer it has come to its terrnjna- 
tion, the turning out of consumers' goods. 

In looking at the process of capital accumulation from its very 
beginnings one can easily recognize that there cannot be such a thing 
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as free capital. There is only capital embodied in goods of a more 
specific character and in goods of a less specific character. When the 
wants or the opinions concerning the methods of want-satisfaction 
change, the vaIue of the capita1 goods is altered accordingly. Addi- 
tional capita1 goods can come into existence only through making 
consumption lag behind current production. The additionaI capital 
is already in the very moment of its coming into existence embodied 
in concrete capital goods. These goods had to be produced before 
they could-as an excess of production over consumption-become 
capital goods. The role which the intraposition of money plays in 
the sequence of these events will be dealt with Iater. Here we need 
only recognize that even the capitalist whose whole capital consists 
in money and in claims to money does not own free capital. His funds 
are tied up with money. They are affected by changes in money's 
purchasing power and-as far as they are invested in claims to definite 
sums of money-also by changes in the debtor's solvency. 

It is expedient to substitute the notion of the convertibility of 
capital goods for the misleading distinction between fixed and free 
or circulating capital. The convertibility of capital goods is the op- 
portunity offered to adjust their utilization to a change in the data of 
production. Convertibility is graduated. It is never perfect, i.e., present 
with regard to all possible changes in the data. In the case of abso- 
lutely specific factors it is entirely absent. As the conversion of capital 
goods from the employment originally planned to other employ- 
ments becomes necessary through the emergence of unforeseen 
changes in the data, it is impossible to speak of convertibility in general 
without reference to changes in the data which have already occurred 
or are expected. A radical change in the data could make capital goods 
previously considered to be easily convertible either not convertible 
at all or convertible only with difficulty. 

It is obvious that in practice the problem of convertibility plays 
a greater role with goods the serviceability of which consists in render- 
ing a series of services over a period of time than with capital goods 
the serviceability of which is exhausted by rendering only one serv- 
ice in the process of production. The unused capacity of plants and 
transportation facilities and the scrapping of equipment which ac- 
cording to the plans underlying its production was designed for longer 
use are more momentous than the throwing away of fabrics and 
clothing out of fashion and of physically perishabIe goods. The 
problem of convertibility is peculiarly a problem of capital and 
capital goods only in so far as capital accounting makes it especially 
visible with regard to capital goods. Essentially it is a phenomenon 
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present also in the case of consumers' goods which an individual 
has acquircd for his own use and consumption. If the conditions 
which resulted in their acquisition change, the problem of converti- 
bility becomes actual with them too. 

Capitalists and entrepreneurs in their capacity as owners of capital 
arc never perfectly frec; they are ncvcr on the eve of the first decision 
and action which will bind them. They are always already engaged 
in some way or other. Their funds are not outside the social process 
of production, but invested in definite lines. If they own cash, this 
is, according to the state of the market, either a sound or an unsound 
"investment"; but it is always an investment. They have either let 
slip the right moment for the'purchase of concrete factors of produc- 
tion which they must buy sooner or later, or the right moment to 
buy has not yet come. In the first case their holding of cash is un- 
sound; they have missed an opportunity. In the second case their 
choice was correct. 

Capitalists and entrepreneurs in expending moncy for the purchase 
of concretc factors of production value the goods exclusively from 
the point of view of the anticipated future state of the market. They 
pay prices adjusted to future conditions as they thcmsclves appraise 
them today. Errors committed in the past in thc production of capital 
goods available today do not burden the buyer; their incidence falls 
entirely on the seller. In this sense the entrepreneur who proceeds 
to buy against money capital goods for future production crosses 
out the past. His entrcprcneurial vcntures are not affected by changes 
which in the past occurred in the valuation and the prices of the 
factors of production he acquires. In this sense alone one may say 
that the owner of ready cash owns liquid funds and is free. 

6. The  Influence of the Past Upon Action 

The more the accumulation of capital goods proceeds, the greater 
becomes the problem of convertibility. The primitive methods of 
farmers and handicraftsmen of earlier ages could more easily be ad- 
justed to new tasks than modern capitalist methods. But it is pre- 
cisely modern capitalism that is faced with rapid changes in condi- 
tions. Changes in technological knowledge and in the demand of 
consumers as they occur daiIy in our time make obsoIete many of 
the plans directing the course of production and raise the question 
whether or not one should pursue the path started on. 

The spirit of sweeping innovation may get hold of men, may 
triumph over the inhibitions of sluggishness and indoIence, may incite 
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the slothful slaves of routine to a radical rescission of traditional 
valuations, and may peremptorily urge people to enter upon new 
paths leading to new goals. Doctrinaires may try to forget that we are 
in all our endeavors the heirs of our fathers, and that our civilization, 
the product of a long evolution, cannot be transformed at one stroke. 
But however strong the propensity for innovation may be, it is kept 
in bounds by a factor that forces men not to deviate too hastily from 
the course chosen by their forebears. All material wealth is a residuum 
of past activities and is embodied in concrete capital goods of limited 
convertibility. The capital goods accumulated direct the actions of 
the living into lines which they would not have chosen if their dis- 
cretion had not been restricted by binding action accomplished in 
the past. The choice of ends and of the means for the attainment of 
those ends is influenced by the past. Capital goods are a conservative 
element. They force us to adjust our actions to conditions brought 
about by our own conduct in earlier days and by the thinking, choos- 
ing and acting of bygone generations. 

W e  may picture to ourselves the image of how things would be if, 
equipped with our present knowledge of natural resources, geogra- 
phy, technology, and hygienics, we had arranged all processes of 
production and manufactured all capital goods accordingly. W e  
would have located the centers of production in other places. W e  
would have populated the earth's surface in a different way. Some 
areas which are today denseIy inhabited and full of plants and farms 
would be less occupied. W e  would have assembled more people and 
morc shops and farms in other areas. All establishments would be 
equipped with the most efficient machines and tools. Each of them 
would be of the size required for the most economical utilization of its 
capacity of production. In the world of our perfect planning there 
would be no technological backwardness, no unused capacity to pro- 
duce, and no avoidable shipping of men or of goods. The productivity 
of human exertion would far surpass that prevailing in our actual, 
imperfect state. 

The  writings of the socialists are full of such utopian fancies. 
Whether they call themselves Marxian or non-Marxian socialists, 
technocrats, or simply planners, they are all eager to show us how 
foolishly things are arranged in rcality and how happily men could 
live if they were to invest the reformers with dictatorial powers. It 
is only the inadequacy of the capitalist mode of production that pre- 
vents mankind from enjoying all the amenities which could be pro- 
duced under the contemporary state of technological knowledge. 

The fundamental error involved in this rationalistic romanticism 
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is the misconception of the character of the capital goods available 
and of their scarcity. The intermediary products available today 
were manufactured in the past by our ancestors and by ourselves. ~ c e  
plans which guided their production were an outgrowth of the then 
prcvailing ideas concerning cnds and technological procedures. If 
w-e consider aiming at different ends and choosing different methods 
of production, we are faced with an alternative. W e  must either 
leave unused a great part of the capital goods available and start afresh 
producing modern equipment, or we must adjust our production 
processes as far as possible to the specific character of the capital goods 
available. The choice rests, as it always does in the market economy, 
with the consumers. Their conduct in buying or not buying settles 
the issue. In choosing between old tenements and new ones equipped 
with all the gadgets of comfort, between railroad and motorcar, be- 
tween gas and electric light, between cotton and rayon goods, be- 
tween silk and nylon hosiery, they implicitly choose between a con- 
tinued employment of previously accumulated capital goods and 
their scrapping. When an old building which could still be inhabited 
for years is not prematurely demolished and replaced by a modern 
house because the tenants are not preparcd to pay high& rents and 
prefer to satisfy other wants instcad of living in more comfortabIe 
homes, it is obvious how prescnt consumption is influcnced by condi- 
tions of the past. 

The fact that not every technological improvement is instantly 
applied in the whole field is not more conspicuous than the fact that 
not everybody throws away his old car or his old clothes as soon as 
a better car is on the marlrct or new patterns become fashionable. In 
all such things people are motivatcd by the scarcity of goods available. 

A new machine, more efficient than those used previously, is 
constructed. Whether or not the plants equipped with the old, less 
efficient machincs will discard them in spite of the fact that they are 
still utilizable and replace them by the new nlodcl depends on the 
degree of the new machine's superiority. Only if this superioriw 
is great enough to compensate for the additional expenditure required, 
is the scrapping of the old equipment economically sound. Let p be 
the price of the new machine, q the price that can be realized by 
selling the old machine as scrap iron, a the cost of producing one 
unit of product by the old machine, b the cost of producing one unit 
of product by the new machine without taking into account the 
costs required for its purchase. Let us further assume that the emi- 
nence of the new machine consists rnercly in a better utilization of 
raw material and labor employed and not in manufacturing a greater 
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quantity of products and that thus the annual output z remains un- 
changed. Then the replacement of the old machine by the new one is 
advantagzous if the yield z (a - b) is large enough to make good for 
the expenditure of p - q. We may disregard the writing off of de- 
preciation in assuming that the annual quotas arc not greater for the 
new machine than for the old one. The same considerations hold true 
also for the transfer of an already existing plant from a place in which 
conditions of production are less favorable to a location offering 
more favorable conditions. 

Technological backwardness and economic inferiority are two dif- 
ferent things and must not be confused. It can happen that a produc- 
tion aggregate w-hich from a merely technological point of view 
appears outclassed is in a position to compete successfully with 
aggregates better equipped or located at more favorable sites. The 
degree of the superiority provided by the technologically more 
efficient equipment or by the more propitious location as compared 
with the surplus expenditure required for the transformation decides 
the issue. This relation depends on the convertibility of the capital 
goods concerned. 

The distinction between technological perfection and economic 
expediency is not, as romantic engineers would have us believe, a 
feature of capitalism. It is true that only economic calculation as 
possible solely in a market economy gives the opportunity to establish 
all th: computations required for the cognition of the relevant facts. 
A socialist nlanagement .would not be in a position to ascertain the 
state of affairs by arithmetical methods. It would therefore not know 
xvhetlier or not what it plans and puts into operation is the most ap- 
propriate procedure to employ the means available for the satisfaction 
of what it considers to be the kost  urgent of the still unsatisfied wants 
of the people. But if it were in a position to calculate, it would not 
proceed in a way difFerent from that of the calculating businessman. 
It would not squander scarce factors of production for the satisfaction 
of wants deemed iess urgent if this wouid prevent the satisfaction of 
morc urgent wants. It would not hurry to scrap still utilizable produc- 
tion facilities if thc investment required would impair the expansion 
of thc production of more urgently needed goods. 

If one takrs the problem of convertibility into proper account, 
on: cnn easilv explode manv widespread fallacies. Take, for instance, 
th; infnnt industries argument advanced in favor of protection. Its 
s~lnpor tm assert that temporary protection is needed in order to 
develop proccssing industries in places in which natural conditions 
for their operation are more favorable or, at least, no less favorable 
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than in the areas in which the older established competitors are located. 
These older industries have acquired an advantage by their early 
start. They are now fostered by a merely historical, accidental, and 
manifestly "irrational" factor. This advantage prevents the establish- 
ment of competing plants in areas the conditions of which give 
promise of becoming able to produce more cheaply than, or at 
least as cheaply as, the old ones. It may be admitted that protection 
for infant industries is temporarily expensive. But the sacrifices made 
will be more than repaid by the gains to be reaped later. 

The truth is that the establishment of an infant industry is ad- 
vantageous from the economic point of view only if the superiority 
of the new location is so momentous that it outweighs the disad- 
vantages resulting from the abandonment of nonconvertible and non- 
transferable capital goods invested in the older established plants. If 
this is the case, the new plants will be able to compete successfully 
with the old ones without any aid given by the government. If it 
is not the case, the protection granted to thcm is wasteful, even if 
it is only temporary and enables the new industry to hold its own at a 
later period. The tariff amounts virtually to a subsidy which the con- 
sumers are forced to pay as a compensation for the employment of 
scarce factors of production for the replacement of still utilizable 
capital goods to be scrapped and the withholding of these scarce 
factors from other employments in which they could render services 
valued higher by the consumers. The consumers are deprived of the 
opportunity to satisfy certain wants because the capital goods re- 
quired are directed toward the production of goods which were al- 
ready available for them in the absence of tariffs. 

There prevails a universal tendency for all industries to move to 
those locations in which the potentialities for production are most 
propitious. In the unhampered market economy this tendencv is 
slowed down as much as due consideration to the inconvertibkty 
of scarce capital goods requires. This historical element does not 
give a permanent superiority to the old industries. It only prevents 
the waste originating from investments which bring about unused 
capacity of still utilizable production facilities on the one hand and 
a restriction of capital goods available for the satisfaction of un- 
satisfied wants on the other hand. In the absence of tariffs the migra- 
tion of industries is postponed until the capita1 goods investcd in the 
old plants are worn out or become obsolete by technological im- 
provements which are so momentous as to necessitate their replace- 
ment by new equipment. The industrial history of the United States 
povidls numerous examples of the shifting, within the boundaries 
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of the country, of centers of industrial production which was not 
fostered by any protective measures on the part of the authorities. 
The infant industries argument is no less spurious than all the other 
arguments advanced in favor of protection. 

Another popuIar fallacy refers to the alleged suppression of useful 
patents. A patent is a legal monopoly granted for a limited number 
of years to the inventor of a new contrivance. At this point we are 
not concerned with the question whether or not it is a good policy to  
grant such exclusive privileges to inventors.14 W e  have to deal only 
with the assertion that "big business" misuses the patent system to 
withhold from the public benefits it could derive from technological 
improvement. 

In granting a patent to an inventor the authorities do not investigate 
the invention's economic significance. They are concerned merely 
with the priority of the idea and limit their examination to technologi- 
cal problems. They deal with the same impartial scrupulousness with 
an invention which revolutionizes a whole industry and with some 
trifling gadget, the uselessness of which is obvious. Thus patent pro- 
tection is provided to a vast number of quite worthless inventions. 
Their authors are ready to overrate the importance of their contri- 
bution to the progress of technological knowledge and build exag- 
gerated hopes upon the material gain it could bring them. Disap- 
pointed, they grumble about the absurdity of an economic sys- 
tem that deprives the people of the benefi; of technological prog- 
ress. 

The conditions under which it is economical to substitute new 
i~nproved equipment for still utilizable older tools have been pointed 
out above. If these conditions are absent, it does not pay, either for 
private enterprise in a market economy or for the socialist manage- 
ment of a totalitarian system, to adopt the new technological process 
immediately. The new machinery to be produced for new plants, 
the expansion of already existing plants and the replacement of old 
equipment torn out will be effected according to the new design. 
But the still utilizable equipment will not be scrapped. The new proc- 
ess will bc adopted only step by step. The plants equipped with the 
old devices are for some time still in a position to stand the competi- 
tion of those equippcd with the new ones. Those questioning the 
correctness of this statement should ask themselves whether they 
always throw away their vacuum cleaners or radio sets as soon as 
better models are offered for sale. ' 

It does not make any difference in this regard whether the new 

14. Cf. above, pp. 382-383, and below, pp. 676677. 
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invention is or is not protected by a patent. A firm that has acquired 
a license has already expended money for the new invention. If it 
nonetheless does not adopt the new method, the reason is that its 
adoption does not pay. It is of no avail that the government-created 
nlonopoly which the patent provides prevents competitors from 
applying it. What counts alone is the degree of superiority secured 
by the new invention as against old methods. Superiority means re- 
duction in the cost of production per unit or such an improvement 
in the quality of the product that buyers are ready to pay adequately 
higher prices. The absence of a sufficient degree of superioritv to 
make the cost of transformation profitable is proof of the fact-that 
consumers are more intent upon acquiring other goods than upon en- 
joying the benefits of the new invention. It is the consumers with 
whom the ultimate decision rests. 

Superficial observers sometimes fail to see these facts because they 
are deluded by the practice of many big enterprises of acquiring the 
rights granted by a patent in their field regardIess of its usefulness. 
This practice stems from various considerations: 

I. The economic significance of the innovation is not yet recog- 
nizable. 

z. The innovation is obviously useless. But the firm beIieves that it 
could develop it in such a way as to make it useful. 

3 .  The immediate application of the innovation does not pay. But 
the firm intends to apply it later when replacing its worn-out equip- 
ment. 

4. The firm wants to encourage the inventor to continue his re- 
search in spite of the fact that up to now his endeavors have not re- 
sulted in a practically utilizable innovation. 

j. The firm wants to placate litigious inventors in order to spare 
the money, time, and nervous strain which frivolous infringement 
suits bring about. 

6. The firm resorts to hardly disguised bribery or yields to veiled 
3 .  o~ackmaii when paying for quite usciess patents to oficers, engineers, 
or other influential personnel of firnis or institutions which are its 
customers or potential customers. 

If an invention is so superior to the old processes that it makes the 
old equipment obsolete and peremptorily demands its immediate re- 
placement by new machines, the transformation will be effected no 
matter whether the privilege conferred by the patcnt is in the hands 
of the owners of the old equipmeht or of an independent firm. The 
assertions to the contrary are based on the assumption that not only 
the inventor and his attorneys but aIso all people already active in 
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the field of production concerned or prepared to enter into it if an 
opportunity is offered to them fail entirely to grasp the importance 
of the invention. The inventor sells his rights to the old firm for a 
trifle because no one else wants to acquire them. And this old firm is 
also too dull to see the advantages that it could derive from the ap- 
plication of the invention. 

Now, i t  is true that a technological improvement cannot be 
adopted if people are blind to its usefulness. Under a socialist manage- 
ment the incompetence or stubborness of the officers in charge of 
the department concerned would be enough to prevent the adoption 
of a more economical method of production. The same is the case 
with regard to inventions in fields dominated by the government. 
The most conspicuous examples are provided by the failure of 
eminent military experts to comprehend the significance of new 
devices. The great Napoleon did not recognize the help which steam- 
boats could give to his plans to invade Great Britain; both Foch and 
the German general staff underestimated on the eve of the first World 
War the importance of aviation, and later the eminent pioneer of air 
power, General Billy Mitchell, had very unpleasant experiences. But 
things are entirely different in the orbit in which the market economy 
is not hampered by bureaucratic narrow-mindedness. There a tend- 
ency to overrate rather than to underestimate the potentialities of 
an innovation prevails. The history of modern capitalism shows in- 
numerable instances of abortive attempts to push innovations which 
proved futile. Many promoters have paid heavily for unfounded 
optimism. It would be more realistic to blame capitalism for its 
propensity to over-value useless innovations than for its alleged sup- 
pression of useful innovations. It is a fact that large sums have been 
wasted for the purchase of quite useless patent rights and for fruitless 
ventures to apply them in practice. 

I t  is absurd to speak of an alleged bias of modern big business 
against technological improvement. The great corporations spend 
hrirrp PIT-S the sCzr& for ~ e w  processes afid fie.,t. devices. ---a- --- 

Those lamenting an alleged suppression of inventions on the part 
of free enterprise must not think that they have proved their case 
by referring to the fact that many patents are either never utilized 
at all or only used after a long delay. I t  is manifest that numerous 
patents, perhaps the far greater number of them, are quite useless. 
Those alleging suppression of useful innovations do not cite a single 
instance of such an innovation's being unused in the countries pro- 
tecting it by a patent while it is used by the Soviets-no respecters of 
patent privileges. 
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The limited convertibility of capital goods plays an important 

role in human geography. The present distribution of human abodes 
and industrial centers over the earth's surface is to a certain degree 
determined by historical factors. The fact that definite sites were 
chosen in a distant past is still operative. There prevails, it is true, a 
universal tendency for people to move to those areas which offer the 
most propitious potentialities for production. However, this tendency 
is restrained not only by institutional factors, such as migration 
barriers. A historical factor also plays a momentous role. Capital goods 
of limited convertibility have been invested in areas which, from the 
point of view of our present knowledge, offer less favorable op- 
portunities. Their immobilization counteracts the tendency to locate 
plants, farms, and dwelling places according to the state of our 
contemporary information about geography, geology, plant and 
animal physiology, climatology, and other branches of science. 
Against the advantages of moving toward sites offering better physical 
opportunities one must weigh the disadvantages of leaving unused 
capital goods of limited convertibility and transferability. 

Thus the degree of convertibility of the supply of cipital goods 
available affects all decisions concerning production and consumption. 
The smaller the degree of convertibility, the more realization of 
technological improvement is delayed. Yet it would be absurd to 
refer to this retarding effect as irrational and antiprogressive. T o  
consider, in planning action, all the advantages and disadvantages 
expected and to weigh them against one another is a manifestation of 
rationality. Not the soberly calculating businessman, but the romantic 
technocrat is to blame for a delusive incomprehension of reality. 
What sloxvs down technological improvemenr is not the imperfect 
convertibility of capital goods, but their scarcity. W e  arc not rich 
enough to renounce the services which still utilizable capital goods 
could provide. The fact that a supply of capital goods is available 
does not check progress; it is, on the contrary, the indispensable 
condition of any improvement and progress. The heritage of the past 
embodied in our suppIy of capital goods is our wealth and the fore- 
most means of further advancement in well-being. It is true, we 
would be stilI better off if our ancestors and we ourselves in our 
past actions had succeeded in better anticipating the conditions under 
which we must act today. The cognizance of this fact explains many 
phenomena of our time. But it does not cast any blame upon the 
past nor does it show any imperfection inherent in the market econ- 
omy. 
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7. Accumulation, Maintenance and Consumption 
of Capital 

Capita1 goods are intcrmediary products which in the further 
course of production activities are transforrncd into consumers' 
goods. All capital goods, including those not called perishable, perish 
cither in wearing out their serviceablencss in the performance of 
production proccsses or in losing their serviceablencss, evcn before 
this happens, through a change in the market data. There is no 
question of keeping a stock of capital goods intact. They are transient. 

The notion of wealth constancy is an outgrowth of deliberate 
planning and acting. It refers to the concept of capital as applied in 
capital accounting, not to the capital goods as such. The idca of 
capital has no counterpart in the physical universe of tangible things. 
It is nowhcre but in the minds of planning mcn. It is an element in 
economic calculation. Capita1 accounting serves one purpose only. 
It is dcsigncd to make us know how our arrangement of production 
and consumption acts upon our power to satisfy future wants. The 
question i t  answers is whether a certain course of conduct increases 
or dccreases thc productivity of our future exertion. 

The intention of preserving the avaiIable supply of capital goods 
in full power or of increasing i t  could also direct the actions of men 
who did not have the mental too1 of economic calculation. Primitive 
fishcrmen and hunters were certainly aware of the difference between 
maintaining their tools and devices in good shape and serviceableness 
and wearing them out without providing for adequate replacements. 
An old-fashioned peasant, committed to traditional routine and 
ignorant of accountancy, knows very we11 the significance of main- 
taining intact his live and dead stock. Under the simple conditions 
of a stationary or slowly progrcssing cconorny it is feasible to operate 
successfully evcn in the abscnce of capital accounting. There the 
maintcnance of a by and large u~~changed supply of capital goods 
can be effccted either by currcnt production of pieces destined 
to replace those worn out or by the accumuIation of a fund of con- 
sumcrs' goods which makes it possible to devote effort at a latcr time 
toward the replacement of such capital goods without bcing forced 
to restrict consumption temporarily. But a changing industrial econ- 
omy cannot do without economic calculation and its fundamental 
concepts of capita1 and income. 

Conceptual realism has muddied the comprehension of the con- 
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cept of capital. It  has brought about a mythology of capital.15 An 
existence has been attributed to "capital," independent of the capital 
goods in which it is embodied. Capital, it is said, reproduces itself and 
thus provides for its own maintenance. Capital, says the Marxian, 
hatches out profit. All this is nonsense. 

Capital is a praxeological concept. If we were to resort to the 
terminology of traditional philosophy, which is characterized by 
neglect of all praxeological issues, we could call it a voIuntaristic 
concept. It  is a product of reasoning, and its placc is in the human 
mind. It is a mode of looking at the problems of acting, a method of 
appraising them from the point of view of a definite plan. It dcter- 
mines the course of human action and is, in this scnsc only, a real 
factor. It is inescapably linked with capitalism, the market economy. 
It is a mere shadow in economic systems in which there is no market 
exchange and no money prices of goods of all orders. 

The capital concept is operative as far as men in their actions let 
themselves be guided by capital accounting. If the entrepreneur has 
employed factors of production in such a way that the money equiv- 
alent of the products at least equals the money equivalent of the 
factors expended, he is in a position to replace the capital goods ex- 
pended by new capital goods the money equivalent of which equals 
the money equivalent of those expended. But the employment of the 
gross proceeds, their allotment to the maintenance of capital, con- 
sumption, and the accumulation of new capital is always the outcome 
of purposive action on the part of the entrepreneurs and capitalists. 
It is not "automatic"; it is by necessity the result of deliberate action. 
And it can be frustrated if the computation on which it is based was 
vitiated by negligence, error, or misjudgment of future conditions. 

Additional capital can be accumulated only by saving, i.e.. a surplus 
of production over consumption. Saving may consist in a restriction 
of consumption. But it can also be brought about, without a further 
restriction in consumption and without a change in the input of capita1 
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in different ways: 

I .  hTatural conditions have become more propitious. Harvests are 
more plentiful. People have access to more fertile soil and have dis- 
covered mines yielding higher returns per unit of input. Cataclysms 
and catastrophes which in repeated occurrence frustrated human 
effort have become less frequent. Epidemics and cattle plagucs have 
subsided. 

'5. Cf. Hayek, "The Mythology of Capital," T h e  Quarterly Joqmnl of 
Economics, L (1936), 223  ff. 
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z. People have succeeded in rendering some production processes 
more fruitful without investing more capital goods and without a 
further lengthening of the period of production. 

3. institutional disturbances of production activitics have become 
lcss frccpent. The losses caused by war, rcvolutions, strikes, sabotage, 
and other crimes have been reduced. 

If the surpluses thus brought about arc employed as additional 
investment, they further increase future net proceeds. Then it be- 
comes possible to expand consumption without prejudice to the sup- 
ply of capital goods available and the productivity of labor. 

Capital is always accumulated by individuals or groups of individ- 
uals acting in concert, nevcr by the Volkswirtschaft or the society.'" 
It may happen that while some actors are accumulating additional 
capital, others are at the same time consuming capital previously 
accumulated. If these two processes are equal in amount, the sum 
of the capital funds avajlabIe in the market system remains unaltered 
and it is as if no change in the total amount of capital goods available 
had occurred. The accumulation of additional capital on the part of 
some people merely removes the necessity of shortening the period 
of production of some processcs. But no further adoption of processes 
with a longer period of production becomes feasible. If we look at 
affairs from this angle wc may say that: a transfer of capital took place. 
But one must guard oneself against confusing this notion of capital 
transfer with the conveyance of property from one individual or 
group of individuals to others. 

The sale and purchase of capital goods and the loans granted to 
business are not as such capita1 transfer. They are transactions which 
are instrumental in conveying the concretc capital goods into the 
hands of those entrepreneurs who want to employ them for the 
performance of definite projects. They are only ancillary steps in 
the course of a long-range sequence of acts. l h e i r  composite effect 
decides the success or failure of the whole project. But neither profit 
nor loss directly brings about either capita1 accumulation or capital 
consumption. I t  is the way in which those in whose fortune profit 
or loss occurs arrange their consumption that alters the amount of 
capital available. 

Capital transfer can be effected both without and with a convey- 
ance in the owncrship of capital goods. The formcr is the casc when 
one man consumes capital while another man independentlv ac- 
cumulates capital in the same amount. The latter is the case if the 

16. The state and the municipaliries, in the market economy, are also merely 
actors representing concerted action on the part of definite groups of individuals. 
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seller of capital goods consumes the proceeds while the buyer pays 
the price out of a nonconsumed-saved-surplus of net proceeds 
over consumption. 

Capital consumption and the physical extinction of capital goods 
are two different things. A11 capital goods sooner or later enter into 
final products and cease to exist through use, consumption, wear 
and tear. What can be preserved by an appropriate arrangement of 
consumption is only the value of a capital fund, never the concrete 
capital goods. It may sometimes happen that acts of God or man- 
made destruction result in so great an extinction of capital goods that 
no possible restriction of consumption can bring about in a short time 
a replenishment of the capital funds to its previous level. But what 
brings about such a depletion is always the fact that the net proceeds 
of current production devoted to the maintenance of capital are not 
sufficiently large. 

8. T h e  Mobility of the Investor 

The limited convertibility of the capital goods does not immovably 
bind their owner. The investor is free to alter the investment of his 
funds. If he is able to anticipate the future state of the market more 
correctly than other people, he can succeed in choosing only invest- 
ments whose price will rise and in avoiding investments whose price 
will drop. 

Entrepreneurial profit and loss emanate from the dedication of 
factors of production to definite projects. Stock exchange specula- 
tion and analogous transactions outside the securities market deter- 
mine on whom the incidence of these profits and losses shall fall. 
A tendency prevails to make a sharp distinction between such purely 
speculative ventures and genuinely sound investment. The distinc- 
tion is one of degree only. There is no such thing as a nonspeculative 
investment. In a changing economy action always involves specula- 
tion. Investments may be good or bad, but they are always speculative. 
A radical change in conditions may render bad even investments 
commonly considered perfectly safe. 

Stock speculation cannot undo past action and cannot change any- 
thing with regard to the limited convertibility of capital goods al- 
ready in existence. What it can do is prevent additional investment in 
branches and enterprises in yhich, according to the opinion of the 
speculators, it would be misplaced. It points the specific way for 
a tendency, prevailing in the market economy, to expand profitable 
production ventures and to restrict the unprofitable. In this sense the 
stock exchange becomes simply "the market," the focal point of the 
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market economy, the ultimate device to make the anticipated de- 
mand of the consumers supreme in the conduct of business. 

The mobility of the investor manifests itself in the phenomenon 
called capital flight. Individual investors can go away from invest- 
ments which they consider unsafe provided that they are ready to 
take the loss already discounted by the market. Thus they can pro- 
tect themselves against anticipated further losses and shift them to 
people who are less realistic in their appraisal of the future prices of 
the goods concerned. Capital flight does not withdraw inconvertible 
capital goods from the lines of their investment. It consists merely 
in a change of ownership. 

It makes no difference in this regard whether the capitalist "flees" 
into another domestic investment or into a foreign investment. One 
of the main objectives of foreign exchange control is to prevent 
capital flight into foreign countries. However, foreign exchange 
control only succeeds in preventing the owners of domestic in- 
vestments from restricting their losses by exchanging in time a 
domestic investment they consider unsafe for a foreign investment 
they consider safer. 

If all or certain classes of domestic investment are threatened by 
partial or total expropriation, the market discounts the unfavorable 
consequences of this policy by  an adequate change in their prices. 
When this happens, it is too late to resort to flight in order to avoid 
being victimized. Only those investors can come off with a small 
loss who are keen enough to forecast the disaster at a time when the 
majority is still unaware of its approach and its significance. What- 
ever the various capitalists and entrepreneurs may do, they can never 
make mobile and transferable inconvertible capital goods. While this, 
at least, is admitted by and large with regard to fixed capital, it is 
denied with regard to circulating capital. It is asserted that a business- 
man can export products and fail to reimport the proceeds. People 
do not see that an enterprise cannot continue its operations when de- 
prived of its circulating capital. If a businessman exports his own 
funds employed for the current purchase of raw materials, labor, 
and other essential requirements, he must replace them by funds 
borrowed. The grain of truth in the fable of the mobility of cir- 
culating capital is the fact that it is possible for an investor to avoid 
losses menacing his circulating capital independently of the avoidance 
of such losses menacing his fixed capital. However, the process of 
capital flight is in both instances the same. It is a change in the person 
of the investor. The investment itself is not affected; the capital 
concerned does not emigrate. 
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Capital flight into a foreign country presupposes the propensity 

of foreigners to exchange their investments abroad against those in 
the country from which capital flees. A British capitalist cannot flee 
from his British investments if no foreigner buys them. It foilows that 
capital flight can never result in the much talked about deterioration 
of the balance of payments. Seither can it tnake foreign exchange 
rates rise. If many capitalists-whether British or foreign-want to 
get rid of British securities, a drop in their prices will ensue. But it 
u41 not affect the exchange ratio between the sterling and foreign 
currencies. 

The  same is valid with regard to capital invested in ready cash. 
The owner of French francs who anticipates the consequences of 
the French Government's inflationary policy can either flee into 
"real goods" by the purchase of goods or  into foreign exchange. 
But he must find people \vho are ready to take francs in exchange. 
He can flee only as long as there are still people left who appraise 
the future of the franc more optimistically than hc himself does. 
What  makes commodity prices and foreign exchange rates rise is 
not the conduct of those ready to give away francs, but the conduct 
of those refusing to take them except at a low rate of exchange. 

Governments pretend that in resorting to foreign exchange re- 
strictions to prevent capital flight they are motivated by considera- 
tion of the nation's vital interests. What  they really bring about is 
contrary to the materiai interests of many citizens without any 
benefit to any citizen or to the phantom of the Volkswirtschaft. If 
there is inflation going on in France, it is certainly not to the advan- 
tage either of the nation as a whole or of any citizen that all the 
disastrous consequences should affect Frenchmen only. If some 
Frenchmen were to unload the burden of these losses on foreigners 
hy selling them French banknotes or bonds redeemable in such 
banknotes, a part of these losses would fall upon foreigners. The 
manifest outcome of the prevention of such transactions is to make 
some Frenchmen poorer without malting any Frenchmen richer. 
From the nationalist point of view this hardly seems desirable. 

PopuIar opinion finds something objectionable in every possible 
aspect of stock market transactions. If prices are rising, the specula- 
tors are denounced as profiteers who appropriate to themsclves what 
by rights belongs to other people. If prices drop, the spxulators are 
denounced for squandering the nation's wealth. The  profi:s of the 
speculators are vilified as robbery and thzft at  the expense of the 
rest of the nation. It is insinuated that they are the cause of the 
public's poverty. I t  is customary to draw a distinction between 
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this dishonest bounty of the jobbers and the profits of the manu- 
facturer who does not merely gamble but supplies the consumers. 
Even financial writers fail to realize that stock exchange transactions 
produce neither profits nor losses, but are only the consummation 
of profits and losses arising in trading and manufacturing. These 
profits and losses, the outgrowth of the buying public's approval or 
disapproval of the investments effected in the past, are made visible 
by the stock market. The turnover on the stock market does not 
affect the public. It is, on the contrary, the public's reaction to the 
mode in which investors arranged production activities that det.er- 
mines the price structure of the securities market. It  is ultimately the 
consumers' attitude that makes some stocks rise, others drop. Those 
not saving and investing neither profit nor lose on account of fluctua- 
tions in stock exchange quotations. The trade on the securities mar- 
ket merely decides which investors shaIl earn profits and which shall 
suffer losses.1T 

9. Money and Capital; Saving and Investment 

Capital is computed in terms of money and represents in such ac- 
counting a definite sum of money. But capital can also consist of 
amounts of money. As capital goods also are exchanged and as such 
exchanges are effected under the same conditions as the exchange of 
all other goods, here too indirect exchange and the use of money 
become peremptory. In the market economy no participant can 
forego the advantages which cash-holding conveys. Not only in 
their capacity as consumers, but also in their capacity as capitalists 
and entrepreneurs, individuals are under the necessity of keeping 
cash holdings. 

Those who have seen in this fact something puzzling and contra- 
dictory have been misled by a misconstruction of monetary calcula- 
tion and capital accounting. They attempt to assign to capital account- 
ing tasks which it can never achieve. Capital accounting is a mental 
tool of calculating and computing suitable for individuals and groups 
of individuals acting in the market economy. Only in the frame of 
monetary calculation can capital become computable. The sole task 
that capital accounting can perform is to show to the various individ- 
uals acting within a market economy whether the money equiv- 
alent of their funds devoted to acquisitive action has changed and to 
what extent. For all other purposes capital accounting is quite useless. 

17. T h e  popular doctrine that the stock exchange "absorbs" capital and money 
is critically analyzed and entirely refuted by F. Machlup, The Stock Marker, 
Credit and Capital Formation, trans. by V .  Smith (London, 1940)~ pp. 6-1 jj. 
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If one tries to ascertain a magnitude called the volks.'~i~tschaftliche 

capital or the social capital as distinct both from the acquisitive capital 
of various individuals and from the meaningless concept of the sum 
of the various individual's acquisitive capital funds, then, of course, 
one is troubled by a spurious problem. What is the role of money, 
one asks, in such a concept of social capital? One discovers a momen- 
tous difference between capita1 as seen from the individual's point of 
view and as seen from the standpoint of society. However, this 
whole reasoning is utterly fallacious. It is obviously contradictory to 
eliminate reference to money from the computation of a magnitude 
which cannot be computed otherwise than in terms of money. It is 
nonsensical to resort to monetary calculation in an attempt to ascertain 
a magnitude which is meaningIess in an economic system in which 
there cannot be any money and no money prices for factors of 
production. As soon as our reasoning passes beyond the frame of a 
market society, it must renounce every reference to money and 
money prices. The concept of social capital can only be thought of 
as a collection of various goods. It is impossible to compare nvo 
colIections of this type otherwise than by declaring that one of them 
is more serviceable in removing the uneasiness felt by the whole of 
society than the other. (Whether or not such a comprehensive judg- 
ment can be pronounced by any mortal man is another question,) 
No monetary expression can be applied to such collections. Mone- 
tary terms are void of any meaning in dealing with the capital prob- 
lems of a social system in which there is no market for factors of 
production. 

In recent years economists have paid special attention to the role 
cash holding plays in the process of saving and capital accumulation. 
Many fallacious conclusions have been advanced about this role. 

If an individual employs a sum of money not for consumption but 
for the purchase of factors of production, saving is directly turned 
into capital accumulation. If the individual saver employs his addi- 
tionai savings for increasing his cash holding because this is in his 
eyes the most advantageous mode of using them, he brings about a 
tendency toward a fall in commodity prices and a rise in the mone- 
tary unit's purchasing power. If we assume that the supply of money 
in the market system does not change, this conduct on the part of the 
saver will not directly influence the accumulation of capital and its 
employment for an expansion of production.18 The effect of our 

18. Indirectly capital accumulation is affected by the changes in wealth and in- 
comes which every instance of cash-induced change in the purchasing power of 
money brings about. 
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saver's saving, i.e., the surplus of goods produced over goods con- 
sumed, does not disappear on account of his hoarding. The prices 
of capital goods do not rise to the height they would have attained 
in the absence of such hoarding. But the fact that more capital goods 
are available is not affected by the striving of a number of people 
to increase their cash holdings. If nobody employs the goods-the 
nonconsumption of which brought about thc additional saving-for 
an expansion of his consumptive spending, they remain as an incre- 
ment in the amount of capital goods available, whatever their prices 
may be. The two processes-increased cash holding and increased 
capital accumulation-take place side by side. 

A drop in commodity prices, other things being equal, causes 
a drop in the money equivalent of the various individuals' capital. 
But this is not tantamount to a reduction in the supply of capital goods 
and does not require an adjustment of prod~~ction activities to an 
alleged impoverishment. It merely alters the moncy items to be ap- 
plied in monetary calculation. 

Now let us assume that an increase in thc quantity of credit money 
or of fiat money or credit expansion produces the additional money 
required for an expansion of the individuals' cash holdings. Then 
three processes takc their course indcpendently: a tendency toward 
a fall in commodity prices brought about by the increase in the 
amount of capital goods available and the resulting expansion of 
production activities, a tendency toward a fall in prices brought about 
by an increased demand of money for cash holding, and finally a 
tendency toward a rise in prices brought about by the increase in 
the supply of money (in the broader sense). The three processes 
are to some extent synchronous. Each of them brings about its 
particular effects which, according to the circumstances, may be 
intensified or weakened by the opposite effects originating from 
one of the other two. But the main thing is that the capital goods 
resulting from the additional saving are not destroyed by the coinci- 
dent monctary changes-changes in the demand for and the supply 
of money (in the broader sense). Whenever an individual devotes 
a sum of money to saving instead of spending it for consumption, the 
proccss of saving agrees perfectly with the process of capital ac- 
cumulation and investment. I t  does not matter whether the individual 
saver does or does not increase his cash hoIding. The act of saving 
always has its counterpart in a supply of goods produced and not 
consumed, of goods available for further production activities. A 
man's savings are always embodied in concrete capital goods. 

The idea that hoarded money is a barren part of the total amount 
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of wealth the increase of which causes shrinkage in that part of 
wealth that is devoted to production is correct only to the extent that 
the rise in the monetary unit's purchasing power results in the em- 
ployment of additional factors of production for the mining of gold 
and in the transfer of gold from industrial to monetary employment. 
But this is brought about by the striving after increased cash holdings 
and not by saving. Saving, in the tnarket economy, is possibIe only 
through abstention from the consumption of a part of income. The 
individual saver's employment of his savings for hoarding influences 
the determination of money's purchasing power, and may thus reduce 
the nominal amount of capital, i.e., its money equivalent; it does not 
rendcr any part of the accumulated capital sterile. 



XIX. T H E  RATE OF INTEREST 

I. T h e  Phenomenon of Interest 

T has been shown that time preference is a category inherent in I every human action. Time preference manifests itself in the 
phenomenon of originary interest, i.e., the discount of future goods 
as against present goods. 

Interest is not merely interest on capital. Interest is not the specific 
income derived from the utilization of capital goods. The corre- 
spondence between three factors of production-labor, capital, and 
land-and three classes of income-wages, profit, and rent-as taught 
by the classical economists is untenable. Rent is not the specific 
revenue from land. Rent is a general catallactic phenomenon; it plays 
in the yield of labor and capital goods the same role it plays in the 
yield of land. Furthermore there is no homogcneous source of income 
that could be called profit in the sense in which the classical econo- 
mists applied this term. Profit (in the sense of entrepreneurial profit) 
and interest are no more characteristic of capital than they are of land. 

The prices of consumers' goods are by the interplay of the forces 
operating on the market apportioned to the various complementary 
factors cooperating in their production. As the consumers' goods are 
present goods, while the factors of production are means for the pro- 
duction of future goods, and as present goods are valued higher than 
future goods of the same kind and quantity, the sum thus apportioned, 
even in the imaginary construction of the evenly rotating economy, 
falls behind the present price of the consumers' goods concerned. 
This difference is the originary interest. It is not specifically con- 
nected with any of the three classes of factors of production which 
the classical economists distinguished. Entrepreneurial profit and loss 
are produced by changes in the data and the resulting price changes 
which occur in the passing of the period of production. 

Naive reasoning does not see any problem in the current revenue 
derived from hunting, fishing, cattle breeding, forestry, and agricul- 
ture. Nature generates deer, fish, and cattle and makes them grow, 
causes the cows to give milk and the chickens to lay eggs, the trees 
to put on wood and to bear fruit, and the seeds to shoot into ears. 
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He who has a title to appropriate for himself this recurring wealth 
enjoys a steady income. Like a stream w-hich continualIy carries new 
water, the "strcam of income" flows continually and conveys again 
and again new wealth. The whole process is plainly a natural phenom- 
enon. But for thc economist a prohlem is presented in the determina- 
tion of prices for land, cattle, and all the rest. If future goods were 
not bought and sold at a discount as against present goods, the buyer 
of land would ham to pay a price which equals the sum of all future 
net revenues and which would leave nothing for a current reiterated 
income. 

The yearly recurring proceeds of the owners of land and cattle 
are not marked by any characteristic which would catallactically dis- 
tinguish them from the procecds stemming from produced factors of 
production which are used up sooner or later in the processes of pro- 
duction. The power of disposal over a piece of land is the control of 
this field's cooperation in the production of all the fruit which can 
ever be grown on it, and the power of disposal over a mine is the 
control of its cooperation in the extraction of all the minerals which 
can ever be brought to the surface from it. In the same way the own- 
ership of a machine or a hale of cotton is the control of its cooperation 
in thc manufacture of all goods which are produced with its coopera- 
tion. The fundamental fallacy implied in all the productivity and use 
approaches to the problem of interest was that they traced back the 
phcnomcnon of interest to these productive services rendered by the 
factors of production. However, the serviceableness of the factors of 
production determines the prices paid for them, not interest. These 
prices exhaust the whole difference between the productivity of a 
process aided by a definite factor's cooperation and that of a process 
lacking this cooperation. The djffercnce between the sum of the 
prices of the complen~entary factors of production and the products 
which emerges even in the absence of changes in the markct data 
concerned, is an outcome of the higher valuation of present goods as 
compared w i h  iumre goods. As production goes on, the factors of 
production arc transformed or ripen into present goods of a higher 
value. This increment is the source of specific proceeds flowing into 
the hands of the owncrs of thc factors of production, of originary 
interest. 

The owners of the material factors of production-as distinct from 
the pure entrepreneurs of the imaginary construction of an integra- 
tion of catallactic functions-harvest two catallactically different 
itcms: the prices paid for the productive cooperation of the factors 
they control on the one hand and interest on the other hand. These 
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two things must not be confused. It is not permissible to refer, in the 
explanation of interest, to the services rendered by the factors of pro- 
duction in the turning out of products. 

Intercst is a homogeneous phenomenon. There are no different 
sources of interest. Interest on durable goods and interest on consump- 
tion-credit are like other kinds of interest an outgrowth of the 
higher valuation of present goods as against future goods. 

2. Originary Interest 

Originary interest is the ratio of the value assigned to want- 
satisfaction in the immediate future and the value assigned to want- 
satisfaction in remoter periods of the future. It manifests itself in the 
market economy in the discount of future goods as against present 
goods. It is a ratio of commodity prices, not a price in itself. There 
prevails a tendency toward the equalization of this ratio for a11 com- 
modities. In the imaginary construction of the evenly rotating econ- 
omy the rate of originary interest is the same for all commodities. 

Originary interest is not "the price paid for the services of capi- 
tal." The higher productivity of more time-consuming roundabout 
methods of production which is referred to by Bohm-Bawerk and 
by some later economists in the explanation of interest, does not ex- 
plain the phenomenon. It is, on the contrary, the phenomenon of 
originary interest that explains why lcss time-consuming methods of 
production are resorted to in spite of the fact that more time- 
consuming methods would render a higher output per unit of input. 
Moreover, the phenomenon of originary interest explains why pieces 
of usable land can be sold and bought at finite prices. If the future 
services which a piece of land can render were to be vaIued in the 
same way in which its present services are valued, no finite price 
would be high enough to impel its owner to sell it. Land could 
ncithcr be bought nor sold against definite amounts of rnoncy, nor 
bartered against goods which can render only a finite number of 
services. Pieces of land would be bartered only against other pieces 
of land. A superstructure that can yield during a period of tcn years 
an annual revenue of one hundred dollars would be priced (gpart 
from the soil on which it is built) at the beginning of this period at 
one thousand dollars, at the beginning of the second year at nine 
hundred dollars, and so on. 

Originary interest is not a price determincd on the market by the 
I .  This is the popular definition of interest as, for instance, given by EIy, 

Adams, Lorenz, and Young, Outlines of Economics (jd ed. New York, rgzo), 
p. 493- 
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interplay of the denland for and the suppIy of capital or capital 
goods. Its height docs not depend on the extent of this dcmand and 
supply. It  is rather the rate of originary interest that determines both 
the demand for and the supply of capital and capital goods. It  de- 
termines how much of the available supply of goods is to be devoted 
to consumption in the immediate future and how much to provision 
for remoter periods of the future. 

People do not save and accumulate capital because there is interest. 
Interest is neither the impetus to saving nor the reward or the com- 
pensation granted for abstaining from immediate consumption. I t  
is the ratio in the mutual valuation of present goods as against future 
goods. 

The  loan market does not determine the rate of interest. It  adjusts 
the rate of interest on loans to the rate of originary interest as mani- 
fested in the discount of future goods. 

Originary interest is a category of human action. I t  is operative in 
any valuation of external things and can never disappear. If one day 
the state of affairs were to return which was actual at the close of the 
first millennium of the Christian era when people believed that the 
uItimate end of all earthly things mas impending, mcn would stop 
providing for future secular wants. The  factors of production would 
in their eyes bccome useless and worthlcss. The discount of future 
goods as against present goods would not vanish. I t  would, on the 
contrary, increase beyond all measure. On the other hand, the fading 
away of originary interest would mean that people do not care at a11 
for want-satisfaction in nearer periods of the future. I t  would mean 
that they prefer to an apple available today, tomorrow, in one year 
or in ten years, two apples available in a thousand or ten thousand 
years. 

We cannot even think of a world in which originary interest would 
not exist as an inexorable element in every kind of action. Whether 
there is or is not division of labor and social cooperation and whether 
society is organized on the basis of private or of public control of 
the means of production, originary interest is always present. In a 
socialist commonwealth its role would not differ from that in the 
market economy. 

~ i i h r n - ~ a w e r k  has once for all unmasked the fallacies of the nai've 
productivjty explanations of interest, ie., of the idea that interest is 
the expression of the physical productivity of factors of production. 
However, Biihm-Bawcrk has himself based his own theory to some 
extent on the productivity approach. In referring in his explanation 
to the technological superiority of more time-consuming, roundabout 
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processes of production, he avoids the crudity of the naive produc- 
tivity fallacies. But in fact he returns, although in a subtler form, 
to the productivity approach. Those later economists who, neglect- 
ing the tinie-preference idea, have stressed excIusively the produc- 
tivity idea contained in Bohm-Bawerk's theory cannot help con- 
cluding that originary interest must disappear if men were one day 
to reach a state of affairs in which no further lengthening of the 
period of production could bring about a further increase in pro- 
ductivity."This is, however, utterly wrong. Originary interest can- 
not disappear as long as there is scarcity and therefore action. 

As long as the world is not transformed into a land of Cockaigne, 
men are faced with scarcity and must act and economize; they arc 
forced to choose between satisfaction in ncarcr and in remoter periods 
of the future because neither for the former nor for the latter can 
full contentment be attained. Then a change in the eznployment of 
factors of production which withdraws such factors from their em- 
ployment for want-satisfaction in the nearer future and devotes them 
to want-satisfaction in the remoter future must necessarily impair 
the state of satisfaction in the nearer future and improve it in the 
remoter future. If we were to assume that this is not the case, we 
should become embroiIed in insoiuble contradictions. W e  may at 
best think of a state of affairs in which technological knowledge and 
skill have reached a point beyond which no further progress is pos- 
sible for mortal men. N o  new processes increasing the output per unit 
of input can henceforth be invented. But if we suppose that some 
factors of production are scarce, we must not assunlc that all proc- 
esses which-apart from the timc they absorb-are the most pro- 
ductive ones are fully utilized, and that no process rendering a 
smaller output per unit of input is resorted to merely because of the 
fact that it produces its final result sooner than other, physically 
more productive processes. Scarcity of factors of production means 
that we are in a position to draft plans for the improvement of our 
well-being the realization of which is unfeasible because of the in- 
sufficient quantity of the means available. It is precisely the un- 
feasibility of such desirable improvements that constitutes the ele- 
ment of scarcity. The reasoning of the modern supporters of the 
productivity approach is misled by the connotations of B6hm- 
Bawerk's term roundabout method$ of production and the idea of 

2. Cf. Hayek, "The Mythology of Capital," The Quarterly Iournal of Eco- 
nomics, L (igj6),  223  ff. Howcver Professor Hayek has since partly changed his 
point of view. (Cf. his article 'Time-Preference and Productivity, a Reconsidera- 
tion," Economics, XI1 [ 19451, 22-25.) But the idea criticized in the text is still 
widely held by cconornists. 
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technological improvement which it suggests. However, if there is 
scarcity, there must always be an unused technological opportunity 
to improve the state of well-being by a lengthening of the period 
of production in some branches of industry, regardless of whether or 
not the state of technological knowledge has changed. If the means 
are scarce, if the praxeological correlation of ends and means still 
exists, there are by logical necessity unsatisfied wants with regard 
both to nearer and to remoter periods of the future. There are always 
goods the procurement of which we must forego because the way that 
leads to their production is too long and would prevent us from 
satisfying more urgent needs. The fact that we do not provide more 
amply for the future is the outcome of a weighing of satisfaction 
in nearer periods of the future against satisfaction in remoter periods 
of the future. The ratio which is the outcome of this valuation is 
originary interest. 

In such a world of perfect technological knowledge a promoter 
drafts a plan A according to which a hotel in picturesque, but not 
easily accessible, mountain districts and the roads leading to it should 
be buiIt. In examining the practicability of this plan he discovers that 
the means available are not sufficient for its execution. Calculating 
the prospects of the profitability of the investment, he comes to the 
conclusion that the expected proceeds are not great enough to 
cover the costs of material and labor to be expended and interest 
on the capital to be invested. He renounces the execution of project 
A and embarks instead upon the realization of another plan, B. Ac- 
cording to plan B the hotel is to be erected in a more easily accessible 
location which does not offer a11 the advantages of the picturesque 
landscape which plan A had selected, but in which it can be built 
either with lower costs of construction or finished in a shorter time. 
If no interest on the capital invested were to enter into the calcula- 
tion, the illusion could arise that the state of the market data-supply 
of capital goods and the valuations of the public-allows for the 
execution of plan A. However, the realization of plan A would with- 
draw scarce factors of production from employments in which they 
could satisfy wants considered more urgent by the consumers. It 
would mean a manifest malinvestment, a squandering of the means 
available. 

A lengthening of the period of production can increase the quan- 
tity of output per unit of input or produce goods which cannot be 
produced at all within a shorter period of production. But it is not 
true that the imputation of the value of this additional wealth to the 
capital goods required for the Iengthening of the period of produc- 
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tion generates interest. If one were to assume this, one would relapse 
into the crassest errors of the productivity approach, irrefutably ex- 
ploded by Bohm-Bawerlr. The contribution of the complementary 
factors of production to the result of the process is the reason for 
their being considered as valuable; it explains the prices paid for 
them and is fully taken into account in the determination of these 
prices. No  residuum is left that is not accounted for and could explain 
interest. 

It has been asserted that in the imaginary construction of the 
evenly rotating economy no interest would appear.Wowever, it can 
be shown that this assertion is incompatible with the assu~nptions 
on which the construction of the evenly rotating economy is based. 

W e  begin with the distinction between two classes of saving: plain 
saving and capitalist saving. Plain saving is merely the piling up of 
consumers' goods for later consumption. Capitalist saving is the ac- 
cumulation of goods which are designed for an improvement of 
production processes. The aim of plain saving is later consumption; 
it is merely postponement of consumption. Sooner or later the goods 
accumula;ed will be consumed and nothing will be left. The aim of 
capitalist saving is first an improvement in the productivity of effort. 
It  accumulates capital goods which are cmploped for further produc- 
tion and are not merely reserves for later consumption. The boon 
derived from plain saving is later consumption of the stock not in- 
stantly consumed but accumulated for later use. The boon derived 
from capitalist saving is the increase of the quantity of goods pro- 
duced or the production of goods which could not be produced at all 
without its aid. In constructing the image of an evcnly rotating 
(static) economy, economists disregard the process of capital ac- 
cumulation; the capital goods are given and remain, as, according 
to the underlying assumptions, no changes occur in the data. There 
is neither accumulation of new capital through saving, nor consump- 
tion of capital availabIe through a surplus of consumption over in- 
come, k . ,  current production minus the funds required for the 
maintcnance of capital. It  is now our task to demonstrate that these 
assumptions are incompatible with the idea that there is no interest. 

There is no need to dwell, in this reasoning, upon plain saving. The 
objective of plain saving is to provide for a future in which the saver 
could possibly be less amply supplied than in the present. Yet, one of 
the fundamental assumptions characterizing the imaginary construc- 
tion of the evcnly rotating economy is that the future does not differ 

3 .  Cf. J. Schumpeter, The Theory of Econowzic Development, trans. by £2. 
Opie (Cambridge, 19341, pp. 34-46, 54. 
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at all from the present, that the actors are fully aware of this fact 
and act accordingly. Hence, in the frame of this construction, no 
room is left for the phenomenon of plain saving. 

It is different with the fruit of capitalist saving, the accumulated 
stock of capital goods. There is in the evenly rotating economy 
neither saving and accumulation of additional capital goods nor eat- 
ing up of already existing capita1 goods. Both phenomena would 
amount to a change in the data and would thus disturb the even 
rotation of the imaginary system. hTow, the magnitude of saving 
and capital accumulation in the past-i.e., in the period preceding 
the establishment of the evenly rotating economy-was adjusted to 
the height of the rate of interest. If-with the estabIishment of the 
conditions of the evenly rotating economy-the owners of the 
capital goods were no longer to receive any interest, the conditions 
which were operative in the allocation of the available stocks of 
goods to the satisfaction of wants in the various periods of the future 
would be upset. The altered state of affairs requires a new allocation. 
Also in the evenly rotating economy the difference in the valuation 
of want-satisfaction in various periods of the future cannot disappear. 
Also in the frame of this imaginary construction, people will assign 
a higher value to an apple available today as against an apple available 
in ten or a hundred years. If the capitalist no longer receives interest, 
the balance between satisfaction in nearer and remoter periods of 
the future is disarranged. The fact that a capitalist has maintained 
his capital at just ~oo,ooo dollars was conditioned by the fact that 
~oo,ooo present dollars were equal to 105,ooo dollars available twelve 
months later. These 5,000 dollars were in his eyes sufficient to out- 
weigh the advantages to be expected from an instantaneous con- 
sumption of a part of this sum. If interest payments are eliminated, 
capital consumption ensues. 

This is the essential deficiency of the static system as Schumpeter 
depicts it. It is not sufficient to assume that the capital equipment of 
such a system has been accumuiated in the past, that it is now avaii- 
able to the extent of this previous accumulation and is henceforth 
unalterably maintained at this level. W e  must also assign in the frame 
of this imaginary system a role to the operation of forces which bring 
about such a maintenance. If one eliminates the capitalist's role as 
receiver of interest, one replaces it by the capitalist's role as consumer 
of capital. There is no longer any reason why the owner of capital 
goods should abstain from employing them for consumption. Under 
the assumptions implied in the imaginary construction of static condi- 
tions (the evenly rotating economy) there is no need to keep them 
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in reserve for rainy days. But even if, inconsistently enough, we 
were to assume that a part of them is devoted to this purpose and 
therefore withheld from current consumption, at least that part of 
capital will be consumed which corresponds to the amount that 
capitalist saving exceeds plain saving.' 

If there were no originary interest, capital goods would not be 
devoted to in~mediate consumption and capital would not be con- 
sumed. O n  the contrary, under such an unthinkable and unimagi- 
nable state of affairs there would be no consumption at all, but only 
saving, accumulation of capital, and investment. N o t  the impossible 
disappearance of originary intercst, but the abolition of payment of 
interest to the owncrs of capital, would resuIt in capital consumption. 
T h e  capitalists would consume their capital goods and their capita1 
preciseIy because there is originary interest and present want-satis- 
faction is preferred to later satisfaction. 

Therefore there cannot be any question of abolishing interest by 
any institutions, laws, and devices of bank manipulation. H e  who 
wants t o  "abolish" interest will have to induce people to value 
an apple available in a hundred years no less than a present apple. 
What  can be abolished by laws and decrees is merely the right of 
the capitalists to receive interest. But such laws would bring about 
capital consumption and would very soon throw mankind back 
into the original state of natural poverty. 

3 .  T h e  Height  of Interest Rates 

In plain saving and in the capitalist saving of isolated economic 
actors the difference in thc valuation of want satisfaction in various 
p - i o d s  of the future manifests itself in the extent to which people 
pavide in a more ample way for nearer than for remoter periods of 
the future. Under the conditions of a market economy the rate of 
originary intercst is, provided the assumptions involved in the imagi- 
nary construction of the evenly rotating economy are present, equal 
to the ratio of a definite amount of money available today and the 
amount availabk at a later date which is considered as its equivaknt. 

The  ratc of originary interest directs the investment activities of 
the entrepreneurs. It  determines the length of waiting time and of the 
period of production in every branch of industry. 

People often raise the question of which rate of interest, a "high" or 
a "low," stimulates saving and capital accumulation more and which 

4. Cf. Robbins, "On a Certain Ambiguity in the Conception of Stationary 
Equilibrium," The Economic Journal, XL (193o), 21 I ff. 
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less. T h e  question makes no  sense. The  lower the discount attached 
to future goods is, the lower is the rate of originary interest. People 
do not save more because the rate of originary intcrcst rises, and the 
rate of originary interest does not drop on account of an increase in 
the amount of saving. Changes in the originary rates of interest and 
in the amount of saving are-other things, especially the institutional 
conditions, being equal-two aspects of the same phenomenon. The  
disappearance of originary interest would be tantamount to the dis- 
appearance of consumption. The  increase of originary interest be- 
yond all measure would be tantamount to the disappearance of 
saving and any provision for  the future. 

T h e  quantity of the available supply of capital goods influences 
neither the rate of originary interest nor the amount of further saving. 
Even the most plentifuI supply of capital need not neccssarily bring 
about either a lowering of the rate of originary intcrcst or a drop in 
the propensity to save. The  increase in capital accumulation and the 
per capita quota of capital invested which is a characteristic mark of 
economically advanced nations does not necessarily either lower the 
rate of originary interest or  weaken the propensity of individuaIs to 
make additiona1 savings. PeopIe are, in dealing with these problems, 
for the most part misled by comparing merely the market rates of 
interest as they are determined on the loan market. However, these 
gross rates arc not merely expressive of the height of originary inter- 
est. They contain, as will be shown later, other elements besides, the 
effect of which accounts for the fact that the gross rates are as a rule 
higher in poorer countries than in richer ones. 

It  is generally asserted that, other things being equal, the better 
individuals are supplied for the immediate future, the better they 
provide for wants for the rernotcr future. Consequently, it is said, 
the amount of total saving and capital accumulation wifhin an eco- 
nomic system depends on the arrangement of the population into 
groups of different income levels. In a society with approximate in- 
come equality there is, it is said, less saving than in a society in which 
there is more inequality. There is a gr.rain of truth in sudh obscrva- 
tions. However, they are statements about psychological facts and 
as such lack the universal validity and necessity inherent in prax- 
eological statements. Moreover, the other things the equality of which 
they presuppose comprehend the various individuals' valuations, their 
subjective value judgments in weighing the pros and cons of imme- 
diate consumption and of postponement of consumption. There are 
certainly many individuals whose behavior they describe correctly, 
but there also are other individuals who act in a different way. The 
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French peasants, although for the most part people of moderate 
wealth and income, were in the nineteenth century widely known 
for their parsimonious habits, while the wealthy members of the 
aristocracy and the heirs of huge fortunes amassed in commerce 
and industry were no Iess renowned for their profligacy. 

It is therefore impossible to formulate any praxeological theorem 
concerning the relation of the amount of capital available in the whole 
nation or to individual people on the one hand and the amount of 
saving or capital consumption and the height of the originary rate 
of interest on the other hand. The allocation of scarce resources to 
want satisfaction in various periods of the future is determined by 
value judgments and indirectly hy all those factors which constitute 
the individuality of the acting man. 

4. Originary Interest in the Changing Economy 

So far we have dealt with the problem of originary interest under 
certain assumptions: that the turnover of goods is effected by the 
employment of neutral money; that saving, capital accurnuiation, 
and the determination of interest rates are not hampered by institu- 
tionaI obstacles; and that the whole economic process goes on in the 
frame of an evenly rotating economy. W e  shall eliminate the first 
two of thcsc assumptions in the following chapter. Now we want to 
deal with originary interest in a changing economy. 

He who wants to provide for the satisfaction of future needs must 
correctly anticipate these needs. If he fails in this understanding of 
the future, his provision will prove less satisfactory or totalIy futile. 
There is no such thing as an abstract saving that could provide for 
all classes of want-satisfaction and would be neutral with regard to 
changes occurring in conditions and valuations. Originary interest can 
therefore in the changing economy never appear in a pure unalloyed 
form. It is only in the imaginary construction of the evenly rotating 
economy that the mere passing of time matures originary interest; in 
the passage of time and with the progress of the process of production 
Inore and more value accrues, as it were, to the complementary 
factors of production; with the termination of the process of produc- 
tion the lapse of time has generated in the price of the product the 
full quota of originary interest. In the changing economy during the 
period of production there also arise synchronously other changes 
in valuations. Some goods are valued higher than previously, some 
lower. These alterations are the source from which entrepreneurial 
profits and losses stem. Only those entrepreneurs who in their planning 
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have correctly anticipated the future state of the market are in a 
position to reap, in selling the products, an excess over the costs of 
prod~~ction (inclusive of net originary interest) expended. An entre- 
prcneur who has failed in his speculative understanding of the future 
can sell his products, if at all, only at prices which do not cover com- 
pletcly his expenditures plus originary interest on the capital invested. 

Like entrepreneurial profit and loss, intcrcst is not a price, but a 
magnitude which is to be disengaged by a particular mode of com- 
putation from the price of the products of successful business opera- 
tions. Thc gross difference between the price at which a commodity 
is sold and the costs expended in its production (exclusive of interest 
on the capital invested) was called profit in the terminology of 
British classical economics."Jodern economics conceives this magni- 
tude as a complex of catallactically disparate items. The excess of 
gross receipts over expenditures which the classical economists called 
profit includes the price for the entrepreneur's own labor employed 
in the process of production, interest on the capital invested, and 
finally entrepreneurial profit proper. If such an excess has not been 
reaped at all in the sale of the products, the cntrepreneur not only fails 
to get profit proper, he receives neither an equivalent for the market 
value of the labor hc has contributed nor interest on the capital in- 
vested. 

The breaking down of gross profit (in the classical sense of the 
term) into managerial wages, interest, and entrepreneurial profit is 
not merely a device of economic theory. It devcloped, with progress- 
ing perfection in business practices of accountancy and calculation, 
in the field of commercial routine independently of the reasoning 
of the economists. The judicious and sensible businessman does not 
attach practical significance to the confused and garbled concept of 
profit as employed by the classical economists. His notion of costs of 
production includes the potcntial market price of his own services 
contributed, the interest paid on capital borrow-ed, and the potential 
interest hc could earn, according to the conditions of the market, on 
his own capital invested in the enterprise by lending it to other people. 
Only the excess of proceeds over the costs so calculated is in his 
eyes entrepreneuria1 p r ~ f i t . ~  

The precipitation of entreprencuria1 wages from the con~pIex of a11 

5. Cf. R. Whately, Elenzents of Logic (9th ed. London, 18481, pp. 354ff.; E. 
Cannan, A History of the Theories of Production and Distribution in  English 
Political Economy from 1776 t o  2848 (3d ed. London, 1924). pp. 189ff. 

6. But, of course, the present-day intentional confusion of all economic con- 
cepts is conducive to obscuring this distinction. Thus, in the United States, in 
dealing with thc dividends paid by corporations people speak of "profits." 
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the other items included in the profit concept of classical economics 
presents no particular problem. It is more difficult to sunder entre- 
preneurial profit from originary interest. In the changing economy 
interest stipulated in loan contracts is always a gross magnitude out 
of which the pure rate of originary interest must be computed by a 
particular process of computation and analytical repartition. It has 
been shown already that in every act of lending, even apart from 
the probIem of changes in the monetary unit's purchasing power, 
there is an element of entrepreneurial venture. The granting of 
credit is necessarily always an entrepreneurial speculation which 
can possibly result in failure and the loss of a part or of the total 
amount lent. Every interest stipulated and paid in loans includes not 
only originary interest but also entrepreneurial profit. 

This fact for a long time misled the attempts to construct a satis- 
factory theory of interest. It was only the elaboration of the imagi- 
nary construction of the evenly rotating economy that made it possible 
to distinguish precisely between originary interest and entrepre- 
neuriaI profit and loss. 

5. The  Computation of Interest 

Originary interest is the outgrowth of valuations unceasingly 
fluctuating and changing. It fluctuates and changes with them. The 
custom of computing interest pro anno is merely commercial usage 
and a convenient rule of reckoning. It does not affect the height of 
the interest rates as determined by the market. 

The activities of the entrepreneurs tend toward the establishment 
of a uniform rate of originary interest in the whole market economy. 
If there turns up in one sector of the market a margin between the 
prices of present goods and those of future goods which deviates from 
the margin prevailing in other sectors, a trend toward equalization 
is brought about by the striving of businessmen to enter those sectors 
in which this margin is higher and to avoid those in which it is lower. 
The finaI rate of originary interest is the same in all parts of the 
market of the evenly rotating economy. 

The valuations resulting in the emergence of originary interest 
prefer satisfaction in a nearer period of the future to satisfaction of 
the same kind and extent in a remoter period of the future. Nothing 
would justify the assun~ption that this discounting of satisfaction in 
remoter periods progresses continuousIy and evenly. If we were to 
assume this, we would imply that the period of provision is infinite. 
However, the mere fact that individuals differ in their provision 
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for future needs and that even to the most provident actor provision 
beyond a definite period appears supererogatory, forbids us to think 
of the period of provision as infinite. 

T h e  usages of the loan market must not mislead us. It  is customary 
to stipulate a uniform rate of interest for the whole duration of a 
loan contract and to apply a uniform rate in computing compound 
interest. Thc  real determination of intcrest rates is independent of 
these and other arithmetical devices of interest computation. If the 
rate of interest is unaltcrably fixed by contract for a period of time, 
intcrvening changes in the market rate of interest are reflected in 
corresponding changes in the prices paid for the principal, due 
allowance being rnadc for the fact that the amount of principal to be 
paid back at thc maturity of the loan is unalterably stipulated. It  
does not affect the result whether one calculates with an unchanging 
rate of intercst and changing- prices of the principal or with changing 
intercst rates and an unchanging amount of the principal, or with 
changes in both magnitudes. 

T h e  terms of a loan contract arc not independent of the stipulated 
duration of thc loan. K o t  only because those components of the 
gross rate of market interest which made it deviate from the rate of 
originary interest are affected by differences in the duration of the 
loan, but also on account of factors which bring about changes in the 
rate of originary interest, loan contracts are valued and appraised 
differently according to the duration of the loan stipulated. 

7. There are, of course, also deviations from this usage. 



XX. INTEREST, CREDIT EXPANSION, 

AND T H E  TRADE CYCLE 

I. The Problems 

N the market economy in which all acts of interpersonal exchange 1 are performed by the intermediary of money, the category of 
originary interest manifests itself primarily in the interest on money 
loans. 

It has been pointed out already that in the imaginary construction 
of the evenly rotating economy, the rate of originary interest is 
uniform. There prevails in the whole system only one rate of inter- 
est. The rate of interest on loans coincides with the rate of originary 
interest as manifested in the ratio between prices of present and of 
future goods. W e  may call this rate the neutral rate of interest. 

The evenly rotating economy presupposes neutral money. As 
money can never be neutral, special problems arise. 

If the money relation-i.e., the ratio between the demand for and 
the supply of money for cash holding-changes, all prices of goods 
and services are affected. These changes, however, do not affect the 
prices of the various goods and services at the same time and to the 
same extent. The resulting modifications in the wealth and income 
of various individuals can also alter the data determining the height 
of originary interest. The final state of the rate of originary interest 
to the establishment of which the system tends after the appearance 
of changes in the money relation, is no longer that final state toward 
-..L:-L :, L - 2  L - - - l _ J  1__r--- TL.-- &L_ 2-:-2-- 1 ---- - r  ------- L ._ -1.- 
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power to bring about lasting changes in the final rate of originary in- 
terest and neutral interest. 

Then there is a second, even more momentous, problem which, 
of course, may also be looked upon as another aspect of the same 
problem. Changes in the money relation may under certain circum- 
stances first affect the loan market in which the demand for and sup- 
ply of loans influences the market rate of interest on loans, which we 
may call the gross money (or market) rate of interest. Can such 
changes in the gross money rate cause the net rate of interest included 



536 Human Action 
in it to deviate lastingly from the height which corresponds to the 
rate of originary intercst, i.e., the difference between the valuation 
of present and futurc goods? Can events on the loan market partialIy 
or totally eliminate originary interest? No economist will hesitate to 
answer thcse questions in the negative. But then a further problem 
arises: How docs the interplay of the market factors readjust the 
gross money rate to the height conditioned by the rate of originary 
interest? 

These are great problems. These were the problems economists 
tricd to solve in discussing banking, fiduciary media and circulation 
credit, credit cxpansion, gratuitousness or nongratuitousness of credit, 
the cyclical movements of trade, and all other problems of indirect 
exchange. 

2.  The Entreprcneurial Component in the Gross 
Market Rate of Interest 

The market rates of interest on loans arc not pure interest rates. 
Among the components contributing to their determination there 
are also elements which are not interest. The moneylender is always 
an entrepreneur. Every grant of credit is a speculative entrepreneurial 
venture, the success or failure of which is uncertain. The lender is 
always faced with the possibility that he may lose a part or the whole 
of the principal lent. His appraisal of this danger determines his 
conduct in bargaining with the prospective debtor about the terms of 
the contract. 

There can never be perfect safety either in moneylending or in 
other classes of credit transactions and deferred payments. Debtors, 
guarantors, and warrantors may become insolvent, collateral and 
mortgages may become worthless. The creditor is always a 
virtual partner of the debtor or a virtual owner of the pledged and 
mortgaged property. He can be affected by changes in the market 
data concerning them. He has linked his fate with that of the debtor 
or with the changes occurring in the price of the collateral. Capital 
as such does not bear interest; it must be well employed and invested 
not only in order to yield interest, but also lest it disappear entirely. 
The dictum pecunia pecuniawz parere non potest (money cannot 
beget money) is rncaningful in this sense, which, of course, differs 
radically f ro~n  the sense which ancient and medieval philosophers 
attached to it. Gross interest can be reaped only by creditors who 
have been successful in thcir lending. If they earn any net interest 
at all, it is included in a yield which contains more than merely net 
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interest. Net intcrcst is a magnitude which only analytical thinking 
can extract from the gross proceeds of the creditor. 

The  entrepreneurial component included in the creditor's g o s s  
proceeds is determined by all those factors which are operative in 
every entrepreneurial venture. I t  is, moreover, codetermined by the 
legal and institutional setting. The  contracts which place the debtor 
and his fortune or  the collateral as a buffer betwecn the creditor and 
the disastrous consequences of maIinvestmcnt of the capital lent, 
arc conditioned bv laws and institutions. The  creditor is less exposcd 
to loss and failure'than the debtor only in so far as this legal and insti- 
tutional framcwork makes it possiblc for him to enforce his claims 
against refractory debtors. Thcrc is, however, no need for economics 
to enter into a dctailed scrutiny of thc legal aspects involved in bonds 
and debentures, preferred stock, mortgages, and other kinds of credit 
transactions. 

The  entrepreneurial component is present in all species of loans. 
I t  is customary to  distinguish bctween consumption or personal loans 
on the one hand, and productive or business loans on the other. The  
characteristic mark of the formcr class is that it enables the borrorver 
to spend expected future proceeds. In acquiring a claim to a share in 
these future proceeds, the lender becomes an entrepreneur, as in 
acquiring a claim to a share in the futurc proceeds of a business. The  
particular uncertainty of the outcome of his lending consists in the 
uncertainty about these future proceeds. 

I t  is furthermore customary to distinguish between private and 
public loans, ie., loans to governments and subdivisions of govern- 
ments. The  particular uncertainty inherent in such loans concerns 
the life of secuIar power. Enlpires may crumble and governments 
may bc overthrown by revolutionaries who are not prepared to  as- 
sume responsibility for the clcbts contracted by their predecessors. 
That thcre is, besides, something basically vicious in all kinds of 
long-term government debts, has been pointed out a1ready.l 

Over all species of deferred payments hangs, like a sword of 
DarnocIcs, the danger of government interference. Public opinion 
has always heen biased against creditors. It identifies creditors with 
the idle rich and debtors with the industrious poor. I t  abhors the 
former as ruthless esploitcrs and pities the latter as innocent victims 
of oppression. I t  considers government action designed to curtail the 
claims of the creditors as measures extremcly beneficial to the im- 
mcnsc majority at the expense of a small minority of hardboiled 
usurers. I t  did not notice at all that nineteentb-century capitalist in- 

I .  Cf. above, pp. 227-229. 
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novations have wholly changed the composition of the classes of 
creditors and debtors. In the days of Solon the Athenian, of ancient 
Rome's agrarian laws, and of the Middle Ages, the creditors were by 
and large the rich and the debtors the poor. But in this age of bonds 
and debentures, mortgage banks, savings banks, life insurance policies, 
and social security benefits, the masses of people with more moderate 
income are rather themselves creditors. On the other hand, the rich, 
in their capacity as owners of common stock, of plants, farms, and 
real estate, are more often debtors than creditors. In asking for the 
expropriation of creditors, the masses are unwittingly attacking their 
own particular interests. 

With public opinion in this state, the creditor's unfavorable chance 
of being harmed by anticreditor measures is not balanced by a 
favorable chance of being privileged by antidebtor measures. This 
unbalance would bring about a unilateral tendency toward a rise 
of the entrepreneurial component contained in the gross rate of 
interest if the political danger were limited to the loan market, and 
would not in the same way affect today all kinds of private owner- 
ship of the means of production. As things are in our day, no kind of 
investment is safe against the political dangers of a general expropria- 
tion of all private property. A capitalist cannot reduce the vulner- 
ability of his weaIth by p;eferring direct investment in business to 
lending his capital to business or to the government. 

The political risks involved in moneylending do not affect the 
height of originary interest; they affect the entrepreneurial compo- 
nent included in the gross market rate. In the limiting case-i.e., in a 
situation in which the impending nullification of all contracts con- 
cerning deferred payments is generally expected-they would cause 
the entrepreneurial component to increase beyond all meas~re .~  

3 .  T h e  Price Premium as a Component of the Gross 
Market Rate of Interest 

Money is neutral if the cash-induced changes in the monetary unit's 
purchasing power affect at the same time and to the same extent 
the prices of all commodities and services. With neutral money, a 
neutral rate of interest would be conceivable, provided there were 
no deferred payments. If there were deferred payments and if we 

2. The difference between this case (case b )  and the case of the expected end 
rif all earthly things dealt with on p. 524 (case a) is this: in case a originary 
interest increases beyond all measure because future goods become entirely 
worthless; in case b originary interest does not change while the entrepreneurial 
component increase beyond all measure. 
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disregard the entrepreneurial position of the creditor and the ensuing 
entrepreneurial component in the gross rate of interest, we must 
furthermore assume that the eventuality of future changes in purchas- 
ing power is taken into account in stipulating the terms of the con- 
tract. The principal is to be multiplied periodically by the index 
number and thus to be increased or decreased in accordance with the 
changes that have come to pass in purchasing power. With the ad- 
j ustment of the principal, the amount from which the rate of interest 
is to be calculated changes too. Thus, this rate is a neutral rate of in- 
terest. 

With neutral money, neutralization of the rate of interest could 
also be attained by another stipulation, provided the parties are in a 
position to anticipate correctly the future changes in purchasing 
power. They could stipulate a gross rate of interest containing an 
allowance for such changes, a percentile addendum to, or subtra- 
hendum from, the rate of originary interest. W e  may call this allow- 
ance the-positive or negative-price premium. In the case of a 
quickly progressing deflation, the negative price premium could not 
only swallow the whole rate of originary interest, but even reverse 
the gross rate into a minus quantity, a rate to be passed on the debtor's 
account. If the price premium is correctly calculated, neither the 
creditor's nor the debtor's position is affected by intervening changes 
in purchasing power. The rate of interest is neutral. 

However, all these assumptions are not only imaginary, they cannot 
even hypothetically be thought of without contradictions. In the 
changing economy, the rate of interest can never be neutral. In the 
changing economy, there is no uniform rate of originary interest; 
there only prevails a tendency toward the establishment of such mi-  
formity. Before the final state of originary interest is attained, new 
changes in the data emerge which divert anew the movement of in- 
terest rates toward a new final state. Whcre everything is unceasingly 
in flux, no neutral rate of interest can be established. 

In the world of reality all prices are fluctuating and acting men are 
forced to take full account of these changes. Entrepreneurs embark 
upon business ventures and capitalists change their investments only 
because they anticipate such changes and want to profit from the&. 
The market economy is essentially characterized as a social systcm 
in which there prevails an incessant urge toward improvement. The 
most provident and enterprising individuals are driven to earn profit 
by readjusting again and again the arrangement of production activi- 
ties so as to fill in the best possible way the needs of the consumers, 
both those needs of which the consumers themselvcs are already 



aware and those latent needs of the satisfaction of which they have 
not yet thought thcmselves. These speculative ventures of the pro- 
moters revolutionize afresh each day the structure of prices and 
thereby also the height of the gross market rate of interest. 

He who expects a risc in certain prices enters the loan market as a 
borrower and is ready to allow a higher gross rate of interest than he 
would allow if he were to expect a less momentous rise in prices or 
no risc at all. On the other hand, the lender, if he himself expects a 
rise in prices, grants Ioans only if the gross rate is higher than it would 
be under a state of the market in which less momentous or no upward 
changes in prices are anticipated. The borrower is not deterred by a 
higher rate if his project seems to offer such good chances that it can 
afford higher costs. The lender would abstain from lending and would 
himself enter the market as an cntrcpreneur and bidder for commodi- 
ties and services if the gross rate of interest were not to compensate 
him for the profits he could reap this way. The expectation of rising 
prices thus has thc tendency to make the gross rate of interest rise, 
while the expectation of dropping prices makes it drop. If the ex- 
pected changes in the price structure concern only a limited group 
of commodities and services, and are counterbalanced by the expecta- 
tion of an opposite change in the prices of other goods, as is the case 
in the absence of changes in the money relation, the two opposite 
trends by and large counterpoise each other. But if the money relation 
is sensibly altered and a general rise or fall in the prices of all com- 
modities and services is expected, one tendency carries on. A positive 
or negative price premium emerges in all deals concerning deferred 
payments.' 

The role of the price premium in the changing economy is dif- 
ferent from that we ascribed to it in the hypothetical and unrealizable 
scheme developed above. It can never entircly remove, even as far 
as credit operations alone are concerned, the effects of changes in the 
money relation; it can never make interest rates neutral. It  cannot 
alter the fact that money is essentially equipped with a driving force 
of its own. Even if all actors were to know correctly and completely 
the quantitative data concerning the changes in the supply of money 
(in the broader sense) in the whole economic system, the dates on 
which such changes were to occur and what individuals were to be 
first affected by them, they would not be in a position to know be- 
forehand whether and to what extent the demand for money for cash 
holding would change and in what temporal sequence and to what 
extent the prices of the various commodities would change. The 

3. Cf. Irving Fisher, T h e  Rate of Interest (New York, 19071, pp. 77 ff. 



Interest, Credit Expansion, the Trade Cycle 541 

price premium could counterpoise the effects of changes in the money 
relation upon the substantial importance and the economic signifi- 
cance of crcdit contracts only if its appearance were to precede the 
occurrence of the price changes generated by the alteration in the 
money relation. It would have to be the rcsult of a reasoning by virtue 
of which the actors try to compute in advance the date and the extent 
of such price changes with regard to all commodities and services 
which dircctly or indirectly count for their own state of satisfaction. 
However, such computations cannot be established because their 
performance would require a perfect knowledge of future conditions 
and valuations. 

?he emergence of the price premium is not the product of an 
arithmetical operation which could provide reliable knowledge and 
eliminate the uncertainty concerning the future. It is the outcome 
of the promoters' understanding of the future and their calculations 
based on such an understanding. It comes into existencc step by step 
as soon as first a few and then successively more and more actors be- 
come aware of the fact that the market is faced with cash-induced 
changes in the money relation and consequently with a trend oriented 
in a definite direction. Only when people begin to buy or to sell in 
order to take advantage of this trend, does the price premium come 
into existence. 

It is necessary to realize that the price premium is the outgrowth 
of speculations having regard for anticipated changes in the money 
relation. What induces it, in the case of the expectation that an in- 
flationary trend will keep on going, is already the first sign of that 
phenomenon which later, when it becomes general, is called "flight 
into real values" and finally produces the crack-up boom and the 
crash of thc monetary system concerned. As in every case of the 
understanding of future hevelopments, it is possible that the specu- 
lators may err, that the inff ationary or deflationary movement will be 
stopped or slowed down, and that prices will differ from what they 
expected. 

The increased propensity to buy or to sell, which generates the 
price premium, affects as a rule short-term loans sooner and to a 
greater extent than long-term loans. As far as this is the case, the price 
premium affects the market for short-term loans first, and only later, 
by virtue of the concatenation of all parts of the market, also the 
market for long-term loans. However, there are instances in which 
a price premium in long-term loans appears independently of what 
is going on with regard to short-term loans. This was especialIy the 
case in international lending in the days in which there was still a 
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live international capital market. It  happened occasionally that lenders 
were confident with regard to the short-term deveIopment of a 
foreign country's national currency; in short-term loans stipulated 
in this currency there was no price premium at all or only a slight 
one. But the appraisal of the long-term aspects of the currency con- 
cerned was less favorable, and in long-term contracts a considerable 
price premium was taken into account. The result was that long-term 
loans stipulated in this currency could be floated only at a higher rate 
than the same debtor's loans stipulated in terms of gold or a foreign 
currency. 

W e  have shown one reason why the price premium can at best 
practically deaden, but never eliminate entirely, the repercussions of 
cash-induced changes in the money relation upon the content of 
credit transactions. (A second reason will be dealt with in the next 
section.) The price premium always lags behind the changes in pur- 
chasing power because what generates it is not the change in the sup- 
ply of money (in the broader sense), but the-necessarily later- 
occurring-effects of these changes upon the price structure. Only 
in the final state of a ceaseless inflation do things become different. 
The panic of the currency catastrophe, the crack-up boom, is not 
only characterized by a tendency for prices to rise beyond all meas- 
ure, but also by a rise beyond ail measure of the positive price pre- 
mium. hTo gross rate of interest, however great, appears to a prospec- 
tive lender high enough to compensate for the losses expected from 
the progressing drop in the monetary unit's purchasing power. He 
abstains from lending and prefers to buy himself "real" goods. The 
loan market comes to a standstill. 

4. The Loan Market 

The gross rates of interest as determined on the loan market are 
not uniform. The entrepreneurial component which they always in- 
ciude varies according to the pecuiiar characteristics of the specific 
deal. It  is one of the most serious shortcomings of all historical and 
statistical studies devoted to the movement of interest rates that they 
neglect this factor. It is useless to arrange data concerning interest 
rates of the open ~narket or the discount rates of the central banks in 
time series. The various data available for the construction of such 
time series are incommensurable. The same central bank's rate of 
discount meant something different in various periods of time. The 
institutional conditions affecting the activities of various nations' 
central banks, their private banks, and their organized loan markets 



Interest, Credit Expansion, the Trade Cycle 543 

are so different, that it is entirely misleading to compare the nominal 
interest rates without paying full regard to these diversities. W e  know 
a priori that, other things being equal, the lenders are intent upon 
preferring high interest rates to low ones, and the debtors upon pre- 
ferring low rates to high ones. But these other things are never equal. 
There prevails upon the loan market a tendency toward the equaliza- 
tion of gross interest rates for loans for which the factors determining 
the height of the entrepreneurial component and the price premium 
are equal. This knowledge provides a mental tool for the interpreta- 
tion of the facts concerning the history of interest rates. Without 
the aid of this knowledge, the vast historical and statistical material 
available would be merely an accumulation of meaningless figures. 
In arranging time series of the prices of certain primary commodities, 
empiricism has at  least an apparent justification in the fact that the 
price data dealt with refer to the same physical object. I t  is a spurious 
excuse indeed as prices are not related to the unchanging physical 
properties of things, but t o  the changing values which acting men 
attach to them. But in the study of interest rates, even this lame ex- 
cuse cannot be advanced. Gross interest rates as they appear in reality 
have nothing else in common than those characteristics which catal- 
lactic theory sees in them. They are complex phenomena and can 
never be used for the construction of an empirical or a posteriori 
theory of interest. They can neither verify nor falsify what economics 
teachis about the problems involved. They constitute, if carefully 
analyzed with all the knowledge economics conveys, invaluable docu- 
mentation for economic history; they are of no avail for economic 
theory. 

I t  is customary to distinguish the market for short-term loans 
(money market) from the market for long-term loans (capital mar- 
ket). A more penetrating analysis must even go further in classifying 
loans according to their duration. Besides, there are differences with 
regard to the legal characteristics which the terms of the contract 
assign to the iender's ciaim. i n  short, the ioan market is not homo- 
geneous. But the most conspicuous differences arise from the entre- 
preneurial component included in the gross rates of interest. I t  is 
this that people refer to when asserting that credit is based on trust or 
confidence. 

The  connexity between all sectors of the loan market and the 
gross rates of interest determined on them is brought about by the 
inherent tendency of the net rates of interest included in these gross 
rates toward the final state of originary interest. Wi th  regard to  this 
tendency, catallactic theory is free td deal with the market rate of 



544 Human Action 
interest as if it were a uniform phenomenon, and to abstract from the 
cntrcpreneurial component which is necessarily always included in 
the gross rates and from the price premium which is occasionally in- 
cluded. 

The prices of all commodities and services are at any instant moving 
toward a final state. If this final state were ever to be reached, it 
would show in the ratio between the prices of present goods and 
future goods the final state of originary interest. However, the chang- 
ing economy never reaches the imaginary final state. S e w  data 
emerge again and again and divert the trend of prices from the pre- 
vious goal of their movement toward a different final state to which 
a different rate of originary interest may correspond. In the rate of 
originary interest there is no more permanence than in prices and 
wage rates. 

TThose people whose provident action is intent upon adjusting 
the employment of thc factors of production to the changes occurring 
in the data-viz., the entrepreneurs and promoters-base their cal- 
culations upon the prices, wage rates, and interest rates as deter- 
mined on the market. They discover discrepancies between the 
present prices of the complementary factors of production and the 
anticipated prices of the products minus the market rate of interest, 
and are eager to profit from them. The role which the rate of interest 
plays in these deliberations of the planning businessman is obvious. 
It shows him how far lie can go in withholding factors of production 
from employment for want-satisfaction in nearer periods of the future 
and in dedicating them to want satisfaction in remoter periods. It 
shows him what period of production conforms in every concrete 
case to the difference which the public makes in the ratio of valuation 
between present goods and future goods. It prevents him from em- 
barking upon projects the execution of which would not agree with 
the limited amount of capital goods provided by the saving of the 
public. 

It is in influencing this primordial function of the rate of interest 
that the driving force of money can become operative in a particular 
way. Cash-induced changes in the money relation can under certain 
circumstances affect the loan market before they affect the prices 
of commodities and of labor. The increase or decrcase in the supply 
of money (in the broader sense) can increase or decrease the supply 
of money offered on the loan market and thereby lower or raise the 
gross market rate of interest although no change in the rate of original 
interest has taken place. If this happens, the market rate deviates from 
the height which the state of originary interest and the supply of 
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capital goods available for production would require. Then the 
market rate of interest fails to fulfill the function it plays in guiding 
entrepreneurial decisions. It frustrates the entrepreneur's calculation 
and diverts his actions from those lines in which they would in the 
best possible way satisfy the most urgent needs of the consumers. 

Then there is a second important fact to realize. If, other things 
being equal, the supply of money (in the broader sense) increases 
or decreases and thus brings about a general tendency for prices to 
rise or to drop, a positive or negative price prcmium would have to 
appear and to raisc or lower the gross rate of market interest. But 
if such changes in the money relation affect first the loan market, 
they bring about just the opposite changes in the configuration of 
the gross market rates of interest. While a positive or negative price 
premium would be required to adjust the market rates of interest to 
the changes in the money relation, gross interest rates are in fact 
dropping or rising. 'This is the second reason why the instrumentality 
of the price premium cannot entirely eliminate the repercussions of 
cash-induced changes in the money relation upon the content of con- 
tracts concerning deferred payments. Its operation begins too late, it 
lags behind the changes in purchasing power, as has been shown above. 
Now we see that under certain circumstances the forces that push in 
the opposite direction manifest themselves sooner on the market than 
the price premium. 

5 .  T h e  Effects of Changes in the Money Relation 
Upon Originary Interest 

Like every change in the market data, changes in the money rela- 
tion can possibly influence the rate of originary interest. -4ccording 
to the inflationist view of history, inflation by and large tends to 
increase the earnings of the entrepreneurs. Commodity prices rise 
sooner and to a steeper level than wage rates. On the one hand, wage 
earners and salaried peopie, ciasses who spend the greater part of 
their income for consumption and save little, are adversely affected 
and must accordingly restrict their expenditures. On the other hand, 
the proprietary strata of the population, whose propensity to save 
a considerable part of their income is much greater, are favored; they 
do not increase their consumption in proportion, but also increase 
their savings. Thus in the community as a whole there arises a tendency 
toxvard an intensified accumulation of new capital. Additional in- 
vestment is the corollary of the restriction of consumption imposed 
upon that part of the population which consumes the much greater 
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part of the annual produce of the economic system. This forced 
saving lowers the rate of originary interest. It accclcrates the pace of 
economic progress and the improvement in technological methods. 

It is important to realize that such forced saving can originate from 
an inflationary movement and actually often did so originate in the 
past. In dealing with the effects of changes in the money relation upon 
the height of interest rates, one must not neglect the fact that such 
changes can under certain circumstances rcally alter the rate of 
originary interest. But several other facts must be taken into account, 
too. 

First one must realize that forced saving can result from inflation, 
but need not necessarily. It depends on thc particular data of each 
instance of inflation whether or not the rise in wage ratcs lags behind 
the rise in commodity prices. A tendency for real wage rates to drop 
is not an inescapable consequence of a decline in the monetary unit's 
purchasing power. It could happen that nominal wage rates rise 
more than or sooner than commodity pricesn4 

Furthermore, it is necessary to remember that the greater propen- 
sity of the wealthier classes to save and to accumulate capital is merely 
a psychological and not a praxeological fact. It  could happen that 
these pcople to whom the inflationary movcrnent conveys additional 
proceeds do not save and invest their boon but employ it for an in- 
crease in their consumption. It is impossible to predict with the 
apodictic definiteness which characterizes all theorems of economics, 
in what way those profiting from the inflation will act. History can 
tell us what happened in the past. But it cannot assert that it must 
happen in the future. 

It w-ould be 3 serious blunder to neglect the fact that inflation also 
generates forces which tend toward capital consumption. One of its 
consequences is that it falsifies cconomic calculation and accounting. 
It produces the phenomenon of imaginary or apparent profits. If the 
annual depreciation quotas are determined in such a way as not to 
pay full regard to the fact that the replacement of worn-out equip- 
ment will require higher costs than the amount for which it was pur- 
chased in the past, they are obviously insufficient. If in selling inven- 
tories and products the whole difference bctween the price spent for 
their acquisition and the price realized in the sale is entered in the 
books as a surplus, the error is the same. If the rise in the prices of 
stocks and real estate is considered as a gain, the illusion is no less 
manifest. What makes people believe that inflation results in general 

4. W e  are dealing here with conditions on an unhampered labor market. About 
the argument advanced by Lord Keynes, see below, pp. 771 and 786-787. 
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prosperity is prccisely such illusory gains. They feel lucky and be- 
come openhanded in spending and enjoying life. They embellish 
their homcs, they build new mansions and patronize the cntertain- 
ment business. In spending apparent gains, the fanciful result of false 
reckoning, they are consun~ing capital. I t  does not matter who these 
spenders are. They may be businessmen or stock jobbers. Thcy may 
bc wage earncrs whose demand for higher pay is satisfied by the 
easygoing employers who think that they are getting richer from 
day to day. They may be people supported by taxes which usually 
absorb a great part of thc apparent gains. 

Finally, with the progress of inflation more and morc peoplc be- 
come aware of the fall in purchasing power. For those not personally 
engaged in busincss and not familiar with the conditions of the 
stock market, thc main vehicle of saving is the accumulation of savings 
deposits, the purchase of bonds and life insurance. All such savings 
are prejudiccd by inflation. Thus saving is discouraged and extrava- 
gance sccms to he indicated. The  ultimate reaction of the public, the 
"flight into real values," is a desperate attempt to salvage some debris 
from the ruinous breakdown. It is, viewed from the angle of capital 
prescrvation, not a remedy, but merely a poor emergency measure. 
I t  can, at best. rescue a fraction of the saver's funds. 

The  main thesis of thc champions of inflationism and cxpansionism 
is thus rather weak. I t  may be admitted that in the past inflation often, 
but not always, resuIted in forced saving and an increase in capital 
available. However, this does not mean that it must produce the 
same effects in the futurc, too. On the contrary, one must rcalize 
that under modcrn conditions the forces driving toward capital con- 
sumption are more likely to prevail under inflationary conditions 
than those driving toward capital accumulation. A t  any rate, the 
final effect of such changes upon saving, capital. and the originary 
rate of intcrcst depends upon the particulzr data of each instance. 

The same is valid with the necessary changes with regard to the 
analogous conscquences and effccts of' a deflationist or  restrictionist 
movement. 

6. T h e  Gross Market Ratc of Interest as- Affected by 
Inflation and Credit Expansion 

Whatcver the ultimate effects of an inflationary or deflationary 
movement upon the height of the rate of originarv interest mav be, 
therc is no correspondence between them and the'tcmporary altera- 
tions which a cash-induced change in the money relation can bring 
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about in the gross market rate of interest. If the inflow of money and 
money-substitutes into the market system or the outflow from it 
affects the loan market first, jt remporarily disarranges the congruity 
between the gross market rates of intercst and the rate of originary 
intercst. The market rate rises or drops on account of thc decrease or 
increase in the amount of money offcred for lending, with no correla- 
tion to  changes in the originary rate of interest which in the later 
course of events can possibly occur from thc changes in the money 
relation. The market rate deviates from the height dctermincd by 
that of the originary ratc of interest, and forces come into operation 
which tend to adjust it anew to the ratio which corresponds to that 
of originary interest. It  may happen that in the period of time which 
this adjustment requires, the height of originary intcrcst varies, and 
this change can also be caused by the inflationary or deflationary proc- 
ess which brought about the deviation. Then the final ratc of origi- 
nary interest determining the final marlcct rate toward which the 
readjustment tends is not the same rate which prevaiIed on the eve 
of the disarrangement. Such an occurrence may affect the data of the 
process of adjustment, but it does not affect its essence. 

The phenomenon to be dealt with is this: The rate of originary 
interest is determined by the discount of future goods as against 
present goods. It is essentially independent of the supply of money 
and money-substitutes, notwithstanding the fact that changes in the 
supply of money and money-substitutes can indirectly affect its 
height. But the gross market rate of interest can be affected by changes 
jn the money relation. A readjustment must take place. What is the 
nature of the process which brings it about? 

In this section we are concerned only with inflation and credit 
expansion. For the sake of simplicity we assume that the whole addi- 
tional amount of money and money-substitutes flows into the loan 
market and reaches the rest of the market only via the loans granted. 
This corresponds precisely to the conditions of an expansion of cir- 
culation credit.Wur scrutiny thus amounts to an analysis of the 
process caused by credit expansion. 

In dealing with this analysis, we must refer again to the price 
premium. It has been mentioned already that at the very begillning 
of a credit expansion no positive price premium arises. A price 
premium cannot appear until the additional supply of money (in 
the broader sense) has already begun to affect the prices of com- 
modities and services. But as long as credit expansion goes on and 
additional quantities of fiduciary media are hurled on the loan mar- 

s. About the "long-wave" fluctuations, see below, pp. 572-273. 
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ket, there continues a pressure upon the gross market rate of interest. 
The gross market rate would have to rise on account of the positive 
price premium which, with the progress of the expansionist process, 
would have to rise continually. But as credit expansion goes on, the 
gross market rate continues to lag behind the height at which it would 
cover both originary interest plus the positive price premium. 

It: is necessary to stress this point because it explodes the customary 
methods according to which people distinguish benveen what they 
consider low and high rates of interest. It  is usual to take into account 
merely the arithmetical height of the rates or the trend which appears 
in their movement. Public opinion has definite ideas about a "normal" 
rate, something between 3 and 5 per cent. When the market rate rises 
above this hcight or when the market rates-without regard to their 
arithmetical ratio-are rising above their previous height, people be- 
lieve that they are right in speaking of high or rising interest rates. 
As against these errors, it is necessary to emphasize that under the 
conditions of a general rise in prices (drop in the monetary unit's 
purchasing power) the gross market rate of interest can be considered 
as unchanged w-ith regard to conditions of a period of a by and large 
unchanging purchasing power only if it includes a by and large ade- 
quate positive price premium. In this sense, the German Reichsbank's 
discount rate of go per cent was, in the fall of 1923, a low rate-indeed 
a ridiculously low rate-as it considerably lagged behind the price 
premium and did not leave anything for the other components of 
the gross market rate of interest. Essentially the same phenomenon 
manifests itseIf in every instance of a prolonged credit expansion. 
Gross market rates of interest rise in the further course of every ex- 
pansion, but they are nonetheless low as they do not correspond to 
the hcight required by the expected further general rise in prices. 

In analyzing the process of credit expansion, suppose we assume 
that the economic system's process of adjustment to the market data 
and of movement toward the establishment of final prices and interest 
rates is disturbed by the appearance of a new datum, namely, an 
additional quantity of fiduciary media offered on the loan market. 
At the gross market rate which prevailed on the eve of this disturb- 
ance, all those who were ready to borrow money at this rate, due 
allowance being made for the entrepreneurial component of each 
instance, could borrow as much as they wanted. Additional loans can 
be placed only at a lower gross market rate. It does not matter whether 
this drop in the gross market rate expresses itself in an arithmetical 
drop in the percentage stipulated in the loan contracts. It could hap- 
pen that the nominal interest rates remain unchanged and that the 
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expansion manifests itself in the fact that at these rates loans are 
negotiated which would not have been made before on account of 
the height of the entrepreneurial component included. Such an out- 
come too amounts to a drop in gross market rates and brings about the 
same consequences. 

A drop in the gross market rate of interest affects the entrepre- 
neur's calculation concerning the chances of the profitability of 
projects considered. Along with the prices of the material factors of 
production, wage rates, and the anticipated future prices of the prod- 
ucts, interest rates are items that enter into the planning business- 
man's calculation. The result of this calculation shows the business- 
man whether or not a definite project will pay. It shows him what 
investments can bc made under the given state of the ratio in the 
public's valuation of future goods as against present goods. It brings 
his actions into agreement with this valuation. I t  prevents him from 
embarking upon projects the realization of which would be disap- 
proved by the public because of the length of the waiting time they 
require. It forces him to employ the available stock of capital goods 
in such a way as to satisfy best the most urgent wants of the con- 
sumcrs. 

nut  now the drop in interest rates falsifies the businessman's cal- 
culation. Although the amount of capital goods available did not in- 
crease, the calculation employs figures which would be utilizable only 
if such an increase had taken place. The result of such calculations is 
thcrcfore misleading. They make some projects appear profitable and 
realizable which a correct calculation, based on an interest rate not 
manipulated by credit expansion, would have shown as unrealizable. 
Entrepreneurs embark upon the execution of such projects. Business 
activities are stimulated. A boom begins. 

The additional demand on the part of the expanding entrepre- 
neurs tends to raise the prices of producers' goods and wage rates. 
With the rise in wage rates the prices of consumers' goods rise too. 
Besides, [he enucpreneurs are contributing a share to the rise in h e  
prices of consumers' goods as they too, deluded by the illusory gains 
which their business accounts show, are ready to consume more. The 
general upswing in prices spreads optimism. If only the prices of 
producers' goods had risen and those of consumcrs' goods had not 
been affected, the entrepreneurs would have become embarrassed. 
They would have had doubts concerning the soundness of their 
plans, as the rise in costs of production would have upset their cal- 
culations. But they are reassured by the fact that the demand for 
consumers' goods is intensified and makes it possible to expand sales 
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in spite of rising prices, Thus they are confident that production will 
pay, notwithstanding the higher costs it involves. They are resolved 
to go on. 

Of course, in order to continue production on the enlarged scale 
brought about by the expansion of credit, all entrepreneurs, those 
who did expand ;heir activities no less than those who produce only 
within the limits in which they produced previously, need additional 
funds as the costs of production are now higher. If the credit expansion 
consists merely in a single, not repeated injection of a definite amount 
of fiduciary media into the loan market and then ceases altogether, the 
boom must very soon stop. The entrepreneurs cannot procure the 
funds they need for the further conduct of their ventures. The gross 
market rate of interest rises because the increased demand for loans 
is not counterpoised by a corresponding increase in the quantity of 
money available for lending. Commodity prices drop because some 
entrepreneurs are selling inventories and others abstain from buying. 
The size of business activities shrinks again. The boom ends because 
the forces which brought it about are no longer in operation. The 
additional quantity of circulation credit has exhausted its operation 
upon prices and wage rates. Prices, wage rates, and the various in- 
dividuals' cash hoIdings are adjusted to the new money relation; they 
move toward the final state which corresponds to this honey relation, 
without being disturbed by further injections of additional fiduciary 
media. The rate of interest which is coordinated to this new 
structure of the market acts with fulI momentum upon the gross mar- 
ket rate of interest. The gross market rate is no longer subject to 
disturbing influences exercised by cash-induced changes in the sup- 
ply of money (in the broader sense). 

The main deficiency of all attempts to explain the boom-viz., the 
general tendency to expand production and of all prices to rise- 
without reference to changes in the supply of money or fiduciary 
media, is to be seen in the fact that they disregard this circumstance. 
A general rise in prices can only occur if there is either a drop in the 
supply of all commodities or an increase in the supply of money (in 
the broader sense). Let us, for the sake of arprnen;, admit for the 
moment that the statements of these nonmonetary explanations of 
the boom and the trade cycle are correct. Prices advance and business 
activities expand although no increase in the supply of money has 
occurred. Then very soon a tendency toward a drop in prices must 
arise, the demand for loans must increase, the gross market rates of 
interest must rise, and the short-lived boom comes to an end. In fact, 
every nonmonetary trade-cycle doctrine tacitly assurnes-or ought 
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logically to assume-that credit expansion is an attendant phenomenon 
of the  boon^.^ It cannot help admitting that in the absence of such a 
crcdit expansion no boo~n could cmcrge and that the increase in the 
supply of money (in the broader sense) is a neccssary condition of 
thc general upward movement of prices. 'Thus on close inspection the 
statements of the nonmonetary explanations of cyclical fluctuations 
shrink to the assertion that credit expansion, while an indispensable 
requisite of the boom, is in irself alone not sufficient to bring i t  about 
and that some further conditions are required for its appearance. 

Yet, even in this restricted sense, the tcachings of the nonmonetary 
doctrines are vain. It is cvident that every expansion of crcdit must 
bring about thc boom as dcscribed above. The boom-creating tend- 
ency of crcdit expansion can fail to come only if another factor 
simultaneously counterbalances its growth. If, for instance, u+ile the 
banks cxpand credit, it is expected that the government will com- 
pleteIy tax away the businessmen's "exccss" profits or that it will 
stop the further progrcss of crcdit expansion as soon as "pump-prim- 
ing" will havc resulted in rising prices, no boom can develop. The 
entrcprcneurs will abstain from expanding their venturcs with the 
aid of the cheap credits offered by the banks because they cannot 
expect to increase thcir gains. It is necessary to mention this fact be- 
cause it explains the failure of the New Dcal's pump-priming measures 
and other events of the 'thirties. 

The boom can last only as long as the credit expansion progresses 
at an ever-acccleratcd pace. The boom comes to an end as soon as 
additional quantities of fiduciary media are no longer thrown upon 
the loan markct. But it could i o t  last forever even if inflation and 
credit expansion were to go on cndlessly. It would then encounter 
the barricrs which prevent the boundless expansion of circulation 
crcdjr. It would lead to the crack-up boom and the breakdown of the 
whole monetary system. 

The essence of monetary theory is the cognition that cash-induced 
changes in the money reiation affect the various prices, wage rates, 
and intercst ratcs neither at the same time nor to the same extent. If 
this unevenness were absent, money would bc ncutral; changes in the 
moncy relation would not affect the structure of business, the size 
and direction of production in the various branchcs of industry, con- 
sumption, and the wealth and income of the various strata of the pop- 
ulation. Then the gross market rate of interest too would not be 
affected+ither temporariIy or lastingly-by changes in the sphere 

6. Cf. G. v. Haberler, Prosperity and Depression (new ed. League of Nations' 
Report, Geneva, 1939)~  p. 7. 
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of money and circulation credit. The  fact that such changes can 
nlodifv the rate of originary interest is caused by the changes which 
this unevenness brings about in the wealth and income of various in- 
dividuals. The fact that, apart from these changes in the rate of 
originary interest, the gross market rate is temporariIy affected is in 
itself a manifestation of this unevenness. If the additional quantity of 
money enters the economic system in such a way as to reach the loan 
market only at a date at which it has already made commodity prices 
and wage rates rise, these immediate temporary effects upon the 
gross market rate of interest will be either slight or entirely absent. 
The  gross market rate of interest is the more violently affected, the 
sooner the inflowing additional supply of money or fiduciary media 
yeaches the loan market. 

When under the conditions of credit expansion the whole amount 
of the additionaI money substitutes is lent to businessmen, produc- 
tion is expanded. The entrepreneurs embark either upon lateral ex- 
pansion of production (viz., the expansion of production without 
lengthening the period of production in the individual industry) or  
upon longitudinal expansion (viz., the lengthening of the period 
of production). In either case, the additional plants require the in- 
vestment of additional factors of production. But the amount of 
capital goods available for investment has not increased. Neither does 
credit expansion bring about a tendency toward a restriction of con- 
sumption. It  is true, as has been pointed out above in dealing with 
forced saving, that in the further progress of the expansion a part of 
the population will be compelled to restrict its consuinption. But 
i t  depends on the particular conditions of each instance of credit 
expansion whether this forced saving of some groups of the people 
will overcompensate the increase in consumption on the part of other 
groups and will thus result in a net increase in the total amount of 
saving in the whole market system. At any rate, the immediate con- 
sequence of credit expansion is a rise in cbnsumption on the part of 
those wage earners whose wages have risen on account of the in- 
tensified demand for labor displayed by the expanding entrepreneurs. 
I x t  US for the sake of argument assume that the increased consump- 
tion of these wage earners favored by the inflation and the forced 
saving of other groups prejudiced by the inflation are equal in amount 
and that no change in the total amount of consumption has occurred. 
Then the situation is this: Production has been altered in such a way 
that the length of waiting time has been extended. But the demand 
for  consunlers' goods has not dropped so as to make the available 
supplv last for a longer period. Of course, this fact results in a rise 
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in the prices of consumers' goods and thus brings about the tendency 
toward forced saving. However, this rise in the prices of consumers' 
goods strengthens the tendency of business to expand. The entrc- 
preneurs draw from the fact that demand and prices are rising the 
inference that it will pay to invest and to produce morc. They go on 
and their intensified activities bring about a further rise in the prices 
of producers' goods, in wage rates, and thereby again in the prices of 
consumcrs' goods. Business boom as long as the banks are willing to 
expand credit more and more. 

On the eve of the credit expansion all thosc production processes 
were in opcration which, under the given state of the market data, 
were deemed profitablc. The system was moving toward a state in 
which all those eager to earn wages would be enlployed and all 
nonconvertible factors of production would be employed to the 
extent that the demand of the consumers and the available supply 
of nonspecific material factors and of labor would permit. A further 
expansion of production is possible only if the amount of capital goods 
is increased by additional saving, i.e., by surpluses produced and not 
consumed. The characteristic mark of the credit-expansion boom 
is that such additional capital goods have not been made available. 
The capital goods required for the expansion of business activities 
must be withdrawn from other lines of production. 

We may calI p the total supply of capital goods available on the 
eve of the credit expansion, and g the total amount of consumers' 
goods which these p could, over a definite period of time, make 
available for consumption without prejudice to further productior,. 
Now thc entrepreneurs, enticed by credit expansion, embark upon 
the production of an additional quantity of g3 of goods of the same 
kind which they already used to produce, and of a quantity of g4 
of goods of a kind not produced by then1 before. For the production 
of g, a supply of p3 of capital goods is needed, and for the production 
of g4 a supply of p4. But as, according to our assumptions, the amount 
of capita1 goods available has remained unaltered, the quantities f 13  
and p4 are lacking. I t  is preciscly this fact that distinguishes the 
"artificial" boom created by credit expansion from a "normal" ex- 
pansion of production which only the addition of pa and p4 to p can 
bring about. 

Let us call r that amount of capital goods which, out of the gross 
proceeds of production over a definite period of time, must be re- 
invested for the replacement of those parts of p used up in the process 
of production. If r is employed for such replacement, one will be in 
a position to turn out g again in the following period of time; if r 
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is withheld from this employment, p will be reduced by r, and p - r 
will turn out in thc following period of time only g - a. W e  may fur- 
ther assume that the economic system affected by credit expansion 
is a progressing system. It produced "normally," as it were, in the 
period of time preceding the credit expansion a surplus of capital 
goods pl + p2. If no credit expansion had intervened, p, would have 
been employed for the production of an additional quantity of g.1 

of the kind of goods produced previously, and p2 for the prdduction 
of the supply g, of a kind of goods not produced before. The total 
amount of capital goods which are at the entrepreneurs' disposal 
and with regard to which they are frce to make plans is r + pl + p,. 
However, deluded by the cheap money, they act as if r + p, + pz -+ 
p:) -+- p4 were available and as if they were in a position to produce 
not only g + gl f g2, but beyond this also g~ + G. They outbid 
one another in competing for a share of a supply of capital goods 
which is insufficient for the realization of their overambitious 
plans. 

The ensuing boom in the prices of producers' goods may at the 
beginning outrun the rise in the prices of consumers' goods. I t  may 
thus bring about a tendency toward a fall in the originary rate of in- 
terest. But with the further progress of the expansionist movement 
the rise in the prices of the consumers' goods will outstrip the rise 
in the prices of producers' goods. The rise in wages and salaries and 
the additional gains of the capitalists, entrepreneurs, and farmers, 
although a grcat part of them is merely apparent, intensify the de- 
mand for consumers' goods. There is no need to enter into a scrutiny 
of thc assertion of the advocates of credit expansion that the boom 
can, by mcans of forced saving, really increase the total supply of 
consumers' goods. At any rate, it is certain that the intensified de- 
mand for consumers' goods affects the market at a time when the 
additional investments are not yet in a position to turn out their 
products. The gulf between the prices of present goods and those 
of future goods widens again. A tendency toward a rise in the rate 
of originary interest is substituted for the tendency toward the op- 
posite which may have come into operation at the earlier stages of the 
expansion. 

This tcndency toward a rise in the rate of originary interest and 
the emergence of a positive price premium explain some character- 
istics of the boom. The banks are faced with an increased demand 
for loans and advances on the part of business. The entrepreneurs are 
prepared to borrow money at higher gross rates of interest. They go 
on borrowing in spite of the fact that the banks charge more interest. 
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Arithmetically, the gross rates of interest are rising above their height 
on the eve of the expansion. Konetheless, they lag catallactically be- 
hind the height at which they would cover originary interest plus 
entrepreneurial component and price premium. The  banks believe 
that they have done a11 that is needed to stop "unsound" speculation 
when they lend on more onerous terms. They think that those critics 
who blame them for fanning the flames of ;he boom-frenzy of the 
market are wrong. 'They fail to see that in injecting more and more 
fiduciary media into the market they are in fact kindling the boom. 
It is the continuous increase in the supply of the fiduciary media that 
produces, feeds, and accelerates the boom. The  state of the gross 
rnarltct rates of interest is only an outgrowth of this increase. If one 
wants to know whether or not there is credit expansion, one must 
look at the state of the supply of fiduciary media, not at the arithmet- 
ical state of interest rates. 

It  is customary to describe the boom as overinvestment. However, 
additional investment is oniy possible to the extent that there is an 
additional supply of capital goods available. As, apart from forced 
saving, the boom itself does not result in a restriction but rather in 
an increase in consumption, it does not procure more capital goods 
for new investment. The essence of the credit-expansion boom is 
not overinvestment, but invcstment in wrong lines, i.e., malinvestmcnt. 
The  entrepreneurs employ the available supply of 1. -4- p ,  + pa as if 
they were in a position to employ a supply of r + PI+ p, f p, + p4. 
They embark upon an expansion of invcstment on a scale for which 
the capital goods available do not suffice. Their projects arc unrealiz- 
able on account of the insufficient supply of capital goods. They must 
fail sooner or later. The  unavoidable end of the credit expansion 
rnalrcs the faults committed visible. There are plants which cannot 
be utilized because the plants needed for the production of the 
complementary factors of production are lacking; plants the prod- 
ucts of which cannot be sold because the consumers arc more intent 
upon purchasing other goods which, however, are not produced in 
sufficient quantities; plants the construction of n~hich cannot be 
continued and finished because it has become obvious that they will 
not pay. 

T h e  erroneous belief that the essential feature of the boom is over- 
investment and not malinvestment is due to the habit of judging condi- 
tions merely according to what is perceptible and tangible. The 
observer notices only the malinvestments which are visible and fails 
to recognize that these establishments are malinvestments only be- 
cause of the fact that other plants-those required for the production 
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of the complementary factors of production and those required for 
the production of consumers7 goods more urgently demanded by 
the public-are lacking. TechnoIogical conditions rnakc it neces- 
sary to start an expansion of production by expanding first the size 
of the plants producing the goods of those orders which are farthest 
removed from the finished consumers' goods. In order to expand the 
production of shoes, clothes, motorcars, furniture, houses, one must 
begin with increasing the production of iron, steel, copper, and other 
such goods. In employing the supply of r + P I  + p~ which would 
suEce for the production of a + g1+ g2 as if it were r + pl + p2 f 
p3 + p4 and would suffice for the production of a + gl + g, + g, $- 
g4, one must first engage in increasing the output of those products 
and structures which for physical reasons are first required. The whole 
entrepreneurial class is, as it were, jn the position of a master-builder 
whose task it is to erect a building out of a limited supply of build- 
ing materials. If this man overestimates the quantity of the available 
supply, he drafts a plan for the execution of which the means at his 
disposal are not sufficicnt. He ovcrsizcs the groundwork and the 
foundations and only discovers later in the progress of the construc- 
tion that he lacks the material needed for the completion of the 
struccure. It is obvious that our master-builder's fault was not over- 
investment, but an inappropriate employment of the means at his 
disposal. 

It is no less erroneous to believe that the events which resulted in 
the crisis amounted to an undue conversion of "circulating" capital 
into "fixed" capital. The individual entrepreneur, when faced with 
the credit stringency of the crisis, is right in regretting that he has 
expended too much ?or an expansion of his plant and for the purchase 
of durable equipment; he would have been in a better situation if the 
funds used for these purposes were still at his disposal for the cur- 
rent conduct of business. However, raw materiaIs, primary com- 
rnoditics, half-finished manufactures and foodstuffs are not lacking 
at the turning point at which the upswing turns into the depression. 
On  the contrary, the crisis is precisely characterized by the fact that 
these goods are offered in such quantities as to make their prices drop 
sharply. 

The foregoing statements explain why an expansion in the pro- 
duction facilities and the production of the heavy industries, and in 
the production of durable producers7 goods, is the most conspicuous 
mark of the boom. The editors of the financial and commercial 
chronicles were right when-for more than a hundred years-they 
looked upon production figures of these industries as well as of the 
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construction trades as an index of business fluctuations. They were 
only mistaken in referring to an alleged overinvestment. 

Of course, the boom affects also the consumers' goods industries. 
They too invest more and expand their production capacity. How- 
ever, the new plants and the new annexes added to the already existing 
plants are not always those for the products of which the demand of 
the public is most intense. They may we11 have agreed with the whole 
plan aiming at the production of r $- g, + .g2 $ g3 $- g4. The failure 
of this oversized plan discloses their inappropriateness. 

A sharp rise in commodity prices is not always an attending phe- 
nomenon of the boom. The increase of the quantity of fiduciary 
media certainly always has the potential effect of making prices rise. 
But i t  may happen that at the same time forces operating in the 
opposite direction are strong enough to keep the rise in prices within 
narrow limits or even to remove it entirely. The historical period in 
which the smooth working of the market economy was again and 
again interrupted through expansionist ventures was an epoch of 
continuous economic progress. The steady advance in the accumula- 
tion of new capital made technological improvement possible. Output 
per unit of input was increased and business fiIled the markets with 
increasing quantities of cheap goods. If the synchronous increase in 
the supply of money (in the broader sense) had been less plentiful 
than it really was, a tendency toward a drop in the prices of all 
commodities would have taken effect. As an actual historical event 
credit expansion was always embedded in an environment in which 
powerful factors were counteracting its tendency to raise prices. 
As a rule the resultant of the clash of opposite forces was a pre- 
ponderance of those producing a rise in prices. But thcrc were some 
exceptional instances too in which the upward movement of prices 
was only slight. The most remarkable example was provided by the 
American boom of I~zG-29. 

The essential features of a credit expansion are not affected by such 
a particular constellation of the market data. What induces an entre- 
preneur to embark upon definite projects is neither high prices nor 
low prices as such, but a discrepancy between the costs of production, 
inclusive of interest on the capital required, and the anticipatcd prices 
of the products. A lowering of the gross market rate of interest as 
brought about by credit expansion always has the effect of making 
some projects appear profitable which did not appear so before. It 
actuates business to employ r + pl + pz as if it were r + P I +  pz + 
p3 + p,. It necessarily brings about a structure of investment and 
production activities which is at variance with the real supply of 
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capital goods and must finally collapse. That sometimes the price 
changes involved are laid against a background of a general tendency 
toward a rise in purchasing power and do not convert this tend- 
ency into its ~nanifest opposite but only into something which may 
bv and large be called price stability, modifies merely some accessories 
o i  the process. 

However conditions may be, it is certain that no manipulations of 
the banks can provide the economic system with capital goods. What  
is needed for a sound expansion of production is additional capital 
goods, not money or fiduciary media. The boom is built on the sands 
of banknotes and deposits. It  must collapse. 

The  breakdown appears as soon as the banks become frightened 
by the accelerated pace of the boom and begin to abstain from fur- 
ther expansion of credit. The  boom could continue only as long as 
the banks were ready to grant freely all those credits which business 
needed for the execition of its excessive projects, utterly disagreeing 
with the red  state of the supply of factors of production and the 
valuations of the consumers. These illusory plans, suggested by the 
falsification of business calculation as brought about b y  the cheap 
money policy, can be pushed forward only if new credits can be 
obtained at gross rnarket rates which are artificially lowered below 
the height they would reach at an unhampered loan market. I t  is 
this margin that gives them the deceptive appearance of profitability. 
The  change in the banks' conduct does not create the crisis. I t  merely 
makes visible the havoc spread by the faults which business has com- 
mitted in the boom period. 

Neither couId the boom last endlessly if the banks were to cling 
stubbornly to their expansionist policics. Any attempt to substitute 
additional fiduciary media for nonexisting capital goods (namely, the 
qtmtities p, and p,i) is doomed to failure. If the credit expanu&n is 
not stopped in timc, the boom turns into the crack-up boom; the 
flight into real values begins, and the whole monetary system founders. 
However, as a rule, the banks in the past have not pushed things to 
extremes. They have become alarmed at a date when the final catas- 
trophe was still far away.? 

7. One sllould not fall prey to the illusion that these changes in the credit 
policies of the banks were caused by the bankers' and the monetary authorities' 
insight into the unavoidable consequences of a continued credit expansion. What 
induced the turn in the banks' conduct was certain institutional conditions to be 
dealt with further below, on pp. 790-791. Among the champions of economics 
some private bankers were prominent; in particular, the elaboration of the early 
form of the theory of business fluctuations, the Currency Theory, was for the 
most part an achievement of British bankers. But the management of central 
banks and the conduct of the various governments' monetary policies was as a 



As soon as the afflux of additional fiduciary media comes to an 
end, the airy castle of the boom collapses. The entrepreneurs must 
restrict their activities because they lack the funds for their con- 
tinuation on the exaggerated scale. Prices drop suddenly because 
these distressed firms try to obtain cash by throwing inventories on 
the market dirt cheap. Factories are closed, the continuation of con- 
struction projects in progress is halted, workers are discharged. As 
on the one hand many firms badly need money in order to avoid 
bankruptcy, and on the other hand no firm any longer enjoys con- 
fidence, the entrepreneurial component in the gross market rate of 
interest jumps to an excessive height. 

Accidental institutional and psychological circumstances generally 
turn the outbreak of the crisis into a panic. The description of these 
awful events can be left to the historians. It is not the task of catallactic 
theory to depict in detail the calamities of panicky days and weeks 
and to dwell upon their sometimes grotesque aspects. Economics is 
not interested in what is accidental and conditioned by the individual 
historical circumstances of each instance. Its aim is, on the contrary, 
to distinguish what is essential and apodictically necessary from what 
is merely adventitious. It is not interested in the psychological aspects 
of the panic, but only in the fact that a credit-expansion boom must 
unavoidably lead to a process which everyday speech calls the 
depression. It must realize that the depression is in fact the process 
of readjustment, of putting production activities anew in agreement 
with the given state of the market data: the available supply of factors 
of production, the valuations of the consumers, and particularly 
also the state of originary interest as manifested in the public's valua- 
tions. 

'These data, however, are no longer identical with those that pre- 
vailed on the eve of the expansionist process. A good many things 
have changed. Forced saving and, to an even greater extent, regular 
voluntary saving may have provided new capital goods which were 
not totaiiy squandered rhrough maiinvestment and overconsump- 
tion as induced by the boom. Changes in the weaIth and income of 
various individuals and groups of individuals have been brought about 
by the unevenness inherent in every inflationary movement. Apart 
from any causal relation to the credit expansion, population may 
have changed with regard to figures and the characteristics of the 
individuals comprising them; technological knowledge may have 
advanced, demand for certain goods may have been altered. The 

rule entrusted to men who did not find any fault with boundless credit expansion 
and took offense at every criticism of their expansionist ventures. 
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final state to  the establishnient of which the market tends is no longer 
the same toward which it  tended bcfore thc disturbances created 
by  the credit expansion. 

Some of the invcstnicnts niadc jn the boom period appear, whcn 
appraised with the sober judgment of the rcadjmtment period, no 
longer d i n ~ n c d  by thc illusions of thc upswing, as absolutely hope- 
less failures. They must simply be abandoned hecausc thc current 
rneans requircd for their further exploitation cannot be recovered 
in selling their products; this "circulatiug" capital is rnorc urgently 
11ecdcd in other branches of want-satisfaction; the proof is that i t  
can t)c employed in a more profitable way in other fields. Other 
~nalinvestmcnts offer somewhat more favoratrlc chances. Tt is, of 
course, true that one would not have embarked upon pntting capital 
goods into thcm if one had correctly calculated. T h e  inconvertible 
invcstnlents niade on their behalf are certainly wastcd. But as they 
are inconvertible, a fait accowzpli, they prescnt further action with 
a ncw problem. If the proceeds which the sale of thcir products 
promises are expected to  exceed the costs of current operation, it is 
profitable to carry on. Although the prices ~ . h i c h  the buving public 
is prepared to allow for their products are not high cno@h to make 
thc whole of thc inconvertible investmcnt profitable, they are sufficient 
t o  make a fraction, hou~cver small, of the investment profitable. T h e  
rest of the investment must be considercd as expenditure without 
any offset. as capital squandercd and lost. 

If one looks at this outcome from the point of view of the con- 
sumers, the rcsnIt is, of course, thc same. The  consumers would be 
[letter off if the iIlusions created by the casy-moncy policy had not 
emiced the entrcprencurs to waste scarce capital goods by investing 
them for the satisfaction of lcss urgent needs and withholding thcm 
from lines of production in which they would have satisfied more 
urgent nceds. But as things are now, they cannot but put up with 
u hat is irrevocable. They  must for the tirnc being rcnouncc certain 
amenities which thcy c;uld have enjoyed if the boom had not en- 
gendcred rnalinvcstment. But, on the othcr hand, thev can find partial 
compensation in the fact that some enjoyments aie now available 
to thcm which would have been beyond thcir reach if the smooth 
course of cconomic activitics had n& been disturbed by the orgies 
of the boom. I t  is slight compensation only, as their demand for those 
other things which the); do not get because of inappropriate empIoy- 
nlent of capital goods is more intensc than their demand for these 
"s~htitutcs," as it were. But it is the only choicc left to  thern as 
conditions and data are now. 
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The final outcome of the credit expansion is gencral impoverish- 
ment. Some people may have increased their wealth; they did not let 
their reasoning be obfuscated by the mass hysteria, and took advantage 
in time of the opportunities offered by the mobility of the individual 
investor. Other individuals and groups of individuals may have been 
favored, without any initiative of their own, by the mere time lag 
between the rise in ;he prices of the goods they sell and those they 
buy. But the immense majority must foot the bill for  the malinvest- 
ments and the overco~~sumption of the boom episode. 

One must guard oneself against a misinterpretation of this term 
impoverishment. It does not mean impoverishment whcn compared 
with the conditions that prevailed on the eve of the credit expansion. 
Whether or not an impoverishment in this sense takes place depends 
on the particular data of each case; it cannot be predicated apodicti- 
cally by catallactics. What  catallactics has in mind when asserting 
that impoverishment is an unavoidablc outgrowth of credit expansion 
is in~poverishment as compared with the state of affairs which would 
have developed in the absence of credit expansion and the boom. The  
characteristic mark of cconomic history under capitalism is unceasing 
economic progress, a steady increase in the quantity of capital goods 
available, and a continuous trend toward an improvement in the 
general standard of living. T h e  pace of this progress is so rapid that, 
in the course of a boom period, it may well outstrip the synchronous 
losses caused by rnalinvestment and overconsumption. Then the eco- 
nornic system as a whole is more prosperous at the end of the boom 
than it was at its very beginning; it appears impoverished only when 
compared with the potentialities which existed for a still bettcr state 
of satisfaction. 

The Alleged Absence of Depressions Under Totalitarian Management 
Many socialist authors emphasize that the recurrence of economic crises 

and business depressions is a phenon~enon inherent in the capitalist mode 
of production. On the other hand, a socialist system is safe against this evil. 

As has already become obvious and will be shown later agaln, the cycl~cal 
fluctuations of business are not an occurrence originating in the sphere of 
the unhampered market, but a product of government interference with 
business conditions designed to lower the rate of interest below the height 
at which the free market would have fixed it.8 At this point we have only 
to deal with the alleged stabiliv as secured by socialist planning. 

It is essential to realize that what makes the economic crisis emerge is the 
democratic process of the market. The consumers disapprove of the em- 
ployment of the factors of production as effected by the entrepreneurs. 

8. Cf. below, pp. 787-789. 
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They manifest their disapprobation by their conduct in buying and absten- 
tion from buying. The entrepreneurs, misled by the illusions of the artifi- 
cially lowered gross market rate of interest, have failed to invest in those 
lines in which the most urgent needs of the public would have been satisfied 
in the best possible way. As soon as the credit expansion comes to an end, 
these faults become manifest. The attitudes of the consumers force the 
businessmen to adjust their activities anew to the best possible want-satis- 
faction. It is this process of liquidation of the faults committed in the boom 
and of readjustment to the wishes of the consumers which is called the de- 
pression. 

But in a sociaIist economy it is only the government's value judgments 
that count, and the people are deprived of any means of making their own 
value judgments prevail. A dictator does not bother about whether or not 
the masses approve of his decision concerning how much to devote for 
current consumption and how much for additional investment. If the 
dictator invests more and thus curtails the means available for current con- 
sumption, the people must eat less and hold their tongues. No  crisis emerges 
because the subjects have no opportunity to utter their dissatisfaction. 
Where there is no business at all, business can be neither good nor bad. 
There may be starvation and famine, but no depression in the sense in 
which this term is used in dealing with the problems of a market economy. 
Where the individuals are not free to choose, they cannot protest against 
the methods applied by those directing the course of production activities. 

It is no answer to this to object that public opinion in the capitalist coun- 
tries favors the policy of cheap money. The masses are misled by the as- 
sertions of the pseudo-experts that cheap money can make them prosperous 
at no expense whatever. They do not realize that investment can be ex- 
panded only to the extent that more capital is accumulated by saving. They 
are deceived by the fairy tales of monetary cranks. Yet what counts in 
reality is not fairy tales, but people's conduct. If men are not prepared to 
save more by cutting down their current consumption, the means for a 
substantial expansion of investment are lacking. l'hcse means cannot be 
provided by printing banknotes and by credit on the bank books. 

It  is a common phenomenon that the individual in his capacity as a voter 
virtually contradicts his conduct on the market. Thus, for instance, he may 
vote for measures which will raise the price of one commodity or of all 
commodities, while as a buyer he wants to see these prices low. Such con- 
flicts arise out of ignorance and error. As human nature is, they can happen. 
But in a social organization in which the individual is neither a voter nor a 
buyer, or in which voting and buying are merely a sham, they are absent. 



7. T h e  Gross Market Rate  of Interest as Affected by 
Deflation and  Credit Contraction 

W e  assume that in the course of a deflationary process the whole 
amount by which the supply of money (in the broader sense) is 
reduced is taken from the loan market. Then the loan market and 
the gross market rate of interest are affected at the very beginning of 
the process, at a moment at which the prices of commodities and 
services are not yet altered by the change going on in the money 
relation. W e  may, for instance, posit that a government aiming at 
deflation floats a loan and destroys the paper money borrowed. Such 
a procedure has been, in the last two hundred years, adopted again 
and again. The  idea was to  raise, after a prolonged period of in- 
flationary policy, the national monetary unit to  its previous ~netallic 
parity. Of course, in most cases the deflationary projects were soon 
abandoned as their execution encountered increasing opposition and, 
moreover, heaviIy burdened the treasury. O r  we may assume that 
the banks, frightened by their adverse experience in the crisis brought 
about by  credit expansion, are intent upon increasing the reserves 
held against their liabilities and therefore restrict the amount of cir- 
culation credit. A third possibility would be that the crisis has re- 
sulted in the bankruptcy of banks which granted circulation credit 
and that the annihilation of the fiduciary media issued by these banks 
reduces the supply of credit on the loan market. 

In  all these cases a temporary tendency toward a rise in the gross 
market rate of interest ensues. Projects which would have appeared 
profitable before appear so no longer. A tendency develops toward 
a fall in the prices of factors of production and later toward a fall in 
the prices of consumers' goods also. nusiness becomes slack. The 
deadlock ceases only when prices and wage rates are by and large 
adjusted to the new money relation. Then the loan market too adapts 
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is no longer disarranged by  a shortage of money offered for advances. 
Thus a cash-induced rise in the gross market rate of interest produces 
a temporary stagnation of business. Deflation and credit contraction 
no less than inflation and credit expansion are ele~nents disarranging 
the smooth course of economic activities, and sources of disturbance. 
However, i t  is a blunder t o  look upon deflation and contraction as if 
they were simply counterparts of inflation and expansion. 

Expansion produces first the illusory appearance of prosperity. I t  
is extremely popular because it seems to  make the majority, even 
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everybody, more affluent. It has an enticing quality. A special moral 
effort is needed to stop it. On the other hand, contraction immediately 
produces conditions which everybody is ready to condemn as evil. 
Its unpopularity is even greater than the popularity of expansion. It 
creates violent opposition. Very soon the ~olitical forces fighting it 
become irresistible. 

Fiat: money inflation and cheap loans to the government convey 
additional funds to the treasury; deflation depletes the treasury's 
vaults. Credit expansion is a boon for the banks, contraction is a 
forfeiture. There is a temptation in inflation and expansion and a 
repellent in deflation and contraction. 

But the dissimilarity between the two opposite modes of money 
and credit manipulation not only consists in the fact that while one of 
them is popular the other is universally loathed. Deflation and con- 
traction are less likely to spread havoc than inflation and expansion not 
merely because they are only rarely resorted to. They are less dis- 
astrous also on account of their inherent effects. Expansion squanders 
scarce factors of production by malinvestment and overconsumption. 
If it once comes to an end, a tedious process of recovery is needed 
in order to wipe out the impoverishment it has left behind. But 
contraction produces neither malinvestment nor overconsumption. 
The temporary restriction in business activities that it engenders may 
by and large be offset by the drop in consumption on the part of the 
discharged wage earners and the owners of the material factors of 
production the sales of which drop. No protracted scars are left. When 
the contraction comes to an end, the process of readjustment does not 
need to make good for losses caused by capital consumption. 

Deflation and credit restriction never played a noticeable role in 
economic history. The outstanding examples were provided by Great 
Britain's return, both after the wartime inflation of the Napoleonic 
wars and after that of the first World War, to the prewar gold parity 
of the sterling. In each case Parliament and Cabinet adopted the 
deflationist policy without having weighed the pros and cons of the 
two  neth hods open for a return to the gold standard. In the second 
decade of the nineteenth century they could be exonerated, as at that 
time monetary theory had not yet 'clarified the problems involved. 
More than a hundred years later it was simply a display of inexcusable 
ignorance of economics as well as of monetary 11istorp.~ 

Ignorance manifests itself also in the confusion of deflation and 
contraction and of the process of readjustment into which every 
expansionist boom must lead. It depends on the institutiona1 structure 

9. See below, p. 778. 
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of thc credit system which created the boom whether or not the 
crisis brings about a restriction in the amount of fiduciary media. Such 
a restriction may occur svhen the crisis result5 in the bankruptcy of 
banks granting circulation credit and the falling off is not counter- 
poised by a corresponding expansion on thc part of thc remaining 
banks. But it is not necessarily an attendant phenomenon of the de- 
pression; it is beyond doubt that it has not appcared in the last eighty 
years in Europe and that the extent to which it occurred in the United 
States under the Federal Reserve Act of 1913 has been grossly ex- 
aggerated. The  dearth of credit which marks thc crisis is caused not 
by contraction but by the abstention from further credit expansion. 
It  hurts all enterprise;-not only those which are doomed at any ratc, 
but no less those whose business is sound and could flourish if appro- 
priate credit were available. As the outstanding debts are not paid 
back, the banks lack the means to grant credits even to the most solid 
firms. The  crisis becomes general and forces all branches of business 
and all firms to restrict the scopc of their activities. But there is no 
means of avoiding these secondary consequences of the preceding 
boom. They are inevitable. 

As soon as the depression appears, there is a general lament over 
deflation and people clamor for a continuation of the expansionist 
policy. Now, it is truc that even with no restrictions in the supply 
of money propcr and fiduciary media a\iailable, thc depression brings 
about a cash-induced tendency toward an increase in the purchasing 
power of the monetary unit. Every firm is intent upon increasing its 
cash holdings, and these endeavors affect the ratio between the supply 
of money (in the broader sense) and the demand for money (in the 
broader sense) for cash holding. This may bc properly called deflation. 
But i t  is a serious blunder to bclieve that the fall in commodity prices 
is causccl by this striving after greater cash holding. The causation is 
the other way around. Prices of the factors of production-both 
material and human-have rcached an excessive height in the boom 
period. They must come down before business can become profitabie 
again. The  entrepreneurs enlarge their cash holding because they 
abstain from buying goods and hiring workcrs as long as the structurre 
of priccs and wages is not adjusted to the real state of the market data. 
Thus any attempt of the government or the labor unions to prevent 
or  to delay this adjustment merely prolongs the stagnation. 

Even cconomists often failed to comprehend this concatcnation. 
Thcy argued thus: The  structure of prices as it developed in the boom 
was a product of the expansionist pressure. If the further increase in 
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fiduciary media comes to an end, the upward movement of prices and 
wages must stop. But, if there were no deflation, no drop in prices 
and wage rates co~dd result. 

This reasoning would be correct if the inflationary pressure had 
not affected the loan market before it had exhausted its direct effects 
upon commodity prices. Let us assume that a government of an 
isolated country issues additional paper money in order to pay doles 
to the citizens of moderate income. The rise in commodity prices 
thus brought about would disarrange production; it would tend to 
shift production from the consumers' goods regularly bought by the 
nonsubsidized groups of the nation to those which the subsidized 
groups are demanding. If the policy of subsidizing some groups in 
this way is later abandoned, the prices of the goods demanded by 
those formerly subsidized will drop and the prices of the goods de- 
manded by those formerly nonsubsidized will rise more sharply. But 
there will be no tendency of the monetary unit's purchasing power 
to return to the state of the' pre-inflation period. The structure of 
prices will be lastingly affected by the inflationary venture if the 
government does not withdraw from the market the additional 
quantity of paper money it has injected in the shape of subsidies. 

Conditions are different under a credit expansion which first affects 
the loan market. In this case the inflationary effects are multiplied by 
the consequences of capital malinvestment and overconsumption. 
Overbidding one another in the struggle for a greater share in the 
limited supply of capital goods and labor, the entrepreneurs push 
prices to a height at which they can remain only as long as the credit 
expansion goes on at an accelerated pace. A sharp drop in the prices 
of all comnlodities and services is unavoidable as soon as the further 
inflow of additional fiduciary media stops. 

While the boom is in progress, there prevails a general tendency to 
buy as much as one can buy because a further rise in prices is antici- 
pated. In the depression, on the other hand, people abstain from buying 
because they expect that prices will continue to drop. The recovery 
and the return to "normalcy" can only begin when prices and wage 
rates are so low that a sufficient number of peoplc assume that they 
will not drop still more. Therefore the only means to shorten the 
period of bad business is to avoid any attempts to delay or to check the 
fall in prices and wage rates. 

Only when the recovery begins to take shape does the change in 
the money relation, as effected by the increase in the quantity of 
fiduciary media, begin to manifest itself in the structure of prices. 
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The Difference Between Credit Expansion and Simple Inflation 

In dealing with the consequences of credit expansion we assumed that the 
total amount of additional fiduciary media enters the market system via 
the loan market as advances to business. All that has been predicated with 
regard to the effects of credit expansion refers to this condition. 

There are, however, instances in which the legal and technical methods 
of credit expansion are used for a procedure catallactically utterly differ- 
ent from genuine credit expansion. Political and institutional convenience 
sometimes makes it expedient for a government to take advantage of the 
facilities of banking as a substitute for issuing government fiat money. The 
treasury borrows from the bank, and the bank provides the funds needed 
by issuing additional banknotes or crediting the government on a deposit 
account. Legally the bank becomes the treasury's creditor. In fact the 
whole transaction amounts to fiat money inflation. The additional fiduci- 
ary media enter the market by way of the treasury as payment for various 
items of government expenditure. It is this additional government demand 
that incites business to expand its activities. The issuance of these newly 
created fiat money sums does not directly interfere with the gross market 
rate of interest, whatever the rate of interest may be which the government 
pays to the bank. They affect the loan market and the gross market rate of 
interest, apart from the emergence of a positive price premium, only if a 
part of them reaches the loan market at a time at which their effects upon 
commodity prices and wage rates have not yet been consumrnatcd. 

Such were, for example, the conditions in the United States in the second 
World War. Apart from the credit expansion policy, which the Adminis- 
tration had already adopted before the outbreak of the war, the govern- 
ment borrowed heavily from the commercial banks. This was technically 
credit expansion; essentially it was a substitute for the issuance of green- 
backs. Even more complicated techniques were resorted to in many coun- 
tries. Thus, for instance, the German Reich in the first World War sold 
bonds to the public. The Reichsbank financed these purchases by lending 
the greater part of the funds needed to the buyers against the same bonds 
as collateral. Apart from the fraction which the buyer contributed from 
his own funds, the roIe that the Bank and the public played in the whoIe 
transaction was mereiy formal. Virtuaily, the adciitionai banknotes were 
inconvertible paper money. 

It  is important to pay heed to these facts in order not to confuse the con- 
sequences of credit expansion proper and those of government-made fiat 
money inflation. 

8. The Monetary or Circulation Credit Theory of the 

Trade Cycle 

T h e  theory of the cyclical fluctuations of business as elaborated b y  
the British Currency School was in t w o  respects unsatisfactory. 
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First it faiIed to recognize that circulation credit can be granted not 
only by the issue of banlmotcs in excess of the banks' holding of cash 
reserves, but also by creating bank deposits subject t o  check in excess 
of such reserves (checkbook money, deposit currency). Consequently 
it did not realize that deposits payable on demand can also be used as 
a device of credit expansion. This error is of little weight, as it can 
be easily amended. I t  is enough to stress the point thxt all that rcfcrs 
to credit expansion is valid for all varieties of credit expansion no 
matter whether the additional fiduciary media are banknotes or  de- 
posits. However, the teachings of the Currency SchooI inspired British 
legislation designed to prevent the rcturn of credit-expansion booms 
and their necessary consequence, deprcssions, at a time when this 
fundamental dcfect was not yet unmasked. Peel's Act of 184.4 and 
its imitations in other countries did not attain the ends sought, and 
this failure shook the prestige of the Currency School. The  Banking 
School triumphed undeservedly. 

The  second shortcoming of the Currency Theory was more mo- 
mentous. It  rcstricted its reasoning to the problem of the external 
drain. It  dealt only with a particular case, viz., credit expansion in one 
country only whiIe there is either no credit expansion or only credit 
expansion to a smaller extent in other areas. This was, by and large, 
sufficient to explain the British crisis of the first part of the nineteenth 
century. But it touched only the surface of the problem. The  essential 
question was not raised at all. Nothing was done to  clarify the con- 
sequences of a general expansion of credit not confined to a number 
of banks with a restricted clientele. Thc  reciprocal relations between 
the supply of moncy (in the broader sense) and the rate of interest 
werc not analyzed. The multifarious projects to lower or to abolish 
interest altogether by means of a banking reform were haughtily 
derided as quackery, but not critically dissected and refuted. T h e  
nai've presumption of money's neutrality was tacitly ratified. Thus 
a free hand was left to all futile attempts to interpret crises and busi- 
ness fluctuations by means of the theory of direct exchange. hiany 
decades passed before the spell was broken. 

T h e  hindrance that the monctary or circulation credit theory had 
to  ovcrcome was not merely theoietical crror but also political bias. 
Public opinion is prone to see in interest nothing but a mcrely institu- 
tional obstacle to the expansion of production. It  does not reaIize that 
the discount of future goods as against present goods is a necessary 
and eternal category of human action and cannot be abolished by bank 
manipulation. In tile eyes of cranks and demagogues, interest is a 
product of the sinister machinations of rugged exploiters. The  age-old 
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disapprobation of interest has been fully revived by modern inter- 
ventionism. It clings to the dogma that it is one of the foremost duties 
of good government to lower the rate of interest as far as possible or 
to abolish it altogether. A11 present-day governments are fanatically 
committed to an easy money policy. As has been mentioned already, 
the British Government has asserted that credit expansion has per- 
formed "the miracle . . . of turning a stone into bread." lo A Chair- 
man of the Fcderal Reserve Bank of New York has declared that 
"final freedom from the domestic money market exists for every 
sovereign national state where there exists an institution which func- 
tions in the manner of a modern central bank, and whose currency is 
not convertible into gold or into some other commodity." Many 
governments, universities, and institutes of economic research lavishly 
subsidize publications whose main purpose is to praise the blessings 
of unbridled credit expansion and to slander all opponents as ill- 
intentioncd advocates of the selfish interests of usurers. 

The wavelike movement affecting the economic system, the re- 
currence of periods of boom which are followed by periods of de- 
pression, is the unavoidable outcome of the attempts, repeated again 
and agin,  to lower the gross market rate of interest by means of credit 
expansion. There is no means of avoiding the finaI colfapse of a boom 
brought about by credit expansion. The alternative is only whether 
the crisis should come sooner as the result of a voluntary abandonment 
of further credit expansion, or later as a final and total catastrophe of 
the currency system involved. 

The only objection ever raised against the circulation credit theory 
is lame indeed. It has been asserted that the lowering of t+ gross 
market rate of interest below the height it would have reached on an 
unhampered loan market may appear not as the outcome of an in- 
tentional policy on the part of the banks or the monetary authorities 
but as the unintentional effect of their conservatism. Faced with a 
situation which would, when left alone, result in a raise in the market 
rate, the banks refrain from altering the interest they charge on ad- 
vances and thus willy-nilly tumble into expansion.12 These assertions 
are unwarranted. But if we are prepared to admit their correctness 
for the sake of argument, they do not affect at all the essence of the 
monetary explanation of the trade cycle. It is of no concern what the 
particuIar conditions are that induce the banks to expand credit and 

10. See above, p. 467. 
1 1 .  Beardsley Ruml, "Taxes for Revenue Are Obsolete," American Affairs, 

VIII (1946), 35-36. 
12. Machlup ( T h e  Stock Market, Credit and Capital Formation, p. 248) calls 

this conduct of the banks "passive inflationism." 



Interest, Credit Expansion, the Trade Cycle 5 7 1  
to  underbid the gross market rate of interest which the unhampered 
market would have determined. What  counts is solely that the banks 
and the monetary authorities are guided by the idea that the height 
of interest rates as the free loan market determines it is an evil, that it 
is the objective of a good economic poIicy to lower it, and that credit 
expansion is an appropriate means of achieving this end without harm 
to anybody but parasitic moneylenders. I t  is this infatuation that 
causes them to embark upon ventures which must finally bring about 
the slump. 

If one takes these facts into consideration one could be tempted 
to abstain from any discussion of the problems involved in the frame 
of the theory of the pure market economy and to relegate it to the 
analysis of interventionism, the interference of government with the 
market phenomena. I t  is beyond doubt that credit expansion is one of 
the primary issues of interventionism. Nevertheless the right place for 
the analysis of the problems involved is not in the theory of intcr- 
ventionism but in that of the pure market economy. For the problem 
we  have to deal with is essentially the relation between the supply of 
money and the rate of interest, a problcm of which the consequences 
of credit expansion are only a particular instance. 

Everything that has been asserted with regard to credit expansion is 
equally valid with regard to the effects of any increase in the supply 
of money proper as far as this additional supply reaches the loan 
rnarltet at  an early stage of its inflow into the market system. If the 
additional quantity of money increases the quantity of money offered 
for loans at a time when commodity prices and wage rates have not 
yet been completely adjusted to the change in the money relation, 
the effects are no different from those of a credit expansion. In analyz- 
ing the problem of credit expansion, c~tallactics completes thc struc- 
ture of the theory of money and of interest. I t  implicitly demolishes 
the age-old errors concerning interest and explodes the fantastic plans 
to "abolish" interest by means of monetary or  credit reform. 

what differentiates credit expansion from an increase in the suppIy 
of money as it can appear in an economy employing only commodity 
money and no fiduciary media at a11 is conditioned by divergences 
in the quantity of the increase and in the temporal sequence of its 
effects on the various parts of the market. Even a rapid increase in the 
production of the precious metals can never have the range which 
credit expansion can attain. The gold standard was an efficacious check 
upon credit expansion, as it forced the banks not to exceed certain 
limits in their expansionist ventures.lThe gold standard's own infla- 

13.  Cf. below, p. 472. 
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tionary potentialities were kept within limits by the vicissitudes of 
gold mining. Moreover, only a part of the additional gold immediately 
increased the supply offered on the loan market. The greater part 
acted first upon commodity prices and wage rates and affected the 
loan market only at a later stage of the inflationary process. 

However, the continuous increase in the quantity of commodity 
money exercised a steady expansionist pressure on the loan market. 
The gross market rate of interest was, in the course of the last cen- 
turies, continually subject to the impact of an inflow of additional 
money into the loan market. Of course, this pressure for the last 
hundred and fifty years in the Anglo-Saxon countries and for the last 
hundred years in the co~~ntries of the European continent, was far 
exceeded by the effects of the synchronous development of circula- 
tion credit as granted by the banks apart from their-from time to 
time reiterated-straightforward endeavors to lower the gross market 
rate of interest by an intensified expansion of credit. Thus three 
tendencies toward a lowering of the gross market rate of interest were 
operating at the same time and strengthening one another. One was 
the outgrowth of the steady increase in the quantity of commodity 
money, the second the outgrowth of a spontaneous development of 
fiduciary media in banking operations, the third the fruit of inten- 
tional anti-interest policies sponsored by the authorities and approved 
by public opinion. It is, of course, impossible to ascertain in a quanti- 
tative way the effect of their joint operation and the contribution of 
each of them; an answer to such a question can only be provided by 
historical understanding. 

What catallactic reasoning can show us is merely that a slight al- 
though continuous pressure on the gross market rate of interest as 
originating from a continuous increase in the quantity of gold, and also 
from a slight increase in the quantity of fiduciary media, which is not 
overdone and intensified by purposeful easy money policy, can be 
counterpoised by the forces of readjustment and accommodation in- 
herent in the market economy. The adaptability of business not pur- 
posely sabotaged by forces extraneous to the market is powerful 
enough to offset the effects which such slight disturbances of the 
loan market can possibly bring about. 

Statisticians have tried to investigate the long- waves of business 
fluctuations with statistical methods. Such attempts are futile. The 
history of modern capitalism is a record of steady economic progress, 
again and again interrupted by feverish booms and their aftermath, 
depressions. It is generally possible to discern statistically these re- 
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curring oscilIations from the general trend toward an increase in the 
amount of capital invested and the quantity of products turned out. 
It is impossible to discover any rhythmical fluctuation in the general 
trcnd itself. 

9. T h e  Market Economy as Affected by  the Recurrence 
of the Trade Cycle 

The popularity of inflation and credit expansion, the ultimate source 
of the repeated attempts to render people prosperous by credit expan- 
sion, and thus the cause of the cyclical fluctuations of business, mani- 
fests itself clearly in the customary terminology. The boom is called 
good business, prosperity, and upswing. Its unavoidable aftermath, the 
readjustment of conditions to the real data of the market, is called 
crisis, slump, bad business, depression. People rebel against the insight 
that the disturbing element is to be seen in the malinvestment and the 
overconsumption of the boom period and that such an artificially 
induccd boom is doomed. They are looking for the philosophers' 
stone to make it last. 

I t  has been pointed out already in what respect we are free to call 
an improvement in the quality and an increase in the quantity of 
products economic progress. If we apply this yardstick to the various 
phases of the cyclical fluctuations of business, we must call the boom 
retrogression and the depression progress. The boom squanders 
through malinvestment scarce factors of production and reduces the 
stock available through overconsumption; its alleged blessings are 
paid for by impoverishment. The depression, on the other hand, is 
the way back to a state of affairs in which all factors of production 
are em$oyed for the best possible satisfaction of the most urgent 
needs of the consumers. 

Desperate attempts have been made to find in the boom some posi- 
tive contribution to economic progress. Stress has been laid upon the 
role forced saving plays in fostering capital accumulation. The argu- 
ment is vain. It has been shown already that it is very questionable 
whether forced saving can ever achieve more than to counterbalance 
a part of the capital consumption generated by the boom. If those 
praising the allegedly beneficial effects of forced saving were con- 
sistent, they would advocate a fiscal system subsidizing the rich out 
of taxes cbllected from peoplc with modest incomes. The forced 
saving achieved by this method would provide a net increase in the 
amount of capital available without simultaneously bringing about 
capital consumption of a much greater size. 
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Advocates of credit expansion have furthermore emphasized that 
some of the malinvestments made in the boom later become profitable. 
These investments, they say, were made too early, i.e., at a date when 
[he state of the supply of capital goods and the valuations of the con- 
sumers did not yet allow their construction. However, the havoc 
caused was not too bad, as these projects would have been executed 
anyway at a later date. I t  may be admitted that this description is 
adequate with regard to some instances of rnalinvestment induced 
by a boom. But nobody w-ould dare to assert that the statement is 
correct with regard to all projects whose execution has been en- 
couraged by the illusions created by the easy money policy. However 
this may be, it cannot influence the consequences of the boom and 
cannot undo or deaden the ensuing depression. The  effects of the 
rnalinvestment appear without regard to whether or  not these malin- 
vestments will appear as sound investments at a later time under 
changed conditions. When, in 1845, a railroad was constructed in 
England which would not have been constructed in the absence of 
credit expansion, conditions in the following years were not affected 
by the prospect that in 1870 or 1880 the capital goods required for 
its construction would be available. 'The gain which later resulted 
from the fact that the railroad concerned did not have to be built by 
a frcsh expenditure of capital and labor, was in 1847 no compensation 
for the losses incurred by its premature construction. 

'She boom produces impoverishment. But still more disastrous are 
its moral ravages. I t  makes people despondent and dispirited. The 
more optimistic they were under the illusory prosperity of the boom, 
the grcater is their despair and their feeling of frustration. The indi- 
vidual is always ready to ascribe his good luck to his own efficicncy 
and to take it as a well-deserved reward for his talent, application, 
and probity. But reverses of fortune he always charges to other 
people, and most of all to the absurdity of social and poIitica1 institu- 
tions. He does not blame the authorities for having fostered the boom. 
He reviles them for the necessary collapse. In the opinion of the 
public, more inflation and more credit expansion are the only remedy 
against the evils which inflation and credit expansion have brought 
about. 

Here, they say, are plants and farms whose capacity to produce is 
either not used at all or not to their full extent. Here are piles of un- 
salable commodities and hosts of unemployed workers. But here are 
also masses of people who would be lucky if they only could satisfy 
their wants more amply. All that is lacking is credit. Additional credit 
would enable the entrepreneurs to resume or to expand production. 
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T h e  unemployed would find jobs again and could buy the products. 
This reasoning seems pIausible. Nonetheless it is utterly wrong. 

If commodities cannot be sold and worlters cannot find jobs, the 
reason can only be that the prices and wages asked are too high. H e  
who wants to sell his inventories or  his capacity to work must reduce 
his demand until he finds a buyer. Such is the law of the market. Such 
is the device by means of which the market directs every individual's 
activities into those lines in which they can best contributc to the 
satisfaction of the wants of the consumers. The  malinvestments of thc 
boom havc misplaced inconvertible factors of production in some lines 
at the expense of other lines in which they were more urgently needed. 
Thcrc is disproportion in the allocation of nonconvertible factors to 
thc various branches of industry. This disproportion can be remedied 
only by the accun~ulation of new capital and its enlployment in those 
branches in which it is most urgently required. This is a slow process. 
While it is in progress, it is impossible to utilize fully the productive 
capacity of some plants for which the complcmentary production 
facilities are lacking. 

It is vain to object that there is also unused capacity of plants turn- 
ing out goods whose specific character is low. The  slack in the sale of 
these goods, it is said, cannot be explained by disproportionality in 
the capital equipment of various branches; they can be used and are 
needed for many different employments. This too is an error. If steel 
and iron works, copper mines, and sawmills cannot be operated to their 
full capacity, the reason can only be that there arc not enough buyers 
on the market ready to purchase their whole output at prices which 
cover the costs of their current exploitation. As the variable costs can 
merely consist in prices of other products and in wages, and as the 
same is valid with rcgard to the prices of these other products, this al- 
ways means that wage rates arc too high to provide all those eager to 
work with jobs and to employ thc inconvertible equipment to the full 
limits drawn by the requirement that nonspecific capital goods and 
labor should not be withdrawn from employments in which they fill 
more urgent needs. 

Out  of the collapse of the boom there is only one way back to a 
state of affairs in which progressive accumulation of capital safeguards 
a steady improvement of material well-being: ncw saving must ac- 
cumulate the capital goods needed for a harmonious equipment of 
all branches of production with the capital required. One must provide 
the capita1 goods lacking in those branches which were unduly 
neglected in the boom. Wage rates must drop; people must restrict 
their consumption temporarily untiI the capital wasted by malinvest- 
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ment is restored. Those who dislike these hardships of the readjust- 
ment period must abstain in time from credit expansion. 

There is no use in interfering by means of a new credit expansion 
with the process of readjustment. This would at best only interrupt, 
disturb, and prolong the curative process of the depression, if not 
bring about a new boom with all its inevitable consequences. 

T h e  process of readjustment, even in the absence of any new 
credit expansion, is delayed by  the psvchological effects of disap- 
pointment and frustration. People are ;low to  free themselves from 
the self-deception of delusive prosperity. Businessmen try to  continue 
unprofitable projects; they shut their eyes t o  an insight that hurts. The  
workers delay reducing their claims to the level required by  the state 
of the market; they want, if possible, t o  avoid lowcring thcir standard 
of living and changing their occupation and their dwelling place. 
People are the more discouraged the greater their optimism was in 
the days of the upswing. They  have for the moment lost self- 
confidence and the spirit of enterprise to  such an extent that they even 
fail t o  take advantage of good opportunities. But the worst is that 
people are incorrigible. After a few years they embark aneu7 upon 
credit expansion, and the old story repeats itseif. 

The Role Pla.yed by U?2ewzploycd Fxctors of Production 
in the First Stages of n B o o m  

There are in the changing economy always unsold inventories (exceed- 
ing those quantities which for technical rcasons must be lrcpt in stock), 
unemployed workers, and unused capacity of inconvertible production 
facilities. The system is moving toward a state in which there wilI be 
neither unemployed workers nor surpIus inventories.14 But as the ap- 
pearance of new data continualIy diverts the course toward a new goal, tht. 
conditions of the evenly rotating economy are never realized. 

The presencc of unuscd capacity of inconvertible investnlents is an out- 
growth of errors committed in the past. Thc assumptions made by the in- 
vestors were, as later events proved, not correct; thc market asks more 
intensively for other goods than for those which these plants can turn out. 
The piIing up of excessivc inventories and the catallactic uncmployment 
of workers are speculative. The owner of the stock refuses to seIl at the 
market price because he hopcs to obtain a higher price a t  a later date. The 
unemployed worker refuses to change his occupation or his residence or 
to content himself with lower pay because he hopes to obtain at a later date 
a job with higher pay in the place of his rcsidence and in thc branch of busi- 
ness he likes best. Both hesitate to adjust their claims to the present situation 

14. Tn the evenly rotating economy also there may bc unused capacity of in- 
convertible equipment. Its nonutilization does not disturb the equilibrium any 
more than the fallowness of submarginal soil. 
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of the market because they wait for a change in the data which will alter 
conditions to their advantage. Their hesitation is one of the reasons why 
the system has not reached the state of the evenly rotating economy. 

The advocates of credit expansion argue that what is wanted is more 
fiduciary media. Then the plants will work at full capacity, the inventories 
will be sold at prices their owners consider satisfactory, and the unem- 
ployed will get jobs at wages they consider satisfactory. This very popular 
doctrine implies that the rise in prices, brought about by the additional 
fiduciary ~nedia, would at the same time and to the same extent affect all 
other commodities and services, while the owners of the excessive inven- 
tories and the unemployed workers would content themselves with those 
nominal prices and wages they are asking-in vain, of course-today. For 
if this were to happen, the real prices and the real wage rates obtained by 
these owners of unsold inventories and unemployed workers would drop 
-in proportion to the prices of other commodities and services-to the 
height to which they must drop in order to find buyers and employers. 

The course of the boom is not substantially affected by the fact that at 
its eve there are unused capacity, unsold surplus inventories, and unem- 
ployed workers. Let us assume that there are unused facilities for the min- 
ing of copper, unsold piles of copper, and unemployed workers of copper 
mines. The  price of copper is at a level at which mining does not pay for 
some mines; their workers are discharged; there are speculators who ab- 
stain from seiling their stocks. What is needed in order to make these mines 
profitable again, to give jobs to the unemployed, and to sell the piles with- 
out forcing prices down below costs of production, is an increment p in the 
amount of capital goods available large enough to make possible such an 
increase in investment and in the size of production and consumption that 
an adequate rise in the demand for copper ensues. If, however, this incre- 
ment p does not appear and the entrepreneurs, deceived by the credit ex- 
pansion, nevertheless act as if p had really been available, conditions on the 
copper market, while the boom lasts, are as if p had really been added to 
the amount of capital goods available. But everything that has been pred- 
icated about the inevitable consequences of credit expansion fits this case 
too. The only difference is that, as far as copper is concerned, the inap- 
propriate expansion of production need not be achieved by the withdrawal 
of cd+d and :&or from emp:oymmts ;[I ivhidi they would better have 
filled the wants of the consumers. As far as copper is concerned, the new 
boom encounters a piece of malinvestment of capital and malemployment 
of labor already effected in a previous boom, which the process of read- 
justment has not yet absorbed. 

Thus it becomes obvious how vain it is to justify a new credit expansion 
by referring to unused capacity, unsoId-or, as people say incorrectly, 
"unsaleab1e"-stocks, and unemployed workers. The beginning of a new 
credit expansion runs across remainders of preceding malinvestment and 
malemploymcnt, not yet obliterated in the course of the readjustment 
process, and seemingly remedies the faults involved. In fact, however, this 
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is merely an interruption of the process of readjustment and of the return 
to sound conditions.15 The existence of unuscd capacity and unemploy- 
ment is not a valid argument against the correctness of the circulation 
credit theory. The belief of the advocates of credit expansion and inflation 
that abstention from further credit expansion and inflation would perpet- 
uate the depression is utterly false. The remedies these authors suggest 
would not make the boom last forever. They would merely upset the 
process of recovery. 

T h e  Fallacies of t he  Nonmonetary Explanations of the Trade Cycle 

In dealing with the futile attempts to explain the cyclical fluctuations of 
business by a nonmonetary doctrine, one point must first of all be stressed 
which has hitherto been unduly neglected. 

There were schools of thought for whom interest was merely a price 
paid for obtaining the disposition of a quantity of money or money sub- 
stitutes. From this belief they quite logically drew the inference that 
abolishing the scarcity of money and money-substitutes would abolish 
interest altogether and result in the gratuitousness of credit. If, however, 
one does not endorse this view and comprehends the nature of originary 
interest, a problem presents itself the treatment of which one must not 
evade. An additional supply of credit, brought about by an increase in the 
quantity of money or fiduciary media, has certainly the power to Iower the 
gross market rate of interest. If interest is not merely a monetary phenorn- 
enon and consequently cannot be lastingly lowered or brushed away by 
any increase, however large, in the supply of money and fiduciary media, 
it devolves upon economics to show how the height of the rate of interest 
conforming to the state of the market's nonmonetary data reestablishes 
itself. It must explain what kind of process removes the cash-induced de- 
viation of the market rate from that state which is consonant with the ratio 
in people's valuation of present and future goods. If economics were at a 
loss to  achieve this, it would implicitly admit that interest is a monetary 
phenomenon and could even disappear completely in the course of changes 
in the money relation. 

For the nonmonetary explanations of the trade cycle the experience that 
there are recurrent depressions is the primary thing. Their champions first 
do not see in their scheme of the sequence of economic events any clue 
which could suggest a satisfactory interpretation of these enigmatic dis- 
orders. They desperately search for a makeshift in order to patch it onto 
their teachings as an alleged cycle theory. 

T h e  case is different with the monetary or circulation credit theory. 
Modern monetary theory has finally cleared away all notions of an aIIeged 
neutrality of money. It  has proved irrefutably that there are in the market 
economy factors operating about which a doctrine ignorant of the driving 
force of money has nothing to say. The catallactic system that involves the 

15. Hayek (Prices and Production [zd ed. London, 19351, pp. 96ff.) reaches 
the same conclusion by way of a somewhat different chain of reasoning. 
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ltnowledge of money's non-neutrality and driving force presses the ques- 
tions of how changes in the money relation affect the rate of interest first 
in the short run and later in the long run. The system would be defective 
if i t  could not answer these questions. It would be contradictory if it were 
to provide an answer which would not simultaneousIy explain the cyclical 
Auctuations of trade. Even if there had never been such things as fiduciary 
media and circulation credit, modern catallactics would have been forced 
to  raise the problem concerning the relations between changes in the 
money relation and the rate of interest. 

I t  has been mentioned already that every nonmonetary explanation of 
the cycle is bound to admit that an increase in the quantity of money or 
fiduciary media is an indispensable condition of the emergencc of a boom. 
It  is obvious that a general tendency of prices to rise which is not caused by 
a general drop in production and in the supply of comrnoditics offered for 
sale. cannot appear if the supply of money (in the broader sense) has not 
increased. Now we can see that those fighting the monetary explanation 
are also forced to resort to the theory they slander for a second reason. 
For this theory alone answers the question of how an inflow of additional 
money and fiduciary media affects the loan market and the market rate of 
interest. Only those for whom interest is rnereIy the outgrowth of an in- 
stitutionally conditioned scarcity of money can dispcnsc with an implicit 
acknowledgment of the circulation credit theory of the cycle. This explains 
why no critic has ever advanced any tenable objection against this theory. 

The fanaticism with which the supporters of all these nonmonetary 
doctrines refuse to acknowledge their errors is, of coursc, a display of 
political bias. The Marxians have inaugurated the usage of interpreting the 
commercial crisis as an inherent evil of capitalism, as the necessary out- 
growth of its "anarchy" of production.1° The non-Marxian socialists and 
the interventionists are no less anxious to denlonstrate that the market 
economy cannot avoid the return of depressions. They are the more eager 
to  assail the monetary theory as currency and credit manipulation is today 
the main instrument by means of which the anticapitalist governments are 
intent upon cstablishing government omnipotence.l7 

The attempts to connect business depressions with cosmic influences, 
the most remarkable of which was William Stanley Jevons' sunspot theory, 
failed utterly. The market economy has succeeded in a fairIy satisfactory 
way in adjusting production and marketing to all the natural conditions of 
human life and its environment. It is quite arbitrary to assume that there is 
just one natural fact-namely, allegedly rhythmic harvest variations- 
with which the market economy does not know how to cope. W h y  do cn- 
trepreneurs fail to  recognize the fact of crop fluctuations and to adjust 
business activities in such a way as to discount their disastrous effects upon 
their plans? 

16. About the fundamental fault of the Marxian and all other underconsump- 
tion theories, cf. above, p. 298. 

17. About these currency and credit manipulations, cf. below, pp. 774-799. 
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Guided by the Marxian slogan "anarchy of production," the present-day 

nonmonetary cycle doctrines explain the cyclical fluctuations of trade in 
terms of a tendency, allegedly inherent in the capitalist economy, to de- 
velop disproportionality in the size of investments ~nade in various branches 
of industry. Yet even these disproportionality doctrines do not contest the 
fact that every businessman is eager to avoid such mistakes, which must 
bring him serious financial losses. The essence of the activities of entre- 
preneurs and capitalists is precisely not to embark upon projects which 
they consider unprofitable. If one assumes that there prevails a tendency 
for businessmen to fail in these endeavors, one implies that all businessmen 
are short-sighted. They are too dull to avoid certain pitfalls, and thus 
blunder again and again in their conduct of affairs. The whole of society 
has to foot the bill for the shortcomings of the thick-headed speculators, 
promoters, and entrepreneurs. 

Now it is obvious that men are fallible, and businessmen are certainly not 
free from this human weakness. But one should not forget that on the 
market a process of selection is in continual operation. There prevails an 
unceasing tendency to weed out the less efficient entrepreneurs, that is, 
those who fail in their endeavors to anticipate correctly the future de- 
mands of the consumers. If one group of entrepreneurs produces com- 
modities in excess of the demand of the consumers and consequently 
cannot sell these goods at remunerative prices and suffers losses, other 
groups who produce those things for which the public scrambles make all 
the greater profits. Some sectors of business are distressed while others 
thrive. hTo general depression of trade can emerge. 

But the proponents of the doctrines we have to deal with arguc differ- 
ently. They assume that not only the whole entrepreneuriaI class but all of 
the people are struck with blindness. As the entrepreneurial class is not a 
closed social order to which access is denied to outsiders, as every enter- 
prising man is virtually in a position to challenge those who already belong 
to the class of entrepreneurs. as the history of capitalism provides innumer- 
able examples of penniless newcomers who brilliantly succeeded in em- 
barking upon the production of those goods which according to their own 
judgment were fitted to satisfy the most urgent needs of consumers, the 
assumption that all entrepreneurs regularly fall prey to certain errors 
tacitly implies that all practical Inen lack intelligence. It implies that no- 
body who is engaged in business and nobody who considers engaging in 
business if some opportunity is offered to him by the shortcomings of those 
already engaged in it, is shrewd enough to understand the real state of the 
market. But on the other hand the theorists, who are not themselves active 
in the conduct of affairs and merely phiIosophize about other people's 
actions, consider themselves smart enough to discover the fallacies leading 
astray those doing business. These omniscient professors are never deluded 
by the errors which cloud the judgment of everyone else. They know 
precisely what is wrong with private enterprise. Their claims ro be in- 
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vested with dictatorial powers to control business are therefore fully 
justified. 

The most amazing thing about these doctrines is that they furthermore 
imply that businessmen, in their littleness of mind, obstinately cling to 
their erroneous procedures in spite of the fact that the scholars have long 
since unmasked their faults. Although every textbook explodes them, the 
businessmen cannot help repeating them. There is manifestly no means to 
prevent the recurrence of economic depression other than to entrust-in 
accordance with Plato's utopian ideas-supreme power to  the philosophers. 

Let us examine briefly the two most popular varieties of these dispro- 
portionality doctrines. 

There is first the durable goods doctrine. These goods retain their ser- 
viceableness for some time. As long as their life period lasts, the buyer who 
has acquired a piece abstains from replacing it by the purchase of a new 
one. Thus, once all people have made their purchases, the demand for new 
products dwindles. Business becomes bad. A revival is possible only when, 
after the lapse of some time, the old houses, cars, refrigerators, and the like 
are worn out, and their owners must buy new ones. 

However, businessmen are as a rule more provident than this doctrine 
assumes. They are intent upon adjusting the size of their production to the 
anticipated size of consumers' demand. The bakers take account of the fact 
that every day a housewife needs a new loaf of bread, and the manufac- 
turers of coffins take into account the fact that the total annual sale of 
coffins cannot exceed the number of people deceased during this period. 
The machine industry reckons with the average "life" of its products no 
less than do the tailors, the shoemakers, the manufacturers of motorcars, 
radio sets, and refrigerators, and the construction firms. There are, to be 
sure, always promoters who in a mood of deceptive optimism are prone to 
overexpand their enterprises. In the pursuit of such projects they snatch 
away factors of production from other plants of the same industry and 
from other branches of industry. Thus their overexpansion results in a 
relative restriction of output in other fields. One branch goes on expand- 
ing while others shrink until the unprofitability of the former and the 
profitability of the latter rearranges conditions. Both the preceding boon) 
and the following slump concern only a part of business. -. 

1 he second variety of these dlsproport~onallty doctrines is known as the 
acceleration principle. A temporary rise in the demand for a certain com- 
modity results in increased production of the commodity concerned. If, 
then, demand later drops again, the investments made for this expansion 
of production appear as malinvestments. This becomes especially perni- 
cious in the field of durable producers' goods. If the demand for the con- 
sumers' good n increases by 10 per cent, business increases the equipment p 
required for its production by 10 per cent. The resulting rise in the demand 
for p is the more momentous in proportion to the previous demand for p, 
the longer the duration of serviceableness of a piece of p is and the smaller 



consequently the previous demand for the replacement of worn-out pieces 
of p was. If the life of a piece of p is I o years, the annual demand for p for 
replacement was 10 per cent of the stock of p previously employed by the 
industry. The rise of 10 per cent in the demand for a doubles therefore the 
demand for p and results in a roo per cent expansion in the equipment r 
needed for the production of p. If then the demand for a stops increasing, 
50 per cent of the production capacity of r remains idle. If the annual in- 
crease in the demand for a drops from 10 per cent to 5 per cent, 25 per cent 
of the production capacity of r cannot be used. 

The  fundamental error of this doctrine is that it considers entrepreneur- 
ial activities as a blindly automatic response to the momentary state of de- 
mand. Whenever demand increases and renders a branch of business more 
profitable, production facilities are supposed instantly to expand in pro- 
portion. This view is untenable. Entrepreneurs often err. They pay heavily 
for their errors. But whoever acted in the way the acceleration principle 
describes would not be an entrepreneur, but a soulless automaton. Yet the 
real entrepreneur is a s ~ e c u l i l t o r , ~ ~  a man eager to utilize his opinion about 
the future structure of the market for business operations promising prof- 
its. This specific anticipative understanding of the conditions of the un- 
certain future defies any rules and systematization. It can be neither taught 
nor learned. If it were different, everybody could embark upon entre- 
preneurship with the same prospect of success. What distinguishes the 
successful entrepreneur and promoter from other people is precisely the 
fact that he does not Iet himself be guided by what was and is, but arranges 
his affairs on the ground of his opinion about the future. He  sees the past 
and the present as other people do; but he judges the future in a different 
way. In his actions he is directed by an opinion about the future which 
deviates from those held by the crowd. The impulse of his actions is that 
he appraises the factors of production and the future prices of the com- 
modities which can be produced out of them in a different way from other 
people. If the present structure of prices renders very profitable the busi- 
ness of those who are today selling the articles concerned, their production 
will expand only to the extent that entrepreneurs believe that the favorable 
market constellation will last long enough to make new investments pay. 
If entrepreneurs do not expect this, even very high profits of the enter- 
prises aiready operating wiii not bring about an expansion. It IS exactly thls 
reluctance of the capitalists and entrepreneurs to invest in lines which they 
consider unprofitable that is violently criticized by people who do not 
comprehend the operation of the market economy. Technocratically 
minded engineers complain that the supremacy of the profit motive pre- 
vents consumers from being amply supplied with all those goods with 
which technological knowledge could provide them. Demagogues cry out 
against the greed of capitalists intent upon preserving scarcity. 

18. It is noteworthy that the same term is employed to signify the premedita- 
tion and the ensuing actions of the promoters and cntreprcneurs and the purely 
academic rcasoning of theorists that does not directly result in any action. 
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A satisfactory explanation of business fluctuations must not be built upon 
the fact that individual firms or groups of firms misjudge the future state 
of the market and therefore make bad investments. The objective of the 
trade cycle theory is the general upswing of business activities, the propen- 
sity to expand production in all branches of industry, and the following 
general depression. These phenomena cannot be brought about by the fact 
that increased profits in some branches of business result in their expansion 
and a corresponding overproportional investment in the industries manu- 
facturing the equipment needed for such an expansion. 

It is a very well known fact that the more the boom progresses, the 
harder it becomes to buy machines and other equipment. The plants pro- 
ducing these things are overloacled with orders. Their customers must wait 
a long time until the machines ordered are delivered. This clearly shows 
that the producers' goods industries are not so quick in the expansion of 
their own production facilities as the acceleration principle assumes. 

But even if, for the sake of argument, we were ready to admit that capi- 
talists and entrepreneurs behave in the way the disproportionality doctrines 
describe, it remains inexplicabIe how they could go on in the absence of 
credit expansion. The striving after such additional investments raises the 
prices of the complementary factors of production and the rate of interest 
on the loan market. These effects would curb the expansionist tendencies 
very soon if there were no credit expansion. 

The supporters of the disproportionality doctrines refer to certain oc- 
currences in the field of farming as a confirmation of their assertion con- 
cerning the inherent lack of provision on the part of private business. How- 
ever, it is impermissible to demonstrate characteristic features of free 
competitive enterprise as operating in the market economy by pointing to 
conditions in the sphere of mcdium-size and small farming. In many coun- 
tries this sphere is institutionally removed from the supremacy of the 
market and the consumers. Government interference is eager to protect the 
farmer against the vicissitudes of the market. These farmers do not operate 
in a free market; they are privileged and pampered by various devices. The 
orbit of their production activities is a reservation, as it were, in which 
technological backwardness, narrow-minded obstinacy, and entrepreneur- 
ial inefficiency are artificially preserved at the expense of the nonagricul- 
turd strata of the people. If they blunder in their conduct of affairs, the 
government forces the consumers, the taxpayers, and the mortgagees to 
foot the bill. 

It is true that there is such a thing as the corn-hog cycle and analogous 
happenings in the production of other farm products. But the recurrence of 
such cycles is due to the fact that the penalties which the market applies 
against inefficient and clumsy entrepreneurs do not affect a great part of 
the farmers. These farmers are not answerable for their actions because 
they are the pet children of governments and politicians. If it were not so, 
they would long since have gone bankrupt and their former farms would 
be operated by more intelligent people. 



XXI. WORK AND WAGES 

1. Introversive Labor and Extroversive Labor 

A MAX 111ay overcome the disutility of labor (forego the enjoy- 
ment of leisure) for various reasons. 

r .  He may work in order to make his mind and body strong, vigor- 
ous, and agile. The disutility of labor is not a price expended for 
the attainment of these goals; overcoming it is inseparable from the 
contentment sought. The most conspicuous examples are genuine 
sport, practiced without any design for reward and social success; 
the search for truth and knowledge pursued for its own sake and not 
as a means of improving one's own efficiency and skill in the perform- 
ance of other kinds of labor aiming at other ends.l 

2.  H e  may submit to the disutility of labor in order to serve God. 
He sacrifices leisure to please God and to be rewarded in the beyond 
by eternal bliss and in the earthly pilgrimage by the supreme delight 
which the certainty of having complied with all religious duties 
affords. (If, however, he serves God in order to attain worldly ends 
-his daily bread and success in his secular affairs-his conduct does 
not differ substantially from other endeavors to attain mundane ad- 
vantages by expending labor. Whether the theory guiding his conduct 
is correct and whether his expectations will materialize is irrelevant 
to the catallactic qualification of his mode of a ~ t i n g . ~ )  

3. He may toil in order to avoid greater mischief. He submits to 
the disutility of labor in order to forget, to escape from depressing 
thoughts and to banish annoying moods; work for him is, as it were, a 
perfected refinement of play. This refined playing must not be con- 
fused with the simple games of children which are merely pIeasure- 
producing. (However, there are also other children's games. Children 
too are sophisticated enough to indulge in refined play.) 

1. Cognition does not aim at a goal beyond the act of knowing. What satisfies 
the thinker is thinking as such, not obtaining perfect knowledge, a goal inaccessi- 
ble to man. 

2. It is hardly necessary to remark that comparing the craving for knowledge 
and the conduct of a pious life with sport and play does not imply any disparage- 
ment of either. 
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4, He may work because he prefers the proceeds he can earn by 
working to the disutility of labor and the pleasures of leisure. 

The labor of the classes I ,  2,  and 3 is expended because the disutility 
of labor in itself-and not its product-satisfies. One toils and troubles 
not in order to reach a goal at the termination of the march, but for 
the very sake of marching. The mountain-clirnber does not want 
simply to reach the peak, he wants to reach it by climbing. He disdains 
the rack railway which would bring him to the summit more quickly 
and without trouble even though the fare is cheaper than the costs 
incurred by climbing (e.g., the guide's fee). The toil of climbing 
does not gratify him immediately; it involves disutility of labor. But 
i t  is precisely overcoming the disutility of labor that satisfies him. A 
less exerting ascent would please him not better, but less. 

Wc may call the labor of classes I, 2, and 3 introversive labor and 
distinguish it from the extroversive labor of class 4. In some cases 
introversive labor may bring about-as a by-product as it were- 
results for the attainment of which other people would submit to the 
disutility of labor. The devout may nurse sick people for a heavenly 
reward; the truth seeker, exclusively devoted to the search for 
knowledge, may discover a practically useful device. T o  this extent 
introversive labor may influence the supply on the market. But as a 
rule catallactics is concerned only with extroversive labor. 

The psychological problems raised by introversive labor are catal- 
lactically irrelevant. Seen from the point of view of economics intra- 
versive labor is to be qualified as consumption. Its performance as a 
rule requires not only the personal efforts of the individuals con- 
cerned, but also the expenditure of material factors of production and 
the produce of other peoples' extroversive, not immediately gratify- 
ing labor that must be bought by the payment of wages. The practice 
of religion requires places of worship and their equipment; sport 
requires diverse utensils and apparatus, trainers and coaches. All 
these things beIong in the orbit of consumption. 

2. Joy and Tedium of Labor 

Only extroversive, not immediately gratifying labor is a topic of 
catallactic disquisition. The dlaracteristic mark of this kind of labor 
is that it is performed for the sake of an end which is beyond its per- 
formance and the disutility which it involves. PeopIe work because 
they want to reap the produce of labor. The labor itseIf causes dis- 
utility. But apart from this disutility which is irksome and would en- 
join upon man the urge to economize labor even if his power to work 



were not limited and he were able to perform unlimited work, special 
emotional phenomena sometimes appear, fcelings of joy or tedium, 
accompanying the execution of certain kinds of labor. 

Both, the joy and the tedium of labor, are in a dornain other than the 
disutility of labor. The joy of labor therefore can neither alleviate 
nor remove the disutility of labor. Kcither must the joy of labor be 
confused with the immediate gratification provided by certain kinds 
of work. It is an attendant phenomenon which proceeds either from 
labor's mediate gratification, the produce or reward, or from some 
accessory circumstances. 

People do not submit to the disutility of labor for the sake of the joy 
which accompanies the labor, but for the sake of its mediate gratifica- 
tion. In fact the joy of labor presupposes for the most part the dis- 
utility of the labor concerned. 

The sources from which the joy of labor springs are: 
I .  Thc  expectation of the labor's mediate gratification, the antici- 

pation of the enjoyment of its success and yield. The toiler looks at his 
work as a means for the attainment of an end sought, and the progress 
of his work delights him as an approach toward his goal. His joy 
is a foretaste of the satisfaction conveyed by the mediate gratification. 
In the frame of social cooperation this joy manifests itself in the con- 
tentment of being capable of holding one's ground in the social or- 
ganism and of rendering services which one's fellowmen appreciate 
eithcr in buying thc product or in remunerating the labor expcnded. 
The worker rcjoices because he gets self-respect and the consciousness 
of supporting himself and his family and not being dependent on other 
people's mercy. 

2.  In the pursuit of his work the workcr enjoys the aesthetic ap- 
preciation of his skill and its product. This is not merely the con- 
templative pleasure of the man who views things performed by other 
people. It is the pride of a man who is in a position to say: I know 
how to make such things, this is my work. 

3 .  Having completed a task the worker enjoys the feeling of hav- 
ing successfully overcome all the toil and troublc involved. He is 
happy in being rid of something difficult, unpleasant, and painful, in 
being relieved for a certain time of the disutility of labor. His is the 
feeline of "I have done it." 

3 4. Some kinds of work satisfy particular wishes. There are, for ex- 
ample, occupations which meet erotic desires-either conscious or 
subconscious ones. These desires may be normal or perverse. Also 
fetishists, homosexuals, sadists and other perverts can sometimes find 
in their work an opportunity to satisfy their strange appetites. There 
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arc occupations which arc cspecially attractive t o  such people. Cruelty 
and bIood-thirstiness luxuriantly thrive under various occupationd 
cloaks. 

The  various kinds of work offer difierent conditions for the ap- 
pcarance of thc joy of labor. Thcse conditions may be by and largc 
n1oJ-e homogeneous in classes I and 3 than in class 2. I t  is obvious that 
they are more rarely present for class 4. 

The  joy of labor can be cntircIy abscnt. Psychical factors may 
clin~inatc ;t altogether. On the othcr hand one can prposel; aim at 
increasing thc joy of lahor. 

Keen disccrncrs of the human soul have always been intent upon 
e~~hanc ing  the joy of labor. A grcat part of the achievements of the 
organizers and leadcrs of armies of mercenaries belongcd to this field. 
Their task was easy as far as the profession of arms provides the 
satisfactions of class 4. However, these satisfactions do not depend 
on  the arms-bearer's Ioyalty. They  also come to the soldier who leaves 
his war-lord in the lurch and turns against him in the service of new 
Icadcrs. Thus the particular task of the employcrs of nlcrcenaries was 
t o  promote an esprit dc corps and loyalty that could render their hire- 
lings proof against temptations. There were also, of course, chiefs who 
did not bother about such irnpalpablc matters. In  the armies and navies 
of the eighteenth century the only rncans of securing obedience and 
preventing desertion wcre barbarous punishments. 

Modern ir~dustrialism u a s  not intent upon designedly increasing 
the joy of labor. I t  relied upon thc material improvenlent that i t  
brought to  its crnployees in their capacity as wage earners as wcll 
as in their capacity as consumers and buyers of the products. In view 
of the fact that job-seclrers thronged to the plants and cvcrvone 
scrambled for the inanufactures, there secmcd to bc no need to risort 
t o  special devices. 3 he benefits which the masses dcrired from the 
capitalist system were so obvious that no cntrepreneur considered it  
necessary to harangue the worlters with procapitalist propaganda. 
R4odern capitalism is essentially mass production for thc ncecls of the 
masses. The  buyers of the products are by and large the same pcople 
who as wage earners cooperate in their manufacturing. Rising sales 
provided dependable information to  the employer about the improvc- 
rncnt of the masses' standard of living. H c  did not bother about the 
feclings of his cmplovees as vr~orltcrs. H e  was cxcIusivcly intent upon 
serving them as consumcrs. Even today, in face of thc most persistent 
and fanatical anticapitali\t propagmda, there is hardly any counter- 
propaganda. 

This anticapitalist propaganda is a systematic scheme for the sub- 
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stitution of tedium for the joy of labor. The joy of labor of classes 
I and 2 depends to some extent on ideological factors. The worker 
rejoices in his place in society and his active cooperation in its pro- 
ductive effort. If one disparages this ideology and replaces it by 
another which represents the wage earner as the distressed victim 
of ruthless exploiters, one turns the joy of labor into a feeling of 
disgust and tedium. 

No ideology, however jmpressively emphasized and taught, can 
affect the disutility of labor. It is impossible to remove or to alleviate 
it by persuasion or hypnotic suggestion. On thc other hand it cannot 
be increased by words and doctrines. The disutility of labor is a 
phenomenon unconditionally given. The spontaneous and carefree 
discharge of one's own energies and vital functions in aimless freedom 
suits everybody better than the stern restraint of purposive effort. 
The disutility of labor also pains a man who with heart and soul and 
even with seIf-denial is devoted to his work. He too is eager to reduce 
the lump of labor if it can be done without prejudice to the mediate 
gratification expected, and he enjoys the joy of labor of class 3. 

However, the joy of labor of classes I and 2 and somctinlcs even that 
of class 3 can be eIiminated by ideological influences and be replaced 
by the tedium of labor. The worker begins to hate his work if he 
becomes convinced that what makes him submit to the disutility of 
labor is not his own higher valuation of the stipulated compensation, 
but merely an unfair social system. Deluded by the slogans of the 
socialist propagandists, he fails to realize that the disutility of labor is 
an inexorable fact of human conditions, something uItimatcly given 
that cannot be removed by devices or methods of social organization. 
He falls prey to the Marxian fallacy that in a socialist commonwealth 
work will arouse not pain but pleas~re.~ 

The fact that the tedium of labor is substituted for the joy of labor 
affects the valuation neither of the disutility of labor nor of the prod- 
uce of labor. Both the demand for labor and the supply of labor 
remain unchanged. For people do not work for the sake of labor's 
joy, but for the sake of the rnediate gratification. What is altered is 
merely the worker's emotional attitude. His work, his position in the 
cornpiex of the social division of labor, his relations to other members 
of society and to the whole of society appear to him in a new light. He 
pities himself as the defenseless victim of an absurd and unjust system. 
He becomes an ill-humored grumbler, an unbalanced personality, an 
easy prey to all sorts of quacks and cranks. T o  be joyful in the per- 

3. Engels, Herrn Eugen Diihrings Umwalzzmg der Wissenschaft (7th ed. 
Stuttgart, I~IO), p. 317. 
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formance of one's tasks and in overcoming the disutility of labor 
makes people cheerful and strengthens their energies and vital forces. 
T o  feel tedium in working makes people morose and neurotic. A 
commonwealth in which the tedium of labor prevails is an assemblage 
of rancorous, quarrelsome, and wrathful malcontents. 

However, with regard to the volitionaI springs for overcoming the 
disutility of labor, the role played by the joy and the tedium of labor 
is merely accidental and supererogatory. There cannot be any question 
of making people work for the mere sake of the joy of labor. The joy 
of labor is no substitute for the mediate gratification of labor. The only 
means of inducing a man to work more and better is to offer him a 
higher reward. It is vain to bait him with the joy of labor. When the 
dictators of Soviet Russia, hlazi Germany, and Fascist Italy tried to 
assign to the joy of labor a definite function in their system of produc- 
tion, they saw their expectations blighted. 

Neither the joy nor the tedium of labor ran influence the amount 
of labor offered on the market. ,4s far as these feelings are present 
with the same intensity in all kinds of work, the case is obvious. But 
it is the same with regard to joy and tedium which are conditioned 
by the particular features of the work concerned or the particular 
character of the worker. 1,et us look, for example, at the joy of class 
4. The eagerness of certain people to get jobs which offer an oppor- 
tunity for the enjoyment of these particular satisfactions tends to 
lower wage rates in this field. But it is precisely this effect that makes 
other people, less responsive to these questionable pleasures, prefer 
other sectors of the labor market in which they can earn more. Thus 
an opposite tendency develops which neutralizes the first one. 

The joy and the tedium of labor are psychological phenomena 
which influence neither the individual's subjective valuation of the 
disutility and the mediate gratification of labor nor the price paid 
for labor on the market. 

3.  Wages 

Labor is a scarce factor of production. As such it is sold and bought 
on the market. The price paid for labor is included in the price allowed 
for the product or the services if the performer of the work is the 
seller of the product or the services. If bare labor is sold and bought 
as such, either by an entrepreneur engaged in production for sale or 
by a consumer eager to use the services rendered for his own consump- 
tion, the price paid is called wages. 

For acting man his own labor is not merely a factor of production 
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but also the source of disutility; he values it not only with regard to 
the mediate gratification expected but also with regard to the dis- 
utility it causes. But for him, as for everyone, other people's labor as 
offered for sale on the market is nothing but a factor of production. 
Man deals with other people's labor in the same way that he deals with 
all scarce material factors of production. H e  appraises it according 
to the principles he applies in the appraisal of all other goods. The 
height of wage rates is determined on the market in the same way in 
which the prices of all commodities are determined. In this sensk we 
may say that labor is a commodity. The  emotional associations which 
people, under the influence of Marxism, attach to this term do not 
matter. It suffices to observe incidentally that the employers deal with 
labor as they do with commodities because the conduct of the con- 
sumers forces them to proceed in this way. 

I t  is not permissible to speak of labor and wages in general without 
resorting to certain restrictions. A uniform type of labor or a general 
rate of wages do not exist. Labor is very different in quality, and 
each kind of labor renders specific services. Each is appraised as 3 

complementary factor for turning out definite consumers' goods and 
services. Between the appraisal of the performance of a surgeon and 
that of a stevedore there is no direct connection. But indirectIy each 
sector of the labor ~narket is connected with all other sectors. An in- 
crease in the demand for surgical services, however great, will not 
make stevedores flock into the practice of surgery. Yet the lines be- 
tween the various sectors of the labor market are not sharply drawn. 
There prevails a continuous tendency for workers to shift from their 
branch to other similar occupations in which conditions seen1 to offer 
better opportunities. Thus finally every change in demand or supply 
in one sector affects all other sectors indirectly. All groups indirectlv 
compete with one another. If more people enter the medical 
sion, men are withdrawn from kindred occupations who again are 
replaced by an inflow of people from other branches and so on. In 
thls sense there exists a connexity between aii occupationai groups 
however different the requirements in each of them may be. There 
again we are faced with the fact that the disparity in the quality of 
work needed for the satisfaction of wants is geateE than the diversity 
in men's inborn ability to perform work.4 

Connexity exists not only between different types of labor and 
the prices paid for them b i t  no less between labor and the material 
factors of production. Within certain limits labor can be substituted 
for material factors of production and vice versa. The  extent that such 

4. Cf. above, pp. 133-135. 
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substitutions are resorted to depends on the height of wage rates and 
the prices of material factors. 

The determination of wage rates-like that of the prices of material 
factors of production-can be achieved only on the market. There 
is no such thing as nonmarket wage rates, just as there are no non- 
market prices. As far as there are wages, labor is deaIt with like any 
material factor of production and sold and bought on the market. It  
is usual to call the sector of the market of producers' goods on which 
labor is hired the labor market. As with all other sectors of the market, 
the labor market is actuated by the entrepreneurs intent upon making 
profits. Each entrepreneur is eager to buy all the kinds of specific labor 
he needs for the realization of his planswat the cheapest price. But the 
wages he offers nlmt be high enough to take the workers away from 
competing entrepreneurs. The upper limit of his bidding is determined 
by anticipation of the price he can obtain for the increment in salable 
goods he expects from the employment of the worker concerned. 
The lower limit is determined by the bids of competing entrepreneurs 
who themselves are guided by analogous considerations. It is this that 
economists have in mind in asserting that the height of wage rates for 
each kind of labor is determined by its marginal productivity. An- 
other way to express the same truth is to say that wage rates are de- 
termined by the supply of labor and of material factors of production 
on the one hand and by the anticipated future prices of the consumers' 
goods. 

This catallactic explanation of the determination of wage rates has 
been the target of passionate but entirely erroneous attacks. It has 
been asserted that there is a monopoly of the demand for labor. Most 
of the supporters of this doctrine think that they have sufficiently 
proved their case by referring to some incidental remarks of Adam 
Smith concerning "a sort of tacit but constant and uniform combina- 
tion" among emphyers to keep wages down.5 Others refer in vague 
terms to the existence of trade associations of various groups of busi- 
nessmen. The emptiness of all this talk is evident. However, the fact 
that these garbled ideas are the main ideological foundation of labor 
unionism and the labor policy of all contemporary governments makes 
it necessary to analyze them with the utmost care. 

The entrepreneurs are in the same position with regard to the sellers 
of labor as they are with regard to the sellers of the ~naterial factors of 
production. They are under the necessity of acquiring all factors of 

5. Cf. Adam Smith, A n  Inquiry into the Nature and Causes o f  the M7ealth of 
Nations (Basle, 1791), vol. I, Bk. I, chap. viii, p. loo. Adam Smith himself seems 
t o  have unconsciously given up the idea. Cf. W. H. Hutt, T h e  T l ~ e o r y  o f  Collec- 
tive Bargaining (London, 1930), pp. 24-25. 
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production at the cheapest price. But if in the pursuit of this en- 
deavor some entrepreneurs, certain groups of entrepreneurs, or all 
entrepreneurs offer prices or wage rates which are too low, i.e., do not 
agree with the state of the unhampered market, they will succeed 
in acquiring what they want to acquire only if entrance into the 
ranks of entrepreneurship is blocked through institutional barriers. 
If the emergence of new entrepreneurs or the expansion of the activi- 
ties of already operating entrepreneurs is not prevented, any drop 
in the prices of factors of production not consonant with the structure 
of the market must open new chances for the earning of profits. There 
will be ~eop le  eager to take advantage of the margin between the 
prevailing wage rate and the marginal productivity of labor. Their 
demand for labor will bring wage rates back to the hcight conditioned 
by labor's marginal productivity. The tacit combination among the 
employers to which Adam Smith referred, even if it cxistcd, could 
not lower wages below the competitive market rate unless access to 
entrepreneurship required not only brains and capital (the latter al- 
ways available to enterprises promising the highest returns), bat in 
addition also an institutional title, a patent, or a license, rcserved to 
a class of privileged people. 

It has been asserted that a job-seeker must sell his labor at any price, 
however low, as he depends excIusively on his capacity to work and 
has no other source of income. He cannot wait and is forced to content 
himself with any reward the employers are kind enough to offer him. 
This inherent weakness makes it easy for the concerted action of the 
masters to lower wage rates. They can, if need be, wait longer, as 
their demand for labor is not so urgent as the worker's demand for 
subsistence. The argument is defective. It takes it for granted that the 
employers pocket the difference between the marginal-productivity 
wage rate and the lower monopoly rate as an extra monopoly gain and 
do not pass it on to the consumers in the form of a reduction in prices. 
For if they were to reduce prices according to the drop in costs of 
production, they, in their capacity of entrepreneurs and sellers of 
the products, would derive no advantage from cutting wages. The 
whole gain would go to the consumers and thereby also to the wage- 
earners in thcir capacity as buyers; the entrepreneurs themselves would 
be benefited only as consumers. However, to rctain the extra profit 
resulting from the "exploitation" of the workers' poor bargaining 
power would require concerted action on the part of employers in 
their capacity as sellers of the products. It would require a universal 
monopolv of all kinds of production activities which can he cre- 
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ated only by an institutional restriction of access to entrepreneurship. 
The cssential point of the mattcr is that the alleged monopolistic 

combination of the en~ployers about which Adam Smith and a great 
part of public opinion speak would be a monopoly of demand. But 
we have already seen that such alleged monopolies of demand are in 
fact nlonopolies of supply of a particular character. The employers 
would be in a position enabling them to lower wage rates by concerted 
action only if they were to ~nonopolize a factor indispensable for 
every kind of production and ro restrict the employment of this factor 
in a monopolistic way. As thcre is no single material factor indispen- 
sable for every kind of ~roduction, they would have to nlonopolize 
all material factors of production. This condition would be present 
only in a socialist community, in which there is neither a market 
nor prices and wage rates. 

Neither would it be possible for the proprietors of the material 
factors of production, the capitalists and the landowners, to combine 
in a universal cartel against the interests of the workers. The character- 
istic mark of production activities in the past: and in the forcseeable 
future is that the scarcity of labor exceeds t:hc scarcity of most of 
the primary, nature-given material factors of production. The com- 
paratively greater scarcity of labor determines the extent to which 
the comparatively abundant primary natural factors can be utilized. 
There is unused soil, there are unused mineral deposits and so on be- 
cause there is not enough labor available for their utilization. If the 
owners of the soil that is tilled today were to form a cartel in order to 
reap monopoly gains, their plans would be frustrated by the compe- 
tition of the owners of the submarginal land. The owners of the 
produced factors of production in their turn could not combine in a 
comprehensive cartel without the cooperation of the owners of the 
primary factors. 

Various other objections have been advanced against the doctrine 
of the monopolistic exploitation of labor by a tacit or avowed com- 
bine of the employers. It has been demonstrated that at no time and 
at no place in the unhampered market economy can the existence of 
such cartels be discovered. I t  has been shown that it is not true that 
the job-seekers cannot wait and are therefore under the necessity of 
accepting any wage rates, however low, offered to them by the em- 
ployers. It isnot  true that every unemployed worker is faced with 
starvation; the workers too have reserves and can wait; the proof is 
that they really do wait. On the other hand waiting can be financially 
ruinous to the entrepreneurs and capitalists too. If they cannot ernploir 
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their capital, they suffer losses. Thus all the disquisitions about an 
alleged "employers' advantage" and "workers' disadvantage" in bar- 
gaining are without sub~tance.~ 

But these are secondary and accidental considerations. The central 
fact is that a monopoly of the demand for labor cannot and does not 
exist in an unhampered market economy. It could originate only as 
an outgrowth of institutional restrictions of access to entrepreneur- 
ship. 

Yet one point must be stressed. The doctrine of the monopolistic 
manipulation of wage rates by the employers speaks of labor as if it 
were a homogeneous entity. It deals with such concepts as demand 
for "labor in general" and supply of "labor in general." But such 
notions have, as has been pointed out already, no counterpart in 
reality. What is sold and bought on the labor market is not "labor in 
generd," but definite specific labor suitable to render definite services. 
Each entrepreneur is in search of workers who are fitted to accomplish 
those specific tasks which he needs for the execution of his plans. He 
must withdraw these specialists from the employments in which they 
happen to work at the moment. The only means he has to achieve 
this is to offer them higher pay. Every innovation which an entre- 
preneur plans-the production of a new article, the application of a 
new process of production, the choice of a new location for a specific 
branch or simply the expansion of production already in existence 
either in his own enterprise or in other enterprises-requires the 
employment of worlrcrs hitherto engaged somewhere else. The entre- 
preneurs are not merely faced with a shortage of "labor in generaI," 
but with a shortage of those specific types of labor they need for 
their plants. The competition among the entrepreneurs in bidding for 
the most suitable hands is no less keen than their competition in bidding 
for the required raw materials, tools, and machines and in their bidding 
for capital on the capital and loan market. The expansion of the activi- 
ties of the individual firms as well as of the whole society is not only . . 
l~mited by the amount of capitai goods avaiiabie and of the suppiy 
of "labor in general." In each branch of production it is also limited 
by the available supply of specialists. This is7 of course, only a tem- 
porary obstacle which vanishes in the long run when more workers, 
attracted by the higher pay of the specialists in comparatively under- 
manned branches, will have trained themselves for the special tasks 
concerned. Rut in the changing economy such a scarcity of specialists 

6.  All these and many other points are carefully anaIyzed by Hutt, op. cit., 
PP. 35-72. 
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emerges anew daily and determines the conduct of employers in 
their search for workers. 

Every employer must aim at buying the factors of production 
needed, inclusive of labor, at the cheapest price. An employer who 
paid more than agrees with the market price of the services his em- 
ployees render him, would be soon removed from his entrepreneurial 
position. On the other hand an employer who tried to reduce wage 
rates below the height consonant with the marginal productivity of 
labor would not recruit the type of men that the most efficient utiliza- 
tion of his equipment requires. There prevails an inevitable tendency 
for wage rates to reach the point at which they are equal to the price 
of the marginal product of the kind of labor in question. If wage 
rates drop below this point, the gain derived from the employment 
of every additional worker will increase the demand for labor and thus 
make wage rates rise again. If wage rates rise above this point, the 
loss incurred from the employment of every worker will force the 
employers to discharge workers. The competition of the unemployed 
for jobs will create a tendency for wage rates to drop. 

4. Catallactic Unemployment 

If a job-seeker cannot obtain the position he prefers, he must look 
for another kind of job. If he cannot find an employer ready to pay 
him as much as he would like to earn, he must abate his pretensions. If 
he refuses, he will not get any job. He remains unemployed. 

What causes unen~ployment is the fact that-contrary to the above- 
mentioned doctrine of the worker's inability to wait-those eager to 
earn wages can and do wait. A job-seeker who does not want to wait 
will always get a job in the unhampered market economy in which 
there is aIways unused capacity of natural resources and very often 
also unused capacity of produced factors of production. It is only 
necessary for him either to reduce the amount of pay he is asking f i r  
or to alter his occupation or his place of work. 

There were and still are people who work only for some time and 
then live for another period from the savings they have accumulated 
by working. In countries in which the cultural state of the masses 
is low, it is often difficult to recruit workers who are ready to stay 
on the job. The average man there is so callous and inert that he knows 
of no other use for his earnings than to buy some leisure time. He 
works only in order to remain unemployed for some time. 

It is different in the civiIized countries. Here the worker looks 
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upon unen~ployment as an evil. H e  would like to avoid it provided 
the sacrifice required is not too grievous. H e  chooses between employ- 
ment and unemployment in the same way in which he proceeds in all 
othcr actions and choices: he weighs the pros and cons. If he chooses 
unemployment, this unemployment is a market phenomenon whose 
nature is not different from other market phcnomena as they appear 
in a changing market economy. W e  may call this kind of unemploy- 
ment market-generated or  catallactic unemployment. 

T h e  various considerations which maj7 induce a man to decide for 
unemployment can be classified in this way: 

I .  The  individual believes that he will find at a later date a rc- 
inunerative job in his dwelling place and in an occupation which he 
likes better and for which he has been trained. H e  seeks to avoid the 
expenditure and other disadvantages involved in shifting from one 
occupation to another and from one geographical to another. 
There may be special conditions increasing these costs. A worker who 
owns a homestead is more firmly linked with the place of his residence 
than people living in rented apartments. A married woman is less 
mobile than an unrnarricd girl. Then there are occupations which im- 
pair the worker's ability t o  resume his previous job at a later date. 
A watchmaker who works for some time as a lumberman may lose 
the dexterity required for  his previous job. In all thesc cases the 
iildivid~~al chooses temporary unemployment because he believes that 
this choice pays better in the long run. 

2 .  There are occupations the demand for which is subject to con- 
siderable seasonal variations. In somc months of the year the demand 
is very intense, in other months it dwindlcs or disappears altogether. 
The structure of wage rates discounts thesc seasonal fluctuations. 
The branches of industry subject to them can compete on the labor 
market only if the wages they pay in the good season are high enough 
to indemnify the wage earners for the disadvantagcs resulting from the 
seasonal irregularity in demand. Then many of the workcrs, having 
'..rli0A n n n r t  ,.C +Lo;" *--l, ,n,,.,-- .-r cL- --- -----.- --I-,.- 
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employed in the had season. 

3. The individual chooses temporary unemployment for considera- 
tions which in popular speech are calIed'noneconomic or even irra- 
tionaI. H e  does not take jobs which are incompatible with his reli- 
gious, moral, and political convictions. H e  shuns occupations the 
exercise of which would impair his social prestige. He lets himself be 
guided by traditional standards of what is proper for a gentleman and 
what is unworthy. H e  does not want to lose face or  caste. 

Unemployment in the unhampered market is always voluntary. 
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In the eyes of the unemployed man, unempIoynient is the minor 
of two evils between which he has to choose. The  structure of the 
market may sometimes cause wage rates to drop. But, on the un- 
hampered market, there is always for each type of Iabor a rate at 
which all those eager to work can get a job. The  final wage rate is 
that rate at which all job-seekers get jobs and all employers as many 
workers as they want to hire. Its height is determined by the marginal 
productivity of each type of work. 

Wage rate fluctuations are the device by means of which the 
sovcreignty of the consumers manifests itself on the labor market. 
They are the measure adopted for the allocation of labor to the various 
branches of productior~. They penalizc disobedience by cutting wagc 
rates in the comparatively overmanned branches and recompense 
obedience by raising u,age rates in the comparatively undcrrnanned 
branches. They thus submit the individual to a harsh social pressure. 
It  is obvious that they indirectly limit the individual's freedom to 
choose his occupation. Rut this coercion is not rigid. It  leaves to the 
individual a margin in the limits of which he can choose 1)etween what 
suits him better and what less. Within this orbit he is free to act of 
his own accord. This amount of freedom is the maximum of freedom 
that an individual can enjoy in the framework of the social division 
of labor, and this amount of coercion is the minimum of coercion 
that is indispensable for the preservation of the system of social co- 
operation. There is only one alternative left to  the catallactic pressure 
exercised by the wages system: the assignment of occupations and 
jobs to each individual by the peremptory decrees of an authority, 
a central board planning all production acitivities. This is tantamount 
to the suppression of all freedom. 

It  is true that under the wages system the individual is not free to 
choose permanent unemployment. Gut no other imaginable social 
system could grant him a right to unIimited leisure. That  man cannot 
avoid submitting to the disutility of labor is not an outgrowth of any 
social institution. It  is an inescapable natural condition of human life 
and conduct. 

It  is not expedient ro call catallactic unenlployment in a metaphor 
borrowed from mechanics "frictional" unemployment. I n  the 
imaginary construction of the evenly rotating economy there is no 
unemployment because we have based this construction on such an 
assumption. Unemployment is a phenomenon of a changing economy. 
The  fact that a worker discharged on account of changes occurring 
in the arrangement of production processes does not instantly take 
advantage of every opportunity to get another job but waits for a 
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more propitious opportunity is not a consequence of the tardiness of 
the adjustment to the change in conditions, bnt is one of the factors 
slowing down the pace of thls adjustment. It is not an automatic reac- 
tion to the changes which have occurred, independent of the will and 
the choices of the job-seekers concerned, but the effect of their inten- 
tional actions. It is speculative, not frictional. 

Catallactic unemployment must not be confused with institutional 
z~nemployment. Institutional unemployment is not the outcome of 
the decisions of the individuaI job-seekers. It is the effect of inter- 
ference with the market phenomena intent upon enforcing by co- 
ercion and compulsion wage rates higher than those the unhampered 
market would have determined. 'The treatment of institutional un- 
employment belongs to the analysis of the problems of intervention- 
ism. 

5. Gross Wage Rates and Net  Wage Rates 

What the employer buys on the labor market and what he gets 
in exchange for the wages paid is always a definite performance which 
he appraises according to its market price. The customs and usages 
prevailing on the various sectors of the labor market do not influence 
the prices paid for definite quantities of specific performances. Gross 
wage rates always tend toward the point at which they are equal 
to the price for which the increment resulting from the employment 
of the marginal worker can be sold on the market, due allowance being 
made for the price of the required materials and to originary interest 
on the capital needed. 

In weighing the pros and cons of the hiring of workers the em- 
ployer does not ask himseIf what the worker gets as take-home wages. 
The only relevant question for him is: What is the total price I have 
to expend for securing the services of this worker? In speaking of 
the determination of wage rates catallactics always refers to the total 
price which the employer must spend for a definite quantity of work 
of a definite type, i.e., to gross wage rates. If laws or business customs 
force the employer to make other expenditures besides the wages 
he pays to the employee, the take-home wages are reduced accord- 
ingly. Such accessory expenditures do not affect the gross rate of 
wages. Their incidence falls entirely upon the wage-earner. Their 
total amount reduces the height of take-home wages, is., of net 
wage rates. 

It is necessary to realize the following consequences of this state of 
affairs: 

I .  It does not matter whether wages are time wages or piecework 
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wages. Also where there are time wages, the employek takes only one 
thing into account; namely, the average performance he expects to 
obtain from each worker employed. His calculation discounts all the 
opportunities time work offers to shirkers and cheaters. He discharges 
workers who do not perform the minimum expected. On the other 
hand a worker eager to earn more must either shift to piecework or 
seek a job in which pay is higher because the minimum of achievement 
expected is greater. 

Neither does it matter on an unhampered labor market whether time 
wages are paid daily, weekly, monthly, or as annual wages. It does 
not matter whether the time allowed for notice of discharge is longer 
or shorter, whether agreements are made for definite periods or for 
the worker's life time, whether the employee is entitled to retirement 
and a pension for himseIf, his widow, and his orphans, to paid or un- 
paid vacations, to certain assistance in case of illness or invalidism or 
to any other benefits and privileges. The question the employer faces 
is always the same: Does it or does it not pay for me to enter into such 
a contract? Don't I pay too much for what I am getting in return? 

2. Consequently the incidence of all so-called social burdens and 
gains ultimately falls upon the worker's net wage rates. It is irrelevant 
whether or not the employer is entitled to deduct the contributions 
to all kinds 'of social security from the wages he pays in cash to the 
employee. At any rate these contributions burden the employee, not 
the employer. 

3.  The same holds true with regard to taxes on wages. Here too 
it does not matter whether the employer has or has not the right to 
deduct them from take-home wages. 

4. Neither is a shortening of the hours of work a free gift to the 
worker. If he does not compensate for the shorter hours of work by 
increasing his output accordingly, time wages will drop correspond- 
ingly. If the law decreeing a shortening of the hours of work pro- 
hibits such a reduction in wage rates, all the consequences of a 
government-decreed rise in wage rates appear. The same is valid with 
regard to all other so-called social gains, such as paid vacations and 
SO on. 

5. If the government grants to the employer a subsidy for the 
employment of certain classes of workers, their take-home wages are 
increased by the total amount of such a subsidy. 

6. If the authorities grant to every employed worker whose own 
earnings lag behind a certain minimum standard an allowance raising 
his income to this minimum, the height of wage rates is not directly 
affected. Indirectly a drop in wage rates could possibly result as far 
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as this system c'ould induce people who did not work before to seek 
jobs and thus bring about an increase in the supply of labor.' 

6. Wages and Subsistence 

The  life of primitive man was an unceasing struggle against the 
scantiness of the nature-given means for his sustenance. In this des- 
perate effort to  secure bare survival, many individuals and whole 
families, tribes, and races succumbed. Primitive man was always 
haunted by the specter of death from starvation. Civilization has freed 
us from these perils. Human life is menaced day and night by innumer- 
able dangers; it can be destroyed at any instant by natural forces 
which are beyond control or at least cannot be controlled at the 
present stage of our knowledge and our potentialities. But the horror 
of starvation no longer terrifies people living in a capitalist society. 
H e  who is able to work earns much more than is needed for bare 
sustenance. 

There are also, of course, disabled people who are incapable of 
work. Then there are invalids who can perform a small quantity of 
work; but their disability prevents them from earning as much as 
normal workers do; sometimes the wage rates they could earn are so 
low that they couId not maintain themselves. These people can keep 
body and soul together only if other people help them. The  next of 
kin, friends, the charity of benefactors and endowments, and com- 
munal poor relief take care of the destitute. Alms-folk do not co- 
operate in the social process of production; as far as the provision of 
the means for the satisfaction of wants is concerned, they do not act; 
they live because other people look after them. The problems of poor 
relief are problems of the arrangement of consumption, not of the 
arrangement of production activities. They are as such beyond the 
frame of a theory of human action which refers only to the provision 
of the means required for consumption, not to the way in which these 
means are consumed. Catallactic theory deals with the method5 
adopted for the charitable support of the destitute only as far as they 
can possibly affect the supply of labor. It  has sometimes happened that 
the policies applied in poor relief have encouraged unwillingness to 
work and the idleness of able-bodied adults. 

7. In the last years of the eighteenth century, amidst the distress produced by 
the rotracted war with France and the inflationary methods of financing it, P Eng and resorted to  this makeshift (the Speenhamland system). The real aim was 
to  prevent agricultural workers from leaving their jobs and going into the 
factories where they could earn more. The Speenhamland system was thus a 
disguised subsidy for the landed gentry saving them the expense of higher wages. 
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In the capitalist society there prevails a tendency toward a steady 
increase in the per capita quota of capital invested. The accumula- 
tion of capital soars above the increase in popdation figures. Con- 
sequently the ~narginal productivity of labor, wage rates, and the wage 
earners' standard of living tend to rise continually. But this improve- 
nlent in well-being is not the manifestation of the operation of an in- 
evitable law of human evolution; it is a tendency resulting from the 
interplay of forces which can freely produce their effects only under 
capitalism. It is possible and, if we take into account the direction of 
present-day policies, even not unlikely that capital consumption on the 
one hand and an increase or an insufficient drop in population figures on 
the other hand will reverse things. Then it could happen that men will 
again learn literally what starvation means and that the relation of the 
quantity of capital goods available and population figures will become 
so unfavorablc as to make part of the workers earn less than a bare 
subsistence. The mere approach to such conditions would certainly 
cause irreconcilable dissensions within society, conflicts the violence 
of which must result in a complete disintegration of all societal bonds. 
The social division of labor cannot be preserved if part of the co- 
operating members of society are doomed to earn less than a bare 
subsistence. 

The notion of a physiological minimum of subsistence to which 
the "iron law of wages" refers and which demagogues put forward 
again and again is of no use for a catallactic theory of the determina- 
tion of wage rates. One of the foundations upon which social co- 
operation rests is the fact that labor performed according to the 
principle of the division of labor is so much more productive than 
the efforts of isolated individuals that able-bodied people are not 
troubled by the fear of starvation which daily threatened their fore- 
bears. Within a capitalist commonwealth the minimum of subsistence 
plays no catallactic role. 

Furthermore, the notion of a physiological minimum of subsistence 
lacks that precision and scientific rigor which people have ascribed to 
it. Primitive man, adjusted to a more animal-like than human existence, 
could keep himself alive under conditions which are literally unbear- 
able to his dainty scions pampered by capitalism. There is no such 
thing as a physiologically and biologically determined minimum of 
subsistence, valid for every specimen of the zoological species homo 
sapiens. ATo more tenable is the idea that a definite quantity of calories 
iq needed to keep a man healthy and progenitive, and a fukher definite 
quantity to replace the energy expended in working. The appeal to 
such notions of cattle breeding and the vivisection of guinea pigs does 
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not aid the economist in his endeavors to comprehend the problems 
of purposive human action. The  "iron law of wages" and the essen- 
tially identical Marxian doctrine of the determination of "the value 
of labor power" by "the working time necessary for its production, 
consequently also for its reproduction," are the least tenable of all 
that has ever been taught in the field of catallactics. 

Yet it was possible to attach some meaning to the ideas implied in 
the iron law of wages. If one sees in the wage earner merely a chattel 
and believes that he plays no other role in society, if one assumes that 
he aims at no other satisfaction then feeding and proliferation and 
does not know of any employment for his earnings other than the 
procurement of those animal satisfactions, one may consider the iron 
law as a theory of the determination of wage rates. In fact the classical 
economists, frustrated by their abortive value theory, could not think 
of any other solution of the problem involved. For Torrens and 
Ricardo the theorem that the natural price of labor is the price which 
enables the wage earners to subsist and to perpetuate their race, with- 
out any increase or diminution, was the logically inescapable inference 
from their untenable value theory. 13ut when fheir epigones saw that 
they could no longer satisfy themselves with this manifestly pre- 
posterous law, they rcsorted to a modification of it which was tanta- 
mount to a complete abandonment of any attempt to provide an 
economic explanation of the determination of wage rates. They tried 
to preserve the cherished notion of the minimum of subsistence by 
substituting the concept of a "social'' minimum for the concept of a 
physioIogica1 minimum. They no longer spoke of the minimum re- 
quired for the necessary subsistence of the laborer and for the preser- 
vation of an undiminished supply of labor. They spoke instead of the 
minimum required for the preservation of a standard of living 
sanctified by historical tradition and inhcrited customs and habits. 
While daily experience taught impressively that under capitalism real 
wage rates and the w-age earners' standard of living were steadily 
rising, while it bccame from day to day more obvious that the tradi- 
tional walIs separating the various strata of the population could no 
longer be preserved, because the social improvement in the conditions 
of the industrial workers demolished the vested ideas of social rank 
and dignity, these doctrinaires announced that old customs and social 
convention determine the height of wage rates. Only people blinded 

8. Cf. Marx, Das Kapital (7th ed. Hamburg, 1914)~  I, 133 .  In the Communist 
Manifesto (Section 11) Marx and Engels formulate their doctrine in this way: 
"The average price of wage labor is the minimum wage, i.e., that quantum of 
means of subsistence which is absolutely required to keep the laborer in bare ex- 
istence as laborer." It  "merely suffices to  prolong and reproduce a bare existence." 
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by preconceived prejudices and party bias could resort to such an 
explanation in an age in which industry supplies the consumption of 
the masses again and again with new commodities hitherto unknown 
and makes accessible to the average worker satisfactions of which no 
king could dream in the past. 

I t  is not especially remarkable that the Prussian Historical School 
of the wirtschaftliche Staatswissenschaften viewed w-age rates no less 
than commodity prices and interest rates as "historical categories" 
and that in dealing with wage ratcs it had recourse to the concept of 
"income adequate to the individual's hierarchical station in the social 
scale of ranks." It  was the essence of the teachings of this school to 
deny the existence of economics and to substitute history for it. But 
it is amazing that Marx and the Marxians did not recognize that their 
endorsement of this spurious doctrine entirely disintegrated the body 
of the so-called Marxian system of economics. When the articles and 
dissertations published in England in the early 'sixties convinced Marx 
that it was no longer permissible to cling unswervingly to the wage 
thcory of the classical economists, he modified his theory of the value 
of labor power. H e  declared that "the extent of the so-called natural 
wants and the manner in which they are satisfied, are in themselves a 
product of historical evolution" and "depend to a large extent on the 
degree of civilization attained by  any given country and, among other 
factors, especially on the conditions and customs and pretensions con- 
cerning the standard of life under which the class of free laborers 
has been formed." Thus "a historical and moral element enter into 
the determination of the value of labor power." But when Marx adds 
that nonetheless "for a given country at any given time, the average 
quantity of indisgensable necessaries of life is a given fact," " 
he contradicts himself and misleads the reader. What  he has in mind 
is no longer the "indispensable necessaries," but the things considered 
indispensable from a traditional point of view, the means necessary for 
the preservation of a standard of living adequate to the workers' 
station in the traditional social hicrarchy. The  recourse to such an ex- 
planation means virtually the renunciation of any cconomic or catal- 
lactic elucidation of the determination of wage rates. Wagc rates are 
explained as a datum of history. Thcy are no longer seen as a market 
phenomenon, but as a factor originating outside of the interplay of the 
forces operating on the market. 

However, even those who believe that the height of wage ratcs as 
9. Cf. Marx, Das Kapital, q; 134. Italics arc mine. The term used bv Marx which 

in the text is translated as necessaries of life" is "Lebensmittel." The Muret- 
Sanders Dictionary (16th ed.) translates this term "articles of food, provisions, 
victuals, grub!' 
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they are actually paid and received in reality are forced upon the 
~narket  from without as a datum cannot avoid developing a theory 
which explains the determination of wage rates as the outcome of 
the valuations and decisions of the consumers. Without such a catal- 
lactic theory of wages, no economic analysis of the market can be 
complcte and logically satisfactory. I t  is simply nonsensical to restrict 
the catallactic disquisitions to  the problems of the determination of 
commodity prices and interest rates and to accept wage rates as a 
historical datum. An economic theory worthy of the name must be 
in a position to assert with regard to wage rates more than that they 
are determined by a "historical and moral element." The  character- 
istic mark of economics is that it explains the exchange ratios mani- 
fested in market transactions as market phenomena the determination 
of which is subject to a regularity in the concatenation and sequence 
of events. It  is precisely this that distinguishes economic conception 
from the historical understanding, theory from history. 

W e  can well imagine a historical situation in which the height of 
wage rates is forced upon the market by the interference of external 
compulsion and coercion. Such institutional fixing of wage rates is 
one of the most important features of our age of interventionist 
policies. But with regard to such a state of affairs it is the task of 
econon~ics to investigate what effects are brought about by the dis- 
parity between the two wage rates, the potential rate which the un- 
hampered market would have produced by the interplay of the supply 
of and the demand for labor on the one hand, and on the other the rate 
which external compulsion and coercion impose upon the parties to 
the market transactions. 

I t  is true, wage earners are imbued with the idea that wages must 
be at least high enough to enable them to maintain a standard of living 
adequate to their station in the hierarchical gradation of society. 
Every single worker has his particular opinion about the claims he 
is entitled to raise on account of "status," "rank," "tradition," and 
"cuscom" in the same way as he has his particuiar opinion about his 
own efficiency and his own achievements. But such pretensions and 
self-complacent assumptions are without any relevance for the de- 
termination of wage rates. They limit neither the upward nor the 
downward movement of wage rates. The  wage earner must sometimes 
satisfy himself with much less than what, according to his opinion, 
is adequate to his rank and efficiency. If he is offercd more than he 
expected, he pockets the surplus without a qualm. The  age of laissez 
faire for which the iron law and Marx's doctrine of the historically 
determined formation of wage rates claim validity witnessed a pro- 
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gressive, although sometimes temporarily interrupted, tendency for 
real wage rates to rise. The wage earners' standard of living rose to a 
height unprecedented in history and never thought of in earlier 
periods. 

The labor unions pretend that nominal wage rates at least must al- 
ways be raised in accordance with the changes occurring in the mone- 
tary unit's purchasing power in such a way as to secure to the wage 
earner the unabated enjoyment of the previous standard of living. 
They raise these claims also with regard to wartime conditions and 
the measures adopted for the financing of war expenditure. In their 

even in wartime neither inflation nor the withholding of 
incorne taxes must affect. the worker's take-home real wage rates. This 
doctrine tacitly implies the thesis of the Co~nmzcnist Manifesto that 
"the working men have no country" and have "nothing to lose but 
their chains"; consequently they are neutral in the wars waged by 
the bourgeois exploiters and do not care whether their nation conquers 
or is conquered. It is not the task of economics to scrutinize these 
statements. It only has to establish the fact that it does not matter 
what kind of justification is advanced in favor of the enforcement of 
wage rates higher than those the unhampered labor market would have 
determined. If as a result of such claims real wage rates are really 
raised above the height consonant with the marginal productivity 
of the various types of labor concerned, the unavoidable conse- 
quences must appear without any regard to the underlying philoso- 

phy- 
The same is valid with regard to the confused doctrine that wage 

earners arc entitled to claim for themselves all the benefits derived 
frotn inlprovements in what union officers c a l  the productivity of 
labor. On the unhampered labor market wage rates always tend toward 
the point at which they coincide with the marginal productivity of 
labor. The concept of the productivity of labor in general is no less 
empty than all other universal concepts of this kind, e.g., the concept 
of ihe vahe of iron or gold iii general. TO y a k  of &e productivity of 
labor in a sense other than that of the marginal productivity is mean- 
ingless. What these union officers have in mind is an ethical justification 
of their policies. However, the economic consequences of these 
policies are not affected by the pretexts advanced in their favor. 

Wage rates are ultimately determined by the value which the wage 
earner's fellow citizens attach to his services and achievements. Labor 
is appraised like a commodity not because the entrepreneurs and 
capitalists are hardhearted and callous, but because they are uncondi- 
tionally subject to the supremacy of the pitiless consumers. The con- 
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are innate as well as acquired diversities in the abilities to perform 
certain types of work. The innate faculties required for certain types 
of work cannot be acquired by any training and schooling. 

4. The capacity to work must be dealt with appropriately if it 
is not to deteriorate or to vanish altogether. Special care is needed 
to preserve a man's abilities-both the innate and the acquired-for 
such a ~ e r i o d  as the unavoidable decline of his vital forces may permit. 

5. As work approaches the point at which the total amount of work 
a man can perform at the time is exhausted and the interpolation of a 
period of recreation is indispensable, fatigue impairs the quantity and 
the quality of the performance.lL 

6. Men prefer the absence of labor, i.e., leisure, to labor, or as the 
economists put it: they attach disutility to labor. 

The self-sufficient man who works in economic isolation for the 
direct satisfaction of his own needs only, stops working at the point 
at which he begins to vaIue leisure, the absence of labor's disutility, 
more highly than the increment in satisfaction expected from work- 
ing more. Having satisfied his most urgent needs, he considers the 
satisfaction of the still unsatisfied needs less desirable than the satisfac- 
tion of his striving after leisure. 

The same is true for wage earners no less than for an isolated autarkic 
worker. They too are not prepared to work untiI they have expended 
the total capacity of work they are capabIe of expending. They too 
are eager to stop working at the point at which the mediate gratifica- 
tion expected no longer outweighs the disutility involved in the per- 
formance of additional work. 

Popular opinion, laboring under atavistic representations and 
blinded by Marxian slogans, was slow in grasping this fact. It  clung 
and even today clings to the habit of looking at the wage earner as 
a bondsman, and at wages as the capitalist equivalent of the bare 
subsistence w-hich the slave owner and the cattle owner must provide 
for their slaves and animals. In the eyes of this doctrine the wage 
earner is a man whom poverty has forced to submit to bondage. The 
vain formalism of the bourgeois lawyers, we are told, calls this subjec- 
tion voluntary, and interprets the relation between employer and em- 
ployee as a contract between two equal parties. In truth, however, 
the worker is not free; he acts under duress; he must submit to the yoke 
of virtual serfdom because as society's disinherited outcast no other 
choice is left to him. Even his apparent right to choose his master is 

I I. Other fluctuations in the quantity and quality of the performance per unit 
of time-e.g., the lower efficiency in the period immediately following the re- 
sumption of work interrupted by recreation-are hardly of any importance for 
the supply of labor on the market. 
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spurious. The open or silent combination of the employers fixing the 
conditions of employment in a uniform way by and large makes this 
freedom illusory. 

If one assumes that wages are merely the reimbursement of the 
expenses incurred by the worker in the preservation and reproduction 
of labor power or that their height is determined by tradition, it 
is quite consistent to consider every reduction in the obligations which 
the labor contract imposes on the worker as a unilateral gain for the 
worker. If the height of wage rates does not depend on the quantity 
and quality of the performance, if the employer does not pay to thk 
worker the price the market assigns to his achievement, if the employer 
does not buy a definite quantity and quality of workmanship, but 
buys a bondsman, if wage rates are so low that for natural or "histori- 
cal" reasons they cannot drop any further, one improves the wage 
earner's lot by forcibly shortening the length of the working day. 
Then it is permissible to look at the laws limiting the hours of work 
as tantamount to the decrees by means of which European govern- 
ments of the seventeenth, eighteenth, and early nineteenth centuries 
step by step reduced and finally entirely abolished the amount of the 
unpaid statute labor (corv6e) which the peasant bondsmen were liable 
to give to their lords, or to ordinances lightening the work to be done 
by convicts. Then the shortening of daily hours of work which the 
evolution of cap i t ah  industrialism brought about is appraised as a 
victory of the exploited wage-slaves over the rugged selfishness of 
their tormentors. All laws imposing upon the employer the duty to 
make definite expenditures to the benefit of the employees are de- 
scribed as "social gains," i.c., as liberalities for the attainment of which 
the employees do not have to make any sacrjfice. 

It is generally assumed that the correctness of this doctrine is 
sufficiently demonstrated by the fact that the individual wage earner 
has only a negligible influence on the determination of the terms 
of the labor contract. The decisions concerning the length of the 
working day, work on Sundays and holidays, the time set for meals 
and many other things arc made by the employers without asking the 
employees. The wage earner has no other choice than to yield to 
these orders or to starve. 

The cardinal fallacy involved in this reasoning has already been 
pointed out in the preceding sections. The employers are not 
asking for labor in general, but for men who are fitted to perform the 
kind of labor they need. Just as an entrepreneur must choose for his 
plants the most suitable location, equipment, and raw materials, so 
he must hire the most efficient workers. He must arrange conditions of 
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work in such a way as to make them appear attractive to those classes 
of workers he wants to employ. I t  is true that the individual worker 
has but little to say with regard to these arrangements. They are, 
like the height of wage rates itself, like commodity prices, and the 
shape of articles produced for mass consumption, the product of 
the interaction of innumerable people participating in the social 
process of the market. They are as such mass phenomena which are 
but little subject to modification on the part of a single individual. 
However, it is a distortion of truth to assert that the individuaI voter's 
ballot is without influence because many thousands or  even millions 
of votes are required to decide the issue and that those of people not 
attached to any party virtually do not matter. Even if one wcre to 
admit this thesis for the sake of argument, it is a non sequitur to infer 
that the substitution of totalitarian principles for democratic pro- 
cedures would make the officeholders more genuine representatives of 
the people's will than election campaigns. The  counterparts of these 
totalitarian fables in the field of the market's economic democracy 
are the assertions that the individual consumer is powerless against 
the suppliers and the individual employee against the employers. It  
is, of course, not an individual's taste, different from that of the 
many, that determincs the features of articles of mass production de- 
signed for mass consumption, but the wishes and likes of the majority. 
I t  is not the individual job-seeker, but the masses of job-seekers whose 
conduct determines the tcrms of the labor contracts prevailing in 
definitc areas or branches of industry. If it is customary to have lunch 
between noon and one o'cIock, an individual worker who prefers to 
have it between two and three P.M. has little chance of having his 
wishes satisfied. However, the social prcssure to which this solitary 
individual is subject in this case is not exercised by the employe;, 
but by his fellow employees. 

Employers in their search for suitable workers are forced to accorn- 
modate themselves even to serious and costly inconveniences if they 
cannot find those nceded on other terms. In many countries, some of 
them stigmatized as socially backward by the champions of anti- 
capitalism, employers must yield to  various wishes of workers moti- 
vated by considerations of religious ritual or caste and status. They 
must arrange hours of work, holidays, and many technical problems 
according to such opinions, however hurdensome such an adjustment 
may be. U7hcnever an empbyer asks for special pcrforrnances which 
appear irksome or repulsive to the en~ployees, he must pay extra for 
the excess of disutility the worker must expend. 

The  terms of the labor contract refer to all working conditions, 
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not merely to the height of wage rates. Teamwork in factories and the 
interdependence of various enterprises make it impossible to deviate 
from the arrangcments custonlary in the country or in the branch 
concerned and thus result in a unification and standardizarion of these 
arrangements. But this fact neither weakens nor eliminates the em- 
ployees' contribution in their setting up. For the individual workers 
they are, of course, an unalterable datum as the railroad's timetable 
is for the individual traveler. But nobody would contend that in de- 
termining the timetable thc company does not bothcr about the wishes 
of the potential customers. Its intention is precisely to serve as many 
of them as possible. 

The  interpretation of the evolution of modern industrialism has 
been utterly vitiated by the anticapitalistic bias of governments and 
the masses and the allegedly prolabor writers and historians. The  rise 
in real wage rates, the shortening of hours of work, the elimination of 
child labor, and the restriction of the labor of married women, it is 
asserted, were the result of the interfercncc of governments and labor 
unions and the pressure of public opinion aroused by humanitarian 
authors. But for this interference and pressure the entrepreneurs and 
capitalists would have retained for themselves all the advantages 
derivcd from the increase in capital investment and the consequent 
improvement in technological methods. The rise in the wage earners' 
standard of living was thus brought about at the expense of the "un- 
earned'' income of capitalists, cntreprencurs, and landowners. It is 
highly desirable to continue these policies, benefiting the many at 
the sole expense of a few selfish exploiters, and to reduce more and 
more the unfair take of the propertied classes. 

T h e  incorrectness of this interpretation is obvious. All measures 
restricting the supply of labor directly or  indirectly burden the 
capitalists as far as they increase the marginal productivity of labor 
and reduce the marginal productivity of the material factors of pro- 
duction. As they restrict the supply of labor without reducing the 
supply of capi&l, they increase the portion allotted to the wage 
earners out of the total net produce of the production effort. But this 
total net produce will drop too, and it depends on the specific data 
of each case whether the relatively greater quota of a smaller cake 
will be greater or smaller than the relatively smaller quota of a bigger 
cake. The  rate of interest and profits are not directly affected by 
the shortening of the total supply of labor. The  prices of material 
factors of production drop and wage rates per unit of the individual 
worker's performance (not necessarily also per capita of the workers 
employed) rise. The  prices of the products rise too. Whether all 
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these changes result in an improvement or in a deterioration of the 
average wage earner's income is, as has been said, a question of fact in 
each instance. 

But our assumption that such measures do not affect the supply 
of material factors of production is impermissible. T h e  shortening 
of the hours of work, the restriction of night work and of the em- 
ployment of certain classes of people impair the utilization of a part 
of the equipment available and are tantamount to a drop in the supply 
of capital. The  resulting intensification of the scarcity of capital goods 
may entirely undo the potential rise in the marginal productivity of 
labor as against the marginal productivity of capital goods. 

If concomitantly with the compulsory shortening of the hours of 
work the authorities or  the unions forbid any corresponding reduc- 
tion in wage rates which the state of the market: would require or if 
previously prevailing institutions prevent such a reduction, the effects 
appear whch every attempt to keep wage rates at a height above the 
potential market rate brings about: institutional unemployment. 

T h e  history of capitalism as it has operated in the last two t~undred 
years in the realm of Western civilization is the record of a steady 
rise in the wage earners' standard of living. The inhercnt mark of 
capitalism is that it is mass production for mass consumption directed 
by  the most energetic and far-sighted individuals, unflaggingly aiming 
at improvement. Its driving force is the profit-motive the instrumen- 
tality of which forces the businessman constantly to provide the con- 
sumers with more, better, and cheaper amenities. An excess of profits 
over losses can appear only in a progressing economy and only to the 
extent to which the masses' standard of living i rnprov~s?~ Thus capi- 
talism is the system under which the keenest and most agile minds are 
driven to promote to the best of their abilities the welfare of the 
laggard many. 

In the field of historical experience it is impossible to resort to 
measurement. As money is no yardstick of value and want-satisfaction, 
it cannot be applied for comparing the standard of Iiving of people 
in various periods of time. Howcver, all historians whose judgment 
is not muddled by romantic prepossessions agree that the evolution 
of capitalism has inultiplied capital equipment on a scale which far 
exceeded the synchronous increase in population figures. Capital 
equipment both per capita of the total population and pcr capita of 
those abIc to work is immensely larger today than fifty, a hundred, 
or  two hundred years ago. ConcomitantIy there has been a tremen- 
dous increase in the quota which the wage earners receive out of the 

I 2.  See above, pp. 292-296. 
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total amount of commodities produced, an amount which in itself 
is much bigger than in the past. The ensuing rise in the masses' 
standard of living is miraculous when compared with the conditions 
of ages gone by. In those merry old days even the wealthiest people 
led an existence which must be called straightened when compared 
with the average standard of the American or Australian worker of 
our age. Capitalism, says Marx, unthinkingly repeating the fables of 
the eulogists of the Middle Ages, has an inevitable tendency to irn- 
poverish the workers more and more. The truth is that capitalism has 
poured a horn of plenty upon the masses of wage earners who fre- 
quently did all they could to sabotage the adoption of those innova- 
tions which render their life more agreeable. How uneasy an American 
worker would be if hc were forced to live in the manor of a medieval 
lord and to miss the plumbing facilities and the other gadgets he simply 
takes for granted! 

The improvement in his material well-being has changed the work- 
er's valuation of leisure. Better supplied with the amenities of life 
as he is, he sooner reaches the point at which he looks upon any further 
increment in the disutility of labor as an evil which is no longer out- 
weighed by the expected further increment in labor's mediate gratiti- 
cation. He is eager to shorten the hours of daily work and to spare 
his wife and children the toil and trouble of gainful employment. 
It is not labor legislation and labor-union pressure that have shortened 
hours of work and withdrawn married women and children from 
the factories; it is capitalism, which has made the wage earner so 
prosperous that he is able to buy more leisure timc for himself arid 
his dependents. The nineteenth century's labor legislation by and 
large achieved nothing more than to provide a legal ratification for 
changes which the interplay of market factors had brought about 
previously. As far as it sometimes went ahead of industrial evolution, 
the quick advance in wealth soon made things right again. As far as 
the allegedly prolabor laws decreed measures which were not rnerely 
the ratification of changes already effected or the anticipation of 
changes to be expected in the immediate future, they hurt the material 
interests of the workers. 

The term "social gains" is utterly misleading. If the law forces 
workers who would prefer to work forty-eight hours a week not to 
give more than forty hours of work, or if i t  forces employers to 
incur certain expenses for the benefit of employees, it does not favor 
workers at the expense of employers. Whatever the provisions of 
a social security law may be, their incidence ultimately burdens the 
employee, not the employer. They affect the amount of take-home 
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wages; if they raise the price the employer has to pay for a unit of 
performance above the potential market rate, they create institutional 
unemployment. Social security does not enjoin upon the employers 
the obligation to expend more in buying labor. It imposes upon the 
wage earners a restriction concerning the spending of their total in- 
come. It curtails the worker's freedom to arrange his household ac- 
cording to his own decisions. 

Whether such a system of social security is a good or a bad policy 
is essentially a poIitical problem. One may try to justify it by declaring 
that the wage earners lack the insight and the moral strength to 
provide spontaneously for their own future. But then it is not easy 
to silence the voices of those who ask whether it is not paradoxical 
to entrust the nation's welfare to the decisions of voters whom the 
law itself considers incapable of managing their own affairs; whether 
it is not absurd to make those people supreme in the conduct of 
government who are manifestly in need of a guardian to prevent them 
from spending their own income foolishly. Is it reasonable to assign 
to wards the right to elect their guardians? It is no accident that Ger- 
many, the country that inaugurated the social security system, was the 
cradle of both varicties of modern disparagement of democracy, the 
Marxian as well as the non-A4arxian. 

Rewzarks About the Popular Interpetation 
of the "Industrial Revolution" 

I t  is generally asserted that the history of modern industrialism and 
especially the history of the British "Industrial Revolution" provide an 
empirical verification of the "realistic" or "institutional" doctrine and 
utterly explode the "abstract" dogmatism of the economists.13 

The  economists flatly deny that labor unions and government prolabor 
legislation can and did lastinel benefit the whole class of wage earners 

.a .y 
and raise their standard of hvmg. But the facts, say the anti-economists, 
have refuted these fallacies. The  statesman and legislators who enacted the 
factory acts displayed a better insight into reality than the economists. 
While laissez-faire philosophy, without pity and compassion, taught that 
the sufferings of the toiling masses are unavoidable, the commonsense of 

I 3. The attribution of the phrase "the Industrial Revolution" to the reigns of 
the two last Hanoverian Georges was the outcome of deliberate attempts to 
melodramatize econo~nic history in order to fit it into the Procrustean Marxian 
schemes. The transition from medieval methods of production to those of the free 
enterprise system was a long process that started centuries before 1760 and, even 
in England, was not finished in 1830. Yet, it is true that England's industrial 
development was considerably accelerated in the second half of the eighteenth 
century. It is therefore permissible to use the term "Industrial Revolution" in the 
examination of the emotional connotations with which Fabianism, Marxism, the 
Historical School, and Institutionalism have loaded it. 
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laymen succeeded in quelling the worst excesses of profit-seeking business. 
The improvement in the conditions of the workers is entirely an achieve- 
ment of governments and labor unions. 

Such are the ideas permeating most of the historical studies dealing with 
the evolution of modern industrialism. The authors begin by sketching an 
idyllic image of conditions as they prevailed on the eve of the "Industrial 
Revolution." At that time, they tell us, things were, by and large, satis- 
factory. The peasants were happy. So also were the industrial workers 
under the domestic system. They worked in their own cottages and en- 
joyed a certain economic independence since they owned a garden plot 
and their tools. But then "the Industrial Revolution fell like a war or a 
plague" on these people.14 The factory system reduced the free worker to  
virtual slavery; it lowered his standard of living to the level of bare sub- 
sistence; in cramming women and children into the mills it destroyed 
family life and sapped the very foundations of society, morality, and public 
health. A small minority of ruthless exploiters had cleverly succeeded in 
imposing their yoke upon the immense majority. 

The truth is that economic conditions were highly unsatisfactory on the 
eve of the Industrial Kevolution. The traditional social system was not 
elastic enough to provide for the needs of a rapidly increasing population. 
Neither farming nor the guilds had any use for the additional hands. Busi- 
ness was imbued with the inherited spirit of privilege and exclusive monop- 
oly; its institutional foundations were licenses and the grant of a patent of 
monopoly; its philosophy was restriction and the prohibition of competi- 
tion both domestic and foreign. The number of people for whom there 
was no room left in the rigid system of paternalism and government tute- 
lage of business grew rapidly. They werc virtually outcasts. The apathetic 
majority of these wretched people lived from the crumbs that fell from 
the tables of the established castes. In the harvest season they earned a trifle 
by occasional help on farms; for the rest they depended upon private 
charity and communal poor relief. Thousands of the most vigorous youths 
of these strata were pressed into the service of the Royal Army and Navy; 
many of them were killed or maimed in action; many more perished in- 
gloriously from the hardships of the barbarous discipline, from tropical 
diseases, or from syphilis.15 Other thousands, the boldest and most ruthless 
of their class, infested the country as vagabonds, beggars, tramps, robbers, 
and prostitutes. The authorities did not know of any means to cope with 
these individuals other than the poorhouse and the workhouse. The sup- 
port the government gave to the popular resentment against the introduc- 
tion of new inventions and labor-saving devices made things quite hopeless. 

The factory system developed in a continuous struggle against innumer- 

IA. 1. L. Hammond and Barbara Hammond, The Skilled Labourer 1760-1832 
(rd'ed. London, ~gzo), p,4. 

15. In the Seven Years War 1,512 British seamen were killed in battle while 
I 33,708 died of disease or were missing. Cf. W. L. Dorn, Competition for Empire 
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able obstacles. It had to fight popular prejudice, old established customs, 
legally binding rules and regulations, the animosity of the authorities, the 
vested interests of privileged groups, the envy of the guilds. The capital 
equipment of the individual firms was insufficient, the provision of credit 
extremely difficult and costly. Technological and commercial experience 
was lacking. Most factory owners failed; comparatively few succeeded. 
Profits were sometimes considerable, but so were losses. I t  took many 
decades until the common practice of reinvesting the greater part of profits 
earned accumulated adequate capital for the conduct of affairs on a broader 
scale. 

That the factories couId thrive in spite of all these hindrances was due to 
two reasons. First there were the teachings of the new social philosophy 
expounded by the economists. They demolished the prestige of Mercantil- 
ism, paternalism, and restrictionism. They exploded the superstitious be- 
lief that labor-saving devices and processes cause unemployment and re- 
duce all people to poverty and decay. The laissez-faire economists were the 
pioneers of the unprecedented technological achievements of the last 
two hundred years. 

Then there was another factor that weakened the opposition to innova- 
tions. The factories freed the authorities and the ruling landed aristocracy 
from an embarrassing problem that had grown too large for them. They 
provided sustenance for the masses of paupers. They emptied the poor 
houses, the workhouses, and the prisons. They converted starving beggars 
into self-supporting breadwinners. 

The factory owners did not have the power to compel anybody to take 
a factory job. They could only hire people who were ready to work for 
the wages offered to them. Low as these wage rates were, they were none- 
theless much more than these paupers could earn in any other field open to 
them. It is a distortion of facts to say that the factories carried off the 
housewives from the nurseries and the kitchens and the children from their 
play. These women had nothing to cook with and to feed their children. 
These children were destitute and starving. Their only refuge was the 
factory. It saved them, in the strict sense of the term, from death by starva- 
tion. 

It is deplorable that such conditions existed. But if one wants to blame 
those responsible, one must not blame the factory owners who-driven by 
selfishness, of course, and not by "altruismn-did all they could to eradi- 
cate the evils. What had caused these evils was the economic order of the 
precapitalistic era, the order of the "good old days." 

In the first decades of the Industrial Revolution the standard of living 
of the factory workers was shockingly bad when compared with the con- 
temporary conditions of the upper classes and with the present conditions 
of the industrial masses. Hours of work were long, the sanitary conditions 
in the workshops deplorable. The individual's capacity to work was used 
up rapidly. But the fact remains that for the surplus population which the 
enclosure movement had reduced to dire wretchedness and for which 
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there was literally no room left in the frame of the prevailing system of 
production, work in the factories was salvation. These people thronged 
into the plants for no reason other than the urge to improve their standard 
of living. 

The laissez-faire ideology and its offshoot, the "Industrial Revolution," 
blasted the ideological and institutional barriers to progress and welfare. 
They demolished the social order in which a constantly increasing number 
of peopIe were doomed to abject need and destitution. The processing 
trades of earlier ages had almost cxclusively catered to the wants of the 
well-to-do. Their expansion was limited by the amount of luxuries the 
wealthier strata of the population could afford. Those not engaged in the 
production of primary commodities could earn a living only as far as thc 
upper classes were disposed to utilize their skill and services. But now a 
different principle came into operation. The factory system inaugurated a 
new mode of marketing as well as of production. Its characteristic feature 
was that the manufactures were not designed for the consumption of a few 
well-to-do only, but for the consumption of those who had hitherto played 
but a negligible role as consumers. Cheap things for the many, was the 
objective of the factory system. Thc classical factory of the early days of 
the Industrial Revolution was the cotton mill. Now, the cotton goods it 
turned out were not something the rich were asking for. These wealthy 
people clung to silk, linen, and cambric. U'henevcr the factory with its 
methods of mass production by means of power-drivcn machines invaded 
a new branch of production, it started with the production of cheap goods 
for the broad masses. The factories turned to the production of more re- 
fined and therefore more expensive goods only at a later stage, when the 
unprecedented improvement in the masses' standard of living which they 
caused made it profitable to apply the methods of mass production also 
to these better articles. Thus, for instance, the factory-made shoe was for 
many years bought only by the "proletarians" while the wealthier con- 
sumers continued to patronize the custom shoemakers. The much talked, 
about sweatshops did not produce clothes for the rich, but for people in 
modest circumstances. The fashionable ladies and gentlemen preferred and 
still do prefer custom-made frocks and suits. 

The  outstanding fact about the Industrial Revolution is that it opened 
an age of mass product~on for the needs of the masses. The wage earners 
are no longer people toiling rncrcly for other people's well-being. They 
themselves are the main consumers of thc products the factories turn out. 
Big business dcpcnds upon mass consumption. There is, in present-day 
America, not a single branch of big business that would not cater to the 
needs of the masses. The very principle of capitalist entrepreneurship is to 
provide for the common man. In his capacity as consumer the common 
man is the sovereign whose buying or abstention from buying decides the 
fate of entrepreneurial activitics. There is in the market economy no other 
means of acquiring and preserving wealth than by supplying the masses 
in the best and cheapest way with all the goods they ask for. 
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Blinded by their prejudices, many historians and writers have entirely 

failed to recognize this fundamental fact. As they see it, wage earners toil 
for the benefit of other people. They never raise the question who these 
"other" people are. 

Mr. and Mrs. Hammond tell us that the workers were happier in 1760 
than they were in 1830.'~ This is an arbitrary value judgment. There is no 
means of comparing and measuring the happiness of different people and 
of the same people at different times. W e  may agree for the sake of argu- 
ment that an individual who was born in I 740 was happier in 1760 than in 
I 830. But let us not forget that in I 770 (according to the estimate of Arthur 
Young) England had 8.5 million inhabitants, while in 1831 (according to 
the census) the figure was 16 million.l7 This conspicuous increase was 
mainly conditioned by the Industrial Revolution. With regard to these 
additional Englishmen the assertion of the eminent historians can only be 
approved by those who endorse the melancholy verses of Sophocles: "Not 
to be born is, beyond all question, the best; but when a man has once seen 
the light of day, this is next best, that speedily he should return to that 
place whence he came." 

The early industrialists were for the most part men who had their 
origin in the same social strata from which their workers came. They lived 
very modestly, spent only a fraction of their earnings for their households 
and put the rest back into the business. But as the entrepreneurs grew 
richer, the sons of successful businessmen began to intrude into the circles 
of the ruling class. The highborn gentlemen envied the wealth of the 
parvenus and resented their sympathies with the reform movement. They 
hit back by investigating the material and moral conditions of the factory 
hands and enacting factory legislation. 

The history of capitalism in Great Britain as well as in all other capitalist 
countries is a record of an unceasing tendency toward the improvement 
in the wage earners' standard of living. This evolution coincided with the 
developn~ent of prolabor legislation and the spread of labor unionism on 
the one hand and with the increase in the marginal productivity of labor 
on the other hand. The economists assert that the improvement in the 
workers' material conditions is due to the increase in the per capita quota 
of capital invested and the technological achievements which the employ- 
ment of this additional capital brought about. As far as labor legislation and 
union pressure did not exceed the limits of what the workers would have 
got without them as a necessary consequence of the acceleration of capital 
accumulation as compared with population, they were superfluous. As far 
as they exceeded these limits, they were harmful to the interests of the 
masses. They delayed the accumulation of capital thus slowing down the 
tendency toward a rise in the marginal productivity of labor and in wage 
rates. They conferred privileges on some groups of wage earners at the 

16. J. L. Hammond and Barbara Hammond, loc. cit.  
17. F. C .  Dietz, An Economic History of England (New York, r942), pp. 279 

and 392.  
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expense of other groups. They created mass uncmployment and decreased 
the amount of products available for the workers in their capacity as con- 
sumers. 

The apologists of government intcrfcrcnce with business and of labor 
unionism ascribe all the improvements in the conditions of the workers 
to the actions of governments and unions. Except for them, they contend, 
the workers' standard of living would be no higher today than it was in the 
early years of thc factory system. 

It is obvious that this controversy cannot be settlcd by appeal to histori- 
cal experience. With regard to the establishment of the facts thcre is no dis- 
agreement between the two groups. Their antagonism concerns the inter- 
pretation of events, and this interpretation must be guided by the theory 
chosen. The epistemological and logical considerations which detcrrnine 
the correctncss or incorrectness of a theory are logicallp and temporally 
antecedent to the elucidation of the historical problenl involved. The his- 
torical facts 3s such neither prove nor disprove any theory. They need to 
be interpreted in the light of theoretical insight. 

Most of the authors who u-rote the history of thc conditions of labor 
under capitalism were ignorant of economics and boasted of this ignorance. 
However, this contempt for sound economic reasoning did not mean that 
they approached the topic of their studies without prepossession and 
without bias in favor of any thcory. They were guided by the popular 
fallacies concerning governn~ental omnipotence and the alleged blessings 
of labor unionism. It is beyond question that the Webbs as well as Lujo 
Brentano arid a host of minor authors were at the very start of their 
studies imbued with a fanatical dislike of the market economy and an 
enthusiastic endorsement of the doctrines of socialism and interventionism. 
They were certainly honest and sincere in their convictions and tried to 
do their best. Their candor and probity exonerates them as individuals; it 
does not exonerate them as historians. However pure the intentions of a 
historian may be, there is no excuse for his recourse to fallacious doctrines. 
The first duty of a historian is to examine with the utmost care all the 
doctrines to which he resorts in dealing with the subject matter of his 
work. If he neglects to do this and na'ively espouses the garbled and con- 
fused ideas of popular opinion, he is not a historian but an apologist and 
propagandist. 

The  antagonism between the two opposite points of view is not merely a 
historical problem. It  refers no less to the most burning problems of the 
present day. It is the matter of controversy in what is called in present-day 
America the problem of industrial relations. 

Let us stress one aspect of the matter only. Vast areas-Eastern Asia, the 
East Indics, Southern and Southeastern Europc, Latin America-arc only 
superficially affectcd by modern capitalism. Conditions in these countries 
by and large do not differ from those of England on the eve of the "ln- 
dustrial Revolution." There are rnillions and millions of people for whom 
there is no secure place left in the traditional economic setting. The fate 
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of these wretched masses can be improved only by industrialization. What 
they need most is entrepreneurs and capitalists. As their own foolish 
policies have deprived these nations of the further enjoyment of the as- 
sistance imported forcign capital hitherto gave them, they must embark 
upon domestic capital accumulation. They must go through all the stages 
through which the evolution of Westcrn industrialism had to pass. They 
must start with comparatively low wage rates and long hours of work. 
But, deluded by the doctrines prevailing in present-day Western Europe 
and North America, their statesmen think that they can proceed in a 
different way. They encourage labor-union pressure and alleged prolabor 
legislation. Their interventionist radicalism nips in the bud all attempts to 
create domestic industries. These men do not comprehend that industriali- 
zation cannot begin with the adoption of the precepts of the International 
Labor Ofice and the principles of the American Congress of Industrial 
Organizations. Their stubborn dogmatism spells the doom of the Indian 
and Chinese coolies, the Mexican peons, and millions of other peoples, 
desperately struggling on the verge of starvation. 

8. ?Vage Rates as Affected by the Vicissitudes 
of the  Market 

Labor is a factor of production. The  price which the scllcr of labor 
can obtain on the market dcpends on the data of the markct. 

The quantity and the quaIity of labor which an individual is fittcd 
t o  deliver is determined by  his innate and acquired characteristics. 
T h e  innate abilities cannot be altcred b y  any purposeful conduct. 
They  are the individual's heritage with which his anccstors have 
endowed him on the day of his birth. H e  can bestow care upon these 
gifts and cultivate his taicnts, he can keep thcm from prematurely 
withering away; but he can never cross the boundaries which nature 
has drawn to his forces and abilities. He can display more or less skill 
in his endeavors to sell his capacity to work at the highest price which 
is obtainable on the market under prevailing conditions; but he cannor 
change his nature in order to  adjust i t  better t o  the state of the marltet 
data. I t  is good luck for him if marltet conditions are such that a kind 
of labor which hc is able t o  perform is lavishly remuncrated; i t  is 
chance, not personal merit if his innate talents are highly appreciated 
by  his fellow men. Miss Greta Garbo, if she had lived a hundred years 
earlier, would probably have earned rnuch Jess than she did in this age 
of moving. picturcs. As far as her innate taIents are concerned, she is 
in a position similar to  that of a farmer whose farm can be sold ar 
a high price because the expansion of a ncighboring city converted it 
into urban soiI. 
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Within the rigid limits drawn by his innate abilities, a man's capacity 

to work can be perfected by training for the accomplishment of 
definite tasks. The  individual-or his parents-incurs expenses for 
a training the fruit of which consists in the acquisition of the ability 
to perform certain kinds of work. Such schooling and training in- 
tensify a man's one-sidedness; they make him a specialist. Every special 
training enhances the specific character of a man's capacity to  uvork. 
'The toil and trouble, the disutility of the efforts to  which an individual 
must submit in order to  acquire these special abilities, the loss of po- 
tential earnings during the training period, and the money expenditure 
required arc laid out in the expectation that the later increment in 
earnings will compensate for  them. Thcse expenses are an investment 
and as such speculative. It depends on the future state of the market 
whether or not they- mill pay. In training himself the worker becomes 
a speculator and cntrcpreneur. The  future state of the market will 
determine whether profit o r  loss results from his investment. 

Thus the wage earner has vested interests in a twofold sense as a 
man with definite innate qualities and as a man who has acquired 
definite special skills. 

The  wage earner sells his labor on the market at the price which the 
market allows for it today. In the imaginary construction of the evenly 
rotating economy the sum of the prices which the entrepreneur must 
expend for all the complementary factors of production together 
must equal-due consideration being made for time preference-the 
price of the product. In the changing economy changes in the market 
structure may bring about differences between these two magnitudes. 
'The ensuing profits and losses do not affect the wage earner. Their 
incidence falls upon the employer alone. The  uncertainty of the futurc 
affects the employee only as far as the following items are concerned: 

1. The expenses incurred in time, disutility, and money for train- 
ing. 

2.  'The expenses incurred in moving to a definite place of work. 
;. i n  case of a labor conrracr: scipuiared for a definite period of 

time, changes in the price of the specific type of labor occurring 
in the meantime and changes in the employer's solvency. 

9. The Labor Market 

Wages are the prices paid for the factor of production, human 
labor. As is the case with all the other prices of complementary factors 
of production thcir height is ultimately determined by the prices of 
the products as they are expected at the instant the labor is sold and 
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bought. It does not matter whether he who performs the labor sells 
his services to an employer who combines them with the material 
factors of production and with the services of other people or whether 
he himself embarks upon his own account and peril upon these acts 
of combination. The final price of labor of the same quality is at any 
rate the same in the whole market system. Wage rates are always 
equal to the price of the full produce of labor. 'l'hc popular slogan 
"the worker's right to the full produce of labor" was an absurd formu- 
lation of the claim that the consumers' goods should be distributed 
exclusively among the workers and nothing should be left to the 
entrepreneurs and the owners of the material factors of production. 
From no point of view whatever can artifacts be considered as the 
products of mere labor. They are the yield of a purposive combination 
of labor and of material factors of production. 

In the changing economy there prevails a tendency for market 
wage rates to adjust themselves precisely to the state of the final wage 
rates. This adjustment is a tirne-absorbing process. The  length of 
the period of adjustment dcpends on the time required for the training 
for new jobs and for the removal of workers to new places of resi- 
dence. I t  depends furthermore on subjective factors, as for instance 
the workers' familiarity with the conditions and prospects of the 
labor market. The  adjustment is a speculative venture as far as the 
training for new jobs and the change of residence involve costs which 
are expended only- if one believes that the future state of the labor 
market will make them appear profitable. 

With regard to all these things there is nothing that is peculiar to 
labor, wages, and the labor market. What  gives a particular feature 
to the labor market is that the worker is not merely the purveyor 
of the factor of production labor, but also a human being and that it 
is impossible to sever the man from his performance. Reference to 
this fact has been mostly used for extravagant utterances and for a 
vain critique of the economic teachings concerning wage rates. HOW- 
ever, these absurdities must not prevent economics from paying ade- 
quate attention to this primordial fact. 

For the worker it is a matter of consequence what kind of labor 
he performs among the various kinds he is able to perform, where he 
performs it, and under what particular conditions and circumstances. 
An unaffected observer mav consider empty or  even ridiculous 
prejudices the ideas and feeiings that actuate a worker to prefer 
certain jobs, certain places of work, and certain conditions of labor 
t o  others. However, such academic judgments of unaffected censors 
are of no avail. For an economic treatment of the problems involved 
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there is nothing especially remarkable in the fact that the worlter looks 
upon his toil and trouble not only from the point of view of the dis- 
utility of labor and its mediate gratification, but also takes into account 
whether the special conditions and circumstances of its performance 
interfere with his enjoyment of life and to what extent. The  fact that 
a worker is ready to forego the chance to increase his money earnings 
by migrating to a place he considers less desirable and prefers to re- 
main in his native place or country is not more remarkable than the 
fact that a wealthy gentleman of no occupation prefers the more ex- 
~ens ivc  life in the capital to  the cheaper life in a small town. The  
worker and the consumer are the same person; it is merely economic 
reasoning that integrates the social functions and splits up this unity 
into two schemes. Men cannot sever their decisions concerning the 
utilization of their working power from those concerning the enjoy- 
ment of their earnings. 

Descent, language, education, religion, mentality, family bonds, and 
social environment tie the worker in such a way that he does not choose 
the place and the branch of his work merely with regard to the height 
of wage rates. 

W e  may call that height of wage rates for definite types of labor 
which would prevail on the market if the workers did not discriminate 
between various places and, wage rates being equal, did not prefer 
one working place to another, standard wage rates (S). If, however, 
the wage earners, out of the above-mentioned considerations, value 
differently work in different places, the height of market wage rates 
(M) can permanently deviate from the standard rates. W e  may call 
the maximum difference between the market rate and the sta&ard 
rate which does not yet result in the migration of workers from the 
places of lower market wage rates to those of higher market wage 
rates the attachment component ( A ) .  The attachment component of 
a definite geographical place or area is either positive or  negative. 

W e  must furthermore take into account that the various places 
and areas differ with regard to provision with consumer? goods as 
far as transportation costs (in the broadest sense of the term) are con- 
cerned. These costs are lower in some areas, higher in other areas. 
Then there are differences with regard to the physical input required 
for the attainment of the same amount of physical satisfaction. In 
some places a man must expend more in order to attain the same degree 
of want-satisfaction which, apart from the circumstances determining 
the amount of the attachment component, he could attain elsewhere 
more cheaply. On the other hand, a man can in some places avoid 
certain expenses without any impairment of his want-satisfaction 



Work and Wages 

while renunciation of these expenses would curtail his satisfaction in 
other places. W e  may call the expenses which a worker must incur 
in certain places in order to attain in this sense the same degree of 
want-satisfaction, or which he can spare without curtailing his want- 
satisfaction, the cost component (C). The cost component of a 
definite geographical place or area is either positive or negative. 

If we assume that there are no institutional barriers preventing or 
penalizing the transfer of capital goods, workers, and commodities 
from one place or area to another and that the workers are indifferent 
with regard to their dwelling and working places, there prevails a 
tendency toward a distribution of population over the earth's surface 
in accordance with the physical productivity of the primary natural 
factors of production and the immobilization of inconvertible factors 
of production as effecred in the past. There is, if we disregard the 
cost component, a tendency toward an equalization of wage rates for 
the same type of work all over the earth. 

It would be permissible to call an area comparatively overpopulated 
if in it market wage rates plus the (positive or negative) cost com- 
ponent are lower than the standard ratcs, and comparatively under- 
populated if in it market wage rates plus the (positive or negative) cost 
component are higher than the standard rates. But it is not expedient to 
resort to such a definition of the terms involved. It does not help us 
in explaining the real conditions of the formation of wage rates 
and the conduct of wage earners. It is more expedient to choose an- 
other definition. W e  may call an area comparatively overpopulated 
if in it market wage rates are lower than the standard rates plus both 
the (positive or negative) attachment component and the (positive or 
negative) cost component. thar: is where M < ( S  + A $ C). Ac- 
cordingly an area is to be called comparatively underpopulated in 
which M > (S $ A + C). In  the absence of institutional migration 
barriers workers move from the comparatively overpopulated areas 
to the comparatively underpopulated until everywhere M = S + 
A + C. 

The same is true, mutatis mutandis, for the migration of individuals 
working on their own account and selling their labor in disposing of 
its products or in rendering personal services. 

The concepts of the attachment component and the cost component 
apply in the same way to shifting from one branch of business or oc- 
cupation to another. 

It is hardly necessary to observe that the migrations which these 
theorems describe come to pass only in so far as there are no institu- 
tional barriers to the mobility of capital, labor, and commodities. In 
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this age aiming at the disintegration of the international division of 
labor and at each sovereign nation's economic self-sufficiency, the 
tendencies they describe are operative only within each nation's 
boundaries. 

The Work  of Animals and of Slaves 

For man, animals are a material factor of production. It may be that one 
day a change in moral sentiments will induce people to treat animals more 
gently. Yet, as far as men do not leave the animals alone and let them go 
their way, they will always deal with them as mere objects of their own 
acting. Social cooperation can exist only between human beings because 
only these are able to attain insight into the meaning and the advantages of 
the division of labor and of peaceful cooperation. 

Man subdues the animal and integrates it into his scheme of action as a 
material thing. In taming, domesticating, and training animals man often 
displays appreciation for the creature's psychologicaI peculiarities; he ap- 
peals, as it were, to its soul. But even then the gulf that separates man from 
animal remains unbridgeable. An animal can never get anything else than 
satisfaction of its appetites for food and sex and adequate protection against 
injury resulting from environmental factors. Animals are bestial and in- 
human precisely because they are such as the iron law of wages imagined 
workers to be. As human civiiization wouId never have emerged if men 
were exclusively dedicated to feeding and mating, so animals can neither 
consort in social bonds nor participate in human society. 

People have tried to look upon fellow men as they look upon animals and 
to deal with them accordingly. They have used whips to compel galley 
slaves and barge haulers to work like capstan-horses. However, experience 
has shown that these methods of unbridled brutalization render very un- 
satisfactory results. Even the crudest and dullest people achieve more when 
working of their own accord than under the fear of the whip. 

Primitive man makes no distinction between his property in women, 
children, and slaves on the one hand and his property in cattle and inani- 
mate things on the other. But as soon as he begins to expect from his slaves 
services other than such as can also be rendered by draft and pack animals, 
he is forced to loosen their chains. He  must try to substitute the incentive 
of self-interest for the incentive of mere fear; he must try to bind the slave 
to himself by human feelings. If the slave is no longer prevented from flee- 
ing exclusively by being chained and watched and no longer forced to 
work exclusively under the threat of being whipped, the relation between 
master and slave is transformed into a social nexus. The slave may, espe- 
cially if the memory of happier days of freedom is still fresh, bemoan his 
misfortune and hanker after liberation. But he puts up with what seems to 
be an inevitable state of affairs and accommodates himself to his fate in 
such a way as to make it as bearable as possible. The slave becomes intent 
upon satisfying his master through application and carrying out the tasks 
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entrusted to him; the master becomes intent upon rousing the slave's zeal 
and loyalty through reasonable treatment. There develop between lord 
and drudge familiar relations which can properly be called friendship. 

Perhaps the eulogists of slavery were not entirely wrong when they 
asserted that many slaves were satisfied with their station and did not aim 
at changing it. There are perhaps individuals, groups of individuals, and 
even whole peoples and races who enjoy the safety and security provided 
by bondage; who, insensible of humiliation and mortification, are glad to 
pay with 3 moderate amount of labor for the privilege of sharing in the 
amenities of a well-to-do household; and in whose eyes subjection to the 
whims and bad tempers of a master is only a minor evil or no evil at all. 

Of course, the conditions under which the servile workers toiled in big 
farms and plantations, in mines, in workshops, and galleys were very dif- 
ferent from the idyllically described gay life of domestic valets, chamber- 
maids. cooks. and nurses and from the conditions of unfree laborers, dairy- , 
maids, herdsmen, and shepherds of small farming. hro apologist of slavery 
was bold enough to glorify the lot of the Roman agricultural slaves, chained 
and crammed together in the ergastulum, or of the Negroes of the Ameri- 
can cotton and sugar plantations.'* 

The abolition of slaverv and serfdom is to be attributed neither to the 
teachings of theologians and moralists nor to weakness or generosity on the 
part of the masters. There were among the teachers of religion and ethics 
as many eloquent defenders of bondage as opponents.lg Servile labor dis- 
appeared because it could not stand the competition of free labor; its un- 
profitability sealed its doom in the market economy. 

The price paid for the purchase of a slave is determined by the net 
yield expected from his employment (both as a worker and as a progenitor 
of other slaves) just as the price paid for a cow is determined by the net 
yield expected from its utilization. The  owner of a slave does not pocket a 
specific revenue. For him there is no "exploitation" boon derived from 
the fact that the slave's work is not remunerated and that the potential 
market price of the services he renders is possibly greater than the cost of 
feeding, sheltering, and guarding him. H e  who buys a slave must in the 
price paid make good for these economies as far as they may be expectcd; 
he pays for them in full, due allowance being made for time preference. ---. whether the proprietor employs the slave in his own household or enter- 
prise or rents his services to other people, he does not enjoy any specific 
advantage from the existence of the institution of slavery. The specific 
boon goes totally to the slave-hunter, i.e., the man who deprives free men 

18. Margaret Mitchell, who in her popular novel Gone With the Wind (New 
York, 1936) eulogizes the South's slavery system, is cautious enough not to enter 
into particulars concerning the plantation hands, and prefers to dwell upon the 
conditions of domestic servants, who even in her account appear as an aristocracy 
of their caste. 

19. Cf. about the American proslavery doctrinc Charles and Mary Heard, T h e  
Rise of American Civilization (rg44), I ,  703-710; and C. E. Mcrriam, A History of 
American I'olitical Theories (New York, ~gzq), pp. 227-251, 
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of their liberty and transforms them into slaves. But, of course, the profita- 
bility of the slave-hunter's business depends upon the height of the prices 
buyers are ready to pay for the acquisition of slaves. If these prices drop 
below the operation and transportation costs incurred in the business of 
slavc-hunting, business no longer pays and must be discontinued. 

Now, at no time and at no place was it possible for enterprises employ- 
ing servile labor to compete on the market with enterprises employing free 
labor. Servile labor could always be utilized only where it did not have to 
meet the competition of free labor. 

If one treats men like cattle, one cannot squeeze out of them more than 
cattle-like performances. But it then becomes significant that man is physi- 
cally weaker than oxen and horses and that feeding and guarding a slave 
is, in proportion to the performance to be reaped, more expensive than 
feeding and guarding cattle. When treated as a chattel, man renders a 
smaller yield per unit of cost expended for current sustenance and guard- 
ing than domestic animals. If one asks from an unfree laborer human pcr- 
formances, one must provide him with specifically human inducements. If 
the employer aims at obtaining products which in quality and quantity 
excel those whose production can be extorted by the whip, he must interest 
the toiler in the yield of his contribution. Instead of punishing laziness and 
sloth, he must reward diligence, skill, and eagerness. But whatever he may 
try in this respect, he will never obtain from a bonded worker, i.e., a 
worker who does not reap the full market price of his contribution, a per- 
formance equal to that rendered by a freeman, i.e., a man hired on the 
unhampered labor market. The upper limit beyond which it is impossible 
to lift the quality and quantity of the products and services rendered by 
slave and serf labor is far below the standards of free labor. In the pro- 
duction of articles of superior quality an enterprise employing the ap- 
parently cheap labor of unfree workers can never stand the competition of 
enterprises crnploying free labor. It is this fact that has made all systems of 
compulsory labor disappear. 

Social institutions once made whole areas or branches of production 
reservations exclusively kept for the occupation of unfree labor and 
sheltered against any competition on the part of entrepreneurs employing 
free men. Slavery and serfdom thus became essential features of a rigid 
caste system that could be neither removed nor modified by the actions of 
individuals. Wherever conditions were different, the slave owners them- 
selves resorted to measures which were bound to abolish, step by step, the 
whole system of unfree labor. It was not humanitarian feelings and 
clemency that induced the callous and pitiless slaveholders of ancient 
Rome to loosen the fetters of their slaves, but the urge to derive the best 
possible gain from their property. They abandoncd the system of central- 
ized big-scale management of thcir vast landholdings, the latifundia, and 
transformed the slaves into virtual tenants cultivating thcir tenements on 
their own account and owing to the landlord merely either a lease or a 
share of the yield. In the processing trades and in commerce the slaves be- 
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came entrepreneurs and their funds, the peculium, their legal quasi- 
property. Slaves were manumitted in large numbers because the freedman 
rendered to the former owner, the patronus, services more valuable than 
those to be expected from a slave. For the manumission was not an act of 
grace and a gratuitous gift on the part of the owner. It was a credit opera- 
tlon, a purchase of freedom on the installment plan, as it were. The frced- 
man was bound to render the former owner for many years or even for a 
lifetime definite payments and services. The patronus moreover had 
special rights of inheritance to the estate of the deceased freedrnan.?O 

With the disappearance of the plants and farms employing unfree 
laborers, bondage ceased to be a system of production and became a 
political privilege of an aristocratic caste. The overlords were entitled to 
definite tributes in kind or money and to definite services on the part of 
their subordinates; moreover their serf's children were obliged to serve 
them as servants or military retinue for a dcfinite length of time. But the 
underprivileged peasants and artisans operated their farms and shops 
on their own account and peril. Only when thcir processes of produc- 
tion were accomplished did the lord step in and claim a part of the pro- 
ceeds. 

Later, from the sixteenth century on, people again began to employ un- 
free workers in agricultural and even sometimes in industrial big-scale pro- 
duction. In the American colonies Kegro slabery becarne the standard 
method of the plantations. In Eastern Europe-in Northeastern Germany, 
in Bohemia and its annexes Moravia and Silesia, in Poland, in the Baltic 
countries, in Russia, and also in Hungary and its anncxcs-big-scale farm- 
ing was built upon the unlimited statute labor of serfs. Both these systems 
of unfree labor were sheltered by poIitical institutions against the competi- 
tion of enterprises employing free workers. In the plantation colonies the 
high costs of immigration and the lack of sufficient legal and judicial pro- 
tection of the individual against the arbitrariness of government officers 
and the planter aristocracy prevented the emergence of a sufficient supply 
of free labor and the development of a class of indepcndent farmers. In 
Eastern Europe the caste system made i t  impossible for outsiders to enter 
the field of agricultural production. Big-scale farming was reserved to 
menlbers of the nobility. Small holdings were reserved to  unfree bondmen. 
Yet the fact that the enterprises einpioying unfree iabor wouid not be 
able to stand the competition of enterprises employing free labor was not 
contested by anybody. On this point the eighteenth- and early nineteenth- 
century authors on agricultural management were no less unaninlous than 
the writers of ancient Rome on farm problems. But the abolition of slavery 
and serfdom could not be affected by the free play of the market system, as 
political institutions had withdrawn the estates of the nobility and the 
plantations from the supremacy of the market. Slavery and serfdom were 

20. Cf. Ciccoti, Le Dkclin de I'esclavage antique (Paris, I~IO), pp. 292 ff.; 
Salvioli, L e  Capitalime dam le nzonde antique (Paris, 1906), pp. 141 ff.; Cairncs, 
T h e  Slave Power (London, 1862), p. 234. 
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abolished by political action dictated by the spirit of the much-abused 
laissez faire, laissez passer ideology. 

Today mankind is again faced with endeavors to substitute compulsory 
labor for the labor of the freeman selling his capacity to  work as a "com- 
modity'' on the market. Of course, people believe that there is an essential 
difference between the tasks incumbent upon the comrades of the socialist 
conlnlonwealth and those incumbent upon slaves or serfs. The slaves and 
serfs, they say, toiled for the benefit of an exploiting lord. But in a socialist 
system thc produce of labor goes to society of which the toiler himself is a 
part; here the worker works for himself, as it were. What this reasoning 
overlooks is that the identification of the individual comrades and the 
totality of all comrades with the collective entity pocketing the produce of 
all work is merely fictitious. Whether the ends which the community's 
officeholders are aiming at agree or disagree with the wishes and desires 
of the various comrades, is of minor importance. The main thing is that 
the individual's contribution to the coIlective entity's wealth is not requited 
in the shape of wages determined by the market. ,4 socialist commonwealth 
lacks any method of economic calculation; it cannot determine separately 
what quotas of the total amount of goods produced are to be assigned to 
the various complementary factors of production. As it cannot ascertain 
the magnitude of the contrib~tion society owes to the various individual's 
efforts, it cannot remunerate the workers according to the value of their 
performance. 

In order to distinguish free labor from compulsory labor no metaphysi- 
cal subtleties concerning the essence of freedom and compulsion are re- 
quired. W e  may call free labor that kind of extroversive, not immediately 
gratifying labor that a man performs either for the direct satisfaction of his 
own wants or for their indirect satisfaction to be reaped by expending the 
price earned by its sale on the market. Compulsory labor is labor per- 
formed under the pressure of other incentives. If somebody were to  take 
umbrage at this terminology because the employment of words like free- 
dom and compulsion may arouse an association of ideas injurious to a dis- 
passionate treatment of the problems involved, one could as well choose 
other terms. W e  may substitute the expression F labor for the term free 
labor and the term C labor for the term compulsory labor. The crucial 
problem cannot be affected by the choice of the terms. -w-hat aione matters 
is this: What kind of inducement can spur a man to submit to the disutility 
of labor if his own want-satisfaction neither directly nor-to any appreci- 
able extent-indirectly depends on the quantity and quality of his perform- 
ance? 

Let us assume for the sake of argument that many workers, perhaps 
even most of them, will of their own accord dutifully take pains for the 
best possible fulfillment of the tasks assigned to them by their superiors. 
(We may disregard the fact that the determination of the task to be im- 
posed upon the various individuals wouId confront a socialist common- 
wealth with insoluble problems.) But how to deal with those sluggish and 
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careless in the discharge of the imposed duties? There is no other way left 
than to punish them. In their superiors must be vested the authority to 
establish the offense, to give judgment on its subjective reasons, and to 
mete out punishment accordingly. A hegemonic bond is substituted for 
the contractual bond. The worker becomes subject t o  the discretionary 
power of his superiors, he is personally subordinate to his chief's disciplin- 
ary power. 

In the market economy the worker sells his services as other people sell 
their commodities. The employer is not the employee's lord. He is simply 
the buyer of services which he must purchase at their market price. Of 
course, like every other buyer an employer too can take liberties. But if he 
resorts to arbitrariness in hiring or discharging workers, he must foot the 
bill. An employer or an employee entrusted with the management of a de- 
partment of an enterprise is free to  discriminate in hiring workers, to fire 
them arbitrarily, or to cut down their wages below the market rate. But in 
indulging in such arbitrary acts he jeopardizes the profitability of his 
enterprise or his department and thereby impairs his own income and his 
position in the economic system. In the market economy such whims bring 
their own punishment. The only real and effective protection of the wage 
earner in the market economy is provided by the play of the factors deter- 
mining the formation of prices. The market makes the worker independent 
of arbitrary discretion on the part of the employer and his aides. The 
workers are subject only to the supremacy of the consumers as their 
employers are too. In determining, by buying or abstention from buying, 
the prices of products and the employment of factors of production, con- 
sumers assign to each kind of labor its market price. 

What makes the worker a free man is precisely the fact that the em- 
ployer, under the pressure of the market's price structure, considers labor a 
commodity, an instrument of earning profits. The employee is in the eyes 
of the employer merely a man who for a consideration in money helps him 
to make money. The employer pays for services rendered and the etn- 
ployee performs in order to earn wages. There is in this relation between 
employer and employee no question of favor or disfavor. The hired man 
does not owe the employer gratitude; he owes him a definite quantity of 
work of a definite kind and quality. 

That is why in the market economy the employer can do without the 
power to punish the employee. All nonmarket systems of production must 
give to those in control the power to spur on the slow worker to more zeal 
and application. As imprisonment withdraws the worker from his job or 
at least reduces considerabIy the value of his contribution, corporal punish- 
ment has always been the classical means of keeping slaves and serfs to their 
work. With the abolition of unfree labor one could dispense with the whip 
as a stimulu6. Flogging was the symbol of bond labor. Members of a 
market society consider corporal punishment inhuman and humiliating to 
such a degree that it has been abolished also in the schools, in the penal 
code, and in military discipline. 
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He who believes that a socialist commonwealth could do without com- 

pulsion and coercion against slothful workers because everyone will spon- 
taneously do his duty, falls prey to the same illusions implied in the doctrine 
of anarchy. 



XXII. T H E  NONHUMAN ORIGINAL FACTORS 

OF PRODUCTION 

I .  General Observations Concerning the Theory of Rent 

I N the frame of Ricardian economics the idea of rent was an attempt 
at a treatment of those problems which modern economics ap- 

proaches by means of marginal-utility ana1ysis.l Ricardo's theory ap- 
pears rather unsatisfactory when judged from the point of view of 
present-day insight; there is no doubt that the method of the 
subjective-value theory is far superior. Yet the renown of the rent 
theory is well deserved; the care bestowed upon its initiation and 
perfection brought forth fine fruits. There is no reason for the history 
of economic thought to feel ashamed of the rent t h e ~ r y . ~  

The fact that land of different quality and fertility, i.e., yielding 
different returns per unit of input, is valued differently does not pose 
any special problem to modern economics. As far as Ricardo's theory 
refers to the graduation in the valuation and appraisement of pieces 
of land, it is completely comprehended in the modern theory of the 
prices of factors of production. It is not the content of the rent theory 
that is objectionable, but the exceptional position assigned to it in 
the complex of the economic system. Differential rent is a general 
phenomenon and is not limited to the determination of the prices of 
Iand. The sophisticated distinction between "rents" and "quasi-rents" 
is spurious. Land and the services it renders are dealt with in the same 
way as other factors of production and their services. Control of a 
better tool yields "rentJ' when compared with the returns of less 
suitable tools which must be utilized on account of the insufficient 
supply of more suitable ones. The abler and more zealous worker 
earns a "rent" when compared with the wages earned by his less skill- 
ful and less industrious competitors. 

The problems which the rent concept was designed to solve were 
for the most part generated by the employment of inappropriate 

I.  It was, says Fetter (Encyclopaedia of the Social Sciences, XIII, zgr), "a 
garbled margidity theory." 

2. Cf. Amonn, Ricardo als Begriinder der theoretischen Nationdokonomie 
(Jena, 19241, pp. 54 ff. 
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terms. The general notions as used in everyday language and mundane 
thought were not formed with regard to the requirements of praxeo- 
logical and economic investigation. The early economists were mis- 
taken in adopting them without scruple and hesitation. Only if one 
clings na'ively to general terms such as land or labor, is one puzzled 
by the question why land and labor are differently valued and ap- 
paised. He who does not allow himself to be fooled by mere words, 
but looks at a factor's relevance for the satisfaction of human wants, 
considers it a matter of course that different services are valued and 
appraised differently. 

The modern theory of value and prices is not based on the classifi- 
cation of the factors of production as land, capital, and labor. Its 
fundamental distinction is between goods of higher and of lower 
orders, between producers' goods and consumers' goods. When it 
distinguishes within the class of factors of production the original 
(nature-given) factors from the produced factors of production (the 
intermediary products) and furthermore within the class of original 
factors the nonhuman (external) factors from the human factors 
(labor), it does not break up the uniformity of its reasoning concern- 
ing the determination of the prices of the factors of production. The 
law controlling the determination of the prices of the factors of pro- 
duction is the same with all classes and specimens of these factors. The 
fact that different services rendered by such factors are valued, ap- 
praised, and dealt with in a different way can only amaze people who 
fail to notice these differences in serviceableness. H e  who is blind to 
the merits of a painting may consider it strange that collectors should 
pay more for a painting of Velasquez than for a painting of a less 
gifted artist; for the connoisseur it is self-evident. I t  does not astonish 
the farmer that buyers pay higher prices and tenants higher leases for 
more fertile land than for less fertile. The only reason why the old 
economists were puzzled by this fact was that they operated with a 
aeneral term land that negIects differences in productivity. 
D 

The greatest merit of the Ricardian theory of rent is the cognizance 
of the fact that the marginal land does not yield any rent. From this 
knowledge there is but one step to the discovery of the principle of 
valuational subjectivism. Yet blinded by the real cost notion neither 
the classical economists nor their epigones took this step. 

While the differential-rent idea, by and large, can be adopted by 
the subjective-value theory, the second rent concept derived from 
Ricardian economics, viz., the residual-rent concept, must be rejected 
altogether. This residual-claimant idea is based on the notion of real 
or physical costs that does not make any sense in the frame of the 
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modern explanation of the prices of factors of production. The  reason 
why the price of Burgundy is higher than that of Chianti is not the 
higher price of the vineyards of Burgundy as against those of Tuscany. 
The  causation is the other way around. Because people are ready to 
pay higher prices for Burgundy than for Chianti, winegrowers are 
ready to pay higher prices for the vineyards of Burgundy than for 
those of Tuscany. 

Profits are not a share left over when all costs of production have 
been paid. In the evenly rotating economy such a surplus of the prices 
of products over and above costs could never appear. In the changing 
economy differences between the prices of the products and the sum 
of the prices that the entrepreneur has expended for the purchase of 
the complementary factors of production plus interest on the capital 
invested can appear in either direction, i.e., either as profit or as loss. 
These differences are caused by changes which arise in the prices of 
the products in the time interval. H e  who succeeds better than others 
in anticipating these changes in time and acts accordingly, reaps 
profits. H e  who fails in his endeavors t o  adjust his entrepreneurial 
ventures to the future state of the market is penalized by  losses. 

T h e  main deficiency of Ricardian economics was that it was a 
theory of the distribution of a total product of a nation's joint efforts. 
Like the other champions of classical economics Ricardo failed to 
frce himself from the Mercantilist image of the Volkswirtschaft. In 
his thought the problem of the determination of  prices was sub- 
ordinated to the problem of the distribution of wealth. The  customary 
characterization of his economic philosophy as "that of the manu- 
facturing middle classes of contemporary England" " misses the point. 
These English businessmen of the early nineteenth century were not 
interested in the total product of industry and its distribution. They 
were guided by the urgc to make profits and to avoid losscs. 

Classical economics erred whcn it assigned to Iand a distinct place 
in its theoretical scheme. Land is, in the economic sense, a factor of 
production, and the Iaws determining the formation of the prices of 
Iand are the same that determine the formation of the prices of other 
factors of production. All peculiarities of the economic teachings con- 
cerning land refer to some peculiarities of the data involved. 

3.  Cf., for example, Haney, History of Economic Thought (rev. ed. New 
York, 1927), p. 2 7 5 .  
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1. T h e  Time Factor in Land Utilization 

The starting point of the economic teachings concerning land is 
the distinction between two classes of original factors of production, 
viz., human and nonhuman factors. As the utilization of the non- 
human factors is as rule connected with the power to utilize a piece 
of the earth, we speak of land when referring to them.4 

In dealing with the economic problems of land, i.e., the nonhuman 
original factors of production, one must neatly separate the praxeo- 
logical point of view from the cosmological point of view. It may 
make good sense for cosmology in its study of cosmic events to speak 
of permanency and of the conservation of mass and energy. If one 
compares the orbit within which human action is able to affect the 
naturaI environmental conditions of human life with the operation 
of natural entities, it is permissible to call the natural powers inde- 
structible and permanent or-more precisely-safe against destruc- 
tion by human action. For the great periods of time to which cos- 
inology refers, soil erosion (in the broadest sense of the term) of such 
an intensity as can be effected by human interference is of no im- 
portance. Nobody knows today whether or not cosmic changes will 
in millions of years transform deserts and barren soil into land that 
from {he point of view of our present-day knowledge will have to 
be described as extremely fertile and the most luxuriant tropical 
gardens into sterile land. Precisely because nobody can anticipate 
such changes nor venture to influence the cosmic events which pos- 
sibly could bring them about, it is supererogatory to spec~ilate about 
them in dealing with the problems of human action." 

The natural sciences may assert that those powers of thc soil that 
condition its serviceableness for forestry, cattle breeding, agriculture, 
and water utilization regenerate themselves periodically. It may be 
true that even human endeavors deliberately directed toward the ut- 
most devastation of the productive capacity of the earth's crust could 
at best succeed only with regard to small parts of it. But these facts do 
not strictly count for human action. The periodical regeneration 
of the soil's productive powers is not a rigid datum that would face 
man with a uniquely determined situation. It is possible to use the soil 
in such a way that this regeneration is slowed down and postponed or 

4. Legal provisions concerning the separation of the right of hunting, fishing, 
and extracting mineral deposits from the other rights of the owner of a piece of 
land are of no interest for catallactics. The  term land as used in catallactics in- 
cludes also expanses of water. 

5. Thus also the problem of entropy stands outside of the sphere of praxeologi- 
cal meditation. 
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the soil's productive power either vanishes altogether for a definite 
period of time or can only be restored by means of a considerable 
input of capital and labor. In dealing with the soil man has to choose 
between various methods different from one another with regard to 
the preservation and regeneration of its productive power. No less 
than in any other branch of production, the time factor enters also 
into the conduct of hunting, fishing, grazing, cattle breeding, plant 
growing, lumbering and water utilization. Here too man must choose 
between satisfaction in nearer and in more remote periods of the 
future. Here too the phenomenon of originary interest, entailed in 
every human action, plays its paramount role. 

There are institutional conditions that cause the persons involved to 
prefer satisfaction in the nearer future and to disregard entirely or al- 
most entirely satisfaction in the more distant future. If the soil is on 
the one hand not owned by individual proprietors and on the other 
hand all, or certain people favored by special privilege or by the actual 
state of affairs, are free to make use of it temporarily for their own 
benefit, no heed is paid to the future. The same is the case when the 
proprietor expects that he will be expropriated in a not too distant 
future. In both cases the actors are exclusively intent upon squeezing 
out as much as possible for their immediate advantage. They do not 
concern themselves about the temporally more remote consequences 
of their   net hods of exploitation. Tomorrow does not count for them. 
The history of lumbering, hunting, and fishing provides plenty of il- 
lustrative experience; but many examples can also be found in other 
branches of soil utilization. 

From the point of view of the natural sciences, the maintenance of 
capital goods and the preservation of the powers of the soil belong to 
two entirely different categories. The produced factors of production 
perish sooner or later entirely in the pursuit of production processes, 
and piecemeal are transformed into consumers' goods which are 
eventually consumed. If one does not want to make the results of 
past saving and capital accumulation disappear, one must, apart from 
consumers' goods, also produce that amount of capital goods which is 
needed for the replacement of those worn out. If one were to neglect 
this, one would finally consume, as it were, the capital goods. One 
would sacrifice the future to the present; one would live in luxury 
today and be in want later. 

But, it is often said, it is different with the powers of land. They 
cannot: be consumed. Such a statement is meaningful, however, only 
from the point of view of geology. But from the geological point of 
view one could, or should, no less deny that factory equipment or a 
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railroad can be "eaten up." The gravel and stones of a railroad's sub- 
structure and the iron and steel of the rails, bridges, cars, and engines 
do not perish in a cosmic sense. Only from the praxeological point of 
view is it permissible to speak of the consumption, the eating up, 
of a tool a railroad, or a steel mill. In the same economic sense we 
speak of the consumption of the productive powers of the soil. In 
forestry, agriculture, and water utilization these powers are dealt with 
in the same way as other factors of production. With regard to the 
powers of the soil, too, the actors must choose between processes of 
production which render higher output at the expense of productivity 
in later periods and processes which do not impair future physical 
productivity. It is possible to extract so much from the soil that its 
later utilization will render smaller returns (per unit of the quantities 
of capital and labor employed) or practically no returns at all. 

It is true that there are physical limits to the devastating powers of 
man. (These limits are sooner reached in lumbering, hunting, and 
fishing than in tilling the soil.) But this fact results only in a quantita- 
tive, not in a qualitative difference between capital decumulation and 
soil erosion. 

Ricardo calls the powers of the soil "original and indestructible." 
However, modern economics must stress the point that valuation and 
appraisement do not differentiate between original and produced 
factors of production, and that the cosmological indestructibility of 
mass and energy, whatever it may mean, does not enjoin upon land 
utilization a character radically different from other branches of 
production. 

3.  The Submarginal Land 

The services a definite piece of land can render in a definite period 
of time are limited. If they were unlimited, men would not consider 
land a factor of production and an economic good. However, the 
quantity of soii available is so vast, nature is so prodigai, that iand is 
still abundant. Therefore, only the most productive pieces of land 
are utilized. There is land which people consider-either with regard 
to its physical productivity or with regard to its location-as too poor 
to be worth cultivating. Consequently the marginal soil, i.e., the 
poorest soil cultivated, yields no rent in the Ricardian sense.7 Sub- 
marginal land would be considered entirely worthless if one were 

6. Ricardo, Principles o f  Political Economy and  taxation^ p. 34. 
7. There are areas in which practically every corner is cultivated or otherwise 

utilized. But this is the outcome of institutional conditions barring the inhabitants 
of these regions from access to more fertile unused soil. 
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not to appraise i t  positively in anticipation of its being utilized in 
later days.% 

The  fact that the market economy does not have a more ample 
supply of agricultural products is caused by the scarcity of capital 
and labor, not by a scarcity of cultivable land. An increase in the 
surface of land available would-other things being equal-increase 
the supply of cereals and meat only if the additional land's fertility 
exceeded that of the marginal land already previously cultivated. On 
the other hand, the supply of agricultural products would be increased 
by any increase in the amount of labor and capital available, ~rovided  
the consumers do not consider another employment of the additional 
amounr of capital and labor more appropriate to fill their most urgent 
 ants.^ 

The  usefuI mineral substances contained in the soil are Iimited in 
quantity. It is true that some of them are the outgrowth of natural 
processes which are still going on and increasing the existing deposits. 
However, the slowness and length of these processes makes them in- 
significant for human action. Man must take into account that the 
available deposits of these minerals are limited, Every single mine or 
oiI source is eshaustible; many of them are already exhausted. W e  
may hope that new deposits will be discovered and that technological 
procedures will be invented which will make it possible to utilize de- 
posits which today cannot be exploited at all or only at unreasonable 
costs. W e  may also assume that the further progress of technological 
knowledge will enable later generations to utilize substances which 
cannot be utilized today. But all these things do not matter for the 
present-day conduct of mining and oil drilling. The  deposits of 
mineral substances and their exploitation are not characterized by 
features which would give a particular mark to human action dealing 
with them. For catallactics the distinction between soil used in agri- 
culture and that used in mining is merely a distinction of data. 

Although the available quantities of these mineral substances are 
limited, and although we may academically concern ourselves with 
the possibility that they will-be entirely exhausted one day, acting 
men do not consider these deposits rigidly limited. Their activities 
take into account the fact that definite mines and wells will become 
exhausted, hut they do not pay heed to the fact that at an unknown 

8. The appraisal of a piece of soiI must not be confused with the appraisal of 
the improvements, i.e., the irremovable and inconvertible results of the invest- 
ment of capital and labor that facilitate its utilization and raise future outputs per 
unit of current future inputs. 

9. These observations, of course, refer only t o  conditions in which there are n o  
institutional barriers to  the mobility of capital and labor. 
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later date all the deposits of certain minerals may come to an end. 
For to present-day action the supply of these substances appears to 
be so abundant that one does not venture to exploit all their deposits 
to the full extent which the state of technological knowledge per- 
mits. The mines are utilized only as far as there is no more urgent 
employment available for the required quantities of capital and labor. 
There are therefore submarginal deposits that are not utilized at all. 
In every mine operated the extent of the production is determined 
by the relation between the prices of the products and those of the 
required nonspecific factors of production. 

4. The Land as Standing Room 

The employment of land for the location of human residences, 
workshops, and means of transportation withdraws pieces of soil 
from other employments. 

The particular place which older theories attributed to urban site 
rent need not here concern us. It is not especially noteworthy that 
people pay higher prices for land they value more for housing than 
for land which they value less. It is a matter of fact that for workshops, 
warehouses, and railroad yards people prefer locations which reduce 
costs of transportation, and that they are ready to pay higher prices 
for such land in accordance with the economies expected. 

Land is also used for pkasure grounds and gardens, for parks and 
for the enjoyment of the grandeur and beauty of nature. With the 
development of the love of nature, this very characteristic feature 
of "bourgeois" mentality, the demand for such enjoyments increased 
enormously. The soil of the high mountain chains. once merely con- 
sidered a barren dreariness of rocks and glaciers, is today highly 
appreciated as the source of the most lofty pleasures. 

From time immemorial access to these spaces has been free to 
everybody. Even if the land is owned by private individuals, the 
owners as a ruie have not the right to ciose it to tourists and mountain- 
climbers or to ask an entrance fee. Whoever has the opportunity to 
visit these areas, has the right to enjoy a11 their grandeur, and to con- 
sider them his own, as it were. The nominal owner does not derive 
any advantage from the satisfaction his property gives to the visitors. 
But this does not alter the fact that this land serves human well-being 
arid is appreciated accordingly. The ground is subject to an easement 
that entitles everybody to pass along and to camp on it. As no other 
utilization of the area concerned is possible, this servitude completely 
exhausts all the advantages the proprietor could reap from his owner- 
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ship. Since the particular services which these rocks and glaciers can 
render are practically inexhaustible, do not wear out, and do not re- 
quire any input of capital and labor for their conservation, this ar- 
rangement does not bring about those consequences which appeared 
wherever it was applied to lumbering, hunting, and fishing grounds. 

If, in the neighborhood of these mountain chains, the space available 
for the construction of sl~elters, hotels, and means of transportation 
(e.g., rack railroads) is limited, the owners of these scarce pieces of 
soil can sell or rent them on more propitious terms and thus divert to 
themselves a part of the advantages the tourists reap from the free 
accessibility of the peaks. If this is not the case, the tourists enjoy all 
these advantages gratuitously. 

5. The Prices of Land 

In the imaginary construction of the evenly rotating economy 
buying and selling of the services of definite pieces of land does not 
differ at all from buying and selling the services of other factors of 
production. All these factors are appraised according to the services 
they will render in various periods of the future, due aIlowance being 
made for time preference. For the marginal land (and, of course, 
for the submarginal land) no price is paid at all. Rent-bearing land 
(i.e., land that, compared with the marginal land, bears a higher output 
per unit of input of capital and labor) is appraised in accordance with 
the degree of its superiority. Its price is the sum of all its future rents, 
each of them discounted at the rate of originary interest.1° 

In the changing economy people buying and selling land take due 
account of expected changes in the market prices for the services 
rendered by the soil. Of course, they may err in their expectations; 
but this is another thing. 'They try to anticipate to the best of their 
abilities future events that may alter the market data and they act 
in accordance with these opinions. If they believe that the annual net 
yield of the piece of land concerned will rise, the price will be higher 
than it would have been in the absence of such expectations. This is, 

10. There is nced to remember again that the imaginary construction of the 
evenly rotating economy cannot be carried consistently to its ultimate logical 
consequences (sec above, p. 249). With regard to  thc problems of land one must 
stress two points: First, that in the framc of this imaginary construction, char- 
acterized by the absence of changes in the conduct of affairs, there is no room 
for the buying and selling of land. Second, that in order to  integrate into this 
construction mining and oil drilling we must ascribe to the mines and oil wells a 
permanent character and must disregard the possibiIity that any of the operated 
mines and wells could be exhausted or  evcn undergo 3 change in the quanfity of 
output or of current input required. 
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for instance, the case with suburban land in the neighborhood of cities 
growing in population or  with forests and arable land in countries in 
which pressure groups are likely to  succeed in raising, by means of 
tariffs, the prices of timber and cereals. O n  the other hand, fears con- 
cerning the total or partial confiscation of the net yield of land tend 
to lower the prices of land. In everyday business language people 
speak of the "capitalization" of the rent and observe that the rate of 
capitalization is different with different classes of land and varies even 
within the same class with different pieces of soil. This terminology 
is rather inexpedient as it n~isrepresents the nature of the process. 

I n  the same way in which buyers and sellers of land take into 
account anticipated future event; that wiII reduce the net return, 
they deal with taxes. Taxes levied upon land reduce its market price 
to the extent of the discounted amount of their future burden. The  
introduction of a new tax of this kind which is likely not to be abol- 
ished results in an immediate drop in the market price of the pieces of 
land concerned. This is the phenomenon that the theory of taxation 
calls amortization of taxes. 

In  many countries the owners of land or  of certain estates enjoyed 
special political legal privileges or  a great social prestige. Such in- 
stitutions too can play a role in the determination of the prices of land. 

The Myth of the Soil 

Romanticists condemn the economic theories concerning land for their 
utilitarian narrow-mindedness. Economists, they say, look upon land from 
the point of view of the callous speculator who degrades all eternal values 
to terms of money and profit. Yet, the glebe is ~nuch more than a mere 
factor of production. It is the inexhaustible source of human energy and 
human life. Agriculture is not simply one branch of production anlong 
many other branches. It is the only natural and respectable activity of man, 
the only dignified condition of a really human existence. It is iniquitous to 
judge it merely with regard to the net returns to be squeezed out of the 
soil. The soil not only bears the fruits that nourish our body; it produces 
first of all the moral and spiritual forces of civilization. The cities, the 
processing industries, and commerce are phenomena of depravity and de- 
cay; their existence is parasitic; they destroy what the ploughman must 
create again and again. 

Thousands of years ago, when fishing and hunting tribesmen began to 
cultivate the soil, romantic reverie was unknown. But if there had lived 
romanticists in those ages, they would have eulogized the lofty moral 
values of the hunt and would have stigmatized soil cultivation as a phe- 
nomenon of depravity. They would have reproached the ploughman for 
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desecrating the soil that the gods had given to man as a hunting ground 
and for degrading it to a means of production. 

In the preromantic ages in his actions tio one considered the soil as any- 
thing other than a source of human well-being, a tneans to promote welfare. 
The  magic rites and observances concerning the soil aimed at nothing else 
than improvement of the soil's fertility and increase in the quantity of 
fruits to be harvested. These people did not seek the unio mystica with 
the tnysterious powers and forces hidden in the soil. A11 they aimed at was 
bigger and better crops. They resorted to magic rituals and adjurations 
because in their opinion this was the most efficient method of attaining 
the ends sought. Their sophisticated progeny erred when they interpreted 
these ceremonies from an "idealistic" point of view. A real peasant does 
not indulge in ecstatic babble about the soil and its mysterious powers. 
For him land is a factor of production, not an object of sentimental emo- 
tions. He  covets more land because he desires to increase his income and to 
improve his standard of living. Farmers buy and sell land and mortgage it; 
they sell the produce of land and become very indignant if the prices are 
not as high as they want them to be. 

Love of nature and appreciation of the beauties of the landscape were 
foreign to the rural population. The  inhabitants of the cities brought them 
to the countryside. It was the city-dwellers who began to appreciate the 
land as nature, while the countrymen valued it only from the point of view 
of its productivity for hunting, lumbering, crop raising and cattle breeding. 
From time immemorial the rocks and glaciers of the Alps were merely 
waste land in the eyes of the mountaineers. Only when the townsfolk ven- 
tured to climb the peaks, and brought money into the valleys, did they 
change their minds. The pioneers of mountain climbing and skiing were 
ridiculed by the indigenous population until they found out that they could 
derive gain from this eccentricity. 

Kot shepherds, but sophisticated aristocrats and city-dwellers were the 
authors of bucolic poetry. Daphnis and Chloe are creations of fancies far 
removed from earthy concerns. No less removed from the soil is the 
modern political myth of the soil. It did not blossom from the moss of the 
forests and the loam of the fields, but from the pavements of the cities and 
the carpets of the salons. The farmers make use of it because they find it a 
.."Ac+:oAl .-aA*c ,.$ -L.+-:..:..- ...nl:+:,.-l ....:..:I ---- .-.L:-L ..":",. +L.. -La.." *.L 
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their products and of their farms. 



XXIII. THE DATA OF THE MARKET 

I .  T h e  Theory and the Data 

C ATALLACTICS, the theory of the market economy, is not a system 
of theorems vaIid only under ideal and unrealizable conditions 

and applicable to reality merely with essential restrictions and modi- 
fications. All the theorems of catallactics are rigidly and without 
any exception valid for all phenomena of the market economy, pro- 
vided the particular conditions which they presuppose are present. 
It is, for instance, a sinlple question of fact whether there is direct or 
indirect cxchange. But where there is indirect exchange, all the gcneral 
laws of the theory of indirect exchange arc valid with regard to the 
acts of exchange and the media of exchange. As has been pointed out," 
praxeological knowledge is precise or exact knowledge of reality. All 
references to the epistemological issues of the natural sciences and all 
analogies derived from cornparing these two radically different realms 
of reality and cognition are misleading. There is, apart from formal 
logic, no such thing as a set of "methodological" rules applicable both 
to cognition by means of the category of causality and to that by 
means of the category of finality. 

Praxcology deals with human action as such in a general and univcr- 
sal way. It deals neither with the particular conditions of the environ- 
ment in which man acts nor with the concrete content of the valua- 
tions which direct his actions. For praxeology data are the bodily and 
psychological features of the acting men, their desires and value judg- 
ments, and the theories, doctrines, and ideologies they develop in order 
to adjust themselves purposively to the conditions of their environ- 
ment and thus to attain the cnds they are aiming at. These data, al- 
though permanent in their structure and strictly determined by the 
laws controlling the order of the universe, are perpetually fluctuating 
and varying; they change from instant to instant." 

The fullness of reality can be mentally mastered only by a mind 
resorting both to the conception of praxeology and to the under- 

r .  See above, p. 39. 
2 .  Cf. Strigl, Die cj'konomischen Kategorien und die Organisation der 1Yirt- 

schaft (Jena, rgzj) ,  pp. 18 ff. 
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standing of history; and the latter requires command of the teachings 
of the natural sciences. Cognition and prediction are provided by 
the totality of knowledge. What the various single branches of science 
offer is always fragmentary; it must be complemented by the results 
of all the other branches. From the point of view of acting man the 
specialization of knowledge and its breaking up into the various sci- 
ences is merely a device of the division of labor. In the same way in 
which the consumer utilizes the products of various branches of 
production, the actor must base his decisions on knowledge brought 
about by various branches of thought and investigation. 

It is not permissible to disregard any of these branches in dealing 
with reality. The Historical School and the Institutionalists want to 
outlaw the study of praxeology and economics and to occupy them- 
selves merely with the registration of the data or, as they call them 
nowadays, the institutions. But no statement concerning these data 
can be made without reference to a definite set of economic theorems. 
When an institutionalist ascribes a definite event to a definite cause, 
e.g., mass unemployment to the alleged deficiencies of the capitalist 
mode of production, he resorts to an economic theorem. In objecting 
to the closer examination of the theorem tacitly implied in his con- 
clusions, he merely wants to avoid the exposure of the fallacies of his 
argument. There is no such thing as a mere recording of unadulterated 
facts apart from any reference to theories. As soon as tw-o events are 
recorded together or integrated into a class of events, a theory is 
operative. The question whether there is any connection between them 
can only be answered by a theory, i.e., in the case of human action 
by praxeology. It is vain to search for coefficients of correlation if one 
does not start from a theoretical insight acquired beforehand. The co- 
efficient may have a high numerical value without indicating any sig- 
nificant and relevant connection between the two g r o ~ p s . ~  

2.  T h e  Role of Power 

The Historical School and Institutionalism condemn economics 
for disregarding the role which power plays in real life. The basic 
notion of economics, viz., the choosing and acting individual, is, 
they say, an unrealistic concept. Real man is not free to choose and 
to act. He is subject to social pressure, to the sway of irresistible power. 
It is not the individuals' value judgments, but the interactions of the 
forces of power that determine the market phenomena. 

3. Cf. Cohen and Nagel, A n  Introduction to Logic and Scientific Method 
(New York, 1939)~ pp. 316322. 
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These objections are no less spurious than all other statements of 

the critics of economics. 
Praxeology in general and economics and catallactics in particular 

do not contend or assume that man is free in any metaphysical sense 
attached to the term freedom. Man is unconditionally subject to the 
natural conditions of his environment. In acting he must adjust hirn- 
self to the inexorable regularity of natural phenomena. It is precisely 
the scarcity of the nature-given conditions of his welfare that cnjoins 
upon man the necessity to act.' 

In acting man is directed by ideologies. He chooses ends and means 
under the influence of ideologies. The might of an ideology is either 
direct or indirect. It  is direct when the actor is convinced that the 
content of the ideology is correct and that he serves his own interests 
directly in complying with it. It is indirect when the actor rejects the 
content of thc ideology as false, but is under the necessity of adjusting 
his actions to the fact that this ideology is endorsed by other people. 
The mores of their social environment are a power xvhich people 
are forced to consider. Those recognizing the spuriousness of the 
generally accepted opinions and habits must in each instance choose 
between the advantages to be derived from resorting to a more effi- 
cient mode of acting and the disadvantages resulting from the con- 
tempt of popular prejudices, superstitions, and folkways. 

The same is true with regard to violence. In choosing man must 
take into account the fact that there is a factor ready to exercise violent 
compulsion upon him. 

All the theorems of catallactics are valid also with regard to actions 
influenced by such social or physical pressure. The direct or indirect 
might of an ideology and the threat of physical compulsion are merely 
data of the market situation. It does not matter, for instance, what 
kind of considerations motivate a man not to offer a higher bid for 
the purchase of a commodity than the one he really makes without 
obtaining the good concerned. For the determination of the marlrct 
price it is immaterial whether he spontaneously prefers to spend his 
money for other purposes or whether he is afraid of being looked 
upon by his fellow men as an upstart, or as a spendthrift, afraid of 

4. Most social reformers, foremost among them Fourier and Marx, pass over in 
silence the fact that the nature-given means of removing human uneasiness are 
scarce. As they see it, the fact that there is not an abundance of all useful things 
is merely caused by the inadequacy of the capitalist  node of production and will 
therefore disappear in the "higher phase" of communism. An eminent Menshevik 
author who could not help referring to the nature-given barriers to  human well- 
being, in genuineIy Marxian style, calls Nature "the most relentless exploiter." 
Cf. Mania Gordon, Workers Before and After Lenin (New York, 1941 ), pp. 227, 

458. 
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violating a government-decreed ceiling price or of defying a competi- 
tor ready to resort to violent revenge. In any case his abstention from 
bidding a higher price contributes to the same extent to the emergence 
of the market price." 

I t  is customary nowadays to signify the position which the owners 
of property occupy on the ~narket as economic power. The  ex- 
pediency of this terminology is questionable. The  term is at any rate 
inappropriate as far as it is intended to imply that under the impact 
of econon~ic power the determination of the market phenomena is 
controlled by laws other than those dealt with by  catallactics. 

3 .  The Historical Role of War and Conquest 

Many authors glorify war and revolution, bloodshed and conquest. 
Carlyle and Ruskin, Nietzsche, Georges Sorel, and Spengler were 
harbingers of the ideas which Lenin and Stalin, Hitler and hlussolini 
put into effect. 

The course of history, say these phiIosophies, is not determined 
by  the mean activities of materialistic peddlers and merchants, but 
by the heroic deeds of warriors and conquerors. The  economists 
err in abstracting from the experience of the short-lived liberal 
episode a theory to which they ascribe universal validity. This epoch 
of liberalism, individualism, and capitalism; of democracy, toIerance, 
and freedom; of the disregard of all "true" and "eternal" values; and 
of the supremacy of the rabble is now vanishing and will never return. 
T h e  dawning age of manliness requires a new theory of human action. 

However, no economist ever ventured to deny that war and con- 
quest were of utmost importance in the past and that Huns and Tar- 
tars, Vandals and Vikings, Normans and conquistadors played an 
enormous part in history. One of the determinants of the present state 
of mankind is the fact that there were thousands of years of armed 
conflicts. Yet, what remains and is the essence of human civilization, 
is not the legacy inherited from the warriors. Civilization is an achieve- 
ment of the "bourgeois" spirit, not of the spirit of conquest. Those 
barbarian peoples who did not substitute working for plundering 
disappeared from the historical scene. If there is still any trace left 
of their existence, it is in the achievements they accomplished under 
the influence of the civilization of the subdued peoples. Latin civiliza- 
tion survived in Italy, France, and the Iberian peninsula in defiance 
of all barbarian invasions. If capitalist entrepreneurs had not succeeded 

5.  The economic consequences of the interference of external compulsion and 
coercion with the market phenomena are dealt with in the sixth part of this book. 
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Lord Clive and Warren Hastings, British rule in India might one day 
becol-ne such an insignificant historical reminiscence as are the one 
hundred and fifty years of Turkish rule in Hungary. 

It  is not the task of economics to enter into an examination of the 
endeavors to revive the ideals of the Vikings. It has merely to refute 
the statements that the fact that there are armed conflicts reduces its 
teachings to nought. W7ith regard to this problem there is need to 
emphasize again the following: 

I;irst: The teachings of catallactics do not refer to a definite epoch 
of history, but to a11 actions characterized b y  the two conditions 
private ou;nershi+ of the nzeans of production and division of labor. 
Whenever and wherever, in a society in which there is private owner- 
ship of the means of production, peopIe not only produce for the 
direct satisfaction of their own wants but also consume goods pro- 
duced by other people, the theorems of catallactics are strictly valid. 

Second: If apart from the market and outside of the market there 
is robbing and plundering, these facts are a datum for the market. The 
actors must take into account the fact that they are threatened by 
murderers and robbers. If killing and robbing become so prcvalent 
that any production appears useless, it may finally happen that pro- 
ductive work ceases and mankind plunges into a state of war of 
every man against every other man. 

Third: In order to seize booty, something to be plundered must 
be available. The  heroes can only live if there are enough "bourgeois" 
to be expropriated. The  existence of producers is a condition for the 
survival of conquerors. But the producers could do without the 
plunderers. 

Fourth: There are, of course, other imaginable systems of a society 
based on the division of labor besides the capitalist system of private 
ownership of the means of production. Champions of militarism are 
consistent in asking for the establishment of socialism. 'The whole 
nation should be organized as a community of warriors in which the 
noncombatants have no other task than that of suppiying the fighting 
forces with all they need. (The problems of socialism are dealt with 
in the fifth part of this book.) 

4. Real Man as a Datum 

Economics deals with the real actions of real men. Its theorems 
refer neither to ideal nor to perfect men, neither to the phantom of 
a fabulous economic man (homo oeconomicus) nor to the statistical 
notion of an average man (homme moyen). Man with all his weak- 
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msses and limitations, every man as he lives and acts, is the subject 
matter of catallactics. Every human action is a theme of praxeology. 

The  subject matter of praxeology is not only the study of society, 
societal relations, and mass phenomena, but the study of all human 
actions. T h e  term "the social sciences" and all its connotations are 
in this regard misleading. 

There is no yardstick that a scientific investigation can apply to 
human action other than that of the ultimate goals the acting individ- 
ual wants to realize in embarking upon a definite action. The  ultimate 
goals themselves are beyond and abovc any criticism. Nobody is 
called upon to establish what could make another man happy. What 
an unaffected observer can question is merely whether or not the 
means chosen for the attainment of these ultimate goals are fit t o  
bring about the results sought by the actor. Only in answering this 
question is economics free to express an opinion about the actions 
of individuals and groups of individuals, or of the policies of parties, 
pressure groups, and governments. 

I t  is customary to disguise the arbitrariness of the attacks launched 
against the value judgments of other people by converting them into 
a critique of the capitalist system or of the conduct of entrepreneurs. 
Economics is neutral with regard to a11 such statements. 

T o  the arbitrary statement that "the balance between the produc- 
tion of different goods is admittedly faulty under capitalism," e the 
economist does not oppose the statement that this balance is faultless. 

L 

What the economist asserts is that in the unhampered market economy 
this balance is in agreement with the conduct of the consumers as 
displayed in the spcnding of their inco~nes.~ I t  is not the task of the 
economist to censure his fellow men and to call the result of their 
actions faulty. 

T h e  alternative to the system in wGch the individual's value judg- 
ments are paramount in the conduct of production processes is auto- 
cratic dictatorship. Then the value judgments of the dictators alone 
decide although they are not less arbitrary than those of other people. 

Man is certainly not a perfcct being. His human weakness taints 
all human institutions and thus also the market economy. 

6. Cf. Albert L. Meyers, Modern Economics (Ncw York, 1946), p. 672. 
7. This is the general feature of democracy whether poIitical or economic. 

Democratic elections do not provide the guarantee that the man clectcd is free 
from faults, but merely that the majority of the voters prefer him to other candi- 
dates. 
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5. T h e  Period of Adjustment 

Every change in the market data has its definite effects upon the 
market. It takes a definite length of time before all these effects are 
consummated, i.e., before the market is compIetely adjusted to the 
new state of affairs. 

Catallactics has to deal with all the various individuals' conscious 
and purposive reactions to the changes in the data and not, of course, 
merely with the final result brought about in the market structure by 
the interplay of these actiotls. I t  may happen that the effects of one 
change in the data are counteracted by the effects of another change 
occurring, by and large, at the same time and to the same extent. Then 
no considerable change in the market prices finally results. The 
statistician, exclusively preoccupied with the observation of mass 
phenomena and the outgrowth of the totality of market transactions 
as manifested in market prices, ignores the fact that the nonemergence 
of changes in the height of prices is merely accidental and not the 
outcome of a continuance in the data and the absence of  specific ad- 
justment activities. H e  fails to see any movement and the social conse- 
quences of such movements. Yet each change in the data has it5 own 
course, generates certain reactive responses on the part of the individ- 
uals affected and disturbs the relation between the various merni)ess 
of the market system even if eventually no considerable changes in 
the prices of the various goods and no changes at all in the figures 
concerning the total amount of capital in the whole market system 
r e s ~ l t . ~  

Economic history can give vague information ex post factum about 
the length of adjustment periods. The  method of attaining such in- 
formation is, of course, not measurement, but historical understanding. 
The  various adjustment processes are in reality not isolated. Synchro- 
nously an indefinite number of them take their course, their paths 
intersect, and they mutually influence one another. T o  disentangle 
this intricate tissue and to observe the chain of actions and reactions 
set into motion by a definite change in the data is a difficult task for 
the historian's understanding and the results are mostly . . meager and 
questionable. 

The  understanding of the length of adjustment periods is also the 
most difficult task incumbent upon those eager to understand the 
future, the entrepreneurs. Yet for success in entrepreneurial activities, 

8. With regard to changes in the elements determining the purchasing power 
of money see above, p. 414. With regard to  the decumulation and accumulation 
of capital see above, pp. 513-514. 
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mere anticipation of the direction in which the market will react to 
a ccrtain event is of little significance if it is not supplemented bv an 
adequate anticipation of the length of the various adjustment pe;iods 
involved. Most of the mistakes committed by entrepreneurs in the 
conduct of affairs and most of the blunders vitiating the prognoses 
of future business trends on the part of "expert" forecasters arc caused 
by errors concerning the length of adjustment periods. 

In dealing with effects brought about by changes in the data, it 
is customary to distinguish between the temporally nearer and the 
temporally remoter effects, viz., the short-run effects and the long- 
run effects. This distinction is much older than the terminology in 
which it is expressed nowadays. 

In order to discover the immediate-the short-run-effects brought 
about by a change in a datum, there is as a rule no need to resort to a 
thorough investigation. The short-run effects are for the most part 
obvious and seldom escape the notice of a na'ive observer unfamiliar 
with searching investigations. What started economic studies was 
precisely the fact that some men of genius began to suspect that the 
remoter consequences of an event may differ from the immediate 
effects visibIe even to the most simple-minded layman. The main 
achievement of economics was thc disclosure of such long-run effects 
hitherto unnoticed by the unaffected observer and neglected by the 
statesman. 

From their startling discoveries the classical economiscs derived a 
rule for political practice. Governments, statesmen, and political 
parties, they argued, in planning and acting should consider not 
only the short-run consequences but also the Iong-run consequences 
of their measures. The correctness of this inference is incontestable 
and indisputable. Action aims at the substitution of a more satisfacrory 
state of affairs for a less satisfactory. Whether or not the outcome 
of a definite action will be considered more or less satisfactory de- 
pends on a correct anticipation of a11 its consequences, both short 
run and long run. 

Some people criticize economics for alleged neglect of the short- 
run effects and for alleged preference given to the study of the Iong- 
run effects. The reproach is nonsensical. Economics has no means of 
scrutinizing the results of a change in the data other than to start 
with its immediate consequences and to analyze, step by step, pro- 
ceeding from the first reaction to the remoter reactions, all the sub- 
sequent consequences, until it finally arrives at its ultimate conse- 
quences. The long-run analysis necessarily always fully includes 
the short-run analysis. 
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It is easy to understand why certain individuals, parties, and pressure 

groups are eager to propagate the exclusive sway of the short-run 
principle. Politics, they say, should never be concerned about the 
long-run effects of a device and should never abstain from resorting to 
a measure from which benefits are expected in the short run merely 
because its long-run effects are detrimental. What counts is only the 
short-run effects; "in the long run we shall all be dead." All that 
economics has to answer to these passionate critics is that every de- 
cision should be based on a careful weighing of all its consequences, 
both those in the short run and those in the long run. There are 
certainly, both in the actions of individuals and in the conduct of 
public affairs, situations in which the actors may have good reasons 
to put up even with very undesirable long-run effects in order to 
avoid what they consider still more undesirable short-run conditions. 
It may sometimes be expedient for a man to heat the stove with his 
furniture. But if he does, he should know what the remoter effects will 
be. H e  should not delude himself by believing that he has discovered 
a wonderful new method of heating his premises. 

That is all that economics need oppose to the frenzy of the short- 
run apostIes. History, one day, will have to say much more. It will 
have to establish the role that the recommendation of the short-run 
principle-this revival of Madame de Pompadour's notorious phrase 
apr2s nous le de'luge-played in the most serious crisis of Western 
civilization. It will have to show how weIcome this slogan was to 
governments and parties whose policies aimed at the consumption of 
the spiritual and material capital inherited from earlier generations. 

6. T h e  Limits of Property Rights and the Problems 
of External Costs and External Economies 

Property rights as they arc circumscribed by laws and protected 
by courts and the police, are the outgrowth of an age-long evolution. 
The history of these ages is the record of struggles aiming at the 
abolition of private properw. Again and again despots and popular 
movements have tried to restrict the rights of private property or to 
abolish it altogether. These endeavors, it is true, failed. But they have 
left traces in the ideas determining the legal form and definition of 
property. The legal concepts of property do not fully take account 
of the social function of private property. There are certain inade- 
quacies and incongruities which are reflected in the determination of 
the market phenomena. 

Carried through consistently, the right of property would entitle 
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the proprietor to claim all the advantages which the good's employ- 
ment may generate on the one hand and would burden him with all 
the disadvantages resulting from its employment on the other hand. 
Then the proprietor alone would be fully responsible for the out- 
come. In dealing with his property he would take into account all 
the expected results of his action, those considered favorable as well 
as those considered unfavorable. But if some of the consequences of 
his action are outside of the sphere of the benefits he is entitled to 
reap and of the drawbacks that are put to his debit, he will not bother 
in his planning about all the effects of his action. H e  will disregard 
those benefits which do not increase his own satisfaction and those 
costs which do not burden him. His conduct will deviate from the line 
which it would have followed if the laws were better adjusted to the 
economic objectives of privatc ownership. He wilI embark upon 
certain projects only because the laws release him from responsibility 
for some of the costs incurred. He will abstain from other projects 
merely because the laws prevent him from harvesting all the ad- 
vantages derivable. 

The laws concerning liability and indemnification for damages 
caused were and still are in sorne respects deficient. By and large the 
principle is accepted that everybody is liable to damages which his 
actions have inflicted upon other people. But there were loopholes 
left which the legislators were slow to fill. In sorne cases this tardiness 
was intentional because the imperfections agreed with the plans of 
the authorities. When in the past in many countries the owners of 
factories and railroads were not held liagle for the damages which 
the conduct of their enterprises inflicted on the property and health 
of neighbors, patrons, employees, and other people through smoke, 
soot, noise, water pollution, and accidents caused by defective or 
inappropriate equipment, the idea was that one should not undermine 
the progress of industrialization and the development of transporta- 
tion facilities. The same doctrines which prompted and srilI are 
prompting many governments to encourage investment in factories 
and railroads through subsidies, tax exemption, tariffs, and cheap credit 
were at work in the emergence of a legal state of affairs in which the 
liability of such enterprises was either formally or practically abated. 
Later again the opposite tendency began to prevail in many countries 
and the liability of manufacturers and railroads was ikreased as 
against that of other citizens and firms. Here again definite political 
objectives were operative. 1,egislators wished to protect the poor, 
the wage earners, and the peasants against the wealthy entrepreneurs 
and capitalists. 
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Whcther the proprietor's relief from responsibility for somc of 

the disadvantages resulting from his conduct of affairs is the out- 
come of a deliberate policy on the part of governments and legislators 
or whether it is an unintentional effect of the traditional wording of 
laws, it is at any rate a datum which the actors must take into account. 
They are faced with the problem of external costs. Then some people 
choose certain modes of want-satisfaction merely on account of the 
fact that a part of the costs incurred are debited not to them but to 
other peopfe. 

The extreme instance is provided by the case of no-man's property 
referred to above.g If land is not owned by anybody, although legal 
formalism may call it public property, it is utilized without any regard 
to the disadvantages resulting. Those who are in a position to appro- 
priate to themselves the returns-lumber and game of the forests, 
fish of the water areas, and mineral deposits of the subsoil-do not 
bother about the later effects of their mode of exploitation. For them 
the erosion of the soil, the depletion of the exhaustible resources and 
other impairments of the future utilization are external costs not 
entering into their calculation of input and output. They cut dowm 
the trees without any regard for fresh shoots or reforestation. In hunt- 
ing and fishing they do not shrink from methods prcventing the re- 
population of the hunting and fishing grounds. In the early days of 
human civilization, when soil of a quality not inferior to that of the 
utilized pieces was still abundant, people did not find any fault with 
such predatory methods. When their effects appeared in a decrease 
in the net returns, the ploughman abandoned his farm and moved 
to another place. It was only when a country was more densely 
settled and unoccupied first class land was no longer available for 
appropriation, that people began to consider such predatory methods 
wasteful. At that time they consolidated the institution of private 
property in land. They started with arable land and then, step by 
step, included pastures, forests, and fisheries. The newly settlcd 
colonial countries overseas, especially the vast spaces of the United 
States, whose marvelous agricultural potentialities were almost un- 
touched when the first colonists from Europe arrived, passed through 
the same stages. Until the last decades of the nineteenth century there 
was always a geographic zone open to newcomers-the frontier. 
Neither the existence of the frontier nor its passing was peculiar to 
America. What characterizes American conditions is the fact that at 
the time the frontier disappeared ideological and institutional factors 

9. See above, p. 63j. 
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impeded the adjustment of the methods of land utilization to the 
change in thc data. 

In the central and western areas of continental Europe, where the 
institution of private property had been rigidly established for many 
centuries, things were different. There was no question of soil erosion 
of formerly cultivated land. There was no problem of forest devasta- 
tion in spite of the fact that the domestic forests had been for ages 
the only source of lumber for construction and mining and of fuel 
for heating and for the foundries and furnaces, the potteries and the 
glass factories. The owners of the forests were impelled to conserva- 
tion by their own selfish interests. In the most densely inhabited and 
industrialized areas up to a few years ago between a fifth and a third 
of the s~~rfacc  was still covered by first-class forests managed accord- 
ing to the methods of scientific forestry.1° 

It is not the task of catallactic theory to elaborate an account of the 
complex factors that produced modern American land-ownership 
conditions. Whatever these factors were, they brought about a state 
of affairs under which a great many farmers and the majority of the 
lumbering enterprises had reason to consider the disadvantages result- 
ing from the neglect of soil and forest conservation as external costs.ll 

It is true that where a considerable part of the costs incurred are 
external costs from the point of view of the acting individuals or 
firms, the economic cakulation established by them is manifestly de- 
fective and their results deceptive. But this is not the outcome of 
alleged deficiencies inherent in the system of private ownership of 
the means of production. It is on the contrary a consequence of loop- 
holes left in this system. It could be removed by a reform of the 
laws concerning liability for damages inflictcd and by rescinding the 
institutional barriers preventing the full operation of private owner- 
ship. 

10. Late in the eighteenth century European governments began to enact laws 
aiming at forest conservation. However, it would be a serious blunder to  ascribe 
t o  these laws any role in the conservation of the forests. Before the middle of the 
nineteenth century there was no administrative apparatus available for their en- 
forcement. Besides the governments of Austria and Prussia, to say nothing of 
those of the smaller German states, virtually lacked the power t o  enforce such 
laws against the aristocratic lords. N o  civil servant before t914 would have been 
bold enough to rouse the anger of a Bohemian o r  Silesian magnate or a German 
mediatized Standeshe~r. These princes and counts were spontaneously com- 
mitted to forest conservation because they felt perfectly safe in the possession of 
their property and were eager to  preserve unabated the source of their revenues 
and the market price of their estates. 

1 1 .  One could as well sav that they considered the advantages to be derived 
from giving care to  soil and forest conservation external economies. 
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The case of external economies is not simply the inversion of the 

case of external costs. It  has its own domain and character. 
If the results of an actor's action benefit not only himseIf, but also 

other people, two alternatives are possible: 
I .  T h e  planning actor considers the advantages which he expects 

for himself so important that he is prepared to defray all the costs re- 
quired. The fact that his project also benefits other people will not pre- 
vent him from accomplishing what promotes his own well-being. 
When a railroad company erects dikes to protect its tracks against 
snowslides and avalanches, it also protects the houses on adjacent 
grounds. But the benefits which its neighbors will derive will not 
hinder the company from embarking upon an expenditure that it 
deems expedient. 

2 .  T h e  costs incurred by a project are so great that none of those 
whom it will benefit is ready to expend them in full. The  project can 
be realized only if a sufficient number of those interested in it share 
in the costs. 

I t  would hardly be necessary to say more about external economies 
if it were not for the fact that this phenomenon is entirely misinter- 
preted in currcnt pseudo-economic literature. 

A project P is unprofitable when and because consumers prefer the 
satisfaction expected from the realization of some other projects to 
the satisfaction expected from the realization of P. The  realization 
of P would withdraw capital and labor from the realization of some 
other projects for which the demand of the consumers is more urgent. 
The layman and the pseudo-economist fail to recognize this fact. They 
stubbornly refuse to notice the scarcity of the factors of production. 
As they see it, P could be realized without any cost at all, i.e., without 
foregoing any other satisfaction. It  is merely the wantonness of the 
profit system that prevents the nation from enjoying gratuitously the 
pleasures expected from P. 

Now, these short-sighted critics go on to say, the absurdity of the 
profit system becomes especially outrageous if the unprofitability of 
P is merely due to the fact that the entrepreneur's calculations neglect 
those advantages of P which for them are external economies. From 
the point of view of the whole of society such advantages are not 
external. They benefit at least some members of society and would 
increase "total welfare." 'The nonrealization of P is therefore a loss 
for society. As profit-seeking business, entircly committed to selfish- 
ness, declines to embark upon such unprofitabIe projects, it is the 
duty of government to fill the gap. Government should either run 
them as public enterprises or  it should subsidize them in order to 
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make them attractive for the private entrepreneur and investor. The 
subsidies may be granted either directly by money grants from public 
funds o r  indirectly by means of tariffs the incidcncc of which falls 
upon the buyers of the products. 

However, the means which a government needs in order to run a 
plant at a loss or to subsidize an unprofitable project must be with- 
drawn either from the taxpayers' spending and investing power or 
from the loan market. The government has no more ability than 
individuals to create something out of nothing. What  the govcrnment 
spends more, the public spends Icss. Public works are not accomplished 
by the miraculous power of a magic wand. Thcy are paid for by funds 
taken away from the citizens. If the government had not intcrfcred, 
the citizens would have employed thcm for the realization of profit- 
promising projccts the realization of which they must omit because 
their means have been curtailcd by the government. For every un- 
profitable project that is realized b y  the aid of the government there 
is a corresponding project the realization of which is neglected inercly 
on account of the govcrnment's intervention. Yet this nonrealized 
projcct would have been profitable, i.e., i t  would have employed 
the scarce means of production in accordance with the most urgent 
needs of the consumers. From the point of view of the consumers the 
employment of these means of production for the realization of an 
unprofitable project is wasteful. I t  deprives thein of satisfactions which 
they prefer to those which the governmenc-sponsored project can 
furnish them. 

The  gullible masses who cannot see beyond the immediate range of 
their physical eyes are enraptured by the marvelous accomplishments 
of their rulers. They fail to see that they themselves foot the bilI and 
must consequently renounce many satisfactions which they would 
have enjoyed if the governmcnt had spent less for unprofitable 
projects. They have not the imagination to think of the possibilities 
that the governmcnt has not allowed to come into e x i s t ~ n c c . ~ ~  

Thcse enthusiasts are still more bewildered if the government's 
interference enables submarginal producers to continue producing 
and to stand the competition of more efficient plants, shops, or farms. 
Here, they say, i t  is obvious that total production is increased and 
something is added to the wealth that would not have been produced 
without the assistance of the authorities. What happens in fact is 
just the opposite; the magnitude of total production and of total wealth 
is curtailed. Outfits producing at higher costs are brought into exist- 

I 2. Cf. the brilliant analysis of public spending in Henry Hazlitt's book Eco- 
nomics in One Lesson (New York, ly46), pp. 19-29. 
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ence or preserved while other outfits producing at Iower costs are 
forced to curtail or to discontinue their production. The consumers 
are not getting more, but less. 

There is, for instance, the very popular idea that it is a good thing 
for the government to promote the agricultural development of those 
parts of the country which nature has poorly endowed. Costs of 
production are higher in these districts than in other areas; it is 
precisely this fact that qualifies a large part of their soil as submarginal. 
When unaided by public funds, the farmers tilling these submarginal 
lands could not stand the competition of the more fertile farms. 
Agriculture would shrink or fail to develop and the whole area would 
become a backward part of the country. In full cognizance of this 
state of affairs profit-seeking business avoids investing in the construc- 
tion of railroads connecting such inauspicious areas with the centers 
of consumption. The plight of the farmers is not caused by the fact 
that they lack transportation facilities. The causation is the other 
way round; because business realizes that the prospects for these 
farmcrs are not propitious, it abstains from investing in railroads which 
are likely to become unprofitable for lack of a sufficient amount of 
goods to be shipped. If the government, yielding to the demands of 
the interested pressure groups, builds the railroad and runs it at a 
deficit, it certainly benefits the owners of farm land in those poor 
districts of the country. As a part of the costs that the shipping of 
their products requires is borne by the treasury, they find it easier 
to compete with those tilling more fertile land to whom such aid 
is denied. But the boon of these privileged farmers is paid for by the 
taxpayers who must provide the funds required to defray the deficit. 
It  affects neither the market price nor the total available supply of 
agricultural products. It merely makes profitable the operation of 
farms which hitherto were submarginal and makes other farms, the 
operation of which was hitherto profitable, submarginal. It shifts 
production from land requiring lower costs to land requiring higher 
costs. it does not increase totai suppiy and weaith, it curtalis them, 
as the additional amounts of capital and labor required for the cultiva- 
tion of high-cost fields instead of low-cost fields are withheld from 
enlploymcnts in which they would have made possible the production 
of some other consumers' goods. The government attains its end of 
benefiting some parts of the country with what they would have 
missed, but it produces somewhere else costs which exceed these 
gains of a privileged group. 
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The Externlrl Economies of Intellectual Creation 

The extreme case of external economies is shown in the "production" of 
the intellectua1 groundwork of every kind of processing and constructing. 
The characteristic mark of recipes, i.e., the mental devices directing the 
technological procedures, is the inexhaustibility of the services they render. 
These services are consequently not scarce, and there is no need to econo- 
mize their employment. Those considerations that resulted in the establish- 
ment of the institution of private ownership of economic goods did not 
refer to them. They remained outside the sphere of private property not 
because they are immaterial, intangible, and- impalpable, but because their 
serviceableness cannot be exhausted. 

People began to realize only later that this state of affairs has its draw- 
backs too. It places the producers of such recipes--cspeciaIly the inventors 
of technological procedures and authors and composers-in a peculiar 
position. They are burdened with the costs of production, while the serv- 
ices of the product they have created can be gratuitously enjoyed by 
everybody. What they produce is for them either entirely or almost en- 
tirely external economies. 

If there are neither copyrights nor patents, the inventors and authors 
are in the position of an entrepreneur. They have a temporary advantage 
as against other people. As they start sooner in utilizing their invention or 
their manuscript themselves or in making it available for use to other people 
(manufacturers or publishers), they have the chance to earn profits in the 
time interval until everybody can likewise utilize it. As soon as the inven- 
tion or the content of the book are publicIy known, they become "free 
goods" and the inventor or author has only his glory. 

The problem involved has nothing to do with the activities of the creative 
genius. These pioneers and originators of things unheard of do not produce 
and work in the sense in which these terms are employed in dealing with 
the affairs of other people. They do not let themselves be influenced by 
the response their work meets on the part of their contemporaries. They 
do not wait for encouragement.13 

It is different with the broad class of professional intellectuals whose 
scrvices socicq- caiiiiot do withotit ' iVe may disregard the of 
second-rate authors of poems, fiction, and plays and second-rate composers 
and need not inquire whether it would be a serious disadvantage for man- 
kind to lack the products of their efforts. But it is obvious that handing 
down knowledge to the rising generation and familiarizing the acting in- 
dividuals with the amount of knowledge they need for the realization of 
their plans requires textbooks, manuals, handbooks, and other nonfiction 
works. It is unlikely that people would undertake the laborious task of 
writing such publications if everyone were free to reproduce them. This is 
still more manifest in the field of technological invention and discovery. 

13. See above, pp. 138-140. 
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The extensive experimentation necessary for such achievements is often 
very expensive. It is very probable that technological progress would be 
seriously retarded if, for the inventor and for those who defray the ex- 
penses incurred by his experimentation, the results obtained were nothing 
but externaI economies. 

Patents and copyrights are results of the legal evolution of the last cen- 
turies. Their place in the traditional body of property rights is still con- 
troversial. People look askance at them and deem them irregular. They 
are considered privileges, a vestige of the rudimentary period of their 
evolution when legal protection was accorded to authors and inventors 
only by virtue of an exceptional privilege granted by the authorities. They 
are suspect, as they arc lucrative only if they make it possible to sell at 
monopoly prices.14 Moreover, the fairness of patent laws is contested on 
the ground that they reward only those who put the finishing touch lead- 
ing to practical utilization of achievements of many predecessors. These 
precursors go empty-handed although their contribution to the final result 
was often much more weighty than that of the patentee. 

It is beyond the scope of catallactics to enter into an examination of the 
arguments brought forward for and against the institution of copyrights 
and patents. It has merely to stress the point that this is a problem of the 
delimitation of property rights and that with the abolition of patents and 
copyrights authors and inventors would for the most part be producers of 
external economies. 

Privileges and Quasi-privileges 

The restrictions which laws and institutions impose upon the discretion 
to choose and to act arc not always so insurmountable that they could not 
be overcome under certain conditions. T o  some favorites exemption from 
the obligation binding the rest of the people may be granted as an explicit 
privilege either by the laws themselves or by an administrative act of the 
authorities entrusted with the law's enforcement. Some may be ruthIess 
enough to defy the laws in spite of the vigilance of the authorities; their 
daring insolence secures them a quasi-privilege. 

A law that nobody observes is ineffectual. A law that is not valid for all 
or which not all obey, may grant to those who are exempt-whether by 
virtue of the law itself or by virtue of their own audacity-the opportunity 
to reap either differential rent or monopoly gains. 

With regard to the determination of the market phenomena it does not 
matter whether the exemption is legally valid as a privilege or illegal as a 
quasi-privilege. Neither does it matter whether the costs, if any, incurred 
by the favored individual or firm for the acquisition of the privilege or 
quasi-privilege are legal (e.g., a tax levied on licensees) or illegal (e.g., 
bribes paid to corrupt officers). If an importation embargo is mitigated by 
the importation of a certain quantity, the prices are affected by the quantity 

14. See above, pp. 360-361. 
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imported and the specific costs incurred by the acquisition and the utiliza- 
tion of the privilege or quasi-priyilege. But whether the importation was 
legal (e.g., a license granted under the system of quantitative trade control 
to some privileged people), or illegal contraband does not affect the price 
structure. 



XXIV. HARMONY AND CONFLICT OF INTERESTS 

I.  T h e  Ultimate Source of Profit and Loss on the Market 

T HE changes in the data whose reiterated emergence prevents the 
econoniic system from turning into an evenly rotating economy 

and produces again and again entrepreneurial profit and loss are favor- 
able to some members of society and unfavorable to others. Hence, 
people concluded, the gain of one nzan is the damage of another; no  
man profits but by the loss of others. This dogma was already ad- 
vanced by certain ancient authors. Among modern writers Montaigne 
was the first to restate it; we may fairly call it the Montnigne dogma. 
It was the quintessence of the doctrines of Mercantilism, old and 
new. It is at the bottom of all modern doctrines teaching that there 
prevails, within the frame of the market economy, an irreconcilable 
conflict among the interests of various social classes within a nation 
and furthermore between the interests of any nation and those of all 
other nati0ns.l 

Now the Montaigne dogma is true with regard to the effects of 
cash-induced changes in the purchasing power of money on deferred 
payments. But it is entirely wrong with regard to any kind of entre- 
preneurial profit or loss, whether they emerge in a stationary economy 
in which the total amount of profits equals the total amount of losses 
or in a progressing or a retrogressing economy in which these two 
magnitudes arc different. 

What produces a man's profit in the course of affairs within an 
i.lnh2mpere?. m2&et sgciery is figt his fe!!axJ.r citizer?'s nl inht  anrl r-sU- --- 
distress, but the fact that healleviates or entirely removes what causes 
his fellow citizen's feeling of uneasiness. What hurts the sick is the 
plague, not the physician who treats the disease. The doctor's gain 
is not an outcome of the epidemics, but of the aid he gives to those 
affected. The ultimate source of profits is always the foresight of 
future conditions. Those who succeeded better than others in antici- 

I .  Cf. Montaigne, Essais, ed. F. Strowski, Bk. I, chap. 2 2  (Bordeaux, 19061, I, 
I 3 5 - 1 3 6 ;  A. Onckcn, Geschichte der Natiowlokonomie (Leipzig, 1902)~ pp. I 52- 

153;  E. F. Heckscher, hfercantilimz, transl. by M .  Shapiro (London, 1g35), 11, 
26-27. 
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pating future events and in adjusting their activities to the future state 
of the market, reap profits because they are in a position to satisfy the 
most urgent needs of the public. The profits of those who have pro- 
duced goods and services for which the buyers scramble are not the 
source of the losses of those who have brought to the market com- 
modities in the purchase of which the public is not prepared to pay 
the full amount of production costs expended. These losses are caused 
by the lack of insight displayed in anticipating the future demand 
of the consumers. 

External events affecting demand and supply may sometimes come 
so suddenly and unexpectedly that people say that no reasonable man 
could have foreseen them. Then the envious may consider the profits 
of those who gain from the change as unjustified. Yet such arbitrary 
value judgments do not alter the real state of interests. It  is certain$ 
better for a sick man to be cured by a doctor for a high fee than to 
lack medical assistance. If it were otherwise, he would not consult the 
physician. 

There are in the market economy no conflicts between the interests 
of the buyers and sellers. There are disadvantages caused by inade- 
quate foresight. It  would be a universal boon if every ma; and all 
the members of the market society would always foresee future condi- 
tions correctly and in time and act accordingly. If this were the case, 
retrospection would establish that no particle of capital and labor 
was wasted for the satisfaction of wants which now are considered 
as less urgent than some other unsatisfied wants. However, man is 
not omniscient. 

It  is wrong to look at these problems from the point of view of 
resentment and envy. It is no less faulty to restrict one's observation 
to the momentary position of various individuals. These are social 
problems and must be judged with regard to the operation of the 
whole market system. What secures the best possible satisfaction of 
the demands of each member of society is precisely the fact that those 
who succeeded better than other people in anticipating future condi- 
tions are earning profits. If profits were to be curtailed for the benefit 
of those whom a change in the data has injured, the adjustment of 
supply to demand would not be improved but impaired. If one were 
to prevent doctors from occasionally earning high fees, one would not 
increase but rather decrease the number of those choosing the medical 
profession. 

The deaI is always advantageous both for the buyer and the seller. 
Even a man who sells at a Ioss is still better off than he would be if 
he could not sell at all, or only at a still lower price. He loses on account 
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of his lack of foresight; the sale limits his loss even if rhe price re- 
ceived is low. If both the buyer and the seller were not to consider the 
transaction as the most advantageous action they could choose under 
the prevailing conditions, they would not enter into the deal. 

The statement that one man's boon is the other man's damage is 
valid with regard to robbery, war, and booty. The  robber's plunder 
is the damage of the despoiled victim. But war and commerce are 
two different things. Voltaire erred whcn-in I 76+--hc wrote in the 
article "Patrie" of his Dictionmire philosophique: "To be a good 
patriot is to wish that onc's own community should enrich itself by 
trade and acquire power by  arms; it is obvious that a country cannot 
profit but at the cxpense of another and that it cannot conquer with- 
out inflicting harm on other people." Voltaire, like so many other 
authors who preceded and followed him, deemed it superfluous to 
familiarize himself with economic thought. If he had read the essays 
of his contemporary David Ilume, he would have learned how false 
it: is to  idcntify war and foreign trade. VoItaire, the great debunker 
of age-o!d superstitions and popular fallacics, fell prey unawares to 
the most disastrous fallacy. 

When the baker provides the dentist with bread and the dcntist 
relieves rhe baker's toothache, neither the baker nor the dentist is 
harmed. It  is wrong to consider such an exchange of services and 
the pillage of the baker's shop by armed gangsters as two manifesta- 
tions of the same thing. Foreign trade differs from domestic trade 
only in so far as goods and services are exchanged beyond the border- 
lines separating the territories of two sovereign nations. It  is mon- 
strous that l'rince Louis Kapoleon Bonaparte, the later Ernperor 
Napoleon 111, should have writtcn many decades after Hume, Adam 
Smith, and Ricardo: "The quantity of merchandise which a country 
exports is always in direct proportion to the number of shells it can 
discharge upon its enemics whenever its honor and its dignity may 
require it." ' All the teachings of economics concerning the effects 
of the international division of labor and of international trade have 
up to now failed to destroy the popularity of the Mercantilist fallacy, 
"that the object of forcign trade is to pauperize foreigners." It  is 
a task of historical investigation to disclose the sources of the popu- 
larity of this and other similar delusions and errors. For economics 
the matter is long since settled. 

2.  Cf. Louis Napoleon Bonaparte, Extinction dzc pauperisme (6d. populaire, 
Paris, I 848), p. 6 .  

3 .  With these words H. G. Wells (The  Wor ld  of William Clissold, Bk. IV, 
sec. 1 0 )  characterizes the opinion of a typical representative of the British peerage. 
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2 .  The Limitation of Offspring 

The  natural scarcity of the means of sustenance forces every living 
being to look upon all other living beings as deadly foes in the struggle 
for  survival, and generates pitiless biological competition. Rut with 
Inan these irreconcilable conflicts of interests disappear when, and 
as far as, the division of labor is substituted for economic autarky of 
individuals, families, tribes, and nations. Within the system of society 
there is no conflict of interests as long as the optimum size of popula- 
tion has not been reached. As long as the employment of additional 
hands resuIts in a more than proportionate increase in the returns, 
harmony of interests is substituted for conflict. People are no longer 
rivals in the struggle for the allocation of portions out of a strictly 
limited supply. They  become cooperators in striving after ends com- 
mon to all of them. An increase in population figures does not curtail, 
but rather augments, the average shares of the individuals. 

If men were t o  strive only after nourishment and sexuaI satisfaction, 
population wo~lld tend to increase beyond the optimum size to  the 
limits drawn by the sustenance available. However, men want more 
than merely to  live and to copulate; they want to live humanly. An 
improvement in conditions usually results, it is true, in an increase 
in population figures; but this increase lags bchind the increase in 
bare sustenance. If i t  were otherwise, men would have never suc- 
ceeded in the establishment of social bonds and in the development of 
civilization. As with rats, mice, and microbes, every increase in sus- 
tenance would have made population figures rise to  the limits of 
bare sustenance; nothing would have been left for the seeking of 
other ends. The  fundamental error implied in the iron law of wages 
was precisely the fact that i t  looked upon men-or at least upon the 
wage earners-as beings exclusively driven by  animal impulses. Its 
champions failed to rcalize that man differs from the beasts as far as 
he aims aiso at specificaiiy human ends, whlch one may call higher 
o r  more sublime ends. 

The  Malthusian law of population is one of the great achievements 
of thought. Together with the principle of the division of labor it  
provided the foundations for  modern biology and for  the theory of 
evolution; the importance of these two fundamental theorems for 
the sciences of human action is second only to the discovery of the 
regularity in the intertwinement and sequence of market phenomena 
and their inevitable determination by  the market data. The  objections 
raised against the Malthusian law as well as against the law of returns 



664 Human Action 
are vain and trivial. Both laws are indisputable. But the role to be 
assigned to them within the body of the sciences of human action 
is different from that which Malthus attributed to  them. 

Nonhuman beings are entirely subject to  the operation of the bio- 
logical law described by  Malthus.' For them the statement that their 
numbers tend to encroach upon the means of subsistence and that 
the supernumerary specimens arc weeded out by want of sustenance 
is valid without any exception. Wi th  reference to  the nonhuman 
animals the notion of minimum sustenance has an unequivocal, 
uniquely determined sense. But the case is different with man. Man 
integrates the satisfaction of the purely zoological impulses, common 
to all animals, into a scale of values, in which a place is also assigned to 
specifically human ends. Acting man also rationalizes the satisfaction 
of his sexual appetites. Their satisfaction is the outcome of a weighing 
of pros and cons. Man does not blindIy submit to  a sexual stimulation 
like a bulI; he refrains from copulation if he deems the costs-the 
anticipated disadvantages-too high. In this sense we may, without 
any valuation or  ethical connotation, apply the term 7~70ral restraint 
employed by Rilalth~s.~ 

Rationalization of sexual intercourse already involves the rationali- 
zation of proliferation. Then later further methods of rationalizing 
the increase of progeny were adopted which were independent of 
abstention from copulatiol~. People resorted to the egregious and re- 
pulsive practices of exposing or killing infants and of abortion. Finally 
they learned to perform the sexual act in such a way that no pregnancy 
resblts. In the last hundred years the technique of contraccptivc 
devices has been perfected and the frequency of their employment 
increased considerably. Yet the procedures had long been ltnown 
and practiced. 

T h e  wealth that modern capitalism bestows upon the broad masses 
of the capitalist countries and the improvement in hygienic condi- 
tions and therapeutical and prophylactic methods brought about by 
capitalism have considerably reduced mortality, especially infant 
mortality, and prolonged the average duration of life. Today in these 
countries the restriction in generating offspring can succeed only if 

4. T h e  Malthusian law is, of course, a biological and not a praxeological law. 
I-Iowever, its cognizance is indispensable for praxeology in order to conceive by  
contrast the essential characteristic of human action. As the natural sciences 
failed to discover it, the economists had t o  fill the gap. T h e  history of the law of 
populatiori too explodes the popular myth about the backwardness of the sciences 
of human action and their need to borrow from the natural sciences. 

5. MaIthus too employed this term without any valuational or ethical implica- 
tion. Cf. Ronar, Malthw and His W o r k  (London, 1885), p. 53. One could as well 
substitute the term praxeological restraint for moral restraint. 
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i t  is more drastic than in earlicr ages. The transition to capitalism-i.e., 
the removal of the obstacles which in former days had fettered the 
functioning of private initiative and enterprise-has consequently 
deeply influenced sexual customs. It  is not the practice of birth controI 
that is new, but merely the fact that it is more frequently resorted to. 
Especially new is the fact that the practice is no longer limited to the 
upper strata of the population, but is common to the whole popula- 
tion. For i t  is onc of the most important social effects of capitalism 
that it deproletarianizes all strata of society. It  raises the standard of 
living of the masses of the manual workers to such a height that they 
too turn into "bourgeois" and think and act like well-to-do burghers. 
Eager to preserve their standard of living for themselves and for their 
children, they embark upon birth control. With the spread and 
progress of capitalism, birth control becomes a universal practice. 
T h e  transition to capitalism is thus accompanied by two phenomena: 
a decline both in fertility rates and in mortality rates. The  average 
duration of life is prolonged. 

In the days of Malthus i t  was not yet possible to observe these 
demographical characteristics of capitalism. Today it is no longer 
permissible to question them. But: blinded by romantic prepossessions, 
many describe them as phenomena of decline and degeneration pecul- 
iar only to the white-skinned peoples of Western civilization, grown 
old and decrepit. These romantics are seriously alarmed by the fact 
that the Asiatics do not practice birth controf t o  the same extent t o  
which i t  is practiced in Western Europe, North America, and 
Australia. As modern methods of fighting and preventing disease have 
brought about a drop in mortality rates with these oriental peoples 
too, their population figures grow more rapidly than those of the 
Western nations. Will not the indigencs of India, Malaya, China, and 
Japan, who themselves did not contribute to the technological and 
therapeutical achievements of the West, but received them as an un- 
expected present, in the end by the sheer superiority of their numbers 
squeeze out the peoples of European descent? 

These fears are groundless. Historical esperiencc shows that all 
Caucasian peoples reacted to the drop in mortality figures brought 
about by capitalism with a drop in the birth rate. Of course, from 
such historical experience no general law may bc deduced. Bat 
praxeologicaf reflection demonstrates that there exists between these 
two phenomena a necessary concatenation. An improvement in the 
external conditions of we1l:being makes possible a corresponding in- 
crease in population figures. However, if the additional quantity of 
the means of sustenance is completely absorbed by rearing an addi- 
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tional number of people, nothing is left for a further improvement 
in the btandard of living. T h e  march of civilization is arrested; man- 
kind rcaches a state of stagnation. 

?'he case bccomes still more obvious if we assurnc that a prophylac- 
tic invcntion is made by a lucky chancc and that its practical applica- 
tion requires neither a considerable investment of capital nor consider- 
able current expenditure. Of course, modern medical rescarch and 
still more its utilization absorb huge amounts of capital and labor. 
Thcy  are product5 of capitalism. They  would nevcr have come into 
cxistcncc in a noncapitalist environment. But there were, in earlier 
days, instances of a different character. The  practice of smallpox 
inoculation did not originate from expensive laboratory rcscarch 
and, in its original crude form, could be applied at trifling costs. S o w ,  
what would the rcsults of smallpox inoculation have bcen if its prac- 
tice had become gcneral in a prccapitalist country not comn.litted 
to birth control? I t  would have increascd population figures without 
incrcasing sustenance, it would have impaircd the average standard 
of living. I t  would not have been a blessing, but a cursc. 

Conditions in Asia and Africa are, by and large, thc samc. These 
backward peoples receivc the devices for fighting and preventing 
disease ready-madc from thc West. Often they are not even charged 
for the drugs, the hospital cquipment, and theservices of the doctors. 
The Whitcs defray thc costs, sometimes out of humanitarian con- 
siderations, somcti&es iinpclled by  thcir own intcrcsts. I t  is true that 
in some of thcse countries imported forcign capital and the adoption 
of foreign technological methods by  the comparatively sn~all dorncstic 
capital synchronously tend to increase the per capita output of labor 
and thus to bring about a tendency toward an improvenlent in the 
average standard of living. However, this does not suficiently 
counterbalancc the opposite tendency resulting from the drop in 
mortality rates not accompanied by an adequate fall in fertility rates. 
The  contact with the West has not yet benefited thcse peoples be- 
cause it has not yet affected thcir minds; i t  has not freed them from 
age-old superstitions, prejudices, and misapprehensions; it has rnerely 
altcred their technological and therapcutical knowledge. 

T h e  reformers of the oriental pcoplcs want to  secure for thcir 
fcllow citizens the matcrial well-being that the Western nations enjoy. 
Deluded by Marxian, nationalist, and militarist ideas they think that 
all that is ;ceded for the attainment of this end is the introduction 
of European and American tcchnology. Ncither thc Slavonic Bol- 
sheviks and nationalists nor their sympathizers in the Indies, in China, 
and in Japan realize that what their peoples need most is not Western 
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technolog?-, but the social order which in addition to other achieve- 
ments has generated this technological knowledge. They lack first 
of all economic freedom and private initiative, entrepreneurs and 
capitalism. But they look only for engineers and machines. What 
separates East and West is the social and economic system. The East 
is foreign to the Western spirit that has created capitalism. It is of 
no use to import the paraphernalia of capitalism without admitting 
capitalism as such. T\To achievement of capitalist civilization would 
have been accon~plished in a noncapitalistic environment or can be 
preserved in a world withottt a market economy. 

If the Asiatics really enter into the orbit of Western civiIization, 
they will have to adopt the market economy without reservations. 
Then their masses will rise above their present proletarian wretched- 
ness and practice birth control as it is practiced in every capitalistic 
country. No excessive growth of population wilI longer hinder the 
improvement in the standards of living. But if the oriental peoples 
in the future confine themselves to mechanical reception of the 
tangible achievements of the West without embracing its basic 
philosophy and social ideologies, they will forever remain in their 
present state of inferiority and destitution. Their populations may 
increase considerably, but they will not raise themselves above dis- 
tress. These miserable masses of paupers will certainly not be a serious 
menace to the independence of the Western nations. As long as there 
is a need for weapons, the entrepreneurs of the market society will 
never stop producing more efficient weapons and thus securing to 
their countrymen a superiority of equipment over the merely imita- 
tive noncapitalistic Orientals. The military events of both World 
Wars have proved anew that the capitalistic countries arc paramount 
also in armaments production. No  foreign aggressor can destroy 
capitalist civilization if it does not destroy itself. Where capitalistic 
entrepreneurship is allowed to function freely, the fighting forces 
will always be so well equipped that the biggest armies of the back- 
ward peoples will be no match for them. There has even been great 
exaggeration of the danger of making the forn~ulas for manufacturing 
<I secret" weapons universally known. If war comes again, the search- 
ing mind of the capitalistic world will always have a head start on 
the peoples who merely copy and imitate clumsily. 

The peoples who have developed the system of market economy 
arid cling to it arc in every respect superior to all other peoples. The 
fact that they are eager to preserve peace is not a mark of their weak- 
ness and inability to wage war. They love peace because they know 
that armed conflicts are pernicious and disintegrate the social division 
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of labor. But if war becomes unavoidable, they show their superior 
efficiency in military affairs too. Thcy  repel the barbarian aggressors 
whatcve; their numbers may be. 

T h e  purposive adjustment of the birth rate t o  the supply of the 
material potentialities of well-being is an indispensable condition of 
human life and action, of civilization, and of any improvement in 
wealth and welfare. Whether the only beneficial method of birth 
control is abstention from coitus is a question which must be decided 
from the point of view of bodily and mental hygiene. I t  is absurd to 
confuse the issue by referring to  ethical precepts developed in ages 
which were faced with different conditions. However, praxeology 
is not interested in the theological aspects of the problem. I t  has merely 
to establish the fact that where there is no limitation of offspring 
there cannot be any question of civilization and improvement in the 
standard of living. 

A socialist commonwealth would be under the necessity of regulat- 
ing the fertility rate by authoritarian control. I t  would have to  regi- 
ment the sexual life of its wards no less than all other spheres of their 
conduct. In the market economy every individual is spontaneously 
intent upon not begetting children whom he could not rear without 
considerably lowering his family's standard of life. Thus the growth 
of population t)eyond the optimum size as determined by  the supply 
of capital available and the state of technological knowledge is 
checked. The  interests of each individual coincide with those of all 
other individuals. 

Those fighting birth control want to  eliniinate a device indis- 
pensable for the preservation of peaceful human cooperation and 
the socia1 division of labor. Where the average standard of living is 
impaired by the excessive increase in population figures, irreconcilable 
conflicts of interests arise. Each individual is again a rival of all other 
individuals in the struggle for survival. T h e  annihilation of rivals is 
the only m a n s  of increasing one's own well-being. Thc  philosophers 
and theologians who assert that birth control is contrary to the laws of 
God and Nature refuse to see things as they really are. Nature straitens 
the material means required for the improvement of human well- 
being and survival. As natural conditions are, man has only the choice 
betsvccn the pitiless war of each against each or social cooperation. 
But social cooperation is impossible if peopIe give rein t o  the natural 
impulse of proliferation. In restricting procreation man adjusts him- 
self t o  the natural conditions of his existence. T h e  rationalization of 
the sexual passions is an indispensable condition of civilization and 
societal bonds. Its abandonment would in the long run not increase 
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but decrease the numbers of those surviving, and would render life 
for  everyone as poor and miserable as it was many thousands of years 
ago for our ancestors. 

3. T h e  Harmony of the "Rightly Understood" Interests 

From time immemorial men have prattled about the blissful condi- 
tions their ancestors enjoyed in the original "state of nature." From old 
myths, fabies, and poems the image of this primitive happiness passed 
into many popular philosophies of the seventeenth and eighteenth 
centuries. In their language the term natural denoted what was good 
and beneficial in human affairs, while the term civilization had the 
connotation of opprobrium. T h e  fall of man was seen in the deviation 
from the primitive conditions of ages in which there was but little 
difference between man and other animals. A t  that time, these ro- 
mantic eulogists of the past asserted, there were no conflicts between 
men. Peace was undisturbed in the Garden of Eden. 

Yet nature does not generate peace and good will. T h e  characteris- 
tic mark of the "state of nature" is irreconcilable conflict. Each 
specimen is the rival of all other specimens. The  means of subsistence 
are scarce and do not grant survival to all. The  conflicts can never 
disappear. If a band of men, united with the object of defeating rival 
bands, succeeds in annihilating its foes, new antagonisms arise among 
the victors over the distribution of the booty. The source of the 
conflicts is always thc fact that each man's portion curtails the portions 
of all other men. This is a dilemma that does not allow of any peaceful 
solution. 

What makes friendly relations between human beings possible is 
the higher productivity of the division of labor. I t  removes the natural 
conflict of interests. For where there is division of labor, therc is 
no longer question of the distribution of a supply not capable of en- 
largement. Thanks to thc higher productivity of labor performed 
under the division of tasks, the supply of goods multiplies. A pre- 
eminent common interest, the preservation and further intensifica- 
tion of social cooperation, becomes paramount and obliterates all 
essential collisions. Catallactic competition is substituted for biolog- 
ical competition. It  makes for harmony of the interests of all 
members of society. The very condition from which the irreconcilable 
conflicts of biological competition arise-viz., the fact that all people 
by  and large strive after the same things-is transformed into a factor 
making for harmony of interests. Because many people or even all 
people want bread, clothes, shoes, and cars, large-scale production 
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of these goods becomes fcasible and reduces the costs of production 
to such an cxtent that they are accessible at low prices. The  fact that 
my fellow man wants to  acquire shoes as I do, does not make it harder 
for me to get shoes, but easier. Wha t  enhances the price of shoes 
is the fact that nature does not provide a more ample supply of leather 
and other raw materials required, and that one must submit to  the 
disutility of labor in order to  transform thesc raw materials into shoes. 
The  catallactic competition of those who, like me, are eager to  have 
shoes makes shoes cheaper, not more expensive. 

This is the meaning of the theorem of the harmony of the rightly 
understood interests of all members of the market s o ~ i e t y . ~  When 
the classical economists made this statement, they werc trying to 
stress two points: First, that everybody is interested in the preserva- 
tion of the social division of labor, the systern that multiplies the 
productivity of human efforts. Second, that in the market society 
consumers' demand ultimately directs all production activities. The  
fact that not all human wants can be satisfied is not due to  inap- 
propriate social institutions o r  to  deficiencies of the system of the 
market economy. I t  is a natural condition of human life. The  belief 
that nature bestows upon man inexhaustible riches and that misery 
is an outgrowth of man's failure to  organizc the good society is cn- 
tirely fallacious. The  "state of nature" which the reformers and 
utopians dcpicted as paradisiac was in fact a state of extreme poverty 
and distress. "Poverty," says Bentham, "is not the work of the laws, 
i t  is the primitive condition of the human race." Even those at the 
base of the social pyramid arc much better off than they would have 
been in the absence of social cooperation. They  too arc benefited by 
the operation of the market economy and participate in the ad- 
vantages of civilized society. 

T h e  nineteenth-century rcformers did not drop thc cherishcd fable 
of the originaI earthly paradise. Frederick Engels incorporated it in 
the Marxian account of mankind's social evolution. Ilowever, they 
no ionger set up the bliss of the aurea aetas as a pattern for sociai and 
economic reconstruction. They contrast the alleged depravity of 
capitalism with the ideal happiness man will enjoy in the socialist 
Elysium of the future. The socialist mode of produ&on will abolish 
the fetters by  means of which capitalism checks the development of 
the productive forces, and will increase the productivity of labor 
and wealth beyond all measure. T h e  prcservation of free enterprise 

6. For "rightly understood" interests we may as well say interests "in the long 
run." 

7. Cf. Bentham, Principles of the Civil Code, in "Works," I ,  jog. 
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and the private oumership of the means of production benefits ex- 
clusively the small minority of parasitic cxploitcrs and harms the 
immense majority of working men. Hence there prevails within the 
frame of the market society an irreconcilable conflict between the 
interests of "capital" and thosc of "labor." This class struggle can dis- 
appear only when a fair system of social organization-either socialism 
or  interventionism-is substituted for the manifestly unfair capitalist 
mode of production. 

Such is the alrnost universally accepted social philosophy of our 
age. It was not created by  Marx, although it owes its popularity 
mainly to  the writings of Marx and the Ailarxians. I t  is today endorsed 
not  only by the Marxians, but no less by  most of those parties who 
emphatically declare their anti-Marxism and pay lip service t o  free 
enterprise. I t  is the official social philosophy of Roman CathoIicism 
as well as of Anglo-Catholicism; it  is supported b y  many eminent 
champions of the various Protestant denominations and of the Ortho- 
dox Oriental Church. I t  is an essential part of the teachings of Italian 
Fascism and of German Nazism and of all varieties of interventionist 
doctrines. I t  was the ideology of the Sozialpolitik of the Hohcnzol- 
lerns in Germany and the French royalists aiming at the restoration of 
the house of Bourbon-OrlCans, of the New Ileal of President Roose- 
velt, and of the nationalists of Asia and Latin America. The  antago- 
nisms between these parties and factions refer to  accidental issues- 
such as religious dogma, constitutional institutions, foreign policy- 
and, first of all, t o  the characteristic features of the social system that 
is to be substituted for capitalism. But they all agree in the funda- 
mental thesis that the very existence of the capitalist system harms the 
vital interests of the immense majority of workers, artisans, and small 
farmers, and they all ask in the name of social justice for the abolition 
of ~api tal ism.~ 

8. The officiaI doctrine of the Roman Church is outlined in the encyclical 
Quadragesirno anno of Pope Pius XI (1931). The  Anglo-Catholic doctrine is 
presented by the late William Temple, Archbishop of Canterbury, in the book 
Christianity and the Social Order (Penguin Special, 1942). Representative of the 
ideas of European continental Protestantism is the book of Elnil Brunner, Justice 
and the Social Order, trans. by M.  Hottingcr (New York, 1945). A highly signif- 
icant document is the section on "The Church 2nd Disorder of Society" of the 
draft report which the World Council of Churches in September, 1948 recom- 
mended for appropriate action to the one hundred and fifty odd denominations 
whose delegates are members of the Council. For the ideas of Nicolas Berdyaew, 
the most eminent apologist of Russian Orthodoxy, cf. his book The  Origin of 
Russian C o 7 n m n i m  (London, 1937)~ especially pp. 217-2 18 and 225. It  is often 
asserted that an essential differencc between the Marxians and the other socialist 
and interventionist parties is to  be found in the fact that the Marxians stand for 
class struggle, while the latter parties look at the class struggle as upon a deplor- 
able outgrowth of the irreconcilable conflict of class interests inherent in capital- 
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All socialist and interventionist authors and politicians base their 

analysis and critique of the market economy on two fundamentaI 
errors. First, they fail to recognize the speculative character inherent 
in all endeavors to provide for future want-satisfaction, i.e., in all 
human action. They na'ively assume that there cannot exist any doubt 
about the measures to be applied for the best possible provisioning 
of the consumers. In a socialist commonwealth there will be no need 
for the production tsar (or the central board of production manage- 
ment) to speculate. He will "simply" have to resort to those measures 
which are beneficial to his wards. The advocates of a planned econ- 
omy have never conceived that the task is to provide for future wants 
which may differ from today's wants and to employ the various avail- 
abIe factors of production in the most expedient way for the best 
possible satisfaction of these uncertain future wants. They have not 
conceived that the problem is to allocate scarce factors of ;reduction 
to the various branches of production in such a way that no wants 
considered more urgent should remain unsatisfied because the factors 
of production required for their satisfaction were employed, ix., 
wasted, for the satisfaction of wants considered less urgent. This 
economic problem must not be confused with the technological 
protdem. TechnologicaI knowledge can merely tell us what could 
be achieved under the present state of our scientific insight. It does not 
answer the questions as to what should be produced and in what quan- 
tities, and which of the 'muItitude of technological processes available 
should be chosen. Deluded by their failure to grasp this essential 
matter, the advocates of a planned society believe that the production 
tsar will never err in his decisions. In the market econon~y the entre- 
preneurs and capitalists cannot avoid committing serious blunders 
hecause they know neither what the consumers want nor what their 
competitors are doing. The general n~anager of a socialist state will be 
infallible because he alone wilI have the power to determine what 
should be produced and how, and because no action of other people 
wl!! cress his p!ans." 

The second fundamental error involved in the socialists1 critique 
of the market economy stems from their faulty theory of wages. 

ism and want to  overcome it by the realization of the reforms they recommend. 
However, the Marxians do not praise and kindle the class struggle fur its own 
sake. In their eyes the class struggle is good only because it is the device by means 
of which the "productive forces," those mysterious forces directing rhe course 
of human evolution, are bound to bring about the "classless" society in which 
there will be neither classes nor class conflicts. 

9. The  thorough exposure of this delusion is provided by thc proof of the im- 
possibility of economic calculation under socialism. See below the fifth part of 
this book. 
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They have failed to realize that wages are the price paid for the wagc 
earner's achicvcment, i.e., for the contribution of his efforts to the 
processing of the good conccrned or, as people say, for the value 
which his services add to the value of the materials. No matter whether 
thcre are time wages or piece work wages, the employer always buys 
the worker's performance and services, not his time. It  is therefore 
not true that in the unhampered market economy the worker has 
no personal interest in thc execution of his task. The  socialists are 
badly mistaken in assertiilg that those paid a certain rate per hour, 
per day, per week, per month, or per year are not impelled by thcir 
own selfish interests when they work efficiently. I t  is not lofty ideals 
and the sense of duty that deter a worker paid according to the length 
of time worked from carclcssness and loafing around the shop, but 
vcry substantial arguments. H e  who works more and bettcr gets higher 
pay, and he who wants to earn more must increase the quantity and 
improve the quality of his pcrformance. The  hard-boiled enlployers 
arc not so gullible as to let themselves be cheated by slothful em- 
ployees; they are not so negligent as those governments who pap 
salaries t o  hosts of loafing bureaucrats. Neither arc the wage earners 
so stupid as not to know that laziness and incfticicncy are heavily 
penalized on the labor markct.1° 

On the shaky ground of thcir misconception of the catallactic nature 
of wages, the socialist authors havc advanced fantastic fablcs about the 
increase in thc productivity of labor to bc expected from the realiza- 
tion of their plans. Under capitalism, thcy say, the worker's zeal is 
seriously impaired because he is aware of the fact that he himself 
does not rcap the fruits of his labor and that his toil and trouble enrich 
merely his employer, this parasitic and idle exploiter. nut under 
socialism every worker will know that he works for the benefit of 
society, of which he himself is a part. This knowledge will provide 
him Gith the most powerful incentive to do his best. An enormous 
increase in the productivity of labor and thereby in wealth will result. 

However, the idcntification of the interests of each worker and 
those of the socialist commonwealth is a purely leplistic and formal- 
istic fiction which has nothing to do with the real state of affairs. JVhile 
the sacrifices an individual worker makes in intensifying his own exer- 
tion burdcn him alone, only an infinitesimal fraction of the produce 
of his additional exertion benefits himself and improves his own well- 
being. While thc individual worl~er  enjoys completely the pleasures 
he may reap by yielding to the temptation to carclessness and ladness, 
the resulting impairment of thc social dividend curtails his own sharc 

10. Cf. above, pp. 598430. 
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only infinitesimally. Under such a socialist mode of production all 
personal incentives which selfishness provides under capitalism are 
removed, and a premium is put upon laziness and negligence. Whereas 
in a capitalist society sclfishness incites everyone to the utmost dili- 
gence, in a socialist society it makes for inertia and laxity. The socialists 
may still babble about the miraculous change in human nature that 
the advent of socialism will effect, and about the substitution of lofty 
altruism for mean egotism. But they must no longer indulge in fables 
about the marvelous effects the selfishness of each individual will 
bring about under socialism.ll 

9 0  judicious man can fail to conclude from the evidence of these 
considerations that in the market economy the productivity of labor 
is incomparably higher than it would be under socialisn~. However, 
this cognition does not settle the question between the advocates of 
capitalism and those of socialism from a praxeological, i.e., scientific, 
point of view. 

A bona fide advocate of socialism who is free from bigotry, pre- 
possession, and malice could still contend: "It may bc true that P, the 
total net income turned out in a market society, is larger than p, the 
total net income turned out in a socialist society. But if the socialist 

system assigns to each of its members an equal share of p (vis,? = d), 
Z 

all those whose income in the market society is smaller than d are 
favored by the substitution of socialism for capitalism. It may happen 
that this group of people includes the majority of men. At any rate it 
becomes evident that the doctrine of the harmony between the rightly 
understood interests of all members of the market society is untenable. 
There is a class of men whose interests are hurt by the very existence 
of the market economy and who would be better off under socialism." 
The liberals contest the conclusiveness of this reasoning. They believe 
that p will lag so much behind P that d will be smallcr than the income 
which even those earning the lowest wagcs get in the markct society. 
There can be nc d~ub: :ha: the ol-,)ec:ion raised by the liberals is 
well founded. However, their refutation of the socialist claims is not 
based on praxeological considerations and therefore lacks the apodic- 
tic and incontestable argumentative power inherent in a praxeological 

I I. The doctrine refuted in the text found its most brilliant expositor in John 
Stuart Mill (Principles of Political Economy [People's ed. London, 18671, pp. 
I 26 ff.). However, Mill resorted to this doctrine merely in order to refute an 
objection raised against socialism, viz., that, by eliminating the incentive provided 
by selfishness, it would impair the productivity of labor. He  was not so blind as 
to assert that the productivity of labor would multiply under socialism. For an 
analysis and refutation of Mill's reasoning, cf. Mises, Socialism, pp. 173-181. 
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demonstration. It is based on a judgment of relevance, the quantita- 
tive appraisal of the difference between the two magnitudes P and P. 
In  the field of human action such quantitative cognition is obtained 
b y  understanding, with regard to which full agreerncnt between men 
cannot be reached. Praxeology, economics, and catallactics are of 
no use for the settlement of such dissensions concerning quantitative 
issues. 

The advocates of socialism could even go farther and say: "Granted 
that each individual will be worse off under socialism than even the 
poorest under capitalism. Yet we spurn the market economy in spite 
of the fact that it supplies everybody with more goods than socialism. 
W e  disapprove of capitalism on ethical grounds as an unfair and 
amoral system. W e  prefer socialism on grounds commonly called non- 
economic and pur up with the fact that it impairs cvcrybody's material 
well-being."12 It cannot be denied that this haughty indifference 
with regard to material wcll-being is a privilege reserved to ivory- 
tower intellectuals, secluded from reality, and to ascetic anchorites. 
What  made socialism popular with the immense majority of its sup- 
porters was, on the contrary-, the illusion that it would supply them 
with more amenities than capitalism. But however this may be, it is 
obvious that this type of prosocialist argumentation cannot be touched 
by the liberal reasoning concerning the productivity of labor. 

If no other objections could be raised to the socialist plans than 
that socialism will lower the standard of living of all or at least of 
the immensc majority, it would be impossible for praxeology to pro- 
nounce a final judgment. Men would have to decide the issue betwecn 
capitalism and socialism on the ground of judgments of value and of 
judgments of relevance. They would have to choose between the 
two systems as they choose between many other things. X o  objective 
standard could be discovered which would make it possible to settle 
the dispute in a manner which allows no contradiction and must be 
accepted by every sane individual. The  freedom of each man's choice 
and discretion would not be annihilated by  inexorable necessity. 
Ilowever, the true state of affairs is entirely different. Man is not in 
a position to choose between these two systems. Human cooperation 
under the system of the social division of labor is possible only in the 

12. This mode of reasoning was ~nainly resorted to  by many eminent cham- 
pions of Christian socialism. The  ~Marxians used to recommend socialism on the 
ground that it would multiply productivity and bring unprecedented material 
wealrh to everybody. Only lately have they changed their tactics. They declare 
that rhe Russian worker is happier than the American worker in spite of the fact 
that his standard of living is much lower; the knowledge that he lives under a 
fair social system compensates by far for all his material hardships. 
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market cconorny. Socialism is not a realizable system of society's 
econonlic organization becausc it lacks any method of economic cal- 
culation. T o  deal with this fundamental problem is the task of the 
fifth part of this book. 

The establishment of this truth does not amount to a deprcciation 
of the conclusiveness and the convincing power of the antisocialist 
argument derived from thc impairment of productivity to be expected 
from socialism. The weight of this objection raised to the socialist 
plans is so overwhelming that no judicious man could hesitate to 
choose capitalism. Yet this would still be a choicc between alternative 
systems of society's econon~ic organization, prcference given to one 
system as against another. Howcver, such is not the alternative. Social- 
ism cannot he realized becausc it is beyond human power to establish 
it as a social system. The choice is between capitalism and chaos. A 
man who chooses betwecn drinking a glass of milk and a glass of a 
solution of potassium cyanide does not choosc between two beverages; 
he chooses between life and death. A society that chooses betwecn 
capitalism and socialism does not choosc betwecn two social systems; it 
chooses between social cooperation and the disintegration of society. 
Socialism is not an alternativc to capitalism; it is an alternativc to any 
system under which men can live as lxw~an beings. T o  strcss this point 
is the task of economics as it is the task of biology and chemistry to 
teach that potassium cyanide is not a nutriment but a deadly poison. 

The convincing power of the productivity argument is in fact so 
irresistible that the advocates of socialisnl were forced to abandon 
their oId tactics and to resort to new methods. They are eager to 
divert attention from the productivity issue by throwing into relief 
the monopoly problem. All contemporary socialist manifestoes ex- 
patiate on monopoly power. Statesmen and professors try to outdo 
one another in depicting the evils of monopoly. Our age is called the 
age of monopoly capitalism. The foremost argument advanced today 
in favor of socialism is the refcrcnce to monopoly. 

Xow, it is true that the emcrgence of monopoly priccs (not of 
monopoly as such without monopoly prices) creates a discrepancy 
bctwccn the interests of thc monopolist and thosc of the consumers. 
The monopolist does not employ the monopolized good according 
to thc wishes of the consumers. As far as there arc monopoly prices, 
the interests of the monopolist takc precedence over those of the 
public and the democracy of the market is restricted. With regard to 
monopoly prices there is not harmony, but conflict of intercsts. 

It is possible to contest these statcmcnts with regard to the monopoly 
prices received in the sale of articles under patents and copyrights. 
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One may argue that in the absence of patent and copyright legislation 
these books, compositions, and technological innovations would never 
have comc into existence. The  public pays monopoly prices for things 
they would not have enjoyed at all under competitive prices. How- 
ever, we may fairly disregard this issue. It  has little to do with the 
great monopoly controversy of our day. When peoplc deal with 
the evils of &;lopo~y, they imply that there prevails within the un- 
hampered market economy a general and inevitable tendency toward 
the substitution of monopoly prices for competitive prices. This is, 
they say, a characteristic mark of "mature" or "late" capitalism. What- 
ever conditions may have been in thc earlier stages of capitalist cvolu- 
tion and whatever onc may think about the validity of the classical 
economists' statements conccrning the harmony of the rightly under- 
stood interests, today therc is no longer any question of such ;I 

harmony. 
As has been pointed out already,13 thcre is no such tendency toward 

rnonopolization. It  is a fact that with many commodities in many 
countries monopoly prices prcvail, and, moreover, many articles are 
sold at monopoly prices on thc world market. However, almost all 
of these instances of monopoly prices are the outgrowth of govern- 
ment interference with business. Thcy were not created by thc inter- 
play of the factors operating on a free market. They are not products 
of capitalism, but precisely of the endeavors to countcract the forces 
determining the height of the market prices. T t  is a distortion of fact 
to speak of monopoly capitalism. It  would be more appropriate to 
speak of monopoly interventionism or of monopoly statism. 

Those instances of monopoly prices which would appear also on 
a market not harnpercd and sabotaged by the interferencc of the 
vario~~s national governments and by conspiracies between groups 
of governments are of minor imporrance. They concern some raw 
1nateriaIs the deposits of which are few and geographically concen- 
trated, and local limited-space monopolies. However, it is a fact that 
in these cases rnonopoly prices can bc realized even in the absence of 
government policies aiming directly or  indirectly at their establish- 
ment. I t  is necessary to realizc that consumers' sovereignty is not per- 
fect and that there are limits t o  the operation of the democratic process 
of the market. There is, it is true, in some exceptionaI and rare cases 
of minor importance even on a market not hampered and sabotaged 
by government interference an antagonism between the interests of 
the owners of factors of production and those of the rest of the people. 
However, the existence of such antagonisms by no means impairs 

1 3 .  Cf. above, p. 363. 
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the concord of the interests of a11 people with regard to the preserva- 
tion of the market economy. T h e  market economy is the only system 
of society's economic organization that can function and really has 
been functioning. Socialism is unrealizable because of its inability 
to develop a method for economic calculation. Interventionism must 
result in a state of affairs which, from the point of view of its ad- 
vocates, is less desirable than the conditions of the unhampered market 
economy which it aims to alter. In addition, it liquidates itself as soon 
as it is pushed beyond a narrow field of application.li Such being the 
case, the only social order that can preserve and further intensify the 
social division of labor is the market economy. All those who do 
not wish to disintegrate social cooperation and to return to the 
conditions of primitive barbarism are interested in the perpetuation 
of the market economy. 

T h e  classical economists' teachings concerning the harmony of the 
rightly understood interests were defective in so far as they failed 
to recognize the fact that the democratic process of the market is 
not perfect, because in some instances of minor importance, even in 
the unhampered market economy, nlonopoly prices may appear. But 
much more conspicuous was their failure to recognize that and why 
no socialist system can be considered as a system of society's economic 
organization. They based the doctrine of the harmony of interests 
upon the erroneous assumption that there are no exceptions to the 
rule that the owners of the means of production are forced by  the 
market process to employ their property according to the wishes 
of the consumers. Today this theorem must be based on the knowledge 
that no economic calculation is feasible under socialism. 

4. Private Property 

Private ownership of the means of production is the fundamental 
institution of the market economy. I t  is the institution the presence of 
which characterizes the market econonly as such. Where it is absent, 
there is no question of a market economy. 

Ownership means fuIl control of the services that can be derived 
from a good. This catallactic notion of ownership and property rights 
is not to be confused with the legal definition of ownership and prop- 
erty rights as stated in the laws of various countries. I t  was the idea of 
legislators and courts to define the legal concept of property in such 
a way as to give to the proprietor full protection by  the governmental 
apparatus of coercion and compulsion and to prevent anybody from 

14. Cf. ;he sixth part of this book. 
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encroaching upon his rights. As far as this purpose was adequately 
realized, the legal concept of property rights corresponded to the 
catallactic concept. However, nowadays there are tendencies to 
abolish the institution of private property by a change in the laws 
determining the scope of the actions which the proprietor is en- 
titled to undertake with regard to the things which are his property. 
While retaining the term private property, these reforrns aim at the 
substitution of public ownership for private ownership. This tendency 
is the characteristic mark of the plans of various schools of Christian 
socialism and of nationalist socialism. But few of the champions of 
these schools have been so keen as the R'azi philosopher Othmar Spann, 
who explicitly declared that the realization of his plans would bring 
about a state of affairs in which the institution of private property 
will be preserved only in a "formal scnse, while in fact there will be 
only public ownership." = T h e r e  is need to mention thcse things in 
order to avoid popular fallacies and confusion. In dealing with private 
property, catallactics deals with control, not with IegaI terms, con- 
cepts and definitions. Private ownership means that the proprietors 
determine the employment of the factors of production, while public 
ownership means that the government controls their employment. 

Private property is a human device. It is not sacred. It came into 
existence in early ages of history, when people with their ow11 power 
and by their own authority appropriated to themselves what had 
previously not been anybody's propcrty. Again and again proprietors 
were robbed of their property by expropriation. The history of 
private property can be traced back to a point at which it origiiated 
out of acts which were certainly not legal. Virtually every owner is the 
direct or indirect legal successor of people who acquired ownership 
either by arbitrary appropriation of ownerless things or by violent 
spoliation of their predecessor. 

However, the fact that legal formalism can trace back every title 
either to arbitrary appropriation or to violent expropriation has no 
significance whatever for the conditions of a markct society. Owner- 
ship in the market economy is no longer linked up with the remote 
origin of private property. Those events in a far-distant past, hidden 
in the darkness of primitive mankind's history, are no longer of any 
concern for our day. For in an unhampered market society the con- 
sumers daily decide anew who should own and how much he should 
own. The consumers allot control of the means of production to 
those who know how to use them best for the satisfaction of the 
most urgent wants of the consumers. Only in a legal and formalistic 

15. Cf. Spann, Der wahre Staat (Leipzig, 1921), p. 249. 
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sense can the owners be considered the successors of appropriators 
and expropriators. In fact, they are mandataries of the consumers, 
bound by the operation of the market to serve the consumers best. 
Capitalism is the consummation of the self-determination of the con- 
sumers. 

The meaning of private property in the market society is radically 
different from what it is under a system of each household's autarky. 
Where each househeld is economically seIf-sufficient, the privately 
owned means of production exclusively serve the proprietor. He 
alone reaps all the benefits derived from their employment. In the 
market society the proprietors of capital and land can enjoy their 
property only by employing it for the satisfaction of other people's 
wants. They must serve the consumers in order to have any advantage 
from what is their own. The very fact that they own means of 
production forces them to submit to the wishes of the public. Owner- 
ship is an asset only for those who know how to employ it in the best 
possible way for the benefit of the consumers. It is a social function. 

5 .  The Conflicts of Our Age 

Popular opinion sees the source of the conflicts which bring about 
the civil wars and international wars of our age in the collision of 
"economic" interests inherent in the market economy. Civil war 
is the rebellion of the "exploited" masses against the "exploiting" 
classes. Foreign war is the revolt of the "have-not" nations against 
those nations who have appropriated to themselves an unfair share 
of the earth's natural resources and, with insatiable greed, want to 
snatch even more of this wealth destined for the use of all. He who 
in face of these facts speaks of the harmony of the rightly understood 
interests, is either a moron or an infamous apologist of a manifestly 
unjust social order. No intelligent and honest man could fail to realize 
that there prevail today irreconcilable conflicts of material interests 
which can be settied oniy by recourse to arms. 

It is certainly true that our age is full of conflicts which generate 
war. However, these conflicts do not spring from the operation of 
the unhampered market society. It may be permissible to call them 
economic conflicts because they concern that sphere of human life 
which is, in common speech, known as the sphere of economic activi- 
ties. But it is a serious blunder to infer from this appellation that the 
source of these conflicts are conditions which develop within the 
frame of a market society. It is not capitalism that produces them, 
but precisely the anticapitalistic policies designed to check the func- 
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tioning of capitalism. They are an outgrowth of the various govern- 
ments' interference with business, of trade and migration barriers 
and discrimination against foreign labor, forcign products, and 
foreign capital. 

None of these conflicts could have emerged in an unhampered 
rnarket economy. Imagine a world in which everybody were free 
to live and work as entrcpreneur or as employee where he wanted 
and how he chose, and ask which of these conflicts could still exist. 
Irnagine a world in which the principle of private ownership of the 
means of production is fully realized, in which there are no institu- 
tions hindering the mobility of capital, labor, and commodities. in 
which the laws, the courts, and thc adrninistrativc officers do not dih- 
criminate against any individual or group of individuals, whether 
native or alien. Imagine a state of affairs in which governments are 
devoted exclusively to thc task of protecting the individual's life, 
health, and property against violent and fraudulent aggression. In 
such a world the frontiers are drawn on the maps, but they do not 
hinder anybody from the pursuit of what he thinks wiI1 make him 
more prosperous. No individual is interested in the expansion of the 
size of his nation's territory, as he cannot derive any gain from such 
an aggrandizement. Conquest docs not pay and war becomes obsolete. 

In the ages preceding the rise of libcralism and the evolution of 
modern capitalism, people for the most part consumed only what 
could be produced out of raw matcrials available in their own neigh- 
borhood. The development of the international division of labor has 
radically altered this state of affairs. Food and raw materials imported 
from distant countries are articles of mass consumption. The most 
advanced European nations could do without these imports only at 
the price of a very considcratde lowering of their standard of living. 
They must pay fbr the badly needed purchase of minerals, lumber, 
oil, cereals, fat, coffce, tea, cocoa, fruit, wool, and cotton by cxport- 
ing manufactures, most of them processed out of imported raw 
materials. Their vital interests are hurt by the protectionist trade poli- 
cies of the countries producing these primary products. 

Two hundred years ago it was of little concern to the Swedes or 
the Swiss whether or not a non-European country was efficient in 
utilizing its natural rcsourccs. But today economic backwardness in 
a foreign country, endowed by rich natural resources, hurts the inter- 
ests of all those w-hose standard of living could be raised if a more 
appropriate mode of utilizing this natural wealth were adopted. The 
principle of each nation's unrestricted sovereignty is irz a world of 
government interference with business a challenge ;o all other nations. 
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Thc conflict between the have-nots and the haves is a real conflict. 
But it is present onIy in a world in which any sovereign government 
is free 60 hurt the interests of all peoples-its own included-by de- 
priving the consumers of the advantages a better exploitation of this 
country's resources would give them. It is not sovereignty as such 
that makes for war, but sovereignty of governments not entirely com- 
mitted to the principles of the marker economy. 

Liberalism did not and does not build its hopes upon abolition of the 
sovereignty of the various national governments, a vcnture which 
would result in endless wars. It aims at a general recognition of the 
idea of economic frcedom. If all peoples become liberal and conceive 
that economic frccdom best serves their own interests, national sover- 
eignty will no longer engender conflict and war. What is needed to 
make peace durable is neither international treaties and covenants nor 
international tribunals and organizations like thc defunct League of 
Nations or its successor, the United Nations. If the principle of the 
markct cconomy is universally accepted, such makeshifts arc un- 
necessary; if it is not accepted, they are futile. Durable peace can 
only be the outgrouth of a change in ideologies. As long as the 
peoples cling to the Montaigne dogma and think that they cannot 
prosper economically except at the expense of other nations, peace 
will ncver be anything other than a period of preparation for the next 
war. 

Economic nationalism is incompatible with durable peace. Yet 
economic nationalism is unavoidable where there is government in- 
terference with business. Protectionism is indispensable where there 
is no domestic free trade., Where there is governmcnt interference 
with business, free trade even in the short run would frustrate thc 
aims sought by the various interventionist measures.16 

It is an illusion to believe that a nation would lastingly tolerate 
other nations' policies which harm the vital interest of its own citi- 
zens. Let us assume that the United Nations had been established in 
the year 1600 and that the Indian tribes of hTorth America had been 
admitted as mcrnbers of this organization. Then the sovereignty of 
these Indians would have been recognized as inviolable. They would 
have been given the right to exclude all aliens from entering thcir 
territory and from exploiting its rich natural resources which they 
thcmselvcs did not know how to utilize. Does anybody rcally believe 
that any international covenant or charter could have prevented the 
Europeans from invading these countries? 

16. Cf. above, pp. 363-365, and below, pp. 819--821. 
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Many of the richest deposits of various mineral substances are lo- 

cated in areas whose inhabitants are too ignorant, too inert, or too 
dull to take advantage of the riches nature has bestowed upon them. 
If the governmcnts of these countries prevent aliens from exploiting 
these deposits, or if their conduct of public affairs is so arbitrary that 
no foreign investments are safe, serious harm is inflicted upon all those 
foreign peoples whose material well-being could be improved by a 
more adequate utilization of the deposits concerned. It does not matter 
whether the policies of these governments are the outcome of a 
general cultural backwardness or of the adoption of the now fashion- 
able ideas of interventionism and economic nationalism. The result is 
the same in both cases. 

There is no use in conjuring away these conflicts by wishful think- 
ing. What is needed to make peace durable is a change in ideologies. 
What generates war is the economic philosophy almost universally 
espoused today by governments and political parties. As this philoso- 
phy sees it, there prevail within the unhampered market economy 
irreconciIable conflicts between the interests of various nztions. Free 
trade harms a nation; it brings about impoverishment. I t  is the duty 
of government to prevent the evils of free trade by trade barriers. 
W e  may, for the sake of argument, disregard the fact that protec- 
tionism also hurts the interests of the nations which resort to it. But 
there can be no doubt that protectionism aims at damaging the interests 
of foreign peoples and really does damage them. It is an illusion to 
assume that those injured will tolerate other nations' protectionism 
if they believe that they are strong enough to brush it away by the 
use of arms. The philosophy of protectionism is a philosophy of war. 
The wars of our age are not at variance with popular economic 
doctrines; they are, on the contrary, the inescapable result of a con- 
sistent application of these doctrines. 

The League of Nations did not fail because its organization was 
deficient. It failed because it lacked the spirit of genuine liberalism. 
It was a convention of governmcnts imbued with the spirit of eco- 
nomic nationalism and entirely committed to the principles of eco- 
nomic warfare. While the delegates indulged in mere academic talk 
about good will among the nations, the governments whom they 
represented inflicted a good deal of evil upon all other nations. The 
two decades of the League's functioning were marked by each nation's 
adamant economic warfare against all other nations. The tariff pro- 
tectionism of the years before 1914 was mild indeed when compared 
with what developed in the 'twenties and 'thirties-viz., embargoes, 
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quantitative trade control, foreign exchange control, monetary de- 
valuation, and so on.17 

The prospects for the United hlations are not better, but rather 
worse. Every nation looks upon imports, especially upon imports 
of manufactured goods, as upon a disaster. It is the avowed goal of 
almost all countries to bar foreign manufactures as much as possible 
from access to their domestic markets. Almost all nations are fighting 
against the specter of an unfavorable balance of trade. They do not 
want to cooperate; they want to protect themselves against the alleged 
dangers of cooperation. 

17. For an a praisal of the abortive attempts of the League to do away with 
economic war f are, cf. Rappard, Le Nationalisme e'conomique et  la Sociite' des 
Nations (Paris, I 938).  



Part Five 

Social Cooperation Without n Market 

XXV. THE IMAGINARY COSSTRUCTION 

OF A SOCIALIST SOCIETY 

I .  The  Historical Origin of the Socialist Idea 
$ N  the social philosophers of the eightcenth ccntury laid the 

foundations of praxeology and cconornics, they were con- W "  
f rontcd with an almost universally accepted and uncontested distinc- 
tion between the petty sclfish individuals and the state, the representa- 
tive of the interests df the wholc society. Howcver, at that tirne the 
deification process which finally eIcvated thc men managing the social 
apparatus of coercion and compulsion into thc ranks of the gods was 
not yet complcted. What people had in mind when speaking of 
government was not yet thc quasi-theological notion of an ornnipo- 
tent and omniscient deity, the pcrfect embodiment of all virtues; it 
was thc concrcte governments ns they acted on the political scene. It 
was the various sovereign entities whose territorial size was the out- 
come of bloody wars, diplomatic intrigues, and dynastic intermar- 
riage and succession. It was the princes whose prjvate domain and 
rcveilue were in many countries not yet separated from the public 
treasury, and oligarchic republics, like Venice and some of the Swiss 
cantons, in which the ultimate objective of the conduct of public 
affairs was to enrich the ruIing aristocracy. The interests of these 
rulers were in opposition to thosc of their "selfish" subjects cxclusivelv 
committed to the pursuit of their own happiness on the one han& 
and to those of foreign govcrnrnents longing for booty and territorial 
aggrandizement on the other hand. In deaiing with thew antagonisms, 
the authors of books on public affairs wcre ready to espouse the cause 
of their own country's government. They assumed quitc candidly 
that the rulcrs are the champions of the intercsts of the whole society, 
irreconcilably conflicting with thosc of the individuals. In checking 
the selfishness of their subjects, governrncnts were promoting the 
wclfare of the whole of socicty as against the mean conccrns of 
individuals. 

The liberal philosophy discarded these notions. From its point of 
view there are within the unharnpcred market societv no conflicts of 
the rightly understood interests. The intcrests of the citizens are not 
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opposed to those of the nation, the interests of each nation are not 
opposed to those of other nations. 

Yet in demonstrating this thesis the liberal philosophers them- 
selves contributed an essential element to the notion of the godlike 
state. They substituted in their inquiries the image of an ideal state 
for the real states of their age. They constructed the vague image of 
a government whose only objective is to make its citizens happy. 
This ideal had certainly no counterpart in the Europe of the ancien 
rkgime. In this Europe there were German princelings who sold their 
subjects like cattle to fight the wars of foreign nations; thcre were 
kings who seized every opportunity ,to rush upon weaker neighbors; 
there was the shocking experience of the partitions of Poland; there 
was France successively governed by the century's most profligate 
men, the Regent OrlCans and Louis XV; and there was Spain, ruled by 
the ill-bred paramour of an adulterous queen. However, the liberal 
philosophers deal only with a state which has nothing in common 
with these governments of corrupt courts and aristocracies. The state, 
as it appears in their writings, is governed by a perfect superhuman 
being, a king whose only aim is to promote the welfare of his subjects. 
Starting from this assumption, they raise the question of whether the 
actions of the individual citizens when left free from any authoritarian 
~on t ro l  would not develop along lines of which this good and wise 
king would disapprove. The liberal philosopher answers this question 
in the negative. It is true, he admits, that the entrepreneurs are selfish 
and seek their own profit. However, in the market economy they can 
earn profits only by satisfying in the best possible way the most 
urgent needs of the consumers. The objectives of entrepreneurship 
do not differ from those of the perfect king. For this benevolent 
king too aims at nothing else than such an employment of the means 
of production that the maximum of consumer satisfaction can be 
reached. 

It is obvious that this reasoning introduces value judgments and 
political bias into rhe rrearment of the probiems. This paternai ruicr 
is merely an alias for the economist who by means of this trick elevates 
his persona1 value judgments to the dignity of a universally valid 
standard of absolute eternal values. The author identifies himself with 
the perfect king and calls the ends he himself would choose if he 
were equipped with this king's power, welfare, commonweal, and 
volkswirtschaftliche productivity as distinct from the ends toward 
which the selfish individuals are striving. He is so nai've as not to see 
that this hypothetical chief of state is merely a hypostatization of his 
own arbitrary vaIue judgments, and blithely assumes that he has dis- 
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covered an incontestable standard of good and evil. Masked as the 
benevolent paternal autocrat, the author's own Ego is enshrined as 
the voice of the absolute moral law. 

The  essential characteristic of the imaginary construction of this 
king's ideal regime is that all its citizens are unconditionally subject 
t o  authoritarian control. T h e  king issues orders and all obey. This 
is not a market economy; there is no longer private ownership of the 
mcans of production. The  terminology of the ~narkct  economy is 
retained, but in fact there is no longer any private ownership of the 
means of production, no real buying and selling, and no market prices. 
Production is not directed by the conduct of the consumers displayed 
on the market, but by authoritarian decrees. The  authority assigns to 
everybody his station in the system of the social division of labor, 
determines what should be produced, and how and what each individ- 
ual is aIlowed to consume. This is what nowadays can properly be 
called the German variety of socialist management.l 

Now, the economists compare this hypothetical system, which in 
their eyes embodies the moral law itself, with the market economy. 
The  best they can say of the market economy is that it does not 
bring about a state of affairs differcnt from that prodnced by the 
supremacy of the perfect autocrat. They approve of the market 
economy only because its operation, as they see it, ultimately attains 
the same results the pcrfcct king would aim at. Thus the simplc identi- 
fication of what is morally good and econo~nically expedient with the 
plans of the totalitarian dictator that characterizes all champions of 
planning and socialism was not contested by many of the old liberals. 
One must even assert that they originated this confusion when they 
substituted the ideal image of the perfect state for the wicked and 
unscrupulous despots and politicians of the real world. Of course, 
for the liberal thinker this perfect state was merely an auxiliary tool 
of reasoning, a model with which he compared the operation of the 
market economy. But it was not ama~ing that people finally raised 
the question as TO why one shouid nor: transfer this ideai state from 
the realm of thought into the realm of reality. 

All older social reformers wanted to realize the good society by 
a confiscation of a11 private property and its subsequent redistribution; 
each man's share should be equal to that of every other, and continuous 
vigilance by the authorities should safeguard the preservation of this 
equalitarian system. These plans became unrealizable when the large- 
scale enterprises in manufacturing, mining, and transportation ap- 
peared. There cannot be any question of splitting up large-scale busi- 

I .  Cf. below, pp. 713-714. 
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ness units and distributing the fragments in equal shares.? T h e  age-old 
program of redistribution was superseded by  the idea of socialization. 
The  means of production were to be expropriated, but no redistribu- 
tion was to be resorted to. T h e  state itself was to run all the plants 
and farms. 

This inference became logically inescapable as soon as people began 
to ascribe to  the state not only moral but also intellectual perfection. 
The  liberal philosophers had described their imaginary state as an 
unselfish entity, exclusively committed to the best possible improve- 
ment of its subjects' welfare. They  had discovered that in the frame 
of a market society the citizens' selfishness must bring about the sanic 
results that this unselfish state would seek to  realize; it was precisely 
this fact that justified the preservation of the market economy in 
their eyes. But things became different as soon as people began to 
ascribe to  the state not only the best intentions but also omniscience. 
Then  one could not help concluding that the infallible state  as in 
a position to  succeed in the conduct of production activities better 
than erring individuals. I t  would avoid all those errors that often 
frustrate the actions of entrepreneurs and capitalists. There woiild no 
longer be maIinvestnient o r  squandering of scarce factors of produc- 
tion; wealth would multiply. The  "anarchy" of production appears 
wasteful when contrasted with the planning of the omniscient state. 
The  socialist mode of production then appears t o  be the only reason- 
able system, and the market economy seems the incarnation of un- 
reason. In the eyes of the rationalist advocates of socialism, the marltct 
economy is simply an incomprehensible aberration of mankind. In 
the eyes of those influenced by  historicism, the market economy is 
the social order of an inferior stage of human evolution which the 
inescapable process of progressive perfection wiIl eliminate in order 
to  establish the more adequate system of socialism. Both lines of 
thought agree that reason itself postulates the transition t o  socialism. 

W h a t  the na'ive mind calls reason is nothing but the absolutization 
of its own value judgments. T h e  individual simpIy identifies the prod- 
ucts of his own reasoning with the shaky notion of an absolute reason. 
S o  socialist ever gave a thought to the possibility that the abstract 
entity which he wants to  vest with unlimited power-whether it  is 
called humanity, society, nation, state, or  government-could act in 
a way of which he himself disapproves. A socialist advocates socialism 
because he is fully convinced that the supreme director of the socialist 
commonwealth will be reasonable from his-the individual socialist's 

2. There are, however, even today in the United States people who want to 
knock to pieces large-scale production and to do away with corporate business. 
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-point of view, that he will aim at those ends of which he-the indi- 
vidual socialist-fully approves, and that he will try to attain these 
ends by choosing means which he-the individual socialist-would 
also choose. Every socialist calls only that system a genuinely socialist 
system in which these conditions are completely fulfilled; all other 
brands claiming the name of socialism are counterfeit systems cntirely 
different from true socialism. Every socialist is a disguised dictator. 
Woe to all dissentcrs! They have forfeited their right to live and 
must be "liquidated." 

The market economy makes peaceful cooperation among people 
possible in spite of the fact that they disagree with regard to their 
value judgments. In the plans of the socialists there is no room left 
for dissenting views. Their principle is Gleichschaltu7tg, perfect uni- 
formity enforced by the police. 

People frequently call socialism a religion. It is indccd the religion 
of self-deification. The State and Government of which the planners 
speak, the People of the nationalists, the Society of the Marxians and 
the Humanity of the positivists are names for the God of the new 
religions. But all these idols are merely aliases for the individual rc- 
former's own will. In ascribing to his idol all those attributes which the 
theologians ascribe to God, the inflated Ego glorifies itsclf. It is infi- 
nitely good, omnipotent, on~nipresent, omniscient, eternal. It is the 
only perfect being in this imperfect world. 

Economics is not called to examine blind faith and bigotry. The 
faithful are proof against every criticism. In their eyes criticism is 
scandalous, a blasphemous revolt of wicked men against the imperish- 
able splendor of their jdoI. Economics deals merely with the socialist 
plans, not with the psychological factors that impel people to espouse 
the religion of statolatry. 

2 .  T h e  Socialist Doctrine 

Karl Marx was not the originator of socialism. The idca of socialism 
was fully elaborated when Marx adopted the socialist creed. Nothing 
could be added to the praxeological description of the sociaIist system 
as developed by his predecessors, and Marx did not add anything. 
Neither did Marx refute the objections against the feasibility, dcsir- 
ability, and advantageousness of socialisn~ raised by earlier authors 
and by his contemporaries. He never even embarked upon such a 
venture, fully aware as he was of his inability to succeed : in it. All that 
he did to fight the criticisms of socialism was to hatch out the doctrine 
of polylogism. 
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However, the services that Marx rendered to  the socialist propa- 

ganda were not confincd to the invention of polylogism. Still more 
important was his doctrine of the inevitability of socialism. 

Marx lived in an age in which the doctrine of evolutionary melio- 
rism was almost generally accepted. The invisible hand of Providence 
leads men, independently of their wills, from lower and Iess perfect 
stages to higher and more perfect ones. There prevails in the course 
of human history an inevitable tendency toward progress and im- 
provement. Each later stage of human affairs is, by virtue of its being 
a later stage, also a higher and better stage. Nothing is permanent in 
human conditions except this irresistible urge toward progress. Hegel, 
who died a few years before Marx entered the scene, had presented 
this doctrine in his fascinating philosophy of history, and Nietzsche, 
who entered the scene just at the time when Marx withdrew, made 
it the focal point of his no less fascinating writings. It  has been the 
myth of the last two hundred years. 

What  Marx did was to integrate the socialist creed into this melio- 
rist doctrine. The  coming of sociaIism is inevitable, and this by itself 
proves that socialism is a higher and more perfect state of human 
affairs than the preceding state of capitalism. It  is vain to discuss the 
pros and cons of socialism. Socialism is bound to come "with the 
inexorability of a law of nature." Only morons can be so stupid as 
to question whether what is bound to come is more beneficial than 
what preceded it. Only bribed apologists of the unjust claims of the 
exploiters can be so insolent as to find any fault with socialism. 

If we  attribute the epithet Marxian to all those who agree with 
this doctrine, we must call the immense majority of our contempo- 
raries Marxians. These peopIe agree that the coming of socialism is 
both absolutely inevitable and highly desirable. The  "wave of the 
future" drives mankind toward socialism. Of course, they disagree 
with one another as to who is to bc entrusted with the captaincy of 
the socialist ship of state. There are many candidates for this job. 

Marx tried to prove his prophecy in a twofold way. The  first is 
the method of Hegelian dialectics. Capitalist private property is the 
first negation of individual private property and must beget its own 
negation, viz., the establishment of public property in the means of 
production.* Things were as simple as that for the hosts of Hegelian 
writers who infested Germany in the days of Marx. 

T h e  second method is the demonstration of the unsatisfactory con- 
ditions brought about by capitalism. Marx's critique of the capitalist 

3 .  Cf. Marx, Das Kapital (7th ed. Hamburg, 1914), I, 728. 
4. lbid. 
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mode of production is entirely wrong. Even the most orthodox 
Marxians are not bold enough to support seriously its essential thesis, 
namely, that capitalism results in a progressive impoverishment of 
the wage earners. But if one admits for the sake of argument all the 
absurdities of the Marxian analysis of capitalism, nothing is yet won 
for the demonstration of the two theses, viz., that socialism is 
bound to come and that it is not only a better system than capitalism, 
but even the most perfect system, the final realization of which will 
bring to man eternal bliss in his earthly life. All the sophisticated 
syllogisms of the ponderous volumes published by Marx, Engels, and 
hundreds of Marxian authors cannot conceal the fact that the only 
and ultimate source of Marx7s prophecy is an alleged inspiration by 
virtue of which Marx claims to have guessed the plans of the myste- 
rious powers determining the course of history. Like Hegel, Marx was 
a prophet communicating to the people the revelation that an inner 
voice had imparted to him. 

The outstanding fact in the history of socialism between 1848 and 
1920 was that the essential problems concerning its working were 
hardly ever touched upon. The Marxian taboo branded all attempts 
to examine the economic problems of a socialist commonwealth as 
"unscientific." Nobody was bold enough to defy this ban. It was 
tacitly assumed by both the friends and the foes of sociaIism that 
socialism is a realizable system of mankind's cconornic organization. 
The vast literature concerning socialism dealt with alleged shortcom- 
ings of capitalism and with the general cultural implications of social- 
ism. It never dealt with the economics of socialism as such. 

The socialist creed rests upon t h e e  dogmas: 
First: Society is an omnipotent and omniscient being, free from 

human frailty and weakness. 
Second: The coming of socialism is inevitable. 
Third: As history is a continuous progress from less perfect con- 

ditions to more perfect conditions, the coming of socialism is desirable. 
For praxeology and economics the only problem to be discussed 

in regard to socialism is this: Can a socialist system operate as a system 
of the division of labor? 

3.  T h e  Praxeological Character of Socialism 

The essential mark of socialism is that one will alone acts. It  is 
immaterial whose wiIl it is. The director may be an anointed king 
or a dictator, ruling by virtue of his chnrisvza, he may be a Fiihrer or 
a board of Fiihrers appointed by the vote of the people. The main 
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thing is that the employment of all factors of production is directed 
by one agency only. One will alone chooses, decides, directs, acts, 
gives orders. All the rest simply obey orders and instructions. Or- 
ganization and a planned order are substituted for the "anarchy" 
of production and for various people's initiative. Social coopera- 
tion under the division of labor is safeguarded by a system of 
hegemonic bonds in which a director peremptorily calls upon 
the obedience of all his wards. 

In terming the director society (as the Marxians do), state (with 
a capital S), government, or authority, pcople tend to forget that 
the director is always a human being, not an abstract notion or a 
mythical collective entity. W e  may admit that the director or the 
board of directors are people of superior ability, wise and full of 
good intentions. But it would be nothing short of idiocy to assume that 
they are omniscient and infallible. 

In a praxeological analysis of the problems of socialism, we are not 
concerned with the moral and ethical character of the director. 
Neither do we discuss his value judgments and his choice of ultimate 
ends. What we are dealing with is merely the question of whether 
any mortal man, equipped with the logical structure of the human 
mind, can be equal to the tasks incumbent upon a director of a socialist 
society. 

W e  assume that the director has at his disposal all the technological 
knowledge of his age. Moreover, hc has a complete inventorv of a11 
the material factors of production available and a roster enu&erating 
all manpower employable. In these respects the crowd of experts and 
specialists which he assembles in his offices provide him with perfect 
information and answer correctly all questions he may ask them. 
Their voluminous reports accumulate in huge piles on his desk. But 
now he must act. He must choose among an infinite variety of projects 
in such a way that no want which he hiinself considers more urgent 
remains unsatisfied because the factors of production required for its 
satisfaction are employed for the satisfaction of wants which he con- 
siders less urgent. 

I t  is important to realize that this problem has nothing at all to do 
with the valuation of the ultimate ends. It refers only to the means 
by the employlnent of which the ultimate ends chosen are to be 
attained. W e  assume that the director has made up his mind with re- 
gard to the valuation of ultimate ends. W e  do not question his decision. 
Neither do we raise the question of whether the people, the wards, 
approve or disapprove of their director's decisions. Wc may assume, 
for the sake of argument, that a mysterious power makes kveryone 
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agree with one another and with the director in the valuation of 
ultimate ends. 

Our problem, the crucial and only problem of socialism, is a purely 
economic problem, and as such refers merely to means and not to 
ultimate ends. 



XXVI. T H E  IMPOSSIBILITY OF ECONOXiIIC 

CALCULATION UNDER SOCIALISM 

I.  T h e  Problem 

T HE director wants to build a house. Now, there are many methods 
that can be resorted to. Each of them offers, from the point 

of view of the director, certain advantages and disadvantages with 
regard to the utilization of the future building, and results in a diffcr- 
ent duration of the building's serviceableness; each of them requires 
other expenditures of building materials and labor and absorbs other 
periods of production. Which method should the director choose; 
He cannot reduce to a common deno~ninator the items of various 
materials and various kinds of labor to be expended. Therefore he 
cannot compare them. Hc cannot attach either to the waiting time 
(period of production) or to the duration of serviceableness a definite 
numerical expression. In short, he cannot, in comparing costs to be 
expended and gains to be earned, resort to any arithmetical operation. 
The plans of his architects enumerate a vast multiplicity of various 
items in kind; they refer to the physical and chemical qualities of 
various materials and to the physical productivity of various machines, 
tools, and procedures. But all their statements remain unrelated to 
each other. There is no means of establishing any connection between 
them. 

Imagine the plight of the director when faced with a project. What 
he needs to know is whether or not the execution of the project will 
increase well-being, that is, add something to the wealth available 
without impairing the satisfaction of wants which he considers more 
urgent. But none of the reports he receives give him any clue to the 
solution of this problem. 

W e  may for the sake of argument at first disregard the dilemmas 
involved in the choice of consumers' goods to be produced. W e  may 
assume that this problem is settled. But there is the embarrassing 
multitude of producers' goods and the infinite variety of procedures 
that can be resorted to for manufacturing definite consumers' goods. 
The most advantageous location of each industry and the optimum 
size of each plant and of each piece of equipment must be determined. 
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Olle must determine what kind of mechanical power should be em- 
ployed in each of them, and which of the various formulas for the 
production of this energy should be applied. All these problems are 
raised daily in thousands and thousands of cases. Each case offers 
special conditions and requires an individual solution appropriate to 
these special data. The number of elements with which the director's 
decision has to deal is much greater than would be indicated by a 
merely technological description of the available producers' goods 
in terms of physics and chemistry. The Iocation of each of them must 
be taken into consideration as well as the serviceableness of the 
capital investments made in the past for their utilization. The director 
does not simply have to deal with coal as such, but with thousands 
and thousands of pits already in operation in various places, and with 
the possibilities for digging new pits, with the various methods of 
mining in each of them, with the different qualities of the coal in 
various deposits, with the various methods for utilizing the coal for 
the production of heat, power, and a great number of derivatives. 
I t  is permissible to say that the present state of technological knowl- 
edge makes it possible to produce almost anything out of almosr every- 
thing. Our ancestors, for instance, knew only a limited number of 
employments for wood. Modern technology has added a multitude 
of possible new employments. Wood can be used for the production 
of paper, of various textiie fibers, of foodstuffs, drugs, and many 
other synthetic products. 

~ o d a y  two methods are resorted to for providing a city with clean 
water. Either one brings the water over long distances in aqueducts, 
an ancient method long practiced, or one chemically purifies the 
water avaiIable in the city's neighborhood. Why does one not produce 
water synthetically in factories? Modern technology could easily 
solve the technological problems involved. The average man in his 
mental inertia is ready to ridicule such projects as sheer lunacy. How- 
ever, thc only reason why the synthetic production of drinking water 
today-perhaps not at a later day-is out of the question is that 
economic calculation in terms of money shows that it is a more 
expensive procedure than other methods. Eliminate economic calcula- 
tion and you have no means of making a rational choice between the 
various alternatives. 

The socialists, it is true, object that economic calculation is not 
infallible. They say that the capitalists sometimes make mistakes in 
their calculation. Of course, this happens and will always happen. 
For all human action points to the future and the future is always 
uncertain. The most carefuIly elaborated plans are frustrated if ex- 
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pectations concerning the futurc are dashed to the ground. However, 
this is quite a different problem. Today we calculate from the point 
of view of our present knowledge and of our present anticipation 
of future conditions. W e  do not deal with the problcm of whether 
or not the director will be able to anticipate futurc conditions. What 
we have in mind is that the director cannot calculate from the point of 
view of his own present value judgments and his own present anticipa- 
tions of futurc conditions, whatever they may be. If he invests today 
in the canning industry, it may happen that a change in consumers' 
tastes or in the hygienic opinions concerning the wholesomeness of 
canned food will one day turn his investment into a malinvestment. 
Hut how can he find out today how to build and equip a cannery 
most economically? 

Some raiIroad lines constructed at the turn of the century would not 
have been built if people had at that time anticipated the impending 
advance of motoring and aviation. But those who at that time built 
railroads knew which of the various possible alternatives for the 
realization of their plans they had to choose fro111 the point of view 
of their appraisements and anticipations and of the market prices of 
their day in which the valuations of the consumers were reflected. 
It is precisely this insight that the director will lack. He will be 
like a sailor on the high seas unfamiliar with the methods of navigation, 
or like a medieval scholar entrusted with the technical operation of a 
railroad engine. 

W e  have assumed that the director has already made up his mind 
with regard to the construction of a definite plant or building. HoM.- 
ever, in order to male such a decision he already needs econonlic 
calculation. If a hydroelectric power station is to be built, one must 
know whether or not this is the most economical way to produce the 
energy needed. How can he know this if he cannot calculate costs and 
output? 

W e  may admit that in its initial period a socialist regime couId to 
some extent rely upon the experience of the preceding age of capital- 
ism. But what is to be done later, as conditions change more and morc? 
Of what use could the prices of 1900 be for the director in 19+9? 
And what use can the director in 1980 derive from the knowledge of 
the prices of I 949? 

The paradox of "planning" is that it cannot plan, because of the 
absence of economic calculation. What is called a planned economy 
is no economy at all. I t  is just a system of groping about in the dark. 
There is no question of a rational choice of means for the best possible 
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attainment of the ultimate ends sought. What  is called conscious 
planning is precisely the elimination of conscious purposive action. 

2 .  Past Failures t o  Conceive the Problem 

For more than a hundred years the substitution of socialist planning 
fo r  private enterprise has been the main politicaI issue. Thousands 
and thousands of books have been published for and against the com- 
munist plans. N o  other subject has been more eagerly discussed in 
private circles, in the press, in public gatherings, in the meetings of 
learned societies, in election campaigns, and in parliaments. Wars have 
been fought and rivers of blood have been shed for the cause of 
socialism. Yet in all these years the essential question has not been 
raised. 

I t  is true that some eminent economists-Hermann Heinrich Cos- 
sen, Albcrt Schaffle, Vilfredo Pareto, Nkolaas G. Pierson, Enrico 
Barone-touched upon the problem. But, with the exception of 
Pierson, they did not penetrate t o  the core of the problem, and they 
all failed t o  recognize its primordial importance. Neither did they 
venture to  integrate it into the system of the theory of human action. 
I t  was these failures which prevented peoplc from paying attention 
t o  their observations. They were disregarded and soon fell into 
oblivion. 

I t  would be a serious mistake t o  blame the E3istorical School and 
Institutionalism for  this neglect of mankind's most vital problem. 
These two lines of thought fanatically disparage economics, the 
"dismal science," in the interests of their interventionist or  socialist 
propaganda. However, they have not succeeded in suppressing the 
study of economics entirely. T h e  puzzling thing is not why the de- 
tractors of economics failed to  recognize the problem, but why the 
economists were guilty of the same fault. 

It is the two fundamental errors of mathematical economics that 
----- * L- :-J:-*-J 
IIIU3L UC JIIUILLCU. 

T h e  mathematical economists are almost exclusively intent upon 
the study of what they call economic equilibrium and the static state. 
Recourse to  the imaginary construction of an evenly rotating 
economy is, as has been pointed out,l an indispensable mental tool 
of economic reasoning. But i t  is a grave mistake t o  consider this 
auxiliary tool as anything else than an imaginary construction, and to 
overlook the fact that i t  has not only no counterpart in reality, but 

I .  Cf. above, pp. 247-251. 
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cannot even be thought through consistently to its ultimate logical 
consequences. The mathematical economist, blinded by the prepos- 
session that economics must be constructed according to the pattern 
of Newtonian mechanics and is open to treatment by mathernatica1 
methods, misconstrues entirely the subject matter of his investigations. 
He no longer deals with human action but with a soulless tnechanisn~ 
mysteriously actuated by forces not open to further analysis. In the 
imaginary construction of the evenly rotating economy there is, of 
course, no room for the entrepreneurial function. Thus the mathe- 
matical economist eliminates the entrepreneur from his thought. He 
has no need for this mover and shaker whose never ceasing interven- 
tion prevents the imaginary system from reaching the state of perfect 
equilibrium and static conditions. H e  hates the entrepreneur as a 
disturbing element. The ~ r i c e s  of the factors of production, as the 
mathematical economist sees it, are determined by thc intersection of 
two curves, not by human action. 

Moreover, in drawing his cherished curves of cost and price, the 
mathematical economist fails to see that the reduction of costs and 
prices to homogeneous magnitudes implies the use of a common 
medium of exchange. Thus he creates the illusion that calculation 
of costs and prices could be resorted to even in the absencc of a com- 
mon denominator of the exchange ratios of the factors of production. 

The result is that from the writings of the mathematical economists 
the imaginary construction of a socialist commonu~ealth emerges 
as a realizable system of cooperation under the division of labor, 
as a fuI1-fledged alternative to the economic system based on private 
control of the means of production. The director of the sociaIist 
community will be in a position to allocate the various factors of 
production in a rational way, i.e., on the ground of calculation. Men 
can have both socialist cooperation under the division of labor and 
rational employment of the factors of production. They are free to 
adopt socialism without abandoning economy in the choice of means. 
Socialism does not enjoin the renunciation of rationality in the em- 
ployment of the factors of production. I t  is a variety of rational social 
action. 

An apparent verification of these errors was seen in the experience 
of the socialist governments of Soviet Russia and Nazi Germany. 
People did not realize that these were not isolated socialist systems. 
They were operating in an environment in which the price system 
still worked. They could resort to economic calculation on the ground 
of the prices established abroad. Without the aid of these prices their 
actions would have been aimless and planless. Only because they were 
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able to refer to these foreign prices wcre they abIe to  calculate, to  
keep books, and to prepare their much talked about plans. 

3 .  Recent Suggestions for  Socialist Economic Calculation 

The  socialist tracts deal with everything except the essential and 
unique problem of socialism, viz., ceonornic calculation. It is only 
in the last years that socialist writers have no longer been able to avoid 
paying attention to this primordial matter. They have begun to suspect 
that the Marxian technique of smearing "bourgeois" econo~nics is 
not an entirely sufficient method for the realization of the socialist 
utopia. They have tried to substitute a theory of socialism for the 
scurrilous Hegelian metaphysics of the Marxian doctrine. They have 
embarked upon designing schemes for socialist economic calculation. 
Of course, they have lamentably failed in this task. I t  would hardly be 
necessary to deal with their spurious suggestions wcre it not for the 
fact that such examination offers a good opportunity to bring into 
relief fundamental features both of the market society and of the 
imaginary construction of a nonmarket society. 

The various schemes proposed can be classified in the following 
way: 

I. Calculation in kind is to be substituted for calculation in terms 
of moncy. This method is worthless. One cannot add or subtract 
numbers of different kinds (hctcrogeneous quantities) ." 

2. Starting from the ideas of the labor theory of valuc the labor- 
hour is recommended as the unit of calculation.-  his suggcstion does 
not take into account the original material factors of production and 
ignores the diffcrent qualities of work accomplished in thc various 
labor-hours worked by the same and by different people. 

3. Thc  unit is to be a "quantity" of utiIity. However, acting man 
does not measure utility. H e  arranges it in scales of gradation. Market 
prices are not expressive of equivalence, but of a divergence in the 
T,n v LL!UaL;VII no+.rr.-. ,? "f +L L t l b  hrln C + Y "  L I L I I ~ J J ~ M ~  ,..,L~..-:-- p ~ i o .  It is inlperr~~issii)ie TO negiecc 

the fundamental theorem of modern economics, namely, that the value 
attached to onc unit of a supply of n-2 units is greater than that at- 
tached to one unit of a supply of n units. 

z. It would hardly be worth while even to mention this suggestion if it were 
nor the solution that emanated from the very busy and obtrusive circlc of the 
"logicd positivists" who flagrantly advertise their program of the "unity of 
science." Cf. the writings of the late chief organizer of this group, Otto Neurath, 
who in 1919 acted as the hcad of the socialization bureau of the short-lived Soviet 
republic of Munich, especially his Durch die Kriegswirtschaft zur Nnturalwirt- 
scb~f t  (Munich, 1919). pp. 2 16 ff. Cf. also C.  Landauer, Plirnwirtschaft und Ver- 
kek~swi~tschnf t (Munich and Leipzig, 193 I).  p. 12 z. 
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4. Calculation is to  be made possible by the establishment of an 
artificial quasi-market. This scheme is dealt with in section 5 of this 
chapter. 

5. Calculation is to be made with the aid of the differential equa- 
tions of mathematical catallactics. This scheme is dealt with in section 
6 of this chapter. 

6. Calculation is to  be madc superfluous by resorting to the method 
of trial and error. This idea is dealt with in section 4 of this chapter. 

4. Trial and Error  
-. I he entrepreneurs and capitalists do not have advance assurance 

about whether their plans are the most appropriate solution for the 
allocation of factors of production to the various branchcs of industry. 
I t  is only later experience that shows them after the event whether 
they were right or  wrong in their enterprises and investments. The  
method they apply is the  neth hod of trial and error. Why,  say some 
sociaIists, should not the socialist director resort to  the samc method? 

T h e  method of trial and error is applicable in all cases in which 
the correct solution is recognizable as such b y  unmistakable marks 
not dependent on the method of trial and error itself. If a man mis- 
lays his wallet, he may hunt for i t  in various places. If he finds it, he 
recognizes it as his property; there is no doubt about the success of 
the method of trial and error applied; he has solved his problem. when 
Ehrlich was looking for a re~nedy  for syphilis, he tested hundreds of 
drugs until he found what he was searching for, a drug that killed the 
spirochetes without damaging the human body. The mark of the 
correct solution, the drug number 606, was that i t  combined these two 
quaIities, as could be learned from laboratory experiment and from 
clinical experience. 

Things are quite diffcrcnt if the only mark of the correct solution 
is that it has been reached by  the applkation of a method considered 
appropriate for thc solution of the problem. 'The correct result of a 
multiplication of two factors is recognizable only as the result of a 
correct application of the process indicated by arithmctic. One may 
try to  guess the correct result by trial and crror. But here the method 
of trial and error is no substitute for the arithmetical process. I t  would 
be quite futile if the arithmetical process did not provide a yardstick 
for discrin~inating what is incorrect from what is correct. 

If one wants to call entrepreneurial action an application of the 
method of trial and error, one must not forget that the correct solution 
is easily recognizable as such; it is the emergence of a surplus of pro- 
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ceeds over costs. Profit tells the entrepreneur that the consumers ap- 
prove of his ventures; loss, that they disapprove. 

The problem of socialist economic calculation is precisely this: 
that in the absence of market prices for the factors of production, a 
computation of profit or loss is not feasible. 

W e  may assume that in the socialist commonwealth there is a market 
for consumers' goods and that money prices for consumers' goods are 
determined on this market. W e  may assume that the director assigns 
periodically to every member a certain amount of money and sells the 
consumers' goods to those bidding the highest prices. Or we may as 
well assume that a certain portion of the various consumers' goods 
in kind is allotted to each member and that the members are free to 
exchange these goods against other goods on a market in which 
the transactions are effected through a common medium of exchange, 
a sort of money. But the characteristic mark of the socialist system is 
that the producers' goods are controIled by one agency only in whose 
name the director acts, that they are neither bought nor sold, and 
that there are no prices for them. Thus there cannot be any question 
of comparing input and output by the methods of arithmetic. 

W e  do not assert that the capitalist mode of economic calculation 
guarantees the absolutely best solution of the allocation of factors of 
production. Such absolutely perfect solutions of any problem are 
out of reach of mortal men. What the operation of a market not 
sabotaged by the interference of compulsion and coercion can bring 
about is merely the best solution accessible to the human rnind under 
the given state of technological knowledge and the intellectual abilities 
of the age's shrewdest men. As soon as any man discovers a discrepancy 
between the real state of production and a realizable better state, the 
profit motive pushes him toward the utmost effort to realize his plans. 
The sale of his products will show whether he was right or wrong 
in his anticipations. The market daily tries the entrepreneurs anew and 
eliminates those who cannot stand the test. I t  tends to entrust the 
conduct of business affairs to those men who have succeeded in filling 
the most urgent wants of the consumers. This is the only important 
respect in which one can call the market economy a system of trial 
and error. 

5 .  The Quasi-market 

The distinctive mark of socialism is the oneness and indivisibility 
of the will directing all production activities within the whole social 

j. "Better" means, of course, more satisfactory from the point of view of the 
consumers buying on the market. 
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system. When the socialists decIare that "order" and "organization" 
are t o  be substituted for the "anarchy" of production, conscious action 
for the alleged planlessness of capitalism, true cooperation for compe- 
tition, production for use for production for profit, what they have 
in mind is always the substitution of the exclusive and monopolistic 
power of only one agency for the infinite multitude of the plans of 
the individual consumers and those attending to the wishes of the con- 
sumers, the entrepreneurs and capitalists. The  essence of socialism is 
the entire elimination of the market and of catallactic competition. 
The socialist system is a system without a market and market prices 
for the factors of production and without competition; i t  means the 
unrestricted centralization and unification of the conduct of all affairs 
in the hands of one authority. In  the drafting of the unique plan that 
directs all economic activities the citizens cooperate, if at all, only 
by electing the director or the board of directors. For the rest they 
are only subordinates, bound to obey unconditionally the orders 
issued by the director, and wards of whose well-being the director 
rakes care. All the excellences the socialists ascribe to socialism and 
all the blessings they expect from its realization are described as the 
necessary outcome of this absolute unification and centralization. 

I t  is therefore nothing short of a full acknowledgment of the cor- 
rectness and irrefutability of the economists' analysis and devastating 
critique of the socialists' plans that the intellectuaI leaders of socialism 
are now busy designing schemes for a socialist system in which the 
market, market prices for the factors of production, and catallactic 
competition are to be preserved. The  overwhelmingly rapid triumph 
of the demonstration that no economic calculation is possible under a 
socialist system is without precedent indeed in the history of human 
thought. The  socialists cannot help admitting their crushing final 
defeat. They no longer claim that socialism is tnatchlessly superior to 
capitalism because it brushes away markets, market prices, and compe- 
tition. On the contrary. They are now eager to justify socialism by 
pointing out that it is possible to preserve these institutions even under 
socialism. They are drafting outlines for a socialism in which there are 
prices and co~npetition.~ 

What  these neosocialists suggest is really paradoxical. They want 
to abolish private control of the means of production, market ex- 
change, market prices, and competition. But at the same time they 
want to organize the socialist utopia in such a way that people could 

4. This refers, of course, only to  those socialists or communists who, like pro- 
fessors H. D. Dicliinson and Oskar Lange, are conversant with economic thought. 
T h e  dull hosts of the "intellectuaIs" will not abandon their superstitious belief 
in the superiority of socialism. Superstitions die hard. 
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act as if these things were still present. They want people to play 
market as children pIay war, railroad, or school. They do not compre- 
hend how such childish play differs from the real thing it tries to 
imitate. 

I t  was, say these neosocialists, a serious mistake on the part of the 
older socialists (i.e., of all socialists before 1920) to believe that social- 
ism necessarily requires the abolition of the market and of market 
exchange and even that this fact is both the essential elemcnt and 
the preeminent feature of a socialist economy. This idea is, as they 
reluctantly admit, preposterous and its realization would result in a 
chaotic muddle. But fortunately, they say, there is a better pattern for 
socialism available. It is possible to instruct the managers of the 
various production units to conduct the affairs of their unit in the 
same way they did under capitalism. The manager of a corporation 
operates in the market society not on his account and at his own 
peril, but for the bencfit of thc corporation, i.e., the shareholders. He 
will go on under socialism in the same way with the same care and 
attention. The only difference will consist in the fact that the fruits 
of his endeavors will enrich the whole society, not the shareholders. 
For the rest he will buy and sell, recruit and pay workers, and try to 
make profits in the same way he did before. The transition from the 
managerial system of mature capitalism to the managerial system of 
the planned socialist commonwealth will be smoothly effected. Noth- 
ing will change except the ownership of the capital invested. Society 
wilI be substituted for the shareholders, the people will henceforth 
pocket the dividends. That is all. 

Thc cardinal fallacy implied in this and all kindred proposals is 
that they look at the economic problem from the perspective of the 
subaltern clerk whose intellectual horizon does not extend beyond 
subordinate tasks. They consider the structure of industrial pr&uc- 
tion and the allocation of capital to the various branches and produc- 
tion aggregates as rigid, and do not take into account the necessity 
of altering this structure in order to adjust it to changes in conditions. 
What they have in mind is a world in which no further changes occur 
and economic history has reached its final stage. They fail to realize 
that the operations of the corporate officers consist merely in the 
loyal execution of the tasks entrusted to them by thcir bosses, the 
shareholders, and that in performing the orders received they are 
forced to adjust themselves to the structure of the market prices, 
ultimately determined by factors other than the various manageria1 
operations. The operations of the managers, their buying and selling, 
are only a small segment of the totality of market operations. The 
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market of the capitalist society also performs all those operations 
which allocate the capital goods to the various branches of industry. 
The entrepreneurs and capitalists establish corporations and other 
firms, enlarge or reduce their size, dissolve them or merge them 
with other enterprises; they buy and selI the shares and bonds of 
already existing and of new corporations; they grant, withdraw, 
and recover credits; in short they perform all those acts the totality 
of which is called the capital and money market. It  is these financial 
transactions of promoters and speculators that direct production 
into those channels in which it satisfies the most urgent wants of 
the consumers in the best possible way. These transactions consti- 
tute the market as such. If one eliminates them, one does not preserve 
any part of the market. What remains is a fragment that cannot exist 
alone and cannot function as a market. 

The role that the loyal corporation manager plays in the conduct 
of business is much more modest than the authors of these plans assume. 
His is only a managerial function, a subsidiary assistance granted to 
the entrepreneurs and capitalists, which refers only to subordinate 
tasks. It can never become a substitute for the entrepreneurial func- 
t i o n . T h e  speculators, promoters, investors and moneylenders, in 
determining the structure of the stock and commodity exchanges and 
of the money market, circumscribe the orbit within which definite 
minor tasks can be entrusted to the manager's discretion. In attending 
to these tasks the manager must adjust his procedures to the structure 
of the market created by factors which go far beyond the managerial 
functions. 

Our problem does not refer to the managerial activities; it concerns 
the allocation of capital to the various branches of industry. The ques- 
tion is: In which branches shouId production be increased or re- 
stricted, in which branches should the objective of production be 
altered, what new branches shodd be inaugurated? With regard to 
these issues it is vain to cite the honest corporation manager and his 
weii-tried efficiency. Those who confuse entrepreneurship and man- 
agement close their eyes to the economic problem. In labor disputes 
the parties are not management and labor, but entrepreneurship (or 
capital) and the salaried and wage-receiving enlployees. The capitalist 
system is not a managerial system; it is an entrepreneurial system. One 
does not detract from the merits of corporation managers if one es- 
tablishes the fact that it is not their conduct that determines the aIlo- 
cation of the factors of production to the various lines of industry. 

Nobody has ever suggested that the socialist commonwealth could 

5. Cf. above, pp. 301-305. 
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invite the promoters and speculators to continue their speculations 
and then deliver their profits to the conlmon chest. Those suggesting 
a quasi-markct for the socialist system have never wanted to preserve 
the stock and commodity exchanges, the trading in futures, and the 
bankers and moneylenders as quasi-institutions. One cannot play spec- 
ulation and investment. The  speculators and investors expose thcir own 
wealth, their own destiny. This fact makcs them responsible to the con- 
sumers, the ultimate bosses of the capitalist economy. If one relieves 
them of this responsibility, one deprives them of thcir very character. 
They are no longer businessmen, but just a group of men to whom the 
director has handed over his main task, the supreme direction of the 
conduct of affairs. Then they-and not the nominal director-be- 
come the true directors and have to face the same problem thc nominal 
director could not solve: the problem of calculation. 

In recognition of the fact that such an idea would be simply non- 
sensical, the advocates of the quasi-market plan sometimes vaguely 
recommend another way out. The  director should act as a bank 
lending the available funds to  the highest biddcr. This again is an 
abortive idea. All those who can bid for these funds have, as is scIf- 
evident in a socialist order of society, no property of their own. In 
bidding they are not restrained by any financial dangers they them- 
selves run in promising too high a rate of interest for the funds bor- 
rowed. They do not in the lcast alleviate the burden of responsibility 
incumbent upon the director. The  insecurity of the funds lent to 
them is in no way restricted by the partial guarantec which the bor- 
rower's own means provide in credit transactions under capitalism. 
All the hazards of this insecurity fall only upon society, the exclusive 
owner of all resourccs available. If the director were without hesita- 
tion to allocate the funds available to thosc who bid most, he u-odd 
simply put a prcmium upon audacity, carelessncss, and unreasonablc 
optimism. H e  would abdicate in favor of the least scrupulous vision- 
aries or scoundrels. H e  must reserve to  himself the decision on how 
society's funds should bc utilized. Rut then we are ha& ....in ~ ~ ~ h - r ~  "b""' " "-- - 

we started: the director, in his endeavors to dircct production activi- 
ties, is not aided by the division of intellectual labor which under 
capitalism provides a practicable method for cconomic calc~lat ion.~ 

T h e  employment of the means of production can bc controlled 
either by private owners or by the social apparatus of coercion and 
co~npulsion. In the first case there is a market, there arc market prices 
for all factors of production, and economic cakulation is possible. 

6. Cf. Mises, Socialism, pp. 137-142; Hayek, lndividualinn and Economic Order 
(Chicago, 19481, pp. I ~p-208. 
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In the second case all these things are absent. I t  is vain to comfort 
oneself with the hope that the organs of the collective economy will 
bc "omnipresent" and "omniscient." W e  do not deal in praxeology 
with the acts of the omnipresent and omniscient Deity, but with the 
actions of men endowed with a human mind only. Such a mind can- 
not plan without economic calcdation. 

A socialist system with a marltet and market prices is as self- 
contradictory as is the notion of a triangular square. Production is 
directed either by profit-seeking businessmen or by the decisions of 
a director to whom supreme and exclusive power is entrusted. There 
arc produced either those things from the sale of which the entre- 
preneurs expect thc highest profits or those things which the director 
wants to be produced. The  question is: Who  should be master, the 
consumers or the director? With whom shouId the ultimate decision 
rest whether a concrete supply of factors of production should be 
empIoyed for the production of the consumers' good a or the con- 
sumers' good b? Such a question does not allow of any evasive answer. 
It must bc answered in a straightforward and unambiguous way.8 

6. T h c  Diff crential Equations of Mathematical Economics 

In order to appraise adequately the idea that: the diffcrential equa- 
tions of mathematical economics could be utilized for socialist eco- 
nomic calculation, we must remember what these equations really 
mean. 

In devising the imaginary construction of an evenly rotating econ- 
omy we assume that a11 the factors of production are employed in 
such a way that each of them renders the most highly valued services 
it can possibly render. N o  further change in the employment of any 
of these factors could improve the state of want-satisfaction under 
prevailing conditions. This situation, in which no further changes in 
the disposition of the factors of production arc resorted to, is described 
hy systems of differential eq~zations. Howeveri tlmr eql-~ations de r?et 
provide any information about thc human actions by means of which 
the hypothetical statc of equilibrium has been reached. All they say 
is this: If, in this state of static equilibrium, m units of n are employed 
for the production of p, and n units of n for the production of q, no 
furthcr change in the employment of the available units of a could 
result in an increment in want-satisfaction. (Even if we assume that a 
is perfectly divisible and take the unit of n as infinitesima1, it would 

7 .  Cf. H. D. nickinson, Economics of Socialism (Oxford, I 939), p. 191. 

8. Far an analysis of the scheme of a corporative statc see below, pp. 812-816. 
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be a serious blunder to assert that the marginal utility of a is the same 
in both employments.) 

This state of equilibrium is a purely imaginary construction. In a 
changing world it can never be realized. I t  differs from today's state 
as well as from any other realizable state of affairs. 

In the market economy it is entrepreneurial action that again and 
again reshuffles exchange ratios and the allocation of the factors of 
production. An enterprising man discovers a discrepancy between 
the prices of the complementary factors of production and the future 
prices of the products as he anticipates them, and tries to take ad- 
vantage of this discrepancy for his own profit. The  future price which 
he has in mind is, to be sure, not the hypothetical equilibrium price. 
N o  actor has anything to do with equilibrium and equilibrium prices; 
these notions are foreign to real life and action; thcy arc auxiliary tools 
of praxeological reasoning for which there is no mental means to con- 
ceive the ceaseless restlessness of action other than to contrast it with 
the notion of perfect quiet. For the theorists' reasoning every change 
is a step forward on a road which, provided no further new data ap- 
pear, finally leads to a state of equilibrium. Neither the theorists, nor 
the capitalists and entrepreneurs, nor the consumers, are in a position 
to form, on the ground of their familiarity with present conditions, an 
opinion about the height of such an equilibrium price. There is no 
need for such an opinion. What  impels a man toward change and 
innovation is not the vision of equilibrium prices, but the anticipation 
of the height of the prices of a limited number of articles as they wilI 
prevail on the market on the date at which he plans to sell. What the 
entrepreneur, in embarking upon a definite project, has in mind 
is only the first steps of a transformation which, provided no changes 
in the data occur other than those induced by his project, would result 
in establishing the state of equilibrium. 

But for a utilization of the equations describing the state of equilib- 
rium, a knowledge of the gradation of the values of consumers' 
goods in this state of equilibrium is required. This gradation is one of 
the elemcnts of these equations assumed as known. Yet the director 
knows only his present valuations, not also his valuations under the 
hypothetical statc of equilibrium. H e  believes that, with regard to 
his present valuations, the allocation of the factors of production is 
unsatisfactory and wants to change it. But he knows nothing about 
how he himself will value on the day the equilibrium will be reached. 
These valuations will reflect the conditions resulting from the succes- 
sive changes in production he himself inaugurates. 

We calI the present day Dl and the day the equilibrium will be 
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established D,. Accordingly we name the following magnitudes cor- 
responding to these two days: the scale of valuation of the goods of 
the first order V I  and V,; the total supply of all original factors of 
production O1 and On, the total supply of all produced factors of 
production P1 and P,, and summarize O1 + P, as MI and On + P, 
as M,. Finally we call the state of technological knowledge T 1  and 
T,. For the solution of the equations a knowledge of V,, On + P, = 
M,, and Tn  is required. But what we know today is merely V1,  O f  + 
P1 = MI, and T I .  

It wouId be impermissible to assume that these magnitudes for Dl 
are equal to those for Dn because the state of equilibrium cannot be 
attained if further changes in the data occur. The absence of further 
changes in the data which is the condition required for the establish- 
ment of equilibrium refers only to such changes as could derange the 
adjustment of conditions to the operation of those elements which are 
already operating today. The system cannot attain the state of equilib- 
rium if new elements, penetrating from without, divert it from those 
movements which tend toward the establishment of equilibrium.1° 
But as long as the equilibrium is not yet attained, the system is in a 
continuous movement which changes the data. The tendency toward 
the establishment of equilibrium, not interrupted by the emergence of 
any changes in the data coming from without, is in itself a succession 
of changes in the data. 

Pi is a set of magnitudes that do not correspond to today's valua- 
tions. It is the outcome of actions which were guided by past valuations 
and faced a state of technological knowledge and of information 
about available resources of primary factors of production which 
was different from the present state. One of the reasons why the 
system is not in equilibrium is precisely the fact that PI is not adjusted 
to present conditions. There are plants, tools, and supplies of other 
factors of production which would not exist under equilibriun~, and 
other plants, tools, and supplies must be produced in order to establish 
equiiibrium. Equiiibrium wiii emerge oniy when these disturbing 
parts of PI,  as far as they are still utilizable, will be worn out and 
replaced by items which correspond to the state of the other 
synchronous data, viz., V, 0, and T .  What acting man needs to know 
is not the state of affairs under equilibrium, but information about 

9. Supply means a total inventory in which the whole supply available is speci- 
fied in classes and quantities. Each class comprehends only such items as have in 
any regard (for instance, aIso in regard to their location) precisely the same im- 
portance for want-satisfaction. 
10. Of course, we may assume that TI is equal to T, if wc are prepared to im- 

ply that technological knowledge has reached its final stage. 
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the rnost appropriate method of transforming, by successive steps, P, 
into P,. With regard to this task the equations are useless. 

One cannot master these problems by eliminating P and relying 
only upon 0. It is true that the mode of utilizing the original factors 
of production uniquely determines the quality and quantity of the 
produced factors of production, the intermediary products. But the 
information that could be won in this way refers only to the condi- 
tions of equilibrium. It does not tell us anything about the methods 
and procedures to be resorted to for the realization of equilibrium. 
Today we are confronted with a supply of PI which differs from 
the state of equilibrium. W e  must take into account real conditions, 
i.e., P,, and not the hypothetical conditions of P,,. 

This hypothetical future state of equilibrium will appear when all 
methods of production have been adjusted to the valuations of the 
actors and to the state of technological knowledge. Then one will 
work in the most appropriate locations with the most adequate techno- 
logical methods. Today's economy is different. It  operates with other 
means which do not correspond to the equilibrium state and cannot 
be taken into account in a system of equations describing this state 
in mathematical symbols. The knowledge of conditions which will 
prevail under equilibrium is useless for the director whose task it is 
to act today under present conditions. What he must learn is how to 
proceed in the rnost economical way with the means available today 
which are the inheritance of an age with different valuations, a differ- 
ent technological knowledge, and diffcrent information about prob- 
lems of location. He mast know which step is the next he must ~nake. 
In this dilemma the equations provide no help. 

Let us assume that an isolated country whose economic conditions 
are those of Central Europe in the middle of the nineteenth century is 
ruled by a director who is perfectly familiar with the American tech- 
nology of our day. This director knows by and large to what goaI he 
should lead the economy of the country entrusted to his care. Yet 
even a full knowledge of today's American conditions could not be of 
use to him in regard to the problem of transforming by successive 
steps, in the most appropriate and expedient way, the given cconomic 
system into the system aimed at. 

Even if, for the sake of argument, we assume that a tniraculous in- 
spiration has enabled the director without economic calculation to 
solve all problems concerning the most advantageous arrangement of 
a11 production activities and that the precise image of the final goal 
he must aim at is present to his mind, there remain essential problems 
which cannot be dealt with without cconomic calculation. For the 
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director's task is not to begin from the very bottom of civilization and 
to start economic history from scratch. The clcmcnts with the aid 
of which he must operate are not only natural resources untouched 
by previous utilization. There are also the capital goods produccd in 
the past and not convertiblc or not perfectly convertible for new 
projects. It  is in precisely these artifacts, produced under a constella- 
tion in which valuations, technological know-ledge, and many other 
things were different from what they are today, that our wealth 
is embodicd. Their structure, quality, quantity, and location is of 
primary i~nportance in the choice of all further economic operations. 
Some of them may be absolutely useless for any furthcr employment; 
they must remain "unused capacity." But the greater part of thcm 
must be utilized if we do not want to start anew from the extreme 
poverty and destitution of primitive man and want to survive the 
pcriod which separates us from the day on which the reconstruction 
of the apparatus of production according to the new plans will be 
accomplished. The director cannot merely erect a new construction 
without bothering about his wards' fate in the waiting pcriod. He 
r~lust try to take advantage of cvery piece of the already availablc 
capital goods iq thc best possible way. 

Not only the technocrats, but socialists of all shades of opinion, 
repeat again and again that what makes thc achicvemcnt of their 
ambitious plans realizable is the enormous wealth hitherto ac- 
cumulated. But in the same breath they disregard the fact that 
this wealth consists to a great extent in capital goods produced in 
the past and more or less antiquated from the point of view of 
our present valuations and technological knowledge. As they see 
it, the only aim of production is to transform the industrial ap- 
paratus in such a way as to make life more abundant for later 
generations. In their eyes contemporaries are simply a lost gencration, 
people whose onIy purpose it must be to toil and trouble for the 
benefit of the unborn. Howevcr, real men are different. They want 
"A+ t t A t t  1 . + . * 1 : -I_--- 
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themselves also want to enjoy life. They want to utilize in the most 
efficient way those capital goods which arc now available. They aim 
at a better future, but they want to attain this goal in the most eco- 
nomical way. For thc realization of this desire too they cannot do with- 
out economic calculation. 

It was a serious mistake to belicve that the state of equilibrium 
could be computed, by means of mathematical opcrations, on the 
basis of the knowledge of conditions in a noncquilibrium state. It was 
no Iess erroneous to beIieve that such a knowledge of the conditions 
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under a hypothetical state of equilibrium could be of any use for 
acting man in his search for the best possible solution of the problems 
with which he is faced in his daily choices and activities. There is 
therefore no need to stress the point that the fabulous number of 
equations which one would have to solve each day anew for a prac- 
tical utilization of the method would make the whole idea absurd even 
if it were realIy a reasonable substitute for the market's economic 
cal~ula t ion.~~ 

11. With regard to this algebraic problem, cf. Pareto, Manuel d'e'conomie 
politique (td ed. Paris, 1927), pp. 233 f.; and Hayek, Collectivist Economic Plan- 
ning (London, 1935), pp. 207-214. 



Part Six 

T h e  Hampered Market Economy 

XXVII. THE GOVERNMENT AND T H E  MARKET 

I .  T h e  Idea of a Third System 

P RIVATE ownership of the means of production (market economy 
or capitalism) and public ownership of the means of production 

(socialism or communism or "planning") can be neatly distinguished. 
Each of these two systems of society's econonlic organization is open 
to a precise and unambiguous description and definition. They can 
never be confounded with one another; they cannot be mixid or 
combined; no gradual transition leads from one of thcm to the other; 
their obversion is contradictory. With regard to the same factors of 
production there can only exist private control or public control. If in 
the frame of a system of social cooperation only some means of pro- 
duction are subject to public ownership while the rest are controlled 
by privatc individuals, this does not make for a mixed system combin- 
ing socialism and private ownership. The system remains a market 
society, provided the socialized sector does not become entirely 
separated from the non-socialized sector and Iead a strictly autarkic 
existence. (In this latter case there are two systems independently 
coexisting side by side-a capitalist and a socialist.) Publicly owned 
enterprises, operating within a system in which there are privatcly 
owned enterprises and a market, and socialized countries, exchanging 
goods and services with nonsocialist countries, are integrated into a 
system of market economy. They are subject to the law of the market 
and have the opportunity of resorting to economic cal~ulation.~ 

If one considers the idea of placing by the side of these two systems 
or between them a third system of liiiman cooperation urider the 
division of labor, one can always start only from the notion of the 
market economy, never from that of socialism. The notion of socialism 
with its rigid monism and centralism that vests the power to choose 
and to act in one will exclusively does not allow of any compromise 
or concession; this construction is not amenable to any adjustment 
or alteration. But it is different with the scheme of the market econ- 
omy. Here the dualism of the market and the government's power of 
coercion and compulsion suggests various ideas. Is it really peremptory 

I .  See above, pp. 259-260. 
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or expedient, people ask, that the government keep itself out of the 
market? Should it not be a task of government to interfere and to 
correct the opcration of the market? Is it necessary to put up with 
the alternative of capitalism os socialism? Are there not perhaps still 
other realizable systems of social organization which are neither com- 
munism nor pure and unhampered market economy? 

Thus people have contrived a variety of third solutions, of systems 
which, it is claimed, are as far from socialism as they are from capital- 
ism. Their authors allege that these systems are nonsocialist because 
they aim to preserve private ownership of the means of production and 
that they are not capitalistic because they eliminate the "deficiencies" 
of the market economy. For a scientific treatment of the problems in- 
volved which by necessity is neutral with regard to all value judg- 
ments and thcrcfore does not condemn any features of capitalism as 
faulty, detrimental, or unjust, this emotional rccommcndation of 
interventionism is of no avail. The  task of economics is to analyze and 
to search for truth. It  is not called upon to praise or  to disapprove from 
any standard of preconceived postulates and prejudices. With regard 
t o  interventionism it has only one question to ask and to answer: 
How does it work? 

2. The Intervention 

There are two patterns for the realization of socialism. 
The  first pattern (we may call it the Lenin or the Russian pattern) 

is purely bureaucratic. All pIants, shops, and farms are formally na- 
tionalized (verstmtlicht); they are departments of the gover&ent 
operated by civil servants. Every unit of the apparatus of production 
stands in the same relation to the superior central organization as does 
a post office to the office of the postmaster general. 

The second pattern (we may calI it the Hindenburg or German 
pattern) nominally and seemingly preserves private ownership of 
the means of production and keeps the appearance of ordinary 
markets, prices, wages, and interest rates. There are, however, no 
longer entrepreneurs, but only shop managers (Betriebsfiih~er in the 
terminology of the Nazi legislation). These shop managers are seem- 
ingly instrumental in the conduct of the enterprises entrusted to them; 
they buy and sell, hire and discharge workers and remunerate their 
services, contract debts and pay interest and amortization. But in all 
their activities they are bound to obey unconditionally the orders 
issued by the government's supreme office of production management. 
This office (the Reichswirtschaf tsministerim in N x ~ i  Germany) tells 



714 Human Action 
the shop managers what and how to produce, at what prices and from 
whom to buy, at what prices and to whom to sell. It  assigns every 
worker to his job and fixes his wages. It decrees to whom and on 
what terms the capitalists must entrust their funds. Market exchange 
is merely a sham. AIl the wages, prices, and interest rates are fixed by 
the government; they are wages, prices, and interest rates in appear- 
ance only; in fact they are merely quantitative terms in the govern- 
ment's orders determining each citizen's job, income, consumption, 
and standard of living. The government directs all production activi- 
ties. The shop managers are subject to the government, not to the 
consumers' demand and the market's price structure. This is socialism 
under the outward guise of the terminology of capitalism. Some labels 
of the capitalistic market economy are retained, but they signify 
something entirely different from what they mean in the market 
economy. 

It is necessary to point out this fact in order to prevent a confusion 
of socialism and interventionism. The system of interventionism or of 
the hampered market economy differs from the German pattern of 
socialism by the very fact that it is still a market economy. The author- 
ity interferes with the operation of the market economy, but does not 
want to eliminate the market altogether. It wants production and 
consumption to develop aIong lines different from those prescribed 
by an unhampered market, and it wants to achieve its aim by injecting 
into the working of the market orders, commands, and prohibitions 
for whose enforcement the police power and its apparatus of violent 
compulsion and coercion stand ready. But these are isolated acts of 
intervention. It is not the aim of the government to combine them into 
an integrated system which determines all prices, wages and interest 
rates and thus places full control of production and consumption into 
the hands of the authorities. 

The system of the hampered market economy or interventionism 
aims at preserving the dualism of the distinct spheres of government 
acdvities en the one hand am! ecenemic freedem uxdcr the mzrket 
system on the other hand. What characterizes it as such is the fact 
that the government does not limit its activities to the preservation of 
private ownership of the means of production and its protection 
against violent encroachments. The government interferes with the 
operation of business by means of orders and prohibitions. 

The intervention is a decree issued, directly or indirectly, by the 
authority in charge of the administrative apparatus of coercion and 
compulsion which forces the entrepreneurs and capitalists to employ 
some of the factors of production in a way different from what they 
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would have resorted to if they were only obeying the dictates of the 
market. Such a decree can be either an order to do something or  an 
order not to do something. I t  is not required that the decree be issued 
directly by  the established and generally recognized authority itself. 
It may happen that some other agencies arrogate to themselves the 
power to issue such orders or prohibitions and to enforce them by an 
apparatus of violent coercion and oppression of their own. If the 
recognized government tolerates such procedures or  even supports 
them by the employment of its governmental police apparatus, mat- 
ters stand as if the government itself had acted. If the government 
is opposed to other agencies' violent action, but does not succecd in 
suppressing it by means of its own armed forces, although it wouId 
like to suppress it, anarchy results. 

It is important to remember that government interference always 
means either violent action or  the threat of such action. Government 
is in the last resort the employment of armed men, of policemen, 
gendarmes, soldiers, prison guards, and hangmen. T h e  essential feature 
of government is the enforcement of its decrees by  beating, killing, 
and imprisoning. Those who are asking for more government inter- 
ference are asking ultimately for more compulsion and less freedom. 

T o  draw attention to this fact does not imply any reflection upon 
government activities. In stark reality, peaceful social cooperation is 
impossible if no provision is made for violent prevention and suppres- 
sion of antisocial action on the part of refractory individuals and 
groups of individuals. One must take exception to the often repeated 
phrase that government is an evil, although a necessary and indispen- 
sable evil. What is required for the attainment of an end aimed at is 
a means, the cost to be expended for its successful realization. I t  is an 
arbitrary value judgment to describe it as an evil in the moral conno- 
tation of the term. However, in face of the modern tendencies toward 
a deification of government and state, it is good to remind ourselves 
that the old Romans were more realistic in symbolizing the state by 
a bundle of rods with an ax in the middle than are our contemporaries 
in ascribing to the state all the attributes of God. 

3 .  T h e  Delimitation of Governmental Functions 

Various schools of thought parading under the pompous names of 
philosophy of law and political science indulge in futile and empty 
brooding over the delimitation of the functions of government. Start- 
ing from purely arbitrary assumptions concerning allegedly eternal 
and absolute values and perennial justice, they arrogate to themselves 
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the office of the supreme judge of earthIy affairs. They misconstrue 
their own arbitrary value judgments derived from intuition as the 
voice of the Almighty or the nature of things. 

There is, however, no such thing as natural law and a perennial 
standard of what is just and what is unjust. Nature is alien to the idea 
of right and wrong. "Thou shalt not kill" is certainly not part of 
natural law. The characteristic feature of natural conditions is that 
one animal is intent upon killing other animals and that many species 
cannot preserve their own life except by killing others. The notion of 
right and wrong is a human device, a utilitarian precept designed to 
make social cooperation under the division of labor possible. All moral 
rules and human laws are means for the realization of definite ends. 
There is no method available for the appreciation of their goodness or 
badness other than to scrutinize their usefulness for the attainment of 
the ends chosen and aimed at. 

From the notion of natural law some people deduce the justice of 
the institution of private property in the means of production. Other 
people resort to natural law for the justification of the abolition of 
private property in the means of production. As the idea of natural 
law is quite arbitrary, such discussions are not open to settlement. 

State and government are not ends, but means. Inflicting evil upon 
other people is a source of direct pleasure only to sadists. Established 
authorities resort to coercion and compulsion in order to safeguard 
the smooth operation of a definite system of social organization. The 
sphere in which coercion and compulsion is applied and the content 
of the laws which are to be enforced by the police apparatus arc con- 
ditioned by the social order adopted. As state and government are 
designed to make this social system operate safely, the delimitation of 
governmental functions must be adjusted to its requirements. The 
only standard for the appreciation of the laws and the methods for 
their enforcement is whether or not they are emcicnt in safeguarding 
the social order which it is desired to prcscrve. 
T L -  ---:-- -f :.-..L-- - - I - -  -- I-.....-- J-C-!..- 
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system of norms which in itself is assumed to be uncontested and 
safe against any criticism. Many peoples have clung to the doctrine 
that what is right and what i s  wrong is established from the dawn of the 
remotest ages and for eternity. The task of legislators and courts was 
not to make the laws, but to find out what is right by virtue of the 
unchanging idea of justice. This doctrine, which resulted in an 
adamant conservatism and a petrification of old customs and jnstitu- 
tions, was challenged by the doctrine of natural right. T o  the positive 
laws of the country the notion of a "higher" law, the law of nature, 
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was opposed. From the arbitrary standard of natural law the valid 
statutes and institutions were called just or unjust. T o  the good legisla- 
tor was assigned the task of making the positive laws agree with the 
natural law. 

The fundamental errors involved in these two doctrines havc long 
since bccn unmasked. For those not deluded by them it is obvious 
that the appeal to justice in a debate concerning the drafting of new 
laws is an instance of circular reasoning. I le  lege ferenda there is no 
such a thing as justice. The notion of justice can logicaIly onIy be 
resorted to de lege lata. It makes sense only when approving or dis- 
approving concrcte conduct from thc point of view of the valid laws 
of the country. In considering changes in the nation's legal system, in 
rewriting or repealing existing l a w  and writing new laws, the issue is 
not justice, but social expediency and social wclfarc. Therc is no such 
thing as an absolute notion of justicc not referring to a definite system 
of social organization. It is not justice that determines the decision in 
favor of a definite socia1 system. It is, on the contrary, the social 
system which detcrmines what should be deemed right and what 
wrong. Thcrc is neither right nor wrong outside the social ncxus. For 
the hypothetical isolated and self-sufficient individual the notions of 
just and unjust arc cmpty. Such an individual can merely distinguish 
between what is more expedient and what is less expedient for himseIf. 
The idea of justice refers always to socia1 cooperation. 

I t  is nonsensical to justify or to reject interventionism from the 
point of view of a fictitious and arbitrary idea of absolute justice. I t  
is vain to ponder over the just delimitation of the tasks of government 
from any preconceived standard of perennial values. It is no less im- 
permissible to deduce the proper tasks of govcrnment from the very 
notions of government, state, law and justice. It was precisely this that 
was absurd in the speculations of medieval scholasticism, of Fichte, 
Schelling, and Hegel, and of German Begrifl'sjz~~ispn~denz. Con- 
ceprs are tools of reasoning. They must never he considered as r e p -  
lative principlcs dictating modes of conduct. 

I t  is a display of supererogatory mental gymnastics to emphasize 
that the notions of state and sovereignty logically imply absolute 
supremacy and thus preclude the idea of any limitations on the state's 
activities. Xobody questions the fact that a state has the power to 
establish totalitarianism within the territory in which it is sovereign. 
The problem is whether or not such a mode of government is ex- 
pedient from the point of view of the preservation and functioning 
of social cooperation. With regard to this problem no sophisti- 
cated exegesis of concepts and notions can be of any use. It must be 
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decided by praxeology, not by a spurious n~etaphysics of state and 
right. 

The philosophy of law and political science arc at a loss to discover 
any reason why government should not control prices and not punish 
those defying the price ceilings decreed, in the same way as it punishes 
murderers and thieves. As they see it, the institution of private 
property is merely a revocable favor graciously granted by the al- 
mighty sovereign to the wretched individuals. There cannot be any 
wrong in repealing totally or partially the laws that granted this favor; 
no reasonable objection can be raised against cxpropriation and con- 
fiscation. The legislator is free to substitute any social system for that 
of the private ownership of the means of production, just as he is 
free to substitute another national anthem for that adopted in the 
past. The formula car tcl est notre bun plaisir is the only maxim of 
the sovereign lawgiver's conduct. 

As against all this formalism and legal dogmatism, there is need to 
emphasize again that the only purpose of the laws and the social ap- 
paratus of coercion and compulsion is to safeguard the smooth func- 
tioning of social cooperation. It js obvious that the government has the 
power to decree maximum prices and to imprison or to execute those 
selling or buying at a higher price. But the question is whcther such a 
policy can or cannot attain the ends which the government wants 
to attain by resorting to it. This is a purely praxeological and economic 
problem. Seither the philosophy of law nor political science can con- 
tribute anything to its solution. 

The problem of interventionism is not a problcm of the correct 
delimitation of the "natural," "just," and "adequate" tasks of state 
and government. The issue is: How does a system of interventionism 
work? Can it realize those ends which people, in resorting to it, want 
to attain? 

The confusion and lack of judgment displayed in dealing with the 
problems of interventionism are amazing indeed. There are, for in- 
stance, peopie who argue thus: i t  is obvious that traffic reguiations on 
the public roads are necessary. Nobody objects to the government's 
interference with the car driver's conduct. The advocates of laissez 
fairc contradict themselves in fighting government interference with 
market priccs and yet not advocating the abolition of government 
traffic regulation. 

The fallacy of this argument is manifest. The regulation of traffic 
on a road is one of the tasks incumbent upon the agency that operates 
the road. If this agency is the government or the municipality, it is 
bound to attend to this task. It is the task of a railroad's management 
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to fix the timetable of the trains and it is the task of a hotel's nianage- 
ment to decide whether or not there should be music in the dining 
room. If the government operates a railroad or a hotel, it is the govern- 
ment's task to regulate these things. It is not an instance of government 
interference with the operation of the market economy that the post- 
master general chooses the pattern and the color of the postage stamps. 
With a state opera the government decides which operas should be 
produced and which not; it is a non sequitur to deduce from this fact 
that it is also a task of the government to decide these things for a 
nongovernmental opera. 

4. Righteousness as the Ultimate Standard of the Irzdividual's 
Actions 

According to a widespread opinion it is possible, even in the absence 
of government interference with business, co divert the operation of 
the market economy from those lines aloncr which it would develop 
if left to exclusive control by the ~ r o f i t  motive. Advocates of a social 
reform to be accomplished by compliance with the principles of 
Christianity or with the demands of "true" morality maintain that 
conscience should also guide well-intentioned people in their dealings 
oh the market. If a11 peopIe were prepared not only to concern them- 
selves selfishly about profit, but no less about thcir religious and moral 
obligations, no government compulsion and coercion would be re- 
quired in order to put things right. What is needed is not a reform 
of government and the laws of the country, but the moral purification 
of man, a return to the Lord's commandments and to the precepts of 
the moral code, a turning away from the vices of greed and selfishness. 
Then it wilI be easy to reconcile private ownership of the means of 
production with justice, righteousness, and fairness. The disastrous 
effects of capitalism will be eliminated without prejudice to the indi- 
vidnal's freedom and initiative. People will dethrone the Moloch 
capitalism without enthroning the Moloch state. 

The arbitrary value judgments which arc at the bottom of these 
opinions need not concern us here. What these critics blame capitalism 
for is irrelevant; their errors and fallacies are beside the point. What 
does matter is the idea of erecting a social system on the twofold 
basis of private property and of moral principles restricting the utiliza- 
tion of private property. The system recommended. say its advocates, 
wilI be neither socialism nor capitalism nor intervdntionisrn. Not 
socialism, because it will preserve private ownership of the means of 
production; not capitalism, because conscience will be supreme and 
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not the urge for profit; not interventionism, because there will be 
no need for government interference with the market. 

In the market economy the individual is free to act within the 
orbit of private property and the market. His choices are final. For 
his fellow men his actions are data which they must take into account 
in their own acting. The coordination of the autonomous actions of 
all individuals is accomplished by the operation of the market. Society 
does not tell a man what to do and what not to do. There is no need 
to enforce cooperation by special orders or prohibitions. Noncoop- 
eration penalizes itself. Adjustment to the requirements of society's 
productive effort and the pursuit of the individual's own concerns are 
not in conflict. Consequently no agency is required to settle such 
conflicts. The system can work and accomplish its tasks without thc 
interference of an authority issuing special orders and prohibitions 
and punishing those who do not comply. 

Beyond the sphere of private property and the market lies the 
sphere of compulsion and coercion; here are the dams which orgmized 
society has built for the protection of private property and the market 
against violence, malice, and fraud. This is the realm of constraint as 
distinguished from the realm of freedom. Here are rulcs discriminating 
between what is legal and what is illegal, what is permitted and what is 
prohibitcd. And here is a grim machine of arms, prisons, and gallows 
and the men operating it, ready to crush those who dare to disobey. 

Now, the reformers with whose plans we are concerned suggest 
that along with the norms designed for the protcction and preserva- 
tion of private property further ethical rules should be ordained. They 
want to realize in production and consumption things other than those 
realized under the social order in which the individuals are not 
checked by any obligation other than that of not infringing upon the 
persons of their fellow men and upon the right of private property. 
They want to ban those motives that direct the individual's action in 
the market economy (they call them selfishness, acquisitiveness, 
profit-seekingj and to repiace them with other impuises (they caii 
them conscientiousness, righteousness, altruism, fear of God, charity). 
They are convinced that such a moral reform would in itself be suffi- 
cient to safeguard a mode of operation of the economic system, more 
satisfactory from their point of view than that of unhampered capital- 
ism, without any of those special governmental measures which inter- 
ventionism and socialism require. 

The supporters of these doctrines fail to recognize the role which 
those springs of action they condemn as vicious play in the operation 
of the market economy. The only reason why the market economy 
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can operate without government orders telling everybody precisely 
what he should do and how he should do it is that it does not ask any- 
body to deviate from those lines of conduct which best serve his own 
interests. What integrates the individual's actions into the whole of 
the socia1 system of production is the pursuit of his own purposes. 
In indulging in his "acquisitiveness" each actor contributes his share 
to the best possible arrangement of production activities. Thus, within 
the sphere of private property and the laws protecting it against en- 
croachments on the part of violent or fraudulent action, there is no 
antagonism between the interests of the individual and those of 
society. 

The market economy becomes a chaotic muddle if this predom- 
inance of private property which the reformers disparage as selfish- 
ness is eliminated. In urging peoplc to listen to the voice of their con- 
science and to substitute considerations of public welfare for those 
of private profit, one does not create a working and satisfactory social 
order. It is not enough to tell a man not to buy on the cheapest market 
and not to sell on the dearest market. It  is not enough to tell hiin not 
to strive after profit and not to avoid losses. One must estabIish un- 
ambiguous rules for the guidance of conduct in each concrete situa- 
tion. 

Says the reformer: The entrepreneur is rugged and selfish when, 
taking advantage of his own superiority, he underbids the prices asked 
by a less efficient competitor and this forces the man to go out of 
business. But how should the "altruistic" entrepreneur proceed? 
Should he under no circumstances sell at a price lower than any com- 
petitor? Or are there certain conditions which justify underbidding 
the competitor's prices? 

Says the reformer on the other hand: The entrepreneur is rugged 
and selfish when, taking advantage of the structure of the market, he 
asks a price so high that poor peoplc are excluded from purchasing the 
merchandise. But what should the "good" entrepreneur do? Should 
he give away the merchandise free of charge? If he charges any price, 
however low, there will always be peoplc who cannot buy at all or 
not so much as they would buy if the price were still lower. What 
group of those eager to buy is the entrepreneur free to exclude from 
getting the merchandise? 

There is no need to deal at this point of our investigation with the 
consequences resulting from any deviation from the height of prices 
as determined on an unhampered market. If the seller avoids undcr- 
bidding his less efficient competitor, a part at least of his supply re- 
mains unsold. If the seller offers the merchandise at a price lower than 
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that determined on an unhampered market, the supply available is 
insufficient to enable all those ready to expend this lower price to get 
what they are asking for. W e  will analyze later these as well as other 
consequences of any deviation from the market prices.What we must 
recognize even at this point is that one cannot content oneself simply 
by telling the entrepreneur that he should not let himself be guided 
by the state of the market. It is imperative to tell him how far he must 
go in asking and paying prices. If it is no longer profit-seeking that 
directs the entrepreneurs' actions and determines what they produce 
and in what quantities, if the entrepreneurs are no longer bound by 
the instrumentality of the profit motive to serve the consumers to 
the best of their abilities, it is necessary to give them definite instruc- 
tions. One cannot avoid guiding their conduct by specified orders and 
prohibitions, precisely such decrees as are the mark of government 
interference with business. Any attempt to render such interference 
supertluous by attributing primacy to the voice of conscience, to 
charity and brotherly love, is vain. 

The advocates of a Christian social reform pretend that their ideal 
of greed and profit-seeking tamed and restrained by conscientiousness 
and compliance with the moral law worked rather well in the past. 
All the evils of our day are caused by defection from the precepts 
of the church. If people had not defied the commandments and had 
not coveted unjust profit, mankind would stiIl enjoy the bliss ex- 
perienced in the Middle Ages when at least the elite lived up to the 
principles of the Gospels. What is needed is to bring back those good 
old days and then to see that no new apostasy deprives men of their 
beneficent effects. 

There is no need to enter into an analysis of the social and economic 
conditions of the thirteenth century which these reformers praise 
as the greatest of all periods of history. W e  are concerned merely with 
the notion of jus t  prices and wage rates which was essential in the 
social teachings of the doctors of the church and which the reformers 
want to ralse to the position of the ultimate standard of economic 
conduct. 

It  is obvious that with theorists this notion of just prices and wage 
rates always refers and always referred to a definite social order which 
they considered the best possible order. They recommend the adop- 
tion of their ideal scheme and its preservation forever. No further 
changes are to be tolerated. Any alteration of the best possible state 
of social affairs can only mean deterioration. The world view of these 
philosophers does not take into account man's ceaseless striving for 

2. See below, pp. 752-761. 
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improvement of the material conditions of well-being. Historical 
change and a rise in the general standard of living are notions foreign 
to them. They calI "just" that mode of conduct that is compatible 
with the undisturbed preservation of their utopia, and everything 
else unjust. 

However, the notion of just prices and wage rates as present to the 
mind of people other than philosophers is very different. When the 
nonphilosopher calls a price just, what he means is that the preserva- 
tion of this price improves or at least does not impair his own revenues 
and station in society. He calls unjust any price that jeopardizes his 
own wealth and station. I t  is "just" that the prices of those goods and 
services which he sells rise more and more and that the prices of those 
goods and services he buys drop more and more. T o  the farmer no 
price of wheat, howevcr high, appears unjust. T o  the wage earner no 
wage rates, however high, appear unfair. But the farmer is quick to 
denounce every drop in the price of wheat as a violation of divine 
and human laws, and the wage earners rise in rebellion when their 
wages drop. Yet the market society has no means of adjusting produc- 
tion to changing conditions other than the operation of the market. 
By means of price changes it forces people to restrict the production 
of articles less urgently asked for and to expand the production of 
those articles for which consumers' demand is more urgent. The 
absurdity of a11 endeavors to stabilize prices consists precisely in the 
fact that stabilization would prevent any further improvement and re- 
sult in rigidity and stagnation. The flexibility of commodity prices and 
wage rates is the vehicle of adjustment, improveme~t, and progress. 
Those who condemn changes in prices and wage rates as unjust, and 
who ask for the preservation of what they call just, are in fact com- 
bating endeavors to make economic conditions more satisfactory. 

I t  is not unjust that there has long prevailed a tendency toward such 
a determination of the prices of agricultural products that the greater 
part of the population abandoned farming and moved toward the 
processing industries. But for this tendency, 90 per cent or more of 
the population would still be occupied in airiculture and the process- 
ing industries would have been stunted in their growth. All strata of 
the population, including the farmers, would be worse off. If Thomas 
Aquinas' doctrine of the just price had been put into practice, the 
thirteenth century's economic conditions would still prevail. Popula- 
tion figures would be much smaller than they are today and the 
standard of living much lower. 

Both varicties of the just-price doctrine, the philosophical and the 
popular, agree in their condemnation of the prices and wage rates as 
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determined on the unhampered market. But this negativism does not 
in itself provide any answer to the question of what height the just 
prices and wage rates should attain. If righteousness is to be elevated to 
the position of the ultimate standard of economic action, one must 
unambiguously tell every actor what he should do, what prices he 
should ask, and what prices he should pay in each concrete case, and 
one must force-by recourse to an apparatus of violcnt compulsion 
and coercion-all those venturing disobedience to comply with these 
orders. One must establish a supreme authority issuing norms and 
regulating conduct in every respect, altcring these norms if need be, 
interpreting them authentically, and enforcing them. Thus the substi- 
tution of social justice and righteousness for selfish profit-seeking re- 
quires for its realization preciscly those policies of government inter- 
ference with business which the advocates of the moral purification 
of mankind want to ~nake superfluous. No  deviation from the un- 
hampered market economy is thinkable without authoritarian rcgi- 
mentation. U7hether the authority in which these powcrs are vested is 
called lay government or theocratical priesthood makes no diffcrcnce. 

The reformers, in exhorting people to turn away from selfishness, 
address themselves to capitalists and entrepreneurs, and sometimes, al- 
though only timidly, to wage earners as well. Ilowcvcr, the market 
economy is a system of consumers' supremacy. The sermonizers 
should appeal to consumers, not to producers. They should persuade 
the consumers to renounce preferring better and cheaper merchandise 
to poorer and dearer merchandise lest they hurt the less efficient pro- 
ducer. They should persuade them to restrict their own purchases 
in order to provide poorcr people with the opportunity to buy more. 
If one wants the consumers to act in this way, one must tell them 
plainly what to buy, in what quantity, from whom, and at what prices; 
and one must provide for cnforcing such orders by coercion and coin- 
pulsion. But thcn one has adopted exactly that system of authoritarian 
control which moral reform wants to make unnecessary. 

U7hatever freedom individuals can enjoy within the framework 
of social cooperation is conditional upon the concord of private gain 
and public weal. Within the orbit in which the individual, in pursu- 
ing his own well-being, advances also-or at least does not impair-the 
well-being of his fellow men, people going their own ways jeopardize 
neither the preservation of society nor the concerns of other peoplc. 
A realm of freedom and individuaI initiative emerges, a realm in which 
man is allowed to choose and to act of his own accord. This sphere of 
economic freedom is the basis of all the other freedoms cornpatibIe 
with cooperation under the division of labor. It is the market economy 
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or capitalism with its political corollary (the Marxians would have to 
say: with its "superstructure"), representative government. 

Those who contend that there is a conflict between the acquisitive- 
ness of various individuals or between the acquisitiveness of individ- 
uaIs on the one hand and the commonweal on the other, cannot avoid 
advocating the suppression of the individuals' right to choose and to 
act. They must substitute the supremacy of a central board of pro- 
duction management for the discretion of the citizens. In their scheme 
of the good society there is no room left for private initiative. The 
authority issues orders and everybody is forced to obey. 

5 .  T h e  Meaning of Laissez Faire 

In eighteenth-century France the saying laissez faire, laissez 
passer was the formula into which some of the champions of the 
cause of liberty compressed their program. Their aim was the estab- 
lishment of the unhampered market society. In order to attain this end 
they advocated the abolition of all Iaws preventing more industrious 
and more efficient people from outdoing less industrious and less 
efficient competitors and restricting the mobility of commodities and 
of men. It was this that the famous maxim was designed to express. 

In our age of passionate longing for government onlnipotence the 
formula laissez faire is in disrepute. Public opinion now considers it 
a manifestation both of moral depravity and of the utmost ignorance. 

As the interventionist sees things, the alternative is "automatic 
forces7' or "conscious planning." It is obvious, he implies, that to 
rely upon automatic processes is sheer stupidity. No reasonable man 
can seriously rccornmend doing nothing and letting things go as they 
do without interference on the part of purposive action. A plan, by 
the very fact that it is a display of conscious action, is incomparably 
superior to the absence of any planning. Laissez faire is said to mean: 
Let the evils last, do not try to improve the lot of mankind by reason- 
able action. 

This is utterly falIacious talk. The argument advanced for planning 
is entirely derived from an impermissible interpretation of a Ineta- 
phor. It has no foundation other than the connotations implied in 
the term "automatic" which it is customary to apply in a metaphorical 
sense for the description of the market proces~.~ Automatic, says the 
Concise Oxford Dictionar~,~ means "unconsciom, unintelligent, 

3. Cf. A. H. Hansen, "Social Planning for Tomorrou7," in The  United States 
after the W a r  (Cornell University Lectures, Ithaca, 1945), pp. 32-33. 

4. See above, pp. 311-312. 
5. (3d ed. Oxford, 19341, p. 74. 
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merely mechanical." Automatic, says Webster's Collegiate Diction- 
ary,"eans "not subject to the control of the will, . . . performed 
without active thought and without conscious intention or direction." 
What a triumph for the champion of planning to play this trump card! 

The truth is that the alternative is not benveen a dead mechanism 
or a rigid automatism on one hand and conscious planning on the 
other hand. The alternative is not plan or no plan. The question is 
whose planning? Should each member of society plan for himself, 
or should a benevolent government alone plan for them all? The 
issue is not automatisnr versus conscious action; it is autonomous 
action of each individual versus the exclusive action of the govern- 
ment. It is freedom versus government omnipotence. 

Laissez faire does not mean: Let soulless mechanical forces operate. 
It means: Let each individual choose how hc wants to cooperate in 
the social division of labor; let the consumers determine what the 
entrepreneurs should produce. Planning means: Let the government 
alone choose and enforce its rulings by the apparatus of coercion and 
compulsion. 

Under laissez faire, says the planner, it is not those goods which 
people "really" need that are produced, but those goods from the 
sale of which the highest returns are expected. I t  is the objective of 
planning to direct production toward the satisfaction of the "true" 
needs. But who is to decide what the "true" needs are? 

Thus, for instance, Profcssor Harold Laski, the former chairman of 
the British Labor Party, would determine as the objective of the 
planned direction of investment "that the use of the investor's savings 
will be in housing rather than in cinemas." It is beside the point 
whether or not one agrees with the professor's view that better houses 
are more important than moving pictures. It is a fact that the con- 
sumers, in spending part of their money for admission to the movies, 
have made another choice. If the masses of Great Britain, the same 
people whose votes swept the Labor Party into power, were to stop 
patronizing the moving pictures and to spend more for comfortable 
homes and apartments, profit-seeking business would be forced to 
invest more in building ho~nes and apartment houses and less in the 
production of expensive pictures. It is Mr. Laski's desire to defy the 
wishes of the consumers and to substitute his own will for that of the 
consumers. He wants to do away with the democracy of the market 
and to establish the absolute rule of a production tsar. He may believe 

6. (5th ed. Springfield, 1946), p. 73. 
7. Cf. Laski's broadcast, "Revolution by Consent," reprinted in Talks, X, no. 

to (October, 19451~7. 
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that he is right from a "higher" point of view, and that as a superman 
he is called upon to impose his own valuations on the masses of infe- 
rior men. But then he should be frank enough to say so plainly. 

All this passionate praise of the supereminence of government action 
is but a poor disguise for the individual interventionist's self-deifica- 
tion. The great god State is a great god only because it is expected to 
do exclusively what the individual advocate of interventionism wants 
to see achieved. Only that plan is genuine which the individual planner 
fully approves. All other plans are simply counterfeit. In saying "plan" 
what the author of a book on the benefits of pIanning has in mind is, 
of course, his own plan alone. He does not take into account the possi- 
bility that the plan which the governrnent puts into practice may 
differ from his own plan. The various planners agree only with regard 
to their rejection of laissez faire, i.e., the individuals' discretion to 
choose and to act. They entirely disagree with regard to the choice 
of the unique plan to be adopted. T o  every exposure of the manifest 
and incontestable defects of interventionist policies the champions 
of interventionism react in the same way. These faults, they say, were 
the results of spurious interventionism; what we are advocating is 
good interventionism, not bad interventionism. And, of course, good 
interventionism is the professor's own brand. 

Laissez faire means: Let the common man choose and act; do not 
force him to yield to a dictator. 

6. Direct Government Interference with Consumption 

In investigating the economic problems of interventionism we do 
not have to deal with those actions of the %overnment whose aim it 
is to influence immediately the consun~er's choice of consumers' goods. 
Every act of government interference with business must indirectly af- 
fect consumption. As the government's interference alters the market 
data, it   nu st also alter the valuations and the conduct of the consumers. 
But if the aim of the government is merely to force the consumers 
directly to consume goods other than what they would have consumed 
in the absence of the government's decree, no special problems emerge 
to be scrutinized by economics. I t  is beyond doubt that a strong and 
ruthless policc appiratus has the power to enforce such decrees. 

In dealing with the choices of the consumers we do not ask what 
motives induced a man to buy a and not to buy b. We merely investi- 
gate what effects on the determination of market prices and thereby 
on production were brought about by the concrete conduct of the 
consumers. These effects do not depend on the considerations which 

George Reisman
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led individuals to buy a and not to buy b; they depend only on the 
real acts of buying and abstention from buying. It is immaterial for 
the determination of the prices of gas masks whether people buy 
them of their own accord or because the government forces every- 
body to have a gas mask. What alone counts is the size of the demand. 

Governments which are eager to keep up the outward appearance of 
freedom even when curtailing freedom disguise their direct interfer- 
ence with consumption under the cloak of interference with business. 
The aim of American prohibition was to prevent the individual resi- 
dents of the country from drinking alcoholic beverages. But the law 
hypocritically did not make drinking as such illegaI and did not penal- 
ize it. I t  merely prohibited the manufacture, the sale and the transpor- 
tation of intoxicating liquors, the business transactions which precede 
the act of drinking. The idea was that people indulge in the vice of 
drinking only because unscrupulous businessmen prevail upon them. 
It was, however, manifest that the objective of prohibition was to en- 
croach upon the individuals' freedom to spend their dollars and to 
enjoy their lives according to their own fashion. The restrictions im- 
posed upon business were only subservient to this ultimate end. 

The problems involved in direct government interference with 
consumption are not catallactic problems. They go far beyond the 
scope of catallactics and concern the fundamental issues of human 
life and social organization. If it is true that government derives its 
authority from God and is entrusted by Providence to act as the 
guardian of the ignorant and stupid populace, then it is certainly its 
task to regiment every aspect of the subject's conduct. The God-sent 
ruler knows better what is good for his wards than they do themselves. 
It is his duty to guard them against the harm they would inflict upon 
themselves if left alone. 

Self-styled "realistic" people fail to recognize the immense im- 
portance of the principles implied. They contend that they do not 
want to deal with the matter from what, they say, is a philosophic and 
academic p&it of view. Their approach is, they argue, exciusivciy 
guided by practical considerations. It is a fact, they say, that some 
people harm themselves and their innocent families by consuming 
narcotic drugs. Only doctrinaires could be so dogmatic as to object 
to the government's regulation of the drug traffic. Its beneficent effects 
cannot be contested. 

However, the case is not so simple as that. Opium and morphine are 
certainly dangerous, habit-forming drugs. But once the, principle is 
admitted that it is the duty of government to protect the individual 
against his own foolishness, no serious objections can be advanced 
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against further encroachments. A good case could be made out in 
favor of the prohibition of alcohol and nicotine. And why limit the 
government's benevolent providence to the protection of the individ- 
ual's body only? Is not the harm a man can inflict on his mind and 
soul even more disastrous than any bodily evils? Why not prevent 
him from reading bad books and seeing bad plays, from looking at 
bad paintings and statues and from hearing bad music? The mischief 
done by bad idcologies, surely, is much more pernicious, both for 
the individual and for the whole society, than that done by narcotic 
drugs. 

These fears are not merely imaginary specters terrifying secluded 
doctrinaires. It is a fact that no paternal government, whether ancient 
or modern, ever shrank from regimenting its subjects' minds, beliefs, 
and opinions. If one abolishes man's frcedorn to determine his own 
consumption, one takes all freedoms away. The naive advocates of 
government interference with consumption delude then~selves when 
they neglect what they disdainfully call the philosophical aspect of 
the problem. They unwittingly support the case of censorship, inquisi- 
tion, religious intolerance, and the persecution of dissenters. 

In dealing with the catallactics of interventionism we do not discuss 
these political consequenccs of direct government interfcrence with 
the citizens' consumption. W e  are exclusively concerned with those 
acts of interference which aim at forcing the entrepreneurs and 
capitalists to employ the factors of production in a way different from 
what they would have done if they merely obeyed the dictates of the 
market. In doing this, we do not raise the question of whether such 
interference is good or bad from any preconceived point of view. We 
merely ask whether or not it can attain those ends which those advo- 
cating and resorting to it are trying to attain. 



XXVIII. INTERFERENCE BY TAXATION 

1. T h e  Neutral Tax 

T o keep the social apparatus of coercion and compulsion running 
rcquires expenditure of labor and commodities. Under a liberal 

system of government these expenditures arc small compared with 
the sum of the individuals' incomes. The more the government expands 
the sphere of its activities, the more its budget increases. 

If the government itself owns and operates plants, farms, forests, 
and mines, it might consider covering a part or the whole of its 
financial needs from interest and profit earned. But government opera- 
tion of business enterprises as a rule is so irlefficient that it results in 
losses rather than in profits. Governments must resort to taxation, i.e., 
they must raise revcnucs by forcing the subjects to surrender a part 
of their wealth or income. 

A neutral mode of taxation is conceivable that would not divert the 
operation of the market from the lines in which it would develop in 
the absence of any taxation. However, the vast literature on problems 
of taxation as well as the policies of governments have hardly ever 
given thought to the problem of the neutral tax. They have been more 
eager to find the j u s t  tax. 

The neutral tax would affect the conditions of the citizens only to 
the extent required by the fact that a part of the labor and material 
goods available is absorbed by the government apparatus. In the 
imaginary construction of the evenly rotating economy the treasury 
condnimlly levies taxes and spends the whole amount raised, neither 
more nor less, for dcfraying the costs incurred by the activities of 
the government's officers. A part of each citizen's income is spent 
for public expenditure. If we assume that in such an evenly rotating 
economy there prevails perfect income equality in such a way that 
every household's income is proportional to the number of its mem- 
bers, both a head tax and a proportional income tax would be ncutral 
taxes. Under these assumptions there would be no difference between 
them. A part of each citizen's income would be absorbed by public 
expenditure, and no secondary effects of taxation would emerge. 

The changing economy is entirely different from this imaginary 
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construction of an evenly rotating economy with income equality. 
Continuous change and the inequality of wealth and income are csscn- 
tial and necessary features of the changing market economy, the only 
real and working system of the market economy. In the frame of such 
a system no tax can be neutral. The very idea of a neutral tax is as 
unrealizable as that of neutral money. But, of course, the reasons for 
this inescapable non-neutrality are different in the case of taxes from 
what they are in the case of money. 

A head tax that taxes every citizen equally and uniformly without 
any regard to the size of his income and wealth, falls more heavily 
upon those with more moderate means than upon those with more 
ample means. It restricts the production of the articles consumed by 
the masses morc sharply than thar of the articles mainly consunled by 
the wealthier citizens. On the other hand, it curtails saving and capital 
accumulation less than a more burdensome taxation of the weaIthier 
citizens does. It does not slow down the tendency toward a drop in 
the ~narginal productivity of capital goods as against the marginal pro- 
ductivity of labor to the same extent as does taxation discriminating 
against those with higher income and wealth, and consequently it 
does not to the same extent retard the tendency toward a rise in wage 
rates. 

The actual fiscal policies of all countries are today exclusively 
guided by the idea that taxes should be apportioned according to 
each citizen's "ability to pay." In the considerations which finaIly 
resulted in the general acceptance of the ability-to-pay principle there 
was some dim conception that taxing the well-to-do more heavily 
than those with moderate means renders a tax somewhat morc neutral. 
However this may be, it is certain that any reference to tax neutrality 
was very soon entirely discarded. The ability-to-pay principle has 
been raised to the dignity of a postulate of social justice. As people see 
it today, the fiscal and budgetary objectives of taxation are of second- 
ary importance only. The primary function of taxation is to reform 
socia1 conditions according to justice. Taxation is a method of govern- 
ment interference with business. A tax is the more satisfactory the 
less neutral it is and the more it serves as a device for diverting produc- 
tion and consumption from those lines into which the unhampered 
market would have directed them. 

2. T h e  Total Tax  

Thc idea of social justice implied in the ability-to-pay principle 
is that of perfect financial equality of all citizens. As l.ong as any in- 



7 3 2  Human Action 
equality of income or wealth remains it can as plausibly be argued 
that these larger incomes and fortunes, however small their absolute 
amount, indicate some excess of ability to be levied upon, as it can be 
argued that any existing inequalities of income and weaIth indicate 
differences in ability. The only logical stopping place of the ability- 
to-pay doctrine is at the conlplete equalization of incomcs and wealth 
by confiscation of all incomes and fortunes above the lowest amount 
in the hands of anyone? 

The notion of the total tax is the antithesis of the notion of the 
neutral tax. The total tax completely taxes away-confiscates-all 
incomes and estates. Then the government, out of the community 
chest thus filled, gives to everybody an allowance for defraying the 
costs of his sustenance. Or, what comes to the same thing, the govern- 
ment in taxing leaves free that amount which it considers everybody's 
fair share and completes the shares of those \$rho have less up to the 
amount of their fair share. 

The idea of the total tax cannot be thought out to its ultimate logical 
consequences. If the cntreprencurs and capitalists do not derive any 
personal benefit or damage from their utilization of the means of 
production, they become indifferent with rcgard to the choice be- 
tween various rnodes of conduct. Their social function fades away, 
and they become disinterested irresponsible administrators of public 
property. They are no longer bound to adjust production to the 
wishes of the consumers. If only the income is taxed away while the 
capital stock itself is left free, an incentive is offered to the owners 
to consume parts of their wealth and thus to hurt the interests of 
everyone. A total income tax would be a very inept means for the 
realization of socialism. If the total tax affects wealth no less than 
income, it is no longer a tax, i.e., a device for colIecting government 
revenue within a market economy. It becomes a measure for the transi- 
tion to socialism. As soon as it is consummated, socialism has been 
substituted for capitalism. 

Even when looked upon as a method for the realization of socialism, 
the total tax is disputable. Some socialists launched plans for a proso- 
cialist tax reform. They recommended either a roo per cent estate and 
gift tax or taxing away totally the rent of land or all unearned income 
-i.e., in the socialist terminology, all revenue not derived from labor 
performed. The examination of these projects is superfluous. It is 
enough to know that they are utterly incompatible with the preserva- 
tion of the market economy. 

I. Cf. Harley Lutz, Guideposts to a Free Economy (New York, 1945). p. 76. 
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3 .  Fiscal and Xonfiscal Objectives of Taxation 

The fiscal and nonfiscal objectives of taxation do not agree with 
one another. 

Consider, for instance, excise duties on liquor. If one considers them 
as a source of government revenue, the more they yield the better 
they appear. Of course, as the duty must enhance the price of the 
beverage, it restricts sales and consumption. It is necessary to find 
out by testing under what rate of duty the yield becomes highest. 
But if one looks at liquor taxes as a means of reducing the consumption 
of liquor as much as ~ossible, the rate is better the higher it is. Pushed 
beyond a certain limit, the tax makes consumption drop considerably, 
and also the revenue concomitantly. If the tax fully attains its non- 
fiscal objective of weaning people entirely from drinking alcoholic 
beverages, the revenue is zero. It no longer serves any fiscal purpose; 
its effects are merely prohibitive. The same is valid not o11ly with 
regard to all kinds of indirect taxation but no less for direct taxation. 
Discriminating taxes levied upon corporations and big business would, 
if raised above a certain limit, result in the total disappearance of 
corporations and big business. Capital levies, inheritance and estate 
taxes, and income taxes are similarly self-defeating if carried to ex- 
tremes. 

There is no solution for the irreconcilable conflict between the 
fiscal and the nonfiscal ends of taxation. The power to tax is, as Chief 
Justice Marshall pertinently observed, the power to destroy. This 
power can be used for the destruction of the market economy, and it 
is the firm resolution of many governments and parties to use it for 
this purpose. With the substitution of socialisnl for capitalism, the 
dualism of the coexistence of two distinct spheres of action disappears. 
The government swallows the whole orbit of the individuals' auton- 
omous actions and becomes totalitarian. It no longer depends for 
its financial support on the means exacted from the citizens. There is 
no longer any such thing as a separation of public funds and private 
funds. 

Taxation is a matter of the market economy. It is one of the charac- 
teristic features of the market economy that the government does not 
interfere with the market phenomena and that its technical apparatus 
is so small that its maintenance absorbs only a modest fraction of the 
total sum of the individual citizens' incomes. Then taxes are an ap- 
propriate vehicle for providing the funds needed by the government. 
They are appropriate because they are low and do not perceptibly dis- 
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arrange production and consumption. If taxes grow beyond a moder- 
ate limit, they cease to be taxes and turn into devices for the destruc- 
tion of the market economy. 

This metamorphosis of taxes into weapons of dcstruction is the 
mark of prescnt-day public finance. We do not deal with the quite 
arbitrary value judgments concerning the problems of whether heavy 
taxation is a curse or a benefit and whether the expenditures financed 
by the tax yield arc or are not wise and benefi~ial.~ What matters is 
that the heavier taxation becomes, the lcss compatible it is with the 
preservation of the market economy. There is no need to raise the 
question of whether or not it is true that "no country was ever yet 
ruined by large expenditures of money by the public and for the 
public." "t cannot be denied that the market economy can be ruined 
by large public expenditures and that it is the intention of many people 
to ruin it in this way. 

Businessmen complain about the opprcssivcness of heavy taxes. 
Statesmen are alarmed about the danger of "eating the seedcorn." 
Yet, the true crux of the taxation issue is to be seen in the paradox that 
the more taxes increase, the more they undermine the market economy 
and concomitantly the system of taxation itself. Thus the fact becomes 
manifest that ukimately the preservation of private property and 
confiscatory measures are incompatible. Every specific tax, as well 
as a nation's whole tax system, becomes self-defeating above a certain 
height of the rates. 

4. T h e  Three  Classes of Tax Interventionism 

T h e  various methods of taxation which can he used for the regula- 
tion of the economy-i.e., as instruments of an interventionist policy 
-can be classified in three groups: 

I. The  tax aims at totally suppressing or at restricting the produc- 
tion of definite commodities. It  thus indirectly interferes with con- 
sumprim too. It does not matter whether this e d  is aimed at by tile 
imposition of speciaI taxes or by exempting certain products from a 
general tax imposed upon all other products or upon those products 
which the consumcrs would have preferred in the absence of fiscal 
discrimination. Tax exemption is employed as an instrunlent of inter- 
ventionism in the case of customs duties. The  domestic product is 
not burdened by the tariff which affects only the merchandise im- 

z. This is the customary method of dealing with problems of public finance. 
Cf., e.g., Ely, Adams, Lorenz, arid Young, Outlines of Economics (3d ed. New 
York, I ~ o ) ,  p. 702. 

3. Ibid. 
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ported from abroad. Many countries resort to tax discrimination in 
regulating domestic production. They try, for instance, to encourage 
the production of wine, a product of small or medium-size grape 
growers, as against the production of beer, a product of big-size brew- 
eries, by submitting beer to a more burdensome excise tax than wine. 

2. The tax expropriates a part of income or weaIth. 
3. The tax expropriates income and wealth entirely. 
We do not have to deal with the third class, as it is merely a means 

for the realization of socialism and as such is outside the scope of 
interventionism. 

The first class is in its effects not different from the restrictive 
measures dealt with in the following chapter. 

The second class encompasses confiscatory measures dealt with in 
Chapter XXXII. 



XXIX. RESTRICTION OF PRODUCTION 

I.  The Nature of Restriction 

E shall deal in this chapter with those measures which are directly W and primarily intended to divert production (in the broadest 
meaning of the word, including commerce and transportation) from 
the ways it would take in the unhampered market economy. Each 
authoritarian interference with business diverts production, of course. 
from the lines it would take if it were only directed by the demand 
of the consumers as manifested on the market. The characteristic mark 
of restrictive interference with production is that the diversion of 
production is not merely an unavoidable and unintentional secondary 
effect, but precisely what the authority wants to bring about. Like any 
other act of intervention, such restrictive measures affect consumption 
also. But this again, in the case of the restrictive measures wc arc 
dealing with in this chapter, is not the primary end the authority 
aims at. The government wants to interfere with production. The 
fact that its measure influences the ways of consumption also is, from 
its point of view, either altogether contrary to its intentions or at 
least an unwelcome consequence with which it puts up because it 
is unavoidable and is considered as a minor evil when compared with 
the consequences of nonintervention. 

Restriction of production means >hat the government either for- 
bids or makes more difficult or more expensive the production, trans- 
portation, or distribution of definite articles, or the application of 
definite modes of production, transportation, or distribution. The 
authority thus eliminates some of the means available for the satisfac- 
tion of human wants. The effect of its interference is that people are 
prevented from using their knowledge and abilities, their labor, and 
their material means of production in the way in which they would 
earn the highest returns and satisfy their needs as much as possible. 
Such interference makes people poorer and less satisfied. 

This is the crux of the matter. All the subtlety and hair-splitting 
wasted in the effort to invalidate this fundamentai thesis are vain. On 
the unhampered market there prevails an irresistible tendency to 
employ every factor of production for the best possible satisfaction of 
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the most urgent needs of the consumers. If the government interferes 
with this process, it can only impair satisfaction; it can never improve 
it. 

The correctness of this thesis has been proved in an excellent and 
irrefutable manner with regard to the hjstorically most important 
class of government interference with production, the barriers to 
international trade. In this field the teachings of the classical econo- 
mists, especially thosc of Ricardo, are final and settle the issue forever. 
All that a tarifi can achieve is to divert production from those loca- 
tions in which the output per unit of input is higher to locations 
in which it is lower. It does not increase production; it curtails it. 

People expatiate on alleged government encouragement of pro- 
duction. Howcvcr, government does not have the power to encourage 
one branch of production except by curtailing other branches. It with- 
draws the factors of production from thosc branches in which the un- 
hampered market would employ them and directs them into other 
branches. It little matters what kind of administrative procedures the 
government resorts to for the realization of this effect. It  may subsi- 
dize openly or disguise the mbsidy in enacting tariffs and thus forcing 
its subjects to defray the costs. What alone counts is the fact that 
people are forced to forego some satisfactions which they value more 
highly1 and are compensated only by satisfactions which they value 
less. ;lt the bottom of the interventionist argument there is always 
the idea that the government or the state is an entity outside and above 
the social process of production, that it owns somkhing which is not 
derived from taxing its subjects, and that it can spend this mythical 
something for definite purposes. This is the Santa Claus fable raised 
by Lord Keynes to the dignity of an economic doctrine and enthusi- 
astically endorsed by all thosc who expect personal advantage from 
government spending. As against these popular fallacies there is need 
to emphasize the truism that a government can spend or invest only 
what it takes away from its citizens and that its additional spending 
and investment curtails the citizens' spending and investment to the 
full extent of its quantity. 

While government has no power to make people more prosperous 
by interference with business, it certainly does have the power to 
make them less satisfied by restriction of production. 

r .  The Prize of Restriction 

The fact that restricting production invariably involves a curtail- 
ment of the individual citizens' satisfaction does not mean that such 



738 Human Action 

restriction is necessarily to be regarded as a damage. A government 
does not wantonly resort to restrictive measures. It wants to attain 
certain ends and considers the restriction as the appropriate means for 
the realization of its plan. The appraisal of restrictive policies depends 
therefore on thc answer to two questions: Is the mcans chosen by the 
government fitted to attain the end sought? Is the realization of this 
end a compensation for the individual citizens' privation? In raising 
these questions we look upon restriction of production as we look 
upon taxes. Payment of taxes also directly curtails the taxpayer's 
satisfaction. But it is the price he pays for the services which govern- 
ment renders to society and to each of its mcmbers. As far as the 
government fulfills its social functions and the taxes do not exceed 
the amount required for securing the smooth operation of the govern- 
ment apparatus, they arc necessary costs and repay themselves. 

The adequacy of this mode of dealing with restrictive measures is 
especially manifest in all those cases in which restriction is resorted 
to as a substitute for taxation. The bulk of expenditure for national 
defcnse is defrayed by the treasury out of the public revenue. But 
occasionally another procedure is chosen. It happens sometimes that 
the nation's preparedness to  repel aggression depends on the existence 
of certain branches of industry which would be absent in the un- 
hampered market. These industries must be subsidized, and the subsi- 
dies granted are to be considered as any other armaments expenditure. 
Their character remains the same if the government grants them in- 
directly by the imposition of an import duty for the products con- 
cerned. The difference is only that then the consumers are directly 
burdened with the costs incuired, while in the case of a government 
subsidy they defray these costs indirectly in paying higher taxes. 

In enacting restrictive measures governments and parliaments have 
hardly ever been aware of the consequences of their meddling with 
business. Thus, they have blithely assumed that protective tariffs are 
capable of raising the nation's standard of living, and they have 
stohhardy ref~sed ts a d ~ i t  the correcmess of the ezoiiomic teach- 
ings concerning the effects of protectionism. The economists' con- 
demnation of protectionism is irrefutable and free of any party bias. 
For the economists do not say that protection is bad from any precon- 
ceived point of view. They show that protection cannot attain those 
ends which the governments as a rule want to attain by resorting to it. 
Thcy do not question the ultimate end of the government's action; 
they nlerely reject the means chosen as inappropriate to realize the 
ends aimed at. 

Most popular among all restrictive measures are those styled pro- 
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labor legislation. Here too the governments and public opinion badly 
misjudge the effects. They believe that restricting the hours of work 
and prohibiting child labor exclusively burdens the employers and 
is a "social gain" for the wage earners. However, this is true only 
to the extent that such laws reduce the supply of labor and thus raise 
the marginal productivity of labor as against the marginal produc- 
tivity of capital. But the drop in the supply of labor results also in a 
decrease in the total amount of goods produced and thereby in the 
average per capita consumption. The total cake shrinks, but the por- 
tion of the smaller cake which goes to the wage earners is propor- 
tionately higher than what they received from the bigger cake; con- 
comitantly the portion of the capitalists drops1 It depends on the 
concrete data of each case whether or not this outcome improves or 
impairs the real wage rates of the various groups of wage earners. 

The popular appraisal of prolabor legislation was based on the 
error that wage rates have no causal relation whatever to the value 
that the worker's labor adds to the material. Wage rates, says the "iron 
law," are determined by the minimum amount of indispensable neccs- 
sities of life; they can never rise above the subsistence level. The differ- 
ence between the value produced by the worker and the wages paid 
to him goes to the exploiting employer. If this surplus is curtailed by 
restricting the working hours, the wage earner is relieved of a part 
of his toil and trouble, his wages remain unchanged, and the employer 
is deprived of a part of his unfair profit. The restriction of total output 
curtails only the income of the exploiting bourgeois. 

It has been pointed out already that the role which prolabor legisla- 
tion pIayed in the evolution of Western capitalism was until a few 
years ago much less important than would be suggested by the vehe- 
mence with which the problems involved have been publicly dis- 
cussed. Labor legislation, for the most part, merely provided a legal 
recognition of changes in conditions already co~surnmated by the 
rapid evolution of b~siness.~ But in the coun&es which were slow in 
adopting capitalistic modes of production and are backward in de- 
veloping modern methods of processing and manufacturing, the 
problem of labor legislation is crucial. Deluded by the spurious doc- 
trines of interventionism, the politicians of these nations believe that 
they can improve the lot of the destitute masses by copying the labor 
legislation of the most advanced capitaIistic countries. They look upon 

I .  Entrepreneurial profits and losses are riot affected by prolabor legislation as 
they entirely depend on the more or less successful adjustment of production to 
the changing conditions of the market. With regard to these, labor legislation 
counts only as a factor producing change. 

2. Cf. above, pp. 610-612. 
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the problems involved as if they were merely to  be treated from what 
is erroneously called the "human angle" and fail t o  recognize the 
real issue. 

I t  is a sad fact indeed that in Asia many millions of tender children 
are destitute and starving, that wages arc extremely low when com- 
pared with American or  Western European standards, that hours of 
work are long, and that sanitary conditions in the workshops are 
deplorable. 13ut there is no means of eliminating these evils other than 
to work, t o  produce, and t o  save tnore and thus to accumulate more 
capital. This is indispensable for any lasting improvement. The  re- 
strictive measures advocated b y  self-styled philanthropists and hu- 
manitarians would be futile. They  would not only fail to  improve 
conditions, they would make things a good deal worse. If the parents 
are too poor t o  feed their children adequately, prohibition of child 
labor condemns the children to  starvation. If the marginal productivity 
of labor is so low that a worker can only earn in ten hours wages which 
are substandard when compared with American wages, one does not 
benefit the laborer b y  decreeing the eight-hour day. 

T h e  problem under discussion is not the desirability of improving 
the wage earners' material well-being. T h c  advocates of what are 
miscalled prolabor laws intentionally confuse the issue in repeating 
again and again that more leisure, higher real wages, and freeing 
children and married women from the necessity of seeking jobs would 
make the families of the workers happier. They  resort to  falsehood and 
mean calumny in calling those who oppose such laws as detrimental 
to  the vital interests of the wage earners "labor-baiters" and "enemies 
of labor." The  disagreement does not refer to  the ends sought; it con- 
cerns solely the means to  be applied for their realization. T h e  question 
is not whether or  not improvement of the masses' welfare is desirable. 
I t  is cxclusivcly whether o r  not government decrees restricting the 
hours of work and the employment of women and children are the 
right means for raising the workers' standard of living. This is a purely 
cataiiactic probiem to  be soived by  economm. Emotionai taik is 
beside the point. I t  is a poor disguise for the fact that these self- 
righteous advocates of restriction are unable to  advance any tenable 
objections to the economists' well-founded argumentation. 

T h e  fact that the standard of living of the average American worker 
is incomparably more satisfactory than that of the average Chinese 
worker, that in the Cnited States hours of work are shorter and that 
the children are sent to school and not t o  the factories, is not an 
achievement of the government and of the laws of the country. I t  is 
the outcome of the fact that the capital invested per head of the em- 
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ployees is much greater than in China and that consequently the 
marginal productivity of labor is much higher. This is not the merit 
of "social policies"; it is the result of the laissez faire methods of the 
past which abstained from sabotaging the evolution of capitalism. It 
is this laissez faire that the Asiatics must adopt if they want to improve 
the lot of their peoples. 

The poverty of Asia and other backward countries is due to :he 
same causes which made conditions unsatisfactory in the early periods 
of Western capitalism. While population figures increased rapidly, 
restrictive policies delayed the adjustment of production methods to 
the needs of the growing number of mouths. It is to the irnperishablc 
credit of the laissez faire economists, whom the typical textbooks of 
our universities dismiss as pessimists and apologists of the unfair greed 
of exploiting bourgeois, that they paved the way for economic 
freedom which raised the average standard of living to an unprecc- 
dented height. 

Economics is not dogmatic, as the self-styled "unorthodox" advo- 
cates of government omnipotence and totalitarian dictatorship con- 
tend. Economics neither approves nor disapproves of government 
measures restricting production and output. It  merely considers it 
its duty to clarify the consequences of such measures. The choice 
of policies to be adopted devolves upon the people. But in choosing 
they must not disregard the teachings of economics if they want to 
attain the ends sought. 

There are certainly cases in which people may consider definite 
restrictive measures as justified. Regulations concerning fire preven- 
tion are restrictive and raise the cost of production. Rut the curtail- 
ment of total output they bring about is the price to be paid for avoid- 
ance of greater disaster. The decision about each restrictive measure 
is to be made on the ground of a meticulous weighing of the costs 
to be incurred and the prize to be obtained. No  reasonable man could 
possibly question this rule. 

3. Restriction as a Privilege 

Every disarrangement of the market data affects various individuals 
and groups of individuals in a different way. For some people it is a 
boon, for others a blow. Only after a while, when production is ad- 
justed to the emergence of the new datum, are these effects exhausted. 
Thus a restrictive measure, while placing the immense majority at a 
disadvantage, may temporarily improve some people's position. For 
those favored the measure is tantamount to the acquisition of a 
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privilege. They are asking for such measures because they want to be 
privileged. 

Here again the most striking example is provided by protectionism. 
The imposition of a duty on the importation of a commodity burdens 
the consumers. But to the domestic producers it is a boon. From their 
point of view decreeing new tariffs and raising already existing tariffs 
is an excellent thing. 

The same is valid with regard to many other restrictive measures. 
If the government restricts--either by direct restriction or by fiscal 
discrimination-big business and corporations, the competitive posi- 
tion of small-size enterprises is strengthened. If it restricts the opera- 
tion of big stores and chain stores, the small shopkeepers rejoice. 

It is important to realize that what those benefited by these measures 
consider an advantage for themselves lasts only for a limited time. In 
the long run the privilege accorded to a definite class of producers 
loses its power to create specific gains. The privileged branch attracts 
newcomers, and their con~petition tends to eliminate the specific gains 
derived from the privilege. Thus the eagerness of the law's pet children 
to acquire privileges is insatiable. They continue to ask for new 
privileges because the old ones lose their power. 

On the other hand, the repeal of a restrictive measure to the exist- 
ence of which the structure of production has already been adjusted 
means a new disarrangement of the market data, favors the short-run 
interests of some people and hurts the short-run interests of other 
people. Let us illustrate the issue by referring to a tariff item. Ruritania 
years ago, let us say in 1920, decreed a tariff on the importation of 
leather. This was a boon for the enterprises which at the moment 
happened to be engaged in the tanning industry. But then later the 
size of the industry expanded and the windfall gains which the tanners 
enjoyed in 1920 and in the following years petered out. What re- 
mains is merely the fact that a part of the world's leather production 
is shifted from locations in which the output per unit of input is higher, 
to locaticions in Ruritania in which production requires higher costs. 
The residents of Ruritania pay higher prices for leather than they 
would pay in the absence of the tariff. As a greater part of ~uritania's 
capital and labor is employed in the tanneries than would be the case 
under free trade for leather, some other domestic industries shrank or 
were at least prevented from growing. Less leather is imported from 
abroad and a smaller amount of Ruritanian products is exported as pay- 
ment for leather imported. The volun~e of Ruritania's foreign trade is 
curtailed. hTot a single soul in the whole world derives any advantage 
from the preservation of the old tariff. On the contrary, everyone is 
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hurt by the drop in the total output of mankind's industrial effort. 
If the policy adopted by Ruritania with regard to leather were to be 
adopted by all nations and with regard to every kind of merchandise 
in the most rigid way so as to abolish international trade altogether 
and to make every nation perfcctIy autarkic, all people wouId have to 
forego entirely the advantages which the international division of 
labor gives them. 

It is obvious that the repeal of the Ruritanian tariff on leather must 
in the long run benefit everybody, Ruritanians as well as foreigners. 
However, in the short run it would hurt the interests of the capitalists 
who have invested in Ruritanian tanneries. It would no less hurt the 
short-run interests of the Ruritanian workers specialized in tannery 
work. A part of them would have either to emigrate or to  change 
their occupation. These capitalists and workers passionately fight all 
attempts to lower the leather tariff or to abolish it altogether. 

This shows clearly why it is politically extremely difiicult to brush 
away measures restricting production once the structure of business 
has been adjusted to their existence. Although their effects are perni- 
cious to everybody, their disappearance is in the short run disadvan- 
tageous to special groups. These special groups intercsted in the 
preservation of the restrictive measures are, of course, only minorities. 
In Ruritania only the small fraction of the population engaged in the 
tanneries can suffer from the abolition of the tariff on leather. The 
immense majority are buyers of leather and leather goods and would 
be benefited by a drop in their prices. Outside the boundaries of 
Ruritania, only those people would be hurt who are engaged in 
those industries which will shrink because the leather industry will 
expand. 

The last objection advanced by the opponents of free trade runs 
this way: Granted that only those Ruritanians engaged in tanning 
hides are immediately interested in the preservation of the tariff on 
leather. But every Ruritanian belongs to one of the many branches 
of production. If each domestic product is protected by the tariff, 
the transition to free trade hurts the interests of each industry and 
thereby those of all speciaIized groups of capital and labor the sum 
of which is the whole nation. It follows that repealing the tariff would 
in the short run be prejudicial to all citizens. And it is short-run interests 
only that count. 

This argument invoIves a threefold error. First, it is not true that 
a11 branches of industry would be hurt by the transition to free trade. 
On the contrary. Those branches in which the comparative costs of 
production are lowest will expand under free trade. Their short-run 



interests would be favored by the abolition of the tariff. The tariff 
on those products they themselves turn out is of no advantage for 
them, as they could not only survive, but expand under free trade. 
The tariff on those products for which the comparative cost is higher 
in Ruritania than abroad hurts them by directing capital and labor, 
which otherwise would have fertilized them, into those other 
branches. 

Second, the short-run principle is entirely fallacious. In the short 
run every change in the market data hurts those who did not anticipate 
it in time. A consistent champion of the short-run principle must 
advocate perfect rigidity and immutability of a11 data and oppose any 
change, including any therapeutical and technological irnpr~vernent.~ 
If in acting people were always to prefer the avoidance of an evil in 
the nearer future to the avoidance of an evil in the remoter future, 
they would come down to the animal level. It is the very essence of 
human action as distinct from animal behavior that it consciously re- 
nounces some tcmporally nearer satisfaction in order to reap some 
greater but ternporalIy remoter satisfaction. Time preference is not 
absolute with man; it is only one of the items entering into the weigh- 
ing and balancing of pros and cons. Adan swallows hitter pills for thc 
sake of beneficent effects to be reaped at a later date. Therc cannot be 
any question of unconditionally preferring what is good in the short 
run to what is good in the long run; the intensity of the satisfaction 
expected from each of the alternatives must be taken into account 
too. 

Finally, if the problem of the abolition of Ruritania's comprehensive 
tariff system is under discussion, one must not forget the fact that 
the short-run interests of those engaged in tanning are hurt only by 
the abolition of one of the items of the tariff while thcy are favored 
by the abolition of thc other items concerning the products of the 
industries in which comparative cost is high. It is true that wage rates 
of the tannery workers will drop for some time as against those in 
other branches and that some time will elapse until the appropriate 
long-run proportion between wage rates in the various branches of 
Ruritanian production will be established. But concornitantly with 
the merely temporary drop in their earnings, these workers will ex- 
perience a drop in the prices of many articles they are buying. And 
this tendency toward an improvement in their conditions is not a 
phenomenon only of the period of transition. It is the consummation 
of the lasting blessings of free trade which, in shifting every branch 

3. This consistency was displayed by some hTazi philosophers. Cf. Sombart, 
A New Socia! Philosophy, pp. 242-245. 
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of industry to the location in which comparative cost is lowest, in- 
creases the productivity of labor and the total quantity of goods 
produced. It is the lasting long-run boon which free trade secures to 
every member of the market society. 

The opposition to the abolition of tariff protection would be reason- 
able from the personal point of view of those engaged in the leather 
industry if the tariff on leather were the onIy tariff. Then one could 
explain their attitude as dictated by status interests, the interests of a 
caste which would be temporarily hurt by the abolition of a privilege 
although its mere preservation no longer confers any benefit on 
them. But in this hypothetical case the opposition of the tanners would 
be hopeless. The majority of the nation would overrule it. What 
strengthens the ranks of the protectionists is the fact that the tariff on 
leather is no exception, that many branches of industry are in a sirnilar 
position and are fighting the abolition of tariff items concerning their 
own branch. This is, of course, not an alliance based on each group's 
special group interests. If everybody is protected to the same extent, 
everybody not only loses as consumer as much as he gains as producer. 
Everybody is harmed by the general drop in the productivity of labor 
which the shifting of industries from more favorable to less favorable 
locations brings about. Conversely the aboIition of all tariff items 
would benefit everybody in the long run, while the short-run harm 
which the abolition of some special tariff item brings to the special 
interests of the group concerned is already in the short run at least 
partly compensated by the consequences of the abolition of the tariff 
on the products the members of this group are buying and consuming. 

Many people look upon tariff protection as if it were a privilege 
accorded to their nation's wage earners, procuring them, for the full 
duration of its existence, a higher standard of living than they would 
enjoy under free trade. This argument is advanced not only in thc 
United States, but in every country in the world in which average 
real wage rates are higher than in some other country. 

Now, it is true that under perfect mobility of capital and labor 
there would prevail all over the world a tendency toward an equaliza- 
tion of the price paid for labor of the same kind and quality.* Yet, 
even if there were free trade for products, this tendency is absent in 
our real worId of migration barriers and institutions hindering foreign 
investment of capital. The marginal productivity of labor is higher 
in the United States than it is in China because capital invested per head 
of the working population is greater, and because Chinese workers are 
prevented from moving to America and competing on the American 

4. For a detailed analysis, cf. above, p. 623. 
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labor market. There is no need, in dealing with the explanation of this 
difference, to investigate whether natural resources are or are not 
more abundant in America than in China and whether or not the 
Chinese worker is racially inferior to the American worker. However 
this may be, these facts, namely, the institutional checks upon the mo- 
bility of capital and labor, suffice to account for the absence of the 
equalization tendency. As the abolition of the American tariff could 
not affect these two facts, it could not impair the standard of living 
of the A~nerican wage earner in an adverse sense. 

On the contrary. Given a state of affairs in which the mobility of 
capital and labor is restricted, the transition to free trade for products 
must necessarily raisc the American standard of life. Those industries 
in which American costs are higher (American productivity is lower) 
would shrink and those in which costs are lower (productivity is 
higher) would expand. 

It is certainly true that wage rates in Swiss watchmaking and in 
Chinese embroidering are low when compared with wage rates in 
the competing American industries. Under free trade the Swiss and 
the Chinese would expand their sales on the American market and the 
sales of their American competitors would shrink. But this is only 
a part of the conseqllences of free trade. Selling and producing more, 
the Swiss and Chinese would earn and buy more. It does not matter 
whether they themselves buy more of the products of other American 
industries or whether they increase their domestic purchases and those 
in other countries, for instance, in France. Whatever happens, the 
equivaIent of the additional dollars they earned must finally go to the 
United States and increase the sales of some American industries. If the 
Swiss and Chinese do not give away their products as a gift, they must 
spend these dollars in buying. 

The popular opinion to the contrary is due to the illusory idea that 
America could expand its purchases of imported products by reducing 
the total sum of its citizens' cash holdings. This is the notorious fallacy 
according to whirh pcnple buy withol~t r e g d  to the size of thcir 
cash holdings, and according to which the very existence of cash 
holdings is simply the outcome of the fact that something is left over 
because there is nothing more to buy. W e  have already shown whv 
this Mercantilist doctrine is entirely wrong.5 

What the tariff really brings about in the field of wage rates and 
the wage earners' standard of living is something quite different. 

In a world in which there is free trade for commodities, while the 
migration of workers and foreign investment are restricted, there pre- 

5. See above, pp. 445-449. 
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vails a tendency toward an establishment of a definite relation between 
the wages paid for the same kind and quality of labor in various 
countries. There cannot prevail a tendency toward an equalization 
of wage rates. But the final price to be paid for labor in various 
countries is in a certain numerical relation. This final price is character- 
ized by the fact that all those eager to earn wages get a job and all 
those eager to employ workers are able to hire as many hands as they 
want. There is "full employment." 

Let us assume that there are two countries only-Ruritania and 
Mauretania. In Ruritania the final wage rate is double what it is in 
Mauretania. Now the government of Ruritania resorts to one of those 
measures which are erroneously styled "prolabor." It burdens the 
employers with an additional expenditure the si7.e of which is pro- 
portional to the number of workers employed. For example, it reduces 
the hours of work without ~ermitting a corresponding drop in weekly 
wage rates. The result is a drop in the quantity of goods produced and 
a rise in the price of the unit: of every good. The individuaI worker 
enjoys more leisure, but his standard of living is curtailed. What else 
could a general decrease in the quantity of goods availablc bring 
about? 

This outcome is an internal event in Ruritania. It would emerge also 
in the absence of any foreign trade. The fact that Ruritania is not 
autarkic, but buys from and sells to Mauretania, does not alter its 
essential features. But it implicates Mauretania. As the Ruritanians 
produce and consume less, they will buy less from Mauretania. In 
Mauretania there will not be a general drop in production. But some 
industries which produced for export to Ruritania will henceforth 
have to produce for the domestic Mauretanian marltct. Mauretania 
will see the volume of its foreign trade drop; it will become, willy-nilly 
more autarkic. This is a blessing in the eyes of the protectionists. In 
truth, it means deterioration in the standard of living; production at 
higher costs is substituted for that at lower costs. What Mauretania 
experiences is the same thing that the residents of an autarkic country 
would experience if an act of God were to curtail the productivity of 
onc of the country's industries. As far as there is division of labor, 
everybody is affected by a drop in the amount other people contribute 
to supplying the market. 

However, these inexorable final international conscquences of 
Ruritania's new pro-labor law will not affect the various branches of 
Mauretania7s industry in the same way. A sequence of steps is needed 
in both countries until at last a perfect adjustment of production to 
the new state of data is brought about. These short-run effects are 
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different from the long-run effects. They are more spectacular than 
the long-run effects. While hardly anybody can fail to notice the 
short-run effects, the long-run effects are recognized only by econ- 
omists. While it is not difficult to  conceal the long-run effects from 
the public, something must be done about the easily recognizable 
short-run effects lest the enthusiasm for such allcgcdly pro-labor 
legislation fade away. 

T h e  first short-run effect to appear is the weakening of the competi- 
tive power of some Ruritanian branches of production as against those 
of Mauretania. As prices rise in Ruritania, it becomes possible for 
some Maurctanians to cxpand their sales in Ruritania. This is a tempo- 
rary effect only; in the end the total sales of all Mauretanian industries 
in Ruritania will drop. I t  is possible that in spite of this general drop 
in the total amount of Mauretanian exports to Ruritania, some of the 
Mauretanian industries will expand their sales in the long run. (This 
dcpcnds on the new configuration of comparative costs.) But there is 
no necessary interconnection between these short-run and long-run 
effects. The  adjustments of the period of transition create kaleidoscop- 
ically changing situations which may differ entirely from the final out- 
come. Yet the short-sighted public's attcntion is cornpletcly absorbed 
by these short-run effects. 'They hear the businessmen effcctcd corn- 
piah that the new Ruritanian law gives to Mauretanians the opportu- 
nity to undersell both in Ruritania and in Mauretania. They see that 
some Ruritanian businessmen are forced to restrict their production 
and to dischargc workers. And they begin to suspect that something 
may be wrong with the teachings of the self-styled "unorthodox 
friends of labor." 

But the picture is different if there is in Ruritania a tariff high 
enough to prevent Mauretanians from even temporarily expanding 
their sales on the Ruritanian market. Then the most spectacular short- 
run effects of the new measure are masked in such a way that the 
public does not become aware of them. The  long-run effects, of 
n r \ ~ x r c a  n n n n n c  ha n-7rx:, l -r l  R.,c C L , ~  ,,, I. ,,.., LC ,l.,.,c L., ,,,+l.,.. 
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sequence of short-run effects which is less offensive because ~Ess visible. 
The talk about alleged "social gains" produced by the shortening of 
the hours of work is not exploded by  the immehiate emergence of 
effects which everyone, and most of all the discharged workers, con- 
sider undesirable. 

T h e  main function of tariffs and other protectionist devices today is 
to disguise the real effects of interventionist policies designcd to raise 
the standard of living of the masses. Economic nationalism is the 
necessary complement of these popular policies which pretend to 
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improve the wage earners' material well-being while they are in fact 
impairing itnG 

4. Restriction as an Econon~ic System 

There are, as has been shown, cases in which a restrictive measure 
can attain the end sought by its application. If those resorting to such 
a measure think that the attainment of this goal is more important 
than the disadvantages brought about by the restriction-i.e., the 
curtailment in the quantity of material goods available for consump- 
tion-the recourse to restriction is justified from the point of view 
of their value judgments. They incur costs and pay a price in ordcr 
to get something that they value more than what they had to expend 
or to forego. Nobody, and certainly not the theorist, is in a position 
to argue with them about the propriety of their value judgments. 

The only adequate mode of dealing with measures restricting pro. 
duction is to look at them as sacrifices made for the attainment of a 
definite end. They are quasi-expenditures and quasi-consumption. 
They are an employment of things that could be produced and con- 
sumed in one way for the realization of certain other ends. These 
things are prevented from coming into existence, but this quasi- 
consumption is precisely what satisfies the authors of these measures 
better than the increase in goods available which the omission of the 
restriction would have produced. 

With certain restrictive measures this point of view is universally 
adopted. If a government decrees that a piece of land should be kept 
in its natural state as a national park and should be withheld from any 
other utilization, nobody would classify such a venture as anything 
else than an expenditure. The government deprives the citizens of 
the increment in various products which the cultivation of this land 
could bring about, in ordcr to provide them with another satisfac- 
tion. 

it ioiiows h a t  restricrion of production can never piay any roie 
other than that of an ancillary complement of a system of production. 
One cannot construct a system of economic action out of such re- 
strictive measures alone. No complex of such measures can be linked 
together into an integrated economic system. They cannot form a 
system of production. They belong in the sphere of consumption, not 
in the sphere of production. 

In scrutinizing the problems of interventionism w-e are intent upon 
examining the claims of the advocates of government interference with 

6. See also what has been said about the function of cartels on pp. 362-366. 
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business that their system offers an alternative to other economic 
systems. No such claim can reasonably be raised with regard to 
measures restricting production. The best they can attain is curtail- 
ment of output and satisfaction. Wealth is produced by expending 
a certain quantity of factors of production. Curtailing this quantity 
does not increase, but decreases, the amount of goods produced. Even 
if the ends aimed at by shortening the hours of work could be attained 
by such a decree, it would not be a measure of production. It is in- 
variably a way of cutting down output. 

Capitalism is a system of social production. Socialism, say the social- 
ists, is also a system of social production. But with regard to measures 
restricting production, even the interventionists cannQt raise a similar 
claim. They can only say that under capitalism too much is produced 
and that they want to prevent the production of this surplus in order 
to realize other ends. They themselves must confess that there are 
limits to the application of restriction. 

Economics does not contend that restriction is a bad system of pro- 
duction. It asserts that it is not a system of production, at all, but rather 
a system of quasi-consumption, Most of the ends the interventionists 
want to attain by restriction cannot be attained this way. But even 
where restrictive measures are fit to attain the ends sought, they are 
only restrictive.? 

The enormous popularity which restriction enjoys in our day is 
due to the fact that people do not recognize its consequences. In deal- 
ing with the problem of shortening the hours of work by government 
decree, the public is not aware of the fact that total output must drop 
and that it is very probable that the wage earners' standard of living 
will be potentially lowered too. It is a dogma of present-day "un- 
orthodoxy" that such a "prolabor" measure is a "social gain" for the 
workers and that the costs of these gains fall entirely upon the em- 
ployers. Whoever questions this dogma is branded as a "sycophantic" 
apologist of the unfair pretensions of rugged exploiters, and pitilessly 
persecuted. I t  is insinuated that he wants to reduce the wage earners 
to the poverty and the long working hours of the early stages of 
modern industrialism. 

As against all this slander it is important to emphasize again that 
what produces wealth and well-being is production and not restric- 
tion. That in the capitalist countries the average wage earner consumes 
more goods and can afford to enjoy more leisure than his ancestors, 
and that he can support his wife and children and need not send them 

7. As for the objections raised against this thesis from the point of view of the 
Ricardo effect, see beIow, pp. 767-770. 
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to work, is not an achievement of governments and labor unions. It 
is the outcome of the fact that profit-seeking business has accumulated 
and invested more capital and thus increased a thousandfold the 
productivity of labor. 



XXX. INTERFERENCE W I T H  T H E  STRTJCTURE 

OF PRICES 

I .  T h e  Govcrnrnent and the Autonomy of the Market 

~RFERENCE with the structure of the market means that the 
authority aims at fixing prices for commodities and services and I"'" 

interest rates at a height different from what the unhampered ~narket 
would have determined. It decrees, or empowers--either tacitly or 
expressly--definite groups of people to decree, prices and rates which 
are to  be considered either as maxima or as minima, and it provides for 
the enforcement of such decrees by coercion and compulsion. 

In resorting to such measurcs the government wants to favor either 
the buyer-as in the case of maximum prices-or the seller-as in 
the case of minimum prices. The maximum price is designed to niakc 
it possible for the buyer to procure what he wants at a price lower than 
that of the unhampered market. The minimum price is designed to 
make it possiblc for the seller to disposc of his merchandise or his 
services at a price higher than that of the unhampered market. It 
depends on the political balance of forces which groups the authority 
wants to favor. At times governments have resorted to maximum 
prices, at other times to minimum prices for various commodities. At 
times they have decreed maximum wage rates, at other times minimum 
wage rates. It is only with regard to intcrcst that they have nevcr had 
recourse to minimum rates; when they have interfered, they have al- 
ways decreed maximum interest rates. They have always looked 
askance upon saving, investing, and moneylending. 

11 *I-:- :-&-A ---- - -  --  :& 

LL u l a  ILILCLLCICIILC wlih cummodity pices, wage rates, and interest 
rates includes all prices, wage rates, and interest rates, it is tantamount 
to the fulI substitution of socialism (of the German pattern) for the 
market economy. Then the market, interpersonal exchange, private 
ownership of the means of production, entrepreneurship, and private 
initiative, virtually disappear altogether. No individual any longer has 
the opportunity to influence the process of production of his own 
accord; every individual is bound to obey the orders of the supreme 
board of production management. What in the complex of these 
orders are called prices, wage rates, and interest rates are no longer 
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prices, wage rates, and interest rates in the catallactic sense of these 
terms. They are merely quantitative determinations fixed by the 
director without reference to a market process. If the governments 
resorting to pricc control and the reformers advocating pricc control 
were always intent upon the establishment of socialism of the German 
pattern, there would be no need for economics to deal with  rice con- 
trol separately. All that has to be said with reference to such price 
control is already contained in the analysis of sociaIism. 

Many advocates of government interference with prices have been 
and are very much confused with regard to this issue. They have 
failed to recognize the fundamental difference between a market 
economy and a nonmarket society. The haziness of their ideas has 
been reflected in vague and ambiguous language and in a bewildered 
terminology. They have tried to amalgamate things entirely incorn- 
patible with one another. Their main concepts arc examples of the 
inconsistency which logicians call contradictio in adjecto. 

However, there were and are advocates of price control who have 
openly declared that they want to preserve the market economy. 
They are outspoken in their assertion that govcrnment fixing of prices, 
wage rates, and intercst rates can attain the ends the govcrnment wants 
to attain by their promulgation without abolishing altogether the 
market and private ownership of the means of production. They even 
declare that price control is the best or the only means of preserving 
the system of private enterprise and of preventing the coming of 
socialism. They become very indignant if somebody questions the 
correctness of their doctrine and shows that price control, if it is 
not to make things worse from the point of view of the governments 
and the intervcntionist doctrinaires, must finally result in socialism. 
They protest that they are neither socialists nor communists, and that 
they aim at economic freedom and not at totalitarianism. 

It is the tenets of these iilterventionists that we havc to examine. 
The problem is whcther it is possible for the police power to attain 
the ends it wants to attain by fixing prices, wage rates, and interest 
rates at a height different from what the unhampered matket would 
have determined. It is beyond doubt that a strong and resolute govern- 
ment has the power to decree such maximum or ~ninimum rates and to 
take revenge upon the disobedient. But the question is whcther or 
not the authority can attain those ends which it wants to attain by re- 
sorting to such decrees. 

History is a long record of price ceilings and anti-usury laws. 
Again and again emperors, kings, and revolutionary dictators have 
tried to meddle with the market phenomena. Severe punishment was 
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inflicted on refractory dealers and farmers. Many people fell victim 
to persecutions whidh met with the enthusiastic approd of the 
masscs. Nonetheless, all these endeavors failed. The explanation which 
thc writings of lawyers, theologians, and philosophers provided for 
the failure was in full agreement with the ideas held by the rulers and 
the nlasses. Man, they said, is intrinsically selfish and sinful, and thc 
authorities were unfdrtunately too lax in enforcing the law. What was 
needed was more firmness and peremptoriness on the part of those in 
power. 

Cognizance of the issue involved was first reached with regard to 
a special problem. Various governments long practiced currency de- 
basement. Thcy substituted baser and cheaper metals for a part of the 
gold or silver which the coins previously contained, or they reduced 
thc weight and the size of the coins. But they retained for the debased 
coins the customary names of the old ones and decreed that they 
should be given and received at the nominal par. Then iater the 
governments tried to enjoin on their subjects analogous constraint with 
regard to the exchange ratio between gold and silver and that between 
metallic money and credit money or fiat money. In searching for the 
causes which made all such dccrces abortive, the forerunners of 
economic thought had already discovered by the last centuries of the 
Middle Ages the regularity which was later called Gresham's Law. 
There was still a long way to go from this isolated insight to the point 
where the philosophers of the eighteenth century became aware of 
the interconnectedness of all market phenomena. 

In describing the results of their reasoning the classical economists 
and their successors sometimes resorted to idiomatic expressions which 
could easily be misinterpreted by those who wanted to misinterpret 
them. They occasionally spoke of the "impossibility" of price control. 
What they rcally meant was not that such decrees are impossible, but 
that they cannot attain those ends which the governments are trying 
to attain and that they make things worse, not better. They concluded 
that such decrees are contrary to purpose and inexpedient. 

It is necessary to see clearly that the problem of price control is 
not merely one of the problems to be dealt with by economics, not 
a problem with regard to which there can arise disagreement among 
various economists. The issue involved is rather: Is there any such 
thing as economics? Is there any regularity in the sequence and inter- 
connectedness of the market phenomena? He who answers these two 
questions in the ncgative denies the very possibility, rationality, and 
existence of economics as a branch of ltnowlcdge. He returns to the 
bclicfs held in the ages which preceded the evolution of economics. 
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He declares to be untrue the assertion that there is any economic law 
and that prices, wage rates, and interest rates are uniquely determined 
by the data of the market. He contends that the police have the power 
to determine these market phenomena ad libitum. An advocate of 
socialjsm need not necessarily negate economics; his postulates do not 
necessarily imply the indeterminateness of the market phenomena. 
But the interventionist, in advocating price control, cannot help nul- 
lifying the very existence of economics. Nothing is left of economics 
if one denies the law of the market. 

The German Historical School was consistent in its radical con- 
demnation of economics and in its endeavors to substitute wirtschaft- 
liche Staatswissenschaften (the economic aspects of political science) 
for economics. So were many adepts of British Fabianism and Am~ri-  
can Institutionalism. But those authors who do not totally reject 
economics and yet assert that price control can attain the ends sought 
lamentably contradict themselves. I t  is logically impossible to recon- 
cile the point of view of the econonlist and that of the interventionist. 
If prices are uniquely determined by the market data, they cannot 
be freely manipulated by government compulsion. The government's 
decree is just a new datum, and its effects are determined by the opera- 
tion of the market. It need not necessarily produce those results which 
the govcrnrnent wants to realize in resorting to it. I t  may happen that 
the final outcome of the interference is, from the point of view of 
the government's intention, even more undesirable than the previous 
state of affairs which the government wanted to alter. 

One does not invaIidate these propositions by putting the term 
economic law in quotation marks and by finding fault with the notion 
of the law. In speaking of the laws of nature we have in mind the 
fact that there prevails an inexorable interconnectedness of physical 
and biological phenomena and that acting man must submit to this 
regularity if he wants to succeed. In speaking of the laws of human 
action we refer to the fact that such an inexorable interconnectedness 
of phenomena is present also in the field of human action as such and 
that acting man must recognize this regularity too if he wants to suc- 
ceed. The reality of the laws of praxeology is revealed to man by the 
same signs that reveal the reality of natural law, namely, the fact that 
his power to attain his ends is restricted and conditioned. In the absence 
of laws man would either be omnipotent and would never feel any 
uneasiness which he could not remove instantly and totally, or he 
could not act at all. 

These laws of the universe must not be confused with the man-made 
laws of the country and with man-made moral precepts. The laws of 
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the universe about which physics, biology, and praxeology provide 
knowledge are independent of the human will, they are primary onto- 
logical facts rigidly restricting man's power to act. The moial prc- 
cepts and the laws of the country are means by which men seek to 
attain certain ends. Whether or not these ends can really be attained 
this way depends on the laws of the universe. The man-made laws arc 
suitable if they are fit to attain these ends and contrary to purpose 
if they are not. They are open to examination from the point of view 
of their suitableness or unsuitableness. With regard to the laws of the 
universe any doubt of their suitableness is supererogatory and vain. 
They are what they arc and take care of themselves. Their violation 
penalizes itself. But the man-made laws need to be enforced by special 
sanctions. 

Only the insane venture to disregard physical and biological laws. 
But it is quite common to disdain economic laws. Rulers do not like 
to admit that their power is restricted by any laws other than those 
of physics and biology. They never ascribe their failures and frustra- 
tions to the violation of economic law. 

Foremost in the repudiation of economic knowledge was the Ger- 
man Historical School. It was an unbearable idea to these professors 
that their lofty idols, the Hohenzollern Electors of Brandenburg and 
Kings of Prussia, should have lacked ornnipotcnce. T o  refute the 
teachings of the economists, they buried themselves in old documents 
and compiled numerous volumes dealing with the history of the ad- 
ministration of these glorious princes. This, they wrote, is a realistic 
approach to thc problems of statc and government. Here you find 
unadulterated facts and real life, not the bloodless abstractions and 
faulty generalizations of the British doctrinaires. In truth, all that these 
ponderous tomes report is a long record of policies and measures 
which failed precisely because of their neglect of economic law. x~ 
more instructive case history could ever be written than these Actn 
Rorussica. 

Eowever,  ec~mmics  c=mr accuiesce 1 i:: mch exemi;!ifica;ioi;. It 
must enter into a precise scrutiny of the mode in which the market 
reacts to government interference with the price structure. 

2 .  T h e  Market's Reaction to  Government Interference 

The characteristic feature of the market price is that it equalizes 
supply and demand. The size of the demand coincides with the size of 
supply not onIy in the imaginary construction of the evenly rotating 
economy. The notion of the plain state of rest as developed by the 
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elementary theory of prices is a faithful description of what comes 
to pass in the market at every instant. Any deviation of a market price 
from the height at which supply and demand are equal is-in the un- 
hampered market-self-liquidating. 

But if the government fixes prices at a height different from what 
the market would have fixed if left alone, this equilibrium of demand 
and supply is disturbed. Then there are-with maximum prices-po- 
tential buyers who cannot buy although they are ready to pay the 
price fixed by the authority, or even a higher price. Then there are- 
with minimum prices-potential sellers who cannot sell although they 
are ready to sell at the price fixed by the authority, or even at a lower 
price. The price can no longer segregate those potential buyers and 
sellers who can buy or sell from those who cannot. A different 
principle for rhe allocation of the goods and services concerned and 
for the selection of those who are to receive portions of the supply 
available necessarily comes into operation. It may be that only those 
are in a position to buy who come first, or only those to whom particu- 
lar circumstances (such as personal connections) assign a privileged 
position, or only those ruthless fellows who chase away their rivals 
by resorting to intimidation or violence. If the authority does not 
want chance or violence to determine the allocation of the supply 
available and conditions to become chaotic, it must itself regulate the 
amount which each individuaI is permitted to buy. It must resort to 
rationing." 

But rationing does not affect the core of the issue. The allocation 
of portions of the supply already produced and available to the various 
individuals eager to obtain a quantity of the goods concerned is only 
a secondary function of the market. Its primary function is the direc- 
tion of production. It directs the employment of the factors of pro- 
duction into those channels in which they satisfy the most urgent 
needs of the consumers. If the government's price ceiling refers only 
to one consumers' good or to a limited amount of consumers' goods 
while the prices of the complementary factors of production are left 
free, production of the consumers1 goods concerned will drop. The 
marginal producers will discontinue producing them lest they suffer 
losses. The not absolutely specific factors of production will be em- 
ployed to a greater extent for the production of other goods not 
subject to price ceilings. A greater part of the absolutely specific 
factors of production will remain unused than would have remained 

I. For the sake of simplicity we deal in the further disquisitions of this section 
only with maximum prices for commodities and in the next section only with 
minimum wage rates. However, our statements are, mutatis mutandis, equally 
valid for minimum prices for commodities and maximum wage rates. 
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in the absence of price ceilings. There emerges a tendency to shift 
production activities from the production of the goods affected by 
the maximum prices into the production of other goods. This out- 
come is, however, manifestly contrary to the intentions of the govern- 
ment. In resorting to price ceilings the authority wanted to make the 
commodities concerned more easily accessible to the consumers. It 
considered precisely those commodities so vital that it singled them 
out for a special measure in order to make it possible even for poor 
people to be amply supplied with them. But the result of the govern- 
ment's interference is that production of these commodities drops 
or stops altogether. It is a complete failure. 

It would be vain for the government to try to remove these un- 
desired consequences by decreeing maximum prices likewise for the 
factors of production needed for the production of the consumers' 
goods the prices of which it has fixed. Such a measure would be suc- 
cessful only if all factors of production required were absolutely 
specific. As this can never be the case, the government must add to 
its first measure, fixing the price of only one consumers' good below 
the potential market price, more and more price ceilings, not only for 
all other consumers' goods and for all material factors of production, 
but no less for labor. It must compel every entrepreneur, capitalist, 
and employee to continue producing at the prices, wage rates, and 
interest rates which the government has fixed, to produce those 
quantities which the government orders them to produce, and to sell 
the products to those people-producers or consumers-whom the 
government determines. If one branch of production were to be 
exempt from this regimentation, capital and labor would flow into it; 
production would be restricted precisely in those other-regimented 
-branches which the government considered so important that it 
interfered with the conduct of their affairs. 

Economics does not say that isolated government interference with 
the prices of only one commodity or a few commodities is unfair, 
bad, or  unfeasibie. i t  says that such interference produces resuits 
contrary to its purpose, that it makes conditions worse, not better, 
from the point of view of the government and those backing ks inter- 
f erence. Before the government interfered, the goods concerned were, 
in the eyes of the government, too dear. As a result of the maximum 
price their supply dwindles or disappears altogether. The government 
interfered because it considered these commodities especially vital, 
necessary, indispensable. But its action curtailed the supply available. 
It is therefore, from the point of view of the government, absurd and 
nonsensical. 
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If the government is unwilling to acquiesce in this undesired and 

undesirable outcome and goes further and further, if it fixes the prices 
of all goods and services of all orders and obliges a11 people to continue 
producing and working at these prices and wage rates, it eliminates 
the market altogether. Then the planned economy, socialism of the 
German Zwangs~vimchaft pattern, is substituted for the market 
economy. The consumers no longer direct production by their buying 
and abstention from buying; the government alone directs it. 

There are only two exceptions to the rule that maximum prices 
restrict supply and thus bring about a state of affairs which is contrary 
to the ai~ns sought by their imposition. One refers to absolute rent, 
the other to  monopoly prices. 

The maximum price results in a restriction of supply because the 
marginal producers suffer losses and must discontinue production. 
The nonspecific factors of production are employed for the produc- 
tion of other products not subject to price ceilings. The utilization of 
the absolutely specific factors of production shrinks. Under un- 
hampered market conditions they would have been utilized up to the 
limit determined by the absence of an opportunity to use the non- 
specific among the complementary factors for the satisfaction of more 
urgent wants. Now only a smaller part of the available supply of these 
absolutely specific factors can be utilized; concomitantly that part of 
the supply that remains unused increases. But if the supply of these ab- 
solutely specific factors is so scanty that under the prices of the un- 
hampered market their total supply was utilized, a margin is given 
within which the government's interference does not curtail the 
supply of the product. The maximum price does not restrict produc- 
tion as long as it has not entirely absorbed the absolute rent of the 
marginal supplier of the absolutely specific factor. But at any rate it 
results in a discrepancy between the demand for and the supply of 
the product. 

Thus the amount by which the urban rent of a piece of land exceeds 
the agricuiturai rent provides a margin in which rent control can 
operate without restricting the supply of rental space. If the maximum 
rents are graduated in such a way as never to take away from any 
proprietor so much that he prefers to use the land for agriculture 
rather than for the construction of buildings, they do not affect the 
supply of apartments and business premises. However, they increase 
the demand for such apartments and premises and thus create the 
very shortage that the governments pretend to fight by their rent 
ceilings. Whether or not the authorities resort to rationing the space 
availabIe is catallacticalIy of minor importance. At any rate, their 
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price ceilings do not abolish the catallactic phenomenon of the urban 
rent. They merely transfer the rcnt from the landlord's income into 
the tenant's income. 

In practice, of course, governments resorting to rent restriction 
never adjust their ceilings to these considerations. They either rigidly 
freeze gross rents as they prevailed on the eve of their interference or 
allow only a lirnited addition to these gross rents. As the proportion 
between the two items included in the gross rent, urban rent proper 
and price paid for thc utilization of the superstructure, varies accord- 
ing to the special circumstances of each dwelling, the effect of the 
rent ceilings is also very different. In some cases the expropriation of 
the owner to the benefit of the renter involves only a fraction of the 
difference between the urban rcnt and the agricultural rent; in other 
cases it far cxceeds this difference. But however this may be, the 
rent restriction creates a housing shortage. It increases demand without 
increasing supply. 

If maximum rents are decreed not only for already available rental 
spacc, but also for buildings still to be constructed, the construction 
of new buildings is no longer remunerative. It either stops altogether 
or slumps to a low level; the shortage is perpetuated. But even if rents 
in new buildings are left free, construction of new buildings drops. 
Prospective investors are deterred because they cake into account the 
danger that the government will at a later date declare a new emer- 
gcncy and expropriate a part of their revenues in the same way as it 
did with the old buildings. 

The second exception refers to monopoly prices. The difference 
between a monopoIy price and the competitive price of the com- 
modity in question provides a margin in which maximum prices could 
be enforced without defeating the ends sought by the government. If 
the competitive pricc is p and the lowest among the possible monopoly 
prices n z )  a ceiling price of c, c being lower than m, would make it 
disadvantageous for the seller to raisc the price above p. The maximum 
price would reescabiish the competitive pricc and increase demand, 
production, and the supply offered for sale. A dim cognizance of this 
concatenation is at the bottom of some suggcstions asking for govern- 
ment interference in order to preserve co~npetition and to make it 
operate as beneficially as possible. 

W e  may for the sake of argument pass over the fact that all such 
proposals are unrealistic with regard to all those instances of rnonopoly 
prices which are the outcome of government interference. If the 
government objccts to monopoly prices for ncw inventions, it should 
stop granting patents, It would be absurd to grant patents and then 
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to deprive them of any value by  forcing the patentee to sell at the 
competitive price. If the government does not approve of cartels, 
i t  should rather abstain from all measures (such as import duties) 
which provide business with the opportunity to  erect combines. 

Things arc ditferent in those instances in which monopoly prices 
come into existence without assistance from the governments. Here 
governmental maximum priccs could reestablish competitive condi- 
tions if it were possible to find out by academic computation at which 
height a nonexisting competitive marlict would have determined the 
price. Tha t  all endeavors to  construct normarket prices are vain has 
heen shown.' The  unsatisfactory results of all attempts to determine 
urhat the fair or correct price for the services of public utilities should 
be are well known to all experts. 

Reference to  these two exceptions explains why in some rare cases 
maximum prices, when applied with very great caution within a nar- 
I-ow margin, do not restrict thc supply of the oornmodity or  the service 
concerned. It does not affect the correctness of the general rule that 
maximum prices bring about a state of affairs which, from the point 
of view of the government decreeing them, is more undesirable than 
conditions as they would have been in the abscnce of price control. 

Observations on the Causes of the Decline of Ancient Civilization 

Knowledge of the effects of government interference with market prices 
makes us comprehend the economic causes of a momentous historical 
event, the decline of ancient civilization. 

I t  may be Ieft undecided whether or not it is correct to call the economic 
organization of the Roman Empire capitalism. At any rate it is certain 
that the Roman Empire in the second century, the age of the Antonines, 
the "good" emperors, had reachcd a high stage of the social division of 
labor and of interregional commerce. Several metropolitan centers, a 
considerable number of middle-sized towns, and many small towns were 
the seats of a refined civilization. The inhabitants of these urban agglomera- 
tions were supplied with food and raw materials not onIy from the 
neighboring rural districts, but also from distant provinces. A part of 
these provisions flowed into the cities as revenue of their wealthy residents 
who owned landed property. But a considerable part u7as bought in ex- 
change for the rural population's purchases of the products of the city- 
dwellers' processing activities. There was an extensive trade between the 
various regions of the vast empire. Not only in the processing industries, 
but also in agricuiture there was a tendency toward further specialization. 
The various parts of the empire were no longer econon~ically self-suffici- 
ent. They were mutually interdependent. 

What brought about the decline of the empire and the decay of its 

2 .  Cf. above, pp. 392-394. 
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civilization was the disintegration of this econonlic interconnectedness, 
not the barbarian invasions. The alien aggressors merely took advantage 
of an opportunity which the internal weakness of the empire offered to 
them. From a military point of view the tribes which invaded the empire 
in the fourth and fifth centuries were not more formidable than the 
armies which the legions had easily defeated in earlier times. But the 
empire had changed. Its economic and social structure was already 
medieval. 

The freedom that Rome granted to commerce and trade had always 
been restricted. With regard to the marketing of cereals and other vital 
necessities it was even more restricted than with regard to other commodi- 
ties. It was deemed unfair and immoral to ask for grain, oil, and wine, the 
staples of these ages, more than the customary prices, and the municipal 
authorities were quick to check what they considered profiteering. Thus 
the evolution of an eficient wholesale trade in these commodities was pre- 
vented. The policy of the annonn, which was tantamount to a nationaliza- 
tion or municipalization qf the grain trade, aimed at filling the gaps. But 
its effects were rather unsatisfactory. Grain was scarce in the urban ag- 
glomerations, and the agriculturists complained about the unremunerative- 
ness of grain g r o ~ i n g . ~  The interference of the authorities upset the ad- 
justment of supply to the rising demand. 

The  showdown came when in the political troubles of the third and 
fourth centuries the emperors resorted to currency debasement. With 
the system of maximum prices the practice of debasement completely 
paralyzed both the production and the marketing of the vital foodstuffs 
and disintegrated society's economic organization. The more eagerness the 
authorities displayed in enforcing the maximum prices, the more desperate 
became the conditions of the urban masses dependent on the purchase of 
food. Commerce in grain and other necessities vanished altogether. T o  
avoid starving, people deserted the cities, settled on the countryside, and 
tried to grow grain, oil, wine, and other necessities for thcmselvcs. On the 
other hand, the owners of the big estates restricted their excess production 
of cereals and began to produce in their farmhouses-the villae-the prod- 
ucts of handicraft which they needed. For their big-scale farming, which 
was already serio~lsly jeopardized hecause of the Inefficiency of slave 
labor, lost its rationality completely when the opportunity to sell at re- 
munerative prices disappeared. As the owner of the estate could no longer 
seIl in the cities, he could no longer patronize the urban artisans either. 
He was forced to look for a substitute to meet his needs by employing 
handicraftsmen on his own account in his villa. He discontinued big-scale 
farming and became a landlord receiving rents from tenants or share- 
croppers. These coloni were either freed slaves or urban proletarians who 
settled in the villages and turned to tilling the soil. A tendency toward the 
establishment of autarky of each landlord's estate emerged. The cconomic 

3. Cf. Rostovtzeff, The Social and Economic History of the Ronzan Empire 
(Oxford, 1926), p. 187. 
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function of the cities, of commerce, trade, and urban handicrafts, shrank. 
Italy and the provinces of the empire returned to a less advanced state of 
the social division of labor. The highly developed economic structure of 
ancient civilization retrograded to what is now known as the manorial 
organization of the Middle Ages. 

The emperors were alarmed with that outcome, which undermined the 
financial and military power of their government. But their counteraction 
was futile as it did not affect the root of the evil. The compulsion and 
coercion to which they resorted could not reverse the trend toward social 
disintegration which, on the contrary, was caused precisely by too much 
compulsion and coercion. No Roman was aware of the fact that the process 
was induccd by the government's interference with prices and by cur- 
rency debasement. It was vain for the emperors to promulgate laws 
against the city-dweller who "relicta chitate rus habitare maluerit." The 
system of the leiturgia, the public services to be rendered by the wealthy 
citizens, only accelerated the retrogression of the division of labor. The 
laws concerning the special obligations of the shipowners, the navicularii, 
were no more successful in checking the decline of navigation than thc 
laws concerning grain dealing in checking the shrinkage in the cities' 
supply of agricultural products. 

The marvelous civilization of antiquity perished because it did not adjust 
its moral code and its legal system to the requirements of the market 
economy. A social order is doomed if the actions which its normal func- 
tioning rcquires are rejected by the standards of morality, are dedared 
iI1egal by the laws of the country, and are prosecuted as criminal by the 
courts and the police. The Roman Etnpire crumbled to dust because it 
lacked the spirit of liberalism and free enterprise. The policy of interven- 
tionism and its political corollary, the Fiihrer principle, decomposed the 
mighty empire as they will by necessity always disintegrate and destroy 
any social entity. 

3. Minimum W a g e  Rates 

The  very essence of the interventionist politicians' wisdom is to  
raise the price of labor either by  government decree or b\; violent 
action on the part of labor unions. T o  raise wage rates above the 
height at which the unhampered market would determine them is 
considered a postulate of the eternal laws of morality as well as indis- 
pensable from the economic point of view. ~ h o e ; e r  dares to chal- 
lenge this ethicaI and economic dogma is scorned both as depraved 
and ignorant. Man\; of our contemporaries look upon people who 
are foolhardy cnouih "to cross a picket line" as primitive tribesmen 
looked upon those who violated the precepts of taboo conceptions. 
Millions are jubilant if such scabs receive their well-dcscrvccl punish- 

4. Corpus Juris Civilis, 1. un. C. X. 37. 



764 Human Action 
ment from the hands of the strikers while the police, the public 
attorneys, and the penal courts preserve a lofty neutrality. 

The  market wage rate tends toward a height at which all those eager 
to earn wages get jobs and all those eager t o  employ workers can hire 
as many as they want. I t  tends toward the cstablishnlent of what is 
nowadays called full employment. Whcrc there is neither govern- 
ment nor union interfercncc with the lal~or market, there is only 
voluntary or  catallactic unemployment. But as soon as external pres- 
sure and cornpulsion, be i t  on the part of the government or  on the 
part of the unions, tries to  fix wage rates at a higher point, institutional 
unemployment emerges. While there prcvails on the unhampered 
labor market a tcndcncy for catallactic unemployment to disappear, 
institutional unemployment cannot disappear as long as the govern- 
ment or  the unions arc successful in the enforcement of their fiat. 
If the minimum wage rate refers only to a part of the various occupa- 
tions while other sectors of the labor market arc left free, those 
losing thcir jobs on its account enter the free branches of business 
and increase the supply of labor in them. When  unionism was re- 
stricted to skilled labop mainly, the wage rise achieved by  the unions 
did not lead to institutional unemployment. I t  merely lowered the 
height of wage rates in those branches in which there were no efficient 
unions or no unions at all. 'The corollary of the rise in wages for or- 
ganized workers was a drop in wages for unorganized workers. But 
with the spread of govcrnment intcrfcrcnce with wages and with 
government support of unionism, conditions have changed. Institu- 
tional unenlployment has become a chronic or  permanent mass 
phenomcnon. 

Writing in 1930. T,ord Beveridge, now an enthusiastic advocate of 
government and union mccldling with the labor market, pointed out 
that the potential effect of "a high-wages policy" in causing unem- 
pIoyment is "not dcnied by  any competent authority." "n fact, t o  
denv this cffcct is tantamount to  a complete disavowal of any regular- 
ity ;n the sequence and interconnectcdncss of market phenomena. 
Those earlier economists who sympathized with the unions were fully 
aware of the fact that unionization can achieve its ends only when 
rcstricted to  a minority of worlters. They approved of unionism as 
a device bcneficial t o  the group interests of a privileged labor aris- 
tocracv, and did not concern thcrnselves about its consequences for 
the rest of the wage ~ a r n c r s . ~  N o  onc has ever succeeded in the effort 

5. Cf. W. 11. Revcridgc, Full Enzplogment in  a Free Society (London, 194~1,  
pp. 362-37'. 

6 .  Cf, Hutt, T h e  Theory of Collective Bargaining pp. IC-21. 
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to demonstrate that unionism could improve the conditions and raise 
the standard of living of all those eager to earn wages. 

It is important to remember also that Karl Marx did not contend 
that unions could raise the average standard of wages. As he saw it, 
"the general tendency of capitalistic production is not to raise, but 
to sink the average standard of wages." Such being the tendency of 
things, all that unionism can achieve with regard to wages is "making 
the best of the occasional chances for their temporary improve- 
ment." * The unions counted for Marx only as far as they attacked 
"the very system of wage slavery and present-day methods of produc- 
tion." * They should understand that "instead of the conservative 
motto, A fair day's wages for n fair day's work! they ought to inscribe 
on their banner the revolutionary watchword, ~ b d l i t i o n  of the wages 
system." Tons is ten t  Marxiam always opposed atrempts to impose 
minimum wage rates as detrimental to the interests of the whole labor 
class. From the beginning of the modern labor movement there was 
always an antagonism between the unions and the revolutionary so- 
cialists. The  older British and American unions were exclusively 
dedicated to the enforcement of higher wage rates. They looked 
askance upon socialism, "utopian" as well as "scientific." In ~ e r r n a n ~  
there was a rivalry between the adepts of the Marxian creed and the 
union leaders. Finally, in the last decades preceding the outbreak of 
the first World War, the uniom triumphed. They virtually converted 
the Social Democratic Party to the principles of interventionism and 
unionism. In France, Georges Sore1 aimed at imbuing the unions with 
that spirit of ruthless aggression and revolutionary bellicosity which 
hlarx wanted to impart to them. There is today in every nonsocialist 
country a manifest conflict between two irreconcilabIe factions within 
the unions. One group considers unionism a device for the improve- 
ment of the workers' conditions within the frame of capitalism. T h e  
other group wants to drive the unions into the ranks of militant com- 
munism and approves of them only as far as they are the pioneers of a 
violent overthrow of the capitalistic system. 

The  problems of labor unionism have been obfuscated and utterly 
confused by pseudo-humanitarian blather. The advocates of minimum 
wage rates, whether decreed and enforced by the government or by 
violent union action, contend that they are fighting for the improve- 
ment of the conditions of the working masses. They do not permit 
anyone to question their dogma that minimum wage rates are the 

7. Cf. Marx, Value, Price and Profit, ed. E. Marx hveling (Chicago, Charles 
H. Kerr & Company), p. 125. 

8. Cf. A. Lozovsky, Marx and the Trade Unions (New York, rg35), p. 17. 

9, Cf. Marx, op. cit., pp. 126127. 
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only appropriate means of raising wage rates permanently and for 
all those eager to earn wages. They pride themselves on being the only 
true friends of "labor," of the "common man," of "progress," and 
of the eternal principles of "social justice." 

However, the problem is precisely whether there is any means for 
raising the standard of living of all those eager to work other than 
raising the marginal productivity of labor by accelerating the increase 
of capital as compared with population. The  union doctrinaires are 
intent upon obscuring this primary issue. They never refer to the 
only point that matters, viz., the relation between the number of 
workers and the quantity of capital goods available. But certain 
policies of the unions involve a tacit acltnow-ledgmcnt of the cor- 
rectness of the catallactic theorems concerning the determination of 
wage rates. Unions are anxious to cut down the supply of labor by 
anti-immigration laws and by preventing outsiders and newcomers 
from competing in the unionized sectors of the labor market. They 
are opposed to the export of capital. These policies would be non- 
sensicaI if it were true that the per capita quota of capital available 
is of no importance for determination of wage rates. 

T h e  essence of the union doctrine is implied in the slogan exploita- 
tion. According to the union variety of the exploitation doctrine, 
which differs in some points from the Marxian creed, labor is the only 
source of wealth, and expenditure of labor the only real costs. By 
rights, all proceeds from the sale of products should belong to the 
workers. The  worker has a fair claim to the whole produce of labor. 
The wrong that the capitalistic mode of production does to the worker 
consists in the fact that it permits landowners, capitalists, and entre- 
preneurs to withhold a part of the workers' portion. The  share which 
goes to these parasites is unearned income. I t  is manifestly a predatory 
revenue, a theft. The  workers are right in their endeavors to raise 
wage rates step by step to such a height that finally nothing will be 
left for the support of a class of idle and socially useless exploiters. 
in aiming at this end, they continue the battie whlch earlier genera- 
tions fought for the emancipation of slaves and serfs and for the aboli- 
tion of the imposts, tributes, tithes, and unpaid statute labor with 
which the peasantry was burdened for the benefit of aristocratic 
landlords. The  labor movement is a struggle for freedom and equality, 
and for the vindication of the inalienable rights of man. Its ultimate 
victory is beyond doubt, for it is the inevitable trend of historical 
evolution to wipe out all class privileges and to establish firmly the 
realm of freedom and equality. The  attempts of reactionary employ- 
ers to halt progress are doomed. 
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Such are the tenets of present-day social doctrine. It is true that 

some people, although in perfect agreement with its philosophical 
ideas, support the practical conclusions derived by the radicals only 
wirh certain reservations and qualifications. Thesc moderates do not 
propose to abolish "management's" share alcogcther; they would be 
satisfied with cutting it down to a "fair" amount. As the opinions 
concerning the fairness of the revenues of the entreprcneurs and 
capitalists vary widely, the difference betwcen the point of view of 
the radicals and that of the moderates is of little moment. The moder- 
ates also endorse the principle that real wage rates should always rise 
and never drop. In both world wars few voices in the United Statcs 
disputed the claim of the unions that the wage earners' take-home 
pay, even in a national emergency, should go up faster than the cost 
of living. 

All these sentimental disquisitions leave out of consideration the 
problems that mattcr, viz., the economic aspects of the issue. They 
take no notice of institutional unemployment, the inescapable result 
of raising wage rates above the height determincd by the unhampercd 
market. 

As the union doctrine sees it, there is no harm in confiscating the 
specific revenue of the capitalists and entrepreneurs partially or alto- 
gether. In dealing with this issue they speak of profits in the sense in 
which the classical economists applied this term. They do not distin- 
guish between entrepreneurial profit, interest on the capital employed, 
and compensation for the technical services rendered by the entre- 
preneur. W e  will deal later with the consequences resulthg from the 
confiscation of interest and profits and with the syndicalist elements 
involved in the "ability to pay" principle and in profit-sharing 
schemes.1° W e  have examined the purchasing power argument as 
advanced in favor of a policy of raising wage rates above the potential 
market rates.ll What remains is to scrutinize thc purport of the alleged 
Ricardo effect. 

Ricardo is the author of the proposition that a rise in wages wiIl 
encourage capitalists to substitute machinery for labor and vice versa.'" 
Hence, concludc the union apologists, a of raising wage rates, 
irrespective of what thcy would have been on the unhampercd labor 
market, is always beneficial. It gencratcs technological improvement 
and raises thc productivity of labor. Higher wages always pay for 

I o. Cf. below, pp. 800-816. 
I I .  Cf. above, pp. 298-299. 
12.  Cf .  Ricardo, Principles of Political Economy and Taxation, chap. i, sec. V. 

The term "Ricardo effect" is used by Hayek, Profits, lnterest and Investment 
(London, 1939), p. 8. 
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themselves. In forcing the reluctant employers to raise wage rates, 
the unions become the pioneers of progress and prosperity. 

Many economists approve of the Ricardian proposition although 
few of them are consistent enough to endorse the inference the union 
apologists draw from it. The Ricardo effect is by and large a stock- 
in-trade of popular economics. Nonetheless, the theorem involved is 
one of the worst economic fallacies. 

The confusion starts with the misinterpretation of the statement 
that machinery is "substituted" for labor. What happens is that labor 
is rendered more efficient by the aid of machinery. The same input 
of labor leads to a greater quantity or a better quality of products. 
The employment of machinery itself does not directly result in a 
reduction df the number of hands employed in the production of 
the article A concerned. What brings about this secondary effect is 
the fact that-other things being equal-an increase in the available 
supply of A lowers the marginal utility of a unit of A as against that 
of the units of other articles and that therefore labor is withdrawn 
from the production of A and employed in the turning out of other 
articles. The technological improvement in  the production of A makes 
it possible to realize certain projects which could not be executed be- 
fore because the workers required were employed for the production 
of A for which consumers7 demand was more urgent. The reduction 
of the number of workers in the A industry is caused by the increased 
demand of these other branches to which the opportunity to expand 
is offered. Incidentally, this insight explodes all talk about "technologi- 
cal unemployment." 

Tools and machinery are primarily not labor-saving devices, but 
means to increase output per unit of input. They appear as labor- 
saving devices if looked upon exclusivcly from the point of view of 
the individual branch of business concerned. Seen from the point of 
view of the consumers and the whole of society, they appear as instru- 
ments that raise the productivity of human effort. They increase 
supp!j. aiid make it possible to comiiiiie more n~atclrial and to 
enjoy more leisure. Which goods will bc consumed in greater quantity 
and to what extent people will prefer to enjoy more leisure depends on 
people's value judgments. 

The employment of more and better tools is feasible only to the 
extent that the capital required is available. Saving-that is, a surplus 
of production over consumption-is the indispensable condition of 
every further step toward technological improvement. Mere techno- 
logicaI knowledge is of no use if the capita1 needed is lacking. Chinese 
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businessmen are familiar with American ways of production. What 
prevents them from adopting the American mcthods is not the low- 
ness of Chinese wages, but lack of capital. 

On the other hand, capitalist saving necessarily causes employment 
of additional tools and machinery. The  role that plain saving, i.e., the 
piling up of stocks of consumers' goods as a reserve for rainy days, 
plays in the market economy is negligible. Under capitalism saving is 
as a rule capitalist saving. The  excess of production over consumption 
is invested either directly in the saver's own business or farm or in- 
directly in othcr ~ e o ~ l c s '  enterprises through the instrumentality of 
savings deposits, common and preferred stock, bonds, debentures, and 
mortgages.'To the extent to which people keep their consumption 
below their net income, additional capital is created and at the same 
timc crnploved for thc expansion of the capital equipment of the 
apparatus of production. As has been pointed out, this outcome can- 
not be affected by any synchronous tendency toward an increase in 
cash holdings.14 On one hand, what is unconditionally needed for the 
employment of more and better tools is additional accumulation of 
capital. On the other hand, there is no employment available for 
additional capital other than that provided by the application of more 
and better tools. 

Ricardo's proposition and the union doctrinc derived from it turn 
things upside down. A tendency toward higher wage rates is not 
the cause, but thc effect, of technological improvement. Profit-seeking 
business is compelled to employ the most efficient methods of produc- 
tion. What  checks a businessman's endeavors to improve the equip- 
ment of his firm is only lack of capital. If the capital rcquired is not 
available, no meddling with wage rates can provide it. 

All that minimum wage rates can accomplish with regard to the 
einployment of machinery is to shift additional investment from one 
hranch into another. T,et us assume that in an cconornically backward 
country, Ruritania, the stevedores' union succeeds in forcing the 
entrcprencurs to pay wage rates which are comparatively much higher 
than those paid in the rest of the country's industries. Then it may 
result that the most profitable employment for additional capital is 
to utilize mechanical devices in the 1bading and unloading of ships. 
But the capital thus employed is withheld from other branchcs of 
Ruritania's business in which, in the absence of the union's policy, 

1 3 .  .4s we are dealing here with the conditions of the unhampered market econ- 
omy, we may disregard the capital-consuming effects of government borrowing. 

14. See above, pp. 51y520. 
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it would have been employed in a more profitable way. The effect of 
the high wages of the stevedores is not an increase, but a drop in 
Ruritania's total production.'" 

Real wage rates can rise only to the extent that, other things being 
equal, capital becomes more plentiful. If the government or the 
unions succeed in enforcing wage rates which are higher than those 
the unhampered labor market would have determined, the supply 
of labor exceeds the denland for labor. Institutional unen~ployment 
emerges. 

Firmly committed to the principles of interventionism, govern- 
ments try to check this undesired resuIt of their interference by re- 
sorting to those measures which arc nowadays called full-ernploymcnt 
policy: unemployment doles, arbitration of labor disputes: public 
worlts by means of lavish public spending, inflation, and credit ex- 
pansion. A11 these remedies are worse than the evil they are designed 
to remove. 

Assistance granted to the unemployed does not dispose of unem- 
ployment. It makes it easier for the unemployed to remain idle. The 
nearer the allowance comes to the height at which the unhampered 
markct would have fixed the wage rate, the less incentive it offers to 
the beneficiary to look for a new job. It is a means of making unem- 
ployment last rather than of malting it disappear. The disastrous 
financial implications of unemployment benefits are manifest. 

Arbitration is not an appropriate method for the settlement of 
disputes concerning the height of wage rates. If the arbitrators' award 
fixes wage rates exactly at the potential market rate or below that 
rate, it is supererogatorv. If it fixes wage ratcs above the potential 
market rate, the conseq;ences are the same that any other mode of 
fixing minimum wagc rates above the market height brings about, 
viz., institutional unemployment. It does not matter to what pretext 
the arbitrator resorts in order to justify his decision. What matters 
is not whether wages are "fair" or "unfair" by some arbitrary stand- 
ard, but whether they do or do not bring about an excess of suppi? 
of labor over demand for labor. I t  may seem fair to some people to 
fix wage rates at such a height that a great part of the potential labor 
force is doomed to lasting unemployment. But nobody can assert 
that it is expedient and beneficial to society. 

If government spending is financed by taxing the citizens or bor- 
rowing from them, the citizens' power to spend and invest is curtailed 

15. The  example is merely hypothetical. Such a powerful union would prob- 
ably prohibit the employment of mechanical deviccs in the loading and unload- 
ing of ships in order to "create more jobs." 
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to the same extent as that of the public treasury expands. N o  additional 
jobs are created. 

But if the government finances its spending program by inflation- 
by  an increase in the quantity of money and by credit expansion-it: 
causes a general cash-induced rise in the prices of all commodities and 
services. If in the course of such an inflation the rise in wage rates 
sufficientiy lags behind the rise in the prices of commodities, institu- 
tional unemployment may shrink or disappear altogether. But what 
makes it shrink or disappear is precisely the fact that such an outcome 
is tantamount to a drop in real wage rates. Lord Keynes considered 
credit expansion an efficient method for the abolition of unemploy- 
ment; he believed that "gradual and automatic lowering of real wages 
as a result of rising prices" would not be so strongly resisted by  labor 
as any attempt to lower money wage rates.l0 However, the success of 
such a cunning plan would require an unlikeIy degree of ignorance 
and stupidity on the part of the wage earners. As long as workers 
believe that minimum wage rates benefit them, they will not let them- 
selves be cheated by such clever tricks. 

In practice all these devices of an alleged full employment policy 
finally lead to the establishment of socialism of the German pattern. 
As the members of an arbitration court whom the employers have 
appointed and those whom the unions have appointed never agree 
with regard to the fairness of a definite rate, the decision virtually 
devolves upon the members appointed by the government. T h e  power 
to determine the height of wage rates is thus vested in the government. 

The more public works expand and the more the government 
undertakes in order to fill the gap left by  "private enterprise's in- 
ability to provide jobs for all," the more the realm of private enter- 
prise shrinks. Thus we are again faced with the alternative of capital- 
ism or  socialism. There cannot be any question of a lasting policy of 
minimum wage rates. 

T h e  Catalloctic Aspects of Labor Unionism 
The only catallactic problem with regard to labor unions is the question 

of whether or not it is possible to raise by pressure and compulsion the 
wage rates of a11 those eager to earn wages above the height the unham- 
pered market would have determined. 

In all countries the labor unions have actually acquired the privilege 
16. Cf .  Keynes, T h e  General Theory  o f  Employment,  Interest and Money 

(London, r936), p. 264. For a critical examination of this idea see Albert IIahn, 
Deficit Spending and Private Enterprise, Postwar Readjustments Bulletin No. 8, 
U.S. Chamber of Commerce, pp. 28-29. About the success of the Keynesian 
stratagem in the 'thirties, cf. below, pp. 786-787. 
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of violent action. The governments have abandoned in their favor the 
essential attribute of government, the exclusive power and right to resort 
to violent coercion and compulsion. Of course, the laws which make it a 
criminal offense for any citizen to resort-except in case of self-defense- 
to violent action have not been formally repealed or amended. However, 
actually labor union violence is tolerated within broad limits. The labor 
unions are practically free to prevent by force anybody from defying their 
orders concerning wage rates and other labor conditions. They are free to 
inflict with impunity bodily evils upon strikebreakers and upon entre- 
preneurs and mandataries of entrepreneurs who employ strikebreakers. 
They are free to destroy property of such employers and even to injure 
customers patronizing their shops. The authorities, with the approval of 
public opinion, condone such acts. The police do not stop such offenders, 
the state attorneys do not arraign them, and no opportunity is offered to  
the penal courts to pass judgment on their actions. In excessive cases, if 
the deeds of violence go too far, some lame and tinlid attempts at repres- 
sion and prevention are ventured. But as a rule they fail. Their failure is 
sometimes due to bureaucratic inefficiency or to the insufficiency of the 
means at the disposal of the authorities, but more often to the unwillingness 
of the whole governmental apparatus to interfere successfully. 

Such has been the state of affairs for a long tirne in all nonsocialist coun- 
tries. The economist in establishing these facts neither blames nor accuses. 
He merely explains what conditions have given to the unions the power ro 
enforce their minimum wage rates and what the real meaning of the term 
collective bargaining is. 

As union advocates explain the term collective bargaining, it merely 
means the substitution of a union's bargaining for the individual bargaining 
of the individual workers. In the fully developed market economy bargain- 
ing concerning those commodities and services of which homogeneous 
items are frequently bought and sold in great quantities is not effected by 
the manner in which nonfungible con~modities and services are traded. 
The buyer or seller of fungible consumers' goods or of fungible services 
fixes a price tentatively and adjusts it later according to the response his 
offer meets from those interested until he is in a position to buy or to sell as 
much as he plans. Technically no other procedure is feasible. The de- 
partment store cannot haggle with its patrons. It fixes the price of an article 
and waits. If the public does not buy sufficient quantities, it lowers the 
price. A factory that needs five hundred welders fixes a wage rate which, 
as it expects, will enable it to  hire five hundred men. If only a minor num- 
ber turns up, it is forced to allow a higher rate. Every employer must raise 
the wages he offers up to the point at which no competitor Iures the 
workers away by overbidding. What makes the enforcement of minimum 
wage rates futile is precisely the fact that with wages raised above this 
point competitors do not turn up with a demand for labor big enough to 
absorb the whole supply. 

If the unions were really bargaining agencies, their collective bargain- 
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ing could not raise the height of wage rates above the point of the un- 
hampered market. As long as there still are unemployed workers available, 
there is no reason for an employer to raise his offer. Real collective bar- 
gaining would not differ cataIlactically from individual bargaining. It 
would, like individual bargaining, give a virtual voicc to those job-seekers 
who have not yet found the jobs they are Iooking for. 

However, what is euphemistically caIled collective bargaining by union 
leaders and "pro-labor" legislation is of a quite different character. I t  is 
bargaining at the point of a gun. It is bargaining between an armed party, 
ready to use its weapons, and an unarmed party under duress. It is not a 
market transaction. It is a dictate forced upon the employer. And its effects 
do not differ from those of a government decree for the enforcement of 
which the police power and the penal courts are used. It produces institu- 
tional unemployment. 

The treatment of the problems involved by public opinion and the vast 
number of pseudo-economic writings is utterly misleading. The issue is 
not the right to form associations. It is whether or not any association of 
private citizens should be granted the privilege of resorting with impunity 
to violent action. It is the same problem that relates to the activities of the 
Ku Klux Klan. 

hTeithcr is it correct to  look upon the matter from the point of view of a 
"right to strike." The problem is not the right to strike, but the right-by 
intimidation or violence-to force other people to strike, and the further 
right to prevent anybody from working in a shop in which a union has 
caIled a strike. When the unions invoke the right to strike in justification 
of such intimidation and deeds of violence, they are on no better ground 
than a religious group would be in invoking the right of freedom of con- 
science as a justification of persecuting dissenters. 

When in the past the laws of some countries denied to employees the 
right to form unions, they were guided by the idea that such unions have 
no obj cctive other than to resort to violent action and intimidation. When 
the authorities in the past sometimes directed their armed forces to protect 
the employers, their mandataries, and their property against the onslaught 
of strikers, they were not guilty of acts hostile to "labor." They simply did 
what every government considers its main duty. They tried to preserve 
their exclusive right to rcsort to violent action. 

There is no need for economics to enter into an examination of the 
problems of jurisdictional strikes and of various laws, especially of the 
American New Deal, which wcre admittedly loaded against the em- 
ployers and which assigned a privileged position to the unions. There is 
only one point that matters. If a government decree or labor union pressure 
and compulsion fix wage rates above the height of the potential market 
rates, institutional unemployment results. 



XXXI. CURREXCY AND CREDIT &IANIPULATION 

1 .  The Government and the Currency 

M EDIA of exchange and money are n~arltet phenomena. What 
makes a thing a medium of exchange or money is the conduct 

of parties to market transactions. An occasion for dealing with rnonc- 
tary problems appears to the authorities in the same way in which they 
concern themselves with all other objects exchanged, namely, when 
they are called upon to decide whether or not the failure of one of the 
parties to an act of exchange to comply with his contractual obliga- 
tions justifies compulsion on thc part of the government apparatus 
of violent oppression. If both parties discharge their mutual obliga- 
tions instantly and synchronously, as a rule no conflicts arisc which 
would induce one of the parties to apply to the judiciary. But if 
one or both parties' obligations are ten~porally deferred, it may happen 
that the courts are called to decide how the terms of the contract are 
to be complied with. If payment of a sum of money is involved, this 
implies the task of determining what meaning is to be attached to the 
monetary terms used in the contract. 

Thus it devolves upon the laws of the country and upon the courts 
to define what the parties to the contract had in mind when speaking 
of a sum of money and to establish how the obligation to pay such a 
sum is to be settled in accordance with the terms agreed upon. They 
have to determine what is and what is not legal tender. In attending 
to this task the laws and the courts do not create money. A thing be- 
comes money only by virtue of the fact that those exchanging con+ 
n~odities and services commonly use i t  as a medium of exchange. in 
the unhampered market economy the laws and the judges in attribut- 
ing legal tender quality to a certain thing merely establish what, ac- 
cording to the usages of trade, was intended by the parties when they 
referred in their deal to a definite kind of money. They interpret the 
customs of the trade in the same way in which they proceed when 
called to determine what is the meaning of any other terms used in 
contracts. 

Mintage has long been a prerogative of the rulers of the country. 
However, this government activity had originally no objective other 
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than the stamping and certifying of weights and measures. The author- 
ity's stamp placed upon a piece of metal was supposed to certify its 
weight and fineness. When later princes resorted to substituting baser 
and cheaper metals for a part of the precious metals while retaining 
the customary face and name of the coins, they did it furtively and 
in full awareness of the fact that they were engaged in a fraudulent 
attempt to cheat the public. As soon as people found out these artifices, 
the debased coins were dealt with at a discount as against the old 
better ones. The governments reacted by resorting to compulsion 
and coercion. They made it illegal to discriminate in trade and in the 
settlement of deferred payments between "good" money and "bad" 
money and decreed maximum prices in terms of "bad" money. How- 
ever, the result obtained was not that which the governmcnts aimed at. 
Their decrees failed to stop the process which adjusted commodity 
prices (in terms of the debased currency) to the actual state of the 
money relation. Moreover, the effects appeared which Gresham's 
Law describes. 

The history of government interfercnce with currency is, however, 
not merely a record of debasement practices and of abortive attempts 
to avoid their inescapable catallactic consequences. There were 
governments that did not look upon their mintage prerogative as a 
means of cheating that part of the public who placed confidence in 
their rulers' integrity and who, out of ignorance, were ready to accept 
the debased coins at their face value. These governments considered 
the manufacturing of coins pot as 3 source of surreptitious fiscal lucre 
but as a public service designed to safeguard a smooth functioning of 
the market. But even these governments-out of ignorance and dilet- 
tantism-often resorted to measures which were tantamount to inter- 
ference with the price structure, although they were not deliberately 
planned as such. As two precious mctals w e k  used side by side as 
money, the authorities nai'vely hclieved that it was their task to unify 
the currency system by decreeing a rigid exchange ratio between 
gold and silver. The bimetallic system proved a complete failure. 
It did not bring about bimetallism, but an alternating standard. That 
metaI which, compared with the instantaneous state of the fluctuating 
market exchange rate between gold and silver, was overvalued in 
the legally fixed ratio, predominated in domestic circulation, while 
the other mctal disappeared. Finally the governincnts abandoned their 
vain attempts and acquiesced to monometallism. The present silver 
purchase policy of the American Government is not seriously a device 
of monetary policy. It is merely a device for raising the price of 
silver for the benefit of the owners of silver mines, their employees, 
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and the states within whose boundaries the mines are located. It is 
a hardly disguised subsidy. Its monetary significance consists ex- 
clusively in the fact that it is financed by issuing additional dollar 
notes whose legal tender quality does not differ essentially from that 
of the Federal Reserve notes, although they bear the practically mean- 
ingless imprint "Silver Certificate." 

Yet economic history also provides instances of well-designed and 
successful monetary policies on the part of governments whose only 
intention was to equip their countries with a smoothly working cur- 
rency system. Laissez-faire liberalism did not abolish the traditional 
government prerogative of mintage. But in the hands of the liberal 
governments the character of this state monopoly was completely 
altered. The ideas which considered it an instrument of interven- 
tionist policies were discarded. No longer was it used for fiscal pur- 
poses or for favoring some groups of the people at the expense of 
other groups. The government's monetary activities aimed at one 
objective only: to facilitate and to simplify the use of the medium of 
exchange which the conduct of the people had made money. A na- 
tion's currency system, it was agreed, should be sound. The principle 
of soundness meant that the standard coins-ix., those to which 
unlimited legal tender power was assigned by the laws-should be 
properly assayed and stamped bars of bullion coined in such a way 
as to make the detection of clipping, abrasion, and counterfeiting 
easy. T o  the government's stamp no function was attributed other 
than to certify the weight and the fineness of the metal contained. 
Pieces worn by usage or in any other way reduced in weight beyond 
the very narrow limits of tolerated allowance lost their legal tender 
quality; the authorities themselves withdrew such pieces from cir- 
culation and reminted them. For the receiver of an undefaced coin 
there was no need to resort to the scales and to the melting pot in 
order to know its weight and content. On the other hand, individuals 
were entitled to bring bullion to the mint and to have it transformed 
into standard coins either free of charge or against payment of a 
seigniorage generally not surpassing the actual expenses of the proc- 
ess. Thus the various national currencies became genuine gold cur- 
rencies. Stability in the exchange ratio between the domestic legal 
tender and that of all other countries which had adopted the same 
principles of sound money was thus brought about. The international 
gold standard came into being without intergovernmental treaties 
and institutions. 

In many countries the emergence of the gold standard was effected 
by the operation of Gresham's Law. The role that government pol- 



Crarency a~zd C~ed i t  Manipulation 

icies played in the process in Great Britain consisted merely in rati- 
fying thc results brought about by the operation of Gresham's Law; 
i t  transformed a de facto state of affairs into a legal state. In other 
countries the governments deliberately abandoned bimetalIism just 
at  the moment when the change in the market ratio between gold 
and silver would have brought about a substitution of a de facto silver 
currency for the then prevailing de facto gold currency. With all 
these nations the formal adoption of the gold standard required no 
other contribution on the part of the administration and the legisla- 
ture than the enactment of laws. 

It  was different in those countries which wanted to substitute the 
gold standard for a-de fact0 or dc jure-silver or  paper currency. 
When the German Reich in the 'seventies of the nineteenth century 
wanted to adopt the gold standard, the nation's currency was silver. 
I t  could not realize its plan by  simply imitating the procedure of 
those countries in which the enactment of the gold standard was 
merely a ratification of the actual state of affairs. I t  had to exchange 

'the silver standard coins in the hands of the public against gold coins. 
This was a time-absorbing and complicated financial operation in- 
volving vast government of gold and sales of silver. Con- 
ditions were similar in those countries which aimed at the substitution 
of gold for credit money or fiat money. 

It is important to realize these facts because they illustrate the dif- 
ference between conditions as they prevailed in the liberal age and 
those prevailing today in the age of interventionism. 

2 .  The Interventionist Aspect of Legal Tender  Legislation 

The  simplest and oldest variety of monetary interventionism is 
debasement of coins or  diminution of their weight or size for the 
sake of debt abatement. The authority assigns to the cheaper cur- 
rency full legal tender power. All deferred payments can be legally 
discharged by payment of the amount due in the meaner coins ac- 
cording to their face vglue. Debtors are favored at  the expense of 
creditors. But at the same time future credit transactions are made 
more onerous for debtors. A tendency for gross market rates of 
interest t o  rise ensues as the parties take into account the chances for 
a repetition of such measures of debt abatement. While debt abate- 
ment improves the conditions of those who were already indebted at 
the moment, it impairs the position of those eager or  obliged to con- 
tract new debts. 

The  antitype of debt abatement-debt aggravation through mone- 
tary measures-has also been practiced, though rarely. However, it 
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has never deliberately been planned as a device to favor the creditors 
at the expense of the debtors. Whenever it came to pass, it was the 
unintentional effect of monetary changes considered as peremptory 
from other points of view. In resorting to such monetary changes 
governments put up with their effects upon deferred payments either 
because they considered the measures unavoidable or because they 
assumed that creditors and debtors, in determining the terms of the 
contract, had already foreseen these changes and duly taken them 
into account. The best examples are provided by British events after 
the Napoleonic wars and again after the first World War. In both 
illstances Great Britain some time after the end of hostilities returned, 
by means of a deflationary policy, to the prewar gold parity of the 
pound sterling. The idea of engineering the substitution of the gold 
standard for the war-time credit-money standard by acquiescing in 
the change in the market exchange ratio between the pound and gold, 
which had already taken place, and of adopting this ratio as the new 
legal parity, was rejected. This second alternative was scorned as a 
kind of national bankruptcy, as a partial repudiation of the public 
debt, and as a malicious infringement upon the rights of all those 
whose claims had originated in the period preceding the suspension 
of the unconditional convertibility of the banknotes of the Bank 
of England. People labored under the delusion that the evils caused 
by inflation could be cured by a subsequent deflation. Yet the return 
to the prewar gold parity could not indemnify the creditors for the 
damage they had suffered as far as the debtors had repaid their old 
debts during the period of money depreciation. Moreover, it was a 
boon to all those who had lent during this period and a bIow to all 
those who had borrowed. But the statesmen who were responsible 
for the deflationary policy were not aware of the import of their 
action. They failed to see consequences which were, even in their 
eyes, undesirable, and if they had recognized them in time, they 
would not have known how to avoid them. Their conduct of affairs 
really favored the creditors a t  the expense of the debtors, especially 
the holders of the government bonds at the expense of the taxpayers. 
In thc 'twenties of the nineteenth century it aggravated seriously 
the distress of British agriculture and a h~mdred years later the plight 
of British export trade. Nonetheless, it would be a mistake to call 
these two British monetary reforms the consummation of an inter- 
ventionism intentionally aiming at debt aggravation. Debt aggrava- 
tion was merely an attending phenomenon of a policy aiming at 
other ends. 

Whenever debt abatement is resorted to, its authors protest that 



Currency and Credit Manipulation 779 

the measure will never be repeated. They emphasize that extraordi- 
nary conditions which will never again present themselves have 
created an emergency which makes indispensable recourse to noxious 
devices, absoIutely reprehensible under any other circumstances. 
Once and never again, they declare. It is easy to conceive why the 
authors and supporters of debt abatement are compelled to hake 
such promises. If total or partial nullification of the creditors' claims 
1)ecomes a regular policy, lending of money will stop altogether. 
'The stipulation of deferred payments depends on the expectation that 
no such nulIification will be decreed. 

It is therefore not permissible to look upon debt abatement as a 
device of a system of economic policies which could be considered 
as an alternative to any other system of society's permanent economic 
organization. It is by no means a tool of constructive action. It is a 
bomb that destroys and can do nothing but destroy. If it is applied 
only once, a reconstruction of the shattered credit system is still 
possible. But if the blows are repeated, total destruction results. 

It is not correct to look upon inflation and deflation exclusively 
from the point of view of their eff ects upon deferred payments. I t  has 
been shown that cash-induced changes in purchasing power do not 
affect the prices of the various commodities and services at the same 
time and to the same extent, and what role this unevenness plays in 
the market.l But if one regards inflation and deflation as means 
of rearranging the relations between creditors and debtors, one can- 
not fail to reaIize that the ends sought by the government resorting 
to them are attained only in a very imperfect degree and that, be- 
sides, consequences appear which, from the government's point of 
view, are highly unsatisfactory. As is the case with every other 
variety of government interference with the price structure, the re- 
sults obtained not only are contrary to the intentions of the govern- 
ment but produce a state of affairs which, in the opinion of the gov- 
ernment, is more undesirable than conditions on the unhampered 
market. 

As far as a government resorts to inflation in order to favor the 
debtors at the expense of the creditors, it succeeds only with regard 
to those deferred payments which were stipulated before. Inflaticjn 
does not make it cheaper to contract new loans; it makes it, on the 
contrary, more expensive by the appearance of a positive price 
premium. If inflation is pushed to its ultimate consequences, it makes 
any stipulation of deferred payments in terms of the inflated cur- 
rency cease altogether. 

I .  See above, pp. 408-410. 
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3 .  The Evolution of Modern Methods of Currency 
Manipulation 

A metallic currency is not subject to government manipulation. 
Of course, the government has the power to enact legal tender laws. 
But then the operation of Gresham's Law brings about results which 
may frustrate the aims sought by the government. Seen from this 
point of view, a metallic standard appears as an obstacle to all at- 
tempts to interfere with the nlarkct phenomena by monetary policies. 

In examining the evolution which gave governments the power 
to manipulate their national currcncy systems, we must begin by 
mentioning one of the most serious shortcomings of the classical 
economists. Both Adam Smith and David Ricardo looked upon the 
costs involved in the preservation of a metallic currency as a waste. 
As they saw it, the substitution of paper money for m&allic money 
tvould make it possible to employ capital and labor, required for the 
production of the quantity of gold and silver needed for monetary 
purposes, for the production of goods which could dircctly satisfy 
human wants. Starting from this assumption, Ricardo elaborated his 
famous Proposals for an Economical arzd Secure CZWI-ency, first pub- 
lished in I 816. Ricardo's plan fell into oblivion. I t  was not until many 
decades after his death that several countries adopted its basic prin- 
ciples under the label gold exchange standard in ordcr to reduce the 
alleged waste involved in the operation of the gold standard now- 
adays decried as "classical" or "orthodox." 

Under the classical gold standard a part of the cash holdings of 
individuals consists in gold coins. Under the gold exchange standard 
the cash holdings of individuals consist entirely in money-substitutes. 
These money-substitutes arc redeemable at the legal par in gold or 
foreign exchange of countries under the gold standnrd or the gold 
exchange standard. But the arrangement of monetary and banking 
institutions aims at preventing thc public from withdrawing gold 
from h e  Ccnrrai Iiank for domestic cash hoidings. Tne  first objecii\.c 
of redemption is to secure the stability of foreign exchange rates. 

In dealing with the problems of the gold exchange standard all 
economists-including the author of this book-failed to realize the 
fact that it places in the hands of governments the power to manipu- 
late their nations' currency easily. Economists blithely assumed that 
no government of a civilized nation would use the gold exchange 
standard intentionally as an instrument of inflationary policy. Of 
course, one must not exaggerate the role that the gold exchange 
standard played in the inflationary ventures of the last decades. The  
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main factor was the proinflationary ideology. The gold exchange 
standard was merely a convenient vehicle for the realization of the 
inflationary plans. Its absence did not hinder the adoption of infla- 
tionary measures. The United States was in 1933 by and large still 
undcr the classicaI gold standard. This fact did not stop the New 
Deal's inflationism. The United States at one stroke-by confiscating 
its citizens' gold holdings-abolished the classical gold standard and 
devalued the dollar against gold. 

The new variety of the gold exchange standard as it developed in 
the years between the first and the second World Wars may be 
called the flexible gold exchange standard or, for the sake of sim- 
plicity, the flexible standard. Under this system the Central Bank or 
the Foreign Exchange Equalization Account (or whatever the name 
of the equivalent governmental institution may be) freely exchanges 
the money-substitutes which are the country's national legal tender 
either against gold or against foreign exchange, and vice versa. The 
ratio at which these exchange deals are transacted is not invariably 
fixed, but subject to changes. The parity is flexible, as people say. 
This flexibility, however, is practically always a downward flexi- 
bility. The authorities used thcir power to lower the equivalence of 
the national currency in terms of gold and of those foreign currencies 
whose equivalcnce against gold did not drop; they never ventured to 
raise it. If the parity against another nation's currency was raised, the 
change was only the consummation of a drop that had occurred in 
that other currency's equivalence (in terms of gold or of other na- 
tions' currencies which had remained unchanged). Its aim was to 
bring the appraisal of this definite foreign currency into agreement 
with the appraisal of gold and the currencies of other foreign nations. 

If the downward jump of the parity is very conspicuous, it is called 
a devaluation. If the alteration of the parity is not so great, editors of 
financial reports describe it as a weakening in the international ap- 
praisaI of the currency ~oncerned.~ In both cases it is usual to refer 
to the event by deciaring that fhc country concerned has raised the 
price of gold. 

The characterization of the flexible standard from the catallactic 
point of view must not be confused with its description from the 
legal point of view. The cataIlactic aspccts of the issue are not affected 
by the constitutional problems involved. It is immaterial whether the 
power to alter the parity is vested in the Iegislative or in the adminis- 
trative branch of the government. I t  is immateriaI whether the au- 
thorization given to the administration is unlimited or, as was the case 

2 .  See above, p. 458. 
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in the United States under New Deal legislation, limited by a terminal 
point beyond which the officers are not free to devalue further. What 
counts alone for the economic treatment of the matter is that the 
principle of flexible parities has been substituted for the principle of 
the rigid parity. Whatever the constitutional state of affairs may be, 
no government could embark upon "raising the price of gold" if 
public opinion were opposed to such a manipulation. If, on the other 
hand, public opinion favors such a step, no legal technicalities could 
check it altogethcr or even delay it for a short time. What happened 
in Great Britain in 1931, in the United States in 1933, and in France 
and Switzerland in 1936 clearly shows that the apparatus of repre- 
scntative government is able to work with the utmost speed if public 
opinion endorses the so-called experts' opinion concerning the ex- 
pediency and necessity of a currency's dcvaluation. 

One of the main objectives of currency devaluation-whether 
large-scale or small-scale-is, as will be shown in the next section, to 
rearrange foreign trade conditions. These effects upon foreign trade 
rnake it  impossible for a small nation to take its own course in cur- 
rency manipulation irrespective of what those countries are doing 
with whom its trade relations are closest. Such nations are forced to 
follow in the wake of a foreign country's monetary policies. As far as 
monetary policy is concerned they voluntarily become satellites of 
a foreign power. By keeping their own country's currency rigidly 
at par against the currency of a monetary "suzerain-country," they 
follow all the alrerations which the "suzerain" brings about in i;s 
own currency's parity against gold and the other nation's currencies. 
They join a monetary bloc and integrate their country into a mone- 
tary area. The most talked about bloc or area is the sterling bloc or 
area. 

Thc flexible standard must not be confused with conditions in those 
countries in which the government has merely proclaimed an official 
parity of its domestic currency against gold and foreign exchange 
without making this parity effective. The characteristic feature of 
the flexible standard is that any amount of domestic money-substi- 
tutes can in fact be freely exchanged at the parity chosen against 
gold or foreign exchange, and vice versa. At this parity the Central 
Bank (or whatever the name of the government agency entrusted 
with the task may be) freely buys and sells any amount of domestic 
currency and of foreign currency of at least one of those countries 
which themselves are either under the gold standard or under the 
flexible standard. The domestic banknotes are really redeemable. 

In the absence of this essentiaI feature of the flexible standard, de- 
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Crees proclaiming a definite parity have a quite different meaning and 
bring about quite different  effect^.^ 

4. The Objectives of Currency Devaluation 

The  flexible standard is an instrument for the engineering of in- 
flation. T h e  only reason for its acceptance was to make reiterated in- 
flationary moves technically as simpIe as possible for the authorities. 

In the boom period that ended in 1929 labor unions had succeeded 
in almost all countries in enforcing wage rates higher than those 
which the market, if rnanipulatcd only by migration barriers, would 
have determined. These wage rates already produced in many coun- 
tries institutional unemployment of a considerable amount while 
credit expansion was still going on at an accelerated pace. When finally 
the inescapable depression came and commodity prices began to drop, 
the labor unions, firmly supported by the governments, even by those 
disparaged as anti-labor, clung stubbornly to their high-wages policy. 
They either flatly denied permission for any cut in nominal wage rates 
or  conceded only insufficient cuts. The  result was a tremendous in- 
crease in institutional unemployment. (On the other hand, those 
workers who retained their jobs improved their standard of living 
as their hourly real wages went up.) The burden of unemployment 
doles became unbearable. The millions of unemployed were a serious 
menace to domestic peace. The industrial countries were haunted by 
the specter of revolution. But union leaders were intractable, and no 
statesman had the courage to challenge them openly. 

In this plight the frightened rulers bethought themselves of a 
makeshift long since recommended by inflationist doctrinaires. As 
unions objected to an adjustment of wages to the state of the money 
relation and commodity prices, they chose to  adjust the money rela- 
tion and commodity prices to the height of wage rates. As they saw 
it, i t  was not wage rates that were too high; their own nation's mone- 
tary unit was overvalued in terms of gold and foreign exchange and 
had to be readjusted. Devaluation was the panacea. 

The  objectives of devaluation were: 
I .  T o  presen7e the height of nominal wage rates or even to create 

the conditions required for their further increase, while real wage 
rates should rather sink. 

2 .  T o  make commodity prices, especially the prices of farm prod- 
ucts, rise in terms of domestic money or, at least, to  check their fur- 
ther drop. 

3 .  See below, section 6 of this chapter. 
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3. T o  favor the debtors at the expense of the creditors. 
4. T o  encourage exports and to reduce imports. 
5. T o  attract more foreign tourists and to make it more expensive 

(in tcrms of domestic money) for the country's own citizens to visit 
foreign countries. 

However, neither the governn~ents nor the literary champions of 
their policy were frank enough to admit openly that one of the main 
purposes of devaluation was a reduction in the height of real wage 
rates. They preferred for the most part to describe the objective of 
devaluation as the removal of an alleged "fundamental disequilibrium" 
between the domestic and the international "levcl" of prices. They 
spoke of the necessity of lowcring domestic costs of production. But 
they were anxious nor to mention that one of the two cost items they 
expected to lower by devaluation was real wage rates, the other being 
interest stipulated on long-term business debts and the principal of 
such debts. 

It is impossible to take seriously the arguments advanced in favor 
of devaluation. Thcy were utterfy confused and contradictory. For 
devaluation was not a policy that originated from a cool weighing of 
the pros and cons. It was a capitulation of governments to union 
leaders who did not want to lose face by admitting that their wage 
policy had failed and had produced institutional unemployment on 
an unprecedented scale. I t  was a desperate makeshift of weak and 
inept statesmen who were motivated by their wish to prolong their 
tenure of office. In justifying their policy, these demagogues did not 
bothcr about contradictions. They promised the processing industries 
and the farmers that devaluation would make prices rise. But at the 
same time they promised the consumers that rigid price control 
would prevent any increasc in the cost of living. 

After all, the governments could still excuse their conduct bv re- 
ferring to the fact that under the given state of public opinion, en- 
tirely under the sway of the doctrinal fallacies of labor unionism, no 
other policy couid be resorted to. No such excuse can be advanced 
for those authors who hailed the flexibility of foreign exchange rates 
as the perfect and most desirable monetary system. While govern- 
ments were still anxious to emphasize that devnluation was an emer- 
gency measure not to be repeated again, these authors proclaimed the 
flexible standard as the most appropriate monetary system and werc 
eager to demonstrate the alleged evils inherent in stability of foreign 
exchange rates. In their blind zeal to please the governments and the 
powerfuI pressure groups of unionized labor and farming, they over- 
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stated tremendously the case of flexible parities. But the drawbacks of 
standard flexibility became manifest very soon. T h e  enthusiasm for 
devaluation vanished quickly. In the years of the second World War, 
hardly more than a decade after theeday when Great Britain had set 
the pattern for the flexible standard, even Lord Keynes and his adepts 
discovered that stability of foreign exchange rates has its merits. One 
of the avowed objectives of the International Monetary Fund is to 
stabilize foreign exchange rates. 

If one looks at devaluation not with the eyes of an apologist of gov- 
ernment and union policies, but with the eyes of an economist, one 
must first of all stress the point that all its alleged bIessings arc tern- 
porary only. Moreover, they depend on the condition that only 
one country devalues while the other countries abstain from de- 
vaIuing their own currencies. If the other countries devalue in the 
same proportion, no changes in foreign tradc appear. If they devalue 
to a greater extent, all these transitory blessings, whatever they may 
be, favor them exclusively. A general acceptance of the principles of 
the flexible standard must therefore result in a mutual overbidding be- 
tween the nations. At  the end of this race is the complete destruction 
of all nations' monetary systems. 

'The much talked about advantages which devaluation secures in 
foreign trade and tourism, are entirely due, to the fact that the ad- 
justment of domestic prices and wage rates to the state of affairs 
created by devaluation requires some time. As long as this adjustment 
process is not yet completed, exporting is encouraged and importing 
is discouraged. However, this nierely means that in this interval the 
citizens of the devaluating country arc getting less for what they are 
selling abroad and paying more for what they are buying abroad; con- 
comitantly they must restrict their consumption. This effect may 
appear as a boon in the opinion of those for whom the balance of 
tradc is the yardstick of a nation's welfare. In plain language it is to  
be described in this way: The  British citizen must export more 
Eritish goods in order to buy that quantity of tea which he received 
before the devaluation for a smaller quantity of exported British 
goods. 

Thc  devaluation, say its champions, reduces the burden of debts. 
This is certainly true. It  favors debtors at the expense of creditors. 
In the eyes of those who still have not learned that under modern 
conditions the creditors must not be identified with the rich nor 
the debtors with the poor, this is beneficial. The  actual effect is that 
thc indebted owners of real estate and farm land and the shareholders 
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of indebted corporations are helped to the disadvantage of the enor- 
mous majority whose savings are invested in bonds, debentures, 
savings-bank deposits, and insurance policies. 

There are also foreign loans to be considered. When Great Britain, 
the United States, France, Switzerland, and some other European 
crediror countries devalued their currencies, they made a gift to 
their foreign debtors. 

One of the main arguments advanced in favor of the flexible stand- 
ard is that it lowers the rate of interest on the domestic money market. 
Under the classical gold standard and the rigid gold exchange stand- 
ard, it is said, a country must adjust the domestic rate of interest to 
conditions on the international money market. Under the flexible 
standard it is free to follow in the determination of interest rates a 
policy exclusively guided by considerations of its own domestic wel- 
fare. 

The argument is obviously untenable with regard to those coun- 
tries in which the total amount of debts to foreign countries exceeds 
the total amount of loans granted to foreign countries. When in the 
course of the nineteenth century some of these debtor nations adopted 
a sound money policy, their firms and citizens couId contract foreign 
debts in terms of their national currency. This opportunity disap- 
peared altogether with. the change in these countries' monetary 
policies. No American banker would contract a loan in Italian lire or 
try to float an issue of lire bonds. As far as foreign credits are con- 
cerned, no change in a debtor country's domestic currency conditions 
can be of any avail. As far as domestic credits are concerned, devalua- 
tion abates only the already previously contracted debts. It enhances 
the gross market rate of interest of new debts as it makes a positive 
price premium appear. 

This is valid also with regard to interest rate conditions in the 
creditor nations. There is no need to add anything to the demonstra- 
tion that interest is not a monetary phenomenon and cannot in the 
long run be affected by monetary measures. 

It is true that the devaluations which were resorted to by various 
governments between 1931 and 1938 made reaI wage rates drop in 
some countries and thus reduced the amount of institutional unem- 
ployment. The historian in dealing with these devaluations may 
therefore say that they were a success as they prevented a revolution- 
ary upheaval of the daily increasing masses of unemployed and as, 
under the prevailing ideological conditions, no other means could be 
resorted to in this critical situation. But the historian will no less have to 
add that the remedy did not affect the root causes of institutional 
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unemployment, the faulty tenets of labor unionism. Devaluation was 
a cunning device to elude the sway of the union doctrine. It worked 
because it did not impair the prestige of unionism. But precisely be- 
cause it left the popularity of unionism untouched, it could work 
only for a short time. Union leaders learned to distinguish between 
nominal wage rates and real wage rates. Today their policy aims 
at raising real wage rates. They can no longer be cheated by a drop 
in the monetary unit's purchasing power. Devaluation has worn out 
its usefulness as a device for reducing institutional uncmployment. 

Cognizance of these facts provides a key for a correct appraisal of 
the role which Lord Keynes's doctrines played in the years betwccn 
the first and second World Wars. Keynes did not add any new idea 
to the body of inflationist fallacies, a thousand times refuted by 
economists. His teachings were even more contradictory and in- 
consistent than those of his predecessors who, like Silvio Gesell, were 
dismissed as monetary cranks. He merely knew how to cloak the plea 
for inflation and credit expansion in the sophisticated terminology 
of mathematical economics. The interventionist writers were at a loss 
to advance plausible arguments in favor of the policy of reckless 
spending; they simply could not find a case against the economic 
theorem concerning institutional unemployment. In this juncture 
they greeted the "Keynesian Revolution'' with the verses of Words- 
worth: "Bliss was it in that dawn to be alive, but to be young was 
very heaven." ' It was, howevcr, a short-run heaven only. W e  may 
admit that for the British and American governments in the 'thirties 
no way was left other than that of currency devaluation, inflation and 
credit expansion, unbalanced budgets, and deficit spending. Govern- 
ments cannot free themselves from the pressure of public opinion. 
They cannot rebel against the preponderance of generally accepted 
ideologies, howevcr fallacious. But this does not excuse the office- 
holders who could resign rather than carry out policies disastrous 
for the country. Still less does it excuse authors who tried to provide 
2 %rGn!d-be sciendfic jfisgfiC2tiGr? fnr the af ~ 1 1  a- nrrnnlor r"rusaL fol- tax- 

lacies, viz., inflationism. 

5 .  Credit Expansion 

It has been pointed out that it would be an error to look upon credit 
expansion exclusively as a mode of government interference with the 
market. The fiduciary media did not come into existence as instru- 

4. Cf. P. A. Samuelson, "Lord Keynes and the General Theory," Econometrics, 
74 (1946), 187; reprinted in T h e  New Economics, ed. S. E. Harris (New York, 
1947). p. 745. 
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ments of govcrnment policies deliberately aiming at high prices and 
high nominal wage rates, at lowering the market rate of intercst and 
at debt abatement. They evolved out of the regular business of bank- 
ing. When the bankers, whose receipts for call money deposited were 
dealt with by  the pubIic as money-substitutes, began to lend a part 
of the funds deposited with them, they had nothing else in view than 
their own business. They considered it harmless not to keep the whole 
equivalent of the receipts issued as a cash reserve in their vaults. They 
were confident that they would always be in a position to comply 
with their obligations and, without delay, redeem the notes issued 
even if they mere to lcnd a part of the d~posits. Banknotes became 
fiduciary media within the operation of the unhampered market 
cconorny. T h e  begetter of credit expansion was the banker, not the 
authority. 

But today credit expansion is an exclusive prerogative of govern- 
ment. As far as private banks and bankers are instrumental in issuing 
fidnciary media, their role is mcrely ancillary and concerns only 
technicalities. The governments alone direct the  course of affairs. 
They have attained full supremacy in all matters concerning the 
size of circulation credit. While the size of the credit expansion that 
private banks and bankers are able to engineer on an unhampered 
market is strictly limited, the governments aim at the greatest pos- 
sible amount of credit expansion. Credit expansion is the government's 
foremost tool in their struggle against the market economy. In their 
hands it is the magic wand designed to conjure awav the scarcity of 
capital goods, to lower the rate of interest or to abolish it altogether, 
to  finance lavish government spending, to expropriate the capitalists, 
to  contrive everIasting booms. and to make-evervbody prosperous. 

T h e  inescapable consequences of credit expansion are shown by the 
theory of the trade cycle. Even those economists who still refuse to 
acknowledge the correctness of the monetary or circulation credit 
theory of the cyclical fluctuations of business have never dared to 
cneaio:: 1 h e  concl~siveness and Irrcfutabiliw of what this theory 
asserts with regard to the necessary effects of credit expansion. These 
economists too must admit and do admit that the upswing is invariably 
conditioned by  credit expansion, that it could not come into being 
and continue -without credit expansion, and that it turns into de- 
pression when the further progress of credit expansion stops. Their 
explanation of the trade cycle in fact boils down to the assertion 
that what first generates the upswing is not credit expansion, but 
other factors. The  credit expansion which even in their opinion is 
an indispensable requisite of the general boom, is, they say, not the 
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outcome of a policy deliberately aiming at low interest rates and at 
encouraging additiona1 investment for which the capital goods needed 
are lacking. It is something which, without active interference on the 
part of the authorities, in a miraculous way always appears whenever 
these other factors begin their operation. 

It is obvious that these economists contradict themselves in opposing 
plans to eliminate the fluctuations of business by abstention from 
credit expansion. The na'ive supporters of the inflationist view of 
history are consistent when they infer from their--of course, utterly 
fallacious and contradictory-tenets that credit expansion is the eco- 
nomic panacea. But those who do not deny that credit expansion is 
an indispensable condition of the boom, disagree with their own 
doctrinc in fighting the proposals to curb credit expansion. Both the 
spokesn~en of the governments and the powerful pressure groups and 
the champions of the dogmatic "unorthodoxy" that dominates the 
university departments of economics agree that one should try to 
avert the recurrcnce of depressions and that the realization of this end 
requires the prevention of booms. They cannot advance tenable argu- 
ments against the proposals to abstain from policies encouraging credit 
expansion. But they stubbornly refuse to listen to any such idea. They 
passionately disparage the plans to prevent credit expansion as devices 
which would perpetuate depressions. This attitude clearly demon- 
stratcs the correctness of the statcmcnt that the trade cycle is the 
product of policies intentionally aimed at lowering the rate of interest 
and engendering artificial booms. 

It is a fact that today measures aimed at lowering the rate of in- 
terest are gcnerally considered highly desirable and that credit ex- 
pansion is viewed as the efficacious means for the attainment of this 
end. It is this prcpossession that impels all governments to fight the 
gold standard. Expamionism is the great slogan of our day. All political 
parties and all pressure groups are firmly committed to an easy money 
p01icy.~ 

The n h i ~ r t i r r ~  Of exp2nsiGfi is m fa~.rCr the interests ef seFse - - I - - - - ' -  

groups of the population at the expense of others. This is, of course, 

5. If a bank does not expand circulation credit by issuing additional fiduciary 
media (either in the form of banknotes o r  in the form of deposit currency), it 
cannot generate a boom even if it lowers the amount of interest charged below 
the rate of the unhampered market. I t  merely makes a gift to the debtors. The  
inference to be drawn from the monetary cycle theory by those who want to 
prevent the recurrence of booms and of the subsequent depressions is not that 
the banks should not lower the rate of interest, but that they should abstain from 
credit expansion. Professor Haberler (Prosperity and Depression, pp. 65-66) has 
completely failed to  grasp this primary point, and thus his critical remarks are 
vain. 
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the best that interventionism can attain when it does not hurt the in- 
terests of all groups. But while malting the whole community poorer, 
it may still enrich some strata. Which groups belong to the latter class 
depends on the special data of each case. 

The idea which generated what is called qualitative credit control 
is to channel the additiona1 credit in such a way as to concentrate the 
alleged blessings of credit expansion upon certain groups and to 
withhold them from other groups. The credits should not go to the 
stock exchange, it is argued, and should not make stock prices soar. 
They should rather benefit the "legitimate productive activity" of 
the processing industries, of mining, of LLlegitimate commerce," and, 
first of all, of farming. Other advocates of qualitative credit control 
want to prevent the additional credits from being used for investment 
in fixed capital and thus immobilized. They are to be used, instead, 
for the production of liquid goods. According to these plans thc 
authorities give the banks concrete directions concerning the types 
of loans they should grant or are forbidden to grant. 

However, all such schemes are vain. Discrimination in lending is 
no substitute for checks placed on credit expansion, the only means 
that could really prevent a rise in stock exchange quotations and an 
expansion of investment in fixed capital. Thc mode in which the 
additional amount of credit finds its way into the loan market is 
only of secondary importance. What matters is that there is an inflow 
of newly created credit. If the banks grant more credits to the farm- 
ers, the farmers are in a position to repay loans received from other 
sources and to pay cash for their purchases. If they grant more 
credits to business as circulating capital, they free funds which were 
previously tied up for this use. In any case they create an abundance 
of disposable money for which its owners try to find the most profit- 
able investment. Very promptly these funds find outlets in the stock 
exchange or in fixed investment. The notion that it is possible to pursue 
a credit expansion without making stock prices rise and fixcd invest- 
meat ex auu 13 au3uld.' I?---' :- -"---- 

The typical course of events under credit expansion was until a 
few years ago determined by two facts: that it was credit expansion 
under the gold standard, and that it was not the outcome of concerted 
action on the part of the various national governments and the central 
banks whose conduct these governments directed. The first of these 
facts meant that governments were not prepared to abandon the 
convertibility of their country's banknotes according to the rigidly 
fixed parity. The second fact resulted in a lack of quantitative uni- 

6. Cf. Machlup, The Stock Market, Credit and Capital Formation, pp. 2 5 6 2 6 1 .  
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formity in the size of credit expansion. Some countries got ahead of 
other countries and their banks were faced with the danger of a 
serious external drain upon their reserves in goId and foreign cx- 
change. In order to preserve their own solvency, these banks were 
forced to take recourse to drastic credit restriction. Thus they 
created the panic and inaugurated the depression on the domestic 
market. The panic very soon spread to other countries. Businessnlen 
in these other countries became frightened and increased their bor- 
rowing in order to strengthen their liquid funds for all possible evenrs. 
Tt was precisely this increased demand for new credits which im- 
pelled the monetary authorities of their own countries, alrcady 
alarmed by the crisis in the first country, also to resort to contraction. 
'Shus within a few days or weeks the depression became an inter- 
national phenomenon. 

The policy of devaluation has to some cxtcnt altered this typical 
sequence of events. Menaced by an external drain, the monetary 
authorities do not resort to credit restriction and to raising the rate 
of intcrest charged by the central banking system. They devalue. 
Yet devaluation does not solve the problem. If the government does 
not care how far foreign exchange rates may rise, it can for some time 
continue to cling to credit expansion. But one day the crack-up boom 
will annihilate its monetary system. On the other hand, if the authority 
wants to avoid the necessity of devaluing again and again at an ac- 
celerated pace, it must arrange its domestic credit policy in such 
a way as not to outrun in credit expansion the other countries against 
which i t  wants to keep its domestic currency at par. 

Many economists take it for granted that the attempts of the 
authorities to expand credit will always bring about the same almost 
regular alternation between periods of booming trade and of sub- 
sequent depression. They assume that the effects of credit expansion 
will in the future not differ from those that have been observed since 
the end of the eighteenth century in Great Britain and since the 
middle of the nineteenth century in \Vestern and Central Europe 
and in North America. But wc may wonder whether conditions have 
not changed. The  teachings of the monetary theory of the trade cycle 
are today so well known even outside of the circle of economists, that 
the nai've optimism which inspired the entrepreneurs in the boom 
periods of the past has given way to a certain skepticism. It  may be 
that businessmen will in the future react to credit expansion in a man- 
ner other than they have in the past. It  may be that they will avoid 
using for an expansion of their operations the easy money available 
because they v17iIl keep in mind the inevitable end of the boom. Some 
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signs forebode such a change. But i t  is too early to  make a positive 
statement. 

The Chimera of Contracyclical Policies 

An essential element of the "unorthodox" doctrines, advanced both by 
all socialists and by all interventionists, is that the recurrence of depressions 
is a phenomenon inherent in the very operation of the market economy. 
But while the socialists contend that only the substitution of socialism for 
capitalism can eradicate the evil, the interventionists ascribe to the govern- 
ment the power to correct the operation of the market economy in such a 
way as to bring about what they call "econon~ic stability." These inter- 
ventionists would be right if their antidepression plans were to aim at a 
radical abandonment of credit expansion policies. However, they reject 
this idea in advance. What they want is to expand credit more and more 
and to prevent depressions by the adoption of special "contracyclical" 
measures. 

In the context of these plans the government appears as a deity that 
stands and works outside the orbit of human affairs, that is independent 
of the actions of its subjects, and has the power to interfere with these 
actions from without. It has at its disposal means and funds that are not 
provided by the people and can be freely used for whatever purposes the 
rulers are prepared to employ them for. What is needed to make the 
most beneficent use of this power is mereIy to foIlow the advice given by 
the experts. 

The most advertised among these suggested remedies is contracyclical 
timing of public works and expenditure on public enterprises. The idea is 
not so new as its champions would have us believe. When depression came, 
in the past, public opinion always asked the government to embark upon 
public works in order to create jobs and to stop the drop in prices. But the 
problem is how to finance these public works. If the government taxes the 
citizens or borrows from them, it does not add anything to what the 
Keynesians call the aggregate amount of spending. It restricts the private 
citizen's power to consume or to invest to the same extent that it increases 
its own. If, however, the government resorts to the cherished inflationary 
methods of financing, it makes things worse, not better. It may thus delay 
for a short time the outbreak of the slump. But when the unavoidable 
payoff does come, the crisis is the heavier the longer the government has 
postponed it. 

The interventionist experts are at a loss to grasp the real problems in- 
volved. As they see it, the main thing is "to plan public capital expenditure 
well in advance and to accumulate a shelf of fully worked out capital 
projects which can be put into operation at short notice." This, they say, 
"is the right policy and one which we recommend all countries should 
adopt." However, the problem is not to elaborate projects, but to pro- 

7. Cf. League of Nations, Economic Stability in the Post-War World, Report 
of the Delegation on Economic Depressions, PC. I1 (Geneva, 1945)~ p. 173. 
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vide the materia1 means for their execution. The interventionists believe 
that this could be easily achieved by holding back government expendi- 
ture in the boom and increasing it when the depression comes. 

Now, restriction of government expenditure may certainly be a good 
thing. But i t  does not provide the funds a government needs for a later 
expansion of its expenditure. An individual may conduct his affairs in this 
way. He  may accumulate savings when his income is high and spend them 
later when his income drops. But it is different with a nation or all nations 
together. The treasury may hoard a considerable part of the lavish rev- 
enue from taxes which flows into the public exchequer as a result of 
the boom. As far and as long as it withholds these funds from circulation, 
its policy is really deflationary and contracyclical and may to this extent 
weaken the boon] created by credit expansion. But when these funds are 
spent again, they alter the money relation and crcate a cash-induced tend- 
ency toward a drop in the monetary unit's purchasing power. By no means 
can these funds provide the capital goods required for the execution of 
the shelved public works. 

The  fundamental error of the interventionists consists in the fact that 
they ignore the shortage of capital goods. In their eyes the depression is 
merely caused by a mysterious lack of the people's propensity both to 
consume and to invest. While the only real problem is to produce more 
and to  consume less in order to increase the stock of capital goods avail- 
able, the interventionists want to increase both consumption and invest- 
ment. They want the government to embark upon projects which are 
unprofitable precisely because the factors of production needed for their 
execution must be withdrawn from other lines of employment in which 
they would fulfill wants the satisfaction of which the consumers consider 
more urgent. They do not realize that such public works must consider- 
ably intensify the real evil, the shortage of capital goods. 

One could, of course, think of another  node for the employment of the 
savings the government makes in the boom period. The treasury could 
invest its surplus in buying large stocks of all those materials which it will 
later, when the depression comes, need for the execution of the public 
works planned and of the consumers' goods which those occupied in these 
public works will ask for. But if the authorities were to act in this way, 
they would considerably intensify the boom, accelerate the outbreak of 
the crisis, and make its consequences more serious." 

-411 this talk about contracyclical government activities ai~ns at one goal 
only, namely, to divert the public's attention from cognizance of the real 

8. In dealing with the contracyclical policies the interventionists always refer 
to the alleged success of these policies in Sweden. It is true chat public capital 
expenditure in Sweden was actually doubled between 1932 and 1939. But this was 
not the cause, but an effect, of Sweden's prosperity in the 'thirties. This prosperity 
was entirely due to the rearmament of Germany. This Nazi policy increased the 
German demand for Swedish products on the one hand and restricted, on the 
other hand, German competition on the worId market for those products which 
Sweden could supply. Thus Swedish exports increased from 1932 to 1938 (in 
thousands of tons): iron ore from 2,219 to 12,485; pig iron from 31,047 to 92,980; 
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cause of the cyclical fluctuations of business. All governments are firmly 
committed to the policy of low interest rates, credit expansion, and in- 
flation. When the unavoidable aftermath of these short-term policies 
appears, they know only of one remedy-to go on in inflationary ven- 
tures. 

6. Foreign Exchange Control and Bilateral 
Exchange Agreements 

If a government fixes the parity of its domestic credit or fiat money 
against gold or foreign exchange at a higher point than the market- 
that is, if it fixes maximum prices for gold and foreign exchangc be- 
low the potential market price-the effects appear which Gresham's 
Law describes. A state of affairs results which-very inadequately- 
is called a scarcity of foreign exchange. 

I t  is the characteristic mark of an economic good that the supply 
available is not so plentiful as to make any intended utilization of i t  
possible. An object that is not in short supply is not an economic good; 
no prices are asked for it or paid for it. As money must necessarily 
be an economic good, the notion of a money that would not be scarce 
is absurd. What those governments who complain about a scarcity 
of foreign exchange have in mind is, however, something different. 
It  is the unavoidablc outcome of thcir policy of price fixing. It  means 
that at the price arbitrarily fixed by the government demand exceeds 
supply. If the government, having by means of inflation reduced the 
purchasing power of the domestic monetary unit against gold, foreign 
exchange, and commodities and services, abstains from any attempt 
at controlling foreign exchange rates, there cannot be any question of 
a scarcity in thc sense in which the government uses this term. H e  who 
is ready to pay the market price would be in a position to buy as much 
foreign exchange as he wants. 

But the government is resolved not to tolerate any rise in foreign 
exchangc rates (in terms of the inflated domestic currency). ReIy- 
ing upon its magistrates and constables, it prohibits any dealings in 
foreign exchange on terms different from the ordained maximum 
price. 

As the government and its satellitcs see it, the rise in foreign ex- 
change rates was caused by an unfavorable balance of payments and by 
ferro-alloys from 15,453 to 28,605; other kinds of iron and steel from 134,237 to 
256,146; machinery from 46,230 to 70,605. The number of unemployed applying 
for relief was r 14,000 in 1932 and 165,000 in 1933. It dropped, as soon as German 
rearmament came into full swing, to 115,ooo in 1934, to 62,000 in 1935, and was 
16,000 in r938. The author of this "miracle" was not Keynes, but Hitler. 
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the purchases of speculators. In order to remove the evil, the govern- 
ment resorts to measures restricting the demand for foreign exchange. 
Only those people should henceforth have the right to buy foreign 
exchange who need it for transactions of which the government ap- 
proves. Commodities the importation of which is superfluous in the 
opinion of the government should no longer be imported. Pavment 
of interest and principal on debts due to foreigners is Citi- 
zens must no longer travel abroad. The  government does not realize 
that such measures can never "improve" the halance of payments. 
If imports drop, exports drop concomitantly. The citizens who are 
prevented from buying foreign goods, from paying back foreign 
debts, and from traveling abroad, will not keep the amount of 
domestic money thus left to  them in their cash holdings. They will 
increase their buying either of consumers' or of producers' goods and 
thus bring about a further tendency for domestic prices to rise. But 
the more prices rise, the more will exports be checked. 

Now the government goes a step further. I t  nationalizes foreign 
exchange transactions. Every citizen who acquires-through ex- 
porting, for example-an amount of foreign exchange, is bound to 
sell it at the official rate to the office of foreign exchange control. If 
this provision, which is tantamount to an export duty, were to be 
effectively enforced, export trade would shrink greatly or cease al- 
together. The  government certainly does not like this result. But 
neither does it want to admit that its interference has utterly failed to 
achieve the ends sought and has produced a state of affairs which is, 
from the government's own point of view, much worse even than the 
previous state of affairs. So the government resorts to a makeshift. 
I t  subsidizes the export trade to such an extent that the losses which 
its policy inflicts upon the exporters are compensated. 

On the other hand, the government bureau of foreign exchange 
control, stubbornly clinging to the fiction that foreign exchange rates 
have not "real1y"'risen and that the official rate is an effective rate, 
sells foreign exchange to importers at this official rate. If this policy 
w-cre to be really followed, it would be equivalent to paying bonuses 
to the merchants concerned. They would reap windfall profits in 
selling the imported commodity on the domestic market. Thus the 
authority resorts to further makeshifts. I t  either raises import duties 
or  levies special taxes on thc importers or  burdens their purchases of 
foreign exchange in some other way. 

Then, of course, foreign exchange control works. But it works only 
because it virtually acknowledges the market rate of foreign exchange. 
The  exporter gets for his proceeds in foreign exchange the official 
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rate plus the subsidy, which together equal the market rate. The  
importer pays for foreign exchange the official rate plus a special 
premium, tax, or duty, which together equal the market rate. The  
only people who are too dull to  grasp what is really going on and let 
themselves be fooled by the bureaucratic terminology, are the authors 
of books and articles on new methods of monetary management and 
on new monetary experience. 

T h e  n~ono~olization of buying and selling of foreign exchange by 
the government vests the control of foreign trade in the authorities. 
I t  does not affect the determination of foreign exchange rates. I t  does 
not matter whether or not the government makes it illegal for the 
press to  publish the real and effective rates of foreign exchange. As 
far as foreign trade is still carried on, only these real and effective rates 
are in force. 

In order to  conceaI better the true state of affairs, governments are 
intent upon eliminating all reference t o  the real foreign exchange rate. 
Foreign trade, they think, should no longer be transacted by  the 
intermediary of money. I t  should be barter. They  enter into barter 
and clearing. agreements with foreign governments. Each of the two 
contracting countries should sell t o  the other country a quantity of 
goods and services and receive in exchange a quantity of other goods 
and services. In the text of these treaties any reference to  the real mar- 
ket rates of foreign exchange is carefully avoided. However, both 
parties caIculate their sales and their purchases in terms of the world 
market prices expressed in gold. These clearing and barter agreements 
substitute bilateral trade between two countries for the triangular or  
multilateral trade of the liberal age. But they in no way affect the fact 
that a country's national currency has lost a part of its purchasing 
power against gold, foreign exchange, and commodities. 

As a policy of foreign trade nationalization, foreign exchange 
control is a step on the way toward a substitution of socialism for the 
market economy. From any other point of view it  is abortive. I t  can 
certainly neither in the short run nor in the long run affect the deter- 
mination of the rate of foreign exchange. 

Remarks About the Nazi Barter Agreements 

The barter and clearing agreements which the Nazi Government of the 
Rcich conchded with various foreign countries have been misinterpreted 
by the vast literature on the subject. As these misinterpretations are the 
basis of many current errors concerning monetary problems, it seems 
expedient to devote a few remarks to them. 
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The considerations which motivated foreign governments to enter into 
such agreements with the Reich were not uniform. Neither were the 
political and economic consequences of these agreements homogeneous. 
W e  may deal with the problems involved by discussing first the case of 
the agreement with Switzerland and then those with the countries of the 
European southeast. 

The Swiss banks had, before Hitler seized power, lent comparatively 
enormous sums to German business. Moreover, one of Switzerland's main 
industries, tourism, depended to a great extent on German patrons. The 
German foreign exchange control laws gave the German authorities the 
power to prohibit all payments to Swiss banks and to prevent Germans 
from visiting the country. The clearing agreement was the only means for 
the Swiss to salvage at least a part of their German assets and to induce 
the Reich to permit a limited number of Germans to spend a holiday in 
the Swiss hotels. 

The case of the Balkan agreements is even more interesting as their 
meaning was srill more distorted by misinterpretation. 

Let us look at an example. The Reich and one of the southeastern coun- 
tries of Europe-we may call it Balkania--concluded an agreement con- 
cerning the mutual exchange of commodities, which could be bought or 
sold on the world market for 20 million dollars. Balkania had to give a 
world-market value of 10 million dollars in food and raw materials, Ger- 
many had to give a world-market value of 10 million dollars in manu- 
factured goods. The pcculiar feature of the bargain was that these com- 
modities bought and sold were in the terms of the contract not valued 
according to their world-market price, but a t  a higher rate, let us say 10 

per cent above the prices of the world market. For the goods Germany had 
to buy, Balkania was charged I I million instead of 10, but on the other hand 
Balkania was credited for the goods it sold with I I million instead of 10. 

This overvaluation was totally, or at least to a great extent, concealed in 
the rate of exchange between the Reichsmark and the balkan, the mone- 
tary unit of Balkania's currency system, which the barter agreement fixed 
at a level different from the actual rate of exchange. 

Let us assume that the dollar was actually worth 10 balkans on the world 
market. By virtue of the barter agreement, Balkania sold to Germany food 
and raw materials for which English businessmen offercd roo million 
balkans, for I 10 million, and bought manufactured goods which she could 
buy from English or American exporters for IOO million balkans, for I 10 

million. 
Tn order to understand the meaning of this strange proccdure, we have 

to realize that the loss and the gain from these overvaluations compensated 
each other onIy for the whole nations, but not for the individual citizens. 
For socialist Germany, where under Hitler all business was nationalized, 
this made no difference at all. But in Balkania domestic production and 
domestic trade were still based on privatc ownership; only the foreign 
trade of Balkania was controlled by the government. There it was of great 
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consequence that those burdened by the ovcrvaluation of the imported 
goods and those favored by the overvaluation of the exported goods were 
not the same people. The terms of the barter agreement resulted, there- 
fore, in a shift of income from some goups of citizens (of course, the 
black sheep of the government) to other groups of citizens (of course, the 
government's pet children). The government of Balkania distributed the 
boon of the transaction in this way: 

r .  Higher prices paid to the producers of the exported food 
and raw materials 5 million 

2 .  Gains (legal and illegal) of the government agency entrus- 
ted with the execution of the barter agreement and of the 
"friends" of the government managing it I million 

3. Gains retained by the treasury 4 million 

T h e  losses of the transaction, on the other hand, were distributed in this 
way: 

r. Higher prices of imported commodities paid by those who 
were favored by the higher prices of the exported goods I million 

z. Higher prices of imported goods paid by other citizens 5 million 
3 .  Higher prices of imported goods paid by the government 

(e.g., for arms, railroad equipment, etc.) 4 million 

It is obvious that the friends of the government and the peasants producing 
food and raw materials realized gains of 5 million, whereas the nonagri- 
cultural sections of the population were burdened with 5 million additional 
expenditure. Such an effect was in line with Balkania's whole econonlic 
policy; like many other contemporary governments, the rulers of Balkania 
made every effort to favor the agricultural section of the population at the 
expense of the nonagricultural section. 

The  political consequences of these agreements were twofold: Bal- 
kania's government became dependent on the Reich, but its power at home 
increased. The government now disposed of a fund which could be used 
for the benefit of its friends, who were on the payroll of the company or 
government agency entrusted with the execution of the barter agreement. 
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groups of the peasantry who did not support the government or who were 
members of a linguistic or religious minority. The products which had to 
be exported to Germany were purchased only from the sympathetic 
producers. The nonsympathisers were barred from the enjoyment of the 
benefits of the treaty; they had to sell their entire crop at the lower prices 
corresponding to the world market prices. In Yugoslavia, for instance, the 
Catholic Croat peasants complained that the government purchased only 
from Serbs. It  is impossible to discover whether this complaint was really 
well founded; in any case, the Croats did not blame the Nazis, they blamed 
the Yugoslavian government. 
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The barter agreements gave Germany a kind of monopoly of the trade 

with the countries of southeastern Europe which could not fail to link 
these countries politically with the Rcich. From the Nazi point of view, 
this practice meant a skillful use of the domestic economic antagonisms 
within these countries for the achievement of their own political ends. 
T o  the governments of the Balkan states, these barter agreements offered 
an opportunity of initiating a policy favoring the farming class at the 
expense of the nonagricultural classes. What the industrial countries of 
Western and Central Europe achieved by tariffs and other measures dis- 
criminating against the products of foreign agriculcurc and what the 
United States achieved by some of the agricultural measures of the New 
Deal, was in Rumania, Hungary, Bulgaria, and Yugoslavia achieved by the 
barter treaties with Germany. 

Faced with the problem of this German economic offensive in the Bal- 
kans, Great Britain was helpless. It had to  withdraw from markets where it 
could buy only at prices higher than those in other countries. Conse- 
quently, the governments of the Balkan countries concerned declared that 
there were no pounds available for the payment of imports from Great 
Britain and refused to grant import licenses. Cotnmerce between Great 
Britain and these countries was severely restricted. 

The same was no less true with regard to all other countries of Western 
Europe and of America. 

Such was the true nature of these much talked about clearing agree- 
ments which were hailed by many authors as the dawn of a new age of 
monetary management. 



XXXII. CONFISCATION AND REDISTRIBUTION 

I. T h e  Philosophy of Confiscation 

I NTERVENTIOXISM is guided by the idea that interfering with prop- 
erty rights does not affect the size of production. The  most na'ive 

manifestation of this faIlacy is presented by confiscatory intervention- 
ism. The  yield of production activities is considered a given magni- 
tude independent of the merely accidental arrangements of society's 
social order. The  task of the government is seen as the "fair" distri- 
bution of this national income among the various members of soci- 
ety. 

The  interventionists and the socialists contend that all commodities 
are turned out by a social process of production. When this process 
comes to an end and its fruits ripen, a second social process, that of 
distribution of the yield, follows and alIots a share to each. The  char- 
acteristic feature of the capitalist order is that the shares allotted are 
unequal. Some people-the entrepreneurs, the capitalists, and the 
landowners-appropriate to themselves more than they should. Ac- 
cordingly, the portions of other people are curtailed. Government 
should by rights expropriate the surplus of the privileged and distribute 
it among the underprivileged. 

Now in the market economy this alleged dualism of two independ- 
ent processes, that of production and that of distribution, does not 
exist. There is only one process going on. Goods are not first pro- 
duced and then distributed. There is no such thing as an appropriation 
of portions out of a stock of ownerless goods. The  products come 
:"+- a-:'.+n"nn ,..- .-,,--L,.A.7?,- "+-- TC /...,. -.,"...+" +,. A:"+..:L...+" +Le- 
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one must first confiscate them. I t  is certainly very easy for the govern- 
nlentaI apparatus of compulsion and coe rc io~  to embark upon con- 
fiscation and expropriation. But this does not prove that a durable 
system of economic affairs can be built upon such confiscation and 
expropriation. 

When the Vikings turned their backs upon a community of 
autarkic peasants whom they had plundered, the surviving victims 
began to work, to till the soil, and to build again. When the pirates 
returned after some years, they again found things to seize. But 
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capitalism cannot stand such reiterated predatory raids. Its capital ac- 
cumulation and investnlents are founded upon the expectation that no 
such expropriation u.ill occur. If this expectation is absent, people \\.ill 
prefer to consume their capital instead of safeguarding it for the 
expropriators. This is the inherent error of all plans that aim at cotn- 
lining private oumrship and rciterntcd e~propriation. 

'I'he social reforniers of older da).s ainlecl at the establishnient of 
a cotlimunit\: of autarkic fanners only. . l h  shares of' land alfottcd to 

each member \\.ere to be equal. In the iinagiilation of these ~~topians 
there is no room for division of labor and specializ~tion in processing 
trades. I t  is a serious mistake to  call such a social order agrarian social- 
imz. I t  is rnerely a juxtaposition of econoniicallv self-sufficient housc- 
holds. 

In the lr~arltet econoiny the soil is a Ineatis of production Iilw any 
other material factor of production. Plans aiming at a more or less 
c c p l  distribution of the soil among the farnling population arc, under 
the conditions of the market economy, merely plans for granting 
privileges to a group of less efficient producers at the expense of the 
immense majority of consumers. The  operation of the market tends 
t o  diminate all t l k e  farmers whose cost of production is higher than 
the marginal costs needed for the production of that amount of farm 
products the consumers are ready to buy. It determines the size of 
the farms as well as the methods of production applied. If the govern- 
ment interferes in order to make a different arrangement of the condi- 
tions of farming prevail, it raises the average price of farm products. 
If under competitive conditions m farmers, each of them operating 
a 1,000-acrc farm, produce all those farm products the consumers are 
ready t o  acquire, and the government interferes in order t o  substitute 5 
~n farmers, each of them operating a zoo-acre farm, for 7n, the pre- 
vious number of farmers, the consumers foot the bill. 

I t  is vain to  justify such land reforms by  referring to natural law 
and othcr metaphysical ideas. The simple truth is that they enhance 
the price of agricultural products and that they also impair nonagri- 
cultural production. As more manpower is needed t o  turn out a unit 
of farm produce, more people are employed in farming and less are 
left for  the processing industries. The  total amount of commodities 
available for consumption drops and a certain group of people is 
favored at the expense of the majority. 
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3 .  Confiscatory Taxation 

Today the main instrument of confiscatory interventionism is 
taxation. It does not matter whether the objective of estate and in- 
come taxation is the allegedly social motive of equalizing wealth and 
income or whether the primary motive is that of revenue. What alone 
counts is the resulting effect. 

The  average man looks at the problems involved with unveiled 
envy. Why should anybody be richer than he himself is? The  lofty 
moralist cbncea~s his resentment in philosophical disquisitions. H e  
argues that a man who owns ten millions cannot be made happier by 
an increment of ninety millions more. Inversely, a man who owns a 
hundred millions does not feel any impairment of happiness if his 
wealth is reduced to a hare ten millions only. The  same reasoning holds 
good for excessive incomes. 

T o  judge in this way means to judge from an individualistic point 
of view. The  yardstick applied is the supposed sentiments of individ- 
uals. Yet the problems involved are social problems; they must be ap- 
praised with regard to their social consequences. What matters is 
neither the happiness of any Croesus nor his personal merits or de- 
merits; it is society and the productivity of human effort. 

A law that prohibits any individuai from accumulating more than 
ten millions or  from making more than one million a year restricts 
the activities of prccisely those entrepreneurs who arc most success- 
ful in filling the wants of consumers. If such a law had been enacted 
in thc United States fifty years ago, many who are multimillionaires 
today would live in more modest circukstances. But all those new 
branches of industry which supply the masses with articles unheard 
of before would operate, if at all, -on a much smaller scale, and their 
products would be beyond the reach of the common man. I t  is mani- 
festly contrary to the interest of the consumers to prevent the most 
efficient entrepreneurs from expanding the sphere of their activities 
1 - p  the ..;hi& rjIe m~hlir gnnrnvec ~f their ~ondi jc t  of r r -ST-- -rrA-- -- 
business by buying their products. Here again the issue is who should 
be supreme, the consumers or the government? In the unhampered 
market the behavior of consumers, their buying or  abstention from 
buying, ultimately determines each individual's income and wealth. 
Should one vest in the government the power to overrule the con- 
sumers' choices? 

The incorrigible statolatrist objects. In his opinion what motivates 
the activities of the great entrepreneur is not the lust for wealth, but 
the lust for power. Such a "royal merchant" would not restrict his 
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activities if he had to deliver all the surplus earned to the tax collector. 
His lust for power cannot he weakened by any considcrations of 
mere money making. Let us, for the sake of argument, accept this 
psychology. But on what else is the power of a businessman founded 
than on his wealth? How would Rockefeller and Ford have been in a 
position to acquire "power" if they had been prevented from acquir- 
ing wealth? After all, those statolatrists are on comparatively better 
grounds who want to prohibit the accumulation of wealth precisely 
because it gives a man economic p0wer.l 

Taxes are necessary. But the system of discriminatory taxation uni- 
versally accepted unher the misleading name of progressive taxation 
of income and inheritance is not a mode of taxation. It is rather a mode 
of disguised expropriation of the successful capitalists and entre- 
preneurs. Whatever the govcrnments' satellites may advance in its 
favor, it is incompatible with the preservation of the marltet economy. 
I t  can at best be considered a means of bringing about socialism. 
Looking backward on the evolution of income tax rates from the 
beginning of the Federal income tax in 19s 3 until the present day, 
one can hardly believe that the tax will not soon absorb loo per cent 
of a11 surplus above the customary level of a labor-union leader's 
salary. 

Economics is not concerned with the spurious metaphysical doc- 
trines advanced in favor of tax progression, but with its repercussions 
on the operation of the market economy. The interventionist authors 
and politicians look at the problems involved from the angle of their 
arbitrary notions of what is "socially desirable." As they see it, "the 
purpose of taxation is never to raise moncy," since the govcrnmcnt 
"can raise all the money it needs by printing it." The true purpose 
of taxation is "to leave less in the hands of the taxpayer." ? 

Economists approach the issue from a differcnt angle. They ask 
first: what are the effects of confiscatory taxation on capital accumu- 
lation? The greater part of that portion of the higher incomcs which 
is taxed away would have been used for the accumulation of addi- 
tional capital. If the treasury employs the proceeds for current ex- 
penditure, the result is a drop in the amount of capital accumulation. 
The same is valid, even to a greater extent, for death taxes. They force 
the heirs to sell a considcrable part of the testator's estatc. This capital 
is, of course, not destroyed; it merely changes ownership. But the 

I. There is no need to emphasize again that the use of the terminology of 
political rule is entirely inadequate in the treatment of economic problems. See 
above, pp. 272-273. 

2. Cf. A. B. Lerner, The Economics of Control, Principles of Welfare Econom- 
ics (New York, I%), pp. 307-308. 
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savings of the purchasers, which are spent for the acquisition of the 
capital sold by the heirs, would have constituted a net increment in 
capital available. Thus the accumulation of new capital is slowed 
down. The realization of technological improvement is impaired; the 
quota of capital invested per worker employed is reduced; a check is 
placed upon the rise in the productivity of labor and upon the con- 
comitant rise in real wage rates. It is obvious that the popular belief 
that this mode of confiscatory taxation harms only the immediate 
victims, the rich, is false. 

If capitalists are faced with the likelihood that the income tax or 
the estate tax will rise to roo per cent, they will prefer to consume 
their capital funds rather than to preserve them for the tax collector. 

Confiscatory taxation results in checking economic progress and 
improvement not only by its effect upon capital accumulation. It 
brings about a general trend toward stagnation and the preservation 
of business practices which could not last under thc competitive con- 
ditions of the unhampered market economy. 

I t  is an inherent feature of capitalism that it is no respecter of 
vested interests and forces every capitalist and entrepreneur to adjust 
his conduct of business anew each day to the changing structure of 
the market. Capitalists and entrepreneurs are never free to relax. As 
long as they remain in business they are never granted the privilege of 
quietly enjoying the fruits of their ancestors' and their own achieve- 
ments and of lapsing into a routine. If they forget that their task is 
to serve the consumers to the best of their abilities, they will very 
soon forfeit their eminent position and wiIl be thrown back into the 
ranks of the common man. Their leadership and their funds are con- 
tinually chaIlenged by newcomers. 

Every ingenious man is free to start new business projects. He may 
be poor, his funds may be modest and most of them may be borrowed. 
But if he fills the wants of consumers in the best and cheapest way, 
he will succeed by means of "excessive" profits. He pIoughs back 
the greater part of his profits into his business, thus making it grow 
rapidly. It is the activity of such enterprising parvenus that provides 
the market economy with its "dynamism." These nouveaux riches 
are the harbingers of economic improvement. Their threatening com- 
petition forces the old firms and big corporations either to adjust their 
conduct to the best possible service of the public or to go out of 
business. 

But today taxes often absorb the greater part of the newcomer's 
L ' e x ~ e ~ s i ~ e "  profits. He cannot accumulate capital; he cannot expand 
his own business; he will never become big business and a match for 
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the vested interests. T h e  old firms do not need t o  fear his competition; 
they are sheltered by the tax collcctor. They  may with impunity in- 
dulge in routine, thcy may defy the wishcs of the public and become 
conscrvative. I t  is true, thc income tax prevents them, too, from ac- 
cumulating new capital. But what is rnorc important for them is that 
i t  prevents the dangerous newcomer from accumulating any capital 
T h e y  are virtually privileged b y  thc tax system. In this sense progrcs- 
sive taxation checks economic progress and makcs for  rigidity. While 
under unhampered capitalism the ownership of capital is a liability 
forcing the owner to serve the consumers, modern   net hods of taxation 
transform it  into a privilcgc. 

The  interventionists complain that big business is getting rigid and 
bureaucratic and that it is no longer possible for competent new- 
comers t o  challenge the vested interests of the old rich families. 
Howevcr, as far as thcir coimplaints are justified, they complain about 
things which arc merely the result of their own policics. 

Profits are the driving force of the market economy. The greater 
the profits, the better the necds of the consumers are supplied. For 
profits can only be reaped by  removing discrepancies bctwecn the 
demands of thc consumers and the previous state of production 
activities. H e  who scrves the public best, makes thc highest profits. 
In  fighting profits governments deliberatcly sabotage thc operation of 
the markct economy. 

Confiscatory Taxation and Risk-Taking 
A popular fallacy considers entrepreneurial profit a reward for risk- 

taking. It looks upon the entrepreneur as a gambler who invests in a lot- 
tery after having weighed the favorable chances of winning a prize against 
the unfavorable chances of losing his stake. This opinion manifests itself 
most clearly in the description of stock-exchange transactions as a sort of 
gambling. From the point of view of this widespread fable, the evil caused 
by confiscatory taxation is that it disarranges the ratio bctwecn the favor- 
able and the unfavorable chances in the lottery. The prizes are cut down, 
while the unfavorable hazards remain unchanged. Thus capitalists and 
entrepreneurs are discouraged from embarking upon risky ventures. 

Every word in this reasoning is false. The owner of capital does not 
choose between more risky, less risky, and safe investments. He is forced, 
by the very operation of the market economy, to invest his funds in such 
a way as to supply the most urgent needs of the consumers to the best 
possible extent. If the methods of taxation resorted to by the government 
bring about capital consumption or restrict the accumulation of new 
capital, the capital required for marginal employments is lacking and an 
expansion of investment which would have been effected in the absence 
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of these taxes is prevented. The wants of the consumers are satisfied to a 
lesser extent onIy. But this outcome is not caused by a reluctance of capi- 
talists to take risks; it is caused by a drop in capital supply. 

There is no such thing as a safe investment. If capitalists were to behave 
in the way the risk fable describes and were to strive after what they con- 
sider to be the safest investment, their conduct would render this line of 
investment unsafe and they would certainly lose their input. For the 
capitalist there is no means of evading the law of the market that makes it 
imperative for the investor to comply with the wishes of the consumers 
and to produce all that can be produced under the given state of capital 
supply, technological knowledge, and the valuations of the consumers. A 
capitalist never choses that investment in which, according to his under- 
standing of the future, the danger of losing his input is smallest. He chooses 
that investment in which he expects to make the highest possible profit. 

Those capitalists who are aware of their own lack of ability to judge 
correctly for themselves the trend of the market do not invest in equity 
capital, but lend their funds to the owners of such venture capital. They 
thus enter into a sort of partncrship with those on whose better ability to 
appraise thc conditions of the market they rely. It is customary to call 
venture capital risk capital. However, as has been pointed out, the success 
or failure of the investment in preferred stock, bonds, debentures, mort- 
gages, and other loans depends ultimately also on the same factors that 
determine success or failure of the venture capital invested.3 There is no 
such thing as independence of the vicissitudes of the market. 

If taxation were to strengthen the supply of loan capital at the expense 
of the supply of vcnture capital, it would make the gross market rate of 
interest drop and at the same time, by increasing the share of borrowed 
capital as against the share of equity capital in the capital structure of the 
firms and corporations, render the investment in loans more uncertain. 
The process would therefore be self-liquidating. 

The fact that a capitalist as a rule does not concentrate his investments, 
both in common stock and in loans, in one enterprise or one branch of 
business, but prefers to spread out his funds among various classes of in- 
vestment, does not suggest that he wants to reduce his "gambling risk." 
H e  wants EO imprnve his chances of earning profits. 

Nobody embarks upon any investment if he does not expect to make a 
good investment. hTobody deliberately chooses a malinvestment. It is only 
the emergence of conditions not properly anticipated by the investor that 
turns an investment into a malinvestment. 

As has been pointed out, there cannot be such a thing as noninvested 
~ap i t a l .~  The capitalist is not free to choose between investment and non- 
investment. Neither is he free to deviate in the choice of his investments 
from the lines determined by the most urgent among the yet unsatisfied 

3. Cf. above, pp. 536537. 
4. Cf. above, pp. 518-520. 
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wants of the consumers. He must try to anticipate these future wants cor- 
rectly. Taxes may reduce the amount of additional capital available or 
even bring about consumption of capital previously accumulated. But 
they do not affect the employment of capital available, whatever its 
quantity may be. 

With an excessive height of the income and estate tax rates for the very 
rich, a capitalist may consider it the most advisable thing to keep all his 
funds in cash or in bank balances not bearing any interest. He consumes 
part of his capital: pays no income tax and reduces the inheritance tax 
which his heirs will have to pay. But even if people really behave this 
way, their conduct does not affcct the employment of the capital available. 
It affects prices. But no capital good remains uninvested on account of it. 
And the operation of the market pushes investment into those lines in 
which it is expected to satisfy the most urgent not yet satisfied demand of 
the buying public. 



XXXIII. SYNDICALISM AND CORPOKAI'IVLSM 

I .  The Syndicalist Idea 

HE term syndicalism is used to signify two entirely different T things. 
Syndicalism, as used by the partisans of Georges Sorel, means special 

revolutionary tactics to be resorted to for the realization of socialism. 
Labor unions, it implies, should nor waste their strength in the task 
of improving the conditions of wage earners within the frame of 
capitalism. They should adopt action dirccte, unflinching violence 
to destroy all the institutions of capitalism. They should never cease 
to fight-in the genuine sense of the term-for their ultimate goal, 
socialism. T h e  proletarians must not let themselves be fooled by the 
catchwords of the bourgeoisie, such as liberty, democracy, representa- 
tive government. They must seek their salvation in the class struggle, 
in bloody revolutionary upheavals and in the pitiless annihilation of 
the bourgeois. 

This doctrine played and still plays an enormous role in modern 
politics. I t  has provided essential ideas to Russian Bolshevism, Italian 
Fascism, and German Nazism. But it is a purely political issue and 
may be disregarded in a catallactic analysis. 

The  second meaning of the term syndicalism refers to a program 
of society's economic organization. While socialism aims at the sub- 
stitution of government ownership of the means of production for 
private ownership, syndicalism wants to give the ownership of the 
plants to the workers employed in them. Such slogans as "The raiI- 
roads to the railroadmen" or "The mines to the miners" best indicate 
the ultimate goals of syndicalism. 

The  ideas of socialism and those of syndicalism in the sense of action 
directe were developed by  intellcctuals whom consistent adepts of all 
Marxian sects cannot help describing as bourgeois. But the idea of 
syndicalism as a system of social organization is a genuine product of 
the "proletarian mind." I t  is precisely what the naive employee con- 
siders a fair and expedient means for improving his own material well 
being. Eliminate the idle parasites, the entrepreneurs and capitalists, 
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and give their "unearned incomes" to the workers! Nothing could be 
simpler. 

If one were to take these plans seriously, one would not have to 
deal with them in a discussion of the problems of interventionism. 
One would have to realize that syndicalism is neither socialism, nor 
capitalism, nor interventionism, but a system of its own different from 
these three schemes. However, one cannot take the syndicalist pro- 
gram seriously, and nobody ever has. hTobody has been so confused 
and injudicious as to advocate syndicalism openly as a social system. 
Syndicalism has played a role in the discussion of economic issues only 
as far as certain programs unwittingly contained syndicaIist features. 
There are elements of syndicalism in certain objectives of govern- 
ment and labor-union interference with market phenomena. There 
are, moreover, guild socialism and corporativism, which pretcnded 
to avoid the governmcnt omnipotence inherent in all socialist and 
interventionist ventures by adulterating them with a syndicalist ad- 
mixture. 

2 .  The Fallacies of Syndicalism 

The root of the syndicalist idea is to be seen in the belief that entre- 
preneurs and capitalists are irresponsible autocrats who are free to 
conduct their affairs arbitrarily. S~zch a dictatorship must not be 
tolerated. The liberal movement, which has substituted representative 
government for the despotism of hereditary kings and aristocrats, 
must crown its achievements by substituting "industrial democracy" 
for the tyranny of heredimry capitalists and entrepreneurs. The eco- 
nomic revohtion must bring to a climax the liberation of the people 
which the political revolution has inaugurated. 

The fundamental error of this argument is obvious. The entre- 
preneurs and capitalists are not irresponsible autocrats. They are 
unconditionally subjcct to the sovereignty of the consumers. The 
market is a consumers' democracy. The syndicalists want to transform 
it into a producers' democracy. This idea is fallacious, for the sole end 
and purpose of production is consumption. 

What the syndicalist considers the most serious defect of the capital- 
ist system and disparages as the brutality and callousness of autocratic 
profit-seekers is precisely the outcome of the supremacy of the con- 
sumers. Under the competitive conditions of the unhampered marker 
economy the entrepreneurs are forced to improve technological 
methods of production without regard to the vested interests of the 
workers. The employer is forced never to pay workers more than 
corresponds to the consumers' appraisal of their achievements. If an 
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employee asks for a raise because his wife has borne him a new baby 
and the employer refuses on the ground that the infant does not 
contribute to the factory's effort, the employer acts as the mandatary 
of the consumers. These consumers are not prepared to pay more for 
any commodity merely because the worker has a large family. The 
naivete of the syndicalists manifests itself in the fact that they would 
never concede to those producing the articles which they themselves 
are using the same privileges which they claim for themselves. 

The syndicalist principle requires that the shares of every corpo- 
ration should be taken away from "absentee ownership" and be 
equally distributed among the employees; payment of interest and 
principal of debts, is to be discontinued. "Management" will then 
be placed in the hands of a board elected by the workers who are 
now also the shareholders. This mode of confiscation and redistribu- 
tion will not bring about equality within the nation or the world. It 
would give more to the employees of those enterprises in which the 
quota of capital invested per worker is greater and less to those in 
which it is smaller. 

Jt is a characteristic fact that the syndicalists in dealing with these 
issues always refer to management and never mention cntrepre- 
neurial activities. As the average subordinate employee sees things, 
all that is to be done in the conduct of business is to accomplish those 
ancillary tasks which are entrusted to the managerial hierarchy within 
the frame of the entrepreneurial plans. In his eyes the individual plant 
or workshop as it exists and operates today is a permanent establish- 
ment. It will never change. It w-ill always turn out the same products. 
He ignores completely the fact that conditions are in a ceaseless flux, 
and that the industrial structure must be daily adjusted to the solu- 
tion of new problems. His world view is stationary. It does not allow 
for new branches of business, new products, and new and better 
methods for manufacturing the old products. Thus the syndicalist 
ignores the essential problems of entrepreneurship: providing the 
capital for new industries and the expansion of already existing in- 
dustries, restricting branches for the products demand for which 
drops, technological improvement. It is not unfair to call syndicalism 
the economic philosophy of short-sighted people, of those adamant 
conservatives who look askance upon any innovation and are so 
hlindcd by envy that they call down curses upon those who provide 
them with more, better, and cheaper products. They are like patients 
who grudge the doctor his success in curing them of a malady. 
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3. Syndicalist Elements in Popular Policies 

The popularity of syndicalism manifests itself in various postulates 
of contemporary economic policies. The  essence of these policies is 
always to grant privileges to a minority group at the expense of the 
inlmense majority. They invariably result in impairing the wealth 
and income of the majority. 

Many labor unions are intent upon restricting the number of work- 
ers employed in their field. While the public wants more and cheaper 
books, periodicals and newspapers, and would get them under the 
conditions of an unhampered labor market, the typographical unions 
prevent many newcomers from working in printing offices. The 
effect is, of course, an increase in the wages earned by  the union 
members. But the corollary is a drop of wage rates for those not 
admitted and an enhancement in the price of printed matter. The 
same effect is brought about by union opposition to the utilization 
of technological improvements and by all sorts of featherbedding 
practices. 

Radical syndicalism aims at entirely eliminating payment of divi- 
dends to shareholders and of interest to creditors. The interventionists 
in their enthusiasm for middle-of-the-road solutions want to appease 
the syndicalists by giving the employees a part of the profits. Profit- 
sharing is a very popular slogan. There is no need to enter anew into 
an examination of the fallacies implied in the underlying philosophy. 
I t  suffices to show the absurd consequences to which such a system 
must lead. 

I t  may sometimes be good policy for a small shop or for an enter- 
prise employing highly skiIled workers, to grant an extra bonus to 
employees if business is prosperous. But it is a non sequitur to assume 
that what under special conditions may be wise for an individual 
firm could work satisfactorily as a general system. There is no rea- 
son why one welder should make more money because his employer 
earns high profits and another welder less because his employer earns 
lower profits or no profits at all. The  workers themselves would rebel 
against such a method of remuneration. It  could not be preserved even 
for a short time. 

A caricature of the profit-sharing scheme is the ability-to-pay prin- 
ciple as recently introduced into the program of American labor 
unionism. While the profit-sharing scheme aims at an allocation to 
the employees of a part of profits already earned, the ability-to-pay 
scheme aims at a distribution of profits which some external observers 
believe the employer may earn in the future. The  issue has been 
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obfuscated by the fact that the Truman Administration, after having 
acccpted the new union doctrine, announced that it was appointing 
a "fact-finding" board which would have the authority to examine 
the books of the employers in order to determine their ability to 
pay an increase in wages. However, the books can provide information 
only about past costs and proceeds and past profits and losses. Esti- 
mates of future volume of production, future sales, future costs, or 
future profits or losses are not facts, but speculative anticipations. 
There are no facts about future pr0fits.l 

There cannot be any question of realizing the syndicalist ideal 
according to which the proceeds of an enterprise should completely 
go to the employees and nothing should be left for interest on the 
capital invested and profits. If one wants to abolish what is called 
"unearned income," one must adopt socialism. 

4. Guild Socialism and Corporativism 

The ideas of guild socialism and corporativism originated from two 
different lines of thought. 

The eulogists of medieval institutions long praised the eminence 
of the guilds. What was needed to wash away the alleged evils of the 
market economy was simply to return to the wcll-tried methods of 
the past. However, all these diatribes remained sterile. The critics 
never attempted to particularize their suggestions or to elaborate def- 
inite plans for an economic reconstruction of the social order. The 
most they did was to point out the alleged superiority of the old 
quasi-representative assemblies of the type of the French Etats- 
GE'ne'raux and the German Standische Landtage as against the modern 
parliamentary bodies. Rut even with regard to this constitutional 
issue their ideas were rather vague. 

The second source of guild socialism is to be found in specific 
political conditions of Grcat Britain. When the conflict with Germany 
became aggravated and finally in 1914 led to war, the younger British 
sociaIists began to fee1 uneasy about their program. The state idolatry 
of the Fabians and their glorification of German and Prussian institu- 
tions was paradoxical indeed at a time when their own country was 
involved in a pitiless struggle against Germany. What was the use of 
fighting the Germans when the most "progressive" intellectuals of 
the country longed for the adoption of German social policies? Was 
it possible to praise British liberty as against Prussian bondage and 

I .  Cf. F. R. Fairchild, Profits and the Ability to Pay Wages (Irvington-on- 
Hudson, 1946)~ p. 47. 
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at the same time to recommend the methods of Bismarck and his 
successors? British socialists yearned for a specifically British brand 
of socialism as different as possible from the Teutonic brand. The 
problem was to construct a socialist scheme without totalitarian state 
supremacy and omnipotence, an individualistic variety of collec- 
tivism. 

The solution of this problenl is no less impossible than that of the 
construction of a triangular square. Yet the young men of Oxford 
confidently tried to solve it. They borrowed for their program thc 
name guild socialisnz from the littlc known group of the eulogists of 
the Middle Ages. They characterized their scheme as industrial self- 
government, an economic corollary of the most renowned principle 
of English political rule, local government. In their plans they assigned 
the leading role to the most powerful British pressure group, the 
trade unions. Thus they did everything to make their device palatable 
to their countrymen. 

However, neither these captivating adornments nor the obtrusive 
and noisy propaganda could mislead intelligent people. The plan was 
contradictory and blatantly impracticable. After only a few years it 
feIl into complete oblivion in the country of its origin. 

But thcn came a resurrection. The ItaIian Fascists badly needed an 
economic program of their own. After having seceded from the in- 
ternational partics of Marxian socialism, they could no longer pose as 
socialists. Neither were they, the proud scions of the invincible Roman 
legionaries, prepared to make concessions to Western capitalism or to 
Prussian interventionism, the counterfeit ideologies of the barbarians 
who had destroyed their glorious empire. They were in search of 
a social philosophy, purely and exciusively Italian. Whether or not 
they knew that their gospeI was merely a replica of British guild 
socialism is immaterial. At any rate, the stato corporatiz~o was nothing 
but a rebaptized edition of guild socialism. The differences concerned 
only unimportant details. 

Corporativism was flamboyantly advertised by the bombastic propa- 
ganda of the Fascists, and the success of their campaign was over- 
whelming. Many foreign authors exuberantly praised the miraculous 
achievements of the new system. The governments of Austria and 
Portugal emphasized that they were firmly committed to the noble 
ideas of corporativism. The Pope's encyclical Quadragesirno anno 
( 193 I ) contained passages which could-but need not-be inter- 
preted as an endorsement of corporativism. At  any rate Catholic 
authors sapported this interpretation in books which were published 
with the imprimatur of the Church authorities, 
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Yet neither the Italian Fascists nor the Austrian and Portuguese 

governments ever made any serious attempt to realize the corpora- 
tivist utopia. The Italians attached to various institutions the label 
corporativirt and transformed the university chairs of political econ- 
omy into chairs of economia politica e corporativa. But never was 
there any question of the much talked about essential feature of cor- 
porativism, self-government of the various branches of trade and 
industry. The Fascist Government clung first to the same principles 
of economic policies which all not outright socialist governments 
have adopted in our day, interventionism. Then Iater it turned step 
by step toward the German system of socialism, i.e., all-round state 
control of economic activities. 

The fundamental idea both of guild socialism and of corporativism 
is that every branch of business forms a monopolistic body, the guild 
or co~porazione.~ This entity enjoys full autonomy; it is free to settle 
all its internal affairs without interference of external factors and of 
people who are not themselves members of the guild. The mutual 
relations between the various guilds are settled by direct bargaining 
from guild to guild or by the decisions of a general assembly of the 
delegates of all guilds. In the regular course of affairs the govern- 
ment does not interfere at all. Only in exceptional cases, when an 
agreement between the various guilds cannot be attained, is the state 
called in.3 

In drafting this scheme the guild socialists had in mind the condi- 
tions of British local government and the relation between the various 
local authorities and the central government of the United Kingdom. 
They aimed at self-government of each branch of industry; they 
wanted, as the Webbs put it, "the right of self-determination for each 
vocation." In the same way in which each municipality takes care 
of its local community affairs and the national government handles 
only those affairs which concern the interests of the whole nation, 
the guild alone should have jurisdiction over its internaI affairs and the 
government should restrict its interference to those things which the 
guilds themselves cannot settle. 

However, within a system of social cooperation under the division 

z. The most elaborate description of guild socialism is provided by Sidney and 
Beatrice Webb, A Constitution for the Socialist Commonwealth of Great Britain 
(London, 1920); the best book on corporativism is Ugo Papi, Lezioni di 
Economia Generale e Corporativa, Vol. I11 (Padova, 1934). 

3 .  Mussolini declared on January 13,  1934, in the Senate: "Solo in un second0 
tempo, quando le categorie non abbiano trovato la via dell' accord0 e dell' equili- 
brio, lo Stato potrh intervenire." (Quoted by Papi, op. cit., p. 225.) 

4. Sidney and Beatrice Webb, op. cit., pp. 277 ff. 
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of labor there are no such things as matters of concern only to those 
engaged in a special plant, enterprise, or branch of industry and of no 
concern to outsiders. There are no internal affairs of any guild or 
corporazione the arrangement of which does not affect the whole 
nation. A branch of business does not serve only those who are oc- 
cupied in it; it serves everybody. If within any branch of business there 
is inefficiency, a squandering of scarce factors of production, or a 
reluctance to adopt the most appropriate methods of production, 
everybody's material interests are hurt. One cannot leave decisions 
concerning the choice of technological methods, the quantity and 
quality of products, the hours of work, and a thousand other things 
to the members of the guild, because they concern outsiders no less 
than members. In the market economy the entrepreneur in making 
such decisions is unconditionally subject to the law of the market. 
H e  is responsible to the consumers. If he were to defy the orders of 
the consumers, he would suffer losses and would very soon forfeit 
his entrepreneurial position. But the monopolistic guild does not need 
to fear competition. It enjoys the inalienable right of exclusively 
covering its field of production. It is, if left alone and autonomous, 
not the servant of the consumers, but their master. I t  is free to resort 
to practices which favor its members at the expense of the rest of 
the people. 

It is of no importance whether within the guild the workers alone 
rule or whether and to what extent the capitalists and the former 
entrepreneurs cooperate in the management of affairs. I t  is likewise 
without importance whether or not some seats in the guild's govern- 
ing board are assigned to representatives of the consumers. What 
counts is that the guild, if autonomous, is not subject to pressure that 
would force it to adjust its operations to the best possible satisfaction 
of the consumers. It is free to give the interests of its members pre- 
cedence over the interests of consumers. There is in the scheme of 
guild socialism and corporativism nothing that would take into ac- 
count the fact that the only purpose of production is consumption. 
Things are turned upside down. Production becomes an end in itself. 

When the American New Deal embarked upon the National Re- 
covery Administration scheme, the government and its brain trust 
were fully aware of the fact that what they planned was merely the 
establishment of an administrative apparatus for full government 
control of business. The short-sightedness of the guild socialists and 
corporativists is to be seen in the fact that they believed that the 
autonomous guild or corporazione could be considered a device for 
a working system of social cooperation. 
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It is very easy indeed for each guild to arrange its allegedly internal 

affairs in such a way as to satisfy its members fully. Short hours of 
work, high wage rates, no further improvements in tcchnoIogica1 
methods or in the quality of the products which could inconvenience 
the members-very well. But what will the result be if all guilds re- 
sort to the same policies? 

Under the guild system there is no longer any question of a market. 
There are no longer any prices in the catalIactic setise of the term. 
There are neither competitive prices nor monopoly prices. Those 
guilds which monopolize the suppIy of vital necessities attain a 
dictatorial position. The producers of indispensable foodstuffs and 
fuel and the suppliers of electric current and of transportation can 
with impunity squeeze the whole people. Does anybody expect that 
the majority will tolerate such a state of affairs? There is no doubt 
that any attempt to realize the corporarivist utopia would in a very 
short time lead to violent conflicts, if the government did not inter- 
fere when the vital industries abused their privilcged position. What 
the doctrinaires envisage only as an exceptional measure-the inter- 
ference of the government-will become the rule. Guild socialism and 
corporativism will turn into full government control of all produc- 
tion activities. They will develop into that system of Prussian 
Zwangswirtschaft which they were designed to avoid. 

There is no need to deal with the other fundamental shortcomings 
of the guild scheme. It is as deficient as any other syndicalist project. 
It does not take into account the necessity of shifting capital and labor 
from one branch to another and of establishing new branches of pro- 
duction. It entirely neglects the problem of saving and capital ac- 
cumulation. In short, it is nonsense. 



XXXIV. T H E  ECONOMICS O F  WAR 

I. Total  W a r  

T HE market economy involves peaceful cooperation. It  bursts 
asunder when the citizens turn into warriors and, instead of 

exchanging commodities and services, fight one another. 
The wars fought by primitive tribes did not affect cooperation 

under the division of labor. Such cooperation by and large did not 
exist between the warring parties before the outbreak of hostilities. 
These wars were unlimited or total wars. They aimed at total victory 
and total defeat. The defeated were either exterminated or expelled 
from their dwelling places or enslaved. The  idea that a treaty could 
settle the conflict and make it possible for both parties to live in peace- 
ful neighborly conditioqs was not present in the minds of the fighters. 

'1-he spirit of conquest does not acknowledge restraints other than 
those imposed by a power which resists successfully. The  principle 
of empire building is to expand the sphere of supremacy as far as 
possible. The  great Asiatic conquerors and the Roman Imperators 
were stopped onIy when they could not march farther. Then they 
postponed aggression for later days. They did not abandon their 
ambitious plans and did not consider independent foreign states as 
anything else than targets for later onslaughts. 

'This philosophy of boundless conquest also animated the rulers of 
medieval Europe. They too aimed first of all at the utn~ost expansion 
of the size of their reajms. But the institutions of feudalism provided 
t h a n  with only scanty means for  warfare. lTassals were not obliged 
to fight for their lord more than a limited time. T h e  selfishness of the 
vassals who insisted on their rights checked the king's aggressiveness. 
Thus the peaceful coexistence of a number of sovereign states orig- 
inated. In the sixteenth century a Frenchman, Bodin, developed the 
theory of national sovereignty. In the seventeenth century a Dutch- 
man, Grotius, added to it a theory of international relatibns in war 
and peace. 

With the disintegration of feudalism, sovereigns could no longer 
rely upon summoned vassals. They "nationalized" the country's armed 
forces. Henceforth, the warriors were the Icing's mercenaries. The 
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organization, equipment, and support of such troops were rather 
costly and a heavy burden on the ruler's revenues. T h c  ambitions of 
the princes were unbounded, but financial considerations forced 
them to moderate their designs. They  no longer planned to conquer a 
whole country. All they aimed at was the conquest of a fcw cities 
o r  of a province. T o  attain more would also have been unwise 
politically. For the European powers were anxious not to  let any 
one of them become too powerful and a menace to their own safety. 
A too impetuous conqueror must always fear a coalition of all those 
whom his bigness has frightened. 

The  combined effect of military, financial, and political circum- 
stances produced the limited warfare which prevailed in Europe in 
the three hundred years preceding the French Revolution. Wars were 
fought by comparatively small armies of professional soldiers. W a r  
was not i n  affair of the peoples; it concerned the rulers only. The  
citizens detested war which brought mischief to them and burdened 
them with taxes and contributions. But they considered themselves 
victims of events in which they did not participate actively. Even 
the belligerent armies respected the "neutrality" of the civilians. As 
they saw it, they were fighting the supreme warlord of the hostile 
forces, but not the noncombatant subjects of the enemy. In the wars 
fought on the European continent the property of civilians was con- 
sidered inviolable. In 1856 the Congress of Paris made an attempt 
to extend this principle to  naval warfare. More and more, eminent 
minds began to discuss the possibility of abolishing war altogether. 

Looking at conditions as they had developed under the system of 
limited warfare, philosophers found wars useless. Men arc killed or  
maimed, wealth is destroyed, countries are devastated for the sole 
benefit of Icings and ruling oligarchies. The  peoples themselves do 
not derive any gain from victory. The  individual citizens are not 
enriched if their rulers expand the size of their realm by annexing a 
province. For the people wars do not pay. The  only cause of armed 
conflict is the greed of autocrats. The  substitution of representative 
government for royal despotism will abolish war altogether. Democ- 
racies are peaceful. I t  is no concern of theirs whether their nation's 
sovereignty stretches over a larger or  smaller territory. Thev will 
treat territorial problems without bias and passion.  hey wili scttle 
them peacefully. What  is needed to make peace durable is to  dethrone 
the despots. This, of course, cannot bc achieved peacefully. I t  is 
necessary to  crush the mercenaries of the kings. But this revolutionary 
war of the peoples against the tyrants will bc the last war, thc war to  
abolish war forever. 



The Econo~nics of W a r  

This idea was already dimly present in the minds of the French 
revolutionary leaders when, after having repelled the invading armies 
of Prussia an2 Austria, they embarked upon a campaign of aggression. 
Of course, under the leadership of Napoleon they themseIves very 
soon adopted the most ruthless methods of boundless expansion and 
annexation until a coalition of all European powers frustrated their 
ambitions. But the idea of durable peace was soon resurrected. I t  was 
one of the main points in the body of nineteenth-century liberalism 
as consistently elaborated in the much abused principles of the Man- 
chester school. 

These British liberals and their continental friends were keen enough 
to  realize that what can safeguard durable peace is not  simply gov- 
ernment by  the people, but government by  the people under un- 
limited laissez faire. In their eyes free trade, both in domestic affairs 
and in international relations, was the necessary prerequisite of the 
preservation of pcace. In  such a world without trade and migration 
barriers no incentives for war and conquest are left. Fullv convinced 
of the irrefutable persuasiveness of the liberal ideas, they dropped 
the notion of the last war to abolish all wars. All peoples will of their 
own accord recognize the blessings of free trade and peace and will 
curb their domestic despots without any aid from abroad. 

Adost historians entirely fail t o  recogn& the factors which replaced 
the " limited" war of the-ancien rCgime bv the "unlimited" war of our 
age. As they see it, the change came with the shift from the dvnastic 
t o  the national form of state and was a consequence of the ~ r e n c h  
Revolution. They  look only upon attending phenomena and confuse 
causes and effects. They  speak of the composition of the armies, of 
strategical and tactical principles, of weapons and transportation 
facilities, and of manv other mattcrs of military art and administra- 
tive technicalities.' Nowever, all these things do not explain why 
modern nations prefer agsression to  pcace. 

Therc is pcrfcct agreement with regard t o  the fact that total war 
is an offshoot of aggressive nationalism. But this is merely circular 
reasoning. W e  call a&essive nationalism that ideology which makes 
for modern total war. Aggressive nationalism is the necessary deriva- 
tive of the policies of interventionism and national planning. While 
laissez faire eIiminates the causes of international conflict, govern- 
ment interference with business and socialism create conflicts for 

I .  T h e  best presentation of the traditional interpretation is provided bv the 
book, Makers of Modern Strategy, Military Thought from Machiavelli to  Hitler, 
ed. E. M .  Earle (Princeton University Press, 1944); cf. especially the contribution 
of R. R. Palmer, pp. 49-53. 
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which no peaceful solution can be found. While under free trade 
and freedom of migration no individual is concerned about the ter- 
ritorial size of his country, under the protective measures of economic 
nationaIism nearly every citizen has a substantial interest in these 
territorial jssucs. The  enlargement o f  the territory subject to the 
sovereignty of his own government means material improvement 
for him or at least relief from restrictions which a foreign govern- 
ment has imposed upon his wcll-being. What  has transformed the 
limited war betnecn royal armies into total war, the clash between 
peoples, is not technicalities of n~ilitary art, but the substitution of the 
welfare state for the laissez-faire state. 

If Napoleon I had reached his goal, the French Empire would have 
stretched far beyond the limits of r 81 5. Spain and Naples would have 
been ruled by khgs  of the house of Bonaparte-Murat instead of kings 
of another French family, the Bourbons. The  palace of Kassel would 
have been occupied by a French playboy instead of one of the 
egregious Electors of the Hcsse family. All these things would not 
have made the citizens of France more prosperous. Neither did the 
citizens of Prussia win anything from the fact that their king in I 866 
evicted his cousins of Hanover, Hessc-Kassel and Nassau from their 
luxurious residences. But if Hitler had realized his plans, the Ger- 
mans expected to enjoy a higher standard of living. They were 
confident that the annihilation of the French, the Poles, and the 
Czechs would make every member of their own race richer. The 
struggle for more Lebensraurn was thcir own war. 

Under laissez faire peaceful coexistence of a multitude of sovereign 
nations is possible. Under government control of business it is im- 
possible. The  tragic error of President Wilson was that he ignored 
this essential point. Modern total war has nothing in common with 
the limited war of the old dynasties. I t  is a war against trade and mi- 
gration barriers, a war of th; comparatively overpopulated countries 
against the comparatively underpopulated. It is a war to abolish those 
institutions which prevent the emergence of a tendency toward an 
equalization of wage rates all over the world. It is a war of the farm- 
ers tilling poor soil against those governments which bar them from 
access to much more fertile soil lying fallow. It  is, in short, a war of 
wage earners and farmers who describe themselves as underprivileged 
"have-nots7' against the wage earners and farmers of other nations 
whom they consider privileged "haves." 

The  acknowledgment of this fact does not suggest that victorious 
wars would really do away with those evils about which the aggres- 
sors complain. Neither does it mean that there can be any question 
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of appeasing the aggressors by removing migration barriers. As condi- 
tions are today, the Americas and Australia in admitting German, 
Italian, and Japanese immigrants would merely open their doors to 
the vanguards of hostile armies. 

It is futile to place confidence in treaties, conferences, and such 
bureaucratic outfits as the League of Xations and the United Nations. 
Plenipotentiaries, office clerks and experts make a poor show in fight- 
ing idcologjes. The spirit of conquest cannot be smothered by red 
tape. What is needed is a radical change in ideologies and economic 
policies. 

2. W a r  and the Market Economy 

The market economy, say the socialists and the interventionists, is 
at best a system that may be tolerated in peacetime. But when war 
comes, such indulgence is impermissible. It would jeopardize the 
vital interests of the nation for the sole benefit of the selfish concerns 
of capitalists and entrepreneurs. War, and in any case modern total 
war, peremptorily rcquires government control of business. 

Hardly anybody has been bold enough to challenge this dogma. 
It served in both World Wars as a convenient pretext for innumerable 
measures of government intcrfercnce with business which in many 
countries step by step led to full "war socialism." When the hostilities 
ceased, a new slogan was launched. The period of transition from war 
to peace and of "reconversion," people contended, requires even 
more government control than the period of war. Besides, why should 
one ever return to a social system which can work, if at all, only in 
the interval between two wars? The most appropriate thing would 
be to cling permancntly to government controI in order to be duly 
preparcd for any possible emergency. 

An examination of the problems which the United States had to face 
in the second World War will clearly show how fallacious this 
reasoning is. 

What America needed in order to win the war was a radical con- 
version of a11 its production activities. A11 not absolutely indispensable 
civilian consumption was to be climinated. The plants and farms were 
henceforth to turn out only a miniinurn of goods for nonmilitary use. 
For the rest, they were to devote themselves completely to the task 
of supplying the armed forces. 

The realization of this program did not require the establishment 
of controls and priorities. If the government had raised all the funds 
needed for thc conduct of war by taxing the citizens and by borrow- 
ing from them, everybody would have been forced to cut down his 
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consumption drasticalIy. The entrepreneurs and farmers would have 
turned toward production for the government bccause the sale of 
goods to private citizens would have dropped. The government, now 
by virtue of the inflow of taxes and borrowed money the biggest 
buyer on the market, would have been in a position to obtain all it 
wanted. Even the fact that the government chose to finance a consider- 
able part of the war expenditure by increasing the quantity of money 
in circulation and by borrowing from the commercial banks would 
not have altered this state of affairs. The inflation must, of course, 
bring about a marked tendency toward a rise in the prices of all goods 
and services. The government would have had to pay higher nominal 
prices. But it would still have been the most solvent buyer on the 
markct. It would have been possible for it to outbid the citizens who 
on the one hand had not the right of manufacturing the money they 
needed and on the other hand would have been squeezed by enormous 
taxes. 

But the government deliberately adopted a policy which was 
bound to make it impossible for it to rely upon the operation of the 
unhampered market. It resorted to price control and made it illegal 
to raise commodity prices. Furthermore it was very slow in taxing 
the incomes swollen by the inflation. It surrendered to the claim of the 
unions that the workers' real take-home wages should be kept at a 
height which would enable them to preserve in thc war their prewar 
standard of living. In fact, the most numerous class of the nation, 
the class which in peacetime consumed the greatest part of the total 
amount of goods consumed, had so much more money in their pockets 
that their power to buy and to consume was greater than in peace- 
time. The wage earners-and to some extent also the farmers and the 
owners of plants producing for the government-would have frus- 
trated the government's endeavors to direct industries toward the 
production of war materials. They would have induced business 
to produce more, not less, of those goods which in wartime are con- 
sidered superfluous luxuries. It was this circumstance that forced the 
Administration to resort to the systems of priorities and of rationing. 
The shortcomings of the methods adopted for financing war ex- 
penditure made government control of business necessary. If no 
inflation had been made and if taxation had cut down the income 
(after taxes) of all citizens, not only of those enjoying higher incomes, 
to a fraction of their peacetime revenues, these controls would have 
been supererogatory. The endorsement of the doctrine that the wage 
earners' real income must in wartime be even higher than in peace- 
time made them unavoidable. 
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Not government decrees and the paper work of hosts of people on 
the government's payroll, but the efforts of private enterprise pro- 
duced those goods which enablcd the American armed forces to win 
the war and to provide all the ~naterial equipment its allies needed for 
their cooperation. The economist does not infer anything from these 
historical facts. But it is expedient to mention them as the interven- 
tionists would have us believe that a decree prohibiting the employ- 
ment of steel for the construction of apartment houses automatically 
produces airplanes and battleships. 

The adjustment of production activities to a change in the demand 
of consumers is the source of profits. The greater the discrepancy 
between the previous state of production activities and that agreeing 
with the new structure of demand, the greater adjustments are re- 
quired and the greater profits are earned by those who succeed best 
in accomplishing these adjustments. The sudden transition from peace 
to war revolutionizes the structure of the market, makes radical re- 
adjustments indispensable and thus becomes for many a source of 
high profits. The planners and interventionists regard such profits 
as a scandal. As they see it, the first duty of government in time of 
war is to prevent the emergence of new millionaires. It is, they say, 
unfair to let some people become richer while other people are killed 
or maimed. 

Nothing is fair in war. It is not just that God is for the big battalions 
and that those who are better equipped defeat poorly equipped ad- 
versaries. It is not just that those in the front line shed their life-blood 
in obscurity, while the commanders, comfortably located in head- 
quarters hundreds of miles behind the trenches, gain glory and fame. 
I t  is not just that John is killed and Mark crippled for the rest of his 
life, while Paul returns home safe and sound and enjoys all the 
privileges accorded to veterans. 

It may be admitted that it is not "fair" that war enhances the 
profits of those entrepreneurs who contribute best to the equipment 
of the fighting forces. But it would be foolish to deny that the profit 
system produces the best weapons. It was not socialist Russia that 
aided capitalist America with lend-lease; the Russians were lamentably 
defeated before American-made bombs fell on Germany and before 
they got the arms manufactured by American big business. The most 
important thing in war is not to avoid the emergence of high profits, 
but to give the best equipment to one's own country's soldiers and 
sailors. The worst enemies of a nation are those malicious demagogues 
who would give their envy precedence over the vital interests of their 
nation's cause. 
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Of course, in the long run war and the preservation of the market 

economy are incompatible. Capitalism is essentially a scheme for 
peaceful nations. But this does not mean that a nation which is forced 
to repel foreign aggressors must substitute government control for 
private enterprise. If it were to do this, it would deprive itself of the 
  no st efficient means of defense. There is no record of a socialist na- 
tion which defeated a capitalist nation. In spite of their much glori- 
fied war socialism, the Germans wcre dcfeated in both World Wars. 

What the incompatibility of war and capitalism really means is that 
war and high civilization are incompatible. If the efficiency of capi- 
talism is directed by governments toward the output of instruments 
of destruction, the ingenuity of private business turns out weapons 
which arc powerful enough'to destroy everything. What  makes war 
and capitalism incompatible with one another is precisely the un- 
paralleled efficiency of thc capitalist mode of production. 

T h e  market economy, subject to the sovereignty of the individual 
consumers, turns out products which make the individual's Iife more 
agreeable. I t  caters to the individual's demand for rnorc comfort. I t  
is this that made capitalism despicable in the eyes of the apostles of 
violence. They worshipcd the "hero," the destroyer and killer, and 
despised the bourgeois and his "peddler mentality" (Sombart). Now 
mankind is reaping the fruits which ripened from the seeds sown by 
these men. 

3. War and Autarky 

If an econon~ically self-sufficient man starts a feud against another 
autarkic man, no specific problems of "war-economy" arise. But if 
the tailor goes to war against the baker, he must henceforth produce 
his bread for himself. If he neglects to do this, he will be in distress 
sooner than his adversary, the baker. For the baker can wait longer 
for a new suit than the tailor can for fresh bread. The economic prob- 
lem of making war is therefore different for thc baker and for the 
tailor. 

The  international division of labor was developed under the as- 
sumption that there would no longer bc wars. In the philosophy of 
the Manchester School free trade and peace wcre seen as mutually 
conditiolling one another. The  businessmen who made trade interna- 
tional did not consider the possibility of new wars. 

Nor  did general staffs and students of the art of warfare pay any 
attention to the change in conditions which international division of 
labor brought about. The  method of military science consists in 
examining the experience of wars fought in the past and in abstracting 
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general ruIes from it. Even the most scrupulous occupation with the 
campaigns of Turenne and Napoleon I could not suggest the existence 
of a problem which was not present in ages in which there was prac- 
tically no international division of labor. 

The  European military experts slighted the study of the American 
Civil War. In their eyes this war was not instructive. I t  was fought by 
armies of irregulars led by nonprofessional commanders. Civilians like 
I h c o l n  interfered with the conduct of the operations. Little, they 
believed, could be learned from this experience. But it was in the Civil 
War  that, for the first time, prohlems of the interregional division of 
labor played the decisive role. The  South was predominantly agri- 
cultural; its processing industries were negligible. The Confederates 
depended on the supply of manufactures from Europe. As the naval 
forces of the Union were strong enough to blockade their coast, they 
soon began to lack needed equipment. 

The  Germans in both World Wars had to face the same situation. 
They depended on the supply of foodstuffs and raw materials from 
overseas. But they could not run the British blockade. In both wars 
the outcome was decided by the battles of the Atlantic. The Germans 
lost because they failed i i  their efforts to cut off the British Isles 
from access to the u.orld market and could not themselves safe-guard 
their own maritime supply lines. The  strategicaI problem was deter- 
mined by the conditions of the international division of labor. 

The  German warmongers were intent upon adopting policies 
which, as they hoped, could make it possible for Germany to wage 
a war in spite of the handicap of the foreign trade situation. Their 
panacea was Ersatz, the substitute. 

A substitute is a good which is either less suitabIe or more expensive 
or  both less suitable and more expensive than the proper good which 
i t  is designed to replace. Whenever technology succeeds in manu- 
facturing or discovering something which is either more suitable or  
cheaper than the thing previously used, this new thing represents a -. techriologicai innovation; ic is improvement and not Ersatz. I ne es- 
sentiaI feature of Ersatz, as this term is employed in the economico- 
military doctrine, is inferior quality or higher costs or  both t ~ g e t h e r . ~  

The  Wehr~~.irtschuftslehre, the German doctrine of the economics 
of war, contends that neither cost of production nor quality are im- 
portant in matters of warfare. Profit-seeking business is c'oncerned 
with costs of production and with the quality of the products. But 

2. In this sense wheat produced, under the protection of an import duty, within 
the Reich's territory is Ersatz too: it  is produced at higher costs than foreign 
wheat. The  notion of Ersatz is a catallactic notion, and must not be defined with 
regard to technological and physical properties of the articles. 
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the heroic spirit of a superior race does not care about such specters 
of the acquisitive mind. What counts alone is war preparedness. A 
warlike nation must aim at autarky in order to be independent of 
foreign trade. It must foster the production of substitutes irrespective 
of marnmonist considerations. It cannot do without full government 
controI of production because the selfishness of the individual citizens 
would thwart the plans of the leader. Even in peacetime the com- 
mander-in-chief must be entrusted with economic dictatorship. 

Both theorems of the Ersatz doctrine are falIacious. 
First, it is not true that the quality and suitability of the substitute 

are of no importance. If soldiers are sent into battle badly nourished 
and equipped with weapons made of inferior material, the chances for 
victory are impaired. Their action will be less successful, and they 
will suffer heavier casualties. The awareness of their technical in- 
feriority will weigh on their minds. Ersatz jeopardizes both the 
material strength and the rnorale of an army. 

ATo less incorrect is the theorem that the higher costs of production 
of the substitutes do not count. Higher costs of production mean 
that more labor and more material factors of production must be 
expended in order to achieve the same effect which the adversary, 
producing the proper product, attains with a lower expenditure. It 
is tantamount to squandering scarcc factors of production, material 
and manpower, Such waste under conditions of peace results in lower- 
ing the standard of living, and under conditions of war in cutting 
down the supply of goods needed for the conduct of operations. In 
the present state of technological ltnowledge it is only a slight exag- 
geration to say that everything can be produced out of anything. But 
what matters is to pick out from the great multitude of possible 
methods those with which output is highest per unit of input. Any 
deviation from this principle penalizes itself. The consequences in war 
are as bad as they are in peace. 

In a country like the United States, which depends only to a 
comparatively negligible extent on the importation of raw materials 
from abroad, it is possible to improve the state of war preparedness by 
resorting to the production of substitutes such as synthetic rubber. 
The disadvantageous effects would be small when weighed against the 
beneficial effects. But a country like Germany was badly mistaken in 
the assumption that it could corkper with synthetic gasoline, synthetic 
rubber, Ersatz textiles and Ersatz fats. In both World Wars Germany 
was in the position of the tailor fighting against the man who supplies 
him with bread. With all their brutality the Nazis could not alter this 
fact. 
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4. The Futility of W a r  

What distinguishes man from animals is the insight into the advan- 
tages that can be derived from cooperation undcr the division of 
labor. Man curbs his innate instinct of aggression in order to co- 
operate with other human bcings. 'The more he wants to improve 
his material well-being, the more he must expand the system of the 
division of labor. Concomitantly he must more and more restrict the 
sphere in which he resorts to military action. The emergence of the 
international division of labor requires the total abolition of war. Such 
is the essencc of the laissez-faire phiIosophy of Manchestcr. 

This philosophy is, of course, incompatible with statolatry. In its 
context the statc, the social apparatus of violent oppression, is en- 
trusted with the protection of the smooth operation of the market 
economy against the onslaughts of antisocial individuals and gangs. 
Its function is indispensable and beneficial, but it is an ancillary func- 
tion only. There is no reason to idolize the police power and ascribe 
to it omnipotence and omniscicnce. There are things which it can 
certainly not accomplish. It cannot conjure away the scarcity of the 
factors of production, it cannot make people more prosp~rous, it 
cannot raise the productivity of labor. All it can achieve is to prevent 
gangsters from frustrating the efforts of those people who arc intent 
upon promoting materia1 well-being. 

The liberal philosophy of Bentham and Bastiat had not yet com- 
pleted its work of removing trade barriers and government mcddling 
with business when the counterfeit theology of the divine state be- 
gan to take effect. Endeavors to improve the conditions of wage 
earners and small farmers by government decree made it necessary to 
loosen more and more the ties which connected each country's 
domestic economy with thosc of other countries. Economic national- 
ism, the necessary complement of domestic interventionism, hurts 
the interests of foreign peoples and thus creates international con- 
flict. It suggests the idea of amending this unsatisfactory state of affairs 
by war. U7hy should a powerfu1 nation tolerate the challenge of a 
less powerful nation? Is it not insolence on the part of small Lap- 
putania to injure the citizens of big Ruritania by customs, migration 
barriers, foreign exchange control, quantitative trade restrictions, 
and expropriation of Ruritanian investments in Lapputania? Would 
it not be easy for the army of Ruritania to crush Lapputania's con- 
temptible forces? 

Such was the ideology of the German, Italian, and Japanese war- 
mongers. It must be adm'itted that they were consistent from the point 
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of view of the new "unorthodox" teachings. Interventionism generates 
economic nationalism, and economic nationalism generates bellicosity. 
If men and commodities are prevented from crossing the borderlines, 
why should not the armies try to pave the way for them? 

From the day when Italy, in I 9 I I ,  fell upon Turkey fighting 
was continual. There was airnost always shooting somewhere in the 
world. The peace treaties concluded were virtually merely armistice 
agreements. Moreover they had to do only with the armies of the 
great powers. Some of the smaller nations were always at war. In 
addition there were no less pernicious civil wars and revolutions. 

How far we are today from the rules of international law developed 
in the age of limited warfare! Modern war is merciless, it does not 
spare pregnant women or infants; it is indiscriminate killing and 
destroying. It does not rcspect the rights of neutrals. Millions are 
killed, enslaved, or expelled from the dwelling places in which their 
ancestors lived for centuries. Nobody can foretell what will happen 
in the next chapter of this endless struggle. 

This has nothing to do with the atomic bomb. The root of the 
evil is not the construction of new, more dreadful weapons. It is the 
spirit of conquest. It is probable that scientists will discover sonle 
methods of defense against the atomic bomb. Rut this will not alter 
things, it will merely prolong for a short time the process of the 
con~plete destruction of civilization. 

Modern civilization is a product of the philosophy of laissez faire. 
It cannot be preserved under the ideology of government omnipo- 
tence. Statolatry owes much to the doctrines of Hegel. However, one 
may pass over many of Hegel's inexcusable faults, for Hegel also 
coined the phrase "the futility of victory" (die Ohnrnacht des 
S i e g ~ s ) . ~  T o  dcfcat the aggressors is not enough to make peace dur- 
able. The main thing is to discard the ideology that generates war. 

3 .  Cf. Hegel, Vorlesungen iiber die Philosophie der Weltgescbicbte, ed. Lasson 
(Leipzig, rgto), lV, 93931. 



XXXV. T H E  WELFARE PRINCIPLE VERSUS 

THE MARKET PRINCIPLE 

I .  T h e  Case Against the Market Economy 

T HE objections which the various schools of Sozialpolitik raise 
against the market economy are based on very bad economics. 

They repeat again and again all the errors that the economists long 
ago exploded. They blame the market economy for the consequences 
of the very anticapitalistic poIicies which they themselves advocate 
as necessary and beneficial reforms. They fix on the market economy 
the responsibility for the inevitable failure and frustration of inter- 
ventionism. 

These propagandists must finally admit that the market economy 
is after all not so bad as their "unorthodox" doctrines paint it. It  de- 
livers the goods. From day to day it increases the quantity and im- 
proves the quality of products. It has brought about unprecedented 
wealth. But, objects the champion of interventionism, it is deficient 
from what he calls the socia1 point of view. It has not wiped out 
poverty and destitution. It is a system that grants privileges to a 
minority, an upper class of rich people, at the expense of the im- 
mense majority. It is an unfair systetn. The principle of welfare must 
be substituted for that of profits. 

W e  may try, for the sake of argument, to interpret the concept of 
welfare in such a way that its acceptance by the immense majority 
of nonascetic people would be probable. The better we succeed in 
these endeavors, the more we dcprive the idea of welfare of any con- 
crete meaning and content. It turns into a colorless paraphrase of the 
fundamental category of human action, viz., the urge to rcmove un- 
easiness as far as possible. As it is universally recognized that this 
goal can be more readily, and even exclusively, attained by social 
division of labor, men cooperate within the framework of societal 
bonds. Social man as differentiated from autarkic man must neces- 
sarily modify his original biological indifference to the well-being 
of people beyond his own family. He must adjust his conduct to the 
requirements of social cooperation and look upon his fellow men's 
success as an indispensable condition of his own. From this point of 
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view one may describe the objective of socia1 cooperation as the 
realization of the greatest happiness of the greatest number. Hardly 
anybody would venture to object to this definition of the most de- 
sirable state of affairs and to contend that it is not a good thing to see 
as many people as possil~le as happy as possible. All the attacks 
directed against the Bentham formula have centered around ambigui- 
ties or misunderstandings concerning the notion of happiness; they 
have not affected the postulate that the good, whatever it may be, 
should be imparted to the greatest number. 

However, if we interpret welfare in this manner, the concept be- 
comes meaningless. It can be invoked for the justification of every 
variety of social organization. It is a fact that some of the defenders 
of Ncgro slavery contended that slavery is the best means of making 
the Negroes happy and that today in the South many Whites sincerely 
believe that rigid segregation is beneficial no less to the colored man 
than it allegedly is to the white man. The main thesis of racism of the 
Gobineau and Nazi variety is that the hegemony of the superior 
races is salutary to the true interests even of the inferior races. A 
principle that is broad enough to cover all doctrines, however con- 
flicting with one another, is of no use at all. 

But in the mouths of the welfare propagandists the notion of wel- 
fare has a definite meaning. They intentionally employ a term the 
generally accepted connotation of which precludes any opposition. 
No decent man likes to be so rash as to raise objections against the 
realization of weIfare. In arrogating to themselves the exclusive right 
to call their own program the program of welfare, the welfare propa- 
gandists want to triumph by means of a cheap logical trick. They 
want to render their ideas safe against criticism by attributing to  
them an appellation which is cherished by everybody. Their termi- 
nology already implies that all opponents are ill-intentioned scoundrels 
eager to foster their selfish interests to the prejudice of the majority 
of good people. 

The plight of Western civilization consists precisely in the fact that 
serious people can resort to such syllogistic artifices without en- 
countering sharp rebuke. There are only two explanations open. 
Either these self-styled welfare economists are themselves not aware 
of the logical inadmissibility of their procedure, in which case they 
lack the indispensable power of reasoning; or they have chosen this 
mode of arguing purposely in order to find shelter for their fallacies 
behind a word which is intendcd beforehand to disarm all opponents. 
In each case their own acts condemn them. 

There is no need to add anything to the disquisitions of the pre- 
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ceding chapters concerning the effects of a11 varieties of intervention- 
ism. The ponderous volumes of welfare economics have not brought 
forth any arguments that could invalidate our conclusions. The only 
task that remains is to examine the critical part of the welfare propa- 
gandists' work, their indictment of the market economy. 

All this passionate talk of the welfare schooI ultimately boils down 
to  three points. Capitalism is bad, they say, because there is poverty, 
inequality of incomes and wealth, and insecurity. 

2. Poverty 

Wc may depict conditions of a society of agriculturists in which 
cvcry member tills a piece of land luge enough to provide himself 
and his family with the indispensable necessities of life. W e  may in- 
clude in such a picture the existence of a few specialists, artisans like 
smiths and professional men like doctors. W e  may even go further 
and assume that some men do not own a farm, but work as laborers 
on other people's farms. The employer remunerates them for their 
hclp and takes care of them when sickness or old age disables them. 

This schemc of an ideal society was at the bottom of many utopian 
plans. It was by and large realized for some timc in some communities. 
The nearest approach to its realization was probably the common- 
weaIth which the Jesuit padres established in the country which is 
today Paraguay. There is, however, no need to examine the merits 
of s&h a system of social organization. Historical evohtion burst it 
asunder. Its frame was too narrow for the number of people who are 
living today on the carth's surface. 

The inhcrent weakness of such a society is that the increase in 
population must result in progressive poverty. If the estate of a de- 
ceased farmer is divided among his children, the holdings finally be- 
come so small that they can no longer provide sufficient sustenance 
for a family. Everybody is a landowner, but everybody is extremely 
poor. Conditions as they prevaiI in large areas of China provide a sad 
illustration of the misery of the tillers of small parcels. The alternative 
to this outcome is the emergence of a huge mass of landless prole- 
tarians. Then a wide gap separatcs the disinherited paupers from the 
fortunate farmers. They are a class of pariahs whose very existence 
presents society with an insoluble problem. They search in vain for 
a livelihood. Socicty has no use for them. They are destitute. 

When in the ages preceding the rise of modern capitalism the 
statesmen, philosophers, and laws referred to the poor and to the 
problems of poverty. they meant these supernumerary wretches. 
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Laissez faire and its off-shoot, industrialism, converted the ernploy- 
able poor into wage earners. In the unhampered market society there 
are people with higher and people with lower incomes. Therk are 
no longer men who, although able and ready to work, cannot find 
regular jobs because there is no room left for them in the social system 
of production. But liberalism and capitalism were evcn in their hey- 
day limited to comparatively small areas of Western and Central 
Europe, Sor th  America, and Australia. In the rest of the world 
hundreds of millions still vegetate on the verge of starvation. They 
are poor or paupers in the old sense of the term, supernumerary and 
superfluous, a burden to themselves and a latent threat to the minority 
of their more lucky fellow citizens. 

The penury of these miserable masses of-in the main colored- 
people is not caused by capitalism, but by the absence of capitalism. 
But for the triumph of laissez faire, the lot of the peoples of Western 
Europe would have been evcn worse than that of the coolies. What 
is wrong with Asia is that the per capita quota of capital invested is 
extremely low when compared with the capital equipment of the 
West. The prevailing ideology and the socia1 system which is its 
off-shoot check the evolution of profit-seeking entrepreneurship. 
There is very little domestic capital accumulation, and manifest 
hostility to foreign investors. In many of these countries the increase 
in population figures even outruns the increase in capital available. 

It is false to blame the European powers for the poverty of the 
masses in their colonial empires. In investing capital the foreign rulers 
did all they could do for an improvement in material well-being. It 
is not the fault of the Whites that the Oriental peoples are reluctant to 
abandon their traditional tenets and abhor capitalism as an alien 
ideology. They will very soon have succeeded in freeing themselves 
entirely from foreign domination. Then they will probably turn 
toward various brands of regimentation and totalitarianism. These 
will not solve their economic problems and will not make their masses 
more prosperous. 

As far as there is unhampered capitalism, there is no longer any 
question of poverty in the sense in which this term is applied to the 
conditions of a noncapitalistic society. The increase in population 
figures does not create supernumerary mouths, but additional hands 
whose employment produces additional wealth. There are no able- 
bodied paupers. Seen from the point of view of the economically 
bacltward nations, the conflicts between "capital" and "labor" in the 
capitalist countries appear as conflicts within a privileged upper class. 
In the eyes of an Indian or a Chinese coolie the American automobile 
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worker is an "aristocrat." H e  is a man who belongs to the 2 per cent 
of the earth's population whose income is highest. Not  only the 
colored races, but also the Slavs, the Arabs, and some other peoples 
look upon the average income of the citizens of the capitalistic coun- 
tries-about r z or I 5 per cent of the total of mankind-as a curtail- 
ment of their own material w-ell-being. They fail to realize that the 
prosperity of these allegedly privileged groups is, apart from the 
effects of migration barriers, not paid for by their own poverty, and 
that the main obstacle to the improvement of their own conditions is 
their abhorrence of capitalism. 

Within the frame of capitalism the notion of poverty refers only 
to those people who arc unable to take care of themselves. Even if 
we disregard the case of children, we must realize that there will al- 
ways be such unemployables. Capitalism, in improving the masses' 
standard of living, hygienic conditions, and methods of prophylactics 
and therapeutics, does not remove bodily incapacity. I t  is true that 
today many people who in the past would have been doomed to 
life-long disability are restored to fulI vigor. But on the other hand 
many whom innate defects, sickness, or accidents would have ex- 
tinguished sooner in earlier days survive as permanently incapacitated 
people. Moreover, the prolongation of the average length of life tends 
toward an increase in the number of the aged who are no longer able 
to earn a living. 

The problem of the incapacitated is a specific problem of human 
civilization and of society. Disabled animals must perish quickly. They 
either die of starvation or fa11 prey to the foes of their species. Savage 
man had no pity on those who were substandard. With regard to 
them many tribes practiced those barbaric methods of ruthless extirpa- 
tion to which the Nazis resorted in our time. The very existence of 
a comparatively great number of invalids is, however paradoxical, 
a characteristic mark of civilization and material well-being. 

Provision for those invalids who lack means of sustenance and are 
not taken care of by thcir next of kin has long been considered a work 
of charity. The funds needed have sometimes been provided by 
governments, more often by voluntary contributions. The Catholic 
orders and congregations and some Protestant institutions have ac- 
complished marvels in collecting such contributions and in using them 
properly. Today there are also many nondenominational establish- 
ments vying with them in noble rivalry. 

The charity system is criticized for two defects. One is the paucity 
of the means available. However, the more capitaIism progresses and 
increases wealth, the more sufficient become the charity funds. On 
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the one hand, people are more ready to donate in proportion to the 
improvement in their own well-being. On the other hand, the number 
of the needy drops concomitantly. Even for those with moderate 
incomes the opportunity is offered, by !aving and insurance policies, 
to  provide for accidents, sickness, old age, the education of their 
children, and the support of widows and orphans. I t  is highly probable 
that the funds of the charitable institutions would be sufficient in 
the capitalist countries if interventionism were not to sabotage the 
essential institutions of the market economy. Credit expansion and 
inflationary increase of the quantity of money frustrate the "common 
man's" attempts to save and to accumuIate reserves for less propitious 
days. But the other procedures of interventionisn~ are hardly less 
injurious to the vital interests of the wage earners and salaried em- 
ployees, the professions, and the owners of small-size business. The  
greater part of those assisted by  charitable institutions are needy only 
because interventionism has made them so. On the other hand, in- 
flation and the endeavors to lower the rate of interest below the po- 
tential market rate virtually expropriate the endowments of hospitals, 
asylums, orphanages, and similar establishments. As far as the welfare 
propagandists lament the insufficiency of the funds available for 
assistance, they lament one of the results of the policies that they 
theinselves are advocating. 

The  second defect charged to the charity system is that it is charity 
and compassion only. The  indigent has no claim to the kindness shown 
to him. He depends on the mercy of benevolent people, on the feel- 
ings of tenderness which his distress arouses. What he receives is a 
voluntary gift for which he must be grateful. T o  be an almsman is 
shameful and humiliating. I t  is an unbearable condition for a self- 
respecting man. 

These complaints are justified. Such shortcomings do indeed inhere 
in a11 kinds of charity. I t  is a system that corrupts both givers and 
receivers. I t  makes thk former self-righteous and the latter submissive . . . . c-qiiig. is mcnealitj~ of a capitalistic en- 
vironment that makes people feel the indignity of giving and re- 
ceiving alms. Outside of the field of the cash nexus and of deals 
transacted between buyers and sellers in a purely businesslilte manner, 
all interhuman relations arc tainted by the same failing. I t  is pre- 
cisely the absence of this personal element in market transactions that 
all those deplore who blame capitalism for hard-heartedness and 
callousness. In the eyes of such critics cooperation under the do ut  
des principle dehumanizes a11 societal bonds. I t  substitutes contracts 
for brotherly love and readiness to help one another. These critics 
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indict the legal order of capitalism for its neglect of the "human 
side." They are inconsistcnt when they blame the charity system for 
its reliance upon feelings of mercy. 

Feudal society was founded on acts of grace and on the gratitude of 
those favored. 'The mighty overlord bestowed a benefit upon the 
vassal and the latter owed hirn personal fideIity. Conditions were 
human in so far as the subordinates had to kiss their superiors' hands 
and to show allegiance to them. In a feudal environment the element 
of grace inhcrent in charitable acts did not give offense. It agreed with 
the generally accepted idcology and practice. It is only in the setting 
of a society based entirely upon contractual bonds that the idea 
emerged of giving to the indigent a legal claim, an actionable titlc to 
sustenance against society. 

The metaphysical arguments advanced in favor of such a right to 
sustenance are based on thc doctrine of natural right. Before God or 
nature all men are equal and endowed with an inalienable right to 
live. Eiowever, the reference to inborn equality is certainly out of 
place in dealing with the eRects of inborn inequality. I t  is a sad fact 
that physical disability prevents many people from playing an active 
role in social cooperation. I t  is the operation of the laws of nature 
that makes these people outcasts. They are stepchildren of God or 
nature. W e  may fully endorse the religious and ethical precepts that 
declare it to be man's duty to assist his unlucky brethren whom nature 
has doomed. But the recognition of this duty does not answer the 
question concerning what methods should be resorted to for its 
performance. It does not enjoin the choice of methods which would 
endanger society and curtail the productivity of human effort. hTeither 
the able-bodied nor the incapacitatcd would derive any benefit from 
a drop in thc quantity of goods available. 

The problems involvcd arc not of a praxeological character, and 
economics is not called upon to providc the best possible solution for 
them. They concern pathology and psychology. They refer to the 
biological fact that the fear o i  penury and of the degrading conse- 
quences of being supported by charity are important factors in the 
preservation of man's physiolbgica~ equilibrium. Thcy impel a man 
to keep fit, to avoid sickness and accidents, and to recover as soon as 
possible from injuries suffered. The cxpericnce of thc social security 
systern, especially that of the oldest scheme, the German, has clearly 
shown the undesirable effects resuIting from the elimination of the& 
in~entives.~ No civilized community has callously allowed the in- 

I .  Cf. Sulzbach, Gennan Experience with Social insurance (New York, 19471, 
pp. 22-32. 
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capacitated to perish. But the substitution of a legally enforceable 
claim to support or sustenance for charitable relief does not seem to 
agree with human nature as it is. Not metaphysical prepossessions, but 
considerations of practical expediency make it inadvisable to promul- 
gate an actionable right to sustenance. 

It is, moreover, an illusion to believe that the enactment of such 
laws can free the indigent from the degrading features inherent in 
receiving alms. The more openhanded these laws are, the more punc- 
tilious must their application become. The discretion of bureaucrats 
is substituted for the discretion of people whom an inner voice drives 
to acts of charity. MJhether this change renders the lot of those in- 
capacitated any easier, is hard to say. 

3. Inequality 

The inequality of incomes and wealth is an inherent feature of the 
market economy. Its elimination would entirely destroy the market 
economy." 

What thosc people who ask for equality have in mind is always an 
increase in their own power to consume. In endorsing the principle 
of equality as a political postulate nobody wants to share his own 
income with those who have less. When the American wage earner 
refers to equality, he means that the dividends of the stockholders 
should be given to him. H e  does not suggest a curtailment of his 
own income for the benefit of thosc 95 per cent of the earth's popula- 
tion whose income is lower than his. 

The role that income inequality plays in the market society must 
not be confused with the role it plays in a feudal society or in other 
types of noncapitalistic societie~.~ Yet in the course of historical evolu- 
tion this precapitalistic inequality was of momentous importance. 

Let us compare the history of China with that of England. China 
has developed a very high civilization. Two thousand years ago it 
was far ahead of England. But at the end of the nineteenth century 
England was a rich and civilized country while China was poor. 
Its civilization did not differ much from the stage it had already 
reached ages before. It was an arrested civilization. 

China had tried to realize the principle of income equality to a 
greater extent than did England. Land holdings were divided and 
subdivided. There was no class of landless proletarians. But in eight- 
eenth-century England this class was very numerous. For a very long 

2. Cf. above, pp. 285-286 and pp. 802-804. 
3. Cf. above, pp. 308-309. 
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time the restrictive practices of nonagricultural business, sanctified 
by traditional ideologies, delayed the emergence of modern entrepre- 
neurship. But when the laissez-faire philosophy had opened the way 
for capitalism by utterly destroying the fallacies of restrictionism, 
the evolution of industrialism could proceed at an accelerated pace 
because the labor force needed was already available. 

What generated the "machine age" was not, as Sombart imagined, 
a specific mentality of acquisitiveness which one day mysteriously got 
hold of the minds of some people and turned them into "capitalistic 
men." There have always been people ready to profit from better 
adjusting production to the satisfaction of the needs of the public. 
But they were paralyzed by the ideology that branded acquisitiveness 
as immoral and erected institutional barriers to check it. The substitu- 
tion of the laissez-faire philosophy for the doctrines that approved of 
the traditional system of restrictions removed these obstacles to 
material improvement and thus inaugurated the new age. 

The liberal phiIosophy attacked the traditional caste system be- 
cause its preservation was incompatible with the operation of the 
market economy. It advocated the abolition of privileges because it 
wanted to give a free hand to those men who had the ingenuity to 
produce in the cheapest way the greatest quantity of products of 
the best quality. In this negative aspect of their program the utilitar- 
ians and economists agreed with the ideas of those who attacked the 
status privileges from the point of view of an alleged right of nature 
and the doctrine of the equality of all men. Both these groups were 
unanimous in the support of the principle of the equality of all men 
under the law. But this unanimity did not eradicate the fundamental 
opposition between the two lines of thought. 

In the opinion of the natural law school all men are biologically 
equal and therefore have the inalienable right to an equal share in all 
things. The first theorem is manifestly contrary to fact. The second 
theorem leads, when consistently interpreted, to such absurdities that 
its supporters abandon logical consistency altogether and ultimately 
come to consider every institution, however discriminating and in- 
iquitous, as compatible with the inalienable equality of all men. The 
eminent Virginians whose ideas animated the American Revolution 
acquiesced in the preservation of Negro slavery. Thc most despotic 
system of government that history has ever known, Bolshevism, pa- 
rades as the very incarnation of the principle of equality and liberty 
of all men. 

The liberal champions of equality under the law were fuIly aware 
of the fact that men are born unequal and that it is precisely their 
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inequality that generates social cooperation and civilization. Equality 
under the law was in their opinion not designed to correct the in- 
exorable facts of the universe and to make natural inequality disap- 
pear. It was, on the contrary, the device to secure for the whole of 
mankind the maximum of benefits it can derive from it. Hence no 
man-made institutions should prevent a man from attaining that station 
in which he can best serve his fellow citizens. The liberals approached 
the problem not from the point of view of alleged inalienable rights 
of the individuals, but from the social and utilitarian angle. Equality 
under the law is in their eyes good because it best serves the interests 
of all. It  leaves it to the voters to decide who should hold public office 
and to the consumers to decide who should direct production activi- 
ties. It  thus eliminates the causes of violcnt conflict and secures a 
steady progress toward a more satisfactory state of human affairs. 

The triumph of this liberal phiIosophy produced all those phenom- 
ena which in their totality are called modern Western civilization. 
However, this new ideology could triumph only within an environ- 
ment in which the ideal of income equality was very weak. If the 
Englishmen of the eighteenth century had been prcoccupied with the 
chimera of income equality, laissez-faire philosophy would not have 
appealed to them, just as it does not appeal today to the Chinese or 
the Mohammedans. In this scnse the historian must acknowledge that 
the ideological heritage of feudalism and the manorial system con- 
tributed to the rise of our modern civilization, howcvcr different it is. 

Those eighteenth-century philosophers who were foreign to the 
ideas of the new utilitarian theory could still speak of a superiority 
of conditions in China and in the Mohammedan countries. They knew, 
it is true, very little about the social structure of the oriental world. 
What they found praiseworthy in the dim reports they had obtained 
was the absence of a hereditary aristocracy and of big land holdings. 
As they fancied it, these nations had succeeded better in establishing 
equality than their own nations. 

Then later in the nineteenth century these claims were renewed 
by the nationalists of the nations concerned. The cavalcade was headed 
by Panslavism, whose champions exalted the eminence of communal 
land tenure as realized in the Russian rnir and artel and in the zadruga 
of the Yugoslavs. With the progress of the semantic confusion which 
has converted the meaning of political terms into their very opposite, 
the epithet "democratic" is now lavishly spent. The Moslem peoples, 
which never knew any form of governmcnt other than unlimited 
absolutism, are called democratic. Indian nationalists take pleasure in 
speaking of traditional Hindu democracy! 
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Economists and historians are indifferent with regard to all such 
emotional effusions. In describing the civilizations of the Asiatics as 
inferior civilizations they do not express any value jud,ments. They 
merely establish the fact that these peoples did not bring forth those 
ideological and institutional conditions which in the West produced 
that capitalist civilization the superiority of which the Asiatics today 
in~plicitly accept in clamoring at least for its technological and 
therapeutical implements and paraphernalia. It  is precisely when one 
recognizes the fact that in the past the culture of many Asiatic peoples 
was far ahead of that of thcir Western contemporaries, that the ques- 
tion is raised as to what causes stopped progress in the East. In the 
case of the Hindu civilization the answer is obvious. Here the iron 
grip of the inflexible caste system stunted individual initiative and 
nipped in the bud every attempt to deviate from traditional standards. 
Rut China and the Mohammedan countries were, apart from the 
slavery of a comparatively small number of people, free from caste 
rigidiiy. They were ruled by autocrats. But the individual subjects 
were equal ukder the autocrat. Even slaves and eunuchs were not 
barred from acccss to the highest dignities. It  is this equality before 
the ruler to which people refer today in speaking of the supposed 
democratic customs of these Orientals. 

The  notion of the economic equality of the subjects to which these 
peoples and their rulers were committed was not well defined but 
vague. But it was very distinct in one respect, namely, in utterly con- 
demning the accumuIation of a large fortune by any private individual. 
The  rulers comidered wealthy subjects a threat to their political 
supremacy. All people, the rulers as well as the ruled, were convinced 
that no man can amass abundant means otherwise than by depriving 
others of what by rights should be!ong to them, and that the riches 
of the wealthy few are the cause of the poverty of the many. T h e  
position of wealthy husinessrnen was in all oriental countries ex- 
tremely precarious. They were at the mercy of the oficeholders. 
Even lavish bribes failed to protect them against confiscation. T h e  
whole people rejoiced whenever a prosperous businessman fell victim 
to the envy and hatred of the administrators. 

This antichrematistic spirit arrested the proqress of civilization in 
the East and kept the masses on the verge of starvation. As capital 
accumnlation was checked, there could be no auestion of techno- 
lopica1 improvement. Capitalism came to the East as an imported 
alien ideology, imposed by foreign armies and navies in the shape 
either of colonial domination or of extraterritorial jurisdiction. These 
violent methods were certainly not the appropriate means to change 
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the traditionalist mentality of the Orientals. But acknowledgment of 
this fact does not invalidate the statement. that it was the abhorrence 
of capital accumulation that doomed many hundreds of millions of 
Asiatics to poverty and starvation. 

The notion of equality which our contemporary welfare propa- 
gandists have in mind is the replica of the ~siatic-idea of equality. 
While vague in every other respect, it is very clear in its abomination 
of large fortunes. It objects to big business and great riches. It advo- 
cates various measures to stunt the growth of individual enterprises 
and to bring about more equality by confiscatory taxation of incomes 
and estates. And it appeals to the envy of the injudicious masses. 

The immediate cconomic consequences of confiscatory policies 
have been dealt with a l r e a d ~ . ~  It is obvious that in the long run such 
poIicies must result not only in slowjng down or totally checking the 
further accumulation of capital, but also in the consumption of capita1 
accumulated in previous days. They would not only arrest further 
progress toward more rnateiial prosperity, but even reverse the trend 
and bring about a tendency toward progressing poverty. The ideals 
of Asia would triumph; and finally East and West would meet on an 
equal IeveI of distress. 

The welfare school pretcnds not only to stand for the interests of 
the whole of society as against the selfish interests of profit-seeking 
business; it contends moreover that it takes into account the lasting 
secular interests of the nation as against the short-term concerns of 
speculators, promoters, and capitalists who are exclusively committed 
to profiteering and do not bother about the future of the whole of 
society. This second claim is, of course, irreconcilable with the 
emphasis laid by the school upon short-run policies as against long- 
run concerns. fiowever, consistency is not one of the virtues of the 
welfare doctrinaires. Let us for the sake of argument disregard this 
contradiction in their statements and examine them without reference 
to their inconsistency. 

Saving, capital accumulation, and investment withhold the amount 
concerned from current consumption and dedicate it to the improve- 
ment of future conditions. The saver foregoes the increase in present 
satisfaction in order to improve his own well-being and that of his 
family in the more distant future. His intentions are certainly selfish 
in the popuIar connotation of the term. But the effects of his selfish 
conduct are beneficial to the lasting secular interests of the whole 
of society as we11 as of all its members. His conduct produces all 
those phenomena to which even the most bigoted welfare propa- 

4. Cf. above, pp. 800-805. 
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gandist attributes the epithets economic improvement and progress. 

The policies advocated by the welfare school remove the incentive 
to saving on the part of private citizens. On one hand, the measures 
directed toward a curtailment of big incomes and fortunes seriously 
reduce or destroy entirely the wealthier people's power to save. On 
the other hand, the sums which people with moderate incomes pre- 
viously contributed to capital accumulation are manipulated in such 
a way as to channel them into the lines of consumption. When in the 
past a man saved by entrusting money to a savings bank or by taking 
out an insurance policy, the bank or the insurance company invested 
the equivalent. Even if the saver at a later date consumed the sums 
savcd, no disinvestment and capital consumption resulted. The total 
investments of the savings banks and the insurance companies steadily 
increased in spite of these withdrawals. 

Today there prevails a tendency to push the banks and the insurance 
companies more and more toward investment in government bonds. 
The funds of the social security institutions completely consist in 
titles to the public debt. As far as public indebtedness was incurred by 
spending for current expenditure, the saving of the individual does 
not result in capital accumulation. While in the unhampered market 
economy saving, capital accumulation, and investment coincide, in 
the interventionist economy the individual citizens7 savings can be 
dissipated by the government. The individal citizen restricts his cur- 
rent consumption in order to provide for his own future; in doing this 
he contributes his share to the further economic advancement of 
society and to an improvement of his fellow men's standard of living. 
But the government steps in and removes the socially beneficial effects 
of the individuals7 conduct. Kothing explodes better than this ex- 
ample thc welfare clichC that contrasts the selfish and narrow-minded 
individual, exclusively committed to the enjoyment of the pleasures 
of the moment and having no regard for the well-being of his fellow 
men and for the perennial concerns of society, and the far-sighted 
benevolent government, unflaggingly devoted to the promotion of the 
lasting welfare of the whole of society. 

The welfare propagandist, it is true, raises two objections. First, 
that the individual's motive is selfishness, while the government is 
imbued with good intentions. Let us admit for the sake of argument 
that individuals are devilish and rulers angelic. But what counts in 
life and reality is-whatever Kant may have said-not good intentions, 
but accomplishments. n7hat  makes the existence and the evolution of 
society possible is precisely the fact that peaceful cooperation under 
the social division of labor in the long run best serves the selfish con- 
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cerns of all individuals. T h e  eminence of the market society 1s that its 
whole functioning and operation is the consummation of this prin- 
ciple. 

T h e  second objection points out that under the welfare system 
capital acoumu2ation by the government and public investment are 
to be substituted for  private accumulation and investment. I t  refers 
to the fact that not all the funds which governmcnts borrowed in the 
past were spent for current expenditure. A considerable part was 
invested in the construction of roads, railroads, harbors, airports, 
power stations, and other public works. Another no less conspicuous 
part was spent for waging wars of defense which admittedly could 
not be financed by other methods. The  objection, however, misses 
the point. What  matters is that a part of the individual's saving is em- 
ployed by government for current consumption, and that nothing 
hinders the government from so increasing this part that it in fact 
absorbs the whole. 

It  is obvious that if governmcnts make it in~possible for their 
subjects to accumulate and to  invest additional capital, responsibiIity 
for the formation of new capital, if there is to be any, devolves upon 
govcrnment. The welfare propagandist, in whose opinion government 
control is a synonym for Cod's providential care that wisely and 
imperceptibly leads mankind to higher and more perfect stages of an 
inescapable evolutionary progress, fails to see the intricacy of the 
problem and its ramifications. 

No t  only further saving and accumulation of additional capitaI, but 
no less the maintenance of capital at its present level, require curtailing 
today's consumption in order to be more amply supplied later. It is 
abstinence, a refraining from satisfactions which could be reaped 
in~tant ly .~  The market economy brings about an environment in 
which such abstinence is practiced to a certain extent, and in which 
its product, the accumulated capital, is invested in those Iines in which 
it best satisfies the most urgent needs of the consumers. The  questions 
arise whether government acculnulation of capital can be substituted 
for private accumulation, and in what way a govcrnment would in- 
vest additional capital accumulated. These problems do not refer only 
to a socialist commonwealth. They arc no less urgcnt in an interven- 

5. T o  establish this fact is, t o  he sure, not an endorsement of the theories which 
tried to  describe interest as the "reward" of abstinence. There is in the world of 
reality no mythical agency that rewards or punishes. What  originary interest 
redly is has been shown above in Chapter XIX. But as against the would-be 
ironies of Lassalle (Herr Rastiat-Schulze von Delitzsch in Gesan?melte Rcden and 
Schriften, ed. Bernstein, V ,  1 6 7 ) ~  reiterated by innumerable textbooks, it is good 
to emphasize that saving is privation (Entbehmng) in so far as it deprives the 
saver of an instantaneous enjoyment. 
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tionist scheme that has either totally or almost totally removed the 
conditions making for  private capital formation. Even the United 
States is manifestly more and more approaching such a state of 
affairs. 

Let us consider the case of a government that has got control of the 
employment of a considerable part of the citizens' savings. The  in- 
vestments of the social security system, of the private insurance com- 
panies, of savings banks, and of commercial banlrs are to a great extent 
determined by the authorities and channeled into the public dcbt. 
The private citizens are still savers. But whether or not their savings 
bring about capital accumulation and thus increasc thc quantity of 
capital goods available for an improvement of the apparatus of pro- 
duction depends on the employment of the funds borrowed by the 
government. If the government squanders thcse sums either by spend- 
ing them for current expcnditure or by  malinvcstment, the process of 
capital accun~ulation as inaugurated by the saving of individuals and 
continued by the investment operations of the banks and insurance 
enterprises is cut off. A contrast between thc two ways may clarify 
the matter: 

In the process of the unhampered ~narket economy Bill saves onc 
hundred dollars and deposits it with a savings bank.-1f he is wise in 
choosing a bank which is wise in its lending and investing business, an 
increment in capital results, and brings about a rise in the productivity 
of labor. Out of the surplus thus produccd a part goes to Bill in the 
shape of interest. If Bill blunders in the choice of his bank and entrusts 
his hundred dollars to a bank that fails, he goes emptyhanded. 

In the proccss of government interference with saving and in- 
vestment, Paul in the year 1940 saves by paying one hundred dollars 
to thc national social security inst i t~t ion.~ H e  receives in exchange a 
claim which is virtually an unconditional government IOU. If the 
government spends the hundred dollars for current expenditure, no 
additional capital comcs into existence, and no incrcase in the produc- 
tivity of labor results. The government's IOU is a check drawn upon 
the future taxpayers. In 1970 a certain Peter may have to fulfill the 
government's promise although he himself does not dcrive any benefit 
from thc fact that P a d  in 1940 saved one hundred dollars. 

Thus it becomes obvious that therc is no need to  look at Soviet 
Russia in ordcr to comprehend the rolc that public finance plays in 
our day. The trumpery argument that thc public debt is no burden 
because "we owe it to  ourselves'' is delusive. The  Pads  of 1940 do not 

6. It makes no difference whether Paul himself pays this hundred dollars or 
whether the law obliges his employer to pay it. Cf. above, p. 599. 
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owe it to themselves. It  is the Peters of 1970 who owe it to  the Pauls 
of 1940. The  whole system is the acme of the short-run principle. The  
statesmen of I 940 solve their problems by shifting them to the states- 
men of 1970. On that date the statesmen of rgqo will be either dead or 
elder statesmen glorying in their wonderful achievement, social 
security. 

T h e  Santa Clam fables of the welfare school are characterized by 
their con~plete failure to grasp the problems of capital. I t  is precisely 
this defect that makes it imperative to deny them the appellation we/- 
fare economics with which they describe their doctrines. H e  who does 
not take into consideration the scarcity of capital goods available is not 
an economist, but a fabulist. H e  does not deal with reality but with a 
fabulous world of plenty. All the effusions of the contemporary wel- 
fare school are, like those of the socialist authors, based on the implicit 
assumption that there is an abundant supply of capital goods. Then, 
of course, it seems easy to find a rcmedy for all ills, to give to every- 
body "according to his needs" and to make everyone perfectly happy. 

I t  is true that some of the champions of the welfare school feel 
troubled by a dim notion of the problems involved. They realize that 
capital must be maintained intact if the future productivity of labor is 
not to be i rn~ai red .~  However, these authors too fail to comprehend 
that even the mere maintenance of capital depends on the skillful han- 
dling of the problems of investment, that it is always the fruit of suc- 
cessful speculation, and that endeavors to maintain capital intact pre- 
suppose economic calculation and thereby the operation of the market 
economy. The  other welfare propagandists ignore the issue com- 
pletely. It  does not matter whether or not they endorse in this respect 
the Marxian scheme or resort to  the invention of new chimerical no- 
tions such as "the self-perpetuating character" of useful t h i n g ~ . ~  In 
any event their teachings are designed to provide a justification for the 
doctrine which blames oversaving and underconsumption for all that 
is unsatisfactory and recommends spending as a panacea. 

When pushed hard by economists, some welfare propagandists and 
socialists admit that impairment of the average standard of living can 
only be avoided by the maintenance of capital already accumulated 
and that economic improvement depends on accumulation of addi- 
tional capital. Maintenance of capital and accumulation of ncw capital, 

7. This refers especially to the writings of Professor A. C. Pigou, thc various 
editions of his book The Economics of Welfare and miscellaneous articles. For a 
critique of Professor Pigou's ideas, cf. Hayek, Profits, Interest and Investment 
(London, 1939). pp. 83-134. 

8. Cf. F. H. Knight, "Professor Miscs and the Theory of Capital," Economica, 
VIII (1941)* 409-427, 
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they say, will henceforth be a task of government. They will no 
longer be left to the selfishness of individuals, exclusively concerned 
with their own enrichment and that of their families; the authorities 
will deal with them from the point of view of the common weal. 

The  crux of the issue lies precisely in the operation of selfishness. 
Under the system of inequality this selfishness impels a man to save 
and always to invest his savings in such a way as to fill best the most 
urgent needs of the consumers. Cnder the system of equality this 
motive fades. The  curtaiIment of consumption in the immediate future 
is a perceptible privation, a blow to the individuals' selfish aims. The  
increment in the supply available in more distant periods of the future 
which is expected from this immediate privation is less recognizable 
for the average intellect. Moreover, its beneficial effects are, under a 
system of public accumulation, so thinly spread out that they hardly 
appear t o  a man as an appropriate compensation for what he foregoes 
today. The  welfare school blithely assumes that the expectation that 
the fruits of today's saving will be reaped equally by the whole of the 
future generation will turn everybody's selfishness'toward more sav- 
ing. Thus they fall prey to a corollary of Plato's illusion that prevent- 
ing people from knowing which children's parents they are will in- 
spire them with parental feelings toward all younger people. It would 
have been wise if the welfare school had been mindful of Aristotle's 
observation that the result will rather be that all parents will be equally 
indifferent to all ~ h i l d r e n . ~  

The  problem of maintaining and increasing capital is insoluble for 
a socialist system which cannot resort to  economic calculation. Such 
a socialist commonweaIth lacks any method of ascertaining whether 
its capital equipment is decreasing or increasing. But under intenen- 
tionism and under a socialist system which is still in a position to resort 
t o  economic calculation on the basis of prices established abroad, 
things are not so bad. Here i t  is at least possible to comprehend what 
is going on. 

If such a country is under a democratic government, the problems 
of capital preservation and accumulation of additional capital become 
the main issue of political antagonisms. There will be demagogues to 
contend that more could be dedicated to current consumption than 
those who happen to be in power or the other parties are disposed to 
allow. They will always be ready to declare that "in the present 
emergency" there cannot h e  any question of piling up capital for 
later days and that, on rhe contrary, consumption of a part of the 

9. Cf. Aristotle, Politics, Bk. 11, chap. iii in The  B~s ic  Works of Aristotle, ed. 
R, McKeon (New York, I 945), pp. I I 48 f. 
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capital already available is fully justified. The various parties will 
outbid one another in promising the voters more government spend- 
ing and at the same time a reduction of all taxes which do not ex- 
clusively burden the rich. In the days of laissez faire people looked 
upon government as an institution whose operation required an 
expenditure of money which must be defrayed by taxes paid by the 
citizens. In the individual citizens' budgets the state was an item of 
expenditure. Today the majority of the citizens look upon govern- 
ment as an agency dispensing benefits. The wagc earners and the 
farmers expect to receive from the treasury more than they con- 
tribute to its revenues. The state is in their eyes a spender, not a 
taker. These popular tenets were rationalized and elcvated to the 
rank of a quasi-economic doctrine by Lord Keynes and his disciples. 
Spending and unbalanced budgets are merely synonyms for capital 
consumption. If current expenditure, however beneficial it may be 
considered, is financed by taxing away those parts of higher incomes 
which would have been employed for investment. by inheritance 
taxes, or by borrowing, the governmcnt becomes a factor malting 
for capital consumption. The fact that in present-day America there 
is probably lo still a surplus of annual capita1 accumulation over 
annual capital consumption does not invalidate the statement that 
the total complex of the financial policies of the Federal Government, 
the States, and the municipalities tends toward capital consumption. 

Many who are aware of the undesirable consequences of capital 
consumption are prone to believe that popular government is in- 
compatible with sound financial policies. They fail to realize that not 
democracy as such is to be indicted, but the doctrines which aim 
at substituting the Santa Claus conception of government for the 
night watchman conception derided by Lassalle. What determines 
the course of a nation's economic policies is always the economic 
ideas held by public opinion. 9 0  government, whether democratic 
or dictatorial, can free itself from the sway of the generally accepted 
ideology. 

Those advocating a restriction of the parliament's prerogatives in 
budgeting and taxation issues or even a complete substitution of 
authoritarian government for representative government are blinded 
by the chimerical image of a perfect chief of state. This man, no less 
benevolent than wise, would be sincerely dedicated to the promotion 
of his subjects' lasting weIfare. The real Fiihrer, however, turns out 
to be a mortaI man who first of a11 aims at the perpetuation of his 

10. The  attempts to  answer this question by statistics are futile in this age of 
inflation and credit expansion. 
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own supremacy and that of his kin, his friends, and his party. As 
far as hc may resort to  unpopular measures, he does so for the sake 
of these objectives.' He  does not invest and accumulate capital. H e  
constructs fortresses and equips armies. 

The much talked about plans of the Soviet and Nazi dictators in- 
volved restriction of current consumption for the sake of "invest- 
ment." The  Nazis never tried to suppress the truth that all these 
investments were designed as a preparation for the wars of aggres- 
sion that they planned. The Soviets were less outspoken at the be- 
ginning. But today they proudly declare that all their planning was 
directed by considerations of war preparedness. History does not 
provide any example of capital accumulation brought about by a 
government. As far as governments invested in the construction of 
roads, railroads, and other uscful public works, the capital needed 
was provided b y  the savings of individual citizens and borrowed b\; 
the government. But the greater part of the public debts was spe& 
for current expenditure. What  individuals had saved was dissipated 
by the government. 

Even those who look upon the inequality of wealth and incomes 
as a deplorable thing, cannot deny that it makes for progressing 
capital accumulation. And it is additional capital accumulation alone 
that brings about technological improvement, rising wage rates, and 
a higher standard of living. 

4. Insecurity 

The  vague notion of security which the weIfare doctrinaires have 
in mind when complaining about insecurity refers t o  something like 
a warrant b\; means of which society guarantees to everybody, irre- 
spective of his achievements, a standard of living which he considers 
satisfactory. 

Security in this sense, contend the eulogists of times gone by, was 
provided uiidcr +I.,. L l b c  > A d !  ---... 1 4 1 1 1 1 ;  ---.-- of the Middle Ages. There is, 
however, no need to enter into an examination of thew claims. Real 
conditions even in the much-glorified thirteenth century were differ- 
ent from the idea1 picture painted by scholastic philosophy; these 
schemes were meant as a description of conditions not as they were 
but as they ought to bc. But even these utopias of the philosophers 
and theologians allow for the existence of a numerous class of desti- 
tute beggars, entirely dependent on alms given by the wealthy. This 
is not precisely the idea of security which the modern usage of the 
term suggests. 
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The concept of security is the wage earners' and small farmers' 

pendant to the concept of stability heId by the capita1ists.l1 In the 
same way in which capitalists want to enjoy permanently an in- 
come which is not subject to the vicissitudes of changing human 
conditions, wage earners and small farmers want to make their reve- 
nues independent of the market. Both groups are eager to withdraw 
from the flux of historical events. No further occurrcnck should im- 
pair their own position; on the other hand, of course, they do not 
expressly object to an improvement of their material well-being. That 
structure of the market to which they have in the past adjusted their 
activities should never be altered in such a way as to force them to 
a new adjustment. The farmer in a European mountain valley waxes 
indignant upon encountering the competition of Canadian farmers 
producing at iower costs. The house painter boils over with rage 
when the introduction of a new appliance affects conditions in his 
sector of the labor market. I t  is obvious that the wishes of these 
people could be fulfilled only in a perfectly stagnant world. 

A characteristic feature of the unhampered market society is that 
it is no respecter of vested interests. Past achievements do not count 
if they are obstacles to further improvement. The advocates of se- 
curity are therefore quite correct in blaming capitalism for inse- 
curity. But they distort the facts in implying that the selfish interests 
of capitalists and entrepreneurs are responsible. What harms the 
vested interests is the urge of the consumers for the best possible 
satisfaction of their needs. Not the greed of the wealthy few, but 
the propensity of everyone to take advantage of any opportunity 
offered for an improvement of his own well-being makes for producer 
insecurity. What makes the house painter indignant is the fact that 
his fellow citizens prefer cheaper houses to more expensive ones. 
And the house painter himself, in preferring cheaper commodities 
to dearer ones, contributes his share to the emergence of insecurity 
in other sectors of the labor market. 

It is certaidjr true that the necessity to  adjus: oneself again a i d  
again to changing conditions is onerous. But change is the essence 
of life. In an unhampered market economy the absence of security, 
i.e., the absence of protection for vested interests, is the principle that 
makes for a steady improvement in material well-being. There is no 
need to argue with the bucolic dreams of Virgil and of eighteenth- 
century poets and painters. There is no need to examine the kind of 
security which the real shepherds enjoyed. No  one redly wishes 
to change places with them. 

I 1. Cf. above, pp. ~ 0 0 4 ~ 9 .  
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The longing for security became especially intense in the great 
depression that started in 1929. I t  met with an enthusiastic response 
from the millions of unemployed. That is capitalism for you, shouted 
the leaders of the pressure groups of the farmers and the wage earners. 
Yet the evils were not created by capitalism, but, on the contrary, 
by the endeavors to "reform" and to "improve" the operation of 
the market economy by interventionism. The crash was the neces- 
sary outcome of the attempts to lower the rate of interest by credit 
expansion. Institutional unemployment was the inevitable result of 
the policy of minimum wage rates. 

5.  Social Justice 

In one respect at least present-day welfare propagandists are su- 
perior to most of the older schools of socialists and reformers. They 
no longer stress a concept of social justice with whose arbitrary pre- 
cepts men should comply however disastrous the consequences may 
be. They endorse the utilitarian point of view. They do not oppose 
the principle that the only standard for appreciating social systems 
is judging them with regard to their ability to realize the ends sought 
by acting men. 

However, as soon as they embark upon an examination of the op- 
eration of the market economy, they forget their sound intentions. 
They hold up a set of metaphysical principles and condemn the mar- 
ket economy beforehand because it does not conform to them. They 
smuggle in through a back door the idea of an absolute standard of 
morality which they had barred from the main entrance. In searching 
for remedies against poverty, inequality, and insecurity, they come 
step by step to endorse all the fallacies of the older schools of so- 
cialism and interventionism. They become more and more entangled 
in contradictions and absurdities. Finally they cannot help catching 
at the straw at which all earlier "unorthod~x'~ reformers tried to grasp 
-the superior wisdom of perfect rulers. Their last word is always 
state, government, society, or other cleverly designed synonyms for 
the superhuman dictator. 

The welfare school, foremost among them the German Katheder- 
sozinlisten and their adepts, the American I~lstitutionalists, have pub- 
lished many thousands of volumes stuffed with punctiliously docu- 
mented information about unsatisfactory conditions. In their opinion 
the colIected materials clearly ilIustratc the shortcomings of capital- 
ism. In truth they merely illustrate the fact that human u. ,ants are 
practically unlimited and that there is an immense field open for 
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further improvements. They certainly do not prove any of the state- 
ments of the welfare doctrine. 

There is no need to tell us that an ampler supply of various com- 
modities would be welcome to all people. The  question is whether 
there is any means of achieving a greater supply other than by in- 
creasing the productivity of labor by the investment of additional 
capital. A11 the babble of the welfarc propagandists aims only at one 
end, namely, obscuring this point, the point that alone matters. While 
the accumulation of additional capital is the indispensable means for 
any further economic progress, these people speak of "oversaving" 
and "overinvestment," of the necessity of spcnding more and of 
restricting output. Thus they are the h&bingers of economic retro- 
gression, preaching a philosophy of decay and social disintegration. 
A society arranged according to their precepts may appear to some 
people as fair from the point of view of an arbitrary standard of 
social justice. But it wiIl certainly be a society of progressing poverty 
for all its members. 

For a century at Ieast public opinion in Western countries has 
been deluded by the idea that there is such a thing as "the social 
question" or "the labor problem." The  meaning implied was that the 
very existence of capitaIism hurts the vital interests of the masses, 
especially those of the wage earners and the small farmers. The  
preservation of this manifestly unfair system cannot be tolerated; 
radical reforms are indispensable. 

The  truth is that capitalism has not only multiplied population 
figures but at the same time improved the people's standard of Iiv- 
ing in an unprecedented way. Neither economic thinking nor his- 
torical experience suggest that any other social system corlld be 
more beneficial to  the masses than capitalism. Thc  results speak for 
themselves. The  market economy needs no apologists and propa- 
gandists. I t  can apply to itself the words of Sir Christopher Wren's 
epitaph in St. Paul's: Si nzonzmzentmz requiris, circu7nspice.l" 

I 2. If you seek his monument, look around. 



XXXVI. T H E  CRISIS OF INTERVENTIONISM 

r. The Harvest of Interventionism 

T HE interventionist: policies as practiced for many decades by all 
governments of the capitalistic West have brought about all 

those effects which the economists predicted. There are wars and 
civil wars, ruthless oppression of the masses by clusters of self- 
appointed dictators, economic depressions, mass unemployment, capi- 
tal consumption, famines. 

However, it is not these catastrophic events which have led to 
the crisis of interventionism. The interventionist doctrinaires and 
their followers explain all these undesired consequences as the un- 
avoidable features of capitalism. As they see it, it is precisely these 
disasters that clearly denlonstrate thc necessity of intensifying inter- 
ventionism. The failures of the interventionist policies do not in the 
least impair the popularity of the implied doctrine. They arc so in- 
terpreted as to strengthen, not to lessen, the prestige of these teach- 
ings. As a vicious economic thcory cannot be simply refuted by 
historical experience, the interventionist propagandists have been 
able to go on in spite of all the havoc they have spread. 

Yet the age of interventionism is reaching its end. Interventionism 
has exhausted all its potentialities and must disappear. 

2. T h e  Exhaustion of the Reserve Fund 

The idea underlying all interventionist policies is that the higher 
inromp and wea!th nf the mere &luefit prt sf the  pepu!adm is a - - - - - - - - - 
fund which can be freely used for the improvement of the conditions 
of the less prosperous. The essence of the interventionist policy is 
to take from one group to give to another. It is confiscation and dis- 
tribution. Every measure is ultimately justified by declaring that it 
is fair to curb the rich for the benefit of the poor. 

In the field of public finance progressive taxation of incomes and 
estates is the most characteristic manifestation of this doctrine. Tax 
the rich and spend the revenue for the improvement of the condi- 
tion of the poor, is the principle of contemporary budgets. In the 
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field of industrial relations shortening the hours of work, raising 
wages, and a thousand other measures are recommended under the 
assumption that they favor the employee and burden the employer. 
Every issue of government and community affairs is dealt with ex- 
clusively from the point of view of this principle. 

An illustrative example is provided by the methods applied in the 
operation of nationalized and municipalized enterprises. These enter- 
prises very often result in financial failure; their accounts regularly 
show losses burdening the state or the city treasury. It is of no use 
to investigate whether the deficits are due to the notorious inefficiency 
of the public conduct of business enterprises or, at least partly, to 
the inadequacy of the prices at which the commodities or services 
are sold to the customers. What matters more is the fact that the tax- 
payers must cover these deficits. The interventionists fully approve 
of this arrangement. They passionately reject the two other possible 
solutions: selling the enterprises to private entrepreneurs or raising 
the prices charged to the customers to such a height that no further 
deficit remains. The first of these proposals is in their eyes mani- 
festly reactionary because the inevitable trend of history is toward 
more and more socialization. The second is deemed "antisocial" be- 
cause it places a heavier load upon the consuming masses. I t  is fairer 
to make the taxpayers, i.e., the wealthy citizens, bear the burden. 
Their ability to pay is greater than that of the average people riding 
the nationalized railroads and the municipalized subways, trolleys, 
and busses. T o  ask that such public utilities should be self-supporting, 
is, say the interventionists, a relic of the old-fashioned ideas of ortho- 
dox finance. One might as well aim at making the roads and the public 
schools self-supporting. 

I t  is not necessary to argue with the advocates of this deficit policy. 
It is obvious that recourse to this ability-to-pay principle depends 
on the existence of such incomes and fortunes as can still be taxed 
away. It can no longer be resorted to once these extra funds have 
been exhausted by taxes and other interventionist measures. 

This is precisely the present state of affairs in most of the Euro- 
pean countries. The United States has not yet gone so far; but if 
the actual trend of its economic policies is not radically altered very 
soon, it will be in the same condition in a few years. 

For the sake of argument we may disregard aI1 the other conse- 
quences which the fulI triumph of the ability-to-pay principle must 
bring about and concentrate upon its financial aspects. 

The interventionist in advocating additional public expenditure is 
not aware of the fact that the funds available are limited. He does not 
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realize that increasing expenditure in one department enjoins restrict- 
ing it in other departments. I n  his opinion there is plenty of money 
available. The income and wealth of the rich can be freely tapped. 
In recommending a greater allowance for the schools he simply 
stresses the point that it would be a good thing to spend more for 
education. He does not venture to prove that to raise the budgetary 
allowance for schools is more expedient than to raise that of an- 
other department, e.g., that of health. It never occurs to him that 
grave arguments could be advanced in favor of restricting public 
spending and lowering the burden of taxation. The champions of 
cuts in the budget are in his eyes merely the defenders of the mani- 
festly unfair class interests of the rich. 

With the present height of income and inheritance tax rates, this 
reserve fund out of which the interventionists seek to cover all pub- 
lic expenditure is rapidly shrinking. It has practically disappeared 
altogether in most European countries. In the United States the re- 
cent advances in tax rates produced only negligible revenue results 
beyond what would be produced by a progression which stopped 
at much lower rates. High surtax rates for the rich arc very popdar 
with interventionist dilettantes and demagogues, but they secure only 
modest additions to the revenue.l From day to day it becomes more 
obvious that large-scale additions to the amount of public expendi- 
ture cannot be financed by "soaking the rich," but that the burden 
must be carried by the masses. The traditional tax policy of the age 
of interventionism, its glorified devices of progressive taxation and 
lavish spending, have been carried to a point at which their ab- 
surdity can no longer be concealed. The notorious principle that, 
whereas private expenditures depend on the size of income available, 
public revenues must be regulated according to expenditures, refutes 
itself. Henceforth, governments will have to realize that one dolIar 
cannot be spent twice, and that the various items of government ex- 
penditure are in conflict with one another. Every penny of addi- 
tional government spending will have to be collected from precisely 
those people who hitherto have been intent upon shifting the main 
burden to other groups. Those anxious to get subsidies will have to 

I. In the United States the surtax rate under the 1942 Act was 52 per cent on the 
taxable income bracket $zz,ooo-26,000. If the surtax had stopped at this level, the 
loss of revenue on 1942 income would have been about $249 million or 2.8 per cent 
of the total individual income tax for that year. In the same year the total net in- 
comes in the income classes of $~o,ooo and above was $8,91 z million. Complete 
confiscation of these incomes would not have produced as much revenuc as was 
obtained in this year from all taxable incomes, namely, $9,046 million. Cf. A Tax 
Program for a Solvent America, Committee on Postwar Tax  Policy (New York, 
194,-), pp. "6-717, 120. 
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foot the bill themselves for the subsidies. The  deficits of publicly 
owned and operated enterprises will be charged to the bulk of the 
population. 

The situation in the employer-employee nexus will be analogous. 
'The popular doctrine contends that wage earners are reaping "social 
gains" at the expense of the unearned income of the exploiting classes. 
The strikers, it is said, do not strike against the consumers but against 
"matiagement." There is no reason to raise the prices of products when 
labor costs are increased; the difference must be borne by employers. 
But when more and more of the share of the entreprene;rs and capi- 
talists is absorbed by taxes, higher wage rates, and other "social gains" 
of employees, and by price ceilings, nothing remains for such a buffer 
function. Then it becomes evident that every wage raise, with its 
whole momentum, must atiect the prices of the products and that 
the social gains of each group fully correspond to the social Iosses 
of the other groups. Every strike becomes, even in the short run and 
not only in the long run, a strike against the rest of the people. 

An essential point in the social philosophy of interventionism is the 
existence of an inexhaustible fund which can be squeezed forever. 
The whole doctrine of interventionisin collapses when this fountain 
is drained off. The Santa Claus principle liquidates itself. 

3. T h e  End of Interventionism 

The interventionist interlude must come to an end because inter- 
ventionism cannot lead to a permanent systenl of social organization. 
The reasons are threefold. 

First: Restrictive measures always restrict output and the amount 
of goods available for consumption. Whatever arguments may be 
advanced in favor of definite restrictions and prohibitions, such meas- 
ures in themselves can never constitute a system of social production. 

Second: All varieties of interference with the market phenomena 
not only fail to achieve the ends aimed at by their authors and sup- 
porters, but bring about a state of affairs which-from the point of 
view of their authors' and advocates' valuations-is Iess desirable 
than the previous state of affairs which they were designed to alter. 
If one wants to correct their manifest unsuitablencss and preposter- 
ousness by supplementing the first acts of intervention with more 
and more of such acts, one must go farther and farther until the 
market economy has been entirely destroyed and socialism has been 
substituted for it. 

Third: Interventionism aims at confiscating the "surplus" of one 
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part of the population and a t  giving it  to  the other part. Once this 
surplus is exhausted by total confiscation, a further continuation of 
this policy is impossible. 

Marching ever further on the way of interventionism, first Ger- 
many, then Great Britain and many other European countries have 
adopted central planning, the Hindenburg pattern of socialism. I t  is 
noteworthy that in Germany the deciding measures wcre no t  re- 
sorted to  by the Nazis, but some timc before Hitler seized power by 
Briining, the Catholic Chancellor of the Weimar Republic, and in 
Great Britain not by  the Labor Party but by the To ry  Prime Minister 
Mr. Churchill. The  fact has been purposely obscured by the great 
sensation made in Great Britain about the nationalization of the Bank 
of England, the coal mines, and other enterprises. However, these 
seizures were of subordinate importance only. Great Britain is t o  
be called a socialist country not because certain enterprises have been 
formally cxpropriatcd and nationalized, but because all the economic 
activities of all citizens are subject to  full control by  the government 
and its agencies. The  authorities direct the allocation of capita1 and 
of rnanpowcr to the various branches of 'business; they cletcrmine 
what should be ~ r o d u c e d  and in what quality and quantity, and 
they assign to  each consumer a definite ration. Supremacy in all eco- 
nomic matters is exclusivcly vested in the government. The  people 
are reduced to the status of wards. T o  the businessmen, the former 
entrepreneurs, merely quasi-managerial functions are left. All that 
they are free to  do  is to carry into effect the entrepreneurial decisions 
of the authorities within a ieatly delimited narrow field. 

I t  has been shown that the managerial system, i.e., the assign- 
ment of ancillary tasks in the conduct of business to responsible help- 
ers t o  whom a ccrtajn amount of discretion can be granted, is pos- 
sible only within the frame of the profit system.' Wha t  characterizes 
the manager as such and imparts to  him a condition different from 
that of the mere technician is that, within the sphere of his assign- 
ment, he himself determines the methods by which his actions should 
conform to  the profit principle. In a socialist system in which there 
is neither economic calculation nor capital accounting nor profit 
computation, there is no room left for  managerial activities either. 
Rut as long as a socialist commonwealth is stilI in a position t o  caI- 
culate on the ground of prices determined on foreign markets, i t  
can also utiIizc a quasi-managerial hierarchy to some extent. 

It is a poor makeshift to  call any age an age of transition. In the 
living world there is alwavs change. Every age is an age of transition, 

2. Cf. above, pp. ;or-pj.  
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W e  may distinguish between social systems that can last and such 
as arc inevitably transitory because they are self-destructive. I t  has 
already been pointed our in what sense interventionism liquidates it- 
self and must lead to socialism of the German pattern. Most of the 
European countries have already reached this phase, and nobody 
knows whether or not the United States will follow suit. But as long 
as the United States clings to the marltet economy and does not adopt 
the system of full government control of business, the socialist econo- 
mies of Western Europe will still be in a position to calculate. Their 
conduct of business still lacks the characteristic feature of socialist 
conduct; it is still based on economic calculation. It is therefore in 
every respect very different from what it would become if all the 
world were to turn toward socialism. 

It is often said that one half of the world cannot remain com- 
mitted to the market economy when the other half is socialist, and 
vice versa. However, there is no reason to assume that such a partition 
of the earth and the coexistence of the two systems is impossible. 
If this is really the case, then the present economic system of the 
countries that have discarded capitalism may go on for an indefinite 
period of time. Its operation may result in social disintegration, chaos, 
and misery for the peoples. But neither a low standard of living nor 
progressive impoverishment automatically liquidates an economic sys- 
tern. It gives way to a more efficient system only if people themselves 
are intelligent enough to comprehend the advantages such a change 
might bring them. Or it may be destroyed by foreign invaders pro- 
vided with bctter military equipment by the greater efficiency of their 
own economic system. 

Optimists hope that at least those nations which have in the past 
devcloped the capitalist marltet economy and its civilization will 
cling to this system in the future too. There are certainly as many 
signs to confirm as to disprove such an expectation. It is vain to 
speculate about the outcome of the great ideological conflict between 
the principles of private ownership and public ownership, of indi- 
vidualisnl and totalitarianism, of freedom and authoritarian regi- 
mentation. All that we can know beforehand about the re- 
sult of this struggle can be condensed in the following three state- 
ments: 

I .  We have no knowledge whatever about the existence and op- 
eration of agencies which would bestow final victory in this clash 
on those ideologies whose application will secure the preservation and 
further intensification of societal bonds and the improvement of man- 
kind's material well-being. Nothing suggests the belief that progress 
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toward more satisfactory conditions is inevitable or a relapse into 
very unsatisfactory conditions impossible. 

2.  Men must choose between the market economy and sociaIism. 
They cannot evade deciding between these alternatives by adopting 
a "middle-of-the-road" position, whatever name they may give to it. 

3. In abolishing econon~ic calculation the generai adoption of so- 
cialism would result in complete chaos and the disintegration of 
social cooperation under the division of Iabor. 



Part Seven 

XXSVII. THE NONDESCRIPT CHARACTER OF 

ECONOMICS 

I .  T h e  Sitlgularity of Econonlics 

W ~ I A T  assigns economics its peculiar and uniquc position in the 
orbit borh of pure knowledge and of the practical utilization 

of knowledge is the fact that its particular theorems are not open 
to any verification or falsification on the ground of experience. Of 
course, a measure suggested by sound economic reasoning rcsults 
in producing the effects ainlcd at, and a measure suggested by faulty 
economic reasoning fads to  produce the ends sought. But such cxperi- 
ence is always still historical experience, ie., the expericnce of com- 
plex phenomena. I t  can never, as has been pointed out, prove or  dis- 
prove any particular theorem.' T h e  appIication of spurious ccononlic 
theorems results in undesircd consequences. But these effects never 
have that undisputable pomcr of conviction which the experimental 
facts in the ficld of the natural sciences provide. The  ultimate yard- 
stick of an economic theorem's correctncss or jncorrectncss is soIcly 
reason unaided by expericnce. 

The  ornillous import of this state of affairs is that it prevents the 
naive mind from recognizing the reality of the things economics 
deals with. "Real" is, in the cycs of man, all that hc cannot alter and 
to whosc existence he must adjust his actions if he wants to attain 
his cnds. T h e  cognizance of reality is a sad experience. I t  teaches the 
limits on the satisfaction of one's wishes. Only reluctantly does man 
resign himself to  the insight that there arc things, viz., the whole 
complex of all causal relations between events, which wishful think- 
ing cannot alter. Yet sense expericnce speaks an easily perceptible 
language. There is no use arguing about experiments. The  reality of 
experimentally established facts cannot be contested. 

But in the ficld of praxeological knowledge neither success nor fail- 
ure speaks a distinct language audible t o  everybody. T h e  experience 
derived exclusively from complex phenomena does not bar escape 
into interpretations based on wishful thinking. The  na'ive man's 
propensity to  ascribe omnipotence to  his thoughts, however confused 

I .  Cf. above, pp. 3 1-32. 
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and contradictory, is never manifestly and unambiguously falsified 
by experience. The economist can never refute the economic cranks 
and quacks in the way in which the doctor refutes the medicine man 
and the charlatan. History speaks only to those people who know 
how to interpret it on the ground of correct theories. 

2. Economics and Public Opinion 

The significance of this fundamental epistemological difference 
becomes clear if we realize that the practical utilization of the teach- 
ings of economics presupposes their endorsement by public opinion. 
In the market economy the realization of technological innovations 
does not require anything more than the cognizance of their reason- 
ableness by one or a few enlightened spirits. No  dullness and clumsi- 
ness on the part of the masses can stop the pioneers of improvement. 
There is no need for them to win the approval of incrt people before- 
hand. They are free to embark upon their projects even if everyone 
else laughs at them. Later, when the new, better, and cheaper products 
appear on the market, these scoffers will scramble for them. How- 
ever dull a man may be, he knows how to tell the difference between 
a cheaper shoe and a more expensive one, and to appreciate the useful- 
ness of new products. 

But it is different in the field of social organization and economic 
policies. Here the best theories are useless if not supported by public 
opinion. They cannot work if not accepted by a majority of the 
people. Whatever the system of government may be, there cannot 
be any question of ruling a nation lastingly on the ground of doc- 
trines at variance with public opinion. In the end the philosophy of 
the majority prevails. In the long run there cannot be any such 
thing as an unpopular system of government. The difference between 
democracy and despotism does not affect the final outcome. It refers 
only to the method by which the adjustment of the system of gov- 
ernment to the ideology held by public opinion is brought about. 
Unpopular autocrats can only be dethroned by revolutionary up- 
heavals, while unpopular democratic rulers are peacefully ousted in 
the next election. 

The supremacy of public opinion determines not only the singular 
role that economics occupies in the complex of thought and knowl- 
edge. I t  determines the whole process of human history. 

The customary discussions concerning the role the individual plays 
in history miss the point. Everything that is thought, done and ac- 
complished is a performance of individuals. New ideas and innova- 
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tions are always an achievement of uncommon men. But these great 
men cannot succeed in adjusting social conditions to their plans 
if they do not convince public opinion. 

The flowering of human society depends on two factors: the in- 
tellectual power of outstanding men to conceive sound social and 
economic theories, and the ability of these or other men to make 
these ideologies palatable to the majority. 

3. The Illusion of the Old Liberals 

The masses, the hosts of common men, do not conceive any ideas, 
sound or unsound. They only choose between the ideologies de- 
veloped by the intellectual leaders of mankind. But their choice is 
final and determines the course of events. If they prefer bad doc- 
trines, nothing can prevent disaster. 

The social philosophy of the Enlightenment failed to see the 
dangers that the prevalence of unsound ideas could engender. The 
objections customarily raised against the rationalism of the classical 
economists and the utilitarian thinkers are vain. But there was one 
deficiency in their doctrines. They blithely assumed that what is rea- 
sonable will carry on merely on account of its reasonableness. They 
never gave a thought to the possibility that public opinion could 
favor spurious ideologies w-hose realization would harm welfare and 
well-being and disintegrate social cooperation. 

It is fashionable today to disparage those thinkers who criticized 
the liberal philosophers' faith in the common man. Yet, Burke and 
Haller, Bonald and de Allaistre paid attention to an essential problem 
which the liberals had neglected. They were more realistic in the 
appraisal of the masses than their adversaries. 

Of course, the conservative thinkers labored under the illusion that 
the traditional system of paternal government and the rigidity of eco- 
nomic institutions could be preserved. They were full of praise for 
the ancien regime which had made people prosperous and had even 
humanized war. But they did not see that it was precisely these 
achievements that had increased population figures and thus created 
an excess population for which there was no room left in the old 
system of economic restrictionism. They shut their eyes to the growth 
of a class of people which stood outside the pale of the social order 
they wanted to perpetuate. They failed to suggest any solution to 
the most burning problem with which mankind had to cope on the 
eve of the "Industrial Revolution." 

Capitalism gave the world what it needed, a higher standard of liv- 
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ing for a steadily increasing number of people. But the liberals, the 
pioneers and supporters of capitalism, overlooked one essential point. 
A social system, however beneficial, cannot work if it is not sup- 
ported by public opinion. They did not anticipate the success of the 
anticapitaljstjc propaganda, After having nullified the fable of the 
divine rnission of anointed kings, the liberals fell prey to no less illu- 
sory doctrines, to the irresistible power of reason, to the infallibility 
of the volonte' gkstkale and to the divine inspiration of majorities. In 
the long run, they thought, nothing can stop the progressive improve- 
ment of social conditions. In unmasking age-old superstitions the 
philosophy of the EnIightenment has once and for all established the 
supremacy of reason. The accompIishments of the policies of free- 
dom will provide such an overwhelming demonstration of the bless- 
ings of the new ideology that no intelligent man will verlture to ques- 
tion it. And, implied the philosophers, the immense majority of people 
are intelligent and able to think correctly. 

I t  never occurred t6 the old liberals that the majority could in- 
terpret historical experience on the ground of other philosophies. 
They did not anticipate the popularity which ideas that they would 
have called reactionary, superstitious, and unreasonable acquired in 
the nineteenth and twenticth centuries. They were so fully imbued 
with the assumption that all men are endoked with the faculty of 
correct reasoning that they entirely misconstrued the meaning of 
the portcnts. As they saw it, all these unpleasant events were tem- 
porary relapses, accidental episodes to which no importance could 
be attached by the philosopher looking upon tnanltind's history sub 
specie aeternitatis. Whatever the reactionaries might say, there was 
one fact which thcy would not be able to deny; namely, that capital- 
ism provided for a rapidly increasing population a steadily improving 
standard of living. 

It is precisely this fact that the immense majority did contest. The 
essential point in the teachings of all socialist authors, and especially 
in the teachings of Marx, is the doctrine that capitalism results in a 
progressive pauperization of the working masses. With regard to the 
capitalistic countries the fallacy of this theorem can hardly be ig- 
nored. With rcgard to the backward countries, which were only 
superficially affected by capitalism, the unprecedented increase in 
population figures does not suggest the interpretation that: the masses 
sink deepcr and deeper. These countries are poor when compared 
with the more advanced countries. Their poverty js the outcome of 
the rapid growth of population. These peoples have preferred to rear 
more progeny instead of raising the standard of living to a higher 
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level. That is their own affair. But the fact remains that they had the 
wealth to prolong the average length of life. It  would have been im- 
possible for them to bring up more children if the means of sustenance 
had not been increased. 

Nonetheless not only the Marxians but many allegedly "bourgeois" 
authors assert that hlarx's anticipation of capitalist evolution has been 
by and large verified by the history of the last eighty years. 



XXXVIII. THE PIACE OF ECONOMICS IN LEARNING 

I .  T h e  Study of Economics 

T HE naturaI sciences are ultimately based on the facts as estab- 
lished by laboratory experiment. Physical and biological the- 

ories are confronted with these facts, and are rejected when in con- 
flict with them. The perfection of these theories no less than the 
improvement of technological and therapeutical procedures requires 
more and better laboratory research. These experimental ventures 
absorb time, painstaking effort of specialists, and costly expenditure 
of material. Research can no longer be conducted by isolated and 
penniless scientists, however ingenious. The seat of experimentation 
today is in the huge laboratories supported by governments, universi- 
ties, endowments, and big business. Work in these institutions has 
developed into professional routine. The majority of those employed 
in it are technicians recording those facts which the pioneers, of whom 
some are themselves experimenters, will one day use as building stones 
for their theories. As far as the progress of scientific theories is con- 
cerned, the achievements of the rank-and-file researcher are only 
ancillary. But very often his discoveries have immediate practical 
results in improving the methods of therapeutics and of business. 

Ignoring the radical epistemological difference between the natural 
sciences and the sciences of human action, people believe that what 
is needed to furthcr economic knowledge is to  organize economic 
research according to the well-tried methods of the institutes for 
medical, physical, and chemical research. Considerable sums of money 
have been spent for what is labeled economic research. In fact the 
subject matter of the work of all these institutes is recent economic 
history. 

It is certainly a laudable thing to encourage the study of economic 
history. However instructive the result of such studies may be, one 
must not confuse them with the study of econon~ics. They do not 
produce facts in the sense in which this term is applied with regard 
to the events tested in laboratory experiments. They do not deliver 
bricks for the construction of a posteriori hypotheses and theorems. 
On  the contrary, they are without meaning if not interpreted in the 
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light of theories developed without reference to them. There is no 
need to add anything to what has been said in this respect in the 
preceding chapters. No  controversy concerning the causes of a his- 
torical event can be solved on the ground of an examination of the 
facts which is not guided by definite praxeological theories1 

The foundation of institutes for cancer research can possibly con- 
tribute to the discovery of methods for fighting and preventing this 
pernicious disease. But a business cycle research institute is of no 
help in endeavors to avoid the recurrence of depressions. The most 
exact and reliable assemblage of all the data concerning economic 
depressions of the past is of little use for our knowledge in this field. 
Scholars do not disagree with regard to these data; they disagree 
with regard to the theorems to be resorted to in their interpretation. 

Still more important is the fact that it is impossible to collect the 
data concerning a concrete event without reference to the theories 
held by the historian at the very outset of his work. The historian 
does not report all facts, but only those which he considers as rele- 
vant on the ground of his theories; he omits data considered irrelevant 
for the interpretation of the events. If he is misled by faulty theories, 
his report becomes clumsy and may be almost worthless. 

Even the most faithful examination of a chapter of cconomic his- 
tory, though it be the history of the most recent period of the past, 
is no substitute for economic thinking. Economics, like logic and 
mathematics, is a display of abstract reasoning. Economics can never 
be experimental and empirical. The economist does not need an ex- 
pensive apparatus for the conduct of his studies. What he needs is 
the power to think clearly and to discern in the wilderness of events 
what is essential from what is merely accidental. 

There is no conflict between cconomic history and economics. 
Every branch of knowledge has its own merits and its own rights. 
Economists have never tried to belittle or deny the significance of 
economic history. Neither do real historians object to the study of 
,,,,,,:,, TL ..,,, :-..n~-:-..,ir.- - - n ~  :-A- I.-:-- L- -  
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the socialists and interventionists who could not refute the objections 
raised against their doctrines by the economists. The Historical School 
and the Institutionalists tried to displace econonlics and to substitute 
"empirical" studies for it precisely because they wanted to silence 
the economists. Economic history, as they planned it, was a means 

I .  Cf., about the essential epistemological problems involved, pp. 31-40, about 
the problem of "quantitative" economics, pp. 55-57 and 347-349, and about the 
antagonistic interpretation of labor conditions under capitalism, pp. 61 3-61 8. 
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of destroying the prestige of economics and of propagandizing for 
interventionism. 

2. Economics as a Profession 

The early economists devoted themselves to the study of the prob- 
lems of economics. In lecturing and writing books they were eager 
to communicate to their fellow citizens the results of their thinking. 
They tried to influence public opinion in order to make sound poli- 
cies prevail in the conduct of civic affairs. They never conceived of 
economics as a profession. 

The development of a profession of economists is an offshoot of 
interventionism. The professional economist is the specialist who is 
instrumental in designing various measures of government interfer- 
ence with business. He is an expert in the field of economic legislation, 
which today invariably aims at hindering the operation of the un- 
hampered market economy. 

There are thousands and thousands of such professional experts 
busy in the bureaus of the governments and of the various political 
parties and pressure groups and in the editorial offices of party news- 
papers and pressure group periodicals. Others are employed as ad- 
visers by business or run independent agencies. Some of them have 
nation-wide or even world-wide reputations; many are among the 
most influential men of their country. It often happens that such ex- 
perts are called to direct the affairs of big banks and corporations, are 
elected into the legislature, and are appointed as cabinet ministers. 
They rival the legal profession in the supreme conduct of political 
affairs. The eminent role they play is one of the most characteristic 
features of our age of interventionism. 

There can be no doubt that a class of men who are so preponderant 
includes extremely talented individuals, even the most eminent men 
of our age. But the philosophy that guides their activities narrows 
their horizon. By virtue of their connection with definite parties 
and nress~re groupsi eager to  a c q ~ i r ~  ~ n ~ r i g l  privileges, the.. became 

I - -- - -r--- Y 
one-sided. They shut their eyes to the remoter consequences of the 
policies they are advocating. With them nothing counts but the short- 
run concerns of the group they are serving. The ultimate aim of their 
efforts is to make their clients prosper at the expense of other people. 
They are intent upon convincing themselves that the fate of man- 
kind coincides with the short-run interests of their group. They try 
to sell this idea to the public. In fighting for a higher price of silver, 
of wheat, or of sugar, for higher wages for the members of their 
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union, or for a tariff on cheaper foreign products, they claim to 
be fighting for the supreme good, for liberty and justice, for their 
nation's flowering, and for civilization. 

The public looks askance upon the lobbyists and blames them for 
the dismal features of interventionist legislation. However, the seat 
of the evil is much deeper. The philosophy of the various pressure 
groups has penetrated the legislative bodies. There are in the present- 
day parliaments representatives of wheat growers, of cattle breeders, 
of farmers' cooperatives, of silver, of the various labor unions, of in- 
dustries which cannot stand foreign competition without tariffs, and 
of many other pressure groups. There are few for whom the nation 
counts more than their pressure group. The same holds true for the 
departments of the administration. The cabinet minister of agricul- 
ture considers himself the champion of the interests of farming; his 
main objective is to make food prices soar. The minister of labor 
considers himself the advocate of labor unions; his foremost aim is 
to make the unions as formidable as possible. Each department fol- 
lows its own course and works against the endeavors of the other 
departments. 

Many people complain today about the lack of creative statesman- 
ship. However, under the predominance of interventionist ideas, a 
political career is open only to men who identify themselves with 
the interests of a pressure group. The mentality of a union leader 
or of a secretary of farmers' associations is not what is required for a 
far-sighted statesman. Service to the short-run interests of a pressure 
group is not conducive to the development of those qualities which 
make a great statesman. Statesmanship is invariably long-run policy; 
but pressure groups do not bother about the long run. The lamentable 
failure of the German Weimar system and of the Third Republic in 
France was primarily due to the fact that their politicians were merely 
experts in pressure group interests. 

l7 - 
j. r orecasting as a Profession 

When the businessmen finally learned that the boom created by 
credit expansion cannot last and must necessarily Iead to a slump, 
they realized that it was important for them to know in time the 
date of the break. They turned to the economists for advice. 

The economist knows that the boom must result in a depression. 
But he does not and cannot know when the crisis will appear. This 
depends on the special conditions of each case. Many political events 
can influence the outcome. There are no rules according to which 
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the duration of the boom or of the following depression can be 
computed. And even if such rules were available, they would be of 
no use to businessmen. What the individual businessman needs in or- 
der to avoid losses is knowledge about the date of the turning point 
at a time when other businessmen still believe that the crash is farther 
away than is really the case. Then his superior knowledge will give 
him the opportunity to arrange his own operations in such a way as 
ro come out unharmed. But if the end of the boom could be cal- 
culated according to a formula, all businessmen would learn the date 
at the same time. Their endeavors to adjust their conduct of affairs 
to this information would immediately result in the appearance of all 
the phenomena of the depression. It would be too late for any of them 
to avoid being victimized. 

If it were possible to calculate the future structure of the market, 
the future would not be uncertain. There would be neither entrepre- 
neurial loss nor profit. What people expect from the economists is 
beyond the power of any mortal man. 

The very idea that the future is predictable, that some formulas 
could be substituted for the specific understanding which is the es- 
sence of entrepreneurial activity, and that familiarity with these 
formulas could make it possible for anybody to take over the con- 
duct of business is, of course, an outgrowth of the whole complex 
of fallacies and misconceptions which are at the bottom of present- 
day anticapitalistic policies. There is in the whole body of what is 
called the Marxian philosophy not the slightest reference to the fact 
that the main task of action is to provide for the events of an uncertain 
future. The fact that the terms promoter and speculator are today 
used only with an opprobrious connotation clearly shows that our 
contemporaries do not even suspect in what the fundamental prob- 
lem of action consists. 

Entrepreneurial judgment is one of those things that cannot be 
bought on the market. The entrepreneurial idea that carries on and 
brings profit is precisely that ideawhich did not occur to the major- 
ity. I t  is not correct foresight as such that yields profits, but fore- 
sight better than that of the rest. The prize goes only to those dis- 
senters who do not let themselves be misled by the errors accepted 
by the multitude. What makes profits emerge is the provision for 
future needs for which others have neglected to make adequate pro- 
vision. 

Entrepreneurs and capitalists expose their own material well-being 
if they are fully convinced of the soundness of their plans. They 
would never venture to take their economic life into their hands be- 
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cause an expert advised them to do so. Those ignorant people who 
operate on the stock and commodity exchanges according to tips 
are destined to lose their money, from whatever source they may 
have got their inspiration and "inside" information. 

In fact both the economists and the businessmen are fully aware 
of the uncertainty of the future. The businessmen realize that the 
economists do not dispense any reliable information about things to 
come and that all that they provide is interpretation of statistical data 
referring to the past. For the capitalists and entrepreneurs the econo- 
mists' opinions about the future count only as questionable conjec- 
tures. They are skeptical and not easily fooled. But as they quite cor- 
rectly believe that it is useful to know all the data which could possibly 
have any relevance for their affairs, they subscribe to the newspapers 
and periodicals publishing the forecasts. Anxious not to neglect any 
source of information available, big business employs staffs of econo- 
mists and statisticians. 

Business forecasting fails in the vain attempts to make the uncer- 
tainty of the future disappear and to deprive entrepreneurship of its 
inherent speculative character. But it renders very valuable services 
in assembling and interpreting the available data about economic 
trends and developments of the recent past. 

4. Economics and the Universities 

Tax-supported universities are under the sway of the party in 
power. The authorities try to appoint only professors who are ready 
to advance ideas of which they themselves approve. As all nonsocialist 
governments are today firmly committed to interventionism, they 
appoint only interventionists. In their opinion, the first duty of the 
university is to sell the official social philosophy to the rising gen 
e r a t i ~ n . ~  They have no use for economists. 

However, interventionism prevails also at many of the independent . . .  
U11IVGl SlLlCb. 

According to an age-old tradition the objective of the universities 
is not only teaching, but also the promotion of knowledge and sci- 
ence. The duty of the university teacher is not merely to hand down 
to the students the complex of knowledge developed by other men. 
He is supposed to contribute to the enlargement of this treasure by 
his own work. It is assumed that he is a full-fledged member of the 

2. G. Santayana, in speaking of a professor of philosophy of the-then Royal 
Pmssian-University of Berlin, observed that it seemed to this man "that a pro- 
fessor's business was to trudge along the governmental towpath with a legal 
cargo." (Persons and Places, [New York, 19451~11, 7.) 
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world-embracing republic of scholarship, an innovator and a pioneer 
on the road toward more and better knowledge. No  university would 
admit that the members of its faculty are inferior to anybody in their 
respective fields. Every university professor considers himself equal 
to a11 other masters of his science. Like the greatest of them, he 
too contributes his share to the advancement of learning. 

This idea of the equality of all professors is, of course, fictitious. 
There is an enormous difference between the creative work of the 
genius and the monograph of a specialist. Yet in the field of empirical 
research it is possible to cling to this fiction. The great innovator and 
the simple routinist resort in their investigations to the same tech- 
nical methods of research. They arrange laboratory experiments or 
collect historical documents. The outward appearance of their work 
is the same. Their publications refer to the same subjects and prob- 
lems. They are commensurable. 

It is quite otherwise in theoretical sciences like philosophy and eco- 
nomics. Here there is nothing that the routinist can achieve according 
to a more or less stereotyped pattern. There are no tasks which re- 
quire the conscientious and painstaking effort of. sedulous monog- 
raphers. There is no empirical research; all must be achieved by the 
power to reflect, to meditate, and to reason. There is no specializa- 
tion, as all problems are linked with one another. In dealing with any 
part of the body of knowledge one deals actually with the whole. 
An eminent historian once described the psychological and educa- 
tional significance of the doctoral thesis by declaring that it gives 
the author the proud assurance that there is a little corner, although 
small, in the field of learning in the knowledge of which he is second 
to none. I t  is obvious that this effect cannot be realized by a thesis 
on a subject of economic analysis. There are no such isolated corners 
in the complex of economic thought. 

There never lived at the same time more than a score of men whose 
work contributed anything essential to economics. The number of 
creative men is as small in economics as it is in other fields of learn- 
ing. Besides, many of the creative economists do not belong to the 
teaching profession. But there is a demand for thousands of uni- 
versity and college teachers of economics. Scholastic tradition re- 
quires that each of them should attest his worth by the publication 
of original contributions, not merely by compiling textbooks and 
manuals. An academic teacher's reputation and salary depend more 
on his literary work than on his didactic abilities. A professor can- 
not help publishing books. If he does not feel the vocation to write 
on economics, he turns to economic history or descriptive economics. 
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But then, in order not to lose face, he must insist on the claim that 
the problems he treats are economics proper, not economic history. 
He must even pretend that his writings cover the only legitimate field 
of economic studies, that they alone are empirical, inductive, and 
scientific, while the merely deductive outpourings of the "armchair" 
theorists are idle speculations. If he were to neglect this, he would 
admit that there are among the teachers of economics two classes- 
those who themselves have contributed to the advancement of eco- 
nomic thought and those who have not, although they may have done 
a fine job in other disciplines such as recent economic history. Thus 
the academic atmosphere becomes unpropitious for the teaching of 
economics. Many professors-happily not all of them-are intent 
upon disparaging "mere theory." They try to substitute an unsys- 
tematically assembled collection of historical and statistical informa- 
tion for economic analysis. They dissolve economics into a number 
of integrated branches. They specialize in agriculture, in labor, in 
Latin American conditions, and in many other similar subdivisions. 

I t  is certainly one of the tasks of university training to make stu- 
dents familiar with economic history in general and no less with 
recent economic developments. But all such endeavors are doomed 
to failure if not firmly grounded upon a thorough acquaintance with 
economics. Economics does not allow of any breaking up into special 
branches. It invariably deals with the interconnectedness of all the 
phenomena of action. The catallactic problems cannot become visible 
if one deals with each branch of production separately. It is impos- 
sible to study labor and wages without studying implicitly com- 
modity prices, interest rates, profit and loss, money and credit, and 
all the other major problems. The real problems of the determination 
of wage rates cannot even be touched in a course on labor. There are 
no such things as "economics of labor" or "economics of agriculture." 
There is only one coherent body of economics. 

What these specialists deal with in their lectures and publications 
is noc economics, but the doctrines of the various pressure groups. 
Ignoring economics, they cannot help falling prey to the ideologies 
of those aiming at special privileges for their group. Even those 
specialists who do not openIy side with a definite pressure group and 
who claim to maintain a lofty neutrality unwittingly endorse the 
essential creeds of the interventionist doctrine. Dealing exclusively 
with the innumerable varieties of government interference with busi- 
ness, they do not want to cling to what they call mere negativism. If 
they criticize the measures resorted to, they do it only in order to 
recommend their own brand of interventionism as a substitute for 
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other people's interventionism. Without a qualm they endorse the 
fundamental thesis of both interventionism and socialism that the un- 
hampered market economy unfairly harms the vital interests of the 
immense majority for the sole benefit of callous exploiters. As they 
see it, an economist who demonstrates the futility of interventionism 
is a bribed champion of the unjust claims of big business. I t  is im- 
perative to bar such scoundrels from access to the universities and 
their articles from being printed in the periodicals of the associations 
of university teachers. 

The students are bewildered. In the courses of the mathematical 
economists they are fed formulas describing hypothetical states of 
equilibrium in which there is no longer any action. They easily con- 
clude that these equations are of no use whatever for the compre- 
hension of economic activities. In the lectures of the specialists they 
hear a mass of detail concerning interventionist measures. They must 
infer that conditions are paradoxical indeed, because there is never 
equilibrium, and wage rates and the prices of farm products are not 
so high as the unions or the farmers want them to be. I t  is obvious 
that a radical reform is indispensable. But what kind of reform? 

The majority of the students espouse without any inhibitions the 
interventionist panaceas recommended by their professors. Social 
conditions will be perfectly satisfactory when the government en- 
forces minimum wage rates and provides everybody with adequate 
food and housing, or when the sale of margarine and the importation 
of foreign sugar are prohibited. They do not see the contradictions 
in the words of their teachers, who one day lament the madness of 
competition and the next day the evils of monopoly, who one day 
complain about falling prices and the next day about rising living 
costs. They take their degrees and try as soon as possible to get a 
job with the government or a powerful pressure group. 

But: there are many young men who are keen enough to see through 
the fallacies of interventionism. They accept their teachers' rejection 
of thc niihampereb market economy. Bur they do not beiieve that 
the isolated measures of interventionism could succeed in attaining 
the ends sought. They consistently carry. their preceptors' thoughts 
to their ultimate logical consequences. They turn toward socialism. 
They hail the Soviet system as the dawn of a new and better civiliza- 
tion. 

However, what has made many of the present-day universities 
by and large nurseries of socialism is not so much the conditions pre- 
vailing in the departments of economics as the teachings handed down 
in other departments. In the departments of economics there can 
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still be found eminent economists, and even the other teachers are 
familiar with some of the objections raised against the practicability 
of socialism. The case is different with many of the teachers of phi- 
losophy, history, literature, sociology, and political science. They in- 
terpret history on the ground of a garbled vulgarization of dialectical 
materialism. Even many of those who passionately attack Marxism 
on account of its materialism and atheism are under the sway of the 
ideas developed in the Communist Manifesto and in the program of 
the Communist International. They explain depressions, mass un- 
employment, inflation, war and poverty as evils necessarily inherent 
in capitalism and intimate that these phenomena can disappear only 
with the passing of capitalism. 

5. General Education and Economics 

In countries which are not harassed by struggles between various 
linguistic groups public education can work very well if it is limited 
to reading, writing, and arithmetic. With bright children it is even 
possible to add elementary notions of geometry, the natural sciences, 
and the valid laws of the country. But as soon as one wants to go 
farther, serious difficulties appear. Teaching at the elementary level 
necessarily turns into indoctrination. It is not feasible to represent to 
adolescents all the aspects of a problem and to let them choose be- 
tween dissenting views. It is no less impossible to find teachers who 
could hand down opinions of which they themselves disapprove in 
such a way as to satisfy those who hold these opinions. The party that 
operates the schools is in a position to propagandize its tenets and 
to disparage those of other parties. 

In the field of religious education the liberals solved this problem 
by the separation of state and church. In liberal countries religion is 
no longer taught in public schools. But the parents are free to send 
their children into denominational schools supported by religious 
communities. 

However, the problem does not refer only to the teaching of re- 
ligion and of certain theories of the natural sciences at variance with 
the Bible. It concerns even more the teaching of history and eco- 
nomics. 

The public is aware of the matter only with regard to the inter- 
national aspects of the teaching of history. There is some talk to- 
day about the necessity of freeing the teaching of history from the 
impact of nationalism and chauvinism. But few people realize that 
the problem of impartiality and objectivity is no less present in deal- 
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ing with the domestic aspects of history. The teacher's or the text- 
book author's own social philosophy colors the narrative. The more 
the treatment must be simplified and condensed in order to be 
comprehensible to the immature minds of children and adolescents, 
the worse are the effects. 

As the Marxians and the interventionists see it, the teaching of his- 
tory in the schools is tainted by the endorsement of the ideas of old 
liberalism. They want to substitute their own interpretation of his- 
tory for the "bourgeois" interpretation. In Marxian opinion the 
English Revolution of 1688, the American Revolution, the great 
French Revolution, and the nineteenth-century revolutionary move- 
ments in continental Europe were bourgeois movements. They re- 
sulted in the defeat of feudalism and in the establishment of bour- 
geois supremacy. The proletarian masses were not emancipated; they 
merely passed from the class rule of the aristocracy to the class rule 
of the capitalist exploiters. T o  free the working man, the abolition 
of the capitalist mode of production is required. This, contend the 
interventionists, should be brought about by Sozialpolitik or the New 
Deal. The orthodox Marxians, on the other hand, assert that only 
the violent overthrow of the bourgeois system of government could 
effectively emancipate the proletarians. 

It is impossible to deal with any chapter of history without taking 
a definite stand on these controversial issues and the implied eco- 
nomic doctrines. The textbooks and the teachers cannot adopt a 
lofty neutrality with regard to  the postulate that the "unfinished 
revolution" needs to be completed by the communist revolution. 
Every statement concerning events of the last three hundred years 
involves a definite judgment on these controversies. One cannot avoid 
choosing between the philosophy of the Declaration of Independence 
and the Gettysburg Address and that of the Conzmunist Manifesto. 
The challenge is there, and it is useless to bury one's head in the sand. 

On the high school level and even on the college level the handing 
d ~ w i i  of historical and economic knowiedge is virtually indoctrina- 
tion. The greater part of the students are certainly not mature enough 
to form their own opinion on the ground of a critical examination of 
their teachers' representation of the subject. 

If public education were more efficient than it really is, the po- 
litical parties would urgently aim at the domination of the school 
system in order to determine the mode in which these subjects are 
to be taught. However, general education plays only a minor role in 
the formation of the political, social, and economic ideas of the ris- 
ing generation. The impact of the press, the radio, and environmental 
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conditions is much more powerful than that of teachers and text- 
books. The propaganda of the churches, the political parties, and the 
pressure groups outstrips the influence of the schools, whatever they 
may teach. What is learned in school is often very soon forgotten 
and cannot carry on against the continuous hammering of the social 
milieu in which a man moves. 

6. Economics and the Citizen 

Economics must not be relegated to classrooms and statistical offices 
and must not be left to esoteric circles. It is the philosophy of human 
life and action and concerns everybody and everything. It is the 
pith of civilization and of man's human existence. 

T o  mention this fact is not to indulge in the often derided weak- 
ness of specialists who overrate the importance of their own branch 
of knowledge. Not the economists, but all the people today assign 
this eminent place to economics. 

All present-day political issues concern problems commonly called 
economic. All arguments advanced in contemporary discussion of 
social and public affairs deal with fundamental matters of praxeology 
and economics. Everybody's mind is preoccupied with economic doc- 
trines. Philosophers and theologians seem to be more interested in 
economic problems than in those problems which earlier generations 
considered the subject matter of philosophy and theology. Novels 
and plays today treat all things human-including sex relations-from 
the angle of economic doctrines. Everybody thinks of economics 
whether he is aware of it or not. In joining a political party and in 
casting his ballot, the citizen implicitly takes a stand upon essential 
economic theories. 

In the sixteenth and seventeenth centuries religion was the main 
issue in European political controversies. In the eighteenth and nine- 
teenth centuries in Europe as well as in America the paramount ques- 
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is the market economy versus socialism. This is, of course, a problem 
the solution of which depends entirely on economic analysis. Re- 
course to empty slogans or to the mysticism of dialectical materialism 
is of no avail. 

There is no means by which anyone can evade his personal re- 
sponsibility. Whoever neglects to examine to the best of his abilities 
all the problems involved voluntarily surrenders his birthright to a 
self-appointed elite of supermen. In such vital matters blind reliance 
upon "experts" and uncritical acceptance of popular catchwords and 
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prejudices is tantamount to the abandonment of self-determination 
and to yielding to other people's domination. As conditions are to- 
day, nothing can be more important to every intelligent man than 
economics. His own fate and that of his progeny is at stake. 

Very few are capable of contributing any consequential idea to 
the body of economic thought. But all reasonable men are called upon 
to familiarize themselves with the teachings of economics. This is, 
in our age, the primary civic duty. 

Whether we like it or not, it is a fact that economics cannot re- 
main an esoteric branch of knowledge accessible only to small groups 
of scholars and specialists. Economics deals with society's funda- 
mental problems; it concerns everyone and belongs to all. It  is the 
main and proper study of every citizen. 

7. Economics and Freedom 

The paramount role that economic ideas play in the determina- 
tion of civic affairs explains why governments, political parties, and 
pressure groups are intent upon restricting the freedom of e c o n p i c  
thought. They are anxious to propagandize the "good" doctrine 
and to silence the voice of the "bad" doctrines. As they see it, truth 
has no inherent power which could make it ultimately prevail solely 
by virtue of its being true. In order to carry on, truth needs to be 
backed by violent action on the part of the police or other armed 
troops. In this view, the criterion of a doctrine's truth is the fact 
that its supporters succeeded in defeating by force of arms the cham- 
pions of dissenting views. I t  is implied that God or some mythical 
agency directing the course of human affairs always bestows victory 
upon those fighting for the good cause. Government is from God 
and has the sacred duty of exterminating the heretic. 

It: is useless to dwell upon the contradictions and inconsistencies 
of this doctrine of intolerance and persecution of dissenters. Never 
befwe has the wor!d known ssch a & v d y  co i i~~ ived  sysrem of 
propaganda and oppression as that instituted by contemporary gov- 
ernments, parties, and pressure groups. However, all these edifices 
will crumble like houses of cards as soon as a great ideology attacks 
them. 

Not only in the countries ruled by barbarian and neobarbarian 
despots, but no less in the so-called Western democracies, the study 
of economics is practically outlawed today. The public discussiqn of 
economic problems ignores almost entirely all that has been said by 
economists in the last two hundred years. Prices, wage rates, interest 
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rates, and profits are dealt with as if their determination were not 
subject to any law. Governments try to decree and to enforce maxi- 
mum commodity prices and minimum wage rates. Statesmen exhort 
businessmen to cut down profits, to lower prices, and to raise wage 
rates as if these were dependent on the laudable intentions of indi- 
viduals. In the treatment of international economic relations people 
blithely resort to the most nai've fallacies of Mercantilism. Few are 
aware of the shortcomings of all these popular doctrines, or realize 
why the policies based upon them invariably spread disaster. 

These are sad facts. However, there is only one way in which a 
man can respond to them: by never relaxing in the search for truth. 



XXXIX. ECONOMICS AND T H E  ESSENTIAL PROBLEMS 

OF HUMAN EXISTENCE 

I.  Science and Life 

I T is customary to find fault with modern science because it ab- 
stains from expressing judgments of value. Living and acting man, 

we are told, has no use for Wertfreiheit; he needs to know what he 
should aim at. If science does not answer this question, it is sterile. 
However, the objection is unfounded. Science does not value, but 
it provides acting man with all the information he may need with 
regard to his valuations. It keeps silence only when the question is 
raised whether life itself is worth living. 

This question, of course, has been raised too and will always be 
raised. What is the meaning of all these human endeavors and activi- 
ties if in the end nobody can escape death and decomposition? Man 
lives in the shadow of death. Whatever he may have achieved in the 
course of his pilgrimage, he must one day pass away and abandon 
all that he has built. Each instant can become his last. There is only 
one thing that is certain about the individual's future-death. Seen 
from the point of view of this ultimate and inescapable outcome, all 
human striving appears vain and futile. 

Moreover, human action must be called inane even when judged 
merely with regard to its immediate goals. It  can never bring full 
satisfaction; it merely gives for an evanescent instant a partial re- 
moval of uneasiness. As soon as one want is satisfied, new wants spring 
up and ask for satisfaction. Civilization, it is said, makes people 
nnO_rer herniise it mi~ltlplies their wishes 21ld &PS net senthe, hut r- ' ------- 
kindles, desires. All the busy doings and dealings of hard-working 
men, their hurrying, pushing, and bustling are nonsensical, for they 
provide neither happiness nor quiet. Peace of mind and serenity can- 
not be won by action and secular ambition, but only by renuncia- 
tion and resignation. The only kind of conduct proper to the sage 
is escape into the inactivity of a purely contemplative existence. 

Yet all such qualms, doubts, and scruples are subdued by the 
irresistible force of man's vital energy. True, man cannot escape 
death. But for the present he is alive; and life, not death, takes hold 
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of him. Whatever the future may have in store for him, he cannot 
withdraw from the necessities of the actual hour. As long as a man 
lives, he cannot help obeying the cardinal impulse, the e'lan vital. 
It is man's innate nature that he seeks to preserve and to strengthen 
his life, that he is discontented and aims at removing uneasiness, that 
he is in search of what may be called happiness. In every living be- 
ing there works an inexplicable and nonanalyzable Id. This Id is the 
impulsion of all impulses, the force that drives man into life and 
action, the original and ineradicable craving for a fuller and happier 
existence. It works as long as man lives and stops only with the extinc- 
tion of life. 

Human reason serves this vital impulse. Reason's biological function 
is to preserve and to promote life and to postpone its extinction as 
long as possible. Thinking and acting are not contrary to nature; they 
are, rather, the foremost features of man's nature. The most appro- 
priate description of man as differentiated from nonhuman beings 
is: a being purposively struggling against the forces adverse to his 
life. 

Hence all talk about the primacy of irrational elements is vain. 
Within the universe the existence of which our reason cannot ex- 
plain, analyze, or conceive, there is a narrow field left within which 
man is capable of removing uneasiness to some extent. This is the 
realm of reason and rationality, of science and purposive action. 
Neither its narrowness nor the scantiness of the results man can ob- 
tain within it suggest the idea of radical resignation and lethargy. No  
philosophical subtleties can ever restrain a healthy individual from 
resorting to actions which-as he thinks-can satisfy his needs. I t  
may be true that in the deepest recesses of man's soul there is a long- 
ing for the undisturbed peace and inactivity of a merely vegetative 
existence. But in living man these desires, whatever they may be, are 
outweighed by the urge to act and to improve his own condition. 
Once the forces of resignation get the upper hand, man dies; he does 
not rtrn into a plant. 

I t  is true, praxeology and economics do not tell a man whether 
he should preserve or abandon life. Life itself and the unknown forces 
that originate it and keep it burning are an ultimate given, and as 
such beyond the pale of human science. The subject matter of 
praxeology is merely the essential manifestation of human life, viz., 
action. 
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2. Economics and Judgments of Value 

While many people blame economics for its neutrality with re- 
gard to value judgments, other people blame it for its alleged in- 
dulgence in them. Some contend that economics must necessarily 
express judgments of value and is therefore not really scientific, as 
the criterion of science is its valuational indifference. Others main- 
tain that good economics should be and could be impartial, and that 
only bad economists sin against this postulate. 

The semantic confusion in the discussion of the problems con- 
cerned is due to an inaccurate use of terms on the part of many 
economists. An economist investigates whether a measure a can bring 
about the result p for the attainment of which it is recommended, 
and finds that a does not result in p but in g, an effect which even 
the supporters of the measure a consider undesirable. If this econ- 
omist states the outcome of his investigation by saying that a is a 
bad measure, he does not pronounce a judgment of value. He merely 
says that from the point of view of those aiming at the goal p, the 
measure a is inappropriate. In this sense the free-trade economists at- 
tacked protection. They demonstrated that protection does not, as 
its champions believe, increase but, on the contrary, decreases the 
total amount of products, and is therefore bad from the point of 
view of those who prefer an ampler supply of products to a smaller. 
I t  is in this sense that economists criticize policies from the point 
of view of the ends aimed at. If an economist calls minimum wage 
rates a bad policy, what he means is that its effects are contrary to 
the purpose of those who recommend their application. 

From the same point of view praxeology and economics look 
upon the fundamental principle of human existence and social evolu- 
tion, viz., that cooperation under the social division of labor is a more 
efficient way of acting than is the autarkic isolation of individuals. 
Praxeology and economics do not say that men should peacefully co- 
operate within the fraiiie of societai bonds; they mereiy say that men 
must act this way if they want to make their actions more successful 
than otherwise. Compliance with the moral rules which the estab- 
lishment, preservation, and intensification of social cooperation re- 
quire is not seen as a sacrifice made to a mythical entity, but as the 
recourse to the most efficient methods of action, as a price ex- 
pended for the attainment of more highly valued returns. 

It is against this substitution of an autonomous, rationalistic and 
voluntaristic ethics for the heteronomous doctrines both of intui- 
tionism and of revealed commandments that the united forces of 
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all antiliberal schools and dogmatisms direct the most furious attacks 
They all bhme the utilitarian philosophy for the pitiless austerity 
of its description and analysis of human nature and of the ultimatc 
springs of human action. It  is not necessary to add anything morc 
to the refutation of these criticisms which every page of this book 
provides. Only one point should be mentioned again, because on the 
one hand it is the acme of the doctrine of all contemporary pied 
pipers and on the other hand it offers to the average intellectual a 
welcome excuse to shun the painstaking discipline of economic studies. 

Economics, it is said, in its rationalistic prepossessions assumes that 
men aim only or first of all at material well-being. Rut in reality men 
prefer irrational objectives to rational ones. They are guided more 
by the urge to realize myths and ideals than by the urge to enjoy 
a higher standard of living. 

What economics has to answer is this: 
I .  Economics does not assume or postulate that men aim only or 

first of all at what is called material well-being. Economics, as a branch 
of the more general theory of human action, deals with all human 
action, i.e., with man's purposive aiming at the attainment of ends 
chosen, whatever these ends may be. T o  apply the concept rational 
or irrational to the ultimate ends chosen is nonsensical. W e  may call 
irrational the ultimate given, viz., those things that our thinking can 
neither analyze nor reduce to other ultimately given things. Then 
every ultimate end chosen by any man is irrational. It  is neither more 
nor less rational to aim at riches like Croesus than to aim at poverty 
like a Buddhist monk. 

2. What these critics have in mind when employing the term 
rational ends is the desire for material well-being and a higher standard 
of living. I t  is a question of fact whether or not their statement is true 
that men in general and our contemporaries especially are driven 
more by the wish to realize myths and dreams than by the wish to  
improve their material well-being. Although no intelligent being 
could fail to give the correct answer, we may disregard the issue. 
For economics does not say anything either in favor of or against 
myths. It is perfectly neutral with regard to the labor-union doc- 
trine, the credit-expansion doctrine and all such doctrines as far as 
these may present themselves as myths and are supported as myths 
by their partisans. It  deals with these doctrines only as far as they 
a;e considered doctrines about the means fit for the attainment 01 
definite ends. Economics does not say labor unionism is a bad myth. 
It  merely says it is an inappropriate means of raising wage rates for 
all those eager to earn wages. I t  leaves it to every man to decide 
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whether the realization of the labor-union myth is more important 
than the avoidance of the inevitable consequences of labor-union 
policies. 

In this sense we may say that economics is apolitical or nonpo- 
litical, although it is the foundation of politics and of every kind of 
political action. W e  may furthermore say that it is perfectly neutral 
with regard to all judgments of value, as it refers always to means 
and never to the choice of ultimate ends. 

3.  Economic Cognition and Human Action 

Man's freedom to choose and to act is restricted in a threefold way. 
There are first the physical laws to whose unfeeling absoluteness man 
must adjust his conduct if he wants to live. There are second the 
individual's innate constitutional characteristics and dispositions and 
the operation of environmental factors; we know that they influence 
both the choice of the ends and that of the means, although our 
cognizance of the mode of their operation is rather vague. There is 
finally the regularity of phenomena with regard to the interconnect- 
edness of means and ends, viz., the praxeological law as distinct from 
the physical and the physiological law. 

The elucidation and the categorial and formal examination of 
this third class of the laws of the universe is the subject matter of 
praxeology and its hitherto best-developed branch, economics. The 
body of economic knowledge is an essential element in the structure 
of human civilization; it is the foundation upon which modern in- 
dustrialism and all the moral, intellectual, technological, and thera- 
peutical achievements of the last centuries have been built. It rests 
with men whether they will make the proper use of the rich treasure 
with which this knowledge provides them or whether they will 
leave it unused. But if they fail to take the best advantage of it and 
disregard its teachings and warnings, they will not annul economics; 
they wiii stamp out society and the human race. 
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media; Gold; Gresham's Law; 
Inflation; Legal tender; Silver 
standard 

Monism, 17,25,712 
Monometallism, 469 

see also, Gold; Silver standard 
Monopoly 

agriculture and, 367 
competition, 357,378 
connotation of, 277-278 
copyrights, 382-383,657-658, 

676-677 
entrepreneurs and, 358 
failure, 3 68-3 70 
for cereals, by Swiss government, 

3 88 
gain, 369, 375 
incomplete, 3 59 
licenses, 366, 658-659 
limited-space, 3 72 
local versus urban, 370 
margin, 361,366367 
of demand and supply, 380-3 8 1, 

591-593 
patents, 360, 363, 382-383, 

507-509,657-658,676-677 
prices, 278, 354-376, 381-384, 

676,760-761 
profits and, 3 58 
requirements of, 3 58-368 
trend toward, 363,383-384,677-678 

Montaigne, Michel, 660, 682 
Morality 

precepts of, 15,95, 146, 173,716, 
719,755,835 

profits and, 297 
restraint, 175,664,719, 763 
see also, Social justice; Welfare prin- 

ciple vs. Market principle 
Morgenstern, Oskar, 1 17n 
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Mysticism, 80, 166 
Myth of the soil, 640-641 

N 
Nagel, Ernest, 643n 
Napoleon, see, Bonaparte, Louis 
Narcotics, 728-729 
National Recovery Administration, 

365,815 
Nationalism 

economic, 183,682-683,819-82 1, 
827-828 

economic theories and, 6 
German, 3 19 
religion and, 148 
see also, Interventionism; Socialism 

Natural law, 146, 173-1 74, 71 6, 719, 
755,835 
see also, Morality, precepts of; Sci- 

ence, natural 
Natural resources, 13511, 383,635, 

652453,681 
Natural sciences, 59, 173-176,207, 

634,664n 
Nature 

definition of, 64411 
individual and, 1 

Nazism, 76,187,268n, 3 19,698-699, 
796-799 

Needs, scale of, 96-97 
Neo-Mercantilism, 3 23 
Neosocialists, 702 
Neumann, John, 1 17n 
Neurath, Otto, 699n 
Neurotics, 12 
New Deal 

agricdtural policies, 236, 3 84 
National Recovery Administration, 

365,815 
plan to control business, 8 15 
pump priming, 552 

Newtonian mechanics, 4 
Nietzsche, Friedrich Wilhelm, 139, 

171,645,690 
Nihilism, 4 
Nominalism, 42 
Nonmarket economy, 206 
Nordic-Aryanism, 5 2 
NumCraire, 250,414 

0 
Objective use-value, 2 1, 120, 127 
Offspring, limitation of, 663-669 
Oligopoly, 359-360 
Omniscience, 7,69, 70 
Oncken, August, 660n 
One-reserve system, 462 
Ontological facts, 86 
Oppenheimer, Franz, 76 
Orientals 

customs of, 839 
noncapitalistic, 665 
poverty and, 832 

Originary Interest, see, Interest, origi- 
nary 

Overinvestment, 5 5 6 5  5 8 
see also, Malinvestment 

Ownership 
government, 650 
of production, 259 
private, 308,678, 719 

P 
Pacemakers of capitalism, 8-9,615 
Pain and pleasure, 1 5 
Palmer, Robert, 819n 
Panic, see, Depression 
Panphysicalism, 7, 8, 17-18, 23-24 
Panslavism, 83 8 
Papi, Ugo, 8 14n 
Paraguay, 83 1 
Pareto, Vilfiedo, 697, 71 In  
Parity, foreign exchange and, 452, 

457,781 
Participation, law of, 36 
Party programs, 181-184 
Pascal, Blaise, 106 
Passfield, Lady, see, Webb, Beatrice 
Passive inflationism, 570n 
Past, economic role of, 502-510 
Patents, 360-363,382-383,507-509, 

657458,676677 
Pathology, 20 
Pax Britannica, 191 
Payments, balance of, 447-449, 

453-455 
Peace 

durable, 8 19-82 1,82 7-828 
war and, 147-148,680-684,817 
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Peel's Act of 1844, 569 
Perfection, 70,415 
Period of adjustment, 648-650 
Period of production, 476,484,485, 

487,490-496,526,544 
Period of provision, 253,478,490496 
Perversity, 95 
Phenomena 

complex, 3 1 
historical, 3 3 
market, 2,233,312,469 
mental grasp of, 50 
of interest, 52 1-523 
of valuation, 393 
psychological, 483 
scientific research and, 17 
social, 157, 275, 287 

Philosophy 
background of 

epistemological problems, 30-7 1 
human action and, 11-29 
introduction to, 1-10 

confiscation, 800-801 
history of, 28 
revolt against reason, 72 

Phlogiston theory, 41 
Physiocracy, 9 
Physiology, 96 

see also, Natural sciences 
Pierson, Nikolaas Gerard, 697 
Pigou, Arthur Cecil, 84411 
Pioneers, 13 8 
Planning 

advocates of, 672 
argument for, 725 
for freedom, 725 
partial, 259 
self-contradictory, 104n, 696, 784 
see also, Interventionism; Socialism 

PoincarC, Henri, 39n 
Politics 

British, 9, 147 
goal of, 3 15,649,737,835 
organizations of, 182 
terminology of, 272-273 
see also, Interventionism; Privileges; 

Restrictions 
Polylogism, 5,6, 7, 75-89 

Pompadour, Madame, 650 
Poor relief, 242,600,833-836 
Population 

comparative, 623-624 
Malthusian law of, 20n, 129, 

174175,663-669 
optimum size of, 129,663,668 

Positivism, 4, 17-18,26,3 1,56 
Post Office Saving Service, Austrian, 

442 
Poverty, 242,600,670,831-836 
Power 

lust for, 802-803 
role of, 188,643-645 

Pragmatism, 23-24,32,126n 
Praxeology 

attack upon, 5 
capital and, 482,5 12 
causality and, 22 
changes and, 3 5 2 
concept of the present, 100-101 
definition of, 3, 12,28,32,142,235 
economics and, 1-3,92,95,497,879 
formal and aprioristic character of, 

32-41,64,407 
history and, 28, 30-32, 100 
liberalism and, 153-1 55 
limitations on concepts of, 69-71 
method of, 2 37 
objective of, 185 
polylogism and, 77-84 
prediction of, 1 1 7- 1 18 
principles of, 402 
psychology and, 12,123-127, 

483-485 
reality and, 3 9,92,642 
research, 18-2 1 
science of, 7, 10, 15, 36,3940, 51, 

64,68,160,173,642,647 
socialism and, 69 1-693 
temporal character of, 99-100 
see also, Action, human; Sciences 

Precapitalistic era, 61 5 
Predetermined harmony, doctrine of, 

240 
Prediction 

business, 649,866-868 
economic, 105, 117 
quantitative, 207 
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Prelogical &dung, 34-38 
Preromantic age, land and, 641 
Present, praxeological concept of, 

100-101 
Pressure groups, 269, 3 14-3 15, 

865466,870 
see also, Interventionism 

Prices, ch. 16, pp. 324-394 
booms and, 550 
catallactics and, 329, 375 
ceilings, 757 
changeability of, 2 18-220,294 
classical theory of, 62 
competitive, 354,358 
connexity of, 388-389 
control, 336,752,756763,822 
costs and, 97, 349 
determination of, 270, 33 1,394, 

423,701 
discrimination, 3 27n, 3 85-3 88 
economic progress and, 466 
equilibrium, 248, 326,707 
final, 246-247 
foreign exchange and, 5 16 
for government services, 7 3 8 
formation of, 62-64,2 13,388 
income and, 390-39 1 
interference with, ch. 30, pp. 

752-773 
just, 721, 722 
labor, 602 
land, 390,523,633,639-640 
level of, 223,395-396,410 
market and, 246,335,390,756 
maximum and minimum, 753,757 
money, 202,206,2 16 
monopoly, 278,354376,381-384, 

676,760-761 
nonmarket, 392-394 
of goods of higher order, 3 3 0-3 3 5 
parity, 445,457,781 
premium, 428,467,538-542,545, 

548-549 
processing, 3 24-3 28 
production and, 391-392,632 
rise in, 299,408,420,466, 55 1 
statistics, 326328, 347-349 
theory of, 245 
value and, 97,202-206,390,632 
wages and, 690,72 1,722 

see also, Consumers; Entrepreneurs; 
Socialism, economic calculation 
under 

Primitive man, 3 638,145,600 
Private property, 264, 308-309, 

650451,678-680,719 
Privileges 

economic effects of, 80,8 1, 
3 12-3 13,658-659,742 

restriction of, 741-749 
Probability 

case, 110-1 15 
class, 107-1 10 
meaning of, 106107 
numerical evaluation of, 1 13-1 1 5 

Producers' goods, 93-94 
Producers' policy, 3 12-3 13, 3 15 
Production 

anarchy of, 240,256,579-580 
big-scale, 3 38, 367 
businessman and, 489 
consumption and, 354,427,736 
cost of, 340, 367 
direction of, 140-142,259,297 
diverted by tariffs, 737 
expansion of, 298,554 
factors of 

booms and, 566,576-578 
labor and, 589,610 
original, ch. 22, pp. 63 1 4 4 1  
prices, 331, 336,522,694,757 
produced, see, Goods, capital 
utilization of, 93, 338, 391, 576 

for use, 297 
good will and, 376-380 
government ownership of, 259,736 
improvement in methods of, 9,613 
interventionism and, 655,736,800 
labor and, 136,605,606,674,675n 
market economy and, 488 
Marxians and, 141 
mass, 384, 587, 616 
means of, 207,705 
nonhuman original factors of, ch. 22, 

pp. 63 1-641 
period of, 476,484,485,487, 

490496,526,544 
prices and, 391-392,612 
process of, 288,292,478,488,499 
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restriction of, ch. 29, pp. 736751 
taxation and, 800 
transition of, 6 13n 
war, 82 1 
see also, Capital; Saving; Technology; 

Wealth 
Productive forces, 9 
Productive or unproductive activities, 

244-245 
Productivity theory of interest, 

263-264,522-53 1 
Profession 

economic, 865-866 
forecasting, 866-868 
see also, Education 

Profits and losses 
accounting, 2 13,70 1 
difference between, 97-98 
driving power of, 3,297 
entrepreneurial, 286-297,375, 

393,514,531,739n 
good will and, 3 79 
illusory, 42 1,546547 
maximization of, 128,241-244 
monopoly and, 3 58 
psychic, 287 
sharing, 8 1 1 
source of, 291,633,660-662,868 
theory of, 252,343,347,532, 

804-807 
wartime, 823 

Progress 
booms and, 573 
rising prices and, 466 

Progressing economy, 252,292-296, 
41 1 

Prohibition, American, 728 
Proiabor poiicies, 3 i 3-3 i4, 738-741, 

746-749 
see also, Interventionism 

Proletarian, 74, 88 
Promonopoly party, 384 
Promoters, 255-256,300-107,309, 

324,325,333,582 
see also, Entrepreneurs 

Propaganda 
anticapitalist, 5 87 
business, 3 16-3 19 

Property 
legal definition of, 650-651,678 

private, 264, 308-309, 650, 
678430,719 

right, 650-656 
social and economic meaning of, 

679-680 
see also, Government; Investments; 

Land; Ownership; Production, 
factors of 

Prosperity, 429,793n 
Protectionism, 81-84, 160-161, 

3 13-314,361-365,505,738, 
742-749 
see also, Foreign exchange; Tariff; 

Trade 
Proudhon, Pierre Joseph, 186 
Provision, period of, 253,478, 

490496 
Prussian Historical School, 4,603 
Pseudo-liberalism, 15 3 
Psychoanalysis, 12 
Psychology 

instinct of, 15 
praxeology and, 12, 123-127, 

483485 
Psychopaths, 12, 185-187,315-316 
Psychophysics, 125-126 
Public debt, 226229,843-845 
Public finance, see, Spending, public; 

Taxation 
Public opinion, economics and, 537, 

859-860 
Public ownership, see, Government 
Public utilities, 372-373 
Public works, 792 
Purchasing power 

capital accumulation and, 5 18n 
changes in, 203,416425,428 
measurement of, 22 1 
of money, 221,396,399,40541 3, 

416419,464,606 
parity theory of foreign exchange, 

452 
stabilization of, 220,416 
wage argument, 298-299 
see also, Money 

Pythagoras, 38,79 

Q 
Quality of goods, 222 
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Quantitative economics, 55-57, 118, Relevance 
347-349 causal, 120 
see also, Measurement judgments of, 50,55,57-58,88 

Quantitative prediction, 207 see also, Valuations 
Quantity theory of money, 38,55, Religion 

232,402 capitalism and, 671-672, 719, 849 
Quasi-market, 701-706 conflicts among, 183-184 

individual and, 14, 18, 95 
R liberalism and, 155-1 57 

Racism, 6,75,84-87, 90 Marxism and, 82 

Rappard, William E., 684n Smith, Adam, and, l47n 
society and, 145 

33, 39, 67, 72, 84, 122, see also, Morality; Philosophy 
3 16 Rent, 521,63 1-640,759-761 

Rationalism, 15, 16, 18,78n,79,89, Research 
102,103-104,146,175,880 praxeological, 18-22,863 
see also, Action, human; Irrational- scientific, 5 ,  6, 7, 7, 8, 

ism Reserve fund, exhaustion of, 851-854 
Rationing, 757,822 
Real cost, 393,632 Residual rent, 632 

Realism Rest, state of, 245-251 

antagonism of, 42 Restriction 
a priori and, 38-41 competitive, 278-279,3 73-374 

conceptual, 45,145,s 11 cost of, 737 

economics and, 646 economic system of, 749-75 1 

mental grasp of, 25, 38, 39,65,86, nature of, 736737,837 

642 of production, ch. 29, pp. 736-751 

praxeology and, 39,92,642 privilege of, 741-749 

see also, Action, human prize of, 73 7-741 

Realpolitik, 189 see also, Interventionism; Politics 

Reasoning Retrogressing economy, 192,252, 
age of, 69 2 96-2 97 
aprioristic, 3 8, 3 18 Returns, law of, 127-1 3 0,3 3 8-347, 
case of, 89-9 1 663 
catallactic, 572 Revolution 
discursive, 67 ideological, 8, 72-91 
experience and, 18,25, 39,65 illegal act of, 284n 
human, 50,72,173,177-178 Industrial, 8,613619 
methods of, 2 semantic, 268,281,420 
mind and, 34 see also, Economics, revolt against 
praxeological, 39 Ricardo, David 
revolt against, 72-91 gold exchange standard and, 418, 
unnatural, 175 780 
see also, Action, human law of association, 158-163, 168, 174 

Redemption, 457 philosophy of, 75,79, 147, 174, 
see also, Money 49311,602 

Redistribution, confiscation and, ch. 32, rent, 63 1,632,633,636 
pp. 800-807 the R. effect, 750n, 767-770 

Regression theorem, 40547,423,606 Right 
Reichsbank, 549,568 law of, 199 
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moral and natural, 173-174,7 16, 
719,835 

property, 650-656 
to revolt, 284n 
to strike, 773 

Righteousness, 26, 173-1 74,716, 
719-727,835 

Risk-taking, 106, 108, 112, 115, 
805-807 
see also, Entrepreneurs; Profits and 

losses; Speculating 
Robbins, Lionel Charles, 10311, 529n 
Robinson Cmsoe economy, 206 
Romanoff dynasty, 1 15 
Romanticism, 503 
Rome 

Church of, 6711-1 
fall of, 761-763 
price control and, 761-763 

Rostovtzeff (Rostovtsev), Mikhail 
Ivanovich, 762n 

Rotating economy, see, Evenly rotat- 
ing economy 

Rougier, Louis, 73n 
Rousseau, Jean Jacques, 165 
Routine, 46-47 

see also, Action, human 
Rule, 189 

see also, Government 
Rumania, 493 
Ruml, Beardsley, 570n 
Ruritania, 8,747 
Ruskin, John, 645 
Russia 

calculation in, 698699 
economy of, 260 
I-L.  .d L 7 C -  
IdUVICl3  Ul, U I  J11 

socialistic pattern of, 7 13 
technology of, 5 

S 
Sadism, 172,586 
Salvioli, Guiseppe, 627n 
Samuelson, Paul Anthony, 78711, 
Santayana, George, 868n 
Satisfaction, see, Want-satisfaction 
Saving 

advantage of, 487-489,s 12-5 14, 
840 

capitalist, 527, 53 1, 768, 769 
forced, 545-547,553-555,573, 

842n 
investment and, 5 17-520,805 
value judgment and, 530 

Scale 
of needs, 96-97 
of value, 94-96, 102-103 

Scarcity, 93,236237,525 
SchaMe, Albert, 697 
Schelling, Friedrich Wilhelm, 7 17 
Scholasticism, medieval, 717 
Schopenhauer, Arthur, 28 
Schultz, Henry, 349 
Schumpeter, Joseph, 354,527n 
Schiitz, Alfred, 24n, lOOn 
Sciences 

aprioristic, 48 
definition of, 10,20,65 
historical, 47, 59 
life and, 877-878 
measurement (mathematical), 55, 

218,347 
natural, 3 1,59, 173-176,207, 634, 

664n 
psychic, 11 
social 

criticism of, 8 
empirical, 49 

see also, Action, human; Economics; 
Praxeology; Research 

Second International, 152 
Security, 612,835, 841,843-844, 

847-849 
Seignobos, Charles, 50n 
Selective process of the market, 

3 08-3 1 1 
Selfishness, 243,674 
Selling 

buying and, 324 
price discrimination and, 385-388 

Semantics, 268,281,420 
see also, Metaphors 

Serfdom, 197 
Serviceableness 

duration of, 476 
instinct of, 2 6 2 8  

Services, personal, 140-141, 234 
Seven Years' War, 6 14n 
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Sexual customs, 663 
Shipment costs, 450 
Short run, 82-83,294,649,650,744, 

787,844 
Sickness, 165,833 
Silver standard, 456,469 
Singularism, methodological, 44-45 
Sismondi, Jean Charles, 268 
Slaves and slavery, 197,624-63 0 ,8  17, 

835 
Smith, Adam 

on employers, combinations, 591n 
on paper money, 418,780 
on religion, 147n 

Smith, Vera Constance, 441n 
Social cooperation, see, Cooperation, 

social 
Social engineering, 1 13 

see also, Planning 
Social gains, 365, 599, 607-613, 

739-741,750-751,854 
Social justice, 671,719,849-850 
Social phenomenon, 157,275,287 
Social relations, 168-169 
Social sciences 

criticisms of, 8 
empirical, 49 

Social security, 61 3,835, 843-844 
Socialism 

agrarian, 80 1 
British, 812,855 
capitalism and, 672-678, 712 
champions of, 675n 
critics of, 282 
depessiorls wider, 563 
doctrine of, 689-691 
economic calculation under, ch. 26, 

pp. 694-7 1 1 
failure to refute theories of, 6 
German pattern of, 3 19,471, 687, 

713-714,752-753,759 
guild, 812-813 
historical origin of, 685-689 
labor and, 137 
market and, 335,672,687,701,712 
Marxism and, 260, 265,267, 671n, 

689-691 

policy of, 74, 89, 183, 206, 240, 
257,259-260,672-678; Part 5, 
pp. 685-71 1; 808 

praxeological character of, 691-693 
problem of, 90,694499 
Russian pattern of, 7 13 
taxation and, 733-734 
theory of value and, 6,206207 
war and, 82 1-828 
writings about, 503 
see also, Collectivism; Intervention- 

ism; Planning 
Society 

action within, ch. 7, pp. 1 19-142; 
Part 2, pp. 143-200 

exchange mthin, ch. 10, pp. 
195-200 

Great, 168-1 69 
holistic and metaphysical view of, 

1,145-153,397 
human, ch. 8, pp. 143-176 
individual within, 143, 164-1 65, 

178-179 
liberal, 149,283,32 1 
place of economics in, Part 7, pp. 

858-881 
socialist, ch. 25, pp. 685-693 
"Utopian," 2, 71,72, 83 1 

Sociology 
instinct, 15 
meaning of, 30n 
of knowledge, 5,84,207,584 

Soil 
conservation, 652-653 
myth of, 640-641 
see also, Land 

Solvay, Ernest, 186 
Sombart, Werner, i98n,744n, 837 
Sooner or later, 99, 102,480,490,494 
Sophocles, 617 
Sorel, Georges, 171,645,808 
Soul, 26,175 
Sovereignty 

consumer, 270-272,297,308,724 
national, 682 

Sozialpolitik, 3 20, 363-3 64, 829 
Spann, Othmar, 679 
Specialization, 69, 3 1 1, 620, 870 
Speculating, 58, 112-1 13,25 1, 

253-254,300,324,333,454,582 
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see also, Entrepreneurs; Invest- 
ments; Profits and losses; 
Risk-taking 

Speenhamland system, 600n 
Spencer, Herbert, 19811 
Spending, public, 22 1, 226229,236, 

242n, 734,737,770-771,843-845, 
846,85 1; see also, Taxation 

Spengler, Oswald, 645 
Spinoza, Benedictus, 5 
Stabilization, 220-229,416 

see also, Currency; Money 
Stalin, Josef, 645 
Stalinists, 152 
Standard of living, 265,3 14,601,665, 

739,740,750,860 
State of rest 

final, 246 
plain, 245-246 

State and society, 148, 149 
Static method, 248-249 
Statics, 248, 353 
Statism, see, Nationalism 
Stationary economy, 2 5 1-2 52, 

256-257,292 
Statistics 

average of, 60 
economic, 30n, 2 18 
of prices, 326328,347-349 

Statolatry, 148,226,827,828 
Stirner, Max, 1 5 1 
Stock exchange, 5 14-5 17,790 
Strigl, Richard, 262n, 642n 
Strike, right to, 773 
Subconscious, concept of, 12 
Subjectivism, 3, 21, 57, 64,94 
Subsidies, 365,60On, 654656,737, 

738 
Subsistence 

supply of, 484 
wages and, 600-606 

Sulzbach, Walter, 83511 
Superiority, racial, 90 

Supply 
control of, 3 57 
demand and, 62,222,241,324,320, 

355,375,385-388,398402,756 
labor, 136,591,606613 

monopoly of, 3 54,280 
see also, Money, relation; Money, 

supply 
Surplus, consumer, 3 85 
Surtax, 853 
Sweden, prosperity in, 793n 
Switzerland 

currency devaluation in, 462 
monopoly for cereals and, 388 
National Bank of, 462,463 

"Sycophants," 5,9,268 
Synchronism, 102 
Syndicalism and corporativism, 305; 

ch. 33, pp. 808-816 
Synthetics, 826 

I 

Tariffs 
for protectionism, 361-365,738 
infant industries argument, 

505-507 
leather, 742 
outcome of, 742-749 
prolabor legislation and, 3 13-3 14, 

746-749 
to divert production, 737 
see also, Mercantilism; Nationalism; 

Protectionism 
Tautology, 3 8 
Taxation 

ability-to-pay principle and, 
731-732 

amortization and, 640 
burden of, 85 3 
classes of, 734-735 
c m f  scat=% 802-807 
interference by, 227; ch. 28, pp. 

730-735; 800 
neutral, 73 0-73 1 
objectives 

fiscal, 733-734 
nonfiscal, 73 3-744 

price for government services, 738 
progressive, 803-805,851-854 
socialism and, 733-734 
surtax, 853 
total, 73 1-73 3 

Technicians, 3 00 
Technology 
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improvement in, 8,391,465,504, 

509,615 
influence of, 207,292,503 
opportunity of, 526 
Rumania and, 493 
Russian, 5 
task of, 93, 300,345 
unemployment and, 136-1 37,768 
see also, Entrepreneurs 

Teleology, 2 3,2 5 
Temple, William, 67 1n 
Temporal relation between actions, 

102-104 
Theocracy, 69,150-1 57 
Thinking 

acting and, 24,177,584n 
method of, 2 30-2 3 1 
prelogical and logical, 34-38 
satisfaction of, 584n 
see also, Action, human 

Time, ch. 5, pp. 99-104 
action in passing of, ch. 18, pp. 

476-520 
economization of, 101-102 
element of, 247-248 
factor of land utilization, 634-636 
maturing, 476 
past, present, and future, 100-101 
praxeological character of, 99-100 
preference, 480-487,489n, 

496499 
relation between actions, 102-1 04 
waiting, 479,490-492 
working, 476 
see also, Interests 

Tird-,, Lotkx G d i e h ,  85n 
Tooke, Thomas, 443 
Tools and machinery, 768 

see also, Technology 
Torrens, Robert, 602 
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foreword

Ludwig von Mises lived a long life—from 1881 to 1973. He was born 
within the borders of the huge European empire of Austria-Hungary 
and was for many years the leading spokesman of what became known 
as the Austrian School of Economics. This theoretical school differs 
from other schools of economics because it does not deal with aggre-
gates, large numbers, or historical data. It uses a micro rather than a 
macro approach to economics. It traces all economic phenomena back 
to the actions of individuals—to their subjective values and to the value 
each market participant places on the marginal utility of a particular 
good or service. The Austrians view the world economy as a giant auc-
tion in which everyone is always bidding for the various goods and ser-
vices he or she wants by offering something he or she has. By starting 
from the viewpoint of the individual actor and by reasoning logically 
step by step, Mises and his fellow Austrian economists were able to 
explain the development of prices, wages, money, production, trade, 
and so on.

Mises was prolifi c. He wrote many books and articles. He traveled 
and lectured widely throughout Europe and gained an international 
reputation as a strong advocate of capitalism and an ardent critic of 
interventionism. However, Mises’s teachings were drowned out for 
many years by the overwhelming popularity of John Maynard Keynes, 
Keynes’s macroeconomic doctrines, and his proposals for government 
intervention and politically expedient spending programs.

Mises left Vienna for Switzerland before the Germans, under  Hitler, 
occupied Austria. He taught in Geneva at the Institute for Interna-
tional Studies until 1940, when he migrated to the United States. His 
reputation had been well established in Europe. But when he arrived 
in this country at age 59, he was a stranger in a strange land, obliged 
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to start almost all over again. He soon obtained an appointment at the 
National Bureau of Economic Research, which gave him the opportu-
nity to write the manuscript for this book.

Anyone who is familiar with Mises’s other writings will not fi nd any-
thing particularly surprising in this book. Mises frequently criticized 
the various aspects of government intervention and he often described 
how government intervention interferes with the attempts of individu-
als to accomplish their various goals. However, in none of his other 
writings does he explain government intervention and its consequences 
more clearly and simply than he does here.

Mises wrote Interventionism: An Economic Analysis* in his native  
German tongue. After it had been translated by Drs. Thomas  McManus 
and Heinrich Bund, he considered it “ready for publication.” However, 
apparently nothing was done about the manuscript and it disappeared 
from view. When this project came to nought, Mises, of  necessity, 
turned his efforts toward other writing and lecturing. In 1944, his Bu-
reaucracy and Omnipotent Government were published. In 1945, he 
received an appointment as visiting professor at New York University 
Graduate School of Business Administration and began teaching again. 
Then in 1946, he joined the staff of the Foundation for  Economic Edu-
cation as a part-time adviser. Many other books followed, including es-
pecially his magnum opus, Human Action, in 1949.

This book, Interventionism, was written in 1940, before the United 
States was offi cially involved in World War II. Here Mises offers a rare 
insight into the war economies of Hitler’s Germany and Mussolini’s 
Italy. He also criticizes the pre–World War II Allied governments for 
having favored socialism and interventionism over capitalist meth-
ods of production. As a matter of fact, he blames the Allies’ lack of 
military preparedness on their having fallen prey to anti-capitalist 
propaganda and for having spent more effort trying to prevent war 
profi teering than on creating an economic climate conducive to the 
production of armaments. “When the capitalist nations in time of war 
give up the industrial superiority which their economic system provides 
them, their power to resist and their chances to win are considerably 
reduced. . . . The defeat of France and the destruction of English cities 

* In spite of the similar title, Mises’s Critique of Interventionism (1929; English translation, 
1977) is a very different book from this one. That book is an anthology of articles criticizing the 
doctrines and proposals of specifi c interventionists of the 1920s; this book is a clear and simple 
exposition of the theory of government intervention.
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was the fi rst price paid for the interventionist suppression of war profi ts” 
(pp. 76, 77).

Throughout his career, Mises pointed out that individuals face risk 
and uncertainty in their struggle to survive. They encounter many 
obstacles—both natural and man-made. Natural catastrophes such 
as earthquakes, fl oods, tornadoes, hurricanes, landslides, avalanches, 
and fi res may disrupt their plans. Man-made catastrophes such as wars, 
theft, fraud, and government interventions may also disrupt their plans. 
With respect to the obstacles nature places in their paths, men have no 
alternative but to cope as best they can. With respect to man-made 
obstacles, however, the situation is different; men are not completely 
helpless; they have the capability of avoiding and/or removing them.

In explaining how the market functions, Mises criticized man-made 
government interventions—controls, regulations, restrictions, special 
privileges, and subsidies for some at the expense of others. He always 
pointed out, as he does in this book, that although enacted with the 
best of intentions, such government interventions lead to conditions 
that even their advocates consider worse than those they were trying 
to alleviate. However, he also explained that such obstacles, being 
man-made, were avoidable and removable—once people came to real-
ize that government should not interfere with peaceful interpersonal 
relationships.

Mises also pointed out that government’s role should be limited. 
Government should protect equally the lives and property of all per-
sons under its jurisdiction. It should adjudicate disputes among indi-
viduals so as to assure, insofar as possible, equal justice to all. Other-
wise, it should leave people free to work out their own destinies. We 
are fortunate indeed that this manuscript, which explains in such clear 
terms these basic principles, has resurfaced from among the papers left 
at Mises’s death and is now being made available.

  Bettina Bien Greaves 
October 1997
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author’s preface

It is the purpose of this essay to analyze the problems of government 
interference in business from the economic standpoint. The political 
and social consequences of the policy of interventionism can only be 
understood and judged on the basis of an understanding of its eco-
nomic implications and effects.

Ever since the European governments in the last decades of the 
nineteenth century embarked on this policy, which today frequently 
is called “progressive” but which actually represents a return to the 
mercantilist policy of the seventeenth and early eighteenth centuries, 
economists have persistently pointed out the inconsistency and futility 
of these measures and have predicted their political and social conse-
quences. Governments, political parties, and public opinion have just 
as persistently ignored their warnings. They ridiculed the alleged doc-
trinarism of “orthodox” economics and boasted of their “victories” over 
economic theory. But these were Pyrrhic victories.

The inevitable sequence of events which followed upon the appli-
cation of interventionist measures fully proved the correctness of the 
economists’ predictions. The predicted political effects, social unrest, 
dictatorship, and war, also did not fail to appear.

This essay is not intended to discuss specifi cally the American New 
Deal. It deals with interventionism in general, and its conclusions are 
valid for all instances of interventionism irrespective of the country con-
cerned. There was a considerable amount of interventionism in Amer-
ica long before 1933. The New Deal is merely the present-day, specifi -
cally American brand of a policy which began everywhere— including 

1. Throughout this essay, the term interventionism is used in the sense ascribed to it by many 
generations of economists. It covers the domestic policy of governmental interference with busi-
ness. It is not to be confused with the political term “interventionism” referring to international 
policy, as contrasted with “isolationism” in the current American controversy about the War.
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America—several decades ago. To the economist there is nothing new 
in the New Deal. It differs from the policy of Kaiser  Wilhelm II and 
from the policy of the Weimar Republic only to the extent necessitated 
by the particular conditions of present-day America. And it places the 
American people today in the same dilemma in which the German 
people found themselves ten years ago.

This essay is economic in character and, therefore, is not concerned 
with the legal and constitutional aspects of the problem. Laws and con-
stitutions as such are of secondary importance only. They are to serve 
the people, not to rule the people. They are to be formulated and in-
terpreted in such a way as to make possible an economic development 
benefi cial to the welfare of all groups of the nation. If they fail to reach 
this aim, the laws and their interpretation ought to be changed.

There is certainly no lack of literature on this subject; almost every 
day new contributions appear. But almost all of these studies are con-
cerned exclusively with particular groups of measures and their short-
run effects. This method of analysis is woefully inadequate. It merely 
shows the immediate consequences of individual interventions without 
considering their indirect and long-run effects. It takes into account 
only the alleged benefi ts and disregards the costs and detriments.

In this way, of course, a comprehensive appraisal of the social and 
economic consequences of interventionism can never be reached. 
That certain individuals or small groups of individuals may sometimes 
be temporarily privileged or benefi ted by certain interventionist mea-
sures cannot be denied. The question is, however, what further effects 
are caused, particularly if the attempt is made to accord in the same 
way privileges to large sections of the population or even to the whole 
nation. It is therefore essential to study the totality of interventionist 
policy, not only its short-run but also its long-run effects.

It would be a thorough misinterpretation of my statements to con-
sider them as a criticism of the statesmen and politicians in power. 
My criticism is not aimed at men, but at a doctrine. No matter what 
the constitution of the country, governments always have to pursue 
that policy which is deemed right and benefi cial by popular opinion. 
Were they to attempt to stand up against the prevailing doctrines they 
would very soon lose their positions to men willing to conform to the 
demands of the man in the street. Dictators too can only seize and 
maintain power if they are backed by the approval of the masses. The 
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 totalitarianism of our times is the product of the wide acceptance of to-
talitarian ideology; it can only be overcome by a different philosophy.

If we are to understand economic problems, we have to keep our-
selves free of all prejudices and preconceived opinions. If we are con-
vinced beforehand that the measures which are being recommended 
to benefi t certain groups or classes, for instance laborers or farmers, 
actually do benefi t and do not injure those groups, and if we are deter-
mined not to abandon our prejudices, we shall never learn anything. It 
is the very task of economic analysis to ascertain whether the policies 
recommended by the various parties and pressure groups actually lead 
to the results which their advocates desire.

The problem is not whether the capitalist system (i.e., the market 
economy) is good or bad. The real question is whether it would be in 
the interest of the masses of the people to replace the market economy 
with another system. When someone points out some unfavorable con-
ditions which the market economy has not been able to eliminate he 
has by no means proved the practicability and desirability of either in-
terventionism or socialism.

This certainly is still the least objectionable argumentation. As a 
rule, capitalism is blamed for the undesired effects of a policy directed 
at its elimination. The man who sips his morning coffee does not say, 
“Capitalism has brought this beverage to my breakfast table.” But when 
he reads in the papers that the government of Brazil has ordered part 
of the coffee crop destroyed, he does not say, “That is government for 
you”; he exclaims, “That is capitalism for you.”

An analysis of the problems with which this book is concerned must 
be conducted strictly according to the rules of logic and has to avoid 
everything that might disturb the objective judgment by appeal to the 
emotions. Consequently I have refrained from making this essay more 
entertaining by including amusing anecdotes about the ridiculously 
paradoxical measures of contemporary economic policy. I feel certain 
that this will be appreciated by the serious reader.

Some people may object that it is insuffi cient to discuss these prob-
lems from an economic standpoint only. They include, it is said, more 
than merely economic aspects, namely, politics, philosophy of life, and 
moral values. I defi nitely disagree. All political arguments of our time 
center around capitalism, socialism, and interventionism. Certainly 
there are many more things in life. But our contemporaries—not just 
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the economists—have placed the question of economic organization 
in the center of their political thinking. All political parties confi ne 
themselves to economic aspects; they recommend their programs with 
the assertion that their execution will make their supporters richer. All 
pressure groups fi ght for economic betterment; all parties are today 
economic parties. Hitler and Mussolini proclaim: “We ‘have-nots’ are 
out to get a share of the wealth of the plutocrats.” Ownership is the 
battle cry of the day. We may well approve or disapprove of this fact, 
but we cannot deny its existence.

Therefore it is not arrogance or narrow mindedness that leads the 
economist to discuss these things from the standpoint of economics. 
No one who is not able to form an independent opinion about the ad-
mittedly diffi cult and highly technical problem of calculation in the 
socialist economy should take sides in the question of socialism ver-
sus capitalism. No one should speak about interventionism who has 
not examined the economic consequences of interventionism. An end 
should be put to the common practice of discussing these problems 
from the standpoint of the prevailing errors, fallacies, and prejudices. 
It might be more entertaining to avoid the real issues and merely to 
use popular catchwords and emotional slogans. But politics is a serious 
matter. Those who do not want to think its problems through to the 
end should keep away from it.

The moment has come in which our contemporaries have thor-
oughly to reconsider their political ideas. Every thinking person has 
frankly to admit that the two doctrines which for the past twenty years 
have exclusively dominated the political scene have obviously failed. 
Both anti-fascism and anti-communism have utterly lost their meaning 
since Hitler and Stalin have ceased to conceal their alliance from the 
world.

I hope to render with this book a service to those who seek a clarifi -
cation of their ideas and a better understanding of the problems of the 
world today.

2. I predicted the cooperation between the Nazis and Bolsheviks as early as 1925 in my ar-
ticle “Anti-Marxism” (Weltwirtschaftliches Archiv, Vol. 21, p. 279) reprinted in my 1929 book 
Kritik des Interventionismus, p. 106. [English translation, Arlington House, 1977, p. 122; 2nd 
English edition, Foundation for Economic Education, 1996, pp. 81–82. When this book was 
written Germany and the U.S.S.R. were allies, united through a non-aggression treaty which 
lasted only from August 1939 until June 22, 1941, when the Germans attacked Russia without 
warning.—Editor]
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I do not want to close this preface without expressing my sincere 
gratitude to my two colleagues Drs. Heinrich Bund and Thomas 
 McManus who have aided in the preparation of the manuscript and in 
its translation.

  Ludwig von Mises
November 1941

L4846.indb   xviiL4846.indb   xvii 10/15/10   8:59:54 AM10/15/10   8:59:54 AM



L4846.indb   xviiiL4846.indb   xviii 10/15/10   8:59:54 AM10/15/10   8:59:54 AM



�  interventionism

L4846.indb   xixL4846.indb   xix 10/15/10   8:59:54 AM10/15/10   8:59:54 AM



L4846.indb   xxL4846.indb   xx 10/15/10   8:59:54 AM10/15/10   8:59:54 AM



Introduction

1. The Problem

We call capitalism or market economy that form of social cooperation 
which is based on private ownership of the means of production.

Socialism, communism, or planned economy, on the other hand, is 
the form of social cooperation which is based on public ownership of 
the means of production. The terms state capitalism and authoritarian 
economy have essentially the same meaning.

It is frequently asserted that a third form of social cooperation is fea-
sible as a permanent form of economic organization, namely a system 
of private ownership of the means of production in which the govern-
ment intervenes, by orders and prohibitions, in the exercise of own-
ership. This third system is called interventionism. All governments 
which do not openly profess socialism tend to be interventionist nowa-
days, and all political parties recommend at least some degree of in-
terventionism. It is claimed that this system of interventionism is as 
far from socialism as it is from capitalism, that as a third solution to 
the social problem it stands midway between the two systems, and that 
while retaining the advantages of both it avoids the disadvantages in-
herent in both.

In this study the question will be analyzed whether we are justifi ed 
in considering interventionism as a possible and viable system of social 
cooperation. We shall attempt to answer the question whether interven-
tionism is able to accomplish what its advocates expect, and whether, 
perhaps, it does not produce consequences diametrically opposed to 
those sought by its application.

1. The orthodox Marxists, however, recommend interventionism in full recognition of the fact 
that it paralyzes and destroys the capitalistic market economy and, thus, in their opinion, leads 
to socialism. This was the argument advanced as long as a century ago by Friedrich Engels.
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2 � introduction

Such an analysis has more than merely academic value. With the 
exception of the two socialist countries of Soviet Russia and Nazi Ger-
many, interventionism is today throughout the world the prevailing 
economic system. Therefore, an understanding of interventionism and 
its inevitable consequences is an essential prerequisite for a compre-
hension of present-day economic problems.

We intend in this analysis to refrain from value judgments. Conse-
quently we do not ask whether interventionism is good or bad, moral 
or immoral, to be commended or condemned. We merely ask from the 
standpoint of those who want to put it into operation whether it serves 
or frustrates their intentions. In other words, does its application attain 
the ends sought?

In order to answer these questions we have fi rst to clarify the meaning 
of the terms of capitalism, socialism, government, and intervention.

2. Capitalism or Market Economy

In the capitalistic economy the means of production are owned by in-
dividuals or associations of individuals, such as corporations. The own-
ers use the means of production directly to produce, or they lend them, 
for a compensation, to others who want to use them in production. 
The individuals or associations of individuals who produce with their 
own or with borrowed money are called entrepreneurs.

Superfi cially, it seems that the entrepreneurs decide what should be 
produced, and how it should be produced. However, as they do not 
produce for their own needs but for those of all members of the com-
munity, they have to sell the products on the market to consumers, 
that is, those individuals who want to use and consume them. Only 
that entrepreneur is successful and realizes a profi t who knows how to 
produce in the best and cheapest way, that is with a minimum expen-
diture of material and labor, the articles most urgently wanted by the 
consumers. Therefore, in actuality the consumers, not the entrepre-
neurs, determine the direction and scope of production. In the market 
economy the consumers are sovereign. They are the masters, and the 
entrepreneurs have to strive, in their own interest, to serve the wishes 
of the consumers to the best of their ability.

The market economy has been called a democracy of consumers, be-
cause it brings about a daily recurring ballot of consumer preferences. 
The casting of votes at an election and the spending of dollars in the 
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market are both methods of expressing public opinion. The consumers 
decide, by buying or by refraining from buying, the success or failure 
of the entrepreneurs. They make poor entrepreneurs rich and rich en-
trepreneurs poor. They take away the means of production from those 
entrepreneurs who do not know how to use them best in the service of 
the consumers and transfer them to those who know how to make bet-
ter use of them. It is true that only the entrepreneurs producing con-
sumers’ goods have direct contact with the consumers; only they are 
immediately dependent on the consumers; only they receive directly 
the consumers’ orders. But they transmit those orders and their depen-
dence to the entrepreneurs who bring producers’ goods to the market. 
The producers of consumers’ goods have to purchase where they can, 
at lowest cost, the producers’ goods which are required for the ultimate 
satisfaction of the wants of the consumers. Should they fail to use the 
cheapest supplies, should they fail to make the most effi cient use of 
the producers’ goods in production, they would be unable to satisfy the 
wants of the consumers at lowest prices; more effi cient entrepreneurs 
who know better how to buy and how to produce would crowd them 
out of the market. The consumer as buyer may follow his own liking 
and his own fancy. The entrepreneur must do the buying for his enter-
prise as the most effi cient satisfaction of the wants of the consumers 
dictates. Deviations from this line prescribed by the consumers affect 
the entrepreneur’s returns, thus causing losses and endangering his po-
sition as entrepreneur.

Such is the oft-decried harshness of the entrepreneur who fi gures 
everything in dollars and cents. He is forced to take this attitude by 
order of the consumers, who are unwilling to reimburse the entrepre-
neurs for unnecessary expenditures. What in everyday language is 
called economy is simply law prescribed by the consumers for the ac-
tions of the entrepreneurs and their helpers. The consumers, by their 
behavior in the market, are the ones who indirectly determine prices 
and wages and, thus, the distribution of wealth among the members of 
society. Their choices in the market determine who shall be entrepre-
neur and owner of the means of production. By every dollar spent, the 
consumers infl uence the direction, size, and kind of production and 
marketing.

The entrepreneurs do not form a closed class or order. Any individ-
ual may become an entrepreneur if he has the ability to foresee the 
future development of the market better than his fellow-citizens, if he 
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can  inspire the confi dence of capitalists, and if his attempts to act on 
his own risk and responsibility prove successful. One becomes an en-
trepreneur, literally, by pushing forward and exposing oneself to the 
impartial test to which the market puts everyone who wants to become 
or remain an entrepreneur. Everyone has the privilege of choosing 
whether he wants to submit himself to this rigorous examination or 
not. He doesn’t have to wait to be asked to do so—he must step forward 
on his own initiative, and he has to worry where and how he can se-
cure the means for his entrepreneurial activity.

For decades it was repeatedly asserted that the rise of poor people 
into entrepreneurial positions was no longer possible in the stage of 
“late capitalism.” The proof for this assertion was never given. Since 
this thesis was fi rst voiced, the composition of the entrepreneurial 
class has basically changed; a considerable part of the former entre-
preneurs and their heirs have disappeared, and the most outstanding 
entrepreneurs of today are again what we usually call self-made men. 
This  constant recomposition of the entrepreneurial elite is as old as the 
capitalist economy itself and forms an integral part of it.

What is true of the entrepreneurs holds true for the capitalists as well. 
Only the capitalist who knows how to use his capital properly (from the 
consumer’s point of view), that is, to invest it so that the means of pro-
duction will be employed most effi ciently in the service of consumers, 
is able to keep and augment his property. If he does not want to suffer 
losses the capitalist has to place his means at the disposal of successful 
enterprises. In the market economy the capitalist, just like the entre-
preneurs and the workers, serves the consumers. It seems superfl uous 
to point out specifi cally in this connection that the consumers are not 
merely consumers but that the totality of the consumers is identical 
with the totality of the workers, entrepreneurs, and capitalists.

In a world of unchanging economic conditions the exact amounts 
which the entrepreneurs would expend for the means of production as 
wages, interest, and rent would later be received by them in the prices 
of their products. Production costs would thus equal the prices of the 
products and the entrepreneurs would neither make profi ts nor suffer 
losses. But the world of reality is constantly changing, and therefore 
all industrial activity is essentially uncertain and speculative in char-
acter. Goods are produced to meet a future demand, about which we 
have little positive knowledge in the present. It is from this uncertainty 
that profi ts and losses arise; the profi ts and losses of the entrepreneurs 
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depend upon how successfully they can forecast the state of future de-
mand. Only that entrepreneur realizes a profi t who anticipates the fu-
ture wants of the consumers better than his competitors.

It is irrelevant to the entrepreneur, as the servant of the consum-
ers, whether the wishes and wants of the consumers are wise or un-
wise, moral or immoral. He produces what the consumers want. In 
this sense he is amoral. He manufactures whiskey and guns just as he 
produces food and clothing. It is not his task to teach reason to the 
sovereign consumers. Should one entrepreneur, for ethical reasons of 
his own, refuse to manufacture whiskey, other entrepreneurs would do 
so as long as whiskey is wanted and bought. It is not because we have 
distilleries that people drink whiskey; it is because people like to drink 
whiskey that we have distilleries. One may deplore this. But it is not up 
to the entrepreneurs to improve mankind morally. And they are not to 
be blamed if those whose duty this is have failed to do so.

Thus the market in the capitalist economy is the process regulat-
ing production and consumption. It is the nerve center of the capital-
ist system. Through it the orders of the consumers are transmitted to 
the producers, and the smooth functioning of the economic system is 
secured thereby. The market prices establish themselves at the level 
which equates demand and supply. When, other things being equal, 
more goods are brought to the market, prices fall; when, other things 
being equal, demand increases, prices rise.

One thing more must be noted. If within a society based on private 
ownership of the means of production some of these means are pub-
licly owned and operated, this still does not make for a mixed system 
which would combine socialism and private property. As long as only 
certain individual enterprises are publicly owned, the remaining be-
ing privately owned, the characteristics of the market economy which 
determine economic activity remain essentially unimpaired. The pub-
licly owned enterprises, too, as buyers of raw materials, semi-fi nished 
goods, and labor, and as sellers of goods and services, must fi t into the 
mechanism of the market economy; they are subject to the same laws 
of the market. In order to maintain their position they, too, have to 
strive after profi ts or at least to avoid losses. When it is attempted to 
mitigate or eliminate this dependence by covering the losses of such 
enterprises by subsidies out of public funds, the only accomplishment 
is a shifting of this dependence somewhere else. This is because the 
means for the subsidies have to be raised somewhere. They may be 
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raised by  collecting taxes; the burden of such taxes has its effects on 
the market, not on the government collecting the tax; it is the mar-
ket and not the revenue department which decides upon whom the 
tax falls and how it affects production and consumption. In these facts 
the domination of the market and the inescapable force of its laws are 
evidenced.

3. The Socialist Economy

In the socialist order all means of production are owned by the nation. 
The government decides what should be produced and how it should 
be produced and allots each individual a share of the consumers’ goods 
for his consumption.

This system might be realized according to two different patterns.
The one pattern—we may call it the Marxian or Russian pattern—is 

purely bureaucratic. All economic enterprises are departments of the 
government just as are the administrations of the army and the navy or 
the postal system. Every single plant, shop, or farm stands in the same 
relation to the superior central organization as does a post offi ce to 
the postal system. The whole nation forms one single labor army with 
compulsory service; the commander of this army is the chief of state.

The second pattern—we may call it the German system—differs 
from the fi rst one in that it, seemingly and nominally, maintains pri-
vate ownership of the means of production, entrepreneurship, and 
market exchange. Entrepreneurs do the buying and selling, pay the 
workers, contract debts, and pay interest and amortization. But they are 
entrepreneurs in name only. The government tells these seeming en-
trepreneurs what and how to produce, at what prices, and from whom 
to buy, at what prices, and to whom to sell. The government decrees to 
whom and under what terms the capitalists should entrust their funds 
and where and at what wages laborers should work. Market exchange 
is but a sham. As all prices, wages, and interest rates are being fi xed by 
the authority, they are prices, wages, and interest rates in appearance 
only; in reality they are merely determinations of quantity relations in 
authoritarian orders. The authority, not the consumers, directs produc-

2. For a fuller discussion of this point, I have to refer to what is said in my book, Nationalökon-
omie, Theorie des Handelns und Wirtschaftens (Geneva, 1940), pp. 224–228. [See Mises’s Hu-
man Action, the English-language successor to Nationalökonomie, pp. 233–235 in fi rst 1949 ed.; 
pp. 232–234 in later editions.—Editor]
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tion. This is socialism with the outward appearance of capitalism. The 
labels of the capitalistic market economy are retained, but they signify 
here something entirely different from what they mean in the true 
market economy.

We have to point out this possibility to prevent a confusion of social-
ism and interventionism. The system of a hampered market economy 
or interventionism differs from socialism by the very fact that it is still 
a market economy. The authority seeks to infl uence the market by the 
intervention of its coercive power, but it does not want to eliminate the 
market completely. It desires that production and consumption should 
develop along lines different from those prescribed by the unhindered 
market, and it wants to achieve this aim by injecting into the workings 
of the market, orders, commands, and prohibitions, for whose enforce-
ment the power and constraint apparatus stand ready. But these are iso-
lated interventions; they do not combine into a completely integrated 
system which regulates all prices, wages, and interest rates, and which 
thus places the direction of production and consumption in the hands 
of the authority.

It is not the task of this essay to raise the question whether a socialist 
economy is feasible. The subject matter of our analysis is intervention-
ism, not socialism. Consequently, it is only incidentally that we point 
out that socialism is unworkable as a universal economic system, be-
cause a socialist society would not be able to make rational calcula-
tions in economic matters. The economic calculation which we use in 
the capitalistic economy is based on market prices, which are formed 
in the market for all goods and services, consequently for producers’ 
goods and for labor services as well. Only money prices make it pos-
sible to bring costs which originate through the expenditure of vari-
ous goods and different qualities of labor to a common denominator so 
they may be compared with prices which were realized or which can 
be realized on the market. Thus it is possible to establish, in defi nite 
fi gures, the probable effect of a planned action and to know the actual 
effect of actions carried out in the past. In a socialist economy which 
does not have prices for producers’ goods—there being no market for 
the means of production because they are all owned by the state—the 
opportunity to make such calculations would not exist.

Let us assume, for instance, that the government of a socialist coun-
try would want to build a house. The house may be built of brick or 
wood, stone, concrete, or steel. Each of these ways offers, as seen from 
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the point of view of the evaluating government, various advantages, 
requires different expenditures of labor and materials, and requires 
a different production period. On which method will the govern-
ment decide? It cannot reduce the different expenditures of labor and 
 materials of various kinds to a common denominator and, therefore, 
cannot compare them. It cannot make either the construction period 
or the use period play a calculable part in its considerations. Therefore 
it cannot compare expenditures and benefi ts, costs and returns. It does 
not know whether or not its decisions concerning its use of the factors 
of production are rational from the standpoint of its own valuation of 
consumers’ goods.

Around the middle of the [nineteenth] century, for example, the 
suggestion might have been presented to such a government to restrict 
sheep-rearing considerably in Europe and to fi nd a new location for it 
in Australia. Or the suggestion might have been made to replace horse 
power with steam power. What means did the government have at its 
disposal to ascertain whether these and other innovations were advan-
tageous from an economic standpoint?

Yes, say the socialists, but capitalistic calculation is not infallible ei-
ther; the capitalist too may err. Certainly, this has happened before 
and will happen again, because all economic activity looks toward 
the future, and the future is always unknown. All plans become futile 
when the expectations with regard to future developments are not ful-
fi lled. But this objection is beside the point. Today, we calculate from 
the standpoint of our present knowledge and from the standpoint of 
our present expectations about the future. The problem does not lie 
in the fact that the government may err because it may misjudge the 
future, but rather in its inability to make calculations even from the 
standpoint of its present valuations and expectations. If, for instance, a 
government proceeds with the erection of tuberculosis hospitals it may 
discover later, when a simpler and more effi cient means of combating 
the disease is found, that it invested capital and labor unwisely. But the 
crux of the problem is: How can the government know today how to 
build such hospitals in the most economical way?

Some railways would not have been built around 1900 if one could 
have foreseen, at that time, the development of motor traffi c and avia-
tion. But the entrepreneur who built railways then knew which among 
the construction alternatives he had to choose from the standpoint of 
his valuations and expectations at that time, and on the basis of market 
prices refl ecting entrepreneurial evaluations of prospective demand. 
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But this is exactly what the government of a socialist community will 
not know. It will be like the captain of a ship trying to sail the high seas 
without the resources of science or art of navigation.

We have presupposed that the government has decided to undertake 
a certain project. But even to arrive at this decision requires economic 
calculation. The decision in favor of building a power plant can only 
be made when it is established that this project would not divert means 
of production from more urgent uses. How shall this be ascertained 
without calculation?

4. The Capitalist State and the Socialist State

In a market economy the state concerns itself with the protection of the 
life, health, and private property of its citizens against force or fraud. 
The state insures the smooth working of the market economy by the 
weight of its coercive power. It refrains, however, from any interference 
with the freedom of action of the people engaged in production and 
distribution so long as such actions do not involve the use of force or 
fraud against the life, health, safety, or property of others. This very fact 
characterizes such a community as a market economy or a capitalist 
economy.

If liberals, i.e., classical liberals, oppose governmental interference 
in the economic sphere they do so because they feel certain that the 
market economy is the only effi cient and workable system of social co-
operation. They are convinced that no other system would be in a posi-
tion to bring more welfare and happiness to the people. The English 
and French liberals and the fathers of the U.S. Constitution insisted 
upon the protection of private property, not to further the selfi sh inter-
ests of one class, but rather for the protection of the whole people and 
because they saw the welfare of the nation and of each individual most 
secure in the system of a market economy.

It is, therefore, naive to say that the true liberal advocates of private 
property are enemies of the state because they want to see the realm 
of governmental activity limited. They are not enemies of the state but 

3. The term “liberal” is here used in the sense which generally was attributed to it in the nine-
teenth century. In the Anglo-Saxon countries “liberal” has come to mean the opposite of what 
this term used to signify in the past; today it means either radical-interventionist or even so-
cialist. Those whom one would have in the past called liberals the American socialists and 
interventionists today call reactionaries, conservatives, or economic royalists. In this change of 
the meaning of liberalism, the victory of interventionist ideas and the abandonment of a market 
economy are clearly evidenced. The old liberalism has even lost its name.
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opponents of both socialism and interventionism because they believe 
in the superior effi cacy of the market economy. They want a strong 
and well-administered state because they assign to it an important task: 
the protection of the system of a market economy.

Even more naive were the Prussian metaphysicians when they main-
tained that the program of the adherents of a market economy was 
negative. To these supporters of Prussian totalitarianism everything 
seemed negative that stood in the way of their desire to create more 
governmental jobs. The program of the advocates of a market economy 
is negative only in the sense in which every program is negative: It 
excludes all other programs. Because the true liberals are positively for 
private ownership of the means of production and for a market econ-
omy they are necessarily against socialism and interventionism.

Under socialism all economic matters are the responsibility of the 
state. The government gives orders in all lines of production just as in 
the army or in the navy. There is no sphere of private activity; every-
thing is directed by the government. The individual is like the inmate 
of an  orphanage or of a penitentiary. He has to do the work which he is 
ordered to do and he can consume only what has been allotted to him 
by the  government. He can read only those books and papers printed 
by the government printing offi ce and he can travel only if the govern-
ment grants him the means for doing so. He has to assume the occupa-
tion which the government has chosen for him and he has to change 
his occupation and his domicile when the government commands. In 
this sense, we may say that the citizens of a socialist community are 
not free.

5. The Interventionist State

Under the system of a hampered market economy or interventionism 
both government and entrepreneurs are distinctly separate factors func-
tioning in the economic sphere. The dualism of market and authority 
exists also in the system of a hampered market exchange. In contrast 
to the system of a pure market economy, however, the authority does 
not confi ne itself to the prevention of disturbances of market exchange. 
The government itself interferes by isolated interventions in the work-
ings of the market; it orders and it forbids.

4. “Freedom,” say the Prussian metaphysicians, “is merely a negative concept.” “Freedom,” said 
Lenin, “is a bourgeois prejudice.”
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The intervention is an isolated order by the authority in command 
of the social power apparatus; it forces the entrepreneur and the owner 
of the means of production to use these means in a way different from 
what they would do under the pressure of the market. The order may 
be by command or interdiction. Command and interdiction need not 
ostensibly emanate from the government. It may happen that com-
mands and interdictions emanate from a different source and that this 
other agency also supplies the power apparatus to enforce its orders. 
If the authority condones this procedure or even supports it, then the 
situation is the same as that created by direct governmental orders. If 
the government does not want to consent and opposes this action with 
its power apparatus, but without avail, this is evidence that another au-
thority has succeeded in establishing itself and in contesting govern-
mental supremacy.

Undoubtedly the government has the power to issue such commands 
and interdictions and also has the power to enforce them, through its 
 police force. But the questions with which we are concerned in this 
 essay are: Do these measures enable the government to achieve the 
aims it seeks? Do not these interventions perhaps produce results 
which, from the government’s point of view, appear even less desir-
able than the conditions in the free-market economy which it seeks to 
change?

Consequently, we shall not concern ourselves with the question 
whether the government is in the hands of able or ineffectual, noble 
or ignoble men. Even the ablest and noblest man can achieve his aim 
only if he uses the proper means.

Nor do we have to deal with those interventions of the authority 
which are immediately aimed at consumption. The authority might, 
for instance, temporarily or permanently forbid the consumer to eat 
certain foods—let us say for health or religious reasons. The authority 
thus assumes the role of a guardian of the individual. It deems the in-
dividual incapable of looking out for his own best interests; he is to be 
protected by his paternal overseer from suffering harm.

The question whether the authority should pursue such a course or 
not is a political question, not an economic one. If one believes that the 

5. Hegel called the state “the Absolute.” Ferdinand Lassalle said “the State is God.” Professor 
Werner Sombart, in his book German Socialism, which is a bestseller in the Third Reich and 
has been translated into English as well as French, declares that the “Führer” receives his or-
ders from God. We do not want to contradict the sayings of such great men; we merely point out 
that they have nothing to do with the subject matter of our analysis.
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authority is God-given and is called upon to play the part of  Providence 
to the individual, or if one thinks that the authority has to represent 
the interests of society against the confl icting interests of the egoistic 
individuals, one will fi nd this attitude justifi ed. If the  authority is wiser 
than its subjects with their limited intelligence, if it knows better what 
furthers the happiness of the individual than he himself pretends to 
know, or if the authority feels called upon to sacrifi ce the welfare of the 
individual to the well-being of the whole, then it should not hesitate to 
set the aims for the actions of the individuals.

It would be an error, of course, to believe that the guardianship of 
the authority over the individual could remain confi ned to the domain 
of health, that the authority would conceivably be satisfi ed to forbid or 
to limit the use of dangerous poisons like opium, morphine, possibly 
also alcohol and nicotine, but that otherwise the freedom of the indi-
vidual would remain untouched. Once the principle is acknowledged 
that the consumption choices of the individual are to be supervised 
and restricted by the authority, how far this control will expand de-
pends only on the authority and the public opinion which motivates it. 
It then becomes logically impossible to oppose tendencies which want 
to subject all activity of the individual to the care of the state. Why only 
protect the body from the harm caused by poisons or drugs? Why not 
also protect our minds and souls from dangerous doctrines and opin-
ions imperiling our eternal salvation? Depriving the individual of the 
freedom of the choice of consumption logically leads to the abolition 
of all freedom.

We may now turn to the economic side of the problem. When eco-
nomics deals with the problems of interventionism it has only those 
measures in mind which primarily affect the means and not the aims 
of action. And it does not have any other standard by which to judge 
these measures than the one whether they are or are not able to achieve 
the aims which the authority seeks. The fact that the authority is in a 
position to restrict the choice of consumption for the individual and 
thus to alter the data of the market is beyond the scope of economic 
discussion.

For these reasons we do not concern ourselves with authoritarian 
measures immediately aimed at the direction of consumption which 
actually attain this aim without affecting other fi elds as well. We ac-
cept the action of the consumers in the market and do not take into 
consideration to what extent, if any, this action is infl uenced by the 
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authority. We accept the valuations and the demands of the consumers 
as a fact, and we do not ask whether the consumers buy gas masks on 
their own initiative or because the government ordered them to do so, 
nor whether they buy less alcohol because they prefer other goods or 
because the government penalizes intoxication. Our task, however, is 
to analyze those interventions of the authority which are directed not 
at the consumers but at the owners of the means of production and at 
the entrepreneurs. And we do not ask whether these interventions are 
justifi ed nor whether they conform to our wishes or to the wishes of the 
consumers. We merely inquire whether these measures can achieve 
the aims which the government wishes to attain.

6. The Plea for Moral Reform

Before we proceed, however, it appears advisable to give consid-
eration to a doctrine which deserves some attention, if for no other 
reason than because it is backed by some of our most distinguished 
contemporaries.

We refer to the belief that it does not require the intervention of the 
government to bring the market economy to ways other than those it 
takes when it is able to develop unhampered. Christian social reform-
ers and some representatives of an ethically motivated social reform 
think the religious and moral conscience ought to guide the “good” 
person in the economic realm as well. If all entrepreneurs would watch 
not only their profi t and their selfi sh individual interests but would 
 always think also of their religious and social obligations, the orders of 
the government would not be necessary to bring things into the proper 
channels. Not reform of the state would be required, but rather a moral 
purifi cation of mankind, a return to God and to the moral law, an aban-
donment of the vices of selfi shness and egoism. Then, it would not be 
diffi cult to bring private property of the means of production in accord 
with the social welfare. One would have freed the economy of the per-
nicious consequences of capitalism without having restricted, by gov-
ernmental intervention, the freedom and initiative of the  individual. 
One would have destroyed the Moloch Capitalism without having it 
replaced with the Moloch State.

We do not have to deal here with the value judgments underlying 
this doctrine. What these critics fi nd objectionable in capitalism is 
 irrelevant, and the errors and misunderstandings they expound need 
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not concern us. We are only interested in their suggestion to build a 
social order on the dual foundation of private ownership of the means 
of production and of a moral law delimiting the exercise of this prop-
erty right. This ideal social order supposedly is not socialism because 
under it the individuals, particularly the entrepreneurs, capitalists, and 
proprietors, are no longer guided by the profi t motive, but by their con-
sciences. Nor is it supposed to be interventionism, because it does not 
require governmental interventions to secure the working of the eco-
nomic machine.

In the market economy the individual is free in his actions as far 
as private property and the market extend. Here, only his valuations 
count. Whatever he may choose, the choice he makes prevails. His ac-
tion is, for the other parties in the market, a fact which they have to 
take into account. The consequences of his action in the market are 
refl ected in profi ts or losses; they are the one cog fi tting his activity into 
the machinery of social cooperation. Society does not tell the individ-
ual what to do and what not to do; nobody gives orders and demands 
obedience, no force is used unless for the protection of private property 
and of the market against violence. The cooperation is the result of the 
workings of the market. Those who do not fi t themselves to the best of 
their ability into the social cooperation feel the consequences of their 
rebellion, their negligence, their errors and mistakes. This coordina-
tion does not require anything more from the individual than acting in 
his own interest. Therefore, there is no need of orders from an author-
ity telling the individual what to do and what not to do, and there is no 
need of a power instrument to enforce such orders.

Beyond the realm of private property and market exchange lies the 
realm of unlawful actions; there society has erected barriers for the 
protection of private property and of the market against force, fraud, 
and malice. Here freedom no longer reigns, but compulsion. Here, not 
everything is permitted, here a line is drawn between the lawful and 
the unlawful. Here the police power is ready to intervene. If it were any 
different every individual would be free to break through the barriers 
of the legal order.

The reformers whose suggestions we are here discussing want to es-
tablish additional ethical norms besides the legal order and the moral 
code designed to maintain and to protect private property. They desire 
results in production and consumption different from those produced 
by the unhampered market in which there is no limitation upon the 
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individuals save the one not to violate private property. They want to 
eliminate the forces which guide the actions of the individual in the 
market economy. They call them selfi shness, egoism, the profi t motive, 
or the like, and they want to replace them with other forces. They speak 
of conscience, of altruism, of awe of God, of brotherly love. And they 
want to replace “production for profi t” with “production for use.” They 
believe that this would suffi ce to secure the harmonious cooperation of 
men in an economy based on the division of labor so that there would 
not be any need for interventions—commands and interdictions—by 
an authority.

The error inherent in this doctrine is that it fails to recognize the 
important part the forces which it condemns as immoral play in the 
workings of the market. Precisely because the market economy does 
not demand anything from the individual with regard to the use of the 
means of production; precisely because he does not have to do any-
thing not in his own interest; precisely because the market economy 
accepts him as he is; and precisely because his “egoism” is suffi cient to 
coordinate him to the whole of social cooperation, his activity does not 
need the direction of norms nor of authorities enforcing the adherence 
to these norms. If the individual looks out for his own interest within 
the framework provided by private property and market exchange he 
is doing everything the society expects of him. In following the profi t 
motive his action necessarily becomes social.

By trying to replace the profi t motive, the guiding principle of pri-
vate ownership of the means of production, by so-called moral mo-
tives, we are destroying the purposiveness and the effi ciency of the 
market economy. Simply by advising the individual to follow the voice 
of his conscience and to replace egoism by altruism we cannot create 
a reasonable social order which could supplant the market economy. It 
is not enough to suggest that the individual should not buy at the low-
est price and should not sell at the highest price. It would be necessary 
to go further and to establish rules of conduct which would guide the 
individual in his activity.

The reformer thinks, for instance, the entrepreneur is hard and self-
ish when he uses his superiority to undersell his less effi cient competi-
tor and thus forces him to give up his entrepreneurial position. But just 
what is the “altruistic” entrepreneur to do? Shall he never sell at prices 
below those of any one of his competitors? Or shall he, under certain 
conditions, have the right to undersell competitors?
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The reformer thinks also: The entrepreneur is hard and selfi sh when 
he takes advantage of market conditions and refuses to sell the goods 
cheaply enough to make them available to the poor who cannot afford 
them at the prevailing high price. What is the “good”  entrepreneur 
supposed to do? Shall he give the goods away? As long as he asks any 
price for them, no matter how low, there will always be a demand which 
will not be satisfi ed. Which potential buyers is the entrepreneur en-
titled to exclude from the acquisition of the goods by insisting on a 
certain price?

We do not have to analyze here in detail the consequences of a de-
viation from the market price. If the seller is not permitted to undersell 
his less effi cient competitors at least a part of the supply will not be 
sold. If, in the interest of the poor, he is supposed to sell below the 
market his stock will not be suffi cient to satisfy all those who are will-
ing to pay his low price. We shall have more to say on this matter in 
our analysis of interferences with the price structure. Here, we merely 
wish to emphasize that it is not enough simply to tell the entrepreneur 
that he should not be guided by the market. We would have to tell him 
what to do. We would have to tell him how far to go in his price con-
cessions and price demands. If the profi t motive will no longer deter-
mine what and in what quantities he is to produce we shall have to give 
him defi nite orders which he will have to obey. This means that his 
activity must be guided by the very type of authoritarian orders which 
the reformers tried to make superfl uous by appealing to conscience, 
morality, and brotherly love.

When we speak of “just” prices and “fair” wages we have to keep in 
mind that the only standard by which we can measure the justice and 
fairness of prices and wages is their compatibility with an ideal social 
order. If this ideal social order is sought outside of the market economy, 
then it cannot be realized by merely exhorting the individual to be 
“just” in his actions. It is necessary to specify what is just or unjust in 
each instance. Furthermore, rules must be established exactly regulat-
ing all possible cases, and an agency must be authorized to interpret 
these norms authentically, to enforce them, and also to supplement 
and modify them whenever necessary. It is irrelevant whether this au-
thority is the worldly state or a theocratic priesthood.

Reformers address their plea for the abandonment of egoism in fa-

6. Cf. below, chapter II, section 2.
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vor of altruism to the entrepreneurs and proprietors, sometimes to the 
workers. But the decisive factors in a market economy are the consum-
ers. They determine the attitudes the entrepreneurs and proprietors 
take. Therefore this plea should be addressed to the consumers. The 
reformers would have to make the consumer renounce the better and 
cheaper goods so as to protect less effi cient producers. The consumers 
would have to boycott those goods the sale of which endangers the 
continuance of conditions which appear socially desirable. And the 
consumers would have to impose upon themselves restrictions in their 
buying so as to make it possible for their less wealthy fellow citizens 
to purchase. If the reformers expect this attitude from the consumer, 
then they would have to tell him just how, where, and what he should 
buy, and at what prices. In addition they would have to take measures 
to force the consumer who does not follow these instructions to obey. 
But then the reformers would have done precisely what they wanted 
to avoid, namely, they would have regulated the economy by defi nite 
orders and would have penalized the disobedience of such orders.
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i.

Interference by Restriction

1. The Nature of Restrictive Measures

Restrictive measures are those measures undertaken by the authority 
which directly and primarily are intended to divert production, in the 
widest meaning of the word, including commerce and transportation, 
from the ways which it would take in the unhampered economy. Each 
interference diverts production from the channels prescribed by the 
market. The peculiar characteristic of restrictive measures lies in the 
fact that the diversion of production is a necessary and not unintended 
result of the intervention, and that the diversion of production is pre-
cisely what the authority seeks to accomplish by its action. Each inter-
vention has also the necessary effect of diverting consumption from 
the ways which it would choose in the unhampered market economy. 
The restrictive measure is no exception in this respect. But the diver-
sion of consumption is not the aim which its originators pursue; they 
want to infl uence production. The fact that these measures infl uence 
consumption as well seems to them a side effect which they either do 
not want at all or which they accept as unavoidable.

By restrictive measures the authority forbids the manufacture of cer-
tain goods, or it forbids the application of certain methods of produc-
tion, or it makes manufacture by such methods more diffi cult and more 
expensive. The authority thereby eliminates some of the means avail-
able for the satisfaction of human wants. The effect of the intervention 
is that men fi nd themselves in a position where they may only use their 
knowledge and ability, their efforts and their material resources in a 
less effi cient way. Such measures make people poorer.

Despite all attempts to invalidate this argument, the fact remains in-
disputable. In the unhampered market, forces are at work which tend to 
put every means of production to the use in which it is most  benefi cial 
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for the satisfaction of human wants. When the authority interferes with 
this process in order to bring about a different use of the productive 
factors it can only impair the supply, it cannot improve it.

This has been proved in an excellent and irrefutable manner for the 
most important group of restrictive measures by the extensive discus-
sion dealing with the economic effects of barriers to international trade. 
It appears superfl uous to add anything in this respect to the teachings 
of the classical school of political economy.

2. Costs and Benefi ts of Restrictive Measures

One might be of the opinion that the disadvantages which restrictive 
measures cause by diminishing productivity, and thus impairing sup-
ply, are outweighed by advantages in other fi elds. The authority might 
claim, for instance, that the preservation of a group of less effi cient 
producers is so important that the resulting cut in consumption ap-
pears quite justifi ed. It might consider it justifi ed to make bread more 
expensive for the masses of the people so that owners of less fertile 
farms might earn higher returns. The authority might also consider 
it a postulate of wise statesmanship to prohibit the introduction of 
certain machines in order to protect those enterprises which cannot 
afford such appliances from the competition of better equipped busi-
ness units. By outlawing department stores, chain stores, and similar 
forms of trade organizations, the authority might make it possible for 
the small retailers to stay in competition even though the interests of 
consumers suffer.

If such measures are undertaken in full recognition of their effects, 
if the authority is fully aware of what it is doing and what results it will 
accomplish, one might disapprove of its action only if one does not ap-
prove of its aim. But one cannot regard the action of the authority as 
contrary to purpose or senseless. From the standpoint of its aims and 
purposes, its action appears correct. To make the farmers better off, it 
wants to impose a burden on the bread consumers buy; in order to ac-
complish this purpose it has chosen the proper means when it imposes 
a protective tariff or an import prohibition on grain and fl our.

We all know that these things are presented in a different light to the 
public. It was successfully attempted to convince public opinion that 
the tariff barriers do not reduce supply, but rather that they increase 
supply. The protection of the small craftsman against the competition 
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of “big business,” the protection of the small retailer against the com-
petition of department and chain stores, were represented as measures 
for the general welfare, and as serving the protection of the consumers 
against exploitation. This was the only way to get favorable consider-
ation for a political policy, the very essence of which lies in the grant-
ing of privileges and advantages to particular groups at the expense of 
the other groups of the community.

3. The Restrictive Measure as a Privilege

The policy of restrictive measures was believed to be a policy favoring 
producers, while the policy which does not want to impair the working 
of the market process was considered to be a policy favoring consum-
ers. The advocates of the former policy justify it by pointing out that 
it was not the task of the authority to pursue a policy for the benefi t of 
those who merely consume the products of other people’s efforts; rather 
the authority should serve the man actively engaged in production. But 
in a system which is based on the division of labor, all are both pro-
ducers and consumers. There are no consumers whose income would 
not fl ow from production. The consumer is either an entrepreneur, an 
owner of means of production, or a worker. Or he is, as a member of a 
family, being supported by an entrepreneur, an owner of means of pro-
duction, or by a worker. Each producer, on the other hand, is necessar-
ily also a consumer. It is naive to claim that a single measure or a single 
policy would protect the interests of producers against the interests of 
consumers. The only statement which can properly be made is that al-
most every restrictive measure brings advantages to a limited group of 
people while it affects adversely all others, or at least a majority of oth-
ers. The interventions, therefore, may be regarded as privileges, which 
are granted to some at the expense of others.

Privileges benefi t the recipient and impair the position of the other 
members of the system. If the privileges benefi t a limited number of 
persons only, they fulfi ll their purpose; they benefi t them at the expense 
of others not so favored. If, however, all are equally benefi ted, then the 
system of privileges becomes nonsensical. As long as protective tariffs 
benefi t only some of the producers or various groups of  producers to 

1. The limitation implied here by the word “almost” should not mean that there are restrictive 
measures which do not disadvantage anyone; it should indicate only that some such measures 
not only do not benefi t anyone, but put everybody at a disadvantage.
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a different extent, then some producers are still privileged. But if all 
producers are equally protected, then the policy becomes truly self-
defeating. Then nobody gains but everybody loses.

4. Restrictive Measures as Expenditures

One might consider some restrictive measures as justifi ed if one regards 
them as a part of the public spending policy rather than as measures 
aimed at production and supply. If for love of nature or for scientifi c 
purposes we want to preserve a piece of land in its natural state as a na-
tional park and therefore want to keep it from all productive purposes, 
we might expect general approval so long as we keep this plan within 
the limits of the public budget. We might then fi nd it more appropriate 
not to place the burden of this expenditure on the owners of this land 
but to distribute it among all citizens by buying the land rather than 
expropriating it. But this is not important for our analysis. Decisive is 
the fact that we consider this proposition from the standpoint of expen-
diture, not of production.

This is the only correct viewpoint to assume with regard to restric-
tive measures. Restrictive measures, the only possible effect of which 
can be the impairment of supply, should not be considered as mea-
sures of production policy. They work for consumption but not produc-
tion. Restrictive measures can never bring about economic effi ciency, 
never a system of production of goods and the improvement of the state 
of supply. One might differ as to the advisability of protecting the Prus-
sian Junkers by a tariff on grain imports against the competition of the 
Canadian farmers who are producing on more fertile soil. But if we 
advocate a tariff to protect Prussian grain producers, we are not recom-
mending a measure in favor of the production of the supply of grain, 
but a measure designed to assist the owners of German land at the 
expense of the German grain consumers. It will never be possible to 
base an economic system on such assistance privileges; such measures 
can only be paid as expenditures from means which are otherwise pro-
cured. When Louis XIV granted a sinecure out of public revenues to 
one of his favorites, this act was spending; it was not economic policy. 
The fact that restrictive measures do not deserve a consideration dif-
ferent from these royal privileges is obscured by the technique of their 
execution. But this does not change their essential nature. Whether 
such an expenditure is justifi ed or not is of no concern for economic 
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evaluation; even the kings of the ancien régime did not always grant 
favors to unworthy men.

There are undoubtedly cases in which restrictive measures appear 
justifi ed to most or all of our citizens. But all restrictive measures are 
fundamentally expenditures. They diminish the supply of productive 
means available for the supply of other goods. Consequently it would 
be contrary to logic to represent a market economy, which is hampered 
by such restrictive measures, as a separate system of social cooperation 
in contrast to the unhampered market economy. We have to consider 
the restrictive measure as spending policy, not as a means of increasing 
the supplies of productive goods.

Once we recognize the true nature of restrictive measures and re-
fuse to be misled by the naive efforts to justify them as “promoting wel-
fare” or even “promoting production,” we discover that the ends sought 
by these measures can often be accomplished much more cheaply by 
direct subsidies from public funds. If we do not prevent the producers 
from achieving the highest possible yield from the available produc-
tive resources, we will not impair the productivity of the economy and 
we will be in a better position to draw from the increased wealth the 
means necessary for subsidizing those whom we desire to privilege.
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ii.

Interference by Price Control

1. The Alternative: Statutory Law versus Economic Law

Measures of price control are directed at fi xing prices, wages, and in-
terest rates at amounts different from those prevailing in the unham-
pered market. The authority or the group expressly or tacitly entrusted 
by the authority with power to control prices fi xes them as maximums 
or minimums. The police power is used to enforce these decrees.

The aim underlying such interference with the price structure of 
the market is either to privilege the seller (in the case of minimum 
prices) or to privilege the buyer (in the case of maximum prices). The 
minimum price should make it possible for the seller to achieve better 
prices for the goods he is offering; the maximum price should enable 
the buyer to acquire the goods he desires at a lower price. It depends on 
political conditions just which group the authority will favor. At times 
maximum prices have been established, at times minimum prices; at 
times maximum wages, at times minimum wages. Only for interest 
rates have there been only maximums, never minimums. Political ex-
pediency has always demanded such a course.

Out of the controversies over governmental regulation of prices, 
wages, and interest rates, the science of political economy developed. 
For hundreds and even for thousands of years the authorities have at-
tempted to infl uence prices through the use of their power apparatus. 
They have imposed the heaviest penalties on those who refused to 
obey their orders. Innumerable lives have been lost in this struggle. 
In no other fi eld has the police force displayed more eagerness to use 
its power, and in no other case has the vindictiveness of the authori-
ties found more enthusiastic support by the masses. And still all these 
attempts failed of their objective. The explanation which this failure 
has found in the philosophical, theological, political, and historical 
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 literature precisely refl ects the opinion of the authorities and of the 
masses. It was maintained that human beings were egoistical and bad 
by nature and that the authority had been too weak and too reluctant 
to use force; what were required were hard and ruthless rulers.

Realization of the truth had its origin in the observations of the 
effects of such measures in a narrowly confi ned fi eld of application. 
Among the price control measures, particular importance attaches 
to the attempts of the authority to impart to debased coins the same 
value as to coins of full metallic content, and to maintain a fi xed ex-
change ratio between the precious metals gold and silver, and later 
between metallic money and depreciated paper money. The reasons 
which caused the failure of all such attempts were early realized and 
were formulated in the law named after Sir Thomas Gresham.* From 
these early beginnings it was still a long way to the great discoveries of 
the Scottish and English philosophers of the eighteenth century, that 
the market followed certain laws which bound all market phenomena 
in a necessary relation.

The discovery of the inevitable laws of the market and exchange was 
one of the great achievements of the human mind. It laid the corner-
stone for the development of liberal sociology† and gave rise to liber-
alism and thus brought with it our modern culture and economy. It 
paved the way for the great technological achievements of our time. It 
was at the same time the starting point of a systematic science of hu-
man action, that is, of economics.

The pre-scientifi c mind distinguished between the good and the 
bad, the just and the unjust in human action. It believed that human 
behavior could be evaluated and judged by the established standards 
of a heteronomous moral law. It thought that human action was free in 
the sense of not being subject to the inherent laws of human behavior. 
Man should, it argued, act morally; if he acted differently God would 
punish him in the hereafter if not during his lifetime; man’s actions do 
not have any other consequences. Therefore, there need be no limit to 
what the authority might do as long as it did not come in confl ict with 

* [Sir Thomas Gresham (1519–1579) pointed out that debasing the money led to a decline in 
the value of English coins and to gold’s leaving the country and thus was credited with develop-
ing “Gresham’s law.” Also see below, p. 47.—Editor]
† [Mises uses “sociology” here to mean the science of human action. He later came to consider 
“sociology” inexpedient for use in that sense; in his major work, Human Action (1949) he used 
the term “praxeology” to refer to the science of human action.—Editor]
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a stronger power. The sovereign authority is free in the exercise of its 
power provided it does not exceed the boundaries of the territory in 
which it is sovereign; it can accomplish everything it desires. There are 
physical laws which it cannot change; but in the social sphere there are 
no limitations on what it may do.

The science of political economy began with the realization that 
there is another limit for the sovereignty of those in power. The econo-
mist looks beyond the state and its power apparatus and discovers that 
human society is the outcome of human cooperation. He discovers 
that there prevail laws in the realm of social cooperation which the 
state is unable to modify. He recognizes that the process of the market, 
which is the result of these laws, determines prices and that the system 
of market prices provides the rationale of human cooperation. Prices 
no longer appear as the result of an arbitrary attitude of individuals 
dependent on their sense of justice but are recognized as the necessary 
and unequivocal product of the play of market forces. Each specifi c 
constellation of data produces a specifi c price structure as its neces-
sary corollary. It is not possible to change these prices—the “natural” 
prices—without having previously changed the data. Every deviation 
from the “natural” price releases forces which tend to bring the price 
back to its “natural” position.

This opinion is directly contrary to the belief that the authority can 
alter prices at will through its orders, interdictions, and penalties. If 
prices are determined by the structure of data, if they are the element 
in the process which effects social cooperation and which subordinates 
the activities of all individuals to the satisfaction of the wants of all 
members of the community, then an arbitrary change of prices, that 
is one independent of changes in the data, must necessarily create a 
disturbance in social cooperation. It is true that a strong and deter-
mined government can issue price orders and can cruelly revenge it-
self on those who fail to obey. But it will not achieve the aim it seeks 
through the price orders. Its intervention is but one of the data in the 
market which produces certain effects according to the inevitable laws 
of the market. It is extremely doubtful whether the government will be 
pleased with these effects and it is extremely doubtful whether the gov-
ernment will not consider them, when they appear, as even less desir-
able than the conditions it sought to change. At any rate these measures 
do not achieve what the authority wants to accomplish. Price interven-
tions are, therefore, from the standpoint of the initiating authority not 
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only ineffective and useless, but also contrary to purpose, harmful, and 
thus illogical.

Anyone attempting to refute the logic of these conclusions denies 
the possibility of analysis in the fi eld of economics. There would other-
wise be no such thing as economics and everything that has been writ-
ten on economic matters would be meaningless. If prices can be fi xed 
by the authority without producing a reaction in the market which is 
contrary to the intentions of the authority, then it is futile to attempt 
an explanation of prices on the basis of market forces. The very es-
sence of such an explanation of market forces lies in the assumption 
that each constellation of the market has a corresponding price struc-
ture and that forces operate in the market which tend to restore this—
“natural”—structure of prices if it is disturbed.

In their defense of price controls, the representatives of the Histori-
cal School of Political Economy, and nowadays the Institutionalists, 
reason quite logically from their viewpoint because they do not recog-
nize economic theory. To them economics is merely an aggregate of 
authoritarian orders and measures. Illogical, however, is the argument 
of those who on the one hand study the problems of the market with 
the methods of theoretical analysis but on the other hand refuse to 
admit that price control measures necessarily produce results contrary 
to purpose.

The only alternatives are statutory law or economic law. Prices are 
either arbitrarily determined by the individuals in the market and may, 
therefore, be channeled by orders of the authorities in any desired 
direction; or prices are determined by the market forces commonly 
called supply and demand and the intervention of the authority affects 
the market as but one of many factors. There is no compromise pos-
sible between these two viewpoints.

2. The Reaction of the Market

Price control measures paralyze the working of the market. They de-
stroy the market. They deprive the market economy of its steering 
power and render it unworkable.

The price structure of the market is characterized by its tendency to 
bring supply and demand into balance. If the authority attempts to fi x 
a price different from the market price, this situation cannot prevail. 
In the case of maximum prices, there are potential buyers who cannot 
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buy although they are ready to pay the price fi xed by the authority, 
or even to pay a higher price. Or there are—in the case of minimum 
 prices—potential sellers who cannot fi nd buyers even though they are 
willing to sell at the price established by the authority, or even to sell 
at a lower price. The price is no longer the means of segregating those 
potential buyers and sellers who may buy or sell from those who may 
not. A different principle of selection has to come into operation. It 
may be that only those who come fi rst or those who occupy a privi-
leged position due to particular circumstances (personal connections, 
for instance) will actually buy or sell. But it may also be that the au-
thority itself takes over the regulation of distribution. At any rate the 
market is no longer able to provide for the distribution of the available 
supply to the consumers. If chaotic conditions are to be avoided, and if 
neither chance nor force is to be relied upon to determine distribution, 
the authority has to undertake this task by some system of rationing.

But the market is not only engaged in the distribution of a given 
stock of ready consumption goods. Its foremost task consists in direct-
ing production. It directs the means of production to those uses which 
serve most urgent needs. If maximum prices are set below the ideal 
market price for certain consumers’ goods only, without at the same 
time regulating the prices of all complementary means of production 
as well, then those means of production which are not completely spe-
cialized will be used to a greater extent in the production of other con-
sumption goods which are not hit by the price fi xing. Production will 
thus be diverted from goods which are more urgently needed by the 
consumer but which are affected by the price fi xing, and it will go into 
the production of other goods which from the standpoint of the con-
sumer are less important but which are free from regulations. If it was 
the intention of the authorities to make the goods covered by the price 
fi xing more easily available by its maximum prices, then its measure 
failed. Its production would either be restricted or would cease com-
pletely. A simultaneous price fi xing for complementary goods would 
not have much of an effect either, unless all complementary goods are 
of such specialized character that they could be used only for the pro-
duction of this one good. As labor does not have this highly specialized 
character we may omit it from our considerations. If the authority is not 
willing to accept the fact that the result of its measures to make a good 
cheaper is that the supply of such goods stops completely, then the au-
thority cannot confi ne itself to such interventions as affect merely the 
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prices of all goods and services necessary for such production. It has to 
go farther and prevent capital, labor, and entrepreneurial activity from 
leaving this line of production. It must fi x the prices of all goods and 
services and of interest rates also. And it must issue specifi c orders stat-
ing what and how goods and services should be produced and at what 
prices and to whom they should be sold.

The isolated price control measure fails to accomplish the purpose 
in the operation of the market economy which its originators aim at; 
it is—from the standpoint of its originators—not only useless, but also 
contrary to purpose because it aggravates the “evil” which it is intended 
to alleviate. Before the price control was instituted the good was, in 
the opinion of the authority, too expensive; now, it disappears from 
the market. But, this effect was not intended by the authority which 
wanted only to make the good cheaper for the consumer. On the con-
trary, from its standpoint we have to regard the lack of the good, its 
unavailability, as the greater evil; the authority aimed at an increased 
supply, not at a diminution of supply. We may say, therefore, that the 
isolated price control measure defeats its own purpose, and that a sys-
tem of economic policy which is based on such measures is contrary to 
purpose and futile.

If the authority is not willing to remedy the evils created by such iso-
lated intervention, by cancelling the price control measure, then it has 
to follow up this fi rst step with further measures. Further orders must 
be added to the initial order not to demand higher prices than those 
decreed—the order to sell the whole supply, instructions to whom to 
sell and in what quantities these sales are to be made, price control 
measures regarding complementary goods, wage rates and compul-
sory labor for workers, and interest rate control, and fi nally orders to 
produce and instructions about the choice of investment opportunities 
for the owners of the means of production. These regulations cannot 
be restricted to one or several branches of production only, but have 
to be expanded to cover all production. They must of necessity regu-
late the prices of all commodities, all wages, and the actions of all en-
trepreneurs, capitalists, landowners, and workers. But this means that 

1. Direct fi xing of prices for the material means of production which cannot be used in direct 
consumption may be omitted; if the prices are fi xed for all consumers’ goods, and if interest and 
wage rates are fi xed, and if all workers are forced to work, and all owners of the means of pro-
duction are forced to produce, then the prices of material means of production are indirectly 
fi xed as well.
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the  direction of all production and distribution is placed in the hands 
of the authority. The market economy, whether intended or not, has 
turned into a socialist economy.

There are only two situations in which price control measures may 
be used effectively in a narrowly confi ned sphere:

1. Price control measures lead to a restriction of production because 
they make it impossible for the marginal producer to produce without 
a loss. The nonspecialized productive factors are being transferred to 
other branches of production. The highly specialized productive fac-
tors, which under market prices were used to the extent permitted by 
opportunities for alternative uses of the nonspecialized complementary 
factors, will now be used to a smaller extent; a part of them will not be 
employed. But if the quantity of highly specialized factors is so limited 
that they are completely utilized under the rule of market prices for the 
products, then there is a certain fi eld of latitude given for authoritarian 
orders which lower prices. The price fi xing does not cause a restriction 
of production as long as it does not absorb completely the absolute rent 
of the marginal producers. An intervention which does not go beyond 
this limit does not decrease supply. But as it increases demand it cre-
ates maladjustments between supply and demand which lead to cha-
otic conditions unless the authority itself provides for the allocation of 
the products among prospective buyers.

As an example: The authority must establish maximum rents for 
apartments and for store space in central urban locations. If the author-
ity does not go as far as to make agricultural utilization of the land ap-
pear preferable to the owners, this action will not decrease the supply 
of apartments and stores. But, at the prices fi xed by the authority the 
demand will exceed the available facilities. How the authority distrib-
utes these limited facilities among those who are willing to pay the 
fi xed rent is immaterial. No matter what the distribution, the result 
will be that a return is taken from the landowner and given to the ten-
ants. The authority has taken wealth from some individuals and given 
it to others.

2. The second situation in which price control measures can be used 
with some degree of effectiveness is offered by the case of monopoly 
prices. The price control measure may succeed in the case of monop-
oly prices if it does not intend to lower the prices below the point at 

2. For the sake of simplifi cation we disregard construction costs.

L4846.indb   30L4846.indb   30 10/15/10   8:59:59 AM10/15/10   8:59:59 AM



minimum wages and unemployment � 31

which the competitive price would be in the nonmonopolized, unham-
pered market. In the case of monopoly prices established by an interna-
tional cartel of mercury producers, a world (or international) authority 
may successfully enforce price controls which will bring the price of 
mercury down to the point at which it would sell under competition 
among several producers. Of course, the same holds true in the case 
of institutional monopolies. If an intervention by the authorities has 
created the necessary conditions for monopoly prices, then a second 
decree may again destroy them. If by the grant of a patent right an 
inventor was placed in a position to demand monopoly prices then the 
authority may also take away the previously granted privilege by fi xing 
a price for the patented article which would otherwise be possible only 
under competition. Thus, price fi xing was effective in the time of the 
guilds which aimed at monopoly prices. Thus it may also be effective 
against cartels made possible by protective tariffs.

Authorities like to appraise the effects of their actions optimistically. 
If the price fi xing has the effect that goods of inferior quality take the 
place of better quality merchandise, the authority is only too ready to 
disregard the difference in the quality and to persist in the illusion that 
its intervention has had the effect it desired. At times and temporarily a 
small but very dearly bought success may be achieved. The producers 
of goods hit by the price fi xing may prefer to bear losses for a certain 
time rather than to run new risks; they may be afraid, for instance, that 
their plants will be looted by the incited masses without adequate pro-
tection of the government being available. In such instances the price 
control measure leads to the consumption of capital and thus indirectly 
and eventually to an impairment of supply of products.

Except for the two mentioned exceptions, price control measures 
are not the proper means for the authority to direct the market econ-
omy into the desired channels. The forces of the market prove stronger 
than the power of the authority. The authority has to face the alterna-
tives, either to accept the law of the market as it stands, or to attempt to 
replace the market and the market economy by a system without the 
market, that is, by socialism.

3. Minimum Wages and Unemployment

Of greatest practical importance among the measures of price-fi xing 
policy are wage scales determined by trade union action. In some 
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countries minimum-wage rates were established by direct government 
action. The governments of other countries interfere with wages in-
directly only, by acquiescing in the application of active pressure by 
unions and their members against enterprises and those willing to 
work who do not abide by their wage orders. The authoritatively fi xed 
wage rate tends to cause permanent unemployment of a considerable 
part of the labor force. Here again the government usually intervenes 
by granting unemployment relief.

When we speak of wages we shall always mean real wages, not 
money wages. It is obvious that a change in the purchasing power of 
the monetary unit must be followed, sooner or later, by a change in the 
nominal money rate of wages.

Economists were always fully aware that wages, too, were a mar-
ket phenomenon and that there were forces operative in the market 
which, should wages depart from market wages, tend to bring wages 
back to the point conforming to market conditions. If wages fall below 
the point prescribed by the market, then the competition of entrepre-
neurs who seek workers will raise them again. If wages rise above the 
market level, part of the demand for labor will be eliminated and the 
pressure of those who become unemployed will make wages fall again. 
Even Karl Marx and the Marxists have always maintained that it is 
impossible for the trade unions to raise the wages of all workers perma-
nently above the level established by market conditions. The advocates 
of unionism have never answered this argument. They have merely 
condemned economics as a “dismal science.”

To deny that raising wages above the point prescribed by mar-
ket conditions must necessarily lead to a reduction in the number of 
 employed workers is tantamount to asserting that the size of the labor 
supply has no infl uence on wage rates. A few remarks will prove the fal-
lacy of such assertions. Why are opera tenors so highly paid? Because 
the supply is very small. If the supply of opera tenors were as large as 
the supply of chauffeurs, their incomes would, given a corresponding 
demand, immediately sink to the level of chauffeur wages. What does 
the entrepreneur do if he requires especially skilled workers of whom 
only a limited number is available? He raises the wages he offers in or-
der to induce workers to leave competing entrepreneurs and to attract 
those he seeks.

As long as only one part of the labor force, mostly skilled workers, 
was unionized, the wage raise forced by the union did not lead to un-
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employment but caused wages for unskilled labor to fall. The skilled 
workers who lost their jobs in consequence of the wage policy of the 
trade unions entered the market for unskilled labor and thereby in-
creased the supply. The corollary of higher wages for organized labor 
was lower wages for unorganized labor. But, as soon as labor in all lines 
of production becomes organized, the situation changes. Then, the 
workers who become unemployed in one industry can no longer fi nd 
employment in other lines; they remain unemployed.

The trade unions testify to the validity of this point of view when 
they try to prevent the infl ux of workers into their industry or into their 
country. When the trade unions refuse to admit new members or make 
their admission more diffi cult by high initiation fees, or when they fi ght 
immigration, they prove themselves convinced that a larger number of 
workers could only be employed if wages were lowered.

Also by recommending credit expansion* as a means of reducing un-
employment, the trade unions admit the soundness of the wage theory 
of the economists whom they otherwise dismiss as “orthodox.” Credit 
expansion reduces the value of the monetary unit and thus makes 
prices rise. If money wages remain stable or at least do not rise to the 
same extent as commodity prices, this means a reduction of real wages. 
Lower real wages make it possible to employ more workers.

Finally, we have to consider it a tribute to the “orthodox” wage the-
ory that the trade unions impose upon themselves restrictions in their 
fi xing of wage rates. The same methods by which trade unions force 
the entrepreneur to pay wages which are 10 percent above the rates 
which would prevail in the unhampered market might make it possible 
to bring about even considerably higher wages. Why, therefore, not ask 
for a wage increase of 50 percent, or 100 percent? The trade unions re-
frain from such a policy because they know that an even greater num-
ber of their members would lose their jobs.

The economist considers wages a market phenomenon; he is of 
the opinion that at any given moment wages are determined by the 
prevailing data of the market supply of material means of production 
and of labor, and by the demand for consumers’ goods. If by an act 
of intervention wages are fi xed at a point higher than the one given 
by market conditions, a part of the labor supply cannot be employed; 
unemployment rises. It is precisely the same situation as in the case of 

* [See chapter III.—Editor]
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 commodities. If the owners of commodities ask a price above the mar-
ket they cannot sell their entire stock.

If, however, as those who advocate wage fi xing by unions or by gov-
ernment maintain, wages are not defi nitely determined by the market, 
the question arises, why should wages not be made to rise still higher? 
It is, of course, desirable to have the workers receive as large incomes 
as possible. What then deters the trade unions, if not the fear of larger 
unemployment?

To this, the trade unions reply, we are not after high wages; all we 
want is “fair wages.” But what is “fair” in this case? If the raising of 
wages by intervention does not have effects which are injurious to la-
bor’s interests, then it certainly is unfair not to go still further in raising 
wages. What prevents the trade unions and the government offi cials, 
who are entrusted with the arbitration of wage disputes, from raising 
the wages still more?

In some countries it was demanded that wages be fi xed in such a 
way as to confi scate all the income of entrepreneurs and capitalists, 
other than salary for managerial activity, and to distribute it to the wage 
earners. To achieve this, orders were issued prohibiting the dismissal of 
workers without special permission of the government. By this measure 
an increase in unemployment was prevented in the short run. But it 
caused other effects which in the long run were contrary to the inter-
ests of the workers. If entrepreneurs and capitalists do not receive prof-
its and interest payments they will not starve or ask for charity; they will 
live on their capital. The consumption of capital, however, changes the 
ratio of capital to labor, lowers the marginal productivity of labor, and 
thus ultimately lowers wages. It is in the interest of the wage earners 
that capital should not be consumed.

It should be emphasized that the preceding statements refer to one 
aspect only of trade union activity, namely their policy to raise wages 
above the rates which would prevail in the unhampered market. What 
other activities the trade unions are carrying on or might undertake 
has no bearing on the subject.

4. The Political Consequences of Unemployment

Unemployment as a permanent phenomenon of considerable mag-
nitude has become the foremost political problem of all democratic 
countries. That millions are permanently excluded from the productive 
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process is a condition which cannot be tolerated for any length of time. 
The unemployed individual wants work. He wants to earn because he 
considers the opportunities which wages afford higher than the doubt-
ful value of permanent leisure in poverty. He despairs because he is 
unable to fi nd work. From among the unemployed, the adventurers 
and the aspiring dictators select their storm troopers.

Public opinion regards the pressure of unemployment as a proof of 
the failure of the market economy. The public believes that capitalism 
has shown its inability to solve the problems of social cooperation. Un-
employment appears as the inescapable result of the antinomies, the 
contradictions, of the capitalistic economy. Public opinion fails to real-
ize that the real cause for the permanent and large unemployment is to 
be sought in the wage policy of the trade unions and in the assistance 
granted to such policy by the government. The voice of the economist 
does not reach the public.

Laymen have always believed that technological progress deprived 
people of their livelihood. For this reason the guilds persecuted every 
inventor; for this reason craftsmen destroyed machines. Today the op-
ponents of technological progress have the support of men who are 
commonly regarded as scientists. In books and articles it is asserted 
that technological unemployment is unavoidable—in the capitalistic 
system, at least. As a means to fi ght unemployment shorter working 
hours are recommended; as weekly wages are to remain stable or to 
be lowered less than proportionately, or even increased, this means in 
most cases further wage rate raises and thus increased unemployment. 
Public works projects are recommended as a means to provide employ-
ment. But if the necessary funds are secured by issuing government 
bonds or by taxation, the situation remains unchanged. The funds 
used for the relief projects are withdrawn from other production, the 
increase of employment opportunities is counteracted by a decrease of 
employment opportunities in other branches of the economic system.

Finally credit expansion and infl ation are resorted to. But with rising 
prices and falling real wages the trade union demands for higher wages 
are gaining momentum. However, we have to note that devaluations 
and similar infl ationary measures have, in some instances, been tem-
porarily successful in alleviating the effects of union wage policy and 
in halting temporarily the growth of unemployment.

Compared with the ineffectual handling of the unemployment prob-
lem by countries which customarily are called democratic, the policy 
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of dictatorships appears extremely successful. Unemployment disap-
pears if compulsory labor is introduced by inducting the unemployed 
into the army and other military units, into labor camps and similar 
compulsory service. The workers in these services must be satisfi ed 
with wages which are far below those of other workers. Gradually an 
approximation of wage rates is sought by raising the wages of the ser-
vice workers and by lowering the wages of other workers. The political 
successes of the totalitarian countries are primarily based on the results 
which they achieved in the fi ght against service workers and by lower-
ing the wages of other workers. The political successes of the totalitar-
ian countries are primarily based on the results which they achieved in 
the fi ght against unemployment.
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iii.

Infl ation and Credit Expansion

1. Infl ation

Infl ationism is that policy which by increasing the quantity of money 
or credit seeks to raise money prices and money wages or seeks to coun-
teract a decline of money prices and money wages which threatens as 
the result of an increase in the supply of consumers’ goods.

In order to understand the economic signifi cance of infl ationism we 
have to refer to a fundamental law of monetary theory. This law says: 
The service which money renders to the economic community is in-
dependent of the amount of money. Whether the absolute amount of 
money in a closed economic system is large or small does not matter. 
In the long run the purchasing power of the monetary unit will estab-
lish itself at the point at which the demand for money will equal the 
quantity of money. The fact that each individual would like to have 
more money should not deceive us. Everybody wants to be richer, to 
have more goods, and he expresses it by saying he wants more money. 
But were he to receive additional money, he would spend it by increas-
ing his consumption, or by increasing his investments; he would in 
the long run neither increase his ready cash at all, nor increase it sig-
nifi cantly compared with the increase in his supply of goods and ser-
vices. Furthermore, the satisfaction which he derives from the receipt 
of additional money will depend on his receiving a larger share of the 
additional money than others and on receiving it earlier than others. 
An inhabitant of Berlin, who in 1914 would have been jubilant upon re-
ceiving an unexpected legacy of 1,000 marks, did not think an amount 
of 1,000,000,000 marks worth his attention in the fall of 1923.

If we disregard the function of money as a standard of deferred pay-
ments, that is, the fact that there are obligations and claims expressed 
in fi xed amounts of money maturing in the future, we easily recognize 
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that it does not matter for a closed economy whether its total quantity 
of money is x million money units or 100x million money units. In the 
latter case prices and wages will simply be expressed in larger quanti-
ties of the monetary unit.

What the advocates of infl ation desire and the proponents of sound 
money oppose is not the ultimate result of infl ation, namely, the in-
crease of the money quantity itself, but rather the effects of the process 
by which the additional money enters the economic system and gradu-
ally changes prices and wages. The social consequences of infl ation 
are twofold: (1) the meaning of all deferred payments is altered to the 
advantage of the debtors and to the disadvantage of the creditors, or (2) 
the price changes do not occur simultaneously nor to the same extent 
for all individual commodities and services. Therefore, as long as the 
infl ation has not exerted its full effects on prices and wages there are 
groups in the community which gain, and groups which lose. Those 
gain who are in a position to sell the goods and services they are offer-
ing at higher prices, while they are still paying the old low prices for the 
goods and services they are buying. On the other hand, those lose who 
have to pay higher prices, while still receiving lower prices for their 
own products and services. If, for instance, the government increases 
the quantity of money in order to pay for armaments, the entrepre-
neurs and workers of the munitions industries will be the fi rst to realize 
infl ationary gains. Other groups will suffer from the rising prices until 
the prices for their products and services go up as well. It is on this time 
lag between the changes in the prices of various commodities and ser-
vices that the import-discouraging and export-promoting effect* of the 
lowering of the purchasing power of the domestic money is based.

Because the effects which the infl ationists seek by infl ation are of 
a temporary nature only, there can never be enough infl ation from 
the infl ationist point of view. Once the quantity of money ceases to 
increase, the groups who were reaping gains during the infl ation lose 
their privileged position. They may keep the gains they realized during 
the infl ation but they cannot make any further gains. The gradual rise 
of the prices of goods which they previously were buying at compara-
tively low prices now impairs their position because as sellers they can-

* [By introducing additional domestic money, the purchasing power of each unit is lowered 
and the relative value of foreign moneys or foreign exchange is raised. Thus imports become 
more expensive and are discouraged while exports are encouraged because they are less 
expensive.—Editor]
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not expect prices to rise further. The clamor for infl ation will therefore 
persist.

But on the other hand infl ation cannot continue indefi nitely. As 
soon as the public realizes that the government does not intend to stop 
infl ation, that the quantity of money will continue to increase with no 
end in sight, and that consequently the money prices of all goods and 
services will continue to soar with no possibility of stopping them, ev-
erybody will tend to buy as much as possible and to keep his ready cash 
at a minimum. The keeping of cash under such conditions involves 
not only the costs usually called interest, but also considerable losses 
due to the decrease in the money’s purchasing power. The advantages 
of holding cash must be bought at sacrifi ces which appear so high that 
everybody restricts more and more his ready cash. During the great 
infl ations of World War I, this development was termed “a fl ight to 
commodities” and the “crack-up boom.” The monetary system is then 
bound to collapse; a panic ensues; it ends in a complete devaluation 
of money. Barter is substituted or a new kind of money is resorted to. 
Examples are the Continental currency in 1781, the French assignats in 
1796, and the German mark in 1923.

Many false arguments are used to defend infl ationism. Least harm-
ful is the claim that a moderate infl ation does not do much harm. This 
has to be admitted. A small dose of poison is less pernicious than a 
large one. But this is no justifi cation for administering the poison in 
the fi rst place.

It is claimed that in times of a grave emergency the use of means 
may be justifi ed which in normal times would not be considered. But 
who is to decide whether the emergency is grave enough to warrant the 
application of dangerous measures? Every government and every politi-
cal party in power is inclined to regard the diffi culties it has to cope 
with as quite extraordinary and to conclude that any means for com-
bating them is justifi ed. The drug addict, who says he will abstain from 
tomorrow on, will never conquer the drug habit. We have to adopt a 
sound policy today, not tomorrow.

It is frequently asserted that an infl ation is impossible as long as 
there are unemployed workers and idle machines. This, too, is a dan-
gerous error. If, in the course of an infl ation, money wages fi rst remain 
unchanged and consequently real wages fall, more workers can be em-
ployed as long as this condition prevails. But this does not alter the 
other effects of infl ation. Whether idle plants will resume operations 
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depends on whether the prices of the goods they are able to produce 
will be among those fi rst affected by the price rise due to infl ation. If 
this is not the case the infl ation will fail to put them back to work.

Even worse is the error underlying the assertion that we cannot 
speak of infl ation when the increased quantity of money corresponds 
to a rising output of the means of production and productive facilities. 
It is irrelevant as far as changes in prices and wages due to the infl ation 
are concerned for what purposes the additional money is being spent. 
No matter how the means for spending are procured, the interests of 
a community and its citizens are better served under all conditions by 
building streets, houses, and plants than by destroying streets, houses, 
and plants. But this has nothing to do with the problem of infl ation. Its 
effects on prices and production make themselves felt even if it is used 
to fi nance useful projects.

Infl ation, the issue of additional paper money, and credit expansion 
are always intentional; they are never acts of God which strike people, 
like an earthquake. No matter how great and how urgent a need may 
be, it can only be satisfi ed from available goods, by goods which are 
produced by restricting other consumption. The infl ation does not pro-
duce additional goods, it determines only how much each individual 
citizen is to sacrifi ce. Like taxes or government borrowing, it is a means 
of fi nancing, not a means of satisfying demand.

It is maintained that infl ation is unavoidable in times of war. This, 
too, is an error. An increase in the quantity of money does not cre-
ate war materials—either directly or indirectly. Rather we should say, 
if a government does not dare to disclose to the people the bill for the 
war expenditures and does not dare impose the restrictions on con-
sumption which cannot be avoided, it will prefer infl ation to the other 
two means of fi nancing, namely taxation and borrowing. In any case, 
increased armaments and war must be paid for by people through re-
striction of other consumption. But it is politically expedient—even 
though fundamentally undemocratic—to tell the people that increased 
armaments and war create boom conditions and increase wealth. In 
any event, infl ation is a shortsighted policy.

Many groups welcome infl ation because it harms the creditor and 
benefi ts the debtor. It is thought to be a measure for the poor and 
against the rich. It is surprising to what extent traditional concepts 
persist even under completely changed conditions. At one time, the 
rich were creditors, the poor for the most part were debtors. But in the 
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time of bonds, debentures, savings banks, insurance, and social secu-
rity, things are different. The rich have invested their wealth in plants, 
warehouses, houses, estates, and common stock and consequently 
are debtors more often than creditors. On the other hand, the poor— 
except for farmers—are more often creditors than debtors. By pursu-
ing a policy against the creditor one injures the savings of the masses. 
One injures particularly the middle classes, the professional man, the 
endowed foundations, and the universities. Every benefi ciary of social 
security also falls victim to an anti-creditor policy.

It is not necessary specifi cally to discuss the counterpart of infl ation-
ism, namely defl ationism. Defl ation is unpopular for the very reason 
that it furthers the interests of the creditors at the expense of the debt-
ors. No political party and no government has ever tried to make a con-
scious defl ationary effort. The unpopularity of defl ation is evidenced 
by the fact that infl ationists constantly talk of the evils of defl ation in 
order to give their demands for infl ation and credit expansion the ap-
pearances of justifi cation.

2. Credit Expansion

It is a fundamental fact of human behavior that people value present 
goods higher than future goods. An apple available for immediate con-
sumption is valued higher than an apple which will be available next 
year. And an apple which will be available in a year is in turn valued 
higher than an apple which will become available in fi ve years. This 
difference in valuation appears in the market economy in the form of 
the discount, to which future goods are subject as compared to present 
goods. In money transactions this discount is called interest.

Interest therefore cannot be abolished. In order to do away with in-
terest we would have to prevent people from valuing a house, which to-
day is habitable, more highly than a house which will not be ready for 
use for ten years. Interest is not peculiar to the capitalistic system only. 
In a socialist community too the fact will have to be considered that a 
loaf of bread which will not be ready for consumption for another year 
does not satisfy present hunger.

Interest does not have its origin in the meeting of supply and de-
mand of money loans in the capital market. It is rather the function 
of the loan market, which in business terms is called the money mar-
ket (for short-term credit) and the capital market (for long-term credit), 
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to adjust the interest rates for loans transacted in money to the differ-
ence in the valuation of present and future goods. This difference in 
valuation is the real source of interest. An increase in the quantity of 
money, no matter how large, cannot in the long run infl uence the rate 
of interest.

No other economic law is less popular than this, that interest rates 
are, in the long run, independent of the quantity of money. Public 
opinion is reluctant to recognize interest as a market phenomenon. 
Interest is thought to be an evil, an obstacle to human welfare, and, 
therefore, it is demanded that it be eliminated or at least considerably 
reduced. And credit expansion is considered the proper means to bring 
about “easy money.”

There is no doubt that credit expansion leads to a reduction of the 
interest rate in the short run. At the beginning, the additional supply 
of credit forces the interest rate for money loans below the point which 
it would have in an unmanipulated market. But it is equally clear that 
even the greatest expansion of credit cannot change the difference in 
the valuation of future and present goods. The interest rate must ulti-
mately return to the point at which it corresponds to this difference in 
the valuation of goods. The description of this process of adjustment 
is the task of that part of economics which is called the theory of the 
business cycle.

At every constellation of prices, wages, and interest rates, there are 
projects which will not be carried out because a calculation of their 
profi tability shows that there is no chance for the success of such un-
dertakings. The businessman does not have the courage to start the 
enterprise because his calculations convince him that he will not gain, 
but will lose by it.

This unattractiveness of the project is not a consequence of money 
or credit conditions; it is due to the scarcity of economic goods and 
labor and to the fact that they have to be devoted to more urgent and 
therefore more attractive uses.

When the interest rate is artifi cially lowered by credit expansion the 
false impression is created that enterprises which previously had been 
regarded as unprofi table now become profi table. Easy money induces 
the entrepreneurs to embark upon businesses which they would not 
have undertaken at a higher interest rate. With the money borrowed 
from the banks they enter the market with additional demand and 
cause a rise in wages and in the prices of the means of production. 

L4846.indb   42L4846.indb   42 10/15/10   9:00:01 AM10/15/10   9:00:01 AM



Credit Expansion � 43

This boom of course would have to collapse immediately in the ab-
sence of further credit expansion, because these price increases would 
make the new enterprises appear unprofi table again. But if the banks 
continue with the credit expansion this brake fails to work. The boom 
continues.

But the boom cannot continue indefi nitely. There are two alter-
natives. Either the banks continue the credit expansion without re-
striction and thus cause constantly mounting price increases and an 
 ever-growing orgy of speculation, which, as in all other cases of unlim-
ited infl ation, ends in a “crack-up boom” and in a collapse of the money 
and credit system. Or the banks stop before this point is reached, vol-
untarily renounce further credit expansion, and thus bring about the 
crisis. The depression follows in both instances.

It is obvious that a mere banking process like credit expansion can-
not create more goods and wealth. What the credit expansion actually 
accomplishes is to introduce a source of error in the calculations of the 
entrepreneurs and thus causes them to misjudge business and invest-
ment projects. The entrepreneurs act as if more producers’ goods were 
available than are actually at hand. They plan expansion of production 
on a scale for which the available quantities of producers’ goods are not 
suffi cient. These plans are bound to fail because of the defi ciency in 
the available amount of producers’ goods. The result is that there are 
plants which cannot be used because the complementary facilities are 
lacking; there are plants which cannot be completed; there are other 
plants again whose products cannot be sold because consumers desire 
other products more urgently which cannot be produced in suffi cient 
quantities because the necessary productive facilities are not ready. 
The boom is not over-investment, it is misdirected investment.

It is frequently argued against this conclusion that it would hold true 
only if at the beginning of the credit expansion there were neither un-
used capacity nor unemployment. If there were unemployment and 
idle capacity, things would be different, they claim. But these assump-
tions do not affect the argument.

The fact that a part of the productive capacity which cannot be di-
verted to other uses is unused is the consequence of errors of the past. 
Investments were made in the past under assumptions which proved 
to be incorrect; the market now demands something else than what 

1. As explained in this section on “Credit Expansion.”
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can be produced by these facilities. The accumulation of inventories 
is speculation. The owner does not want to sell the goods at the cur-
rent market price because he hopes to realize a higher price at a future 
date. Unemployment of workers is also an aspect of speculation. The 
worker does not want to change his location or occupation, nor does 
he want to lower his wage demands because he hopes to fi nd the work 
he prefers at the place he prefers and at higher wages. Both the owners of 
merchandise and the unemployed refuse to adjust themselves to market 
conditions because they hope for new data which would change market 
conditions to their advantage. Because they do not make the necessary 
adjustments the economic system cannot reach “equilibrium.”

In the opinion of the advocates of credit expansion, what is neces-
sary fully to utilize the unused capacity, to sell the supply at prices ac-
ceptable to the owners, and to enable the unemployed to fi nd work 
at wages satisfactory to them is merely additional credit which such 
expansion could provide. This is the view which underlies all plans 
for “pump priming.” It would be correct for the stocks of goods and 
for the unemployed under two conditions: (1) if the price rises caused 
by the additional quantity of money and credit would uniformly and 
simultaneously affect all other prices and wages, and (2) if the owners 
of the excessive supplies and the unemployed would not increase their 
prices and wage demands. This would cause the exchange ratios be-
tween these goods and services and other goods and services to change 
in the same way as they would have to be changed in the absence of 
credit expansion, by reducing the price and wage demands in order to 
fi nd buyers and employers.

The course of the boom is not any different because, at its inception, 
there are unused productive capacity, unsold stocks of goods, and un-
employed workers. We might assume, for instance, that we are dealing 
with copper mines, copper inventories, and copper miners. The price 
of copper is at a point at which a number of mines cannot profi tably 
continue their production; their workers must remain idle if they do 
not want to change jobs; and the owners of the copper stocks can only 
sell part of it if they are unwilling to accept a lower price. What is 
needed to put the idle mines and miners back to work and to dispose of 
the copper supply without a price drop is an increase (p) in producers’ 

2. In the absence of credit expansion there also may be plants which are not fully utilized. But 
they do not disturb the market any more than does the unused submarginal land.
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goods in general, which would permit an expansion of overall produc-
tion, so that an increase in the price, sales, and production of copper 
would follow. If this increase (p) does not occur, but the entrepreneurs 
are induced by credit expansion to act as if it had occurred, the ef-
fects on the copper market will fi rst be the same as if p actually had 
appeared. But everything that has been said before of the effects of 
credit expansion develops in this case as well. The sole difference is 
that misdirected capital investment, as far as copper is concerned, does 
not necessitate the withdrawal of capital and labor from other branches 
of production, which under existing conditions are considered more 
important by the consumers. But this is only due to the fact that, as far 
as copper is concerned, the credit expansion boom impinges upon pre-
viously misdirected capital and labor which have not yet been adjusted 
by the normal corrective processes of the price mechanism.

The true meaning of the argument of unused capacity, unsold—or, 
as it is said inaccurately, unsalable—inventories, and idle labor now 
becomes apparent. The beginning of every credit expansion encoun-
ters such remnants of older, misdirected capital investments and ap-
parently “corrects” them. In actuality, it does nothing but disturb the 
workings of the adjustment process. The existence of unused means of 
production does not invalidate the conclusions of the monetary theory 
of the business cycle. The advocates of credit expansion are mistaken 
when they believe that, in view of unused means of production, the 
 suppression of all possibilities of credit expansion would perpetuate the 
depression. The measures they propose would not perpetuate real pros-
perity, but would constantly interfere with the process of readjustment 
and the return of normal conditions.

It is impossible to explain the cyclical changes of business on any 
basis other than the theory which commonly is referred to as the mon-
etary theory of the business cycle. Even those economists who refuse to 
recognize in the monetary theory the proper explanation of the busi-
ness cycle have never attempted to deny the validity of its conclusions 
about the effects of credit expansion. In order to defend their theories 
about the business cycle, which differ from the monetary theory, they 
still have to admit that the upswing cannot occur without simultaneous 
credit expansion, and that the end of the credit expansion also marks 
the turning point of the cycle. The opponents of the monetary theory 
actually confi ne themselves to the assertion that the upswing of the 
cycle is not caused by credit expansion, but by other factors, and that 
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the credit expansion, without which the upswing would be impossible, 
is not the result of a policy intended to lower the interest rate and to 
invite the execution of additional business plans, but that it is released 
somehow by conditions leading to the upswing without intervention by 
the banks or by the authorities.

It has been asserted that the credit expansion is released by the rise 
in the rate of interest through the failure of the banks to raise their 
interest rates in accordance with the rise in the “natural” rate. This 
argument too misses the main point of the monetary theory of the cy-
cle. Whether the credit expansion gets under way because the banks 
ease credit terms, or because they fail to stiffen the terms in accor-
dance with changed market conditions, is of minor importance. De-
cisive only is the fact that there is credit expansion because there exist 
institutions which consider it their task to infl uence interest rates by 
the granting of additional credit. Whoever believes that credit expan-
sion is a necessary factor in the movement which forces the economy 
into the upswing, which must be followed by a crisis and depression, 
would have to admit that the surest means to achieve a cycle-proof eco-
nomic system lies in preventing credit expansion. But despite the gen-
eral agreement that measures should be taken to smooth the wave-like 
movements of the cycle, measures to prevent credit expansion do not 
receive consideration. Business cycle policy is given the task to perpet-
uate the upswing created by the credit expansion and yet to prevent the 
break-down. Proposals to prevent credit expansion are refuted because 
supposedly they would perpetuate the depression. Nothing could be a 
more convincing proof of the theory which explains the business cycle 
as originating from interventions in favor of easy money than the obsti-
nate refusal to abandon credit expansion.

One would have to ignore all facts of recent economic history were 
one to deny that measures to lower rates are considered desirable and 
that credit expansion is regarded as the most reliable means to achieve 
this aim. The fact that the smooth functioning and the development 

3. [Fritz] Machlup (The Stock Market, Credit and Capital Formation, London, 1940, p. 248) 
speaks of “passive infl ationism.”
4. If a bank is unable to expand credit it cannot create an upswing even if it lowers its interest 
rate below the market rate. It would merely make a gift to its debtors. The conclusion to be 
drawn from the monetary theory of the cycle with regard to stabilizing measures is not the pos-
tulate that the banks should not lower the interest rate, but that they should not expand credit. 
This [Gottfried] Haberler (Prosperity and Depression, League of Nations, Geneva, 1939, p. 65ff.) 
misunderstood and therefore his criticisms are untenable.
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and steady progress of the economy is over and over again disturbed 
by artifi cial booms and ensuing depressions is not a necessary charac-
teristic of the market economy. It is rather the inevitable consequence 
of repeated interventions which intend to create easy money by credit 
expansion.

3. Foreign Exchange Control

An attempt by government forcibly to give the national credit money or 
paper money a value higher than its market price causes effects which 
Gresham’s Law describes. A condition results which generally is called 
a shortage of foreign exchange. This expression is misleading. Anyone 
who offers less than the market price for any good is unable to buy it; 
this holds true for foreign exchange just as much as for all other goods.

It is an essential characteristic of an economic good that it is not so 
abundant that it can satisfy all desired uses. A good of which in this 
sense there would not be a shortage would be a free good. As money 
is necessarily an economic good, not a free good, money of which 
there would not be a shortage is inconceivable. The governments, 
which adopt an infl ationary policy but at the same time pretend that 
they have not lowered the purchasing power of the domestic money, 
have something else in mind when they complain about a shortage 
of foreign exchange. Were the government to refrain from any further 
action once it had increased the quantity of the domestic money by 
infl ation, the value of the domestic money would fall relative to me-
tallic money and foreign exchange and its purchasing power would 
decline. However, there would not be a “shortage” of metallic money 
and foreign exchange. Those who were ready to pay the market price 
would obtain for their domestic money any desired amount of metal-
lic money or foreign exchange. Those who buy goods have to pay the 
market price given by the exchange rate of the market; they either have 
to pay in metallic money (or foreign exchange) or pay that amount of 
domestic money which is determined by the market rate for foreign 
exchange.

But the government is unwilling to accept these consequences. Be-
ing sovereign it believes itself omnipotent. It can issue penal laws; it 
has courts and police, gallows and jails at its disposal and can destroy 
anyone who rebels. Consequently, it orders that prices are not to rise. 
On the one hand, the government prints additional money, enters the 
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market with it, and thus creates an additional demand for goods. On 
the other hand it orders that prices should not rise, because govern-
ment thinks it can do anything at will.

We have already dealt with the attempts to fi x the prices of goods 
and services. Now we have to consider the attempts to fi x the rates of 
foreign exchange.

The government places the blame for the rise of foreign exchange 
rates on the unfavorable balance of payments and on speculation. Be-
ing unwilling to abandon the price fi xing for foreign exchange, it takes 
measures to reduce the demand. Foreign exchange is to be bought 
only by those who require it for a purpose of which the government 
approves. Goods, the importation of which the government considers 
superfl uous, should not be imported any longer; interest and amortiza-
tion payments to foreign creditors are to be discontinued; citizens are 
not to travel abroad. The government fails to realize that its efforts to 
“improve” the balance of payments are futile. If less is imported, less 
can be exported. Citizens who spend less on trips abroad, imported 
goods, and interest and repayment of foreign loans will not use the 
unspent money to increase their ready cash; they will spend it within 
the country and thus raise prices in the domestic market. Because 
prices rise, because citizens buy more within the country, less will be 
exported. Prices rise not only because imports have become more ex-
pensive in terms of domestic money; they rise because the quantity 
of money was increased and because the citizens display a greater de-
mand for domestic goods.

The government believes that it can accomplish its purpose by na-
tionalizing dealing in foreign exchange. Those who receive foreign 
exchange—from export transactions, for instance—must by law deliver 
it to the government and receive in exchange only the amount of do-
mestic money which corresponds to the foreign exchange price which 
has been fi xed by the government below the market price. Were this 
principle to be enforced consistently, exports would cease entirely. As 
the government does not want this effect it fi nally has to give in. It 
grants subsidies to the export trade intended to compensate for losses 
which the exporters suffer by the obligation to turn over to the govern-
ment at the fi xed price the foreign exchange they receive.

On the other hand the government sells foreign exchange to those 
who want to use it for purposes which meet with the approval of the 
government. Were the government to adhere to its fi ction and to 
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 demand only the offi cial price for this foreign exchange this would 
amount to subsidizing the importers (not the import trade). As this is 
not intended by the government, compensation is sought, for instance, 
by a proportionate raising of import duties or by imposing special taxes 
on the profi ts and transactions of the importers.

Control of foreign exchange means the nationalization of foreign 
trade and of all business with foreign countries. It does not alter foreign 
exchange rates. Whether or not the government suppresses the publi-
cation of actual foreign exchange rates which refl ect market conditions 
is immaterial. In foreign trade transactions only those rates are signifi -
cant which refl ect the purchasing power of domestic money.

The effects of such a nationalization of all economic relations with 
foreign countries on the life of the individual citizen are the more 
decisive the smaller the country and the more closely connected are 
its international economic relations. Foreign travel, attendance at for-
eign universities, and the reading of books and newspapers published 
abroad are only possible if the government places the necessary foreign 
exchange at the individual’s disposal. As a means of lowering the price 
of foreign exchange, the control is a complete failure. But it is an effec-
tive implement of dictatorship.

4. The Flight of Capital and the Problem of “Hot Money”

It is claimed that foreign exchange control is necessary to prevent the 
fl ight of capital.

If a capitalist fears complete or partial confi scation of his property 
by the government, he seeks to save whatever he can. It is, however, 
impossible to withdraw capital from enterprises and to transfer it to an-
other country without heavy losses. If there is a general fear of confi s-
cation by the government, the price paid for going businesses drops to 
the level which refl ects the probability of such confi scation. In October 
1917, enterprises in Russia which represented investments of millions 
of gold rubles were offered for the equivalent of a few pennies; later on 
they became completely unsalable.

The term “capital fl ight” is misleading. The capital invested in en-
terprises, buildings, and estates cannot fl ee; it can only change hands. 
The state which intends to confi scate does not lose anything by it. The 
new owner becomes the victim of the confi scation instead of the previ-
ous owner.
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Only the entrepreneur who has recognized the danger of confi sca-
tion in time is able to avoid the threatening loss by means other than 
the sale of his entire business. He may refrain from renewing the parts 
of the equipment which become used up and worn out, and he may 
transfer the amounts he thus saves to other countries. He may leave 
abroad funds resulting from export transactions. If he uses the fi rst 
means his plant will sooner or later cease to be productive or, at least, 
competitive. If he chooses the latter he will have to restrict or even 
close down his production because of the lack of working capital, un-
less he can borrow additional funds.

With this exception a state which intends to confi scate, completely 
or partially, the enterprises located in its territory does not run the risk 
of losing part of its spoils by the fl ight of capital.

The owners of money, promissory notes, deposits, and other claims 
fi nd themselves in a better position than the owners of enterprises and 
real property. They, however, are threatened not only by confi scation; 
infl ation too may deprive them of all or part of their property. But they 
are the ones who are able to buy foreign exchange and to transfer their 
capital abroad because their property consists of ready cash.

The governments do not like to admit this. They believe it to be the 
duty of every citizen to suffer quietly the confi scatory measures; and 
this even in the case when—as in infl ation—the measures do not ben-
efi t the state but only certain individual citizens. One of the tasks as-
signed to foreign exchange control is to prevent such a fl ight of capital.

Let us look at an historic example. During the fi rst years following 
the armistice of 1918, it was possible to sell abroad German, Austrian, 
and Hungarian bank notes, bonds, and debentures payable in the cur-
rencies of these countries. The governments impeded such sales either 
directly or indirectly by forcing their subjects to give up the foreign 
exchange received in such transactions. Did the German, Austrian, or 
Hungarian economies become richer or poorer by this intervention? 
Let us assume that in 1920 Austrians succeeded in selling Austrian 
mortgage bonds to foreigners at a price of $10 for each 1,000 kronen par 
value. The Austrian creditor would thus have salvaged about 5 percent 
of the nominal value of his claim. The Austrian debtor would not have 
been affected at all. However, when the Austrian debtor had to repay 
the debt in the nominal value of 1,000 kronen, which in 1914 was about 
$200, the 1,000 kronen he repaid in 1922 would have equaled only 
about 1.4¢. The loss of approximately $9.98 would have been suffered 
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by the foreign holder, not by an Austrian. Could one say,  therefore, 
that a policy which prevented such transactions was justifi ed from the 
standpoint of Austrian interests?

The holders of ready cash try as far as possible to avoid the dangers 
of devaluation which today threaten in every country. They keep large 
bank balances in those countries in which there is the least probabil-
ity of devaluation in the immediate future. If conditions change and 
they fear for these funds, they transfer such balances to other countries 
which for the moment seem to offer greater security. These balances 
which are always ready to fl ee—so-called “hot money”—have funda-
mentally infl uenced the data and the workings of the international 
money market. They present a serious problem in the operation of the 
modern banking system.

During the last hundred years all countries have adopted the single-
reserve system. In order to make it easier for the central bank to pursue 
a policy of domestic credit expansion the other banks were induced 
to deposit the greater part of their reserves with the central bank. The 
banks then reduced their vault cash to the amount necessary for the 
conduct of everyday normal business. They no longer considered it 
necessary to coordinate their payables and receivables as to maturity 
so that they should be able to fulfi ll their obligations at all times fully 
and promptly. To be able to meet the daily maturing claims of their de-
positors, they deemed it suffi cient to own assets which the central bank 
considered a satisfactory basis for the granting of credit.

When the infl ux of “hot money” began the banks did not see any 
danger in the increase of demand on short-term deposits. Relying on 
the central bank they accepted the deposits and used them as a basis 
for extending loans. They were unaware of the danger they were invit-
ing. They did not give any thought to the means which they would 
someday need to repay those deposits which obviously were always 
ready to move.

It is argued that the existence of such “hot money” necessitates for-
eign exchange control. Let us consider the situation in the United 
States. If, as of June 5, 1933, the United States had not forbidden the 
private holding of gold, the banks would have been able to carry on a 
gold deposit business as a particular branch of activity, separate from 
their other transactions. They would have bought gold for this branch 
of their activity and would have either held it themselves or deposited 
it earmarked for safekeeping with the Federal Reserve banks. Thus, 
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this gold would have become sterilized from the standpoint of the 
American currency and banking system. It is only because the govern-
ment has intervened by forbidding individuals to own gold that a “hot 
money” problem comes into being. The fact that the unwelcome effect 
of one intervention makes other interventions necessary does not jus-
tify interventionism.

Of course, the entire problem is today no longer of importance. The 
fl eeing funds have reached their last haven, America. There is no safe 
place left to which they could escape should this refuge prove vain.
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iv.

Confi scation and Subsidies

1. Confi scation

The complete confi scation of all private property is tantamount to the 
introduction of socialism. Therefore we do not have to deal with it in 
an analysis of the problems of interventionism. We are concerned here 
only with the partial confi scation of property. Such confi scation is to-
day attempted primarily by taxation.

The ideological motivations of such action is immaterial. The only 
question of interest to us is merely: What is sought by these measures 
and what is actually accomplished?

Let us fi rst consider taxes which directly or indirectly affect incomes 
only. In all countries there is today a tendency to tax larger incomes 
at higher rates than smaller incomes. In the case of incomes which 
exceed a certain amount most countries tax away, even nominally, up 
to 90 percent. Methods prescribed by law for the determination of the 
amount of income, and the interpretation of these laws by the admin-
istering agencies, fi x incomes considerably higher than could be estab-
lished on the basis of sound accounting principles. If taxpayers could 
not avoid some taxes by using loopholes in the laws, their actual taxes 
would thus not infrequently exceed by far the amount of their actual 
incomes. But legislators try to plug these loopholes.

Popular opinion is inclined to believe that the taxing away of huge 
incomes does not concern the less wealthy classes. This is a fallacy. 
The recipients of higher incomes usually consume a smaller propor-
tion of their incomes and save and invest a larger part than the less 
wealthy. And it is only through saving that capital is created. Only that 
part of income that is not consumed can be accumulated as capital. 
By making the higher incomes pay a larger share of the public expen-
ditures than lower incomes, one impedes the operation of capital and 
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eliminates the tendency, which prevails in a society with increasing 
capital, to increase the marginal productivity of labor and therefore to 
raise wages.

The same is, of course, true even to a greater extent of all methods 
of taxing away part of the principal. By drawing on capital to pay for 
public expenditures through inheritance taxes or a capital levy, for in-
stance, capital is directly consumed.

The demagogue tells the voters: “The state has to make large ex-
penditures. But the procurement of funds for these expenditures is not 
your concern. The rich should be made to pay.” The honest politician 
should say: “Unfortunately the state will need more money to cover its 
expenditures. In any case, you will have to carry most of the burden 
because you are receiving and consuming the largest share of the total 
national income. You have to choose between two methods. Either you 
restrict your consumption immediately, or you consume the capital of 
the wealthy fi rst and then a bit later you will suffer from falling wages.”

The worst type of demagogue goes even further by saying: “We have 
to arm and possibly even go to war. But this not only will not lower 
your standard of living; it will even increase it. Right now we shall un-
dertake a large-scale housing program and increase real wages.” To 
this we have to say that with a limited quantity of materials and labor 
we cannot simultaneously make both armaments and dwellings. Herr 
Göring* was more honest in this respect. He told his people “guns or 
butter,” but not “guns and (therefore) still more butter.” This honesty 
is the only thing Herr Göring will be able to claim to his credit before 
the tribunal of history.

A tax system which would serve the real interests of the wage earners 
would tax only that part of income which is being consumed, and not 
saved and invested. High taxes on the spending of the rich do not injure 
the interests of the masses; however, every measure which impedes the 
formation of capital or which consumes capital does injure them.

Of course, there are circumstances which make the consumption 
of capital unavoidable. A costly war cannot be fi nanced without such 

* [Hermann Göring (1893–1946) founded and, until 1936, headed the Gestapo, Nazi Germa-
ny’s secret police. He was responsible for Germany’s pre–World War II rearmament and later 
became chief of the German air force. In 1946, he was tried by the Allies at Nuremberg, con-
victed of war crimes, and sentenced to death by hanging. But two hours before his scheduled 
execution he cheated the gallows by swallowing poison he had cleverly concealed from his 
captors.—Editor]
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a damaging measure. But those who are aware of the effects of capi-
tal consumption will try to keep this consumption within the limits 
of necessity, because that is in the interest of labor, not because it is in 
the interest of capital. There may arise situations in which it may be 
unavoidable to burn down the house to keep from freezing, but those 
who do that should realize what it costs and what they will have to do 
without later on. We must emphasize this, particularly at the present 
moment, in order to refute the current errors about the nature of the 
armament and war booms.

The costs of extraordinary armaments may be paid for by infl ation, 
by borrowing, or by taxes which hamper the formation of, or which 
even consume, capital. How infl ation leads to boom conditions does 
not require further explanation. When funds are made available by 
borrowing, this can only shift investment and production from one 
fi eld to another; the increase in production and consumption in one 
sector of the economy is compensated for by the decline of production 
and consumption in another part. The funds which are withheld from 
capital formation and withdrawn from already accumulated capital 
may have the effect of an increase in current consumption. Thus con-
sumption for military purposes may be increased without a proportion-
ate decrease in other consumption. This may be called a “stimulus” 
to business. But we should not overlook the fact that all the effects of 
this boom, which are favorably looked upon now, will be paid for by 
depression and reduced consumption in the future.

2. The Procurement of Funds for Public Expenditure

Hunger can only be satisfi ed with bread which is already available; fu-
ture bread does not satisfy anyone today. It would seem superfl uous to 
reiterate such self-evident statements were it not necessary to refute fal-
lacies with regard to the procurement of funds for public expenditure.

War, it is frequently said, is fought not only in our interest, but also 
in the interest of our children and grandchildren. It is only just that 
they should bear part of the war costs. Therefore, only part of the war 
expenditures should be paid out of taxes; the rest should be paid out 
of borrowing; the interest payments and the amortization of the loans 
should be the problem of future generations.

This is plain nonsense. A war can be fought only with weapons 
which are today already available. Material and labor which are placed 
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in the service of armaments, therefore, are withdrawn from our pres-
ently available means and diminish the supply of other goods for people 
living in the present. They are taken out of present income and present 
property. The grandchildren are concerned only insofar as they will 
inherit less. This fact cannot be altered by any method of fi nancing.

Even if part of the war expenditures is covered by borrowing, 
that means resources which otherwise would be devoted to the pro-
duction of other goods are now used for war purposes. It is only for 
the man who happens to be secretary of the treasury today that borrow-
ing means a postponement of the payment. For the citizens, borrowing 
means they pay the bill immediately by forgoing consumption in the 
present. What one man borrows is, for the duration of the loan, not 
available to the lender.

An individual may buy a refrigerator on the installment plan if some-
one grants him the necessary credit. The totality of the citizens of the 
world or of a closed economy cannot buy anything on credit. Neither 
can those who are not yet born make loans to us. In this connection, 
we may disregard foreign loans; they are out of the question for the 
United States today [1940].

Equally erroneous is the opinion that government borrowing is a 
measure in favor of the rich. Were we to tax the rich even more than 
we do now we would have to take away their businesses, that is, we 
would have to adopt socialism. Because we do not want to go that far 
and because we do not want to impose higher taxes on the masses, we 
choose the seemingly painless way of borrowing.

“This,” says the socialist, “is precisely the point. You do not want to 
adopt socialism. Germany, however, proves that socialism is superior in 
the production of armaments. The German army is the best equipped 
in the world. The crux of the world problem today is that the Nazis 
have superior equipment.”

This argument, too, misses the point. Germany is well equipped be-
cause for at least eight years it has restricted the consumption of the 
whole population and has placed her entire productive system in the 
service of armaments. With unbelievable shortsightedness, England, 
France, and the small democracies failed to arm themselves for de-
fense. Even after the war started they did not take it seriously. The fi ght 
against war profi teering seemed to them more important than the fi ght 
against the Nazis.
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For the armaments industry the same principle holds true as for all 
other production: Private enterprise is more effi cient than public en-
terprise. A hundred years ago guns and rifl es were mostly produced 
in government arsenals and by small craftsmen. Private entrepreneurs 
found the production of arms unattractive. It was not until they real-
ized that the nations were only interested in exterminating each other 
that they took up armament production. Their success was overwhelm-
ing. The arms produced by large-scale private industry stood up far 
better in actual combat [in wars] than the products of state-owned ar-
senals. All the improvement and perfection of the implements of war 
have originated in private enterprise. The state-owned arsenals were 
always backward in accepting new techniques, and the military experts 
have always been reluctant in accepting the improvements which the 
entrepreneurs furnished.

Contrary to popular belief, nations do not fi ght wars in order to 
make it possible for the arms factories to make money. Arms factories 
exist because nations fi ght wars. The entrepreneurs and capitalists who 
produce arms would manufacture other goods if the demand for arms 
was not stronger than it is for other goods. Germany’s war industry, 
too, developed as a private enterprise. As a nationalized industry it may 
be able to maintain for a certain time the advantage it has gained as a 
private industry.

In England today it is frequently said: If England’s workers make 
the heavy sacrifi ces which the war imposes on them they have a right 
to demand that their noble attitude should be rewarded by the aboli-
tion of capitalism and the adoption of socialism after the war. There is 
hardly anything more confused than this argument.

If the workers of England defend their country, their freedom, and 
their culture against the onslaught of the Nazis and Fascists, and 
against the Communists, who for all practical purposes are the allies 
of the Nazis,* they are doing it for themselves and for their children, 
not for the interests of some other people from whom later on they 
may demand rewards. The only reward which the great sacrifi ces may 
bring them is victory and with it the safeguard that they will not get 
into the same position in which the German and Russian masses fi nd 

* [Recall that when Mises wrote these lines, Germany and the Soviets were allies under their 
1939 nonaggression treaty until June 22, 1941, when Germany violated that treaty and attacked 
Soviet Russia.—Editor]
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 themselves. If the English workers were of the opinion that this pro-
spective success did not warrant taking the burden upon themselves 
which the war imposes, they would not fi ght; they would capitulate.

If we believe that socialism is a better system and secures a better 
existence for the great majority of the population than does capitalism, 
then we should adopt socialism regardless of war or peace, and irre-
spective of whether the workers have been brave in the war or not. If 
we believe, however, that the economic system, which Messrs. Hitler, 
Stalin, and Mussolini call “plutocracy,” guarantees a better life for the 
masses than socialism, it will not occur to us to “reward” the workers 
by lowering their standard of living to the level of the Germans, Ital-
ians, and Russians.

3. Unprofi table Public Works and Subsidies

The entrepreneurs try to undertake only such projects as appear to 
promise profi ts. This means that they endeavor to use the scarce means 
of production in such a way that the most urgent needs will be satisfi ed 
fi rst, and that no part of capital and labor will be devoted to the satis-
faction of less urgent needs as long as a more urgent need, for whose 
satisfaction they could be used, goes unsatisfi ed.

When the government intervenes to make possible a project which 
promises not profi ts, but losses, then there is only talk in public of the 
need which fi nds satisfaction through this intervention; we do not hear 
anything of the needs which fail to be satisfi ed because the govern-
ment has diverted to other purposes the means of satisfying them. 
Only what is gained by the government action is considered, not also 
what it costs.

The economist is not called upon to tell the people what they should 
do and how they should use their resources. But it is his duty to call 
public attention to the costs. This differentiates him from the quack 
who always speaks only of what the intervention gives, never of what it 
takes.

Let us, for instance, consider a case which we may judge with ob-
jectivity today because it is a matter of the past, though not of a very 
distant past. It is proposed that a railroad, the construction and opera-
tion of which does not promise profi tability, is to be made possible by 
a government subsidy. It may be, it is said, that the railroad is not prof-
itable in the usual sense of the word and that, therefore, it is not at-
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tractive to entrepreneurs and capitalists, but it would contribute to the 
development of the whole region. It would promote trade, commerce, 
and agriculture and thus it would make an important contribution 
to the progress of the economy. All this would have to be taken into 
consideration if the value of this construction and operation is to be 
judged from a higher standpoint than that of profi tability alone. From 
the standpoint of private interests the construction of the railroad may 
appear inadvisable. But from the standpoint of the national welfare it 
seems benefi cial.

This reasoning is thoroughly mistaken. Of course, it cannot be de-
nied that the inhabitants of the region through which the railroad is 
to run would be benefi ted. Or, more accurately, it gives advantages 
to the landowners of this region and to those who have made invest-
ments there which cannot be transferred elsewhere without a diminu-
tion of their value. It is said that it develops the productive forces of the 
regions through which it runs. The economist has to express this differ-
ently: The state pays the subsidies out of the taxpayers’ money for the 
construction, maintenance, and operation of the line which, without 
this assistance, could not be built and operated. These subsidies shift a 
part of the production from locations which offer more favorable natu-
ral conditions of production to locations which are less suited for this 
purpose. Land will be cultivated which, in view of its distance from the 
centers of consumption and in view of its low fertility, could not per-
mit profi table cultivation unless it is subsidized indirectly by fi nancial 
grants to the transport system, to the cost of which it cannot contribute 
proportionately. Certainly, these subsidies contribute to the economic 
development of a region where otherwise less would be produced. But 
the production increase in the part of the country thus favored by the 
government’s railroad policy is to be contrasted with the burden placed 
on production and consumption in those parts of the country which 
have to pay the costs of the government policy. The poorer, less fertile, 
and more remote land is being subsidized out of the proceeds of taxes, 
which either burden the production of better land or have to be borne 
by the consumers directly. The enterprises which are located in the 
less advantageous region will be able to expand production, but the 
enterprises in more advantageous locations will have to restrict their 
production. One may consider this as “just” or politically expedient, 
but one should not be deluded into believing that it increases the total 
satisfaction; it reduces it.
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One should not consider the increase of production in the region 
served by the subsidized railroad an “advantage from the standpoint 
of national welfare.” These advantages amount only to this, that a 
number of enterprises are operating in locations which under different 
conditions would have been regarded as unfavorable. The privileges 
which the state grants to these enterprises indirectly by subsidizing the 
railroads are in no way different from those privileges which the state 
grants to other less effi cient enterprises under different conditions. In 
the fi nal analysis, the effect is the same whether the state subsidizes 
or grants privileges to a cobbler’s business, for instance, in order to en-
able him to compete with the shoe manufacturers, or whether it favors 
land, which due to its location is not competitive, by paying out of pub-
lic funds part of the costs of transporting its products.

It does not matter whether the state undertakes the unprofi table en-
terprise itself, or whether it subsidizes a private business so that it may 
undertake the unprofi table enterprise. The effect on the community is 
identical in both instances. The method used in granting the subsidy 
is not important either. It does not matter whether the less effi cient pro-
ducer is subsidized so that he may produce or increase his production, 
or whether the more effi cient producer is subsidized so that he will 
not produce, or will restrict his production. It is immaterial whether 
bounties are paid for producing or for not producing, or whether the 
government buys up the products to withhold them from the market. 
In each case the citizens pay twice—once as taxpayers who indirectly 
pay the subsidy, and then again as consumers in higher prices for the 
goods they buy and in reduced consumption.

4. “Altruistic” Entrepreneurship

When the self-styled “progressives” use the word profi t they rant and 
rave. They would like completely to eliminate profi ts. In their view, 
the entrepreneur should serve the people altruistically, not seek profi ts. 
He is either not to receive anything, or to be content, if his business is 
successful, with a small margin over his actual costs. That the entre-
preneur has to bear the possible loss is never objected to.

But the profi t orientation of the activities of entrepreneurs is precisely 
what gives sense and meaning, guidance and direction, to the mar-
ket economy based on private ownership of the means of production. 
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To eliminate the profi t motive is to transform the market economy into 
chaos.

We have already dealt with the confi scation of profi ts and the ef-
fects of such action. Now, we shall discuss the limitation of profi ts to a 
defi nite percentage of costs. If the entrepreneur is to receive more, the 
higher his costs rise, his incentive to produce as cheaply as possible is 
changed to the opposite. Every reduction in production costs reduces 
his receipts; every increase in production costs means more income 
for him. We do not have to presuppose here a sinister intention on the 
part of the entrepreneur. We merely have to understand what a cut in 
production costs involves for the entrepreneur.

For the most part, the entrepreneur can achieve cost reductions in 
two different ways: By careful purchases of raw materials and semi-
fi nished products, and by adopting more effi cient methods of produc-
tion. Both involve a high degree of risk and the exercise of intelligence 
and foresight. Like every other action of the entrepreneur, whether the 
most opportune moment to purchase has come, or whether it is better 
to wait longer, is speculation on an uncertain future. The entrepreneur 
who bears the entire loss but participates in only a part of the gain, 
his share increasing with rising expenditures, is in a different position 
from the entrepreneur who is credited or debited with the entire profi t 
or loss. His attitude toward the risks of the market will be fundamen-
tally altered. He will be inclined, therefore, to buy at higher market 
prices than the entrepreneur in the free economy. The same is true of 
improvements in production methods. They too are always risky; ad-
ditional investments are necessary of which it cannot be said with cer-
tainty in advance whether they will pay. Why should an entrepreneur 
take chances if, in case of success, he is to be punished by a reduction 
in his receipts?
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Corporativism and Syndicalism

1. Corporativism

Corporativism is a program, not a reality. This has to be stated at the 
very beginning to avoid misunderstandings. Nowhere was it attempted 
to translate this program into actuality. Even in Italy, in spite of the 
constant propaganda talk, nothing has really been done to establish 
the system of the corporative state (stato corporativo).

It has been attempted to characterize the different political and eco-
nomic ideologies as peculiar to certain nations. Western ideas have 
been contrasted with the German and Slavic ideas; a difference was 
supposedly discovered between the Latin and the Teutonic mental-
ity; particularly in Russia and Germany there is talk of the mission of 
the chosen people which is destined to rule the world and to bring it 
salvation. In view of such tendencies it is necessary to emphasize that 
all political and economic ideas which dominate the world today have 
been developed by English, Scottish, and French thinkers. Neither the 
Germans nor the Russians have contributed one iota to the concepts 
of socialism; the socialist ideas came to Germany and Russia from the 
West just as did the ideas which many Germans and Russians today 
stigmatize as Western. The same is true of the program of corporativ-
ism. It stems from English guild socialism and it is necessary to study 
the writings of this today almost-forgotten movement in order to obtain 

1. Corporativism—the name given to the particular Italian brand of economic organization 
(economia corporativa; in German, Staendestaat) proposed during the Mussolini era. [Corpo-
rativism was to grant complete autonomy to every branch of business or “guild,” with absolute 
authority over its own internal affairs, wages, hours, production, and so on. Matters affecting 
other businesses were to be settled by inter-guild arbitration or government ruling. Such an 
arrangement is unrealizable and, therefore, was never implemented. For further details, see 
Mises’s Human Action (2nd–4th and Liberty Fund eds., pp. 816–820); also alphabetical entry in 
Percy L. Greaves, Jr.’s glossary in the Liberty Fund edition.—Editor]
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information about the basic ideas of corporativism. The Italian, Por-
tuguese, and Austrian publications, party programs, and other com-
mentaries concerning the corporative state lack precision of meaning 
and avoid exact formulations and statements; they gloss over the real 
diffi culties by making wide use of popular slogans. The English guild 
socialists, however, show more clarity in the presentation of the pro-
gram, and Sidney and Beatrice Webb have given a complete statement 
of the aim and operation of this system.

In the corporativist utopia the market is replaced by the interplay of 
what the Italians call corporatives, that is, compulsory organizations 
of all people engaged in a certain industry. Everything that concerns 
this industry only, that is to say, the internal affairs of the individual 
corporatives, is handled by the corporative itself without interference 
from the state or from persons not belonging to the particular corpora-
tive. The relations between the different corporatives are regulated by 
negotiation between them or by a joint conference of representatives 
of all corporatives. The state, that is the parliamentary body elected by 
general vote and the government responsible to it, does not intervene at 
all, or only when the corporatives fail to reach an agreement.

In drawing up their plans the English guild socialists had in 
mind the pattern of English local government and its relation to the  
central government. They proposed creating self-government of the in-
dividual industries. Just as the counties and cities take care of their own 
local affairs the individual branches of production would administer 
their internal affairs within the structure of the whole social organism.

But in a society which is based on division of labor there are no inter-
nal problems of individual businesses, enterprises, or industries which 
would concern only those connected with such businesses, enterprises, 
or industries and would not also affect the other citizens. Everybody is 
interested in seeing that each single business, enterprise, and industry 
be run as effi ciently as given conditions permit. Every waste of labor 
and material in any industry affects each individual citizen. It is im-
possible to leave the decisions over the choice of production methods 
and of the kind and quantity of the products solely to those engaged 
in an industry because such decisions concern everybody, not only 
the members of the vocation, the guild, or the corporative. While the 

2. See Sidney and Beatrice Webb, A Constitution for the Socialist Commonwealth of Great 
 Britain (London, 1920).
3. This the Webbs call “the right of self-determination for each vocation,” p. 277ff.
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entrepreneur  of the capitalist economy is boss in his own business he 
nevertheless remains subject to the law of the market; if he wants to 
avoid losses and to make profi ts he has to endeavor to fulfi ll the wishes 
of the consumers as well as possible. The corporatively organized in-
dustry which would not have to fear competition would not be the ser-
vant but the master of the consumers if it were free to regulate at will 
the internal problems which supposedly concern it exclusively.

The majority of the proponents of the corporative state do not want 
to eliminate the entrepreneurs and the owners of the means of pro-
duction. They want to establish the corporative as the organization 
of all individuals engaged in a particular line of production. Disputes 
between the entrepreneur, the owners of the capital invested in the 
industry, and the workers concerning the disposition made of gross 
profi ts and the distribution of incomes among these different groups 
are in their opinion merely internal problems which are to be settled 
autonomously within the industry without the interference of outsid-
ers. How this is to be done, however, is never explained. If entrepre-
neurs, capitalists, and workers within a corporative are to be organized 
into separate groups or blocs, and if negotiations are to be carried on 
between these blocs, agreement will never be reached unless the en-
trepreneurs and capitalists are willing voluntarily to relinquish their 
rights. If, however, decisions are to be made directly or indirectly (by 
the election of committees) by the vote of all members with each in-
dividual having the same voting power, then the workers, being more 
numerous, will outvote the entrepreneurs and the capitalists and will 
overrule their claims. Corporativism would thus take the form of 
syndicalism.*

The same is true of the problem of wage scales. If this thorny ques-
tion, too, is to be decided by general vote with every individual en-
gaged in the industry having equal voting power, the result will most 
likely be equality of wages irrespective of the kind of work performed.

In order to have something to distribute and to pay out, the corpora-
tive must fi rst have receipts through the sale of its products. The corpo-

* [Syndicalism—a movement of workers who sought to transfer to themselves the shares of en-
trepreneurs, owners, and capitalists in their particular industry, so that they, the workers, would 
own and operate the business. Their rallying cries, “The railroads to the railroadmen,” “The 
mines to the miners” revealed their goals. For clarifi cation, see Mises’s Human Action (2nd–4th 
and Liberty Fund editions, pp. 814–816); also alphabetical entry in Percy L. Greaves, Jr.’s glos-
sary in the Liberty Fund edition.—Editor]
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rative occupies in the market the position of sole producer and seller of 
the goods which belong to its line. It need not be afraid of the competi-
tion of producers of identical goods because it has the exclusive right 
to engage in such production. We would therefore have a society of 
monopolists. This need not mean that all corporatives would be in a 
position to exact monopoly prices; but many industries would be able 
to exact monopoly prices and to realize monopoly profi ts of various 
amounts. The corporative organization of society will therefore give 
particular advantages to certain branches of production and those en-
gaged in them. There will be industries which by restricting produc-
tion will be able to increase so considerably their total receipts that 
those engaged in this industry will have a relatively larger share in the 
total consumption of the country. Some industries may even be able to 
achieve an absolute increase in consumption for their members despite 
a fall in total production.

This is suffi cient to establish the shortcomings of the system of corpo-
rativism. The individual corporatives do not have any motive to make 
their production as effi cient as possible. They are interested in reduc-
ing the output so that they may realize monopoly prices; it  depends on 
the state of demand in the particular industry whether those engaged 
in the one or in the other corporative will fare better. The position of 
the corporatives will be the stronger the more urgent the demand for 
their products; the urgency of the demand will make it possible for 
some of them to restrict production and still to increase their total 
profi t. The entire system would eventually lead to an unrestricted des-
potism of the industries producing goods which are vital in the strict 
sense of the word.

It is hardly to be believed that a serious attempt would ever be 
made to put such a system into actual operation. All proposals for a 
corporative system provide state intervention, at least in the case that 
an  agreement cannot be reached between the corporatives in matters 
concerning several or all of them. Among these matters prices cer-
tainly have to be included. It cannot be assumed that an agreement 
on prices could be reached between the corporatives. If the state has 
to intervene, however, if the state has to fi x prices, then the whole sys-
tem loses its corporative character and becomes either socialism or 
interventionism.

4. Cf. Mussolini’s speech in the Italian Senate on January 13, 1934.
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But the price policy is not the only point which shows that the 
corporative system cannot be made to work. The system renders all 
changes in the productive process impossible. If demand has changed 
or if new production methods are to replace the old ones, capital and 
labor have to be shifted from one industry to another. These are ques-
tions which exceed the limits of a single corporative. Here an authority 
superior to the corporatives has to intervene and this authority can only 
be the state. If, however, the state is to decide how much capital and 
how many workers each individual corporative is to employ, then the 
state is supreme, not the corporatives.

2. Syndicalism

The corporative or guild socialist system thus turns out to be syndi-
calism. The workers engaged in each industry are to receive control 
of the means of production and are to carry on production on their 
own account. It is unimportant whether the former entrepreneurs and 
capitalists are to be given a special position in the new order or not. 
They can no longer be entrepreneurs and capitalists in the sense in 
which there are entrepreneurs and capitalists in the market economy. 
They can only be citizens who enjoy privileges in decisions concern-
ing management and the distribution of income. The social function, 
however, which they fulfi lled in the market economy is taken over by 
the totality of the corporative. Even if in the corporative only the for-
mer entrepreneurs and capitalists had the right to make decisions and 
if they were to receive the largest share of the income, the system still 
would be syndicalism. It is not the economic characteristic of syndi-
calism that every syndicalist receives an equal income, or that he is 
consulted in questions of business policy; essential is the fact that the 
individuals and the means of production are rigidly attached to spe-
cifi c lines of production so that no worker and no factor of production 
is free to move from one line into another. Whether the slogan “the 
mills for the millers, the printing plants for the printers” is to be in-
terpreted so that the words “millers” and “printers” are also to include 
the former owners of the mills and printing plants or not, and whether 
these former entrepreneurs and owners are given a more or less privi-
leged position, does not matter. Decisive is that the market economy, 
in which the owners of the means of production and the entrepreneurs 
as well as the workers depend on the demands of the consumers, is be-
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ing replaced by a system in which the demands of the consumers no 
longer determine production, but by a system in which only the wishes 
of the producers prevail. The cook decides what and how much each 
individual is to eat. Because the cook has the exclusive right to prepare 
food, if anyone refuses the food he is given, he would starve. Such a 
system might still have some meaning as long as conditions remain 
unchanged and as long as the distribution of capital and labor among 
the different lines of production corresponded to some extent to the 
conditions of demand. But changes are always taking place. And every 
change in the conditions renders the system less workable.

The postulate of syndicalism that the ownership of the means of 
production should be taken over by the workers is but symptomatic 
of the opinion of the productive process which the workers gain from 
the narrow perspective of their position. They regard as a permanent 
institution the shop in which they daily perform the same duties; they 
fail to realize that economic activity is subject to constant change. 
They do not know whether the enterprises they are working for are 
making profi ts or not. How else could the fact be explained that the 
employees of railroads operated at a loss demand “the railroads for 
the railroad employees”? The workers naively believe that only their 
work produces returns and that the entrepreneurs and capitalists are 
merely parasites. Psychologically this may explain how the ideas of syn-
dicalism were conceived. But this understanding of the origin of the 
idea of syndicalism still does not turn the syndicalist program into a 
workable system.

The syndicalist and the corporative systems are based on the as-
sumption that the state of production which is in effect at a given time 
will remain unchanged. Only if this assumption were correct would 
it be possible to do without shifting capital and labor from one indus-
try into another. And to make such changes, decisions must be made 
by an authority superior to the single corporative and syndicate. No 
reputable economist therefore has ever attempted to call the syndicalist 
idea a satisfactory solution of the problem of social cooperation. The 
revolutionary syndicalism of Sorel* and of the advocates of the action 
directe have nothing to do with the syndicalist social program. Sorel’s 
syndicalism was a system of political tactics having as its aim the at-
tainment of socialism.

* [Georges Sorel (1847–1922), French political thinker.—Editor]
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English guild socialism fl ourished for a brief period and then dis-
appeared almost completely. Its original proponents themselves 
abandoned it, obviously because they became aware of its inherent 
contradictions. The corporative idea today still plays a role of some 
importance in the writings and in the speeches of politicians, but no 
nation has attempted to put it into operation. Fascist Italy, which most 
emphatically extols corporativism, imposes orders of the government 
upon all economic activity. There is therefore no room left for the exis-
tence of autonomous corporatives in “corporative” Italy.

There is a general tendency today to attribute the term “corporative” 
to certain institutions. Organizations which serve in an advisory capac-
ity to the government, or cartels which are created by the governments 
and operate under their supervision, are called corporative institutions. 
But they too have nothing in common with corporativism.

However we look at it, the fact remains that the corporative or 
syndicalist idea cannot escape the alternative: market economy or 
socialism—which?
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vi.

War Economy

1. War and the Market Economy

Democracy is the corollary of the market economy in domestic affairs; 
peace is its corollary in foreign policy. The market economy means 
peaceful cooperation and peaceful exchange of goods and services. It 
cannot persist when wholesale killing is the order of the day.

The incompatibility of war with the market economy and civiliza-
tion has not been fully recognized because the progressing develop-
ment of the market economy has altered the original character of war 
itself. It has gradually turned the total war of ancient times into the 
soldiers’ war of modern times.

Total war is a horde on the move to fi ght and to loot. The whole 
tribe, the whole people moves; no one—not even a woman or a child—
remains at home unless he has to fulfi ll duties there essential for the 
war. The mobilization is total and the people are always ready to go to 
war. Everyone is a warrior or serves the warriors. Army and   nation, army 
and state, are identical. No difference is made between  combatants 
and noncombatants. The war aim is to annihilate the entire enemy na-
tion. Total war is not terminated by a peace treaty but by a total victory 
and a total defeat. The defeated—men, women, children—are extermi-
nated; it means clemency if they are merely reduced to slavery. Only 
the victorious nation survives.

In the soldiers’ war, on the other hand, the army does the fi ght-
ing while the citizens who are not in the armed services pursue their 
normal lives. The citizens pay the costs of warfare; they pay for the 
maintenance and equipment of the army, but otherwise they remain 
outside of the war events themselves. It may happen that the war ac-
tions raze their houses, devastate their land, and destroy their other 
property; but this, too, is part of the war costs which they have to bear. 
It may also happen that they are looted and incidentally killed by the 
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 warriors—even by those of their “own” army. But these are events 
which are not inherent in warfare as such; they hinder rather than help 
the operations of the army leaders and are not tolerated if those in com-
mand have full control over their troops. The warring state which has 
formed, equipped, and maintained the army considers looting by the 
soldiers an offense; they were hired to fi ght, not to loot on their own. 
The state wants to keep civil life as usual because it wants to preserve 
the taxpaying ability of its citizens; conquered territories are regarded 
as its own domain. The system of the market economy is to be main-
tained during the war to serve the requirements of warfare.

The evolution which led from the total war to the soldiers’ war should 
have completely eliminated wars. It was an evolution whose fi nal aim 
could only be eternal peace between the civilized nations. The liberals 
of the nineteenth century were fully aware of this fact. They considered 
war a remnant of a dark age which was doomed, just as were institu-
tions of days gone by—slavery, tyranny, intolerance, superstition. They 
fi rmly believed that the future would be blessed by eternal peace.

Things have taken a different course. The development which was 
to bring the pacifi cation of the world has gone into reverse. This com-
plete reversal cannot be understood as an isolated fact. We witness to-
day the rise of an ideology which consciously negates everything that 
has come to be considered as culture. The “bourgeois” values are to be 
revalued. The institutions of the “bourgeoisie” are to be replaced by 
those of the proletariat. And, in like vein, the “bourgeois” ideal of eter-
nal peace is to be displaced by the glorifi cation of force. The French 
political thinker Georges Sorel, apostle of trade unions and violence, 
was the godfather of both Bolshevism and Fascism.

It makes little difference that the nationalists want war between na-
tions and that the Marxists want war between classes, i.e., civil war. 
What is decisive is the fact that both preach the war of annihilation, 
total war. It is also important if the various anti-democratic groups 
work in cooperation, as at present, or if they happen to be fi ghting each 
other. In either event, they are virtually always allied when it comes to 
attacking Western civilization.

2. Total War and War Socialism

Were we to consider as states the hordes of barbarians who descended 
upon the Roman Empire from the east, we would have to say that they 
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formed total states. The horde was dominated by the political principle 
which the Nazis now call the Führer principle. Only the will of Attila 
or Alaric counted. The individual Huns or Goths had no rights and no 
sphere of private existence. All men, women, and children were simply 
units in their ruler’s army or in its supply service; they had to obey 
unconditionally.

It would be an error to assume that these hordes were socialistically 
organized. Socialism is a system of social production which is based 
on public ownership of the means of production. These hordes did not 
have socialist production. Insofar as they did not live on looting the 
conquered but had to provide for their needs by their own work, the in-
dividual families produced with their own resources and on their own 
account. The ruler did not concern himself with such matters; the in-
dividual men and women were on their own. There was no planning 
and no socialism. The distribution of loot is not socialism.

Market economy and total war are incompatible. In the soldiers’ war 
only the soldiers fi ght; for the great majority war is only a passing suf-
fering of evil, not an active pursuit. While the armies are combating 
each other, the citizens, farmers, and workers try to carry on their nor-
mal activities.

The fi rst step which led from the soldiers’ war back to total war was 
the introduction of compulsory military service. It gradually did away 
with the difference between soldiers and citizens. The war was no 
longer to be only a matter of mercenaries; it was to include everyone 
who had the necessary physical ability. The slogan “a nation in arms” 
at fi rst expressed only a program which could not be realized com-
pletely for fi nancial reasons. Only part of the able-bodied male popula-
tion received military training and were placed in the army services. 
But once this road is entered upon it is not possible to stop at halfway 
measures. Eventually the mobilization of the army was bound to ab-
sorb even the men indispensable to production at home who had the 
responsibility of feeding and equipping the combatants. It was found 
necessary to differentiate between essential and nonessential occupa-
tions. The men in occupations essential for supplying the army had 
to be exempted from induction into the combat troops. For this rea-
son disposition of the available manpower was placed in the hands of 
the military leaders. Compulsory military service proposes putting ev-
eryone in the army who is able-bodied; only the ailing, the physically 
unfi t, the old, the women, and the children are exempted. But when 
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it is realized that a part of the able-bodied must be used on the indus-
trial front for work which may be performed by the old and the young, 
the less fi t and the women, then there is no reason to differentiate in 
compulsory service between the able-bodied and the physically unfi t. 
Compulsory military service thus leads to compulsory labor service of 
all citizens who are able to work, male and female. The supreme com-
mander exercises power over the entire nation, he replaces the work 
of the able-bodied by the work of less fi t draftees, and places as many 
able-bodied at the front as he can spare at home without endangering 
the supplies of the army. The supreme commander then decides what 
is to be produced and how. He also decides how the products are to 
be used. Mobilization has become total; the nation and the state have 
been transformed into an army; war socialism has replaced the market 
economy.

It is irrelevant in this connection whether or not the former entre-
preneurs are given a privileged position in this system of war socialism. 
They may be called managers and have higher positions in the facto-
ries, all of which now serve the army. They may receive larger rations 
than those who formerly were only clerks or laborers. But they are no 
longer entrepreneurs. They are shop managers who are being told what 
and how to produce, where and at what prices to purchase the means 
of production, and to whom and at what prices to sell the products.

If peace is regarded as a mere truce during which the nation has to 
arm itself for the coming war, it is necessary in peacetime to put pro-
duction on a war footing just as much as to prepare and organize the 
army. It would be illogical then to delay the total mobilization until 
the outbreak of hostilities. The only difference between war and peace 
in this respect is that in time of peace a number of men, who during 
the war will be used in the front line, are still employed on the home 
front. The transition from peace conditions to war conditions is then 
merely the moving of those men from the home front into the army.

It is apparent that in the fi nal analysis war and the market economy 
are incompatible. The market economy could only develop because 
industrialism had pushed militarism into the background and because 
it made the total war “degenerate” into the soldiers’ war.

We do not need to discuss the question whether socialism neces-
sarily leads to total war. For the subject matter with which we are here 
concerned such an analysis is not required. It may suffi ce to state that 
the aggressors cannot wage total war without introducing socialism.
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3. Market Economy and National Defense

Today the world is divided into two camps. The totalitarian hordes are 
attacking the nations which seek to maintain the market economy and 
democracy; they are bent on destroying the “decadent” Western civili-
zation, and to replace it by a new order.

It is believed that this aggression forces the attacked to adjust their 
social system to the requirements of this total war, that is to give up 
the market economy for socialism, and democracy for dictatorship. De-
spairingly one group says: “War inevitably leads to socialism and dic-
tatorship. While we are attempting to defend democracy and to repel 
the attack of the enemy, we ourselves are accepting his economic order 
and political system.” In the United States this argument is the main 
support for isolation. The isolationists believe that freedom can only be 
preserved by nonparticipation in the war.**

Exultingly the “progressives” express the same opinion. They wel-
come the struggle against Hitler because they are convinced that the 
war must bring socialism. They want American participation in the 
war to defeat Hitler and to introduce his system in the United States.

Is this necessarily true? Must a nation defending itself against the 
aggression of totalitarian countries itself become totalitarian? Is a state, 
which enjoyed democracy and the social system of a market economy, 
unable to fi ght a totalitarian and socialist enemy successfully?

It is widely believed that the experience of the present war proves 
that the socialist production is in a better position to supply arms and 
other war material than is a market economy. The German army 
has an enormous superiority in every type of equipment that a fi ght-
ing army requires. The armies of France and of the British Empire, 
which had at their disposal the resources of the whole world, entered 
the confl ict poorly armed and equipped and they have been unable to 
overcome this inferiority. These facts are undeniable, but we have to 
interpret them correctly.

Even at the time when the Nazis came to power the German Reich 
was by far better prepared for a new war than the English and French 
experts assumed. Since 1933 the Reich has concentrated all its efforts 
on preparation for war. Hitler has transformed the Reich into an armed 

* [Remember Mises was writing in 1940, before the Japanese attacked Pearl Harbor on Decem-
ber 7, 1941.—Editor]
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camp. War production was expanded to the limit. The production of 
goods for private consumption was cut to the minimum. Hitler openly 
prepared for a war of annihilation against France and England. The 
English and the French stood by as if it did not concern them at all.

During those critical years which preceded the outbreak of the sec-
ond World War, there were in Europe outside of the totalitarian coun-
tries only two parties: the anti-communists and the anti-fascists. These 
are not names which were given to them by others or by their oppo-
nents; the parties themselves adopted these designations.

The anti-fascists—in England primarily the Labour Party, in France 
mainly the front populaire—used strong language against the Nazis. 
But they opposed every improvement in the armament of their own 
countries; in every proposal to expand the armed forces they suspected 
fascism. They were relying on the Soviet army, of whose strength, supe-
rior equipment, and invincibility they were convinced. What seemed 
to them necessary was an alliance with the Soviets. In order to win 
Stalin’s favor, they argued, it was necessary to pursue an internal policy 
leaning towards Communism.

The anti-communists—the English Conservatives and the French 
“Right”—saw in Hitler the Siegfried who would destroy the dragon 
Communism. Consequently, they took a sympathetic view of Nazism. 
They branded as a “Jewish” lie the assertion that Hitler was planning 
war to annihilate France and the British Empire and aspiring to a com-
plete domination of Europe.

The result of this policy was that England and France tumbled into 
the war unprepared. But still it was not too late to make good these 
omissions. The eight months that elapsed between the outbreak of the 
war and the German offensive of May 1940 would have suffi ced to se-
cure the equipment for the Allied forces which would have enabled 
them successfully to defend the French eastern frontier. They could 
have and should have utilized the powers of their industries. That they 
failed to do so cannot be blamed on capitalism.

One of the most popular anti-capitalist legends wants us to believe 
that the machinations of the munitions industry have brought about 
the resurgence of the war spirit. Modern imperialism and total war 
supposedly are the results of the war propaganda carried on by writ-
ers hired by the munitions makers. The fi rst World War is thought to 
have started because Krupp, Schneider-Creuzot, DuPont, and  J. P. 
Morgan wanted big profi ts. In order to avoid the recurrence of such a 
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 catastrophe, it is believed necessary to prevent the munitions industry 
from making profi ts.

On the basis of such reasoning the Blum* government nationalized 
the French armament industry. When the war broke out and it became 
imperative to place the productive power of all French plants into the 
service of the rearmament effort, the French authorities considered it 
more important to block war profi ts than to win the war. From Sep-
tember 1939 until June 1940, France in actuality did not fi ght the war 
against the Nazis, but in fact it fought a war against war profi teering. In 
this one respect, they were successful.

In England, too, the government was concerned primarily with pre-
venting war profi teering, rather than with the procurement of the best 
possible equipment for the armed forces. For example, the 100 percent 
war profi ts tax might be cited. Even more disastrous for the Allies was 
the fact that in the United States, too, steps were taken to block war 
profi ts and still stronger measures of this sort were announced. This 
was the reason why American industry had contributed but a small 
part of what assistance it might have given to England and France.

The anti-capitalist says, “This is precisely the point. Business is un-
patriotic. The rest of us are told to leave our families and to give up 
our jobs; we are placed in the army and have to risk our lives. The 
capitalists, however, demand their profi ts even in time of war. They 
ought to be forced to work unselfi shly for the country, if we are forced 
to fi ght for it.” Such arguments shift the problem into the sphere of eth-
ics. This, however, is not a matter of ethics but of expediency.

Those who detest war on moral grounds because they consider the 
killing and maiming of people as inhumane should attempt to replace 
the ideology which leads to war by an ideology which would secure 
permanent peace. However, if a peaceful nation is attacked and has to 
defend itself, only one thing counts: The defense must be organized as 
quickly and as effi ciently as possible; the soldiers must be given the best 
weapons and equipment. This can only be accomplished if the work-
ing of the market economy is not interfered with. The munitions in-
dustry, which made large profi ts, equipped and provisioned the armies 
so well in the past that they were able to win. It was due to the experi-
ences in actual combat in the nineteenth century that the production 

* [Léon Blum (1872–1950), French Socialist statesman who in 1936 brought about a coalition of 
Radical Socialists, Socialists, and Communists in the Popular Front (front populaire).—Editor]
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of  armament directly by the governments was largely discontinued. 
At no other time has the effi ciency and productive capacity of the en-
trepreneurs been proved more effectively than during the fi rst World 
War. It is only envy and unthinking resentment that cause people to 
fi ght against the profi ts of the entrepreneurs, whose effi ciency makes 
possible the winning of the war.

When the capitalist nations in time of war give up the industrial 
superiority which their economic system provides them, their power 
to resist and their chances to win are considerably reduced. That some 
incidental consequences of warfare are regarded as unjust can readily 
be understood. The fact that entrepreneurs get rich on armament pro-
duction is but one of many unsatisfactory and unjust conditions which 
war creates. But the soldiers risk their lives and health. That they die 
unknown and without reward in the front line, while the army lead-
ers and staff remain safe and secure to win glory and to further their 
careers, is “unjust” too. The demand to eliminate war profi ts is not any 
more reasonable than the demand that the army leaders, their staff, the 
surgeons, and the men on the home front should do their work under 
the privations and dangers to which the fi ghting soldier is exposed. It 
is not the war profi ts of the entrepreneurs that are objectionable. War 
itself is objectionable!

These views on war profi ts also disclose many errors about the na-
ture of the market economy. All those enterprises, which in peacetime 
already had all the necessary equipment to produce armaments and 
other war supplies, work from the fi rst day of the war on government 
orders. But even working at full capacity, these plants can only produce 
a small part of the war needs. It is a question, therefore, of devoting 
plants to war production which previously did not produce armaments, 
and of actually building new factories. Both require considerable new 
investments. Whether or not these investments will pay depends not 
only on the prices realized on the fi rst contracts but also on those con-
tracts fulfi lled during the war. Should the war end before these invest-
ments can be fully written off out of gross earnings, the owners will not 
only fail to realize profi ts, but they will even suffer capital losses. The 
popular argument in favor of a profi tless armaments industry overlooks 
among other things the fact that the enterprises, which have to embark 
on production in a fi eld hitherto underdeveloped by them, must obtain 
the capital needed from banks or in the capital market. They cannot 
secure it if its intended use raises no expectation of profi ts but only the 
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risk of losses. How can a conscientious entrepreneur persuade a banker 
or a capitalist to lend him money if he himself cannot see any prospect 
of a profi table return on his investment? In the market economy, where 
the debtor has the responsibility for the repayment of the loan, there is 
no room for transactions which do not compensate for the risk of loss 
by the prospect of a gain. It is only the expectation of profi t which en-
ables an entrepreneur to promise payment of interest and repayment of 
principal. By eliminating the hope of profi t one makes impossible the 
functioning of the entire system of entrepreneurship.

What is demanded of industry then is this. Give up the line in which 
you producers have worked successfully up to now. Do not think of 
the loss of your regular customers and of the depreciation of your idle 
equipment. Invest new capital in a line with which you are not famil-
iar. But bear in mind, we shall pay prices which will not make it pos-
sible for you to charge off the new investment in a short time. Should 
you nevertheless make profi ts, we will tax them away. Besides, we shall 
publicly expose you as “merchants of death.”

In war, too, there is only the choice between the market economy 
and socialism. The third alternative, interventionism, is not even 
 possible in war. At the outbreak of the present war it may have been 
possible to nationalize the whole of industry, but there is no doubt that 
this would have led to a complete failure. If one did not want to adopt 
that method, the market economy should have been accepted with 
all its implications. Had the market method been chosen, the Hitler 
onslaught would have been stopped on the eastern borders of France. 
The defeat of France and the destruction of English cities was the fi rst 
price paid for the interventionist suppression of war profi ts.

As long as the war was in progress, there should have been no place 
for a discussion of measures against war profi ts. After victory was won 
and a world order established in which new aggression did not have 
to be feared, there still would have been ample time to confi scate war 
profi ts. At any rate, before the war is over and the investments are writ-
ten off, it is impossible to ascertain whether an enterprise has actually 
realized war profi ts or not.

L4846.indb   77L4846.indb   77 10/15/10   9:00:12 AM10/15/10   9:00:12 AM



vii.

The Economic, Social, and Political 
Consequences of Interventionism

1. The Economic Consequences

Interventionism is not an economic system, that is, it is not a method 
which enables people to achieve their aims. It is merely a system of pro-
cedures which disturb and eventually destroy the market economy. It 
hampers production and impairs satisfaction of needs. It does not make 
people richer; it makes people poorer.

Concededly, the interventionist measures may give certain individu-
als or certain groups of individuals advantages at the expense of others. 
Minorities may obtain privileges which enrich them at the expense of 
their fellow citizens. But the majority, or the whole nation, stands only 
to lose by interventionism.

Let us, for instance, consider the tariff. It is quite possible to grant 
privileges to a group of producers, let us say the owners of copper 
mines; the consumers will suffer while the mine operators will gain. 
But if every line of production and every kind of labor is to be afforded 
equal protection, everyone has to give up as consumer what he gains 
as producer. More than that, everyone suffers because the protection 
shifts production from the most advantageous natural conditions, and 
thus diminishes the productivity of capital and labor, that is, it increases 
production costs. A tariff establishing just one or a few protective duties 
may serve the individual interests of certain groups; a comprehensive 
tariff system can only decrease the satisfaction of all.

But these restrictive measures are still comparatively harmless. They 
reduce the productivity and make people poorer but they permit the 
process to continue to function. The market can adjust to isolated re-
strictive measures. The effects are different in the case of measures 
designed to fi x prices, wages, and interest rates at points different from 
what they would be in the unhampered market. If they are measures 

L4846.indb   78L4846.indb   78 10/15/10   9:00:12 AM10/15/10   9:00:12 AM



The Economic Consequences � 79

which intend the elimination of profi ts, they paralyze the working of 
the market economy. Not only do they divert production from the ways 
which lead to the best and most effi cient satisfaction of the consumers’ 
demand; they cause waste of both capital and labor; they create perma-
nent mass unemployment. They may bring about the artifi cial boom, 
but with it they bring in its wake a depression. They change the market 
economy into chaos.

Popular opinion ascribes all these evils to the capitalistic system. As 
a remedy for the undesirable effects of interventionism they ask for still 
more interventionism. They blame capitalism for the effects of the ac-
tions of governments which pursue an anti-capitalistic policy.

The case of monopoly is particularly signifi cant. It is possible, even 
probable, that in a market economy, which is unhampered by govern-
ment intervention, there will be conditions which temporarily may give 
rise to the appearance of monopoly prices. We may regard it as prob-
able, for instance, that even in the free-market economy an interna-
tional mercury monopoly might have been formed, or that there might 
be local monopolies for certain building materials and fuels. But such 
isolated instances of monopoly prices would not yet create a “monop-
oly problem.” All national monopolies and—with a few exceptions—all 
international monopolies owe their existence to tariff legislation. Were 
the governments really serious about fi ghting monopolies they would 
use the effective means they have at their disposal; they would remove 
the import duties. If they merely did this the “monopoly problem” 
would lose its importance. Actually, the governments are not interested 
in eliminating monopolies; rather, they try to create conditions to en-
able producers to force monopoly prices on the market.

Let us assume, for example, that the domestic plants working at full 
capacity produce the quantity m of a given good and that domestic 
consumption at the world market price p plus the import duty d (that 
is at the price p plus d) amounts to quantity n—n being larger than 
quantity m. Under such conditions the tariff will enable the domestic 
producers to obtain for their products a price above the world market 
price. The protective tariff is effective; it accomplishes its purpose. 
This is, for instance, the case of the wheat producers in the European 
industrial countries. If, however, m (i.e., quantity produced) is larger 

1. For simplicity’s sake we disregard transportation costs. However, there would be no particu-
lar diffi culty involved in introducing them into the calculation as well.
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than the domestic consumption at world market prices, then the im-
port duty does not give any advantage to the domestic producers. Thus, 
an import duty on wheat or on steel in the United States would fail to 
have any effect on prices; it would not by itself lead to a price increase 
for the domestic output of wheat or steel.

If, however, the domestic producers want to obtain advantages from 
the tariff protection even when m is larger than the domestic consump-
tion at world market prices, they have to form a cartel, a trust, or some 
other form of monopolistic combination and agree to reduce produc-
tion. Then they are in a position, provided the state of demand (the 
shape of the demand curve) permits it, to force the consumer to pay 
monopoly prices which are higher than world market prices, but lower 
than the world market price plus the import duty. What in the fi rst 
instance is attained directly by the tariff must in the second case be 
accomplished by the monopoly organization which the protective tariff 
makes possible.

Most of the international cartels were only made possible because 
the totality of the world market was separated into national economic 
areas by tariffs and related measures. How insincere the governments 
are in their attitude toward monopolies is most evident in their efforts 
to create world monopolies, even for articles for which the conditions 
required to form monopolies call for special measures over and above 
tariff legislation. The economic history of the last decade shows a 
number of measures of different governments designed—though not 
successfully—to create world monopolies for sugar, rubber, coffee, tin, 
and other commodities.

To the extent that interventionism accomplishes the aims which 
government is seeking, it also creates an artifi cial scarcity of goods and 
price increases. As far as the governments pursue other than these two 
aims, they fail; rather, effects appear which the governments them-
selves consider even less desirable than the conditions they tried to re-
move. Out of this chaos to which interventionism leads, there are only 
two ways of escape—the return to an unhampered market or the adop-
tion of socialism.

The unhampered market economy is not a system which would 
seem commendable from the standpoint of the selfi sh group interests 
of the entrepreneurs and capitalists. It is not the particular interests of 
a group or of individual persons that require the market economy, but 
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regard for the common welfare. It is not true that the advocates of the 
free-market economy are defenders of the selfi sh interests of the rich. 
The particular interests of the entrepreneurs and capitalists also de-
mand interventionism to protect them against the competition of more 
effi cient and active men. The free development of the market economy 
is to be recommended, not in the interest of the rich, but in the interest 
of the masses of the people.

2. Parliamentary Government and Interventionism

Government by the people is based on the idea that all citizens are 
linked by common interests. The framers of the modern constitutions 
did not overlook the fact that in the short run the particular interests 
of individual groups may confl ict with those of the overwhelming ma-
jority. But they had full confi dence in the intelligence of their fellow 
citizens. They did not doubt that their fellow citizens would be wise 
enough to realize that selfi sh group interests must be sacrifi ced when 
they run counter to the welfare of the majority. They were convinced 
that every group would recognize that privileges cannot be maintained 
in the long run. Privileges are only of value if they benefi t a minority; 
they lose value as they become more general. When every individual 
group of citizens is granted privileges, the privileges as such become 
meaningless; everybody suffers, nobody gains.

Government by the people can, therefore, only be maintained un-
der the system of the market economy. In the market economy only 
the interests of the citizens as consumers are considered. No producer 
is granted a privilege, because privileges given to producers diminish 
productivity and impair the satisfaction of the consumers. No one suf-
fers if the cheapest and best satisfaction of the consumers is accepted as 
the guiding principle of policy; what producers then fail to gain as pro-
ducers, because privileges are denied to them, they gain as consumers.

Every technological progress fi rst injures vested interests of entrepre-
neurs, capitalists, landowners, or workers. But if the desire to prevent 
such injuries is to prompt measures to prevent the development of new 
techniques, this would in the long run harm not only the interests of 
all citizens, but also of those who supposedly were to be benefi ted. The 
automobile and the airplane hurt the railway business, the radio hurts 
the publishing business, the motion pictures the legitimate  theater. 
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Should automobiles, planes, broadcasting, and movies have been for-
bidden in order to spare the interests of the injured entrepreneurs, capi-
talists, and workers? It was the great achievement of the old liberalism 
that it abolished the privileges of the guilds and thus opened the way 
for modern industry. If there are today many more people on earth 
than two hundred years ago and if every worker in the countries of 
Western civilization lives today far better than his ancestors, in some 
respects even better than Louis XIV in his palace at Versailles, then 
this is only due to this liberation of the productive forces.

The idea underlying representative government is that the members 
of parliament are to represent the whole nation, not to represent indi-
vidual counties or the particular interests of their constituencies. The 
political parties may represent different opinions about what helps the 
whole nation, but they should not represent the particular selfi sh inter-
ests of certain districts or pressure groups.

The parliaments of interventionist countries are today quite differ-
ent from this old ideal. There are representatives of silver, cotton, steel, 
farming, and labor. But no legislator feels it his duty to represent the 
nation as a whole.

The democratic form of government which Hitler destroyed in 
 Germany and France was not workable because it was thoroughly in-
fested with the interventionist spirit. There were many small parties 
which catered to particular local and professional interests. Every pro-
posed bill and every executive measure was judged by one standard: 
What does it offer my constituents and the pressure groups on which 
I depend? The representatives of a wine-producing district considered 
everything from the standpoint of the wine producers. Questions of 
national defense were for the labor representatives nothing but an op-
portunity to enhance the power of the trade unions. The spokesmen of 
the French front populaire demanded cooperation with Russia, those 
of the Right an alliance with Italy. Neither group was concerned with 
the welfare and the independence of France; in every problem they 
saw only its relation to, and effect on, the particular interests of par-
ticular voting blocks. Interventionism has transformed parliamentary 
government into a government of lobbies. It is not parliamentarianism 
and democracy that have failed. Interventionism has paralyzed parlia-
mentarianism as well as the market economy.

The failure of parliamentarianism becomes more evident in the 
practice of delegating authority. The parliament voluntarily gives up its 
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legislative power and hands it over to the executive. Hitler, Mussolini, 
and Pétain* govern by such “delegations of power.” The dictatorship 
thus assumed a vestige of legality by a formal link to the democratic in-
stitutions. It abolished democracy and retained the democratic termi-
nology, just as in the system of German socialism it abolished private 
property while retaining its nomenclature. The tyrants of the cities of 
ancient Greece and the Roman Caesars, too, preserved the phraseol-
ogy of the Republic.

At the present stage in the development of the means of communi-
cation and transportation no emergency can justify the delegation of 
power. Even in a large country like the United States, all representa-
tives can be assembled in the capital within 24 hours. It would also be 
possible to have the representative bodies remain in permanent ses-
sion. Whenever it appeared advisable to keep secret the proceedings 
and decisions, secret sessions could be held.

Frequently, we hear the assertion that the democratic institutions 
are only a disguise for the “dictatorship of capital.” The Marxists have 
used this slogan for a long time. Georges Sorel and the syndicalists re-
peated it. Today Hitler and Mussolini ask the nations to rise up against 
“plutodemocracy.” In answer to this it suffi ces to point out that in Great 
Britain, in the British Dominions, and in the United States the elec-
tions are completely free of coercion. Franklin D. Roosevelt was elected 
president by a majority of the voters. Nobody forced any American citi-
zen to vote for him. Nobody prevented anyone from voicing publicly 
what he considered an argument against the reelection of Roosevelt. 
The citizens of America were free to decide, and they did decide.

3. Freedom and the Economic System

The fi rst argument advanced against proposals to replace capitalism 
by socialism was that in the socialist economic system there could be 
no room for freedom of the individual. Socialism, it was said, means 
slavery for all. It is impossible to deny the truth of this argument. If 
the government controls all means of production, if the government 
is the only employer and has the sole right to decide what training the 

* [Henri Philippe Pétain (1856–1951), French World War I hero, vice premier in June 1940 when 
Germany defeated and occupied half of France, became “chief of state” of the fascist unoccu-
pied portion of the country, with its capital at Vichy. After the war he was tried and convicted of 
collaborating with the Germans.—Editor]
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 individual is to receive, where and how he is to work, then the indi-
vidual is not free. He has the duty to obey, but he has no rights.

The advocates of socialism have never been able to present an ef-
fective counterargument to this. They have merely retorted that in the 
democratic countries of the market economy there was only freedom 
for the rich, not for the poor, and that for such freedom it was not worth 
renouncing the supposed blessings of socialism.

In order to analyze these questions we fi rst have to understand what 
freedom really means. Freedom is a sociological concept. In nature 
and with regard to nature there is nothing to which we could apply 
this term. Freedom is the opportunity granted to the individual by the 
social system to mold his life according to his wishes. That people have 
to work in order to survive is a law of nature; no social system can 
alter this fact. That the rich may live without working does not impair 
the freedom of those who are not in this fortunate position. Wealth in 
the market economy represents rewards granted by society as a whole 
for services rendered to the consumers in the past, and it can only be 
preserved by continued employment in the interest of the consumers. 
That the market economy rewards successful activity in the service of 
the consumers does not harm the consumers; it benefi ts them. Noth-
ing is taken from the worker by this, but much is given to him by in-
creasing the productivity of labor. The freedom of the worker who does 
not own property rests on his right to choose the place and the type of 
his work. He does not have an overlord to whose arbitrariness he is sub-
jected. He sells his services on the market. If one entrepreneur refuses 
to pay him the wage which corresponds to the market conditions he 
will fi nd another employer who is willing, out of his (the employer’s) 
own interest, to pay the worker the market wage. The worker does not 
owe his employer subservience and obedience; he owes him services; 
he receives his wage not as a favor, but as an earned reward.

The poor too have an opportunity in the capitalistic society to work 
themselves up through their own efforts. This is not the case only in 
business. Among those who today occupy top positions in the pro-
fessions, in art, science, and politics, the majority are men who have 
started their careers in poverty. Among the path-breakers and leaders 
there are men born almost exclusively from poor parents. Those who 
want great accomplishments, no matter what the social system, must 
overcome the resistance of apathy, prejudice, and ignorance. It can 
hardly be denied that capitalism offers this opportunity.
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Instances are pointed out where great men were badly treated by 
their contemporaries. Some of the great masters of the French modern 
school of painting have experienced great diffi culties or were not able 
to sell their paintings at all. Does anyone believe that a socialist govern-
ment would show more understanding for an art which appeared to 
traditional concepts as so much scribbling? The great composer Hugo 
Wolf * once wrote it was a shame that the state did not provide for its 
artists. But what Hugo Wolf suffered from was a lack of understanding 
on the part of the recognized older artists, critics, and friends of art; a 
socialist government would have had to rely on the judgment of state-
appointed experts and it certainly would not have given more recogni-
tion to that irritable, unsociable, and mentally unbalanced man. When 
Sigmund Freud† advanced his theories, the established authorities, 
doctors, and psychologists, that is the experts whose judgment must be 
decisive for the government, laughed and called him crazy.

But in the capitalistic society the genius at least has an opportunity 
to continue his work.

The great French painters were free to paint; Hugo Wolf was in a 
position to put Moerike’s‡ poems to music; Freud was free to continue 
his studies. They would not have been able to produce anything if the 
government, following the unanimous opinion of the experts, had as-
signed them work which deprived them of the opportunity to fulfi ll 
their destiny.

Unfortunately, it happens not infrequently that, for political rea-
sons, the universities fail to appoint as professors outstanding men in 
the fi elds of social science, or they dismiss them after they have been 
appointed. But are we to believe that the state university of a socialist 
country would employ men who taught doctrines unpleasing to the 
government? In the socialist state publishing, too, is a function of the 
state. Will the state have books and papers printed and published with 
which it disagrees? Will it make available to the stage dramas which it 
thinks inappropriate?

Compare the position in which science, art, literature, the press, and 
radio fi nd themselves in Russia and Germany with their positions in 
America; then we will understand what freedom and lack of freedom 

* [Hugo Wolf (1860–1903), Viennese composer and music critic, spent the last seven years of 
his life in a mental asylum.—Editor]
† [Sigmund Freud (1856–1939), Viennese founder of psychoanalysis.—Editor]
‡ [Eduard Moerike (1804–1875), German Protestant minister and poet.—Editor]

L4846.indb   85L4846.indb   85 10/15/10   9:00:14 AM10/15/10   9:00:14 AM



86 � Consequences of Interventionism

mean. Many things appear unsatisfactory in America as well, but no 
one will be able to deny that the Americans are freer than the Russians 
or the Germans.

The freedom of scientifi c and artistic creation is actively made use 
of by only a small minority, but all benefi t from it. Progress is always 
displacement of the old by the new; progress always means change. 
No planned economy can plan progress; no organization can organize 
it. It is the one thing that defi es any limitation or regimentation. State 
and society cannot promote progress. Capitalism cannot do anything 
for progress either. But, and this is achievement enough, capitalism 
doesn’t place insurmountable barriers in the way of progress. The so-
cialist society would become utterly rigid because it would make prog-
ress impossible.

Interventionism does not take all freedom from the citizens. But ev-
ery one of its measures takes away a part of the freedom and narrows 
the fi eld of activity.

Let us consider, for instance, foreign exchange control. The smaller a 
country, the more important the part played in its total trade by  foreign 
transactions. If subscriptions to foreign books and newspapers, foreign 
travel and study abroad, are made conditional upon the granting of 
foreign exchange by the government, the entire intellectual life of the 
country comes under the guardianship of the government. In this re-
spect foreign exchange control is not at all different from the despotic 
system of Prince Metternich.* The only difference is that Metternich 
did openly what foreign exchange control effects through disguise.

4. The Great Delusion

It cannot be denied that dictatorship, interventionism, and socialism 
are extremely popular today. No argument of logic can weaken this 
popularity. The fanatics obstinately refuse to listen to the teachings of 
economic theory. Experience fails to teach them anything. They stub-
bornly adhere to their previous opinions.

To understand the roots of this stubbornness we have to keep in 
mind that people suffer because things do not always happen the way 
they want them to. Man is born as an asocial selfi sh being and only 

* [Prince Klemens W. N. L. von Metternich (1773–1859), Austrian statesman, relied on censor-
ship, espionage, and repression to control much of Europe.—Editor]

L4846.indb   86L4846.indb   86 10/15/10   9:00:14 AM10/15/10   9:00:14 AM



the great delusion � 87

in actual living does he learn that his will does not stand alone in the 
world and that there are other people too who have their own wills. 
Only life and experience teach him that in order to realize his plans he 
has to fi t himself into the whole of society, that he has to accept other 
people’s wills and wishes as facts, and that he has to adjust himself to 
these facts in order to achieve anything at all. Society is not what the 
individual would want it to be. The fellowmen of any particular indi-
vidual have a lesser opinion of him than he has of himself. They do 
not accord him the place in society which, in his opinion, he thinks he 
should have. Every day brings the conceited—and who is entirely free 
of conceit?—new disappointments. Every day shows him that his will 
confl icts with those of other people.

From these disappointments the neurotic takes refuge in daydreams. 
He dreams of a world in which his will alone is decisive. In this world 
of dreams he is dictator. Only what he approves of happens. He alone 
gives orders; the others obey. His reason alone is supreme.

In that secret world of dreams the neurotic assumes the role of dicta-
tor. There he is Caesar, Genghis Khan, Napoleon. When in real life 
he speaks to his fellow men he has to be more modest. He contents 
himself with approving a dictatorship which someone else rules. But 
in his mind this dictator is merely his, that is, the neurotic’s, order-
taker; he assumes the dictator will do precisely what he, the neurotic, 
wants him to do. A man who did not apply caution and who suggested 
that he become the dictator himself would be considered insane by his 
fellow men and would be treated accordingly. The psychiatrists would 
call him a megalomaniac.

No one has ever favored a dictatorship to do things other than what 
he, the supporter of the dictatorship, considers right. Those who rec-
ommend dictatorships always have in mind the unchecked domina-
tion of their own will, even if this domination is to be implemented by 
someone else.

Let us examine, for instance, the slogan “planned economy,” which 
today is a particularly popular pseudonym for socialism. Everything 
that people do must fi rst be conceived, that is it must be planned. 
Every economy is in this sense a planned economy. But those who, 
with Marx, reject the “anarchy of production” and want to replace it by 
“planning” do not consider the will and the plans of others. One will 
alone is to decide; one plan alone is to be executed, namely the plan 
which meets with the neurotic’s approval, the right plan, the only plan. 
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Any resistance is to be broken; no one is to prevent the poor neurotic 
from arranging the world according to his own plans; every means is 
to be permitted to assure that the superior wisdom of the daydreamer 
prevails.

This is the mentality of the people who once in the art exhibits of 
Paris exclaimed on viewing the paintings of Manet*: The police ought 
not to allow this! This is the mentality of the people who constantly 
cry: There should be a law against this! And whether they recognize it 
or not this is the mentality of all interventionists, socialists, and advo-
cates of dictatorship. There is but one thing they hate more than capi-
talism, namely interventionism, socialism, or dictatorship which does 
not conform to their will. How ardently have Nazis and Communists 
fought each other! How determinedly do the partisans of Trotsky† fi ght 
those of Stalin, or the followers of Strasser‡ those of Hitler!

5. The Source of Hitler’s Success

Hitler, Stalin, and Mussolini constantly proclaim that they are chosen 
by destiny to bring salvation to this world. They claim they are the 
leaders of the creative youth who fi ght against their outlived elders. 
They bring from the East the new culture which is to replace the dying 
Western civilization. They want to give the coup de grâce to liberalism 
and capitalism; they want to overcome immoral egoism by altruism; 
they plan to replace the anarchic democracy by order and organiza-
tion, the society of “classes” by the total state, the market economy by 
socialism. Their war is not a war for territorial expansion, for loot and 
hegemony like the imperialistic wars of the past, but a holy crusade for 
a better world to live in. And they feel certain of their victory because 
they are convinced that they are borne by “the wave of the future.”

It is a law of nature, they say, that great historic changes cannot 
take place peacefully or without confl ict. It would be petty and stupid, 
they contend, to overlook the creative quality of their work because of 
some unpleasantness which the great world revolution must necessar-
ily bring with it. They maintain one should not overlook the glory of 

* [Edouard Manet (1832–1883), French impressionist painter.—Editor]
† [Leon Trotsky (1879–1940), Russian Communist who opposed Stalin and was forced into ex-
ile. He went to Mexico where he was murdered in August 1940.—Editor]
‡ [Gregor Strasser (1892–1934), an early supporter of Hitler who later differed with him and was 
murdered.—Editor]
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the new gospel because of ill-placed pity for Jews and Masons, Poles 
and Czechs, Finns and Greeks, the decadent English aristocracy and 
the corrupt French bourgeoisie. Such softness and such blindness for 
the new standards of morality prove only the decadence of the dying 
capitalistic pseudo-culture. The whining and crying of impotent old 
men, they say, is futile; it will not stop the victorious advance of youth. 
No one can stop the wheel of history, or turn back the clock of time.

The success of this propaganda is overwhelming. People do not 
consider the content of alleged new gospel; they merely understand 
that it is new and believe to see in this fact its justifi cation. As women 
welcome a new style in clothes just to have a change, so the suppos-
edly new style in politics and economics is welcomed. People hasten 
to exchange their “old” ideas for “new” ones, because they fear to ap-
pear old-fashioned and reactionary. They join the chorus decrying the 
shortcomings of the capitalistic civilization and speak in elated enthu-
siasm of the achievements of the autocrats. Nothing is today more fash-
ionable than slandering Western civilization.

This mentality has made it easy for Hitler to gain his victories. The 
Czechs and the Danes capitulated without a fi ght. Norwegian offi cers 
handed over large sections of their country to Hitler’s army. The Dutch 
and the Belgians gave in after only a short resistance. The French had 
the audacity to celebrate the destruction of their independence as a “na-
tional revival.” It took Hitler fi ve years to effect the Anschluss of Austria; 
two-and-one-half years later he was master of the European continent.

Hitler does not have a new secret weapon at his disposal. He does 
not owe his victory to an excellent intelligence service which informs 
him of the plans of his opponents. Even the much-talked-of “fi fth col-
umn” was not decisive. He won because the supposed opponents were 
already quite sympathetic to the ideas for which he stood.

Only those who unconditionally and unrestrictedly consider the 
market economy as the only workable form of social cooperation are 
opponents of the totalitarian systems and are capable of fi ghting them 
successfully. Those who want socialism intend to bring to their country 
the system which Russia and Germany enjoy. To favor interventionism 
means to enter a road which inevitably leads to socialism.

An ideological struggle cannot be fought successfully with constant 
concessions to the principles of the enemy. Those who refute capital-
ism because it supposedly is inimical to the interest of the masses, 
those who proclaim “as a matter of course” that after the victory over 
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Hitler the market economy will have to be replaced by a better system 
and, therefore, everything should be done now to make the govern-
ment control of business as complete as possible, are actually fi ghting 
for totalitarianism. The “progressives” who today masquerade as “liber-
als” may rant against “fascism”; yet it is their policy that paves the way 
for Hitlerism.

Nothing could have been more helpful to the success of the 
 National-Socialist (Nazi) movement than the methods used by the 
“progressives,” denouncing Nazism as a party serving the interests of 
“capital.” The German workers knew this tactic too well to be deceived 
by it again. Was it not true that, since the seventies of the [nineteenth] 
century, the ostensibly pro-labor Social-Democrats had fought all 
the pro-labor measures of the German government vigorously, call-
ing them “bourgeois” and injurious to the interests of the working 
class? The Social-Democrats had consistently voted against the na-
tionalization of the railroads, the municipalization of the public utili-
ties, labor legislation, and compulsory accident, sickness, and old-age 
 insurance, the German social security system which was adopted later  
throughout the world. Then after the war [World War I] the Commu-
nists branded the German Social-Democratic party and the Social-
Democratic unions as “traitors to their class.” So the German workers 
realized that every party wooing them called the competing parties 
“willing servants of capitalism,” and their allegiance to Nazism would 
not be shattered by such phrases.

Unless we are utterly oblivious to the facts, we must realize that the 
German workers are the most reliable supporters of the Hitler regime. 
Nazism has won them over completely by eliminating unemployment 
and by reducing the entrepreneurs to the status of shop managers (Be-
triebsführer). Big business, shopkeepers, and peasants are disappointed. 
Labor is well satisfi ed and will stand by Hitler, unless the war takes a 
turn which would destroy their hope for a better life after the peace 
treaty. Only military reverses can deprive Hitler of the backing of the 
German workers.

The fact that the capitalists and entrepreneurs, faced with the alter-
native of Communism or Nazism, chose the latter, does not require 
any further explanation. They preferred to live as shop managers un-
der Hitler than to be “liquidated” as “bourgeois” by Stalin. Capitalists 
don’t like to be killed any more than other people do.
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What pernicious effects may be produced by believing that the Ger-
man workers are opposed to Hitler was proved by the English tactics 
during the fi rst year of the war. The government of Neville Chamber-
lain* fi rmly believed that the war would be brought to an end by a 
revolution of the German workers. Instead of concentrating on vig-
orous arming and fi ghting, they had their planes drop leafl ets over 
Germany telling the German workers that England was not fi ghting 
this war against them, but against their oppressor, Hitler. The English 
government knew very well, they said, that the German people, par-
ticularly labor, were against war and were only forced into it by their 
 self-imposed dictator.

The workers in the Anglo-Saxon countries, too, knew that the so-
cialist parties competing for their favor usually accused each other of 
favoring capitalism. Communists of all shades advance this accusation 
against socialists. And within the Communist groups the Trotskyites 
used this same argument against Stalin and his men. And vice versa. 
The fact that the “progressives” bring the same accusation against Na-
zism and Fascism will not prevent labor someday from following an-
other gang wearing shirts of a different color.

What is wrong with Western civilization is the accepted habit of 
judging political parties merely by asking whether they seem new and 
radical enough, not by analyzing whether they are wise or unwise, or 
whether they are apt to achieve their aims. Not everything that exists 
today is reasonable; but this does not mean that everything that does 
not exist is sensible.

The usual terminology of political language is stupid. What is “left” 
and what is “right”? Why should Hitler be “right” and Stalin, his tem-
porary friend, be “left”?† Who is “reactionary” and who is “progressive”? 
Reaction against an unwise policy is not to be condemned. And prog-
ress towards chaos is not to be commended. Nothing should fi nd ac-
ceptance just because it is new, radical, and fashionable. “Orthodoxy” 
is not an evil if the doctrine on which the “orthodox” stand is sound. 
Who is anti-labor, those who want to lower labor to the Russian level, or 
those who want for labor the capitalistic standard of the United States? 

* [Neville Chamberlain (1869–1940) was British prime minister from 1937 to May 1940.—
Editor]
† [Remember that when Mises wrote this in 1940, Hitler and Stalin were allies under the terms 
of their August 1939 mutual nonaggression treaty.—Editor]
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Who is “nationalist,” those who want to bring their nation under the 
heel of the Nazis, or those who want to preserve its independence?

What would have happened to Western civilization if its peoples 
had always shown such liking for the “new”? Suppose they had wel-
comed as “the wave of the future” Attila and his Huns, the creed of 
Mohammed, or the Tartars? They, too, were totalitarian and had mili-
tary successes to their credit which made the weak hesitate and ready 
to capitulate. What mankind needs today is liberation from the rule of 
nonsensical slogans and a return to sound reasoning.
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viii.

Conclusions

This essay does not deal with the question whether socialism—public 
ownership of the means of production, a planned economy—is in any 
way a system superior to capitalism or whether socialism represents a 
feasible workable system of social cooperation at all. It does not discuss 
the programs of those parties that want to replace capitalism, democ-
racy, and freedom by socialist totalitarianism according to either the 
Russian or the German pattern. The author has dealt with these ques-
tions in another book. Nor is this analysis concerned with whether 
democratic government and civil liberties are good or bad. Or whether 
or not totalitarian dictatorship is a better form of government.

This analysis is intended merely to explain that the economic policy 
of interventionism, which is advertised by its advocates as a progressive 
socioeconomic policy, is based on a fallacy. This book demonstrates 
that it is not true that interventionism can lead to a lasting system of 
economic organization. The various measures by which intervention-
ism tries to direct business cannot achieve the aims its honest advocates 
are seeking by their application. Interventionist measures lead to condi-
tions which, from the standpoint of those who recommend them, are 
actually less desirable than those they are designed to alleviate. They 
create unemployment, depression, monopoly, distress. They may make 
a few people richer, but they make all others poorer and less satisfi ed. If 
governments do not give them up and return to the unhampered mar-
ket economy, if they stubbornly persist in the attempt to compensate by 
further interventions for the shortcomings of earlier interventions, they 
will fi nd eventually that they have adopted socialism.

Furthermore, it is a tragic error to believe that democracy and 
 freedom are compatible with interventionism or even with socialism. 

1. Socialism, English translation, 1936 [Yale, 1951; Jonathan Cape, 1969; Liberty Fund, 1981].
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What people mean by democratic government, civil liberties, and per-
sonal freedom can exist only in the market economy. It is not an acci-
dent that everywhere, with the progress of interventionism, the demo-
cratic institutions have disappeared one after the other and that, in the 
socialist countries, oriental despotism has been able to stage a success-
ful comeback. It is not mere chance that democracy is attacked every-
where, both by the partisans of Russian Communism and by those of 
German Socialism. The radicalism of the “right” and the radicalism of 
the “left” differ in minor unimportant details only; they meet in their 
wholesale denunciations of both capitalism and democracy.

Mankind has a choice only between the unhampered market econ-
omy, democracy, and freedom on the one side, and socialism and dic-
tatorship on the other side. A third alternative, an interventionist com-
promise, is not feasible.

It may be pointed out that this conclusion is in accord with some 
of the teachings of Karl Marx and orthodox Marxists. Marx and the 
Marxists have branded as “petit bourgeois” all those measures which 
are called interventionism, and they have acknowledged their self-
contradictory character. Marx considered it futile for trade unions to 
try to obtain higher wages for the whole working class in the capital-
istic society. And the orthodox Marxists have always protested against 
proposals to have the state, directly or indirectly, fi x minimum-wage 
rates. Marx developed the doctrine that a “dictatorship of the proletar-
iat” was necessary to prepare the way for socialism, the “higher phase 
of communist society.” During the transition period of several centu-
ries there would be no room for democracy. Thus, Lenin was quite 
right when he pointed to Marx to justify his reign of terror. As to what 
would happen after socialism was attained, Marx merely said that the 
state would wither away.

The victories which Lenin, Mussolini, and Hitler have won were not 
defeats of capitalism but the inescapable consequences of intervention-
ist policy. Lenin defeated the interventionism of Kerensky.* Mussolini 
won his victory over the syndicalism of the Italian trade unions which 
culminated in the seizure of factories. Hitler triumphed over the inter-
ventionism of the Weimar Republic. Franco† won his victory over the 

* [Aleksandr Kerensky (1881–1970), Russian politician, was the leader of the Russian govern-
ment after the March 1917 Revolution, which deposed the czar. He fl ed Russia when his faction 
was defeated by the Bolsheviks during the October 1917 Revolution.—Editor]
† [Francisco Franco (1892–1975), Spanish general and dictator who assumed power in 1939 at 
the conclusion of the Spanish Civil War.—Editor]
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syndicalist anarchy in Spain and Catalonia. In France the system of the 
front populaire collapsed and the dictatorship of Pétain followed. Once 
interventionism was embarked upon, this was the logical sequence of 
events. Interventionism will always lead to the same result.

If there is anything history could teach us it would be that no nation 
has ever created a higher civilization without private ownership of the 
means of production and that democracy has only been found where 
private ownership of the means of production has existed.

Should our civilization perish, it will not be because it is doomed, 
but because people refused to learn from theory or from history. It is 
not fate that determines the future of human society, but man him-
self. The decay of Western civilization is not an act of God, something 
which cannot be averted. If it comes, it will be the result of a policy 
which still can be abandoned and replaced by a better policy.
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preface, 1985

The term “liberalism,” from the Latin “liber” meaning “free,” referred
originally to the philosophy of freedom. It still retained this meaning in
Europe when this book was written (1927) so that readers who opened
its covers expected an analysis of the freedom philosophy of classical lib-
eralism. Unfortunately, however, in recent decades, “liberalism” has
come to mean something very different. The word has been taken over,
especially in the United States, by philosophical socialists and used by
them to refer to their government intervention and “welfare state” pro-
grams. As one example among many possible ones, former U.S. Senator
Joseph S. Clark, Jr., when he was mayor of Philadelphia, described the
modern “liberal” position very frankly in these words:

To lay a ghost at the outset and to dismiss semantics, a liberal is here
defined as one who believes in utilizing the full force of government for
the advancement of social, political, and economic justice at the mu-
nicipal, state, national, and international levels. . . . A liberal believes
government is a proper tool to use in the development of a society which
attempts to carry Christian principles of conduct into practical effect.
(Atlantic, July 1953, p. 27)

This view of “liberalism” was so prevalent in 1962, when the English
translation of this book appeared, that Mises believed then that to trans-
late literally the original title, Liberalismus, would be too confusing. So
he called the English version The Free and Prosperous Commonwealth.

By the following year, however, Mises had decided that the advocates of
freedom and free markets should not relinquish “liberalism” to the
philosophical socialists. In the prefaces of both the second (1963) and
third (1966) editions of his magnum opus, Human Action, Mises wrote
that the advocates of the freedom philosophy should reclaim “the term
‘liberal’ . . . because there is simply no other term available to signify the
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great political and intellectual movement” that ushered in modern civ-
ilization by fostering the free market economy, limited government and
individual freedom. It is in this sense that “liberalism” is used through-
out this book.

For the benefit of readers who are not familiar with the works of
Ludwig von Mises (1881–1973), he was for decades the leading spokes-
man of the “Austrian” school of economics, so named because Mises as
well as his two prominent predecessors—Carl Menger and Eugen von
Böhm-Bawerk—were all Austrian born. The cornerstone of the “Aus-
trian” school is the subjective value marginal utility theory. This theory
traces all economic phenomena, simple and complex, to the actions of
individuals, each undertaken as a result of personal subjective values.
On the basis of this subjective value theory, Mises explained and ana-
lyzed methodology, value, action, prices, markets, money, monopoly,
government intervention, economic booms and busts, etc., making es-
pecially significant contributions in the fields of money and economic
calculation.

Mises earned his doctorate from the University of Vienna in 1906.
His thesis, The Theory of Money and Credit, published in German in
1912 and in English in 1934, was the first of his many theoretical works
in economics. During the interwar years, in addition to writing articles
and books, such as the powerful treatise, Socialism, Mises worked full
time at the Austrian Chamber of Commerce as economic adviser to the
Austrian government and taught part time as a Privatdozent (lecturer)
at the University of Vienna. He also conducted a private economics
seminar for scholars, many of whom became influential worldwide. 
In 1926 he established the private Austrian Institute for Business Cycle
Research which still survives.

After Hitler came to power in Germany, Mises anticipated trouble
for Austria. So in 1934 he took a position in Switzerland with the Grad-
uate Institute of International Studies. While there he wrote National-

oekonomie (1940). Although there were few German readers in na-
tional socialist Europe for this monumental economic treatise, Mises’s
explanations of sound economic principles have reached a much wider
audience through the English-language version of Nationaloekonomie,
completely rewritten by Mises for American readers under the title of
Human Action (1st edition, 1949).

To escape Hitler-dominated Europe, Mises and his wife left Switzer-
land in 1940 and came to the United States. His reputation had been
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well established in Europe, but he was little known in this country.
Therefore, he had to begin practically all over again to attract students
and readers. English-language books began to appear from his pen—
Omnipotent Government and Bureaucracy, both in 1944. And then his
masterful economic treatise, Human Action, in 1949. There soon fol-
lowed Planning for Freedom (1952), The Anti-Capitalistic Mentality

(1952), Theory and History (1957) and The Ultimate Foundations of

Economic Science (1962), all important books in economic theory.
In 1947, Mises was instrumental in founding the international Mont

Pèlerin Society. He lectured widely in the U.S. and Latin America and
for 24 years he conducted his well-known graduate economics seminar
at New York University. He also served as a consultant to the National
Association of Manufacturers and as adviser to the Foundation for 
Economic Education.

Mises received many honors throughout the course of his lifetime—
honorary doctorates from Grove City College (1957), New York Uni-
versity (1963), and the University of Freiburg (1964) in Germany. His
accomplishments were recognized in 1956 by his alma mater, the Uni-
versity of Vienna, when his doctorate was memorialized on its 50th an-
niversary and “renewed,” a European tradition, and in 1962 by the Aus-
trian government. He was also cited in 1969 as “Distinguished Fellow”
by the American Economic Association.

Mises’s influence continues to spread among thoughtful persons.
His most prominent student from his European days, Nobel Laureate
F. A. Hayek, has written: “Mises’s influence now reaches beyond the
personal sphere. . . . The torch which you [Mises] have lighted has be-
come the guide of a new movement for freedom which is gathering
strength every day.” And one of his leading students in the United
States, Professor Israel Kirzner of New York University, has described
his impact on modern students: “[T]o the ferment and sense of excite-
ment now evident in the resurgence of interest in this Austrian per-
spective, Mises’s contributions have been crucial and decisive.”

Mises was always the careful and logical theoretician, but he was not
only an ivory tower theoretician. Driven by the logic of his scientific
reasoning to the conclusion that a liberal society with free markets is
the only road to domestic and international peace and harmony, he felt
compelled to apply the economic theories he expounded to govern-
ment policy. In Liberalism Mises not only offers brief explanations of
many important economic phenomena, but he also presents, more 
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explicitly than in any of his other books, his views on government and
its very limited but essential role in preserving social cooperation un-
der which the free market can function. Mises’s views still appear fresh
and modern and readers will find his analysis pertinent.

Mises’s message, that ideas rule the world, runs as a constant refrain
throughout all his books. But it comes through especially strong in Lib-

eralism. “The ultimate outcome of the struggle” between liberalism
and totalitarianism, he wrote in 1927, “will not be decided by arms, but
by ideas. It is ideas that group men into fighting factions, that press the
weapons into their hands, and that determine against whom and for
whom the weapons shall be used. It is they alone, and not arms, that,
in the last analysis, turn the scales.”

In fact, the only hope of keeping the world from plunging still 
further into international chaos and conflict is to convince the people
to abandon government intervention and adopt liberal policies.

Bettina Bien Greaves
The Foundation for Economic Education, Inc.
August, 1985
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preface to the english-language edition

The social order created by the philosophy of the Enlightenment as-
signed supremacy to the common man. In his capacity as a consumer,
the “regular fellow” was called upon to determine ultimately what
should be produced, in what quantity and of what quality, by whom,
how, and where; in his capacity as a voter, he was sovereign in directing
his nation’s policies. In the precapitalistic society those had been para-
mount who had the strength to beat their weaker fellows into submis-
sion. The much decried “mechanism” of the free market leaves only
one way open to the acquisition of wealth, viz., to succeed in serving the
consumers in the best possible and cheapest way. To this “democracy”
of the market corresponds, in the sphere of the conduct of affairs of state,
the system of representative government. The greatness of the period
between the Napoleonic Wars and the first World War consisted pre-
cisely in the fact that the social ideal after the realization of which
the most eminent men were striving was free trade in a peaceful world
of free nations. It was an age of unprecedented improvement in the
standard of living for a rapidly increasing population. It was the age of
liberalism.

Today the tenets of this nineteenth-century philosophy of liberalism
are almost forgotten. In continental Europe it is remembered only by a
few. In England the term “liberal” is mostly used to signify a program
that only in details differs from the totalitarianism of the socialists.* In
the United States “liberal” means today a set of ideas and political pos-
tulates that in every regard are the opposite of all that liberalism meant
to the preceding generations. The American self-styled liberal aims 
at government omnipotence, is a resolute foe of free enterprise, and 

* Yet one should mention the fact that a few eminent Englishmen continue to espouse the cause
of genuine liberalism.
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advocates all-round planning by the authorities, i.e., socialism. These
“liberals” are anxious to emphasize that they disapprove of the Russian
dictator’s policies not on account of their socialistic or communistic
character but merely on account of their imperialistic tendencies.
Every measure aiming at confiscating some of the assets of those who
own more than the average or at restricting the rights of the owners of
property is considered as liberal and progressive. Practically unlimited
discretionary power is vested in government agencies the decisions of
which are exempt from judicial review. The few upright citizens who
dare to criticize this trend toward administrative despotism are branded
as extremists, reactionaries, economic royalists, and Fascists. It is sug-
gested that a free country ought not to tolerate political activities on the
part of such “public enemies.”

Surprisingly enough, these ideas are in this country viewed as spe-
cifically American, as the continuation of the principles and the phi-
losophy of the Pilgrim Fathers, the signers of the Declaration of Inde-
pendence, and the authors of the Constitution and the Federalist
papers. Only few people realize that these allegedly progressive policies
originated in Europe and that their most brilliant nineteenth-century
exponent was Bismarck, whose policies no American would qualify as
progressive and liberal. Bismarck’s Sozialpolitik was inaugurated in
1881, more than fifty years before its replica, F. D. Roosevelt’s New
Deal. Following in the wake of the German Reich, the then most suc-
cessful power, all European industrial nations more or less adopted the
system that pretended to benefit the masses at the expense of a minor-
ity of “rugged individualists.” The generation that reached voting age
after the end of the first World War took statism for granted and had
only contempt for the “bourgeois prejudice,” liberty.

When, thirty-five years ago, I tried to give a summary of the ideas and
principles of that social philosophy that was once known under the
name of liberalism, I did not indulge in the vain hope that my account
would prevent the impending catastrophes to which the policies
adopted by the European nations were manifestly leading. All I wanted
to achieve was to offer to the small minority of thoughtful people an op-
portunity to learn something about the aims of classical liberalism and
its achievements and thus to pave the way for a resurrection of the spirit
of freedom after the coming debacle.

On October 28, 1951, Professor J. P. Hamilius of Luxembourg ordered
a copy of Liberalismus from the publishing firm of Gustav Fischer in
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Jena (Russian Zone of Germany). The publishing firm answered, on
November 14, 1951, that no copies of the book were available and added:
“Die Vorräte dieser Schrift mussten auf Anordnung behördlicher
Stellen restlos makuliert werden.” (By order of the authorities all the
copies of this book had to be destroyed.) The letter did not say whether
the “authorities” referred to were those of Nazi Germany or those of the
“democratic” republic of East Germany.

In the years that elapsed since the publication of Liberalismus I have
written much more about the problems involved. I have dealt with
many issues with which I could not deal in a book the size of which had
to be limited in order not to deter the general reader. On the other
hand, I referred in it to some matters that have little importance for the
present. There are, moreover, in this book various problems of policy
treated in a way which can be understood and correctly appreciated
only if one takes into account the political and economic situation at
the time in which it was written.

I have not changed anything in the original text of the book and did
not influence in any way the translation made by Dr. Ralph Raico and
the editing done by Mr. Arthur Goddard. I am very grateful to these two
scholars for the pains they took in making the book available to the 
English-reading public.

Ludwig von Mises
New York, April, 1962

preface � xv

L3322-00-FM  8/17/05  7:03 AM  Page xv



L3322-00-FM  8/17/05  7:03 AM  Page xvi



Introduction

1 Liberalism

The philosophers, sociologists, and economists of the eighteenth and
the early part of the nineteenth century formulated a political program
that served as a guide to social policy first in England and the United
States, then on the European continent, and finally in the other parts
of the inhabited world as well. Nowhere was this program ever com-
pletely carried out. Even in England, which has been called the home-
land of liberalism and the model liberal country, the proponents of lib-
eral policies never succeeded in winning all their demands. In the rest
of the world only parts of the liberal program were adopted, while oth-
ers, no less important, were either rejected from the very first or dis-
carded after a short time. Only with some exaggeration can one say that
the world once lived through a liberal era. Liberalism was never per-
mitted to come to full fruition.

Nevertheless, brief and all too limited as the supremacy of liberal
ideas was, it sufficed to change the face of the earth. A magnificent eco-
nomic development took place. The release of man’s productive pow-
ers multiplied the means of subsistence many times over. On the eve of
the World War (which was itself the result of a long and bitter struggle
against the liberal spirit and which ushered in a period of still more bit-
ter attacks on liberal principles), the world was incomparably more
densely populated than it had ever been, and each inhabitant could
live incomparably better than had been possible in earlier centuries.
The prosperity that liberalism had created reduced considerably infant
mortality, which had been the pitiless scourge of earlier ages, and, as a
result of the improvement in living conditions, lengthened the average
span of life.

Nor did this prosperity flow only to a select class of privileged per-
sons. On the eve of the World War the worker in the industrial nations
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of Europe, in the United States, and in the overseas dominions of 
England lived better and more graciously than the nobleman of not too
long before. Not only could he eat and drink according to his desire; he
could give his children a better education; he could, if he wished, take
part in the intellectual and cultural life of his nation; and, if he pos-
sessed enough talent and energy, he could, without difficulty, raise his
social position. It was precisely in the countries that had gone the far-
thest in adopting the liberal program that the top of the social pyramid
was composed, in the main, not of those who had, from their very birth,
enjoyed a privileged position by virtue of the wealth or high rank of
their parents, but of those who, under favorable conditions, had worked
their way up from straitened circumstances by their own power. The
barriers that had in earlier ages separated lords and serfs had fallen.
Now there were only citizens with equal rights. No one was handi-
capped or persecuted on account of his nationality, his opinions, or his
faith. Domestic political and religious persecutions had ceased, and in-
ternational wars began to become less frequent. Optimists were already
hailing the dawn of the age of eternal peace.

But events have turned out otherwise. In the nineteenth century
strong and violent opponents of liberalism sprang up who succeeded in
wiping out a great part of what had been gained by the liberals. The
world today wants to hear no more of liberalism. Outside England the
term “liberalism” is frankly proscribed. In England, there are, to be
sure, still “liberals,” but most of them are so in name only. In fact, they
are rather moderate socialists. Everywhere today political power is in
the hands of the antiliberal parties. The program of antiliberalism un-
leashed the forces that gave rise to the great World War and, by virtue
of import and export quotas, tariffs, migration barriers, and similar
measures, has brought the nations of the world to the point of mutual
isolation. Within each nation it has led to socialist experiments whose
result has been a reduction in the productivity of labor and a con-
comitant increase in want and misery. Whoever does not deliberately
close his eyes to the facts must recognize everywhere the signs of an ap-
proaching catastrophe in world economy. Antiliberalism is heading 
toward a general collapse of civilization.

If one wants to know what liberalism is and what it aims at, one can-
not simply turn to history for the information and inquire what the lib-
eral politicians stood for and what they accomplished. For liberalism
nowhere succeeded in carrying out its program as it had intended.
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Nor can the programs and actions of those parties that today call
themselves liberal provide us with any enlightenment concerning the
nature of true liberalism. It has already been mentioned that even in
England what is understood as liberalism today bears a much greater
resemblance to Toryism and socialism than to the old program of the
freetraders. If there are liberals who find it compatible with their liber-
alism to endorse the nationalization of railroads, of mines, and of other
enterprises, and even to support protective tariffs, one can easily see
that nowadays nothing is left of liberalism but the name.

Nor does it any longer suffice today to form one’s idea of liberalism
from a study of the writings of its great founders. Liberalism is not a com-
pleted doctrine or a fixed dogma. On the contrary, it is the application
of the teachings of science to the social life of man. And just as eco-
nomics, sociology, and philosophy have not stood still since the days
of David Hume, Adam Smith, David Ricardo, Jeremy Bentham, and
Wilhelm Humboldt, so the doctrine of liberalism is different today from
what it was in their day, even though its fundamental principles have re-
mained unchanged. For many years now no one has undertaken to pre-
sent a concise statement of the essential meaning of that doctrine. This
may serve to justify our present attempt at providing just such a work.

2 Material Welfare

Liberalism is a doctrine directed entirely towards the conduct of men
in this world. In the last analysis, it has nothing else in view than the ad-
vancement of their outward, material welfare and does not concern it-
self directly with their inner, spiritual and metaphysical needs. It does
not promise men happiness and contentment, but only the most abun-
dant possible satisfaction of all those desires that can be satisfied by the
things of the outer world.

Liberalism has often been reproached for this purely external and
materialistic attitude toward what is earthly and transitory. The life of
man, it is said, does not consist in eating and drinking. There are higher
and more important needs than food and drink, shelter and clothing.
Even the greatest earthly riches cannot give man happiness; they leave
his inner self, his soul, unsatisfied and empty. The most serious error of
liberalism has been that it has had nothing to offer man’s deeper and
nobler aspirations.

material welfare � xix
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But the critics who speak in this vein show only that they have a very
imperfect and materialistic conception of these higher and nobler
needs. Social policy, with the means that are at its disposal, can make
men rich or poor, but it can never succeed in making them happy or in
satisfying their inmost yearnings. Here all external expedients fail. All
that social policy can do is to remove the outer causes of pain and suf-
fering; it can further a system that feeds the hungry, clothes the naked,
and houses the homeless. Happiness and contentment do not depend
on food, clothing, and shelter, but, above all, on what a man cherishes
within himself. It is not from a disdain of spiritual goods that liberalism
concerns itself exclusively with man’s material well-being, but from a
conviction that what is highest and deepest in man cannot be touched
by any outward regulation. It seeks to produce only outer well-being be-
cause it knows that inner, spiritual riches cannot come to man from
without, but only from within his own heart. It does not aim at creating
anything but the outward preconditions for the development of the in-
ner life. And there can be no doubt that the relatively prosperous indi-
vidual of the twentieth century can more readily satisfy his spiritual
needs than, say, the individual of the tenth century, who was given no
respite from anxiety over the problem of eking out barely enough for
survival or from the dangers that threatened him from his enemies.

To be sure, to those who, like the followers of many Asiatic and me-
dieval Christian sects, accept the doctrine of complete asceticism and
who take as the ideal of human life the poverty and freedom from want
of the birds of the forest and the fish of the sea, we can make no reply
when they reproach liberalism for its materialistic attitude. We can
only ask them to let us go our way undisturbed, just as we do not hin-
der them from getting to heaven in their own fashion. Let them shut
themselves up in their cells, away from men and the world, in peace.

The overwhelming majority of our contemporaries cannot under-
stand the ascetic ideal. But once one rejects the principle of the ascetic
conduct of life, one cannot reproach liberalism for aiming at outer
well-being.

3 Rationalism

Liberalism is usually reproached, besides, for being rationalistic. 
It wants to regulate everything reasonably and thus fails to recog-
nize that in human affairs great latitude is, and, indeed, must be, 
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given to feelings and to the irrational generally—i.e., to what is 
unreasonable.

Now liberalism is by no means unaware of the fact that men some-
times act unreasonably. If men always acted reasonably, it would be su-
perfluous to exhort them to be guided by reason. Liberalism does not
say that men always act intelligently, but rather that they ought, in their
own rightly understood interest, always to act intelligently. And the
essence of liberalism is just this, that it wants to have conceded to rea-
son in the sphere of social policy the acceptance that is conceded to it
without dispute in all other spheres of human action.

If, having been recommended a reasonable—i.e., hygienic—mode
of life by his doctor, someone were to reply: “I know that your advice is
reasonable; my feelings, however, forbid me to follow it. I want to do
what is harmful for my health even though it may be unreasonable,”
hardly anybody would regard his conduct as commendable. No matter
what we undertake to do in life, in order to reach the goal that we have
set for ourselves we endeavor to do it reasonably. The person who wants
to cross a railroad track will not choose the very moment when a train
is passing over the crossing. The person who wants to sew on a button
will avoid pricking his finger with the needle. In every sphere of his
practical activity man has developed a technique or a technology that
indicates how one is to proceed if one does not want to behave in an
unreasonable way. It is generally acknowledged that it is desirable for a
man to acquire the techniques which he can make use of in life, and a
person who enters a field whose techniques he has not mastered is de-
rided as a bungler.

Only in the sphere of social policy, it is thought, should it be other-
wise. Here, not reason, but feelings and impulses should decide. The
question: How must things be arranged in order to provide good illu-
mination during the hours of darkness? is generally discussed only with
reasonable arguments. As soon, however, as the point in the discussion
is reached when it is to be decided whether the lighting plant should
be managed by private individuals or by the municipality, then reason
is no longer considered valid. Here sentiment, world view—in short,
unreason—should determine the result. We ask in vain: Why?

The organization of human society according to the pattern most
suitable for the attainment of the ends in view is a quite prosaic and
matter-of-fact question, not unlike, say, the construction of a railroad or
the production of cloth or furniture. National and governmental affairs
are, it is true, more important than all other practical questions of
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human conduct, since the social order furnishes the foundation for
everything else, and it is possible for each individual to prosper in the
pursuit of his ends only in a society propitious for their attainment. But
however lofty may be the sphere in which political and social questions
are placed, they still refer to matters that are subject to human control
and must consequently be judged according to the canons of human
reason. In such matters, no less than in all our other mundane affairs,
mysticism is only an evil. Our powers of comprehension are very lim-
ited. We cannot hope ever to discover the ultimate and most profound
secrets of the universe. But the fact that we can never fathom the mean-
ing and purpose of our existence does not hinder us from taking pre-
cautions to avoid contagious diseases or from making use of the appro-
priate means to feed and clothe ourselves, nor should it deter us from
organizing society in such a way that the earthly goals for which we
strive can be most effectually attained. Even the state and the legal sys-
tem, the government and its administration are not too lofty, too good,
too grand, for us to bring them within the range of rational deliberation.
Problems of social policy are problems of social technology, and their
solution must be sought in the same ways and by the same means that
are at our disposal in the solution of other technical problems: by ra-
tional reflection and by examination of the given conditions. All that
man is and all that raises him above the animals he owes to his reason.
Why should he forgo the use of reason just in the sphere of social pol-
icy and trust to vague and obscure feelings and impulses?

4 The Aim of Liberalism

There is a widespread opinion that liberalism is distinguished from
other political movements by the fact that it places the interests of a part
of society—the propertied classes, the capitalists, the entrepreneurs—
above the interests of the other classes. This assertion is completely
mistaken. Liberalism has always had in view the good of the whole, not
that of any special group. It was this that the English utilitarians meant
to express—although, it is true, not very aptly—in their famous for-
mula, “the greatest happiness of the greatest number.” Historically, lib-
eralism was the first political movement that aimed at promoting the
welfare of all, not that of special groups. Liberalism is distinguished
from socialism, which likewise professes to strive for the good of all, not
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by the goal at which it aims, but by the means that it chooses to attain
that goal.

If it is maintained that the consequence of a liberal policy is or must
be to favor the special interests of certain strata of society, this is still a
question that allows of discussion. It is one of the tasks of the present
work to show that such a reproach is in no way justified. But one can-
not, from the very outset, impute unfairness to the person who raises it;
though we consider his opinion incorrect, it could very well be ad-
vanced in the best of faith. In any case, whoever attacks liberalism in
this way concedes that its intentions are disinterested and that it wants
nothing but what it says it wants.

Quite different are those critics of liberalism who reproach it for
wanting to promote, not the general welfare, but only the special in-
terests of certain classes. Such critics are both unfair and ignorant. By
choosing this mode of attack, they show that they are inwardly well
aware of the weakness of their own case. They snatch at poisoned weap-
ons because they cannot otherwise hope for success.

If a doctor shows a patient who craves food detrimental to his health
the perversity of his desire, no one will be so foolish as to say: “The doc-
tor does not care for the good of the patient; whoever wishes the patient
well must not grudge him the enjoyment of relishing such delicious
food.” Everyone will understand that the doctor advises the patient to
forgo the pleasure that the enjoyment of the harmful food affords solely
in order to avoid injuring his health. But as soon as the matter concerns
social policy, one is prone to consider it quite differently. When the lib-
eral advises against certain popular measures because he expects harm-
ful consequences from them, he is censured as an enemy of the people,
and praise is heaped on the demagogues who, without consideration of
the harm that will follow, recommend what seems to be expedient for
the moment.

Reasonable action is distinguished from unreasonable action by the
fact that it involves provisional sacrifices. The latter are only apparent
sacrifices, since they are outweighed by the favorable consequences
that later ensue. The person who avoids tasty but unwholesome food
makes merely a provisional, a seeming sacrifice. The outcome—the
nonoccurrence of injury to his health—shows that he has not lost, but
gained. To act in this way, however, requires insight into the conse-
quences of one’s action. The demagogue takes advantage of this fact.
He opposes the liberal, who calls for provisional and merely apparent
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sacrifices, and denounces him as a hard-hearted enemy of the people,
meanwhile setting himself up as a friend of humanity. In supporting
the measures he advocates, he knows well how to touch the hearts 
of his hearers and to move them to tears with allusions to want and 
misery.

Antiliberal policy is a policy of capital consumption. It recommends
that the present be more abundantly provided for at the expense of
the future. It is in exactly the same case as the patient of whom we
have spoken. In both instances a relatively grievous disadvantage in
the future stands in opposition to a relatively abundant momentary
gratification. To talk, in such a case, as if the question were one of hard-
heartedness versus philanthropy is downright dishonest and untruthful.
It is not only the common run of politicians and the press of the antilib-
eral parties that are open to such a reproach. Almost all the writers of the
school of Sozialpolitik have made use of this underhanded mode of
combat.

That there is want and misery in the world is not, as the average
newspaper reader, in his dullness, is only too prone to believe, an ar-
gument against liberalism. It is precisely want and misery that liberal-
ism seeks to abolish, and it considers the means that it proposes the only
suitable ones for the achievement of this end. Let whoever thinks that
he knows a better, or even a different, means to this end adduce the
proof. The assertion that the liberals do not strive for the good of all
members of society, but only for that of special groups, is in no way a
substitute for this proof.

The fact that there is want and misery would not constitute an argu-
ment against liberalism even if the world today followed a liberal policy.
It would always be an open question whether still more want and mis-
ery might not prevail if other policies had been followed. In view of all
the ways in which the functioning of the institution of private property
is curbed and hindered in every quarter today by antiliberal policies, it
is manifestly quite absurd to seek to infer anything against the correct-
ness of liberal principles from the fact that economic conditions are
not, at present, all that one could wish. In order to appreciate what lib-
eralism and capitalism have accomplished, one should compare con-
ditions as they are at present with those of the Middle Ages or of the first
centuries of the modern era. What liberalism and capitalism could have
accomplished had they been allowed free rein can be inferred only
from theoretical considerations.
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5 Liberalism and Capitalism

A society in which liberal principles are put into effect is usually called
a capitalist society, and the condition of that society, capitalism. Since
the economic policy of liberalism has everywhere been only more or
less closely approximated in practice, conditions as they are in the
world today provide us with but an imperfect idea of the meaning and
possible accomplishments of capitalism in full flower. Nevertheless,
one is altogether justified in calling our age the age of capitalism, be-
cause all that has created the wealth of our time can be traced back to
capitalist institutions. It is thanks to those liberal ideas that still remain
alive in our society, to what yet survives in it of the capitalist system, that
the great mass of our contemporaries can enjoy a standard of living far
above that which just a few generations ago was possible only to the
rich and especially privileged.

To be sure, in the customary rhetoric of the demagogues these facts
are represented quite differently. To listen to them, one would think
that all progress in the techniques of production redounds to the exclu-
sive benefit of a favored few, while the masses sink ever more deeply
into misery. However, it requires only a moment’s reflection to realize
that the fruits of all technological and industrial innovations make for
an improvement in the satisfaction of the wants of the great masses. All
big industries that produce consumers’ goods work directly for their
benefit; all industries that produce machines and half-finished products
work for them indirectly. The great industrial developments of the last
decades, like those of the eighteenth century that are designated by the
not altogether happily chosen phrase, “the Industrial Revolution,” have
resulted, above all, in a better satisfaction of the needs of the masses.
The development of the clothing industry, the mechanization of shoe
production, and improvements in the processing and distribution
of foodstuffs have, by their very nature, benefited the widest public.
It is thanks to these industries that the masses today are far better
clothed and fed than ever before. However, mass production provides
not only for food, shelter, and clothing, but also for other require-
ments of the multitude. The press serves the masses quite as much as
the motion picture industry, and even the theater and similar strong-
holds of the arts are daily becoming more and more places of mass
entertainment.
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Nevertheless, as a result of the zealous propaganda of the antiliberal
parties, which twists the facts the other way round, people today have
come to associate the ideas of liberalism and capitalism with the image
of a world plunged into ever increasing misery and poverty. To be sure,
no amount of depreciatory propaganda could ever succeed, as the dem-
agogues had hoped, in giving the words “liberal” and “liberalism” a
completely pejorative connotation. In the last analysis, it is not possible
to brush aside the fact that, in spite of all the efforts of antiliberal prop-
aganda, there is something in these expressions that suggests what every
normal person feels when he hears the word “freedom.” Antiliberal
propaganda, therefore, avoids mentioning the word “liberalism” too of-
ten and prefers the infamies that it attributes to the liberal system to be
associated with the term “capitalism.” That word brings to mind a flint-
hearted capitalist, who thinks of nothing but his own enrichment, even
if that is possible only through the exploitation of his fellow men.

It hardly occurs to anyone, when he forms his notion of a capitalist,
that a social order organized on genuinely liberal principles is so con-
stituted as to leave the entrepreneurs and the capitalists only one way to
wealth, viz., by better providing their fellow men with what they them-
selves think they need. Instead of speaking of capitalism in connection
with the prodigious improvement in the standard of living of the masses,
antiliberal propaganda mentions capitalism only in referring to those
phenomena whose emergence was made possible solely because of the
restraints that were imposed upon liberalism. No reference is made to
the fact that capitalism has placed a delectable luxury as well as a food,
in the form of sugar, at the disposal of the great masses. Capitalism is
mentioned in connection with sugar only when the price of sugar in a
country is raised above the world market price by a cartel. As if such a
development were even conceivable in a social order in which liberal
principles were put into effect! In a country with a liberal regime, in
which there are no tariffs, cartels capable of driving the price of a com-
modity above the world market price would be quite unthinkable.

The links in the chain of reasoning by which antiliberal demagogy
succeeds in laying upon liberalism and capitalism the blame for all the
excesses and evil consequences of antiliberal policies are as follows:
One starts from the assumption that liberal principles aim at promoting
the interests of the capitalists and entrepreneurs at the expense of the in-
terests of the rest of the population and that liberalism is a policy that fa-
vors the rich over the poor. Then one observes that many entrepreneurs
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and capitalists, under certain conditions, advocate protective tariffs,
and still others—the armaments manufacturers—support a policy of
“national preparedness”; and, out of hand, one jumps to the conclusion
that these must be “capitalistic” policies.

In fact, however, the case is quite otherwise. Liberalism is not a pol-
icy in the interest of any particular group, but a policy in the interest of
all mankind. It is, therefore, incorrect to assert that the entrepreneurs
and capitalists have any special interest in supporting liberalism. Their
interest in championing the liberal program is exactly the same as that
of everyone else. There may be individual cases in which some entre-
preneurs or capitalists cloak their special interests in the program of lib-
eralism; but opposed to these are always the special interests of other en-
trepreneurs or capitalists. The matter is not quite so simple as those who
everywhere scent “interests” and “interested parties” imagine. That a
nation imposes a tariff on iron, for example, cannot “simply” be ex-
plained by the fact that this benefits the iron magnates. There are also
persons with opposing interests in the country, even among the entre-
preneurs; and, in any case, the beneficiaries of the tariff on iron are a
steadily diminishing minority. Nor can bribery be the explanation, for
the people bribed can likewise be only a minority; and, besides, why
does only one group, the protectionists, do the bribing, and not their
opponents, the freetraders?

The fact is that the ideology that makes the protective tariff possible
is created neither by the “interested parties” nor by those bribed by
them, but by the ideologists, who give the world the ideas that direct the
course of all human affairs. In our age, in which antiliberal ideas pre-
vail, virtually everyone thinks accordingly, just as, a hundred years ago,
most people thought in terms of the then prevailing liberal ideology. 
If many entrepreneurs today advocate protective tariffs, this is nothing
more than the form that antiliberalism takes in their case. It has noth-
ing to do with liberalism.

6 The Psychological Roots of Antiliberalism

It cannot be the task of this book to discuss the problem of social coop-
eration otherwise than with rational arguments. But the root of the 
opposition to liberalism cannot be reached by resort to the method 
of reason. This opposition does not stem from the reason, but from a
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pathological mental attitude—from resentment and from a neuras-
thenic condition that one might call a Fourier complex, after the
French socialist of that name.

Concerning resentment and envious malevolence little need be
said. Resentment is at work when one so hates somebody for his more
favorable circumstances that one is prepared to bear heavy losses if only
the hated one might also come to harm. Many of those who attack cap-
italism know very well that their situation under any other economic
system will be less favorable. Nevertheless, with full knowledge of this
fact, they advocate a reform, e.g., socialism, because they hope that the
rich, whom they envy, will also suffer under it. Time and again one
hears socialists say that even material want will be easier to bear in a so-
cialist society because people will realize that no one is better off than
his neighbor.

At all events, resentment can still be dealt with by rational argu-
ments. It is, after all, not too difficult to make clear to a person who is
filled with resentment that the important thing for him cannot be to
worsen the position of his better situated fellow men, but to improve
his own.

The Fourier complex is much harder to combat. What is involved in
this case is a serious disease of the nervous system, a neurosis, which is
more properly the concern of the psychologist than of the legislator. Yet
it cannot be neglected in investigating the problems of modern society.
Unfortunately, medical men have hitherto scarcely concerned them-
selves with the problems presented by the Fourier complex. Indeed,
they have hardly been noticed even by Freud, the great master of psy-
chology, or by his followers in their theory of neurosis, though it is to
psychoanalysis that we are indebted for having opened up the path that
alone leads to a coherent and systematic understanding of mental dis-
orders of this kind.

Scarcely one person in a million succeeds in fulfilling his life’s am-
bition. The upshot of one’s labors, even if one is favored by fortune, re-
mains far inferior to what the wistful daydreams of youth allowed one
to hope for. Plans and desires are shattered on a thousand obstacles,
and one’s powers prove too weak to achieve the goals on which one has
set one’s heart. The failure of his hopes, the frustration of his schemes,
his own inadequacy in the face of the tasks that he has set himself—
these constitute every man’s most deeply painful experience. They are,
indeed, the common lot of man.

xxviii � introduction

L3322-00-FM  8/17/05  7:03 AM  Page xxviii



There are two ways in which man can react to this experience. One
way is indicated by the practical wisdom of Goethe:

Dost thou fancy that I should hate life,
Should flee to the wilderness,
Because not all my budding dreams have

blossomed?

his Prometheus cries. And Faust recognizes at the “highest moment”
that “the last word of wisdom” is:

No man deserves his freedom or his life
Who does not daily win them anew.

Such a will and such a spirit cannot be vanquished by any earthly mis-
fortune. He who accepts life for what it is and never allows himself to
be overwhelmed by it does not need to seek refuge for his crushed self-
confidence in the solace of a “saving lie.” If the longed-for success is not
forthcoming, if the vicissitudes of fate destroy in the twinkling of an eye
what had to be painstakingly built up by years of hard work, then he
simply multiplies his exertions. He can look disaster in the eye without
despairing.

The neurotic cannot endure life in its real form. It is too raw for him,
too coarse, too common. To render it bearable he does not, like the
healthy man, have the heart to “carry on in spite of everything.” That
would not be in keeping with his weakness. Instead, he takes refuge in
a delusion. A delusion is, according to Freud, “itself something desired,
a kind of consolation”; it is characterized by its “resistance to attack by
logic and reality.” It by no means suffices, therefore, to seek to talk the
patient out of his delusion by conclusive demonstrations of its absur-
dity. In order to recuperate, the patient himself must overcome it. He
must learn to understand why he does not want to face the truth and
why he takes refuge in delusions.

Only the theory of neurosis can explain the success enjoyed by
Fourierism, the mad product of a seriously deranged brain. This is not
the place to adduce evidence of Fourier’s psychosis by quoting passages
from his writings. Such descriptions are of interest only to the psychia-
trist and, perhaps, also to people who derive a certain pleasure from
reading the productions of a lewd phantasy. But the fact is that 
Marxism, when it is obliged to leave the field of pompous dialectical
rhetoric and the derision and defamation of its opponents and to make
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a few meager remarks pertinent to the issue, never has anything differ-
ent to advance from what Fourier, the “utopian,” had to offer. Marxism
is likewise unable to construct a picture of a socialist society without
making two assumptions already made by Fourier that contradict all ex-
perience and all reason. On the one hand, it assumes that the “mate-
rial substratum” of production, which is “already present in nature
without the need of productive effort on the part of man,” stands at our
disposal in such abundance that it need not be economized; hence the
faith of Marxism in a “practically limitless increase in production.” On
the other hand, it assumes that in a socialist community work will
change from “a burden into a pleasure”—indeed, that it will become
“the primary necessity of life.” Where a superfluity of all goods
abounds and work is a pleasure, it is, doubtless, an easy matter to es-
tablish a land of Cockaigne.

Marxism believes that from the height of its “scientific socialism” it
is entitled to look down with contempt on romanticism and romantics.
But in reality its own procedure is no different from theirs. Instead of
removing the impediments that stand in the way of the realization of its
desires, it too prefers to let all obstacles simply fade away in the mists of
phantasy.

In the life of the neurotic the “saving lie” has a double function. It not
only consoles him for past failure, but holds out the prospect of future
success. In the case of social failure, which alone concerns us here, the
consolation consists in the belief that one’s inability to attain the lofty
goals to which one has aspired is not to be ascribed to one’s own inade-
quacy, but to the defectiveness of the social order. The malcontent ex-
pects from the overthrow of the latter the success that the existing system
has withheld from him. Consequently, it is entirely futile to try to make
clear to him that the utopia he dreams of is not feasible and that the only
foundation possible for a society organized on the principle of the divi-
sion of labor is private ownership of the means of production. The neu-
rotic clings to his “saving lie,” and when he must make the choice of re-
nouncing either it or logic, he prefers to sacrifice logic. For life would
be unbearable for him without the consolation that he finds in the idea
of socialism. It tells him that not he himself, but the world, is at fault for
having caused his failure; and this conviction raises his depressed self-
confidence and liberates him from a tormenting feeling of inferiority.

Just as the devout Christian could more easily endure the misfortune
that befell him on earth because he hoped for a continuation of personal

xxx � introduction

L3322-00-FM  8/17/05  7:03 AM  Page xxx



the psychological roots of antiliberalism � xxxi

existence in another, better world, where those who on earth had been
first would be last and the last would be first; so, for modern man, so-
cialism has become an elixir against earthly adversity. But whereas the
belief in immortality, in a recompense in the hereafter, and in resurrec-
tion formed an incentive to virtuous conduct in this life, the effect of the
socialist promise is quite different. It imposes no other duty than that of
giving political support to the party of socialism; but at the same time it
raises expectations and demands.

This being the character of the socialist dream, it is understandable
that every one of the partisans of socialism expects from it precisely
what has so far been denied to him. Socialist authors promise not only
wealth for all, but also happiness in love for everybody, the full physical
and spiritual development of each individual, the unfolding of great ar-
tistic and scientific talents in all men, etc. Only recently Trotsky stated
in one of his writings that in the socialist society “the average human
type will rise to the heights of an Aristotle, a Goethe, or a Marx. And
above this ridge new peaks will rise.” 1 The socialist paradise will be the
kingdom of perfection, populated by completely happy supermen. All
socialist literature is full of such nonsense. But it is just this nonsense
that wins it the most supporters.

One cannot send every person suffering from a Fourier complex to
the doctor for psychoanalytic treatment; the number of those afflicted
with it is far too great. No other remedy is possible in this case than the
treatment of the illness by the patient himself. Through self-knowledge
he must learn to endure his lot in life without looking for a scapegoat
on which he can lay all the blame, and he must endeavor to grasp the
fundamental laws of social cooperation.

1. Leon Trotsky, Literature and Revolution, trans. by R. Strunsky (London, 1925), p. 256.
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chapter 1

The Foundations of Liberal Policy

1 Property

Human society is an association of persons for cooperative action. As
against the isolated action of individuals, cooperative action on the ba-
sis of the principle of the division of labor has the advantage of greater
productivity. If a number of men work in cooperation in accordance
with the principle of the division of labor, they will produce (other
things being equal) not only as much as the sum of what they would
have produced by working as self-sufficient individuals, but consider-
ably more. All human civilization is founded on this fact. It is by virtue
of the division of labor that man is distinguished from the animals. It is
the division of labor that has made feeble man, far inferior to most ani-
mals in physical strength, the lord of the earth and the creator of the
marvels of technology. In the absence of the division of labor, we would
not be in any respect further advanced today than our ancestors of a
thousand or ten thousand years ago.

Human labor by itself is not capable of increasing our well-being. In
order to be fruitful, it must be applied to the materials and resources of
the earth that Nature has placed at our disposal. Land, with all the sub-
stances and powers resident within it, and human labor constitute the
two factors of production from whose purposeful cooperation proceed
all the commodities that serve for the satisfaction of our outer needs. In
order to produce, one must deploy labor and the material factors of pro-
duction, including not only the raw materials and resources placed at
our disposal by Nature and mostly found in the earth, but also the in-
termediate products already fabricated of these primary natural factors
of production by previously performed human labor. In the language of
economics we distinguish, accordingly, three factors of production:
labor, land, and capital. By land is to be understood everything that
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Nature places at our disposal in the way of substances and powers on,
under, and above the surface of the earth, in the water, and in the air; by
capital goods, all the intermediate goods produced from land with the
help of human labor that are made to serve further production, such as
machines, tools, half-manufactured articles of all kinds, etc.

Now we wish to consider two different systems of human coopera-
tion under the division of labor—one based on private ownership of
the means of production, and the other based on communal ownership
of the means of production. The latter is called socialism or commu-
nism; the former, liberalism or also (ever since it created in the nine-
teenth century a division of labor encompassing the whole world) cap-
italism. The liberals maintain that the only workable system of human
cooperation in a society based on the division of labor is private own-
ership of the means of production. They contend that socialism as a
completely comprehensive system encompassing all the means of pro-
duction is unworkable and that the application of the socialist principle
to a part of the means of production, though not, of course, impossible,
leads to a reduction in the productivity of labor, so that, far from creat-
ing greater wealth, it must, on the contrary, have the effect of dimin-
ishing wealth.

The program of liberalism, therefore, if condensed into a single word,
would have to read: property, that is, private ownership of the means of
production (for in regard to commodities ready for consumption, pri-
vate ownership is a matter of course and is not disputed even by the
socialists and communists). All the other demands of liberalism result
from this fundamental demand.

Side by side with the word “property” in the program of liberalism one
may quite appropriately place the words “freedom” and “peace.” This is
not because the older program of liberalism generally placed them
there. We have already said that the program of present-day liberalism
has outgrown that of the older liberalism, that it is based on a deeper and
better insight into interrelationships, since it can reap the benefit of the
advances that science has made in the last decades. Freedom and peace
have been placed in the forefront of the program of liberalism, not be-
cause many of the older liberals regarded them as coordinate with the
fundamental principle of liberalism itself, rather than as merely a nec-
essary consequence following from the one fundamental principle of
the private ownership of the means of production; but solely because
freedom and peace have come under especially violent attack from the
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opponents of liberalism, and liberals have not wanted to give the ap-
pearance, through the omission of these principles, that they in any way
acknowledged the justness of the objections raised against them.

2 Freedom

The idea of freedom has become so ingrained in all of us that for a long
time no one dared to call it into question. People were accustomed al-
ways to speaking of freedom only with the greatest of reverence; it re-
mained for Lenin to call it a “bourgeois prejudice.” Although the fact
is often forgotten today, all this is an achievement of liberalism. The
very name of liberalism is derived from freedom, and the name of 
the party in opposition to the liberals (both designations arose in the
Spanish constitutional struggles of the first decades of the nineteenth
century) was originally the “servile.”

Before the rise of liberalism even high-minded philosophers,
founders of religions, clerics animated by the best of intentions, and
statesmen who genuinely loved their people, viewed the thralldom of a
part of the human race as a just, generally useful, and downright
beneficial institution. Some men and peoples are, it was thought, des-
tined by nature for freedom, and others for bondage. And it was not
only the masters who thought so, but the greater number of the slaves
as well. They put up with their servitude, not only because they had to
yield to the superior force of the masters, but also because they found
some good in it: the slave is relieved of concern for securing his daily
bread, for the master is obliged to provide him with the necessities of
life. When liberalism set out, in the eighteenth and the first half of the
nineteenth century, to abolish the serfdom and subjection of the peas-
ant population in Europe and the slavery of the Negroes in the overseas
colonies, not a few sincere humanitarians declared themselves in op-
position. Unfree laborers are used to their bondage and do not feel it as
an evil. They are not ready for freedom and would not know how to
make use of it. The discontinuation of the master’s care would be very
harmful to them. They would not be capable of managing their affairs
in such a way as always to provide more than just the bare necessities of
life, and they would soon fall into want and misery. Emancipation
would thus not only fail to gain for them anything of real value, but
would seriously impair their material well-being.

freedom � 3
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4 � the foundations of liberal policy

What was astonishing was that one could hear these views expressed
even by many of the slaves whom one questioned. In order to counter
such opinions, many liberals believed it necessary to represent as the
general rule and even on occasion to depict in an exaggerated manner
the exceptional cases in which serfs and slaves had been cruelly abused.
But these excesses were by no means the rule. There were, of course,
isolated instances of abuse, and the fact that there were such cases was
an additional reason for the abolition of this system. As a rule, however,
the treatment of bondsmen by their masters was humane and mild.

When those who recommended the abolition of involuntary servi-
tude on general humanitarian grounds were told that the retention of
the system was also in the interest of the enslaved, they knew of nothing
to say in rejoinder. For against this objection in favor of slavery there is
only one argument that can and did refute all others—namely, that free
labor is incomparably more productive than slave labor. The slave has
no interest in exerting himself fully. He works only as much and as zeal-
ously as is necessary to escape the punishment attaching to failure to
perform the minimum. The free worker, on the other hand, knows that
the more his labor accomplishes, the more he will be paid. He exerts
himself to the full in order to raise his income. One has only to com-
pare the demands placed on the worker by the tending of a modern
tractor with the relatively small expenditure of intelligence, strength,
and industry that just two generations ago was deemed sufficient for the
enthralled ploughmen of Russia. Only free labor can accomplish what
must be demanded of the modern industrial worker.

Muddleheaded babblers may therefore argue interminably over
whether all men are destined for freedom and are as yet ready for it.
They may go on contending that there are races and peoples for whom
Nature has prescribed a life of servitude and that the master races have
the duty of keeping the rest of mankind in bondage. The liberal will not
oppose their arguments in any way because his reasoning in favor of
freedom for all, without distinction, is of an entirely different kind. We
liberals do not assert that God or Nature meant all men to be free, be-
cause we are not instructed in the designs of God and of Nature, and we
avoid, on principle, drawing God and Nature into a dispute over mun-
dane questions. What we maintain is only that a system based on free-
dom for all workers warrants the greatest productivity of human labor
and is therefore in the interest of all the inhabitants of the earth. We at-
tack involuntary servitude, not in spite of the fact that it is advantageous
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to the “masters,” but because we are convinced that, in the last analysis,
it hurts the interests of all members of human society, including the
“masters.” If mankind had adhered to the practice of keeping the whole
or even a part of the labor force in bondage, the magnificent economic
developments of the last hundred and fifty years would not have been
possible. We would have no railroads, no automobiles, no airplanes, no
steamships, no electric light and power, no chemical industry, just as
the ancient Greeks and Romans, with all their genius, were without
these things. It suffices merely to mention this for everyone to realize
that even the former masters of slaves or serfs have every reason to be
satisfied with the course of events after the abolition of involuntary
servitude. The European worker today lives under more favorable and
more agreeable outward circumstances than the pharaoh of Egypt once
did, in spite of the fact that the pharaoh commanded thousands of
slaves, while the worker has nothing to depend on but the strength and
skill of his hands. If a nabob of yore could be placed in the circum-
stances in which a common man lives today, he would declare without
hesitation that his life had been a beggarly one in comparison with the
life that even a man of moderate means can lead at present.

This is the fruit of free labor. It is able to create more wealth for
everyone than slave labor once provided for the masters.

3 Peace

There are high-minded men who detest war because it brings death
and suffering. However much one may admire their humanitarianism,
their argument against war, in being based on philanthropic grounds,
seems to lose much or all of its force when we consider the statements
of the supporters and proponents of war. The latter by no means deny
that war brings with it pain and sorrow. Nevertheless, they believe it is
through war and war alone that mankind is able to make progress. War
is the father of all things, said a Greek philosopher, and thousands have
repeated it after him. Man degenerates in time of peace. Only war
awakens in him slumbering talents and powers and imbues him with
sublime ideals. If war were to be abolished, mankind would decay into
indolence and stagnation.

It is difficult or even impossible to refute this line of reasoning on the
part of the advocates of war if the only objection to war that one can
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think of is that it demands sacrifices. For the proponents of war are of
the opinion that these sacrifices are not made in vain and that they are
well worth making. If it were really true that war is the father of all
things, then the human sacrifices it requires would be necessary to fur-
ther the general welfare and the progress of humanity. One might la-
ment the sacrifices, one might even strive to reduce their number, but
one would not be warranted in wanting to abolish war and to bring
about eternal peace.

The liberal critique of the argument in favor of war is fundamentally
different from that of the humanitarians. It starts from the premise that
not war, but peace, is the father of all things. What alone enables man-
kind to advance and distinguishes man from the animals is social co-
operation. It is labor alone that is productive: it creates wealth and
therewith lays the outward foundations for the inward flowering of man.
War only destroys; it cannot create. War, carnage, destruction, and dev-
astation we have in common with the predatory beasts of the jungle;
constructive labor is our distinctively human characteristic. The liberal
abhors war, not, like the humanitarian, in spite of the fact that it has
beneficial consequences, but because it has only harmful ones.

The peace-loving humanitarian approaches the mighty potentate
and addresses him thus: “Do not make war, even though you have the
prospect of furthering your own welfare by a victory. Be noble and mag-
nanimous and renounce the tempting victory even if it means a
sacrifice for you and the loss of an advantage.” The liberal thinks oth-
erwise. He is convinced that victorious war is an evil even for the vic-
tor, that peace is always better than war. He demands no sacrifice from
the stronger, but only that he should come to realize where his true in-
terests lie and should learn to understand that peace is for him, the
stronger, just as advantageous as it is for the weaker.

When a peace-loving nation is attacked by a bellicose enemy, it must
offer resistance and do everything to ward off the onslaught. Heroic
deeds performed in such a war by those fighting for their freedom and
their lives are entirely praiseworthy, and one rightly extols the manli-
ness and courage of such fighters. Here daring, intrepidity, and con-
tempt for death are praiseworthy because they are in the service of a
good end. But people have made the mistake of representing these sol-
dierly virtues as absolute virtues, as qualities good in and for them-
selves, without consideration of the end they serve. Whoever holds this
opinion must, to be consistent, likewise acknowledge as noble virtues
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the daring, intrepidity, and contempt for death of the robber. In fact,
however, there is nothing good or bad in and of itself. Human actions
become good or bad only through the end that they serve and the con-
sequences they entail. Even Leonidas would not be worthy of the es-
teem in which we hold him if he had fallen, not as the defender of his
homeland, but as the leader of an invading army intent on robbing a
peaceful people of its freedom and possessions.

How harmful war is to the development of human civilization be-
comes clearly apparent once one understands the advantages derived
from the division of labor. The division of labor turns the self-sufficient
individual into the ��̃

`
�� ����	�
�́� [political animal] dependent on his

fellow men, the social animal of which Aristotle spoke. Hostilities 
between one animal and another, or between one savage and another,
in no way alter the economic basis of their existence. The matter is
quite different when a quarrel that has to be decided by an appeal to
arms breaks out among the members of a community in which labor is
divided. In such a society each individual has a specialized function;
no one is any longer in a position to live independently, because all
have need of one another’s aid and support. Self-sufficient farmers, who
produce on their own farms everything that they and their families
need, can make war on one another. But when a village divides into
factions, with the smith on one side and the shoemaker on the other,
one faction will have to suffer from want of shoes, and the other from
want of tools and weapons. Civil war destroys the division of labor inas-
much as it compels each group to content itself with the labor of its
own adherents.

If the possibility of such hostilities had been considered likely in the
first place, the division of labor would never have been allowed to de-
velop to the point where, in case a fight really did break out, one would
have to suffer privation. The progressive intensification of the division
of labor is possible only in a society in which there is an assurance of
lasting peace. Only under the shelter of such security can the division
of labor develop. In the absence of this prerequisite, the division of la-
bor does not extend beyond the limits of the village or even of the in-
dividual household. The division of labor between town and country—
with the peasants of the surrounding villages furnishing grain, cattle,
milk, and butter to the town in exchange for the manufactured prod-
ucts of the townsfolk—already presupposes that peace is assured at least
within the region in question. If the division of labor is to embrace a
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whole nation, civil war must lie outside the realm of possibility; if it is
to encompass the whole world, lasting peace among nations must be
assured.

Everyone today would regard it as utterly senseless for a modern me-
tropolis like London or Berlin to prepare to make war on the inhabi-
tants of the adjacent countryside. Yet for many centuries the towns of
Europe kept this possibility in mind and made economic provision for
it. There were towns whose fortifications were, from the very begin-
ning, so constructed that in case of need they could hold out for a while
by keeping cattle and growing grain within the town walls.

At the beginning of the nineteenth century by far the greater part of
the inhabited world was still divided into a number of economic re-
gions that were, by and large, self-sufficient. Even in the more highly
developed areas of Europe, the needs of a region were met, for the most
part, by the production of the region itself. Trade that went beyond the
narrow confines of the immediate vicinity was relatively insignificant
and comprised, by and large, only such commodities as could not be
produced in the area itself because of climatic conditions. In by far the
greater part of the world, however, the production of the village itself
supplied almost all the needs of its inhabitants. For these villagers, a dis-
turbance in trade relations caused by war did not generally mean any
impairment of their economic well-being. But even the inhabitants of
the more advanced countries of Europe did not suffer very severely in
time of war. If the Continental System, which Napoleon I imposed on
Europe in order to exclude from the continent English goods and those
coming from across the ocean only by way of England, had been en-
forced even more rigorously than it was, it would have still inflicted on
the inhabitants of the continent hardly any appreciable privations.
They would, of course, have had to do without coffee and sugar, cotton
and cotton goods, spices, and many rare kinds of wood; but all these
things then played only a subordinate role in the households of the
great masses.

The development of a complex network of international economic
relations is a product of nineteenth-century liberalism and capitalism.
They alone made possible the extensive specialization of modern pro-
duction with its concomitant improvement in technology. In order to
provide the family of an English worker with all it consumes and desires,
every nation of the five continents cooperates. Tea for the breakfast
table is provided by Japan or Ceylon, coffee by Brazil or Java, sugar by
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the West Indies, meat by Australia or Argentina, cotton from America or
Egypt, hides for leather from India or Russia, and so on. And in ex-
change for these things, English goods go to all parts of the world, to the
most remote and out-of-the-way villages and farmsteads. This develop-
ment was possible and conceivable only because, with the triumph of
liberal principles, people no longer took seriously the idea that a great
war could ever again break out. In the golden age of liberalism, war
among members of the white race was generally considered a thing of
the past.

But events have turned out quite differently. Liberal ideas and pro-
grams were supplanted by socialism, nationalism, protectionism, im-
perialism, etatism, and militarism. Whereas Kant and Von Humboldt,
Bentham and Cobden had sung the praises of eternal peace, the
spokesmen of a later age never tired of extolling war, both civil and in-
ternational. And their success came only all too soon. The result was
the World War, which has given our age a kind of object lesson on the
incompatibility between war and the division of labor.

4 Equality

Nowhere is the difference between the reasoning of the older liberalism
and that of neoliberalism clearer and easier to demonstrate than in their
treatment of the problem of equality. The liberals of the eighteenth cen-
tury, guided by the ideas of natural law and of the Enlightenment, de-
manded for everyone equality of political and civil rights because they
assumed that all men are equal. God created all men equal, endowing
them with fundamentally the same capabilities and talents, breath-
ing into all of them the breath of His spirit. All distinctions between
men are only artificial, the product of social, human—that is to say,
transitory—institutions. What is imperishable in man—his spirit—is
undoubtedly the same in rich and poor, noble and commoner, white
and colored.

Nothing, however, is as ill-founded as the assertion of the alleged
equality of all members of the human race. Men are altogether unequal.
Even between brothers there exist the most marked differences in phys-
ical and mental attributes. Nature never repeats itself in its creations; it
produces nothing by the dozen, nor are its products standardized. Each
man who leaves her workshop bears the imprint of the individual, the
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unique, the never-to-recur. Men are not equal, and the demand for
equality under the law can by no means be grounded in the contention
that equal treatment is due to equals.

There are two distinct reasons why all men should receive equal
treatment under the law. One was already mentioned when we ana-
lyzed the objections to involuntary servitude. In order for human labor
to realize its highest attainable productivity, the worker must be free, be-
cause only the free worker, enjoying in the form of wages the fruits of his
own industry, will exert himself to the full. The second consideration in
favor of the equality of all men under the law is the maintenance of so-
cial peace. It has already been pointed out that every disturbance of the
peaceful development of the division of labor must be avoided. But it is
well-nigh impossible to preserve lasting peace in a society in which the
rights and duties of the respective classes are different. Whoever denies
rights to a part of the population must always be prepared for a united
attack by the disenfranchised on the privileged. Class privileges must
disappear so that the conflict over them may cease.

It is therefore quite unjustifiable to find fault with the manner in
which liberalism put into effect its postulate of equality, on the ground
that what it created was only equality before the law, and not real equal-
ity. All human power would be insufficient to make men really equal.
Men are and will always remain unequal. It is sober considerations of
utility such as those we have here presented that constitute the argu-
ment in favor of the equality of all men under the law. Liberalism never
aimed at anything more than this, nor could it ask for anything more.
It is beyond human power to make a Negro white. But the Negro can
be granted the same rights as the white man and thereby offered the
possibility of earning as much if he produces as much.

But, the socialists say, it is not enough to make men equal before the
law. In order to make them really equal, one must also allot them the
same income. It is not enough to abolish privileges of birth and of rank.
One must finish the job and do away with the greatest and most im-
portant privilege of all, namely, that which is accorded by private prop-
erty. Only then will the liberal program be completely realized, and a
consistent liberalism thus leads ultimately to socialism, to the abolition
of private ownership of the means of production.

Privilege is an institutional arrangement favoring some individuals or
a certain group at the expense of the rest. The privilege exists, although
it harms some—perhaps the majority—and benefits no one except
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those for whose advantage it was created. In the feudal order of the
Middle Ages certain lords had the hereditary right to hold a judgeship.
They were judges because they had inherited the position, regardless of
whether they possessed the abilities and qualities of character that fit a
man to be a judge. In their eyes this office was nothing more than a lu-
crative source of income. Here judgeship was the privilege of a class of
noble birth.

If, however, as in modern states, judges are always drawn from the
circle of those with legal knowledge and experience, this does not con-
stitute a privilege in favor of lawyers. Preference is given to lawyers, not
for their sake, but for the sake of the public welfare, because people are
generally of the opinion that a knowledge of jurisprudence is an indis-
pensable prerequisite for holding a judgeship. The question whether a
certain institutional arrangement is or is not to be regarded as a privi-
lege granted to a certain group, class, or person is not to be decided by
whether or not it is advantageous to that group, class, or person, but ac-
cording to how beneficial to the general public it is considered to be.
The fact that on a ship at sea one man is captain and the rest constitute
his crew and are subject to his command is certainly an advantage for
the captain. Nevertheless, it is not a privilege of the captain if he pos-
sesses the ability to steer the ship between reefs in a storm and thereby
to be of service not only to himself, but to the whole crew.

In order to determine whether an institutional arrangement is to be
regarded as the special privilege of an individual or of a class, the ques-
tion one should ask is not whether it benefits this or that individual or
class, but only whether it is beneficial to the general public. If we reach
the conclusion that only private ownership of the means of production
makes possible the prosperous development of human society, it is
clear that this is tantamount to saying that private property is not a priv-
ilege of the property owner, but a social institution for the good and
benefit of all, even though it may at the same time be especially agree-
able and advantageous to some.

It is not on behalf of property owners that liberalism favors the
preservation of the institution of private property. It is not because the
abolition of that institution would violate property rights that the liber-
als want to preserve it. If they considered the abolition of the institution
of private property to be in the general interest, they would advocate
that it be abolished, no matter how prejudicial such a policy might be
to the interests of property owners. However, the preservation of that 
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institution is in the interest of all strata of society. Even the poor man,
who can call nothing his own, lives incomparably better in our society
than he would in one that would prove incapable of producing even a
fraction of what is produced in our own.

5 The Inequality of Wealth and Income

What is most criticized in our social order is the inequality in the dis-
tribution of wealth and income. There are rich and poor; there are very
rich and very poor. The way out is not far to seek: the equal distribu-
tion of all wealth.

The first objection to this proposal is that it will not help the situa-
tion much because those of moderate means far outnumber the rich,
so that each individual could expect from such a distribution only a
quite insignificant increment in his standard of living. This is certainly
correct, but the argument is not complete. Those who advocate equal-
ity of income distribution overlook the most important point, namely,
that the total available for distribution, the annual product of social la-
bor, is not independent of the manner in which it is divided. The fact
that that product today is as great as it is, is not a natural or technologi-
cal phenomenon independent of all social conditions, but entirely the
result of our social institutions. Only because inequality of wealth is
possible in our social order, only because it stimulates everyone to pro-
duce as much as he can and at the lowest cost, does mankind today have
at its disposal the total annual wealth now available for consumption.
Were this incentive to be destroyed, productivity would be so greatly re-
duced that the portion that an equal distribution would allot to each
individual would be far less than what even the poorest receives today.

The inequality of income distribution has, however, still a second
function quite as important as the one already mentioned: it makes
possible the luxury of the rich.

Many foolish things have been said and written about luxury. Against
luxury consumption it has been objected that it is unjust that some
should enjoy great abundance while others are in want. This argument
seems to have some merit. But it only seems so. For if it can be shown that
luxury consumption performs a useful function in the system of social
cooperation, then the argument will be proved invalid. This, however,
is what we shall seek to demonstrate.
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Our defense of luxury consumption is not, of course, the argument
that one occasionally hears, that is, that it spreads money among the
people. If the rich did not indulge themselves in luxuries, it is said, the
poor would have no income. This is simply nonsense. For if there were
no luxury consumption, the capital and labor that would otherwise
have been applied to the production of luxury goods would produce
other goods: articles of mass consumption, necessary articles, instead of
“superfluous” ones.

To form a correct conception of the social significance of luxury con-
sumption, one must first of all realize that the concept of luxury is an al-
together relative one. Luxury consists in a way of living that stands in
sharp contrast to that of the great mass of one’s contemporaries. The con-
ception of luxury is, therefore, essentially historical. Many things that
seem to us necessities today were once considered as luxuries. When,
in the Middle Ages, an aristocratic Byzantine lady who had married a
Venetian doge made use of a golden implement, which could be called
the forerunner of the fork as we know it today, instead of her fingers, in
eating her meals, the Venetians looked on this as a godless luxury, and
they thought it only just when the lady was stricken with a dreadful dis-
ease; this must be, they supposed, the well-merited punishment of God
for such unnatural extravagance. Two or three generations ago even in
England an indoor bathroom was considered a luxury; today the home
of every English worker of the better type contains one. Thirty-five years
ago there were no automobiles; twenty years ago the possession of such
a vehicle was the sign of a particularly luxurious mode of living; today in
the United States even the worker has his Ford. This is the course of eco-
nomic history. The luxury of today is the necessity of tomorrow. Every
advance first comes into being as the luxury of a few rich people, only
to become, after a time, the indispensable necessity taken for granted
by everyone. Luxury consumption provides industry with the stimulus
to discover and introduce new things. It is one of the dynamic factors in
our economy. To it we owe the progressive innovations by which the
standard of living of all strata of the population has been gradually
raised.

Most of us have no sympathy with the rich idler who spends his life
in pleasure without ever doing any work. But even he fulfills a function
in the life of the social organism. He sets an example of luxury that awak-
ens in the multitude a consciousness of new needs and gives industry
the incentive to fulfill them. There was a time when only the rich could
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afford the luxury of visiting foreign countries. Schiller never saw the
Swiss mountains, which he celebrated in Wilhelm Tell, although they
bordered on his Swabian homeland. Goethe saw neither Paris nor
Vienna nor London. Today, however, hundreds of thousands travel, and
soon millions will do so.

6 Private Property and Ethics

In seeking to demonstrate the social function and necessity of private
ownership of the means of production and of the concomitant in-
equality in the distribution of income and wealth, we are at the same
time providing proof of the moral justification for private property and
for the capitalist social order based upon it.

Morality consists in the regard for the necessary requirements of so-
cial existence that must be demanded of each individual member of so-
ciety. A man living in isolation has no moral rules to follow. He need
have no qualms about doing anything he finds it to his advantage to do,
for he does not have to consider whether he is not thereby injuring oth-
ers. But as a member of society, a man must take into consideration, in
everything he does, not only his own immediate advantage, but also the
necessity, in every action, of affirming society as such. For the life of the
individual in society is possible only by virtue of social cooperation, and
every individual would be most seriously harmed if the social organiza-
tion of life and of production were to break down. In requiring of the in-
dividual that he should take society into consideration in all his actions,
that he should forgo an action that, while advantageous to him, would
be detrimental to social life, society does not demand that he sacrifice
himself to the interests of others. For the sacrifice that it imposes is only
a provisional one: the renunciation of an immediate and relatively mi-
nor advantage in exchange for a much greater ultimate benefit. The
continued existence of society as the association of persons working in
cooperation and sharing a common way of life is in the interest of every
individual. Whoever gives up a momentary advantage in order to avoid
imperiling the continued existence of society is sacrificing a lesser gain
for a greater one.

The meaning of this regard for the general social interest has fre-
quently been misunderstood. Its moral value was believed to consist in
the fact of the sacrifice itself, in the renunciation of an immediate
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gratification. One refused to see that what is morally valuable is not the
sacrifice, but the end served by the sacrifice, and one insisted on as-
cribing moral value to sacrifice, to renunciation, in and for itself alone.
But sacrificing is moral only when it serves a moral end. There is a
world of difference between a man who risks his life and property for a
good cause and the man who sacrifices them without benefiting soci-
ety in any way.

Everything that serves to preserve the social order is moral; every-
thing that is detrimental to it is immoral. Accordingly, when we reach
the conclusion that an institution is beneficial to society, one can no
longer object that it is immoral. There may possibly be a difference of
opinion about whether a particular institution is socially beneficial or
harmful. But once it has been judged beneficial, one can no longer
contend that, for some inexplicable reason, it must be condemned as
immoral.

7 State and Government

The observance of the moral law is in the ultimate interest of every in-
dividual, because everyone benefits from the preservation of social co-
operation; yet it imposes on everyone a sacrifice, even though only a
provisional one that is more than counterbalanced by a greater gain. 
To perceive this, however, requires a certain insight into the connec-
tion between things, and to conform one’s actions in accordance with
this perception demands a certain strength of will. Those who lack the
perception, or, having the perception, lack the necessary will power to
put it to use, are not able to conform to the moral law voluntarily. The
situation here is no different from that involved in the observance of
the rules of hygiene that the individual ought to follow in the interest
of his own well-being. Someone may give himself over to unwhole-
some dissipation, such as indulgence in narcotics, whether because he
does not know the consequences, or because he considers them less
disadvantageous than the renunciation of the momentary pleasure, or
because he lacks the requisite will power to adjust his behavior to his
knowledge. There are people who consider that society is justified in
resorting to coercive measures to set such a person on the right path
and to correct anyone whose heedless actions imperil his own life and
health. They advocate that alcoholics and drug addicts be forcibly 
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deterred from indulging their vices and compelled to protect their
good health.

The question whether compulsion really answers the purpose in
such cases we shall reserve for later consideration. What concerns us
here is something quite different, namely, the question whether people
whose actions endanger the continued existence of society should be
compelled to refrain from doing so. The alcoholic and the drug addict
harm only themselves by their behavior; the person who violates the
rules of morality governing man’s life in society harms not only himself,
but everyone. Life in society would be quite impossible if the people
who desire its continued existence and who conduct themselves ac-
cordingly had to forgo the use of force and compulsion against those
who are prepared to undermine society by their behavior. A small num-
ber of antisocial individuals, i.e., persons who are not willing or able to
make the temporary sacrifices that society demands of them, could
make all society impossible. Without the application of compulsion
and coercion against the enemies of society, there could not be any life
in society.

We call the social apparatus of compulsion and coercion that in-
duces people to abide by the rules of life in society, the state; the rules
according to which the state proceeds, law; and the organs charged
with the responsibility of administering the apparatus of compulsion,
government.

There is, to be sure, a sect that believes that one could quite safely
dispense with every form of compulsion and base society entirely on
the voluntary observance of the moral code. The anarchists consider
state, law, and government as superfluous institutions in a social order
that would really serve the good of all, and not just the special interests
of a privileged few. Only because the present social order is based on
private ownership of the means of production is it necessary to resort to
compulsion and coercion in its defense. If private property were abol-
ished, then everyone, without exception, would spontaneously observe
the rules demanded by social cooperation.

It has already been pointed out that this doctrine is mistaken in so far
as it concerns the character of private ownership of the means of pro-
duction. But even apart from this, it is altogether untenable. The anar-
chist, rightly enough, does not deny that every form of human cooper-
ation in a society based on the division of labor demands the observance
of some rules of conduct that are not always agreeable to the individual,
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since they impose on him a sacrifice, only temporary, it is true, but, for
all that, at least for the moment, painful. But the anarchist is mistaken
in assuming that everyone, without exception, will be willing to observe
these rules voluntarily. There are dyspeptics who, though they know
very well that indulgence in a certain food will, after a short time, cause
them severe, even scarcely bearable pains, are nevertheless unable
to forgo the enjoyment of the delectable dish. Now the interrelation-
ships of life in society are not as easy to trace as the physiological effects
of a food, nor do the consequences follow so quickly and, above all,
so palpably for the evildoer. Can it, then, be assumed, without falling
completely into absurdity, that, in spite of all this, every individual
in an anarchist society will have greater foresight and will power
than a gluttonous dyspeptic? In an anarchist society is the possibility
entirely to be excluded that someone may negligently throw away
a lighted match and start a fire or, in a fit of anger, jealousy, or revenge,
inflict injury on his fellow man? Anarchism misunderstands the real
nature of man. It would be practicable only in a world of angels and
saints.

Liberalism is not anarchism, nor has it anything whatsoever to do
with anarchism. The liberal understands quite clearly that without re-
sort to compulsion, the existence of society would be endangered and
that behind the rules of conduct whose observance is necessary to as-
sure peaceful human cooperation must stand the threat of force if the
whole edifice of society is not to be continually at the mercy of any one
of its members. One must be in a position to compel the person who
will not respect the lives, health, personal freedom, or private property
of others to acquiesce in the rules of life in society. This is the function
that the liberal doctrine assigns to the state: the protection of property,
liberty, and peace.

The German socialist, Ferdinand Lassalle, tried to make the con-
ception of a government limited exclusively to this sphere appear
ridiculous by calling the state constituted on the basis of liberal prin-
ciples the “night-watchman state.” But it is difficult to see why the
night-watchman state should be any more ridiculous or worse than 
the state that concerns itself with the preparation of sauerkraut, with
the manufacture of trouser buttons, or with the publication of newspa-
pers. In order to understand the impression that Lassalle was seeking to
create with this witticism, one must keep in mind that the Germans of
his time had not yet forgotten the state of the monarchical despots, with
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its vast multiplicity of administrative and regulatory functions, and that
they were still very much under the influence of the philosophy of
Hegel, which had elevated the state to the position of a divine entity. 
If one looked upon the state, with Hegel, as “the self-conscious moral
substance,” as the “Universal in and for itself, the rationality of the
will,” then, of course, one had to view as blasphemous any attempt to
limit the function of the state to that of serving as a night watchman.

It is only thus that one can understand how it was possible for people
to go so far as to reproach liberalism for its “hostility” or enmity towards
the state. If I am of the opinion that it is inexpedient to assign to the gov-
ernment the task of operating railroads, hotels, or mines, I am not an
“enemy of the state” any more than I can be called an enemy of sul-
phuric acid because I am of the opinion that, useful though it may be
for many purposes, it is not suitable either for drinking or for washing
one’s hands.

It is incorrect to represent the attitude of liberalism toward the state
by saying that it wishes to restrict the latter’s sphere of possible activity
or that it abhors, in principle, all activity on the part of the state in re-
lation to economic life. Such an interpretation is altogether out of the
question. The stand that liberalism takes in regard to the problem of
the function of the state is the necessary consequence of its advocacy
of private ownership of the means of production. If one is in favor of the
latter, one cannot, of course, also be in favor of communal ownership
of the means of production, i.e., of placing them at the disposition of
the government rather than of individual owners. Thus, the advocacy
of private ownership of the means of production already implies a very
severe circumscription of the functions assigned to the state.

The socialists are sometimes wont to reproach liberalism with a lack
of consistency. It is, they maintain, illogical to restrict the activity of the
state in the economic sphere exclusively to the protection of property.
It is difficult to see why, if the state is not to remain completely neutral,
its intervention has to be limited to protecting the rights of property
owners.

This reproach would be justified only if the opposition of liberalism
to all governmental activity in the economic sphere going beyond the
protection of property stemmed from an aversion in principle against
any activity on the part of the state. But that is by no means the case. The
reason why liberalism opposes a further extension of the sphere of gov-
ernmental activity is precisely that this would, in effect, abolish private
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ownership of the means of production. And in private property the
liberal sees the principle most suitable for the organization of man’s
life in society.

8 Democracy

Liberalism is therefore far from disputing the necessity of a machinery
of state, a system of law, and a government. It is a grave misunder-
standing to associate it in any way with the idea of anarchism. For the
liberal, the state is an absolute necessity, since the most important tasks
are incumbent upon it: the protection not only of private property, but
also of peace, for in the absence of the latter the full benefits of private
property cannot be reaped.

These considerations alone suffice to determine the conditions that
a state must fulfill in order to correspond to the liberal ideal. It must not
only be able to protect private property; it must also be so constituted
that the smooth and peaceful course of its development is never inter-
rupted by civil wars, revolutions, or insurrections.

Many people are still haunted by the idea, which dates back to the
preliberal era, that a certain nobility and dignity attaches to the exer-
cise of governmental functions. Up to very recently public officials in
Germany enjoyed, and indeed still enjoy even today, a prestige that has
made the most highly respected career that of a civil servant. The so-
cial esteem in which a young “assessor”* or lieutenant is held far ex-
ceeds that of a businessman or an attorney grown old in honest labor.
Writers, scholars, and artists whose fame and glory have spread far be-
yond Germany enjoy in their own homeland only the respect corre-
sponding to the often rather modest rank they occupied in the bureau-
cratic hierarchy.

There is no rational basis for this overestimation of the activities car-
ried on in the offices of the administrative authorities. It is a form of
atavism, a vestige from the days when the burgher had to fear the prince
and his knights because at any moment he might be spoliated by them.
In itself it is no finer, nobler, or more honorable to spend one’s days in
a government office filling out documents than, for example, to work
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in the blueprint room of a machine factory. The tax collector has no
more distinguished an occupation than those who are engaged in cre-
ating wealth directly, a part of which is skimmed off in the form of taxes
to defray the expenses of the apparatus of government.

This notion of the special distinction and dignity attaching to the ex-
ercise of all the functions of government is what constitutes the basis of
the pseudodemocratic theory of the state. According to this doctrine, it
is shameful for anyone to allow himself to be ruled by others. Its ideal is
a constitution in which the whole people rules and governs. This, of
course, never has been, never can be, and never will be possible, not
even under the conditions prevailing in a small state. It was once thought
that this ideal had been realized in the Greek city-states of antiquity and
in the small cantons of the Swiss mountains. This too was a mistake. In
Greece only a part of the populace, the free citizens, had any share in the
government; the metics and slaves had none. In the Swiss cantons only
certain matters of a purely local character were and still are settled on the
constitutional principle of direct democracy; all affairs transcending
these narrow territorial bounds are managed by the Federation, whose
government by no means corresponds to the ideal of direct democracy.

It is not at all shameful for a man to allow himself to be ruled by oth-
ers. Government and administration, the enforcement of police regu-
lations and similar ordinances, also require specialists: professional
civil servants and professional politicians. The principle of the division
of labor does not stop short even of the functions of government. One
cannot be an engineer and a policeman at the same time. It in no way
detracts from my dignity, my well-being, or my freedom that I am not
myself a policeman. It is no more undemocratic for a few people to
have the responsibility of providing protection for everyone else than it
is for a few people to undertake to produce shoes for everyone else.
There is not the slightest reason to object to professional politicians and
professional civil servants if the institutions of the state are democratic.
But democracy is something entirely different from what the romantic
visionaries who prattle about direct democracy imagine.

Government by a handful of people—and the rulers are always as
much in the minority as against those ruled as the producers of shoes
are as against the consumers of shoes—depends on the consent of the
governed, i.e., on their acceptance of the existing administration. They
may see it only as the lesser evil, or as an unavoidable evil, yet they must
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be of the opinion that a change in the existing situation would have no
purpose. But once the majority of the governed becomes convinced
that it is necessary and possible to change the form of government and
to replace the old regime and the old personnel with a new regime and
new personnel, the days of the former are numbered. The majority will
have the power to carry out its wishes by force even against the will of
the old regime. In the long run no government can maintain itself in
power if it does not have public opinion behind it, i.e., if those gov-
erned are not convinced that the government is good. The force to
which the government resorts in order to make refractory spirits com-
pliant can be successfully applied only as long as the majority does not
stand solidly in opposition.

There is, therefore, in every form of polity a means for making the
government at least ultimately dependent on the will of the governed,
viz., civil war, revolution, insurrection. But it is just this expedient that
liberalism wants to avoid. There can be no lasting economic improve-
ment if the peaceful course of affairs is continually interrupted by in-
ternal struggles. A political situation such as existed in England at the
time of the Wars of the Roses would plunge modern England in a few
years into the deepest and most dreadful misery. The present level of
economic development would never have been attained if no solution
had been found to the problem of preventing the continual outbreak of
civil wars. A fratricidal struggle like the French Revolution of 1789 cost
a heavy loss in life and property. Our present economy could no longer
endure such convulsions. The population of a modern metropolis
would have to suffer so frightfully from a revolutionary uprising that
could bar the importation of food and coal and cut off the flow of elec-
tricity, gas, and water that even the fear that such disturbances might
break out would paralyze the life of the city.

Here is where the social function performed by democracy finds its
point of application. Democracy is that form of political constitution
which makes possible the adaptation of the government to the wishes
of the governed without violent struggles. If in a democratic state the
government is no longer being conducted as the majority of the popu-
lation would have it, no civil war is necessary to put into office those
who are willing to work to suit the majority. By means of elections and
parliamentary arrangements, the change of government is executed
smoothly and without friction, violence, or bloodshed.
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9 Critique of the Doctrine of Force

The champions of democracy in the eighteenth century argued that
only monarchs and their ministers are morally depraved, injudicious,
and evil. The people, however, are altogether good, pure, and noble, and
have, besides, the intellectual gifts needed in order always to know and
to do what is right. This is, of course, all nonsense, no less so than the flat-
tery of the courtiers who ascribed all good and noble qualities to their
princes. The people are the sum of all individual citizens; and if some
individuals are not intelligent and noble, then neither are all together.

Since mankind entered the age of democracy with such high-flown
expectations, it is not surprising that disillusionment should soon have
set in. It was quickly discovered that the democracies committed at least
as many errors as the monarchies and aristocracies had. The compari-
son that people drew between the men whom the democracies placed at
the head of the government and those whom the emperors and kings, in
the exercise of their absolute power, had elevated to that position, proved
by no means favorable to the new wielders of power. The French are
wont to speak of “killing with ridicule.” And indeed, the statesmen rep-
resentative of democracy soon rendered it everywhere ridiculous. Those
of the old regime had displayed a certain aristocratic dignity, at least in
their outward demeanor. The new ones, who replaced them, made
themselves contemptible by their behavior. Nothing has done more
harm to democracy in Germany and Austria than the hollow arrogance
and impudent vanity with which the Social-Democratic leaders who
rose to power after the collapse of the empire conducted themselves.

Thus, wherever democracy triumphed, an antidemocratic doctrine
soon arose in fundamental opposition to it. There is no sense, it was
said, in allowing the majority to rule. The best ought to govern, even if
they are in the minority. This seems so obvious that the supporters of
antidemocratic movements of all kinds have steadily increased in num-
ber. The more contemptible the men whom democracy has placed at
the top have proved themselves to be, the greater has grown the num-
ber of the enemies of democracy.

There are, however, serious fallacies in the antidemocratic doctrine.
What, after all, does it mean to speak of “the best man” or “the best men”?
The Republic of Poland placed a piano virtuoso* at its head because it
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considered him the best Pole of the age. But the qualities that the leader
of a state must have are very different from those of a musician. The op-
ponents of democracy, when they use the expression “the best,” can
mean nothing else than the man or the men best fitted to conduct the af-
fairs of the government, even if they understand little or nothing of mu-
sic. But this leads to the same political question: Who is the best fitted?
Was it Disraeli or Gladstone? The Tory saw the best man in the former;
the Whig, in the latter. Who should decide this if not the majority?

And so we reach the decisive point of all antidemocratic doctrines,
whether advanced by the descendants of the old aristocracy and the
supporters of hereditary monarchy, or by the syndicalists, Bolsheviks,
and socialists, viz., the doctrine of force. The opponents of democracy
champion the right of a minority to seize control of the state by force
and to rule over the majority. The moral justification of this procedure
consists, it is thought, precisely in the power actually to seize the reins
of government. One recognizes the best, those who alone are compe-
tent to govern and command, by virtue of their demonstrated ability to
impose their rule on the majority against its will. Here the teaching of
l’Action Française coincides with that of the syndicalists, and the doc-
trine of Ludendorff and Hitler, with that of Lenin and Trotsky.

Many arguments can be urged for and against these doctrines, de-
pending on one’s religious and philosophical convictions, about which
any agreement is scarcely to be expected. This is not the place to pre-
sent and discuss the arguments pro and con, for they are not conclu-
sive. The only consideration that can be decisive is one that bases itself
on the fundamental argument in favor of democracy.

If every group that believes itself capable of imposing its rule on the
rest is to be entitled to undertake the attempt, we must be prepared for
an uninterrupted series of civil wars. But such a state of affairs is in-
compatible with the stage of the division of labor that we have reached
today. Modern society, based as it is on the division of labor, can be pre-
served only under conditions of lasting peace. If we had to prepare for
the possibility of continual civil wars and internal struggles, we should
have to retrogress to such a primitive stage of the division of labor that
each province at least, if not each village, would become virtually au-
tarkic, i.e., capable of feeding and maintaining itself for a time as a self-
sufficient economic entity without importing anything from the out-
side. This would mean such an enormous decline in the productivity
of labor that the earth could feed only a fraction of the population that
it supports today. The antidemocratic ideal leads to the kind of eco-
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nomic order known to the Middle Ages and antiquity. Every city, every
village, indeed, every individual dwelling was fortified and equipped
for defense, and every province was as independent of the rest of the
world as possible in its provision of commodities.

The democrat too is of the opinion that the best man ought to rule.
But he believes that the fitness of a man or of a group of men to govern
is better demonstrated if they succeed in convincing their fellow citi-
zens of their qualifications for that position, so that they are voluntarily
entrusted with the conduct of public affairs, than if they resort to force
to compel others to acknowledge their claims. Whoever does not suc-
ceed in attaining to a position of leadership by virtue of the power of his
arguments and the confidence that his person inspires has no reason to
complain about the fact that his fellow citizens prefer others to him.

To be sure, it should not and need not be denied that there is one sit-
uation in which the temptation to deviate from the democratic prin-
ciples of liberalism becomes very great indeed. If judicious men see
their nation, or all the nations of the world, on the road to destruction,
and if they find it impossible to induce their fellow citizens to heed their
counsel, they may be inclined to think it only fair and just to resort to any
means whatever, in so far as it is feasible and will lead to the desired goal,
in order to save everyone from disaster. Then the idea of a dictatorship
of the elite, of a government by the minority maintained in power by
force and ruling in the interests of all, may arise and find supporters. But
force is never a means of overcoming these difficulties. The tyranny of
a minority can never endure unless it succeeds in convincing the ma-
jority of the necessity or, at any rate, of the utility, of its rule. But then the
minority no longer needs force to maintain itself in power.

History provides an abundance of striking examples to show that, in
the long run, even the most ruthless policy of repression does not
suffice to maintain a government in power. To cite but one, the most
recent and the best known: when the Bolsheviks seized control in Rus-
sia, they were a small minority, and their program found scant support
among the great masses of their countrymen. For the peasantry, who
constitute the bulk of the Russian people, would have nothing to do
with the Bolshevik policy of farm collectivization. What they wanted
was the division of the land among the “landed poverty,” as the Bol-
sheviks call this part of the population. And it was this program of the
peasantry, not that of the Marxist leaders, which was actually put into
effect. In order to remain in power, Lenin and Trotsky not only ac-
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cepted this agrarian reform, but even made it a part of their own pro-
gram, which they undertook to defend against all attacks, domestic and
foreign. Only thus were the Bolsheviks able to win the confidence of
the great mass of the Russian people. Since they adopted this policy of
land distribution, the Bolsheviks rule no longer against the will of the
great mass of the people, but with their consent and support. There
were only two possible alternatives open to them: either their program
or their control of the government had to be sacrificed. They chose the
first and remained in power. The third possibility, to carry out their pro-
gram by force against the will of the great mass of the people, did not
exist at all. Like every determined and well-led minority, the Bolsheviks
were able to seize control by force and retain it for a short time. In the
long run, however, they would have been no better able to keep it than
any other minority. The various attempts of the Whites to dislodge the
Bolsheviks all failed because the mass of the Russian people were
against them. But even if they had succeeded, the victors too would
have had to respect the desires of the overwhelming majority of the
population. It would have been impossible for them to alter in any way
after the event the already accomplished fact of the land distribution
and to restore to the landowners what had been stolen from them.

Only a group that can count on the consent of the governed can es-
tablish a lasting regime. Whoever wants to see the world governed ac-
cording to his own ideas must strive for dominion over men’s minds. 
It is impossible, in the long run, to subject men against their will to a
regime that they reject. Whoever tries to do so by force will ultimately
come to grief, and the struggles provoked by his attempt will do more
harm than the worst government based on the consent of the governed
could ever do. Men cannot be made happy against their will.

10 The Argument of Fascism*

If liberalism nowhere found complete acceptance, its success in the
nineteenth century went so far at least as that some of the most impor-
tant of its principles were considered beyond dispute. Before 1914, even
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the most dogged and bitter enemies of liberalism had to resign them-
selves to allowing many liberal principles to pass unchallenged. Even
in Russia, where only a few feeble rays of liberalism had penetrated, the
supporters of the Czarist despotism, in persecuting their opponents,
still had to take into consideration the liberal opinions of Europe; and
during the World War, the war parties in the belligerent nations, with
all their zeal, still had to practice a certain moderation in their struggle
against internal opposition.

Only when the Marxist Social Democrats had gained the upper
hand and taken power in the belief that the age of liberalism and capi-
talism had passed forever did the last concessions disappear that it had
still been thought necessary to make to the liberal ideology. The par-
ties of the Third International consider any means as permissible if it
seems to give promise of helping them in their struggle to achieve their
ends. Whoever does not unconditionally acknowledge all their teach-
ings as the only correct ones and stand by them through thick and thin
has, in their opinion, incurred the penalty of death; and they do not
hesitate to exterminate him and his whole family, infants included,
whenever and wherever it is physically possible.

The frank espousal of a policy of annihilating opponents and the
murders committed in the pursuance of it have given rise to an oppo-
sition movement. All at once the scales fell from the eyes of the non-
Communist enemies of liberalism. Until then they had believed that
even in a struggle against a hateful opponent one still had to respect
certain liberal principles. They had had, even though reluctantly, to ex-
clude murder and assassination from the list of measures to be resorted
to in political struggles. They had had to resign themselves to many
limitations in persecuting the opposition press and in suppressing the
spoken word. Now, all at once, they saw that opponents had risen up
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“barbarian peoples . . . whose relationship to civilization has never been any other than that of ma-
rauding denizens of forest and desert,” and whose “senseless and unrestrained destructionism . . .
has stamped the Communists as the archenemies of civilization.” On the other hand, the anti-
Communist and anti-Marxist Fascists, which included nationalists, socialists, collectivists, and in-
terventionists, had operated among nations—notably Italy and Germany—“in which the intel-
lectual and moral heritage of some thousands of years of civilization” had prevailed. This “liberal
and moral heritage” temporarily stayed their governments’ use of unscrupulous methods and
saved civilization in the short run. However, Mises warned (1927) that in time their reliance on
naked force to impose their antiliberal socialist programs would give rise to dictatorship and “an
endless series of wars that must destroy modern civilization.” Incidentally, it was the anti-
Communist anti-Marxists who later became National-Socialists or Nazis.

L3322-01  8/17/05  7:04 AM  Page 26



who gave no heed to such considerations and for whom any means was
good enough to defeat an adversary. The militaristic and nationalistic
enemies of the Third International felt themselves cheated by liberal-
ism. Liberalism, they thought, stayed their hand when they desired to
strike a blow against the revolutionary parties while it was still possible
to do so. If liberalism had not hindered them, they would, so they be-
lieve, have bloodily nipped the revolutionary movements in the bud.
Revolutionary ideas had been able to take root and flourish only be-
cause of the tolerance they had been accorded by their opponents,
whose will power had been enfeebled by a regard for liberal principles
that, as events subsequently proved, was overscrupulous. If the idea had
occurred to them years ago that it is permissible to crush ruthlessly
every revolutionary movement, the victories that the Third Interna-
tional has won since 1917 would never have been possible. For the mil-
itarists and nationalists believe that when it comes to shooting and
fighting, they themselves are the most accurate marksmen and the
most adroit fighters.

The fundamental idea of these movements—which, from the name
of the most grandiose and tightly disciplined among them, the Italian,
may, in general, be designated as Fascist—consists in the proposal to
make use of the same unscrupulous methods in the struggle against the
Third International as the latter employs against its opponents. The
Third International seeks to exterminate its adversaries and their ideas
in the same way that the hygienist strives to exterminate a pestilential
bacillus; it considers itself in no way bound by the terms of any com-
pact that it may conclude with opponents, and it deems any crime, any
lie, and any calumny permissible in carrying on its struggle. The Fas-
cists, at least in principle, profess the same intentions. That they have
not yet succeeded as fully as the Russian Bolsheviks in freeing them-
selves from a certain regard for liberal notions and ideas and traditional
ethical precepts is to be attributed solely to the fact that the Fascists
carry on their work among nations in which the intellectual and moral
heritage of some thousands of years of civilization cannot be destroyed
at one blow, and not among the barbarian peoples on both sides of the
Urals, whose relationship to civilization has never been any other than
that of marauding denizens of forest and desert accustomed to engage,
from time to time, in predatory raids on civilized lands in the hunt for
booty. Because of this difference, Fascism will never succeed as com-
pletely as Russian Bolshevism in freeing itself from the power of liberal
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ideas. Only under the fresh impression of the murders and atrocities
perpetrated by the supporters of the Soviets were Germans and Italians
able to block out the remembrance of the traditional restraints of jus-
tice and morality and find the impulse to bloody counteraction. The
deeds of the Fascists and of other parties corresponding to them were
emotional reflex actions evoked by indignation at the deeds of the Bol-
sheviks and Communists. As soon as the first flush of anger had passed,
their policy took a more moderate course and will probably become
even more so with the passage of time.

This moderation is the result of the fact that traditional liberal views
still continue to have an unconscious influence on the Fascists. But
however far this may go, one must not fail to recognize that the con-
version of the Rightist parties to the tactics of Fascism shows that the
battle against liberalism has resulted in successes that, only a short 
time ago, would have been considered completely unthinkable. Many
people approve of the methods of Fascism, even though its economic
program is altogether antiliberal and its policy completely interven-
tionist, because it is far from practicing the senseless and unrestrained
destructionism that has stamped the Communists as the arch-enemies
of civilization. Still others, in full knowledge of the evil that Fascist eco-
nomic policy brings with it, view Fascism, in comparison with Bolshe-
vism and Sovietism, as at least the lesser evil. For the majority of its pub-
lic and secret supporters and admirers, however, its appeal consists
precisely in the violence of its methods.

Now it cannot be denied that the only way one can offer effective re-
sistance to violent assaults is by violence. Against the weapons of the
Bolsheviks, weapons must be used in reprisal, and it would be a mistake
to display weakness before murderers. No liberal has ever called this
into question. What distinguishes liberal from Fascist political tactics is
not a difference of opinion in regard to the necessity of using armed
force to resist armed attackers, but a difference in the fundamental es-
timation of the role of violence in a struggle for power. The great dan-
ger threatening domestic policy from the side of Fascism lies in its com-
plete faith in the decisive power of violence. In order to assure success,
one must be imbued with the will to victory and always proceed vio-
lently. This is its highest principle. What happens, however, when one’s
opponent, similarly animated by the will to be victorious, acts just as vi-
olently? The result must be a battle, a civil war. The ultimate victor
to emerge from such conflicts will be the faction strongest in number.
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In the long run, a minority—even if it is composed of the most capable
and energetic—cannot succeed in resisting the majority. The decisive
question, therefore, always remains: How does one obtain a majority
for one’s own party? This, however, is a purely intellectual matter. It is
a victory that can be won only with the weapons of the intellect, never
by force. The suppression of all opposition by sheer violence is a most
unsuitable way to win adherents to one’s cause. Resort to naked force—
that is, without justification in terms of intellectual arguments accepted
by public opinion—merely gains new friends for those whom one is
thereby trying to combat. In a battle between force and an idea, the lat-
ter always prevails.

Fascism can triumph today because universal indignation at the in-
famies committed by the socialists and communists has obtained for it
the sympathies of wide circles. But when the fresh impression of the
crimes of the Bolsheviks has paled, the socialist program will once
again exercise its power of attraction on the masses. For Fascism does
nothing to combat it except to suppress socialist ideas and to persecute
the people who spread them. If it wanted really to combat socialism, 
it would have to oppose it with ideas. There is, however, only one idea
that can be effectively opposed to socialism, viz., that of liberalism.

It has often been said that nothing furthers a cause more than creat-
ing martyrs for it. This is only approximately correct. What strengthens
the cause of the persecuted faction is not the martyrdom of its adher-
ents, but the fact that they are being attacked by force, and not by in-
tellectual weapons. Repression by brute force is always a confession of
the inability to make use of the better weapons of the intellect—better
because they alone give promise of final success. This is the funda-
mental error from which Fascism suffers and which will ultimately
cause its downfall. The victory of Fascism in a number of countries is
only an episode in the long series of struggles over the problem of prop-
erty. The next episode will be the victory of Communism. The ulti-
mate outcome of the struggle, however, will not be decided by arms,
but by ideas. It is ideas that group men into fighting factions, that press
the weapons into their hands, and that determine against whom and for
whom the weapons shall be used. It is they alone, and not arms, that,
in the last analysis, turn the scales.

So much for the domestic policy of Fascism. That its foreign policy,
based as it is on the avowed principle of force in international relations,
cannot fail to give rise to an endless series of wars that must destroy all
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of modern civilization requires no further discussion. To maintain and
further raise our present level of economic development, peace among
nations must be assured. But they cannot live together in peace if the
basic tenet of the ideology by which they are governed is the belief that
one’s own nation can secure its place in the community of nations by
force alone.

It cannot be denied that Fascism and similar movements aiming at
the establishment of dictatorships are full of the best intentions and
that their intervention has, for the moment, saved European civiliza-
tion. The merit that Fascism has thereby won for itself will live on eter-
nally in history. But though its policy has brought salvation for the mo-
ment, it is not of the kind which could promise continued success.
Fascism was an emergency makeshift. To view it as something more
would be a fatal error.

11 The Limits of Governmental Activity

As the liberal sees it, the task of the state consists solely and exclusively
in guaranteeing the protection of life, health, liberty, and private prop-
erty against violent attacks. Everything that goes beyond this is an evil.
A government that, instead of fulfilling its task, sought to go so far as
actually to infringe on personal security of life and health, freedom, and
property would, of course, be altogether bad.

Still, as Jacob Burckhardt says, power is evil in itself, no matter who
exercises it. It tends to corrupt those who wield it and leads to abuse. Not
only absolute sovereigns and aristocrats, but the masses also, in whose
hands democracy entrusts the supreme power of government, are only
too easily inclined to excesses.

In the United States, the manufacture and sale of alcoholic bever-
ages are prohibited. Other countries do not go so far, but nearly every-
where some restrictions are imposed on the sale of opium, cocaine, and
similar narcotics. It is universally deemed one of the tasks of legislation
and government to protect the individual from himself. Even those
who otherwise generally have misgivings about extending the area of
governmental activity consider it quite proper that the freedom of the
individual should be curtailed in this respect, and they think that only
a benighted doctrinairism could oppose such prohibitions. Indeed, so
general is the acceptance of this kind of interference by the authorities
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in the life of the individual that those who are opposed to liberalism on
principle are prone to base their argument on the ostensibly undis-
puted acknowledgment of the necessity of such prohibitions and to
draw from it the conclusion that complete freedom is an evil and that
some measure of restriction must be imposed upon the freedom of the
individual by the governmental authorities in their capacity as guard-
ians of his welfare. The question cannot be whether the authorities
ought to impose restrictions upon the freedom of the individual, but
only how far they ought to go in this respect.

No words need be wasted over the fact that all these narcotics are
harmful. The question whether even a small quantity of alcohol is
harmful or whether the harm results only from the abuse of alcoholic
beverages is not at issue here. It is an established fact that alcoholism,
cocainism, and morphinism are deadly enemies of life, of health, and
of the capacity for work and enjoyment; and a utilitarian must there-
fore consider them as vices. But this is far from demonstrating that the
authorities must interpose to suppress these vices by commercial pro-
hibitions, nor is it by any means evident that such intervention on the
part of the government is really capable of suppressing them or that,
even if this end could be attained, it might not therewith open up a
Pandora’s box of other dangers, no less mischievous than alcoholism
and morphinism.

Whoever is convinced that indulgence or excessive indulgence in
these poisons is pernicious is not hindered from living abstemiously or
temperately. This question cannot be treated exclusively in reference to
alcoholism, morphinism, cocainism, etc., which all reasonable men ac-
knowledge to be evils. For if the majority of citizens is, in principle, con-
ceded the right to impose its way of life upon a minority, it is impossible
to stop at prohibitions against indulgence in alcohol, morphine, co-
caine, and similar poisons. Why should not what is valid for these poi-
sons be valid also for nicotine, caffein, and the like? Why should not the
state generally prescribe which foods may be indulged in and which
must be avoided because they are injurious? In sports too, many people
are prone to carry their indulgence further than their strength will al-
low. Why should not the state interfere here as well? Few men know how
to be temperate in their sexual life, and it seems especially difficult for
aging persons to understand that they should cease entirely to indulge
in such pleasures or, at least, do so in moderation. Should not the state
intervene here too? More harmful still than all these pleasures, many

the limits of governmental activity � 31

L3322-01  8/17/05  7:04 AM  Page 31



will say, is the reading of evil literature. Should a press pandering to the
lowest instincts of man be allowed to corrupt the soul? Should not the
exhibition of pornographic pictures, of obscene plays, in short, of all al-
lurements to immorality, be prohibited? And is not the dissemination of
false sociological doctrines just as injurious to men and nations? Should
men be permitted to incite others to civil war and to wars against foreign
countries? And should scurrilous lampoons and blasphemous diatribes
be allowed to undermine respect for God and the Church?

We see that as soon as we surrender the principle that the state
should not interfere in any questions touching on the individual’s
mode of life, we end by regulating and restricting the latter down to the
smallest detail. The personal freedom of the individual is abrogated.
He becomes a slave of the community, bound to obey the dictates of
the majority. It is hardly necessary to expatiate on the ways in which
such powers could be abused by malevolent persons in authority. The
wielding of powers of this kind even by men imbued with the best of in-
tentions must needs reduce the world to a graveyard of the spirit. All
mankind’s progress has been achieved as a result of the initiative of a
small minority that began to deviate from the ideas and customs of the
majority until their example finally moved the others to accept the in-
novation themselves. To give the majority the right to dictate to the mi-
nority what it is to think, to read, and to do is to put a stop to progress
once and for all.

Let no one object that the struggle against morphinism and the
struggle against “evil” literature are two quite different things. The only
difference between them is that some of the same people who favor the
prohibition of the former will not agree to the prohibition of the latter.
In the United States, the Methodists and Fundamentalists, right after
the passage of the law prohibiting the manufacture and sale of alcoholic
beverages, took up the struggle for the suppression of the theory of evo-
lution, and they have already succeeded in ousting Darwinism from the
schools in a number of states. In Soviet Russia, every free expression of
opinion is suppressed. Whether or not permission is granted for a book
to be published depends on the discretion of a number of uneducated
and uncultivated fanatics who have been placed in charge of the arm
of the government empowered to concern itself with such matters.

The propensity of our contemporaries to demand authoritarian pro-
hibition as soon as something does not please them, and their readiness
to submit to such prohibitions even when what is prohibited is quite
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agreeable to them shows how deeply ingrained the spirit of servility still
remains within them. It will require many long years of self-education
until the subject can turn himself into the citizen. A free man must be
able to endure it when his fellow men act and live otherwise than he
considers proper. He must free himself from the habit, just as soon as
something does not please him, of calling for the police.

12 Tolerance

Liberalism limits its concern entirely and exclusively to earthly life and
earthly endeavor. The kingdom of religion, on the other hand, is not of
this world. Thus, liberalism and religion could both exist side by side
without their spheres’ touching. That they should have reached the
point of collision was not the fault of liberalism. It did not transgress its
proper sphere; it did not intrude into the domain of religious faith or of
metaphysical doctrine. Nevertheless, it encountered the church as a po-
litical power claiming the right to regulate according to its judgment not
only the relationship of man to the world to come, but also the affairs of
this world. It was at this point that the battle lines had to be drawn.

So overwhelming was the victory won by liberalism in this conflict
that the church had to give up, once and for all, claims that it had vig-
orously maintained for thousands of years. The burning of heretics, in-
quisitorial persecutions, religious wars—these today belong to history.
No one can understand any longer how quiet people, who practiced
their devotions as they believed right within the four walls of their own
home, could have been dragged before courts, incarcerated, martyred,
and burned. But even if no more stakes are kindled ad majorem Dei 

gloriam [for the greater glory of God], a great deal of intolerance still 
persists.

Liberalism, however, must be intolerant of every kind of intolerance.
If one considers the peaceful cooperation of all men as the goal of social
evolution, one cannot permit the peace to be disturbed by priests and
fanatics. Liberalism proclaims tolerance for every religious faith and
every metaphysical belief, not out of indifference for these “higher”
things, but from the conviction that the assurance of peace within soci-
ety must take precedence over everything and everyone. And because it
demands toleration of all opinions and all churches and sects, it must re-
call them all to their proper bounds whenever they venture intolerantly
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beyond them. In a social order based on peaceful cooperation, there is
no room for the claim of the churches to monopolize the instruction
and education of the young. Everything that their supporters accord
them of their own free will may and must be granted to the churches;
nothing may be permitted to them in respect to persons who want to
have nothing to do with them.

It is difficult to understand how these principles of liberalism could
make enemies among the communicants of the various faiths. If they
make it impossible for a church to make converts by force, whether its
own or that placed at its disposal by the state, on the other hand they also
protect that church against coercive proselytization by other churches
and sects. What liberalism takes from the church with one hand it gives
back again with the other. Even religious zealots must concede that lib-
eralism takes nothing from faith of what belongs to its proper sphere.

To be sure, the churches and sects that, where they have the upper
hand, cannot do enough in their persecution of dissenters, also de-
mand, where they find themselves in the minority, tolerance at least for
themselves. However, this demand for tolerance has nothing whatever
in common with the liberal demand for tolerance. Liberalism de-
mands tolerance as a matter of principle, not from opportunism. It de-
mands toleration even of obviously nonsensical teachings, absurd
forms of heterodoxy, and childishly silly superstitions. It demands tol-
eration for doctrines and opinions that it deems detrimental and ru-
inous to society and even for movements that it indefatigably combats.
For what impels liberalism to demand and accord toleration is not con-
sideration for the content of the doctrine to be tolerated, but the knowl-
edge that only tolerance can create and preserve the condition of social
peace without which humanity must relapse into the barbarism and
penury of centuries long past.

Against what is stupid, nonsensical, erroneous, and evil, liberalism
fights with the weapons of the mind, and not with brute force and 
repression.

13 The State and Antisocial Conduct

The state is the apparatus of compulsion and coercion. This holds not
only for the “night-watchman” state, but just as much for every other,
and most of all for the socialist state. Everything that the state is capable
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of doing it does by compulsion and the application of force. To sup-
press conduct dangerous to the existence of the social order is the sum
and substance of state activity; to this is added, in a socialist commu-
nity, control over the means of production.

The sober logic of the Romans expressed this fact symbolically by
adopting the axe and the bundle of rods as the emblem of the state. Ab-
struse mysticism, calling itself philosophy, has done as much as possible
in modern times to obscure the truth of the matter. For Schelling, the
state is the direct and visible image of absolute life, a phase in the rev-
elation of the Absolute or World Soul. It exists only for its own sake, and
its activity is directed exclusively to the maintenance of both the sub-
stance and the form of its existence. For Hegel, Absolute Reason reveals
itself in the state, and Objective Spirit realizes itself in it. It is ethical
mind developed into an organic reality—reality and the ethical idea as
the revealed substantial will intelligible to itself. The epigones of ideal-
ist philosophy outdid even their masters in their deification of the state.
To be sure, one comes no closer to the truth if, in reaction to these and
similar doctrines, one calls the state, with Nietzsche, the coldest of all
cold monsters. The state is neither cold nor warm, for it is an abstract
concept in whose name living men—the organs of the state, the
government—act. All state activity is human action, an evil inflicted by
men on men. The goal—the preservation of society—justifies the ac-
tion of the organs of the state, but the evils inflicted are not felt as any
less evil by those who suffer under them.

The evil that a man inflicts on his fellow man injures both—not only
the one to whom it is done, but also the one who does it. Nothing cor-
rupts a man so much as being an arm of the law and making men suf-
fer. The lot of the subject is anxiety, a spirit of servility and fawning adu-
lation; but the pharisaical self-righteousness, conceit, and arrogance of
the master are no better.

Liberalism seeks to take the sting out of the relationship of the gov-
ernment official to the citizen. In doing so, of course, it does not follow
in the footsteps of those romantics who defend the antisocial behavior
of the lawbreaker and condemn not only judges and policemen, but
also the social order as such. Liberalism neither wishes to nor can deny
that the coercive power of the state and the lawful punishment of 
criminals are institutions that society could never, under any circum-
stances, do without. However, the liberal believes that the purpose of
punishment is solely to rule out, as far as possible, behavior dangerous
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to society. Punishment should not be vindictive or retaliatory. The
criminal has incurred the penalties of the law, but not the hate and
sadism of the judge, the policeman, and the ever lynch-thirsty mob.

What is most mischievous about the coercive power that justifies it-
self in the name of the “state” is that, because it is always of necessity
ultimately sustained by the consent of the majority, it directs its attack
against germinating innovations. Human society cannot do without
the apparatus of the state, but the whole of mankind’s progress has had
to be achieved against the resistance and opposition of the state and its
power of coercion. No wonder that all who have had something new to
offer humanity have had nothing good to say of the state or its laws! In-
corrigible etatist mystics and state-worshippers may hold this against
them; liberals will understand their position even if they cannot ap-
prove it. Yet every liberal must oppose this understandable aversion to
everything that pertains to jailers and policemen when it is carried to
the point of such overweening self-esteem as to proclaim the right of
the individual to rebel against the state. Violent resistance against the
power of the state is the last resort of the minority in its effort to break
loose from the oppression of the majority. The minority that desires to
see its ideas triumph must strive by intellectual means to become the
majority. The state must be so constituted that the scope of its laws per-
mits the individual a certain amount of latitude within which he can
move freely. The citizen must not be so narrowly circumscribed in his
activities that, if he thinks differently from those in power, his only
choice is either to perish or to destroy the machinery of state.
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chapter 2

Liberal Economic Policy

1 The Organization of the Economy

It is possible to distinguish five different conceivable systems of orga-
nizing the cooperation of individuals in a society based on the division
of labor: the system of private ownership of the means of production,
which, in its developed form, we call capitalism; the system of private
ownership of the means of production with periodic confiscation of all
wealth and its subsequent redistribution; the system of syndicalism; the
system of public ownership of the means of production, which is known
as socialism or communism; and, finally, the system of interventionism.

The history of private ownership of the means of production coin-
cides with the history of the development of mankind from an animal-
like condition to the highest reaches of modern civilization. The op-
ponents of private property have gone to great pains to demonstrate
that in the primeval beginnings of human society the institution of pri-
vate property still did not exist in a complete form because a part of the
land under cultivation was subject to periodic redistribution. From this
observation, which shows that private property is only a “historical cat-
egory,” they have tried to draw the conclusion that it could once again
be quite safely dispensed with. The logical fallacy involved in this rea-
soning is too flagrant to require any further discussion. That there was
social cooperation in remote antiquity even in the absence of a com-
pletely realized system of private property cannot provide the slightest
proof that one could manage without private property just as well at
higher stages of civilization. If history could prove anything at all in re-
gard to this question, it could only be that nowhere and at no time has
there ever been a people which has raised itself without private prop-
erty above a condition of the most oppressive penury and savagery
scarcely distinguishable from animal existence.
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The earlier opponents of the system of private ownership of the means
of production did not attack the institution of private property as such,
but only the inequality of income distribution. They recommended the
abolition of the inequality of income and wealth by means of a system of
periodical redistribution of the total quantity of commodities or, at least,
of land, which was at that time virtually the only factor of production
taken into consideration. In the technologically backward countries,
where primitive agricultural production prevails, this idea of an equal
distribution of property still holds sway today. People are accustomed to
call it agrarian socialism, though the appellation is not at all apposite
since this system has nothing to do with socialism. The Bolshevist revo-
lution in Russia, which had begun as socialist, did not establish social-
ism in agriculture—i.e., communal ownership of the land—but, in-
stead, agrarian socialism. In large areas of the rest of Eastern Europe, the
division of big landed estates among the small farmers, under the name
of agrarian reform, is the ideal espoused by influential political parties.

It is unnecessary to enter further into a discussion of this system.
That it must result in a reduction in the output of human labor will
scarcely be disputed. Only where land is still cultivated in the most
primitive way can one fail to recognize the decrease in productivity
which follows upon its division and distribution. That it is utterly sense-
less to break up a dairy farm equipped with all the devices of modern
technology will be conceded by everyone. As for the transference of
this principle of division and distribution to industry or commercial en-
terprises, it is altogether unthinkable. A railroad, a rolling mill, or a ma-
chine factory cannot be divided up. One could undertake to carry out
the periodical redistribution of property only if one first completely
broke up the economy based on the division of labor and the unham-
pered market and returned to an economy of self-sufficient farmsteads
existing side by side without engaging in exchange.

The idea of syndicalism represents the attempt to adapt the ideal of
the equal distribution of property to the circumstances of modern large-
scale industry. Syndicalism seeks to invest ownership of the means of
production neither in individuals nor in society, but in the workers em-
ployed in each industry or branch of production.1

1. Syndicalism as an end and as a social idea is not to be confused with syndicalism as a trade-union
tactic (the “direct action” of the French syndicalists). Of course, the latter can serve as a means in
the struggle for the realization of the syndicalist ideal, but it can also be made to serve other ends
incompatible with that ideal. One can strive, for example—and this is precisely what some of the
French syndicalists hope to do—to achieve socialism by resorting to syndicalist tactics.
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Since the proportion in which the material and the personal factors
of production are combined is different in the different branches of
production, equality in the distribution of property cannot be attained
in this way at all. From the very outset the worker will receive a greater
portion of property in some branches of industry than in others. One
has only to consider the difficulties that must arise from the necessity,
continually present in any economy, of shifting capital and labor from
one branch of production to another. Will it be possible to withdraw
capital from one branch of industry in order thereby more generously
to equip another? Will it be possible to remove workers from one
branch of production in order to transfer them to another where the
quota of capital per worker is smaller? The impossibility of such trans-
fers renders the syndicalist commonwealth utterly absurd and imprac-
ticable as a form of social organization. Yet if we assume that over and
above the individual groups there exists a central power that is entitled
to carry out such transfers, we are no longer dealing with syndicalism,
but with socialism. In reality, syndicalism as a social ideal is so absurd
that only muddleheads who have not sufficiently thought the problem
through have ventured to advocate it on principle.

Socialism or communism is that organization of society in which
property—the power of deploying all the means of production—is
vested in society, i.e., in the state, as the social apparatus of compulsion
and coercion. For a society to be judged as socialist it is of no conse-
quence whether the social dividend is distributed equally or according
to some other principle. Neither is it of decisive significance whether
socialism is brought about by a formal transfer of the ownership of all
the means of production to the state, the social apparatus of compul-
sion and coercion, or whether the private owners retain their property
in name and the socialization consists in the fact that all these “own-
ers” are entitled to employ the means of production left in their hands
only according to instructions issued by the state. If the government de-
cides what is to be produced and how, and to whom it is to be sold, and
at what “price,” then private property still exists in name only; in real-
ity, all property is already socialized, for the mainspring of economic
activity is no longer profit-seeking on the part of entrepreneurs and cap-
italists, but the necessity of fulfilling an imposed duty and of obeying
commands.

Finally, we still have to speak of interventionism. According to a wide-
spread opinion, there is, midway between socialism and capitalism, a
third possibility of social organization: the system of private property
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regulated, controlled, and guided by isolated authoritarian decrees (acts
of intervention).

The system of periodical redistribution of property and the system of
syndicalism will not be discussed in what follows. These two systems
are not generally at issue. No one who is in any way to be taken seri-
ously advocates either one. We have to concern ourselves only with 
socialism, interventionism, and capitalism.

2 Private Property and Its Critics

Man’s life is not a state of unalloyed happiness. The earth is no 
paradise. Although this is not the fault of social institutions, people 
are wont to hold them responsible for it. The foundation of any 
and every civilization, including our own, is private ownership of the
means of production. Whoever wishes to criticize modern civiliza-
tion, therefore, begins with private property. It is blamed for everything
that does not please the critic, especially those evils that have their 
origin in the fact that private property has been hampered and re-
strained in various respects so that its full social potentialities cannot 
be realized.

The usual procedure adopted by the critic is to imagine how wonder-
ful everything would be if only he had his own way. In his dreams he
eliminates every will opposed to his own by raising himself, or someone
whose will coincides exactly with his, to the position of absolute master
of the world. Everyone who preaches the right of the stronger considers
himself as the stronger. He who espouses the institution of slavery never
stops to reflect that he himself could be a slave. He who demands re-
strictions on the liberty of conscience demands it in regard to others, and
not for himself. He who advocates an oligarchic form of government al-
ways includes himself in the oligarchy, and he who goes into ecstasies at
the thought of enlightened despotism or dictatorship is immodest
enough to allot to himself, in his daydreams, the role of the enlightened
despot or dictator, or, at least, to expect that he himself will become the
despot over the despot or the dictator over the dictator. Just as no one de-
sires to see himself in the position of the weaker, of the oppressed, of the
overpowered, of the negatively privileged, of the subject without rights;
so, under socialism, no one desires himself otherwise than in the role of
the general director or the mentor of the general director. In the dream
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and wish phantasies of socialism there is no other life that would be
worth living.

Anticapitalist literature has created a fixed pattern for these phan-
tasies of the daydreamer in the customary opposition between profit-
ability and productivity. What takes place in the capitalist social order
is contrasted in thought with what—corresponding to the desires of 
the critic—would be accomplished in the ideal socialist society. Every-
thing that deviates from this ideal image is characterized as unproduc-
tive. That the greatest profitability for private individuals and the great-
est productivity for the community do not always coincide was long
considered the most serious reproach against the capitalist system.
Only in recent years has the knowledge gained ground that in the ma-
jority of these cases a socialist community could proceed no differently
from the way individuals in a capitalist community do. But even where
the alleged opposition actually does exist, it cannot simply be assumed
that a socialist society would necessarily do what is right and that the
capitalist social order is always to be condemned if it does anything
else. The concept of productivity is altogether subjective; it can never
provide the starting point for an objective criticism.

It is not worth while, therefore, to concern ourselves with the mus-
ings of our daydream-dictator. In his dream vision, everyone is willing
and obedient, ready to execute his commands immediately and punc-
tiliously. But it is quite another question how things must appear in a
real, and not merely visionary, socialist society. The assumption that
the equal distribution of the total annual output of the capitalist econ-
omy among all members of society would suffice to assure everyone a
sufficient livelihood is, as simple statistical calculations show, alto-
gether false. Thus, a socialist society could scarcely achieve a percep-
tible increase in the standard of living of the masses in this way. If it
holds out the prospect of well-being, and even riches, for all, it can do
so only on the assumption that labor in a socialist society will be more
productive than it is under capitalism and that a socialist system will 
be able to dispense with a number of superfluous—and consequently
unproductive—expenditures.

In connection with this second point, one thinks, for example, of the
abolition of all those expenses originating in the costs of marketing
merchandise, of competition, and of advertising. It is clear that there is
no room in a socialist community for such expenditures. Yet one must
not forget that the socialist apparatus of distribution too will involve not
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inconsiderable costs, perhaps even greater than those of a capitalist
economy. But this is not the decisive element in our judgment of the
significance of these expenses. The socialist assumes, without question,
as a matter of course, that in a socialist system the productivity of labor
will be at least the same as in a capitalist society, and he seeks to prove
that it will be even greater. But the first assumption is by no means as
self-evident as the advocates of socialism seem to think. The quantity
of things produced in a capitalist society is not independent of the man-
ner in which production is carried on. What is of decisive significance
is that at every single stage of each branch of production the special in-
terest of the persons engaged in it is bound up most intimately with the
productivity of the particular share of labor being performed. Every
worker must exert himself to the utmost, since his wages are deter-
mined by the output of his labor, and every entrepreneur must strive 
to produce more cheaply—i.e., with less expenditure of capital and 
labor—than his competitors.

Only because of these incentives has the capitalist economy been
able to produce the wealth that is at its command. To take exception to
the alleged excessive costs of the capitalist marketing apparatus is to
take a myopic view of things indeed. Whoever reproaches capitalism
with squandering resources because there are many competing haber-
dashers and even more tobacconists to be found on bustling business
streets fails to see that this sales organization is only the end result of an
apparatus of production that warrants the greatest productivity of labor.
All advances in production have been achieved only because it is in the
nature of this apparatus continually to make advances. Only because
all entrepreneurs are in constant competition and are mercilessly
weeded out if they do not produce in the most profitable manner are
methods of production perpetually being improved and refined. Were
this incentive to disappear, there would be no further progress in pro-
duction and no effort to economize in the application of the traditional
methods. Consequently, it is completely absurd to pose the question
how much could be saved if the costs of advertising were abolished.
One must rather ask how much could be produced if competition
among producers were abolished. The answer to this question cannot
be in doubt.

Men can consume only if they labor, and then only as much as their
labor has produced. Now it is the characteristic feature of the capitalist
system that it provides each member of society with this incentive to
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carry on his work with the greatest efficiency and thus achieves the
highest output. In a socialist society, this direct connection between the
labor of the individual and the goods and services he might thereby en-
joy would be lacking. The incentive to work would not consist in the
possibility of enjoying the fruit of one’s labor, but in the command of
the authorities to work and in one’s own feeling of duty. The precise
demonstration that this organization of labor is unfeasible will be of-
fered in a later chapter.

What is always criticized in the capitalist system is the fact that the
owners of the means of production occupy a preferential position.
They can live without working. If one views the social order from an in-
dividualistic standpoint, one must see in this a serious shortcoming of
capitalism. Why should one man be better off than another? But who-
ever considers things, not from the standpoint of individual persons,
but from that of the whole social order, will find that the owners of
property can preserve their agreeable position solely on condition that
they perform a service indispensable for society. The capitalist can
keep his favored position only by shifting the means of production to
the application most important for society. If he does not do this—if he
invests his wealth unwisely—he will suffer losses, and if he does not
correct his mistake in time, he will soon be ruthlessly ousted from his
preferential position. He will cease to be a capitalist, and others who
are better qualified for it will take his place. In a capitalist society, the
deployment of the means of production is always in the hands of those
best fitted for it; and whether they want to or not, they must constantly
take care to employ the means of production in such a way that they
yield the greatest output.

3 Private Property and the Government

All those in positions of political power, all governments, all kings, and
all republican authorities have always looked askance at private prop-
erty. There is an inherent tendency in all governmental power to rec-
ognize no restraints on its operation and to extend the sphere of its do-
minion as much as possible. To control everything, to leave no room
for anything to happen of its own accord without the interference of the
authorities—this is the goal for which every ruler secretly strives. If only
private property did not stand in the way! Private property creates for
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the individual a sphere in which he is free of the state. It sets limits to
the operation of the authoritarian will. It allows other forces to arise
side by side with and in opposition to political power. It thus becomes
the basis of all those activities that are free from violent interference on
the part of the state. It is the soil in which the seeds of freedom are nur-
tured and in which the autonomy of the individual and ultimately all
intellectual and material progress are rooted. In this sense, it has even
been called the fundamental prerequisite for the development of the
individual. But it is only with many reservations that the latter formu-
lation can be considered acceptable, because the customary opposition
between individual and collectivity, between individualistic and col-
lective ideas and aims, or even between individualistic and universalis-
tic science, is an empty shibboleth.

Thus, there has never been a political power that voluntarily desisted
from impeding the free development and operation of the institution of
private ownership of the means of production. Governments tolerate
private property when they are compelled to do so, but they do not
acknowledge it voluntarily in recognition of its necessity. Even liberal
politicians, on gaining power, have usually relegated their liberal prin-
ciples more or less to the background. The tendency to impose oppres-
sive restraints on private property, to abuse political power, and to refuse
to respect or recognize any free sphere outside or beyond the dominion
of the state is too deeply ingrained in the mentality of those who control
the governmental apparatus of compulsion and coercion for them ever
to be able to resist it voluntarily. A liberal government is a contradictio

in adjecto [a contradiction in terms]. Governments must be forced into
adopting liberalism by the power of the unanimous opinion of the
people; that they could voluntarily become liberal is not to be expected.

It is easy to understand what would constrain rulers to recognize the
property rights of their subjects in a society composed exclusively of
farmers all of whom were equally rich. In such a social order, every at-
tempt to abridge the right to property would immediately meet with
the resistance of a united front of all subjects against the government
and thus bring about the latter’s fall. The situation is essentially differ-
ent, however, in a society in which there is not only agricultural but
also industrial production, and especially where there are big business
enterprises involving large-scale investments in industry, mining, and
trade. In such a society, it is quite possible for those in control of the
government to take action against private property. In fact, politically
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there is nothing more advantageous for a government than an attack on
property rights, for it is always an easy matter to incite the masses
against the owners of land and capital. From time immemorial, there-
fore, it has been the idea of all absolute monarchs, of all despots and
tyrants, to ally themselves with the “people” against the propertied
classes. The Second Empire of Louis Napoleon was not the only re-
gime to be founded on the principle of Caesarism. The Prussian au-
thoritarian state of the Hohenzollerns also took up the idea, introduced
by Lassalle into German politics during the Prussian constitutional
struggle, of winning the masses of workers to the battle against the lib-
eral bourgeoisie by means of a policy of etatism and interventionism.
This was the basic principle of the “social monarchy” so highly extolled
by Schmoller and his school.

In spite of all persecutions, however, the institution of private prop-
erty has survived. Neither the animosity of all governments, nor the
hostile campaign waged against it by writers and moralists and by
churches and religions, nor the resentment of the masses—itself deeply
rooted in instinctive envy—has availed to abolish it. Every attempt to
replace it with some other method of organizing production and dis-
tribution has always of itself promptly proved unfeasible to the point of
absurdity. People have had to recognize that the institution of private
property is indispensable and to revert to it whether they liked it or not.

But for all that, they have still refused to admit that the reason for this
return to the institution of free private ownership of the means of pro-
duction is to be found in the fact that an economic system serving the
needs and purposes of man’s life in society is, in principle, impractica-
ble except on this foundation. People have been unable to make up
their minds to rid themselves of an ideology to which they have become
attached, namely, the belief that private property is an evil that cannot,
at least for the time being, be dispensed with as long as men have not
yet sufficiently evolved ethically. While governments—contrary to
their intentions, of course, and to the inherent tendency of every or-
ganized center of power—have reconciled themselves to the existence
of private property, they have still continued to adhere firmly—not
only outwardly, but also in their own thinking—to an ideology hostile
to property rights. Indeed, they consider opposition to private property
to be correct in principle and any deviation from it on their part to be
due solely to their own weakness or to consideration for the interests of
powerful groups.
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4 The Impracticability of Socialism

People are wont to consider socialism impracticable because they think
that men lack the moral qualities demanded by a socialist society. It is
feared that under socialism most men will not exhibit the same zeal in
the performance of the duties and tasks assigned to them that they
bring to their daily work in a social order based on private ownership 
of the means of production. In a capitalist society, every individual
knows that the fruit of his labor is his own to enjoy, that his income in-
creases or decreases according as the output of his labor is greater or
smaller. In a socialist society, every individual will think that less de-
pends on the efficiency of his own labor, since a fixed portion of the to-
tal output is due him in any case and the amount of the latter cannot
be appreciably diminished by the loss resulting from the laziness of 
any one man. If, as is to be feared, such a conviction should become
general, the productivity of labor in a socialist community would drop
considerably.

The objection thus raised against socialism is completely sound, but
it does not get to the heart of the matter. Were it possible in a socialist
community to ascertain the output of the labor of every individual
comrade with the same precision with which this is accomplished for
each worker by means of economic calculation in the capitalist system,
the practicability of socialism would not be dependent on the good will
of every individual. Society would be in a position, at least within cer-
tain limits, to determine the share of the total output to be allotted to
each worker on the basis of the extent of his contribution to production.
What renders socialism impracticable is precisely the fact that calcula-
tion of this kind is impossible in a socialist society.

In the capitalist system, the calculation of profitability constitutes a
guide that indicates to the individual whether the enterprise he is oper-
ating ought, under the given circumstances, to be in operation at all and
whether it is being run in the most efficient possible way, i.e., at the least
cost in factors of production. If an undertaking proves unprofitable, this
means that the raw materials, half-finished goods, and labor that are
needed in it are employed by other enterprises for an end that, from the
standpoint of the consumers, is more urgent and more important, or for
the same end, but in a more economical manner (i.e., with a smaller ex-
penditure of capital and labor). When, for instance, hand weaving came
to be unprofitable, this signified that the capital and labor employed in
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weaving by machine yield a greater output and that it is consequently
uneconomical to adhere to a method of production in which the same
input of capital and labor yields a smaller output.

If a new enterprise is being planned, one can calculate in advance
whether it can be made profitable at all and in what way. If, for example,
one has the intention of constructing a railroad line, one can, by esti-
mating the traffic to be expected and its ability to pay the freight rates,
calculate whether it pays to invest capital and labor in such an under-
taking. If the result of this calculation shows that the projected railroad
promises no profit, this is tantamount to saying that there is other, more
urgent employment for the capital and the labor that the construction
of the railroad would require; the world is not yet rich enough to be able
to afford such an expenditure. But it is not only when the question
arises whether or not a given undertaking is to be begun at all that the
calculation of value and profitability is decisive; it controls every single
step that the entrepreneur takes in the conduct of his business.

Capitalist economic calculation, which alone makes rational pro-
duction possible, is based on monetary calculation. Only because the
prices of all goods and services in the market can be expressed in terms
of money is it possible for them, in spite of their heterogeneity, to enter
into a calculation involving homogeneous units of measurement. In a
socialist society, where all the means of production are owned by the
community, and where, consequently, there is no market and no ex-
change of productive goods and services, there can also be no money
prices for goods and services of higher order. Such a social system
would thus, of necessity, be lacking in the means for the rational man-
agement of business enterprises, viz., economic calculation. For eco-
nomic calculation cannot take place in the absence of a common de-
nominator to which all the heterogeneous goods and services can be
reduced.

Let us consider a quite simple case. For the construction of a railroad
from A to B several routes are conceivable. Let us suppose that a moun-
tain stands between A and B. The railroad can be made to run over the
mountain, around the mountain, or, by way of a tunnel, through the
mountain. In a capitalist society, it is a very easy matter to compute
which line will prove the most profitable. One ascertains the cost in-
volved in constructing each of the three lines and the differences in op-
erating costs necessarily incurred by the anticipated traffic on each.
From these quantities it is not difficult to determine which stretch of
road will be the most profitable. A socialist society could not make such
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calculations. For it would have no possible way of reducing to a uni-
form standard of measurement all the heterogeneous quantities and
qualities of goods and services that here come into consideration. In
the face of the ordinary, everyday problems which the management of
an economy presents, a socialist society would stand helpless, for it
would have no possible way of keeping its accounts.

The prosperity that has made it possible for many more people to
inhabit the earth today than in the precapitalist era is due solely to the
capitalist method of lengthy chains of production, which necessarily
requires monetary calculation. This is impossible under socialism. In
vain have socialist writers labored to demonstrate how one could still
manage even without monetary and price calculation. All their efforts
in this respect have met with failure.

The leadership of a socialist society would thus be confronted by a
problem that it could not possibly solve. It would not be able to decide
which of the innumerable possible modes of procedure is the most ra-
tional. The resulting chaos in the economy would culminate quickly
and irresistibly in universal impoverishment and a retrogression to the
primitive conditions under which our ancestors once lived.

The socialist ideal, carried to its logical conclusion, would eventuate
in a social order in which all the means of production were owned by
the people as a whole. Production would be completely in the hands of
the government, the center of power in society. It alone would deter-
mine what was to be produced and how, and in what way goods ready
for consumption were to be distributed. It makes little difference
whether we imagine this socialist state of the future as democratically
constituted or otherwise. Even a democratic socialist state would nec-
essarily constitute a tightly organized bureaucracy in which everyone,
apart from the highest officials, though he might very well, in his ca-
pacity as a voter, have participated in some fashion in framing the di-
rectives issued by the central authority, would be in the subservient po-
sition of an administrator bound to carry them out obediently.

A socialist state of this kind is not comparable to the state enterprises,
no matter how vast their scale, that we have seen developing in the last
decades in Europe, especially in Germany and Russia. The latter all
flourish side by side with private ownership of the means of production.
They engage in commercial transactions with enterprises that capital-
ists own and manage, and they receive various stimuli from these enter-
prises that invigorate their own operation. State railroads, for instance,
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are provided by their suppliers, the manufacturers of locomotives,
coaches, signal installations, and other equipment, with apparatus that
has proved successful elsewhere in the operation of privately owned rail-
roads. Thence they receive the incentive to institute innovations in or-
der to keep up with the progress in technology and in methods of busi-
ness management that is taking place all around them.

It is a matter of common knowledge that national and municipal 
enterprises have, on the whole, failed, that they are expensive and
inefficient, and that they have to be subsidized out of tax funds just to
maintain themselves in operation. Of course, where a public enterprise
occupies a monopolistic position—as is, for instance, generally the
case with municipal transportation facilities and electric light and
power plants—the bad consequences of inefficiency need not always
express themselves in visible financial failure. Under certain circum-
stances it may be possible to conceal it by making use of the opportu-
nity open to the monopolist of raising the price of his products and 
services high enough to render these enterprises, in spite of their un-
economic management, still profitable. The lower productivity of the
socialist method of production merely manifests itself differently here
and is not so easily recognized as otherwise; essentially, however, the
case remains the same.

But none of these experiments in the socialist management of en-
terprises can afford us any basis for judging what it would mean if the
socialist ideal of the communal ownership of all means of production
were to be realized. In the socialist society of the future, which will
leave no room whatsoever for the free activity of private enterprises op-
erating side by side with those owned and controlled by the state, the
central planning board will lack entirely the gauge provided for the
whole economy by the market and market prices. In the market, where
all goods and services come to be traded, exchange ratios, expressed in
money prices, may be determined for everything bought and sold. In a
social order based on private property, it thus becomes possible to re-
sort to monetary calculation in checking on the results of all economic
activities. The social productivity of every economic transaction may
be tested by the methods of bookkeeping and cost accounting. It yet re-
mains to be shown that public enterprises are unable to make use of
cost accounting in the same way as private enterprises do. Neverthe-
less, monetary calculation does give even governmental and commu-
nal enterprises some basis for judging the success or failure of their
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management. In a completely socialist economic system, this would be
quite impossible, for in the absence of private ownership of the means
of production, there could be no exchange of capital goods in the mar-
ket and consequently neither money prices nor monetary calculation.
The general management of a purely socialist society will therefore
have no means of reducing to a common denominator the costs of pro-
duction of all the heterogeneous commodities that it plans to produce.

Nor can this be achieved by setting expenditures in kind against sav-
ings in kind. One cannot calculate if it is not possible to reduce to a
common medium of expression hours of labor of various grades, iron,
coal, building materials of every kind, machines, and all the other
things needed in the operation and management of different enter-
prises. Calculation is possible only when one is able to reduce to mon-
etary terms all the goods under consideration. Of course, monetary cal-
culation has its imperfections and deficiencies, but we have nothing
better to put in its place. It suffices for the practical purposes of life as
long as the monetary system is sound. If we were to renounce monetary
calculation, every economic computation would become absolutely
impossible.

This is the decisive objection that economics raises against the pos-
sibility of a socialist society. It must forgo the intellectual division of la-
bor that consists in the cooperation of all entrepreneurs, landowners,
and workers as producers and consumers in the formation of market
prices. But without it, rationality, i.e., the possibility of economic cal-
culation, is unthinkable.

5 Interventionism

The socialist ideal is now beginning to lose more and more of its ad-
herents. The penetrating economic and sociological investigations of
the problems of socialism that have shown it to be impracticable have
not remained without effect, and the failures in which socialist experi-
ments everywhere have ended have disconcerted even its most enthu-
siastic supporters. Gradually people are once more beginning to real-
ize that society cannot do without private property. Yet the hostile
criticism to which the system of private ownership of the means of pro-
duction has been subjected for decades has left behind such a strong
prejudice against the capitalist system that, in spite of their knowledge
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of the inadequacy and impracticability of socialism, people cannot
make up their minds to admit openly that they must return to liberal
views on the question of property. To be sure, it is conceded that so-
cialism, the communal ownership of the means of production, is alto-
gether, or at least for the present, impracticable. But, on the other hand,
it is asserted that unhampered private ownership of the means of pro-
duction is also an evil. Thus people want to create a third way, a form
of society standing midway between private ownership of the means of
production, on the one hand, and communal ownership of the means
of production, on the other. Private property will be permitted to exist,
but the ways in which the means of production are employed by the en-
trepreneurs, capitalists, and landowners will be regulated, guided, and
controlled by authoritarian decrees and prohibitions. In this way, one
forms the conceptual image of a regulated market, of a capitalism cir-
cumscribed by authoritarian rules, of private property shorn of its 
allegedly harmful concomitant features by the intervention of the 
authorities.

One can best acquire an insight into the meaning and nature of this
system by considering a few examples of the consequences of govern-
ment interference. The crucial acts of intervention with which we have
to deal aim at fixing the prices of goods and services at a height differ-
ent from what the unhampered market would have determined.

In the case of prices formed on the unhampered market, or which
would have been formed in the absence of interference on the part of
the authorities, the costs of production are covered by the proceeds. If
a lower price is decreed by the government, the proceeds will fall short
of the costs. Merchants and manufacturers will, therefore, unless the
storage of the goods involved would cause them to deteriorate rapidly
in value, withhold their merchandise from the market in the hope of
more favorable times, perhaps in the expectation that the government
order will soon be rescinded. If the authorities do not want the goods
concerned to disappear altogether from the market as a result of their
interference, they cannot limit themselves to fixing the price; they must
at the same time also decree that all stocks on hand be sold at the pre-
scribed price.

But even this does not suffice. At the price determined on the un-
hampered market, supply and demand would have coincided. Now,
because the price was fixed lower by government decree, the demand
has increased while the supply has remained unchanged. The stocks
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on hand are not sufficient to satisfy fully all who are prepared to pay the
prescribed price. A part of the demand will remain unsatisfied. The
mechanism of the market, which otherwise tends to equalize supply
and demand by means of price fluctuations, no longer operates. Now
people who would have been prepared to pay the price prescribed by
the authorities must leave the market with empty hands. Those who
were on line earlier or who were in a position to exploit some personal
connection with the sellers have already acquired the whole stock; the
others have to go unprovided. If the government wishes to avoid this
consequence of its intervention, which runs counter to its intentions, it
must add rationing to price control and compulsory sale: a govern-
mental regulation must determine how much of a commodity may be
supplied to each individual applicant at the prescribed price.

But once the supplies already on hand at the moment of the gov-
ernment’s intervention are exhausted, an incomparably more difficult
problem arises. Since production is no longer profitable if the goods
are to be sold at the price fixed by the government, it will be reduced
or entirely suspended. If the government wishes to have production
continue, it must compel the manufacturers to produce, and, to this
end, it must also fix the prices of raw materials and half-finished goods
and the wages of labor. Its decrees to this effect, however, cannot be
limited to only the one or the few branches of production that the au-
thorities wish to regulate because they deem their products especially
important. They must encompass all branches of production. They
must regulate the price of all commodities and all wages. In short, they
must extend their control over the conduct of all entrepreneurs, capi-
talists, landowners, and workers. If some branches of production are
left free, capital and labor will flow into these, and the government will
fail to attain the goal that it wished to achieve by its first act of inter-
vention. But the object of the authorities is that there should be an
abundance of production in precisely that branch of industry which,
because of the importance they attach to its products, they have espe-
cially singled out for regulation. It runs altogether counter to their de-
sign that precisely in consequence of their intervention this branch of
production should be neglected.

It is therefore clearly evident that an attempt on the part of the gov-
ernment to interfere with the operation of the economic system based
on private ownership of the means of production fails of the goal that its
authors wished to achieve by means of it. It is, from the point of view of
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its authors, not only futile, but downright contrary to purpose, because
it enormously augments the very “evil” that it was supposed to combat.
Before the price controls were decreed, the commodity was, in the
opinion of the government, too expensive; now it disappears from the
market altogether. This, however, is not the result aimed at by the gov-
ernment, which wanted to make the commodity accessible to the con-
sumer at a cheaper price. On the contrary: from its viewpoint, the ab-
sence of the commodity, the impossibility of securing it, must appear as
by far the greater evil. In this sense one can say of the intervention of the
authorities that it is futile and contrary to the purpose that it was in-
tended to serve, and of the system of economic policy that attempts to
operate by means of such acts of intervention that it is impracticable
and unthinkable, that it contradicts economic logic.

If the government will not set things right again by desisting from its
interference, i.e., by rescinding the price controls, then it must follow
up the first step with others. To the prohibition against asking any price
higher than the prescribed one it must add not only measures to com-
pel the sale of all stocks on hand under a system of enforced rationing,
but price ceilings on goods of higher order, wage controls, and, ulti-
mately, compulsory labor for entrepreneurs and workers. And these
regulations cannot be limited to one or a few branches of production,
but must encompass them all. There is simply no other choice than this:
either to abstain from interference in the free play of the market, or to
delegate the entire management of production and distribution to the
government. Either capitalism or socialism: there exists no middle way.

The mechanism of the series of events just described is well known
to all who have witnessed the attempts of governments in time of war
and during periods of inflation to fix prices by fiat. Everyone knows
nowadays that government price controls had no other result than the
disappearance from the market of the goods concerned. Wherever the
government resorts to the fixing of prices, the result is always the same.
When, for instance, the government fixes a ceiling on residential rents,
a housing shortage immediately ensues. In Austria, the Social Demo-
cratic Party has virtually abolished residential rent. The consequence
is that in the city of Vienna, for example, in spite of the fact that the
population has declined considerably since the beginning of the World
War and that several thousand new houses have been constructed by
the municipality in the meantime, many thousands of persons are un-
able to find accommodations.
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Let us take still another example: the fixing of minimum wage rates.
When the relationship between employer and employee is left undis-

turbed by legislative enactments or by violent measures on the part of
trade unions, the wages paid by the employer for every type of labor are
exactly as high as the increment of value that it adds to the materials in
production. Wages cannot rise any higher than this because, if they did,
the employer could no longer make a profit and hence would be com-
pelled to discontinue a line of production that did not pay. But neither
can wages fall any lower, because then the workers would turn to other
branches of industry where they would be better rewarded, so that the
employer would be forced to discontinue production because of a labor
shortage.

There is, therefore, in the economy always a wage rate at which all
workers find employment and every entrepreneur who wishes to un-
dertake some enterprise still profitable at that wage finds workers. This
wage rate is customarily called by economists the “static” or “natural”
wage. It increases if, other things being equal, the number of workers
diminishes; it decreases if, other things being equal, the available quan-
tity of capital for which employment in production is sought suffers any
diminution. However, one must, at the same time, observe that it is not
quite precise to speak simply of “wages” and “labor.” Labor services
vary greatly in quality and quantity (calculated per unit of time), and
so too do the wages of labor.

If the economy never varied from the stationary state, then in a labor
market unhampered by interference on the part of the government or
by coercion on the part of the labor unions there would be no unem-
ployed. But the stationary state of society is merely an imaginary con-
struction of economic theory, an intellectual expedient indispensable
for our thinking, that enables us, by contrast, to form a clear concep-
tion of the processes actually taking place in the economy which 
surrounds us and in which we live. Life—fortunately, we hasten to 
add—is never at rest. There is never a standstill in the economy, but
perpetual changes, movement, innovation, the continual emergence
of the unprecedented. There are, accordingly, always branches of pro-
duction that are being shut down or curtailed because the demand for
their products has fallen off, and other branches of production that are
being expanded or even embarked upon for the first time. If we think
only of the last few decades, we can at once enumerate a great number
of new industries that have sprung up: e.g., the automobile industry,
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the airplane industry, the motion picture industry, the rayon industry,
the canned goods industry, and the radio broadcasting industry. These
branches of industry today employ millions of workers, only some of
whom have been drawn from the increase in population. Some came
from branches of production that were shut down, and even more from
those that, as a result of technological improvements, are now able to
manage with fewer workers.

Occasionally the changes that occur in the relations among individ-
ual branches of production take place so slowly that no worker is
obliged to shift to a new type of job; only young people, just beginning
to earn their livelihood, will enter, in greater proportion, the new or ex-
panding industries. Generally, however, in the capitalist system, with
its rapid strides in improving human welfare, progress takes place too
swiftly to spare individuals the necessity of adapting themselves to it.
When, two hundred years or more ago, a young lad learned a craft, he
could count on practicing it his whole life long in the way he had
learned it, without any fear of being injured by his conservatism.
Things are different today. The worker too must adjust himself to
changing conditions, must add to what he has learned, or begin learn-
ing anew. He must leave occupations which no longer require the
same number of workers as previously and enter one which has just
come into being or which now needs more workers than before. But
even if he remains in his old job, he must learn new techniques when
circumstances demand it.

All this affects the worker in the form of changes in wage rates. If a
particular branch of business employs relatively too many workers, it
discharges some, and those discharged will not easily find new work in
the same branch of business. The pressure on the labor market exer-
cised by the discharged workers depresses wages in this branch of pro-
duction. This, in turn, induces the worker to look for employment in
those branches of production that wish to attract new workers and are
therefore prepared to pay higher wages.

From this it becomes quite clear what must be done in order to sat-
isfy the workers’ desire for employment and for high wages. Wages in
general cannot be pushed above the height that they would normally
occupy in a market unhampered either by government interference or
other institutional pressures without creating certain side effects that
cannot be desirable for the worker. Wages can be driven up in an indi-
vidual industry or an individual country if the transfer of workers from
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other industries or their immigration from other countries is prohib-
ited. Such wage increases are effected at the expense of the workers
whose entrance is barred. Their wages are now lower than they would
have been if their freedom of movement had not been hindered. The
rise in wages of one group is thus achieved at the expense of the others.
This policy of obstructing the free movement of labor can benefit only
the workers in countries and industries suffering from a relative labor
shortage. In an industry or a country where this is not the case, there is
only one thing that can raise wages: a rise in the general productivity of
labor, whether by virtue of an increase in the capital available or
through an improvement in the technological processes of production.

If, however, the government fixes minimum wages by law above the
height of the static or natural wage, then the employers will find that
they are no longer in a position to carry on successfully a number of en-
terprises that were still profitable when wages stood at the lower point.
They will consequently curtail production and discharge workers. The
effect of an artificial rise in wages, i.e., one imposed upon the market
from the outside, is, therefore, the spread of unemployment.

Now, of course, no attempt is being made today to fix minimum
wage rates by law on a large scale. But the position of power that the
trade unions occupy has enabled them to do so even in the absence of
any positive legislation to that effect. The fact that workers form unions
for the purpose of bargaining with the employers does not, in and of it-
self, necessarily provoke disturbances in the operation of the market.
Even the fact that they successfully arrogate to themselves the right to
break, without notice, contracts duly entered into by them and to lay
down their tools would not itself result in any further disturbance in the
labor market. What does create a new situation in the labor market is
the element of coercion involved in strikes and compulsory union
membership that prevails today in most of the industrial countries of
Europe. Since the unionized workers deny access to employment to
those who are not members of their union, and resort to open violence
during strikes to prevent other workers from taking the place of those
on strike, the wage demands that the unions present to the employers
have precisely the same force as government decrees fixing minimum
wage rates. For the employer must, if he does not wish to shut down his
whole enterprise, yield to the demands of the union. He must pay
wages such that the volume of production has to be restricted, because
what costs more to produce cannot find as large a market as what costs
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less. Thus, the higher wages exacted by the trade unions become a
cause of unemployment.

The unemployment originating from this source differs entirely in
extent and duration from that which arises from the changes constantly
taking place in the kind and quality of the labor demanded in the mar-
ket. If unemployment had its cause only in the fact that there is con-
stant progress in industrial development, it could neither assume great
proportions nor take on the character of a lasting institution. The work-
ers who can no longer be employed in one branch of production soon
find accommodation in others which are expanding or just coming
into being. When workers enjoy freedom of movement and the shift
from one industry to another is not impeded by legal and other ob-
stacles of a similar kind, adjustment to new conditions takes place with-
out too much difficulty and rather quickly. For the rest, the setting up
of labor exchanges would contribute much toward reducing still fur-
ther the extent of this type of unemployment.

But the unemployment produced by the interference of coercive
agencies in the operation of the labor market is no transitory phenom-
enon continually appearing and disappearing. It is incurable as long as
the cause that called it into existence continues to operate, i.e., as long
as the law or the violence of the trade unions prevents wages from be-
ing reduced, by the pressure of the jobless seeking employment, to the
level that they would have reached in the absence of interference on
the part of the government or the unions, namely, the rate at which all
those eager for work ultimately find it.

For the unemployed to be granted support by the government or by
the unions only serves to enlarge the evil. If what is involved is a case of
unemployment springing from dynamic changes in the economy, then
the unemployment benefits only result in postponing the adjustment
of the workers to the new conditions. The jobless worker who is on re-
lief does not consider it necessary to look about for a new occupation if
he no longer finds a position in his old one; at least, he allows more
time to elapse before he decides to shift to a new occupation or to a new
locality or before he reduces the wage rate he demands to that at which
he could find work. If unemployment benefits are not set too low, 
one can say that as long as they are offered, unemployment cannot 
disappear.

If, however, the unemployment is produced by the artificial raising
of the height of wage rates in consequence of the direct intervention of
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the government or of its toleration of coercive practices on the part of
the trade unions, then the only question is who is to bear the costs in-
volved, the employers or the workers. The state, the government, the
community never do so; they load them either onto the employer or
onto the worker or partially onto each. If the burden falls on the work-
ers, then they are deprived entirely or partially of the fruits of the
artificial wage increase they have received; they may even be made to
bear more of these costs than the artificial wage increase yielded them.
The employer can be saddled with the burden of unemployment
benefits to some extent by having to pay a tax proportionate to the 
total amount of wages paid out by him. In this case, unemployment 
insurance, by raising the costs of labor, has the same effect as a 
further increase in wages above the static level: the profitability of 
the employment of labor is reduced, and the number of workers 
who still can be profitably engaged is concomitantly decreased. Thus,
unemployment spreads even further, in an ever widening spiral. 
The employers can also be drawn on to pay the costs of the unemploy-
ment benefits by means of a tax on their profits or capital, without 
regard for the number of workers employed. But this too only tends 
to spread unemployment even further. For when capital is consumed
or when the formation of new capital is at least slowed down, the 
conditions for the employment of labor become, ceteris paribus, less 
favorable.2

It is obviously futile to attempt to eliminate unemployment by em-
barking upon a program of public works that would otherwise not have
been undertaken. The necessary resources for such projects must be
withdrawn by taxes or loans from the application they would otherwise
have found. Unemployment in one industry can, in this way, be miti-
gated only to the extent that it is increased in another.

From whichever side we consider interventionism, it becomes evi-
dent that this system leads to a result that its originators and advocates
did not intend and that, even from their standpoint, it must appear as a
senseless, self-defeating, absurd policy.
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detail in the writings listed in the appendix.
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6 Capitalism: The Only Possible System of 
Social Organization

Every examination of the different conceivable possibilities of organiz-
ing society on the basis of the division of labor must always come to the
same result: there is only the choice between communal ownership
and private ownership of the means of production. All intermediate
forms of social organization are unavailing and, in practice, must prove
self-defeating. If one further realizes that socialism too is unworkable,
then one cannot avoid acknowledging that capitalism is the only feasi-
ble system of social organization based on the division of labor. This re-
sult of theoretical investigation will not come as a surprise to the histo-
rian or the philosopher of history. If capitalism has succeeded in
maintaining itself in spite of the enmity it has always encountered from
both governments and the masses, if it has not been obliged to make
way for other forms of social cooperation that have enjoyed to a much
greater extent the sympathies of theoreticians and of practical men of
affairs, this is to be attributed only to the fact that no other system of 
social organization is feasible.

Nor is there any further need to explain why it is impossible for us to
return to the forms of social and economic organization characteristic
of the Middle Ages. Over the whole area now inhabited by the modern
nations of Europe the medieval economic system was able to support
only a fraction of the number of people who now dwell in that region,
and it placed much less in the way of material goods at the disposal of
each individual for the provision of his needs than the capitalist form
of production supplies men with today. A return to the Middle Ages is
out of the question if one is not prepared to reduce the population to a
tenth or a twentieth part of its present number and, even further, to
oblige every individual to be satisfied with a modicum so small as to be
beyond the imagination of modern man.

All the writers who represent the return to the Middle Ages, or, as
they put it, to the “new” Middle Ages, as the only social ideal worth striv-
ing for reproach the capitalist era above all for its materialistic attitude
and mentality. Yet they themselves are much more deeply committed
to materialistic views than they believe. For it is nothing but the crassest
materialism to think, as many of these writers do, that after reverting to
the forms of political and economic organization characteristic of the
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Middle Ages, society could still retain all the technological improve-
ments in production created by capitalism and thus preserve the high
degree of productivity of human labor that it has attained in the capi-
talist era. The productivity of the capitalist mode of production is the
outcome of the capitalist mentality and of the capitalist approach to
man and to the satisfaction of man’s wants; it is a result of modern tech-
nology only in so far as the development of technology must, of neces-
sity, follow from the capitalist mentality. There is scarcely anything so
absurd as the fundamental principle of Marx’s materialist interpretation
of history: “The hand mill made feudal society; the steam mill, capital-
ist society.” It was precisely capitalist society that was needed to create
the necessary conditions for the original conception of the steam mill
to be developed and put into effect. It was capitalism that created the
technology, and not the other way round. But no less absurd is the no-
tion that the technological and material appurtenances of our economy
could be preserved even if the intellectual foundations on which they
are based were destroyed. Economic activity can no longer be carried
on rationally once the prevailing mentality has reverted to tradition-
alism and faith in authority. The entrepreneur, the catalytic agent, as
it were, of the capitalist economy and, concomitantly, also of modern
technology, is inconceivable in an environment in which everyone is
intent solely on the contemplative life.

If one characterizes as unfeasible every system other than that based
on private ownership of the means of production, it follows necessar-
ily that private property must be maintained as the basis of social co-
operation and association and that every attempt to abolish it must 
be vigorously combatted. It is for this reason that liberalism defends 
the institution of private property against every attempt to destroy it.
When, therefore, people call the liberals apologists for private property,
they are completely justified, for the Greek word from which “apolo-
gist” is derived means the same as “defender.” Of course, it would be
better to avoid using the foreign word and to be content to express 
oneself in plain English. For to many people the expressions “apology”
and “apologist” convey the connotation that what is being defended is
unjust.

Much more important, however, than the rejection of any pejorative
suggestion that may be involved in the use of these expressions is the ob-
servation that the institution of private property requires no defense,
justification, support, or explanation. The continued existence of soci-
ety depends upon private property, and since men have need of society,
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they must hold fast to the institution of private property to avoid injuring
their own interests as well as the interests of everyone else. For society
can continue to exist only on the foundation of private property. Who-
ever champions the latter champions by the same token the preservation
of the social bond that unites mankind, the preservation of culture and
civilization. He is an apologist and defender of society, culture, and civ-
ilization, and because he desires them as ends, he must also desire and
defend the one means that leads to them, namely, private property.

To advocate private ownership of the means of production is by no
means to maintain that the capitalist social system, based on private
property, is perfect. There is no such thing as earthly perfection. Even
in the capitalist system something or other, many things, or even every-
thing, may not be exactly to the liking of this or that individual. But it
is the only possible social system. One may undertake to modify one or
another of its features as long as in doing so one does not affect the
essence and foundation of the whole social order, viz., private property.
But by and large we must reconcile ourselves to this system because
there simply cannot be any other.

In Nature too, much may exist that we do not like. But we cannot
change the essential character of natural events. If, for example, some-
one thinks—and there are some who have maintained as much—that
the way in which man ingests his food, digests it, and incorporates it
into his body is disgusting, one cannot argue the point with him. One
must say to him: There is only this way or starvation. There is no third
way. The same is true of property: either-or —either private ownership
of the means of production, or hunger and misery for everyone.

The opponents of liberalism are wont to call its economic doctrine
“optimistic.” They intend this epithet either as a reproach or as a deri-
sive characterization of the liberal way of thinking.

If by calling the liberal doctrine “optimistic” one means that liberal-
ism considers the capitalist world as the best of all worlds, then this is
nothing but pure nonsense. For an ideology based, like that of liberal-
ism, entirely on scientific grounds, such questions as whether the capi-
talist system is good or bad, whether or not a better one is conceivable,
and whether it ought to be rejected on certain philosophic or meta-
physical grounds are entirely irrelevant. Liberalism is derived from the
pure sciences of economics and sociology, which make no value judg-
ments within their own spheres and say nothing about what ought to be
or about what is good and what is bad, but, on the contrary, only ascer-
tain what is and how it comes to be. When these sciences show us that
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of all the conceivable alternative ways of organizing society only one,
viz., the system based on private ownership of the means of production,
is capable of being realized, because all other conceivable systems of so-
cial organization are unworkable, there is absolutely nothing in this that
can justify the designation “optimistic.” That capitalism is practicable
and workable is a conclusion that has nothing to do with optimism.

To be sure, the opponents of liberalism are of the opinion that this
society is very bad. As far as this assertion contains a value judgment, it
is naturally not open to any discussion that intends to go beyond highly
subjective and therefore unscientific opinions. As far, however, as it is
founded on an incorrect understanding of what takes place within the
capitalist system, economics and sociology can rectify it. This too is not
optimism. Entirely aside from everything else, even the discovery of a
great many deficiencies in the capitalist system would not have the
slightest significance for the problems of social policy as long as it has
not been shown, not that a different social system would be better, but
that it would be capable of being realized at all. But this has not been
done. Science has succeeded in showing that every system of social or-
ganization that could be conceived as a substitute for the capitalist sys-
tem is self-contradictory and unavailing, so that it could not bring about
the results aimed at by its proponents.

How little one is justified in speaking in this connection of “opti-
mism” and “pessimism” and how much the characterization of liber-
alism as “optimistic” aims at surrounding it with an unfavorable aura
by bringing in extrascientific, emotional considerations is best shown
by the fact that one can, with as much justice, call those people “opti-
mists” who are convinced that the construction of a socialist or of an in-
terventionist commonwealth would be practicable.

Most of the writers who concern themselves with economic questions
never miss an opportunity to heap senseless and childish abuse on the
capitalist system and to praise in enthusiastic terms either socialism or
interventionism, or even agrarian socialism and syndicalism, as excel-
lent institutions. On the other hand, there have been a few writers who,
even if in much milder terms, have sung the praises of the capitalist sys-
tem. One may, if one wishes, call these writers “optimists.” But if one
does so, then one would be a thousand times more justified in calling
the antiliberal writers “hyperoptimists” of socialism, interventionism,
agrarian socialism, and syndicalism. The fact that this does not happen,
but that, instead, only liberal writers like Bastiat are called “optimists,”
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shows clearly that in these cases what we are dealing with is not an at-
tempt at a truly scientific classification, but nothing more than a parti-
san caricature.

What liberalism maintains is, we repeat, by no means that capitalism
is good when considered from some particular point of view. What it
says is simply that for the attainment of the ends that men have in mind
only the capitalist system is suitable and that every attempt to realize a
socialist, interventionist, agrarian socialist, or syndicalist society must
necessarily prove unsuccessful. Neurotics who could not bear this truth
have called economics a dismal science. But economics and sociology
are no more dismal because they show us the world as it really is than
the other sciences are—mechanics, for instance, because it teaches the
impracticability of perpetual motion, or biology because it teaches us
the mortality of all living things.

7 Cartels, Monopolies, and Liberalism

The opponents of liberalism assert that the necessary preconditions for
the adoption of the liberal program no longer exist in the contemporary
world. Liberalism was still practicable when many concerns of medium
size were engaged in keen competition in each industry. Nowadays,
since trusts, cartels, and other monopolistic enterprises are in complete
control of the market, liberalism is as good as done for in any case. It is
not politics that has destroyed it, but a tendency inherent in the inexo-
rable evolution of the system of free enterprise.

The division of labor gives a specialized function to each productive
unit in the economy. This process never stops as long as economic de-
velopment continues. We long ago passed the stage at which the same
factory produced all types of machines. Today a machine factory that
does not limit itself exclusively to the production of certain types of ma-
chinery is no longer able to meet competition. With the progress of
specialization, the area served by an individual supplier must continue
to widen. The market supplied by a textile mill that produces only a few
kinds of fabrics must be larger than that served by a weaver who weaves
every kind of cloth. Undoubtedly this progressive specialization of pro-
duction tends toward the development in every field of enterprises that
have the whole world for their market. If this development is not op-
posed by protectionist and other anticapitalist measures, the result will
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be that in every branch of production there will be a relatively small
number of concerns, or even only a single concern, intent on produc-
ing with the highest degree of specialization and on supplying the
whole world.

Today, of course, we are very far from this state of affairs, since the
policy of all governments aims at snipping off from the unity of the
world economy small areas in which, under the protection of tariffs and
other measures designed to achieve the same result, enterprises that
would no longer be able to meet competition on the free world market
are artificially preserved or even first called into being. Apart from 
considerations of commercial policy, measures of this kind, which are
directed against the concentration of business, are defended on the
ground that they alone have prevented the consumers from being ex-
ploited by monopolistic combinations of producers.

In order to assess the validity of this argument, we shall assume that
the division of labor throughout the whole world has already advanced
so far that the production of every article offered for sale is concentrated
in a single concern, so that the consumer, in his capacity as a buyer, is
always confronted with only a single seller. Under such conditions, ac-
cording to an ill-considered economic doctrine, the producers would be
in a position to keep prices pegged as high as they wished, to realize ex-
orbitant profits, and thereby to worsen considerably the standard of liv-
ing of the consumers. It is not difficult to see that this idea is completely
mistaken. Monopoly prices, if they are not made possible by certain acts
of intervention on the part of the government, can be lastingly exacted
only on the basis of control over mineral and other natural resources. An
isolated monopoly in manufacturing that yielded greater profits than
those yielded elsewhere would stimulate the formation of rival firms
whose competition would break the monopoly and restore prices and
profits to the general rate. Monopolies in manufacturing industries can-
not, however, become general, since at every given level of wealth in an
economy the total quantity of capital invested and of available labor
employed in production—and consequently also the amount of the so-
cial product—is a given magnitude. In any particular branch of pro-
duction, or in several, the amount of capital and labor employed could
be reduced in order to increase the price per unit and the aggregate
profit of the monopolist or monopolists by curtailing production. The
capital and labor thereby freed would then flow into another industry. If,
however, all industries attempt to curtail production in order to realize
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higher prices, they forthwith free labor and capital which, because they
are offered at lower rates, will provide a strong stimulus to the formation
of new enterprises that must again destroy the monopolistic position of
the others. The idea of a universal cartel and monopoly of the manu-
facturing industry is therefore completely untenable.

Genuine monopolies can be established only by control of land or
mineral resources. The notion that all the arable land on earth could be
consolidated into a single world monopoly needs no further discussion;
the only monopolies that we shall consider here are those originating in
the control of useful minerals. Monopolies of this kind do, in fact, al-
ready exist in the case of a few minerals of minor importance, and it is
at any rate conceivable that attempts to monopolize other minerals as
well may some day prove successful. This would mean that the owners
of such mines and quarries would derive an increased ground rent from
them and that the consumers would restrict consumption and look for
substitutes for the materials that had become more expensive. A world
petroleum monopoly would lead to an increased demand for hydro-
electric power, coal, etc. From the standpoint of world economy and
sub specie aeternitatis [under the aspect of eternity], this would mean
that we would have to be more sparing than we otherwise would have
been in our use of those costly materials that we can only exhaust, but
cannot replace, and thus leave more of them for future generations than
would have been the case in an economy free of monopolies.

The bugbear of monopoly, which is always conjured up when one
speaks of the unhampered development of the economy, need cause us
no disquiet. The world monopolies that are really feasible could con-
cern only a few items of primary production. Whether their effect is fa-
vorable or unfavorable cannot be so easily decided. In the eyes of those
who, in treating economic problems, are unable to free themselves
from feelings of envy, these monopolies appear as pernicious from the
very fact that they yield their owners increased profits. Whoever ap-
proaches the question without prepossessions will find that such mo-
nopolies lead to a more sparing use of those mineral resources that are
at man’s disposal only in a rather limited quantity. If one really envies
the monopolist his profit, one can, without danger and without having
to expect any harmful economic consequences, have it pass into the
public coffers by taxing the income from the mines.

In contradistinction to these world monopolies are the national 
and international monopolies, which are of practical importance today 
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precisely because they do not originate in any natural evolutionary ten-
dency on the part of the economic system when it is left to itself, but
are the product of antiliberal economic policies. Attempts to secure a
monopolistic position in regard to certain articles are in almost all
cases feasible only because tariffs have divided the world market up into
small national markets. Besides these, the only other cartels of any con-
sequence are those which the owners of certain natural resources are
able to form because the high cost of transportation protects them
against the competition of producers from other areas in the narrow
compass of their own locality.

It is a fundamental error, in judging the consequences of trusts, car-
tels, and enterprises supplying a market with one article alone, to speak
of “control” of the market and of “price dictation” by the monopolist.
The monopolist does not exercise any control, nor is he in a position to
dictate prices. One could speak of control of the market or of price dic-
tation only if the article in question were, in the strictest and most lit-
eral sense of the word, necessary for existence and absolutely irreplace-
able by any substitute. This is evidently not true of any commodity.
There is no economic good whose possession is indispensable to the
existence of those prepared to purchase it on the market.

What distinguishes the formation of a monopoly price from the for-
mation of a competitive price is the fact that, under certain very spe-
cial conditions, it is possible for the monopolist to reap a greater profit
from the sale of a smaller quantity at a higher price (which we call the
monopoly price) than by selling at the price that the market would de-
termine if more sellers were in competition (the competitive price).
The special condition required for the emergence of a monopoly price
is that the reaction of the consumers to a price increase does not in-
volve a falling off of demand so sharp as to preclude a greater total profit
from fewer sales at higher prices. If it is actually possible to achieve a
monopolistic position in the market and to use it to realize monopoly
prices, then profits higher than average will be yielded in the branch of
industry concerned.

It may be that, in spite of these higher profits, new enterprises of the
same kind are not undertaken because of the fear that, after reducing
the monopoly price to the competitive price, they will not prove corre-
spondingly profitable. One must, nevertheless, take into account the
possibility that related industries, which are in a position to enter into
production of the cartelized article at a relatively small cost, may appear
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as competitors; and, in any case, industries producing substitute com-
modities will be immediately at hand to avail themselves of the favorable
circumstances for expanding their own production. All these factors
make it extraordinarily rare for a monopoly to arise in a manufacturing
industry that is not based on monopolistic control of particular raw ma-
terials. Where such monopolies do occur, they are always made possible
only by certain legislative measures, such as patents and similar privi-
leges, tariff regulations, tax laws, and the licensing system. A few decades
ago people used to speak of a transportation monopoly. To what extent
this monopoly was based on the licensing system remains uncertain. To-
day people generally do not bother much about it. The automobile and
the airplane have become dangerous competitors of the railroads. But
even before the appearance of these competitors the possibility of using
waterways already set a definite limit to the rates that the railroads could
venture to charge for their services on several lines.

It is not only a gross exaggeration, but a misunderstanding of the
facts, to speak, as one commonly does today, of the formation of mo-
nopolies as having eliminated an essential prerequisite for the realiza-
tion of the liberal ideal of a capitalist society. Twist and turn the mo-
nopoly problem as one may, one always comes back to the fact that
monopoly prices are possible only where there is control over natural
resources of a particular kind or where legislative enactments and their
administration create the necessary conditions for the formation of
monopolies. In the unhampered development of the economy, with
the exception of mining and related branches of production, there is no
tendency toward the exclusion of competition. The objection com-
monly raised against liberalism that the conditions of competition as
they existed at the time when classical economics and liberal ideas
were first developed no longer prevail is in no way justified. Only a few
liberal demands (viz., free trade within and between nations) need to
be realized in order to re-establish these conditions.

8 Bureaucratization

There is yet another sense in which it is commonly said that the nec-
essary conditions for the realization of the liberal ideal of society no
longer obtain today. In the big businesses made necessary by progress
in the division of labor, the personnel employed must increase more
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and more. These enterprises must, therefore, in their conduct of busi-
ness, become ever more like the government bureaucracy that the lib-
erals in particular have made the target of their criticism. From day to
day they become more cumbersome and less open to innovations. The
selection of personnel for executive positions is no longer made on the
basis of demonstrated proficiency on the job, but in accordance with
purely formal criteria, such as educational background or seniority,
and often just as a result of personal favoritism. Thus the distinctive fea-
ture of private, as opposed to public, enterprise finally disappears. If it
was still justifiable in the age of classical liberalism to oppose govern-
ment ownership on the ground that it paralyzes all free initiative and
kills the joy of labor, it is no longer so today when private enterprises are
carried on no less bureaucratically, pedantically, and formalistically
than those that are publicly owned and operated.

In order to be able to assess the validity of these objections, one must
first be clear as to what is really to be understood by bureaucracy and
the bureaucratic conduct of business, and just how these are distin-
guished from commercial enterprise and the commercial conduct of
business. The opposition between the commercial and the bureau-
cratic mentality is the counterpart in the intellectual realm of the
opposition between capitalism—private ownership of the means of
production—and socialism—communal ownership of the means of
production. Whoever has factors of production at his disposal, whether
his own or those lent to him by their owners in return for some com-
pensation, must always be careful to employ them in such a way as to
satisfy those needs of society that, under the given circumstances, are
the most urgent. If he does not do this, he will operate at a loss and will
find himself at first under the necessity of curtailing his activity as
owner and entrepreneur and ultimately ousted from that position alto-
gether. He ceases to be the one or the other and has to fall back into the
ranks of those who have only their labor to sell and who do not have
the responsibility of guiding production into those channels that, from
the point of view of the consumers, are the right ones. In the calcula-
tion of profits and losses, which constitutes the whole sum and sub-
stance of the businessman’s bookkeeping and accounting, entrepre-
neurs and capitalists possess a method that enables them to check, with
the greatest attainable exactitude, every step in their procedure down to
the smallest detail and, where possible, to see what effect each individ-
ual transaction in the conduct of their operations will have on the total
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outcome of the enterprise. Monetary calculation and cost accounting
constitute the most important intellectual tool of the capitalist entre-
preneur, and it was no one less than Goethe who pronounced the sys-
tem of double-entry bookkeeping “one of the finest inventions of the
human mind.” Goethe could say this because he was free from the re-
sentment that the petty literati always foster against the businessman. It
is they that form the chorus whose constant refrain is that monetary cal-
culation and concern with profit and loss are the most shameful of sins.

Monetary calculation, bookkeeping, and statistics on sales and oper-
ations make it possible for even the biggest and most complex business
concerns to make an exact check on the results achieved in every single
department and thereby to form a judgment on the extent to which the
head of each department has contributed to the total success of the en-
terprise. Thus, a reliable guide is provided for determining the treat-
ment to be accorded to the managers of the various departments. One
can know what they are worth and how much they are to be paid. Ad-
vancement to higher and more responsible positions is by way of un-
questionably demonstrated success in a more circumscribed sphere of
action. And just as one is able to check on the activity of the manager of
each department by means of cost accounting, so one can also scrutinize
the activity of the enterprise in every single field of its over-all operation,
as well as the effects of certain organizational and similar measures.

There are, to be sure, limits to this exact control. One cannot deter-
mine the success or failure of the activity of each individual within a de-
partment as one can that of its manager. There are, besides, departments
whose contribution to the total output cannot be comprehended by
means of calculation: what a research department, a legal bureau, a sec-
retariat, a statistical service, etc., accomplishes cannot be ascertained in
the same way as, for instance, the performance of a particular sales or
production department. The former may be quite safely left to the ap-
proximate estimation of the person in charge of the department, and the
latter to that of the general manager of the concern; for conditions can
be seen with relative clarity and those who are called upon to make these
judgments (both the general management and that of the various de-
partments) have a personal interest in their correctness, as their own in-
comes are affected by the productivity of the operations of which they
are in charge.

The opposite of this type of enterprise, whose every transaction is
controlled by the calculation of profit and loss, is represented by the 
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apparatus of public administration. Whether a judge (and what is true
of a judge is true in the same way of every high administrative official)
has discharged his duties better or worse cannot be demonstrated by
any computation. There is no possible way of establishing by an objec-
tive criterion whether a district or a province is being administered well
or badly, cheaply or expensively. The judgment of the activity of pub-
lic officials is thus a matter of subjective, and therefore quite arbitrary,
opinion. Even the question whether a particular bureau is necessary,
whether it has too many or too few employees, and whether its organi-
zation is or is not suited to its purpose can be decided only on the basis
of considerations that involve some element of subjectivity. There is
but one field of public administration in which the criterion of success
or failure is unquestionable: the waging of war. But even here the only
thing certain is whether the operation has been crowned with success.
The question how far the distribution of power determined the issue
even before the beginning of hostilities and how much of the outcome
is to be attributed to the competence or incompetence of the leaders in
their conduct of the operations and to the appropriateness of the mea-
sures they took cannot be strictly and precisely answered. There have
been generals celebrated for their victories who, in fact, did everything
to facilitate the triumph of the enemy and who owe their success solely
to circumstances so favorable as to outweigh their mistakes. And van-
quished leaders have sometimes been condemned whose genius had
done everything possible to prevent the inevitable defeat.

The manager of a private enterprise gives the employees to whom he
assigns independent duties only one directive: to make as much profit as
possible. Everything that he has to say to them is comprehended in this
one order, and an examination of the accounts makes it possible to de-
termine easily and accurately to what extent they have followed it. The
manager of a bureaucratic department finds himself in a quite different
situation. He can tell his subordinates what they have to accomplish, but
he is not in a position to ascertain whether the means employed for the
attainment of this result are the most appropriate and economical under
the circumstances. If he is not omnipresent in all the offices and bureaus
subordinate to him, he cannot judge whether the attainment of the
same result would not have been possible with a lesser expenditure of la-
bor and materials. The fact that the result itself is also not amenable to
numerical measurement, but only to approximate assessment, need not
be discussed here. For we are not considering administrative technique
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from the point of view of its external effects, but merely from the stand-
point of its reaction upon the internal operation of the bureaucratic ap-
paratus; we are concerned with the result attained, therefore, only in its
relation to the expenses incurred.

Because it is out of the question to undertake to determine this rela-
tionship by means of computations after the manner of commercial
bookkeeping, the manager of a bureaucratic organization must provide
his subordinates with instructions with which compliance is made
obligatory. In these instructions provision is made, in a general way, for
the ordinary and regular course of business. In all extraordinary cases,
however, before any money is spent, permission must first be obtained
from higher authority—a tedious and rather ineffectual procedure in
favor of which all that can be said is that it is the only method possible.
For if every subaltern bureau, every department head, every branch
office, were given the right to make the expenditures that they deemed
requisite, the costs of administration would soon soar without limit.
One should not delude oneself about the fact that this system is seri-
ously defective and very unsatisfactory. Many expenses are incurred
that are superfluous, and many that would be necessary are not made
because a bureaucratic apparatus cannot, by its very nature, adjust it-
self to circumstances as a commercial organization can.

The effect of bureaucratization is most apparent in its representa-
tive—the bureaucrat. In a private enterprise, the hiring of labor is not
the conferring of a favor, but a business transaction from which both
parties, employer and employee, benefit. The employer must endeavor
to pay wages corresponding in value to the labor performed. If he does
not do this, he runs the risk of seeing the worker leave his employment
for that of a better-paying competitor. The employee, in order not to
lose his job, must in his turn endeavor to fulfill the duties of his posi-
tion well enough to be worth his wages. Since employment is not a fa-
vor, but a business transaction, the employee does not need to fear that
he may be discharged if he falls into personal disfavor. For the entre-
preneur who discharges, for reasons of personal bias, a useful employee
who is worth his pay harms only himself and not the worker, who can
find a similar position elsewhere. There is not the slightest difficulty in
entrusting to the manager of each department the authority to hire and
fire employees; for under the pressure of the control exercised over his
activities by bookkeeping and cost accounting he must see to it that his
department shows as great a profit as possible, and hence he is obliged,
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in his own interest, to be careful to retain the best employees there. If
out of spite he discharges someone whom he ought not to have dis-
charged, if his actions are motivated by personal, and not objective,
considerations, then it is he himself who must suffer the consequences.
Any impairment of the success of the department headed by him must
ultimately redound to his loss. Thus, the incorporation of the nonma-
terial factor, labor, into the process of production takes place without
any friction.

In a bureaucratic organization things are quite different. Since the
productive contribution of the individual department, and hence also
of the individual employee, even when he occupies an executive posi-
tion, cannot in this case be ascertained, the door is wide open to fa-
voritism and personal bias both in appointment and remuneration. The
fact that the intercession of influential persons plays a certain role in
filling official positions in the civil service is not due to a peculiar base-
ness of character on the part of those responsible for filling these posts,
but to the fact that from the very outset there is no objective criterion for
determining an individual’s qualification for appointment. Of course, it
is the most competent who ought to be employed, but the question is:
Who is the most competent? If this question could be as easily answered
as the question what an ironworker or a compositor is worth, there
would be no problem. But since this is not the case, an element of ar-
bitrariness is necessarily involved in comparing the qualifications of
different individuals.

In order to keep this within the narrowest possible limits, one seeks
to set up formal conditions for appointment and promotion. Attain-
ment to a particular position is made dependent on the fulfillment of
certain educational requirements, on the passing of examinations, and
on continued employment for a certain period of time in other posi-
tions; promotion is made dependent on years of previous service. Nat-
urally, all these expedients are in no sense a substitute for the possibil-
ity of finding the best available man for every post by means of the
calculation of profit and loss. It would be supererogatory to point out
in particular that attendance at school, examinations, and seniority do
not offer the slightest guarantee that the selection will be correct. On
the contrary: this system from the very outset prevents the energetic
and the competent from occupying positions in line with their powers
and capabilities. Never yet has anyone of real worth risen to the top by
way of a prescribed program of study and promotion in due course
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along the established lines. Even in Germany, which has a pious faith
in her bureaucrats, the expression, “a perfect functionary,” is used to
connote a spineless and ineffectual person, however well intentioned.

Thus, the characteristic mark of bureaucratic management is that it
lacks the guidance provided by considerations of profit and loss in judg-
ing the success of its operations in relation to the expenses incurred and
is consequently obliged, in the effort to compensate for this deficiency,
to resort to the entirely inadequate expedient of making its conduct of
affairs and the hiring of its personnel subject to a set of formal pre-
scriptions. All the evils that are commonly imputed to bureaucratic
management—its inflexibility, its lack of resourcefulness, and its help-
lessness in the face of problems that are easily solved in profit-seeking
enterprise—are the result of this one fundamental deficiency. As long
as the activity of the state is restricted to the narrow field that liberalism
assigns to it, the disadvantages of bureaucracy cannot, at any rate, make
themselves too apparent. They become a grave problem for the whole
economy only when the state—and naturally the same is true of mu-
nicipalities and other forms of local government—proceeds to socialize
the means of production and to take an active part in it or even in trade.

A public enterprise conducted with an eye to maximizing profits
can, to be sure, make use of monetary calculation as long as most busi-
ness is privately owned and hence a market still exists and market prices
are formed. The only hindrance to its operation and development is
the fact that its managers, as functionaries of the state, do not have the
personal interest in the success or failure of the business that is charac-
teristic of the management of private enterprises. The director cannot,
therefore, be given freedom to act independently in making crucial de-
cisions. Since he would not suffer the losses that could result, under
certain circumstances, from his business policy, his conduct of affairs
could all too easily be disposed to run risks that would not be taken by
a director who, because he must share in the loss, is genuinely respon-
sible. His authority must, therefore, be in some way limited. Whether
it is bound by a set of rigid regulations or the decisions of a control
council or the consent of a superior authority, bureaucratic manage-
ment in any case continues to suffer from the unwieldiness and the lack
of ability to adjust itself to changing conditions that have everywhere
led public enterprises from one failure to another.

But, in fact, it is only seldom that a public enterprise aims at nothing
but profit and sets aside all other considerations. As a rule, it is demanded
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of a public enterprise that it keep in mind certain “national” and other
considerations. It is expected, for instance, in its procurement and sales
policy, to favor domestic as against foreign production. It is demanded
of state railways that they set a schedule of rates that will serve a specific
commercial policy on the part of the government, that they construct
and maintain lines that cannot be profitably operated simply in order to
promote the economic development of a certain area, and that they op-
erate certain others for strategic or similar reasons. When such factors
play a role in the conduct of a business, all control by the methods of cost
accounting and the calculation of profit and loss is out of the question.
The director of the state railways who presents an unfavorable balance
sheet at the end of the year is in a position to say: “The railway lines un-
der my supervision have, to be sure, operated at a loss if considered from
the strictly commercial point of view of profit-seeking private enterprise;
but if one takes into consideration such factors as our national economic
and military policy, one must not forget that they have accomplished a
great deal that does not enter into the calculation of profit and loss.” Un-
der such circumstances the calculation of profit and loss has clearly lost
all value for judging the success of an enterprise, so that—even apart
from other factors having the same tendency—it must necessarily be
managed quite as bureaucratically as, for example, the administration of
a prison or a tax bureau.

No private enterprise, whatever its size, can ever become bureau-
cratic as long as it is entirely and solely operated on a profit basis. Firm
adherence to the entrepreneurial principle of aiming at the highest
profit makes it possible for even the largest concern to ascertain with
complete precision the part played by every transaction and by the ac-
tivity of every department in contributing to the total result. As long as
enterprises look only to profit, they are proof against all the evils of bu-
reaucratism. The bureaucratization of privately owned enterprises that
we see going on about us everywhere today is purely the result of inter-
ventionism, which forces them to take into account factors that, if they
were free to determine their policies for themselves, would be far from
playing any role whatsoever in the conduct of their business. When a
concern must pay heed to political prejudices and sensibilities of all
kinds in order to avoid being continually harassed by various organs of
the state, it soon finds that it is no longer in a position to base its calcu-
lations on the solid ground of profit and loss. For instance, some of the
public utility enterprises in the United States, in order to avoid conflicts
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with public opinion and with the legislative, judicial, and administra-
tive organs of the government which it influences, make it a policy not
to hire Catholics, Jews, atheists, Darwinists, Negroes, Irishmen, Ger-
mans, Italians, and all newly arrived immigrants. In the interventionist
state, every business is under the necessity of accommodating itself to
the wishes of the authorities in order to avoid burdensome penalties.
The result is that these and other considerations foreign to the profit-
seeking principle of entrepreneurial management come to play an ever
increasing role in the conduct of business, while the part played by
precise calculation and cost accounting concomitantly dwindles in
significance, and private enterprise begins increasingly to adopt the
mode of management of public enterprises, with their elaborate appa-
ratus of formally prescribed rules and regulations. In a word, it becomes
bureaucratized.

Thus, the progressing bureaucratization of big business is by no
means the result of an inexorable tendency inherent in the develop-
ment of the capitalist economy. It is nothing but the necessary conse-
quence of adopting a policy of interventionism. In the absence of gov-
ernment interference with their operations, even the largest firms
could be run in exactly as businesslike a way as the small ones.
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chapter 3

Liberal Foreign Policy

1 The Boundaries of the State

For the liberal, there is no opposition between domestic policy and for-
eign policy, and the question so often raised and exhaustively discussed,
whether considerations of foreign policy take precedence over those of
domestic policy or vice versa, is, in his eyes, an idle one. For liberalism
is, from the very outset, a world-embracing political concept, and the
same ideas that it seeks to realize within a limited area it holds to be
valid also for the larger sphere of world politics. If the liberal makes a
distinction between domestic and foreign policy, he does so solely for
purposes of convenience and classification, to subdivide the vast do-
main of political problems into major types, and not because he is of
the opinion that different principles are valid for each.

The goal of the domestic policy of liberalism is the same as that of its
foreign policy: peace. It aims at peaceful cooperation just as much be-
tween nations as within each nation. The starting point of liberal
thought is the recognition of the value and importance of human co-
operation, and the whole policy and program of liberalism is designed
to serve the purpose of maintaining the existing state of mutual coop-
eration among the members of the human race and of extending it still
further. The ultimate ideal envisioned by liberalism is the perfect co-
operation of all mankind, taking place peacefully and without friction.
Liberal thinking always has the whole of humanity in view and not just
parts. It does not stop at limited groups; it does not end at the border of
the village, of the province, of the nation, or of the continent. Its think-
ing is cosmopolitan and ecumenical: it takes in all men and the whole
world. Liberalism is, in this sense, humanism; and the liberal, a citizen
of the world, a cosmopolite.

Today, when the world is dominated by antiliberal ideas, cosmopoli-
tanism is suspect in the eyes of the masses. In Germany there are
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overzealous patriots who cannot forgive the great German poets, espe-
cially Goethe, whose thinking and feeling, instead of being confined by
national bounds, had a cosmopolitan orientation. It is thought that an
irreconcilable conflict exists between the interests of the nation and
those of mankind and that one who directs his aspirations and endeav-
ors toward the welfare of the whole of humanity thereby disregards the
interests of his own nation. No belief could be more deeply mistaken.
The German who works for the good of all mankind no more injures
the particular interests of his compatriots—i.e., those of his fellow men
with whom he shares a common land and language and with whom he
often forms an ethnic and spiritual community as well—than one who
works for the good of the whole German nation injures the interests of
his own home town. For the individual has just as much of an interest
in the prosperity of the whole world as he has in the blooming and
flourishing of the local community in which he lives.

The chauvinistic nationalists, who maintain that irreconcilable
conflicts of interests exist among the various nations and who seek the
adoption of a policy aimed at securing, by force if need be, the su-
premacy of their own nation over all others, are generally most em-
phatic in insisting on the necessity and utility of internal national
unity. The greater the stress they place on the necessity of war against
foreign nations, the more urgently do they call for peace and concord
among the members of their own nation. Now this demand for domes-
tic unity the liberal by no means opposes. On the contrary: the demand
for peace within each nation was itself an outcome of liberal thinking
and attained to prominence only as the liberal ideas of the eighteenth
century came to be more widely accepted. Before the liberal philoso-
phy, with its unconditional extolment of peace, gained ascendancy
over men’s minds, the waging of war was not confined to conflicts be-
tween one country and another. Nations were themselves torn by con-
tinual civil strife and sanguinary internal struggles. In the eighteenth
century Briton still stood arrayed in battle against Briton at Culloden,
and even as late as the nineteenth century, in Germany, while Prussia
waged war against Austria, other German states joined in the fighting
on both sides. At that time Prussia saw nothing wrong in fighting on the
side of Italy against German Austria, and, in 1870, only the rapid
progress of events prevented Austria from joining the French in the war
against Prussia and its allies. Many of the victories of which the Prus-
sian army is so proud were won by Prussian troops over those of other
German states. It was liberalism that first taught the nations to preserve
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in their internal conduct of affairs the peace that it desires to teach
them to keep also in their relations with other countries.

It is from the fact of the international division of labor that liberalism
derives the decisive, irrefutable argument against war. The division of
labor has for a long time now gone beyond the boundaries of any one
nation. No civilized nation today satisfies its need as a self-sufficient
community directly from its own production. All are obliged to obtain
goods from abroad and to pay for them by exporting domestic products.
Anything that would have the effect of preventing or stopping the in-
ternational exchange of goods would do immense damage to the whole
of human civilization and undermine the well-being, indeed, the very
basis of existence, of millions upon millions of people. In an age in
which nations are mutually dependent on products of foreign prove-
nance, wars can no longer be waged. Since any stoppage in the flow of
imports could have a decisive effect on the outcome of a war waged by
a nation involved in the international division of labor, a policy that
wishes to take into consideration the possibility of a war must endeavor
to make the national economy self-sufficient, i.e., it must, even in time
of peace, aim at making the international division of labor come to
an end at its own borders. If Germany wished to withdraw from the
international division of labor and attempted to satisfy all its needs
directly through domestic production, the total annual product of
German labor would diminish, and thus the well-being, the standard
of living, and the cultural level of the German people would decline
considerably.

2 The Right of Self-Determination

It has already been pointed out that a country can enjoy domestic
peace only when a democratic constitution provides the guarantee that
the adjustment of the government to the will of the citizens can take
place without friction. Nothing else is required than the consistent ap-
plication of the same principle in order to assure international peace
as well.

The liberals of an earlier age thought that the peoples of the world
were peaceable by nature and that only monarchs desire war in order
to increase their power and wealth by the conquest of provinces. They
believed, therefore, that to assure lasting peace it was sufficient to 
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replace the rule of dynastic princes by governments dependent on the
people. If a democratic republic finds that its existing boundaries, as
shaped by the course of history before the transition to liberalism, no
longer correspond to the political wishes of the people, they must be
peacefully changed to conform to the results of a plebiscite expressing
the people’s will. It must always be possible to shift the boundaries of
the state if the will of the inhabitants of an area to attach themselves to
a state other than the one to which they presently belong has made it-
self clearly known. In the seventeenth and eighteenth centuries, the
Russian Czars incorporated into their empire large areas whose popu-
lation had never felt the desire to belong to the Russian state. Even if
the Russian Empire had adopted a completely democratic constitu-
tion, the wishes of the inhabitants of these territories would not have
been satisfied, because they simply did not desire to associate them-
selves in any bond of political union with the Russians. Their demo-
cratic demand was: freedom from the Russian Empire; the formation
of an independent Poland, Finland, Latvia, Lithuania, etc. The fact
that these demands and similar ones on the part of other peoples (e.g.,
the Italians, the Germans in Schleswig-Holstein, the Slavs in the Haps-
burg Empire) could be satisfied only by recourse to arms was the most
important cause of all the wars that have been fought in Europe since
the Congress of Vienna.

The right of self-determination in regard to the question of mem-
bership in a state thus means: whenever the inhabitants of a particular
territory, whether it be a single village, a whole district, or a series of ad-
jacent districts, make it known, by a freely conducted plebiscite, that
they no longer wish to remain united to the state to which they belong
at the time, but wish either to form an independent state or to attach
themselves to some other state, their wishes are to be respected and
complied with. This is the only feasible and effective way of preventing
revolutions and civil and international wars.

To call this right of self-determination the “right of self-determination
of nations” is to misunderstand it. It is not the right of self-determination
of a delimited national unit, but the right of the inhabitants of every
territory to decide on the state to which they wish to belong. This
misunderstanding is even more grievous when the expression “self-
determination of nations” is taken to mean that a national state has the
right to detach and incorporate into itself against the will of the inhabi-
tants parts of the nation that belong to the territory of another state. It is
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in terms of the right of self-determination of nations understood in this
sense that the Italian Fascists seek to justify their demand that the
canton Tessin and parts of other cantons be detached from Switzerland
and united to Italy, even though the inhabitants of these cantons
have no such desire. A similar position is taken by some of the advo-
cates of Pan-Germanism in regard to German Switzerland and the
Netherlands.

However, the right of self-determination of which we speak is not 
the right of self-determination of nations, but rather the right of self-
determination of the inhabitants of every territory large enough to form
an independent administrative unit. If it were in any way possible 
to grant this right of self-determination to every individual person, it
would have to be done. This is impracticable only because of com-
pelling technical considerations, which make it necessary that a region
be governed as a single administrative unit and that the right of self-
determination be restricted to the will of the majority of the inhabitants
of areas large enough to count as territorial units in the administration
of the country.

So far as the right of self-determination was given effect at all, and
wherever it would have been permitted to take effect, in the nineteenth
and twentieth centuries, it led or would have led to the formation of
states composed of a single nationality (i.e., people speaking the same
language) and to the dissolution of states composed of several national-
ities, but only as a consequence of the free choice of those entitled to
participate in the plebiscite. The formation of states comprising all the
members of a national group was the result of the exercise of the right
of self-determination, not its purpose. If some members of a nation feel
happier politically independent than as a part of a state composed of all
the members of the same linguistic group, one may, of course, attempt
to change their political ideas by persuasion in order to win them over
to the principle of nationality, according to which all members of the
same linguistic group should form a single, independent state. If, how-
ever, one seeks to determine their political fate against their will by ap-
pealing to an alleged higher right of the nation, one violates the right of
self-determination no less effectively than by practicing any other form
of oppression. A partition of Switzerland among Germany, France, and
Italy, even if it were performed exactly according to linguistic bound-
aries, would be just as gross a violation of the right of self-determination
as was the partition of Poland.
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3 The Political Foundations of Peace

One would think that after the experience of the World War the real-
ization of the necessity of perpetual peace would have become in-
creasingly common. However, it is still not appreciated that everlasting
peace can be achieved only by putting the liberal program into effect
generally and holding to it constantly and consistently and that the
World War was nothing but the natural and necessary consequence of
the antiliberal policies of the last decades.

A senseless and thoughtless slogan makes capitalism responsible for
the origin of the war. The connection between the latter and the policy
of protectionism is clearly evident, and, as a result of what is certainly a
grievous ignorance of the facts, the protective tariff is identified outright
with capitalism. People forget that only a short time ago all the nation-
alistic publications were filled with violent diatribes against interna-
tional capital (“finance capital” and the “international gold trust”) for
being without a country, for opposing protective tariffs, for being averse
to war and inclined toward peace. It is altogether absurd to hold the
armaments industry responsible for the outbreak of the war. The ar-
maments industry has arisen and grown to a considerable size because
governments and peoples bent on war demanded weapons. It would
be really preposterous to suppose that the nations turned to imperialis-
tic policies as a favor to the ordnance manufacturers. The armaments
industry, like every other, arose in order to satisfy a demand. If the na-
tions had preferred other things to bullets and explosives, then the
factory-owners would have produced the former instead of the materials
of war.

One can assume that the desire for peace is today universal. But the
peoples of the world are not at all clear as to what conditions would
have to be fulfilled in order to secure peace.

If the peace is not to be disturbed, all incentive for aggression must
be eliminated. A world order must be established in which nations and
national groups are so satisfied with living conditions that they will not
feel impelled to resort to the desperate expedient of war. The liberal
does not expect to abolish war by preaching and moralizing. He seeks
to create the social conditions that will eliminate the causes of war.

The first requirement in this regard is private property. When private
property must be respected even in time of war, when the victor is not
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entitled to appropriate to himself the property of private persons, and
the appropriation of public property has no great significance because
private ownership of the means of production prevails everywhere, an
important motive for waging war has already been excluded. However,
this is far from being enough to guarantee peace. So that the exercise
of the right of self-determination may not be reduced to a farce, politi-
cal institutions must be such as to render the transference of sover-
eignty over a territory from one government to another a matter of the
least possible significance, involving no advantage or disadvantage for
anyone. People do not have a correct conception of what this requires.
It is therefore necessary to make it clear by a few examples.

Examine a map of linguistic and national groups in Central or East-
ern Europe and notice how often, for example, in northern and west-
ern Bohemia, boundaries between them are crossed by railway lines.
Here, under conditions of interventionism and etatism, there is no way
of making the borders of the state correspond to the linguistic frontier.
It will not do to operate a Czech state railroad on the soil of the Ger-
man state, and it will do even less to run a railroad line that is under a
different management every few miles. It would be just as unthinkable
after every few minutes or quarter of an hour on a railroad trip to have
to face a tariff barrier with all its formalities. It is thus easy to under-
stand why etatists and interventionists reach the conclusion that the
“geographic” or “economic” unity of such areas must not be “rup-
tured” and that the territory in question must therefore be placed un-
der the sovereignty of a single “ruler.” (Obviously, every nation seeks to
prove that it alone is entitled and competent to play the role of ruler un-
der such circumstances.) For liberalism there is no problem here at all.
Private railroads, if quite free of government interference, can traverse
the territory of many states without any trouble. If there are no tariff
boundaries and no limitations on the movement of persons, animals,
or goods, then it is of no consequence whether a train ride in a few
hours crosses over the borders of the state more or less often.

The linguistic map also reveals the existence of national enclaves.
Without any land connection of the same nationality with the main
body of their people, compatriots dwell together in closed-off settle-
ments or linguistic islands. Under present political conditions, they
cannot be incorporated into the mother country. The fact that the area
encompassed by the state is today protected by tariff walls makes un-
broken territorial continuity a political necessity. A small “foreign 
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possession,” in being isolated from the immediately adjacent territory 
by tariffs and other measures of protectionism, would be exposed to
economic strangulation. But once there is free trade and the state re-
stricts itself to the preservation of private property, nothing is simpler
than the solution of this problem. No linguistic island then has to ac-
quiesce in the infringement of its rights as a nation merely because it is
not connected to the main body of its own people by a territorial bridge
inhabited by its fellow nationals.

The notorious “problem of the corridor” also arises only in an 
imperialist-etatist-interventionist system. An inland country believes
that it needs a “corridor” to the sea in order to keep its foreign trade free
of the influence of the interventionist and etatist policies of the coun-
tries whose territories separate it from the sea. If free trade were the
rule, it would be hard to see what advantage an inland country could
expect from the possession of a “corridor.”

Transfer from one “economic zone” (in the etatist sense) to another
has serious economic consequences. One need only think, for in-
stance, of the cotton industry of upper Alsatia, which has twice had to
undergo this experience, or the Polish textile industry of Upper Silesia,
etc. If a change in the political affiliation of a territory involves advan-
tages or disadvantages for its inhabitants, then their freedom to vote for
the state to which they really wish to belong is essentially limited. One
can speak of genuine self-determination only if the decision of each in-
dividual stems from his own free will, and not from fear of loss or hope
of profit. A capitalist world organized on liberal principles knows no
separate “economic” zones. In such a world, the whole of the earth’s
surface forms a single economic territory.

The right of self-determination works to the advantage only of those
who comprise the majority. In order to protect minorities as well, do-
mestic measures are required, of which we shall first consider those in-
volving the national policy in regard to education.

In most countries today school attendance, or at least private in-
struction, is compulsory. Parents are obliged to send their children to
school for a certain number of years or, in lieu of this public instruction
at school, to have them given equivalent instruction at home. It is
pointless to go into the reasons that were advanced for and against com-
pulsory education when the matter was still a live issue. They do not
have the slightest relevance to the problem as it exists today. There is
only one argument that has any bearing at all on this question, viz., that
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continued adherence to a policy of compulsory education is utterly in-
compatible with efforts to establish lasting peace.

The inhabitants of London, Paris, and Berlin will no doubt find such
a statement completely incredible. What in the world does compulsory
education have to do with war and peace? One must not, however,
judge this question, as one does so many others, exclusively from the
point of view of the peoples of Western Europe. In London, Paris, and
Berlin, the problem of compulsory education is, to be sure, easily
solved. In these cities no doubt can arise as to which language is to be
used in giving instruction. The population that lives in these cities and
sends its children to school may be considered, by and large, of homo-
geneous nationality. But even the non-English-speaking people who
live in London find it in the obvious interest of their children that in-
struction is given in English and in no other language, and things are
not different in Paris and Berlin.

However, the problem of compulsory education has an entirely dif-
ferent significance in those extensive areas in which peoples speaking
different languages live together side by side and intermingled in poly-
glot confusion. Here the question of which language is to be made the
basis of instruction assumes crucial importance. A decision one way or
the other can, over the years, determine the nationality of a whole area.
The school can alienate children from the nationality to which their
parents belong and can be used as a means of oppressing whole 
nationalities. Whoever controls the schools has the power to injure
other nationalities and to benefit his own.

It is no solution of this problem to suggest that each child be sent to
the school in which the language of his parents is spoken. First of all,
even apart from the problem posed by children of mixed linguistic
background, it is not always easy to decide what the language of the par-
ents is. In polyglot areas many persons are required by their profession
to make use of all the languages spoken in the country. Besides, it is 
often not possible for an individual—again out of regard for his means
of livelihood—to declare himself openly for one or another national-
ity. Under a system of interventionism, it could cost him the patronage
of customers belonging to other nationalities or a job with an entre-
preneur of a different nationality. Then again, there are many parents 
who would even prefer to send their children to the schools of an-
other nationality than their own because they value the advantages of 
bilingualism or assimilation to the other nationality more highly than 
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loyalty to their own people. If one leaves to the parents the choice of
the school to which they wish to send their children, then one exposes
them to every conceivable form of political coercion. In all areas of
mixed nationality, the school is a political prize of the highest impor-
tance. It cannot be deprived of its political character as long as it re-
mains a public and compulsory institution. There is, in fact, only one

solution: the state, the government, the laws must not in any way con-
cern themselves with schooling or education. Public funds must not be
used for such purposes. The rearing and instruction of youth must be
left entirely to parents and to private associations and institutions.

It is better that a number of boys grow up without formal education
than that they enjoy the benefit of schooling only to run the risk, once
they have grown up, of being killed or maimed. A healthy illiterate is
always better than a literate cripple.

But even if we eliminate the spiritual coercion exercised by compul-
sory education, we should still be far from having done everything that
is necessary in order to remove all the sources of friction between the na-
tionalities living in polyglot territories. The school is one means of op-
pressing nationalities—perhaps the most dangerous, in our opinion—
but it certainly is not the only means. Every interference on the part of
the government in economic life can become a means of persecut-
ing the members of nationalities speaking a language different from
that of the ruling group. For this reason, in the interest of preserving
peace, the activity of the government must be limited to the sphere in
which it is, in the strictest sense of the word, indispensable.

We cannot do without the apparatus of government in protecting and
preserving the life, liberty, property, and health of the individual. But
even the judicial and police activities performed in the service of these
ends can become dangerous in areas where any basis at all can be found
for discriminating between one group and another in the conduct of
official business. Only in countries where there is no particular incen-
tive for partiality will there generally be no reason to fear that a magis-
trate who is supposed to apply the established laws for the protection of
life, liberty, property, and health will act in a biased manner. Where,
however, differences of religion, nationality, or the like have divided the
population into groups separated by a gulf so deep as to exclude every
impulse of fairness or humanity and to leave room for nothing but hate,
the situation is quite different. Then the judge who acts consciously, or
still more often unconsciously, in a biased manner thinks he is fulfilling
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a higher duty when he makes use of the prerogatives and powers of his
office in the service of his own group.

To the extent that the apparatus of government has no other function
than that of protecting life, liberty, property, and health, it is possible,
at any rate, to draw up regulations that so strictly circumscribe the do-
main in which the administrative authorities and the courts are free to
act as to leave little or no latitude for the exercise of their own discre-
tion or arbitrary, subjective judgment. But once a share in the man-
agement of production is relinquished to the state, once the apparatus
of government is called upon to determine the disposition of goods of
higher order, it is impossible to hold administrative officials to a set of
binding rules and regulations that would guarantee certain rights to
every citizen. A penal law designed to punish murderers can, to some
extent at least, draw a dividing line between what is and what is not to
be considered murder and thus set certain limits to the area in which
the magistrate is free to use his own judgment. Of course, every lawyer
knows only too well that even the best law can be perverted, in concrete
cases, in interpretation, application, and administration. But in the
case of a government bureau charged with the management of trans-
portation facilities, mines, or public lands, as much as one may restrain
its freedom of action on other grounds (which have already been dis-
cussed in section 2), the most one can do to keep it impartial in regard
to controversial questions of national policy is to give it directives
couched in empty generalities. One must grant it a great deal of leeway
in many respects because one cannot know beforehand under what cir-
cumstances it will have to act. Thus, the door is left wide open for ar-
bitrariness, bias, and the abuse of official power.

Even in areas inhabited by people of various nationalities, there is
need for a unified administration. One cannot place at every street-
corner both a German and a Czech policeman, each of whom would
have to protect only members of his own nationality. And even if this
could be done, the question would still arise as to who is to inter-
vene when members of both nationalities are involved in a situation
that calls for intervention. The disadvantages that result from the ne-
cessity of a unified administration in these territories are unavoidable.
But if difficulties already exist even in carrying out such indispens-
able functions of government as the protection of life, liberty, property,
and health, one should not raise them to really monstrous proportions
by extending the range of state activity to other fields in which, by
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their very nature, still greater latitude must be granted to arbitrary
judgment.

Large areas of the world have been settled, not by the members of
just one nationality, one race, or one religion, but by a motley mixture
of many peoples. As a result of the migratory movements that neces-
sarily follow shifts in the location of production, more new territories
are continually being confronted with the problem of a mixed popula-
tion. If one does not wish to aggravate artificially the friction that must
arise from this living together of different groups, one must restrict the
state to just those tasks that it alone can perform.

4 Nationalism

As long as nations were ruled by monarchical despots, the idea of ad-
justing the boundaries of the state to coincide with the boundaries be-
tween nationalities could not find acceptance. If a potentate desired to
incorporate a province into his realm, he cared little whether the 
inhabitants—the subjects—agreed to a change of rulers or not. The
only consideration that was regarded as relevant was whether the avail-
able military forces were sufficient to conquer and hold the territory in
question. One justified one’s conduct publicly by the more or less
artificial construction of a legal claim. The nationality of the inhabi-
tants of the area concerned was not taken into account at all.

It was with the rise of liberalism that the question of how the bound-
aries of states are to be drawn first became a problem independent of
military, historical, and legal considerations. Liberalism, which founds
the state on the will of the majority of the people living in a certain ter-
ritory, disallows all military considerations that were formerly decisive
in defining the boundaries of the state. It rejects the right of conquest.
It cannot understand how people can speak of “strategic frontiers” and
finds entirely incomprehensible the demand that a piece of land be in-
corporated into one’s own state in order to possess a glacis. Liberalism
does not acknowledge the historical right of a prince to inherit a prov-
ince. A king can rule, in the liberal sense, only over persons and not
over a certain piece of land, of which the inhabitants are viewed as
mere appendages. The monarch by the grace of God carries the title of
a territory, e.g., “King of France.” The kings installed by liberalism re-
ceived their title, not from the name of the territory, but from that of
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the people over whom they ruled as constitutional monarchs. Thus,
Louis Philippe bore the title “King of the French”; thus too, there is a
“King of the Belgians,” as there was once a “King of the Hellenes.”

It was liberalism that created the legal form by which the desire of
the people to belong or not to belong to a certain state could gain ex-
pression, viz., the plebiscite. The state to which the inhabitants of a cer-
tain territory wish to belong is to be ascertained by means of an elec-
tion. But even if all the necessary economic and political conditions
(e.g., those involving the national policy in regard to education) were
fulfilled in order to prevent the plebiscite from being reduced to a
farce, even if it were possible simply to take a poll of the inhabitants of
every community in order to determine to which state they wished to
attach themselves, and to repeat such an election whenever circum-
stances changed, some unresolved problems would certainly still re-
main as possible sources of friction between the different nationalities.
The situation of having to belong to a state to which one does not wish
to belong is no less onerous if it is the result of an election than if one
must endure it as the consequence of a military conquest. But it is dou-
bly difficult for the individual who is cut off from the majority of his fel-
low citizens by a language barrier.

To be a member of a national minority always means that one is a
second-class citizen. Discussions of political questions must, of course,
be carried on by means of the written and spoken word—in speeches,
newspaper articles, and books. However, these means of political en-
lightenment and debate are not at the disposal of the linguistic minor-
ity to the same extent as they are for those whose mother tongue—the
language used in everyday speech—is that in which the discussions
take place. The political thought of a people, after all, is the reflection
of the ideas contained in its political literature. Cast into the form of
statute law, the outcome of its political discussions acquires direct
significance for the citizen who speaks a foreign tongue, since he must
obey the law; yet he has the feeling that he is excluded from effective
participation in shaping the will of the legislative authority or at least
that he is not allowed to cooperate in shaping it to the same extent as
those whose native tongue is that of the ruling majority. And when 
he appears before a magistrate or any administrative official as a party
to a suit or a petition, he stands before men whose political thought 
is foreign to him because it developed under different ideological
influences.
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But even apart from all this, the very fact that the members of the mi-
nority are required, in appearing before tribunals and administrative
authorities, to make use of a language foreign to them already handi-
caps them seriously in many respects. There is all the difference in the
world, when one is on trial, between being able to speak in court di-
rectly to one’s judges and being compelled to avail oneself of the ser-
vices of an interpreter. At every turn, the member of a national minor-
ity is made to feel that he lives among strangers and that he is, even if
the letter of the law denies it, a second-class citizen.

All these disadvantages are felt to be very oppressive even in a state
with a liberal constitution in which the activity of the government is re-
stricted to the protection of the life and property of the citizens. But they
become quite intolerable in an interventionist or a socialist state. If the
administrative authorities have the right to intervene everywhere ac-
cording to their free discretion, if the latitude granted to judges and
officials in reaching their decisions is so wide as to leave room also for
the operation of political prejudices, then a member of a national mi-
nority finds himself delivered over to arbitrary judgment and oppression
on the part of the public functionaries belonging to the ruling majority.
What happens when school and church as well are not independent,
but subject to regulation by the government, has already been discussed.

It is here that one must seek for the roots of the aggressive national-
ism that we see at work today. Efforts to trace back to natural rather than
political causes the violent antagonisms existing between nations today
are altogether mistaken. All the symptoms of supposedly innate antipa-
thy between peoples that are customarily offered in evidence exist also
within each individual nation. The Bavarian hates the Prussian; the
Prussian, the Bavarian. No less fierce is the hatred existing among in-
dividual groups within both France and Poland. Nevertheless, Ger-
mans, Poles, and Frenchmen manage to live peacefully within their
own countries. What gives the antipathy of the Pole for the German
and of the German for the Pole a special political significance is the as-
piration of each of the two peoples to seize for itself political control of
the border areas in which Germans and Poles live side by side and to
use it to oppress the members of the other nationality. What has kindled
the hatred between nations to a consuming fire is the fact that people
want to use the schools to estrange children from the language of their
fathers and to make use of the courts and administrative offices, politi-
cal and economic measures, and outright expropriation to persecute
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those speaking a foreign tongue. Because people are prepared to resort
to violent means in order to create favorable conditions for the political
future of their own nation, they have established a system of oppression
in the polyglot areas that imperils the peace of the world.

As long as the liberal program is not completely carried out in the
territories of mixed nationality, hatred between members of different
nations must become every fiercer and continue to ignite new wars and
rebellions.

5 Imperialism

The lust for conquest on the part of the absolute monarchs of previous
centuries was aimed at an extension of their sphere of power and an in-
crease in their wealth. No prince could be powerful enough, for it was
by force alone that he could preserve his rule against internal and ex-
ternal enemies. No prince could be rich enough, for he needed money
for the maintenance of his soldiers and the upkeep of his entourage.

For a liberal state, the question whether or not the boundaries of its
territory are to be further extended is of minor significance. Wealth
cannot be won by the annexation of new provinces, since the “revenue”
derived from a territory must be used to defray the necessary costs of its
administration. For a liberal state, which entertains no aggressive plans,
a strengthening of its military power is unimportant. Thus, liberal par-
liaments resisted all endeavors to increase their country’s war potential
and opposed all bellicose and annexationist policies.

But the liberal policy of peace which, in the early sixties of the last
[nineteenth] century, as liberalism swept from one victory to another,
was considered as already assured, at least in Europe, was based on the
assumption that the people of every territory would have the right to de-
termine for themselves the state to which they wished to belong. How-
ever, in order to secure this right, since the absolutist powers had no in-
tention of peacefully relinquishing their prerogatives, a number of
rather serious wars and revolutions were first necessary. The overthrow
of foreign domination in Italy, the preservation of the Germans in
Schleswig-Holstein in the face of threatening denationalization,
the liberation of the Poles and of the South Slavs could be attempted
only by force of arms. In only one of the many places where the exist-
ing political order found itself opposed by a demand for the right of
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self-determination could the issue be peacefully resolved: liberal En-
gland freed the Ionian islands. Everywhere else the same situation re-
sulted in wars and revolutions. From the struggles to form a unified Ger-
man state developed the disastrous modern Franco-German conflict;
the Polish question remained unresolved because the Czar crushed one
rebellion after another; the Balkan question was only partially settled;
and the impossibility of solving the problems of the Hapsburg monar-
chy against the will of the ruling dynasty ultimately led to the incident
that became the immediate cause of the World War.*

Modern imperialism is distinguished from the expansionist tenden-
cies of the absolute principalities by the fact that its moving spirits are
not the members of the ruling dynasty, nor even of the nobility, the bu-
reaucracy, or the officers’ corps of the army bent on personal enrich-
ment and aggrandizement by plundering the resources of conquered
territories, but the mass of the people, who look upon it as the most ap-
propriate means for the preservation of national independence. In the
complex network of antiliberal policies, which have so far expanded
the functions of the state as to leave hardly any field of human activity
free of government interference, it is futile to hope for even a mod-
erately satisfactory solution of the political problems of the areas in
which members of several nationalities live side by side. If the govern-
ment of these territories is not conducted along completely liberal
lines, there can be no question of even an approach to equality of 
rights in the treatment of the various national groups. There can then
be only rulers and those ruled. The only choice is whether one will 
be hammer or anvil. Thus, the striving for as strong a national state as 
possible—one that can extend its control to all territories of mixed 
nationality—becomes an indispensable requirement of national self-
preservation.

But the problem of linguistically mixed areas is not limited to coun-
tries long settled. Capitalism opens up for civilization new lands offer-
ing more favorable conditions of production than great parts of the
countries that have been long inhabited. Capital and labor flow to the
most favorable location. The migratory movement thus initiated ex-
ceeds by far all the previous migrations of the peoples of the world.
Only a few nations can have their emigrants move to lands in which 

* The assassination by a Serbian national, Gavrilo Princip, on June 28, 1914, of Archduke Fran-
cis Ferdinand, heir apparent to his uncle, Hapsburg Emperor Francis Joseph.
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political power is in the hands of their compatriots. Where, however,
this condition does not prevail, the migration gives rise once again to
all those conflicts that generally develop in polyglot territories. In par-
ticular cases, into which we shall not enter here, matters are somewhat
different in the areas of overseas colonization than in the long-settled
countries of Europe. Nevertheless, the conflicts that spring from the
unsatisfactory situation of national minorities are, in the last analysis,
identical. The desire of each country to preserve its own nationals from
such a fate leads, on the one hand, to the struggle for the acquisition of
colonies suitable for settlement by Europeans, and, on the other hand,
to the adoption of the policy of using import duties to protect domestic
production operating under less favorable conditions against the supe-
rior competition of foreign industry, in the hope of thereby making the
emigration of workers unnecessary. Indeed, in order to expand the pro-
tected market as far as possible, efforts are made to acquire even terri-
tories that are not regarded as suitable for European settlement. We
may date the beginning of modern imperialism from the late seventies
of the last [nineteenth] century, when the industrial countries of Eu-
rope started to abandon the policy of free trade and to engage in the
race for colonial “markets” in Africa and Asia.

It was in reference to England that the term “imperialism” was first
employed to characterize the modern policy of territorial expansion.
England’s imperialism, to be sure, was primarily directed, not so much
toward the incorporation of new territories as toward the creation of an
area of uniform commercial policy out of the various possessions sub-
ject to the King of England. This was the result of the peculiar situa-
tion in which England found itself as the mother country of the most
extensive colonial settlements in the world. Nevertheless, the end that
the English imperialists sought to attain in the creation of a customs
union embracing the dominions and the mother country was the same
as that which the colonial acquisitions of Germany, Italy, France, Bel-
gium, and other European countries were intended to serve, viz., the
creation of protected export markets.

The grand commercial objectives aimed at by the policy of imperi-
alism were nowhere attained. The dream of an all-British customs
union remained unrealized. The territories annexed by European
countries in the last decades, as well as those in which they were able
to obtain “concessions,” play such a subordinate role in the provision
of raw materials and half-manufactured goods for the world market and
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in their corresponding consumption of industrial products that no es-
sential change in conditions could be brought about by such arrange-
ments. In order to attain the goals that imperialism aimed at, it was not
enough for the nations of Europe to occupy areas inhabited by savages
incapable of resistance. They had to reach out for territories that were
in the possession of peoples ready and able to defend themselves. And
it is here that the policy of imperialism suffered shipwreck, or will soon
do so. In Abyssinia, in Mexico, in the Caucasus, in Persia, in China—
everywhere we see the imperialist aggressors in retreat or at least 
already in great difficulties.

6 Colonial Policy

The considerations and objectives that have guided the colonial policy
of the European powers since the age of the great discoveries stand in
the sharpest contrast to all the principles of liberalism. The basic idea
of colonial policy was to take advantage of the military superiority of
the white race over the members of other races. The Europeans set 
out, equipped with all the weapons and contrivances that their civi-
lization placed at their disposal, to subjugate weaker peoples, to rob
them of their property, and to enslave them. Attempts have been made
to extenuate and gloss over the true motive of colonial policy with 
the excuse that its sole object was to make it possible for primitive peo-
ples to share in the blessings of European civilization. Even assuming
that this was the real objective of the governments that sent out con-
querors to distant parts of the world, the liberal could still not see any
adequate basis for regarding this kind of colonization as useful or
beneficial. If, as we believe, European civilization really is superior 
to that of the primitive tribes of Africa or to the civilizations of Asia—
estimable though the latter may be in their own way—it should be able
to prove its superiority by inspiring these peoples to adopt it of their
own accord. Could there be a more doleful proof of the sterility of 
European civilization than that it can be spread by no other means
than fire and sword?

No chapter of history is steeped further in blood than the history of
colonialism. Blood was shed uselessly and senselessly. Flourishing lands
were laid waste; whole peoples destroyed and exterminated. All this can
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in no way be extenuated or justified. The dominion of Europeans in
Africa and in important parts of Asia is absolute. It stands in the sharpest
contrast to all the principles of liberalism and democracy, and there can
be no doubt that we must strive for its abolition. The only question is
how the elimination of this intolerable condition can be accomplished
in the least harmful way possible.

The most simple and radical solution would be for the European
governments to withdraw their officials, soldiers, and police from these
areas and to leave the inhabitants to themselves. It is of no consequence
whether this is done immediately or whether a freely held plebiscite of
the natives is made to precede the surrender of the colonies. For there
can scarcely be any doubt as to the outcome of a truly free election. Eu-
ropean rule in the overseas colonies cannot count on the consent of its
subjects.

The immediate consequence of this radical solution would be, if not
outright anarchy, then at least continual conflicts in the areas evacu-
ated by the Europeans. It may be safely taken for granted that up to now
the natives have learned only evil ways from the Europeans, and not
good ones. This is not the fault of the natives, but rather of their Euro-
pean conquerors, who have taught them nothing but evil. They have
brought arms and engines of destruction of all kinds to the colonies;
they have sent out their worst and most brutal individuals as officials
and officers; at the point of the sword they have set up a colonial rule
that in its sanguinary cruelty rivals the despotic system of the Bolshe-
viks. Europeans must not be surprised if the bad example that they
themselves have set in their colonies now bears evil fruit. In any case,
they have no right to complain pharisaically about the low state of pub-
lic morals among the natives. Nor would they be justified in maintain-
ing that the natives are not yet mature enough for freedom and that
they still need at least several years of further education under the lash
of foreign rulers before they are capable of being left on their own. For
this “education” itself is at least partly responsible for the terrible con-
ditions that exist today in the colonies, even though its consequences
will not make themselves fully apparent until after the eventual with-
drawal of European troops and officials.

But perhaps it will be contended that it is the duty of the Europeans,
as members of a superior race, to avoid the anarchy that would presum-
ably break out after the evacuation of the colonies and therefore to main-
tain their dominion in the interests and for the benefit of the natives
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themselves. In order to strengthen this argument, a lurid picture may be
painted of the conditions that existed in Central Africa and in many
parts of Asia before the establishment of European rule. One may recall
the hunts for slaves conducted by the Arabs in Central Africa and the
wanton outrages that many Indian despots allowed themselves. Of
course, there is much that is hypocritical in this mode of argumentation,
and one should not forget, for example, that the slave trade in Africa
could prosper only because the descendants of Europeans in the Amer-
ican colonies entered the slave market as buyers. But it is not at all nec-
essary for us to go into the pros and cons of this line of reasoning. If all
that can be adduced in favor of the maintenance of European rule in the
colonies is the supposed interest of the natives, then one must say that it
would be better if this rule were brought to an end completely. No one
has a right to thrust himself into the affairs of others in order to further
their interest, and no one ought, when he has his own interests in view,
to pretend that he is acting selflessly only in the interest of others.

There is, however, yet another argument in favor of the continuance
of European authority and influence in the colonial areas. If the Euro-
peans had never brought the tropical colonies under their dominion, if
they had not made their economic system dependent to a considerable
extent on the importation of tropical raw materials and overseas agri-
cultural products that they paid for with industrial goods, it would still
be possible to discuss quite calmly the question whether or not it is ad-
visable to draw these areas into the network of the world market. But
since colonization has already forced all these territories into the
framework of the world-wide economic community, the situation is
quite different. The economy of Europe today is based, to a great ex-
tent, on the inclusion of Africa and large parts of Asia in the world
economy as suppliers of raw materials of all kinds. These raw materials
are not taken from the natives of these areas by force. They are not car-
ried away as tribute, but handed over in voluntary exchange for the in-
dustrial products of Europe. Thus, relations are not founded on any
one-sided advantage; they are, on the contrary, mutually beneficial,
and the inhabitants of the colonies derive from them just as many ad-
vantages as the inhabitants of England or Switzerland. Any stoppage in
these trade relations would involve serious economic losses for Europe
as well as for the colonies and would sharply depress the standard of liv-
ing of great masses of people. If the slow extension of economic rela-
tions over the whole earth and the gradual development of the world
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economy was one of the most important sources of the increasing
wealth of the last hundred and fifty years, a reversal of this trend would
represent for the world an economic catastrophe of hitherto unprece-
dented proportions. In its extent and consequences, this catastrophe
would exceed by far the crisis connected with the economic conse-
quences of the World War. Ought the well-being of Europe and, at the
same time, that of the colonies as well to be allowed to decline further
in order to give the natives a chance to determine their own political
destinies, when this would lead, in any event, not to their freedom, but
merely to a change of masters?

This is the consideration that must be decisive in judging questions
of colonial policy. European officials, troops, and police must remain
in these areas, as far as their presence is necessary in order to maintain
the legal and political conditions required to insure the participation
of the colonial territories in international trade. It must be possible to
carry on commercial, industrial, and agricultural operations in the
colonies, to exploit mines, and to bring the products of the country, by
rail and river, to the coast and thence to Europe and America. That all
this should continue to be possible is in the interest of everyone, not
only of the inhabitants of Europe, America, and Australia, but also of
the natives of Asia and Africa themselves. Wherever the colonial pow-
ers do not go beyond this in the treatment of their colonies, one can
raise no objection to their activities even from the liberal standpoint.

But everyone knows how seriously all the colonial powers have
sinned against this principle. It is hardly necessary to recall the horrors
that trustworthy English correspondents have reported as having been
perpetrated in the Belgian Congo. Let us assume that these atrocities
were not intended by the Belgian government and are only to be at-
tributed to the excesses and evil characters of the functionaries sent out
to the Congo. Yet the very fact that almost all the colonial powers have
established in their overseas possessions a commercial system that
grants a favored position to the goods of the mother country shows that
present-day colonial policy is dominated by considerations altogether
different from those that ought to prevail in this field.

In order to bring the interests of Europe and of the white race into
harmony with those of the colored races in the colonies in regard to all
questions of economic policy, the League of Nations must be given su-
preme authority in the administration of all those overseas territories in
which there is no system of parliamentary government. The League
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would have to see to it that self-government is granted as soon as pos-
sible to the lands that today do not yet possess it and that the authority
of the mother country is limited to the protection of property, of the
civil rights of foreigners, and of trade relations. The natives as well as
the nationals of other powers must be granted the right to bring com-
plaints directly to the League if any measures of the mother country ex-
ceed what is required to guarantee the security of trade and commerce
and of economic activity in general in these territories, and the League
of Nations must be granted the right to make an effective settlement of
such complaints.

The application of these principles would mean, in effect, that 
all the overseas territories of the European countries would at first 
be turned into mandates of the League. But even this would have to be
viewed only as a transitional stage. The final goal must continue to be
the complete liberation of the colonies from the despotic rule under
which they live today.

With this solution to a difficult problem—which is becoming ever
more difficult with the passage of time—not only the nations of Europe
and America that do not possess colonies, but also the colonial powers
and the natives would have to be content. The colonial powers have to
realize that in the long run they will not be able to maintain their do-
minion over the colonies. As capitalism has penetrated into these terri-
tories, the natives have become self-reliant; there is no longer any cul-
tural disparity between their upper classes and the officers and officials
who are in charge of the administration on behalf of the mother coun-
try. Militarily and politically, the distribution of power today is quite
different from what it was even a generation ago. The attempt of the
European powers, the United States, and Japan to treat China as a co-
lonial territory has proved a failure. In Egypt, the English are even now
in retreat; in India, they are already in a defensive position. That the
Netherlands would be unable to hold the East Indies against a really se-
rious attack is well known. The same is true of the French colonies in
Africa and Asia. The Americans are not happy with the Philippines and
would be prepared to give them up if a suitable occasion presented it-
self. The transfer of the colonies to the care of the League of Nations
would guarantee to the colonial powers the undiminished possession
of their capital investments and protect them against having to make
sacrifices to quell native uprisings. The natives too could only be grate-
ful for a proposal that would assure them independence by way of a
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peaceful evolution and with it the guarantee that no neighbor bent on
conquest would threaten their political independence in the future.

7 Free Trade

The theoretical demonstration of the consequences of the protective
tariff and of free trade is the keystone of classical economics. It is so
clear, so obvious, so indisputable, that its opponents were unable to ad-
vance any arguments against it that could not be immediately refuted
as completely mistaken and absurd.

Nevertheless, nowadays we find protective tariffs—indeed, often
even outright prohibitions on imports—all over the world. Even in
England, the mother country of free trade, protectionism is in the as-
cendancy today. The principle of national autarky wins new supporters
with every day that passes. Even countries with only a few million in-
habitants, like Hungary and Czechoslovakia, are attempting, by means
of a high-tariff policy and prohibitions on imports, to make themselves
independent of the rest of the world. The basic idea of the foreign trade
policy of the United States is to impose on all goods produced abroad
at lower costs import duties to the full amount of this difference. What
renders the whole situation grotesque is the fact that all countries want
to decrease their imports, but at the same time to increase their exports.
The effect of these policies is to interfere with the international division
of labor and thereby generally to lower the productivity of labor. The
only reason this result has not become more noticeable is that the ad-
vances of the capitalist system have always been so far sufficient to out-
weigh it. However, there can be no doubt that everyone today would be
richer if the protective tariff did not artificially drive production from
more favorable to less favorable localities.

Under a system of completely free trade, capital and labor would be
employed wherever conditions are most favorable for production.
Other locations would be used as long as it was still possible to produce
anywhere under more favorable conditions. To the extent to which, as
a result of the development of the means of transportation, improve-
ments in technology, and more thorough exploration of countries
newly opened to commerce, it is discovered that there are sites more fa-
vorable for production than those currently being used, production
shifts to these localities. Capital and labor tend to move from areas
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where conditions are less favorable for production to those in which
they are more favorable.

But the migration of capital and labor presupposes not only com-
plete freedom of trade, but also the complete absence of obstacles to
their movement from one country to another. This was far from being
the case at the time that the classical free-trade doctrine was first de-
veloped. A whole series of obstacles stood in the way of the free move-
ment of both capital and labor. Because of ignorance of conditions, a
general insecurity in regard to law and order, and a number of similar
reasons, capitalists felt reluctant about investing in foreign countries.
As for the workers, they found it impossible to leave their native land,
not only because of their ignorance of foreign languages, but because
of legal, religious, and other difficulties. At the beginning of the nine-
teenth century, it was, to be sure, generally true that capital and labor
could move freely within each country, but obstacles stood in the way
of their movement from one country to another. The sole justification
for distinguishing in economic theory between domestic and foreign
trade is to be found in the fact that in the case of the former there is free
mobility of capital and labor, whereas this is not true in regard to the
commerce between nations. Thus, the problem that the classical the-
ory had to solve may be stated as follows: What are the effects of free
trade in consumers’ goods between one country and another if the mo-
bility of capital and labor from one to the other is restricted?

To this question Ricardo’s doctrine provided the answer. The
branches of production distribute themselves among the individual
countries in such a way that each country devotes its resources to those
industries in which it possesses the greatest superiority over other coun-
tries. The mercantilists had feared that a country with unfavorable con-
ditions for production would import more than it would export, so that
it would ultimately find itself without any money; and they demanded
that protective tariffs and prohibitions on imports be decreed in time to
prevent such a deplorable situation from arising. The classical doctrine
shows that these mercantilist fears were groundless. For even a country
in which the conditions of production in every branch of industry are
less favorable than they are in other countries need not fear that it will
export less than it will import. The classical doctrine demonstrated, in
a brilliant and incontrovertible way that has never been contested by
anybody, that even countries with relatively favorable conditions of 
production must find it advantageous to import from countries with
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comparatively unfavorable conditions of production those commodi-
ties that they would, to be sure, be better fitted to produce, but not so
much better fitted as they are to produce other commodities in whose
production they then specialize.

Thus, what the classical theory of free trade says to the statesman is:
There are countries with relatively favorable and others with relatively
unfavorable natural conditions of production. In the absence of inter-
ference on the part of governments, the international division of labor
will, of itself, result in every country’s finding its place in the world econ-
omy, no matter how its conditions of production compare with those of
other countries. Of course, the countries with comparatively favorable
conditions of production will be richer than the others, but this is a fact
that cannot be altered by political measures in any case. It is simply the
consequence of a difference in the natural factors of production.

This was the situation that confronted the older liberalism, and to
this situation it responded with the classical doctrine of free trade. But
since the days of Ricardo world conditions have changed considerably,
and the problem that the free-trade doctrine had to face in the last sixty
years before the outbreak of the World War was completely different
from the one with which it had to deal at the close of the eighteenth and
the beginning of the nineteenth century. For the nineteenth century
partially eliminated the obstacles that, at its beginning, had stood in the
way of the free mobility of capital and labor. In the second half of the
nineteenth century it was far easier for a capitalist to invest his capital
abroad than it had been in Ricardo’s day. Law and order were estab-
lished on a considerably firmer foundation; knowledge of foreign coun-
tries, manners, and customs had spread; and the joint-stock company
offered the possibility of dividing the risk of foreign enterprises among
many persons and thereby reducing it. It would, of course, be an exag-
geration to say that at the beginning of the twentieth century capital was
as mobile in its passage from one country to another as it was within the
territory of the country itself. Certain differences still existed, to be sure;
yet the assumption that capital had to remain within the boundaries of
each country was no longer valid. Nor was this any longer true of labor
either. In the second half of the nineteenth century millions left
Europe to find better opportunities for employment overseas.

In so far as the conditions presupposed by the classical doctrine of
free trade, viz., the immobility of capital and labor, no longer existed,
the distinction between the effects of free trade in domestic commerce
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and in foreign commerce likewise necessarily lost its validity. If capital
and labor can move as freely between one country and another as they
do within the confines of each, then there is no further justification for
making a distinction between the effects of free trade in domestic com-
merce and in foreign commerce. For then what was said in regard to
the former holds for the latter as well: the result of free trade is that only
those locations are used for production in which the conditions for it
are comparatively favorable, while those in which the conditions of
production are comparatively unfavorable remain unused. Capital and
labor flow from the countries with less favorable conditions of produc-
tion toward those where the conditions of production are more favor-
able, or, more precisely, from the long-settled, thickly populated Euro-
pean countries toward America and Australia, as areas that offer more
favorable conditions of production.

For the European nations that had at their disposal, besides the old
areas of settlement in Europe, overseas territories suitable for coloniza-
tion by Europeans, this meant nothing more than that they now settled
a part of their population overseas. In England’s case, for example,
some of her sons now lived in Canada, Australia, or South Africa. The
emigrants who had left England could retain their English citizenship
and nationality in their new homes. But for Germany the case was quite
different. The German who emigrated landed in the territory of a for-
eign country and found himself among the members of a foreign na-
tion. He became the citizen of a foreign state, and it was to be expected
that after one, two, or at the most three generations, his attachment to
the German people would be dissolved and the process of his assimila-
tion as a member of a foreign nation would be completed. Germany
was faced with the problem of whether it was to look on with indiffer-
ence while a part of her capital and her people emigrated overseas.

One must not fall into the error of assuming that the problems of com-
mercial policy that England and Germany had to face in the second half
of the nineteenth century were the same. For England, it was a question
of whether or not she ought to permit a number of her sons to emigrate
to the dominions, and there was no reason to hinder their emigration in
any way. For Germany, however, the problem was whether it ought to
stand by quietly while her nationals emigrated to the British colonies, to
South America, and to other countries, where it was to be expected that
these emigrants, in the course of time, would give up their citizenship
and nationality just as hundreds of thousands, indeed, millions, who
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had previously emigrated, had already done. Because it did not want this
to happen, the German Empire, which during the sixties and seventies
had been approaching ever more closely to a policy of free trade, now
shifted, toward the end of the seventies, to one of protectionism by the
imposition of import duties designed to shield German agriculture and
industry against foreign competition. Under the protection of these tar-
iffs German agriculture was able to some extent to bear East-European
and overseas competition from farms operating on better land, and
German industry could form cartels that kept the domestic price above
the price on the world market, enabling it to use the profits thereby re-
alized to undersell its competitors abroad.

But the ultimate goal that was aimed at in the return to protection-
ism could not be achieved. The higher living and production costs rose
in Germany as a direct consequence of these protective tariffs, the more
difficult its trade position necessarily became. To be sure, it was possible
for Germany to make a mighty industrial upswing in the first three de-
cades of the era of the new commercial policy. But this upswing would
have occurred even in the absence of a protective tariff, for it was pri-
marily the result of the introduction of new methods in the German
iron and chemical industries, which enabled them to make better use
of the country’s abundant natural resources.

Antiliberal policy, by abolishing the free mobility of labor in inter-
national trade and considerably restricting even the mobility of capital,
has, to a certain extent, eliminated the difference that existed in the
conditions of international trade between the beginning and the end of
the nineteenth century and has reverted to those prevailing at the time
the doctrine of free trade was first formulated. Once again capital and,
above all, labor are hindered in their movements. Under the conditions
existing today, unhampered trade in consumers’ goods could not give
rise to any migratory movements. Once again, it would result in a state
of affairs in which the individual peoples of the world would be en-
gaged in those types and branches of production for which the rela-
tively best conditions exist in their own countries.

But whatever may be the prerequisites for the development of inter-
national trade, protective tariffs can accomplish only one thing: to pre-
vent production from being carried on where the natural and social con-
ditions are most favorable for it and to cause it to be carried on instead
where conditions are worse. The outcome of protectionism is, therefore,
always a reduction in the productivity of human labor. The freetrader is
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far from denying that the evil that the nations of the world wish to com-
bat by means of a policy of protectionism really is an evil. What he main-
tains is only that the means recommended by the imperialists and pro-
tectionists cannot eliminate that evil. He therefore proposes a different
way. In order to create the indispensable conditions for a lasting peace,
one of the features of the present international situation that the liberal
wishes to change is the fact that emigrants from nations like Germany
and Italy, which have been treated like stepchildren in the division of the
world, must live in areas in which, because of the adoption of antiliberal
policies, they are condemned to lose their nationality.

8 Freedom of Movement

Liberalism has sometimes been reproached on the ground that its pro-
gram is predominantly negative. This follows necessarily, it is asserted,
from the very nature of freedom, which can be conceived only as free-
dom from something, for the demand for freedom consists essentially
in the rejection of some sort of claim. On the other hand, it is thought,
the program of the authoritarian parties is positive. Since a very
definite value judgment is generally connoted by the terms “negative”
and “positive,” this way of speaking already involves a surreptitious at-
tempt to discredit the political program of liberalism.

There is no need to repeat here once again that the liberal pro-
gram—a society based on private ownership of the means of produc-
tion—is no less positive than any other conceivable political program.
What is negative in the liberal program is the denial, the rejection, and
the combatting of everything that stands in opposition to this positive
program. In this defensive posture, the program of liberalism—and, for
that matter, that of every movement—is dependent on the position that
its opponents assume towards it. Where the opposition is strongest, the
assault of liberalism must also be strongest; where it is relatively weak
or even completely lacking, a few brief words, under the circum-
stances, are sufficient. And since the opposition that liberalism has had
to confront has changed during the course of history, the defensive as-
pect of the liberal program has also undergone many changes.

This becomes most clearly evident in the stand that it takes in regard
to the question of freedom of movement. The liberal demands that every
person have the right to live wherever he wants. This is not a “negative”
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demand. It belongs to the very essence of a society based on private own-
ership of the means of production that every man may work and dispose
of his earnings where he thinks best. This principle takes on a negative
character only if it encounters forces aiming at a restriction of freedom
of movement. In this negative aspect, the right to freedom of movement
has, in the course of time, undergone a complete change. When liber-
alism arose in the eighteenth and nineteenth centuries, it had to struggle
for freedom of emigration. Today, the struggle is over freedom of immi-
gration. At that time, it had to oppose laws which hindered the inhabi-
tants of a country from moving to the city and which held out the pros-
pect of severe punishment for anyone who wanted to leave his native
land in order to better himself in a foreign land. Immigration, however,
was at that time generally free and unhampered.

Today, as is well known, things are quite different. The trend began
some decades ago with laws against the immigration of Chinese coolies.
Today in every country in the world that could appear inviting to im-
migration, there are more or less stringent laws either prohibiting it en-
tirely or at least restricting it severely.

This policy must be considered from two points of view: first, as a pol-
icy of the trade unions, and then as a policy of national protectionism.

Aside from such coercive measures as the closed shop, compulsory
strikes, and violent interference with those willing to work, the only way
the trade unions can have any influence on the labor market is by re-
stricting the supply of labor. But since it is not within the power of the
trade unions to reduce the number of workers living in the world, the
only other possibility remaining open to them is to block access to em-
ployment, and thus diminish the number of workers, in one branch of
industry or in one country at the expense of the workers employed in
other industries or living in other countries. For reasons of practical
politics, it is possible only to a limited extent for those engaged in a par-
ticular branch of industry to bar from it the rest of the workers in the
country. On the other hand, no special political difficulty is involved in
imposing such restrictions on the entrance of foreign labor.

The natural conditions of production and, concomitantly, the pro-
ductivity of labor are more favorable, and, as a consequence, wage rates
are higher, in the United States than in vast areas of Europe. In the ab-
sence of immigration barriers, European workers would emigrate to the
United States in great numbers to look for jobs. The American immi-
gration laws make this exceptionally difficult. Thus, the wages of labor
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in the United States are kept above the height that they would reach if
there were full freedom of migration, whereas in Europe they are de-
pressed below this height. On the one hand, the American worker
gains; on the other hand, the European worker loses.

However, it would be a mistake to consider the consequences of im-
migration barriers exclusively from the point of view of their immedi-
ate effect on wages. They go further. As a result of the relative oversup-
ply of labor in areas with comparatively unfavorable conditions of
production, and the relative shortage of labor in areas in which the
conditions of production are comparatively favorable, production is
further expanded in the former and more restricted in the latter than
would be the case if there were full freedom of migration. Thus, the ef-
fects of restricting this freedom are just the same as those of a protec-
tive tariff. In one part of the world comparatively favorable opportuni-
ties for production are not utilized, while in another part of the world
less favorable opportunities for production are being exploited. Looked
at from the standpoint of humanity, the result is a lowering of the pro-
ductivity of human labor, a reduction in the supply of goods at the dis-
posal of mankind.

Attempts to justify on economic grounds the policy of restricting im-
migration are therefore doomed from the outset. There cannot be the
slightest doubt that migration barriers diminish the productivity of hu-
man labor. When the trade unions of the United States or Australia hin-
der immigration, they are fighting not only against the interests of the
workers of the rest of the countries of the world, but also against the in-
terests of everyone else in order to secure a special privilege for them-
selves. For all that, it still remains quite uncertain whether the increase
in the general productivity of human labor which could be brought
about by the establishment of complete freedom of migration would
not be so great as to compensate entirely the members of the American
and Australian trade unions for the losses that they could suffer from
the immigration of foreign workers.

The workers of the United States and Australia could not succeed in
having restrictions imposed on immigration if they did not have still an-
other argument to fall back upon in support of their policy. After all,
even today the power of certain liberal principles and ideas is so great
that one cannot combat them if one does not place allegedly higher
and more important considerations above the interest in the attain-
ment of maximum productivity. We have already seen how “national
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interests” are cited in justification of protective tariffs. The same con-
siderations are also invoked in favor of restrictions on immigration.

In the absence of any migration barriers whatsoever, vast hordes of
immigrants from the comparatively overpopulated areas of Europe
would, it is maintained, inundate Australia and America. They would
come in such great numbers that it would no longer be possible to
count on their assimilation. If in the past immigrants to America soon
adopted the English language and American ways and customs, this
was in part due to the fact that they did not come over all at once in
such great numbers. The small groups of immigrants who distributed
themselves over a wide land quickly integrated themselves into the
great body of the American people. The individual immigrant was al-
ready half assimilated when the next immigrants landed on American
soil. One of the most important reasons for this rapid national assimi-
lation was the fact that the immigrants from foreign countries did not
come in too great numbers. This, it is believed, would now change, and
there is real danger that the ascendancy—or more correctly, the exclu-
sive dominion—of the Anglo-Saxons in the United States would be de-
stroyed. This is especially to be feared in the case of heavy immigration
on the part of the Mongolian peoples of Asia.

These fears may perhaps be exaggerated in regard to the United
States. As regards Australia, they certainly are not. Australia has approx-
imately the same number of inhabitants as Austria; its area, however, is
a hundred times greater than Austria’s, and its natural resources are cer-
tainly incomparably richer. If Australia were thrown open to immigra-
tion, it can be assumed with great probability that its population would
in a few years consist mostly of Japanese, Chinese, and Malayans.

The aversion that most people feel today towards the members of for-
eign nationalities and especially towards those of other races is evi-
dently too great to admit of any peaceful settlement of such antago-
nisms. It is scarcely to be expected that the Australians will voluntarily
permit the immigration of Europeans not of English nationality, and it
is completely out of the question that they should permit Asiatics too to
seek work and a permanent home in their continent. The Australians
of English descent insist that the fact that it was the English who first
opened up this land for settlement has given the English people a spe-
cial right to the exclusive possession of the entire continent for all time
to come. The members of the world’s other nationalities, however, do
not in the least desire to contest the right of the Australians to occupy
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any of the land that they already are making use of in Australia. They
think only that it is unfair that the Australians do not permit the uti-
lization of more favorable conditions of production that today lie fallow
and force them to carry on production under the less favorable condi-
tions prevailing in their own countries.

This issue is of the most momentous significance for the future of the
world. Indeed, the fate of civilization depends on its satisfactory reso-
lution. On the one side stand scores, indeed, hundreds of millions of
Europeans and Asiatics who are compelled to work under less favor-
able conditions of production than they could find in the territories
from which they are barred. They demand that the gates of the forbid-
den paradise be opened to them so that they may increase the produc-
tivity of their labor and thereby receive for themselves a higher standard
of living. On the other side stand those already fortunate enough to call
their own the land with the more favorable conditions of production.
They desire—as far as they are workers, and not owners of the means
of production—not to give up the higher wages that this position guar-
antees them. The entire nation, however, is unanimous in fearing in-
undation by foreigners. The present inhabitants of these favored lands
fear that some day they could be reduced to a minority in their own
country and that they would then have to suffer all the horrors of na-
tional persecution to which, for instance, the Germans are today ex-
posed in Czechoslovakia, Italy, and Poland.

It cannot be denied that these fears are justified. Because of the enor-
mous power that today stands at the command of the state, a national
minority must expect the worst from a majority of a different national-
ity. As long as the state is granted the vast powers which it has today and
which public opinion considers to be its right, the thought of having to
live in a state whose government is in the hands of members of a for-
eign nationality is positively terrifying. It is frightful to live in a state in
which at every turn one is exposed to persecution—masquerading un-
der the guise of justice—by a ruling majority. It is dreadful to be hand-
icapped even as a child in school on account of one’s nationality and to
be in the wrong before every judicial and administrative authority be-
cause one belongs to a national minority.

If one considers the conflict from this point of view, it seems as if it
allows of no other solution than war. In that case, it is to be expected that
the nation inferior in numbers will be defeated, that, for example, the
nations of Asia, counting hundreds of millions, will succeed in driving
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the progeny of the white race from Australia. But we do not wish to in-
dulge in such conjectures. For it is certain that such wars—and we
must assume that a world problem of such great dimensions cannot be
solved once and for all in just one war—would lead to the most fright-
ful catastrophe for civilization.

It is clear that no solution of the problem of immigration is possible
if one adheres to the ideal of the interventionist state, which meddles
in every field of human activity, or to that of the socialist state. Only the
adoption of the liberal program could make the problem of immigra-
tion, which today seems insoluble, completely disappear. In an Aus-
tralia governed according to liberal principles, what difficulties could
arise from the fact that in some parts of the continent Japanese and in
other parts Englishmen were in the majority?

9 The United States of Europe

The United States of America is the mightiest and richest nation in the
world. Nowhere else was capitalism able to develop more freely and
with less interference from the government. The inhabitants of the
United States of America are therefore far richer than those of any
other country on earth. For more than sixty years their country was not
involved in any war. If they had not waged a war of extermination
against the original inhabitants of the land, if they had not needlessly
waged war against Spain in 1898, and if they had not participated in the
World War, only a few graybeards among them would today be able to
give a first-hand account of what war means. It is doubtful whether the
Americans themselves appreciate how much they owe to the fact that
more of the policies of liberalism and capitalism have been realized in
their country than in any other. Even foreigners do not know what it is
that has made the much-envied republic rich and powerful. But—
apart from those who, filled with resentment, affect a profound con-
tempt for the “materialism” of American culture—all are agreed in de-
siring nothing more eagerly than that their country should be as rich
and as powerful as the United States.

In various quarters it is being proposed, as the simplest way to
achieve this end, that a “United States of Europe” be formed. By them-
selves the individual countries of the European continent are too thinly
populated and do not have enough land at their disposal to be able to
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hold their own in the international struggle for supremacy as against
the ever increasing power of the United States, against Russia, against
the British Empire, against China, and against other groupings of sim-
ilar size that may be formed in the future, perhaps in South America.
They must therefore consolidate into a military and political union,
into a defensive and offensive alliance, which alone would be capable
of assuring to Europe in the centuries to come the importance in world
politics that it has enjoyed in the past. What gives special support to the
idea of a Pan-European union is the realization, which is every day im-
pressing itself more strongly on everyone, that nothing can be more ab-
surd than the protective tariff policies presently being pursued by the
nations of Europe. Only the further development of the international
division of labor can increase the well-being and produce the abun-
dance of goods needed to raise the standard of living, and thereby also
the cultural level, of the masses. The economic policies of all coun-
tries, but especially those of the smaller European nations, are aimed
precisely at destroying the international division of labor. If the condi-
tions under which American industry operates, with a potential market
of more than a hundred twenty million rich consumers, unhampered
by tariffs or similar obstacles, are compared with those against which
German, Czechoslovakian, or Hungarian industry must contend, the
utter absurdity of endeavors to create little autarkic economic territo-
ries becomes immediately obvious.

The evils that those who champion the idea of a United States of Eu-
rope are trying to combat undoubtedly exist, and the sooner they are
eliminated, the better. But the formation of a United States of Europe
would not be an appropriate means to achieve this end.

Any reform in international relations must aim at abolishing a situa-
tion in which each country seeks in every way possible to enlarge its ter-
ritory at the expense of other countries. The problem of international
boundaries, which has assumed such overwhelming importance today,
must lose all its significance. The nations must come to realize that the
most important problem of foreign policy is the establishment of last-
ing peace, and they must understand that this can be assured through-
out the world only if the field of activity permitted to the state is limited
to the narrowest range. Only then will the size and extent of the terri-
tory subject to the sovereignty of the state no longer assume such over-
whelming importance for the life of the individual as to make it seem
natural, now as in the past, for rivers of blood to be shed in disputes over
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boundaries. The narrow-mindedness which sees nothing beyond one’s
own state and one’s own nation and which has no conception of the im-
portance of international cooperation must be replaced by a cosmo-
politan outlook. This, however, is possible only if the society of nations,
the international superstate, is so constituted that no people and no in-
dividual is oppressed on account of nationality or national peculiarities.

Nationalist policies, which always begin by aiming at the ruination
of one’s neighbor, must, in the final analysis, lead to the ruination of all.
In order to overcome such provincialism and to replace it by a policy
genuinely cosmopolitan in its orientation, it is first necessary for the na-
tions of the world to realize that their interests do not stand in mutual
opposition and that every nation best serves its own cause when it is in-
tent on promoting the development of all nations and scrupulously ab-
stains from every attempt to use violence against other nations or parts
of other nations. Thus, what is needed is not the replacement of na-
tional chauvinism by a chauvinism that would have some larger, supra-
national entity for its object, but rather the recognition that every sort
of chauvinism is mistaken. The old, militaristic methods of interna-
tional politics must now give way to new, peaceful methods aiming at
cooperative effort, and not at mutual warfare.

The champions of Pan-Europe and of the United States of Europe,
however, have other ends in view. They do not plan on establishing a
new kind of state different in its policies from the imperialistic and mil-
itaristic states that have existed up to now, but on a reconstitution of the
old imperialistic and militaristic idea of the state. Pan-Europe is to be
greater than the individual states that will comprise it; it is to be more
powerful than they are and therefore more efficient militarily and bet-
ter suited to oppose such great powers as England, the United States of
America, and Russia. A European chauvinism is to take the place of the
French, the German, or the Hungarian variety; a united front formed of
all the European nations is to be directed against “foreigners”: Britons,
Americans, Russians, Chinese, and Japanese.

Now one can base a chauvinistic political consciousness and a chau-
vinistic military policy on a national foundation, but not on a geo-
graphic one. Community of language binds members of the same 
nationality close together, while linguistic diversity gives rise to a gulf
between nations. If it were not for this fact—aside from all ideologies—
chauvinistic thinking would never have been able to develop. The 
geographer, with map in hand, may, no doubt, very well view the 
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European continent (with the exception of Russia) as a unity if he is so
minded; but this does not create among the inhabitants of that region
any feeling of community or solidarity on which the statesman could
base his plans. A Rhinelander can be made to understand that he is de-
fending his own cause if he goes into battle for the Germans of East
Prussia. It may even be possible to bring him to see that the cause of all
mankind is also his own cause. But he will never be able to understand
that, while he has to stand side by side with the Portuguese because
they too are Europeans, the cause of England is that of an enemy, or, at
best, of a neutral alien. It is not possible to efface from men’s minds
(nor, incidentally, does liberalism have any desire to do so) the imprint
left by a long historical development that has brought it about that the
heart of a German beats faster at every mention of Germany, of the
German people, or of all that is typically German. This feeling of na-
tionality existed before any political attempt was made to base upon it
the idea of a German state, a German policy, and German chauvinism.
All the well-intentioned schemes for replacing national states by a 
federation of states, whether Central European, Pan-European, Pan-
American, or constructed on some similar artificial basis, suffer from
the same fundamental defect. They fail to take account of the fact 
that the words “Europe” or “Pan-Europe” and “European” or “Pan-
European” do not have this kind of emotional connotation and are thus
incapable of evoking sentiments of the kind called forth by such words
as “Germany” and “German.”

The matter may be seen in its clearest light if we direct our attention
to the problem, which plays a decisive role in all these projects, of
agreeing on a commercial policy for such a federation of states. As con-
ditions are today, a Bavarian can be induced to regard the protection of
German labor—let us say, in Saxony—as a sufficient justification for a
tariff that makes it more expensive for him, the Bavarian, to purchase
some article. We may hope that some day he will succeed in being con-
verted to the realization that all political measures designed to achieve
autarky, and hence all protective tariffs, are senseless and self-defeating
and consequently ought to be abolished. But never will one succeed in
inducing a Pole or a Hungarian to consider it justified that he should
pay more than the world market price for any commodity merely in or-
der to enable the French, the Germans, or the Italians to carry on 
its production in their countries. One can certainly win support for a 
policy of protectionism by combining an appeal to feelings of national 
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solidarity with the nationalistic doctrine that the interests of different
nations are mutually incompatible; but there is nothing similar that
could serve a federation of states as an ideological basis for a system of
protectionism. It is manifestly absurd to break up the ever increasing
unity of world economy into a number of small national territories,
each as autarkic as possible. But one cannot counteract the policy of
economic isolation on a national scale by replacing it with the same
policy on the part of a larger political entity comprising a number of
different nationalities. The only way to counteract tendencies toward
protectionism and autarky is to recognize their harmfulness and to ap-
preciate the harmony of the interests of all nations.

Once it has been demonstrated that the disintegration of the world
economy into a number of small autarkic areas has detrimental conse-
quences for all nations, the conclusion in favor of free trade necessarily
follows. In order to prove that a Pan-European zone of autarky should be
set up under the shelter of a protective tariff, it would first be necessary
to demonstrate that the interests of the Portuguese and the Rumanians,
although in harmony with each other, both collide with those of Brazil
and Russia. One would have to adduce proof that it is good for the Hun-
garians to give up their domestic textile industry in favor of the German,
the French, and the Belgian, but that the interests of the Hungarians
would be injured by the importation of English or American textiles.

The movement in favor of the formation of a federation of European
states has arisen from a correct recognition of the untenability of all
forms of chauvinistic nationalism. But what the supporters of this
movement wish to set in its place is impracticable because it lacks a vi-
tal basis in the consciousness of the people. And even if the goal of the
Pan-European movement could be achieved, the world would not be
in the least the better for it. The struggle of a united European conti-
nent against the great world powers outside its territory would be no less
ruinous than is the present struggle of the countries of Europe among
themselves.

10 The League of Nations

Just as, in the eyes of the liberal, the state is not the highest ideal, so it
is also not the best apparatus of compulsion. The metaphysical the-
ory of the state declares—approaching, in this respect, the vanity and
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presumption of the absolute monarchs—that each individual state is
sovereign, i.e., that it represents the last and highest court of appeals.
But, for the liberal, the world does not end at the borders of the state.
In his eyes, whatever significance national boundaries have is only in-
cidental and subordinate. His political thinking encompasses the
whole of mankind. The starting-point of his entire political philosophy
is the conviction that the division of labor is international and not
merely national. He realizes from the very first that it is not sufficient
to establish peace within each country, that it is much more important
that all nations live at peace with one another. The liberal therefore 
demands that the political organization of society be extended until it
reaches its culmination in a world state that unites all nations on an
equal basis. For this reason he sees the law of each nation as subordi-
nate to international law, and that is why he demands supranational tri-
bunals and administrative authorities to assure peace among nations in
the same way that the judicial and executive organs of each country are
charged with the maintenance of peace within its own territory.

For a long time the demand for the establishment of such a supra-
national world organization was confined to a few thinkers who were
considered utopians and went unheeded. To be sure, after the end of
the Napoleonic Wars, the world repeatedly witnessed the spectacle of
the statesmen of the leading powers gathered around the conference
table to arrive at a common accord, and after the middle of the nine-
teenth century, an increasing number of supranational institutions
were established, the most widely noted of which are the Red Cross and
the International Postal Union. Yet all of this was still a very far cry from
the creation of a genuine supranational organization. Even the Hague
Peace Conference signified hardly any progress in this respect. It was
only the horrors of the World War that first made it possible to win
widespread support for the idea of an organization of all nations that
would be in a position to prevent future conflicts. With the end of the
war, the victors took steps to create an association which they called
“The League of Nations” and which is widely held throughout the
world to be the nucleus of what could be a really effective future inter-
national organization.

In any case, there can be no doubt that what today goes under that
name is in no way a realization of the liberal ideal of a supranational or-
ganization. In the first place, some of the most important and powerful
nations of the world do not belong to the League at all. The United
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States, not to mention smaller nations, still stands outside. Besides, the
covenant of the League of Nations suffers from the very outset from the
fact that it distinguishes between two categories of member states: those
that enjoy full rights and those that, having been on the losing side in
the World War, are not fully qualified members. It is clear that such an
inequality of status in the community of nations must bear within itself
the seeds of war in the same way that every such division into castes does
within a country. All these shortcomings have combined to weaken the
League lamentably and to render it impotent in regard to all the sub-
stantive questions with which it has been confronted. One has only to
think of its conduct in the conflict between Italy and Greece or in re-
gard to the Mosul question, and especially in those cases in which the
fate of oppressed minorities depended on its decision.

There are in all countries, but especially in England and Germany,
groups that believe that in the interest of transforming this sham League
of Nations into a real one—into a genuine supranational state—its
present weaknesses and defects should be treated in the most indulgent
possible way. Such opportunism never does any good, no matter what
question is at issue. The League of Nations is—and this would certainly
have to be conceded by everybody except the functionaries and the staff
employed in its bureaus—an inadequate institution in no way corre-
sponding to the demands that one is entitled to make of a world orga-
nization. This fact, far from being minimized or ignored, needs to be
repeatedly and insistently emphasized so that attention is called to all
the changes that would have to be made in order to transform this sham
into a real League of Nations. Nothing has done greater harm to the
idea of a supranational world organization than the intellectual confu-
sion arising from the belief that the present League constitutes a com-
plete or virtually complete realization of what every honest and sincere
liberal must demand. It is impossible to build a real League of Nations,
capable of assuring lasting peace, on the principle that the traditional,
historically determined boundaries of each country are to be treated as
inalterably fixed. The League of Nations retains the fundamental de-
fect of all previous international law: in setting up procedural rules for
adjudicating disputes between nations, it is not in the least interested in
creating any other norms for their settlement than the preservation of
the status quo and the enforcement of existing treaties. Under such cir-
cumstances, however, peace cannot be assured unless it be by reducing
the whole world situation to a state of frozen immobility.
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To be sure, the League does hold out, even though very cautiously
and with many reservations, the prospect of some future boundary ad-
justments to do justice to the demands of some nations and parts of 
nations. It also promises—again very cautiously and qualifiedly—pro-
tection to national minorities. This permits us to hope that from these
extremely inadequate beginnings a world superstate really deserving of
the name may some day be able to develop that would be capable of 
assuring the nations the peace that they require. But this question 
will not be decided at Geneva in the sessions of the present League,
and certainly not in the parliaments of the individual countries that
comprise it. For the problem involved is not at all a matter of organiza-
tion or of the technique of international government, but the greatest
ideological question that mankind has ever faced. It is a question of
whether we shall succeed in creating throughout the world a frame of
mind without which all agreements for the preservation of peace and
all the proceedings of courts of arbitration will remain, at the crucial
moment, only worthless scraps of paper. This frame of mind can be
nothing less than the unqualified, unconditional acceptance of liber-
alism. Liberal thinking must permeate all nations, liberal principles
must pervade all political institutions, if the prerequisites of peace are
to be created and the causes of war eliminated. As long as nations cling
to protective tariffs, immigration barriers, compulsory education, in-
terventionism, and etatism, new conflicts capable of breaking out at
any time into open warfare will continually arise to plague mankind.

11 Russia

The law-abiding citizen by his labor serves both himself and his fellow
man and thereby integrates himself peacefully into the social order.
The robber, on the other hand, is intent, not on honest toil, but on the
forcible appropriation of the fruits of others’ labor. For thousands of
years the world had to submit to the yoke of military conquerors and
feudal lords who simply took for granted that the products of the in-
dustry of other men existed for them to consume. The evolution of
mankind toward civilization and the strengthening of social bonds re-
quired, first of all, overcoming the intellectual and physical influence
of the military and feudal castes that aspired to rule the world and the
substitution of the ideal of the bourgeois for that of the hereditary lord.
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The supplanting of the militaristic ideal, which esteems only the war-
rior and despises honest labor, has not, by any means, even yet been
completely achieved. In every nation there are still individuals whose
minds are altogether taken up with the ideas and images of the mili-
taristic ages. There are nations in which transient atavistic impulses
toward plunder and violence, which one would have presumed to have
long since been mastered, still break out and once more gain ascen-
dancy. But, by and large, one can say of the nations of the white race
that today inhabit central and western Europe and America that the
mentality that Herbert Spencer called “militaristic” has been displaced
by that to which he gave the name “industrial.” Today there is only one

great nation that steadfastly adheres to the militaristic ideal, viz., the
Russians.

Of course, even among the Russian people there are some who do
not share this attitude. It is only to be regretted that they have not been
able to prevail over their compatriots. Ever since Russia was first in a
position to exercise an influence on European politics, it has continu-
ally behaved like a robber who lies in wait for the moment when he can
pounce upon his victim and plunder him of his possessions. At no time
did the Russian Czars acknowledge any other limits to the expansion of
their empire than those dictated by the force of circumstances. The po-
sition of the Bolsheviks in regard to the problem of the territorial ex-
pansion of their dominions is not a whit different. They too acknowl-
edge no other rule than that, in the conquest of new lands, one may and
indeed must go as far as one dares, with due regard to one’s resources.
The fortunate circumstance that saved civilization from being de-
stroyed by the Russians was the fact that the nations of Europe were
strong enough to be able successfully to stand off the onslaught of the
hordes of Russian barbarians. The experiences of the Russians in the
Napoleonic Wars, the Crimean War, and the Turkish campaign of
1877–78 showed them that, in spite of the great number of their sol-
diers, their army is unable to seize the offensive against Europe. The
World War merely confirmed this.

More dangerous than bayonets and cannon are the weapons of the
mind. To be sure, the response that the ideas of the Russians found in
Europe was due, in the first place, to the fact that Europe itself was 
already full of these ideas before they came out of Russia. Indeed, it
would perhaps be more nearly correct to say that these Russian ideas
themselves were not originally Russian, however much they may have
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suited the character of the Russian people, but that they were borrowed
by the Russians from Europe. So great is the intellectual sterility of the
Russians that they were never able to formulate for themselves the ex-
pression of their own inmost nature.

Liberalism, which is based completely on science and whose poli-
cies represent nothing but the application of the results of science,
must be on its guard not to make unscientific value judgments. Value
judgments stand outside of science and are always purely subjective.
One cannot, therefore, classify nations according to their worth and
speak of them as worthy or as less worthy. Consequently, the question
whether or not the Russians are inferior lies completely outside the
scope of our consideration. We do not at all contend that they are so.
What we maintain is only that they do not wish to enter into the scheme
of human social cooperation. In relation to human society and the
community of nations their position is that of a people intent on noth-
ing but the consumption of what others have accumulated. People
among whom the ideas of Dostoyevsky, Tolstoy, and Lenin are a living
force cannot produce a lasting social organization. They must revert to
a condition of complete barbarism. Russia is endowed far more richly
by nature with fertility of soil and mineral resources of all kinds than 
is the United States. If the Russians had pursued the same capitalistic
policy as the Americans, they would today be the richest people in the
world. Despotism, imperialism, and Bolshevism have made them 
the poorest. Now they are seeking capital and credits from all over 
the world.

Once this is recognized, it clearly follows what must be the guiding
principle of the policy of the civilized nations toward Russia. Let the
Russians be Russians. Let them do what they want in their own coun-
try. But do not let them pass beyond the boundaries of their own land
to destroy European civilization. This is not to say, of course, that the
importation and translation of Russian writings ought to be prohibited.
Neurotics may enjoy them as much as they wish; the healthy will, in
any case, eschew them. Nor does this mean that the Russians ought to
be prohibited from spreading their propaganda and distributing bribes
the way the Czars did throughout the world. If modern civilization
were unable to defend itself against the attacks of hirelings, then it
could not, in any case, remain in existence much longer. This is not to
say, either, that Americans or Europeans ought to be prevented from
visiting Russia if they are attracted to it. Let them view at first hand, at
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their own risk and on their own responsibility, the land of mass murder
and mass misery. Nor does this mean that capitalists ought to be pre-
vented from granting loans to the Soviets or otherwise to invest capital
in Russia. If they are foolish enough to believe that they will ever see
any part of it again, let them make the venture.

But the governments of Europe and America must stop promoting
Soviet destructionism by paying premiums for exports to Soviet Russia
and thereby furthering the Russian Soviet system by financial contri-
butions. Let them stop propagandizing for emigration and the export
of capital to Soviet Russia.

Whether or not the Russian people are to discard the Soviet system
is for them to settle among themselves. The land of the knout and the
prison-camp no longer poses a threat to the world today. With all their
will to war and destruction, the Russians are no longer capable seri-
ously of imperiling the peace of Europe. One may therefore safely let
them alone. The only thing that needs to be resisted is any tendency on
our part to support or promote the destructionist policy of the Soviets.
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chapter 4

Liberalism and the Political Parties

1 The “Doctrinairism” of the Liberals

Classical liberalism has been reproached with being too obstinate and
not ready enough to compromise. It was because of its inflexibility that
it was defeated in its struggle with the nascent anticapitalist parties of
all kinds. If it had realized, as these other parties did, the importance
of compromise and concession to popular slogans in winning the favor
of the masses, it would have been able to preserve at least some of its
influence. But it has never bothered to build for itself a party organiza-
tion and a party machine as the anticapitalist parties have done. It has
never attached any importance to political tactics in electoral cam-
paigns and parliamentary proceedings. It has never gone in for schem-
ing opportunism or political bargaining. This unyielding doctrinairism
necessarily brought about the decline of liberalism.

The factual assertions contained in these statements are entirely in
accordance with the truth, but to believe that they constitute a re-
proach against liberalism is to reveal a complete misunderstanding of
its essential spirit. The ultimate and most profound of the fundamen-
tal insights of liberal thought is that it is ideas that constitute the foun-
dation on which the whole edifice of human social cooperation is con-
structed and sustained and that a lasting social structure cannot be built
on the basis of false and mistaken ideas. Nothing can serve as a substi-
tute for an ideology that enhances human life by fostering social coop-
eration—least of all lies, whether they be called “tactics,” “diplomacy,”
or “compromise.” If men will not, from a recognition of social neces-
sity, voluntarily do what must be done if society is to be maintained and
general well-being advanced, no one can lead them to the right path by
any cunning stratagem or artifice. If they err and go astray, then one
must endeavor to enlighten them by instruction. But if they cannot be
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enlightened, if they persist in error, then nothing can be done to pre-
vent catastrophe. All the tricks and lies of demagogic politicians may
well be suited to promote the cause of those who, whether in good faith
or bad, work for the destruction of society. But the cause of social
progress, the cause of the further development and intensification of
social bonds, cannot be advanced by lies and demagogy. No power on
earth, no crafty stratagem or clever deception could succeed in duping
mankind into accepting a social doctrine that it not only does not ac-
knowledge, but openly spurns.

The only way open to anyone who wishes to lead the world back to
liberalism is to convince his fellow citizens of the necessity of adopting
the liberal program. This work of enlightenment is the sole task that the
liberal can and must perform in order to avert as much as lies within his
power the destruction toward which society is rapidly heading today.
There is no place here for concessions to any of the favorite or custom-
ary prejudices and errors. In regard to questions that will decide whether
or not society is to continue to exist at all, whether millions of people are
to prosper or perish, there is no room for compromise either from weak-
ness or from misplaced deference for the sensibilities of others.

If liberal principles once again are allowed to guide the policies of
great nations, if a revolution in public opinion could once more give
capitalism free rein, the world will be able gradually to raise itself from
the condition into which the policies of the combined anticapitalist
factions have plunged it. There is no other way out of the political and
social chaos of the present age.

The most serious illusion under which classical liberalism labored
was its optimism in regard to the direction that the evolution of society
was bound to take. To the champions of liberalism—the sociologists and
economists of the eighteenth and the first half of the nineteenth century
and their supporters—it seemed certain that mankind would advance to
ever higher stages of perfection and that nothing would be able to arrest
this progress. They were firmly convinced that rational cognition of the
fundamental laws of social cooperation and interdependence, which
they had discovered, would soon become common and that thereafter
the social bonds peacefully uniting mankind would become ever closer,
there would be a progressive improvement in general well-being, and
civilization would rise to ever higher levels of culture. Nothing could
shake their optimism. As the attack on liberalism began to grow steadily
fiercer, as the ascendancy of liberal ideas in politics was challenged from
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all sides, they thought that what they had to contend with was only the
last volleys fired in retreat by a moribund system that did not require se-
rious study and counterattack because it would in any case soon collapse
of itself.

The liberals were of the opinion that all men have the intellectual
capacity to reason correctly about the difficult problems of social co-
operation and to act accordingly. They were so impressed with the clar-
ity and self-evidence of the reasoning by which they had arrived at their
political ideas that they were quite unable to understand how anyone
could fail to comprehend it. They never grasped two facts: first, that the
masses lack the capacity to think logically; and secondly, that in the
eyes of most people, even when they are able to recognize the truth, a
momentary, special advantage that may be enjoyed immediately ap-
pears more important than a lasting greater gain that must be deferred.
Most people do not have even the intellectual endowments required to
think through the—after all very complicated—problems of social co-
operation, and they certainly do not have the will power necessary to
make those provisional sacrifices that all social action demands. The
slogans of interventionism and of socialism, especially proposals for the
partial expropriation of private property, always find ready and enthu-
siastic approval with the masses, who expect to profit directly and im-
mediately from them.

2 Political Parties

There can be no more grievous misunderstanding of the meaning and
nature of liberalism than to think that it would be possible to secure the
victory of liberal ideas by resorting to the methods employed today by
the other political parties.

In a caste and status society, constituted not of citizens with equal
rights, but divided into ranks vested with different duties and preroga-
tives, there are no political parties in the modern sense. As long as the
special privileges and immunities of the different castes are not called
into question, peace reigns among them. But once the privileges of
caste and status are contested, the issue is joined, and civil war can be
avoided only if one side or the other, recognizing its weakness, yields
without an appeal to arms. In all such conflicts, the position of each in-
dividual is determined from the outset by his status as a member of one
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caste or another. To be sure, there can be renegades who, in the ex-
pectation of being better able to provide for their personal advantage
on the side of the enemy, fight against the members of their own caste
and are consequently viewed by them as traitors. But, apart from such
exceptional cases, the individual is not confronted with the question of
which of the opposing groups he ought to join. He stands by the mem-
bers of his own caste and shares their fate. The caste or castes that are
dissatisfied with their position rebel against the prevailing order and
have to win their demands against the opposition of the others. The ul-
timate outcome of the conflict is—if everything does not, in fact, re-
main as it was because the rebels have been worsted—that the old or-
der is replaced by a new one in which the rights of the various castes
are different from what they were before.

With the advent of liberalism came the demand for the abolition of
all special privileges. The society of caste and status had to make way
for a new order in which there were to be only citizens with equal
rights. What was under attack was no longer only the particular privi-
leges of the different castes, but the very existence of all privileges. Lib-
eralism tore down the barriers of rank and status and liberated man
from the restrictions with which the old order had surrounded him. It
was in capitalist society, under a system of government founded on lib-
eral principles, that the individual was first granted the opportunity to
participate directly in political life and was first called upon to make a
personal decision in regard to political goals and ideals. In the caste
and status society of earlier days, the only political conflicts had been
those among the different castes, each of which had formed a solid
front in opposition to the others; or, in the absence of such conflicts,
there were, within those castes that were permitted a share in political
life, factional conflicts among coteries and cliques for influence,
power, and a place at the helm. Only under a polity in which all citi-
zens enjoy equal rights—corresponding to the liberal ideal, which has
nowhere ever been fully achieved—can there be political parties con-
sisting of associations of persons who want to see their ideas on legisla-
tion and administration put into effect. For there can very well be dif-
ferences of opinion concerning the best way to achieve the liberal aim
of assuring peaceful social cooperation, and these differences of opin-
ion must join issue as conflicts of ideas.

Thus, in a liberal society there could be socialist parties too. Even
parties that seek to have a special legal position conceded to particular
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groups would not be impossible under a liberal system. But all these
parties must acknowledge liberalism (at least temporarily, until they
emerge victorious) so far as to make use in their political struggles
solely of the weapons of the intellect, which liberalism views as the only
ones permissible in such contests, even though, in the last analysis, as
socialists or as champions of special privileges, the members of the 
antiliberal parties reject the liberal philosophy. Thus, some of the pre-
Marxist “utopian” socialists fought for socialism within the framework
of liberalism, and in the golden age of liberalism in western Europe,
the clergy and the nobility tried to achieve their ends within the frame-
work of a modern constitutional state.

The parties that we see at work today are of an entirely different kind.
To be sure, some part of their program is concerned with the whole of
society and purports to address itself to the problem of how social co-
operation is to be achieved. But what this part of their program says is
only a concession wrung from them by the liberal ideology. What they
aim at in reality is set forth in another part of their program, which is
the only part that they pay any attention to and which stands in irrec-
oncilable contradiction to the part that is couched in terms of the gen-
eral welfare. Present-day political parties are the champions not only of
certain of the privileged orders of earlier days that desire to see pre-
served and extended traditional prerogatives that liberalism had to 
allow them to keep because its victory was not complete, but also of cer-
tain groups that strive for special privileges, that is to say, that desire to
attain the status of a caste. Liberalism addresses itself to all and pro-
poses a program acceptable to all alike. It promises no one privileges.
By calling for the renunciation of the pursuit of special interests, it even
demands sacrifices, though, of course, only provisional ones, involving
the giving up of a relatively small advantage in order to attain a greater
one. But the parties of special interests address themselves only to a
part of society. To this part, for which alone they intend to work, they
promise special advantages at the expense of the rest of society.

All modern political parties and all modern party ideologies origi-
nated as a reaction on the part of special group interests fighting for a
privileged status against liberalism. Before the rise of liberalism, there
were, of course, privileged orders with their special interests and pre-
rogatives and their mutual conflicts, but at that time the ideology of the
status society could still express itself in a completely naive and unem-
barrassed way. In the conflicts that occurred in those days between the
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champions and the opponents of special privilege, there was never any
question of the antisocial character of the whole system nor any need
of maintaining the pretense of justifying it on social grounds. One can-
not, therefore, draw any direct comparison between the old system of
privileged orders and the activities and propaganda of the present-day
parties of special interests.

To understand the true character of all these parties, one must keep in
mind the fact that they were originally formed solely as a defense of spe-
cial privileges against the teachings of liberalism. Their party doctrines
are not, like those of liberalism, the political application of a compre-
hensive, carefully thought-out theory of society. The political ideology
of liberalism was derived from a fundamental system of ideas that had
first been developed as a scientific theory without any thought of its po-
litical significance. In contradistinction to this, the special rights and
privileges sought by the antiliberal parties were, from the very outset, al-
ready realized in existing social institutions, and it was in justification of
the latter that one undertook subsequently to elaborate an ideology, a
task that was generally treated as a matter of little moment that could eas-
ily be disposed of with a few brief words. Farm groups think it sufficient
to point out the indispensability of agriculture. The trade unions appeal
to the indispensability of labor. The parties of the middle class cite the
importance of the existence of a social stratum that represents the golden
mean. It seems to trouble them little that such appeals contribute noth-
ing to proving the necessity or even the advantageousness to the general
public of the special privileges they are striving for. The groups that they
desire to win over will follow them in any case, and as for the others, every
attempt at recruiting supporters from their ranks would be futile.

Thus, all these modern parties of special interests, no matter how far
apart their goals may diverge or how violently they may contend against
one another, form a united front in the battle against liberalism. In the
eyes of all of them, the principle of liberalism that the rightly under-
stood interests of all men are, in the long run, compatible is like a red
cloth waved in front of a bull. As they see it, there are irreconcilable
conflicts of interests that can be settled only by the victory of one fac-
tion over the others, to the advantage of the former and the disadvan-
tage of the latter. Liberalism, these parties assert, is not what it pretends
to be. It too is nothing but a party program seeking to champion the
special interests of a particular group, the bourgeoisie, i.e., the capital-
ists and entrepreneurs, against the interests of all other groups.
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The fact that this allegation forms part of the propaganda of Marx-
ism accounts for much of the latter’s success. If the doctrine of the ir-
reconcilable conflict between the interests of different classes within a
society based on private ownership of the means of production is taken
as the essential dogma of Marxism, then all the parties active today on
the European continent would have to be considered as Marxist. The
doctrine of class antagonisms and of class conflict is also accepted by
the nationalist parties in so far as they share the opinion that these 
antagonisms do exist in capitalist society and that the conflicts to which
they give rise must run their course. What distinguishes them from the
Marxist parties is only that they wish to overcome class conflict by re-
verting to a status society constituted along the lines that they recom-
mend and by shifting the battlefront to the international arena, where
they believe it should be. They do not dispute the statement that
conflicts of this kind occur in a society based on private ownership of
the means of production. They merely contend that such antagonisms
ought not to arise, and in order to eliminate them, they want to guide
and regulate private property by acts of government interference; they
want interventionism in place of capitalism. But, in the last analysis,
this is in no way different from what the Marxists say. They too promise
to lead the world to a new social order in which there will be no more
classes, class antagonisms, or class conflicts.

In order to grasp the meaning of the doctrine of the class war, one
must bear in mind that it is directed against the liberal doctrine of the
harmony of the rightly understood interests of all members of a free 
society founded on the principle of private ownership of the means of
production. The liberals maintained that with the elimination of all
the artificial distinctions of caste and status, the abolition of all privi-
leges, and the establishment of equality before the law, nothing else
stands in the way of the peaceful cooperation of all members of society,
because then their rightly understood, long-run interests coincide. All
the objections that the champions of feudalism, of special privileges,
and of distinctions of caste and status sought to advance against this
doctrine soon proved quite unjustified and were unable to gain any 
notable support. But in Ricardo’s system of catallactics one may find
the point of departure for a new theory of the conflict of interests within
the capitalist system. Ricardo believed that he could show how, in the
course of progressive economic development, a shift takes place in the
relations among the three forms of income in his system, viz., profit,
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rent, and wages. It was this that impelled a few English writers in the
third and fourth decades of the nineteenth century to speak of the three
classes of capitalists, landowners, and wage-laborers and to maintain
that an irreconcilable antagonism exists among these groups. This line
of thought was later taken up by Marx.

In the Communist Manifesto, Marx still did not distinguish between
caste and class. Only later, when he became acquainted in London
with the writings of the forgotten pamphleteers of the twenties and thir-
ties and, under their influence, began the study of Ricardo’s system, did
he realize that the problem in this case was to show that even in a soci-
ety without caste distinctions and privileges irreconcilable conflicts still
exist. This antagonism of interests he deduced from Ricardo’s system by
distinguishing among the three classes of capitalists, landowners, and
workers. But he by no means adhered firmly to this distinction. Some-
times he asserts that there are only two classes, the propertied and the
propertyless; at other times he distinguishes among more classes than
just the two or three great ones. At no time, however, did Marx or any
one of his many followers attempt in any way to define the concept and
nature of the classes. It is significant that the chapter entitled “The
Classes” in the third volume of Capital breaks off after a few sentences.
More than a generation elapsed from the appearance of the Communist

Manifesto, in which Marx first makes class antagonism and class war
the keystone of his entire doctrine, to the time of his death. During this
entire period Marx wrote volume after volume, but he never came to
the point of explaining what is to be understood by a “class.” In his treat-
ment of the problem of classes Marx never went beyond the mere state-
ment, without any proof, of a dogma or, let us rather say, of a slogan.

In order to prove that the doctrine of class warfare is true, one would
have to be able to establish two facts: on the one hand, that there is an
identity of interests among the members of each class; and, on the
other hand, that what benefits one class injures the other. This, how-
ever, has never been accomplished. Indeed, it has never even been 
attempted. Precisely because “class comrades” are all in the same “so-
cial situation,” there is no identity of interests among them, but rather
competition. The worker, for example, who is employed under better-
than-average conditions has an interest in excluding competitors who
could reduce his income to the average level. In the decades when 
the doctrine of the international solidarity of the proletariat was pro-
claimed time and time again in verbose resolutions adopted at the 
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international Marxist congresses, the workers of the United States and
Australia set up the greatest obstacles to immigration. By means of a
complex network of petty regulations, the English trade unions made
impossible the entrance of outsiders into their branches of labor. What
has been done by the labor parties in this regard in every country dur-
ing the last few years is well known. Of course, one can say that this
ought not to have happened; the workers ought to have acted differ-
ently; what they did was wrong. But one cannot deny that it directly
served their interests—at least for the moment.

Liberalism has demonstrated that the antagonism of interests, which,
according to a widely prevalent opinion, is supposed to exist among dif-
ferent persons, groups, and strata within a society based on private
ownership of the means of production, does not, in fact, occur. Any in-
crease in total capital raises the income of capitalists and landowners
absolutely and that of workers both absolutely and relatively. As regards
their income, any shifts in the various interests of the different groups
and strata of society—the entrepreneurs, capitalists, landowners, and
workers—occur together and move in the same direction as they pass
through different phases in their fluctuations; what varies is only the ra-
tio of their shares of the social product. The interests of the landowners
oppose those of the members of the other groups only in the one case
of a genuine monopoly of a certain mineral. The interests of the entre-
preneurs can never diverge from those of the consumers. The entre-
preneur prospers the better, the better he is able to anticipate the de-
sires of the consumers.

Conflicts of interests can occur only in so far as restrictions on the
owners’ free disposal of the means of production are imposed by the in-
terventionist policy of the government or by interference on the part of
other social forces armed with coercive power. For example, the price
of a certain article can be artificially raised by a protective tariff, or the
wages of a certain group of workers can be increased by excluding all
competitors for their jobs. The famous line of reasoning of the free-
trade school, never refuted and forever irrefutable, applies to cases of
this kind. Such special privileges can, of course, benefit the particular
group on whose behalf they were instituted only if other groups have
been unable to win similar privileges for themselves. But it cannot be
assumed that it would be possible, in the long run, to deceive the ma-
jority of the people about the real significance of such special privileges
so that they will tolerate them willingly. Yet if one undertakes to use
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force to compel their acceptance, one will provoke violent rebellion—
in short, a disturbance of the peaceful course of social cooperation, the
preservation of which is in the interest of everyone. If one seeks to solve
the problem by making these special privileges, not exceptions on be-
half of just one or a few persons, groups, or strata of society, but the gen-
eral rule, as, for example, by resorting to import duties to protect most
of the articles sold on the home market, or by using similar measures
to bar access to the majority of occupations, the advantages gained by
each particular group are counterbalanced by the disadvantages that
they must suffer, and the end result is only that all are injured by the
consequent lowering of the productivity of labor.

If one rejects this doctrine of liberalism, if one heaps ridicule on the
controversial theory of the “harmony of interests of all men,” then it 
is not true, either, as is wrongly assumed by all schools of antiliberal
thought, that there could still be a solidarity of interests within nar-
rower circles, as, for instance, among members of the same nation (as
against other nations) or among members of the same “class” (as
against other classes). In order to demonstrate the existence of such an
alleged solidarity, a special line of reasoning would be necessary that
no one has followed or has even attempted to follow. For all the argu-
ments that could be employed to prove the existence of a solidarity of
interests among the members of any of these groups prove much more
besides, viz., the universal solidarity of interests within ecumenical so-
ciety. How those apparent conflicts of interest that seem at first sight to
be irreconcilable are in fact resolved can be shown only by means of a
line of reasoning that treats all mankind as an essentially harmonious
community and allows no room for the demonstration of any irrecon-
cilable antagonisms among nations, classes, races, and the like.

The antiliberal parties do not, as they believe, prove that there is any
solidarity of interests within nations, classes, races, etc. All that they ac-
tually do is to recommend to the members of these particular groups
alliances for a common struggle against all other groups. When they
speak of a solidarity of interests within these groups, they are not so
much affirming a fact as stating a postulate. In reality, they are not say-
ing, “The interests are identical,” but rather, “The interests ought to be
made identical by an alliance for united action.”

The modern parties of special interests declare quite frankly and un-
equivocally, from the very outset, that the aim of their policy is the cre-
ation of special privileges for a particular group. Agrarian parties strive
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for protective tariffs and other advantages (e.g., subsidies) for farmers;
civil service parties aim at securing privileges for bureaucrats; regional
parties are dedicated to gaining special advantages for the inhabitants
of a certain region. All these parties evidently seek nothing but the ad-
vantage of a single group in society, without consideration of the whole
of society or of all other groups, however much they may seek to palli-
ate their procedure by declaring that the welfare of the whole of soci-
ety can be achieved only by furthering the interests of agriculture, the
civil service, etc. Indeed, their exclusive concern with but a single seg-
ment of society and their labors and endeavors on its behalf alone have
become increasingly obvious and more cynical with the passage of the
years. When the modern antiliberal movements were still in their in-
fancy, they had to be more circumspect in regard to such matters, be-
cause the generation that had been reared on the liberal philosophy
had learned to look upon the undisguised advocacy of the special in-
terests of various groups as antisocial.

The champions of special interests can form great parties only by
composing a single combat unit out of the combined forces of various
groups whose special interests are in conflict. Privileges granted to a par-
ticular group, however, have practical value only when they accrue to a
minority and are not outweighed by the privileges granted to another
group. But unless circumstances are exceptionally favorable, a small
group cannot hope at present, while the liberal condemnation of the
privileges of the nobility still retains some traces of its earlier influence,
to be able to have their claim to be treated as a privileged class prevail
against all other groups. The problem of all the parties of special inter-
ests, therefore, is to form great parties out of relatively small groups with
differing and, indeed, directly conflicting interests. But in view of the
mentality that leads these smaller parties to put forth and defend their
demands for special privileges, it is quite impracticable to achieve this
end by way of an open alliance among the various groups. No provi-
sional sacrifice can be asked of the man who strives for the acquisition
of a privileged position for his own group or even for himself alone; if
he were capable of understanding the reason for making the provisional
sacrifice, then he would certainly think along liberal lines and not in
terms of the demands of those engaged in the scramble for special priv-
ileges. Nor can one openly tell him that he will gain more from the priv-
ilege intended for him than he will lose from the privileges that he will
have to concede to others, for any speeches and writings to this effect
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could not, in the long run, remain hidden from the others and would
impel them to raise their demands even higher.

Thus, the parties of special interests are obliged to be cautious. In
speaking of this most important point in their endeavors, they must re-
sort to ambiguous expressions intended to obscure the true state of 
affairs. Protectionist parties are the best example of this kind of equivo-
cation. They must always be careful to represent the interest in the 
protective tariffs they recommend as that of a wider group. When asso-
ciations of manufacturers advocate protective tariffs, the party leaders
generally take care not to mention that the interests of individual
groups and often even of individual concerns are by no means identi-
cal and harmonious. The weaver is injured by tariffs on machines and
yarn and will promote the protectionist movement only in the expec-
tation that textile tariffs will be high enough to compensate him for the
loss that he suffers from the other tariffs. The farmer who grows fodder
demands tariffs on fodder, which the cattle raisers oppose; the wine-
grower demands a tariff on wine, which is just as disadvantageous to the
farmer who does not happen to cultivate a vineyard as it is to the urban
consumer. Nevertheless, the protectionists appear as a single party
united behind a common program. This is made possible only by
throwing a veil of obscurity over the truth of the matter.

Any attempt to found a party of special interests on the basis of an
equal apportionment of privileges among the majority of the popula-
tion would be utterly senseless. A privilege accruing to the majority
ceases to be such. In a predominantly agricultural country, which ex-
ports farm products, an agrarian party working for special favors for
farmers would be, in the long run, impossible. What should it demand?
Protective tariffs could not benefit these farmers, who must export; and
subsidies could not be paid to the majority of producers, because the
minority could not provide them. The minority, on the other hand,
which demands privileges for itself must induce the illusion that great
masses stand behind it. When the agrarian parties in the industrial
countries present their demands, they include in what they call the
“farm population” landless workers, cottagers, and owners of small
plots of land, who have no interest in a protective tariff on agricultural
products. When the labor parties make some demand on behalf of a
group of workers, they always talk of the great mass of the working
people and gloss over the fact that the interests of trade-unionists em-
ployed in different branches of production are not identical, but, on the

130 � liberalism and the political parties

L3322-04  8/17/05  7:04 AM  Page 130



contrary, actually antagonistic, and that even within individual indus-
tries and concerns there are sharp conflicts of interest.

This is one of the two fundamental weaknesses of all parties aiming
at privileges on behalf of special interests. On the one hand, they are
obliged to rely on only a small group, because privileges cease to be
privileges when they are granted to the majority; but, on the other
hand, it is only in their guise as the champions and representatives of
the majority that they have any prospect of realizing their demands.
The fact that many parties in different countries have sometimes suc-
ceeded in overcoming this difficulty in carrying on their propaganda
and have managed to imbue each social stratum or group with the con-
viction that its members may expect special advantages from the tri-
umph of the party speaks only for the diplomatic and tactical skill of
the leadership and for the want of judgment and the political immatu-
rity of the voting masses. It by no means proves that a real solution of
the problem is, in fact, possible. Of course, one can simultaneously
promise city-dwellers cheaper bread and farmers higher prices for
grain, but one cannot keep both promises at the same time. It is easy
enough to promise one group that one will support an increase in cer-
tain government expenditures without a corresponding reduction in
other government expenditures, and at the same time hold out to an-
other group the prospect of lower taxes; but one cannot keep both these
promises at the same time either. The technique of these parties is
based on the division of society into producers and consumers. They
are also wont to make use of the usual hypostasis of the state in ques-
tions of fiscal policy that enables them to advocate new expenditures to
be paid out of the public treasury without any particular concern on
their part over how such expenses are to be defrayed, and at the same
time to complain about the heavy burden of taxes.

The other basic defect of these parties is that the demands they raise
for each particular group are limitless. There is, in their eyes, only one

limit to the quantity to be demanded: the resistance put up by the other
side. This is entirely in keeping with their character as parties striving
for privileges on behalf of special interests. Yet parties that follow no
definite program, but come into conflict in the pursuit of unlimited de-
sires for privileges on behalf of some and for legal disabilities for others,
must bring about the destruction of every political system. People have
been coming to recognize this ever more clearly and have begun to
speak of a crisis of the modern state and of a crisis of the parliamentary
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system. In reality, what is involved is a crisis of the ideologies of the
modern parties of special interests.

3 The Crisis of Parliamentarism and the Idea of 
a Diet Representing Special Groups

Parliamentarism, as it has slowly developed in England and in some of
her colonies since the seventeenth century, and on the European con-
tinent since the overthrow of Napoleon and the July and February Rev-
olutions, presupposes the general acceptance of the ideology of liber-
alism. All who enter a parliament charged with the responsibility of
there deciding how the country shall be governed must be imbued
with the conviction that the rightly understood interests of all parts and
members of society coincide and that every kind of special privilege for
particular groups and classes of the population is detrimental to the
common good and must be eliminated. The different parties in a par-
liament empowered to perform the functions assigned to it by all the
constitutions of recent times may, of course, take different sides in re-
gard to particular political questions, but they must consider them-
selves as the representatives of the whole nation, not as representatives
of particular districts or social strata. Above all their differences of opin-
ion there must prevail the conviction that, in the last analysis, they are
united by a common purpose and an identical aim and that only the
means to the attainment of the goal toward which they all aspire are in
dispute. The parties are not separated by an unbridgeable gulf nor by
conflicts of interests that they are prepared to carry on to the bitter end
even if this means that the whole nation must suffer and the country be
brought to ruin. What divides the parties is the position they take in re-
gard to concrete problems of policy. There are, therefore, only two par-
ties: the party in power and the one that wants to be in power. Even the
opposition does not seek to obtain power in order to promote certain
interests or to fill official posts with its party members, but in order to
translate its ideas into legislation and to put them into effect in the ad-
ministration of the country.

Only under these conditions are parliaments or parliamentary gov-
ernments practicable. For a time they were realized in the Anglo-Saxon
countries, and some traces of them can still be found there today. On
the European continent, even during the period usually characterized
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as the golden age of liberalism, one could really speak only of a certain
approximation to these conditions. For decades now, conditions in the
popular assemblies of Europe have been something like their direct op-
posite. There are a great number of parties, and each particular party is
itself divided into various subgroups, which generally present a united
front to the outside world, but usually oppose one another within the
party councils as vehemently as they oppose the other parties publicly.
Each particular party and faction feels itself appointed to be the sole
champion of certain special interests, which it undertakes to lead to vic-
tory at any cost. To allot as much as possible from the public coffers to
“our own,” to favor them by protective tariffs, immigration barriers, “so-
cial legislation,” and privileges of all kinds, at the expense of the rest of
society, is the whole sum and substance of their policy.

As their demands are, in principle, limitless, it is impossible for any
one of these parties ever to achieve all the ends it envisages. It is un-
thinkable that what the agrarian or labor parties strive for could ever 
be entirely realized. Every party seeks, nevertheless, to attain to such
influence as will permit it to satisfy its desires as far as possible, while
also taking care always to be able to justify to its electors why all their
wishes could not be fulfilled. This can be done either by seeking to give
in public the appearance of being in the opposition, although the party
is actually in power, or by striving to shift the blame to some force not
answerable to its influence: the sovereign, in the monarchical state; or,
under certain circumstances, foreign powers or the like. The Bolshe-
viks cannot make Russia happy nor the socialists Austria because “west-
ern capitalism” prevents it. For at least fifty years antiliberal parties
have ruled in Germany and Austria, yet we still read in their mani-
festoes and public statements, even in those of their “scientific” cham-
pions, that all existing evils are to be blamed on the dominance of 
“liberal” principles.

A parliament composed of the supporters of the antiliberal parties of
special interests is not capable of carrying on its business and must, in
the long run, disappoint everyone. This is what people mean today 
and have meant for many years now when they speak of the crisis of 
parliamentarism.

As the solution for this crisis, some demand the abolition of democ-
racy and the parliamentary system and the institution of a dictatorship.
We do not propose to discuss once again the objections to dictatorship.
This we have already done in sufficient detail.
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A second suggestion is directed toward remedying the alleged
deficiencies of a general assembly composed of members elected di-
rectly by all the citizens, by either supplementing or replacing it alto-
gether with a diet composed of delegates chosen by autonomous cor-
porative bodies or guilds formed by the different branches of trade,
industry, and the professions. The members of a general popular as-
sembly, it is said, lack the requisite objectivity and the knowledge of
economic affairs. What is needed is not so much a general policy as an
economic policy. The representatives of industrial and professional
guilds would be able to come to an agreement on questions whose 
solution either eludes entirely the delegates of constituencies formed
on a merely geographical basis or becomes apparent to them only after
long delay.

In regard to an assembly composed of delegates representing differ-
ent occupational associations, the crucial question about which one
must be clear is how a vote is to be taken, or, if each member is to have
one vote, how many representatives are to be granted to each guild.
This is a problem that must be resolved before the diet convenes; but
once this question is settled, one can spare oneself the trouble of call-
ing the assembly into session, for the outcome of the voting is thereby
already determined. To be sure, it is quite another question whether
the distribution of power among the guilds, once established, can be
maintained. It will always be—let us not cherish any delusions on this
score—unacceptable to the majority of the people. In order to create a
parliament acceptable to the majority, there is no need of an assembly
divided along occupational lines. Everything will depend on whether
the discontent aroused by the policies adopted by the deputies of the
guilds is great enough to lead to the violent overthrow of the whole sys-
tem. In contrast to the democratic system, this one offers no guarantee
that a change in policy desired by the overwhelming majority of the
population will take place. In saying this, we have said everything that
needs to be said against the idea of an assembly constituted on the 
basis of occupational divisions. For the liberal, any system which does
not exclude every violent interruption of peaceful development is,
from the very outset, out of the question.

Many supporters of the idea of a diet composed of guild representa-
tives think that conflicts should be settled, not by the submission of one
faction to another, but by the mutual adjustment of differences. But
what is supposed to happen if the parties cannot succeed in reaching
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agreement? Compromises come about only when the threatening
spectre of an unfavorable issue induces each party to the dispute to
make some concession. No one prevents the different parties from
coming to an agreement even in a parliament composed of delegates
elected directly by the whole nation. No one will be able to compel
agreement in a diet consisting of deputies chosen by the members of
occupational associations.

Thus, an assembly so constituted cannot function like a parliament
that serves as the organ of a democratic system. It cannot be the place
where differences of political opinion are peacefully adjusted. It is not
in a position to prevent the violent interruption of the peaceful progress
of society by insurrection, revolution, and civil war. For the crucial 
decisions that determine the distribution of political power in the state
are not made within its chambers or during the elections that decide its
composition. The decisive factor in determining the distribution of
power is the relative weight assigned by the constitution to the different
corporate associations in the shaping of public policy. But this is a mat-
ter that is decided outside the chambers of the diet and without any or-
ganic relationship to the elections by which its members are chosen.

It is therefore quite correct to withhold the name “parliament” from
an assembly consisting of representatives of corporate associations or-
ganized along occupational lines. Political terminology has been 
accustomed, in the last two centuries, to make a sharp distinction 
between a parliament and such an assembly. If one does not wish to
confound all the concepts of political science, one does well to adhere
to this distinction.

Sidney and Beatrice Webb, as well as a number of syndicalists and
guild socialists, following in this respect recommendations already
made in earlier days by many continental advocates of a reform in the
upper chamber, have proposed letting two chambers exist side by side,
one elected directly by the whole nation, and the other composed of
deputies elected from constituencies divided along occupational lines.
However, it is obvious that this suggestion in no way remedies the defects
of the system of guild representation. In practice, the bicameral system
can function only if one house has the upper hand and has the uncon-
ditional power to impose its will on the other, or if, when the two cham-
bers take different positions on an issue, an attempt at a compromise so-
lution must be made. In the absence of such an attempt, however, the
conflict remains to be settled outside the chambers of parliament, in the
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last resort by force alone. Twist and turn the problem as one will, one al-
ways returns in the end to the same insurmountable difficulties. Such
are the stumbling blocks on which all proposals of this and a similar kind
must come to grief, whether they are called corporativism, guild social-
ism, or anything else. The impracticability of these schemes is admitted
when people finally content themselves by recommending a com-
pletely inconsequential innovation: the establishment of an economic
council empowered to serve solely in an advisory capacity.

The champions of the idea of an assembly composed of guild deputies
labor under a serious delusion if they think that the antagonisms that to-
day rend the fabric of national unity can be overcome by dividing the
population and the popular assembly along occupational lines. One
cannot get rid of these antagonisms by tinkering with technicalities in
the constitution. They can be overcome only by the liberal ideology.

4 Liberalism and the Parties of Special Interests

The parties of special interests, which see nothing more in politics than
the securing of privileges and prerogatives for their own groups, not
only make the parliamentary system impossible; they rupture the unity
of the state and of society. They lead not merely to the crisis of parlia-
mentarism, but to a general political and social crisis. Society cannot,
in the long run, exist if it is divided into sharply defined groups, each
intent on wresting special privileges for its own members, continually
on the alert to see that it does not suffer any setback, and prepared, at
any moment, to sacrifice the most important political institutions for
the sake of winning some petty advantage.

To the parties of special interests, all political questions appear ex-
clusively as problems of political tactics. Their ultimate goal is fixed for
them from the start. Their aim is to obtain, at the cost of the rest of 
the population, the greatest possible advantages and privileges for the
groups they represent. The party platform is intended to disguise this
objective and give it a certain appearance of justification, but under no
circumstances to announce it publicly as the goal of party policy. The
members of the party, in any case, know what their goal is; they do not
need to have it explained to them. How much of it ought to be im-
parted to the world is, however, a purely tactical question.
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All antiliberal parties want nothing but to secure special favors for
their own members, in complete disregard of the resulting disintegration
of the whole structure of society. They cannot withstand for a moment
the criticism that liberalism makes of their aims. They cannot deny,
when their demands are subjected to the test of logical scrutiny, that their
activity, in the last analysis, has antisocial and destructive effects and that
even on the most cursory examination it must prove impossible for any
social order to arise from the operations of parties of special interests con-
tinually working against one another. To be sure, the obviousness of
these facts has not been able to damage the parties of special interests in
the eyes of those who lack the capacity to look beyond the immediate
present. The great mass of people do not inquire what will happen the
day after tomorrow or later on. They think of today and, at most, of the
next day. They do not ask what must follow if all other groups too, in
the pursuit of their special interests, were to display the same unconcern
for the general welfare. They hope to succeed not only in realizing their
own demands, but also in beating down those of others. For the few who
apply higher standards to the activities of political parties, who demand
that even in political action Kant’s categorical imperative be followed
(“Act only on that principle which you can will—at the same time—to
be a universal law, i.e., so that no contradiction results from the attempt
to conceive of your action as a law to be universally complied with”), the
ideology of the parties of special interests certainly has nothing to offer.

Socialism has gained a considerable advantage from this logical
deficiency in the position adopted by the parties of special interests. For
many who are unable to grasp the great ideal of liberalism, but who
think too clearly to be content with demands for privileged treatment
on behalf of particular groups, the principle of socialism took on a spe-
cial significance. The idea of a socialist society—to which one cannot,
in spite of its necessarily inherent defects, which we have already dis-
cussed in detail, deny a certain grandeur of conception—served to
conceal and, at the same time, to vindicate the weakness of the position
taken by the parties of special interests. It had the effect of diverting the
attention of the critic from the activities of the party to a great problem,
which, whatever one may think of it, was at all events deserving of seri-
ous and exhaustive consideration.

In the last hundred years, the socialist ideal, in one form or another,
has found adherents among many sincere and honest people. A number
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of the best and noblest men and women have accepted it with enthusi-
asm. It has been the guiding star of distinguished statesmen. It has
achieved a dominant position at the universities and has served as a
source of inspiration to youth. It has so filled the thoughts and fed the
emotions of both the past and the present generation that history will
some day quite justly characterize our era as the age of socialism. In the
last decades, in all countries people have done as much as they could to
make the socialist ideal a reality by nationalizing and municipalizing
enterprises and by adopting measures designed to lead to a planned
economy. The defects necessarily involved in socialist management—
its unfavorable effects on the productivity of human labor and the
impossibility of economic calculation under socialism—everywhere
brought these endeavors to the point where virtually every step further
in the direction of socialism threatened too flagrant an impairment of
the supply of goods available to the public. From sheer necessity one
had to pause on the road to socialism; and the socialist ideal—even
while preserving its ideological ascendancy—became, in practical pol-
itics, merely a cloak for the labor parties in their scramble for privileges.

This could be shown to be true of each of the many socialist parties,
such as, for instance, the various factions among the Christian social-
ists. We propose, however, to confine our discussion to the case of the
Marxian socialists, who undoubtedly were and are the most important
socialist party.

Marx and his followers were really serious about socialism. Marx re-
jected all those measures on behalf of particular groups and strata of
society that are demanded by the parties of special interests. He did not
dispute the validity of the liberal argument that the outcome of such
acts of interference can only be a general reduction in the productivity
of labor. When he thought, wrote, and spoke consistently, he always
took the position that every attempt to tamper with the mechanism of
the capitalist system by acts of intervention on the part of the govern-
ment or of other social organs armed with the same coercive power is
pointless because it does not bring about the result intended by its ad-
vocates, but instead reduces the productivity of the economy. Marx
wanted to organize the workers for the conflict that would lead to the es-
tablishment of socialism, but not for the achievement of certain special
privileges within a society still based on private ownership of the means
of production. He wanted a socialist labor party, but not, as he put it, a
“petty-bourgeois” party aiming at individual, piecemeal reforms.
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Prevented by blind adherence to the preconceptions of his scholastic
system from taking an unbiased view of things as they are, he thought
that the workers, whom the writers under his intellectual influence had
organized into “socialist” parties, would be content to stand by quietly
watching the evolution of the capitalist system according to doctrine, so
as not to postpone the day when it would be fully ripe for the expropri-
ation of the expropriators and would “turn into” socialism. He did not
see that the labor parties, just like the other parties of special interests
that were simultaneously springing up everywhere, while acknowledg-
ing the socialist program as correct in principle, in practical politics
were concerned only with the immediate goal of winning special priv-
ileges for the workers. The Marxist theory of the solidarity of the inter-
ests of all workers, which Marx had developed with quite other political
ends in view, rendered excellent service in skillfully concealing the fact
that the costs of the victories won by some groups of workers had to be
borne by other groups of workers; that is to say, that in the field of alleg-
edly “prolabor” legislation, as well as in trade-union struggles, the in-
terests of the proletarians by no means coincide. In this respect, the
Marxist doctrine performed the same service for the party champi-
oning the special interests of the workers as was accomplished for the
German Centrist and other clerical parties by the appeal to religion; for
the nationalist parties, by the appeal to national solidarity; for the agrar-
ian parties, by the contention that the interests of the various groups of
agricultural producers are identical; and for the protectionist parties, by
the doctrine of the necessity of a comprehensive tariff for the protection
of national labor. The more the social-democratic parties grew, the
stronger became the influence of the trade unions within them and the
more they became an association of trade unions that saw everything
from the point of view of the closed shop and the increase of wages.

Liberalism does not have the least thing in common with any of these
parties. It stands at the very opposite pole from all of them. It promises
special favors to no one. It demands from everyone sacrifices on behalf
of the preservation of society. These sacrifices—or, more accurately,
the renunciation of immediately attainable advantages—are, to be
sure, merely provisional; they quickly pay for themselves in greater and
more lasting gains. Nevertheless, for the time being, they are sacrifices.
Because of this, liberalism finds itself, from the very outset, in a peculiar
position in the competition among parties. The antiliberal candidate
promises special privileges to every particular group of voters: higher
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prices to the producers and lower prices to the consumers; higher sala-
ries to public officeholders and lower taxes to taxpayers. He is prepared
to agree to any desired expenditure at the cost of the public treasury or
of the rich. No group is too small for him to disdain to seek its favor by
a gift from the pocket of the “general public.” The liberal candidate can
only say to all voters that the pursuit of such special favors is antisocial.

5 Party Propaganda and Party Organization

When liberal ideas began to spread to central and eastern Europe from
their homeland in western Europe, the traditional powers—the mon-
archy, the nobility, and the clergy—trusting in the instruments of re-
pression that were at their disposal, felt completely safe. They did not
consider it necessary to combat liberalism and the mentality of the En-
lightenment with intellectual weapons. Suppression, persecution, and
imprisonment of the malcontents seemed to them to be more service-
able. They boasted of the violent and coercive machinery of the army
and the police. Too late they realized with horror that the new ideology
snatched these weapons from their hands by conquering the minds of
officials and soldiers. It took the defeat suffered by the old regime in the
battle against liberalism to teach its adherents the truth that there is
nothing in the world more powerful than ideologies and ideologists
and that only with ideas can one fight against ideas. They realized that
it is foolish to rely on arms, since one can deploy armed men only if
they are prepared to obey, and that the basis of all power and dominion
is, in the last analysis, ideological.

The acknowledgment of this sociological truth was one of the fun-
damental convictions on which the political theory of liberalism was
based. From it liberalism had drawn no other conclusion than that, in
the long run, truth and righteousness must triumph because their vic-
tory in the realm of ideas cannot be doubted. And whatever is victori-
ous in this realm must ultimately succeed in the world of affairs as 
well, since no persecution is capable of suppressing it. It is therefore 
superfluous to trouble oneself especially about the spread of liberalism.
Its victory is, in any case, certain.

The opponents of liberalism can be understood even in this respect
only if one keeps in mind that their actions are nothing but the reverse
of what liberalism teaches; that is, they are based on the rejection of

140 � liberalism and the political parties

L3322-04  8/17/05  7:04 AM  Page 140



and reaction against liberal ideas. They were not in a position to offer
a comprehensive and consistent body of social and economic doctrine
in opposition to the liberal ideology, for liberalism is the only possible
conclusion that can be validly drawn from such a doctrine. Yet a pro-
gram that promised something to only one group or a few groups had
no chance of winning general support and was doomed from the out-
set to political failure. Thus, these parties had no other recourse than
to hit upon some arrangement that would bring the groups to whom
they addressed themselves completely under their sway and to keep
them that way. They had to take care that liberal ideas found no 
adherents among the classes on which they depended.

To this end, they created party organizations that hold the individual
so tightly in their grip that he dare not even think of resigning. In Ger-
many and Austria, where this system was developed with pedantic thor-
oughness, and in the countries of eastern Europe, where it was copied,
the individual is today no longer primarily a citizen, but a party mem-
ber. Already as a child he is taken care of by the party. Sports and social
activities are organized on partisan lines. The farmers’ cooperative sys-
tem, through whose intervention alone the farmer can lay claim to his
share of the subsidies and grants accruing to agricultural producers; the
institutions for the advancement of the professional classes; and the
workingmen’s labor exchange and savings bank system are all managed
along party lines. In all matters on which the authorities are free to use
their discretion, the individual, in order to be respected, requires the
support of his party. Under such circumstances, laxity in party affairs
leads to suspicion, but resignation means serious economic detriment,
if not ruination and social ostracism.

The parties of special interests reserve for the problem of the profes-
sional classes a treatment peculiar to it alone. The independent profes-
sions of the lawyer, the doctor, the writer, and the artist are not repre-
sented in sufficiently great number to permit them to figure as parties
of special interests in their own right. They are therefore the least open
to the influence of the ideology of special class privileges. Their mem-
bers clung longest and most stubbornly to liberalism. They had nothing
to gain from adopting a policy of ruthless and unyielding struggle for the
promotion of their particular interests. This was a situation that the par-
ties working on behalf of organized pressure groups viewed with the ut-
most misgiving. They could not tolerate the intelligentsia’s continued
adherence to liberalism, for they feared that their own ranks might be
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thinned if liberal ideas, once again developed and expounded by a few
individuals in these groups, were to gain enough strength to find ac-
ceptance and approval among the mass of their members. They had just
learned how dangerous such ideologies could be to the prerogatives of
the privileged orders of the caste and status society. The parties of spe-
cial interests therefore proceeded systematically to organize themselves
in such a way as to make the members of the “liberal” professions de-
pendent on them. This was soon achieved by incorporating them into
the mechanism of the party machinery. The doctor, the lawyer, the
writer, the artist must enroll themselves in and subordinate themselves
to the organization of their patients, clients, readers, and patrons. Who-
ever holds back or openly rebels is boycotted into compliance.

The subjugation of the independent professional classes finds its
complement in the procedure followed in making appointments to
teaching positions and to posts in the civil service. Where the party sys-
tem is fully developed, only party members are appointed, whether of
the one currently in power or of all the parties of special interests in ac-
cordance with an arrangement, tacit though it may be, arrived at among
themselves. And ultimately even the independent press is brought un-
der control by the threat of a boycott.

A crowning stroke in the organization of these parties was the estab-
lishment of their own bands of armed men. Organized in military fash-
ion, after the pattern of the national army, they have drawn up their
mobilization and operational plans, have weapons at their disposal,
and are ready to strike. With their banners and brass bands they march
through the streets heralding to the world the dawn of an era of endless
agitation and warfare.

Two circumstances have so far served to mitigate the dangers of this
situation. In the first place, a certain balance of power among the party
forces has been reached in some of the more important countries.
Where this is lacking, as in Russia and Italy, the power of the state, in
disregard of the few remaining liberal principles that the rest of the
world still acknowledges, is used to suppress and persecute the adher-
ents of the opposition parties.

The second circumstance that, for the moment, still prevents the
worst from happening is that even nations imbued with hostility toward
liberalism and capitalism count on capital investment from the lands
that have been the classical exemplars of the liberal and capitalist 
mentality—above all, the United States. Without these credits, the
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consequences of the policy of capital consumption that they have been
pursuing would have already become much more obvious. Anticapi-
talism can maintain itself in existence only by sponging on capitalism.
It must therefore take into consideration to a certain extent the public
opinion of the West, where liberalism is still acknowledged today, even
though in a much diluted form. In the fact that capitalists generally de-
sire to lend only to such borrowers as hold out some prospect of repay-
ing the loan, the destructionist parties profess to see that “world ascen-
dancy of capital” about which they raise such a hue and cry.

6 Liberalism as the “Party of Capital”

Thus, it is easily seen that liberalism cannot be put into the same class
with the parties of special interests without denying its very nature. It is
something radically different from them all. They are out for battle 
and extol violence; liberalism, on the contrary, desires peace and the 
ascendancy of ideas. It is for this reason that all parties, however badly
disunited they may otherwise be, form a united front against liberalism.

The enemies of liberalism have branded it as the party of the special
interests of the capitalists. This is characteristic of their mentality. They
simply cannot understand a political ideology as anything but the ad-
vocacy of certain special privileges opposed to the general welfare.

One cannot look on liberalism as a party of special interests, privi-
leges, and prerogatives, because private ownership of the means of pro-
duction is not a privilege redounding to the exclusive advantage of the
capitalists, but an institution in the interest of the whole of society and
consequently an institution that benefits everyone. This is the opinion
not only of the liberals, but even, up to a certain point, of their oppo-
nents. When the Marxists champion the view that socialism cannot be
made a reality until the world is “ripe” for it, because a social system
never becomes extinct before “all the productive forces have developed
for which it is broad enough,” they concede, at least for the present, the
social indispensability of the institution of private property. Even the
Bolsheviks, who only a little while ago propagated with fire, sword, and
the gallows their interpretation of Marxism—that is, that “ripeness” had
already been achieved—now have to admit that it is still too early. If,
however, even if it is only for the moment, conditions are such that
capitalism and its juridical “superstructure,” private property, cannot be
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dispensed with, can one say of an ideology that considers private prop-
erty the foundation of society that it serves only to promote the selfish
interests of the owners of capital against the interests of everyone else?

To be sure, if the antiliberal ideologies treat private property as indis-
pensable, whether just for the present or forever, they believe, never-
theless, that it must be regulated and restricted by authoritarian decrees
and similar acts of intervention on the part of the state. They recom-
mend, not liberalism and capitalism, but interventionism. But eco-
nomics has demonstrated that the system of interventionism is contrary
to purpose and self-defeating. It cannot attain the ends that its advocates
intend it to attain. Consequently, it is an error to suppose that besides
socialism (communal property) and capitalism (private property) still a
third system of organizing social cooperation is thinkable and workable,
namely, interventionism. Attempts to put interventionism into effect
must, of necessity, lead to conditions that run counter to the intentions
of their authors, who are then faced with the alternative either of ab-
staining from all acts of intervention, and thereby leaving private prop-
erty on its own, or of replacing private property by socialism.

This too is a thesis that liberal economists are not alone in maintain-
ing. (Of course, the popular idea that economists are divided along party
lines is altogether mistaken.) Marx too, in all his theoretical discussions,
saw only the alternatives of socialism or capitalism and had nothing but
derision and contempt for those reformers who, imprisoned in “petty-
bourgeois thinking,” reject socialism and, at the same time, still want to
remodel capitalism. Economics has never even attempted to show that
a system of private property regulated and restricted by government in-
tervention would be practicable. When the “socialists of the chair”
wanted to prove this at any cost, they began by denying the possibility of
scientific knowledge in the economic field and ultimately ended by
declaring that whatever the state does must surely be rational. Since
science demonstrated the absurdity of the policy that they wished to
recommend, they sought to invalidate logic and science.

The same is true of the proof of the possibility and practicability of
socialism. The pre-Marxist writers had labored in vain to provide it.
They could not do so, nor were they able in any way to attack the va-
lidity of the weighty objections to the practicability of their utopia that
their critics based on the findings of science. Around the middle of the
nineteenth century the socialist idea seemed already to have been ef-
fectively disposed of. Then Marx made his appearance. He did not, to
be sure, adduce the proof—which, indeed, cannot be adduced—that
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socialism is realizable, but he simply declared—of course, without be-
ing able to demonstrate it—that the coming of socialism is inevitable.
From this arbitrary assumption and from the axiom, which seemed to
him self-evident, that everything occurring later in human history rep-
resents an advance over what came earlier, Marx drew the conclusion
that socialism is therefore more perfect than capitalism and so there
could naturally be no doubt as to its practicability. Consequently, it is
altogether unscientific to concern oneself with the question of the pos-
sibility of a socialist society or even to study the problems of such a so-
cial order at all. Whoever wanted to try it was ostracized by the social-
ists and excommunicated by public opinion, which they controlled.
Heedless of all these—to be sure, only external—difficulties, econom-
ics occupied itself with the theoretical construction of a socialist system
and demonstrated irrefutably that every type of socialism is unworkable
because economic calculation is impossible in a socialist community.
The advocates of socialism have scarcely ventured to make any reply to
this, and what they have advanced in rebuttal has been altogether triv-
ial and devoid of significance.

What was proved by science theoretically was corroborated in prac-
tice by the failure of all socialist and interventionist experiments.

Hence, it is nothing but specious propaganda designed to rely for its
effectiveness on the lack of judgment of the thoughtless to assert, as
people do, that the defense of capitalism is purely an affair of the capi-
talists and the entrepreneurs, whose special interests, as opposed to
those of other groups, are furthered by the capitalist system. The “have’s”
do not have any more reason to support the institution of private own-
ership of the means of production than do the “have-not’s.” If their im-
mediate special interests come into question, they are scarcely liberal.
The notion that, if only capitalism is preserved, the propertied classes
could remain forever in possession of their wealth stems from a misun-
derstanding of the nature of the capitalist economy, in which property
is continually being shifted from the less efficient to the more efficient
businessman. In a capitalist society one can hold on to one’s fortune
only if one perpetually acquires it anew by investing it wisely. The rich,
who are already in possession of wealth, have no special reason to desire
the preservation of a system of unhampered competition open to all;
particularly if they did not themselves earn their fortune, but inherited
it, they have more to fear than to hope from competition. They do have
a special interest in interventionism, which always has a tendency to
preserve the existing division of wealth among those in possession of it.
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But they cannot hope for any special treatment from liberalism, a system
in which no heed is paid to the time-honored claims of tradition ad-
vanced by the vested interests of established wealth.

The entrepreneur can prosper only if he provides what the con-
sumers demand. When the world is afire with the lust for war, the lib-
eral seeks to expound the advantages of peace; the entrepreneur, how-
ever, produces artillery and machine-guns. If public opinion today
favors capital investment in Russia, the liberal may endeavor to explain
that it is as intelligent to invest capital in a land whose government
openly proclaims as the ultimate goal of its policy the expropriation of
all capital as it would be to dump goods into the sea; but the entrepre-
neur does not hesitate to furnish supplies to Russia if only he is in a po-
sition to shift the risk to others, whether it be to the state or to some less
clever capitalists, who allow themselves to be misled by public opinion,
itself manipulated by Russian money. The liberal struggles against the
trend toward commercial autarky; the German manufacturer, how-
ever, builds a factory in the eastern province, which excludes German
goods, in order to serve this market while under the protection of the
tariff. Clear-thinking entrepreneurs and capitalists may view the conse-
quences of an antiliberal policy as ruinous for the whole of society; but
in their capacity as entrepreneurs and capitalists they must seek, not to
oppose it, but to adjust themselves to the given conditions.

There is no class that could champion liberalism for its own selfish
interests to the detriment of the whole of society and the other strata of
the population, simply because liberalism serves no special interest.
Liberalism cannot count on the help that the antiliberal parties receive
from the fact that everyone who seeks to win some privilege for himself
at the expense of the rest of society attaches himself to them. When the
liberal comes before the electorate as a candidate for public office and
is asked by those whose votes he solicits what he or his party intends to
do for them and their group, the only answer he can give is: Liberalism
serves everyone, but it serves no special interest.

To be a liberal is to have realized that a special privilege conceded to
a small group to the disadvantage of others cannot, in the long run, be
preserved without a fight (civil war), but that, on the other hand, one
cannot bestow privileges on the majority, since these then cancel one
another out in their value for those whom they are supposed to spe-
cially favor, and the only net result is a reduction in the productivity of
social labor.
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chapter 5

The Future of Liberalism

All earlier civilizations perished, or at least reached a state of stag-
nation, long before they had attained the level of material develop-
ment that modern European civilization has succeeded in achieving.
Nations were destroyed by wars with foreign enemies as well as by in-
ternecine strife. Anarchy forced a retrogression in the division of labor;
cities, commerce, and industry declined; and, with the decay of their
economic foundations, intellectual and moral refinements had to give
way to ignorance and brutality. The Europeans of the modern age have
succeeded in intensifying the social bonds among individuals and na-
tions much more strongly than was ever the case before in history. This
was an achievement of the ideology of liberalism, which, from the end
of the seventeenth century, was elaborated with ever increasing clarity
and precision and continually gained in influence over men’s minds.
Liberalism and capitalism created the foundations on which are based
all the marvels characteristic of our modern way of life.

Now our civilization is beginning to scent a whiff of death in the air.
Dilettantes loudly proclaim that all civilizations, including our own,
must perish: this is an inexorable law. Europe’s final hour has come,
warn these prophets of doom, and they find credence. An autumnal
mood is perceptibly beginning to set in everywhere.

But modern civilization will not perish unless it does so by its own
act of self-destruction. No external enemy can destroy it the way the
Spaniards once destroyed the civilization of the Aztecs, for no one on
earth can match his strength against the standard-bearers of modern
civilization. Only inner enemies can threaten it. It can come to an end
only if the ideas of liberalism are supplanted by an antiliberal ideology
hostile to social cooperation.

There has come to be a growing realization that material progress 
is possible only in a liberal, capitalist society. Even if this point is not
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expressly conceded by the antiliberal, it is fully acknowledged indi-
rectly in the panegyrics extolling the idea of stability and a state of rest.

The material advances of recent generations, it is said, have, of course,
been really very agreeable and beneficial. Now, however, it is time to
call a halt. The frantic hustle and bustle of modern capitalism must
make way for tranquil contemplation. One must acquire time for self-
communion, and so another economic system must take the place of
capitalism, one that is not always restlessly chasing after novelties and
innovations. The romantic looks back nostalgically to the economic
conditions of the Middle Ages—not to the Middle Ages as they actually
were, but to an image of them constructed by his fancy without any
counterpart in historical reality. Or he turns his gaze upon the Orient—
again not, of course, the real Orient, but a dream-vision of his phantasy.
How happy men were without modern technology and modern culture!
How could we ever have renounced this paradise so light-mindedly?

Whoever preaches the return to simple forms of the economic or-
ganization of society ought to keep in mind that only our type of eco-
nomic system offers the possibility of supporting in the style to which
we have become accustomed today the number of people who now
populate the earth. A return to the Middle Ages means the extermina-
tion of many hundreds of millions of people. The friends of stability
and rest, it is true, say that one by no means has to go as far as that. It
suffices to hold fast to what has already been achieved and to forgo fur-
ther advances.

Those who extol the state of rest and stable equilibrium forget that
there is in man, in so far as he is a thinking being, an inherent desire
for the improvement of his material condition. This impulse cannot be
eradicated; it is the motive power of all human action. If one prevents
a man from working for the good of society while at the same time pro-
viding for the satisfaction of his own needs, then only one way remains
open to him: to make himself richer and others poorer by the violent
oppression and spoliation of his fellow men.

It is true that all this straining and struggling to increase their stan-
dard of living does not make men any happier. Nevertheless, it is in the
nature of man continually to strive for an improvement in his material
condition. If he is forbidden the satisfaction of this aspiration, he be-
comes dull and brutish. The masses will not listen to exhortations to be
moderate and contented; it may be that the philosophers who preach
such admonitions are laboring under a serious self-delusion. If one tells
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the future of liberalism � 149

people that their fathers had it much worse, they answer that they do
not know why they should not have it still better.

Now, whether it is good or bad, whether it receives the sanction of
the moral censor or not, it is certain that men always strive for an im-
provement in their conditions and always will. This is man’s inescap-
able destiny. The restlessness and inquietude of modern man is a stir-
ring of the mind, the nerves, and the senses. One can as easily restore
to him the innocence of childhood as lead him back to the passivity of
past periods of human history.

But, after all, what is being offered in return for the renunciation of
further material progress? Happiness and contentment, inner harmony
and peace will not be created simply because people are no longer in-
tent on further improvement in the satisfaction of their needs. Soured
by resentment, the literati imagine that poverty and the absence of wants
create especially favorable conditions for the development of man’s spir-
itual capacities, but this is nonsense. In discussing these questions, one
should avoid euphemisms and call things by their right names. Modern
wealth expresses itself above all in the cult of the body: hygiene, cleanli-
ness, sport. Today still the luxury of the well-to-do—no longer, perhaps,
in the United States, but everywhere else—these will come within the
reach of everyone in the not too distant future if economic development
progresses as it has hitherto. Is it thought that man’s inner life is in any
way furthered by excluding the masses from the attainment of the level
of physical culture that the well-to-do already enjoy? Is happiness to be
found in the unkempt body?

To the panegyrists of the Middle Ages one can only answer that we
know nothing about whether the medieval man felt happier than the
modern man. But we may leave it to those who hold up the mode of
life of the Orientals as a model for us to answer the question whether
Asia is really the paradise that they describe it as.

The fulsome praise of the stationary economy as a social ideal is 
the last remaining argument that the enemies of liberalism have to fall
back upon in order to justify their doctrines. Let us keep clearly in
mind, however, that the starting-point of their critique was that liberal-
ism and capitalism impede the development of productive forces, that
they are responsible for the poverty of the masses. The opponents of
liberalism have alleged that what they are aiming at is a social order that
could create more wealth than the one they are attacking. And now,
driven to the wall by the counterattack of economics and sociology,
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they must concede that only capitalism and liberalism, only private
property and the unhampered activity of entrepreneurs, can guarantee
the highest productivity of human labor.

It is often maintained that what divides present-day political parties
is a basic opposition in their ultimate philosophical commitments that
cannot be settled by rational argument. The discussion of these antag-
onisms must therefore necessarily prove fruitless. Each side will remain
unshaken in its conviction because the latter is based on a compre-
hensive world view that cannot be altered by any considerations pro-
posed by the reason. The ultimate ends toward which men strive are
diverse. Hence, it is altogether out of the question that men aiming at
these diverse ends could agree on a uniform procedure.

Nothing is more absurd than this belief. Aside from the few consis-
tent ascetics, who seek to divest life of all its external trappings and who
finally succeed in attaining to a state of renunciation of all desire and
action and, indeed, of self-annihilation, all men of the white race, how-
ever diverse may be their views on supernatural matters, agree in pre-
ferring a social system in which labor is more productive to one in
which it is less productive. Even those who believe that an ever pro-
gressing improvement in the satisfaction of human wants does no good
and that it would be better if we produced fewer material goods—
though it is doubtful whether the number of those who are sincerely of
this opinion is very large—would not wish that the same amount of la-
bor should result in fewer goods. At most, they would wish that there
should be less labor and consequently less production, but not that the
same amount of labor should produce less.

The political antagonisms of today are not controversies over ulti-
mate questions of philosophy, but opposing answers to the question how
a goal that all acknowledge as legitimate can be achieved most quickly
and with the least sacrifice. This goal, at which all men aim, is the best
possible satisfaction of human wants; it is prosperity and abundance. Of
course, this is not all that men aspire to, but it is all that they can expect
to attain by resort to external means and by way of social cooperation.
The inner blessings—happiness, peace of mind, exaltation—must be
sought by each man within himself alone.

Liberalism is no religion, no world view, no party of special interests.
It is no religion because it demands neither faith nor devotion, because
there is nothing mystical about it, and because it has no dogmas. It is no
world view because it does not try to explain the cosmos and because it
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says nothing and does not seek to say anything about the meaning and
purpose of human existence. It is no party of special interests because
it does not provide or seek to provide any special advantage whatsoever
to any individual or any group. It is something entirely different. It is an
ideology, a doctrine of the mutual relationship among the members
of society and, at the same time, the application of this doctrine to the
conduct of men in actual society. It promises nothing that exceeds what
can be accomplished in society and through society. It seeks to give
men only one thing, the peaceful, undisturbed development of material
well-being for all, in order thereby to shield them from the external
causes of pain and suffering as far as it lies within the power of social
institutions to do so at all. To diminish suffering, to increase happiness:
that is its aim.

No sect and no political party has believed that it could afford to forgo
advancing its cause by appealing to men’s senses. Rhetorical bombast,
music and song resound, banners wave, flowers and colors serve as sym-
bols, and the leaders seek to attach their followers to their own person.
Liberalism has nothing to do with all this. It has no party flower and no
party color, no party song and no party idols, no symbols and no slogans.
It has the substance and the arguments. These must lead it to victory.
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appendix

1 On the Literature of Liberalism

To prevent this book from becoming too long, I have tried to keep this
bibliography short. This seems justified since I have already treated all
the basic problems of liberalism thoroughly in a number of books and
monographs.

For the reader who wishes to acquire a more exhaustive understand-
ing of these matters, I append the following compilation of the most
important literature.

Liberal ideas are already to be found in the works of many of the ear-
lier writers. The great English and Scotch thinkers of the eighteenth
and the beginning of the nineteenth century were the first to formulate
these ideas into a system. Whoever wants to familiarize himself with
the liberal mind must return to them:

David Hume, Essays Moral, Political, and Literary (1741 and 1742), and
Adam Smith, An Inquiry into the Nature and Causes of the Wealth of

Nations (1776), but especially
Jeremy Bentham, numerous writings, beginning with Defence of Usury

(1787), up to the Deontology, or the Science of Morality, published 
after his death in 1834. All his writings, with the exception of the 
Deontology, were published in the complete edition edited by Bow-
ring between 1838 and 1843.

John Stuart Mill is an epigone of classical liberalism and, especially
in his later years, under the influence of his wife, full of feeble compro-
mises. He slips slowly into socialism and is the originator of the thought-
less confounding of liberal and socialist ideas that led to the decline of
English liberalism and to the undermining of the living standards of the
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English people. Nevertheless—or perhaps precisely because of this—
one must become acquainted with Mill’s principal writings:

Principles of Political Economy (1848)
On Liberty (1859)
Utilitarianism (1862)

Without a thorough study of Mill it is impossible to understand the
events of the last two generations, for Mill is the great advocate of so-
cialism. All the arguments that could be advanced in favor of socialism
are elaborated by him with loving care. In comparison with Mill all
other socialist writers—even Marx, Engels, and Lassalle—are scarcely
of any importance.

One cannot understand liberalism without a knowledge of econom-
ics. For liberalism is applied economics; it is social and political policy
based on a scientific foundation. Here, besides the writings already
mentioned, one must familiarize oneself with the great master of clas-
sical economics:

David Ricardo, Principles of Political Economy and Taxation (1817).

The best introductions to the study of modern scientific economics are:

H. Oswalt, Vorträge über wirtschaftliche Grundbegriffe (many editions)
C. A. Verrijn Stuart, Die Grundlagen der Volkswirtschaft (1923).

The German masterpieces of modern economics are:

Carl Menger, Grundsätze der Volkswirtschaftslehre (first edition, 1871).
[An English translation of this work was published as Principles of

Economics (Glencoe, Ill.: The Free Press, 1950).]
Eugen von Böhm-Bawerk: The Positive Theory of Capital (New York,

1923). [Published in a new English translation as Volume II of Böhm-
Bawerk’s 3-volume Capital and Interest (South Holland, Ill.: Liber-
tarian Press, 1959). Also instructive is Böhm’s Karl Marx and the

Close of His System (1896), available in English translation as “Unre-
solved Contradiction in the Marxian Economic System” in Shorter

Classics of Böhm-Bawerk, Volume I. (Grove City, Pa.: Libertarian
Press, 1962.)]

The two most important contributions that Germany made to liberal
literature suffered a misfortune no different from that which befell
German liberalism itself. Wilhelm von Humboldt’s On the Sphere and
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Duties of Government (London, 1854) lay completed in 1792. In the
same year Schiller published an excerpt in the Neuen Thalia, and other
excerpts appeared in the Berliner Monatsschrift. Since, however, Hum-
boldt’s publisher feared to issue the book, it was set aside, forgotten, and,
only after the death of the author, discovered and published.

Hermann Heinrich Gossen’s work, Entwicklung der Gesetze des 

menschlichen Verkehrs und der daraus fliessenden Regeln für mensch-

liches Handeln, found a publisher, to be sure, but when it appeared in
1854 it attracted no readers. The work and its author remained forgot-
ten until the Englishman Adamson came upon a copy.

Liberal thinking permeates German classical poetry, above all the
works of Goethe and Schiller.

The history of political liberalism in Germany is brief and marked
by rather meager success. Modern Germany—and this includes the
defenders of the Weimar Constitution no less than their opponents—
is a world apart from the spirit of liberalism. People in Germany no
longer know what liberalism is, but they know how to revile it. Hatred
of liberalism is the only point on which the Germans are united. Of the
newer German writings on liberalism reference should be made to the
works of Leopold von Wiese, Der Liberalismus in Vergangenheit und

Zukunft (1917); Staatssozialismus (1916); and Freie Wirtschaft (1918).
Hardly a breath of the liberal spirit has ever reached the peoples of

eastern Europe.
Although liberal thought is in decline even in western Europe and

in the United States, one may yet call these nations liberal in compar-
ison to the Germans.

Of the older liberal writers one should also read Frédéric Bastiat, Oeu-

vres Complètes (Paris, 1855) [The works of Frédéric Bastiat—Economic

Sophisms, Economic Harmonies, and Essays on Political Economy—
English translations published by D. Van Nostrand, 1964, are available
from The Foundation for Economic Education, Irvington-on-Hudson,
N.Y.]. Bastiat was a brilliant stylist, so that the reading of his writings af-
fords a quite genuine pleasure. In view of the tremendous advances that
economic theory has made since his death, it is not astonishing that his
teachings are obsolete today. Yet his critique of all protectionist and re-
lated tendencies is even today unsurpassed. The protectionists and in-
terventionists have not been able to advance a single word in perti-
nent and objective rejoinder. They just continue to stammer: Bastiat is
“superficial.”
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In reading the more recent political literature in English, one must
not ignore the fact that in England today the word “liberalism” is fre-
quently understood as denoting a moderate socialism. A concise pre-
sentation of liberalism is given by the Englishman L. T. Hobhouse,
Liberalism (1911), and by the American Jacob H. Hollander, Economic

Liberalism (1925). Even better introductions to the mind of the English
liberals are:

Hartley Withers, The Case for Capitalism (1920).
Ernest J. P. Benn, The Confessions of a Capitalist (1925). If I Were a 

Labor Leader (1926). The Letters of an Individualist (1927). The last-
named book includes a bibliography (pp. 74 et seq.) of the English
literature on the basic problems of the economic system. The Return

to Laisser Faire (London, 1928).

A critique of protectionist policy is presented by Francis W. Hirst in
Safeguarding and Protection (1926).

Also instructive is the record of the public debate held in New York
on January 23, 1921, between E. R. A. Seligmann and Scott Nearing on
the topic: “That capitalism has more to offer to the workers of the United
States than has socialism.”

Introductions to sociological thought are provided by Jean Izoulet, La

cité moderne (first edition, 1890), and R. M. MacIver, Community (1924).
The history of economic ideas is presented by Charles Gide and

Charles Rist, Histoire des doctrines économiques (many editions) [En-
glish translation of second revised and augmented edition of 1913 
published as A History of Economic Doctrines: From the Time of the

Physiocrats to the Present Day, D. C. Heath (New York, 1915)]; Albert
Schatz, L’individualisme économique et social (1907); and Paul Barth,
Die Philosophie der Geschichte als Soziologie (many editions).

The role of political parties is treated by Walter Sulzbach in Die

Grundlagen der politischen Parteibildung (1921).
Oskar Klein-Hattingen, Geschichte des deutschen Liberalismus (1911/

1912, two volumes) provides an essay on the history of German liberal-
ism, and Guido de Ruggiero does the same for liberalism in Europe in
The History of European Liberalism (Oxford, 1927).

Finally, I cite my own works in so far as they stand in close connec-
tion with the problems of liberalism:

Nation, State, and Economy (1919). [English translation, New York Uni-
versity Press, 1983; new publication scheduled by Liberty Fund.]
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Socialism: An Economic and Sociological Analysis (1922). [English trans-
lation, Macmillan, 1938; Yale University Press, 1951; Jonathan Cape,
1969; Liberty Fund, 1981.]

* * * *

Editor’s Note: Mises’s major post-1927 works, listed here with the
date and publisher of their first English editions, are also pertinent:

Critique of Interventionism (1929). English translation, Arlington House,
1977.

Epistemological Problems of Economics (1933). English translation, 
D. Van Nostrand, 1962.

Omnipotent Government, Yale University Press, 1944.
Bureaucracy, Yale University Press, 1944.
Human Action, Yale University Press, 1949; 3rd edition, Regnery, 1966.
The Anti-Capitalistic Mentality, D. Van Nostrand, 1956.
Theory and History, Yale University Press, 1957.
The Ultimate Foundation of Economic Science, Yale University Press,

1962.
Interventionism: An Economic Analysis (1940). English translation,

Foundation for Economic Education, 1998.

2 On the Term “Liberalism”

Those who are familiar with the writings on the subject of liberalism

that have appeared in the last few years and with current linguistic us-
age will perhaps object that what has been called liberalism in the pres-
ent volume does not coincide with what is understood by that term in
contemporary political literature. I am far from disputing this. On the
contrary! I have myself expressly pointed out that what is understood by
the term “liberalism” today, especially in Germany, stands in direct op-
position to what the history of ideas must designate as liberalism be-
cause it constituted the essential content of the liberal program of the
eighteenth and nineteenth centuries. Almost all who call themselves
“liberals” today decline to profess themselves in favor of private owner-
ship of the means of production and advocate measures partly socialist
and partly interventionist. They seek to justify this on the ground that
the essence of liberalism as they define this word does not consist in 
adherence to the institution of private property, but in other things, and
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that these other things demand a further development of “liberalism”
so that it must today no longer advocate private ownership of the means
of production but instead either socialism or interventionism.

As to just what these “other things” might be, these pseudo “liberals”
have yet to enlighten us. We hear much about humanity, magnanim-
ity, real freedom, etc. These are certainly very fine and noble senti-
ments, and everyone will readily subscribe to them. And, in fact, every
ideology does subscribe to them. Every ideology—aside from a few
cynical schools of thought—believes that it is championing humanity,
magnanimity, real freedom, etc. What distinguishes one social doc-
trine from another is not the ultimate goal of universal human happi-
ness, which they all aim at, but the way by which they seek to attain this
end. The characteristic feature of liberalism as the term is used in this
book is that it proposes to reach it by way of private ownership of the
means of production.

But terminological issues are, after all, of secondary importance.
What counts is not the name, but the thing signified by it. However fa-
natical may be one’s opposition to private property, one must still con-
cede at least the possibility that someone may be in favor of it. And if
one concedes this much, one will, of course, have to have some name
to designate this school of thought. One must ask those who today call
themselves “liberals” what name they would give to an ideology that ad-
vocates the preservation of private ownership of the means of produc-
tion. They will perhaps answer that they wish to call this ideology
“Manchesterism.” The word “Manchesterism” was originally coined as
a term of derision and abuse. Nevertheless, this would not stand in the
way of its being employed to designate the liberal ideology if it were not
for the fact that this expression has hitherto always been used to denote
the economic rather than the general program of liberalism.

The school of thought that advocates private ownership of the means
of production must in any case also be granted a claim to some name
or other. And it is best to adhere to the traditional name. It would only
create confusion if one followed the new usage that allows even pro-
tectionists, socialists, and warmongers to call themselves “liberal” when
it suits them to do so.

The question could rather be raised whether, in the interest of facil-
itating the diffusion of liberal ideas, one ought not to give the ideology
of liberalism a new name, so that the general prejudice fostered against
it, especially in Germany, should not stand in its way. Such a suggestion
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would be well-intentioned, but completely antithetic to the spirit of lib-

eralism. Just as liberalism must, from inner necessity, eschew every trick
of propaganda and all the underhanded means of winning general ac-
ceptance favored by other movements, so it must also avoid abandon-
ing its old name simply because it is unpopular. Precisely because the
word “liberal” has a bad connotation in Germany, liberalism must stick
with it. One may not make the way to liberal thinking easier for anyone,
for what is of importance is not that men declare themselves “liberals,”
but that they become liberals and think and act as liberals.

A second objection that can be raised against the terminology used
in this book is that liberalism and democracy are not here conceived as
opposites. Today in Germany “liberalism” is often taken to mean the
doctrine whose political ideal is the constitutional monarchy, and “de-
mocracy” is understood as that which takes as its political ideal the par-
liamentary monarchy of the republic. This view is, even historically, 
altogether untenable. It was the parliamentary, not the constitutional,
monarchy that liberalism strove for, and its defeat in this regard con-
sisted precisely in the fact that in the German Empire and in Austria it
was able to achieve only a constitutional monarchy. The triumph of 
antiliberalism lay in the fact that the German Reichstag was so weak
that it might be accurately, if not politely, characterized as a “babblers’
club,” and the conservative party leader who said that a lieutenant 
and twelve men would suffice to dissolve the Reichstag was speaking
the truth.

Liberalism is the more comprehensive concept. It denotes an ideol-
ogy embracing all of social life. The ideology of democracy encom-
passes only that part of the realm of social relationships that refers to the
constitution of the state. The reason why liberalism must necessarily de-
mand democracy as its political corollary was demonstrated in the first
part of this book. To show why all antiliberal movements, including so-
cialism, must also be antidemocratic is the task of investigations that un-
dertake to provide a thorough analysis of the character of these ideolo-
gies. In regard to socialism, I have attempted this in my book, Socialism.

It is easy for a German to go astray here, for he thinks always of the
National Liberals and the Social Democrats. But the National Liberals
were not, even from the outset—at least in matters of constitutional
law—a liberal party. They were that wing of the old “liberal” party which
professed to take its stand on “the facts as they really are”; that is, which
accepted as unalterable the defeat that liberalism had sustained in the
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Prussian constitutional conflict from the opponents on the “Right” (Bis-
marck) and on the “Left” (the followers of Lassalle). The Social Demo-
crats were democratic only so long as they were not the ruling party; that
is, so long as they still felt themselves not strong enough to suppress their
opponents by force. The moment they thought themselves the strongest,
they declared themselves—as their writers had always asserted was ad-
visable at this point—for dictatorship. Only when the armed bands of
the Rightist parties had inflicted bloody defeats on them did they again
become democratic “until further notice.” Their party writers express
this by saying: “In the councils of the social democratic parties, the wing
which declared for democracy triumphed over the one which champi-
oned dictatorship.”

Of course, the only party that may properly be described as demo-
cratic is one that under all circumstances—even when it is the stron-
gest and in control—champions democratic institutions.
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I 

 At the end of the eighteenth cen-
tury there prevailed two notions of 
liberty, each of them very different

from what we have in mind today referring 
to liberty and freedom.

the first of these conceptions was purely 
academic and without any application to 
the conduct of political affairs. It was an 
idea derived from the books of the ancient 
authors, the study of which was then the 

this article was originally delivered as a lecture at Princeton 
University, October 1958, at the 9th Meeting of the Mont Pel-
erin Society.
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sum and substance of higher education. In 
the eyes of these Greek and Roman writers, 
freedom was not something that had to be 
granted to all men. It was a privilege of the 
minority, to be withheld from the majority. 
What the Greeks called democracy was, in 
the light of present-day terminology, not 
what Lincoln called government by the peo-
ple, but oligarchy, the sovereignty of full-
right citizens in a community in which the 
masses were meteques or slaves. even this 
rather limited freedom after the fourth cen-
tury before Christ was not dealt with by the 
philosophers, historians, and orators as a 
practical constitutional institution. As they 
saw it, it was a feature of the past irretriev-
ably lost. they bemoaned the passing of 
this golden age, but they did not know any 
method of returning to it.

the second notion of liberty was no less 
oligarchic, although it was not inspired by 
any literary reminiscences. It was the ambi-
tion of the landed aristocracy, and some-
times also of urban patricians, to preserve 



Liberty and Property 13

their privileges against the rising power of 
royal absolutism. In most parts of continen-
tal europe, the princes remained victori-
ous in these conflicts. Only in england and 
in the netherlands did the gentry and the 
urban patricians succeed in defeating the 
dynasties. But what they won was not free-
dom for all, but only freedom for an elite, for 
a minority of the people.

We must not condemn as hypocrites the 
men who in those ages praised liberty, while 
they preserved the legal disabilities of the 
many, even serfdom and slavery. they were 
faced with a problem which they did not 
know how to solve satisfactorily. the tra-
ditional system of production was too nar-
row for a continually rising population. the 
number of people for whom there was, in 
a full sense of the term, no room left by the 
pre-capitalistic methods of agriculture and 
artisanship was increasing. these supernu-
meraries were starving paupers. they were 
a menace to the preservation of the existing 
order of society and, for a long time, nobody 
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could think of another order, a state of affairs, 
that would feed all of these poor wretches. 
there could not be any question of granting 
them full civil rights, still less of giving them 
a share of the conduct of affairs of state. the 
only expedient the rulers knew was to keep 
them quiet by resorting to force.



Liberty and Property 15

II 

 the PRe-CAPItALIStIC system 
of product was restrictive. Its histori-
cal basis was military conquest. the 

victorious kings had given the land to their 
paladins. these aristocrats were lords in 
the literal meaning of the word, as they did 
not depend on the patronage of consum-
ers buying or abstaining from buying on a 
market. On the other hand, they themselves 
were the main customers of the processing 
industries which, under the guild system, 
were organized on a corporative scheme. 
this scheme was opposed to innovation. It 
forbade deviation from the traditional meth-
ods of production. the number of people 
for whom there were jobs even in agricul-
ture or in the arts and crafts was limited. 
Under these conditions, many a man, to use 
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the words of Malthus, had to discover that 
“at nature’s mighty feast there is no vacant 
cover for him” and that “she tells him to be 
gone.”1 But some of these outcasts neverthe-
less managed to survive, begot children, and 
made the number of destitute grow hope-
lessly more and more.

But then came capitalism. It is custom-
ary to see the radical innovations that capi-
talism brought about in the substitution of 
the mechanical factory for the more primi-
tive and less efficient methods of the artisans’ 
shops. this is a rather superficial view. the 
characteristic feature of capitalism that dis-
tinguishes it from pre-capitalist methods of 
production was its new principle of mar-
keting. Capitalism is not simply mass pro-
duction, but mass production to satisfy the 
needs of the masses. the arts and crafts of 
the good old days had catered almost exclu-
sively to the wants of the well-to-do. But 

1 thomas R. Malthus, An Essay on the Principle of Population, 
2nd ed. (London, 1803), p. 531.
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the factories produced cheap goods for the 
many. All the early factories turned out was 
designed to serve the masses, the same strata 
that worked in the factories. they served 
them either by supplying them directly or 
indirectly by exporting and thus provid-
ing for them foreign food and raw materials. 
this principle of marketing was the signa-
ture of early capitalism as it is of present-day 
capitalism. the employees themselves are 
the customers consuming the much greater 
part of all goods produced. they are the sov-
ereign customers who are “always right.” 
their buying or abstention from buying 
determines what has to be produced, in what 
quantity, and of what quality. In buying what 
suits them best they make some enterprises 
profit and expand and make other enter-
prises lose money and shrink. thereby they 
are continually shifting control of the factors 
of production into the hands of those busi-
nessmen who are most successful in filling 
their wants. Under capitalism private prop-
erty of the factors of production is a social 
function. the entrepreneurs, capitalists, and 
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land owners are mandataries, as it were, of 
the consumers, and their mandate is revo-
cable. In order to be rich, it is not sufficient 
to have once saved and accumulated capital. 
It is necessary to invest it again and again in 
those lines in which it best fills the wants of 
the consumers. the market process is a daily 
repeated plebiscite, and it ejects inevitably 
from the ranks of profitable people those 
who do not employ their property according 
to the orders given by the public. But busi-
ness, the target of fanatical hatred on the part 
of all contemporary governments and self-
styled intellectuals, acquires and preserves 
bigness only because it works for the masses. 
the plants that cater to the luxuries of the 
few never attain big size. the shortcoming of 
nineteenth-century historians and politicians 
was that they failed to realize that the workers 
were the main consumers of the products of 
industry. In their view, the wage earner was a 
man toiling for the sole benefit of a parasitic 
leisure class. they labored under the delu-
sion that the factories had impaired the lot 
of the manual workers. If they had paid any 
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attention to statistics they would easily have 
discovered the fallaciousness of their opin-
ion. Infant mortality dropped, the average 
length of life was prolonged, the population 
multiplied, and the average common man 
enjoyed amenities of which even the well-to-
do of earlier ages did not dream.

however this unprecedented enrichment 
of the masses were merely a by-product of 
the Industrial Revolution. Its main achieve-
ment was the transfer of economic supremacy 
from the owners of land to the totality of the 
population. the common man was no lon-
ger a drudge who had to be satisfied with the 
crumbs that fell from the tables of the rich. 
the three pariah castes which were charac-
teristic of the pre-capitalistic ages—the slaves, 
the serfs, and those people whom patristic and 
scholastic authors as well as British legislation 
from the sixteenth to the nineteenth centuries 
referred to as the poor—disappeared. their 
scions became, in this new setting of busi-
ness, not only free workers, but also custom-
ers. this radical change was reflected in the 
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emphasis laid by business on markets. What 
business needs first of all is markets and again 
markets. this was the watch-word of capital-
istic enterprise. Markets, that means patrons, 
buyers, consumers. there is under capitalism 
one way to wealth: to serve the consumers 
better and cheaper than other people do.

Within the shop and factory the owner—
or in the corporations, the representative of 
the shareholders, the president—is the boss. 
But this mastership is merely apparent and 
conditional. It is subject to the supremacy of 
the consumers. the consumer is king, is the 
real boss, and the manufacturer is done for if 
he does not outstrip his competitors in best 
serving consumers.

It was this great economic transformation 
that changed the face of the world. It very 
soon transferred political power from the 
hands of a privileged minority into the hands 
of the people. Adult franchise followed in the 
wake of industrial enfranchisement. the com-
mon man, to whom the market process had 
given the power to choose the entrepreneur 
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and capitalists, acquired the analogous power 
in the field of government. he became a voter.

It has been observed by eminent econo-
mists, I think first by the late Frank A. Fetter, 
that the market is a democracy in which every 
penny gives a right to vote. It would be more 
correct to say that representative government 
by the people is an attempt to arrange con-
stitutional affairs according to the model of 
the market, but this design can never be fully 
achieved. In the political field it is always 
the will of the majority that prevails, and 
the minorities must yield to it. It serves also 
minorities, provided they are not so insignifi-
cant in number as to become negligible. the 
garment industry produces clothes not only 
for normal people, but also for the stout, and 
the publishing trade publishes not only west-
erns and detective stories for the crowd, but 
also books for discriminating readers. there 
is a second important difference. In the polit-
ical sphere, there is no means for an individ-
ual or a small group of individuals to disobey 
the will of the majority. But in the intellectual  
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field private property makes rebellion pos-
sible. the rebel has to pay a price for his 
independence; there are in this universe no 
prizes that can be won without sacrifices. 
But if a man is willing to pay the price, he is 
free to deviate from the ruling orthodoxy or 
neo-orthodoxy. What would conditions have 
been in the socialist commonwealth for her-
etics like Kierkegaard, Schopenauer, Veblen, 
or Freud? For Monet, Courbet, Walt Whit-
man, Rilke, or Kafka? In all ages, pioneers of 
new ways of thinking and acting could work 
only because private property made con-
tempt of the majority’s ways possible. Only a 
few of these separatists were themselves eco-
nomically independent enough to defy the 
government into the opinions of the major-
ity. But they found in the climate of the free 
economy among the public people prepared 
to aid and support them. What would Marx 
have done without his patron, the manufac-
turer Friedrich engels?
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III 

 WhAt VItIAteS entirely the social-
ists’ economic critique of capitalism 
is their failure to grasp the sover-

eignty of the consumers in the market econ-
omy. they see only hierarchical organization 
of the various enterprises and plans, and are 
at a loss to realize that the profit system forces 
business to serve the consumers. In their 
dealings with their employers, the unions 
proceed as if only malice and greed were to 
prevent what they call management from pay-
ing higher wage rates. their shortsighted-
ness does not see anything beyond the doors 
of the factory. they and their henchmen talk 
about the concentration of economic power, 
and do not realize that economic power is 
ultimately vested in the hands of the buying 
public of which the employees themselves 

23
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form the immense majority. their inability 
to comprehend things as they are is reflected 
in such inappropriate metaphors as indus-
trial kingdom and dukedoms. they are too 
dull to see the difference between a sovereign 
king or duke who could be dispossessed only 
by a more powerful conqueror and a “choco-
late king” who forfeits his “kingdom” as soon 
as the customers prefer to patronize another 
supplier. this distortion is at the bottom of all 
socialist plans. If any of the socialist chiefs had 
tried to earn his living by selling hot dogs, he 
would have learned something about the sov-
ereignty of the customers. But they were pro-
fessional revolutionaries and their only job 
was to kindle civil war. Lenin’s ideal was to 
build a nation’s production effort according 
to the model of the post office, an outfit that 
does not depend on the consumers, because 
its deficits are covered by compulsory collec-
tion of taxes. “the whole of society,” he said, 
was to “become one office and one factory.”2 

2  V.I. Lenin, State and Revolution (new York: International 
Publishers, s.d.) p. 84.
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he did not see that the very character of the 
office and the factory is entirely changed 
when it is alone in the world and no longer 
grants to people the opportunity to choose 
among the products and services of various 
enterprises. Because his blindness made it 
impossible for him to see the role the market 
and the consumers play under capitalism, he 
could not see the difference between freedom 
and slavery. Because in his eyes the workers 
were only workers and not also customers, he 
believed they were already slaves under capi-
talism, and that one did not change their sta-
tus when nationalizing all plants and shops. 
Socialism substitutes the sovereignty of a dic-
tator, or committee of dictators, for the sover-
eignty of the consumers. Along with the eco-
nomic sovereignty of the citizens disappears 
also their political sovereignty. to the unique 
production plan that annuls any planning on 
the part of the consumers corresponds in the 
constitutional sphere the one party principle 
that deprives the citizens of any opportunity 
to plan the course of public affairs. Freedom 
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is indivisible. he who has not the faculty to 
choose among various brands of canned 
food or soap, is also deprived of the power to 
choose between various political parties and 
programs and to elect the officeholders. he 
is no longer a man; he becomes a pawn in the 
hands of the supreme social engineer. even 
his freedom to rear progeny will be taken 
away by eugenics. Of course, the socialist 
leaders occasionally assure us that dictato-
rial tyranny is to last only for the period of 
transition from capitalism and representa-
tive government to the socialist millennium 
in which everybody’s wants and wishes will 
be fully satisfied.3 Once the socialist regime 
is “sufficiently secure to risk criticism,” Miss 
Joan Robinson, the eminent representative 
of the British neo-Cambridge school, is kind 
enough to promise us, “even independent 
philharmonic societies” will be allowed to 

3 Karl Marx, Sur Kritik des Sozialdemoskratischen Programms 
von Gotha, ed. Kreibich (Reichenberg, 1920), p. 23.
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exist.4 thus the liquidation of all dissenters is 
the condition that will bring us what the com-
munists call freedom. From this point of view 
we may also understand what another dis-
tinguished englishman, Mr. J.G. Crowther, 
had in mind when he praised inquisition as 
“beneficial to science when it protects a ris-
ing class.”5 the meaning of all this is clear. 
When all people meekly bow to a dictator, 
there will no longer be any dissenters left for 
liquidation. Caligula, torquemada, Robespi-
erre would have agreed with this solution.

the socialists have engineered a seman-
tic revolution in converting the meaning of 
terms into their opposite. In the vocabulary 
of their “newspeak,” as George Orwell called 
it, there is a term “the one-party principle.” 
now etymologically party is derived from the 
noun part. the brotherless part is no longer 

4 Joan Robinson, Private Enterprise and Public Control (pub-
lished for the Association for education in Citzenship by the 
english Universities Press, Ltd., s.d.), pp. 13–14.

5 J.G. Crowther, Social Relations of Science (London, 1941),  
p. 333.
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different from its antonym, the whole; it is 
identical with it. A brotherless party is not a 
party, and the one party principle is in fact a 
no-party principle. It is a suppression of any 
kind of opposition. Freedom implies the 
right to choose between assent and dissent. 
But in newspeak it means the duty to assent 
unconditionally and strict interdiction of dis-
sent. this reversal of the traditional connota-
tion of all words of the political terminology is 
not merely a peculiarity of the language of the 
Russian Communists and their Fascist and 
nazi disciples. the social order that in abol-
ishing private property deprives the consum-
ers of their autonomy and independence, and 
thereby subjects every man to the arbitrary 
discretion of the central planning board, could 
not win the support of the masses if they were 
not to camouflage its main character. the 
socialists would have never duped the voters if 
they had openly told them that their ultimate 
end is to cast them into bondage. For exoteric 
use they were forced to pay lip-service to the 
traditional appreciation of liberty.
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IV

 It WAS dIFFeRent in the esoteric dis-
cussions among the inner circles of the 
great conspiracy. there the initiated did

not dissemble their intentions concerning 
liberty. Liberty was, in their opinion, cer-
tainly a good feature in the past in the frame 
of bourgeois society because it provided 
them with the opportunity to embark on 
their schemes. But once socialism has tri-
umphed, there is no longer any need for free 
thought and autonomous action on the part 
of individuals. Any further change can only 
be a deviation from the perfect state that 
mankind has attained in reaching the bliss of 
socialism. Under such conditions, it would 
be simply lunacy to tolerate dissent.

Liberty, says the Bolshevist, is a bour-
geois prejudice. the common man does 

2�
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not have any ideas of his own, he does not 
write books, does not hatch heresies, and 
does not invent new methods of produc-
tion. he just wants to enjoy life. he has no 
use for the class interests of the intellectuals 
who make a living as professional dissenters 
and innovators.

this is certainly the most arrogant dis-
dain of the plain citizen ever devised. there 
is no need to argue this point. For the ques-
tion is not whether or not the common 
man can himself take advantage of the lib-
erty to think, to speak, and to write books. 
the question is whether or not the sluggish 
routinist profits from the freedom granted 
to those who eclipse him in intelligence 
and will power. the common man may 
look with indifference and even contempt 
upon the dealings of better people. But he 
is delighted to enjoy all the benefits which 
the endeavors of the innovators put at his 
disposal. he has no comprehension of what 
in his eyes is merely inane hair-splitting. But 
as soon as these thoughts and theories are 
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utilized by enterprising businessmen for sat-
isfying some of his latent wishes, he hurries 
to acquire the new products. the common 
man is without doubt the main beneficiary 
of all the accomplishments of modern sci-
ence and technology.

It is true, a man of average intellectual 
abilities has no chance to rise to the rank 
of a captain of industry. But the sovereignty 
that the market assigns to him in economic 
affairs stimulates technologists and promot-
ers to convert to his use all the achievements 
of scientific research. Only people whose 
intellectual horizon does not extend beyond 
the internal organization of the factory and 
who do not realize what makes the business-
men run, fail to notice this fact.

the admirers of the Soviet system tell 
us again and again that freedom is not the 
supreme good. It is “not worth having,” if 
it implies poverty. to sacrifice it in order to 
attain wealth for the masses, is in their eyes 
fully justified. But for a few unruly indi-
vidualists who cannot adjust themselves 
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to the ways of regular fellows, all people in 
Russia are perfectly happy. We may leave it 
undecided whether this happiness was also 
shared by the millions of Ukrainian peasants 
who died from starvation, by the inmates of 
the forced labor camps, and by the Marx-
ian leaders who were purged. But we cannot 
pass over the fact that the standard of living 
was incomparably higher in the free coun-
tries of the West than in the communist east. 
In giving away liberty as the price to be paid 
for the acquisition of prosperity, the Rus-
sians made a poor bargain. they now have 
neither the one nor the other.
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V 

 ROMAntIC philosophy labored 
under the illusion that in the early 
ages of history the individual was free

and that the course of historical evolu-
tion deprived him of his primordial liberty. 
As Jean Jacques Rousseau saw it, nature 
accorded men freedom and society enslaved 
him. In fact, primeval man was at the mercy 
of every fellow who was stronger and there-
fore could snatch away from him the scarce 
means of subsistence. there is in nature 
nothing to which the name of liberty could 
be given. the concept of freedom always 
refers to social relations between men. true, 
society cannot realize the illusory concept 
of the individual’s absolute independence. 
Within society everyone depends on what 
other people are prepared to contribute to 

33
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his well-being in return for his own contri-
bution to their well-being. Society is essen-
tially the mutual exchange of services. As 
far as individuals have the opportunity to 
choose, they are free; if they are forced by 
violence or threat of violence to surrender 
to the terms of an exchange, no matter how 
they feel about it, they lack freedom. this 
slave is unfree precisely because the master 
assigns him his tasks and determines what 
he has to receive if he fulfills it.

As regards the social apparatus of repres-
sion and coercion, the government, there 
cannot be any question of freedom. Govern-
ment is essentially the negation of liberty. It 
is the recourse to violence or threat of vio-
lence in order to make all people obey the 
orders of the government, whether they like 
it or not. As far as the government’s juris-
diction extends, there is coercion, not free-
dom. Government is a necessary institu-
tion, the means to make the social system of 
cooperation work smoothly without being 
disturbed by violent acts on the part of 
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gangsters whether of domestic or of foreign 
origin. Government is not, as some people 
like to say, a necessary evil; it is not an evil, 
but a means, the only means available to 
make peaceful human coexistence possible. 
But it is the opposite of liberty. It is beating, 
imprisoning, hanging. Whatever a govern-
ment does it is ultimately supported by the 
actions of armed constables. If the govern-
ment operates a school or a hospital, the 
funds required are collected by taxes, i.e., by 
payments exacted from the citizens.

If we take into account the fact that, as 
human nature is, there can neither be civili-
zation nor peace without the functioning of 
the government apparatus of violent action, 
we may call government the most benefi-
cial human institution. But the fact remains 
that government is repression not freedom. 
Freedom is to be found only in the sphere in 
which government does not interfere. Lib-
erty is always freedom from the government. 
It is the restriction of the government’s inter-
ference. It prevails only in the fields in which 
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the citizens have the opportunity to choose 
the way in which they want to proceed. Civil 
rights are the statutes that precisely circum-
scribe the sphere in which the men con-
ducting the affairs of state are permitted to 
restrict the individuals’ freedom to act.

the ultimate end that men aim at by 
establishing government is to make possible 
the operation of a definite system of social 
cooperation under the principle of the divi-
sion of labor. If the social system which peo-
ple want to have is socialism (communism, 
planning) there is no sphere of freedom left. 
All citizens are in every regard subject to 
orders of the government. the state is a total 
state; the regime is totalitarian. the gov-
ernment alone plans and forces everybody 
to behave according with this unique plan. 
In the market economy the individuals are 
free to choose the way in which they want to 
integrate themselves into the frame of social 
cooperation. As far as the sphere of mar-
ket exchange extends, there is spontaneous 
action on the part of individuals. Under this 
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system that is called laissez-faire, and which 
Ferdinand Lassalle dubbed as the night-
watchman state, there is freedom because 
there is a field in which individuals are free 
to plan for themselves.

the socialists must admit there cannot 
be any freedom under a socialist system. But 
they try to obliterate the difference between 
the servile state and economic freedom by 
denying that there is any freedom in the 
mutual exchange of commodities and ser-
vices on the market. every market exchange 
is, in the words of a school of pro-social-
ist lawyers, “a coercion over other people’s 
liberty.” there is, in their eyes, no difference 
worth mentioning between a man’s pay-
ing a tax or a fine imposed by a magistrate, 
or his buying a newspaper or admission to 
a movie. In each of these cases the man is 
subject to governing power. he’s not free, 
for, as professor hale says, a man’s freedom 
means “the absence of any obstacle to his  
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use of material goods.”� this means: I am 
not free, because a woman who has knitted 
a sweater, perhaps as a birthday present for 
her husband, puts an obstacle to my using 
it. I myself am restricting all other people’s 
freedom because I object to their using my 
toothbrush. In doing this I am, according to 
this doctrine, exercising private governing 
power, which is analogous to public govern-
ment power, the powers that the government 
exercises in imprisoning a man in Sing Sing.

those expounding this amazing doc-
trine consistently conclude that liberty is 
nowhere to be found. they assert that what 
they call economic pressures do not essen-
tially differ from the pressures the mas-
ters practice with regard to their slaves. 
they reject what they call private govern-
mental power, but they don’t object to the 
restriction of liberty by public government 
power. they want to concentrate all what 

�  Robert L. hale, Freedom Through Law, Public Control of Pri-
vate Governing Power (new York: Columbia University, 1952), 
pp. 4 ff.
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they call restrictions of liberty in the hands 
of the government. they attack the institu-
tion of private property and the laws that, as 
they say, stand “ready to enforce property 
rights—that is, to deny liberty to anyone to 
act in a way which violates them.”�

A generation ago all housewives prepared 
soup by proceeding in accordance with the 
recipes that they had got from their moth-
ers or from a cookbook. today many house-
wives prefer to buy a canned soup, to warm 
it and to serve it to their family. But, say our 
learned doctors, the canning corporation is 
in a position to restrict the housewife’s free-
dom because, in asking a price for the tin 
can, it puts an obstacle to her use of it. Peo-
ple who did not enjoy the privilege of being 
tutored by these eminent teachers, would 
say that the canned product was turned out 
by the cannery, and that the corporation in 
producing it removed the greatest obstacle 
to a consumer’s getting and using a can, 

� Ibid., p. 5.
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viz., its nonexistence. the mere essence of a 
product cannot gratify anybody without its 
existence. But they are wrong, say the doc-
tors. the corporation dominates the house-
wife, it destroys by its excessive concentrated 
power over her individual freedom, and it is 
the duty of the government to prevent such 
a gross offense. Corporations, say, under the 
auspices of the Ford Foundation, another 
of this group, Professor Berle, must be sub-
jected to the control of the government.8

Why does our housewife buy the canned 
product rather than cling to the methods of 
her mother and grandmother? no doubt 
because she thinks this way of acting is more 
advantageous for her than the traditional 
custom. nobody forced her. there were 
people—they are called jobbers, promoters, 
capitalists, speculators, stock exchange gam-
blers—who had the idea of satisfying a latent 
wish of millions of housewives by investing 

8 A.A. Berle, Jr., Economic Power and the Free Society, a Pre-
liminary Discussion of the Corporation (new York: the Fund 
for the Republic, 1954).
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in the cannery industry. And there are other 
equally selfish capitalists who, in many hun-
dreds of other corporations, provide con-
sumers with many hundreds of other things. 
the better a corporation serves the pub-
lic, the more customers it gets, the bigger 
it grows. Go into the home of the average 
American family and you will see for whom 
the wheels of the machines are turning.

In a free country nobody is prevented 
from acquiring riches by serving the con-
sumers better than they are served already. 
What he needs is only brains and hard work. 
“Modern civilization, nearly all civilization,” 
said edwin Cannan, the last in a long line 
of eminent British economists, “is based on 
the principle of making things pleasant for 
those who please the market, and unpleas-
ant for those who fail to do so.”9 All this talk 
about the concentration of economic power 
is vain. the bigger a corporation is, the more 

9 edwin Cannan, An Economist’s Protest (London, 1928), pp. 
VI ff.
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people it serves, the more does it depend 
on pleasing the consumers, the many, the 
masses. economic power, in the market 
economy, is in the hands of the consumers.

Capitalistic business is not perseverance 
in the once attained state of production. It is 
rather ceaseless innovation, daily repeated 
attempts to improve the provision of the 
consumers by new, better and cheaper 
products. Any actual state of production 
activities is merely transitory. there pre-
vails incessantly the tendency to supplant 
what is already achieved by something that 
serves the consumers better. there is con-
sequently under capitalism a continuous 
circulation of elites. What characterizes the 
men whom one calls the captains of indus-
try is the ability to contribute new ideas and 
to put them to work. however big a cor-
poration must be, it is doomed as soon as 
it does not succeed in adjusting itself daily 
anew to the best possible methods of serv-
ing the consumers. But the politicians and 
other would-be reformers see only the 
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structure of industry as its exists today. 
they think that they are cleaver enough to 
snatch from business control of the plants 
as they are today, and to manage them by 
sticking to already established routines. 
While the ambitious newcomer, who will be 
the tycoon of tomorrow, is already prepar-
ing plans for things unheard of before, all 
they have in mind is to conduct affairs along 
tracks already beaten. there is no record of 
an industrial innovation contrived and put 
into practice by bureaucrats. If one does not 
want to plunge into stagnation, a free hand 
must be left to those today unknown men 
who have the ingenuity to lead mankind 
forward on the way to more and more sat-
isfactory conditions. this is the main prob-
lem of a nation’s economic organization.

Private property of the material factors of 
production is not a restriction of the freedom 
of all other people to choose what suits them 
best. It is, on the contrary, the means that 
assigns to the common man, in his capac-
ity as a buyer, supremacy in all economic 
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affairs. It is the means to stimulate a nation’s 
most enterprising men to exert themselves 
to the best of their abilities in the service of 
all of the people.
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VI

 HOWeVeR, one does not exhaustively 
describe the sweeping changes that 
capitalism brought about in the con-

ditions of the common man if one merely 
deals with the supremacy he enjoys on the 
market as a consumer and in the affairs of 
state as a voter and with the unprecedented 
improvement of his standard of living. no 
less important is the fact that capitalism has 
made it possible for him to save, to accumu-
late capital and to invest it. the gulf that in 
the pre-capitalistic status and caste society 
separated the owners of property from the 
penniless poor has been narrowed down. In 
older ages the journeyman had such a low 
pay that he could hardly lay by something 
and, if he nevertheless did so, he could only 
keep his savings by hoarding and hiding a 
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few coins. Under capitalism his compe-
tence makes saving possible, and there are 
institutions that enable him to invest his 
funds in business. A not inconsiderable 
amount of the capital employed in Ameri-
can industries is the counterpart of the sav-
ings of employees. In acquiring savings 
deposits, insurance policies, bonds and also 
common stock, wage earners and salaried 
people are themselves earning interest and 
dividends and thereby, in the terminology 
of Marxism, are exploiters. the common 
man is directly interested in the flowering 
of business not only as a consumer and as 
an employee, but also as an investor. there 
prevails a tendency to efface to some extent 
the once sharp difference between those 
who own factors of production and those 
who do not. But, of course, this trend can 
only develop where the market economy is 
not sabotaged by allegedly social policies. 
the welfare state with its methods of easy 
money, credit expansion and undisguised 
inflation continually takes bites out of all 
claims payable in units of the nation’s legal 
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tender. the self-styled champions of the 
common man are still guided by the obso-
lete idea that a policy that favors the debtors 
at the expense of the creditors is very ben-
eficial to the majority of the people. their 
inability to comprehend the essential char-
acteristics of the market economy manifests 
itself also in their failure to see the obvious 
fact that those whom they feign to aid are 
creditors in their capacity as savers, policy 
holders, and owners of bonds.
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VII 

 the dIStInCtIVe principle of 
Western social philosophy is individu-
alism. It aims at the creation of a sphere 

in which the individual is free to think, to 
choose, and to act without being restrained 
by the interference of the social apparatus of 
coercion and oppression, the State. All the 
spiritual and material achievements of West-
ern civilization were the result of the opera-
tion of this idea of liberty.

this doctrine and the policies of individ-
ualism and of capitalism, its application to 
economic matters, do not need any apolo-
gists or propagandists. the achievements 
speak for themselves.

the case for capitalism and private prop-
erty rests, apart from other considerations, 

4�
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also upon the incomparable efficiency of 
its productive effort. It is this efficiency that 
makes it possible for capitalistic business 
to support a rapidly increasing population 
at a continually improving standard of liv-
ing. the resulting progressive prosperity of 
the masses creates a social environment in 
which the exceptionally gifted individuals 
are free to give to their fellow-citizens all they 
are able to give. the social system of private 
property and limited government is the only 
system that tends to debarbarize all those 
who have the innate capacity to acquire per-
sonal culture.

It is a gratuitous pastime to belittle the 
material achievements of capitalism by 
observing that there are things that are more 
essential for mankind than bigger and speed-
ier motorcars, and homes equipped with 
central heating, air conditioning, refrigera-
tors, washing machines, and television sets. 
there certainly are such higher and nobler 
pursuits. But they are higher and nobler 
precisely because they cannot be aspired 
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to by any external effort, but require the 
individual’s personal determination and 
exertion. those levelling this reproach 
against capitalism display a rather crude and 
materialistic view in assuming that moral 
and spiritual culture could be built either 
by the government or by the organization of 
production activities. All that these external 
factors can achieve in this regard is to bring 
about an environment and a competence 
which offers the individuals the opportu-
nity to work at their own personal perfection 
and edification. It is not the fault of capital-
ism that the masses prefer a boxing match to 
a performance of Sophocles’ Antigone, jazz 
music to Beethoven symphonies, and comics 
to poetry. But it is certain that while pre-capi-
talistic conditions as they still prevail in the 
much greater part of the world makes these 
good things accessible only to a small minor-
ity of people, capitalism gives to the many a 
favorable chance of striving after them.

From whatever angle one may look at capi-
talism there is no reason to lament the passing 
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of the allegedly good old days. Still less is it 
justified to long for the totalitarian utopias, 
whether of the nazi or of the Soviet type.

We are inaugurating tonight the ninth 
meeting of the Mont Pelerin Society. It is 
fitting to remember on this occasion that 
meetings of this kind in which opinions 
opposed to those of the majority of our con-
temporaries and to those of their govern-
ments are advanced and are possible only 
in the climate of liberty and freedom that is 
the most precious mark of Western civiliza-
tion. Let us hope that this right to dissent 
will never disappear.
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INTRODUCTION 

by Richard M. Ebeling 

AUSTRIAN ECONOMIST LUDWIG VON MISES delivered these nine lectures, 
which we have titled Marxism Unmasked, from June 23 to July 3, 1952, 
in San Francisco at a seminar sponsored by The Freeman. A history 
teacher who received a scholarship to attend the program later wrote to 
the magazine to say: 

The lectures themselves I found provocative, stimulating 
and highly rewarding. As a classic exposition of the virtues of 
individualism and the evils of socialism, buttressed with an 
impressive array of scholarship, they were unmatched. . . . I am  
not trying to say that I became converted completely to the set of 
ideas that Dr. Mises and the Freeman represent. But I do say that 
any student or teacher of the social sciences who fails to think 
deeply on these ideas is negligent and ill-informed, if not worse. 
This feeling the seminar did leave me with. Certainly I personally 
appreciate some of these ideas far more than I did a month ago.1 

It is worth recalling the state of the world in 1952 when Ludwig von 
Mises gave these lectures. Everywhere around the globe Soviet socialism 
seemed to be on the march.World War II had left all of Eastern Europe in 
the grip of the Soviet Union. In 1949, mainland China had fallen under 
the control of Mao Zedong’s communist armies. In June of 1950 the 
Korean War had broken out, and in 1952 American armies under the UN 
flag were in a bloody stalemate along the 38th parallel against the forces of 
North Korea and Communist China. The French were immersed in a 

1 Letter from Robert Miller, “From a History Teacher,” The Freeman (August 11, 1952), 
pp. 752, 782. 
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seemingly endless colonial conflict in Indochina against Ho Chi Minh’s 
communist guerrilla army. 

In the West, large numbers of intellectuals were persuaded that 
“history” was inescapably on the side of socialism, under the leadership 
Comrade Stalin in the Kremlin. Communist parties in France and Italy had 
large memberships, and followed every ideological twist and turn made by 
Moscow. Even many of those who rejected the brutality of Soviet-style 
socialism still believed that economic planning was inevitable. A promi-
nent political scientist at the University of Chicago even declared in 
1950 that “Planning is coming. Of this there can be no doubt. The only 
question is whether it will be the democratic planning of a free society, or 
totalitarian in character.”2 

In both Europe and the United States it was presumed that 
capitalism, when left unregulated, could only lead to exploitation, misery, 
and social injustice. Governments on both sides of the Atlantic were 
introducing ever more stringent interventionist and welfare statist policies 
meant to ameliorate the supposed cruelty of the market economy. 
And because of the “emergency” of the Korean War, the U.S. government 
had further burdened the American people with a comprehensive 
system of wage and price controls that hampered almost every aspect of 
economic activity.3 

The primary source and impetus for the global bias toward socialism 
were the writings of Karl Marx (1818–1883). He claimed to have discov-
ered the invariant “laws” of human historical development that would lead 
to the demise of capitalism and the triumph of socialism, followed by a 
final transition to a blissful, post-scarcity communist world. During the 
intermediary socialist stage leading to communism, Marx declared, there 
would be a “revolutionary dictatorship of the proletariat.” It would prevent 
remnants of the old capitalist ruling class from trying to return to power 

2 Charles E. Marriam,“The Place of Planning,” in Seymour E. Harris, ed., Saving American 
Capitalism (New York:Alfred A. Knopf, 1950), p. 161. 

3 On the importance of a free-market pricing system even during a time of war 
emergency, see Ludwig von Mises, Human Action: A Treatise on Economics 
(New York: Foundation for Economic Education, 4th revised ed., 1996), pp. 825–28; also, 
F. A. Hayek, “Prices versus Rationing” and “The Economy of Capital” [1939] in Bruce 
Caldwell, ed., The Collected Works of F. A. Hayek, Vol. X: Socialism and War (Chicago: 
University of Chicago Press, 1997), pp. 151–60. 
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and would “reeducate” the workers into a “higher consciousness” free from 
the residues of the prior bourgeois mentality.4 

What makes this entire process inescapable and irreversible, Marx 
insisted, is that the physical means of production follow technological 
transformations in a series of historical stages that are beyond man’s 
control. Each of these stages of transformation requires a particular set 
of human institutional relationships for the full blossoming of that 
technology’s potential.What men, in their limited and subjective views of 
the world, take to be the invariant foundations of human life—morality, 
family, property, religious faith, customs and traditions, and so on—are 
merely the temporary elements of a societal “superstructure” serving the 
ends of the objective material forces of production during each of these 
historical epochs.Therefore, even man’s “consciousness” about himself and 
the world around him is a product of his particular place and role in this 
process of historical evolution.5 

Every man’s “class” position in society, according to Marx, is 
determined by his relationship to the ownership of the means of 
production.Those who own the means of production in capitalist society 
must, by historical necessity, “exploit” the others who offer their labor 
services to them for hire. The capitalist class lives off the labor of the 
working class by expropriating as “profit” a part of what the laborers 
in their employ have produced. Hence, these two social classes are in 
irreconcilable conflict with each other for the material rewards of human 
labor. This conflict reaches its climax with the violent overthrow of the 
exploiters by the proletariat, who experience an increasing economic 
misery during the final death throes of the capitalist system.6 

In the new socialist order that replaces capitalism, the means of 
production will be nationalized and centrally planned for the economic 
betterment of the vast majority of humanity, and no longer will be used 
only for the profit-oriented benefit of the capitalist property owners. 
Economic planning will generate material prosperity far exceeding 
anything experienced under capitalism; technological advances and rising 

4 See Karl Marx, “Critique of the Gotha Program” [1875], in Robert C. Tucker, ed., 
The Marx-Engels Reader (New York:W.W. Norton, 1972), pp. 382–98. 

5 Karl Marx, “A Contribution to the Critique of Political Economy” [1859], in ibid., 
pp. 4–5. 

6 Karl Marx and Frederick Engels, “Manifesto of the Communist Party” [1848] in ibid., 
pp. 331–62. 
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production will not only eliminate poverty but also push society to a level 
of material abundance at which all physical wants and worries will be a 
thing of the past.This final stage of communism will create a paradise on 
earth for all mankind.7 

Ludwig von Mises as Critic of Socialism 
There were many critics of socialism and Marxism in the nineteenth 

and early twentieth centuries. One of the most outstanding was the French 
economist Paul Leroy-Beaulieu, who in 1885 penned an extremely 
insightful and devastating analysis of collectivism, addressing its dangers to 
both personal liberty and economic prosperity.8 In 1896 one of Ludwig 
von Mises’s own professors at the University of Vienna, the internationally 
renowned Austrian economist Eugen von Böhm-Bawerk, published 
the most damaging critique of Marx’s labor theory of value and the 
accompanying idea of exploitation of labor under capitalism.9 There were 
even highly effective anti-utopian novels that depicted the disastrous effects 
to be expected if a socialist regime were to come to power and impose 
central planning on society.10 

But none of these writers was as penetrating in demonstrating the 
inherent unworkability of a system of socialist central planning as Ludwig 
von Mises. During  World War I and its immediate aftermath there was an 
enthusiastic confidence that the age of government planning had finally 
arrived. The wartime price and wage controls and production planning 
boards imposed in virtually all the belligerent nations were considered by 
many the precursors of continued peacetime planning. Following the 

7 On the appeal of paternalism, planning, and paradise on earth over the centuries, 
see Alexander Gray, The Socialist Tradition: Moses to Lenin [1946] (New York: Harper & 
Row, 1968); and Igor Shafarevich, The Socialist Phenomenon [1975] (New York: Harper 
& Row, 1980). 

8 Paul Leroy-Beaulieu, Collectivism [1885] (London: John Murray, 1908); on Leroy-
Beaulieu and other early critics of socialist economic planning, see Richard M. Ebeling, 
Austrian Economics and the Political Economy of Freedom (Northampton, Mass.: Edward 
Elgar, 2003), Chapter 4: “Economic Calculation Under Socialism: Ludwig von Mises 
and His Predecessors,” pp. 101–35. 

9 Eugen von Böhm-Bawerk,“Karl Marx and the Close of His System” [1896] in Shorter 
Classics of Eugen von Böhm-Bawerk (South Holland, Ill.: Libertarian Press, 1962), pp. 
201–302; see also H.W. B. Joseph, The Labor Theory of Value in Karl Marx (London: 
Oxford University Press, 1923). 

10 Eugene Richter, Pictures of the Socialistic Future [1893] (London: Swan Sonnenschein, 
1907). 
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Bolshevik Revolution in Russia in 1917, Lenin’s Marxist regime imposed 
“war communism” in 1918, heralding it not only as an emergency device 
to fight the anti-communist White armies during the three-year civil war 
in Russia, but also as the great leap into the fully planned society. And 
following the end of the war in November 1918, new Social Democratic 
Party governments in Germany and Austria declared that the time for 
“socialization” and economic planning had finally arrived.11 

In 1919, at a meeting of the Austrian Economic Society, Mises 
delivered a paper on “Economic Calculation in the Socialist Com-
monwealth,” which was published in a leading German-language journal 
in 1920.12 He incorporated this article as the centerpiece in a comprehen-
sive treatise on collectivism that he published two years later in 1922, titled 
Socialism:An Economic and Sociological Analysis in its English translation.13 

Mises observed that most of the earlier critics of socialism had rightly 
pointed out that a system of comprehensive government planning of 
economic affairs would create the worst tyranny ever experienced in 
human history. With all production, employment, and distribution of 
output completely under the monopoly control of the State, the fate and 
fortune of every individual would be at the mercy of the political 
authority. In addition, these earlier opponents of socialism had cogently 
argued that with the end of private property and freedom of enterprise, 
individuals would lose much of the self-interested motivation for industry, 
innovation, and work effort that exists in a market economy. 

But, Mises said, what had not been thoroughly examined and 
challenged was whether a socialist economic system was even workable in 
practice. In other words, would the socialist central planners be able to 
rationally and efficiently manage the everyday affairs of economic life? 

11 On the failure of these first attempts at nationalization and planning in Russia, 
Germany, and Austria, see Arthur Shadwell, The Breakdown of Socialism (London: Ernest 
Benn, 1926), pp. 23–131. 

12 Ludwig von Mises,“Economic Calculation in the Socialist Commonwealth” [1920] in 
F. A. Hayek, ed., Collectivist Economic Planning: Critical Studies on the Problem of Socialism 
(London: George Routledge, 1935), pp. 87–130; reprinted in Israel M. Kirzner, 
ed.,Classics in Austrian Economics:A Sampling in the History of a Tradition,Vol. III (London: 
William Pickering, 1994), pp. 3–30. 

13 Ludwig von Mises, Socialism:An Economic and Sociological Analysis (Indianapolis: Liberty 
Classics [1922; English trans., 1936, revised ed., 1953], 1981); Mises later restated and 
refined his critique of socialist central planning in Human Action:A Treatise on Economics 
(Irvington-on-Hudson, N.Y.: Foundation for Economic Education [1949; revised eds., 
1963,1966] 1996), pp. 200–31, 689–715. 
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His answer was no. In the market economy production is guided by 
the expected consumer demand of the buying public. Businessmen and 
entrepreneurs, in the quest to earn profits and avoid losses, must direct 
the resources at their disposal in a way that minimizes their costs of 
production relative to the expected revenues from supplying goods and 
services that consumers want to purchase. 

Money prices for both finished consumer goods and the means 
of production facilitate the process. The prices for consumer goods 
tell entrepreneurs what consumers want. The prices for the means of 
production—land, labor, and capital—tell them the costs of producing 
those goods with different types of resources and raw materials in different 
combinations.The entrepreneur’s task is to select that resource “mix” that 
minimizes the expense of bringing goods to market in the quantities and 
qualities demanded by consumers. 

The price attached to any one of those resources (whether it be land, 
labor, or capital) reflects its value in alternative uses, as represented by the 
competing bids to purchase or hire it by rival entrepreneurs who also seek 
to employ it for some production purpose in the market. Unless the 
expected price for the finished good is able to cover the costs necessary to 
employ a variety of resources to produce it, it is uneconomical— 
wasteful—to devote those resources for its manufacture. As Mises later 
explained in his book on Bureaucracy, “To the entrepreneur of capitalist 
society a factor of production through its price sends out a warning: Don’t 
touch me, I am earmarked for the satisfaction of another, more urgent 
need” of the consuming public.14 

This means that the price system of a competitive free market tends to 
assure that the scarce resources of society are allocated and used in a way 
that best reflects the wants and desires of all of us in our roles as consumers. 
Since one of the inescapable elements of the world in which we live is 
constant change, every shift in consumer demand and every modification 
in the availability and uses of those scarce resources are reflected in changes 
in the market structure of relative prices. Such changes in the structure of 
market prices provide new information to both producers and consumers 
that they may have to adjust their buying, selling, and production decisions, 
given the new circumstances. 

Mises’s challenge to the socialists was to argue that this “rationality” of 
the market, which constantly coordinated selling prices with cost-prices, 

14 Ludwig von Mises, Bureaucracy (New Haven: Yale University Press, 1944), p. 29. 
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and supply with demand, would be totally absent under a system of 
central planning. Prices emerge out of the buying and selling of the market 
participants. But buying and selling are only possible with the institution 
of private property, under which goods and resources are owned, used, and 
transferred through voluntary exchange at the discretion of the owners. 

Furthermore, under capitalism the complex network of market 
transactions is made possible through the use of a commonly accepted 
medium of exchange—money. With all goods and resources bought 
and sold in the market through a medium of exchange, their 
respective exchange values are all expressed in terms of the same common 
denominator: their money prices. This common denominator of money 
prices enables the process of “economic calculation,” i.e., the comparing of 
relative costs with selling prices. 

The primary goal of practically all socialists in the nineteenth century 
and most of the twentieth century was the abolition of private property, 
market competition, and money prices. In their place, the State would 
nationalize the means of production, and as the “trustee” of the interests 
of the “working class” would centrally plan all of society’s economic 
activities. The central planning agency would determine what got 
produced, how and where it was produced, and then distribute the 
resulting output to the members of the new “workers’ paradise.” 

Mises showed that the end of private property would mean the end 
to economic rationality. Without private ownership of the means of 
production—and no competitive market upon which rival entrepreneurs 
could bid for those resources based on their profit-motivated estimates of 
their respective values in producing goods desired by the consuming 
public—there would be no way to know real and actual opportunity costs 
among the potential alternative uses for which they might be applied. 
How, therefore, would the central planners know whether or not they 
were misusing and wasting the resources of society in their production 
decisions? As Mises summarized the dilemma,“It is not an advantage to be 
ignorant of whether or not what one is doing is a suitable means of 
attaining the ends sought. A socialist management would be like a man 
forced to spend his life blindfolded.”15 

Even if a socialist system were not controlled by brutal dictators but 
instead by human “angels” who only wanted to do “good” for humanity, 

15 Ibid., p. 30. 
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and even if the incentives for work and industry were not reduced or 
eliminated through the abolition of private property, Mises was able to 
demonstrate that the very institutional structure of a socialist regime made 
it impossible for it to produce a material “heaven on earth” for mankind 
superior to the productive and innovative efficiency of a functioning 
free-market economy.16 It is what enabled Mises to declare in the early 
1930s, when the appeal of socialist planning around the world was reaching 
its zenith, that,“From the standpoint of both politics and history, this proof 
is certainly the most important discovery made by economic theory. . . . It  
alone will enable future historians to understand how it came about that 
the victory of the socialist movement did not lead to the creation of the 
socialist order of society.”17 

Mises’s San Francisco Lectures 
Mises believed that any comprehensive critique of socialism had to 

deal with more than merely its unworkability as an economic system, 
however central this was to the case against socialism. It was also necessary 
to challenge and refute the philosophical and political underpinnings of 
the socialist and Marxian conceptions of man and society. His 1922 book 
on Socialism attempted to do this in great detail. And he returned to this 
theme a few years after he delivered these lectures in San Francisco in his 
work on Theory and History.18 

What Mises offered those attending these lectures in late June 
and early July of 1952 was a clear understanding and insight into the 
fundamental errors and misconceptions to be found in Marx’s theories of 
dialectical materialism and class warfare, as well as a historical analysis of 
the real benefits from the Industrial Revolution that coincided with the 
emergence of modern capitalist society.He also explains the role of savings, 
investment, and the profit and loss system as the engines for economic and 
cultural progress, and which have helped eliminate the poverty that has 
plagued mankind through most of history. 

In an especially insightful lecture, Mises discusses the nature and 
workings of capital markets and the importance of market-based interest 

16 See also Richard M. Ebeling, “Why Socialism is ‘Impossible’,” The Freeman: Ideas on 
Liberty (October 2004), pp. 8–12. 

17 Ludwig von Mises,“On the Development of the Subjective Theory of Value” [1931] in 
Epistemological Problems of Economics [1933] (New York: New York University Press, 
1981), p. 157. 

18 Ludwig von Mises, Theory and History: An Interpretation of Social and Economic Evolution 
[1957] (Indianapolis: Liberty Fund, 2005). 
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rates free from government manipulation and inflation. In addition, he 
shows that foreign investment in underdeveloped parts of the world have 
not been the cause of poverty or exploitation, as socialists have constantly 
claimed, but the source of accelerated prosperity and human improvement 
for tens of millions of people in these countries. 

All of these arguments and analyses are placed in the wider context of 
individualism versus collectivism, the importance of freedom for the 
dignity and betterment of every human being, and the dangers from 
surrendering liberty and property to the paternalistic state.Through it all, 
the reader is offered a vision of the classical-liberal ideal of the free and 
prosperous society. 

As with an earlier series of lectures that Ludwig von Mises delivered 
in 1951, and which was published by FEE under the title The Free Market 
and Its Enemies,19 a unique quality of Marxism Unmasked is that it captures 
Mises as teacher. Unlike many of his longer, more formal writings, these 
lectures are peppered with numerous historical asides and common-sense 
examples that convey the ease and spirit of the spoken word. 

These lectures, like the earlier ones, were taken down, word for word, 
in shorthand and then transcribed by Bettina Bien Greaves, a long-time 
former senior staff member at the Foundation for Economic Education. 
Mrs. Greaves is one of the leading experts on the ideas and writings of 
Ludwig von Mises, and her deep appreciation for his contributions to 
economic theory and policy is reflected in the care with which she 
transcribed these lectures for eventual publication. They would not be 
available now in print if not for her dedication and diligent scholarship, for 
which we are all especially grateful. 

When Mises delivered these lectures Marxian socialism seemed to be 
conquering the world. Despite the fall of the Berlin Wall in 1989 and the 
collapse of the Soviet Union in 1991, Marxian criticisms of capitalist 
society still set the tone for those around the world who persistently hope 
for the end of human freedom and the market economy.20 For that reason, 
what Mises had to say more than 50 years ago still has much meaning for 
us today. 

But now, simply enjoy “listening” to the mind of one of the greatest 
economists of the twentieth century as you read this book. 

19 Ludwig von Mises, The Free Market and Its Enemies: Pseudo-Science, Socialism, and Inflation 
(Irvington-on-Hudson, N.Y.: Foundation for Economic Education, 2004). 

20 Richard M. Ebeling, “Is the ‘Specter of Communism’ Still Haunting the World?” 
Notes from FEE (March 2006). 
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1 S T  L E C T U R E  

Mind, Materialism,
and the Fate of Man

THE FIRST FIVE LECTURES IN THIS SERIES will be on philosophy, not on 
economics. Philosophy is important because everybody, whether or not he 
knows it, has a definite philosophy, and his philosophical ideas guide his 
actions. 

The philosophy of today is that of Karl Marx [1818–1883]. He is the 
most powerful personality of our age. Karl Marx and the ideas of Karl 
Marx—ideas which he did not invent, develop, or improve, but which he 
combined into a system—are widely accepted today, even by many who 
emphatically declare that they are anti-communist and anti-Marxist.To a 
considerable extent, without knowing it, many people are philosophical 
Marxists, although they use different names for their philosophical ideas. 

Marxists today speak of Marxism-Leninism-Stalinism. Volumes are 
written today in Russia about the contributions of [Vladimir Ilyich] Lenin 
[1870–1924] and [Josef] Stalin [1879–1953].Yet the system remains what 
it was in the days of Karl Marx; Marxism is in effect petrified. Lenin 
contributed only very strong invectives against his adversaries; 
Stalin contributed nothing. Thus, it is questionable to call any of 
these contributions “new,” when we realize that the most important 
contribution of Marx to this philosophy was published in 1859.1 

It takes a long time for ideas to conquer the world.When Marx died 
in 1883, his name was by and large unknown.A few newspapers reported 

1 [A Contribution to the Critique of Political Economy (Moscow: Progress Publishers, 1859).] 
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in a couple of lines that Karl Marx, the author of various books, had died. 
Eugen von Böhm-Bawerk [1851–1914] published a critique of Marx’s 
economic ideas2 in 1896, but it was only 20 years later that people began 
to consider Marx a philosopher. 

The ideas of Marx and of his philosophy truly dominate our age.The 
interpretation of current events and the interpretation of history in popular 
books, as well as in philosophical writings, novels, plays, and so forth, are 
by and large Marxist. At the center is the Marxian philosophy of history. 
From this philosophy is borrowed the term “dialectical,” which is applied 
to all his ideas. But this is not so important as it is to realize what Marxist 
materialism means. 

Materialism has two different meanings.The first refers exclusively to 
ethical problems. A material man is interested only in material 
things––food, drink, shelter––not in art, culture, and so forth. In this sense, 
the majority of men are materialists.The second meaning of materialism 
refers to a special group of solutions proposed to a basic philosophical 
problem––the relation between the human mind or soul on the one side, 
and the human body and the physiological functions of the body on the 
other side. Various answers to this problem have been offered––among 
them religious answers. We know very well that there is a connection 
between body and mind; surgery has proved that certain damages to the 
brain bring about certain changes in the function of the human mind. 
However, materialists of this second variety explain all manifestations of 
the human mind as products of the body. 

Among these philosophical materialists, there are two schools of 
thought: 

A. One school considers man as a machine. This machine variety of 
materialists say these problems are very simple––the human “machine” 
works precisely as any other machine works. A Frenchman, Julien de La 
Mettrie [1709–1751], wrote a book containing this idea, Man, the Machine; 
and today many people still want to explain all operations of the human 
mind, directly or indirectly, as if they were mechanical operations. For 
instance, see the Encyclopedia of the Social Sciences. One of the contributors, 
a teacher at the New School for Social Research, says the newborn child 

2 [“The Unresolved Contradiction in the Economic Marxian System” in Shorter Classics 
of Eugen von Böhm-Bawerk (South Holland, Ill.: Libertarian Press, 1962 [1896; Eng.Trans. 
1898]), pp. 201–302.] 
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is like a Ford car, ready to run. Perhaps! But a machine, a newborn 
Ford, does not run by itself. A machine doesn’t achieve anything, doesn’t 
do anything alone––it is always men or a number of men who achieve 
something by means of the machine. Someone must run the machine. 
If the operation of the man ceases, the operation of the machine ceases 
too. We must ask this professor of the New School for Social Research, 
“Who runs the machine?” The answer would destroy the materialist 
machine doctrine. 

People also talk sometimes about “feeding” the machine, as if it were 
alive. But, of course, it isn’t alive. Then too people sometimes say the 
machine suffers a “nervous breakdown.” But how can an object without 
nerves suffer a nervous breakdown? This machine doctrine has been 
repeated again and again, but it is not very realistic.We don’t have to deal 
with it because no serious men really believe it. 

B. The physiological doctrine put forth by the second class of 
materialists is more important.This doctrine was formulated in a primitive 
way by Ludwig Feuerbach [1804–1872] and Karl Vogt [1817–1895] in the 
early days of Karl Marx.This idea was that thoughts and ideas are “simply” 
secretions of the brain. (No materialist philosopher ever fails to use 
the world “simply.” That means, “I know, but I can’t explain it.”) 
Today scientists know that certain pathological conditions cause certain 
secretions, and that certain secretions cause certain activities in the brain. 
But these secretions are chemically the same for all people in the same 
situation and condition. However, ideas and thoughts are not the same for 
all people in the same situation and condition; they are different. 

First, ideas and thoughts are not tangible. And second, the same 
external factors do not produce the same reaction with everybody. An 
apple once fell from a tree and hit a certain young man [Isaac Newton]. 
This may have happened to many other young men before, but this 
particular happening challenged this particular young man and he 
developed some ideas from it. 

But people do not always have the same thoughts when they are 
presented with the same facts. For instance, in school some learn; some 
don’t.There are differences in men. 

Bertrand Russell [1872–1970] asked,“What is the difference between 
men and stones?” He said there was no difference except that men react to 
more stimuli than do stones. But actually there is a difference. Stones react 
according to a definite pattern which we can know; we can anticipate what 
will happen to a stone if it is treated in a certain way. But men don’t all 
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react the same way when treated a certain way; we cannot establish such 
categories of actions for men. Thus, even though many people think 
physiological materialism is a solution, it actually leads to a dead end. If it 
were really the solution to this problem, it would mean that in any event 
we could know the way everyone would react.We cannot even imagine 
what the consequences would be if everybody knew what everybody else 
was going to do. 

Karl Marx was not a materialist in the first sense––the machine sense. 
But the physiological idea was very popular in his day. It is not easy to 
know exactly what influenced Marx because he had personal hatreds and 
envies. Karl Marx hated Vogt, the exponent of physiological materialism. 
As soon as materialists like Vogt began to talk politics, Karl Marx said they 
had bad ideas; that meant Marx didn’t like them. 

Marx developed what he thought was a new system.According to his 
materialist interpretation of history, the “material productive forces” (this is 
an exact translation of the German) are the bases of everything. Each stage 
of the material productive forces corresponds to a definite stage of produc-
tion relations. The material productive forces determine the production 
relations, that is, the type of ownership and property which exists in the 
world. And the production relations determine the superstructure. In 
the terminology of Marx, capitalism or feudalism are production relations. 
Each of these was necessarily produced by a particular stage of the 
material productive forces. In 1859, Karl Marx said a new stage of material 
productive forces would produce socialism. 

But what are these material productive forces? Just as Marx never said 
what a “class” was, so he never said exactly what the “material productive 
forces” are. After looking through his writings we find that the material 
productive forces are the tools and machines. In one of his books [Misère 
de la philosophie—The Poverty of Philosophy], written in French in 1847, 
Marx said “the hand mill produces feudalism––the steam mill produces 
capitalism.”3 He didn’t say it in this book, but in other writings he wrote 
that other machines will come which will produce socialism. 

Marx tried hard to avoid the geographical interpretation of progress, 
because that had already been discredited. What he said was that “tools” 

3 [“Le moulin à bras vous donnera la société avec le souzerain; le moulin à vapeur, la 
société avec le capitaliste industriel.” Karl Marx, Misère de la philosophie (Paris and 
Brussels, 1847), p. 100.—Ed.] 
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were the basis of progress. Marx and [Friedrich] Engels [1820–1895] 
believed that new machines would be developed which would lead to 
socialism. They rejoiced at every new machine, thinking that meant 
socialism was just around the corner. In the French book of 1847, he 
criticized those who attached importance to the division of labor; he said 
the important thing was the tools. 

We must not forget that tools don’t fall from heaven. They are the 
products of ideas.To explain ideas, Marx said the tools, the machines––the 
material productive forces––reflect themselves in the brains of men and in 
this way ideas come.But the tools and machines are themselves the product 
of ideas. Also, before there can be machines, there must be division of 
labor. And before there can be division of labor, definite ideas must be 
developed. The origin of these ideas cannot be explained by something 
which is possible only in a society, which is itself the product of ideas. 

The term “material” fascinated people. To explain changes in ideas, 
changes in thoughts, changes in all those things which are the products of 
ideas, Marx reduced them to changes in technological ideas. In this he was 
not original. For example, Hermann Ludwig Ferdinand von Helmholtz 
[1821–1894] and Leopold von Ranke [1795-1886] interpreted history as 
the history of technology. 

It is the task of history to explain why definite inventions were not put 
into practice by people who had all the physical knowledge required for 
their construction.Why, for instance, did the ancient Greeks, who had the 
technical knowledge, not develop railroads? 

As soon as a doctrine becomes popular, it is simplified in such a way 
as to be understood by the masses. Marx said everything depends on 
economic conditions.As he stated in his 1847 French book [The Poverty of 
Philosophy], he meant that the history of factories and tools developed 
independently. According to Marx, the whole movement of human history 
appears as a corollary to the development of the material productive forces, 
the tools. With this development of tools, the construction of society 
changes and as a consequence everything else changes too. By everything 
else, he meant the superstructure. Marxian authors, writing after Marx, 
explained everything in the superstructure as due to definite changes in the 
production relations. And they explained everything in the production 
relations as due to changes in the tools and machines.This was a vulgariza-
tion, a simplification, of the Marxian doctrine for which Marx and Engels 
were not completely responsible.They created a lot of nonsense, but they 
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are not responsible for all the nonsense today. 
What is the influence of this Marxian doctrine on ideas? The 

philosopher René Descartes [1596–1650], who lived in the early 
seventeenth century, believed that man had a mind and that man thinks, 
but that animals were merely machines. Marx said, of course, Descartes 
lived in an age in which the “Manufakturperioden,” the tools and 
machines, were such that he was forced to explain his theory by saying that 
animals were machines.Albrecht von Hailer [1708–1777], a Swiss, said the 
same thing in the eighteenth century (he didn’t like liberal government’s 
equality under law). Between these two men, lived de La Mettrie, who also 
explained man as a machine.Therefore, Marx’s concept that ideas were a 
product of the tools and machines of a particular era is easily disproved. 

John Locke [1632–1704], the well-known philosopher of empiricism, 
declared that everything in men’s minds comes from sensual experience. 
Marx says John Locke was a spokesman for the class doctrine of the 
bourgeoisie. This leads to two different deductions from the writings of 
Karl Marx: (1) The interpretation he gave to Descartes is that he was living 
in an age when machines were introduced and, therefore, Descartes 
explained the animal as a machine; and (2) The interpretation he gave 
to John Locke’s inspiration––that it came from the fact that he was a 
representative of bourgeois class interests. Here are two incompatible 
explanations for the source of ideas.The first of these two explanations, to 
the effect that ideas are based on material productive forces, the tools and 
machines, is irreconcilable with the second, namely that class interests 
determine ideas. 

According to Marx, everybody is forced––by the material productive 
forces––to think in such a way that the result shows his class interests.You 
think in the way in which your “interests” force you to think; you think 
according to your class “interests.” Your “interests” are something 
independent of your mind and your ideas. Your “interests” exist in the 
world apart from your ideas. Consequently, the production of your ideas is 
not truth. Before the appearance of Karl Marx, the notion of truth had no 
meaning for the whole historical period.What the thinking of the people 
produced in the past was always “ideology,” not truth. 

“Les idéologues” in France were well advertised by Napoleon 
[1769–1821], who said everything would be all right in France but for 
these “idéologues.” In 1812, Napoleon was defeated. He left the army in 
Russia, returned alone, incognito, and appeared at the end of December 
1812 in Paris. He blamed the evils that happened to his country on the bad 
“idéologues” which influenced the country. 
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Marx used ideology in a different sense. According to Marx, ideology 
was a doctrine thought out by members of a class.These doctrines were 
necessarily not truths, but merely the expressions of the interests of the class 
concerned. Of course, one day there will be a classless society. One 
class––the proletarian class––prepares the way for the classless society. The 
truth of today is the idea of the proletarians.The proletarians will abolish 
all classes and then will come the Golden Age, the classless society. 

Marx called Joseph Dietzgen [1828–1888] a proletarian, but Marx 
would have called him a petty bourgeois if he had known more about 
him. Officially Marx approved all the ideas of Dietzgen, but in his private 
correspondence with Ferdinand Lassalle [1825–1864] he expressed some 
disagreement.There is no universal logic. Every class has its own logic. But, 
of course, the logic of the proletariat is already the true logic of the future. 
(These people were offended when the racists took over the same ideas, 
claiming that the various races have different logics but the logic of the 
Aryans is the true logic.) 

Karl Mannheim’s [1893–1947] sociology of knowledge grew out of 
Hitler’s ideas. Everybody thinks in ideologies––i.e., false doctrines. But 
there is one class of men which enjoys a special privilege––Marx called 
them the “unattached intellectuals.” These “unattached intellectuals” have 
the privilege of discovering truths which are not ideology. 

The influence of this idea of “interests” is enormous. First of all, 
remember that this doctrine doesn’t say men act and think according to 
what they consider to be their interests. Secondly, remember that they 
consider “interests” as independent of the thoughts and ideas of men.These 
independent interests force men to think and to act in a definite way.As an 
example of the influence this idea has on our thinking today, I might 
mention a U.S. Senator––not a Democrat––who said that people vote 
according to their “interests”; he didn’t say in accordance with what they 
think to be their interests.This is Marx’s idea––assuming that “interests” are 
something definite and apart from a person’s ideas. This idea of class 
doctrine was first developed by Karl Marx in the Communist Manifesto. 

Neither Engels nor Marx was of the proletariat. Engels was very 
wealthy. He hunted for fox in a red coat––this was the pastime of the 
rich. He had a girlfriend he considered too far beneath him to think 
of marrying. She died, and her sister became her successor. He finally 
married the sister, but just as she was dying––only two days before 
her death. 
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Karl Marx never made much money himself. He received some 
money as a regular contributor to The New York Tribune. But he was 
almost completely supported by his friend Engels. Marx was not 
a proletarian; he was the son of a well-to-do lawyer. His wife, Mrs. Karl 
Marx [Jenny von Westphalen, 1814–1881], was the daughter of a 
high Prussian Junker. And Marx’s brother-in-law was the head of the 
Prussian police. 

Thus, these two men, Marx and Engels, who claimed that the 
proletarian mind was different from the mind of the bourgeoisie, were in 
an awkward position. So they included a passage in the Communist 
Manifesto to explain: “When the time comes, some members of the 
bourgeoisie join the rising classes.” However, if it is possible for some men 
to free themselves from the law of class interests, then the law is no longer 
a general law. 

Marx’s idea was that the material productive forces lead men from 
one stage to another, until they reach socialism, which is the end and the 
height of it all. Marx said socialism cannot be planned in advance; history 
will take care of it. In Marx’s view, those who say how socialism will work 
are just “utopians.” 

Socialism was already defeated intellectually at the time Marx wrote. 
Marx answered his critics by saying that those who were in opposition 
were only “bourgeois.” He said there was no need to defeat his opponents’ 
arguments, but only to unmask their bourgeois background. And as their 
doctrine was only bourgeois ideology, it was not necessary to deal with 
it. This would mean that no bourgeois could write anything in favor 
of socialism. Thus, all such writers were anxious to prove they were 
proletarians. It might be appropriate to mention at this time also that the 
ancestor of French socialism, Saint-Simon,4 was a descendant of a famous 
family of dukes and counts. 

It is simply not true that inventions develop because people search for 
practical purposes and not for truths. 

When Marx published his writings, German thought was dominated 
by George Wilhelm Friedrich Hegel [1770–1831], professor at the 
University of Berlin. Hegel had developed the doctrine of the 
philosophical evolution of history. In some respect his ideas were different 
from, even the very opposite to, those of Marx. Hegel was the man who 

4 [Claude Henri de Rouvroy, Comte de Saint-Simon [1760–1825]—Ed.] 
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destroyed German thinking and German philosophy for more than a 
century, at least. He found a warning in Immanuel Kant [1724–1804] who 
said the philosophy of history can only be written by a man who has the 
courage to pretend that he sees the world with the eyes of God. Hegel 
believed he had the “eyes of God,” that he knew the end of history, that he 
knew the plans of God. He said Geist (mind) develops itself and manifests 
itself in the course of historical evolution.Therefore, the course of history 
is inevitably progress from less satisfactory to more satisfactory conditions. 

In 1825, Hegel said that we have reached a wonderful state of affairs. 
He considered the Prussian kingdom of Friedrich Wilhelm III 
[1770–1840] and the Prussian Union Church as the perfection of secular 
and spiritual government. Marx said, as Hegel had, that there was history 
in the past, but there will be no history anymore when we have reached a 
state that is satisfactory.Thus, Marx adopted the Hegelian system, although 
he used material productive forces instead of Geist. Material productive 
forces go through various stages.The present stage is very bad, but there is 
one thing in its favor––it is the necessary preliminary stage for the 
appearance of the perfect state of socialism. And socialism is just around 
the corner. 

Hegel was called the philosopher of Prussian absolutism. He died in 
1831. His school thought in terms of left and right wings. (The left didn’t 
like the Prussian government and the Prussian Union Church.) This 
distinction between the left and the right has existed since then. In the 
French Parliament, those who didn’t like the king’s government were 
seated on the left side of the assembly hall. Today no one wants to sit on 
the right. 

Originally, i.e., before Karl Marx, the term “right” meant the 
supporters of representative government and civil liberties, as opposed to 
the “left” who favored royal absolutism and the absence of civil rights.The 
appearance of socialist ideas changed the meaning of these terms. Some of 
the “left”have been outspoken in expressing their views. For instance,Plato 
[427–347 BC] was frank in stating that a philosopher shall rule. And 
Auguste Comte [1798–1857] said that freedom was necessary in the past 
because it made it possible for him to publish his books, but now that these 
books have been published there is no longer any need for freedom. And 
in the same way Etienne Cabet [1788–1856] spoke of three classes of 
books––the bad books, which should be burned; the intermediate books, 
which should be amended; and the remaining “good” books. Therefore, 
there was great confusion as to the civil liberties to be assigned to the 
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citizens of the socialist state. This was because Marxian ideas did not 
develop in countries which had civil liberties, but in countries in which 
the people did not have civil liberties. 

Nikolai Bukharin [1888–1938], a Communist author who lived in a 
Communist country, wrote a pamphlet in 19175, in which he said, we 
asked for freedom of the press, thought, and civil liberties in the past 
because we were in the opposition and needed these liberties to conquer. 
Now that we have conquered, there is no longer any need for such civil 
liberties. [Bukharin was tried and condemned to death in the Moscow 
Purge Trial of March 1938.] If Mr. Bukharin had been an American 
Communist, he would probably still be alive and free to write more 
pamphlets about why freedom is not necessary. 

These peculiarities of Marxian philosophy can only be explained by 
the fact that Marx, although living in Great Britain, was not dealing with 
conditions in Great Britain, where he felt civil liberties were no longer 
needed, but with the conditions in Germany, France, Italy, and so on, 
where civil liberties were still needed. Thus we see that the distinction 
between right and left, which had meaning in the days of the French 
Revolution, no longer has any meaning. 

5 [“The Russian Revolution and Its Significance,” The Class Struggle, Vol. I, No. 1, 
May–June, 1917.—Ed.] 
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2 N D  L E C T U R E  

Class Conflict and
Revolutionary Socialism

MARX ASSUMED that “interests” were independent of human ideas and 
thoughts. He said that socialism was the ideal system for the proletariat. 
He said class interests determine the thinking of individuals and that this 
situation causes irreconcilable conflicts between the various classes. Marx 
then returned to the point at which he had started—namely, that socialism 
is the ideal state. 

The fundamental concept of the Communist Manifesto (1848) was that 
of “class” and “class conflict.” But Marx didn’t say what a “class” was. Marx 
died in 1883, 35 years after the publication of the Communist Manifesto. In  
those 35 years he published many volumes, but in not one of them did he 
say what he meant by the term “class.”After Marx’s death, Friedrich Engels 
published the unfinished manuscript of the third volume of Marx’s Das 
Kapital. Engels said this manuscript, on which Marx had stopped work, 
many years before he died, had been found in Marx’s desk after his death. 
In one three-page chapter in that volume, Marx tells us what a “class” was 
not. But you may search through all his writings to learn what a “class” was 
without ever finding out. In fact, “classes” don’t exist in nature. It is our 
thinking—our arranging in categories—that constructs classes in our 
minds.The question is not whether social classes exist in the sense of Karl 
Marx; the question is whether we can use the concept of social classes in 
the way in which Karl Marx meant it.We can’t. 

Marx did not see that the problem of the “interest” of an individual, or 
of a class, cannot be solved simply by referring to the fact that there is such 
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an interest and that men must act according to their interests. 
Two questions must be asked: (1) Toward what ultimate ends do these 
“interests” lead people? (2) What methods do they want to apply in order 
to reach these ends? 

The First International was a small group of people, a committee of a 
few men in London, friends and enemies of Karl Marx. Someone 
suggested that they cooperate with the British labor-union movement. In 
1865, Karl Marx read at the meeting of the International Committee, a 
paper, Value, Price, and Profit, one of his few writings originally written in 
English. In this paper, he pointed out that the methods of the union move-
ment were very bad and must be changed. Paraphrasing:“The unions want 
to improve the fate of the workers within the framework of the capitalist 
system—this is hopeless and useless.Within the framework of the capitalist 
system there is no possibility of improving the state of the workers. The 
best the union could achieve in this way would be some short-term 
success. The unions must abandon this ‘conservative’ policy; they must 
adopt the revolutionary policy. They must fight for the abolition of the 
wage society as such and work for the coming of socialism.” Marx didn’t 
have the courage to publish this paper during his lifetime; it was published 
only after his death by one of his daughters. He didn’t want to antagonize 
the labor unions; he still had hopes they would abandon their theory. 

Here is an obvious conflict of opinions among the proletarians 
themselves concerning the right means to use.The proletarian unions and 
Marx disagreed as to what was in the “interest” of the proletarians. Marx 
said that the “interest” of a class was obvious—there could be no doubt 
about it—everyone would know it.Then here comes a man who doesn’t 
belong to this proletarian class at all, a writer and a lawyer who tells 
the unions they were wrong. “This is bad policy,” he said. “You must 
radically change your policy.” Here the whole idea of the class breaks 
down, the idea that an individual may sometimes err but that a class as a 
whole can never err. 

Criticisms of Marxian doctrines have always been superficial. They 
haven’t pointed out how Marx contradicted himself and how he failed to 
explain his ideas. Böhm-Bawerk’s critique1 was good but he didn’t cover 

1 [“The Unresolved Contradiction in the Economic Marxian System” in Shorter Classics of 
Eugen von Böhm-Bawerk, (South Holland, Ill.: Libertarian Press, 1962 [1896; Eng.Trans. 
1898]), pp. 201–302.—Ed.] 
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the entire system. Critics of Marx didn’t even discover Karl Marx’s most 
manifest contradictions. 

Marx believed in the “iron law of wages.” He accepted that as the 
fundamental basis of his economic doctrine. He didn’t like the German 
term for this law, the “brazen” law of wages, about which Ferdinand 
Lassalle [1825–1864] had published a pamphlet. Karl Marx and Ferdinand 
Lassalle were not friends; they were competitors, very serious competitors. 
Marx said Lassalle’s only contribution was the term itself, the “brazen” law 
of wages.And what was more, the term, was borrowed, borrowed from the 
dictionary and from Goethe.2 

The “iron law of wages” still survives in many textbooks, in the minds 
of politicians, and consequently in many of our laws. According to the 
“iron law of wages,” the wage rate is determined by the amount of food 
and other necessities required for the preservation and reproduction of life, 
to support the workers’ children until they can themselves work in the 
factories. If wage rates rise above this, the number of workers would 
increase and the increased number of workers would bring wage rates 
down again.Wages cannot drop below this point because there would then 
develop a shortage of labor.This law considers the worker to be some kind 
of microbe or rodent without free choice or free will. 

If you think it is absolutely impossible under the capitalist system for 
wages to deviate from this rate, how then can you still talk, as Marx did, 
about the progressive impoverishment of the workers as being inevitable? 
There is an insoluble contradiction between the Marxian idea of the iron 
law of wage rates, according to which wages will remain at a point at 
which they are sufficient to support the progeny of workers until they can 
themselves become workers, and his philosophy of history, which 
maintains that the workers will be more and more impoverished until they 
are driven to open rebellion, thus bringing about socialism. Of course, both 
doctrines are untenable. Even 50 years ago the leading socialist writers 
were forced to resort to other elaborate schemes in the attempt to support 
their theories. What is amazing is that, during the century since Marx’s 
writings, no one has pointed out this contradiction. And this contradiction 
is not the only contradiction in Marx. 

2 [Marx also criticized Lassalle for using the term “Arbeiterstand” (state of work); Marx 
said Lassalle was confused, but Marx never explained how Lassalle was confused.—Ed.] 
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What really destroyed Marx was his idea of the progressive 
impoverishment of the workers. Marx didn’t see that the most important 
characteristic of capitalism was large-scale production for the needs of the 
masses; the main objective of capitalists is to produce for the broad masses. 
Nor did Marx see that under capitalism the customer is always right. In his 
capacity as a wage earner, the worker cannot determine what is to be 
made. But in his capacity as a customer, he is really the boss and tells his 
boss, the entrepreneur, what to do. His boss must obey the orders of the 
workers as they are members of the buying public. Mrs.Webb3, like other 
socialists, was the daughter of a well-to-do businessman. Like other 
socialists, she thought her father was an autocrat who gave orders to 
everybody. She didn’t see that he was subject to the sovereignty of the 
orders of the customers on the market. The “great” Mrs. Webb was no 
smarter than the dumbest messenger boy who sees only that his boss 
gives orders. 

Marx had no doubt as to what the ends were toward which men aim. 
Nor did he have any doubts as to the best way to attain these ends. How 
is it that a man who read so much and interrupted his reading only to 
write, didn’t realize the discrepancy in his ideas? 

To answer that question, we must go back to the thinking of his time. 
That was the time of Charles Darwin’s Origin of the Species [1859]. It was 
the intellectual fashion of that day to look upon men merely from the 
point of view of their membership in the zoological class of mammals, 
which acted on the basis of instincts. Marx didn’t take into account the 
evolution of mankind above the level of very primitive men. He consid-
ered unskilled labor to be the normal type of labor and skilled labor as the 
exception. He wrote in one of his books that progress in the technological 
improvement of machines causes the disappearance of specialists because 
the machine can be operated by anyone; it takes no special skill to operate 
a machine. Therefore, the normal type of man in the future will be the 
non-specialist. 

With regard to many of his ideas, Marx belonged to much earlier 
ages, especially in constructing his philosophy of history. Marx substituted 
for Hegel’s evolution of Geist the evolution of the material factors of 

3 [Beatrice Webb (1858–1943), wife of Sidney Webb (1859–1947), later Lady and 
Lord Passfield, British Fabians.—Ed.] 
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production. He didn’t realize that the material factors of production, i.e., 
the tools and machines, are actually products of the human mind. He said 
these tools and machines, the material productive forces, inevitably bring 
about the coming of socialism. His theory has been called “dialectical 
materialism,” abbreviated by the socialists to “diamet.” 

[In an aside, Dr. Mises told of visiting a school in Mexico, an “escuela 
socialista,” a “socialist school.” Mises asked the school’s Mexican dean 
what “socialist school” meant. The dean explained that Mexican law 
required schools to teach the Darwinian doctrine of evolution and 
dialectical materialism. Then he commented on the provision in the law 
making this requirement and on the school system itself: “There is a 
great difference between the letter of the law and the practice. Ninety 
percent of the teachers in our schools are female and most of them are 
practicing Catholics.”] 

Marx reasoned from the thesis to the negation of the thesis to the 
negation of the negation. Private ownership of the means of production by 
every individual worker was the beginning, the thesis.This was the state of 
affairs in a society in which every worker was either an independent 
farmer or an artisan who owned the tools with which he was working. 
Negation of the thesis—ownership under capitalism—when the tools were 
no longer owned by the workers, but by the capitalists. Negation of the 
negation was ownership of the means of production by the whole society. 
Reasoning in this way, Marx said he had discovered the law of historical 
evolution.And that is why he called it “scientific socialism.” 

Marx branded all previous socialists “utopian socialists” because they 
tried to point out why socialism was better. They wanted to convince their 
fellow citizens to their view because they expected people would adopt 
the socialist social system if they were convinced it was better.They were 
“utopians,” Marx said, because they tried to describe the future earthly 
paradise.Among the forerunners of Marx whom he considered “utopians” 
were Saint-Simon, a French aristocrat; Robert Owen [1757–1858], a 
British manufacturer; and Charles Fourier [1772–1837], a Frenchman 
who was without doubt a lunatic. (Fourier was called the “fou [fool] du 
Palais-Royal.” He used to make such statements as “In the age of socialism, 
the ocean will no longer be salt but lemonade.”) Marx considered these 
three as great forerunners. But, he said, they didn’t realize that what they 
were saying was just “utopian.” They expected the coming of socialism 
because of a change in the opinions of the people. But for Marx, 
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the coming of socialism was inevitable; it would come with the 
inevitability of nature. 

On the one hand, Karl Marx wrote of the inevitability of socialism. 
But on the other hand, he organized a socialist movement, a socialist 
party, declared again and again that his socialism was revolutionary, and 
that the violent overthrow of the government was necessary to bring 
about socialism. 

Marx borrowed his metaphors from the field of gynecology. The 
socialist party is like obstetrics, Marx said; it makes the coming of socialism 
possible.When asked if you consider the whole process inevitable, why do 
you not favor evolution instead of revolution, the Marxists reply, “There are 
no evolutions in life. Is not birth itself a revolution?” 

According to Marx, the goal of the socialist party was not to influence, 
but only to help the inevitable. But obstetrics itself influences and changes 
conditions. Obstetrics has actually brought about progress in this branch 
of medicine, and even saved lives. And by saving lives it could be said 
obstetrics has actually changed the course of history. 

The term “scientific” acquired prestige during the course of the 
nineteenth century. Engels’ Anti-Dühring (1878) became one of the most 
successful books among the writings of philosophical Marxists. One 
chapter in this book was reprinted as a pamphlet under the title “The 
Development of Socialism from Utopia to Science,” and it had enormous 
success. Karl Radek [1885–1939], a Soviet Communist, later wrote a 
pamphlet called “The Development of Socialism, from Science to Action.” 

Marx’s doctrine of ideology was concocted to discredit the writings of 
the bourgeoisie. [Tomás] Masaryk [1850–1937] of Czechoslovakia was 
born of poor people, farmers and workers, and he wrote about Marxism. 
Yet the Marxians called him a bourgeois. How could he be considered 
“bourgeois” if Marx and Engels called themselves “proletarian”? 

If the proletarians must think according to the “interests” of their class, 
what does it mean if there are disagreements and dissent among them? The 
confusion makes the situation very difficult to explain. When there is 
dissent among proletarians, they call a dissenter a “social traitor.” After 
Marx and Engels, the great man of the Communists was a German, Karl 
Kautsky [1854-1938]. In 1917, when Lenin tried to revolutionize the 
whole world, Karl Kautsky was opposed to the idea. And because of this 
disagreement, the former great man of the party became overnight a 
“social traitor,” and he was called that as well as many other names. 
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This idea is like that of the racists.The German racists declared that a 
definite set of political ideas were German and every real German must 
necessarily think according to this particular set of ideas.This was the Nazi 
idea.According to the Nazis, the best situation was to be in a state of war. 
But some Germans—Kant, Goethe, and Beethoven, for instance—had 
different “un-German” ideas. If not every German must think in a certain 
way, who is to decide which ideas are German and which are un-German? 
The answer can only be that an “inner voice” is the ultimate standard, the 
ultimate yardstick. This position necessarily leads to conflicts that must 
result in civil, or even international, war. 

There were two groups of Russians, both of whom considered them-
selves proletarians—the Bolsheviks and the Mensheviks.The only method 
to “settle” disagreements between them was to use force and liquidation. 
The Bolsheviks won.Then within the ranks of the Communist Bolsheviks 
there arose other differences of opinion—between Trotsky4 and Stalin— 
and the only way to resolve their conflicts was a purge. Trotsky was forced 
into exile, trailed to Mexico, and there in 1940 he was hacked to death. 
Stalin originated nothing; he went back to the revolutionary Marx of 
1859—not to the interventionist Marx of 1848. 

Unfortunately, purges are not something which happen just because 
men are imperfect. Purges are the necessary consequences of the 
philosophical foundation of Marxian socialism. If you cannot discuss 
philosophical differences of opinion in the same way you discuss other 
problems, you must find another solution—through violence and power. 
This refers not only to dissent concerning policies, economic problems, 
sociology, law, and so on. It refers also to problems of the natural sciences. 
The Webbs, Lord and Lady Passfield, were shocked to learn that Russian 
magazines and papers dealt even with problems of the natural sciences 
from the point of view of the philosophy of Marxism-Leninism-Stalinism. 
For instance, if there is a difference of opinion with regard to science 
or genetics, it must be decided by the “leader.” This is the necessary 
unavoidable consequence of the fact that, according to Marxist doctrine, 
you do not consider the possibility of dissent among honest people; either 
you think as I do, or you are a traitor and must be liquidated. 

The Communist Manifesto appeared in 1848. In that document, Marx 
preached revolution; he believed the revolution was just around the corner. 

4 [Leon Trotsky (1879–1940)] 
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He believed then that socialism was to be brought about by a series of 
interventionist measures. He listed ten interventionist measures—among 
them the progressive income tax, the abolition of the rights of inheritance, 
agricultural reform, and so on.These measures were untenable, he said, but 
necessary for socialism to come. 

Thus, Karl Marx and Engels believed in 1848, that socialism could be 
attained by interventionism. By 1859, eleven years after the Communist 
Manifesto, Marx and Engels had abandoned the advocacy of interventions; 
they no longer expected socialism to come from legislative changes.They 
wanted to bring about socialism by a radical change overnight. From this 
point of view, followers of Marx and Engels considered later measures— 
the New Deal, the Fair Deal, and so forth—to be “petty bourgeois” poli-
cies. In the 1840s Engels had said British labor laws were a sign of progress 
and a sign of the breakdown of capitalism. Later they called such interven-
tionist measures or interventionist policy (Sozialpolitik) very bad. 

In 1888—40 years after the publication of the Communist Manifesto— 
a translation was made by an English writer. Engels added some comments 
to this translation. Referring to the ten interventionist measures advocated 
in the Manifesto, he said these measures were not only untenable, as 
the Manifesto claimed, but precisely because they were untenable, 
they would necessarily push further and further toward still more 
measures of this kind, until eventually these more advanced measures would 
lead to socialism. 
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3 R D  L E C T U R E  

Individualism and the
Industrial Revolution

LIBERALS STRESSED THE IMPORTANCE OF THE INDIVIDUAL. The 
nineteenth-century liberals already considered the development of the 
individual the most important thing. “Individual and individualism” was 
the progressive and liberal slogan. Reactionaries had already attacked this 
position at the beginning of the nineteenth century. 

The rationalists and liberals of the eighteenth century pointed out 
that what was needed was good laws. Ancient customs that could not be 
justified by rationality should be abandoned.The only justification for a 
law was whether or not it was liable to promote the public social welfare. 
In many countries the liberals and rationalists asked for written constitu-
tions, the codification of laws, and for new laws which would permit the 
development of the faculties of every individual. 

A reaction to this idea developed, especially in Germany where the 
jurist and legal historian Friedrich Karl von Savigny [1779–1861] was 
active. Savigny declared that laws cannot be written by men; laws are 
developed in some mystical way by the soul of the whole unit. It isn’t the 
individual that thinks—it is the nation or a social entity which uses the 
individual only for the expression of its own thoughts.This idea was very 
much emphasized by Marx and the Marxists. In this regard the Marxists 
were not followers of Hegel, whose main idea of historical evolution was 
an evolution toward freedom of the individual. 

From the viewpoint of Marx and Engels, the individual was a 
negligible thing in the eyes of the nation. Marx and Engels denied that 
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the individual played a role in historical evolution. According to them, 
history goes its own way. The material productive forces go their own 
way, developing independently of the wills of individuals. And historical 
events come with the inevitability of a law of nature. The material 
productive forces work like a director in an opera; they must have a 
substitute available in case of a problem, as the opera director must have 
a substitute if the singer gets sick. According to this idea, Napoleon and 
Dante, for instance, were unimportant—if they had not appeared to take 
their own special place in history, someone else would have appeared on 
stage to fill their shoes. 

To understand certain words, you must understand the German 
language. From the seventeenth century on, considerable effort was 
spent in fighting the use of Latin words and in eliminating them from 
the German language. In many cases a foreign word remained although 
there was also a German expression with the same meaning. The two 
words began as synonyms, but in the course of history, they acquired 
different meanings. For instance, take the word Umwälzung, the literal 
German translation of the Latin word revolution. In the Latin word there 
was no sense of fighting.Thus, there evolved two meanings for the word 
“revolution”—one by violence, and the other meaning a gradual 
revolution like the “Industrial Revolution.” However, Marx uses the 
German word Revolution not only for violent revolutions such as 
the French or Russian revolutions, but also for the gradual 
Industrial Revolution. 

Incidentally, the term Industrial Revolution was introduced by 
Arnold Toynbee [1852–1883]. Marxists say that “What furthers 
the overthrow of capitalism is not revolution—look at the 
Industrial Revolution.” 

Marx assigned a special meaning to slavery, serfdom, and other 
systems of bondage. It was necessary, he said, for the workers to be 
free in order for the exploiter to exploit them.This idea came from the 
interpretation he gave to the situation of the feudal lord who had to care 
for his workers even when they weren’t working. Marx interpreted 
the liberal changes that developed as freeing the exploiter of the 
responsibility for the lives of the workers. Marx didn’t see that the liberal 
movement was directed at the abolition of inequality under law, as 
between serf and lord. 

Karl Marx believed that capital accumulation was an obstacle. In his 
eyes, the only explanation for wealth accumulation was that somebody 
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had robbed somebody else. For Karl Marx the whole Industrial 
Revolution simply consisted of the exploitation of the workers by the 
capitalists. According to him, the situation of the workers became worse 
with the coming of capitalism. The difference between their situation 
and that of slaves and serfs was only that the capitalist had no obligation 
to care for workers who were no longer exploitable, while the lord 
was bound to care for slaves and serfs. This is another of the insoluble 
contradictions in the Marxian system. Yet it is accepted by many 
economists today without realizing of what this contradiction consists. 

According to Marx, capitalism is a necessary and inevitable stage in 
the history of mankind leading men from primitive conditions to the 
millennium of socialism. If capitalism is a necessary and inevitable step on 
the road to socialism, then one cannot consistently claim, from the point 
of view of Marx, that what the capitalist does is ethically and morally 
bad.Therefore, why does Marx attack the capitalists? 

Marx says part of production is appropriated by the capitalists and 
withheld from the workers. According to Marx, this is very bad. The 
consequence is that the workers are no longer in a position to consume 
the whole production produced. A part of what they have produced, 
therefore, remains unconsumed; there is “underconsumption.” For this 
reason, because there is underconsumption, economic depressions occur 
regularly. This is the Marxian underconsumption theory of depressions. 
Yet Marx contradicts this theory elsewhere. 

Marxian writers do not explain why production proceeds from 
simpler to more and more complicated methods. 

Nor did Marx mention the following fact: About 1700, the 
population of Great Britain was about five and a half million; by the 
middle of 1700, the population was six and a half million, about 500,000 
of whom were simply destitute. The whole economic system had 
produced a “surplus” population. The surplus population problem 
appeared earlier in Great Britain than on continental Europe. This 
happened, first of all, because Great Britain was an island and so was not 
subject to invasion by foreign armies, which helped to reduce the popu-
lations in Europe.The wars in Great Britain were civil wars, which were 
bad, but they stopped. And then this outlet for the surplus population 
disappeared, so the numbers of surplus people grew. In Europe the situ-
ation was different; for one thing, the opportunity to work in agriculture 
was more favorable than in England. 
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The old economic system in England couldn’t cope with the surplus 
population. The surplus people were mostly very bad people—beggars 
and robbers and thieves and prostitutes.They were supported by various 
institutions, the poor laws,1 and the charity of the communities. Some 
were impressed into the army and navy for service abroad. There were 
also superfluous people in agriculture. The existing system of guilds 
and other monopolies in the processing industries made the expansion 
of industry impossible. In those pre-capitalist ages, there was a sharp 
division between the classes of society who could afford new shoes and 
new clothes, and those who could not. The processing industries 
produced by and large for the upper classes. Those who could not 
afford new clothes wore hand-me-downs. There was then a very 
considerable trade in secondhand clothes—a trade which disappeared 
almost completely when modern industry began to produce also for 
the lower classes. If capitalism had not provided the means of sustenance 
for these “surplus” people, they would have died from starvation. 
Smallpox accounted for many deaths in pre-capitalist times; it has 
now been practically wiped out. Improvements in medicine are also a 
product of capitalism. 

What Marx called the great catastrophe of the Industrial Revolution 
was not a catastrophe at all; it brought about a tremendous improvement 
in the conditions of the people. Many survived who wouldn’t have 
survived otherwise. It is not true, as Marx said, that the improvements in 
technology are available only to the exploiters and that the masses are 
living in a state much worse than on the eve of the Industrial 
Revolution. Everything the Marxists say about exploitation is absolutely 
wrong! Lies! In fact, capitalism made it possible for many persons to 
survive who wouldn’t have otherwise. And today many people, or most 
people, live at a much higher standard of living than that at which their 
ancestors lived 100 or 200 years ago. 

During the eighteenth century, there appeared a number of eminent 
authors—the best known was Adam Smith [1723–1790]—who pleaded 
for freedom of trade. And they argued against monopoly, against the 
guilds, and against privileges given by the king and Parliament. Secondly, 

1 [English legislation relating to public assistance for the poor, dating from the Elizabethan 
era and amended in 1834 in order to institute nationally supervised uniform relief.—Ed.] 
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some ingenious individuals, almost without any savings and capital, began 
to organize starving paupers for production, not in factories but outside 
the factories, and not for the upper classes only. These newly organized 
producers began to make simple goods precisely for the great masses. 
This was the great change that took place; this was the Industrial 
Revolution. And this Industrial Revolution made more food and other 
goods available so that the population rose. Nobody saw less of what 
really was going on than Karl Marx. By the eve of the Second World 
War, the population had increased so much that there were 60 
million Englishmen. 

You can’t compare the United States with England. The United 
States began almost as a country of modern capitalism. But we may 
say by and large that out of eight people living today in the countries 
of Western civilization, seven are alive only because of the Industrial 
Revolution. Are you personally sure that you are the one out of 
eight who would have lived even in the absence of the Industrial 
Revolution? If you are not sure, stop and consider the consequences of 
the Industrial Revolution. 

The interpretation given by Marx to the Industrial Revolution is 
applied also to the interpretation of the “superstructure.” Marx said the 
“material productive forces,” the tools and machines, produce the 
“production relations,” the social structure, property rights, and so forth, 
which produce the “superstructure,” the philosophy, art, and religion. 
The “superstructure,” said Marx, depends on the class situation of 
the individuals, i.e., whether he is a poet, painter, and so on. Marx 
interpreted everything that happened in the spiritual life of the nation 
from this point of view. Arthur Schopenhauer [1788–1860] was called 
a philosopher of the owners of common stock and bonds. Friedrich 
Nietzsche [1844–1900] was called the philosopher of big business. For 
every change in ideology, for every change in music, art, novel writing, 
play writing, the Marxians had an immediate interpretation. Every new 
book was explained by the “superstructure” of that particular day. Every 
book was assigned an adjective—“bourgeois” or “proletarian.” The 
bourgeoisie were considered an undifferentiated reactionary mass. 

Don’t think it is possible for a man to practice all his life a certain 
ideology without believing in it.The use of the term “mature capitalism” 
shows how fully persons, who don’t think of themselves as Marxian in 
any way, have been influenced by Marx. Mr. and Mrs. Hammond, in fact 
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almost all historians, have accepted the Marxian interpretation of the 
Industrial Revolution.2 The one exception is Ashton.3 

Karl Marx, in the second part of his career, was not an 
interventionist; he was in favor of laissez faire. Because he expected the 
breakdown of capitalism and the substitution of socialism to come from 
the full maturity of capitalism, he was in favor of letting capitalism 
develop. In this regard he was, in his writings and in his books, a 
supporter of economic freedom. 

Marx believed that interventionist measures were unfavorable 
because they delayed the coming of socialism. Labor unions 
recommended interventions and, therefore, Marx was opposed to them. 
Labor unions don’t produce anything anyway and it would have 
been impossible to raise wage rates if producers had not actually 
produced more. 

Marx claimed interventions hurt the interests of the workers. The 
German socialists voted against [Otto von] Bismarck’s social reforms that 
he instituted circa 1881 (Marx died in 1883). And in this country the 
Communists were against the New Deal. Of course, the real reason for 
their opposition to the government in power was very different. No 
opposition party wants to assign so much power to another party. In 
drafting socialist programs, everybody assumes tacitly that he himself will 
be the planner or the dictator, or that the planner or dictator will be 
intellectually completely dependent on him and that the planner or 
dictator will be his handyman. No one wants to be a single member in 
the planning scheme of somebody else. 

These ideas of planning go back to Plato’s treatise on the form of the 
commonwealth. Plato was very outspoken. He planned a system ruled 
exclusively by philosophers. He wanted to eliminate all individual rights 
and decisions. Nobody should go anywhere, rest, sleep, eat, drink, wash, 
unless he was told to do so. Plato wanted to reduce persons to the 
status of pawns in his plan. What is needed is a dictator who appoints 
a philosopher as a kind of prime minister or president of the central 
board of production management. The program of all such consistent 

2 [J. L. and Barbara Hammond, authors of the trilogy The Village Labourer (1911), The Town 
Labourer (1917), and The Skilled Labourer (1919)—Ed.] 

3 [T.S. Ashton, The Industrial Revolution 1760-1830 (London: Oxford University Press, 
1998 [1948, 1961])—Ed.] 
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socialists—Plato and Hitler, for instance—planned also for the 
production of future socialists, the breeding and education of future 
members of society. 

During the 2300 years since Plato, very little opposition has been 
registered to his ideas. Not even by Kant.The psychological bias in favor 
of socialism must be taken into consideration in discussing Marxian 
ideas.This is not limited to those who call themselves Marxian. 

Marxians deny that there is such a thing as the search for knowledge 
for the sake of knowledge alone. But they are not consistent in this 
case either, for they say one of the purposes of the socialist state is to 
eliminate such a search for knowledge. It is an insult, they say, for persons 
to study things that are useless. 

Now I want to discuss the meaning of the ideological distortion of 
truths. Class consciousness is not developed in the beginning, but it must 
inevitably come. Marx developed his doctrine of ideology because he 
realized he couldn’t answer the criticisms raised against socialism. His 
answer was, “What you say is not true. It is only ideology. What a man 
thinks, so long as we do not have a classless society, is necessarily a class 
ideology—that is, it is based on a false consciousness.” Without any 
further explanation, Marx assumed that such an ideology was useful to 
the class and to the members of the class that developed it. Such ideas 
had for their goal the pursuit of the aims of their class. 

Marx and Engels appeared and developed the class ideas of the 
proletariat.Therefore, from this time on the doctrine of the bourgeoisie 
is absolutely useless. Perhaps one may say that the bourgeoisie needed 
this explanation to solve a bad conscience. But why should they 
have a bad conscience if their existence is necessary? And it is necessary, 
according to Marxian doctrine, for without the bourgeoisie, capitalism 
cannot develop. And until capitalism is “mature,” there cannot be 
any socialism. 

According to Marx, bourgeois economics, sometimes called 
“apologetics for bourgeois production,” aided them, the bourgeoisie.The 
Marxians could have said that the thought the bourgeoisie gave to this 
bad bourgeois theory justified, in their eyes, as well as in the eyes of the 
exploited, the capitalist mode of production, thus making it possible for 
the system to exist. But this would have been a very un-Marxist 
explanation. First of all, according to Marxian doctrine, no justification is 
needed for the bourgeois system of production; the bourgeoisie exploit 
because it is their business to exploit, just as it is the business of the 
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microbes to exploit. The bourgeoisie don’t need any justification. Their 
class consciousness shows them that they have to do this; it is the 
capitalist’s nature to exploit. 

A Russian friend of Marx wrote him that the task of the socialists 
must be to help the bourgeoisie exploit better and Marx replied that that 
was not necessary. Marx then wrote a short note saying that Russia 
could reach socialism without going through the capitalist stage. The 
next morning he must have realized that, if he admitted that one country 
could skip one of the inevitable stages, this would destroy his 
whole theory. So he didn’t send the note. Engels, who was not so bright, 
discovered this piece of paper in the desk of Karl Marx, copied it in his 
own handwriting, and sent his copy to Vera Zasulich [1849–1919], who 
was famous in Russia because she had attempted to assassinate the Police 
Commissioner in St. Petersburg and been acquitted by the jury—she had 
a good defense counsel. This woman published Marx’s note, and it 
became one of the great assets of the Bolshevik Party. 

The capitalist system is a system in which promotion is precisely 
according to merit. If people do not get ahead, there is bitterness in their 
minds.They are reluctant to admit that they do not advance because of 
their lack of intelligence. They take their lack of advancement out on 
society. Many blame society and turn to socialism. This tendency is 
especially strong in the ranks of intellectuals. Because professionals treat 
each other as equals, the less capable professionals consider themselves 
“superior” to non-professionals and feel they deserve more recognition 
than they receive. Envy plays an important role.There is a philosophical 
predisposition among persons to be dissatisfied with the existing state of 
affairs. There is dissatisfaction, also, with political conditions. If you are 
dissatisfied, you ask what other kind of state can be considered. 

Marx had “anti-talent”—i.e., a lack of talent. He was influenced by 
Hegel and Feuerbach, especially by Feuerbach’s critique of Christianity. 
Marx admitted that the exploitation doctrine was taken from an 
anonymous pamphlet published in the 1820s. His economics were 
distortions taken over from [David] Ricardo [1772–1823].4 

Marx was economically ignorant; he didn’t realize that there can be 
doubts concerning the best means of production to be applied.The big 

4 [On the Principles of Political Economy and Taxation (London: John Murray, 1821 [1817]).] 
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question is, how shall we use the available scarce factors of production. 
Marx assumed that what has to be done is obvious. He didn’t realize that 
the future is always uncertain, that it is the job of every businessman to 
provide for the unknown future. In the capitalist system, the workers and 
technologists obey the entrepreneur. Under socialism, they will obey the 
socialist official. Marx didn’t take into consideration the fact that there 
is a difference between saying what has to be done and doing what 
somebody else has said must be done. The socialist state is necessarily a 
police state. 

The withering away of the state was just Marx’s attempt to avoid 
answering the question about what would happen under socialism. 
Under socialism, the convicts will know that they are being punished for 
the benefit of the whole society. 

The third volume of Das Kapital was filled with lengthy quotations 
from the hearings of British Parliamentary Committees on money 
and banking, and they don’t make any sense at all.5 For instance, 
“The monetary system is essentially Catholic, the credit system 
essentially Protestant. . . . But the credit system does not emancipate 
itself from the basis of the monetary system any more than 
Protestantism emancipates itself from the foundations of Catholicism.”6 

Utterly nonsensical! 

5 [Capital: A Critique of Political Economy, III (Chicago: Charles H. Kerr, Chicago, 1909), 
pp. 17, 530–677ff.] 

6 [Ibid., p. 696.] 
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4 T H  L E C T U R E  

Nationalism, Socialism, and
Violent Revolution

MARXIAN DOCTRINE DOESN’T DENY THE POSSIBILITY OF ABSOLUTE TRUTH, 
but it maintains that absolute truth can be attained only in the classless 
society. Or in the proletarian class society. 

Lenin’s main book1, or at least his most voluminous book (now 
available in the Collected Works of Lenin), led some people to call him a 
philosopher. Most of Lenin’s critique of the ideas of his adversaries consists 
of calling them “bourgeois.” Lenin’s philosophy is merely a restatement of 
the philosophical ideas of Marx; to some extent it is not even up to the 
level of other Russian writers on Marxism. 

Marxist theory or philosophy had no development in countries where 
there were Communist parties. Persons whom we call Marxians consider 
themselves merely interpreters of Marx; they never tried to change 
anything in Marx. However, there are contradictions in Marx. So it is 
possible to quote passages from his writings from all points of view. The 
influence of Marx on all authors and writers who have lived since Marx 
died has been considerable, even though it is not usually admitted that 
these authors were influenced by Marx. 

Although Marxians considered themselves solely interpreters of Marx, 
one Marxian, one writer, added something and had a strong influence, not 

1 [V.I. Lenin, Materialism and Empirio-criticism: Critical Comments on a Reactionary Philosophy 
(Moscow: Zveno Publishers, 1909).—Ed.] 
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only on the small group of his followers, but also on other authors. Georges 
Sorel [1847–1922]—not to be confused with Albert Sorel [1842–1906]— 
an important historian, developed a philosophy in many respects different 
from the Marxian philosophy. And it influenced political action and 
philosophic thinking. Sorel was a timid bourgeois intellectual, an engineer. 
He retired to discuss these things with his friends at a bookshop owned by 
Charles Péguy [1873–1914], a revolutionary socialist. In the course of the 
years, Péguy changed his opinions and at the end of his life he was a very 
ardent Catholic author. Péguy had serious conflicts with his family. Péguy 
was remarkable for his intercourse with Sorel. Péguy was a man of action; 
he died in action in 1914 in the first weeks of the war. 

Sorel belonged psychologically to the group of people who dream of 
action but never act; he didn’t fight. As a writer, however, Sorel was very 
aggressive. He praised cruelty and deplored the fact that cruelty is more 
and more disappearing from our life. In one of his books, Reflections on 
Violence, he considered it a manifestation of decay that Marxian parties, 
calling themselves revolutionary, had degenerated into parliamentary 
parties.Where is the revolution if you are in Parliament? He also didn’t like 
labor unions. He thought the labor unions should abandon the hopeless 
venture of seeking higher wage rates and should adopt, instead of this 
conservative pattern, the revolutionary process. 

Sorel saw clearly the contradiction in the system of Marx who spoke 
of revolution on the one hand and then said, “The coming of socialism 
is inevitable, and you cannot accelerate its coming because socialism 
cannot come before the material productive forces have achieved all that 
is possible within the frame of the old society.” Sorel saw that this idea 
of inevitability was contradictory to the idea of revolution. This is the 
contradiction all socialists ask themselves about—Kautsky, for one. Sorel 
completely adopted the idea of revolution. 

Sorel asked of the labor unions a new tactic, action directe—attack, 
destroy, sabotage. He considered these aggressive policies only preliminary 
to the great day when the unions would declare a “general strike.” That 
is the day when the unions will declare “Now we don’t work at all. 
We want to destroy the life of the nation completely.” General strike is 
only a synonym for the live revolution. The idea of action directe is 
called “syndicalism.” 

Syndicalism can mean ownership of the industry by the workers. 
Socialists mean by this term ownership by the state and operation for the 
account of the people. Sorel wanted to attain this by revolution. He didn’t 
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question the idea that history leads toward socialism. There is a kind of 
instinct that pushes men toward socialism, but Sorel accepted this as 
superstition, an inner urge that cannot be analyzed. For this reason his 
philosophy has been compared with that of Henri Bergson’s élan vital 
(myths, fairy stories, fables, legends). However, in the doctrine of Sorel, 
“myth” means something else—a statement which cannot be criticized 
by reason. 

1. Socialism is an end.
2.The general strike is the great means.
Most of Sorel’s writings date from 1890 to 1910. They had an 

enormous influence on the world, not only on the revolutionary socialists, 
but also on the royalists, supporters of the restoration of the House of 
Orange, the “Action française,” and in other countries the “Action 
nationale.” But all these parties gradually became a little bit more 
“civilized” than Sorel thought they should be. 

It was the idea of French Syndicalism that influenced the most impor-
tant movement of the twentieth century. Lenin, Mussolini, and Hitler were 
all influenced by Sorel, by the idea of action, by the idea not to talk but to 
kill. Sorel’s influence on Mussolini and Lenin has not been questioned. For 
his influence on Nazism, see the book by Alfred Rosenberg2 titled The 
Myth of the 20th Century. The fundamental idea of racism was borrowed 
from Frenchmen. The only man who really contributed something to 
the Marxian idea was Sorel, along with a group of syndicalists—a 
comparatively small group composed exclusively of intellectuals and even 
of idle rich and intellectuals, like the “penthouse Bolshevists” of New York. 
They repeated again and again that only the workers have enough vigor 
and enough class consciousness in order to search out and to destroy the 
bourgeois system. 

The center of Marxian activity shifted from Germany to France.The 
greatest portion of Marxian writings are in French. Sorel’s work was done 
in France. Outside of Russia, there are more Marxians in France than in 
any other country; there is, however, more discussion of communism 
in France than in Russia. The École Normale Supérieure in Paris was an 
important center of Marxian teachings. Lucien Herr [1864–1926], the 
librarian, had a great deal of influence. He was the father of French 

2 [Rosenberg [1893–1946] was a Nazi ideologist condemned to death for war crimes at 
Nuremberg on October 1, 1946. He was executed on October 16, 1946.—Ed.] 
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Marxism.As former students of École Normale Supérieure became more and 
more important, the school spread Marxism all over France. 

By and large, the same condition prevailed in most European 
countries. When the universities seemed slow to accept Marxism, special 
schools were endowed to educate the rising generations in orthodox 
socialism.This was the goal of the London School of Economics, a Fabian 
institution founded by the Webbs. But it couldn’t avoid being invaded by 
persons of other ideas. For instance, [Friedrich A.] Hayek [1899–1992] 
taught for some years at the London School of Economics.This was the 
case in all countries—European countries had state universities. People 
generally ignored the fact that Marxians, not free traders, were appointed 
by the Tsar at the imperial universities in Russia. These professors were 
called legal, or better “loyal,” Marxians. When the Bolshevists came to 
power in Russia, it was not necessary to fire the professors. 

Marx didn’t see any differences between the various parts of the world. 
One of his doctrines was that capitalism is one stage in the development 
of socialism. In this regard, there are some nations that are more backward 
than others. But capitalism was destroying the trade barriers and migration 
barriers that once prevented the unification of the world. Therefore, the 
differences in the evolution of the various countries with regard to their 
maturity toward socialism will disappear. 

In the Communist Manifesto in 1848, Marx declared that capitalism was 
destroying all national peculiarities and unifying into one economic system 
all the countries of the world. The cheap prices of products were the 
means capitalism used to destroy nationalism. But in 1848, the average 
person didn’t know anything about Asia or Africa. Marx was even less 
informed than the average English businessman who knew something 
about business relations with China and India. The only attention Marx 
gave to this problem was his remark, later published by Vera Zasulich, to 
the effect that it might be possible for a country to skip the capitalist stage 
and proceed directly to socialism. Marx saw no distinction between various 
nations. Capitalism, feudalism, brings about progressive impoverishment 
everywhere. Everywhere there will be mature economies. And when 
the age of mature capitalism comes, the whole world will have 
reached socialism. 

Marx lacked the ability to learn by observing political events and the 
political literature being published around him.For him practically nothing 
existed but the books of the classical economists, which he found in the 
library of the British Museum, and the hearings of the British 
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Parliamentary Commissions. He didn’t even see what was going on in his 
own neighborhood. He didn’t see that many people were fighting, not for 
the interests of the proletariat, but for the principles of nationality. 

Marx completely ignored this principle of nationality.The principle of 
nationality asked that every linguistic group form an independent state and 
that all the members of such a group should be recognized and unified. 
This was the principle which brought about the European conflicts, led to 
the complete destruction of the European system, and created the present-
day chaos in Europe. The principle of nationality doesn’t take into account 
that there are large territories in which linguistic populations are mixed. 
Consequently there were struggles between the various linguistic groups 
which finally resulted in the situation we have today in Europe. I mention 
this because it is a principle of government which was unknown up to 
now. 

According to this principle there is no such nation as India. It is 
possible that this principle of nationality will break India up into many 
independent states fighting one another. The Indian Parliament uses 
the English language. The members of the various states cannot 
communicate with one another, other than by employing the language of 
the government, a language which they have practically expelled from 
their country. But this situation will not last forever. 

In 1848, when the Slavs of Europe met for a Panslavist Congress in 
Moscow, they had to speak with one another in German. But this didn’t 
prevent later developments in a different way. 

Karl Marx and Engels didn’t like the nationalistic movement and never 
took notice of it. It didn’t fit into their plans or schemes. If, on account of 
the unfriendly remarks Marx and Engels made about various linguistic 
groups of Austria-Hungary and the Balkans, some authors, especially 
French authors, think Marx was a forerunner of National Socialism— 
Nazism—they are wrong. Marx said that what he wanted was to create a 
one-world state.And that was Lenin’s idea too. 

By 1848 Marx had already assumed that socialism was just around the 
corner. Given such a theory, there was no reason to form a separate 
linguistic state. Such a state could only be very temporary. Marx simply 
assumed that the age of nationalities would come to an end, and that we 
were on the eve of an age in which there would no longer be differences 
between various types, classes, nations, linguistic groups, etc. Marx 
absolutely denied any differences among men. Men would all be of the 
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same type.There was never any answer in Marx as to what language the 
people in his one-world state would use, or what the nationality of the 
dictator would be. 

Marx was furious when someone said there were differences between 
men in the same nation, the same city, the same branch of business, just 
as all Marxists became furious when someone told them there were 
differences between Englishmen and Eskimos. According to Marx, the 
only difference was due to education. If an idiot and Dante had 
been educated in the same way, there would have been no difference 
between them.This idea influenced Marx’s followers, and it is still one of 
the guiding principles of American education. Why is not everybody 
equally intelligent? Many Marxians assume that in the future socialist 
commonwealth the average person will be equal in talents, gifts, 
intelligence, artistic attainments, to the greatest men of the past, such as 
Trotsky, Aristotle, Marx, and Goethe, although there will still be some 
more gifted people. 

It never occurred to Marx that, in the best case, education can only 
transfer to the pupil what the teacher already knows. In the case of Marx, 
it wouldn’t have been enough for him to have been educated in a school 
by perfect Hegelian teachers because then everything he would have 
produced would have only been Hegelianism again. By educating people 
in the knowledge of the generation preceding motor cars, it wouldn’t have 
been possible to produce motor cars. Education can never bring about 
progress as such.That some people, thanks to their positions, inheritance, 
education, and so on, have the gift to go one step farther than preceding 
generations cannot be explained simply by education. 

Similarly, it is impossible to explain great things and the great acts of 
some men simply by referring to their national affiliation.The problem is, 
why were these people different from their brothers and sisters? Marx 
simply assumed, without any reason, that we are now living in the age of 
internationalism and that all national traits will disappear. In the same way 
that he assumed that specialization would disappear, because machines can 
be operated by unskilled workers, he assumed there would no longer be 
any differences between various parts of the world and various nations. 
Every kind of conflict between nations was interpreted as the consequence 
of the machinations of the bourgeoisie. Why do Frenchmen and Germans 
fight? Why did they fight in 1870? Because the ruling classes of Prussia 
and the ruling classes of France wanted to fight. But this had nothing to 
do with the interests of nations. 
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In regard to his attitude toward war, Marx was, of course, influenced 
by the idea of the Manchester laissez-faire liberals. In using the term 
“Manchester liberalism” always as an insult, we tend to forget the essential 
statement in that famous declaration of the Manchester Congress where 
the term originated. It was said there that in the world of free trade there 
is no longer any reason for nations to fight one another. If there is free 
trade and every nation can enjoy the products of every other nation, the 
most important cause of war disappears. The princes are interested in 
increasing the territorial size of their princely province to get greater 
income and power, but nations as such are not interested, because it doesn’t 
make any difference under free trade. And in the absence of immigration 
barriers it doesn’t matter to the individual citizen whether his country is 
large or small. Therefore, according to the Manchester Liberals, war will 
disappear under popular democratic rule.The people will not then be in 
favor of war because they have nothing to win—they have only to pay and 
to die in the war. 

It was this idea that was in the mind of President [Woodrow] Wilson 
[1856–1924] when he went to war against Germany. What President 
Wilson didn’t see was that all this about the uselessness of war is true only 
in a world when there is free trade between the nations. It is not true in a 
world of interventionism. 

Sir Norman Angell [1872–1967] still argues in the same way. What did 
the individual Germans gain in 1870? This was almost true then, because 
there was comparatively free trade. But today the situation is different. 
Italy’s own policies made it impossible for Italians, in the world of 
interventionism, to get the raw materials they needed. It is not true in 
today’s interventionist world that the individual person does not gain 
something from war. 

The League of Nations is one of the great failures in world history— 
and there have been many failures in world history. During the League’s 20 
years the trade barriers had been more and more intensified. Tariffs became 
unimportant as trade barriers because embargoes were established. 

Because the liberals said war was no longer economically advantageous 
because the people will not gain anything from it, therefore, a democratic 
nation will no longer be eager to fight wars. Marx assumed that this was 
true even in the interventionist world which was developing under his 
very eyes.This was one of the fundamental errors of Marxism. Marx was 
not a pacifist. He didn’t say war was bad. He only said—because the liberals 
said so—that war between nations had no importance or meaning at all. 
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He said war—i.e., revolution, by which he meant civil war—was necessary. 
Nor was Friedrich Engels a pacifist; he studied military science day in and 
day out in order to prepare himself for the position he had assigned himself 
as commander-in-chief of all nations, as commander-in-chief for the 
proletarians of all countries united. Remember that he participated in fox 
hunting in a red coat, which he told Marx this was the best exercise for a 
future general. 

Because of this idea of revolution—civil war, not international war— 
the Marxian International began to discuss peace. In 1864 Marx founded 
in London the First International.A group of persons who had very little 
to do with the people and the masses met together.There was a secretary 
for every country. The secretary for Italy was Friedrich Engels and many 
of the other countries were represented by persons who only knew the 
countries they represented as tourists. Arguments between the members 
disrupted the whole International. Finally it was moved to the United 
States and then fell apart in 1876. 

The Second International was formed in Paris in 1869. But this 
Second International didn’t know what to deal with. The unions had 
arisen and the unions were opposed to free trade and free migration. 
Under such conditions, how could you find subjects to be discussed at an 
international congress? Then they decided to discuss peace and war, but 
only on a national level. They said they were all proletarians and they 
agreed they would never fight the wars of the bourgeoisie.The Germans 
included Engels and Karl Kautsky. There were some “bad” Frenchmen in 
the group who asked,“What do you mean when you say we can’t defend 
our own country? We don’t like the Hohenzollerns.” The French at this 
time made an agreement with the Russians and the Germans didn’t like 
that. Every few years there was such an international congress and each 
time the newspapers said it heralded the end of war. But these “nice 
fellows” didn’t discuss the real causes of friction, migration barriers, etc. 
The outbreak of World War I disrupted the International Congresses. 

What Marx planned was a revolution. But what really happened was 
that he created a bureaucratic organization in the European countries 
which was, by and large, innocent because it lacked the power to execute 
its theories.Then there developed in the East a Communist organization 
that unfortunately has the power to execute people and to threaten the 
whole world. And all this was started in the Reading Room of the British 
Museum in London by a man, who was not in this regard a man of action, 
but who was able to bring about violent action. It was the timid bourgeois 
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characters, Karl Marx and Georges Sorel, who created all this mischief. 
Most of the violent ideas of our times have come from men who 
themselves wouldn’t have been able to resist any aggression. 

Wilson accepted the doctrine of the Manchester Liberals, namely 
that so far as war was concerned, democracies don’t like to fight wars; 
democracies fight only wars of defense because the individual citizen 
cannot expect any improvement of his conditions from war, not even if his 
country is victorious. But Wilson didn’t see that this was true only in a 
world of free trade. He didn’t see that this was quite different already in the 
age in which he lived, which was an age of interventionism. He didn’t 
realize that an enormous change in economic policies had deprived this 
theory of the Manchester Liberals of its practicability.Trade barriers were 
comparatively innocent in 1914. But they were very much worsened 
during the years of the League of Nations.While free traders were meeting 
with the League in Geneva and talking about reducing trade barriers, 
people at home were increasing them. In 1933, there was a meeting in 
London to bring about cooperation among the nations. And precisely at 
this time the richest country, the United States, nullified the whole thing 
with monetary and financial regulations.After this the whole apparatus was 
absolutely useless. 

Ricardo’s theory of comparative advantage is that it is to the advantage 
to a nation to have free trade even if all other nations cling to their trade 
barriers. If the United States alone today adopted free trade there would 
be certain changes. But if all other countries clung to protectionism with 
import barriers, it would not be possible for the United States to buy more 
goods from other countries. 

There are isolationists not only in this country; there are also 
isolationists in other countries. Imports must be paid for by exports 
and exports have no other purpose than to pay for imports. Thus the 
establishment of free trade by the richest and most powerful nation only 
would not change the situation for the Italians, for instance, if they retained 
their trade barriers. It would not make any difference for other countries 
either. It is advantageous for any country to have free trade even if all 
other countries do not, but the problem is to remove the barriers of the 
other countries. 

The term “socialism,” when it was new in the second part of the 
1830s, meant exactly the same as “communism”—i.e., the nationalization 
of the means of production.“Communism” was the more popular term in 
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the beginning. Slowly the term “communism” fell into oblivion and the 
term “socialism” came into use almost exclusively. 

Socialist parties, social democratic parties, were formed and their 
fundamental dogma was the Communist Manifesto. In 1918, Lenin needed a 
new term to distinguish his group of socialists from those groups which he 
called “social traitors.” So he gave to the term “communism” a new 
meaning; he used it to refer, not to the final goal of socialism and commu-
nism, but only to the tactical means for attaining them. Until Stalin, 
communist meant simply a better method—the revolutionary method—as 
against the peaceful, socialist, method of the “socialist traitors.”At the end 
of the 1920s, without great success, Stalin in the Third International tried 
to give a different meaning to the term “communism.” However, Russia is 
still called the Union of the Soviet Socialist Republics (USSR). 

In a letter, Karl Marx distinguished between two stages of socialism— 
the lower preliminary stage and the higher stage. But Marx didn’t give 
different names to these two stages. At the higher stage, he said, there will 
be such an abundance of everything that it will be possible to establish the 
principle “to everybody according to his needs.” Because foreign critics 
noticed differences in the standards of living of various members of the 
Russian Soviets, Stalin made a distinction. At the end of the 1920s he 
declared that the lower stage was “socialism” and the higher stage was 
“communism.”The difference was that at the lower socialist stage there was 
inequality in the rations of the various members of the Russian Soviets; 
equality will be attained only in the later, communist, stage. 
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5 T H  L E C T U R E  

Marxism and the
Manipulation of Man

IT IS AN ASTONISHING FACT that a philosophy like Marxism, which attacks 
the whole social system, remained for many decades more or less unat-
tacked and uncontested. Karl Marx was not very well known in his life-
time and his writings remained practically unknown to the greater part of 
his contemporaries. The great socialists of his age were other men—for 
instance, Ferdinand Lassalle. Lassalle’s agitations lasted only a year because 
he was killed in duel as a result of a private affair, but he was considered a 
great man in his age. Marx, on the other hand, was more or less unknown. 
People neither approved, nor criticized, his teachings. He died in 1883. 
After his death, there appeared the first part of Böhm-Bawerk’s critique of 
the economic doctrines of Karl Marx.1 And later in the 1890s, when the 
last volume of Das Kapital was published, there appeared the second part 
of this critique, which completely killed Marx’s economic doctrines.2 

The most orthodox Marxians tried to revive and restate his doctrines. But 
there was practically no sensible critique of the philosophical doctrines of 
Karl Marx. 

1 [Eugen von Böhm-Bawerk, “The Exploitation Theory” in Capital and Interest,Vol. 1, 
History and Critique of Interest Theories (South Holland, Ill: Libertarian Press, 1959 [1884]), 
pp. 241–321—Ed.] 

2 [Eugen von Böhm-Bawerk,,“The Unresolved Contradiction in the Economic Marxian 
System” in Shorter Classics of Eugen von Böhm-Bawerk, (South Holland, Ill.: Libertarian 
Press, 1962 [1896; Eng.Trans. 1898]), pp. 201–302—Ed.] 
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Marx’s philosophical doctrines became popular in that people became 
familiar with some of his terms, slogans, and so forth, although they used 
them differently from the way they were used in the system of Karl Marx. 
Such simplification happens to many doctrines. For instance, Darwinism 
became known as the theory based on the idea that man is the grandson 
of an ape. What remains of Nietzsche is not much more than his term 
“superman,” which later acquired popularity in the United States without 
any connection to Nietzsche. Regarding Marx, people know his terms but 
they use them very loosely. But by and large, Marxian ideas have little or 
no opposition. 

One of the reasons why the doctrine of Marx was so diluted in the 
public mind was the way Engels tried to explain Marxian theory. See 
his statement at the graveside of Marx: “Marx discovered the law of 
mankind’s historical evolution, i.e., the simple fact, hitherto hidden 
beneath ideological overgrowths, that men must first of all eat, drink, 
have shelter and clothing before they can pursue politics, science, art, 
religion, and the like.”3 Yet no one ever denied this. But now if someone 
says something against Marxian doctrine then they can be asked: “How 
can you be so stupid as to deny that one must first eat before one becomes 
a philosopher?” 

Again there is the theory of the material productive forces. But no 
explanation is offered for their formation. Dialectical materialism states 
that the material productive forces come to the world—one doesn’t know 
how they come, nor where they come from—and it is these material 
productive forces that create everything else, i.e., the superstructure. 

People sometimes believe that there has been a very sharp conflict 
between the various churches and Marxism.They consider Marxism and 
socialism as incompatible with the teachings of all Christian churches and 
sects. The early communist sects and early monastic communities were 
based on a peculiar interpretation of the Bible in general, and of the book 
of Acts especially.We don’t know much about these early communist sects 
but they existed in the Middle Ages and also in the early years of the 
Reformation.All these sects were in conflict with the established doctrines 

3 [Friedrich Engels, “Speech at the Grave of Karl Marx,” Highgate Cemetery, London. 
March 17, 1883 (a version of this eulogy was published in the newspaper La Justice, 
March 20, 1883)—Ed.] 
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of their churches or denominations. So it would be absolutely wrong to 
make the Christian church responsible for them. I mention this to show 
that, at least in the minds of some groups, most of which the church 
considered heretical, there is no absolute conflict between socialism and 
the teachings of the church.The anti-Christian tendencies of the socialist 
forerunners of Karl Marx, of Karl Marx himself; and later of his followers, 
the Marxians, must first of all be understood within the whole framework 
which later gave rise to modern socialism. 

The states, the governments, the conservative parties, were not always 
opposed to socialism. On the contrary; the personnel of a government has 
a tendency or a bias in favor of the expansion of government power; one 
could even say that there is an “occupational disease” on the part of 
government personnel to be in favor of more and more governmental 
activities. It was precisely this fact, this propensity of governments to adopt 
socialism—and many governments really did adopt socialism—that 
brought Marxism into conflict with the various governments. 

I have pointed out that the worst thing that can happen to a socialist 
is to have his country ruled by socialists who are not his friends.This was 
the case with respect to Karl Marx and the Prussian government. The 
Prussian government was not against socialism. Ferdinand Lassalle attacked 
the liberal parties of Prussia, which were at that time fighting a great 
constitutional battle against the Hohenzollern kings, headed by Bismarck. 
The majority in Prussia at that time was against the government; the 
government couldn’t get a majority in the Prussian Parliament. The 
Prussian government was not very strong at that time.The King and the 
Prime Minister ruled the country without consent, without the coopera-
tion of the Parliament.This was the case in the early 1860s. As an illustra-
tion of the weakness of the Prussian government, Bismarck, in his Memoirs, 
reported a conversation he had with the King. Bismarck said he would 
defeat the Parliament and the liberals. The King answered, “Yes, I know 
how that will end. Here in the square in front of the palace. First they will 
execute you and then they will execute me.” 

Queen Victoria [1819–1901], whose oldest daughter [Victoria, 
1840–1901] had married the royal prince of Prussia, was not very pleased 
by these developments; she was convinced that the Hohenzollerns would 
be defeated. At this critical moment Ferdinand Lassalle, who was at the 
head of a labor movement which was then still very modest, very small, 
came to the aid of the Hohenzollern government. Lassalle had meetings 
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with Bismarck and they “planned” socialism. They introduced state aid, 
production cooperatives, nationalization, and general manhood suffrage. 
Later Bismarck really embarked on a program of social legislation. The 
greatest rival of the Marxians was the Prussian government, and they 
fought with every possible movement. 

Now you must realize that in Prussia, the Prussian Church, the 
Protestant Church, was simply a department of the government, 
administered by a member of the Cabinet—the Minister of Education and 
Affairs of Culture. One of the councilors in the lower levels of the 
administration dealt with the problems of the church.The church in this 
regard was a state church; it was even a state church in its origin. Until 
1817, there were Lutherans and Calvinists in Prussia.The Hohenzollerns 
didn’t like this state of affairs.The Lutherans were in the majority in the 
old Prussian territories, but in the newly acquired territories there were 
both groups. In spite of the fact that the majority of the whole Prussian 
people were Lutherans, the electorate of the Brandenburgs had changed 
from Lutherans to Calvinists.The Hohenzollerns were Calvinists, but they 
were the head of the Lutheran Church in their country. Then in 1817, 
under Frederick Wilhelm III of Prussia, the two churches were merged to 
form the Prussian Union Church. The Church was a branch of the 
country’s government. 

From the seventeenth century on in Russia, the church was simply a 
department of the government. The church was not independent. 
Dependence of the church on the secular power was one of the 
characteristics of the Eastern Church at Constantinople.The head of the 
Eastern Empire was in fact the Superior of the Patriarch.This same system 
was to some extent carried over into Russia, but there the church was only 
a part of the government.Therefore, if you attacked the church, you also 
attacked the government. 

The third country in which the problem was very critical was Italy, 
where the nationalist unification implied the abolition of the secular rule 
of the Pope. Until the second part of the nineteenth century the central 
part of Italy was ruled independently by the Pope. In 1860, the king of 
Sardinia conquered these states.The Pope retained only Rome, under the 
protection of a detachment of the French Army until 1860, when the 
French had to withdraw to fight Prussia.Therefore, there was a very violent 
feud between the Catholic Church and the Italian secular state. The 
struggle of the Church against the ideas of the Marxians concerning 
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religion is something different from their struggle against the socialist 
program.Today it is complicated even more by the fact that the Russian 
Church, the Oriental Orthodox Church, came as it seems, to some 
agreement with the Bolsheviks.The struggle in the East is to a great extent 
a struggle between the Eastern Church and the Western Church—a 
continuation of the struggle that originated more than a thousand years 
ago between the two churches.Therefore, the conflicts in these countries, 
between Russia and the western boundaries of the Iron Curtain, are very 
complicated. It is not only a struggle against totalitarian economic methods 
for economic freedom; it is also a struggle of various nationalities, of 
different linguistic groups. Consider, for instance, the attempts of the 
present Russian government to make the various Baltic nationalities over 
into Russians—a continuation of something that had been started by the 
Tsars—and the struggle in Poland, Czechoslovakia, Hungary, and so on, 
against the attempts of the Russian Church to bring them back, as they say, 
to the Oriental Creed.To understand all these struggles one needs a special 
familiarity with these nationalities and with the religious histories of these 
parts of the world. 

In the sixteenth and seventeenth centuries there were changes that 
expanded the size of the territory in which the Pope’s supremacy was 
acknowledged.Therefore, there existed a Russian Church, the Orthodox 
Church, and a Ukrainian or Russian Catholic Church which acknow-
ledged the supremacy of the Pope. All these things together constituted 
the great religious struggles of the East. However, one must not confuse the 
events happening in these nationalistic and religious struggles with the 
fight against communism. For instance, the politicians fighting against the 
Russians today are not always, or at least not in most cases, fighters in 
favor of a free economic system.They are Marxians, socialists.They would 
probably like to have a totalitarian police state, but they don’t want it to be 
governed by the Russians. 

From this point of view, one cannot say that there is any real 
opposition to the social teachings and social programs of Marxism. On the 
other hand, it is important to realize that there isn’t necessarily always a 
connection between anti-Marxism, an ideological philosophy, and 
economic freedom. 

One of the outstanding contemporaries of Karl Marx in Germany was 
a philosopher, Friedrich Albert Lange [1828–1875]. He wrote a famous 
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book, The History of Marxism, considered for many years, not only 
in Germany but also in English-speaking countries, one of the best 
introductions to philosophy. Lange was a socialist; he wrote another 
book about socialism. In his book he didn’t criticize Marx, but rather 
materialism. Marxian materialism is a very imperfect materialism because 
it traces all changes back only to something which is itself already the 
product of the human mind. 

It is important to stress the fact that the critiques of Marxism were 
sometimes very wrong. I want to point to only one typical example. 
This is the popular propensity of anti-Marxians to consider dialectical 
materialism and Marxism as something belonging to the same group of 
ideas as Freudian psychoanalysis. I am not a psychologist, but I only have 
to point out how mixed up these people are who believe that materialism 
in general and Marxian materialism in particular have some connection 
with Freudian psychoanalysis. 

Before Sigmund Freud [1856–1939] and Josef Breuer [1842–1925], 
who opened up this whole method of thinking, began to develop their 
doctrines, it was the generally uncontested assumption among all doctors 
that mental disabilities were caused by pathological changes in the human 
body. If a man had something that was called a nervous or mental disease 
they looked for some bodily factor that brought about this state of affairs. 
From the point of view of the doctor who deals with the human body this 
is the only possible interpretation. However, sometimes they were 
absolutely correct when they said,“We don’t know the cause.”Their only 
method was to look for a physical cause. One could give many examples. 
I want to cite only one. It happened in 1889, just a few years before the 
first book of Freud and Breuer was published.An eminent man in France 
committed suicide. For political reasons and because of his religion, the 
question was raised whether or not he was sane. His family wanted to 
prove that it was a mental disease. In order to prove his mental disease to 
the Church, they had to discover some physical cause. There was an 
autopsy by eminent doctors, and their report was published.“We discover 
certain things in the brain,” they said; “there is something that is not 
regular.” At that time, people thought that if a man doesn’t behave 
like other people has no physical sign of abnormality in his body, he is a 
malingerer. Sometimes this is unfortunate, because one can only discover 
whether or not a person is a malingerer after he is dead. In this regard, 
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psychoanalysis brought about a great change. The case of Crown Prince 
Rudolf of Austria [1858–1889], who committed suicide at Mayerling, 
raised similar issues.4 

The famous first case was that of a woman who was paralyzed. Yet 
nothing could be discovered in her body to explain her situation.The case 
was written up by a man who followed the advice of a Latin poet: wait 
nine years with your manuscript before you publish. Breuer got the idea 
that the origin of this bodily deficiency was not physical but that it was in 
the mind.This was a radical change in the field of the natural sciences; such 
a thing had never happened before—a discovery that mental factors, ideas, 
superstitions, fables, wrong ideas, what a man thinks, what he believes, can 
bring about changes in the body.This was something that all the natural 
sciences had denied and contested before. 

Freud was a very conscientious and cautious man.He didn’t say,“I have 
completely discredited the old doctrines.” He said, “Perhaps one day, 
after a very long time, the pathological doctors will discover that ideas 
are already the product of some physical external bodily factor. Then 
psychoanalysis will no longer be needed or useful. But for the time being 
you must at least admit that there is a temporary value in Breuer’s and my 
discovery and that, from the point of view of present-day science, there is 
nothing that confirms the materialist thesis that every idea or every 
thought is the product of some external factor, just as urine is a product of 
the body. Psychoanalysis is the opposite of materialism; it is the only 
contribution to the problem of materialism vs. idealism that has come from 
empirical research in the human body. 

We have to deal with the ways some people abuse psychoanalysis. I do 
not defend those psychoanalysts who try to explain everything from the 
point of view of certain urges, among which the sex urge is considered the 
most important. There was a book by a Frenchman dealing with 
Baudelaire [Charles Baudelaire, 1821–1867]. Baudelaire liked to spend 
money, but he didn’t earn money because publishers didn’t buy his poems 
during his lifetime. But his mother had money; she had married money 
and her husband died and left it to her. Baudelaire wrote his mother a lot 

4 [Carl Menger, founder of the Austrian School of Economics served as one of Rudolf ’s 
tutors. See Erich W. Streissler and Monika Streissler, eds., Carl Menger’s Lectures to 
Crown Prince Rudolf of Austria (Brookfield,Vt.: Edward Elgar, 1994).—Ed.] 
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of letters.This writer found all sorts of subconscious explanations for his 
letters. I don’t defend this attempt. But his letter writing doesn’t need any 
further explanation than that Baudelaire wanted money. 

Freud said he didn’t know anything about socialism. In this regard he 
was very different from Einstein [1879–1955] who said, “I don’t know 
anything about economics, but socialism is very good.” 

If we follow how Marxism became the leading philosophy of our age, 
we must mention Positivism and the school of Auguste Comte. Comte was 
a socialist similar to Karl Marx. In his youth,Auguste Comte had been the 
secretary of Saint-Simon. Saint-Simon was a totalitarian who wanted to 
rule the whole world by world council and, of course, he believed he 
would be the president of this world council. According to Comte’s idea 
of world history, it was necessary to search for the truth in the past. “But 
now, I, August Comte, have discovered the truth. Therefore, there is no 
longer any need for freedom of thought or freedom of the press. I want to 
rule and to organize the whole country.” 

It is very interesting to follow the origin of certain terms which are 
today so familiar that we assume they must have been in the language from 
time immemorial. In French, the words “organize” and “organizer” were 
unknown before the end of the eighteenth century or the beginning of the 
nineteenth century.With regard to this term,“organize,” Balzac5 observed 
“This is a new-fangled Napoleonic term. This means you alone are the 
dictator and you deal with the individual as the builder works with stones.” 

Another new term, “social engineering,” deals with the social 
structure. The social engineer deals with the social structure or with 
his fellowmen as the master builder deals with his bricks. Reasoning in 
this way, the Bolsheviks eliminate those individuals who are useless. In the 
term “social engineering” you have the idea of planning, the idea 
of socialism. Today we have many names for socialism. If a thing is 
popular, then the language has many expressions for it. These planners say 
in defense of their ideas, you must plan things; you cannot let things 
act “automatically.” 

Sometimes “automatically” is used in a metaphorical sense to apply to 
things that happen on the market. If the supply of a product drops, then 

5 [Honoré de Balzac (1799–1850)] 



M A R X I S M  U N M A S K E D

46

MARXISM UNMASKED desk  8/22/06  9:22 AM  Page 46

they say prices go up “automatically.” But this doesn’t mean that this is 
done without human consciousness, without some persons bidding and 
offering. Prices go up precisely because people are anxious to acquire these 
things. Nothing in the economic system happens “automatically.” 
Everything happens because certain people behave in a definite way. 

Also the planners say, “How can you be so stupid as to advocate the 
absence of planning?” But no one advocates the absence of plan. The 
question is not “Plan, or no plan.” The question is “Whose plan? The plan 
of one dictator only? Or the plan of many individuals?” Everyone plans. 
He plans to go to work; he plans to go home; he plans to read a book; 
he plans a thousand other things. A “great” plan eliminates the plans of 
everybody else; then only one plan can be supreme. If the “great” plan 
and the plans of individuals come into conflict, whose plan is to be 
supreme? Who decides? The police decide! And they decide in favor of the 
“great” plan. 

In the early days of socialism, some critics of socialism used to blame 
socialists for their ignorance of human nature. A man who must execute 
the plan of somebody else only would no longer be a man of the kind 
we call human.This objection was answered by those socialists who said, 
“If human nature is against socialism, then human nature will have to 
be changed.” Karl Kautsky said this many years before, but he didn’t give 
any details. 

The details were provided by Behaviorism and by [Ivan] Pavlov 
[1849–1936], the psychologist mentioned in every book by a Marxist.The 
explanation was offered by Pavlov’s conditioned reflex. Pavlov was a 
Tsarist; he made his experiments in the days of the Tsar. Instead of human 
rights, Pavlov’s dog had canine rights.This is the future of education. 

The Behaviorist philosophy wants to deal with human individuals as 
if there were no ideas or no faults in men. Behaviorism considers every 
human action as a reaction to a stimulus. Everything in the physical and 
physiological nature responds to certain reflexes.They say,“Man belongs to 
the same realm as animals.Why should he be different? There are certain 
reflexes and certain instincts that guide men to certain ends. Certain 
stimuli bring about certain reactions.” What the Behaviorists and the 
Marxists did not see was that you cannot even discredit such a theory of 
stimuli without entering into the meaning that the individual attaches to 
such stimuli.The housewife, when quoted the price of an object which she 
is considering buying, reacts differently to $5 than she does to $6. You 
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cannot determine the stimulus without entering into the meaning. And 
the meaning itself is an idea. 

The Behaviorists’ approach says,“We will condition the other people.” 
But who are the “we”? And who are the “other people?”“Today,” they say, 
“people are conditioned for capitalism by many things, by history, by good 
people, by bad people, by the church, etc., etc.” 

This philosophy doesn’t give us any answer other than the answer we 
have already seen.The whole idea of this philosophy is that we must accept 
what Karl Marx told us because he had the great gift—he was entrusted 
by Providence, by the material productive forces, with discovering the law 
of historical evolution. He knows the end toward which history leads 
mankind.This leads eventually to the point where we must accept the idea 
that the party, the group, the clique, that has defeated the others by force 
of arms, is the right ruler, that he is called by the material productive forces 
to “condition” all other people.The fantastic thing is that the school which 
develops this philosophy calls itself “liberal” and calls its system a “people’s 
democracy,” “real democracy,” and so on. It is also fantastic that the Vice 
President of the United States [Henry Wallace, 1888–1965] one day 
declared,“We in the United States have only a civil rights democracy—but 
in Russia there is economic democracy.” 

There was a socialist author, valued highly by the Bolsheviks in the 
beginning, who said the most powerful man in the world is the man in 
whose favor the greatest lies are told and believed. (Something similar was 
said by Adolf Hitler.) Here is the power of this philosophy.The Russians 
have the power to say,“We are a democracy and our people are happy and 
enjoy a full life under our system.”And other nations seem to be unable to 
find the right answer to this idea. If they had found the right answer, this 
philosophy wouldn’t be so popular. 

There are people living here in the United States, at an American 
standard of living, who think they are unhappy because they do not live in 
Soviet Russia where, they say, there is a classless society and everything is 
better than it is here. But it seems that it is not very much fun to live in 
Russia, not only from the material point of view, but from the point of 
view of individual freedom. If you ask, “How is it possible that people 
say everything is wonderful in a country, Russia, in which everything is 
probably not very wonderful,” then we must answer, “Because our last 
three generations were unable to explode the contradictions and the 
failures of this philosophy of dialectic materialism.” 
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The greatest philosophy in the world today is that of dialectical 
materialism--the idea that it is inevitable that we are being carried toward 
socialism.The books that have been written up to now have not succeeded 
in countering this thesis.You must write new books.You must think of 
these problems. It is ideas that distinguish men from animals. This is the 
human quality of man. But according to the ideas of the socialists the 
opportunity to have ideas should be reserved to the Politburo only; all the 
other people should only carry out what the Politburo tells them to do. 

It is impossible to defeat a philosophy if you do not fight in the 
philosophical field. One of the great deficiencies of American thinking— 
and America is the most important country in the world because it is here, 
not in Moscow, that this problem will be decided—the greatest short-
coming, is that people think all these philosophies and everything that is 
written in books is of minor importance, that it doesn’t count.Therefore 
they underrate the importance and the power of ideas.Yet there is nothing 
more important in the world than ideas. Ideas and nothing else will 
determine the outcome of this great struggle. It is a great mistake to believe 
that the outcome of the battle will be determined by things other than ideas. 

Russian Marxists, like all other Marxists, had the idea that they wanted 
to nationalize agriculture.That is, the theorists wanted to—the individual 
worker did not want to nationalize the farms; they wanted to take the big 
farms, break them up, and distribute the land among the small farmers.This 
has been called “agrarian reform.” The social revolutionaries wanted to 
distribute the farms to the poor peasants. In 1917, Lenin coined a new 
slogan, “You make revolution with the slogan of the day.” Therefore, 
they accepted something that was against Marxism. Later they started 
the nationalization of farm lands. Then they adopted this idea in the 
new countries they took over; they told every man that he would get his 
own farm. 

They started this program in China. In China they took the big farms 
and abolished the rights of mortgage banks and landlords and freed the 
tenants from making any payments to the landlords.Therefore, it was not 
philosophy that made the Chinese peasants communistic, but the promise 
of a better life; people thought they would improve their conditions if they 
could get some farm land owned up to then by wealthier people. But this 
is not the solution for the Chinese problem.The advocates of this program 
were called agricultural reformers; they were not Marxians. The idea of 
land distribution is entirely un-Marxian. 
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* * * *
[Additional comments by Mises during the question-and-answer period] 
Majorities are also not godlike.“The people’s voice is God’s” is an old 

German maxim, but it is not true. The basis of the idea of talking about 
pleasing the majority is that in the long run the majority will not tolerate 
rule by a minority; if the majority are not pleased there will be a violent 
revolution to change the government. The system of representative 
government is not radical; it is precisely a way to make a change of 
government possible without violence; many think that, with the approval 
of the people, they can change the government at the next election. 
Majority rule is not a good system but it is a system that assures peaceful 
conditions within the country. Newspapers, periodicals, books, and so on, 
are the opinion-makers. 

The great progress of the modern age is that it led to representative 
government. The great pioneer of this idea was the British philosopher 
David Hume [1711–1776],6 who pointed out that in the long run 
government is not, as people believed, based on military power, but on 
opinion, on the opinion of the majority. What is needed is to convince the 
majority. It is not because the majority is always right. On the contrary, I 
would say the majority is very often wrong. But if you do not want to 
resort to a violent overthrow of the government, and this is impossible if 
you are the minority because if you are the minority they will overthrow 
you, you have only one method—to talk to the people, to write, and to 
talk again. 

6 [David Hume,“Of the First Principles of Government,” Chapter 4, in Eugene F. Miller, 
ed., Essays, Moral, Political, and Literary, (Indianapolis: Liberty Fund, 1987)—Ed.] 
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6 T H  L E C T U R E  

The Making of
Modern Civilization:

Savings, Investment, and
Economic Calculation

INSTITUTIONALISM1 used to ridicule the classical economists because they 
started with “Crusoe economics.” In the beginning a fisherman got the 
idea that he could catch more fish one day than he needed and then he 
could have some leisure time to manufacture fishing nets.These nets and 
saved fish are “capital goods”; I don’t call them “capital.” 

Capital goods are the intermediate factors between the given natural 
factors of production and consumer goods. Nature—given resources and 
human labor are the given natural factors. But if they are to produce, they 
must be guided.The produced, intermediary factors of production—capital 
goods—are not only tools; they are also all other intermediary goods, 
half-finished products, and supplies of consumer goods which are used for 
the support of those who are producing with the aid of capital goods.The 
production process which we are organizing and operating today started in 
the early ages of history, in the remotest ages of history. If the children used 
up the nets and fish produced by their parents, capital accumulation would 
have had to start all over again.There is a continuous progress from simpler 
conditions to more refined conditions. It is important to realize this 
because we must know that, from the early beginnings on, the first step 
toward this system of producing with the aid of capital goods was saving, 
and has always been saving. 

1 [A school of thought that stresses the importance of social, historical, and institutional 
factors within the economic realm rather than individual human action.] 
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The concept of “capital” must be distinguished from the concept of 
“capital goods.” It is impossible to think and to deal with the problems of 
capital goods without using and referring to the concepts which we have 
developed in the complicated modern system of capital calculation. Capital 
goods are something material—something that could be described in 
terms of physics and chemistry. The concept of “capital” refers to the 
valuation of a supply of these capital goods in terms of money. This 
valuation of capital goods in terms of money is what marks the beginning 
of what may be called a new and higher period in human endeavors to 
improve the external conditions of mankind. The problem is how to 
maintain or to preserve the amount of capital available and how to avoid 
consuming the available capital goods without replacing them. The 
problem is how not to consume more, or if possible, how to consume less, 
than the amount of newly produced products. It is the problem of capital 
preservation, maintenance, and of course of increasing the capital available. 

Under some circumstances, it is possible to deal with this problem 
without any special calculation or computation. If a farmer continues to 
produce in the same way and if the methods of construction and method 
of living haven’t changed, he can estimate his condition because he can 
establish comparisons in physical and biological terms—two barns are 
more than one barn, a dozen head of cattle is more than two cows, and so 
on. But such simple methods of computation are insufficient in an 
economic system in which there is change and progress. Replacement may 
not be in the same form as the factors which are used up. Diesel engines 
may be substituted for steam engines, and so on. Replacement and main-
tenance of capital under such conditions require a method of computation 
and calculation which can only be figured in terms of money.The various 
physical and external factors of production cannot be compared in any 
other way than from the point of view of the services they render to men, 
calculated in terms of money. 

It was one of the fundamental errors of Aristotle that he believed that 
in exchanges the things which were exchanged must have the same value. 
Since the days of Aristotle, for two or three thousand years, the same error 
has prevailed again and again, leading great thinkers, as well as simple men, 
astray. The same error appears in the first pages of Marx’s Das Kapital, 
making everything Marx said about these problems useless.This error was 
repeated even much later in the writings of Henri Bergson [1859-1941], 
the eminent French philosopher. 
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There is no equivalence in exchange. On the contrary, it is differences 
that bring about exchange.You cannot reduce the terms of exchange and 
of trade to equivalence; you can only reduce them to differences in 
evaluation.The buyer values what he gets more highly than what he gives 
away; the seller values what he gives less highly than what he gets. 
Therefore, the equivalence that we use in determining the importance the 
various capital goods have in our lives can only be expressed in terms of 
prices. In calculating in terms of prices you can establish a system of 
prices, and determine whether or not a price has increased or decreased— 
that is, in terms of money. Without a price system there cannot be any 
calculation. In the socialist system, which cannot have a price system as 
we have it in the market system, there cannot be established calculation 
and computation. 

In the system of economic calculation, we have the terms “capital” and 
“income”—terms and notions that cannot be thought of outside this 
system. “Capital” is the sum of the prices that can be obtained on the 
market for a definite given supply of capital goods. The businessman 
employs economic calculation in a specific way; he could not operate 
without this system of economic calculation. At the beginning of his 
enterprise he establishes a total value of all the capital goods at his disposal 
and calls it his “capital,” or the “capital” of his firm or corporation. 
Periodically, he compares the value of the prices of all the capital goods 
available in the firm with the prices of these capital goods at the 
beginning. If there is an increase he calls it “profit.” If there is a decrease, 
he calls it “loss.” No other system would make it possible to establish 
whether what has been done has increased the capital available, improved 
it, or decreased it. From another point of view, the total surplus that he calls 
“profit” can also be called “income,” insofar as it makes it possible for the 
owner—corporation or individual—to consume this amount without 
reducing the amount of capital available and without, therefore, living at 
the expense of the future. Thus the concepts of “capital” and “income” 
developed only within this system of economic calculation. 

If the total amount of “income” is consumed, then there is no change 
in the amount of capital available for the enterprise. If a part is saved, 
i.e., not consumed but reinvested—that is, if it is used to expand the 
stock of capital goods working in the enterprise—then we can say 
additional capital has been accumulated; the enterprise has earned some 
“income.” If the contrary is the case, if the amount consumed by the 
owner exceeds the income, then we have capital consumption, or capital 
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decumulation, and there will be less available in the future for the 
production of consumer goods. 

I don’t want to enter into how much knowledge the ancient Greeks 
and Romans had of these ideas.They had some knowledge at least, but by 
the Middle Ages it had entirely disappeared. Under the conditions of the 
Middle Ages, there was no need for such calculation. It developed slowly, 
step by step in the latter part of the Middle Ages in the countries in 
which at that time economic progress was much better than other 
countries, in Italy, for instance.As a result, some of the fundamental terms 
of accountancy preserve their Italian origin, for instance the word 
“capital” itself. 

In the beginning, the terms of accountancy were not very clear. People 
were not very good at arithmetic, and we discover very bad errors simply 
in arithmetical problems even in the books of big fifteenth-century firms. 
Gradually these ideas developed more and more until the system of 
double-entry bookkeeping was developed. Our whole thinking is now 
influenced by these ideas, even the ideas of those who know nothing of 
the problems of accountancy and who are not in a position to read and 
interpret the balance sheet of a corporation.Accountants and bookkeepers 
are only the handymen in this fundamental way of dealing with all mate-
rial and external problems. However, these problems concern others than 
accountants and bookkeepers. Goethe, who was a great poet, scientist, and 
a precursor of the science of evolution, described a merchant’s double-
entry accounting system as “one of the most marvelous inventions of the 
human spirit.” Goethe realized these ideas were fundamental to the 
modern system of producing and acting and that these concepts were a 
kind of practical mathematics and logic in the way people deal with all 
these problems. 

In our age, public opinion and legislation have completely lost all 
understanding of these problems. This is due to modern income-tax 
legislation. First of all, in the legislation concerning income taxes, the 
law-giver calls salaries and wages “income” or “earned income.” However, 
the main characteristic of “income” in the economic sense is that it is that 
surplus over a businessman’s costs that may be consumed without reducing 
capital, i.e., without living at the expense of the future. You cannot 
consume “income” without deteriorating your opportunities for future 
production.The concepts of “capital” and “income” developed only within 
the system of economic calculation. 
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These income-tax laws also deal with “profits” as if they were salaries. 
The income-tax authors are very astonished if a firm doesn’t have a profit 
every year.They don’t realize that there are good years and bad years for 
an enterprise. One consequence was that during the depression in the early 
1930s people used to say,“How unjust that a man who owns a big factory 
doesn’t have to pay any income tax this year, while a man who makes only 
$300 a month has to pay.” It was not unjust from the point of view of the 
law; that year the big factory owner had no “income.” 

The authors in promulgating these income-tax laws had not the 
slightest idea of what “capital” and “income” in the economic system really 
meant.What they didn’t see was that the greater part of the great profits 
and great incomes wasn’t spent by the businessmen, but reinvested in 
capital goods and plowed back into the enterprise to increase production. 
This was precisely the way in which economic progress, improvement 
in material conditions, took place. Fortunately I do not have to deal with 
the income-tax laws, nor with the mentality that led to these laws. It is 
enough to say that, from the point of view of the individual worker, it 
would be much more reasonable to tax only income spent, not income 
saved and reinvested. 

In many cases, it is difficult for a man in the late years of his life to 
make a living, or at least to earn as much as he had earned in his prime. 
To make it simple, take the situation of singers whose years of big earning 
are definitely limited. 

What I want to deal with is the idea that saving in general, or that 
saving under special circumstances, is supposedly bad from the point of 
view of the welfare of the commonwealth and, therefore, that something 
should be done to restrict saving or to direct it into special channels. 
In fact, we may say, and nobody can deny it, that all material progress, 
everything that distinguishes our conditions from those of earlier ages, 
is that more has been saved and accumulated as capital goods. This also 
distinguishes the United States from, let us say, India or China.The most 
important difference is only a difference in time. It is not too late for 
them. We just started earlier to save some of the excess of production 
over consumption. 

The most important institutional factor in the development of nations 
was the establishment of a system of government and of legislation that 
made large-scale saving possible. Large-scale saving was impossible and still 
is impossible today in all those countries in which the governments believe 
that when one man has more it must necessarily be the cause of other 
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people’s distress.This was once the idea of all people. And it is today the 
idea of the people in many countries outside the countries of Western 
civilization. It is the idea that is now jeopardizing Western civilization 
by introducing different methods of government into the constitutions 
which made possible the development of Western civilization. It was also 
the idea prevailing in most European countries until the rise of modern 
capitalism, that is, until the age very inappropriately called the 
“Industrial Revolution.” 

To show how strong this idea was, I quote from Immanuel Kant 
[1724–1804], one of the most important philosophers—but he lived in the 
east, in Kaliningrad, then called Königsberg: “If one man has more than 
necessary, another man has less.” This is mathematically perfectly true, of 
course, but mathematics and economics are two different things.The fact 
is that in all those countries in which people believed in this dictum 
and in which governments believed that the best way to improve 
conditions was to confiscate the wealth of successful businessmen—it was 
not necessary to confiscate the wealth of those who were unsuccessful—in 
all those countries, it was not possible to save and invest. 

If someone asked me why the ancient Greeks did not have railroads, I 
would answer, “Because there was a tendency in those days to confiscate 
wealth.Why should people then invest?”The Greek philosopher Isocrates 
[436–438 BC] made some speeches which are still available to us. He said 
if a wealthy citizen stood trial in Athens he had no chance to win because 
the judges wanted to confiscate his wealth, expecting this would improve 
their situation. Under such conditions there couldn’t be any question of 
large-scale savings. 

Large-scale savings developed only from the eighteenth century on. 
And from that time on there developed also those institutions which made 
saving and investment possible, not only by the well-to-do, but also of 
small sums by the poor man. In the early days the poor man could save 
only by hoarding coins. But coins don’t bear any interest, and the 
advantage he got from his savings was not very great. Moreover, it was 
dangerous to have such small hoards in his regular home; they could be 
stolen easily and they didn’t earn anything. From the beginning of the 
nineteenth century on, we had a large-scale development that made saving 
possible for the broad masses. 

One of the characteristic differences between a capitalistic and a 
pre-capitalistic system is that in the capitalistic system even those who are 
not very well off are owners of savings and have small investments. Many 
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people do not recognize this difference. Still today, in dealing with the 
problem of interest, statesmen, or politicians, as well as public opinion, 
believe that creditors are the rich and the debtors are the poor.Therefore, 
they think that a policy of easy money, a policy of lowering interest rates 
artificially by government interference, is in favor of the poor and against 
the rich. In fact, the poor and the less well-to-do own deposits with savings 
banks, have bonds, insurance policies, and are entitled to pensions. 
According to a newspaper account today, there are 61/2 million owners of 
bonds (promises to pay) in this country. I don’t know whether or not this 
figure is accurate. But nevertheless these bonds are widely distributed, and 
so this means that the majority are not debtors but creditors. All these 
people are creditors. On the other hand, the owners of the common stock 
of a corporation that has issued bonds, or is indebted to banks, are not 
creditors, but debtors. Similarly the big real estate operator who has a big 
mortgage is also a debtor.Therefore, it is no longer true to say that the rich 
are creditors and the poor are debtors. Conditions in this regard have 
changed considerably. 

One of Hitler’s great rallying cries was: “Do away with interest slavery. 
Long live the debtor; perish the creditor.” But one German newspaper 
recognized the error in this and wrote an article with the headline, 
“DO YOU KNOW THAT YOU YOURSELF ARE A CREDITOR?” I cannot say 
that this article was appreciated by Hitler. 

There developed some years ago a hostility to saving and capital 
accumulation. This opposition to saving can’t be attributed to Marx, 
because Marx didn’t understand how capital was accumulated. Karl Marx 
didn’t foresee the development of large corporations and ownership by 
many small savers. A Russian economist who was influenced by Marx 
declared years ago that the whole economic system of capitalism was 
self-contradictory. Instead of consuming everything that was produced, a 
great part of the things produced is saved and accumulated as additional 
capital.There will be more and more for coming generations.What is the 
sense of this? For whom do they accumulate all this? Like a miser they 
accumulate, but who will enjoy what the saver earns? It is ridiculous; it is 
bad; something should be done about it. 

John Maynard Keynes [1883–1946] succeeded with his anti-saving 
program. According to him, there is danger in over-saving. He believed, 
and many people accepted his view, that opportunities for investment were 
limited.There may not be sufficient investment opportunities to absorb all 
the income that is set aside as savings. Business will become bad because 
there is too much savings.Therefore, it was possible to save too much. 
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The same doctrine from another point of view had been prevalent for 
a very long time. People believed that a new invention—a labor-saving 
device—would produce what was called “technological unemployment.” 
This was the idea that led the early unions to destroy machines. Present-
day unions still have the same idea, but they are not so unsophisticated as 
to destroy the machines—they have more refined methods. 

As far as we can see, human wants are practically unlimited.What we 
need to fulfill satisfactions is more accumulation of capital goods.The only 
reason we don’t have a higher standard of living in this country is that we 
don’t have enough capital goods to produce all the things that people 
would like to have. I don’t want to say that people always make the best 
use of economic improvements. But whatever it is that you want, it 
requires more investment and more manpower to satisfy it. We could 
improve conditions, we could think of more ways to employ capital, even 
in the wealthiest parts of the United States, even in California.There will 
always be plenty of room for investment as long as there is scarcity of the 
material factors of production.We cannot imagine a state of affairs without 
this scarcity. We cannot imagine life in a “Land of Cockaigne,” where 
people have only to open their mouths and let food enter and where 
everything else people wanted was available. 

Scarcity of the factors of production means a scarcity of capital goods. 
Therefore, the whole idea that we must stop saving and start spending is 
fantastic. In 1931 or 1932, Lord Keynes and a number of his friends 
published a declaration in which they stated there was only one means 
to avoid catastrophe and to improve economic conditions immediately— 
that was to spend, spend more, and still more. Economically we must 
realize that spending in this sense does not create jobs that investment 
wouldn’t have created just as much. It doesn’t matter whether you use your 
money for the purchase of a new machine or you spend it in a night club. 
According to Keynes’s theory the man who spends the money on a better 
life creates jobs, while the man who buys a machine and improves produc-
tion is withholding something from the public. 

It is not true that when Keynes wrote his book conditions in 
Great Britain justified his theory of government spending to create full 
employment.What created the unfavorable situation in Great Britain was 
that British industries after World War I did not have the means required 
to improve the material equipment in their factories.Therefore, the British 
machines were inefficient when compared with the machines in some 
other countries, especially in the United States. As a result, the marginal 
productivity of labor was lower in Britain. But as the unions would not 
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tolerate any significant reduction of wage rates to make British industry 
more competitive, the result was unemployment. What Great Britain 
needed was more investment to improve the productivity of the factors of 
production, just as they need to do the same today. 

Lord Keynes was very peculiar about this idea. An American friend 
published an article dealing with his personal friendship with Lord Keynes. 
He tells a story about visiting Keynes in a Washington hotel. In washing his 
hands, the friend was very careful not to soil more than a single towel. 
Keynes then crumpled all of the towels and said in that way he was making 
more jobs for American chambermaids. From this point of view, the best 
way to increase employment would be to destroy as much as possible. I 
would have thought that idea had been demolished once and for all by 
Frédéric Bastiat [1801–1850] in his broken window story.2 But evidently 
Keynes didn’t understand this tale of Bastiat’s. 

The fallacy that labor-saving machines create technological 
unemployment has not only been disproved by theoretical examination 
but also by the fact that the whole history of mankind consists precisely of 
the introduction of more and more labor-saving machines. Today we 
produce a greater amount of various amenities with a smaller amount of 
human labor.Yet there are more people and more employment. Therefore, 
it is not true that people are deprived of their jobs because some new 
machines are invented. 

It is no less a fable, and it is also a very bad fable, that the 
accumulation of capital hurts the workers. The more capital goods 
available, the higher the marginal productivity of labor—other things being 
equal. If an employer considers the hiring of an additional worker or the 
firing of an additional worker, he asks himself what the employment of this 
man adds to the value of his products. If the employment of one worker 
more adds something to the quantities produced, the employer’s problem 
is, does his employment cost more than it brings from the sale of his 
production? The same problem arises when the employment 
of an additional amount of capital goods is considered.The greater amount 
of capital available per head of the worker, the greater the marginal 

2 [See “What Is Seen and What Is Not Seen,” an excerpt from the first chapter of  Bastiat’s 
Selected Essays on Political Economy, translated by Seymour Cain and edited by George 
B. de Huszar (Irvington-on-Hudson, N.Y.: Foundation for Economic Education, 1995 
[1964]), reprinted in The Freeman: Ideas on Liberty, June 2001.—Ed.] 
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productivity of the worker and consequently the higher the wages 
the employer can pay. The more capital accumulated—other things 
being equal—the more workers can be employed at the same rates, or at 
higher rates. 

Two businessmen—J. Howard Pew [1882–1971] of Sunoco, and Irving 
Olds [1887–1963] of U. S. Steel—have tried, without too much success, 
to explain to other businessmen the effect of inflation on their capital 
accumulation, inventories, depreciation, and so forth. Inflation raises the 
businessmen’s selling prices, creating the illusion that they are making 
profits. The government then taxes and uses for current expenses these 
apparent “profits” which would otherwise have been used for investment 
or set aside for depreciation and replacement. 

If an individual takes out a policy with a private insurance company, 
the insurance company invests this money. Later, of course, when the 
insurance has to be paid out, it has to disinvest. Individuals come to the 
point where they must disinvest, but insurance companies expand from 
year to year, and as there is capital accumulation taking place in the whole 
country, the insurance companies as a whole do not have to disinvest. 

It is different with the Social Security system. The government talks 
about actuarial statistics but this does not mean what it means to an 
insurance company. What the individual pays, the government spends for 
current expenses. The government then gives to the “Social Security 
Fund” an IOU which it calls a “bond.”Thus the government “invests” in 
government bonds. When the government collects “Social Security” taxes, 
it says, “give me your money to spend and in return I promise that in 30 
or 40 years the taxpayers will be willing to pay back the debt which we 
have incurred today.” Therefore the Social Security system is something 
very different from private insurance. It doesn’t mean something has 
been saved. On the contrary, the savings of individuals are collected by 
government for “social security” but they are used for current expenses. I 
am fully convinced the government will pay, but the question is, in what 
kind of dollars? The whole thing depends on the readiness of future 
Congresses and the future public to pay in good money. If people don’t like 
the paper money, they won’t use it. For instance, California stayed on hard 
currency during the Civil War era of the greenbacks. 

Bismarck’s idea of social security was that he wanted everybody to 
receive something from the government. He compared the situation with 
that of the French, many of whom owned government bonds and received 
interest. He thought that was why the French were so patriotic; they 
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were receiving something from the government. Bismarck wanted the 
individual German, too, to depend on the government. So he started an 
additional government bonus of 50 Marks to every old-age pensioner.This 
was called the Reichszuschuss [governmental supplementary allowance]. 

The problems of capital are problems of economic calculation. You 
cannot increase “capital goods” by inflation, although you can seemingly 
increase “capital.” The result is a discrepancy between capital goods and 
capital, as is pointed out by economic calculation. 
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7 T H  L E C T U R E  

Money, Interest, and the
Business Cycle

THERE ARE TWO PURELY THEORETICAL PROBLEMS which have had serious 
influences and serious consequences that cannot be exaggerated. 

The first of these two problems relates to the taking of interest.This 
leads us back to Aristotle and his famous dictum, “Money cannot beget 
money.” Aristotle found interest a very difficult problem. He was respon-
sible for the error that interest was paid for the use of money. For many 
centuries, for two thousand years, this was the theoretical basis of the legal 
prohibition of interest-taking on loans. People saw only the interest on 
loans; they didn’t see that interest stemmed from a general category of 
human action, that it arose out of the fact that all people by necessity, 
without any exception, valued present goods higher than future goods. 
Therefore, this meant that the discounted values and discounted prices of 
future goods as against present goods could not be eliminated simply by 
a government fiat, rule, or command. When the Roman Empire’s 
“capitalism” broke down and the highly developed Roman economic 
system was supplanted by the economy of the invading tribes—an 
economy that was purely agricultural and based on the self-sufficiency of 
every householder’s farm—the general prohibition against the taking of 
interest was increasingly enforced. 

In many parts of Europe there was a struggle against the taking of 
interest. At the head of this struggle was the Church. For a thousand years, 
the councils of the Church repeated the unconditional prohibition of 
interest. But in order to find a theoretical basis for this prohibition they 
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could not use the Gospels and the New Testament—they had to go back 
to the law of Moses.There they found a passage referring to the taking of 
interest on loans lent to Jews and not to Gentiles. Later at the beginning 
of the twelfth century the theologians found a passage in the Gospels1 

which could also be interpreted as being against interest taking. This, 
however, did not refer specifically to interest taking; it said, “lend, hoping 
for nothing again.” I think that translation is correct.This raised a problem 
which we needn’t go into, but which was contested by theologians and 
historians of law. 

There was on the one hand the prohibition of the Church—the 
Canon Law—which the Church was very eager to enforce—but there was 
on the other hand reality, the practice of the people. Loans were needed. 
In the countries under the power of the Church, both religious and 
secular, modern banking was slowly developing. Theologians began to 
study the question of interest to determine whether or not there were 
reasons to justify the taking of interest.These studies were the beginning 
of economic law versus canonistic doctrine. They discussed many issues, 
and at least eliminated the erroneous belief that the lender extracts 
something unjust from the borrower by earning interest on money that is 
lent. Nevertheless that idea is still found in many American textbooks. 

There was, however, another question and that question was this: If 
you increase the supply of money that is available for lending, then you 
bring about on the money market (the market for short-term loans) a 
tendency toward a drop in the rate of interest. If interest is not the reward 
for giving a man the use of a certain sum of money but in fact depends on 
the discount of present goods against future goods (and is independent of 
whether the supply of money is greater or smaller), how, then, and why 
does the initial drop in the rate of interest, caused by an increase in the 
supply of money, get reversed? In other words, notwithstanding this 
increased supply of money, what is the process that re-establishes a rate 
of interest that reflects people’s evaluations concerning the discount of 
future against present goods? Some people denied the existence of this 
phenomenon. Some people simply declared that if you increase the 
amount of money or money substitutes you can bring about a progressive 
tendency toward a further and further drop in the rate of interest until 

1 [Luke VI, 35, King James Version: “But love ye your enemies, and do good, and lend, 
hoping for nothing again.”—Ed.] 
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interest finally disappears completely. There are actually socialist authors 
who believe this is the right way to bring about abundance, to create 
plenty for all, and make everybody rich. 

We must draw a sharp distinction between two types of bank 
transactions.The classical old definition of a banker, the businessman’s and 
economist’s definition, was that a banker was a man who loaned 
other people’s money. (A man who lends only his own money is a 
money-lender.) The banker is a person who gets deposits from people, 
who takes other people’s money, and lends this money to still other people. 
His business gains are derived from a difference in the rate of interest he 
pays to his depositors and the rate of interest he gets from those to whom 
he lends money.This is the genuine business of banking, of a banker. 

The situation that came about in the nineteenth century with the 
development of modern methods of banking, with the issue of banknotes 
and of deposits subject to check, led to two serious problems: fiduciary 
media and credit expansion. 

It was a historical evolution that took place first in Great Britain, and 
then also in other countries. People deposited money for safekeeping with 
persons whom they later called bankers—earlier these persons were the 
goldsmiths of London. From these goldsmiths the depositors got receipts 
for their money which they used in making payments.Today, we would call 
these receipts “banknotes.”When the goldsmith concerned enjoyed favor-
able good will, there was no reason for another person not to accept such 
a receipt in payment of money due him. The goldsmiths and the early 
bankers very soon discovered that it was not necessary to keep as reserves 
in their vaults funds amounting to the total amount of the receipts they 
issued—they could issue more receipts, more banknotes, than they really 
had ready in their cash holdings. They discovered that they could lend a 
part of their reserves, that it was possible to give more credit by means of 
banking operations than the amount of money actually deposited with 
them would have permitted. Thus they discovered what we would call 
“fiduciary media.” 

The second very questionable business consists of the institution of 
credit expansion, which may be called the most important economic 
problem of our age. This means that the banker lends more money to 
people than he receives from his depositors. This surplus of banknotes 
issued by the banker, or of deposits subject to check which he opens 
for his customers, is credit expansion. The question is, “What are the 
consequences of such operations?” At the beginning, credit expansion of 
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this type was not very critical, not very dangerous, because it was done by 
individual bankers who had a good standing in the city and their notes 
could be taken by people, or they could be refused.You could go to the 
banker and receive from him a loan made up completely of additional 
banknotes, fiduciary media, made up completely of credit expansion. But 
then the question was, would your customers and your creditors really be 
ready to accept as payment the banknotes issued by this banker? We may 
assume that a creditor who has a questionable deal would answer, “It is 
better to take these notes than to wait any longer for payment.” But then, 
he would have gone immediately to the banker who issued the notes and 
would have redeemed them, thus reducing the number of surplus 
banknotes outstanding.Therefore, the dangers of credit expansion were not 
very great as long as the credit expansion was the business of private banks 
and private businesses subject to commercial laws. As long as the surplus 
banknotes could be returned to the bank of issue for redemption, there was 
a check on credit expansion, and there couldn’t be credit expansion of any 
considerable extent. 

But very soon governments invaded this field of action.They invaded 
it under the erroneous idea that by issuing circulation credit, additional 
credit, fiduciary media, by issuing more money than they had received 
from the public, the banks were in a position, precisely on account of this 
credit expansion, to reduce the height of the rate of interest. 

I pointed out before that a great mistake concerning interest was 
inherited from earlier ages. It was a correct description of the conditions 
in ancient times to say that the wealthy were the creditors and the poor 
were the debtors. And as a result of this, the idea prevailed that a high 
interest rate was bad.People were not prepared to accept the rate of interest 
as a market phenomenon that could not be influenced by the government. 
They considered the interest rate merely as an obstacle to economic 
development and progress. Many even believed that the rate of interest was 
something produced by the greed of selfish money-lenders and that it was 
the duty of the government to fight against it. The development of 
modern capitalism was due to the fact that governments, after centuries 
and centuries of making mistakes, finally abandoned the idea that they 
should interfere with market prices, wage rates, and so on. Capitalism 
wouldn’t have developed if government interference with prices and wages 
had not been abandoned in the eighteenth century.This development laid 
the way for the economic improvements of our age. However, it did not 
succeed completely with regard to the rate of interest. 
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It is true that the older government decrees fixing maximum rates of 
interest were abolished in the age of liberalism and capitalism. But they 
were abolished only because governments thought they had discovered a 
new means of making credit cheaper, i.e., through credit expansion by the 
banks. In the process, private bankers disappeared completely from this 
business. Governments gave privileges to governmental banks that had the 
monopoly of the issuance of fiduciary media. It was not easy for them to 
do this, because there was some resistance. Twice in the United States, the 
efforts to establish a United States bank of issue were thwarted by the 
majority of the population. 

What the governments did was to introduce a very weak “middle of 
the road” procedure for dealing with the problem. A consistent supporter 
of this system of credit expansion would have said,“If you can reduce the 
interest rate by credit expansion, why should you not finally abolish it 
altogether and make the rate of interest disappear and give everybody 
loans without charging them any rate of interest at all? This would be a 
solution to the social problem of poverty—you could give to everybody. 
Why not?” But the governments did not believe they could abolish the 
rates of interest altogether. 

There was a famous exchange of letters between the French socialist 
Pierre-Joseph Proudhon [1809–1865] and Frédéric Bastiat. Proudhon was 
an opponent of Bastiat. Proudhon maintained that if we established such 
credit-issuing banks, then we could make the rate of interest disappear 
completely. Bastiat disagreed, but he didn’t find precisely the correct 
position; he endorsed a “middle of the road” solution, namely that interest 
rates should be allowed to go up to certain points but that they should not 
be “too high.” This middle-of-the-road position became later the 
generally accepted doctrine of the world.Those who still maintained that 
it was possible to create riches for all by credit measures aimed at lowering 
or eliminating interest rates altogether were called “monetary cranks.” 
There was no reason to call them monetary cranks; they were only more 
consistent than those who advocated the official middle-of-the-road 
policy. Some of the advocates of lowering interest rates drastically were 
very eminent men, eminent in other fields. There was Ernest Solvay 
[1838–1922], a Belgian who was successful as a businessman and as a 
chemist, but who believed that it was possible to make all people happy by 
establishing comptabilisme social [compatibilism]. In Canada, there was the 
Alberta Experiment, the program of an Englishman, Major Clifford H. 
Douglas [1879–1952]. Douglas called it “social credit.” 
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How could people be so mistaken as to assume that there were no 
consequences from this credit expansion? A special doctrine was developed 
for this purpose. It was said that within the economic system there is a 
natural limit to credit expansion. The amount of money required for 
business transactions, they said, was determined by the “needs of business,” 
and if the banks did not expand credit more than called for by these “needs 
of business,” then no harm can be done.Their idea was this:The producer 
of raw materials sells raw materials to a manufacturer and issues a bill of 
exchange to him; the businessman who buys the raw materials takes the 
bill of exchange to the bank; the bank discounts it and gives him credit to 
pay for these raw materials; after three months the manufacturer has 
produced a finished product out of these raw materials; he sells the product 
and pays back the loan granted to him.Therefore, the proponents of this 
system say, there is no danger if the bank merely provides credit enabling 
the businessman to buy these raw materials. If the bank limits itself to 
granting credit to such business already transacted, they say, then the 
amount of credit asked from the bank for such purposes is limited by the 
“needs of business”—by the exact and real amount of business transacted 
in the country. Therefore, it doesn’t mean an increase in the supply of 
credit, because the increase in the supply of credit corresponds exactly to 
the increase in the demand for credit transactions based on real transactions 
on the part of business. 

But what this doctrine did not see was that these “needs of business” 
depend on the amount of credit given by the bank. And the amount of 
credit it gives out depends on the interest rate it asks from borrowers.The 
higher the interest rate, the fewer borrowers will want loans; the lower the 
interest rate, the more borrowers will ask for credit. 

Every businessman calculates the expected outgo and income of his 
projects. If his calculations show that the transaction, given the costs, 
including, of course, the cost of interest, will not pay, then the project is not 
undertaken. But if the bank of issue appears on the scene and creates 
additional circulation credit to give out for such purposes, thereby 
lowering the rate of interest below what it would have been in the absence 
of this new credit, even if only by a quarter or a fifth of one percent, a 
number of projects which would not have been undertaken at the higher 
rate of interest would now be done. The credit expansion of the bank 
creates its own demand; it gives the impression that more savings, more 
capital goods, are available than actually is the case. In fact what has been 
increased is only the amount of credit. 
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If the bank does not expand credit, if it does not give out new 
circulation credit for this purpose, that is, if it lends only money from 
someone’s savings, the consequence would be that the bank would have to 
charge a higher rate of interest than if it did create new credit.Then many 
transactions would not be conducted, precisely on account of the fact that 
the rate of interest was a little bit higher. However, if the bank gives out 
new credit, additional money, it must reduce the interest rate to attract new 
borrowers, as all available funds were already loaned out at the prevailing 
market rate of interest. 

The banks very often expand credit for political reasons. There is an 
old saying that if prices are rising, if business is booming, the party in power 
has a better chance to succeed in an election campaign than it would 
otherwise.Thus the decision to expand credit is very often influenced by 
the government that wants to have “prosperity.”Therefore, governments all 
over the world are in favor of such a credit-expansion policy. 

On the market, credit expansion creates the impression that more 
capital and savings are available than actually are, and that projects which 
yesterday were not practical because of the higher interest rate are feasible 
today because conditions have changed. Businessmen assume that the 
lower interest rate signals the availability of sufficient capital goods. 
This means that credit expansion falsifies the businessman’s economic 
calculations; it gives the impression to him, to the nation, and to the world, 
that there are more capital goods than there really are. By credit expansion, 
you can increase the accounting concept of “capital”; what you cannot do 
is create more real capital goods. As production is necessarily always limited 
by the amount of capital goods available, the result of credit expansion is 
to make businessmen believe that projects are feasible which actually 
cannot be executed on account of the existing scarcity of capital 
goods. Thus credit expansion misleads businessmen, results in distorting 
production and causes economic “malinvestment.” When the credit 
expansion causes businessmen to undertake such projects, the result is 
called a “boom.” 

We must not overlook the fact that all during the nineteenth and 
twentieth centuries there was always an obsession, unfortunately not 
against credit expansion, but at least against giving the government too 
much power in matters of credit expansion.The main object was to limit 
the government’s influence with regard to the central banks. 

In the course of history, governments have used the central banks again 
and again for borrowing money. The government can borrow money from 
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the public. For instance, a person who has saved one hundred dollars could 
hold them as dollars or invest them. But instead of doing either of these 
things he can buy a new government bond; this purchase doesn’t change 
the amount of money in existence; the money he pays for the bond passes 
from his hands to those of the government. But if the government goes to 
the central bank to borrow the money, the bank can buy government 
bonds and lend money to the government simply by expanding credit, in 
effect creating new money. Governments have a lot of good ideas as to how 
to carry out this borrowing. 

There has always been a struggle between parliaments and the 
executive concerning the government’s influence on the central banks. 
Most of the European legislatures said very clearly that their central banks 
must be separate from the government, that they must be independent. 
And in this country, you know there is a continual conflict between the 
Federal Reserve Board and the U.S. Treasury. This is a natural situation 
caused by economic laws and government legislation. Some governments 
have found it very easy to violate the legislation without violating the 
letter of the law. The German government, for instance, borrowed from 
the public during World War I because the Reichsbank had promised to 
give it loans. Private individuals who bought German government bonds 
needed to pay out only 17 percent of the amount of the bond, and this 17 
percent gave them a yield of 6 or 7 percent. Hence, 83 percent of the price 
of the bond was supplied by the Bank. This meant that when the 
government borrowed from the public, it was actually borrowing indirectly 
from the German Reichsbank.The result was that in Germany the U. S. 
dollar went from 4.20 Marks pre-World War I, to 4.2 billion Marks by the 
end of 1923.2 

There has always been resistance to giving power to the central banks, 
but in the last decades this resistance has been by and large completely 
defeated in all countries of the world.The U. S. government has used the 
power of the central bank, the Federal Reserve, to borrow from it to obtain 
a considerable part of the money it needs to fund its expenditures. The 
consequences have been inflation and a tendency for prices and wage rates 
to rise. 

There is no doubt that the credit expansion brings about a drop in the 
rate of interest.Why then does this not mean that the rate of interest can 
always remain low and that interest could really disappear completely? If it 
is true that the rate of interest is not a monetary phenomenon but a general 

2 [See Ludwig von Mises, “Business Under German Inflation,” The Freeman, November 
2003.—Ed.] 
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phenomenon of the market, which reflects the fact that future goods are 
traded at a discount as compared with present goods, we must ask 
ourselves, “What is the nature of the process which, after the initial drop 
of the interest rate due to credit expansion, finally brings about step by step 
a return of the rate of interest to that level which reflects market condi-
tions and the general state of affairs?” That is, if the rate of interest is a 
general category of human action, and yet if an increased supply of money 
and bank credit can bring about a temporary drop in the rate of interest, 
how does the interest rate return once more to the rate that reflects the 
discount of future goods over present goods? 

In answering this question, we are also answering a question that has 
occupied people for decades, even centuries in some countries that have 
had central banks and a system of credit expansion.This is the problem of 
the trade cycle—the regular return of periods of economic depression. In 
Great Britain from the end of the eighteenth century on, and later in those 
countries of the world that entered step by step into the system of modern 
capitalism and modern banking methods, we could observe from time to 
time an almost regular occurrence of events, i.e., the emergence of periods 
of economic depression, economic crises.We do not mean economic crises 
brought about by some obvious event that makes it possible to explain the 
emergence of this crisis. For instance, in the early 1860s the American Civil 
War made it impossible to ship cotton from the United States to Europe; 
and the U. S. Southern states were at that time the only suppliers of cotton 
to Europe. There was a very bad economic crisis, starting in the cotton-
goods industries in Europe and as a consequence other industries suffered 
also. But everyone realized what was causing this crisis—it was the 
American Civil War and the stoppage of shipments of cotton to Europe. 
We do not deal with such crises due to a definite identifiable situation. 
We deal with a genuine crisis in all branches of business—although it is 
sometimes worse in some branches than in others—a crisis for which 
people couldn’t see any special reason. 

From the beginning of the nineteenth century on, people began to 
consider these periodic crises as one of the most important problems of 
economic research. In the 1830s and 1840s British economists answered 
this question by saying, “What we have to study is not the economic 
depression. This depression is always the consequence of a preceding 
boom. We must ask ourselves not ‘What is the cause of the crisis?’— 
we must ask ‘What is the cause of the preceding boom?’ And we must 
ask ourselves what is the reason why the unquestionable and certain 
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development of economic conditions that takes place in all countries 
with capitalism does not proceed steadily upward, but follows a wave-like 
movement, a movement in which there are repeated boom periods that 
always are followed by periods of depression.” In this way the crisis 
problem was transformed into the problem of the trade cycle. And for 
the problem of the trade cycle many more or less wrong explanations 
were offered. 

I want to mention only one. This was the doctrine of an otherwise 
famous economist, William Stanley Jevons [1835–1882]. His doctrine 
acquired some fame. He attributed economic crises to sunspots. He said 
that sunspots bring about bad harvests, and this means bad business. If this 
was so, why then didn’t business adjust to this natural phenomenon as it 
learned to adjust to other natural phenomena? 

If there is credit expansion, it must necessarily lower the rate of 
interest. If the banks are to find borrowers for additional credit, they must 
lower the rate of interest or lower the credit qualifications of would-be 
borrowers. Because all those who wanted loans at the previous rate of 
interest had gotten them, the banks must either offer loans at a lower 
interest rate or include in the class of businesses to whom loans are granted 
at the previous rate less-promising businesses, people of lower credit quality. 

When individuals consume less than they produce, the surplus 
production is set aside as savings.Thus when the money given out in loans 
comes from savers, it represents actual goods which are available for further 
production. But when the loans are granted out of credit expansion, 
businessmen are misled; there are no goods standing behind them, only 
newly created credit.This leads to a falsification of economic calculation. 
Credit expansion brings about a systematic falsification—it gives to the 
individual businessman the impression that a project that couldn’t be 
executed yesterday because there were not enough capital goods, can now 
be executed on account of the credit expansion. As a result, there is an 
intensification of business activity, which means that higher prices are 
offered for the factors of production. But there has been no increase in the 
quantity of capital goods.Therefore the intensification of business activity 
means an artificial boom. Producers of factors of production are happy 
when they see that the prices they are getting are higher than they 
were yesterday. But this cannot go on forever, because no more material 
factors of production have been produced. The prices of these factors of 
production are going up more and more as borrowers of the new credit 
compete and bid up their prices.Then finally two alternatives are possible. 
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Business is asking for more and more credit. Either (1) the banks grant 
this demand by creating more and more credit (this happened in Germany 
in 1923, when it led to a complete breakdown of the currency). Or (2) one 
day, because they realize for some reason or other that they must stop credit 
expansion, the banks do stop creating new credit to lend.Then the firms 
that have expanded cannot get credit to pay for the factors of production 
necessary for the completion of the investment projects which they have 
already committed themselves. Because they cannot pay their bills, they 
sell off their inventories cheap.Then comes the panic, the breakdown. And 
the depression starts. 

On account of the credit expansion the whole economic system of the 
country or of the world is in the situation of a man who has a limited 
supply of building materials available and wants to construct a home. But 
being poor in technological calculations, he makes some mistakes. He 
thinks he can build a bigger house out of his limited supply of building 
materials than he really can.Therefore, he starts by constructing too large 
a foundation. Only later does he discover that he has made a mistake and 
that he cannot finish the house in the way he had intended.Then he must 
either abandon the whole project, or use the materials still available to 
build a smaller house, leaving part of the foundation unused. This is the 
situation in which a country or in which the world finds itself at the 
end of a crisis caused by credit expansion. Because of the easy credit 
businessmen make mistakes in their economic calculations and find 
themselves with over-ambitious plans which cannot be completed because 
of insufficient factors of production. 

In every boom period that precedes a crisis, in Great Britain and then 
later in other parts of the world, indeed, in every country in the world 
which has experienced credit expansion, you always find people who have 
said, “This is not a boom that will be followed by a crisis; only people 
who do not know what is going on can say such a thing.This is the final 
prosperity—an everlasting prosperity. We will never again have such a 
crisis.”The more people believe in this slogan of everlasting prosperity, the 
more desperate they become when they discover that the “everlasting” 
prosperity doesn’t last forever. 

One thing that made matters worse following 1929, than in preceding 
periods of depression, was that the American unions were really very 
powerful and they would not tolerate that the crisis should bring about 
those results which were the consequence of earlier crises in this country 
and in other countries—i.e., they would not tolerate a considerable drop 



72

M A R X I S M  U N M A S K E D

MARXISM UNMASKED desk  8/22/06  9:22 AM  Page 72

in money wage rates. In some branches of business, money wages went a 
little bit down. But by and large the unions were successful in maintaining 
the wage rates which had been developed artificially during the 
boom.Therefore, the number of unemployed remained considerable, and 
unemployment continued for a very long time. On the other hand, those 
workers who did not lose their jobs enjoyed a situation in which their 
wages did not drop to the same extent as commodity prices. The living 
conditions of some groups of labor even improved.3 

This was the same situation that led to the conditions in England in 
the latter part of the 1920s, which were important in bringing about the 
doctrines of Lord Keynes and the ideas of credit expansion that have been 
practiced in recent years. The British government made a very serious 
mistake in the 1920s. It was necessary for Great Britain to stabilize the 
currency. But they did not simply stabilize. In 1925, they returned to the 
pre-war gold value of the pound. That meant that the pound was a heavier 
pound afterwards and had a greater purchasing power than the pound, of 
let us say, 1920. A country like Great Britain that imports raw materials and 
foodstuffs and exports manufactures should not have made the pound 
more expensive. As Hitler expressed it, “They must either export or 
starve.” In such a country, in which the unions did not tolerate a drop in 
wage rates, it meant that the costs in pounds of manufacturing British 
products were increased in relation to production costs in countries which 
had not made a similar return to the gold standard.With higher costs, you 
must ask higher prices to stay in business. So you can sell fewer units and 
must cut production. Therefore, unemployment increased, and there was 
permanent mass unemployment. 

Because it was impossible to deal with the unions concerning this 
problem, the government proceeded in 1931 to devalue the pound much 
more than it had been revalued in 1925, in order, they said, to encourage 
export trade. Other countries did the same. Czechoslovakia did it twice. 
The United States followed in 1933.The countries of the French standard 
(France, Switzerland) followed in 1936. I mention this because it is 
necessary to realize why the crisis of 1929—it was merely a crisis of credit 

3 [See Ludwig von Mises, “The Causes of the Economic Crisis” (1931) in Percy L. 
Greaves, Jr., ed., On the Manipulation of Money and Credit: Essays of Ludwig von Mises 
(Dobbs Ferry, N.Y.: Free Market Books, 1978), pp. 173–203, esp. pp. 186–92.—Ed.] 
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expansion—had much longer and more serious consequences than those 
crises in preceding times. Of course, the Marxians say, every crisis must be 
worse and worse; the Russians, they say, have no trade cycle. Of course the 
Russians don’t; they have a depression all the time. 

We must realize the tremendous “psychological” importance, the 
enormous importance of the fact that in the history of the nineteenth and 
twentieth centuries, credit expansion was limited. Nevertheless, it was the 
general opinion of businessmen, economists, statesmen, and the people, 
that bank credit expansion was necessary, that the rate of interest was an 
obstacle to prosperity, and that an “easy money” policy was a good policy 
to have. Everyone, businessmen as well as economists, considered credit 
expansion necessary and they became very angry if somebody tried to say 
that it might have some drawbacks. At the end of the nineteenth century, 
it was considered practically indecent to support the British Currency 
School, which was opposed to credit expansion. 

When I started to study the theory of money and credit I found in the 
whole world of literature only one living author, a Swedish economist, 
Knut Wicksell [1851–1926], who really saw the problems in credit expan-
sion.4 The idea prevails even today that we cannot do without credit 
expansion. It will be impossible, without a very serious struggle which 
really has to be fought, to defeat all those ideological forces that are oper-
ating in favor of credit expansion. Most people, of course, don’t give any 
thought to credit expansion. But the governments have a very clear idea 
about it—they say,“We can’t do without it.” 

Credit expansion is fundamentally really a problem of civil rights. 
Representative government is based on the principle that the citizens 
need to pay to the government only those taxes that have been legally 
promulgated in a constitutional way: “No taxation without representa-
tion.” However, governments believe they cannot ask their citizens to pay 
as much in taxes as is needed to cover the whole of government 
expenditures. When governments cannot cover their expenses out of 
legally enacted taxes, they borrow from the commercial banks and so 
expand credit. Therefore, representative government can actually be the 
instigator of credit expansion and inflation. 

4 [Knut Wicksell, Interest and Prices (New York: Macmillan, [1898] 1936).—Ed.] 
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If the institution of credit expansion and other types of government 
inflation had been invented in the seventeenth century the history of the 
struggle of the Stuarts with the British Parliament would have been very 
different.Charles I [1600–1649] wouldn’t have had any problems in getting 
the money he needed if he could simply have ordered the Bank of 
England, which didn’t exist in his time, to grant him credit. He would then 
have been in a position to organize an army of the King and to defeat 
Parliament.This is only one aspect. 

The second aspect—I don’t believe that this country could stand 
psychologically a recurrence of a crisis like that of 1929.And the only way 
to avoid such a crisis is by preventing the boom.We are already very far 
along in this boom, but we could still stop it in time. However, there is a 
great danger.While capital goods are limited in amount and are scarce and 
would, therefore, limit those projects which can be executed and make 
many projects appear impossible for the time being, credit expansion can 
hide by the illusion of an increase in the capital reported in dollars on the 
books. Credit expansion creates the illusion of available capital, while in 
fact there is not. 

The fundamental problem of the nineteenth century was that people 
didn’t realize these things.As a result, capitalism was very much discredited, 
for people believed that the almost periodic occurrence of depressions 
was a phenomenon of capitalism. Marx and his followers expected the 
depressions to get progressively worse, and Stalin still says openly every day: 
“We have only to wait. There will be a very bad crisis in the capitalist 
countries.” If we want to thwart these plans we must realize that sound 
credit policies acknowledge the fact that there is a scarcity of capital goods, 
that capital cannot simply be increased by credit expansion. This must 
come to be recognized by our businessmen and politicians. 

* * * * 
[Additional comments by Mises during the question-and-answer period.] 
What happened in the past with credit expansion has been, by and 

large, absorbed and adjusted to by the market. I would say, take as “given” 
the conditions as they have happened in the past, and say only that for 
the future there should be no more credit expansion. In the future no 
additional banknotes should be issued, no additional credit should be 
entered on a bank account subject to check, unless there is 100 percent 
coverage in money. This is the 100-percent plan. With respect to today’s 
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situation, we should leave everything that has happened in the past alone— 
we should not attempt to reverse it because that would be deflationary. 
Deflation is not as dangerous, not as bad, as inflation. Deflation is 
expensive for the government, while inflation is profitable for the govern-
ment. But deflation, too, must be avoided. 

If there hadn’t been any privileged banks and if government had not 
forced citizens to take the banknotes by making them “legal tender,” 
banknotes would never have become popular.The average citizen today in 
every country of the world, with the exception of the most backward 
countries, considers as money every scrap of paper upon which the 
government or an institution privileged by the government has printed the 
magic words “legal tender.” But it was different in the past. It was not easy 
to make people accept banknotes.They took them because the banknotes 
were better than nothing. If a person didn’t want the banknotes he 
could take them back to the bank that issued them; and if the bank 
couldn’t redeem them the bank went broke.The “wonderful” thing about 
government-issued banknotes, from the point of view of the government 
and the banks, is that the bank is not required to redeem them, except 
perhaps in legal tender money, which is again banknotes. 

If the governments had never interfered with money and banking, it 
would be possible to leave every citizen free to issue his own banknotes. I 
want to give everybody the right to issue his own banknotes.The problem 
then would be to get other men to accept such private banknotes; maybe 
nobody will take them. I am not against banknotes as such; I am only 
against banknotes that are protected by some government privilege. I want 
the banknotes issued in the past to retain their privilege, but no more legal 
tender banknotes and no more credit expansion! 

If I say that the return to the gold standard is necessary it is 
because it makes inflation impossible. Under the gold standard the amount 
of money depends on geological factors that cannot be controlled by the 
government. It is not an unreasonable standard because it is the only 
alternative to making money completely dependent on the government. 
If King Charles I [1600–1649] had had the power to print paper money 
he would probably have been in a much better position in his fight against 
the government. 

Under the gold standard, the supply of money is independent of the 
changing whims and political programs of governments and political 
parties. For centuries there were struggles on the part of the predecessors 
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of our parliamentary bodies against the princes who wanted to debase 
the currency. The princes said, “What counts is only the name which I 
give to money.” But their silver money got a “red face” when the princes 
adulterated it with copper, all the while declaring that their new alloyed 
money, which contained less silver than the old money, still had the same 
purchasing power and the same legal tender power as the old money. If the 
government is in a position to provide for some of its expenditures by 
creating money, it no longer needs to depend, let us say, on Congress. 
Historically and politically the gold standard is an implement in the system 
of legislation that limits the power of government and makes government 
dependent on the will of the people. 
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8 T H  L E C T U R E  

Profit and Loss,
Private Property, and the 

Achievements of Capitalism

IN DEALING WITH ALL MATTERS CONCERNING CAPITALISM, it is 
fundamental never to forget the difference between “capital goods” and 
“capital.” “Capital goods” are physical things. The concept of “capital” is 
purely a theoretical concept within the framework of a definite method of 
calculation and computation. The evolution of this concept of capital 
finally resulted in including in the accountant’s concept of capital, the 
auditor’s concept, and also those things that are not capital goods. 

The system of accountancy started, of course, with businessmen. 
Anxious to know what the results of their transactions were they 
developed this method of accounting—double-entry bookkeeping and so 
on.The concept of capital that they applied referred to, and included, only 
those funds that they had diverted to the development of business. It did 
not include real estate or the private property of the head of the enterprise, 
of his family, and so on. You can still read in legal treatises and papers essays 
debating whether or not the private capital of the owner should be 
included in the balance sheet of a firm. According to the methods in 
practice in accountancy, the concept of capital as used today includes the 
real estate and all rights owned by the enterprise. 

Agriculturists also began to pay attention to these problems, but only 
much later. In the beginning they developed methods of accounting which 
were limited to the operation of the farm only, without including the 
whole property of the owner. I mention these facts because if you look 
into the balance sheet of an enterprise there is room for the building, the 
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real estate, owned by the enterprise.The concept of capital as used today 
includes more than capital goods; it includes all the things owned by 
the enterprise. 

From this point of view we must raise the question also of whether or 
not there are other distinctions which may have greater importance for the 
practical problems of capital. If we speak of capital we discover that we 
have in mind all the total material factors of production as far as they may 
be used for production purposes. 

If we talk about the decisions to be made concerning the employment 
of capital, we must take into account the fact that the greater part of 
the capital available is embodied in nonconvertible or not perfectly 
convertible goods. Capital goods are intermediary factors between the 
natural goods and the final consumer’s goods. In a changing world, in 
which the productive processes and other things are constantly changing, 
the question is whether we can use these intermediary products, which 
were originally designed for a specific end use, for any other end. Is it 
possible, even after a change in plans and intentions, to use for other 
purposes capital accumulated or produced in the past with different plans 
and different intentions in mind? This is the problem of the convertibility 
of capital goods. 

For more than one hundred years, a movement popular in the whole 
world, today especially in California, is represented by a group of reformers 
who call themselves “technocrats.” Technocrats criticize the fact that 
we have still going on side by side with the most modern methods of 
production, processes of production of an outdated character.And they are 
not the only ones to criticize this fact.They point out how wonderful it 
would be if all that they call “economic backwardness” were eliminated, if 
we had all the factories located in the best places, and if all the factories 
were equipped with the most modern equipment.Then there wouldn’t be 
any backwardness, nor any machines and methods of production being 
used which are no longer up to date. There was a German, or a Russian— 
I had better say a Baltic—socialist who pointed out, for instance, how 
backward German agriculture was. He would abandon or diminish all 
existing farms and machines, substitute the most modern achievements of 
agriculture, and then it would be possible to produce everything cheaper. 

The weak point of these plans is that the capital accumulated in the 
past was in the form of capital goods that represented the technical wisdom 
of the ages in which it was accumulated. Although the factories are 
out of date it does not necessarily mean that the old machines have to 



P R O F I T  A N D  L O S S , P R I V A T E  P R O P E R T Y, A N D  C A P I T A L I S M

79

MARXISM UNMASKED desk  8/22/06  9:22 AM  Page 79

be sold as scrap iron and new machines substituted. It depends upon the 
superiority of the new machines. Unless it is impossible for the old factory 
to make any surplus over current expenses, it would be a waste, not only 
both from the point of view of the individual factory owner but also from 
the point of view of a socialistic system that had to deal with the same 
thing.The problem is similar to that of a man who must choose between 
buying a new typewriter or a new television set because better ones have 
now been invented, or buying something else that he doesn’t have at all. 
Just as not everybody will throw away his old typewriter or his car when 
a new model appears, so will a businessman have to make similar decisions 
in business.While in the household precise calculations are not needed, in 
business these decisions are made on the basis of more careful calculations. 

The capital equipment that makes up the wealth of our age and that 
also makes one country richer as against poorer countries is embodied in 
capital goods created in the past by our ancestors, or created by ourselves 
under different technical conditions and for different purposes. If we want 
to use this old capital equipment in the future, too, in spite of the fact that 
it does not render as much service as new equipment, we do so because 
we consider the service it renders worth more than what we can gain by 
throwing away the old machines and replacing them with new machines. 

The settlement of the world was done in other ages under other 
assumptions and other conditions with other technical knowledge. If we 
were to come to earth from another planet with perfect knowledge of 
today’s geographical conditions, we would settle the world with the use of 
that other knowledge, knowledge very different from that which was 
responsible for our present capital equipment. In the past our wealth 
consisted to a great extent of capital goods adjusted to conditions which 
are different from our conditions. Decisions of the past were based on 
conditions at that time. The fact that our ancestors made the decisions 
they did helps to influence us to keep things as they are; it wouldn’t be 
worthwhile to abandon the investments of the past. In every individual 
case we have to make a decision between continuing in the old ways, in 
spite of the fact that we now know better, or renouncing the old ways for 
some other employment of additional capital goods which we now 
consider more important. 

In answer to the technocrats, we say we are not rich enough to scrap 
everything that was built in the past. Perhaps it would be better to have the 
industrial centers somewhere else than where they were built in the past. 
But this transfer, this shifting, is a very slow process. It depends on the 
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superiority of the new sites. This is a refutation of the famous 
infant-industry argument, which says that the new industries must be 
protected against the old industries. In this case too—in the case of shifting 
industries from physically less favorable to more favorable sites—the 
decision must depend on the degree of superiority of the new sites. If the 
superiority of the new sites is sufficient the industries will move without 
any outside assistance at all. If it is not sufficient, it is a waste to assist 
industries to make such a move. (For instance, the textile industries 
developed in New England even though the cotton was grown in the 
south. More lately the textile mills have been shifting to the south, again 
without any outside assistance.) If the advantage to be derived from the 
abandonment of capital goods is great enough, the change will be made. 

Technical backwardness is not the same as economic backwardness. If 
capital needed for eliminating this technical backwardness, from our point 
of view or from the point of view of the buying public, has a more urgent 
employment somewhere else, then it would be economically a very serious 
mistake to employ it in making changes to new equipment simply because 
there are already better machines. 

Capital goods are scarce.The economic problem consists precisely in 
the fact that consumers seek to employ them for the satisfaction of their 
most urgent not-yet-satisfied demands. The economic problem is not to 
employ capital goods for producing something which is less important 
than another product, which cannot be started precisely on account of the 
fact that these capital goods are being employed in the production of the 
less important product.This is what unprofitability means. A businessman 
says, “This is unprofitable.The project could be undertaken but it would 
be unprofitable.Therefore, we do not want to start it.” What the socialists 
say is,“But businessmen are greedy; they want to produce only those things 
which are profitable, not those which are unprofitable.” However, what 
makes an enterprise unprofitable is that, given the prices of the factors of 
production and the rate of interest, the anticipated proceeds would lag 
behind the expenditures. 

What does it mean if the price of copper is higher than it used to be? 
It means that consumers are ready to pay a higher price for the copper that 
goes into the making of other products; they are not ready to pay the 
higher price for copper in its present uses. They make some prices high 
enough to make the production of other products profitable. On the other 
hand, if there is an increase in the supply of copper, or if some branches of 
business which used to employ copper until now use something else 
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instead of copper in production, then copper becomes more readily 
available, the price of copper drops, and it now becomes profitable to use 
copper to produce some things that yesterday were unprofitable. 
Ultimately it is the consumers, in their buying, who determine what 
should be produced and what should not be produced. 

When aluminum was first introduced, many things could not be 
produced from aluminum because its price was very high. Napoleon III 
[1808–1873] immediately had the idea to give to his cavalry armor of 
aluminum, but it was so expensive then that it would have been cheaper 
to give them armor made of silver. When I was a child, aluminum was used 
for children’s toys, but the really serious industrial use of aluminum was 
then more or less out of the question. Slowly the production of aluminum 
improved and the use of aluminum for many articles became possible. 
Years ago, it was as unprofitable to use aluminum as it is today to use some 
high-grade metals for certain commercial purposes. 

The slogan “Production for use and not for profit” is meaningless. A 
businessman produces for profit. But he can make profits only because 
consumers want to use the things he produces, because they want to use 
them more urgently than other things. 

In the absence of profits and losses there wouldn’t be any guides for 
production. It is profits or losses that show the businessmen what the 
consumers are asking for most urgently, in what qualities and in what 
quantities. In a system in which there were no profits or losses, the 
businessman would not know what the wishes of the consumers were, and 
he wouldn’t be able to arrange his production processes according to the 
wishes of the consumers. 

Besides this function of profit or loss there is the role they play in 
shifting ownership of the means of production into the hands of those who 
knew—in the past, of course, i.e., until yesterday—how best to employ 
them for the needs of the consumers.This is no guarantee that the means 
of production will be used in the best way tomorrow. But if they aren’t, the 
owners will suffer losses. And if they do not change their methods of 
production, they will lose their property and will be thrown out of their 
eminent position as the owners of factors of production. But this is 
something given, and it cannot be changed. Every judgment about people 
refers to the past. A candidate in an election can only be judged by what 
he has done in the past.The same applies also to the choice of a doctor, a 
shop, and so on, and also to producers. It is always good will referring to 
the past. 
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Past profits shift the ownership of the means of production from the 
hands of those who were less efficient in using them in the eyes of the 
public into the hands of those who are expected to be more efficient. 
Therefore, the meaning of ownership of the means of production is very 
different in a system based on the division of labor from its meaning in a 
feudal system. In a feudal system, private ownership was acquired by 
conquest or by the arbitrary appropriation of pieces of land. The 
proprietor was the conqueror; the supreme conqueror was the head of the 
army, the king, the “Führer.” Other people acquired private property as 
gifts from the supreme lord.There was a whole hierarchy—kings, dukes, 
knights, and so on, and at the bottom were the people with no property. 
The dukes and knights could lose their property by being deprived of their 
“gift” by the higher authority—the king—revoking his gift; or they might 
be defeated by a successful conqueror. This system prevailed until 
capitalism replaced it to varying degrees in many countries. 

If you study the history of private ownership in land you can, of 
course, go back either to conquest or to appropriation of ownerless 
property by somebody. From this point of view, the older critics of private 
ownership said property does not have a legal origin; it was acquired by 
might, by conquest, without any legal basis. Hence, they say they want to 
take it away from the current private owners and give it to everybody. 
Whether the origin described here is right or wrong is one question. 
Another question is what to do now that property is privately owned. 

The socialists took over this critique of the origin of property without 
realizing the enormous difference that existed between then and now. If 
you say that in the old days the owners of land did not depend on the 
market, that is true; there was no market; there was only an insignificant 
amount of trade.The feudal lord had only one real way to spend his great 
income in the products of the earth—to retain a great retinue of armed 
men in order to fight his battles.The court of a feudal lord consisted of an 
enormous household in which many people lived (boarders I would say), 
supported by the great estate. In Brandenburg in Berlin, for instance, there 
was one case of a councilor in the sixteenth century who was living in 
the king’s household. This is very different from the conditions in the 
market economy. 

In the market economy, private ownership is, as it were, a social 
function because it can be retained and enlarged only by serving customers 
in the cheapest and best possible way. Those who do not know how to 
serve consumers in the cheapest and best possible way suffer losses. If they 
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do not change their methods of production in time they are thrown out 
of their positions as owners, entrepreneurs, capitalists, and shifted to 
positions in which they no longer have entrepreneurial and capitalistic 
functions.Therefore, the meaning of private ownership in the capitalistic 
system is entirely different from the meaning of private ownership in the 
feudal system. 

Critics of private ownership are still living mentally in the Middle Ages 
(like critics of interest and creditors). They don’t realize that the market 
determines every day who should own what and how much he should 
own.The market gives ownership to those people who are best fitted to 
use the means of production for the best possible satisfaction of the needs 
of the consumers.Therefore it is not correct to criticize the institutions of 
private property by citing conditions as they existed in the early days under 
feudal conditions, under absolute kings. 

As President Franklin Roosevelt [1882–1945] said, capitalism has 
never been really tried.1 There always remains something from the old 
days. But it is absolutely useless to tell us today, “Look how the wealth of 
many aristocratic families originated in the seventeenth century.” Some 
modern wealthy people may be descendants of wealthy aristocratic fami-
lies, but what has that to do with the situation today? The Prussian Junkers 
were still privileged in the nineteenth century and early twentieth century; 
they could retain their property only because the whole apparatus of the 
imperial government was glad to preserve them, to protect them, and to 
prevent consumers from putting persons in their places who were better 
equipped to serve consumers. 

We must realize that every governmental measure that lowers the 
amount of profit successful enterprises can make or which taxes away their 
profits is a measure that weakens the influence of the consumers over 
producers. For example, the great industrial fortunes of the nineteenth 
century were acquired by successful innovators in their business. Henry 
Ford [1863–1947] started with almost nothing; he made enormous profits 
which were plowed back in his enterprise; in this way over a comparatively 
short time he developed one of the biggest fortunes of the United States. 
The result was that something quite new happened, mass production of 

1 [“A program whose basic thesis is, not that the system of free enterprise for profit has 
failed in this generation, but that it has not yet been tried.” F. D. Roosevelt, as quoted in 
Chapter 1, Friedrich A. Hayek, The Road to Serfdom (Chicago: University of Chicago 
Press, 1944), p. 10.—Ed.] 
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automobiles for the masses. At the beginning of the twentieth century 
there were some successful motor cars. The French Renault cost about 
$10,000 in gold; it was a luxury car for a few very rich men. The activities 
of Ford and of some other people made the motor car something 
for everybody. In this way great fortunes were developed. The great 
department stores and the great factories developed in this way. But now 
this cannot happen. If a man starts a small enterprise and makes huge 
profits, the greater part of this profit is absorbed by taxes. However, there 
are still some loopholes. If you have a good accountant you may avoid 
being expropriated 90 percent and may be expropriated only 70 percent. 
But the greater part of the profits which would have been reinvested are 
taken by the government and spent for current expenses. 

In the case of department stores, formerly an old store had to compete 
for potential new consumers with new competitors.Today this is no longer 
the case. The small man will never develop into a big store because his 
profits are taken away by the government. It is true that the old and new 
stores operate under the same laws; the large old store also has to pay high 
income taxes. But the old store has already accumulated the capital needed 
for a big business, while the new man is prevented from accumulating the 
capital needed to expand into a big-scale enterprise. The consequence, 
therefore, is that the competitive spirit could easily disappear from the 
management of the big store.Without any danger to the old store in the 
conduct of its affairs, the old store may sometimes become “lazy.” 

There are people who say capitalism is dying because the spirit of 
competition no longer exists as it used to and because great enterprises 
become bureaucratic. But capitalism is not dying; people are murdering it. 
There is a difference between dying by a disease that finally results in death 
and dying as a result of assault and assassination. It is fantastic to use as an 
argument against capitalism the fact that the competitive spirit in business 
is weakening and that businesses sometimes become bureaucratic. This is 
precisely due to the fact that people are fighting against the capitalistic 
system and don’t want to tolerate the institutions that are essential for 
its existence.Therefore, I must say something about the difference between 
profit and loss under business management on the one hand, and 
bureaucratic management on the other hand. 

Profit-and-loss management is the sign of an enterprise, of an outfit, 
that is subject to the supremacy of the market, i.e., the supremacy of 
consumers. In such an outfit the determining factor is “Is it profitable or 
not?” This yardstick is applied not only to the whole enterprise but to 



P R O F I T  A N D  L O S S , P R I V A T E  P R O P E R T Y, A N D  C A P I T A L I S M

85

MARXISM UNMASKED desk  8/22/06  9:22 AM  Page 85

every portion of the enterprise. This is the method of double-entry 
accounting which Goethe characterized in such a wonderful way by saying 
that it makes it possible for the man at the head of an organization to 
control every aspect of a business without becoming enmeshed in too 
much detail work. 

Under such an accounting system you can establish whether or not 
any special department or branch pays. For instance, an enterprise in 
New York has a branch store in San Francisco.There is only one standard 
the head of the company in New York need apply: is it profitable? He has 
a special balance sheet for the store in San Francisco. He assigns to this 
branch on his books the necessary capital, compares the costs and the 
prices of this branch, and on this basis judges whether or not it is useful, 
whether or not it is profitable, for the total enterprise to continue this 
branch office in San Francisco. He can leave all the details to the head of 
the branch office in San Francisco because this man always knows that he 
is responsible. It is not necessary that the branch manager get a share of the 
profits. He knows very well that if the branch does not pay it will be 
discontinued and he will lose his job; his future depends on this branch. 
Therefore, the man in New York does not have to say to this branch 
manager in San Francisco anything more than, “Make profits!” The head 
in New York doesn’t interfere because if he does and the branch office has 
losses, the branch manager will be able to say it was because “You ordered 
me to do so and so.” 

The consumers are supreme. The consumers are not always 
intelligent—not at all—but the consumers are sovereign. They can be 
stupid and they may change their minds, but we must accept the fact that 
they are sovereign. Businessmen are subject to the supremacy of 
the consumers. The same is, of course, true for the whole business 
establishment; the decisive voice is the voice of the consumers. It is not the 
problem of the producers or manufacturers to criticize consumers, to say, 
“These people have bad tastes—I recommend they buy something else.” 
This is the task of philosophers and artists.A great painter, a great leader, a 
man who wants to play a role in history must not yield to the bad taste 
of consumers. However, businessmen are subject to profit-and-loss 
management and are directed in every detail by the wishes of the 
consumers.The consumers are supreme; they are buying the product and 
this is justification for the producer. If it is not weakened by government 
interference, this is profit-and-loss management, production for consumers. 
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Now what is bureaucratic management? People often confuse 
bigness with bureaucracy. Even such an eminent man as Max Weber 
[1864–1920] thought that the essential factor of a bureaucracy was that 
people sat at desks and had a lot of paperwork to do. But this is not the 
essential feature of a bureaucracy. The characteristic of a bureaucracy is that 
it deals with things which are necessary but which cannot be sold and 
that do not have a price on the market. Such a thing, for instance, is the 
protection of individuals against gangsters and other criminals. This is 
the job of the police department. It is very important, indispensable. But 
the services of the police department cannot be sold on the market. 
Therefore, you cannot judge the results of these police operations in the 
same way as you can judge the operations of a shoe factory. The shoe 
factory can say, “The public approves of our operations because we make 
profits.”The police department can only say the public approves through 
the actions of its town council, congress, parliament, and so on.Therefore, 
the system of management which must be used for a police system is the 
bureaucratic system. 

The nation, or the citizenry, elects parliamentary bodies and these 
parliamentary bodies determine how much should be spent for the various 
functions of the government, including the police department. You cannot 
evaluate in dollars and pennies the results of a police department. 
And, therefore, you cannot have bookkeeping and auditing of a police 
department in the same way you do in private businesses. In private 
businesses, the expenses are measured in terms of dollars against the 
proceeds. In the police department you cannot measure the expenses 
against the proceeds. The police department has only expenses. The 
“proceeds” of a police department are, for instance, the fact that you can 
walk safely through the town, even after midnight. Such proceeds cannot 
be evaluated in terms of money. 

The parliaments set the budget for the police department; they 
determine the amount of money to be spent.They must also tell the police 
department what services they should perform.The FBI could no doubt 
be improved by increasing its appropriations, but it is the will of the people 
that it not go any further; the head of the Department of Justice tells the 
FBI what to do and what not to do; the Department of Justice head cannot 
leave these decisions to the “branch managers.”Therefore, the manager of 
a bureaucratic operation issues instructions on many things which appear 
unnecessary to the businessman—how often to clean the offices, how 
many telephones to have, how many men to watch a certain building, and 
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so forth.These detailed instructions are necessary because in a bureaucracy 
what has to be done and what has not to be done must be determined by 
such rules. Otherwise the man on the spot would spend money without 
giving heed to the total budget. If there is a limited budget you must tell 
the employees what they can and what they cannot do.This refers to all 
branches of government administration. 

This is bureaucracy, and in these areas it is indispensable.You cannot 
leave it to the individual employee; you cannot tell a man, “Here is a big 
hospital. Do what you want with it.” A limit is drawn by the parliament, 
the state, or the union and, therefore, it is necessary to limit the money 
spent in each department.This bureaucratic method of management does 
not apply under profit management. But, of course, if you weaken the 
profit motive of private businesses, bureaucratic ideas and bureaucratic 
management creeps in. 

Given the present-day excess-profits tax, corporation taxes, and 
individual taxes on corporation shareholders, many enterprises say when 
calculating a new expenditure,“It means an expenditure of $100 more, of 
course. But considering the 82 percent tax I must pay on the firm’s 
earnings, it will cost much less. If I don’t spend this $100 on business, I will 
still have to pay a tax of $82.Therefore, spending this $100 will cost the 
firm only $18.” People calculating this way no longer compare the total 
expenditure with the advantages to be derived from it on the market; they 
compare only that part of the expenditures which affects their own 
income. In other words, in spending $100 on its business, the company 
could afford to be lavish, wasteful, or extravagant; it would no longer 
consider consumer wishes primarily. 

If this tax system is continued, it could lead finally to complete 
government control. For instance, if government takes 100 percent of a 
company’s income, its business expenses would all be deductible and 
chargeable to the government.The company wouldn’t need to worry then 
about consumer sovereignty, about whether consumers would be willing 
to pay enough for their product to cover costs; it wouldn’t need to worry 
about keeping expenses down. But then the government couldn’t allow 
the business to do as it wished; the government would have to control all 
aspects of the business’s operations.Therefore, if you hear that business is 
becoming bureaucratic and wasteful, it is not the consequence of big 
business, of capitalism, of an unhampered market system; it is the 
consequence of government taxation and government interference with 
these things. 
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9 T H  L E C T U R E  

Foreign Investments and the
Spirit of Capitalism

THREE HUNDRED YEARS AGO, economic conditions in the world were 
more uniform than at present. There were some savage tribes, of course, 
but except for them the greater part of the world by and large had reached 
the same level of technological development and civilization. Then there 
came a radical change in some countries. Capitalism developed in the West; 
there was an accumulation and investment of capital; tools were perfected; 
Western civilization developed. Today there is an immense difference 
between Western civilization in the “advanced” countries of the world and 
conditions in the “backward” countries. 

This distinction was even somewhat sharper in the early and middle 
part of the nineteenth century.A man who visited England and Romania 
in 1700 would not have seen any remarkable differences in the methods 
of production. By the year 1850, these differences were enormous. 
These differences were then so considerable that one could say, and some 
people believed, that the disparities would never disappear, that they would 
remain forever. 

These differences consisted in the fact that there was greater capital 
investment, very much greater capital investment, in the West. But this 
capital investment, these capital goods are nothing but intermediate 
products.The head start these countries had attained over the “backward” 
countries consisted only in the matter of time. The Western nations had 
started earlier on the road toward improving economic conditions. The 
“backward” countries had still to begin. But there was time. It would have 
been a slow process. However, these backward nations would have found 
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enterprise much easier, for there was no need for them to make 
experiments with unsuccessful methods of production.They didn’t have to 
make the inventions anew; they could simply take them over from the 
Western countries. In time, this would have reduced the discrepancy in 
economic levels, but some difference would have remained. 

There was no secrecy about the technological inventions of Western 
civilization.The most intelligent young men in the “backward” countries 
went to schools in the West to learn all they could about methods of 
production. Then they could bring Western technology to their own 
countries. But technology was not the only thing. What was lacking in the 
“backward” countries was the mentality that had produced capitalism in 
the West and the institutions brought about by that mentality. 

Capitalism couldn’t develop in the “backward” nations because the 
people didn’t like capitalism, and because businessmen there were exposed 
to dangers which didn’t exist in the West where there was the Rule of Law. 
The important thing for these “backward” nations, which were mostly in 
the East, was to change radically their mentality, their idea of economics. 
They had to recognize that the greater the number of rich there are, the 
better it is for the poor, that the presence of rich people is necessary for 
the abolition of the poverty of the masses. But this idea didn’t enter into 
the minds of these people. The farther they were from Europe, the less 
they realized that the essence of capitalistic development was not the 
technological knowledge and capital goods but the mentality which had 
made it possible to accumulate large-scale capital and capital goods. 

The people in the “backward” nations, especially those in Asia, saw 
only their technological backwardness. If these countries had powerful 
governments, powerful in dominating their own country, what they 
wanted first of all, what they envied most of all, was the better weaponry 
produced by the West.These kings of the East were interested first of all in 
getting better guns; they were little interested in other things. But the 
patriots who did not consider war as the most important manifestation 
of the human mind were interested in technology. So they sent their 
sons to technological universities in the West and invited professors and 
industrialists from the West to come to their countries. But they didn’t 
grasp the real difference between the East and the West, the difference 
in ideas. 

If the people in the “backward” nations had been left alone, they 
would probably never have improved conditions in their own countries; 
they probably wouldn’t have adopted the ideologies necessary to transform 
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their countries into “modern” countries. Even if they had done this, 
it would have been a very slow process. It would have been necessary 
for them to start from the grass roots. First, they would have had to 
accumulate capital to construct, let us say, equipment for the mines, in 
order to produce ore and from this ore to produce metals, and then the 
railroads. It would have been a very long, slow process. 

But what really happened was a phenomenon that nobody in the 
eighteenth century had considered. What developed was foreign 
investment. Considered from the point of view of world history, foreign 
investment was a most important phenomenon. Foreign investment meant 
that the capitalists in the West provided the capital required for the 
transformation of a part of the economic system of the “backward” 
countries into a modern society. This was something entirely new, 
something unknown in earlier ages. In 1817, when Ricardo wrote his 
book On the Principles of Political Economy and Taxation, he simply assumed 
as a fact that there was no capital investment abroad. 

The capital investment that developed in the nineteenth century was 
very different from what had taken place under the old colonial system as 
it developed from the fifteenth century on.Then it had been a search for 
agricultural materials, natural resources, and products that could not be 
obtained in Europe. A silly explanation of their desire to trade was that the 
colonial powers were interested in getting foreign markets for their 
production. Actually the colonial powers exploited the colonies in order 
to get materials; they were very happy when they didn’t have to give 
anything for the resources they wanted, when they could get the foreign 
products for nothing. These early colonists were more often pirates and 
robbers than tradesmen. They considered selling abroad only as a sort of 
emergency measure if they couldn’t get what they wanted without paying 
for it. They really had very little interest in investing—they only wanted 
the raw materials. 

Of course, they couldn’t prevent some citizens from their own 
countries from settling in these colonies and starting agricultural 
production. As a by-product of these colonial ventures of the fifteenth– 
eighteenth centuries, some important colonies developed overseas. The 
most important, of course, was the United States, and secondly the Latin 
American countries. But from the point of view of the European 
merchants and tradesmen, there was little interest in the fact that some 
members of the lower classes migrated and settled in the United States. For 
a long time they probably considered the islands in the Caribbean more 
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important because there they could produce something they wanted— 
sugar. The settlements in America were not a part of the old colonial 
policy; they developed in spite of the ideas of the government, at least not 
because of them. 

In the eighteenth century there was already some investment in 
the North American colonies, but it was not yet a phenomenon of 
great historical importance. The real foreign investment started in the 
nineteenth century. This foreign investment was different from the earlier 
colonial investment insofar as it took place in territories owned and ruled 
by foreign governments. 

This foreign investment was developed in two different ways. One 
development was the investment in colonies owned by the several colonial 
powers, i.e., in countries dependent on European nations, for instance, the 
British investments in India. But still more important were the investments 
in countries that were politically independent and some of which were 
highly developed, such as the United States. The American railroads, for 
instance, were built to a great extent with the aid of European capital. 
Investments in the United States, Canada, and Australia were different from 
investments in other foreign countries because those three countries were 
not “backward” in the sense that they lacked the business mentality.These 
investments had a very different history because they were really used 
in the best possible way, and also because they were later completely 
paid back. In the 1860s and 1870s one of the most important investment 
opportunities for Europeans was to invest in the United States. 

Capital investment in a country means, of course, what is called an 
“unfavorable balance of trade.”The United States imported capital in the 
nineteenth century. Therefore, in the nineteenth century there was an 
excess, by and large, of imports to the United States over exports from the 
United States. But then from the last decade of the nineteenth century on, 
the United States began to pay back the investments the Europeans had 
made. Then there was an excess of exports over imports; the balance of 
trade became, therefore, “active.” The difference was paid for by the 
purchases by U.S. citizens of American shares and bonds that before had 
been sold to Europeans.This went on until after World War I.The United 
States then became the greatest money lender and investor in the world. 

The capital from Europe, and later from North America, that came 
to these countries made it possible for European and North American 
countries to expand their economic systems. One result of these foreign 
investments was that certain branches of production were developed in 
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countries where they wouldn’t have been developed at all, or where they 
would have been developed only much later and certainly not in the way 
in which they were actually developed. The consequences undoubtedly 
benefited both the countries that invested and the countries in which the 
investments had been made. 

Very soon an attitude hostile to foreign investors and foreign creditors 
developed in many of the countries which had benefited from this foreign 
investment. Such things even happened to some extent in the United 
States. One reason why the Confederate States didn’t get more than one 
small loan from Europe during the Civil War was that in their files Jefferson 
Davis [1808–1889] had a black mark against him. Before he became 
president of the Confederacy, Davis had worked to repudiate a state loan 
in Mississippi, and the European bankers at that time had a good memory. 
However, such things happened more often in other countries than they 
did in the United States. 

On the one hand some countries had a specific idea about how foreign 
investors and foreign creditors should be treated. On the other hand there 
were European governments waiting to intervene when such conflicts 
became acute, to protect the “rights” as they said, of their citizens. As a 
matter of fact, these European governments were not very much interested 
in the “rights” of their citizens. What they wanted was a pretext for 
colonial conquest. After the Congress of Vienna [1814–1815], it was a 
very disagreeable situation to be an army officer in Europe which was, by 
and large, at peace. The governments, and especially their armies and 
navies, were anxious to gain success abroad. They wanted victories, and 
some governments believed that public opinion expected such victories. If 
they went to war, they might be defeated and their prestige would suffer. 
This led some of them to seek colonial exploitation. For instance, the 
government of Napoleon III, which suffered from really bad treatment of 
French investors in the Republic of Mexico, embarked in the 1860s on a 
great adventure in Mexico. In the beginning, it brought some success to 
the French army, but it did not end as the French had hoped. 

The countries which had been benefited from foreign investment 
misunderstood the meaning and advantages of foreign investment. There 
was a popular movement against foreign investors.Throughout the world, 
the principle of national sovereignty became accepted; it was maintained 
that an outside nation does not have the right to interfere if the rights of 
its citizens in another country are being violated. This was called the 
sovereignty doctrine.We are not interested in the legal excuses for placing 
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obstacles in the path of foreign investors. But the result of the whole 
movement was that foreign investments and foreign loans granted to a 
country were completely at the mercy of every sovereign nation. 
These countries declared the foreigners to be exploiters and they tried to 
demonstrate the presence of exploitation by various theories which are not 
worth mentioning. 

The Marxians provided several doctrines which related foreign 
investment to imperialism.They maintained imperialism is bad and must 
be abolished at any cost. These Marxian doctrines, especially those of Rosa 
Luxemburg [1871–1919], cannot be explained without entering into the 
whole value theory of Karl Marx.These Marxian doctrines of imperialism 
declared that foreign investment is both detrimental to the country from 
which capital is exported and detrimental to the country to which it is 
imported. Foreign investment is imperialism—imperialism means war— 
and therefore foreign countries are conquerors. The naïve reader of a 
newspaper is very astonished to learn that the United States, which is today 
practically the only country that can make foreign investments, is an 
imperialistic power and that a loan granted by the United States to another 
country means aggression against that country. This is a consequence of 
these ideas. But are they true? Did the capitalists of one country go into 
foreign countries, as this doctrine declares, in order to withhold capital and 
the advantages of additional capital investment from their own citizens? 

Let us look at the motives of an individual capitalist entrepreneur.Why 
did he not invest at home? Because he believed that investing abroad was 
more profitable than investing at home.Why was this the case? Because the 
consumers on the domestic market were asking more urgently for prod-
ucts which could be produced only with the aid of foreign resources than 
they were asking for products which could have been produced by an 
expansion of domestic industries. For example, until a short time ago 
Europe had practically no oil production. Except for a very small quantity 
of inferior quality oil in Romania and in a part of the Austro-Hungarian 
Empire that later became a part of Poland one could produce practically 
no oil in Europe. Therefore, instead of expanding European industries 
when consumers began to ask for more oil products, it became profitable 
to go to foreign countries and invest there in order to produce oil. The 
same was true of many other articles. For instance, the greater part of the 
cooking fats and soaps produced in Europe were made from plants that 
couldn’t be grown in Europe. A great part of European consumption was 
consumption of things produced from raw materials that couldn’t be 
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produced in Europe at all, or that could be produced there only at a much 
higher cost. 

At the beginning of the nineteenth century, when the question was 
protectionism against free trade, the slogan of the free traders in Britain was 
the simple Englishman’s breakfast table for which all the products were 
either directly or indirectly imported from abroad. Even if some of them 
were produced at home, it was with the aid of fertilizer or fodder 
from abroad. In order to develop the products for the Englishman’s 
breakfast, European investors went abroad and in the process they 
developed a demand for the products of English manufacturers.They also 
had to establish transport systems, harbors, and so on.Therefore, it is simply 
not true that European consumers and then later American consumers 
were hurt by capital exports; the capital was exported to invest in the 
production of things that European and American consumers wanted.The 
domestic resources of the European nations were lamentably insufficient; 
it would have been impossible for them to feed and clothe their 
populations out of domestic resources. In spite of the fact that there are 
now seven times more people in England than at the start of the Industrial 
Revolution,1 the standard of living is incomparably higher. This was 
possible only because capital had been invested and large-scale production 
had been started in England and abroad—railroads, mines, and so on. 

On the eve of the Second World War, the economic structure of 
British life was characterized by the fact that Great Britain imported about 
£400,000,000 more than it exported. 50 percent of this surplus was paid 
for by the dividends and profits of British-owned enterprises abroad and 
by the interest on bonds of foreign countries owned by the British. The 
standard of living of Great Britain was determined by this fact. During 
World War II, a part of these British investments abroad were sold, mostly 
to the United States, in order to pay for the war and for the surplus of 
imports the British needed before Lend-Lease started.2 Then after the war, 
when Lend-Lease came to an end, the British government declared that it 

1 [The population of England was 41,147,938 (1952 World Almanac), as compared with 
an estimated 6 million in 1750.—Ed.] 

2 [The U.S. Lend-Lease Act of March 11, 1941, permitted the President of the United 
States to “sell, transfer title to, exchange, lease, lend, or otherwise dispose of, to any such 
government [whose defense the President deems vital to the defense of the United 
States] any defense article,” including weapons, munitions, aircraft and seagoing vessels, 
machinery, raw materials, and certain agricultural commodities.The United States thus 
could support the Allied nations’ war effort while remaining a neutral country.—Ed. ] 
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was no longer possible to feed their people without the aid of an American 
loan which was, in fact, an American gift. But even this was not enough. 
The Argentine government expropriated the shares of the British-owned 
railroad and paid for these expropriations in British currency.The British 
government then taxed the money away from the people who got this 
indemnity from Argentina, and used this money to pay for wheat, meat, 
and other foodstuffs bought from Argentina. This is a typical case of capital 
consumption. Savings of the past which had been accumulated in the 
form of railroads were sold in order to get food (current consumption). 
This is very characteristic; it shows how these foreign investments 
were consumed. 

But the greater part of European foreign investments, including British 
investments abroad, were simply expropriated. For the United States these 
expropriations and repudiations didn’t mean so much, because the United 
States is comparatively very rich and these investments didn’t play such 
a great role in the economy. Also, in my opinion, the United States is 
still accumulating additional capital. But for Great Britain, Germany, 
Switzerland, France, and other countries, this meant a considerable 
reduction in their wealth; they had invested abroad, not because they 
wanted to give away their wealth, but because they wanted income from 
the investments. 

There are many different methods of expropriation. 
1. The communistic method: If the country goes communistic, the 

government simply declares that there is no longer any private property; it 
takes and it doesn’t pay for what it takes. Sometimes they say they will pay, 
but in fact they find some excuse not to make this indemnification. 

2. Confiscatory taxation: Of course, there are in some trade agreements 
provisions prohibiting any discrimination against foreigners and this 
includes discrimination by taxation. But laws can be written so as not to 
appear to be against foreigners. 

3. Foreign-exchange control: This is the most popular method. The 
foreign corporation makes a profit in its dealings in a country but the 
foreign-exchange control laws prevent it from transferring these profits 
into another country.As an example, let us consider Hungary.There were 
foreigners who owned small or greater amounts of bonds and common 
stocks in Hungary. The Hungarian government said, “Of course, you are 
perfectly free. You have the right to receive your interest and dividends. 
But we have a law, not only for foreigners, also for Hungarians.The law says 
that the transfer of funds out of the country is forbidden. Come to 
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Hungary and live here, and you can get your money.” Often a country with 
foreign-exchange controls does not even let a man spend all his money 
earned in a short period of time—it is portioned out in monthly 
payments. In effect, this means expropriation.What they really want is for 
the producer, if he should actually come to the country, to spend not 
only the money earned in the country but also his own money which he 
brings to the country. This practically means an end to foreign investment. 
In the past if people were willing to invest capital in foreign countries 
they expected an improvement in conditions. But now this is no longer 
the case. 

In the Middle Ages, the wealthy kings and rulers traveled around their 
empires.They said they were judges and had to keep an eye on the country. 
But the real economic reason for their travels was that the prince, the 
German Kaiser, for instance, owned big estates in various parts of the 
country.They traveled with their retinue to consume what was produced 
there. It was easier to move the men to the commodities than to move the 
commodities to the prince’s palace. This is the same right that exchange 
controls give—to consume goods in the region of their origin. 

The Chinese governments were very clever. They did not expropriate 
the British. First, they prohibited them from exporting profits.Then they 
forced them to operate in such a way that there was no profit.Then they 
asked for taxes also, so that the British had to send additional money to 
China. Finally they made the British realize that you cannot do business 
with the communists, you especially cannot invest with them. 

The expropriation of the Mexican oil fields was accomplished by 
repudiation, by the nonpayment of bonds. 

The story of foreign investment can be told in a few words. 
Investments went out but only the glory, or the fame of this glory, remains. 
The result is that today there is very little readiness of people to 
invest abroad. 

It was amazing that during the interval between the first and second 
World Wars there were still investments in countries that had repudiated 
foreign investors openly or indirectly. American investors lost a lot of 
money when the German mark collapsed because the German bonds were 
Mark bonds, not gold bonds. Nevertheless, during this period there were 
many German municipalities that succeeded in getting loans from 
American investors. Sometimes these America investors were simply 
“babes in the woods”; they didn’t know what they were doing. 
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The Swedish government issued a gold dollar bond. They were paid 
for these bonds in gold dollars and promised to repay the loan in American 
gold dollars, defined as the American McKinley gold dollar.Then in 1933, 
the United States went off the gold standard.The provision in the Swedish 
loan had been formulated precisely for the unlikely event of a change in 
the American currency. But then the Swedish government declared, “We 
will repay the loan in new American dollars, Roosevelt dollars, not in 
McKinley dollars as specified in the bond.” Given such a situation it is very 
difficult to get foreign investment. 

In some Latin American countries there is no market for government 
bonds.These countries got private loans in the United States. But they will 
no longer get such loans. What has been substituted for this system of 
private investment was, first, Lend-Lease and, now, foreign aid.That means 
the American taxpayer is making gifts, not loans, to these countries. 

Institutions have been established, especially the International World 
Bank, for the purpose of giving loans, but under a guarantee. In the long 
run such a system is self-defeating. If the United States issues bonds at a 
definite rate, let us say 3 percent, then the United States is standing behind 
the bond. If a foreign government issues such a bond under the guarantee 
of the United States, then again the United States is behind this bond. If 
the United States will not pay, then this foreign government will certainly 
not pay either. Now if this foreign loan is at a higher rate, let us say 4 
percent, then the American government competes with its own bonds.The 
American government will not be in a position to sell its own bonds at 3 
percent if the foreign bond has an advantage over the American bonds— 
not only a higher interest rate but the guarantee of the American 
government besides. Therefore, such a system cannot prevail in the 
long run. The result of the whole thing is that there is no longer any 
private investment. 

Public investment abroad means something quite different from 
private investment.When the Argentine railroads were owned by private 
individuals of Great Britain, there was no infringement on the sovereignty 
of the government of Argentina. But if the railroads or harbors, for 
instance, are owned by a foreign government, this means something 
entirely different.And it means political problems become more important 
than economic problems. 
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Point Four is a very lame attempt to do away with the disastrous 
consequences of the absence of foreign investment.3 Behind it is the idea 
of teaching these backward nations “know-how.” But in the United States, 
there are many gifted engineers with “know-how” who could be offered 
positions abroad where they could use the knowledge and experience they 
have acquired in this country. Therefore, Point Four is not necessary for 
that reason.Also, there are hundreds and even thousands of foreign citizens 
in the United States and in Western universities who learn all these things. 
The art of printing was invented 500 years ago, and there are now printed 
textbooks. For those who cannot read English there are translations of 
these books. There are many clever Chinese. If a factory in China is 
backward, it is not due to the inability to acquire “know-how,” but because 
it doesn’t have the capital required. 

In 1948, there was a meeting of the World Council of Churches in 
Amsterdam. They issued a statement saying that it was unfair and unjust 
that only the countries of the West enjoyed the advantages of machines, 
while in Asia and Africa the methods of production were backward. If, 
on the eighth day of Creation, the Lord had made a limited amount of 
machines and hospitals to be distributed equally and the West had 
appropriated more than its share, then one could have said that the 
situation was unfair. But the capitalist countries actually gave very valuable 
equipment and machines as gifts to these “backward” countries and the 
“backward” countries simply expropriated them. These countries didn’t 
understand what capitalism means. They thought the machines and the 
hospitals were capitalism. But capitalism is the mentality from which the 
institutions could emerge making it possible for capital to develop in the 
West and then to construct all these things. It could be said that the West 
developed its method of production from capital it made at home. 
Capitalism is not things; it is a mentality. 

Nehru [Jawaharlal Nehru, 1889–1964] has been quoted as saying: 
“We want to give every encouragement to private industry. We won’t 
expropriate private businesses for at least ten years—perhaps not even that 
soon.”You cannot expect people to invest if you tell them that you will 

3 [A U.S. government foreign-aid program, announced January 20, 1949, by President 
Harry Truman,“for the improvement and growth of under-developed areas.” See Henry 
Hazlitt, Illusions of Point Four (Irvington-on-Hudson, N.Y.: Foundation for Economic 
Education, 1950).—Ed.] 
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expropriate them at some time in the future. Therefore, conditions in 
India are much worse now than when the British were there. Then you 
could still hope that the British would remain and that they would not 
expropriate your business. The conditions are again similar to those that 
prevailed before the British came to India. If an Indian has some savings, 
he invests in the precious metals or still better in jewels. First of all 
these cannot be confiscated so easily and you can try to hide them. If 
necessary, you can even swallow a diamond to keep it safe for some time. 
You can’t hide a railroad or a mine. And this is the catastrophe of the 
“backward” nations; people invest their savings in such things rather than 
in capital goods. 

This situation has been made much worse because the Europeans 
brought to these countries modern medicines and modern methods of 
treating contagious diseases. In spite of the conditions that still prevail 
in China, and India especially, infant mortality figures have dropped 
considerably.As a result, these countries have an increasing population and 
a decreasing capital investment. The per capita capital is dropping 
instead of increasing. The Russian system also does not produce capital 
accumulation, i.e., it has insufficient capital accumulation.Thus, we have a 
situation in which the greater part of mankind in the world is living under 
conditions which mean a lowering of the standard of living. It is terrible 
to say this, but it is true; it would have been better for these people if the 
methods of fighting contagious diseases had not been imported for them. 

I want to stress again that capitalism, modern machine production, and 
so on, is not something material! The tools and machines are the material 
results attained by a certain spiritual mentality, by a certain ideology. 
Capitalism or modern conditions, modern standards of living, are not 
simply the outcome of technology. They are the outcomes of certain ideas 
about social organization and about the cooperation of men under the 
division of labor and private ownership of the means of production.These 
ideas must be adopted in these “backward” countries if they want to 
change conditions. 

I do not want to deal with happiness and other connected problems. I 
don’t want to say that the Africans are happy without machines, without 
clothes, and with very different methods of feeding. But certainly they are 
not enthusiastic about the various diseases that plague them and which 
they can fight only with the methods of modern capitalism. It is wonderful 
that Dr. Albert Schweitzer [1875–1965] went to the center of Africa to 
work for the improvement of conditions. But Dr. Schweitzer has had only 
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a very limited effect compared to the effects of capitalism which made 
possible the modern means of production that provided all the things 
necessary to maintain a hospital in the middle of Africa. If you want to help 
the millions in Asia and Africa, then what is needed is capitalistic methods 
of production and capitalistic ideas. And they cannot be developed by the 
means which are today being applied in those countries. 

It was the introduction of foreign investment in the nineteenth 
century that helped to make war and conquest superfluous.The situation 
which people had to face at that time, and are facing again today, was that 
there are countries in the world which nature has endowed with natural 
resources that are not available in other countries. From the point of view 
of natural resources, Europe is very poorly endowed by nature; Asia is 
much better endowed. If, on the one hand, the countries which have rich 
natural resources are so backward and so poor in capital that they cannot 
produce from these resources, and if, on the other hand, they do not permit 
foreigners to invest capital there and take advantage of the existence of 
these resources, both for their own and for the natives’ advantage, can 
anyone expect that the people of the civilized countries will forever 
tolerate this state of affairs? Do the inhabitants of a country, just because 
their ancestors, conquered the country 500 or 600 years ago, have a right 
to prevent the improvement of conditions and peace in the world? 

We are going back to the situation when you couldn’t get these 
products without conquest, the situation which made the colonial system 
necessary. The nineteenth century developed a method which made it 
unnecessary. But now we have a state of affairs again in which these 
countries are preventing access by trade to raw materials.We can’t know 
but some day a new technological method may be discovered that depends 
on raw materials which are available only in very backward countries.The 
people will say, “We could improve our standard of living and that of all 
other countries if we had access to these raw materials; they are completely 
useless to the Dalai Lama of Tibet.” It was precisely foreign investment— 
the possibility of making use of all natural resources without political 
interference—that made war unnecessary.That doesn’t hurt the countries 
involved. The foreign investments really cooperated in the country’s 
development without hurting the country in any way. The peace of the 
world depends on this. 

The disappearance of foreign investment is a very serious problem. 
What is most visible today is only the bad consequences, the bad standards 
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of living, in India and China and some other countries. But this is not all; 
the whole system of world policies and international policies will be 
affected.And then if such real conflicts really arise, even the Boy Scouts of 
the United Nations will not prove any better than did the statutes of the 
League of Nations, the UN’s predecessor. 

I thank you for the patience with which you have endured my lectures. 

* * * * 
[Additional comments by Mises during the question-and-answer period.] 
Lenin tried to get foreign capital to invest in Russia, during the NEP 

period, but it didn’t amount to much. 
Reciprocity in trade agreements is one method to destroy the market 

economy. The principle of buying only from those who buy from you 
ignores the existence of money. The idea of money, the use of money, 
the whole monetary system, is precisely for the purpose of making it 
unnecessary for you to buy only from those who buy from you.Triangular 
trade means trade with the aid of money.You buy from people who have 
bought from others. Not a single branch of business in this country could 
exist if this principle were to be applied here. 

Frontiers don’t exist in nature or in economy; frontiers are 
government-made obstacles. Governments create these differences. 

Capitalism is not the ideas of the capitalist; it is an economic system. 
The ideas of the individual capitalist may be contrary in many regards to 
the principles of the market economy.There have always been businessmen 
who ask for privileges, protection, and so on, and as public opinion 
was favorable to these things they got them. It was not the fault of the 
lobbyists. As there are always lobbyists in favor of some things, there are 
also always lobbyists against other things. It is not even necessary to protect 
infant industries; there are shifts in American industry without such 
protection. If some get privileges, those who do not get any privileges are 
jeopardized. If the non-privileged are asking for privileges also, it is easy 
to understand. The duty to make such a system of privileges disappear 
does not rest with the businessman but with public opinion, with the 
ideologists, statesmen, politicians, and political campaigns. If there are 
privileges, then everybody tries to get privileges. 

The advantages of capitalism are not for the benefit and advantage of 
the capitalists, but for the benefit of the masses. Capitalism is primarily 
production, large-scale production, for the masses. The customer, who is 
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always right, benefits from capitalism.The institution of capitalism is not a 
reward for good children; it is an institution for the benefit of nations and 
of the people. If an individual capitalist is bad, you should not punish him 
by abolishing capitalism. Therefore, all the writers and authors of the 
fictional stories, literature, and plays that give us pictures of very bad 
capitalists, and say capitalism should be abolished, miss the point. 

I am not in favor of the market economy and against socialism because 
capitalists are very nice people. Some are; some are not. In that way they 
are no different from other people. I am for capitalism because it benefits 
mankind. I am not against socialism because socialists are bad people, but 
because it brings about a complete decline in everyone’s standard of living 
and destroys freedom. 
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Preface

Ludwig von Mises is the author of dozens of books and
hundreds of articles in which he made pioneering contri-
butions to economics, history, the philosophy of science,

and social philosophy. He had a direct personal influence on
many outstanding social scientists such as F.A. Hayek, Fritz
Machlup, Oskar Morgenstern, Gottfried von Haberler, Hans
Sennholz, Murray Rothbard, George Reisman, Ralph Raico,
Leonard Liggio, Israel Kirzner, Paul Cantor, and others who
attended his seminars from the 1920s to the 1960s. In the inter-
war period he was also a major economic advisor to the govern-
ment in his native Austria.

And yet, today we still know amazingly few things about this
man. Much if not most of what we know is based on the present
autobiographical recollections, which Mises started to write
upon his arrival in the United States in August 1940. By the end
of that year he had finished a first draft of the German-language
manuscript and then polished his memoirs for another two
years. Finally he gave the handwritten text to his wife Margit for
custody and eventual publication. In 1978, five years after his
death, she published both the German original and an English
translation from the pen of Hans Sennholz.1

vii

1See Mises, Erinnerungen von Ludwig v. Mises (Stuttgart: Gustav Fis-
cher, 1978); idem Notes and Recollections (South Holland, Ill.: Libertarian



The memoirs cover his intellectual development from youth
to 1940. Thus they are essential and fascinating reading for all
students of Austrian economics and of the history of ideas.

They are similarly important for students of world politics in
the twentieth century. In fact, Mises’s memoirs are a unique
source of inside information about the economics and politics of
the first Republic of Austria. They portray his professional life
from about 1906 (year when he graduated with a doctorate in
law from the University of Vienna) to 1940, stressing his activi-
ties in the Vienna Chamber of Commerce, in World War I, in
government, and in academia. He not only knew the intellectu-
als of his day, he had almost daily interaction with the political
leaders of his country, with the higher echelons of the civil serv-
ice, and with the executives of Austrian firms and business cor-
porations. Today this might seem to be largely irrelevant local
history, but in fact it is not. The little Republic of Austria was the
heiress of the great Habsburg Empire that had just crumbled in
1918. In the 1920s and 1930s, the country still played an impor-
tant role in world politics, most notably in its opposition to the
burgeoning political movements of Bolshevism and National
Socialism. It is not exaggerated to say that one cannot fully grasp
world politics in the twentieth century without a thorough
understanding of Austrian politics in the interwar period. The
present memoirs are a precious key to such understanding. They
are unique in that their author was not just an insider, but an
insider who understood the key economic issues of his time far
better than most other protagonists.2

viii Memoirs

Press, 1978). Meanwhile, translations into the Italian, Spanish, and
French languages have been published: Autobiografia di un liberale (Sove-
ria Mannelli: Rubettino, 1996); Autobiografía de un Liberal (Madrid:
Unión Editorial, 2001); Souvenirs d’Europe (http://herve.dequengo.
free.fr/Mises/SE/SE.htm).

2Mises is today mainly known for his contributions to economic
theory. But he is also an important historian of contemporary totalitarian



What do the memoirs tell us about their author? What does
Mises reveal about himself? Not much. He essentially confines
himself to a narration of his intellectual development and pub-
lic life. There is no word on the following pages about his
dreams and feelings, love affairs, personal income and wealth,
passions, and temptations; no word about daily family life or his
attitudes toward parents, brothers, house personnel, cousins,
teachers, or neighbors; no word about car accidents or broken
legs.

This is fully in line with his other writings and personal
records. Even in his letters he handled such private matters with
great discretion. All through his life he studiously avoided writ-
ing and publishing about himself, even though he played a
rather remarkable personal role as we have already noticed.3

Implicitly, however, the memoirs actually do tell us a few
things about Mises the man.
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movements. See in particular Mises, Nation, State, and Economy (1919);
idem, Omnipotent Government (1944); idem, Planned Chaos (1947). His
very first publications as a young scholar (1902–1906) also dealt with his-
torical problems, though in those days he was under the influence of his-
toricist and interventionist ideas which he later rejected, as explained in
the present work.

3Apart from the memoirs (which he did not publish), the only piece
of writing in which Mises discussed his own ideas is an address delivered
to the economics department of New York University, in November 1940,
in the context of a job search in his new home country. See Mises, “My
Contributions to Economic Theory,” Planning for Freedom, 4th ed.
(South Holland, Ill.: Libertarian Press, 1980), pp. 224–33. In his theoret-
ical writings he made numerous comments on the history of ideas, but
next to never on his own ideas. In the 1960s he published a small book-
let on the history of the Austrian School of economics, in which he also
did not get to the point of talking about himself. See Mises, The Histori-
cal Setting of the Austrian School of Economics (1962, 1969; reprinted
Auburn, Ala.: Ludwig von Mises Institute, 1984 and 2007).



It is first of all significant that in his recollections he chose to
focus exclusively on his public persona, though admittedly it is
not quite clear what this focus signifies precisely. It could have
been the outgrowth of anxiety or feelings of vulnerability. Mises
might have feared that, in writing about his emotions, he might
not be able to control language and thought as much as when
writing about politics and economics. In actual fact he did not
always control himself in situations of private conflict, in partic-
ular, when he had arguments with his future spouse.4 However,
the focus on his public persona could also reflect his deep-seated
humility and stoic concern for disentangling matters of common
interest from those of merely personal interest.

Moreover, the memoirs are unique among Mises’s works in
that he makes a great number of blunt statements about the per-
sons with whom he interacted in his professional life. He had a
reputation of being unable to suffer fools gladly, but he never
stated these opinions in writing. As he relates in the present
book, he had early on adopted the principle of never writing
about the personal moral shortcomings of his opponents, and of
focusing instead on their intellectual errors in order to combat
the latter more effectively. Only in the memoirs—which, again,
were not meant for publication during his lifetime—did he talk
about virtues and vices. Now if we look at his heroes and vil-
lains, we find the reflections of a stoic value system, cherishing
above all good will, hard work, and expertise, while despising
avarice, pretentiousness, and shallowness.

Mises would never write an update to cover the last third of
his life in America. The memoirs were a balance sheet of his
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4“Occasionally he showed terrible outbursts of tantrum.” Margit von
Mises, My Years with Ludwig von Mises (New Rochelle, N.Y.: Arlington
House, 1976), p. 36.



achievements in the Old World, written in the style of a testa-
ment, at the absolute low point of his life—a personal reckoning
and a lesson for his future readers. May all readers of this beau-
tiful new translation benefit from it! 

Jörg Guido Hülsmann
Angers, France
February 2009
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Introduction

Although without a doubt one of the most important econ-
omists of his generation, in a certain sense Ludwig von
Mises remained an outsider in the academic world until

the end of his unusually long scholarly career—certainly within
the German-speaking world—but also during the last third of
his life, when in the United States he raised a larger circle of stu-
dents. Before this his strong immediate influence had essentially
been restricted to his Viennese Privatseminar, whose members
for the most part only became attracted to him once they had
completed their original studies. 

If it would not have unduly delayed the publication of these
memoirs, found among his papers, I would have welcomed
the opportunity of analyzing the reasons for this curious neg-
lect of one of the most original thinkers of our time in the field
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This “Introduction” by F.A. Hayek was written for the German-
language edition of Mises’s Notes and Recollections (Erinnerungen von
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of economics and social philosophy. But in part the fragmentary
autobiography he left provides in itself the answer. The reasons
why he never acquired a chair at a German-speaking university
during the twenties or before 1933, while numerous and often
indisputably highly unimportant persons did, were certainly
personal. His appointment would have been beneficial for every
university. Yet the instinctive feeling of the professors that he
would not quite fit into their circle was not entirely wrong. Even
though his subject-knowledge surpassed that of most occupants
of professorial chairs, he was nonetheless never a real specialist.
When in the realm of the social sciences I look for similar fig-
ures in the history of thought, I do not find them among the
professors, not even in Adam Smith; instead, he must be com-
pared to thinkers like Voltaire or Montesquieu, Tocqueville and
John Stuart Mill. This is an impression that has by no means
been reached only in retrospect. But when more than fifty years
ago I tried to explain Mises’s position in pretty much the same
words to Wesley Claire Mitchell in New York I only encoun-
tered—perhaps understandably—a politely ironic skepticism.

Essential to his work is a global interpretation of social
development. In contrast to the few comparable contemporaries
such as Max Weber, with whom he was connected by a rare
mutual respect, in this Mises had the advantage of a genuine
knowledge of economic theory.

The following memoirs say much more about his develop-
ment, position and views than I know or could tell. I can only
attempt here to supplement or confirm information regarding
the ten years of his time in Vienna (1921–1931) during which I
was closely associated with him. I came to him rather character-
istically not as a student, but as a fresh Doctor of Law and a civil
servant, subordinate to him, at one of those special institutions
that had been created to execute the provisions of the peace
treaty of St. Germain. The letter of recommendation by my uni-
versity teacher Friedrich von Wieser, who described me as a
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highly promising young economist, was met by Mises with a
smile and the remark that he had never seen me in his lectures. 

However, when he found my interest confirmed and my
knowledge satisfactory, he helped me in every regard and con-
tributed much to make my lengthier visit to the United States
possible (before the time of the Rockefeller fellowship) to which
I owe a great deal. But although I saw him during the first years
daily in an official capacity, I had no idea that he was preparing
his great book, Socialism, which upon its publication in 1922
influenced me decisively.

Only after I returned from America in the summer of 1924
was I admitted to that circle, which had been in existence for
some time, and through which Mises’s scholarly work in Vienna
mainly exerted its influence. This “Mises Seminar,” as we all
called the biweekly nightly discussions in his office, is described
in detail in his memoirs. Mises though does not mention the
hardly less important regular continuations of the official dis-
cussions that lasted long into the night at a Viennese coffee-
house. As he correctly describes, these were not instructional
meetings, but discussions presided over by an older friend whose
views were by no means shared by all members. Strictly speak-
ing, only Fritz Machlup was originally Mises’s student. As
regards the others, of the regular members only Richard Strigl,
Gottfried Haberler, Oskar Morgenstern, Lene Lieser, and
Martha Stefanie Braun were specialists in economics. Ewald
Schams and Leo Schönfeld, who belonged to the same highly
gifted but early deceased intermediate generation as Richard
Strigl, were, to my knowledge, never regular participants in the
Mises Seminar. But sociologists like Alfred Schütz, philosophers
like Felix Kaufmann and historians like Friedrich Engel-Janosi
were equally active in the discussions, which frequently dealt
with the problems of the methods of the social sciences, but
rarely with special problems of economic theory (except those of
the subjective theory of value). Questions of economic policy,
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however, were discussed often, and always from the perspective
of the influence of different social philosophies upon it.

All this seemed to be the rare mental distraction of a man,
who, during the day, was fully occupied with urgent political
and economic problems, and who was better informed about
daily polities, modern history, and general ideological develop-
ments than most others. What he was working on even I, who
officially saw him almost daily during those years, did not
know; he never spoke about it. We could even less imagine
when he would actually write his works. I knew only from his
secretary that from time to time he had a manuscript typed
from his distinctively clear handwriting. But many of his works
only existed in handwriting until publication, and an important
article was considered lost for a long time, until it finally resur-
faced among the papers of a journal editor. No one knew any-
thing regarding his private work methods until his marriage. He
did not speak about his literary activity until he had completed
a work. Though he knew that I was most willing to occasionally
help him, he only asked me once to look up a quote for his work
and this was after I mentioned that I wanted to consult a work
on the canonists in the library. He never had, at least in Vienna,
a scholarly assistant.

The problems with which he concerned himself were mostly
problems for which he considered the prevailing opinion false.
The reader of the following book might gain the impression that
he was prejudiced against the German social sciences as such.
This was definitely not the case, even though in the course of
time he developed a certain understandable irritation. But he
valued the great early German theoreticians like Thünen, Her-
mann, Mangoldt or Gossen more highly than most of his col-
leagues, and knew them better. Also, among his contemporaries
he valued a few similarly isolated figures such as Dietzel, Pohle,
Adolf Weber and Passow, as well as the sociologist Leopold von
Wiese and, above all, Max Weber. With Weber a close scholarly
relationship had been formed during Weber’s short teaching
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activity in Vienna, in the spring of 1918, which could have
meant a great deal if Weber had not died so soon. But in general,
there can be no doubt that he had nothing but contempt for the
majority of the professors who, occupying the chairs of the Ger-
man universities, pretended to teach theoretical economics.
Mises does not exaggerate in his description of the teachings of
economics as espoused by the historical school. Just how far the
level of theoretical thinking in Germany had sunk is indicated
by the fact that it needed the simplifications and coarseness of
the—herein certainly meritorious—Swede Gustav Cassel in
order to again find an audience for theory in Germany.
Notwithstanding his exquisite politeness in society and his gen-
erally great self-control (he could also occasionally explode),
Mises was not the man to successfully hide his contempt.

This drove him to increased isolation among professional
economists generally as well as among those Viennese circles
with which he had scholarly and professional contacts. He
became estranged from his cohorts and fellow students when he
turned away from the advancing ideas of social policy. Twenty-
five years later I could still feel the emotion and anger his seem-
ingly sudden break had caused—when he had turned away
from the dominating ideals of the academic youth of the first few
years of the century—when his fellow student F.X. Weiss (the
editor of the shorter writings of Böhm-Bawerk) told me about
the event with unconcealed indignation, obviously in order to
prevent me from a similar betrayal of “social” values and an all-
too-great sympathy for an “outlived” liberalism.

If Carl Menger had not aged relatively early and Böhm-
Bawerk had not died so young, Mises probably would have
found support among them. But the only survivor of the older
Austrian School was my revered teacher Friedrich von Wieser,
and he was more a Fabian—proud, as he believed, to have pro-
vided a scientific justification for progressive income taxation
with his development of the theory of marginal utility.

Introduction xvii



Mises’s return to classical liberalism was not only a reaction
to a dominating trend. He completely lacked the adaptability of
his brilliant seminar fellow Josef Schumpeter, who always
quickly accommodated current intellectual fashions, as well as
Schumpeter’s joy in “épater le bourgeois” [shocking the middle
classes]. In fact, it appeared to me as if these two most important
representatives of the third generation of leading Austrian econ-
omists (one can hardly consider Schumpeter a member of the
“Austrian School” in the narrower sense despite all mutual intel-
lectual respect) both got on each other’s nerves.

In today’s world Mises and his students are regarded as the
representatives of the Austrian School, and justifiably so,
although he only represents one of the branches into which
Menger’s theories had already been divided by his students, and
the close personal friendship between Eugen von Böhm-Bawerk
and Friedrich von Wieser. I only admit this with some hesita-
tion, because I expected much of the tradition of Wieser, which
his successor Hans Mayer attempted to advance. But these
expectations have not yet become fulfilled, even though those
stimuli may perhaps still prove more fruitful than they have
been so far. Today’s active “Austrian School,” almost exclusively
in the United States, is at base a Mises School that goes back to
Böhm-Bawerk, while the man in whom Wieser had set such
great hopes and who had succeeded him in his chair never really
fulfilled the promise.

Because he never occupied a regular chair in his field, in the
German-speaking world, and had to devote most of his time to
other-than-scholarly activities until his late fifties, Mises
remained an outsider in academia. Other reasons contributed to
isolating him in his position in public life and as a representa-
tive of a great social-philosophical project. A Jewish intellectual
who advocated socialist ideas had his respected place in the
Vienna of the first third of this century, a place that was accorded
to him as a matter of course. Likewise, the Jewish banker or
businessman who (bad enough!) defended capitalism had his
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rights. But a Jewish intellectual who justified capitalism
appeared to most as some sort of monstrosity, something unnat-
ural, which could not be categorized and with which one did not
know how to deal. His undisputed subject-knowledge was
impressive, and one could not avoid consulting him in critical
economic situations, but rarely was his advice understood and
followed. Mostly he was regarded as somewhat of an eccentric
whose “old-fashioned” ideas were impracticable “today.” That
he himself had constructed, in long years of hard work, his own
social philosophy was only known by very few and perhaps could
not be understood by distant observers until 1940, when in his
Nationalökonomie he presented for the first time his system of
ideas in its entirety. But by this time he could no longer reach
readers in Germany and Austria. Apart from the small circle of
young theoreticians who met at his office, and some highly
gifted friends in the business world who were similarly con-
cerned about the future and who are mentioned in the follow-
ing, he only encountered genuine understanding among occa-
sional foreign visitors like the Frankfurt banker Albert Hahn,
whose work in monetary theory he smiled at, however, as a vain
sin of youth.

Yet he did not always make it easy for them. The arguments
by which he supported his unpopular views were not always
completely conclusive, even though some reflection could have
shown that he was right. But when he was convinced of his con-
clusions and had presented them in clear and plain language—
a gift that he possessed to a high degree—he believed that this
would also have to convince others and only prejudice and stub-
bornness prevented them from understanding. For too long he
had lacked the opportunity of discussing problems with intellec-
tual equals who shared his basic moral convictions in order to
see how even small differences in one’s implicit assumptions can
lead to different results. This manifested itself in a certain impa-
tience that was easily suspected of being an unwillingness to
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understand, whereas an honest misunderstanding of his argu-
ments was the case.

I must admit that I myself often initially did not think his
arguments to be completely convincing and only slowly learned
that he was mostly right and that, after some reflection, a justi-
fication could be found that he had not made explicit. And
today, considering the kind of battle that he had to lead, I also
understand that he was driven to certain exaggerations, like that
of the a priori character of economic theory, where I could not
follow him.

For Mises’s friends of his later years, after his marriage and
the success of his American activity had softened him, the sharp
outbursts in the following memoirs, written at the time of his
greatest bitterness and hopelessness, might come as a shock. But
the Mises who speaks from the following pages is without ques-
tion the Mises we knew from the Vienna of the twenties; of
course without the tactful reservation that he invariably dis-
played in oral expression; but the honest and open expression of
what he felt and thought. To a certain extent this may explain
his neglect, even though it does not excuse it. We, who knew
him better, were at times outraged, of course, that he did not get
a chair, yet we were not really surprised. He had too much to
criticize about the representatives of the profession into which
he was seeking entrance to appear acceptable to them. And he
fought against an intellectual wave which is now subsiding, not
least because of his efforts, but which was much too powerful
then for one individual to successfully resist.

That they had one of the great thinkers of our time in their
midst, the Viennese have never understood.

F.A. Hayek
Lisbon 

May 1977

xx Memoirs



1 
Historicism

The first source of my political and historical indoctrina-
tion was the Gartenlaube, the periodical of provincial
Germany. In 1888, the year of the three kaisers, it ran

numerous illustrated features on the lives of the two who had
died. Not seven years old at the time, I devoured these articles
with great fervor.

The historical bias of this family publication presented itself
to me later and more explicitly in the works of the kleindeutsch1

historicists. As an Austrian, it was not difficult for me to identify
strong political overtones in their writings. I soon began to see
through their methods of analysis, which had been unflatteringly
referred to as falsifications of history. Großdeutsch2 historicists

1

1The Kleindeutsche Lösung (literally “Small German Solution”) was
a nineteenth-century political idea espousing a unified Germany led by
Hohenzollern Prussia, excluding the Austrian Empire. 

2The idea of a Großdeutschland (a “Greater Germany”) stood in con-
trast to that of the Kleindeutsche Lösung. The German parliament elected
after the early successes of the revolution of 1848 was split between the two
options, with the democratic left favoring a republican Großdeutschland,



were no more honest or thorough in their work; they were
merely less competent.

Upon graduation from high school, the problems of eco-
nomic, legal, administrative, and social history attracted me
more than did those of political history. I decided to study law
rather than history, which had been my earlier plan. At the time
the study of law at Austrian universities was arranged in such a
way that three to four semesters of the total eight were dedicated
to the history of law exclusively, with the remaining four to five
being relegated to political economy and public law. The school
of law provided students with more favorable options in the
study of history than did the school of liberal arts. The political
historians who taught in the latter were scholars of third and
fourth rank. The only historicist of significance coming out of
Austria at the time was Heinrich Friedjung, who was denied
access to an academic career, as the emphasis in historical educa-
tion at the University of Vienna lay in the study of paleography.

In 1900, historicism stood at the zenith of its success. The
historical method was considered the sole scientific method of
the science of human action. From the height of historical
enlightenment, the historical political economist looked down
upon the orthodox dogmatist with unspeakable disdain. Eco-
nomic history was the fashionable science, and, in the German-
speaking world, Schmoller was considered the master of politi-
cal economy. Ambitious young men from around the world
flocked to his seminar.

I was still in high school when I became aware of a contra-
diction in the position assumed by those in Schmoller’s circle.
On the one hand they rejected the positivist demand for scientific
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law built on a society’s historical experience; on the other hand
they were of the opinion that economic theory could be
abstracted from a society’s economic experience. It was astonish-
ing to me that this inconsistency was hardly noticed.

The relativism of the school, which degenerated into many
of its adherents’ developing a blind adulation of the past and its
institutions, also aroused my disapproval. Whereas some fanat-
ics for progress had judged all that was old to be damnable and
bad, these pseudohistorians rejected anything new in arduous
preference for the old. At that time I had not yet come to com-
prehend the significance of liberalism, but the fact that it was an
achievement not realized before the eighteenth century pro-
vided on its own no sufficient argument against it. I failed to
understand attempts to justify tyranny, superstition, and intoler-
ance through relativism and historicism. I considered attempts
to uphold the sexual morality of the past as a model for the pres-
ent a brazen falsification of history. But the most extreme
excesses occurred in the areas of church and religious history,
where both Catholics and Protestants tried to suppress every-
thing they found to be disagreeable.

On at least one point, the honesty of Austrian legal histori-
ans’ work stood in refreshing contrast to the bias found in the
efforts of the Prussian historians. In his five-hour lecture on
Austrian history, which was required of all first semester law stu-
dents, Professor Siegmund Adler dealt with Duke Rudolf the
Founder, and the forgery of the Privilegium Majus, with a thor-
oughness that could withstand the sharpest criticism. It was not
until decades later that Ernst Karl Winter found the courage to
palliate this chapter of Austrian history by labeling the late duke
a socialist whose socialism exceeded even that of Kaiser
Friedrich Wilhelm I, the idol of German socialists.

It was not clear to me that an argument against private prop-
erty could be derived from the fact that a piece of land had, in
the past, been considered community property; nor could I
understand that monogamy and family should be abolished
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because of promiscuity that had existed in the past. I saw noth-
ing but nonsense in these trains of thought.

Likewise, I failed to understand the contrasting point of view,
which, characteristically enough was held by those same people.
According to this opinion, any development made over time was
progress, a higher development, and therefore morally justified.

The honest relativism of genuinely inquisitive historicists
had nothing in common with the false relativism of this school.
Logically, however, it was not more firmly founded. According
to its tenets, there was no distinction between expedient and
inexpedient politics. Dealing in a realm of givens, it remains to
the sage historicist not to judge, but to observe and to accept, in
much the same way that a natural scientist relates to natural
phenomena.

It does not take many words to highlight the fallacy in this
point of view, which divides many economists even today. Mak-
ing value judgments is not the calling and task of science. But it
is one of the two tasks of science, and, according to some, the
only task of science, to instruct us with regard to the suitability
of means used in attaining certain ends. The natural scientist
does not make value judgments, but informs his fellow man as
to what means are available to him for the purpose of reaching
particular goals. It is up to the sciences of human action to
examine the appropriateness of the means and methods used in
the attainment of the action’s objective, rather than to make
judgments concerning the ultimate objective itself.

I discussed these matters frequently with Ludo Hartmann,
and in later years with Max Weber and Alfred Frances Pribram.
All three were so steeped in historicism that it was difficult for
them to recognize that my position was correct. Fiery tempera-
ments on the parts of Hartmann and Weber eventually won out
over philosophical misgivings, thrusting them into lives of polit-
ical action. Lacking in this urge toward action, Pribram
remained faithful to his quietism and agnosticism. Of him one
could say what Goethe said about the Sphinx:
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Sitzen vor den Pyramiden
Zu der Völker Hochgericht,
Übershwemmungen, Krieg and Frieden 
Und verziehen kein Gesicht.3

As for the kleindeutsch historicists, I found fault in their
crude and materialistic position concerning power. In their view,
power meant bayonets and cannons, and Realpolitik involved
militarism. Anything else was called illusion, idealism, and
utopianism. They were never able to comprehend Hume’s
famous teaching, namely, that all government is founded on
public opinion. 

In this respect, their great adversary, Heinrich Friedjung,
was of the same thinking. A few months before the outbreak of
the First World War, he told me, 

I do not understand what is said of the mood of the Russian
masses, and the revolutionary ideologies that inspire the
Russian intelligentsia. It is all so vague and unclear. Rather,
it is the will of leading statesman and the plans they ham-
mer out that are the deciding factors.

This was no different from the opinion of Johann Schober,
the petty constable who later became Austria’s chancellor.
Toward the end of 1915 he reported to his superiors that he did
not believe that the situation in Russia would result in revolu-
tion. “Who would lead this revolution? Certainly not that Mr.
Trotsky, who takes care to sit in the Café Central and read news-
papers.”
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In 1900, there was only one man on the faculty in Vienna
who belonged to the German Historical School. Karl Grünberg
had worked with Knapp in Strasbourg, and then published a
book that described the agrarian policies of the Austrian govern-
ment in the Sudetenland. This book slavishly followed in form,
presentation, and method Knapp’s book on the old provinces of
Prussia. It was neither economic history, nor was it administra-
tive history. It was an excerpt from official documents, an
account of policies as described in these documents. It could
have been easily produced by any able government official.

It was Grünberg’s ambition to create a center for economic
history in Vienna, much as Knapp had done in Strasbourg. At
the time, Knapp’s students were researching peasant liberation
in specific German provinces. For his own students, Grünberg
was planning an account of peasant liberation in different
regions of Austria. He arranged for me to work on the history of
the landlord-peasant relationship in Galicia. I tried as best I
could to free myself of too narrow an association with Knapp’s
system. I succeeded only in part, and my resulting 1902 publica-
tion was more a history of government measures than an eco-
nomic history. A second historical work, which I published inde-
pendently of Grünberg in 1905, was not much better; under its
title, Zur Geschichte der österreichischen Fabrikgesetzgebung,4 it
described older Austrian laws regarding limitation of child labor
in industry.

While dedicating a great deal of my time to these publica-
tions, I made plans for more extensive research. These would be
social and economic histories, and not excerpts from official
documents. These plans were never realized. After having com-
pleted my university studies, I was never again at leisure to
spend time working in archives and libraries.

6 Memoirs

4“A Contribution to Austrian Factory Legislation.”



It was because of my constant and burning interest in history
that I was able to recognize the inadequacy of German histori-
cism early on. This historicism did not deal with scientific prob-
lems; it dealt with the glorification and justification of Prussian
policies and the Prussian authoritative government. German
universities were state institutions, and their instructors were
civil servants. Professors were aware of their status as servants of
the Prussian king. If they used their nominal independence to
criticize government measures, it had no meaning beyond that
of the grumbling commonly associated with any such body of
officials.

This university “enterprise” of economic political science
was off-putting to young people of intelligence and genuine
curiosity. In contrast, it held a strong attraction to halfwits. It was
not difficult to walk into an archive and paste together a histor-
ical thesis from a stack of official reports. Before long, most uni-
versity positions were held by men who could be classified as
intellectually limited, were their abilities to be measured against
those of men in independent professions. One must bear this in
mind when wanting to understand how men such as Werner
Sombart acquired such great reputations. Not being entirely
stupid and uneducated had its merits.

University instruction in an a priori science presents special
problems if we are to adhere to the principle that an instructor
ought to be a researcher as well. In every field there are very few
who can make actual contributions to its intellectual treasury. In
the a posteriori sciences, however, pioneers and followers work
together with the same tools, and there exists no outward dis-
tinction between them. In his laboratory, every professor of
chemistry can compare himself with the great pioneer. Although
his contribution may be modest, his research methods are the
same. 

Things are different in philosophy, in economics, and in a
certain sense, in mathematics. If academic positions were con-
tingent upon independent contributions to economics, barely a

Historicism 7



dozen professors could be found throughout the world. If posi-
tions are awarded only to those researchers who had made origi-
nal contributions, care must be taken to take into account research
done in related areas. In effect, this makes the appointment to
academic positions dependent upon scholarly activity in other
areas: the history of ideas and doctrine, history of economics,
and especially the economic history of the most recent past,
which is often erroneously labeled economic problems of the
present.

The fiction perpetrated in scholarly circles that all professors
are equal does not permit professors of economics to be divided
into two classes: those who work independently as theorists, and
those whose work consists of economic history and description.
The inferiority complex of these “empiricists” has led to a cam-
paign against theory.

It was in Germany (and later in other countries) that this
campaign first took on a nationalist tone. In the first half of the
nineteenth century, professors in Germany were at best mere
transmitters of English economic thought. Only a few, among
them Hermann and Mangoldt, earned places in the history of
political economy. The older historical school maintained a
nationalistic resentment toward western thought, and Nazi
arguments rejecting western ideas were thrown into the mix by
the younger historical school. University professors delighted in
replacing bad English teachings with singularly beatific Ger-
man ones. John Stuart Mill was the last Englishman with whom
the Germans were somewhat familiar. He was the “epigone” of
the evil classicists, and was given credit for having anticipated
some of the great ideas of German economics.

The German Historical School did not produce a single
thought. It did not write a single page in the history of science.
For eighty years it eagerly propagandized for National Social-
ism, but the ideas for this propaganda were adopted, not created.
The school’s historical investigations were methodically defi-
cient, and its publications were heavy handed at best. But the
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worst aspects of the school were its untruthfulness and con-
scious dishonesty. Writers of her partisan literature were always
looking “up” for inspiration from government ministers, and
professors did their best, despite their limitations, to serve their
masters: first the Hohenzollern family; then the Marxists; and
finally, Hitler. Werner Sombart lent shape to their ideas most
pointedly upon designating Hitler as the bearer of divine man-
date, since “all authority is from God.”

The greatest achievement of historicism, the historical the-
ory of the Southwest German School of philosophy, was the
work of other men. Max Weber, the school’s consummate
scholar, spent a lifetime fighting against such German pseudo-
historicism.

Historicism 9





2 
Etatism

By around 1900, most people in German-speaking coun-
tries were either etatists or state socialists. The dark
episode of history known to us as capitalism had run its

course once and for all. The future belonged to the state. The
state would take over all enterprise suitable for nationalization
and the rest would be regulated in a way that would prevent
businessmen from exploiting workers and consumers. Since the
fundamental laws of economics were as yet unknown, the prob-
lems presented by interventionism could not be seen. Had they
been recognized, everyone would have opted for socialism. But
without this knowledge it remained unclear if interventionism
or state socialism was more desirable.

The program of the Marxist Social Democrats was much
clearer. Marxists rejected interventionism theoretically as mere
bourgeois reformism; in actuality, however, they freely promoted
a theory of reformism that was all encompassing. Their work
had long emphasized labor unions, thereby flouting doubts
raised by Marx and his strictest disciples. Even so, they jealously
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guarded every bit of their master’s orthodoxy. The party rejected
Bernstein’s  attempt to revise the theory, which sought to lessen
the glaring contradictions between Marxism and party policy.
The victory of orthodoxy was not complete, however. A revision-
ist group did survive, and it found its expression in the Socialist
Monthly.

Middle-class opposition to the Social Democratic Party was
not aroused because of the party’s economic program, but
because of its simplistic description of extant institutions and its
denegation of all facts that did not fit into its scheme. According
to the latter, all evil in the world stemmed from capitalism and
this evil would be eradicated through socialism. Alcoholism was
caused by a free market for liquor, and a free armaments market
was to blame for war. Prostitution existed only in capitalist soci-
eties, and religion was the clever invention of priests intended to
render compliance from the proletariat. Capitalism alone caused
scarcity of goods, whereas socialism would bring unknown wealth
to all. Nothing, however, excited the opposition of the middle
class more than the social-democratic program of free love.

And yet everyone found that the social-democratic program
contained a kernel of truth. This was seen in the demand for
social reform and a continued push toward socialization. The
Marxist spirit animated all governments and political parties.
They differed from the Social Democratic Party in that they did
not take into consideration the state’s expropriation of all own-
ers and its purely bureaucratic management of all enterprise.
Their socialism was not that of Lenin, who wanted to organize
all industry according to the model of the state-run postal serv-
ice. Theirs was a socialism that corresponded to the state-con-
trolled economy of the Hindenburg program of the second
period of the First World War, and the “German” socialism of
Hitler. Private property and ownership should be formally
retained, but business was to be managed according to govern-
ment directives. Church socialists wanted to retain a preferred
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position for the Christian church; likewise, state socialists sup-
ported the monarchy and the army.

Upon entering the university, I too was an etatist, through
and through. I differed from my fellow students, however, in
that I was consciously anti-Marxist. At the time I knew little of
Marx’s writings, but was acquainted with most important works
of Kautsky. I was an avid reader of the Neue Zeit, and had fol-
lowed the revisionist debate with great attention. The platitudes
of Marxist literature repelled me. I found Kautsky almost ridicu-
lous. As I entered into a more detailed study of the most impor-
tant works of Marx, Engels, and Lassalle, I was incited to con-
tradiction on all sides. It seemed incomprehensible to me that
this garbled Hegelianism could have such enormous influence.
I realized only later that party Marxists fell into two categories:
those who had never studied Marx at all and were acquainted
with only a few of the better known passages from his books, and
those who knew of Marx only from textbooks, or, as autodidacts,
had read none of the world’s literature beyond that of Marx.
Max Adler, for example, belonged to the former group. His
knowledge of Marx was limited to the few pages in which the
“super structure theory” had been developed. Prominent among
the latter group were the Eastern Europeans, who led Marxism’s
ideological charge.

I have encountered nearly all of the Marxian theorists in
western and central Europe during the course of my life, and
among them I’ve found but one man who rises above modest
mediocrity. Otto Bauer was the son of a wealthy north
Bohemian manufacturer. While at Reichenberger Gymnasium,1
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he found himself under the influence of the same teacher who
had introduced Heinrich Herkner to the ideas of social reform
nearly two decades before. 

Bauer came to the University of Vienna as a staunch Marx-
ist. Equipped with untiring diligence and a glowing facility for
ideas, he became conversant in German idealistic philosophy
and classical economics. He had an unusually broad knowledge
of history including that of Slavic and oriental nations. He was
well versed in current research in the natural sciences, was an
excellent speaker, and could quickly and easily familiarize him-
self with the most difficult of problems. He was not a born trail-
blazer, to be sure, and one could not expect him to come up with
new theories or ideas. But had he not been a Marxist, he could
have become a statesman.

As a young man, Otto Bauer had made up his mind never to
be untrue to his Marxian convictions, never to make concessions
to reformism or socialist revisionism, and never to become a
Millerand or a Miquel. No one was to outclass him in his Marx-
ian radicalism. He was later strengthened in his resolve by his
wife Helene Gumplowicz. He remained faithful to his inten-
tions until the winter of 1918/19. At that time I was successful in
convincing the Bauers that the collapse of a Bolshevist experi-
ment in Austria would be inevitable in a very short time, per-
haps within days. The supply of food in Austria was dependent
on imports made possible only by the relief assistance of former
enemies. Vienna’s food supply would not have lasted more than
eight or ten days on any given day during the nine months fol-
lowing the armistice. The Allies could have forced a surrender of
a Bolshevist regime in Vienna without lifting a finger. There
were few who recognized the state of affairs clearly. People were
so convinced of the inevitability of Bolshevism that their main
concern was securing a favorable place for themselves in the new
order. The Catholic Church and its followers, the Christian
Social Party, were prepared to befriend the Bolshevists with the
same eagerness with which the bishops and archbishops would
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embrace National Socialism twenty years later. Bank directors
and industrialists hoped to make good livings as managers
under the Bolshevists. A certain Mr. Guenther, an industrial
consultant to the Bodenkreditanstalt,2 assured Otto Bauer, in my
presence, that he would prefer serving the people to serving a
group of stockholders. The effect of this kind of declaration can
be appreciated when one understands that this man was consid-
ered, although mistakenly, the best industrial manager in Austria.

I knew what was at stake. Bolshevism would lead Vienna to
starvation and terror within a few days. Plundering hordes
would take to the streets and a second blood bath would destroy
what was left of Viennese culture. After discussing these prob-
lems with the Bauers over the course of many evenings, I was
finally able to persuade them of my view. Bauer’s resulting mod-
eration was a determining factor in Vienna’s fate.

Bauer was too intelligent not to realize that I had been right,
but he never forgave me for having turned him into a Millerand.
The attacks of his fellow Bolshevists hit close to home. But he
directed his animosity toward me instead of toward his oppo-
nents. A powerful loather, he opted for ignoble means to destroy
me. He tried to cause the nationalistic students and professors at
the University of Vienna to turn against me. The attempt failed.
I have not spoken with the Bauers since. I had always held
Bauer’s character in an unwarranted high esteem, by the way.
When, during the civil unrest of February 1934, Secretary Fay
announced on the radio that Otto Bauer had deserted the fight-
ing workers and fled abroad with party funds, I considered the
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statement slanderous. I would have not believed Bauer capable
of such cowardice.

During my first two semesters as a university student I
belonged to the Sozialwissenschaftlicher Bildungsverein,3 an
organization serving students interested in the problems of eco-
nomics and society, as well as older gentlemen who valued the
association with students. Michael Hainisch, who later became
President of Austria, was chairman at the time, and membership
reflected all political parties. Among Social Democratic leaders,
Karl Renner took a special interest in the association. Historians
Ludo Hartmann and Kurt Kaser were frequently found at the
discussions. Two of the student members most vivid in my mem-
ory are Otto Weininger and Friedrich Otto Hertz. My interest
began to slacken during my third semester. I found that too
much time could be lost on activities associated with the group.

I had thrown myself into the study of economics and social
politics with great enthusiasm. At first I devoured the writings of
the social reformers without much criticism. If a sociopolitical
measure did not produce the desired result, this could only have
been because it was not radical enough. In liberalism, which
rejected social reform, I recognized the vestiges of a worldview
that merited spirited opposition.

It was during my fifth semester at the university that I first began
to entertain doubts concerning the supremacy of interventionism.
Professor Philippovich assigned me to do an investigation of
housing conditions. The following semester, Professor Löffler,
in his seminar on criminal law, asked me to research changes in
law affecting domestic servants, who at the time were still sub-
ject to the corporal punishment of their employers. It became
obvious to me that any improvement in the plight of the work-
ing classes was a result of capitalism, and that the outcome of
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social legislation often ran opposite to the intentions of its
authors.

It was the study of political economy, however, that led me to
an understanding of the true nature of interventionism.

In 1908 I joined the Zentralstelle für Wohnungsreform,4 a
group who sought to improve unsatisfactory housing conditions
throughout Austria. I was quickly named as a consultant on
pending real estate tax reform, a successor to Professor Robert
Mayer who had been appointed to the position of minister of
finance.

Taxation that discouraged large capital investment and
entrepreneurship in the housing sector was the cause of these
undesirable housing conditions. Austria was a country without
beneficial real estate speculation. Exorbitant taxation of corpo-
rations and high tax rates on capital gains prevented those with
capital from entering the housing market. In order to provide
relief, one would have to reduce taxes on corporations and cap-
ital gains. There was no inclination to take this direction; hatred
of large-scale capital and speculation were deeply ingrained.

Tax rates on returns from real estate were also exceedingly
high. In Vienna, more than 40 percent of the gross revenue was
claimed and collected in the form of federal, state, and local
taxes. Homeowners and building contractors were up in arms.
They considered these taxes solely to blame for high rents. Most
homeowners were small businessmen whose savings were
invested in houses financed at 50 percent of their customarily
overappraised value. Building contractors, lacking in capital,
worked to fill the orders of this clientele or worked at their own
expense, hoping to sell homes as soon as they were completed.
Both groups, homeowners and contractors, had great political
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influence through which they hoped to achieve a considerable
reduction in mortgage rates.

A reduction of taxes on existing housing and land returns
had not reduced rents, and had, in fact, raised returns and mar-
ket prices accordingly. In order to make up for lost revenue, the
government had to seek other tax income as a substitute. Such
reform called for the imposition of new taxes to compensate for
tax reductions to landlords.

Receiving general acknowledgment of my views was not
easy. My appraisal of the situation was met by the misgivings of
those in the Central Association at first. But complete success
soon followed. 

My activity with the Zentralstelle, which remained intense
until the outbreak of the war, brought me great satisfaction. In
addition to Robert Mayer, many outstanding economists worked
there: the brothers Karl and Ewald Pribram, Emil von Fürth,
Paul Schwarz, Emil Perels, and Rudolf Maresch.

I was in constant disagreement with my colleagues on just
one point. The Zentralstelle had connections with the Kaiser
Franz Joseph Jubiläum-Stiftung-für Volkswohnungen,5 which was
endowed with large funds to finance housing in general. The
same funds also financed the construction of two housing proj-
ects for single men. I found the latter to be superfluous. Young
men in lower-income brackets customarily boarded with fami-
lies. It was believed, however, that arrangements of this nature
posed a threat to morality. Because of my experience doing
investigations as a field worker for Löffler and Philippovich, I
was of a different opinion. Intimate liaisons did on occasion
develop in these boarding houses; the normal result, however,
was a marriage contract. In fact, a probe initiated by the Vien-
nese vice squad revealed that very few young women living
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under supervision in these houses declared boarders or “sleep-
ers” to be their first seducers. In contrast, an experienced adviser
to the police considered houses for single men breeding grounds
for homosexuality. It was on these grounds that I could not sup-
port their funding.

My view did not prevail. But the outcome of the discussion
was of little consequence, as the war halted further construction
of such buildings. Adolf Hitler was living in one at the time.
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3 
The Austrian Problem

The multilingual Hapsburg state could have made itself
indispensable to the grand design. It could have created
a constitution that enabled people of different tongues to

live peacefully under one commonwealth. Perthaler’s constitu-
tion of 1867 was an attempt at just that, but it was destined for
failure. The Sudetenland’s barons and their dominant party
fought liberalism with all means at their disposal.

In 1900, Austria was an entity unwanted by its subjects. The
nationality principle1 denied the state its justification for exis-
tence, and everyone was counting on its forthcoming dissolu-
tion.

It was only in Vienna that there was still a small number of
people who concerned themselves with methods of preserving
the state. The destruction of the Hapsburg monarchy and the
events it triggered later revealed that these men took pains to

21

1The nationality principle, and moreover, the word “national,” with-
in this chapter, make reference to linguistic or subpolitical groups, and
stand in contrast to Austria-Hungary as a unified state.



save Europe and all of civilization from great catastrophe. But
lacking in any sustainable ideological base, their efforts were
destined to be in vain.

This lack was clearly seen in no one’s wanting to allow for
sincerity on the part of those who had Austria’s future at heart.
One was permitted to be a “good” German; that is, a nationalis-
tic German, Czech, or Pole, or the like. One could be, for exam-
ple, a German cleric or a Bohemian landowner and be colorless,
linguistically speaking, yet look out for the interests of one’s own
region or social class alone. But he who thought as an Austrian
was considered someone who only wanted to endear himself to
the powers that be. In reality, the “crown” did not give prefer-
ence to such strident loyalists; it favored “moderate” irredentists.

No one in Vienna was able to avoid concern with the prob-
lems of nationalism during this period. Otto Bauer and Karl
Renner first presented their ideas promoting a program of
national autonomy, which later appeared in book form, within
the context of the Sozialwissenschaftlichen Bildungsverein.2 Ludo
Hartmann also reported on his investigations into the problems
of linguistic assimilation, but these, unfortunately, were never
published. Professor of public law, Adolf Bernatzik, steered my
attention toward the problem of the “national land registry,”
which was to yield the basis for uniform election standards.

I tracked all of these efforts with great interest, but I had my
doubts as to their potential for success. It was not to be denied
that the peoples of the Donaumonarchie3 wanted to see its
destruction. Was defending a state run by frivolous, uneducated
counts and ambitious but characterless civil servants really worth
the effort? Events leading to the downfall of the Koerber admin-
istration made a deep impression on all of those concerned with
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the preservation of the state. Among the many prime ministers
who governed the old Austria during its last twenty-five years,
Ernest von Koerber was the only one who pursued policies to
that end. Rudolf Sieghart, his brilliant and gifted senior cabinet
member, supported his efforts; Böhm-Bawerk was his minister
of finance. Koerber had instructed his district attorneys to adopt
a policy of leniency when it came to shutting down newspapers.
Thus it happened that when one of Vienna’s German national-
ist papers published an article denigrating the Sacrament of the
Altar, the article went unchallenged. Opponents of Koerber
seized the opportunity to topple his administration: confessors
and ladies at the court of the Arch Duchess busied themselves
feverishly with denouncing the “Jew” Koerber (one of his grand-
mothers or great grandmothers had been Jewish) as a desecrator
of the Church. In so doing, the last man genuinely concerned
with the continuation of the state was forced out of office.

I must admit now that I judged the shortcomings of Austrian
affairs too severely at the time, and that conditions abroad,
which I knew only from books or short, superficial visits,
appeared to me in too rosy a light. But this did not change the
facts. The Hapsburg state, lacking an ideological basis of
national unity, could not cope with the same degree of political
mismanagement that seemed reasonable for other countries.
Errors endurable by others could prove fatal to Austria. Faulty
politics would undo her more quickly than it would English or
French states.

The fact that state and national lines did not overlap in Aus-
tria prompted the study of problems that were not readily
observable in other countries. The English and French lan-
guages are to this day lacking in expressions that make possible
a correct representation of the economic and political problems
that arise from such dualism.

I thereby concerned myself primarily with the consequences
of interventionism. Each individual interventionist measure
would affect the balance of power in a nationally mixed state.
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Austrian politicians were acutely aware of this, and the minutes
of parliamentary proceedings as well as the press were rich with
material on the matter. I recognized the full scope of these prob-
lems for the first time when I became a member of the Handel-
spolitischen Zentralstelle4 in the Viennese Handelskammer5 in
1909.

My plan was to investigate these problems in great detail. I
conducted my first university seminar during the academic year
1913–1914, and selected four young scholars to do research on
the position of Germans, Czechs, Poles, and Hungarians with
regard to the foreign trade policies of the Austro-Hungarian cus-
toms union. With these policies, the Hungarian government
and the autonomous provincial governments sought measures
to create administrative protection benefiting their respective
nationals. I hoped to find a fifth collaborator who would con-
centrate on the Italian position. I, myself, wanted to write a com-
prehensive report that would be published along with the work
of my colleagues.

Of the four young scholars, two fell during the early weeks
of the war. A third was reported missing in action in the
Carpathian Mountains during the winter of 1914–1915. The
fourth was taken prisoner by the Russians at Volhynia in July of
1916. He was never heard from again.
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4 
The Austrian School of Economics

When I first came to the university, Carl Menger was
nearing the end of his teaching career. There was little
attention paid the Austrian School of economics at the

university, and I had no interest in it at the time.
Around Christmas, 1903, I read Menger’s Grundsätze der

Volkswirtschaftslehre1 for the first time. It was through this book
that I became an economist.

Many years passed before I encountered Carl Menger in per-
son. When I met him he was already over seventy years old, hard
of hearing, and plagued by an eye disorder. His mind, however,
was young and vigorous. I have asked myself again and again
why this man did not make better use of his last decades. That
he could still do brilliant work was evidenced by his essay,
“Geld,”2 which he contributed to the Handwörterbuch der
Staatswissenschaften.3

25

1Principles of Economics (1871).
2“Money.”
3Encyclopedia of State Sciences.



I believe I know the cause of Menger’s discouragement and
premature silence. His keen intellect had recognized in which
direction Austria, Europe, and the world were pointed; he saw
this greatest and highest of all civilizations rushing toward the
abyss. He had anticipated the atrocities with which we are faced
today; he knew the consequences of the world’s turning away
from liberalism and capitalism, and had done what he could to
battle these trends. His book, Untersuchungen über die Methode
der Sozialwissenschaften,4 was intended as a polemic effort to
counter the destructive intellectual currents with which Pruss-
ian universities were poisoning the world. He realized that his
fight was futile and hopeless, and became filled with a dark pes-
simism that exhausted his strength. He passed this pessimism
on to his student and friend, Rudolf, successor to the throne.
The crown prince took his own life because of despair over the
future of his empire and that of European civilization, not
because of a woman. The young girl had had a death wish of her
own and he took her into death with him; he did not commit
suicide on her account.

My grandfather had a brother who died many years before I
was born. This brother, Dr. Joachim Landau, was a liberal
member of the Austrian Parliament and a close friend of his
party colleague, Dr. Max Menger, brother of Carl Menger. One
day he told my grandfather about a conversation he had had
with Carl Menger. 

According to my grandfather, as told to me around 1910,
Carl Menger had made the following remarks:

The policies being pursued by the European powers will
lead to a terrible war ending with gruesome revolutions, the
extinction of European culture and destruction of prosperity for
people of all nations. In anticipation of these inevitable events,
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all that can be recommended are investments in gold hoards and
the securities of the two Scandinavian countries.

Menger’s savings, in fact, were invested in Swedish securities. 
One who so clearly foresees disaster and the destruction of

everything he deems valuable before his fortieth year cannot
avoid pessimism and depression. Ancient rhetoricians were
careful to consider the kind of life King Priam would have had,
had he at the age of twenty already foreseen the fall of Ilium!5
Carl Menger barely had the first half of his life behind him when
he recognized the inevitability of the demise of his own Troy.

This same pessimism consumed all sharp-sighted Austrians.
The tragic privilege attached to being Austrian was the opportu-
nity it afforded to recognize fate. Grillparzer’s melancholy and
peevishness arose from this source. The feeling of being power-
less in the face of impending disaster drove the purist and most
able of patriots, Adolf Fischof, into isolation.

It is understandable that I discussed Knapp’s Staatliche The-
orie des Geldes6 with Menger frequently. 

“It is,” said Menger, 

the logical development of Prussian police science. What
should one make of a nation whose elite, after two hundred
years of economics, admire such nonsense and perceive it as
an epiphany, when in fact it isn’t even new? What can one
expect of such a people?

Menger’s successor at the University of Vienna was
Friedrich von Wieser. Wieser was an honest scholar, and a man
of high personal cultivation and refined intellect. He had the
good fortune of becoming acquainted with Menger’s work
earlier than others, and it is to his credit that he recognized its
significance. He added to the discipline in certain respects, but
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7Theorie der wirtschaftlichen Entwicklung.

he was not an original thinker, and probably did more harm than
good overall. He never really grasped the core of subjectivism, a
limitation that caused him to make many unfortunate mistakes.
His imputation theory is untenable. His ideas on value calcula-
tion support the claim that he cannot be called a member of the
Austrian School. He had more in common with those of the
Lausanne School, two brilliant representatives of which were
found in Austria in Rudolph Auspitz and Richard Lieben.

What distinguishes the Austrian School and will lend it
everlasting fame is its doctrine of economic action, in contrast to
one of economic equilibrium or nonaction. The Austrian School
makes use of the ideas of rest and equilibrium, without which
economic thought cannot get along. But it is always aware of the
purely instrumental nature of these ideas. The Austrian School
aims to account for prices actually paid in the market, and not
just prices that might be paid under certain never-realizable
conditions. It rejects the mathematical method, not because of
ignorance or an aversion to mathematical accuracy, but because
it does not place importance upon the detailed description of the
condition of a hypothetical and static equilibrium. The Austrian
School has never succumbed to the fatal illusion that values can
be measured, and has never misunderstood that statistical data
has nothing to do with economic theory, but belongs to the his-
tory of economics alone.

Because Austrian economics is a discipline that concerns
human action, even Schumpeter cannot be counted among the
school’s ranks. In his first books, Schumpeter aligns himself
with Wieser and Walras but not with Menger and Böhm-Baw-
erk. To him, economics is a discipline of “economic quantities”
and not one of human action. His Theory of Economic Develop-
ment7 is a typical product of this equilibrium theory.
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It is necessary to correct the misunderstandings that can be
called forth by using the expression “Austrian School.” Neither
Menger nor Böhm-Bawerk wanted to found a school in the
sense customarily used in university circles. They never
attempted to turn young students into blind disciples, nor did
they, in turn, provide these same students with professorships.
They knew that through books and an academic course of
instruction they could promote an understanding suited to deal-
ing with economic problems, thus rendering an important serv-
ice to society. They understood, however, that they could not
rear economists. As pioneers and creative thinkers, they recog-
nized that one cannot arrange for scientific progress, nor breed
innovation according to plan. They never attempted to propa-
gandize their theories. Truth would prevail of its own accord
when man possessed the faculties necessary to perceive it. Using
impertinent means to cause people to pay lip service to a teach-
ing was of no use if they lacked the ability to grasp its substance
and significance.

Menger made no efforts to extend favors to colleagues that
would be reciprocated with recommendations for appointments.
As minister and then ex-minister of finance, Böhm-Bawerk
could have used his influence; he always spurned such behavior.
Menger did make occasional attempts, without success, to pre-
vent the promotion of those, for example, Zweideneck, who had
no sense of what was going on in economics. Böhm-Bawerk
made no such attempts. In fact, he advanced rather than hin-
dered the appointments of Professors Gottl and Spann at the
Brünner Technische Hochschule.8

Menger’s position on such questions is best illustrated by a
note discovered by Hayek while perusing Menger’s scientific
papers. It reads, “In science, there is only one sure method for
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the ultimate triumph of an idea: one should allow any contrary
notion to run its course completely.” Schmoller, Bücher, and
Lujo Brentano thought differently. They denied the opportunity
to teach at German universities to those who did not follow
them blindly.

Faculty positions at Austrian universities thus fell into the
hands of the heirs of German historicism. Alfred Weber and Spi-
ethoff,  were, in turn, vested with a position at the University of
Prague. A certain Professor Günther became professor of eco-
nomics at Innsbruck. I mention all of this only to cast the claim
of Franz Oppenheimer in proper light, namely, that the school
of marginal utility monopolized the teaching of economic the-
ory. Schumpeter was full professor in Bonn for many years. This
was the only case in which a German university had appointed
a teacher who belonged to the field of modern economics.
Among the many hundreds of men who taught economics at
German universities between 1870 and 1934, not one could be
found who was acquainted with the works of the Austrian, Lau-
sanne, or modern Anglo-Saxon schools. A Privatdozent9 would
never be promoted to the faculty were he suspected of belonging
to one of these schools. Knies and Dietzel were the last econo-
mists on German faculties. In the German Empire they did not
teach economics, but Marxism or Nazism. The same was true in
Czarist Russia, where “legal” Marxism or economic history was
taught in place of economics. The fact that professors and lectur-
ers in Austria were allowed to teach economics was incompatible
with the totalitarian claim of German “economic state sciences.”

The Austrian School of economics was Austrian in the sense
that it emerged from the soil of an Austrian culture that
National Socialism would trample down. In this soil, Franz
Brentano’s philosophy could take root. In this soil, Bolzano’s
epistemology, Mach’s empiricism, Husserl’s phenomenology,
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and Breuer’s and Freud’s psychoanalysis reached maturity. The
air in Austria was free of the specter of Hegelian dialectics. In
Austria, one did not feel it was his national duty to “overcome”
the ideas of Western Europe. In Austria, eudaemonism, hedo-
nism, and utilitarianism were not precluded, but studied.

It would be a mistake to assume that the Austrian govern-
ment promoted all of these great movements. On the contrary, it
withdrew the teaching assignments of Bolzano and Brentano; it
isolated Mach, and did not bother at all with Husserl, Breuer,
and Freud. It valued the competent official in Böhm-Bawerk,
not the economist.

Böhm was a professor in Innsbruck. He grew weary of this
position; the intellectual desert of this university, the city, and the
province of Tirol became unbearable for him. He preferred
employment in Vienna’s ministry of finance. He was offered a
gainful pension when he finally retired from government serv-
ice, but this he rejected and requested a professorship at the
University of Vienna.

The opening of Böhm-Bawerk’s seminar was a great day in
the history of the University of Vienna and in the development
of economics. Böhm chose the fundamentals of the theory of
value as the theme of the first semester; Otto Bauer sought to
pick apart the subjectivism of value theory from a Marxist point
of view. The discussion between Bauer and Böhm filled the
entire winter semester while other participants remained in the
background. Bauer’s brilliant gift was on display; he proved
himself to be a worthy opponent of the great master, whose cri-
tique of Marxian economics had dealt it a fatal blow. I believe
that in the end even Bauer himself had to admit to the unsus-
tainability of the Marxian labor theory of value. He aban-
doned his intention to write a reply to Böhm’s critique of
Marx. The first volume in this series on Marxian theory
yielded a sensation-causing rejoinder from Hilferding. Bauer
openly admitted to me that Hilferding did not grasp the prob-
lems at hand. 
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I took part in Böhm’s seminar regularly until I was pro-
moted in 1913. During the last two winter semesters in which I
still attended the seminar, discussions were dedicated to my the-
ory of money and credit: my explanation of money’s purchasing
was dealt with in the first; the second focused on my business
cycle theory. The difference of opinion that emerged between
Böhm and me on these points will be addressed later.

Böhm was a brilliant seminar leader. He considered himself
more of a chairman than a teacher, and would enter into the
debate on occasion. Unfortunately, babblers sometimes abused
the freedom to speak that was allowed participants. Especially
disruptive was the nonsense that Otto Neurath asserted with
fanatical force. The sharper wielding of a chairman’s upper
hand could have often proven beneficial, but Böhm wanted no
part in this. His thinking was in line with that of Menger, who
believed that in science everyone must be allowed to speak.

The lifework of Böhm-Bawerk lies before us in splendid
proximity. His masterful critique of old economics and his own
theories have become our prized possessions. And yet, one can
assert that Böhm could have produced even more had the cir-
cumstances allowed for it. He developed thoughts in seminar
lectures and personal conversations that far exceeded those con-
tained in his writings. But his physical constitution could not
withstand the planning of grand and new undertakings. His
nerves were no longer suited to hard work. Even the two-hour
seminar had its effects. It was only through the greatest ordering
of daily habits that he could muster the strength he needed for
science. His entire endeavor belonged to economics; relaxation
and enjoyment were found in symphony concerts.

Worries over Austria’s future and its culture darkened the
evening of Böhm-Bawerk’s life. He suffered a heart attack a few
weeks after the outbreak of the war. My unit was stationed at the
vanguard, east of Trampol. I was handed a newspaper carrying
his obituary upon returning from patrol duty one evening early
in September.
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5 
First Writings on the

Theory of Money

Karl Helfferich, in his 1903 book, Das Geld, asserted that
the theory of marginal utility had failed to solve the
problem of money value. I wanted to investigate the

validity of this objection. In 1906 I began addressing the prob-
lems of money and banking, zealously studying the great theo-
retical works as well as the history of currencies in European
countries, the United States, and British India. I sought to nego-
tiate my way through an abundance of literature.

My first effort appeared in volume XVI of the Zeitschrift für
Volkswirtschaft, Sozialpolitik und Verwaltung, under the title “Die
Wirtschaftspolitischen Motive der Österreichischen Valutareg-
ulierung.”1
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In the fall of 1908, Edgeworth2 asked Philippovich3 if he
wanted to write a short essay for the Economic Journal. It was to
be no more than ten pages in length, and was to be a compre-
hensive look at the foreign-exchange policy of the Österreichisch-
Ungarischen Bank.4 Philippovich turned down the offer, but rec-
ommended me. I accepted, but decided to complete a full
treatment of the subject in the German language as well. The
resulting essay, “Das Problem gesetzlicher Aufnahme der
Barzahlung in Österreich-Ungarn,”5 appeared in Schmoller’s
Jahrbuch of 1909 and provoked strident protest from the most
powerful members of the Austrian inflation party.

Ideas I pondered during the period in which I was writing
these essays had already led me to a realization of the greatest
failings of the prevailing monetary theory. I was convinced of
the lack of validity of the balance-of-payments theory and the
doctrine of “elasticity” of bank credit, but brief essays dealing
with problems found in economic history and policy offer little
opportunity for analysis of such large questions. I would have to
save these efforts for the theoretical work I had planned for later,
and, for the time being, maneuver within the framework of
more widely accepted views.

I’ve chosen at this writing to bypass my critique of Knapp’s
treatment of the foreign exchange policies of central banks.
Although admired by everyone in Germany and Eastern Europe
during their day, his teachings have long been forgotten. But
anyone who studies the general decline of German thought, and
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in particular, that of German economic thought will find the
most remarkable and psychologically interesting problems in
those parts of Knapp’s teachings that I criticize in the sixth part
of my essay on cash payments. Knapp spoke of losses, for exam-
ple, that the central bank suffered through foreign-exchange
policy, and urged the state to reimburse the bank for these losses.
One look at the bank’s balance sheets and income statements
could have shown him that foreign exchange transactions
yielded the bank considerable profits, and that the state was in
part responsible for these gains.

My essay dealt with the question of the legal requirement
demanding the redemption of the Austro-Hungarian central
bank’s gold notes. For many years and without hesitation or dis-
crimination, the bank had met all demands for foreign exchange
at a rate that in no case exceeded the lawful gold parity of the
crown by more than a margin. In gold-standard countries this is
referred to as the upper gold point. In essence, gold payments in
Austria-Hungary had resumed de facto. Under discussion now
was whether this de facto situation should be made a legal
requirement. One argument for the change was the more favor-
able conditions under which foreign markets would grant loans
in Austrian currency, if gold payments for notes were independ-
ent of the bank’s discretion. This position was championed in
Hungary, especially, where the dismissive attitude of bank offi-
cials in some Austrian circles was seen as an effort to make Hun-
gary dependent on Viennese money markets, and to make it
impossible for it to tap cheaper money sources in other western
countries. There were no cogent arguments against the legaliza-
tion of the de facto situation.

Those opposed to the legally required resumption of gold
payments had crafted an untenable theory to support their point
of view. They argued that a bank that is legally obligated to make
gold payments must adjust its rates to conform to the prevailing
rate in the world market. They claimed that the Austro-Hun-
garian Bank found itself in a more favorable position due to the
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circumstances of not being obliged to make gold payments. The
bank was in a position to differentiate between legitimate and
illegitimate demand. Demand was said to be illegitimate if it
aimed at shifting funds abroad in order to take advantage of
higher interest rates abroad. The bank ought not consider this
illegitimate interest-rate arbitrage, and only satisfy legitimate
demand. In this way it could avoid, or at least postpone, the rais-
ing of rates made inevitable by mandatory redemption.

This doctrine was completely erroneous. The bank had never
distinguished between legitimate and illegitimate demand; it had
met all demands for payment since 1900. Had it gone ahead in
the manner prescribed by those opposed to mandatory payments,
all arbitrage speculators denied payment would have sought to
buy foreign exchange in the open market. This would have
raised the exchange rate and depreciated Austrian currency.

This doctrine was neither new nor uniquely Austrian. It was
the old fallacy expounded by proponents of the French gold-pre-
mium policy fifteen or twenty years earlier. But these propo-
nents never argued that such a policy would cause exchange
rates to rise. They recommended this policy for France, one of
the great exporters of capital at the time, and not for import
countries such as Austria-Hungary. For a debtor country to
loosen its relationship with foreign money markets would lead
to an increase in the cost of its credits, not a reduction.

I had just completed my essay when I was surprised by an
invitation from the vice president of the bank. I called on Mr.
Waldmayer in his office. He said that he had heard from Profes-
sor Landesberger that I was in need of material for a study of
bank policy, and that he would make it available to me. Of
course I would be required to show my work to bank officials
before it could go to press. I declined, politely, but decidedly. At
the time I was not acquainted with Professor Landesberger, but
knew that he was a good friend of Philippovich; I could only
guess that Philippovich had granted him a look at my essay, or
had told him of its contents.
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From the conversation I had with Mr. Waldmayer, I was
given the impression that bank management was especially
interested in upholding existing conditions. This I could not
understand. I knew that a mandatory gold payment would cur-
tail the bank’s right to invest some reserves in foreign accounts
and obligations yielding interest, and that this would reduce the
bank’s gross returns. This would cause difficulty for stockhold-
ers above all, and for the two countries sharing in the bank’s
returns. Through appropriate changes to tax law, the secretaries
of both treasuries would have seen to it that the greatest loss
would have fallen on the stockholders. The interest of stock-
holders was represented by no one, least of all by the bank man-
agement, who had been appointed by the two governments.
When I left Mr. Waldmayer’s office I sensed that I would have
been offered a considerable sum of money had I only been less
dismissive. The bank maintained a press fund for such purposes.

It was many years later that an explanation was granted to
me. In 1912, when I published an article on the fourth renewal
of the bank’s privileges, and was again attacked by the oppo-
nents of gold payments, Böhm-Bawerk instructed me in the
causes of the bank’s resistance. A portion of the proceeds from
the obligations invested abroad, he reported, was credited to a
special, secret account, which was at the disposal of the bank’s
governor alone. Already highly compensated bank officials, gov-
ernment officials who supervised the bank, journalists, politi-
cians, and others received attractive payments from this secret
fund on occasion. Böhm-Bawerk had learned about the fund by
chance when the Hungarian finance minister complained that
the share going to Austrians was too large compared to that
going to Hungarians. The whole affair pained him to the high-
est degree, and caused him to loathe his position as well any
other within the administration. But his wish to put and end to
the antics was resisted by the Hungarian finance minister. “I feel
obligated to make these facts known to you, in order that you
may understand the background of the current struggle,” Böhm
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remarked to me. I had to promise him that I would remain silent
about the matter unless I should hear about it from other
sources. I’ve remained silent until today, although the former
press secretary of the bank told me most openly about the use of
the fund a few years after the war. The actual amounts were
more modest than those of Bismarck’s famed Reptilienfonds.6
They were nevertheless ample enough to explain strong opposi-
tion on the part of the bank’s management and others to a
reform that would have caused the source of the fund to run dry.

The strongest attacks against my argument came from
Walther Federn, the publisher of a weekly economic journal, the
Österreichischen Volkswirt.7 Federn had held many lesser posi-
tions in banks, and had become the stock exchange reporter for
various papers. He had been publishing the Volkswirt for some
years, as it was financed by a bank director friend of his who
went by the name of Rosenbaum. Federn was ignorant of eco-
nomics, and with the exception of Knapp’s Staatliche Theorie des
Geldes, had never read a book on the subject. He possessed lim-
ited knowledge of economic conditions and statistics, and was
wholly uncritical and incapable of independent thought.
Though he himself was considered intellectually inept, his flow-
ing style received praise. The principal source of revenue for his
paper, which at the time had few subscribers, were the cash con-
tributions which banks and large corporations paid newspapers
and weekly and monthly journals for running advertisements,
income statements, balance sheets, and announcements of
stockholder meetings. No special conditions were attached to
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the granting of these sums. Publishers naturally feared an inter-
ruption of further contributions on the part of concerns against
which they had launched particularly nasty attacks, but moder-
ate criticism of such enterprise was permissible.

It was not these contributions that robbed Viennese eco-
nomic journalism of its independence. It was ignorance that fet-
tered journalists. The great age of Viennese economic journal-
ism had long since passed. That group of outstanding
economists who had collaborated from 1860 to 1900—Menger
among them—found no worthy heirs. The editorial staffs of the
Der Neue Freie Presse and the Neues Wiener Tagblatt were the
only ones composed of economists exhibiting knowledge and
intellectual power. Other editors were ignorant and could not
think; they depended on information coming from interested
parties. Stock exchange reporters received their information
from stock exchange men from the big banks. When a govern-
ment regulation was passed or important business was trans-
acted, journalists would rush to the responsible government
officials or concerned business parties. The information the
journalists received from them was then passed on to the public.
The government did not need to bribe journalists; it was enough
to merely inform them. Journalists feared nothing more than
being made privy to information one day later than another
member of the press. To avoid this plight, they were always pre-
pared to represent the government’s point of view. Their igno-
rance of economics afforded them the advantage of being able to
proceed in a manner void of sacrificium intellectus.8

Federn had received a brushing up on the problems of for-
eign exchange by bank officials about two years before the pub-
lication of my essay; he published what he had learned in sev-
eral articles in Viennese newspapers and in the Frankfurter
Zeitung. He was very proud of his work, and considered it a

First Writings on the Theory of Money 39

8Sacrifice of the intellect.



great journalistic achievement. My critique bruised his vanity.
The fanatical intensity of his attacks had to do with this fact
above all. Naturally, his desire to please bank officials and the
treasury also played a role. Federn did not propagate the bank’s
position because of the sums it was paying to him, however. I am
convinced as well that he did not know that such subsidies were
coming from a secret fund that would have been placed into jeop-
ardy by the legalization of gold payments. Individual beneficiar-
ies could receive bank moneys in good faith: the bank also used
funds derived from open revenues. Those who did not know the
total amount spent on the press and other protected parties could
assume that the endowment of the press fund was legal.

When Böhm-Bawerk revealed to me the secret of the bank’s
special fund, I was faced with a new problem. At this point I had
been established, so to speak, for many years. I had worked in
the treasury and in the office of the public prosecutor for many
months; I had worked in the court for two years, and had been
with the Handelskammer since 1909. I recognized the corruption
that is an inevitable concomitant of interventionism; I knew
very well that it extended to the highest positions of the state.
But it was the first time that I faced opponents whose motives
were not objective within the context of a scientific exchange.
After long and in-depth consideration of what position I best
take, I at last arrived at a clear response.

The economist must deal with doctrines, and not with men.
It is for him to critique errant doctrine; it is not his charge to
uncover the personal motives behind heterodoxy. The economist
must face his opponents under the fictitious assumption that
they are guided by objective considerations alone. It is irrelevant
whether the advocate of a false notion acts in good or bad faith;
what matters is if the stated notion is true or false. It is the
charge of others to reveal corruption and enlighten the public
concerning the same. 

I have held fast to these principles throughout my life.
Though I have known much, if not all, about the corruption of
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the interventionists and socialists with whom I have had to deal,
I have never made use of this information. My point of view has
not always been understood. Being the subject of the less than
tasteful attacks of the Viennese Social Democrats, people have
supplied me with ample material on the corrupt practices of
these socialist leaders. Yet even without the help of informers I
was well schooled in the moral decadence of the party; the mate-
rials passed on to me would not have been necessary had I
wanted to occupy myself with the business of disclosure. The
fact of my having graciously declined offers to prove fraud and
embezzlement on the part of my opponents, admissible in
courts of law, has often stirred resentment.

In the winter of 1912–1913, in the midst of the crisis created
by the Balkan War, the Austro-Hungarian bank did indeed
make an attempt to allow a portion of the demand for foreign
exchange to remain unmet. The natural outcome of this was an
increased demand on the open market and a climb in foreign
exchange rates. The bank had to return at once to its former pol-
icy of unlimited and unconditional sale of foreign exchange.
The bank imagined its operation of increasing just slightly the
rate at which it was willing to sell to be an especially clever one.
But all this action reaped was a decline in confidence in Aus-
trian currency and the withdrawal of sizeable sums of foreign
short-term money invested in Austria.

The intended goal of inflationists was the reduction of the
purchasing power of the Austrian crown relative to gold, foreign
exchange, and international economic goods. This was readily
acknowledged by intelligent opponents of gold payment, such as
Professor Landesberger and Richard Riedl, chairman of the
Commerce Department’s tariff division. Only a mental midget
like Federn could believe that a refusal of note redemption
would not affect the stability of exchange rates. Inflationists wel-
comed a small devaluation of the crown as a first step on a path
that they considered to be a good one. Their one regret was that
the bank returned to a policy of unconditional redemption in
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gold. They were not incorrect in considering the bank’s retreat a
result of my influence.

Naturally I was fully aware that public opinion in Austria
was in favor of inflationism, and that aside from me there were
few who supported a policy of stable exchange rates. The minis-
ter of finance at the time, Count Zaleski, was a Pole who had
received his appointment on purely political grounds. He freely
admitted to never before having dealt with financial problems.
“Members of the Polish Club told me that a rise in foreign
exchange rates must be seen as a favorable rather than unfavor-
able phenomenon,” Zaleski explained to me in a conversation
that took place in the home of a mutual friend. “For agricul-
ture,” he went on, “a ten-percent rise would be a direct bless-
ing.”

This blessing would soon come in good measure.
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6 
The Theory of Money and Credit

After completing the two essays on the bank’s foreign-
exchange policy, I intended to proceed with work on my
theory of money and credit. I had barely written the first

pages when, in early January 1909, I was called to special mili-
tary duty. The so-called “annexation crisis” had caused the gov-
ernment to take extraordinary measures and speed up the mod-
ernization of the artillery. I returned to Vienna in February, and
on April 1, entered the Viennese Handelskammer. I found no
time for scientific work during the first months on the new job;
it was not until the fall that I was able to begin. The finished
manuscript was in the hands of the publisher early in 1912.

The greatest difficulty I faced in preparing the book was that
I had intended to deal with only a portion of the broad scope of
economic problems. But economics must necessarily be a closed,
unified system. One cannot extract bits and pieces and study
them independently. In economics, there is no such thing as spe-
cialization. Whoever deals with a part must do so on the basis of
a theory that encompasses all problems. Gratitude is due the old
masters, but I was finding that I could not use any of the exist-
ing theories. I was advancing further down the path they had
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discovered. The system of Menger and Böhm-Bawerk was no
longer fully satisfying to me. In fact, I was displeased by their
treatment of the problems with which monetary theory must
begin. 

The reigning notion at the time stated that the theory of
money could be neatly separated from the broader structure of
economic problems—that it did not, in fact, actually belong
within the field of economics, and was to a certain extent a dis-
cipline unto itself. In accordance with this notion, universities in
Anglo-Saxon countries created special professorships for cur-
rency and banking. But the notion was false; it was my intention
to reveal its untenability and return the theory of money to the
study of economics.

I had already begun writing my theory of direct exchange,
and would have included it in the first volume along with the
theory of indirect exchange had I been able to take my time and
work in peace. But I knew that we were standing on the eve of a
great war, and there was not much time available to me. I
wanted to complete my book before the war’s outbreak. Thus I
made the decision to go beyond the narrow structure of mone-
tary theory by a few points only, postponing a more comprehen-
sive work. I believe the task was done justice.

I want to emphasize expressly that any quarrels I had with
the works of Menger and Böhm-Bawerk had rather more to do
with what they did not say than with what they did. I regretted
their not having replaced John Stuart Mill’s inadequate delin-
eation of the field of economics with a more satisfactory one. I
disapproved of their lack of sharp criticism concerning the even
more inadequate use of mathematical economics, as well as
their failure to elaborate more clearly on their own point of view.
Above all, I found that Böhm, in his discussion with Wieser, had
neglected to touch upon topics that were of decisive importance.

The problems of assumed measurement of value, and the
related problem of total value were points within the theory of
money that I could not silently ignore, despite their belonging to

44 Memoirs



general value theory. That there existed such a thing as “value
calculation” or even “value measurement—that “value” of a
total supply could be calculated from the known “value” of a
part, and, inversely, that the “value” of a part could be obtained
from the “value” of a whole—were notions that needed to be
refuted if a theory of money was to be developed. One had to
actually eliminate hypostasis of “value,” and demonstrate that
there is an activity of valuing and there are acts of valuation, but
that the term “value” is permissible only when limited to denot-
ing an individually valued object, or to designating the result of
a valuation process.

I disposed of these problems in the first few sections of my
book, and in so doing, refuted the fallacies of Schumpeter and
Irving Fischer. Cuhel’s book1 proved useful to me in all of this.
The author is forgotten today and his book is outdated; but I do
not doubt that he, in the end, will hold the place of honor due
to him in the history of our science.

The theories on determination and changes of the purchas-
ing power of money take Menger’s theory of cash holding as a
starting point. All further theories I had to construct anew. It is
not my intention to present an excerpt from my book within
these pages. I wish merely to remark on my method and its rel-
evance.

Throughout my book I use the “step-by-step” method, a
method being rediscovered today under the designations period
analysis or process analysis. It is the only acceptable method. It
renders the argument between short-run and long-run economics
superfluous, and even the distinction between statics and
dynamics becomes dispensable. If no condition is considered
“normal”—if one is aware that the idea of “static equilibrium”
has nothing to do with the life and action we study and is merely
a mental image that is used in order to conceptualize human
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action through a state of nonaction—then one must recognize
that it is always motion we are studying, but never a state of
equilibrium. All of mathematical economics, with its beautiful
curves and equations, is idle flirtation. The setting up of equa-
tions and the drawing of curves must be preceded by nonmath-
ematical considerations; the setting up of equations does not
broaden our understanding. Mechanical equations can be used
to solve practical problems through the introduction of empiri-
cally acquired constants and data; but equations of mathemati-
cal catallactics cannot in the same way be of service to practical
problems in the area of human action where constant relations
do not exist.

In my book on money I made no use of polemics directed
against the mathematical school. I presented the correct doctrine
and refrained from attacking the method of mathematicians. I
even withstood the temptation to unravel the vacuous term
“velocity.” The death knell for mathematical economics was
sounded when I proved that the money supply and spending
power of the monetary unit are not inversely proportional. The
proof demonstrated that the only constant relationship that was
believed to have been found between “economic quantities” is in
fact a variable determined by the data in each individual case. It
also rendered Irving Fisher and Gustav Cassel’s equations of
exchange obsolete.

The step-by-step analysis must take into account the passage
of time. The time lag between cause and effect becomes a mul-
tiplicity of time differences between single, successive conse-
quences. Upon examining these lags in time, one is led to a pre-
cise theory of the social consequences of change in the
purchasing power of money.

In order to shed some light on the objections I raised earlier
concerning the teachings of Menger and Böhm-Bawerk and to
give some concrete examples that illustrate the difference
between the older and the younger Austrian schools, I must
address Böhm-Bawerk’s reaction to my theory. Both Menger
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and Böhm-Bawerk tacitly assumed the neutrality of money.
They had developed the theory of direct exchange and held to
the opinion that all problems of economic theory could be
solved without the imaginary notion of money-free market
exchanges. This teaching was now made untenable by my the-
ory of the inevitable non-neutrality of money. But Böhm refused
to admit this. He raised no objections to the cogency of my step-
by-step analysis; he did not deny its results—namely, that
changes in purchasing power of money cause prices of different
commodities and services to change neither simultaneously nor
evenly, and that it is incorrect to maintain that changes in the
quantity of money, yield simultaneous and proportional changes
in the “level” of prices. But he did maintain that this was a “fric-
tion phenomenon.” The old doctrine was correct “in principle,”
according to Böhm. It would retain its full significance for an
analysis of “purely economic action.” Reality presents resistance
and friction, however, which would cause the result to deviate
from that which would have been arrived at theoretically. I tried
in vain to convince Böhm of the inadmissibility of the use of
metaphors borrowed from mechanics. One can see in his two-
fold arrangement of the tasks of the price theory that Böhm was
heavily influenced by the ideas of John Stuart Mill.2 I could have
convinced him had only I been clear about the basic problems.
But I myself was still operating under the influence of Mill. It
was only years later that I would be able to refute Böhm-Baw-
erk’s doctrine of “direct exchange advantage.”3 Writing the essay
devoted to a critique of the doctrines of Menger and Böhm, I
believe, was a way of erecting a lasting memorial to the two mas-
ters.
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In the chapter dealing with the structuring of exchange
ratios between different kinds of money I sought to restate
Ricardo’s irrefutable doctrine, which had been suppressed by the
“balance of payment” theory. Soon thereafter, Gustav Cassel
presented Ricardo’s doctrine in inexpedient form and designated
it the “purchasing power parity theory.” During the 1920s it was
called one of two things: Cassel’s theory, if one agreed with it,
and Mises’s theory, if one rejected it. But I repeat: it is Ricardo’s
theory.

The second large problem with which my book dealt was
that of fiduciary media. I had to create this new term in order to
overcome the prevailing confusion surrounding the use of the
term “credit.” If no distinction is made between the terms “com-
modity credit”4 and “fiduciary credit,”5 (Machlup offers the
clever translations transfer credit and created credit), useful
results can never be achieved. It is only by first making this dis-
tinction that the foundation can be laid for a correct critique of
the doctrine of “elasticity” of bank media of payment; with this
distinction the way is made free for the monetary theory of busi-
ness cycle phenomena. I was given the honor of naming it the
Austrian Trade Cycle Theory.

In the last section of my book, my concern was to discuss
items that were of general interest at the time, namely, currency
and banking problems. In concluding my book, I pointed out
that prevailing notions on banking would soon lead to cata-
strophic events.

As could be expected, my book was rejected by German sci-
entific journals in a most precipitous manner. I paid this little
attention. I knew that my views would soon take hold. I saw
with horror the catastrophe which I had predicted standing
before the door.
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New books that are “destroyed” by critics are lasting and
valuable. He who only says what others want to hear is better off
remaining silent. Knapp, Benedix, Liefmann, Diehl, Adolf Wag-
ner, and Bortkiewicz, all celebrated “monetary theorists” in Ger-
many at the time, have been forgotten.

The first economist to give my work any credit was B.M.
Anderson in his book, The Value of Money, which appeared in
1919. Because Austria was at war with the United States, it was
two years later that I first caught a glimpse of it.

John Maynard Keynes reviewed my book in the first issue of
the Economics Journal that appeared after the outbreak of the
war.6 Mr. Keynes gave the book some praise: “the book is not to
be denied considerable merits . . . the book is enlightened in the
highest degree possible.” But on the whole, Mr. Keynes was
greatly disappointed.

My book seemed to him “not constructive” and “not origi-
nal;” there is “no lift in the book.” And he added, “One closes
the book, therefore, with a feeling of disappointment that an
author so intelligent, so candid and so widely read should, after
all, help one so little to a clear understanding of the fundamen-
tals of his subject.” Sixteen years later,7 Keynes admitted that his
knowledge of the German language was lacking. “In German,”
he said, “I can only understand what I know already—so that
new ideas are apt to be veiled from me by the difficulties of the
language.” It was not my fault that Keynes found my book nei-
ther original nor constructive, and that it could not bring him to
a clear understanding of the problems.
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7 
The First World War

Ineed not report on the war or on my personal experiences
during the war in this work; I concern myself with military
questions and with the political only to the extent that they

aid in making my aim more accessible.
The war came as a result of an ideology that had been pro-

claimed from German lecterns for hundreds of years. Professors
of economics had contributed to the intellectual preparation for
war. They did not first need to be retrained in order to become
“intellectual bodyguards of the Hohenzollern.” Schmoller
authored the famous “Manifesto of 93” (October 11, 1914),
another professor, Schumacher, who succeeded Schmoller in
Berlin, edited the annexation program of the six central associa-
tions. Sombart wrote Händler und Helden.1 Franz Oppenheimer
could not do enough to attack the lack of culture in England and
France. Economics was no longer taught; what was taught were
the doctrines of war.
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Things were not much better in enemy camps, but there one
could find many who preferred silence. Edwin Cannan consid-
ered it the duty of the economist to protest.

I was hardly able to read the newspaper during the first fif-
teen months of the war. Conditions improved a little later on. By
the end of 1917, I was no longer at the front, but worked in
Vienna in the economics division of the Department of War. I
wrote only two small essays during those years. The one con-
cerning the classification of monetary theories was later added
to the second edition of The Theory of Money and Credit. The
other, The Objectives of Foreign Trade Policy,2 I made use of when
writing Nation, State, and Economy,3 published in 1919. It was a
scientific book, but its intent was political. It was an attempt to
alienate public opinion in Germany and Austria from yet
unnamed national-socialist ideals, as well as promote recon-
struction through democratic-liberal policy. Little attention was
paid to my work; the book was seldom read. But I know that it
will be read in time. The few friends who are reading it today do
not doubt this.

Toward the end of the war I published a short essay on
quantity theory in the journal of the Association of Austrian
Banks and Bankers, a journal intended for its members but not
for public consumption. My calm, academic treatment of the
problem of inflation was rejected by the censor, and I had to
revise it before it could appear. Responses were run in the very
next issue. One of these, if I remember correctly, came from
bank director Rosenbaum, who was financing Federn’s Econo-
mist.

In the summer of 1918 the Army Supreme Command
organized a course for officers who were to offer patriotic
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instructions to the troops. In my presentation, “War Costs and
War Loans,” I attempted to oppose the inflationary tendencies.
My lecture was published from stenographic notes, and I was
never given the opportunity to read the proofs.

My experiences during wartime turned my attention toward
a problem that has become more important to me day by day;
indeed, I want to call it the principle and fundamental problem
of our culture. 

He alone who fully understands economic theory can com-
prehend the great questions of economic and social policy. He
alone who masters the most difficult tasks of economics can
determine where capitalism, socialism, or interventionism con-
stitute suitable systems of social cooperation. Political decisions,
however, are not made by economists, but by public opinion,
that is, the general public. The majority determines what should
happen. This is true of all systems of government. Even absolute
kings and dictators must govern in accordance with the
demands of public opinion.

There are schools of thought that simply do not want to rec-
ognize these problems. The contention of orthodox Marxism is
that the dialectical process of historical development uncon-
sciously guides man on the essential path; that is, the path that
leads to his salvation. Another variety of Marxism is of the per-
suasion that the class can never err. Race mysticism maintains
the same concerning race: the characteristics of the race intuit
the finding of right solutions. Religious mysticism, even where it
appears in worldly garb, for example, the führer principle, relies
on God: He will never forsake His children, but protect them
from evil through revelation or by sending them a blessed Shep-
herd. But experience spares us these escapes. It shows us that
there are different doctrines and different opinions, even within
various classes, races, and nations; it shows us that different men
vie for leadership with different agendas, and that different
churches come forth to proclaim the Word of God. One would
have to be blind to claim that the question of whether interest
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rates can be permanently reduced by credit expansion could be
answered by an appeal to the dialectics of history, an unerring
class consciousness, racial or national characteristics, God’s
Word, or a führer’s order.

Liberals of the eighteenth century were filled with a bound-
less optimism that said, Mankind is rational, and therefore right
ideas will triumph in the end. Light will replace darkness; the
efforts of bigots to keep people in a state of ignorance in order to
rule them more easily cannot prevent progress. Enlightened by
reason, mankind is moving toward ever-greater perfection.
Democracy, with its freedom of thought, speech, and of the press
guarantees the success of the right doctrine: let the masses
decide; they will make the most appropriate choice.

We no longer share this optimism. The conflict of economic
doctrines makes far greater demands on our ability to make
judgments than did the conflicts encountered during the period
of enlightenment: superstition and natural science, tyranny and
freedom, privilege and equality before the law.

The people must decide. It is indeed the duty of economists
to inform their fellow citizens. But what should happen if econ-
omists do not measure up to the dialectic task and become
pushed aside by demagogues, or if the people lack the intelli-
gence to grasp their teachings? With the awareness that men
like J.M. Keynes, Bertrand Russell, Harold Laski, and Albert
Einstein could not comprehend the problems of economics,
must not the attempt to guide the masses in the proper direction
be considered hopeless?

One is mistaken and fails to understand what is involved if
one expects help to come in the form of a new election system or
from some improvement in public education. Proposed changes
to the election system would result in a portion of the masses’
being denied the right to vote for legislators and other adminis-
trators. This offers no solution, for when an administration put
into place by a minority has no popular support it is not sustain-
able over the long term. If it refuses to yield to public opinion, it
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will be overthrown by revolution. The advantage of the demo-
cratic system consists in the fact that it makes possible a peace-
able alignment of the government system and its personnel with
the will of the people. This, in turn, guarantees the continuance
of uninterrupted and untroubled social cooperation within the
state. Concerns taken up here are not just those having to do
with democracy. Indeed, they are much more than that: they are
concerns that exist under all circumstances and under every
conceivable form of government.

It has been said that the problem lay within the realms of
public education and public information. But we are badly
deceived if we believe that the right opinions will claim victory
through the circulation of books and journals and with more
schools and lectures; such means can also attract followers of
faulty doctrines. Evil consists precisely in the fact that the masses
are not intellectually enabled to choose the means leading to
their desired objectives. That ready judgments can be foisted
onto the people through the power of suggestion demonstrates
that the people are not capable of making independent deci-
sions. Herein lies the great danger.

Thus had I arrived at the hopeless pessimism that had long
pervaded the best minds of Europe. We know today from the let-
ters of Jacob Burckhardt that this great historian, too, harbored
no illusions about the future of European civilization. This pes-
simism had broken the will of Carl Menger. It had cast a shadow
over the life of Max Weber, who had become a good friend of
mine while spending a semester at the University of Vienna dur-
ing the last months of war.

How one carries on in the face of unavoidable catastrophe is
a matter of temperament. In high school, as was custom, I had
chosen a verse by Virgil to be my motto: Tu ne cede malis sed con-
tra audentior ito (“Do not give in to evil, but proceed ever more
boldly against it”). I recalled these words during the darkest
hours of the war. Again and again I had met with situations
from which rational deliberation found no means of escape; but
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then the unexpected intervened, and with it came salvation. I
would not lose courage even now. I wanted to do everything an
economist could do. I would not tire in saying what I knew to be
true. I thus decided to write a book about socialism. I had con-
sidered the plan before the beginning of the war; now I wanted
to carry it out.



8 
With the Handelskammer1

Before I proceed with a description of my scientific endeav-
ors, I must address my practical activity. From 1909 to
1938 I served with the “Niederösterreichischen Handels-

und Gewerbe Kammer.”2 (In 1920 the name of this institution
was changed to the “Wiener Kammer für Handel, Gewerbe,
und Industrie.”3)

In Austria the Handelskammer was a parliamentary body
composed of elected businessmen. These were financed through
a surtax on the occupational tax that was collected by the inter-
nal revenue service and then transferred to them. It had been
formed during the revolution in 1848 in order to advise the gov-
ernment and Parliament on economic matters, and to take up
some administrative duties. Until the latter part of the 1870s it
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remained rather insignificant. In the 1880s and 1890s it led a
futile campaign against the sectarian reforms promoted and
pushed through by the Christian Social Party. Throughout this
time the bulk of Handelskammer activity lay within the general
assembly and in Handelskammer committees. The Handelskam-
mer’s office merely did busy work.

The breakthrough of interventionism brought with it a rad-
ical change. Secretaries, department officials, and Parliament
members were completely ignorant when it came to matters of
economics. They had, for the most part, no awareness of the
consequences of the measures they took, and were barely capa-
ble of shaping laws, decrees, and regulations in a way that
allowed officers charged with carrying them out to understand
what needed to be done. It became imperative to seek appropri-
ate advice and continued cooperation with persons who knew
the conditions or were in the position to give instruction. The
Parliament, the press, and the Kaiser took the secretaries to task
for mistakes that were made on a daily basis, which the secre-
taries in turn saw as the responsibility of the departmental offi-
cials. In order to escape this responsibility, they sought the advice
of men knowledgeable in their field.

Rudolf Maresch and Richard Riedl, secretaries of the Vien-
nese Handelskammer, knew to use these favorable conditions to
expand the influence of their office. The president of the Han-
delskammer at the time was the long-sighted Baron Mauthner.
He played a prominent role in the House of Representatives as
the leader of the Mauthner group, which had been named for
him. (The Handelskammer sent special delegates to the House of
Representatives until 1907, and to the Parliament until 1918.)
Mauthner agreed to the expansion of the secretary’s office, and
several young economists were added to the staff. The most dis-
tinguished among them was my friend Viktor Graetz, a man of
unusual gifts and sturdy character who, precisely because of his
clear vision, suffered from the same pessimism that was destined
to befall all men of insight during this time. The success of this
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new course in the Handelskammer was tremendous. In a short
time the secretary’s office became an important factor in deter-
mining economic policy. Its importance grew even further when
it, under the designation Handelspolitische Zentralstelle,4 created
an organization in which all Austrian Handelskammers played a
part. Surely enough, many a provincial Handelskammer was
irrelevant because its secretary exercised no influence. But sec-
retaries from Prague, Brno, Reichenberg, Krakow, and Trieste
were men whose participation was exceedingly valuable. 

In 1909, the continuation of the Vienna Handelskammer’s
management came into question. Maresch had been retired for
a number of years, and 1909 brought Riedl’s appointment as
head of the trade division of the Department of Commerce. Sev-
eral young officers had left the Handelskammer to work in indus-
try, and my friend, Graetz, left in order to assume the manage-
ment of a larger enterprise. He recommended me as his
successor.

The Handelskammer offered me the only arena in which I
could work in Austria. A university professorship was closed to
me; sought after were interventionists and socialists. Anyone not
belonging to one of the three parties (the Christian Socialist, the
German National, and the Social Democratic Parties) could not
hope for an appointment. Nor did I aspire to a position in gov-
ernment service. After the war my expertise in money and bank-
ing was so widely recognized that many of the banks offered me
a position on their boards. But until 1921 I always declined, as I
was not given the assurance that my advice would be followed.
Later I considered banks insolvent and irretrievably lost; events
proved me right.

I created my position myself. Officially, I was no more than
an employee in the office of the secretary. Nominally, I was
always under a superior and had colleagues. I never had the
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desire to manage the agency or to dedicate my productive powers
to bureaucratic routines. My position was incomparable to, and
of greater importance than, that of any other Handelskammer
official or any other Austrian not heading up of one of the large
political parties. I was the economist of the land.

This is not to say that my recommendations were carried
out, or that what I discouraged remained undone. Supported by
few friends, I waged a hopeless battle. A postponement of the
catastrophe was all I accomplished. That events did not result in
Bolshevism in the winter of 1918/1919 and that the collapse of
banks and industry occurred in 1931 instead of 1921 were
largely due to the success of my efforts. More could not be
achieved, at least not by me.

To be sure, not everything that happened in the Handel-
skammer met with my approval. I did not concern myself with
the purely administrative goings on. I concentrated all of my
energies on crucial economic and political questions.

I was sometimes accused of representing my viewpoint in a
manner too abrupt and intransigent. It was also claimed that I
could have accomplished more had I displayed a greater willing-
ness to compromise. Gustav Weiss von Wellenstein, an old
friend and the secretary general of the Central Association for
Austrian Industry often lectured me on the same. The criticism
was unwarranted; I could only be effective if I could present
things as they appeared to me. When I look back at my work
with the Handelskammer today, my only regret is my willingness
to compromise, and not my intransigence. I was always pre-
pared to give in on the minor issues if it meant that those more
important could be salvaged. Occasionally I made intellectual
sacrifices by signing reports that included statements that did
not reflect my view. This was the only possible way to ensure a
report’s gaining public approval or acceptance by the general
assembly of the Handelskammer.

Were one to search the Handelskammer’s published
progress and business reports, or even its archives, one would
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find confirmation of this claim. I have never viewed the reports
and petitions that name me as reporting officer as my work, but
as an expression of the opinion of that institution which I served
as a consultant. I have always drawn a sharp line between my
scientific and my political activity. In science, compromise is a
betrayal of truth. But compromise is essential in politics, where
results can oftentimes only be achieved through the reconcilia-
tion of conflicting views. Science is an accomplishment of the
individual, and not, by definition, a collaborative effort. Politics
is always a collaboration of men and often means compromise.

I was the economic conscience of postwar Austria. I was
helped by few, and distrusted by all political parties. And yet all
secretaries and party leaders sought my advice and wanted to
hear my opinion. I never attempted to force my views upon
them, nor did I ever seek out a statesman or politician. On no
occasion did I appear in the lobby of Parliament or a govern-
ment department without having first received a formal invita-
tion. Secretaries and party leaders visited my office more often
than I visited theirs.

I enjoyed working with my colleagues in the Handelskam-
mer. Many of them were men of great knowledge and ability
who strongly supported my efforts.

My job with the Handelskammer greatly expanded my hori-
zons. That I now have the material for a social and economic
history of the downfall of the Austrian civilization readily at
hand is to a large degree the result of the studying that was
required for me to be able to carry on with my work in the Han-
delskammer. Travels that led me to all parts of old Austria-Hun-
gary from 1912–1914 taught me much in particular. In visiting
the centers of industry, my intent was to become acquainted
with the industrial situation in view of the renewal of customs
and trade relations with Hungary, and the adoption of new,
autonomous tariffs and trade treaties. 

The main thrust of my job with the Handelskammer was not
dealing with commercial questions, but those pertaining to
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finance, currency, credit, and tax policy. In addition, I was given
special assignments on an ongoing basis. From the time of the
armistice until the signing of the Peace Agreement of Saint Ger-
main I was the consultant on financial questions to the Foreign
Office. Later, when the terms of the peace treaty were put into
effect, I was in charge of the office concerned with prewar debt.
In this capacity I had numerous dealings with the representa-
tives of our former enemies. I was the Austrian delegate to the
international Handelskammer and a member of many interna-
tional commissions and committees, whose insoluble task it was
to facilitate the peaceful exchange of goods and services in a
world pervaded by national hatred and the precursors of geno-
cide.

In 1926 I founded the Austrian Institute for Business Cycle
Research. Along with Dollfuss5 and Edmund Palla, the secre-
tary of the Chamber of Labor, I belonged to the three-member
publication committee of the Economic Commission, which,
with the cooperation of Professor Richard Schüller, published a
report on Austria’s economic difficulties. 

It is not necessary for the purpose of this manuscript to say
more about the multifaceted jobs that consumed my time while
with the Handelskammer. It was hard work, and the many trivi-
alities were often quite burdensome. But this is uninteresting,
and I prefer to address the political aims that gave my work
direction.

My political activity from 1918 to 1934 can be broken down
into four stages.

The most important task I undertook during the first period,
which lasted from the time of the monarchy’s collapse in the fall
of 1918 until the fall of 1919, was the forestalling of a Bolshevist
takeover. The fact that events did not lead to such a regime in
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Vienna was my success and mine alone. Few supported me in
my efforts, and any help was relatively ineffective. I have already
mentioned the success of my influence with Otto Bauer in this
regard. I alone convinced Bauer to abandon the idea of seeking
union with Moscow. Bauer’s authority was not acknowledged by
the radical young, who wanted to forge ahead on their own and
against the will of party leadership. But they were so inexperi-
enced, incapable, and torn by internal rivalries that they were
unable to found a halfway viable communist party organization.
Forward motion lay in the hands of the leaders of the old Social
Democratic Party, in whose circle Bauer had the final word.

When this danger had been overcome, I directed all of my
efforts toward putting an end to inflation. In this battle I had
found an outstanding comrade in Wilhelm Rosenberg, a student
of Carl Menger who had remained true to his friendship with his
old teacher. He was a sharp thinker, an excellent economist, and
such a brilliant lawyer that his advice was sought on all difficult
questions of a business or financial nature. He enjoyed the high
esteem afforded an “expert” on financial matters, and was pre-
pared to use this privilege as he took on the fight against inflation.

We fought for three years before we achieved our goal: the
restoration of a balanced budget and the cessation of a further
increase in banknotes. It was to our credit alone that the Aus-
trian crown was stabilized at a ratio of 14,400 paper crowns to
one gold crown, and not at a higher rate. But this was not the
result we had sought.

Had it not been for our passionate agitation against the con-
tinuation of the deficit and inflation policy, it is highly likely that
the crown would have fallen to one millionth or one billionth of
its 1892 gold parity in early 1922. It is unlikely that any admin-
istration would have then been able to maintain public order.
Foreign troops would have had to occupy the country, and for-
eign powers would have created a new state. This catastrophe was
avoided. An Austrian administration had eliminated the deficit
and stabilized the crown. Austria’s currency did not collapse, as
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did Germany’s in 1923. The crack up boom did not occur. Nev-
ertheless, the country had to bear the destructive consequences
of continuing inflation for many years. Its banking, credit, and
insurance systems had suffered wounds that could no longer
heal, and no halt could be put to the consumption of capital. We
met with too much resistance. Our victory had come too late. It
had postponed the collapse by many years, but it could no longer
save Austria. 

Rosenberg and I suffered no illusions on this matter. We
knew the truth surrounding the restoration. My friend suc-
cumbed to the pessimism borne of hopelessness, the lot of all
enlightened Austrians. It was not only the grief of having lost his
only son, but the knowledge of the futility of his toils in Vienna
that drove him to his death.

Our success in the struggle for a balanced budget was
delayed because it took us so long to convince the Christian
Socialist Party of the necessity of eliminating state subsidies
intended to reduce the retail price on rationed foodstuffs. This
reduction played only a minor role in the consumer budget, but
it precluded the restoration of a balance in the government’s
budget. Thanks to the support of Weiss-Wellenstein6, we were
successful in persuading large industry to grant concessions to
labor unions were the subsidies to cease. The fact that the labor
unions agreed to our plan behind their backs was a heavy blow
to Social Democrat Party leaders. Otto Bauer took desperate
measures to disrupt the negotiations. On December 1, 1921, the
Ordner,7 Social Democratic Party troops, stormed the inner city
and plundered and demolished all retail stores. The police, opt-
ing to retain political neutrality, did nothing to interfere. In the
days that followed, however, the public voiced its opposition to
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such tactics, the Social Democrats retreated, and negotiations
with labor unions were resumed.

One must not underestimate the credit that is due Christ-
ian Social Party leader, Professor Seipel.8 He was a stranger to
economics in a sense that only a cleric could be. He saw infla-
tion as an evil, but was otherwise inexperienced when it came to
financial policy. Rosenberg and I felt obliged to bring to his
attention the fact that a stabilization of the currency would in
time allow the consequences of inflation to become outcropped
in the form of a “stabilization crisis.” We explained to him that
public opinion would place responsibility for the depression that
would follow the inflation boom on the combatants of inflation,
and not on those who caused it. The Christian Social Party
would harvest ingratitude rather than thanks. 

Seipel appreciated our candor. He felt that useful and neces-
sary measures must be taken, even if they meant damage to the
party. The statesman distinguishes himself from the demagogue
in that he prefers that which is right over that which brings him
acclaim. There were not many politicians in Austria who shared
this kind of thinking. Although his worldview and life notions
remained foreign to me, I felt the highest respect for the genteel
and honest character of this noble priest. He was a noteworthy
personality.

His lack of worldliness, unfortunately, had damaging effects
on his politics. The corruption of his colleagues, Christian
Social and German National Party members, was not plain to
him. He failed to notice that his party friends thought only of
personal gain. 

These party friends, in particular Deputy Viktor Keinboeck, an
attorney who later became minister of finance and then president
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of the National Bank, had introduced him to Gottfried Kun-
wald, the son of an eminent Viennese attorney. Kunwald had
been disabled since birth. He labored to take but few steps, hob-
bling from one room to the next. He required constant care and
attention, and was always accompanied by two strong men who
lifted him out of the car or helped him up and down the stairs.
Bravely overcoming all of these constraints, Kunwald had fin-
ished his studies and earned his doctorate in law. The bar was
inaccessible to him, as his physical condition did not allow for
him to complete the requisite, yearlong internship. But he
found an occupation in the law office founded by his father and
carried forth by his brother-in-law. Being an outstanding and
knowledgeable jurist, he had a large clientele.

Kunwald was well read but could not think in economic
terms. He saw economic problems with the eyes of a jurist who
prepared contracts. But he was opposed to inflation, having seen
the disruption it caused in the economy, and was thus prepared
to support Rosenberg and me as we initiated the fight against it.

Kunwald enjoyed the boundless confidence of a number of
Christian Social politicians and a few bankers whom he advised
on difficult legal matters. The dealings of these friends of Kun-
wald were not always without objection. These politicians capi-
talized ruthlessly on their positions in public life, receiving com-
pensation for commissions of all kinds, supporting bids for
public contracts, and exerting influence over many agencies.
They had profited greatly during times of inflation, and feared
that stabilization would jeopardize their interests. Kunwald
explained to them that the inflation would soon meet its end in
any case, and hinted that he would find remunerative opportu-
nities for them in its wake.

When Rosenberg and I succeeded in winning Seipel and his
party over to monetary stabilization, they chose Kunwald as their
liaison officer and charged him with implementation of the nec-
essary measures. He proved himself at first equal and true to the
task, and our work together went well, overall. He had gathered
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around himself a circle of bankers, government officials, and
Christian Social politicians with whom he conducted a kind of
financial political seminar. But as years passed and his activity
continued, his influence became menacing. The outstanding
purpose of his instruction became the confutation or weakening
of my critique of the prevailing interventionist policy. In his
view, it was not as bad as I had presented it; Austria was making
economic progress, and there should be no talk of intervention-
ist policy leading only to capital consumption.

I know for certain that Kunwald was not acting in good faith
in his optimistic presentation. He had in fact rightly judged the
situation of the banks and large enterprises and had occasionally
made comments that were no less pessimistic than mine. But he
believed that his influence with the secretaries, through whom he
secured license and other favors for his clients, would suffer were
he to present the plain truth about the state of affairs. He relied on
this influence for his income as an attorney and financial agent. 

It was extraordinarily difficult to counteract Kunwald’s
unfavorable influence. One could not freely discuss such matters
in public if the credit reputation of the Austrian economy were
to be protected. It would have been easy to present the facts in
such a way that everyone appreciated the necessity of abandon-
ing the policy of capital consumption. But in so doing, the
bank’s foreign credits would have been undermined, and bank-
ruptcy would have been unavoidable. I was forced, therefore, to
use extraordinary restraint in my efforts to bring about a change
in economic policies lest I alarm the public and unsettle the
credit of banks and industry. This restraint guided my conduct
throughout the third period, beginning with the stabilization of
the crown in 1922 and lasting until the collapse of the Kredi-
tanstalt in the spring of 1931.9 The worse the situation became,



10The Bodenkreditanstalt was a real estate lender that had itself swal-
lowed several other unhealthy banks. After its collapse in 1929, Vienna
authorities asked the Kreditanstalt to absorb the failed lender.

due to the continuation of calamitous policies, the greater the
danger of a credit crisis and the more important it became not to
disturb foreign markets. After the collapse of the Bodenkredi-
tanstalt in 1929,10 I myself insisted that a graphic presentation of
Austrian industrial progress after 1922 be made at a London
exhibition. It was clear to me as well as to Hayek, who as head
of the Institute for Business Cycle Research had prepared the
tables, that this progress was questionable. Having used only
statistically unobjectionable data, however, I saw no harm in
making known abroad what appeared as progress within the
prevailing mercantilist point of view. 

Taking into consideration the precarious credit situation, I
never offered a whitewashed rendition of the conditions, nor did
I tolerate suppression, much less falsification of statistical data. I
had the institute prepare an investigation into capital consump-
tion for the previously mentioned commission. The bank had
objections when the publication committee made plans to reveal
the results of this investigation in its report. At the time I already
knew of the approaching banking crisis, and wanted to avoid
everything that might hasten its outbreak. The concerns of the
bank were unfounded, and I agreed that the publication of the
inquiry should be carried out, not under the name of the eco-
nomic commission or of the institute, but under that of the head
of the institute, Oskar Morgenstern. 

My work during this third period of my political activity in
postwar Austria was even more tedious than that of the two ear-
lier periods. The tedium stemmed from daily battles against
ignorance, inability, indolence, malice, and corruption. I did
not stand alone in the fight. Dear, good friends assisted me, in
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particular Siegfried Strakosch von Feldringen, Gustav Weiss von
Wellenstein, and Victor Graetz. The support I received from my
assistant in the Handelskammer, Therese Wolf-Thieberger, was
of special value. Her extraordinary intelligence, her indefatiga-
bility in work, and her personal bravery helped me through the
dark hours.

The use of the catchword Lebensunfähigkeit11 with regard to
Austria had had a damaging effect through the years. Everyone
in Austria and abroad was convinced that Austria was not
“viable.” It was believed that a “small” country could not retain
its independence, especially when it needed to import essential
raw materials. For this reason it was thought that Austria should
seek merger with some larger economic entity, that is, with the
German Reich.

Outside of Austria, even those circles that had inserted the
annexation prohibition into the Peace Treaty of Saint Germain
held to this view. They recommended special economic privi-
leges in order to make possible a continuation of Austria’s polit-
ical independence. In this spirit, the Völkerbundanliehe, or
League of Nations loan, was granted to assist in Seipel’s crown
stabilization in 1922. Austria did not need a foreign loan at this
time; what it did need was a foreign finance commissioner
whom the government could, if necessary, hold responsible for
the odium: the vetoing of an increase in outlays. The League of
Nations appointed a finance commissioner by the name of
Alfred Zimmerman, an ignorant, tactless, and arrogant Dutch-
man. Hans Patzauer, an official in the Ministry of Finance, con-
ducted business in Zimmerman’s name. Patzauer was a highly
gifted man, knowledgeable, firm in character, and equal to the
tasks presented him. He died shortly before the end of Zimmer-
man’s term and before having reached the age of fifty. Precisely
how necessary this financial guardianship was to the Austrian

With the Handelskammer 69

11Literally, “inviability” or lack of capacity for survival. 



state would become evident when, just a few hours after its ter-
mination, the government guaranteed the obligations of the
insolvent Zentralbank deutscher Sparkassen.12

Besides the granting of this League of Nations loan and
another in 1932, the western powers did nothing to assist Austria.
After the Nazis raised obstacles preventing the export of Austrian
lumber to Germany, the French government was petitioned, in
vain, to grant tariff reductions on lumber exports to France.

German Nationalists, who had called themselves the party
for a “Greater Germany” since the collapse of the monarchy, saw
in the myth of Austria’s Lebensunfähigkeit a sweeping argument
for annexation. For the Christian Socialists, who feigned sup-
port of the annexation while actually doing everything they could
to prevent it, this myth served as a convenient means to sabotage
all attempts to steer economic policy in a reasonable direction.
After all, they said, ours is not a viable existence, and it is therefore
pointless to seek life-giving economic policies. It would have
appeared downright unpatriotic to suggest reforms that could
improve the economic situation. The theory of the Lebensun-
fähigkeit of Austria was considered the most important of foreign
policy’s assets; with its help, one would be able to demand favors
of all kinds from the western powers. Anyone contradicting this
thinking, as did Friedrich Otto Hertz, was seen as a traitor.

It is not necessary to expound on just how untenable the
theory of Lebensunfähigkeit of small countries is. But I do want
to point out just how contradictory the appeal to the alleged doc-
trine was in the mouths of the protectionists who had come into
power. Industry in postwar Austria suffered less from the disso-
lution of the old monarchy’s tariff zone than did its counterpart in
the Sudetenland. Since 1918, when they were freed from the pres-
sures of Sudetenland competition, several Austrian industries had
been able to expand their production. Other industries, for

70 Memoirs

12The central reserve bank of the German savings banks.



example the sugar industry, had only recently come into exis-
tence in Austria. In the old tariff zone, Austria’s agriculture
industry was in a difficult position when compared to that of
Hungary. But now, thanks to a prohibitive trade policy, Austria
could greatly expand its production.

The fact that coal had to be imported was no disadvantage,
considering the unfavorable conditions in the coal market. It
must be noted in general that during the Great Depression that
began in 1929, prices of raw materials fell further and more rap-
idly than those of industrial products; industrial countries were not
hit as hard as agricultural and raw-materials countries. Austria
was not justified in joining in on the complaining about the fall
in prices for raw materials.

Financially, too, the new Austria suffered less from the disso-
lution of the old state than did other parts of the empire. In the
old empire the government had used some of the Austrian tax
revenues to cover the administrative costs of its other members.
The old Austria had not lived on the revenues of other members,
for example, those of Galicia or Dalmatia, but had, on the con-
trary, subsidized them.

It has been said that Austria had to take on a disproportion-
ate share of the administrative apparatus of the old empire. This,
too, is incorrect. The new Austria inherited a small number of
civil servants, mostly employees of the state-run railroad, who
had been working in other divisions of the empire. The precise
number could never be determined, as officials frustrated every
attempt to do so. But there is no doubt that the number of civil
servants in question was far less than one thousand. At the same
time, and especially in the case of the railroads, there were many
thousands, in fact tens of thousands, of individuals newly
appointed. The surplus of civil servants in the new Austria had
nothing to do with the legacy of the old empire.

The paralyzing effect of the catchword Lebensunfähigkeit
cannot be assessed highly enough. Wherever a reform proposal
appeared, it was rejected immediately on the basis of this
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catchword. The notorious term, Schlamperei13 and the unfortu-
nate, “da laßt sich nix machen,”14 found in it a generally accepted
justification.

The situation caused me to waver at times in my position on
the annexation program. I was not blind to the dangers that
would threaten Austrian culture if allied to the German Reich.
But there were moments in which I asked myself whether the
annexation was not a lesser evil than the continuation of a pol-
icy leading, unfailingly, toward catastrophe. 

Since the currency reform in 1922, a coalition of the Christ-
ian Social Party and the Party for a Greater Germany had been
the nominal rulers of Austria. The Social Democrats stood in
opposition, holding “bourgeois” parties responsible for all defi-
ciencies in the existing system. Surely enough, the situation was
quite different in reality. The bulk of all executive power lay in
the hands of individual state governments, elected by state legis-
latures. The power of the central state, that is, the federal parlia-
ment and the federal government, was limited. In the most
important, richest and most populous state, the city of Vienna,
the Social Democratic Party exercised absolute sovereignty,
using its position of power to wage a ruthless war of destruction
against the capitalist order. The second most important state,
Lower Austria, was ruled by a coalition of Social Democrats and
the Christian Social Party and there the Greater Germans com-
prised the opposition. In the state of Styria, the third in impor-
tance, the Social Democrats governed in likewise fashion. It was
only in the smaller states, those less populous and financially
successful, that the Social Democrats made up the opposition.

The effective predominance of the Social Democratic Party
had nothing to do with parliamentary representation and its par-
ticipation in government. It had to do with its terror apparatus.
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The party ruled all labor unions, in particular those of the rail-
road, the postal service, the telegraph and the telephone employ-
ees. The party could paralyze all economic life at any time
through the imposition of a strike; it threatened strike in essen-
tial industries as soon as it disapproved of something in the gov-
ernment’s position, thereby forcing the government to yield.
What carried even more weight, however, was that the Social
Democratic Party had at its disposal an army equipped with
rifles and machine guns, light artillery, ample munitions, and
manpower at least three times greater than that available to the
government with its troops of federal forces and state and local
police. Federal forces possessed neither tanks, nor heavy artillery,
nor airplanes, all of which had been prohibited by the peace
treaty. Disarmament provisions were strictly supervised by the
military attachés of the western powers, who were more lenient
with the Social Democrats. During the months following the
armistice and the ratification of the peace treaty, Social Democ-
rats had been permitted to secure from the stores of the old army
as many weapons and as much ammunition as they wanted to
and were able to take. They were later allowed the acquisition of
weapons and ammunition from Czechoslovakia. The Social
Democratic Army, officially called “The Organizers,” conducted
demonstrations and field exercises that the government was
unable to oppose. Unchallenged, the Social Democrats assumed
the “right to the street.”

This right had already been extorted by the Social Democ-
rats in the old empire. In the stir that in 1907 led to the adoption
of universal, equal, and direct voting rights for the Austrian Par-
liament, the Social Democratic Party had tried to force the gov-
ernment and Parliament into compliance through terror and
intimidation. The Austrian constitution had expressly prohibited
open-air meetings at the time and in the vicinity of Parliament’s
sessions in order to assure that decisions could be made without
regard to public opinion in the capital. In 1907, Vienna was
already more heavily represented in Parliament than its number
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of inhabitants would have demanded. Nevertheless, the Social
Democrats paid the prohibition no heed, and the imperial gov-
ernment shrank away. Work came to a complete standstill in
Vienna on November 28, 1905, when 250,000 workers, in mili-
tary rows of eight and under the leadership of party officials,
marched down the Ringstrasse15and past Parliament. On that
particular evening I happened upon Otto Bauer in a coffee-
house. He was much inebriated by the success of the demonstra-
tion. He was pleased to announce that the Social Democrats had
now won the “right to the street,” and would know how to pre-
serve it for all future time. I was of another opinion. I asked him:
“What will happen if another party at some point takes the street
through organized force? Will this not lead to civil war?”
Bauer’s answer was quite characteristic: 

Such a question could only be asked by a bourgeois who
does not realize that the future belongs to us alone. Where
should such a party come from: a party that would dare to
confront the organized proletariat? Once we have come to
power, there will be no more resistance.

Marxism made the Social Democrats blind and stupid. Dur-
ing the early years of the Austrian Republic, I once heard the
Social Democratic Mayor Seitz remark, “The rule of Social
Democracy in Vienna is now secured forever. A child in kinder-
garten is already instilled with a proletarian consciousness. The
schools teach Social Democracy, and labor unions complete this
education. A Viennese is born into Social Democracy, lives in it,
and dies as he has lived.”

I incurred the disapproval of all present when I reduced my
reply to a Viennese saying: “Es sollen auch schon vierstöckige
Hausherren gestorben sein.”16
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As early as the winter of 1918/1919, the terror caused by the
Social Democrats forced other Austrians to try to expand their
defenses. After various failures, the “Home Guard” achieved
some organizational success. But, in 1934, its methods and its
number of members remained modest, and rivalries between its
leaders crippled its power to act.

I watched this clearly unavoidable development with horror.
It was plain that Austria was moving toward civil war. I could do
nothing to prevent it. Even my best friends were of the opinion
that the threat posed by the Social Democratic Party could only
be opposed by violence.

The emergence of the Home Guard introduced a new type
into politics: adventurers without education and desperados
with limited perspectives ascended the ranks because they were
good at drill and had command of loud voices. The manual of
arms was their Bible, “authority” their slogan. They identified
democracy with Social Democracy and therefore saw in it “the
worst of all evils.” Later, they clung to the catchword “Stän-
destaat,” or “corporate state.” Their social ideal was a military
state in which they alone could give orders.

With the collapse of the Bodenkreditanstalt in May of 1931,
the third phase of my activity with the Handelskammer came to
a close. A limited scope of activity was all that remained avail-
able to me. I summoned all of my strength to fight the inflation-
ary policy that had again been taken up by the government.
That the inflation went no further than to the 175 Austrian
shillings (up from 139 shillings) for 100 Swiss francs and that
new stabilization at this rate of exchange resulted soon there-
after was my achievement alone.

But the fight for Austria remained lost. Even if I had
achieved complete success, Austria could not have been saved.
The enemy who was to destroy it came from the outside. Austria
could not forever withstand the onrush of the National Social-
ists who were soon to overwhelm all of Europe.

With the Handelskammer 75



Austria’s problems were no longer domestic. Her fate lay in
the hands of Western Europe. Anyone wanting to help Austria
had to do so abroad. When I was offered the chair for “Interna-
tional Economic Relations” with Geneva’s Institut Universitaire
de Hautes Etudes Internationales in the spring of 1934, I accepted
gladly. I retained my position with the Handelskammer, and
returned to Vienna on occasion to continue in my old activity.
But I was determined not to move back to Vienna until after the
destruction of the National Socialist reich. I will return to my
political activity as it developed between 1934 and 1938 in com-
ing chapters.

I fought a battle in the Handelskammer for sixteen years in
which I achieved nothing more than the postponement of catas-
trophe. I made weighty personal sacrifices, even though I always
foresaw that I would be denied success. But I do not regret hav-
ing attempted the impossible. I could not act otherwise. I fought
because there was nothing else I could do.
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9 
My Teaching Activities in Vienna

No other calling was as desirable to me as that of a univer-
sity professor. As a liberal, I recognized early on that I
would always be denied a full professorship at a Ger-

man-speaking university. This was regrettable to me only
because it forced me to earn my living through nonacademic
work. The title of Privatdozent1 seemed to offer sufficient oppor-
tunity for salutary teaching. 

In 1913 I was admitted to the faculty of law at the University
of Vienna in the capacity of Privatdozent; in the spring of 1918 I
received the title of “professor extraordinarius.”2 I made no fur-
ther advances in my academic career in Austria. I am assuming
that my name was dropped from the list of lecturers by the
National Socialists in 1938, but they did not consider it worthy
of their efforts to inform me. 
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I lectured during the early years of my academic career. I
later limited myself to conducting a two-hour seminar on the
problems of economic theory. Its success grew from year to year.
Nearly all students who took the study of economics seriously
attended my seminar. Admittedly, this was just a small percent-
age of the many hundreds of students who earned their doctor-
ates in either law or the social sciences every year. But my sem-
inars were overcrowded. A seminar does not customarily have
more than 20–25 participants; mine regularly had 40–50.

After Wieser’s retirement and Grünberg’s move to Frank-
furt, the three professorships in economics were held by Othmar
Spann, Hans Mayer, and Count Ferdinand Degenfeld-Schon-
burg. Spann was barely acquainted with modern economics; he
did not teach economics. Instead he preached universalism, that
is, National Socialism. Degenfeld was more poorly versed in the
problems of economics; the level of his instruction would have
barely sufficed at a trade school of low rank. Mayer was Wieser’s
favorite pupil. He knew the works of Wieser and also those of
Böhm and Menger. But he himself was without a facility for crit-
icism, had never expressed an original thought, and had never
really grasped what economics was all about. The awareness of
his sterility and lack of creativity depressed him gravely and
caused him to be unstable and malicious. He occupied his time
with an open war against Spann and with spiteful intrigues
directed against me. His lectures were miserable, and his semi-
nar was not much better. It was not my imagination that the stu-
dents, young doctors, and the numerous foreigners who studied
in Vienna for a semester or two preferred my instruction.

Spann and Mayer were jealous of my success, and tried to
alienate my students from me. My students claimed that they
were treated uncommonly badly during examinations; I was not
able to prove the accuracy of this claim. But I did make it clear
to the students in my seminar that I placed no importance on
their being officially registered. They made wide use of this
allowance. Of the forty to fifty who attended, an average of only
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eight to ten was formally enrolled. The professors also made it
difficult for doctoral candidates in the social sciences who
wanted to write their dissertations with me. Those seeking the
Habilitation3 had to take special care not to be known as stu-
dents of mine.

Students who had registered for my seminar were denied
access to the library of the economics department unless they
had registered for a seminar offered by one of the three profes-
sors as well. These measures fell entirely short of their purpose.
I had seen to it that the library of the Handelskammer had been
outfitted with a premier book collection. Modern Anglo-Saxon
literature, in particular, was better represented there than it was
in the university library. 

I could not be bothered by all of these things. More serious
was the low level of instruction at the University of Vienna in
general. The splendor which had surrounded the university
during my student years had long disappeared. Many professors
could hardly be called educated men. A spirit foreign to culture
and science presided over the faculties of the school of law and
the school of humanities. In the first half of the 1920s, I was
often invited to meetings with leading professors, the subject
matter being the increase in state budget appropriations for the
university. I was invited to these meetings because they counted
on my recommendation to the financial counselor, Herr Patza-
uer, an associate of Commissioner Zimmerman. A letter written
by a foreign friend of the Viennese culture was read during one
of the meetings. In it, the terms “pragmatism,” “behaviorism,”
and “revival,” appeared. It became apparent that no one present
had ever heard these expressions. On another occasion, it
became clear that Benedette Croce’s name was unknown to all,
and that of Henri Bergson was unknown to most. Among the
participants in these meetings were the president of the Academy
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of Sciences, Oswald Redlich, a professor of medieval history, and
Count Wenzel Gleisbach, of professor of criminal law. 

One can thus imagine the average educational level of stu-
dents. I administered the examinations in economics and
finance in the state’s master examinations in the social sciences.
The ignorance displayed by the candidates was devastating.
More vexing was the fact that the members of the examination
committee did not take this failure seriously. I remember having
a hard time persuading the committee to fail a candidate who
believed that Marx had lived in the eighteenth century, and that
the tax on beer was a direct tax. The same student also revealed
in his examination in public law, among other things, that the
idea of “ministerial accountability” was unknown to him. I
would of course one day learn that this kind of ignorance could
also be encountered in the highest of places. Austria’s president,
Miklas, who had been a secondary school history teacher, once
participated in a discussion on the “most favored nation” clause
with me and Professor Richard Reisch, the then president of the
National Bank. In the course of the discussion I mentioned the
Peace of Frankfurt. Miklas inquired as to when and between
which countries this treaty had been signed. 

There existed in Austria an unbridgeable divide between the
vanishingly small group of Viennese intellectuals and the
masses of so-called educated people. The educational system
had taken such a deep downward turn that it no longer offered
young people an education. The majority of doctors of law, of
the social sciences, and of philosophy was inadequately trained
in their professions, could not think, and was careful to avoid
serious books. Of one hundred Viennese attorneys, ten, at the
most, could read a journal in English or French. The proportion
was much smaller outside of Vienna and among jurists in pub-
lic service.

I brushed up against these conditions as an official with the
Handelskammer. As a teacher I had dealt only with a select
group of the most gifted. Even from 1906 to 1912, when I
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taught economics to the senior class of the Vienna Commercial
Academy for Girls, and during the 1918/1919 academic year,
when I offered a course for officers who sought reentry into
civilian life at the Vienna Export Academy (later the Institute for
World Trade), I dealt primarily with above-average students.

The main emphasis of my teaching activity lay in my Privat-
seminar. Beginning in 1920, I took care to gather a number of
young people around myself every two weeks from October to
June. My office in the Handelskammer was spacious enough to
accommodate twenty to twenty-five persons. We usually met at
seven in the evening and adjourned at ten thirty. In these gath-
erings we debated, without restraint, the important problems of
economics, social philosophy, sociology, logic, and the episte-
mology of the sciences of human action. Within this circle the
younger Austrian School of economics thrived. Within this cir-
cle Viennese culture experienced one of its last flowerings.

Here, I was neither teacher nor seminar leader. I was merely
a primus inter pares,4 who received more than gave.

Everyone belonging to the circle came voluntarily, guided
only by his drive for knowledge. They came as students, but over
the course of the years became friends. Later, even some of my
contemporaries joined the circle. Foreign scholars visiting
Vienna were welcome guests and eagerly took part in the goings
on.

The Privatseminar had no official standing or function what-
soever. It was connected to neither the university nor the Han-
delskammer. It was and remained forever the circle of my much
younger friends. Outsiders knew nothing of our gatherings; they
saw only the published works of individual participants.

We cultivated neither school, nor community, nor sect. It was
through contradiction rather than agreement that we supported
each other. But in one thing we were united: in the desire to
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further the sciences of human action. Each was free to go the
way his own law guided him. We never organized or took on
anything resembling the foul “goings on” of the imperial and
postwar German “scientists.” We never considered publishing a
journal or collection of works. Each did his own work, as is
befitting a thinker. Still, each one of us labored for the circle,
seeking no reward other than the recognition—not the applause
—of friends.

There was greatness in this unpretentious exchange of ideas;
in it we all found happiness and satisfaction.

Beside the Privatseminar, there was yet a second association
of friends of economic inquiry. Since March 12, 1908, Karl Pri-
bram, Emil Perels, Else Cronbach and I had held regular gath-
erings dedicated to the discussion of economic problems and
fundamental questions in related fields. Before long, the circle
grew. The lovely conference Handelskammer of the Zentralstelle
für Wohnungsreform5 provided a dignified setting. When I was
away from Vienna during the war, the admission of new mem-
bers was handled carelessly. The harmony of the proceedings
had been disturbed, and by the time I returned home, gatherings
had ceased. Immediately after the war I sought to revive the
group. In order to avoid coming into conflict with the authori-
ties, however, we had to establish a formal association, which we
called the Nationalökonomische Gesellschaft6. A short while later
we began having difficulties yet again and it became clear that
cooperation with Spann was not possible. In time we succeeded
in excluding Spann, and the society was able to resume its activ-
ities. 

Anyone demonstrating genuine interest in economic prob-
lems could be elected to membership in the society. We held
evening meetings at irregular intervals in the conference room
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of the banking association, where society members and out-of-
town guests gave lectures, always followed by lively discus-
sion. The nucleus of the society’s membership was formed by
participants of my Privatseminar; but standing alongside these
were a set of outstanding economists such as Richard Schüller,
Siegfried Strakosch von Feldringen, Victor Graetz, and many
others.

As the Gesellschaft did not want to be an affront to university
professors, it felt it necessary to make Hans Mayer its president.
I, myself, was vice president. When I left for Geneva in 1934,
after which I only returned to Vienna for short visits, the
Gesellschaft slowly began to fade away.

On March 19, 1938, Hans Mayer wrote to all members issu-
ing notice that all non-Aryan members were to take leave of the
Nationalökonomische Gesellschaft, “in consideration of the
changed circumstances in German Austria, and in view of the
respective laws now also applicable to this state.”

This was the last that was heard of the society.

List of regular Privatseminar participants.
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• Ludwig Bettelheim-Gabillon
• Victor Bloch
• Martha Stefanie Braun 

(Stephanie Browne)
• Friedrich Engel von Janosi
• Walter Fröhlich
• Gottfried von Haberler
• Friedrich A. von Hayek
• Marianne von Herzfeld
• Felix Kaufmann
• Rudolf Klein
• Helene Lieser-Berger
• Rudolf Löbl
• Gertrud Lovasy

• Fritz Machlup

• Ilse Mintz-Schüller

• Oskar Morgenstern

• Elly Offenheimer-Spiro

• Adolf G. Redlich-Redley

• Paul N. Rosenstein-Rodan

• Karol Schlesinger

• Fritz Schreier

• Alfred Schütz

• Richard von Strigl

• Erich Vögelin (Eric Voegelin)

• Robert Waelder

• Emanuel Winternitz





10
Scientific Work in Germany

Iparticipated as a silent observer in meetings of the Verein für
Sozialpolitik1 held in Vienna in 1909 and Nürnberg in 1911.
I was elected a member of the committee at its 1919 meeting

in Regensburg. This did not mean a great deal; it was the honor
customarily bestowed upon all who had contributed to the asso-
ciation’s publications. But in time my position within the asso-
ciation became more meaningful. In contrast to its policy before
the war, the association sought representation from all direc-
tions. Recognized as the representative of the Austrian School, I
became ever more engaged. And so it happened that I was
elected, in the end, to the board of directors. I took part in the
preparation of the publications concerning the cartel problem.
The preparation for and the staging of the debates on the prob-
lem of economic value held in Dresden in 1932 were predomi-
nantly my work.

I was elected—I believe it was in 1924 or 1925—a member
of the Deutsche Gesellschaft für Soziologie2. 
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I withdrew from both organizations in 1933.
I was not favorably impressed with German professors of

economic state sciences and sociology. There were among them
a number of educated and sincere men filled with genuine sci-
entific aspirations. But most of them were not.

That these men were not economists, and in fact, that they
usually assumed stances opposed to economics, should not be
held against them. They were, after all, the students of
Schmoller, Wagner, Bücher, and Brentano. They did not know
the economics literature and had only the scantest idea of eco-
nomic problems. Every economist was suspected of being an
enemy of the state, anti-German, and a protagonist of business
interests and free trade. And whenever they actually picked up
an economics essay, they wanted, most emphatically, to discover
its errors and deficiencies. They were dilettantes in all that they
undertook. They wanted to be historians, but they scarcely
looked at the interdisciplinary sciences, the most important tools
of the historian. A spirit of historical research was alien to them.
They were unacquainted with the basic questions of statistics.
They were laymen in jurisprudence, technology, banking, and
trade. They published books and essays concerning things they
knew nothing about with amazing carelessness.

What was much worse was that they were always ready to
move with the shifting winds. In 1918 most of them sympa-
thized with the Social Democrats; in 1933 they made agree-
ments with the Nazis. They would have become communists
had the Bolshevists come to the fore.

Werner Sombart was the great master of this set. He is said
to be a pioneer in economic history, economic theory, and soci-
ology; he was deemed an upstanding man because he had once
aroused the anger of Kaiser Wilhelm. The recognition of his col-
leagues was well earned by Sombart, as he combined in his per-
son all of their shortcomings to the highest degree. He had never
known any ambition other than to make money and to attract
attention to himself. His sizable work on modern capitalism is a
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historical bungling. He had always speculated on public
applause alone, writing paradoxes to guarantee success. He was
unusually gifted, but never sought serious thought and endeavor.
He took his part in suffering from delusions of grandeur, the
occupational disease of German professors. He professed Marx-
ism when doing so was fashionable; when Hitler came to power,
he wrote that the führer received his orders from God.

He had no interest in economics whatsoever. In about 1922,
when he was asked by Weiss-Wellenstein, in my presence, if he
wished to give a lecture on inflation, he declined with the words:
“That problem is a technical one of banks. Having nothing to do
with economics, it does not interest me.” His original title for his
book, The Three Economies, was The End of Economics. He told
me that he had rejected this title out of regard for his colleagues
who made their livings teaching economics.

Nevertheless, it was more interesting to talk with Sombart
than with most of the other professors. At least he was not stu-
pid or limited.

Many professors claimed to be specialists in theory. Among
these were Gottl and Oppenheimer, monomaniacs too big for
their own boots; Diehl was a narrow-minded ignoramus; and
Spiethoff was a man never able to publish a book.

At the helm of the Verein during those years was Professor
Eckhart, a likeable Rhinelander who produced nothing of sig-
nificance with the exception of a few contributions to the history
of German domestic maritime commerce. His rival was Bern-
hard Harms, who had popularized the term Weltwirtschaft3 in
Germany. Driven by his desire to assume leadership of an organ-
ization, he founded the List-Gesellschaft.4

Scientific Work in Germany 87

3Global economy.
4The Friedrich List Society, 1925–1934.



Keeping company with these men made it clear to me that
the German people could no longer be saved; these characterless
imbeciles were already an elite few, chosen from the best. The
field they taught at the universities was the most critical to a
political education. The educated, as well as the masses, treated
them as ambassadors of the science. What was to become of a
youth with such teachers?

In 1918, in Vienna, Max Weber said to me, 

You don’t like the Verein. I like it even less, but at this
time, it is the only such association of men in our field.
Criticism from outside does not help. One must work
within the association itself and seek to remedy its short-
comings. I will try in my way, and you must do it in yours. 

I heeded Weber’s advice, though I knew that it would be in
vain. As an Austrian, as a Privatdozent, and as a “theorist,” I
remained an outsider to the Verein. I was treated with the utmost
courtesy, but I was seen as a stranger.

Even Max Weber could do nothing to alter the situation.
The early death of this genius was a great disaster for Germany.
Had Weber lived longer, the German people of today would be
able to look to this example of an “Aryan” who would not be
broken by National Socialism. But even such an intellect could
do nothing to change the course of fate.

I also met men in both of these German societies whose
company enriched me greatly. I recall, above all, Max Scheler,
the philosopher and sociologist. Then there were Leopold von
Wiese, the sociologist from Cologne; Moriz Bohm; and Albert
Hahn from Frankfurt. I met Walter Sulzbach and his wife,
Maria Sulzbach-Fürth, at the 1926 meeting of the Deutsche
Gesellschaft für Soziologie in Vienna. I have pursued a friendship
with them for years. I would also like to mention others, namely,
Wilhelm Röpke, Alexander Rüstow, Götz Briefs, Georg Halm,
and Richard Passow. The subtly minded historian Eberhard
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Gothein and the penetrating and upstanding Ludwig Pohle
have, unfortunately, already passed away.

There was talk of a possible appointment for me at a Ger-
man university on two occasions: in 1925 at the University of
Kiel, and in 1928 (or was it 1927?) at the Handelshochschule
Berlin.5 The etatists and the socialists unleashed a passionate
agitation against me both times and the appointments failed to
materialize. I had not expected anything other. I was ill-suited to
teaching Prussia’s royal police science. 
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11
Further Studies in Indirect Exchange

Iwas not satisfied with a number of things in The Theory of
Money and Credit. I found it necessary to remedy its short-
comings.
Neither the criticism of my book, nor the works of others

published on the problems of indirect exchange since 1911 were
in any way able to shake my claims. I am grateful for the incen-
tive provided by the works of B.M. Anderson, T.E. Gregory,
D.H. Robertson, Albert Hahn, Hayek, and Machlup. They
caused me to reconsider my theory and improve its presentation.
Even where they opposed my reasoning, they confirmed rather
than rejected the core of my teaching. From the writings of these
men I gained not only an education, but found in them as well
the comfort that I was not on my own as an economist, working
for the sake of libraries alone.

Surely enough, the rest of the publications on the problems
of money and credit published in the last thirty years were rather
insignificant. The decline in scientific thinking was shocking.
One can say that some of the works appearing during this time
were acceptable in general, even though some things seemed
untenable and there were deficiencies with regard to presentation.
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Indeed, the majority of the books and articles are completely
worthless.

Such harsh judgment applies principally to works that claim
to point out “errors” that are contradicted or remain unex-
plained by “orthodox” theories. With but little understanding of
the history of money and banking, the authors see these errors
as new and unprecedented. They do not attempt to explain the
facts in light of “orthodox” theory, because knowledge of the
same and the ability to think scientifically escapes them.

I believe that keeping up with the literature day to day and
providing solid critique for every nonsensical and insignificant
assertion was an important job. Of course this would not prevent
the repetition of old errors, but one could do a great service to
the public interested in economic questions. Some friends and I
pondered the launching of a new publication with this as its
aim. But we were unable to find a publisher willing to take on
the project without the assurance of financial subsidy. 

What’s more, I am of the opinion that the refutation of cur-
rent errors has much to offer as a topic for doctoral theses by the
younger practitioners of our science. In fact, the minimal
requirement of an economist is that he be able to recognize fal-
lacies and refute them critically. I have encouraged works of this
type on occasion.

There is only one such thesis I would like to mention here,
one whose publication was prevented due to the difficult condi-
tions prevailing in Austria in 1920. This is the work that earned
Helene Lieser the first doctorate in the social sciences ever con-
ferred upon a woman by an Austrian university. The dissertation
dealt with the currency reform programs advanced in Austria
during the years of the bank-note depreciation. She demon-
strated that most of the reform proposals discussed in European
countries in 1920 were not as new as their authors would have
had us believe.

In my seminar, I seized every opportunity to refute popular
errors. Indeed, I had neither the time nor the intent to dedicate
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my polemic efforts to falsities that had already been refuted a
hundred times. I rather regret having spent too much of my lim-
ited strength in the war against pseudoeconomics. In hours of
quiet reflection I repeatedly renewed my resolve to be guided by
the passage of Spinoza: veritas norma sui et falsi est.1 But time
and again I let myself be carried away by my temperament.

I published many articles during the inflation that were
intended to explain the nature of monetary depreciation and
refute the balance-of-payment theory of exchange rates. In addi-
tion to the article on quantity theory just mentioned, I wrote
“Zahlungsbilanz und Devisenkurs”2 for the Mitteilungen des
Vereins Österreichischer Banken und Bankiers,3 a journal that has
in the meantime become available to the public.

For the Schriften des Vereins für Sozialpolitik I wrote
“Geldtheorie Seit des Stabiliserungsproblems.”4 This essay was
held in abeyance for many months by the board members of the
Verein: they found questionable its rejection of the official thesis
that the depreciation of the mark was caused by reparation pay-
ments and the French occupation. It was not published until the
summer of 1923, my second article appearing in the journal. In
1919 I had contributed an essay to a volume on annexation
problems of the reentry of German Austria into the German
Empire and the currency problem.
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In the second edition of The Theory of Money and Credit and
in the small publication “Geldwertstabilisierung und Konjunk-
turpolitik”5 I framed the lessons on the trade cycle in a way that
explained the cycle completely. The boom is facilitated by credit
expansion. But what causes credit expansion? I had not
answered this question in the first edition. Since that time I had
found the answer. Banks want to lower the interest rate through
credit expansion. Monetary policy that favors “cheap money”
and the notion that credit expansion is the suitable means for
attaining interest reduction encourages this practice and
attempts to create the institutional conditions necessary for it.

Writing my Nationalökonomie afforded me the opportunity
to think through my theory of money and credit yet again and
present it in a new form.

In my book on money I had directed my critique at the
widely accepted concept of direct exchange without use of
money only inasmuch as it was necessary to reject the doctrine
of the neutrality of money. I had only dealt with the problems of
monetary calculation as was necessary for my inquiry into the
social consequences of monetary depreciation. Anything further
was to be left to the theory of direct exchange. But the basic
thought was introduced in the book on money: there are values
and valuations, to be sure, but no measurements of value and no
value calculations; the market economy calculates with money
prices. This was not new; it was that which flowed logically from
the theory of subjective value. Gossen had already hinted at the
conclusions that could thereby be drawn for the theory of a social-
ist economy. Pierson, whose work I came to know many years
later through Hayek’s translation, had repeated Gossen’s thought.

When I set out to work on my book, Socialism, I was com-
pelled to place special emphasis on the fundamentals of catallac-
tics. A theory of socialism not having a consideration of the

94 Memoirs

5Translated: “Monetary Stabilization and Cyclical Policy.” 



problem of economic calculation at its very foundation would be
simply absurd. In 1919, therefore, I wrote and presented the
Nationalökonomisch Gesellschaft with the essay, “Die Wirt-
schaftsrechnung im sozialistischen Gemeinwesen.”6 At the sug-
gestion of friends, I published it in 1920 in Archiv für Sozialwis-
senschaft und Sozialpolitik.7 It is incorporated in Socialism in an
essentially unaltered form.

All attempts at disproving the conclusiveness of my thesis
were destined for failure because they did not penetrate the
value theory at the core of the problem. All of these books, the-
ses, and essays tried to rescue socialism. They wanted to show
that it was indeed possible to construct a socialist common-
wealth in which economic calculations could be performed.
They failed to see that one must begin with the question of how
in an economy consisting of preferring or deferring–that is,
making unequal valuations–one can arrive at comparable valu-
ations and the use of equations. So it was that they came upon
the absurd idea of recommending the equations of mathematical
catallactics, which depict an image devoid of human action, as a
substitute for the monetary calculation of the market economy. 

It was in Socialism that I finally had the opportunity to
present the problems of economic calculation in all of its sig-
nificance. In the meantime I had to content myself with
demonstrating the errors and contradictions of theretofore pro-
posed suggestions for socialist economic calculation. It was only
in the explanations put forth in the third part of Socialism that
my theory of money (1940) found completion. Thus did I carry
out the plan I had conceived thirty-five years earlier; I combined
the theory of indirect exchange with the theory of direct
exchange into a unified system of human action. 
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12
Systems of Social Cooperation

The impossibility of economic calculation in a socialist
economy is the theory at the core of my book, Gemein-
wirtschaft,1 whose first edition appeared in 1922. Gemein-

wirtschaft, Liberalismus,2 published in 1927, and the 1929 com-
pilation of articles that appeared under the title Kritik des
Interventionismus3 together offer a comprehensive analysis of the
problems of social cooperation. In these volumes, I investigate
all conceivable systems of cooperation and examine their feasi-
bility. These studies found closure in Nationalökonomie.4 I had
intended to include yet another essay in the collection, Kritik des
Interventionismus, namely, “Die Verstaatlichung des Kredits,”5
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which had appeared in the Zeitschrift für Nationalökonomie in
1929. The Zeitschrift’s editors, however, mislaid the essay, and
rediscovered it only after the collection had gone to press.

I believe that the theories presented in these volumes are
irrefutable. I had introduced a new perspective in the handling
of these problems, the only one that made possible a scientific
discussion of political questions. I made inquiry into the useful-
ness of proposed measures, that is, whether the objective that the
use of these measures was intended to achieve could actually be
obtained through the means recommended and employed. I
showed that the evaluation of the various systems of social coop-
eration is ineffective when conducted from arbitrarily chosen
points of view.

It is another thing entirely to assert that the evolution of the
system of private property in the means of production inevitably
leads to socialism or interventionism. Even if this were true, it
would not disprove my claims. Neither socialism nor interven-
tionism gain meaning or purpose from the assertion that history
inevitably leads to them. When the “return to capitalism” is
ruled out, as is generally maintained, then the fate of our civi-
lization is sealed. But I demonstrated that the theory of the
inescapability of socialism and interventionism is untenable.
Capitalism does not destroy itself. People wish to do away with
it because it is in socialism or interventionism that they behold
salvation.

From time to time I entertained the hope that my writings
would bear practical fruit and point policy in the right direction.
I have always looked for evidence of a change in ideology. But I
never actually deceived myself; my theories explain, but cannot
slow the decline of a great civilization. I set out to be a reformer,
but only became the historian of decline. 

In my works on social cooperation, I have spent much time
and effort disputing socialists and interventionists of all varieties
and trends. The matter at hand—the repudiation of contrary-
to-purpose reforms—made the effort necessary.
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I was charged with not having considered the psychological
aspect of the problem of cooperation. After all, man has a soul.
This soul is said to find itself uneasy in a capitalist system, and
it would be willing to suffer a reduction in living standards in
exchange for a society with a more satisfactory labor and
employment structure.

Firstly, it is important to establish that this argument (we
will call it the heart argument) is not compatible with what we
will call the head argument, the original argument of the social-
ists and interventionists, and the one they still hold today. The
head argument justifies socialist programs by asserting that cap-
italism hinders the full development of productive capabilities.
Socialist methods would increase output immeasurably, thereby
creating conditions that make ample provisions possible for all.
Marxism is founded on the head argument entirely. Before
Lenin, the Marxists never affirmed that the transition to social-
ism would lower the standard of living during the transition
period. They announced immediate improvement in the mate-
rial situation of the masses, here and there adding that the full
blessings of socialist production methods would be manifest
only in time. As a result of criticism wielded against socialist
programs, the heart argument is the one socialists were com-
pelled to enlist in fighting for their cause.

In judging the heart argument, of course, of decisive impor-
tance is the extent of the reduction in economic well-being
brought about by a socialist production system. Since this cannot
be ascertained objectively or measured precisely, the argument
between the adherents and opponents of socialism is said to be
scientifically insoluble; economics cannot resolve the conflict.

I took a turn in dealing with the problem that does not allow
for the application of the heart argument. If a socialist system
leads to chaos because it is a system wherein economic calcula-
tion is impossible, and if interventionism cannot attain the
objectives desired by its proponents, then coming to the aid of
these illogical systems through the heart argument is irrelevant.
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I have never denied that emotional factors explain the pop-
ularity of anticapitalist policies. But inexpedient proposals and
measures cannot be made expedient by factors of this type. If
people cannot tolerate capitalism “psychologically,” then the
culture of capitalism will fail.

I have been charged with overestimating the roles played by
logic and reason in life. In theory there is no either/or. Life, I was
told, consists of compromises. What appears incompatible in
scientific analysis sometimes takes a feasible shape in praxis;
politics will find a way of blending conflicting principles. The
solution may well be called illogical, irrational, and senseless,
but it can be fruitful. This alone is what matters.

The critics are mistaken. People wish to follow through on
that which they deem suitable. Nothing is more remote to them
than a half-realized desire. Here man makes no appeal to histor-
ical experience. It is true that those religions that call for a turn-
ing away from earthly concerns have gotten along quite well in
this world. But the rigorous teachings of Christianity and Bud-
dhism have never tamed the spirits. The stringent teachings of
these two religions that have crossed over into the popular faith
have not stood in the way of the activities of secular life. Com-
pliance to religious commands was reserved for the monks.
Even during the Middle Ages, princes of the Church did not
allow their activities to be influenced by consideration of the
commands of the Sermon on the Mount and other evangelical
teachings. The small band of those who actually took Christian-
ity and Buddhism seriously retreated from worldly affairs. The
lives of those remaining were not a compromise, but simply un-
Christian and un-Buddhist. 

Today we face a problem of a different kind. The masses
tend toward socialism or interventionism; in any case, they are
anticapitalistic. But the individualist does not seek to rescue his
soul from the world; he wants to refashion the world. He will
see things through to the end. The masses are implacable in
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their consistency: they would rather destroy the world than be
robbed of one iota of their agenda.

There is no consolation in recalling the fact that there had
always been interventionism in the precapitalist past. Far fewer
people lived on the earth’s surface then, and the masses were
content with living conditions they would today find intolerable.
One cannot simply withdraw from capitalism and return to a
century gone by. 
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13
Epistemological Studies

Throughout the course of the nineteenth century, and
upon the ruins of old religious beliefs, various sects
began to entrench themselves; they sought to offer their

followers a “substitute” for lost faith. The most lasting of these
sects is positivism, the “incongruous insistence of bad science
and eviscerated papistry,” as Huxley called it (Collected Essays,
vol. V). In reaction against church practices, positivism found
many ardent disciples in Catholic countries. Vienna was the city
of Saint Clemens Maria Hofbauer,  a positivist who believed
himself to be truly free and free of prejudice, and his
“Griesknödel”1 miracle.

Positivism is usually credited with the development of soci-
ology. That the term “sociology” was coined by August Comte is
correct. But that which is pursued under the name of sociology,
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insofar as it is not just idle talk, has nothing to do with a positivist
program of a science of human action built upon experience with
the methods of Newtonian physics. Comte’s sociology is one of
ethnography, cultural history, and psychology, and makes use of
the old methods of history. He wanted nothing to do with the
science of human action whose history began in classical eco-
nomics. In this his followers remained faithful to their master.

For some time German universities rejected positivism and
their doors remained closed to sociology. This enmity had little
to do with scientific deliberation; it was of a political nature.
When the positivists began to experience success, the German
sciences had already assumed a hostile position toward western
thought. Positivism was rejected because it came from France.
But attitudes toward positivism’s central point wavered. It is
notable that the historicism of the Schmoller School held to the
belief that the laws of economics were to be derived from expe-
riences in recorded economic history.

One can also say that the last great effort of German episte-
mology was made in dealing with problems not raised by posi-
tivism, but those that it made controversial. The building blocks
of the theory of scientific understanding in the humanities were
laid by scholars whose writings predated Comte, or who did not
know him. Its development was a reaction against positivism,
and no less against the historical materialism of the Marxists.

It followed that I saw no possibilities for economic science
when I entered the university. I was convinced that economic
history must make use of the means and methods of the histor-
ical disciplines and could never yield economic laws. I believed
that there was nothing in economic life that could be made the
object of scientific analysis outside of economic history. There
could not have been a more consistent follower of historicism
than I.

The cohesiveness of my epistemology suffered an irreparable
breach after I actually came to know economics. I was helpless.
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The writings of the Methodenstreit2—even Menger’s splendid
work—did not satisfy me. I was even more disappointed by John
Stuart Mill. It was not until many years later that I became
acquainted with Cairnes and Senior.

I tried to console myself with the fact that what mattered was
the furthering of science and that problems of methodology
were of lesser importance. I soon recognized the error of this
stance. With each problem, the economist confronts the basic
questions: whence do these principles come, what is their signif-
icance, and how do they relate to experience and “reality”?
These are not problems of method or even research technique;
they are themselves the fundamental questions. Can one con-
struct a system of deduction without having asked the questions
upon which the system is to be built?

I searched in vain for enlightenment in the writings of the
Lausanne and Anglo-Saxon schools. Even there I encountered
the same uncertainty and wavering between irreconcilable
points of view. That these conditions led to the demise of eco-
nomic thought came as no surprise. Institutionalism, on the one
hand, and the empty dogmatism of the mathematical school, on
the other, is the result.

I hesitated for a long time in making my investigations into
these fundamental questions publicly known; I was aware that
they reached far beyond the field of economics. In fact, the mat-
ter at hand was the opening up of a new field of epistemology
and logic.

Until now, logic and epistemology have only addressed the
thinking associated with experience and the natural sciences,
and with the deductive system of mathematics. History, by com-
parison, was simply “not science.” Economics, at first, was not
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considered a science at all. When it finally became necessary to
include it, one was content to assert that the discipline dealt with
the economic aspects of human action. Aside from the fact that
this homo oeconomicus is inapplicable to the subjective value
theory, it does not solve the question of the origins of the knowl-
edge of purely economic behavior. 

Identifying the idiosyncrasies of the historical method was
enormous progress, as was the development of the theories of
Verstehen and ideal types. The fact that infamous metaphysicians
sought refuge under the roof of these new theories does not
detract from the value of their discovery. No architect is held
responsible for the behavior of those who inhabit the structure
he designed. What is more critical is that a man of Max Weber’s
rank also sought to cast economic principles according to his
model of ideal types.

I developed my theory in a series of critical essays, the first of
which appeared in 1928. These essays were compiled in 1933
and published in one volume under the title Grundprobleme der
Nationalökonomie.3 The opening essay was one that had not
before appeared in print. I summarized this material yet again
in Nationalökonomie.

In the essay originally published in 1928, I sought to elimi-
nate the distinction between economic and noneconomic action.
The subjective value theory had already brought about deliver-
ance from this specter, but Menger and Böhm-Bawerk had not
drawn all necessary conclusions given their basic position. 

The next essay, appearing under the title “Sociology and
History,” was concerned with the investigation of the theoretical
science of human action and of history. Here I made the mistake
of using the term “sociology” to designate the theory of human
action. I should have used the term “praxeology.” That which
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one generally calls sociology today is not theoretical, but histor-
ical knowledge. Max Weber was quite right in describing what
he saw to be sociology in terms of the humanities. He observed
that this was the sociology that worked with the formation of
ideal types. His error lay in assigning to it many praxeological
elements and in seeing economics as a field serviced by the intel-
lectual methods of understanding. My essay was primarily
directed against Max Weber’s epistemology, about which I raised
two objections: its failure to comprehend the epistemological
characteristics of economics, and its distinction between rational
actions and actions oriented otherwise. 

In a third essay I contrasted understanding in the historical
disciplines with comprehending in economics and praxeology.
Lastly, in the essay that serves as an introduction in Grundprob-
leme der Nationalökonomie, I demonstrated the a priori nature of
praxeological knowledge. It was thus that I drew the epistemo-
logical conclusion from the scientific development that began
with the discovery of regularity in market phenomena in the
eighteenth century. 

I was fully aware that my theory would meet with rejection
at first. I knew the positivist bias of my contemporaries rather
well. The reigning panphysicalism is blind to the basic problems
of epistemology, looking even upon the biological problems as
“disturbances” of its worldview. To these fanatics, everything
else is senseless metaphysics flirting with pseudoproblems. One
cannot make excuses for the excesses of this neopositivism by
recalling at the same time the no-less-regrettable fabrications of
idealistic philosophy, or even by considering it a “beneficial”
reaction. It is indeed the task of the historian of dogma to under-
stand error and thereby explain it. Understanding cannot, how-
ever, provide an argument toward a more satisfactory solution in
answer to error. I believe I understand positivism, but this has
nothing to do with whether or not its answers are useful. 

It is clear to me that it would be impossible to unsettle, much
less extirpate the popularity of, positivist metaphysics with an
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explanation of the epistemological characteristics of the science
of human action. Economic problems, unlike those of biology
and physics, are much too complex to be entrusted to the abili-
ties of the multitudes as part of a program of general education.
Positivism has made classical physics palatable to the masses,
and neopositivism has done the same for the present state of
physical teachings. Both adulterate and simplify in a manner
similar to that in which Darwinism has been recast for everyday
usage with the cliché “man is descended from apes.” Much time
will elapse before people dispense with such raw simplifications.
Until then, the bourgeoisie will remain occupied with a popular
philosophy. 

Whether or not the small number of thinkers will be satis-
fied with the system of empiricism is another question. I do not
wish to take into account that this system simply refuses to
acknowledge the science of human action, and therefore, con-
trary to its own emphatically asserted principle, rejects what
does not fit into its system. But can man get along with positivist
assertions about logical principles in the long run? 

The principles of logic are said to be arbitrarily chosen con-
ventions that have proven themselves practical or useful. Viewed
in this way, one is only postponing the problem without bring-
ing it any closer to resolution. One may claim that man has tried
various arbitrarily chosen rules and, in the end, has held fast to
those that have proven themselves effective. But in terms of what
purpose did these rules appear effective? If this is the question
posed, then one has arrived again at the problem of intellectual
mastery of worldly things, and at the problems of explication
and truth. For this reason it is also futile to attempt to solve the
problems of truth through an appeal to usefulness.

Since these principles of logic were arrived at arbitrarily,
could one just as easily have chosen other principles, if their
effectiveness were the same in terms of purpose? No, certainly
not. The basic relations used by logic to link statements are nec-
essary to and inseparable from human thought; irreconcilable
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relations are unimaginable. The category of negation is not arbi-
trarily chosen; it is necessary to thought. No thought can dis-
pense with it. Even if we wanted to assume that the distinction
between yes and no were a product won by experience, or that
once arbitrarily established proved itself through experience, one
has not yet refuted the contention that, logically, the ability to
comprehend yes and no must precede all thought.

The basic assumptions of logic have been called the rules of
the game. But what must be added is that this game is our life:
we are born into this game and must play as long as we live; for
man there is no second game with a different set of rules.

Praxeology’s special calling is to reveal the fallacies of con-
ventionalism, as it does not adhere to the cult of the word “pur-
pose.” The purpose of action is to attain success in the world
that is our environment. Adjusting to the conditions of this
world and its order is therefore expedient in any case. If the
human mind can give birth to rules of the game that are useful
in this adjustment, then only two explanations remain open:
either there is something in our minds that belongs to the envi-
ronment and permits us to understand it—an a priori; or the
environment plies our minds with rules that enable us to deal
with it. In no case is there room for arbitrariness and convention.
Logic is either active within us or effected within us. It affects
the world through us, or the world affects us through it. Logic is
the stuff of the world, of reality, and of life.

It is not at all obvious what is to be achieved by doggedly
contesting the a priori. Even if we were to assume that experi-
ence leads us to comprehension of the category of means and
ends, the question remains open: what is in us that allows for
experience at all, and indeed, such experience wherein a differ-
ent outcome appears plainly absurd? What sense does it make to
claim to have gained this knowledge through experience when we
cannot boast of other outcomes to which other experiences could
have led? When I say that experience has shown A to be red, it is
meaningful in that our minds could have also recognized another
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outcome. But if it were said that experience had led us to the cat-
egory of negation or that of means and ends? This is senseless;
what, then, could other experiences have taught us?

The same is true of conventionalism. What other rules of the
game could take the place of logical principles or the praxeological
concept of action? One could play a game that differs from a
standard game of chess in that one of its rules is replaced by
another arbitrarily chosen one. But can one “play” with think-
ing that does not distinguish between yes and no? If this ques-
tion is answered in the negative, then it is plain to see that the
nature of this difference is one that deviates from the rules of the
game. Here, again, we encounter the inescapable a priori.

We are not sketching a plan for a new economics when we
assert that economics is a deductive system derived from an a
priori point of departure. Rather, we are demonstrating what
today’s economics is. 

It did not escape me, naturally, that there were also attempts
to conduct economics as an experimental science. There is an
economics association that adopted for its motto: “Science is
measurement.” With Menger, I will be happy to see this move-
ment, richly endowed with financial support, run its full course.
But it is not worthwhile to refute yet again the notion that in the
sphere of human action measurements can be made in the same
way they are made in physics. Economic statistics is a method of
economic history, and not a method from which theoretical
insight can be won.

Even in economic history, one must understand where com-
prehension is no longer sufficient. After all data have been
acquired that have or could have affected an event to be
researched, it is only with Verstehen4 that one can begin to
approach an answer to the questions of if and to what degree the
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individual factors had an impact on the result. It is precisely in
the quantitative that the task of “understanding,” which allows
for exactness or near exactness in the area of physics, lies in the
sphere of human action: here there are no constant relations
between quantities.

Mathematics and physics are undergoing a severe crisis from
which they will emerge in a new form. Little remains of the
cheerful trust in the indisputable certainty, clarity, and exactness
of its tenets that once led them to look down with pity on the
poor arts and ignore economics entirely. Mathematicians and
physicists are now beginning—tardily enough—to acknowl-
edge logical and epistemological problems. Logic and the epis-
temology of the science of human action cannot learn anything
from physics and mathematics. But the “exact” sciences still
have much to learn from their once-disdained siblings. The cleft
between the natural sciences and the sciences of human action
will thereby not be bridged. A unified science can be achieved
only when the physical and chemical processes of physiology
that generate the thought, “two times two are four,” can be dis-
tinguished from those that generate the thought, “two times two
are five.” 

My epistemological studies did more than serve the develop-
ment of logic and epistemology, and disclose the errors of posi-
tivism, irrationalism, and historicism. 

I dealt as well with polylogism.
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14 
My Teaching Activities in Geneva

After thirty years of service, my position with the Handel-
skammer entitled me to retire with a lifetime pension of
nearly 15,000 shillings per year. Every Handelskammer

official received double credit for two and a half years of war
service. In addition, I received credit for three years of prewar
service. Since a service year that had begun was counted as a full
year, I had earned the right to enter into retirement on October
1, 1932. I had always awaited the coming of this date with mixed
feelings. On the one hand, I wanted to shed the obligations of
my office in order to dedicate myself fully to scientific work. On
the other hand, I had to admit that the pension promised to me
seemed downright precarious in light of the general uncertainty
of conditions. 

The apparatus of the Handelskammer had become greatly
uncomfortable for all political parties. This was largely due to
the economic activity that had unfolded as a result of my efforts.
The Handelskammer had always been a thorn in the side of the
Social Democrats. The Großdeutschen saw an obstacle to the
Anschluss in the intellectual ascendancy of the Viennese Han-
delskammer. Within the Christian Social Party, the agrarian
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wing, largely under Dollfuss’s leadership, had gained the upper
hand. The agrarians saw in the Handelskammer the main oppo-
nent of their politics. The plan was to abolish the Handelskam-
mer through special legislation in the course of the restructuring
of economic society. The catchword “Ständestaat”1 was quite
meaningless in Austria. It did nothing but guard the aspirations
of the Christian Socialist Party and its allied Heimwehr2 in
unchecked party rule. No one really knew enough to boast
about what he imagined “Ständestaat” to mean. But everyone
knew that the Chamber of Commerce, Handicrafts, and Indus-
try was not a good fit for the Ständestaat, and as a liberal insti-
tution had best vanish.

Next to me there were only two officials in the Handelskam-
mer who were in the position to fight for its preservation: Dr.
Wilhelm Becker in Vienna, and Dr. Wilhelm Taucher in Graz,
whose second job was that of an assistant professor at the Uni-
versity of Graz. In the fall of 1937 and during the first weeks of
1938 he was a member of Schuschnigg’s cabinet. Both men
found cause for concern in my entering into retirement and
induced me to take up the Handelskammer’s cause and defend
our pension claims. At stake here were only our own personal
interests. The internal struggle for Austria had come to an end
with the banking crisis having made banks, and thereby big
industry, directly dependent on the central bank.

In the spring of 1934 I received, most unexpectedly, the invi-
tation to assume the chair for international economic relations
at the Institut Universitaire des Hautes Etudes Internationales
in Geneva for the academic year 1934–35. I accepted immedi-
ately. I did not formally resign from the Handelskammer. I
retained the direction of the Handelskammer’s department of
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finance and promised to return to Vienna as often as it should
become necessary. But I gave up two-thirds of my salary during
my absence.

When I went to Geneva in 1934, I assumed that my appoint-
ment was only for one academic year. But my contract was
renewed; I stayed in Geneva until the end of the 1939–1940 aca-
demic year. 

I sensed liberation in the distance from the daily routines in
the Handelskammer and from the political duties that I could not
have escaped in Vienna. I was finally able to concern myself
fully and almost exclusively with scientific problems.

The institute was a creation of its directors, William E. Rap-
part and Paul Mantoux. The teaching load it imposed upon its
faculty was minimal: one hour of lecture and two hours of sem-
inar per week. An affectionate understanding reigned among
teachers and students. The spirit of liberalism shone upon this
unique institution.

That we were all fighting for a lost cause could not be mis-
taken. The flood of barbarism was rising around us.

The Geneva of those years will live on in history as the seat
of the League of Nations. The League of Nations was never real.
The diplomats had turned a great idea into a bureaucracy with
several hundred employees. There were officials who had no
interests other than retaining their positions. At the head of this
bureaucracy was the unimaginative, small-minded French
bureaucrat, M. Joseph Avenol. The officials were similar to their
chief.

The League of Nations did not fail on account of the inabil-
ity and indolence of its officials. It never came to life because it
lacked the ideological foundation. In a liberal world, individual
states and nations can cooperate peacefully without supranational
organization. In a world pervaded by nationalism, neither treaties
nor the creation of international agencies can eliminate conflict.

The failure of the League of Nations also paralyzed the
development of the institute founded by Rapport and Mantoux.
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Young people who frequented it came to Geneva with more
than the purpose of attending lectures and seminars alone. In
Geneva they wanted to escape the narrow nationalism of their
home countries and engage the spirit of international coopera-
tion. But what they saw of the League of Nations filled them
with dismay and robbed them of their courage. They found the
atmosphere in Geneva unbearable. As much as the institute
appealed to them, they were disappointed by everything they
experienced of “international” life.

The outbreak of the new war limited the activity of the insti-
tute considerably. Its only students now were the Swiss and
political refugees awaiting the opportunity to emigrate to Amer-
ica. Because I could no longer bear living in a country that con-
sidered my presence a political burden and a threat to its secu-
rity, I left the Institut in July of 1940.
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15
The Struggle for Austria’s Survival

When I went to Geneva I did not deceive myself about the
hopelessness of Austria’s fight for autonomy.

The politicians at the fore lacked the ability to fight this bat-
tle externally; foreign countries were completely unknown to
them. They neither understood their languages, nor their men-
talities or political outlook. They were not even in the position
to furnish information to attested foreign diplomats and jour-
nalists in Vienna. While in Vienna, diplomats made a study of
the pleasures of the Heurigen1 and enjoyed winter sports. Busi-
ness affairs were left to press consultants of the missions. The
most active of these was the Italian Eugenio Morreale.

The government did not concern itself with foreign newspa-
permen at all. Providing information to these correspondents
was left to the Social Democrats. 

The complete lack of ability on the part of Social Democra-
tic leaders had catastrophic effects. Otto Bauer had elevated the
demand for unification with Germany to the party platform in
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1918. He based this on the notion that the authority of the pro-
letariat was assured for all time in highly industrialized Ger-
many. But in Austria, where the majority of the population was
made up of farmers, farm workers, and craftsman, he feared
defeat of the proletariat by the other classes. Bauer refused to
alter his policies even when the National Socialists seized power
in Germany. In his stubbornness, he failed to see that holding
fast to an Anschluss program was grist in the mill of the Nazis.

The Social Democrats simply did not want to recognize that
it was only the Italians who were ready to support Austria in its
fight against the National Socialist takeover. They fought pas-
sionately against a “fascist” course of foreign policy. In January
of 1934, Dollfuss was ready to surrender to the National Social-
ists. Negotiations were already quite advanced when, in the last
minute, Italy put in its veto. “Il Duce” sent his undersecretary of
state, Suvich, to Vienna to assure the government of his support.
It was then that the Social Democrats added the crowning touch
to their stupidity. Their journal, The Labor Press, accused Suvich
of having deserted the Austrian Army in World War I. The
Social Democrats organized turbulent street demonstrations
against “Il Duce’s” delegate. It was only through a massive con-
tingent of police and the Heimwehr that Suvich was protected
from personal injury. In order to make amends with Suvich, the
government suspended the mailing of The Labor Press for one
month. The Social Democrats answered with more intense
demonstrations, which, in turn, resulted in the crushing of their
leaders by government troops and the Heimwehr, and brought
about an end to the rule of the Social Democratic Party in Vien-
nese city government.

Leaders of the Social Democratic Party who had fled to Lon-
don, Paris, and Prague now openly refused any support of Aus-
tria in her fight against Hitler. They felt there was no difference
between Austrian “fascism” and that of the Nazis, and that it
was not the charge of the western democracies to interfere in the
struggle between the two fascist groups.
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At any rate, the powers had no intention of confronting
Hitler. From March of 1933 on, the fate of Austria lay entirely in
the hands of the Italians. Had Italy not been prepared to inter-
vene, Hitler, in 1934, would have intervened in Austria’s battle
against the insurgency of Austrian Nazis and German
“tourists.” When English policies concerning the Ethiopian
question drove Italy into the arms of Hitler, the fate of Austria
was sealed. 

There are no words strong enough to describe the absurdity
of English politics between the two wars. The English were
unteachable. They believed they knew and understood every-
thing better. They were mistrustful of everyone; but they
believed everything the National Socialists said.

The behavior of the Czechs was even dumber. Even in 1938,
Benes had seen in the restoration of the Hapsburg monarchy an
evil greater than the Anschluss. The French took a position that
was forthrightly sympathetic with Hitler. Nearly all educated
Frenchmen were reading the Gringoire,2 which openly defended
Hitler. Quos Deus vult perdere, dementat.3

It was completely impossible to battle this stubbornness.
When I went to Geneva I had hoped to be successful in con-
tributing to the enlightenment of controlling personalities. But I
soon came to realize that this was a futile undertaking. “We
Englishmen,” I was told by a member of the English Labour
Party, “never want to wage war again.” I asked: “And if Hitler
should attack England?” The answer was bewildering: “Then
we will just be ruled and exploited by German instead of Eng-
lish capitalists. It makes no difference to the people.”

Since 1931, the League of Nations in Vienna was repre-
sented by a Dutchman named Rost van Tonningen. In Vienna,
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Rost openly advanced pro-Nazi propaganda. (When he later
withdrew from the League of Nations and returned home, he
was immediately appointed deputy führer of the National
Socialist Party in the Netherlands.) My Viennese friends could
not believe that it was impossible for me to achieve Rost’s dis-
missal.

Only one nation had attempted serious opposition to Hitler
on the European continent—the Austrian nation. It was only
after five years of successful resistance that little Austria surren-
dered, abandoned by all. The whole world breathed a sigh of
relief. Now Hitler would finally be satisfied; now he would deal
peacefully with other nations. Twenty-seven months later, Hitler
was the master of the European continent.
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Introduction

I 1

n the 1920s and the 1930s, Ludwig von Mises was recognized as
one of the leading economic theorists on the European Conti-

nent.1 F. A. Hayek has said that Mises's critique of the possibilities
for economic calculation under socialism had "the most profound
impression on my generation. ... To none of us ... who read [his] book
[Socialism] when it appeared was the world ever the same again."2

Lord Lionel Robbins, in introducing the Austrian School literature on
money and the trade cycle to English-speaking readers in 1931,
emphasized the "marvelous renaissance" the "School of Vienna" had
experienced "under the leadership of ... Professor Mises."3 In his
comprehensive study of German Monetary Theory, Howard Ellis
insisted that Mises's Theory of Money and Credit was "one of the most
substantial treatises upon monetary theory in the German literature"
and that his personal role in bringing an end to the Austrian hyper-
inflation of the early 1920s made "Mises a significant figure."4 Fritz

ludwig von Mises was born in Lemberg, Austria-Hungary on September 29,1881.
After studying with Bohm-Bawerk, he received his doctorate from the University of
Vienna in 1906. He taught at the University of Vienna (1913-1938), was Economic
Advisor to the Austrian Chamber of Commerce (1909-1934) and served as Director of
the League of Nations' Austrian Reparations Commission (1918-1920). In 1927, he
founded the Austrian Institute for Trade Cycle Research. Professor Mises also taught
at the Graduate Institute for International Studies in Geneva (1934-1940) and at New
York University (1945-1969). Professor Mises died on October 10, 1973, at the age of 92.

2F. A. Hayek, "Tribute to Ludwig von Mises," app. 2, in Margit von Mises, My Years
with Ludwig von Mises (New Rochelle, N.Y.: Arlington House, 1976), p. 189.

Lionel Robbins, Foreword to F. A. Hayek, Prices and Production (New York:
Macmillan, 1932), p. ix.

4Howard Ellis, German Monetary Theory, 1905-1933 (Cambridge, Mass.: Harvard
University Press, 1934), p. 77.
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Machlup pointed out that in the early 1920s, "Ludwig v. Mises was
the first, so far as I know, to point to the phenomena of the consump-
tion of capital" due to the distortion of capital accounts caused by
inflation and the fiscal policies of the Austrian State.5 And in a study
of the evolution of the theory of cost in economics, James M. Bu-
chanan has emphasized that "Ludwig von Mises was one of the chief
sources for the subjectivist economics" expounded in the 1930s at the
London School of Economics and developed further, more recently, by
the latest generation of the Austrian School.6

Yet, for most of the post-war period, Mises's writings have been in
a general eclipse among economists, even though he continued to
lecture widely, published over a half-dozen books during this time and
taught on a regular basis at New York University until his retirement
in 1969 at the age of 89. The cause of this peculiar circumstance arose
from his position vis-a-vis Keynesian economics. The almost mono-
lithic hold Keynesianism had over economists following 1945 resulted
in any individual who challenged either the theoretical edifice or
policy proposals of the then "New Economics" experiencing almost
certain intellectual death. Yet, this is exactly what Ludwig von Mises
did in questioning and unflinchingly criticizing the entire body of
Keynesian doctrine. The result was his near total ostracism from the
economics profession.

During the 1970s, the intellectual terrain began to shift. In the
wake of the dismal failure of Keynesian policy prescriptions, doubts
began to be generated about the fundamentals of the Keynesian
system. A great amount of scholarly self-criticism emerged as myriad
exegetical readings were made in an attempt to divine what Keynes
"really meant." The various investigations lead to the conclusion
that Keynes really meant almost anything, depending upon which
of his volumes was read and which passages in any particular book
were given emphasis.

The decline of Keynesianism has brought about a new spirit of
open, intellectual competition among economists the likes of which
has not been seen since the early 1930s. And occupying a prominent
place in this competition have been the ideas of Ludwig von Mises
and the Austrian School of Economics, of which he was an illustrious
member.

Fritz Machlup, "The Consumption of Capital in Austria," Review of Economic
Statistics 17 (January 15, 1935): 13.

6James M. Buchanan, Cost and Choice: An Inquiry in Economic Theory (Chicago:
Markham Publishing, 1969), p. 34.
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II
The 1871 publicat ion of Carl Menger 's Grundsatze der

Volkswirtschaftslehre1 marks the beginning of the Austrian School.
Carl Menger is usually classified along with William Stanley Jevons
and Leon Walras as one of the co-founders of the "Marginalist Eco-
nomics" which replaced the Classical School and its labor theory of
value. In his landmark volume, however, Menger produced a pioneer-
ing contribution to economic theory which distinguishes him
uniquely from Jevons and Walras.

All three men had grasped the essential role of marginal utility:
value was a matter of relative comparison between alternatives and
each alternative's significance was evaluated by the decisionmaker at
the margin, i.e., the importance of the next unit of a good or service
that could be obtained or would have to be given up in an act of choice.

For both Jevons and Walras, however, the value of the marginal
utility concept was its power in demonstrating the conditions for
equilibrium in a given exchange environment. For Menger, on the
other hand, equilibrium was purely a useful limiting case that por-
trayed the circumstances under which no further motivations for
exchange among traders would exist; the importance of marginal
utility, in the Mengerian scheme, was precisely its value in enabling
an analysis of the exchange process itself, regardless of the concrete
manifestation of any eventual equilibrium outcome.8

An investigation of exchange sequences and processes in disequi-
librium circumstances necessarily raised questions concerning the
knowledge possessed by the respective market participants, the role
of time as it related to adjustment periods and production periods
relative to change, and the formation of expectations and foresight as
potential traders attempted to anticipate future conditions as a guide
for their own actions.

The economic analysis derived from Jevons and Walras took on a
fundamentally static quality being basically an attempt to stipulate
the prerequisites for an equilibrium state. The "Austrian" approach
derived from Menger had, in comparison, essential dynamic qualities

7Carl Menger, Principles of Economics [1871] (New York: New York University
Press, [1950] 1981).

William Jaffe, "Menger, Jevons and Walras De-Homogenized," Economic Inquiry
14, no. 4 (December 1976): 511-24; and Erich Streissler, "To What Extent was the
Austrian School Marginalist?" in The Marginalist Revolution in Economics, R. D.
Collision Black, A. W. Coats and Craufurd D. W. Goodwin, eds. (Durham, N.C.: Duke
University Press, 1973), pp. 160-75.
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that set it apart from other schools of thought over the years.9

The foundations laid by Menger in 1871 were developed further
in the last two decades of the nineteenth century and in the first
decade of the twentieth century. The two most notable contributors
to this endeavor and, in fact, the ones who gave the Austrian School
its world-wide recognition, were Eugen von Bohm-Bawerk and
Friedrich von Wieser. Bohm-Bawerk extended Menger's analysis to
questions concerning the theory of capital and the origin and forma-
tion of interest.10 Wieser, appreciating Menger's insight that mar-
ginal utility and valuation are subjective estimates by the individual
decisionmaker, demonstrated that cost was a subjective phenomenon
as well, nothing more than the next best alternative or opportunity
set aside or foregone when a choice and an exchange are made.11

I l l
Ludwig von Mises's contributions to the Austrian School spanned

six decades and touched upon almost every aspect of economic sci-
ence. The most controversial of Mises's writings have undoubtedly
been those devoted to questions of methodology. Yet, at the same time,
they are probably the most important of all his works. Indeed, what
Mises attempted was the laying of a philosophical foundation for the
entire edifice of economic science as it had developed from Adam
Smith's first analysis of the spontaneous market order to Carl
Menger's restatement of the principles of that spontaneous order on
the basis of a conscious use of methodological individualism.12' 13

9Ludwig M. Lachmann, "The Significance of the Austrian School of Economics in
the History of Ideas," in Capital, Expectations, and the Market Process (Kansas City,
Kans.: Sheed Andrews and McMeel, 1977), pp. 45-64. On the evolution of the early
Austrian School, see Ludwig von Mises, The Historical Setting of the Austrian School
(New Rochelle, N.Y.: Arlington House, 1969); also Richard M. Ebeling, "Austrian
Economics—An Annotated Bibliography, pt. 1: The Austrian Economists," Humane
Studies Review 2, no. 1 (1983).

Eugen von Bohm-Bawerk, Capital and Interest, 3 vols. (South Holland, 111.:
Libertarian Press, 1959).

nFriedrich von Wieser, Natural Value [1889] (New York: Augustus M. Kelley, [1893]
1971); and Wieser, Social Economics [1914] (New York: Augustus M. Kelley, [1927]
1967).

Carl Menger, Problems of Economics and Sociology [1883] (Urbana, 111.: University
of Illinois Press, 1963).

13Ludwigvon Mises, Notes and Recollections (South Holland, 111.: Libertarian Press,
1978), pp. 122-23; these autobiographical "notes and recollections" were written by
Mises in 1940, shortly after his arrival in the United States from Nazi-occupied Europe;
see, also, Margit von Mises, My Years with Ludwig von Mises, 2nd enl. ed. (Cedar Falls,
Iowa: Center for Futures Education, 1984).



Introduction xiii

Mises's writings on methodology covered practically his entire
career. His early statements on the subject were collected in 1933
under the title, Epistemological Problems of Economics.1* They were
refined and integrated into a general economic t rea t i se ,
Nationalokonomie (1940)15 and in its English-language counterpart,
Human Action (1949),16 and restated in Theory and History (1957)17

and in The Ultimate Foundation of Economic Science (1962).18

The unique factor that separates the natural sciences from the
social sciences, Mises argued, is the purposefulness or intentionality
of all human endeavors. Man above all else is the being who acts,
who inquisitively looks out upon the world, is conscious of opportu-
nities to improve his lot and proceeds to apply means to achieve ends
when circumstances are perceived by the actor as offering the pos-
sibility for success.

Purposefulness, perception of circumstances, alertness to oppor-
tunities, Mises emphasized, are all attributes assignable only to
individuals; and their concrete content are functions of the particular
perspectives, circumstances, and interpretations of the respective
actors themselves. Social science, therefore, is grounded at its start
in methodological individualism and methodological subjectivism.
The alpha and omega of social phenomena is the subjective world of
acting man. The laws of nature and the physical environment may be
the limits within which human endeavors are possible of accomplish-
ment, but it is the human actor's perception of the possible and the
attainable that will be the divining rod for action initiated.

We also see in this Misesian schema all the dynamic elements that
dominated Menger's Grundsdtze: imperfect knowledge, time and
change, expectations and foresight. Each of these has implied resi-
dence in the concept of purposeful action, for action—conscious be-
havior directed towards selected goals—has logical meaningfulness
only where choice is seen as possible. And choice, as selection among
alternative opportunities, has reality only where certain knowledge

14Ludwig von Mises, Epistemological Problems of Economics [1933] (New York: New
York University Press, [1960] 1981).

!5Ludwig von Mises, Nationalokonomie, Theorie des Handelns und Wirtschaftens
[1940] (Munich: Philosophia Verlag, 1980).

16Ludwig von Mises, Human Action: A Treatise on Economics, 3rd rev. ed. [1949]
(Chicago: Henry Regnery, 1966).

'Ludwig von Mises, Theory and History: An Interpretation of Social and Economic
Evolution [1957] (Auburn, Ala.: The Ludwig von Mises Institute, 1985).

Ludwig von Mises, The Ultimate Foundation of Economic Science: An Essay on
Method (Kansas City, Kans.: Sheed Andrews and McMeel, [1962] 1976).



xiv Money, Method, and the Market Process

of the future is lacking. In turn, time and change, as Mises was wont
to emphasize, are inseparable from action, for the very thought of
action implies a becoming and a became.

A methodological subjectivist approach to analyzing the relationship
of time to action, or the meaning of "ends possible" and "means avail-
able," or costs (as foregone opportunities) and benefits (as prospective
gain in psychic improvement) resulted in Mises's rejection of what he
saw as Positivist imperialism, i.e., the imposition of the methods con-
sidered appropriate in the natural sciences into the social sciences.
Application of the Positivist rules of "objective science" would require
the abandonment of that aspect that comprises the unique element in
human events: appreciation of human action as having subjective mean-
ing from the actor's point-of-view. The movement of physical objects
between individuals only took on the quality of an "exchange," Mises
argued, to the extent that that was the meaning the actors respectively
assigned to their own action and to that of the other.

Yet, for Mises, this rejection of measurement and quantification as
the standards for social science did not at the same time mean a
collapse into Historicism, i.e., the argument that there are neither
laws nor permanent regularities in the social world. The laws of social
phenomena, Mises said, are ultimately derivatives from the logic of
action which, itself, is one and the same with the logic of thought and
reason. The processes of the market that tend to make market prices
equal to market costs, for supply to tend towards an equilibrium with
demand, are all reducible to the logic guiding the actions of the
respective individuals subsumed under the terms, "suppliers" and
"demanders," i.e., that the value of any particular means should not
exceed the value of any particular end they serve.

This accounts, also, for what has usually been perceived as Mises's
peculiar insistence that economic theory is both a priori and empirically
truthful. It is a priori, for Mises, because the logic of action and its
requisite categories of means and ends, costs and benefits, etc., must
conceptually precede in thought the selection of any concrete end and
the application of any concrete means and, therefore, the designating of
something as one or the other. And it is empirically truthful because the
logic of human thought precludes the conceiving of any conscious human
action not operating within these categories, hence, it empirically re-
flects the essential qualities of all conscious human conduct.

While the categories of action can serve as the filing system
enabling the social scientist and the economist to both order and give
intelligible interpretation to the complexity of the social world, the
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categories remain purely generic in nature, i.e., they do not provide any
information about the specific ends and means selected by individuals or
the concrete outcomes that may arise from a series of actions. Thus, the
"elasticities" of demand and supply and the particular "speeds of adjust-
ment" in prices, output and expectations will depend upon the historical
circumstances. This is lucidly explained by Mises in "The Treatment of
'Irrationality' in the Social Sciences," one of the essays in this volume:

We have plenty of figures available concerning the German inflation of
the years, 1914-1923. Economic theory provides us with all the knowledge
needed for a perfect grasp of the causes of price changes. But this
knowledge does not give us quantitative definiteness. Economics is ...
qualitative and not quantitative. ... There are in the sphere of human
action no constant relations between magnitudes. ... The rise of German
prices in the years of the First World War was not only due to the increase
of the quantity of bank notes. Other changes contributed, too. The supply
of commodities went down because many millions of workers were in the
army and no longer worked in the plants, because government control of
business reduced productivity, because the blockade prevented imports
from abroad, and because workers suffered from malnutrition. It is
impossible to establish by methods other than Verstehen [interpretive
"understanding"] how each of these factors—and of some other relevant
factors—contributed to the rise of prices.... The Verstehen is in the realm
of history the substitute, as it were, for quantitative analysis and mea-
surement, which are unfeasible with regard to human actions outside the
field of technology, (pp. 28-29)

Similarly, economic forecasting, as Mises pointed out, is fundamen-
tally an attempt to act as a "historian of the future."19 It is an attempt
to project oneself into the future and anticipate how market actors over
a future period will classify various entities as either means or ends;
what expectations they will form about the most advantageous courses
of action to undertake; and to then analyze both the intended and the
likely unintended consequences of a multitude of individual plans as
they meet and mesh in the social arena over that future period of time.20

1 Mises, Theory and History, p. 320; also, Richard M. Ebeling, "Expectations and
Expectations Formation in Mises's Theory of the Market Process," Market Process
(Spring 1988).

For an analysis of the relationship between Mises's view of economic science and
alternative perspectives in the history of economic thought, see, Israel M. Kirzner, The
Economic Point of View (Kansas City, Kans.: Sheed Andrews and McMeel [1960] 1976);
and for Mises's relationship to other members of the Austrian School, see Lawrence H.
White, The Methodology of the Austrian School Economists (Auburn, Ala.: The Ludwig
von Mises Institute, 1984); and, Richard M. Ebeling, "Austrian Economics—An Anno-
tated Bibliography, pt. 2: Methodology of the Austrian School," Humane Studies Review
3, no. 2 (Fall 1985); see also Murray N. Rothbard, "Praxeology as the Method of the
Social Sciences," in Individualism and the Philosophy of the Social Sciences (San
Francisco: Cato Institute, 1979).
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Mises's contributions to economic science have all been at-
tempts, to one degree or another, to apply this methodology to
particular problems. As F. A. Hayek has perceptively pointed out,
"... most peculiarities of [Mises's] views which at first strike many
readers as strange and unacceptable trace to the fact that in the
consistent development of the subjectivist approach he has for a
longtime moved ahead of his contemporaries."21

In monetary theory, for instance, Mises made one of the first
successful applications of marginal utility analysis to explain the
value of money by emphasizing the role of uncertainty and expec-
tations in the actions of market participants. His classic work, The
Theory of Money and Credit (1912; 1924; 1935)22 and his mono-
graph, Monetary Stabilization and Cyclical Policy (1928),23 as well
as portions of Human Action,24 however, contain much more than
this. In the parlance of contemporary economics, Mises tried to
develop a microeconomic foundation for macroeconomics. Utilizing
Bohm-Bawerk's capital theory and Knut Wicksell's distinction be-
tween the money and "natural" rates of interest, he devised a
dynamic process analysis showing how changes in the money sup-
ply could generate shifts in income distribution, cause resource
misallocations via relative price distortions and induce trade cycle
fluctuations.

What distinguished Mises's approach, for example, from Irving
Fisher's quantity theory of money was precisely his refusal to make
the analytical jump (made by Fisher and others) from changes in
the aggregate money stock to changes in the general "price level."
Mises insisted upon a strict adherence to methodological individ-
ualism. Any explanation of statistically calculated changes in total
employment and output or in the "price level" needed to be dis-
sected into the "step-by-step" sequential process of individual mar-
ket actions, reactions and plan adjustments and readjustments
following an increase (or decrease) in the money supply. Thus, the
macroeconomic aggregates were to be decomposed into their micro-
economic components by rigorously analyzing the "transmission

21F. A. Hayek, The Counter-Revolution of Science (Indianapolis, Ind.: Liberty Press,
[1952] 1979), p. 52, n. 7.

22Ludwig von Mises, The Theory of Money and Credit [1912; 2nd rev. ed., 1924]
(Indianapolis, Ind.: Liberty Classics, [1953] 1981).

23Ludwig von Mises, "Monetary Stabilization and Cyclical Policy," [1928] in On
the Manipulation of Money and Credit (Dobbs Ferry, N.Y.: Free Market Books, 1978),
pp. 57-171.

24Mises, Human Action, pp. 398-478 and 538-86.
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mechanism" of a monetary injection.25

The same methodological considerations permeate Mises's famous
writings on comparative economic systems. Already in the 1880s and
1890s, Wieser and, in particular, Bohm-Bawerk had critically evalu-
ated the Marxian labor theory of value and discovered fundamental
defects in both the assumptions and the logic.26 However, almost no
thought had been given by either socialist or non-socialist economists
to the efficacy of state economic planning as an alternative to a
market economy. In a series of three books, Socialism (1922),2? Lib-
eralism (1927)28 and A Critique of Interventionism (1929)29 Mises took
up this very question.

Mises saw the issue as concerning questions of knowledge,
change, and adjustment—the Mengerian themes, once again. In the
Walrasian world of general equilibrium, on the other hand, where it
is assumed that the relevant supply and demand conditions are
known and all markets are cleared at equilibrium prices, it superfi-
cially appears as if a "market" outcome and a "planned" outcome are
interchangeable with each other.30 But what are the implications if,
instead, it is assumed that an economy is not in equilibrium and that
constant changes on both the demand and supply sides are an inte-
gral part of the system? In other words, what are the implications in
the real world? How is the coordination of a multitude of individual
human plans and activities to be brought about so as to assure a
tendency towards an efficient allocation of scarce consumer goods and
means of production?

As Mises explained, in a market economy this is accomplished via

Richard M. Ebeling, ed., The Austrian Theory of the Trade Cycle and Other Essays, by
Ludwig von Mises, Gottfried Haberler, Murray N. Rothbard, and Friedrich A. Hayek (New
York: Center for Libertarian Studies, 1978; reprinted by the Ludwig von Mises Institute, 1983).

Bohm-Bawerk, "Unresolved Contradiction in the Marxian Economic System,"
[1976] in Shorter Classics of Bohm-Bawerk, vol. 1 (South Holland, 111.: Libertarian
Press, 1962), pp. 201-301; or Bohm-Bawerk, Karl Marx and the Close of His System
(Clifton, N.J.: Augustus M. Kelley, [1949] 1975), an alternative translation.

2 Ludwig von Mises, Socialism: An Economic and Sociological Analysis [1922; rev.
ed., 1932] (Indianapolis: Liberty Classics, [1951] 1981).

Ludwig von Mises, Liberalism: A Socio-Economic Exposition [1927] (Kansas City,
Kans.: Sheed Andrews and McMeel, [1962] 1978); the original translation was pub-
lished under the title, The Free and Prosperous Commonwealth.

29Ludwig von Mises, A Critique of Interventionism [1929] (New Rochelle, N.Y.:
Arlington House, 1977).

This is not to suggest that Walras believed that a "planned" solution was interchange-
able with a "market" solution. Indeed, he emphasized that the problem was too complex
for any solution other than that provided by the competitive market; see Leon Walras,
Elements of Pure Economics (New York: Augustus M. Kelley, [1954] 1969), p. 106.
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the price mechanism: rivalrous entrepreneurs bid for the use or
purchase of scarce factors of production based upon their respective
anticipations of the relative consumer demands for either existing or
new products. Prices for these factors of production are formed out of
the interaction of, on the one hand, entrepreneurs who have expecta-
tions about the prices consumers would be willing to pay for the final
output the productive factors could assist in producing and, on the
other hand, owners of the productive factors who form expectations
about alternative employment opportunities. In turn, the on-going
process of profit and loss assures that economic control of those scarce
factors of production always tends to be in the hands of those entre-
preneurs who demonstrate a greater capacity for forming a more
nearly correct foresight about changes in underlying market condi-
tions.31

Socialism, Mises argued, negated the entire market process. With-
out private ownership of the means of production, no markets would
exist upon which prices for scarce resources could be generated. And
without real market-created prices, reflecting ever-changing supply
and demand conditions, no rational technique would exist for carry-
ing out the economic calculations required for the estimation of
various least-cost methods of production. Hence, concluded Mises,
the establishment of universal socialism would necessitate the de-
mise of all rational economic planning.32

Government intervention within a market order, Mises reasoned,
ultimately created the same problems as did socialism, only in a more
moderate form. To the extent that the interventions infringed upon
the free market formation of prices and direction of production, to
that extent, market forces—i.e., entrepreneurial attempts to compet-
itively satisfy consumer demands in the most efficient manner—were

31Mises, Human Action, pp. 257-397; and Ludwig von Mises, "Profit and Loss," in
Planning for Freedom, enl. ed. (South Holland, Ind.: Libertarian Press, 1980), pp. 108-50.

32Mises, Human Action, pp. 689-715; also, Ludwig von Mises, "Economic Calculation
in the Socialist Commonwealth" [1920], in Collectivist Economic Planning, F. A. Hayek,
ed., (London: Routledge and Sons, 1935), pp. 87-130. For an extended summary of
Mises's contribution to the socialist calculation debate, see Murray N. Rothbard
"Ludwig von Mises and Economic Calculation Under Socialism," in The Economics of
Ludwig von Mises: Toward a Critical Reappraisal, Lawrence S. Moss, ed. (Kansas City,
Kans.: Sheed Andrews and McMeel, 1976), pp. 67-77; Karen I. Vaughn, "Economic
Calculation under Socialism: The Austrian Contribution," Economic Inquiry 18 (Octo-
ber 1980): 535-54; Don Lavoie, Rivalry and Central Planning: The Socialist Calculation
Debate Reconsidered (New York: Cambridge University Press, 1985); and Richard M.
Ebeling, "Economic Calculation under Socialism: Ludwig von Mises and His Predeces-
sors," in The Meaning of Ludwig von Mises (Auburn, Ala.: The Ludwig von Mises
Institute, forthcoming).
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thwarted. Furthermore, as each government intervention would dis-
tort and disrupt the competitive market price structure, the govern-
ment would continually face the problem of either extending its
controls and regulations in an attempt to compensate for the
imbalances its previous interventions had caused or repeal the
existing interventions and allow a return to a competitive market
arrangement. Thus, Mises insisted, an interventionist, "mixed-
economy" was inherently unstable; logically it required either an
extension of the interventions until all-round planning was estab-
lished via a continuing piecemeal process or else the intervention-
ist state would have to contract until a free market order once
again predominated.33

Mises's conclusion that a market economy was the only reasonable
solution to the problem of economic order was not meant by him to
be taken as a personal value judgment on his part. Quite to the
contrary, he saw it as a purely scientific conclusion to a scientific
problem. Once a society is beyond a primitive economic state, or more
exactly, if it is to get beyond such a state, there must exist a certain
set of institutional structures that enable advantageous utilization
of extensive division of labor. The growing complexity and dispersion
of knowledge that emerges with the division of labor precludes any
successful coordination via some central directing authority. Some
mechanism must assist in this endeavor and the price mechanism,
argued Mises, was just such an apparatus. Information about a
multitude of consumer preferences and entrepreneurial expectations
could be successfully transmitted across a nation, across a continent
and, indeed, across the world through changes in market prices for
both finished goods and the factors of production.

Real market prices—reflecting real preferences, real expecta-
tions, real information about scarcity conditions—were impossible if
private ownership of the factors of production was outlawed, for
without ownership there could be no trades, without the ability to
trade there could be no bids and offers and without bids and offers
there were no real prices. Interventions in a market economy, on the
other hand, did not abrogate prices, but they could distort and disrupt
the informational flow, thus seriously diminishing the efficiency of
the society's extended use of the division of labor. Thus, as a scientist,

' ' Ludwig von Mises, "Middle-of-the-Road Policy Leads to Socialism," in Planning
for Freedom, pp. 18-35. For an elaboration of Mises's critique of intervention linked to
his criticism of economic calculation under socialism, see Israel M. Kirzner, "The Perils
of Regulation: A Market-Process Approach," Discovery and the Capitalist Process
(Chicago: University of Chicago Press, 1985), pp. 119-49.
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Mises felt confident in saying that ultimately there was no alterna-
tive to a thorough-going market order.

We also see in Mises's critique of interventionism the same micro-
economic process analysis that is visible in his monetary studies. An
intervention impinges upon the economic system at some point. The
relative price and production relations of the market are disturbed,
resulting in modifications in the actions of various market partici-
pants that distorts the market order. These modified actions, in turn,
influence the behavior and response of still others, resulting in even
further imbalances and distortions between various supplies and
demands. The implication that Mises drew was that the longer-term,
complex ramifications from any specific intervention can, therefore,
tend to have the consequence of making worse any initial market
condition that the intervention was meant to remedy. Thus, with the
tools of modern economic theory, Mises was able to construct a
sophisticated sequence analysis that reinforced the older arguments
of the Classical Economists concerning the importance of under-
standing both what is seen (the initial, short-run effect of an inter-
vention) and what is unseen (the longer-run consequences) in the
implementation of economic policy.

IV

In the post-war years, the methodological thrust implicit in
Mises's writings was inevitably bound to conflict with the Keynes-
ian spirit of the times. For a wide range of theoretical and policy
issues, microeconomics was declared a defective analytical device.
A "subjectivist" microeconomic approach such as Mises's was cer-
tain to be rejected. Instead, for special "macro"-economic problems,
different tools, it was said, needed to be forged. The search was
made to discover quantitative "functional" relationships that were
postulated to exist between certain economic aggregates, e.g., total
investment and total employment, and total income and total
consumption. The search has ended in dismal failure; it was bound
to fail.

From the beginning its failure was preordained because Key-
nesianism was shot through and through with the fallacy of "concep-
tual realism," i.e., the imputing to statistically derived magnitudes,
attributes and qualities independent of and separate from their
component parts. As Mises's fellow Austrian economist, F. A. Hayek,
has pointed out, the application of such a macroeconomic approach has,
in fact, been "a positive hindrance to further progress" in monetary and
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business cycle theory. Indeed, economic theory, itself, is abrogated by

attempts

to establish direct causal connections between the total quantity of
money, the general level of prices and ... also the total amount of
production. For none of these magnitudes as such ever exerts an
influence on the decisions of individuals; yet, it is on the assumption
of a knowledge of the decisions of individuals that the main propositions
of ... economic theory are based. It is to this "individualistic" method
that we owe whatever understanding of economic phenomena we
possess. ... If, therefore, monetary theory still attempts to establish
causal relations between aggregates and general averages, this means
that monetary theory lags behind the development of economics in
general. In fact, neither aggregates nor averages do act upon one
another, and it will never be possible to establish necessary connec-
tions of cause and effect between them as we can between individual
phenomena, individual prices, etc.

The crucial point against this still prevailing macroeconomic approach
is that the aggregate components entering into the analysis are all
elements having no existence of their own outside the economist's own
calculations of the chosen magnitudes. The "price level," for example, is
a statistical averaging at a point in time of a group of selected and
weighted prices. But the individuals in the market place are never
confronted by such a statistical "price level." What they do face is an
array of particular prices representing the exchange ratios between
money and every good or service against which the medium of exchange
is traded. Any calculated change in the "price level" can only be an ex
post statistical averaging of a series of individual price changes. The
causal links generating changes in market decisions will have been the
alterations in the specific, individual exchange ratios between money
and various goods, not a statistical "price level" created by the economic
analyst after all the individual price changes have already worked, or
are still in the process of working, their effects upon the economy.

The same reasoning applies to any measured changes in total
output and total employment. Such statistical calculations are, again,
purely the ex post summations and averaging of an array of changes
in particular and individual outputs and specific and individual
employment opportunities. One cannot, in any meaningful sense,
separate the "total" changes from the particular circumstances in each
sector of the economy that has contributed to the measured "total"
outcome. Any attempt to do so must necessarily eliminate practically

Friedrich A. Hayek, Prices and Production [1935] (New York: Augustus M. Kelley,
1967), pp. 4-5.
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all possibility of analyzing the conditions that have generated these
changes as well as the forces that would have to come into operation
to either maintain or change further the output and employment
"levels" already attained.35

The inevitable conclusion that the bulk of macroeconomics must
be seen as having shunted economic theory on to a wrong track has
been too much for some economists to take. In a methodological
discussion that included a critical evaluation of Mises and the
Austrian School, Professor Mark Blaug perceived "what methodolog-
ical individualism strictly interpreted ... would imply for econom-
ics. In effect, it would rule out all macroeconomic propositions that
cannot be reduced to microeconomic ones, and since few have yet
been so reduced, this amounts in turn to saying goodbye to almost
the whole of received macroeconomics." In exasperation, Blaug
declares, "[t]here must be something wrong with a methodological
principle that has such devastating implications."36

In reply to Blaug, I can do no better than to quote another
economist, Arthur W. Marget, who, like Mises, was washed away in
the tidal wave of Keynesian euphoria because he, too, questioned the
very foundation of Keynes's system:

It is a fundamental methodological proposition of "modern" versions
of the "general" Theory of Value that all categories with respect to
"supply" and "demand" must be unequivocally related to categories
which present themselves to the minds of those "economizing" indi-
viduals (or individual business firms) whose calculations make the
"supplies" and "demands" realized in the market what they are ...
[T]he type of problem raised by the necessity for establishing a relation
between these "microeconomic" decisions and these "macroeconomic"
processes is not solved by the arbitrary introduction of an "aggregate
supply function" and an "aggregate demand function" for industry as
a whole, in defiance of the fact that neither of these "functions" deals
with elements which enter directly into the calculations of the indi-
vidual entrepreneurs whose "microeconomic" decisions and actions
make "macroeconomic" processes what they are. On the contrary, it
must be said, of such an attempt at "solution," that it misconceives
entirely the true nature of the relation between microeconomic anal-
ysis and macroeconomic analysis. ...37

35See Roger W. Garrison, "Intertemporal Coordination and the Invisible Hand: An
Austrian Perspective on the Keynesian Vision," History of Political Economy 17, no. 2
(Summer 1985): 309-21.

36Mark Blaug, The Methodology of Economics, or How Economists Explain (Cam-
bridge: Cambridge University Press, 1980), pp. 51 and 91-93.

37Arthur W. Marget, The Theory of Prices, vol. 2 [1942] (New York: Augustus M.
Kelley, 1966), pp. 541 and 544.
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Up until recently, a good many macro-theorists abdicated any
responsibility for even trying to establish microeconomic linkages.
While the last few years have seen the development of a new
literature with this goal as its motivating force, it has developed
along mostly "static" lines, i.e., an analysis of the choice theoretics
that serve as the logic guiding the market participants in selecting
particular pricing, output, and employment options, with the micro-
economic quantities then being summed into macroeconomic to-
tals.

The Austrians, following the directions suggested by Mises,
have attempted a much more dynamic analysis. The heart of
Mises's "step-by-step" procedure is to show how changes in the
various microeconomic elements set in motion sequential effects
through time that generate modifications in individual actions,
which, in turn, result in changes not only in the "aggregate"
quantities but in the relative price and production structures, as
well.38

This has been clearly explained by another Austrian, Oskar
Morgenstern. Using an inflationary process as an example,
Morgenstern argued that if,

no account is given where this additional money originates from,
where it is injected, with what different magnitudes and how it
penetrates (through which paths and channels and with what
speed), into the body economic, very little information is given. The
same total addition will have different consequences if it is injected
via consumer's loans, or producer's borrowings, via the Defense
Department, or via unemployment subsidies, etc. Depending on the
existing conditions of the economy, each point of injection will
produce different consequences for the same aggregate amount of
money, so that the monetary analysis will have to be combined with
an equally detailed analysis of changing flows of commodities and

39

services.
The emphasis placed by Mises and the Austrians on analyzing

macroeconomic phenomena in terms of microeconomic processes led

38Cf. Richard M. Ebeling, "Ludwig von Mises and the Gold Standard," in The Gold
Standard: An Austrian Perspective, by Llewellyn H. Rockwell, Jr., ed. (Lexington, Mass:
Lexington Books, 1985), pp. 35-59; also Richard M. Ebeling, "Ludwig von Mises and
Some Contemporary Economic Themes," in Homage to Mises: The First Hundred Years,
by John K. Andrews, ed. (Hillsdale, Mich.: Hillsdale College Press, 1981), pp. 38-44.

9Oskar Morgenstern, "Thirteen Critical Points in Contemporary Economic Theory:
An Interpretation," Journal of Economic Literature 10, no. 4 (December 1972): 1184;
reprinted in Selected Economic Writings by Oskar Morgenstern, Andrew Schotter, ed.
(New York: New York University Press, 1976), p. 288.
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Joseph Schumpeter to conclude that, "the Austrian way of emphasiz-
ing the behavior or decisions of individuals and of defining exchange
value of money with respect to individual commodities rather than
with respect to a price level of one kind or another has its merits,
particularly in the analysis of an inflationary process; it tends to
replace a simple but inadequate picture by one which is less clear-cut
but more realistic and richer in results."40

Such an approach, it is important to bring out, has significance
for more than "pure theory" alone. The continuing crisis in macro-
economic theory reflects the consequences of ignoring these very
aspects of microeconomic dynamics. Directing all their attention
to policy effects on "total" demand, "aggregate" employment and
the general "price-level," the Praetorian Guard of the aging
"New Economics" still remains blind to the warping effect their
policies have had on the entire structure of the economy. Perpet-
ual monetary injections by the central bank (the Federal Reserve
System) have disrupted the market price structure, creating
artificial employment opportunities and, thus, inducing massive
misdirections of labor and capital. Fiscal policies have so dis-
torted incentive structures that savings in the United States is
among the lowest in the Western World. And layers of interven-
tions and regulatory acts have severely curtailed effective utili-
zation of existing productive capacity as well as narrowing the
range of opportunities open to new entrepreneurial discovery
and innovation.

The present times, however, seem to offer a chance for a change.
With orthodox Keynesianism in disrepute, with a new and growing
awareness and sympathy for the free market among economists and
with increasing concern among the general public over the degree of
government intervention in social and economic affairs, a reversal
might just be possible.

V
The present volume, by one of the leading figures of twentieth

century economic thought, and touching on almost every major issue
of the day, could serve as an important handbook in bringing about
such a reversal in both theory and policy.

The essays contained in this collection, many previously unpub-

40 Joseph A. Schumpeter, History of Economic Analysis (New York: Oxford University
Press, 1954), p. 1090.
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lished, offer a convenient composite of "Misesian economics." They
include discussions of almost every aspect of economic and social
theory that Mises considered of paramount importance. Further-
more, in many instances they offer applications of Mises's schema
that are not to be found in his other writings.

The first three essays, on "Method," carefully delineate the differ-
ences between the social and natural sciences, discuss the importance
of value-freedom in social analysis and explain the distinction that
Mises saw between his science of human action—praxeology— and
the methods of the German Historical School.

The next five essays, on "Money," discuss the unique position of
money in economic exchange, the distortive effects of monetary ex-
pansion on market activity and the devastating consequences of
ever-worsening inflation. Of particular interest is an analysis by
Mises of the limits of any attempt to stabilize economic activity via
stabilization of the price level.

The following four essays, on "Trade," focus on the economic
distortions and inefficiencies arising in a world of economic nation-
alism. Though mostly written in the 1940s and early 1950s, these
essays are more relevant than ever. With third-world countries
aggressively pursuing policies of economic self-sufficiency and
with a rising tide of protectionism in the industrialized western
nations, Mises's warnings of the danger of international conflict and
war in a world without free trade will be found particularly cogent.

The seven essays, on "Comparative Economic Systems," analyze
the political-economic clash between the free market order and col-
lectivist economic planning. Included are detailed studies of social-
ism, the cooperatives movement, and the economic basis for group
conflicts.

The final two essays, on "Ideas," emphasize that the ultimate
contest in politics and economics is not between nations and armies,
but between the ideas that rule the actions of men.

The noted German economist Wilhelm Ropke once recounted how
the reading of Mises's post-World War I book, Nation, State, and
Economy (1919) had been "in many ways the redeeming answer to
the questions tormenting a young man who had just come back from
the trenches."41 With the collapse of Keynesian supremacy and the

41Wilhelm Ropke, "Homage to a Master and a Friend," The Mont Pelerin Quarterly
(October 1961): 6.
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initiation of a new battle of ideas among economists and policy-mak-
ers, the writings of Ludwig von Mises might once again be of assis-
tance to the new generation of combatants who will be manning the
intellectual trenches. It is with this idea in mind that this volume of
essays on Money, Method, and the Market Process is offered to the
public.

Richard M. Ebeling
Ludwig von Mises Assistant Professor

of Economics
Hillsdale College
Hillsdale, Michigan
September 1989



Method





Social Science
and Natural Science

T 1

he foundations of the modern social sciences were laid in the
eighteenth century. Up to this time we find history only. Of

course, the writings of the historians are full of implications which
purport to be valid for all human action irrespective of time and
milieu, and even when they do not explicitly set forth such theses they
necessarily base their grasp of the facts and their interpretation on
assumptions of this type. But no attempt was made to clarify these
tacit suppositions by special analysis.

On the other hand the belief prevailed that in the field of human
action no other criterion could be used than that of good and bad. If
a policy did not attain its end, its failure was ascribed to the moral
insufficiency of man or to the weakness of the government. With good
men and strong governments everything was considered feasible.

Then in the eighteenth century came a radical change. The founders
of Political Economy discovered regularity in the operation of the mar-
ket. They discovered that to every state of the market a certain state of
prices corresponded and that a tendency to restore this state made itself
manifest whenever anything tried to alter it. This insight opened a new
chapter in science. People came to realize with astonishment that
human actions were open to investigation from other points of view

[Reprinted from Journal of Social Philosophy and Jurisprudence 7, no. 3 (April
1942)—Ed.]
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than that of moral judgment. They were compelled to recognize a
regularity which they compared to that with which they were already
familiar in the field of the natural sciences.

Since the days of Cantillon, Hume, the Physiocrats and Adam
Smith, economic theory has made continuous—although not steady—
progress. In the course of this development it has become much more
than a theory of market operations within the frame of a society based
on private ownership of the means of production. It has for some time
been a general theory of human action, of human choice and preference.

II
The elements of social cognition are abstract and not reducible to

any concrete images that might be apprehended by the senses. To
make them easier to visualize one likes to have recourse to metaphor-
ical language. For some time the biological metaphors were very
popular. There were writers who overworked this metaphor to ridic-
ulous extremes. It will suffice to cite the name of Lilienfeld.1

Today the mechanistic metaphor is much more in use. The theo-
retical basis for its application is to be found in the positivist view of
social science. Positivism blithely waved aside everything which
history and economics taught. History, in its eyes, is simply no
science; economics a special kind of metaphysics. In place of both,
Positivism postulates a social science which has to be built up by the
experimental method as ideally applied in Newtonian physics. Eco-
nomics has to be experimental, mathematical and quantitative. Its
task is to measure, because science is measurement. Every statement
must be open to verification by facts.

Every proposition of this positivist epistemology is wrong.
The social sciences in general and economics in particular cannot

be based on experience in the sense in which this term is used by the
natural sciences. Social experience is historical experience. Of course
every experience is the experience of something passed. But what
distinguishes social experience from that which forms the basis of the
natural sciences is that it is always the experience of a complexity of

JCf. for instance Paul von Lilienfeld La Pathologie Sociale [Social Pathology] (Paris,
1896). ["When a government takes a loan from the House of Rothschild organic sociology
conceives the process as follows: ... 'The House of Rothschild's operation, on such an
occasion, is precisely similar to the action of a group of body cells which cooperate in
the production of the blood necessary for nourishing the brain, in hope of being
compensated by a reaction of the gray matter cells which they need to reactivate and
to accumulate new energies,' Ibid., p. 104," in Ludwig von Mises, Socialism, J. Kahane,
trans. (Indianapolis, Ind.: Liberty Classics, 1981), p. 257 n.—Ed.]
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phenomena. The experience to which the natural sciences owe all
their success is the experience of the experiment. In the experiments
the different elements of change are observed in isolation. The control
of the conditions of change provides the experimenter with the means
of assigning to each effect its sufficient cause. Without regard to the
philosophical problem involved he proceeds to amass "facts." These
facts are the bricks which the scientist uses in constructing his
theories. They constitute the only material at his disposal. His
theory must not be in contradiction with these facts. They are the
ultimate things.

The social sciences cannot make use of experiments. The experi-
ence with which they have to deal is the experience of complex
phenomena. They are in the same position as acoustics would be if
the only material of the scientist were the hearing of a concerto or
the noise of a waterfall. It is nowadays fashionable to style the
statistical bureaus laboratories. This is misleading. The material
which statistics provides is historical, that means the outcome of a
complexity of forces. The social sciences never enjoy the advantage of
observing the consequences of a change in one element only, other
conditions being equal.

It follows that the social sciences can never use experience to verify
their statements. Every fact and every experience with which they
have to deal is open to various interpretations. Of course, the experi-
ence of a complexity of phenomena can never prove or disprove a
statement in the way in which an experiment proves or disproves. We
do not have any historical experience whose import is judged identi-
cally by all people. There is no doubt that up to now in history only
nations which have based their social order on private ownership of
the means of production have reached a somewhat high stage of
welfare and civilization. Nevertheless, nobody would consider this
as an incontestable refutation of socialist theories. In the field of the
natural sciences there are also differences of opinion concerning the
interpretation of complex facts. But here freedom of explanation is
limited by the necessity of not contradicting statements satisfactorily
verified by experiments. In the interpretation of social facts no such
limits exist. Everything could be asserted about them provided that we
are not confined within the bounds of principles of whose logical nature
we intend to speak later. Here however we already have to mention that
every discussion concerning the meaning of historical experience imper-
ceptibly passes over into a discussion of these principles without any
further reference to experience. People may begin by discussing the lesson
to be learnt from an import duty or from the Russian Soviet system; they
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will very quickly be discussing the general theory of interregional trade
or the no less pure theory of socialism and capitalism.

The impossibility of experimenting means concomitantly the im-
possibility of measurement. The physicist has to deal with magni-
tudes and numerical relations, because he has the right to assume
that certain invariable relations between physical properties subsist.
The experiment provides him with the numerical value to be assigned
to them. In human behavior there are no such constant relations,
there is no standard which could be used as a measure and there are
no experiments which could establish uniformities of this type.

What the statistician establishes in studying the relations be-
tween prices and supply or between supply and demand is of histor-
ical importance only. If he determines that a rise of 10 per cent in the
supply of potatoes in Atlantis in the years between 1920 and 1930
was followed by a fall in the price of potatoes by 8 per cent, he does
not say anything about what happened or may happen with a change
in the supply of potatoes in another country or at another time. Such
measurements as that of elasticity of demand cannot be compared
with the physicist's measurement, e.g., specific density or weight of
atoms. Of course everybody realizes that the behavior of men
concerning potatoes and every other commodity is variable. Differ-
ent individuals value the same things in a different way, and the
valuation changes even with the same individual with changing
conditions. We cannot categorize individuals in classes which react
in the same way, and we cannot determine the conditions which
evoke the same reaction. Under these circumstances we have to
realize that the statistical economist is an historian and not an
experimenter. For the social sciences, statistics constitutes a
method of historical research.

In every science the considerations which result in the formula-
tion of an equation are of a non-mathematical character. The formu-
lation of the equation has a practical importance because the constant
relations which it includes are experimentally established and be-
cause it is possible to introduce specific known values in the function
to determine those unknown. These equations thus lie at the basis of
technological designing; they are not only the consummation of the
theoretical analysis but also the starting point of practical work. But
in economics, where there are no constant relations between magni-
tudes, the equations are void of practical application. Even if we could
dispose of all qualms concerning their formulation we would still have
to realize that they are without any practical use.
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But the chief objection which must be raised to the mathematical
treatment of economic problems comes from another ground: it really
does not deal with the actual operations of human actions but with a
fictitious concept that the economist builds up for instrumental
purposes. This is the concept of static equilibrium.

For the sake of grasping the consequences of change and the
nature of profit in a market economy the economist constructs a
fictitious system in which there is no change. Today is like yesterday
and tomorrow will be like today. There is no uncertainty about the
future, and activity therefore does not involve risk. But for the
allowance to be made of interest, the sum of the prices of the comple-
mentary factors of production exactly equals the price of the product,
which means there is no room left for profit. But this fictitious concept
is not only unrealizable in actual life; it cannot even be consistently
carried to its ultimate conclusions. The individuals in this fictitious
world would not act, they would not have to make choices, they would
just vegetate. It is true that economics, exactly because it cannot
make experiments, is bound to apply this and other fictitious concepts
of a similar type. But its use should be restricted to the purposes
which it is designed to serve. The purpose of the concept of static
equilibrium is the study of the nature of the relations between costs
and prices and thereby of profits. Outside of this it is inapplicable,
and occupation with it vain.

Now all that mathematics can do in the field of economic studies
is to describe static equilibrium. The equations and the indifference
curves deal with a fictitious state of things, which never exists
anywhere. What they afford is a mathematical expression of the
definition of static equilibrium. Because mathematical economists
start from the prejudice that economics has to be treated in mathe-
matical terms they consider the study of static equilibrium as the
whole of economics. The purely instrumental character of this concept
has been overshadowed by this preoccupation.

Of course, mathematics cannot tell us anything about the way by
which this static equilibrium could be reached. The mathematical
determination of the difference between any actual state and the
equilibrium state is not a substitute for the method by which the
logical or non-mathematical economists let us conceive the nature of
those human actions which necessarily would bring about equilib-
rium provided that no further change occurs in the data.

Occupation with static equilibrium is a misguided evasion of the
study of the main economic problems. The pragmatic value of this
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equilibrium concept should not be underrated, but it is an instrument
for the solution of one problem only. In any case the mathematical
elaboration of static equilibrium is mere by-play in economics.

The case is similar with the use of curves. We may represent the
price of a commodity as the point of intersection of two curves, the
curve of demand and the curve of supply. But we have to realize that
we do not know anything about the shape of these curves. We know
a posteriori the prices, which we assume to be the points of intersec-
tion, but we do not know the form of the curve either in advance or
for the past. The representation of the curves is therefore nothing
more than a didactic means of rendering the theory graphic and hence
more easily comprehensible.

The mathematical economist is prone to consider the price either
as a measurement of value or as equivalent to the commodity. To this
we have to say that prices are not measured in money but that they
are the amount of money exchanged for a commodity. The price is not
equivalent to the commodity. A purchase takes place only when the
buyer values the commodity higher than the price, and the seller
values it lower than the price. Nobody has the right to abstract from
this fact and to assume an equivalence where there is a difference in
valuation. When either one of the parties considers the price as the
equivalent of the commodity no transaction takes place. In this sense
we may say every transaction is for both parties a "bargain."

I l l

Physicists consider the objects of their study from without. They
have no knowledge of what is going on in the interior, in the "soul,"
of a falling stone. But they have the opportunity to observe the falling
of the stone in experiments and thereby to discover what they call the
laws of falling. From the results of such experimental knowledge they
build up their theories proceeding from the special to the more
general, from the concrete to the more abstract.

Economics deals with human actions, not as it is sometimes said,
with commodities, economic quantities or prices. We do not have the
power to experiment with human actions. But we have, being human
ourselves, a knowledge of what goes on within acting men. We know
something about the meaning which acting men attach to their
actions. We know why men wish to change the conditions of their
lives. We know something about that uneasiness which is the ulti-
mate incentive of the changes which they bring about. A perfectly
satisfied man or a man who although unsatisfied did not see any
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means of improvement would not act at all.
Thus the economist is, as Cairnes says, at the outset of his researches

already in possession of the ultimate principles governing the phe-
nomena which form the subject of his study, whereas mankind has
no direct knowledge of ultimate physical principles.2 Herein lies the
radical difference between the social sciences (moral sciences,
Geisteswissenschaften) and the natural sciences. What makes natural
science possible is the power to experiment; what makes social sci-
ence possible is the power to grasp or to comprehend the meaning of
human action.

We have to distinguish two quite different kinds of this compre-
hension of the meaning of action: we conceive and we understand.

We conceive the meaning of an action, that is to say, we take an
action to be such. We see in the action the endeavor to reach a goal
by the use of means. In conceiving the meaning of an action we
consider it as a purposeful endeavor to reach some goal, but we do
not regard the quality of the ends proposed and of the means applied.
We conceive activity as such, its logical (praxeological) qualities and
categories. All that we do in this conceiving is by deductive analysis
to bring to light everything which is contained in the first principle
of action and to apply it to different kinds of thinkable conditions.
This study is the object of the theoretical science of human action
(praxeology) and in particular of its hitherto most developed branch,
economics (economic theory).

Economics therefore is not based on or derived (abstracted) from
experience. It is a deductive system, starting from the insight into
the principles of human reason and conduct. As a matter of fact all
our experience in the field of human action is based on and condi-
tioned by the circumstance that we have this insight in our mind.
Without this a priori knowledge and the theorems derived from it we
could not at all realize what is going on in human activity. Our
experience of human action and social life is predicated on praxeolog-
ical and economic theory.

It is important to be aware of the fact that this procedure and
method are not peculiar only to scientific investigation but are the
mode of ordinary daily apprehension of social facts. These aprioristic
principles and the deductions from them are applied not only by the
professional economist but by everybody who deals with economic
facts or problems. The layman does not proceed in a way significantly

[John E. Cairnes, The Character and Logical Method of Political Economics [1875]
(New York: Augustus M. Kelley, 1965), pp. 89-97—Ed.]
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different from that of the scientist; only he sometimes is less critical,
less scrupulous in examining every step in the chain of his deductions
and therefore sometimes more subject to error. One need only observe
any discussion on current economic problems to realize that its course
turns very soon towards a consideration of abstract principles without
any reference to experience. You cannot, for instance, discuss the
Soviet system without falling back on the general principles both of
capitalism and socialism. You cannot discuss a wage and hours bill
without falling back on the theory of wages, profits, interests and
prices, that means the general theory of a market society. The "pure
fact"—let us set aside the epistemological question whether there is
such a thing—is open to different interpretations. These interpreta-
tions require elucidation by theoretical insight.

Economics is not only not derived from experience, it is even
impossible to verify its theorems by appeal to experience. Every
experience of a complex phenomenon, we must repeat, can be and is
explained in different ways. The same facts, the same statistical
figures are claimed as confirmations of contradictory theories.

It is instructive to compare the technique of dealing with experi-
ence in the social sciences with that in the natural sciences. We have
many books on economics which, after having developed a theory,
annex chapters in which an attempt is made to verify the theory
developed by an appeal to the facts. This is not the way which the
natural scientist takes. He starts from facts experimentally estab-
lished and builds up his theory in using them. If his theory allows a
deduction that predicts a state of affairs not yet discovered in
experiments he describes what kind of experiment would be crucial
for his theory; the theory seems to be verified if the result conforms
to the prediction. This is something radically and significantly dif-
ferent from the approach taken by the social sciences.

To confront economic theory with reality we do not have to try to
explain in a superficial way facts interpreted differently by other
people so that they seem to verify our theory. This dubious procedure
is not the way in which reasonable discussion can take place. What
we have to do is this: we have to inquire whether the special condi-
tions of action which we have implied in our reasoning correspond to
those we find in the segment of reality under consideration. A theory
of money (or rather of indirect exchange) is correct or not without
reference to the question of whether the actual economic system
under examination employs indirect exchange or only barter.

The method applied in these theoretical aprioristic considerations
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is the method of speculative constructions. The economist—and like-
wise the layman in his economic reasoning—builds up an image of a
non-existent state of things. The material for this construction is
drawn from an insight into the conditions of human action. Whether
the state of affairs which these speculative constructions depict
corresponds or could correspond to reality is irrelevant for their
instrumental efficiency. Even unrealizable constructions can render
valuable service in giving us the opportunity to conceive what makes
them unrealizable and in what respect they differ from reality. The
speculative construction of a socialist community is indispensable for
economic reasoning notwithstanding the question of whether such a
society could or could not be realized.

One of the best known and most frequently applied speculative
constructions is that of a state of static equilibrium mentioned above.
We are fully aware that this state can never be realized. But we
cannot study the implications of changes without considering a
changeless world. No modern economist will deny that the applica-
tion of this speculative concept has rendered invaluable service in
elucidating the character of entrepreneur's profits and losses and the
relation between costs and prices.

All our economic reasoning operates with these speculative con-
cepts. It is true that the method has its dangers; it easily lends itself
to errors. But we have to use it because it is the only method available.
Of course, we have to be very careful in using it.

To the obvious question, how a purely logical deduction from
aprioristic principles can tell us anything about reality, we have to
reply that both human thought and human action stem from the same
root in that they are both products of the human mind. Correct results
from our aprioristic reasoning are therefore not only logically irrefut-
able, but at the same time applicable with all their apodictic certainty
to reality provided that the assumptions involved are given in reality.
The only way to refuse a conclusion of economics is to demonstrate
that it contains a logical fallacy. It is another question whether the
results obtained apply to reality. This again can be decided only by
the demonstration that the assumptions involved have or do not have
any counterpart in the reality which we wish to explain.

The relation between historical experience—for every economic
experience is historical in the sense that it is the experience of
something past—and economic theory is therefore different from that
generally assumed. Economic theory is not derived from experience.
It is on the contrary the indispensable tool for the grasp of economic
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history. Economic history can neither prove nor disprove the teach-
ings of economic theory. It is on the contrary economic theory which
makes it possible for us to conceive the economic facts of the past.

IV

But to orient ourselves in the world of human actions we need to
do more than merely conceive the meaning of human action. Both the
acting man and the purely observing historian have not only to
conceive the categories of action as economic theory does; they have
besides to understand (uerstehen) the meaning of human choice.

This understanding of the meaning of action is the specific method
of historical research. The historian has to establish the facts as far
as possible by the use of all the means provided both by the theoretical
sciences of human action—praxeology and its hitherto most devel-
oped part, economics—and by the natural sciences. But then he has
to go farther. He has to study the individual and unique conditions of
the case in question. Indiuiduum est ineffabile. Individuality is given
to the historian, it is exactly that which cannot be exhaustively
explained or traced back to other entities. In this sense individuality
is irrational. The purpose of specific understanding as applied by the
historical disciplines is to grasp the meaning of individuality by a
psychological process. It establishes the fact that we face something
individual. It fixes the valuations, the aims, the theories, the beliefs
and the errors, in a word, the total philosophy of the acting individ-
uals and the way in which they envisaged the conditions under which
they had to act. It puts us into the milieu of the action. Of course this
specific understanding cannot be separated from the philosophy of
the interpreter. That degree of scientific objectivity which can be
reached in the natural sciences and in the aprioristic sciences of logic
and praxeology can never be attained by the moral or historical
sciences {Geisteswissenschaften) in the field of the specific under-
standing. You can understand in different ways. History can be
written from different points of view. The historians may agree in
everything that can be established in a rational way and nevertheless
widely disagree in their interpretations. History therefore has always
to be rewritten. New philosophies demand a new representation of
the past.

The specific understanding of the historical sciences is not an act
of pure rationality. It is the recognition that reason has exhausted all
its resources and that we can do nothing more than to try as well as
we may to give an explanation of something irrational which is
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resistant to exhaustive and unique description. These are the tasks
which the understanding has to fulfill. It is, notwithstanding, a
logical tool and should be used as such. It should never be abused for
the purpose of smuggling into the historical work obscuranticism,
mysticism and similar elements. It is not a free charter for nonsense.

It is necessary to emphasize this point because it sometimes happens
that the abuses of a certain type of historicism are justified by an appeal
to a wrongly interpreted "understanding." The reasoning of logic,
praxeology and of the natural sciences can under no circumstances
be invalidated by the understanding. However strong the evidence
supplied by the historical sources may be, and however understand-
able a fact may be from the point of view of theories contemporaneous
with it, if it does not fit into our rationale, we cannot accept it. The
existence of witches and the practice of witchcraft are abundantly
attested by legal proceedings; yet we will not accept it. Judgments of
many tribunals are on record asserting that people have depreciated
a country's currency by upsetting the balance of payments; yet we
will not believe that such actions have such effects.

It is not the task of history to reproduce the past. An attempt to
do so would be vain and would require a duplication not humanly
possible. History is a representation of the past in terms of concepts.
The specific concepts of historical research are type concepts. These
types of the historical method can be built up only by the use of the
specific understanding and they are meaningful only in the frame of
the understanding to which they owe their existence. Therefore not
every type-concept which is logically valid can be considered as useful
for the purpose of understanding. A classification is valid in a logical
sense if all the elements united in one class are characterized by a
common feature. Classes do not exist in actuality, they are always a
product of the mind which in observing things discovers likenesses
and differences. It is another question whether a classification which
is logically valid and based on sound considerations can be used for
the explanation of given data. There is for instance no doubt that a
type or class "Fascism" which includes not only Italian Fascism but
also German Nazism, the Spanish system of General Franco, the
Hungarian system of Admiral Horthy and some other systems can be
constructed in a logically valid way and that it can be contrasted to
a type called "Bolshevism," which includes the Russian Bolshevism
and the system of Bela Kun in Hungary and of the short Soviet
episode of Munich. But whether this classification and the inference
from it which sees the world of the last twenty years divided into the
two parties, Fascists and Bolsheviks, is the right way to understand
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present-day political conditions is open to question. You can under-
stand this period of history in a quite different way by using other
types. You may distinguish Democracy and Totalitarianism, and then
let the type Democracy include the Western Capitalist system and
the type Totalitarianism include both Bolshevism and what the other
classification terms Fascism. Whether you apply the first or the
second typification depends on the whole mode in which you see
things. The understanding decides upon the classification to be used,
and not the classification upon the understanding.

The type-concepts of the historical or moral sciences
(Geisteswissenschaften) are not statistical averages. Most of the fea-
tures used for classification are not subject to numerical determina-
tion, and this alone renders it impossible to construct them as statis-
tical averages. These type-concepts (in German one uses the term
Ideal-Typus in order to distinguish them from the type-concepts of
other sciences, especially of the biological ones) ought not to be
confused with the praxeological concepts used for the conceiving of
the categories of human action. For instance: the concept "entrepre-
neur" is used in economic theory to signify a specific function, that is
the provision for an uncertain future. In this respect everybody has
to some extent to be considered as an entrepreneur. Of course, it is
not the task of this classification in economic theory to distinguish
men, but to distinguish functions and to explain sources of profit or
loss. Entrepreneur in this sense is the personification of the function
which results in profit or loss. In economic history and in dealing with
current economic problems the term "entrepreneur" signifies a class
of men who are engaged in business but who may in many other
respects differ so much that the general term entrepreneur seems to
be meaningless and is used only with a special qualification, for
instance big (medium-sized, small) business, "Wall Street," arma-
ments business, German business, etc. The type entrepreneur as used
in history and politics can never have the conceptual exactitude
which the praxeological concept entrepreneur has. You never meet in
life men who are nothing else than the personification of one function
only.3

The preceding remarks justify the conclusion that there is a
radical difference between the methods of the social sciences and

3For the sake of completeness we have to remark that there is a third use of the
term entrepreneur in law which has to be carefully distinguished from the two
mentioned above.
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those of the natural sciences. The social sciences owe their progress
to the use of their particular methods and have to go further along
the lines which the special character of their object require. They do
not have to adopt the methods of the natural sciences.

It is a fallacy to recommend to the social sciences the use of
mathematics and to believe that they could in this way be made more
"exact." The application of mathematics does not render physics more
exact or more certain. Let us quote Einstein's remark: "As far as
mathematical propositions refer to reality they are not certain and
as far as they are certain they do not refer to reality." It is different
with praxeological propositions. These refer with all their exactitude
and certainty to the reality of human action. The explanation of this
phenomenon lies in the fact that both—the science of human action
and human action itself—have a common root, i.e., human reason. It
would be a mistake to assume that the quantitative approach could
render them more exact. Every numerical expression is inexact be-
cause of the inherent limitations of human powers of measurement.
For the rest we have to refer to what has been said above on the purely
historical character of quantitative expressions in the field of the
social sciences.

The reformers who wish to improve the social sciences by adopting
the methods of the natural sciences sometimes try to justify their
efforts by pointing to the backward state of the former. Nobody will
deny that the social sciences and especially economics are far from
being perfect. Every economist knows how much remains to be done.
But two considerations must be kept in mind. First, the present
unsatisfactory state of social and economic conditions has nothing to
do with an alleged inadequacy in economic theory. If people do not
use the teachings of economics as a guide for their policies they cannot
blame the discipline for their own failure. Second, if it may some day
be necessary to reform economic theory radically this change will not
take its direction along the lines suggested by the present critics. The
objections of these are thoroughly refuted forever.



The Treatment of "Irrationality
in the Social Sciences

o i
ne of the manifestations of the present-day "revolt against
reason" is the tendency to find fault with the social sciences for

being purely rational. Life and reality, say the critics, are irrational; it
is quite wrong to deal with them as if they were rational and open to
interpretation by reasoning. Rationalism fixes its eyes upon accessory
matters only; its cognition is shallow and lacks profundity; it does not
penetrate to the essence of things. It is an absurdity to press into dry
rational schemes and into bloodless abstractions the finite variety of
life's phenomena. What is needed is a science of irrationality and an
irrational science.

The main target of these attacks is the theoretical science of human
action, praxeology, and especially its hitherto best-developed part, econom-
ics or catallactics. But their scope includes the historical discipline too.

It should be realized that political motives have prompted this storm.
Political parties and pressure groups whose programs cannot stand
criticism based on dispassionate reasoning grasp at the straw of such
an evasion. But science does not have the right to dispose of any objection
merely on account of the motives which instigated it; it is not entitled
to assume beforehand that a disapprobation must needs be unfounded
because some of its supporters are imbued by party bias. It is bound to
reply to every censure without any regard to its underlying motives and
its background.

[Reprinted from Philosophy and Phenomenological Research 4, no. 4 (June 1944)—
Ed.]
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The challenge to reason and rationality did not rise in Germany.
Like all other social doctrines and philosophies it had its origin in
Western Europe. But it has prospered better on German soil than
anywhere else. It has for a long time been the official doctrine of the
Prussian universities. It has fashioned present-day German mental-
ity, and the Nazi philosophers proudly style it "German social philos-
ophy." German Staatswissenschaften have refuted economics whole-
sale as a spurious product of the British and the Austrian mind, and
German historians have disparaged the achievements of Western
historiography. However, we should not forget that a long line of
German philosophers and historians have brilliantly succeeded in
the elucidation of the epistemological problems of history.1 Of course,
to the men to whom we are indebted for these contributions no place
is assigned in present-day Germany's Hall of Fame.

It would be logical to provide at the outset of a study devoted to
the problems of "rationality" and "irrationality" a precise definition
of the two terms. But it is impossible to conform to this legitimate
requirement. It is precisely the characteristic feature of the objec-
tions with which we have to deal that they apply terms in a vague
and ambiguous manner. They defy definiteness and logical strictness
as inappropriate means for grasping of life and reality and cling to
obscurity on purpose. They do not aim at clarity, but at depth (Tiefe).
They are proud of being inexact and of talking in metaphors.

The problem which we have to investigate is this. Is it true or not
that the social sciences lost the right way because they apply discur-
sive reasoning? Do we have to look for other avenues of approach than
those provided by ratiocination and historical experience?

II

The scope of the social sciences is human action. History deals with
past events, representing them from the viewpoint of various aspects.
It embraces history proper, philology, ethnology; anthropology is a
branch of history as far as it is not a part of biology, and psychology as
far as it is neither physiology nor epistemology or philosophy. Economic
history, descriptive economics, and economic statistics are, of course,
history. The term sociology is used in two different meanings. Descrip-
tive sociology deals with those historical phenomena of human action
which are not viewed in descriptive economics; it overlaps to some

For a critical presentation of these theories, cf. Talcott Parsons' The Structure of
Social Action (New York, Macmillan, 1937); Raymond Aron, German Sociology [1938]
(Westport. CT.: Greenwood Press, 1954).
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extent the field claimed by ethnology and anthropology. General sociol-
ogy, on the other hand, approaches historical experience from a more
nearly universal viewpoint than that of the other historical branches.
History proper, for instance, deals with an individual town or with towns
in a definite period or with an individual people or with a certain
geographical area. Max Weber in his main treatise deals with the town
in general, i.e., with the whole historical experience concerning towns
without any limitation to historical periods, geographical areas, or
individual peoples, nations, races, and civilizations.2 The subject-matter
of all historical sciences is the past, they cannot teach us anything which
would be valid for all human actions, that means for the future too.

The natural sciences too deal with past events. Of course, every
experience is an experience of something passed away; there is no
experience of future happenings. But the experience to which the
natural sciences owe all their success is the experience of the
experiment in which the various elements of change can be ob-
served in isolation. The facts amassed in this way can be used for
induction, a peculiar procedure of inference which has given evi-
dence of its expediency, although its epistemological and logical
qualification is still an unsolved problem.

The experience with which the social sciences have to deal is
always the experience of complex phenomena. They are open to
various interpretations. They do not provide us with facts which could
be used in the manner in which the natural sciences use the results
of their experiments for the forecast of future events. They cannot be
used as building materials for the construction of theories.

Praxeology is a theoretical and systematic, not a historical science.
Its scope is human action as such, irrespective of all environmental and
incidental circumstances of the concrete acts. It aims at knowledge valid
for all instances in which the conditions exactly correspond to those
implied by its assumptions and inferences. Whether people exchange
commodities and services directly by barter or indirectly by using a
medium of exchange is a question of the particular institutional setting
which can be answered by history only. But whenever and wherever a
medium of exchange is in use, all the laws of monetary theory are valid
with regard to the exchanges thus transacted.3

2[Max Weber, The City, Don Martindale and Gertrud Neuwirth, trans, and eds.
(New York: The Free Press, 1958)—Ed.]

The term "praxeology" was first used by Espinasin an essay published in the Revue
Philosophique vol. 30, pp. 114ff., and in his book Les Origines de la Technologie (Paris:
F. Alcon, 1897), pp. 7ff. It was later applied by Slutsky in his essay "Ein Beitrag zur
formal-praxeologischen Grundlegung der Okonomik," Academie Oukraienne des Sci-
ences, Annales de la Classe des Sciences Sociales-Economiques 4 (1926).



"Irrationality" in the Social Sciences 19

It is not the task of this article to enquire what makes such a
science of praxeology possible, what its logical and epistemological
character is and what methods it applies. The study of the epistemo-
logical problems of the social sciences has been neglected for a long
time. Even those authors who like David Hume, Archbishop Whately,
John Stuart Mill, and Stanley Jevons were themselves eminent
economists, dealt in their logical and epistemological writings only
with the natural sciences, and did not bother about the peculiar
character of the sciences of human action. The epistemology of the
social sciences is the youngest branch of knowledge. Moreover, most
of its work refers only to history; the existence of a theoretical science
was long entirely ignored. The pioneer work of Senior and of Cairnes
has only lately borne fruit.4 The economists mostly lack philosophical
training and the philosophers are not familiar with economics. The
importance of phenomenology for the solution of the epistemological
problems of praxeology has not been noticed at all.5

But this article is not concerned with these tasks. We have to deal
with those critics who blame the economists and the historians for
having neglected the fact of "irrationality."

Action means conscious behavior or purposive activity. It differs
as such from the biological, physiological, and instinctive processes
going on within human beings. It is behavior open to the regulation
and direction by volition and mind. Its field coincides with the sphere
within which man is free to influence the course of events. As far as
man has power to bring about an effect or a change, he necessarily
acts, whether he does something or refrains from doing anything.
Inactivity and passivity, letting things alone, are the outcome of a
choice, are therefore action whenever a different form of behavior
would be possible. He who endures what he could change acts no less
than he who interferes in order to attain another result. A man who
abstains from influencing the operation of physiological and instinc-
tive factors which he could influence also acts. Action is not only doing

4Cf. Nassau W. Senior, Political Economy, 6th ed. (London: J. J. Griffen, 1872);
John E. Cairnes, The Character and Logical Method of Political Economy, 2nd ed.
(London: Macmillan, 1875); Lionel Robbins, An Essay on the Nature and Significance
of Economic Science, 2nd ed. (London: Macmillan, 1935); Mises, Epistemological Prob-
lems of Economics L1933] (New York, 1981); Human Action, 3rd ed. (Chicago: Henry
Regenry, 1966); Alfred Schutz, The Phenomenology of the Social World [1932] (Evans-
ton, 111.: Northwestern University Press, 1967); F. A. Hayek, The Counter-Revolution
of Science ([1952]; Indianapolis, Ind.: Liberty Press, 1979).

The book of Josef Back, Die Entwicklung der reinen Okonomie zur
nationalokonomischen Wesenswissenschaft (Jena: Gustav Fischer, 1929) is unsatisfac-
tory because of the author's poor knowledge of economics. All the same, this book would
deserve a better appreciation than it received.
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but no less omitting to do what possibly could be done.
Most of a man's daily behavior is simple routine. He performs

certain acts without paying special attention to them. He does many
things because he was trained in his childhood to do them, because
other people behave in the same way and because it is customary in
his environment. He acquires habits, he develops automatic reac-
tions. But he indulges in these habits only because he welcomes their
outcome. As soon as he discovers that the pursuit of the habitual way
may hinder the attainment of ends considered as more desirable, he
changes his attitude. A man brought up in an area in which the water
is clean acquires the habit of heedlessly drinking, washing, and
bathing. When he moves to a place in which the water is polluted by
morbific germs, he will devote the most careful attention to proce-
dures about which he never bothered before. He will watch himself
permanently in order not to hurt himself by indulging unthinkingly
in his automatic reactions and in his traditional routine. The aban-
donment of a settled practice into which a man has fallen is not an
easy task. It is the main lesson to be learned by all those who aspire
to achievements above the level of the masses. (To break off the
consumption of habit-creating drugs often requires the employment
of therapeutical procedures.) The fact that an act is in the regular
course of affairs performed spontaneously, as it were, does not mean
that it is not due to conscious volition. Indulgence in a routine which
possibly could be changed is action.

Action is the mind's response to stimuli, i.e., to the conditions in
which nature and other people's actions place a man. It differs as such
from the functional reaction of the bodily organs. It is the outcome of
a man's will. Of course, we do not know what will is. We simply call
will man's faculty to choose between different states of affairs, to
prefer one and to set aside the other, and we call action behavior
aiming at one state and forsaking another. Action is the attitude of a
human being aiming at some ends.

Praxeology is not concerned with the metaphysical problem of free
will as opposed to determinism. Its fundamental insight is the incon-
testable fact that man is in a position to choose among different states
of affairs with regard to which he is not neutral and which are
incompatible with each other, i.e., which he can not enjoy together. It
does not assert that a man's choice is independent of antecedent
conditions, physiological and psychological. It does not enter into a
discussion of the motives determining the choice. It does not ask why
a customer prefers one pattern of a necktie to another or a motorcar
to a horse and buggy. It deals with the choosing as such, with the
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categorical elements of choice and action.
Neither does praxeology concern itself about the ultimate goals of

human activity. We will have to deal with this problem too. For the
moment we have only to emphasize that praxeology does not have to
question ultimate ends, but only to study the means applied for the
attainment of any ends. It is a science of means, not of ends.

The investigation of the fitness of concrete means to attain, by
complying with the laws of nature, definite ends in the field of the
practical arts, is the task of the various branches of technology.
Praxeology does not deal with technological problems, but with the
categorical essence of choice and action as such, with the pure ele-
ments of setting aims and applying means.

Praxeology is not based on psychology and is not a part of psychol-
ogy. It was a bad mistake to call the modern theory of value a
psychological theory and it was a confusion to link it up with the
Weber-Fechner Law of Psychophysics.6' 7

Praxeology deals with choice and action and with their outcome.
Psychology deals with the internal processes determining the various
choices in their concreteness. It may be left undecided whether
psychology can succeed in explaining why a man in a concrete case
preferred red to blue or bread to lyrics. At any rate such an explana-
tion has nothing to do with a branch of knowledge for which the
concrete choices are data not needing further explanation or analysis.
Not what a man chooses, but that he chooses counts for praxeology.

The motives and springs of action are without concern for the
praxeological investigation. It is immaterial for the formation of the
price of silk whether people ask for silk because they want to be
protected against cold weather or because they find it beautiful or
because they want to get more sexual attractiveness. What matters
is that there is a demand of a given intensity for silk.

Yet, modern psychology has brought about some results which may
arouse the interest of praxeology. It was once usual to consider the

Cf. Max Weber, "Marginal Utility Theory and the So-Called Fundamental Law of
Psychophysics" [1905], Social Science Quarterly (1975): 21-36; Mises, Human Action,
3rd ed. (Chicago: Henry Regnery, 1966), pp. 125-27.

["Ernst H. Weber (1795-1878) proclaimed in his law of psyco-physics that the least
noticeable increase in the intensity of a human sensation is always brought about by a
constant proportional increase in the previous stimulus. Gustav T. Fechner (1801-1887)
developed this into the Weber-Fechner Law that said to increase the intensity of a sensation
in arithmetical progression, it is necessary to increase the intensity of the stimulus in
geometric progression," Mises Made Easier: A Glossary for Ludwig von Mises'Human Action,
Percy L. Greaves, Jr., comp. (Dobbs Ferry, N.Y.: Free Market Books, 1974), p. 147—Ed.]
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behavior of lunatics and neurotics as quite nonsensical and "irratio-
nal." It is the great merit of Breuer and Freud that they have
disproved this opinion. Neurotics and lunatics differ from those whom
we call sane and normal with regard to the means which they choose
for the attainment of satisfaction and with regard to the means which
they apply for the attainment of these means. Their "technology" is
different from that of sane people, but they do not act in a categori-
cally different way.8 They aim at ends and they apply means in order
to attain their ends. A mentally troubled person with whom there is
still left a trace of reason and who has not been literally reduced to
the mental level of an animal, is still an acting being. Whoever has
the remnants of a human mind cannot escape the necessity of acting.

I l l

Every human action aims at the substitution of more satisfactory
conditions for less satisfactory. Man acts because he feels uneasy and
believes that he has the power to relieve to some extent his uneasi-
ness by influencing the course of events. A man perfectly content with
the state of his affairs would not have any incentive to change things;
he would have neither wishes nor desires, he would not act because
he would be perfectly happy. Neither would a man act who, although
not content with his condition, does not see any possibility of improv-
ing it.

Strictly speaking, only the increase of satisfaction (decrease of
uneasiness) should be called end, and accordingly all states which
bring about such an increase means. In daily speech people use a loose
terminology. They call ends things which should be rather called
means. They say: This man knows only one end, namely, to accumu-
late more wealth, instead of saying: He considers the accumulation
of more wealth as the only means to get more satisfaction. If they
were to apply this more adequate mode of expression, they would
avoid some current mistakes. They would realize that nobody else
than the individual himself can decide what satisfies him better and
what less. They would conceive that judgments of value are purely
subjective and that there is no such thing as an absolute state of
satisfaction or happiness irrespective of the desires of the individual
concerned. In fact, he who passes a judgment of an alleged end,

It may be of some interest for the history of ideas that young Sigmund Freud
collaborated as a translator in the German edition of John Stuart Mill's collected works
edited by Theodor Gomperz, the Austrian historian of ancient Greek philosophy. Joseph
Breuer too was, as the present writer can attest, well familiar with the standard works
of utilitarian philosophy.
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reduces it from the rank of an end to that of a means. He values it
from the viewpoint of an (higher) end and asks whether it is a suitable
means to attain this (higher) end. But the highest end, the ultimate
goal of human action, is always satisfaction of an individual's desire.
There is no other standard of greater or lesser satisfaction than the
individual judgments of value, different with various people and with
the same people at various times. What makes a man feel uneasy and
less uneasy is established by every individual from the standard of
his own will and judgment, from his personal valuation. Nobody is in
a position to decree what could make a fellow man happier. The innate
spirit of intolerance and the neurotic "dictatorship complex" instigate
people to dispose blithely of other people's will and aspirations. Yet,
a man who passes a judgment on another man's aims and volitions
does not declare what would make this other man happier or less
discontented; he only asserts what condition of this other man would
better suit himself, the censor.

From this point of view we have to appreciate the statements of
eudaemonism, hedonism, and utilitarianism. All the objections raised
against these schools are invalid, if one attaches to the terms happi-
ness, pain, pleasure, and utility formal meaning. Happiness and
pleasure are what people consider as such; useful are things which
people consider as appropriate means for the attainment of aims
sought. The concept of utility as developed by modern economics
means suitability to render some services which are deemed as useful
from any point of view. This is the meaning of the axiological subjec-
tivism [subjectivism in value theory] of modern economics. It is at the
same time the test of its impartiality and scientific objectivity. It does
not deal with the ought, but with the is. Its subject matter is, e.g., the
explanation of the formation of prices as they really are, not as they
should be or would be if men were to act in a way different from what
they really do.

IV

Praxeology does not employ the term rational. It deals with
purposive behavior, i.e., human action. The opposite of action is not
irrational behavior, but a reactive response to stimuli on the part of
the bodily organs and of the instincts, which cannot be controlled by
volition. If we were to assign a definite meaning to the term rational-
ity as applied to behavior, we could not find another meaning than:
the attitude of men intent on bringing about some effects.

The terms irrational and irrationality are mostly used for censuring
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concrete modes of action. An action is called irrational either because
the censor disapproves of the end (i.e., of the way in which the acting
individual wants to attain satisfaction) or because the censor believes
that the means employed were not fit to produce the immediate effect
aimed at. But often the qualification of an action as irrational in-
volves praise; actions aiming at altruistic ends, inspired by noble
motives and executed to the detriment of the acting man's material
well-being are considered as irrational.

We do not have to dwell upon the contradictions and logical
inconsistencies involved in this use of words. The qualification of ends
is without significance for praxeology, the science of means, not ends.
That mortal men are not infallible and that they sometimes choose
means which cannot bring about the ends sought is obvious.

It is the task of technology and of therapeutics to find the right
means for the attainment of definite ends in the field of the practical
arts. It is the task of applied economics to discover the appropriate
methods for the attainment of definite ends in the realm of social
cooperation. But if the scientists fail in these endeavors or if the
acting men do not correctly apply the means recommended, the
outcome falls short of the expectations of the acting individuals. Yet,
an action unsuited to the end sought is still an action. If we call such
an unsuitable and inexpedient action irrational, we do not deprive it
of its qualification as purposive activity and we do not at all invalidate
the assertion that the only way to conceive it essentially and categor-
ically is provided by praxeology.

Economics does not deal with an imaginary homo oeconomicus as
ineradicable fables reproach it with doing, but with homo agens as he
really is, often weak, stupid, inconsiderate, and badly instructed. It
does not matter whether his motives and emotions are to be qualified
as noble or as mean. It does not contend that man strives only after
more material wealth for himself and for his kin. Its theorems are
neutral with regard to ultimate judgments of value, and are valid for
all actions irrespective of their expediency.

It is the scope of history and not of praxeology to investigate what
ends people aim at and what means they apply for the realization of
their plans.

It is a frequent mistake to assume that the desire to procure the
base necessities of life and health is more rational than the striving
after other amenities. It is true that the appetite for food and warmth
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is common to men and other mammals and that as a rule a man who
lacks food and shelter concentrates his efforts upon the satisfaction
of these urgent needs and does not care for other things. The impulse
to live, to preserve one's own life and to take advantage of every
opportunity of strengthening one's vital force is a primal feature of
life, present in every living being. However, to yield to this impulse
is not—for man—an inextricable necessity.

All other animals are unconditionally driven by the impulse to
preserve their own life and by the impulse of proliferation. They are,
without a will of their own, bound to obey the impetus which at the
instant prevails. It is different with man. Man has the faculty of
mastering his instincts. He can rein both his sexual appetites and his
will to live. He can give up his life when the conditions under which
alone he could preserve it seem intolerable. Man is capable of dying
for a cause or of committing suicide. To live is for man the outcome
of a choice, of a judgment of value.

It is the same with the desire to live in affluence. The very fact of
asceticism evidences that the striving after more amenities is not
inextricable but rather the result of a choice. Of course, the immense
majority prefer life to death and wealth to poverty.

On the other hand, it is arbitrary to consider only the satisfaction
of the body's physiological needs as "natural" and therefore as "ratio-
nal" and everything else as "artificial" and therefore as "irrational."
It is the characteristic feature of human nature that man seeks not
only food and shelter like all other animals, but that he aims also at
other kinds of satisfaction, that he has specifically human needs too.
It was the fundamental error of the iron law of wages that it ignored
this fact.

VI
The concrete judgments of value are not open to further analysis.

We may assume that they are absolutely dependent upon and condi-
tioned by their causes. But as long as we do not know how external
(physical and physiological) facts produce in a human "soul" definite
thoughts and volitions resulting in concrete acts, we have to face an
insurmountable dualism. In the present state of our knowledge, the
fundamental statements of positivism and monism are mere meta-
physical postulates devoid of any scientific foundation. Reason and
experience show us two separate realms: the external world of phys-
ical and physiological events and the internal world of thought,
feeling, and purposeful action. No bridge connects—as far as we can
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see today—these two spheres. Identical external events result some-
times in different human responses, and different external events
produce sometimes the same human response. We do not know why.

We have not yet discovered other methods for dealing with human
action than those provided by praxeology and by history. The sugges-
tion of pan-physicalism that the methods of physics be applied to
human actions is futile. The sterility of the pan-physicalist recipe is
beyond doubt. In spite of the fanatical propaganda of its advocates
nobody has ever made use of it. It is simply inapplicable. Positivism
is the most conspicuous failure in the history of metaphysics.

The concrete judgments of value and the resulting acts are for
history ultimate data. History tries to collect all relevant facts and it
has, in this attempt, to make use of all knowledge provided by logic,
mathematics, the natural sciences, and especially by praxeology. But
it can never succeed in reducing all historical facts to external events
open to an interpretation by physics and physiology. It must always
reach a point beyond which all further analysis fails. Then it cannot
establish anything else than that it is faced with an individual or
unique case.

The mental act for dealing with such historical facts is, in the
philosophy of Bergson, une intuition, namely la sympathie par
laquelle on se transporte a l'interieur d'un objet pour coincider avec
ce qu'il a d'unique, et par consequent d'inexprimable.9 German episte-
mology calls the act das spezifische Verstehen der Geisteswissenschaften,
or simply Verstehen. I suggest it be translated into English as "specific
understanding" or simply as "understanding." The Verstehen is not a
method or a mental process which the historians should apply or
which epistemology advises them to apply. It is the method which all
historians and all other people always apply in commenting upon
social events of the past and in forecasting future events. The discov-
ery and the delimitation of the Verstehen was one of the most impor-
tant contributions of epistemology. It is not a blueprint for a science
which does not yet exist and is to be founded.

The uniqueness and individuality which remains at the bottom of
every historical fact when all the means for its interpretation provided
by logic, praxeology, and the natural sciences have been exhausted is

9Cf. Henri Bergson, La Pensee et le mouvant, 4th ed. (Paris: F. Alcan, 1934), p. 205.
[Passage translated as "The sympathy with which one enters inside an object in order
to identify thereby what it has that is unique and therefore inexpressible," Mises Made
Easier: A Glossary for Ludwig von Mises'Human Action, Percy L. Greaves, Jr., comp.
(Dobbs Ferry, N.Y.: Free Market Books, 1974), p. 76—Ed.]
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an ultimate datum. But, whereas the natural sciences cannot say
anything else about their ultimate data than that they are such,
history can try to make its data intelligible. Although it is impossible to
reduce them to their causes—they would not be ultimate data, if such a
reduction were possible—the observer can understand them because
he is himself a human being. We may call this faculty to understand
congeniality and sympathetic intelligence. But we have to guard
against the error to confuse the understanding with approval, be it
only conditional and circumstantial. The historian, the anthropolo-
gist, and the psychologist sometimes register actions which are for
their feelings simply repulsive and disgusting; they understand them
only as actions, i.e., in establishing the underlying aims and the
technological and praxeological methods applied. To understand an
individual case does not mean to explain, still less to excuse it.

Neither must understanding be confused with the act of aesthetic
empathy by virtue of which an individual aims at an aesthetic
enjoyment of a phenomenon. Einfiihlung [empathy] and Verstehen are
two radically different attitudes. It is a different thing, on the one
hand, to understand historically a work of art, to determine its place,
its meaning, and its importance in the chain of events and, on the
other hand, to appreciate it emotionally as a work of art. One can look
at a cathedral with the eyes of an historian. But one can look at the
same cathedral either as an enthusiastic admirer or as an unaffected
and indifferent tourist. One can look at a mountain range with the
eyes of a naturalist—a geologist, a geographer, or a zoologist—or with
the eye of a beauty-seeker—with disgust as the ancients used to do,
or with the modern enthusiasm for the picturesque. The same indi-
viduals are capable of different modes of reaction, of the aesthetic
appreciation and of the scientific grasp either of the Verstehen or of
the natural sciences.

The understanding establishes the fact that an individual or a
group of individuals have engaged in a definite action emanating
from definite judgments of value and choices and aiming at definite
ends. It further tries to appreciate the effects and the intensity of the
effects brought about by an action. It tries to assign to every action
its relevance, i.e., its bearing upon the course of events.

The historian gives us an account of all facts and events concerning
the battle of Waterloo as complete and exact as the material available
allows. As far as he deals with the forces engaged and with their
equipment, with the tactical operations, with the figures of soldiers
killed, wounded, and made prisoners, with the temporal sequence of the
various happenings, with the plans of the commanders and with their
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execution, he is grounded on historical experience. What he asserts
is either correct or contrary to fact, is either proved or disproved by
the documents available or vague because the sources do not provide
us with sufficient information. Other experts will either agree with
him or will disagree, but they will agree or disagree on the ground of
a reasonable interpretation of the evidence available. So far the whole
discussion must be conducted with reasonable affirmations and ne-
gations. But that is not the total work to be achieved by the historian.

The battle resulted in a crushing defeat of the French army. There
are many facts, indubitably established on the basis of documentary
evidence, which could be taken to account for this outcome. Napoleon
suffered from illness, he was nervous, he lacked self-confidence. His
judgment and his comprehension of the situation were no longer what
they used to be. His plans and orders were in many respects inappro-
priate. The French army was hastily organized, numerically too weak
and its soldiers were partly veterans tired from the endless wars,
partly inexperienced recruits. Its generals were not equal to their
task, there was especially Grouchy's serious blunder.10 On the other
hand, the British and the Prussians fought under the imminent
leadership of Wellington and of Gneisenau, their morale was excel-
lent, they were well organized, richly equipped, and strong in number.
To what extent did these various circumstances and many others
contribute to the outcome? This question cannot be answered from
the information derived from the data of the case, it is open to various
interpretations. The historian's opinions concerning them can nei-
ther be confirmed nor refuted in the same way in which we can
confirm or refute his statement that the vanguard or Bliicher's11 army
arrived at a certain hour on the battlefield.

Let us take another example. We have plenty of figures available
concerning the German inflation of the years, 1914-1923. Economic
theory provides us with all the knowledge needed for a perfect grasp
of the causes of price changes. But this knowledge does not give us
quantitative definiteness. Economics is, as people say, qualitative
and not quantitative. This is not due to an alleged backwardness of
economics. There are in the sphere of human action no constant
relations between magnitudes. For a long time many economists
believed that there exists one relation of this character. The thorough

10[Emmanuel Grouchy, one of Napoleon's generals, through an error of judgment
delayed notifying Napoleon of movements of the British forces in what would become
the French army's last attempt to stave off the defeat at Waterloo—Ed.]

U[Gebhard von Bliicher was commander of the Prussian forces that aided the
German, British, and Dutch armies to defeat Napoleon at Waterloo in 1815—Ed.]
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demolition of this unfounded assumption was one of the most impor-
tant achievements of modern economic research. Monetary theory
has proved in an irrefutable way that the rise of prices caused by an
increase of the quantity of money can never be proportional to this
increase. Thus it destroyed by its process analysis the only stronghold
of an inveterate error. There cannot be any such thing as measure-
ment in the field of economics. All statistical figures available have
importance only for economic history; they are data of history like the
figures concerning the battle of Waterloo; they tell us what happened
in a unique and non-repeatable historical case. The only way to utilize
them is to interpret them by Verstehen.

The rise of German prices in the years of the First World War was
not only due to the increase of the quantity of bank notes. Other
changes contributed too. The supply of commodities went down be-
cause many millions of workers were in the army and no longer
worked in the plants, because government control of business reduced
productivity, because the blockade prevented imports from abroad,
and because the workers suffered from malnutrition. It is impossible
to establish by other methods than by Verstehen how much each of
these factors—and of some other relevant factors—contributed to the
rise of prices. Quantitative problems are in the sphere of human
action not open to another solution. The historian can enumerate all
the factors which cooperated in bringing about a certain effect and
all the factors which worked against them and may have resulted in
delaying and mitigating the final outcome. But he can never coordi-
nate the various causes in a quantitative way to the effects produced.
The Verstehen is in the realm of history the substitute, as it were, for
quantitative analysis and measurement which are unfeasible with
regard to human actions outside the field of technology.

Technology can tell us how thick a steel plate must be in order not
to be pierced by a bullet fired at a distance of 300 yards from a Mauser
rifle. It thus can answer the question why a man who took shelter
behind a steel plate of a known thickness was hurt or not hurt by a
shot fired. History is at a loss to explain with the same assurance why
Louis Philippe lost his crown in 1848 or why the Reformation suc-
ceeded better in the Scandinavian countries than in France. Such
problems do not allow any other treatment than that of the specific
understanding.

The understanding is not a method which could be used as a
substitute for the aprioristic reasoning of logic, mathematics and
praxeology or the experimental methods of the natural sciences. Its
field lies where these other methods fail: in the description of a unique
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and individual case not open to further analysis—its qualitative
service—and in the appraisal of the intensity, importance, and
strength of the various factors which jointly produced an effect—its
service as a substitute for the unfeasible quantitative analysis.

The subject of the historical understanding is the mental grasp of
phenomena which cannot be totally elucidated by logic, mathematics,
praxeology, and the natural sciences and as far as they cannot be
elucidated by science and reason. It establishes the fact that scientific
enquiry has reached a point beyond which it cannot go further, and tries
to fill the gap by Verstehen.12 One may, if one likes, qualify the Verstehen
as irrational because it involves individual judgments not amenable to
criticism by purely rational methods. However, the method of under-
standing is not a free charter to deviate from the certified results
obtained from the documentary evidence and from its interpretation
through the teachings of the natural sciences and of praxeology. The
Verstehen oversteps its due limits if it ventures to contradict physics,
physiology, logic, mathematics, or economics. The abuses which many
German scholars made of the geisteswissenschaftliche Methode and the
spurious attempts of the German Historical School to substitute an
imaginary verstehende Nationalokonomie for praxeological economics
cannot be charged to the method itself.

German Geisteswissenschaften have preached the gospel of what
should be an irrational science. They have substituted arbitrary
judgments for reason and experience. They derive from intuition
knowledge about historical events which the documents available do
not provide or which are contrary to the facts as established by careful
examination of the documents available. They do not refrain from
drawing conclusions contradicting the statements of economic theory
which they cannot refute on logical grounds. They are not afraid to
produce absurdities. Their only justification is the reference to the
irrationality of life.

Let us take an example from a serious and scholarly book avail-
able in English translation. Mr. Ernst Kantorowicz, an historian of
the esoteric circle of the poet and visionary Stephen George, in his
biography of the German Emperor Frederick II, gives a correct
account of the constitutional changes which took place in the reign of
this Hohenstaufen monarch. Frederick's position in Germany was
extremely precarious because his hereditary Norman kingdom of
Sicily drew him into conflicts with the Pope and the Italian republican

12The important problem of various conflicting modes of Verstehen (for instance: the
Catholic and the Protestant interpretation of the Reformation, or the various interpre-
tations of the rise of German Nazism) must by treated in a special essay.
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cities. He lacked the strength to preserve his royal authority in
Germany and was forced to abandon most of the crown's rights, and
to grant ample privileges to the princes. What followed, says
Kantorowicz quite correctly, "was the almost sovereign independence
of each individual prince in his territory" which "definitely hindered
the amalgamation of the German people into one German State."13 So
far, Kantorowicz is still on the basis of sound Verstehen and in perfect
agreement will all other serious historians. But then comes the
amazing interpretation of the visionary and mystic; he adds: "Yet in
a higher sense Frederick II perfected and completed the unified
German Empire. He strengthened the princes' power ... with more
exalted statesmanship believing that the power and the brilliance of
his own imperial sceptre would not pale in giving forth light but would
gain radiance and would shine the brighter the more mighty and
brilliant and majestic were the princes whom Caesar Imperator
beheld as equals round his judgment seat. The princes are no longer
columns bearing as a burden the weight of the throne.... They become
piers and pillars expressive of upward-soaring strength, preparing
the glorious elevation of the prince of princes and king of kings who
is born aloft on the shoulders of his peers, and who in turn exalts both
kings and princes."14 It is true that some phrases used by the princes
at the Diet preceding the extortion of the privilege had a similar ring.
The princes were polite, they did not want to fill the emperor with too
much bitterness and were anxious to gild the pill which they forced
him to swallow. When Hitler reduced Czechoslovakia to vassalage
status he too sugared the pill by the establishment of the protector-
ate. Yet, hardly any historian would dare to say that "in a higher
sense" Hitler "perfected and completed" the country's independence
by granting it the protection of the mighty Reich. Frederick II disin-
tegrated the Holy Empire by the privileges granted to the princes. It
is absurd to assert that "in a higher sense" he perfected and completed
it. No metaphorical speech and no appeal to the irrational can render
such a dictum any more tenable.

Understanding entitles the historian to determine the role played
by the two privileges in question in the evolution of the Empire's
political structure, to determine, as it were, the quantity of their
effect. He might, for instance, express the opinion that the role
usually attributed to them has been exaggerated and that other
events were more destructive than these privileges and he could try

13Cf. E. Kantorowicz, Frederick the Second, 1194-1250, E. O. Lorimer, trans. (Lon-
don: Constable, 1931), pp. 381-82.

14Cf. Ibid., pp. 386-87.
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to prove his thesis, his mode of understanding. But it is inadmissable
to say: yes, this happened, such were its consequences; yet "in a
higher sense" it was just the contrary.

Human knowledge can never transcend the cognition conveyed by
reason and experience. If there is any "higher sense" in the course of
events, it is inaccessible to the human mind.

VII

A school of thought teaches that there is an eternal, irreconcilable
antagonism between the interests of the individual and those of the
collectivity. If the individual selfishly seeks after his own happiness,
society comes to grief. Social cooperation and civilization are only
possible at the cost of the individual's well-being. The existence of
society and its flowering require permanent sacrifices on the part of
its members. Therefore, it is unthinkable to imagine a human and
purely rational origin of moral law and social cooperation. Some
supernatural being has blessed mankind with the revelation of the
moral code and has entrusted great leaders with the mission of
enforcing this law. History is not the interplay of natural factors and
purposive human activity which, within certain limits, are open to an
elucidation by reason, but the result of the interference of transcen-
dental factors, repeated again and again. History is destiny, and
reason can never fathom its depths.

The conflict between the good and the evil, between collectivism
and individualism, is therefore eternal and insoluble. What separates
social and moral philosophies and political parties is a divergence of
world views, a disparity of ultimate judgments of value. This discord
is rooted in the deepest recesses of a man's soul and innate character;
no ratiocination or discursive reasoning can brush it away or recon-
cile its contrasts. Some men are born with the divine call to leader-
ship, others with the endowment to espouse spontaneously the cause
of the great whole and to subordinate themselves of their own accord
to the rule of its champions; but the many are incapable of finding
the right way, they aim at the happiness of their own wretched selves
and have to be tamed and subjugated by the conquering dictators.
Social philosophy can consist in nothing else than in the cognition of
the eternal truth of collectivism and in the unmasking of the spurious
fallacies and pretensions of individualism. It is not the result of a
rational process, but rather an illumination with which intuition
blesses the elect. It is vain to strive after genuine social and moral
truth by the application of the rational methods of logic. To the
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chosen, God or Weltgeist gives the right intuition; the rest of mankind
has simply to forsake thinking and to obey blindly the God-given
authority. True wisdom and the counterfeit doctrines of rationalistic
economics and rationalistic history can never agree in the appreciation
of historical and social facts, of political measures and of an individual's
actions. Human reason is not an appropriate tool to acquire true knowl-
edge of the social totality; rationalism and its derivatives, economics and
critical history, are fundamentally erroneous.15

The fundamental assumption of this doctrine, namely, that social
cooperation is contrary to the interests of the individuals and can be
achieved only at the expense of the individual's welfare, has long
since been exploded. It was one of the great achievements of British
social philosophy and classical economics that they developed a
theory of social evolution which does not need to refer to the miracu-
lous appearance of leaders endowed with superhuman wisdom and
powers. Social cooperation and its corollary, division of labor, serve
better the selfish interests of all individuals concerned than isolation
and conflict. Every step toward peaceful cooperation brings all con-
cerned an immediate and discernible advantage. Men cooperate and
are eager to intensify cooperation exactly because they are anxious
to pursue their selfish interests. The sacrifices which the individual
makes for the maintenance of social cooperation are only temporary;
if he abstains from antisocial actions which could give him small
immediate gains, he profits much more by the advantages which he
derives from the higher productivity of work performed in the peace-
ful cooperation of the division of labor. Thus, the principle of associ-
ation elucidates the forces which integrated the primitive hordes and
tribes and step by step widened out the social units until finally the
oecumenical Great Society came into being. There is in the long run
no irreconcilable conflict between the rightly understood selfish in-
terests of the individuals and those of society. Society is not a Moloch
to whom man has to sacrifice his own personality. It is, on the
contrary, for every individual the foremost tool for the attainment of

'̂ Such are the teachings of the German Historical School of the Social Sciences,
whose latest exponents are Werner Sombart and Othmar Spann. It may be worthwhile
to note that Catholic philosophy does not endorse the collectivist doctrine. According
to the teachings of the Roman Church natural law is nothing but the dictates of reason
properly exercised, and man is capable of acquiring its full knowledge even if unaided
by supernatural revelation. "God so created man as to bestow on him endowments
amply sufficient for him to attain his last end. Over and above this He decreed to make
the attainment of beatitude yet easier for man by placing within his reach a far simpler
and far more certain way of knowing the law on the observance of which his fate
depended." Cf. G. H. Joyce, article "Revelation" in The Catholic Encyclopedia vol. 13
(New York: Encyclopedia Press, 1913), pp. 1-5.
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well-bring and happiness. It is man's most appropriate weapon in his
struggle for survival and improvement. It is not an end, but a means,
the most eminent means for the attainment of all human desires.

We do not have to enter into a detailed critique of the statements
of the collectivist doctrine. We have only to establish the fact that the
acts of the allegedly collectivist parties do not comply with the tenets
of this philosophy. The political representatives of these parties
occasionally in their speeches referred to collectivist slogans and
connived at the propagation of party songs of the same tenor. But they
do not ask their followers to sacrifice their own happiness and
well-being at the altar of the Collectivity. They are anxious to dem-
onstrate by ratiocination that the methods which they recommend
will in the long run serve best the selfish interests of their followers.
They do not ask any other sacrifices than temporary ones which, as
they promise, will at a later time be rewarded by hundredfold booty.
The Nazi professors and the Nazi rhymesters say: "Efface yourself
for Germany's splendor, give your wretched lives in order to make the
German Nation live forever in glory and grandeur." But the Nazi
politicians use a different argument: "Fight for your own preservation
and for your future well-being. The enemies are firmly resolved to
exterminate the noble race of Aryan heroes. If you do not resist, you
all are lost. But if you take up the challenge courageously, you have
a chance of defeating the onslaught. Many will be killed in action, but
they would not have survived if the devilish plans of our foes were
not to meet any resistance. Much more will be saved if we fight. We
have the choice between two alternatives only: certain extermination
of us all, if the enemies conquer, on the one hand, and the survival of
the great majority in case of our victory on the other hand."

There is no appeal to the "irrational" in this purely rational—al-
though not reasonable—reasoning. But even if the collectivist doc-
trine were correct, and people, in forsaking other advantages, aimed
at the flowering of the Collective only under the persuasion or com-
pulsion exercised on the part of the superhuman leaders, all the
statements of praxeology would remain unshaken and history would
not have any reason to change its methods of approach.

VIII

The real reason for the popular disparagement of the social sci-
ences is reluctance to accept the restrictions imposed by nature on
human endeavors. This reluctance is potentially present in everybody
and is overwhelming with the neurotic. Men feel unhappy because
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they cannot have two incompatible things together, because they
have to pay a price for everything and can never attain full satisfac-
tion. They blame the social sciences for demonstrating the scarcity of
the factors which preserve and strengthen the vital forces and remove
uneasiness. They disparage them for describing the world as it really
is and not as they would like to have it, i.e., as a cosmos of unlimited
opportunities. They are not judicious enough to comprehend that life
is exactly an active resistance against adverse conditions and mani-
fests itself only in this struggle, and that the notion of a life free from
any limitations and restrictions is even inconceivable for a human
mind. Reason is man's foremost equipment in the biological struggle
for the preservation and expansion of his existence and survival. It
would not have any function and would not have developed at all in
a fool's paradise.16

It is not the fault of the social sciences that they are not in a
position to transform society into a utopia. Economics is not a "dismal
science," because it starts from the acknowledgment of the fact, that
the means for the attainment of ends are scarce. (With regard to
human concerns which can be fully satisfied because they do not
depend on scarce factors, man does not act, and praxeology, the
science of human action, does not have to deal with them.) As far as
there is scarcity of means, man behaves rationally, i.e., he acts. So
far there is no room left for "irrationality."

That man has to pay a price for the maintenance of social institu-
tions enabling him to attain ends which he deems as more valuable
than this price made, than these sacrifices brought for them, is
obvious. It is futile to disguise the impotent dissatisfaction with this
state of affairs as a revolt against an alleged dogmatic orthodoxy of
the social sciences.

If the "rational" methods of economic theory demonstrate that an
a results in ap , no appeal to irrationality can make a result in a q. If
the theory was wrong, only a correct theory can refute it and substi-
tute a correct solution for an incorrect one.

IX

The social sciences have not neglected to give full consideration
to all those phenomena which people may have in mind in alluding
to irrationality. History has developed a special method for dealing
with them: understanding. Praxeology has built up its system in such

Cf. Benedetto Croce, History as the Story of Liberty, S. Sprigge, trans. (New York:
W. W. Norton, 1941), p. 33.
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a way that its theorems are valid for all human action without any
regard to whether the ends aimed at are qualified, from whatever
point of view, as rational or irrational. It is simply not true that the
social sciences are guilty of having left untouched a part of the field
which they have to elucidate. The suggestions for the construction of
a new science whose subject matter has to be the irrational phenomena
are of no account. There is no untilled soil left for such a new science.

The social sciences are, of course, rational. All sciences are. Sci-
ence is the application of reason for a systematic description and
interpretation of phenomena. There is no such thing as a science not
based on reason. The longing for an irrational science is self-contra-
dictory.

History will one day have to understand historically the "revolt
against reason" as one of the factors of the history of the last gener-
ations. Some very remarkable contributions to this problem have
already been published.

Economic theory is not perfect. No human work is built for eter-
nity. New theorems may supplement or supplant the old ones. But
what may be defective with present-day economics is certainly not
that it failed to grasp the weight and significance of factors popularly
qualified as irrational.



Epistemological Relativism in
the Sciences of Human Action

U 1

p to the eighteenth century, historians paid little or no
attention to the epistemological problems of their craft. In

dealing with the subject of their studies, they again and again
referred to some regularities that—as they themselves and their
public assumed—are valid for any kind of human action irrespective
of the time and the geographical scene of the action as well as of the
actors' personal qualities and ideas. But they did not raise the
question whether these regularities were of an extraneous character
or inherent in the very nature of human action. They knew very well
that man is not able to attain all that he wants to attain. But they
did not ask whether the limits of a man's power are completely
described by reference to the laws of nature and to the Deity's
miraculous interference with them, on the one hand, and to the
superior power of more puissant men, on the other hand.

Like all other people, the historians too distinguished between
behavior complying with the moral law and behavior violating it. But,
like all other people, they were fully aware of the fact that nonobserv-
ance of the laws of ethics did not necessarily—in this life—result in
failure to attain the ends sought. Whatever may happen to the sinner
in the life hereafter and on the day of the Last Judgment, the

[Reprinted from Relativism and the Study of Man, Helmut Schoeck and James W.
Wiggins, eds. (Princeton, N.J.: D. Van Nostrand, 1962)—Ed.]
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historian could not help realizing that on earth he could sometimes
fare very well, much better than many pious fellow men.

Entirely new perspectives were opened when the economists dis-
covered that there prevails a regularity in the sequence and interde-
pendence of market phenomena. It was the first step to a general
theory of human action, praxeology. For the first time people became
aware of the fact that, in order to succeed, human action must comply
not only with what are called the laws of nature, but also with specific
laws of human action. There are things that even the most efficient
constabulary of a formidable government cannot bring about, al-
though they may not appear impossible from the point of view of the
natural sciences.

It was obvious that the claims of this new science could not fail to
give offense from three points of view. There were first of all the
governments. Despots as well as democratic majorities are not
pleased to learn that their might is not absolute. Again and again
they embark upon policies that are doomed to failure and fail because
they disregard the laws of economics. But they do not learn the lesson.
Instead they employ hosts of pseudo economists to discredit the "ab-
stract," i.e., in their terminology, vain teachings of sound economics.

Then there are ethical doctrines that charge economics with
ethical materialism. As they see it, economics teaches that man ought
to aim exclusively or first of all at satisfying the appetites of the
senses. They stubbornly refuse to learn that economics is neutral with
regard to the choice of ultimate ends as it deals only with the methods
for the attainment of ends chosen, whatever these ends may be.

There are, finally, authors who reject economics on account of its
alleged "unhistorical approach." The economists claim absolute va-
lidity for what they call the laws of economics; they assert that in the
course of human affairs something is at work that remains un-
changed in the flux of historical events. In the opinion of many
authors this is an unwarranted thesis, the acceptance of which must
hopelessly muddle the work of historians.

In dealing with this brand of relativism, we must take into account
that its popularity was not due to epistemological, but to practical
considerations. Economics pointed out that many cherished policies
cannot result in the effects aimed at by the governments that resorted
to them, but bring about other effects—from the point of view of those
who advocated and applied those policies—were even more unsatis-
factory than the conditions that they were designed to alter. No other
conclusion could be inferred from these teachings than that these
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measures were contrary to purpose and that their repeal would
benefit the rightly understood or long-run interests of all the people.
This explains why all those whose short-run interests were favored
by these measures bitterly criticized the "dismal science." The epis-
temological qualms of some philosophers and historians met with an
enthusiastic response on the part of aristocrats and landowners who
wanted to preserve their old privileges and on the part of small
business and employees who were intent upon acquiring new privi-
leges. The European "historical schools" and American Institutional-
ism won political and popular support, which is, in general, denied to
theoretical doctrines.

However, the establishment of this fact must not induce us to
belittle the seriousness and importance of the problems involved.
Epistemological relativism as expressed in the writings of some of the
historicists, e.g., Karl Knies and Max Weber, was not motivated by
political zeal. These two outstanding representatives of historicism
were, as far as this was humanly possible in the milieu of the German
universities of their age, free from an emotional predilection in favor
of interventionist policies and from chauvinistic prejudice against the
foreign, i.e., British, French, and Austrian science of economics.
Besides, Knies1 wrote a remarkable book on money and credit, and
Weber2 gave the deathblow to the methods applied by the schools of
Schmoller and Brentano3 by demonstrating the unscientific character
of judgments of value. There were certainly in the argumentation of the
champions of historical relativism points that call for an elucidation.

II

Before entering into an analysis of the objections raised against
the "absolutism" of economics, it is necessary to point out that the
rejection of economics by epistemological relativism has nothing to
do with the positivist rejection of the methods actually used by
historians.

In the opinion of positivism, the work of the historians is mere

*[Karl Knies, Geld und Kredit, 3 vols. (Berlin: Weidmann, 1873-79)—Ed.]
2[Max Weber, Wirtschaft und Gesellschaft vol. 1 of Grundriss der Sozialokonomik

(Tubingen, 1922). English language edition The Theory of Social and Economic Orga-
nization, A. M. Henderson and Talcott Parsons, trans. (Glencoe, 111.: Free Press,
1947)—Ed.]

[Gustav Schmoller was the founder of the "Younger" German Historical or
"Historicoethical" School. Its program combined an historical approach to economic
phenomena with the pursuit of economic and social politics grounded in "moral
principles." Lujo Brentano was a prominent proponent and follower of Schmoller but
disagreed on matters of methodology—Ed.]
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gossip or, at best, the accumulation of a vast amount of material that
they do not know how to use. What is needed is a science of the laws
that determine what happens in history. Such a science has to be
developed by the same methods of research that made it possible to
develop out of experience the science of physics.

The refutation of the positivistic doctrine concerning history is an
achievement of several German philosophers, first of all of Wilhelm
Windelband and of Heinrich Rickert. They pointed out in what the
fundamental difference between history, the record of human action,
and the natural sciences consists. Human action is purposive, it aims
at the attainment of definite ends chosen, it cannot be treated without
reference to these ends, and history is in this sense—we must empha-
size, only in this sense—finalistic. But to the natural sciences the
concept of ends and final causes is foreign.

Then there is a second fundamental difference. In the natural
sciences man is able to observe in the laboratory experiment the
effects brought about by a change in one factor only, all other factors
the alteration of which could possibly produce effects remaining
unchanged. This makes it possible to find what the natural sciences
call experimentally established facts of experience. No such tech-
nique of research is available in the field of human action. Every
experience concerning human action is historical, i.e., an experience
of complex phenomena, of changes produced by the joint operation of
a multitude of factors. Such an experience cannot produce "facts" in
the sense in which this term is employed in the natural sciences. It
can neither verify nor falsify any theorem. It would remain an
inexplicable puzzle if it could not be interpreted by dint of a theory
that had been derived from other sources than historical experience.

Now, of course, neither Rickert and the other authors of the group
to which he belonged, the "Southwestern German philosophers," not
the historians who shared their conception went as far as this last
conclusion. To them, professors of German universities at the end of
the nineteenth and the beginning of the twentieth century, the very
idea that there could be any science claiming for its theses universal
validity for all human action irrespective of time, geography, and the
racial and national characteristics of people remained unknown. For
men living in the spiritual climate of the second German Reich, it was
an understood thing that the pretensions of "abstract" economic theory
were vain and that German wirtschaftliche Staatswissenschaften (the
economic aspects of political science), an entirely historical discipline,
had replaced the inane generalization of the school of Hume, Adam
Smith, and Ricardo. As they saw it, human action—apart from theology,
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ethics, and jurisprudence—could be dealt with scientifically only by
history. Their radical empiricism prevented them from paying any
attention to the possibility of an a priori science of human action.

The positivist dogma that Dilthey, Windelband, Rickert, and their
followers demolished was not relativistic. It postulated a science—so-
ciology—that would derive from the treatment of the empirical data
provided by history a body of knowledge that would render to the
mind the same services with regard to human action that physics
renders with regard to events in the sphere of nature. These German
philosophers demonstrated that such a general science of action could
not be elaborated by a posteriori reasoning. The idea that it could be
the product of a priori reasoning did not occur to them.

I l l

The deficiency of the work of the classical economists consisted in
their attempt to draw a sharp line of demarcation between "purely
economic activities" and all other human concerns and actions. Their
great feat was the discovery that there prevails in the concatenation
and sequence of market phenomena a regularity that can be com-
pared to the regularity in the concatenation and sequence of natural
events. Yet, in dealing with the market and its exchange ratios, they
were baffled by their failure to solve the problem of valuation. In
interpersonal exchange transactions objects are not valued according
to their utility, they thought, because otherwise "iron" would be
valued more highly than "gold." They did not see that the apparent
paradox was due only to the vicious way they formulated the ques-
tion. Value judgments of acting men do not refer to "iron" or to "gold"
as such, but always to definite quantities of each of these metals
between which the actor is forced to choose because he cannot have
both of them. The classical economists failed to find the law of
marginal utility. This shortcoming prevented them from tracing mar-
ket phenomena back to the decisions of the consumers. They could
deal only with the actions of the businessmen, for whom the valua-
tions of the consumers are merely data. The famous formula "to buy
on the cheapest and to sell on the dearest market" makes sense only
for the businessman. It is meaningless for the consumer.

Thus forced to restrict their analysis to business activities, the
classical economists constructed the concept of a science of wealth or
the production and distribution of wealth. Wealth, according to this
definition meant all that could be bought or sold. The endeavors to
get wealth were seen as a separate sphere of activities. All other



42 Money, Method, and the Market Process

human concerns appeared from the vantage point of this science
merely as disturbing elements.

Actually, few classical economists were content with this circumscrip-
tion of the scope of economics. But their search for a more satisfactory
concept could not succeed before the marginalists substituted the theory
of subjective value from the various abortive attempts of the classical
economists and their epigones. As long as the study of the production
and distribution of wealth was considered as the subject matter of
economic analysis, one had to distinguish between the economic and the
noneconomic actions of men. Then economics appeared as a branch of
knowledge that dealt with only one segment of human action. There
were, outside of this field, actions about which the economists had
nothing to say. It was precisely the fact that the adepts of the new science
did not deal with all those concerns of man which in their eyes were
qualified as extraeconomic that appeared to many outsiders as a depre-
ciation of these matters dictated by an insolent materialistic bias.

Things are different for modern economics, with its doctrine of the
subjective interpretation of valuation. In its context the distinction
between economics and allegedly noneconomic ends becomes meaning-
less. The value judgments of the ultimate consumers express not only
the striving after more tangible material goods, but no less the striving
after all other human concerns. The narrow viewpoint of a science
of—material—wealth is surpassed. Out of the discipline of wealth
evolves a general theory of all choices made by acting men, a general
theory of every kind of human action, praxeology. In their behavior on
the market people evidence not only their wishes to acquire more
material goods, but no less all their other preferences. Market prices
reflect not only the "materialistic side" of man, but his philosophical,
ethical, and religious ideas as well. The observance of religious com-
mandments—to build and maintain houses of worship, to cease working
on holidays, to avoid certain foods either always or on specific days and
weeks, to abstain from intoxicating beverages and tobacco, to assist
those in need, and many others—is one of the factors that determines
the supply of and the demand for consumers' goods and thereby the
conduct of business. Praxeology is neutral with regard to the ultimate
ends that the individuals want to attain. It does not deal with ultimate
ends, but with the means chosen for their attainment. It is merely
interested in the question whether or not the means resorted to are fitted
to attain the ends sought.

The enormous quantity of antieconomic literature published in
the last hundred and fifty years turns around one argument only. Its
authors repeat again and again that man as he really is and acts
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strives not only after more material amenities, but also after some
other—higher or loftier or ideal—aims. From this point of view the
self-styled Historical School attacked what they called the absolutism
of the economic doctrine and advocated a relativistic approach. It is
not the theme of this paper to investigate whether the economists of
the classical school and their epigones were really guilty of having
neglected to pay due attention to the nonmaterialistic concerns of
man. But it is to be emphasized that all the objections raised by the
Historical School, e.g., by Knies in his famous book,4 are futile and
invalid with regard to the teachings of modern economics.

It is customary in German political literature to distinguish be-
tween an older and a later Historical School.5 As the champions of the
older school, Roscher, Bruno Hildebrand, and Knies are named. The
younger school consists of the followers of Schmoller who after the
establishment of the Reich in 1870 held the chairs of economics at the
German universities. This way of subdividing into periods the history
of ideas is an outcome of the parochialism that induced German
authors to slight all that was accomplished abroad. They failed to
realize that the "historical" opposition against what was called the
absolutism of economics was inaugurated outside of Germany. Its
outstanding representative was Sismondi6 rather than Roscher and
Hildebrand. But it is much more important to realize the fact that all
those who in Germany as well as in other countries after the publication
of the books of Jevons, Menger, and Walras criticized economic doctrine
on account of its alleged materialism were fighting against windmills.

IV
Max Weber's concept of a general science of human action—to

which he applied the name sociology—no longer refers to the distinc-
tion between economic action and other activities. But Weber virtu-
ally endorsed the objections raised by historicism against economics
by distinguishing between genuinely rational action, on the one
hand, and other kinds of action. His doctrine is so closely connected

4The first edition was published in 1853 under the title Die politische Okonomie
vom Standpunkte der geschichtlichen Methode. The second edition was published in
1883 under the title Die politische Okonomie vom geschichtlichen Standpunkte. It is by
and large a reprint of the earlier edition enlarged by many additions.

' [The "older" Historical School proponents did not advocate politics as a means of
intervention, nor a basis for economic reasoning as did the "younger" Historical School
advocates—Ed.]

[Jean Charles Leonard Sismondi was a Swiss economist and historian. He thought
that the focus of economics should be man and social reform not wealth and laissez
faire. Sismondi was the first to practice modern period analysis in 1819—Ed.]
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with some untranslatable peculiarities of the German language that
it is rather difficult to expound it in English.

The distinction that Weber makes between "social action" and other
action is, from the point of view of our problem, of little importance. The
main thing is that Weber quite correctly distinguishes between
sinnhaftes Handeln and the merely physiologically determined reac-
tions of the human body. Sinnhaftes Handeln is directed by the Sinn the
acting individual attaches to it; we would have to translate: by the
meaning the actor attaches to it and by the end he wants to attain by it.
This definition would appear as a clear distinction between human
action, the striving after a definite end, on the one hand, and the
physiological—quasi-automatic—reactions of the nerves and cells of
the human body, on the other hand. But then Weber goes on to
distinguish within the class of sinnhaftes Handeln four different
subclasses. The first of these subclasses is called zwechrationales
Handeln and is defined as action aiming at a definite end. The second
subclass is called wertrationales Handeln and is defined as action
determined by the belief in the unconditional intrinsic value (unbeding-
ter Eigenwert) of a certain way of conduct as such, without regard to its
success, from the point of view of ethics, aesthetics, religion, or other
principles. What Weber failed to see is the fact that also the striving
after compliance with definite ethical, aesthetical, and religious ideas
is no less an end than any other end that men may try to attain. A
Catholic who crosses himself, a Jew who abstains from food and drink
on the Day of Atonement, a lover of music who forgoes dinner in order
to listen to a Beethoven symphony, all aim at ends that from their point
of view are more desirable than what they have to renounce in order to
get what they want. Only a personal judgment of value can deny to their
actions the qualification zweckrational, i.e., aiming at a definite end.
And what in Weber's definition do the words "without regard to its
success" mean? The Catholic crosses himself because he considers such
behavior as one link in a chain of conduct that will lead him to what for
him is the most important success of man's earthly pilgrimage. It is tragic
that Max Weber, the eminent historian of religion, the man who tried to
free German sociological thought from its naive commitment to judgments
of value, failed to see the contradictions of his doctrine.7

There is no need to enter into an analysis of the two other subclasses enumerated by
Weber. For a detailed critique of Weber's doctrine, see my essay "Sociologie und Geschichte,"
in Archiv fur Sozialwissenschaft vol. 61 [1929], reprinted in my book Grundprobleme der
Nationalokonomie (Jena: Gustav Fischer, 1933), pp. 64-121. In the English-language trans-
lation of this book, Epistemological Problems of Economics, George Reisman, trans, and
Arthur Goddard, ed. (Princeton: D. Van Nostrand, 1960), this essay appears on pp. 68-129.
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Other attempts to distinguish between rational action and nonra-
tional or irrational action were likewise based on crass misconstructions
and failed. Most of them called "irrational" conduct directed by mistaken
ideas and expectations concerning the effects of definite methods of
procedure. Thus, magic practices are today styled as irrational. They were
certainly not fitted to attain the ends sought. However, the people who
resorted to them believed that they were the right technique in the same
way in which physicians up to the middle of the past century believed that
bleeding is a method of preventing and curing various diseases. In
speaking of human action, we have in mind conduct that, in the opinion
of the actor, is best fitted to attain an end he wants to attain, whether or
not this opinion is also held by a better informed spectator or historian.
The way in which contemporary physicians deal with cancer is not
irrational, although we hope that one day more efficacious therapeutic
and prophylactic methods will be discovered. A report concerning other
people's actions is confusing if it applies the term irrational to the activities
of people whose knowledge was less perfect than that of the reporter. As
no reporter can claim for himself omniscience, he would at least have to
add to his qualification of an action as irrational the proviso "from my
personal point of view."

Another way in which the epithet "irrational" is often employed
refers, not to the means, but to the ends of definite modes of conduct.
Thus, some authors call, either approvingly or disapprovingly, "irra-
tional" the behavior of people who prefer religious concerns, national
independence, or other goals commonly called noneconomic to a more
abundant supply of material satisfactions. Against this highly inex-
pedient and confusing terminology there is need to emphasize again
and again the fact that no man is called to sit in judgment on other
people's judgments of value concerning ultimate ends. When the
Huguenots preferred the loss of all their earthly possessions, the most
cruel punishments, and exile to the adoption of a creed that in their
opinion was idolatrous, their behavior was not "irrational." Neither
was Louis XIV "irrational" when he deprived his realm of many of its
most worthy citizens in order to comply with the precepts of his
conscience. The historian may disagree with the ultimate ends that
the persecutors and their victims were aiming at. But this does not
entitle him to call the means to which they resorted in order to attain
their ends irrational. The terms "rational" and "irrational" are just
as much out of place when applied to ends as when applied to means.
With regard to ultimate ends, all that a mortal man can assert is
approval or disapproval from the point of view of his own judgments
of value. With regard to means there is only one question, viz.,
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whether or not they are fitted to attain the ends sought.
Most of our contemporaries are guided by the idea that it is the

worst of all crimes to force a man, by recourse to violence, to behave
according to the commandments of a religious or political doctrine that
he despises. But the historian has to record the fact that there were
ages in which only a minority shared this conviction, and unspeakable
horrors were committed by fanatical princes and majorities. He is
right in pointing out that Louis XIV, in outlawing Protestantism,
inflicted irreparable evils on the French nation. But he must not forget
to add that the King was not aware of these consequences of his policy
and that, even if he had anticipated them, he would perhaps nonethe-
less have considered the attainment of religious uniformity as a good
for which the price paid was not too high.

The surgeons who accompanied the armies of ages past did their
best to save the lives of the wounded warriors. But their therapeutic
knowledge was pitifully inadequate. They bled the injured man whom
only a transfusion of blood could have saved and thus virtually killed
him. Because of their ignorance, their treatment was contrary to
purpose. It would be misleading and inexpedient to call it irrational.
Present-day doctors are not irrational, although probably better
informed physicians of the future will qualify some of their therapeu-
tical techniques as detrimental and contrary to purpose.

Whenever the distinction between rational and irrational is ap-
plied to ultimate ends, the meaning is that the judgments of value
underlying the choice of the end in question meet with approval or
disapproval on the part of the speaker or writer. Now the promulga-
tion of judgments of value is not the business of a man in his capacity
as a praxeologist, economist, or historian. It is rather the task of
religion, metaphysics, or ethics. History of religion is not theology,
and theology is not history of religion.

When the distinction between rational and irrational is applied to
means, the meaning is that the speaker or writer asserts that the means
in question are not serving their purpose, i.e., that they are not fit to
attain the ends sought by the people who resort to such means. It is
certainly one of the main tasks of history to deal with the serviceable-
ness of the means people employed in their endeavors to attain the ends
sought. It is also certain that the main practical goal of praxeology and
its hitherto best developed part, economics, is to distinguish between
means that are fit to attain the ends sought and those that are not. But
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it is, as has been pointed out, not expedient and rather confusing to
use for this distinction the terms "rational" and "irrational." It is
more appropriate to speak of means answering the intended pur-
pose and those not answering it.

This holds true also with regard to the way in which the terms
"rational" and "irrational" are employed by psychoanalysts. They
"call behavior irrational that is predominately emotional or in-
stinctual," and furthermore "all unconscious functions" and in this
sense distinguish between "irrational (instinctual or emotional)
action as opposed to rational action, and irrational as opposed to
rational thinking."8 Whether this terminology is expedient for the
treatment of the therapeutic problems of psychoanalysis may be
left to the psychoanalysts. From the praxeological point of view,
the spontaneous reactions of the human body's organs and the
activity of instinctual drives are not action. On the other hand, it
is manifestly the outcome of a personal judgment of value to call
emotional actions—e.g., the action with which a man may react to
the awareness of his fellowmen's distress—irrational. It is further
obvious that no other meaning can be ascribed to the term "irrational
thinking" than that it is logically invalid thinking and leads to
erroneous conclusions.

VI
The philosophy of historical relativism—historicism—fails to

see the fact that there is something unchanging that, on the one
hand, constitutes the sphere of history or historical events as
distinct from the spheres of other events and, on the other hand,
enables man to deal with these events, i.e., to record their succes-
sion and to try to find out their concatenation, in other words, to
understand them. This unchanging phenomenon is the fact that
man is not indifferent to the state of his environment (including
the conditions of his own body) and that he tries, as far as it is
possible for him to do so, to substitute by purposive action a state
that he likes better for a state he likes less. In a word: man acts.
This alone distinguishes human history from the history of
changes going on outside the field of human action, from the study
of "natural history" and its various subdivisions as, e.g., geology or
the evolution of various species of living beings. In human history
we are dealing with the ends aimed at by the actors, that is, with

8H. Hartmann, "On Rational and Irrational Action," in Psychoanalysis and the
Social Sciences, vol. 1 (1947), p. 371.
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final causes.9 In natural history, as in the other branches of the natural
sciences, we do not know anything about final causes.

All human wisdom, science, and knowledge deal only with the
segment of the universe that can be perceived and studied by the
human mind. In speaking of human action as something unchanging,
we refer to the conditions of this segment only. There are authors who
assume that the state of the universe—the cosmos—could change in
a way about which we simply do not know anything and that all that
our natural sciences say about the behavior of sodium and levers, for
example, may be invalid under this new state. In this sense they deny
"any kind of universality to chemical and mechanical statements" and
suggest that they be treated "as historical ones."10 With this brand of
agnostic hyperhistoricism that deals in its statements with visionary
conditions about which—as they freely admit—we do not know and
cannot know anything, reason and science have no quarrel.

Thinking man does not look upon the world with a mind that is,
as it were, a Lockian paper upon which reality writes its own story.
The paper of his mind is of a special quality that enables man to
transform the raw material of sensation into perception and the
perceptual data into an image of reality. It is precisely this specific
quality or power of his intellect—the logical structure of his mind—
that provides man with the faculty of seeing more in the world than
nonhuman beings see. This power is instrumental in the development
of the natural sciences. But it alone would not enable man to discover
in the behavior of his fellow men more than he can see in the behavior
of stars or of stones, in that of amoebae or in that of elephants.

In dealing with his fellow men, the individual resorts not only to
the a priori of logic, but besides to the praxeological a priori. Himself
an acting being, he knows what it means to strive after ends chosen.
He see more in the agitation and the stir of his fellow men than in
the changes occurring in his nonhuman environment. He can search
for the ends their conduct is aiming at. There is something that
distinguishes in his eyes the movements of germs in a liquid as
observed in the microscope from the movements of the individuals in
the crowd he may observe in the rush hour at New York's Grand

When the sciences of human action refer to ends, they always mean the ends that
acting men are aiming at. This distinguishes these sciences from the metaphysical
doctrines known under the name of "philosophy of history" that pretend to know the
ends toward which a superhuman entity—for instance, in the context of Marxism, the
"material productive forces"—directs the course of affairs independently of the ends
the acting men want to attain.

10Otto Neurath, "Foundations of the Social Sciences," International Encyclopedia of
Unified Science, vol. 2, no. 1 (Chicago: University of Chicago Press, 1956), p. 9.
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Central Terminal. He knows that there is some "sense" in a man's
running around or sitting still. He looks upon his human environment
with a mental equipment that is not required or, to say it more
precisely, is downright obstructive in endeavors to explore the state
of his nonhuman environment. This specific mental equipment is the
praxeological a priori.

The radical empiricism of the historicists went astray in ignoring
this fact. No report about any man's conduct can do without reference
to the praxeological a priori. There is something that is absolutely
valid for all human action irrespective of time, geography, and the
racial, national, and cultural characteristics of the actors. There is
no human action that can be dealt with without reference to the
categorical concepts of ends and means, of success and failure, of
costs, of profit or loss. What the Ricardian law of association, better
known as the law of comparative cost, describes is absolutely valid
for any kind of voluntary human cooperation under the division of
labor. What the much derided economic laws describe is precisely
what must always and everywhere happen provided the special
conditions presupposed by them are present.

Willy nilly, people realize that there are things they cannot achieve
because they are contrary to the laws of nature. But they are loath to
admit that there are things that even the most powerful government
cannot achieve because they are contrary to praxeological law.

VII

Different from the case of the historians who are loath to take
cognizance of the praxeological a priori is the case of the authors who
belong to the various historical, "realistic," and institutional schools
of economics. If these scholars were consistent, they would limit their
studies to what is called economic history; they would deal exclusively
with the past and would carefully abstain from asserting anything
about the future. Prediction about events to come can be made only
on the ground of knowledge of a regularity in the succession of events
that is valid for every action irrespective of the time and the geo-
graphical and cultural conditions of its occurrence. Whatever econo-
mists committed to historicism or institutionalism do, whether they
advise their own governments or those backward foreign countries,
is self-contradictory. If there is no universal law that describes the
necessary effects of definite ways of acting, nothing can be predicted
and no measure to bring about any definite results can be recom-
mended or rejected.
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It is the same with those authors who, while rejecting the idea
that there are economic laws valid for all times, everywhere, and for
all people, assume that every period of history has its own economic
laws that have to be found a posteriori by studying the history of the
period concerned. These authors may tell us that they have succeeded
in discovering the laws governing events up to yesterday. But—from
the point of view of their own epistemological doctrine—they are not
free to assume that the same laws will also determine what will
happen tomorrow. All that they are entitled to affirm is: experience
of the past shows that A brought about S; but we do not know whether
tomorrow A will not bring about some other effects than B.

Another variety of the denial of economics is the trend doctrine.
Its supporters blithely assume that trends of evolution as manifested
in the past will go on. However, they cannot deny that in the past
trends did change and that there is no reason whatever to assume
that present trends will not one day change too. Thus, this becomes
especially manifest when businessmen, concerned about the contin-
uation of prevailing trends, consult economists and statisticians. The
answer they get is invariably this: statistics show us that the trend
you are interested in was still continuing on the day to which our
most recent statistical data refer; if no disturbing factors turn up,
there is no reason why the trend should change; however, we do not
know anything about the question whether or not such new factors
will present themselves.

VIII
Epistemological relativism, the essential doctrine of historicism,

must be clearly distinguished from the ethical relativism of other
schools of thought. There are authors who combine praxeological
relativism with ethical relativism. But there are also authors who
display ethical absolutism while rejecting the concept of universally
valid praxeological laws. Thus, many adepts of the Historical School
of economics and of institutionalism judge the historical past from
the point of view of what they consider as indisputable, never-chang-
ing moral precepts, e.g., equality of wealth and incomes. In the eyes
of some of them private property is as such morally objectionable.
They blame the economists for an alleged praise of material wealth
and disparagement of more noble concerns. They condemn the system
of private enterprise as immoral and advocate socialism on account
of its presumed higher moral worth. As they see it, Soviet Russia
complies better with the immutable principles of ethics than the
nations of the West committed to the cult of Mammon.
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As against all this emotional talk there is need to point out again:
praxeology and economics, its up to now best developed branch, are
neutral with regard to any moral precepts. They deal with the
striving after ends chosen by acting men without any regard whether
these ends are approved or disapproved from any point of view. The
fact that the immense majority of men prefer a richer supply of
material goods to a less ample supply is a datum of history; it does
not have any place in economic theory. Economics neither advocates
capitalism nor rejects socialism. It merely tries to show what the
necessary effects of each of these two systems are. He who disagrees
with the teachings of economics ought to try to refute them by
discursive reasoning, not by abuse, insinuations, and the appeal to
arbitrary, allegedly ethical standards.
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The Position of Money among
Economic Goods

Karl Knies has recommended to replace the traditional divi-
sion of economic goods into consumer goods and producer

goods with a threefold classification: producer goods, consumer goods,
and means of exchange.1 Terminological questions of this kind, how-
ever, should be decided solely on the basis of their usefulness for
furthering scientific work; definitions, concepts, and the taxonomy of
phenomena have to prove their usefulness in the results of the
research which makes use of them. When these criteria are applied
to the classification and terminology suggested by Knies, it becomes
apparent that they are extremely appropriate. Indeed, there is no
theory of catallactics2 which does not make use of them. The theory
of the value of money is always reserved for special treatment and
separated for the explanation of the price formation of producer goods
as well as consumer goods, although it is obviously part of a uniform
theory of value and price. Even if we do not use the Kniesian termi-
nology and classification consciously, in all significant discussions we
act as if we had adopted them completely.

[Originally published in Die Wirtschaftstheorie der Gegenwart vol. 2, Hans Mayer,
Frank A. Fetter, and Richard Reisch, eds. (Vienna: Julius Springer, 1932). Translated
for this volume by Albert H. Zlabinger—Ed].

^ a r l Knies, Geld und Kredit, 2nd ed. (Berlin: Weidmann, 1885), pp. 20ff.
2[Catallactics is that part of praxeology that deals specifically with market phe-

nomena. The term was first used by Bishop Richard Whately in his Introductory
Lectures in Political Economy (1831)—Ed.]

55



56 Money, Method, and the Market Process

But it is also necessary to note that the special role of money among
economic goods has, if anything, been over-emphasized. The problems
of the determination of the purchasing power of money have mostly been
treated as if they had nothing or very little in common with the problems
of non-monetary exchange. This led to a special status of monetary
theory and has been detrimental to the development of economic under-
standing. Even today, we continually encounter attempts to defend
certain unjustified peculiarities of monetary theory.

Roscher's often quoted remark, "[that] the wrong definitions of
money can be divided into two main groups: Those which think of it as
more and those which think of it as less than the most saleable good,"3

applies not only to the question of the definition of money. Even a
number of those who consider the theory of money a part of catallactics
go too far in emphasizing its special position. This branch of our science
offers plenty of difficulties and it is not necessary to construct artificial
problems; the existing ones provide enough challenge.

I
Monetary Services and the Value of Money

It is clear that the naive conception of the layman that things have
value in themselves, i.e., intrinsic value, necessarily leads to a posi-
tion which draws the dividing line between money and money substi-
tutes differently from the position according to which the value of a
thing is derived from its usefulness. Those who conceive of value as
the result of properties inherent in things must necessarily make a
distinction between physically valuable money and means of ex-
change which provide monetary services but are without material value.
This approach inescapably leads to a contrasting of normal money with
bad and abnormal money, which, in reality, is not money at all.

Today there is no need to deal with this theory. For the modern
subjective theory of value, the question has long been decided. No one
would still openly defend a concept according to which the whole or
a portion of value and price theory was based upon intrinsic exchange
value, i.e., independent of the valuations of acting men. Once this is
admitted, one has already adopted the fundamental principle of
subjective value theory, i.e., the theory of marginal utility.

For prescientific economists—the predecessors of the Physiocrats
and the Classical Economists—it was a significant problem to inte-
grate the theory of the value of money with that of the value of other

3Wilhelm Roscher, Grundlagen der Nationalokonomie, 25th ed. (Stuttgart and
Berlin: J. G. Cotta'sche Buchhandlung Nachtfolger, 1918), p. 340.
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goods. Holding a crudely materialistic bias, they saw the source of
value in the "objective" usefulness of goods. From this point of view,
it is obvious why bread, which can still hunger, and cloth, which can
protect from the cold, will have value. But from where does money,
which can neither nourish people nor keep them warm, derive its
value? Some responded that it arose "from convention" and others
maintained that the value of money was "imaginary."

The error in this view was discovered early. John Law had put it most
succinctly. If all value is derived from usefulness, then it must be true
that the adoption of the precious metals as means of exchange must
generate a value for it. If one wishes to call the value of the metal used
as money, insofar as it is derived from its monetary services, imaginary,
one has to regard all value as imaginary,

Car aucune chose n'a de valeur que par l'usage auquel on l'applique, et a
raison des demandes qu'on en fait, proportionellement a sa quantite.

With these words, Law anticipated the subjective theory of value; he
should not be denied the place he deserves in the history of our science.
The importance of his accomplishment is not reduced by his inability to
develop all the implications from his fundamental idea or that he got
lost in the impenetrable thicket of error or, perhaps, even of guilt.

Researchers who came after him were also unable to make full use
of the content of the clearly developed fundamental idea advanced by
Law. In three respects we still encounter misconceptions.

First, some writers categorically deny that the service provided by
money can generate value. Unfortunately, they do not provide a justifica-
tion why monetary services should be different from the services provided
by food and clothing. The difficulty posed by "paper money" is circumvented
by viewing "paper money" as a claim on genuine, i.e., "materially" valuable,
metallic money. Fluctuations in the rate of exchange of "paper money" are
explained by changes in the probability of payment in species. In view of
the development of monetary theory during the last decades, I consider it
superfluous to challenge this theory. I have attempted an empirical refu-
tation and have not encountered adequate opposition.5

In a way, the second error is connected with the first: the denial of
the possibility of there being a money whose "substance" only produces
monetary services and nothing else. It is usually granted that monetary

John Law, Considerations sur le Numeraire el le Commerce (Paris: Buisson, 1851),
pp. 447ff. The passage translates as: The value of a thing is only in the use we make of
it and the expectations we put into it, proportional to its quantity.

' See Mises, The Theory of Money and Credit, 2nd ed. (Indianapolis,Ind.: Liberty
Classics, 1981), pp. 146-53.
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services can generate value, just as every other service, in general.
Without reservation, we have to agree with Knies when he argues,
"[thatj gold and silver would have been as unsuitable for the purpose of
performing the functions of money as any other commodity, if they had
not previously—before their adoption for monetary services—served as
economic goods for the satisfaction of human wants, a 'general'economic
need, a need that was widely felt and persistent."6 But Knies is in error
when he continues, "it is not sufficient that this primary use of the
precious metals has preceded their use for monetary services; it is
necessary that this use continues, lest the pieces of precious metal loose
their usefulness as money ... If people ceased to use gold and silver to
satisfy their desire for jewelry or ornamentation, etc., then the other use
of the precious metals, their use as a means of exchange, would be
eliminated, also."' Knies did not succeed in proving the validity of this
assertion. It is by no means evident why an economic good, which
performs the services of a commonly used means of exchange, should
loose its ability to serve as money simply because its use for other
purposes are gradually discontinued.

That the adoption of a good as a medium of exchange requires the
goods' previous use or consumption for other purposes results from
the fact that the specific demand for its services as a means of
exchange presupposes an already existing objective exchange value.
This objective exchange value, which subsequently will be modified
by the demand for the good as a medium of exchange in addition to
the demand for it in its "other" use, will be based exclusively upon its
"other" use when it begins to be used as a means of exchange. But
once an economic good has become money, then the specific demand
for money can tie into an already existing exchange relationship
between money and goods in the market, even if the demand for the
money-good, as motivated by the other use, disappears.

Only very slowly and with difficulty has the human spirit freed
itself from the crude materialistic mode of thought that has resulted
in a prolonged resistance to the idea that the use of a good as a
medium of exchange, like any other possible use for the good, gener-
ates a demand that establishes a price and is capable of changing that
price. If the ability of a thing to satisfy a human need, as well as the
recognition of this ability, are made the prerequisites for establishing
the goods-quality of a thing,8 then one comes close to distinguishing

6Knies, Geld und Kredit, p. 322.
7Ibid., pp. 322ff.
8This is even done by Menger; see, his Principles of Economics [1871] (New York:

New York University Press, 1981), pp. 52-53.
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between "real" and "unreal" goods among the objects of economic
action. As soon as the economist steps upon this ground, he looses his
footing and slides unintentionally out of the domain of scientific
objectivity; he enters the realm of ethical valuations, morality, and
policy. There, he will compare the "objectively useful" things to those
which are merely "thought to be useful." He will examine whether
and to what extent the things which are thought to be useful (and
therefore are treated accordingly) are indeed so in an "objective"
sense. As soon as one has come this far, it is only logical to ask whether
the usefulness provided by a good satisfies a genuine need or merely
a fictitious one. This way of thinking may subsequently lead to the
view that the value of precious metals (which serve "only" the desire
for jewelry and do not satisfy a physiological need as e.g., food and
clothing undeniably do from a crude materialistic point-of-view) is
entirely imaginary, a result of inappropriate social institutions and
human vanity. On the other hand, the result can be that the value of
precious metals is admitted as legitimate since even the desire for
jewelry is "genuine" and "justified." The objective utility of the pre-
cious metals is not denied; rather, the general validity of the require-
ment for the services of money is questioned since society had once
existed without money and, in any case, such a society is imaginable.
It is an untenable assumption that the "goods-quality" requires a
"natural" utility not limited to the particular requirements of any
presupposed social order.

But an even cruder materialism was the view which wanted to
deny monetary services their value-creating power because money in
its performance of this service did not loose its ability to serve other
purposes; in other words, because its "substance" was not used up in
its services as money.

All of those who denied the ability of the services of money to
determine its exchange value failed to recognize that the only decisive
element is demand. The fact that there exists a demand for money—
the most marketable (most saleable) good, for which the owners of
other goods are prepared to exchange—means that the monetary
function is capable of creating value.

II
Money Supply and Money Demand:

The "Velocity of Circulation" of Money

The most disastrous of the unjustified deviations of monetary
theory from the theory of direct exchange was the failure to base the
analysis of the fundamental problem of the theory of the value of
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money on the relation between the stock of money and the demand
for it by the individual economic units, or between the demand for
money and the supply of money on the market. Rather, the analysis
began with the objective usefulness of the monetary unit for the
aggregate economy, which was expressed as the velocity of money
relative to the money stock and which was then compared to the sum
of transactions.

The old tendency, taken over from the Cameralists,9 to base the
analysis of economic problems of the "national economy," on the
"totality" and not on the acting human subjects, seems hard to
eradicate. In spite of all the warnings of the subjective economists,
we continue to observe relapses. It is one of the lesser evils that
ethical judgments regarding phenomena are presented under the
guise of scientific objectivity. For example, productive activity (i.e.,
activity carried out in an imagined socialist community led by the
critic) is contrasted with profit-seeking activity (i.e., the activity of
individuals in a society based on private property in the means of
production). The former will be viewed as the "just" and the latter as
the "unjust" mode of production. Much more important is the fact that
if one thinks in terms of the totality of a society's economy, one can
never understand the operation of a society based on private property
in the means of production. It is erroneous to maintain that the
necessity for the collectivist method can be proved by showing that
actions of the individuals can only be understood within the frame-
work of that individual's environment. This is so because economic
analysis does not depend on the psychological understanding of the
motives of action, but only an understanding of action itself. It is
unimportant for catallactics why bread, clothes, books, cannons or
religious items are desired on the market; it is only important that a
certain demand does exist. The mechanism of the market and, there-
fore, the laws of the capitalistic economy can only be grasped if one
begins with the forces operating on the market. But on the market
there are only individuals acting as buyers and sellers, never the
"totality." In economic theory, the totality can be taken only in the
sense of an economic collective where the means of production are
entirely outside the orbit of exchange and, therefore, cannot be sold
for money. Here there is neither room for price theory nor a theory of
money. But if we wish to grasp the value problems of a collective

' |The Cameralist school, in the countries of central Europe during the seventeenth
and eighteenth centuries advocated a total paternalistic state. Their program centered
on how best to regulate industry, trade, and fiscal matters to fund the growing military
and administrative state. The school held the basic tenants of mercantilism, advocated
the dissolution of the guild system, and standardization of laws—Ed.]
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economy, we can—ironically—only use that method of analysis which
has come to be known as the "individualistic method."

The attempts to solve the problem of the value of money with
reference to the aggregate economy, rather than through market
factors, culminated in a tautological equation without any epistemo-
logical value. Only a theory which shows how subjective value judg-
ments of buyers and sellers are influenced by changes in the different
elements of the equation of exchange can legitimately be called a
theory of the value of money.

Buyers and sellers on the market never concern themselves with
the elements in the equation of exchange, of which two—velocity of
circulation and the price level—do not even exist before market
parties act and the other two—the quantity of money (in the whole
economy) and the sum of transactions—could not possibly be known
to the parties in the market. Only the importance which the various
actors in the market attach, on the one hand, to the maintenance of
a cash balance of a certain magnitude and, on the other hand, to the
ownership of the various goods in question determines the formation
of the exchange relationship between money and goods.

Connected with the concept of the velocity of circulation of money
is the mental image that money generates its usefulness only at the
instant of transaction, but is "idle" and useless at other times. A
distinction between active and idle money is also made when one
speaks of money hoarding and proceeds to a comparison between the
"hoarded" quantity of money and the quantity of money that would
be necessary to perform the monetary services; what distinguishes
this from the previous case is the way in which the boundary between
active and idle money is drawn. Both distinctions must be rejected.

The service of money is not confined to transactions. It fulfills its
task not only at the moment it passes from one hand to the next. It
also performs services when it rests in the till, as the most marketable
good, in anticipation of its future use in trade as a generally used
means of exchange. The demand for money of individuals, as well as
the entire economy, is determined by the desire to maintain a cash
balance and not by the aggregate of transactions to be carried out
during a certain time period.10

It is an arbitrary procedure to divide the money stock into two
parts: that which is designated to perform money services proper and
that which serves as a money hoard. Of course, no damage will be

Also see, Edwin Cannan, Money, 4th ed. (Westminister: P. S. King and Son, 1932),
pp. 72ff.
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done if, on the one hand, the demand for money is separated into a
demand for hoarding and a demand to perform the monetary service
proper. But a formula which portrays and solves only an arbitrarily
delineated part of the problem must be rejected if we are able to show
another one which will deal with and solve the whole problem in a
uniform fashion.

I l l
F luc tuat ions in the Value of Money

One of the most peculiar phenomena in the history of monetary
theory is the stubborn resistance encountered by the quantity theory.
The imperfect formulation given to it by many of its advocates
inevitably ran into opposition, with many—as, for example, Benjamin
Anderson11—ascribing to the concept a meaning quite different from
that commonly accepted. As a result, what they call the quantity
theory, and oppose as such, is not the theory itself but only a variation
of it. This is not particularly astonishing. But what is quite surprising
is that an attempt was made and sometimes is still made today to
deny that changes in the relation between money supply and money
demand will modify the purchasing power of the monetary unit. It is
not sufficient to base an explanation on the special interests of
inflationists, statists and socialists, of civil servants and politicians
who would be harmed by a spreading of knowledge concerning mon-
etary policy. We will never arrive at an answer by following the path
of the Historical-Realistic School, which (following the Marxian ex-
ample) explains all ideas by ideologies. It had never been a problem
to explain why a particular ideology is developed and advocated by
certain classes who believe they can benefit from it directly (even if
this direct advantage is more than outweighed by indirect disadvan-
tages). What has to be explained, however, is rather how incorrect
theories come about and find followers. How does it come about that
many people, without justification, come to assume that a certain
policy benefits either the entire society or many groups in that
society?

However, the theory of money as such is not interested in these
psychological aspects which explain the reasons for the unpopularity
of the quantity theory and the tendency to adopt other explanations
for the value of money. Rather, it is interested in the question: which
elements of the doctrines opposing the quantity theory could be
useful? Since it was equally inadmissible to deny the importance of

uBenjamin Anderson, The Value of Money (New York: Macmillan, 1917).
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changes in supply for the formation of exchange relations in the area
of indirect exchange as it was in the area of direct exchange, one could
oppose the quantity theory only by admitting its correctness in
principle, but arguing that notwithstanding its general validity an-
other principle would regularly eliminate its effectiveness. This at-
tempt was made by the Banking School with its famous theory of
hoarding, and its offshoot, the theory of the automatic adjustment of
the circulation of money substitutes to the demand for money in the
broader sense. Today, both theories are overthrown.

As is the case with so many theories, the advocates of the quantity
theory have harmed it more than its enemies. We have already
mentioned the inadequacy of those theories based on the concept of
the velocity of circulation of money. It was not any less erroneous to
interpret the quantity theory as saying that the changes in the
quantity of money resulted in proportional changes in the prices of
goods. It was overlooked that every change in the relationship be-
tween the supply of money and the demand for money would neces-
sarily bring about a shift in the distribution of wealth and income and
that, therefore, the prices of the different goods and services could
not be effected proportionally and simultaneously.

Nowhere has the practice of working with formulas modeled after
mechanics, instead of paying attention to the problem of the influence
of market factors, taken a greater toll than in this case. Economists
wanted to operate with the equation of exchange without noticing
that the changes in the volume of money and the demand for money
can come about in only one way: at first, the evaluations and with
them the actions of only a few economic subjects will be influenced,
with the resulting changes in the purchasing power of the monetary
unit only spreading through the economy in a step-by-step pattern.
In other words, the problem of changes in the value of money have
been treated with the method of "statics," although there should
never have been any doubt concerning the dynamic character of the
problem.

IV
Money Subst i tutes

The most difficult and most important special problem of mone-
tary theory is that of money substitutes. The fact that money services
can also be rendered by secure money claims redeemable on demand,
presents considerable difficulties to the monetary theorists' attempt
to define the supply of money and the demand for money. This
difficulty could not be overcome as long as money substitutes were not
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clearly defined and separated into money certificates and fiduciary
media, in order to treat the granting of credit through the issue of
fiduciary media separately from all other types of credit.

Loans which do not involve the issuing of fiduciary media (i.e.,
bank notes or deposits which are not backed by money) is of no
consequence for the volume of money. The demand for money can be
influenced by lending as much as by any other institution of the
economic order. Without knowledge of the data of the specific case,
we cannot say in which direction this influence will operate. The
widely-held opinion that an expansion of credit will always lead to a
reduction in the demand for money is not correct. If many of the loan
contracts provide for large repayments on certain days (for example,
at the end of the month or quarter), the result will be an increase and
not a reduction in the demand for money. The consequences of this
increase in the demand for money will be expressed in prices, if it
were not for clearing arrangements, on the one hand, and the practice
of banks to increase the volume of fiduciary media on critical days,
on the other hand.

Everything depends on the clear separation of money from money
substitutes and within the category of money substitutes a distinction
between money certificates (a money substitute fully backed by
money) and the fiduciary medium (the money substitute not backed
by money). But this is above all a question of terminological appro-
priateness. However, this question gains in importance in view of the
difficulty and complexity of the problems. It is not—as so often is still
maintained—the "granting of credit" but the issuing of fiduciary
media which causes those effects on prices, wages, and interest rates,
which banking theory has to deal with. It is, therefore, not inappro-
priate to refer to banking theory as the theory of fiduciary media.

V
Economic Calculation and the
Problem of "Value Stability"

The old and widely accepted conception of money as a measure of
price and value is out of the question for modern theory. But it was
not an entirely harmless oversight of the subjective theory that it has
not paid more attention to the importance of money for economic
calculation, as well as the problem of economic calculation in general.

Traditionally, theoretical economics separates the theory of uni-
ntermediated (direct) exchange from the theory of intermediated
(indirect) exchange. This division of catallactics is indispensible and
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without it, it would have been impossible to ever produce useful
results. But one must always be aware that the assumption that
economic goods are exchanged without the intermediation of a gen-
erally used means of exchange is realistic only for the cases involving
the exchange of consumer goods and those producer goods of the
lowest order, i.e., those closest to consumer goods. The direct ex-
change of consumer goods and closely related producer goods is, of
course, possible; it exists today and did so in the past. However, the
exchange of goods of a more remote order presupposes the use of
money. The concept of the market as the essence of coordination of
all elements of demand and supply, upon which modern theory does
and must depend, is unthinkable without the use of money. Only with
the use of money is it possible to compare the marginal utility of goods
in all alternative employments. Only where money exists can we
clearly analyze the difference in value between present and future
goods. Only within a money economy can this value difference be
comprehended in the abstract and separated from changes in the
valuation of individual concrete economic goods. In a barter economy,
the phenomenon of interest could never be isolated from the evalua-
tion of future price movements of individual goods. To assume the
existence of a highly developed market system without the interme-
diation of a generally accepted means of exchange would be a scien-
tific fiction like Vaihinger's "as i f theory.12

We will not deal here with the significance of monetary calculation
for rational action and social cooperation; this is not a task for
catallactics but one for sociology. The field of monetary theory is large
enough if it confines itself to an exhaustive treatment of questions of
its own immediate concern.

The paramount role of money within the sphere of economic goods
was established by the practice of calculating in terms of money, by
expressing the price of all other economic goods in terms of the
corresponding amount of money and by basing economic decisions
solely on the value of the monetary unit. One result of this practice
is the contrast between money and goods as we encounter it in the
phrase "the high cost of living" and even more clearly in mercantilist
theory. But a more serious consequence of assigning such prominence
to money has been the development of the idea of a "stable value" of

[Hans Vaihinger (1852-1933) was a German philosopher who maintained that "An
idea whose theoretical untruth or incorrectness, and therewith its falsity, is admitted,
is not for that reason particularly valueless and useless; for an idea in spite of its
theoretical nullity may have great practical importance," The Philosophy of "As If," C.
K. Odgen, trans. (New York: Harcourt, Brace, 1935), p. viii—Ed.]
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money, which in spite of its naivete and vagueness has been a
permanent influence on monetary policy.

As it came to be recognized that money is not of "stable value," the
political postulate arose that money should be of stable value or at
least be designed in such a way that it would approximate this ideal
as closely as possible. The advocates of the gold standard, as well as
those of the bimetallic standard, have touted their monetary systems
as the best guarantee for the greatest possible stability of the value
of money. A number of proposals are based on the idea that the
greatest possible constancy of the purchasing power of money is the
ultimate and the most important goal of monetary policy. One such
proposal foresees the creation of a commodity currency (tabular
standard) for long-term contracts to supplement precious metal cur-
rency. The proposals by Irving Fisher13 and John Maynard Keynes14

go even farther by recommending a "manipulated currency" based on
a system of index numbers.

The shortcomings of the "stable value" notion and the contradic-
tions in a monetary policy based upon it do not have to be shown
again. In everyday life, the actions of economizing subjects regard-
ing value estimates usually cover only short periods of time, if we
ignore for the moment long-term loan contracts with which we will
have to deal in more detail later. The economic calculations of the
entrepreneur is confined to the months and years ahead. Only condi-
tions in the immediate future can be forecasted and considered in
economic calculations. Apart from the difficulties which changes in
the purchasing power of money present, it would be impossible to
forecast the economic situation of a more distant future with any
degree of reliability.

The desire for a "stable" store of purchasing power originated with
attempts to protect wealth and income from the vicissitudes of the
market. The goal was to maintain wealth and income for "eternity."
The agrarian mentality thought it had found such a store of wealth
in the form of land. Land would always be land, and the fruits of
agriculture would always be desirable; thus, it was believed that the
ownership of land was a form of wealth which would assure a steady
income. It is easy for us today, in an age of capitalistically organized

13Irving Fisher, Stabilizing the Dollar (New York: Macmillan, 1925), pp. 79ff.
14John Maynard Keynes, A Tract on Monetary Reform (London: Macmillan, 1923),

pp. 177ff.
lD[Ludwig von Mises. Monetary Stabilization and Cyclical Policy (1928), in On the

Manipulation of Money and Credit, Percy L. Greaves, Jr., ed. (Dobbs Ferry, N.Y.: Free
Market Books, 1978), pp. 83-103—Ed.J
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agriculture, to show the error of this view. A self-sufficient farmer
working on his own land might be able to insulate himself "forever"
from the changes taking place around him. But for a business oper-
ating in a society based on an extensive division of labor, the situation
is quite different. Capital and labor must only be applied to the best
plots of land. To produce on land of lesser quality fails to yield any
net returns. Even plots of land can fall drastically in value or lose it
altogether when higher quality land becomes available in large
amounts.

This type of thinking was soon transferred from land to claims
secured by property in land. Later claims against the "State" and
other creatures of public law were added to the secured claims. The
State was thought to have eternal existence and its promises to pay
were accorded unconditional faith. Consequently, government bonds
appeared as a means to remove wealth and income from the uncer-
tainties of life into the sphere of "eternity." We need not waste any
more words on the fallacy of this idea. It is sufficient to point out that
even States can fall and that States repudiate their debts.

Contrary to prevailing opinion, in the capitalistic social order no
wealth exists which automatically produces a return. In order to
derive income from property in the means of production, property has
to be either employed in a successful venture or has to be loaned to a
promising entrepreneur. But for entrepreneurs, success is never
"certain." It can happen that a firm will decline and the capital
invested vanishes, either partly or entirely. The capitalist who is not
an entrepreneur himself, but merely lends to entrepreneurs, is less
exposed to the danger of loss than is the entrepreneur; but even he
bears the risk that the loss of the entrepreneur becomes so substan-
tial that he is unable to repay the borrowed capital. Ownership of
capital is not the source of automatically accruing income but a means
whose successful application can produce income. To derive income
from property in capital, one has to have the ability to invest it
advantageously. He who does not have this ability, cannot count on
income from his capital ownership and my loose it entirely.

To reduce these difficulties and uncertainties to the lowest possi-
ble level, capitalists acquire land, government obligations and mort-
gage bonds. But here the shortcomings of a money lacking "stable
value" begins to cause problems. In the case of short-term credit, the
effects of changes in the purchasing power of money on the value of
the claim will be eliminated or at least reduced by the fact that
market interest rates for short-term loans will rise and fall with the
fluctuations in the prices of goods. This adjustment is not possible in
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the case of long-term loans.
The ultimate reason behind the striving for money of a "stable

value" is to be found in the desire to create a medium capable of
removing the ownership of capital from the domain of the temporal
into the domain of the eternal. But the solution to the problem of
value stability can only be accomplished if all movement and change
is eliminated from the economic system. It is not sufficient to stabi-
lize the exchange relationship between money and an average of
commodity prices; one would also have to fix the exchange ratios
between all goods.

If monetary policy abstains from everything which could cause
violent changes in the exchange relationship between money and
other economic goods which originate from the "money side"; if it
chooses a commodity currency which is not subject to sudden fluctu-
ations in value stemming either from its own supply or from its
demand for industrial and other non-monetary uses; if it exercises
restraint in the issue of fiduciary media: then it has done everything
that can be done towards a mitigation of the harmful effects that flow
from changes in the purchasing power of money. If monetary policy
were confined to these tasks, it would contribute more to the elimi-
nation of these perceived evils than by conscious efforts to realize an
unreachable ideal. No one who understands the meaning and impli-
cations of the theoretical concept of a "stationary state" can deny that
all attempts to transplant this conceptualization from the world of
economic theory into real life must remain unsuccessful.



The Non-Neutrality of Money

he monetary economists of the sixteenth and seventeenth
centuries succeeded in dissipating the popular fallacies con-

cerning an alleged stability of money. The old error disappeared, but
a new one originated, the illusion of money's neutrality.

Of course, classical economics did its best to dispose of these
mistakes. David Hume, the founder of British Political Economy, and
John Stuart Mill, the last in the line of classical economists, both
dealt with the problem in a masterful way. And then we should not
forget Cairnes, who in his essay on the course of depreciation paved
the way for a realistic view of the issue involved.1

Notwithstanding these first steps towards a more correct grasp,
modern economists incorporated the fallacy of money neutrality into
their system of thought.

The reasoning of modern marginal utility economics begins from
the assumption of a state of pure barter. The mechanism of exchang-
ing commodities and of market transactions is considered on the
supposition that direct exchange alone prevails. The economists
depict a purely hypothetical entity, a market without indirect ex-
change, without a medium of exchange, without money. There is no
doubt that this method is the only possible one, that the elimination

[This essay was delivered as a lecture to a group in Paris in 1938 and again to the
New York City Economics Club in 1945 and previously unpublished—Ed.]

[David Hume, "On Money," in Writings on Economics, Eugene Rotwein, ed.
(University of Wisconsin Press, Madison, 1970), pp. 33-46; John Stuart Mill, Principles
of Political Economy, Sir William Ashley, ed. (1909), bk. 3, chap. 8; John E. Cairnes,
Essays in Political Economy (London: MacMillan, 1873), pp. 1-65—Ed.]
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of money is necessary and that we cannot do without this concept of
a market with direct exchange only. But we have to realize that it is
a hypothetical concept which has no counterpart in reality. The actual
market is necessarily a market of indirect exchange and money
transactions.

From this assumption of a market without money, the fallacious
idea of neutral money is derived. The economists were so fond of the
tool which this hypothetical concept provided that they overestimated
the extent of its applicability. They began to believe that all problems
of catallactics could be analyzed by means of this fictitious concept.
In accordance with this view, they considered that the main work of
economic analysis was the study of direct exchange. After that all that
was left was to introduce the monetary terms into the formulas
obtained. But this was, in their eyes, a work of only secondary
importance, because, as they were convinced, the introduction of
monetary terms did not affect the substantial operation of the mech-
anism they had described. The functioning of the market mechanism
as demonstrated by the concept of pure barter was not affected by
monetary factors.

Of course, the economists knew that the exchange ratio between
money and commodities was subject to change. But they believed—
and this is exactly the essence of the fallacy of money's neutrality—
that these changes in purchasing power were brought about simulta-
neously in the whole market and that they affected all commodities
to the same extent. The most striking expression of this point of view
is to be found in the current metaphorical use of the term "level" in
reference to prices. Changes in the supply or demand of money—other
things remaining equal—make all prices and wages simultaneously
rise or fall. The purchasing power of the monetary unit changes, but
the relations among the prices of individual commodities remain the
same.

Of course, economists have developed for more than a hundred
years the method of index numbers in order to measure changes in
purchasing power in a world where the ratios between the prices of
individual commodities are in continuous transition. But in doing so,
they did not give up the assumption that the consequences of a change
in the supply or demand of money were a proportional and simulta-
neous modification of prices. The method of index numbers was
designed to provide them with a means of distinguishing between the
consequences of those changes in prices which take their origins from
the side of the demand for or supply of individual commodities and
those which start from the side of demand for or supply of money.
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The erroneous assumption of money neutrality is at the root of all
endeavors to establish the formula of a so-called equation of ex-
change. In dealing with such an equation the mathematical econo-
mist assumes that something—one of the elements of the equation—
changes and that corresponding changes in the other values must
needs follow. These elements of the equation are not items in the
individual's economy, but items of the whole economic system, and
consequently the changes occur not with individuals but with the
whole economic system, with the Volkswirtschaft as a whole. Proceed-
ing thus, the economists apply unawares for the treatment of mone-
tary problems a method radically different from the modern
catallactic method. They revert to the old manner of reasoning which
doomed to failure the work of older economists. In those early days
philosophers dealt in their speculations with universal concepts, such
as mankind and other generic notions. They asked: What is the value
of gold or of iron, that is: value in general, for all times and for all
people, and again gold or iron in general, all the gold or iron available
or even not yet mined. They could not succeed in this way; they
discovered only alleged autinomies which were insoluble for them.

All the successful achievements of modern economic theory have
to be ascribed to the fact that we have learned to proceed in a different
way. We realize that individuals acting in the market are never
presented with the choice between all the gold existing and all the
iron existing. They do not have to decide whether gold or iron is more
useful for mankind as a whole, but they have to choose between two
limited quantities both of which they can not have together. They
decide which of these two alternatives is more favorable for them
under the conditions and at the moment when they make their
decision. These acts of choice performed by individuals faced with
alternatives are the ultimate causes of the exchange ratios estab-
lished in the market. We have to direct our attention to these acts of
choice and are not at all interested in the metaphysical and purely
academic, nay, vain question of which commodity in general appears
more useful in the eyes of a superhuman intelligence surveying
earthly conditions from a transcendental point of view.

Monetary problems are economic problems and have to be dealt
with in the same way as all other economic problems. The monetary
economist does not have to deal with universal entities like volume
of trade meaning total volume of trade or quantity of money meaning
all the money current in the whole economic system. Still less can he
make use of the nebulous metaphor "velocity of circulation." He has
to realize that the demand for money arises from the preferences of
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individuals within a market society. Because everybody wishes to
have a certain amount of cash, sometimes more, sometimes less,
there is a demand for money. Money is never simply in the economic
system, in the Volkswirtschaft, money is never simply circulating. All
the money available is always in the cash holdings of somebody. Every
piece of money may one day—sometimes oftener, sometimes more
seldom—pass from one man's cash holding to another man's. But at
every moment it is owned by somebody and is a part of his cash
holdings. The decisions of individuals regarding the magnitude of
their cash holdings constitute the ultimate factor in the formation of
purchasing power.

Changes in the quantity of money and in the demand for money
for cash holding do not occur in the economic system as a whole if
they do not occur in the households of individuals. These changes in
the households of individuals never occur for all individuals at the
same time and to the same degree and they therefore never affect
their judgments of value to the same extent and at the same time. It
is exactly the merit of Hume and Mill that they tried to construct a
hypothetical case where the changes in the supply of money could
affect all individuals in such a way that the prices of all commodities
would rise or fall at the same time and in the same proportion. The
failure of their attempts provided a negative proof, and modern
economics has added to this the positive proof that the prices of
different commodities are not influenced at the same time and to the
same extent. The oversimple formula both of the old quantity theory
and of contemporary mathematical economists according to which
prices, that is all prices, rise or fall in the proportion of the increase
or decrease in the quantity of money, is disproved.

To simplify and to shorten our analysis let us look at the case of
inflation only. The additional quantity of money does not find its way
at first into the pockets of all individuals; not every individual of those
benefited first gets the same amount and not every individual reacts
to the same additional quantity in the same way. Those first bene-
fited—in the case of gold, the owners of the mines, in the case of
government paper money, the treasury—now have greater cash hold-
ings and they are now in a position to offer more money on the market
for goods and services they wish to buy. The additional amount of
money offered by them on the market makes prices and wages go up.
But not all the prices and wages rise, and those which do rise do not
rise to the same degree. If the additional money is spent for military
purposes, the prices of some commodities only and the wages of only
some kinds of labor rise, others remain unchanged or may even
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temporarily fall. They may fall because there are now on the market
some groups of men whose incomes have not risen but who neverthe-
less are obliged to pay more for some commodities, namely for those
asked by the men first benefited by the inflation. Thus, price changes
which are the result of the inflation start with some commodities and
services only, and are diffused more or less slowly from one group to
the others. It takes time till the additional quantity of money has
exhausted all its price changing possibilities. But even in the end the
different commodities are not affected to the same extent. The process
of progressive depreciation has changed the income and the wealth
of the different social groups. As long as this depreciation is still going
on, as long as the additional quantity of money has not yet exhausted
all its possibilities of influencing prices, as long as there are still
prices left unchanged at all or not yet changed to the extent that they
will be, there are in the community some groups favored and some at
a disadvantage. Those selling the commodities or services whose
prices rise first are in a position to sell at the new higher prices and
to buy what they want to buy at the old still unchanged prices. On
the other hand, those who sell commodities or services whose prices
remain for some time unchanged are selling at the old prices whereas
they already have to buy at the new higher prices. The former are
making a specific gain, they are profiteers, the latter are losing, they
are the losers, out of whose pockets the extra-gains of the profiteers
must come. As long as the inflation is in progress, there is a perpetual
shift in income and wealth from some social group, to other social
groups. When all price consequences of the inflation are consum-
mated, a transfer of wealth between social groups has taken place.
The result is that there is in the economic system a new dispersion
of wealth and income and in this new social order the wants of
individuals are satisfied to different relative degrees, than formerly.
Prices in this new order can not simply be a multiple of the previous
prices.

The social consequences of a change in the purchasing power of
money are twofold: first, as money is the standard of deferred pay-
ments, the relations between creditors and debtors is changed. Sec-
ond, as the changes in purchasing power do not affect all prices and
wages at the same moment and to the same extent, there is a shift of
wealth and income between different social groups. It was one of the
errors of all proposals to stabilize purchasing power that they did not
take into account this second consequence. We may say that economic
theory in general did not pay enough attention to this matter. As far
as it did, it principally considered it only in reference to the reaction
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of a change in a country's currency on its foreign trade. But this is
only a special application of a problem which has a much wider scope.

What is fundamental for economic theory is that there is no
constant relation between changes in the quantity of money and in
prices. Changes in the supply of money affect individual prices and
wages in different ways. The metaphorical use of the term price level
is misleading.

The erroneous opinion to the contrary was based on a consider-
ation which may be represented thus: let us think of two absolutely
independent systems of static equilibrium A andB. Both are in every
respect alike except that to the total quantity of money (M) in A and
to every individual cash holding (m) in A there correspond inB a total
quantity of Mn and individual cash holdings mn. On these assump-
tions of course all the prices and wages in B are n times those in A.
But they are exactly thus because these are our hypothetical assump-
tions. But nobody can devise a way by which the system A can be
transformed into the system B. Of course it is unpermissible to operate
with static equilibrium if we wish to approach a dynamic problem.

Setting aside all qualms about the use of the terms dynamic and
static, I wish to say: money is necessarily a dynamic agent and it was
a mistake to deal with monetary problems in a static way.

Of course there is no room left for money in a concept of static
equilibrium. In forming the concept of a static society we assume that
no changes are taking place. Everything is going on in the same old
manner. Today is like yesterday and tomorrow will be like today. But
under these conditions nobody needs a cash holding. Cash holding is
necessary only when the individual does not know what situation he
will have to face in an uncertain future. If everybody knows when and
what he will have to buy, he does not need a private cash holding and
can entrust all his money to the central bank as time deposits due on
the dates and in the amounts necessary for his future payments. As
everybody would proceed in the same way, the central bank does not
need any reserves to meet its obligations. Of course, the total amount
which it has to pay out to the buyers every day exactly balances the
amount which it receives as deposits from the sellers. If we assume
that in this world of static equilibrium once, before the equilibrium
was attained, there was metallic currency only, let us say gold, we
have to assume that with the gradual approach towards conditions
of equilibrium the citizens deposited more and more of their gold and
that the bank, which had no need for it, sold the gold to jewelers and
others for industrial consumption. With the advent of equilibrium
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there is no more metallic money, there is in fact no more money at
all, but an unsubstantial and immaterial clearing system, which
cannot be considered as money in the ordinary sense. It is rather an
unrealizable and even unthinkable system of accounting, a
numeraire as some economists believed ideal money ought to be. This,
if it could be called money, would be neutral money. But we should
never forget, that the state of equilibrium is purely hypothetical, that
this concept is nothing but a tool for our mental work. Not being able
to make experiments, the social sciences have to forge such tools. But
we must be very careful in their use. We have to be aware that the
state of static equilibrium can never be attained in real life. Still more
important is the fact, that in this hypothetical state the individual
does not make choices, does not act and does not have to decide
between incompatible alternatives. Life in this hypothetical state is
therefore robbed of its essential element. In constructing this hypo-
thetical state we want merely to understand the incentives of action,
which always implies change, by conceiving conditions, in which no
action takes place. But a changeless world would be a dead world. We
do not just have to deal with death, but with life, action, and change.
In a living world there is no room for neutrality of money.

Money, of course, is a dynamic factor and as such cannot be
discussed in terms of static equilibrium.

Let me now briefly point out some of the major conclusions derived
from an insight into the non-neutrality of money.

First we have to realize that the abandonment of the fallacious
concept of neutral money destroys the last stronghold of the advo-
cates of quantitative economics. For a very long time eminent econo-
mists have believed that it will be possible one day to replace quali-
tative economics by quantitative economics. What renders these
hopes vain, is the fact, that in economic quantities we never have any
constant ratios among magnitudes. What the economist discovers
when he studies relations between demand and prices is not compa-
rable with the work of the natural scientist who determines by
experiments in his laboratory constant relations, e.g., the specific
gravity of different substances. What the economist determines is of
historical value only; he is in his statistical work a historian, but not
an experimenter. The work of the late lamented Henry Schultz2 was
economic history; what we learn from his research is what happened
with some commodities in a limited period of the past in the United
States and Canada. It tells us nothing about what happened with the

[In his treatise Theory and Measurement of Demand (Chicago: University of
Chicago Press, 1938) he set forth his crop theory of cycles—Ed.]
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same commodities elsewhere or in another period or what will happen
in the future.

But there still has remained the belief that it is different with
money. I may cite, for example, Professor Fisher's book on the Pur-
chasing Power of Money, which is founded on the assumption that the
purchasing power of the monetary unit changes in inverse proportion
to the quantity of money.3 I think that this assumption is arbitrary
and fallacious.

The second conclusion which we have to draw is the futility of all
endeavors to make money stable in purchasing power. It is beyond
the scope of my short address to explain the advantages of a sound
money policy and the disadvantages of both inflation and deflation.
But we should not confuse the political concept of sound money with
the theoretical concept of stable money. I do not wish to discuss the
inner contradictions of this stability concept. From the point of view
of the present subject it is more important to emphasize that all
proposals for stabilization, apart from other deficiencies, are based
on the idea of money's neutrality. They all suggest methods to undo
changes in purchasing power already effected if there has been an
inflation they wish to deflate to the same extent and vice versa. They
do not realize that by this procedure they do not undo the social
consequences of the first change, but simply add to it the social
consequences of a new change. If a man has been hurt by being run
over by an automobile, it is no remedy to let the car go back over him
in the opposition direction.

The popularity of all schemes for stabilization invites us to a
philosophical consideration. It is a general weakness of the human
mind to regard the state of rest and absence of change as more perfect
than the state of motion. The absolute, that old phantom of misguided
philosophical speculation, is still with us; its modern name is stabil-
ity. But stability, e.g., absence of change, is, we have to repeat,
absence of life.

The third conclusion which we may draw is the futility of the
distinction between statics and dynamics and between short-run and
long-run economics. The way in which we have to study monetary changes
provides us with the best evidence that every correct economic consider-
ation has to be dynamic and that static concepts are only instrumental.
And at the same time we have to realize that all correct economic

3[Irving Fisher, The Purchasing Power of Money, 2nd ed. (New York: Macmillan,
1920), p. 157. "there is no possible escape from the conclusion that a change in the
quantity of money (M) must normally cause a proportional change in the price
level"—Ed.J
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theorizing is a gradual progress from short-run to long-run effects.
But the most important value of the theory of money's dynamism

is its use for the development of the monetary theory of the trade
cycle. The old British Currency-Theory was already in a restricted
sense a monetary explanation of the cycle. It studied the conse-
quences of credit expansion on the assumption only that there is
credit expansion in one country whereas in the rest of the world
things are left unchanged. This seemed to be enough for the explana-
tion of the business cycle in Great Britain in the first half of the
nineteenth century. But the explanation of an external drain does not
provide an answer to the question what may happen in a completely
isolated country or in the case of a simultaneous credit expansion all
over the world. But only the answer to this second question could be
considered satisfactory under the conditions prevailing in the twen-
tieth century. Only the answer to this second question is important,
if we have to consider the proposals for eliminating the cyclical
changes either by loosening the international ties of the national
economy or by making credit expansion international in the way the
Bretton Woods Agreements4 provide. It is the boast of the monetary
theory of the trade cycle that it provides us with a satisfactory answer
to these and to some other serious problems.

I do not wish to infringe more upon your time and so I wish only
to add some remarks on the treatment of the problem by certain
younger economists. I myself am not responsible for the term "neutral
money." I have developed a theory of the changes in purchasing power
and its social consequences. I have demonstrated that money acts as
a dynamic agent and that the assumption that the changes in pur-
chasing power are inversely proportional to the changes in the rela-
tion of demand for to the supply of money is fallacious. The term
"neutral money" was coined by later authors.5 I do not wish to
consider the question of whether it was a happy choice. But in any
case I must protest against the belief that it has to be a goal of
monetary policy to make money neutral and that it is the duty of the
economists to determine a method of doing so. I wish to emphasize
that in a living and changing world, in a world of action, there is no
room left for a neutral money. Money is non-neutral or it does not
exist.

[The Bretton Woods agreement in 1945 established an international gold exchange
standard that valued the dollar at l/35th of an ounce of gold—Ed.]

5[F. A. Hayek, Prices and Production, 2nd ed. (New York: Augustus M. Kelley, 1935),
pp. 31 and 129-31—Ed.]



The Suitability of Methods of
Ascertaining Changes in
Purchasing Power for the
Guidance of International

Currency and Banking Policy

T Introduction
he expressions, "fluctuations in the purchasing power of gold"
and "measurement of the fluctuations in the purchasing

power of gold" cannot be used unless we have, at the same time, a
conception of the purpose for the attainment of which it is essential
to have an exact definition of these terms. They have been evolved to
meet mainly practical requirements, not purely theoretical ones.
Being conscious of the undesirable effects of certain changes in prices,
we seek ways and means of eliminating their undesirable effects or,
even better, the causes which generate them. Consequently, any
study referring to these expressions must take as its starting-point a
consideration of what it is we find undesirable, why we find it
undesirable and what can be done with a view towards its removal
without putting something more undesirable in its place.

[Memorandum prepared for the Gold Delegation of the Financial Committee of the
League of Nations, F/Gold/51 (Geneva: October 10, 1930). This memo had been forgot-
ten and only rediscovered when doing research for this volume in the League of Nations
Library Archives—Ed.]
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I
The Social Effects of Changes in the

Purchasing Power of Gold

There are two distinct reasons why changes in the purchasing
power of gold affect income and capital conditions. If it were not for
the operation of these factors, changes in purchasing power would be
a matter of no more importance, so far as social effects are concerned,
than changes in the system of weights and measures or changes in
the calendar. If (a) there were no deferred payments, i.e., no debts or
claims expressed in terms of gold, with all money transactions being
cash transactions and (b) if changes in the purchasing power of money
affected the whole economic system and every particular commodity
simultaneously and to the same extent, we would have no reason to
concern ourselves with the effects of changes in the purchasing power
of gold.

(a) Changes in Purchasing Power and Indebtedness

Changes in purchasing power affect debt contracts expressed in
terms of gold due to the fact that the parties contracting such
liabilities do not make allowance for changes in the purchasing power
of gold. In general, the world clings to the view that gold is of "stable
value," naive as that view may be and as incapable as it may be of
withstanding any exact analysis. However, even if this view was not
prevalent, in the case of long-term commitments it would not be
possible to adjust for changes in the purchasing power of gold; there
is no means of making any sort of estimate about either the direction
or the extent of future changes in purchasing power over a consider-
able future time-period. The case of short-term liabilities is different.
If it is anticipated that the prices of commodities will rise in the
course of the next few weeks or months, the rate of interest for
short-term loans correspondingly rises, and it falls if it is expected
that commodity prices will fall. Therefore, the problem of the effect
of changes in purchasing power arises only in the case of long-term
debt contracts, and not in the case of short-term liabilities.

(b) The Second Category of Consequences of Changes in
Purchasing Power

English and American writers have investigated the influence of
changes in purchasing power on the tenor of debt contracts with
exceptional thoroughness for more than a century, at a time when
this problem was almost entirely neglected on the Continent and,
especially, in Germany. On the other hand, English and American
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writers have devoted very little attention to the second category of
consequences that are caused by changes in purchasing power. As a
result, the numerous projects and proposals for the elimination of the
unfavorable consequences of such changes have, as a rule, been
concerned exclusively with the effect on debt contracts, while leaving
other effects of such changes unaccounted for.

If changes in purchasing power affected all commodities and
services simultaneously and to the same extent, the effect on people's
incomes and expenditures would be identical, and nobody would be a
penny the better or the worse for the change (apart from the case of
debt contracts discussed in the previous section). However, this is
never the case. Eminent economists, from David Hume and John
Stuart Mill downwards, have vainly endeavored to construct a theo-
retical case in which a change in purchasing power might affect all
commodities and services simultaneously and to the same extent. It
is impossible to construct such a case.

Changes in purchasing power always make themselves felt, at
first, at some particular point of the economic system, and its effects
only then spread from there by successive stages. When the volume
of money is increased, those into whose hands the additional new
money first passes are able—with their increased income—to go on
paying the previous market prices for commodities and services, i.e.,
at prices formed without regard, as yet, to the new supply of money.
In this case, an increase in money income is tantamount to an
increase in real income and may even ultimately result in an increase
in capital. On the other hand, those whose incomes are the last to be
increased are at a disadvantage, owing to the fact that they are
compelled to pay for a large portion of the commodities and services
they purchase at prices formed with regard to the new supply of
money, i.e., before their incomes have risen correspondingly. This
process was clearly observed in every country in the inflationary
period during and after the war. But it is most conspicuous in the field
of international economic relations; Cairnes has an admirable ac-
count of its operation in his Essays in Political Economy, in which he
traces the effects of the discoveries of gold and the progressive course
of depreciation to which they gave rise.

Study of the social consequences of changes in purchasing power
cannot be restricted to the consideration of their effect on indebted-
ness. The effects of the time-lag, which I have described, also have to
be taken into the account.

But it is just when we endeavor to do this that we become aware
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of the immense difficulties in the way. If we only consider the effect
of changes of purchasing power on indebtedness we are prone to
assume that all that is required is to determine an average figure for
the purchasing power of money, leaving the rise of one price to be
off-set by the fall of another. But this is not enough, if we take the
second category of consequences of changes in purchasing power into
account; for these consequences are due precisely to the fact that
some prices have risen while others are still lagging behind. There-
fore, if we proceed along the lines of the proposals for the stabilization
of purchasing power, i.e., by correcting changes in purchasing power
after they have occurred in accordance with some system of index-
numbers, we shall have done nothing to eliminate this particular
category of social effects.

II
Analysis of Attempts at Stabilization

Obviously, before we enter upon the task set by our topic, we must
understand the object towards which these measures are to be applied.

The serious disturbances, which follow in the train of cyclically
reoccurring economic depressions, have led many in the world to
entertain the conceptual ideal of a "stable" economic system. How-
ever, this can never mean an economic system in which all prices
remain unchanged. All that can be attempted is the establishment of
a system which is not exposed to grave shocks from the "money-side."

Anumber of writers have argued in favor of alteringthe legal basis
of debt contracts in the sense of expressing them, not in terms of gold,
but in terms of a definite quantity of commodities. The aim of such
proposals is the establishment of what is called a "commodity stan-
dard" or a "tabular standard." For a long time it was innocently
assumed that such a standard would necessarily be "equitable." I
have, I think, sufficiently shown, as have other economists before me,
that this assumption is not likely to be universally accepted.1

But even if we ignore the objections to the "equitable character"
of commodity and tabular standards, we cannot fail to see what has
already been pointed out, namely, that the establishment of such a
standard can only eliminate a part of the social effects of changes in
purchasing power. It will, perhaps, be said that it is much to be able
to eliminate the consequences in the case of debt contracts, even if

[Ludwig von Mises, "Monetary Stabilization and Cyclical Policy" [1928], in On the
Manipulation of Money and Credit, Percy L. Greaves, Jr., ed. (Dobbs Ferry, N.Y.: Free
Market Books, 1978), p. 99ff—Ed.]
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the more difficult problem of the elimination of the second category
of consequences would have to be left to the future. This, however, is
not a tenable view. No doubt, the problem of a standard of deferred
payment is extremely important; but here as in other questions, the
economy "helps itself," certainly in the case of short-term, and possi-
bly even in the case of long-term, debt contracts. The circumstance
that in the last few decades those who have lent money at long-term,
i.e., bond-holders, have suffered losses has induced a certain caution
on the market for long-term obligations. This tendency is apparent
today; but it has also been noticeable in earlier periods of depression,
even if not to the same extent. The reluctance of those elements which
might otherwise be purchasers of bonds—as a result of the unfortu-
nate experiences of the last few decades—is responsible for the very
wide margin between the rates for money at short-term and the rates
for long-term capital investment. If this cautious attitude persists,
those who desire to take up long-term credits will be compelled to pay
a premium as a contingency against falls in purchasing power, in
addition to the interest on their loans; otherwise, they will have to
satisfy their requirements on the short-term market, where (as has
already been pointed out) allowance is made for probable changes in
purchasing power.2

In the case of the second category of social consequences of
changes in purchasing power, no similar adjustment mechanism is
present. Some people are inclined to ignore this second category on
the grounds that its effects are only temporary; this is true only in
the sense that the effect on income and capital conditions caused by
the irregular and unequal incidence of changes in purchasing power
cease to operate when the changes have permeated the entire eco-
nomic system. The effects on the income and capital conditions,
however, remain. One man has gained and another has lost. In this
respect, then, the second category of effects does not differ from the
first.

All the proposals that have been made for stabilizing the purchas-
ing power of money are vitiated by the fact that they are designed
only to eliminate the effect on the tenor of debt contracts. They leave
entirely out of account the second effect of such changes, in the belief
that it is only, or mainly, the effect on debt contracts that matters.
Everyone of these proposals for stabilizing the value of money contem-
plate adjustments after the event and according to the changes in
purchasing power calculated on the basis of a system of average values.

[The reader should recall this was written in 1930—Ed.]
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A distinction should be made between two such systems. The older
system is that of the "tabular standard" and makes the adjustments
only in the case of deferred payments; that is to say, it merely alters
the nominal amount of the debt contract without touching the mon-
etary system at all. The second system, represented by Irving Fisher's
"stabilized dollar"and J. M. Keynes'"manipulated currency," involves
an adjustment of the purchasing power of the money in circulation
as a whole. Here, again, there is to be no adjustment until after the
change in purchasing power has taken place and after its unequal and
irregular incidence has had its effect. Such ex post facto adjustments
do nothing either to eliminate or to mitigate the effects of the second
category; it can only apply to the effects of the first category. That is
the essential point that needs to be made.

In general, therefore, it may be said that all proposals which aim
at stabilizing the value of money have regard only to one part of the
effects of changes in purchasing power. They can only eliminate those
effects touching upon the tenor of long-term debt contracts in terms
of gold. They can do nothing to remove the other effects of changes in
purchasing power, which are no less acute than those of the first
category and, perhaps, maybe are even more important.

If this is borne in mind, it will be realized that radical though these
proposals sound, they would by no means be so drastic in practice.
They are far from being as superior to the old, more modest, pro-
gramme of the "sound currency" school as one is tempted at first to
imagine. This older programme did not attempt to stabilize the value
of money; it was content to aim at the elimination, as far as possible,
of all factors likely to give rise to sudden and excessive changes in
purchasing power. It was from this standpoint that the decision was
made in favor of the gold standard, because it was felt that the gold
standard offered at least relative, if not absolute, stability.

Has anything happened to disappoint the expectations enter-
tained some decades ago by the English and Continental adherents
of the classical gold standard?

Ill
Causes of the Changes in Purchasing

Power the Last Few Decades

Since the second half of the last decade of the nineteenth century,
the purchasing power of gold has steadily declined. There is no need
to go into what has been generally written about the extent of this
change or the reasons for it. But one point must be emphasized with
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special insistence, because, as a rule, it has unfortunately been
completely overlooked in recent discussions of the problem. I refer to
the fact that the chief cause behind the fall in the purchasing power
of gold during the period in question is to be found in the monetary
policies of the various governments, rather than in the conditions of
gold production. In their monetary policies, the various governments
have consciously aimed at an "economizing" of gold, with these efforts
leading to a much greater fall in the purchasing power of gold than
would have been the case if endeavors had not been made to drive
gold out of effective circulation. If we had gold coins in actual daily
circulation everywhere in the world, as was the case some decades
ago in Germany and England, and if the banks of issue of the smaller
and poorer States kept their currency reserves in actual gold and not
principally in gold claims on foreign countries, the depreciation of
gold would either not have taken place at all, or at least not to
anything like the extent to which this actually occurred between 1896
and 1920.

It is no doubt true that individual governments did not realize
that the consequence of all countries following this same policy would
be a general rise in prices. What each State had in view was a
cheapening of the costs of circulation in its own country. Above all
else, they were influenced by the fallacious idea that it was possible
to bring about a decrease in interest rates by various monetary policy
measures, including a concentration of the national supplies of gold
in the basements of the central banks. But whatever individual
governments may have had in view in following this policy, one thing
is beyond dispute: the result was bound, other things being equal, to
lead to a fall in the purchasing power of gold and an increase of
commodity prices in terms of gold. Therefore, it is remarkable that
public opinion should have regarded the rise in prices during this
period as due solely to the conditions of gold production—quite
independent of governmental policies—and have failed to realize that
the increase in prices could never have assumed the dimensions it
did if a different policy had been followed by their governments.

If governments had followed a different policy and the rise in the
prices of commodities (in terms of gold) had, for this reason, either
not taken place or, at any rate, not taken place to the extent that it
did, there would never have been any talk at the time of a failure of
the gold standard. And if today, at a time of falling prices, the cry for
a departure from the gold standard is even more clamant, it can only be
pointed out, once again, that the great collapse of prices—which has
been the outstanding economic event of the last few years—represents
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an inevitable reaction after the previous expansion of credit. Credit
policy mistakes may be blamed for many things, but the gold stan-
dard is certainly not one of them. It is, therefore, quite unjustified to
say that events have shown the inapplicability of the gold standard.
It is not the old classical gold standard, with effective gold circulation,
which has failed; what has failed is the gold "economizing" system
and the credit policy of the central banks of issue.

All that can be said is that no conclusions should be drawn for the
future. Apprehensions are expressed today that the transition to the
gold standard by countries which have so far not adopted it, coupled
with a decline in the production of gold, will lead in the future to a
fall in the gold prices of commodities (i.e., a rise in the purchasing
power of gold). These apprehensions certainly cannot be dismissed
offhand, though all prophecy as to the future value of money must be
taken with the utmost reserve. But it is just as well to remember that,
even if the production of gold in the next few decades should decline,
and even if the gold standard should be adopted everywhere (includ-
ing China and Russia), it need not necessarily involve a fall in prices.
This would be the case if the policy of "economizing" gold, which has
gradually spread during the last few decades to all the countries in
the world, is maintained and, perhaps, even strengthened.

The problem is rendered particularly complex by the fact that it
is closely connected with the question of the issue of currency via
credit expansion, i.e., banknotes and bank balances without gold
cover.

Public opinion, looking upon a low rate of interest as the ideal of
economic policy, more or less openly encourages the banks of issue to
follow a policy of expanding credit in order to reduce the rates for
money below the market rates, i.e., the rate which would prevail on
the money market if the banks did not intervene. The fact that this
policy must necessarily lead to a rise in prices is not seen as an
objection from the businessman's point-of-view; on the contrary, he
regards rising prices as a sign of prosperity. It was not until the
interests of classes in the population other than the entrepreneur's
began to have increased influence on judgments about general eco-
nomic conditions that the world began to realize that rising prices
were not an unmixed blessing. To the businessman, a period of rising
prices is a period of "expansion" and "boom"; to the renter, the civil
servant and, in general, the man with a relatively fixed income, rising
prices mean an "increased cost of living."

The businessmen, who want cheap money through the intervention
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of the banks, pay no attention to the lesson taught by the older
economists of the Currency School and, more recently, by Wicksell
and all modern adherents of the monetary theory of the trade cycle
(or more accurately, the circulation credit theory of the trade cycle).
The gist of this lesson is that all efforts by the banks to artificially
lower the free market rates for money by expanding credit may at
first lead to increased business, but in the long-run must inevitably
create a situation of crisis and depression.

Those believing that changes in purchasing power are susceptible
to exact measurement are quite consistent in demanding that bank-
ing policy should be tied to the results of these measurements in such
a way that the banks should be required to make the goal of their
credit policy the stability of the purchasing power of the monetary
unit. Therefore, before going further, we must consider the question
whether the various methods proposed for measuring fluctuations in
purchasing power do, in fact, provide an instrument that can profit-
ability be used for the purposes of economic policy.

IV
The Various Methods of Measuring Fluctuations

in Purchasing Power and Their Importance
for the Problem of Stabilization

The assumption that changes in the purchasing power of money
are susceptible to exact measurement is based on the belief that
modifications in the exchange relationships of particular commodi-
ties and services are sufficiently taken into account when a general
average is taken. It is upon this fiction that the conception of a "level"
of prices is based; all that appears to be necessary is an ascertainment
of whether this "level" has risen or fallen as a whole. The avowed
neglect of changes taking place among the prices of particular com-
modities and services relative to one another has been fostered by the
fact that among the effects of changes in purchasing power those
mainly considered are the ones arising out of money's function as a
standard of deferred payment; the other social consequences of
changes in purchasing power, caused by the fact that all commodities
and services do not feel their incidence at the same time or to the
same extent, have been almost completely left out of account.

But even on the assumption that it is quite sufficient to calculate
changes in the purchasing power of money with reference to an
average of the prices of commodities and services, there are a number
of fundamental difficulties for which there appears no single solution.
In the first place, there is the question of "the average." Is it to be the
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arithematical mean, the geometrical mean, the harmonic mean, or
any other form of "mean" known to mathematics? There is no cate-
gorical answer to this question.

Second, what method is to be followed in the weighting of the
individual prices, that is to say, what coefficients of relative impor-
tance are to be assigned to the particular commodities and services?
Here, again, there is no single solution.

It is just because there is no single solution for these two ques-
tions, i.e., no solution which can be said to be indubitably the right
one and all the others wrong, that we are driven to the conclusion
that the index number method is fundamentally unsuitable for the
purpose of an accurate measurement of changes in the purchasing
power of money. It is not contested that the majority of the systems
proposed are well suited for affording the approximate indication of
the changes in purchasing power which have taken place, and that
they have, pro tonto, much educative value in directing public atten-
tion to the fact that changes have taken place. Nor need it be disputed
that as a general rule and over relatively short periods of time, the
calculated results by the different methods do not diverge very
greatly from one another. But it is none the less necessary to insist,
with all possible emphasis, on the fact that all such calculations are
only approximate and not exact, and that an exact calculation is
fundamentally impossible. It is necessary to emphasize this point,
not merely to calm the conscience of theoreticians, but in order to
draw attention to the far-reaching effect which it has as regards the
practical application of index numbers for currency and banking
policy.

As there are various methods for calculating an index of changes
in purchasing power—all of which are equally right and wrong,
equally correct and incorrect—and as each of these methods gives
different results, it is inevitable that, once the index figures cease to
be of a purely academic interest and acquire a direct bearing on
economic policy, this purely scientific problem will become the field
of serious conflicts of interest. Supposing the dollar were stabilized
in accordance with the proposals of Irving Fisher, or that a "manipu-
lated currency" was introduced on the lines of Keynes' system, or that
the credit policy of the central banks were made dependent on the
results of the index measurements, the various interest groups would
immediately take sides on behalf of this or that method of calculation,
according to whether they were interested in a rise or a fall of prices.
The purchasing power of the monetary unit, which under a gold stan-
dard is to a certain extent independent of direct political influence and
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is ultimately based on the profit to be earned from the production of
gold, would then become the plaything of political parties and politi-
cal struggles. A sudden change in the purchasing power policy of the
government, or even the anticipation of such a change, would be the
occasion for grave disturbances within the individual countries. And the
position vis-a-vis international trade would be completely intolerable.
Just imagine the consequences if particular States—or all States—were
to make an attempt through some joint organization, appointed by the
League of Nations perhaps, to pursue a uniform currency policy based
on the results of index measurements. The commercial antagonisms of
the several countries would be automatically intensified, with an ele-
ment of quite peculiar bitterness at once introduced into the conflict by
the fact that the world is divided into two groups of people—the debtor
and creditor countries.

The various writers, who have argued for some kind of tabular
standard, have been so convinced of the correctness of their own
particular methods of calculation that they have not seen this funda-
mental defect in their systems. Irving Fisher, again, attaches too
much importance to the assertion that the several methods of calcu-
lating index numbers do not differ greatly in their results. It is not
true that they do not differ; but even if it were so, it must be
remembered that in view of the great importance of manipulations
in purchasing power, even small differences would be sufficient to
give rise to serious conflicts of interest in each country, and even more
importantly, conflicts between one country and another.

Even if the fundamental difficulties standing in the way of index
calculations could be overcome, the practical difficulties remaining
would still be very great. The most correct manner of arriving at the
prices of commodities and services would be to consider only commod-
ities and services which are ripe for consumption, i.e., at the point of
delivery to the ultimate consumer. Any other system will break down
(apart from all other theoretical objections) for the reason that it must
be a matter of entirely arbitrary selection as to how many intermedi-
ate stages of production are to be included in the calculation. The
results are bound to be largely influenced by the number of times a
product is treated as a separate commodity in its intermediate stages
of production, and included as such in the calculations. The insuper-
able difficulties which stand in the way of a survey of the final
consumer products are due to the impossibility of establishing any
unvarying standard for dealing with changes in product quality. In
order to eliminate the problem of variations to quality, all index
number systems are compelled to restrict themselves to the not very
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large number of articles (mainly raw materials) in the case of which
the identity of quality can be ascertained beyond dispute. In addition
to variations to quality, changes in consumption (due to the consumer
including new articles in his consumption "basket") present immense
difficulties in the way of statistical measurements. Once again we are
led to the conclusion that disputes between the various interests in
each country—and still more between nations—are bound to arise as
soon as these statistical calculations emerge from the sphere of
theory and assume practical economic significance.

The above considerations may be summed up as follows: any
economist is able to propose a system for the approximate ascertain-
ing of changes in purchasing power, which he thinks comes nearest
to the solution of this insoluble problem. But no economist is able to
prove conclusively to an unprejudiced party the necessity of prefer-
ring his system to all others. The selection of a method for calculating
index numbers is always more or less arbitrary. If far-reaching
practical consequences are involved in such selections, as must be the
case if they serve as a basis for currency policy, there will be no
possibility of agreement on the part of the various nations—or the
various social groups within nations—since the individual interests
of each nation and of each social group will be effected.

The above arguments may appear not only as drastic and skepti-
cal, but at first sight to be in conflict with the results of more than a
hundred years of industrious research into these problems by a series
of the most eminent economists. But, in fact, my comments represent
nothing more than the conclusion which inevitably emerges from the
entire literature on the subject. What lends them special weight is
the fact that they alone explain why the ingenious proposals of
eminent economists for the creation of stable currencies based on
index numbers have hitherto never been put into effect. Up to the
present, it has been more than a purely conservative attitude which
has led statesmen and businessmen to stand aloof from these propos-
als; rather, it has been the recognition of the fundamental defects
inherent in them.

These objections are especially weighty when the problem is
considered from the international standpoint. It is astonishing that
even people who are aware of the importance of the international
exchange of commodities and money take the standpoint that the
stability of domestic prices is more important than the stability of the
international exchanges. The consequence of such proposals, if they
were put into force, would be that each separate country would
pursue a monetary policy based on the index system it considered
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best, with the result of exposing the international exchanges (the
movements of which, under the gold standard, are confined within
narrow limits) to abrupt and extensive fluctuations. No one can fail
to see that this would introduce a major factor of instability and
uncertainty into international commercial relations and, more impor-
tantly, into the conditions of international indebtedness.

V
The Pure Gold Standard and the Gold

Standard Influenced by the Banks

Before considering the function of international cooperation in the
field of currency policy, something must be said about the influence
of banking policy on purchasing power.

In view of the disadvantages which arise from manipulations of
purchasing power, the principle underlying the pure gold standard is
that it is preferable to make the world's supply of money dependent on
the accident of gold production. As matters stand today, a pure gold
standard would give us a monetary system under which prices of
commodities would slowly fall. It is improbable that discoveries of gold
will again take place on such a scale as to reduce the purchasing power
of gold. But whether it rises or falls, purchasing power under a pure gold
standard, at any rate, changes slowly and the changes continue over a
considerable period of time in the same direction. With a pure gold
standard, an increase of the world's supply of money (in a wide sense)
can only come from new gold being produced and put into circulation in
the form of money. A decrease in the supply of money can only come from
gold being diverted from monetary to industrial uses.

It is characteristic of the gold standard that the banks are not
allowed to increase the amount of notes and bank balances without
a gold backing, beyond the total which was in circulation at the time
the system was introduced. Peel's Bank Act of 1844, and the various
banking laws which are more or less based on it, represent attempts
to create a pure gold standard of this kind. The attempt was incom-
plete because its restrictions on circulation included only banknotes,
leaving out of account bank balances on which cheques could be
drawn. The founders of the Currency School failed to recognize the
essential similarity between payments by cheque and payments by
banknote. As a result of this oversight, those responsible for this
legislation never accomplished their aim.

If this omission had not existed in the bank laws and if, in
consequence, all expansion of credit by the banks had been effectively
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precluded, the world would have had a monetary system in which—
even apart from the discoveries of gold in California, Australia, and
South Africa—prices would have shown a general tendency to fall.
The majority of our contemporaries will find that a sufficient ground
for regarding such a monetary system as bad in itself, since they are
wedded to the belief that good business and high prices are one and the
same thing. But that is a prejudice. If we had had slowly falling prices
for eighty years or more, we would have become accustomed to look for
improvements in the standard of living and increases in real income
through falling prices with stable or falling money income, rather than
through increases in money income. At any rate, a solution to the
difficult problem of reforming our monetary and credit system must not
be rejected offhand merely for the reason that it involves a continuous
fall in the price level. Above all, we must not allow ourselves to be
influenced by the evil consequences of the recent rapid fall in prices. A
slow and steady decline of prices cannot in any sense be compared with
what is happening under the present system: namely, sudden and big
rises in the price level, followed by equally sudden and sharp falls.

As a result of the Currency School's oversight, the world has acquired
a monetary system which is affected not only by the fluctuations in the
production of gold, but also by fluctuations in banking policy. Spurred
on by a public opinion looking for salvation through low interest rates
and rising prices, the banks are perpetually endeavoring after periods
of depression to give an artificial stimulus to economic activity by means
of credit expansion. They create a period of rising prices and continue
with their expansionary policy until a point is reached at which they are
at last compelled to call a halt; and once more they, then, bring about a
decline in prices via restriction of credit.

It is such a period through which we are now passing. Eminent
economists look for the cause of the depression in the restrictive mea-
sures of the banks. But the root cause of the evil is not in the restrictions,
but in the expansion which preceded them. The policy of the banks does
not deserve criticism for having at last called a halt to the expansion of
credit, but, rather, for ever having allowed it to begin.

Consider what would happen if the banks were to perpetually
continue a policy of credit expansion once it had begun. To maintain
the artificially induced situation they would be compelled to have
recourse to continually increasing the expansion of credit, the result
of which would be an ever sharper and more rapid rise of prices. But
once the business world realizes that there is no end in sight to the
progressive expansion of credit, i.e., that prices are going to rise
uninterruptedly, it will at once speculatively discount the price increases
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in advance by applying to the banks for more and more credit—since
every purchase on credit will be a profitable transaction—and the end
result becomes a progressive inflation. But inflation cannot last
forever without leading to a panic and a collapse of the entire mone-
tary system; this is a truth on which it is no longer necessary to
expatiate, since it is amply confirmed by the experiences of the
inflationary period of the last decade and a half and been explained
in numerous works on the subject.

Therefore, when it is argued in various quarters that the recent
fall in prices is due to the change in the policy of the banks, it is,
literally speaking, true. A closer scrutiny of the facts, however, will
show that sooner or later the policy of expanding credits must come
to an end and that the evil consequences for which it is responsible
will be the more serious the longer it has been pursued. The evil is
not in the restrictions, but in the expansionist policy which preceded
them. One ultimate reason for the present drop in prices is the
circumstance that the banks—with the assent of public opinion, and
indeed at the direct instigation of the press, the business world, and
the Governments—have made use of their power to issue additional
circulation, i.e., to increase credit artificially. If the banks were to
make no use of this power—which could only be the case either if the
Central Banks were explicitly prohibited in their reserve-issuing
privileges or if public opinion rigorously condemned the practice—we
should have no economic fluctuations. We would probably have slowly
falling prices, since the purchasing power of money would depend
exclusively on the production of gold. But we should certainly not
have the abrupt transitions from a sharp rise in prices to an equally
sharp fall in prices, such as we have been through twice during the
last ten years.

VI
Attainable Reform Objectives

From the outset any systematic policy of influencing the purchas-
ing power of money should be kept within narrow limits, if it is not
to do more harm than would result from leaving events to take their
own course. To begin with, it is necessary to completely get away from
the attempt, as unscientific as it is impracticable, to maintain the
purchasing power of money "stable." Furthermore, we have to rid
ourselves of the notion that a decline in purchasing power is in some
way better than an increase in purchasing power. Lastly, we have to
realize that theories based on the idea that the rate of interest can be
lowered by banking policy are wrong; all endeavors in this direction
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may, indeed, at first provoke an expansion of business, but in the end
it can only lead to crisis and depression owing to the diversion of
capital into wrong channels.

It also has to be borne in mind that proposals for a radical transfor-
mation of the constitutions of the banks of the various nations of the
world have no prospect of being put into effect now or for a number
of years to come. All that can be done is to take mitigating action
during periods when the tendency for purchasing power to continu-
ously increase is clearly marked and to take contrary action in periods
showing an equally well established tendency towards a continuous
fall in purchasing power. In neither case should action be taken to
the point of interfering with the normal tendency conditioned by gold
production, either to the extent of arresting or actually reversing its
operation.

Whether taken by each country separately or as part of a
programme of international cooperation, the extent of such action
will have to be exercised with great caution. To prevent a policy
that influences purchasing power from becoming the plaything of
the various economic interests—because of the impossibility of
finding any one method of calculating index numbers which by
itself is correct—it is essential to restrict that interference to those
changes in purchasing power, in one direction or the other, which
are admitted without question by all parties. That implies that
action to increase the purchasing power of money should only be
taken when the decline in purchasing power is unquestionably
established by all the different possible methods, and should,
again, be suspended the moment any one of the methods yields
divergent results; the same applies to measures to bring about a
decrease in the purchasing power of money.

Any other policy followed by a single country would lead to serious
conflicts between internal interests; and if followed by some common
international organization it would lead to serious conflicts between
nations. In all probability, at the first appearance of such conflicts all
attempts at uniform international treatment of questions concerning
currency and banking policy would have to be abandoned.

It is not the object of this memorandum to investigate the mea-
sures which should be taken for the attainment of these aims. Its
objective is merely to consider which method of ascertaining changes
in purchasing power is the best. The above explanatory digression
was necessary in order to answer this question. We can now proceed
to give a concrete reply.
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VII

The Measurement of Changes in Purchasing Power
as a Standard for Currency and Banking Policy

The considerations set forth above considerably restrict the func-
tions which an instrument for the measurement of changes in pur-
chasing power would perform. The problem is no longer that of
satisfying the impossible demand for an exact standard for measur-
ing changes in the purchasing power of money: the question is only
one of forming an approximate estimate of the direction which those
changes are taking. Up to the present, nearly all the proposals that
have been made have been aiming at a correct standard—the one
"correct" standard, the one "scientific" standard—of measurement.
We must realize, however, that all we are looking for is a conventional
standard, which means an arbitrarily selected standard. That is not
a reproach to our proposal, since any and every standard is open to
weighty objections and whatever standard is decided upon, the deci-
sion must always be an arbitrary one. The justification for our
proposal is simply the fact that, at the outset, we set up much
narrower aims for the currency and banking policy which would be
guided by our standard, as opposed to the schemes which aim at
stabilization. Our policy only comes into operation when the change
in purchasing power has been ascertained over a considerable period
with such unquestionable certainty that no one can dispute it; it
ceases to operate as soon as it has been successful in bringing
purchasing power back to a point at which it is possible for doubts to
arise as to whether the tendency which it is desired to combat still
exists or not. Under these circumstances, there is no need to criticize
particular proposals which have been made for the measurement of
changes in purchasing power. Dozens of volumes have been written
on the subject and the acutest economists have dealt with it. It would
be altogether a mistake to attempt to add a new proposal to those
which have already been made. But what must be realized is that any
proposal of this kind is inevitably defective.

The advantage of the suggestion put forward here is to be found
in the fact that it makes possible, to a certain extent, a general
conspectus of changes in purchasing power, which can serve as a basis
for currency and banking policy without provoking conflicts and
antagonisms of interest. That a number of proposals which have been
made for the measurement of changes in purchasing power are
impracticable at the outset—irrespective of their theoretical advan-
tages—is clear. This is especially the case with proposals to base the
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calculation of changes in purchasing power on wages and retail
prices. The only practical proposals are those which take wholesale
prices as their primary foundation; even in this case it will be
necessary, in order to get around the difficulties connected with
variations of quality, to make a selection and confine the calculation
to articles whose constancy of quality can be indisputably estab-
lished.

Systematic attempts to regulate purchasing power can only be
made through international agreement. If separate countries were to
take such action they would find themselves in a position of monetary
isolation; as a result, one of the most important achievements facili-
tating international trade, namely, the monetary unification ensured
by the gold standard, and its corollary of relatively stable exchanges,
would be lost. But international action in this field can only be
attempted if conflicts of interest are avoided from the outset. The
attenuation of sharp changes in the purchasing power of money in
one direction or the other is an object on which all nations will readily
agree, and for such a purpose the methods which we have at our
disposal are sufficient for the measurement of changes in purchasing
power. To attempt anything more than this would be asking an
international organization to assume a heavier burden that it is able
to carry.

With the adoption of such a policy as has been indicated above,
the problem of the measurement of changes in purchasing power is
relatively easy to solve. But with a policy pursuing more far-reaching
aims, the problem would be altogether insoluble.



The Great German Inflation

A i

11 the misfortunes from which Europe has suffered in the last
two decades have been the inevitable result of the application

of the theories which have dominated the social and economic philos-
ophy of the last fifty years. Our troubles are the upshot of much
laborious thought. The German inflation, above all, was the outcome
of the monetary and banking theory which for many years had
obsessed the men who occupied the chairs of economics at the Uni-
versities, the men who governed the financial policy of the Reich, and
the editors of the most influential newspaper and periodicals.

The central feature of these erroneous theories was a total rejec-
tion of the Quantity Theory1 and of all the teachings of the Currency
School.2 The empirisch-realistische Volkswirt,3 who distrusted every
"theory"—especially theories imported from abroad—was firmly
convinced that both the Quantity Theory and the Theories of the
Currency School were nothing but an inexplicable blunder committed

[This is a review article of Frank D. Graham's book, Exchange, Prices and
Production in Hyper-Inflation: Germany 1920-23 (Princeton, N.J.: Princeton Univer-
sity Press, 1930). The review is reprinted here from Economica (May 1932)—Ed.]

x[The Quantity Theory says that the general price level is primarily a function of
the money supply—Ed.]

2[As Mises understood it both the British Currency School and the British Banking
School, broadly speaking, were advocates of central banking. The Currency School,
however, advocated rules for the expansion of money and credit with some theorists
even favoring 100% specie reserves. The Banking School advocated a discretionary
central banking policy with few or no rules concerning money and credit expansion—
Ed.]

3[Translated as empiricist-relativist political economist—Ed.]
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by Ricardo and his followers. The German Kathedersozialisten4 did
not waste their time on the study of English political economy. Hence
they were unaware of the problems which were the subject of the
long-lasting controversy between the Banking School and the Cur-
rency School. The only source of their knowledge of the matter was
the book published in 1862 by Adolph Wagner under the title Theorie
der Peel'schen Bankakte. Wagner lacked absolutely the gift of eco-
nomic ratiocination. He accepted without any criticism all the state-
ments of the Banking School; from his book it was utterly impossible
to gather what objections the Currency School had had against the
theories of the Banking School.

The other leading authority on monetary and banking prob-
lems, Wilhelm Lexis, was still less endowed with the power of
economic reasoning. He, like Wagner, was entirely innocent of any
understanding of the Ricardian theory of the foreign exchanges—
the "purchasing power parity" theory. Each firmly believed tha t
the foreign exchanges are governed by the balance of pay-
ments .

Hence would-be economists who owed their education to the
teachings of such men were prepared to accept without criticism the
doctrines of Knapp and Bendixen, who in the years immediately
preceding the outbreak of the war dominated German monetary and
banking theory. Knapp, Professor of Political Science at the Univer-
sity of Strasburg, was a trained statistician and had devoted much
time in archives to the study of Prussian policy concerning the
peasantry. There is not the slightest indication in his writings that
he had ever glanced at Ricardo or any other of the British monetary
economists. The occasional allusions to Ricardo's ideas, which one
finds in Knapp's writings, impute to Ricardo opinions which are
rather the contrary of what we read in Ricardo's books and pam-
phlets. Knapp ignored absolutely the problem of prices. In his view
the task of monetary theory is nothing else than the purely formal
classification of the various kinds of currency. He had not the slight-
est idea that government interference in the mechanism of price-
making is subject to certain conditions which cannot be controlled
simply by governmental decree.

Not less fatal for the formation of German views on monetary
theory was the influence of Bendixen, the manager of a mortgage
corporation, who, inspired by Knapp, wrote some booklets, which

[Members of the "Younger" German Historical School who used their university
positions as vehicles to advocate political intervention and reform in the economy. These
professors were called "academic socialists" or "socialists of the chair"—Ed.]
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expounded the principles of the Banking School. The most striking
feature of Bendixen's contribution was that, being unfamiliar with
monetary literature, he honestly believed he was enunciating some-
thing entirely new!

In passing under review the German monetary and banking policy
from the outbreak of the war to the catastrophe of 1923, the most
startling thing is the absolute ignorance even of the most elementary
principles of monetary science on the part of literally all German
statesmen, politicians, bankers, journalists, and would-be econo-
mists. It is impossible for any foreigner even to realize how boundless
this ignorance was. For this reason, in the last three years of the
German inflation, some foreigners came to believe that the Germans
ruined their own currency of set purpose in order to involve other
countries in their own ruin, and to evade the payment of reparations.
Such imputation of secret satanism to German policy does it wrong.
The only secret of German policy was Germany's total lack of any
acquaintance with economic theory.

Thus Herr Havenstein, the governor of the Reichsbank, honestly
believed that the continuous issue of new notes had nothing to do with
the rise of commodity prices, wages, and foreign exchanges. This rise
he attributed to the machinations of speculators and profiteers and
to intrigues on the part of external and internal foes. Such indeed was
the general belief. Nobody durst venture to oppose it without incur-
ring the risk of being denounced both as a traitor to his country and
as an abettor of profiteering. In the eyes both of the public and of the
rulers the only reason why monetary conditions were not healthy was
the lamentable indulgence of the government in regard to profiteer-
ing. For the restoration of sound currency nothing else seemed to be
necessary than a powerful suppression of the egotistic aims of unpa-
triotic people.

It would be very interesting to show that this attitude was the
necessary sequel to the whole system of social and economic philoso-
phy as taught by the school of Schmoller. According to the etatiste
outlook of this school, power (Macht) is the deciding factor in social
life. That even the most powerful government is not free to do
everything, that there exist certain unalterable conditions of human
existence insusceptible to the influence of the most powerful inter-
vention, are propositions which it never admitted. The study of
economic theory, it said, was useless, for the various systems of
theoretical economics all overlooked the fact that governments had
the power to alter all conditions. It was ready to admit that the
Ricardian system was a faithful description of the state of England
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at his time, but it denied its applicability to Germany. In the realm
of the Electors of Brandenburg and the Kings of Prussia everything
was different. It therefore replaced the study of economic theory by
the history of Prussian administration in the academic curriculum.
It taught that there is nothing important in social life but power, and
its notion of power was very materialistic. Power in its eyes was
soldiers and guns. It had never understood Hume's discovery that all
government is founded on opinion.

But to trace this evolution would involve writing the entire history
of the transition of the German mind from the liberal thought of
Goethe, Schiller, and Humboldt to the militarist ideas of Treitschke,
Schmoller, and Houston Stewart Chamberlain. It would involve writ-
ing the history of the Prussian hegemony of the nation which has been
styled the nation of poets and thinkers, and the history of the Reich
founded by Bismarck and lost by Wilhelm II. It is obvious that this
would exceed the purpose of these lines.

II

In these circumstances it is easy to understand that the German
books dealing with the history of the Inflation Period are for the
greater part of little value. They are so full of prejudices, and are often
so entirely lacking in the theoretical insight which must necessarily
precede all historical description that they cannot even give an
adequate picture of the great historical event. For this reason this
work by a learned American is all the more welcome. In his Exchange,
Prices and Production in Hyper-Inflation: Germany, 1920-1923, Pro-
fessor F. D. Graham of Princeton University has taken great pains to
provide a reliable narrative.

In judging this valuable book we must bear in mind that all the
experience of the German inflation brought nothing that could puzzle
the theoretical economist. There were many things which were quite
inexplicable to the etatiste Volkswirt5 of the Schmoller type, nay, the
whole thing was quite inexplicable to them, but there was nothing
that had not been observed and satisfactorily explained by the theo-
rist in previous inflations.

In reading Professor Graham's historical survey even those who
were witnesses of the inflation must again and again be amazed at
the incredible incapacity evinced in regard to the monetary problem
by all sections of the German nation. For the economist the most

'[Translated as a political economist who advocates total control of all economic
planning as a function of the government—Ed.J
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astonishing fact is the inadequacy of the Reichsbank's discount policy.
This is Professor Graham's verdict: "From the early days of the war
till the end of June 1922 the Reichsbank rate remained unchanged
at 4 per cent.; it was raised to 6 per cent, in July, to 7 per cent, in
August, 8 per cent, in September and 10 per cent, in November 1922,
to 12 per cent, in January 1923, 19 per cent, in April, 30 per cent, in
August and 90 per cent, in September. But these increases were as
nothing when measured alongside the progressive lightening in the
burden of a loan during the time for which it ran. Though, after
September 1923, a bank or private individual had to pay at the rate
of 900 per cent, per annum for a loan from the Reichsbank, this was
no deterrent to borrowing. It would have been profitable to pay a
so-called interest, in reality an insurance, charge, of thousands or
even millions of per cents, per annum, since the money in which the
loan would be repaid was depreciating at a speed which would have
left even rates like these far in the rear. With a 900 per cent, interest
rate in September 1923 the Reichsbank was practically giving money
away and the same is true of the lower rates in the preceding months
when the course of depreciation was not quite so headlong. The policy
of the Reichsbank authorities in encouraging the discount of commer-
cial bills that they might thus mitigate the scarcity of credit was but
further evidence of the Alice-in-Wonderland determination of the
directors of that institution to run ever faster in order to keep up with
themselves. The scarcity of credit was due solely to currency depre-
ciation and the cure prescribed was to increase the volume of means
of payment!"6

But one should not forget that the Reichsbank was not alone in
this folly. The private banks, too, lent money to every speculator who
furnished collateral security. It was very easy to get rich by buying
shares with the money borrowed from the banks. In this way some
acquired big fortunes in a very short time and painlessly. Since then
all these much-admired and envied profiteers have lost all that they
won, and in many cases even much more—a proof that they were not
gifted with great business ability. Indeed, no great business ability
was needed to outwit any one of the big German banks. That their
managers and directors were really incompetent has been proved by
the subsequent failure of the institutions which they governed.

It took years for German business men to understand that the
mark was no longer a suitable unit for economic calculations. For a
very long time they really believed that the profits, which an account

Cf. p. 65 of Graham's book.
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of profit and loss reckoned in Marks showed, were genuine earnings.
They did not understand that a computation made in a more stable
currency would lead to quite a different result. Of course the business
men discovered this truth somewhat earlier than the general public.
They then replaced the Markrechnung by the Goldrechnung. This
was the beginning of the end. The Mark-currency had perforce to
break down when its unrestrainable depreciation could no longer be
overlooked.

As long as the inflation was working, socialist labor leaders and
the socialists of the chair were all in its favor and taught that not the
increase in quantity of money but the unpatriotic behavior of the
profiteers was the cause of the depreciation of the Mark. After
inflation was over they changed their minds. Now they accuse the
"capitalists" of having of set purpose made the inflation to enrich
themselves. For the German public mind every misfortune is due to
the machinations of the "exploiter class."

I l l

For the economist the German inflation brought some interesting
illustrations of his theoretical principles, but no experience which did
not conform to them. In this instance monetary and economic theory
had nothing new to learn. Of course, the German politico-economic
science of the Schmoller-Knapp type had everything to learn from it.
But in fact, with the exception of some of the younger men, they have
declined to draw the conclusion. Unteachable as they are, they still
believe in the theory which attributes changes in the value of a
national currency to variations in the national balance of payments.
The failure of the policy of inflation they attribute to lack of energy
on the part of the government and to lack of patriotism on the part
of the people.

Nor has the German politician learned a whit more from the
inflation. The government and the Reichsbank both believe that
monetary troubles arise from an unfavorable balance of payments,
from speculation and from unpatriotic behavior of the capitalist class.
They therefore attempt to fight the menace of depreciation of the
Reichsmark by controlling dealings in foreign currency and by con-
fiscating German holdings of foreign assets. They do not understand
that the only safeguard against the fall of a currency's value is a policy
of rigid restriction. But though the government and the professors
have learned nothing, the people have. When the war inflation came
nobody in Germany understood what a change in the value of the
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money unit meant. The business-man and the worker both believed
that a rising income in Marks was a real rise of income. They
continued to reckon in Marks without any regard to its falling value.
The rise of commodity prices they attributed to the scarcity of goods
due to the blockade. When the government issued additional notes it
could buy with these notes commodities and pay salaries because
there was a time lag between this issue and the corresponding rise of
prices. The public was ready to accept notes and to keep them because
they had not yet realized that they were constantly losing purchasing
power. This went on for years. But as they learned that the govern-
ment was determined not to stop with the further issue of notes and
that the increase of their quantity must needs lead to a progressive
rise of prices their conduct changed. Everybody became anxious not
to keep the money in his pocket. The service which money renders
consists in its being the commodity which is saleable at the best
terms. By keeping money in his purse everybody is enabled to buy in
the most convenient way any commodity he may want one day. But
when money loses purchasing power from day to day its retention
involves a loss. Whoever gets money, therefore, spends it immedi-
ately—even by buying something for which he has no present use and
maybe even no future use. In the last days of the inflation the
employees got their payment daily. At once they handed it over to
their wives and these hurried to spend it as quickly as possible by
buying at any rate something or other. Nobody wished to retain
money, everybody dropped it like a live coal. When this tendency,
which on the Stock Exchange was called Flucht in die Sachwerte—
flight into investments in goods—became general, so that even the
least business-like people adopted it, the end was at hand. The Mark
broke down. The government gained no further advantage by issuing
notes because the depreciation then outran the increase.

A nation which has experienced inflation till its final breakdown
will not submit to a second experiment of this type until the memory
of the previous one has faded. No German government could succeed
in the attempt to inflate the currency by issues in favor of the
Treasury as long as the men and women are still alive who have been
the witnesses and victims of the 1923 inflation. Made overcautious
by what they suffered, at the very outset of the inflation they would
start a panic. The rise of prices would be out of all proportion to the
increase in the quantity of paper money; it would anticipate the
expected increase of notes. The more money the government issued,
the less it would be able to buy. The higher the salaries the civil
servants and the soldiers drew, the less goods would they be able to
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purchase. So the government would fail in the endeavor to ameliorate
its financial position by issuing notes. From the point of view of
officialdom, inflation would be nugatory.

The economist might urge that this lesson could have been learned
at a lower cost from theory than from experience. Had the German
people paid more attention to the teachings of economic theory they
could have learned all these things without having to pay so dearly.
This is a melancholy comment to have to make after the event.

But in any case the monetary history of the last three lustrums in
Germany and many other European countries proves that no nation
can afford to treat economic theory with contempt.
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Senior's Lectures on
Monetary Problems

Nassau William Senior's famous lectures on money and inter-
national trade have been newly issued by the London School

of Economics and Political Science in their series of reprints.1 On
re-reading these classic treatises one is led to the conclusion that the
practical application of economic reasoning seems to meet with very
great difficulties. We are living in a world where trade barriers
become more and more insurmountable. In defending the system of
protection and prohibition, every day the same arguments are heard
again which Senior and his fellow economists have refuted and which
Ricardo had already refuted years before. Why could this acute
criticism of the Mercantile Theory of Wealth2 not succeed in convinc-
ing public opinion? Is there a weak point in the demonstration of the
futility of the protection doctrine?

[This review article is reprinted from the Economic Journal (September 1933)—Ed.]
Nassau W. Senior:

1. Three Lectures on the "Transmission of the Precious Metals from Country to
Country and the Mercantile Theory of Wealth."

2. Three Lectures on the "Value of Money."
3. Three Lectures on the "Cost of Obtaining Money and on some Effects of Private

and Government Paper Money."
Numbers 3, 4, and 5 in the Series of Reprints of Scarce Tracts in Economic and

Political Science (London: London School of Economics and Political Science, 1931).
2 [The Mercantilists believed that gold and other precious metals embodied true wealth,

thus they advocated maximizing a country's exports while minimizing its imports—Ed.]
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The foremost argument in the protectionist's reasoning today is
again, as in the days of the Mercantile Theory, the monetary standpoint.
Restriction of imports is said to be indispensable for the maintenance
of a country's monetary equilibrium. It is true, one no longer speaks
of the danger of losing the circulating stock of coined precious metals
to foreign countries. But the only reason for this is the fact that
practically no country maintains today an effective circulation of gold
coins as most of them did till the outbreak of the War. The modern
protectionist insists rather upon the necessity to secure the exchange
ratio between the national and the foreign currency. What he does
not wish to admit is that the exchange ratio does not ultimately
depend on the balance of payments and that there is no danger of its
being impaired so long as there is no over-issue of notes at home.

The question to be answered today is exactly the same as is
expounded in Senior's lectures on the "Transmission of the Precious
Metals from Country to Country." The difference lies only in the
formulation, not in the substance. The problem is whether there is
an automatic readjustment of the balance of payments or whether
government is bound to interfere lest disastrous consequences follow.
The chain of reasoning by which Senior proves that governmental
interference is superfluous for this purpose considers a state of things
where imports and exports of commodities dominate international busi-
ness relations. For the present situation it seems necessary to keep in
view the importance of credits, and accordingly to lay stress not only on
the prices of commodities but also on the rates of interest. This, of course,
does not in any way alter the essence of the problem, but it does seriously
affect the political and ethical aspect of the question.

Considerations of this nature play in the eyes of public opinion a
bigger role than is generally supposed. In discussing the problem of
trade restrictions primarily with reference to the prices of goods, one
imagines a selfish producer who demands higher prices from the poor
consumer. In this case sympathy is on the side of the consumer. But
in regard to rates of interest sympathy is given to the lender. Whereas
in the question of commodity prices public opinion splits into two
parties so that against the friends of higher prices stand always
friends of lower prices, in the problem of interest there is but one
opinion, i.e., in favor of low interest. As the matter of controversy
seems to lie in the dilemma whether to maintain at home a lower rate
of discount at the cost of import restrictions or to let the price of
money rise under free trade, the scale goes down in favor of import
restrictions. There is in every country a considerable opposition
against import duties which one tries to justify by the necessity of
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raising the home price level in favor of home production. The opposi-
tion is very weak when import duties are apologized for by the
expediency of maintaining a low rate of interest.

There is no doubt that in countries where capital is very abundant
the rate of interest would be much lower were there not opportunities
of exporting capital to countries with a higher rate of interest. Had
the United Kingdom or had France in the fifty or sixty years preced-
ing the War not invested a large amount of money abroad, the money
rate at London and Paris would have been much lower than it actually
was. If at this time someone in England had demanded a restriction
of foreign investments from the labor point of view, as the Liberal
Industrial Report did after the War, it would have been intelligible at
least from the point of view of a short-sighted class policy. But the
strange thing was that at this time, not the capital-exporting coun-
tries, but the capital-importing countries complained more about the
consequences of the international capital movements, assuming that
it must lead to higher interest, whereas its effect for them was the
contrary. Strange to say, in the 'seventies of the nineteenth century
in Austria the theory was evolved that the Austrian paper currency
isolated the country from the solidarity of international money mar-
kets and so enabled the bank of issue to expand credit and maintain
a comparatively low rate of interest without any disadvantages. This
false theory was duly refuted by Wilhelm Luccam, the then manager
of the Austrian Central Bank. But nevertheless it survived in Austria
and had from year to year more success in the whole of Europe,
especially in Germany, and even in America.

When people today generally assert that things have so radically
changed since the time in which the classical theory of money and
foreign exchanges was expounded, that one cannot apply their results
to modern conditions, they unfortunately do not give any proof. It is
totally wrong to pretend that raising the rate of discount would not
have any effect today on the flow of gold and on the exchange rate, or
an insufficient effect. There is no proof that discount policy of the old
type is inapplicable to the present situation. The fact is that the
ruling parties prefer the consequences of a depreciation of the na-
tional currency to the consequences resulting from non-interference
in the market's money rate.

Let us consider separately the different recent cases of departure
from the old gold parity. There was the case of England in 1931.
Britain had to choose between a policy of defending the gold standard
by raising the rate of discount, as has been done over and over again,
and a policy of depreciation. She decided for the second because it
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made it possible to maintain unchanged the British level of prices
and wages in the midst of a world a falling gold prices. Opinions differ
on the soundness of this policy, and there is no doubt that it was very
unsound from the point of view of Senior's ideas. But there was
nothing in the situation which could not be explained from the point
of view of Senior's theoretical teaching. It is true that his decision
would have been very different from that of Great Britain's rulers in
1931. He would have believed that nominal wages had to fallpari passu
with prices, and that there was nothing alarming in a situation where
the prices of raw materials which England buys fall more rapidly than
the prices of the manufactures which England exports. But Senior in
discussing these problems with Mr. Norman and Mr. Keynes would at
the end of the conversation have said: "I see, gentlemen, that you follow
other aims." But he would have had no reason to say: "You have to cope
with a situation which my theory does not cover."

Yet in another respect a radical change in the financial situation
has been accomplished. In the modern banking system the short-term
debts play a dominating role. The banks of the lending countries have
lent enormous sums to the banks of the borrowing countries. Literally
they had the right to withdraw this money at short notice. But in fact
such withdrawals could not be effected at once, as the borrowing
banks had lent this money to business which could not pay it back at
all or at least only after some delay. The international credit relations
were based on a fallacious assumption of liquidity. The moment the
lenders tried to exert their right of withdrawal there were only two
alternatives: open declaration of bankruptcy by the debtor banks or
intervention of the government which suspended payments to foreign
countries. The introduction of foreign exchange control in some con-
tinental countries in the summer of 1931 was a makeshift for a formal
moratorium.

Banking today is not sounder when considered from the point of
view of the home situation. Deposits subject to cheques and saving
deposits are two entirely different things. The saver wishes to entrust
his money for a longer period; he wishes to get interest. The bank
which receives his money has to lend it to business. A withdrawal of
the money entrusted to it by the saver can only take place in the same
measure as the bank is able to get back the money it has lent. As the
total amount of the saving deposits is working in the country's
business, a total withdrawal is not possible. The individual saver can
get back his money from the bank, but not all savers at the same time.
That does not mean that banking is unsound. It does not become
unsound until the banks explicitly or tacitly promise what they
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cannot perform: to pay back the savings at call or at short notice.
The deposits subject to cheques have a different purpose. They are

the business man's cash like coins and bank notes. The depositor
intends to dispose of them day by day. He does not demand interest,
or at least he would entrust the money to the bank even without
interest. The bank, to be sure, could not earn anything if it were to
hold the whole amount of these deposits available. It has to lend the
money at short notice to business. If all depositors simultaneously
were to ask their deposits back, it could not meet the demand. This
fact that a bank which issues notes or receives deposits subject to
cheque cannot hold the total amount corresponding to the notes in
circulation and to the deposits in its vaults, and therefore can never
redeem at once the total amount of its liabilities of this kind, is the
knotty problem of banking policy. It is the consideration of this
difficulty which has to govern the credit policy of the banks which
issue notes or receive deposits subject to cheque. It is this consider-
ation that led to the legislation which limits the issue of bank notes
and imposes on the central banks the retention of a reserve fund of a
certain magnitude.

But the case of the saving deposits is different. Since the saver
does not need the deposited sum at call or short notice it is not
necessary that the saving banks and the other banks which take over
such deposits should promise repayment at call or at short notice.
Nevertheless, this is what they did. And so they became exposed to
the dangers of a panic. They would not have run this danger, if they
had accepted the saving deposits only on condition that withdrawal
must be notified some months ahead.

Public opinion assumes that the real danger to maintenance of
monetary stability lies in the flight of capital. This assumption is not
correct. Capital invested in real estate or in industrial plants or in
shares of companies holding property of this nature cannot fly. You
can sell such property and leave the country with the proceeds.
But—unless there is no expansion of credit—the buyer simply re-
places you. If he is a foreigner, then the capital flight of the native is
compensated by the immigration of capital from abroad. If the buyer
is another native, then he can provide the means—when additional
credit is not granted by credit expansion—merely by selling his
property, and so the case with him is the same. One person or another
can withdraw his capital from a country, but this can never be a mass
movement. There is only one apparent exception, i.e., the saving
deposit which can be withdrawn from the bank at once or at short
notice. When the saving deposits are subject to instant withdrawal
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and the bank of issue renders the immediate withdrawal possible by
advancing credits for these savings to be withdrawn, then credit
expansion and inflation cause the exchange ratio to rise. It is obvious
that not the flight of capital but the credit expansion in favor of the
saving banks is the root of the evil.

The pith of the problem lies in the deposit policy. Banks which
promise no more than they can fulfill without extraordinary assis-
tance from the central bank, never jeopardize the stability of the
country's currency. And even the other banks who have been impru-
dent enough to assume liabilities which they cannot meet are only a
danger when the central bank tries to assist them. If the Central
Bank were to leave them to their fate, their peculiar embarrassment
would not have any effect on foreign exchanges. That the additional
issue of great amounts of bank notes for the sake of the repayment of
the total amount or of a great portion of the country's saving deposits
makes the foreign exchange go up is easy to understand. It is not
simply the wish of the capitalists to fly with their capital, but the
expansion of the circulation, that imperils monetary stability.

Had the central banks not believed that it was their duty to cover
up the consequences of the deposit banks' wrong policy they would
have not only maintained without artificial and, at the same time,
ineffective measures of the stability of the exchange ratio, but would
have forced the deposit banks to make agreements with their clients
concerning the payments due. By such agreements they would have
adjusted the payments due to the payments receivable. The Stand-
still Agreements would have been made definitively and for all debts,
foreign, and domestic.

To sum up, we are not entitled to say that Senior in his writings
on money and monetary subjects had to deal with problems other
than those which we have today. The task of monetary and banking
theory is in principle not different today from Senior's time. Different,
of course, are the conditions of our banking organization, the institu-
tions, and the considerations which politicians keep in mind. Differ-
ent are the data, but not the mechanism of exchange and social
cooperation. All the questions of principles which Senior had to face
are identical with those which our theory has to answer. We may
differ from Senior in regard to the treatment of the fundamental
items of value and exchange, but we have still the same problems to
solve. And notwithstanding all changes in economic thought and
reasoning, in social conditions and political aspects, in banking orga-
nization and in business life generally, no one can read these old
pamphlets without profit.





Trade





The Disintegration of the
International Division of Labor

T Introduction

he international division of labor was an achievement of the
spirit of Liberalism. International trade has to some extent

existed from the oldest times. There was a regular commerce in some
commodities the production of which was limited to special geograph-
ical conditions. There was occasional trade when some extraordinary
event offered unusual opportunities. But however important the
civilizatory consequences of this international traffic were and how-
ever important its amount was when compared with the technical
difficulties that transport had to overcome, the role played by it in
supplying the wants of the markets was negligible. A very small part
only of the common man's daily consumption was dependent on
foreign produce. The commodities imported might for the most part
be regarded as luxury goods, as people could do without them without
suffering too great privation. At the beginning of the nineteenth
century Napoleon's continental blockade even if it had been strictly
enforced would not have had any noteworthy consequences on the
daily consumption of the masses in Central Europe. In those days for
the ordinary man's supply of even sugar (of course, in those days cane
sugar only) and cotton were luxuries.

[Extract from The World Crisis, Symposium of Studies published on the occasion
of the Tenth Anniversary of the Graduate Institute of International Studies (London,
New York, Toronto: Longmans Green, 1938)—Ed.]
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The growth of international trade was due to the abolition of the
greater part of the trade barriers which misguided fiscalism and the
errors of mercantilist policy had erected. Liberalism broke them down
and thus paved the way to unparalleled intensification of interna-
tional trade relations. When Cobden and Bastiat were at the zenith
of their prestige it was the universally accepted belief that trade
barriers were doomed to disappear forever like the other remnants
of a dark past, such as absolutism, superstition, intolerance, igno-
rance, and wars.

The theory of foreign trade as stated by Ricardo has proved in an
irrefutable way that free trade only ensures the highest productivity
of the economic efforts and that every kind of protectionism must
necessarily result in a reduction of the output of capital and labor.
For a hundred and twenty years a flood of books and pamphlets has
endeavoured to invalidate the teachings of this theory and to show
that some good might be reaped from protection. They have all failed.
They could not disprove that as far as the supply of the consumer with
commodities and services is concerned free trade is more efficient
than any other system. Never has any proposition been brought
forward that could shake the foundations of the free trade doctrine.

The most famous objection once was the infant industry argu-
ment. But everything that could be said about the inability of newly
established industries successfully competing with old and well-es-
tablished producers holds good in both cases whether the competitors
are of the same or of different nations. That nobody likewise ventured
to demand protection for new firms starting a new business against
the overwhelming competition of older firms working in the same
town, district, or country can already be considered as a proof that
the argument is not economic but political. Of course, every new plant
has to meet difficulties of different kinds until it runs smoothly. There
are drawbacks which make the business bad for a longer or shorter
period of initiation. If there is no prospect that these losses will be
over-compensated by later success then the foundation of the new
plant is not a paying concern. Then it is a waste to add new firms or
plants to those already existing. In this respect it makes no difference
whether the new center of production is working in the same or in
another country. Many historical examples prove that industries
have been shifted in the same country from a center of less favorable
to a center of more favorable conditions, although no protective
measures sheltered the infancy of the new establishment. In these
cases in the calculus of the entrepreneur the losses of the beginning
were outweighed by the later prospective gains. Protection was not
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necessary for the impulse. Nor is it more wanted if the shifting has
to take place between different countries. Examined more closely, the
infant industry argument reveals its purely political character. It
cannot be considered as a sound economic argument in favor of
protection.

The infant industry argument played an important role both in
economic writings and in policies. But economic history does not give
us a single example of protection in infant industries that did not turn
into lasting and enduring protection. The industries of America, and
Australia and of the Eastern countries of Europe in their infancy
amply enjoyed the blessings resulting from the infant industry pro-
tection argument. Now grown-up, they are still protected and even
much more efficiently and there is no question of declaring them of
age by abolishing their protection.

The infant industry argument is today a thing of the past. In the
present world other arguments have to be credited with the respon-
sibility of protectionism and its logical outcome: the aim of self-suffi-
ciency. These arguments are: the argument of national prestige, the
war argument, the wages argument, the over-population argument,
and the monetary or foreign exchange argument.

I
The Argument of Nat ional Pres t ige

According to List,1 every nation has to go through different stages
of economic evolution. At the highest stage the nation has not only
developed agriculture but trade and industry too. Until a nation has
reached this last and highest stage it cannot harmoniously evolve all
its productive forces. From this philosophy all the nations of the world
which were backward in industrial production inferred that not to
have a modern industry and modern big scale production was a sign
of inferiority. Whereas the Romantics in the industrial countries wish
to bring back the bygone days of a more agricultural age, the Roman-
tics of the agricultural countries yearn for the industrialization of
their own country. They think that a nation whose wealth is based on
agriculture and the production of raw materials only can never attain
the level of moral and intellectual civilization peculiar to the leading
nations of the Western world. They long for industry because they
desire the perfections of modern culture.

[Friedrich List, a German economist in the 1820s and 1830s, favored free trade
accompanied by tariff protection to stimulate the growth of infant industries as a
country progresses through the various stages of economic evolution—Ed.]
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This Romanticism is accountable for the fact that in the more
agricultural countries the programmes of the nationalistic parties
always include protection for industry and put much less stress on
the wants of agriculture.

In pre-war days, when immigration into the industrial countries
of Europe and overseas was still free, the foremost reason for this
policy in many European countries was the aim to make emigration
superfluous. Conditions for industrial production were in every re-
spect more favorable in Central and Western Europe than for in-
stance in the Balkans. With a policy of laissez faire the excess
population of these nations which could not find employment in
agricultural production had to emigrate to Central and Western
Europe and to the New World. When the governments of these
Eastern nations encouraged industrial production by strict protec-
tionism they wished to reduce emigration figures. They considered
emigration as prejudicial to the greatness and to the political and
military power of their State. They were afraid of the fact that the
emigrants would in their new settlements in the course of the years
lose their attachment to their old mother-country, its habits and
language and its civilization. The policy of protection for industrial
production was a policy of national and racial self-preservation. Its
aim was to keep the citizens away from the melting pot of the
European West, the United States, and other American countries.
Today this argument has lost its meaning. Immigration is no longer
free; the excess population cannot emigrate because there are hardly
any countries where immigration is possible.

In pre-war days the migration argument was valid not only in the
agricultural countries of Europe, but even in one of the most indus-
trialized countries, in Germany. When the German agriculture, espe-
cially of the Eastern provinces of Prussia, could no longer compete on
an unsheltered market with the agricultural production of more
fertile countries like Russia, Rumania, the United States, Canada,
and Argentina, Germany step by step progressed on the way to
protectionism, because it wished as far as possible to reduce emigra-
tion losses. But we have not to dwell on this point any longer as today
international migrations on a big scale are impossible.

In the opposite way in which the regard for population figures
influenced the commercial policy of the countries which were rela-
tively over-populated and therefore countries of emigration, the pop-
ulation argument influenced the relatively under-populated coun-
tries. These nations—in the first line the countries of Latin America—
wished to increase their population figures by more immigration;
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protection was, in their eyes, one of the means of attracting more
hands. But this too now belongs to the past.

Under present conditions, where migrations are reduced to a
minimum and where no important country is ready to open its doors
to newcomers, such considerations no longer play any role at all. We
shall speak of the part played by the immigration barriers later in
the essay.

II
The War Argument

The foremost reason for protection and the drive towards self-suf-
ficiency in the world today is the war motive. For the militarist
countries the readiness to make war is the primary goal of their policy
and war itself the regular means of attaining their objects. They
therefore consider peace nothing but the time to prepare the coming
war. The economic activities of the country have already in peace time
been organized in such a way that they may later serve the interests
of war. This scheme includes self-sufficiency for all kinds of produce
necessary to a war-making nation.

When the Liberals recommended free trade and international
division of labor they did so because peace among all civilized nations
was the cornerstone of their political creed. We have to realize that
the conditio sine qua non of international free trade is goodwill and
peace among nations. Division of labor and war are incompatible. The
division of labor within a country presupposes peace between its
different parts and districts. In the Middle Ages and even later, when
the division of labor was hardly developed, it was possible for single
towns and countries to go to war with each other. As every part of the
country produced everything which was needed in war time, war-
making did not present problems of supply of food, equipment, and
arms. The belligerent parties wanted money with which to conduct
the war; but if they had it, they could buy what they required.

Things are entirely different in the modern world of international
division of labor. The European countries rely more or less on food-
stuffs and raw materials imported from abroad. The manufacture of
modern arms and war material is only possible in highly specialized
big scale enterprises which must have been working already in peace
time in order to run smoothly in wartime. A nation which does not
produce all the raw materials and foodstuffs and all kinds of arms
and military equipment within its borders would in time of war lack
them.
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When since the nineties of the last century Germany started its
preparations for a decisive war, its economic provisions were limited
to the supply of food. Protection for agriculture was among other
reasons actuated by the necessity of making the country independent
of foreign supply in war time. But nobody realized that a belligerent
country could suffer from the lack of materials other than foodstuffs.
It was the experience of the World War2 that taught this lesson.

Today these Powers who regard war as the means of satisfying
their "dynamic" aspirations aim at self-sufficiency in order to be
independent of foreign supply in a coming conflagration. It is these
Powers which have in a systematic way evolved the theory and
practice of self-sufficiency for the purposes of war making. Their
endeavors have been intensified by the consideration of Article 16 of
the Covenant3 providing economic sanctions against a nation going
to war.

To attain self-sufficiency in war time these nations wish to become
as far as possible independent of raw materials which have to be
imported. They desire to replace the imported raw materials and
foodstuffs by home production. They further the expansion of the
production of food and raw materials which can be produced within
their own borders by the most strict means of protectionism. They try
to replace those raw materials which they cannot produce at home by
substitutes manufactured in the country. In these efforts there is no
regard for the cost of production. In the eyes of the supporters of this
policy it is immaterial whether the cost of production of these succe-
danea is many times higher than the price which has to be paid for
the imported commodity. What matters only is that it can be produced
at home. It was in this spirit that they proceeded to produce synthetic
rubber, synthetic petrol, synthetic wool, etc.

In the reasoning of this militarist argument in favor of self-suffi-
ciency there is nevertheless a striking error. Whenever modern tech-
nique succeeds in replacing a raw material hitherto used by a syn-
thetic article which is at least not less efficient, and regard being had
to its efficiency not more expensive than the natural product, it is
obvious that the new article more or less drives the old article off the

2[Bear in mind that this extract was written in 1938 and that the World War that
Mises refers to here and throughout this piece is World War I—Ed.]

3[The Covenant was a short concise document of 26 articles stating the purpose
and intentions of the League of Nations. Article 16 said that all members promised to
join in common action against any other which made war in violation of the Covenant;
i.e., the breaking off of all economic transactions and other benefits with the Covenant-
breaking state, and, if this were not successful, then of military action. This article also
empowered the League's council to expel any member violating the Covenant—Ed.]
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market. In this way madder was replaced by aniline. In this way silk
and cotton have lost ground to artificial silk. Under such conditions
the new article can no longer be called a substitute in the same way
as a motor-car is not a substitute for a carriage or a gun not a
substitute for a bow and arrow. But this is not the problem we have
to deal with. The substitutes under consideration are poor substitutes
and do not render better and cheaper services than the commodity
they have to replace but are less efficient and more expensive. In the
endeavors to find such substitutes one may one day invent something
new which will give more satisfaction than the materials now in use.
But for the moment we have not to reckon with vague expectations
but with the present situation. We have to face the fact that nations
wish to attain self-sufficiency by replacing some imported raw mate-
rials and foodstuffs by a home production which brings them a more
expensive and less efficient substitute than the material they wish to
avoid importing. But they believe that these disadvantages are com-
pensated by the fact that the country becomes independent of foreign
supply and will therefore not suffer from its lack in war time. They
think that if problems of national defence occur, cost of production is
negligible. What counts is only independence.

But this reasoning is fallacious. It is not true that it does not play
any role whether the production of a material wanted for war-making
is more or less expensive. Higher costs of production mean that the
same amount of capital and labor produces less. If a belligerent
country has to employ more capital and labor to obtain a given
quantity of material they will not be so well supplied as their adver-
saries. Especially the fact that they will have to employ more hands
for the production of the same amount of goods is a calamity. Those
surplus hands will be lacking in the trenches, as men cannot fight
and work at the same time. Already in the World War it was felt as a
hindrance by the Central Powers that the production of war equip-
ment absorbed too many younger men.

Then there is a second great inconvenience. The substitutes are
less suitable than the materials they have to replace. If they were not
less suitable they would not be succedanea but the right material and
the adversary too would use them. The fact that one party is forced
to use less appropriate material is a heavy handicap. The better
equipped party will reap from its better equipment both a moral and
a material advantage. It demoralizes even the best army to realize
that their adversaries are better fed, better armed, and better pro-
tected against every evil than they themselves. Nothing in the World
War discouraged the soldiers of the Central Powers so much as when,
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capturing trenches of the Allies, they discovered that their adversar-
ies were better armed, equipped, and fed than they were. Nobody can
deny that the victory of the Allies was to a great extent due to the
superiority of their material.

Then there is to consider that for the production of the substitutes
some raw materials too are required. In very rare cases only these
raw materials are available in the home market in sufficient quanti-
ties. Mostly they too have to be imported, because they are not
produced at all in the country, or not in sufficient quantity. For the
production of the textile by which Germany wishes to replace cloth,
wool is wanted also and it is doubtful whether it may be possible to
expand the German wool production to such a degree that it could
produce the whole quantity needed. In any case, the expansion of the
wool production can only be effected by restricting other agricultural
production, as it requires soil which is scarce in Germany. If Germany
or Italy try to produce substitutes out of wood they have to face the
fact that their wood production does not suffice. When Italy under the
sanctions planned to produce cloth from dairy produce it had to face
the fact that its milk production too was limited and could not be
expanded except by the use of imported fodder. The production of
substitutes does not do away with the problem of raw materials, it
merely shifts it to other branches of production.

It is the economic characteristic of the modern industrial commu-
nities that they cannot do without the import of raw materials which
they buy by exporting manufactured goods. These modern industrial
countries are thus in relation to the rest of the world in the same
position as the centers of industry are in relation to the agricultural
and raw material producing districts of their own country. Just as it
is impossible for a town to wage a war against the country district
which supplies it with food and raw materials, so it is impossible for
an industrial country to wage a war against the rest of the world. This
is the situation in which the industrial countries of Europe are today.

The Liberal economist deduces from this fact the necessity of
international peace. He is of the opinion that war is incompatible with
the present state of international division of labor. But the militarist
who considers war making as the highest and noblest activity of a
nation, believes that this international division of labor imposes
slavery on his nation by preventing it from making war. His idea of
independence is to attain a state of things for his country in which it
could wage war against all other nations or against a group of nations
without being dependent on foreign countries for supplies. Both
Germany and Italy wish to be able to withstand a war against France
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and nations allied to France without suffering from the lack of a
supply of food and raw material. This does not mean that they really
wish to attack France or that they think that France will attack
them. We have not to discuss this problem. But they consider a state
of things in which they are unable to have recourse to war as ultima
ratio as an unbearable handicap. Freedom as they understand it is
the readiness to go to war when the national leader thinks it neces-
sary.

It is obvious that this conception of freedom is limited to big
nations only. A small nation could never dare to formulate its claim
for independence in this way. Hitler and Mussolini emphasize that
their revendication is justified, because a big nation cannot live in
conditions which may content a smaller one. They demand territories
where they may produce raw materials on their own soil and when
they declare that their nations are not satisfied they bear out this
statement by demonstrating the unfair distribution of colonies and
raw materials. It is especially in respect of coming negotiations
concerning a redistribution of raw materials and colonies that they
wish to be provided with self-sufficiency because they wish to throw
the sharpened sword into the scale.

Now we may better understand the role played by self-sufficiency
in the plans of these two Powers. They do not consider self-sufficiency
of their nation within the actual boundaries of the national territory
as a lasting but only as a temporary provision for the preparation of
the coming war for supremacy. This is the war frequently alluded to
by Hitler in his book Mein Kampf.4

Of course, the policy of self-sufficiency does not seem any more
reasonable if considered as a preparation for the next war only than
if considered as a lasting military institution.

Some military experts consider the coming war as absolutely
different from the past World War. They assume that the aggressor
will succeed very quickly if he attacks unexpectedly a country which
is not aware of this danger and is therefore not prepared to resist.
With one stroke such an "Uberfallskrieg" could bring the deciding
victory. But whether such a surprise attack would be more successful
in a coming war than it was in past wars is very doubtful. The sudden
attack overthrew Saxony in 1756, and Belgium in 1914, but in both
cases it neither decided nor ended the struggle, but on the contrary
it kindled it only. There is no reason to think that it would be different

4Cf. Adolf Hitler, Mein Kampf, 42nd ed. (Munich: F. Eher Nachtfolger, 1933),
pp.726-43, 757, and 766.
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in a hypothetical new world war. On the other hand, in a war in which
the aggressor puts all his trust in a rapid success of his attack, the
superiority of his equipment and armament plays a still greater role
than in any other war-making. For the success of such a plan inferior
quality of the arms due to the use of substitutes for the proper
materials may prove fatal.

From the military point of view the substitution of succedanea for
the proper raw materials seems therefore in every respect unfavor-
able. When the Central Powers went to war in 1914 without having
made any provisions for the supply of foreign raw materials they
could rely on the great stores of those goods which represented the
normal stocks of business. These stocks were sufficient for the needs
of the first two years of the War. The result of the policy of self-suffi-
ciency and economic preparation for war will be that in a new
campaign such stores will hardly exist.

It is the paradox of self-sufficiency as economic preparation for
war that it weakens the military potential of the nation by rendering
its arms less efficient. The present state of international division of
labor puts to every nation which ventures to wage war a dilemma to
which there is no solution. They have to face on the one hand the fact
that they cannot fight without a continuous import of raw materials
and food, and on the other hand the fact that the replacement of these
imported goods by home production of substitutes diminishes their
military force.

In time of peace every nation can buy all the raw materials and
foodstuffs it requires and is ready to pay for. Of course, this makes
the nation depend on foreign supplies and involves it in the interna-
tional division of labor. But to consider this as a drawback because it
renders war-making impossible is an atavistic view.

Ill
The War Argument in Neutral Countries

There are fortunate countries which have decided to remain
neutral in all wars. For such a country the war argument for self-suf-
ficiency as advanced by the militarists is nil. They do not intend to
make conquests and they wish nothing but to live in peace and to have
business always undisturbed. But even if they succeed in this policy
and if they continue to be a peaceful island in an ocean of blood they
may suffer from the consequences of war. Typical in this respect was
Switzerland's situation during the World War. Its supply of imported
foodstuffs and raw materials was at the mercy of the belligerents. But
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for the agreements with the belligerents the Swiss would have had
neither fuel nor food and would have starved.

In such a country a policy in favor of self-sufficiency to provide for
the dangers of a new world war seems more reasonable than for
countries which wish to attack. The Swiss Confederation cannot
hinder its neighbors from going to war. It has simply to protect its
own interests. This includes not only armaments, but also provisions
for the feeding in war time. Many measures of the Swiss economic
policy which should be regarded as completely unsound in a peaceful
and reasonable world are justified by the international situation
which the nation has to face. The conditions for some other nations
are not very different, although none of the others is in such an
unhappy geographical position as Switzerland.

The trend for self-sufficiency is in these cases too the consequence
of the warlike spirit which is now infecting the world. The menace of
coming wars endangers the maintenance of the international division
of labor and every government, even the most peaceful and interna-
tionally minded, has to provide for the event.

IV
The Wages Argument

It is one of the effects of the international division of labor that it
creates an interdependency of wages all over the world.

With perfect mobility of labor, capital, and commodities all over
the earth's surface there would be a tendency for an equalization both
in the rate of profit and in wages for labor of the same kind. Capital
and labor would be shifted from the areas where the natural condi-
tions of production are less favorable to areas where they are more
favorable until this equalization has been reached. Under the actual
state of things where there are very effective institutional barriers
against the transfer both of capital and labor from country to country
there exist conspicuous differences in the rate of profit and in the
level of wages. But the interdependency of both is nevertheless a fact.

One of the factors determining wages in Japan is the circumstance
that the Japanese are not free to emigrate because no country toler-
ates such an immigration. One of the factors determining wages in
the United States is the fact that immigration to that country is
restricted. Labor is not free to move from Japan to the United States.
But there is nevertheless a connection between the height of wages
in both countries. This connection is effected by the movability of the
produce of labor. The commodities produced by either nation enter
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into competition. In a world of free trade for commodities they would
have to be sold at the same price notwithstanding the allowance made
for transport. The faculty of a country's trade unions to raise the level
of wages seems therefore limited by the competition of goods pro-
duced abroad by cheaper labor. The trade unions of the countries with
more favorable conditions for production and higher wages would like
to see the wages in the less favored countries rise. But that could not
be attained otherwise than by shifting hands from the less favored to
the more favored countries. It is precisely this that the trade unions
of the better endowed countries wish to avoid. But without a change
in the distribution of workers over the earth's surface equality of
wages is impossible.

Under the existing system of immigration restrictions equilibrium
wages are different from the level they would attain in a world where
labor is free to migrate; they are higher in some countries and lower
in others. But there is for every area, within which there are no
barriers for the transfer of labor from one place to another, a uniform
equilibrium rate of wages for every kind of labor. As long as effective
wages do not exceed this equilibrium level employment and unem-
ployment are normal. It is in the nature of the equilibrium rate to
make supply and demand on the labor market coincide.

If the trade unions of the countries endowed with more favorable
conditions for production were to limit their activities to checking
immigration, and if they were satisfied with the rise of equilibrium
wages due to these restrictions, they would not increase unemploy-
ment figures. But if the trade unions try, as they really do, to raise
the wages above this equilibrium rate they bring about lasting unem-
ployment of a great part of the working class. Of course this is in a
market economy the unavoidable consequence of a wage rate exceed-
ing the equilibrium rate.

Entrepreneurs ascribe their inability to employ more hands at the
rates fixed by collective bargaining to the pressure of foreign compe-
tition. Public opinion therefore considers barriers erected against
imports from abroad as an effective measure of fighting unemploy-
ment without lowering the level of wages. One of the most popular
arguments in favor of protection is to defend the national standard
of living against the dumping of goods produced by cheap labor.

Now people call dumping the import of goods produced by cheap
labor and regard the exclusion of such goods as quite justified. That
means for the countries which on the one hand are endowed by nature
and by the plenitude of their capital with the most favorable conditions
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for production, and on the other hand keep out foreign immigrants,
that they consider high import duties, quotas and even complete
self-sufficiency as justified.

If a country neither tolerates the immigration of labor, nor the
imports of goods produced abroad by cheap labor, nor the export of
capital, it is on the way to complete economic isolation.

The Anglo-Saxon and some other Western countries are doubly
responsible for the low rate of wages and for the low standard of living
in the over-populated areas: first, by making immigration practically
impossible, and secondly, by fighting the import of manufactured
goods. In their endeavour to maintain their own higher standard of
living they exert a pressure on the standard of living in other coun-
tries, especially in Central, Eastern and Southern Europe, and in Japan.
They reduce their imports of manufactured goods but at the same time
increase their exports of food, raw materials, and manufactured goods;
the consequence is a fall in the total volume of international trade.

The trend to make trade barriers more effective and to isolate the
countries economically more and more is therefore an outcome of a
policy which wishes to fight unemployment by protection for home
production. The idea underlying this policy is misleading. The low
wages abroad become still lower and the country's own selling abroad
decreases in the same proportion as imports are reduced.

It is hopeless to try to do away with unemployment by a policy of
trade barriers. That wages higher than the equilibrium rate can only
be maintained when a considerable part of the labor supply is unem-
ployed is for an isolated country no less the case than for a country
buying and selling abroad. It is a fallacy to think that in the long run
unemployment can be caused by foreign competition. Foreign compe-
tition, or more correctly the fact that the home market forms a part
only of the international market, is one of the factors determining the
height of the equilibrium wage rate. At the equilibrium wage rate
unemployment is only a transitory phenomenon. Foreign competition
may make equilibrium wages lower but cannot directly cause lasting
large scale unemployment.

If a country tries to keep out the influence of the foreign labor
markets from its home market it has to withdraw from the interna-
tional division of labor. But then it deprives its people of all the
advantages of international economic cooperation. That means that
in the long run commodity wages have to go down. The policy of
economic isolation is in no way the right means of improving a
nation's standard of living.
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The Over-Population Argument
The over-population argument for protection is nothing but the

wages argument as seen from the point of view of the over-populated
countries. In these countries wages are low and there is under the
present conditions of migration barriers no hope of making the wages
higher by emigration.

Equilibrium wages are low in these countries. But as long as
actual wages do not exceed the equilibrium rate there is no lasting
large scale unemployment. Equilibrium wages of course may fall
extremely low as compared with foreign wages.

Low wages are very unsatisfactory and both governments and
trade unions are in search of a remedy. Unfortunately, the only
effective remedy—emigration—cannot be taken into consideration.
Minimum wages, whether imposed by government interference or by
collective bargaining, only increase unemployment. To fight unem-
ployment an effort is then made to protect home production. But this
raises commodity prices and lowers the standard of living still more.

The recriminations of the over-populated countries against the
more fortunate countries are justified. The countries where equilib-
rium wages are higher harm them in a twofold way: by making
immigration impossible and by closing their markets to the import of
their produce. Nevertheless, these over-populated countries them-
selves make their own conditions only worse by closing themselves to
their own markets. In doing so they effect nothing else than a further
lowering of their standard of living.5

In this case, too, protection and self-sufficiency are remedies that
only increase the evil.

VI
The Monetary or Foreign Exchange Argument

The monetary or foreign exchange argument in favor of protection
differs from most other arguments in that it is purely economic.
Unfortunately, it is like the other arguments a fallacious one.

The maintenance of a sound currency has nothing to do with
foreign trade. It is the old and fundamental error of all types of
Mercantilism, that an unfavorable balance of trade drives money out
of the country. But the balance of trade is one item only in the balance

5[Cf. Ludwig von Mises, "The Freedom to Move as an International Problem"
[1935], in The Clash of Group Interests and Other Essays, Richard M. Ebeling, ed. (New
York: Center for Libertarian Studies, 1978), pp. 11-20—Ed.]
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of payments. An excess of imports over exports is compensated or
over-compensated by assets from other items. The balance of pay-
ments always balances. If both sides of the balance of payments
equalize only by an export of gold, prices have to fall. The low prices
increase exports and check imports. In countries where the currency
is not purely metallic, the outflow of gold forces the Bank to restrict
credit. Then the adjustment is effected by the inflow of foreign
short-term loans attracted by the higher rate of interest. Thus, under
both conditions, the equilibrium is re-established automatically. In
the long run a country which has not embarked on inflation and credit
expansion can never be in danger of seeing its monetary stocks go out
of the country. On the contrary, if there is inflation and if as a
consequence of the excess of currency prices rise and the national
monetary unit depreciates, nothing can prevent the working of the
mechanism described by Gresham's law. If the government attributes
the same legal tender quality to the depreciated paper money as to
the gold coins the latter disappear from circulation. As under the
conditions of inflation and credit expansion the automatic readjust-
ment cannot take place, the gold standard is replaced by a paper
currency, which depreciates more and more with the advance of
inflation.

It is in vain that governments try to stop the course of depreciation
by restricting imports. If the government prevents the citizens from
buying foreign goods they will buy more home products. The price of
these home products will then go up and their export will decrease.
Thus the interference of the government, which is directed to an
improvement of the balance of trade by restricting imports, results
in bringing down both sides of the balance. It cuts simultaneously
both imports and exports. The effect is a reduction in the total volume
of foreign trade.

If the government wishes to succeed in its policy it would have to
take away from the hands of the citizens the excess of their cash
holdings. The government would have to tax the citizens or to issue
a loan on the home market and then to withdraw from circulation the
money received. This means a policy of deflation. Of course deflation
is the only efficacious means of bringing down the rate of foreign
exchange and of re-establishing the former purchasing power of the
monetary unit. But if the government does not wish to deflate it has
no means of reducing the prices paid for foreign exchange.

The foreign exchange regulations as they exist in many countries
are of two different types. There are countries which wish to maintain
simply the market rates of the foreign exchanges. They believe that
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something should be done to prevent a further depreciation and that
foreign exchange regulation is the right way. But they do not intend
to force the citizens to buy and sell foreign exchange at a lower price
than the market price. Under such conditions the effects of foreign
exchange regulations are not very harmful. As there are no endeavors
to impose on the market a lower price for foreign exchange, as foreign
exchange is bought and sold at the market price, it does not matter
whether the dealings are free, or the privilege of an institution like
the Central Bank, or a Foreign Exchange Equalization Account. Of
course, if the government or this institution for the management of
foreign exchange dealings hinder some imports for the sake of econ-
omizing foreign exchange, they restrict imports too and thereby the
volume of foreign trade. But there is under these conditions no urgent
cause to take very drastic measures in this respect, as the foreign
exchange regulations do not directly restrict the available amount of
foreign exchange.

It is different, where the aim of the foreign exchange regulations
is to impose on the market a lower price for foreign exchange than
that which would be formed on a free market. If every citizen is bound
to sell all foreign exchange to the Exchange Equalization Account at
this legal or official price, which is lower than the market price, things
are exactly the same as if there were a duty on exports. The amount
of exports falls, and therefore the amount of foreign exchange offered
to and bought by the Exchange Equalization Account. A scarcity of
foreign exchange is the unavoidable consequence of a policy which
imposes on the market too low a price for gold and foreign currency.
The more these regulations are enforced, the greater the scarcity
becomes. Exports would cease completely but for export premiums
paid by the government to compensate losses which the exporter
suffers by the compulsion to sell the foreign exchange at a price below
the market value.

If a country which has adopted this regime complains of a shortage
of foreign exchange it has to realize that the evil is due to its own
policy only. But for the consequences of foreign exchange regulations,
there is no difference for the citizens whether they buy home or
foreign produce. There is no such thing as a problem of transfer.
Whether a German wishes to buy cotton or some home produce, let
us say coal, does not make any difference either for him or for the
country's monetary system. In both cases he has to abstain from
buying something else. He has to spend less Marks for other purposes
than he would have done if he had not bought the cotton or the coal.
The problem is whether he is rich enough to buy cotton or coal,
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whether he disposes of the amount of Marks necessary. If he buys
more imported goods he has to abstain from buying home-made
goods. These goods therefore then become cheaper and can more
easily be exported, thus compensating the outflow of money by an
inflow. If for some reason exports cannot be expanded, the greater
demand for foreign exchange makes the prices of foreign exchange
and therefore those of the imported goods rise and this upward
movement of prices forces the citizens to restrict their buying of
imported goods. Here too the automatism of the market works
smoothly.

Let us assume that by a redistribution of the areas producing raw
materials some part of Australia and of the South of the United States
became German possessions. Nothing in the economic and monetary
sphere would be changed by such an arrangement. The German
consumer would have to pay just the same for cotton and wool as he
has to pay now. It would not be easier for him or more difficult for the
British or the Americans to buy in these newly ceded territories. Of
course, under present conditions too trade between Great Britain and
Australia is not conducted in any other way than the trade between
Great Britain and Germany, or between Germany and Australia. It
is not any advantage for the British buyer of wool that his King is at
the same time the ruler of Australia, or that the citizens of Australia
speak English and are the offspring of British ancestors. The German
buyer on the wool market competes under equal conditions with the
British or Danish or Polish buyer.

Let us, on the other hand, assume that Bavaria were separated
from the Reich. But for government interference in the currency
system and for foreign exchange regulations, the trade between
Bavaria and the rest of the Reich could not be affected by such a
change. What Saxonians buy in Bavaria has to be paid either by direct
exports or by triangular trade, whether Bavaria is a part of the Reich
or not.

It is misleading to think that the buying of imported goods absorbs
a quantity out of the Devisen-stock [foreign exchange! of the nation.
It is an error to say to a man: you must not buy this foreign commodity
because for this purchase a part of the nation's hoard of foreign
exchange is wanted. There is no such thing as a fund of foreign
exchange. Foreign exchange holdings are in a continuous flux and
reflux, they are daily filled up and daily depleted. In buying foreign
goods the consumer creates at the same time, by reducing his buying
at home, the amount of foreign exchange necessary for his buying.
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The fact that there are trade barriers does not alter the working
of this mechanism. Trade barriers of course make it more difficult to
export and to get foreign exchange. But the fall in exports and in the
inflow of foreign exchange automatically leads to a restriction of
buying abroad. When prices, wages, and profits in the export indus-
tries fall, the groups affected have to reduce either their buying of
foreign goods or their buying of home produced goods. In the first case
the demand for foreign exchange falls, in the second case the prices
of these goods sold on the home market in lesser quantities fall, and
it is easier to export them.

If a country wishes to enjoy the advantages of a sound currency
and stability of foreign exchanges, it has but to avoid inflation and
credit expansion. If it prefers the pretended advantages of deprecia-
tion, then it has to let the market fix the value of its currency unit.
In both cases it would not find any monetary difficulty in dealing with
foreign countries. It is but the aim to fix foreign exchanges below the
market price by means of foreign exchange regulations which creates
the shortage of foreign exchange.

Germany's position in the world's economic system, like the posi-
tion of many other European nations, was and is based on industry.
They import mostly raw materials and food and export mostly man-
ufactured products. By restricting the purchases of raw materials the
German government restricts the exports of manufactured goods too.
By using the imported raw materials for rearmament purposes in-
stead of the production in the exporting plants it reduces the amount
of foreign exchange available. But Germany is only the most out-
standing case of a policy followed today by many other countries too.

In an economic system based on barter and direct exchange
between two parties only, nobody would doubt that satisfaction is
given to both parties. The function of money is to provide the same
facilities in triangular trade. This clearing function of money is not
limited to local trade only; it works in the same way in inter-local,
inter-regional and international trade. The most efficient clearing
system and the most simple too is the monetary system. If a nation
replaces the use of money in international trade by bilateral clearings
it deprives itself of the advantages of triangular trade. It loses
thereby the faculty of buying on the cheapest market and of selling
where it may obtain the highest prices. It has to buy notwithstanding
the height of the prices where it has something to sell, and it has to
sell notwithstanding the low level of prices where it wishes to buy
something.
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The gold standard was and is still the best and even the only
practical solution to an international organization of triangular
trade. That it no longer works is not due to inherent defects or to a
change in the conditions it presupposes. It is simply the consequence
of the fact that governments no longer wish to let its mechanism
work. They combat the international division of labor and they
therefore intend to destroy the most important tool of international
trade. It is not the breakdown of the gold standard, and it is not the
unsatisfactory state of the world's monetary system which necessi-
tate a policy of trade restrictions for monetary reasons. On the
contrary. The gold standard and the world's monetary system col-
lapsed because the governments destroyed them purposely for the
sake of doing away with international trade.

VII
Protec t ion from the Po int of View of H o m e Po l icy

The nations went in for protection because they believed that in
trade the national interests were in conflict with the interests of other
nations and that it was therefore necessary to protect the home
market against foreign commodities. But even if these erroneous
considerations of national interests as contrasted with the interna-
tional point of view had not worked, considerations of home policy
only would have brought about the same effect.

In many countries of the world today it is commonly assumed that
it is the duty of the State to protect the less efficient producer against
the competition of the more efficient. In this way the government
prevents the more efficient producer from using his full superiority.
It restricts the sphere of action of big stores for the benefit of the
shopkeepers. It forces upon a whole industry a proportional reduction
of output instead of letting the market eliminate the marginal pro-
ducers. It makes it more difficult for the motor-car to compete with
the railway. It tries to create by interference a better marketing for
commodities which are produced in greater quantities than public
demand.

The strong governments of the authoritarian States, who empha-
size their mission to lead and not to be led and to force their subjects
to obey their orders act under the rule of the theories of government
interference and interventionism not differently than the democratic
governments whom they reproach with their weakness. Every gov-
ernment, whether parliamentary or dictatorial, is today ready to
interfere for the particular interests of groups on whom they wish to
rely. Even small groups are sometimes considered as very important
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for the political concept of the ruler, whether he is democratic or
dictatorial. The case of silver in the United States is an excellent
example of how a special strategic position may even to a small group
give the possibility of influencing a big country's policy. In a similar
way, in every country small groups of entrepreneurs and trade union
members back particular measures of protection and restriction.

It seems to our contemporaries justified that our fellow citizens
who find it difficult to stand foreign competition should be protected.
It is the belief that a government which did not try to help a less
efficient producer would neglect its first duty.

But it would be too simple an explanation to say that at the bottom
of protection is the selfishness of particular interests as contrasted
with the general interest. These particular interests are always the
interests of minority groups. The producers—both entrepreneurs and
workers—of every single commodity are always a minority if com-
pared with the bulk of the consumers. They succeed in getting their
particular interests protected against the greater interest of the
majority only because they are supported by public opinion, which
considers such protection as beneficial for the nation. A hundred
years ago the coachmen and the postilions did not find protection
against the overwhelming competition of the steam-engine and the
railway, because in those days the Liberal spirit was opposed to
privilege which benefited a small group to the disadvantage of the
public. Today, the claim of the railways for safeguard against the
motor-car seems justified to the legislator. Today every particular
interest is sure to find support in public opinion. It is this attitude of
public opinion which is responsible for the privileges and not the
desire of those who wish to enjoy a privilege. Seen from the point of
view of home policy, protection is but a category of measures in the
system of government interference.

VIII
The International Conflict of Economic Interests

In our world of migration barriers there are very grave conflicts
of economic interests between nations. In restricting immigration
figures some nations succeed in making wages for their citizens
higher, but only at the expense of the citizens of other nations. The
international clash of economic interests is due to this fact. There are
no serious conflicts about raw materials or colonies in a world of peace
and peaceful trade, where everybody has the right to buy on the same
terms as everybody else. But there is a conflict when the citizens of
some countries of Europe and Asia are prevented from moving to the
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countries where they may earn more than in their own country. The
high standard of living in the United States and in the British
Dominions has its corollary in the low standard of living in Eastern,
Central and Southern Europe, in India, China, and Japan.

The people of the United States and the British Dominions defend
their higher standard by closing their doors to newcomers. The result
is that within their boundaries many millions of acres lie barren,
whereas much poorer soil in other countries has to be cultivated. Any
account of the world's present economic and political situation which
does not stress this fact is inadequate.

There are three reasons why this vital problem is generally over-
looked in present public discussion. First of all, our economic and
political considerations are prejudiced by the Marxian doctrine. Ac-
cording to Marxism, the interests of the proletarians all over the
world are identical. The conflicts between nations and States are only
the outcome of the prevailing particular class interests of the bour-
geoisie. Nationalism, hatred between nations and imperialistic and
militaristic tendencies in international relations are peculiar to the
rule of capitalists. A world of popular regime would be peaceful and
adverse to international conflict. The proletarians are all brothers
and friends. Biased by this dogma, the Marxians ignore that the
poverty of the great mass of the proletarians in Europe and Asia,
which they deplore, is due to the fact that they have to dwell, live,
and work in areas where the natural conditions of production are less
favorable because the proletarians of better blessed areas refuse
them the right to enter their countries. A consistent application of the
Marxian "superstructure" theory would have to say: the proletarians
of Europe and Asia are exploited by the proletarians of the New
World; modern imperialism and militarism are the "superstructure"
of the conflict of economic interests between the proletarians of the
more favored with those of the less favored nations. But the Marxians
intentionally keep silent over these conflicts. It is very characteristic
how scarce the writings about the migration restrictions are when
compared with the abundance of publications on all other measures
of present economic policy. It is even more characteristic how eager
the Marxians are to develop highly artificial and futile hypotheses to
explain imperialism out of alleged difficulties of the capitalist order.

Nor are the opponents of Marxism on our political stage, the fascists
and nationalists, more ready to discuss the migration barriers. Their
philosophy is against emigration. They want all their men for the coming
war. They wish to conquer the richer countries and to annex them; they
do not wish to send their sons as emigrants to foreign lands. Their
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remedy for the Volke ohne Raum (people without room) is conquest. The
population pressure in Italy, highly aggravated by the post-war migra-
tion checks, does not make Mussolini criticize the policy of the countries
not allowing Italian immigration. On the list of his grievances no
mention is made of immigration barriers. On the contrary, desirous of
increasing his military strength, he himself is against emigration and
wishes to raise the birthrate.

There is still a third reason for the underrating of the importance
of the migration barriers. The most eminent upholders of interna-
tional mind today are the intellectuals of the English-speaking na-
tions. Without their noble attitude the case for peace and interna-
tional collaboration would be hopeless. But these intellectuals sym-
pathize with trade unions, which in the English-speaking countries
are the champions of immigration barriers.

The drawbacks of the immigration barriers are further increased
by the obstacles raised against the transfer of capital. It is difficult
to decide whether it was more the policy of the debtor countries or
the policy of the creditor countries which was responsible for the
abolition of the movability of capital. The countries which had im-
ported capital destroyed the internationality of capital transactions
by open repudiations and by foreign exchange regulations. But the
capital exporting countries too had their share in limiting the outflow
of capital. The result is that the populations, which by the immigra-
tion restrictions are forced to work in areas where the natural
conditions for production are less favorable and where in consequence
wages have to be low, find their existence made even worse by a
shortage of capital, which lowers the marginal productivity of labor
and thereby wages still more.

It may seem striking that public opinion is more concerned today
with the apparent problem of raw materials and does not deal with
the most serious problem of contemporary international relations:
with the problem of the movability of labor.

But whether we consider the raw material question or the migra-
tion question as the crucial point of internationalism, in any case we
have to realize that neither the suppression of international trade nor
war can be considered as appropriate remedies. Even a nation hand-
icapped by the poverty of its territory, which cannot yield enough raw
materials, and whose citizens are prevented from emigrating cannot
draw any advantage from protection. It is noteworthy to realize that
Ricardo's irrefutable proof of the superiority of free trade policy is
precisely based on an argumentation which assumes that capital and
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labor do not move freely from country to country as they do within a
country. This assumption of the immovability of capital and labor was
true for the days of Ricardo. It was not true for the late nineteenth
century and for the beginning of the twentieth century; it is true again
for our days. It is therefore a mistake to say that Ricardo's arguments
are no longer valid for our days as conditions have changed. On the
contrary, conditions are again the same.

But neither is war a solution for the present conflicts. Given the
geographical and political conditions of our world, it seems hopeless
for the over-populated European countries to force by war upon the
countries closed to immigration a change in their policy. That is why
Hitler in Mein Kampf does not propose as the goal of German policy
the conquest of overseas territories, but only of European territories.
But these European neighboring countries of Germany, apart from
the fact that they are already now over-crowded, could not give the
German emigrant what he wants.

It would be ostrich policy to deny the existence of very grave
conflicts between the nations of our world. But we have to realize that
neither war nor protectionism and self-sufficiency can provide a
solution for the problems involved.

Conclusion

Liberalism is a philosophy of peace and international cooperation.
It is the basic point of its social and economic theory that, rightly
conceived, the interests of all individuals and of all nations are
harmonious in a society of private ownership and free trade. For the
Liberal democracy and peace are the outcome of his ideas on life,
work, and human cooperation.

But Liberalism is for the time being the privilege of a small and
uninfluential minority. The world is ruled by other ideas. These ideas
lead to armaments and to protectionism, to barriers against the
movability of commodities, labor and capital, to militarism and to
dictatorship.

It is a mistake to assume that as long as such conceptions prevail
any endeavors to lower the obstacles to international trade could be
successful. If the theories in favor of protection and self-sufficiency
are considered as right, then there is no reason to bring down trade
barriers; only the conviction that these theories are wrong and that
free trade is the best policy can shake them. It is inconsistent to
support a policy of low trade barriers. Either trade barriers are
useful, then they cannot be high enough; or they are harmful, then
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they have to disappear completely. The pre-war policy of moderate
protectionism was the result of a labile equilibrium between two
conflicting theories; now when the theory of protectionism has driven
the theory of free trade off the field of public opinion there is no more
limit to trade barriers.

It is hopeless to expect a change by an international agreement.
If a country thinks that more free trade is to its own advantage, then
it may always open its frontiers. But if it views free trade as a
disadvantage to its own interests it will not be more willing to grant
it in an international treaty. Every nation is today anxious to expand
the volume of exports, but no nation is prepared to sacrifice the
particular interests of an existing industry or even of an industry
which has still to be created. It is this tendency that is continually
reducing the volume of international trade.

The poor results obtained by the League of Nations and the failure
of the World Economic Conferences and of the more special confer-
ences and negotiations between smaller groups of nations are due to
the fact that the world lacks today the mentality of peaceful cooper-
ation. Under the rule of militarist ideas the efforts at international
collaboration are doomed.

What the world needs is not more conferences and conventions
but a radical change of mentality.
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Autarky and its Consequences

i

T Terminological Remarks

here is considerable ambiguity concerning the terminology to
be used in dealing with the problems of international eco-

nomic relations. It seems therefore expedient to start with a clear
definition of some terms.

Chauvinism is the overvaluation of one's own nation's achieve-
ments and qualities and the disparagement of the other nations. As
such it does not result in any political action.

Patriotism is the zeal for one's own nation's welfare, flowering,
and freedom. But the patriots disagree with regard to the means to
be applied for the attainment of this end.

The free traders (liberals in the old sense attached to the term
liberalism, today mostly disparaged by the self-styled "progressives"
as orthodox, reactionaries or economic royalists, as Manchestermen1

or as supporters of laissez faire) want to make their own nation
prosperous by free trade and by its peaceful incorporation into the
world-embracing commonwealth of the international division of labor.
They recommend free trade not for the sake of other nations, but from
the viewpoint of the rightly understood or long-term interests of their

[Previously unpublished manuscript, dated May 5, 1943—Ed.]
1[The Manchestermen, along with the British liberals of the nineteenth century,

thought that the best way to insure peace was by an unlimited laissez-faire economy.
Free trade was both domestically and internationally a necessary prerequisite to
preserve a lasting peace—Ed.]
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own nation. They are convinced that even if all other nations cling to
protection, a nation best serves its own welfare by free trade.

The nationalists, on the contrary, believe that a nation cannot
further its own well-being but by inflicting harm upon other nations.
Aggressive or militaristic nationalism aims at conquest and at the
subjugation of other nations by arms. Economic nationalism aims at
furthering the well-being of one's own nation or of some of its groups
through inflicting harm upon foreigners by economic measures, for
instance: trade and migration barriers, expropriation of foreign in-
vestments, repudiation of foreign debts, currency devaluation, and
foreign exchange control.

Economic nationalism results in war if some nations believe that
they are powerful enough to brush away, by military action, the
measures of foreign countries which they consider as detrimental to
their own interests.

The free traders want to make peace durable by the elimination
of the root causes of conflict. If everybody is free to live and to work
where he wants; if there are no barriers for the mobility of labor,
capital, and commodities; and if the administration, the laws, and the
courts do not discriminate between citizens and foreigners, the indi-
vidual citizens are not interested in the question where the political
frontiers are drawn and whether their own country is bigger or
smaller. They cannot derive any profit from the conquest of a prov-
ince. In such an ideal—Jeffersonian—world of democracy and free
trade war does not pay.

The nationalists, on the contrary, assert that peace itself is an evil
and that war is, as the English writer John Ruskin said, "the foun-
dation of the arts and of all the high virtues and faculties of man."
Consequently the Nazis considered it as the most desirable state for
a nation "to be always at war," and Mussolini exalted "the dangerous
life." The Japanese clung to the same tenets.

Pacifism is the belief that all that is required for the abolition of
war is the building up of an international organization and the
establishment of an international world court whose rulings should
be enforced by a world police force.

The noble-minded founders of the League of Nations were guided
by this type of pacifism. They were right in their idea that autocratic
governments are warlike, while democratic nations cannot derive any
profit from conquest and therefore cling to peace. But what President
Wilson and his collaborators did not see was that this is valid only
within a system of private ownership of the means of production, free
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enterprise, and unhampered market economy. Where there is no
economic freedom things are entirely different. In our age of statism
and socialism, in which every nation is eager to insulate itself and to
strive toward autarky it is quite wrong to assert that no man can
derive any gain from conquest. Every citizen has a material interest
in the nullification of measures by which foreign governments injure
his economic interests.

Autarky or economic self-sufficiency is a state of affairs where
there is no foreign trade at all; every nation consumes only goods
produced within its own borders. No contemporary nation is ready to
admit openly that it strives toward autarky. But as every nation is
anxious to restrict imports and as exports must needs fall concomi-
tantly, we can characterize the economic policies of the last decade
preceding the present war as autarkic.

II
The Rise of Modern Protec t ion i sm

In the 'sixties of the nineteenth century, public opinion was almost
unanimous in the assumption that the world was on the eve of an age
of everlasting free trade and peace. True, there was only one big
nation which had unconditionally espoused the principle of free trade:
Great Britain. But there seemed to prevail a general tendency all over
Europe toward a step-by-step abolition of trade barriers. Every new
commercial treaty between civilized and politically advanced nations
brought a reduction in tariffs and included the most favored nation
clause. The teachings of Ricardo and John Stuart Mill, of Cobden and
Bastiat, met with general approval. People were optimistic enough to
expect that trade barriers and war were doomed to disappear with
other remnants of the dark ages like despotism, intolerance, slavery
and serfdom, superstition, and torture.

However, the greater part of the world still had tariffs. There were
two groups of protectionist countries.

There were, on the one hand, the countries of the European
continent which had long since embarked upon a Mercantilist2 policy
of protection. People were convinced that these nations would soon
learn that protectionism does not further but seriously checks their
own material well-being and would turn to free trade.

2[The seventeenth-century Mercantilists thought that hoarding precious metals
was the best way to accumulate wealth. They advocated political intervention in foreign
trade to increase exports—to bring money (metals) into the country—while hampering
imports. They called this form of hoarding a favorable balance of payments—Ed.]
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There were, on the other hand, the former colonies, the countries
peopled by the descendants of European settlers. These countries had
in earlier days considered import duties as the most expedient means
for taxing their citizens. Their tariffs had originally only fiscal pur-
poses. With the progressive evolution of economic civilization and the
increase of population figures these tariffs changed their character
and provided ample protection to the growing domestic industries. In
the middle of the nineteenth century they were, especially in the
United States, already more effective in this regard than those of the
then most protectionist European powers, Austria and Russia. How-
ever, the optimists hoped that at least the United States would
outgrow what they qualified as the remnants of its colonial past.

The optimists were entirely wrong. The protectionist nations did
not abandon protection, but raised their tariffs; furthermore, the free
trade countries themselves turned toward protection. Great Britain
and Switzerland, once the champions of free trade, are today fanati-
cally devoted to the most radical methods of economic nationalism.

I l l
Remarks on the Theory of Fore ign Trade

The return to protectionism, the progressive aggravation of trade
restrictions through the multiplication of import duties and through
the application of new methods for prevention of imports, and the
evolution of the tariff system into a system under which all kinds of
commercial transactions with foreigners (even tourism, the consulta-
tion of foreign doctors and education at foreign schools) require a
special license on the part of the authorities—all these are not the
outcome of a change in the theory of foreign trade. The desperate
attempts of the advocates of protection to refute the statements of the
classical economists concerning the consequences of free trade and
protection failed lamentably. All they could demonstrate was that
under special conditions the interests of some groups of the popula-
tion can derive temporary benefits from protection. But the econo-
mists have never denied this. What they asserted was:

1. If protection is granted to one branch of production or to a few
branches only, those privileged are benefited at the expense of the
rest of the nation.

2. If protection is granted to the same extent to all branches of
domestic production ("liickenloser Schutz der nationalen Arbeit" as
the Germans call it), nobody can possibly derive any net profit. What
a man profits on the one hand qua producer, he loses on the other
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hand qua consumer. Moreover, everybody is hurt by the fact that
production is diverted from those lines in which its physical produc-
tivity is highest; all nations and every individual are injured by the
fact that less favorable conditions of production are exploited, while
some more favorable remain unused.

3. It is vain to try to "improve" the balance of trade by import
restrictions. But for capital transactions (foreign investments and
foreign loans and the payments resulting therefrom), gifts and trib-
utes, the total value of the commodities sold and the services rendered
to foreigners exactly equals the value of the goods and services
received.

4. The advantage derived from foreign trade lies entirely in im-
porting. The exports are only the payment for the imports. If it were
possible to import without exporting at all, the importing country
would not suffer, but enjoy prosperity.

It has been asserted again and again that conditions have changed
since the days of Ricardo and that his conclusions are no longer valid
under present conditions. This, however, is a fallacy too.

Ricardo assumes that there is no mobility of capital and labor, but
that on the other hand there is some mobility for commodities. (If
there is no mobility at all for commodities either, then every nation
lives in perfect autarky and there is no question of any foreign trade.)
The conditions assumed by Ricardo changed in the course of the
nineteenth century. Millions of workers emigrated from the compar-
atively overpopulated countries and immigrated into the compara-
tively underpopulated countries offering more favorable conditions
for labor and consequently higher wage rates. Today things have
changed and the state of affairs is by and large the same as in the
time of Ricardo. Migration is almost impossible. The international
capital market is disintegrated. The capitalists shun foreign invest-
ment because discriminatory taxation, expropriation and confisca-
tion, foreign exchange control and repudiation of debts make them
too risky. The governments of those countries whose capitalists could
consider foreign investment are ready to put an embargo upon capital
export because they view it as contrary to the interests of the most
influential domestic pressure groups, labor, and farming.

In a world of perfect mobility of capital, labor, and products there
prevails a tendency toward an equalization of the material conditions
of all countries. Those parts of the earth's surface which offer more
favorable natural conditions of production attract more capital and
men than those offering less propitious ones. There are areas more
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densely populated and areas less densely populated. Freedom of
migration and capital transfer tend to make the difference of compar-
ative overpopulation and comparative underpopulation disappear.
They tend toward an equalization of wage rates and rates of interest
and concomitantly of standards of living.

In a world of immobility of men some countries are comparatively
overpopulated, others comparatively underpopulated. There are con-
spicuous differences in wage rates and in standards of living. The
restrictions imposed upon the mobility of capital intensify this out-
come.

Ricardo has demonstrated what the consequences of free trade in
such a world are. His law of comparative cost has never been dis-
proved. Even if all other countries cling to protection, every nation
best serves its own interests by free trade.

IV
Big Business and Protection

For the self-styled "progressives" big business is the scape-goat
for all evils. The selfish class interests of the capitalists and entre-
preneurs, they say, have pushed the nations toward hyper-protection-
ism. Modern nationalism is but the ideological disguise of the class
interests of the exploiters.

However, big business is not afraid of foreign competition. The
American motor car producers and the German electric companies do
not fear that any foreign competitor could supersede them on their
domestic market.3 Neither do they ask for protective duties in those
foreign countries into which they want to export, indeed their inter-
ests are considerably hurt by the import duties of these countries. If
they are not ready to lose these markets, they are forced to build
subsidiary plants in protected countries and to produce at a higher
cost. Instead of supplying the consumers with merchandise manufac-
tured in big scale plants located at the sites offering the most advan-
tageous opportunities, they are compelled to produce a good deal of
their output in smaller plants located in less appropriate places. But
for protectionism it would never have occurred to Mr. Ford to fabri-
cate cars in Canada, in France, in Germany, and in some other
countries. The characteristic feature of present-day big business is
that the enterprises own subsidiaries in many countries. They are
not interested in the continuation of production of the subsidiaries.

3[The reader should keep in mind that these passages were written in 1943—Ed.]
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They would, in the absence of protection, concentrate their whole
production in those plants in which costs are lowest.

If it were true that big business is favored by protection, there
would be no protection in this age of violent anti-capitalism. It can
hardly be denied that the general trend of the economic policies of all
countries in the last decades was to inflict as much harm as possible
on big business.

The present structure of business and the location and the size of
the single plants are adjusted to the conditions brought about by
protectionism. A transition to free trade would cause a general re-
shuffling, as many plants are now located in places where production
costs are so high that they cannot, when unprotected, compete with
industries operating in places offering more propitious opportunities.
The vested interests of many enterprises are therefore opposed to free
trade. But this is not the cause of protection, it is rather its outcome.
If there had not been any protection at all, the capitalists would not
have invested their funds in places in which profit can only be
expected under protection.

While some enterprises are menaced by free trade, the interests
of the bulk of industry and of the whole nation are not. On the
contrary! Everybody would be benefited, if production were discon-
tinued where the physical input needed for the attainment of one unit
of output is higher, and were to expand where the input required is
lower.

Under free trade for products and capital and under immigration
barriers for labor, there would prevail in America a tendency to prefer
those branches of manufacturing in which wages form a smaller part
of the total costs of production. The country would favor more the
expansion of the heavy industries and less those branches which
require comparatively more labor. The resulting imports would bring
about neither bad business nor unemployment. They would be com-
pensated by an increase in the export of goods which can be produced
to the highest advantage in this country. They would raise the
standard of living both in America and abroad.

American processing industries do not need any protection. They
are, but for some special branches, like Paris dressmaking and
English cloth, paramount in the world. Natural conditions of produc-
tion are extremely favorable in this country, the supply of capital is
more abundant than anywhere else, the ingenuity of the entrepre-
neurs, the efficiency of the inventors and the designers, and the skill
of the workers are unsurpassed. The technical equipment of the
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plants and the methods of business management are unparalleled.

The main argument advanced in favor of American protectionism
is the wage rate argument. The American standard of living, people
say, has to be protected against the "dumping" of industries producing
at lower labor costs.

Real wages are higher in this country than in almost all other
countries because America is comparatively underpopulated, while
most of the other countries are comparatively overpopulated. As
immigration is restricted, there does not prevail a tendency toward
an equalization of wage rates. In those countries in which physical
conditions of production are less favorable than in America, wage
rates must needs be lower. There would be but one means to raise the
extremely low standard of living in China: to let the Chinese freely
emigrate to countries in which natural conditions of production are
more favorable, capital is more abundant, and population is compar-
atively less dense.

The comparatively high state of market real wage rates, i.e., wage
rates as they would be in the absence of any trade union pressure and
compulsion, in this country is not an outcome of protectionism and
does not need to be safeguarded by tariffs. The abolition of protection
would not lower the American standard of living, but raise it. Amer-
ican processing industries would concentrate their efforts upon those
branches in which their superiority is highest. Their products would
buy on the world market a greater amount of those products whose
production would be discontinued in this country because American
superiority is lower in those fields. The total amount of American
consumption would increase, not decrease.

Money wage rates may drop.But they would drop less than the
prices of consumers' goods, now artificially raised by protection.

V
Protection and Defense

It has been asserted that the nations strive after autarky because
they are warlike and want to be independent of foreign supply.

The truth is that Germany strove after autarky and therefore
wanted to conquer more Lebensraum, i.e., a territory so large and so
rich in natural resources that the Germans would live in economic
self-sufficiency at a standard not lower than that of any other nation.

Moreover, economic nationalism is not a phenomenon peculiar to
aggressive nations. Peace-loving nations are no less imbued by the
spirit of economic nationalism than militaristic peoples.
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It may be reasonable to explain the protection (operated by a
government wheat monopoly) which Switzerland grants to its domes-
tic wheat production as a defense measure. But it is impossible to
apply the same explanation to the Swiss import restrictions upon
china, glassware, and silver plates. The country applies the quota
system to passenger cars although there is no domestic production
and no hope that such a production could be bolstered up!

VI
Protection and Government Control of Business

A nation's policy forms an integral whole. Foreign policy and
domestic policy are closely linked together, they are but one system.
Economic nationalism is the corollary of the present-day domestic
policies of government interference with business and of national
planning as free trade was the complement of domestic economic
freedom. There can be protectionism in a country with domestic free
trade, but where there is no domestic free trade, protectionism is
indispensable. A national government's might is limited to the terri-
tory subject to its sovereignty. It does not have the power to interfere
directly with conditions abroad. Where there is free trade, foreign
competition would in the short run already frustrate the aims sought
by the various measures of government intervention with domestic
business. When the domestic market is not to some extent insulated
from the foreign markets, there can be no question of government
control. The farther a nation goes on the way toward public regulation
and regimentation, the more it is pushed toward economic isolation.

We do not have to deal with the problem whether economic
interventionism, i.e., government interference with business, can
attain the ends aimed at by the government and by the "progressives"
who endorse this system. Its champions—the German "Sozialpoliti-
ker," the right wing of the British Fabians, the American Institution-
alists, the moderates among the New Dealers and many other
groups—have contended that interventionism is feasible and work-
able as a permanent form of social economic organization. They have
claimed that it is as far from socialism as it is from capitalism, that
it stands as a third solution of the problem of society's economic
organization midway between communism and laissez faire, and that
while retaining the advantages of both it avoids the disadvantages
inherent in both of them. However, modern economic theory has
demonstrated in an irrefutable way that this alleged third method is
contrary to purpose, and that the various measures of government
interference with business not only do not attain the ends sought but,
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on the contrary, must needs result in a state of affairs which—from
the viewpoint of the government and the supporters of its policy—is
even much more unsatisfactory than the conditions which they
wanted to alter.

Neither do we have to deal with the lessons to be learned from
historical experience. For more than sixty years all governments of
civilized nations have experimented with various modes of economic
interventionism. The outcome was always the same: manifest failure.
The Sozialpolitik of the German Reich, inaugurated at the end of the
'seventies of the nineteenth century and solemnly publicized by the
old Kaiser's imperial message of November 17, 1881,4 and the Amer-
ican New Deal are the outstanding examples.

From the viewpoint of the subject with which this paper deals we
have to stress another point. Every act of government interference
with business raises the domestic costs of production and thus disar-
ranges the conditions for competition. Under free trade it would
immediately result in a drop of sales on the part of domestic produc-
ers, in restriction of output and in discharging of workers. People
would quickly realize that the system of interventionism does not
work and that it causes unemployment and bad business. They would
ask for a return to the conditions prevailing before the government
interfered, i.e., for repeal of the detrimental measure.

But things are different if there is protection preventing foreign
business from competing on the domestic market or at least rendering
such competition more expensive. Then the domestic entrepreneur
can react to the increase of costs through raising prices. The govern-
ment and the supporters of its policy triumph; they are convinced that
their methods of improving the material well-being of the workers
have succeeded. What they do not see is that the public has to pay
the bill and that the workers are burdened with higher prices. The
same is valid with regard to wage raises brought about by the trade
union compulsion and pressure. Wage rates on the unhampered labor
market are higher in the United States than—with the exception of
New Zealand—in any other country. Natural conditions of labor are
more favorable, and capital is more abundant in this country; on the
other hand immigration is restricted. If the American trade unions
try to raise wage rates above this market level—a high level indeed,
when compared with that of the rest of the world—the same problems

4[This scheme was the blueprint of modern state welfare. Its aims were to increase
the income of the average worker to gain a better standard of living. This was obtained
through political intervention and legislation favoring the working man. Labor unions
thrived during this time, and social security was instituted for the first time—Ed.]
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present themselves. The immediate manifest failure of the trade
union methods can only be avoided by a rise of prices which requires
protection.

If there were free trade in United States, prices—due allowance
being made for transportation costs—could not rise above world
market levels. An employer whom the unions have forced to pay
wages higher than his business can afford would have to restrict
output and to discharge workers.

If the industry concerned exports a part of its products, it is in a
special position. It is not free to raise the prices of the exported
commodities. But protectionism provides another way out. The do-
mestic producers form a cartel, charge monopoly prices on the domes-
tic market and compensate for the losses incurred in selling abroad
at low prices by a part of the monopoly profit. This was especially the
case with Germany. Germany, which is forced to export a great part
of its manufactures, was, from the end of the seventies of the nine-
teenth century to the outbreak of the First World War, far ahead of
all other nations in matters of Sozialpolitik and trade unionism. Its
much admired and glorified system of Arbeiterschutz, social insur-
ance and collective bargaining, could work only because German
industries, sheltered by all-round protection, built up cartels and sold
on the world market much more cheaply than at home. The alleged
success of the "soziales Konigtum der Hohenzollern" and of the Ger-
man Social Democrat party was apparent. In their capacity as con-
sumers, the workers themselves had to bear the burden. Cartel and
monopoly were necessary complements of German interventionism.

Popular legends have misrepresented the fact. They teach that
the trend toward monopoly is inherent in capitalism. The German
champions of government control of business have repeated again
and again that private enterprise, if left free and not restrained by
government control, must result in monopolization and that this
inextricable tendency makes nationalization of business necessary.
They passed over in silence the fact that cartelization was only
possible because government and parliament had decreed import
duties; that the law itself ordered the entrepreneurs to form a cartel
if they refused to so do of their own accord, as was, for instance, the
case with potash; that the Prussian government itself in its capacity
as owner and operator of coal mines joined the coal cartel.

It is a characteristic feature of present-day governments and
political parties that they promise in the same breath low prices to
the consumers and high prices to the producers. But as it is beyond
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the power of any government to make prices lower than they would
be on the competitive market unhampered by government interfer-
ence, what results is always only a policy of raising prices. The
governments pretend to fight monopoly, but they never take recourse
to the measure which would render vain in most of the branches of
industry all attempts to bolster up a monopoly, namely the abolition
of import duties.

That the governments and the parliaments favor monopoly prices
is clearly evidenced by their actions with regard to international
monopolistic schemes. If the protective tariffs result in the formation
of national cartels in various countries, international cartelization
can in many cases be attained by mutual agreements between the
national cartels. Such agreements are often very well served by
another pro-monopoly activity of governments, the patents and other
privileges granted to new inventions. However, where technical ob-
stacles prevent the construction of a national cartel—as is almost
always the case with agricultural production—no such international
agreements can be built up. Then the governments interfere again.
The history between the two world wars is an open record of state
intervention to foster restriction and monopoly by international con-
ventions. There were schemes for wheat pools, rubber, tin and sugar
restrictions and so on. Of course most of them collapsed soon. But this
failure was rather an outcome of government inefficiency than of
government preference for competitive business.

We have to realize that even protectionism cannot make government
interference with business work and achieve the ends sought. All that
it can bring about is to delay for a shorter or longer time the appearance
of the undesired consequences of interventionism. Its failure must
finally become manifest. The schemes to raise by decree or by trade
union pressure the income of the wage earners above the height fixed
by the unhampered market must necessarily sooner or later result in
mass unemployment prolonged year after year; protection can only
postpone this effect, but does not brush it away. But it is exactly this
temporary adjournment which the supporters of interventionism aim
at. It disguises the futility and ineptitude of their cherished policies. If
the detrimental effects of their measures were to appear immediately,
the public would more quickly understand their vanity. But as they are
delayed, the champions of government control and trade unionism have
in the meantime the opportunity to boast that the employers were wrong
in predicting that the artificially raised wage rates and the burdens
imposed upon business by discriminatory taxation and by labor legisla-
tion would make their plants unprofitable and hamper production.
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Economic nationalism is the necessary complement of the endeav-
ors to interfere with domestic business conditions.

VII
Protectionism on the Part of Creditor Nations

The tariff barriers against imports are especially nonsensical
when erected by creditor nations. If the debtor nations in accordance
with the terms stipulated pay interest and repay the principal of the
debts and if they do not hinder the foreign investors taking out the
business profits earned, their balance of trade must show an excess
over imports, i.e., become favorable. Concomitantly the balance of
trade of the creditor nations becomes unfavorable. The terms "favor-
able" and "unfavorable" are, of course, misleading. It is not unfavor-
able to be a rich nation and to receive large payments of interest,
dividends, and profits from abroad. Great Britain was in the past
century the world's richest nation, not although, but because it had
a very "unfavorable" balance of trade.

The United States, in the years of its glorious geographic and
economic expansion, had offered very propitious investment opportu-
nities for foreign capital. The capitalists of Western Europe provided
a part of the capital needed for the construction of American railroads
and for the building up of American mining and American processing
industries. Then later the Americans began to repatriate the stocks
and bonds owned by foreigners; these operations made the nation's
balance of trade active. With the First World War things changed.
America became a creditor nation, the greatest capital exporting
nation. Its favorable balance of trade—in the years 1916 to 1940 the
excess of exports over imports was about 30 billion dollars—had now
another significance; it was the outcome of the loans granted abroad
and of investments in foreign countries.

But at the same time American tariff policy made the payment of
interest and the transfer of dividends more burdensome to the debtor
nations. The same policy was applied by the other creditor nations,
for instance Great Britain, France, the Netherlands, Belgium, and
Switzerland. The debtor nations were, it is true, not very enthusiastic
about the payments they had to make; debtors mostly are not very
anxious to keep to the terms of the contract. But the conduct of the
creditor nations, which sensibly prejudiced their interests, provided
them with an opportune pretext for refusal to pay. They took recourse
to currency devaluation, foreign exchange control, moratoriums and
some of them even to open repudiation and bankruptcy.
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The policy of the creditor nations was especially paradoxical in
the case of the German reparations and the inter-allied debts. If
Germany had really paid reparations out of her own funds—and not
out of foreign, mostly American credits granted to her—these pay-
ments would have rendered necessarily the receiving countries' bal-
ance of trade "unfavorable"; their imports would have exceeded their
exports because they collected reparations. But this effect appeared,
from the viewpoint of mercantilist fallacies, as a tremendous mis-
chief. The Allies were at the same time anxious to make Germany pay
and not to get the payments. They simply did not know what they
wanted. But the Germans knew very well what they themselves
aimed at. They did not wish to pay. They succeeded.

The same holds true with regard to the inter-Allied debts.

VIII
Totalitarianism and Autarky

Ferdinand Lassalle, the founder of the German Social Democrat
Party and the eloquent champion of government control of business,
is credited with the dictum: "The State is God." Eminent scholars, for
instance Ambassador Carlton Hayes, call nationalism a new religion,
the creed of our day.

People distinguish between the parties of the Left and the parties
of the Right. The former, they say, are the "progressives," the support-
ers of government control of business, the socialists and the commu-
nists; the latter the "reactionaires," the nationalists. This classifica-
tion is spurious. The socio-economic tenets of both groups differ only
in minor points. They both aim at full government control of business.
It is difficult to decide to which of these two totalitarian groups the
most eminent intellectual harbingers of present-day "unorthodoxy"
are to be assigned. There is no doubt that Lassalle was also the
forerunner of German National Socialism and the first German who
aimed at the Fuhrer position. The Frenchman Georges Sorel, the
advocate of the "action directe," i.e., violent trade union activities and
general strike, was the preceptor both of Lenin and Mussolini. The
socio-economic program of Italian Fascism, the stato corporativo, is
an exact replica of the schemes of British Guild Socialism; its most
lucid exposition is the book of the English Fabians and enthusiastic
pro-Soviet writers, Sidney and Beatrice Webb: A Constitution for a
Socialist Commonwealth of Great Britain (1920). Not only Mussolini,
but many outstanding French collaborationists and German Nazis
(for instance, Werner Sombart) were Marxian readers before they
turned to the "Right."
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The truth is that modern nationalism is a corollary of the domestic
policy of government control of business. It has been demonstrated
that government control of business would manifestly fail already in
the short run if the country is not isolated from the rest of the world.
A government aiming at full regimentation of business must aim at
autarky too. Every kind of international economic relations impairs
its power to interfere with domestic business and limits the exercise
of its sovereignty. The state cannot pretend to be an omnipotent god
if it has to bother about its citizens' ability to compete with foreign
business. The outcome of government interference with business is
totalitarianism, and totalitarianism requires economic self-sufficiency.

The same is valid with regard to self-proclaimed socialist states,
that is states which have openly nationalized all economic enterprises
and boast of this achievement. Socialism, when not operated on a
world scale, is imperfect, if the socialist country depends on imports
from abroad and therefore still has to produce commodities for sale
on a market. It does not matter whether these foreign countries to
which it has to sell and from which it has to buy are socialist or not.
Socialism must always aim at autarky.

Protectionism and autarky mean discrimination against foreign
labor and capital. They not only lower the productivity of human
effort and thereby the standard of living for all nations; they create
moreover international conflict.

There are nations which for lack of adequate resources cannot feed
and clothe their population out of domestic resources. These nations
cannot aim at autarky, but by embarking upon a policy of conquest. With
them bellicosity and lust of aggression are the outcome of their adher-
ence to the principles of government control of business. This was the
case with Germany, Italy, and Japan. They said that they wanted to get
a fair share of the earth's resources, thus they aimed at a new distribu-
tion of the areas producing raw materials. But these other countries
were not empty; their inhabitants were not prepared to consider them-
selves as an appurtenance of their mines and plantations. They did not
long for German or Italian rule. Thus there originated conflicts.

IX
Sovere ignty in the Present World

The principle of national sovereignty does not stand in the way of
international division of labor and of peaceful collaboration of all nations
within the framework of the world-embracing Great Society, provided
that every nation unswervingly clings to the policies of democracy and
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capitalism. In the socio-economic setting of market society (laissez
faire, laissez passer) the state is not an omnipotent God, but—as
Lassalle used to say disparagingly—just a "night-watchman." The
state is not an end, much less the only and supreme end, but simply
a means for the promotion of the citizens' welfare. The acknowledg-
ment of the indispensableness of private ownership of the means of
production and of unhampered market exchange restricts the exer-
cise of sovereignty. Although formally free in the exercise of their
powers, the individual governments are subject to the supremacy of a
principle which prevents the rise of international conflicts.

If the state administered in accordance with the ideas of economic
interventionism, statism, and socialism, sovereignty becomes unlim-
ited and absolute. The totalitarian state pretends to be omnipotent,
supreme and above any principle, law, rule or consideration for
anybody and for anything. Nothing counts but its "sacred egoism."
Right is what the state declares to be such.

This excessive notion of national sovereignty is incompatible with
the present state of economic evolution. It cannot coexist with inter-
national division of labor. It wrongs all other nations and must result
in strife.

Mankind is not free to return from a higher state of division of
labor to a lower state. Autarky of every nation would impair very
sensibly the standard of living of all peoples. There are today no such
things as domestic affairs of an individual nation which do not affect
the well-being of the rest of the world. Every nation has a material
interest in the other nations' economic well-being because maladmin-
istration of one country hurts all other nations too.

If a national government hinders the most productive use of its
country's resources, it hurts the interests of all other nations. Eco-
nomic backwardness of a country with rich natural resources chal-
lenges all those whose conditions could be improved by a more
efficient exploitation of this natural wealth.

Protectionism and autarky result in a state of affairs in which a
country's resources are not used to the extent that they would be
under free trade. For instance, the fact that the tariffs of those
nations whose soil offers the most favorable physical opportunities
for the production of wheat—the United States, Canada, and Argen-
tina—hinder the import of manufactures would, even in the absence
of European tariffs on wheat, compel Europeans to grow wheat on a
soil which is less fertile than millions of acres of untilled soil in those
countries better endowed by nature.
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A country's economic insulation impairs not only the material
well-being of its own citizens. It is no less detrimental to the economic
interests of foreigners. This is why, in the middle of the past century,
Great Britain and France induced China to open its harbors and why
the United States applied a similar policy with regard to Japan.

X
The United States and World Affairs

Not only economic isolation, political isolation too is unfeasible in
the present world.

The Western Hemisphere was once safe against aggression. Thou-
sands of miles of ocean separated it from possible invaders. The
airplane has radically changed this state of things. The American
isolationists have not yet realized this fact.

They argue this way: "It is a very deplorable fact that the peoples
of Europe are fighting one another, that they have wrecked their
glorious civilization and that they are consequently doomed to star-
vation and misery. It is no less deplorable that similar things happen
in Asia. Unfortunately we cannot save them from disaster. They
themselves have to learn that peaceful cooperation would be more
beneficial to them than war and mutual extermination. We cannot
police the whole world. All we can do is to look out for ourselves and
to preserve the Western Hemisphere's independence. We will keep
neutral, will not interfere with other continents' affairs and thus
preserve our American way of life."

But it is not without concern for America what happens in the rest
of the world. The establishment of two big totalitarian empires, one
on the other side of the Atlantic, one on the other side of the Pacific,
would have been a tremendous menace to America's political inde-
pendence. The German nationalists had always emphasized that the
last goal of their ambitions was the conquest of a large colonial
domain on the American continent. The present writer is not familiar
with the Japanese language and does not know whether Japanese
economists and publicists were equally frank in their printed utter-
ances. But he knows from conversations with many Japanese profes-
sors and students that they considered the Americans and not the
Chinese, their main enemies.

For the sake of its own vital interests America cannot remain
neutral in world affairs and cannot live in political isolation. It has
to realize that every international conflict will sooner or later involve
America too and that it must be its main concern to establish a
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post-war order which will make the peace last.
There have been suggested various plans for such a scheme for a

durable peace. Nobody can foretell today which of them will be put
into execution.5 However, all these proposals must needs imply a close
and permanent cooperation either among all nations or at least
among one group of nations, those united today in the war. If conflicts
are not eliminated, there can be no question of a durable political
alliance. But protectionism and still more autarky provoke conflicts.

The Second World War was not caused by Nazism alone. The
failure of all other nations to erect in time a barrier against a possible
aggression was no less instrumental in bringing about the disaster
than the plans of the Nazis and the other Axis powers. If the Nazis
had expected to encounter on the first day of hostilities a united and
adequately armed front of all those nations which later came united
in fighting them, they would never have ventured an assault. But
collective security is unrealizable among nations bitterly fighting one
another in the economic sphere. Economic nationalism has divided
the peace-loving nations. If the United Nations do not succeed in
brushing away economic nationalism, postwar conditions will not
differ from those prevailing in the years between the two World Wars.
Then a third and much more dreadful war is unavoidable.

Every nation has to choose. The United States too. The alternative
is: unity among the peace-loving nations or return to the chaos out of
which new conflict will originate. But unity is incompatible with
protection. Every day experiences anew that the good neighbor policy
among the American republics comes into collision with economic
nationalism. How should Latin America and the European democra-
cies enter into a close political collaboration with the United States
if their citizens suffer from American foreign trade policies?

If economic nationalism is not abandoned the most radical disar-
mament will not prevent the defeated aggressors from entering anew
the scene of diplomatic intrigues, from building up new blocks and
spheres of interest, from playing off one nation against the others,
from rearming and finally from plotting new attacks. Economic na-
tionalism is the main obstacle to lasting peace.

5[This was written before the United Nations Charter was drafted on January 1,
1942—Ed.]
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Economic Nationalism and
Peaceful Economic Cooperation

he task of one privileged to address an audience of serious and
conscientious citizens on problems of international relations

is thankless indeed. If he is anxious to do his duty and to show things
as they really are, he cannot help dispelling illusions, unmasking
fallacies and exhibiting the intricacy of the problems involved.

The instigators of the ordeal through which mankind is going
today are gangs of rascals. There have always been bad people and
there always will be. But it is the main goal of social organization to
prevent them from doing harm. The fact that our age has failed in
this respect is the proof that something is fundamentally wrong with
our institutions and policies. If Messrs. Hitler and Mussolini had
been born fifty years earlier, they would probably never have acquired
fame. They did not bring about the chaos. It was the chaotic condi-
tions which placed them at the head of two great nations and gave
them power to inflict harm upon millions of peace-loving people.

Looking backwards on the history of the last hundred years we
have to realize the sad fact that eminent writers have preached the
gospel of war, violence, and usurpation, and have disparaged the
endeavors to promote peace and good will among the nations. This
phenomenon was not limited to Germany only. There was, for in-
stance, the Scotchman Thomas Carlyle who glorified the Prussian
King Frederick II, the ruthless tyrant and aggressor. There was the

[This article is from a talk given in 1943 and is previously unpublished—Ed.]
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Englishman John Ruskin, the fanatical lover of art, who declared that
"war is the foundation of the arts and of all the high virtues and
faculties of man." There was the Frenchman Georges Sorel, the father
of French syndicalism and master both of Lenin and of Mussolini, who
advocated violence, brutality, and cruelty. There were finally German
professors who asserted that the most desirable thing for a nation is
to be always at war.

These are hard facts. However, world wars are not fought in order
to abide by the teachings of distinguished authors. La trahison des
clercs, the treason of the intellectuals, as the Frenchman Julien
Benda stigmatized these attitudes of many literati, is a deplorable
historical phenomenon.1 But it is not responsible for the terrible
events of our day. It has not produced the conflicts which have caused
these wars.

Many people confuse chauvinism with nationalism and consider
chauvinism as the main cause of the clash of nations. Chauvinism
consists in a conceited overestimation of one's own nation's qualities
and achievements and in a prejudicial disparagement of all other
peoples. It is a disposition of mind not more conspicuous among
narrow-minded philistines than personal conceit and arrogance. It is
surely not a virtue. But it does not result in action and political
ventures. The Germans do not embark upon conquest because, as the
Frenchman Count Arthur Gobineau and the Englishman Houston
Stewart Chamberlain told them, they are the only really human race,
while all other peoples are simply trash and underdogs. They are
aggressive because they believe that aggressive nationalism is the
best, is the only way to promote their own material well-being.

Mr. Carlton Hayes, formerly of Columbia University and today
American Ambassador in Spain, and Professor Walter Sulzbach,
formerly of the University of Frankfurt, today at Pomona College,
California, have provided us with brilliant analyses of chauvinism.2

But they both are mistaken in confusing chauvinism with national-
ism. Nor has chauvinism begotten nationalism. Its only function in
the scheme of nationalist policies is that it adorns nationalism's
shows and festivals. People overflow with joy and pride when the
official speakers hail them as the elite of mankind, praise the immor-
tal deeds of their ancestors, and the invincibility of their armed

^Julien Benda, The Treason of the Intellectuals [1928] (New York: W. W. Norton,
1969)—Ed.]

2[Carleton J. H. Hayes, The Historical Evolution of Modern Nationalism (New York:
Richard R. Smith, 1931); Walter Sulzbach, National Consciousness (Washington, D.C.:
American Council on Public Affairs, 1943)—Ed.]
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forces. But when the words fade away and the celebration reaches its
end, the participants return home and go to bed. They do not mount
the battle horse.

Nationalism cannot be explained or excused by chauvinist intox-
ication. It is a policy of cool-minded Machiavellian politicians, it is
the outcome of reasoning, of course of misguided reasoning. Scholarly
books, full of thoughts, of course of erroneous thoughts, have carefully
elaborated the doctrines, whose application has lead to the clash of
nations, to bloody wars and destruction.

About eighty years ago public opinion all over the world was
almost unanimous in the belief that mankind is on the threshold of
an age of undisturbed peaceful cooperation of all nations. There was
no organized pacifist movement in those days. People did not base
their conviction that wars will disappear on the working of pacifist
societies but on the fact that liberalism was on the point of abolishing
the root causes of war. Within a world of popular government and
perfect free trade there are, they said, no conflicts among the various
nations. War will become obsolete because it will be useless to fight
and to conquer.

Princes and kings, they argued, are eager for conquest because
they can increase their power and their personal income by the
annexation of a province. But a democratic nation cannot derive any
profit from the enlargement of its territory. All that is needed to make
for eternal peace is to remove the tyrants who oppose democratic
government. Some wars and revolutions are still unavoidable in order
to accomplish this task. But once the world is safe for democracy, it
will be safe for peace too.

Such were the tenets of President Wilson. To make the world safe
for democracy and to make it safe for peace was in the eyes of this
great humanitarian one thing. Eliminate the Kaiser and his Junkers3

and you have established everlasting peace. The war against the
Hohenzollern, not against the German people, is the war for the
abolition of all wars, is the last war.

But unfortunately President Wilson and his noble-minded collab-
orators did not realize that their main thesis is only correct if there
prevails perfect free trade. If the laws, the administration and the
courts do not discriminate between citizens and foreigners, if every-
body is free to live and to work unmolested where he wants, if the

3[The Junkers were members of the Prussian aristocracy owing allegiance to the
Kaiser—Ed.]
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transfer of labor, capital and commodities from country to country is
not subject to any regimentation or taxation, then of course it is
without any concern for the individual citizen whether his country is
bigger or smaller and where the political frontiers are drawn. No
citizen can expect any profit from the incorporation into his own
country of a piece of land previously owned by another nation. Wars
no longer pay, they are useless.

The reality in which we have to live and to settle our political
issues is very different from this liberal utopia as depicted and aimed
at by Frederick Bastiat and Richard Cobden. Ours is not an age of
laissez fare, laissez passer, but an age of economic nationalism. All
governments are eager to promote the well-being of their citizens or
of some groups of their citizens by inflicting harm upon foreigners.
Foreign goods are excluded from the domestic market or only permit-
ted after the payment of an import duty. Foreign labor is barred from
competition on the domestic labor market. Foreign capital is liable to
confiscation. This economic nationalism must needs result in war,
whenever those injured believe that they are strong enough to brush
away, by armed violent action, the measures detrimental to their own
welfare.

A nation's policy forms an integral whole. Foreign policy and
domestic policy are closely linked together, they condition each other.
Economic nationalism is the corollary of the present-day domestic
policies of government interference with business and of national
planning as free trade was the complement of domestic economic
freedom. There can be protectionism in a country with domestic free
trade, but where there is no domestic free trade, protectionism is
indispensable. A national government's might is limited to the terri-
tory subject to its sovereignty. It does not have the power to interfere
directly with conditions abroad. Where there is external free trade,
foreign competition would even in the short run frustrate the aims
sought by the various measures of government intervention with
domestic business. When the domestic market is not to some extent
insulated from the foreign markets, there can be no question of
government control. The further a nation goes on the way toward
public regulation and regimentation, the more it is pushed toward
economic isolation. International division of labor becomes suspect
because it hinders the full use of national sovereignty. The trend
toward autarky is essentially a trend of domestic economic policies;
it is the outcome of the endeavors to make the state paramount in
economic matters.

In such a world of economic nationalism every citizen has a
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material interest in the nullification of measures by which foreign
governments injure his interests. Every citizen is therefore eager to see
his own country mighty and powerful, because he expects personal
advantage of its military might. Small nations cannot help being victim-
ized by other nations' economic nationalism. But big nations place
confidence in the valor or their armed forces. Present-day bellicosity is
not the outcome of the greediness of princes and of Junker oligarchies;
it is a pressure group policy whose distinctive mark lies in the methods
applied but not in the incentives and motives.

It is therefore of no use to tell the aggressors, as the pacifists do:
Do not fight; even a victorious war does not pay; you cannot derive
any profit from conquest. These aggressors are convinced that victory
pays. The Japanese argue: If we conquer Australia and make it
consequently possible for 20 million Japanese to settle down in
Australia, we will raise wage rates and standards of living for all
Japanese, both for the emigrants and for those staying at home. There
is only one counter-argument which they accept as valid: the victory of
those assaulted. In our age of economic nationalism the only method to
prevent war is armaments. Watch your borders day and night!

The Geneva experiment did not fail because America did not join
the League or because the Covenant4 was unsatisfactory. It failed
because it is vain to aim at peaceful cooperation among nations
fighting one another unswervingly in the economic sphere.

This war was not caused by Nazism and the Japanese alone. The
failure of all other nations to stop in time the rise of Nazism and to
erect a barrier against a new German aggression was not less instru-
mental in bringing about the disaster than were events of Germany's
domestic evolution. There was no secrecy about the ambitions of the
Nazis and their Italian and Japanese friends. The Nazis themselves
advertised them in innumerable books and pamphlets and in their
newspapers and periodicals. Nobody can reproach the aggressors
with having concocted their plots clandestinely. It was easy indeed to
know all about their plans. This Second World War would never have
broken out if the Nazis expected that they would have to encounter
on the first day of hostilities a united and adequately armed front of
all the nations which are today united in fighting them. But such a union
could not be organized in time among nations waging a permanent

4[The League of Nation's Covenant was signed on April 28, 1919 and was composed
of 26 articles that proposed an agreement to collectively maintain peaceful settlements
of disputes in an effort to obtain economic and social cooperation worldwide. Keep in
mind that World War I had just ceased in Europe prior to this attempt. As long as there
are restrictions on import and export markets and government intervention to protect
industries there will inevitably be clashes leading to disputes—Ed.]
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economic war against one another.
It is not my task to dwell upon the events of the past. I have

mentioned all these facts only in order to demonstrate what has to be
achieved for the future.

It is not difficult to draft seemingly excellent proposals for a
post-war reconstruction and for a durable peace if one is prepared to
abstract from stark reality and to indulge in day dreams. If there were
no economic nationalism, if there were perfect free trade it would not
even be necessary to plan special institutions and provisions for the
safeguarding of peace. In the absence of conflicting interests there is
no war. But we cannot hope that economic nationalism will disappear
in a not too distant future as all nations are firmly resolved not to
return to what they call domestic laissez faire.

This is my main objection against the pacifist platform as repre-
sented by the distinguished English scholar Sir Norman Angell. Sir
Norman's reasoning would be quite correct if there were no clash of
economic interests. But this assumption is unfortunately illusory.

The pacifists suggest a world authority, a world court for the
settlement of disputes and an international police force for the en-
forcement of the rulings of the world authority and the finds of the
world court. But how should this world government be organized?

The League of Nations was not a world government, but rather a
social club of nations. You are free to join a club and you are not less
free to walk out. The majority has not the right to impose its own will
upon a dissenting minority. Such articles of association are, of course,
incompatible with government. The essence of government is compul-
sion and coercion applied against people not ready to obey spontane-
ously. Under a democratic constitution the majority has the power to
enforce its will upon dissenting minorities. The first step required for
the transformation of the impotent League of Nations into a more
efficient institution is to establish a procedure for voting and for the
determination of the will of the majority.

But how should voting be done? If to every nation one vote is
assigned, Luxemburg and Estonia together would have two votes,
Great Britain one vote only. The twenty republics of Central and
Southern American would get 20 votes against one vote of the United
States.

Another solution would be to assign to every nation as many votes
as correspond to its population figures. This would be really demo-
cratic. But then the peoples of Asia and of Africa will by far outnumber
the most advanced peoples, those which have created Western civili-



Economic Nationalism 161

zation. What will happen if the majority declares that migration
barriers are contrary to the fundamental principles of international
cooperation and have to be abolished? Will the citizens of Australia
and New Zealand surrender to such a ruling?

Let us not indulge in illusions. There exist differences in civiliza-
tion and in standards of living which render futile all plans for the
immediate establishment of a democratic world government. There
are not more than 600 million Christians in the world and more than
1500 million members of other religious groups. Almost two thirds of
the world's population are virtually illiterate. There are conflicts of
economic interests. The citizens of the comparatively underpopulated
countries are not willing to admit immigration from the compara-
tively overpopulated countries. No country is ready to open its bor-
ders to foreign products.

The fathers of the League of Nations and the champions of all
plans for a world embracing commonwealth of nations did not take
into account that our contemporaries lack entirely the mentality
which alone can make for peaceful international cooperation. They
were eager to build up institutions, offices, and courts, and to draft
articles of covenants and pacts. But what is needed is to change public
opinion and to substitute for the spirit of mutual hatred and rivalry
a spirit of mutual cooperation. The pacifists are quite right in assert-
ing that our civilization is based on international division of labor and
that it is doomed if we do not succeed in eliminating war. But our
contemporaries are possessed by the idea that to bar access to foreign
products and to immigrants serves best their own nation's interest.
A return to free trade, to laissez faire, laissez passer is for them out
of the question.

Thus we must first try to change this mentality. A small group of
economists are intent on demonstrating that economic nationalism
is detrimental to the rightly understood selfish interests of all men
and all nations and that everybody should aim at free trade, not for
the sake of foreigners, but for the sake of his own people. Even if all
other nations cling to protectionism, every nation serves best its own
well-being by free trade. I do hope that these endeavors will succeed.
But a radical change of ideologies takes a long time. Years must elapse,
generations must pass away, new ages must rise, before such a change
can be expected even in the most favorable case. We must not abandon
the idea of a commonwealth of nations, but we have to provide for the
transitional period. We must not neglect the task of our time, merely
because a more distant future will bring a perfect solution. We have
today to face an urgent problem. We have to prevent a third world-war.
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On the eve of victory we have to plan for a system which will make it
hopeless for militarist nations to embark upon a new aggression.

Such are the aims of various proposals suggested by distinguished
authors. These men do not reject the idea of a universal League of
Nations or of such statutes as the Kellogg-Briand pact.5 Only they
are realistic enough to comprehend that, in the absence of an ade-
quate ideology, a universal scheme can work only after a long period
of transition. They take account of the fact that the aggressive
mentality of the two hundred and fifty million Germans, Italians,
Japanese, Hungarians, Rumanians, and Slovaks cannot be changed
over night. They are looking for an expedient, and emergency mea-
sure, as it were, for the impending day.

It is not my intention to make propaganda for any patent-medi-
cine. On the contrary, I am rather skeptical with regard to these
proposals. But I believe that it is the duty of every serious and
conscientious man to examine them carefully. Mr. Clarence Streit has
rendered a great service to mankind, even if the examination of his
project proves that it is under present ideological conditions unfeasi-
ble. He has tried to find a way out of the dilemma: return to perfect
free trade or endless wars.

The basic idea of Mr. Streit is this: in order to avoid a new
aggression it is necessary to make the cooperation of the Western
democracies, today united in the struggle against Germany and
Japan, lasting and permanent. The present-day military and political
alliance has to be transformed into a permanent union, into a solid
block, which no foreign intrigues could disintegrate. Such a powerful
union could prevent the rearmament of the defeated aggressors and
thus preserve peace. On the other hand it is quite obvious that a
return to the state of affairs which prevailed in the period between
the two wars would finally result in a new war.

The nations which have to form this union have to abandon
essential features of their national sovereignty for the benefit of the
super-national authority. They have to pool their foreign policies and
their armed forces and they have to stop fighting one another in the
economic field. They have to enter into a permanent customs union
and monetary union. In short: they have to form a new federation.

It is not necessary to dwell upon more details either of Mr. Streit's

5[A treaty renouncing war as an instrument of national policy and an agreement
by signatory members not to seek settlement of any conflict except by peaceful means.
There existed loopholes for the use of military action in cases of self-defense and fulfillment
of treaty obligations. The treaty did not contain sanctions for breaches of the agreement
thus the 63 nations that signed it on July 24, 1929 did so as a formality—Ed.]
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project nor of similar projects brought forward for other parts of the
world, for instance, for the whole of Europe—Paneurope of Count
Coudenhove-Kaleigi—or for Eastern Europe or the Danubian area.
The distinctive mark of all these plans is that they suggest the
formation of a new super-national federation.

Now we are back where we started from. Not only is a world
embracing commonwealth of nations incompatible with the preserva-
tion of economic nationalism but even a federal union among a
smaller group of nations. What renders all schemes for a better
post-war order futile is the present-day doctrine of government inter-
ference with business. In every country there are powerful pressure
groups opposed to every infringement of their vested privileges.

I have not at all exaggerated the detrimental consequences of
economic nationalism. On the contrary. I was anxious not to allude
to the delicate problem of migration barriers. I am optimistic enough
to believe that migration barriers alone would not necessarily frus-
trate endeavors for international cooperation. But protectionism
does. And protectionism is indispensable if there is government
interference with business.

I do not refer to the problem of the warlike nations like Germany,
Japan, and Italy. Whatever their aspirations may be, they could never
embark upon a new war if all American republics, Great Britain, and
the British Dominions and the smaller democracies of Europe are
welded together into a solid bloc of peace-loving peoples. But such a
bloc cannot last if there is protectionism. If the Argentinean cattle-
breeders feel injured by the policy of the United States regarding the
imports of beef and if the Paris dressmakers suffer from the British
measures concerning imports of garments, they will not cling to the
union. But on the other hand, they are not ready to see almost all the
powers which are now vested in their own national governments
shifted to a super-national authority. They already resent the concen-
tration of more and more powers in their own national capitals, they
would be much more shocked by the establishment of the hundred
times larger bureaucratic body of the new super-national authority.

Peaceful coexistence of sovereign nations is possible if every
individual nation is convinced that it would be contrary to its own
selfish interests to hinder the mobility of capital, labor, and products.
Such a policy of free trade presupposes domestic free trade, today
generally disparaged as laissez faire. Government control of business
results in conflicts of national interests for which up to now no
peaceful solution has been discovered.
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It is an illusion to believe that such conflicts could be settled by
arbitration on the part of impartial courts. A court can administer
justice only according to the articles of a code. But it is exactly these
prescriptions and rules which are contested. Let us abstract from the
problem of migration barriers and restrict our discussion to the
problem of trade barriers only. The peoples of the comparatively
overpopulated areas of Europe and Asia, the immense majority of the
earth's popular, consider trade barriers of the comparatively un-
derpopulated areas as the main obstacle for their material improve-
ment. They say that they have not free access to the raw materials
and the trade of the world. I do not want to quote the formulation of
this grievance by the representatives of the aggressor nations. There
is in the present world an authority which is above the parties. The
Pope is not a party in a conflict. There are Catholics on both sides and
the Pope does not side only with one party. It is therefore of great
importance what the ideas of the highest dignitary of the Roman
Church are with regard to the future world order. Says the Pope in
his Christmas Eve broadcast of December 24, 1941, only a few days
after the entry of the paramount Catholic country into the War:

Within the limits of a new order founded on moral principles, there is
no place for that cold and calculating egoism which tends to hoard the
economic resources and materials destined for the use of all to such
an extent that the nations less favored by nature are not permitted
access to them.

In this regard, it is for us a source of great consolation to see admitted
the necessity of a participation of all in the natural riches of the earth,
even on the part of those nations which in the fulfillment of this principle
belong to the category of "givers" and not to that of "receivers."

The Pope was not mistaken in asserting that these principles are
acknowledged by all nations, by those which he calls the "givers" not
less than by those which he calls the "receivers." The proof is provided
by Point Four of the Atlantic Charter6: It reads: They, i.e., the
governments of the United States and of the United Kingdom, will
endeavor with due respect for their existing obligations, to further
the enjoyment by all States, great or small, victor or vanquished, of

[The Atlantic Charter was the result of several meetings—held on board war-
ships in the North Atlantic—between President Franklin D. Roosevelt and British
Prime Minister Winston Churchill in August 1941. The thrust of the Charter was an
8-point program seeking to secure a "better future for mankind" by not seeking new
territories; the right of self-determination and self-government for all peoples; access
to trade and raw materials; and once peace is established all nations must abandon
the use of force. The Charter was later incorporated into the Declaration of the United
Nations, January 1, 1942—Ed.]
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access on equal terms, to the trade and to the raw materials of the
world which are needed for their economic prosperity.

The Pope, of course, is not an economist. If he were an economist
he would not consider free trade as a concession granted on the part
of one group of nations to the exclusive benefit of other nations. He
would emphasize that free trade serves best both parties and that it
is inappropriate to speak with regard to free trade of givers and of
receivers.

But be this as it may, the main issue is that the governments of
the world's two paramount powers and the head of the world's most
numerous religious community agree with regard to the importance
of the trade problem. It is still a far cry from this academic recognition
of the problem to a satisfactory solution. The obstacles to be overcome
are enormous and nothing less than a radical change in the generally
accepted economic doctrines is required. But if there is anything
which justifies optimism, then it is the fact that people are beginning
to realize that free trade is the indispensable condition of lasting
peace.
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The Plight of the
Underdeveloped Nations

talism. It developed step by step only in the nineteenth cen-
tury. Writing in 1817, Ricardo could still assert that most men of
property are "satisfied with a low rate of profits in their own country,
rather that seek a more advantageous employment for their wealth
in foreign nations."1

What impelled entrepreneurs and capitalists toward foreign in-
vestment was, of course not "altruism," but the eagerness to earn
profits by supplying the domestic consumers in the best possible and
cheapest way with those commodities they demanded most urgently.
They went into foreign countries in order to supply the home market
directly or indirectly (i.e., by triangular trade) with raw materials
and foodstuffs which could otherwise not have been obtained at all or
only at higher costs. If the consumers had been more eager for the
acquisition of a greater quantity of goods that could be produced at
home without the aid of foreign resources than for imported food and
raw materials, it would have been more profitable to expand domestic
production further than to invest abroad.

[This article is from 1952 and is previously unpublished—Ed.]
1[David Ricardo, On the Principles of Political Economy and Taxation, vol. 1 of The

Works and Correspondence of David Ricardo, Piero Sraffa, ed. (Cambridge: Cambridge
University Press, 1951-1973), p. 137—Ed.]
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But foreign investment benefited the receiving nations no less
than the investing nations. These receiving nations were backward
and underdeveloped insofar as they had been slow in developing those
ideological and institutional conditions which are the indispensable
prerequisite of large scale capital accumulation. While amply en-
dowed by nature, they lacked the capital needed for the exploitation
of their dormant resources. On account of the paucity of capital
available, the marginal productivity of labor and thereby wage rates
were low when compared with the state of affairs in the capitalistic
countries. The inflow of foreign capital raised wage rates and im-
proved the masses' average standard of living.

The socialists provide a different interpretation of the problems
involved. As they see it, a business enterprise is a contrivance to
exploit unfairly the workers employed. Its very existence and opera-
tion are contrary to the external laws of morality. There is but one
means to put an end to this exploitation, namely socialization, i.e.,
the expropriation of the private capitalists and entrepreneurs and the
transfer of their plants, mines, and farms to the hands of the state.
This is what the labor government is anxious to achieve in the United
Kingdom and what the Iranian government, imbued with a truly
Fabian spirit, is just doing in its own country. If it is right for the
British to nationalize the the British coal mines, it cannot be wrong
for the Iranians to nationalize the Iranian oil industry. If Mr. Attlee2

were consistent, he would have congratulated the Iranians on their
great socialist achievement. But no socialist can be or ever was
consistent.

It is hopeless for the British to dissuade the Iranians from nation-
alizing the British-owned wells, refineries, and pipe lines by pointing
out the disadvantages that will certainly result for the people of Iran.
They themselves did not pay heed to such "reactionary" talk when the
problem of nationalizing various British industries was at issue.

Under the present state of international law every sovereign
nation is free to deal as it pleases with all property situated within
its boundaries. A foreign government may diplomatically protest and
support claims of its citizens for an indemnification. But if the
government of the nationalizing nation is not prepared to yield to
such diplomatic overtures, that settles the matter. It is enough to
refer to such precedents as the case of Russia in 1917 or the case of
the Mexican expropriation of the oil industry.

2[Lord Clement Attlee was leader of the British Labor Party from 1935-1955 and
a committed socialist. He was prime minister of England from 1945-1951—Ed.]
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The foreign government may submit the case to the International
Court of Justice. But the decisions of this Court are practically
unenforceable.

If the foreign government resorts to the ultima ratio regum, to
military intervention, this would under the charter of the United
Nations represent a clear case of aggression.

The pundits of international law and the lawyers of the United
Nations will certainly write very profound reports and treatises about
the legal aspect of the Anglo-Iranian conflict. Such utterances are not
worth the paper on which they are printed. The simple truth is that
if the government of Iran does not of its own accord change its mind
because it may expect some immediate political and material gain
from such a change, nothing can prevent it from expropriating the oil
industry. For it is obvious that Great Britain cannot win anything by
military measures. Even in the unlikely event of a British success,
the British would discover that bayonets are very uncomfortable to
sit upon in a business office. Besides there is the spectre of a Russian
occupation of the greater part of Iran and the still more threatening
danger of a new world war.

II
The immediate consequences of the Iranian oil expropriation are

very sad indeed. It seriously affects the military plans of the Western
powers and revolutionizes conditions on the world oil market.

Still more important are the remoter consequences of the affair.
Foreign investment of private enterprises and citizens already came
to an almost complete standstill years ago. The private investor has
learned from experience that investing abroad is virtually tanta-
mount to throwing away one's own wealth. It is true, not all receiving
countries resorted to undisguised expropriation of property and re-
pudiation of loans. But many of the "good" countries too have effec-
tively robbed the foreign investors and creditors by foreign exchange
control and discriminatory taxation. It is of little use for an American
or a Swiss to own a blocked balance with a Ruritanian bank, especially
if he notices that the purchasing power and the equivalent in hard
currency of the Ruritanian monetary unit is dropping more and more.

The American Administration recommends as an adequate sub-
stitute for private investment abroad public investment and loans
either granted directly by the governmental (national or interna-
tional) banks or guaranteed by such banks. The idea is that the
governments, first of all the American government, should fill the gap
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that the anti-capitalistic policies of the underdeveloped countries
have willfully created. But the example of Iran shows that such
governmental investments and loans are also not safe against pred-
atory ventures. Why should the American government pump Ameri-
can funds into Ruritania if the Ruritanian parliament is free to deal
with them as it pleases? Are there no investment opportunities left
within the United States? It is rather unrealistic to assume that
Congress will continue to tolerate a policy that subsidizes foreign
countries at the expense of the American taxpayer. There is no use in
fooling ourselves. The hopes that the much talked about Point Four3

may work as a satisfactory substitute for the disintegrated interna-
tional capital market have proved fallacious.

I l l

It is this disintegration of the international capital market that
creates the plight of the underdeveloped countries.

These countries were in the last decades benefited by the modern
methods of fighting epidemics and other diseases which the capital-
istic West has developed. Mortality rates dropped and the average
length of life was prolonged. Population increased considerably. But
the economic policies of these nations are preventing an expansion of
the insufficient amount of domestic saving and capital accumulation;
sometimes they even directly induce capital de-accumulation. As
there is no longer any importation of foreign capital worth mention-
ing, the per head quota of capital invested decreases. The outcome is
a drop in the marginal productivity of labor. But at the same time the
governments and the labor unions try to enforce wage rates which
exceed the marginal productivity of labor. The result is spreading
unemployment.

Unaware of the causes of unemployment the governments try to
remove it by various measures which, although entirely futile, are so
costly that they by far exceed the public revenue and are financed by
the issuance of additional fiat money. Inflation still more discourages
domestic saving and capital formation.

The governments of all these underdeveloped countries indefati-
gably talk of the necessity to "industrialize" and to modernize the
outdated methods of agricultural production. But their own policies
are the main obstacle to any improvement and economic progress. There

3[Point Four of the Atlantic Charter was concerned with equality of access to trade
and raw materials of the world and to securing for all nations an improved labor
standard, economic adjustment, and social security—Ed.]
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cannot be any question of imitating the technological procedures of
the capitalistic countries if there is no capital available. Whence
should this capital come if domestic capital formation as well as the
inflow of foreign capital are sabotaged?

About two hundred years ago conditions in England were hardly
better, perhaps even worse than they are today in India and China.
The then prevailing system of production was lamentably inade-
quate. In its frame there was no room left for an ever increasing part
of the population. Masses of destitute paupers were barely living on
the verge of starvation. The ruling landed aristocracy did not know
of any means to cope with these wretched people other than the
poorhouse, the workhouse, and the prison. But then came the "Indus-
trial Revolution." Laissez-faire capitalism converted the starving
beggars into self-supporting breadwinners. It improved conditions
step by step until, at the end of the Victorian age, the average
standard of living of the common man was the highest in Europe,
much higher than that of people whom earlier ages had considered
as sufficiently well-to-do.

What the underdeveloped nations must do if they sincerely want
to eradicate penury and to improve the economic conditions of their
destitute masses is to adopt those policies of "rugged individualism"
which have created the welfare of Western Europe and the United
States. They must resort to laissez faire; they must remove all
obstacles fettering the spirit of enterprise and stunting domestic
capital accumulation and the inflow of capital from abroad.

But what the governments of these countries are really doing
today is just the contrary. Instead of emulating the polices that
created the comparative wealth and welfare of the capitalistic na-
tions, they are choosing those contemporary policies of the West
which slow down the further accumulation of capital and lay stress
on what they consider to be a fairer distribution of wealth and income.
Leaving aside the problem whether or not these policies are beneficial
to the economically advanced nations, it must be emphasized that
they are patently nonsensical when resorted to in the economically
backward countries. Where there is very little to be distributed, a
policy of an allegedly "fairer" redistribution is of no use at all.

IV

In the second part of the nineteenth century the shrewdest among
the patriots of the underdeveloped nations began to contrast the
unsatisfactory conditions of their own countries with the prosperity
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of the West. They could not help realizing that the Europeans and
Americans have better succeeded in fighting penury and starvation
than their own peoples. To make their own peoples as prosperous as
those of the West became their foremost aim. So they sent the elite
of their youth to the universities of Europe and America to study
economics and thus to learn the secret of raising the standard of
living. Hindus, Chinese, Africans, and members of other backward
nations thronged the lecture halls, eagerly listening to the words of
the famous British, American, and German professors.

This is what these professors—Marxians, Fabians, Veblenians,
socialists of the chair, champions of government omnipotence and
all-round planning, peacemakers of inflation, deficit spending and
confiscatory taxation—taught their students: rugged individualism,
the policy of laissez faire and private enterprise are the worst evils
that ever befell mankind. They enriched a few robber barons and
condemned the masses of decent people to ever-increasing poverty
and degradation. But fortunately the black age of capitalism is
approaching its end. People will no longer let themselves be fooled by
the spurious doctrines of the sycophants of the bourgeoisie, the
depraved apologists of a manifestly unfair social order. We, the
adamant advocates of justice and riches for all, have for ever exploded
the fallacies and paralogisms of the orthodox authors. The Welfare
State will bring prosperity and security to everybody. The economics
of abundance and plenty will be substituted for the economics of
scarcity. Production for use will be substituted for production for
profit. There will be freedom from want; i.e., everybody will get all he
wants.

Never did these professors mention the—in their opinion mani-
festly absurd—truism that there is no means to improve the condi-
tions of any nation or the whole of mankind other than to increase
the per head quota of capital invested. On the contrary. They indulged
in expounding the Keynesian dogma of the dangers of saving and
accumulating capital. Never did they refer to the fact that nature—
not the capitalists—has made the means of human sustenance scarce.
As they saw it, the State had inexhaustible funds at its disposal that
enabled the government to spend without any limits. They have even
today not yet realized that progressive taxation has already ex-
hausted this alleged surplus in all other countries and will have
exhausted it even in the United States very soon.

Indoctrinated with these principles the graduates of the Western
universities returned to their countries and tried to put into effect
what they had learned. They were sincerely convinced that to create
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prosperity for all nothing else was needed than to apply the formulas of
Occidental pseudo-progressivism. They thought that industrialization
means labor unions, minimum wage rates and unemployment doles
and that trade and commerce means controls of every kind. They
wanted to nationalize before they had permitted business to build
plants and enterprises which could be expropriated. They wanted to
establish a new fair deal in countries whose distress consisted pre-
cisely in the fact that they had not known what is today disparaged
as the old and unfair deal.

All these radical intellectuals of the underdeveloped countries
blame Europe and America for the backwardness and poverty of their
own peoples. They are right, but for reasons which are very different
from those they themselves have in mind. Europe and America did
not cause the plight of the underdeveloped nations, but they have
prolonged its duration by implanting in their intellectuals the ideol-
ogies which are the most serious obstacle to any improvement of
conditions. The socialists and interventionists of the West have poi-
soned the mind of the East. They are responsible for the anti-capital-
istic bias of the East and for the sympathies with which those Eastern
intellectuals look upon the Soviet system as the most intransigent
realization of Marxian ideas.

All underdeveloped countries are flooded with translations of the
writings of Marx, Lenin, and Stalin and of the books of all shades of
non-Marxian socialism and anti-capitalism. But only very rarely
have books expounding the operation of the market economy and
critically analyzing the dogmas of the socialist creed been published
in one of the languages of these nations. Little wonder that their
reading public believes that the description of capitalism as provided
by the Communist Manifesto exactly fits present day American con-
ditions, that, for instance, the laborer "sinks deeper and deeper" with
the progress of industry and that "the bourgeoisie is incompetent to
assure an existence to its slave within his slavery." Little wonder that
they look upon the Soviet system as the model of a better future.

We must comprehend that it is impossible to improve the economic
conditions of the underdeveloped nations by grants in aid. If we send
them foodstuffs to fight famines, we merely relieve their governments
from the necessity of abandoning their disastrous agricultural poli-
cies. In the past, for instance, Yugoslavia's main problem was how to
find foreign markets for its considerable surplus of cereals, pigs,
fruits, and lumber. Today the country that includes the most fertile
land of Europe outside Russia and Romania is famine stricken. If we
send to the poor countries manufactures or "lend" them dollars, we
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virtually pay for the deficits of their nationalized transportation and
communication systems and their socialized mines and processing
industries. The truth is that the United States is subsidizing all over
the world the worst failure of history: socialism. But for these lavish
subsidies the continuation of the socialist schemes would have be-
come long since unfeasible.

The problem of rendering the underdeveloped nations more pros-
perous cannot be solved by material aid. It is a spiritual and intellec-
tual problem. Prosperity is not simply a matter of capital investment.
It is an ideological issue. What the underdeveloped countries need
first is the ideology of economic freedom and private enterprise and
initiative that makes for the accumulation and maintenance of capi-
tal as well as for the employment of the available capital for the best
possible and cheapest satisfaction of the most urgent wants of the
consumers.

In no other way can the United States contribute to the improve-
ment of the economic conditions of the underdeveloped countries than
by transmitting to them the ideas of economic freedom.
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Capitalism versus Socialism

M 1

ost of our contemporaries are highly critical of what they
call "the unequal distribution of wealth." As they see it,

justice would require a state of affairs under which nobody enjoys
what are to be considered superfluous luxuries as long as other people
lack things necessary for the preservation of life, health, and cheer-
fulness. The ideal condition of mankind, they pretend, would be an
equal distribution of all consumers' goods available. As the most
practical method to achieve this end, they advocate the radical expro-
priation of all material factors of production and the conduct of all
production activities by society, that is to say, by the social apparatus
of coercion and compulsion, commonly called government or state.

The supporters of this program of socialism or communism reject
the economic system of capitalism for a number of reasons. Their
critique emphasizes the alleged fact that the system as such is not
only unjust, a violation of the perennial God-given natural law, but
also inherently inefficient and thus the ultimate cause of all the
misery and poverty that plague mankind. Once the wicked institution
of private ownership of the material factors of production will have
been replaced by public ownership, human conditions will become
blissful. Everybody will receive what he needs. All that separates
mankind from this perfect state of earthly affairs is the unfairness in
the distribution of wealth.

The essential viciousness of this method of dealing with the
[Reprinted from The Intercollegiate Review 5 (Spring 1969)—Ed.]
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fundamental problems of mankind's material and spiritual welfare is
to be seen in its preoccupation with the concept of distribution. As
these authors and doctrinaires see it, the economic and social problem
is to give to everybody his due, his fair share in the endowment that
God or nature has destined for the use of all men. They do not see
that poverty is "the primitive condition of the human race."1 They do
not realize that all that enables man to elevate his standard of
living above the level of the animals is the fruit of his planned
activity. Man's economic task is not the distribution of gifts dis-
pensed by a benevolent donor, but production. He tries to alter the
state of his environment in such a way that conditions become more
favorable to the preservation and development of his vital forces.
He works.

Precisely, say the superficial among the critics of social conditions.
Labor and nothing but labor brings forth all the goods the utilization
of which elevates the condition of men above the level of the animals.
As all products are the output of labor, only those who labor should
have the right to enjoy them.

This may sound rather plausible as far as it refers to the condi-
tions and circumstances of some fabulous non-human beings. But it
turns into the most fateful of all popular delusions when applied to
homo sapiens. Man's eminence manifests itself in his being fully
aware of the flux of time. Man lives consciously in a changing
universe; he distinguishes, sooner and later, between past, present,2

and future; he makes plans to influence the future state of affairs and
tries to convert these plans into fact. Conscious planning for the
future is the specifically human characteristic. Timely provision for
future wants is what distinguishes human action from the hunting
drives of beasts and of savages. Premeditation, early attention to
future needs, leads to production for deferred consumption, to the
intercalation of time between exertion and the enjoyment of its
outcome, to the adoption of what Bohm-Bawerk called round-about
methods of production. To the nature-given factors of production,
man-made factors are added by the deferment of consumption. Man's
material environment and his style of life are radically transformed.
There emerges what is called human civilization.

This civilization is not an achievement of kings, generals or other
Fiihrers. Neither is it the result of the labors of "common" men. It is

Jeremy Bentham, "Principles of the Civil Code," vol. 1, in Works, J. Bowring, ed.
(London: Simpkin, Marshall, 1843), p. 309.

2About the praxeological concept of "present" see Human Action, 3rd ed. (Chicago:
Henry Regnery, 1966), pp. lOOf.
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the fruit of the cooperation of two types of men: of those whose saving,
i.e., deferment of consumption, makes entering upon time-absorbing,
round-about methods of production possible, and of those who know
how to direct the application of such methods. Without saving and
successful endeavors to use the accumulated savings wisely, there
cannot be any question of a standard of living worthy of the qualifi-
cation human.

Simple saving, that is, the abstention from immediate consump-
tion in order to make more abundant consumption at a later date
possible, is not a specifically human contrivance. There are also
animals that practice it. Driven by instinctive urges, some species of
animals are also committed to what we would have to call capitalistic
saving if it were done in full consciousness of its effects. But man
alone has elevated intentional deferment of consumption to a funda-
mental principle of action. He abstains temporally from consumption
in order to enjoy later the continuous services of appliances that could
not have been produced without such a postponement.

Saving is always the abstention from some kind of immediate
consumption for the sake of making an increase or improvement in
later consumption possible. It is saving that accumulates capital,
dissaving that makes the available supply of capital shrink. In acting,
man chooses between increasing his competence by additional saving
or reducing the amount of his capital by keeping his consumption
above the rate correct accountancy considers as his income.

Additional saving as well as the non-consumption of already
previously accumulated savings are never "automatic," but always
the result of an intentional abstention from instantaneous consump-
tion. In abstaining from instantaneous consumption, the saver ex-
pects to be fully rewarded either by keeping something for later
consumption or by acquiring the property of a capital good.

Where there is no saving, no capital goods come into existence.
And there is no saving without purpose. A man defers consumption
for the sake of an improvement of later conditions. He may want to
improve his own conditions or those of definite other people. He does
not abstain from consumption simply for the pleasure of somebody
unknown.

There cannot be any such thing as a capital good that is not owned
by a definite owner. Capital goods come into existence as the property
of the individual or the group of individuals who were in the position
to consume definite things but abstained from this consumption for
the sake of later utilization. The way in which capital goods come into
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existence as private property determines the institutions of the cap-
italistic system.

Of course, today's heirs of the capitalistic civilization also con-
struct the scheme of a world-embracing social body that forces every
human being to submit meekly to all its orders. In such a socialist
universe everything will be planned by the supreme authority and to
the individual "comrades" no other sphere of action will be left than
unconditional surrender to the will of their masters. The comrades
will drudge, but all the yield of their endeavors will be at the disposal
of the high authority. Such is the ideal of socialism or communism,
nowadays also called planning. The individual comrade will enjoy
what the supreme authority assigns to him for his consumption and
enjoyment. Everything else, all material factors of production, will be
owned by the authority.

Such is the alternative. Mankind has to choose: on the one side—
private property in the material factors of production. Then the
demand of the consumers on the market determines what has to be
produced, of what quality, and in what quantity. On the other side—
all the material factors of production are owned by the central
authority and thus every individual entirely depends on its will and
has to obey its orders. This authority alone determines what has to
be produced and what and how much each comrade should be permit-
ted to use or consume.

If one does not permit individuals to keep as their property the
things produced for temporally deferred utilization, one removes any
incentive to create such things and thus makes it impossible for
acting man to raise his condition above the level of non-human
animals. Thus the anti-property (i.e., socialist or communist) authors
had to construct the design of a society in which all men are forced to
obey unconditionally the orders issued from a central authority, from
the great god called state, society, or mankind.

II
The social meaning and the economic function of private property

have been widely misunderstood and misinterpreted because people
confuse conditions of the market economy with those of the militaris-
tic systems vaguely labeled feudalism. The feudal lord was a con-
queror or a conqueror's accomplice. He was anxious to deprive all
those who did not belong to his own cluster of any opportunity to make
a living otherwise than by humbly serving him or one of his class
comrades. All the land—and this means in a primitive society virtually
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all the material factors of production—was owned by members of the
proprietary caste and to the others, to those disdainfully called the
"villains," nothing was left but unconditional surrender to the armed
hereditary nobility. Those not belonging to this aristocracy were serfs
or slaves, they had to obey and to drudge while the products of their
toil were consumed by their masters.

The eminence of the inhabitants of Europe and their descendants
who have settled in other continents consists in the fact that they
have abolished this system and substituted for it a state of freedom
and civic rights for every human being. It was a long and slow
evolution, again and again interrupted by reactionary episodes, and
great parts of our globe are even today only superficially affected by
it. At the end of the eighteenth century the triumphal progress of this
new social system was accelerated. Its most spectacular manifesta-
tion in the moral and intellectual sphere is known as the Enlighten-
ment, its political and constitutional reforms as the liberal move-
ment, while its economic and social effects are commonly referred to
as the Industrial Revolution and the emergence of modern capitalism.

The historians dealing with the various phases of this up-to-now
most momentous and weighty period of mankind's evolution tend to
confine their investigations to special aspects of the course of affairs.
They mostly neglect to show how the events in the various fields of
human activity were connected with one another and determined by
the same ideological and material factors. Unimportant detail some-
times engrosses their attention and prevents them from seeing the
most consequential facts in the right light.

The most unfortunate outcome of this methodological confusion is
to be seen in the current fateful misinterpretation of the recent
political and economic developments of the civilized nations.

The great liberal movement of the eighteenth and nineteenth
centuries aimed at the abolition of the rule of hereditary princes and
aristocracies and the establishment of the rule of elected representa-
tives of the people. All kinds of slavery and serfdom ought to be
abolished. All members of the nation should enjoy the full rights and
privileges of citizenship. The laws and the practice of the administra-
tive officers should not discriminate between the citizens.

This liberal revolutionary program clashed very soon with an-
other program that was derived from the postulates of old communist
sects. These sects, many of them inspired by religious ideas, had
advocated confiscation and redistribution of land or some other forms
of egalitarianism and of primitive communism. Now their successors
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proclaimed that a fully satisfactory state of human conditions could
be attained only where all material factors of production are owned
and operated by "society," and the fruits of economic endeavors are
evenly distributed among all human beings.

Most of these communist3 authors and revolutionaries were con-
vinced that what they were aiming at was not only fully compatible
with the customary program of the friends of representative govern-
ment and freedom for all, but was its logical continuation, the very
completion of all endeavors to give to mankind perfect happiness.
Public opinion was by and large prepared to endorse this interpreta-
tion. As it was usual to call the adversaries of the liberal4 demand for
representative government the parties of the "right" and the liberal
groups the parties of the "left," the communist (and later also the
socialist) groups were considered as "more to the left" than the
liberals. Popular opinion began to believe that while the liberal
parties represent only the selfish class interests of the "exploiting"
bourgeoisie, the socialist parties were fighting for the true interests
of the immense majority, the proletariat.

But while these reformers were merely talking and drafting spu-
rious plans for political action, one of the greatest and most beneficial
events of mankind's history was going on—the Industrial Revolution.
Its new business principle—that transformed human affairs more
radically than any religious, ethical, legal, or technological innova-
tion had done before—was mass production destined for consumption
by the masses, not merely for consumption by members of the well-
to-do classes. This new principle was not invented by statesmen and
politicians; it was for a long time even not noticed by the members of
the aristocracy, the gentry, and the urban patricians. Yet, it was the
very beginning of a new and better age of human affairs when some
people in Hanoverian England started to import cotton from the
American colonies; some took charge of its transformation to cotton
goods for customers of modest income; while still others exported
such goods to the Baltic ports to have them ultimately exchanged
against corn that, brought to England, appeased the hunger of starv-
ing paupers.

The characteristic feature of capitalism is the traders' uncondi-
tional dependence upon the market, that is, upon the best possible

' The term "socialism" was fashioned only many decades later and did not come into
general use before the 1850s.

"Liberal" is here used in its nineteenth-century meaning that still prevails in
European usage. In America "liberal" is nowadays used by and large as synonymous
with socialism or "moderate" socialism.
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and cheapest satisfaction of the most urgent demand on the part of
the consumers. For every kind of production human labor is required
as a factor of production. But labor as such, however masterfully and
conscientiously performed, is nothing but a waste of time, material,
and human effort if it is not employed for the production of those
goods and services that at the instant of their being ready for use or
consumption will best satisfy in the cheapest possible way the most
urgent demand of the public.

The market is the prototype of what are called democratic insti-
tutions. Supreme power is vested in the buyers, and vendors succeed
only by satisfying in the best possible way the wants of the buyers.
Private ownership of the factors of production forces the owners—en-
terprisers—to serve the consumers. Eminent economists have called
the market a democracy in which every penny gives a right to vote.

I l l

Both the political or constitutional democracy and the economic
or market democracy are administered according to the decisions of
the majority. The consumers, by their buying or abstention from
buying, are as supreme in the market as the citizens through their
voting in plebiscites or in the election of officers are supreme in the
conduct of the affairs of state. Representative government and the
market economy are the product of the same evolutionary process,
they condition one another, and it would seem today that they are
disappearing together in the great reactionary counter-revolution of
our age.

Yet, reference to this striking homogeneousness must not prevent
us from realizing that, as an instrument of giving expression to the
genuine wants and interests of the individuals, the economic democ-
racy of the market is by far superior to the political democracy of
representative government. As a rule it is easier to choose between
the alternatives which are open to a purchaser than to make a
decision in matters of state and "high" politics. The average house-
wife may be very clever in acquiring the things she needs to feed
and to clothe her children. But she may be less fit in electing the
officers called to handle matters of foreign policy and military
preparedness.

Then there is another important difference. In the market not only
the wants and wishes of the majority are taken into account but also
those of minorities, provided they are not entirely insignificant in
numbers. The book trade publishes for the general reader, but also
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for small groups of experts in various fields. The garment trades are
not only supplying clothing for people of normal size, but also mer-
chandise for the use of abnormal customers. But in the political
sphere only the will of the majority counts, and the minority is forced
to accept what they may detest for rather serious reasons.

In the market economy, the buyers determine with every penny
spent the direction of the production processes and thereby the
essential features of all business activities. The consumers assign to
everybody his position and function in the economic organism. The
owners of the material factors of production are virtually mandato-
ries or trustees of the consumers, revocably appointed by a daily
repeated election. If they fail in their attempts to serve the consumers
in the best possible and cheapest way, they suffer losses and, if they
do not reform in time, lose their property.

Feudal property was acquired either by conquest or by a
conqueror's favor. Once acquired, it could be enjoyed forever by the
owner and his heirs. But capitalistic property must be acquired again
and again by utilizing it for serving the consumers in the best possible
way. Every owner of material factors of production is forced to adjust
the services he renders to the best possible satisfaction of the contin-
ually changing demand of the consumers. A man may start his
business career as the heir of a large fortune. But this does not
necessarily help him in his competition with newcomers. The adjust-
ment of an existing railroad system to the new situation created by
the emergence of motor cars, trucks, and airplanes was a more
difficult problem than many of the tasks that had to be solved by
enterprises newly started.

The fact that made the capitalistic methods of the conduct of
business emerge and flourish is precisely the excellence of the ser-
vices it renders to the masses. Nothing characterizes the fabulous
improvement in the standard of living of the many better than the
quantitative role that the entertainment industries play in modern
business.

Capitalism has radically transformed all human affairs. Popula-
tion figures have multiplied. In the few countries where neither the
policies of the governments nor obstinate preservation of traditional
ways on the part of the citizens put insurmountable obstacles in the
way of capitalistic entrepreneurship, the living conditions of the
immense majority of people have improved spectacularly. Imple-
ments never known before or considered as extravagant luxuries are
now customarily available to the average man. The general standard
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of education and of material and spiritual well-being is improving
from year to year.

All this is not an achievement of governments or of any charitable
measures. More often than not it is precisely governmental action
that frustrates beneficial developments which the regular operation
of capitalistic institutions tends to bring about.

Let us look upon one special case. In the precapitalistic ages,
saving and thereby the betterment of one's economic condition was
really possible, apart from professional money-lenders (bankers),
only to people who owned a farm or a shop. They could invest savings
in an improvement or expansion of their property. Other people, the
propertyless proletarians, could save only by hiding a few coins in a
corner they considered as safe. Capitalism made the accumulation of
some capital through saving accessible to everybody. Life insurance
institutions, savings banks, and bonds give the opportunity of saving
and earning interest to the masses of people with modest incomes,
and these people make ample use of it. On the loan markets of the
advanced countries, the funds provided by the numerous classes of
such people play an important role. They could be an important factor
in making the operation of the capitalistic system familiar to those
who are not themselves employed in the financial conduct of business
affairs. And first of all—they could more and more improve the
economic and social standing of the many.

But unfortunately the policies of practically all nations sabotage
this evolution in the most disgraceful manner. The governments of
the United States, Great Britain, France, and Germany, not to speak
of most of the smaller nations, were or are still committed to the most
radical inflationist policies. While continually talking about their
solicitude for the common man, they have without shame, again and
again through government-made inflation, robbed the people who
have taken out insurance policies, who are working under pension
plans, who own bonds or savings deposits.

IV

The authors who in Western Europe at the end of the eighteenth
century and in the first decades of the nineteenth century developed
plans for the establishment of socialism were not familiar with the
social ideas and conditions in Central Europe. They did not pay any
attention to the Wohlfahrtsstaat, the welfare-state of the German
monarchical governments of the eighteenth century. Neither did they
read the classical book of German socialism, Fichte's Geschlossener
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Handelsstaat, published in the year 1800. When much later—in the
last decades of the nineteenth century—the nations of the West, first
among them England, embarked upon the Fabian methods of a
temperate progress toward socialism, they did not raise the question
why continental governments whom they despised as backward and
absolutist had long before already adopted the allegedly new and
progressive principles of social reform.

But the German socialists of the second part of the nineteenth
century could not avoid dealing with this problem. They had to face
the policies of Bismarck, the man of whom the pro-socialist Encyclo-
paedia of the Social Sciences says that he was "with reason regarded
as the foremost exponent of state socialism in his day."5 Lassalle toyed
with the idea to further the cause of socialism by cooperation with
this most "reactionary" paladin of the Hohenzollern. But Lassalle's
premature death put an end to such plans and, very soon, also to the
activities of the socialist group of which he had been the chief. Under
the leadership of the disciples of Marx, the German socialist party
turned to radical opposition to the Kaiser's regime. They voted in the
Reichstag against all bills suggested by the government. Of course,
being a minority party, their votes could not prevent the Reichstag's
approval of various pro-labor laws, among them those establishing
the famous social security system. Only in one case could they prevent
the creation of a government-supported socialization measure, viz.,
the establishment of a governmental tobacco monopoly. But all the
other nationalization and municipalization measures of the Bismarck
age were adopted in spite of the passionate opposition of the socialist
party. And the nationalization policy of the German Reich that,
thanks to the victories of its armies, in those years enjoyed all over
the world an unprecedented prestige was adopted by many nations
of Eastern and Southern Europe.

In vain did the German socialist doctrinaires try to explain and
to justify the manifest contradiction between their fanatical advocacy
of socialism and their stubborn opposition to all nationalization
measures put into effect.6 But notwithstanding the support the na-
tionalization and municipalization policy of the authorities got from
self-styled conservative and Christian parties, it very soon lost its
popularity with the rulers as well as with those ruled. The national-

5See W. H. Dawson, "Births," in Encyclopaedia of the Social Sciences, vol. 2 (New
York: Macmillan, 1930), p. 573.

6About the lame excuses of Frederick Engels and Karl Kautsky, see my book
Socialism, J. Kahane, trans. (New Haven, Conn.: Yale University Press, 1951), pp.
240ff.
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ized industries were rather poorly operated under the management
of the administrators appointed by the authorities. The services they
had to render to the customers became highly unsatisfactory, and the
fees they charged were more and more increased. And, worst of all,
the financial results of the management of public servants were
deplorable. The deficits of these outfits were a heavy burden on the
national treasuries and forced again and again an increase in taxa-
tion. At the beginning of the twentieth century, one could no longer
deny the obvious fact that the public authorities had scandalously
failed in their attempts to administer the various business organiza-
tions they had acquired in the conduct of their "state socialism."

Such were conditions when the outcome of the First World War
made the socialist parties paramount in Central and Eastern Europe
and also considerably strengthened their influence in Western Eu-
rope. There was in those years in Europe practically no serious
opposition to most radical pro-socialist plans.

The German revolutionary government was formed in 1918 by
members of the Marxian social-democratic party. It had no less power
than the Russian government of Lenin and, like the Russian leader,
it considered socialism as the only reasonable and possible solution
to all political and economic problems. But it was also fully familiar
with the fact that the nationalization measures adopted by the
Imperial Reich before the war had brought unsatisfactory financial
results and rather poor service and also that the socialist measures
resorted to in the years of the war had been unsuccessful. Socialism
was in their opinion the great panacea, but it seemed that nobody
knew what it really meant and how to bring it about properly. Thus,
the victorious socialist leaders did what all governments do when
they do not know what to do. They appointed a committee of profes-
sors and other people considered to be experts. For more than fifty
years the Marxians had fanatically advocated socialization as the
focal point of their program, as the nostrum to heal all earthly evils
and to lead mankind forward into the new garden of Eden. Now they
had seized power and all of the people expected that they would
redeem their promise. Now they had to socialize. But at once they
had to confess that they did not know what to do and they were asking
professors what socialization meant and how it could be put into
practice.

It was the greatest intellectual fiasco history has ever known and
it put in the eyes of all reasonable people an inglorious end to all the
teachings of Marx and hosts of lesser-known Utopians.
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Neither was the fate of the socialist ideas and plans in the West
of Europe better than in the country of Marx. The members of the
Fabian Society were no less perplexed than their continental friends.
Like these, they too were fully convinced that capitalism was stone
dead forever and that henceforth socialism alone would rule all
nations. But they too had to admit that they had no plan of action.
The flamboyantly advertised scheme of Guild Socialism was, as all
people had to admit very soon, simply nonsense. It quietly disap-
peared from the British political scene.

But, of course, the intellectual debacle of socialism and especially
of Marxism in the West did not affect conditions in the East. Russia
and other Eastern countries of Europe and China turned to all-round
nationalization. For them, neither the critical refutation of the Marx-
ian and other socialist doctrines nor the failure of all nationalization
experiments meant anything. Marxism became the quasi-religion of
the backward nations which were anxious to get the machines and,
first of all, the deadly weapons developed in the West, but which
abhorred the philosophy that had brought about the West's social and
scientific achievements.

The Eastern political doctrine asking for immediate full socializa-
tion of all spheres of life and the pitiless extermination of all oppo-
nents gets rather sympathetic support on the part of many parties
and influential politicians in the Western countries. "Building brid-
ges to the communist sector of the world" is a task rather prevalent
with many governments of the West. It is fashionable with some
snobbish people to praise the unlimited despotism of Russia and
China. And, worst of all, out of the taxes collected from the revenues
of private business some governments, first of all that of the United
States, are paying enormous subsidies to governments that have to
face tremendous deficits precisely because they have nationalized
many enterprises, especially railroads, post, telegraph and telephone
service, and many others.

In the fully industrialized parts of our globe, in the countries of
Western and Central Europe and North America, the system of
private enterprise not merely survives, but continually improves and
expands the services it renders. The statesmen, the bureaucrats, and
the politicians look askance upon business. Most of the journalists,
the writers of fiction, and the university teachers are propagating
various brands of socialism. The rising generation is imbued with
socialism in the schools. Only very rarely does one hear a voice
criticizing socialist ideas, plans, and actions.
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But socialism is for the peoples of the industrial world no longer
a living force. There is no longer any question of nationalizing further
branches of business.7

None of the many governments sympathizing with the socialist
philosophy dares today seriously to suggest further measures of
nationalization. On the contrary. For example, the American govern-
ment as well as every reasonable American would have reason to be
glad if the new Administration8 could get rid of the Post Office with
its proverbial inefficiency and its fantastic deficit.

Socialism started in the age of Saint-Simon as an attempt to give
articulation to the ripeness of Caucasian man's Western civilization.
It tried to preserve this aspect when it later looked upon colonialism
and imperialism as its main targets. Today it is the rallying cry of the
East, of the Russians and the Chinese, who reject the West's ideology,
but eagerly try to copy its technology.

The British Labor cabinet paid homage to its party ideology in dealing with the
steel industry. But everybody knows that this is merely a facade to conceal a little the
great failure of all that the various British left-wing parties were aiming at for many
decades.

[This was the first administration of Richard Nixon; he was elected president in
1968—Ed. 1
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On Equality and Inequality

T 1

he doctrine of natural law that inspired the eighteenth cen-
tury declarations of the rights of man did not imply the

obviously fallacious proposition that all men are biologically equal.
It proclaimed that all men are born equal in rights and that this
equality cannot be abrogated by any man-made law, that it is inalien-
able or, more precisely, imprescriptible. Only the deadly foes of
individual liberty and self-determination, the champions of totalitar-
ianism, interpreted the principle of equality before the law as derived
from an alleged psychical and physiological equality of all men. The
French declaration of the rights of the man and the citizen of Novem-
ber 3, 1789, had pronounced that all men are born and remain equal
in rights. But, on the eve of the inauguration of the regime of terror,
the new declaration that preceded the Constitution of June 24, 1793,
proclaimed that all men are equal "par la nature" From then on this
thesis, although manifestly contradicting biological experience, re-
mained one of the dogmas of "leftism." Thus we read in the Encyclo-
paedia of the Social Sciences that "at birth human infants, regardless
of their heredity, are as equal as Fords."1

However, the fact that men are born unequal in regard to physical
and mental capacities cannot be argued away. Some surpass their
fellow men in health and vigor, in brain and aptitudes, in energy and
resolution and are therefore better fitted for the pursuit of earthly

[This article is reprinted from Modern Age (Spring 1961)—Ed.]
Horace Kallen, "Behaviorism," in Encyclopaedia of the Social Sciences, vol. 2 (New

York: Macmillan, 1930), p. 498.
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affairs than the rest of mankind—a fact that has also been admitted
by Marx. He spoke of "the inequality of individual endowment and
therefore productive capacity (Leistungsfahigkeit)" as "natural priv-
ileges" and of "the unequal individuals (and they would not be differ-
ent individuals if they were not unequal)."2 In terms of popular
psychological teaching we can say that some have the ability to adjust
themselves better than others to the conditions of the struggle for
survival. We may therefore—without indulging in any judgment of
value—distinguish from this point of view between superior men and
inferior men.

History shows that from time immemorial superior men took
advantage of their superiority by seizing power and subjugating the
masses of inferior men. In the status society there is a hierarchy of
castes. On the one hand are the lords who have appropriated to
themselves all the land and on the other hand their servants, the
liegemen, serfs, and slaves, landless and penniless underlings. The
inferiors' duty is to drudge for their masters. The institutions of the
society aim at the sole benefit of the ruling minority, the princes, and
their retinue, the aristocrats.

Such was by and large the state of affairs in all parts of the world
before, as both Marxians and conservatives tell us, "the acquisitive-
ness of the bourgeoisie," in a process that went on for centuries and
is still going on in many parts of the world, undermined the political,
social, and economic system of the "good old days." The market
economy—capitalism—radically transformed the economic and polit-
ical organization of mankind.

Permit me to recapitulate some well-known facts. While under
precapitalistic conditions superior men were the masters on whom
the masses of the inferior had to attend, under capitalism the more
gifted and more able have no means to profit from their superiority
other than to serve to the best of their abilities the wishes of the
majority of the less gifted. In the market economic power is vested in
the consumers. They ultimately determine, by their buying or absten-
tion from buying, what should be produced, by whom and how, of what
quality and in what quantity. The entrepreneurs, capitalists, and
landowners who fail to satisfy in the best possible and cheapest way
the most urgent of the not yet satisfied wishes of the consumers are
forced to go out of business and forfeit their preferred position. In
business offices and in laboratories the keenest minds are busy

Karl Marx, Critique of the Social Democratic Program ofGotha [Letter to Bracke,
May 5, 1875] (New York: International Publishers, 1938).
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fructifying the most complex achievements of scientific research for
the production of ever better implements and gadgets for people who
have no inkling of the theories that make the fabrication of such
things possible. The bigger an enterprise is, the more is it forced to
adjust its production to the changing whims and fancies of the
masses, its masters. The fundamental principle of capitalism is mass
production to supply the masses. It is the patronage of the masses
that make enterprises grow big. The common man is supreme in the
market economy. He is the customer who "is always right."

In the political sphere, representative government is the corollary
of the supremacy of the consumers in the market. Office-holders
depend on the voters as entrepreneurs and investors depend on the
consumers. The same historical process that substituted the capital-
istic mode of production for precapitalistic methods substituted pop-
ular government—democracy—for royal absolutism and other forms
of government by the few. And wherever the market economy is
superseded by socialism, autocracy makes a comeback. It does not
matter whether the socialist or communist despotism is camouflaged
by the use of aliases like "dictatorship of the proletariat" or "people's
democracy" or "Fiihrer principle." It always amounts to a subjection
of the many to the few.

It is hardly possible to misconstrue more thoroughly the state of
affairs prevailing in capitalistic society than by calling the capitalists
and entrepreneurs a "ruling" class intent upon "exploiting" the
masses of decent men. We will not raise the question of how the men
who under capitalism are in business would have tried to take
advantage of their superior talents in any other thinkable organiza-
tion of production. Under capitalism they are vying with one another
in serving the masses of less gifted men. All their thoughts aim at
perfecting the methods of supplying the consumers. Every year, every
month, every week something unheard of before appears on the
market and is soon made accessible to the many.

What has multiplied the "productivity of labor" is not some degree
of effort on the part of manual workers, but the accumulation of
capital by the savers and its reasonable employment by the entrepre-
neurs. Technological inventions would have remained useless trivia
if the capital required for their utilization had not been previously
accumulated by thrift. Man could not survive as a human being
without manual labor. However, what elevates him above the beasts
is not manual labor and the performance of routine jobs, but specu-
lation, foresight that provides for the needs of the—always uncer-
tain—future. The characteristic mark of production is that it is
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behavior directed by the mind. This fact cannot be conjured away by
a semantics for which the word "labor" signifies only manual labor.

II
To acquiesce in a philosophy stressing the inborn inequality of

men runs counter to many people's feelings. More or less reluctantly,
people admit that they do not equal the celebrities of art, literature,
and science, at least in their specialties, and that they are no match
for athletic champions. But they are not prepared to concede their
own inferiority in other human matters and concerns. As they see it,
those who outstripped them in the market, the successful entrepre-
neurs and businessmen, owe their ascendancy exclusively to villainy.
They themselves are, thank God, too honest and conscientious to
resort to those dishonest methods of conduct that, as they say, alone
make a man prosper in a capitalistic environment.

Yet, there is a daily growing branch of literature that blatantly
depicts the common man as an inferior type: the books on the behav-
ior of consumers and the alleged evils of advertising.3 Of course,
neither the authors nor the public that acclaims their writings openly
state or believe that that is the real meaning of the facts they report.

As these books tell us, the typical American is constitutionally
unfit for the performance of the simplest tasks of a householder's
daily life. He or she does not buy what is needed for the appropriate
conduct of the family's affairs. In their inwrought stupidity they are
easily induced by the tricks and wiles of business to buy useless or
quite worthless things. For the main concern of business is to profit
not by providing the customers with the goods they need, but by
unloading on them merchandise they would never take if they could
resist the psychological artifices of "Madison Avenue." The innate
incurable weakness of the average man's will and intellect makes the
shoppers behave like "babes."4 They are easy prey to the knavery of
the hucksters.

Neither the authors nor the readers of these passionate diatribes
are aware that their doctrine implies that the majority of the nation
are morons, unfit to take care of their own affairs and badly in need
of a paternal guardian. They are preoccupied to such an extent with
their envy and hatred of successful businessmen that they fail to see

[For example, John K. Galbraith, The Affluent Society (Boston: Houghten Mifflin,
1958)—Ed.]

Vance Packard, "Babes in Consumerland," The Hidden Persuaders (New York:
Cardinal Editions, 1957) pp. 90-97.
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how their description of consumers' behavior contradicts all that the
"classical" socialist literature used to say about the eminence of the
proletarians. These older socialists ascribed to the "people," to the
"working and toiling masses," to the "manual workers" all the perfec-
tions of intellect and character. In their eyes, the people were not
"babes" but the originators of what is great and good in the world,
and the builders of a better future for mankind.

It is certainly true that the average common man is in many
regards inferior to the average businessman. But this inferiority
manifests itself first of all in his limited ability to think, to work,
and thereby to contribute more to the joint productive effort of
mankind. Most people who satisfactorily operate in routine jobs
would be found wanting in any performance requiring a modicum
of initiative and reflection. But they are not too dull to manage
their family affairs properly. The husbands who are sent by their
wives to the supermarket "for a loaf of bread and depart with their
arms loaded with their favorite snack items"5 are certainly not
typical. Neither is the housewife who buys regardless of content,
because she "likes the package."6

It is generally admitted that the average man displays poor taste.
Consequently business, entirely dependent on the patronage of the
masses of such men, is forced to bring to the market inferior literature
and art. (One of the great problems of capitalistic civilization is how
to make high quality achievements possible in a social environ-
ment in which the "regular fellow" is supreme.) It is furthermore
well known that many people indulge in habits that result in
undesired effects. As the instigators of the great anti-capitalistic
campaign see it, the bad taste and the unsafe consumption habits
of people and the other evils of our age are simply generated by the
public relations or sales activities of the various branches of "cap-
ital"—wars are made by the munitions industries, the "merchants
of death"; dipsomania by alcohol capital, the fabulous "whiskey
trust," and the breweries.

This philosophy is not only based on the doctrine depicting the
common people as guileless suckers who can easily be taken in by the
ruses of a race of crafty hucksters. It implies in addition the nonsen-
sical theorem that the sale of articles which the consumer really
needs and would buy if not hypnotized by the wiles of the sellers is
unprofitable for business and that on the other hand only the sale of
articles which are of little or no use for the buyer or are even

5Ibid., p. 95.
6Ibid., p. 93.
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downright detrimental to him yields large profits. For if one were not
to assume this, there would be no reason to conclude that in the
competition of the market the sellers of bad articles outstrip those of
better articles. The same sophisticated tricks by means of which slick
traders are said to convince the buying public can also be used by
those offering good and valuable merchandise on the market. But
then good and poor articles compete under equal conditions and there
is no reason to make a pessimistic judgment on the chances of the
better merchandise. While both articles—the good and the bad—
would be equally aided by the alleged trickery of the sellers, only the
better one enjoys the advantage of being better.

We need not consider all the problems raised by the ample litera-
ture on the alleged stupidity of the consumers and their need for
protection by a paternal government. What is important here is the
fact that, notwithstanding the popular dogma of the equality of all
men, the thesis that the common man is unfit to handle the ordinary
affairs of his daily life is supported by a great part of popular "leftist"
literature.

HI
The doctrine of the inborn physiological and mental equality of

men logically explains differences between human beings as caused
by postnatal influences. It emphasizes especially the role played by
education. In the capitalistic society, it is said, higher education is a
privilege accessible only to the children of the "bourgeoisie." What is
needed is to grant every child access to every school and thus educate
everyone.

Guided by this principle, the United States embarked upon the
noble experiment of making every boy and girl an educated person.
All young men and women were to spend the years from six to
eighteen in school, and as many as possible of them were to enter
college. Then the intellectual and social division between an educated
minority and a majority of people whose education was insufficient
was to disappear. Education would no longer be a privilege; it would
be the heritage of every citizen.

Statistics show that this program has been put into practice. The
number of high schools, of teachers and students multiplied. If the
present trend goes on for a few years more, the goal of the reform will
be fully attained; every American will graduate from high school.

But the success of this plan is merely apparent. It was made
possible only by a policy that, while retaining the name "high school,"
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has entirely destroyed its scholarly and scientific value. The old high
school conferred its diplomas only on students who had at least
acquired a definite minimum knowledge in some disciplines consid-
ered as basic. It eliminated in the lower grades those who lacked the
abilities and the disposition to comply with these requirements. But
in the new regime of the high school the opportunity to choose the
subjects he wished to study was badly misused by stupid or lazy
pupils. Not only are fundamental subjects such as elementary arith-
metic, geometry, physics, history, and foreign languages avoided by
the majority of high school students, but every year boys and girls
receive high school diplomas who are deficient in reading and spelling
English. It is a very characteristic fact that some universities found
it necessary to provide special courses to improve the reading skill of
their students. The often passionate debates concerning the high
school curriculum that have now been going on for several years prove
clearly that only a limited number of teenagers are intellectually and
morally fit to profit from school attendance. For the rest of the high
school population the years spent in class rooms are simply wasted.
If one lowers the scholastic standard of high schools and colleges in
order to make it possible for the majority of less gifted and less
industrious youths to get diplomas, one merely hurts the minority of
those who have the capacity to make use of the teaching.

The experience of the last decades in American education bears
out the fact that there are inborn differences in man's intellectual
capacities that cannot be eradicated by any effort of education.

IV
The desperate, but hopeless attempts to salvage, in spite of indis-

putable proofs to the contrary, the thesis of the inborn equality of all
men are motivated by a faulty and untenable doctrine concerning
popular government and majority rule.

This doctrine tries to justify popular government by referring to
the supposed natural equality of all men. Since all men are equal,
every individual participates in the genius that enlightened and
stimulated the greatest heroes of mankind's intellectual, artistic, and
political history. Only adverse postnatal influences prevented the
proletarians from equaling the brilliance and the exploits of the
greatest men. Therefore, as Trotsky told us,7 once this abominable
system of capitalism will have given way to socialism, "the average

7Leon Trotsky, Literature and Revolution, R. Strunsky, trans. (London: George Allen
and Unwin, 1925), p. 256.
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human being will rise to the heights of an Aristotle, a Goethe, or a
Marx." The voice of the people is the voice of God, it is always right.
If dissent arises among men, one must, of course, assume that some
of them are mistaken. It is difficult to avoid the inference that it is
more likely that the minority errs than the majority. The majority is
right, because it is the majority and as such is borne by the "wave of
the future."

The supporters of this doctrine must consider any doubt of the
intellectual and moral eminence of the masses as an attempt to
substitute despotism for representative government.

However, the arguments advanced in favor of representative gov-
ernment by the liberals of the nineteenth century—the much-ma-
ligned Manchestermen and champions of laissez faire—have nothing
in common with the doctrines of the natural inborn equality of men
and the superhuman inspiration of majorities. They are based upon
the fact, most lucidly exposed by David Hume, that those at the helm
are always a small minority as against the vast majority of those
subject to their orders. In this sense every system of government is
minority rule and as such can last only as long as it is supported by
the belief of those ruled that it is better for themselves to be loyal to
the men in office than to try to supplant them by others ready to
apply different methods of administration. If this opinion van-
ishes, the many will rise in rebellion and replace by force the
unpopular office-holders and their systems by other men and an-
other system. But the complicated industrial apparatus of modern
society could not be preserved under a state of affairs in which the
majority's only means of enforcing its will is revolution. The objec-
tive of representative government is to avoid the reappearance of
such a violent disturbance of the peace and its detrimental effects
upon morale, culture, and material well-being. Government by the
people, i.e., by elected representatives, makes peaceful change
possible. It warrants the agreement of public opinion and the
principles according to which the affairs of state are conducted.
Majority rule is for those who believe in liberty not as a metaphys-
ical principle, derived from an untenable distortion of biological
facts, but as a means of securing the uninterrupted peaceful devel-
opment of mankind's civilizing effort.

V

The doctrine of the inborn biological equality of all men begot in
the nineteenth century a quasi-religious mysticism of the "people"
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that finally converted it into the dogma of the "common man's"
superiority. All men are born equal. But the members of the upper
classes have unfortunately been corrupted by the temptation of power
and by indulgence in the luxuries they secured for themselves. The
evils plaguing mankind are caused by the misdeeds of this foul
minority. Once these mischief makers are dispossessed, the inbred
nobility of the common man will control human affairs. It will be a
delight to live in a world in which the infinite goodness and the
cogenital genius of the people will be supreme. Never-dreamt-of
happiness for everyone is in store for mankind.

For the Russian Social Revolutionaries this mystique was a sub-
stitute for the devotional practices of Russian Orthodoxy. The Marx-
ians felt uneasy about the enthusiastic vagaries of their most dan-
gerous rivals. But Marx's own description of the blissful conditions
of the "higher phase of Communist Society"8 was even more san-
guine. After the extermination of the Social-Revolutionaries the
Bolsheviks themselves adopted the cult of the common man as the
main ideological disguise of their unlimited despotism of a small
clique of party bosses.

The characteristic difference between socialism (communism,
planning, state capitalism, or whatever other synonym one may
prefer) and the market economy (capitalism, private enterprise sys-
tem, economic freedom) is this: in the market economy the individuals
qua consumers are supreme and determine by their buying or not-
buying what should be produced, while in the socialist economy these
matters are fixed by the government. Under capitalism the customer
is the man for whose patronage the suppliers are striving and to
whom after the sale they say "thank you" and "please come again."
Under socialism the "comrade" gets what "big brother" deigns to give
him and he is to be thankful for whatever he got. In the capitalistic
West the average standard of living is incomparably higher than in
the communistic East. But it is a fact that a daily increasing number
of people in the capitalistic countries—among them also most of the
so-called intellectuals—long for the alleged blessings of government
control.

It is vain to explain to these men what the condition of the common
man both in his capacity as a producer and in that of a consumer is
under a socialist system. An intellectual inferiority of the masses
would manifest itself most evidently in their aiming at the abolition
of the system in which they themselves are supreme and are served

8Marx, Critique of the Social Democratic Program of Gotha.
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by the elite of the most talented men and in their yearning for the
return to a system in which the elite would tread them down.

Let us not fool ourselves. It is not the progress of socialism among
the backward nations, those that never surpassed the stage of prim-
itive barbarism and those whose civilizations were arrested many
centuries ago, that shows the triumphant advance of the totalitarian
creed. It is in our Western circuit that socialism makes the greatest
strides. Every project to narrow down what is called the "private
sector" of the economic organization is considered as highly benefi-
cial, as progress, and is, if at all, only timidly and bashfully opposed
for a short time. We are marching "forward" to the realization of
socialism.

VI

The classical liberals of the eighteenth and nineteenth centuries
based their optimistic appreciation of mankind's future upon the
assumption that the minority of eminent and honest men would
always be able to guide by persuasion the majority of inferior people
along the way leading to peace and prosperity. They were confident
that the elite would always be in a position to prevent the masses
from following the pied pipers and demagogues and adopting policies
that must end in disaster. We may leave it undecided whether the
error of these optimists consisted in overrating the elite or the masses
or both. At any rate it is a fact that the immense majority of our
contemporaries is fanatically committed to policies that ultimately
aim at abolishing the social order in which the most ingenious citizens
are impelled to serve the masses in the best possible way. The
masses—including those called the intellectuals—passionately advo-
cate a system in which they no longer will be the customers who give
the orders but wards of an omnipotent authority. It does not matter
that this economic system is sold to the common man under the label
"to each according to his needs" and its political and constitutional
corollary, unlimited autocracy of self-appointed office-holders, under
the label "people's democracy."

In the past, the fanatical propaganda of the socialists and their
abettors, the interventionists of all shades of opinion, was still op-
posed by a few economists, statesmen, and businessmen. But even
this often lame and inept defense of the market economy has almost
petered out. The strongholds of American snobbism and "patrician-
ship," fashionable, lavishly endowed universities and rich founda-
tions, are today nurseries of "social" radicalism. Millionaires, not
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"proletarians," were the most efficient instigators of the New Deal
and the "progressive" policies it engendered. It is well known that the
Russian dictator was welcomed on his first visit to the United States
with more cordiality by bankers and presidents of big corporations
than by other Americans.

The tenor of the arguments of such "progressive" businessmen
runs this way: "I owe the eminent position I occupy in my branch of
business to my own efficiency and application. My innate talents, my
ardor in acquiring the knowledge needed for the conduct of a big
enterprise, my diligence raised me to the top. These personal
merits would have secured a leading position for me under any
economic system. As the head of an important branch of production
I would also have enjoyed an enviable position in a socialist com-
monwealth. But my daily job under socialism would be much less
exhausting and irritating. I would no longer have to live under the
fear that a competitor can supersede me by offering something
better or cheaper on the market. I would no longer be forced to
comply with the whimsical and unreasonable wishes of the con-
sumers. I would give them what I—the expert—think they ought
to get. I would exchange the hectic and nerve-wracking job of a
business man for the dignified and smooth functioning of a public
servant. The style of my life and work would resemble much more
the seigniorial deportment of a grandee of the past than that of an
ulcer-plagued executive of a modern corporation. Let philosophers
bother about the true or alleged defects of socialism. I, from my
personal point of view, cannot see any reason why I should oppose
it. Administrators of nationalized enterprises in all parts of the
world and visiting Russian officials fully agree with my point of
view."

There is of course, no more sense in the self deception of these
capitalists and entrepreneurs than in the daydreams of the socialists
and communists of all varieties.

VII

As ideological trends are today, one has to expect that in a few
decades, perhaps even before the ominous year 1984, every country
will have adopted the socialist system. The common man will be freed
from the tedious job of directing the course of his own life. He will be
told by the authorities what to do and what not to do, he will be fed,
housed, clothed, educated, and entertained by them. But, first of all,
they will release him from the necessity of using his own brains.
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Everybody will receive "according to his needs." But what the needs
of an individual are, will be determined by the authority. As was the
case in earlier periods, the superior men will no longer serve the
masses, but dominate and rule them.

Yet, this outcome is not inevitable. It is the goal to which the
prevailing trends in our contemporary world are leading. But trends
can change and hitherto they always have changed. The trend toward
socialism too may be replaced by a different one. To accomplish such
a change is the task of the rising generation.



15

The Clash of Group Interests

T 1

o apply the term "group tensions" to denote contemporary
antagonisms is certainly a euphemism. What we have to face

are conflicts considered as irreconcilable and resulting in almost
continual wars, civil wars, and revolutions. As far as there is peace,
the reason is not, to be sure, love of peace based on philosophical
principles, but the fact that the groups concerned have not yet
finished their preparations for the fight and, for considerations of
expediency, are waiting for a more propitious moment to strike the
first blow.

In fighting one another, people are not in disagreement with the
consensus of contemporary social doctrines. It is an almost generally
accepted dogma that there exist irreconcilable conflicts of group
interests. Opinions differ by and large only with regard to the ques-
tion, which groups have to be considered as genuine groups and,
consequently, which conflicts are the genuine ones. The nationalists
call the nations (which means in Europe the linguistic groups), the
racists call the races, and the Marxians call the "social classes," the
genuine groups. But there is unanimity with regard to the doctrine
that a genuine group cannot prosper except to the detriment of other
genuine groups. The natural state of intergroup relations, according
to this view, is conflict.

This social philosophy has made itself safe against any criticism by
proclaiming the principle of polylogism. Marx, Dietzgen, and the radicals

[Reprinted from Approaches to National Unity, Lyman Bryson, ed. (New York:
Harper and Row, 1945)—Ed.]
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among the representatives of the "sociology of knowledge" teach that the
logical structure of mind is different with different social classes. If a man
deviates from the teachings of Marxism, the reason is either that he is a
member of a nonproletarian class and therefore constitutionally incapable
of grasping the proletarian philosophy; or, if he is a proletarian, he is
simply a traitor. Objections raised to Marxism are of no avail because their
authors are "sycophants of the bourgeoisie." In a similar way the German
racists declare that the logic of the various races is essentially different.
The principles of "non-Aryan" logic and the scientific theories developed
by its application are invalid for the "Aryans."

Now, if this is correct, the case for peaceful human cooperation is
hopeless. If the members of the various groups are not even in a
position to agree with regard to mathematical and physical theorems
and biological problems, they will certainly never find a pattern for
a smoothly functioning social organization.

It is true that most of our contemporaries, in their avowal of
polylogism do not go so far as the consistent Marxians, racists, etc.
But a vicious doctrine is not rendered less objectionable by timidity
and moderation in its expression. It is a fact that contemporary
social and political science makes ample use of polylogism, although
its champions refrain from expounding clearly and openly the phil-
osophical foundations of polylogism's teachings. Thus, for instance,
the Ricardian theory of foreign trade is simply disposed of by point-
ing out that it was the "ideological superstructure" of the class
interests of the nineteenth-century British bourgeoisie. Whoever
opposes the fashionable doctrines of government interference with
business or of labor-unionism is—in Marxian terminology—branded
as a defender of the unfair class interests of the "exploiters."

The very way in which social scientists, historians, editors, and
politicians apply the terms "capital" and "labor" or deal with the
problems of economic nationalism is the proof that they have entirely
adopted the doctrine of the irreconcilable conflict of group interests.
If it is true that such irreconcilable conflicts exist, neither interna-
tional war nor civil war can be avoided.

Our wars and civil wars are not contrary to the social doctrines
generally accepted today. They are precisely the logical outcome of
these doctrines.

II

The first question we must answer is: What integrates those
groups whose conflicts we are discussing?
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Under a caste system the answer is obvious. Society is divided into
rigid castes. Caste membership assigns to each individual certain
privileges (privilegia favorabilia) or certain disqualifications
{privilegia odiosa). As a rule a man inherits his caste quality from his
parents, remains in his caste for life, and bestows his status on his
children. His personal fate is inseparably linked with that of his
caste. He cannot expect an improvement of his conditions except
through an improvement in the conditions of his caste or estate. Thus
there prevails a solidarity of interests among all caste members and
a conflict of interests among the various castes. Each privileged caste
aims at the attainment of new privileges and at the preservation of
the old ones. Each underprivileged caste aims at the abolition of its
disqualifications. Within a caste society there is an irreconcilable
antagonism between the interests of the various castes.

Capitalism has substituted equality under the law for the caste
system of older days. In a free-market society, says the liberal1

economist, there are neither privileged nor underprivileged. There
are no castes and therefore no caste conflicts. There prevails full
harmony of the rightly understood (we say today, of the long-run)
interests of all individuals and of all groups. The liberal economist
does not contest the fact that a privilege granted to a definite group
of people can further the short-term interests of this group at the
expense of the rest of the nation. An import duty on wheat raises the
price of wheat on the domestic market and thus increases the
income of domestic farmers. (As this is not an essay on economic
problems we do not need to point out the special-market situation
required for this effect of the tariff.) But it is unlikely that the
consumers, the great majority, will lastingly acquiesce in a state
of affairs which harms them for the sole benefit of the wheat
growers. They will either abolish the tariff or try to secure similar
protection for themselves. If all groups enjoy privileges, only those
are really benefited who are privileged to a far greater degree than
the rest. With equal privilege for each group, what a man profits
in his capacity as producer and seller is, on the other hand,
absorbed by the higher prices he must pay in his capacity as
consumer and buyer. But beyond this, all are losers because the
tariff diverts production from the places offering the most favor-
able conditions for production to places offering less favorable
conditions and thus reduces the total amount of the national
income. The short-run interests of a group may be served by a

^Mises uses the term "liberal" in its nineteenth-century European sense, meaning
laissez faire—Ed.]
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privilege at the expense of other people. The rightly understood, i.e.,
the long-run interests are certainly better served in the absence of
any privilege.

The fact that people occupy the same position within the frame of
a free-market society does not result in a solidarity of their short-run
interests. On the contrary, precisely this sameness of their place in
the system of the division of labor and social cooperation makes them
competitors and rivals. The short-run conflict between competitors
can be superseded by the solidarity of the rightly understood interests
of all members of a capitalist society. But—in the absence of group
privileges—it can never result in group solidarity and in an
antagonism between the interests of the group and those of the
rest of society. Under free trade the manufacturers of shoes are
simply competitors. They can be welded together into a group
with solidarity of interests only when privilege supervenes, e.g.,
a tariff on shoes (privilegium favorabile) or a law discriminating
against them for the benefit of some other people {privilegium
odiosum).

It was against this doctrine that Karl Marx expounded his
doctrine of the irreconcilable conflict of class interests. There are
no castes under capitalism and bourgeois democracy. But there are
social classes, the exploiters and the exploited. The proletarians
have one common interest, the abolition of the wages system and
the establishment of the classless society of socialism. The bour-
geois, on the other hand, are united in their endeavors to preserve
capitalism.

Marx's doctrine of class war is entirely founded on his analysis of
the operation of the capitalist system and his appraisal of the socialist
mode of production. His economic analysis of capitalism has long
since been exploded as utterly fallacious. The only reason which Marx
advanced in order to demonstrate that socialism is a better system
than capitalism was his pretension to have discovered the law of
historical evolution; namely, that socialism is bound to come with "the
inexorability of a law of nature." As he was fully convinced that the
course of history is a continuous progress from lower and less desir-
able modes of social production toward higher and more desirable
modes and that therefore each later stage of social organization must
necessarily be a better stage than the preceding stages were, he could
not have any doubts about the blessings of socialism. Having quite
arbitrarily taken for granted that the "wave of the future" is driving
mankind toward socialism, he believed that he had done everything
that was needed to prove the superiority of socialism. Marx not only
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refrained from any analysis of a socialist economy, he outlawed such
studies as utterly "utopian" and "unscientific."

Every page of the history of the past hundred years belies the
Marxian dogma that the proletarians are necessarily internationally
minded and know that there is an unshakable solidarity of the
interests of the wage-earners all over the world. Delegates of the
"labor" parties of various countries have consorted with one another
in the various International Working Men's Associations. But while
they indulged in the idle talk about international comradeship and
brotherhood, the pressure groups of labor of various countries were
busy in fighting one another. The workers of the comparatively
underpopulated countries protect, by the means of immigration bar-
riers, their higher standard of wages against the tendency toward an
equalization of wage rates, inherent in a system of free mobility of
labor from country to country. They try to safeguard the short-run
success of "pro-labor" policies by barring commodities produced
abroad from access to the domestic market of their own countries.
Thus they create those tensions which must result in war whenever
those injured by such policies expect that they can brush away by
violence the measures of foreign governments that are prejudicial to
their own well-being.

Our age is full of serious conflicts of economic group interests. But
these conflicts are not inherent in the operation of an unhampered
capitalist economy. They are the necessary outcome of government
policies interfering with the operation of the market. They are not
conflicts of Marxian classes. They are brought about by the fact that
mankind has gone back to group privileges and thereby to a new caste
system.

In a capitalist society the proprietary class is formed of people
who have well succeeded in serving the needs of the consumers and
of the heirs of such people. However, past merit and success give
them only a temporary and continually contested advantage over
other people. They are not only continually competing with one
another, they have daily to defend their eminent position against
newcomers aiming at their elimination. The operation of the mar-
ket steadily removes incapable capitalists and entrepreneurs and
replaces them by parvenus. It again and again makes poor men
rich and rich men poor. The characteristic features of the propri-
etary class are that the composition of its membership is continu-
ally changing, that entrance into it is open to everybody, that
continuance in membership requires an uninterrupted sequence
of successful business operations, and that the membership is
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divided against itself by competition. The successful businessman
is not interested in a policy of sheltering the unable capitalists and
entrepreneurs against the vicissitudes of the market. Only the
incompetent capitalists and entrepreneurs (mostly later generations)
have a selfish interest in such "stabilizing" measures. However, within
a world of pure capitalism, committed to the principles of a consumers'
policy, they have no chance to secure such privileges.

But ours is an age of producers' policy. Present day "unorthodox"
doctrines consider it as the foremost task of a good government to
place obstacles in the way of the successful innovator for the sole
benefit of less efficient competitors and at the expense of the consum-
ers. In the predominantly industrial countries the main feature of
this policy is the protection of domestic farming against the competi-
tion of foreign agriculture working under more favorable physical
conditions. In the predominantly agricultural countries it is, on the
contrary, the protection of domestic manufacturing against the com-
petition of foreign industries producing at lower costs. It is a return
to the restrictive economic policies abandoned by the liberal countries
in the course of the eighteenth and nineteenth centuries. If people
had not discarded these policies then, the marvelous economic prog-
ress of the capitalist era would never have been achieved. If the
European countries had not opened their frontiers to the importation
of American products—cotton, tobacco, wheat, etc.—and if the older
generations of Americans had rigidly barred the importation of Eu-
ropean manufactures, the United States would never have reached
its present stage of economic prosperity.

It is this so-called producers' policy that integrates groups of
people, who otherwise would consider each other simply as competi-
tors, into pressure groups with common interests. When the railroads
came into being, the coach drivers could not consider joint action
against this new competition. The climate of opinion would have
rendered such a struggle futile. But today the butter producers are
successfully struggling against margarine and the musicians against
recorded music. Present-day international conflicts are of the same
origin. The American farmers are intent upon barring access to
Argentinian cereals, cattle, and meat. European countries are acting
in the same way against the products of the Americas and of Aus-
tralia.

The root causes of present-day group antagonisms must be seen
in the fact that we are on the point of going back to a system of rigid
castes. Australia and New Zealand are democratic countries. If we
overlook the fact that their domestic policies are breeding domestic
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pressure groups fighting one another, we could say that they have built
up homogeneous societies with equality under the law. But under their
immigration laws, barring access not only to colored but no less to white
immigrants, they have integrated their whole citizenry into a privileged
caste. Their citizens are in a position to work under conditions safe-
guarding a higher productivity of the individual's work and thereby
higher wages. The nonadmitted foreign workers and farmers are ex-
cluded from the enjoyment of such opportunities. If an American labor
union bars colored Americans from access to its industry, it converts the
racial difference into a caste quality.

We do not have to discuss the problem whether or not it is true
that the preservation and the further development of occidental
civilization require the maintenance of the geographical segregation
of various racial groups. The task of this paper is to deal with the
economic aspects of group conflicts. If it is true that racial consider-
ations make it inexpedient to provide an outlet for the colored inhab-
itants of comparatively overpopulated areas, this would not contra-
dict the statement that in an unhampered capitalist society there are
no irreconcilable conflicts of group interests. It would only demon-
strate that racial factors make it inexpedient to carry the principle
of capitalism and market economy to its utmost consequences and
that the conflict among various races is, for reasons commonly called
noneconomic, irreconcilable. It would certainly not disprove the state-
ment of the liberals that within a society of free enterprise and free
mobility of men, commodities, and capital, there are no irreconcilable
conflicts of the rightly understood interests of various individuals and
groups of individuals.

I l l

The belief that there prevails an irreconcilable conflict of group
interests is age-old. It was the essential proposition of Mercantilist
doctrine. The Mercantilists were consistent enough to deduce from
this principle that war is an inherent and eternal pattern of human
relations. Mercantilism was a philosophy of war.

I want to quote two late manifestations of this doctrine. First a
dictum of Voltaire. In the days of Voltaire, the spell of Mercantilism
had already been broken. French Physiocracy and British Political
Economy were on the point of supplanting it. But Voltaire was not yet
familiar with the new doctrines, although one of his friends, David
Hume, was their foremost champion. Thus he wrote in 1764 in his
Dictionnaire Philosophique: "etre bon patriote, c'est souhaiter que sa
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ville s'enrichisse par le commerce et soit puissante par les armes. II
est clair qu'un pays ne peut gagner sans qu'un autre perde, et qu'il
ne peut vaincre sans faire des malheureux."2 Here we have in beau-
tiful French the formula of modern warfare, both economic and
military. More than eighty years later we find another dictum. Its
French is less perfect, but its phrasing is more brutal. Says Prince
Louis Napoleon Bonaparte, the later Emperor Napoleon III: "La
quantite' des marchandises qu'un pays exporte est toujours en raison
directe du nombre des boulets qu'il peut envoyer a ses ennemis,
quand son honneur et sa dignite le commandent."3

Against the background of such opinion we must hold the achieve-
ments of the classical economists and of the liberal policies inspired
by them. For the first time in human history a social philosophy
emerged that demonstrated the harmonious concord of the rightly
understood interests of all men and of all groups of men. For the first
time a philosophy of peaceful human cooperation came into being. It
represented a radical overthrow of traditional moral standards. It
was the establishment of a new ethical code.

All older schools of morality were heteronomous. They viewed the
moral law as a restraint imposed upon man by the unfathomable
decrees of Heaven or by the mysterious voice of conscience. Although
a mighty group has the power to improve its own earthly well-being
by inflicting damage upon weaker groups, it should abide by the moral
law and forego furthering its own selfish interests at the expense of
the weak. The observance of the moral law amounts to sacrificing some
advantage which the group or the individual could possibly secure.

In the light of the economic doctrine things are entirely different.
There are, within an unhampered market society, no conflicts among the
rightly understood selfish interests of various individuals and groups. In
the short run an individual or a group may profit from violating the
interests of other groups or individuals. But in the long run, in indulging
in such actions, they damage their own selfish interests no less than those
of the people they have injured. The sacrifice that a man or a group makes
in renouncing some short-run gains, lest they endanger the peaceful
operation of the apparatus of social cooperation, is merely temporary. It

2This quote from Voltaire is translated as: to be a good patriot is to hope that one's
town enriches itself through commerce and is powerful, in arms. It is clear that a
country cannot gain unless another losses and it cannot prevail without making others
miserable.

Louis Napoloen Bonaparte, Extinction du Pauperisme (Paris: La Guilotiere, 1848),
p. 6, and is translated as: The quantity of goods which a country exports is always
directly related to the number of bullets which it can send against its enemies with
honor and dignity demanded.
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amounts to an abandonment of a small immediate profit for the sake
of incomparably greater advantages in the long run.

Such is the core of the moral teachings of nineteenth-century
utilitarianism. Observe the moral law for your own sake, neither out
of fear of hell nor for the sake of other groups, but for your own benefit.
Renounce economic nationalism and conquest, not for the sake of
foreigners and aliens, but for the benefit of your own nation and state.

It was the partial victory of this philosophy that resulted in the
marvelous economic and political achievements of modern capitalism. It
is its merit that today there are living many more people on the earth's
surface than at the eve of the Industrial Revolution, and that in the
countries most advanced on the way to capitalism the masses enjoy a
more comfortable life than the well-to-do of earlier ages.

The scientific basis of this utilitarian ethics was the teachings of
economics. Utilitarian ethics stands and falls with economics.

It would, of course, be a faulty mode of reasoning to assume
beforehand that such a science of economics is possible and necessary
because we approve of its application to the problem of peace preser-
vation. The very existence of a regularity of economic phenomena and
the possibility of a scientific and systematic study of economic laws
must not be postulated a priori. The first task of any preoccupation
with the problems commonly called economic is to raise the episte-
mological question whether or not there is such a thing as economics.

What we must realize is this: if this scrutiny of the epistemological
foundations of economics were to confirm the statements of the
German Historical School and of the American Institutionalists that
there is no such thing as an economic theory and that the principles
upon which the economists have built their system are illusory, then
violent conflicts among various races, nations, and classes are inevi-
table. Then the militarist doctrine of perpetual war and bloodshed
must be substituted for the doctrine of peaceful social cooperation.
The advocates of peace are fools. Their program stems from ignorance
of the basic problems of human relations.

There is no social doctrine other than that of the "orthodox" and
"reactionary" economists that allow the conclusion that peace is
desirable and possible. Of course, the Nazis promise us peace for the
time after their final victory, when all other nations and races will
have learned that their place in society is to serve as slaves of the
Master Race. The Marxians promise us peace for the time after the
final victory of the proletarians, precisely, in the words of Marx, after
the working class will have passed "through long struggles, through
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a whole series of historical processes, wholly transforming both
circumstances and men."4

This is meager consolation indeed. At any rate, such statements
do not invalidate the proposition that nationalists and Marxians
consider their violent conflict of group interests as a necessary phe-
nomenon of our time and that they attach a moral value either to
international war or to class war.

IV

The most remarkable fact in the history of our age is the revolt
against rationalism, economics, and utilitarian social philosophy; it
is at the same time a revolt against freedom, democracy, and repre-
sentative government. It is usual to distinguish within this move-
ment a left-wing and a right-wing. The distinction is spurious. The
proof is that it is impossible to classify in either of these groups the
great leaders of the movement. Was Hegel a man of the Left or of the
Right? Both the left wing and the right wing Hegelians were undoubt-
edly correct in referring to Hegel as their master. Was Georges Sorel
a Leftist or a Rightist? Both Lenin and Mussolini were his intellectual
disciples. Bismarck is commonly regarded as a reactionary. But his
social-security scheme is the acme of present-day progressivism. If
Ferdinand Lassalle had not been the son of Jewish parents, the Nazis
would call him the first German labor leader and the founder of the
German Socialist Party, one of their greatest men. From the point of
view of true liberalism, all the supporters of the conflict doctrine form
one homogenous party.

The main weapon applied by both the right- and the left-wing
anti-liberals is calling their adversaries names. Rationalism is called
superficial and unhistoric. Utilitarianism is branded as a mean
system of stockjobber ethics. In the non-Anglo-Saxon countries it is,
besides, qualified as a product of British "peddler mentality" and of
American "dollar philosophy." Economics is scorned as "orthodox,"
"reactionary," "economic royalism" and "Wall Street ideology."

It is a sad fact that most of our contemporaries are not familiar
with economics. All the great issues of present-day political contro-
versies are economic. Even if we were to leave out of account the
fundamental problem of capitalism and socialism, we must realize
that the topics daily discussed on the political scene can be under-
stood only by means of economic reasoning. But people, even the civic

Karl Marx, Der Biirgerkrieg in Frankreich, Pfemfert, ed. (Berlin: Politische
Aktions Bibliothek, 1919), p. 54.
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leaders, politicians, and editors, shun any serious occupation with
economic studies. They are proud of their ignorance. They are afraid
that a familiarity with economics might interfere with the naive
self-confidence and complacency with which they repeat slogans
picked up by the way.

It is highly probable that not more than one out of a thousand
voters knows what economists say about the effects of minimum wage
rates, whether fixed by government decree or by labor-union pressure
and compulsion. Most people take it for granted that to enforce
minimum wage rates above the level of wage rates which would have
been established on an unhampered labor market is a policy beneficial
to all those eager to earn wages. They do not suspect that such
minimum wage rates must result in permanent unemployment of a
considerable part of the potential labor force. They do not know that
even Marx flatly denied that labor unions can raise the income of
all workers and that the consistent Marxians in earlier days there-
fore opposed any attempts to decree minimum wage rates. Neither
do they realize that Lord Keynes's plan for the attainment of full
employment, so enthusiastically endorsed by all "progressives," is
essentially based on a reduction of the height of real wage rates.
Keynes recommends a policy of credit expansion because he be-
lieves that "gradual and automatic lowering of real wages as a
result of rising prices" would not be so strongly resisted by labor
as any attempt to lower money wage rates.5 It is not too bold a
statement to affirm that with regard to this primordial problem
the "progressive" experts do not differ from those popularly dispar-
aged as "reactionary labor baiters." But then the doctrine that
there prevails an irreconcilable conflict of interests between em-
ployers and employees is deprived of any scientific foundation. A
lasting rise in wage rates for all those eager to earn wages can be
attained only by the accumulation of additional capital and by the
improvement in technical methods of production which this addi-
tional wealth makes feasible. The rightly understood interests of
employers and employees coincide.

It is no less probable that only small groups realize the fact that
the free traders object to the various measures of economic national-
ism because they consider such measures as detrimental to the
welfare of their own nation, not because they are anxious to sacrifice

5John Maynard Keynes, The General Theory of Employment Interest and Money
(London: Macmillan, 1936), p. 264. For a critical examination of this idea see H. Albert
Hahn, Deficit Spending and Private Enterprise (Postwar Readjustments Bulletin, no.
8, U.S. Chamber of Commerce, 1944), pp. 28-29.
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the interests of their fellow citizens to those of foreigners. It is beyond
doubt that hardly any German, in the critical years preceding Hitler's
rise to power, understood that those fighting aggressive nationalism
and eager to prevent a new war were not traitors, ready to sell the
vital interest of the German nation to foreign capitalism, but patriots
who wanted to spare their fellow citizens the ordeal of a senseless
slaughter.

The usual terminology classifying people as friends or foes of labor
and as nationalists or internationalists, is indicative of the fact that
this ignorance of the elementary teachings of economics is an almost
universal phenomenon. The conflict philosophy is firmly entrenched
in the minds of our contemporaries.

One of the objections raised against the liberal philosophy recom-
mending a free-market society runs this way: "Mankind can never go
back to any system of the past. Capitalism is done for because it was
the social organization of the nineteenth century, an epoch that has
passed away."

However, what these would-be progressives are supporting is
tantamount to a return to the social organization of the ages preced-
ing the Industrial Revolution. The various measures of economic
nationalism are a replica of the policies of Mercantilism. The juris-
dictional conflicts between labor unions do not essentially differ from
the struggles between medieval guilds and inns. Like the absolute
princes of seventeenth- and eighteenth-century Europe, these mod-
erns are aiming at a system under which the government undertakes
the direction of all economic activities of its citizens. It is not consis-
tent to exclude beforehand the return to the policies of Richard
Cobden and John Bright if one does not find any fault in returning to
the policies of Louis XIV and Jean-Baptiste Colbert.

It is a fact that the living philosophy of our age is a philosophy of
irreconcilable conflict and dissociation. People value their party,
class, linguistic group, or nation as supreme, believe that their own
group cannot thrive but at the expense of other groups, and are not
prepared to tolerate any measures which in their opinion would have
to be considered as an abandonment of vital group interests. Thus a
peaceful arrangement with other groups is out of the question. Take
for instance the implacable intransigence of Leninism or of the
French nationalisme integral or of the Nazis. It is the same with
regard to domestic affairs. No pressure group is ready to renounce
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the least of its pretensions for considerations of national unity.
It is true that powerful forces are fortunately still counteracting

these tendencies toward disintegration and conflict. In this country
the traditional prestige of the Constitution is such a factor. It has
nipped in the bud the endeavors of various local pressure groups to
break up the economic unity of the nation by the establishment of
interstate trade barriers. But in the long run even these noble
traditions may prove insufficient if not backed by a social philosophy,
positively proclaiming the primacy of the interests of the great society
and their harmony with the rightly understood interests of each
individual.
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A Hundred Years of
Marxian Socialism

I 1

n this year 1967, in which the University of Chicago celebrates
its seventy-fifth anniversary, the present-day world's most pow-

erful political movement, Marxism, commemorates the two most
important dates of its history. A hundred years ago the literary
foundation of Marxism was laid by the publication of the first volume
of Das Kapital, the only volume published by Marx himself. And fifty
years later, in 1917, the first Marxian government was established
in the vast expanses up to that time subject to the rule of the Tsars
of Russia. It seems appropriate to choose these jubilees for an appre-
ciation of the role Marxism played and still plays in the evolution of
the modern world.

Karl Marx was in his lifetime known only to small groups of
uninfluential people. In the circles of revolutionary agitators in which
he moved he had more enemies than friends. When he died in 1883,
many newspapers did not find it necessary to report the fact.

All the economic and sociological doctrines of Marx and all his
interpretations of history have been conclusively disproved. The
great overwhelming success of Marxism, the adoption of its programs
by Russia and the other Slavonic countries of the European East as
well as by China, constitutes in itself a spectacular refutation of the

[This article appears to have been written in 1967 and is previously unpublished—
Ed.]
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fundamental tenets of essential Marxian theories. For according to
these teachings one had to expect either that all countries will at the
same time turn communist or that the industrially most advanced
nations of Western Europe and North America will take the lead.

All this and much more has to be said to demonstrate the futility
of all the allegedly scientific achievements of Marx. But when all this
is said, there remains the fact that the ideas of this penniless writer,
whose name even was unknown to most of his contemporary states-
men and politicians, influenced in the last seventy or eighty years the
course or world affairs more than any other philosophy. Whatever one
may think about Marx, one must not belittle the role he plays in our
world. He is one of the great political leaders, perhaps the most
influential political leader the world has ever known.

The history of literature preserves the names and sometimes also
the writings of powerless dreamers who took pleasure in contriving
plans for an earthly paradise. The common characteristic of all these
schemes was that the inmates of the proposed Utopia were destined
to be unconditionally subject to the orders first of its founder and later
of his successors. What the Utopias envisioned were in fact all-em-
bracing prisons. Perhaps one can excuse some of their authors as
psychopaths.

The critical spirit that the Enlightenment generated killed the
prestige of all Utopian projects and thereby also of the communist
idea. The historical role of Karl Marx was that he taught an episte-
mology in the light of which the discredited idea could be resurrected
and made seemingly safe against any attempt at refutation. This
Marxian theory consists of three dogmas:

(1) As long as there is no socialism, mankind is divided into social
classes the vital interests of which are irremediably opposed to one
another.

(2) A man's thinking is necessarily always determined by his class
affiliation. His thoughts mirror the special interests of his class,
incurably antagonistic to the interests of the members of all other
classes.1

(3) The conflict of the class interests results in the pitiless class-strug-
gle that unavoidably leads to the victory of the most numerous and
most wronged class, the proletariat. Then the everlasting age of
socialism dawns.

lrThere is a flaw in this point of the doctrine, a special privilege granted to its
authors, the bourgeois Marx and Engels. They belong, says the Communist Manifesto,
to a group "of bourgeois ideologists who have raised themselves to the level of compre-
hending theoretically the historical movements as a whole."
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As this doctrine sees it, there cannot be any peaceful discussion
concerning any serious problems between people belonging to differ-
ent classes. They can never come to an agreement. For the result of
their thinking will always be "ideological," i.e., determined by the
special interests of their own class. The war between the classes is
permanent. It will come to an end only by the radical "liquidation" of
all "exploiting classes" and their "sycophants," the wretched peoples
who betray their class comrades.

There had been, long before Marx, doctrines teaching the total war
leading to the radical extinction or enslavement of the defeated.
There was the ominous aphorism, repeated again and again, that no
man can profit but by the loss of others. It was precisely the great
achievements of the classical liberal doctrine to have demonstrated
by an irrefutable chain of reasoning the solidarity of the rightly
understood interests of all individuals and classes of individuals,
whatever mark may have been applied to characterize class member-
ship.

But all these endeavors to provide a rational basis for peaceful
human cooperation within the frame of society appear vain in the
light of the Marxian epistemology. There is, as long as the "classless"
society has not been established by the radical liquidation of the
exploiting classes, no such thing as a doctrine the truth of which can
and must be acknowledged by all reasonable people. There are only
class ideologies, i.e., doctrines adequate to the special interests of the
thinker's class that are implacably opposed to the interests of all
other classes and their members. There cannot be any question of
dealing with the pros and cons of any ideology that originated from
a member of an exploiting class. All that has to be done to destroy it
is to reveal the class affiliation of its author.

The essence of all that Marx said is: The trend of historical
evolution leads irresistibly to the establishment of an ideal, in every
regard perfect state of affairs called socialism. Those denying the
truth of this statement are badly prejudiced and must be pitilessly
"liquidated." Their cause is doomed, as in virtue of the ineluctable
laws of cosmic becoming the future belongs to socialism.

The political success of the Marxian propaganda revived the
aspirations of other militant groups. There are deadly foes of social-
ism who claim for their race or for their linguistic group hegemony
on the surface of our planet in the same way in which Marx claims it
for the proletarian class.

In the liberal age of the nineteenth century the most consistent
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liberal group, the British Manchester School, expected that the gen-
eral adoption of free trade and laissez-faire will result in perpetual
peace. In our age there is no longer any question of such an "abolition
of war." There are on the one hand people who abhor foreign wars and
preach revolution and civil war, and there are on the other hand
people who want peace within their own nation or race and pitiless
total war against all foreigners.

The philosophy of the Enlightenment considered as its most pre-
cious achievement the principle of toleration, the liberty to uphold
one's opinions in religious and philosophical matters without being
harassed by the government. It was no less anxious to give to every-
body the right to choose the way by which he planned to integrate
himself into the system of social cooperation. The great ideal of the
age of classical liberalism was liberty, the freedom to make the plans
for one's own life. Today people are longing and fighting for the
substitution of "planning" for the market economy. Planning, as they
employ the term, means: plans made by others will prescribe to me
what I am to do and how to do it. All my life I will live like the boy in
the boarding school, like the soldier in the army, like the prisoner in
his cell. I will see, hear, read and learn what my superiors will
consider as fit for me. I will be a cog in a vast machine the operation
of which is directed by the authorities. There is only one philosophy,
one ideology, one quasi-religion that people are free to profess and to
propagate. Any deviation from the tenets of this dogmatism is a
death-deserving crime.

II
Thus Marxism is the most radical and unconditional rejection of

all the ideals of freedom and liberty. It does not acknowledge any
dissenting opinion's right to existence. In its endeavors to extirpate
all traces of any view it deems heretical, it is in no way inferior to any
persecutors, inquisitors and witch-hunters of the darkest ages. But
it parades as the only legitimate continuation of all the past struggles
for freedom.

That Marxism could, in spite of all its inherent deficiencies, attain
the powerful position it holds in the present-day world is due to the
fact that statesmen, politicians and the immense majority of our
intellectuals and businessmen are entirely ignorant of the most
blatant defects of the Marxian reasoning. Let us look at the central
thesis of Marxism, at the doctrine of the inevitability of the great
social revolution that will transform capitalism into the everlasting
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bliss of socialism.
The coming of this revolution, says Marx, it unavoidable because

the "immanent laws of capitalistic production" must make "the mass
of misery, oppression, slavery, degradation and exploitation" of the
working-class grow to such a degree that the proletarians are finally
driven into rebellion, expropriate their oppressors, and establish the
socialist system that will last forever. Thus the progressing impover-
ishment of the working masses, that is allegedly inherent in the
capitalistic mode of production, leads to the great social catastrophe
out of which the final radical revolution and thereby the age of
everlasting bliss are born.

Now let us first compare Marx's unconditional forecast with the
facts of these one hundred years that have passed. Nobody will deny
that in all capitalistic countries the average standard of living of the
earners of wages and salaries has improved to an unprecedented and
unexpected degree. These people enjoy amenities of which the richest
princes and lords of ages gone by could not even dream.

Marx and all the others who developed similar doctrines entirely
failed to realize that the characteristic feature of capitalism is that
it is mass production for the satisfaction of the needs of the masses.
In the precapitalistic ages the processing trades worked only for
supplying the well-to-do. The innovation that capitalism brought
consisted in the establishment of shops producing for the many. Thus,
e.g., the textile industries and the garment industries where not
substitutes for activities of artisans who had previously done spin-
ning, weaving and tailoring for the common man. Such a class of
businessmen selling to the "lower strata" of the population did not
exist in precapitalistic ages. The activities the textile and the gar-
ment industries displaced were those of the female members of the
family. In the early stages of capitalism factories turning out
consumers' goods worked almost exclusively for the poorer strata of
the population. And also today only a fraction of all the products of
industry is consumed by those in the upper income brackets. The
much greater part is consumed by the same people who are working
in the factories, shops and offices.

This alleged law of the inevitably progressing pauperization of the
working class, which has been spectacularly disproved by history, was
for Marx and is still for his followers one of the two fundamental laws
of economics and of historical evolution. Its companion law was, long
before Marx adopted it, to the economists known as the "iron law of
wages," a term that Marx for purely personal reasons disliked although
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all his economic doctrines as expounded in the Communist Manifesto
and in Das Kapital are based upon this iron law. And now there are
two rather important things to say about this alleged iron law: first
that it had been rejected as nonsensical and contrary to fact by all
reasonable men already before Marx published his Kapital book, and,
secondly that it is logically incompatible with the other fundamental
law of Marxism, the law of the progressive pauperization of the
wage-earning masses.

This alleged iron law of wages declares that wages can never rise
above the minimum requisite to keep the laborer in bare existence as
a laborer. Any increase in wages above this height will lead to an
increase in population, and then the competition of increased num-
bers for employment will force wages down again to the minimum.
We do not have to deal with the inherent fallacy of this pseudo-law.
But if one adopts its reasoning in order to demonstrate that in the
long run no rise in the average wage rate above the minimum is
possible, one must also imply that no fall in the average rate can
occur. The progressive impoverishment of the working masses which
those famous observations at the end of the twenty-fourth chapter of
Das Kapital describe cannot happen in the capitalistic system as
depicted and analyzed by Marx in the preceding chapters of this book.
The main thesis of Marx's great historical prognostication, the pro-
gressive impoverishment of the wage-earning masses, contradicts the
main thesis of Marx's economic doctrine, the iron law of wages.
Besides, as has been said already, it has been spectacularly refuted
by the facts.

I l l

To appreciate correctly the meaning and the historical effects of
the Marxian philosophy we must confront it with the economic teach-
ings prevalent in the middle of the nineteenth century. By and large
economists at that time agreed in the statement that the improve-
ment of the material well-being of all strata of the population depends
on the accumulation of capital. Not only the capitalists but also all
other people gain by the increase of the her-head quota of capital
available. There are no means by which the wages of all those eager
to sell their labor can be raised other than by accelerating the
increase of capital as compared with population.

Daily experience showed to all not hopelessly prejudiced men that
all the attempts to deny this fundamental truth were vain. The
essential fact about the capitalistic industries, the flourishing of
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which excited the envy of the anticapitalistic authors, is and was that
the main consumers of their products are the same people who are
toiling in their production. Only a few years after the publication of
the first volume of Das Kapital Jevons, Menger and Walras developed
the marginal utility approach to economic problems that clearly
demonstrated the stake the laborers have in the increase of capital
available. Today nobody dares to deny that what is most badly needed
for any improvement of people's material well-being is a richer supply
of capital.

The precapitalistic method of fighting poverty was charity. Those
who had were asked or forced to give to those who had less. The
capitalistic method is to produce more and cheaper; its application
requires the accumulation of larger quantities of capital through
saving. Charity cannot improve the average standard of living. Sav-
ing and capital accumulation do.

Socialism cannot alter these basic ontological facts. Also in a
socialist or communist commonwealth any improvement of the aver-
age standard of living is conditioned by a previous accumulation of
additional capital. The only successful "war against poverty" consists
in removing impediments that retard saving and in abolishing con-
ditions making for capital decumulation.

We human beings, subject to all the frailties and errors of human
existence, cannot know how our earthly affairs may look when viewed
by a superhuman intellect. But we can observe the fact that all
noncapitalistic peoples implicitly acknowledge the superiority of our
capitalistic methods in eagerly clamoring for their products.

When the Bolsheviks took over the government of Russia, they
and all their friends in other countries where fully convinced that
their noisily propagandized five-year plan would transform Russia
into an earthly paradise. The world has now the experience of half a
century of communist management in the countries that offer in
Europe and in northwestern Asia the most propitious conditions for
agricultural production and are also extremely rich in mineral and
other natural resources. The results achieved by the socialist meth-
ods of management were simply catastrophic. There is no need to
stress the fact, not denied by any sane observer, that the capitalistic
methods of production are by far superior to those advocated by the
communist or socialist parties.

The superiority of the capitalistic system of production is due to
the fact that it remunerates everybody according to his contribution
to the satisfaction of his fellow men. It thus stimulates everybody,
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within the system of the social division of labor, to exert himself to
the utmost. The better a man serves others, the better for him. In the
capitalistic market economy the consumers are supreme. In his
capacity as a producer of commodities and services everybody is
forced to serve the consumers.

The wage earner is remunerated according to the price the con-
sumer is prepared to pay for his contribution to the qualities of the
product. If the employer were to pay more to the worker, he would
suffer losses in selling his wares. If he were to pay less, he would gain
a surplus and this fact would attract new competitors whose endeav-
ors to snatch away the workers would raise wage rates back to the
break-even point.

It does not matter how people judge this system of remuneration
from a more or less biassed point of view. One may call unfair the fact
that an opera singer or a boxing champion earns many times more
than a stevedore or a charwoman. But then we must put the blame
upon nature for not having endowed more people with the qualities
required for singing or boxing.

Production of goods ready for consumption requires the use of
capital goods, that is, of tools and of half-finished material. Capital
comes into existence by saving, i.e., the temporary abstention from
consumption. The share that goes to the owners of the capital goods
does not deprive either the workers or the consumers. It is the price
the capitalists receive for the postponement of consumption.

There is no such thing as production in general. The main problem
of production is the plan: what to produce, in what quantity and
quality, how and where. Production is necessarily always production
for the satisfaction of future needs. As future conditions are uncer-
tain, production is always speculative. It may result either in a
surplus or in a deficit in the means of the entrepreneur.

In the market economy everybody is free to choose the way in
which he plans to serve his fellow men. There is—and this dis-
tinguishes the capitalistic system from the status society of the past
and from the totalitarian despotism of the contemporary dictatorial
regimes—no compulsion forcing the individual to adopt a definite way
of life and assigning to him a definite place in the frame of society.
The sovereign consumers in their never relaxing greed for more goods
are always anxious to entrust the entrepreneurial functions to those
best fitted for the conduct of business affairs. And the entrepreneurs
are always in search for the best managerial and technological help.
Under capitalism everybody has the chance to attain a position in
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which he can best serve the consumers, i.e., his fellow men. The
supremacy of the consumers is not contested by any capitalistic
institution. Every piece of capital goods must be invested in the lines
in which it contributes to the satisfaction of the most urgent of the
not yet fully satisfied wants of the public.

The unprecedented success of capitalism is due to the fact that in
its sphere the long-run interests of the individual always coincide
with those of other individuals. Thus the individual in serving his
own concerns serves also or, at least, does not prejudice the concerns
of other people. The incompetency of the socialist society manifests
itself in the fact that under prudent management the individual's
interests do not agree with those of other individuals.

In the market economy the height of the individual worker's
compensation is determined by the value his work adds to the mer-
chandise. The better a man works, the higher is his pay. He is
personally interested in doing a good job.

But under socialism the individual has no personal incentive to
exert his strength fully. If he works more fervently, all the toil and
trouble of his overexertion inconvenience him and him alone; but at
best he will enjoy an infinitesimal fraction only of the additional
product that his overexertion has brought about. In the socialist
system, in which all the fruits of the various individuals' labor are
appropriated by the supreme office of production management and
then distributed among the comrades without any regard for the
worth of their individual contribution, there is no inducement for an
individual to exert his strength. Everyday experience proves again
and again the correctness of this statement. And nobody realizes its
truth better than all those men who are directing the affairs of
communist Russia.

The individual citizen in the capitalistic countries knows that he
will fare the better, the more and the better he is able to contribute
to the well-being of his fellow citizens. In working for the satisfaction
of others, he always works for his own benefit. This is valid for all
members of the capitalistic society, for the capitalists and for the
entrepreneurs no less than for the wage earners.

A characteristic mark of all anticapitalistic ideas is their failure
to comprehend the role capitalistic saving and its result, the accumu-
lation of capital, play in the human endeavors to survive. Animals
and savages live from hand to mouth. What characterizes man is that
he accumulates goods that make it possible for him to embark upon
more time consuming roundabout methods of providing for his needs.
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All the cultural and spiritual eminence of man is conditioned by the
accumulation of capital. Saving in order to make these roundabout
methods of production possible is the fundamental and only method
to improve the physiological, intellectual and moral status of man-
kind. All that distinguishes the material conditions of this country
from those of the countries one calls poor, backward, underdeveloped,
or barbarian is due to the higher per-head quota of capital accumu-
lated and employed—invested—in production processes.

Nature has endowed many parts of the earth's surface much better
than the territories originally inhabited by the white men who have
developed the modern capitalistic methods of production. All the
achievements of Western civilization were made possible by the
establishment of moral and legal institutions that protected the
individuals' savings and their investment for productive purposes
against the rapacity of the rulers. While in the East private property
was practically at the mercy of the officeholders, the West's legal
systems considered it the basic principle of society's organization.

IV
The market economy and the capitalistic system have been de-

scribed as a consumers' democracy in which every penny gives a right
to vote.2 Such metaphorical descriptions are always optional. But if
we accept the metaphor in this case, we must not forget to point out
some very momentous differences between the two systems of what
is called democracy.

First: In the political democracy of representative government one
votes for men. The voter renounces virtually his prerogative in favor
of the elected officeholder. In the market democracy the objective of
the voting process is not a man, but a man's achievements, the
products of his exertion. The voter does not express blind confidence
in the future comportment of one of the candidates. He approves or
disapproves of an already accomplished service.

Secondly: The average voter is as a rule not qualified to form a
pertinent judgment about the problems of governmental policies. But
the average housewife is by and large capable of distinguishing
between what is good and wholesome for her family and what is not.

Political democracy and economic democracy condition one an-
other. A democratic constitution is the political corollary either of a
primitive community of the owners of family farms or of a market

2[Cf. Frank A. Fetter, The Principles of Economics, 2nd ed. (New York: The Century
Company, 1910), p. 394—Ed.]
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economy. A socialist system implies unlimited dictatorial powers of
the chief. What created representative government in the countries
of Western civilization was the gradual substitution of capitalism for
the disintegrating feudal system. What inaugurated a new age of
bloody dictatorship was the step by step progress of government
interference with business.

The socialist system not only abolishes the democracy of the
market. It is no less incompatible with political democracy. Most
people are misled in this regard by the inappropriate terminology of
present-day political language, the spurious distinction between left-
wing parties and right-wing parties. In the European parliaments of
the early nineteenth century the parties fighting absolutism and
asking for more parliamentarianism were traditionally seated to the
left of the chairman, and their opponents, the stooges of absolutism,
at his right. Today in this country one calls the advocates of constitu-
tional and economic freedom "rightists" and the supporters of social-
ist or communist dictatorship "leftists." A really Babylonic confusion
of tongues!

Many more things are to be said about the achievements of the
capitalistic system and the failure of all socialist and half-socialist
experiments. And there is first of all need to refer to the economists'
fundamental critique of socialism, viz., the fact that a socialist system
would not be able to establish any kind of economic calculation and
would therefore lack any method of distinguishing between what is
more and what is less fit to satisfy human wants. A world-embracing
socialist system would therefore not merit the name of an economic
system. It would rather be a groping about in the dark, not being able
to distinguish what is, from its own point of view, i.e., from the point
of view of the socialist managers and the people for whom they have
to provide, more or less desirable. Today this inability to calculate
does not yet trouble the dictators of the communist nations. They can
use and do use for this purpose the prices established on the markets
of the capitalistic nations.

The greatness and the incomparable efficiency of the market
economy are due to the fact that all economic actions can be calcu-
lated. This means: it is possible to find out what the costs of every
action are, what we have to renounce in order to get the thing the
costs of which we are trying to determine in terms of money. There
are also many actions that cost more than merely things that have a
price on the market. But these things are objects the value of which
is directly determined by those enjoying it. If a municipality considers
a project that—apart from monetary costs—requires the demolition
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of a historical landmark, it can fully take into account its emotional
significance without assigning to it a definite monetary appreciation.

Economic calculation is the vital power that animates all mani-
festations of human action and cooperation in matters commonly
called economic. It is the triumph of the human mind, the intellectual
instrument that has enabled man to bring about all that elevates his
life above that of the brutes.

As present to our mind, the history of economic activities and
technological achievements records only radical changes and innova-
tions, turning points of mankind's intellectual and chrematistic evo-
lution. It refers, e.g., to the adoption of steam power and deals with
the conditions of what is called the age of steam power. In resorting
to such a simplification one easily forgets that the concept "steam
power" encompasses a great variety of methods employed for the
utilization of steam. The oldest and most primitive specimens of a
steam engine underwent a long series of transformations and im-
provements that adjusted the device for various uses. In the technol-
ogy of the capitalistic economy there is nothing permanent or stable
but a continuous tendency to adapt production methods daily anew
to the best possible and cheapest satisfaction of the wants of the
consumers. A thousand or several thousand changes—most slight
ones only, some, of course, of momentous consequences—transformed
the automobile as it was constructed in the last decade of the nine-
teenth century into what is called an automobile today. What makes
this inherent disposition toward improvement mentally possible is
the system of bookkeeping by double entry. It enables the entrepre-
neur to calculate the costs of every item of his products and thus to
discover the most appropriate methods for the conduct of his opera-
tions. It is the mental device that provides the opportunity to compare
degrees in the usefulness of various methods of production. It makes
it possible to eliminate technological waste of definite amounts of
labor or of material, i.e., their employment for a production that
withholds specific labor or material from an employment in which it
would satisfy consumers' demand in a more satisfactory way.

The economic history of the last two or three centuries provides
ample illustration for the beneficial effect of this capitalistic method.
The average standard of living of the masses of Western and Central
Europe was, seen from our present-day point-of-view, shockingly bad.
What brought about a radical change was not authoritarian decrees,
but the ideas and the deeds of enterprising men whose energy and
diligence were challenged by the profit motive. It was such men that
in a process that fortunately is still going on transformed the almost
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completely autarkic economies of their nations into predominantly
industrial systems and the isolation of various economic regions into
the world market. The present standard of living of these countries—
a very high one when compared with that of all other countries but
that of the United States—is entirely due to the export of manu-
factured goods, most of which are produced out of imported raw
materials. Economic calculation enabled all these improvements
and adjusts the activities of business daily anew to the continually
changing state of demand and supply of various commodities and
services.

Marx was not the author of the socialist idea and he did not
contribute anything to the futile attempts to demonstrate the sound-
ness and the practicability of the plans for the establishment of a
socialist commonwealth. He passionately rejected all such efforts as
unscientific. For his own socialism, the prognostication of the inevi-
tability of socialism's coming, he claimed the epithet scientific. In his
opinion this settled the issue for the contemporaries of Darwin and
Maxwell.3 How could any decent fellow dare to question what science
taught! In vilifying everything that existed as hopelessly contami-
nated by the capitalistic surrounding, Marxism acquired the aureole
of representing the unspoiled excellence of pure science and the
golden age to come.

Marx was opposed to all claims of nationalism and chauvinism.
But among the factors that contributed to the adoption of the Marxian
teachings these nationalistic sentiments played a not negligible role.
Modern capitalism developed first in England. The chauvinists of
Western and Central Europe had the uneasy feeling that their own
peoples were only imitators of methods that the British had invented
and perfected. With the spread of the capitalistic methods over all
parts of the earth this kind of resentment grew more and more. The
Slavonic peoples of Europe and the inhabitants of Asia and Africa are
plagued by the fact that in all matters of literary, artistic, scientific,
social, technological and economic affairs they are following in the
wake of the advanced nations of Europe and their descendants. In
condemning capitalism as the worst of all evils that befell mankind,
Marxism reestablishes their moral equilibrium. In the light of the
Marxian philosophy, not to be responsible for the emergence of this
most unfair and harmful system is no longer seen as the proof of

' [James Clark Maxwell developed the theory of electromagnetic waves—Ed].
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moral and intellectual inferiority but, on the contrary, as the test of
eminence.

Under the impact of the socialist idea governments and munici-
palities embarked upon the nationalization and municipalization of
various enterprises. Paramount in these policies was the Imperial
Government of Germany led by Prince Bismarck whom the Encyclo-
paedia of the Social Sciences calls "the foremost exponent of state
socialism in his day."4 But the trend toward socialism prevailed also
in all other countries. Already in the 'eighties of the nineteenth
century Sidney Webb, the leader of Fabian socialism, declared that
the socialist philosophy is "but the conscious and explicit assertion of
principles of social organization which have been already in great
part unconsciously adopted." And he added that the economic history
of the nineteenth century was "an almost continuous record of the
progress of socialism."5 A few years later an eminent British states-
man, Sir William Harcourt, stated: "We are all socialists now."6 In
1913 an American author, Elmer Robert, qualified the economic
policies of the German Imperial Government as "monarchical social-
ism."7

It was precisely these socialist actions of various governments and
municipalities that for the first time directed general attention to the
main problems of socialism, the inherent inefficiency of the public
management of enterprises. Poor service and rising deficits were the
characteristic features of almost all nationalized or municipalized
undertakings. All people agreed that a radical reform of their conduct
of affairs was peremptory. But no practical suggestions turned up.

The Germans whom the crushing defeat in the First World War
had deprived of their moral and political equilibrium were in 1918
even more anxious to adopt integral socialism than were the Rus-
sians. They considered this as the best method to wreak vengeance
upon the victorious capitalist nations, the United States, Great Brit-
ain and France. But there was first a great obstacle to overcome; there
was the unsolved problem of funding a method that would make a
satisfactory management of the socialized enterprises possible.
This task the German Revolution entrusted to a committee of
socialist luminaries and university professors. It was really an

4Encyclopaedia of the Social Sciences, vol. 2 (New York: Macmillan, 1930), p. 573.
5Sidney Webb in Fabian Essays in Socialism, first published in 1889 (New York:

Humboldt, 1891), p. 4.
6Cf. G. M. Trevelyan, Shortened History of England (London: Longmans, 1942), p. 510.
7Elmer Roberts, Monarchical Socialism in Germany (New York: C. Scribner's Sons,

1913).
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absurd spectacle. The revolutionary part of the social democrats,
victorious after a struggle of more than half a century, fully convinced
that thanks to their action mankind has reached the most momentous
turning-point in its history, is forced to admit that it does not know
how to put the cardinal, the only point in its program that matters
into effect and expects that a committee of experts and professors will
tell them what to do! And, of course, this committee whose best known
members were Doctor Hilferding and Professor Schumpeter, pro-
duced a collection of volumes dealing with various subjects, but did
not solve the insoluble problem for the solution of which it had been
established. It did not indicate a method for a reasonable and suc-
cessful conduct of business operated by other principles than those of
capitalistic profit-seeking.

It is important to keep in mind these facts if one wants to under-
stand the course history took in the last fifty years. The masses of the
civilized and industrialized nations of the West were easily talked,
by fanatical agitators, into accepting anticapitalistic doctrines and
voting for the parties that aim at subjecting all economic activities to
the orders of the authorities. In the civilized countries this side of the
Iron Curtain the masses of the voters and the members of the
government fully sympathize with the socialist creed, and at the
educational institutions and in the press hardly any critics of the
socialist ideas are tolerated. But there is the undeniable fact of the
irremediable inadequacy of the socialist methods of work, to say
nothing of the absolute impossibility of any kind of economic calcula-
tion in a world embracing socialist system. Public management of any
undertakings and concerns unavoidably results in financial failure
and poor service. The inefficiency of the bureaucratic conduct of
affairs is proverbial. The very thought of an expansion of public
management of industries makes even the most bigoted socialist
politicians shudder.

Russia went communist in 1917 and many half-civilized nations
followed in its wake because their intellectuals did not know anything
that could not be learned from reading the writings of Marx and
Engels. Thus, e.g., Lenin thought that he could convincingly reject
all qualms about the proper functioning of the socialist conduct of
business affairs by pointing out that these socialist organizations will
work like the post office!8 In his eyes the "chief things necessary for
the organizing of the first phase of Communist society" were "account-
ing and control" and these he asserted have been "simplified by

8V. I.Lenin, State and Revolution (New York: International Publishers, 1917), pp. 43f.
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capitalism to the utmost, till they have become the extraordinary
simply operations of watching, recording and issuing receipts, within
the reach of anybody who can read and write and knows the first four
rules of arithmetic."9

Such blatant nonsense could be told to the ignorant self-styled
intellectuals of Russia who prided themselves on being the vanguard
of Marxism and thereby of progress and civilization. It gave comfort
to the chauvinists of all backward nations who had an uneasy feeling
in comparing their own country's culture with that of the West. But
it did not appeal to the industrialized nations of the West. Americans
could not be fooled by the promise that the socialist system will
succeed and will make everybody happy because it will take for its
model the post office and will organize the whole of society as "one
office and one factory with equal work and equal pay."10

Such are today conditions in the countries of Western civilization.
People are by and large enthusiastic admirers of Marxism and social-
ism or communism. The officeholders whom they elect seldom miss
any occasion to demonstrate their anticapitalistic fanaticism by seri-
ously disturbing the functioning of the market economy. But once the
opportunity is given to them to put fully into practice their plans for
all-round socialization of business, they shrink back. Nobody expects
any longer that the West German Social Democrats or the British
Labor Party will put into effect the fundamental principle of their
socialist program. All they do is to harass the businessmen and to
take pleasure in sabotaging their efforts to improve the methods of
production.

What divides the nations today is not the ideological antagonism
of capitalism and socialism. Also in the non-communist countries the
governments and the immense majority of those called the intellec-
tuals are more or less committed to the socialist creed. What prevents
these self-styled liberals and progressivists from adopting the Lenin
methods of all-round socialization is the fact that they cannot help
reluctantly admitting the lamentable inadequacy of the socialist
methods of economic management. They apprehend that every far-
ther step forward on the road toward the socialization of enterprises
will seriously impair the quantity and the quality of the products of
every industry. Everybody knows that this will hurt first of all the
workers as the main beneficiaries of the capitalistic methods of doing
business are the masses of those employed in offices and workshops.

9Ibid., pp. 83f.
10Cf. Ibid., pp. 83f.
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Very few, of course, have the courage to refer publicly to this fact; but
everybody is aware of it.

Pre-Marxian socialist authors had developed detailed plans for
the organization and operation of a socialist commonwealth. It was
easy for economists to demonstrate the impractability and absurdity
of these designs. Marx carefully avoided dealing with this tricky
problem and condemned as Utopian phantasies all attempts of earlier
socialists to treat it. Socialism is bound to come as the highest stage
of mankind's evolution, he repeated again and again, and will arrange
everything in the best possible way. But the crux is that every step
toward the realization of the socialist ideals invariably resulted and
will always result in economic failure and that the socialists are at a
loss to discover any method of avoiding this outcome.

What stopped and stops the progress of the socialist policies is the
fact that people have today the opportunity to compare the working
of socialism with the working of capitalism. The socialists of Eastern
Germany, the self-styled German Democratic Republic, spectacularly
admitted the bankruptcy of the Marxian dreams when they built a
wall to prevent their comrades from fleeing into the non-socialist part
of Germany.
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Observations on the Russian
Reform Movement

I he bosses of the Russian Communist Administration are dis-
J L turbed by the fact that economic conditions in the countries

which have not adopted the methods of the Communist International
are by far more satisfactory than those in their own country. If they could
succeed in keeping their "comrades" in complete ignorance of the
achievements of Western capitalism, they would not mind the low
efficiency of their own plants and farms. But as some scanty information
about the "affluence" in the West penetrates to Russia, its masters are
upset by the fear of the pro-capitalist reaction in their own house. This
fear impels them on the one hand to foment sedition all over the "capitalist
sector" of the earth, and on the other hand to ventilate various projects
aiming at some minor reforms in their own methods of management.

Nobody is today more firmly convinced of the incomparable su-
periority of the capitalistic methods of production than the "produc-
tion tsars" of the countries behind the Iron Curtain. The present-day
strength of communism is entirely due to the mentality of the
pseudo-intellectuals in the Western nations who still enjoy the
products of free enterprise.

I
The market economy—capitalism—is a social system of consumers'

supremacy. There is in its frame only one method of earning a living

[Reprinted from The Freeman (May 1966)—Ed.]
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and of acquiring property, viz., one must try to serve one's fellow
men, the consumers, in the best possible way. A daily and hourly
repeated plebiscite determines again and again every individual's
earning and place in society. By their buying and abstention from
buying the consumers allocate ownership of all the material factors
of production to those who have succeeded in satisfying the most
urgent of their not yet satisfied wants in the best possible and
cheapest way. Ownership of the material factors of production can be
acquired and can be preserved only be serving the consumers better
than other people do. It is a revocable public mandate as it were.

The supremacy of the consumers is no less complete with regard
to labor, the human factor of production. Wage rates are determined
by the price the consumer, in buying the product, is prepared to
refund to the employer for the worker's contribution to the process of
its production. Thus the consumers' valuation fixes the height of
every worker's remuneration.1 And let us not forget: the immense
majority of the consumers are themselves earners of salaries and
wages and in this capacity instrumental in the determination of their
own compensation.

The unique efficiency of the capitalistic system is due to the
incentive it gives to everybody to exert his forces to the utmost in
serving his fellow citizens. Not a vague altruism, but rightly un-
derstood selfishness impels a man to put forth all his strength in
the service of his fellow men. The system of economic calculation in
terms of money, the commonly used medium of exchange, makes it
possible to compute precisely all projects in advance and the result of
every action performed in retrospect, and, what is no less important, to
ascribe to every factor the size of its contribution to the outcome.

The characteristic feature of socialism is precisely the fact that it
substitutes for this market system of consumers' supremacy a dicta-
torial system, the "plan." In the planned economy the individuals are
not driven by the desire to improve their own conditions but either
by dutifulness or by the fear of punishment. It is impossible for the
individual workers to improve their own exertion, they alone are
burdened by the implied sacrifices, but only an infinitesimal fraction
of the product of their additional exertion will benefit themselves. On
the other hand they can enjoy in full the pleasures of carelessness
and laziness in the performances of the tasks assigned to them while
the resulting impairment of the total national product curtails their
own share only infinitesimally.

This is to what the jargon of the Hollywood industry refers in using the term "box
office account." But it is no less valid for all other fields of business.
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The economists always pointed to this inherent deficiency of
socialism. Today all people in the socialist countries know that this
criticism was fully justified. All their projects for an improvement of
the quality and an increase in the quantity of economic goods and
services turn around this problem. They all aim—unfortunately in
vain—at discovering a scheme that could make the individual mem-
bers of a socialist system self-interested in the effect of their own
contribution to the collective's effort.

That the socialists acknowledge this fact and are anxious to find
a solution amounts in itself already to a spectacular refutation of
two of the most zealously advanced arguments in favor of socialism.
On the one hand the socialists asserted that in the market economy
that the wage earners are not interested in improving the output of
their own work. They expected that socialism would bring about an
unprecedented improvement of the individual worker's contribu-
tions because everybody will be incited by the knowledge that he
does not labor for an exploiter but works for his own best interest.
On the other hand the socialists vilified profit-seeking as the most
pernicious and "socially" injurious institution and indulged in rev-
eries about the blessings of what they called a substitution of "pro-
duction for use" for "production for profit."

No less significant an admission of the viciousness of the socialist
ideology is provided by the small plots the exploitation of which for
the account of the rural workers (falsely labelled for "private profit")
alone prevented famines in the country that includes a good deal of
the world's most fertile arable soil. The urgency of the Soviet produc-
tivity problem is due to the fact that in the processing industries no
analogous expedient is at hand.

II

The much discussed reform projects of Professor Liberman2 and
other Russian authors do not refer to the essential characteristics of
the Soviet system of central planning of all activities commonly called
economic. Neither do they deal in any way with the problem of economic
calculation. (For present-day Russian planners this problem does not

2[Yevsei Liberman in the 1960s began writing in the Soviet Union that profits
should be the "the index of the efficiency of an enterprise." In 1966 a plan was instituted
granting autonomy to 43 different enterprises in various industries. The result was an
increase in productivity and worker income, leading to greater individual savings and
more exportable goods, Socialism: The Grand Delusion, Brian Crozier and Arthur
Seldon, eds. (New York: Universe Books, 1986), pp. 138-39. The plan was an embarass-
ing success for the advocates of state socialism—Ed.]
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yet have primary importance as, operating within a world of the price
system, they are in a position to rely upon the prices determined on
the markets of the West.)

What the reformers want to attain is improvement in the conduct
of factories and workshops turning out consumers' goods by the
adoption of new methods for the remuneration of directors, supervi-
sors or foremen. The salaries of such people should henceforth be meted
out in such a way that they should have a pecuniary interest in
producing articles that are considered as satisfactory by the consumers.

It is a serious blunder to employ in dealing with this issue any
reference to the concept of "profit" or to declare that the suggested
method of payment would mean something like "profit-sharing."
There is within a socialist system no room for the establishment and
computation of a magnitude that could be called profit or loss.

The task of production is to utilize the available human and
material factors of production for the best possible satisfaction of
future wants concerning which there cannot be any certain knowl-
edge today.

Technology indicates for what purposes the various factors of
production could be employed; it thus shows goals that could be
attained provided this is considered as desirable. To choose from this
bewildering multitude of possible ways of production those which
most likely are fit to satisfy the most urgent of the future wants of
the consumers is in the market economy the specific task of the
entrepreneur. If all entrepreneurs were right in their appreciation of
the future state of the market, the prices of the various complemen-
tary factors of production would already have today attained the
height corresponding to this future state. As, under these conditions, no
entrepreneurs would have acquired some or all of the complementary
factors of production at prices lower or higher than those which later
events proved to be the correct ones, no profits or losses could emerge.

One profits by having expended less than one—later—receives
from the buyers of the product, and one loses if one can sell only at
prices that do not cover the costs expended in production. What
determines profit or loss is choosing the goal to be set for the entre-
preneurial activities and choosing the methods for its attainment.

Thus it is investment that results either in profit or in loss. As in
a socialist system only "society" invests, only society can profit or
suffer losses. But in a socialist system the material factors of produc-
tion are res extra commercium. That means: they can neither be
bought not sold and thus no prices for them are determined. Therefore
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it is impossible to find out whether a definite production activity
resulted in profit or loss.

The eminence of capitalism consists precisely in the fact that it
tends to put the direction of production into the hands of those
entrepreneurs who have best succeeded in providing for the de-
mands of the consumers. In the planned economy such a built-in
process of selection is lacking. There it does not matter whether
the planning authorities have erred or not. The consumers have to
take what the authorities offer them. Errors committed by the
planning authority do not become known because there is no
method to discover them.

In the market economy the emergency of profit demonstrates
that in the eyes of the consumers one entrepreneur served them
better than others did. Profit and loss are thus the effect of com-
paring and gauging different suppliers'performance. In the social-
ist system there is nothing available to make possible a comparison
between the commodities fabricated and the services rendered by
the plan and its executors with something originating from another
side. The behavior of the people for whom the plan and its executors
are supposed to provide does not indicate whether or not a better
method of providing for their needs would have been feasible. If in
dealing with socialism one speaks of profits, one merely creates
confusion. There are no profits outside the "profit and loss system."

If the authorities promise to the director of a shoe factory a bonus
to be determined as a percentage of sales, they do not give him a
share in "profits." Still less can it be called a return to the profit
system. Profits can only be calculated if one deducts total costs from
total receipts. Any such operation is unfeasible under the conditions of
the case. The whole factory, fully equipped, was handed over by the
authorities to the care of the director and with it all the material needed
and the order, to produce, with the help of workers assigned to the outfit,
a definite quantity of footwear for delivery to definite shops. There is no
method available to find out the costs incurred by all the operations
preceding the first interference of the director. The bonus granted to him
cannot have any relation to the numerical difference between such total
costs and the proceeds from the sale of the final product.

I l l

In fact the problem of reform as today passionately discussed in the
communist countries does not deal with the profitability of the various
plants and productive processes. It turns virtually around a different
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problem: Is it possible within a socialist system to remunerate a
worker, especially also the supreme foreman of a plant, according to
the value the consumers, the people, attach to his contribution to the
accomplishment of the product or the service?

In the capitalistic or market economy the employer is bound to
pay a hired worker the price the consumers are prepared to refund
to him in buying the product. If he were to pay more, he would suffer
losses, would forfeit his funds and would be eliminated from the ranks
of the entrepreneurs. If he tried to pay less, the competition of other
employers would make it impossible for him to find helpers. Under
socialism no such connection between the amounts expended in the
production of a commodity and its appreciation by the consumers
prevails. There cannot therefore in general be any question of remuner-
ating workers according to their "productivity" as appreciated by the
consumers. Only in exceptional cases is it possible to separate the
contribution of one worker in such a way from those of all other
contributors that its separate valuation by the consumers and there-
fore its remuneration according to this valuation become feasible. For
instance: all seats in the opera house can be sold at the regular price
of m. But if a tenor of world fame sings the main part, the house is
sold out even if the price of admission is raised to m + n. It is obvious
that such cases are extremely rare and must not be referred to in
dealing with the problem of wage rate determination under socialism.

Of course, a socialist management can determine for many kinds
of work "normal" tasks to be performed by the laborer and on the one
hand reward those who accomplish more and on the other hand
penalize those who fail to produce their quotas. But such a norm in
no way depends on any market phenomena. It is the outcome of a
more or less arbitrary decision of the authorities.

In the market economy the salaries paid to people who turn out
commodities or render services that cannot be sold on the market and
for which therefore no prices are available are indirectly determined
by the structure of the market. The employer—in such cases as a rule
the government—must pay to such people enough to prevent them
from preferring a job in the orbit of the market. Such indirect
determination of the height of wage rates too is unfeasible in a
socialist system.

Of course, the government is always free to grant to any of the
officials it employs a salary equal to the value the supreme chief or
planner attaches to this man's services. But this does not have any
reference to the social problem around which the discussion turns.
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Observations on the Cooperative
Movement

The Cooperative Idea

I
Cooperatives not a Method

I of World Reconstruction

n spite of their steady expansion and the growth of their turn-
over, the cooperatives as they exist and operate today are merely

dim shadows of what they were designed to be in the ambitious
schemes of their first promoters. Robert Owen, William King, and
Ferdinand Lassalle planned a cooperative organization of industrial
production as a "New System of Society." They wanted to eliminate
the entrepreneurs and the capitalists altogether. Henceforth, associ-
ations of the workers themselves should operate the plants, "their"
plants, without any interference on the part of the "useless exploit-
ers."

The object of the movement was the abolition of the wages system
and the organization of industry in the form of producers' coopera-
tives. Each worker should own an equal share in the plant, workshop
or farm in which he was employed. He should share equally in the
products or the earnings of this outfit. He should become his own
employer, controlling its operations and retaining its proceeds.

[This article is part one in Cooperatives in the Petroleum Industry a report prepared
by the Petroleum Industry Research Foundation for the Empire State Petroleum
Association and the Illinois Petroleum Marketers Association, 1947—Ed.]
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Nobody will deny that all attempts to realize these far-fetched
plans failed lamentably. If there are any producers' cooperatives
today, their number is so negligible that hardly anybody pays atten-
tion to them. Even most of the books dealing with the cooperative
movement avoid reference to the schemes for cooperative producers'
associations.

The farmers are producers. But the farmers' cooperatives do not
organize the farmers in their capacity as agricultural producers; they
organize the farmers only as buyers of various equipment and articles
required for their production and as sellers of the products. The
individual farmer remains an independent entrepreneur and is, as
far as his production activities are concerned, not integrated into a
cooperative production outfit.

The purchasing cooperatives have entered the field of production
in many branches of business. But these plants are not producers'
cooperatives. They are not owned by the people employed in them.
They are owned by the various cooperatives or associations of coop-
eratives. The employees are hired hands like the wage earners hired
by any other enterprise. They have no say in the conduct of the
business. The proceeds go to the owners, i.e., the cooperatives or
associations of cooperatives, not to the employees. There is no ques-
tion of abolition of the wages system.

All that remains of the ambitious projects of the glorified pioneers
of cooperation is three types of cooperative organizations: consumers'
cooperatives, farmers' purchasing cooperatives, and farmers' market-
ing cooperatives. It is a rhapsodic overstatement to speak, in refer-
ring to these cooperatives, of the cooperative way as a method of world
reconstruction.1

II
Not the Cooperatives, but Private

Profit-Seeking Business is the Harbinger
of Economic Improvement

The capitalistic market economy, the system of private profit-
seeking enterprise, is essentially social cooperation under the divi-
sion of labor. The various specialized enterprises and branches of
industry cooperate with one another. The objective of each of them is

J. P. Warbasse, The Cooperative Way, a Method of World Reconstruction (New York:
Barnes and Noble, 1946).
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collaboration for the production of all those goods and services which
the consumers want to use. Within each enterprise, the various
divisions and subdivisions cooperatively turn out products which are
delivered to other enterprises which again use them for the produc-
tion of more elaborate products. Finally, when all these cooperative
processes come to an end, the finished product reaches the consumer.
Seen from this point of view, the system of capitalism appears as a
world-embracing cooperative organization in which each individual
promotes his own well-being by serving his fellow men.

Now, the cooperatives have sequestrated to themselves the exclu-
sive use of the epithet "cooperative." It is implied that they alone are
cooperative and all other business enterprises non-cooperative. It is
indeed a poor semantic makeshift.

In the face of this pretentious attitude on the part of the various
cooperative associations, there is a need to stress the fact that they
have contributed nothing to the substantial improvement of the
material conditions of the people. For many decades, they have been
thriving very well under the benevolent assistance granted to them
by the authorities. But there is no record of any important innovation
which owes its introduction to the cooperatives. While private busi-
ness, overburdened by taxes from which the cooperatives are exempt,
improves, year by year, the quality and increases the quantity of
products and fills the markets with new articles unheard of before,
the cooperatives are sterile. Not the cooperatives, but the much
abused profit-seekers, are the harbingers of economic progress. If we
look into the home of an average American worker or farmer and at
his family's daily life, we may learn about the enormous changes
which were brought about by the operation of private enterprise. The
cooperatives hardly played any role in this miraculous transforma-
tion. The "rise of the consumer"2 was not an accomplishment of the
cooperative movement. It was an achievement of the "production for
profit" engineered by "rugged individualists" and "economic royal-
ists."

Il l
The Marketing Cooperatives of the Farmers

and the Consumers' Cooperatives
Within the cooperative movement of all countries, it is possible to

distinguish two main groups: the farmers' cooperatives and the
consumers' cooperatives of the non-farming population.

2H. M. Kallen, The Decline and Rise of the Consumer (Chicago: Packard, 1945).
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The objectives of the farmers' cooperatives are the marketing of
farm products on the one hand and the distribution of farm supplies
and the consumers' goods which the farmers require on the other
hand. Both objectives are in themselves perfectly legitimate and
could, apart from the problem of tax and credit privileges, be ap-
proved by everybody.

However, it is impossible to look upon the farmers' cooperatives
as an isolated phenomenon and not to notice that they are merely one
device in a complex system of farm policies and political activities of
the farmers' organizations. As a pressure group, the organized farm-
ers aim at enhancing the prices of agricultural products. In the plans
for the realization of this goal an important role is assigned to the
marketing cooperatives. They are a cog in a political machine con-
structed for the raising of the price of food, an objective radically
opposed to that of the consumers' cooperatives of the non-rural
population.

It is not the task of a study concerning the cooperatives to bring
into full relief all the aspects of this great antagonism between the
political organizations of the food producers and those of the masses
of the food consumers. What must be said, however, is that the aims
of the farmers' cooperatives are irreconcilably opposed to the aims
which the consumers' cooperatives pretend to seek. The consumers'
cooperatives say that they want to cheapen the prices of the necessi-
ties of life. The farmers' cooperatives aim avowedly at raising the
prices of food and of other articles like cotton, tobacco, and wool. It is
therefore strange indeed that between these two classes of coopera-
tives there is amicable collaboration and friendship and that they are
united in cooperative alliances.

The consumers' cooperatives make light of this contradiction by
pointing out that both branches of the cooperative movement agree
in their eagerness to eliminate superfluous middleman. Thus, it will
be possible to raise the price the farmer receives for his product and
at the same time to lower the price the consumer must expend for its
purchase. The plea is lame. First, it is not true that the elimination
of the private businessman, the "middleman," has reduced sales
costs. It has, on the contrary, increased them. The proof is that the
farmers' marketing cooperatives could not stand the competition of
private business without the aid of tax exemptions and cheap credit.
Second, the elimination of the middleman is only a minor issue in the
comprehensive program of the pressure groups of farming. Their
main goal is to raise the prices of foodstuffs and other agricultural
products by various governmental measures.
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The vast propaganda literature of the cooperatives deals much
more with the consumers' cooperatives than with the two types of
farmers' cooperatives. It passes over in silence the conflict between
the interests of the urban consumers of agricultural products and the
endeavors of the farmers'cooperatives to make the government resort
to various restrictive measures with regard to these products. Most
of the arguments advanced in favor of cooperativism refer exclusively
to the cooperatives of urban consumers. This is especially paradoxical
in the United States where the cooperatives of urban consumers
play only an insignificant role when compared with the farmers'
cooperatives.

IV
The Philosophy and Theology of Consumption

Capitalism needs neither propaganda nor apostles. Its achieve-
ments speak for themselves. Capitalism delivers the goods.

But the cooperatives cannot do without passionate propaganda.
They call their promotional campaigning "cooperative education."

The end and sole purpose of production is consumption. All that
profit-seeking business aims at is to serve the consumer in an
unceasing effort to turn out more, better and cheaper goods. The
businessman is fully aware of the fact that there is no means of
increasing consumption other than by increasing production. Since
consuming causes delight and is in itself pleasant, there is no need
to expatiate copiously on its pleasurableness. It is supererogatory to
teach people how gratifying it is to consume more and better amen-
ities. Even the untutored mind knows all about the sweetness of a
higher standard of living.

But the toil and trouble required for production are painful. There
are very few people who fail to take advantage of an opportunity to
increase their own consumption. But there are many people who look
with disdain upon work. The temptation of idleness is very great and
a serious danger to society. This is why parents and educators since
time immemorial have been intent upon teaching the rising genera-
tion the philosophy of travail. Young people must learn that the
gratification of the good life must be paid for by exertion and hard
work. They must realize that he who wants to consume must first
produce. There cannot be any question of "a consumer economy."3 The
economy must always be an economy of production for the sake of
consumption.

3Ibid., pp. 196-97.
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It is vain to speak of the "primacy of consumption."4 Production
must invariably precede consumption. It is futile to propagate an
alleged philosophy of consumption as opposed to the philosophy of
production.

In their excessive zeal, the champions of cooperativism have also
entered the field of theology. They would have us believe "that the
social teachings of the Christian and Jewish religions naturally lead
to the formation of cooperatives."5 They find "the beatitudes of Jesus"
in "the practice and principles of the cooperatives."6 It seems appro-
priate to leave the examination of this dogmatical issue to the doctors
of the various churches and to the rabbis.

V
The True Objectives of the

Cooperative Movement

The avowed objective of consumers' cooperatives and of the
farmers' purchasing cooperatives is to provide their members with
commodities and services at lower prices than those which they would
have to expend in the absence of these associations. This is a perfectly
legitimate task. We shall have to examine whether and how cooper-
atives really attain this end.

To save money in making a purchase is certainly a good thing. We
can understand the satisfaction a man derives from such a reduction
in his expenses. We may heartily congratulate him on his success.
But it is quite a different thing when the champions of the coopera-
tives deal with these mammonistic economies in high-flown lan-
guage. The members of cooperatives are people who want to buy at
the lowest possible price. The employees of the cooperatives are
people who believe that the most remunerative job they can find is a
job with their employer, a cooperative. In defending the tax privileges
and other prerogatives granted to the cooperatives, these cooperators
and cooperative employees fight for their own material interests.
They want to improve their own standard of living; they are eager to
consume more. It is not seemly for them to resort to phrases which
are appropriate only in describing the self-denying work of devout
monks and nuns nursing people affected with leprosy.

A cooperative business enterprise aims at lowering the price of soap

4Ibid., p. 422.
5Cf. E. S. Bogardus, Dictionary of Cooperation (New York, and Chicago: Cooperative

League of the U.S.A., 1943 and 1945), p. 54.
6Cf. Kallen, The Decline and Rise of the Consumers, p. 294.
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and gasoline; it is not "a concrete expression of the brotherhood of
man."7 In their purchases, cooperatives bargain with the purveyors; in
hiring help, they bargain with employees. The mutual contractual
relations between the cooperative association and its members are
precisely determined by articles of incorporation, by-laws, and stat-
utes carefully drafted by lawyers. To apply the term "brotherhood" to
such purely mammonistic issues guided by the principle "do ut des"
is an insult to the intelligence of the public. If this be brotherhood,
then the operations of I. G. Farben, the world's biggest manufacturer
of beneficial medicinal substances, were likewise manifestations of
the brotherhood of man. The phraseology of the propaganda litera-
ture of the cooperative movement is disgusting. They speak of spiri-
tual values,8 of culture, of liberty, and freedom, 9where the issue is to
reduce the price of various things by a few cents.

In his Utopia, Plato refers to the ancient saying, "friends have all
things in common."10 If this is true, the cooperators are badly mis-
taken in calling their associations friendly societies. They have no
"things in common." They have a punctilious system of accounting
and auditing. The rights and the duties of the members of the
cooperatives are neatly defined.11

The Principles and Methods
of Cooperatives

I
The Origin of Cooperation

The world-embracing system of the social division of labor origi-
nated from occasional assistance mutually granted to one another by
neighbors. John, more efficient in the processing of iron, manufactured

Cf. Bogardus, Dictionary of Cooperation, p. 54.
8Cf. Kallen, The Decline and Rise of the Consumers, p. 294.
9Ibid., p. 435.

10Plato, The Laws, bk 5, p. 739.
nThe most amazing product of cooperative propaganda is the already mentioned book

by Professor Kallen. On pp. 436-59, Professor Kallen introduces a fictitious character,
President Robert Adam Owen Smith, who, in the year 2044 addresses the "Cooperative
Union of the World" and in this address narrates the history of the cooperative movement,
viz., also for the years which separate our generation from the year 2044. This is what Mr.
Smith says about the future history of the cooperative movement: "Big business ... used
all its cunning and all its power to wreck it, resorting to arms as well as to financial
oppression.... These endeavors having failed, armed gangs were employed to destroy
cooperative establishments and murder cooperators" (p. 443). No comment is needed.
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a plough-share for Paul who was less efficient in this art. On the other
hand, Paul, more efficient in leather work, fabricated a pair of shoes
for John who was less gifted in this kind of production. It was all
friendship and neighborly fellow-feeling. Out of these modest begin-
nings developed the marvelous specialization of industry as it oper-
ates today.

It would be nonsense to refer to those remote sources of the
division of labor in dealing with present-day industrial conditions.
Nobody is so unreasonable as to base any claims and pretensions
upon the fact that the exchange of commodities and services was
originally a display of pure brotherly sympathies. No modern steel
corporation asks for any privileges or subsidies on account of the fact
that once, in the ages of primitive mankind, a mythical John offered
his services voluntarily to his no less mythical neighbor, Paul.

In the treatment of the affairs of the cooperatives, however, such
a procedure is quite common.

We may admit, for the sake of argument, that cooperation origi-
nated from friendly relations between neighbors. The villager John
went to town to buy five pounds of coffee. His neighbor Paul asked
him to buy five pounds for him too. When John cam back and handed
the five pounds of coffee over to Paul, Paul reimbursed John for what
John had expended for them. Perhaps the two also shared the trans-
portation costs incurred by John. On the other hand, if the purchase
often pounds of coffee was done at a wholesale price, John passed the
difference on to his friend, Paul, and the latter also enjoyed the
advantages inherent in wholesale buying.

This all was certainly comradeship and amicable sodality. But it
is an impermissible display of naivete to refer to these mythical
characters, John and Paul, in matters of the cooperatives as they
operate today. These cooperatives are big businesses with millions of
members who never meet one another. Their turnover amounts to
billions of dollars. They are organized in a complicated hierarchy of
simple cooperatives, super-cooperatives, and super-super associa-
tions. They have established gigantic vertical organizations. They do
business with the government and are active in international trade.
They own factories, oil wells, and transportation facilities; they
engage in financial operations and enter all divisions of commercial
and industrial activities. Their affairs are so complicated that their
handling requires the employment of hosts of directors, managers,
clerks, accountants, and lawyers. There are special schools for the
training of the personnel of the cooperatives. Many universities have
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established chairs for the teaching of the cooperative methods of
business management and accounting and of the laws of cooperatives.

It is ridiculous to conjure up the spectres of mythical John and
Paul in dealing with these mammoth enterprises.

In the writings of those fighting for the preservation of cooperative
privileges, the cooperatives are described as agents of the member-
ships. However, no matter how lawyers define the term "agent" from
the point of view of the valid laws of the nation, which, after all, are
liable to alteration on the part of the legislature, from the economic
point of view it is obvious that the cooperatives cannot be considered
in any other sense as agents or mandatories of their membership than
any other enterprise operating under the division of labor. If the
cooperative is called the member's agent because it passes the gaso-
line it acquires on to the members, the term also fits the activities of
any other enterprise. Then the steel corporation is the agent of all
those whose well-being depends on the use of steel. If there were no
steel works, every individual would have to produce the steel he needs
for himself. The operation of steel works relieves the individuals from
the necessity of taking care of an important branch of production for
themselves. The steel corporations do not turn out products for their
own use, but for that of all. Without a radical change in their standard
of living and their daily activities, people could do without the
services rendered by cooperatives; but they would fall back into the
conditions of primitive barbarism and penury if the specialized in-
dustries were to go out of business.

When a cooperative buys some commodities, it looks after the
interests of its members who ask for these commodities. But the same
is no less the case when the businessmen and farmers are intent upon
producing all those things which the average man needs for his own
consumption.

Decency would require that the champions of the cooperatives
cease to boast of their own idealism and disinterestedness. All those
whose work contributes to the business of the cooperatives make their
living from this job. To establish this truth is not to disparage these
men. They are no less honest and useful citizens than any business-
man, farmer, or wage earner. But they cannot be called idealists in
any other sense than that which would apply to every other man
engaged in a gainful occupation. Civil society is not based upon mere
idealism and unselfishness. Its driving force is the rightly understood
selfishness of every reasonable man. Selfishness, rightly understood,
urges everybody to integrate himself into the system of the social
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division of labor. In rendering useful services to his fellow-men, he
furthers his own vital concerns.

The reference to idealism, unselfishness, and similar high-sound-
ing notions is especially inappropriate with regard to farmers' coop-
eratives. The farmers are businessmen and entrepreneurs of the type
which the cooperative literature denounces as hard-boiled callous
egoists. They do not till the soil for a heavenly reward, but for their
own gain. They do not fill the markets with cereals to perform an act
of charity for the consumers, but to make money and to buy the
products of the processing trades. They use their political power and
form pressure groups in order to attain special privileges enhancing
their incomes. They are anxious to pay less taxes than the rest of the
people, to receive subsidies out of the public funds, to be protected by
import duties, and to enjoy a thousand other privileges and preroga-
tives. There is certainly no idealism involved in the anti-margarine
laws.

The endeavors of the farmers' cooperatives to save the farmers
some money are perfectly sound and legitimate insofar as they do not
ask for special privileges at the expense of all the people. Farmers
are manufacturers and it is all right for them to be concerned with
keeping down costs of production. But it is quite another thing if they
want to attain this aim by evading taxes and other burdensome
obligations which must be borne by all other producing citizens.

II
Producers and Consumers

The characteristic feature of the free society of competitive capi-
talism is the unlimited sovereignty of the consumers. The capitalists,
the owners of land and the entrepreneurs are by the inescapable law
of the market forced to employ their ingenuity and the material
factors of production at their disposal in such a way as to fill the most
urgent of the not yet satisfied wants of the consumers in the best
possible and cheapest way. Businessmen are not irresponsible pro-
duction tsars. They are unconditionally subject to the supremacy of
the consumers. If they fail to obey the orders of the consuming public,
they suffer losses. If they do not alter their conduct of affairs very
soon in such a way as to adjust it to the demands of the public, they
are forced to go out of business and forfeit their eminent position. The
consumers, by their buying and abstention from buying, make poor
people rich and rich people poor. They determine who should own the
capital and the land and who should run the enterprises. They
determine what should be produced, of what quality and in what
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quantity. The market economy is a democracy of the consumers.
It is true that sinister elements are intent upon sapping the

unhampered market economy and substituting a producers' suprem-
acy for the consumers' supremacy. A general tendency prevails among
present-day governments and political parties to shelter the less
efficient producer against the competition of the more efficient pro-
ducer. The very essence of government interference with business is
to paralyze the operation of the unhampered market which invariably
tends towards the attainment of that end which is today, not very
appropriately, called "freedom from want." While flamboyantly ad-
vertising their alleged concern about the masses' material well-being,
those in political office are firmly committed to restrictive practices
which curtail the quantity of commodities available for consumption.
They call their pernicious acts "social policy, "Sozialpolitik," "New
Deal," "progressivism" and smear all opponents as "reactionaries"
and "economic Bourbons."

The most enthusiastic supporters of restrictions are the organized
pressure groups of the farmers and of the wage earners. Deluded by
fallacious pseudo-economic doctrines, these pressure groups believe
that they can improve their own material well-bring by all kinds of
restriction and feather bedding, by subsidies and other privileges.

Now, it is true that a privilege granted to a special group of
producers improves in the short run the material conditions of those
favored by this privilege at the expense of the rest of the population.
Within a society based on the social division of labor, each specialized
group is only a minority. If a privilege is granted to such a minority
group, the result is certainly an improvement of its members' condi-
tions. But it is quite hopeless for such a minority to remain lastingly
in the exclusive possession of a privileged position. However gullible
the rest of the people may be, they will finally discover that they are
suckers who must foot the bill for the privileges granted to a compar-
atively small group. They will not tolerate the preservation of such a
state of affairs. They will either abolish the privileges granted to
other people or they will secure for themselves similar privileges.

Unfortunately, what prevails in our day is the second alternative.
Faced with the problem of privilege, those not privileged do not ask
for the abolition of all privileges. They ask for privileges for them-
selves too. They are too dull to comprehend that this system, when
carried to its ultimate logical consequences, is the acme of the non-
sense. What a man may gain qua producer by a privilege granted to his
branch of production, he loses qua consumer in buying the products of
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the other equally privileged branches. What remains is merely a
deterioration in the material well-being of all people on account of the
general drop in the productivity of labor.

It seems to be a very good thing for the milk farmers to outlaw
margarine and for the musicians to outlaw recorded music. But if in
every other branch of production, progress is likewise stopped, nobody
gains and all people are hurt. The milk farmers' and the musicians'
incomes are raised, but the prices of all the goods they want to buy
are raised concomitantly. What remains is that all people miss all
those advantages they could derive from technological progress.

This nonsensical and self-defeating policy of privilege parades
today under the misleading label of "producers' policy." The worst sin
of capitalism, contend the champions of the producers' privileges, is
that it assigns the primacy of the "idle" consumer and not to the
"industrious" producer. They fail to realize that producers and con-
sumers are the same people. It is only the thinking of economic
analysis that distinguishes between man as a producer and man as
a consumer. In life and reality these two aspects of each individual
are inextricably linked together. You cannot favor man in his producer
quality without hurting him in his consumer quality. The primacy of
consumption as manifested in the unhampered operation of the
capitalistic market economy is the consummation of the fact that
consumption is the sole end and purpose of production.

If the cooperative movement were to attack the errors of this
alleged "pro-producer" policy, it would render a very valuable service
to the promotion of welfare. However, in spite of the lip service they
pay to what they call the primacy of the consumer, the consumers'
cooperatives are far from raising any objections to the restrictive
practices of our day. They are, on the contrary, among the most
zealous supporters of these disastrous methods. Many of their mem-
bers are precisely those people who most obtrusively ask for such
producers' policies: farmers and labor union members.

All this bombastic talk about the alleged blessings of cooperation
is vain, as the cooperatives acquiesce in the existence of vast
producers' privileges. The farmer may save pennies as a member of
a cooperative, but he loses dollars on account of feather bedding and
hostility to technological improvement as displayed by labor unions.
The wage earner may at best save pennies when buying in a cooper-
ative store, but the pro-farmer privileges cost him dollars.

There is only one really efficient way to further the interests of
the consuming masses, namely the way of free private enterprise. Not
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to hinder the more efficient producer to outdo the less efficient rival,
is a much better method to have the farmer and the urban consumer
supplied more amply and at lower costs than anything else. In
diverting the public's attention from the main economic evil, viz., the
policy of restriction and producers' privileges, and in concentrating
upon the trifling issue of saving pennies where dollars are at stake,
the cooperative movement does more harm than good.

The cooperators have certainly no claim to glorify themselves as
the champions of the consumers. Their achievements are meager
indeed when compared with those of the businessmen who succeed
in turning out more, better, and cheaper products.

Ill
The Place of the Cooperatives within
the F r ame of the Competitive System

Economic liberalism, today disparaged as Manchesterism, main-
tains that the government should not place any obstacles in the way
of people who want to serve their fellow citizens. As the liberals
interpret the principle of consumes' sovereignty, the consumers alone
should decide whether a business unit is good or bad. This is what
the much abused slogan "laissez faire" means: let the consumers
choose for themselves and not a Ftihrer for them.

The market economy gives everybody a chance. What a man needs
to become a captain of industry is merely good ideas and the ability
to make these ideas work. No inherited wealth and no capital is
required in order to succeed. The capitalists, driven by their own
selfish interests and eager to find the most profitable investment for
their funds, are always in search of ingenious men to whom they can
entrust their funds.

The harbingers of totalitarian government omnipotence would
have us believe that under present conditions, in the era of what they
call "mature" capitalism, this is no longer true. Today, they say,
conditions are rigid. There is no longer any opportunity for a penni-
less newcomer to challenge the vested interests of the old firms and
big corporations. The poor are doomed to remain poor forever, and the
rich are getting richer from day to day.

This fable distorts the actual state of affairs no less than all the
other Marxian and Keynesian fables. It is, of course, correct that
today all branches of government cooperate in the effort to prevent
technological progress and the emergence of new enterprises and new
millionaires. But in spite of all these handicaps there is still room left
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for the success of self-made men. The greater part of the present-day
leaders of business are not sons and still fewer grandsons of the
millionaires of days gone by. As far as a family succeeds in preserving
its place on the top of the social ladder for several generations, it owes
its eminence to the ability and zeal of its younger generations. There
is nothing in the operation of the unhampered market economy that
could, in the long run, afford to vested interests a safe protection
against the competition of improved methods of production, new
products, better quality and cheaper prices. It is precisely because
such protection is absent in the unhampered market that those, who
by indulgence in routine, lack of inventiveness, incompetence, lazi-
ness, and negligence endanger their own prosperity, are asking for
protection on the part of the government.

The principle of not interfering with market conditions and giving
a chance to everybody applies no less to new methods of business
organization. The corporative form of business enterprise owes its
present role not to any assistance offered on the part of the laws and
the administrative officers. On the contrary. From its early begin-
nings it had to meet the hostility of those in power. This hostility
developed in the last decades into undisguised persecution. The
authorities discriminate in many respects, first of all in the field of
taxation, against the corporations. The corporations are singled out
for much more burdensome taxation than non-corporate business.
But the enormous efficiency of the corporate form of business has
victoriously withstood the onslaughts of the power to destroy.

The cooperatives entered the scene of business with passionate
diatribes against the merchants and especially against the retailers.
It would have been comprehensible if the retailers had asked the
authorities to suppress these new competitors who seemed to expect
less from serving their members than from smearing the established
firms. A demand of retail business for outlawing the cooperatives and
suppressing their activities altogether would not have been more
perverse than are the endeavors of the farmers to outlaw margarine
and to cut down the importation of meat and cereals. But apart from
the angry utterances of a few hotspurs, no such demands were ever
raised. The fairness of the much calumniated merchants and their
full endorsement of the principle of free competition manifested
themselves in the attitude these men showed in dealing with the
cooperatives. They did not ask the police to silence these insidious
slanderers and defamers. All they asked was that they not be coddled
with privileges and prerogatives. Fully committed to the fundamen-
tal maxim of free enterprise and free competition, all that private
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businessmen are aiming at is equality in the treatment of all forms
of business enterprise. They ask for neither privileges for themselves
nor hostile discrimination against any group of rivals. All they ask is
that the government stay neutral. Neither privileges nor discrimina-
tion. The freedom of the public to choose between the multiplicity of
competing sellers and to prefer the shop that best serves them should
not be curtailed by virtual subsidies granted to less efficient enter-
prises. For the sake of consumers' sovereignty and for the benefit of
the whole people, there should be equality in the treatment of all
kinds and varieties of business enterprise.

IV
The Character of the Cooperatives' Profits

There are three different elements included in the conception of
profit as popularly employed in mundane language and in statistics:
interest on invested capital, compensation for the entrepreneur's own
labor expended in the conduct of the business and finally, profit
proper. In the case of corporations and cooperatives, the second of
these elements is absent as the owners of the enterprise are legally
distinguished from those performing any labor in the conduct of
business even if these latter own stock in the corporation or are
members of the cooperative.

Profit proper is the surplus an enterprise earns from selling at
prices exceeding the total amount of costs expended. There is no need
to enter into an examination of the conditions required for the
emergence of profits proper, their economic significance and the role
they play in the operation of all economic affairs. Such an analysis is
the task of treatises dealing with economic theory.

The cooperatives contend that the objective of their conduct of
business is not profit making and that the surplus they are passing
on to their customers in proportion to the purchases each of them
made is not a dividend, but a "patronage refund"; that it is not profit,
but savings resulting from the conduct of the business. Upon this
doctrine the cooperatives base their vast claims to a privileged posi-
tion and especially to tax exemption.

It is possible to imagine a method of conducting a cooperative's
business in such a way that no such surplus emerges at all. The
cooperative could sell every article at a price which merely includes
the costs the cooperative itself incurred in acquiring it plus full
compensation for the costs incurred in the manipulation of this
article. Actually no cooperative has adopted this procedure. The



The Cooperative Movement 253

cooperatives sell above costs. At the end of a definite period, there
remains, provided the conduct of operations was successful, a net
profit, i.e., a surplus of sales proceeds over costs.

Mrs. Beatrice Potter Webb (Lady Passfield), that adamant apolo-
gist of the worst excesses of Bolshevism, tried to explain why the
cooperatives do not realize "the Owenite ideal of eliminating profit in
the transaction of business," why they do not sell "their commodities
at cost price plus the expenses of management." As Mrs. Webb saw it,
the blame must be put upon the imperfection of monetary institutions.
The sale of small quantities at cost price, she contended, "involves
the use of fractions not represented in current coin."12 Yet the fact
that the divisibility of coins is not unlimited has never prevented
business from nicely adjusting prices to each height required by the
structure of the market. In the retailing of fruit and other necessities
of daily life, such prices as "five pieces for seven cents" and "three
pieces for eleven cents" are quite common. There is no reason why
the cooperatives should not adopt the same procedure. Actually they
do adopt it, as it is indispensable. But when they adopt it, their aim
is not the elimination of profit, but rather the necessity of competing
with their rivals.

Mr. Jacob Baker explains these procedures of the cooperatives
in a different way. In his opinion, it would take too much bookkeep-
ing to calculate the wholesale cost and proportional share of oper-
ating expenses on each dozen of eggs and each pound of butter.13

However, a businessman who would not figure out neatly what his
own costs are and would grope about in the dark, is a clumsy
bungler and headed for bankruptcy. Competition enjoins upon
every seller—whether profit-seeking merchant or allegedly altru-
istic cooperative store or oil station—the necessity of not asking
more than the market price. But every seller must know whether
each of his transactions involves a profit or a loss. If he were to
ignore this and to sell below his own costs, he would very soon
forfeit his position in the framework of the social division of labor.
If economic calculation shows a businessman that he cannot carry
a definite article without losing money, he must as a rule discon-
tinue this branch of activity. In exceptional cases, he may go on
deliberately carrying this article for special considerations such as

Cf. B. Potter Webb, The Cooperative Movement in Great Britain, 10th ed (London:
G. Allen, 1920), p. 65.

Cf. J. Baker, Inquiry on Cooperative Enterprise (Washington, D.C.: U. S. Govern-
ment Printing Office, 1937), p. 7.
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not making his customers stop patronizing his shop or similar mat-
ters. But even then, he must be fully aware of the import of his
conduct. In the operation of commerce, there is no room left for
ignorance and carelessness. Computing costs as correctly as possible
is the backbone of trade.

Actually, the immense majority of well-run cooperatives have fully
adopted the well-tried accounting methods as developed by many
generations of businessmen. They even boast of their achievements
in the field of bookkeeping and financial statements.14

The method of selling above costs must certainly not be excused
by referring to the alleged fact that cooperatives do not know what
their own costs are.

The true reasons for these methods are very different from those
advanced by these apologetic doctrines.

A surplus of sales proceeds over costs appears only if the transac-
tion was successful. Even the most ingenious businessman cannot
always avoid losses. He may sometimes misjudge the trend of prices
and expend more in the acquisition of an article than later actual
developments would have justified. Business is always speculative as
it is based upon the anticipation of the future from which business
profits and losses stem. In a world without change in which the
tomorrow does not differ from the today, there would be neither profit
nor loss. Our actual world is fortunately not stagnate. There is
continuous change in conditions and—at least still in this country—a
continuous trend toward improvement. Under such a state of affairs,
prices are in ceaseless fluctuation. He who buys in order to sell can
only reap a profit if he has bought at a price which is lower than the
price at which he sells minus total sales costs.

Cooperative enterprise is no exception. It too is subject to the law
of the market. If a cooperative buys 10,000 pounds of an article at
$2,000 and its operating sales costs are five cents per pound if there
is to be no loss. But if in the time lag between the purchase and the
sale, the retail price drops to 18 cents, it is forced to sell at a loss of
seven cents per pound and total loss of $700. Of course, a cooperative
that would engage exclusively in such unwise deals would very soon
go to the dogs. With a prosperous cooperative, over a definite period
of time, the total amount of profits must at least equal the total
amount of losses. But in every business enterprise, whether cooper-
ative or other, the various individual deals contribute in different

14Cf. Learning the Language of Study and Action (Cooperative League of U. S. A.:
Pamphlet no. 43 ).
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ways to the final result of business transacted over a definite period
of time. Some of these individual deals are more profitable, others
either less profitable or producing losses of various amounts.

It is these hard facts that make it peremptory for the cooperatives
not to sell each article precisely at the proportional shares of their
own total costs (wholesale price expended plus operating or sales
costs). If they were to try this, they could not sell at all that part
of their stock which was bought at prices which appear unreason-
able when seen from the angle of the present structure of retail
prices.

Cognizance of the state of affairs explodes entirely the cooperative
doctrine concerning patronage refunds or patronage dividends. These
refunds have nothing at all to do with the purchases of the individual
members. They are not adjusted to the margin above costs at which
the concrete purchases were billed to the individual members. They
are distribution of the total profit earned by the cooperative over a
definite period of time. They have no relation whatever to the
individual's purchases. A member who bought only articles in the sale
of which the cooperative suffered losses is no less entitled to a refund
in proportion to the total amount of his purchases than any other
member.

If the cooperative were merely an agent of the members, the
members would have the obligation of absorbing their share of the
cooperative's purchases and to make good all the costs incurred by
the cooperative no matter whether or not this is advantageous for
them. They would have the obligation of buying even if this would
mean for them buying above the price they would have to expend in
buying elsewhere. This is the inference to be drawn from the much
talked about fable of John and Paul. If John asks Paul to buy a
necktie for him in New York, he must take the necktie and reim-
burse Paul for what he has expended in the purchase. It is imma-
terial whether or not John discovers that he could have bought an
equivalent necktie in his own place of residence at a much lower
price. He has given to Paul the discretionary power to act as his
agent in the purchase of a necktie and must bear the conse-
quences.

It is therefore obvious that the doctrine of the cooperators accord-
ing to which a private store sells articles to its customers while a
cooperative store buys them for its members,15 is moonshine. The

C.f. Baker, Inquiry on Cooperative Enterprise, p. 6.
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cooperative sells no less than a private store and it must induce its
own members to patronize the cooperative store by the same methods
to which private retailers resort, namely by asking lower prices than
its competition. The cooperative's purchases are not more closely tied
up with its sales than are the purchases and sales of every private
retailing business. Membership in a cooperative does not enjoin upon
any member the obligation to buy any commodities in the cooperative
store or oil station, still less the obligation to reimburse the coopera-
tive, in the purchase of any commodity he may buy, for all it has
expended in acquiring this concrete article plus operating expenses.
The individual cooperator has the right to buy in the cooperative store
in the same way in which every man—cooperator and non-cooperator
alike—has the right to buy in every private shop. The phrase "the
cooperative buys for its members" is not a more correct description of
the actual state of affairs than the phrase, "the private retailer buys
for his customers."

The essential fact is that the surplus of total sales proceeds over
total costs which the cooperative distributes among its customers
does not stem from the various concrete purchases of the individual
members, but from the successful conduct of the cooperative's aggre-
gate business over a definite period of time. Such a surplus appears
only if the managers of the cooperative were skillful enough to buy
at such low prices that the later sale can be made in a remunerative
way.

The economic character of a cooperative does not differ from that
of a private store. Success or failure result with a cooperative from
the same sources from which they result with a private retail shop.
Success nets profits, failure losses.

V
The Disposition of the Cooperatives' Profits

If a cooperative's conduct of business was successful over a defi-
nite period of time and consequently the balance sheet shows a net
surplus, i.e., a profit, this profit is handled in the same way in which
every private business handles its profits. The profit is either distrib-
uted or ploughed back into the business as an addition to its working
capital, or it is partly distributed and partly ploughed back.

It is immaterial what legal forms are resorted to in this accumu-
lation of undistributed profits and how this increment to the working
capital is called in the book entries. What alone counts is that the
whole amount of profit earned or a part of it is withheld from
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distribution and added to the capital stock. By not distributing
profits, the cooperatives accumulate additional capital in the same
way as all other types of business enterprises. Capital accumulation
is always the result of not consuming the total amount of profits
earned.

The evolution of cooperatives from simple independent stores into
big businesses has brought about a very complicated variety of
membership rights. There are active voting members who own regu-
lar membership shares corresponding to the common stock of corpo-
rations. There are shares of non-active members who have no right
to vote and therefore do not share in the control of the cooperative.
There are fully-paid shares and part-paid shares. Thus it is possible
to choose sometimes for the accumulation of additional capital
methods which seemingly appear as a payment of a dividend. If the
dividend is paid in shares, the result is actually an increase in the
capital ploughed back into the cooperative. It does not affect the
value of the members' equity whether the profit is simply retained
by the cooperative or whether it is retained by giving an additional
share to each member. In both cases, the individual member's
portion of the total amount of the cooperative's total net assets is
the same.

Cooperatives employ their capital funds only partially in the
conduct of their own affairs. They have founded large-size wholesale
enterprises and production outfits. They have organized these enter-
prises in a hierarchy of super-cooperatives, super-super cooperatives
and super-super-super cooperatives. Each of these associations earns
its own profits and either retains them as undistributed profits or
distributes them among its members, the cooperative associations of
a lower rank.

VI
Is the Cooperat ive Movement

Economically Sound?

The vast propaganda literature of the cooperatives boasts in
extreme language of the achievements of the cooperative movement.
From modest beginnings, the cooperatives developed into big busi-
ness with an ample supply of capital. They have millions of members,
many thousands of organizations, over a hundred mills, factories, oil
wells, refineries and pipelines. Their yearly turnover is enormous.
This thriving condition is not limited to this country. It is a world
phenomenon. The International Cooperative Alliance had at the
outbreak of the Second World War affiliates with a membership of
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more than 70 million in thirty-eight different countries. What a
marvelous success!

At closer examination, however, one discovers some flaws in
this fascinating picture. First of all, there is the fact that coopera-
tion is much stronger abroad than it is in the United States. Before
the war, the consumers' cooperatives of Finland handled about 30
per cent of the country's retail trade; in Sweden the figure was 12
per cent; in Great Britain, France, and Denmark, 10 per cent. But
in the United States, it was only a fraction of one per cent.16

This is an amazing fact. Precisely in that country in which the
common man's standard of living is highest, the role played by the
cooperatives in the field of retailing is very modest when compared
both with conditions abroad and with the total turnover of domestic
retailing. The United States is foremost in the world with regard
to the material well-being of the masses, but rather backward with
regard to the development of consumers' cooperatives. Hence, it is
obvious that the prosperity of the average citizens does not depend
on the flowering of cooperatives but on other factors.

The second idea which comes to the mind of an impartial
observer is that the cooperatives were denied the opportunity to
test their efficiency under equal competitive conditions as against
other types of enterprise. In all countries of the world, they were
pampered in a lavish way by privileges, especially by tax exemp-
tions and cheap credit. They did not stand the competition of the
private or corporate retailer and the private or corporate manufac-
turer by their own means and by their own accomplishments. The
virtual subsidies they received at the expense of the public revenue
were considerable enough to make them flourish even in spite of
lamentable inefficiency and wasteful and inept management. The
experience of the long history of the cooperative movement cannot
prove anything in favor of cooperative methods. It merely proves
that tax privileges in this age of confiscatory taxation are very
valuable and make those privileged prosper. The ardor with which
the spokesmen of the cooperatives are fighting for the preservation
of these privileges and their reiterated assertions that the aboli-
tion of these privileges would doom the cooperative movement
suggest that they themselves have very little confidence in the
power of the cooperatives to hold their own against the competition
of private business.

16Cf. M. L. Steward, Cooperatives in the U.S.—a Balance Sheet. (Public Affairs
Pamphlets no.32, 1944), p. 6.
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The very fact that the private retailer is able to stand the rivalry
of a cooperative store bears witness to the economic superiority of
profit-seeking free enterprise. The cooperative enjoys ample tax priv-
ileges; it is backed by an organization whose capital by far exceeds
that of the average retailer and it enjoys many other privileges.
Private business is in every institutional and political respect
handicapped in its competitive effort. It owes its flowering exclu-
sively to its superior efficiency and to the fact that it serves the
customer best.

The pro-cooperative propaganda overflows with arguments pur-
porting to show why profit-seeking retail trade must necessarily
be wasteful and costly and why the cooperatives are more econom-
ical and can sell at cheaper prices. If these statements were right,
the cooperatives would long since—even without the ample subsi-
dies they enjoy in the shape of tax privileges—have superseded
private retailing. But the fact remains that the cooperatives are
not able to outdo the private distributor either in regard to the
height of prices (i.e., the net charge to the buyer) or in regard to
the other services they render to their patrons. The fact that the
overwhelming majority of the American housewives patronize the
private retailers and that by and large only less than one cent of
each dollar spent by the consumers goes into the cooperative stores
amounts to a striking expression of the nation's acknowledgment
of the private storekeeper's superiority. There is no need to un-
mask the fallacies implied in all these sophisticated demonstra-
tions of the alleged shortcomings of private business. The house-
wife, passing by the cooperative store and walking into the
private distr ibutor 's shop, explodes them more convincingly
than any theorist could.

The cooperative doctrine's fundamental error is the miscon-
struction of the role played by the distributors and retailers. As the
champions of the cooperative doctrine see it, retailing is sterile
because it does not add anything to the physical and chemical
properties of the merchandise. The merchant is merely a superflu-
ous middleman whose interposition enhances the price without
improving the quality of the product or rendering any valuable
services. One could easily dispose of this drone and of his unde-
served gain.

If the cooperatives had not enjoyed their ample tax privileges,
they would have very soon learned from experience that this seem-
ingly plausible argument is utterly wrong. The retailer is not just a
dispensable intermediary. Retailing is a necessary function within
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the operation of the market economy. It is one of the devices daily
adjusting production anew to the changing demands of the consum-
ers. Although as a rule, the retailer does not alter the physical and
chemical properties of the merchandise, he adds to its value by
keeping it ready for use precisely at those places and at that time in
which it is most urgently asked for. The services that the retailer
renders to the public are not overpaid, as competition—always very
acute in the field of distribution—keeps their prices within the most
narrow margin possible. In dealing with the consumers' cooperatives
one cannot often enough stress the point that the cooperatives, in
spite of their tax prerogatives, are not in a position to supplant the
private merchant. It is this fact that demolishes all the verbose
disquisitions of the cooperative literature.

VII
The Political Element in the

Cooperative Movement
From its very beginnings, the cooperative movement was primar-

ily a political movement. It was, in the plans of its initiators, not so
much an instrument for improving the conditions of its members as
a weapon to be used for the destruction of the "bourgeoisie" and the
"bourgeois or capitalistic mode of production." Because they appreci-
ated the cooperatives from this point of view, the socialist parties
always sympathized with the cooperative movement. Apart from the
farmers' cooperatives, a great many of the members of consumers'
cooperatives are socialists. In the imagination of these socialist coop-
erators, the socialist paradise of the future will be organized as an
association of the associations of consumers' cooperatives. The foun-
dation of a new cooperative store and the expansion and improvement
of already operating cooperatives are steps forward on the road that
leads to mankind's social salvation.

Now, all this is utterly confused and contradictory talk. Within the
frame of a socialist system of production there cannot be any question
of cooperatives. Socialism is the very antithesis of any freedom and
discretion granted to the consumers. It abolishes the market, market
exchange and all the rights of the buyers. Under socialism, the
individual must be content with what the authority deigns to give
him. Socialism is the supremacy of the production tsar.

It is, of course, possible for a socialist commonwealth to retain the
name "cooperative" and to call its distribution shops "cooperatives."
The communists in Soviet Russia, as well as the Nazis in Hitler
Germany, resorted to this trick. But nobody can be fooled by such a
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terminological makeshift.
One of the characteristic features of the capitalist system (which

the Marxians dub the system of "wage-slavery" where "labor is a
commodity") is that the wage earner is free to spend his earnings as
he likes. The consumer's buying and abstention from buying ulti-
mately determines what should be produced and in what quantity
and quality. This supremacy of the consumer is warranted by the
competitive order of industrial production which all producers, how-
ever different their products may be, compete with one another for
the greatest possible share in the buyer's dollar. If there is only one
producing agency, viz., the government, this competition ceases; then
the housewife must take in the shop what the agent of the govern-
ment is prepared to give her. Under capitalism, the shopkeeper,
whether he is a private merchant or the employee of a cooperative, is
anxious to serve the patrons; once the deal is finished, he thanks the
customer for having patronized his shop and asks him to patronize it
in the future too. Under socialism, the shopkeeper is eager to please
the government, his superiors; he dispenses the merchandise as a
favor and admonishes the recipient to be grateful to the sublime
donor, the great dictator.

Those people who associate with the word socialism the image
of clean cooperative stores, amply stocked with merchandise, in
which courteous salesmen attend on the customers are badly mis-
taken. The cooperative stores are clean, amply stocked with goods
and staffed with obliging clerks because they must compete with
private profit-seeking retailing. The stores of a socialist system will
be very different.

VIII
Monopolistic and Totalitarian Tendencies

in the Cooperative Movement

The managers of the cooperatives are fully aware of the fact that
the cooperatives would not be able to stand the competition of private
business if they had to vie with them under equal conditions. It is this
insight which on the one hand makes them passionately defend their
precious privileges and on the other hand, pushes them toward
monopolistic and totalitarian ventures.

The writings and the speeches of the cooperative propaganda
never tried to conceal their monopolistic ambitions. They disparage
competition as such and exuberantly praise the blessings of what they
call unity. In each country, the local cooperatives tend to unite to form
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a national organization. The national societies of the world are
federated in the International Cooperative Alliance. It is the avowed
ideal of the champions of cooperativism to abolish every kind of
competition by eliminating not only private free enterprise but also
state owned and operated outfits. They dream of a world embracing
"Cooperative Union of the World" into which virtually supreme power
will be vested in the coming "Consumers' Cooperative Era."17 This
"Union," supreme and unrivalled in both production and distribution,
is to enjoy a monopolistic position in every field of economic activities.
It will have precisely the same exclusive totalitarian power the Nazis
assigned to their Reichswirtschaftsministerium and the Bolsheviks
to their Gosplan.

In this imperfect world, however, the cooperatives are forced to
moderate their pretensions. They are anxious to combine and to
conspire for the elimination of competition and for the restraint of
trade. Their activities provide the classical example both of hori-
zontal and vertical combination. They tend to ramify into all fields
even in such as are only loosely associated with their main activities.
In these efforts, they are greatly encouraged by the direct and
indirect support various departments of the federal and the state
governments accord to them. But the inherent inferiority of the
cooperative way of business offsets all these privileges and favors.
The progress which the consumers' cooperatives have made on the
way toward their final goal, the monopolistic control of the retail
markets, is comparatively slow because it is not easy to fool the
housewife. The fact that in the United States the consumers'
cooperatives are but small and insignificant when compared with
those of many European countries is the proof of the American
consumers'greater shrewdness and greater capacity to distinguish
between better and poorer merchandise.

IX
Are the Cooperatives Democratic?

The more manifest the weakness of the economic arguments
advanced in favor of cooperativism becomes, the more its protago-
nists lay stress upon its alleged democratic character. As they see
it, cooperativism is democratic while profit-seeking business is
reactionary; the establishment of political democracy demands the
establishment of economic democracy, viz., supremacy of the coop-
eratives.

17Cf. Kallen, The Decline and Rise of the Consumers, p. 436.
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The truth is that the market economy is the full and only possible
realization of the principle of economic democracy. The market pro-
cess is a daily repeated voting in which every penny gives a right to
vote. The buyers, by preferring those commodities which in regard to
price and quality are best fitted to satisfy their needs, make and
conduct of each enterprise profitable or unprofitable, make small-size
business big and penniless beginners rich. On the market, nothing
ultimately counts but the buyer's dollars. It is true, these ballot
papers are not equally distributed among the public. The rich put
more of them into the ballot-box than their less prosperous fellow-cit-
izens. But to be rich is in itself the outcome of a vote taken, as in the
market economy not only the acquisition but no less the preservation
of wealth requires continuous success in best supplying the consum-
ers. The capitalist who does not invest his funds in those lines in
which they serve the satisfaction of the most urgent wants of the
public is penalized by losses and loses his wealth entirely if he does
not alter his conduct in time.

Political democracy as embodied in representative government is
the corollary of the economic democracy of the market. From the point
of view of a consistent application of Marxian dialectic materialism,
one must describe parliamentarism, government by the people and
all the freedoms granted by the bills of rights as the "ideological and
political superstructure of the capitalistic system of private enter-
prise." At any rate, the Marxians were consistent enough to deprecate
and to disparage democracy as "pluto-democracy" and parliamentar-
ism as a "bourgeois bogus." Never were there more adamant foes of
any kind of democratic institutions than the Bolsheviks. Only when
the menace of the Nazis made them beseech the aid of the capitalistic
nations of the West, did they begin to arrogate to themselves the
appellation democratic. Only then did the communists and their
allies in Western Europe and America discover that the cooperatives
are democratic institutions, even the very paragon of economic de-
mocracy.

In resorting to this semantic innovation, the pro-cooperative agi-
tators adopted a terminology which owes its origin to Mrs. Beatrice
Potter Webb (Lady Passfield). It was Mrs. Webb who camouflaged the
labor union movement as "industrial democracy" and described the
cooperative movement as one aspect of industrial democracy.18 There
is no need to enter into an examination of these claims. What Mr. and
Mrs. Sidney Webb call democracy and freedom is the very opposite of

In 1891. Cf. Webb, The Cooperative Movement in Great Britain, p. xxiii.
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both. In their eyes, the Soviet dictatorship is true democracy and the
ruthless extermination of all those who do not fully agree with the
rulers is genuine freedom.

The cooperative as a type of business organization is neither
democratic nor anti-democratic. It is one of the legal patterns for
group ownership. In a free society, cooperatives are allowed to func-
tion in the same way in which other types of the business corporation
are allowed. If the cooperatives were not to enjoy any government
favors, one would be right in declaring that they owe the role they
play and the rise of their turnover to the voluntary support of their
patrons as manifested in the democratic process of the market. But
this is precisely not the case. The cooperatives are amply subsidized
by government favoritism. What makes their membership rolls swell
is neither their own achievements nor the services they render to the
patrons but the cumulation of government favors. In joining the
cooperative, the consumer does not approve of the cooperative idea;
what he aims at is to share in the benefits which the government
bestows upon the cooperators.

The cooperative propaganda lays great stress upon the fact that
the cooperatives are voluntary associations. Such statements entirely
distort the true state of affairs.

First, the government interferes in a momentous way with the
final decision of an individual on the point of choosing between
joining or not joining a cooperative. The cooperative is privileged
to the disadvantage of all taxpayers who are not enlisted members.
If from two competing bus lines, the red line and the blue line, the
tickets of the former are subject to a tax while those of the latter
are exempt, it would be misleading to say that a passenger who
prefers the blue line made his choice voluntarily. He acted under
duress as, due to the government's interference, the choice of the
red line is penalized.

Second, it is a sad fact that in many communities the cooperators
resort to social pressure and to more or less open threats in order to
increase enrollment. It is true that these abuses are less frequent in
the United States than in the European countries. But this is not a
proof that the American cooperators are more democratically minded
and have due respect for the rights and freedoms of their fellow
citizens. It merely shows that the United States is still a country in
which laws and legality are enforced.

The cooperatives are neither more nor less democratic than any
other business organization to which the democratic market economy
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offers the opportunity to show what they are able to achieve. How-
ever, the cooperatives do not dare to risk the trial of such an exami-
nation and are looking for the shelter of favoritism.

The Privileges, Prerogatives and
Immunities of the Cooperatives

I
The Governments' Bias in Favor

of the Cooperatives

No human being can free himself from partiality and particular
bias in favor of or against persons, institutions, or things. A govern-
ment is always composed of mortal men and is therefore never aloof
from the strife of peoples, parties, and ideologies. Only state idolatry
describes the rulers as unaffected arbiters and directors of earthly
affairs. Realistic observers know how different the real officeholders
and administrators are.

What is wrong with contemporary governments is not merely
that they are excessive in their predilections and prepossessions,
but still more that they are guided by blind prejudices. The result
is that their best intentions are frustrated and that they invariable
spread havoc.

The whole fabric of modern economic developments is built upon
the functioning of two main types of business organization: individual
and proprietorship and partnership on the one hand and the corpo-
ration on the other hand. All the unprecedented achievements of
modern industrialism that have procured a continually improving
standard of living for an ever-increasing population were effected by
these two types of business organization. It was exclusively profit-
seeking business that transformed the world of horses, sailing ships,
and wind mills into the world of steam power, electricity, and mass
production for the needs of the masses. It was profit-seeking private
business that accumulated the capital, i.e., the tools and machines,
which alone have the power to raise the productivity of labor and
thereby wage rates. Even the most bigoted partisans of cooperativism
cannot dare to claim any of these merits for the cooperatives. The best
that could be said to the praise of the cooperatives is that—of course,
taking advantage of the lavish privileges accorded to them—they
more or less aptly copied some of the well-tried technical methods of
profit-seeking business. It would be impossible to write the history of
our age without assigning the first place to the efforts of private
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business that daily supplies the household of the average with new,
better, and cheaper products. But the historian would omit nothing
noteworthy if he did not mention the fact that some of these
products are distributed or marketed through cooperatives and
that some of the more simple processes of manufacturing are also
executed in plants owned by cooperative associations. There is no
American whose daily life would not be less comfortable if private
business had been prevented from accomplishing all that it has
brought about in the last hundred years. But the great majority of
the nation would not be in any respect worse off if there had never
been cooperatives.

Nonetheless the governments behave as if private business were
an objectionable thing and as if the salvation of mankind were to
depend on the cooperatives. They openly and avowedly discriminate
against private business in subjecting its surpluses to a burdensome
taxation from which a surplus made by a cooperative is exempt. They
discriminate especially against the corporations in taxing corporate
incomes both on the corporation and on the shareholders who receive
dividends. Confiscatory rates of personal-income taxation curtail the
amount of venture capital available for the conduct of private busi-
ness while the cooperatives are allowed to accumulate capital either
without being taxed at all or without being taxed to the extent private
business is taxed.

In all countries of the world, the cooperatives enjoy ample privi-
leges.

In the United States, both state and federal laws provide that the
ordinary activities of the cooperative associations are not to be
deemed violations of anti-trust laws. The Department of Agriculture
makes available to farmers' cooperatives free legal, statistical, and
technical advisory service. Government agencies supply the coopera-
tives with loans at low rates of interest.

The most valuable privileges are those granted in the field of
taxation. Some of these exemptions do not count very much, e.g., the
exemption from the annual franchise taxes. But the exemptions in
the matter of income taxation are of primordial importance.

From its very beginnings, the federal income tax legislation ex-
empted cooperatives. These exemptions were widened and enlarged
in the later Acts. On the other hand, they became the more helpful
and profitable as the tax rates increased to confiscatory levels. With
the present tax rates, they are tantamount to lavish subsidies at the
expense of all taxpayers and the whole nation.
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II
The Essential Problems Concerning

the Tax Privilege

In defending and justifying their tax privileges, the cooperatives
purposely dwell upon trifling technicalities and legalistic syllogisms
in order to divert the public's attention from the essential issue.

As has been pointed out already, from the beginning of the federal
income tax legislation it was the intention to exempt the cooperatives.
The political constellation in the nation and in Congress was such
that no law could be passed without the votes of certain senators and
representatives from whom these tax exemptions were of paramount
importance. Hence, all the definitions and provisions of the tax laws
were so formulated as to leave the cooperatives unmolested. When
the practical experience of the laws' application and the rulings of
the courts demonstrated that these privileges were not so broad as
the cooperatives wanted them to be and when, with the tax burden
continually becoming heavier, the cooperatives' appetite for exemp-
tions increased, these formulations were again and again re-
drafted. Although some congressmen tried to make the fundamen-
tal constitutional principle of equality under the law prevail, the
cooperatives' prerogatives were virtually always enlarged by such
redrafting.

Under this state of affairs, it is easy to understand why the
cooperators are eager to make the discussion turn around the prob-
lem whether or not the cooperatives make profits in the technical
sense that the income tax laws attribute to this term. This present
legal definition of income was influenced by the intention of making
the cooperatives exempt. It is no wonder that it can be interpreted by
the cooperatives in their own favor.

Of course, these interpretations are contradictory and indefensi-
ble. No dialectical artifices can bring about a tenable definition of
income that would include the surplus earned by a corporation and
exclude that earned by a cooperative. But the exemption of the
cooperatives does not depend on the definition of income as written
into the law. The cooperatives are specifically exempt both by the
federal and by the state laws.

A discussion concerning what the law should be must radically
differ from the interpretation of the existing law. While the latter
problem is strictly limited to the letter and the spirit of the law, the
former knows only one yardstick, viz., public welfare and economic
expediency.
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Taxes are levied in order to raise the funds needed for the conduct
of government affairs. To contribute one's share to these funds is a
civic duty. It is not a penalty. The government does not penalize its
citizens for owning a home, smoking cigarettes, or travelling on the
railroad. It taxes them according to the standards provided by these
conditions.

The same holds true for the income tax. It is not a penalty for
having earned profits. Its idea is that people whose income is higher
have a greater faculty or ability-to-pay than those with smaller
incomes. (There is no need to investigate whether this ability princi-
ple of taxation is sound and whether it is not already at the point of
showing its own absurdity.) But the cooperators, entangled in their
prepossession that private profits earned by businessmen are an evil
that must be eradicated, consider the income tax as a fine imposed
upon the "profiteers." In their opinion the income tax is the legal
vehicle to brush away profit-seeking business and to give to the
cooperatives that role that the most ambitious cooperators are aiming
at, namely, the exclusive monopoly in supplying the consumers with
all commodities and services they are asking for and the control of
the plants turning out these commodities.

At the bottom of the cooperatives' argument lies the idea that
selling a commodity at a price exceeding costs incurred is unfair and
should be penalized by confiscation of at least a part of the surplus.
But if this were true, it would apply no less to the surpluses earned
by the cooperatives than to those earned by corporations.

Let us review in detail the arguments advanced by the coopera-
tives in favor of their tax privileges.

1. The transaction between a cooperative and its members is not
a sale and a purchase. The process, says an eminent spokesman of
the cooperatives, Mr. James Peter Warbasse, President Emeritus of
the Cooperative League of the U.S.A., is "simple. A group of people pool
a certain amount of money with which they buy goods to put on the
shelves of their retail store. They own the goods and so cannot sell them
to themselves. When a member wants some of the goods, he goes to the
store and takes away, for example, a can of peas. The peas are already
his—he has already paid for them."19 Now, this description is from the
beginning to the end inappropriate and misleading.

The group of people of whom Mr. Warbasse is speaking do not
merely pool a certain amount of money. They establish an association

19Cf. Warbasse, The Cooperative Way, a Method of World Reconstruction, p. 115.
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organized under the provisions of a specific statute of their state.
They act in this way purposely and with full consideration of the law
because they desire that this association should be recognized by the
laws and the courts as a legal entity which can sue and be sued only
in the corporate name and that the individual associates should not
be liable for the debts of the association. Consequently it is not true
that the members "own the goods and cannot sell them to them-
selves." The goods are owned by the association and not by the
individual members. If a member wants to acquire them in a legally
correct way—and not through theft or embezzlement—he must buy
them from the association. He must not "take them away from the
shelves." In this respect, there is not the slightest difference between
a corporation and a cooperative. The member of a cooperative has no
better title to take away a can of peas from the shelves of the
cooperative store than has the shareholder of a department store with
regard to the cans on the shelves of the department store.

This is not merely a legal technicality. It is the life blood of the
cooperative that it is regarded by the laws as a person whose assets
and liabilities are distinct from the assets and liabilities of its mem-
bers. The whole system of cooperative business would immediately
collapse if this principle were to be abandoned.

2. Even if one were to accept the vicious argument that the
cooperatives in selling to members do not really sell, it would not fit
all those frequent instances in which cooperatives sell to non-mem-
bers. It is paradoxical that associations engaged in all kinds of
wholesale and retail transactions, in export trade and in government
contracts, resort to such a lame excuse.

3. The employment of the total gross surplus of sales proceeds over
all costs expended is to be classified into three groups:

a. One portion is laid aside in a depreciation fund to replace the
equipment worn out.

b. One portion is ploughed back into the business as an enlargement
of the capital invested either in the existing outfit itself or in its
affiliates.

c. One portion is withdrawn from the business and goes to those
entitled: the owner of the private firm, the shareholders of the corpo-
ration, and the members of the cooperative.

The portions b and c together are also from the legal point of view
net income. The advocates of the cooperatives in contending that the
patronage refunds are not profits refer only to the portion c. However,
the portion 6 is no less important; it is even more important as the
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main social and historical function of profit-making is the accumula-
tion of additional capital. The enormous role that the ploughing back
of profits and the investment of profits in new enterprises play in the
evolution of cooperative business is well known. Almost all equity
capital operating in the super-cooperatives and especially in their
production and transportation enterprises was provided by such
profits.

4. An examination of the principles and methods according to
which the cooperatives conduct their business operations and of the
rules they employ in bookkeeping and accounting clearly reveals that
they are—like all other types of business enterprise—guided by the
urge to make a surplus or profit and to avoid losses. Their reluctance
to allow the use of the term "profit" with regard to their affairs is pure
verbalism without any substantial foundation.

Let us look at an official document of the Cooperative League of
the United States, published under the title Learning the Language.20

Here the authors freely admit that "we," i.e., the cooperatives, "are
in business to make money." Hence, they say, many cooperators ask
the same question the private businessman does, namely the ques-
tion: "Have we made a profit or loss?" The private businessman calls
the statement which gives us the answer a "profit and loss state-
ment." But the authors of the booklet do not like this appellation.
Cooperative accountants and cooperative members, they say, should
avoid the use of the term "profit and loss statement," preferring either
"income and expense statement" or "operating statement."21

This is a purely semantic manipulation. The authors do not even
venture to demonstrate that these ominous "earnings," which they
want to withdraw from taxation, are not income or profit. All they do
is to give them another name. If it were enough to avoid income taxes
by changing the name of the "profit and loss statement" to "operating
statement," all private firms and corporations could do so.

The same verbalism manifests itself in the Cooperative League's
suggestion to substitute the term "savings return" for "rebate," "pa-
tronage dividend," or "purchase refund."22

5. The cooperatives deny that they enjoy tax exemption and are
thus privileged as against profit business. Their tax exemption, they
say, is not a privilege as the private businessman could easily enjoy
the same freedom. Let him give back to his customers the difference

20Cooperative League of U. S. A., Pamphlet no. 43.
21Ibid., p. 18.
22Cf. W. E. Regli, A Primer of Bookkeeping for Cooperatives, 2nd ed. (1937), p. 5.
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between the cost price and the selling price, as the cooperatives do,
and the problem is solved.2 If is obvious that this reasoning does not
apply to the tax exemption granted to that part of a cooperative's
profits which is not distributed but reinvested. Neither does it apply
to that part which stems from selling to non-members and from
previous investment in affiliates. Setting aside these minor points, it
must be observed that the concept of cost price is different with regard
to cooperatives and with regard to the private owner of a store or a
filling station. With the cooperative, it includes the salaries and other
payments made to the officers and managers of the cooperative
business. With the private grocer, it does not include a remuneration
for the grocer's own labor performed. It the private grocer or owner
of a filling station were to "give back" to the customers the difference
between the cost price and the selling price, he would not have any
income at all; he would work for a heavenly reward while only the
staff of the cooperatives receives its pay.

Ill
How Capital and Labor are Wasted

by the Cooperatives
The eminence of the competitive market economy consists primar-

ily in the fact that it ceaselessly tends to convey the means of
production into the hands of those people who employ them in the
most economical way for the best possible satisfaction of the needs of
the consumers. It tends to eliminate the less efficient producers and
to give control of production management to the most efficient. To
comprehend the meaning of this function of the market, it is neces-
sary to realize that everybody's material well-being is harmed if
material factors of production or human labor are anywhere em-
ployed in such a way as not to yield the highest output they could
yield when more properly managed. As against more economical
methods of operation, less economical methods result in a restriction
of total output. They make the nation as a whole and all its members
poorer.

In the absence of government interference with business an en-
terprise which requires a higher amount of capital and labor than is
necessary under the given conditions cannot survive. As its costs of
operation are higher, it is finally forced by more efficient competitors
to go out of business. Only the most efficient outfits remain.

2 Warbasse, The Cooperative Way, a Method of World Reconstruction, p. 158.
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But as soon as the government interferes by subsidies, cheap
credit, or tax exemptions, the state of affairs can be altered entirely.
If the inefficient grocer A is exempt from a tax which his more
efficient competitor B is forced to pay, the power of A to stand the
competition of B is strengthened. A's operating costs proper (i.e.,
operating costs exclusive of taxes) are still higher than those of B.
But against this difference in the operating costs proper must be held
the advantage which A derives from tax exemption. Although A's
conduct of affairs is wasteful, although it absorbs an amount of
capital and labor which, without curtailment of the services received
by the public, could be made available for the satisfaction of other
wants which cannot be satisfied precisely on account of A's wasteful-
ness, his shop can continue in business. The government shelters A
against the consequences of his own inefficiency.

A's tax exemption is therefore not merely a matter that would
concern exclusively him and B and would not affect the interests of
all other people. What the government achieves by taxing B alone
instead of distributing this tax equally between A and B, is not merely
a disarrangement of the mutual competitive position between A and
B. The main social and economic effect is the preservation of a high
cost unit at the expense of a low cost unit, the preservation of a quite
useless and obviously pernicious squandering of scarce factors of
production.

This inefficient A whom the government pampers in order to make
it possible for him to compete with B, is the cooperative in its capacity
as a beneficiary of tax exemption and other government favors. It is
of no avail how the friends of cooperativism try to justify these tax
privileges in resorting to metaphysical arguments. The simple truth
is: the government interferes in order to make it possible for the
cooperatives to stand the competition of private business which they
admittedly could not stand when unaided.

The fathers of the cooperative idea and the founders of the first
cooperatives were committed to the erroneous belief that the cooper-
atives could serve the public at lower costs than private business.
However, a century of cooperative experience has exploded this as-
sumption as utterly delusive. The cooperatives did not stand the test.
Where they thrive and as far as they thrive, they owe their existence
to various government privileges, especially to tax exemptions and
cheap government credit.

These privileges become the more valuable for the cooperatives
and the more detrimental for the nation's whole industrial effort and
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economic well-being, the more the cooperatives engage in production
activities.

In the unhampered market economy there prevails a tendency to
invest capital available for the execution of new projects only in those
enterprises which offer the best expectations that they will avoid
waste and inefficiency. However, favoritism shown to the cooperatives
counteracts these tendencies. As the government on the one hand
taxes private business heavily and taxes the corporations twice and
on the other hand leaves the cooperatives free, it gives to inefficient
cooperative factories the delusive appearance of efficiency and the
opportunity to amass a surplus. The champions of cooperativism are
boasting that today in the United States owners of factories approach
cooperatives and offer to sell their plants and that the banks come to
the cooperatives and tell them where there is a factory that can be
bought cheaply and offer to lend the money to buy it.24 Such offers
are, however, not as the cooperative champions assume, the proof of
the superiority of the cooperative mode of production. They merely
show that factories which on account of the fact that they are produc-
ing at too high a cost are doomed on the free market, can quietly
survive as soon as the ample privileges of the cooperatives are
granted to them.

While the tax system both of the federal government and of the
states considerably checks the accumulation of capital on the part
of corporations, private firms, and individuals, it encourages cap-
ital accumulation on the part of the cooperatives. The cooperatives
are fully aware of the tremendous potentiality of this state of
affairs. They have coined the slogan "Factories Are Free."25 Their
most eminent spokesman, in reporting a definite transaction of a
consumers' cooperative, says: "It was good business for the mem-
bers of the cooperative, for without sacrifice on their part they
made themselves the owners of a manufacturing business."26 Now,
there are no such things as can be acquired without sacrifice. It is
true that the members of the cooperative acquired the manufactur-
ing business in question "without sacrifice on their part." But this
was only the case because the government forced other people to
make a sacrifice for the benefit of the members of the cooperative.
It forced these other people to pay higher taxes in order to free the
cooperative from the burden of taxes. The cooperative acquired the

24Ibid., p. 45-46.
25Ibid., p. 46.
26Ibid., pp. 46-47.
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factory by a subsidy which it received in the shape of tax exemption.
The cooperatives in dealing with their expansion pass over their

privileges in silence. They ascribe their success exclusively to the fact
that they "do not have to make any profit."27 It is not necessary to enter
anew into an examination of all the problems implied in this profit
issue. Let us look at the matter from a purely pragmatic point of
view.

The essential point in the reasoning of the fathers and pioneers
of cooperativism was this: the retailers and distributors, these quite
useless middlemen, enhance the price of the commodities because
they are anxious to make profits. The cooperators will eliminate
profit and thereby be in a position to sell the goods to their members
at lower prices than those charged by private profit-seeking business.
As everybody is eager to buy in the cheapest market, the evolution of
the cooperatives will very soon supersede the private retailer.

History has entirely refuted this doctrine. The cooperatives are
not in a position to stand the competition of private profit-seeking
business. They would have long since completely disappeared if they
were not to enjoy ample privileges on the part of the government.

The very fact that in spite of these privileges they have not made
greater inroads into the field of retailing is a proof of their inherent
inefficiency.

By splitting hairs and indulging in subtle syllogisms concerning
the concepts of profits, savings, earnings, surplus, costs, and so on,
the cooperators evade the discussion of the main issue. In a free
country, such as the United States, the immense majority of the
buying public prefers to patronize private business and not the
cooperatives. The cooperatives always insist upon the fact that they
give back to their customers the difference between the cost price and
the selling price in the shape of the patronage dividend while private
business, as they say, retains this difference as profit. But the intel-
ligent customer in choosing between private business and cooperative
business takes into account all the terms of the contract, the quality
of the merchandise as well as its price and the value of all the further
services rendered by the seller; in considering a purchase with a
cooperative, he also takes duly into account the patronage dividend
to be expected. It is a fact that in the United States, this comparison
between the private store and the cooperative store in the immense
majority of cases decides in favor of private business. The conduct of
the American people in buying bears witness to the fact that one buys

27Ibid., p. 46.
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cheaper or better or both cheaper and better in the private store
notwithstanding the patronage rebate. Hence it is proved that the
private businessman's profit is not due to overcharging the customer.
It is earned by an enterprise that in the majority of cases serves the
consumer better and cheaper than the "altruistic" cooperative. The
cooperatives have no reason whatever to boast of the patronage
dividends. The private retailer is giving the customer more, either
in the shape of better merchandise or of a lower price or of other
services.

IV
Cooperative Operation of Manufacturing

and other Production Enterprises
The spectacular expansion of manufacturing and other produc-

tion and transportation activities of the cooperatives and of the
various associations of cooperatives was, as has been already men-
tioned above, a consequence of the fact that the tax privileges of
the cooperatives became the more valuable the more the taxes for
the groups of business not tax-exempt were made increasingly
burdensome.

The differences between a production plant owned and operated
by a cooperative or an association of cooperatives and such a plant
owned and operated by a corporation or a private profit-seeking firm
are two-fold:

1. The former's management is less efficient than the latter's.

2. The former enjoys privileges in the field of taxation and credit
procurement which are denied to the latter.

Those who would be prepared to question the first of these
statements are at a loss to explain why the competition of these
privileged enterprises does not completely crush their non-privi-
leged competitors. An eminent expert, Mr. A. G. Black, former gov-
ernor of the Farm Credit Administration, declared prior to the
Second World War that "when taxes are absorbing a large part of the
earnings of private business, the cooperative form of business really
provides an enormous advantage."28 This enormous advantage is
entirely swallowed by the cooperative bureaucracy to offset the
inefficiency of their conduct of affairs. No part of it is passed on to
the consumers as the consumers, due regard being had to the

As quoted in Tax-Free Manufacturing Cooperative Associations (prepared by the
National Tax Equality Association., 1945), p. 2.
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quality of the products or services rendered, are not supplied by the
cooperatives at lower net prices (that means: prices minus patronage
dividends) than those of the private firms which are not tax-free.
Neither do the workers employed in the cooperatives' plants receive
higher pay than other workers.

The nation's treasury, in granting these tax privileges to the
production activities of the cooperatives, renounces revenues
which it would pocket if these plants were owned by corporations
or if no privileges were granted to the cooperatives. Public expen-
diture must be curtailed correspondingly. Some benefits which a
budgetary allowance could make must be foregone. Who profits
from all this? The answer is: nobody. The equivalent of the drop
in revenue is squandered by ineptitude, negligence, and clumsi-
ness.

If this were not true, the cooperatives could either, selling at
the same prices as other firms, reap enormous profits or, at lower
prices, ruin all their rivals. In either case, they would have long
since already reached what they consider as the ultimate goal of
their movement, namely a state of affairs under which the cooper-
atives produce in their own factories everything that their mem-
bers require. The mere fact that their success was much more
modest proves that there is in cooperativism itself a factor that
checks its progress in spite of the enormous support they receive
from the government. We cannot help calling this factor economic
inferiority.

V
How Favoritism Harms the Cooperatives

Favoritism harms those favored no less than those at whose expense
the favors are granted. It corrupts and enfeebles the protege.

Placing their trust in political tutelage, the cooperatives have
often neglected to appoint as officers, managers, and staff members
men efficient in the conduct of business and have given preference
to people versed in political affairs, propaganda and lobbying and
popular with politicians and bureaucrats. In the continental coun-
tries of Europe whose cooperative activities the American cooper-
ators praise lavishly and set up as a pattern for their own activi-
ties, the cooperatives are in complete dependence on the various
political parties. Each of the most important parties—especially the
Social Democrats, the Catholic Socialists, the non-Catholic Chris-
tian Parties, the various nationalist parties—has established its
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own system of cooperatives which closely collaborates with the
political leadership.

Private business is eager to succeed by improving the quality of
its products and services and by lowering their prices. It resorts to
advertising in order to make the public familiar with the commod-
ities it offers for sale. A profit-seeking merchant's advertisement
sets into relief the advertiser's own achievements and the advan-
tages which the prospective customers could derive from them. It
never smears the competitors. The propaganda of the cooperatives is
at a loss to find enough praiseworthy in the cooperatives' own
accomplishments. Its leitmotif is the vilification of private enter-
prise and the insinuation that its profits are earned by cheating
the customers.

When the private merchant is dissatisfied with the yield of his
store, he tries to improve his conduct of affairs. When a cooperative
works unsatisfactorily, the first thought of the responsible officers
and managers is not the recourse to an appropriate reform of the
operations. It is easier for them to ask for more tax exemption and
for more and cheaper public credit.

The authors of the innumerable books, pamphlets, and period-
icals published by the cooperative propaganda are so much preoc-
cupied with the political aspects of cooperativism that they never
raise the question which cannot be answered without entirely
exploding the essential dogmas of the cooperative movement. They
never ask: Were the fathers of cooperativism right in assuming
that the elimination of profit will make it possible to supply the
consumer more cheaply than he is supplied by profit-seeking busi-
ness? If the answer to this question were to be given in the positive,
it would be impossible to explain how private business—even apart
from all the privileges granted to the cooperatives—could compete
with the cooperatives. The spectacular failure of the consumers'
cooperatives in the urban agglomerations of the United States,
that is the only problem to be dealt with by a serious and honest
book on cooperativism. How could this failure happen in spite of
all taxes charged to private business and of all the ample privileges
accorded to the cooperatives?

The champions of cooperativism think that they have suffi-
ciently excused themselves from answering this question by heap-
ing invective and insulting terms on all those who disagree with
them. The foul language the pro-cooperative literature employs in
its polemics is utterly disgusting. But the very fact that they resort
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to such abusive words proves that they are fully aware of their
inability to refute the objections raised by the economists.

Neither is it of any use to throw dust in people's eyes by expatiat-
ing upon the success of cooperativism in other parts of the world. The
fact that Iceland is in proportion to its population the "most highly
cooperatized country in the world"29 does not outweigh the fact that
the United States, the country with the highest standard of living,
is—as far as consumers' cooperatives are concerned—the least
cooperatized one. The expansion of cooperativism in those countries
of Eastern Europe which never experienced liberal institutions will
certainly not count very much in the eyes of the citizens of free
countries.

The cooperative literature lacks entirely the spirit of self-criticism
and realistic appreciation of facts. It is full of conceit, vainglory, and
self-adulation. It repeats again and again old fallacies, a hundred
times refuted, and never gives a serious thought to any new idea. It
thus faithfully mirrors the intellectual sterility of a movement which
owes its development exclusively to the benevolent partisanship of
the politicians.

Conclusion
The cooperative movement is entirely based on the every popu-

lar but utterly fallacious idea that profit is an unfair toll which the
businessman levies on his patrons and on the contention that, by
rights, the businessman should not ask more than what the mer-
chandise cost him. The cooperatives were designed as devices for
the general abolition of the vicious practice of selling above
costs.

Experience of a hundred years of cooperative association has
clearly proved that cooperatives are not able to take their
chances on a free market. They cannot maintain themselves by
their own efforts. At least it cannot be denied that there is no
record of cooperatives which did stand the competition of private
business without government favoritism. In all countries of the
world, the cooperative movement owes its development and its
present expansion, whatever they may be, to tax exemptions,
cheap government credit and other privileges. In passionately
asserting that the abolition of these privileges would amount to
a suppression of the cooperatives, the spokesmen of the cooper-
atives confess that they themselves consider these privileges as

29Cf. Warbasse, The Cooperative Way, a Method of World Reconstruction, p. 126.
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indispensableforthesurvival of cooperativism.
Business is not an end in itself. It exists and operates for the

benefit of the public. The only justification of the conduct of a business
lies in the patronage voluntarily given to it by a sufficient number of
people. If people do not patronize a shop of their own accord, it is
certainly not the task of government to favor it at the expense of the
public revenue and thereby to bring to it as members people who are
eager to share in the enjoyment of these favors. A business outfit that
owes its survival to political pressure and not to the voluntary
support of the buying public is parasitic. Its preservation results in
the squandering of labor and material factors of production, it cur-
tails the total amount of goods available for consumption, it is perni-
cious from the point of view of public welfare.

The cooperative type of business organization can justify its exis-
tence only by renouncing the privileges which it enjoys today. Only
as far as the cooperatives are able to hold their own without the
support of tax exemptions, cheap government credit and other favors
can cooperativism be considered as a legitimate method of doing
business in a free society.
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Some Observations on Current
Economic Methods and Policies

i i
f no radical changes in the prevailing political trends and tend-
encies occur very soon, the system of full government control of

human activities will within a few years triumph in all countries this
side of the Iron Curtain.

The doctrine today accepted by all those statesmen and politicians
who do not openly embrace all the teachings of communism and
totalitarianism maintains that it is the duty of the government to
interfere with the operation of the market whenever the outcome of
this operation appears to the government as "socially" undesirable.
This means: the individuals in their production activities and in their
buying and selling on the market are free as far as they precisely do
what the government wants them to do; but they are not permitted
to deviate from the course approved by the authorities. This doctrine
of government omnipotence is, of course, today not yet completely
enforced. The governments have not yet attained the formal power to
control prices and wage rates. But the resistance offered to the
enactment of such powers is weakening more and more. The govern-
ment of the United States, in its endeavors to go on in its reckless
inflationary policy, continually threatens the nation with the specter
of all-round control of prices and wages. And only a few voices of
protest are raised.

[This article was written in 1951 and is previously unpublished—Ed.]
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People who declare that they are in favor of the preservation of
the market economy are called "extremists" and their arguments are
not deemed worthy of a refutation. Even members of minority groups
join in this enthusiasm for government omnipotence, although this
system would deprive them of the only opportunity they have for
overcoming the animosity of the majority by excelling in the service
of the public, the consumers. Almost all educational institutions, for
the most part carefully avoiding the ticklish terms communism and
socialism, are propagandizing for—all-round—planning and for "pro-
duction for use."

Gone are the days when people, and first of all the youth, held
liberty in esteem. Our contemporaries long for the "plan," the strict
regimentation of everybody's life, work, and leisure by decrees of the
paternal dictator.

II

The only goal of production is to provide for the satisfaction of
wants, that is consumption. The eminence of the market economy is
to be seen in the fact that all production activities are ultimately
directed by the consumers. Man is sovereign in his capacity as a
consumer. In his capacity as a producer he is bound to comply with
the wishes of the consumers.

By their buying and by their abstention from buying the consum-
ers determine all that happens in the sphere of what is commonly
called economic affairs. Their behavior ultimately determines
everybody's place and function in the social apparatus of production.
They allot ownership of the material factors of production to those
who have succeeded in directing them into employments in which
they best satisfy the most urgent of the needs of the consumers.
Property in material factors of production, wealth, can be acquired
and preserved in the capitalistic or market economy only by serving
the consumers better or more cheaply than others do. Such property
is a public mandate, as it were, entrusted to the proprietor under the
condition that he use it in the best possible way for the benefit of the
consumers. The capitalist must never relax in endeavors to serve the
public better and more cheaply. If he feels that he cannot achieve this
without help from other people, he must choose adequate partners or
lend his funds to such men. Thus there is built into the system of the
market economy a mechanism, as it were, that inexorably forces the
owners of all material factors of production to invest them in those
lines in which they best serve the consumers.
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In a similar way the consumers determine the height of the
earnings of those working for salaries and wages. The employer is
under the necessity of paying to each helper the full price the con-
sumers are prepared to refund to him for what this worker has
contributed to the qualities of the product. He cannot pay more, for
then the employment of the worker would involve a loss; neither can
he pay less, for then his competitors would lure away the job seekers
from his plant. It is not the valuation of the employer, but that of the
consumers that is instrumental in granting high wages to popular
actors and athletes and low wages to street sweepers and charwomen.

That this system benefits all nations and all individuals within
every nation has been spectacularly demonstrated by the unprece-
dented increase in population figures it has brought about. Wherever
governments and pressure groups resorting to violent action have not
fully succeeded in their endeavors to sabotage the operation of the
market, industry has provided the masses with amenities of which
the wealthiest princes and nabobs of the past did not even dream.

If one compares economic conditions in the most prosperous parts
of the earth with those in the so-called underdeveloped countries, one
cannot help realizing the correctness of the fundamental principle of
nineteenth-century economic liberalism. Against the vagaries and
revolutionary delusions of the socialist and communist agitators, the
economists, opposed the thesis: there is but one method available to
improve the conditions of the whole population, viz., to accelerate the
accumulation of capital as against the increase in population. The
only method of rendering all people more prosperous is to raise the
productivity of human labor, i.e., productivity per man hour, and this
can be done only by placing into the hands of the worker more and
better tools and machines. What is lacking in the countries usually
described as underdeveloped is saving and capital accumulation.
There is no substitute for the investment of capital. If any further
proof of this fundamental principle were needed, it is to be seen in
the eagerness of all backward nations to get foreign capital for their
industries.

I l l

In dealing with the pros and cons of socialist management, one
unfortunately neglects to pay sufficient attention to those effects
which are commonly considered as non-economic. One fails to pay
attention to the human aspect of the problem.

The distinctive feature of man consists in his initiative. An
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animal's life takes precisely the course peculiar to all members of the
species it belongs to. A deviation from this line can be brought about
only be external force, the interference of a human will. But man is
in a position to choose between various ways of conduct open to him.
His fate depends to some extent on the mode in which he reacts to
the conditions of his environment and integrates himself into the
social system of peaceful cooperation. He is, within definite limits
drawn by nature, the founder of his fortune. Not to be restricted in
the pursuit of his own plans by anything else than the same freedom
accorded to his fellow men, is what is commonly called freedom.
Freedom does not mean unbridled license to indulge in any acts of
ferocity and it does not conflict with the operation of a "state," i.e., a
social apparatus for the violent repression of the recourse to brute
force on the part of unruly individuals or gangs. On the contrary, it
can work only where the peaceful cooperation of individuals is pro-
tected in such a way against oppression and usurpation.

Constitutional government by elected officeholders—representa-
tive government—is an institution to give the citizens in the admin-
istration of public affairs a supremacy as far as possible analogous to
the sovereignty they enjoy in their capacity as consumers in the
market economy. Supplanting the rule of the aristocratic lords of the
feudal ages and all systems of slavery and serfdom, it developed in
the countries of Western civilization simultaneously with the gradual
disintegration of the economic self-sufficiency of families, villages,
counties, and nations and the evolution of the world-embracing sys-
tem of the international division of labor. It is the political corollary
of the economic democracy of the market economy, and it gives way
to a dictatorial regime whenever and wherever the voluntary cooper-
ation of men under the system of free markets is abolished by the
establishment of any kind of socialist management.

For the planned economy is the most rigid system of enslavement
history has ever known. Its advocates implicitly admit it in calling it
a method of social engineering, that is: a system that deals with
human beings—with all of them but the supreme dictator—in the way
in which the engineers deal with the dead material out of which they
build houses, bridges, and machines. To the individual no other choice
is left but between unconditional surrender or hopeless rebellion.
Nobody is free to deviate from the role the plan assigns to him. From
the cradle to the coffin all actions of a man as well as his behavior in the
time styled leisure hours are exactly prescribed by the authorities.

Such are conditions in the regime after which the immense majority
of our intellectuals and the masses of common men are passionately
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hankering. The children and grandchildren of the generations that
were full of enthusiasm for liberty are enraptured by the image of a
utopia in which they themselves will be nothing but pawns in the
hands of other people. To those familiar with the long history of the
struggles for freedom it gives a peculiar impression to see today the
old and the young, the professors and the ignorant, the artists and
the boors longing for the unlimited rule of "big brother."

This infatuation of the intelligentsia as well as of the illiterate
masses is so firm that no adverse experience can weaken it. The more
information about the real state of affairs in the communist countries
reaches the Western nations, the more fanatical become the daily
swelling ranks of those longing for the "dictatorship of the proletariat."

IV

The radical change that has buried in oblivion the ideal of liberty
and extols to the skies unconditional submission to the "plan" is
reflected in the alteration of the meaning of almost all terms desig-
nating political parties and ideologies.

In the nineteenth century the term liberal (derived from liberty)
denoted those aiming at representative government, at government
by laws and not by men, and at restricting the power of the govern-
ment to the preservation of peaceful interhuman relations against
any possible attacks on the part of domestic gangsters or of external
foes. Today in the United States to be liberal means: to advocate full
government control of all human activities in domestic policy and, in
foreign policy, to sympathize with all revolutions aiming at the
establishment of a communist dictatorship. No term is left to signify
those who favor the preservation of the market economy and of
private property in the material factors of production. Such "reaction-
aries" are not considered worthy of having a party name.

In some parliamentary chambers of nineteenth-century Europe
the members of the party advocating government by the people and
full civil liberties were seated to the left of the chairman. Hence the
designation left came into use to signify them and the designation
right to signify their opponents, the advocates of despotic govern-
ment. In present-day American usage the meaning of these terms has
been inverted. The champions of the "dictatorship of the proletariat,"
of the Russian and Chinese methods of unlimited tyranny of those in
power, are nowadays called leftists and the advocates of constitu-
tional government and civil liberties rightists. In this terminology not
only Lenin, who on January 6, 1918, dispersed the Constituent
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Assembly by military force, is to be called a leftist, but no less his
predecessors in the impolite treatment of parliaments: Oliver Crom-
well and the two Napoleons. But Karl Marx, who vehemently rejected
this Bonapartist method of suppressing the opposition in one of his
best known pamphlets,1 would have a fair claim to be qualified as a
member of the "extreme right."

The truth is that any kind of socialist or communist regime is
incompatible with the preservation of civil liberties and representative
or constitutional government. Representative government and civil
liberties are the constitutional or political corollary of capitalism as
unlimited despotism is the corollary of socialism. No semantic prattle
can alter this fact. The socialist movement is not a continuation of the
liberal movement of the nineteenth century, but the most radical reaction
against it. The total state of the Lenin and Hitler pattern is the embodi-
ment of the ideals of all the great tyrants of all ages.

Unintentionally the words a man chooses in his speaking and
writing reveal something about his ideas that he would not be pre-
pared to express directly.

The noun revolution originally signified a revolving motion and
then a transformation. But since the American and the French Rev-
olutions it means first of all violence, civil war, war against the
powers that be. When Arnold Toynbee used for his rather biased
account of the evolution of modern industrialism in England (first
published in 1884) the title Industrial Revolution he unintentionally
disclosed his interpretation of history as a succession of violent
conflicts, of killing and destroying.

The same disposition explains the use of the expression "the
conquest of a market" to describe the fact that Ruritanian merchants
succeeded in selling their wares in Laputania.

Many more examples could be quoted. But it is sufficient to
mention one: the United States' "war against poverty." The only
method of reducing poverty and of supplying people more amply with
consumers' goods is to produce more, better, and cheaper. This is what
profit-seeking business aims at and achieves, provided sufficient
capital has been accumulated by saving. All that a government can
do in this process is to protect the operation of the market economy
against violent or fraudulent aggression. What lessens poverty is not

The Eighteenth Brunmaire of Louis Bonaparte [1852], Daniel de Leon, trans., 3rd
ed. (Chicago: H. Kerr, 1913).
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taking something away from Paul and giving it to Peter, but making
commodities more easily accessible by producing more, better and
cheaper. There is nothing in this sequence of events for the appella-
tion of which the term "war" would seem to be adequate. A govern-
mental system that spends every year billions of dollars of the
taxpayers'money to make essential foodstuffs, cotton and many other
articles more expensive should certainly have the decency not to
boast of an alleged war against poverty.

VI

What distinguishes the mentality of our contemporaries most
radically from that of their grandparents is the way they look upon
their relation to the government. To the nineteenth-century liberals
state and government appeared as institutions to give to the people
the opportunity to live and to work in peace. Everything else, the
development of material welfare as well as the cultivation of man's
moral, intellectual, and artistic faculties, was the concern of the
individuals.

The citizens had to comply with the laws of the country and they
had to pay taxes to defray the costs incurred by the government
apparatus. In their household accounts the state was an item of
expenditure. Today the individual sees in the state the great provider.
Together with his fellows organized as a pressure group, he expects
material assistance from the authorities. He is convinced that the
state's funds are inexhaustible as it can fleece the rich endlessly.

The state which the citizens supported in paying taxes could be
democratic. The state from which the citizens are getting subsidies
cannot remain democratic. People competing with one another for
bounties submit humbly to the candidate for dictatorship bidding
the most.

What the masses in their thirst for lucre do not see is that they
themselves will have to pay the costs of the "presents" the govern-
ment gives them. Inflation, the main source of the Santa Claus state's
funds, makes their savings wither away. While investors in real
estate and common stock profit from the progressive weakening of
the monetary unit's purchasing power during an inflation, the invest-
ments of the less wealthy strata, predominately consisting in savings
deposits, bonds, and insurance policies, melt away. The popularity
inflationary measures enjoy among the masses of wage earners, who
are victimized by them more than the rest of the nation, shows clearly
their inability to see what their genuine interests really are.
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The Role of Doctrines
in Human History

E Thought and Conduct

arlier historians dealt almost exclusively with the deeds and
exploits of kings and warriors. They paid little or no attention

to the slowly working changes in social and economic conditions. They
did not bother about the modifications of doctrines, creeds, and
mentalities. Even such an unparalleled event as the expansion of
Christianism was hardly mentioned by the historians of the first two
centuries.

About a hundred and score years ago a new approach to history
was entered upon. Cultural history studies the development of social,
political, and economic institutions, the changes in technique and in
methods of production, the alterations in the way of life and the trans-
formation of customs and habits. These studies must needs lead to the
discovery of the dominant role played by the ideas guiding human
behavior. Everything that men do is the result of the theories, doc-
trines, creeds, and mentalities governing their minds. Nothing is real
and material in human history but mind. The essential problems of
historical research are the modifications of the systems of thought which
occupy man's spirit. Habits and institutions are the product of mind.

[This article was probably written in either 1949 or 1950 and is previsouly unpub-
lished until this volume—Ed.]
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As an animal, man has to adjust himself to the natural conditions
of the earth or the part of the earth where he lives. But this adjust-
ment is a work of the brain. The geographical interpretation of history
failed to recognize this deciding point. The environment works only
through the medium of human mind. On the same soil where the
white settlers have developed modern American civilization the In-
dian aborigines did not succeed even in inventing wheels and car-
riages. The natural conditions which render skiing a very useful
means for travelling were present both in Scandinavia and in the
Alps. But the Scandinavians invented the skis, whereas the inhabi-
tants of the Alps did not. For hundreds, nay thousands of years these
peasants were closeted during the long winter months in their moun-
tain homes and looked longingly upon the inaccessible villages down
in the valleys and upon the unapproachable homesteads of their
fellow farmers. But this desire did not activate their inventive spirit.
When some forty or fifty years ago townsfolk imported skiing as an
outdoor sport into the mountains, the natives sneered at what seemed
to them to be a funny toy. Only very late they learned how useful these
"toys" could be for them.

Not more conducive than this theory of the natural environment
is the theory of the general environment as developed by various
nineteenth century sociologists. Every man is influenced by the social
and cultural conditions of the milieu in which he has to live and to
work. But these institutions and conditions are themselves already
the product of the doctrines dominating the conduct of preceding
generations. They themselves have to be explained, the appeal to
them is not a substitute for an explanation. Taine was right when in
dealing with the history of art he referred to the milieu in which
artists and poets achieved their works. But general history has to go
further; it has not to acquiesce in considering the conditions of
environment as data which cannot be traced further back.

We do not intend to deny that human mind is influenced by the
conditions under which man lives. In saying that we have to consider
human thoughts as the ultimate source of human conduct we do not
wish to contend that mind is something indivisible or something final
beyond which nothing else exists or anything not subject to the
limitations of the material universe. We do not have to deal with
metaphysical problems. We simply have to take account of the fact
that the present state of knowledge does not enable us to realize how
the inner man reacts upon external things. Different men and the
same men at different times respond in a different way to the same
stimuli. Why did some people bend their knees before the idols
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whereas other preferred to die rather than to commit an act of
idolatry? Why did Henry IV change his faith in order to obtain the
rule of France whereas his scion Henry of Chambord refused to
abandon the white flag with the fleur-de-lis for the tricolor, although
he knew that he lost thereby the crown of France? There is no other
answer possible to such questions than the reference to the ideas
controlling human conduct.

The different readings of the very popular Marxian materialistic
interpretation of history are fundamentally wrong. Both the state of
technology and the productive forces are a product rather of the
working of mind than a factor determining the state of mind. One
merely moves in a circle when one tries to explain thought by some-
thing which itself is a result of human ideas. The obvious truth that
man has to adjust himself to the natural conditions of the world in
which he lives, does not at all justify the naive and crude materialist
metaphysics of Marx. This adjustment is effected by thought. Why
did not the Negroes of Africa discover means to fight the germs which
menace their lives and health and why did European scholars dis-
cover efficient methods to fight these diseases? No materialism can
answer such questions satisfactorily.

II
The Social Role of Doctr ines

Science cannot provide us with a full explanation of everything.
Every branch of knowledge has to stop at some given facts which it
has—at least for the present time, maybe forever—to consider as
ultimate and beyond which it cannot go. These ultimate facts are
simply given to our experience, they cannot be traced back to other
facts or forces, they are inexplicable. We call them by names like
electricity or life, but we have to confess that we do not know what
electricity or life are, whereas we know what water or thunder are.

Individuality is such an ultimate given for history. Every histori-
cal investigation reaches earlier or later a point where it cannot
explain facts otherwise than by pointing to individuality.

We are fully aware of the fact that every individual is at any given
moment the product of his past. At birth he brings into the world as
innate qualities the precipitate of the history of all his ancestors,
their fate and their vicissitudes of life. We call it his biological
inheritance or his racial characteristics. In his lifetime the individual
is steadily influenced by his environment, both by the natural sur-
rounding and by the social milieu. But we cannot explain how all
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these factors act on his thought. There is always something left which
we cannot analyze further. We cannot explain why Descartes became
a great philosopher and Al Capone a gangster. Our last word is:
individuality. Individum est ineffabile.

In dealing with doctrines, their origin, their development, their
logical implications, and their working in society we do not wish to
contend that they are ultimate facts. Doctrines have not a life of their
own, they are products of human thought. They are a part only of the
universe and we may assume that nothing in their history justifies
to consider them as exempt from the laws of causality. But we have
to realize that we know nothing, simply nothing about the way in
which man creates or produces ideas and mentalities. In this sense
only are we entitled to call doctrines ultimate facts.

We may assume that there are doctrines whose applications favors
man in his struggle for life and that other doctrines are detrimental.
There are doctrines building up social cooperation and there are
destructive ideas resulting in a disintegration of society. But nothing
gives us the right to believe that destructive doctrines must needs
lose their prestige because their consequences are pernicious. Reason
has a biological function to fulfill; it is man's foremost tool in his
adjustment to the natural conditions of life. But it would be a mistake
to believe that a living being must always succeed in the struggle for
life. There were species of plants and of animals which vanished
because they failed in their endeavors to adjust themselves. There
were races and nations which died out, there were societies and
civilizations which disintegrated. Nature does not prevent man
from thinking prejudicial ideas and from constructing hurtful
doctrines. The fact that a doctrine has been worked out and that it
succeeded in obtaining many supporters is not a proof that it is not
destructive. A doctrine may be modern, fashionable, generally
accepted and nevertheless detrimental to human society, civiliza-
tion and survival.

We have to study the history of doctrines because they alone give
us the clue to the understanding of social, economic, and political
changes.

Ill
Experience and Social Doctrines

In the field of the natural sciences, especially in physics we have
the opportunity of applying the experimental method. The scientist
isolates in the laboratory the various conditions of change and observes



The Role of Doctrines in Human History 293

their action. Every statement can be verified or refuted by the result
of experiments.

In the field of the sciences of human conduct we cannot recurr to
the experimental method and cannot make experiments. Every expe-
rience is the experience of a complexity of phenomena. We never enjoy
the advantage of observing the working of one factor only, other
things being equal. Experience therefore can never verify or refute
our statements and theories concerning social problems.

It is an undeniable fact that no nation has reached a somewhat
higher stage of civilization without private ownership of the means
of production. But nobody is prepared to maintain the statement that
experience has proved that private property is a necessary and
indispensable requisite of civilization. Social and economic experi-
ence does not teach us anything. The facts have to be commented by
our theories, they are open to different explanations and conclusions.
Every discussion concerning the meaning of historical facts falls back
very soon to an examination of a priori theories and scrutinizes them
without any reference to experience. These theories have logical
precedence, they are anterior to historical experience and we grasp
the meaning of this experience only with the aid of them.

These theories and doctrines, whether sound or unsound, whether
suitable or detrimental for survival, do not only guide human con-
duct, they are at the same time the mental tool through the aid of
which we perceive their working in history. We cannot observe social
facts but in the light in which our theories and doctrines show them.
The same complex of events offers different aspects according to the
point of view from which the observer sees it.

Some very fashionable opinions have badly misjudged these ob-
jectives. Positivism, empiricism, and historicism believed that social
facts could be established in the same way in which physics estab-
lishes physical facts. (We do not have to scrutinize the bearing of the
latest discoveries which let us foresee that also the physicists will
have to acknowledge that the result of an observation differs accord-
ing to the different ways in which the observer approaches it. It seems
to be too early to draw conclusions from the contributions of Werner
Broglie, Louis Heisenberg, and other contemporary scientists.) They
consider facts as something independent from the ideas of the ob-
server and social experience as something logically and temporarily
antecedent to theories. They do not realize that the act by which we set
off out of the stream of events some happenings and consider them as
definite facts is necessarily guided by our theoretical insight or, as some
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people may prefer to say, by our doctrinal prejudices. Why do we
consider the balance of payments of the United States as a fact and
why do we not pay any attention to the balance of payments of the
state of Maryland or of the city of Boston or of the borough of
Manhattan? Why do we, in dealing with the problems of Germany's
currency, consider the state of Germany's balance of payments?
Because the investigation of the economist who proceeds in this way
is guided by a very definite (and, as I have to remark, erroneous)
theory of money.

The statisticians are mistaken when believing that what they
study are pure facts only. The statistician tries to discover the corre-
lations existing between different series of figures, when his theoret-
ical reasoning makes him assume that there exists a causal relation
between them. In the absence of such theoretical assumptions he does
not pay any attention at all to obvious correlations, whereas he is
quick in proving that a correlation exists, when his preconceived
theory postulates such a correlation. Jevons believed that he had
succeeded in demonstrating a correlation between the economic cri-
ses and the sun spots. On the other hand no statistician ever paid any
attention to the discovery of a correlation between the number of
storks and the changes of natality.

In life and reality all things are linked with all other things.
History is a continuous flow of events which are entangled into a
uniform structure. The delimitation of our mental forces prevents
us from grasping them as a whole by one act of perception. We have
to analyze them step by step, starting from the isolation of small
things and slowly proceeding to the study of more complicated
problems. The act by which we separate some changes out of the
whole context of the flux of life and consider them as facts is not a
function of reality. It is the result of the working of our mind. In
the field of the social sciences there are no such things as pure
facts. What we conceive as a fact is always the result of the way
we look into the world. A superhumanly perfect intellect would see
the same things in a different way. We of the twentieth century
look at the same things in another way than Plato, Saint Thomas,
or Descartes did. Our facts are different from their facts, and the
facts of men who will live a hundred years after us will be different
again.

A social fact is a piece of reality perceived by human intellect.
What constitutes a fact is not only reality but no less the observer's
mind.
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An isolated figure or an isolated series of figures do not mean
anything. Nor does any other isolated fact—such as: Brutus killed
Caesar—mean anything. Assembling statements about isolated facts
does not deepen our insight and is no substitute for theories and
philosophies. But every attempt to combine different facts—whether
by establishing correlations or by other methods—is the outcome of
our theories and doctrines. In the context of different doctrines
identical events get a different meaning. The same experience, the
same facts are viewed in a quite different way by people who do not
agree about the theories. The experience of Russian Bolshevism is
not the same for Liberals (in the old sense of the term) and for
Socialists, for free thinkers and for Catholics, for Nazis and for Slav
Nationalists, for economists and for the patrons of the screen. The
same is true for the American New Deal, for the breakdown of France,
for the Treaty of Versailles, and for all other historical facts. Of
course, every party is firmly convinced that its own interpretation
only is sound and adequate to the facts and that all other opinions
are radically wrong and biased by false theories. But the conflict of
doctrines cannot be solved by silencing all those who have different
ideas. A party which succeeds in making its own opinion the only legal
one and achieves to outlaw all other opinions does not alter the
characteristic feature of its creed. A doctrine remains a doctrine even
when generally accepted and undisputed. It may be erroneous even
when no contemporary challenges it.

In order to broaden our knowledge in the field of human conduct
we have to study on the one hand the problems of praxeological and
economic theory and on the other hand history. But the study of
history has to center around the study of the development of ideas
and doctrines. The first step to every attempt to investigate social,
political, and economic changes has to be the study of the changes of
the ideas which guided men to bring about these changes.

IV
Doctrines and Political Problems

The problems the politicians have to deal with are not set by
nature and natural conditions, they are set by the state of doctrinal
convictions.

For the sixteenth and seventeenth century there existed a religious
problem for which no satisfactory solution seemed to be possible. In
those days people could not grasp the idea that men of different denom-
ination could peacefully live together in the same country. Torrents of
blood were shed, flowering countries were devastated, civilizations were
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destroyed by wars for the establishment of religious uniformity.
Today we do not see any problem at all in this issue. In Great Britain,
in the United States, and in many other countries Catholics and
Protestants of various dominations cooperate and collaborate without
any qualms. The problem has been solved, it disappeared with the
change of the doctrines concerning the task of civil government.

On the other hand we have a new problem to deal with, the
problem of the coexistence of various linguistic groups in the same
territory. It was not a problem a hundred years ago and it is not a
menacing problem in America. But it is a terrible menace in Central
and Eastern Europe. Americans still find it difficult to recognize that
it is a problem at all, because they are not familiar with the doctrines
which made it a problem.

It would be inadequate to say that these great political issues
which cause conflicts, wars, and revolutions are apparent problems
only and make light of them. They are not less real and genuine than
any other problem of human conduct. They are the outcome of the
whole structure of ideas and reasonings which guide present day
politics. They actually exist in the social environment which is deter-
mined by these doctrines. They cannot be solved by a simple recipe.
They may fade one day with the evanescence of the whole structure
of ideas which have created them.

We have to separate the technological problems from the political
ones. The adjustment of man to natural conditions of life is the
outcome of his study of nature. The natural sciences may be styled
by theologians and metaphysicians as an inadequate means to solve
the riddles of the world and to answer the fundamental questions of
being. But nobody can deny that they have succeeded in improving
the external conditions of human life. That there are living today on
the earth's surface many more people than some hundreds or thou-
sands of years ago and that every citizen of a civilized country enjoys
much more comfort than the preceding generations did, is a proof of
the usefulness of science. Every successful surgical operation contra-
dicts the skepticism of sophisticated grumblers.

But scientific research and its application in the struggle for
human life can be effected only in society, i.e., in a world, where men
cooperate by division of labor. Social cooperation is a product of
reason and mind. It can be considered as a gift of God or as natural
phenomenon only as far as we have to realize that the power to think
is a natural equipment of man. Man has by making proper use of his
faculties created both technology and society. The progress of the
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natural sciences and of the social sciences, the development of tech-
nical skill and of social cooperation are inextricably linked together.
Both are an outcome of mind.

We have not to dwell upon the matter that there are problems
which the natural sciences cannot solve. As far as the experimental
method of the laboratory can work, the natural sciences can attain
statements which may be regarded as undisputed facts. Natural
science marches forward by trial and error. That the experiments
arranged in the laboratory effect the expected results and that the
machines run in the way we want them to run provides us with a
verification of the body of our physical insight which is beyond any
doubt.

But in the field of the social sciences we do not enjoy the advantage
of the experimental method. We have to repeat this fact again and
again, because its enormous bearing can hardly be overrated and
because it is totally neglected by present day epistemology and
economics. The theories which build up or disintegrate social cooper-
ation can only be proved or refuted by pure reasoning. They cannot
be exposed to the simple examination of the experiment.

This explains fully why the conflict of social doctrines seems to be
in such a hopeless state. When Lavoisier replaced the theory of the
phlogiston by a more satisfactory theory he met first with a stubborn
opposition by the supporters of the older view. But his resistance
disappeared very soon and forever the experiments in the laboratory
and the application of the new theory in technological practice put an
end to it. No similar test could be brought forward in favor of the great
economic achievements of Hume, Ricardo, and Menger. They have to
undergo the scrutiny of abstract reasoning.

Then there is a second important difference. Within the frame-
work of a capitalist society where there is private property of the
means of production a new idea can be put into practice in a limited
field with small resources. Thus men like Fulton and Bell could
succeed in realizing plans to which the majority of their contempo-
raries laughed. But social changes have to be brought about by
measures which need the support of the majority. A free-trader cannot
realize free-trade by the support of a few friends, peace cannot be
established by an isolated small group of peace loving people. To make
social doctrines work the support of public opinion is needed. Those
scores of millions who ride on the railroads and listen to the broadcast
without any idea of how railways have to be constructed and operated
and how the radio works, have to grasp the incomparably more
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difficult problems of social cooperation, if society has to operate
satisfactorily. Thus the great bulk of the low-browed, the masses who
do not like to think and to reflect, the inert people who are slow in
grasping new complicated ideas have to decide. Their doctrinal
convictions, how crude and naive they may be, fix the course of
events. The state of society is not the outcome of those theories
which have the support of the small group of advanced spirits, but
the result of the doctrines which the masses of laymen consider as
sound ones.

It is generally believed that the conflict of social doctrines is due
to the clash of group interests. If this theory were right, the cause of
human cooperation would be hopeless. If unanimity cannot be
reached because the rightly conceived interests of individuals are
running counter to each other or because the interests of society are
in antagonism to the interests of individuals then no lasting peace
and no friendly cooperation between men can ever be attained. Then
the present state of civilization which postulates peace cannot be
maintained and mankind is doomed. Then the Nazis were right who
considered war as the only normal, natural, and desirable shape of
human intercourse. Then the Bolsheviks were right who did not
argue with their adversaries but exterminated them. Then Western
civilization was nothing but a shameless lie and its achievements, as
Werner Sombart asserted, the work of the devil.

What we have to realize is that the social problems are the result
of the state of social doctrines. What has to be considered is whether
a state of social organization can be conceived which could be consid-
ered satisfactory from the—rightly conceived—interests of every
individual. If the answer to this question has to be in the negative
then we have to see in the conflicts of our day the prelude to the
unavoidable disintegration of society. If on the other hand the
answer will be affirmative we have to investigate what state of
mind has led to conflicts in a world where another result is at least
conceivable.

In any case the conflicts are a result of the doctrines. Even those
who believe that the conflicts are the unavoidable outcome of a real
and necessary antagonism of interests do not deny that these real
antagonisms have to be perceived by reason in order to guide the
actions of men. Man can only act for his own interest if he knows
what his interests are and what has to be done in order to promote
them. Both the Marxians and the Nationalists agree that a state
of mind could prevail and prevailed, where classes, nations, and
individuals are mistaken about their true interests and stick to
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doctrines which are detrimental to their own welfare. Notwithstand-
ing their repeated assertions that being by some mystical process
creates the proper ideas they praise their great men for having
discovered them, they acknowledge that some people conceive ideas
unsuitable to their being and they believe that propaganda is
necessary to imbue people with the doctrines adequate to their
being. Thus they, too, admit that the doctrines and not the bare
state of things engender the conflicts.

There is another widely spread fallacy according to which men are
by innate features or by environment disposed for a particular Welt-
anschauung or philosophy. Men of different philosophies disagree
about everything; their opinions can never harmonize, no conformity
can ever be reached. This too, if it were true, would render society
and social cooperation impossible. But it is not true. All men, notwith-
standing the party lines which divide them, want the same things in
this world. They want to protect their own life and the lives of their
kin against damage and they want to increase their material well-
being. They fight each other not because they wish to attain different
aims, but on the contrary, because—striving for the same ends—they
assume that the satisfaction which the other fellow may get hinders
their own improvement. There were once ascetics who honestly and
fully renounced every worldly ambition and were content to live the
life of the fish in the water. We have not to dwell upon their case,
because these rare saints certainly are not responsible for the strug-
gles for more food and more luxuries. When people disagree about
social doctrines they do not disagree about Weltanschauung, they
disagree about the methods to get more wealth and more joy. All
political parties acting on the stage of history promise to their follow-
ers a better life on earth. They justify the sacrifices they exact from
their partisans as necessary means for the acquisition of more
wealth. They declare these sacrifices as temporary only, as invest-
ments which will bear multiple profit. The conflict of doctrines is a
discussion about means, not about ultimate ends.

Political conflicts are the result of doctrines which maintain that
the only way to happiness is to inflict harm on other people or to
menace them with violence. Peace, on the other hand, can be achieved
only by the conviction that peaceful cooperation gives better satisfac-
tion than fighting each other. The Nazis embarked upon the way of
conquest because their doctrines taught them that a victorious war
is indispensable for their happiness. The people of the fifty American
states live peacefully together because their doctrine teaches them
that a peaceful cooperation suits better their objectives than warring
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does. When once, some hundred years ago, a different doctrine got
hold upon the minds of Americans bloody civil war resulted.

Thus the main subject of historical research has to be the study
of social, economic, and political doctrines. What people do when
making laws and constitutions, when organizing political parties
and armies, when signing or breaking treaties, when living peace-
fully or kindling wars or revolutions, is the application of these
doctrines. We are born into a world shaped by doctrines and we are
living in an environment which continually changes by the opera-
tion of changing doctrines. Every man's fate is determined by the
working of these doctrines. We sow, but the result of our toil and
trouble depends not only on the acts of God; not less important for
our harvesting is the conduct of other people and this conduct is
guided by doctrines.

V
The Expedience of Doctrines

It is not the task of a scientific inquiry to judge the various
doctrines from the point of view of pre-conceived convictions or of
personal preferences. We have not the right to measure other people's
ideas by the standard of our morals. We have to eliminate from our
reasoning the consideration of ultimate ends and values. It is not the
duty of science to tell people what they should try to attain as their
chief good.

There is only one standard which we have to apply when dealing
with doctrines. We have to ask whether their practical application
will succeed in attaining those ends which people wish to attain. We
have to examine the fitness of doctrines from the point of view of those
who apply them in order to reach some certain goals. We have to
inquire whether they are suitable for the purpose which they have to
serve.

We do not believe that there are men who take the old principle
fiat justitia pereat mundus in its literal meaning. What they really
want to say is: fiat justita ne pereat mundus. They do not wish to
destroy society by justice, but on the contrary they want to protect it
against destruction. But if there were people who consider it as the
ultimate end of their endeavors to destroy civilization in order to
reduce mankind to the status of Neanderthal man, then we could not
help applying to their doctrines the standard of their ultimate end.
We could add: we and the large majority of our fellowmen do not share
this madness, we do not long for destruction but for advancement of
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civilization and we are prepared to defend civilization against the
assaults of its adversaries.

There is still a second point of view from which to judge a doctrine.
We can ask whether it is logically coherent or self-contradictory. But
this estimate is secondary only and has to be subordinated to the
above mentioned standard of expediency. A contradictory doctrine is
wrong only because its application will not achieve the ends sought.

It would be a mistake to call this method of judging doctrines
pragmatist. We are not concerned with the question of truth. We have
to consider doctrines, i.e., recipes for action and for these no other
standard can be applied than that of whether these recipes work or
do not work.

It would not be more correct to style our point of view an utilitarian
one. Utilitarianism has rejected all standards of a heteronomous
moral law, which has to be accepted and obeyed regardless of the
consequences arising therefrom. For the utilitarian point of view a
deed is a crime because its results are detrimental to society and not
because some people believe that they hear in their soul a mystical
voice which calls it a crime. We do not talk about problems of ethics.

The only point which we have to emphasize is that people who do
not apply the appropriate means will not attain the ends they wish
to attain.

VI
Esoteric Doctrines and Popular Beliefs

Any attempts to study human conduct and historical changes has
to make ample allowance for the fact of intellectual inequality of men.
Between the philosophers and scholars who contrive new ideas and
build up elaborate systems of thought and the narrow-minded dull-
ards whose poor intellect cannot grasp but the simplest things there
are many gradual transitions. We do not know what causes these
differences in intellectual abilities; we have simply to acknowledge
their existence. It is not permitted to dispose of them by explaining
them as brought about by differences in environment, personal expe-
rience, and education. There can be no doubt that at the root of them
lies innate heterogeneity of individuals.

Only a small elite has the ability to absorb more refined chains of
thought. Most people are simply helpless when faced with the more
subtle problems of implication or valid inference. They cannot grasp
but the primary propositions of reckoning; the avenue to mathematics
is blocked to them. It is useless to try to make them familiar with
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thorny problems and with the theories thought out for their solution.
They simplify and mend in a clumsy way what they hear or read. They
garble and misrepresent propositions and conclusions. They trans-
form every theory and doctrine in order to adapt it to their level of
intelligence.

Catholicism had a different meaning for Cardinal Newman and
for the hosts of the credulous. The Darwinian theory of evolution is
something else than its popular version that man is a scion of apes.
Freudian psychoanalysis is not identical with pansexualism, its ver-
sion for the millions. The same dualism can be stated with all
social, economic, and political doctrines. All doctrines are taught
and accepted at least in two different, nay, conflicting varieties. An
unbridgeable gulf separates the esoteric teaching from the exoteric
one.

As the study of doctrines is not a goal for itself, it has to pay no
less attention to the popular doctrines than to the doctrines of the
philosophical authors and their books. Of course, the popular doc-
trines are derived from the logically elaborated and refined theories
of the scholars and scientists. They are secondary, not primary. But
as the application of social doctrines necessitates their endorsement
by public opinion and as public opinion mostly turns towards the
popular version of a doctrine, the study of the latter is no less
important than that of the perfect conception. For history a popular
slogan may sometimes vouchsafe more information than the ideas
formulated by scholars. There are popular and generally accepted
beliefs which are so contradictory and manifestly indefensible that
no serious thinker ever dared to represent them systematically. But
if such a belief provokes action it is for historical research no less
important than any other doctrine applied in practice. History has
not to limit its endeavors either to sound doctrines or to doctrines
neatly expounded in scholarly writings; it has to study all doctrines
which determine human action.
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The Idea of Liberty is Western

T 1
he history of civilization is the record of a ceaseless struggle
for liberty.

Social cooperation under the division of labor is the ultimate and
sole source of man's success in his struggle for survival and his
endeavors to improve as much as possible the material conditions of
his well-being. But as human nature is, society cannot exist if there
is no provision for preventing unruly people from actions incompati-
ble with community life. In order to preserve peaceful cooperation,
one must be ready to resort to violent suppression of those disturbing
the peace. Society cannot do without a social apparatus of coercion
and compulsion, i.e., without state and government. Then a further
problem emerges: to restrain the men who are in charge of the
governmental functions lest they abuse their power and convert all
other people into virtual slaves. The aim of all struggles for liberty is
to keep in bounds the armed defenders of peace, the governors and
their constables. Freedom always means: freedom from arbitrary
action on the part of the police power.

The idea of liberty is and has always been peculiar to the West.
What separates East and West is first of all the fact that the peoples
of the East never conceived the idea of liberty. The imperishable glory
of the ancient Greeks was that they were the first to grasp the
meaning and significance of institutions warranting liberty. Recent
historical research has traced back to Oriental sources the origin of

[Reprinted here from American Affairs (October 1950)—Ed.]

303



304 Money, Method, and the Market Process

some of the scientific achievements previously credited to the
Hellenes. But nobody has ever contested that the idea of liberty was
created in the cities of ancient Greece. The writings of Greek philos-
ophers and historians transmitted it to the Romans and later to
modern Europe and America. It became the essential concern of all
Western plans for the establishment of the good society. It begot the
laissez-faire philosophy to which mankind owes all the unprece-
dented achievements of the age of capitalism.

The meaning of all modern political and judicial institutions is to
safeguard the individuals' freedom against encroachments on the
part of the government. Representative government and the rule
of law, the independence of courts and tribunals from interference
on the part of administrative agencies, habeas corpus, judicial
examination and redress of acts of the administration, freedom of
speech and the press, separation of state and church, and many
other institutions aimed at one end only: to restrain the discretion
of the officeholders and to render the individuals free from their
arbitrariness.

The age of capitalism has abolished all vestiges of slavery and
serfdom. It has put an end to cruel punishments and has reduced the
penalty for crimes to the minimum indispensable for discouraging
offenders. It has done away with torture and other objectionable
methods of dealing with suspects and lawbreakers. It has repealed
all privileges and promulgated equality of all men under the law. It
has transformed the subjects of tyranny into free citizens.

The material improvements were the fruit of these reforms and
innovations in the conduct of government affairs. As all privileges
disappeared and everybody was granted the right to challenge the
vested interests of all other people, a free hand was given to those
who had the ingenuity to develop all the new industries which today
render the material conditions of people more satisfactory. Popula-
tion figures multiplied and yet the increased population could enjoy
a better life than their ancestors.

Also in the countries of Western civilization there have always
been advocates of tyranny—the absolute arbitrary rule of an autocrat
or an aristocracy on the one hand and the subjection of all other
people on the other hand. But in the Age of Enlightment the voices of
these opponents became thinner and thinner. The cause of liberty
prevailed. In the first part of the nineteenth century the victorious
advance of the principle of freedom seemed to be irresistible. The
most eminent philosophers and historians got the conviction that
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historical evolution tends toward the establishment of institutions
warranting freedom and that no intrigues and machinations on the
part of the champions could stop the trend toward liberalism.

II
In dealing with the preponderance of the liberal social philosophy

there is a disposition to overlook the power of an important factor
that worked in favor of the idea of liberty, viz., the eminent role
assigned to the literature of ancient Greece in the education of the
elite. There were among the Greek authors also champions of govern-
ment omnipotence, such as Plato. But the essential tenor of Greek
ideology was the pursuit of liberty. Judged by the standards of modern
liberal and democratic institutions, the Greek city-states must be
called oligarchies. The liberty which the Greek statesmen, philoso-
phers and historians glorified as the most precious good of man was
a privilege reserved to a minority. In denying it to metics and slaves
they virtually advocated the despotic rule of an hereditary caste of
oligarchs. Yet it would be a grave error to dismiss their hymns to
liberty as mendacious. They were no less sincere in their praise and
quest of freedom than were, two thousand years later, the slavehold-
ers George Washington and Thomas Jefferson. It was the political
literature of the ancient Greeks that begot the ideas of the
Monarchomachs, the philosophy of the Whigs, the doctrines of
Althusius, Grotius, and John Locke, and the ideology of the fathers
of modern constitutions and bills of rights. It was the classical
studies, the essential feature of a liberal education, that kept
awake the spirit of freedom in England of the Stuarts and George
III, in France of the Bourbons, and in Italy, subject to the despotism
of a galaxy of princes.

No less a man than Bismarck, among the nineteenth-century
statesmen the foremost foe of liberty, bears witness to the fact that
even in the Prussia of Frederick William III the Gymnasium was a
stronghold of republicanism.1 The passionate endeavors to eliminate
the classical studies from the curriculum of the liberal education and
thus virtually to destroy its very character were one of the major
manifestations of the revival of the servile ideology.

It is a fact that a hundred years ago only a few people anticipated
the overpowering momentum which the antiliberal ideas were des-
tined to acquire in a very short time. The ideal of liberty seemed to

Cf. Otto von Bismarck, Gedanken und Erirmerungen, vol. 1 (New York: Cotta, 1898), p. 1.
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be so firmly rooted that everybody thought that no reactionary move-
ment could ever succeed in eradicating it. It is true, it would have
been a hopeless venture to attack freedom openly and to advocate
unfeignedly a return to subjection and bondage. But antiliberal-
ism got hold of people's minds camouflaged as superliberalism,
as the fulfillment and consummation of the very ideas of free-
dom and liberty. It came disguised as socialism, communism,
and planning.

No intelligent man could fail to recognize that what the social-
ists, communists, and planners were aiming at was the most
radical abolition of the individual's freedom and the establishment
of government omnipotence. Yet the immense majority of the so-
cialist intellectuals were convinced that in fighting for socialism
they were fighting for freedom. They called themselves left-wing-
ers and democrats, and nowadays they are even claiming for
themselves the epithet liberals.

These intellectuals and the masses who followed their lead were
in their subconsciousness fully aware of the fact that their failure to
attain the far-flung goals which their ambition impelled them to aim
at was due to deficiencies of their own. They were either not bright
enough or not industrious enough. But they were eager not to avow
their inferiority both to themselves and to their fellow men and to
search for a scapegoat. They consoled themselves and tried to con-
vince other people that the cause of their failure was not their own
inferiority but the injustice of society's economic organization. Under
capitalism, they declared, self-realization is only possible for the few.
"Liberty in a laissez-faire society is attainable only by those who have
the wealth or opportunity to purchase it."2 Hence, they concluded, the
state must interfere in order to realize "social justice." What they
really meant is, in order to give to the frustrated mediocrity "accord-
ing to his needs."

I l l
As long as the problems of socialism were merely a matter of

debates people who lack clear judgment and understanding could fall
prey to the illusion that freedom could be preserved even under a
socialist regime. Such self-deceit can no longer be nurtured since the
Soviet experience has shown to everybody what conditions are in a
socialist commonwealth. Today the apologists of socialism are forced

2Cf. H. Laski, "Liberty" in Encyclopaedia of the Social Sciences, vol. 9 (New York:
Macmillan, 1930), p. 448.
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to distort facts and to misrepresent the manifest meaning of words
when they want to make people believe in the compatibility of social-
ism and freedom.

The late Professor Laski—a self-styled noncommunist or even
anticommunist—told us that "no doubt in Soviet Russia a Communist
has a full sense of liberty; no doubt also he has a keen sense that
liberty is denied him in Fascist Italy."3 The truth is that a Russian is
free to obey all the orders issued by the great dictator. But as soon as
he deviates a hundredth of an inch from the correct way of thinking
as laid down by the authorities, he is mercilessly liquidated. All those
politicians, office-holders, authors, musicians, and scientists who
were "purged" were—to be sure—not anticommunists. They were, on
the contrary, fanatical communists, party members in good standing,
whom the supreme authorities, in due recognition of their loyalty to
the Soviet creed, had promoted to high positions. The only offense
they had committed was that they were not quick enough in adjusting
their ideas, policies, books or compositions to the latest changes in
the ideas and tastes of Stalin. It is difficult to believe that these people
had "a full sense of liberty" if one does not attach to the word liberty
a sense which is precisely the contrary of the sense which all people
always used to attach to it.

Fascist Italy was certainly a country in which there was no liberty.
It had adopted the notorious Soviet pattern of the "one party princi-
ple" and accordingly suppressed all dissenting views. Yet there was
still a conspicuous difference between the Bolshevik and the Fascist
application of this principle. For instance, there lived in Fascist Italy
a former member of the parliamentary group of communist deputies,
who remained loyal unto death to his communist tenets, Professor
Antonio Graziadei. He regularly received the pension which he was
entitled to claim as professor emeritus, and he was free to write and
to publish, with the most eminent Italian publishing firms, books
which were orthodox Marxian. His lack of liberty was certainly less
rigid than that of the Russian communists who, as Professor Laski
chose to say, "no doubt" have "a full sense of liberty."

Professor Laski took pleasure in repeating the truism that
liberty in practice always means liberty within law. He went on
saying that the law always aims at "the conference of security upon
a way of life which is deemed satisfactory by those who dominate
the machinery of state."4 This is a correct description of the laws

3Cf. Ibid., p. 445-46.
4Cf. Ibid., p. 446.
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of a free country if it means that the law aims at protecting society
against conspiracies intent upon kindling civil war and upon over-
throwing the government by violence. But it is a serious misstate-
ment when Professor Laski adds that in a capitalistic society "an
effort on the part of the poor to alter in a radical way the property
rights of the rich at once throws the whole scheme of liberties into
jeopardy."5

Take the case of the great idol of Professor Laski and all his
friends, Karl Marx. When in 1848 and 1849 he took an active part in
the organization and the conduct of the revolution, first in Prussia
and later also in other German states, he was—being legally an
alien—expelled and moved, with his wife, his children, and his maid,
first to Paris and then to London.6 Later, when peace returned and
the abettors of the abortive revolution were amnestied, he was free
to return to all parts of Germany and often made use of this opportu-
nity. He was no longer an exile, and he chose of his own account to
make his home in London.7 Nobody molested him when he founded,
in 1864, the International Working Men's Association, a body whose
avowed sole purpose it was to prepare the great world revolution. He
was not stopped when on behalf of this association he visited various
Continental countries. He was free to write and to publish books and
articles which, to use the words of Professor Laski, were certainly an
effort "to alter in a radical way the property rights of the rich." And
he died quietly in his home, 41, Maitland Park road, on March 14,
1883.

Or take the case of the British Labor Party. Their effort "to alter
in a radical way the property rights of the rich" was, as professor
Laski knew very well, not hindered by any action incompatible with
the principle of liberty.

Marx, the dissenter, could at ease live, write and advocate revo-
lution in Victorian England just as the Labor Party could at ease
engage in all political activities in post-Victorian England. In Soviet
Russia not the slightest opposition is tolerated. This is what the
difference between liberty and slavery means.

5Cf. Ibid., p. 446.
6About Marx's activities in the years 1848 and 1849 see: Karl Marx, "Chronik seines

Lebens in Einzeldaten" (Moscow: Marx-Engels-Lenin-Institute, 1934), pp. 48-81.
7In 1845 Marx voluntarily renounced his Prussian citizenship. When later, in the

early 1860s, he considered a political career in Prussia, the ministry denied his
application for restoring his citizenship. Thus a political career was closed to him.
Perhaps this fact decided him to remain in London.
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IV

The critics of the legal and constitutional concept of liberty and
the institutions devised for its practical realization are right in their
assertion that freedom from arbitrary action on the part of the
officeholders is in itself not yet sufficient to make an individual free.
But in emphasizing this indisputable truth they are running against
open doors. For no advocate of liberty ever contended that to restrain
the arbitrariness of officialdom is all that is needed to make the
citizens free. What gives to the individuals as much freedom as is
compatible with life in society is the operation of the market system.
The constitutions and bills of rights do not create freedom. They
merely protect the freedom that the competitive economic system
grants to the individuals against encroachments on the part of the
police power.

In the market economy people have the opportunity to strive after
the station they want to attain in the structure of the social division
of labor. They are free to choose the vocation in which they plan to
serve their fellow men. In a planned economy they lack this right.
Here the authorities determine each man's occupation. The discretion
of the superiors promotes a man to a better position or denies him
such promotion. The individual entirely depends on the good graces
of those in power. But under capitalism everybody is free to challenge
the vested interests of everybody else. If he thinks that he has the
ability to supply the public better or more cheaply than other people
do, he may try to demonstrate his efficiency. Lack of funds cannot
frustrate his projects. For the capitalists are always in search of men
who can utilize their funds in the most profitable way. The outcome
of his business activities depends alone on the conduct of the consum-
ers who buy what fits them best.

Neither does the wage earner depend on the employer's arbitrar-
iness. An entrepreneur who fails to hire those workers who are best
fitted for the job concerned and to pay them enough to prevent them
from taking another job is penalized by a reduction of net revenue.
The employer does not grant to his employees a favor. He hires
them as an indispensable means for the success of his business in
the same way in which he buys raw materials and factory equip-
ment. The worker is free to find the employment which suits him
best.

The process of social selection that determines each individual's
position and income is continuously going on in the capitalist society.
Great fortunes are shrinking and finally melting away completely
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while other people, born in poverty, ascend to eminent positions and
considerable incomes. Where there are no privileges and govern-
ments do not grant protection to vested interests threatened by the
superior efficiency of newcomers, those who have acquired wealth in
the past are forced to acquire it every day anew in competition with
all other people.

Within the framework of social cooperation under the division
of labor everybody depends on the recognition of his services on the
part of the buying public of which he himself is a member. Every-
body in buying or abstaining from buying is a member of the supreme
court which assigns to all people—and thereby also to himself—a
definite place in society. Everybody is instrumental in the process
that assigns to some people a higher and to others a smaller
income. Everybody is free to make a contribution which his fellow
men are prepared to reward by the allocation of a higher income.
Freedom under capitalism means: not to depend more on other
people's discretion than these others depend on one's own. No other
freedom is conceivable where production is performed under the
division of labor and there is no perfect economic autarky of
everybody.

There is need to stress the point that the essential argument
advanced in favor of capitalism and against socialism is not the fact
that socialism must necessarily abolish all vestiges of freedom and
convert all people into slaves of those in power. Socialism is unreal-
izable as an economic system because a socialist society would not
have any possibility of resorting to economic calculation. This is why
it cannot be considered as a system of society's economic organization.
It is a means to disintegrate social cooperation and to bring about
poverty and chaos.

In dealing with the liberty issue one does not refer to the
essential economic problem of the antagonism between capitalism
and socialism. One rather points out that Western man as different
from the Asiatics is entirely a being adjusted to life in freedom and
formed by life in freedom. The civilizations of China, Japan, India,
and the Mohammedan countries of the Near East as they existed
before these nations became acquainted with Western ways of life
certainly cannot be dismissed as barbarism. These peoples already
many hundreds, even thousands of years ago brought about mar-
velous achievements in the industrial arts, in architecture, in
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literature and philosophy and in the development of educational
institutions. They founded and organized powerful empires. But
then their effort was arrested, their cultures became numb and
torpid, and they lost the ability to cope successfully with economic
problems. Their intellectual and artistic genius withered away.
Their artists and authors bluntly copied traditional patterns.
Their theologians, philosophers, and lawyers indulged in unvary-
ing exegesis of old works. The monuments erected by their ances-
tors crumbled. Their empires disintegrated. Their citizens lost
vigor and energy and became apathetic in the face of progressing
decay and impoverishment.

The ancient works of Oriental philosophy and poetry can compare
with the most valuable works of the West. But for many centuries the
East has not generated any book of importance. The intellectual and
literary history of modern ages hardly records any name of an Orien-
tal author. The East has no longer contributed anything to the
intellectual effort of mankind. The problems and controversies that
agitated the West remained unknown to the East. In Europe there
was commotion; in the East there was stagnation, indolence, and
indifference.

The reason is obvious. The East lacked the primordial thing, the
idea of freedom from the state. The East never raised the banner of
freedom, it never tried to stress the rights of the individual against
the power of the rulers. It never called into question the arbitrariness
of the despots. And, first of all, it never established the legal
framework that would protect the private citizens' wealth against
confiscation on the part of the tyrants. On the contrary, deluded by
the idea that the wealth of the rich is the cause of the poverty of the
poor, all people approved of the practice of the governors of expropri-
ating successful businessmen. Thus big scale capital accumulation
was prevented, and the nations had to miss all those improvements
that require considerable investment of capital. No "bourgeoisie"
could develop, and consequently there was no public to encourage and
to patronize authors, artists, and inventors.

To the sons of the people all roads toward personal distinction
were closed but one. They could try to make their way in serving the
princes. Western society was a community of individuals who could
compete for the highest prizes. Eastern society was an agglomeration
of subjects entirely depending on the good graces of the sovereigns.
The alert youth of the West looks upon the world as a field of action
in which he can win fame, eminence, honors, and wealth; nothing
appears too difficult for his ambition. The meek progeny of Eastern
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parents know of nothing else than to follow the routine of their
environment. The noble self-reliance of Western man found trium-
phant expression in such dithyrambs as Sophocles' choric Anti-
gone-hymn upon man and his enterprising effort and Beethoven's
Ninth Symphony. Nothing of the kind has ever been heard in the
Orient.

Is it possible that the scions of the builders of the white man's
civilization should renounce their freedom and voluntarily surrender
to the suzerainty of omnipotent government? That they should seek
contentment in a system in which their only task will be to serve
as cogs in a vast machine designed and operated by an almighty
planmaker? Should the mentality of the arrested civilizations sweep
the ideals for the ascendancy of which thousands and thousands have
sacrificed their lives?

Ruere in servitium, they plunged into slavery, Tacitus sadly
observed in speaking of the Romans of the age of Tiberius.
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preface

The pages that I herewith submit to the public do not presume to be
more than observations about the crisis in world history that we are liv-
ing through and contributions to understanding the political condi-
tions of our time. I know that any attempt to offer more would be pre-
mature and therefore mistaken. Even if we were in a position to see
interrelations clearly and to recognize where developments are head-
ing, it would be impossible for us to confront the great events of our day
objectively and not let our view be blurred by wishes and hopes. Stand-
ing in the middle of battle, one strives in vain to keep cool and calm. It
exceeds human capacity to treat the vital questions of one’s time sine

ira et studio [without anger and partiality]. I should not be blamed for
not being an exception to this rule.

It may perhaps seem that the topics treated in the individual parts of
this book hang together only superficially. Yet I believe that they are
closely connected by the purpose that this study serves. Of course,
reflections of this kind, which must always remain fragmentary, cannot
deal with the completeness and unity of the whole. My task can only
be to direct the reader’s attention to points that public discussion does
not usually take sufficiently into account.

Vienna, beginning of July 1919

Professor Dr. L. Mises
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translator’s introduction

Ludwig von Mises wrote Nation, Staat, und Wirtschaft in the same
year, 1919, as John Maynard Keynes wrote The Economic Consequences

of the Peace, a better known diagnosis of and prescription for the post-
war economic situation. Mises, writing a few months earlier, presum-
ably had less detailed knowledge of the Versailles Treaty and so was less
concerned with its specific provisions. Keynes went into more detail
than Mises in estimating such things as the wealth of the belligerents,
the amount of destruction suffered, and the capacity of the Germans to
pay reparations. His focus was narrower than that of Mises, who re-
garded his own analysis as one particular instance of applying lessons
derived from both history and economic theory.

The two books have much in common. Both compare prewar and
postwar economic conditions. Both authors recognize that each coun-
try’s prosperity supports rather than undercuts that of others. Both ap-
preciate how much the standard of living of Europe and particularly of
Germany had depended on world trade and regret its interruption.
Both, rightly or wrongly, perceived something of an overpopulation
problem in Europe and in Germany in particular and made some not
too optimistic remarks about the possibilities of emigration as a rem-
edy. Mises even waxed wistful over loss of opportunities that Germany
might have had in the nineteenth century peacefully to acquire over-
seas territories suitable for settlement.

Both authors more or less took it for granted that the German ruling
class and segments of public opinion had been largely responsible for
the war. Mises deployed history, politics, sociology, psychology, and
other disciplines in exploring the intellectual and ideological back-
ground of German militarism. Keynes also engaged in psychology. His
dissection of the character and personality of Woodrow Wilson is justly
renowned, and he made biting comments on the immorality of Lloyd
George’s “Hang the Kaiser” election campaign of December 1918.
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Both Mises and Keynes emphasized how currency deterioration
causes social as well as economic disorder. Keynes endorsed Lenin’s
supposed observation about the best way to destroy the capitalist sys-
tem. “Lenin was certainly right. There is no subtler, no surer means of
overturning the existing basis of society than to debauch the currency.
The process engages all the hidden forces of economic law on the side
of destruction, and does it in a manner which not one man in a million
is able to diagnose.” Keynes warned against misdirecting blame onto
“profiteers,” and Mises, too, understood the constructive function of
profit, even in wartime. Mises explained how inflation undercuts the
vital functions performed by accounting. Keynes and Mises were ex-
hibiting prescience, writing four years before the hyperinflationary col-
lapse of the German mark would dramatize the points they were al-
ready making.

Keynes’s book included no signs of anticapitalism or of support for
comprehensive government economic intervention. Mises was em-
phatic on these issues. He exposed some of the inefficiencies of social-
ism, although he had not yet formulated his later demonstration of the
impossibility of accurate economic calculation under socialism.

Both Keynes and Mises come across in their respective books as ana-
lytical in their diagnoses and humanitarian in their recommendations.
Both were pessimistic about economic conditions on the European
continent, at least in the short run. Both opposed a vindictive peace;
Keynes’s warnings about reparations are well known. It is too bad that
Keynes’s fame did not carry over more effectively into actual influence
and that Mises’s book was not more accessible to the English-speaking
world at the time. If only the two men could have joined forces!

Mises’s book illustrates the differences between the political and eco-
nomic philosophies of conservatism and of liberalism (liberalism in the
European and etymologically correct sense of the word). Mises was em-
phatically not a conservative. His book rails repeatedly against political
and economic privilege. He championed political democracy as well as
a free-market economy. He admired democratic revolutions against
hereditary and authoritarian regimes; he sympathized with movements
for national liberation and unity. As he explained, liberal nationalism—
in sharp contrast with militaristic and imperialistic nationalism—can
be an admirable attitude and a bulwark of peace. Different peoples
should be able to respect and—to interpret a bit—even share in each
one’s pride in their own culture and history. (I think I can understand

xii � translator’s introduction
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what Mises had in mind by recalling my feelings while traveling in Italy
in 1961 at the time of celebrations and exhibitions commemorating
the one hundredth anniversary of the founding of the Kingdom of Italy.
As my traveling companion remarked, he almost felt like an Italian
patriot.)

Mises’s devotion to political democracy was tinged with a touching
naiveté. Passages in his book suggest that he could hardly conceive of
how the people, given the opportunity to rule through freely elected rep-
resentatives, would fail to choose those politicians and policies that
would serve their genuine common interest. This optimism is not to his
discredit. It underlines the genuineness of his liberalism. It reminds us
that he was writing more than sixty years ago, before the subsequent ac-
cumulation of sobering experience with democratic government. He
was writing before the development of public-choice theory, that is, the
application of economic analysis and methodological individualism
to understanding government and government failure, analogous to
the better publicized market failure (fragmented and inaccurate cost /
benefit comparisons, externalities, and all that). But Mises certainly was
not naive in relation to the experience and political analysis available in
1919. On the contrary, some of the most insightful parts of his book ana-
lyze the obstacles to the development of democracy in Germany and
Austria. Mises saw the significance of the nationality and language situ-
ations in those two polyglot empires. He did not single-handedly de-
velop an economic and psychological analysis of government, but he
made an impressive beginning on that task in this and later books.

Mises could expect his German-speaking readers of over sixty years
ago to recall the salient facts of German and Austrian history. Such an
expectation may not hold for English-speaking readers of the 1980s. For
this reason, a sketch follows of the historical background that Mises took
for granted. In particular, it identifies events and persons that Mises
alludes to.

German-speaking territories were ruled for centuries by dozens and
even hundreds of hereditary or ecclesiastical monarchs—kings, dukes,
counts, princes, archbishops, and the like. Mises speaks of “the pitiable
multiplicity of several dozen patrimonial principalities, with their en-
claves, their hereditary affiliations, and their family laws” and of “the
farcical rule of the miniature thrones of the Reuss and Schwarzburg
princes.” Even after formation of the German Empire in 1871, its com-
ponent states numbered four kingdoms, four grand duchies, fourteen
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lesser duchies and principalities, and three Hanseatic cities, as well as
the conquered territory of Alsace-Lorraine.

Until beyond the middle of the nineteenth century, Germany was un-
derstood to include the German-speaking sections of Austria, which was
usually the dominant German state. In the words of the Deutschland-

lied, or national anthem (written in 1841 by the exiled liberal August
Heinrich Hoffmann von Fallersleben), Germany ranged from the Maas
River in the West to the Memel River in the East and from the Etsch
(Adige) River in the South to the Belt (Baltic Sea passages) in the North.

The domain of German rulers was not limited, however, to German-
speaking territories. Poles and other Slavic peoples lived in the eastern
sections of Prussia, especially after the conquests by Frederick the Great
to which Mises refers. Brandenburg, where Potsdam and Berlin are lo-
cated, was the nucleus of what became the Kingdom of Prussia in 1701.
The Hohenzollern family held the title of Margrave of Brandenburg
from 1415 on and continued as the Prussian royal family until 1918. Fred-
erick William, the “Great Elector” (the meaning of “elector” is ex-
plained below), ruled from 1640 to 1688. He presided over the rebuild-
ing and expansion of his state after the Thirty Years’ War and obtained
full sovereignty over Prussia. His son, Frederick I, who ruled from 1688
to 1713, was crowned the first King of (technically, “in”) Prussia. Freder-
ick William I, king from 1713 to 1740, was largely the founder of the Prus-
sian army. His son Frederick II became known to history as Frederick the
Great. He wrested Silesia from Austria in 1745 and joined with Russia
and Austria in the first partition of Poland in 1772. His successor, Fred-
erick William II, joined in the second and third partitions of 1793 and
1795, which wiped Poland off the map.

The Austrian Empire included not only speakers of German but also
Hungarians, Rumanians, Czechs, Slovenes, Poles, Ruthenians, Italians,
and others. According to a 1910 census, the population of the Austrian
part of the Austro-Hungarian Monarchy consisted of 35 percent Ger-
mans, 23 percent Czechs, 17 percent Poles, 19 percent other Slavs, 23⁄4
percent Italians, and scattered others.

The Holy Roman Empire of the German Nation, to use its full name,
existed until 1806. It coincided roughly, but only roughly, with German-
speaking territory. It sometimes included parts of northern Italy but
left out the eastern parts of Prussia. It was organized (or revived) under
Otto I, whom the Pope crowned Emperor in 962. (He was succeeded
by Otto II and Otto III; Mises refers to the age of the Ottonians.) The

xiv � translator’s introduction

00-L3768-FM  5/26/06  9:04 AM  Page xiv



Empire was a loose confederation of princely and ecclesiastical sover-
eignties and free cities. Seven, eight, or nine of their rulers were Elec-
tors, who chose a new Emperor when a vacancy occurred. From 1273,
except for a few intervals (notably 1308 to 1438), the Holy Roman Em-
perors belonged to the Habsburg family, whose domains included many
lands outside the boundaries of the Empire. The dynastic expansion of
the Habsburgs explains Mises’s reference to the “married-together
state.” The male line of the family died out in 1740, when Charles VI was
succeeded in his domains by his daughter Maria Theresa, an event that
touched off the War of the Austrian Succession. Maria Theresa’s hus-
band was the former Duke of Lorraine and Holy Roman Emperor as
Francis I from 1745 to 1765, which explains why the dynasty became
known as the house of Habsburg-Lorraine.

Mises mentions several other events and personalities in the history
of the Holy Roman Empire. Until his death in 1637, Ferdinand II
reigned from 1617 as King of Bohemia, from 1618 as King of Hungary,
and from 1619 as Emperor. His fanatical Catholicism alienated the Prot-
estant Bohemian nobles, who rebelled in 1618 (the picturesquely named
Defenestration of Prague occurred at this time), beginning the Thirty
Years’ War. The war, which wrought havoc on Germany, hinged not
only on religious differences but also on the ambition of the Habsburgs
to gain control of the entire country. The Imperial forces won the war’s
first major battle, fought on the White Mountain, near Prague, in 1620,
ending Bohemian independence for three centuries. The Protestant
side was aided at times by the Danes, the Swedes, and even the French
under Louis XIII and Louis XIV. The Treaty of Westphalia, in 1648,
awarded certain German provinces on the Baltic Sea to Sweden and
southern Alsace to France, while the Emperor’s authority over Germany
became purely nominal. Acceptance of the religious split of Germany
was an important step toward religious toleration. Leopold I, whom
Mises mentions, was Holy Roman Emperor from 1657 to 1705. The
greater part of his reign was occupied by wars with Louis XIV of France
and with the Turks. Leopold II, Emperor from 1790 until his death in
1792 and the last crowned King of Bohemia, succeeded his brother
Joseph II (also a son of Maria Theresa). He instigated the Declaration
of Pillnitz, which helped precipitate the French Revolutionary Wars a
few weeks after his death.

The Napoleonic Wars brought lasting changes to the map and the
political systems of Europe. The Enactment of Delegates of the Holy
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Roman Empire (Reichsdeputationshauptschluss) was adopted in 1803
under pressure of Napoleon. Mises mentions this Enactment as an
illustration of the old idea that lands were the properties of their sover-
eigns and so could be bought and sold, traded, reshaped, divided, and
consolidated without regard to the wishes of their inhabitants, who were
mere appurtenances of the land. The Enactment greatly reduced the
number of sovereignties in the Empire, in part by ending the temporal
rule of dignitaries of the Catholic Church and putting their lands under
the rule of neighboring princes. In 1806, again under pressure of
Napoleon, who had detached the western parts of Germany—only
temporarily, as things turned out—and organized them into a Confed-
eration of the Rhine, the old Empire was liquidated. Francis II gave up
his title of Holy Roman Emperor but retained the title of Emperor of
Austria as Francis I.

Mises mentions two men who strove for a unified Italian state at the
end of the Napoleonic Wars. Joachim Murat, a marshall of France
whom Napoleon had made King of Naples in 1808, tried in 1815 to make
himself king of all Italy; but he was captured and shot. Florestano Pepe,
one of Murat’s generals, fought against the Austrians in 1815. (Mises’s
allusion is presumably to Florestano Pepe rather than to his brother
Guglielmo, another Neapolitan general, who organized the Carbonari
and who led an unsuccessful proconstitutional revolt in 1821.)

After the Napoleonic Wars, the reigning dynasties of Europe tried to
restore the old regime. The Holy Alliance, to which Mises repeatedly re-
fers with scorn, is a phrase frequently but imprecisely used to label the
reactionary policies of Russia, Prussia, and Austria in particular. Strictly
speaking, the Holy Alliance was an innocuous declaration of Christian
principles of statesmanship drawn up by Czar Alexander I in 1815 and
signed by almost all European sovereigns. The repressive policies are
more properly associated with the Congress system and the Quadruple
Alliance of 1815. Mises mentions, by the way, the Polish kingdom of
Alexander I. The Congress of Vienna (1814–1815) created the kingdom
in personal union with Russia but with a constitution of its own (which
was suspended after the Polish insurrection of 1830–1831).

With the Holy Roman Empire defunct, a decision of the Congress
of Vienna loosely joined some thirty-eight (soon thirty-nine) German
sovereignties together again as the German Confederation. The fed-
eral diet, which met in Frankfurt under the presidency of Austria, had
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little power because unanimity or a two-thirds majority was required
for most decisions.

In 1834, after achieving a free-trade area within its own territories,
Prussia took the lead in establishing the Zollverein among most Ger-
man states, not including Austria, through the merger of two regional
customs unions. The new union is considered a step toward political
unification. In 1867 it was reorganized with a constitution and parlia-
ment of its own. Mises mentions one of its intellectual fathers, the econ-
omist Friedrich List. List had been forced to emigrate to the United
States in 1825 for advocating administrative reforms in Württemberg but
had returned to Germany in 1832 as U.S. consul at Leipzig. He favored
internal free trade, together with strictly temporary tariff protection to
encourage the development of infant industries.

Mises makes many admiring and wistful references to the European
revolutions of 1848. The revolutions were mostly the work of the middle-
class intellectuals, who were bringing mainly French ideas to bear
against political repression. The February revolution in Paris, resulting
in the overthrow of King Louis Philippe and establishment of the Sec-
ond Republic, was emulated elsewhere. In the numerous sovereignties
into which Italy was still split, a movement for liberal constitutions was
followed by an unsuccessful patriotic war to eject the Austrians.

Revolutionary riots came to Austria and Germany in March 1848,
which explains why Mises refers to the March revolution and compares
conditions afterwards with conditions as they were “before March” (to
translate the German literally). In Vienna, Prince Clemens von Met-
ternich, minister of foreign affairs and chief minister since 1809, had to
resign and flee the country. The first Pan-Slav Congress met in Prague
in June 1848 under the presidency of František Palacký, the Bohemian
historian and nationalist. (Mises cites Palacký’s much-quoted remark to
the effect that if the Austrian multinational state had not existed, it
would have been necessary to invent it.) Field Marshal Prince Alfred
Windischgrätz bombarded the revolutionaries in Prague into submis-
sion in June 1848 and later turned to Vienna, where a further wave of
radical unrest had broken out in October. He helped restore Habsburg
power, with Prince Felix Schwarzenberg as the new chief minister from
November 1848. Schwarzenberg engineered the abdication of Emperor
Ferdinand I in favor of his eighteen-year-old nephew Francis Joseph,
who would reign until his death in 1916.
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Mises alludes not only to Schwarzenberg but also to Count Eduard
von Clam-Gallas, who played a decisive role in suppressing the Italian
and Hungarian revolutions of 1848–1849. (Actually, Mises mentions the
Clam-Martinics, who were the Bohemian wing of the same wealthy
noble family.)

The Hungarian independence movement succeeded at first but was
finally put down by Schwarzenberg and the Habsburgs with the aid of
some of their Slavic subjects and the forces of the Russian Czar
Nicholas I. After their defeat by the Russians in August 1849, the Hun-
garians suffered vengeance at the hands of the Austrian General Julius
Freiherr von Haynau.

In Germany the revolutionaries sought both representative govern-
ment in the various states and unification of the country. The King of
Prussia and lesser German rulers at first granted democratic concessions
but later withdrew them on observing the success of counterrevolution
in Austria. The Crown Prince of Prussia, who had fled the country only
shortly before, as Mises notes, was able to mount a counteroffensive. Yet
some prospects seemed hopeful for a while. Aspiring for a united Ger-
many, a self-constituted “preliminary parliament” convoked a German
National Assembly, also known as the Frankfurt Parliament, which
met in St. Paul’s Church from 18 May 1848 to 21 April 1849. Its delegates
were chosen by direct male suffrage throughout Germany and Austria.
It was predominantly a middle-class body inspired by liberal and demo-
cratic ideas. This is what Mises had in mind when repeatedly referring
to the ideals of St. Paul’s Church. (He occasionally refers in the same
sense to the “ideas of 1789,” thinking of course of the aspirations
for freedom and political equality expressed at the beginning of the
French Revolution and not to the Terror into which the revolution later
degenerated.) 1
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1. [Editor’s note: Mises frequently mentioned the mid-nineteenth century drive for a unified 
German nation to be composed of Germany and German-Austria. He described it as really a pro-
freedom movement, closely associated with the liberal revolution of 1848. However, Mises never
wrote about it in any detail. He refers to it briefly in this book, as does translator Leland Yeager in
this Introduction. However, it might be helpful for the reader to know something more about how
the movement was started, developed, and then demolished.

As Mises describes this time in history, the drive for a “greater Germany” was closely related to
the eighteenth- and nineteenth-century struggle for liberalism, individualism, freedom, and de-
mocracy. Napoleon’s conquest of Europe had destroyed the independence of the German prin-
cipalities and dukedoms as political entities and brought them under the control of Prussia. In the
hope of bringing about political reform in Germany after the defeat of Napoleon, professors,
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One party among the Frankfurt delegates favored bringing Austria
and Bohemia into the projected united Germany, although doing so
would have disrupted the Habsburg Monarchy; another party thought it
wiser to leave Austrian territory out. (With his reference not limited to
this particular occasion, Mises does mention the tension between the
great-German and small-German approaches to national unity.) The is-
sue became academic when the Austrian government showed hostility
to any splitting of its territory and when the Austrian constitution of
4 March 1849 reasserted the unity of the Habsburg domains. After
lengthy debates, the Frankfurt delegates adopted a federal constitution
and elected the King of Prussia, Frederick William IV, as Emperor. At
the end of April, the King refused the offer on the grounds that accept-
ing a crown from an elected assembly would be inconsistent with his di-
vine right. The assembly then came apart. Meanwhile, with the sup-
pression of revolutions and the consolidation of authoritarian rule in the
German princely states, democratic leaders found it prudent to remain
politically silent, as Mises observes, or even to emigrate.
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political scientists, authors, philosophers, businessmen, and others, began to talk and to write
more and more about the liberal ideas which had arisen in France and England. University stu-
dents proved fertile ground for this new ideology, and they formed liberal student associations.
Several formerly independent German states drafted new constitutions to protect the rights of
their people to own property, to vote, to enjoy freedom of speech without censorship, and to pro-
tect military conscripts from harsh treatment.

To cope with the growing unrest, a first National Assembly was called by King Friedrich Wil-
helm IV in April 1847, but its powers were strictly limited. One leading liberal who spoke up
boldly was forced into exile. Other liberals persisted in asking the king to recognize individual
rights, but their petitions were denied or ignored. The Assembly was closed in June 1847 without
accomplishing anything. Meanwhile, events were moving along throughout Europe.

In February 1848, a revolution of the people in Paris drove Louis Philippe from power. Metter-
nich was forced out of office in Vienna. And in March 1848, unrest and rioting broke out in the
streets of Berlin. Finally, Friedrich Wilhelm IV, nervous and frightened by the uprising, made im-
portant concessions. He brought two liberals into his cabinet and even promised that Prussia
should be absorbed into Germany. It was finally arranged, with the help of the liberal ministers,
for a second National Assembly to meet in St. Paul’s Church in Frankfurt to draft a liberal con-
stitution. Its deliberations began on May 18, 1848. Its members were primarily of the middle class
bourgeois movement striving for liberal and democratic ideas. They drafted a truly liberal consti-
tution, which was approved by the Assembly, twenty-eight of the small German states and princi-
palities, and Württemberg. The constitution was accepted even by the representatives of the Prus-
sian people. But Bavaria, Saxony, Hanover, and Prussia refused to acknowledge it. Finally,
Friedrich Wilhelm IV rejected it. The Assembly was closed down on April 21, 1849.

Repression of the Assembly caused rioting and revolution to break out in Berlin and Vienna,
among other cities. A number of leading liberals were arrested and imprisoned, exiled, or exe-
cuted; others fled the country. The uprising was finally put down by the military.]
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The activities of the Frankfurt Parliament brought suspension of the
diet of the German Confederation in 1848–1850. After rejecting the
proffered imperial crown, the King of Prussia still hoped to unify Ger-
many in his own way and with the consent of his fellow princes. An in-
ner confederation, the Prussian Union, would join with the Habsburg
Monarchy in a broader confederation. Most of the smaller German
states initially accepted the plan, and first a national assembly and later
a parliament met at Erfurt in 1849 and 1850 to put a constitution into ef-
fect. With the distractions in Hungary now overcome, however, the Aus-
trian government was able to press its opposition. At Schwarzenberg’s in-
vitation, representatives of the petty states and Austria met at Frankfurt
in May 1850 and reconstituted the diet of the old German Confedera-
tion. In November 1850, by the Punctation of Olmütz (known by Prus-
sian historians as the Humiliation of Olmütz), the Prussians abandoned
their Prussian Union scheme and recognized the reestablished diet of
the Confederation.

Austria and the rest of Germany managed to stay out of the Crimean
War of 1853–1856, in which Turkey, Great Britain, France, and Sardinia-
Piedmont defeated Russia. Austrian threats of joining the war did help
prod Russia to evacuate the occupied Danubian principalities in 1854,
however, and later to agree to the proposed peace terms; prolonged mo-
bilization drained Austrian finances. In 1859 Austria suffered defeat in a
war with France and Sardinia-Piedmont, losing Lombardy but retaining
Venetia in the peace settlement.

In 1863 Austria again demonstrated dominance among the German
states in that Emperor Francis Joseph served as president of a congress
of German princes in Frankfurt. However, Otto von Bismarck, who
had become Prussian prime minister in 1862, was able to persuade his
king not to attend. Prussia’s absence helped keep the congress from ac-
complishing much.

In the summer of 1864, in a brief war touched off by the question of
who was to inherit the rule of the duchies of Schleswig and Holstein,
Prussia and Austria together defeated Denmark and acquired joint con-
trol over the two duchies. Bismarck skillfully escalated tensions over
their administration and ultimate disposition into a war between Prus-
sia and Austria in the summer of 1866. Austria had all the rest of
Germany on its side except Mecklenburg and a few of the smaller north
German states. Italy allied itself with Prussia. Austria defeated Italy
on land and sea; but the decisive battle of the Seven Weeks’ War was
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fought near Königgrätz (and Sadowa), about sixty-five miles east
of Prague, on July 3. The timely arrival of troops commanded by the
Crown Prince of Prussia (later, for ninety-nine days in 1888, the Em-
peror Frederick III) helped clinch the victory of Field Marshal Count
Helmuth Karl Bernhard von Moltke (who was later to be victorious
in the war with France also) and seal the defeat of Austrian General
Ludwig von Benedek.2

Mises’s many references to Königgrätz, then, allude to the changes
brought about by the brief war of 1866, which was ended by the prelim-
inary peace of Nikolsburg and the definitive treaty of Prague. The King
of Hanover was dethroned and his state absorbed into Prussia. (It is in-
teresting to speculate on how differently the course of history might
have turned out if only Queen Victoria of England had been a man.
Her accession in 1837 separated the previously united crowns of
England and Hanover, where the Salic Law barred females from the
throne.) Austria lost Venetia to Italy but no territory to Prussia. Its ex-
pulsion from the German Confederation, however, ended Austria’s
dominance in German affairs. Austrians did not, though, immediately
stop thinking of themselves as Germans. Mises illustrates their senti-
ment by quoting from the dramatist Franz Grillparzer (1791–1872).

The old German Confederation gave way to the North German
Confederation, composed of Prussia and the other states north of the
Main River. The component states retained their own administrations
but placed their military forces and foreign policy under the federal
government, dominated by Bismarck. Prussia also negotiated alliances
with the south German states.

The defeated Austrians turned to tidying up their domestic affairs.
They reached a compromise (Ausgleich) with the Hungarians, granting
Hungary quasi-independence with its own parliament and govern-
ment. Emperor Francis Joseph submitted to coronation as King of
Hungary in Budapest on June 8, 1867 (only eleven days, by coinci-
dence, before his brother Maximilian, the defeated and captured Em-
peror of Mexico, was executed at Querétaro).
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2. Benedek had had much experience on the Italian front but had been assigned to the northern
front, supposedly to leave the easier Italian command to members of the Habsburg dynasty.
Moltke and Benedek are named here because Mises mentions them as examples of victorious and
defeated generals, respectively. He also mentions Karl Mack von Leiberich, an Austrian general
who surrendered to Napoleon at Ulm in 1805, and Franz Gyulai, an Austrian general defeated in
the war of 1859.
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The Franco-Prussian War of 1870–1871 resulted in the cession of
Alsace-Lorraine to Germany. France also had to pay an indemnity of
5,000,000,000 francs, providing an unfortunate precedent for allied de-
mands on Germany after its defeat in 1918.

The German Empire was proclaimed in a ceremony at Versailles,
near Paris, in January 1871. Bismarck had persuaded the reluctant
King Ludwig II of Bavaria (later called the “mad king”) to invite King
William I of Prussia to assume the hereditary title of German Emperor.
The Empire absorbed the institutions of the North German Confed-
eration of 1867, including the Federal Council and elected Reichstag;
a modified constitution admitted the southern states of Bavaria,
Württemberg, and Baden.

Meanwhile, Italy also achieved unification. Other Italian states
joined with Sardinia-Piedmont in 1861 to proclaim its King, Victor Em-
manuel II, King of Italy. In 1870, while the French, who had been pro-
tecting the Pope, were at war with Germany, the Italians seized the op-
portunity to conquer the Papal States and transfer the capital of Italy
to Rome. Mises mentions three heroes of the movement for Italian lib-
eration and unification: Giuseppe Mazzini, Giuseppe Garibaldi, and
Count Camillo Benso di Cavour. He also mentions three Italian poets
and patriots of the first half of the nineteenth century: Giacomo Leo-
pardi, Giuseppe Giusti, and Silvio Pellico.

Not all Italian-speaking territory yet formed part of the Kingdom of
Italy; some remained under Austro-Hungarian rule. This territory was
called Italia irredenta, and irredentism was the movement calling for
its liberation and absorption into Italy. World War I largely achieved
the objectives of the movement. Mises mentions Gabriele D’Annun-
zio, a poet, novelist, and dramatist who helped persuade Italy to join
the allies in that war, who lost an eye in aerial combat, and who later
(after Mises was writing) led an unofficial occupation of Fiume (now
Rijeka, Yugoslavia) that eventuated in its incorporation into Italy.

Mises sometimes uses the word “irredentism” in its broader sense of
a movement for any country’s absorbing territories still outside its
boundaries inhabited by people speaking its national language. Irre-
dentism in this broader sense refers, in particular, to advocacy of in-
corporation of German-speaking Austria into the German Empire.

Representatives of the great European powers convened in Berlin in
1878 to impose on Russia a revision of the harsh treaty that it had im-
posed on Turkey after defeating it in a war. The Congress of Berlin also,
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incidentally, authorized Austria-Hungary to occupy and administer the
Turkish provinces of Bosnia and Herzegovina, now in Yugoslavia. The
occupation was not entirely trouble-free; Mises mentions rebellions in
Herzegovina and around the Gulf of Kotor. Austria-Hungary finally an-
nexed the occupied provinces in 1908.

Another important development in international politics was the
negotiation of an alliance between Germany and Austria-Hungary in
1879. Apparently Bismarck’s decision not to impose an excessively harsh
peace on Austria in 1866 was paying off. This alliance, like the Russian-
French alliance and others, set the stage for a chain reaction whereby
the countries not directly involved in the original dispute between Aus-
tria and Serbia in 1914 got drawn into World War I.

The Wilhelministic Era, which Mises refers to, was the reign of
William II as German Emperor, particularly from the dismissal of Bis-
marck as chancellor in 1890 until World War I.

The defeat of the Central Powers in that war split Austria-Hungary up
into several states. Currency inflations gained momentum. In Germany
the Spartacists, whom Mises mentions and who reorganized themselves
into the German Communist Party in December 1918, seemed for a
time to have prospects of gaining power in at least the major cities.

We now turn to a few explanations and identifications that did not fit
into the preceding chronological survey. Cabinet ministers in both Ger-
many and Austria were responsible to the Emperor rather than to par-
liament. Although a government could not be thrown out of office by a
vote of no confidence, parliamentary majorities were necessary to enact
specific pieces of legislation; and the government occasionally resorted
to political maneuvers and tricks to achieve the necessary majorities.
Mises refers scornfully to these circumstances. In Austria, in particular,
the parliamentary situation and the alignment of parties was compli-
cated by the mixture of nationalities and by such issues as what lan-
guages should be used in particular schools. Mises refers, for example,
to Badeni’s electoral reform of 1896. (Count Kazimierz Felix Badeni, a
Polish aristocrat, became prime minister in 1895. The finance minister
and foreign minister in his cabinet also came from the Polish part of the
Empire. Badeni was dismissed in 1897 through the pressure of German-
speaking factions, who considered his policies on use of language in the
civil service too favorable to the Czechs.) Mises also notes allusions
made at the time to the government’s courting of the ironically nick-
named “Imperial and Royal Social Democrats” (the term “Imperial and
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Royal,” commonly abbreviated in German as “K.k.,” referred to the
Austrian Empire and Kingdom of Hungary and meant something like
“governmental” or “official”).

The nationality situation is also in the background of Mises’s refer-
ence to the Linz Program of 1882. The extreme German nationalists
proposed the restoration of German dominance in Austrian affairs by
detaching Galicia, Bukovina, and Dalmatia from the Monarchy, weak-
ening the ties with Hungary to a purely personal union under the same
monarch, and establishing a customs union and other close ties with
the German Reich. They apparently did not realize that Bismarck
had little reason to provide help, since the existing domestic situation
in Austria-Hungary was consonant with his approach to international
affairs. The leader of the extreme German-Austrian nationalists was
Georg Ritter von Schönerer, who later made anti-Semitism a part of his
program.

Employing synecdoche, Mises sometimes opposes Potsdam to
Weimar. Potsdam was the home of the Prussian Monarchy, and the
word symbolizes the authoritarian state and militarism. Weimar, the lit-
erary and cultural center, stands for the aspect of Germany evoked by
calling it the “nation of poets and thinkers.” (The “classical period” of
German literature, to which Mises also refers, corresponds roughly to
the time of Goethe.)

The Gracchi, referred to in a Latin saying that Mises quotes, were
the brothers Tiberius and Gaius Gracchus, agrarian, social, and politi-
cal reformers of the second century b.c. Both perished in separate pub-
lic disturbances, one of them after having sought an unconstitutional
reelection as tribune of the people.

It is quite unnecessary to identify every event, person, or school of
thought that Mises refers to—Alexander the Great and so on. Still,
there is no harm in adding that the Manchester School was a group of
English economists of the first half of the nineteenth century, led by
Richard Cobden and John Bright, who campaigned for a market econ-
omy and a free-trade policy. François Quesnay, 1694–1774, was a
French physician and economist who stressed the central role of agri-
culture and who prepared the Tableau Economique, a kind of rudi-
mentary input-output table.

Benedikt Franz Leo Waldeck, 1802–1870, was Mises’s example of the
possibility of being both a Prussian nationalist and a sincere liberal
democrat. Waldeck, a member of the highest Prussian court, had been
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a radical deputy in the Prussian constituent assembly in 1848 and
leader of a committee that drafted a constitution. Later, as an opposi-
tion member of the Prussian chamber of deputies, he continued resist-
ing authoritarian trends in government.

This introduction might fittingly end by especially recommending
the discussion with which Mises ends his book—his discussion of the
respective roles of value judgments and positive analysis in the choice
between socialism and liberal capitalism. Mises proceeds not only from
a liberal democratic outlook but also, and especially, from a rationalist
and utilitarian philosophy.

Thanks are due to the Thomas Jefferson Center Foundation and the
James Madison Center of the American Enterprise Institute for con-
tributing much of the secretarial help required in preparing the trans-
lation. Thanks for their good work also go to Mrs. Anne Hobbs, Mrs.
Carolyn Southall, and Miss Linda Wilson.

translator’s introduction � xxv
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Introduction

Only from lack of historical sense could one raise the question whether
and how the World War could have been avoided. The very fact that the
war took place shows that the forces working to cause it were stronger
than those working to prevent it. It is easy to show, after the fact, how
affairs could or should have been better managed. It is clear that the
German people underwent experiences during the war that would have
restrained them from war if they had already undergone those experi-
ences. But nations, like individuals, become wise only through experi-
ence, and only through experience of their own. Now, to be sure, it is
easy to see that the German people would be in a quite different posi-
tion today if they had shaken off the yoke of princely rule in that fateful
year 1848, if Weimar had triumphed over Potsdam and not Potsdam over
Weimar. But every person must take his life and every nation must take
its history as it comes; nothing is more useless than complaining over
errors that can no longer be rectified, nothing more vain than regret.
Neither as judges allotting praise and blame nor as avengers seeking out
the guilty should we face the past. We seek truth, not guilt; we want to
know how things came about to understand them, not to issue condem-
nations. Whoever approaches history the way a prosecutor approaches
the documents of a criminal case—to find material for indictments—
had better stay away from it. It is not the task of history to gratify the need
of the masses for heroes and scapegoats.

That is the position a nation should take toward its history. It is not
the task of history to project the hatred and disagreements of the present
back into the past and to draw from battles fought long ago weapons
for the disputes of one’s own time. History should teach us to recognize
causes and to understand driving forces; and when we understand every-
thing, we will forgive everything. That is how the English and French
approach their history. The Englishman, regardless of his political
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affiliation, can consider the history of the religious and constitutional
struggles of the seventeenth century, the history of the loss of the New
England states in the eighteenth century, objectively; there is no En-
glishman who could see in Cromwell or Washington only the embodi-
ment of national misfortune. And no Frenchman would want to strike
Louis XIV, Robespierre, or Napoleon out of the history of his people, be
he Bonapartist, royalist, or republican. And for the Catholic Czech, also,
it is not hard to understand Hussites and Moravian Brethren in terms of
their own time. Such a conception of history leads without difficulty to
understanding and appreciation of what is foreign.

Only the German is still far from a conception of history that does not
see the past with the eyes of the present. Even today Martin Luther is, for
some Germans, the great liberator of minds, and, for others, the embod-
iment of the anti-Christ. This holds above all for recent history. For the
modern period, which begins with the Peace of Westphalia, Germany
has two approaches to history, the Prussian-Protestant and the Austrian-
Catholic, which reach a common interpretation on scarcely a single

point. From 1815 on, a still broader clash of views develops, the clash be-
tween the liberal and the authoritarian ideas of the state;1 and finally, the
attempt has recently been made to oppose a “proletarian” to a “capital-
ist” historiography. All that shows not only a striking lack of scientific
sense and historical critical faculty but also a grievous immaturity of
political judgment.

Where it was not possible to achieve consensus in interpreting long-
past struggles, it is much less to be expected that agreement can be
reached in evaluating the most recent past. Already, here also, we see
two sharply contradictory myths arising. On the one hand it is asserted
that the German people, misled by defeatist propaganda, had lost the
will to power; and thus, through “collapse of the home front,” the in-
evitable final victory, which would have made the earth subject to it, was
transformed into disastrous defeat. It is forgotten that despair did not
grip the people until the decisive victories heralded by the General Staff
failed to occur, until millions of German men bled to death in purpose-
less struggles against an opponent far superior in numbers and better
armed, and until hunger brought death and disease to those who had

2 � introduction

1. On this compare Hugo Preuss, Das deutsche Volk und die Politik (Jena: Eugen Diederichs,
1915), pp. 97 ff.
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stayed at home.2 No less far from the truth is the other myth, which
blames the war and so the defeat on capitalism, the economic system
based on private ownership of the means of production. It is forgotten
that liberalism was always pacifistic and antimilitaristic, that not until
its overthrow, which was achieved only by the united efforts of the Prus-
sian Junker class and the Social Democratic working class, was the way
opened up for the policy of Bismarck and William II; the last trace of the
liberal spirit had first to disappear from Germany and liberalism had to
become regarded as a kind of dishonorable ideology before the people
of poets and thinkers could become a weak-willed tool of the war party.
It is forgotten that the German Social Democratic Party had unani-
mously supported the war policy of the government and that the defec-
tion first of individuals and then of ever-larger masses ensued only as
military failures showed the inevitability of defeat ever more clearly and
as famine became more strongly felt. Before the battle of the Marne and
before the great defeats in the East, there was no resistance to the war
policy among the German people.

Such myth-making bespeaks a lack of that political maturity that only
he who must bear political responsibility achieves. The German had
none to bear; he was a subject, not a citizen, of his state. To be sure, we
had a state that was called the German Reich and that was praised as
the fulfillment of the ideals of St. Paul’s Church. Yet this Great Prussia
was no more the state of the Germans than the Italian kingdom of
Napoleon I had been the state of the Italians or the Polish kingdom of
Alexander I the state of the Poles. This empire had not arisen from the
will of the German people; against the will not only of the German
people but also of the majority of the Prussian people, hanging behind
its conflict-minded deputies, it had been created on the battlefield of
Königgrätz. It also included Poles and Danes, but it excluded many mil-
lions of German-Austrians. It was a state of German princes but not of
the German people.

Many of the best people never reconciled themselves with this
state; others did so late and reluctantly. Yet it was not easy to stand aside

introduction � 3

2. This is not to say that the behavior of the radical wing of the Social Democratic Party in October
and November of 1918 did not entail the most frightful consequences for the German people. With-
out the complete collapse brought on by the revolts in the hinterland and behind the lines, the
armistice conditions and the peace would have turned out quite differently. But the assertion that
we would have triumphed if only we had held out a short time longer is quite groundless.
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bearing a grudge. There came brilliant days for the German people, rich
in outward honors and in military victories. The Prussian-German
armies triumphed over imperial and over republican France, Alsace-
Lorraine became German again (or rather Prussian), the venerable im-
perial title was restored. The German Empire assumed a respected
position among the European powers; German warships plowed the
oceans; the German flag floated over—rather worthless, to be sure—
African, Polynesian, and East Asian possessions. All this romantic activ-
ity was bound to captivate the minds of the masses that gape at proces-
sions and court festivities. They were content because there were things
to admire and because they were satiated. At the same time German
prosperity was growing as never before. These were the years when the
wonderful opening up of the remotest territories through development
of modern means of transportation was bringing undreamed-of riches
to Germany. That had nothing to do with the political and military
successes of the German state, but people hastily judge post hoc ergo

propter hoc.

The men who had filled the jails before the revolution of March 1848
and who had stood on the barricades in 1848 and then had to go into
exile had in the meanwhile become old and feeble; they either made
their peace with the new order or kept silent. A new generation arose
that saw and noted nothing but the uninterrupted growth of prosperity,
of the size of population, of trade, of shipping, in short, of everything
that people are accustomed to call good times. And they began to make
fun of the poverty and weakness of their fathers; they now had only con-
tempt for the ideals of the nation of poets and thinkers. In philosophy,
history, and economics, new ideas appeared; the theory of power came
to the fore. Philosophy became the bodyguard of throne and altar; his-
tory proclaimed the fame of the Hohenzollerns; economics praised the
socially oriented kingship and the gap-free tariff schedules and took up
the struggle against the “bloodless abstractions of the English Man-
chester School.”

To the statist school of economic policy, an economy left to its own
devices appears as a wild chaos into which only state intervention can
bring order. The statist puts every economic phenomenon on trial,
ready to reject it if it does not conform to his ethical and political feel-
ings. It is then the job of state authority to carry out the judgment pro-
nounced by science and to replace the botch caused by free develop-
ment with what serves the general interest. That the state, all-wise and

4 � introduction
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all-just, also always wishes only the common good and that it has the
power to fight against all evils effectively—this is not doubted in the
slightest. Although the views of individual representatives of this school
may diverge in other respects, in one point they all agree, namely, in
disputing the existence of economic laws and in tracing all economic
events to the operation of power factors.3 Against economic power the
state can set its superior political-military power. For all the difficulties
that confronted the German people at home and abroad, the military
solution was recommended; only ruthless use of power was considered
rational policy.

These were the German political ideas that the world has called 
militarism.4

Nevertheless, the formula that attributes the World War simply to the
machinations of this militarism is wrong. For German militarism does
not spring, as it were, from the violent instincts of the “Teutonic race,”
as the English and French war literature says; it is not the ultimate cause

introduction � 5

3. Böhm-Bawerk masterfully evaluates this doctrine in “Macht oder ökonomisches Gesetz,”
Zeitschrift für Volkswirtschaft, Sozialpolitik und Verwaltung, vol. 23, pp. 205–271 [“Control or Eco-
nomic Law,” tr. John Richard Mez, 1931, published in Shorter Classics of Böhm-Bawerk, vol. 1, pp.
139–199 (Libertarian Press, 1962).] The statist school of German economics has indeed reached
its high point in the state theory of money of Georg Friedrich Knapp. What is notable about it is
not that it has been set forth; for what it taught had already been believed for centuries by canon-
ists, jurists, romantics, and many socialists. What was notable, rather, was the book’s success. In
Germany and Austria it found numerous enthusiastic adherents, and basic agreement even
among those who had reservations. Abroad it was almost unanimously rejected or not noticed at
all. A work recently published in the United States says regarding the Staatliche Theorie des Geldes

[The State Theory of Money, tr. H. M. Lucas and J. Bonar (London, 1923; repr. Augustus M. Kel-
ley, 1973)]: “This book has had wide influence on German thinking on money. It is typical of the
tendency in German thought to make the State the centre of everything” (Anderson, The Value of

Money [New York: 1917], p. 433 n.).
4. In Germany the opinion is very widespread that foreign countries understand by militarism the
fact of strong military armaments; it is pointed out, therefore, that England and France, which
have maintained powerful fleets and armies on water and land, have been at least as militaristic
as Germany and Austria-Hungary. That rests on an error. By militarism one should understand
not armaments and readiness for war but a particular type of society, namely, the one that was des-
ignated by pan-German, conservative, and social-imperialistic authors as that of the “German
state” and of “German freedom” and that others have praised as the “ideas of 1914.” Its antithesis
is the industrial type of society, that is, the one that a certain line of opinion in Germany during
the war scorned as the ideal of “shopkeepers,” as the embodiment of the “ideas of 1789.” Compare
Herbert Spencer, [Principles of Sociology (1876 –1896)] Die Prinzipien der Soziologie, German
translation by Vetter (Stuttgart: 1889), vol. 3, pp. 668–754. In the elaboration and contrasting of
the two types there exists a considerable degree of agreement between Germans and Anglo-
Saxons, but not in terminology. The assessment of the two types is naturally not agreed on. Even
before and during the war there were not only militarists but also antimilitarists in Germany and
not only antimilitarists but also militarists in England and America.
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but the result of the circumstances in which the German people has
lived and lives. Not too much insight into how things are interrelated
is needed to recognize that the German people would have desired the
war of 1914 just as little as the English, French, or American people did
if they had been in the position of England, France, or the United
States. The German people trod the path from the peaceful national-
ism and cosmopolitanism of the Classical period to the militant impe-
rialism of the Wilhelministic era under the pressure of political and
economic facts that posed quite other problems for them than for the
more fortunate peoples of the West. The conditions under which it has
to proceed today toward reshaping its economy and its state are, again,
thoroughly different from those under which its neighbors in the West
and in the East live. If one wants to grasp these conditions in all their
specialness, one must not shrink from looking into things that seem
only remotely related.

6 � introduction
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Nation and State

1 Nation and Nationality

1 The Nation as a Speech Community

The concepts nation and nationality are relatively new in the sense in
which we understand them. Of course, the word nation is very old; it de-
rives from Latin and spread early into all modern languages. But another
meaning was associated with it. Only since the second half of the eigh-
teenth century did it gradually take on the significance that it has for us
today, and not until the nineteenth century did this usage of the word be-
come general.1 Its political significance developed step-by-step with the
concept; nationality became a central point of political thought. The
word and concept nation belong completely to the modern sphere of
ideas of political and philosophical individualism; they win importance
for real life only in modern democracy.

If we wish to gain insight into the essence of nationality, we must pro-
ceed not from the nation but from the individual. We must ask our-
selves what the national aspect of the individual person is and what de-
termines his belonging to a particular nation.

We then recognize immediately that this national aspect can be nei-
ther where he lives nor his attachment to a state. Not everyone who
lives in Germany or holds German citizenship is a German merely for
that reason. There are Germans who neither live in Germany nor hold
German citizenship. Living in the same places and having the same at-
tachment to a state do play their role in the development of nationality,

1. Cf. Meinecke, Weltbürgertum und Nationalstaat, third edition (Munich: 1915), pp. 22 ff.; Kjel-
lén, Der Staat als Lebensform (Leipzig: 1917), pp. 102 ff.
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8 � nation and state

but they do not pertain to its essence. It is no different with having the
same ancestry. The genealogical conception of nationality is no more
useful than the geographic or the state conception. Nation and race do
not coincide; there is no nation of pure blood.2 All peoples have arisen
from a mixture of races. Ancestry is not decisive for belonging to a na-
tion. Not everyone descended from German ancestors is a German
merely for that reason; how many Englishmen, Americans, Magyars,
Czechs, and Russians would otherwise have to be called Germans?
There are Germans whose ancestors include not one German. Among
members of the higher strata of the population and among famous men
and women whose family trees are commonly traced, foreign ancestors
can be demonstrated more often than among members of the lower
strata of the people, whose origins are lost in darkness; yet the latter, too,
are more seldom of pure blood than one tends to assume.

There are writers who have worked in good faith to investigate the
significance of ancestry and race for history and politics; what success
they attained will not be discussed here. Again, many writers demand
that political significance be attached to community of race and that
race policy be pursued. People can be of different opinions about the
justness of this demand; to examine it is not our concern. It may also re-
main an open question whether that demand has already been heeded
today and whether and how race policy really is pursued. Yet we must in-
sist that just as the concepts nation and race do not coincide, so national
policy and race policy are two different things. Also, the concept of race,
in the sense in which the advocates of race policy use it, is new, even con-
siderably newer than that of nation. It was introduced into politics in de-
liberate opposition to the concept of nation. The individualistic idea of
the national community was to be displaced by the collectivist idea of
the racial community. Success has so far eluded these efforts. The slight
significance accorded to the race factor in the cultural and political
movements of the present day contrasts sharply with the great impor-
tance that national aspects have. Lapouge, one of the founders of the an-
throposociological school, expressed the opinion a generation ago that
in the twentieth century people would be slaughtered by the millions
because of one or two degrees more or less in the cephalic index.3 We

2. Cf. Kjellén, loc. cit., pp. 105 ff., and the works cited there.
3. Cf. Manouvrier, “L’indice céphalique et la pseudo-sociologie,” Revue Mensuelle de l’École

d’Anthropologie de Paris, vol. 9, 1899, p. 283.
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have indeed experienced the slaughter of people by the millions, but no
one can assert that dolichocephaly and brachycephaly were the rallying
cries of the parties in this war. We are, of course, only at the end of
the second decade of the century for which Lapouge expressed his
prophecy. It may be that he will yet prove right; we cannot follow him
into the field of prophecy, and we do not wish to dispute over things that
still rest darkly concealed in the womb of the future. In present-day pol-
itics the race factor plays no role; that alone is important for us.

The dilettantism that pervades the writings of our race theorists
should not, of course, mislead us into skipping lightly over the race prob-
lem itself. Surely there is hardly any other problem whose clarification
could contribute more to deepening our historical understanding. It
may be that the way to ultimate knowledge in the field of historical ebb
and flow leads through anthropology and race theory. What has so far
been discovered in these sciences is quite scanty, of course, and is over-
grown with a thicket of error, fantasy, and mysticism. But there exists
true science in this field also, and here also there are great problems. It
may be that we shall never solve them, but that should not keep us from
investigating further and should not make us deny the significance of
the race factor in history.

If one does not see racial affinity as the essence of nationality, that
does not mean that one wants to deny the influence of racial affinity on
all politics and on national politics in particular. In real life many dif-
ferent forces work in different directions; if we want to recognize them,
then we must try to distinguish them in our minds as far as possible.
That does not mean, though, that in observing one force, we should
quite forget that still others are working alongside it or against it.

We recognize that one of these forces is the speech community; this
is indeed beyond dispute. If we now say that the essence of nationality
lies in language, this is no mere terminological point about which
there could be no further dispute. First, let it be stated that in saying so,
we are in conformity with the general use of language. To the language
we apply first, and to it alone in the original sense, the designation that
then becomes the designation of the nation. We speak of the German
language, and everything else that bears the label “German” gets it
from the German language: when we speak of German writing, of Ger-
man literature, of German men and women, the relation to the lan-
guage is obvious. Moreover, it does not matter whether the designation

the nation as a speech community � 9
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of the language is older than that of the people or is derived from the
latter; once it became the designation of the language, it is what be-
came decisive for the further development of the use of this expression.
And if we finally speak of German rivers and of German cities, of Ger-
man history and of German war, we have no trouble understanding
that in the last analysis this expression also traces back to the original
naming of the language as German. The concept of the nation is, as al-
ready said, a political concept. If we want to know its content, we must
fix our eyes on the politics in which it plays a role. Now we see that all
national struggles are language struggles, that they are waged about lan-
guage. What is specifically “national” lies in language.4

Community of language is at first the consequence of an ethnic or so-
cial community; independently of its origin, however, it itself now be-
comes a new bond that creates definite social relations. In learning the
language, the child absorbs a way of thinking and of expressing his
thoughts that is predetermined by the language, and so he receives a
stamp that he can scarcely remove from his life. The language opens up
the way for a person of exchanging thoughts with all those who use it; he
can influence them and receive influence from them. Community of
language binds and difference of language separates persons and peo-
ples. If someone finds the explanation of the nation as a speech commu-
nity perhaps too paltry, let him just consider what immense significance
language has for thinking and for the expression of thought, for social re-
lations, and for all activities of life.

If, despite recognition of these connections, people often resist see-
ing the essence of the nation in the speech community, this hinges on
certain difficulties that the demarcation of individual nations by this
criterion entails.5 Nations and languages are not unchangeable cate-
gories but, rather, provisional results of a process in constant flux; they
change from day to day, and so we see before us a wealth of intermedi-
ate forms whose classification requires some pondering.

10 � nation and state

4. Cf. Scherer, Vorträge und Aufsätze zur Geschichte des geistigen Lebens in Deutschland und

Österreich (Berlin: 1874), pp. 45 ff. That the criterion of nation lies in language was the view of
Arndt and Jacob Grimm. For Grimm, a people is “the sum total of persons who speak the same
language” (Kleinere Schriften, vol. 7 [Berlin: 1884], p. 557). A survey of the history of doctrine
about the concept of nation is given in Otto Bauer, Die Nationalitätenfrage und die

Sozialdemokratie (Vienna: 1907), pp. 1 ff., and Spann, Kurzgefasstes System der Gesellschaftslehre

(Berlin: 1914), pp. 195 ff.
5. Moreover, let it be expressly noted that with every other explanation of the essence of the na-
tion, difficulties turn up in much higher degree and cannot be overcome.
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A German is one who thinks and speaks German. Just as there are
different degrees of mastery of the language, so there are also different
degrees of being German. Educated persons have penetrated into the
spirit and use of the language in a manner quite different from that of
the uneducated. Ability in concept formation and mastery of words are
the criterion of education: the school rightly emphasizes acquiring the
ability to grasp fully what is spoken and written and to express oneself
intelligibly in speech and writing. Only those are full members of the
German nation who have fully mastered the German language. Uned-
ucated persons are German only insofar as the understanding of Ger-
man speech has been made accessible to them. A peasant in a village
cut off from the world who knows only his home dialect and cannot
make himself understood by other Germans and cannot read the writ-
ten language does not count at all as a member of the German nation.6
If all other Germans were to die out and only people who knew only
their own dialect survived, then one would have to say that the German
nation had been wiped out. Even those peasants are not without a tinge
of nationality, only they belong not to the German nation but rather to
a tiny nation consisting of those who speak the same dialect.

The individual belongs, as a rule, to only one nation. Yet it does now
and then happen that a person belongs to two nations. That is not the
case merely when he speaks two languages but rather only when he has
mastered two languages in such a way that he thinks and speaks in each
of the two and has fully assimilated the special way of thinking that char-
acterizes each of them. Yet there are more such persons than people be-
lieve. In territories of mixed population and in centers of international
trade and commerce, one frequently meets them among merchants,
officials, etc. And they are often persons without the highest education.
Among men and women with more education, bilinguists are rarer,
since the highest perfection in the mastery of language, which charac-
terizes the truly educated person, is as a rule attained in only one lan-
guage. The educated person may have mastered more languages, and
all of them far better than the bilinguist has; nevertheless, he is to be
counted in only one nation if he thinks only in one language and pro-
cesses everything he hears and sees in foreign languages through a way
of thinking that has been shaped by the structure and the concept

the nation as a speech community � 11

6. That the concept of national community is a matter of degree is also recognized by Spann (loc.
cit., p. 207); that it includes only educated persons is explained by Bauer (loc. cit., pp. 70 ff ).
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formation of his own language. Yet even among the “millionaires of
education” 7 there are bilinguists, men and women who have fully as-
similated the education of two cultural circles. They were and are
found somewhat more frequently than elsewhere in places where an
old, fully developed language with an old culture and a still slightly de-
veloped language of a people only just completing the process of ac-
quiring culture confront each other. There it is physically and psychi-
cally easier to achieve mastery of two languages and two cultural circles.
Thus, there were far more bilinguists in Bohemia among the genera-
tion which immediately preceded the one now living than at present.
In a certain sense one can also count as bilinguists all those who, be-
sides the standard language, have full mastery of a dialect also.

Everyone belongs as a rule to at least one nation. Only children and
deaf-mutes are nationless; the former first acquire an intellectual home
through entry into a speech community, the latter through develop-
ment of their thinking capacity into achievement of the capability of
mutual understanding with the members of a nation. The process that
operates here is basically the same as that by which adults already be-
longing to one nation switch over to another.8

The language researcher finds relationships among languages; he
recognizes language families and language races; he speaks of sister lan-
guages and daughter languages. Some people have wanted to extend
this concept directly to nations also; others, again, have wanted to make
the ethnological relationship into a national one. Both ideas are totally
inadmissible. If one wants to speak of national relationship, one may do
so only with reference to the possibility of mutual understanding be-
tween the members of the nations. In this sense dialects are related to
each other and to one or even to several standard languages. Even be-
tween standard languages, for example, between individual Slavic lan-
guages, such a relation holds. Its significance for national development
exhausts itself in the fact that it facilitates a transition from one nation-
ality to another.

12 � nation and state

7. Cf. Anton Menger, Neue Staatslehre, second ed. (Jena: 1904), p. 213.
8. It used to happen that children of German parents who had to be brought up at the expense
of the municipality (so-called boarded children) were put by the municipality of Vienna into the
care of Czech foster parents in the countryside; these children then grew up as Czechs. On the
other hand, children of non-German parents were Germanized by German foster parents. One
aristocratic Polish lady used to relieve the city of Vienna of the care of children of Polish parents
in order to have the children grow up as Poles. No one can doubt that all these children became
good Czechs, Germans, or Poles without regard to what nation their parents had belonged to.
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On the other hand, it is politically quite unimportant that the gram-
matical relationship between languages facilitates learning them. No
cultural and no political affinity emerges from it; no political structures
can be erected on the basis of it. The notion of the relationship of peo-
ples originates not from the national-policy/individualistic sphere of
ideas but rather from the race-policy/collectivistic sphere; it was devel-
oped in conscious opposition to the freedom-oriented notion of mod-
ern autonomy. Pan-Latinism, Pan-Slavism, and Pan-Germanism are
chimeras which, in confrontation with the national strivings of indi-
vidual peoples, have always come out on the short end. They sound
very good in the fraternizing festivities of peoples who for the moment
are following parallel political goals; they fail as soon as they are sup-
posed to be more. They never have possessed power to form states.
There is no state that has been based on them.

If people have long resisted seeing the characteristic feature of the
nation in language, one of the decisive circumstances was that they
could not reconcile this theory with the reality that allegedly displays
cases in which one nation speaks several languages and other cases in
which several nations use one language. The assertion that it is possible
for the members of one nation to speak several languages is supported
with reference to the conditions of the “Czechoslovak” and “Yugoslav”
nations. Czechs and Slovaks acted in this war as a unified nation. The
particularist strivings of small Slovak groups have at least not mani-
fested themselves outwardly and have not been able to achieve any po-
litical successes. It now seems that a Czechoslovak state will be formed
to which all Czechs and Slovaks will belong. However, Czechs and Slo-
vaks do not, for that reason, yet form one nation. The dialects from
which the Slovak language was formed are extraordinarily close to the
dialects of the Czech language, and it is not difficult for a rural Slovak
who knows only his own dialect to communicate with Czechs, espe-
cially Moravians, when the latter speak in their dialect. If the Slovaks,
back at the time before they began developing an independent standard
language, that is, around the turn from the eighteenth to the nineteenth
century, had come into closer political connection with the Czechs,
then the development of a Slovak standard language would doubtless
no more have occurred than the development of an independent
Swabian standard language in Swabia. Political motives were decisive
for the effort made in Slovakia to create an independent language. This
Slovak standard language, which was formed quite according to the
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model of Czech and was closely related to it in every respect, could not
develop, however, likewise because of political circumstances. Under
the rule of the Magyar state, excluded from school, office, and court, it
led a miserable existence in popular almanacs and opposition leaflets.
Again, it was the slight development of the Slovak language that caused
efforts to adopt the Czech standard language, which had been under
way in Slovakia from the very beginning, to gain more and more
ground. Today two movements oppose each other in Slovakia: one that
wants to root all Czechism out of the Slovak language and develop the
language pure and independent and a second that wishes its assimila-
tion to Czech. If the latter movement should prevail, then the Slovaks
would become Czechs and the Czechoslovak state would evolve into
a purely Czech national state. If, however, the former movement
should prevail, then the Czech state would gradually be compelled, if
it did not want to appear an oppressor, to grant the Slovaks autonomy
and finally, perhaps, complete independence. There is no Czechoslo-
vak nation composed of Czech speakers and Slovak speakers. What we
see before us is a particular Slavic nation’s struggle for life. How it will
turn out will depend on political, social, and cultural circumstances.
From a purely linguistic point of view, either of the two developments
is possible.

The case is no different with the relation of the Slovenes to the Yu-
goslav nation. The Slovene language, also, has been struggling since its
origin between independence and approximation to or complete blend-
ing with Croatian. The Illyrian movement wanted to include the
Slovene language also in the sphere of its strivings for unity. If Slovene
should be able to maintain its independence even in the future, then the
Yugoslav state would have to grant the Slovenes autonomy.

The South Slavs also present one of the most frequently cited ex-
amples of two nations speaking the same language. Croats and Serbs
use the same language. The national difference between them, it is as-
serted, lies exclusively in religion. Here is said to be a case that cannot
be explained by the theory that perceives the distinctive attribute of a
nation in its language.

In the Serbo-Croatian people the sharpest religious contrasts con-
front each other. One part of the people belongs to the Orthodox
Church and another part to the Catholic Church, and even today the
Mohammedans form a not inconsiderable part. In addition to these re-
ligious contrasts, there are old political enmities that still stem in part
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from times whose political conditions have today long ago been super-
seded. The dialects of all these religiously and politically splintered
peoples are, however, extraordinarily closely related. These dialects
were so closely related to each other that the efforts to form a standard
language proceeding from different sides always led to the same result;
all efforts always resulted in the same standard language. Vuk Ste-
fanović Karadžić wanted to create a Serbian language, Ljudevit Gaj a
unified South Slavic; Pan-Serbism and Illyrianism bluntly confronted
each other. But since they had the same dialectical material to deal
with, the results of their work were identical. The languages that they
created differed so little from each other that they finally blended to-
gether into a unified language. If the Serbs did not use the Cyrillic al-
phabet and the Croats the Latin alphabet exclusively, then there would
be no external sign for attributing a written work to one nation or the
other. The difference of alphabets cannot split a unified nation in the
long run; the Germans also use different forms of writing without this
having acquired any national significance. The political development
of the last years before the war and during the war itself has shown that
the religious difference between Croats and Serbs upon which the Aus-
trian policy of Archduke Francis Ferdinand and his followers had built
castles in the air has long since lost its earlier significance. There seems
to be no doubt that in the political life of the Serbs and Croats also, the
national factor of a common language will override all impeding
influences and that the religious difference will play no greater role in
the Serbo-Croatian nation than it does in the German people.

Two other examples commonly named to show that speech com-
munity and nation do not coincide are the Anglo-Saxon and Danish-
Norwegian cases. The English language, it is asserted, is used by two
nations, the English and the Americans; and this alone shows that it is
inadmissible to seek the criterion of nationality in language alone. In
truth, the English and Americans are a single nation. The inclination
to count them as two nations stems from the fact that people have be-
come accustomed to interpret the nationality principle as necessarily
including the demand for unifying all parts of a nation into a single
state. It will be shown in the next section that this is not true at all and
that, therefore, the criterion of the nation should in no way be sought
in efforts to form a unified state. That Englishmen and Americans be-
long to different states, that the policies of these states have not always
been in consonance, and that the differences between them have 
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occasionally even led to war—all that is still no proof that Englishmen
and Americans are not one nation. No one could doubt that England
is bound together with its dominions and with the United States by a
national bond that will show its binding force in days of great political
crisis. The World War brought proof that disagreements between the
individual parts of the Anglo-Saxon nation can appear only when the
whole does not seem threatened by other nations.

It seems even more difficult at first sight to harmonize the problem
of the Irish with the linguistic theory of the nation. The Irish once
formed an independent nation; they used a separate Celtic language.
At the beginning of the nineteenth century, 80 percent of the popu-
lation of Ireland still spoke Celtic, and more than 50 percent under-
stood no English at all. Since then the Irish language has lost much
ground. Only somewhat more than 600,000 persons still use it, and
only seldom are people still to be found in Ireland who understand 
no English. Of course, there are also efforts in Ireland today to awaken
the Irish language to new life and to make its use general. The fact 
is, however, that very many of those who are on the side of the politi-
cal Irish movement are English by nationality. The opposition be-
tween Englishmen and Irishmen is of a social and religious and not ex-
clusively of a national nature; and so it can happen that inhabitants of
Ireland who by nationality are no Irishmen also belong to the move-
ment in great number. If the Irish should succeed in achieving the 
autonomy they strive for, then it is not ruled out that a large part of to-
day’s English population of Ireland would assimilate itself to the Irish
nation.

The much-cited Danish-Norwegian example also cannot undercut
the assertion that nationality lies in language. During the centuries-
long political union between Norway and Denmark, the old Norwe-
gian standard language was completely driven out by the Danish stan-
dard language; it still managed a miserable existence only in the
numerous dialects of the rural population. After the separation of Nor-
way from Denmark (1814), efforts were made to create a national lan-
guage of its own. But the efforts of the party striving to create a new
Norwegian standard language on the basis of the old Norwegian lan-
guage definitely failed. Success went to those who seek only to enrich
Danish by introduction of expressions from the vocabulary of the
Norwegian dialects but otherwise are in favor of retaining the Danish
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language. The works of the great Norwegian writers Ibsen and Björnson
are written in this language.9 Danes and Norwegians still today, then,
form a single nation, even though they belong politically to two states.

2 Dialect and Standard Language

In primitive times every migration causes not only geographical but
also intellectual separation of clans and tribes. Economic exchanges do
not yet exist; there is no contact that could work against differentiation
and the rise of new customs. The dialect of each tribe becomes more
and more different from the one that its ancestors spoke when they
were still living together. The splintering of dialects goes on without in-
terruption. The descendants no longer understand one another.

A need for unification in language then arises from two sides. The
beginnings of trade make understanding necessary between members
of different tribes. But this need is satisfied when individual middlemen
in trade achieve the necessary command of language. In early times,
when the exchange of goods between distant regions had only a rela-
tively slight significance, scarcely more than individual expressions and
word families must have come into more general use in this way. Polit-
ical changes had to be much more significant for the unification of di-
alects. Conquerers appeared and created states and political unions of
all kinds. The political leaders of broad territories came into closer per-
sonal relations; members of all social strata of numerous tribes were
united in military service. Partly independently of the political and mil-
itary organization and partly in closest connection with it, religious in-
stitutions arise and spread from one tribe to another. Hand in hand with
political and religious strivings for unity go linguistic strivings. Soon the
dialect of the ruling or the priestly tribe gains predominance over the
dialects of the subjects and laity; soon, out of the different dialects of fel-
low members of state and religion, a unified mixed dialect is formed.

Introduction of the use of writing becomes the strongest basis for the
unification of language. Religious doctrines, songs, laws, and records
preserved in writing give preponderance to the dialect in which they
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have been expressed. Now the further splintering of the language is im-
peded; now there is an ideal speech that seems worth striving to attain
and to imitate. The mystical nimbus that surrounds the letters of the al-
phabet in primitive times and that even today—at least in regard to
their printed form—has not yet quite disappeared raises the prestige of
the dialect in which the writing is done. Out of the chaos of dialects
there arises the general language, the language of rulers and laws, the
language of priests and singers, the literary language. It becomes the
language of the higher-placed and more educated persons; it becomes
the language of state and culture;10 it appears finally as the sole correct
and noble language; the dialects from which it has arisen, however, are
thenceforth regarded as inferior. People consider them corruptions of
the written language; people begin to despise them as the speech of the
common man.

In the formation of unified languages, political and cultural influ-
ences are always working together from the very beginning. The natural
element in the dialect of the people is that it draws its strength from the
life of those who speak it. On the other hand, the standard and unified
language is a product of studyrooms and chancelleries. Of course, it too
stems in the last analysis from the spoken word of the common man and
from the creations of gifted poets and writers. But it is always shot
through with more or less pedantry and artificiality also. The child
learns the dialect from his mother; it alone can be his mother tongue;
the standard language is taught by the school.

In the struggle that now arises between standard language and dia-
lect, the latter has the advantage that it already takes possession of the
person in his most receptive years. But the former also does not stand
helpless. That it is the general language, that it leads beyond regional
disunity to understanding with broader circles, makes it indispensable
to state and church. It is the bearer of the written heritage and the in-
termediary of culture. Thus it can triumph over the dialect. If, however,
it is too distant from the latter, if it is or over time becomes so estranged
from the latter that it is still intelligible only to persons who learn it with
effort, then it must succumb; then a new standard language arises from
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the dialect. Thus Latin was displaced by Italian, Church Slavonic by
Russian; thus in modern Greek the common speech will perhaps tri-
umph over the katharevousa of classicism.

The luster with which the school and the grammarians are accus-
tomed to surround the standard language, the respect they pay to its
rules, and the contempt they show for anyone who sins against these
rules cause the relation between the standard language and the dialect
to appear in a false light. The dialect is not corrupted standard language;
it is primeval language; only out of the dialects was the standard lan-
guage formed, whether a single dialect or else a mixed form artificially
formed out of different dialects was raised to the status of standard lan-
guage. The question therefore cannot arise at all whether a particular
dialect belongs to this or that standard language. The relation between
standard language and dialect is not always that of unequivocal associa-
tion or indeed of superiority and inferiority, and the circumstances of
linguistic history and grammar are not alone decisive in that respect. Po-
litical, economic, and general cultural developments of the past and
present determine to which standard language the speakers of a partic-
ular dialect incline; and it can happen that in this way a unified dialect
attaches itself partly to one and partly to another standard language.

The process by which the speakers of a particular dialect make the
transition to using a particular standard language thereafter, either
exclusively or along with the dialect, is a special case of national assim-
ilation. It is especially characterized by being a transition to a grammat-
ically closely related standard language, with this way being as a rule the
only conceivable one in a given case. The Bavarian peasant’s son has in
general no other way open to culture than through the German stan-
dard language, even though it may also happen in rare particular cases
that, without this detour, he becomes French or Czech directly. Yet for
the Low German there are already two possibilities: assimilation to the
German or to the Dutch standard language. Which of the two courses
he takes is decided neither by linguistic nor genealogical considerations
but by political, economic, and social ones. Today there is no longer any
purely Plattdeutsch village; at least bilingualism prevails everywhere.
If a Plattdeutsch district were to be separated from Germany today and
be joined to the Netherlands, with the German school and the German
official and judicial language replaced by Dutch ones, then the people
affected would see all that as a national rape. Yet one hundred or two
hundred years ago, such a separation of a bit of German territory could
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have been carried out without difficulty, and the descendants of the
people who were separated at that time would be just as good Holland-
ers today as they in fact are good Germans today.

In Eastern Europe, where school and office still do not have any-
where near as much significance as in the West, something of the kind
is still possible today. The linguistic researcher will be able to deter-
mine of most of the Slavic dialects spoken in upper Hungary whether
they are closer to Slovak than to Ukrainian and perhaps also to decide
in many cases in Macedonia whether a particular dialect is closer to
Serbian or to Bulgarian. Yet that still does not answer the question
whether the people who speak this dialect are Slovaks or Ukrainians,
Serbs or Bulgarians. For this depends not only on linguistic conditions
but also on political, ecclesiastical, and social ones. A village with a di-
alect undoubtedly more closely related to Serbian can more or less
adopt the Bulgarian standard language relatively quickly if it acquires
a Bulgarian church and a Bulgarian school.

Only thus can one gain an understanding of the exceedingly difficult
Ukrainian problem. The question whether the Ukrainians are an in-
dependent nation or only Russians who speak a particular dialect is
senseless in this form. If the Ukraine had not lost its political indepen-
dence in the seventeenth century to the Great Russian state of the
Czars, then a separate Ukrainian standard language would probably
have developed. If all Ukrainians, including those in Galicia, Buko-
vina, and upper Hungary, had come under the rule of the Czars as late
as the first half of the nineteenth century, then this might not have hin-
dered the development of a separate Ukrainian literature; but this lit-
erature would probably have assumed a position in relation to Great
Russian no different from that of Plattdeutsch writings in relation to
German. It would have remained dialect poetry without particular cul-
tural and political pretensions. However, the circumstance that several
million Ukrainians were under Austrian rule and were also religiously
independent of Russia created the preconditions for the formation of a
separate Ruthenian standard language. No doubt the Austrian govern-
ment and the Catholic Church preferred that the Austrian Reussens
develop a separate language instead of adopting Russian. In this sense
there is a spark of truth in the assertion of the Poles that the Rutheni-
ans are an Austrian invention. The Poles are wrong only in saying that
without this official support of the early beginnings of the Ruthenian
aspirations there would have been no Reussen movement at all in East
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Galicia. The national rising of the East Galicians could no more have
been suppressed than could the awakening of other new nations. If
state and church had not sought to guide it into other channels, then it
would probably have developed from the beginning with a stronger
Great Russian orientation.

The Ukrainian movement in Galicia, then, significantly furthered,
at least, the separatist strivings of the Ukrainians in South Russia and
perhaps even breathed life into them. The most recent political and so-
cial upheavals have furthered South Russian Ukrainianism so much
that it is not entirely impossible that it can no longer be overcome by
Great Russianism. But that is no ethnographic or linguistic problem.
Not the degree of relationship of languages and races will decide
whether the Ukrainian or the Russian language will win out but rather
political, economic, religious, and general cultural circumstances. It is
easily possible for that reason that the final outcome will be different in
the former Austrian and Hungarian parts of the Ukraine than in the
part that has long been Russian.

Conditions are similar in Slovakia. The independence of the Slova-
kian language from Czech is also a product of an, in a certain sense,
accidental development. If there had been no religious differences be-
tween the Moravians and Slovaks and if Slovakia had been politically
linked with Bohemia and Moravia no later than the eighteenth cen-
tury, then a separate Slovak written and standard language would
hardly have evolved. On the other hand, if the Hungarian government
had given less emphasis to Magyarization of the Slovaks and had al-
lowed their language more scope in school and administration, then it
would probably have developed more strongly and would today possess
more power of resistance against Czech.11

To the language researcher it may in general seem not impossible 
to draw language boundaries by classifying individual dialects with 
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particular standard languages. Yet his decision does not prejudice the
historical course of events. Political and cultural events are decisive.
Linguistics cannot explain why Czechs and Slovaks became two sepa-
rate nations, and it would have no explanation if the two in the future
should perhaps blend into one nation.

3 National Changes

For a long time nations have been regarded as unchanging categories,
and it has not been noticed that peoples and languages are subject to
very great changes in the course of history. The German nation of the
tenth century is a different one from the German nation of the twenti-
eth century. That is even outwardly evident in the fact that the Ger-
mans of today speak a different language from that of the contempo-
raries of the Ottonians.

For an individual, belonging to a nation is no unchangeable charac-
teristic. One can come closer to one’s nation or become alienated from
it; one can even leave it entirely and exchange it for another.

National assimilation, which must of course be distinguished from
the blending and turnover of races, with which it undergoes certain in-
teractions, is a phenomenon whose historical significance cannot be
assessed too highly. It is one manifestation of those forces whose oper-
ation shapes the history of peoples and states. We see it at work every-
where. If we could fully understand it in its conditions and in its
essence, then we would have taken a good step further on the path that
leads to understanding of historical development. In striking contrast to
this importance of the problem is the disregard with which historical
science and sociology have so far passed it by.

Language serves for intercourse with one’s fellow men. Whoever
wants to speak with his fellow men and to understand what they say
must use their language. Everyone must therefore strive to understand
and speak the language of his environment. For that reason individuals
and minorities adopt the language of the majority. It is always a pre-
condition for that, however, that contacts occur between the majority
and the minority; if this is not the case, then no national assimilation en-
sues either. Assimilation proceeds the faster the closer are the contacts
of the minority with the majority and the weaker the contacts within the
minority itself and the weaker its contacts with fellow nationals living at
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a distance. From that it immediately follows that the social positions of
the different nationalities must be of special significance in this regard,
for personal contacts are more or less bound up with class membership.
Thus, particular social strata in an environment of a foreign nation can
not only maintain their own customs and own languages for centuries
but also assimilate others to them. A German nobleman who immi-
grated to Eastern Galicia around 1850 did not become a Ruthenian but
a Pole; a Frenchman who settled in Prague around 1800 became not a
Czech but a German. However, the Ruthenian peasant in Eastern Gali-
cia who by upward social mobility joined the ruling class also became a
Pole, and the Czech peasant’s son who rose into the bourgeoisie became
a German.12

In a society organized by classes or castes, different nations can live
side by side in the same territory for centuries without losing their na-
tional distinctness. History provides enough examples of that. In the
Baltic lands of Livonia, Estonia, and Courland, in Carniola and in
South Styria, the German nobility maintained itself for many genera-
tions amidst the environment of a different people; so did the German
bourgeoisie in the Bohemian, Hungarian, and Polish cities. Another
example is the Gypsies. If social contacts between the nations are lack-
ing, if between them no connubium and only to a restricted extent 
commercium exists, if changing one’s class or caste is possible only in
rare exceptional cases, then the conditions for national assimilation 
are rarely present. Thus, self-contained peasant settlements inside a
country inhabited by a population with another language could main-
tain themselves as long as the agricultural strata were bound to the 
soil. As, however, the liberal economic order set aside all bonds, re-
moved the special privileges of classes, and gave the workers freedom
of movement, the rigid national stratification was loosened. Upward 
social mobility and migrations made national minorities disappear 
rapidly, or at least pushed them into defensive positions tenable only
with difficulty.

The tearing down of barriers that guarded against shifting from one
social class to another, freedom of movement of the person, everything
that has made modern man free, has very much facilitated the advance
of standard languages against dialects. “Where the so greatly improved
means of transport and communication have shaken people up today
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and mingled them together in an undreamed-of manner, this signals
the end of local dialects, of local manners, traditions and usages; the
railroad whistle has sung their funeral dirge. In a few years they will dis-
appear; in a few years it will be too late to collect them and perhaps still
protect them,” an English philologist already remarked decades ago.13

Today one can no longer live even as a peasant or worker in Germany
without at least understanding the standard High German language
and being able, if necessary, to use it. The school is making its contri-
bution to hastening this process.

Quite distinct from natural assimilation through personal contact
with people speaking other languages is artificial assimilation—dena-
tionalization by state or other compulsion. As a social process, assimi-
lation hinges on certain preconditions; it can only occur when its
preconditions exist. Compulsory methods then remain powerless; they
can never succeed when the preconditions are not at hand or are not
created. Administrative compulsion can sometimes bring about these
conditions and so indirectly bring about assimilation; it cannot bring
about national transformation directly. If individuals are put into an en-
vironment where they are cut off from contact with their fellow na-
tionals and made exclusively dependent on contacts with foreigners,
then the way is prepared for their assimilation. But if one can use only
compulsory means that do not influence the colloquial language, then
attempts at national oppression have scarcely any prospect of success.

Before the opening of the age of modern democracy, when national
questions did not yet have the political significance that they have today,
for this reason alone there could be no question of national oppression.
If the Catholic Church and the Habsburg state suppressed Czech liter-
ature in the seventeenth century in Bohemia, they were motivated by
religious and political but not yet by national-policy considerations;
they persecuted heretics and rebels, not the Czech nation. Only very re-
cent times have seen attempts at national oppression on a large scale.
Russia, Prussia, and Hungary, above all, have been the classical coun-
tries of compulsory denationalization. How much success Russianiza-
tion, Germanization, and Magyarization have achieved is well known.
After these experiences, the prognosis that one can make about possible
future efforts at Polonization or Czechification is not a favorable one.
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2 The Nationality Principle in Politics

1 Liberal or Pacifistic Nationalism

That politics should be national is a modern postulate.
In most countries of Europe the princely state had replaced the estate

system of the Middle Ages from the beginning of modern times. The
political conception of the princely state is the interest of the ruler. The
famous maxim of Louis XIV, L’état c’est moi [“The State, it is I”], ex-
presses most briefly the conception that was still alive at the three Eu-
ropean imperial courts until the recent upheavals. It is no less clear
when Quesnay, whose doctrines nevertheless already lead into the new
conception of the state, precedes his work with the motto Pauvre paysan,
pauvre royaume; pauvre royaume, pauvre roi [“Poor countryman, poor
realm; poor realm, poor king”]. It is not enough for him to show that on
the well-being of the peasant that of the state also depends; he still con-
siders it necessary to show that the king also can be rich only when the
peasant is. Only then does the necessity appear proved of taking mea-
sures to raise the well-being of the peasants. For the object of the state is
precisely the prince.

Against the princely state there then arises in the eighteenth and
nineteenth centuries the idea of freedom. It revives the political
thought of the republics of antiquity and of the free cities of the Middle
Ages; it links up with the monarchomachs’ hostility to princes; it pat-
terns itself on the example of England, where the crown had already
suffered a decisive defeat in the seventeenth century; it fights with the
entire arsenal of philosophy, rationalism, natural law, and history; it
wins over the great masses through literature, which puts itself entirely
at its service. Absolute kingship succumbs to the attack of the move-
ment for freedom. In its place appears here parliamentary monarchy,
there a republic.

The princely state has no natural boundaries. To be an increaser of his
family estate is the ideal of the prince; he strives to leave to his successor
more land than he inherited from his father. To keep on acquiring new
possessions until one encounters an equally strong or stronger adver-
sary—that is the striving of kings. For fundamentally, their greed for
lands knows no boundaries; the behavior of individual princes and the
views of the literary champions of the princely idea agree on that. This
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principle threatens, above all, the existence of all smaller and weaker
states. That they are nevertheless able to maintain themselves is attribut-
able only to the jealousy of the big ones, which anxiously watch that none
should become too strong. That is the conception of European equilib-
rium, which forms coalitions and breaks them up again. Where it is pos-
sible without endangering the equilibrium, smaller states are destroyed;
an example: the partition of Poland. Princes regard countries no differ-
ently from the way an estate owner regards his forests, meadows, and
fields. They sell them, they exchange them (e.g., for “rounding off”
boundaries); and each time rule over the inhabitants is transferred also.
On this interpretation, republics appear as unowned property that any-
one may appropriate if he can. This policy did not reach its high point,
by the way, until the nineteenth century, in the Enactment of the Dele-
gates of the Holy Roman Empire of 1803, in Napoleon’s establishments
of states, and in the decisions of the Congress of Vienna.

Lands and peoples are, in the eyes of princes, nothing but objects of
princely ownership; the former form the basis of sovereignty, the latter
the appurtenances of landownership. From the people who live in “his”
land the prince demands obedience and loyalty; he regards them almost
as his property. This bond that binds him with each one of his subjects
should, however, also be the only one that joins the individual persons
into a unit. The absolute ruler not only regards every other community
between his subjects as dangerous, so that he tries to dissolve all tradi-
tional comradely relations between them that do not derive their origin
from state laws enacted by him and is hostile to every new formation of
community, perhaps through clubs; he also will not allow the subjects
of his different territories to begin to feel themselves comrades in their
role as subjects. But, of course, in seeking to tear apart all class ties to
make subjects out of nobles, the bourgeoisie, and peasants, the prince
atomizes the social body and thereby creates the precondition for the
rise of a new political sentiment. The subject who has grown unaccus-
tomed to feel himself a member of a narrow circle begins to feel himself
a person, a member of his nation, and a citizen of the state and of the
world. The way opens up for the new outlook on the world.

The liberal theory of the state, hostile to princes, rejects their greed
for, and trafficking in, lands. First of all, it finds it a matter of course 
that state and nation coincide. For so it is in Great Britain, the model
country of freedom, so in France, the classical land of the struggle for
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freedom. That seems such a matter of course that no further word is
wasted on it. Since state and nation coincide and there is no need to
change this, there is no problem here.

The problem of state boundaries first appeared when the power of
the idea of freedom gripped Germany and Italy. Here and in Poland
there stands behind the despicable despots of the present day the great
shadow of a vanished unified state. All Germans, Poles, and Italians
have a great political goal in common: the liberation of their peoples
from the rule of princes. That gives them first unity of political think-
ing and then unity of action. Across state boundaries, guarded by cus-
toms guards and gendarmes, the peoples stretch their hands in unity.
The alliance of the princes against freedom is confronted by the union
of peoples fighting for their freedom.

To the princely principle of subjecting just as much land as obtain-
able to one’s own rule, the doctrine of freedom responds with the prin-
ciple of the right of self-determination of peoples, which follows nec-
essarily from the principle of the rights of man.14 No people and no part
of a people shall be held against its will in a political association that 
it does not want. The totality of freedom-minded persons who are in-
tent on forming a state appears as the political nation; patrie, Vaterland

becomes the designation of the country they inhabit; patriot becomes
a synonym of freedom-minded.15 In this sense the French begin to 
feel themselves a nation when they break the despotism of the Bour-
bons and when they take up the struggle against the coalition of mon-
archs who threaten their just-won freedom. The Germans, the Italians
become nationally minded because foreign princes, joined in the 
Holy Alliance, hinder them from establishing a free state. This nation-
alism directs itself not against foreign peoples but against the despot 
who subjugates foreign peoples also. The Italian hates above all not the 
Germans but the Bourbons and Habsburgs; the Pole hates not the 
Germans or Russians but the Czar, the King of Prussia, and the Em-
peror of Austria. And only because the troops on which the rule of the
tyrants rests are foreign does the struggle also adopt a slogan against for-
eigners. But even in battle the Garibaldians shouted to the Austrian 
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14. Cf. Sorel, Nouveaux essais d’histoire et de critique (Paris: 1898), pp. 99 ff.
15. Cf. Michels, “Zur historischen Analyse des Patriotismus,” Archiv für Sozialwissenschaft und

Sozialpolitik, vol. 36, 1913, pp. 38 ff., 402 f.; Pressensé, “L’idée de Patrie,” Revue mensuelle de 

l’École d’Anthropologie de Paris, vol. 9, 1899, pp. 91 ff.
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soldiers: Passate l’Alpi e tornerem fratelli [“Go back across the Alps, and
we’ll become brothers again”].16 Among themselves the individual na-
tions fighting for freedom get along marvelously. All peoples hail 
the struggle for freedom of the Greeks, the Serbs, and the Poles. In
“Young Europe” the freedom fighters are united without distinction of
nationality.

The nationality principle above all bears no sword against members
of other nations. It is directed in tyrannos.

Therefore, above all, there is also no opposition between national
and citizen-of-the-world attitudes.17 The idea of freedom is both na-
tional and cosmopolitan. It is revolutionary, for it wants to abolish all
rule incompatible with its principles, but it is also pacifistic.18 What ba-
sis for war could there still be, once all peoples had been set free? Po-
litical liberalism concurs on that point with economic liberalism,
which proclaims the solidarity of interests among peoples.

One must also keep that in mind if one wants to understand the orig-
inal internationalism of the socialist parties since Marx. Liberalism,
too, is cosmopolitan in its struggle against the absolutism of the princely
state. Just as the princes stand together to defend themselves against the
advance of the new spirit, so the peoples also hold together against the
princes. If the Communist Manifesto calls on the proletarians of all
countries to unite in the struggle against capitalism, then that slogan is
consistently derived from the asserted fact of the identity of capitalistic
exploitation in all countries. It is no antithesis, however, to the liberal
demand for the national state. It is no antithesis to the program of the
bourgeoisie, for the bourgeoisie, too, is in this sense international. The
emphasis lies not on the words “all countries” but on the word “prole-
tarians.” That like-thinking classes in the same position in all countries
must combine is presupposed as a matter of course. If any point at all
can be perceived in this exhortation, it is only the point made against
pseudo-national strivings that fight every change in traditional arrange-
ments as an infringement on warranted national individuality.

The new political ideas of freedom and equality triumphed first in the
West. England and France thus became the political model countries
for the rest of Europe. If, however, the liberals called for adoption of
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16. Cf. Robert Michels, “Elemente zur Entstehungsgeschichte des Imperialismus in Italien,”
Archiv für Sozialwissenschaft, vol. 34, 1912, p. 57.
17. Cf. Seipel, Nation und Staat (Vienna: 1916), pp. 11 f. footnote; Meinecke, loc. cit., pp. 19 f.
18. Cf. Michels, “Patriotismus,” loc. cit., p. 403.
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foreign institutions, then it was only natural that the resistance mounted
by the old forces also made use of the age-old device of xenophobia.
German and Russian conservatives also fought against the ideas of free-
dom with the argument that they were foreign things not suitable for
their peoples. Here national values are misused for political purposes.19

But there is no question of opposition to the foreign nation as a whole or
to its individual members.

So far as relations among peoples are concerned, therefore, the 
national principle is above all thoroughly peaceful. As a political ideal
it is just as compatible with the peaceful coexistence of peoples as
Herder’s nationalism as a cultural ideal was compatible with his 
cosmopolitanism. Only in the course of time does peaceful national-
ism, which is hostile only to princes but not to peoples also, change
into a militaristic nationalism. This change takes place, however, only
at the moment when the modern principles of the state, in their 
triumphant march from West to East, reach the territories of mixed
population.

The significance of the nationality principle in its older peaceful
form becomes especially clear to us when we observe the development
of its second postulate. First of all, the nationality principle includes
only the rejection of every overlordship and so also of every foreign
overlordship; it demands self-determination, autonomy. Then, how-
ever, its content expands; not only freedom but also unity is the watch-
word. But the desire for national unity, too, is above all thoroughly
peaceful.

One of its sources, as already mentioned, is historical remembrance.
From the dismal present the glance turns back toward a better past.
And this past shows a unified state, not in such splendid pictures for
every people as for the Germans and the Italians, but, for most, attrac-
tive enough.

But the idea of unity is not merely romanticism; it is also important
for political reality. In unity strength is sought to overcome the alliance
of the oppressors. Unity in a unified state offers the peoples the highest
assurance of maintaining their freedom. And there, too, nationalism
does not clash with cosmopolitanism, for the unified nation does not
want discord with neighboring peoples, but peace and friendship.
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19. Cf. Schultze-Gaevernitz, Volkswirtschaftliche Studien aus Russland (Leipzig: 1899), pp. 173
ff.; Bauer, Nationalitätenfrage, loc. cit., pp. 138 ff.
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So we also see, then, that the idea of unity cannot exert its state-
destroying and state-creating power where freedom and self-government
already prevail and seem assured without it. To this day Switzerland has
scarcely been tempted by that idea. The least inclination to secession is
shown by the German-Swiss, and very understandably: they could only
have exchanged freedom for subjugation in the German authoritarian
state. But the French also, and on the whole also the Italians, have felt
themselves so free in Switzerland that they felt no desire for political
unification with their fellows in nationality.

For the national unified state, however, yet a third consideration is at
work. Without doubt the stage of development of the international di-
vision of labor already reached today required an extensive unification
of law and of communication and transportation facilities in general,
and this demand will become all the more pressing the more the econ-
omy is further reshaped into a world economy. When economic con-
tacts were still in their earliest stages, on the whole scarcely extending
beyond the boundaries of a village, the splitting of the earth’s surface
into innumerable small legal and administrative districts was the natu-
ral form of political organization. Apart from military and foreign-
policy interests, which, after all, did not press everywhere for union and
for formation of great empires—and even where they were at work in
this direction in the age of feudalism and still more in the age of abso-
lutism, they did not always lead to formation of national states—there
were no circumstances that demanded unification of law and adminis-
tration. That became a necessity only to the extent that economic rela-
tions began to reach out more and more beyond the boundaries of
provinces, of countries, and finally of continents.

Liberalism, which demands full freedom of the economy, seeks to
dissolve the difficulties that the diversity of political arrangements pits
against the development of trade by separating the economy from the
state. It strives for the greatest possible unification of law, in the last
analysis for world unity of law. But it does not believe that to reach this
goal, great empires or even a world empire must be created. It persists
in the position that it adopts for the problem of state boundaries. The
peoples themselves may decide how far they want to harmonize their
laws; every violation of their will is rejected on principle. Thus a deep
chasm separates liberalism from all those views that want forcibly to
create a great state for the sake of the economy.
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Yet political realism must first still reckon with the existence of states
and with the difficulties that they pit against the creation of supra-
national law and freedom of international transactions. It is with envy,
therefore, that the patriots of nations fragmented into many states re-
gard the nationally unified peoples. They want to follow their example.
They view things with different eyes than do liberal doctrinaires. In the
Germany of the German Confederation, the necessity of unification of
law and the administration of justice, of communication and trans-
portation facilities, and of the entire administration was recognized as
urgent. A free Germany could also have been created through revolu-
tions within the individual states; for that, unification would not have
first been necessary. In favor of the unified state, however, there speaks
in the eyes of political realists not only the necessity of setting an al-
liance of the oppressed against the alliance of the oppressors in order to
achieve freedom at all 20 but also the further necessity of holding to-
gether in order to find in unity the strength to preserve freedom. Even
apart from that, the necessity of trade is pressing for unity. It will no
longer do to permit the fragmentation in law, in monetary systems, in
communications and transportation, and in many other fields, to con-
tinue. In all these fields the times require unification, even beyond na-
tional boundaries. Already the peoples are beginning to make prelimi-
nary preparations for world unity in all these matters. Does it not seem
obvious to achieve in Germany, to begin with, what the other peoples
have already achieved—to create a German civil law as precursor of
the coming world law, a German penal law as a preliminary stage for
world penal law, a German railroad union, a German monetary sys-
tem, a German postal system? All that, however, the German unified
state is to assure. The program of the men of freedom, therefore, can-
not limit itself to the “auction of thirty princes’ crowns” (Freiligrath 21);
even if only because of the stage of economic development, it must call
for the unified state.

Thus the striving for the unified state already contains the kernel of
the new interpretation of the nationality principle, which leads from
the peaceful liberal nationality principle to militant power-policy na-
tionalism to imperialism.
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21. [Ferdinand Freiligrath (1810–76), German lyric poet and democratic partisan.]
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2 Militant or Imperialistic Nationalism

A The Nationality Question in Territories with Mixed Populations

The princely state strives restlessly for expansion of its territory and for
increase in the number of its subjects. On the one hand it aims at the
acquisition of land and fosters immigration; on the other hand it sets
the strictest penalties against emigration. The more land and the more
subjects, the more revenues and the more soldiers. Only in the size of
the state does assurance of its preservation lie. Smaller states are always
in danger of being swallowed up by larger ones.

For the free national state, all these arguments do not hold true. Lib-
eralism knows no conquests, no annexations; just as it is indifferent to-
wards the state itself, so the problem of the size of the state is unimpor-
tant to it. It forces no one against his will into the structure of the state.
Whoever wants to emigrate is not held back. When a part of the people
of the state wants to drop out of the union, liberalism does not hinder
it from doing so. Colonies that want to become independent need only
do so. The nation as an organic entity can be neither increased nor re-
duced by changes in states; the world as a whole can neither win nor
lose from them.

Liberalism has been able to endure only in Western Europe and in
America. In Central and Eastern Europe, after flourishing briefly, it
was displaced again; its democratic program still lives on there only in
the programs and more rarely in the deeds of the socialist parties. State
practice has gradually perverted the pacifistic nationality principle of
liberalism into its opposite, into the militant, imperialistic nationality
principle of oppression. It has set up a new ideal that claims a value of
its own, that of the sheer numerical size of the nation.

From the cosmopolitan standpoint, one must describe the splitting
of mankind into different peoples as a circumstance that causes much
trouble and costs. Much labor is spent on learning foreign languages
and is wasted on translations. All cultural progress would make its way
more easily, every contact between peoples would proceed better, if
there were only one language. Even one who appreciates the immeas-
urable cultural value of diversity of material and intellectual arrange-
ments and of the development of particular individual and national
characters must admit this and must not deny that the progress of man-
kind would be made quite extraordinarily more difficult if there did not
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exist, besides the small nations numbering only a few hundred thou-
sand or a few million souls, larger nations also.

But even the individual can experience the inconvenience of the
multiplicity of languages. He notes it when he travels abroad, when he
reads foreign writings, or when he wants to speak with his fellow men or
write for them. The ordinary man may not care whether his nation is
numerically larger or smaller, but for the intellectual worker this is of
the greatest significance. For “for him language is more than a mere
means of understanding in social contacts; it is for him one of his chief
tools, indeed often his only tool, and one that he can scarcely change.” 22

It is decisive for the success of literary work whether the author can
make himself directly understood by a larger or a smaller number of per-
sons. No one, therefore, desires a large size for his own nation more ar-
dently than the poet and the scholarly writer, the intellectual leaders of
nations. It is easy to understand why they may be enthusiastic about size.
But that alone is far from explaining the popularity of this ideal.

For these leaders cannot in the long run even recommend any goals
to the nation that the nation has not chosen itself. And there are still
other ways to broaden the public for writers; the education of the people
can be broadened, creating as many more readers and hearers as
through diffusion of the national language abroad. The Scandinavian
nations have trod this path. They seek national conquests not abroad but
at home.

That the national state could become imperialistic, that, neglecting
older principles, it could see a goal of its policy first in maintaining and
then in increasing the number of members of the nation, even at the cost
of the right of self-determination of individuals and of entire peoples
and parts of peoples—for that development, circumstances were deci-
sive that were foreign to the liberalism that had originated in the West
and foreign to its pacifistic nationality principle. What was decisive was
the fact that the peoples in the East do not have fully distinct areas of
settlement but rather live locally mingled in broad territories, as well as
the further fact that such mixing of peoples keeps occurring afresh
through the migration of peoples. These two problems have brought
militant or imperialistic nationalism to maturity. It is of German origin,
for the problems out of which it arose first came onto the historical
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scene when liberalism reached German soil. But it has by no means re-
mained limited to Germany; all peoples in a position to know that these
circumstances are subjecting some of their fellow nationals to national
alienation have followed the German people on the same path or will
do so if history does not first find another solution to the problem.

Every observation of the problems to which we now turn must start
from the fact that the conditions under which people live on particu-
lar parts of the earth’s surface are different. We would best recognize
the significance of this fact by trying to disregard it. If the conditions of
life were the same everywhere on the earth’s surface, then on the whole
there would be no incentive for individuals and for peoples to change
the places where they live.23

That the conditions of life are unequal, however, brings it about
that—to use Ségur’s 24 formulation—the history of mankind is the striv-
ing of peoples to progress from living in worse territories to better ones.
World history is the history of national migrations.

National migrations take place either in forcible military form or in
peaceful forms. The military form used to be the predominant one.
The Goths, Vandals, Lombards, Normans, Huns, Avars, and Tartars
seized their new homes with force and exterminated, drove away, or
subjugated the local populations. Then there were two classes of dif-
ferent nationality in the country, the masters and the subjugated, which
not only confronted each other as political and social classes but also
were foreign to each other in ancestry, culture, and language. In the
course of time these national contrasts disappeared, either because
the conquerers were ethnically absorbed into the conquered or because
the subjugated groups became assimilated to the victors. It has been
centuries since this process took place in Spain and Italy, in Gaul, and
in England.

In Eastern Europe there are still broad territories where this assimi-
lation process has not begun at all or is only just beginning. Between
the Baltic barons and their Estonian and Latvian tenants, between the
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have to be migrations when one people grew in size more rapidly than others, for then migrations
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Magyar or Magyarized nobles of Hungary and the Slavic or Rumanian
peasants and farm workers, between the German townspeople of the
Moravian cities and the Czech proletarians, between the Italian land-
lords of Dalmatia and the Slavic peasants and farm hands, the deep gap
of national differences yawns even today.

The doctrine of the modern state and modern freedom that was de-
veloped in Western Europe knows nothing of these conditions. The
problem of nationally mixed populations does not exist for it. For it, the
formation of nations is a completed historical process. Frenchmen and
Englishmen today no longer take any foreign components into their
European homelands; they live in compact territories of settlement. If
individual foreigners do come to them, then they are easily and pain-
lessly assimilated. No frictions between nationalities could arise from
applying the nationality principle on English and French soil in Eu-
rope (but things are different in the colonies and in the United States).
And so the opinion could also arise that the full application of the na-
tionality principle could assure eternal peace. For since, according to
the liberal view, wars of course arise only through kings’ lust for con-
quest, there can be no more war once every people is constituted as a
separate state. The older nationality principle is peaceful; it wants no
war between peoples and believes that no reason for one exists.

Then it is suddenly discovered that the world does not show the same
face everywhere as on the Thames and on the Seine. The movements
of the year 1848 first lifted the veil that despotism had spread over the
mixture of peoples in the empire of the Habsburgs; the revolutionary
movements that later broke out in Russia, in Macedonia and Albania,
in Persia and China, revealed the same problems there also. As long as
the absolutism of the princely state had oppressed all in the same way,
these problems could not be recognized. Now, however, scarcely as the
struggle for freedom is beginning, they loom menacingly.25

It seemed obvious to work for their solution with the traditional
means of the Western doctrine of freedom. The majority principle,
whether applied in the form of a referendum or in some other way, was
considered suitable for solving all difficulties. That is democracy’s an-
swer. But here, was such a solution thinkable and possible at all? Could
it have established peace here?
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The basic idea of liberalism and of democracy is the harmony of in-
terests of all sections of a nation and then the harmony of interests of
all nations. Since the rightly understood interest of all strata of the pop-
ulation leads to the same political goals and demands, the decision on
political questions can be left to the vote of the entire people. It may be
that the majority errs. But only through errors that it itself has commit-
ted and whose consequences it itself suffers can a people achieve in-
sight and can it become politically mature. Errors once committed will
not be repeated; people will recognize where the best in truth is to be
found. Liberal theory denies that there are special interests of particu-
lar classes or groups opposing the common good. It can therefore see
only justice in the decisions of the majority; for the errors that were
committed revenge themselves on all, both on those who had sup-
ported them and on the outvoted minority, which also must pay for not
having understood how to win the majority over to its side.

As soon, however, as one admits the possibility and even the necessity
of genuinely opposed interests, the democratic principle also has lost its
validity as a “just” principle. If Marxism and Social Democracy see an
irreconcilable opposition of conflicting class interests everywhere, then
they must, consistently, also reject the democratic principle. This has
long been overlooked, since Marxism, precisely among those two na-
tions among whom it had been able to gain the largest number of ad-
herents, the Germans and Russians, has pursued not only socialist but
also democratic goals. But that is only a matter of historical accident, the
consequence of quite particular circumstances coming together. The
Marxists fought for the right to vote, freedom of the press, and the right
to form associations and assemblies as long as they were not the ruling
party; where they came to power they did nothing more quickly than set
these freedoms aside.26 That quite coincides with the behavior of the
Church, which behaves democratically wherever others rule but, where
it itself rules, wants nothing of democracy. A majority decision can
never be “just” for the Marxists as it is for liberalism; for them it is always
only the expression of the will of a particular class. Even seen from this
angle alone, therefore, socialism and democracy are irreconcilable con-
traries; the term Social Democrat contains a contradictio in adjecto. For
the Marxists, only the triumph of the proletariat, the provisional goal
and the end of historical evolution, is good; everything else is bad.
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Like the Marxists, the nationalists also deny the doctrine of the har-
mony of all interests. Between peoples irreconcilable oppositions are
said to exist; here one can never let things depend on the decision of
the majority if one has the power to oppose it.

Democracy seeks first to solve the political difficulties that impede
the establishment of a national state in territories with nationally mixed
populations by those means that have proved themselves in nationally
unified countries. The majority should decide; the minority should
yield to the majority. That shows, however, that it does not see the prob-
lem at all, that it does not have any inkling of where the difficulty lies.
Yet belief in the correctness and the all-healing power of the majority
principle was so strong that people for a long time would not recognize
that nothing could be accomplished with it here. The obvious failure
was always attributed to other causes. There were writers and politicians
who traced the national disorders in Austria to the fact that there still
was no democracy in its territory; if the country should become demo-
cratically governed, then all frictions between its peoples would disap-
pear. Precisely the opposite is true. National struggles can arise only on
the soil of freedom; where all peoples are subjugated—as in Austria be-
fore March 1848—then there can be no dissensions among them.27 The
violence of the struggles between the nationalities grew to the extent
that the old Austria approached democracy. They were not ended at all
by the dissolution of the state; they are carried on only more bitterly in
the new states, where ruling majorities confront national minorities
without the mediation of the authoritarian state, which softens much
harshness.

To recognize the deeper grounds for the failure of democracy in the
nationality struggles of our time, one must first of all strive for clarity
about the essence of democratic government.

Democracy is self-determination, self-government, self-rule. In de-
mocracy, too, the citizen submits to laws and obeys state authorities and
civil servants. But the laws were enacted with his concurrence; the
bearers of official power got into office with his indirect or direct con-
currence. The laws can be repealed or amended, officeholders can be
removed, if the majority of the citizens so wishes. That is the essence
of democracy; that is why the citizens in a democracy feel free.
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27. For that reason antidemocratic and churchly writers also recommend the return to the abso-
lutism of the princes and of the Pope as a means of avoiding national struggles.
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He who is compelled to obey laws on whose enactment he has no
influence, he who must endure a government ruling over him in whose
formation he can take no part, is, in the political sense, unfree and is
politically without rights, even though his personal rights may be pro-
tected by law.28 That does not mean that every minority is politically
unfree in the democratic state. Minorities can become the majority,
and this possibility influences their position and the way that the ma-
jority must behave towards them. The majority parties must always take
care that their actions do not strengthen the minority and do not offer
it the opportunity to come to power. For the thoughts and programs of
the minority affect the entire people as a political entity, whether or not
they are able to prevail. The minority is the defeated party, but in the
struggle of parties it has had the possibility of winning and, as a rule, de-
spite the defeat, it maintains the hope of winning some time later and
becoming the majority.

The members of national minorities that do not hold a ruling posi-
tion by special privilege, are, however, politically unfree. Their political
activity can never lead to success, for the means of political influence on
their fellow men, the spoken and written word, are bound up with na-
tionality. In the great national political discussions from which political
decisions follow, the citizens of foreign nationality stand aside as mute
spectators. They are negotiated about along with others, but they do not
join in the negotiations. The German in Prague must pay municipal as-
sessments; he too is affected by every decree of the municipality, but he
must stand aside when the political struggle rages over control of the
municipality. What he wishes and demands in the municipality is a
matter of indifference to his Czech fellow citizens. For he has no means
of influencing them unless he gives up the special ways of his people,
accommodates himself to the Czechs, learns their language, and adopts
their way of thinking and feeling. So long, however, as he does not do
this, so long as he remains within his circle of inherited speech and cul-
ture, he is excluded from all political effectiveness. Although he also
may formally, according to the letter of the law, be a citizen with full
rights, although he may, because of his social position, even belong to
the politically privileged classes, in truth he is politically without rights,
a second-class citizen, a pariah; he is ruled by others without himself
having a share in ruling.
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The political ideas that cause parties to come and go and states to be
created and destroyed are bound up with nationality today just as little
as any other cultural phenomenon. Like artistic and scientific ideas,
they are the common property of all nations; no single nation can es-
cape their influence. Yet every nation develops currents of ideas in its
own special way and assimilates them differently. In every people they
encounter another national character and another constellation of 
conditions. The idea of Romanticism was international, but every na-
tion developed it differently, filled it with a particular content, and
made something else out of it. We speak rightly, therefore, of German 
Romanticism as a particular trend in art that we can contrast with the 
Romanticism of the French or the Russians. And it is no different with
political ideas. Socialism had to become something different in Ger-
many, something different in France, something different in Russia.
Everywhere, indeed, it met with a particular way of political thinking
and feeling, with another social and historical development—in short,
with other people and other conditions.

We now recognize the reason why national minorities that hold po-
litical power because of special privileges hang on to these privileges
and to the ruling position bound up with them incomparably more
tenaciously than do other privileged groups. A ruling class not of differ-
ent nationality from the ruled still retains, even when overthrown, a
greater political influence than would accrue to it according to the
number of its members among the new rulers. It retains at least the pos-
sibility, under the new conditions, of fighting for power anew as the op-
position party, of defending its political ideas, and of leading to new
victories. The English Tories, as often as they were deprived of their
privileges by a reform, have still celebrated a political resurrection every
time. The French dynasties have not lost through dethronement all
prospect of regaining the crown. They were able to form mighty parties
that worked for a restoration; and if their efforts did not lead to success
during the Third Republic, this was due to the intransigence and
personal wretchedness of the pretender at the time and not to any fact
that such efforts were quite hopeless. Rulers of foreign nationality, how-
ever, once they have left the scene, can never get power back unless they
have the help of foreign arms; and, what is much more important, as
soon as they no longer hold power, they not only are deprived of their
privileges but are completely powerless politically. Not only are they un-
able to maintain influence corresponding to their numbers, but, as
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members of a foreign nationality, they no longer have any possibility at
all of even being politically active or of having influence on others. For
the political thoughts that now become dominant belong to a cultural
circle that is foreign to them and are thought, spoken, and written in a
language that they do not understand; they themselves, however, are not
in a position to make their political views felt in this environment. From
being rulers they become not citizens with equal rights but powerless
pariahs who have no say when matters concerning them are being de-
bated. If—without regard to theoretical and antiquarian misgivings that
might be raised against it—we want to see a principle of modern de-
mocracy in the old postulate of the estates, nil de nobis sine nobis [noth-
ing concerning us without us], we also see that it cannot be imple-
mented for national minorities. They are governed; they do not have a
hand in governing; they are politically subjugated. Their “treatment” by
the national majority may be quite a good one; they may also remain in
possession of numerous nonpolitical and even a few political privileges;
yet they retain the feeling of being oppressed just because they are
“treated” after all and may not take part.

The large German landowners in those Austrian crown lands that
had a Slavic majority in the legislature felt themselves—despite their
electoral privileges, which assured them a special representation in the
provincial chamber and in the provincial committee—nevertheless
oppressed, since they were faced by a majority whose political thinking
they could not influence. For the same reason, German officeholders
and house owners who possessed an electoral privilege that assured
them a third of the seats on the municipal council in a municipality
with a Slavic council majority still felt oppressed.

No less politically powerless are national minorities that never have
possessed political dominance. They need to be especially mentioned
even as do members of historyless nations who have lived as political in-
feriors for centuries under foreign rulers and immigrants into colonial
settlement areas overseas. Accidental circumstances may temporarily
give them the possibility of political influence; in the long run this is
out of the question. If they do not want to remain politically without
influence, then they must adapt their political thinking to that of their
environment; they must give up their special national characteristics
and their language.

In polyglot territories, therefore, the introduction of a democratic
constitution does not mean the same thing at all as introduction 
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of democratic autonomy. Majority rule signifies something quite 
different here than in nationally uniform territories; here, for a part of
the people, it is not popular rule but foreign rule.29 If national minori-
ties oppose democratic arrangements, if, according to circumstances,
they prefer princely absolutism, an authoritarian regime, or an oli-
garchic constitution, they do so because they well know that democ-
racy means the same thing for them as subjugation under the rule of
others. That holds true everywhere and also, so far, for all times. The
often cited example of Switzerland is not relevant here. Swiss demo-
cratic local administration is possible without frictions under the na-
tionality circumstances of Switzerland only because internal migra-
tions between the individual nationalities have long since had no
significance there. If, say, migrations of French Swiss to the east should
lead to stronger foreign national minorities in the German cantons,
then the national peace of Switzerland would already have vanished
long ago.

For all friends of democracy, for all those who see the political rem-
edy only in the self-administration and self-government of a people,
this must cause severe distress. The German democrats of Austria were
in this position, above all, as well as the few honorable democrats that
the Hungarian people counted in their midst. It was they who were
looking for new forms of democracy to make democracy possible even
in polyglot countries.

Furthermore, people tend to recommend proportional representa-
tion as a remedy for the defects of the majority system. For nationally
mixed territories, however, proportional representation is no way out of
these difficulties. A system of proportional representation is applicable
only to elections but not also to decisions about acts of legislation, ad-
ministration, and jurisprudence. Proportional representation makes it
impossible, on the one hand, that one party, through gerrymandering,
be represented less in the representative body than corresponds to its
strength; on the other hand it assures the minority of representation in
the bodies of elected representatives and so offers it the possibility of
exercising a check on the majority and of making its own voice heard.
All that does not operate for a national minority. Being an actual
minority in the people, it can never hope to obtain a majority in the
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representative body through proportional representation. There re-
mains to it, therefore, only the second significance of proportional rep-
resentation. But the mere possibility of having some seats in the repre-
sentative body is of little value for the national minority. Even when its
representatives can sit in the representative body and take a part in de-
liberations, speeches, and decisions, the national minority still remains
excluded from collaboration in political life. A minority is politically
collaborating in the true sense of the word only if its voice is heard be-
cause it has prospects of coming to the helm some time. For a national
minority, however, that is ruled out. Thus the activity of its deputies re-
mains limited from the beginning to fruitless criticism. The words that
they speak have no significance because they can lead to no political
goal. In voting, their votes can be decisive only when nationally unim-
portant questions are on the agenda; in all other questions—and these
are most of them—the national majority stands against it united like a
phalanx. To realize this, one need only think of the roles that the Danes,
Poles, and Alsatians played in the German Reichstag and the Croats in
the Hungarian parliament or of the position that the Germans had in
the Bohemian provincial legislature. If things were different in the Aus-
trian Chamber of Deputies, if here, because no nation had an absolute
majority, it was possible for the “delegation” of every single nation to be-
come part of the majority, well, this proves nothing to the contrary
because, after all, Austria was an authoritarian state in which not parlia-
ment but the government held all the cards. Precisely the Austrian
Chamber of Deputies, in which the formation of parties was condi-
tioned above all by tensions among nationalities, has shown how slightly
a parliamentary collaboration of different peoples is possible.

It is therefore understandable why the principle of proportional rep-
resentation also cannot be regarded as a usable means of overcoming the
difficulties that arise from different nations living together. Where it has
been introduced, experience has shown that it is admittedly quite usable
for certain purposes, that it overcomes many frictions, but that it is far
from being the remedy for national controversies that well-meaning
utopians have considered it.

In Austria, the classical land of the nationality struggle, the proposal
emerged in the first decade of the twentieth century for overcoming na-
tional difficulties by introducing national autonomy on the basis of the
personality principle. These proposals, which came from the Social
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Democrats Karl Renner 30 and Otto Bauer,31 envisaged transformation
of the Austrian authoritarian state into a democratic people’s state.
Legislation and administration of the entire state and the local admin-
istration of the autonomous areas should not extend to nationally dis-
puted affairs; these should be administered in the local administrations
by the members of the nations themselves, organized according to the
personality principle, over whom, then, there should stand national
councils as highest authorities of the individual nations. The educa-
tional system and the promotion of art and science, above all, were to
be regarded as national issues.

Here we are not speaking of the significance that the program of na-
tional autonomy had in the historical development of the nationality
program of the German-Austrians or of the basic presuppositions from
which it proceeded. Here we must face only the question whether this
program could have provided a satisfying solution to the fundamental
difficulty that arises when different peoples live together. We can only
reply “no” to this question. As before, those facts would still remain that
exclude a national minority from participation in power and that, de-
spite the letter of the law, which calls on them to join in governing, al-
low them to be not corulers but only the ruled. It is quite unthinkable
from the start to split up all matters by nationality. It is impossible in a
nationality-mixed city to create two police forces, perhaps a German
and a Czech, each of which could take action only against members of
its own nationality. It is impossible to create a double railroad admin-
istration in a bilingual country, one under the control only of Germans,
a second only of Czechs. If that is not done, however, then the above-
mentioned difficulties remain. The situation is not as though handling
political problems directly connected with language was all that caused
national difficulties; rather, these difficulties permeate all of public life.

National autonomy would have offered national minorities the pos-
sibility of administering and arranging their school systems independ-
ently. They had this possibility to a certain degree, however, even with-
out the implementation of this program, though at their own cost.
National autonomy would have allowed them a special right of taxa-
tion for these purposes and, on the other hand, relieved them from 
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contributing to the schools of other nationalities. That alone, however,
is not worth as much as the authors of the program of national auton-
omy thought.

The position that the national minority would have obtained from
the grant of national autonomy would have approximated the position
of those privileged colonies of foreigners that the estate system estab-
lished and that the princely state then established on models be-
queathed by the estate system, perhaps like the position of the Saxons
in Transylvania. This would not have been satisfactory in modern de-
mocracy. Generally speaking, the whole line of thought about national
autonomy looks back more to the medieval conditions of the estate sys-
tem than to the conditions of modern democracy. Given the impossi-
bility of creating modern democracy in a multinational state, its cham-
pions, when as democrats they rejected the princely state, necessarily
had to turn back to the ideals of the estate system.

If one looks for a model of national autonomy in certain problems of
organization of minority churches, then this is only quite superficially
a correct comparison. It is overlooked that since the force of faith no
longer can, as it once could, determine the entire lifestyle of the indi-
vidual, there no longer exists between members of different churches
today that impossibility of political understanding that does indeed ex-
ist between different peoples because of differences of language and
the resulting differences in styles of thinking and of outlook.

The personality principle can bring no solution to the difficulties of
our problem because it indulges in extreme self-deception about the
scope of the questions at issue. If only language questions, so called in
the narrower sense, were the object of the national struggle, then one
could think of paving the way for peace between peoples by special
treatment of those questions. But the national struggle is not at all lim-
ited to schools and educational institutions and to the official language
of the courts and authorities. It embraces all of political life, even 
all that which, as Renner and many others with him believe, ties a 
unifying bond around the nations, the so-called economic aspect. 
It is astonishing that this could be misunderstood precisely by Austri-
ans, who, after all, were bound to see every day how everything became
a national bone of contention—road construction and tax reforms,
bank charters and public purveyances, customs tariffs and exposi-
tions, factories and hospitals. And purely political questions above all.
Every foreign-policy question is the object of national struggle in the
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multinational state, and never did this show up more clearly in Austria-
Hungary than during the World War. Every report from the battlefield
was received differently by the different nationalities: some celebrated
when others grieved; some felt downcast when others were happy. All
these questions are controversial by nationality; and if they are not in-
cluded in the solution of the nationality question, then the solution
just is not complete.

The problem that the national question poses is precisely that the
state and administration are inevitably constructed on a territorial ba-
sis in the present stage of economic development and so inevitably
must embrace the members of different nationalities in territories of
mixed language.

The great multinational states, Russia, Austria, Hungary, and Turkey,
have now fallen apart. But that too is no solution to the constitutional
problem in polyglot territories. The dissolution of the multinational
state gets rid of many superfluous complications because it separates
territories from each other that are compactly inhabited by the mem-
bers of one people.32 The dissolution of Austria solves the national
question for the interior of Bohemia, for Western Galicia, and for the
greater part of Carniola. But, as before, it remains a problem in the iso-
lated German cities and villages that are sprinkled in the Czech-
language territory of Bohemia, in Moravia, in Eastern Galicia, in the
Gottschee [Kočevje] district, etc.

In polyglot territories the application of the majority principle leads
not to the freedom of all but to the rule of the majority over the 
minority. The situation is made no better by the fact that the majority,
in inner recognition of its injustice, shows itself anxious to assimilate 
the minorities nationally by compulsion. That attitude of course also 
implies—as a keen writer has noted—an expression of the nationality
principle, an acknowledgement of the demand that state boundaries
should not stretch beyond the boundaries of peoples.33 Still the tor-
mented peoples wait for the Theseus who shall overcome this modern
Procrustes.

A way must be found out of these difficulties, however. It is not a
question only of small minorities (for example, remnants of migrations
that have long since come to a standstill), as one would tend to think if
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one assessed this situation only from the point of view of a few German
cities in Moravia or Hungary or of the Italian colonies on the east coast
of the Adriatic. The great present-day migrations of peoples have given
all these questions a heightened importance. Every day new migrations
create new polyglot territories; and the problem that a few decades ago
was visible only in Austria has long since become a world problem, 
although in another form.

The catastrophe of the World War has shown to what abyss that prob-
lem has led mankind. And all the streams of blood that have flowed in
this war have not brought it a hair’s-breadth closer to solution. In poly-
glot territories, democracy seems like oppression to the minority. Where
only the choice is open either oneself to suppress or to be suppressed,
one easily decides for the former. Liberal nationalism gives way to mili-
tant antidemocratic imperialism.

B The Migration Problem and Nationalism

The variety of conditions of life in the individual parts of the earth’s sur-
face touches off migrations of individual persons and entire peoples. If
the world economy were managed by the decree of an authority that
surveyed everything and ordered what was most appropriate, then only
the absolutely most favorable conditions of production would be uti-
lized. Nowhere would a less productive mine or a less productive field
be in use if more productive mines or fields lay unused elsewhere. Be-
fore a less productive condition of production is put to use, one must
always first consider whether there do not exist more productive ones.
Less productive conditions of production that might be in use would
be discarded at once if others should be found whose yield would be so
much greater that an increased yield would be attained from discard-
ing the old and introducing the new sources of production, even 
despite the loss to be expected because the immovably invested capital
would become useless. Since the workers have to settle in places of pro-
duction or in their immediate neighborhood, the consequences for the
conditions of settlement follow automatically.

The natural conditions of production are by no means unchange-
able. In the course of history they have undergone great changes.
Changes can take place in nature itself, for example, through changes
of climate, volcanic catastrophes, and other elemental events. Then
there are the changes that occur from human activity, for example, 
exhaustion of mines and of the fertility of the soil. More important,
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however, are changes in human knowledge, which overturn traditional
views about the productivity of the factors of production. New needs
are awakened, either from the development of the human character or
because the discovery of new materials or forces has stimulated them.
Previously unknown production possibilities are discovered, either
through the discovery of hitherto unknown natural forces and putting
them to use or through the progress of productive techniques, which
makes it possible to tap natural forces that had been unusable or less us-
able before. It follows that it would not be enough for the director of the
world economy to determine the locations of production once and for
all; he would continually have to make changes in them according to
changing circumstances, and every change would have to go hand in
hand with a resettlement of workers.

What would happen under ideal world socialism by order of the gen-
eral director of the world economy is achieved in the ideal of the free
world economy by the reign of competition. The less productive en-
terprises succumb to the competition of the more productive. Primary
production and industry migrate from places of lower-yielding condi-
tions of production to places of higher-yielding ones; and with them
migrate workers and also capital, so far as it is mobile. The result for the
movement of peoples is thus the same in either case: the stream of pop-
ulation goes from the less fruitful territories to the more fruitful.

That is the basic law of migrations of persons and peoples. It holds true
in the same degree for the socialist and the free world economy; it is iden-
tical with the law under whose operation the distribution of population
takes place in every smaller territory cut off from the outside world. It al-
ways holds true, even though its effectiveness may be disturbed in greater
or lesser degree by extra-economic factors also, perhaps by ignorance of
conditions, by sentiments that we are accustomed to calling love of
home, or by intervention of an external power that hinders migration.

The law of migration and location makes it possible for us to form 
an exact concept of relative overpopulation. The world, or an isolated
country from which emigration is impossible, is to be regarded as over-
populated in the absolute sense when the optimum of population—
that point beyond which an increase in the number of people would
mean not an increase but a decrease of welfare—is exceeded.34 A coun-
try is relatively overpopulated where, because of the large size of the
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population, work must go on under less favorable conditions of pro-
duction than in other countries, so that, ceteris paribus, the same ap-
plication of capital and labor yields a smaller output there. With com-
plete mobility of persons and goods, relatively overpopulated territories
would give up their population surplus to other territories until this dis-
proportion had disappeared.

The principles of freedom, which have gradually been gaining
ground everywhere since the eighteenth century, gave people freedom
of movement. The growing security of law facilitates capital move-
ments, improvement of transportation facilities, and the location of
production away from the points of consumption. That coincides—not
by chance—with a great revolution in the entire technique of produc-
tion and with drawing the entire earth’s surface into world trade. The
world is gradually approaching a condition of free movement of per-
sons and capital goods. A great migration movement sets in. Many mil-
lions left Europe in the nineteenth century to find new homes in the
New World, and sometimes in the Old World also. No less important
is the migration of the means of production: capital export. Capital and
labor move from territories of less favorable conditions of production to
territories of more favorable conditions of production.

Now, however—as a result of a historical process of the past—the
earth is divided up among nations. Each nation possesses definite 
territories that are inhabited exclusively or predominantly by its own
members. Only a part of these territories has just that population
which, in conformity with the conditions of production, it would also
have under complete freedom of movement, so that neither an inflow
nor an outflow of people would take place. The remaining territories
are settled in such a way that under complete freedom of movement
they would have either to give up or to gain population.

Migrations thus bring members of some nations into the territories
of other nations. That gives rise to particularly characteristic conflicts
between peoples.

In that connection we are not thinking of conflicts arising out of the
purely economic side effects of migrations. In territories of emigration,
emigration drives up the wage rate; in territories of immigration, immi-
gration depresses the wage rate. That is a necessary side effect of migra-
tion of workers and not, say, as Social Democratic doctrine wants to have
believed, an accidental consequence of the fact that the emigrants
stem from territories of low culture and low wages. The motive of the
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emigrant is precisely the fact that in his old homeland, because of its rel-
ative overpopulation, he can get no higher wage. If this reason were ab-
sent, if there were no difference in the productivity of labor between
Galicia and Massachusetts, then no Galician would emigrate. If one
wants to raise the European territories of emigration to the level of de-
velopment of the eastern states of the Union, then there is just nothing
else to do than let the emigration proceed to the point that the relative
overpopulation of the former and the relative underpopulation of the
latter have disappeared. Clearly, American workers view this immigra-
tion just as unhappily as European employers view the emigration. In-
deed, the Junker east of the Elbe thinks no differently about the flight of
workers from the land when his tenant goes to West Germany than when
he goes to America; the unionized worker of the Rhineland is disturbed
by immigration from the lands east of the Elbe no less than members of
a Pennsylvania trade union. But that in the one case the possibility exists
of forbidding the emigration and immigration, or at least of impeding
it, while in the other case such measures could be thought of by at most
a few eccentrics born a couple of centuries too late, is only to be attrib-
uted to the fact that, besides damage to the interests of individuals in the
case of international migration, other interests also are damaged.

Emigrants who settle in previously uninhabited territories can pre-
serve and further cultivate their national character in the new home
also. Spatial separation can lead over time to the emigrants’ developing
a new independent nationality. Such development of independence
was in any case easier in times when transport and communication still
had to struggle with great difficulties and when the written transmission
of the national culture was greatly impeded by the slight diffusion of 
literacy. With the present-day development of the means of transporta-
tion and communication, with the relatively high degree of popular
education and the wide dissemination of the monuments of national
literature, such national splitting off and the formation of new national
cultures is far more difficult. The trend of the times works rather toward
convergence of the cultures of peoples living far apart, if not even to-
ward a blending of nations. The bond of common language and cul-
ture that links England with its faraway dominions and with the United
States of America, which now will soon have been politically indepen-
dent for one and a half centuries, has become not looser but closer. A
people that today sends out colonists into an uninhabited territory can
count on the emigrants’ keeping their national character.
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If, however, the emigration is directed to already inhabited territo-
ries, then various possibilities are conceivable. It may be that the im-
migrants come in such masses or possess such superiority through their
physical, moral, or intellectual constitution that they either entirely dis-
place the original inhabitants, as the Indians of the prairies were dis-
placed by the palefaces and were driven to destruction, or that they at
least achieve domination in their new home, as would perhaps have
been the case with the Chinese in the western states of the Union if leg-
islation had not restricted their immigration in time or as could be the
case in the future with the European immigrants into North America
and Australia. Things are different if immigration takes place into a
country whose inhabitants, because of their numbers and their cultural
and political organization, are superior to the immigrants. Then it is
the immigrants who sooner or later must take on the nationality of 
the majority.35

The great discoveries had made the whole surface of the earth known
to Europeans since the end of the Middle Ages. Now all traditional
views about the inhabitability of the earth gradually had to change; the
New World, with its excellent conditions of production, was bound to
attract settlers from old and now relatively overpopulated Europe. At
first, of course, it was only adventurers and political malcontents who
moved far away to find a new home. Reports of their successes then
drew others after them, at first only a few, then ever more and more, un-
til finally in the nineteenth century, after improvement of the means of
ocean transportation and the removal of limitations on freedom of
movement in Europe, millions went migrating.

Here is not the place to investigate how it happened that all colonial
land suitable for settlement by white Europeans was colonized by the
English, Spanish, and Portuguese. Here it is enough for us to recognize
the outcome that the best parts of the earth’s surface inhabitable by
whites thereby became English national property and that not even the
Spaniards and Portuguese in America, and scarcely also the Dutch in
South Africa and the French in Canada, enter into consideration. And
this outcome is extremely important. It made the Anglo-Saxons the most
numerous nation among the white civilized peoples. This, coupled
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with the circumstance that the English possess the largest merchant
fleet in the world and that they administer the best territories of the trop-
ics as political rulers, had led to the fact that the world today wears an
English face. The English language and English culture have impressed
their stamp on our times.

For England this means above all that Englishmen who leave the is-
land of Great Britain because of its relative overpopulation can almost
always settle in territories where the English language and English cul-
ture prevail. When a Briton goes abroad, whether to Canada or to the
United States or to South Africa or to Australia, he does cease to be a
Briton, but he does not cease to be an Anglo-Saxon. It is true that the
English, until quite recently, did not appreciate this circumstance, that
they paid no special attention to emigration, that they faced the do-
minions and the United States indifferently, coldly, and sometimes
even with hostility, and that only under the influence of Germany’s ef-
forts directed against them did they begin to seek closer economic and
political relations first with the dominions and then with the United
States. It is just as true that the other nations, which had been less suc-
cessful in acquiring overseas possessions, also long paid just as little at-
tention to this development of affairs as the English themselves and that
they envied the English more for their rich tropical colonies, for their
trade and seaport colonies, and for shipping, industry, and trade than
for possession of territories of settlement, which were less appreciated.

Only as the stream of emigrants, flowing abundantly at first only
from England, also came to be fed more from other European territo-
ries did people begin to concern themselves with the national fate of
the emigrants. People noticed that while the English emigrants could
maintain their mother tongue and national culture, home customs,
and usages of their fathers in their new homes, the other European em-
igrants overseas gradually ceased to be Dutchmen, Swedes, Norwe-
gians, etc., and adapted themselves to the nationality of their environ-
ment. People saw that this alienation was unavoidable, that it occurred
quicker here, slower there, but that it never failed to occur and that the
emigrants—at the latest in the third generation, most already in the
second, and not seldom even in the first—became members of Anglo-
Saxon culture. The nationalists who dreamed about the size of their na-
tion viewed this with sorrow, but it seemed to them that nothing could
be done about it. They founded associations that endowed schools, 
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libraries, and newspapers for the colonists to check the emigrants’ 
national alienation; but what they achieved thereby was not much.
People had no illusions about the fact that the reasons for emigration
were of compelling economic nature and that the emigration as such
could not be impeded. Only a poet like Freiligrath could ask the 
emigrants:

Oh sprecht! warum zogt ihr von dannen?

Das Neckartal hat Wein und Korn.

[Oh speak! Why are you moving away?
The Neckar Valley has wine and grain.]

The statesman and the economist well knew that there were more
wine and more grain overseas than at home.

As late as the beginning of the nineteenth century people could
scarcely suspect the significance of this problem. Ricardo’s theory of
foreign trade still started with the assumption that the free mobility of
capital and labor exists only within the boundaries of a country. In the
home country all local differences in the profit rate and the wage rate
are evened out by movements of capital and workers. Not so for differ-
ences between several countries. Lacking there was that free mobility
which would ultimately be bound to cause capital and labor to flow
from the country offering less favorable conditions of production to the
country of more favorable conditions. A range of emotional factors
(“which I should be sorry to see weakened,” the patriot and politician
Ricardo interjects here into the exposition of the theorist) resists that.
Capital and workers remain in the country, even though they thereby
suffer a loss of income, and turn to those branches of production hav-
ing, while not absolutely, still relatively more favorable conditions.36

The basis of the free-trade theory is thus the fact that noneconomic 
reasons keep capital and labor from moving across national bound-
aries, even if this seems advantageous for economic motives. This may
have been true on the whole in the days of Ricardo, but for a long time
it has no longer been true.

But if the basic assumption of Ricardo’s doctrine of the effects of free
trade falls, then this doctrine must also fall along with it. There is no ba-
sis for seeking a fundamental difference between the effects of freedom
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36. Cf. Ricardo, Principles of Political Economy and Taxation in The Works of D. Ricardo, edited
by McCulloch, second edition (London: 1852), pp. 76 ff.
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in domestic trade and in foreign trade. If the mobility of capital and la-
bor internally differs only in degree from their mobility between coun-
tries, then economic theory can also make no fundamental distinction
between the two. Rather, it must necessarily reach the conclusion that
the tendency inheres in free trade to draw labor forces and capital to the
locations of the most favorable natural conditions of production with-
out regard to political and national boundaries. In the last analysis,
therefore, unrestricted free trade must lead to a change in the condi-
tions of settlement on the entire surface of the earth—from the coun-
tries with less favorable conditions of production capital and labor flow
to the countries with more favorable conditions of production.

The free-trade theory modified in this way, just like the doctrine of
Ricardo, also reaches the conclusion that from the purely economic
point of view nothing speaks against free trade and everything against
protectionism. But since it leads to quite different results regarding the
effect of free trade on locational shifts of capital and labor, it presents a
quite changed point of departure for testing the extraeconomic reasons
for and against the protective system.

If one sticks with the Ricardian assumption that capital and labor are
not impelled to move abroad even by more favorable conditions of pro-
duction, then it turns out that the same applications of capital and la-
bor lead to different results in the individual countries. There are richer
and poorer nations. Trade-policy interventions can change nothing
about that. They cannot make the poorer nations richer. The protec-
tionism of the richer nations, however, appears completely senseless. If
one drops that Ricardian assumption, then one sees a tendency prevail
over the entire earth toward equalization of the rate of return on capi-
tal and of the wage of labor. Then, finally, there no longer are poorer
and richer nations but only more densely and less densely settled and
cultivated countries.

There can be no doubt that, even then, Ricardo and his school would
have advocated nothing other than the policy of free trade, since they
could not have avoided recognizing that protective tariffs are not the
way out of these difficulties. For England, however, this problem never
existed. Its rich holdings of territories for settlement lets emigration ap-
pear a matter of national indifference. The British emigrants can main-
tain their national character even far away; they cease to be Englishmen
and Scots, but they remain Anglo-Saxons, and the war showed anew
what that means politically.
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For the German people, though, things are different. For reasons
that go far back, the German nation has no territories for settlement at
its disposal where emigrants can maintain their German character.
Germany is relatively overpopulated; it must sooner or later yield up its
surplus population, and if for some reason or other it could not or
would not do this, then the standard of living of the Germans would
have to sink to a lower level. If, however, Germans do emigrate, then
they lose their national character, if not in the first generation, then in
the second, third, or at the latest the fourth.

That was the problem that German policy saw posed for it after
the establishment of the empire of the Hohenzollerns. The German
people faced one of those great decisions that a nation does not have to
make every century. It was fateful that the solution to this great prob-
lem became urgent before another, no less great, problem was solved,
that of the establishment of the German national state. Even only to
comprehend a question of this significance and of this historical grav-
ity in its full scope would have required a generation that could decide
its fate fearlessly and freely. That, however, was not allowed to the Ger-
man people of the Great Prussian Reich, the subjects of the twenty-two
federated princes. In these questions, also, it did not take its fate into its
own hands; it left the most important decision to the generals and
diplomats; it followed its leaders blindly without noticing that it was be-
ing led to the precipice. The end was defeat.

As early as the beginning of the thirties of the nineteenth century,
people in Germany had begun to concern themselves with the problem
of emigration. Now it was the emigrants themselves who made the un-
successful attempt to establish a German state in North America; now
again it was the Germans at home who sought to take the organization
of emigration into their hands. That these efforts could lead to no suc-
cess is not surprising. How could the attempt to establish a new state
succeed for the Germans, who in their own country were not even able
to transform the pitiable multiplicity of several dozen patrimonial prin-
cipalities, with their enclaves, their hereditary affiliations, and their
family laws, into a national state? How could Germans have found the
strength to assert themselves out there in the wide world among Yankees
and Creoles when at home they were not even able to put an end to the
farcical rule of the miniature thrones of the Rusin and Schwarzburg
princes? Where was the German subject to get the political insight that
politics on the grand scale requires when it was forbidden to him at
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home “to judge to the extent of his limited intellect the actions of the
supreme state authority?” 37

In the middle of the seventies of the last century the problem of 
emigration had acquired such significance that its solution could no
longer be dragged out. The decisive thing was not that emigration was
steadily growing. According to data of the United States, the immigra-
tion of Germans there (not counting Austrians) had risen from 6,761 in
the decade 1821 to 1830 to 822,007 in the decade 1861 to 1870; then, right
after 1874, a dropoff—although at first only temporary—occurred in
the German emigration to the United States. Far more important was
that it was becoming ever clearer that the conditions of production in
Germany for agriculture and for the most important branches of in-
dustry were so unfavorable that competition with foreign countries was
no longer possible. The extension of the railroad net in the countries of
Eastern Europe and the development of ocean and river shipping
made it possible to import agricultural products into Germany in such
quantity and at such low prices that the continued existence of the bulk
of German agricultural units was most seriously threatened. Already
from the fifties Germany was a rye-importing country; since 1875 it has
also been a wheat-importing country. A number of branches of indus-
try, particularly the iron industry, also had to struggle with growing
difficulties.

It is clear where the causes lay, even though people of the time may
have felt it only vaguely. The superiority of the natural conditions of
production of foreign countries made itself all the more strongly
evident as the continuing development of means of transportation
cheapened freight rates. People did try to explain the lesser competitive
capacity of German production in another way; and in that connection,
as indeed is generally characteristic of the discussion of problems of
economic policy in Germany during the last few decades, people con-
cerned themselves predominantly with nonessential side issues and so
quite overlooked the great significance of the principles of the problem.

If people had recognized the fundamental significance of these
problems and had grasped the deeper interconnection of things, then
they would have had to say that Germany was relatively overpopulated
and that to restore a distribution of population over the entire surface
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in Prince-Smith’s Gesammelte Schriften (Berlin: 1880), vol. 3, p. 230.
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of the earth corresponding to the conditions of production, part of the
Germans had to emigrate. Whoever did not share misgivings of na-
tional policy about a decline in the size of population or even about an
end to the growth of population in Germany would have been content
with this judgment. In any case he would have consoled himself with
the fact that individual branches of production would move abroad
partially in such a way that German entrepreneurs would establish en-
terprises abroad so that the consumption of the entrepreneurs’ incomes
would take place in the German Reich and would thereby expand the
food-supply margin of the German people.

The patriot who sees his ideal in a large number of people would
have had to recognize that his goal could not be reached without re-
duction of the standard of living of the nation unless the possibility
were created, through acquiring colonies for settlement, of retaining
part of the surplus population within the nation despite its emigration
from the mother country. He would then have had to turn all his
strength to acquisition of land for settlement. In the middle of the sev-
enties of the nineteenth century, and even a decade later, conditions
were not yet such that it would not have been possible to reach this
goal. In any case it could have been reached only in association with
England. England was at that time and for long afterwards still troubled
by a great concern, by anxiety that its Indian possession could be seri-
ously threatened by Russia. For that reason it needed an ally who would
have been in a position to hold Russia in check. Only the German 
Reich might have done that. Germany was strong enough to guarantee
England the possession of India; Russia could never have thought of 
attacking India as long as it was not sure of Germany on its western 
border.38 England could have given a great compensation for this
guarantee, and surely would have given it. Perhaps it would have let
Germany have its extensive South African possession, which at that
time had only a very thin Anglo-Saxon settlement; perhaps it also
would have helped Germany obtain a large territory for settlement in
Brazil or Argentina or in western Canada. Whether this was attainable
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38. To rule out any misunderstanding, let it be expressly noted that there is no intention here of
taking a position on the question that was much discussed in Germany whether the “western” or
“eastern” orientation for German policy was to be preferred. Both orientations were imperialist-
minded, i.e., the question ran whether Germany should attack Russia or England. Germany
should have allied itself with England to stand by it in a defensive war against Russia. There is no
doubt, however, that then this war would never have occurred.
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may be doubted after all.39 But it is certain that if Germany could have
attained anything along this line at that time, it could have done so only
in association with England. The great Prussian Reich of the Junkers
east of the Elbe, however, wanted no alliance with liberal England. For
reasons of domestic politics, the Three Emperors’ League,40 the con-
tinuation of the Holy Alliance,41 seemed to it to be the sole suitable as-
sociation that it could enter into. When this alliance finally showed it-
self untenable and the German Reich, faced with the choice either of
siding with Russia against Austria-Hungary or with Austria-Hungary
against Russia, decided for the alliance with Austria, as Bismarck still
sought repeatedly to maintain a friendly relationship with Russia. So,
then, this opportunity of acquiring a great territory for settlement for
Germany remained unused.

Instead of seeking, in association with England, to acquire a colony
for settlement, the German Reich made the transition to protective tar-
iffs from 1879 on. As ever at great turning points of policy, here, too,
people saw neither the deeper significance of the problem nor the
meaning of the new policy being adopted. To the liberals the protective
tariff seemed a temporary backsliding into a superseded system. The
practitioners of political realism, that hodgepodge of cynicism, lack of
conscience, and unvarnished selfishness, evaluated the policy merely
from the standpoint of their own interests as an increase in the incomes
of landowners and entrepreneurs. The Social Democrats trotted out
their faded recollections of Ricardo; as for a deeper knowledge of
things, which surely would not have been difficult with the help of this
guide, they were hindered by their doctrinaire clinging to Marxist
theory. Only much later, and even then only hesitantly, was the great
significance grasped that that policy shift had, not only for the German
people, but for all peoples.42

The most remarkable thing about the protective tariff policy of
the German Empire is that it lacked any deeper foundation. For the
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39. But let it be noted that England, until the outbreak of the World War, repeatedly made at-
tempts to have peaceful negotiations with Germany and was ready to buy peace even at the price
of giving up some land.
40. [Germany, Austria-Hungary, and Russia]
41. [The post-Napoleonic league of the sovereigns of Russia, Prussia, and Austria]
42. When Lensch (Drei Jahre Weltrevolution [Berlin: 1917], pp. 28 ff.) designates the shift in trade
policy of 1879 as one of the deepest grounds of today’s world revolution, then he is certainly to be
agreed with, but for quite other reasons than those he adduces. In view of the events that have
taken place in the meanwhile, it is no longer worthwhile to refute his further discussions.
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political realist it was sufficiently justified by its finding a majority in the
German Reichstag. Any theoretical foundation for the protective tariff
theory, however, looked very bad. The appeal to List’s theory of an
infant-industry tariff just did not hold water. It is no refutation of the
free-trade argument to assert that the protective system puts idle pro-
ductive forces to use. That they do not come into use without protec-
tion proves that their use is less productive than that of the productive
forces used in their place. The infant-industry tariff also cannot be eco-
nomically justified. Old industries have an advantage over young ones
in many respects. But the rise of new industries is to be deemed pro-
ductive from the overall point of view only when their lesser productiv-
ity at the start is at least made up for by greater productivity later. Then,
however, the new enterprises are not only productive from the point of
view of the whole economy but also privately profitable; they would be
brought into existence even without special encouragement. Every
newly established firm reckons with such initial costs that should be re-
covered later. It is untenable to cite, in opposition, the fact that almost
all states have supported the rise of industry by protective tariffs and
other protectionistic measures. The question remains open whether
the development of viable industries would have proceeded even with-
out such encouragement. Within the territories of states, changes of lo-
cation occur without any external help. In territories that lacked indus-
try before, we see industries arise that not only maintain themselves
successfully alongside those of older industrial territories but not sel-
dom drive those quite out of the market.

None of the German tariff rates, moreover, could be called an infant-
industry tariff; neither the grain tariffs nor the iron tariffs nor any one
of the several hundred other protective tariffs may be given this name.
And tariffs other than infant-industry tariffs were never advocated by
List; he was fundamentally a free-trader.

Moreover, the presentation of a protective-tariff theory in Germany
has never once been attempted at all.43 The long-winded and self-
contradictory discussions about the necessity of protection for all na-
tional labor and of a gap-free tariff cannot lay claim to this name. They
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43. Schuller, in Schutzzoll und Freihandel (Vienna: 1905), gives a theory of the setting of tariff
rates; on his arguments for the protective tariff, cf. Mises, “Vom Ziel der Handelspolitik,” Archiv

für Sozialwissenschaft und Sozialpolitik, vol. 42, 1916/1917, p. 562, and Philippovich, Grundriss der

politischen Ökonomie, vol. 2, 1st part, seventh ed. (Tübingen: 1914), pp. 359 f.
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do indicate the direction in which reasons for the protective tariff pol-
icy had to be sought; they could not be suitable, however—and pre-
cisely because they renounced any economic line of thinking in ad-
vance and were oriented purely by power politics—for examining the
question whether the goals being sought could also really be attained
by this means.

Of the arguments of the protective-tariff advocates, we must at first
leave aside the military one—or, as people now commonly say, the
“war-economy” one—regarding autarky in case of war; that one will be
discussed later. All other arguments start from the fact that the natural
conditions for great and important branches of production are more
unfavorable in Germany than in other territories and that the natural
disadvantages must be compensated for by protective tariffs if produc-
tion is to take place in Germany at all. For agriculture it could only be
a question of thereby maintaining the internal market, for industry
only of maintaining foreign markets, a goal that could be reached only
by dumping by branches of production cartelized under the protection
of the tariff. Germany, as a relatively overpopulated country working
under more unfavorable conditions than foreign countries in a number
of branches of production, had to export either goods or people. It de-
cided for the former. It overlooked the fact, however, that export of
goods is possible only if one competes with countries of more favorable
conditions of production, that is, if, despite higher costs of production,
one delivers just as cheaply as the countries producing at lower costs.
That means, however, pressing down workers’ wages and the standard
of living of the whole people.

For years people in Germany could indulge in extreme illusions
about that. To understand this interconnection of things, it would have
been necessary to think economically and not in terms of statism and
power politics. But someday it was nevertheless bound to impress itself
on everyone with irrefutable logic that the protective tariff system was
bound to fail in the end. One could deceive oneself about the fact that
it was damaging the relative well-being of the German people as long
as an absolute growth of national wealth could still be observed. But at-
tentive observers of world economic development could not help but
express misgivings about the future development of German foreign
trade. What would happen to German commodity exports once an in-
dependent industry had become developed in the countries that still
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formed the market for German industry and had been in a position to
produce under more favorable conditions? 44

From this situation the desire finally arose among the German
people for great colonies for settlement and for tropical territories that
could supply Germany with raw materials. Because England stood in
the way of the realization of these intentions, because England had
broad territories at its disposal in which Germans could have settled,
and because England possessed great tropical colonies, the desire arose
to attack England and defeat it in war. That was the idea that led to con-
struction of the German battle fleet.

England recognized the danger in time. First it strove for a peaceful
settlement with Germany; it was ready to pay a high price for that.
When this intention was wrecked on the resistance of German policy,
England prepared itself accordingly. It was firmly resolved not to wait
until Germany had a fleet superior to the English; it was resolved to
wage war earlier, and it enlisted allies against Germany. When Ger-
many got into war with Russia and France in 1914 over Balkan affairs,
England fought also because it knew that in case of a German victory
it would have to wage war alone with Germany in a few years. The 
construction of the German battle fleet had to lead to war with 
England before the German fleet had achieved superiority over the
English. For the English knew that the German ships could be used in
no other way than to attack England’s fleet and its coast. The pretext
with which Germany sought to conceal the ultimate intentions that 
it was pursuing by constructing the fleet was that it needed a mighty
fleet to protect its expanded ocean trade. The English knew what to
make of that. Once, when there still were pirates, merchant ships did
need protection by cruisers on endangered seas. Since the establish-
ment of security on the sea (approximately since 1860) that had no
longer been necessary. It was quite impossible to explain the construc-
tion of a battle fleet usable only in European waters by a desire to pro-
tect trade.

It is also immediately understandable why, from the beginning, al-
most all states of the world sympathized with England against Ger-
many. Most had to fear Germany’s hunger for colonies. Only a few na-
tions of Europe are in a situation similar to that of Germany in being
able to feed their populations within their own borders only under
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44. Cf., out of a large literature, Wagner, Agrar- und Industriestaat, second ed.
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more unfavorable conditions than are found in the rest of the world. 
To these belong the Italians in the first place, and also the Czechs. That
these two nations also were on the side of our [Germany’s and Austria’s]
adversaries was Austria’s doing.45

Now the war has been fought, and we have lost it. The German
economy has been quite shattered by the long “war economy”; in ad-
dition, it will have to bear heavy reparations burdens. But far worse
than these direct consequences of the war must appear the repercus-
sion on Germany’s world economic position. Germany has paid for the
raw-material supplies on which it depends partly by export of manu-
factures, partly from the yield of its foreign enterprises and capital in-
vestments. That will no longer be possible in the future. During the
war the foreign investments of the Germans were expropriated or used
up in payment for the import of various goods. The export of manu-
factures, however, will encounter extreme difficulties. Many markets
have been lost during the war and will not be easy to win back. Here,
too, the war has created no new situation but has only hastened a de-
velopment that would have occurred without it. The impediment to
trade caused by the war has brought new industries to life in Germany’s
former markets. They would have arisen even without the war, but
later. Now, once they are there and are operating under more favorable
conditions of production than German enterprises, they will pose se-
vere competition to German exports. The German people will be
compelled to shrink their consumption. They will have to work more
cheaply, that is, live worse, than other peoples. The entire level of
German culture will thereby be depressed. After all, culture is wealth.
Without well-being, without wealth, there never has been culture.

True, emigration might still remain open. But the inhabitants of the
territories that might be considered do not want to admit any German
immigrants. They fear being outnumbered by the German elements;
they fear the pressure that immigration would be bound to exert on
wages. Even long before the war, Wagner could already refer to the fact
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45. That Japan and China were also against us is to be ascribed to the disastrous Chiao-chou pol-
icy. [At the time of the 1914–18 war, both China and Japan harbored ill feelings toward Germany.
After two German missionaries were killed in 1897 by a mob in the port city of Chiao-chou, Ger-
many had sent her navy, seized Chiao-chou, and imposed on China a ninety-nine-year lease for
the port and the bay. Shortly after Japan had acquired the Liaodong peninsula, with the ports of
Dairen and Port Arthur, by defeating China in the 1894–95 Sino-Japanese War, she had been
forced by Germany, Russia, and France to return it to China.]
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that, except for the Jews, only the German people, “who are scattered
over almost the entire earth’s surface, are fragmented among so many
peoples, with individuals scattered among other civilized peoples and
nations. They often form a very capable element, even a sort of cultural
fertilizer, though seldom are they in leading positions, more frequently
they are little men and little women in middle to lower positions.” And
he added that “this German diaspora” is not much more liked, even
though more respected, than that of the Jews and Armenians, and it is
often subject to just as strong an aversion on the part of the native pop-
ulation.46 How will things be now, after the war?

Only now can one fully survey the damage that the departure from
the principles of liberal policy has caused for the German people. How
very different a position Germany and Austria would be in today if they
had not undertaken the fateful return to the protective tariff! Of course,
the size of the population would not be as large as it is today. But the
smaller population could be living and working under conditions just
as favorable as those of the other countries of the world. The German
people would be richer and happier than it is today; it would have no
enemies and no enviers. Hunger and anarchy—that is the result of the
protectionist policy.

The outcome of German imperialism, which cast the German
people into bitter misery and made it into a pariah people, shows 
that those whose leadership it followed in the last generation were not
on the right path. Neither fame nor honor nor wealth nor happiness
was to be found on this path. The [pre–French Revolution liberal]
ideas of 1789 would not have brought the German people to its posi-
tion today. Did not the men of the Enlightenment, who today are re-
proached for lack of state feeling,47 better understand what is good for
the German people and the entire world? More clearly than all theo-
ries could do, the course of history shows that properly understood pa-
triotism leads to cosmopolitanism, that the welfare of a people lies not
in casting other peoples down but in peaceful collaboration. Every-
thing that the German people possessed, its intellectual and material
culture, it has uselessly sacrificed to a phantom, to no one’s benefit and
to its own harm.
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A nation that believes in itself and its future, a nation that means to
stress the sure feeling that its members are bound to one another not
merely by accident of birth but also by the common possession of a 
culture that is valuable above all to each of them, would necessarily be
able to remain unperturbed when it saw individual persons shift to
other nations. A people conscious of its own worth would refrain from
forcibly detaining those who wanted to move away and from forcibly in-
corporating into the national community those who were not joining
it of their own free will. To let the attractive force of its own culture
prove itself in free competition with other peoples—that alone is wor-
thy of a proud nation, that alone would be true national and cultural
policy. The means of power and of political rule were in no way nec-
essary for that.

That nations favored by fate possess wide territories of settlement
could provide no cogent grounds for adopting another policy. It is true
that those colonies were not taken with smooth talk, and one can think
only with shudders and anger of the fearful mass murders that prepared
the basis for many of the colonial settlements flourishing today. But all
other pages of world history were also written in blood, and nothing 
is more stupid than efforts to justify today’s imperialism, with all of its
brutalities, by reference to atrocities of generations long since gone. It
must be recognized that the time for expeditions of conquest is past,
that today it is at least no longer acceptable to use force on peoples of
the white race. Whoever wanted to contradict this principle of modern
political world law, an expression of the liberal ideas of the time of the
Enlightenment, would have to set himself against all other nations of
the world. It was a fateful error to want to undertake a new partition of
the earth with cannons and armored ships.

The nations suffering from relative overpopulation in their home-
lands can no longer use those means of relief today that were usual at
the time of national migrations. Full freedom of emigration and im-
migration and unlimited free mobility of capital must be their demand.
Only in this way can they attain the most favorable economic condi-
tions for their fellow nationals.

Of course, the struggle of nationalities over the state and govern-
ment cannot disappear completely from polyglot territories. But it will
lose sharpness to the extent that the functions of the state are restricted
and the freedom of the individual is extended. Whoever wishes peace
among peoples must fight statism.
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C The Roots of Imperialism

It is usual to seek the roots of modern imperialism in the desire for ter-
ritories to settle and colonies to exploit. This interpretation represents
imperialism as an economic necessity. We best recognize that this in-
terpretation is inadequate if we consider how liberalism stands on the
same problem. Its watchword is freedom of movement; at the same
time, it is averse to all colonial undertakings. The proof that the liberal
school has provided is irrefutable: that free trade and only free trade ap-
pears justified from the purely economic point of view, that only it
guarantees the best provisioning of all persons, the greatest yield of la-
bor with the smallest expenditure of costs.

This liberal dogma cannot be shaken, either, by the assertion—on
whose correctness we offer no opinion—that there are peoples who are
not ready for self-government and never will be ready. These lower
races supposedly must be politically governed by the higher races,
without economic freedom being in any way limited thereby. Thus
have the English long interpreted their rule in India, thus was the
Congo Free State conceived: the open door for economic activity of 
all nations in free competition both with the members of the ruling na-
tion and with the natives. That the practice of colonial policy deviates
from this ideal, that it again, as formerly, regards the natives only as a
means, not as an end in their own right, that it—above all the French,
with their trade-policy assimilation system—excludes from the colo-
nial territories all who do not belong to the ruling nation, is only a 
consequence of imperialistic lines of thinking. But where do these
come from?

An individualistic justification for imperialism can also be found.
That is the one based on the conditions of territories with mixed pop-
ulation. There the consequences of the application of the democratic
principle were bound by themselves alone to lead to militant aggressive
nationalism. Things are no different in those territories to which the
stream of immigration is directed today. There the problem of mixed
languages arises ever anew, there imperialistic nationalism must also
arise ever anew. Thus we see efforts growing in America and in Aus-
tralia for limitation of undesired—foreign-nationality—immigration,
efforts that were bound to arise out of the fear of being outnumbered
by foreigners in one’s own country at the same time that the fear arose
that the immigrants of foreign national origin could no longer be fully
assimilated.
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Doubtless this was the point from which the rebirth of imperialistic
thinking proceeded. From here the spirit of imperialism gradually un-
dermined the entire thought structure of liberalism, until finally it
could also replace the individualistic basis from which it had originated
with a collectivistic one. The idea of liberalism starts with the freedom
of the individual; it rejects all rule of some persons over others; it knows
no master peoples and no subject peoples, just as within the nation it-
self it distinguishes between no masters and no serfs. For fully devel-
oped imperialism, the individual no longer has value. He is valuable to
it only as a member of the whole, as a soldier of an army. For the liberal,
the number of fellow members of his nationality is no unduly important
matter. It is otherwise for imperialism. It strives for the numerical great-
ness of the nation. To make conquests and hold them, one must have
the upper hand militarily, and military importance always depends on
the number of combatants at one’s disposal. Attaining and maintaining
a large population thus becomes a special goal of policy. The democrat
strives for the unified national state because he believes that this is the
will of the nation. The imperialist wants a state as large as possible; he
does not care whether that corresponds to the desire of the peoples.48

The imperialistic people’s state scarcely differs from the old princely
state in its interpretation of sovereignty and its boundaries. Like the
latter, it knows no other limits to the expansion of its rule than those
drawn by the opposition of an equally strong power. Even its lust for con-
quest is unlimited. It wants to hear nothing of the right of peoples. If it
“needs” a territory, then it simply takes it and, where possible, demands
further from the subjugated peoples that they find this just and reason-
able. Foreign peoples are in its eyes not subjects but objects of policy.
They are—quite as the princely state once thought—appurtenances of
the country where they live. Expressions also recur in the modern im-
perialistic manner of speaking, therefore, that were believed to be al-
ready forgotten. People speak again of geographic boundaries,49 of the
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48. We have seen how the striving for the unified national state originates from the desire of the
peoples. Imperialism interprets the matter otherwise. For it, the idea of the unified state is a legal
title for annexations. Thus the Pan-Germans wanted to annex the German cantons of Switzerland
and even the Netherlands against their will.
49. The answer of the nationality principle to the theory of natural geographic boundaries was
given by Arndt when he explained that “the single most valid natural boundary is made by lan-
guage” (Der Rhein. Deutschlands Strom aber nicht Deutschlands Grenze, 1813, p. 7) and then was
aptly formulated by J. Grimm when he speaks of the “natural law . . . that not rivers and not moun-
tains form the boundary lines of peoples and that for a people that has moved over mountains and 
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necessity of using a piece of land as a “buffer zone”; territories are again
rounded off; they are exchanged and sold for money.

These imperialistic doctrines are common to all peoples today. En-
glishmen, Frenchmen, and Americans who marched off to fight impe-
rialism are no less imperialistic than the Germans. Of course, their im-
perialism differed from the German variety before November 1918 in
one important point. While the other nations brought their imperial-
istic efforts to bear only against the peoples of the tropics and subtrop-
ics and treated the peoples of the white race in conformity with the
principles of modern democracy, the Germans, precisely because of
their position in the polyglot territories in Europe, directed their im-
perialistic policy against European peoples also.50 The great colonial
powers have held fast to the democratic-pacifistic nationality principle
in Europe and America and have practiced imperialism only against
the African and Asiatic peoples. They have therefore not come into
conflict with the nationality principle of the white peoples, as has the
German people, which even in Europe has sought to practice imperi-
alism everywhere.

To justify the application of imperialistic principles in Europe, the
German theory saw itself compelled to fight the nationality principle
and replace it with the doctrine of the unified state. Small states are said
no longer to have any justification for their existence nowadays. They are
said to be too small and too weak to form an independent economic ter-
ritory. They supposedly must therefore necessarily seek links with larger
states in order to form an “economic and protectionist community.” 51

If this means no more than that small states are scarcely able to
mount sufficient resistance to the lust for conquest of their more pow-
erful neighbors, well, one cannot contradict that. Small states cannot
in fact compete with large ones on the battlefield; if it comes to war 
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rivers, its own language alone can set the boundary” (loc. cit., p. 557). How one can manage to
derive from the nationality principle the demand for annexation of the territories “of the small,
unviable peoples, specifically, those incapable of having their own state” may be seen in Hasse,
Deutsche Politik, vol. 1, third part (Munich: 1906), pp. 12 f.
50. Only in impeding immigration does imperialism on the part of the Anglo-Saxons operate
against the whites also.
51. Cf. Naumann, Mitteleuropa (Berlin: Georg Reimer, 1915), pp. 164 ff. (Central Europe, trans.
by Christabel M. Meredith [New York: Knopf, 1917], pp. 179 ff.); Mitscherlich, Nationalstaat und

Nationalwirtschaft und ihre Zukunft (Leipzig: 1916), pp. 26 ff.; on other writers of the same orien-
tation, cf. Zurlinden, Der Weltkreig. Vorläufige Orientierung von einem schweizerischen Stand-

punkt aus, vol. 1 (Zurich: 1917), pp. 393 ff.
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between them and a great power, then they must succumb unless help
comes to them from outside. This help seldom is lacking. It is provided
by large and small states, not from sympathy or on principle but in their
own interest. In fact, we see that small states have maintained them-
selves for centuries just as well as the great powers. The course of the
World War shows that even nowadays small states do not always prove
weakest in the end. If one seeks to prod the small states by threats into
association with a larger state or if one compels them into subjugation
through force of arms, well, this is no proof of the assertion that “time
is working against small state sovereignties.” 52 This proposition is no
less correct or false today than in the days of Alexander the Great,
Tamerlane, or Napoleon. The political ideas of modern times allow
the continued existence of a small state to appear rather more secure
today than in earlier centuries. That the Central Powers won military
victories over a number of small states during the World War in no way
justifies our declaring that “a small-scale state” is just as out of date to-
day as a small-scale ironworks. When Renner, with reference to mili-
tary victories that German and Austrian troops won over the Serbs,
thinks he can dispose of the nationality principle with the Marxist ex-
pression “the materialistic conditions of statehood are in rebellion
against the idealistic—a conceptual contradiction that in practice has
a tragic consequence for people and state,” 53 he is thereby overlooking
the fact that military weakness could be fatal for small states thousands
of years ago also.

The assertion that all small states have had their day is further sup-
ported by Naumann, Renner, and their followers by the remark that a
state must at least possess enough territory for a self-sufficient economy.
That this is not true is already clear from what was said earlier. There
can be no question of a test of economic self-sufficiency in the forma-
tion of states at a time when the division of labor embraces broad
stretches of land, whole continents, indeed the whole world. It does not
matter whether the inhabitants of a state meet their needs directly or
indirectly by production at home; what is important is only that they
can meet them at all. When Renner confronted the individual Austrian
nations striving for political independence with the question of where
they then would obtain this or that article once they had been detached
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52. Cf. Renner, Österreichs Erneuerung, vol. 3 (Vienna: 1916), p. 65.
53. Ibid., p. 66.
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from the whole of the Austro-Hungarian state, well, that was an absurd
question. Even when the state structure was unified, they did not ob-
tain these goods for nothing, but only in exchange for something of
equivalent value, and this equivalent value does not become any larger
if the political community falls apart. This objection would have made
sense only if we were living at a time when trade between states was 
impossible.

The size of a state’s territory therefore does not matter. It is another
question whether a state is viable when its population is small. Now, it
is to be noted that the costs of many state activities are greater in small
states than in large ones. The dwarf states, of which we still have a num-
ber in Europe, like Liechtenstein, Andorra, and Monaco, can organize
their court systems by levels of jurisdiction, for example, only if they
link up with a neighboring state. It is clear that it would be financially
quite impossible for such a state to set up as comprehensive a court sys-
tem as that which a larger state makes available to its citizens, for ex-
ample, by establishing courts of appeal. One can say that, seen from
this point of view, states encompassing a smaller number of people than
the administrative units of the larger states are viable only in excep-
tional cases, namely, only when they have especially rich populations.
The smaller states for which this precondition does not hold will, for
reasons of state finance, have to link their administrations with a larger
neighboring state.54 Nations so small in number of people that they do
not satisfy these conditions do not exist at all and cannot exist at all,
since the development of an independent standard language presup-
poses, after all, the existence of several hundred thousand speakers.

When Naumann, Renner, and their numerous disciples recom-
mended to the small peoples of Europe an association with a Central
Europe under German leadership, they completely misunderstood the
essence of the protective-tariff policy. On political or military grounds,
an alliance with the German nation assuring independence to all par-
ticipants could be desirable for the small nations of Eastern and South-
eastern Europe. In no case, however, could an alliance that would be
serviceable exclusively to German interests appear welcome to them.
That was the only kind, however, that the advocates of Central Europe
had in view. They wanted an alliance that would enable Germany to
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54. Cf. also the speech of Bismarck in the session of the Prussian House of Deputies of 11 De-
cember 1867 on Prussia’s treaty of accession with the principality of Waldeck-Pyrmont. (Fürst Bis-

marcks Reden, edited by Stein, vol. 3, pp. 235 ff.)
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compete militarily with the world’s great powers for colonial posses-
sions, possessions whose advantages could have benefited the German
nation alone. They conceived of the Central European world empire,
furthermore, as a protective-tariff community. Just that, however, is
what all these smaller nations do not want. They do not want to be mere
markets for German industrial products; they do not want to forgo de-
veloping at home those branches of industry that have their natural lo-
cations there and importing from outside Germany the goods produced
more cheaply there. It was thought that the rise in prices of agricultural
products that was infallibly bound to occur in consequence of incorpo-
ration into the Central European tariff territory would, even by itself
alone, be attractive to the predominantly agrarian states whose incor-
poration into the Central European empire was being sought. It was
overlooked, however, that this argument could make an impression
only on economically untrained persons. It is not to be denied that
Rumania, say, on joining a German-Austrian-Hungarian customs com-
munity, would have experienced a rise in the prices of agricultural prod-
ucts. It is overlooked, however, that industrial products would have risen
in price, on the other hand, since then Rumania would have had to pay
the higher German domestic prices, while if it is not joined in a customs
community with Germany, it pays the lower world-market prices. What
it would have lost from joining the German customs community would
have been greater than what it would have gained thereby. At present
Rumania is a relatively underpopulated or at least a not overpopulated
country; that means that the bulk of its export goods can at present and
in the foreseeable future be exported without any dumping. Rumania
has no enterprises in primary production and only a few in industry
whose location would not be natural. Things are different for Germany,
which, precisely in the most important branches of production, works
under more unfavorable conditions than foreign countries.

The imperialistic way of thinking, which comes forward with the
claim to be helping modern economic development to its rightful con-
dition, is in truth gripped by barter-economy and feudal preconcep-
tions. In the age of the world economy it is downright nonsensical to rep-
resent the demand for creation of large autarkic economic territories as
an economic demand. In peacetime it is a matter of indifference whether
one produces foodstuffs and raw materials at home oneself or, if it seems
more economic, obtains them from abroad in exchange for other prod-
ucts that one has produced. When a medieval prince acquired a piece
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of land where ore was mined, then he had a right to call this mine his
own. But if a modern state annexes a mining property, these mines still
have not thereby become those of its citizens. They must buy their prod-
ucts by transferring products of their own labor just as they did before,
and that changes have occurred in the political order remains without
significance for ownership of them. If the prince is happy about the an-
nexation of a new province, if he is proud about the size of his realm, that
is immediately understandable. If, however, the common man is happy
that “our” realm has become larger, that “we” have acquired a new prov-
ince, well, that is a joy that does not arise from the satisfaction of eco-
nomic needs.

In economic policy, imperialism in no way suits the stage of world
economic development reached in 1914. When the Huns slashed
through Europe killing and burning, they harmed their enemies by the
destruction that they left behind, but not themselves also. But when
German troops destroyed coal mines and factories, then they also wors-
ened the provisioning of the German consumer. That coal and various
manufactured products can be produced in the future only in smaller
quantities or only with higher costs will be felt by everyone involved in
world economic transactions.

Once that has been recognized, however, then only the military ar-
gument can still be adduced in favor of the policy of national expan-
sion. The nation must be populous to field many soldiers. Soldiers are
needed, however, to acquire land on which soldiers can be raised. That
is the circle that the imperialistic way of thinking does not escape.

D Pacifism

Dreamers and humanitarians have long campaigned for the idea of
general and eternal peace. Out of the misery and distress that wars have
brought to individuals and peoples, the deep longing arose for peace
that should never again be disturbed. Utopians paint the advantages of
freedom from war in the most splendid colors and call on states to unite
in an enduring alliance for peace embracing the entire world. They ap-
peal to the highmindedness of emperors and kings; they refer to divine
commands and promise whoever would realize their ideals undying
fame far exceeding even that of the great war heroes.

History has omitted these peace proposals from its agenda. They
have never been anything more than literary curiosities that no one
took seriously. The powerful have never thought of renouncing their
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power; it has never occurred to them to subordinate their interests to
the interests of humanity, as the naive dreamers demanded.

To be judged quite differently from this older pacifism, which was
carried along by general considerations of humanitarianism and horror
of bloodshed, is the pacifism of the Enlightenment philosophy of nat-
ural law, of economic liberalism, and of political democracy, which has
been cultivated since the eighteenth century. It does not arise from a
sentiment that calls on the individual and the state to renounce the
pursuit of their earthly interests out of thirst for fame or in hope of re-
ward in the beyond; nor does it stand as a separate postulate without or-
ganic connection with other moral demands. Rather, pacifism here fol-
lows with logical necessity from the entire system of social life. He who,
from the utilitarian standpoint, rejects the rule of some over others and
demands the full right of self-determination for individuals and peo-
ples has thereby rejected war also. He who has made the harmony of
the rightly understood interests of all strata within a nation and of all
nations among each other the basis of his worldview can no longer find
any rational basis for warfare. He to whom even protective tariffs and
occupational prohibitions appear as measures harmful to everyone can
still less understand how one could regard war as anything other than
a destroyer and annihilator, in short, as an evil that strikes all, victor as
well as vanquished. Liberal pacifism demands peace because it con-
siders war useless. That is a view understandable only from the stand-
point of the free-trade doctrine as developed in the classical theory of
Hume, Smith, and Ricardo. He who wants to prepare a lasting peace
must, like Bentham, be a free-trader and a democrat and work with de-
cisiveness for the removal of all political rule over colonies by a mother
country and fight for the full freedom of movement of persons and
goods.55 Those and no others are the preconditions of eternal peace. If
one wants to make peace, then one must get rid of the possibility of
conflicts between peoples. Only the ideas of liberalism and democracy
have the power to do that.56

Once one has abandoned this standpoint, however, one can make no
sound argument against war and conflict. If one holds the view that
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55. Cf. Bentham, Grundsätze für ein zukünftiges Völkerrecht und für einen dauernden Frieden,

translated by Klatscher (Halle: 1915), pp. 100 ff.
56. Today people have managed to hold liberalism responsible for the outbreak of the World War.
Compare, on the other hand, Bernstein, Sozialdemokratische Völkerpolitik (Leipzig: 1917), pp. 170
ff., where the close connection of free trade with the peace movement is mentioned. Spann, an
opponent of pacifism, expressly emphasizes the “dislike and dread of war which today character-
izes the capitalist community” (loc. cit., p. 137).
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there are irreconcilable class antagonisms between the individual strata
of society that cannot be resolved except by the forcible victory of one
class over others, if one believes that no contacts between individual na-
tions are possible except those whereby one wins what the other loses,
then, of course, one must admit that revolutions at home and wars
abroad cannot be avoided. The Marxian socialist rejects war abroad be-
cause he sees the enemy not in foreign nations but in the possessing
classes of his own nation. The nationalistic imperialist rejects revolu-
tion because he is convinced of the solidarity of interests of all strata of
his nation in the fight against the foreign enemy. Neither is a principled
opponent of armed intervention, neither a principled opponent of
bloodshed, as the liberals are, who sanction only defensive war. Noth-
ing, therefore, is in such bad taste for Marxian socialists as to fume over
war, nothing in such bad taste for chauvinists as to fume over revolution,
out of philanthropic concern for the innocent blood thereby shed. Quis

tulerit Gracchos de seditione querentes? [Who could endure the Gracchi
complaining of sedition?]

Liberalism rejects aggressive war not on philanthropic grounds but
from the standpoint of utility. It rejects aggressive war because it regards
victory as harmful, and it wants no conquests because it sees them as an
unsuitable means for reaching the ultimate goals for which it strives.
Not through war and victory but only through work can a nation create
the preconditions for the well-being of its members. Conquering na-
tions finally perish, either because they are annihilated by strong ones
or because the ruling class is culturally overwhelmed by the subju-
gated. Once already the Germanic peoples conquered the world, yet
were finally defeated. East Goths and Vandals went down fighting;
West Goths, Franks and Lombards, Normans and Varangians remained
victors in battle, but they were culturally defeated by the subjugated;
they, the victors, adopted the language of the defeated and were ab-
sorbed into them. One or the other is the fate of all ruling peoples. The
landlords pass away, the peasants remain; as the chorus in the Bride of

Messina expresses it: “The foreign conquerers come and go, and we
obey but we remain.” The sword proves in the long run not to be the
most suitable means of gaining broad diffusion for a people. That is the
“impotence of victory” of which Hegel speaks.57
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57. Compare Hegel, Werke, third edition, vol. 9 (Berlin: 1848), p. 540.
One could raise the question of what, then, the distinction between pacifism and militarism re-

ally consists, since the pacifist, too, is fundamentally not for maintaining peace at any price; 

01A-L3768  5/26/06  9:04 AM  Page 72



Philanthropic pacifism wants to abolish war without getting at the
causes of war.

It has been proposed to have disputes between nations settled by
courts of arbitration. Just as in relations between individuals self-help 
is no longer permitted and, apart from special exceptional cases, the
harmed person has only the right to call on the courts, so must things
also become in relations between nations. Here also force would have
to give way to law. It is supposedly no harder to settle disputes between
nations peacefully than those among individual members of a nation.
The opponents of arbitration in disputes between nations were to be
judged no differently than the medieval feudal lords and brawlers, who
also resisted the jurisdiction of the state as far as they could. Such re-
sistances must simply be abolished. If this had already been done years
ago, then the World War, with all of its sad consequences, could have
been avoided. Other advocates of arbitration between states go less far
with their demands. They desire the obligatory introduction of arbitra-
tion, at least for the near future, not for all disputes but only for those
touching on neither the honor nor the conditions of existence of na-
tions, that is, only for the lesser cases, while for the others the old
method of decision on the field of battle could still be retained.

It is a delusion to assume that the number of wars can thereby be re-
duced. For many decades already, wars have still been possible only for
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rather, under certain conditions he prefers war to an unbearable state of peace; and conversely,
the militarist, too, does not want to wage perpetual war but only to restore a definite condition that
he regards as desirable. Both supposedly stand, therefore, in fundamental opposition to the ab-
solute life-renouncing passivity that the Gospel proclaims and that many Christian sects practice;
between the two themselves, however, there exists only a difference of degree. In fact, however,
the contrast is so great that it becomes a fundamental one. It lies, on the one hand, in assessment
of the size and difficulty of the impediment barring us from peace and, on the other hand, in as-
sessment of the disadvantages connected with conflict. Pacifism believes that we are barred from
eternal peace only by a thin partition whose removal must lead at once to the state of peace, while
militarism sets such remote goals for itself that their attainment in the foreseeable future cannot
be expected, so that a long era of war still lies ahead. Liberalism believed that eternal peace could
be lastingly established merely by the abolition of princely absolutism. German militarism, how-
ever, was clear about the fact that achieving and maintaining the German supremacy being
sought would continually entail wars for a long time yet. Furthermore, pacifism always has an eye
open to the damages and disadvantages of war, while militarism considers them slight. From that
there then follows in pacifism its outspoken preference for the state of peace and in militarism its
constant glorification of war and, in its socialist form, of revolution. A further fundamental dis-
tinction between pacifism and militarism is possible according to their positions on the theory of
power. Militarism sees the basis of rule in material power (Lassalle, Lasson), liberalism in the
power of the mind (Hume).
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weighty reasons. That requires neither confirmation by citing histori-
cal examples nor even a long explanation. The princely states waged
war as often as required by the interests of princes aiming at extending
their power. In the calculation of the prince and his counsellors, war
was a means just like any other; free from any sentimental regard for the
human lives that were thereby put at stake, they coolly weighed the ad-
vantages and disadvantages of military intervention as a chess player
considers his moves. The path of kings led literally over corpses. Wars
were not perhaps begun, as people are accustomed to saying, for “triv-
ial reasons.” The cause of war was always the same: the princes’ greed
for power. What superficially looked like the cause of war was only a
pretext. (Remember, say, the Silesian wars of Frederick the Great.) The
age of democracy knows no more cabinet wars. Even the three Euro-
pean imperial powers, which were the last representatives of the old ab-
solutist idea of the state, had for a long time already no longer possessed
the power to instigate such wars. The democratic opposition at home
was already much too strong for that. From the moment when the 
triumph of the liberal idea of the state had brought the nationality prin-
ciple to the fore, wars were possible only for national reasons. That
could be changed neither by the fact that liberalism soon was seriously
endangered by the advance of socialism nor by the fact that the old mil-
itary powers still remained at the helm in Central and Eastern Europe.
That is a success of liberal thinking that can no longer be undone, and
that should not be forgotten by anyone who undertakes to revile liber-
alism and the Enlightenment.

Whether the arbitration procedure should now be chosen for less
important disputes arising in relations among nations or whether their
settlement should be left to negotiations between the parties is a ques-
tion that interests us less here, however important it may otherwise be.
It must be noted only that all arbitration treaties discussed in recent
years seem suitable only for settlement of such less important matters
of dispute and that up to now all attempts further to extend the range
of international arbitration have failed.

If it is asserted that utterly all disputes between peoples can be settled
through courts of arbitration, so that decision by war can be quite elim-
inated, then the fact must be noted that every administration of justice
first presupposes the existence of a generally recognized law and then
the possibility of applying the legal maxims to the individual case. Nei-
ther applies to those disputes between nations of which we speak. All
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attempts to create a substantive international law through whose appli-
cation disputes among nations could be decided have miscarried. A
hundred years ago the Holy Alliance sought to elevate the principle of
legitimacy to the basis of international law. The possessions of the
princes at that time were to be protected and guaranteed both against
other princes and also, in line with the political thinking of the time,
against the demands of revolutionary subjects. The causes of the fail-
ure of this attempt need not be investigated at length; they are obvious.
And yet today people seem inclined to renew the same attempt again
and to create a new Holy Alliance in Wilson’s League of Nations. That
it is not princes but nations that are guaranteeing their possessions to-
day is a distinction that does not affect the essence of things. The deci-
sive thing is that possessions are ensured at all. It is again, as a hundred
years ago, a division of the world that presumes to be an eternal and
final one. It will be no more enduring than the earlier one, however,
and will, no less than that one, bring blood and misery to mankind.

As the legitimacy principle as understood by the Holy Alliance was
already shaken, liberalism proclaimed a new principle for regulating
relations among nations. The nationality principle seemed to signify
the end of all disputes between nations; it was to be the norm by which
all conflict should be peacefully solved. The League of Nations of Ver-
sailles adopts this principle also, though, to be sure, only for the nations
of Europe. Yet in doing so it overlooks the fact that applying this prin-
ciple wherever the members of different peoples live mingled together
only ignites conflict among peoples all the more. It is still more serious
that the League of Nations does not recognize the freedom of move-
ment of the person, that the United States and Australia are still al-
lowed to block themselves off from unwanted immigrants. Such a
League of Nations endures so long as it has the power to hold down its
adversaries; its authority and the effectiveness of its principles are built
on force to which the disadvantaged must yield but which they will
never recognize as right. Never can Germans, Italians, Czechs, Japa-
nese, Chinese, and others regard it as just that the immeasurable
landed wealth of North America, Australia, and East India should re-
main the exclusive property of the Anglo-Saxon nation and that the
French be allowed to hedge in millions of square kilometers of the best
land like a private park.

Socialist doctrine hopes for establishment of eternal peace through
the realization of socialism. “Those migrations of individuals,” says
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Otto Bauer, “that are dominated by the blindly prevailing laws of capi-
talist competition and are almost fully exempt from the application of
deliberate rules then cease. Into their place steps the deliberate regula-
tion of migrations by the socialist community. They will draw immi-
grants to where a larger number of people at work increases the pro-
ductivity of labor; where the land bestows a declining yield to a growing
number of persons, they will induce part of the population to emigrate.
With emigration and immigration thus being consciously regulated 
by society, the power over its language boundaries falls for the first 
time into the hands of each nation. Thus, no longer can social migra-
tions against the will of the nation repeatedly violate the nationality
principle.” 58

We can imagine the realization of socialism in two ways. First, in its
highest fulfillment as a socialist world state, as unified world socialism.
In such a state the office responsible for the overall control of produc-
tion will determine the location of each unit of production and thereby
also regulate migrations of workers and thus perform the same tasks that
fall to the competition of producers in the—so far not even approxi-
mately implemented—free economy. This office will resettle workers
from the territories with more unfavorable conditions of production
into those with more favorable conditions. Then, however, nationality
problems will still turn up in the socialist world community. If spinning
and iron production are to be cut back in Germany and expanded in the
United States, then German workers will have to be resettled in Anglo-
Saxon territory. It is precisely such resettlements that, as Bauer says, re-
peatedly violate the nationality principle against the will of the nation;
but they violate it not only in the capitalist economic order, as he thinks,
but also in the socialist order. That they are governed in the liberal eco-
nomic order by the “blindly ruling” laws of capitalist competition but
in the socialist community are “deliberately” regulated by society is
incidental. If the deliberate regulation of the migrations of workers is
guided by the rational point of view of pure economic efficiency—
which of course Bauer too, and with him every Marxist, takes for
granted—then it must lead to the same result that free competition
also leads to, namely, that workers, without regard to historically inher-
ited national conditions of settlement, are resettled where they are
needed for exploitation of the most favorable conditions of production.
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58. Cf. Bauer, loc. cit., p. 515.
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Therein, however, lies the root of all national frictions. To assume that
migrations of workers transcending the boundaries of national territo-
ries of settlement would not lead to the same conflicts in the socialist
community as in the free community would of course be a downright
utopian way of thinking. If, though, one wants to conceive of the so-
cialist community as a nondemocratic one, then such an assumption is
permissible; for, as we have seen, all national frictions first arise under
democracy. World socialism, conceived of as a world empire of general
servitude of peoples, would admittedly bring national peace also.

The realization of socialism is also possible, however, otherwise than
through a world state. We can imagine a series of independent socialist
political systems—perhaps nationally unified states—existing side by
side without there being a common management of world production.
The individual communities, which then are owners of the natural
and produced means of production located in their territories, are
connected with each other only in the exchange of goods. In a social-
ism of that kind, national antagonisms will not only not be made milder
in comparison with the situation in the liberal economic order but they
will be considerably sharpened. The migration problem would lose
nothing of its capacity to create conflicts between peoples. The indi-
vidual states would perhaps not completely shut themselves off from
immigration, but they would not allow immigrants to acquire resident
status and to acquire a full share of the fruits of national production. A
kind of international migrant-worker system would arise. Since each
one of these socialist communities would have the product of the natu-
ral resources found in its territory at its disposal, so that the income of
the residents of the individual territories would be different in size—
larger for some nations, smaller for others—people would resist the
inflow of foreign nations for this reason alone. In the liberal economic
order it is possible for members of all nations to acquire private owner-
ship of the means of production of the entire world so that, e.g.,
Germans also can assure themselves a part of the land resources of In-
dia and, on the other hand, again, German capital can move to India
to help exploit the more favorable conditions of production there. In a
socialist order of society, that sort of thing would not be possible, since
political sovereignty and economic exploitation must coincide in it.
The European peoples would be excluded from ownership in foreign
continents. They would have to endure calmly the fact that the im-
measurable riches of overseas territories redound to the advantage of
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the local inhabitants only and would have to observe how a part of this
landed wealth remains unexploited because capital for its use cannot
be obtained.

All pacifism not based on a liberal economic order built on private
ownership of the means of production always remains utopian. Who-
ever wants peace among nations must seek to limit the state and its
influence most strictly.

It is no accident that the basic ideas of modern imperialism can al-
ready be found in the writings of two fathers of German socialism and
of modern socialism in general, namely, in the works of Engels and
Rodbertus. From the statist outlook of a socialist it seems obvious, be-
cause of geographic and commercial necessities, that a state must not
let itself be shut off from the sea.59 The question of access to the sea,
which has always directed the Russian policy of conquest in Europe
and in Asia and has dominated the behavior of the German and Aus-
trian states regarding Trieste and of the Hungarian state regarding the
South Slavs and which has led to the infamous “corridor” theories to
which people want to sacrifice the German city of Danzig, does not ex-
ist at all for the liberal. He cannot understand how persons may be used
as a “corridor,” since he takes the position from the first that persons
and peoples should never serve as means but always are ends and 
because he never regards persons as appurtenances of the land on
which they dwell. The free-trader, who advocates complete freedom of
movement, cannot understand what sort of advantage it offers to a
people if it can send its export goods to the coast over its own state ter-
ritory. If the old Russia of Czarism had acquired a Norwegian seaport
and in addition a corridor across Scandinavia to this seaport, it could
not thereby have shortened the distance of the individual parts of the
Russian interior from the sea. What the Russian economy feels as dis-
advantageous is that the Russian production sites are located far from
the sea and therefore lack those advantages in the transport system that
ease of ocean freight transport assures. But none of that would be
changed by acquisition of a Scandinavian seaport; if free trade prevails,
it is quite a matter of indifference whether the nearest seaports are ad-
ministered by Russian or other officials. Imperialism needs seaports be-
cause it needs naval stations and because it wants to wage economic
wars. It needs them not to use them but to exclude others from them.
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The nonstatist economy of trade free of the state does not recognize this
argumentation.

Rodbertus and Engels both oppose the political demands of the non-
German peoples of Austria. Engels reproaches the Pan-Slavists for not
having understood that the Germans and Magyars, at the time when
the great monarchies really became a historical necessity in Europe,
“put all these small, stunted, impotent nationlets together into a great
empire and thereby made them capable of taking part in a historical de-
velopment to which they, left to themselves, would have remained
quite foreign.” He admits that such an empire cannot prevail “without
forcibly crushing many a tender flowerlet of a nation. But without force
and without iron ruthlessness, nothing is accomplished in history; and
if Alexander, Caesar, and Napoleon had possessed the same capacity for
compassion to which Pan-Slavism now appeals for the sake of its de-
cayed clients, what then would have become of history! And are the Per-
sians, Celts, and Christian Germans not worth the Czechs and the
people of Ogulin and Sereth?” 60 These sentences could have come
quite well from a Pan-German writer or mutatis mutandis from a Czech
or Polish chauvinist. Engels then continues: “Now, however, in conse-
quence of the great progress of industry, trade, and communications,
political centralization has become a much more pressing need than
back in the fifteenth and sixteenth centuries. What still must be cen-
tralized becomes centralized. And now the Pan-Slavists come and de-
mand that we should ‘set free’ these half-Germanized Slavs, we should
undo a centralization that is imposed on these Slavs by all their mate-
rial interests?” That is in essence nothing but Renner’s doctrine of the
tendency toward concentration in political life and of the economic ne-
cessity of the multinational state. We see that the orthodox Marxists did
Renner an injustice in accusing him of heresy as a “revisionist.”

The way to eternal peace does not lead through strengthening state
and central power, as socialism strives for. The greater the scope the
state claims in the life of the individual and the more important politics
becomes for him, the more areas of friction are thereby created in ter-
ritories with mixed population. Limiting state power to a minimum, as
liberalism sought, would considerably soften the antagonisms among
different nations that live side by side in the same territory. The only
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true national autonomy is the freedom of the individual against the state
and society. The “nationalization” of life and of the economy by the
state leads with necessity to the struggle of nations.

Full freedom of movement of persons and goods, the most compre-
hensive protection of the property and freedom of each individual, re-
moval of all state compulsion in the school system, in short, the most
exact and complete application of the ideas of 1789, are the prerequi-
sites of peaceful conditions. If wars then cease, “then peace has pro-
ceeded from the inner forces of things, then people and indeed free
people have become peaceful.” 61

Never have we been further from this ideal than today.

3 On the History of German Democracy

A Prussia

Among the most notable phenomena of the history of the last hundred
years is the fact that the modern political ideas of freedom and self-
government could not prevail among the German people, while else-
where they could make themselves influential almost everywhere on
earth. Everywhere democracy has been able to overcome the old
princely state; everywhere the revolutionary forces have triumphed.
Only precisely in Germany and in Austria—and besides there only in
Russia—has the democratic revolution been defeated again and again.
While every nation of Europe and America has experienced an age of
liberalism in constitutional and economic policy, in Germany and Aus-
tria only slight successes have been accorded to liberalism. In the polit-
ical sector, the old princely state, as represented at its purest in the con-
stitution of Prussia under Frederick the Great, did indeed have to grant
some concessions, but it was far from transforming itself into a parlia-
mentary monarchy of, say, the English or Italian sort; as a result of the
great political movements of the nineteenth century the authoritarian
state appears here.

The democratic state, as we see it realized almost everywhere at the
beginning of the twentieth century, rests on the identity of the rulers and
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the ruled, of the state and of the people. In it no government is possible
against the will of the majority of the people. In it government and
the governed, state and people, are one. Not so in the authoritarian
state. Here on the one side stand the state-preserving elements, which
regard themselves and themselves alone as the state; the government
proceeds from them and identifies itself with them. On the other side
stands the people, who appear only as object, not as subject, of govern-
ment actions, who address the state sometimes pleadingly, sometimes
demandingly, but who never identify themselves with it. This antithesis
found its most eloquent expression in former Austrian parliamentary
language in the contrast of “state necessities” with “people’s necessities.”
The former were understood to include what the state sought and the
latter what the people sought from the financial expenditures of the
budget. And the deputies were at pains to be compensated for the grant-
ing of state necessities by the granting of people’s necessities—which
sometimes were necessities of the individual political parties or even of
individual deputies. These contradistinctions could never have been
made understandable to an English or French politician; he would
not have been able to understand how something could be necessary for
the state without at the same time being necessary for the people, and
conversely.

The contrast between authorities and people which characterizes
the authoritarian state is not quite identical with the one between
prince and people that characterizes the princely state; still less is it
identical with the contrast between the prince and the estates in the old
estate system. In their contrast with the modern democratic state, with
its fundamental unity of government and people, however, all these
dualistic state forms do share a common characteristic.

Attempts have not been lacking to explain the origin and basis of this
peculiarity of German history. Those writers made it easiest for them-
selves who believed they understood the authoritarian state as the em-
anation of a special type of German spirit and sought to portray the
democratic national state as “un-German,” as not suitable for the soul
of the German.62 Then, again, the attempt has been made to draw the
special political position of Germany into an explanation. A state that
seems endangered by external enemies, in such a way as the German
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state supposedly was, cannot tolerate a freedom-oriented constitution
at home. “The measure of political freedom that can be permitted in
governmental institutions must rationally be inversely proportional to
the military-political pressure bearing on the borders of the state.” 63

That an intimate connection must exist between the political position
and the constitution of a people will be conceded without further ado.
But it is striking that efforts were made to bring only the foreign politi-
cal position, but not the domestic political position, into explaining
constitutional conditions. In what follows the converse procedure will
be followed. An attempt will be made to explain that much-discussed
peculiarity of German constitutional life by domestic political condi-
tions, namely, by the position of the Germans of Prussia and Austria in
the polyglot territories.

When the subjects of the German princes began to awake from their
centuries-long political slumber, they found their fatherland torn to
shreds, divided as patrimonial estates among a number of families
whose external impotence was but poorly cloaked by their ruthless
internal tyranny. Only two territorial princes were strong enough to
stand on their own feet; their means of power rested, however, not
on their German position but on their possessions outside Germany.
For Austria this assertion needs no further justification; the fact was
never disputed. It was otherwise for Prussia. It is common to overlook
the fact that the position of Prussia in Germany and in Europe always
remained insecure until the Hohenzollerns succeeded in building a
rather large contiguous state territory, first by the annexation of Silesia,
which at the time was half Slavic, and then by the acquisition of Posen
and West Prussia. Precisely those deeds of Prussia on which its power
rested—its participation in the victory over the Napoleonic system, the
crushing of the revolution of 1848, and the war of 1866—could not have
been accomplished without the non-German subjects of its eastern
provinces. Even the acquisition of German land accomplished by the
struggles waged from 1813 to 1866 with the help of its non-German sub-
jects in no way shifted the center of gravity of the Prussian state from
the east to the west. Still, as before, the undiminished maintenance of
its possessions east of the Elbe remained a condition of existence for
Prussia.
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The political thinking of the German mind, which was slowly ma-
turing for public life, could be modeled on none of the states existing on
German soil. What the patriotic German saw before him was only the
ruins of the old imperial magnificence and the disgraceful and slovenly
administration of the German petty princes. The way to the German
state would have to involve the overthrow of these small despots. All
agreed on that. What, however, should happen to the two German pow-
ers, i.e., Germany and Austria?

The difficulty inherent in the problem may best be recognized from
a comparison with Italy. Conditions in Italy were similar to those in
Germany. Blocking the modern national state were a number of petty
princes and the great power Austria. The Italians would have gotten rid
of the former quickly, but of the latter—by themselves—never. And
Austria not only held fast to a large part of Italy directly, it also protected
the sovereignty of the individual princes in the remaining territories.
Without Austria’s intervention, Joachim Murat or General Pepe would
long since probably have established an Italian national state. But  the
Italians had to wait until Austria’s relations with the other powers of-
fered them the opportunity to reach their goal. Italy owes its freedom
and unity to French and Prussian help, and in a certain sense to En-
glish help also; to unite Trentino, too, with the kingdom of Italy re-
quired the help of the entire world. The Italians themselves lost all the
battles they fought against Austria.

In Germany conditions were different. How were the German people
to succeed in overcoming Austria and Prussia, the two mighty military
monarchies? Foreign help, as given in Italy, could not be counted on.
The most natural course would probably have been for the German na-
tional idea to acquire so much power over the Germans in Prussia and
Austria that they strove for a united Germany. If the Germans, who were
the majority by far in the Prussian army and represented the most im-
portant element in the Austrian army, had proved true as Germans the
way the Magyars did in 1849 as Magyars, then there would have arisen
out of the confusions of the revolution of 1848 a German Reich free and
united from the Belt to the Etsch. The non-German elements in the
armies of Austria and Prussia would hardly have been in a position to
mount successful resistance to the assault of the entire German people.

The Germans in Austria and Prussia, however, were also opponents
or at least only limited adherents of the German strivings for unity—
and that is what was decisive. The efforts of the men of St. Paul’s
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Church 64 suffered shipwreck, not, as legends have it, because of doc-
trinairism, idealism, and professorial ignorance of the ways of the world
but rather because of the fact that the majority of Germans supported
the cause of the German nation only halfheartedly. What they desired
was not the German state alone but rather the Austrian or the Prussian
state as well at the same time—and this is not to mention those who ac-
tually considered themselves only Austrians or Prussians and not at all
Germans.

We who today are accustomed to seeing the pure Prussian and the
pure Austrian only in the conservative east of the Elbe and the Alpine
clerical, we who in the appeal to Prussia or Austria can always see only
the pretexts of enemies of the national state—we can only with difficulty
concede even mere good faith to the black-and-yellow and black-and-
white patriots of that time. This not only does a serious injustice to men
about whose honorable striving there should be no doubt; this lack of
historical perspective also blocks our path to knowledge of the most im-
portant events of German history.

Every German knows the passage in Goethe’s Dichtung und

Wahrheit in which the aging poet portrays the deep impression that the
figure of Frederick the Great made on his contemporaries.65 It is true
that the state of the Hohenzollerns, too, which Prussian court histori-
ography lauded as the implementation of all utopias, was not a whit
better than the other German states; and Frederick William I or Fred-
erick II were no less hateful despots than any Württemberg or Hessian
lord. But one thing distinguished Brandenburg-Prussia from the other
German territories: the state was not ridiculous; its policy was pur-
poseful, steady, and power-seeking. This state could be hated, it might
be feared, but it could not be overlooked.

If, thus, the political thoughts of even the non-Prussian Germans se-
cretly strayed toward Prussia out of the narrowness of their political ex-
istence, if even foreigners judged this state not totally unfavorably, was
it any wonder that the beginnings of political thought in the Prussian
provinces clung more often to the Prussian state, which, with all its
faults, still had the advantage of actual existence, than to the dream of
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a German state, which was unmasked every day by the wretchedness 
of the Holy Roman Empire? Thus a Prussian state-consciousness was
formed in Prussia. And these feelings were shared not only by the
salaried champions of the Prussian state apparatus and its beneficiaries
but also by men of undoubtedly democratic sentiments like Waldeck 66

and hundreds of thousands like him.
It is common to describe the German question much too narrowly

as the opposition of great-German and small-German. In truth the
problem was larger and broader. It was first of all the gap that yawned
between German national sentiment on the one side and Austrian and
Prussian state-consciousness on the other.

The German unified state could have been built only on the ruins
of the German states; whoever wanted to construct it therefore first
had to root out those sentiments that were striving to maintain the Prus-
sian and Austrian states. In March 1848 that seemed easy to do. At 
that time it could be expected that the Prussian and Austrian demo-
crats, faced with the need to decide, would, even if perhaps after inner
struggles, join the side of a great and unified Germany. Yet in both great
German states, democracy was defeated sooner than one would have
thought possible. Its sway lasted scarcely a few weeks in Vienna and
Berlin; then the authoritarian state embarked on the plan that pulled
the reins tight. What was the cause? The turnaround did come ex-
traordinarily quickly. Right after the complete victory of democracy in
March, the power of the new spirit began to crumble; and after a short
time the Prussian army, led by the Prince of Prussia, who had fled the
country only shortly before, could already take the offensive against the
revolution.

There should be general agreement that the position of the eastern
provinces of Prussia was decisive here.67 If this is remembered, it will
not be too hard to understand clearly the causes of the turnaround.
There in the East the Germans were in the minority amidst a numeri-
cally superior population speaking foreign languages; there they had to
fear that the implementation and application of democratic principles
would cost them the ruling position that they had so far possessed.
They would have become a minority that could never have expected to
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acquire power; they would have had to taste that lack of political rights
that is the fate of minorities of foreign nationality.

The Germans of the provinces of Prussia, Posen, and Silesia could
hope for nothing good from democracy. That, however, determined
the positions of the Germans of Prussia on the whole, for the Germans
of the polyglot territories had much greater political importance than
corresponded to their numbers. These Germans included, after all, 
almost all members of the higher strata of the population of those 
provinces—the officials, teachers, merchants, estate owners, and larger
industrialists. In the upper strata of the Germans of Prussia, the mem-
bers of the threatened borderlands therefore formed a numerically far
larger part than the German borderland inhabitants formed on the
whole in the total German population of Prussia. The solid mass of in-
habitants of the borderlands joined with the parties supporting the state
and thereby gave them preponderance. The idea of the German state
could win no power over the non-German subjects of Prussia, and its
German subjects feared German democracy. That was the tragedy of
the democratic idea in Germany.

Here lie the roots of the peculiar political-intellectual constitution of
the German people. It was the threatened position of the Germans in
the borderlands that caused the ideal of democracy in Germany to fade
quickly away and the subjects of Prussia, after a short honeymoon of
revolution, to return penitently to the military state. They knew now
what lay ahead for them in democracy. However much they might de-
spise Potsdam’s despotism, they had to bow to it if they did not want to
fall under the rule of Poles and Lithuanians. From then on they were
the faithful guard of the authoritarian state. With their help the Prus-
sian military state triumphed over the men of freedom. All Prussia’s
political questions were now judged exclusively according to the posi-
tion in the East. It was what determined the feeble position of the Prus-
sian liberals in the constitutional conflict. It was what caused Prussia 
to seek Russian friendship, so long as that could be done at all, and
thereby thwarted the natural alliance with England.

It now occurred to the Prussian authoritarian state to apply its meth-
ods of gaining and maintaining its position in Germany to the solution
of the greater German national problem also. The weapons of the
Junkers had triumphed in Germany. They had crushed the German
bourgeoisie; they had excluded the Habsburg influence and elevated
the Hohenzollerns high above the smaller and middle princes. Prussian
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military power suppressed the non-German elements in the Slavic east-
ern provinces of Prussia, in North Schleswig, and in Alsace-Lorraine.
The bright splendor of the victories won in three wars shone on
Prussian militarism. As it had crushed with power everything trying to
hinder it on its way, so it believed it should also use armed force to solve
all newly arising problems. By the power of weapons the hard-pressed
position of the Habsburgs and the Germans in the Danube monarchy
should be sustained and conquests made in the East and West and
overseas.

The liberal theory of the state had long since exposed the error in this
reasoning. The theorists and practitioners of power politics should have
remembered Hume’s famous arguments that all rule rests on power
over minds; the government is always only a minority and can govern
the majority only because the latter either is convinced of the legiti-
macy of the rulers or considers their rule desirable in its own interests.68

Then they could not have overlooked the fact that the German author-
itarian state, even in Germany, rested in the last analysis not on the
power of bayonets but precisely on a particular disposition of the Ger-
man mind, which was caused by the national conditions of settlement
of the Germans in the East. They should not have deceived themselves
over the fact that the defeat of German liberalism was attributable
solely to the conditions of settlement in the German East: the rule of
democracy there would have led to driving the Germans out and de-
priving them of rights; hence a predisposition toward antidemocratic
currents had been created in wide circles of the German people. They
would have had to recognize that even the German authoritarian state,
like any other state, rested not on victories of weapons but on victories
of the spirit, on victories won by dynastic-authoritarian sentiment over
liberal sentiment. These relationships could not be misinterpreted
worse than they were by that German school of political realists that de-
nied the influence of every intellectual current in the life of nations and
wanted to trace everything back to “real power relations.” When Bis-
marck said that his successes rested only on the power of the Prussian
army and had only derision and scorn for the pro-liberal ideals of St.
Paul’s Church, then he overlooked the fact that the power of the Prus-
sian state was grounded on ideals also, although on the opposite ideals,
and that it would have had to collapse immediately if liberal thought
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had penetrated the Prussian army further than it actually did. Those
circles that were anxiously striving to keep the “modern spirit of de-
moralization” away from the army were better informed in this respect.

The Prussian authoritarian state could not defeat the world. Such a
victory could have been achieved by a nation hopelessly in the minor-
ity only through ideas, through public opinion, but never with weap-
ons. But the German authoritarian state, filled with a boundless con-
tempt for the press and for all “literature,” scorned ideas as a means of
struggle. For its adversaries, however, the democratic idea made prop-
aganda. Not until the middle of the war, when it was already too late,
was it recognized in Germany what power lay in this propaganda and
how vain it is to fight with the sword against the spirit.

If the German people found the allotment of territories of settlement
on the earth unjust, then they should have sought to convert the 
public opinion of the world, which did not see the injustice of this 
allotment. Whether this would have been possible is another question.
It is not wholly improbable that allies for this struggle could have been
found, united with whom much, perhaps even everything, could have
been attained. It is certain, however, that the undertaking of a nation
of eighty million to fight against the whole remaining world was hope-
less if it was not pursued with intellectual means. Not with weapons but
only with the spirit can a minority overcome the majority. True practi-
cal politics is only the kind that knows how to enlist ideas in its service.

B Austria

The teleological interpretation of history, by which all historical events
appear as realization of definite goals set for human development, has
assigned many kinds of tasks to the Danube state of the Habsburgs,
which for four hundred years has maintained its position among the Eu-
ropean powers. Now it should be the shield of the West against the
threat from Islam, now the stronghold and refuge of Catholicism
against the heretics; others wanted to see it as the support of the conser-
vative element in general, still others as the state summoned by its na-
tionally polychromatic character to promote peace among peoples by
way of example.69 One sees that the tasks were multifarious; according
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to the shape of political affairs, people favored now the one and now the
other interpretation. History goes its course, however, without regard to
such chimeras. Princes and peoples bother themselves very little over
what missions the philosophy of history assigns to them.

Causal historiography does not look for the “mission” or the “idea”
that nations and states have to realize; it seeks the political concept that
forms states out of nations and parts of nations. The political concept
at the basis of almost all state structures of the last centuries of the
Middle Ages and the first centuries of modern times was princely do-
minion. The state existed for the sake of the king and his house. That
holds true of the state of the Austrian Habsburgs, from the Ferdinand
who as German emperor was called the First to the Ferdinand who as
Austrian emperor was the only one of that name, just as it holds true of
all other states of that time. In that respect the Austrian state was no dif-
ferent from the other states of its time. The hereditary lands of Leopold
I were fundamentally no different from the state of Louis XIV or Peter
the Great. But then came other times. The princely state succumbed
to the attack of the freedom movement; in its place appeared the free
national state. The nationality principle became the bearer of state co-
herence and the concept of the state. Not all states could take part in
this development without change in their geographical extent; many
had to submit to changes in their territory. For the Danube monarchy,
however, the nationality principle actually signified the negation of its
justification for existence.

Farseeing Italian patriots passed the death sentence on the state of
the House of Habsburg-Lorraine as early as 1815; no later than 1848
there already were men among all peoples forming the Empire who
agreed with this opinion, and for more than a generation one could
easily say that the entire thinking youth of the Monarchy—perhaps
aside from part of the Alpine Germans educated in Catholic schools—
were hostile to the state. All non-Germans in the country longingly
awaited the day that would bring them freedom and their own national
state. They strove to get out of the “married-together” state. Many of
them made compromises. They saw with open eyes how things stood
in Europe and in the world; they had no illusions about the impedi-
ments that initially still stood in the way of realization of their ideals,
and they were therefore ready to moderate their claims in the mean-
while. They came to terms with the provisional continuation of the
Austrian and Hungarian states; indeed, even more, they used the Dual
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Monarchy as a counter in their own game. The Poles, the South Slavs,
the Ukrainians, and in a certain sense the Czechs also, sought to make
the weight of this great state, which despite everything was still power-
ful, serviceable for their own purposes. Superficial critics have sought
to conclude from that fact that these peoples had reconciled them-
selves to the existence of the state, that they even desired it. Nothing
was more wrong than this view. Never did irredentism 70 seriously dis-
appear from the program of any of the non-German parties. It was tol-
erated that official circles did not openly show the ultimate goals of
their national strivings in Vienna; at home, however, people thought
and spoke, with formal attention to the limits drawn by the paragraphs
on high treason of the penal law, of nothing other than liberation and
shaking off the yoke of the foreign dynasty. The Czech and Polish min-
isters, and even the numerous South Slav generals, never forgot that
they were sons of subjugated peoples; never did they feel themselves in
their court positions as other than pacemakers of the freedom move-
ment that wanted to get out of this state.

Only the Germans took a different position toward the state of the
Habsburgs. It is true that there was also a German irredentism in Aus-
tria, even if one may not interpret in this sense every hurrah for the Ho-
henzollerns or for Bismarck shouted at solstice festivals, student assem-
blages, and gatherings of voters. But although the Austrian government
in the last forty years of the existence of the Empire was, with a few tran-
sitory exceptions, more or less anti-German and often draconically per-
secuted relatively harmless utterances of German national sentiments,
while far sharper speeches and deeds of the other nationalities enjoyed
benevolent toleration, the state-supporting parties among the Germans
always kept the upper hand. Up to the last days of the Empire the Ger-
mans felt themselves the real champions of the state idea, citizens of a
German state. Was that a delusion, was it political immaturity?

To be sure, a large part, even the largest part, of the German people
in Austria was, and today still is, politically backward. But this explana-
tion cannot satisfy us. We just are not satisfied with the assumption of
an innate political inferiority of the German; we seek precisely the
causes that made the Germans march politically behind the Ruthe-
nians and Serbs. We ask ourselves how it then happened that all other
peoples inhabiting the imperial state readily adopted the modern ideas
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of freedom and national independence but that the German-Austrians
so much identified themselves with the state of the Habsburgs that, for
the sake of its continuation, they finally readily incurred the immense
sacrifices of goods and blood that a war of more than four years imposed
on them.

It was German writers who expounded the theory that the Austro-
Hungarian dual state was no artificial construction, as the doctrine 
misled by the nationality principle announced, but rather a natural
geographic unit. The arbitrariness of such interpretations of course
needed no special refutation. With this method one can just as well
prove that Hungary and Bohemia had to form one state as the opposite.
What is a geographic unit, what are “natural” boundaries? No one can
say. With this method Napoleon I once argued France’s claim to Hol-
land, for the Netherlands are an alluvial deposit of French rivers; with
the same method Austrian writers sought, before the fulfillment of 
Italian strivings for unity, to support the right of Austria to the lowlands
of upper Italy.71

Another interpretation is that of the state as an economic territory,
which was urged above all by Renner, who, besides that, also consid-
ered the geographic interpretation of the state valid. For Renner the
state is an “economic community,” an “organized economic territory.”
Unified economic territories should not be torn apart; thus it was fool-
ish to want to destroy the continued territorial existence of the Austro-
Hungarian Monarchy.72 But this unified economic territory is just
what the non-German peoples of Austria did not want; they did not let
themselves be influenced by Renner’s arguments either. Why did the
Germans, precisely the Germans of Austria, create such doctrines,
which were supposed to prove the necessity of this state, and sometimes
even consider them right?

That the Germans always cared somewhat for the Austrian state, al-
though this state was not at all a German state and, when it suited it,
oppressed the Germans just the same as or even more than its other
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peoples—we must try to understand that fact by the same principle that
explains the development of the Prussian-German political spirit of
conservatism and militarism.

The political thinking of the Germans in Austria suffered from a
double orientation toward the German and toward the Austrian state.
After they had awakened from the centuries-long sleep into which the
Counter-Reformation had sunk them and when they began, in the sec-
ond half of the eighteenth century, timidly to concern themselves with
public questions, the Germans in Austria turned their thoughts to the
Reich also; many a bold person dreamed, even before March 1848, of a
unified German state. But never did they make it clear to themselves
that they had to choose between being German and being Austrian and
that they could not desire the German and the Austrian state at the
same time. They did not or would not see that a free Germany was 
possible only if Austria was destroyed first and that Austria could endure
only if it withdrew part of its best sons from the German Reich. They
did not see that the goals they sought were incompatible and that what
they wanted was an absurdity. They were not at all conscious of their
halfheartedness, that halfheartedness that caused the whole pitiable ir-
resoluteness of their policy, that halfheartedness that brought failure to
all and everything they undertook.

Since Königgrätz it has become the fashion in North Germany to
doubt the German sentiment of the German-Austrians. Since people
equated German and Reichs-German without further ado and, more-
over, true to the generally prevailing statist way of thinking, also iden-
tified all Austrians with the policy of the Vienna court, it was not hard to
find a basis for this interpretation. It was nevertheless thoroughly wrong.
Never did the Germans of Austria forget their national character; never,
not even in the first years following the defeat in the Bohemian cam-
paign, did they lose for even a minute the feeling of belonging together
with the Germans on the other side of the black-and-yellow border
posts. They were German and also wanted to remain so; least of all
should they be blamed for also wanting to be Austrians at the same time
by those who subordinated the German idea to the Prussian.

No less wrong, however, is the opinion that was widespread in Aus-
trian court circles that the German-Austrians were not serious about
their Austrianism. Catholic-oriented historians sadly lamented the de-
cline of the old Austria, that Austrian princely state which, from Ferdi-
nand II until the outbreak of the revolution of March 1848, had been
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the protector of Catholicism and of the legitimist idea of the state in
Europe. Their complete lack of understanding of everything that had
been thought and written since Rousseau, their aversion to all political
changes that had taken place in the world since the French Revolution,
caused them to believe that that esteemed old state of the Habsburgs
could have endured if the “Jews and Freemasons” had not brought on
its downfall. Their entire grudge was directed against the Germans in
Austria and among them above all against the German Liberal Party,
to which they attributed responsibility for the decline of the old em-
pire. They saw how the Austrian state was more and more falling apart
internally; and they dumped the guilt precisely onto those who alone
were the champions of the Austrian state idea, who alone affirmed the
state, who alone desired it.

From the moment when the modern ideas of freedom also crossed
the boundaries of Austria, which had been anxiously guarded by Met-
ternich and Sedlnitzky, the old Habsburg family state was done for.
That it did not fall apart as early as 1848, that it could maintain itself for
seventy years more—that was solely the work of the Austrian state idea
of the German-Austrians, that was solely the service of the German
freedom parties, of precisely those who were more hated and perse-
cuted by the court than all others, more hated even than those who
openly threatened and fought the continuation of the state.

The material basis of the Austrian political thought of the German-
Austrians was the fact of German settlements strewn over the entire
extent of the Habsburg lands. As a result of centuries-long coloniza-
tion, the urban bourgeoisie and the urban intelligentsia were German
everywhere in Austria and Hungary, large landownership was in great
part Germanized, and everywhere, even in the middle of foreign-
language territory, there were German peasant settlements. All Austria
outwardly bore a German stamp; everywhere German education and
German literature were to be found. Everywhere in the Empire the
Germans were also represented among the petty bourgeoisie, among
the workers, and among the peasants, even though in many districts, es-
pecially in Galicia, in many parts of Hungary, and in the coastal terri-
tories, the German minority among the members of the lower strata of
the people was quite small. But in the entire Empire (upper Italy ex-
cepted) the percentage of Germans among the educated and among
the members of the higher strata was quite considerable, and all those
educated persons and prosperous bourgeois who were not themselves
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German and did not want to acknowledge belonging to the German
nation were German by their education, spoke German, read German,
and appeared at least outwardly to be German. That part of the Aus-
trian population that most strongly felt the intolerableness of the
tyranny of the Vienna government and alone seemed capable of re-
placing the court circles in governing were the upper middle class and
the members of the free professions and educated persons—just those
strata that are commonly called the bourgeoisie and the intellectuals.
But they were German in the entire Empire, at least in lands belong-
ing to the German Federation. Thus Austria no doubt was not German,
but politically it wore a German face. Every Austrian who wanted to
take any interest at all in public affairs had to master the German lan-
guage. For the members of the Czech and of the Slovene peoples, how-
ever, education and social ascent could be achieved only through Ger-
manness. They still had no literature of their own that would have
made it possible for them to do without the treasures of German cul-
ture. Whoever rose became German because precisely the members of
the higher strata were German.

The Germans saw that and believed that it had to be so. They were
far from wanting to Germanize all non-Germans compulsorily, but
they thought that this would take place on its own. They believed that
every Czech and South Slav would try, even in his own interest, to adopt
German culture. They believed that it would remain so forever, that for
the Slav the way to culture was Germanness, and that social ascent was
bound up with Germanization. That these peoples also could develop
independent cultures and independent literatures, that from their
midst they could also bring forth independent national characters—
they did not think of that at all. Thus the naive belief could arise among
them that all Austria felt and thought politically as they did, that all had
to share their ideal of the great, mighty, unified state of Austria, which
could bear only a German stamp.

Those were the political ideas with which the German-Austrians
went into the revolution. The disappointment that they experienced
was abrupt and painful.

Today, as we look back in review over the development of the last
seven decades, it is easy to say what position the Germans should have
taken in view of the new state of affairs; it is easy to show how they could
and should have done better. Today one can clearly show how much
better the German nation in Austria would have fared if it had adopted
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in 1848 that program that it in 1918 then perforce made its own. The
share that would have fallen to the German people in a splitting up of
Austria into independent national states in the year 1848 was bound to
have been far larger than the one that it acquired in 1918 after the ter-
rible defeat in the World War. What held the Germans back at that
time from undertaking a clean separation between German and non-
German? Why did they not make the proposal themselves; why did
they reject it when the Slavs brought it forth?

It has already been mentioned that the Germans then held the wide-
spread opinion that the Germanization of the Slavs was only a question
of time, that it would take place without external compulsion by the ne-
cessity of development. Even this interpretation alone was bound to
influence the entire choice of positions on the problem of nationalities.
The decisive factor, however, was different. It was that the Germans
could not and did not want to give up the national minorities sprinkled
in the contiguous territories of settlement of the other peoples. They
had blood brothers living everywhere in Slavic territory; all cities there
were either entirely or at least in large part German. Of course, it was
only a fraction of the whole German people in Austria that they would
have given up in this way. But the numerical significance of this en-
claved population in relation to all the rest of the German people in
Austria hardly expresses the significance of the loss that they would
thereby have suffered. These enclaved people belonged in greatest part
to the higher strata of the nation. To give them up signified, therefore,
a far heavier loss than the mere numbers indicated. To give them up
meant to give up the best parts of the German people in Austria; it
meant to sacrifice the University of Prague and the merchants and fac-
tory owners of Prague, Brünn [Brno], Pilsen [Plzeň], Budweis [Česke
Budějovice], Olmütz [Olomouc], of Trieste, Laibach [Ljubljana], of
Lemberg [Lwów, Lvov], Czernowitz [Cernǎuţi, Chernovtsy], of Pest,
Pressburg [Bratislava], Temesvar [Timişoara], etc., who were very
significant for Austrian conditions. To give them up meant to wipe out
the colonizing work of centuries; it meant to deprive German peasants
in all parts of the broad empire and German officers and officials of
their rights.

One now understands the tragic position of the Germans in Austria.
With a bold, defiant spirit of rebellion the Germans had risen up to
break the despotism and take the government of the state into their own
hands; they wanted to create a free, great Austria out of the hereditary
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estate of the dynasty. Then they had to recognize all at once that the
great majority of the people did not at all desire their free German Aus-
tria, that they even preferred to remain subjects of the Habsburgs rather
than be citizens of an Austria bearing a German stamp. Then they dis-
covered to their dismay that the application of democratic principles
was bound to lead to the dissolution of this empire, in which, after all,
they had been the leading elements intellectually and wished to re-
main the leading elements. Then they had to recognize that democ-
racy was bound to deprive German citizens of their political rights in
territories inhabited predominantly by Slavs. They had to recognize
that the Germans of Prague and Brünn [Brno] were indeed in a posi-
tion to take the scepter away from the Habsburgs and establish a par-
liamentary form of government but that they not only had nothing to
win thereby but much to lose. Under the despotism of the sovereign’s
officials, they could still live as Germans; although they might also be
subjects, they were still subjects enjoying the same rights as other sub-
jects. But in a free state they would have become second-class citizens;
for others, foreigners, whose language they did not understand, whose
train of thought was foreign to them, on whose politics they could have
had no influence, would have harvested the fruits of their struggle for
freedom. They recognized that they were without power against the
crown, for the crown could always call up peoples against them to
whom their voice could not penetrate; they recognized and had to feel
it as painful, when Slavic regiments subdued the uprising of German
citizens and students, that they had no prospect of shaking off the yoke
that oppressed them. At the same time, however, they recognized that
the victory of the old reactionary Austria still had to be more welcome
to them than victory of the new freedom-oriented state; for under the
scepter of the Habsburgs they still could live as Germans; under the do-
minion of the Slavs, however, there was for them only political death.

Scarcely a people has ever found itself in a more difficult political
position than the German-Austrians after the first bloody days of the
March 1848 revolution. Their dream of a free German Austria had sud-
denly come to naught. In view of their national comrades scattered
about in foreign territories of settlement, they could not desire the dis-
solution of Austria into national states; they had to desire the continued
existence of the state, and then there remained nothing else for them
than to support the authoritarian state. The Habsburgs and their adher-
ents, however, did not desire an alliance with the anticlerical liberals.
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They would rather have seen the state collapse than share it with the
German freedom party. They recognized only too soon that the Ger-
mans in Austria must support the state whether they wanted to or not,
that one could rule without danger in Austria without the Germans and
even against them, because the Germans were not in a position to form
a serious opposition; and they oriented their policy accordingly.

Thus every straightforward policy was made impossible for the Ger-
mans of Austria. They could not work seriously for democracy, for that
would have been national suicide; they could not renounce the Aus-
trian state because, despite everything, it still offered protection against
the most extreme oppression. From this division the divided German
policy developed.

The essence of the policy was maintaining the national patrimony,
as it was called, that is, the effort to hold back the gradually occurring
annihilation of the German minorities strewn about in territory of for-
eign settlement. From the beginning that was a hopeless undertaking,
for these minorities were fated to disappear.

Only the peasant settlements had the possibility, where the German
settlers were living together in self-contained villages, of still preserv-
ing their German character. Of course, even here the process of de-
Germanization goes on uninterruptedly. Even mere economic contact
with neighbors of foreign nationality, which becomes all the more ac-
tive as economic development proceeds, wears away at their special
character and makes it difficult for a small colony far removed from the
main stem of its people to preserve its mother tongue. The effect of the
school is added; even the German school in foreign land must include
the language of the country in the curriculum if it is not to make the later
advancement of the children all too difficult. Once the youth learns the
language of the country, however, there begins that process of adapta-
tion to the environment that finally leads to complete assimilation.
What is decisive, however, is that a locality in the modern economic or-
ganism in which constant migrations must take place cannot long exist
without immigration from the outside or without loss of population to
the outside. In the first case the locality is exposed to being inundated by
members of foreign nationalities and, in further consequence, to the na-
tive population’s also losing its original national character; in the second
case, the leftover part of the population remaining behind may well pre-
serve its original nationality, but the emigrants become nationally alien-
ated. Of the numerous peasant settlements that had arisen, strewn about
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and isolated, in the Habsburg lands, only those where modern industry
or mining developed did become alienated from German character. In
the remaining ones immigration from outside was lacking. But the bet-
ter, more energetic elements are gradually moving away; they may gain
economically thereby, but they lose their nationality. The ones remain-
ing behind can preserve their national character but often suffer from
inbreeding.

In short, the German minorities in cities strewn about in Slavic land
were hopelessly fated to decline. With the emancipation from the pre-
1848 feudal system of land tenure, the migration movement set in in
Austria also. Internal migrations took place on a large scale. Thousands
moved from the countryside into the cities and industrial centers, and
the immigrants were Slavs, who quickly pushed the Germans into the
numerical minority.73

Thus the Germans of the cities saw the Slavic tide rising all around
them. Around the old center of the city, where German townspeople
had dwelt for centuries, a garland of suburbs developed where no 
German sound was heard. Within the old city everything still bore a
German stamp: the schools were German, German was the language
of the city administration, and the Germans still held all municipal
offices. But day by day their number dwindled. First the German petty
bourgeoisie disappeared. Bad times had come for the crafts and trades,
on whose golden base the German colonization of these lands had
once grown up; they declined uninterruptedly, for they were not ca-
pable of competing with factory industry, just that industry that was 
attracting the Slavic workers. The German master craftsman sank 
into the proletariat; and his children, who went into the factory along
with the Slavic immigrants, became Slavs through contact with their
new comrades. But the German patrician families also became ever
smaller in number. They became poor because they could not adapt 
to the new conditions, or they died out. Replacements did not come.
Earlier, those who had risen from below became German. This was
now no longer true. Slavs who had become rich were no longer
ashamed of their national character. If the old German families shut
themselves off from the upstarts, the upstarts formed a new Slavic soci-
ety of the upper strata.
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The German policy in Austria, which was based on maintaining 
the political power position of these minorities, became in this way a
conservative—a reactionary—policy. Every conservative policy, how-
ever, is fated from the start to fail; after all, its essence is to stop some-
thing unstoppable, to resist a development that cannot be impeded.
What it can gain at best is time, but it is questionable whether this suc-
cess is worth the cost. Every reactionary lacks intellectual indepen-
dence. If one wanted to apply here metaphors taken over from military
thinking, as is usual for all lines of political thought in Germany, then
one could say that conservatism is defense and, like every defense, lets
the terms be dictated to it by its adversary, while the attacker dictates
the terms of action to the defender.

The essence of German policy in Austria had become that of hold-
ing lost positions as long as possible. Here one struggled over the seats
in the administration of a municipality, there over a chamber of com-
merce, there again over a savings bank or even over only a government
job. Little questions were puffed up to great significance. It was bad
enough that the Germans thereby put themselves repeatedly in the
wrong when, for example, they denied the Slavs the establishment of
schools or when they sought with the means of power available to them
to make forming clubs or holding meetings more difficult. But it was
still worse that in these struggles they always suffered and were bound
to suffer defeats and that they thereby became accustomed to being al-
ways in retreat and being always defeated. The history of the German
policy in Austria is a chain of uninterrupted failures.

These conditions had a devastating effect on the German spirit.
People gradually grew accustomed to looking at every measure, every
political matter, exclusively from the viewpoint of its local significance.
Every reform in public life, every economic measure, every construc-
tion of a road, every establishment of a factory, became a question of
national patrimony. To be sure, the Slavs also looked at everything from
this point of view, but the effect on the political character of the nation
was different with them. For through these ways of thinking the Ger-
mans became reactionaries, enemies of every innovation, opponents of
every democratic arrangement. They left to the Slavs the dubious
honor of being fighters for the modern European spirit in Austria and
took it upon themselves again and again to support and defend what
was out of date. All economic and cultural progress and especially
every democratic reform that was carried through in Austria was bound
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to work against the German minorities in the polyglot territories. It was
therefore resisted by the Germans; and if it finally triumphed, then this
victory was a defeat for the Germans.

This policy also deprived the Germans of every freedom against 
the Crown. In the revolution of 1848 the Germans of Austria had 
risen against the Habsburgs and their absolutism. But the German 
Liberal Party, which had written the principles of 1848 on its banner,
was not in a position to lead the struggle against the Dynasty and
against the Court with vigor. It had no firm ground under its feet in 
the polyglot lands; it was dependent on the favor and disfavor of the
government there. If the Court wanted, it could annihilate it; and it did
so too.

The empire of the Habsburgs was erected by Ferdinand II on the ru-
ins of the freedoms of the estates and the ruins of Protestantism. It was
not only the Bohemian estates that he had to fight against, but also the
Styrian and Austrian. The Bohemian rebels fought against the Em-
peror in alliance with those of Lower and Upper Austria; and the Battle
on the White Mountain established the absolute rule of the Habsburgs
not only over Bohemia, Moravia, and Silesia but also over the Austrian
lands. From the beginning the Habsburg Empire was neither German
nor Czech; and when in 1848 it had to fight for its existence anew,
Czech and German freedom movements alike were against it. After the
establishment of sham constitutionalism in the sixties, the Court would
much rather have relied on the Slavs than on the Germans. For years
the government was carried on with the Slavs against the Germans; for
nothing was more hateful to the Court than the German element,
which could not be forgiven for the loss of political position in the Ger-
man Reich. But all the concessions of the Court could not hold the
Czechs and South Slavs firm to the authoritarian state. Among all other
peoples of Austria the democratic idea triumphed over the authoritar-
ian idea; it was not possible for the authoritarian state to work with them
in the long run. Only with the Germans was it otherwise. Against their
will they could not get loose from the Austrian state. When the state
called them, they were always at its service. In the Empire’s final hour
the Germans stood loyal to the Habsburgs.

A turning point in the history of the German-Austrians was the Peace
of Prague, which brought about the dissolution of the German Con-
federation. Now the naive belief was done that Germanness and Aus-
trianness could be reconciled. Now it seemed that one had to choose
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between being German and being Austrian. But the Germans in
Austria did not want to see the necessity of this decision; they wanted,
as long as they could, to remain both Germans and Austrians at the
same time.

The pain that the German-Austrians felt in 1866 over the turn of
events went deep; they never were able to recover from the blow. So
quickly had the decision broken over them, so quickly had the events
played themselves out on the battlefield, that they had scarcely become
conscious of what was going on. Only slowly did they grasp the mean-
ing of what had happened. The German fatherland had expelled them.
Were they then not also Germans? Did they not remain Germans, even
if there was no place for them in the new political structure being
erected on the ruins of the German Confederation?

No one has given better expression to this pain than the aged Grill-
parzer. He who put into the mouth of Ottokar von Horneck the praise
of the “rosy-cheeked youth” Austria and made Libussa proclaim a great
future to the Slavs in obscure words,74 he, who was totally an Austrian
and totally a German, finds his equilibrium again in the proud verses:

Als Deutscher ward ich geboren,

Bin ich noch einer?

Nur was ich deutsch geschrieben,

Das nimmt mir keiner.

[As a German I was born,
Am I one still?
Only what I have written in German
No one takes away from me.]

But the German-Austrians had to come to terms with the fact that no
Germany still existed, only a Great Prussia. From then on they no
longer existed for the Germans in the Reich; they no longer bothered
themselves about them, and every day the facts belied the pretty words
spoken at gymnastic and shooting festivals. The Great Prussian policy
prepared to travel those paths on which it finally wound up at the
Marne. It no longer cared about the Germans in Austria. The treaties
that bound the Austro-Hungarian Monarchy with the German Reich
from 1879 on were concluded by the Great Prussian authoritarian gov-
ernment with the Emperor of Austria and the Magyar oligarchy in
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Hungary. Precisely they took away from the Germans in Austria the
hope of being able to count on the help of the Germans in the Reich
with regard to irredentist strivings.

The defeat that the Great German idea had suffered at Königgrätz
was at first papered over by the fact that precisely because of the unfor-
tunate outcome of the war the German Liberal Party for a short time
acquired a certain, if limited, influence on state affairs. For a dozen
years it could furnish ministers to the government; during this time it
repeatedly furnished ministers, even the Prime Minister, and pushed
through many important reforms against the will of the Crown, the feu-
dal nobility, and the Church. With extreme exaggeration, that has been
called the rule of the Liberal Party in Austria. In truth, the Liberal Party
never ruled in Austria; it could not rule. The majority of the people
never followed its banners. How could non-Germans also have joined
this German party? Among the Germans it always, even when it was
flourishing, met strong opposition from the Alpine peasants blindly fol-
lowing the clergy. Its position in the House of Deputies rested not on
having the majority of the people behind it but on the electoral system,
which in a subtle manner favored the upper middle class and the in-
telligentsia but withheld the right to vote from the masses. Every ex-
tension of the right to vote, every change in the arrangement of elec-
toral districts or of the manner of voting, had to be and was damaging
to it. It was a democratic party, but it had to fear the consistent appli-
cation of democratic principles. That was the inner contradiction from
which it suffered and from which it was finally bound to be ruined;
it resulted with compelling necessity from that proton pseudos [basic
fallacy] of its program, which sought to reconcile Germanness with
Austrianness.

The German Liberal Party could exert a certain influence on the
government as long as this was allowed to it from above. The military
and political defeats that the old Austrian princely state had repeatedly
suffered compelled the Court to yield temporarily. The Liberals were
needed; they were summoned into the ministries not, as it were, be-
cause they could no longer be resisted but rather because only they
could be expected to put state finances in order and carry through the
defense reform. Since no one knew where else to turn, they were en-
trusted with the reconstruction as the only party that affirmed Austria.
They were dismissed in disfavor when they were thought to be no
longer needed. When they tried to resist, they were annihilated.
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Then Austria gave up on itself. After all, the German Liberal Party
had been the only one that had affirmed this state, that sincerely de-
sired it and acted accordingly. The parties that the later governments
depended on did not desire Austria. The Poles and Czechs who held
ministerial portfolios were frequently competent as specialists and
even sometimes pursued a policy that benefited the Austrian state and
its peoples. But all their thinking and efforts always concerned only the
national plans for the future of their own peoples. Their relation to Aus-
tria was always guided only by regard to their peoples’ strivings for in-
dependence. To their own consciences and to the fellow members of
their nationality, their administration of office seemed valuable only 
for the successes that they obtained in the national emancipation
struggle. They were given credit by their fellow countrymen, on whose
opinion alone they as parliamentarians laid weight, not because they
had administered their offices well, but because they had done much
for national separatism.

Besides being filled by Czechs, Poles, and occasional South Slavs
and clerical Germans, the highest positions of the Austrian authoritar-
ian government were almost always filled by officials whose only polit-
ical goal was the maintenance of the authoritarian government and
whose only political means was divide et impera. Here and there an old
Liberal still turns up in between, usually a professor seeking in vain to
swim against the current, only finally, after many disappointments, to
disappear again from the political scene.

The point at which the interests of the Dynasty and of the Germans
seemed to meet was their aversion to democracy. The Germans of
Austria had to fear every step on the way to democratization because
they were thereby being driven into the minority and delivered up to a
ruthless arbitrary rule of majorities of foreign nationality. The German
Liberal Party recognized that fact and turned energetically against all
efforts for democratization. The contradiction with its liberal program
into which it thereby fell caused its ruin. Faced with a historic decision
in which it had to choose between the wretched muddling along of the
Austrian state for a few decades at the price of giving up the freedom-
oriented principles of its program and the immediate annihilation of
this state with sacrifice of the German minorities in the territories of
foreign language, it undoubtedly made the wrong choice. It may be
blamed for that. Yet nothing is more certain than that in the position it
found itself in, it could not choose freely. It simply could not sacrifice
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the minorities any more than the German parties that succeeded it in
Austria could do so.

No reproach is less justified, therefore, than that the German Liber-
als had been poor politicians. This judgment is usually based on their
position on the question of the occupation of Bosnia and Herzegovina.
That the German Liberal Party had spoken out against the imperialist
tendencies of Habsburg militarism was much held against it, especially
by Bismarck. Today one will judge otherwise about that. What was pre-
viously a matter of reproach against the German Liberal Party—that it
had sought to resist militarism and that it went into opposition right at
the beginning of the expansion policy that finally led to the Empire’s
downfall—will in the future redound to its praise and not to its blame.

The German Liberal Party had in any case a much deeper insight
into the conditions of existence of the Austrian state than all other
powers and parties operating in this country. The Dynasty, especially,
had done its utmost to hasten the destruction of the Empire. Its policy
was guided less by rational considerations than by resentment. It perse-
cuted the German Liberal Party in blind rage with its hate, even beyond
the grave. Since the German Liberals had become antidemocratic, the
Dynasty, which always wanted only to restore the old princely state and
to which even the authoritarian state seemed too modern a form of state
constitution, thought it could indulge in democratic antics from time to
time. Thus it repeatedly pushed through the extension of the right to
vote against the will of the Germans, each time with the result that the
German elements in the House of Deputies lost ground and the radical-
national elements of the non-Germans won ever greater influence. Aus-
trian parliamentarianism was thereby finally blown apart. With Badeni’s
electoral reform of the year 1896 the Empire entered a state of open cri-
sis. The House of Deputies became a place in which the deputies no
longer pursued any goal other than to demonstrate the impossibility of
the continued existence of this state. Everyone who observed party re-
lations in the Austrian House of Deputies was bound to recognize im-
mediately that this state could still drag out its existence only because
European diplomacy was at pains to postpone the danger of war as long
as possible. Already twenty years before the end of the war, the domestic
political conditions of Austria were more than ripe for collapse.

The German parties that succeeded the German Liberals also
showed much less insight into political conditions than the much-
reviled German Liberals. The German Nationalist factions, which 
energetically fought the German Liberals, behaved like democrats at
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the beginnings of their party activity, when they were still concerned
with overcoming the German Liberals. Very soon, however, they had
to recognize that democratization in Austria was identical with de-
Germanization, and from this recognition they then became just as
antidemocratic as the German Liberals had once become. If one dis-
regards the resonant words with which they sought in vain to conceal
the paltriness of their program, as well as their anti-Semitic tenden-
cies, which from the standpoint of maintenance of German character
in Austria had to be called downright suicidal, then the German Na-
tionalists really differed from the German Liberals only on one single
point. In the Linz Program they gave up German claims to Galicia
and Dalmatia and contented themselves with claiming for German-
ism the lands of the former German Confederation. In raising this
claim, however, they clung to the same error that the German Liber-
als had committed, namely, underrating the capacity for development
and the prospects for the future of Slavs of western Austria. They 
had no more decided than had the German Liberals to sacrifice the
German minorities scattered in foreign-language lands, so that their
policy incorporated the same irresolution as that of the old German
Liberals. They did indeed play with irredentist thoughts more often
than the Liberals, but they never had anything seriously in mind other
than maintaining the Austrian state under German leadership and
German predominance. Faced with the same choice that the German
Liberals had been faced with, they trod the same path that the Liber-
als had already embarked on before them. They decided for the main-
tenance of the Empire and against democracy. Thus their fate also 
became the same as that of the old German Liberals. They were used
by the Dynasty in the same way as the Liberals. The Dynasty could
treat them as badly as possible and yet knew that it could always count
on them.

The greatest error that the German Liberals committed in judging
their fellow citizens of foreign language was that they saw in all non-
Germans nothing but enemies of progress and allies of the Court, of the
Church, and of the feudal nobility. Nothing is easier to understand than
that this interpretation could arise. The non-German peoples of Austria
were equally averse to Great-Austrian and Great-German aspirations;
they had recognized earlier than all others, earlier even than the Ger-
man Liberal Party, that Austria’s support was to be sought only in the
party association of the German Liberals. To annihilate the German
Liberal Party therefore became the most important and at first the only
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goal of their policy, and in so doing they sought and found as allies all
those who, like them, were fighting this party to the death. Thus the se-
rious error for which they paid dearly could arise among the Liberals.
They misunderstood the democratic element in the fight of the Slavic
nations against the Empire. They saw in the Czechs nothing other than
the allies and willing servants of the Schwarzenbergs and Clam-
Martinics. The Slavic movement was compromised in their eyes by its
alliance with the Church and the Court. How, also, could those men
who had fought on the barricades in 1848 forget that the uprising of the
German bourgeoisie had been put down by Slavic soldiers?

The mistaken position of the German Liberal Party on national
problems resulted from this misunderstanding of the democratic con-
tent of the nationality movements. Just as they did not doubt the final
victory of light over darkness, of the Enlightenment over clericalism, so
they also did not doubt the final victory of progressive Germanism over
the reactionary Slavic masses. In every concession to Slavic demands it
saw nothing other than concessions to clericalism and militarism.75

That the position of the Germans on the political problems of Austria
was determined by the force of the conditions into which history had
placed them is best shown by the development of the nationality pro-
gram of German Social Democracy in Austria. Social Democracy had
first won ground in Austria among the Germans, and for long years it was
and remained no more than a German party, with a few fellow travelers
among the intellectuals of the other nationalities. At this time when, be-
cause of the electoral system, it was scarcely possible for it to play a role
in Parliament, it could regard itself as uninvolved in the national
struggles. It could take the position that all national quarrels were noth-
ing more than an internal concern of the bourgeoisie. On the vital ques-
tions of Germanism in Austria, it took no position other than that of its
brother party in the German Empire toward the foreign policy of the
Junkers, of the National Liberals, or even of the Pan-Germans. If those
German parties that were waging the national struggle reproached it,
like the German clericals and the Christian Socialists, for harming its
own people by its behavior, well, this was thoroughly justified at the

106 � nation and state

75. Note that Marx and Engels had also fallen into the same error; quite like the Austrian-
German Liberals, they too saw reactionary doings in the national movements of the nations with-
out history and were convinced that with the unavoidable victory of democracy, Germanism
would triumph over these dying nationalities. Cf. Marx, Revolution und Kontrerevolution in

Deutschland, German translation by Kautsky, third edition (Stuttgart: 1913), pp. 61 ff.; Engels
(Mehring, loc. cit.), pp. 246 ff. Cf. in addition Bauer, “Nationalitätenfrage,” loc. cit., pp. 271 f.
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time, even though the extent of this damage was only slight precisely be-
cause of the also slight political significance of Social Democracy at the
time. The more, however, the significance of Social Democracy in
Austria grew—and it grew above all because in Austrian conditions So-
cial Democracy was the only democratic party among the Germans of
Austria—it was all the more bound to acquire the responsibility that was
incumbent on every German party in Austria in national questions. It
began to become German-nationalist; then, no more than the two older
German parties of Austria, could it get around the conditions that had
brought Germanism and democracy into contradiction in Austria. Just
as the German Liberal Party finally had to drop its democratic prin-
ciples because following them was bound to lead to harming German-
ism in Austria, just as the German Nationalist Party had done the same,
so Social Democracy too would have had to do this if history had not
forestalled it and shattered the Austrian state before this turn of events
was fully completed.

After a series of programmatic declarations of merely academic
value had been overtaken by the facts, Social Democracy at first made
a try with the program of national autonomy.76

There is no doubt that this program rests on a deeper grasp of nation-
ality problems than the Linz Program, on which, though, the flower of
German Austria at the time had also collaborated. In the decades be-
tween these two programs, much had taken place that was bound to
open the eyes of the Germans of Austria also. But there, too, they could
not escape the constraint that historical necessity had placed on them.
The program of national autonomy, even if it spoke of democracy and
self-government, was also basically nothing but what the nationality pro-
grams of the German Liberals and the German Nationalists had really
been in essence: namely, a program for saving the Austrian state of
Habsburg-Lorraine dominion over the Imperial and Royal hereditary
lands. It claimed to be much more modern that the older programs, but
it was in essence nothing else. One cannot even say that it was more
democratic than the earlier ones, for democracy is an absolute concept,
not a concept of degree.

The most important difference between the program of national au-
tonomy and the older German nationality programs is that it feels the
necessity of justifying the existence and demonstrating the necessity of
the existence of the Austrian state not only from the standpoint of the
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Dynasty and from the standpoint of the Germans but also from that of
the other nationalities. And it does not content itself, moreover, with
those showy phrases that were usual among the so-called black-and-
yellow writers, as, for example, with a reference to the maxim of Palacký
that one would have had to invent Austria if it had not already existed.
But this argument, which was worked out particularly by Renner, is to-
tally untenable. It starts with the idea that maintaining the Austro-
Hungarian customs territory as a distinct economic territory is in the
interest of all the peoples of Austria and that each one, therefore, has an
interest in creating an order that maintains the viability of the state. That
this argument is not correct has already been shown; when one has rec-
ognized the faultiness of the program of national autonomy, then one
sees immediately that it contains nothing but an attempt to find a way
out of the nationality struggles without destroying the Habsburg state.
Not quite unjustifiably, therefore, the Social Democrats have occasion-
ally been called Imperial and Royal Social Democrats; they did appear
as the only pro-state party in Austria, especially at those moments of the
kaleidoscopically changing party constellation in Austria when the Ger-
man Nationalists temporarily set aside their Austrian sentiment and
behaved irredentistically.

The collapse of Austria saved Social Democracy from going too far
in this direction. In the first years of the World War, Renner, in partic-
ular, did everything in this respect that was at all possible with his doc-
trines that opponents called social imperialism. That the majority of
his party did not unconditionally follow him on this path was not a
merit of its own but rather the consequence of growing dissatisfaction
with a policy that was imposing the most extreme bloody sacrifices on
the population and condemning it to hunger and misery.

The German and German-Austrian Social Democrats could rep-
resent themselves as democratic because they were opposition parties
without responsibility as long as the German people could not fully ac-
cept democratic principles, fearing that their application would harm
the Germans in the polyglot territories of the East. With the outbreak
of the World War, when a part, perhaps the largest part, of the respon-
sibility for the fate of the German people fell to them, too, they also
took the path taken before them by the other democratic parties in
Germany and Austria. With Scheidemann in the Reich and with Ren-
ner in Austria they made the change that was bound to take them away
from democracy. That Social Democracy did not proceed further on
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this path, that it did not become a new guard of the authoritarian state
which, with regard to democracy, would scarcely have been different
from the National Liberals in the Reich and the German Nationalists
in Austria—that was due to the sudden change in conditions.

Now, with defeat in the World War and its consequences for the po-
sition of German-speaking people in the territories with mixed popu-
lation, the circumstances have been removed that previously forced all
German parties away from democracy. The German people can today
seek salvation only in democracy, in the right of self-determination
both of individuals and of nations.77
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77. The same causes that held the German people back from democracy were at work in Russia,
Poland, and Hungary also. One will have to draw them into the explanation if one wants to un-
derstand the development of the Russian Constitutional Democrats or of the Polish club in the
Austrian Imperial Council or of the Hungarian party of 1848.
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War and the Economy

1 The Economic Position of the Central Powers in the War

The economic aspects of the World War are unique in history in kind
and in degree; nothing similar ever existed before nor ever will exist
again. This combination of developments was in general conditioned
both by the contemporary stage of development of the division of labor
and state of war technique, but in particular by both the grouping of
the belligerent powers and the particular features of their territories 
as far as geography and technique of production were concerned. Only
the conjunction of a large number of preconditions could lead to 
the situation that was quite unsuitably summarized in Germany and
Austria under the catchword “war economy.” No opinion need be ex-
pressed whether this war will be the last one or whether still others will
follow. But a war which puts one side in an economic position similar
to that in which the Central Powers found themselves in this war will
never be waged again. The reason is not only that the configuration of
economic history of 1914 cannot return but also that no people can ever
again experience the political and psychological preconditions that
made a war of several years’ duration under such circumstances still
seem promising to the German people.

The economic side of the World War can scarcely be worse misun-
derstood than in saying that in any case “the understanding of most of
these phenomena will not be furthered by a good knowledge of the
conditions of the peacetime economies of 1913 but rather by adducing
those of the peacetime economies of the fourteenth to eighteenth cen-
turies or the war economy of Napoleonic times.” 1 We can best see how

1. Cf. Otto Neurath, “Aufgabe, Methode und Leistungsfähigkeit der Kriegswirtschaftslehre,”
Archiv für Sozialwissenschaft und Sozialpolitik, vol. 44, 1917/1918, p. 765; cf., on the contrary, the dis-
cussion of Eulenburg, “Die wissenschaftliche Behandlung der Kriegswirtschaft,” ibid., pp. 775– 85.
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much such an interpretation focuses on superficialities and how little
it enables us to grasp the essence of the phenomena if we imagine, say,
that the World War had been waged ceteris paribus at the stage of the
international division of labor reached one hundred years before. It
could not have become a war of starving out then; yet that was precisely
its essence. Another grouping of the belligerent powers would also have
resulted in quite a different picture.

The economic aspects of the World War can only be understood if
one first keeps in view their dependence on the contemporary devel-
opment of world economic relations of the individual national econo-
mies, in the first place of Germany’s and Austria-Hungary’s and then of
England’s also.

Economic history is the development of the division of labor. It starts
with the self-contained household economy of the family, which is self-
sufficient, which itself produces everything that it uses or consumes.
The individual households are not economically differentiated. Each
one serves only itself. No economic contact, no exchange of economic
goods, occurs.

Recognition that work performed under the division of labor is more
productive than work performed without the division of labor puts an
end to the isolation of the individual economies. The trade principle, ex-
change, links the individual proprietors together. From a concern of in-
dividuals, the economy becomes a social matter. The division of labor
advances step by step. First limited to only a narrow sphere, it extends it-
self more and more. The age of liberalism brought the greatest advances
of this sort. In the first half of the nineteenth century the largest part of
the population of the European countryside, in general, still lived in
economic self-sufficiency. The peasant consumed only foodstuffs that
he himself had grown; he wore clothes of wool or linen for which he him-
self had produced the raw material, which was then spun, woven, and
sewn in his household. He had built a house and farm buildings and
maintained them himself, perhaps with the help of neighbors, whom
he repaid with similar services. In the out-of-the-way valleys of the
Carpathians, in Albania, and in Macedonia, cut off from the world, sim-
ilar conditions still existed at the outbreak of the World War. How little
this economic structure corresponds, however, to what exists today in the
rest of Europe is too well known to require more detailed description.

The locational development of the division of labor leads toward a
full world economy, that is, toward a situation in which each productive
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activity moves to those places that are most favorable for productivity;
and in doing so, comparisons are made with all the production possibil-
ities of the earth’s surface. Such relocations of production go on contin-
ually, as, for example, when sheep-raising declines in Central Europe
and expands in Australia or when the linen production of Europe is dis-
placed by the cotton production of America, Asia, and Africa.

No less important than the spatial division of labor is the personal
kind. It is in part conditioned by the spatial division of labor. When
branches of production are differentiated by locality, then personal dif-
ferentiation of producers must also occur. If we wear Australian wool
on our bodies and consume Siberian butter, then it is naturally not pos-
sible that the producer of the wool and of the butter are one and the
same person, as once was the case. Indeed, the personal division of la-
bor also develops independently of the spatial, as every walk through
our cities or even only through the halls of a factory teaches us.

The dependence of the conduct of war on the stage of development
of the spatial division of labor reached at the time does not in itself, even
today, make every war impossible. Individual states can find themselves
at war without their world economic relations being essentially affected
thereby. A German-French war would have been bound to lead or could
have led to an economic collapse of Germany just as little in 1914 as in
1870–71. But today it must seem utterly impossible for one or several
states cut off from world trade to wage war against an opponent enjoying
free trade with the outside world.

This development of spatial division of labor is also what makes local
uprisings appear quite hopeless from the start. As late as the year 1882,
the people around the Gulf of Kotor and the Herzegovinians could suc-
cessfully rebel against the Austrian government for weeks and months
without suffering shortages in their economic system, composed of
autarkic households. In Westphalia or Silesia, an uprising that stretched
only over so small a territory could already at that time have been sup-
pressed in a few days by blocking shipments into it. Centuries ago, cities
could wage war against the countryside; for a long time now that has no
longer been possible. The development of the spatial division of labor,
its progress toward a world economy, works more effectively for peace
than all the efforts of the pacifists. Mere recognition of the worldwide
economic linkage of material interests would have shown the German
militarists the danger, indeed impossibility, of their efforts. They were
so much caught up in their power-policy ideas, however, that they were
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never able to pronounce the peaceful term “world economy” otherwise
than in warlike lines of thought. Global policy was for them synony-
mous with war policy, naval construction, and hatred of England.2

That economic dependence on world trade must be of decisive
significance for the outcome of a campaign could naturally not also es-
cape those who had occupied themselves for decades with preparation
for war in the German Reich. If they still did not realize that Germany,
even if only because of its economic position, could not successfully
wage a great war with several great powers, well, two factors were deci-
sive for that, one political and one military. Helfferich summarized the
former in the following words: “The very position of Germany’s borders
as good as rules out the possibility of lengthy stoppage of grain imports.
We have so many neighbors—first the high seas, then Holland, Bel-
gium, France, Switzerland, Austria, Russia—that it seems quite incon-
ceivable that the many routes of grain import by water and by land
could all be blocked to us at once. The whole world would have to be
in alliance against us; however, to consider such a possibility seriously,
even for a minute, means having a boundless mistrust in our foreign
policy.” 3 Militarily, however, recalling the experiences of the European
wars of 1859, 1866, and 1870–71, people believed that they had to reckon
with a war lasting only a few months, even weeks. All German war plans
were based on the idea of success in completely defeating France
within a few weeks. Anyone who might have considered that the war
would last long enough for the English and even the Americans to ap-
pear on the European continent with armies of millions would have
been laughed down in Berlin. That the war would become a war of
emplacements was not understood at all; despite the experiences of the

2. Especially characteristic of this tendency are the speeches and essays published by Schmoller,
Sering, and Wagner under the auspices of the “Free Association for Naval Treaties” under the title
Handels- und Machtpolitik (Stuttgart: 1900), 2 volumes.
3. Cf. Helfferich, Handelspolitik (Leipzig: 1901), p. 197; similarly Dietzel, “Weltwirtschaft und
Volkswirtschaft,” Jahrbuch der Gehe-Stiftung, vol. 5 (Dresden: 1900), pp. 46 f.; Riesser, Finanzielle

Kriegsbereitschaft und Kriegsführung (Jena: 1909), pp. 73 f. Bernhardi speaks of the necessity of
taking measures to prepare ways during a German-English war “by which we can obtain the most
necessary imports of foods and raw materials and at the same time export the surplus of our in-
dustrial products at least partially” (Deutschland und der nächste Krieg [Stuttgart: 1912], pp. 179 f.).
He proposes making provisions for “a kind of commercial mobilization.” What illusions about the
political situation he thereby indulged in can best be seen from his thinking that in a fight against
England (and France allied with it), we would “not stand spiritually alone, but rather all on the
wide earthly sphere who think and feel freedom-oriented and self-confident will be united with
us” (ibid., p. 187).
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Russo-Japanese war, people believed that they could end the European
war in a short time by rapid offensive strikes.4 The military calcula-
tions of the General Staff were just as false as its economic and politi-
cal ones.

The assertion is not true, therefore, that the German Empire had ne-
glected to make the necessary economic preparations for war. It simply
had counted on a war of only short duration; for a short war, however, no
economic provisions had to be made beyond those of finance and credit
policy. Before the outbreak of the war the idea would no doubt have been
called absurd that Germany could ever be forced to fight almost the
whole rest of the world for many years in alliance only with Austria-
Hungary (or more exactly in alliance with the German-Austrians and
the Magyars, for the Slavs and Rumanians of the Monarchy stood with
their hearts—and many of them also with weapons—on the side of the
enemy), Turkey, and Bulgaria. And in any case one would have had to

4. Modern war theory started with the view that attack is the superior method of waging war. It
corresponds to the spirit of conquest-hungry militarism when Bernhardi argues for this: “Only at-
tack achieves positive results; mere defense always delivers only negative ones.” (Cf. Bernhardi,
Vom heutigen Krieg [Berlin: 1912], vol. 2, p. 223.) The argumentation for the attack theory was not
merely political, however, but was also based on military science. Attack appears as the superior
form of fighting because the attacker has free choice of the direction, of the goal, and of the place
of the operations, because he, as the active party, determines the conditions under which the fight
is carried out, in short, because he dictates to the party under attack the rules of action. Since,
however, the defense is tactically stronger in the front than the offense, the attacker must strive
to get around the flank of the defender. That was old war theory, newly proved by the victories of
Frederick II, Napoleon I, and Moltke and by the defeats of Mack, Gyulai, and Benedek. It deter-
mined the behavior of the French at the beginning of the war (Mulhouse). It was what impelled
the German army administration to embark on the march through neutral Belgium in order to hit
the French on the flank because they were unattackable in the front. His remembering the many
Austrian commanders for whom the defensive had become misfortune drove Conrad in 1914 to
open the campaign with goalless and purposeless offensives in which the flower of the Austrian
army was uselessly sacrificed. But the time of battles of the old style, which permitted getting
around the opponent’s flank, was past on the great European theaters of war, since the massiveness
of the armies and the tactics that had been reshaped by modern weapons and means of commu-
nication offered the possibility of arranging the armies in such a way that a flank attack was no
longer possible. Flanks that rest on the sea or on neutral territory cannot be gotten around. Only
frontal attack still remains, but it fails against an equally well-armed opponent. The great break-
through offensives in this war succeeded only against badly armed opponents, as especially the
Russians were in 1915 and in many respects also the Germans in 1918. Against inferior troops a
frontal attack could of course succeed even against equally good, even superior, weapons and ar-
maments of the defender (twelfth battle of the Isonzo). Otherwise, the old tactics could be applied
only in the battles of mobile warfare (Tannenberg and the Masurian Lakes in 1914 and individual
battles in Galicia). To have misunderstood this has been the tragic fate of German militarism. The
whole German policy was built on the theorem of the military superiority of attack; in war of em-
placements the policy broke down with the theorem.
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recognize, after calm reflection, that such a war neither could have been
waged nor should have been waged and that if an unspeakably bad pol-
icy had let it break out, then one should have tried to conclude peace as
quickly as possible, even at the price of great sacrifices. For, indeed, there
never could be any doubt that the end could be only a fearful defeat that
would deliver the German people defenseless to the harshest terms of its
opponents. Under such circumstances a quick peace would at least have
spared goods and blood.

That should have been recognized at once even in the first weeks of
the war and the only possible implications then drawn. From the first
days of the war—at the latest, however, after the defeats on the Marne
and in Galicia in September 1914—there was only one rational goal for
German policy: peace, even if at the price of heavy sacrifices. Let us
quite disregard the fact that until the summer of 1918 it was repeatedly
possible to obtain peace under halfway acceptable conditions, that the
Germans of Alsace, the South Tyrol, the Sudetenland, and the eastern
provinces of Prussia could probably have been protected from foreign
rule in that way; even then, if continuation of the war might have af-
forded a slightly more favorable peace, the incomparably great sacrifices
that continuation of the war required should not have been made. That
this did not happen, that the hopeless, suicidal fight was continued for
years, political considerations and grave errors in the military assess-
ment of events were primarily responsible.5 But delusions about eco-
nomic policy also contributed much.

Right at the beginning of the war a catchword turned up whose un-
fortunate consequences cannot be completely overlooked even today:
the verbal fetish “war economy.” With this term all considerations were
beaten down that could have led to a conclusion advising against con-
tinuing the war. With this one term all economic thought was put aside;
ideas carried over from the “peacetime economy” were said not to hold
for the “war economy,” which obeyed other laws. Armed with this catch-
word, a few bureaucrats and officers who had gained full power by ex-
ceptional decrees substituted “war socialism” for what state socialism
and militarism had still left of the free economy. And when the hungry
people began to grumble, they were calmed again by reference to the

5. It was an incomprehensible delusion to speak of the possibility of a victorious peace when Ger-
man failure had already been settled from the time of the battle of the Marne. But the Junker
party preferred to let the German people be entirely ruined rather than give up its rule even one
day earlier.
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“war economy.” If an English cabinet minister had voiced the watch-
word “business as usual” at the beginning of the war, which, however,
could not be continued in England as the war went on, well, people in
Germany and Austria took pride in traveling paths as new as possible.
They “organized” and did not notice that what they were doing was
organizing defeat.

The greatest economic achievement that the German people ac-
complished during the war, the conversion of industry to war needs,
was not the work of state intervention; it was the result of the free econ-
omy. If, also, what was accomplished in the Reich in this respect was
much more significant in absolute quantity than what was done in Aus-
tria, it should not be overlooked that the task which Austrian industry
had to solve was still greater in relation to its powers. Austrian industry
not only had to deliver what the war required beyond peacetime provi-
sions; it also had to catch up on what had been neglected in peacetime.
The guns with which the Austro-Hungarian field artillery went to war
were inferior; the heavy and light field howitzers and the mountain
cannons were already out of date at the time of their introduction and
scarcely satisfied the most modest demands. These guns came from
state factories; and now private industry, which in peacetime had been
excluded from supplying field and mountain guns and could supply
such material only to China and Turkey, had to produce not only the
material for expanding the artillery, but also to replace the unusable
models of the old batteries with better ones. Things were not much dif-
ferent with the clothing and shoeing of the Austro-Hungarian troops.
The so-called bluish-gray—more correctly, light blue—fabrics proved
to be unusable in the field and had to be replaced as rapidly as possible
by gray ones. Supplying the army with boots, which in peacetime had
been carried out exclusively by the market-oriented mechanized shoe
industry, had to be turned over to the management of factories which
had previously been avoided.

The great technical superiority that the armies of the Central Powers
had achieved in the spring and summer of 1915 in the eastern theater of
the war and that formed the chief basis of the victorious campaign from
Tarnów and Gorlice to deep into Volhynia was likewise the work of free
industry, as were the astonishing achievements of German and also of
Austrian labor in the delivery of war material of all kinds for the western
and the Italian theaters of war. The army administrations of Germany
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and Austro-Hungary knew very well why they did not give in to the pres-
sure for state ownership of the war-supplying enterprises. They put aside
their outspoken preference for state enterprises oriented toward power
policy and state omnipotence, which would have better suited their
worldview, because they knew quite well that the great industrial tasks to
be accomplished in this area could be accomplished only by entrepre-
neurs operating on their own responsibility and with their own re-
sources. War socialism knew very well why it had not been entrusted
with the armaments enterprises right in the first years of the war.

2 War Socialism

So-called war socialism has been regarded as sufficiently argued for and
justified with reference mostly to the emergency created by the war. In
war, the inadequate free economy supposedly cannot be allowed to ex-
ist any longer; into its place must step something more perfect, the ad-
ministered economy. Whether or not one should return after the war
to the “un-German” system of individualism was said to be another
question that could be answered in different ways.

This argumentation for war socialism is just as inadequate as it is char-
acteristic of the political thinking of a people that was hampered in every
free expression of views by the despotism of the war party. It is inadequate
because it could really be a powerful argument only if it had been estab-
lished that the organized economy is capable of yielding higher outputs
than the free economy; that, however, would first have to be proved. For
the socialists, who advocate the socialization of the means of production
anyway and want to abolish the anarchy of production thereby, a state of
war is not first required to justify socializing measures. For the opponents
of socialism, however, the reference to the war and its economic conse-
quences is also no circumstance that could recommend such measures.
For anyone of the opinion that the free economy is the superior form of
economic activity, precisely the need created by the war had to be a new
reason demanding that all obstacles standing in the way of free compe-
tition be set aside. War as such does not demand a [centrally] organized
economy, even though it may set certain limits in several directions
to the pursuit of economic interests. In the age of liberalism, even a war
of the extent of the World War (so far as such a war would have been
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thinkable at all in a liberal and therefore pacifistic age) would in no way
have furthered tendencies toward socialization.

The most usual argument for the necessity of socialist measures was
the argument about being besieged. Germany and its allies were said
to be in the position of a besieged fortress that the enemy was trying
to conquer by starving it out. Against such a danger, all measures usual
in a besieged city had to be applied. All stocks had to be regarded as a
mass under the control of a unified administration that could be drawn
on for equally meeting the needs of all, and so consumption had to be
rationed.

This line of argument starts from indisputable facts. It is clear that
starving out (in the broadest sense of the term), which in the history of
warfare had generally been used only as a tactical means, was used in this
war as a strategic means.6 But the conclusions drawn from the facts were
mistaken. Once one thought that the position of the Central Powers was
comparable to that of a besieged fortress, one would have had to draw the
only conclusions that could be drawn from the military point of view.
One would have had to remember that a besieged place, by all experi-
ence of military history, was bound to be starved out and that its fall
could be prevented only by help from outside. The program of “hanging
on” would then have made sense only if one could count on time’s work-
ing for the besieged side. Since, however, help from outside could not
be expected, one should not have shut one’s eyes to the knowledge that
the position of the Central Powers was becoming worse from day to day
and that it was therefore necessary to make peace, even if making peace
would have imposed sacrifices that did not seem justified by the tactical
position of the moment. For the opponents would still have been ready
to make concessions if they, for their part, had received something in
return for the shortening of the war.

It cannot be assumed that the German General Staff had overlooked
this. If it nevertheless clung to the slogan about “hanging on,” that
reflected not so much a misunderstanding of the military position as the
hope for a particular psychic disposition of the opponent. The Anglo-
Saxon nation of shopkeepers would get tired sooner than the peoples of
the Central Powers, who were used to war. Once the English, also, felt
the war, once they felt the satisfaction of their needs being limited, they

6. One war in which starving the opponent out was used as a strategic means was the Herero up-
rising in German Southwest Africa in 1904; in a certain sense the Civil War in North America and
the last Boer War can also count here.
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would turn out to be much more sensitive than the Central Europeans.
This grave error, this misunderstanding of the psyche of the English
people, also led to adoption first of limited and then of unlimited sub-
marine warfare. The submarine war rested on still other false calcula-
tions, on an overestimation of one’s own effectiveness and on an un-
derestimation of the opponent’s defense measures, and finally on a
complete misunderstanding of the political preconditions of waging
war and of what is permitted in war. But it is not the task of this book to
discuss these questions. Settling accounts with the forces that pushed
the German people into this suicidal adventure may be left to more
qualified persons.

But quite apart from these deficiencies, which more concern the
generally military side of the question, the theory of siege socialism also
suffers from serious defects concerning economic policy.

When Germany was compared with a besieged city, it was overlooked
that this comparison was applicable only with regard to those goods that
were not produced at home and also could not be replaced by goods
producible at home. For these goods, apart from luxury articles, the ra-
tioning of consumption was in any case indicated at the moment when,
with the tightening of the blockade and with the entry of Italy and Ru-
mania into the war, all import possibilities were cut off. Until then it
would have been better, of course, to allow full free trade, at least for the
quantities imported from abroad, in order not to reduce the incentive
to obtain them in indirect ways. It was mistaken in any case, as hap-
pened at the beginning of the war, especially in Austria, to resist price
rises of these goods by penal measures. If the traders had held the goods
back with speculative intent to achieve price increases, this would have
limited consumption effectively right at the beginning of the war. The
limitation of price increases was bound, therefore, to have downright
harmful consequences. For those goods that could in no way be pro-
duced at home and also could not be replaced by substitutes producible
at home, the state would better have set minimum rather than maxi-
mum prices to limit consumption as much as possible.

Speculation anticipates future price changes; its economic function
consists in evening out price differences between different places and
different points in time and, through the pressure which prices exert on
production and consumption, in adapting stocks and demands to each
other. If speculation began to exact higher prices at the beginning of the
war, then it did indeed temporarily bring about a rise of prices beyond
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the level that would have been established in its absence. Indeed, since
consumption would also thus be limited, the stock of goods available for
use later in the war was bound to rise and thus would have led to a mod-
eration of prices at that later time in relation to the level that was bound
to have been established in the absence of speculation. If this indispens-
able economic function of speculation was to be excluded, something
else should have immediately been put in its place, perhaps confiscation
of all stocks and state management and rationing. In no way, however,
was it suitable simply to be content with penal intervention.

When the war broke out, citizens expected a war lasting about three
to six months. The merchant arranged his speculation accordingly. If
the state had known better, it would have had the duty of intervening.
If it thought that the war would already be ended in four weeks, then it
could have intervened to keep price increases from being larger than
seemed necessary for bringing stocks into harmony with demand. For
that, too, fixing maximum prices would not have sufficed. If, however,
the state thought that the war would last far longer than civilians
thought, then it should have intervened, either by fixing minimum
prices or by purchase of goods for the purpose of state stockpiling. 
For there was a danger that speculative traders, not familiar with the 
secret intentions and plans of the General Staff, would not immedi-
ately drive up prices to the extent necessary to assure the distribution of
the small stocks on hand over the entire duration of the war. That
would have been a case in which the intervention of the state in prices
would have been thoroughly necessary and justified. That that did not
happen is easy to explain. The military and political authorities were
informed least of all about the prospective duration of the war. For that
reason all their preparations failed, military as well as political and eco-
nomic ones.

With regard to all those goods that even despite the war could be pro-
duced in territory of the Central Powers free of the enemy, the siege ar-
gument was already totally inapplicable. It was dilettantism of the worst
sort to set maximum prices for these goods. Production could have
been stimulated only by high prices; the limitation of price increases
throttled it. It is hardly astonishing that state compulsion for cultivation
and production failed.

It will be the task of economic history to describe in detail the stu-
pidities of the economic policy of the Central Powers during the war.
At one time, for example, the word was given to reduce the livestock by
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increased slaughtering because of a shortage of fodder; then prohibi-
tions of slaughtering were issued and measures taken to promote the
raising of livestock. Similar planlessness reigned in all sectors. Mea-
sures and countermeasures crossed each other until the whole struc-
ture of economic activity was in ruins.

The most harmful effect of the policy of siege socialism was the cut-
ting off of districts with surpluses of agricultural production from terri-
tories in which consumption exceeded production. It is easy to under-
stand why the Czech district leaders in the Sudetenland, whose hearts
were on the side of the Entente, sought as much as possible to limit the
export of foodstuffs out of the districts under their leadership to the
German parts of Austria and, above all, to Vienna. It is less under-
standable that the Vienna government put up with this and that it also
put up with its imitation by the German districts and also with the fact
that Hungary shut itself off from Austria, so that famine was already pre-
vailing in Vienna while abundant stocks were still on hand in the coun-
tryside and in Hungary. Quite incomprehensible, however, is the fact
that the same policy of regional segmentation took hold in the German
Reich also and that the agrarian districts there were permitted to cut
themselves off from the industrial ones. That the population of the big
cities did not rebel against this policy can be explained only by its be-
ing caught up in statist conceptions of economic life, by its blind belief
in the omnipotence of official intervention, and by its decades-long 
ingrained mistrust of all freedom.

While statism sought to avoid the inevitable collapse, it only has-
tened it.

3 Autarky and Stockpiling

The clearer it had to become in the course of the war that the Central
Powers were bound to be finally defeated in the war of starving out, the
more energetically were references made from various sides to the ne-
cessity of preparing better for the next war. The economy would have
to be reshaped in such a way that Germany would be capable of with-
standing even a war of several years. It would have to be able to produce
inside the country everything required for feeding its population and
for equipping and arming its armies and fleets in order to be no longer
dependent on foreign countries in this respect.
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No long discussions are needed to show that this program cannot be
carried out. It cannot be carried out because the German Reich is too
densely populated for all foodstuffs needed by its population to be pro-
duced at home without use of foreign raw materials and because a
number of raw materials needed for production of modern war mate-
rial just do not exist in Germany. The theorists of the war economy
commit a fallacy when they try to prove the possibility of an autarkic
German economy by reference to the usability of substitute materials.
One supposedly must not always use foreign products; there are do-
mestic products scarcely inferior to foreign ones in quality and cheap-
ness. For the German spirit, which has already famously distinguished
itself in applied science, a great task arises here which it will solve
splendidly. The efforts previously made in this field have led to favor-
able results. We are said already to be richer now than we were before,
since we have learned how to exploit better than before materials that
earlier were neglected or were used for less important purposes or not
fully used.

The error in this line of thinking is obvious. It may well be true that
applied science is far from yet having spoken the last word, that we may
still count on improvements in technology that will be no less signifi-
cant than the invention of the steam engine and of the electric motor.
And it may happen that one or the other of these inventions will find the
most favorable preconditions for its application precisely on German
soil, that it will perhaps consist precisely in making useful a material that
is abundantly available in Germany. But then the significance of this in-
vention would lie precisely in shifting the locational circumstances of a
branch of production, in making the productive conditions of a country
that were previously to be regarded as less favorable more favorable un-
der the given circumstances. Such shifts have often occurred in history
and will occur again and again. We will hope that they occur in the fu-
ture in such a way that Germany will become, to a higher degree than
at present, a country of more favorable conditions of production. If that
should happen, then many burdens will be lifted from the German
people.

Yet these changes in the relative pattern of conditions of production
must be sharply distinguished from introducing the use of substitute
materials and producing goods under worse conditions of production.
One can of course use linen instead of cotton and wooden soles instead
of leather soles. However, in the former case one has replaced a cheaper
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by a dearer material, that is, by one in whose production more costs
must be incurred, and in the latter case a better by a less usable mate-
rial. That means, however, that the meeting of needs becomes worse.
That we use paper sacks instead of jute sacks and iron tires on vehicles
instead of rubber tires, that we drink “war” coffee instead of real coffee,
shows that we become poorer, not richer. And if we now carefully put
to use garbage that we had earlier thrown away, then this makes us
richer just as little as if we obtained copper by melting works of art.7 To
be sure, living well is not the highest good; and there may be reasons for
peoples as well as individuals to prefer a life of poverty to a life of lux-
ury. But then let that be said openly without taking refuge in artificial
theorems that try to make black out of white and white out of black;
then let no one seek to obscure the clear case by allegedly economic
arguments.8

It should not be disputed that war needs can beget and, in fact, have
begotten many useful inventions. How much they represent a lasting
enrichment of the German economy can be known only later.

Only those proponents of the idea of autarky who subordinate all
other goals to the military one are thinking consistently. He who sees all
values as realized only in the state and thinks of the state above all as a
military organization always ready for war must demand of the eco-
nomic policy of the future that it strive, pushing all other considerations
aside, to organize the domestic economy for self-sufficiency in case of
war. Regardless of the higher costs that thereby arise, production must
be guided into the channels designated as most suitable by the eco-
nomic general staff. If the standard of living of the population thereby
suffers, well, in view of the high objective to be attained, that does not
count at all. Not the standard of living is the greatest happiness of people,
but fulfillment of duty.

But there is a grave error in this line of thinking also. Admittedly it
is possible, if one disregards costs, to produce within the country every-
thing necessary for waging war. But in war it is important not only that
weapons and war material just be on hand but also that they be available

7. Cf. Dietzel, Die Nationalisierung der Kriegsmilliarden (Tübingen: 1919), pp. 31 ff.
8. Not only economists have been active in this direction; still more has been done by techni-
cians, but most by physicians. Biologists who, before the war, declared the nutrition of the Ger-
man industrial worker to be inadequate suddenly discovered during the war that food poor in pro-
tein is especially wholesome, that fat consumption in excess of the quantity permitted by the
authorities is damaging to health, and that a limitation of the consumption of carbohydrates has
little significance.
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in sufficient quantity and in best quality. A people that must produce
them under more unfavorable conditions of production, that is, with
higher costs, will go into the field worse provisioned, equipped, and
armed than its opponents. Of course, the inferiority of material supplies
can to a certain extent be offset by the personal excellence of the com-
batants. But we have learned anew in this war that there is a limit be-
yond which all bravery and all sacrifice are of no use.

From recognition that efforts for autarky could not be carried through,
there arose the plan for a future state stockpiling system. In preparation
for the possible return of a war of starvation, the state must build up
stockpiles of all important raw materials that cannot be produced at
home. In that connection a large stock of grain was also thought of, and
even stocks of fodder.9

From the economic standpoint, the realization of these proposals
does not seem inconceivable. From the political standpoint, though, it
is quite hopeless. It is scarcely to be assumed that other nations would
calmly look on at the piling up of such war stocks in Germany and not,
for their part, resort to countermeasures. To foil the whole plan, they
indeed need only watch over the exports of the materials in question
and each time permit the export only of such quantities as do not ex-
ceed the current demand.

What has quite incorrectly been called war economy is the eco-
nomic preconditions for waging war. All waging of war is dependent on
the state of the division of labor reached at the time. Autarkic econo-
mies can go to war against each other; the individual parts of a labor
and trade community can do so, however, only insofar as they are in a
position to go back to autarky. For that reason, with the progress of the
division of labor we see the number of wars and battles diminishing
ever more and more. The spirit of industrialism, which is indefatigably
active in the development of trade relations, undermines the warlike
spirit. The great steps forward that the world economy made in the age
of liberalism considerably narrowed the scope remaining for military
actions. When those strata of the German people who had the deepest
insight into the world economic interdependence of the individual 
national economies doubted whether it was still at all possible that a
war could develop and, if that should happen at all, expected at most a

9. Cf. Hermann Levy, Vorratswirtschaft und Volkswirtschaft (Berlin: Verlag von Julius Springer),
1915, pp. 9 ff.; Naumann, Mitteleuropa, pp. 149 f; Diehl, Deutschland als geschlossener Han-

delsstaat im Weltkrieg (Stuttgart: 1916), pp. 28 f.

02-L3768  5/26/06  9:05 AM  Page 124



war that would end quickly, they thereby showed better understanding
of the realities of life than those who indulged in the delusion that even
in the age of world trade one could practice the political and military
principles of the Thirty Years’ War.

When one examines the catchword about war economy for its con-
tent, it turns out that it contains nothing other than the demand to turn
economic development back to a stage more favorable for waging war
than the 1914 stage was. It is a question only of how far one should go in
doing that. Should one go back only as far as to make warfare between
great states possible, or should one try to make warfare possible between
individual parts of a country and between city and countryside also?
Should only Germany be put in a position to wage war against the entire
remaining world, or should it also be made possible for Berlin to wage
war against the rest of Germany?

Whoever on ethical grounds wants to maintain war permanently for
its own sake as a feature of relations among peoples must clearly real-
ize that this can happen only at the cost of the general welfare, since
the economic development of the world would have to be turned back
at least to the state of the year 1830 to realize this martial ideal even only
to some extent.

4 The Economy’s War Costs and the Inflation

The losses that the national economy suffers from war, apart from the
disadvantages that exclusion from world trade entails, consist of the de-
struction of goods by military actions, the consumption of war materiel
of all kinds, and the loss of productive labor that the persons drawn into
military service would have rendered in their civilian activities. Further
losses from loss of labor occur insofar as the number of workers is last-
ingly reduced by the number of the fallen and as the survivors become
less fit in consequence of injuries suffered, hardships undergone, ill-
nesses suffered, and worsened nutrition. These losses are only to the
slightest degree offset by the fact that the war works as a dynamic factor
and spurs the population to improve the technique of production. Even
the increase in the number of workers that has taken place in the war
by drawing on the otherwise unused labor of women and children and
by extension of hours of work, as well as the saving achieved by limita-
tion of consumption, still does not counterbalance them, so that the
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economy finally comes out of the war with a considerable loss of wealth.
Economically considered, war and revolution are always bad business,
unless such an improvement of the production process of the national
economy results from them that the additional amount of goods pro-
duced after the war can compensate for the losses of the war. The so-
cialist who is convinced that the socialist order of society will multiply
the productivity of the economy may think little of the sacrifices that the
social revolution will cost.

But even a war that is disadvantageous for the world economy can
enrich individual nations or states. If the victorious state is able to lay
such burdens on the vanquished that not only all of its war costs are
thereby covered but a surplus is acquired also, then the war has been
advantageous for it. The militaristic idea rests on the belief that such
war gains are possible and can be lastingly held. A people who believes
that it can gain its bread more easily by waging war than by work can
hardly be convinced that it is more pleasing to God to suffer injustice
than to commit injustice. The theory of militarism can be refuted; if,
however, one cannot refute it, one cannot, by appeal to ethical factors,
persuade the stronger party to forgo the use of its power.

The pacifistic line of argument goes too far if it simply denies that a
people can gain by war. Criticism of militarism must begin by raising
the question whether the victor can then definitely count on always re-
maining the stronger or whether he must not fear being displaced by still
stronger parties. The militaristic argumentation can defend itself from
objections raised against it from this point of view only if it starts with
the assumption of unchangeable race characters. The members of the
higher race, who behave according to pacifistic principles among them-
selves, hold firmly together against the lower races that they are striving
to subjugate and thus assure themselves eternal predominance. But the
possibility that differences will arise among the members of the higher
races, leading part of their members to join with the lower races in battle
against the remaining members of the higher ones, itself shows the dan-
ger of the militaristic state of affairs for all parties. If one entirely drops
the assumption of the constancy of race characters and considers it con-
ceivable that the race that had been stronger before will be surpassed by
one that had been weaker, then it is evident that each party must con-
sider that it could be faced with new battles in which it too could be
defeated. Under these assumptions, the militaristic theory cannot be
maintained. There no longer is any sure war gain, and the militaristic
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state of affairs appears as a situation of constant battles, at least, which
shatter welfare so badly that finally even the victor obtains less than he
would have harvested in the pacifistic situation.

In any case, not too much economic insight is needed to recognize
that a war means at least direct destruction of goods, and misery. It was
clear to everyone that the very outbreak of the war had to bring harm-
ful interruptions in business life on the whole, and in Germany and
Austria at the beginning of August 1914 people faced the future with
fear. Astonishingly, however, things seemed to work otherwise. Instead
of the expected crisis came a period of good business; instead of de-
cline, boom. People found that war was prosperity; businessmen who,
before the war, were thoroughly peace-minded and were always re-
proached by the friends of war for the anxiety that they were always
showing at every flare-up of war rumors now began to reconcile them-
selves to the war. All at once there were no longer any unsalable prod-
ucts; enterprises that for years had run only at a loss yielded rich profits.
Unemployment, which had assumed a menacing extent in the first
days and weeks of the war, disappeared completely, and wages rose.
The entire economy presented the picture of a gratifying boom. Soon
writers appeared who sought to explain the causes of this boom.10

Every unprejudiced person can naturally have no doubt that war can
really cause no economic boom, at least not directly, since an increase
in wealth never does result from destruction of goods. It would scarcely
have been too difficult to understand that war does bring good sales op-
portunities for all producers of weapons, munitions, and army equip-
ment of every kind but that what these sellers gain is offset on the other
hand by losses of other branches of production and that the real war
losses of the economy are not affected thereby. War prosperity is like
the prosperity that an earthquake or a plague brings. The earthquake
means good business for construction workers, and cholera improves

10. The majority of authors, in conformity with the intellectual tendency of statism, did not oc-
cupy themselves with the explanation of the causes of the good course of business but rather dis-
cussed the question whether the war “should be allowed to bring prosperity.” Among those who
sought to give an explanation of the economic boom in war should be mentioned above all Neu-
rath (“Die Kriegswirtschaft,” reprint from the Jahresbericht der Neuen Wiener Handelsakademie,

V [16], 1910, pp. 10 ff.), since he—following in the steps of Carey, List, and Henry George—had
already before the war, in this as in other questions of “war economy,” adopted the standpoint that
gained broad diffusion in Germany during the war. The most naive representative of this view that
war creates wealth is Steinmann-Bucher, Deutschlands Volksvermögen im Krieg, second edition
(Stuttgart: 1916), pp. 40, 85 ff.
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the business of physicians, pharmacists, and undertakers; but no one
has for those reasons yet sought to celebrate earthquakes and cholera as
stimulators of the productive forces in the general interest.

Starting with the observation that war furthers the business of the 
armament industry, many writers have sought to trace war to the
machinations of those interested in war industry. This view appears to
find superficial support in the behavior of the armament industry and
of heavy industry in general. The most energetic advocates of the im-
perialistic policy were admittedly found in Germany not in the circles
of industry but in those of the intellectual occupations, above all of
officials and teachers. The financial means for war propaganda were
provided before and during the war, however, by the armament indus-
try. The armament industry created militarism and imperialism, how-
ever, just as little as, say, the distilleries created alcoholism or publish-
ing houses trashy literature. The supply of weapons did not call forth
the demand, but rather the other way around. The leaders of the ar-
mament industry are not themselves bloodthirsty; they would just as
gladly earn money by producing other commodities. They produce
cannons and guns because demand for them exists; they would just as
gladly produce peacetime articles if they could do a better business
with them.11

Recognition of this connection of things would have been bound to
become widespread soon, and people would have quickly recognized
that the war boom was to the advantage of only a small part of the pop-
ulation but that the economy as a whole was becoming poorer day by
day, if inflation had not drawn a veil around all these facts, a veil im-
penetrable to a way of thinking that statism had made unaccustomed
to every economic consideration.

To grasp the significance of inflation, it helps to imagine it and all of
its consequences taken out of the picture of the war economy. Let us
imagine that the state had forsworn that aid for its finances that it resorted

11. It is a mania of the statists to suspect the machinations of “special interests” in all that does not
please them. Thus, Italy’s entry into the war was traced to the work of propaganda paid for by En-
gland and France. Annunzio is said to have been bribed, and so on. Will one perhaps assert that
Leopardi and Giusti, Silvio Pellico and Garibaldi, Mazzini and Cavour had also sold themselves?
Yet their spirit influenced the position of Italy in this war more than the activity of any contem-
porary. The failures of German foreign policy are in large part to be traced to this way of think-
ing, which makes it impossible to grasp the realities of the world.
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to by issuing paper money of every kind. It is clear that the issue of
notes—if we disregard the relatively insignificant quantities of goods ob-
tained from neutral foreign countries as a counterpart of gold withdrawn
from circulation and exported—in no way increased the material and
human means of waging war. By the issue of paper money not one can-
non, not one grenade more was produced than could have been pro-
duced even without putting the printing press into operation. After all,
war is waged not with “money” but with the goods that are acquired for
money. For the production of war goods, it was a matter of indifference
whether the quantity of money with which they were bought was greater
or smaller.

The war considerably increased the demand for money. Many eco-
nomic units were impelled to enlarge their cash balances, since the
greater use of cash payments in place of the granting of long-term credit
(which had been usual earlier), the worsening of trading arrangements,
and growing insecurity had changed the entire structure of the payments
system. The many military offices that were newly established during
the war or whose range of activity was broadened, together with the ex-
tension of the monetary circulation of the Central Powers into the oc-
cupied territories, contributed to enlarging of the economy’s demand for
money. This rise in the demand for money created a tendency toward a
rise in its value, that is to say, toward an increase in the purchasing power
of the money unit, which worked against the opposite tendency un-
leashed by the increased issue of banknotes.

If the volume of note issue had not gone beyond what business could
have absorbed in view of the war-induced increase in the demand for
money, merely checking any increase in the value of money, then not
many words would have to be spent on it. In fact, though, the banknote
expansion was far greater. The longer war continued, the more actively
was the printing press put into the service of the financial administra-
tion. The consequences occurred that the quantity theory describes.
The prices of all goods and services, and with them the prices of for-
eign bills of exchange, went up.

The sinking of the value of money favored all debtors and harmed
all creditors. That, however, does not exhaust the social symptoms of
change in the value of money. The price rise caused by an increase in
the quantity of money does not appear at one stroke in the entire econ-
omy and for all goods, for the additional quantity of money distributes
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itself only gradually. At first it flows to particular establishments and
particular branches of production and therefore first increases only the
demands for particular goods, not for all; only later do other goods also
rise in price. “During the issue of notes,” say Auspitz and Lieben, “the
additional means of circulation will be concentrated in the hands of 
a small fraction of the population, e.g., of the suppliers and producers
of war materials. Consequently, these persons’ demands for various 
articles will increase; and thus the prices and also the sales of the latter
will rise, notably, however, also those of luxury articles. The situation
of the producers of all these articles thereby improves; their demands
for other goods will also increase; the rise of prices and sales will there-
fore progress even further and spread to an ever larger number of ar-
ticles, and finally to all.” 12

If the decline in the value of money were to pervade the entire econ-
omy at one stroke and be registered against all goods to the same extent,
then it would cause no redistribution of income and wealth. For in this
respect there can only be a question of redistribution. The national
economy as such gains nothing from it, and what the individual gains
others must lose. Those who bring to market the goods and services
whose prices are caught up first in the upward price movement are in
the favorable position of already being able to sell at higher prices while
still able to buy the goods and services that they want to acquire at the
older, lower prices. On the other hand, again, those who sell goods and
services that rise in price only later must already buy at higher prices
while they themselves, in selling, are able to obtain only the older,
lower prices. As long as the process of change in the value of money is
still under way, such gains of some and losses of others will keep oc-
curring. When the process has finally come to an end, then these gains
and losses do also cease, but the gains and losses of the interim are not
made up for again. The war suppliers in the broadest sense of the word
(also including workers in war industries and military personnel who
received increased war incomes) have therefore gained not only from
enjoying good business in the ordinary sense of the word but also from
the fact that the additional quantity of money flowed first to them. The
price rise of the goods and services that they brought to market was a
double one: it was caused first by the increased demand for their labor,
but then, too, by the increased supply of money.

12. Cf. Auspitz and Lieben, Untersuchungen über die Theorie des Preises (Leipzig: 1889), pp. 64 f.
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That is the essence of so-called war prosperity; it enriches some by
what it takes from others. It is not rising wealth but a shifting of wealth
and income.13

The wealth of Germany and of German-Austria was above all an
abundance of capital. One may estimate the riches of the soil and the
natural resources of our country ever so high; yet one must still admit
that there are other countries that are more richly endowed by nature,
whose soil is more fruitful, whose mines are more productive, whose wa-
ter power is stronger, and whose territories are more easily accessible be-
cause of location relative to the sea, mountain ranges, and river courses.
The advantages of the German national economy rest not on the natu-
ral factor but on the human factor of production and on a historically
given head start. These advantages showed themselves in the relatively
great accumulation of capital, mainly in the improvement of lands used
for agriculture and forestry and in the abundant stock of produced
means of production of all kinds, of streets, railroads, and other means of
transportation, of buildings and their equipment, of machines and tools,
and, finally, of already produced raw materials and semifinished goods.
This capital had been accumulated by the German people through long
work; it was the tool that German industrial workers used for their work
and from whose application they lived. From year to year this stock was
increased by thrift.

The natural forces dormant in the soil are not destroyed by appropri-
ate use in the process of production; in this sense they form an eternal
factor of production. The amounts of raw materials amassed in the
ground represent only a limited stock that man consumes bit by bit
without being able to replace it in any way. Capital goods also have no
eternal existence; as produced means of production, as semifinished
goods, which they represent in a broader sense of the term, they are
transformed little by little in the production process into consumption
goods. With some, with so-called circulating capital, this takes place
more quickly; with others, with so-called fixed capital, more slowly. But
the latter also is consumed in production. Machines and tools also have

13. Cf. Mises, Theorie des Geldes und der Umlaufsmittel (Munich: 1912), pp. 222 ff.; second edi-
tion translated by H. E. Batson as The Theory of Money and Credit (Indianapolis: Liberty Fund,
1981), pp. 251 ff. A clear description of conditions in Austria during the Napoleonic Wars is found
in Grünberg, Studien zur österreichischen Agrargeschichte (Leipzig: 1901), pp. 121 ff.; also Broda,
“Zur Frage der Konjunktur im und nach dem Kriege,” Archiv für Sozialwissenschaft, vol. 45, pp.
40 ff.; also Rosenberg, Valutafragen (Vienna: 1917), pp. 14 ff.
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no eternal existence; sooner or later they become worn out and un-
usable. Not only the increase but even the mere maintenance of the
capital stock therefore presupposes a continual renewal of capital goods.
Raw materials and semifinished goods which, changed into goods ready
for use, are conveyed to consumption must be replaced by others;
and machines and tools of all kinds worn out in the production process
must be replaced by others to the extent that they wear out. Performing
this task presupposes making a clear assessment of the extent of the wear-
ing out and using up of productive goods. With means of production
that always are to be replaced only with others of the same kind, this
is not difficult. The road system of a country can be maintained by try-
ing to hold the condition of the individual sections technically the same
by ceaseless maintenance work, and it can be extended by repeatedly
adding new roads or enlarging the existing ones. In a static society
in which no changes in the economy take place, this method would
be applicable to all means of production. In an economy subject to
change, this simple method does not suffice for most means of pro-
duction, for the used-up and worn-out means of production are re-
placed not by ones of the same kind but by others. Worn-out tools are
replaced not by ones of the same kind but by better ones, if indeed the
whole orientation of production is not changed and the replacement
of capital goods consumed in a shrinking branch of production does
not take place by installation of new capital goods in other branches of
production that are being expanded or newly established. Calculation
in physical units, which suffices for the primitive conditions of a sta-
tionary economy, must therefore be replaced by calculation of value in
money.

Individual capital goods disappear in the production process. Capital
as such, however, is maintained and expanded. That is not a natural
necessity independent of the will of economizing persons, however, but
rather the result of deliberate activity that arranges production and con-
sumption so as at least to maintain the sum of value of capital and that
allots to consumption only surpluses earned in addition. The precondi-
tion for that is the calculation of value, whose auxiliary means is ac-
counting. The economic task of accounting is to test the success of pro-
duction. It has to determine whether capital was increased, maintained,
or diminished. The economic plan and the distribution of goods be-
tween production and consumption is then based on the results that it
achieves.

132 � war and the economy
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Accounting is not perfect. The exactness of its numbers, which
strongly impresses the uninitiated, is only apparent. The evaluation of
goods and claims that it must work with is always based on estimates
resting on the interpretation of more or less uncertain elements. Inso-
far as this uncertainty stems from the side of goods, commercial prac-
tice, approved by the norms of commercial legislation, tries to avoid it
by proceeding as cautiously as possible; that is, it requires a low evalu-
ation of assets and a high evaluation of liabilities. But the deficien-
cies of accounting also stem from the fact that evaluations are uncer-
tain from the side of money, since the value of money is also subject 
to change. So far as commodity money, so-called full-value metallic
money, is concerned, real life pays no regard to these deficiencies.
Commercial practice, as well as the law, has fully adopted the naıive
business view that money is stable in value, that is, that the existing ex-
change relation between money and goods is subject to no change
from the side of money.14 Accounting assumes money to be stable in
value. Only the fluctuations of credit and token-money currencies, so-
called paper currencies, against commodity money were taken ac-
count of by commercial practice by setting up corresponding reserves
and by write-offs. Unfortunately, German statist economics has paved
the way for a change of perception on this point also. In nominalistic
money theory, by extending the idea of the stability of value of metal
money to all money as such, it created the preconditions for the calami-
tous effects of decline in the value of money that we now have to 
describe.

Entrepreneurs did not pay attention to the fact that the decline in
the value of money now made all items in balance sheets become in-
accurate. In drawing up balance sheets, they neglected to take account
of the change in the value of money that had occurred since the last
balance sheet. Thus it could happen that they regularly added a part of
the original capital to the net revenue of the year, regarded it as profit,
paid it out, and consumed it. The error which (in the balance sheet of
a corporation) was made by not taking account of the depreciation of
money on the liability side was only partly made up for by the fact that
on the asset side also the components of wealth were not reported at a
higher value. For this disregard of the rise in nominal value did not 

14. On this, cf. Mises, Theorie des Geldes und der Umlaufsmittel, pp. 237 ff. (English translation,
pp. 268 ff.).
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apply to circulating capital also, since for inventories that were sold, the
higher valuation did appear; it was precisely this that constituted the
inflationary extra profit of enterprises. The disregard of the deprecia-
tion of money on the asset side remained limited to fixed investment
capital and had as a consequence that in calculating depreciation,
people used the smaller original amounts that corresponded to the old
value of money. That enterprises often set up special reserves to pre-
pare for reconversion to the peacetime economy could not, as a rule,
make up for this.

The German economy entered the war with an abundant stock of raw
materials and semifinished goods of all kinds. In peacetime, whatever of
these stocks was devoted to use or consumption was regularly replaced.
During the war the stocks were consumed without being able to be re-
placed. They disappeared out of the economy; the national wealth was
reduced by their value. This could be obscured by the fact that in the
wealth of the trader or producer, money claims appeared in their
place—as a rule, war-loan claims. The businessman thought that he was
as rich as before; generally he had sold the goods at better prices than he
had hoped for in peacetime and now believed that he had become
richer. At first he did not notice that his claims were being ever more de-
valued through the sinking of the value of money. The foreign securities
that he possessed rose in price as expressed in marks or crowns. This too
he counted as a gain.15 If he wholly or partially consumed these appar-
ent profits, then he diminished his capital without noticing it.16

The inflation thus drew a veil over capital consumption. The indi-
vidual believed that he had become richer or had at least not lost, while
in truth his wealth was dwindling. The state taxed these losses of indi-
vidual economic units as “war profits” and spent the amounts collected
for unproductive purposes. The public did not become tired, however,
of concerning itself about the large war profits, which, in good part,
were no profits at all.

15. The nominalists and chartalists among monetary theorists naturally agreed with this layman’s
view: that upon the sale of foreign securities, the increased nominal value received because of the
decline of the currency represented a profit; cf. Bendixen, Währungspolitik und Geldtheorie im

Lichte des Weltkrieges (Munich: 1916), p. 37. That is probably the lowest level to which monetary
theory could sink.
16. It naturally would not have been possible to take account of these changes in accounting serv-
ing official purposes; this accounting had to be carried out in the legal currency. It would indeed
have been possible, though, to base economic calculation on the recalculation of balance sheets
and of profit-and-loss calculation in gold money.
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All fell into ecstasy. Whoever took in more money than earlier—and
that was true of most entrepreneurs and wage earners and, finally, with
the further progress of the depreciation of money, of all persons ex-
cept capitalists receiving fixed incomes—was happy about his apparent
profits. While the entire economy was consuming its capital and while
even stocks of goods ready for consumption held in individual house-
holds were dwindling, all were happy about prosperity. And to cap it 
all, economists began to undertake profound investigations into its
causes.

Rational economy first became possible when mankind became ac-
customed to the use of money, for economic calculation cannot dis-
pense with reducing all values to one common denominator. In all
great wars monetary calculation was disrupted by inflation. Earlier it
was the debasement of coin; today it is paper-money inflation. The eco-
nomic behavior of the belligerents was thereby led astray; the true con-
sequences of the war were removed from their view. One can say with-
out exaggeration that inflation is an indispensable intellectual means
of militarism. Without it, the repercussions of war on welfare would 
become obvious much more quickly and penetratingly; war-weariness
would set in much earlier.

Today is too soon to survey the entire extent of the material damage
that the war has brought to the German people. Such an attempt is
bound in advance to start from the conditions of the economy before
the war. Even for that reason alone it must remain incomplete. For the
dynamic effects of the World War on the economic life of the world
cannot thus be considered at all, since we lack all possibility of survey-
ing the entire magnitude of the loss that the disorganization of the lib-
eral economic order, the so-called capitalistic system of national econ-
omy, entails. Nowhere do opinions diverge so much as on this point.
While some express the view that the destruction of the capitalistic ap-
paratus of production opens the way for an undreamed-of development
of civilization, others fear from it a relapse into barbarism.

But even if we disregard all that, we should, in judging the economic
consequences of the World War for the German people, in no way limit
ourselves to taking account only of war damages and war losses that have
already actually appeared. These losses of wealth, which in and for
themselves are immense, are outweighed by disadvantages of a dynamic
nature. The German people will remain economically confined to their
inadequate territory of settlement in Europe. Millions of Germans who
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previously earned their bread abroad are being compulsorily repatri-
ated. Moreover, the German people have lost their considerable capital
investment abroad. Beyond that, the basis of the German economy, the
processing of foreign raw materials for foreign consumption, has been
shattered. The German people are thereby being made into a poor
people for a long time.

The position of the German-Austrians is turning out still more unfa-
vorable in general than the position of the German people. The war
costs of the Habsburg Empire have been borne almost completely by
the German-Austrians. The Austrian half of the Empire has contributed
in a far greater degree than the Hungarian half of the Empire to the out-
lays of the Monarchy. The contributions that were incumbent on the
Austrian half of the Empire were made, furthermore, almost exclusively
by the Germans. The Austrian tax system laid the direct taxes almost ex-
clusively on the industrial and commercial entrepreneurs and left agri-
culture almost free. This mode of taxation in reality meant nothing
other than the overburdening of the Germans with taxes and the ex-
emption of the non-Germans. Still more to be considered is that the war
loans were subscribed to almost entirely by the German population of
Austria and that now, after the dissolution of the state, the non-Germans
are refusing any contribution toward interest payments and amortiza-
tion of the war loans. Moreover, the large German holding of money
claims on the non-Germans has been greatly reduced by the deprecia-
tion of money. The very considerable ownership by German-Austrians
of industrial and trade enterprises and also of agricultural properties in
non-German territories, however, is being expropriated partly by na-
tionalization and socialization measures, partly by the provisions of the
peace treaty.

5 Covering the State’s War Costs

There were three ways available to cover the costs that the State Trea-
sury incurred in the war.

The first way was confiscating the material goods needed for waging
war and drafting the personal services needed for waging war without
compensation or for inadequate compensation. This method seemed
the simplest, and the most consistent representatives of militarism and
socialism resolutely advocated employing it. It was used extensively in
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drafting persons into actually waging war. The universal military-service
obligation was newly introduced in many states during the war and in
others was substantially extended. That the soldier received only a
trifling compensation for his services in relation to the wages of free la-
bor, while the worker in the munitions industry was highly paid and
while the possessors of expropriated or confiscated material means of
war received an at least partially corresponding compensation, has
rightly been called a striking fact. The explanation for this anomaly may
be found in the fact that only a few people enlist today even for the high-
est wages and that in any case prospects of putting together any army of
millions on the basis of enlistments would not be very good. In relation
to the immense sacrifices that the state demands of the individual
through the blood tax, it seems rather incidental whether it compensates
the soldier more or less abundantly for the loss of time that he suffers
from his military-service obligation. In the industrial society there is no
appropriate compensation for war services. In such a society they have
no price at all; they can be demanded only compulsorily, and then it is
surely of slight significance whether they are paid for more generously or
at the laughably low rates at which a man was compensated in Germany.
In Austria the soldier at the front received a wage of 16 heller and a field
supplement of 20 heller, 36 heller a day in all! 17 That reserve officers,
even in the continental states, and that the English and American troops
received a higher compensation is explained by the fact that a peacetime
wage rate had been established for officer service in the continental
states and for all military service in England and America which had to
be taken as a point of departure in the war. But however high or however
low the compensation of the warrior may be, it is never to be regarded as
a full compensation for the compulsorily recruited man. The sacrifice
that is demanded of the soldier serving by compulsion can be compen-
sated only with intangible values, never with material ones.18

In other respects the uncompensated expropriation of war material
was scarcely considered. By its very nature alone it could occur only

17. And, moreover, the troops that had to fight through the fearful battles in the Carpathians and
in the swamps of the Sarmatian plain, in the high mountains of the Alps, and in the Karst were
poorly supported and inadequately clothed and armed! [In 1914, the Austrian monetary unit men-
tioned here, the heller, was a small coin then worth about 1/20th of one U.S. cent (A Satchel Guide

to Europe, Boston: Houghton Mifflin, 1914, 191).]
18. From the political point of view it was a grave mistake to follow completely different principles
in the compensation of the officer and the enlisted man and to pay the soldier at the front worse
than the worker behind the lines. That contributed much to demoralizing the army!
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with regard to goods on hand in individual economic units in sufficient
quantity at the beginning of the war, but not also where producing new
goods was concerned.

The second way available to the state for acquiring resources was in-
troducing new taxes and raising already existing taxes. This method 
too was used everywhere as much as possible during the war. The de-
mand was made from many sides that the state should try, even during
the war, to cover the total war costs by taxes; in that connection refer-
ence was made to England, which was said to have followed this policy
in earlier wars. It is true that England covered the costs of smaller wars
that were only insignificant in relation to its national wealth in greatest
part by taxes during the war itself. In the great wars that England
waged, however, this was not true, neither in the Napoleonic Wars nor
in the World War. If one had wanted immediately to raise such im-
mense sums as this war required entirely by taxation without incurring
debt, then, in assessing and collecting taxes, one would have had to put
aside regard for justice and uniformity in the distribution of tax bur-
dens and take from where it was possible to take at the moment. One
would have had to take everything from the owners of movable capital
(not only from large owners but also from small ones, e.g., savings-bank
depositors) and on the other hand leave the owners of real property
more or less free.

If, however, the high war taxes were assessed uniformly (for they
would have had to be very high if they were fully to cover each year the
war costs incurred in the same year), then those who had no cash for
paying taxes would have had to acquire the means for paying by going
into debt. Landowners and owners of industrial enterprises would then
have been compelled to incur debt or even to sell part of their posses-
sions. In the first case, therefore, not the state itself but rather many pri-
vate parties would have had to incur debts and thereby obligate them-
selves to interest payments to the owners of capital. However, private
credit is in general dearer than public credit. Those land and house
owners would therefore have had to pay more interest on their private
debts than they had to pay indirectly in interest on the state debt. If,
however, they had found themselves forced to sell a smaller or larger
part of their property in order to pay taxes, then this sudden offer of a
large part of real property for sale would have severely depressed prices,
so that the earlier owners would have suffered a loss; and the capitalists
who at this moment had had cash at their disposal would have gained
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a profit by buying cheaply. That the state did not fully cover the costs
of the war by taxes but rather in largest part by incurring state debt,
whose interest was paid from the proceeds of taxes, therefore does not
signify, as is often assumed, a favoring of the capitalists.19

One now and then hears the interpretation expressed that financing
war by state loans signifies shifting the war costs from the present onto
following generations. Many add that this shifting is also just, since, af-
ter all, the war was being waged not only in the interest of the present
generation but also in the interest of our children and grandchildren.
This interpretation is completely wrong. War can be waged only with
present goods. One can fight only with weapons that are already on
hand; one can take everything needed for war only from wealth already
on hand. From the economic point of view, the present generation
wages war, and it must also bear all material costs of war. Future gen-
erations are also affected only insofar as they are our heirs and we leave
less to them than we would have been able to leave without the war’s
intervening. Whether the state now finances the war by debts or other-
wise can change nothing about this fact. That the greatest part of the
war costs was financed by state loans in no way signifies a shifting of war
burdens onto the future but only a particular principle of distributing
the war costs. If, for example, the state had to take half of his wealth
from each citizen to be able to pay for the war financially, then it is fun-
damentally a matter of indifference whether it does so in such a way
that it imposes a one-time tax on him of half of his wealth or takes from
him every year as a tax the amount that corresponds to interest pay-
ments on half of his wealth. It is fundamentally a matter of indifference
to the citizen whether he has to pay 50,000 crowns as tax one time or
pay the interest on 50,000 crowns year in, year out. This becomes of
greater significance, however, for all those citizens who would not be
able to pay the 50,000 crowns without incurring debt, those who would
first have to borrow the share of tax falling on them. For they would
have to pay more interest on these loans that they take out as private
parties than the state, which enjoys the cheapest credit, pays to its cred-
itors. If we set this difference between the dearer private credit and the
cheaper state credit at only one percentage point, this means, in our ex-
ample, a yearly saving of 500 crowns for the taxpayer. If year after year
he has to pay his contribution to interest on his share of the state debt,

19. Cf. Dietzel, Kriegssteuer oder Kriegsanleihe? (Tübingen: 1912), pp. 13 ff.
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he saves 500 crowns in comparison with the amount that he would
have had to pay every year as interest on a private loan that would have
enabled him to pay the temporary high war taxes.

The more socialist thinking gained strength in the course of the war,
the more were people bent on covering the war costs by special taxes
on property.

The idea of subjecting additional income and the growth of property
obtained during the war to special progressive taxation need not, fun-
damentally, be socialistic. In and of itself the principle of taxation ac-
cording to ability to pay is not socialistic. It cannot be denied that those
who achieved a higher income in the war than in peacetime or had in-
creased their property were ceteris paribus more able to pay than those
who did not succeed in increasing their income or their property.
Moreover, one can quite rule out the question of how far these nomi-
nal increases in wealth and income were to be regarded as real in-
creases in income and wealth and whether it was not a question here
merely of nominal increases in amounts expressed in money in conse-
quence of the decline in the value of money. Someone who had an in-
come of 10,000 crowns before the war and increased it during the war
to 20,000 crowns doubtless found himself in a more favorable position
than someone who had remained with his prewar income of 10,000
crowns. In this disregard of the value of money, which only goes with-
out saying in view of the general tenor of German and Austrian legisla-
tion, there did lie, to be sure, a deliberate disadvantaging of movable
capital and a deliberate preference for landowners, especially farmers.

The socialistic tendencies of war-profit taxation came to light above
all in their motives. War-profit taxes are supported by the view that all
entrepreneurial profit represents robbery from the community as a
whole and that by rights it should be entirely taken away. This tendency
comes to light in the scale of the rates, which more and more approach
complete confiscation of the entire increase in property or income and
doubtless finally will reach even this goal set for them. For one should
indeed suffer no illusion about the fact that the unfavorable opinion of
entrepreneurial income manifested in these war taxes is not attributa-
ble to wartime conditions alone and that the line of argument used for
the war taxes—that in this time of national distress every increase in
wealth and every increase in income is indeed unethical—can also be
maintained in the period after the war with the same justification, even
if with differences in detail.
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Socialistic tendencies are also quite clear in the idea of a one-time
capital levy. The popularity that the slogan about a one-time capital
levy enjoys, a popularity so great that it makes any serious discussion of
its appropriateness quite impossible, can be explained only by the en-
tire population’s aversion to private property. Socialists and liberals will
answer quite differently the question whether a one-time property tax
is preferable to an adjustable one. One can refer to the fact that the ad-
justable, yearly recurring property tax offers the advantage in compar-
ison with the one-time property tax that it does not remove capital
goods from the disposal of the individual (quite apart from the fact that
it is fairer and more uniform, since it permits errors made in one year’s
assessment to be corrected the next year and that it is independent of
the accident of possession and evaluation of property at a particular
moment because it deals with property year in and year out according
to the current amount of wealth that it constitutes). When someone op-
erates an enterprise with a capital of his own of 100,000 marks, then it
is not at all a matter of indifference to him whether he has to pay an
amount of 50,000 marks at one time as a property tax or pay each year
only the amount corresponding to the interest that the state has to pay
on a debt of 50,000 marks. For it is to be expected that with this capital
beyond the amount that the state would have to demand from him for
paying interest on the 50,000 marks, he could earn a profit that he
could then keep. This is not what is decisive for the liberal’s position,
however, but rather the social consideration that by the one-time capi-
tal levy the state would transfer capital out of the hands of entrepre-
neurs into the hands of capitalists and lenders. If the entrepreneur is to
carry on his business after the capital levy on the same scale as before
it, then he must acquire the missing amount by obtaining credit, and
as a private party he will have to pay more interest than the state would
have had to pay. The consequence of the capital levy will therefore be
a greater indebtedness of the enterprising strata of the population to the
nonenterprising capitalists, who, as a result of the reduction of the war
debt, will have exchanged part of their claims on the state for claims on
private parties.

The socialists, of course, go still further. They want to use the capi-
tal levy not only for lightening the burden of war debts—many of them
want to get rid of war debts in a simple manner by state bankruptcy—
but they demand the capital levy in order to give the state shares of own-
ership in economic enterprises of all kinds, in industrial corporations,
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in mining, and in agricultural estates. They campaign for it with the
slogan about the state’s and society’s sharing in the profit of private en-
terprises,20 as if the state were not sharing in the profits of all enterprises
through tax legislation anyway, so that it does not first need a civil-law
title to draw profit from the enterprises. Today the state shares in the
profits of enterprises without being obliged to cooperate at all in the
management of the production process and without being exposed to
harm in any way by possible losses of the enterprise. If, however, the
state owns shares in all enterprises, it will also share in losses; moreover,
it will even be forced to concern itself with the administration of indi-
vidual businesses. Just that, however, is what the socialists want.

6 War Socialism and True Socialism

The question whether so-called war socialism is true socialism has
been discussed repeatedly and with great passion. Some have answered
yes just as firmly as others have answered no. In that connection the
striking phenomenon could be observed that as the war continued and
as it became even more obvious that it would end with failure of the
German cause, the tendency to characterize war socialism as true so-
cialism diminished also.

To be able to handle the problem correctly, one must first of all keep
in mind that socialism means the transfer of the means of production
out of the private ownership of individuals into the ownership of soci-
ety. That alone and nothing else is socialism. All the rest is unimpor-
tant. It is a matter of complete indifference for deciding our question,
for example, who holds power in a socialized community, whether a
hereditary emperor, a Caesar, or the democratically organized whole of
the people. It does not belong to the essence of a socialized community
that it is under the leadership of soviets of workers and soldiers. Other
authorities also can implement socialism, perhaps the church or the
military state. It is to be noted, furthermore, that an election of the 
general directorship of the socialist economy in Germany, carried out
on the basis of full universality and equality of the right to vote, would
have produced a far stronger majority for Hindenburg and Ludendorff

20. Cf. above all Goldscheid, Staatssozialismus oder Staatskapitalismus, fifth edition (Vienna:
1917); idem., Sozialisierung der Wirtschaft oder Staatsbankerott (Vienna: 1919).
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in the first years of the war than Lenin and Trotsky could ever have
achieved in Russia.

Also nonessential is how the outputs of the socialized economy are
used. It is of no consequence for our problem whether this output pri-
marily serves cultural purposes or the waging of war. In the minds of
the German people or at least of its preponderant majority, victory in
the war was seen beyond doubt as the most urgent goal of the moment.
Whether one approves of that or not is of no consequence.21

It is equally of no consequence that war socialism was carried out
without formal reorganization of ownership relations. What counts is
not the letter of the law but the substantive content of the legal norm.

If we keep all this in mind, then it is not hard to recognize that the mea-
sures of war socialism amounted to putting the economy on a socialistic
basis. The right of ownership remained formally unimpaired. By the let-
ter of the law the owner still continued to be the owner of the means of
production. Yet the power of disposal over the enterprise was taken away
from him. It was no longer up to him to determine what should be pro-
duced, to acquire raw materials, to recruit workers, and finally to sell the
product. The goal of production was prescribed to him, the raw materi-
als were delivered to him at definite prices, the workers were assigned to
him and had to be paid by him at rates on whose determination he had
no direct influence. The product, furthermore, was taken from him at a
definite price, if he was not actually carrying out all the production as a
mere manager. This organization was not uniformly and simultaneously
implemented in all branches of industry—in many not at all. Also, its net
had big enough meshes to let much get through. Such an extreme re-
form, which completely turns the conditions of production around, just
cannot be carried out at one blow. But the goal being aimed at and be-
ing approached ever more closely with every new decree was this and

21. Max Adler (Zwei Jahre . . . ! Weltkriegsbetrachtungen eines Sozialisten [Nürnberg: 1916], p. 64)
disputes the idea that war socialism is true socialism: “Socialism strives for the organization of the
national economy for the sufficient and uniform satisfaction of the needs of all; it is the organiza-
tion of sufficiency, even of superfluity; ‘war socialism,’ on the other hand, is the organization of

scarcity and of need.” Here the means is confused with the end. In the view of socialist theoreti-
cians, socialism should be the means for achieving the highest productivity of the economy at-
tainable under the given conditions. Whether superfluity or shortage reigns then is not essential.
The criterion of socialism is, after all, not that it strives for the general welfare but rather that it
strives for welfare by way of production based on the socialization of the means of production. So-
cialism distinguishes itself from liberalism only in the method that it chooses; the goal that they
strive for is common to both. Cf. below, pp. 150 ff.
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nothing else. War socialism was by no means complete socialism, but it
was full and true socialization without exception if one had kept on the
path that had been taken.

Nothing about that is changed by the fact that the proceeds of pro-
duction went first to the entrepreneur. The measures characterized as
war-socialist in the narrow sense did not abolish entrepreneural profit
and interest on capital in principle, although the fixing of prices by the
authorities took many steps in this direction. But precisely all the 
economic-policy decrees of the war period do belong to the full picture
of war socialism; it would be mistaken to keep only particular measures
in view and disregard others. Whatever the economic dictatorship of
the various agencies of the war economy left free was gotten at by tax
policy. War tax policy established the principle that all additional profit
achieved beyond the profits of the prewar period was to be taxed away.
From the beginning this was the goal that the policy aimed at and that
it came closer to with each later decree. No doubt it would have com-
pletely reached this goal also if only it had had a little more time. It was
carried out without regard to the change in the value of money that had
occurred in the meanwhile, so that this meant a limitation of entre-
preneural profit not just to the amount obtained before the war but to
a fraction of this amount. While entrepreneurial profit was thus limited
on the top side, on the other side the entrepreneur was guaranteed no
definite profit. As before, he still had to bear losses alone, while keep-
ing no more chance of gain.

Many socialists declared that they were not thinking of an uncom-
pensated expropriation of entrepreneurs, capitalists, and landowners.
Many of them had the notion that a socialist community could allow the
possessing classes to continue receiving their most recently received in-
comes, since socialization would bring such a great rise in productivity
that it would be easy to pay this compensation. Under that kind of tran-
sition to socialism, entrepreneurs would have been compensated with
larger amounts than under the one introduced by war socialism. They
would have continued to receive as guaranteed income the profits that
they had last received. It is incidental whether these incomes of the pos-
sessing classes would have had to continue only for a definite time or
forever. War socialism also did not settle the question finally for all time.
The development of wealth, income, and inheritance taxes would have
been able, especially through extension of the progressivity of the tax
rates, to achieve a complete confiscation soon.
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The continued receipt of interest remained temporarily permitted to
the owners of loan capital. Since they were suffering persistent losses of
property and income from inflation, they offered no propitious object
for greater intervention by the tax office. With regard to them, inflation
was already performing the task of confiscation.

Public opinion in Germany and Austria, entirely dominated by the
socialistic spirit, complained again and again that the taxation of war
profits had been delayed too long and that even later it had not been ap-
plied with appropriate severity. One supposedly should have acted at
once to collect all war profits, that is to say, all increases in wealth and
income obtained during the war. Even on the first day of the war, there-
fore, complete socialization should have been introduced—leaving
alone property incomes received before the war. It has already been ex-
plained why this was not done and what consequences for the conver-
sion of industry onto a war footing would have resulted if this advice
had been followed.

The more fully war socialism was developed, the more palpable did
individual consequences of a socialistic order of society already become.
In technical respects enterprises did operate no more irrationally than
before, since the entrepreneurs, who remained at the head of the enter-
prises and formally filled their old positions, still harbored the hope of
being able to keep for themselves—even if only by illegal means—a
larger or smaller part of the surpluses earned and at least hoped for fu-
ture removal of all measures of war socialism, which, after all, were still
always officially declared exceptional wartime orders. Yet a tendency to-
ward increasing expenses became noticeable, especially in trade, be-
cause of the price policy of the authorities and the practice of the courts
in handling the provisions of penal law regarding exceeding the maxi-
mum prices: permitted prices were ascertained on the basis of the en-
trepreneur’s outlays plus a margin of “simple profit,” so that the entre-
preneur’s profit became all the greater the more dearly he had made
purchases and the more expenses he had incurred.

Of greatest significance was impairment of the initiative of entre-
preneurs. Since they shared more heavily in losses than in profits, the
incentive to undertake risky ventures was only slight. Many production
possibilities remained unused in the second half of the war because en-
trepreneurs shied away from the risk bound up with new investments
and with introducing new production methods. Thus the policy of the
state’s taking over responsibility for possible losses, adopted especially
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in Austria right at the beginning of the war, was better suited for stimu-
lating production. Toward the end of the war, views on this point had
changed. With regard to importing particular raw materials into Aus-
tria from abroad, the question arose of who should bear the “peace
risk,” the danger of a loss from the price crash that was expected in the
event of peace. The entrepreneurs associated with the Central Powers,
whose chances of profit were limited, wanted to undertake the business
only if the state were ready to bear the possible loss. Since this could
not be arranged, the importation did not take place.

War socialism was only the continuation at an accelerated tempo of
the state-socialist policy that had already been introduced long before
the war. From the beginning the intention prevailed in all socialist
groups of dropping none of the measures adopted during the war after
the war but rather of advancing on the way toward the completion of
socialism. If one heard differently in public, and if government offices,
above all, always spoke only of exceptional provisions for the duration
of the war, this had only the purpose of dissipating possible doubts
about the rapid tempo of socialization and about individual measures
and of stifling opposition to them. The slogan had already been found,
however, under which further socializing measures should sail; it was
called transitional economy.

The militarism of General Staff officers fell apart; other powers took
the transitional economy in hand.
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Socialism and Imperialism

1 Socialism and Its Opponents

The authoritarian-militaristic spirit of the Prussian authoritarian state
finds its counterpart and completion in the ideas of German Social De-
mocracy and of German socialism in general. To hasty observation the
authoritarian state and Social Democracy appear as irreconcilable op-
posites between which there is no mediation. It is true that they con-
fronted each other for more than fifty years in blunt hostility. Their re-
lation was not that of political opposition, as occurs between different
parties in other nations also; it was complete estrangement and mortal
enmity. Between Junkers and bureaucrats on the one hand and Social
Democrats on the other hand, even every personal, purely human con-
tact was ruled out; scarcely ever did one side or the other make an at-
tempt to understand its opponent or have a discussion with him.

The irreconcilable hatred of the monarchy and of the Junker class did
not concern, however, the social-economic program of the Social Dem-
ocratic Party. The program of the German Social Democratic Party
contains two elements of different origins tied together only loosely. It
includes on the one hand all those political demands that liberalism, es-
pecially its left wing, represents and also has partly implemented al-
ready in most civilized states. This part of the Social Democratic Party
program is built on the great political idea of a republic, which wants to
dissolve the princely and authoritarian state and turn the subject into a
citizen of the state. That the Social Democratic Party has pursued this
goal, that it took the banner of democracy from the enfeebled hands of
dying German liberalism and alone held it high in the darkest decades
of German politics despite all persecutions—that is its great pride and
fame, to which it owes the sympathy that the world accords it and that
first brought it many of its best men and the masses of the oppressed and
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of “bourgeois fellow-travelers.” The very fact, however, that it was re-
publican and democratic drew onto it the inextinguishable hatred of
the Junkers and bureaucrats; that alone brought it into conflict with au-
thorities and courts and made it into an outlawed sect of enemies of the
state, despised by all “right-thinking people.”

The other component of the program of German Social Democracy
was Marxian socialism. The attraction that the slogan about the capi-
talistic exploitation of the workers and that the promising utopia of a fu-
ture state exerted on the great majority was the basis of an imposing
party and labor union organization. Many, however, were won over to
socialism only through democracy. As the German bourgeoisie submit-
ted unconditionally to the authoritarian state of Bismarck, after the
annihilating defeats that German liberalism had suffered, and as the
German protective-tariff policy permitted the German entrepreneurial
class to identify itself with the Prussian state, militarism and industrial-
ism became politically related concepts for Germany, and the socialist
side of the party program absorbed new strength from democratic aspi-
rations. Many refrained from criticizing socialism in order not to harm
the cause of democracy. Many became socialists because they were
democrats and believed that democracy and socialism were inseparably
connected.

Still, close relations corresponding to the essence of both socialism1

and the autocratic-authoritarian form of state really exist.2 For that rea-
son also the authoritarian state did not fight socialist efforts at all as
harshly as it confronted all democratic impulses. On the contrary, the
Prussian-German authoritarian state evolved strongly toward the side

1. In regard to economic policy, socialism and communism are identical—both strive for social-
ization of the means of production, in contrast with liberalism, which wants on principle to let
private ownership even of the means of production continue. The distinction that has recently
come into use between socialism and communism is irrelevant with regard to economic policy
unless one also foists on the communists the plan of wanting to discontinue private ownership of
consumption goods. On centralist and syndicalist socialism (actually, only centralist socialism is
true socialism), see below, pp. 162 ff.
2. On the intimate relation between militarism and socialism, cf. Herbert Spencer, loc. cit., vol. 3,
p. 712. The imperialistic tendencies of socialism are treated by Seillière, Die Philosophie des Impe-

rialismus, second edition of the German version (Berlin: 1911), vol. 2, pp. 171 ff., vol. 3, pp. 59 ff.
Sometimes socialism does not even outwardly deny its intimate relation with militarism. That
comes to light especially clearly in those socialistic programs that want to arrange the future state
on the model of an army. Examples: wanting to solve the social question by setting up a “food army”
or a “worker army” (cf. Popper-Lynkeus, Die allgemeine Nährpflicht [Dresden: 1912], pp. 373 ff.; fur-
ther, Ballod, Der Zukunftsstaat, second edition [Stuttgart: 1919], pp. 32 ff.). The Communist
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of “social kingship” and would have turned still more toward socialism
if the great workers’ party of Germany had been ready before August
1914 to give up its democratic program in exchange for the gradual re-
alization of its socialistic goals.

The sociopolitical doctrine of Prussian militarism can best be recog-
nized in the literary products of the Prussian school of economic policy.
Here we find complete harmony established between the ideal of the
authoritarian state and that of a far-reaching socialization of large in-
dustrial enterprise. Many German social thinkers reject Marxism—
not, however, because they reject its goals but because they cannot
share its theoretical interpretation of social and economic develop-
ments. Marxism, whatever one may say against it, nevertheless has one
thing in common with all scientific economics: it recognizes a confor-
mity to law in the historical process and presupposes the causal inter-
connection of all that happens. German statism could not follow it in
this respect because it sees everywhere only marks of the activity of great
kings and powerful states. The heroic and teleological interpretation of
history seems more obvious to statism than the causal; it knows no eco-
nomic law; it denies the possibility of economic theory.3 In that respect
Marxism is superior to German social-policy doctrine, which has no
theoretical basis at all and never has sought to create one. All social
problems appear to this school as tasks of state administration and poli-
tics, and there is no problem on whose solution it does not venture with
a light heart. Always, however, it is the same prescription that it issues:
commands and prohibitions as lesser means, state ownership as the
great, never-failing means.

Under such circumstances Social Democracy had an easy position.
Marxian economic theory, which in Western Europe and America was
able to win only a small following and was not able to assert itself along-
side the accomplishments of modern economic theory, did not have to

Manifesto already demands the “establishment of industrial armies.” It should be noted that impe-
rialism and socialism go hand in hand in literature and politics. Reference was already made ear-
lier (pp. 78 ff.) to Engels and Rodbertus; one could name many others, e.g., Carlyle (cf. Kemper,
“Carlyle als Imperialist,” Zeitschrift für Politik, XI, 115 ff.). Australia, which, as the only one among
the Anglo-Saxon states, has turned away from liberalism and come closer to socialism than any
other country, is the imperialistic state par excellence in its immigration legislation.
3. This spirit of hostility to theoretical investigation has also infected the German Social Demo-
crats. It is characteristic that just as theoretical economics could flourish on German-speaking ter-
ritory only in Austria, so also the best representatives of German Marxism, Kautsky, Otto Bauer,
Hilferding, and Max Adler, come from Austria.
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suffer much under the criticism of the empirical-realistic and historical
school of German economics. The critical work to be done against
Marxian economic theory was carried out by the Austrian school, ostra-
cized in Germany, and above all by Böhm-Bawerk.4 Marxism could eas-
ily dispose of the Prussian school; it was dangerous to it not as an oppo-
nent but as a friend. Social Democracy had to take care to show that
social reform, such as German social policy strove for, could not replace
the social revolution and that state ownership in the Prussian sense was
not identical with socialization. This demonstration could not succeed,
but its failure did not damage Social Democracy. For it was, after all, the
party eternally condemned to fruitless opposition, which was always
able to make capital for its party position precisely out of the defects of
the social-reform and socialization measures.

That Social Democracy became the most powerful party in the Ger-
man Reich it owes primarily to the democratic part of its program, taken
over as the heir of liberalism. That, however, socialism as such also en-
joys the greatest sympathy among the German people, so that only iso-
lated voices speak out seriously and in principle against socialization
and that even so-called bourgeois parties want to socialize the branches
of production that are “ripe” for socialization—that is the result of the
propaganda work that statism has performed. Socialist ideas constitute
no victory over the Prussian authoritarian state but are its consistent de-
velopment; their popularity in Germany has been furthered no less by
the academic socialism of privy councilors than by the propaganda work
of Social Democratic agitators.

Among the German people today, thanks to the views advocated for
fifty years by the Prussian school of economic policy, there is no longer
even any understanding of what the contrast between liberalism in eco-
nomic policy and socialism really consists of. That the distinction be-
tween the two orientations lies not in the goal but in the means is not
clear to many. Even to the antisocialist German, socialism appears as the
sole just form of economic organization, assuring the people the most
abundant satisfaction of their needs; and if he himself opposes it, he does
so in the consciousness of resisting what is best for the common interest,
doing so for his own benefit because he feels himself threatened in his

4. It is naturally not intended here to undertake a critical assessment of Marxism. The discussion
in this section is intended only to explain the imperialistic tendencies of socialism. Also, enough
writings are available anyway to whoever is interested in these problems (e.g., Simkhowitsch,
Marxismus versus Sozialismus, translated by Jappe [Jena: 1913]).
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rights or privileges. The bureaucrats mostly take this position, which is
often enough found, however, among entrepreneurs also. It has long
been forgotten in Germany that liberalism, like socialism, also recom-
mends its economic system out of concern, not for the interests of indi-
viduals, but for those of all, of the masses. That “the greatest happiness of
the greatest number” should be the goal of policy was first maintained by
a radical free-trader, Jeremy Bentham. Bentham also carried on his fa-
mous struggle against usury laws, for example, not out of concern for the
interests of the moneylenders but out of concern for the interests of all.5
The point of departure of all liberalism lies in the thesis of the harmony
of rightly understood interests of individuals, of classes, and of peoples.
It rejects the basic idea of mercantilism that the advantage of the one
is the disadvantage of the other. That is a principle that may hold true
for war and plunder; for economics and trade it does not hold. Therefore
liberalism sees no basis for opposition between classes; therefore it
is pacifist in relations between peoples. Not because it considers itself
called upon to represent the special interests of the possessing classes
does it advocate maintenance of private ownership of the means of pro-
duction, but rather because it sees the economic order resting on private
ownership as the system of production and distribution that assures the
best and highest material satisfaction for all sections of the people. And
just as it calls for free trade at home not out of regard for particular classes
but out of regard for the welfare of all, so it demands free trade in inter-
national relations, not for the sake of foreigners, but for the sake of its own
people.

Interventionist economic policy takes another standpoint. It sees ir-
reconcilable antagonisms in relations among states. Marxism, however,
has proclaimed the doctrine of class struggle; on the irreconcilable op-
position of classes it erects its doctrine and its tactics.

In Germany liberalism was never understood; it never took root. Only
thus can it be explained that even the opponents of socialism more or
less accepted socialist doctrines. That appears most clearly in the posi-
tion of the opponents of socialism on the problem of the class struggle.
Marxian socialism preaches the struggle of the proletariat against the
bourgeoisie. Elsewhere this battle cry is opposed by that of the solidarity
of interests. Not so in Germany. Here the proletarians are confronted
by the bourgeoisie as a class. The united bourgeois parties confront the

5. Cf. Bentham, Defence of Usury, second edition (London: 1790), pp. 108 f.
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proletarian party. They do not see that in this way they recognize the ar-
gumentation of the Marxists as correct and thereby make their struggle
hopeless. He who can advance in favor of private ownership of the
means of production nothing other than that its abolition would harm
the rights of owners limits the supporters of the antisocialist parties to
the nonproletarians. In an industrial state the “proletarians” naturally
have numerical superiority over the other classes. If party formation is
determined by class membership, then it is clear that the proletarian
party must gain victory over the others.

2 Socialism and Utopia

Marxism sees the coming of socialism as an inescapable necessity.
Even if one were willing to grant the correctness of this opinion, one
still would by no means be bound to embrace socialism. It may be that
despite everything we cannot escape socialism, yet whoever considers
it an evil must not wish it onward for that reason and seek to hasten its
arrival; on the contrary, he would have the moral duty to do everything
to postpone it as long as possible. No person can escape death; yet the
recognition of this necessity certainly does not force us to bring about
death as quickly as possible. If Marxists were convinced that socialism
was bound to bring about no improvement but rather a worsening of
our social conditions they would have no more reason to become so-
cialists than we would to commit suicide.6

Socialists and liberals agree in seeing the ultimate goal of economic
policy as attainment of a state of society assuring the greatest happiness
for the greatest number. Welfare for all, the greatest possible welfare for
the greatest possible number—that is the goal of both liberalism and of
socialism, even though this may now and then be not only misunder-
stood but even disputed. Both reject all ascetic ideals that want to re-
strain people to frugality and preach renunciation and flight from life;
both strive for social wealth. Only over the way of reaching this ulti-
mate goal of economic policy do their views disagree. An economic or-
der resting on private ownership of the means of production and ac-
cording the greatest possible scope to the activity and free initiative of
the individual assures to the liberal the attainment of the goal aspired

6. Cf. Hilferding, Das Finanzkapital (Vienna: 1910), p. X.
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to. The socialist, on the other hand, seeks to attain it by socialization of
the means of production.

The older socialism and communism strove for equality of property
and of income distribution. Inequality was said to be unjust; it contra-
dicted divine laws and had to be abolished. To that liberals reply that fet-
tering the free activity of the individual would harm the general inter-
est. In the socialist society the distinction between rich and poor would
fall away; no one would any longer possess more than another, but every
individual would be poorer than even the poorest today, since the com-
munistic system would work to impede production and progress. It may
indeed be true that the liberal economic order permits great differences
in income, but that in no way involves exploitation of the poor by richer
people; what the rich have they have not taken away from the poor. 
In the socialist society, their surplus could not be distributed to the 
poor, since in that society it would not be produced at all. The surplus
produced in the liberal economic order beyond what could also be 
produced by a communistic economic order is not even entirely dis-
tributed to the possessors; a part of it even accrues to the propertyless so
that everyone, even the poorest, has an interest in the establishment and
maintenance of a liberal economic order. Fighting erroneous socialist
doctrines is therefore not a special interest of a single class but the con-
cern of everyone; everyone would suffer under the limitation of pro-
duction and of progress entailed by socialism. That one has more to
lose, another less, is incidental in relation to the fact that all would be
harmed and that the misery awaiting them is equally great.

That is the argument in favor of private ownership of the means of
production that every socialism that does not set up ascetic ideals would
have to refute. Marx did indeed perceive the necessity of this refutation.
When he sees the driving factor of the social revolution in the fact that
the relations of ownership change from forms of development of the
productive forces into fetters on them,7 when he once in passing tries to
offer a proof—which failed—that the capitalist manner of production
impedes the development of productivity in a particular case,8 he does
incidentally recognize the importance of this problem. But neither
he nor his followers could attribute to it the significance it deserves
for deciding the question of socialism or liberalism. They are hampered

7. Cf. Marx, Zur Kritik der politischen Ökonomie, edited by Kautsky (Stuttgart: 1897), p. xi.
8. Cf. Marx, Das Kapital, vol. 3, first part, third edition (Hamburg: 1911), pp. 242 ff.
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in doing so even by the entire orientation of their thinking around
the materialist interpretation of history. Their determinism just cannot
understand how one can be for or against socialism, since the commu-
nist society is molding the inescapable future. It is moreover settled
for Marx, as a Hegelian, that this development toward socialism is
also rational in the Hegelian sense and represents progress toward a
higher stage. The idea that socialism could mean a catastrophe for civ-
ilization would necessarily have seemed completely incomprehensible
to him.

Marxian socialism therefore had no incentive to consider the ques-
tion whether or not socialism as an economic form was superior to lib-
eralism. To it, it seemed settled that socialism alone signified welfare
for all, while liberalism enriched a few but abandoned the great masses
to misery. With the appearance of Marxism, therefore, controversy over
the advantages of the two economic orders died away. Marxists do not
enter into such discussions. Ex professo [avowedly] they have not even
tried to refute the liberal arguments in favor of private ownership of the
means of production, not to mention actually refuting them.

In the view of individualists, private ownership of the means of pro-
duction fulfills its social function by conveying the means of production
into the hands of those who best understand how to use them. Every
owner must use his means of production in such a way that they yield
the greatest output, that is, the highest utility for society. If he does not
do this, then this must lead to his economic failure, and the means of
production shift over to the disposal of those who better understand
how to use them. In that way the inappropriate or negligent application
of means of production is avoided and their most effective utilization as-
sured. For means of production that are not under the private ownership
of individuals but rather are under social ownership, this is not true in
the same way. What is missing here is the incentive of the owner’s self-
interest. The utilization of equipment is therefore not as complete as in
the private sector; with the same input the same output cannot therefore
be achieved. The result of social production must therefore remain be-
hind that of private production. Evidence of that has been supplied by
public enterprises of the state and municipalities (so individualists fur-
ther argue). It is demonstrated and well known that less is accomplished
in these than in the private sector. The output of enterprises that had
been quite profitable under private ownership sank at once after com-
ing under state or municipal ownership. The public firm can nowhere
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maintain itself in free competition with the private firm; it is possible
today only where it has a monopoly that excludes competition. Even
that alone is evidence of its lesser economic productivity.

Only a few socialists of Marxist orientation have recognized the
significance of this counterargument; otherwise they would have had
to admit that this is a point on which everything depends. If the social-
ist mode of production will be able to achieve no additional output in
comparison with private enterprise, if, on the contrary, it will produce
less than the latter, then no improvement but rather a worsening of the
lot of the worker is to be expected from it. All argumentation of the so-
cialists would therefore have to concentrate on showing that socialism
will succeed in raising production beyond the amount possible in the
individualistic economic order.

Most Social Democratic writers are quite silent on this point; others
touch on it only incidentally. Thus, Kautsky names two methods that the
future state will use for raising production. The first is the concentration
of all production in the most efficient firms and the shutting down of all
other, less high-ranking, firms.9 That this is a means of raising produc-
tion cannot be disputed. But this method is in best operation precisely
under the rule of free competition. Free competition pitilessly culls out
all less-productive enterprises and firms. Precisely that it does so is again
and again used as a reproach against it by the affected parties; precisely
for that reason do the weaker enterprises demand state subsidies and spe-
cial consideration in sales to public agencies, in short, limitation of
free competition in every possible way. That the trusts organized on a
private-enterprise basis work in the highest degree with these methods
for achieving higher productivity must be admitted even by Kautsky,
since he actually cites them as models for the social revolution. It is more
than doubtful whether the socialist state will also feel the same urgency
to carry out such improvements in production. Will it not continue a
firm that is less profitable in order to avoid local disadvantages from its
abandonment? The private entrepreneur ruthlessly abandons enter-
prises that no longer pay; he thereby makes it necessary for the workers
to move, perhaps also to change their occupations. That is doubtless
harmful above all for the persons affected, but an advantage for the
whole, since it makes possible cheaper and better supply of the markets.
Will the socialist state also do that? Will it not, precisely on the contrary,

9. Cf. Kautsky, Die Soziale Revolution, third edition (Berlin: 1911), II, pp. 21 ff.
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out of political considerations, try to avoid local discontent? In the Aus-
trian state railroads, all reforms of this kind were wrecked because
people sought to avoid the damage to particular localities that would
have resulted from abandonment of superfluous administrative offices,
workshops, and heating plants. Even the Army administration ran into
parliamentary difficulties when, for military reasons, it wanted to with-
draw the garrison from a locality.

The second method of raising production that Kautsky mentions,
“savings of very many kinds,” he also, by his own admission, finds already
realized by the trusts of today. He names, above all, savings in materi-
als and equipment, transport costs, and advertising and publicity ex-
penses.10 Now, as far as savings of material and transport are concerned,
experience shows that nowhere are operations carried on with so little
thrift in this respect and nowhere with such waste of labor and materials
of all kinds as in public service and public enterprises. Private enter-
prise, on the contrary, seeks, even in the owner’s own interest alone, to
work as thriftily as possible.

The socialist state will, of course, save all advertising expenses and
all costs for traveling salesmen and for agents. Yet it is more than doubt-
ful whether it will not employ many more persons in the service of the
social apparatus of distribution. We have already had the experience in
the war that the socialist apparatus of distribution can be quite pon-
derous and costly. Or are the costs of the bread, flour, meat, sugar, and
other items really smaller than the costs of advertisements? Is the large
staff that is necessary for the issue and administration of these ra-
tioning devices cheaper than the expenditure on traveling salesmen
and agents?

Socialism will abolish small retail shops. But it will have to replace
them with goods-delivery stations, which will not be cheaper. Even
consumer cooperatives, after all, have no fewer employees than retail
trade organized in a modern way employs; and precisely because of
their higher expenses, they often could not stand the competition with
merchants if they were not given tax advantages.

We see on what weak ground Kautsky’s argumentation stands here.
When he now asserts that “by application of these two methods a pro-
letarian regime can raise production at once to so high a level that 

10. Ibid., p. 26.
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it becomes possible to raise wages considerably and at the same time 
reduce hours of work,” well, this is an assertion for which no proof has
so far been provided.11

The social functions of private ownership of the means of produc-
tion are not yet exhausted in assuring the highest attainable productiv-
ity of labor. Economic progress rests on the continuing accumulation
of capital. That was never disputed either by liberals or by socialists.
The socialists who have concerned themselves somewhat more closely
with the problem of the organization of the socialist society also do not
neglect, then, always to mention that in the socialist state the accumu-
lation of capital, which today is undertaken by private parties, will be
society’s responsibility.

In the individualistic society the individual, not society, accumulates.
Capital accumulation takes place by saving; the saver has the incentive
of receiving income from the saved capital as the reward of saving. In the
communist society, society as such will receive the income that today
flows to the capitalists alone; it will then distribute this income equally
to all members or otherwise use it for the good of the whole. Will that
alone be a sufficient incentive for saving? To be able to answer this ques-
tion, one must imagine that the society of the socialist state will be faced
every day with the choice whether it should devote itself more to the pro-
duction of consumer goods or more to that of capital goods, whether it
should choose productive processes that do indeed take a shorter time
but correspondingly yield less output or choose ones that take more time
but then also bring greater output. The liberal thinks that the socialist
society will always decide for the shorter production period, that it will
prefer to produce consumer goods instead of capital goods, that it will
consume the means of production it will have taken over as heir of the
liberal society or at best maintain them but in no case increase them.
That, however, would mean that socialism will bring stagnation, if not
the decline of our whole economic civilization, and misery and need

11. One has heard often enough in recent years of frozen potatoes, rotten fruit, and spoiled vege-
tables. Did not things like that happen earlier? Of course, but to a much smaller extent. The
dealer whose fruit spoiled suffered losses of wealth that made him more careful in the future; if
he did not pay better attention, then this was finally bound to lead to his economic disappearance.
He left the management of production and was shifted to a position in economic life where he
was no longer able to do harm. It is otherwise in dealings with state-traded articles. Here no self-
interest stands behind the goods; here officials manage whose responsibility is so divided that no
one particularly concerns himself about a small misfortune.
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for all. That the state and the cities have already pursued investment
policy on a large scale is no disproof of this assertion, since they pursued
this activity entirely with the means of the liberal system. The means
were raised by loans, that is, they were provided by private parties who
expected from them an increase in their capital incomes. If in the fu-
ture, however, the socialist society should face the question whether
it will feed, clothe, and house its members better or whether it will save
on all these things in order to build railroads and canals, to open mines,
to undertake agricultural improvements for the coming generations,
then it will decide for the former, even on psychological and political
grounds alone.

A third objection to socialism is the famous argument of Malthus.
Population is said to have a tendency to grow faster than the means of
subsistence. In the social order resting on private ownership, a limita-
tion of the increase in population is posed by the fact that each person
is able to raise only a limited number of children. In the socialist soci-
ety this impediment to population increase will fall away, since no
longer the individual but rather the society will have to take care of rais-
ing the new generation. Then, however, such a growth of population
would soon occur that need and misery for all would be bound to 
appear.12

Those are the objections to the socialist society with which everyone
would have to come to grips before he took the side of socialism.

It is no refutation at all of the objections raised against socialism that
the socialists seek to stigmatize everyone who is not of their opinion
with the label “bourgeois economist” as representative of a class whose
special interests run counter to the general interest. That the interests
of the property owners run counter to those of the whole would indeed
first have to be proved; that is precisely what the entire controversy 
revolves around.

The liberal doctrine starts with the fact that the economic order rest-
ing on private ownership of the means of production removes the op-
position between private and social interest because each individual’s
pursuit of his rightly understood self-interest assures the highest attain-
able degree of general welfare. Socialism wants to establish a social or-
der in which the self-interest of the individual, selfishness, is excluded,

12. While the socialists have scarcely deigned to reply to the two first arguments mentioned, they
have concerned themselves more exhaustively with the Malthusian law, without, to be sure, in the
view of the liberals, refuting the conclusions that follow from it.
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a society in which everyone has to serve the common good directly. It
would now be the task of the socialists to show in what manner this goal
could be reached. Even the socialist cannot call into question the exis-
tence of a primary and direct opposition between the special interests
of the individual and those of the whole, and he must also admit that a
labor order can be based just as little on the categorical imperative
alone as on the compulsory force of penal law. Up to now, however, no
socialist has ever made even the mere attempt to show how this gap be-
tween special interest and general welfare could be bridged over. The
opponents of socialism, however, along with Schäffle, consider pre-
cisely that question to be “the decisive but up to now entirely unde-
cided point on which in the long run everything would depend, on
which victory or defeat of socialism, reform or destruction of civiliza-
tion by it, would be dependent from the economic side.” 13

Marxian socialism calls the older socialism utopian because it tries
to construct the elements of a new society out of one’s head and be-
cause it seeks ways and means of implementing the contrived social
plan. In contrast, Marxism is supposed to be scientific communism. It
discovers the elements of the new society in the laws of development of
capitalist society, but it constructs no future state. It recognizes that the
proletariat, because of its conditions of life, can do nothing else than
finally overcome every class opposition and thereby realize socialism;
however, it does not seek philanthropists, as the utopians do, who
would be ready to make the world happy by the introduction of social-
ism. If one wants to see the distinction between science and utopia in
that, then Marxian socialism rightly claims its name. One could, how-
ever, make the distinction in another sense also. If one calls utopian
all those social theories which, in outlining the future social system,
start with the view that after introduction of the new social order people
will be guided by essentially different motives than in our present
conditions,14 then the socialist ideal of Marxism is also a utopia.15 Its

13. Cf. Schäffle, Die Quintessenz des Sozialismus, 18th edition (Gotha: 1919), p. 30.
14. Cf. Anton Menger, Das Recht auf den vollen Arbeitsertrag, fourth edition (Stuttgart: 1910), 
pp. 105 ff.
15. In another sense than is usual, of course, one can distinguish between scientific and philan-
thropic socialism. Those socialists who are concerned in their programs to start with economic
lines of thinking and take the necessity of production into account can be called scientific social-
ists, in contrast with those who know how to bring forth only ethical and moral discussions and set
up only a program for distribution but not for production also. Marx clearly noted the defects
of merely philanthropic socialism when, after moving to London, he proceeded to study the

03-L3768  5/26/06  9:05 AM  Page 159



160 � socialism and imperialism

continued existence presupposes men who are in no position to pursue
any special interest against the general interest.16 Again and again,
when this objection is made to him, the socialist refers to the fact that
both today and in every earlier stage of society very much work, and of-
ten precisely the most highly qualified work, was indeed performed for
its own sake and for the community and not for the direct advantage of
the worker. He points to the indefatigable effort of the researcher, to the
sacrifice of the physician, to the conduct of the warrior in the field. In
recent years one could hear again and again that the great deeds per-
formed by soldiers in the field were to be explained only by pure devo-
tion to the cause and by a high sense of sacrifice, or at worst, perhaps,
by striving for distinction, but never by striving for private gain. This ar-
gumentation overlooks the fundamental distinction that exists, how-
ever, between economic work of the usual kind and those special per-
formances. The artist and the researcher find their satisfaction in the
pleasure that the work in itself affords them and in the recognition that
they hope to reap at some time, even if perhaps only from posterity
when material success would be lacking. The physician in the area of
pestilence and the soldier in the field repress not only their economic
interests but also their drive for self-preservation; even that alone shows
that there can be no question of a regular state of affairs but only of a
transitory, exceptional state from which no far-reaching conclusions
can be drawn.

The treatment that socialism allots to the problem of self-interest
points clearly to its origin. Socialism comes from the circles of intel-
lectuals; at its cradle stand poets and thinkers, writers and men of let-
ters. It does not deny its derivation from those strata that even on pro-
fessional grounds alone have to concern themselves with ideals. It is an
ideal of noneconomic people. Therefore, it is not much more striking

economic theorists. The result of this study was the doctrine presented in Das Kapital. Later Marx-
ists, however, have badly neglected this side of Marxism. They are much more politicians and
philosophers than economists. One of the chief defects of the economic side of the Marxian sys-
tem is its connection with classical economics, which corresponded to the state of economic sci-
ence at that time. Today socialism would have to seek a scientific support in modern economics in
the theory of marginal utility. Cf. Joseph Schumpeter, “Das Grundprinzip der Verteilungslehre,”
Archiv für Sozialwissenschaft und Sozialpolitik, vol. 42, 1916/1917, p. 88.
16. How easily the Marxists disregard this argument can be seen in Kautsky: “If socialism is a so-
cial necessity, then if it came into conflict with human nature, it would be the latter that would
get the worse of the matter and not socialism.” Preface to Atlanticus [Ballod], Produktion und Kon-

sum im Sozialstatt (Stuttgart: 1898), p. xiv.
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that writers and men of letters of every kind were always represented
among its adherents in large numbers and that it could always count on
fundamental agreement among officials.

The view characteristic of officials comes clearly to light in the treat-
ment of the problem of socialization. From the bureaucratic point of
view, it involves only questions of management and administrative
technique that can easily be solved if only one allows the officials more
freedom of action. Then socialization could be carried out without
danger of “eliminating free initiative and individual readiness to bear
responsibility on which the successes of private business management
rest.” 17 Actually, free initiative of individuals cannot exist in the social-
ized economy. It is a fateful error to believe it possible, by some sort of
organizational measures, to leave scope for free initiative in the social-
ized enterprise. Its absence does not hinge on defects of organization; it
is grounded in the essence of the socialized enterprise. Free initiative
means taking risks in order to win; it means putting up stakes in a game
that can bring gain or loss. All economic activity is composed of such
risky undertakings. Every act of production, every purchase by the
trader and by the producer, every delay in selling, is such a risky under-
taking. Still more so is undertaking every sizable investment or change
in the enterprise, not to mention the investment of new capital. Capi-
talists and entrepreneurs must take chances; they cannot do otherwise,
since they have no possibility of maintaining their property without
undertaking such ventures.

Anyone who has means of production at his disposal without being
their owner has neither the risk of loss nor the chance of gain, as an
owner does. The official or functionary need not fear loss, and for that
reason he cannot be allowed to act freely and unrestrictedly like the
owner. He must be restricted in some manner. If he could manage with-
out restrictions, then he simply would be the owner. It is playing with
words to say one wants to impose on the nonowner readiness to bear 
responsibility. The owner does not simply have a readiness to bear re-
sponsibility; he actually does bear responsibility because he feels the con-
sequences of his actions. The functionary may have ever so much readi-
ness to bear responsibility, yet he never can bear responsibility other 
than morally. Yet the more moral responsibility one imposes on him, the

17. Cf. Bericht der Sozialisierungskommission über die Sozialisierung der Kohle [Report of the
Socialization Commission on the Socialization of Coal], Frankfurter Zeitung, 12 March 1919.
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more one cramps his initiative. The problem of socialization cannot be
solved by civil-service instructions and reforms of organization.

3 Centralist and Syndicalist Socialism

The question whether or not our economic development is already
“ripe” for socialism originates in the Marxian idea of the development
of the productive forces. Socialism can be realized only when its time
has come. A form of society cannot perish before it has developed all
the productive forces that it is capable of developing; only then is it re-
placed by another, higher, form. Before capitalism has lived out its
course, socialism cannot take over its inheritance.

Marxism likes to compare the social revolution with birth. Premature
births are failures; they lead to the death of the new creature.18 From this
point of view Marxists inquire whether the attempts of the Bolsheviks in
Russia to establish a socialist commonwealth are not premature. It must
be difficult indeed for the Marxist, who regards a definite degree of
development of the capitalistic mode of production and of heavy in-
dustry as a necessary condition for the appearance of socialism, to un-
derstand why socialism has achieved victory precisely in the Russia of
small peasants and not in highly industrialized Western Europe or in
the United States.

It is different when the question is raised whether or not this or that
branch of production is ripe for socialization. This question is as a rule
posed in such a way that the very posing of the question basically admits
that socialized enterprises in general yield smaller outputs than those
operating under private ownership and that, therefore, only particular
branches of production should be socialized in which no excessive dis-
advantages are to be expected from this lesser productivity. Thus it is
explained that mines, above all coal mines, are already ripe for social-
ization. Obviously people thus proceed from the view that it is easier to
operate a mine than, say, a factory producing for the fashion market;
people evidently believe that mining only involves exploiting the gifts
of nature, which even the ponderous socialist enterprise can manage.
And, again, when others regard the large industrial enterprise as above
all ripe for socialization, they are proceeding from the idea that in the

18. Cf. Kautsky, Die Soziale Revolution, loc. cit., I, pp. 13 ff.
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large enterprise, which already is working with a certain bureaucratic
apparatus anyway, the organizational preconditions for socialization are
given. Such ideas involve a serious fallacy. To prove the necessity of the
socialization of particular enterprises, it is not enough to show that
socialization does little harm in them because they still would not fail
then even if they did work more poorly than would be the case under
the administration of private enterprise. Whoever does not believe that
socialization brings a rise of productivity would, to be consistent, have
to consider any socialization as mistaken.

We can also find a hidden admission of the lesser productivity of the
economy in a socialist social order in the idea on which many writers
base the proposition that the war has set us back in development and has,
therefore, further postponed the time of ripeness for socialism. Thus,
Kautsky says: “Socialism, that is, general welfare within modern civi-
lization, becomes possible only through the great development of pro-
ductive forces that capitalism brings, through the enormous riches that
it creates and that are concentrated in the hands of the capitalist class. A
state that has squandered these riches through a senseless policy, per-
haps an unsuccessful war, offers from the outset no favorable point of de-
parture for the quickest diffusion of welfare in all classes.” 19 Whoever—
like Kautsky—expects a multiplication of productivity from socialistic
production would, however, really have to see one more reason for has-
tening socialization precisely in the fact that we have become poorer
because of the war.

The liberals are much more consistent in this. They are not waiting
for another mode of production, perhaps the socialist one, to make the
world ripe for liberalism; they see the time for liberalism as always and
everywhere given, since, in general and without exception, they assert
the superiority of the mode of production resting on private ownership
of the means of production and on the free competition of producers.

The way that the socialization of enterprises would have to take place
is clearly and distinctly indicated by the public ownership measures of
the states and municipalities. One could even say that the administra-
tion of German states and cities is no more skillful than this procedure,
which has been followed for many years. With regard to administrative
technique, socialization is nothing new, and the socialist governments
that are now at work everywhere would have to do nothing beyond

19. Cf. Kautsky, Die Diktatur des Proletariats, second edition (Vienna: 1918), p. 40.
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continuing what their predecessors in state and communal socialism
have already done before.

Of course, neither the new power-holders nor their constituents want
to hear anything about that. The masses, which today stormily demand
the most rapid accomplishment of socialism, imagine it as something
quite different from the extension of state and municipal enterprise. In-
deed, they have heard from their leaders again and again that these pub-
lic enterprises have nothing in common with socialism. What socializa-
tion should be, however, if not state and municipal ownership, no one
can say.20 What Social Democracy previously cultivated is now bitterly
taking revenge on it, namely, its always engaging for decades only in
demagogic everyday politics and not in principled politics for the final
triumph. In fact, Social Democracy has long since given up centralist
socialism; in daily politics it has ever more and more become union-
oriented, syndicalistic, and, in the Marxian sense, “petty bourgeois.”
Now syndicalism raises its demands, which stand in irreconcilable con-
tradiction to the program of centralist socialism.

Both orientations have one point in common: they want to make the
worker the owner of the means of production again. Centralist social-
ism wants to achieve this by making the whole working class of the en-
tire world or at least of an entire country the owner of the means of
production; syndicalism wants to make the workforces of individual en-
terprises or individual branches of production the owners of the means
of production that they use. The ideal of centralist socialism is at least
discussible; that of syndicalism is so absurd that one need waste few
words on it.

One of the great ideas of liberalism is that it lets the consumer inter-
est alone count and disregards the producer interest. No production is
worth maintaining if it is not suited to bring about the cheapest and best
supply. No producer is recognized as having a right to oppose any
change in the conditions of production because it runs counter to his

20. According to Engels (Herrn Eugen Dührings Umwälzung der Wissenschaft, seventh edition
[Stuttgart: 1910], p. 299 n.) [Anti-Dühring: Herr Eugen Dühring’s Revolution in Science (New York:
International Publishers, 1936) p. 305 n], referring to “the case in which the means of production
or of transport and communications have really outgrown the control by corporations and in
which state ownership has thus become economically imperative,” state ownership means eco-
nomic progress and “the attainment of a new stage in the taking possession of all productive forces
by society itself, even when the state of today carries it out.” [Wording in 1936 English translation
differs slightly.]
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interest as a producer. The highest goal of all economic activity is the
achievement of the best and most abundant satisfaction of wants at the
smallest cost.

This position follows with compelling logic from the consideration
that all production is carried on only for the sake of consumption, that it
is never a goal but always only a means. The reproach made against lib-
eralism that it thereby takes account only of the consumer viewpoint and
disdains labor is so stupid that it scarcely needs refutation. Preferring the
producer interest over the consumer interest, which is characteristic of
antiliberalism, means nothing other than striving artificially to maintain
conditions of production that have been rendered inefficient by contin-
uing progress. Such a system may seem discussible when the special in-
terests of small groups are protected against the great mass of others,
since the privileged party then gains more from his privilege as a pro-
ducer than he loses on the other hand as a consumer; it becomes absurd
when it is raised to a general principle, since then every individual loses
infinitely more as a consumer than he may be able to gain as a producer.
The victory of the producer interest over the consumer interest means
turning away from rational economic organization and impeding all
economic progress.

Centralist socialism knows this very well. It joins liberalism in fight-
ing all traditional producer privileges. It proceeds from the view that
there would be no producer interest at all in the socialist common-
wealth, since each one would recognize there that the consumer inter-
est alone is worth considering. Whether or not this assumption is justi-
fied will not be discussed here; it is immediately evident that if it should
not hold true, socialism could not be what it pretends to be.

Syndicalism deliberately places the producer interest of the workers
in the foreground. In making worker groups owners of the means of pro-
duction (not in so many words but in substance), it does not abolish pri-
vate property. It also does not assure equality. It does remove the existing
inequality of distribution but introduces a new one, for the value of the
capital invested in individual enterprises or sectors of production does
not correspond at all to the number of workers employed in them. The
income of each single worker will be all the greater, the smaller the num-
ber of fellow workers employed in his enterprise or sector of production
and the greater the value of the material means of production employed
in it. The syndicalistically organized state would be no socialist state but
a state of worker capitalism, since the individual worker groups would
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be owners of the capital. Syndicalism would make all repatterning of
production impossible; it leaves no room free for economic progress. In
its entire intellectual character it suits the age of peasants and craftsmen,
in which economic relations are rather stationary.

The centralist socialism of Karl Marx, which once had triumphed
over Proudhon and Lassalle, has, in the course of development of
recent decades, been pushed back step by step by syndicalism. The
struggle between the two views, which outwardly occurred in the form
of a struggle between the political party organization and the labor
union organization and behind the scenes took on the shape of a
struggle of leaders risen from the working class against intellectual lead-
ers, has ended with a complete victory of syndicalism. The theories and
writings of the party chiefs still outwardly wear the garment of central-
ist socialism, but the practice of the party has gradually become syndi-
calist, and in the consciousness of the masses the syndicalist ideology
lives exclusively. The theoreticians of centralist socialism have not had
the courage—out of tactical concerns, because they wanted to avoid an
open breach between the two positions, as in France—to take a decisive
stand against the syndicalist policy; if they had mustered the courage for
that, they would doubtless have been defeated in this struggle. In many
respects they have directly furthered the development of the syndicalist
line of thinking, since they fought the development toward centralist so-
cialism that was taking place under the leadership of statist socialism.
They had to do this, on the one hand to mark a sharp distinction be-
tween their position and that of the authoritarian state, and on the other
hand because the economic failures being caused by state and munici-
pal ownership were, after all, becoming so broadly and generally visible
that they could become dangerous to the ardent enthusiasm with which
the masses were following the obscure ideal of socialism. If one kept
pointing out again and again that state railroads and city lighting works
were in no way a first step toward realizing the state of the future, one
could not educate the population in favor of centralist socialism.

As workers had become unemployed through introduction of im-
proved methods of work, it was syndicalism that sought to destroy the
new machines. Sabotage is syndicalistic; in the final analysis, however,
every strike is also syndicalistic; the demand for introduction of the so-
cial protective tariff is syndicalistic. In a word, all those means of the class
struggle that the Social Democratic Party did not want to give up be-
cause it feared losing influence on the working masses only stimulated
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the syndicalistic—Marx would have said “petty-bourgeois”—instincts
of the masses. If centralist socialism has any adherents at all today, this is
not the accomplishment of Social Democratic agitation but of statism.
State and municipal socialism provided publicity for centralist social-
ism by putting socialism into practice; academic socialism provided lit-
erary propaganda for it.

What is going on before our eyes today is of course neither centralist
socialism nor syndicalism; it is not organization of production at all and
also not organization of distribution, but rather distribution and con-
sumption of consumer goods already on hand and annihilation and de-
struction of means of production already on hand. Whatever is still be-
ing produced is being produced by the remnants of the free economy
that are still allowed to exist; wherever this socialism of today has already
penetrated, there is no longer any question of production. The forms in
which this process is occurring are manifold. Strikes shut enterprises
down, and where work is still being done, the ca’ canny system 21 itself
sees to it that the output is only slight. By high taxes and by compulsion
to pay high wages to the workers even when there is no work for them,
the entrepreneur is forced to consume his capital. Working in the same
direction is inflationism, which, as has been shown, conceals and
thereby fosters capital consumption. Acts of sabotage by the workers
and inept interventions by the authorities destroy the material appara-
tus of production and complete the work that war and revolutionary
struggles began.

In the midst of all this destruction only agriculture remains, above
all small farms. It too has suffered severely under the circumstances,
and here, too, much of the working capital has already been consumed,
and ever more of it is being consumed. The large units will probably be
socialized or even broken up into small farms. In any case, their pro-
ductive power will thereby suffer, even apart from the impairment of
their capital. Still, the devastation of agriculture remains relatively
slight in comparison with the ever-worsening dissolution of the appa-
ratus of industrial production.

The dying out of the spirit of social cooperation, which constitutes the
essence of the social revolutionary process that is occurring before our
eyes, must entail different consequences in industry, in transport, and
in trade—in short, in the city—than in agriculture. A railroad, a factory,

21. A deliberate slowdown of workers.
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a mine simply cannot be operated without that spirit, on which the
division of labor and the coordination of labor rest. It is otherwise in
agriculture. If the peasant withdraws from exchange and shifts his
production back to the autarky of the self-sufficient household economy,
he does live worse than he once lived, but he can keep on living anyway.
Thus we see the peasantry becoming ever more and more self-sufficient.
The peasant is again beginning to produce everything that he wishes
to consume in his household and, on the other hand, to cut back his
production for the needs of the city-dweller.22

What that means for the future of the city population is clear. The
industry of Germany and German-Austria has largely lost its foreign
market; now it is losing the domestic market also. When work in the
workshops is again resumed, the peasants will face the question whether
it is not more advantageous for them to obtain industrial products
cheaper and better from abroad. The German peasant will again be a
free-trader, as he had been up to forty years ago.

It is scarcely thinkable that this process should go on in Germany
without the greatest disruptions. For it does signify no less than the 
decay of German urban civilization, the slow starvation of millions of
German city-dwellers.

If revolutionary syndicalism and destructionism should not remain
limited to Germany but instead should spread over all Europe and even
to America also, then we would face a catastrophe comparable only with
the collapse of the ancient world. Ancient civilization also was built on
a far-reaching division of labor and coordination of labor; in it too the—
even if limited 23—operation of the liberal principle had brought about
a great flourishing of material and intellectual culture. All that disap-
peared as the immaterial bond that held this whole system together, the
spirit of social cooperation, disappeared. In the dying Roman Empire
also the cities were depopulated; the man who owned no land sank into
misery; whoever could somehow do so moved to the countryside to
escape starvation.24 Then, too, there occurred, accompanied outwardly
by the most severe disturbances of the monetary system, the process of
reversion of the monetary economy to a barter economy, the exchange

22. That holds true of German-Austria especially. In the Reich the conditions are still different
for the time being.
23. We too have never really had “free competition.”
24. Numerous documents in late Roman legal sources. Cf., e.g., 1. un. C. Si curialis relicta civi-
tate rus habitare maluerit, X, 37.
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economy to the economy without exchange. The modern process
would differ from the decline of ancient civilization only in that what
once occurred over centuries would now complete itself in an incom-
parably more rapid tempo.

4 Socialist Imperialism

The older socialists were opponents of democracy. They want to make
the whole world happy with their plans and are impatient with anyone
who is of another opinion. Their favorite form of state would be en-
lightened absolutism in which they always secretly dream of them-
selves occupying the position of enlightened despot. Recognizing that
they neither occupy this position nor can attain it, they seek the despot
who would be ready to adopt their plans and become their tool. Other
socialists, again, are oligarchically minded and want to have the world
ruled by an aristocracy that includes the—in their opinion—really best
people. In that regard it is a matter of indifference whether these aris-
tocrats should be the philosophers of Plato, the priests of the Church,
or the Newtonian Council of Saint-Simon.

With Marx there occurs in this respect, also, a complete change of
interpretation. The proletarians form the immense majority of the pop-
ulation. They all necessarily have to become socialists, though, since
consciousness is determined by social reality. Thus socialism, in con-
trast with all earlier class struggles, which had been movements of mi-
norities or in the interests of minorities, is said to be the movement of
the vast majority in the interest of the vast majority for the first time in
history. It follows that democracy is the best means for realizing social-
ism. The real bedrock on which democratic socialism was built was
that it found its base primarily in Germany, Austria, and Russia, thus in
countries in which democracy had not been realized. There the dem-
ocratic program was the obvious program of every opposition party and
so necessarily of socialism also.

When the possibility offered itself in Russia to a very small number
of socialists in relation to the millions of the people to grasp rule for
themselves by capturing the means of power of broken-down Czarism,
the principles of democracy were quickly thrown overboard. In Russia
socialism certainly is not a movement of the immense majority. That it
claims to be a movement in the interest of the immense majority is
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nothing special; all movements have claimed that. It is certain that the
rule of the Bolsheviks in Russia rests just as much on possession of the
government apparatus as the rule of the Romanovs once did. A demo-
cratic Russia would not be Bolshevik.

In Germany under the dictatorship of the proletariat there can be 
no problem, as its proponents assert, of defeating the resistance of the
bourgeoisie to the socialization of the means of production. If the so-
cialization of small peasant farms is renounced in advance and the con-
tinued receipt of small rentier (fixed) incomes allowed also, as present-
day socialism intends, then scarcely any resistance to socialization is to
be expected in Germany. Liberal ideas, with which alone resistance
against socialism could be mounted, have never won much ground in
Germany; today they are shared by scarcely a dozen persons in Ger-
many. Resistance to socialization based on the standpoint of private 
interests never has, however—rightly—any prospect of success, least of
all in a country in which all industrial and mercantile wealth has al-
ways seemed to the great masses to be a crime. The expropriation of in-
dustry, of mining, and of big landholdings and the elimination of trade
are the impetuous demand in Germany today of the overwhelming 
majority of the German people. To carry it out, dictatorship is needed
least of all. Socialism can rely on the great masses at the moment; it
does not yet have to fear democracy.

The German economy is today in the most difficult position imagin-
able. On the one hand the war has destroyed immense property val-
ues and laid upon the German people the obligation to pay huge repa-
rations to the opponents; on the other hand it has brought clearly to
consciousness the fact of the relative overpopulation of the German
land. Everyone must recognize today that it will be extraordinarily
difficult, if not impossible, for German industry after the war to com-
pete with foreign industry without a sharp reduction of the wage level.
Hundreds of thousands, even millions, of Germans are today seeing
their small possessions melting away day by day. People who still con-
sidered themselves rich a few months ago, who were envied by thou-
sands and, as “war winners,” did not exactly enjoy affectionate attention
in public, can today calculate exactly when they will have consumed
the modest remains of their apparent wealth and will be left beggars.
Members of the independent professions see how their standard of 
living is sinking day by day without hope of improvement.
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That a people in such a position can be gripped by despair is not
astonishing. It is easy to say that there is only one single remedy for the
danger of the increasing misery of the entire German people, namely, to
resume work as fast as possible and try, through improvements in the
productive process, to make up for the damages inflicted on the German
economy. But it is understandable that a people to whom the idea of
power was preached for decades, whose instinct for force was awakened
by the horrors of the long war, also seeks first of all in this crisis to resort
again to power politics. The terrorism of the Spartacists continues the
policy of the Junkers, as the terrorism of the Bolsheviks continues the
policy of Czarism.

The dictatorship of the proletariat would facilitate getting over eco-
nomic difficulties for the moment by expropriating the consumption
goods held by the propertied classes. It is clear that that is not socialism
and that no socialist theorist has ever advocated it. In this way one can
only badly and only for a short time disguise the difficulties that con-
front production on a socialist basis. Imports of foodstuffs from abroad
can be financed for a certain time by selling foreign securities and by
exporting works of art and jewels. Sooner or later, however, this means
must fail.

The dictatorship of the proletariat wants to use terror to nip any stir-
ring up of opposition in the bud. Socialism is believed established for all
eternity once its property has been taken away from the bourgeoisie and
all possibility of public criticism has been abolished. It cannot be de-
nied, of course, that much can be done in this way, that, above all, all
European civilization can thus be destroyed; but one does not thereby
build a socialist order of society. If the communist social order is less
suited than one resting on private ownership of the means of produc-
tion to bring about “the greatest happiness of the greatest number,” then
the ideas of liberalism cannot be killed off even by terrorist measures.

Marxian socialism, as a fundamentally revolutionary movement, is
inwardly inclined toward imperialism. No one will dispute that, least of
all the Marxists themselves, who straightforwardly proclaim the cult of
revolution. It is less noted, however, that modern socialism of necessity
must be imperialistic outwardly also.

Modern socialism does not come forth in propaganda as a rationalist
demand; it is an economic-policy position that presents itself as a doc-
trine of salvation in the manner of religions. As an economic-policy idea
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it would have had to compete intellectually with liberalism; it would
have had to try to invalidate the arguments of its opponents logically and
to turn aside their objections against its own doctrines. Individual so-
cialists have done that too. By and large, though, socialists have scarcely
bothered themselves with scientific discussion of the advantages and
disadvantages of the two conceivable systems of social production. They
have proclaimed the socialist program as a doctrine of salvation. They
have represented all earthly suffering as an emanation of the capitalist
social order and have promised, with the implementation of socialism,
the removal of everything painful. They held the capitalist economy
responsible for all shortcomings of the past and present. In the state of
the future all longing and hoping will be fulfilled; there the restless will
find rest; the unhappy, happiness; the inadequate, strength; the sick,
cure; the poor, wealth; the abstinent, enjoyment. In the state of the fu-
ture, work will be a pleasure and no longer a torment. In the state of the
future, an art will flourish of whose magnificence “bourgeois” art gives
no idea, and a science that will solve all riddles of the universe without
remnant. All sexual need will disappear; man and wife will give each
other happiness in love that earlier generations never dreamed of. Hu-
man character will undergo a thoroughgoing change; it will become
noble and spotless; all intellectual, moral, and bodily inadequacies will
fall away from mankind. What flourishes for the German hero in Val-
halla, for the Christian in God’s bosom, for the Moslem in Mohammed’s
paradise—socialism will realize all that on earth.

The Utopians, above all Fourier, were insatiable in wanting to paint
the details of this life of ease. Marxism has most strictly tabooed every
sketch of the state of the future. But this prohibition referred only to de-
scription of the economic, governmental, and legal order of the social-
ist state and was a masterful propaganda gambit. Since the arrangements
of the future state were left in mysterious obscurity, the opponents of so-
cialism were deprived of all possibility of criticizing them and perhaps
showing that their realization could in no way create a paradise on earth.
Depicting the favorable consequences of the socialization of property,
on the contrary, was by no means proscribed by Marxism as was the dem-
onstration of the ways and means by which it could be accomplished. By
representing all earthly evils as necessary concomitants of the capitalist
social order and further declaring that they would be absent from the
state of the future, it has, in utopian depiction of the happiness that
it promises to bring, again and again outdone the most imaginative
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authors of utopian novels. Mysterious intimation and mystical allusion
have far stronger effect than open explanation.

That socialism appeared as a doctrine of salvation made its struggle
against liberalism easy. Whoever seeks to refute socialism rationally en-
counters among most socialists not rational considerations, as he ex-
pects, but rather a belief, not derived from experience, in redemption
by socialism. One undoubtedly can also defend socialism rationally.
Yet for the great mass of its adherents it is a doctrine of salvation; they
believe in it. For those for whom the religious gospels have lost force, 
it is, in place of faith, a consolation and hope in the difficulties of life. 
In the face of such conviction, all rationalist criticism fails. Whoever
comes to the socialist of this sort with rational objections finds the same
lack of understanding that rationalist criticism of the doctrines of faith
encounters with the believing Christian.

In this sense, comparing socialism with Christianity was thoroughly
justified. Yet the Kingdom of Christ is not of this world; socialism, on the
contrary, wants to establish the kingdom of salvation on earth. Therein
lies its strength, therein, however, its weakness too, from which it will
collapse some day just as quickly as it has triumphed. Even if the so-
cialist method of production really could raise productivity and provide
greater welfare for all than the liberal method, it would be bound bit-
terly to disappoint its adherents, who also expect the highest exaltation
of the inner feeling of happiness from it. It will not be able to remove the
inadequacy of everything earthly, not quiet the Faustian drive, not fulfill
inner yearning. When socialism will have become reality, it will have to
recognize that a religion not referring to the life to come is an absurdity.

Marxism is an evolutionary theory. Even the word “revolution” has
the meaning “evolution” in the sense of the materialistic interpretation
of history. Yet regard for the Messianic character of the socialist gospel
was bound to drive Marxian socialism again and again to endorsing 
violent overthrow, revolution in the strict sense of the word. It could not
admit that evolution was coming nearer to socialism in any other way
than that the contradictions of the capitalist mode of production were
becoming ever more glaring and thereby bringing the revolutionary
overthrow of capitalism into the near future. If it had been willing to
admit that evolution was leading to the realization of socialism step-by-
step, then it would have gotten into the embarrassment of having to ex-
plain just why its prophecies of salvation were not also being fulfilled
step by step to some extent. For that reason Marxism necessarily had to
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remain revolutionary if it did not want to give up the strongest device
of its propaganda, the doctrine of salvation; for that reason, despite all
science, it had to hold firm to its theory of increasing misery and col-
lapse. For that reason it had to reject the revisionism of Bernstein; for
that reason it had to let not one iota of its orthodoxy be stolen from it.

Now, however, socialism is the victor. The day of fulfillment has
dawned. Millions stand around impetuously demanding the salvation
that is supposed to await them; they demand riches, they demand hap-
piness. And now shall the leaders come and console the multitude by
saying that diligent labor, perhaps after decades or centuries, will be-
come their reward and that inner happiness can never be attained with
outward means? Yet how have they reproached liberalism because it
recommended diligence and thrift to the poor! Yet how have they de-
rided the doctrines that would not ascribe all earthly hardship to the
deficiency of social arrangements!

Socialism has only one way out of this position. Regardless of the fact
that it holds power, it must still keep trying to appear as an oppressed
and persecuted sect, impeded by hostile powers from pushing through
the essential parts of its program, and so shift onto others the respon-
sibility for the nonappearance of the prophesied state of happiness.
Along with that, however, the struggle against these enemies of general
salvation becomes an unavoidable necessity for the socialist common-
wealth. It must bloodily persecute the bourgeoisie at home; it must take
the offensive against foreign countries that are not yet socialist. It can-
not wait until the foreigners must turn to socialism voluntarily. Since it
can explain the failure of socialism only by the machinations of foreign
capitalism, it necessarily arrives at a new concept of the offensive so-
cialist international. Socialism can be realized only if the whole world
becomes socialist; an isolated socialism of one single nation is said to
be impossible. Therefore, every socialist government must immedi-
ately concern itself with the extension of socialism abroad.

That is quite a different kind of internationalism from that of the
Communist Manifesto. It is not defensively but offensively conceived.
To help the idea of socialism to victory, however, it should suffice—one
should think—for the socialist nations to arrange their societies so well
that their example leads others to imitate them. Yet for the socialist
state, attack on all capitalist states is a vital necessity. To maintain itself
internally it must become aggressive externally. It cannot rest before it
has socialized the whole world.

174 � socialism and imperialism
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Socialist imperialism is also quite without a basis for economic
policy. It is hard to see why a socialist commonwealth could not also
acquire in trade with foreign countries all those goods that it could not
produce itself. The socialist who is convinced of the higher productivity
of communist production could dispute that least of all.25

Socialist imperialism outdoes every earlier imperialism in scope and
depth. The inner necessity that has caused it to arise, rooted in the
essence of the socialist gospel of salvation, drives it to fundamental
boundlessness in every direction. It cannot rest before it has subjugated
the entire inhabited world and before it has annihilated everything
reminiscent of other forms of human society. Every earlier imperialism
could do without further expansion as soon as it came up against ob-
stacles to its spread that it could not overcome. Socialist imperialism
could not do this; it would have to see such obstacles as difficulties not
only for outward expansion but also for its development at home. It
must try to annihilate them or itself disappear.

socialist imperialism � 175

25. Note how deficient is the argument in Marxist literature before 1918 for the thesis that social-
ism is possible only as world socialism.
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Concluding Observations

Rationalist utilitarianism rules out neither socialism nor imperialism
on principle. Accepting it provides only a standpoint from which one
can compare and evaluate the advantages and disadvantages of the
various possibilities of social order; one could conceivably become a so-
cialist or even an imperialist from the utilitarian standpoint. But who-
ever has once adopted this standpoint is compelled to present his pro-
gram rationally. All resentment, every policy prompted by sentiment,
and all mysticism is thereby rejected, regardless of whether it appears
in the garb of racial belief or of any other gospel of salvation. The fun-
damentals of policy can be disputed, pro and con, on rational grounds.
If agreement cannot be reached both over the ultimate goals and also,
although more seldom, over the choice of means by which they shall
be pursued, since their evaluation depends on subjective feelings, one
must still succeed in this manner in sharply narrowing the scope of the
dispute. The hopes of many rationalists go still further, of course. They
think that every dispute can be resolved by intellectual means, since all
disagreements arise only from errors and from inadequacy of knowl-
edge. Yet in assuming this they already presuppose the thesis of the har-
mony of the rightly understood interests of individuals, and this is in-
deed disputed precisely by imperialists and socialists.

The entire nineteenth century is characterized by the struggle against
rationalism, whose dominion seemed undisputed at its beginning. Even
its assumption of a fundamental similarity in the way of thinking of all
people is attacked. The German must think otherwise than the Briton,
the dolichocephalic person otherwise than the brachycephalic; “prole-
tarian” logic is contrasted with “bourgeois” logic.1 Reason is denied the

1. [Mises criticizes this thesis as “polylogism”—that different groups, races, and classes think and
reason differently, that they use different logic. See above, pp. 8–9, and his major economic trea-
tise, Human Action, 4th ed. (Irvington-on-Hudson, N.Y., 1996), pp. 75– 89.]
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property of being able to decide all political questions; feeling and in-
stinct must show men the path that they have to tread.

Rational policy and rational economic management have outwardly
enriched beyond measure the lives of the individual and of nations.
That could be overlooked, since attention was always paid only to the
poverty of those still living outside the boundaries of the territories
already won by the free economy and because the lot of the modern
worker was always compared with that of the rich man of today, instead
of the lots of both being compared with those of their ancestors. It is true
that modern man is never content with his economic position, that he
would like to have things still better. Yet precisely this incessant striving
for more wealth is the driving force of our development; one cannot
eliminate it without destroying the basis of our economic civilization.
The contentment of the serf, who was happy when he did not suffer ac-
tual hunger and when his lord did not thrash him too badly, is no ideal
state of affairs whose passing one could lament.

It is also true, however, that the rise of outward welfare corresponds to
no increase of inner riches. The modern city-dweller is richer than the
citizen of Periclean Athens and than the knightly troubadour of
Provence, but his inner life exhausts itself in mechanical functions at
work and in superficial dissipations of his leisure hours. From the pine
torch to the incandescent lamp is a great step forward, from the folk song
to the popular song a sad step backward. Nothing is more comforting
than that people are beginning to become conscious of this lack. In that
alone lies hope for a culture of the future that will put everything earlier
in the shade.

Yet the reaction against inner impoverishment should not impugn
the rationalization of outward life. The romantic longing for wild ad-
ventures, for quarreling and freedom from external restraint, is itself
only a sign of inner emptiness; it clings to the superficial and does not
strive for depth. Relief is not to be hoped for from a variety of colorful
external experiences. The individual must seek by himself the way to
find within himself the satisfaction that he expects in vain from outside.
If we chose to deliver up politics and the economy to imperialism, to
resentment, and to mystical feelings, then we would indeed become
outwardly poorer but not inwardly richer.

Warlike activity assures a man of that deep satisfaction aroused by the
highest straining of all forces in resistance to external dangers. That is no
mere atavistic reawakening of impulses and instincts that have become
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pointless in changed circumstances. The inner feeling of happiness
aroused not by victory and revenge but rather by struggle and danger
originates in the vivid perception that exigency compels the person to
the highest deployment of forces of which he is capable and that it makes
everything that lies within him become effective.2 It is characteristic of
very great persons to move forward to highest accomplishment out of an
inner drive; others require an external impulse to overcome deep-rooted
inertia and to develop their own selves. The common man will never
share the happiness that the creative person feels in devotion to his work
unless extraordinary circumstances confront him, too, with tasks that
demand and reward the commitment of the whole person. Here lies
the source of all heroism. Not because the individual feels death and
wounds as sweet but rather because, in the enrapturing experience of
the deed, he puts them out of his mind does he assail the enemy. Bravery
is an emanation of health and strength and is the rearing up of human
nature against external adversity. Attack is the most primary initiative.
In his feelings man is always an imperialist.3

But reason forbids giving free rein to feelings. To want to beat the
world to ruins to let a romantic longing exhaust itself contradicts the
simplest deliberation so much that no word need be wasted on it.

The rational policy that is commonly called the ideas of 1789 has been
reproached for being unpatriotic—in Germany, un-German. It takes
no regard of the special interests of the fatherland; beyond mankind and
the individual, it forgets the nation. This reproach is understandable
only if one accepts the view that there is an unbridgeable cleavage be-
tween the interest of the people as a whole on the one side and that of
individuals and of all mankind on the other side. If one starts with the

2. . . . der Krieg lässt die Kraft erscheinen,

Alles erhebt er zum Ungemeinen,

Selber dem Feigen erzeugt er den Mut. (Die Braut von Messina)
[. . . war makes strength appear,
It raises everything to the extraordinary,
Even in the coward it creates courage. (The Bride of Messina)]

3. This does not refer to the glorification of war by weak-willed esthetes who admire in warlike 
activity the strength that they lack. This writing-table and coffee-house imperialism has no
significance. With its paper effusions, it is only a fellow traveler.

Games and sport represent an attempt to react from natural, emotional imperialism. It is no ac-
cident that England, the home of modern utilitarianism, is also the fatherland of modern sport
and that precisely the Germans—and among them, again, the strata most averse to the utilitarian
philosophy, university youth—have shut themselves off the longest from the spread of sports
activity.
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harmony of rightly understood interests, then one cannot comprehend
this objection at all. The individualist will never be able to grasp how a
nation can become great and rich and powerful at the expense of its
members and how the welfare of mankind can obstruct that of individ-
ual peoples. In the hour of Germany’s deepest degradation, may one
raise the question whether the German nation would not have fared bet-
ter by holding firm to the peaceful policy of much-reviled liberalism
rather than to the war policy of the Hohenzollerns?

The utilitarian policy has further been reproached for aiming only
at the satisfaction of material interests and neglecting the higher goals
of human striving. The utilitarian supposedly thinks of coffee and cot-
ton and on that account forgets the true values of life. Under the reign of
such a policy all would have to be caught up in precipitous striving
for the lower earthly pleasures, and the world would sink into crass
materialism. Nothing is more absurd than this criticism. It is true that
utilitarianism and liberalism postulate the attainment of the greatest
possible productivity of labor as the first and most important goal of pol-
icy. But they in no way do this out of misunderstanding of the fact that
human existence does not exhaust itself in material pleasures. They
strive for welfare and for wealth not because they see the highest value in
them but because they know that all higher and inner culture presup-
poses outward welfare. If they deny to the state the mission of furthering
the realization of the values of life, they do so not out of want of esteem
for true values but rather in the recognition that these values, as the most
characteristic expression of inner life, are inaccessible to every influence
by external forces. Not out of irreligiosity do they demand religious free-
dom but out of deepest intimacy of religious feeling, which wants to
make inner experience free from every raw influence of outward power.
They demand freedom of thought because they rank thought much too
high to hand it over to the domination of magistrates and councils. They
demand freedom of speech and of the press because they expect the tri-
umph of truth only from the struggle of opposing opinions. They reject
every authority because they believe in man.

Utilitarian policy is indeed policy for this earth. But that is inherent
in all policy. The person who has a low opinion of the mind is not the
one who wants to make it free from all external regulation but rather
the one who wants to control it by penal laws and machine guns. The
reproach of a materialistic way of thinking applies not to individualis-
tic utilitarianism but to collectivistic imperialism.
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With the World War mankind got into a crisis with which nothing
that happened before in history can be compared. There were great
wars before; flourishing states were annihilated, whole peoples extermi-
nated. All that can in no way be compared with what is now occurring
before our eyes. In the world crisis whose beginning we are experienc-
ing, all peoples of the world are involved. None can stand aside; none
can say that its cause too will not be decided along with the others. If in
ancient times the destructive will of the more powerful met its limits in
the inadequacy of the means of destruction and in the possibility avail-
able to the conquered of escaping persecution by moving away, then
progress in the techniques of war and transportation and communica-
tion makes it impossible today for the defeated to evade the execution of
the victor’s sentence of annihilation.

War has become more fearful and destructive than ever before be-
cause it is now waged with all the means of the highly developed tech-
nique that the free economy has created. Bourgeois civilization has built
railroads and electric power plants, has invented explosives and air-
planes, in order to create wealth. Imperialism has placed the tools of
peace in the service of destruction. With modern means it would be easy
to wipe out humanity at one blow. In horrible madness Caligula wished
that the entire Roman people had one head so that he could strike it off.
The civilization of the twentieth century has made it possible for the rav-
ing madness of the modern imperialists to realize similar bloody dreams.
By pressing a button one can expose thousands to destruction. It was
the fate of civilization that it was unable to keep the external means that
it had created out of the hands of those who had remained estranged
from its spirit. Modern tyrants have things much easier than their pre-
decessors. He who rules the means of exchange of ideas and of goods in
the economy based on the division of labor has his rule more firmly
grounded than ever an imperator before. The rotary press is easy to put
into fetters, and whoever controls it need not fear the competition of
the merely spoken or written word. Things were much more difficult for
the Inquisition. No Philip II could paralyze freedom of thought more se-
verely than a modern censor. How much more efficient than the guillo-
tine of Robespierre are the machine guns of Trotsky! Never was the in-
dividual more tyrannized than since the outbreak of the World War and
especially of the world revolution. One cannot escape the police and ad-
ministrative technique of the present day.

04-L3768  5/26/06  9:05 AM  Page 180



concluding observations � 181

Only one external limit is posed to this rage for destruction. In de-
stroying the free cooperation of men, imperialism undercuts the mate-
rial basis of its power. Economic civilization has forged the weapons for
it. In using the weapons to blow up the forge and kill the smith, it makes
itself defenseless in the future. The apparatus of the economy based on
division of labor cannot be reproduced, let alone extended, if freedom
and property have disappeared. It will die out, and the economy will sink
back into primitive forms. Only then will mankind be able to breathe
more freely. If the spirit of reflectiveness does not return sooner, imperi-
alism and Bolshevism will be overcome at the latest when the means of
power that they have wrested from liberalism will have been used up.

The unfortunate outcome of the war brings hundreds of thousands,
even millions, of Germans under foreign rule and imposes tribute pay-
ments of unheard-of size on the rest of Germany. A legal order is being
established in the world that permanently excludes the German people
from possession of those parts of the earth that have the more favorable
conditions of production. In the future, no German will be allowed to
acquire ownership of land resources and means of production abroad;
and millions of Germans, narrowly pushed together, will have to feed
themselves badly on the niggardly soil of Germany, while, overseas,
millions of square kilometers of the best land lie idle. Need and misery
for the German people will emerge from this peace. The population
will decline; and the German people, which before the war counted
among the most numerous peoples of the earth, will in the future have
to be numerically less significant than they once were.

All thinking and effort of the German people must be directed to get-
ting out of this position. This goal can be reached in two ways. One is
that of imperialistic policy. To grow strong militarily and to resume the
war as soon as the opportunity for attack presents itself—that is the only
means thought of today. Whether this way will be practicable at all is
questionable. The nations that today have robbed and enslaved Ger-
many are very many. The amount of power that they have exercised is
so great that they will watch anxiously to prevent any strengthening of
Germany again. A new war that Germany might wage could easily
become a Third Punic War and end with the complete annihilation of
the German people. But even if it should lead to victory, it would bring
so much economic misery upon Germany that the success would not
be worth the stakes; moreover, the danger would exist that the German
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people, in the ecstasy of victory, would fall again into that limitless and
boundless madness of victory that has already repeatedly turned to mis-
fortune for it, since it can finally lead again only to a great debacle.

The second course that the German people can take is that of com-
pletely turning away from imperialism. To strive for reconstruction only
through productive labor, to make possible the development of all pow-
ers of the individual and of the nation as a whole by full freedom at
home—that is the way that leads back to life. To set nothing against the
efforts of imperialistic neighbor states to oppress and de-Germanize us
other than productive labor, which makes one wealthy and thereby
free, is a way that leads more quickly and surely to the goal than the
policy of struggle and war. The Germans who have been subjugated to
the Czechoslovak, Polish, Danish, French, Belgian, Italian, Rumanian,
and Yugoslav states will better preserve their national character if they
strive for democracy and self-government, which finally do lead to full
national independence, than if they pin their hopes on a victory of
weapons.

The policy that strove for the greatness of the German nation
through outward means of force has broken down. It has not only di-
minished the German people as a whole but also brought the individ-
ual German into misery and need. Never has the German people sunk
so low as today. If it is now to rise again, then it can no longer strive to
make the whole great at the expense of individuals but rather must
strive for a durable foundation of the well-being of the whole on the ba-
sis of the well-being of individuals. It must switch from the collectivis-
tic policy that it has followed so far to an individualistic one.

Whether such a policy will be at all possible in the future, in view of
the imperialism that is now asserting itself everywhere in the world, is
another question. But if this should not be the case, then precisely all
modern civilization faces downfall.

“The most virtuous person cannot live in peace if that does not please
his evil neighbor.” Imperialism presses weapons into the hands of all
who do not want to be subjugated. To fight imperialism, the peaceful
must employ all its means. If they then triumph in the struggle, they
may indeed have crushed their opponent, yet themselves have been
conquered by his methods and his way of thinking. They then do not lay
down their weapons again; they themselves remain imperialists.

Englishmen, Frenchmen, and Americans had already shed all crav-
ings for conquest in the nineteenth century and had made liberalism
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their first principle. To be sure, even in their liberal period their policy
was not entirely free of imperialist deviations, and one cannot imme-
diately chalk up every success of the imperialistic idea among them to
the account of defense. But no doubt their imperialism drew its great-
est strength from the necessity of warding off German and Russian im-
perialism. Now they stand as victors and are not willing to content
themselves with what they indicated before their victory as their war
aim. They have long since forgotten the fine programs with which they
went to war. Now they have power and are not willing to let it get away.
Perhaps they think that they will exercise power for the general good,
but that is what all those with power have believed. Power is evil in it-
self, regardless of who exercises it.4

But if they now do want to adopt that policy with which we have suf-
fered shipwreck, so much the worse for them; for us that can still be no
reason for abstaining from what benefits us. We demand the policy of
calm, peaceful development—not indeed for their sake but for our
own sake. It was the greatest error of German imperialists that they ac-
cused those who had advised a policy of moderation of having unpatri-
otic sympathy for foreigners; the course of history has shown how much
they thereby deluded themselves. Today we know best where imperial-
ism leads.

It would be the most terrible misfortune for Germany and for all hu-
manity if the idea of revenge should dominate the German policy of
the future. To become free of the fetters that have been forced upon
German development by the peace of Versailles, to free our fellow na-
tionals from servitude and need, that alone should be the goal of the
new German policy. To retaliate for wrong suffered, to take revenge
and to punish, does satisfy lower instincts, but in politics the avenger
harms himself no less than the enemy. The world community of labor
is based on the reciprocal advantage of all participants. Whoever wants
to maintain and extend it must renounce all resentment in advance.
What would he gain from quenching his thirst for revenge at the cost
of his own welfare?

In the League of Nations of Versailles the ideas of 1914 are in truth
triumphing over those of 1789; that it is not we who have helped them
to victory, but rather our enemies, and that the oppression turns back
against us is important for us but less decisive from the standpoint of

4. Cf. J. Burckhardt, Weltgeschichtliche Betrachtungen (Berlin, 1905), p. 96.
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world history. The chief point remains that nations are being “pun-
ished” and that the forfeiture theory comes to life again. If one admits
exceptions to the right of self-determination of nations to the disadvan-
tage of “evil” nations, one has overturned the first principle of the free
community of nations. That Englishmen, North Americans, French,
and Belgians, those chief exporters of capital, thereby help gain recog-
nition for the principle that owning capital abroad represents a form of
rule and that its expropriation is the natural consequence of political
changes shows how blind rage and the desire for momentary enrich-
ment repress rational considerations among them today. Cool reflec-
tion would be bound to lead precisely these peoples to quite other 
behavior in questions of international capital movements.

The way that leads us and all humanity out of the danger that world
imperialism signifies for the productive and cultural community of na-
tions and so for the fate of civilization is rejection of the policy of feel-
ing and instinct and return to political rationalism. If we wanted to
throw ourselves into the arms of Bolshevism merely for the purpose of
annoying our enemies, the robbers of our freedom and our property, or
to set their house on fire too, that would not help us in the least. It
should not be the goal of our policy to drag our enemies into our de-
struction with us. We should try not to be destroyed ourselves and try
to rise again out of servitude and misery. That, however, we can attain
neither by warlike actions nor by revenge and the policy of despair. For
us and for humanity there is only one salvation: return to the rational-
istic liberalism of the ideas of 1789.

It may be that socialism represents a better form of organization of
human labor. Let whoever asserts this try to prove it rationally. If the
proof should succeed, then the world, democratically united by liber-
alism, will not hesitate to implement the communist community. In a
democratic state, who could oppose a reform that would be bound to
bring the greatest gain to by far the overwhelming majority? Political
rationalism does not reject socialism on principle. But it does reject in
advance the socialism that hinges not on cool understanding but rather
on unclear feelings, that works not with logic but rather with the mys-
ticism of a gospel of salvation, the socialism that does not proceed from
the free will of the majority of the people but rather from the terrorism
of wild fanatics.
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Kautsky, Karl, 155, 156 –57, 160n16, 163
Keynes, John Maynard, xi–xii
Knapp, Georg Friedrich, 5n3
Königgrätz, battle of, xxi, 3, 102
Kotor, Gulf of, rebellions at, xxiii

labor: division of, 30, 110–13, 124; state
control of wartime, 136 –38, 140– 42;
war losses of, 125

language: advantage of single, 32–33;
and assimilation, 97; changes in, 
22–24; and politics of Central Europe,
xxiii, 38; as source of nationality, xiii,
7–17; standard and dialect versions,
17–22

Lapouge, Vacher de, 8

index � 189

05-L3768-INX  5/26/06  9:05 AM  Page 189



large vs. small states and unification,
66 – 68

law, international, 73–75
League of Nations, 75, 183– 84
Lenin, Vladimir I., xii
Lensch, Paul, 57n42
Leopold I, Holy Roman Emperor, xv
Leopold II, Holy Roman Emperor, xv
liberalism: advantages for Germany, 62;

and economic development, 111; and
freedom, 1–3, 25, 27–29, 80, 89, 179;
and free migration, 32, 64; German re-
jection of, 80– 88, 178–79; imperial-
ism in “liberal” states, 64– 66; liberal
nationalism, 25–31, 151; and majority
principle, 35– 42, 45; vs. militarism,
xii, 72–73n57, 87– 88; Mises’s attach-
ment to, xii–xiii, xxv; and mixed pop-
ulations, 35, 79– 80; and pacifism, 3,
28, 29, 32, 33, 71, 72, 73n, 74, 124, 151;
in Prussian government, xxiv–xxv; and
religion, 179; and revolutions of 1848,
xvii–xix, 4, 35–36, 85, 94–97, 100; and
socialism, 28, 36, 147– 62, 163– 65, 170;
societal benefits of, 177, 178–79, 182–
84. See also free-market economy; 
individualism

Liberal Party, German (Austria), 93, 100,
102– 6

Lieben, Richard, 130
Linz Program (1882), xxiv, 105, 107
List, Friedrich, xvii, 58
literary language, 18n10, 33
Louis Philippe, King of France, xvii
Ludwig II, King of Bavaria, xxii

“Macht oder ökonomisches Gesetz”
(Böhm-Bawerk), 5n3

Magyars. See Hungary
majority principle, 35– 42, 45
Malthus, Thomas, 158
Manchester School, xxiv, 4
March Revolution. See Revolution of

1848
Maria Theresa, Princess (Habsburg 

family), xv

Marne, battle of the, 115
Marx, Karl, 106n75, 153–54, 159– 60n15
Marxian socialism, 148, 154
Marxism: vs. capitalism, 153–55; and

centralization of political life, 79,
169–70; class struggle thesis, 151; and
German Social Democracy, 148; and
inevitability of war, 72; on nationality
movements, 106n75; and rejection of
democratic principle, 36; and social-
ism, 149–50, 152, 166; and timing of
public takeover of production, 164n20;
utopianism of, 154, 159– 60, 160n16,
172–74. See also socialism

material vs. non-material source of hap-
piness, 177–78, 179

means of production, private vs. public
control of, 117, 141– 43, 148n1, 151, 152–
55, 158

mercantilism, liberalism’s rejection of,
151

Metternich, Prince Clemens von, xvii, 93
middle class. See bourgeoisie
migration: and assimilation, 34–35, 97–

98; and freedom, 35–36, 48, 63; and
imperialistic nationalism, 32, 46 – 63;
and language, 23; liberal states’ restric-
tions on, 64; and mixed population
problem, 46 – 49, 53, 54–58, 135–36;
and overpopulation in Europe, 47, 50,
54, 55–56, 59; socialist view of, 76 –77;
and world economy, 112

militarism: and autarky, 123; definition,
5; vs. liberalism, xii, 72–73n57, 87– 88;
misplaced assumptions about World
War I, 113–15; money supply manipu-
lation, 135; and nationalism, 29; and
world economy, 112–13, 126 –27. See

also imperialism; Prussia
minority groups: German loss of nation-

ality as minority, 82, 85– 86, 88–100,
101– 4; and language change, 22–23;
and non-German desires for freedom
from Austria, 89–90, 91; political
power complications of, 38– 45. See

also mixed populations

190 � index

05-L3768-INX  5/26/06  9:05 AM  Page 190



Mises, Ludwig von, and Keynes, xi–xii
mixed populations: democracy’s difficul-

ties with, 36, 37– 42, 46, 77, 96; in
German-ruled territories, xiv, 82– 83;
and imperialistic nationalism, 29, 32–
46, 64–70; and language as basis for
nationality, 11–12; and liberalism, 35,
79– 80; and socialism, 75–77, 78. See

also migration; minority groups
mobility, socioeconomic, and language,

23–24
modes of production. See conditions of

production
money supply and wartime inflation,

129–30, 133–34
Murat, Joachim, xvi, 83

Napoleon, xv–xvi, 26, 91
National Assembly of Germany, xviii,

xix–xx
nationalism: development of imperialis-

tic, 29, 32– 46, 64–70; liberal, 25–31,
151; migration and imperialistic, 46 –
63; and pacifism, 70– 80

Nationalist Party, German (Austria),
104– 6

nationality: and coherence of state, 89;
and democracy, xxiii–xxiv, 182; Ger-
man complications in supporting
unified nation, 84, 85, 92–93, 95–98;
importance for Mises, xiii, 5– 6; lan-
guage as source of, xiii, 7–24; preser-
vation of in migration, 49–51; and
race, 8–9, 22, 64; social democratic
suspicions of nationality movements,
106n75. See also minority groups;
mixed populations

nationality principle, 27–29, 32, 35, 65–
66n49, 75

nation vs. state, 25–31
natural boundaries theory, 25–26, 91
Naumann, Friedrich, 67– 68
Nicholas I, Czar of Russia, xviii
Nikolsburg, peace of, xxi
nominalistic money theory, 133, 134n15
North German Confederation, xxi

Norway, language and nationality in, 
16 –17

Olmütz, Punctation of, xx
one-time capital levy vs. recurring prop-

erty taxation, 141
Ottonians, age of, xiv, 22
overpopulation: effects on migration and

nationalism, 47, 50, 54, 55–56, 59; and
German post–World War I destitution,
170; Mises’s focus on European, xi

pacifism: imperialistic, 70– 80; in liber-
alism, 3, 28, 29, 32, 33, 71, 72, 73n, 74,
124, 151; philanthropic, 72–73
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preface

In this book, Liberty Fund has combined two monographs by Ludwig
von Mises—Notes and Recollections and The Historical Setting of the
Austrian School of Economics—both dealing with the Austrian School
of economics, each from a different perspective. The Austrian School
is not a school in the sense of a physical structure constructed of steel,
bricks, and mortar. Rather it is a collection of ideas and theories. And
it has been called Austrian, because the subjective marginal utility
theory of value on which it is based originated largely with Carl Men-
ger, Eugen Böhm-Bawerk, and Ludwig von Mises, all Austrian-born.

Notes and Recollections is a very personal account by Mises describ-
ing his life in Austria before he came to the United States in 1940. He
wrote these reminiscences in an informal, conversational tone. He
wrote of his intellectual development, his effort to understand and
explain economic ideas, and his contributions to economic theory, as
he himself was then helping to develop it. In these autobiographical
recollections he also discussed his activities as adviser to Austrian gov-
ernment officials and his frustrations in attempting to keep inflation
and communist and Nazi ideas from destroying the Austrian economy.
Professor Sennholz’s postscript continues the account of Mises’s con-
tributions to the Austrian School of Economics by describing his life
and work after he migrated to the United States in 1940.

The Historical Setting of the Austrian School of Economics, first pub-
lished in 1962, was written in Mises’s usual serious writing style. It
describes the historical background of the school and summarizes its
basic teachings.

When Mises writes in this book of “modern economics,” he means
economics based on “subjective value marginal-utility theory,” which
he considered a substantial advance over earlier economic theories.
This position set him apart from the classical economists—Adam Smith,
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David Ricardo, and John Stuart Mill—who considered economics to
be the study of how men produced and distributed material goods and
services. As Mises explains in these two works, it also separated him
from his German contemporaries—advocates of empiricism, positivism,
historicism, and “economic state sciences”—according to whom all
knowledge of economics must come from experience and history.

To Mises economics was the study of human action, a science de-
veloped logically from the a priori fact that man acts. Economists use
reason and logic to explain how men seek to attain their various values,
ends, and goals in life—material ends, yes, but also spiritual, cultural,
intellectual, social, personal, etc., goals and values. Thus economics
is not a physical science. It is a science of reason and logic. It is uni-
versal, timeless, and true always and everywhere. The logic of eco-
nomic theory explains the actions of men in the pre- and post-industrial
worlds, as well as in today’s highly developed, closely interrelated,
world with its finely specialized division of labor. Just as there is no
such thing as English mathematics or Chinese physics, the science of
economics is the same throughout history, in feudal times as well as
in the twenty-first century. Speaking of the Austrian School of econom-
ics was a shorthand way to distinguish the subjective value theory de-
veloped by Mises’s Austrian-born colleagues from the theories of the
empirical schools criticized here. In Mises’s Nationaloekonomie (1940)
and Human Action (1949), he explained economics in careful detail
as the universal science of human action.

The reader should keep in mind that Mises uses “liberal” (derived
from the Latin, liber meaning free) in its original, classical sense, not
in its modern, corrupted definition as interventionism. All numbered
footnotes in this edition are mine.

Bettina Bien Greaves
May 2013
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foreword

I set out to be a reformer, but only became the historian of decline.—LvM

When my husband, Ludwig von Mises, wrote these words in Decem-
ber 1940, he evidently felt very depressed; but as Notes and Recollec-
tions indicates, he had not completely despaired about the possibility
that the world might yet heed his warnings. Though this book is slim
in size, its thoughts are weighty.

The dark mood in which Ludwig von Mises wrote these Notes and
Recollections is to be understood in part by the circumstances through
which they came to life.

On August 2, 1940, my husband and I landed at a pier in New Jersey.
We had left Europe in the midst of a bloody, destructive war. Leaving
Geneva was not easy for him. He had spent six happy years there,
teaching at the Institut Universitaire des Hautes Etudes as Professor of
International Economic Relations. He had become well known all
over Europe, and the fame of his books had reached the United States
well before he set foot on these shores.

The day we arrived in the United States was hot and humid. Behind
us were four weeks of traveling, four weeks of anxiety, of heartache and
apprehension.* We were admitted on a nonquota visa; but we had no
home or family here to greet us. Like many other immigrants, we were
to experience difficult times before we once again felt firm ground
beneath our feet. Our belongings, among them his valuable library,
had been packed and shipped before we left. Now they were lying
somewhere en route, and we were not sure that we would ever see
them again. Moving from one small hotel to another, with only savings

* Cf. chapters V and VI, My Years with Ludwig von Mises, by Margit von Mises, Arlington
House, New Rochelle, New York, 1976.



xiv � foreword

to live on, and no teaching position offered that might interest him—
such was the background when in the autumn of 1940 my husband sat
down to write, as he originally planned, an autobiography.

At the end of December he finished his writing, without having had
the benefit of his books for reference. On a bleak December afternoon
he showed me the manuscript, and I remember my first impression. I
felt immediately, without fully understanding it, that this was a most
significant document. But I also realized that it was not an autobiog-
raphy. An autobiography is the “history of a person’s life,” Webster says,
“written by himself.” While this manuscript gives a clear image about
my husband’s intellectual development, the ideas for his books, his
work, and his activities until 1940, it reveals almost nothing about his
family or his background.

Two years later, when we finally had an apartment of our own, my
husband gave me the handwritten manuscript, which by then was
neatly put into two black hardcover folders. “They are yours,” he told
me, “take good care of them.”

Undoubtedly he had written this material for publication. For when
I, about thirty years later—when he was recognized all over the world—
suggested that he write an autobiography, and offered to type his dicta-
tion, he answered: “You have my two handwritten folders. That is all
people need to know about me.”

It was some time after his death on October 10, 1973, that I remem-
bered the two hardcover folders. I took them out of my closet and read
them again and again. I was spellbound. Now I understood what trea-
sure Ludwig von Mises had given me in 1942, when I was not yet ready
to see the full historic importance of this manuscript. Never before
had he written such candid, harsh, devastating remarks and observa-
tions about economic conditions, the universities, the professors, and
well-known public personalities in Austria and Germany.

Never before had he expressed such undisguised despair about the
coming decline of Western civilization; in retrospect, I would say, he
never again wrote in this way. In later years, when his personal situation
changed, when he found peace within himself, and when he acquired
further insight into the economic conditions and the great possibilities
of the United States, he felt a slight hope for the survival of civilization.
But never, never would he stop warning against inflation, interven-
tionism, and communism.

I have typed the German manuscript and asked Dr. Hans Sennholz
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to do the English translation. Dr. Sennholz took his American Doctor
of Philosophy degree with Ludwig von Mises at New York University.
He is presently Chairman of the Economics Department at Grove City
College.

In Notes and Recollections the world can hear once again the warn-
ing voice of Ludwig von Mises. I hope that many thinking men and
women will read this little book. They then will see—and fear—the
consequences of inflation, socialism-communism, and the growing
power and corruption of interventionist government. History may re-
peat itself disastrously if we do not change our course.

Margit von Mises
New York, New York
July 1976





I

Historicism

The first source of political and historical knowledge for me was the
Gartenlaube, the periodical of provincial German folk. This was in
1888, the Three-Kaiser Year; its issues carried reports with many pic-
tures of the lives of the two late Kaisers. I was then not yet seven years
old and devoured the articles with insatiable fervor.

A little later I found the historical bias of this family magazine, in
more explicit form, in the works of German historians. As an Austrian
it was not difficult for me to recognize the political overtones of these
writers. And I soon discerned the method of their analysis, which had
rudely been called the falsification of history. Nor were the later his-
torians for a united Germany more honest or conscientious; they were
merely less capable.

When I graduated from high school, the problems of economic,
legal, administrative, and social history appeared more attractive to me
than political history. Therefore I decided to study law rather than
history, which I earlier had in mind as an undergraduate.

In those years the study of law at Austrian universities was arranged
in such a way that three to four semesters of the total of eight were
dedicated exclusively to the history of law, and the remaining four to
five largely to political economy and public law. The school of law
offered greater opportunities for the study of history than the school of
liberal arts. The “political” historians who taught at the latter were
third- and fourth-rate men. The only significant historian produced by
Austria, Heinrich Friedjung, was denied access to an academic career.
The emphasis in historical education at the University of Vienna was
on paleography.

On Historicism, see appendix at end of this chapter. (All notes that follow are Publisher’s Notes,
except for original notes which are shown as Author’s Notes.)
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At that time, around 1900, historicism was at the zenith of its career.
The historical method was believed to be the only scientific method
for the sciences of human action. From the height of his historical
clarity, the “historical political economist” was looking with unspeak-
able disgust on the “orthodox dogmatist.” Economic history was the
science in fashion. In the German-speaking world [Gustav] Schmoller
was adored as the great master of “political economy.” And from all
over the world ambitious young men flocked to his seminar.

I was still in high school when I noticed a contradiction in the
position of the Schmoller circle. On the one hand, they rejected the
positivistic demand for a science of law that was to be built from the
historical experiences of society; on the other hand, they believed that
economic theory was to be abstracted from economic experiences. It
was astonishing to me that this contradiction was barely noticed or
rarely mentioned.

Another characteristic that displeased me was the school’s relativism,
which degenerated with many of its adherents to a blind glorification
of the past and its institutions. While many progress fanatics had con-
demned as bad and damnable everything that was old, these pseudo-
historians rejected everything that was new, and they glorified the old.
At that time I did not yet understand the significance of Liberalism.
But to me, the fact alone that Liberalism was an achievement of the
eighteenth century, and that it was not known in former times, was no
cogent argument against it. I could not understand how they could
justify “historically” and “relatively” whatever was in fact tyranny, su-
perstition, and intolerance. To me it was insolent falsification of his-
tory to elevate the sexual mores of the past to models for the present.
But the worst transgressions occurred in the fields of church and
religion, in which Catholics and Protestants alike diligently sup-
pressed that which they did not like. Equally offensive were the writ-
ings in Brandenburg-Prussian history, from the “Great” Elector to the
“Great” King.

At least in one point the honesty of Austrian law historians differed
refreshingly from the bias of Prussian historical work. In his five-hour
lecture on Austrian history, which was mandatory for all first-semester
students of law, Professor Siegmund Adler dealt with the history of the
forgery of the privilegium majus by Duke Rudolf, the founder. This
was done with such thoroughness that it could withstand the sharpest
critique. Only decades later did Ernst Karl Winter find the courage to
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extenuate this chapter of Austrian history by labeling the late Duke a
“socialist” who even exceeded in socialism the idol of German social-
ists, Kaiser Friedrich Wilhelm I.

It was not quite clear to me how an argument against private prop-
erty could be derived from the fact that in the distant past there had
been community property in land. Nor could I understand why mo-
nogamy and family should be abolished because there had been pro-
miscuity in the past. To me such arguments were nothing but nonsense.

On the other hand, I also failed to comprehend the opposite point
of view frequently and largely held by the same people: that anything
in the course of development was always progress—higher develop-
ment—and therefore morally justified.

I would here like to mention that the honest relativism of historians
searching for knowledge had nothing in common with the mendacious
historicism of this school. But logically it rested on no sounder ground.
According to its tenets, there was no difference between suitable and
unsuitable policy. That which is, is ultimately given. And the wise man
who sees things with the eyes of a historian must never judge them,
but accept them. They believed that the same was true of the natural
scientist, who does not treat natural phenomena any differently.

It does not take many words to prove the fallacy of this position, to
which many economists are still adhering today [1940]. It is not the
task and function of science to make value judgments. It has one of
two functions—in fact, in the belief of many, only one function—to
inform us whether the means we apply toward the attainment of an
objective are suitable or not. The natural scientist does not judge na-
ture, but informs his fellowmen on which means they should rely in
order to achieve certain objectives. The sciences of human action must
not judge the ultimate objectives of action, but examine the means
and methods that can be applied for the attainment of these objectives.

I frequently discussed this with Ludo Hartmann and later also with
Max Weber and Alfred Frances Pribram. All three were rather en-
grossed in historicism, which made it difficult for them to admit the
cogency of my position. With Hartmann and Weber their hot tempers
finally prevailed which prompted them to turn to political action in
spite of their philosophical doubts. Pribram, who lacked this urge to
action, remained faithful to his quietism and agnosticism. One could
say about him what Goethe said [Faust, second part, Walpurgisnacht]
about the Sphinx:
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Sitzen vor den Pyramiden
Zu der Völker Hochgericht,
Überschwemmung, Krieg und Frieden—
Und verziehen kein Gesicht.*

As for the German historians, I thoroughly disliked their uncouth
materialistic position on power. To them power meant bayonets and
guns, and realistic policy relied solely upon the military. Everything
else was illusion, idealism, and utopianism. They never understood
David Hume’s famous doctrine that all government rests finally on
public “opinion.” In this respect their great adversary, Heinrich Fried-
jung, shared their position. A few months before the outbreak of the
Russian Revolution he told me: “I am at a loss when I hear about the
mood of the Russian people and the revolutionary ideology that mo-
tivates the Russian intelligentsia. That is all so vague and uncertain.
Such factors are not decisive. Only the will [to power] of leading states-
men and the plans they decide to execute will count.” This differed
little from the position of Herr Schober, a petty police official, who
later became Chancellor of Austria. Toward the end of 1915 he reported
to his superiors that he doubted the possibility of a Russian revolution.
“Who, then, could make this revolution? Surely not this Mr. Trotsky,
who used to read newspapers in Café Central.”

By 1900 the faculty of the University of Vienna had only one instruc-
tor who belonged to the German Historical School. Karl Grünberg
had worked for a while with Professor [Georg Friedrich] Knapp in
Strasbourg, and then published a book that described the agrarian
policy of the Austrian government in the Sudetic Mountains. His work
slavishly followed in form, presentation, and method, Knapp’s book on
the old provinces of Prussia. It was neither economic history nor ad-
ministrative history. It was merely an extract from government docu-
ments, a description of policy as found in government reports. Any
able government official could easily have written it.

It was Professor Grünberg’s ambition to found in Vienna a center
for economic history like that created by Knapp in Strasbourg. Knapp’s
students were then researching the peasant liberation in the several
German provinces. And so Professor Grünberg decided that his stu-

* Sitting at the Pyramids
In the people’s highest court,
Facing flood and war and bustle—
And moving—not a muscle!
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dents should work on the peasant liberation in various parts of Austria.
He induced me to work on the history of the lord-peasant relationship
in Galicia. As far as possible, I endeavored to free myself from too close
an association with Knapp’s system. But I succeeded only in part,
which made my study, published in 1902, more a history of government
measures than economic history.1 And my second historical work,
which I published in 1905, independent of Grünberg—in fact, against
his advice—was not much better. Under the title, A Contribution to
Austrian Factory Legislation, it described older Austrian laws on the
limitation of child labor in industry.2

While I was spending a great deal of time on these publications, I
made plans for more extensive research. It was to be economic and
social history but not extracts from official reports. However, I never
found opportunity to do this work. After completing my university edu-
cation I never again had the time for work in archives and libraries.

It was my intense interest in historical knowledge that enabled me
to perceive readily the inadequacy of German historicism. It did not
deal with scientific problems, but with the glorification and justifica-
tion of Prussian policies and Prussian authoritarian government. The
German universities were state institutions and the instructors were
civil servants. The professors were aware of this civil-service status, that
is, they saw themselves as servants of the Prussian king. If, on occasion,
they used their formal independence to criticize government mea-
sures, their criticism was no stronger than the grumbling that could
be generally heard in any circle of officers and officials.

Such study of “economic state science” necessarily repelled young
people with intelligence and thirst for knowledge. Instead, it strongly
attracted simpletons. Indeed, it was not difficult to visit archives and
put together a historical thesis from a bundle of official reports. This
led to the majority of professorships being held by men who, according
to the evaluation yardsticks of independent professions, should be rated
as intellectually limited. We must bear this in mind in order to un-
derstand how men like Werner Sombart could acquire great reputa-
tion. It was necessary, of course, not to be stupid and uncultured.

University instruction in an a priori science presents special prob-

1. Die Enwicklung der gutsherrlich-bäuerlichen Verhältnisses in Galizien: 1772–1948 (Vienna &
Leipzig). Not available in English.
2. Zur Geschichte der österreichischen Fabriksgesetzgebung (Zeitschrift für Volkswirtschaft, Sozial-
politik und Verwaltung). No English translation available.
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lems if the teacher is to be also a researcher. In any field there are but
a few men who can increase the given fund of knowledge. But in the
a posteriori experimental sciences both work together—the pioneers
and the followers—so that there is no marked distinction between
them. In his laboratory, every professor of chemistry can compare him-
self with the great pioneer. Like him, he is researching even if his
contributions to scientific progress are more modest. But it is quite
different in philosophy, economics, and in a certain sense also in math-
ematics. If a professorship were conditional on an independent con-
tribution to economics, scarcely a dozen professors could be found in
the whole world. Therefore, if a professorship is to be granted only to
independent researchers, work in related fields must also be accepted.
Thus, appointment to a professorship in economics would depend on
noteworthy distinction in other fields, in the history of thought and
doctrine, economic history, especially economic history of the most
recent past (which erroneously is called economic problems of the
present).

The fiction that in the sciences all professors are equal does not
tolerate the existence of two types of professors in economics: those
who work independently in economics [as original theorists]; and those
who come from economic history and description. The inferiority
complex of these “empiricists” gives them a prejudice against theory.

In Germany, and later also in many other countries, this antagonism
to theory at first assumed nationalistic overtones. During the first half
of the nineteenth century the German professors at best were merely
transmitters of the ideas of English economists: only a few, among
them Hermann and Mangoldt, should be remembered. The older his-
torical school had a nationalistic resentment against Western [espe-
cially English] thought. The younger school then added to the dispute
all those arguments with which Nazism rejected Western ideas. To
these professors it was a special delight to replace the inadequate En-
glish economics with utopian German doctrines. John Stuart Mill was
the last Englishman with whom the German professors were still some-
what familiar. He was an epigone of those inadequate Classicists; but,
the German professors gave Mill credit for having anticipated some of
the great ideas of German economics.

The Historical School of Economic State Science did not produce
a single thought. It did not write a single page in the history of sciences.
For eighty years it served only diligently to propagandize Nazism. And
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the thought for this propaganda was adopted, not created. Its historical
investigations, which at their best were clumsy data publications, were
epistemologically deficient. But the worst aspect of this school was the
untruthfulness and conscious dishonesty with which it treated all its
investigations. Its writers were always looking “up” for inspiration to
their masters in government, turning out dismal partisan literature.
Despite their mental limitations, the professors always sought to serve
their masters, at first the Hohenzollern family, then the Marxists, and
finally Hitler. Werner Sombart expressed their subservience most strik-
ingly when he designated Hitler as the bearer of a divine mandate, for
“all authority is from God.”

The particular achievement of historicism, namely, the historical
theory of the Southwest German School of Philosophy, was the work
of other men. Max Weber, the consummator of this work, fought
against German pseudo-historicism all his life.

appendix (1978): Historicism

The foregoing critique of Historicism, pertaining to its defective ob-
jectives and methods and its lack of integrity, is understandable by
itself. For a broader treatment of Historicism, see Mises’s Theory and
History (New Haven, Connecticut: Yale University Press, 1957), ch. 10,
pp. 198–239. The first four paragraphs in this chapter (which also has
the title, “Historicism”) read as follows:

Historicism developed from the end of the eighteenth century on as
a reaction against the social philosophy of rationalism. To the reforms
and policies advocated by various authors of the Enlightenment it op-
posed a program of preservation of existing institutions and, sometimes,
even of a return to extinct institutions. Against the postulates of reason
it appealed to the authority of tradition and the wisdom of ages gone by.
The main target of its critique was the ideas that had inspired the Amer-
ican and the French Revolutions and kindred movements in other coun-
tries. Its champions proudly called themselves antirevolutionary and
emphasized their rigid conservatism.

But in later years the political orientation of historicism changed. It
began to regard capitalism and free trade—both domestic and interna-
tional—as the foremost evil, and joined hands with the “radical” or “left-
ist” foes of the market economy, aggressive nationalism on the one hand
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and revolutionary socialism on the other. As far as historicism still had
actual political importance, it is ancillary to socialism and to national-
ism. Its conservatism has almost withered away. It survives only in the
doctrines of some religious groups.

People have again and again stressed the congeniality of historicism
and artistic and literary romanticism. The analogy is rather superficial.
Both movements had in common a taste for the conditions of ages gone
by and an extravagant overestimation of old customs and institutions.
But this enthusiasm for the past is not the essential feature of historicism.
Historicism is first of all an epistemological doctrine and must be viewed
as such.

The fundamental thesis of historicism is the proposition that, apart
from the natural sciences, mathematics, and logic, there is no knowledge
but that provided by history. There is no regularity in the concatenation
and sequence of phenomena and events in the sphere of human action.
Consequently the attempts to develop a science of economics and to
discover economic laws are vain. The only sensible method of dealing
with human action, exploits, and institutions is the historical method.
The historian traces every phenomenon back to its origins. He depicts
the changes going on in human affairs. He approaches his material, the
records of the past, without any prepossessions and preconceived ideas.
The historian utilizes sometimes, in preliminary, merely technical, and
ancillary examination of these sources, the results of the natural sciences,
as for instance in determining the age of the material on which a doc-
ument of disputed authenticity is written. But in his proper field, the
exposition of past events, he [the historicist] does not rely upon any other
branch of knowledge. The standards and general rules to which he re-
sorts in dealing with the historical material are to be abstracted from this
very material. They must not be borrowed from any other source.



II

Etatism

By 1900 practically everyone in the German-speaking countries was
either a statist [interventionist] or a state socialist. Capitalism was seen
as a bad episode which fortunately had ended forever. The future be-
longed to the “State.” All enterprises suitable for expropriation were to
be taken over by the state. All others were to be regulated in a way that
would prevent businessmen from exploiting workers and consumers.
As the basic laws of economics were totally unknown, the problems
resulting from interventionism* could not be foreseen. If they had
been foreseen, everyone would have opted for state socialism. How-
ever, in ignorance it was left unanswered whether interventionism or
state socialism was more desirable.

The program of the Marxian Social Democratic Party† was much

On Etatism, see appendix at end of this chapter.1

* On Interventionism, see appendix at the end of this chapter.
† Non-Germans and especially non-European readers will have difficulty correctly understand-
ing the titles of German or Austrian political parties. Dr. von Mises did not consider it helpful
to infer from party names, what the parties stood for; his opinion on that score is revealed (in his
own words) in his “Tribute to F. A. von Hayek” in Chicago on May 24, 1962, which is presented
in an appendix in Margit von Mises’s My Years with Ludwig von Mises, Arlington House, New
Rochelle, New York, 1976, page 183, as follows:

For centuries the peoples of Europe had longed for liberty and tried to get rid of tyrannical
rulers and to establish representative government. All reasonable men asked for the substi-
tution of the rule of law for the arbitrary rule of hereditary princes and oligarchies. This
general acceptance of the freedom principle was so firmly rooted that even the Marxian parties
were forced to make to it verbal concessions. They called their parties social-democratic
parties. This reference to democracy was, of course, mere eye-wash as the Marxian pundits
were fully aware of the fact that socialism does not mean freedom of the individual but his
complete subjection to the orders of the planning authority. But the millions who voted for
the socialist ticket were convinced that the “withering away” of the state meant unrestricted
freedom for everybody; and they did not know how to interpret the mystic term “dictatorship
of the proletariat.”

1. Etatism or statism, a system of government under which individuals are subject to government
controls and regulations. Interventionism and socialism are statist systems.
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clearer. Marxists theoretically rejected interventionism as mere bour-
geois reformism. But, in reality they were themselves promoting a pro-
gram that embodied a great deal of reformism. Their main field of
activity had long shifted to the labor unions, which ignored all doubts
raised by Karl Marx and his consistent disciples; and yet they were
jealously guarding against any loss of orthodoxy of their master. The
Party rejected [Eduard] Bernstein’s* attempt to revise the theory and
soften the gross contradiction between Marxism and Party policy. How-
ever, the victory of the orthodox disciples was not complete. A revi-
sionist group survived, which found expression through the Socialist
Monthly.

The Social Democratic Party did not arouse the opposition of the
middle class on account of the Party’s economic program, but because
the program was primitive and because it rejected all the facts that did
not fit into its socialist scheme of thought. In the Social Democratic
Party’s scheme of thought:

1. It was a foregone conclusion that capitalism was the root of all
evil in the world and that socialism would eradicate it.

2. Alcoholism is a product of alcohol capitalism.
3. War is a product of armament capitalism.
4. Prostitution exists only in capitalist societies.
5. Religion is a cunning invention of priests in order to render work-

ing men docile.
6. Only capitalism causes scarcity of economic goods.
7. Socialism will bring unknown riches for all.
8. Nothing, however, excited the opposition of the middle class

more than the Social Democratic program of free love.
And yet everyone found a “kernel of truth” in the Social Democratic

program. It was found in the demand for social reform and for social-
ization. All administrations and political parties were animated by
Marxian thought. They differed from the Social Democratic Party only
inasmuch as they did not think of outright expropriation of all owners
and of purely bureaucratic management of all enterprises by the state.
Their socialism was not that of Lenin who wanted to organize all
industries along the lines of the government postal service. Their so-

* On this attempt, see Eugen von Böhm-Bawerk’s Chapter 12 in History and Critique of Interest
Theories, pp. 314–319 (Volume I of Capital and Interest); reprinted in the extract, The Exploitation
Theory of Socialism-Communism, pp. 93–98 (Third Revised Edition, 1975), Libertarian Press,
South Holland, Illinois.
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cialism was the command system of the Hindenburg Program of the
latter part of World War I and of the “German” socialism of Hitler.
Private property was to run by orders of government authority. The
church socialists wanted to retain a preferential position for the Chris-
tian church, and the state socialists one for monarchy and army.

When I entered the university, I, too, was a thorough statist [inter-
ventionist]. But in contrast to my fellow students I was consciously
anti-Marxian. I knew little of the works of Marx at that time. But I
knew the most important writings of [Karl] Kautsky [prominent post-
Marxian socialist theoretician]; I was a diligent reader of the Neue Zeit;
and I had followed the debate among socialists about revisionism of
socialism [attempted removal of internal Marxian paradoxes and glar-
ing unrealities] with considerable interest. I was repelled by the stale-
ness of Marxian literature. Kautsky seemed really absurd. When I
finally engaged in an intensive study of the important works of Marx,
Engels, and Lassalle, I was provoked to contradict them on every page.
It seemed incomprehensible to me that this garbled Hegelianism could
exert such an enormous influence. I learned only later that the Party
Marxists consisted of two groups: (1) those who had never studied
Marx, and who knew only a few popular passages from his books; and
(2) those who with all the literature in the world had read as self-taught
men nothing except the works of Marx. Max Adler, for instance, be-
longed to the former group; his Marxian knowledge was limited to the
few pages in which Marx developed the “super-structure theory.” To
the latter group belonged especially the East Europeans, who were the
ardent ideological leaders of Marxism.

During the course of my life I have met nearly all Marxian theorists
of Western and Central Europe. Among them I found only one man
who surpassed modest mediocrity. Otto Bauer was the son of a wealthy
North Bohemian manufacturer. At Reichenberg high school he had
fallen under the charisma of that teacher who almost two decades
earlier had introduced Heinrich Heckner to the ideas of social reform.
Otto Bauer arrived at the University of Vienna as a devout Marxist.
Endowed with indefatigable diligence and quick apprehension, he was
well acquainted with the German idealistic philosophy and classical
economics. He had exceptionally broad historical knowledge that in-
cluded also the histories of the Slavic and Oriental nations. In addition,
he was well informed on the progress in natural sciences. He was an
excellent speaker and could easily and quickly master the most difficult
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problems. It is true, he was not born to be a pioneer and could not be
expected to develop new theories and ideas. But he could have been
a statesman, if he had not been a Marxist.

As a young man Otto Bauer had made up his mind never to betray
his Marxian conviction, never to yield to reformism or Socialist revi-
sionism, never to become a Millerand* or Miquel.† No one was to
surpass him in Marxian zeal. His wife, Helene Gumplowicz, later
strengthened him in this resolve to which he remained faithful until
the winter of 1918–1919. At that time I succeeded in convincing the
couple that a Bolshevist experiment in Austria would have to collapse
in short order, perhaps in a few days. Austria depended on the impor-
tation of food from abroad, which was made possible only through
relief assistance from former enemies. At no time during the first nine
months after the Armistice did Vienna have a supply of food for more
than eight or nine days. Without lifting a finger, the allies could have
forced the surrender of a Bolshevist regime in Vienna. Few people
clearly recognized this state of affairs. Everyone was so convinced on
the inevitability of the coming of Bolshevism that they were intent
merely on securing for themselves a favorable position in the new
order. The Catholic Church and its followers, that is, the Christian
Social Party, were ready to welcome Bolshevism with the same ardor
archbishops and bishops twenty years later welcomed Nazism. Bank
directors and big industrialists hoped to earn a good living as “man-
agers” under Bolshevism. A certain Herr Günther, industrial consul-
tant to the Bodenkreditanstalt, assured Otto Bauer in my presence that
he [Günther] would prefer to serve the people rather than stockhold-
ers. One can imagine the effect of such a statement, if it is borne in
mind that this man, although mistakenly, was said to be the best in-
dustrial manager in Austria.

I knew what was at stake. In a few days Bolshevism in Vienna would
have created starvation and terror. Plundering hordes would soon have
roamed the streets of Vienna and, in a second blood bath, would have
destroyed the remnants of Viennese culture and civilization. Through-
out many nights I discussed these problems with the Bauers until I

* Alexandre Millerand, born 1859, French socialist, was originally radical; when in power, he
limited his activities to moderate programs.
† John von Miquel, 1821–1901, German statesman, originally was an extreme revolutionary; later
he was described as one who had entirely surrendered his radicalism, and aimed only at “practical
measures for improving the condition of the people irrespective of the party programs.”
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finally succeeded in convincing them. The resulting restraint of Bauer
determined the course of events in Vienna.

Otto Bauer was too intelligent not to realize that I was right. But he
could never forgive me for having made him take the position of a
Millerand. The attacks of his fellow Bolsheviks especially hurt him.
However, he directed his passionate hatred not against his opponents,
but against me. He endeavored to destroy me by inciting chauvinist
professors and students against me. But his scheme failed. From that
time on I never again spoke with the Bauers. Eventually it turned out
that I had always had a too favorable opinion of his character; when,
during the civil disorders in February 1934, Secretary Fay announced
on the radio that Otto Bauer had deserted the fighting working men
and had fled abroad with Party funds, I was inclined to consider the
statement to be slanderous. I had previously never believed him ca-
pable of such cowardice.

During the first two semesters as a university student I belonged to
the Sozialwissenschaftlicher Bildungsverein (Association for Education
in the Social Sciences). Students who were interested in economic
and social problems as well as some older gentlemen who sought con-
tact with students, belonged to this Association. Its chairman was Mi-
chael Hainisch, who later became President of Austria. Its members
came from all political parties. The historians Ludo Hartmann and Kurt
Kaser frequently attended the discussions. Among Social Democratic
leaders, Karl Renner showed special interest in the Association. Of all
the student members, I recall especially Otto Weininger and Friedrich
Otto Hertz. In my third semester my interest in the Association began
to wane—it took too much of my time.

With great fervor I threw myself into the study of economics and
social policy. Initially, I devoured without much criticism all the writ-
ings of the social reformers. When a social measure had failed to
achieve the desired result, the reason could only be that it was not
radical enough. In liberalism, which rejected social reform, I perceived
an obsolete world view that was to be opposed vigorously.

My first doubts about the excellence of interventionism came to me
when, in my fifth semester, Professor Philippovich induced me to re-
search housing conditions and when, in the following semester in the
Seminar on Criminal Law, Professor Löffler asked me to research the
changes in law regarding domestic servants, who at that time were still
subject to corporal punishment by their employers. It then dawned on
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me that all real improvements in the conditions of the working classes
were the result of capitalism; and that social laws frequently brought
about the very opposite of what the legislation was intended to achieve.

It was only after further study of economics that the true nature of
interventionism was revealed to me.

In 1908 I joined the Central Association for Housing Reform. It was
an Association of all those who sought to improve the unsatisfactory
housing conditions in Austria. I was soon appointed reviewer of the
pending reform of real estate taxation, succeeding Professor Robert
Mayer who had been appointed Minister of Finance.

The undesirable housing conditions in Austria were caused by the
fact that taxation discouraged large capital investments and inhibited
entrepreneurship in the field of housing. Austria was a country without
beneficial land and housing entrepreneurship and speculation. Exor-
bitant taxation of corporations and high tax rates on capital gains kept
men with capital from entering the housing market. In order to provide
relief, it would be necessary to reduce the taxes on corporations and
on capital gains. But there was no chance for that; the hatred against
large-scale capital and against speculation had become too ingrained.

The tax rates on returns from real estate, too, were exceptionally
high. In Vienna more than 40% of the gross return was claimed and
collected as federal, state, and local taxes. House owners and building
contractors strongly opposed this taxation, as it was generally held to
be responsible for the high rents. Most owners were small businessmen
who invested their savings in a house which savings banks financed at
50% of a customarily over-appraised valuation. The contractors, mostly
working with little capital, built either on order by these house owners,
or for their own accounts, hoping to sell the finished house as soon as
possible. Both groups, owners and construction people, had strong po-
litical influence through which they hoped to achieve a considerable
reduction in mortgage rates.

A reduction of taxes on housing and land returns would not have
reduced the rents. But it would have raised the returns and market
prices of real estate accordingly. And in order to compensate for a loss
of revenue, the government would have to seek other tax income as a
substitute. In other words, such a reform would call for new taxes on
others to compensate for tax reductions to landlords.

It was not easy to find general acceptance for my views. At first my
report met with misgivings even with the finance committee of the
Central Association. But full success soon followed.
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My work with the Central Association remained rather intensive
until the outbreak of World War I. It offered me great satisfaction.
Besides Robert Mayer there were many other excellent economists,
such as the brothers Karl and Ewald Pribram, Emil von Fürth, Paul
Schwarz, Emil Perels, and Rudolf Maresch.

Only in one point did I differ continually from the opinions of my
colleagues. The Central Association was connected with a Kaiser Franz
Joseph Anniversary Foundation for Public Housing that was endowed
with large funds for housing. These funds also financed the construc-
tion of two projects that were to house bachelors. I considered this
construction superfluous. Young men in low-income brackets custom-
arily lived with families as sub-tenants. But such close relationships
were thought to involve morality dangers. I differed from this opinion,
remembering my experience as a field worker during my investigations
for Professors Philippovich and Löffler mentioned in the foregoing. It
is true, such close associations occasionally led to intimate relation-
ships, but usually they ended in marriage. An investigation by the Vien-
nese moral squad revealed that very few girls under supervision named
as their original seducer a “lodger” or “sleeper.” But an experienced
police official called bachelor housing breeding places for homosex-
uality. Therefore I considered it an erroneous appropriation to finance
such projects out of the available funds.

My view did not prevail. But it was of little consequence, as the war
halted all further construction of such buildings. In one of them Adolf
Hitler lived at that time.

appendix (1978): Etatism

The full significance ascribed by Ludwig von Mises to the importance
and meaning of what he calls “Etatism” appears in Chapter III in
Mises’s Omnipotent Government, Yale University Press, New Haven,
Connecticut, 1944, pages 44–78. Representative statements follow (side
headings supplied as a reader’s help):

[Importance, page 44] The most important event in the history of the
last hundred years is the displacement of liberalism by étatism. Etatism
appears in two forms: socialism and interventionism. Both have in com-
mon the goal of subordinating the individual unconditionally to the
state, the social apparatus of compulsion and coercion.
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[Definition, pages 44–45] Etatism assigns to the state the task of guid-
ing the citizens and of holding them in tutelage. It aims at restricting
the individual’s freedom to act. It seeks to mold his destiny and to vest
all initiative in the government alone. It came into Germany from the
West. Saint Simon, Owen, Fourier, Pecqueur, Sismondi, Auguste Comte
laid its foundations. Lorenz von Stein was the first author to bring the
Germans comprehensive information concerning these new doctrines.
The appearance in 1842 of the first edition of his book, Socialism and
Communism in Present-Day France, was the most important event in
pre-Marxian German socialism. The elements of government interfer-
ence with business, labor legislation, and trade-unionism also reached
Germany from the West. In America Frederick List became familiar with
the protectionist theories of Alexander Hamilton.

[Etatism Attack on Capitalism, page 45] . . . The social scientists out-
did each other in emotional criticism of British free trade and laissez
faire; the philosophers disparaged the “stock-jobber” ethics of utilitari-
anism, the superficiality of enlightenment, and the negativity of the no-
tion of liberty; the lawyers demonstrated the paradox of democratic and
parliamentary institutions; and the historians dealt with the moral and
political decay of France and of Great Britain. On the other hand, the
students were taught to admire the “social kingdom of the Hohenzol-
lerns” from Frederick William I, the “noble socialist,” to William I, the
great Kaiser of social security and labor legislation. The Social Demo-
crats despised Western “plutodemocracy” and “pseudo-liberty” and rid-
iculed the teachings of “bourgeois economics.”

[Socialist Etatism, page 51] Socialism aims at a social system based on
public ownership of the means of production. In a socialist community
all material resources are owned and operated by the government. This
implies that the government is the only employer, and that no one can
consume more than the government allots to him. The term “state so-
cialism” is pleonastic; socialism is necessarily always state socialism.
Planning is nowadays a popular synonym for socialism. Until 1917 com-
munism and socialism were usually used as synonyms. The fundamental
document of Marxian socialism, which all socialist parties united in the
different International Working Men’s Associations considered and still
consider the eternal and unalterable gospel of socialism, is entitled the
Communist Manifesto. Since the ascendancy of Russian Bolshevism
most people differentiate between communism and socialism. But this
differentiation refers only to political tactics. Present-day communists
and socialists disagree only in respect to the methods to be applied for
the achievement of ends which are common to both.

[Interventionist Etatism, page 58] All civilizations have up to now
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been based on private ownership of the means of production. In the
past, civilization and private ownership have been linked together. If
history could teach us anything, it would be that private property is
inextricably linked with civilization.

Governments have always looked askance at private property. Govern-
ments are never liberal from inclination. It is in the nature of the men
handling the apparatus of compulsion and coercion to overrate its power
to work, and to strive at subduing all spheres of human life to its im-
mediate influence. Etatism is the occupational disease of rulers, warriors,
and civil servants. Governments become liberal only when forced to by
the citizens.

From time immemorial governments have been eager to interfere
with the working of the market mechanism. Their endeavors have never
attained the ends sought. People used to attribute these failures to the
inefficacy of the measures applied and to the leniency of their enforce-
ment. What was wanted, they thought, was more energy and more bru-
tality; then success would be assured. Not until the eighteenth century
did men begin to understand that interventionism is necessarily doomed
to fail. The classical economists demonstrated that each constellation of
the market has a corresponding price structure. Prices, wages, and in-
terest rates are the result of the interplay of demand and supply. There
are forces operating in the market which tend to restore this—natural—
state if it is disturbed. Government decrees, instead of achieving the
particular ends they seek, tend only to derange the working of the market
and imperil the satisfaction of the needs of the consumers.

[Etatism and Autarky, pages 72–73] Interventionism aims at state con-
trol of market conditions. As the sovereignty of the national state is lim-
ited to the territory subject to its supremacy and has no jurisdiction
outside its boundaries, it considers all kinds of international economic
relations as serious obstacles to its policy. The ultimate goal of its foreign
trade policy is economic self-sufficiency.

The avowed tendency of this policy is, of course, only to reduce im-
ports as far as possible; but as exports have no purpose but to pay for
imports, they drop concomitantly. . . .

The essential goal of socialist production, according to Marx, is the
elimination of the market. As long as a socialist community is still forced
to sell a part of its production abroad—whether to foreign socialist gov-
ernments or to foreign business—it still produces for a market and is
subject to the laws of the market economy. A socialist system is defective
as such as long as it is not economically self-sufficient.

The international division of labor is a more efficient system of pro-
duction than is the economic autarky of every nation. The same amount
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of labor and of material factors of production yields a higher output.
This surplus production benefits everyone concerned. Protectionism
and autarky always result in shifting production from the centers where
conditions are more favorable—i.e., from where the output for the same
amount of physical input is higher—to the centers where they are less
favorable. The more productive resources remain unused while the less
productive are utilized. The effect is a general drop in the productivity
of human effort, and thereby a lowering of the standard of living all over
the world.

appendix (1978): Interventionism

For readers who have not read other books of Mises which define terms
he uses, the following is his definition of Interventionism in Omnip-
otent Government, Yale University Press, New Haven, Connecticut,
1944, page 59:

In defiance of economic science the very popular doctrine of modern
interventionism asserts that there is a system of economic cooperation,
feasible as a permanent form of economic organization, which is neither
capitalism nor socialism. This third system is conceived as an order based
on private ownership of the means of production in which, however, the
government intervenes, by orders and prohibitions, in the exercise of
ownership rights. It is claimed that this system of interventionism is as
far from socialism as it is from capitalism; that it offers a third solution
of the problem of social organization; that it stands midway between
socialism and capitalism; and that while retaining the advantages of both
it escapes the disadvantages inherent in each of them. Such are the
pretensions of interventionism as advocated by the older German school
of étatism, by the American Institutionalists, and by many groups in
other countries. Interventionism is practiced—except for socialist coun-
tries like Russia and Nazi Germany—by every contemporary government.
The outstanding examples of interventionist policies are the Sozialpolitik
of imperial Germany and the New Deal policy of present-day America.



III

The Austrian Problem

The polyglot state of the Habsburgs could have served a grand purpose.
It could have provided a constitution that enabled peoples with different
languages to live together harmoniously in one state. The Constitution
of 1867, designed by Perthaler, sought to achieve just that. But the at-
tempt was destined to fail because the grandees of the Sudetenland—
the party in power—fought liberalism with all means at their disposal.

Thus Austria* around 1900 was a state unwanted by its subjects. The
nationality† principle denied to Austria-Hungary its justification for ex-
istence, and everyone expected its early dissolution.

Only in Vienna there were still some people who were concerned
about the preservation of the state. The events triggered by the disso-
lution of the Habsburg monarchy eventually revealed that these men
endeavored to save Europe and civilization from a great catastrophe.
But their efforts had to be in vain, because they lacked a viable ideo-
logical foundation.

This lack was clearly visible in the fact that no one was willing to
concede sincerity to those men who had the future of Austria at heart.
One could be a “good” (that is, nationalistic) German, Czech, Pole,
etc. As a German cleric or Bohemian grandee one could be colorless
nationally [in respect to language], and might care only about the in-
terests of one’s region or class. But to think more broadly as an “Aus-
trian,” that was considered to be the characteristic of a man who sought
favors from the Crown. However, this was not really true. The “Crown”
did not favor such strong loyalists; it favored the “moderate” irredentists.1

* Austria and Habsburg in this chapter refer to the Austro-Hungarian empire.
† In this chapter the term “national” refers generally to a linguistic or a sub-political group, and
the term is in contrast to Austria-Hungary as a unity.
1. Irredentists are those who advocate the reincorporation of lands that are linguistically, cultur-
ally, and historically considered a part of their nation.



20 � notes and recollections

No one in Vienna could avoid pondering about national problems.
In the Socialwissenschaftlicher Bildungsverein (Association for Educa-
tion in the Social Sciences) Otto Bauer and Karl Renner presented
their ideas, later published in their books, that served to promote a
program of national autonomy. Ludo Hartmann reported on his in-
vestigations into the problems of linguistic assimilation, which unfor-
tunately were never published. Adolf Bernatzik, professor of public law
at the University, drew my attention to the problem of “national voting
registration” that was to provide the basis for uniform election standards.

I watched all these efforts with great interest, but had my doubts
about their success. It could not be denied that the people of the
Danube Monarchy [Austria-Hungary] wished to destroy that entity.
And, indeed, the question arose whether a state that was ruled by friv-
olous uneducated counts and ambitious unprincipled officials, was
worth defending. The events that led to the downfall of the Körber
administration made a deep impression on all those who were con-
cerned about the preservation of the state. Among the many prime
ministers who governed old Austria during the last twenty-five years
[before 1914], Ernest von Körber was the only one who conducted a
policy of state preservation. In this he was supported by the highly
intelligent Rudolf Sieghart, his senior member of the cabinet. [Eugen
von] Böhm-Bawerk served in that cabinet as Minister of Finance. Herr
Körber had instructed his district attorneys to adopt a more tolerant
policy toward closing down newspapers. Thus it happened that, when
a German-nationalistic paper in Vienna published an article reviling
the altar sacrament, that article had not been challenged. Körber’s foes
seized upon this omission as an opportunity to topple the Körber ad-
ministration. Father confessors and ladies at the courts of the arch-
duchesses worked diligently to pillory as sacrilegious the “Jew” Körber
(one of his grandmothers or great-grandmothers had been Jewish).
Thus the last chief executive who was sincerely concerned about the
continuation of the state was removed from office.

I readily admit now that I—at that time—judged the shortcomings
of Austrian affairs too severely, and that foreign conditions which I
knew only from books or short superficial visits appeared to me in too
favorable a light. But this did not alter the facts. The Habsburg state,
which did not have the support of the ideological foundation of the
nationality [unity of language] principle, could not endure the degree
of political mismanagement that was common abroad. Mistakes that
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could be borne by national [single-language] states could be fatal to
Austria. Harmful policy would destroy it more readily than it would
destroy the English or French states.

The fact that state [political] and national [linguistic] lines did not
coincide in Austria induced us to study problems which in states hav-
ing language unity could easily be neglected. The English and French
languages are still lacking the terms that permit a correct presentation
of the political and economic problems that sprang from this Austrian
type of dualism.

I interested myself particularly in what the special consequences of
state interventionism would be specifically in the Austro-Hungarian
empire. Every single interventionist measure must disturb the several
individual national interests and strengths. The Austrian politicians
knew this very well, and the reports of the Council of the Reich, of
the provincial diets, and of the press contained abundant material
about it. But the full extent of these problems became known to me
only when, in 1909, I joined the Viennese Chamber of Commerce
and became a member of the Central Committee on Trade Policy.

I intended to study these problems in great detail. When I conducted
my first University seminar during the academic year 1913–1914, I chose
four young doctors for research into the position of the Germans,
Czechs, Poles, and Hungarians regarding foreign trade policy of the
Austro-Hungarian customs union. They were to study especially those
measures by which the Hungarian government and the autonomous
provincial governments sought within the customs union to create ad-
ministrative protection in favor of their [particular] nationals [in their
several language groups]. I hoped to find yet a fifth collaborator for
research on Italian questions. I planned myself to write a comprehen-
sive report which was to be published together with the work of my
colleagues.

Of these four young scholars, two were killed during the early weeks
of the war. The third became “missing in action” during the fighting
in the Carpathian Mountains in the winter of 1914–1915. The fourth
was captured by the Russians in Wolhynia, in July 1916; we never heard
from him or about him again.



IV

The Austrian School of Economics

When I first arrived at the University, Carl Menger was close to the
termination of his teaching career. The idea that there was an Austrian
School of economics was itself hardly recognized at the University,
and I myself was not at all interested in it at that time.

Around Christmas, 1903, I read Menger’s Grundsätze der Volkswirt-
schaftslehre for the first time.1 It was the reading of this book that made
an “economist” of me.

Personally I met Carl Menger only many years later. He was then
already more than seventy years old, hard of hearing, and plagued by
an eye disorder. But his mind was young and vigorous. Again and again
I have asked myself why this man did not make better use of the last
decades of his life. The fact that he still could do brilliant work if he
wanted to do so was shown by his essay, “Geld” (“Money”), which he
contributed to the Handwörterbuch der Staatswissenschaften (Encyclo-
pedia of State Sciences).

I believe I know what discouraged Menger and what silenced him
so early. His sharp mind had recognized the destiny of Austria, of
Europe, and of the world. He saw the greatest and most advanced of
all civilizations [nineteenth and twentieth century Western Europe]
rushing to the abyss of destruction. He foresaw all the horrors which
we are experiencing today [1940, World War II]. He knew the conse-
quences of the world’s turning away from true Liberalism [not the
contrary Leftist so-called liberalism in the United States] and Capital-
ism. Nonetheless, he did what he could do to stem the tide. His book
Untersuchungen über die Methode der Socialwissenschaften und der
Politischen Oekonomie insbesondere was meant as a polemic essay

1. German publication, 1872; English translation, Principles of Economics (Free Press of Glencoe,
1950).
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against all those pernicious intellectual currents that were poisoning
the world from the universities of “Great Prussia.”2 The knowledge
that his fight was without expectation of success, however, sapped his
strength. He had transmitted this pessimism to his young student and
friend, Archduke Rudolf, successor to the Austro-Hungarian throne.
The Archduke committed suicide because he despaired about the fu-
ture of his empire and the fate of European civilization, not because
of a woman. (He took a young girl along in death who, too, wished to
die; but he did not commit suicide on her account.)

My grandfather [on my mother’s side] had a brother who died sev-
eral years before I was born. The brother, Dr. Joachim Landau, had
been a liberal deputy in the Austrian Parliament and a close friend of
his party colleague, deputy Dr. Max Menger, a brother of Carl Menger.
One day Joachim Landau told my grandfather about a conversation
he had had with Carl Menger.

According to my grandfather, as told to me around 1910, Carl Men-
ger had made the following remarks: “The policies as conducted by
the European powers will lead to a horrible war that will end with
gruesome revolutions, with the extinction of European culture and the
destruction of prosperity of all nations. In preparation for these inevi-
table events investments only in gold hoards, and perhaps in obliga-
tions of the two Scandinavian countries can be recommended.” In
fact, Menger had his savings invested in Swedish obligations. Whoever
foresees so clearly before the age of forty the disaster and the destruc-
tion of everything he deems of value, cannot escape pessimism and
psychic depression. What kind of a life would King Priam have had,
the old rhetors were accustomed to ask, if at the age of twenty he
already would have foreseen the fall of ancient Troy! Carl Menger had
barely half of his life behind him when he foresaw the inevitability of
the fall of his Troy.

The same pessimism overshadowed other sharp-sighted Austrians.
Being Austrian afforded the sad privilege of having a better opportunity
to recognize fate and destiny. Grillparzer’s melancholy and peevishness
arose from this source. The feeling of facing powerlessly the coming
evil drove the most able and noble of all Austrian patriots, Adolf Fisch-
hof, into loneliness.

2. German publication, 1883; English translation (University of Illinois Press, 1963); Investigations
into the Method of the Social Sciences with Special Reference to Economics (NYU Press, 1985).
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For obvious reasons I frequently discussed Knapp’s Staatliche Theo-
rie des Geldes with Menger.3 His answer was, “It is the logical devel-
opment of Prussian police science. What are we to think of a nation
whose elite, after two hundred years of economics, admire such non-
sense, which is not even new, as highest revelation? What can we still
expect of such a nation?”

Menger’s successor at the University was Friedrich von Wieser. He
was a highly cultured gentleman, had a fine intellect, and was an
honest scholar. Before many others, he was fortunate to become ac-
quainted with the work of Menger, the significance of which he rec-
ognized immediately. He enriched the thought in some respects,
although he was no creative thinker and in general was more harmful
than useful. He never really understood the gist of the idea of Subjec-
tivism in the Austrian School of thought, which limitation caused him
to make many unfortunate mistakes. His imputation theory is unten-
able. His ideas on value calculation justify the conclusion that he could
not be called a member of the Austrian School, but rather was a mem-
ber of the Lausanne School [Leon Walras et al. and the idea of eco-
nomic equilibrium], which in Austria was represented brilliantly by
Rudolf Auspitz and Richard Lieben.

What distinguishes the Austrian School and will lend it immortal
fame is precisely the fact that it created a theory of economic action
and not of economic equilibrium or non-action. The Austrian School,
too, uses the idea of rest and equilibrium, which economic thought
cannot do without. But it is always aware of the purely instrumental
nature of such an idea, and similar aids. The Austrian School endeav-
ors to explain prices that are really paid in the market, and not just
prices that would be paid under certain, never realizable conditions.
It rejects the mathematical method, not because of ignorance of math-
ematics or aversion to mathematical exactness, but because it does not
emphasize a detailed description of a state of hypothetical static equi-
librium. It has never suffered from the illusion that values can be
measured. It has never misunderstood that statistical data belong to
economic history only, and that statistics have nothing to do with eco-
nomic theory.

Because Austrian economics is a theory of human action, [Josef

3. German publication, 1905; English translation, The State Theory of Money, 1924; Kelley and
Millman, 1973.
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Alois] Schumpeter does not belong to the Austrian School. In his first
book he significantly related himself to Wieser and Walras, but not to
Menger and Böhm-Bawerk. Economics, to him, is a theory of “eco-
nomic quantities,” and not of human action. Schumpeter’s Theory of
Economic Development is a typical product of the equilibrium theory.

At this point it may be necessary to correct a misunderstanding cre-
ated by the term, “Austrian School of Economics.” Neither Menger
nor Böhm-Bawerk desired to found a “school” in the sense this term
is customarily used in university circles. In their seminars the true
Austrians never sought to make young students their blind disciples,
and then to provide them with professorships. They knew that through
books and economic instruction they could promote an understanding
of economic problems and thus render important services to society.
But they also knew that economists could not be reared. As pioneers
and creative thinkers they were fully aware that scientific progress can-
not be organized and innovation created, according to plan. They
never attempted to propagandize their theories. Truth will prevail by
its own force if man has the ability to perceive it. If he lacks this ability,
it will be useless by dubious means to extract lip service from people
who cannot comprehend the content and significance of a doctrine.

Carl Menger never tried to extend favors to his colleagues, who
would then return such favors through recommendations for appoint-
ments. Böhm-Bawerk, at first as Minister of Finance and later as ex-
minister, could have used his influence; but he always disparaged such
behavior. Menger occasionally and without success tried to prevent the
promotion of people who, like Zwiedineck, were unaware of what was
going on in economics. Böhm-Bawerk did not even attempt that. He
promoted rather than hindered the appointments of Professors Gottl
and Spann to the Technical Institute at Brno.

Menger’s position in this regard is best illustrated by a statement
which [Friedrich A. von] Hayek found when going through Menger’s
scientific literary papers. It reads: “There is only one sure method for
the final victory of a scientific idea, namely, by letting every contrary
proposition run a free and full course” [in a sense, destroy itself].
Schmoller, Bücher, and Lujo Brentano practiced a different view.
They deprived everyone, who did not blindly follow them, of the op-
portunity to teach at German universities.

Thus [by the absence of a policy of selecting personnel favoring
Austrian ideology] the professorships at Austro-Hungarian universities
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fell into the hands of young representatives of Prussian historicism.
Alfred Weber and Spiethoff in succession held a position at the Uni-
versity of Prague. A certain Professor Guenther became professor of
economics in Innsbruck. I mention this only in order to put in its
proper light Franz Oppenheimer’s assertion that the marginal utility
theory monopolized the teaching position in economics. For several
years Schumpeter was full professor in Bonn. He was the only case in
which a German university appointed a teacher who belonged to mod-
ern economics.4 Among the many hundreds of men who between 1870
and 1934 taught economics at German universities, not a single pro-
fessor was acquainted with the works of the Austrian or Lausanne
Schools, or modern Anglo-Saxon economics. No unsalaried lecturer
[Privatdozent, in the German university system] who was suspected of
belonging to these schools was ever admitted to a faculty. Knies and
Dietzel were the last economists at German universities. In the Ger-
man Reich they did not teach economics, but Marxism or Nazism.
The same was true at the universities of Czarist Russia where they
taught “legalistic” Marxism or economic history, not economics. That,
in contrast, in Austria a few professors and unsalaried lecturers were
permitted to teach economics was an affront to the totality claim of
the German “economic state sciences.”

The Austrian School of Economics was peculiarly Austrian in the
sense that it grew in the soil of an Austrian culture, which Nazism later
crushed. In this soil Franz Brentano’s philosophy could grow roots, as
could Bolzano’s epistemology, Mach’s empiricism, Husserl’s phenom-
enology, and Breuer’s and Freud’s psychoanalysis. In Austria the air
was free from the specter of Hegelian dialectics. There was no mood,
in the sense of a national duty, to “overcome” the ideas of Western
Europe. In Austria, eudaemonism, hedonism, and utilitarianism were
not scorned; they were studied.

It would be a mistake to believe that the Austrian government pro-
moted all these great movements. On the contrary, it dismissed from
teaching Bolzano and Brentano; it isolated Mach, and did not at all
care for Husserl, Breuer, and Freud. It appreciated Böhm-Bawerk as a
capable official; not as an economist.

Böhm-Bawerk had been professor in Innsbruck, but he soon tired

4. In Mises’s view, “modern economics” was the subjective marginal utility economics of Menger
and Böhm-Bawerk, which had clearly superseded the classical economics of Adam Smith and
David Ricardo and Marx’s labor theory of value.
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of his position. The barren intellectual climate of this University, of
the city, and of the province became unbearable to him. He preferred
employment in the Ministry of Finance in Vienna. When he finally
left government service, he was offered a sizeable pension which he
rejected for a professorship at the University of Vienna.

When Böhm-Bawerk opened his seminar it was a great day in the
history of the University and the development of economics. As the
subject matter of the first seminar, Böhm-Bawerk chose the funda-
mentals of the theory of value. From his Marxian position, Otto Bauer
sought to dissect the subjectivism of the Austrian value theory. With
the other members of the seminar in the background, the discussion
between Bauer and Böhm-Bawerk filled the whole winter semester.
Bauer’s brilliant intellect was very impressive; he was a worthy oppo-
nent of the great master whose critique had mortally wounded Marxian
economics. I believe that in the end Bauer had to admit to himself
also that the Marxian labor theory of value was untenable. Bauer aban-
doned his intention to write a reply to Böhm-Bawerk’s critique of
Marx.* The first volume of the Marx series contained a sensational
rejoinder by Hilferding to Böhm-Bawerk. Bauer, however, admitted to
me often that Hilferding had never really even comprehended the
nature of the problem!

I attended Böhm-Bawerk’s seminar regularly until I qualified for
lecturing in 1913. During the last two winter semesters that I still at-
tended the Böhm-Bawerk seminar, we discussed my The Theory of
Money and Credit.5 In the first semester we dealt with my explanation
of the purchasing power of money, and during the second with my
trade cycle theory. The difference of opinion that emerged between
my position and that of Böhm-Bawerk will be dealt with later; see
Chapter VI, page 38.

Böhm-Bawerk was a brilliant seminar leader. He did not think of
himself as a teacher, but as a chairman who occasionally also partici-
pated in the discussion. Unfortunately, the extraordinary freedom to

* For Böhm-Bawerk’s critique of Marx, see Volume I of the three-volume Capital and Interest,
History and Critique of Interest Theories, pp. 281–306 (Libertarian Press, South Holland, Illinois,
1959). Or see the paperback extract from Volume I, The Exploitation Theory of Socialism-
Communism, pp. 53–84 (LP, 1975). See also Shorter Classics of Böhm-Bawerk, Essay IV, “Unre-
solved Contradiction in the Marxian Economic System,” pp. 201–302 (LP, 1962).
5. German editions, 1912, 1924; English translation, 1934; expanded (Yale, 1953; Liberty Fund,
1980).
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speak which he granted to every member was occasionally abused by
thoughtless talkers. Especially disturbing was the nonsense which Otto
Neurath presented with fanatical fervor. Stronger use of the responsi-
bilities inherent in a chairmanship would often have improved the
situation, but Böhm-Bawerk wanted no part of it. In science he be-
lieved, as did Menger, that everyone should be permitted to speak.

The lifework of Böhm-Bawerk lies before us in splendid comple-
tion.6 His masterly critique of the old economics and his own theory
have enriched us forever. And yet, it must be stated that Böhm-Bawerk
could have produced much more if conditions had permitted it. In his
seminar presentations and in personal conversations he developed
thoughts that extended far beyond those which are presented in his
writings. But his physical constitution could no longer withstand the
hard work necessary to embark upon great works—his nerves were fail-
ing him. The two-hour seminar already taxed his strength. Only through
great regularity of life habits could he gather the strength needed for his
scientific work in economics, to which his life belonged completely.
Recreation and enjoyment he found in philharmonic concerts.

The evening of Böhm-Bawerk’s life was darkened by his fears for the
future of Austria and its culture. He died from a heart attack a few
weeks after the outbreak of the war. I received the news one evening
early in September 1914 when I was with my artillery battery at the
front, east of Trampol. As I returned from a patrol ride I was handed
a newspaper that carried a full obituary of Böhm-Bawerk.

6. Now in English translation by Hans F. Sennholz, Capital and Interest, 3 volumes (Libertarian
Press, 1959).



V

First Writings on the Theory of Money

Karl Helfferich, in his book, Das Geld, published in 1903, asserted that
the marginal utility theory of the Austrians had failed to solve the prob-
lem of money value. Therefore, I intended to investigate the validity
of this charge and beginning in 1906 devoted a great deal of fervent
effort to the problems of money and banking. I studied the great theo-
retical works as well as the history of currencies of the European coun-
tries, the United States, British India and, in general, sought to find
my way through the wealth of literature. [This culminated in my writ-
ing three essays.]

1. As my first literary effort, I published an essay in Volume XVI of
Zeitschrift für Volkswirtschaft, Sozialpolitik und Verwaltung (Journal for
Economics, Social Policy and Administration*), with the title, “Die wirt-
schaftspolitischen Motive der österreichischen Valutaregulierung” (“The
Economic Motives of Austrian Foreign Exchange Controls”).

2. In the fall of 1908 Professor Edgeworth [in England] asked Pro-
fessor Philippovich [in Austria] to contribute an article to the Economic
Journal. Such an essay, to be no longer than ten pages, was to analyze
for the English-speaking world the foreign exchange policy of the
Austro-Hungarian Central Bank. Philippovich declined and recom-
mended me to be the author. I accepted.1

3. And I also decided to deal with the topic more extensively in the
German language. This German essay, under the title, “Das Problem
gesetzlicher Aufnahme der Barzahlungen in Oesterreich-Ungarn” [“The
Problem of Legal Resumption of Gold Payments in Austria-Hungary”],

* Title translation only; not available in English edition.
1. Mises’s English-language article was published as “The Foreign Exchange Policy of the Austro-
Hungarian Bank” in The Economic Journal, June 1909, pp. 201–211.
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which appeared in Schmoller’s Yearbook in the spring of 1909, gener-
ated furious protest among the most powerful members of the Austrian
inflation party.

During my research for the aforementioned three essays I gradually
came to recognize the worst shortcomings of the prevailing monetary
thought. I was convinced of the indefensibility of the balance-of-
payments theory and of the doctrine of “elasticity” of bank credit; but
brief essays on economic history and policy do not lend themselves to
analyzing important questions definitively. I had to postpone this task
for the theoretical work I planned to do later, and for the time being
move within the generally accepted thought structure.

I am by-passing here my critique of Knapp’s discussion of the foreign
exchange policies of central banks. Knapp’s doctrines, which were then
generally admired in Germany and Eastern Europe, have long been
forgotten. But anyone studying the decline of German thought in gen-
eral and German economic thought in particular, will find the most
remarkable and psychologically interesting material in those parts of
Knapp’s doctrine, which I criticized in the sixth section of my essay,
“The Problem of Legal Resumption of Gold Payments in Austria-
Hungary.” For instance, Knapp spoke about losses the central bank
suffered from foreign exchange policy and urged the state to reimburse
it for these losses. But a mere cursory look at the bank’s balance sheets
and income statements should have revealed that the foreign exchange
transactions yielded considerable profits, in which the state actually
had participated.

My essay dealt with the problems of de jure resumption of gold
redemption of the notes of the Austro-Hungarian Central Bank. For a
number of years the Bank, without hesitation or discrimination, had
de facto met all demands for foreign exchange at a rate that in no case
exceeded the lawful gold parity of the crown by more than the margin,
which in gold-standard countries is called the upper gold point. Thus
Austria-Hungary had, in fact, resumed gold payments. Now it was un-
der discussion whether this de facto situation should be made a legal
obligation. One consideration that favored this change was the more
favorable conditions under which foreign money markets would grant
loans in Austrian crown denomination, if such gold payments for notes
were no longer at the voluntary discretion of the Bank. Hungary es-
pecially raised this argument. The negative attitude of the Bank man-
agement and of some Austrian circles, according to Hungary, reflected
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the Bank’s desire to perpetuate the Hungarian dependence on Vien-
nese money markets, and render it impossible to tap the sources of
cheaper money in other countries in Western Europe. There were no
cogent reasons against the legalization of the condition that existed
already in fact.

The opponents of legally requiring resumption of gold payments
were advancing an indefensible theory in support of their position. A
bank that is legally obligated to make gold payment, they argued, must
adjust its discount rate to the conditions prevailing in the world mar-
kets. But the Austro-Hungarian Bank, they averred, was in a more fa-
vorable position because it was not legally obligated to redeem its
notes. The Bank was in a position to differentiate between legitimate
and illegitimate demand. Demand was said to be illegitimate if it
aimed at shifting funds abroad in order to take advantage of higher
interest rates abroad. The Bank should make it its policy never to meet
this demand of interest rate arbitrage; it should only satisfy legitimate
demand. It thus could avoid, or at least postpone, raising its rates,
which required redemption that was legally obligatory.

This doctrine was completely erroneous. The Bank never made a
distinction between legitimate and illegitimate demand; since 1900 it
had met all demands for payment. But if it had followed the advice of
the opponents of legalization, the arbitrage speculators would have
sought to buy foreign exchange in the open market, which would have
raised the exchange rate and depreciated the Austrian currency.

The doctrine was neither new nor specifically Austrian. It was the
old fallacy that had been expounded fifteen and twenty years earlier
about the advantages of the French gold premium policy. But the
French advocates had not denied that such a policy would cause ex-
change rates to rise. They recommended the policy for France which
then was one of the great capital exporting countries, and not for im-
porting countries, such as Austria-Hungary. For a debtor country to
relax its ties with foreign money markets would raise the cost of its
credits, not reduce it.

I had just completed my essay when an invitation by the Vice Pres-
ident of the [Austrian Central] Bank surprised me. During my visit
with him in his office, Herr Waldmayer told me that he had heard
from Professor Landesberger that I needed material for a study of Bank
policy and that he would be delighted to make it available to me. He
further added that I would then be required to submit my work to the
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Bank management before it could go to press. I declined politely but
firmly. I did not then know Professor Landesberger, but knew that he
was a good friend of Professor Philippovich. I suspected that Philip-
povich had shown Landesberger my essay or told Landesberger of its
content.

I gained the impression from my conversation with Herr Waldmayer
that the Bank management was greatly interested in continuing the
existing conditions. I could not understand this. Indeed, I knew that a
legal requirement of gold payment would curtail the Bank’s right to
invest some reserves in foreign accounts and obligations yielding an
interest, and that this would reduce the Bank’s gross returns. This
would above all hurt the Bank’s stockholders and both states [Austria
and Hungary] sharing in the Bank’s returns. Through changes in the
tax laws the Secretaries of both Treasuries would probably have seen
to it that this loss would fall completely or mainly on the stockholders;
no one represented their interests, least of all the Bank management
which had been appointed jointly by the two governments. When I
left Herr Waldmayer’s office I had the impression that he would have
offered me a sizeable sum if only I had been a little less recalcitrant.
The Bank disposed officially over certain press funds for such purposes.

An explanation came to me a few years later when, in 1912, I pub-
lished an article on the fourth renewal of the Bank’s privileges, and
was again attacked by the opponents of gold payment. At that time
Böhm-Bawerk, who was Secretary of the Treasury, informed me of the
reasons for the Bank’s opposition to my ideas on this subject. According
to Böhm-Bawerk, a part of the proceeds from the obligations invested
abroad was credited to a special and secret account, which was at the
sole discretion of the Bank’s governor. Highly paid Bank officials, gov-
ernment officials who supervised the Bank, journalists, politicians, and
occasionally also other men, received considerable sums from this con-
fidential fund. He, Böhm-Bawerk, had learned of its existence only by
chance, when the Hungarian Secretary of the Treasury complained
that the share paid to Austrians was too large in comparison with that
paid to Hungarians. The whole affair displeased Böhm-Bawerk greatly,
and gave him a distaste for his position or for any service in the admin-
istration. The Hungarian Secretary, however, opposed Böhm-Bawerk’s
intention to abolish the fund. But, so Böhm-Bawerk concluded, “I con-
sider it my obligation to inform you so that you may understand the
background for the attacks on you.” I had to promise him not to reveal
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the affair unless I heard about it from other sources. In fact, I have
been silent until today, although a few years after the war the former
press secretary of the Bank on his own volition told me about the use
of the fund. The sums in this case were more modest than those of
Bismarck’s famous Reptilienfonds* (Reptile Fund) but they sufficed to
explain the strong opposition of the Bank management and other men
against a reform which could have dried up this source.

The strongest attack against my arguments came from Walter Fed-
ern, the publisher of an economics journal, Oesterreichischer Volkswirt
[The Austrian Economist]. Federn had held small positions in banks
and then had become stock exchange reporter for several newspapers.
For several years he had been publishing The Austrian Economist
which was financed by a friend of his, bank director Rosenbaum. Fed-
ern was ignorant in economics, and had read almost no books on
economics except Knapp’s State Theory of Money. He had limited
knowledge of economic conditions and statistics, was completely un-
critical, and was unable to think independently. In general he was
thought of as an intellectual duffer, although his fluent style of writing
was generally praised. In addition to Rosenbaum’s subsidies, the main
revenue source of his journal, which then had only a few subscribers,
were the cash “contributions” which banks and large corporations paid
newspapers and weekly and monthly economic journals for carrying
advertising, balance sheets and income statements, and announce-
ments of stockholder meetings. No special conditions were attached

* The Encyclopaedia Britannica reports on the Guelph Fund later called Reptilienfonds: “The
main tasks that lay before the German government after 1870 were the assimilation of the ad-
ministration and the economic development of the country. On the whole, the provinces ac-
cepted their fate with equanimity, though in Hanover especially the deposed dynasty continued
to command a considerable following. Since the dispossessed princes refused to resign their
claims, the large sum of money which had been assigned to them by the Prussian parliament
was, as early as March 1868, sequestrated and under the name of the Guelph Fund (Welfenfonds)
formed a secret service supply highly convenient for Bismarck’s purposes.”

The government used these funds partly for useful purposes in the Hanover province; they
constructed dams, dikes, barracks, built theaters, museums, picture galleries. But besides these
occasional useful applications, Bismarck used the money chiefly for political purposes, especially
for founding newspapers or helping existing ones. People called not only these papers “reptiles,”
but also the people who secretly worked for these papers. In the course of time there was not
one city in the country where there were no “reptiles.” Even in foreign countries one or the other
paper had connections with the Reptilienfonds and thus the money was gradually spent for the
printing presses, with buying off uncomfortable correspondents and silencing others.

[Excerpts from the German Geschichte des deutschen Liberalismus, Oskar Klein-Hattingen
(Berlin-Schoneberg: Fortschritt, 1912). Collected by MvM.]



34 � notes and recollections

to these contributions. It is true, the newspaper publishers feared in-
terruption of further contributions in retaliation against an especially
ugly attack by the magazine on a corporate subscriber; but it was per-
missible to publish moderate critiques of an enterprise that made such
contributions.

It was not these contributions that deprived Viennese journalists of
their independence; it was their ignorance that fettered them; the great
age of Viennese economic journalism had long passed away. The ex-
cellent economists who had collaborated with the press—among them
Carl Menger—had found no worthy successors. Only the editorial staff
of the Neue Freie Presse (New Free Press) and Neues Wiener Tagblatt
(New Viennese Daily) still had economists with knowledge and intel-
ligence. All other editors were ignorant and dull; they depended on
information from interested parties. Stock exchange reporters received
their information from the stock exchange men who in such matters
were spokesmen of the big banks. When a government regulation was
passed or an important business transaction took place, the journalists
would rush to the pertinent government official or to the businessman
concerned. The information the journalists received from him was
then presented to the public. The government did not need to corrupt
journalists; it was enough to inform them. Journalists feared nothing
more than their being informed a few days later than others in their
profession. To avoid such a penalty they were always prepared to rep-
resent the government’s point of view. Their economic ignorance then
afforded the advantage that they could plead the government case with-
out independent mental reservations.

Some two years before the publication of my essay Herr Federn had
been initiated into the problems of foreign exchange by the Bank of-
ficials. In several articles in Viennese newspapers and in the Frank-
furter Zeitung he had published what he had learned from them. He
was very proud of this work, which he thought to be a great journalistic
achievement; and my critique of the Bank’s policy hurt his vanity,
which was what primarily explains the fanatical fervor of his attacks.
Of course, his desire to please the Bank officials and the Treasury also
played a role. But Federn did not take the Bank’s position because he
was receiving secret payments from it. I am convinced that he was
unaware that any such subsidies came from an irregular secret fund,
which a legalization of gold payment would have jeopardized. Indi-
viduals could receive Bank money in good faith as the Bank was also
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using funds that were derived from open revenues. Those who did not
know the total amount spent on the press and other protected favorites
could assume that the endowment of the press fund was legal.

When Böhm-Bawerk revealed to me the secret of the Bank’s special
disposition fund, I was faced with a new problem. I had then been
established for several years. For several months I had worked in the
Treasury and the public prosecutor’s office, and for two years with the
court, and since 1909 I had been with the Chamber of Commerce. I
recognized the corruption that is an inescapable symptom of interven-
tionism, and knew very well that it extended to the highest posts of the
state. But this was the first time that in a scientific exchange I met
opponents whose motives were not objective. What was I to do? After
long and thorough consideration I finally arrived at a clear position.

An economist must deal with doctrines, not with men. He must
criticize erroneous thought. It is not his function to reveal personal
motives for protecting fallacies. An economist must face his opponents
with the fictitious assumption that they are guided by objective con-
siderations only. It is irrelevant whether the advocate of a fallacious
opinion acts in good or bad faith; it matters only whether the stated
opinion is correct or fallacious. It is the task of other people to reveal
corruption and inform the public about it.

Throughout my life I have held to these principles. I knew a great
deal, if not all, about the corruption of interventionists and socialists
with which I had to cope. But I never made use of this knowledge,
which was not always properly understood by others. As the Viennese
Social Democrats [Socialists] always attacked me in an ugly manner,
people supplied me with massive material on the corrupt practices of
socialist leaders. Even without the help of these informers I was well
aware of the moral decadence within the party. I would not have
needed the material that was offered if I had wanted to deal in such
disclosures. It was often held against me that I politely rejected offers
to supply me with proof, admissible in courts of law, of embezzlements
and frauds by my opponents.

During the crises created by the Balkan War, in the winter of 1912–
1913, the Austro-Hungarian Bank really tried not to meet a part of the
demand for foreign exchange. Naturally the consequence was a greater
demand on the open market and a rise in foreign exchange rates. The
Bank immediately had to return to its old policy of unlimited and
unconditional sale of foreign exchange. It considered itself exception-
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ally smart in slightly increasing the rate at which it was willing to sell.
But it merely achieved thereby a decline in confidence in the Austrian
currency, and a withdrawal of considerable sums of foreign short-term
money invested in Austria.

It was the express goal of inflationists to reduce the purchasing power
of the Austrian crown relative to gold, foreign exchange, and interna-
tional economic goods. This was readily admitted by the intelligent
opponents of gold payment, such as Professor Landesberger and the
chairman of the tariff division of the Department of Commerce, Rich-
ard Riedl. Only a noninformed man such as Federn could believe that
a refusal of note redemption would not affect the stability of exchange
rates. The inflationists welcomed a small devaluation of the crown as
a first step on a road they approved. They only regretted that the Bank
immediately returned to a policy of unconditional redemption in gold.
That they blamed me for this return was not without reason.

Naturally I was fully aware that public opinion in Austria was in
favor of inflationism, and that besides me there were only a few others
who supported a policy of stable exchange rates. The Minister of Fi-
nance at that time was a Pole, Count Zaleski, who, before his purely
political appointment, had never dealt with financial problems. He
readily admitted his ignorance in the financial field. In a conversation
that took place in the home of a mutual friend, Count Zaleski ex-
plained to me: “I was told by members of the Polish Club (of the House
of Deputies) that a rise in foreign exchange rates must be seen as a
favorable phenomenon rather than an unfavorable one. For agricul-
ture, a ten percent rise would be a direct blessing.”

This “blessing” was soon to come in plenteous measure!



VI

The Theory of Money and Credit

Upon completion of my two essays on the Bank’s foreign exchange
policy I intended to embark upon the development of my theory of
money and credit. I barely had written the first pages when, in early
January 1909, I was suddenly called to an unusual active duty. The so-
called “Annexation Crisis” had induced the government to take special
steps and hasten the modernization of the artillery.1 I returned to Vi-
enna in February, and on April 1 joined the Viennese Chamber of
Commerce. And again, during the early months of my new activity, I
found no time for my scientific work. I finally was able to begin in the
fall. The finished manuscript was in the hands of the publisher early
in 1912.

The greatest difficulty I faced in the preparation of the book was the
fact that I meant to give attention to merely a limited part of the total
scope of economic problems. But economics necessarily must be a
complete and united whole. In economics there can be no speciali-
zation. To deal with a part one must do so on the foundation of a
theory that comprises all the problems. But I could not use any of the
existing comprehensive theories. The systems of Menger and Böhm-
Bawerk were no longer wholly satisfactory to me. I was ready to proceed
further on the road these old masters had discovered. But I could not
use their treatment of those problems with which monetary theory
must begin.

According to prevailing opinion at that time, the theory of money
could be clearly separated from the total structure of economic prob-

A chronological list of the various editions of Ludwig von Mises’s The Theory of Money and Credit
appears at the end of this chapter.
1. For years, the Christians and Turks had been in conflict in the Balkans. Austria-Hungary had
been authorized by treaty (1878) to occupy the area; the Austro-Hungarian government’s decision
to do so became known as the “Annexation Crisis.”
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lems—it did not, in fact, even belong with economics; in a certain
respect it was an independent discipline. In accordance with this opin-
ion the universities in Anglo-Saxon countries had created special pro-
fessorships for currency and banking. It was my intention to reveal this
position as erroneous and restore the theory of money to its appropriate
position as an integral part of the science of economics.

If I could have worked quietly and taken my time, I would have
begun with a theory of direct exchange in the first volume; and then
I could proceed to the theory of indirect exchange. But I actually began
with indirect exchange, because I believed that I did not have much
time; I knew that we were on the eve of a great war and I wanted to
complete my book before the war’s outbreak. I thus decided that in a
few points only I would go beyond the narrow field of strictly monetary
theory, and would postpone my preparation of a more complete work.
I think I succeeded in my given task.

I must add expressly that my critique of Menger and Böhm-Bawerk
concerns less that which they have said than that which they left un-
said. I regretted that they had not replaced John Stuart Mill’s unsatis-
factory delineation of the field of economics with a more satisfactory
one. I found fault also because they had failed to criticize severely the
impermissible use of mathematical economics, and because they had
failed to elaborate more clearly their own point of view. I found es-
pecially that Böhm-Bawerk, in his discussion with Wieser, had failed
to touch upon many topics that were of decisive importance.

One point which I could not silently ignore, although it belongs to
the general value theory, was the problem of assumed measurement
of value, and the related problem of total value. In order to develop
the theory of money I had to refute the notion that there was such a
thing as (1) value calculation or even measurement; (2) that the “value”
of a total supply could be calculated from the known “value” of a part;
or (3) inversely that the “value” of any part could be obtained from the
known “value” of a total. I had to explode the hypostasis of “value” and
to demonstrate that there is an activity of valuing and acts of valuation,
but that the term “value” is permissible only when limited to denoting
an individually valued object, or to designate the result of a valuation
process.

I endeavored to cope with this task in the first chapters of my book
and especially to refute the fallacies of Irving Fisher and Schumpeter.
Toward this end Čuhel’s book was very useful to me. Its author has
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been forgotten today [1940]—his book is outdated; but there cannot
be any doubt that in the end Čuhel will occupy a deservedly honored
place in the history of our science.

The theory of determination and changes of the purchasing power
of money takes as a starting point Menger’s theory of cash holding.
Everything that follows I had to create anew. As it is not my intention
here to present an excerpt of my book, I merely would like to remark
on the method I used and on its significance.

On all its pages I used the “step-by-step” method which is allegedly
being rediscovered today [1940] as “period analysis” or “process anal-
ysis.” It is the only permissible method, which renders superfluous the
argument between short-run and long-run economics. It also makes
the distinction between statics and dynamics an idle question. If no
condition is considered “normal,” if we are aware that the concept of
a “static equilibrium” is alien to life and action which we study, and
that this concept is merely a mental picture we use in order to com-
prehend abstractly human action through the idea of a state of non-
action, then we must recognize that we always study motion, but never
a state of equilibrium. All of mathematical economics with its beautiful
equations and curves is nothing but useless doodling. The equations
and curves must be preceded by non-mathematical considerations; set-
ting up equations does not enhance our knowledge. Because there are
no constant relations in the field of human action, the equations of
mathematical catallactics cannot be made to serve practical problems
in the same way the equations of mechanics solve practical problems
through the use of data and constants that have been ascertained
empirically.

In my book on money I did not say one controversial word against
the mathematical school. I presented the correct doctrine and re-
frained from attacking the method of mathematicians. In fact, I even
resisted the temptation to dissect the empty term “velocity.” I refuted
mathematical economics by proving that the quantity of money and
the purchasing power of the monetary unit are not inversely propor-
tional. This proof demonstrated that the only constant relationship
which was believed to exist between “economic quantities” is a variable
determined by the data of each individual case. It thus exploded the
equations of exchange of Irving Fisher and Gustav Cassel.

The step-by-step analysis must consider the lapse of time. In such
an analysis the time-lag between cause and effect becomes a multitude
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of time differences between single successive consequences. Reflection
on these time-lags then leads to a precise theory of the social conse-
quences of changes in the purchasing power of money.

Let me now remark on Böhm-Bawerk’s reaction to my theory in
order to explain more precisely my objections to the doctrines of both
old masters, Menger and Böhm-Bawerk. And let me demonstrate with
a concrete example the difference between the older and younger Aus-
trian Schools. Both Menger and Böhm-Bawerk tacitly assumed the
neutrality of money. They had developed the theory of direct exchange
and held to the opinion that all problems of economic theory could
be solved with the imaginary concept of market exchanges without the
use of money. My theory of the inevitable non-neutrality of money
now made this position untenable. But Böhm-Bawerk refused to admit
this. He raised no objections against the cogency of my step-by-step
analysis; he did not deny its results—namely, that changes in purchas-
ing power of money cause prices of different commodities and services
to change neither simultaneously nor evenly, and that it is incorrect to
maintain that changes in the quantity of money bring about simulta-
neous and proportional changes in the “level” of prices. But he main-
tained that this was a “friction phenomenon.” According to him, the
old doctrine was correct “in principle” and maintains its full signifi-
cance for an analysis aimed at “purely economic action.” In real life
there is resistance and friction which cause the result to deviate from
that arrived at theoretically. I tried in vain to convince Böhm-Bawerk
of the inadmissibility of the use of metaphors borrowed from mechan-
ics. As can be seen from his twofold organization of the tasks of the
price theory, Böhm-Bawerk labored under the influence of Mill’s in-
terpretation.* I could have convinced him only if I, myself, had been
clear about the basic problems. But I was still too much under the
influence of Mill. Only many years later could I have refuted Böhm-
Bawerk’s doctrine of “direct exchange advantage.”† My essay which
deals with the teachings of Menger and Böhm-Bawerk was intended
to be a worthy memorial to the two masters.2

* Author’s Note: Cf. Böhm-Bawerk, Capital and Interest, Volume II, Positive Theory of Capital,
pages 207–214, especially page 212 (South Holland, Illinois: Libertarian Press, 1959).
† Author’s Note: Cf. my Grundprobleme der Nationalökonomie, Jena, 1933. English edition, Epis-
temological Problems of Economics, translated by George Reisman, D. Van Nostrand, Princeton,
New Jersey, 1960, page 167 et seq.
2. See Mises’s essay, “Remarks on the Fundamental Problem of the Subjective Theory of Value,”
first published, 1928; reprinted as chapter 5 in Grundprobleme der Nationalökonomie.
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In the chapter on the determination of exchange ratios between
different kinds of money I endeavored to restate Ricardo’s irrefutable
theory which the “balance-of-payment theory” has tried to replace.
Gustav Cassel who soon thereafter presented Ricardo’s theory in in-
appropriate form gave it the name of “purchasing power parity theory.”
During the 1920s it was called Cassel’s theory if one agreed; and Mises’s
theory, if one disagreed. I repeat, it is Ricardo’s theory, and neither
Cassel’s nor mine.

The second great problem I dealt with in my book was that of fi-
duciary media. I had to create this concept in order to overcome the
prevailing confusion surrounding the term “credit.” If no distinction
is drawn between “commodity credit” (Sachkredit) and “fiduciary credit”
(Zirkulationskredit), useful results can never be attained. Fritz Mach-
lup very capably translated the two distinct concepts with the terms,
“transfer credit” and “created credit.” Only by the making of this dis-
tinction can the basis for a correct critique of the doctrine of “elasticity”
of bank media of payment be developed, and can the way be paved
for understanding how the creation of fiduciary credit explains business
cycle phenomena. I am honored that it was named the Austrian Trade
Cycle Theory.

In the last part of my book I endeavored to discuss currency and
banking problems that were then of general interest. I concluded with
the remark that the prevailing banking opinion would soon lead to
catastrophic events.

As could be expected, my book was rejected summarily by the jour-
nals of the German social sciences. I paid little attention to that. I was
convinced that my explanations would soon prevail. With dismay I
observed the political and military catastrophe which I had forecast
standing at the door.

New books, despite being appraised as “destroyed” by the critics, can
be valuable and long-lived. Anyone who says only that which everyone
wants to hear, had better remain silent. Men such as Knapp, Bendixen,
Liefmann, Diehl, Adolf Wagner, and Bortkiewicz who then were cele-
brated in Germany as “monetary theorists” are no longer considered
authorities.

The economist who first commended my work was Benjamin M.
Anderson in his book, The Value of Money, published in 1917. I did
not see his book until two years later (naturally, of course, because
Austria was at war with the United States).

John Maynard Keynes reviewed my book in the first issue of the
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Economic Journal that appeared after the outbreak of the war.* He
gave it some praise: “the book is not to be denied considerable merit,
. . . the book is ‘enlightened in the highest degree’ possible.” But in
general Keynes was greatly disappointed.

To him the book was “not constructive” and “not original”; there is
“no lift in the book.” And he added: “One closes the book, therefore,
with a feeling of disappointment, that an author so intelligent, so can-
did and so widely read should, after all, help one so little to a clear
understanding of the fundamentals of the subject.” Sixteen years later
Keynes admitted that his knowledge of the German language was
rather poor. “In German,” he wrote, “I can only clearly understand
what I already know—so that new ideas are apt to be veiled from me
by the difficulties of the language.”†

It was not my fault that Keynes found my book neither original nor
constructive, and that it could not guide him to a clear understanding
of the problems.

appendix (1978): Editions of The Theory of Money and Credit

The following is a chronological list of the various editions of The
Theory of Money and Credit by Ludwig von Mises:

1912 First edition published in German: Theorie des Geldes und der
Umlaufsmittel. München and Leipzig: Duncker & Humblot,
1912. xi:476 SS.

1924 Second edition published in German: Theorie des Geldes und
der Unlaufsmittel. Revised. München and Leipzig: Duncker &
Humblot, 1924. xv:420 SS.

1934 English translation of the second (1924) German edition: The
Theory of Money and Credit. Translated by H. E. Batson. Intro-
duction by Lionel Robbins. London: Jonathan Cape, 1934. 445
pp. index.

1936 Spanish translation of the second (1924) German edition: Teorı́a
del Dinero y del Crédito. Translated by Antonio Riaño. Madrid:
M. Aguilar, 1936. 490 pp.

* Author’s Note: Cf. Economic Journal, Volume XXIV, pages 417–419.
† Author’s Note: Cf. Keynes, A Treatise on Money, London, 1930, Volume I, page 199, note 2.
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1949 Japanese translation of the second (1924) German edition: Kahei
oyobi Ryūtsū-Shudan no Riron. Translated by Yoneo Azuma.
Tokyo: Jitsūgyo no Nipponsha, 1949.

1953 Reprint of the English language translation (1934) of the second
(German) edition, enlarged: The Theory of Money and Credit.
Translated by H. E. Batson. New edition, enlarged with an essay
on “Monetary Reconstruction.” New Haven: Yale University
Press, 1953. 493 pp. index.

1961 Spanish translation of the English language edition, enlarged
(1953): Teorı́a del Dinero y Crédito. Translated by José Ma. Clar-
munda Bes. Barcelona: Ediciones Zeus, 1961. 546 pp.

1961 Spanish translation of the 1953 essay, “Monetary Reconstruc-
tion,” was printed as a separate booklet: Reconstrucción Mone-
taria. Translated by Gustavo R. Velasco. Buenos Aires: Centro
de Estudios sobre la Libertad, 1961. 91 pp.

1969 Chinese translation by H. P. Yang. Taiwan (Republic of China):
Taiwan Bank, Economic Research Department, 1969. 403 pp.

1971 Reprint of the English language (1953) edition: The Theory of
Money and Credit. New edition, enlarged with an essay on
“Monetary Reconstruction.” Translated from the German by
H. E. Batson. Irvington-on-Hudson, New York: The Foundation
for Economic Education, Inc., 1971. 493 pp. index.



VII

First World War

I need not here report on the war, or my personal experiences during
the war. This work is not concerned with military questions, nor does
it deal with political matters any more than is absolutely necessary.

The war came as a result of an ideology that for hundreds of years
had been proclaimed by all German institutions of learning. The pro-
fessors of economics had contributed diligently to the intellectual prep-
aration for war. They did not need to be re-trained in order to be
converted into men of courage as the “intellectual bodyguard of the
Hohenzollern.” Schmoller authored the famous “Manifesto of 93”
(October 11, 1914); another department chairman, Professor Schu-
macher, who later succeeded Schmoller in Berlin, edited the annex-
ation program of the six central associations. Sombart wrote Händler
und Helden (Merchants and Heroes).* Franz Oppenheimer would not
be outdone in bewailing the French and English lack of culture. No
longer did they teach economics; they were preaching the doctrines
of war.

It was not much better in the enemy camp. But there were many
who preferred to keep silent. For Edwin Cannan, however, it was the
duty of economists to protest.

During the first fifteen months of the war, I could rarely find time
to read a newspaper. Later conditions improved a little, and by the end
of 1917 I was no longer at the front, but worked in the economics
division of the Department of War. In those years I wrote only two
small essays. The one on the classification of monetary theories was
later added to the second edition [1924] of The Theory of Money and
Credit. The other on “Vom Ziel der Handelspolitik” (“The Objectives

* The German title has sometimes been translated even more invidiously as Hucksters and
Heroes.
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of Foreign Trade Policy”) was used in the writing of Nation, Staat und
Wirtschaft, which was published in 1919.1 It was a scientific book with
political design. It was an attempt at alienating the affections of the
German and Austrian public from National Socialist [Nazi] ideas
which then had no special name, and at recommending reconstruction
by democratic-liberal policy. My book remained unnoticed and was
seldom read. But I know that it will be read in the future. The few
friends who are reading it today [1940] do not doubt this.

Toward the end of the war, I published a short essay on the quantity
theory in the journal of the Association of Austrian Banks and Bankers,
a publication not addressed to the public.2 My treatment of the infla-
tion problem was not approved by the censor. My tame academic essay
was rejected. I had to revise it before it could be published. The next
issue immediately carried critical responses, one of which, as far as I
can remember, came from bank director Rosenbaum who was financ-
ing Federn’s Economist.

In the summer of 1918 the Army Supreme Command organized a
course for officers who were to offer patriotic instructions to the troops.
I gave a lecture on “War Costs and War Loans,” in which I also tried to
oppose the inflationary tendencies.3 My lecture was published from
stenographic notes without giving me the opportunity to read the proofs.

My wartime experiences directed my attention to a problem that
appears more important to me every day. Indeed, I should like to call
it the primary and fundamental problem of civilization.

Only he who fully understands economic theory can comprehend
the great questions of economic and social policy. Only he who masters
the most difficult tasks of economics can determine whether capitalism,
or socialism, or interventionism constitute suitable systems of social co-
operation. However, political decisions are not made by economists,
but by public opinion, that is, the people. The majority determines
what shall be done. This is true of all systems of government. Even
absolute kings and dictators can rule only as public opinion commands.

There are schools of thought that simply do not want to see these
problems. Orthodox Marxism believes that the dialectical process of

1. Nation, State, and Economy, 1983, 2006.
2. “Zur Währungsfrage,” (“On the Question of the Monetary Standard”) in Mitteilungen des
Verbandes österreichischer Banken und Bankiers, 1918. Not available in English.
3. “Über Kriegskostendeckung und Kriegsanleihen” (Vienna: Phoebus, 1918). Not available in
English.
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historical development guides man unconsciously on his inevitable
path, that is, a path toward happiness. Another sort of Marxism believes
that the class can never err. Race mysticism maintains the same for
the race: the characteristics of the race know how to find the right
solution. Religious mysticism, even where it appears in worldly garb,
e.g. the Führer principle, depends on God; He will not forsake His
children but preserve them through revelation or by sending a blessed
Shepherd. But our experience discredits all these escape mechanisms.
It reveals that there are different doctrines, different opinions even
within the various classes, races, and nations; that different men vie
for leadership with different programs; that different churches pro-
claim their Word of God which disagree among themselves. One
would have to be blind to assert that an appeal (1) to the dialectic of
history, (2) to an unerring class consciousness, (3) to racial or national
characteristics, (4) to God’s Word, or (5) a Führer’s order, can answer
convincingly certain questions, as for example, whether credit expan-
sion really can reduce interest rates permanently.

The liberals of the eighteenth century were filled with a boundless
optimism. Mankind is rational, which permits the right opinion to
emerge in the end. Light will replace darkness. All the efforts of the
advocates of darkness to keep the people in ignorance in order to rule
them more easily cannot prevent progress. Thus enlightened by reason,
mankind is moving toward ever greater perfection. Democracy with its
freedom of thought, speech, and press assures the success of the right
doctrine. Let the masses decide; they will choose wisely.

Nobody would now accept this optimism. The conflict of economic
doctrines makes far greater demands on our ability to judge than did
the problems faced by the Enlightenment: namely (1) the problem of
superstition versus natural science, (2) tyranny versus freedom, (3) privi-
lege versus equality before the law.

The people must decide. It is true, economists have the duty to
inform their fellowmen. But what happens if these economists do not
measure up to the dialectic task and are pushed aside by demagogues?
Or if the masses lack the intelligence to understand the teachings of
economists? Is not the attempt to guide the people on the right road
hopeless, especially when we recognize that men like John Maynard
Keynes, Bertrand Russell, Harold Laski and Albert Einstein could not
comprehend economic problems?

We fail to understand what is involved, if we expect help from a new
election system or an improvement of public education. Technical
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proposals for changes in the election system would even deny some
people the right to participate in the election of a legislature and of an
administration. But this would be no solution. If the masses of people
oppose an administration that was formed by a minority, it cannot
indefinitely survive. If it refuses to yield to public opinion, it will be
overthrown by revolution. The preferability of democracy consists in
the fact that it facilitates a peaceful adjustment of the system of gov-
ernment and government personnel to the wishes of public opinion,
and thus assures peaceful continuation of social cooperation in the
state. This is not a problem under democracy only, but much more; it
is a problem that exists under all circumstances and every conceivable
form of government.

It has been said that the problem lies with public education and
information. But we are badly deceived to believe that more schools
and lectures, or a popularization of books and journals could promote
the right doctrine to victory. In fact, false doctrines can recruit their
followers the same way. The evil consists precisely in the people’s in-
tellectual disqualifications to choose the means that lead to the desired
objectives. The fact that facile decisions can be foisted onto people
demonstrates that they are incapable of independent judgment. This
is precisely the great danger.

I thus had arrived at this hopeless pessimism that for a long time
had burdened the best minds of Europe. We know today from the
letters of Jacob Burckhardt that this great historian, too, had no illu-
sions about the future of European civilization. This pessimism had
broken the strength of Carl Menger, and it over-shadowed the life of
Max Weber. (In the last months of the war Weber lectured for one
semester at the University of Vienna, when we became good friends.)

It is a matter of temperament how we shape our lives in the knowl-
edge of an inescapable catastrophe. In high school I had chosen a
verse by Virgil as my motto: Tu ne cede malis sed contra audentior ito
(“Do not yield to the bad, but always oppose it with courage”). In the
darkest hours of the war, I recalled this dictum. Again and again I
faced situations from which rational deliberations could find no es-
cape. But then something unexpected occurred that brought de-
liverance. I would not lose courage even now. I would do every-
thing an economist could do. I would not tire in professing what I
knew to be right. And so I decided to write a book on socialism which
I had contemplated before the war. I now set about executing my old
plan.



VIII

With the Chamber of Commerce

Before I proceed with the description of my scientific endeavors, I must
return to my practical occupation. From 1909 to 1938 I served the
Lower Austrian Chamber of Commerce and Industry. In 1920 the
name of this institution was changed to Vienna Chamber of Com-
merce, Handicrafts and Industry.

In Austria the Chambers were parliamentary bodies that were formed
by all businessmen and financed through a surtax on the occupational
tax that was collected by the internal revenue service and then trans-
ferred to the chambers. They had been created during the year of the
1848 Revolution in order to advise Parliament and government in eco-
nomic matters, and to assume some administrative functions. They
remained rather unimportant until the end of the 1870s. During the
1880s and 1890s they fought in vain against proposed changes that
derived from guild ideas, and which were demanded and pushed
through by the Christian Social Party. Throughout this time the center
of power lay with the General Assembly and the Chamber committees.
The office of the Chamber of Commerce merely rendered handy man
service.

The breakthrough of the principle of interventionism ushered in a
radical change. The secretaries, officials in the departments, and mem-
bers of Parliament were completely ignorant in economic matters.
Most of them had no conception of the consequences of the measures
they took, and were even incapable of formulating the laws, decrees,
and regulations in such a way that the offices charged with their exe-
cution knew what they were expected to do. It was obvious that the
Chamber needed pertinent advice and continuous cooperation from
men who knew the conditions and were able to do research. The press,
Parliament, and the Kaiser blamed the secretaries, who in turn held
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their departmental officials responsible for daily blunders and their bad
consequences. To escape this responsibility the officials were willing
to seek the advice of knowledgeable men.

The secretaries of the Vienna Chamber, Rudolf Maresch and Rich-
ard Riedl, knew how to use these favorable conditions for an expansion
of the influence of the secretary’s office. The President of the Chamber
at that time was a far-sighted man, Baron Mauthner, who in the House
of Deputies played an eminent role as leader of the Mauthner group,
named for him. Mauthner agreed to an expansion of the secretary’s
office, and several young economists were added to the staff. The most
eminent among them was my friend, Victor Graetz, a man of unusual
gifts and strong character. But just because of his clear perception he
suffered from that pessimism from which all knowledgeable men were
bound to suffer in these years. The success of this new direction of the
Chamber was tremendous; in a short time the secretary’s office of the
Vienna Chamber became an important factor in economic policy. Its
importance grew even further when, under the title Handelspolitische
Zentralstelle (Center for Trade Policy), it created an organization in
which all Austrian Chambers participated. It is true, many Provincial
Chambers were rather unimportant as their secretaries were ineffec-
tive. But the secretary’s offices of Prague, Brno, Reichenberg, Krakow,
and Trieste had men whose cooperation was very valuable.

In 1909, continuation of the management of the Vienna Chamber
was challenged. Herr Maresch had retired a few years earlier and in
1909 Herr Riedl was appointed head of the trade division of the De-
partment of Commerce. Several young officials had left the Chamber
to work in industry, and my friend, Graetz, left in order to assume
the management of a large enterprise. He recommended me as his
successor.

The Chamber offered me the only field in which I could work in
Austria. A university professorship was closed to me inasmuch as the
universities were searching for interventionists and socialists. Only
those belonging to one of the political parties—the Christian Social
Party, German National Party, or the Social Democratic Party—could
hope for an appointment. Nor did I aspire to a position in government
service. After the war my reputation as an expert in both money and
banking was so extensively recognized that several big banks offered
me a position on their boards. But until 1921 I always declined for the
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reason that they refused to give assurance that my advice would be
followed; after 1921 I declined because I considered all banks insolvent
and irretrievably lost. Events bore me out.

In the Chamber I created a position for myself. Officially I was never
more than an employee in the secretary’s office; I always had a nominal
superior under whom I worked, together with a few colleagues. I never
had the desire to assume the management and use some of my pro-
ductive strength for administrative routine. My position was incom-
parably greater than that of any other Chamber official or any Austrian
who did not preside over one of the big political parties. I was the
economist of the country.

This does not mean that my recommendations were followed or that
my warnings were heeded. Supported only by a few friends I waged a
hopeless fight. All I achieved was to delay the catastrophe. The fact
that in the winter of 1918–1919 Bolshevism did not take over and that
the collapse of industry and banks did not occur in 1921, but in 1931,
was in large part the result of my efforts. More could not be attained,
or at least not by me.

Not all of the Chamber’s operations had my approval. I did not
participate in the purely administrative work. All my strength was con-
centrated on the crucial economic political questions.

Occasionally I was reproached because I made my point too bluntly
and intransigently, and I was told that I could have achieved more if
I had shown more willingness to compromise. The Secretary General
of the Central Association of Austrian Industry, Gustav Weiss von Wel-
lenstein, an old friend, often reproached me. I felt the criticism was
unjustified; I could be effective only if I presented the situation truth-
fully as I saw it. As I look back today at my activity with the Chamber
I regret only my willingness to compromise, not my intransigence. I
was always ready to yield in unimportant matters if I could save other
more important issues. Occasionally I even made intellectual compro-
mises by signing reports which included statements that did not rep-
resent my position. This was the only possible way to gain acceptance
by the General Assembly of the Chamber or approval by the public of
matters I considered very important. If anyone should ever study the
published progress and business reports of archives of the Chamber,
he would find confirmation of my statement. The reports, opinions,
and petitions which carry my name as reporting officer I did not look
upon as my work, but expressions of opinion of the institution for which
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I worked. I always drew a sharp distinction between my scientific and
my political activity. In science, compromises are treason to truth. In
politics, compromises are unavoidable because results can be achieved
only through compromise of conflicting opinion. Science is the crea-
tion of individuals; it is never the achievement of the cooperation of a
number of people. The essence of politics, though, is cooperation and
thus often requires compromises.

In the Austria of the postwar period I was the economic conscience.
Only a few helped me and all political parties distrusted me. And yet,
all secretaries and party leaders sought my advice and opinion. I never
tried to press my opinion on them. I never sought out a statesman or
politician. Unless I was formally invited I never appeared in the lobbies
of Parliament and government departments. Secretaries and party lead-
ers visited my Chamber office more often than I visited theirs.

I enjoyed the cooperation of my colleagues in the Chamber. Some
of them were men of great intelligence and knowledge who strongly
promoted my endeavors.

My activity with the Chamber greatly enlarged my horizon. I saw a
great deal. That I today [1940] have the material for a social and eco-
nomic history of the decline of Austrian culture is largely the result of
the studies I pursued working for the Chamber. I gathered a great deal
of knowledge from my journeys that took me to all parts of old Austria-
Hungary. From 1912 to 1914 I investigated the industrial situation with
regard to the renewal of the customs union and trade relations with
Hungary, and to the adoption of new autonomous tariffs and trade
treaties.

But my efforts in the Chamber were not mainly directed at com-
mercial problems, but rather at finance, currency, credit, and tax pol-
icy. Again and again I was assigned special tasks. Between the Armistice
[in 1918] and the signing of the peace agreement at Saint Germain I
was the authority on financial matters pertaining to foreign affairs.
Later, when the terms of the peace treaty were put into effect I was
in charge of the office that dealt with prewar debt. In this position I had
to negotiate frequently with the representatives of our former enemies.
I was Austrian delegate to the International Chamber of Commerce
and member of many international commissions and committees,
whose insoluble task it was to facilitate peaceful exchange of goods and
services in a world that was animated by national hatred and preparing
for genocide.
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In 1926, I founded the Austrian Institute for Business Cycle Re-
search. Together with Dollfuss1 and Palla, the Secretary of the Cham-
ber of Labor, I belonged to the publication committee of the Economic
Commission which in 1931, with the cooperation of Professor Richard
Schüller, published “Bericht über die wirtschaftlichen Schwierigkeiten
Österreichs” (“Report on the Economic Difficulties of Austria”).

I need not say more about the various activities that consumed my
time with the Chamber. It was hard work, often consisting of many
useless trifles. But this is uninteresting. Let me talk about my political
objectives that gave direction to my work.

My political activity from 1918 to 1934 can be divided into four parts:

Prevention of Bolshevist Takeover
Halting the Inflation
Avoidance of Banking Crisis
Struggle Against Takeover by Germany

Prevention of Bolshevist Takeover

During the first period, from the collapse of the Monarchy in the fall
of 1918 to the fall of 1919, the most important task I had set for myself
was the prevention of a Bolshevist takeover. I have already mentioned
that I succeeded in that through my influence with Otto Bauer. It was
solely due to my efforts that Bolshevism did not then prevail in Vienna.
Only a few people had supported me in my efforts and their help was
rather ineffective. I, alone, managed to turn Bauer away from seeking
union with Moscow. The radical young men who rejected Bauer’s
authority and were eager to proceed alone and against the will of the
Party leadership were so inexperienced, incapable, and torn by mutual
rivalry that they could not even form a half-way viable communist party
organization. The events lay in the hands of the leaders of the old
Social Democratic Party, where Bauer had the final word.

Halting the Inflation

When this danger had passed, I directed all my efforts toward halting
the inflation. In this fight I had found an excellent comrade. Wilhelm

1. Englebert Dollfuss, Chancellor of Austria, 1932–34, assassinated by the Austrian Nazis in 1934.
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Rosenberg had been one of Carl Menger’s students and in true friend-
ship had remained faithful to his old teacher. He was a sharp thinker,
excellent economist, and brilliant jurist. As an attorney he had excelled
in such a way that his advice was sought in all difficult questions of
business and finance. He enjoyed the highest prestige as “expert” in
financial questions, and was willing to use this prestige in the fight
against inflation.

We fought three years before we achieved our goal—restoration of
a balanced budget and cessation of any further increase of bank notes.
It was to our merit alone that the Austrian crown was finally stabilized
at a ratio of 14,400 paper crowns to one gold crown, and not at higher
rates. But this was not the result we actually sought.

If it had not been for our passionate agitation against the continua-
tion of the deficit and inflation policy, the crown in early 1922 would
have fallen to one-millionth or one-billionth of its gold parity of 1892.
It probably would have been impossible for any administration to
maintain public order. Foreign troops would have had to occupy the
country and foreign powers would have built a new state. This catas-
trophe was avoided. It was an Austrian administration that eliminated
the deficit and stabilized the crown. The Austrian currency did not
collapse like the German currency in 1923. The crackup boom did not
occur. Nevertheless, the country for many years had to suffer from the
destructive consequences of continuous inflation. Its banking, credit
and insurance systems had suffered wounds that could no longer heal.
The consumption of capital could not be halted. We met too much
resistance; our victory came too late. It delayed the ultimate collapse
by several years, but could no longer save Austria.

Rosenberg and I suffered no illusions about that. We knew what the
stabilization actually meant. My friend succumbed to the pessimism
of hopelessness, the fate of all enlightened Austrians. It was not only
the grief of having lost his only son, but also the knowledge that all his
work and effort were without hope of success that drove him to his
death.

Avoidance of Banking Crisis

Our success in the struggle for a balanced budget was delayed because
we met so much opposition in convincing the Christian Social Party of
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the necessity to eliminate subsidies which the state was paying toward
a reduction in the price of foodstuffs. Such a reduction played a minor
role in the budget of consumers, but it prevented the restoration of
balance in the government budget. With the help of Weiss-Wellenstein
we succeeded in persuading big industry to grant concessions to the
labor unions in case the food subsidies ceased. The fact that the labor
unions agreed to our plan behind the back of the Social Democratic
Party leadership was a serious blow to the leaders of the Party. To
disrupt the negotiations, Otto Bauer took desperate measures; on De-
cember 1, 1921, the “organizers,” that is, the Social Democratic Party
troops, invaded the inner city and plundered and demolished all retail
stores. Determined to stay “neutral” politically, the police did not in-
terfere. But in the coming days public opinion was aroused against
such tactics. The Social Democrats had to retreat, and the negotiations
with the labor unions could continue.

We must not underestimate the merit which the leader of the Chris-
tian Social Party, Professor Seipel, manifested in those days.2 Seipel’s
ignorance in economic affairs was that which only a cleric could have.
He saw inflation as an evil, but otherwise was rather unacquainted
with financial policy. Rosenberg and I felt obligated to inform him that
a currency stabilization would soon reveal the consequences of infla-
tion, in the form of a “stabilization crisis.” And we explained to him
that public opinion would blame the stabilizer for the depression that
would follow the inflation boom. The Christian Social Party could
expect no gratitude, only complaints!

Professor Seipel greatly appreciated our sincerity. A useful and nec-
essary measure must be undertaken, he believed, even if it would harm
the Party. The statesman differs from the demagogue in that he prefers
right over that which brings applause. There were not many politicians
in Austria who thought that way. I have felt the highest respect for the
high and honest character of this noble priest whose world view and
conception of life remained alien to me. He was a great personality.

Unfortunately Seipel’s ignorance in the ways of the world inflicted
great harm on his Party. He just did not see the corruption of the
Christian Social and German National Party members who were his
colleagues. He did not notice that his Party friends were striving for
personal enrichment only.

2. Monsignor Ignaz Seipel, Roman Catholic prelate and statesman, Chancellor of Austria, 1922–
1924, 1926–1929, and Minister of Foreign Affairs, 1930.
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These Party friends, especially Deputy Victor Kienböck the attorney,
who later became Minister of Finance and then President of the Na-
tional Bank, had introduced Seipel to Gottfried Kunwald. Herr Kun-
wald, who was the son of an eminent Viennese attorney, was a cripple
from birth. With the greatest effort only he could walk a few steps; he
had to hobble from room to room, which meant he was in need of
constant care and attention. Two strong men always accompanied him,
lifting him in and out of the car, carrying him up or down the steps.
But in spite of these handicaps Kunwald had bravely completed his
education and earned a Doctor of Law degree. Admission to the bar
was denied him since his physical condition did not permit him to
complete the required one-year practice at court. But he was working
in the attorney’s office founded by his father and continued by his
brother-in-law. As an excellent and knowledgeable jurist he had a wide
clientele.

Herr Kunwald had read a great deal, but he could not think in
economic terms. He saw economic problems with the eyes of a jurist
only, who must prepare contracts. He was a foe of inflation because as
a jurist he saw the harm it did to the economy. When Rosenberg and
I launched our fight against inflation, he was willing to support us, in
his way.

He enjoyed the boundless confidence of several Christian Social
politicians and bankers whom he had advised in difficult legal matters.
The transactions of these friends of Kunwald were not always beyond
reproach. Ruthlessly using their positions in public life, these Christian
Social politicians secured all kinds of orders, assisted procurement of
government contracts, exerted influence in all government agencies,
for a commission. During the inflation they had thus profited greatly
and now were afraid that a stabilization would jeopardize their inter-
ests. But Kunwald informed them that in any case the inflation boom
would soon come to an end, and he intimated that he would find new
opportunities for profit for them after the stabilization.

When Rosenberg and I succeeded in winning Professor Seipel and
his Party over to monetary stabilization, they elected Kunwald as their
confidant for taking the necessary measures. He proved himself to be
most capable and was completely equal to the task. In general, we
could work with him rather well. During our fight for stabilization he
had gathered around him a circle of bankers, government officials, and
Christian Social politicians with whom he conducted a kind of finan-
cial political seminar. But several years later, as he continued this ac-
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tivity, his influence became damaging. He spent much time trying to
refute or weaken my critique of the prevailing interventionist policy.
According to him, interventionism was not so bad as I presented it;
Austria was making economic progress, and it would be absurd to believe
that interventionist policies achieve nothing but capital consumption.

I know, without doubt, that Kunwald lacked good faith when he
presented his optimism. He saw the true situation of the banks and big
enterprises and occasionally made remarks that were no less pessimistic
than mine. But he was convinced that to present the plain truth about
the state of affairs would diminish his influence with the secretaries,
through whom he secured licenses and other favors for his clients, and
thus jeopardize his income as an attorney and financial agent.

It was extraordinarily difficult to counteract Kunwald’s unfavorable
influence. In public these things could not be freely discussed, as the
credit reputation of the Austrian economy had to be protected with
care. It would have been very easy, indeed, to present the facts in such
a way that everyone would have seen the necessity for halting the policy
of capital consumption, but such action would have undermined the
banks’ foreign credit thereby making instant bankruptcy unavoidable.
Therefore, I was forced to use extraordinary restraint in my efforts to
change economic policies lest I frighten the public and jeopardize the
credit of banks and industry. This restraint guided my conduct during
the third period from the crown stabilization in 1922 to the collapse of
the Kreditanstalt in the spring of 1931. The worse the situation grew
through the continuation of the disastrous policy, the greater became
the danger of a credit crisis and the more important it became not to
disquiet the foreign markets. After the collapse of the Bodenkreditan-
stalt in 1929, I, myself, insisted that graphic presentations of the pro-
gress that was made by industry in Austria after 1922 be shown at a
London exhibit. It was clear to me and to Friedrich von Hayek, who
as head of the Institute for Trade Cycle Research had prepared the
tables, that this progress was rather questionable. However, using only
data that were unobjectionable statistically, the tables showed progress
within the prevailing mercantilistic view. Therefore, I could see no
harm in showing them abroad.

With all due consideration for the precarious credit situation, I never
embellished the description of conditions, nor tolerated a suppression
or even falsification of statistical data. For the economic commission
mentioned in the foregoing I had the Institute prepare an investigation
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into capital consumption. When the publication committee planned
to publish the results of this investigation in its report, the banks raised
objections. I knew then already that the great banking crisis was close
at hand, and therefore endeavored to avoid everything that could has-
ten its coming. The objections of the banks were unfounded, but I
agreed to publication under the condition that neither the economic
commission nor the Institute should publish the results; it was there-
fore published by the head of the Institute, Oskar Morgenstern, under
his own name.

My labor, during this third period of my political activity in postwar
Austria, was even more routine than during the earlier periods. It was
petty, detailed labor in a daily fight against ignorance, inability, indo-
lence, malice, and corruption. I was not alone in this fight. Dear good
friends assisted me, especially Siegfried Strakosch von Feldringen, Gus-
tav Weiss von Wellenstein and Victor Graetz. The help I received from
my assistant, Therese Wolf-Thieberger, was especially valuable for my
work in the Chamber. Her extraordinary intelligence, her cheerfulness
in work, and her personal courage supported me in many dark hours.

Struggle Against Takeover by Germany

In all these years the slogan of the “incapability” of Austria exerted its
pernicious influence. In Austria and abroad everyone was convinced
that Austria was not “fit to survive.” It was believed that a “small”
country could not stay independent, especially if it must import im-
portant raw materials. Therefore, Austria should seek merger with a
larger economic unit, such as the German Reich.

Outside Austria even those circles that had added the annexation
prohibition to the peace treaty of Saint Germain held to this belief.
To facilitate political independence for Austria they recommended spe-
cial economic privileges. The international loan in connection with
Seipel’s crown stabilization in 1922 was granted for this reason. Austria
did not then need a foreign loan; it needed a finance commissioner
who was a foreigner. The government needed the opportunity to shift
to a foreigner the responsibility, and thereby the odium, of vetoing an
increase in outlays. The League of Nations appointed as finance com-
missioner an ignorant, tactless and arrogant Dutchman by the name
of Zimmermann. In his name an official of the Ministry of Finance,
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Hans Patzauer, conducted the business. Herr Patzauer, highly gifted,
firm in character, and very knowledgeable, discharged his obligations
very well. At the age of less than fifty he died a short time before the
expiration of the Zimmermann mission. How essential this financial
supervision of the Austrian state really was became evident a few hours
after its termination, when the government guaranteed the obligations
of the Zentralbank Deutscher Sparkassen, an insolvent bank.

Besides the granting of this League of Nations loan and of another
one in 1932, the Western powers did nothing to assist Austria. When
the Nazis made it difficult to export Austrian lumber to Germany, the
French government was petitioned in vain to grant tariff reductions on
lumber exports to France.

In the eyes of the German Nationalists, who since the collapse of
the monarchy called themselves the party for a “Greater Germany,”
the fiction of the incapability of Austria to survive was a cogent argu-
ment for the annexation. For the Christian Social Party, who pretended
to favor the annexation but actually did everything to prevent it, the
legend was a convenient excuse for sabotaging all attempts at a rea-
sonable economic policy. We are incapable of surviving anyway, they
would say. Therefore, it is useless to search for an economic policy
that could give vitality to our country. In fact, they considered it almost
unpatriotic to propose reforms that would improve the economic sit-
uation. The theory of the incapability of Austria to survive was seen as
the most important asset of foreign policy. With this theory, they
thought they could obtain many kinds of favors from the Western pow-
ers. Anyone who criticized the idea of incapability to survive publicly,
as for instance Friedrich Otto Hertz did, thereby was viewed as a traitor.

It is not necessary to demonstrate how unsustainable this doctrine
of the incapability of small countries to survive actually is. But I would
like to point out how contradictory the appeal to this doctrine was by
the protectionists who came into power. Industry in postwar Austria
[after large territorial losses] suffered less from the dissolution of the
tariff union of the old monarchy, than did industry in the Sudetenland
[Czechoslovakia]. After 1918 several Austrian industries, freed from the
pressures of Sudetenland competition, were able to expand their pro-
duction. Other industries, as for instance many branches of the textile
industry, came into existence only then in Austria. In the old tariff
union, Austrian agriculture had a difficult position in relation to Hun-
garian agriculture. Now, thanks to a prohibitive trade policy, Austria
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could greatly expand its production. The fact that Austria had to import
coal was no disadvantage due to the depressed prices in the coal mar-
ket. Above all, it should be borne in mind that during the Great De-
pression that began in 1929 the prices of raw materials fell faster and
farther than those of industrial products. The depression hit the agri-
cultural and raw material countries harder than the industrial coun-
tries. It was therefore unjustified for Austria to join in the complaints
about the fall of raw material prices.

Also financially, the new Austria suffered less from the dissolution
of the old [Austro-Hungarian] empire than did its other parts. In the
old empire the government had used some of the Austrian tax revenues
to cover the administrative costs of its other divisions. Formerly the old
Austria in the empire had not lived on revenues from other divisions,
e.g. on those from Galicia or Dalmatia, but had on the contrary sub-
sidized the latter.

It has been said that Austria had to assume a disproportionate share
of the inherited administration cost of the old empire. That, too, is
incorrect. The new Austria inherited a small number of civil servants,
mostly employees of the state-owned railroad, who had been working
in other parts of the monarchy. Their precise number could never be
ascertained as the officials would foil any attempt at finding out. But
there cannot be any doubt that far fewer than one thousand civil ser-
vants were involved. At the same time, many thousands—even tens of
thousands—of new people were engaged in the new Austria, especially
by the railroad. The surplus of government officials in the new Austria
had nothing to do with the legacy of the old empire.

The paralyzing effect of the catchword, “incapability of survival,”
cannot be overstated. Wherever a reform proposal emerged, it was
rejected immediately on grounds of this catchword. The notorious
inefficiency, the calamitous “nothing can be done” (da lasst sich nix
machen), all found their common justification in that catchword.

This situation sometimes made me vacillate in my position on the
annexation program. I was not blind regarding the danger to Austrian
culture in a union with the German Reich. But there were moments
in which I asked myself whether the annexation was not a lesser evil
than the continuation of a policy that inescapably had to lead to
catastrophe.

Since the currency reform in 1922, Austria was formally ruled by a
coalition of the Christian Social Party and the Party for a Greater Ger-
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many. The Social Democrats were the opposition party blaming the
“bourgeois” parties for all defects of the existing system. In reality the
situation was quite different. The center of executive power rested in
the hands of individual state governments, which were elected by the
state legislatures. The power of the new central state, namely, the new
federal parliament and government, was rather limited. In the most
important, most populous and richest state, the city of Vienna, the
Social Democratic Party ruled autocratically. It used this power to wage
a ruthless war of destruction against the capitalist order. The next im-
portant state, Lower Austria, was ruled by a coalition of Social Dem-
ocrats and the Christian Social Party, where the Greater Germans
formed the opposition. In the third-most important state, Styria, the
Social Democrats again participated in the government. Only in the
smaller, financially poorer and less populous states did the Social Dem-
ocrats stand in opposition.

But the real power of the Social Democratic Party did not rest in its
parliamentary representation and its participation in government, but
rather in its terror apparatus. The Party ruled all labor unions, espe-
cially the unions of railroad, postal service, telegraph, and telephone
employees. At any time the Party could paralyze, through strike, all
economic life. As soon as the Party disapproved of a position of the
federal government, it threatened a strike in production requisite for
survival, which caused the government to yield.

It was even more significant that the Social Democratic Party had
at its disposal a Party army that was equipped with rifles and machine
guns—even with light artillery and ample ammunition—an army with
manpower at least three times greater than the government troops,
such as the federal forces, state, and local police. The federal forces
possessed neither tanks, nor heavy artillery, nor airplanes, all of which
were prohibited by the peace treaty, the disarmament provisions of
which were strictly supervised by the military attachés of the Western
powers. Toward the Social Democrats they were more lenient. During
the months that followed the Armistice and the ratification of the peace
treaty, they permitted Social Democrats to remove from the supplies
of the old army as much war material and ammunition as they could
and cared to take. Later the Social Democrats were permitted to ac-
quire supplies of weapons and ammunition from Czechoslovakia. The
Social Democratic Army, officially called the “Organizers,” conducted
open marches and field exercises which the government was unable
to oppose. Unchallenged, the Party claimed the “right to the street.”
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Earlier the Social Democrats had extorted this right by force in the
old empire. During the commotion that in 1907 led to the adoption
of universal, equal, and direct suffrage for the Austrian Parliament, the
Social Democratic Party attempted to intimidate and bring govern-
ment and Parliament to heel through terror. The Austrian constitution
had expressly prohibited public outdoor meetings during the sessions
and in the vicinity of Parliament, which was to assure that decisions
could be made without consideration of the public temper in the cap-
ital. Anyway, before 1907 the city of Vienna had more delegates in
Parliament than corresponded to the size of its population. Neverthe-
less, the Social Democrats did not heed the prohibition against intim-
idation, and the Imperial Government tolerated it. On November 28,
1905, Vienna was completely paralyzed and 250,000 workers marched
on Ringstrasse past Parliament in military fashion in rows of eight,
under the leadership of Party officials. That evening I happened to
meet Otto Bauer in a coffeehouse. He was quite inebriated by the
success of this demonstration and proclaimed with great satisfaction
that the Social Democratic Party had achieved “street autonomy,”
which it would know how to defend forever. Being of different opinion
I asked him: “What will happen if some day another party attains street
autonomy with organized force? Would this not lead to civil war?”
Bauer’s answer was quite characteristic:

Only a bourgeois could raise this question, a bourgeois who does not
realize that the future belongs to us [the Socialists] alone. Where is such
a party to come from which could dare to confront the organized pro-
letariat? Once we have come to power, there will be no more resistance.

Marxism made the Social Democrats blind and stupid. During the
early years of the Austrian Republic I once heard the Social Demo-
cratic Mayor Seitz remark:

The rule of the Social Democratic Party in Vienna is now assured for-
ever. Already in kindergarten the child acquires proletarian conscious-
ness. The school teaches Social Democracy and labor unions complete
this education. The Viennese is born into the Social Democracy, he
lives in it and dies as he has lived.

I incurred the displeasure of all those present when I limited my reply
to a Viennese idiom: “Es sollen auch schon vierstöckige Hausherren
gestorben sein” (“Even some high and mighty [should] have died”).

The terror caused by the Social Democrats forced other Austrians
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to build their defenses. Attempts were made as early as winter 1918–
1919. After various failures, the “Home Guard” had some organiza-
tional success. But until 1934 its financial support and the number of
its members remained rather modest, and rivalries between its leaders
blunted its strength.

I watched with horror this development that indeed was unavoid-
able. It was obvious that Austria was moving toward civil war. I could
not prevent it. Even my best friends held to the opinion that the force
[actual and threatened] of the Social Democratic Party could be op-
posed only by violence.

The formation of the Home Guard introduced a new type of indi-
vidual into politics. Adventurers without education and desperados
with narrow horizons became the leaders, because they were good at
drill and had a loud voice to give commands. Their bible was the
manual of arms; their slogan, “authority.” These adventurers—petty
Il Duces and Führers—identified democracy with Social Democracy
and therefore looked upon democracy “as the worst of all evils.” Later
they clung to the catch-word, “corporate state” (“Ständestaat”). Their
social ideal was a military state in which they alone would command
[be the man on horseback].

With the collapse of the Kreditanstalt* in May 1931, the third phase
of my activity with the Chamber came to a close. Now only a narrow
scope for action remained. With all the strength at my disposal I op-
posed the inflationary policy upon which the government had again
embarked. That the inflation went no further than to 175 Austrian
shillings (from 139) for 100 Swiss francs and that very soon new stabi-
lization was achieved at this rate of exchange was my achievement
alone.

But the fight for Austria remained lost. Even if I had been com-
pletely successful, Austria could not have been saved. The enemy who
was about to destroy it came from abroad [Hitler’s Nazi Germany].
Austria could not for long withstand the onslaught of the National
Socialists who soon were to overrun all of Europe.

The problems for Austria were no longer primarily domestic. Her
fate lay in the hands of Western Europe. Whoever wanted to work for
Austria had to do so abroad. When in the spring of 1934 I was offered

* Major banking institution in Austria, the collapse of which sharply worsened the whole world’s
already bad financial and monetary structure.
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the chair for International Relations with the Institut Universitaire des
Hautes Etudes Internationales (Graduate Institute of International Stud-
ies), I accepted with delight. I retained my position with the Chamber
of Commerce and occasionally returned to Vienna in order to con-
tinue my old activity. But I was determined not to move back to Vienna
until after the destruction of the Nazi Reich. I shall discuss my political
activity between 1934 and 1938 in the following chapters.

For sixteen years I fought a battle in the Chamber in which I won
nothing more than a mere delay of the catastrophe. I made heavy
personal sacrifices although I always foresaw that success would be
denied me. But I do not regret that I attempted the impossible. I could
not act otherwise. I fought because I could do no other.



IX

My Teaching Activities in Vienna

To me no other vocation seemed more attractive than that of a uni-
versity teacher. I recognized rather early that as a classical liberal a full
professorship at a university in German-speaking countries would al-
ways be denied me. I regretted this only because it forced me to earn
my living through nonacademic work. A position as an unsalaried lec-
turer (Privatdozent) appeared to me to be an effective opportunity for
salutary teaching.

In 1913 I had been admitted to the faculty of law at the University
of Vienna as an unsalaried lecturer, and in the spring of 1918 I received
the title of Associate Professor. I did not go any further in my academic
career in Austria. I am sure that in 1938 the Nazis dropped me from
the list of lecturers, although they did not trouble themselves to inform
me about it.

During the early years of my academic activity I did some lecturing.
Later I limited myself to conducting a two-hour seminar on problems
of economic theory. The success of this teaching burgeoned from year
to year. Nearly all students who took seriously the study of economics
attended my seminar. It is true, this was merely a small percentage of
the many hundreds of students who every year obtained their doctor’s
degrees in either law or in the social sciences. But my seminars were
overcrowded. Customarily a seminar does not have more than twenty
to twenty-five members; I regularly had forty to fifty.

After Wieser’s retirement and Grünberg’s move to Frankfurt, the
three professorships of economics were held by Othmar Spann, Hans
Mayer and Count Ferdinand Degenfeld-Schonburg. Spann barely
knew modern economics; he did not teach economics, he preached a
“universalism,” i.e., national socialism. Degenfeld did not have the
slightest notion of the problems of economics; the level of his instruc-
tion would have been scarcely satisfactory for a low-ranking commer-
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cial college. Mayer was the favorite pupil of Wieser. He knew the works
of Wieser and also those of Böhm-Bawerk and Menger. He, himself,
was totally without critical faculty, never manifested independent
thought, and basically never comprehended what it was all about in
economics. The awareness of his sterility and incapability depressed
him badly, and made him unstable and malicious. He occupied his
time with an open fight against Professor Spann and with mischievous
intrigues against me. His lectures were miserable, his seminar not
much better. I need not be proud of the fact that the students, young
doctors and the numerous foreigners who studied in Vienna for one
or two semesters, preferred my instruction.

Professors Spann and Mayer were jealous of my success and sought
to alienate my students from me. In major examinations, my students
reported that there was discrimination against them, something which
I could not prove (investigate). But I always told the members of my
seminar that I attached no great importance to their official registra-
tion. They frequently made use of this permission. Of the forty to fifty
who attended, only eight to ten usually had registered. The professors
also made it very difficult for those doctoral candidates in the social
sciences who wanted to write their theses with me; and those who
sought to qualify for a university lectureship had to be careful not to
be known as my students.

Students who registered for my seminar were denied access to the
library of the economics department if they did not also register for
a seminar of one of the three professors. Such measures completely
missed their mark; I had collected an excellent library in the Cham-
ber of Commerce which, especially in modern Anglo-Saxon litera-
ture, was incomparably better than that of the University economics
department.

All such matters did not disturb me. It was much more serious that
the general level of instruction at the University of Vienna was so low.
The brilliance that had marked the University during my student years
had long been lost. Many professors could not even be called educated
men. The School of Law and the School of Fine Arts were permeated
by a spirit that was alien to culture and science. During the first half
of the 1920s I was invited occasionally to the discussions of prominent
professors, the topic of which was increasing the budget appropriations
by the state. I was invited because they counted on my support with
Financial Counsellor Herr Patzauer, and the associate of Commis-
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sioner Zimmermann. In one of the discussions a letter by a foreign
friend of Viennese culture was read, in which appeared the terms,
“pragmatism,” “behaviorism,” and “revival.” It then became apparent
that no one present had ever heard those terms. On another occasion
it became clear that the name “Benedetto Croce” was unknown to all
and that the name of “Henri Bergson” was unknown to most. Among
the participants in these discussions were the President of the Academy
of Sciences, Oswald Redlich, who was the Professor of Medieval His-
tory, and Count Wenzel Gleisbach, Professor of Criminal Law.

One can thus imagine the average educational level of students. In
the master’s examinations in the social sciences I was the examiner on
economics and finance. The ignorance which the candidates revealed
was crushing. But it was even worse that the members of the exami-
nation committee were not distressed by this failure. I remember that
I had a hard time persuading the committee to flunk a candidate who
believed (1) that Marx had lived during the eighteenth century, (2) that
the tax on beer was a direct tax and who, in his examination on public
law, revealed (3) that he had no idea of the concept of “Ministerial
accountability of members of the Cabinet.” It is true, I learned later
that such ignorance was to be found also in the very highest places.
The President of Austria, Miklas, who had been teacher of history in
a secondary school, once had a discussion with me and the President
of the Central Bank, Professor Richard Reisch, on the most-favored-
nation clause. During the conversation I mentioned the Peace of
Frankfurt. President Miklas then inquired when and between what
countries that peace treaty had been concluded [between France and
Germany in 1871].

There was an unbridgeable gap in Austria between an infinitesimally
small number of Viennese intellectuals, on the one hand, and the
masses of so-called educated people, on the other. The educational
system was so inadequate that an education could really not be im-
parted to young people. The majority of doctors of law, of the social
sciences, and of philosophy were trained inadequately for their profes-
sion, were unable to think, and avoided reading serious books. Of one
hundred Viennese attorneys at law no more than ten could read a
journal in English or French. Outside Vienna and with jurists in pub-
lic service the situation was even worse.

As an official of the Chamber of Commerce I had to cope with these
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conditions. As a teacher I met with only a select few of the most gifted.
Even in 1906 to 1912, when I taught economics to the senior class of
the Vienna Commercial Academy for girls, and during the academic
year 1918–1919 at the Vienna Export Academy (later, Institute for World
Trade) when I offered a course for officers who sought to enter civilian
life, I mostly dealt with students who were better than average.

My main teaching effort was focused on my Privatseminar. Begin-
ning in 1920, during the months of October to June, a number of young
people gathered around me once every two weeks. My office in the
Chamber of Commerce was spacious enough to accommodate twenty
to twenty-five persons. We usually met at seven in the evening and
adjourned at ten-thirty. In these meetings we informally discussed all
important problems of economics, social philosophy, sociology, logic,
and the epistemology of the sciences of human action. In this circle
the younger* Austrian School of Economics lived on; in this circle the
Viennese culture produced one of its last blossoms. Here I was neither
teacher nor director of seminar. I was merely primus inter pares (first
among peers) who himself benefited more than he gave.

All who belonged to this circle came voluntarily, guided only by
their thirst for knowledge. They came as pupils, but over the years
became my friends. Several of my contemporaries later joined the
circle. Foreign scholars visiting Vienna were welcome guests and ac-
tively participated in the discussions.

My Privatseminar had no official meaning or function. It was con-
nected neither with the University nor with the Chamber. It was and
always remained the circle of my much younger friends. Outsiders
knew nothing of our meetings; they merely saw the works that were
published by the participants.

We formed neither school, congregation, nor sect. We helped each
other more through contradiction than agreement. But we agreed and
were united on one endeavor: to further the sciences of human action.
Each one went his own way, guided by his own law. We never orga-
nized or undertook anything that resembled the nauseous “carrying
on” of the German Imperial and postwar “scientists.” We never gave
thought to publishing a journal or a collection of essays. Each one
worked by himself, as it befits a thinker. And yet, each one of us labored

* The Austrian School of Economics after Menger and Böhm-Bawerk.
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for the circle, seeking no compensation other than simple recognition,
not the applause of his friends. There was greatness in this unpreten-
tious exchange of ideas; in it we all found happiness and satisfaction.

Besides this Privatseminar there was yet another association of the
friends of economic inquiry. Since March 12, 1908, Karl Pribram, Emil
Perels, Else Cronbach, and I had arranged regular meetings for the
discussion of economic problems and basic questions in related sci-
ences. The circle soon grew; the beautiful conference room of the
Central Association for Housing Reform provided a dignified setting.
During the war, when I was absent from Vienna, the admission of new
members was handled rather carelessly, which impaired the appropri-
ate character of the discussions. When I returned to Vienna, the meet-
ings had been discontinued. Immediately after the war I sought to
revive the group. But in order to avoid any conflict with the authorities
we had to draw up a formal association, which we called the “Eco-
nomic Society.” We soon ran into difficulties once more when we
discovered that cooperation with Professor Spann was impossible. After
a while we succeeded in relieving ourselves of Professor Spann, and
the Society resumed its activity.

Anyone demonstrating genuine interest in economic problems could
be elected to be a member of the Society. At irregular intervals we
conducted evening meetings in the Conference Room of the Banking
Association. Society members or out-of-town guests gave lectures that
were always followed by lively discussion. The participants of my Pri-
vatseminar formed the nucleus of membership; but there were also
several other excellent economists, such as Richard Schüller, Siegfried
Strakosch von Feldringen, Victor Graetz, and many others.

As the Economic Society did not want to irritate the University pro-
fessors, it felt obliged to make Hans Mayer [the Wieser favorite] its
President. I served as Vice President. In 1934, when I left for Geneva
and returned for short visits only, the Society slowly began to die.

On March 19, 1938, Hans Mayer wrote to all its members as follows:

In consideration of the changed situation in German Austria I am in-
forming you that under the respective laws now applicable also to this
state, all non-Aryan members are leaving the Economic Society.

[The underlying reason for this was the anti-Semitic policy of the
Nazis.]

This was the last that was heard of the Economic Society.
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Regular participants in the Privatseminar* were:
Ludwig Bettelheim-Gabillon
Victor Bloch
Stephanie Braun-Browne
Friedrich Engel von Janosi
Walter Froehlich
Gottfried von Haberler
Friedrich A. von Hayek
Marianne von Herzfeld
Felix Kaufmann
Rudolf Klein
Helene Lieser-Berger
Rudolf Loebl
Gertrud Lovasy
Fritz Machlup
Ilse Mintz-Schüller
Oskar Morgenstern
Elly Offenheimer-Spiro
Adolf G. Redlich-Redley
Paul N. Rosenstein-Rodan
Karol Schlesinger
Fritz Schreier
Alfred Schütz
Richard von Strigl
Erich Voegelin
Robert Wälder
Emanuel Winternitz

* About the Mises Privatseminar, see also Gottfried von Haberler’s delightful description in the
appendixes of Mises’s Planning for Freedom, Memorial Edition, 1974, Libertarian Press, South
Holland, Illinois, pages 190 to 192.



X

Scientific Work in Germany

The Verein für Socialpolitik (Association for Social Policy) held its 1909
meetings in Vienna and its 1911 meetings in Nuremberg. I participated
in both as a silent observer. At the 1919 convention in Regensburg I
was elected a member of the Committee, something which did not
mean much as it was a customary honor bestowed on all contributors
to Association publications. But over the years my position in the As-
sociation grew in importance. In contrast to its policy before World
War I, the Association sought representatives of all schools of thought.
And as I was recognized as a representative of the Austrian School,
activity in the Association engaged me more and more. Finally, I was
elected to the Board of Directors of the Association. I participated in
the preparation of the publications on the cartel problem. The prep-
aration and conduct of the debates on the problem of economic value,
held in 1932 in Dresden, were mainly my work.

I was elected a member of the German Association for Sociology in
(I think) 1924 or 1925. In 1933 I withdrew from both organizations.

The impression I gained of the German university professors of the
“economic state sciences” and sociology was not favorable. True, there
were a number of sincere, educated men who were genuinely desirous
of scientific inquiry. But most of them were not.

That these men were no economists we must not hold against them.
After all, they were the pupils of Schmoller, Wagner, Bücher and
Brentano. They did not know the economic literature, had no con-
ception of economic problems, and suspected every economist as an
enemy of the State, as non-German, and as protagonists of business
interests and of free trade. Whenever they examined an economic es-
say, they were determined to find deficiencies and errors. They were
dilettantes in everything they undertook. They pretended to be histo-
rians, but they scarcely looked at the collaborative sciences, which are
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the most important tools of the historian. The spirit of historical re-
search was alien to them. They were unaware of the basic mathematical
problems in the use of statistics. They were laymen in jurisprudence,
technology, banking, and trade techniques. With amazing unconcern
they published books and essays on things of which they understood
nothing.

It was much more serious that they were always ready to turn with
the wind. In 1918 most of them sympathized with the Social Demo-
crats; in 1933 they joined the Nazis. If Bolshevism had come to power,
they would have become communists.

Werner Sombart was the great master of this set. He was known as
a pioneer in economic history, economic theory, and sociology. And
he enjoyed a reputation as an independent man, because he had once
aroused Kaiser Wilhelm’s anger. Professor Sombart really deserved the
recognition of his colleagues because to the greatest degree he com-
bined in his person all their shortcomings. He never knew any ambi-
tion other than to draw attention to himself and to make money. His
imposing work on modern capitalism is a historical monstrosity. He
was always seeking public applause. He wrote paradoxes because he
could then count on success. He was highly gifted, but at no time did
he endeavor to think and work seriously. Of the occupational disease
of German professors—delusions of grandeur—he had acquired an
elephantine share. When it was fashionable to be a Marxian, he pro-
fessed Marxism; when Hitler came to power, he wrote that the Führer
receives his orders from God!

Concerning economics, Professor Sombart manifested no interest
whatsoever. In about 1922 when Weiss-Wellenstein asked him in my
presence to give a lecture on inflation, he declined with the words:
“That is a problem of bank technique which does not interest me,
because it has nothing to do with economics.” He had planned to give
his book, Die drei Nationalökonomien (The Three Systems of Econom-
ics*), another title: Das Ende der Nationalökonomie (The Death of
Economics). He told me that it was only out of consideration for his
colleagues, who were earning a livelihood from teaching economics,
that he refrained from doing so.

And yet, it was more stimulating to talk to Sombart than to most
other professors. At least he was not stupid and obtuse.

* Availability in English unknown.
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Several professors asserted that they were “specialists in theory.”
Among these, Messrs. Gottl and Oppenheimer were megalomaniacal
monomaniacs; Diehl was a narrow-minded ignoramus; and Spiethoff
was a man who never was able to publish a book.

In those years the presidency of the Association for Social Policy was
held by Professor Eckart, an amiable Rhinelander who, except for a
few contributions to the history of German domestic maritime com-
merce, produced nothing of significance. His competitor was Bernhard
Harms, who had popularized the term, “world economy,” in Germany.
As he had a craving to preside over an association, he founded the
“List Society.”

My acquaintance with these men made me realize that the German
people were no longer salvable. For these characterless simpletons
were the select best of the elite of society. At the universities they taught
in a field that was the most important one for political education. The
masses of the people and the educated classes treated them with high-
est respect as the intellectual aristocrats in the sciences. What was to
become of the youth that had such teachers?

In 1918, in Vienna, Max Weber told me: “You do not like the As-
sociation for Social Policy; I like it even less. But it is a fact that it is
the only Association of men in our discipline. It is useless for us to
criticize it from the outside. We must work with the Association and
remove its shortcomings. I am trying it in my way, and you must do it
in your way.” I followed Weber’s advice, but I knew that it would be
in vain. As an Austrian, as a Privatdozent without a chair, as a “theorist,”
I always was an outsider in the Association. I was treated with the
utmost courtesy, but the other members always looked upon me as an
alien.

Max Weber, too, could not have changed the situation. The early
death of this genius was a serious blow for Germany. If Weber had
lived longer, the German nation could today point to the example of
this “Aryan” whom Nazism could not bend. But even this great mind
could not have deflected destiny.

In both of these German associations I also met men whose com-
pany enriched me greatly. I am remembering especially Max Scheler,
the philosopher and sociologist. There were Leopold von Wiese, the
sociologist from Cologne, Albert Hahn from Frankfurt, and Moriz
Bonn. In 1926, at the Vienna Convention of the German Association
for Sociology, I met Walter Sulzbach and his wife, Maria Sulzbach-



scientific work in germany � 73

Fuerth, and we became the closest of friends. And I should like to
mention others, such as Wilhelm Röpke, Alexander Rüstow, Goetz
Briefs, Georg Halm, and Richard Passow. The ingenious historian,
Eberhard Gothein, and the brilliant, upright Ludwig Pohle unfortu-
nately have already passed away [i.e., before 1940].

Twice there was talk of an appointment for me to a German uni-
versity. In 1925 it was at the University of Kiel; in 1928 (or was it 1927?)
it was at the School of Commerce in Berlin. In both instances the
étatists and socialists engaged in passionate agitation against me, and
in neither case did the appointment materialize. I did not expect it to
turn out otherwise. I was ill-suited to teach the Royal Prussian Police-
Science.



XI

Further Inquiries Into Indirect Exchange

In The Theory of Money and Credit various treatments of the subjects
had not satisfied me. I felt it necessary to remove these deficiencies.

Neither the criticism which my book had aroused, nor the books by
other authors published on the problems of indirect exchange* since
1911, could in any way shake my thesis. I owe a great deal to the stimu-
lation of the works of B. M. Anderson, T. E. Gregory, D. H. Robertson,
Albert Hahn, Friedrich von Hayek and Fritz Machlup. They induced
me to reconsider my theory and improve its presentation. But even
where they opposed my reasoning, they confirmed rather than rejected
the gist of my theory. I learned genuinely from the writings of these
men, and above all, they gave me comfort that I was not alone as an
economist and did not work just for the libraries.

As for the rest, the publications on the problems of money and credit
of the latest thirty years [1910–1940] were rather unimportant. The de-
cline of scientific thought was shocking. We may say that some works
of this period were generally acceptable, albeit some details appeared
to be untenable and the presentation was inferior. By and large, the
majority of books and essays was worthless.

This harsh judgment is directed especially at those works that pur-
port to show “fallacies” which “orthodox” theory is unable to explain
or which directly contradicts it. The authors look upon these fallacies
as new and unprecedented because their knowledge of the history of
money and banking is defective. They are unable to explain the facts,
using “orthodox” theory, because they do not know the theory and
cannot think theoretically.

In my belief, it is an important task day by day to peruse the literature

* Exchange involving the use of money, as distinguished from direct exchange without the use
of money, as barter.
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on economic problems and oppose immediately with thorough criti-
cism every absurd and unimportant assertion. Surely, this would not
prevent the repetition of old errors, but it would greatly serve the public
that is interested in economic questions. Frequently I have discussed
the launching of such a journal with friends, but it was impossible to
find someone who would publish it without having the assurance of
substantial financial subsidy.

Incidentally, I am of the opinion that the refutation of current errors
is excellent subject matter to be dealt with in doctor’s theses by the
young disciples of our science. In fact, the primary requirement of an
economist is that he be able to recognize fallacies and refute them
critically. Upon occasion I have invited such theses. One which I
would like to mention here, because the difficult conditions in Austria
in 1920 prevented its publication, is the thesis that earned Helene
Lieser the first doctor’s degree in the social sciences ever conferred on
a woman by an Austrian university. The dissertation dealt with the
currency reform programs that were advanced in Austria during the
years of the bank-note depreciation. She demonstrated that most of
the reform proposals made in European countries around 1920 were
not so new as their authors represented them to be.

In my seminar discussions I seized every opportunity to refute pop-
ular fallacies. I rather regret that I spent my literary efforts on one more
refutation of fallacies that had been exploded a hundred times before.
I regret that I spent too much of my limited strength on the fight against
pseudo-economics. In hours of quiet reflection, I reaffirmed my resolve
to be guided by the passage of Spinoza: Veritas norma sui et falsi est
(“Let truth be your standard and itself thereby oppose error”). But time
and again my temper led me to get involved.

During the inflation I published several essays that were to explain
(1) the nature of monetary depreciation and (2) refute the balance-of-
payment theory of exchange rates. In addition to the essay on the quan-
tity theory mentioned in the foregoing,* I wrote “Zahlungsbilanz und
Devisenkurse” (“Balance of Payment and [Foreign] Exchange Rates”†)
for the Mitteilungen des Vereins Österreichischer Banken und Bankiers

* Reference is to item number (1) in preceding sentence.
† Excerpt entitled, “Balance of Payments and Foreign Exchange Rates,” to be included in pro-
posed collection, Ludwig von Mises, On the Manipulation of Money and Credit; translation by
Bettina Bien Greaves, edited by Percy L. Greaves, Jr.
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(Reports of the Association of Austrian Banks and Bankers*) which had
become a journal available to the public. For the Schriften des Vereins
für Sozialpolitik (Reports of the Association for Social Policy*) I wrote
“Geldtheoretische Seite des Stabilisierungsproblems” (“The Stabiliza-
tion of the Monetary Unit from the Viewpoint of Theory”†). The As-
sociation Committee held the essay in abeyance for several months,
because its members considered it questionable for me to reject the
official thesis that the depreciation of the [German] Mark was caused
by reparation payments and French occupation. The essay finally ap-
peared in the summer of 1923 as my second contribution to the journal.
In 1919 I had contributed, to a volume on annexation problems, an
essay on “The Re-entry of German Austria into the German Empire
and the Currency Problem.”

In the second edition of my The Theory of Money and Credit and
in the booklet, Geldwertstabilisierung und Konjunkturpolitik (“Mone-
tary Stabilization and Cyclical Policy”‡), I had presented my trade
cycle theory in such a way that it completely explained the cycle. The
boom is facilitated by credit expansion. But what causes the credit
expansion? In the first edition I had not answered this question. Since
then I had found the answer. The banks seek to lower the interest rate
through credit expansion; monetary policy aiming at “cheap money,”
and believing that credit expansion is a suitable method for attaining
the goal of interest reduction, encourages credit expansion, and en-
deavors to create the necessary institutional conditions.

The preparation of my Nationalökonomie [the German-language
predecessor of Human Action] afforded me another opportunity to rea-
son through my theory of money and credit, and state it in a new form.1

In my book on money I had leveled my criticism at the commonly
used concept of “direct exchange without use of money” only inas-
much as it was necessary to reject the doctrine of the neutrality of
money. I had dealt with the problems of monetary calculation only as

* Title translation only; not available in English.
† English translation to be included in proposed collection of Ludwig von Mises, On the Ma-
nipulation of Money and Credit.
‡ English translation to be included in proposed collection of Ludwig von Mises, On the Ma-
nipulation of Money and Credit.
1. Nationalökonomie: Theorie des Handelns und Wirtschaftens (Geneva, Switzerland, 1940). This
book has not been translated into English. However, after migrating to the United States, Mises
rewrote this treatise for an American audience: Human Action: An Economic Treatise (Yale Uni-
versity Press, 1949; Liberty Fund, 2007).
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it was necessary for my inquiry into the social consequences of mon-
etary depreciation. All else had to be left to the theory of direct ex-
change. But the basic thought already appeared in the book on money:
there are values and valuations, but no measurements of value and no
value calculations; the market economy calculates with money prices.
This was not new; it was merely a logical conclusion from the theory
of subjective value. Hermann Heinrich Gossen had already indicated
the conclusion that could be drawn from this for the theory of a socialist
economy. The Dutch economist, Nicolaas Gerard Pierson (1839–1909),
banker, author, and member of the Dutch parliament, with whose
work I became familiar many years later in Hayek’s translation, had
repeated Gossen’s thought.

When I set out to work further on the ideas in my book, Socialism,
I felt compelled to develop especially the fundamentals of catallactics
[namely, ideas not restricted to direct exchange but pertaining to in-
direct exchange, that is, with the use of money]. Any theory of socialism
[involving indirect exchange] that does not have at its very foundation
a consideration of the problem of economic calculation, is simply
absurd. Therefore, in 1919, I wrote and presented to the Nationalökono-
mische Gesellschaft (Economic Society) the essay, “Die Wirtschafts-
rechnung im sozialistischen Gemeinwesen,” (“Economic Calculation
in the Socialist Commonwealth”). At the suggestion of friends, I pub-
lished it in the following year in Archiv für Sozialwissenschaft und
Sozialpolitik (Archives for Social Sciences and Politics). Many of the
ideas were later incorporated essentially unchanged in my book, Ge-
meinwirtschaft (Socialism). The original essay was republished in Col-
lectivist Economic Planning in 1935, edited by Friedrich A. von Hayek,
under the English title mentioned in the foregoing, “Economic Cal-
culation in the Socialist Commonwealth.”

All attempts at disproving the cogency of my thesis were destined to
fail because they did not delve into the value-theoretical center of the
problem. All these books, theses, and essays endeavored to rescue so-
cialism; they indicated that it was possible nevertheless to construct a
socialist system that could calculate economically. They failed to see
the very first challenge: How can economic action that always consists
of preferring and setting aside, that is, of making unequal valuations,
be transformed into equal valuations, and the use of equations? Thus
the advocates of socialism came up with the absurd recommendation
of substituting equations of mathematical catallactics, depicting an im-
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age from which human action is eliminated, for the monetary calcu-
lation in the market economy.

My Nationalökonomie finally afforded me the opportunity to present
the problems of economic calculation in their full significance. Mean-
while, I had to content myself with demonstrating fallacies and con-
tradictions of the proposals for socialist economic calculation. Only in
the explanations offered in the third part of my Nationalökonomie did
my theory of money achieve completion [1940]. Thus I accomplished
the project that had presented itself to me thirty-five years earlier. I had
merged the theory of indirect exchange with that of direct exchange
into a coherent system of human action.



XII

Systems of Social Cooperation

The doctrine of the impossibility of economic calculation in a socialist
community constitutes the gist of my book, Gemeinwirtschaft, the first
edition of which appeared in 1922.1 In 1927 I published Liberalismus,2
and in 1929, under the title Kritik des Interventionismus* (Critique of
Interventionism) I collected various essays on related subjects. Alto-
gether these books offer a comprehensive analysis of the problems of
social cooperation. They investigate all conceivable systems of coop-
eration and examine their feasibility. These studies found their com-
pletion in my Nationalökonomie [a German antecedent to Human
Action].3

I had intended to include another essay in the collection, Kritik
des Interventionismus, namely, the essay on “The Nationalization of
Credit,”† which had appeared in the Zeitschrift für Nationalökonomie
in 1929. But the Zeitschrift’s editors had misplaced the essay, and re-
discovered it only after my collection of essays had come off the press.
I hold the theories presented in these books to be irrefutable.

In my analysis of these problems I introduced a new point of view,
the only one that allows a scientific discussion of these political ques-

* Republished in German in 1976 by Wissenschaftliche Buchgesellschaft, Darmstadt, Germany,
with a foreword by F. A. Hayek. English translation by Hans F. Sennholz (of the 1929 German
edition) entitled Critique of Interventionism, published by Arlington House, New Rochelle, N.Y.,
1977 [and Foundation for Economic Education, Irvington-on-Hudson, N.Y., 1996].
† Included in Essays in European Economic Thought, translated by Louise Sommer (D. Van
Nostrand, 1960); this Mises essay now incorporated in Hans F. Sennholz’s translation of Kritik
des Interventionismus [Critique of Interventionism].
1. English translation, Socialism (Jonathan Cape, 1936; U.S. editions, Macmillan, 1936; Yale
University Press, 1951; Liberty Fund, 1981).
2. English translation, The Free and Prosperous Commonwealth (Van Nostrand, 1962); Liberalism:
The Classical Tradition (Liberty Fund, 2005).
3. Published in 1940, just as Mises was departing Switzerland to migrate to the United States,
Éditions Union; no English translation available. Reprinted in German, 1980, 2002.
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tions. I inquired into the effectiveness of the chosen means to attain
the avowed ends, that is, whether the objectives which the recom-
mended measures were to attain would actually be achieved by the
means recommended and employed. I demonstrated that an evalua-
tion of the various systems of social cooperation is rather pointless
when conducted from an arbitrary point of view. Instead, what only is
significant is to judge what the systems indeed accomplish. [Contrar-
ily], all pronouncements from the point of view of a religion, or the
different systems of situational ethics, anthropology, positive law and
natural law—if disassociated from an evaluation of their effectiveness
to attain the desired ends—merely constitute expressions of subjective
value judgments.

It is something altogether different to assert that the evolution of the
system of private property in the means of production inevitably leads
to socialism or interventionism. Even if that were true, it would not
disprove my thesis. Neither socialism nor interventionism can acquire
meaning and purpose from the alleged but unsupported assertion that
history inevitably leads to them. If the “return to capitalism” is really
out of the question, as is maintained by socialists and communists,
then the fate of our civilization is sealed. But I demonstrated that the
doctrine of the inevitability of socialism and interventionism is unten-
able. Capitalism does not destroy itself. Men wish to abolish it because
they expect greater benefits from socialism or interventionism.

Occasionally I entertained the hope that my writings would bear
practical fruit and show the way for policy. Constantly I have been
looking for evidence of a change in ideology. But I have never allowed
myself to be deceived. I have come to realize that my theories explain
the degeneration of a great civilization; they do not prevent it. I set out
to be a reformer, but only became the historian of decline.

In my publications on social cooperation I have spent much time
and effort in dispute against socialists and interventionists of all varie-
ties and trends. My objective, namely, the discrediting of contrary-to-
purpose reform proposals, necessitated this effort.

It has been objected that I failed to consider the psychological aspect
of the organization problem—that man has a soul, that this soul is said
to be uncomfortable in a capitalist system, and also that there is will-
ingness to suffer reduction in living standards in exchange for a more
satisfactory labor and employment structure for society.

It is important, first, to determine whether this argument—let us
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call it the “heart [or emotional] argument”—is incongruent with the
original argument [the ability to attain avowed ends] which we may
call the “head [or intellectual] argument,” still being promoted by
socialists and interventionists. The latter socialist argument endeavors
to justify its programs with the assertion that capitalism reduces the
full development of productive capabilities; production is less than the
potential. Socialist production methods are expected to increase out-
put immeasurably, and thereby create the conditions necessary for
plentiful provision for everybody. Marxism is completely founded on
this head argument. Before Lenin, the Marxists never mentioned that
the transition to socialism would lower the standard of living of the
masses during the transition period. The Marxists announced imme-
diate improvement in the material situation of the masses, even if
occasionally they added that the full blessings of socialist production
methods would be reaped only in the course of time. But because of
criticism leveled at socialist programs—that they fall far short of prom-
ises—the socialists have felt compelled to use the heart argument as
an additional reason for adopting socialism.

To judge the heart argument, it is of course important to inquire
into the extent of the reduction in economic well-being brought about
by adopting a socialist production system. Since this loss cannot be
ascertained objectively and measured precisely, the argument between
the adherents and opponents of socialism is said to be scientifically
insoluble. Economics is said to be unable to settle the dispute.

However, I dealt with this problem in a way that discredits the use
of the heart argument. If the socialist system leads to chaos because
economic calculation is impossible, and if interventionism cannot attain
the objectives proclaimed by its advocates, then it is pure trifling to arrive
at these illogical systems via the heart argument. I have never denied
that emotional arguments explain the popularity of anti-capitalist pol-
icies. But unsuitable proposals and measures cannot be made suitable
by such psychic nonsense. If it is true that men cannot tolerate capi-
talism for psychological (“seelisch”) reasons, then of course capitalism
will fail.

I have been reproached that I have overrated the role of logic and
reason in life. According to my critics, there is in theory an either/or.
Life actually, they insist, requires compromises. What appears in sci-
entific analyses to be irreconcilable is transformed in real life into an
acceptable situation. Politics, they say, will find a way of blending con-
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flicting principles. The solution may be called illogical, irrational, and
senseless, but it can be fruitful. And this alone matters.

These critics are mistaken. Men wish to carry through that which
they deem suitable. To them nothing is more remote than half a re-
alization of a desire. No appeal to historical experience can alter this
fact. It is true, those religions that call for some turning away from
worldly matters have been compatible with this world. But the rigorous
doctrines of Christianity and Buddhism have not really ruled men.
That portion of strict dogma which entered popular faith did not stand
in the way of activity in life on earth. Real fulfillment of religious
commandments was left to monks. Even the princes of the church
during the Middle Ages did not allow their actions to be controlled by
the commandments of the Sermon on the Mount and other evangel-
ical requirements. The small group of those who took Christianity or
Buddhism seriously retreated from worldly affairs. The life of the others
was no compromise; it was simply un-Christian and un-Buddhist.

Today we face a problem of a different kind. The masses of people
are socialistic or interventionistic; or, at least, anti-capitalistic. The in-
dividual does not mean to save his soul from the world; instead he
wishes to revolutionize the world. And he wants to see it through. The
masses are inflexible in their determination; they would rather destroy
the world than yield one iota of their programs.

No consolation can be found in the thought that there always has
been interventionism in the pre-capitalistic past. Then far fewer people
lived on this earth, and the masses were content with living conditions
they would not tolerate today. From capitalism we cannot simply re-
turn to some century in the remote past.



XIII

Epistemological Studies

On the ruins of the old religious faith, various sects became established
during the course of the nineteenth century, which sought to offer
their followers a “substitute” for the lost faith. The most durable of
these sects is Positivism,* which is, as Huxley called it (Collected Es-
says, Volume V, page 225), “the incongruous insistence of bad science
and eviscerated papistry.” In Catholic countries, Positivism, as a reac-
tion against church practices, found many ardent disciples. In Vienna,
the city of Holy Clemens Maria Hofbauer, people believed they were
really free and unprejudiced if they were Positivists.

Positivism usually is credited with having brought forth sociology. It
is true that Auguste Comte coined the term “sociology.” But that which
is pursued under the name of sociology, excepting when it is just idle
talk, has nothing to do with the [alleged] Positivist program of a science
of human (social) action that is built on experience, using the methods
of Newtonian physics. Such sociology is ethnography, cultural history,
and psychology, and uses the old methods of history. Comte did not
care about the science of human action which had its beginning with
classical economics. And in this his disciples remained faithful to the
master.

For some time the German universities rejected Positivism and
barred sociology. This hostility had little to do with scientific deliber-
ation; it was of a political nature. When Positivism began to attain
success, the German sciences had already assumed their hostile posi-
tion toward Western thought. They rejected Positivism because it came
from France. But their attitude toward the central point of Positivism
was rather irresolute. It is remarkable that the historicism of the

* On Positivism, see appendix at end of this chapter.
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Schmoller School held to the belief that the laws of economics were
to be derived from experiences in recorded economic history.*

Actually, the last great contribution of German epistemology was
made when dealing with problems that admittedly were not raised by
Positivism, but were made controversial by it. The foundation of the
theory of scientific understanding of the social sciences had been laid
by scholars who wrote before Comte, or did not know him. But the
further development of the social sciences was a reaction against Pos-
itivism, and no less against the historical materialism of the Marxists.

When I entered the university I saw no possibility of an economic
science. Economic history, I was convinced, must use the means and
methods of the historical disciplines and can never yield economic
laws. And besides economic history there was nothing in economic
life, so I believed, that could be made the object of scientific analysis.
At the beginning of my university career, there was no more consistent
follower of historicism than I!

This structure of my epistemology suffered an irreparable breach
when I really learned to know economics. I was perplexed. The writ-
ings of the Methodenstreit—even Menger’s splendid work—did not
satisfy me. I was even more disappointed with John Stuart Mill. It was
not until many years later that I became acquainted with the work of
Cairnes and Senior.

I sought consolation in the thought that it matters above all to ad-
vance in science and that the problems of methodology are of lesser
importance. But I soon realized the fallacy of this stance. With every
problem, the economist faces the basic questions: “From whence do
these principles come,” “What is their significance,” “How do they
relate to experience and ‘reality’”? These are not problems of method
or even research technique; they are themselves the basic questions.
Can a deductive system be built without raising the question on what
to build?

I searched in vain for an answer in the writings of the Lausanne and
Anglo-Saxon Schools. I found the same uncertainty and wavering be-
tween irreconcilable opinions. It was not surprising, therefore, that this
condition had to lead to a decline of economic thought. Institution-
alism [in the United States], on the one hand, and the empty dogmatics
of the mathematical schools, on the other hand, are the consequences
of this situation.

* See chapter 1 for earliest reference in this book to Schmoller.
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For a long time I hesitated to present my investigations into epis-
temological problems to the public because I was aware that they went
far beyond the field of economics. In fact, we are dealing here with
the opening of a new field of epistemology and logic.

Until now, logic and epistemology only dealt with the experiences
of natural sciences and with the deductive system of mathematics. To
them, history simply was “no science.” Economics at first was not con-
sidered a science at all. When it finally had to be included, one simply
asserted that economics is the doctrine of the economic aspects of
human action. Obviously, this doctrine of homo oeconomicus is wholly
inapplicable to the subjective value theory. And it does not solve the
question of the source of this knowledge of “purely economic” behavior.

Significant progress was achieved when the characteristics of his-
torical methods were recognized and the theories of “understanding”
and of “ideal types” were developed. The fact that some disreputable
metaphysicians sought refuge with these new theories does not detract
from the value of their discovery: no architect can be blamed for the
behavior of those who settle in the house he built. But it was rather
portentous that a man of Max Weber’s caliber also sought to elucidate
economic principles by means of his category of “ideal types.”

I developed my own theory in a number of critical essays, the first
of which was published in 1928. In 1933, these essays were collected
and published under the title, Grundprobleme der Nationalökonomie
(English edition: Epistemological Problems of Economics, translated by
George Reisman, Princeton, New Jersey; D. Van Nostrand Co., 1960).
This collection also contained a new essay on the task and scope of
epistemology. In my Nationalökonomie I again summarized all this
research.

In the essay first published in 1928, I sought to eliminate the dis-
tinction between economic and noneconomic action.1 The subjective
value theory had basically removed this spectre. But Menger and
Böhm-Bawerk failed to draw all the conclusions that had to be drawn
from their basic position.

The next essay, under the title, “Sociology and History,” dealt with
an investigation of the theoretical science of human action and with
history. In this connection I made the mistake of using the term, “so-
ciology,” to designate the theory of human action; I should have used
the term, “praxeology.” That which today is generally called “sociol-

1. See above, p. 40, second Author’s Note.
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ogy” is not theoretical, but historical knowledge. Max Weber was quite
right when he defined what he understood to be sociology as cultural
science or fine arts. And this sociology, according to Weber, is working
with “ideal types.” He was mistaken when he assigned also many prax-
eological elements to this sociology, and that he saw in economics a
science that is working with the intellectual methods of “understand-
ing.” My essay was directed especially against Max Weber’s epistemol-
ogy, against which I raised two objections: (1) its failure to comprehend
the epistemological characteristics of economics; and (2) its distinction
between rational action and actions of other kinds.

In my third essay I contrasted the concept of “understanding” of the
historical disciplines with that of “comprehending” of praxeology and
economics. And in the essay that introduces the volume, Grundprob-
leme der Nationalökonomie, I demonstrated the a priori nature of prax-
eological knowledge. I had thus drawn the appropriate praxeological
conclusion from the scientific development that began during the eigh-
teenth century with the discovery of regularity in market phenomena.

I was fully aware that at first my theory would meet with rejection.
I knew the Positivist bias of my contemporaries rather well. The ruling
panphysicalism is blind to the basic problems of epistemology. Already
it looks upon biological problems as “disruptions” of its world view.
To these fanatics everything else is nonsensical metaphysics playing
with illusory problems. The excesses of this Neopositivism must not
be excused, nor even regarded as “beneficial” reaction to the no-less-
regrettable fabrications of idealistic philosophy. Surely it is the task of
the historian of doctrines to “understand” error and thereby explain it.
But “understanding” cannot answer error in its fight against a more
satisfactory explanation. I believe I “understand” Positivism historically,
but this has nothing to do with the question of whether or not its
answers are useful.

I am fully aware that it is impossible to jolt, or better yet, deal a fatal
blow to the popularity of Positivist metaphysics with an explanation of
the epistemological characteristics of the science of human action.
Economic problems are much too complicated to be understood by
the people in the same way physics and biology are accepted in general
education. Positivism has made classical physics palatable to the peo-
ple, and Neopositivism does the same for the present state of physical
knowledge. Both misrepresent and oversimplify; not unlike the way
the cliché “Man is descended from apes” has misrepresented and over-
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simplified Darwinism for everyday usage. Much time will pass until
man dispenses with such raw simplifications. Until then, there will
always be a popular philosophy for use by the common man.

It is another question whether the small number of thinkers will be
satisfied with the system of empiricism. I shall not dwell here on the
criticism that empiricism simply refuses to acknowledge the science
of human action and therefore, contrary to its own emphatically as-
serted principle, rejects reality because it does not fit into its system.
But I should like to raise the question: Is that which Positivism asserts
about logical principles really adequate in the long run?

We may call the principles of logic “arbitrarily chosen conventions”
that have proven to be practical or useful. But this would merely shift
the problem without bringing it any closer to solution. It may be said
that man has tried various arbitrarily chosen rules and finally held on
to those that proved to be effective. But for what purposes did these
rules appear to be effective? If this question is raised, we again face the
problems of intellectual comprehension of the things of the world and
the problems of explaining and of truth. Therefore, it is futile to at-
tempt to solve the problem of truth with an appeal to usefulness.

May we call these principles of logic “arbitrarily chosen” so that we
may choose additional principles that are equally useful for the “pur-
pose”? Surely not! The basic relations which logic uses to connect
assertions are necessary and inescapable to human thought. They are
so in the sense that basic relations that are irreconcilable are incon-
ceivable. The category of negation is not arbitrarily chosen; it is nec-
essary for human thought. In fact, there is no thought that could do
without it. But even if we were to assume that the distinction between
“yes” and “no” was won from experience, or that once arbitrarily made
it proved itself in experience, we have not yet refuted the contention
that before all thought there must be the ability to distinguish between
“yes” and “no.”

The basic assumptions of logic have been called “rules of the game.”
But we must then add that this game is our life, that we are born in
this game, and that we must play it as long as we live. And for us
humans there is no second game that could observe other rules.

Praxeology especially is capable of revealing the fallacies of conven-
tional doctrine because it does not acknowledge a superstitious trust in
the word, “purpose.” The purpose of action is the attainment of a result
in this world, which world is our environment. Therefore, it is purpose-
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ful at any rate to adjust to the conditions of this world and its order. If
the human mind can give birth to rules of the game that are useful for
this adjustment, then only two explanations are feasible: either our
minds contain something that belongs to this environment and permits
us to understand the environment, that is, an a priori; or environment
plies our minds with the rules that permit us to cope with it. In no case
is there room for arbitrariness and convention. Logic in us is either
effective or affected. It either affects the world through us, or the world
affects us through it. It is given to the world, to reality, to life.

It is not at all clear what the obstinate denial of the a priori is to
achieve. In order to comprehend the category of means and objective,
the question arises: What is it in us that makes it possible to experience
certain experiences that reject other outcomes as quite absurd? What
sense does it make to assert that we gained this category by experience
if we do not know to what other results other experiences could have
led? When I say that experience has revealed that A is red, it receives
meaning from the fact that our minds can comprehend also other
colors. But when it is said that experience has led us to the category
of negation or to the category of means and objective, it is an absurd
statement. For what could other experience have taught us?

The same is true of conventionalism. What other rules of the game
could take the place of logical principles or the praxeological concept
of action? Surely, chess could be played in such a way that one of its
rules is replaced by any other rule. But can we “play” with thought
that does not distinguish between “yes” and “no”? If this question is
answered in the negative, it becomes clear that this distinction differs
from that of rules of the game. And again we are encountering the
inescapable a priori.

When it is asserted that economics is a deductive system that is
derived from an a priori point of departure, we do not sketch a plan
for a new economics. We merely demonstrate what today’s economics
is all about.

Of course, it did not escape me that attempts are being made to
conduct economics as an experimental science. There is an economics
association that adopted as its motto the tenet, “Science is measure-
ment.” With Carl Menger, I shall be happy with this movement, which
is richly endowed with financial support, to run its full course.* But it

* See page 25.
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is not worthwhile to refute again the notion that measurements in the
sphere of human action can be made in the same way they are made
in physics. Economic statistics is a method of economic history; theo-
retical insight cannot be won from it.

In economic history too we must understand where “comprehen-
sion” becomes inadequate. When all data have been gathered that
affected (or could have affected) an event that is to be researched, then
only “understanding” can deal with the question of whether and to
what extent the various factors contributed to the result. Precisely in
this quantitative field, which in the sphere of physics permits “exact-
ness,” or at least approximate exactness, lies the task of “understanding”
in the sphere of human action. Here there are no constant relations
between quantities.

Mathematics and physics are undergoing a severe crisis from which
they will emerge in a new form. Little has remained of the cheerful
confidence, the indubitable certainty, clarity, and exactness of its ten-
ets, which made them look down with pity on the poor arts and ignore
economics entirely. Mathematicians and physicists are beginning—
rather belatedly—to perceive logical and epistemological problems.
Logic and the epistemology of the sciences of human action cannot
learn anything from physics and mathematics. But the “exact” sciences
have a great deal to learn from their once-disdained sisters. The gap
between the natural sciences and those of human action will not be
bridged thereby. A “united” science will emerge only when the physi-
cal and chemical processes of physiology that generate the thought,
“two times two is four,” can be distinguished from those that generate
the thought, “two times two is five.”

My epistemological studies served the development of logic and
epistemology of the sciences of human action, as well as the disclosure
of the errors of Positivism, irrationalism, and historicism. And I also
sought to cope with polylogism.

appendix (1978): Positivism

As readers who are not oriented by extensive knowledge in the social
sciences may have difficulty with terms used by Mises (such as, étatism,
historicism, interventionism, in earlier sections of this book), it is
equally necessary to make a special effort to understand what Mises
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means by Positivism. (This publisher’s policy is to use Mises’s defini-
tions, in his own words, quoting from one or more of his other books.
That is done in what follows.)

Mises was an anti-Positivist which this anecdote will reveal. A rela-
tive had died. An acquaintance was expressing condolence. Mises
closed the matter with the words, “He was a Positivist.”

None can really be sure he has understood Mises unless he under-
stands the reasons why Mises was an unalterable anti-Positivist. If the
reader has access to Mises’s The Ultimate Foundation of Economic
Science (D. Van Nostrand Company, Inc., Princeton, New Jersey,
1962), he should read (or re-read) (1) the Preface, (2) the following
section with the title, “Some Preliminary Observations Concerning
Praxeology Instead of an Introduction,” and (3) also Chapter 1 with the
title, “The Human Mind.” (Really, the whole book should be read.)
Whoever does not thoroughly understand what Mises means by Posi-
tivism, nor the reasons why Mises was a powerful anti-Positivist, will
radically fail to appreciate Mises as one of the most significant thinkers
in the social sciences. Here is a brief extract from pages 6, 7 and 8:

5. The Reality of the External World
From the praxeological point of view it is not possible to question the
real existence of matter, of physical objects and of the external world.
Their reality is revealed by the fact that man is not omnipotent. There
is in the world something that offers resistance to the realization of his
wishes and desires. Any attempt to remove by a mere fiat, what annoys
him and to substitute a state of affairs that suits him better for a state of
affairs that suits him less, is vain. If he wants to succeed, he must proceed
according to methods that are adjusted to the structure of something
about which perception provides him with some information. We may
define the external world as the totality of all those things and events
that determine the feasibility or unfeasibility, the success or failure, of
human action. . . .

6. Causality and Teleology
Action is a category that the natural sciences do not take into account.
The scientist acts in embarking upon his research work, but in the orbit
of natural events of the external world which he explores there is no
such thing as action. There is agitation, there is stimulus and response,
and, whatever some philosophers may object, there is cause and effect.
There is what appears to be an inexorable regularity in the concatenation
and sequence of phenomena. There are constant relations between en-
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tities that enable the scientist to establish the process called measure-
ment. But there is nothing that would suggest aiming at ends sought;
there is no ascertainable purpose.

The natural sciences are causality research; the sciences of human
action are teleological. In establishing this distinction between the two
fields of human knowledge, we do not express any opinion concerning
the question whether the course of all cosmic events is or is not ulti-
mately determined by a superhuman being’s design. The treatment of
this great problem transcends the range of man’s reason and is outside
the domain of any human science. It is in the realm that metaphysics
and theology claim for themselves.

The purpose to which the sciences of human action refer is not the
plans and ways of God, but the ends sought by acting men in the pursuit
of their own designs. The endeavors of the metaphysical discipline com-
monly called philosophy of history to reveal in the flux of historical
events the hidden plans of God or of some mythical agency (as, for
instance, in the scheme of Marx, the material productive forces) are not
science.

In dealing with a definite historical fact, for instance with the first
World War, the historian has to find out the ends sought by the various
individuals and groups of individuals who were instrumental in organiz-
ing these campaigns or in fighting the aggressors. He has to examine the
outcome resulting from the actions of all people involved and compare
it with the preceding state of affairs as well as with the intentions of the
actors. But it is not the historian’s business to search after a “higher” or
“deeper” sense that manifested itself in the events or was realized by
them. Perhaps there is such a hidden “higher” or “deeper” purpose or
significance in the succession of historical events. But for mortal man
there is no way open to learn something about such “higher” or “deeper”
meanings.

7. The Category of Action

All the elements of the theoretical sciences of human action are already
implied in the category of action and have to be made explicit by ex-
pounding its contents. As among these elements of teleology is also the
category of causality, the category of action is the fundamental category
of epistemology, the starting point of any epistemological analysis.

The very category or concept of action comprehends the concepts of
means and ends, of preferring and putting aside, viz., of valuing, of
success and failure, of profit and loss, of costs. As no action could be
devised and ventured upon without definite ideas about the relation of
cause and effect, teleology presupposes causality.
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Further, read Mises’s Theory and History (Yale University Press, New
Haven, Connecticut, 1957), Chapter 11 entitled, “The Challenge of
Scientism,” pages 240–263. The first five paragraphs read as follows:

1. Positivism and Behaviorism
What differentiates the realm of the natural sciences from that of the
sciences of human action is the categorical system resorted to in each
in interpreting phenomena and constructing theories. The natural sci-
ences do not know anything about final causes*; inquiry and theorizing
are entirely guided by the category of causality. The field of the sciences
of human action is the orbit of purpose and of conscious aiming at ends;
it is teleological.

Both categories were resorted to by primitive man and are resorted to
today by everybody in daily thinking and acting. The most simple skills
and techniques imply knowledge gathered by rudimentary research into
causality. Where people did not know how to seek the relation of cause
and effect, they looked for a teleological interpretation. They invented
deities and devils to whose purposeful action certain phenomena were
ascribed. A god emitted lightning and thunder. Another god, angry about
some acts of men, killed the offenders by shooting arrows. A witch’s evil
eye made women barren and cows dry. Such beliefs generated definite
methods of action. Conduct pleasing to the deity, offering of sacrifices
and prayer were considered suitable means to appease the deity’s anger
and to avert its revenge; magic rites were employed to neutralize witch-
craft. Slowly people came to learn that meteorological events, disease,
and the spread of plagues are natural phenomena and that lightning
rods and antiseptic agents provide effective protection while magic rites
are useless. It was only in the modern era that the natural sciences in
all their fields substituted causal research for finalism.

The marvelous achievements of the experimental natural sciences
prompted the emergence of a materialistic metaphysical doctrine, pos-
itivism. Positivism flatly denies that any field of inquiry is open for tel-
eological research. The experimental methods of the natural sciences
are the only appropriate methods for any kind of investigation. They
alone are scientific, while the traditional methods of the sciences of
human action are metaphysical, that is, in the terminology of positivism,
superstitious and spurious. Positivism teaches that the task of science is
exclusively the description and interpretation of sensory experience. It

* Definition of final cause: Purpose; the object or end to be reached by an action or process.
Also, teleology: The branch of cosmology that treats of final causes (that is, purposes). Also,
finalism, same as teleology.
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rejects the introspection of psychology as well as all historical disciplines.
It is especially fanatical in its condemnation of economics. Auguste
Comte, by no means the founder of positivism but merely the inventor
of its name, suggested as a substitute for the traditional methods of deal-
ing with human action a new branch of science, sociology. Sociology
should be social physics, shaped according to the epistemological pattern
of Newtonian mechanics. The plan was so shallow and impractical that
no serious attempt was ever made to realize it. The first generation of
Comte’s followers turned instead toward what they believed to be bio-
logical and organic interpretation of social phenomena. They indulged
freely in metaphorical language and quite seriously discussed such prob-
lems as what in the social “body” should be classed as “intercellular
substance.” When the absurdity of this biologism and organicism be-
came obvious, the sociologists completely abandoned the ambitious pre-
tensions of Comte. There was no longer any question of discovering a
posteriori laws of social change. Various historical, ethnographical, and
psychological studies were put out under the label sociology. Many of
these publications were dilettantish and confused; some are acceptable
contributions to various fields of historical research. Without any value,
on the other hand, were the writings of those who termed sociology their
arbitrary metaphysical effusions about the recondite meaning and end
of the historical process which had been previously styled philosophy of
history. Thus, Emile Durkheim and his school revived under the ap-
pellation, group mind, the old specter of romanticism; and the German
school of historical jurisprudence, the Volkgeist.

In spite of this manifest failure of the positivist program, a neopositivist
movement has arisen. It stubbornly repeats all the fallacies of Comte. The
same motive inspires these writers that inspired Comte. They are driven
by an idiosyncratic abhorrence of the market economy and its political
corollary: representative government, freedom of thought, speech, and
the press. They long for totalitarianism, dictatorship, and the ruthless
oppression of all dissenters, taking, of course, for granted that they them-
selves or their intimate friends will be vested with the supreme office
and the power to silence all opponents. Comte without shame advocated
suppression of all doctrines he disliked. The most obtrusive champion
of the neopositivist program concerning the sciences of human action
was Otto Neurath who, in 1919, was one of the outstanding leaders of
the short-lived Soviet regime of Munich and later cooperated briefly in
Moscow with the bureaucracy of the Bolsheviks.* Knowing they cannot

* Otto Neurath, “Foundations of the Social Sciences,” International Encyclopedia of Unified
Science, Vol. 2, No. 1.
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advance any tenable argument against the economists’ critique of their
plans, these passionate communists try to discredit economics wholesale
on epistemological grounds.

The two main varieties of the neopositivistic assault on economics are
panphysicalism and behaviorism. Both claim to substitute a purely causal
treatment of human action for the—as they declare unscientific—tele-
ological treatment.



XIV

My Teaching in Geneva

My position with the Chamber of Commerce entitled me to retire
after thirty years of service with a lifetime pension of nearly 15,000
schillings per year.1 Every Chamber official received double credit for
two-and-a-half years of war service. In addition, I received credit for
three years of pre-war service. And as each service year which was
begun was counted as a full year, I could retire on October 1, 1932. I
always had anticipated this date with mixed feelings. On the one hand,
I was eager to shed the obligations of my office in order to devote
myself exclusively to scientific work; on the other hand, I had to admit
that the promised pension seemed to be rather precarious considering
the general uncertainty of conditions.

The very existence of the Chambers of Commerce had become
troublesome to all political parties because of the economic activity I
had launched. To the Social Democrats the Chamber had always been
a thorn in their eye. The Greater Germans [Pan-Germans] saw in the
intellectual ascendency of the Chamber an obstacle to the merger of
Austria with Germany. In the Christian Social Party the agrarian wing
under Dollfuss’ leadership had gained the upper hand; the agrarians
considered the Chambers as the archenemy of their policies. All parties
planned to eliminate the Chambers in a restructuring of economic
society. The cliché, a Ständestaat [corporate state], was quite mean-
ingless in Austria; it merely shielded the aspiration of the Christian
Social Party and its allied homeguard for complete party rule. No one
could say what he actually meant by Ständestaat. But everyone knew
for certain that the Chamber of Commerce, Handicrafts, and Industry

1. It is impossible to calculate with any accuracy the value of Mises’s anticipated pension of
15,000 Austrian schillings. However, the 1929 Baedeker quotes the Austrian schilling at US$0.14
which would mean that 15,000 Austrian schillings in 1932 would have amounted to about
US$2,100/year in 1932 dollars.
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was unsuited for a Ständestaat, and that it had to be removed as a
“liberal” institution.

The Chambers had only two other officials besides me who were
able to come to their defense: Dr. Wilhelm Becker in Vienna and Dr.
Wilhelm Taucher in Graz who, as a second occupation, was assistant
professor at the University of Graz. In late 1937 and early 1938 Taucher
was Secretary of Commerce in Schuschnigg’s cabinet. Both took a dim
view of my immediate retirement and induced me to take up the cause
of the Chambers and the defense of our pension claims. Our personal
interests were at stake. The internal struggle for Austria had come to
an end as the banking crisis had made the banks, and thereby big
industry, directly dependent on the Central Bank.

In the spring of 1934 I received, quite unexpectedly, an invitation to
assume the chair for international economic relations at the Institut
Universitaire des Hautes Etudes Internationales in Geneva during the
academic year 1934–1935. I accepted immediately. I did not formally
resign from the Chamber, and retained the direction of the Chamber
department for finance, promising to return to Vienna as often as it
should become necessary. But I forfeited two-thirds of my salary during
this absence.

When I moved to Geneva in the fall of 1934, I had to assume that
my appointment was for one year only. But my contract was renewed
and I stayed in Geneva until the end of the academic year, 1939–1940.

For me it was a liberation to be removed from the political tasks I
could not have escaped in Vienna, and from the daily routines in the
Chamber. Finally, I could devote myself completely and almost exclu-
sively to scientific problems.

The Institut was the achievement of its directors, William E. Rap-
pard and Paul Mantoux. The teaching obligations of its instructors
were minor: one hour of lecture and two hours of seminar per week.
There was a friendly atmosphere between teachers and students, and
the spirit of genuine liberalism flourished in this unique institution.
All around us the barbarian flood was rising and we all knew we were
fighting with nothing but forlorn hope.

The Geneva of those years will be remembered in history as the seat
of the League of Nations. The League was never “real.” Out of a great
idea the diplomats had made an office with several hundred employ-
ees. There were officials who had no interest other than to preserve
their positions. At the head of this bureaucracy stood an unimaginative,
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narrow-minded French bureaucrat, Monsieur Avenol. The officials
were similar to their chief.

But the League of Nations did not fail on account of the inability
and indolence of its officials. It never came to life because it lacked
the ideological foundation. In a liberal world, the individual states and
nations can cooperate peacefully without a super-national organiza-
tion. In a world animated by nationalism, conflicts can be removed
neither by treaties nor the establishment of international offices.

The failure of the League of Nations also paralyzed the development
of the Institut of Rappard and Mantoux. The young people who at-
tended it came to Geneva not just to attend the lectures and seminars.
In Geneva they sought to escape from the narrow nationalism of their
own countries and grasp at the spirit of international cooperation. But
what they saw of the League of Nations dismayed them and deprived
them of their courage. They found the Geneva atmosphere unbear-
able. As much as they approved of the Institut, they were disappointed
by everything they learned about “international life.”

The outbreak of World War II greatly limited the activity of the
Institut. Now its students were Swiss citizens only, and political refu-
gees who were waiting for an opportunity to emigrate to America. In
July 1940, I left the Institut because I could no longer face living in a
country that considered my presence a political liability and a danger
to its security.



XV

The Struggle for Austria’s Survival

When I moved to Geneva I did not deceive myself about the obvious
hopelessness of the fight for Austria’s survival.

The politicians in power lacked the ability to fight this battle against
foreign powers; foreign countries were totally alien to them. Those
politicians understood neither foreign languages, foreign mentality,
nor foreign political beliefs. They were even incapable of informing
the foreign diplomats and journalists located in Vienna. The diplomats
researched the pleasures of living high in Vienna, and enjoyed winter
sports in the Alps. Business affairs were handled by the press counsel-
lors of the several missions; most active among them was the Italian,
Eugenio Morreale.

The Austrian government did not at all concern itself with foreign
newspapermen; informing the latter was left to the Social Democrats.

The total incapability of the Social Democratic leaders had cata-
strophic effects. In 1918 Otto Bauer had elevated the demand for uni-
fication with Germany to a plank in the Social Democratic Party
platform. His starting point was the thought that in highly industrial-
ized Germany the rule of the proletariat was permanently assured. But
in Austria, in which the majority of the population consisted of farmers,
farm workers, and craftsmen, he feared a defeat of the proletariat by
the other classes. Even when the National Socialists [Nazis] seized
power in Germany, Bauer refused to alter his policy. In his stubborn-
ness he failed to see that his adherence to the German-Austrian uni-
fication program was grist in the mill of the Nazis.

The Social Democrats simply refused to understand that Italy was
the only government ready to support Austria in her fight against a
Nazi take-over. They fought passionately against a “fascist course” for
foreign policy. In January 1934, Dollfuss was ready to surrender to the
National Socialists [Nazis]. The negotiations had progressed rather far
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when, at the latest moment, Italy put in its veto against Austrian an-
nexation. Mussolini sent his Under-Secretary of State, Suvich, to Vi-
enna to assure the government of his support. The Social Democrats
then acted with a crowning touch of stupidity. Their journal, The Labor
Press, accused Suvich of having deserted from the Austrian Army in
World War I. Social Democrats organized violent street demonstrations
against this delegate of Mussolini. Only a massive commitment of the
police and the homeguard shielded Under Secretary Suvich from per-
sonal injury; to give Suvich some redress, the government then sus-
pended the mailing of The Labor Press for one month. The Social
Democrats answered with even wilder demonstrations, which resulted
in open fighting and in which the organizers were crushed by govern-
ment troops and the homeguard. This was the end of the rule of the
Social Democratic Party in the city government in Vienna.

Leaders of the Social Democratic Party, who had escaped to Lon-
don, Paris, and Prague, now opposed any support for Austria in her
fight against Hitler. Between the fascism of Austria and that of the Nazis
there is no difference, they contended. And it was held that it was not
the task of the Western democracies to get embroiled in the struggle
between two fascist groups.

The powers, anyway, had no intention of opposing Hitler. From
March 1933 the fate of Austria lay entirely in the hands of Italy. If Italy
had not been ready to interfere, Hitler, in July 1934, would have inter-
vened in the repression by the Austrian government against rebel Aus-
trian Nazis and German “tourists.” When British policies drove Italy,
relative to the Ethiopian problem, into the arms of Hitler, the fate of
Austria was sealed.

There are no words strong enough to describe the absurdity of Brit-
ish policies between the two wars. The British were not to be swayed.
They were convinced that they knew and understood everything better.
They distrusted everyone; but they believed everything the Nazis said.

The behavior of the Czechs was even more absurd. Even in 1938
Benes saw the restoration of the Habsburg Monarchy as an evil greater
than annexation of Austria by Germany. The sympathy of the French
quite openly lay on the side of Hitler; nearly all educated Frenchmen
were reading the Gringoire which openly defended Hitler. Quos deus
vult perdere, dementat (Those whom the gods would destroy they first
make mad)!

It was absolutely impossible to oppose such stupidity. When I first
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arrived in Geneva I had hoped to be able to contribute somehow to
the enlightenment of leading personalities there. But I soon came to
realize that this was a futile undertaking. “We Englishmen,” a Labor
Party man once told me, “will never again wage war.” I asked, “But
what will you do if Hitler should attack Great Britain?” His answer was
startling: “Then we will be ruled and exploited by German instead of
British capitalists; it does not make any difference to the people.”

Beginning in 1931 the League of Nations was represented in Vienna
by a Dutchman by the name of Rost Van Tonningen. He openly con-
ducted pro-Nazi propaganda while he was in Vienna. My Viennese
friends could not believe that I was unable to arrange for Rost’s recall
from Vienna. (When Van Tonningen later withdrew from the League
of Nations’ service and returned to Holland, he was immediately ap-
pointed Deputy-Führer of the National Socialist [Nazi] Party in The
Netherlands.)

Only one nation on the European continent attempted seriously to
oppose Hitler, namely, the Austrian nation. Only after five years of
successful resistance, and deserted by all, did little Austria surrender.
The whole world breathed a sigh of relief; now Hitler finally would be
satisfied; now he would deal peacefully with other nations!

But twenty-seven months later Hitler was “master” of the European
continent!



postscript

Age does not depend upon years, but upon health and attitude. Many
men are born old, but some never grow old. Ludwig von Mises was
one of those ever-youthful men whose season of hope, enterprise, and
energy lasted unto his death on October 10, 1973, at the age of 92.
Always active in thought, always eager to ponder new ideas, his mind
was ever young. Satisfied, yet ever dissatisfied; settled, yet ever unset-
tled; seeing clearly, yet ever searching for new horizons.

There were two lives to him—the life of the European economist
who valiantly defended European civilization until it had vanished in
the darkness of World War II, and the life of the American scholar who
was planting fertile seeds for a rebirth of American values and virtues.
Each life spanned one generation, altogether some sixty years of dis-
covery, always in advance of his time—as a pioneer for the generation
to come.

Professor von Mises penned his Notes and Recollections in 1940 as
a final restatement of principles that had guided him on his European
course. As a refugee on the roads of France, Spain, and Portugal he
had observed firsthand many manifestations of the political and eco-
nomic ideologies that, in final analysis, had created the turmoil and
made him a refugee from his beloved Austria. He remembered his
numerous encounters with the statist intellectuals who for many de-
cades had espoused and popularized the doctrines of conflict and vi-
olence. Europe, in fact the whole world, was now reaping the bitter
fruits of the philosophies he had battled all his life.

Ludwig von Mises, Notes and Recollections reads like a last testimony
of a resistance fighter who is looking back because there may be no
tomorrow. It is a statement of defiance, proud in his efforts, humble
in his failures, exalted in his integrity to the end. It is faithful to the
Virgil motto Mises chose for his life: Tu ne cede malis sed contra au-
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dentior ito (“Do not yield to the bad, but always oppose it with cour-
age”). Ludwig von Mises, Notes and Recollections is forever hoisting
his Austrian banner avowing: Always Walk in Courage.

Ludwig von Mises chose not to leave a manuscript that reminisces
of his life in America. It would be idle speculation for us to wonder
why, in the late evening of his life, he chose not to record in writing
his American experiences. Surely, he could have done so as he re-
mained active and creative well into his 90th year. Instead, he chose
to remain silent and made us forever wonder how he appraised the
American scene and how he saw himself on that scene. Reminiscing
about Europe he had concluded:

Occasionally I entertained the hope that my writings would bear prac-
tical fruit and show the way for policy, and to that end I have constantly
searched for evidences of an ideological change [see page 80]. But I
have never allowed myself to be deceived. I recognized that my theories
merely explain the decline of a great civilization; they did not prevent
it. I set out to be a reformer, but only became the historian of decline.

Reminiscing about his thirty productive years in the United States, did
he see the dawn of a new day? Or did he conclude once again that he
had become the historian of decline?

He left us without answering this most vexing question. Perhaps, in
his great wisdom, he did not want to undermine the foundations of our
hope which, though it be exceedingly deceitful, is guiding our lives in
a more pleasant way and rousing us to stay firm and renew our efforts.
He seeks to reach Americans through his prodigious work that has made
him the most important economist of the century. But he was more
than a great economist with a keen analytical mind. He was the most
undaunted and uncompromising champion of economic and political
liberty. For more than half a century he was a rallying-point for the
forces of freedom, never wavering or compromising, imperturbable and
unyielding, unaffected by the scorn and ridicule of his adversaries, or
by the temptations of this world. By his writings, Ludwig von Mises has
sown the seeds of a regeneration that are bearing fruit the world over.

The United States in 1940

When Ludwig von Mises arrived in the New World, on August 2, 1940,
in New York, the same ideological forces he had encountered in Eu-
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rope were deeply entrenched in the United States. The Great Depres-
sion which he had so clearly foreseen was lingering on; it was not
liquidated until the impact of massive defense spending substituted
production of destructive weapons in place of stagnation and unem-
ployment. Various reform phases of the New Deal were seriously af-
fecting the smooth functioning of the economic order. A wide variety
of programs designed to bolster farm income was restricting agricul-
tural activity. Labor was suffering from minimum-wage and maximum-
hour legislation, as well as from the restraints of collective bargaining.
Depositors and investors were hampered by banking and security laws.
Huge federal projects on the Tennessee, Columbia, and Colorado riv-
ers were ushering in federal control over energy. Social Security had
launched a vast redistribution program that was to take more and more
income from the working population and give it to an increasing num-
ber of retired people. In all phases of economic life the New Deal meant
greatly expanded government activity and huge federal expenditures.

The New Deal was an early manifestation of the statist ideology that
was infecting and inflaming the world. Throughout most of his pro-
ductive life in Europe, Professor von Mises had encountered more
advanced symptoms of this very ideology. With the rapid growth of
economic legislation and administrative power had come compre-
hensive price and wage controls, massive budget deficits and rampant
inflation, redistribution of income and wealth through taxation and
inflation, consumption of productive capital, and finally, the impair-
ment of social cooperation. The failure of radical interventionism, es-
pecially the irreparable harm it does to peaceful division of labor, then
gives birth to the final stage—political tyranny in the guise of fascism
or communism. Ludwig von Mises was fleeing from this final stage to
seek refuge with a society still in its early stage.

In spite of the great tradition of individual freedom and the private
property order in the United States, the Great Depression provided the
opportunity for statism to advance a giant step. There were too few
defenders of the market order, too few spokesmen for freedom who
could explain that the monetary follies during the Harding and the
Coolidge Administrations had set the stage for the Great Depression,
that the Hoover policies of trade restrictions, price manipulations, and
tax increases had greatly aggravated the situation, and that the Roose-
velt policies of spending, taxing, and regulating had prolonged the
interventionist debacle. Instead, the intellectual forces of statism suc-
ceeded in placing the blame for the Depression and the great suffering
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it brought to the American people on the individual enterprise system.
The New Deal was made to appear as the new savior from want and
fear.

For a time, say 1933 to 1937, President Roosevelt and his economic
advisors adhered to the “institutional approach” and shaped economic
policies in accordance with the doctrines of Thorstein Veblen, W. C.
Mitchell, J. M. Clark, J. R. Commons, and many others. Although
Institutional Economics may be essentially an American product, its
resemblance to earlier German Historicism was considerable. Both
emphasized the importance of social institutions and denied the prin-
ciples and laws of the market. Both emphasized social change and
evolution, and rejected inexorable values and axioms. Both vigorously
attacked Classical and Neoclassical economics on grounds of their
theoretical abstractions and deductions, and both spurned the Classi-
cal and Neoclassical premises of philosophical individualism and the
motivation which rests on action determined by preferring what one
likes more to what one likes less, whether out of so-called self-interest
or for others. The “younger” groups in both schools, German Histor-
icism and American Institutionalism, then sought to establish a “new
economics” that afforded the intellectual support for social reform and
political control.

The great debate between German Historicism and the Austrian
School had opened in 1883 with the publication of Carl Menger’s
Untersuchungen über die Methode der Sozialwissenschaften und der
Politischen Oekonomie insbesondere (Inquiry into the Method of Social
Sciences and of Political Economy in Particular), and closed with the
advent of World War II, which forever disproved and shattered the
principal tenets of German Historicism. In the United States, the de-
bate between the powerful forces of Institutionalism and the remnants
of Neoclassical economics, which had begun with Thorstein Veblen’s
Theory of the Leisure Class (1899), was still in progress. Ludwig von
Mises’s arrival on the American scene meant urgently needed rein-
forcement for the remnant, which was led by such eminent scholars
as B. M. Anderson, F. A. Fetter, E. W. Kemmerer, Henry Hazlitt, and
others.

At the center of scholarly discussion that had been going on in the
United States since the late 1930s stood a new theory that embodied
some of the oldest errors in the history of economic thought. Lord
Keynes’ The General Theory of Employment, Interest, and Money was
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conceived during the Depression and born during the perplexities of
stagnation and unemployment. It rejected the monetary reasoning of
the economists as “Orthodox” or “Neoclassical” and, instead, offered
an apparent justification for economic policies that were popular. The
“new theory” presented a new vindication of old policies, and noisily
placed the blame for the Great Depression on the doorsteps of business
and the individual enterprise order. But above all, it popularized the
oldest of all economic fallacies, inflationism, as the appropriate means
for recovery. Lord Keynes’ justification of “deficit spending” explains
his unprecedented success with contemporary governments and the
political parties in power.

To Ludwig von Mises, Lord Keynes merely revived “the self-
contradictory dogmas of the various sects of inflationism.” Keynes did
not add anything to the armory of inflation, which Mises had battled
indefatigably ever since his The Theory of Money and Credit was first
published in 1912. Long before Keynesianism prescribed government
spending and deficit financing as a cure for economic recovery, Mises
had encountered similar recipes by German inflationists such as Knapp,
Bendixen, Dühring, Lexis, Helfferich, and many others. Again and
again he had warned against their doctrines and policies. And when
his warnings went unheeded he had watched the inevitable conse-
quences come to pass during the hyperinflations in postwar Europe.
In the United States, he was to sound the same warning against similar
follies.

During the early 1940s, when Professor von Mises was about to take
his place in American economic thought, many writers were focusing
on the problems of “social welfare.” There were socialist thinkers, such
as Abba P. Lerner, Oscar Lange, A. Bergson, and P. M. Sweezy, who
were concerned with macro-economic schemes for a more or less
managed economy. Their theories of “Welfare Economics” arrived at
conclusions that were basically identical with those of the Marxians,
although they proceeded via different routes. While Karl Marx had
built his structure on the labor theory of value and the exploitation
doctrine, the New Welfare economists were constructing their doc-
trines on the idea of an aggregate optimum of “social utility” in a
controlled economy.

In Europe, Professor von Mises had engaged the political forces of
Social Democracy, whose language was Marxian and whose program
was that of winning political power, taking over the control of the
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bourgeois state by constitutional electoral means. In the United States,
Professor von Mises encountered the Fabian socialists who envisioned
an evolutionary socialism by turning the existing state into a “welfare
state” through progressive reforms. The Fabians practiced “permea-
tion” by which they hoped to get their ideas adopted by any party or
person that would listen to them. They were “gradualist” socialists who
welcomed any and all theoretical doctrines that questioned the private
property order.

In Europe they called themselves “socialists,” which is a term freely
used, since the days of Robert Owen, by all those seeking a new way
of life based on social control. In the United States many assumed the
label of “progressive liberals” while promoting their Fabian programs
of economic regulation and political control. As a “classical liberal,”
Professor von Mises found himself in the awkward position of con-
frontation with American liberals who evoked an “affirmative liberal
state” as their immediate goal. They were speaking the same language,
employing identical political and economic terms, and yet, they were
worlds apart in political and economic philosophy.

To many American economists, Ludwig von Mises was practically
unknown. It is a sorry fact that few American economists can actually
read a foreign language. Foreign knowledge becomes available only
through translation, which largely depends on the erudition of pub-
lishers and their appreciation of foreign works. There is a language
barrier that separates the English-speaking world from the rest of man-
kind. Even Carl Menger’s pioneering work of the 1870s and 1880s was
unavailable in English and remained untranslated until the 1950s.
Some of Böhm-Bawerk’s writings had been translated, but his com-
pleted works became available in English only in 1959. And Mises’s
classic, The Theory of Money and Credit, first published in 1912, re-
mained untranslated until 1934. By that time it was too late to prevent
the economic disaster of the Great Depression. In the enthusiastic
reception that was given to the “Keynesian Revolution,” his so-called
Austrian explanation was simply ignored.

As the language barrier isolated the Anglo-American world from
foreign thought, so did the Austrians find themselves isolated against
the world through their philosophical and methodological individu-
alism. Their uncompromising rejection of holism and statism, of pos-
itivism and scientism, of mathematics and statistics in economic theory,
set them apart from the economic fraternity of the 1930s.
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There were few Americans who were aware that Professor von Mises,
in his The Theory of Money and Credit, had offered an explanation of
the business cycle phenomena that was completely integrated with
general economic theory. He had proved that, contrary to Keynesian
policy prescriptions, ever-vigilant government need not check and bal-
ance an unstable economic order. In fact, there can be no business
cycle of boom and depression if government does not create it. For
government alone can and does generate the boom and bust cycle
through toleration and protection of inflationary expansion of money
and credit. The recession or depression is merely an inevitable read-
justment of the production system in which the market liquidates un-
sound malinvestments.

His monetary work was a milestone in the history of economic
knowledge. Written well before World War I, it clearly anticipated the
monetary chaos that resulted from the rise of statism in the guise of
nationalism and socialism. And it observed so clearly that inflation was
the inevitable outcome of the social ideology to which the people were
committed. They were lamenting over inflation, but were enthusiasti-
cally supporting policies that could not be conducted without inflation.

It was this book that helped me discover the Austrian world of de-
ductive reasoning and theoretical deliberation when I was a young
graduate student in postwar Germany. It prompted me a few years later
to seek out Professor von Mises and study with him at New York Uni-
versity where he lectured and conducted his seminar.

There were not many American scholars who were acquainted with
Mises’s Socialism, which was revolutionary in its critique of the socialist
order. First published in 1922, it was translated only in 1936 when
totalitarian socialism was setting about to conquer the world. For the
first time in the history of Marxism an economist had revealed the
fundamental economic deficiency of socialism: its inability to solve
the problem of economic calculation. Without a common denomi-
nator for economic calculation, which in the market order is the mar-
ket price, a socialist society cannot rationally allocate its labor, capital,
and other resources, and distribute the yields of production. It is unable
to determine whether its production yields a social profit or suffers a
loss. It cannot determine the contribution made and the reward earned
by each worker. In short, it cannot rationally and economically com-
pare the multiplicity of costs with the returns of production and, there-
fore, is a chaotic system that suffers from chronic inefficiency and
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waste. Even the socialists had to acknowledge these Mises objections
to the socialist order. In their frantic search for “solutions” they had to
acknowledge Professor von Mises as one of Europe’s most distinguished
economists.

There were even fewer American scholars who were aware of Mises’s
great philosophical achievements. In 1933 he had published a collec-
tion of essays that established the legitimacy of praxeology, the science
of universally valid laws of human action. The collection was not to
become available in English until 1960 when it was published by D.
Van Nostrand under the title of Epistemological Problems of Econom-
ics. His Nationalökonomie which had just been released in Geneva,
Switzerland (1940), was built on this very epistemology. In those days
probably few copies ever reached the United States.

Mises in America

The way to fame is through much tribulation. Ludwig von Mises’s road
was no exception. In America, where not only the language barrier but
also the ideological chasm had isolated the economics profession from
the world of Austrian economics, Mises’s great achievements were
practically unknown to the general public. This fact alone may explain
why American universities did not find a regular academic post for the
foremost European exile. From 1945 on, it is true, he was engaged as
a Visiting Professor at the Graduate School of Business Administration
at New York University, as long as the Volker Fund in Burlingame,
California, and other foundations and funds provided his support. But
even when they became conversant with his thought during the 1950s
and 1960s, they were not prepared to employ a great mind like Mises.
The world wants geniuses, but would like them to be just like other
people. Mises was the embodiment of methodological and political
individualism, which was anathema to American academia.

In seventeen years of effective teaching at the University of Vienna
the authorities did not let him go any further in his academic career
than as an unsalaried Associate Professor. In twenty-four years of teach-
ing in the United States he served as unsalaried Visiting Professor.
Among the many institutions of higher learning in Europe and Amer-
ica, both the University of Vienna and New York University distin-
guished themselves in that they tolerated his teaching, provided it did
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not cost them a penny. In Vienna, the University was “permeated by
a spirit that was alien to culture and science.” At New York University
he was surrounded by colleagues to whom the spirit of classical lib-
eralism was alien and irksome. In Vienna, the educational level of
graduate students was so low and the educational system so inadequate
that few graduates of law, the social sciences, and philosophy were
actually prepared for their professions. No more than ten among one
hundred Viennese attorneys at law could read a journal in English or
French. At New York University the educational level of American
students was no higher than that of Austrian students; only a modest
percentage could actually read a French or German book. The many
hundreds of students who, over the span of twenty-four years, sat through
Professor von Mises’s classes, in order to earn the necessary graduation
credits, were studying accounting and business administration. Few of
them really sought economic knowledge and comprehended what it
was all about.

To him, young friends meant fresh aspiration to truth and hope for
better things. Among the most faithful attendees of his New York Uni-
versity Graduate School of Business Administration seminar, the fol-
lowing are well remembered: Robert G. Anderson, William Burdick,
Frank Dierson, Edward Facey, Paul Fair, Richard L. Fruin, Bettina
Bien-Greaves, Percy L. Greaves, Jr., Robert Guarnieri, Henry Hazlitt,
Ronald Hertz, Isidor Hodes, Wayne Holman, Israel Kirzner, George
Koether, Joseph Keckeissen, Robert H. Miller, Toshio Murata, Sylves-
ter Petro, George Reisman, Murray N. Rothbard, Hans F. Sennholz,
Mary Homan-Sennholz, Louis Spadaro.

Professor von Mises’s main teaching effort in Vienna focused on his
non-accredited “private seminar” in which as many as forty to fifty
young people gathered around him for informal discussions of impor-
tant economic and philosophical issues. From this small Mises circle
in Vienna emerged some of the most eminent scholars of our day—
e.g., Friedrich A. von Hayek, Gottfried von Haberler, Fritz Machlup,
Oskar Morgenstern, Erich Voegelin, and others. “There was greatness
in this unassuming exchange of ideas,” Mises later recalled, “and in it
we all found happiness and satisfaction.”

In New York Professor von Mises conducted a formal seminar for
students interested in writing master’s reports and doctoral disserta-
tions. The weekly meetings attracted not only a few serious degree
candidates, but also many nonregistered students from the New York
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City area. The circle was joined by some of his eminent friends, such
as Henry Hazlitt and Lawrence Fertig, and other scholars who hap-
pened to be in town. While it may still be too early for an objective
verdict on this New York circle of his younger disciples, it may be
observed without much contradiction that they not only are ably
carrying on the Austrian tradition, but also have since then formed
the very nucleus of a growing reformation movement. Their great
dedication and staunch loyalty to Misesian ideals, their courage and
productivity, have made them an ideological force that is felt through-
out the country. Their ranks, in turn, are swelling with ever more
of their own students and disciples who are expounding the Mises
heritage.

A great man can be held down neither by exile, nor change of en-
vironment, language barrier, or any other handicap. Ludwig von Mises
had barely settled in New York City when, supported by small foun-
dation grants, he set out to write an explanation of the international
conflicts that caused both World Wars. His Omnipotent Government
(1944) is not only a history of the fall of Germany, but also a powerful
critique of the political, social and economic ideologies that have
shaped European history in the latest two hundred years.

Until the middle of the nineteenth century, Western man was mov-
ing toward the establishment of democracy, the evolution of capital-
ism, capital formation, and an unprecedented rise in the standard of
living. Europe was enjoying an epoch of great artistic and literary
achievements, of immortal musicians, painters, writers, and philoso-
phers. The guiding stars of the Germans were Schiller and Goethe,
Mozart and Beethoven. But when individualism and liberalism gave
way to nationalism and socialism, the peaceful cooperation of nations
came to an end. German Nazism was totalitarian socialism. The ordeal
of two World Wars was the inevitable result of holistic doctrines and
policies that are so popular today. Men want totalitarianism, Mises
observed, that is, conditions in which all human affairs are managed
by government. They hail every step toward more government as “pro-
gress” toward a more perfect world, and adore the state with all its
methods of coercion and compulsion, threat and violence. “The re-
sponsibility for the present state of world affairs lies with those doctrines
and parties that have dominated the course of politics in the latest
decades” (ibid., page 12).

In his Bureaucracy (Yale University Press, New Haven, Connecticut,
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1944), which appeared soon after Omnipotent Government, Ludwig
von Mises addressed himself to the same basic issue: Should authori-
tarian socialism be substituted for individualism and democracy? In
Omnipotent Government he analyzed the problems that characterized
the antagonism between German socialism and capitalism. In his Bu-
reaucracy he contrasted in systematic fashion the characteristic features
of socialist management with profit system management.

It does not make any sense, Mises contended, to complain that bu-
reaucratic management is wasteful, inefficient, slow, and enmeshed in
red tape. It is bound to comply with detailed rules and regulations that
are issued by the authorities. There is no market price for government
services, e.g., protection by the armed forces or police, which can be
checked by economic calculation. Therefore, it is a mistake to com-
pare the efficiency of a government department with the operation of
a private enterprise that is subject to the restraints of the market.

The essential difference is not efficiency or waste, but one of orga-
nization: Should society be organized on the basis of private ownership
in the means of production or on the basis of public bureaucratic
control? The private property order means individual enterprise and
consumer control in all economic matters. The system of public con-
trol, on the other hand, means government control of every sphere of
economic life and the supremacy of politicians and bureaucrats as
planners and production supervisors. The champions of such an order,
Mises observed,

call themselves progressives, but they recommend a system which is
characterized by rigid observance of routine and by a resistance to every
kind of improvement. They call themselves liberals, but they are intent
upon abolishing liberty. They call themselves democrats, but they yearn
for dictatorship. They call themselves revolutionaries, but they want to
make the government omnipotent. They promise the blessings of the
Garden of Eden, but they plan to transform the world into a gigantic
post office. Every man but one a subordinate clerk in a bureau, what an
alluring utopia! What a noble cause to fight for! (ibid., page 125.)

In 1947 Ludwig von Mises joined the staff of The Foundation for
Economic Education which Leonard E. Read had just organized.
Their association and friendship, which began for an end, continued
to the end. Their joint efforts were to make the Foundation in Irvington-
on-Hudson an intellectual center of the reform movement, which at
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the time of Mises’s death was to reach every phase of American social
and economic thought.

As one of its first publications, the Foundation issued Mises’s Planned
Chaos (1947). It is a brief analysis of the problems of social cooperation
in a postwar setting. German Nazism, Italian Fascism, and Japanese
imperialism had been crushed by the Western democracies, especially
the United States, whose privately owned industries had provided the
war material for the Allied victory. The only tyranny that survived the
holocaust of the war was its red prototype in Russia. It constitutes a
staggering menace to the West, not only as a military power, but more
importantly as the world center of the ideology of despotic socialism
that is so popular with intellectuals and thought leaders. In the words
of Mises,

History will call our age the age of the dictators and tyrants. We have
witnessed in the last years the fall of two of these inflated supermen. But
the spirit which raised these knaves to autocratic power survives. It per-
meates textbooks and periodicals; it speaks through the mouths of teach-
ers and politicians; it manifests itself in party programs and in plays and
novels. As long as this spirit prevails there cannot be any hope of durable
peace, of democracy, the preservation of freedom or of a steady improve-
ment in the nation’s economic well-being. (ibid., page 16.)

Two years later Ludwig von Mises’s genius of energy and industry
brought forth Human Action which combined all three of his monu-
mental achievements: the general theory of human action, or “praxe-
ology” as he called it; the construction of an entire body of economic
analysis including money on the praxeological foundation; and the
integration of his explanations of the business cycle with his economic
analysis. The great adversities under which he labored all his life ac-
tually forced him to publish his magnum opus twice. In 1940 it had
appeared in Switzerland under the title Nationalökonomie, and in-
stantly had fallen into oblivion in the chaos of World War II. In 1949
he published it again with expansions and modifications for English-
speaking readers as Human Action. It was a monumental achievement,
the first general treatise on economics since World War I, a magnifi-
cent structure built solidly on deductive reasoning and theoretical anal-
ysis of human action. It is unquestionably one of the most powerful
products of the human mind in our time.

Henry Hazlitt wrote in Newsweek magazine of September 19, 1949:
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“I know of no other work, in fact, which conveys to the reader so clear
an insight into the intimate interconnectedness of all economic phe-
nomena. It makes us recognize why it is impossible to study or under-
stand ‘collective bargaining’ or ‘labor problems’ in isolation; or to
understand wages apart from prices or from interest rates or from profits
and losses, or to understand any of these apart from all the rest, or the
price of any one thing apart from the prices of other things. . . . Human
Action is, in short, at once the most uncompromising and the most
rigorously reasoned statement of the case for capitalism that has yet
appeared. . . .”

Like all great books, Human Action not only is the outpouring of a
great mind, but also a harmonious blending of the thoughts and efforts
of many predecessors. His great business cycle theory was built on avail-
able, but as yet unconnected components: on Ricardo’s theory of the
flow of gold in response to bank credit expansion or contraction, on
Böhm-Bawerk’s theory of capital and interest, and finally, on Wicksell’s
distinction between the natural rate of interest and the market rate as
affected by bank credit expansion. His methodological structure, or prax-
eology, was built on two solid foundations: the deductive reasoning of
the great classical economists, especially Senior and Cairnes, and his
Austrian predecessors, Menger and Böhm-Bawerk, and on the epistemo-
logical studies of Windelband, Rickert and Max Weber of the “South-
west German School” of philosophy which had clearly delineated the
scopes and limits of both the natural as well as the “historical” sciences.

Human Action must be compared with another book by a British
economist, published one hundred and seventy-three years earlier
(1776). It was the foundationwork of modern economic thought, a
potent mixture of economics, philosophy, history, political theory, and
practical program. It expressed, inspired, and animated the movement
toward capitalism and democracy for several generations: The Wealth
of Nations by Adam Smith. Ludwig von Mises’s Human Action in
scope, conception, and execution is intellectual leadership of a rebirth
of that movement. It begins and stands for a new epoch in human
thought, therefore in action and policy. And yet, the minds of men
will be slow in comprehending its message as they cannot resist the
fashions and follies of the age. But as every new generation rejects old
fashions and fervently seeks the new, so will the coming generations
want to turn from government omnipotence, conflict, and strife. To
them Human Action will point the way.
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After The Wealth of Nations had been published, Adam Smith spent
the rest of his life as commissioner of customs at Edinburgh, living
quietly with his mother and a maiden cousin, and enjoying the com-
pany of a small circle of friends. After Human Action had appeared,
Ludwig von Mises continued to pour his heart and soul into his work.
He was happiest in his work, without hesitation, relaxation, or boasting.
In 1951, he presented a paper at the Mont Pelerin Society which was
published under the title, Profit and Loss. In 1952, a collection of essays
and addresses appeared as Planning for Freedom. It was followed by
The Anti-Capitalistic Mentality in 1956, Theory and History in 1957,
The Ultimate Foundation of Economic Science: An Essay on Method
in 1962, and The Historical Setting of the Austrian School of Economics
in 1969. The enthusiastic response which his books met, especially
from his younger students and followers all over the United States,
caused them to translate and publish nearly all his earlier German
writings or keep them in print.

Profit and Loss and Planning for Freedom were aimed at the general
public and written as an introduction to his ideas. They discuss such
topics as the systems of social organization, interventionism, inflation-
ism, and various aspects of the private property order. But above all,
they entreat his followers who cannot help falling prey to darkest pes-
simism about the future to keep up their hopes for a change. Ludwig
von Mises, Notes and Recollections vividly describes the debilitating
effects of pessimism, which had broken the strength of Carl Menger
and overshadowed the life of Max Weber. He, himself, had resolved
never to tire in professing what he knew to be right, even in the knowl-
edge of unavoidable catastrophe. In Planning for Freedom he warned
against the mentality of passively accepting defeat that has made so-
cialism triumph in many European countries. Trends have changed
in the past, he urges his readers, and they will change again. But they
will not change if nobody has the courage to attack the underlying
dogmas. There is hope, he assures us, that the average voter can un-
derstand the relationship between economic freedom and wealth, gov-
ernment restrictions and high prices, deficit spending and inflation,
capital investment and labor productivity, etc. They will, some day,
understand the follies of bad economic policies; it is not merely wishful
thinking to express such hopes.

There is ignorance, the greatest of infirmities, which gives perpetuity
to error and prejudice. As professor and writer, Mises devoted his life
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to imparting knowledge and stimulating his students in its love and
pursuit. There is irresponsibility, which expresses itself in emphasis on
luck, and an emotional submission to fate. It likes to ascribe personal
conditions to fate, environment, or the doings of others. There are
frustrated ambitions that seek excuse and vindications for failure and
disappointment. There is envy and covetousness which have no other
virtue but that of detracting from others. What makes so many people
unhappy under capitalism, says Professor von Mises, is precisely the
fact that individual enterprise grants to each the opportunity to improve
his lot. In such a society each man whose ambitions have not been
fully satisfied is looking for a scapegoat on whom he can blame his own
shortcomings. His favorite culprit may be his employer, the capitalist-
entrepreneur who is enjoying better living conditions; or just the ex-
isting social order.

All his life Ludwig von Mises opposed those tenets and creeds that
had brought about the eclipse of European civilization. He fought the
German Historical School, the forerunners of Hitler’s National So-
cialism; and the Marxians, the harbingers of the most ruthless of all
dictatorships. In America he was fighting the ascendency of similar
ideologies of all-round regimentation. When the circle of American
readers came to appreciate the fundamental importance of his writings,
he returned to his philosophical studies. Theory and History; The Ul-
timate Foundation of Economic Science: An Essay on Method; and The
Historical Setting of the Austrian School of Economics, which were
published between 1957 and 1969, embody the creative energy of his
remaining years. (Theory and History was reprinted in October 1976
by Arlington House.)

Theory and History makes further contributions to the theory of
knowledge and, in this sense, is a supplement to Human Action. With
a revolutionary breakthrough of insight, the latter had placed eco-
nomic problems within the broad frame of a general theory of human
action, and thus had ended the traditional isolation of economic dis-
cussions. It had made economics a mere segment of a general science
of human action, called praxeology. In Theory and History Professor
von Mises reached out for a general epistemology applicable to all
branches of human knowledge. Substantive knowledge depends on epis-
temological analysis; in turn, epistemology is accessible only through
knowledge in the respective field. As the treatment of the substantive
issues of each science cannot be separated from an analysis of its par-
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ticular epistemological problems, so can human knowledge in general
not be divorced from general epistemology.

The Ultimate Foundation of Economic Science, published in 1962,
was a further commentary on what economics itself says about its own
epistemology. Professor von Mises takes issue especially with positiv-
ism, which does not acknowledge any other truth than that established
by the experimental natural science. Positivism rejects all other meth-
ods of rational discourse as metaphysical, which is interpreted as syn-
onymous with nonsensical. The essay explodes this fundamental thesis
of positivism and points up its disastrous consequences.

Ludwig von Mises’s writings that were translated from the German
now are conveying his important messages in the language of the
world. They are speaking to the intellectuals of all races and nationali-
ties—to philosophers, historians and economists, to writers and literati—
to anyone who will listen. And through the prefaces and epilogues to
the new editions that provide a contemporary setting for his basic mes-
sages, he is speaking especially to us.

The Free and Prosperous Commonwealth, published in 1962 by D.
Van Nostrand & Company, which was translated by Ralph Raico from
the German Liberalismus (1927), gives a summary of the ideas and
principles of nineteenth-century liberalism for the general reader. The
very fact that the English edition had to forgo the grand old name of
“liberalism” and resort to a descriptive title is very revealing. Dr. von
Mises did not yield readily, not even in language and terminology. But
it cannot be denied that American “liberalism” now denotes a set of
ideas and political postulates that are diametrically opposed to those
held by earlier generations. American liberals are resolute foes of free
enterprise, and militant advocates of all-round planning by the au-
thorities—that is, socialism.

In his search for truth, which is the foundation of all knowledge,
Ludwig von Mises was unyielding to the end. He brought new knowl-
edge to the meaning of truth and its modes of application, and shed
new light on the path of human action.

His Enduring Monument

Though a great man may die and disappear, his thoughts and acts
survive and leave an indelible stamp upon his fellowmen. Ludwig von
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Mises has left the stage of the grand theater, which is life, but his work
is living on and extending his being in the prospect of an immortal
existence. His labors were merely the beginning of a long chain of
consequences, and no man can know what the end will be. His in-
fluence is felt as an effective intellectual force of philosophical, eco-
nomic and political reformation. He revived, generated, guided, or
influenced a great number of intellectual currents that comprise, in
contemporary parlance, the “conservative” intellectual movement in
America.

He never called himself a “conservative.” For him, change and trans-
formation that continually alter the external conditions of life were
essential features of life. Man must ever adjust anew to the modifica-
tions which a minority of alert pioneers initiate. Therefore, “conser-
vatism is contrary to the very nature of human acting.” Conservatism
is the avowed aim of all utopian movements, which would like to put
an end to history and establish a final and permanent calm.

He always saw himself as a “liberal,” that is, a “classical liberal,” who
was not about to abandon this grand old name simply because it was
unpopular or others sought to usurp it. But he also conceded that issues
of terminology are of secondary importance only, which should not
stand in the way of cooperation among all friends of the private prop-
erty order.

In 1940, when Ludwig von Mises first set foot on American soil,
classical liberalism was all but dead in the world of overweening statism
and entrenched bureaucracy. But in less than a decade Professor von
Mises, together with a participant of his Vienna “private seminar,”
Friedrich von Hayek, provided a powerful impetus for a renaissance
of American individualism. Hayek’s The Road to Serfdom (1944), which
attained great popularity and engendered passionate debates, restated
the issue between liberty and authority. It was a loud warning about
the direction in which the Western world had been moving, at first
slowly, but then with accelerating speed. This slim book, together with
Mises’s Bureaucracy and Omnipotent Government, provided intellec-
tual sustenance and leadership to the small remnant of American de-
fenders. When Human Action appeared in 1949, it became the solid
foundation on which the classical revival could be built.

Surely, there were several others who, independent of the Austrians,
were guarding the great American tradition of individualism and the
private property order. John T. Flynn, in As We Go Marching (1945),
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was conveying the very message of Hayek’s The Road to Serfdom; Garet
Garrett was fiercely denouncing the New Deal in his The Revolution
Was (1944); and Albert Jay Nock was sounding the alarm about the
political and social decay and the impending doom of civilized society.
Frank Chodorov was reviving The Freeman under the auspices of the
Henry George School, which he was directing, and writers such as
Henry Hazlitt, John Davenport, Mortimer Smith, William Henry
Chamberlin and John Chamberlain were pleading the case of indi-
vidual freedom. But all this classical-liberal stirring during the 1940s
and 1950s was mainly a journalistic affair that was visible in journals
like Analysis and The Freeman, and later Human Events. It was not
associated with colleges and universities and did not reach the profes-
sional quarterlies. In the world of academe the philosophical and po-
litical fashions of the 1930s continued to be in vogue. Even some
graduates of Professor von Mises’s “private seminar,” who before the
war had reached the United States shores and attained academic po-
sitions, chose to be fashionable rather than “doctrinaire.” Not only did
they frequently disassociate themselves from their teacher’s laissez-
faire, seeking “moderation” in economic and political issues and voic-
ing distrust in his “rationalistic” epistemology and praxeology, some
even joined the popular camp of logical positivism and the new eco-
nomics of Lord Keynes.

Some men give up their designs in order to be popular. To Ludwig
von Mises virtue was in the pursuit of truth, not in the prize. He
labored, endured and waited, always holding on to his design. He was
inner-directed, which made him shun security, conformity, and accep-
tance by the crowd. And yet, he soon could witness a slow reorientation
of public sentiment and the beginning of an intellectual movement in
which he played an important part.

In 1947 he and others joined Friedrich von Hayek in forming the
Mont Pelerin Society, an international society of classical-liberal schol-
ars dedicated to the preservation and improvement of the free society.
During its early years it served as the rallying point for the international
forces of classical liberalism, where ideas were exchanged and friend-
ships formed. By exposing its members to the wider currents of thought
and problems, the Society made them more cosmopolitan and more
conscious of their common interests. At their conferences the mem-
bers, several of whom had studied with Professor von Mises, presented
papers and reports, and engaged in friendly debates and discussions.
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To Professor von Mises the Mont Pelerin Society, which at first
offered hope and promise, proved to be disappointing in the end.
While the Society grew considerably in membership, counting more
than two hundred by 1960, its ideological composition and flavor began
to change. Through indiscriminate admission of logical positivists and
economic interventionists, the papers presented and the discussions
that followed, in the eyes of Professor von Mises, deteriorated in char-
acter and quality. Therefore, during the 1960s he withdrew from active
participation and stayed away from some of its meetings.

He held the Intercollegiate Society of Individualists (ISI) in high
esteem and liked to associate with its members. ISI was founded by
Frank Chodorov in 1953 as an antidote to the Intercollegiate Society
of Socialists of an earlier generation, and was seeking to reach the
college youth through publications and lectures. It worked through its
chapters and its affiliations on more than one hundred college and
university campuses, in order to present an ideological alternative to
the prevailing collectivist trend in higher education. Invited by ISI,
Professor von Mises lectured to many student assemblies from coast to
coast, planting rich seeds in the knowledge that the destiny of mankind
depends on the opinions of its youth.

Mises was keenly aware that the “conservative” intellectual move-
ment in America comprises certain ideological currents that do not
flow from classical-liberal heritage. There were the “traditionalists”
who were proposing to read history anew and find the characteristics
of Western civilization that are essential and immutable. Man’s pro-
pensity to evil and the nightmare of totalitarianism, genocide, and total
war, had shaken the best of men and led them to analyze the crisis of
civilization. They were searching for the sources of Western deca-
dence, so that civilization could be rebuilt on a more solid foundation
of transcendental value and truth. Tracing the declension back through
centuries of ideas, they usually arrived at two ominous turning points:
the Renaissance-Reformation period and the French Revolution. With
no stone left unturned, nearly everything came in for a share of the
blame: liberalism, collectivism, utilitarianism, positivism, individual-
ism, egalitarianism, pragmatism, socialism, capitalism, industrialism,
Protestantism, and ideology itself.

To Ludwig von Mises all such collections of historical data make a
man wise and judicious, but unfortunately fail to teach him anything
that is valid for all human action. Historical experience is open to
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various interpretations, and usually is assessed in different ways. Dif-
ferences in basic judgments of value and significance may lead to as
many interpretations and conclusions as there are traditionalists mak-
ing them. History deals with complex phenomena, which cannot be
used to predict future action or be utilized for handling concrete tasks.
How can historical knowledge inform us on what the rate of interest
should be, today or tomorrow, or whether government or the owners
should regulate an airline’s rates and schedules? It is a grievous error
of epistemology to believe that all human knowledge is derived from
experience or its selective magnifier, tradition. There is praxeology, a
theoretic and systematic source of knowledge, irrespective of all envi-
ronmental, concrete acts. Its propositions are not derived from expe-
rience, and are not subject to verification by historical interpretation.
Unfortunately, most historians and philosophers searching for truth
and eternal values are completely ignorant of praxeology and its most
developed part, which is economics.

And yet, the conservative intellectual movement gradually grew in
economic understanding during the 1950s and 1960s. The economics
of Ludwig von Mises was spreading in widening circles through the
conservative coalition, which was achieving a political identity. Spear-
headed by such able writers as William F. Buckley, Frank S. Meyer,
Wilhelm Röpke, M. Stanton Evans, William Henry Chamberlin, and
others, the dissemination often proceeded by a circuitous route, from
the teacher through his students and disciples, to the “fusionists” and
finally the “traditionalists.” Professor Röpke best expressed the theme
of the growing conservative consensus: “The market economy is the
economic order proper to a definite social structure and to a definite
spiritual and moral setting.” Professor von Mises could endorse such
a statement of economic and moral principle.

The question of the relation of religious faith to economics arose
again when Ayn Rand shook the conservative world with her forceful
novels. In her Atlas Shrugged (1957), which sold well over a million
copies within a few years, she introduced the world to a combination
of Misesian economics and her own system of philosophy, objectivism.

Surely, Mises could agree with Rand’s vivid descriptions of the wick-
edness of the welfare state and the virtues of the unhampered market
order. And he could appreciate Rand’s great popularity with American
youth to whom she, more than anyone else, introduced Misesian eco-
nomics. Mises and Rand would agree on reprobating the ideas of many
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Christian churches that are rejecting the private property order and
calling for political coercion and economic redistribution. They were
united in their opposition to egalitarian measures that impede the for-
mation of capital, thereby impairing the working and living conditions
of wage earners. Relentlessly Mises and Rand emphasized their op-
position to the ideas of Hegelian philosophy, which endow the state
with “divine will,” and rejected all ideologies that would nurture the
cult of the “State” and the cult of “Society.”

For a society to prosper, it must be built on foundations of knowledge
and moral character. “What is needed to stop the trend toward social-
ism and despotism,” Mises concluded in his essay, Planned Chaos, “is
common sense and moral courage.” He himself was pursuing this com-
mon sense in economics as, in his judgment, its lack is visited as
sharply as immorality. His grand structure was deductive knowledge
which as such abstains from any judgment of value. It did not permit
him to tell people what ends they should pursue. To him, that was
beyond the scope of any science. But it did show how a man must act
if he wants to attain definite ends, and how he must organize society
in order to live in freedom and prosperity in a peaceful world; that is,
he must establish an unhampered market society through laissez faire.

Throughout his long life Ludwig von Mises anxiously observed an
almost continuous advance of socialism, which he opposed with all
his strength and ability. He resisted every step of ill-conceived, counter-
productive government intervention that invariably makes matters worse,
inviting further government intervention until all economic produc-
tion is centrally run or controlled. Ludwig von Mises spoke and wrote
of the limitations of government and the ideals of classical liberalism
in order to pave the way for a resurrection of individual freedom and
the unhampered market order.

And yet, the world-wide trend toward socialism and despotism con-
tinued with growing force. In despair and revolt some of his youthful
disciples reacted by venturing beyond the ideals of “limited govern-
ment” and seeking refuge in the land of “anarchy.” If the limitation of
state power is eminently beneficial, as Mises demonstrated so con-
vincingly, its total abolition must be even more salutary. If government
intervention in economic life is detrimental and counter-productive,
they bravely concluded, government as such is baneful and, therefore,
should be abolished summarily.

Ludwig von Mises’s answer was immediate and unequivocal:
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Government as such is not only not an evil, but the most necessary and
beneficial institution, as without it no lasting cooperation and no civi-
lization could be developed and preserved. (The Ultimate Foundation
of Economic Science, page 98.)

And a year later, he added three concise pages on freedom and paci-
fism to the second revised edition of Human Action. In his own words:

In a world full of unswerving aggressors and enslavers, integral uncon-
ditional pacifism is tantamount to unconditional surrender to the most
ruthless oppressors. He who wants to remain free, must fight unto death
those who are intent upon depriving him of his freedom. As isolated
attempts on the part of each individual to resist are doomed to failure,
the only workable way is to organize resistance by the government. The
essential task of government is defense of the social system not only
against domestic gangsters but also against external foes. He who in our
age opposes armaments and conscription is, perhaps unbeknown to him-
self, an abettor of those aiming at the enslavement of all.

The maintenance of a government apparatus of courts, police officers,
prisons, and of armed forces requires considerable expenditure. To levy
taxes for these purposes is fully compatible with the freedom the indi-
vidual enjoys in a free market economy. (Human Action, second edition,
Yale University Press, New Haven, Connecticut, 1963, page 282; third
edition, Henry Regnery Company, Chicago, Illinois, 1966, also page
282.)

To preserve individual freedom and the light of civilization—that
was Ludwig von Mises’s hope and dedication. As we do not have a
knowledge of things to come, we cannot perceive the future range and
power of the beacon of reason which he sent out into the world. But
we do know that the present generation is affected by what he was,
said, and did. And through his students and colleagues his sphere of
influence is spreading in widening circles through humanity. He played
an important role in the reconstruction of the market order in postwar
Europe. Wilhelm Röpke, who was greatly influenced by his ideas, gave
intellectual guidance and support to West Germany’s recovery from
the ashes of totalitarian socialism. In France, Mises’s fellow Neoclas-
sicist, Jacques Rueff, advised General DeGaulle on economic policies
of stabilization and return to the gold standard. In Italy, President Luigi
Einaudi, a life-long friend and colleague of Mises, succeeded for many
years in stemming the tide of inflationism and socialism. In many other
countries, from Japan to Guatemala, from Argentina to Spain, his stu-
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dents and disciples are imparting Misesian knowledge and stimulating
their fellowmen in its love and pursuit.

Ludwig von Mises, Notes and Recollections is a splendid record of
his trials and tribulations in Europe. It is a memorial of Ludwig von
Mises, the man, who faced life with fortitude, patience, and honor.

Hans F. Sennholz
Grove City, Pennsylvania
September 12, 1976
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I

Carl Menger and the
Austrian School of Economics

1 The Beginnings

What is known as the Austrian School of Economics started in 1871
when Carl Menger published a slender volume under the title Grund-
sätze der Volkswirtschaftslehre.1

It is customary to trace the influence that the milieu exerted upon
the achievements of genius. People like to ascribe the exploits of a man
of genius, at least to some extent, to the operation of his environment
and to the climate of opinion of his age and his country. Whatever this
method may accomplish in some cases, there is no doubt that it is
inapplicable with regard to those Austrians whose thoughts, ideas, and
doctrines matter for mankind. Bernard Bolzano, Gregor Mendel, and
Sigmund Freud were not stimulated by their relatives, teachers, col-
leagues, or friends. Their exertions did not meet with sympathy on the
part of their contemporary countrymen and the government of their
country. Bolzano and Mendel carried on their main work in surround-
ings which, as far as their special fields are concerned, could be called
an intellectual desert, and they died long before people began to divine
the worth of their contributions. Freud was laughed at when he first
made public his doctrines in the Vienna Medical Association.

One may say that the theory of subjectivism and marginalism that
Carl Menger developed was in the air. It had been foreshadowed by
several forerunners. Besides, about the same time Menger wrote and
published his book, William Stanley Jevons and Léon Walras also
wrote and published books which expounded the concept of marginal

1. Principles of Economics (The Free Press, 1950).
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utility. However this may be, it is certain that none of his teachers,
friends, or colleagues took any interest in the problems that excited
Menger. When, some time before the outbreak of the first World War,
I told him about the informal, but regular meetings in which we
younger Vienna economists used to discuss problems of economic
theory, he pensively observed: “When I was your age, nobody in Vi-
enna cared about these things.” Until the end of the 1870s there was
no “Austrian School.” There was only Carl Menger.

Eugen von Böhm-Bawerk and Friedrich von Wieser never studied
with Menger. They had finished their studies at the University of Vi-
enna before Menger began to lecture as a Privatdozent. What they
learned from Menger, they got from studying the Grundsätze. When
they returned to Austria after some time spent at German universities,
especially in the seminar of Karl Knies in Heidelberg, and published
their first books, they were appointed to teach economics at the Uni-
versities of Innsbruck and Prague respectively. Very soon some younger
men who had gone through Menger’s seminar, and had been exposed
to his personal influence, enlarged the number of authors who con-
tributed to economic inquiry. People abroad began to refer to these
authors as “the Austrians.” But the designation “Austrian School of
Economics” was used only later, when their antagonism to the German
Historical School came into the open after the publication, in 1883, of
Menger’s second book, Untersuchungen über die Methode der Sozial-
wissenschaften und der Politischen Oekonomie insbesondere.2

2 The Austrian School of Economics
and the Austrian Universities

The Austrian Cabinet in whose journalistic department Menger served
in the early 1870s—before his appointment in 1873 as assistant professor
at the University of Vienna—was composed of members of the Liberal
Party that stood for civil liberties, representative government, equality
of all citizens under the law, sound money, and free trade. At the end
of the 1870s the Liberal Party was evicted by an alliance of the Church,

2. English translation (University of Illinois Press, 1963); republished 1985 as Investigations into
the Method of the Social Sciences with Special Reference to Economics (New York University
Press, 1985).
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the princes and counts of the Czech and Polish aristocracy, and the
nationalist parties of the various Slavonic nationalities. This coalition
was opposed to all the ideals which the Liberals had supported. How-
ever, until the disintegration of the Habsburg Empire in 1918, the Con-
stitution which the Liberals had induced the Emperor to accept in
1867 and the fundamental laws that complemented it remained by and
large valid.

In the climate of freedom that these statutes warranted, Vienna be-
came a center of the harbingers of new ways of thinking. From the
middle of the sixteenth to the end of the eighteenth century Austria
was foreign to the intellectual effort of Europe. Nobody in Vienna—
and still less in other parts of the Austrian Dominions—cared for the
philosophy, literature, and science of Western Europe. When Leibniz
and later David Hume visited Vienna, no indigenes were to be found
there who would have been interested in their work.* With the excep-
tion of Bolzano, no Austrian before the second part of the nineteenth
century contributed anything of importance to the philosophical or
the historical sciences.

But when the Liberals had removed the fetters that had prevented
any intellectual effort, when they had abolished censorship and had
denounced the concordat, eminent minds began to converge toward
Vienna. Some came from Germany—like the philosopher Franz Bren-
tano and the lawyers and philosophers Lorenz von Stein and Rudolf
von Jhering—but most of them came from the Austrian provinces; a
few were born Viennese. There was no conformity among these lead-
ers, nor among their followers. Brentano, the ex-Dominican, inaugu-
rated a line of thought that finally led to Husserl’s phenomenology.
Mach was the exponent of a philosophy that resulted in the logical
positivism of Schlick, Carnap, and their “Vienna Circle.” Breuer,
Freud, and Adler interpreted neurotic phenomena in a way radically
different from the methods of Krafft-Ebing and Wagner-Jauregg.

The Austrian “Ministry of Worship and Instruction” looked askance
upon all these endeavors. Since the early 1880s the Cabinet Minister
and the personnel of this department had been chosen from the most
reliable conservatives and foes of all modern ideas and political insti-
tutions. They had nothing but contempt for what in their eyes were

* The only contemporary Viennese who appreciated the philosophic work of Leibniz was Prince
Eugene of Savoy, scion of a French family, born and educated in France.
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“outlandish fads.” They would have liked to bar the universities from
access to all this innovation.

But the power of the administration was seriously restricted by three
“privileges” which the universities had acquired under the impact of
the Liberal ideas. The professors were civil servants and, like all other
civil servants, bound to obey the orders issued by their superiors, i.e.,
the Cabinet Minister and his aides. However, these superiors did not
have the right to interfere with the content of the doctrines taught in
the classes and seminars; in this regard the professors enjoyed the much
talked about “academic freedom.” Furthermore, the Minister was
obliged—although this obligation had never been unambiguously
stated—to comply in appointing professors (or, to speak more precisely,
in suggesting to the Emperor the appointment of a professor) with the
suggestions made by the faculty concerned. Finally there was the in-
stitution of the Privatdozent. A doctor who had published a scholarly
book could ask the faculty to admit him as a free and private teacher
of his discipline; if the faculty decided in favor of the petitioner, the
consent of the Minister was still required; in practice this consent was,
before the days of the Schuschnigg regime, always given.3 The duly
admitted Privatdozent was not, in this capacity, a civil servant. Even if
the title of professor was accorded to him, he did not receive any
compensation from the government. A few Privatdozents could live
from their own funds. Most of them worked for their living. Their right
to collect the fees paid by the students who attended their courses was
in most cases practically valueless.

The effect of this arrangement of academic affairs was that the coun-
cils of the professors enjoyed almost unlimited autonomy in the man-
agement of their schools. Economics was taught at the Schools of Law
and Social Sciences (Rechts und staatswissenschaftliche Fakultäten) of
the universities. At most of these universities there were two chairs of
economics. If one of these chairs became vacant, a body of lawyers
had—with the cooperation, at most, of one economist—to choose the
future incumbent. Thus the decision rested with non-economists. It
may be fairly assumed that these professors of law were guided by the
best intentions. But they were not economists. They had to choose
between two opposed schools of thought, the “Austrian School” on the
one hand, and the allegedly “modern” historical school as taught at

3. Kurt von Schuschnigg, Chancellor of Austria from 1934 to 1938.
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the universities of the German Reich on the other hand. Even if no
political and nationalistic prepossessions had disturbed their judgment,
they could not help becoming somewhat suspicious of a line of thought
which the professors of the universities of the German Reich dubbed
specifically Austrian. Never before had any new mode of thinking orig-
inated in Austria. The Austrian universities had been sterile until—
after the revolution of 1848—they had been reorganized according to
the model of the German universities. For people who were not fa-
miliar with economics, the predicate “Austrian” as applied to a doctrine
carried strong overtones of the dark days of the Counter-Reformation
and of Metternich. To an Austrian intellectual, nothing could appear
more disastrous than a relapse of his country into the spiritual inanity
of the good old days.

Carl Menger, Wieser, and Böhm-Bawerk had obtained their chairs
in Vienna, Prague, and Innsbruck before the Methodenstreit [struggle
over methods] had begun to appear in the opinion of the Austrian
laymen as a conflict between “modern” science and Austrian “back-
wardness.” Their colleagues had no personal grudge against them. But
whenever possible they tried to bring followers of the historical school
from Germany to the Austrian universities. Those whom the world
called the “Austrian Economists” were, in the Austrian universities,
somewhat reluctantly tolerated outsiders.

3 The Austrian School in the Intellectual Life of Austria

The more distinguished among the French and German universities
were, in the great age of liberalism, not merely institutions of learning
that provided the rising generations of professional people with the
instruction required for the satisfactory practice of their professions.
They were centers of culture. Some of their teachers were known and
admired all over the world. Their courses were attended not only by
the regular students who planned to take academic degrees but by
many mature men and women who were active in the professions, in
business, or in politics and expected from the lectures nothing but
intellectual gratification. For instance, such outsiders, who were not
students in a technical sense, thronged the courses of Renan, Fustel
de Coulanges, and Bergson in Paris, and those of Hegel, Helmholtz,
Mommsen, and Treitschke in Berlin. The educated public was seri-
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ously interested in the work of the academic circles. The elite read the
books and the magazines published by the professors, joined their scho-
lastic societies and eagerly followed the discussions of the meetings.

Some of these amateurs who devoted only leisure hours to their
studies rose high above the level of dilettantism. The history of modern
science records the names of many such glorious “outsiders.” It is, for
instance, a characteristic fact that the only remarkable, although not
epoch-making, contribution to economics that originated in the Ger-
many of the second Reich came from a busy corporation counsel,
Heinrich Oswalt from Frankfurt, a city that at the time his book was
written had no university.*

In Vienna, also, close association of the university teachers with the
cultured public of the city prevailed in the last decades of the nine-
teenth century and in the beginning of our [twentieth] century. It
began to vanish when the old masters died or retired and men of
smaller stature got their chairs. This was the period in which the rank
of the Vienna University, as well as the cultural eminence of the city,
was upheld and enlarged by a few of the Privatdozents. The outstanding
case is that of psychoanalysis. It never got any encouragement from
any official institution; it grew and thrived outside the university and
its only connection with the bureaucratic hierarchy of learning was
the fact that Freud was a Privatdozent with the meaningless title of
professor.

There was in Vienna, as a heritage of the years in which the founders
of the Austrian school had finally earned recognition, a lively interest
in problems of economics. This interest enabled the present writer to
organize a Privatseminar in the 1920s, to start the Economic Associa-
tion, and to set up the Austrian Institute for Trade Cycle Research,
that later changed its name to the Austrian Institute for Economic
Research.

The Privatseminar had no connection whatever with the University
or any other institution. Twice a month a group of scholars, among
them several Privatdozents, met in the present writer’s office in the
Austrian Chamber of Commerce. Most of the participants belonged
to the age group that had begun academic studies after the end of the
first World War. Some were older. They were united by a burning
interest in the whole field of the sciences of human action. In the

* Cf. H. Oswalt, Vorträge über wirtschaftliche Grundbegriffe, 3rd ed. (Jena, 1920).
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debates problems of philosophy, of epistemology, of economic theory,
and of the various branches of historical research were treated. The
Privatseminar was discontinued when, in 1934, the present writer was
appointed to the chair of international economic relations at the Gradu-
ate Institute of International Studies in Geneva, Switzerland.

With the exception of Richard von Strigl, whose early death put an
untimely end to a brilliant scientific career, and Ludwig Bettelheim-
Gabillon, about whom we will have more to say, all the members of
the Privatseminar found a proper field for the continuation of their
work as scholars, authors, and teachers outside of Austria.

In the realm of the spirit, Vienna played an eminent role in the
years between the establishment of the Parliament in the early 1860s
and the invasion of the Nazis in 1938. The flowering came suddenly
after centuries of sterility and apathy. The decay had already begun
many years before the Nazis intruded.

In all nations and in all periods of history, intellectual exploits were
the work of a few men and were appreciated only by a small elite. The
many looked upon these feats with hatred and disdain; at best with
indifference. In Austria and in Vienna the elite was especially small;
and the hatred of the masses and their leaders especially vitriolic.

4 Böhm-Bawerk and Wieser as
Members of the Austrian Cabinet

The unpopularity of economics is the result of its analysis of the effects
of privileges. It is impossible to invalidate the economists’ demonstra-
tion that all privileges hurt the interests of the rest of the nation or at
least of a great part of it, that those victimized will tolerate the existence
of such privileges only if privileges are granted to them too, and that
then, when everybody is privileged, nobody wins but everybody loses
on account of the resulting general drop in the productivity of labor.*
However, the warnings of the economists are disregarded by the cov-
etousness of people who are fully aware of their inability to succeed in
a competitive market without the aid of special privileges. They are
confident that they will get more valuable privileges than other groups
or that they will be in a position to prevent, at least for some time, any

* Cf. Mises, Human Action (1949), pp. 712–857 [pp. 716–861 in later editions].
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granting of compensatory privileges to other groups. In their eyes the
economist is simply a mischief-maker who wants to upset their plans.

When Menger, Böhm-Bawerk, and Wieser began their scientific
careers, they were not concerned with the problems of economic pol-
icies and with the rejection of interventionism by Classical economics.
They considered it as their vocation to put economic theory on a sound
basis and they were ready to dedicate themselves entirely to this cause.
Menger heartily disapproved of the interventionist policies that the
Austrian Government—like almost all governments of the epoch—had
adopted. But he did not believe that he could contribute to a return
to good policies in any other way than by expounding good economics
in his books and articles as well as in his university teaching.

Böhm-Bawerk joined the staff of the Austrian Ministry of Finance
in 1890. Twice he served for a short time as Minister of Finance in a
caretaker cabinet. From 1900 to 1904 he was Minister of Finance in
the cabinet headed by Ernest von Körber. Böhm’s principles in the
conduct of this office were: strict maintenance of the legally fixed gold
parity of the currency, and a budget balanced without any aid from
the central bank. An eminent scholar, Ludwig Bettelheim-Gabillon,
planned to publish a comprehensive work analyzing Böhm-Bawerk’s
activity in the Ministry of Finance. Unfortunately the Nazis killed the
author and destroyed his manuscript.*

Wieser was for some time during the first World War Minister of
Commerce in the Austrian Cabinet. However, his activity was rather
impeded by the far-reaching powers—already given before Wieser took
office—to a functionary of the ministry, Richard Riedl. Virtually only
matters of secondary importance were left to the jurisdiction of Wieser
himself.

* Only two chapters, which the author had published before the Anschluss, are preserved:
“Böhm-Bawerk und die Brüsseler Zuckerkonvention” and “Böhm-Bawerk und die Konvertierung
von Obligationen der einheitlichen Staatsschuld” in Zeitschrift fur Nationalökonomie, Vol. VII
and VIII (1936 and 1937).



II

The Conflict with the
German Historical School

1 The German Rejection of Classical Economics

The hostility that the teachings of Classical economic theory encoun-
tered on the European continent was primarily caused by political
prepossessions. Political economy as developed by several generations
of English thinkers, brilliantly expounded by Hume and Adam Smith
and perfected by Ricardo, was the most exquisite outcome of the phi-
losophy of the Enlightenment. It was the gist of the liberal doctrine
that aimed at the establishment of representative government and
equality of all individuals under the law. It was not surprising that it
was rejected by all those whose privileges it attacked. This propensity
to spurn economics was considerably strengthened in Germany by the
rising spirit of nationalism. The narrow-minded repudiation of Western
civilization—philosophy, science, political doctrine and institutions,
art and literature—which finally resulted in Nazism, originated in a
passionate detraction of British political economy.

However, one must not forget that there were also other grounds for
this revolt against political economy. This new branch of knowledge
raised epistemological and philosophical problems for which the schol-
ars did not find a satisfactory solution. It could not be integrated into
the traditional system of epistemology and methodology. The empiri-
cist tendency that dominates Western philosophy suggested consider-
ing economics as an experimental science like physics and biology.
The very idea that a discipline dealing with “practical” problems like
prices and wages could have an epistemological character different
from that of other disciplines dealing with practical matters, was be-
yond the comprehension of the age. But on the other hand, only the
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most bigoted positivists failed to realize that experiments could not
be performed in the field about which economics tries to provide
knowledge.

We do not have to deal here with the state of affairs as it developed
in the age of the neopositivism or hyperpositivism of the twentieth
century. Today, all over the world, but first of all in the United States,
hosts of statisticians are busy in institutes devoted to what people be-
lieve is “economic research.” They collect figures provided by govern-
ments and various business units, rearrange, readjust, and reprint them,
compute averages and draw charts. They surmise that they are thereby
“measuring” mankind’s “behavior” and that there is no difference
worth mentioning between their methods of investigation and those
applied in the laboratories of physical, chemical, and biological re-
search. They look with pity and contempt upon those economists who,
as they say, like the botanists of “antiquity,” rely upon “much specu-
lative thinking” instead of upon “experiments.”* And they are fully
convinced that out of their restless exertion there will one day emerge
final and complete knowledge that will enable the planning authority
of the future to make all people perfectly happy.

But with the economists of the first part of the nineteenth century,
the misconstruction of the fundamentals of the sciences of human
action did not yet go so far. Their attempts to deal with the episte-
mological problems of economics resulted, of course, in complete fail-
ure. Yet, in retrospect, we may say that this frustration was a necessary
step on the way that led toward a more satisfactory solution of the
problem. It was John Stuart Mill’s abortive treatment of the methods
of the moral sciences that unwittingly exposed the futility of all argu-
ments advanced in favor of the empiricist interpretation of the nature
of economics.

When Germans began to study the works of British Classical eco-
nomics, they accepted without any qualms the assumption that eco-
nomic theory is derived from experience. But this simple explanation
could not satisfy those who disagreed with the conclusions which, from
the Classical doctrine, had to be inferred for political action. They very
soon raised questions: Is not the experience from which the British

* Cf. Arthur F. Burns, The Frontiers of Economic Knowledge (Princeton University Press, 1954),
p. 189.
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authors derived their theorems different from the experience which
would have faced a German author? Is not British economics defective
on account of the fact that the material of experience from which it is
distilled was only Great Britain and only Great Britain of the Hano-
verian Georges? Is there, after all, such a thing as an economic science
valid for all countries, nations, and ages?

It is obvious how these three questions were answered by those who
considered economics as an experimental discipline. But such an an-
swer was tantamount to the apodictic negation of economics as such.
The Historical School would have been consistent if it had rejected
the very idea that such a thing as a science of economics is possible,
and if it had scrupulously abstained from making any statements other
than reports about what had happened at a definite moment of the
past in a definite part of the earth. An anticipation of the effects to be
expected from a definite event can be made only on the basis of a
theory that claims general validity and not merely validity for what
happened in the past in a definite country. The Historical School
emphatically denied that there are economic theorems of such a uni-
versal validity. But this did not prevent them from recommending or
rejecting—in the name of science—various opinions or measures nec-
essarily designed to affect future conditions.

There was, e.g., the Classical doctrine concerning the effects of free
trade and protection. The critics did not embark upon the (hopeless)
task of discovering some false syllogisms in the chain of Ricardo’s rea-
soning. They merely asserted that “absolute” solutions are not con-
ceivable in such matters. There are historical situations, they said, in
which the effects brought about by free trade or protection differ from
those described by the “abstract” theory of “armchair” authors. To sup-
port their view they referred to various historical precedents. In doing
this, they blithely neglected to consider that historical facts, being al-
ways the joint result of the operation of a multitude of factors, cannot
prove or disprove any theorem.

Thus economics in the second German Reich, as represented by
the government-appointed university professors, degenerated into an
unsystematic, poorly assorted collection of various scraps of knowledge
borrowed from history, geography, technology, jurisprudence, and party
politics, larded with depreciatory remarks about the errors in the “ab-
stractions” of the Classical school. Most of the professors more or less
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eagerly made propaganda in their writings and in their courses for the
policies of the Imperial Government: authoritarian conservatism, So-
zialpolitik, protectionism, huge armaments, and aggressive national-
ism. It would be unfair to consider this intrusion of politics into the
treatment of economics as a specifically German phenomenon. It was
ultimately caused by the viciousness of the epistemological interpre-
tation of economic theory, a failing that was not limited to Germany.

A second factor that made nineteenth-century Germany in general
and especially the German universities look askance upon British po-
litical economy was its preoccupation with wealth and its relation to
the utilitarian philosophy.

The then-prevalent definitions of political economy described it as
the science dealing with the production and distribution of wealth.
Such a discipline could be nothing but despicable in the eyes of Ger-
man professors. The professors thought of themselves as people self-
denyingly engaged in the pursuit of pure knowledge and not, like the
hosts of banausic money-makers, caring for earthly possessions. The
mere mention of such base things as wealth and money was taboo
among people boasting of their high culture (Bildung). The professors
of economics could preserve their standing in the circles of their col-
leagues only by pointing out that the topic of their studies was not the
mean concerns of profit-seeking business but historical research, e.g.,
about the lofty exploits of the Electors of Brandenburg and Kings of
Prussia.

No less serious was the matter of utilitarianism. The utilitarian phi-
losophy was not tolerated at German universities. Of the two outstand-
ing German utilitarians, Ludwig Feuerbach never got any teaching
job, while Rudolf von Jhering was a teacher of Roman Law. All the
misunderstandings that for more than two thousand years have been
advanced against Hedonism and Eudaemonism were rehashed by the
professors of Staatswissenschaften [the political sciences] in their criti-
cism of the British economists.* If nothing else had roused the suspi-
cions of the German scholars, they would have condemned economics
for the sole reason that Bentham and the Mills had contributed to it.

* Later similar arguments were employed to discredit pragmatism. William James’s dictum
according to which the pragmatic method aims at bringing out of each word “its practical cash-
value” (Pragmatism, 1907, p. 53) was quoted to characterize the meanness of the “dollar-
philosophy.”
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2 The Sterility of Germany in the Field of Economics

The German universities were owned and operated by the various
kingdoms and grand duchies that formed the Reich.* The professors
were civil servants and, as such, had to obey strictly the orders and
regulations issued by their superiors, the bureaucrats of the ministries
of public instruction. This total and unconditional subordination of
the universities and their teachings to the supremacy of the govern-
ments was challenged—in vain—by German liberal public opinion,
when in 1837 the King of Hanover fired seven professors of the Uni-
versity of Göttingen who protested against the King’s breach of the
constitution. The governments did not heed the public’s reaction.
They went on discharging professors with whose political or religious
doctrines they did not agree. But after some time they resorted to more
subtle and more efficacious methods to make the professors loyal sup-
porters of the official policy. They scrupulously sifted the candidates
before appointing them. Only reliable men got the chairs. Thus the
question of academic freedom receded into the background. The pro-
fessors of their own accord taught only what the government permitted
them to teach.

The war of 1866 had ended the Prussian constitutional conflict. The
King’s party—the conservative party of the Junkers, led by Bismarck—
triumphed over the Prussian progressive party that stood for parliamen-
tary government, and likewise over the democratic groups of Southern
Germany. In the new political setting, first of the Norddeutscher Bund
[North German Union] and, after 1871, of the Deutsches Reich [Ger-
man Empire], there was no room left for the “alien” doctrines of
Manchesterism and laissez faire. The victors of Königgrätz and Sedan
thought they had nothing to learn from the “nation of shopkeepers”—
the British—or from the defeated French.

At the outbreak of the war of 1870, one of the most eminent German
scientists, Emil du Bois-Reymond, boasted that the University of Berlin
was “the intellectual bodyguard of the House of Hohenzollern.” This
did not mean very much for the natural sciences. But it had a very
clear and precise meaning for the sciences of human action. The in-

* The Reich itself owned and operated only the University of Strassburg. The three German
city-republics did not at that period have any university.
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cumbents of the chairs of history and of Staatswissenschaften (i.e., po-
litical science, including all things referring to economics and finance)
knew what their sovereign expected of them. And they delivered the
goods.

From 1882 to 1907 Friedrich Althoff was in the Prussian ministry of
instruction in charge of university affairs. He ruled the Prussian uni-
versities as a dictator. As Prussia had the greatest number of lucrative
professorships, and therefore offered the most favorable field for am-
bitious scholars, the professors in the other German states, nay, even
those of Austria and Switzerland, aspired to secure positions in Prussia.
Thus Althoff could as a rule make them, too, virtually accept his prin-
ciples and opinions. In all matters pertaining to the social sciences and
the historical disciplines, Althoff entirely relied upon the advice of his
friend Gustav von Schmoller. Schmoller had an unerring flair for sepa-
rating the sheep from the goats.

In the second and third quarters of the nineteenth century some
German professors wrote valuable contributions to economic theory.
It is true that the most remarkable contributions of this period, those
of Thünen and of Gossen, were not the work of professors but of men
who did not hold teaching jobs. However, the books of Professors Her-
mann, Mangoldt, and Knies will be remembered in the history of
economic thought. But after 1866, the men who came into the academic
career had only contempt for “bloodless abstractions.” They published
historical studies, preferably such as dealt with labor conditions of the
recent past. Many of them were firmly convinced that the foremost task
of economists was to aid the “people” in the war of liberation they were
waging against the “exploiters,” and that the God-given leaders of the
people were the dynasties, especially the Hohenzollern.

3 The Methodenstreit

In the Untersuchungen1 Menger rejected the epistemological ideas that
underlay the writings of the Historical School. Schmoller published a
rather contemptuous review of this book. Menger reacted, in 1884, with

1. First German edition, 1883; English translation, Investigations into the Method of the Social
Sciences with Special Reference to Economics (University of Illinois, 1963; NYU, 1985).
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a pamphlet, Die Irrtümer des Historismus in der Deutschen National-
ökonomie.2 The various publications that this controversy engendered
are known under the name of the Methodenstreit, the clash over
methods.

The Methodenstreit contributed but little to the clarification of the
problems involved. Menger was too much under the sway of John
Stuart Mill’s empiricism to carry his own point of view to its full logical
consequences. Schmoller and his disciples, committed to defend an
untenable position, did not even realize what the controversy was
about.

The term Methodenstreit is, of course, misleading. For the issue was
not to discover the most appropriate procedure for the treatment of the
problems commonly considered as economic problems. The matter
in dispute was essentially whether there could be such a thing as a
science, other than history, dealing with aspects of human action.

There was, first of all, radical materialist determinism, a philosophy
almost universally accepted in Germany at that time by physicists,
chemists, and biologists, although it has never been expressly and
clearly formulated. As these people saw it, human ideas, volitions, and
actions are produced by physical and chemical events that the natural
sciences will one day describe in the same way in which today they
describe the emergence of a chemical compound out of the combi-
nation of several ingredients. As the only road that could lead to this
final scientific accomplishment they advocated experimentation in
physiological and biological laboratories.

Schmoller and his disciples passionately rejected this philosophy,
not because they were aware of its deficiencies, but because it was
incompatible with the religious tenets of the Prussian government.
They virtually preferred to it a doctrine that was but little different
from Comte’s positivism (which, of course, they publicly disparaged
on account of its atheism and its French origin). In fact, positivism,
sensibly interpreted, must result in materialist determinism. But most
of Comte’s followers were not outspoken in this regard. Their discus-
sions did not always preclude the conclusion that the laws of social
physics (sociology), the establishment of which was in their opinion
the highest goal of science, could be discovered by what they called a

2. Title translation: The Errors of Historicism in German Economics. No translation known of
this pamphlet.
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more “scientific” method of dealing with the material assembled by
the traditional procedures of the historians. This was the position
Schmoller embraced with regard to economics. Again and again he
blamed the economists for having prematurely made inferences from
quantitatively insufficient material. What, in his opinion, was needed
in order to substitute a realistic science of economics for the hasty
generalizations of the British “armchair” economists was more statis-
tics, more history, and more collection of “material.” Out of the results
of such research the economists of the future, he maintained, would
one day develop new insights by “induction.”

Schmoller was so confused that he failed to see the incompatibility
of his own epistemological doctrine and the rejection of positivism’s
attack upon history. He did not realize the gulf that separated his views
from those of the German philosophers who demolished positivism’s
ideas about the use and the treatment of history—first Dilthey, and
later Windelband, Rickert, and Max Weber. In the same article in
which he censured Menger’s Grundsätze, he reviewed also the first
important book of Dilthey, his Einleitung in die Geisteswissenschaften.3
But he did not grasp the fact that the tenor of Dilthey’s doctrine was
the annihilation of the fundamental thesis of his own epistemology,
viz., that some laws of social development could be distilled from his-
torical experience.

4 The Political Aspects of the Methodenstreit

The British free trade philosophy triumphed in the nineteenth cen-
tury in the countries of Western and Central Europe. It demolished
the shaky ideology of the authoritarian welfare state (landesfürstlicher
Wohlfahrtsstaat) that had guided the policies of the German princi-
palities in the eighteenth century. Even Prussia turned temporarily
toward liberalism. The culmination points of its free trade period were
the Zollverein’s customs tariff of 1865 and the 1869 Trade Code (Ge-
werbeordnung) for the territory of the Norddeutscher Bund (later the
Deutsches Reich). But very soon the government of Bismarck began to
inaugurate its Sozialpolitik, the system of interventionist measures such

3. Title translation: Introduction to the Moral Sciences. No translation known of this book.



the conflict with the german historical school � 143

as labor legislation, social security, pro-union attitudes, progressive tax-
ation, protective tariffs, cartels, and dumping.*

If one tries to refute the devastating criticism leveled by economics
against the suitability of all these interventionist schemes, one is forced
to deny the very existence—not to mention the epistemological
claims—of a science of economics, and of praxeology as well. This is
what all the champions of authoritarianism, government omnipotence,
and “welfare” policies have always done. They blame economics for
being “abstract” and advocate a “visualizing” (anschaulich) mode of
dealing with the problems involved. They emphasize that matters in
this field are too complicated to be described in formulas and theo-
rems. They assert that the various nations and races are so different
from one another that their actions cannot be comprehended by a
uniform theory; there are as many economic theories required as there
are nations and races. Others add that even within the same nation or
race, economic action is different in various epochs of history. These
and similar objections, often incompatible with one another, are ad-
vanced in order to discredit economics as such.

In fact, economics disappeared entirely from the universities of the
German Empire. There was a lone epigone of Classical economics
left at the University of Bonn, Heinrich Dietzel, who, however, never
understood what the theory of subjective value meant. At all other
universities the teachers were anxious to ridicule economics and the
economists. It is not worthwhile to dwell upon the stuff that was
handed down as a substitute for economics at Berlin, Munich, and
other universities of the Reich. Nobody cares today about all that Gus-
tav von Schmoller, Adolf Wagner, Lujo Brentano, and their numerous
adepts wrote in their voluminous books and magazines.

The political significance of the work of the Historical School con-
sisted in the fact that it rendered Germany safe for the ideas, the ac-
ceptance of which made popular with the German people all those
disastrous policies that resulted in the great catastrophes. The aggres-
sive imperialism that twice ended in war and defeat, the limitless in-
flation of the early 1920s, the Zwangswirtschaft [command economy]
and all the horrors of the Nazi regime were achievements of politicians
who acted as they had been taught by the champions of the Historical
School.

* Cf. Mises, Omnipotent Government (Yale University Press, 1944), pp. 149 ff.
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Schmoller and his friends and disciples advocated what has been
called state socialism; i.e., a system of socialism—planning—in which
the top management would be in the hands of the Junker aristocracy.
It was this brand of socialism at which Bismarck and his successors
were aiming. The timid opposition which they encountered on the
part of a small group of businessmen was negligible, not so much on
account of the fact that these opponents were not numerous, but be-
cause their endeavors lacked any ideological backing. There were no
longer any liberal thinkers left in Germany. The only resistance that
was offered to the party of state socialism came from the Marxian party
of the Social Democrats. Like the Schmoller socialists—the socialists
of the chair (Kathedersozialisten)—the Marxists advocated socialism.
The only difference between the two groups was in the choice of the
people who should operate the supreme planning board: the Junkers,
the professors, and the bureaucracy of Hohenzollern Prussia, or the
officers of the Social Democratic party and their affiliated labor unions.

Thus the only serious adversaries whom the Schmoller School had
to fight in Germany were the Marxists. In this controversy the latter
very soon got the upper hand. For they at least had a body of doctrine,
however faulty and contradictory it was, while the teachings of the His-
torical School were rather the denial of any theory. In search of a mo-
dicum of theoretical support, the Schmoller School step by step began
to borrow from the spiritual fund of the Marxists. Finally, Schmoller
himself largely endorsed the Marxian doctrine of class conflict and of
the “ideological” impregnation of thought by the thinker’s class mem-
bership. One of his friends and fellow professors, Wilhelm Lexis, de-
veloped a theory of interest that Engels characterized as a paraphrase
of the Marxian theory of exploitation.* It was an effect of the writings
of the champions of the Sozialpolitik that the epithet “bourgeois” (bür-
gerlich) acquired in the German language an opprobrious connotation.

The crushing defeat in the first World War shattered the prestige of
the German princes, aristocrats, and bureaucrats. The adepts of the
Historical School and Sozialpolitik transferred their loyalty to various
splinter groups, out of which the German Nationalist Socialist Work-
ers’ Party, the Nazis, eventually emerged.

The straight line that leads from the work of the Historical School

* Cf. the more detailed analysis in Mises, Kritik des Interventionismus, (Jena, 1929), pp. 92 ff.
[English translation, Critique of Interventionism (Foundation for Economic Education, 1996).]
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to Nazism cannot be shown in sketching the evolution of one of the
founders of the School. For the protagonists of the Methodenstreit era
had finished the course of their lives before the defeat of 1918 and the
rise of Hitler. But the life of the outstanding man among the School’s
second generation illustrates all the phases of German university eco-
nomics in the period from Bismarck to Hitler.

Werner Sombart was by far the most gifted of Schmoller’s students.
He was only twenty-five when his master, at the height of the Metho-
denstreit, entrusted him with the job of reviewing and annihilating
Wieser’s book, Der natürliche Wert.4 The faithful disciple condemned
the book as “entirely unsound.”* Twenty years later Sombart boasted
that he had dedicated a good part of his life to fighting for Marx.†
When the War broke out in 1914, Sombart published a book, Händler
und Helden (Hucksters and Heroes).‡ There, in uncouth and foul lan-
guage, he rejected everything British or Anglo-Saxon, but above all
British philosophy and economics, as a manifestation of a mean jobber
mentality. After the war, Sombart revised his book on socialism. Before
the war it had been published in nine editions.§ While the pre-war
editions had praised Marxism, the tenth edition fanatically attacked it,
especially on account of its “proletarian” character and its lack of pa-
triotism and nationalism. A few years later Sombart tried to revive the
Methodenstreit by a volume full of invectives against economists whose
thought he was unable to understand.� Then, when the Nazis seized
power, he crowned a literary career of forty-five years by a book on
German Socialism. The guiding idea of this work was that the Führer
gets his orders from God, the supreme Führer of the universe, and that
Führertum is a permanent revelation.#

Such was the progress of German academic economics from Schmol-
ler’s glorification of the Hohenzollern Electors and Kings to Sombart’s
canonization of Adolf Hitler.

* Cf. Schmoller’s Jahrbuch, Vol. 13 (1889), pp. 1488–1490.
† Cf. Sombart, Das Lebenswerk von Karl Marx (Jena, 1909), p. 3.
‡ Cf. Sombart, Händler und Helden (Munich, 1915).
§ Cf. Sombart, Der proletarische Sozialismus, 10th ed. (Jena, 1924), 2 vol.
� Cf. Sombart, Die drei Nationalökonomien (Munich, 1930).
# Cf. Sombart, Deutscher Sozialismus (Charlottenburg, 1934), p. 213. (In the American edition:
A New Social Philosophy, translated and edited by K. F. Geiser [Princeton, 1937], p. 149.) Som-
bart’s achievements were appreciated abroad. Thus, e.g., in 1929 he was elected to honorary
membership in the American Economic Association.
4. Natural Value (Kelley & Millman, 1956).



146 � the historical setting of the austrian school of economics

5 The Liberalism of the Austrian Economists

Plato dreamed of the benevolent tyrant who would entrust the wise
philosopher with the power to establish the perfect social system. The
Enlightenment did not put its hopes upon the more or less accidental
emergence of well-intentioned rulers and provident sages. Its optimism
concerning mankind’s future was founded upon the double faith in
the goodness of man and in his rational mind. In the past a minority
of villains—crooked kings, sacrilegious priests, corrupt noblemen—
were able to make mischief. But now—according to Enlightenment
doctrine—as man has become aware of the power of his reason, a
relapse into the darkness and failings of ages gone by is no longer to
be feared. Every new generation will add something to the good ac-
complished by its ancestors. Thus mankind is on the eve of a contin-
uous advance toward more satisfactory conditions. To progress steadily
is the nature of man. It is vain to complain about the alleged lost bliss
of a fabulous golden age. The ideal state of society is before us, not
behind us.

Most of the nineteenth-century liberal, progressive, and democratic
politicians who advocated representative government and universal
suffrage were guided by a firm confidence in the infallibility of the
common man’s rational mind. In their eyes majorities could not err.
Ideas that originated from the people and were approved by the voters
could not but be beneficial to the commonweal.

It is important to realize that the arguments brought forward in favor
of representative government by the small group of liberal philosophers
were quite different and did not imply any reference to an alleged
infallibility of majorities. Hume had pointed out that government is
always founded upon opinion. In the long run the opinion of the many
always wins out. A government that is not supported by the opinion of
the majority must sooner or later lose its power; if it does not abdicate,
it is violently overthrown by the many. Peoples have the power even-
tually to put those men at the helm who are prepared to rule according
to the principles that the majority considers adequate. There is, in the
long run, no such thing as an unpopular government maintaining a
system that the multitude condemns as unfair. The rationale of rep-
resentative government is not that majorities are God-like and infalli-
ble. It is the intent to bring about by peaceful methods the ultimately
unavoidable adjustment of the political system and the men operating
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its steering mechanism to the ideology of the majority. The horrors of
revolution and civil war can be avoided if a disliked government can
be smoothly dislodged at the next election.

The true liberals firmly held that the market economy, the only
economic system that warrants a steadily progressing improvement of
mankind’s material welfare, can work only in an atmosphere of undis-
turbed peace. They advocated government by the people’s elected rep-
resentatives because they took it for granted that only this system will
lastingly preserve peace both in domestic and in foreign affairs.

What separated these true liberals from the blind majority-worship
of the self-styled radicals was that they based their optimism concerning
mankind’s future not upon the mystic confidence in the infallibility of
majorities but upon the belief that the power of sound logical argu-
ment is irresistible. They did not fail to see that the immense majority
of common men are both too dull and too indolent to follow and to
absorb long chains of reasoning. But they hoped that these masses,
precisely on account of their dullness and indolence, could not help
endorsing the ideas that the intellectuals brought to them. From the
sound judgment of the cultured minority and from their ability to
persuade the majority, the great leaders of the nineteenth-century lib-
eral movement expected the steady improvement of human affairs.

In this regard there was full agreement between Carl Menger and
his two earliest followers, Wieser and Böhm-Bawerk. Among the un-
published papers of Menger, Professor Hayek discovered a note that
reads: “There is no better means to disclose the absurdity of a mode
of reasoning than to let it pursue its full course to the end.” All three
of them liked to refer to Spinoza’s argumentation in the first book of
his Ethics that ends in the famous dictum, “Sane sicut lux se ipsam et
tenebras manifestat, sic veritas norma sui et falsi.”5 They looked calmly
upon the passionate propaganda of both the Historical School and
Marxism. They were fully convinced that the logically indefensible
dogmas of these factions would eventually be rejected by all reasonable
men precisely on account of their absurdity and that the masses of
common men would necessarily follow the lead of the intellectuals.*

* There is need to add that Menger, Böhm-Bawerk, and Wieser looked with the utmost pessi-
mism upon the political future of the Austrian Empire. But this problem cannot be dealt with
in this essay.
5. “Indeed, just as light defines itself and darkness, so truth sets the standard for itself and falsity.”
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The wisdom of this mode of arguing is to be seen in the avoidance
of the popular practice of playing off an alleged psychology against
logical reasoning. It is true that often errors in reasoning are caused by
the individual’s disposition to prefer an erroneous conclusion to the
correct one. There are even hosts of people whose affections simply
prevent them from straight thinking. But it is a far cry from the estab-
lishment of these facts to the doctrines that in the last generation were
taught under the label “sociology of knowledge.” Human thinking and
reasoning, human science and technology are the product of a social
process insofar as the individual thinker faces both the achievements
and the errors of his predecessors and enters into a virtual discussion
with them either in assenting or dissenting. It is possible for the history
of ideas to make understandable a man’s failings as well as his exploits
by analyzing the conditions under which he lived and worked. In this
sense only is it permissible to refer to what is called the spirit of an
age, of a nation, of a milieu. But it is circular reasoning if one tries to
explain the emergence of an idea, still less to justify it, by referring to
its author’s environment. Ideas always spring from the mind of an in-
dividual, and history cannot say anything more about them than that
they were generated at a definite instant of time by a definite individ-
ual. There is no other excuse for a man’s erroneous thinking than what
an Austrian Government once declared with regard to the case of a
defeated general—that nobody is answerable for not being a genius.
Psychology may help us to explain why a man failed in his thinking.
But no such explanation can convert what is false into truth.

The Austrian economists unconditionally rejected the logical rela-
tivism implied in the teachings of the Prussian Historical School. As
against the declarations of Schmoller and his followers, they main-
tained that there is a body of economic theorems that are valid for all
human action irrespective of time and place, the national and racial
characteristics of the actors, and their religious, philosophical, and eth-
ical ideologies.

The greatness of the service these three Austrian economists have
rendered by maintaining the cause of economics against the vain cri-
tique of Historicism cannot be overrated. They did not infer from their
epistemological convictions any optimism concerning mankind’s fu-
ture evolution. Whatever is to be said in favor of correct logical think-
ing does not prove that the coming generations of men will surpass
their ancestors in intellectual effort and achievements. History shows
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that again and again periods of marvelous mental accomplishments
were followed by periods of decay and retrogression. We do not know
whether the next generation will beget people who are able to continue
along the lines of the geniuses who made the last centuries so glorious.
We do not know anything about the biological conditions that enable
a man to make one step forward in the march of intellectual advance-
ment. We cannot preclude the assumption that there may be limits
to man’s further intellectual ascent. And certainly we do not know
whether in this ascent there is not a point beyond which the intellec-
tual leaders can no longer succeed in convincing the masses and mak-
ing them follow their lead.

The inference drawn from these premises by the Austrian econo-
mists was, that while it is the duty of a pioneering mind to do all that
his faculties enable him to perform, it is not incumbent upon him to
propagandize for his ideas, still less to use questionable methods in
order to make his thoughts palatable to people. They were not con-
cerned about the circulation of their writings. Menger did not publish
a second edition of his famous Grundsätze, although the book was
long since out of print, second-hand copies sold at high prices, and
the publisher urged him again and again to consent.

The main and only concern of the Austrian economists was to con-
tribute to the advancement of economics. They never tried to win the
support of anybody by other means than by the convincing power
developed in their books and articles. They looked with indifference
upon the fact that the universities of the German-speaking countries,
even many of the Austrian universities, were hostile to economics as
such and still more so to the new economic doctrines of subjectivism.



III

The Place of the Austrian School of
Economics in the Evolution of
Economics

1 The “Austrian School” and Austria

When the German professors attached the epithet “Austrian” to the
theories of Menger and his two earliest followers and continuators, they
meant it in a pejorative sense. After the battle of Königgrätz, the quali-
fication of a thing as Austrian always had such a coloration in Berlin,
that “headquarters of Geist [spirit, mind, intellect],” as Herbert Spencer
sneeringly called it.* But the intended smear boomeranged. Very soon
the designation “the Austrian School” was famous all over the world.

Of course, the practice of attaching a national label to a line of
thought is necessarily misleading. Only very few Austrians—and for
that matter, non-Austrians—knew anything about economics, and still
smaller was the number of those Austrians whom one could call econ-
omists, however generous one might be in conferring this appellation.
Besides, there were among the Austrian economists some who did not
work along the lines which were called the “Austrian School”; best
known among them were the mathematicians Rudolf Auspitz and
Richard Lieben, and later Alfred Amonn and Josef Schumpeter. On
the other hand, the number of foreign economists who applied them-
selves to the continuation of the work inaugurated by the “Austrians”
was steadily increasing. At the beginning it sometimes happened that
the endeavors of these British, American, and other non-Austrian econ-
omists met with opposition in their own countries and that they were
ironically called “Austrians” by their critics. But after some years all

* Cf. Herbert Spencer, The Study of Sociology, 9th edition (London, 1880), p. 217.
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the essential ideas of the Austrian School were by and large accepted
as an integral part of economic theory. About the time of Menger’s
demise (1921), one no longer distinguished between an Austrian School
and other economics. The appellation “Austrian School” became the
name given to an important chapter of the history of economic thought;
it was no longer the name of a specific sect with doctrines different
from those held by other economists.

There was, of course, one exception. The interpretation of the causes
and the course of the trade cycle which the present writer provided,
first in his Theory of Money and Credit* and finally in his treatise
Human Action† under the name of the Monetary or Circulation Credit
Theory of the trade cycle, was called by some authors the Austrian
Theory of the trade cycle. Like all such national labels, this too is
objectionable. The Circulation Credit Theory is a continuation, en-
largement, and generalization of ideas first developed by the British
Currency School and of some additions to them made by later econ-
omists, among them also the Swede, Knut Wicksell.

As it has been unavoidable to refer to the national label, “the Aus-
trian School,” one may add a few words about the linguistic group to
which the Austrian economists belonged. Menger, Böhm-Bawerk, and
Wieser were German Austrians; their language was German and they
wrote their books in German. The same is true of their most eminent
students—Johann von Komorzynski, Hans Mayer, Robert Meyer, Rich-
ard Schüller, Richard von Strigl, and Robert Zuckerkandl. In this sense
the work of the “Austrian School” is an accomplishment of German
philosophy and science. But among the students of Menger, Böhm-
Bawerk, and Wieser there were also non-German Austrians. Two of
them have distinguished themselves by eminent contributions, the
Czechs Franz Čuhel and Karel Engliš.

2 The Historical Significance of the Methodenstreit

The peculiar state of German ideological and political conditions in
the last quarter of the nineteenth century generated the conflict be-

* First German-language edition 1912, second German-language edition 1924. English-language
editions 1934 and 1953. [Also Liberty Fund, 1980.]
† Yale University Press, 1949. [Also later English editions, Regnery, 1960; Foundation for Eco-
nomic Education, 1996; Liberty Fund, 2007.]
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tween two schools of thought out of which the Methodenstreit and the
appellation “Austrian School” emerged. But the antagonism that man-
ifested itself in this debate is not confined to a definite period or coun-
try. It is perennial. As human nature is, it is unavoidable in any society
where the division of labor and its corollary, market exchange, have
reached such an intensity that everybody’s subsistence depends on
other people’s conduct. In such a society everybody is served by his
fellow men, and in turn, he serves them. The services are rendered
voluntarily: in order to make a fellow do something for me, I have to
offer him something which he prefers to abstention from doing that
something. The whole system is built upon this voluntariness of the
services exchanged. Inexorable natural conditions prevent man from
indulging in a carefree enjoyment of his existence. But his integration
into the community of the market economy is spontaneous, the result
of the insight that there is no better or, for that matter, no other method
of survival open to him.

However, the meaning and bearing of this spontaneousness are only
grasped by economists. All those not familiar with economics, i.e., the
immense majority, do not see any reason why they should not by means
of force coerce other people to do what these people are not prepared
to do of their own accord. Whether the apparatus of physical compul-
sion resorted to in such endeavors is that of the government’s police
power or an illegal “picket” force whose violence the government tol-
erates, does not make any difference. What matters is the substitution
of compulsion for voluntary action.

Due to a definite constellation of political conditions that could be
called accidental, the rejection of the philosophy of peaceful cooper-
ation was, in modern times, first developed into a comprehensive
doctrine by subjects of the Prussian state. The victories in the three
Bismarck wars had intoxicated the German scholars, most of whom
were servants of the government. Some people considered it a char-
acteristic fact that the adoption of the ideas of the Schmoller school
was slowest in the countries whose armies had been defeated in 1866
and 1870. It is, of course, preposterous to search for any connection
between the rise of the Austrian Economic Theory and the defeats,
failures, and frustrations of the Habsburg regime. Yet, the fact that the
French state universities kept out of the way of historicism and Sozial-
politik longer than those of other nations was certainly, at least to some
extent, caused by the Prussian label attached to these doctrines. But



place of the austrian school in the evolution of economics � 153

this delay had little practical importance. France, like all other countries,
became a stronghold of interventionism and proscribed economics.

The philosophical consummation of the ideas glorifying the gov-
ernment’s interference, i.e., the action of the armed constables, was
achieved by Nietzsche and by Georges Sorel. They coined most of the
slogans that guided the butcheries of Bolshevism, Fascism, and Na-
zism. Intellectuals extolling the delights of murder, writers advocating
censorship, philosophers judging the merits of thinkers and authors,
not according to the value of their contributions but according to their
achievements on battlefields,* are the spiritual leaders of our age of
perpetual strife. What a spectacle was offered by those American au-
thors and professors who ascribed the origin of their own nation’s po-
litical independence and constitution to a clever trick of the “interests”
and were casting longing glances at the Soviet paradise of Russia!

The greatness of the nineteenth century consisted in the fact that to
some extent the ideas of Classical economics became the dominant
philosophy of state and society. They transformed the traditional status
society into nations of free citizens, royal absolutism into representative
government, and above all, the poverty of the masses under the ancien
regime into the well-being of the many under capitalistic laissez faire.
Today the reaction of statism and socialism is sapping the foundations
of Western civilization and well-being. Perhaps those are right who
assert that it is too late to prevent the final triumph of barbarism and
destruction. However this may be, one thing is certain. Society, i.e.,
peaceful cooperation of men under the principle of the division of
labor, can exist and work only if it adopts policies that economic anal-
ysis declares as fit for attaining the ends sought. The worst illusion of
our age is the superstitious confidence placed in panaceas which—as
the economists have irrefutably demonstrated—are contrary to purpose.

Governments, political parties, pressure groups, and the bureaucrats
of the educational hierarchy think they can avoid the inevitable con-
sequences of unsuitable measures by boycotting and silencing the in-
dependent economists. But truth persists and works, even if nobody is
left to utter it.

* Cf. the passages quoted by Julien Benda, La trahison des clercs (Paris, 1927), Note 0, pp. 292–
295. [English translation, The Treason of the Intellectuals (Wm. Morrow, 1928; Beacon Press,
1955).]
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Foreword to the Liberty Fund Edition

Ludwig von Mises, eminent economist, was the leading spokesman 
for the Austrian School of economics throughout half of the twentieth 
century. Born in pre–World War I Austria-Hungary, he spent most of 
his working life in Vienna, teaching at the University of Vienna and 
advising the Austrian government on economic affairs. He came to the 
United States in 1940 as a refugee and, at age 59, began a new career 
writing, lecturing, and teaching in the English language. He was a vis-
iting professor at the New York University Graduate School of Business 
Administration for twenty-four years. In the course of his long life he 
made major contributions to man’s understanding of economic theory, 
money, free markets, business cycles, interventionism, socialism, and 
the role of government.

Published in 1944, during World War II, Omnipotent Government 
was Mises’s fi rst book written and published after he arrived in the 
United States. Several chapters in this book were written by Mises in 
German between 1938 and 1940, when he was living and teaching in 
Geneva, Switzerland, and were published later in German as In Na-
men des Staates (Stuttgart: Bonn Aktuell, 1978). However, Mises wrote 
Omnipotent Government for an American audience and greatly ex-
panded the book beyond the early German-language manuscript.

The tone of this book refl ects a serious Mises, the analytical scien-
tifi c theoretician we know from his other works. Mises provides in eco-
nomic terms an explanation of the international confl icts that caused 
both world wars. Free government at home and peaceful collaboration 
abroad are impossible when economies and ideas are restricted. Free 
trade and the freedom of ideas create the only possibility for true lib-
erty. Ideas determine how men act, and history is composed of the ac-
tions of men. Furthermore, he holds that ideas cannot be changed by 
the force of weapons, bayonets, or wars. In the chapter entitled “Nazism 
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as a World Problem,” Mises calls on the Allies to “smash Nazism,” to 
“fi ght desperately until the Nazi power is completely broken” (p. 264). 
By calling on the Allies to “smash Nazism,” he meant that Nazi ideas 
must be stopped. The minds of the German people must be changed.

Readers of this book should keep in mind that Mises uses “liberal” 
and “progressive” to refer to liberalism in the classical sense—the phi-
losophy of liberty, free markets, limited government, democracy, and 
parliamentarianism. And Mises refers throughout to the World War II 
coalition of Allies, who fought the Axis Powers (Germany, Italy, and 
Japan), as the “United Nations,” the term they chose for themselves 
in 1942.

Although written more than a half century ago, Mises’s main theme 
still stands. Ideas determine history. Etatism, i.e., government interfer-
ence with the economy, leads to confl icts and wars. The last, best hope 
for peace is liberalism. And the only hope for liberalism depends on 
changing the minds of the people. “Etatism is the occupational disease 
of rulers, warriors, and civil servants. Governments become liberal 
only when forced to by the citizens” (p. 69).

Bettina Bien Greaves
February 2007
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Preface

In dealing with the problems of social and economic policies, the social 
sciences consider only one question: whether the measures suggested 
are really suited to bringing about the effects sought by their authors, 
or whether they result in a state of affairs which—from the viewpoint 
of their supporters—is even more undesirable than the previous state 
which it was intended to alter. The economist does not substitute his 
own judgment about the desirability of ultimate ends for that of his fel-
low citizens. He merely asks whether the ends sought by nations, gov-
ernments, political parties, and pressure groups can indeed be attained 
by the methods actually chosen for their realization.

It is, to be sure, a thankless task. Most people are intolerant of any 
criticism of their social and economic tenets. They do not understand 
that the objections raised refer only to unsuitable methods and do not 
dispute the ultimate ends of their efforts. They are not prepared to ad-
mit the possibility that they might attain their ends more easily by fol-
lowing the economists’ advice than by disregarding it. They call an 
enemy of their nation, race, or group anyone who ventures to criticize 
their cherished policies.

This stubborn dogmatism is pernicious and one of the root causes of 
the present state of world affairs. An economist who asserts that min-
imum wage rates are not the appropriate means of raising the wage 
earners’ standard of living is neither a “labor baiter” nor an enemy of 
the workers. On the contrary, in suggesting more suitable methods for 
the improvement of the wage earners’ material well-being, he contrib-
utes as much as he can to a genuine promotion of their prosperity.

To point out the advantages which everybody derives from the work-
ing of capitalism is not tantamount to defending the vested interests 
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of the capitalists. An economist who forty or fi fty years ago advocated 
the preservation of the system of private property and free enterprise 
did not fi ght for the selfi sh class interests of the then rich. He wanted a 
free hand left to those unknown among his penniless contemporaries 
who had the ingenuity to develop all those new industries which today 
render the life of the common man more pleasant. Many pioneers of 
these industrial changes, it is true, became rich. But they acquired their 
wealth by supplying the public with motor cars, airplanes, radio sets, 
refrigerators, moving and talking pictures, and a variety of less spectac-
ular but no less useful innovations. These new products were certainly 
not an achievement of offi ces and bureaucrats. Not a single technical 
improvement can be credited to the Soviets. The best that the Russians 
have achieved was to copy some of the improvements of the capitalists 
whom they continue to disparage. Mankind has not reached the stage 
of ultimate technological perfection. There is ample room for further 
progress and for further improvement of the standards of living. The 
creative and inventive spirit subsists notwithstanding all assertions to 
the contrary. But it fl ourishes only where there is economic freedom.

Neither is an economist who demonstrates that a nation (let us call 
it Thule) hurts its own essential interests in its conduct of foreign-trade 
policies and in its dealing with domestic minority groups a foe of Thule 
and its people.

It is futile to call the critics of inappropriate policies names and 
to cast suspicion upon their motives. That might silence the voice of 
truth, but it cannot render inappropriate policies appropriate.

The advocates of totalitarian control call the attitudes of their op-
ponents negativism. They pretend that while they themselves are de-
manding the improvement of unsatisfactory conditions, the others are 
intent upon letting the evils endure. This is to judge all social questions 
from the viewpoint of narrow-minded bureaucrats. Only to bureaucrats 
can the idea occur that establishing new offi ces, promulgating new de-
crees, and increasing the number of government employees alone can 
be described as positive and benefi cial measures, whereas everything 
else is passivity and quietism.

The program of economic freedom is not negativistic. It aims posi-
tively at the establishment and preservation of the system of market 
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economy based on private ownership of the means of production and 
free enterprise. It aims at free competition and at the sovereignty of the 
consumers. As the logical outcome of these demands the true liber-
als are opposed to all endeavors to substitute government control for 
the operation of an unhampered market economy. Laissez faire, lais-
sez passer does not mean: let the evils last. On the contrary, it means: 
do not interfere with the operation of the market because such in-
terference must necessarily restrict output and make people poorer. 
It means furthermore: do not abolish or cripple the capitalist system 
which, in spite of all obstacles put in its way by governments and politi-
cians, has raised the standard of living of the masses in an unprece-
dented way.

Liberty is not, as the German precursors of Nazism asserted, a nega-
tive ideal. Whether a concept is presented in an affi rmative or in a 
negative form is merely a question of idiom. Freedom from want is tan-
tamount to the expression striving after a state of affairs under which 
people are better supplied with necessities. Freedom of speech is tanta-
mount to a state of affairs under which everybody can say what he wants 
to say.

At the bottom of all totalitarian doctrines lies the belief that the 
rulers are wiser and loftier than their subjects and that they therefore 
know better what benefi ts those ruled than they themselves. Werner 
Sombart, for many years a fanatical champion of Marxism and later a 
no less fanatical advocate of Nazism, was bold enough to assert frankly 
that the Führer gets his orders from God, the supreme Führer of the 
universe, and that Führertum is a permanent revelation.* Whoever ad-
mits this must, of course, stop questioning the expediency of govern-
ment omnipotence.

Those disagreeing with this theocratical justifi cation of dictatorship 
claim for themselves the right to discuss freely the problems involved. 
They do not write state with a capital S. They do not shrink from ana-
lyzing the metaphysical notions of Hegelianism and Marxism. They 

* Deutscher Sozialismus (Charlottenburg, 1934), p. 213. American ed., A New Social Philosophy, 
translated and edited by K. F. Geiser (Princeton, 1937), p. 194.
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reduce all this high-sounding oratory to the simple question: are the 
means suggested suitable to attain the ends sought? In answering this 
question, they hope to render a service to the great majority of their 
fellow men.

Ludwig von Mises
New York, January, 1944
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Introduction

I

The essential point in the plans of the German National Socialist 
Workers’ party is the conquest of Lebensraum for the Germans, i.e., a 
territory so large and rich in natural resources that they could live in 
economic self-suffi ciency at a standard not lower than that of any other 
nation. It is obvious that this program, which challenges and threatens 
all other nations, cannot be realized except through the establishment 
of German world hegemony.

The distinctive mark of Nazism is not socialism or totalitarianism 
or nationalism. In all nations today the “progressives” are eager to sub-
stitute socialism for capitalism. While fi ghting the German aggressors 
Great Britain and the United States are, step by step, adopting the Ger-
man pattern of socialism. Public opinion in both countries is fully con-
vinced that government all-round control of business is inevitable in 
time of war, and many eminent politicians and millions of voters are 
fi rmly resolved to keep socialism after the war as a permanent new so-
cial order. Neither are dictatorship and violent oppression of dissenters 
peculiar features of Nazism. They are the Soviet mode of government, 
and as such advocated all over the world by the numerous friends of 
present-day Russia. Nationalism—an outcome of government interfer-
ence with business, as will be shown in this book—determines in our 
age the foreign policy of every nation. What characterizes the Nazis as 
such is their special kind of nationalism, the striving for Lebensraum.

This Nazi goal does not differ in principle from the aims of the ear-
lier German nationalists, whose most radical group called themselves 
in the thirty years preceding the fi rst World War Alldeutsche (Pan-
 Germans). It was this ambition which pushed the Kaiser’s Germany 
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into the fi rst World War and—twenty-fi ve years later—kindled the sec-
ond World War.

The Lebensraum program cannot be traced back to earlier German 
ideologies or to precedents in German history of the last fi ve hundred 
years. Germany had its chauvinists as all other nations had. But chau-
vinism is not nationalism. Chauvinism is the overvaluation of one’s 
own nation’s achievements and qualities and the disparagement of 
other nations; in itself it does not result in any action. Nationalism, on 
the other hand, is a blueprint for political and military action and the 
attempt to realize these plans. German history, like the history of other 
nations, is the record of princes eager for conquest; but these emperors, 
kings, and dukes wanted to acquire wealth and power for themselves 
and for their kin, not Lebensraum for their nation. German aggressive 
nationalism is a phenomenon of the last sixty years. It developed out of 
modern economic conditions and economic policies.

Neither should nationalism be confused with the striving for popu-
lar government, national self-determination, and political autonomy. 
When the German nineteenth-century liberals aimed at a substitution 
of a democratic government of the whole German nation for the tyran-
nical rule of thirty-odd princes, they did not harbor any hostile designs 
against other nations. They wanted to get rid of despotism and to estab-
lish parliamentary government. They did not thirst for conquest and ter-
ritorial expansion. They did not intend to incorporate into the German 
state of their dreams the Polish and Italian territories which their princes 
had conquered; on the contrary, they sympathized with the aspirations 
of the Polish and the Italian liberals to establish independent Polish and 
Italian democracies. They were eager to promote the welfare of the Ger-
man nation, but they did not believe that oppression of foreign nations 
and infl icting harm on foreigners best served their own nation.

Neither is nationalism identical with patriotism. Patriotism is the 
zeal for one’s own nation’s welfare, fl owering, and freedom. National-
ism is one of the various methods proposed for the attainment of these 
ends. But the liberals contend that the means recommended by na-
tionalism are inappropriate, and that their application would not only 
not realize the ends sought but on the contrary must result in disaster 
for the nation. The liberals too are patriots, but their opinions with 
regard to the right ways toward national prosperity and greatness radi-
cally differ from those of the nationalists. They recommend free trade, 
international division of labor, good will, and peace among the nations, 

L4875.indb   2L4875.indb   2 1/10/11   12:31:51 PM1/10/11   12:31:51 PM



introduction � 3

not for the sake of foreigners but for the promotion of the happiness of 
their own nation.

It is the aim of nationalism to promote the well-being of the whole 
nation or of some groups of its citizens by infl icting harm on foreign-
ers. The outstanding method of modern nationalism is discrimination 
against foreigners in the economic sphere. Foreign goods are excluded 
from the domestic market or admitted only after the payment of an 
import duty. Foreign labor is barred from competition in the domestic 
labor market. Foreign capital is liable to confi scation. This economic 
nationalism must result in war whenever those injured believe that they 
are strong enough to brush away by armed violent action the measures 
detrimental to their own welfare.

A nation’s policy forms an integral whole. Foreign policy and do-
mestic policy are closely linked together; they are but one system; they 
condition each other. Economic nationalism is the corollary of the 
present-day domestic policies of government interference with business 
and of national planning, as free trade was the complement of domes-
tic economic freedom. There can be protectionism in a country with 
domestic free trade, but where there is no domestic free trade protec-
tionism is indispensable. A national government’s might is limited to 
the territory subject to its sovereignty. It does not have the power to 
interfere directly with conditions abroad. Where there is free trade, for-
eign competition would even in the short run frustrate the aims sought 
by the various measures of government intervention with domestic 
business. When the domestic market is not to some extent insulated 
from foreign markets, there can be no question of government control. 
The further a nation goes on the road toward public regulation and 
regimentation, the more it is pushed toward economic isolation. Inter-
national division of labor becomes suspect because it hinders the full 
use of national sovereignty. The trend toward autarky is essentially a 
trend of domestic economic policies; it is the outcome of the endeavor 
to make the state paramount in economic matters.

Within a world of free trade and democracy there are no incentives 
for war and conquest. In such a world it is of no concern whether a 
nation’s sovereignty stretches over a larger or a smaller territory. Its citi-
zens cannot derive any advantage from the annexation of a province. 
Thus territorial problems can be treated without bias and passion; it is 
not painful to be fair to other people’s claims for self-determination. 
Free-trade Great Britain freely granted dominion status, i.e., virtual 
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autonomy and political independence, to the British settlements over-
seas, and ceded the Ionian Islands to Greece. Sweden did not venture 
military action to prevent the rupture of the bond linking Norway to 
Sweden; the royal house of Bernadotte lost its Norwegian crown, but 
for the individual citizen of Sweden it was immaterial whether or not 
his king was sovereign of Norway too. In the days of liberalism people 
could believe that plebiscites and the decisions of international tri-
bunals would peacefully settle all disputes among nations. What was 
needed to safeguard peace was the overthrow of antiliberal govern-
ments. Some wars and revolutions were still considered unavoidable 
in order to eliminate the last tyrants and to destroy some still-existing 
trade walls. And if this goal were ever attained, no more causes for war 
would be left. Mankind would be in a position to devote all its efforts 
to the promotion of the general welfare.

But while the humanitarians indulged in depicting the blessings of 
this liberal utopia, they did not realize that new ideologies were on the 
way to supplant liberalism and to shape a new order arousing antago-
nisms for which no peaceful solution could be found. They did not see 
it because they viewed these new mentalities and policies as the con-
tinuation and fulfi llment of the essential tenets of liberalism. Antiliber-
alism captured the popular mind disguised as true and genuine liberal-
ism. Today those styling themselves liberals are supporting programs 
entirely opposed to the tenets and doctrines of the old liberalism. They 
disparage private ownership of the means of production and the market 
economy, and are enthusiastic friends of totalitarian methods of eco-
nomic management. They are striving for government omnipotence, 
and hail every measure giving more power to offi cialdom and govern-
ment agencies. They condemn as a reactionary and an economic roy-
alist whoever does not share their predilection for regimentation.

These self-styled liberals and progressives are honestly convinced 
that they are true democrats. But their notion of democracy is just the 
opposite of that of the nineteenth century. They confuse democracy 
with socialism. They not only do not see that socialism and democ-
racy are incompatible but they believe that socialism alone means real 
democracy. Entangled in this error, they consider the Soviet system a 
variety of popular government.

European governments and parliaments have been eager for more 
than sixty years to hamper the operation of the market, to interfere 
with business, and to cripple capitalism. They have blithely ignored 
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the warnings of economists. They have erected trade barriers, they 
have fostered credit expansion and an easy money policy, they have 
taken recourse to price control, to minimum wage rates, and to subsi-
dies. They have transformed taxation into confi scation and expropria-
tion; they have proclaimed heedless spending as the best method to 
increase wealth and welfare. But when the inevitable consequences of 
such policies, long before predicted by the economists, became more 
and more obvious, public opinion did not place the blame on these 
cherished policies; it indicted capitalism. In the eyes of the public not 
anticapitalistic policies but capitalism is the root cause of economic de-
pression, of unemployment, of infl ation and rising prices, of monopoly 
and of waste, of social unrest and of war.

The fateful error that frustrated all the endeavors to safeguard peace 
was precisely that people did not grasp the fact that only within a world 
of pure, perfect, and unhampered capitalism are there no incentives 
for aggression and conquest. President Wilson was guided by the idea 
that only autocratic governments are warlike, while democracies can-
not derive any profi t from conquest and therefore cling to peace. What 
President Wilson and the other founders of the League of Nations did 
not see was that this is valid only within a system of private ownership 
of the means of production, free enterprise, and unhampered market 
economy. Where there is no economic freedom, things are entirely dif-
ferent. In our world of etatism,* in which every nation is eager to insu-
late itself and to strive toward autarky, it is quite wrong to assert that no 
man can derive any gain from conquest. In this age of trade walls and 
migration barriers, of foreign exchange control and of expropriation of 
foreign capital, there are ample incentives for war and conquest. Nearly 
every citizen has a material interest in the nullifi cation of measures 
by which foreign governments may injure him. Nearly every citizen is 
therefore eager to see his own country mighty and powerful, because 
he expects personal advantage from its military might. The enlarge-
ment of the territory subject to the sovereignty of its own government 
means at least relief from the evils which a foreign government has 
infl icted upon him.

We may for the moment abstain from dealing with the problem 
of whether democracy can survive under a system of government 

* The term “etatism” (derived from the French état—state) seems to me preferable to the newly 
coined term “statism.” It clearly expresses the fact that etatism did not originate in the Anglo-
Saxon countries, and has only lately got hold of the Anglo-Saxon mind.
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 interference with business or of socialism. At any rate it is beyond doubt 
that under etatism the plain citizens themselves turn toward aggression, 
provided the military prospects for success are favorable. Small nations 
cannot help being victimized by other nations’ economic nationalism. 
But big nations place confi dence in the valor of their armed forces. 
Present-day bellicosity is not the outcome of the greed of princes and of 
Junker oligarchies; it is a pressure group policy whose distinctive mark 
lies in the methods applied but not in the incentives and motives. Ger-
man, Italian, and Japanese workers strive for a higher standard of liv-
ing when fi ghting against other nations’ economic nationalism. They 
are badly mistaken; the means chosen are not appropriate to attain the 
ends sought. But their errors are consistent with the doctrines of class 
war and social revolution so widely accepted today. The imperialism of 
the Axis is not a policy that grew out of the aims of an upper class. If 
we were to apply the spurious concepts of popular Marxism, we should 
have to style it labor imperialism. Paraphrasing General Clausewitz’s 
famous dictum, one could say: it is only the continuation of domestic 
policy by other means, it is domestic class war shifted to the sphere of 
international relations.

For more than sixty years all European nations have been eager 
to assign more power to their governments, to expand the sphere of 
government compulsion and coercion, to subdue to the state all hu-
man activities and efforts. And yet pacifi sts have repeated again and 
again that it is no concern of the individual citizen whether his coun-
try is large or small, powerful or weak. They have praised the blessings 
of peace while millions of people all over the world were putting all 
their hopes upon aggression and conquest. They have not seen that 
the only means to lasting peace is to remove the root causes of war. It 
is true that these pacifi sts have made some timid attempts to oppose 
economic nationalism. But they have never attacked its ultimate cause, 
etatism—the trend toward government control of business—and thus 
their endeavors were doomed to fail.

Of course, the pacifi sts are aiming at a supernational world authority 
which could peacefully settle all confl icts between various nations and 
enforce its rulings by a supernational police force. But what is needed 
for a satisfactory solution of the burning problem of international rela-
tions is neither a new offi ce with more committees, secretaries, com-
missioners, reports, and regulations, nor a new body of armed execu-
tioners, but the radical overthrow of mentalities and domestic policies 
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which must result in confl ict. The lamentable failure of the Geneva 
experiment was precisely due to the fact that people, biased by the bu-
reaucratic superstitions of etatism, did not realize that offi ces and clerks 
cannot solve any problem. Whether or not there exists a supernational 
authority with an international parliament is of minor importance. The 
real need is to abandon policies detrimental to the interests of other na-
tions. No international authority can preserve peace if economic wars 
continue. In our age of international division of labor, free trade is the 
prerequisite for any amicable arrangement between nations. And free 
trade is impossible in a world of etatism.

The dictators offer us another solution. They are planning a “New 
Order,” a system of world hegemony of one nation or of a group of 
nations, supported and safeguarded by the weapons of victorious 
armies. The privileged few will dominate the immense majority of “in-
ferior” races. This New Order is a very old concept. All conquerors 
have aimed at it; Genghis Khan and Napoleon were precursors of the 
Führer. History has witnessed the failure of many endeavors to impose 
peace by war, coöperation by coercion, unanimity by slaughtering dis-
sidents. Hitler will not succeed better than they. A lasting order cannot 
be established by bayonets. A minority cannot rule if it is not supported 
by the consent of those ruled; the rebellion of the opppressed will over-
throw it sooner or later, even if it were to succeed for some time. But 
the Nazis have not even the chance to succeed for a short time. Their 
assault is doomed.

II

The present crisis of human civilization has its focal point in Germany. 
For more than half a century the Reich has been the disturber of the 
peace. The main concern of European diplomacy, in the thirty years 
preceding the fi rst World War, was to keep Germany in check by vari-
ous schemes and tricks. But for German bellicosity, neither the Czars’ 
craving for power nor the antagonisms and rivalries of the various na-
tionalities of southeastern Europe would have seriously disturbed the 

1. [By “the Geneva experiment” Mises means the League of Nations, an international orga-
nization established after World War I by the Versailles Treaty (1919) in the hope of preserving 
peace. Its offi ces were located in Geneva, Switzerland. The United States never joined. The 
League dissolved itself in April 1946 and transferred its Geneva headquarters to the newly es-
tablished post–World War II United Nations, headquartered in New York City.—Ed.]
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world’s peace. When the devices of appeasement broke down in 1914, 
the forces of hell burst forth.

The fruits of the victory of the Allies were lost by the shortcomings 
of the peace treaties, by the faults of the postwar policies, and by the 
ascendancy of economic nationalism. In the turmoil of these years be-
tween the two wars, when every nation was eager to infl ict as much 
harm on other nations as possible, Germany was free to prepare a more 
tremendous assault. But for the Nazis, neither Italy nor Japan would be 
a match for the United Nations. This new war is a German war as was 
the fi rst World War.

It is impossible to conceive the fundamental issues of this most ter-
rible of all wars ever fought without an understanding of the main facts 
of German history. A hundred years ago the Germans were quite dif-
ferent from what they are today. At that time it was not their ambi-
tion to surpass the Huns and to outdo Attila. Their guiding stars were 
Schiller and Goethe, Herder and Kant, Mozart and Beethoven. Their 
leitmotiv was liberty, not conquest and oppression. The stages of the 
process which transformed the nation once styled by foreign observ-
ers as that of the poets and thinkers into that of ruthless gangs of the 
Nazi Storm Troops ought to be known by everybody who wants to 
mold his own judgment on current world political affairs and prob-
lems. To understand the springs and tendencies of Nazi aggressiveness 
is of the highest importance both for the political and military con-
duct of the war and for the shaping of a durable postwar order. Many 
mistakes could have been avoided and many sacrifi ces spared by a 
better and clearer insight into the essence and the forces of German 
nationalism.

It is the task of the present book to trace the outlines of the changes 
and events which brought about the contemporary state of German 
and European affairs. It seeks to correct many popular errors which 
sprang from legends badly distorting historical facts and from doctrines 
misrepresenting economic developments and policies. It deals both 

2. [The term by which the World War II Allies are referred to throughout this book. On  January 1, 
1942, the U.S., U.K., U.S.S.R., China, and twenty-fi ve other nations signed a declaration desig-
nating themselves the United Nations, pledging to fi ght the Axis powers (Germany, Italy, and 
Japan) “and not to make a separate armistice or peace with the enemies.” The charter for the 
formal United Nations organization, replacing the earlier League of Nations, was not drawn up 
until 1945 and went into effect only after its ratifi cation on October 24, 1945.—Ed.]
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with history and with fundamental issues of sociology and economics. 
It tries not to neglect any point of view the elucidation of which is nec-
essary for a full description of the world’s Nazi problem.

III

In the history of the last two hundred years we can discern two dis-
tinctive ideological trends. There was fi rst the trend toward freedom, 
the rights of man, and self-determination. This individualism resulted 
in the fall of autocratic government, the establishment of democracy, 
the evolution of capitalism, technical improvements, and an unprec-
edented rise in standards of living. It substituted enlightenment for old 
superstitions, scientifi c methods of research for inveterate prejudices. It 
was an epoch of great artistic and literary achievements, the age of im-
mortal musicians, painters, writers, and philosophers. And it brushed 
away slavery, serfdom, torture, inquisition, and other remnants of the 
dark ages.

In the second part of this period individualism gave way to another 
trend, the trend toward state omnipotence. Men now seem eager to 
vest all powers in governments, i.e., in the apparatus of social compul-
sion and coercion. They aim at totalitarianism, that is, conditions in 
which all human affairs are managed by governments. They hail every 
step toward more government interference as progress toward a more 
perfect world; they are confi dent that the governments will transform 
the earth into a paradise. Characteristically, nowadays in the countries 
furthest advanced toward totalitarianism even the use of the individual 
citizen’s leisure time is considered as a task of the government. In Italy 
dopolavoro and in Germany Freizeitgestaltung are regular legitimate 
fi elds of government interference. To such an extent are men entan-
gled in the tenets of state idolatry that they do not see the paradox of a 
government-regulated leisure.

It is not the task of this book to deal with all the problems of statola-
try or etatism. Its scope is limited to the treatment of the consequences 
of etatism for international relations. In our age of international divi-
sion of labor, totalitarianism within several scores of sovereign national 
governments is self-contradictory. Economic considerations are push-
ing every totalitarian government toward world domination. The Soviet 
government is by the deed of its foundation not a national government 
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but a universal government, only by unfortunate conditions tempo-
rarily prevented from exercising its power in all countries. Its offi cial 
name does not contain any reference to Russia. It was the aim of Lenin 
to make it the nucleus of a world government; there are in every coun-
try parties loyal only to the Soviets, in whose eyes the domestic gov-
ernments are usurpers. It is not the merit of the Bolsheviks that these 
ambitious plans have not succeeded up to now and that the expected 
world revolution has not appeared. The Nazis have not changed the of-
fi cial designation of their country, the Deutsches Reich. But their liter-
ary champions consider the Reich the only legitimate government, and 
their political chiefs openly crave world hegemony. The intellectual 
leaders of Japan have been imbued at European universities with the 
spirit of etatism, and, back home, have revived the old tenet that their 
divine Emperor, the son of Heaven, has a fair title to rule all peoples. 
Even the Duce, in spite of the military impotence of his country, pro-
claimed his intention to reconstruct the ancient Roman Empire. Span-
ish Falangists babble about a restoration of the domain of Philip II.

In such an atmosphere there is no room left for the peaceful coöpera-
tion of nations. The ordeal through which mankind is going in our day 
is not the outcome of the operation of uncontrollable natural forces. It 
is rather the inevitable result of the working of doctrines and policies 
popular with millions of our contemporaries.

However, it would be a fateful mistake to assume that a return to 
the policies of liberalism abandoned by the civilized nations some de-
cades ago could cure these evils and open the way toward peaceful 
coöperation of nations and toward prosperity. If Europeans and the 
peoples of European descent in other parts of the earth had not yielded 
to etatism, if they had not embarked upon vast schemes of govern-
ment interference with business, our recent political, social, and eco-
nomic disasters could have been avoided. Men would live today under 
more satisfactory conditions and would not apply all their skill and all 
their intellectual powers to mutual extermination. But these years of 
antagonism and confl ict have left a deep impression on human men-
tality, which cannot easily be eradicated. They have marked the souls 
of men, they have disintegrated the spirit of human coöperation, and 
have engendered hatreds which can vanish only in centuries. Under 
present conditions the adoption of a policy of outright laissez faire and 
laissez passer on the part of the civilized nations of the West would 
be equivalent to an unconditional surrender to the totalitarian nations. 
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Take, for instance, the case of migration barriers. Unrestrictedly open-
ing the doors of the Americas, of Australia, and of Western Europe 
to immigrants would today be equivalent to opening the doors to the 
vanguards of the armies of Germany, Italy, and Japan.

There is no other system which could safeguard the smooth coördi-
nation of the peaceful efforts of individuals and nations but the system 
today commonly scorned as Manchesterism. We may hope—although 
such hopes are rather feeble—that the peoples of the Western demo-
cratic world will be prepared to acknowledge this fact, and to abandon 
their present-day totalitarian tendencies. But there can be no doubt 
that to the immense majority of men militarist ideas appeal much 
more than those of liberalism. The most that can be expected for the 
immediate future is the separation of the world into two sections: a 
liberal, democratic, and capitalist West with about one quarter of the 
total world population, and a militarist and totalitarian East embracing 
the much greater part of the earth’s surface and its population. Such a 
state of affairs will force upon the West policies of defense which will 
seriously hamper its efforts to make life more civilized and economic 
conditions more prosperous.

Even this melancholy image may prove too optimistic. There are 
no signs that the peoples of the West are prepared to abandon their 
policies of etatism. But then they will be prevented from giving up 
their mutual economic warfare, their economic nationalism, and from 
establishing peaceful relations among their own countries. Then we 
shall stand where the world stood in the period between the two world 
wars. The result will be a third war, more dreadful and more disastrous 
than its precursors.

It is the task of the last part of this book to discuss the conditions 
which could preserve at least for the Western democracies some 
amount of political and economic security. It is its aim to fi nd out 
whether there is any imaginable scheme which could make for durable 
peace in this age of the omnipotence of the state.

IV

The main obstacle both to every attempt to study in an unbiased way 
the social, political, and economic problems of our day, and to all en-
deavors to substitute more satisfactory policies for those which have re-
sulted in the present crisis of civilization, is to be found in the  stubborn, 
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intransigent dogmatism of our age. A new type of superstition has got 
hold of people’s minds, the worship of the state. People demand the 
exercise of the methods of coercion and compulsion, of violence and 
threat. Woe to anybody who does not bend his knee to the fashionable 
idols!

The case is obvious with present-day Russia and Germany. One can-
not dispose of this fact by calling the Russians and the Germans bar-
barians and saying that such things cannot and will not happen with 
the more civilized nations of the West. There are only a few friends of 
tolerance left in the West. The parties of the Left and of the Right are 
everywhere highly suspicious of freedom of thought. It is very charac-
teristic that in these years of the desperate struggle against the Nazi ag-
gression a distinguished British pro-Soviet author has the boldness to 
champion the cause of inquisition. “Inquisition,” says T. G. Crowther, 
“is benefi cial to science when it protects a rising class.” * For “the dan-
ger or value of an inquisition depends on whether it is used on behalf 
of a reactionary or a progressiving governing class.” † But who is “pro-
gressive” and who is “reactionary”? There is a remarkable difference 
with regard to this issue between Harold Laski and Alfred Rosenberg.

It is true that outside of Russia and Germany dissenters do not yet 
risk the fi ring squad or slow death in a concentration camp.‡ But few 
are any longer ready to pay serious attention to dissenting views. If a 
man tries to question the doctrines of etatism or nationalism, hardly 
anyone ventures to weigh his arguments. The heretic is ridiculed, 
called names, ignored. It has come to be regarded as insolent or out-
rageous to criticize the views of powerful pressure groups or political 

* Crowther, Social Relations of Science (London, 1941), p. 333.
† Ibid., p. 331.
‡ Fascism too is a totalitarian system of ruthless oppression. However, there still are some slight 
differences between Fascism on the one hand and Nazism and Bolshevism on the other hand. 
The philosopher and historian Benedetto Croce has lived in Naples, carefully shadowed by the 
police, but free to write and to publish several books imbued with the spirit of democracy and 
with the love of liberty. Professor Antonio Graziadei, a communist ex-member of the Italian 
Parliament, has clung unswervingly to his communistic ideas. Nevertheless he has lived in Italy 
and written and published (with the most eminent Italian publishing houses) books which are 
orthodox Marxian. There are still more cases of this type. Such exceptional facts do not alter 
the characteristic features of Fascism. But the historian does not have the right to ignore them.
3. [Harold Laski (1893–1950). English political scientist, Fabian socialist, and former British 
Labor Party chairman.—Ed.]
4. [Alfred Rosenberg (1893–1946). German Nazi leader and writer; hanged after the war as a 
Nazi war criminal.—Ed.]
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parties, or to doubt the benefi cial effects of state omnipotence. Public 
opinion has espoused a set of dogmas which there is less and less free-
dom to attack. In the name of progress and freedom both progress and 
freedom are being outlawed.

Every doctrine that has recourse to the police power or to other 
methods of violence or threat for its protection reveals its inner weak-
ness. If we had no other means to judge the Nazi doctrines, the single 
fact that they seek shelter behind the Gestapo would be suffi cient evi-
dence against them. Doctrines which can stand the trial of logic and 
reason can do without persecuting skeptics.

This war was not caused by Nazism alone. The failure of all other 
nations to stop the rise of Nazism in time and to erect a barrier against 
a new German aggression was not less instrumental in bringing about 
the disaster than were the events of Germany’s domestic evolution. 
There was no secrecy about the ambitions of the Nazis. The Nazis 
themselves advertised them in innumerable books and pamphlets, and 
in every issue of their numerous newspapers and periodicals. Nobody 
can reproach the Nazis with having concocted their plots clandestinely. 
He who had ears to hear and eyes to see could not help but know all 
about their aspirations.

The responsibility for the present state of world affairs lies with those 
doctrines and parties that have dominated the course of politics in the 
last decades. Indicting Nazism is a queer way to exculpate the culprits. 
Yes, the Nazis and their allies are bad people. But it should be the pri-
mary aim of politics to protect nations against the dangers originating 
from the hostile attitudes of bad people. If there were no bad people, 
there would not be any need for a government. If those in a position to 
direct the activities of governments do not succeed in preventing disas-
ter, they have given proof that they are not equal to their task.

There was in the last twenty-fi ve years but one political problem: 
to prevent the catastrophe of this war. But the politicians were either 
struck with blindness or incapable of doing anything to avoid the im-
pending disaster.

The parties of the Left are in the happy position of people who have 
received a revelation telling them what is good and what is bad. They 
know that private property is the source of all ills, and that public con-
trol of the means of production will transform the earth into a paradise. 
They wash their hands of any responsibility; this “imperialist” war is 
simply an outcome of capitalism, as all wars have been. But if we pass 
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in review the political activities of the socialist and communist parties 
in the Western democracies, we can easily discover that they did all 
that they could to encourage the Nazi plans for aggression. They have 
propagated the doctrine that disarmament and neutrality are the best 
means to stop the Nazis and the other Axis powers. They did not in-
tend to aid the Nazis. But if they had had this intention, they could not 
have acted differently.

The ideals of the Left are fully realized in Soviet Russia. Here is 
Marxism supreme; the proletarians alone rule. But Soviet Russia failed 
even more lamentably than any other nation in preventing this war. 
The Russians knew very well that the Nazis were eager to conquer the 
Ukraine. Nevertheless, they behaved as Hitler wanted them to behave. 
Their policies contributed a good deal to the ascendancy of Nazism in 
Germany, to the rearmament of Germany, and fi nally to the outbreak of 
the war. It is no excuse for them that they were suspicious of the capital-
ist nations. There is no excuse for a policy harmful to one’s own cause. 
No one can deny that the agreement of August, 1939, brought disaster 
for Russia. Stalin would have served his country far better by collaborat-
ing with Great Britain than by his compromise with the Nazis.

The same holds true for the conduct of all other European countries. 
One could hardly imagine a more fatuous policy than that of Poland, 
when in 1938 it annexed a part of Czechoslovakia, or that of Belgium, 
when in 1936 it severed the ties of the alliance which linked it with 
France. The fate of the Poles, the Czechs, the Norwegians, the Dutch, 
the Belgians, the Greeks, and the Yugoslavs deserves profound pity. But 
one cannot help asserting that they helped to bring their misfortune 
upon themselves. This second World War would never have broken 
out if the Nazis had expected to encounter on the fi rst day of hostilities 
a united and adequately armed front of Great Britain, France, Russia, 
the United States, and all the small democracies of Europe, led by a 
unifi ed command.

An investigation of the root causes of the ascendancy of Nazism 
must show not only how domestic German conditions begot Nazism 

5. [Soviet-German Nonaggression Pact.—Ed.]
6. [On October 14, 1936, Belgium denounced military alliance with France—on account of 
Germany’s reoccupation of the Rhineland—in order to resume liberty of action. This was a 
refl ection of Belgium’s determination not to become embroiled with Germany through the 
Franco-Russian Alliance.—Ed.]
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but also why all other nations failed to protect themselves against the 
havoc. Seen from the viewpoint of the British, the Poles, or the Aus-
trians, the chief question is not: What is wrong with the Nazis? but: 
What was wrong with our own policies with regard to the Nazi men-
ace? Faced with the problem of tuberculosis, doctors do not ask: What 
is wrong with the germs? but: What is wrong with our methods of pre-
venting the spread of the disease?

Life consists in adjusting oneself to actual conditions and in taking 
account of things as they really are, not as one would wish them to be. 
It would be more pleasant if there were neither germs nor dangerous 
barbarians. But he who wants to succeed has to fi x his glance upon 
reality, not to indulge in wishful dreams.

There is no hope left for a return to more satisfactory conditions if 
people do not understand that they have failed completely in the main 
task of contemporary politics. All present-day political, social, and eco-
nomic doctrines, and all parties and pressure groups applying them, 
are condemned by an unappealable sentence of history. Nothing can 
be expected from the future if men do not realize that they were on 
the wrong path.

It is not a mark of hostility to any nation to establish the fact that its 
policies were entirely wrong and have resulted in a disastrous failure. 
It is not a sign of hostility to the members of any class, pressure group, 
or organization to try to point out wherein they were mistaken and 
how they have contributed to the present unsatisfactory state of affairs. 
The main task of contemporary social science is to defy the taboo by 
which the established doctrines seek to protect their fallacies and errors 
against criticism. He who, in the face of the tremendous catastrophe 
whose consequences cannot yet be completely seen, still believes that 
there are some doctrines, institutions, or policies beyond criticism, has 
not grasped the meaning of the portents.

Let the example of Germany stand as a warning to us. German Kul-
tur was doomed on the day in 1870 when one of the most eminent Ger-
man scientists—Emil du Bois-Reymond—could publicly boast, without 
meeting contradiction, that the University of Berlin was “the intellec-
tual bodyguard of the house of Hohenzollern.” Where the universities 
become bodyguards and the scholars are eager to range themselves in 
a “scientifi c front,” the gates are open for the entry of barbarism. It is 
vain to fi ght totalitarianism by adopting totalitarian methods. Freedom 
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can only be won by men unconditionally committed to the principles 
of freedom. The fi rst requisite for a better social order is the return to 
unrestricted freedom of thought and speech.

V

Whoever wishes to understand the present state of political affairs must 
study history. He must know the forces which gave rise to our problems 
and confl icts. Historical knowledge is indispensable for those who want 
to build a better world.

Unfortunately the nationalists approach history in another temper. 
For them the past is not a source of information and instruction but an 
arsenal of weapons for the conduct of war. They search for facts which 
can be used as pretexts and excuses for their drives for aggression and 
oppression. If the documents available do not provide such facts, they 
do not shrink from distorting truth and from falsifying documents.

In the early nineteenth century a Czech forged a manuscript in or-
der to prove that his people’s medieval ancestors had already reached 
a high stage of civilization and had produced fi ne literary works. For 
many decades Czech scholars fanatically asserted the authenticity of 
this poem, and for a long time the offi cial curriculum of the Czech 
state gymnasiums of old Austria made its reading and interpretation 
the main topic in the teaching of Czech literature. About fi fty years 
later a German forged the Ura Linda Chronicle in order to prove that 
the “Nordics” created a civilization older and better than that of any 
other people. There are still Nazi professors who are not ready to admit 
that this chronicle is the clumsy forgery of an incompetent and stupid 
backwoodsman. But let us assume for the sake of argument that these 
two documents are authentic. What could they prove for the nation-
alists’ aspirations? Do they support the claim of the Czechs to deny 
autonomy to several million Germans and Slovaks, or the claim of the 
Germans to deny autonomy to all Czechs?

There is, for instance, the spurious dispute as to whether Nicholas 
Copernicus was a Pole or a German. The documents available do not 
solve the problem. It is at any rate certain that Copernicus was edu-
cated in schools and universities whose only language was Latin, that 
he knew no other mathematical and astronomical books than those 
written in Latin or Greek, and that he himself wrote his treatises in 
Latin only. But let us assume for the sake of argument that he really 
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was the son of parents whose language was German. Could this pro-
vide a justifi cation for the methods applied by the Germans in dealing 
with the Poles? Does it exculpate the German schoolteachers who—in 
the fi rst decade of our century—fl ogged small children whose parents 
objected to the substitution of the German catechism for the Polish 
catechism in the schools of Prussia’s Polish provinces? Does it today 
entitle the Nazis to slaughter Polish women and children?

It is futile to advance historical or geographical reasons in support 
of political ambitions which cannot stand the criticism of democratic 
principles. Democratic government can safeguard peace and interna-
tional coöperation because it does not aim at the oppression of other 
peoples. If some peoples pretend that history or geography gives them 
the right to subjugate other races, nations, or peoples, there can be no 
peace.

It is unbelievable how deep-rooted these vicious ideas of hegemony, 
domination, and oppression are even among the most distinguished 
contemporaries. Señor Salvador de Madariaga is one of the most inter-
nationally minded of men. He is a scholar, a statesman, and a writer, 
and is perfectly familiar with the English and French languages and lit-
eratures. He is a democrat, a progressive, and an enthusiastic supporter 
of the League of Nations and of all endeavors to make peace durable. 
Yet his opinions on the political problems of his own country and nation 
are animated by the spirit of intransigent nationalism. He condemns 
the demands of the Catalans and the Basques for independence, and 
advocates Castilian hegemony for racial, historical, geographical, lin-
guistic, religious, and economic considerations. It would be justifi able 
if Sr. Madariaga were to refute the claims of these linguistic groups on 
the ground that it is impossible to draw undisputed border lines and 
that their independence would therefore not eliminate but perpetuate 
the causes of confl ict; or if he were in favor of a transformation of the 
Spanish state of Castilian hegemony into a state in which every linguis-
tic group enjoyed the freedom to use its own idiom. But this is not at 
all the plan of Sr. Madariaga. He does not advocate the substitution of 
a supernational government of the three linguistic groups, Castilians, 
Catalans, and Basques, for the Castile-dominated state of Spain. His 
ideal for Spain is Castilian supremacy. He does not want “Spain to let 
go the work of centuries in one generation.” *  However, this work was 

* Madariaga, Spain (London, 1942), p. 176.
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not an achievement of the peoples concerned; it was the result of dy-
nastic intermarriage. Is it right to object to the claims of the Catalans 
that in the twelfth century the Count of Barcelona married the King of 
Aragon’s daughter and that in the fi fteenth century the King of Aragon 
married the Queen of Castile?

Sr. Madariaga goes even further and denies to the Portuguese the 
right of autonomy and statehood. For “the Portuguese is a Spaniard 
with his back to Castile and his eyes on the Atlantic Sea.” * Why, then, 
did not Spain absorb Portugal too? To this Sr. Madariaga gives a strange 
answer: “Castile could not marry both east and west at one time”; per-
haps Isabel, “being a woman after all, . . . preferred Ferdinand’s looks 
to Alfonso’s, for of such things, also, history is made.” †

Sr. Madariaga is right in quoting an eminent Spanish author, Ángel 
Ganivet, to the effect that a union of Spain and Portugal must be the 
outcome “of their own free will,” ‡ But the trouble is that the Portu-
guese do not long for Castilian or Spanish over-lordship.

Still more amazing are Sr. Madariaga’s views on Spain’s colonial and 
foreign affairs. Speaking of the American colonies, he observes that the 
Spanish monarchy organized them “faithful to its guiding principle—
the fraternity of all men.” § However, Bolivar, San Martin, and Morelos 
did not like this peculiar brand of fraternity. Then Sr. Madariaga tries 
to justify Spanish aspirations in Morocco by alluding to Spain’s “posi-
tion which history, geography and inherent destiny seemed obviously 
to suggest.” || For an unbiased reader there is hardly any difference 
between such an “inherent destiny” and the mystical forces to which 
Messrs. Hitler, Mussolini, and Stalin refer in annexing small countries. 
If “inherent destiny” justifi es Spanish ambitions in Morocco, does it 
not in the same way support Russian appetites for the Baltic countries 
and Caucasian Georgia, German claims with regard to Bohemia and 
the Netherlands, Italy’s title to Mediterranean supremacy?

We cannot eradicate the past from our memories. But it is not the 
task of history to kindle new confl icts by reviving hatreds long since 
dead and by searching the archives for pretexts for new confl icts. We 
do not have to revenge crimes committed centuries ago by kings and 

* Ibid., p. 185.
† Ibid., p. 187.
‡ Ibid., p. 197.
§ Ibid., p. 49.
|| Ibid., p. 200.
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conquerors; we have to build a new and better world order. It is without 
any relevance to the problems of our time whether the age-old antago-
nisms between the Russians and the Poles were initiated by Russian or 
by Polish aggression, or whether the atrocities committed in the Palati-
nate by the mercenaries of Louis XIV were more nefarious than those 
committed by the Nazis today. We have to prevent once and for all the 
repetition of such outrages. This aim alone can elevate the present war 
to the dignity of mankind’s most noble undertaking. The pitiless anni-
hilation of Nazism is the fi rst step toward freedom and peace.

Neither destiny nor history nor geography nor anthropology must 
hinder us from choosing those methods of political organization which 
can make for durable peace, international coöperation, and economic 
prosperity.
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I

German Liberalism

1. The Ancien Régime and Liberalism

It is a fundamental mistake to believe that Nazism is a revival or a con-
tinuation of the policies and mentalities of the ancien régime or a dis-
play of the “Prussian spirit.” Nothing in Nazism takes up the thread of 
the ideas and institutions of older German history. Neither Nazism nor 
Pan-Germanism, from which Nazism stems and whose consequent 
evolution it represents, is derived from the Prussianism of Frederick 
William I or Frederick II, called the Great. Pan-Germanism and Na-
zism never intended to restore the policy of the electors of Brandenburg 
and of the fi rst four kings of Prussia. They have sometimes depicted as 
the goal of their endeavors the return of the lost paradise of old Prus-
sia; but this was mere propaganda talk for the consumption of a public 
which worshiped the heroes of days gone by. Nazism’s program does 
not aim at the restoration of something past but at the establishment of 
something new and unheard of.

The old Prussian state of the house of Hohenzollern was completely 
destroyed by the French on the battlefi elds of Jena and Auerstädt (1806). 
The Prussian Army surrendered at Prenzlau and Ratkau, the garrisons 
of the more important fortresses and citadels capitulated without fi ring 
a shot. The King took refuge with the Czar, whose mediation alone 
brought about the preservation of his realm. But the old Prussian state 
was internally broken down long before this military defeat; it had long 
been decomposed and rotten, when Napoleon gave it the fi nishing 
stroke. For the ideology on which it was based had lost all its power; it 
had been disintegrated by the assault of the new ideas of liberalism.

Like all the other princes and dukes who have established their sover-
eign rule on the debris of the Holy Roman Empire of the  Teutonic Na-
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tion, the Hohenzollerns too regarded their territory as a family  estate, 
whose boundaries they tried to expand through violence, ruse, and 
family compacts. The people living within their possessions were sub-
jects who had to obey orders. They were appurtenances of the soil, the 
property of the ruler who had the right to deal with them ad libitum. 
Their happiness and welfare were of no concern.

Of course, the king took an interest in the material well-being of 
his subjects. But this interest was not founded on the belief that it is 
the purpose of civil government to make the people prosperous. Such 
ideas were deemed absurd in eighteenth-century Germany. The king 
was eager to increase the wealth of the peasantry and the townsfolk be-
cause their income was the source from which his revenue was derived. 
He was not interested in the subject but in the taxpayer. He wanted to 
derive from his administration of the country the means to increase his 
power and splendor. The German princes envied the riches of Western 
Europe, which provided the kings of France and of Great Britain with 
funds for the maintenance of mighty armies and navies. They encour-
aged commerce, trade, mining, and agriculture in order to raise the 
public revenue. The subjects, however, were simply pawns in the game 
of the rulers.

But the attitude of these subjects changed considerably at the end 
of the eighteenth century. From Western Europe new ideas began to 
penetrate into Germany. The people, accustomed to obey blindly the 
God-given authority of the princes, heard for the fi rst time the words 
liberty, self-determination, rights of man, parliament, constitution. 
The Germans learned to grasp the meaning of dangerous watchwords.

No German has contributed anything to the elaboration of the 
great system of liberal thought, which has transformed the structure 
of society and replaced the rule of kings and royal mistresses by the 
government of the people. The philosophers, economists, and sociolo-
gists who developed it thought and wrote English or French. In the 
eighteenth century the Germans did not even succeed in achieving 
readable translations of these English, Scotch, and French authors. 
What German idealistic philosophy produced in this fi eld is poor in-
deed when compared with contemporary English and French thought. 
But German intellectuals welcomed Western ideas of freedom and the 
rights of man with enthusiasm. German classical literature is imbued 
with them, and the great German composers set to music verses sing-
ing the praises of liberty. The poems, plays, and other writings of Fred-
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erick Schiller are from beginning to end a hymn to liberty. Every word 
written by Schiller was a blow to the old political system of Germany; 
his works were fervently greeted by nearly all Germans who read books 
or frequented the theater. These intellectuals, of course, were a minor-
ity only. To the masses books and theaters were unknown. They were 
the poor serfs in the eastern provinces, they were the inhabitants of the 
Catholic countries, who only slowly succeeded in freeing themselves 
from the tight grasp of the Counter-Reformation. Even in the more 
advanced western parts and in the cities there were still many illiterates 
and semiliterates. These masses were not concerned with any political 
issue; they obeyed blindly, because they lived in fear of punishment 
in hell, with which the church threatened them, and in a still greater 
fear of the police. They were outside the pale of German civilization 
and German cultural life; they knew only their regional dialects, and 
could hardly converse with a man who spoke only the German liter-
ary language or another dialect. But the number of these backward 
people was steadily decreasing. Economic prosperity and education 
spread from year to year. More and more people reached a standard 
of living which allowed them to care for other things besides food and 
shelter, and to employ their leisure in something more than drinking. 
Whoever rose from misery and joined the community of civilized men 
became a liberal. Except for the small group of princes and their aris-
tocratic retainers practically everyone interested in political issues was 
liberal. There were in Germany in those days only liberal men and 
indifferent men; but the ranks of the indifferent continually shrank, 
while the ranks of the liberals swelled.

All intellectuals sympathized with the French Revolution. They 
scorned the terrorism of the Jacobins but unswervingly approved the 
great reform. They saw in Napoleon the man who would safeguard 
and complete these reforms and—like Beethoven—took a dislike to 
him as soon as he betrayed freedom and made himself emperor.

Never before had any spiritual movement taken hold of the whole 
German people, and never before had they been united in their feel-
ings and ideas. In fact the people, who spoke German and were the 
subjects of the Empire’s princes, prelates, counts, and urban patricians, 
became a nation, the German nation, by their reception of the new 
ideas coming from the West. Only then there came into being what 
had never existed before: a German public opinion, a German public, 
a German literature, a German Fatherland. The Germans now began 
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to understand the meaning of the ancient authors which they had read 
in school. They now conceived the history of their nation as something 
more than the struggle of princes for land and revenues. The subjects 
of many hundreds of petty lords became Germans through the accep-
tance of Western ideas.

This new spirit shook the foundations on which the princes had built 
their thrones—the traditional loyalty and subservience of the subjects 
who were prepared to acquiesce in the despotic rule of a group of privi-
leged families. The Germans dreamed now of a German state with 
parliamentary government and the rights of man. They did not care 
for the existing German states. Those Germans who styled themselves 
“patriots,” the new-fangled term imported from France, despised these 
seats of despotic misrule and abuse. They hated the tyrants. And they 
hated Prussia most because it appeared to be the most powerful and 
therefore most dangerous menace to German freedom.

The Prussian myth, which the Prussian historians of the nineteenth 
century fashioned with a bold disregard of facts, would have us believe 
that Frederick II was viewed by his contemporaries as they themselves 
represent him—as the champion of Germany’s greatness, protagonist 
in Germany’s rise to unity and power, the nation’s hero. Nothing could 
be further from the truth. The military campaigns of the warrior king 
were to his contemporaries struggles to increase the possessions of 
the house of Brandenburg, which concerned the dynasty only. They 
admired his strategical talents but they detested the brutalities of the 
Prussian system. Whoever praised Frederick within the borders of his 
realm did so from necessity, to evade the indignation of a prince who 
wreaked stern vengeance upon every foe. When people outside of Prus-
sia praised him, they were disguising criticism of their own rulers. The 
subjects of petty princes found this irony the least dangerous way to 
disparage their pocket-size Neros and Borgias. They glorifi ed his mili-
tary achievements but called themselves happy because they were not 
at the mercy of his whims and cruelties. They approved of Frederick 
only in so far as he fought their domestic tyrants.

At the end of the eighteenth century German public opinion was as 
unanimously opposed to the ancien régime as in France on the eve of 
the Revolution. The German people witnessed with indifference the 
French annexation of the left bank of the Rhine, the defeats of Austria 
and of Prussia, the breaking up of the Holy Empire, and the establish-
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ment of the Rhine Confederacy. They hailed the reforms forced upon 
the governments of all their states by the ascendancy of the French 
ideas. They admired Napoleon as a great general and ruler just as they 
had previously admired Frederick of Prussia. The Germans began to 
hate the French only when—like the French subjects of the Emperor—
they fi nally became tired of the endless burdensome wars. When the 
Great Army had been wrecked in Russia, the people took an interest in 
the campaigns which fi nished Napoleon, but only because they hoped 
that his downfall would result in the establishment of parliamentary 
government. Later events dispelled this illusion, and there slowly grew 
the revolutionary spirit which led to the upheaval of 1848.

It has been asserted that the roots of present-day nationalism and 
Nazism are to be found in the writings of the Romantics, in the plays 
of Heinrich von Kleist, and in the political songs which accompanied 
the fi nal struggle against Napoleon. This, too, is an error. The sophis-
ticated works of the Romantics, the perverted feelings of Kleist’s plays, 
and the patriotic poetry of the wars of liberation did not appreciably 
move the public; and the philosophical and sociological essays of those 
authors who recommended a return to medieval institutions were con-
sidered abstruse. People were not interested in the Middle Ages but in 
the parliamentary activities of the West. They read the books of Goethe 
and Schiller, not of the Romantics; went to the plays of Schiller, not of 
Kleist. Schiller became the preferred poet of the nation; in his enthu-
siastic devotion to liberty the Germans found their political ideal. The 
celebration of Schiller’s hundredth anniversary (in 1859) was the most 
impressive political demonstration that ever took place in Germany. 
The German nation was united in its adherence to the ideas of Schil-
ler, to the liberal ideas.

All endeavors to make the German people desert the cause of free-
dom failed. The teachings of its adversaries had no effect. In vain Met-
ternich’s police fought the rising tide of liberalism.

Only in the later decades of the nineteenth century was the hold 
of liberal ideas shaken. This was effected by the doctrines of etatism. 
Etatism—we will have to deal with it later—is a system of socio- political 
ideas which has no counterpart in older history and is not linked up 
with older ways of thinking, although—with regard to the technical 
character of the policies which it recommends—it may with some justi-
fi cation be called neo-Mercantilism.
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2. The Weakness of German Liberalism

At about the middle of the nineteenth century those Germans inter-
ested in political issues were united in their adherence to liberalism. 
Yet the German nation did not succeed in shaking off the yoke of abso-
lutism and in establishing democracy and parliamentary government. 
What was the reason for this?

Let us fi rst compare German conditions with those of Italy, which 
was in a similar situation. Italy, too, was liberal minded, but the Ital-
ian liberals were impotent. The Austrian Army was strong enough to 
defeat every revolutionary upheaval. A foreign army kept Italian liber-
alism in check; other foreign armies freed Italy from this control. At 
Solferino, at Königgrätz, and at the banks of the Marne the French, 
the Prussians, and the English fought the battles which rendered Italy 
independent of the Habsburgs.

Just as Italian liberalism was no match for the Austrian Army, so 
German liberalism was unable to cope with the armies of Austria and 
Prussia. The Austrian Army consisted mainly of non-German soldiers. 
The Prussian Army, of course, had mostly German-speaking men in 
its ranks; the Poles, the other Slavs, and the Lithuanians were a minor-
ity only. But a great number of these men speaking one of the German 
dialects were recruited from those strata of society which were not yet 
awakened to political interests. They came from the eastern provinces, 
from the eastern banks of the Elbe River. They were mostly illiterate, 
and unfamiliar with the mentality of the intellectuals and of the towns-
folk. They had never heard anything about the new ideas; they had 
grown up in the habit of obeying the Junker, who exercised executive 
and judicial power in their village, to whom they owed imposts and 
corvée (unpaid statute labor), and whom the law considered as their le-
gitimate overlord. These virtual serfs were not capable of disobeying an 
order to fi re upon the people. The Supreme War Lord of the Prussian 
Army could trust them. These men, and the Poles, formed the detach-
ments which defeated the Prussian Revolution in 1848.

Such were the conditions which prevented the German liberals from 
suiting their actions to their word. They were forced to wait until the 
progress of prosperity and education could bring these backward peo-
ple into the ranks of liberalism. Then, they were convinced, the victory 
of liberalism was bound to come. Time worked for it. But, alas, events 
belied these expectations. It was the fate of Germany that before this 
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triumph of liberalism could be achieved liberalism and liberal ideas 
were overthrown—not only in Germany but everywhere—by other 
ideas, which again penetrated into Germany from the West. German 
liberalism had not yet fulfi lled its task when it was defeated by etatism, 
nationalism, and socialism.

3. The Prussian Army

The Prussian Army which fought in the battles of Leipzig and Water-
loo was very different from the army which Frederick William I had 
organized and which Frederick II had commanded in three great wars. 
That old army of Prussia had been smashed and destroyed in the cam-
paign of 1806 and never revived.

The Prussian Army of the eighteenth century was composed of men 
pressed into service, brutally drilled by fl ogging, and held together by a 
barbaric discipline. They were mainly foreigners. The kings preferred 
foreigners to their own subjects. They believed that their subjects could 
be more useful to the country when working and paying taxes than 
when serving in the armed forces. In 1742 Frederick II set as his goal 
that the infantry should consist of two thirds foreigners and one third 
natives. Deserters from foreign armies, prisoners of war, criminals, 
vagabonds, tramps, and people whom the crimps had entrapped by 
fraud and violence were the bulk of the regiments. These soldiers were 
prepared to profi t by every opportunity for escape. Prevention of deser-
tion was therefore the main concern of the conduct of military affairs. 
Frederick II begins his main treatise of strategy, his General Principles 
of Warfare, with the exposition of fourteen rules on how to hinder de-
sertion. Tactical and even strategical considerations had to be subor-
dinated to the prevention of desertion. The troops could only be em-
ployed when tightly assembled together. Patrols could not be sent out. 
Strategical pursuit of a defeated enemy force was impossible. Marching 
or attacking at night and camping near forests were strictly avoided. 
The soldiers were ordered to watch each other constantly, both in war 
and in peace. Civilians were obliged by the threat of the heaviest pen-
alties to bar the way to deserters, to catch them, and deliver them to 
the army.

The commissioned offi cers of this army were as a rule noblemen. 
Among them, too, were many foreigners; but the greater number 
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 belonged to the Prussian Junker class. Frederick II repeats again and 
again in his writings that commoners are not fi t for commissions be-
cause their minds are directed toward profi t, not honor. Although a 
military career was very profi table, as the commander of a company 
drew a comparatively high income, a great part of the landed aristoc-
racy objected to the military profession for their sons. The kings used 
to send out policemen to kidnap the sons of noble landowners and 
put them into their military schools. The education provided by these 
schools was hardly more than that of an elementary school. Men with 
higher education were very rare in the ranks of Prussian commissioned 
offi cers.*

Such an army could fi ght and—under an able commander— conquer 
only as long as it encountered armies of a similar structure. It scattered 
like chaff when it had to fi ght the forces of Napoleon.

The armies of the French Revolution and of the fi rst Empire were re-
cruited from the people. They were armies of free men, not of crimped 
scum. Their commanders did not fear desertion. They could there-
fore abandon the traditional tactics of moving forward in deployed 
lines and of fi ring volleys without taking aim. They could adopt a new 
method of combat, that is, fi ghting in columns and skirmishing. The 
new structure of the army brought fi rst a new tactic and then a new 
strategy. Against these the old Prussian Army proved impotent.

The French pattern served as a model for the organization of the 
Prussian Army in the years 1808–13. It was built upon the principle 
of compulsory service of all men physically fi t. The new army stood 
the test in the wars of 1813–15. Consequently its organization was not 
changed for about half a century. How this army would have fought 
in another war against a foreign aggressor will never be known; it was 
spared this trial. But one thing is beyond doubt, and was attested by 
events in the Revolution of 1848: only a part of it could be relied on in a 
fi ght against the people, the “domestic foe” of the government, and an 
unpopular war of aggression could not be waged with these soldiers.

In suppressing the Revolution of 1848 only the regiments of the Royal 
Guards, whose men were selected for their allegiance to the King, the 
cavalry, and the regiments recruited from the eastern provinces could 
be considered absolutely reliable. The army corps recruited from the 

1. [The Junkers were members of the landed aristocracy of Prussia.—Ed.]
* Delbrück, Geschichte der Kriegskunst (Berlin, 1920), part IV, pp. 273 ff., 348 ff.
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west, the militia (Landwehr), and the reservists of many eastern regi-
ments were more or less infected by liberal ideas.

The men of the guards and of the cavalry had to give three years 
of active service, as against two years for the other parts of the forces. 
Hence the generals concluded that two years was too short a time to 
transform a civilian into a soldier unconditionally loyal to the King. 
What was needed in order to safeguard the political system of Prussia 
with its royal absolutism exercised by the Junkers was an army of men 
ready to fi ght—without asking questions—against everybody whom 
their commanders ordered them to attack. This army—His Majesty’s 
army, not an army of the Parliament or of the people—would have the 
task of defeating any revolutionary movement within Prussia or within 
the smaller states of the German Confederation, and of repelling pos-
sible invasions from the West which could force the German princes to 
grant constitutions and other concessions to their subjects. In Europe 
of the 1850’s, where the French Emperor and the British Prime Minis-
ter, Lord Palmerston, openly professed their sympathies with the popu-
lar movements menacing the vested interests of kings and aristocrats, 
the army of the house of Hohenzollern was the rocher de bronze amid 
the rising tide of liberalism. To make this army reliable and invincible 
meant not only preserving the Hohenzollerns and their aristocratic 
retainers; it meant much more: the salvation of civilization from the 
threat of revolution and anarchy. Such was the philosophy of Frederick 
Julius Stahl and of the Right-wing Hegelians, such were the ideas of 
the Prussian historians of the Kleindeutsche school of history, such was 
the mentality of the military party at the court of King Frederick Wil-
liam IV. This King, of course, was a sickly neurotic, whom every day 
brought nearer to complete mental disability. But the generals, led by 
General von Roon and backed by Prince William, the King’s brother 
and heir apparent to the throne, were clearheaded and steadily pursued 
their aim.

The partial success of the revolution had resulted in the establish-
ment of a Prussian Parliament. But its prerogatives were so restricted 
that the Supreme War Lord was not prevented from adopting those 
measures which he deemed indispensable for rendering the army a 
more reliable instrument in the hands of its commanders.

The experts were fully convinced that two years of active service was 
suffi cient for the military training of the infantry. Not for reasons of a 
technical military character but for purely political considerations the 
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King prolonged active service for the infantry regiments of the line 
from two years to two and a half in 1852 and to three in 1856. Through 
this measure the chances of success against a repetition of the revolu-
tionary movement were greatly improved. The military party was now 
confi dent that for the immediate future they were strong enough, with 
the Royal Guards and with the men doing active service in the regi-
ments of the line, to conquer poorly armed rebels. Relying on this, they 
decided to go further and thoroughly reform the organization of the 
armed forces.

The goal of this reform was to make the army both stronger and 
more loyal to the King. The number of infantry battalions would be 
almost doubled, the artillery increased 25 per cent, and many new 
regiments of cavalry formed. The number of yearly recruits would be 
raised from under 40,000 to 63,000, and the ranks of commissioned of-
fi cers increased correspondingly. On the other hand the militia would 
be transformed into a reserve of the active army. The older men were 
discharged from service in the militia as not fully reliable. The higher 
ranks of the militia would be entrusted to commissioned offi cers of the 
professional corps.*

Conscious of the strength which the prolongation of active service 
had already given them, and confi dent that they would for the time be-
ing suppress a revolutionary attempt, the court carried out this reform 
without consulting Parliament. The King’s lunacy had in the mean-
while become so manifest that Prince William had to be installed as 
prince regent; the royal power was now in the hands of a tractable ad-
herent of the aristocratic clique and of the military hotspurs. In 1859, 
during the war between Austria and France, the Prussian Army had 
been mobilized as a measure of precaution and to safeguard neutral-
ity. The demobilization was effected in such a manner that the main 
objectives of the reform were attained. In the spring of 1860 all the 
newly planned regiments had already been established. Only then the 
cabinet brought the reform bill to Parliament and asked it to vote the 
expenditure involved.†

The struggle against this army bill was the last political act of Ger-
man liberalism.

* Ziekursch, Politische Geschichte des neuen deutschen Kaiserreichs (Frankfurt, 1925–30), I, 
pp. 29 ff.
† Sybel, Die Begründung des deutschen Reiches unter Wilhelm I (2d ed. Munich, 1889), II, 
p. 375; Ziekursch, op. cit., I, p. 42.
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4. The Constitutional Confl ict in Prussia

The Progressives, as the liberals in the Prussian lower chamber (cham-
ber of deputies) called their party, bitterly opposed the reform. The 
chamber voted repeatedly against the bill and against the budget. The 
King—Frederick William IV had now died and William I had suc-
ceeded him—dissolved Parliament, but the electors returned a major-
ity of Progressives. The King and his ministers could not break the op-
position of the legislative body. But they clung to their plan and carried 
on without constitutional approval and parliamentary assent. They led 
the new army into two campaigns, and defeated Denmark in 1864 and 
Austria in 1866. Only then, after the annexation of the kingdom of Ha-
nover, the possessions of the Elector of Hessen, the duchies of Nassau, 
Schleswig, and Holstein, and the Free City of Frankfurt, after the es-
tablishment of Prussian hegemony over all states of Northern Germany 
and the conclusion of military conventions with the states of Southern 
Germany by which these too surrendered to the Hohenzollern, did the 
Prussian Parliament give in. The Progressive party split, and some of 
its former members supported the government. Thus the King got a 
majority. The chamber voted indemnifi cation for the unconstitutional 
conduct of affairs by the government and belatedly sanctioned all mea-
sures and expenditures which they had opposed for six years. The great 
Constitutional Confl ict resulted in full success for the King and in a 
complete defeat for liberalism.

When a delegation of the chamber of deputies brought the King the 
Parliament’s accommodating answer to his royal speech at the opening 
of the new session, he haughtily declared that it was his duty to act as 
he had in the last years and that he would act the same way in the fu-
ture too should similar conditions occur again. But in the course of the 
confl ict he had more than once despaired. In 1862 he had lost all hope 
of defeating the resistance of the people and was ready to abdicate. 
General von Roon urged him to make a last attempt by appointing 
Bismarck prime minister. Bismarck rushed from Paris, where he repre-
sented Prussia at the court of Napoleon III. He found the King “worn 
out, depressed, and discouraged.” When Bismarck tried to  explain his 
own view of the political situation, William interrupted him, saying: “I 
see exactly how all this will turn out. Right here, in this Opera square 
on which these windows look, they will behead fi rst you and a little 
later me too.” It was hard work for Bismarck to infuse courage into the 
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trembling Hohenzollern. But fi nally, Bismarck reports, “My words ap-
pealed to his military honor and he saw himself in the position of an 
offi cer who has the duty of defending his post unto death.” *

Still more frightened than the King were the Queen, the royal 
princes, and many generals. In England Queen Victoria spent sleep-
less nights thinking of the position of her eldest daughter married to 
the Prussian Crown Prince. The royal palace of Berlin was haunted by 
the ghosts of Louis XVI and Marie Antoinette.

All these fears, however, were unfounded. The Progressives did 
not venture a new revolution, and they would have been defeated if 
they had.

These much-abused German liberals of the 1860’s, these men of 
studious habits, these readers of philosophical treatises, these lovers of 
music and poetry, understood very well why the upheaval of 1848 had 
failed. They knew that they could not establish popular government 
within a nation where many millions were still caught in the bonds of 
superstition, boorishness, and illiteracy. The political problem was es-
sentially a problem of education. The fi nal success of liberalism and de-
mocracy was beyond doubt. The trend toward parliamentary rule was 
irresistible. But the victory of liberalism could be achieved only when 
those strata of the population from which the King drew his reliable 
soldiers should have become enlightened and thereby transformed into 
supporters of liberal ideas. Then the King would be forced to surren-
der, and the Parliament would obtain supremacy without bloodshed.

The liberals were resolved to spare the German people, whenever 
possible, the horrors of revolution and civil war. They were confi dent 
that in a not-too-distant future they themselves would get full control 
of Prussia. They had only to wait.

5. The “Little German” Program

The Prussian Progressives did not fi ght in the Constitutional Confl ict 
for the destruction or weakening of the Prussian Army. They realized 
that under the circumstances Germany was in need of a strong army 
for the defense of its independence. They wanted to wrest the army 
from the King and to transform it into an instrument for the  protection 

* Bismarck, Gedanken und Erinnerungen (new ed. Stuttgart, 1922), I, pp. 325 ff.
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of German liberty. The issue of the confl ict was whether the King or 
Parliament should control the army.

The aim of German liberalism was the replacement of the scandal-
ous administration of the thirty-odd German states by a unitary lib-
eral government. Most of the liberals believed that this future German 
state must not include Austria. Austria was very different from the other 
German-speaking countries; it had problems of its own which were for-
eign to the rest of the nation. The liberals could not help seeing Aus-
tria as the most dangerous obstacle to German freedom. The Austrian 
court was dominated by the Jesuits, its government had concluded a 
concordat with Pius IX, the pope who ardently combated all modern 
ideas. But the Austrian Emperor was not prepared to renounce volun-
tarily the position which his house had occupied for more than four 
hundred years in Germany. The liberals wanted the Prussian Army 
strong because they were afraid of Austrian hegemony, a new Counter-
Reformation, and the reëstablishment of the reactionary system of the 
late Prince Metternich. They aimed at a unitary government for all 
Germans outside of Austria (and Switzerland). They therefore called 
themselves Little Germans (Kleindeutsche) as contrasted to the Great 
Germans (Grossdeutsche) who wanted to include those parts of Austria 
which had previously belonged to the Holy Empire.

But there were, besides, other considerations of foreign policy to rec-
ommend an increase in the Prussian Army. France was in those years 
ruled by an adventurer who was convinced that he could preserve his 
emperorship only by fresh military victories. In the fi rst decade of his 
reign he had already waged two bloody wars. Now it seemed to be Ger-
many’s turn. There was little doubt that Napoleon III toyed with the 
idea of annexing the left bank of the Rhine. Who else could protect 
Germany but the Prussian Army?

Then there was one problem more, Schleswig-Holstein. The citizens 
of Holstein, of Lauenburg, and of southern Schleswig bitterly opposed 
the rule of Denmark. The German liberals cared little for the sophis-
ticated arguments of lawyers and diplomats concerning the claims of 
various pretenders to the succession in the Elbe duchies. They did not 
believe in the doctrine that the question of who should rule a coun-
try must be decided according to the provisions of feudal law and of 
century-old family compacts. They supported the Western principle 
of self-determination. The people of these duchies were reluctant to 
acquiesce in the sovereignty of a man whose only title was that he had 
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married a princess with a disputed claim to the succession in Schleswig 
and no right at all to the succession in Holstein; they aimed at auton-
omy within the German Confederation. This fact alone seemed im-
portant in the eyes of the liberals. Why should these Germans be de-
nied what the British, the French, the Belgians, and the Italians had 
got? But as the King of Denmark was not ready to renounce his claims, 
this question could not be solved without a recourse to arms.

It would be a mistake to judge all these problems from the point of 
view of later events. Bismarck freed Schleswig-Holstein from the yoke 
of its Danish oppressors only in order to annex it to Prussia; and he 
annexed not only southern Schleswig but northern Schleswig as well, 
whose population desired to remain in the Danish kingdom. Napo-
leon III did not attack Germany; it was Bismarck who kindled the war 
against France. Nobody foresaw this outcome in the early ’sixties. At 
that time everybody in Europe, and in America too, deemed the Em-
peror of France the foremost peacebreaker and aggressor. The sympa-
thies which the German longing for unity encountered abroad were 
to a great extent due to the conviction that a united Germany would 
counterbalance France and thus make Europe safe for peace.

The Little Germans were also misled by their religious prejudices. 
Like most of the liberals they thought of Protestantism as the fi rst step 
on the way from medieval darkness to enlightenment. They feared 
Austria because it was Catholic; they preferred Prussia because the ma-
jority of its population was Protestant. In spite of all experience they 
hoped that Prussia was more open to liberal ideas than Austria. Politi-
cal conditions in Austria, to be sure, were in those critical years unsat-
isfactory. But later events have proved that Protestantism is no more a 
safeguard of freedom than Catholicism. The ideal of liberalism is the 
complete separation of church and state, and tolerance—without any 
regard to differences among the churches.

But this error also was not limited to Germany. The French liberals 
were so deluded that they at fi rst hailed the Prussian victory at König-
grätz (Sadova). Only on second thought did they realize that Austria’s 
defeat spelled the doom of France too, and they raised—too late—the 
battle cry Revanche pour Sadova.

Königgrätz was at any rate a crushing defeat for German liberalism. 
The liberals were aware of the fact that they had lost a campaign. They 
were nevertheless full of hope. They were fi rmly resolved to proceed 
with their fi ght in the new Parliament of Northern Germany. This 
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fi ght, they felt, must end with the victory of liberalism and the defeat 
of absolutism. The moment when the King would no longer be able to 
use “his” army against the people seemed to come closer every day.

6. The Lassalle Episode

It would be possible to deal with the Prussian Constitutional Confl ict 
without even mentioning the name of Ferdinand Lassalle. Lassalle’s 
intervention did not infl uence the course of events. But it foreboded 
something new; it was the dawn of the forces which were destined to 
mold the fate of Germany and of Western civilization.

While the Prussian Progressives were involved in their struggle for 
freedom, Lassalle attacked them bitterly and passionately. He tried to 
incite the workers to withdraw their sympathies from the Progressives. 
He proclaimed the gospel of class war. The Progressives, as represen-
tatives of the bourgeoisie, he held, were the mortal foes of labor. You 
should not fi ght the state but the exploiting classes. The state is your 
friend; of course, not the state governed by Herr von Bismarck but the 
state controlled by me, Lassalle.

Lassalle was not on the pay roll of Bismarck, as some people sus-
pected. Nobody could bribe Lassalle. Only after his death did some of 
his former friends take government money. But as both Bismarck and 
Lassalle assailed the Progressives, they became virtual allies. Lassalle 
very soon approached Bismarck. The two used to meet clandestinely. 
Only many years later was the secret of these relations revealed. It is 
vain to discuss whether an open and lasting coöperation between these 
two ambitious men would have resulted if Lassalle had not died very 
shortly after these meetings from a wound received in a duel  (August 31, 
1864). They both aimed at supreme power in Germany. Neither Bis-
marck nor Lassalle was ready to renounce his claim to the fi rst place.

Bismarck and his military and aristocratic friends hated the liber-
als so thoroughly that they would have been ready to help the social-
ists get control of the country if they themselves had proved too weak 
to preserve their own rule. But they were—for the time being—strong 
enough to keep a tight rein on the Progressives. They did not need Las-
salle’s support.

2. [Ferdinand Lassalle (1825–1864). German socialist.—Ed.]
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It is not true that Lassalle gave Bismarck the idea that revolutionary 
socialism was a powerful ally in the fi ght against liberalism. Bismarck 
had long believed that the lower classes were better royalists than the 
middle classes.* Besides, as Prussian minister in Paris he had had op-
portunity to observe the working of Caesarism. Perhaps his predilection 
toward universal and equal suffrage was strengthened by his conversa-
tions with Lassalle. But for the moment he had no use for Lassalle’s 
coöperation. The latter’s party was still too small to be considered im-
portant. At the death of Lassalle the Allgemeine Deutsche Arbeiterver-
ein had not much more than 4,000 members.†

Lassalle’s agitation did not hinder the activities of the Progressives. 
It was a nuisance to them, not an obstacle. Neither had they anything 
to learn from his doctrines. That Prussia’s Parliament was only a sham 
and that the army was the main stronghold of Prussia’s absolutism was 
not new to them. It was exactly because they knew it that they fought 
in the great confl ict.

Lassalle’s brief demagogical career is noteworthy because for the fi rst 
time in Germany the ideas of socialism and etatism appeared on the 
political scene as opposed to liberalism and freedom. Lassalle was not 
himself a Nazi; but he was the most eminent forerunner of Nazism, 
and the fi rst German who aimed at the Führer position. He rejected all 
the values of the Enlightenment and of liberal philosophy, but not as 
the romantic eulogists of the Middle Ages and of royal legitimism did. 
He negated them; but he promised at the same time to realize them 
in a fuller and broader sense. Liberalism, he asserted, aims at spurious 
freedom, but I will bring you true freedom. And true freedom means 
the omnipotence of government. It is not the police who are the foes of 
liberty but the bourgeoisie.

And it was Lassalle who spoke the words which characterize best the 
spirit of the age to come: “The state is God.” ‡

* Ziekursch, op. cit., I, pp. 107 ff.
† Oncken, Lassalle (Stuttgart, 1904), p. 393.
‡ Gustav Mayer, “Lassalleana,” Archiv für Geschichte des Sozialismus, I, p. 196.
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II

The Triumph of Militarism

1. The Prussian Army in the New German Empire

In the late afternoon of September 1, 1870, King William I, surrounded 
by a pompous staff of princes and generals, was looking down from 
a hill south of the Meuse at the battle in progress, when an offi cer 
brought the news that the capitulation of Napoleon III and his whole 
army was imminent. Then Moltke turned to Count Falkenberg, who 
like himself was a member of the Parliament of Northern Germany, 
and remarked: “Well, dear colleague, what happened today settles our 
military problem for a long time.” And Bismarck shook hands with the 
highest of the German princes, the heir to the throne of Württemberg, 
and said: “This day safeguards and strengthens the German princes 
and the principles of conservatism.” * In the hour of overwhelming vic-
tory these were the fi rst reactions of Prussia’s two foremost statesmen. 
They triumphed because they had defeated liberalism. They did not 
care a whit for the catchwords of the offi cial propaganda: conquest of 
the hereditary foe, safeguarding the nation’s frontiers, historical mis-
sion of the house of Hohenzollern and of Prussia, unifi cation of Ger-
many, Germany foremost in the world. The princes had overthrown 
their own people; this alone seemed important to them.

In the new German Reich the Emperor—not in his position as Em-
peror but in his position as King of  Prussia—had full control of the 
Prussian Army. Special agreements which Prussia—not the Reich—had 
concluded with 23 of the other 24 member states of the Reich incorpo-
rated the armed forces of these states into the Prussian Army. Only the 
royal Bavarian Army retained some limited peacetime independence, 

* Ziekursch, Politische Geschichte des neuen deutschen Kaiserreichs, I, p. 298.
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but in the event of war it too was subject to full control by the Emperor. 
The provisions concerning recruiting and the length of active military 
service had to be fi xed by the Reichstag; parliamentary consent was 
required, moreover, for the budgetary allowance for the army. But the 
Parliament had no infl uence over the management of military affairs. 
The army was the army of the King of Prussia, not of the people or the 
Parliament. The Emperor and King was Supreme War Lord and com-
mander in chief. The chief of the Great General Staff was the Kaiser’s 
fi rst assistant in the conduct of operations. The army was an institu-
tion not within but above the apparatus of civil administration. Every 
military commander had the right and the duty to interfere whenever 
he felt that the working of the nonmilitary administration was unsat-
isfactory. He had to account for his interference to the Emperor only. 
Once, in 1913, a case of such military interference, which had occurred 
in Zabern, led to a violent debate in Parliament; but Parliament had no 
jurisdiction over the matter, and the army triumphed.

The reliability of this army was unquestionable. No one could doubt 
that all parts of the forces could be used to quell rebellions and revolu-
tions. The mere suggestion that a detachment could refuse to obey an 
order, or that men of the reserve when called to active duty might stay 
out, would have been considered an absurdity. The German nation had 
changed in a very remarkable way. We shall consider later the essence 
and cause of this great transformation. The main political problem of 
the ’fi fties and early ’sixties, the problem of the reliability of the soldiers, 
had vanished. All German soldiers were now unconditionally loyal to 
the Supreme War Lord. The army was an instrument which the Kaiser 
could trust. Tactful persons were judicious enough not to point out ex-
plicitly that this army was ready to be used against a potential domestic 
foe. But to William II such inhibitions were strange. He openly told his 
recruits that it was their duty to fi re upon their fathers, mothers, broth-
ers, or sisters if he ordered them to do so. Such speeches were criticized 
in the liberal press; but the liberals were powerless. The allegiance of 
the soldiers was absolute; it no longer depended on the length of active 
service. The army itself proposed in 1892 that the infantry return to two 
years of active duty only. In the discussion of this bill in Parliament and 
in the press there was no longer any question of the political reliability 
of the soldiers. Everybody knew that the army was now, without any re-
gard to the length of active service, “nonpolitical and nonpartisan,” i.e., 
a docile and manageable tool in the hands of the Emperor.
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The government and the Reichstag quarreled continuously about 
military affairs. But considerations of the usefulness of the forces for the 
preservation of the hardly disguised imperial despotism did not play any 
role at all. The army was so strong and reliable that a  revolutionary at-
tempt could be crushed within a few hours. Nobody in the Reich wanted 
to start a revolution; the spirit of resistance and rebellion had faded. The 
Reichstag would have been prepared to consent to any  expenditure for 
the army proposed by the government if the problem of raising the nec-
essary funds had not been diffi cult to solve. In the end the army and navy 
always got the money that the General Staff asked for. To the increase of 
the armed forces fi nancial considerations were a smaller obstacle than 
the shortage of the supply of men whom the generals considered eligible 
for commissions on active duty. With the expansion of the armed forces 
it had long become impossible to give commissions to noblemen only. 
The number of nonaristocratic offi cers steadily grew. But the generals 
were not ready to admit into the ranks of commissioned offi cers on ac-
tive duty any but those commoners of “good and wealthy families.” Ap-
plicants of this type were available only in limited numbers. Most of the 
sons of the upper middle class preferred other careers. They were not 
eager to become professional offi cers and to be treated with disdain by 
their aristocratic colleagues.

Both the Reichstag and the liberal press time and again criticized 
the government’s military policy also from the technical point of view. 
The General Staff were strongly opposed to such civilian interference. 
They denied to everybody but the army any comprehension of military 
problems. Even Hans Delbrück, the eminent historian of warfare and 
author of excellent strategical dissertations, was for them only a layman. 
Offi cers in retirement, who contributed to the opposition press, were 
called biased partisans. Public opinion at last acknowledged the Gen-
eral Staff ’s claim to infallibility, and all critics were silenced. Events of 
World War I proved, of course, that these critics had a better grasp of 
military methods than the specialists of the General Staff.

2. German Militarism

The political system of the new German Empire has been called mili-
tarism. The characteristic feature of militarism is not the fact that a 
nation has a powerful army or navy. It is the paramount role assigned 
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to the army within the political structure. Even in peacetime the army 
is supreme; it is the predominant factor in political life. The subjects 
must obey the government as soldiers must obey their superiors. Within 
a militarist community there is no freedom; there are only obedience 
and discipline.*

The size of the armed forces is not in itself the determining factor. 
Some Latin-American countries are militarist although their armies 
are small, poorly equipped, and unable to defend the country against a 
foreign invasion. On the other hand, France and Great Britain were at 
the end of the nineteenth century non-militarist, although their mili-
tary and naval armaments were very strong.

Militarism should not be confused with despotism enforced by a 
foreign army. Austria’s rule in Italy, backed by Austrian regiments com-
posed of non-Italians, and the Czar’s rule in Poland, safeguarded by 
Russian soldiers, were such systems of despotism. It has already been 
mentioned that in the ’fi fties and early ’sixties of the past century con-
ditions in Prussia were analogous. But it was different with the Ger-
man Empire founded on the battlefi elds of Königgrätz and of Sedan. 
This Empire did not employ foreign soldiers. It was not preserved by 
bayonets but by the almost unanimous consent of its subjects. The 
nation approved of the system, and therefore the soldiers were loyal 
too. The people acquiesced in the leadership of the “state” because 
they deemed such a system fair, expedient, and useful for them. There 
were, of course, some objectors, but they were few and powerless.†

The defi ciency in this system was its monarchical leadership. The 
successors of Frederick II were not fi t for the task assigned to them. 
William I had found in Bismarck an ingenious chancellor. Bismarck 
was a high-spirited and well-educated man, a brilliant speaker, and an 
excellent stylist. He was a skillful diplomat and in every respect sur-
passed most of the German nobility. But his vision was limited. He 
was familiar with country life, with the primitive agricultural meth-
ods of Prussian Junkers, with the patriarchal conditions of the eastern 
provinces of Prussia, and the life at the courts of Berlin and St. Peters-
burg. In Paris he met the society of Napoleon’s court; he had no idea 
of French intellectual trends. He knew little about German trade and 

* Herbert Spencer, The Principles of Sociology (New York, 1897), III, p. 588.
† Whoever wants to acquaint himself with the political mentality of the subjects of William II 
may read the novels of Baron Ompteda, Rudolf Herzog, Walter Bloem, and similar authors. These 
were the stuff the people liked to read. Some of them sold many hundred thousand copies.
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industry and the mentality of businessmen and professional people. 
He kept out of the way of scientists, scholars, and artists. His political 
credo was the old-fashioned loyalty of a king’s vassal. In September, 
1849, he told his wife: “Don’t disparage the King; we are both guilty 
of this fault. Even if he errs and blunders, we should not speak of him 
otherwise than as of our parents, since we have sworn fi delity and al-
legiance to him and his house.” Such an opinion is appropriate for a 
royal chamberlain but it does not suit the omnipotent Prime Minister 
of a great empire. Bismarck foresaw the evils with which the personal-
ity of William II threatened the nation; he was in a good position to 
become acquainted with the character of the young prince. But, en-
tangled in his notions of loyalty and allegiance, he was unable to do 
anything to prevent disaster.

People are now unfair to William II. He was not equal to his task. 
But he was not worse than the average of his contemporaries. It was 
not his fault that the monarchical principle of succession made him 
Emperor and King and that as German Emperor and King of Prussia 
he had to be an autocrat. It was not the man that failed but the sys-
tem. If William II had been King of Great Britain, it would not have 
been possible for him to commit the serious blunders that he could not 
avoid as King of Prussia. It was due to the frailty of the system that the 
toadies whom he appointed generals and ministers were incompetent. 
You may say it was bad luck. For Bismarck and the elder Moltke too 
were courtiers. Though the victorious fi eld marshal had served with 
the army as a young offi cer, a good deal of his career was spent in 
attendance at court; he was among other things for many years the at-
tendant of a royal prince who lived in sickness and seclusion in Rome 
and died there. William II had many human weaknesses; but it was 
precisely the qualities that discredited him with prudent people which 
rendered him popular with the majority of his nation. His crude igno-
rance of political issues made him congenial to his subjects, who were 
as ignorant as he was, and shared his prejudices and illusions.

Within a modern state hereditary monarchy can work satisfacto-
rily only where there is parliamentary democracy. Absolutism—and, 
still more, disguised absolutism with a phantom constitution and a 
 powerless parliament—requires qualities in the ruler that no mortal 
man can ever meet. William II failed like Nicholas II and, even earlier, 
the Bourbons. Absolutism was not abolished; it simply collapsed.

The breakdown of autocracy was due not only to the fact that the 
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monarchs lacked intellectual ability. Autocratic government of a mod-
ern great nation burdens the ruler with a quantity of work beyond the 
capacity of any man. In the eighteenth century Frederick William I 
and Frederick II could still perform all the administrative business with 
a few hours of daily work. They had enough leisure left for their hob-
bies and for pleasure. Their successors were not only less gifted, they 
were less diligent too. From the days of Frederick William II it was no 
longer the king who ruled but his favorites. The king was surrounded 
by a host of intriguing gentlemen and ladies. Whoever succeeded best 
in these rivalries and plots got control of the government until another 
sycophant supplanted him.

The camarilla was supreme in the army too. Frederick William I 
had himself organized the forces. His son had commanded them per-
sonally in great campaigns. Herein too their successors proved inade-
quate. They were poor organizers and incompetent generals. The chief 
of the Great General Staff, who nominally was merely the King’s assis-
tant, became virtually commander in chief. The change remained for 
a long time unnoticed. As late as the War of 1866 many high-ranking 
generals were still not aware of the fact that the orders they had to obey 
did not emanate from the King but from General von Moltke.

Frederick II owed his military successes to a great extent to the fact 
that the Austrian, French, and Russian armies that he fought were not 
commanded by their sovereigns but by generals. Frederick concen-
trated in his hands the whole military, political, and economic strength 
of his—of course, comparatively small—realm. He alone gave orders. 
The commanders of the armies of his adversaries had only limited pow-
ers. Their position was rendered diffi cult by the fact that their duties 
kept them at a distance from the courts of their sovereigns. While they 
stayed with their armies in the fi eld their rivals continued to intrigue 
at the court. Frederick could venture daring operations of which the 
outcome was uncertain. He did not have to account for his actions to 
anybody but himself. The enemy generals were always in fear of their 
monarch’s disfavor. They aimed at sharing the responsibility with oth-
ers in order to exculpate themselves in case of failure. They would call 
their subordinate generals for a council of war, and look for justifi cation 
to its resolutions. When they got defi nite orders from the sovereign, 
which were suggested to him either by a council of war deliberating far 
away from the fi eld of operations, or by one or several of the host of lazy 
intrigants, they felt comfortable. They executed the order even when 
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they were convinced that it was inexpedient. Frederick was fully aware 
of the advantage that the concentration of undivided responsibility in 
one commander offered. He never called a council of war. He again 
and again forbade his generals—even under penalty of death—to call 
one. In a council of war, he said, the more timid party always predomi-
nates. A council of war is full of anxiety, because it is too matter of fact.* 
This doctrine became, like all opinions of King Frederick, a dogma for 
the Prussian Army. It roused the elder Moltke’s anger when somebody 
said that King William had called a council of war in his campaigns. 
The King, he declared, would listen to the proposals of his chief of staff 
and then decide; it had always happened that way.

In practice this principle resulted in the absolute command of the 
chief of the Great General Staff, whom, of course, the King appointed. 
Not William I but Helmuth von Moltke led the armies in the cam-
paigns of 1866 and 1870–71. William II used to declare that in case of 
war he would personally command his armies, and that he needed a 
chief of staff only in peacetime. But when the fi rst World War broke out 
this boasting was forgotten. Helmuth von Moltke’s nephew, a courtier 
without any military knowledge or ability, timid and irresolute, sick and 
nervous, an adept of the doubtful theosophy of Rudolph Steiner, led 
the German Army into the debacle at the Marne; then he collapsed. 
The Minister of War, Erich von Falkenhayn, fi lled the gap spontane-
ously; and the Kaiser in apathy gave his consent. Very soon Ludendorff 
began to plot against Falkenhayn. Cleverly organized machinations 
forced the Emperor in 1916 to replace Falkenhayn by Hindenburg. But 
the real commander in chief was now Ludendorff, who nominally was 
only Hindenburg’s fi rst assistant.

The German nation, biased by the doctrines of militarism, did not 
realize that it was the system that had failed. They used to say: We 
lacked “only” the right man. If Schlieffen had not died too soon! A 
legend was composed about the personality of this late chief of staff. 
His sound plan had been ineptly put into execution by his incompe-
tent successor. If only the two army corps which Moltke had uselessly 
 dispatched to the Russian border had been available at the Marne! 
Naturally, the Reichstag too was considered guilty. There was no men-
tion of the fact that the Parliament had never earnestly resisted the gov-
ernment’s proposals concerning allocations for the army. Lieutenant 

* Delbrück, Geschichte der Kriegskunst, part IV, pp. 434 ff.
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Colonel Hentsch in particular was made the scapegoat. This offi cer, it 
was asserted, had transgressed his powers, perhaps he was a traitor. But 
if Hentsch was really responsible for the order to retreat, then he would 
have to be deemed the man who saved the German Army from anni-
hilation through encirclement of its right wing. The fable that but for 
the interference of Hentsch the Germans would have been victorious 
at the Marne can easily be disposed of.

There is no doubt that the commanders of the German Army and 
Navy were not equal to their task. But the shortcomings of the gener-
als and admirals—and likewise those of the ministers and diplomats—
must be charged to the system. A system that puts incapable men at 
the top is a bad system. There is no telling whether Schlieffen would 
have been more successful; he never had the opportunity to command 
troops in action; he died before the war. But one thing is sure: the 
“parliamentary armies” of France and Great Britain got at that time 
commanders who led them to victory. The army of the King of Prussia 
was not so fortunate.

In accordance with the doctrines of militarism the chief of the Great 
General Staff considered himself the fi rst servant of the Emperor and 
King and demanded the chancellor’s subordination. These claims had 
already led to confl icts between Bismarck and Moltke. Bismarck asked 
that the supreme commander should adjust his conduct to consider-
ations of foreign policy; Moltke bluntly rejected such pretensions. The 
confl ict remained unresolved. In the fi rst World War the supreme com-
mander became omnipotent. The chancellor was in effect degraded to 
a lower rank. The Kaiser had retained ceremonial and social functions 
only; Hindenburg, his chief of staff, was a man of straw. Ludendorff, 
the fi rst quartermaster general, became virtually omnipotent dictator. 
He might have remained in this position all his life if Foch had not 
defeated him.

This evolution demonstrates clearly the impracticability of heredi-
tary absolutism. Monarchical absolutism results in the rule of a major-
domo, of a shogun, or of a duce.

3. The Liberals and Militarism

The lower chamber of the Prussian Parliament, the Abgeordnetenhaus, 
was based on universal franchise. The citizens of every constituency 
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were divided into three classes, each of which chose the same number 
of electors for the fi nal poll by which the parliamentary representative of 
the constituency was elected. The fi rst class was formed of those adult 
male residents who paid the highest taxes and together contributed 
one third of the total amount of taxes collected in the district; the sec-
ond class of those who together contributed the second third, and the 
third class of those who together contributed the third third. Thus the 
wealthier citizens had a better franchise than the poorer ones of their 
constituency. The middle classes predominated in the ballot. For the 
Reichstag of the North German Federation, and later for that of the 
Reich, no such discrimination was applied. Every adult male cast his 
vote directly on the ballot which returned the representative of the con-
stituency; franchise was not only universal but equal and direct. Thus 
the poorer strata of the nation got more political infl uence.

It was the aim of both Bismarck and Lassalle to weaken by this elec-
toral system the power of the liberal party. The liberals were fully aware 
that the new method of voting would for some time sap their parliamen-
tary strength. But they were not concerned about that. They realized 
that the victory of liberalism could be achieved only by an effort of the 
whole nation. What was important was not to have a majority of liberals 
within the chamber but to have a liberal majority among the people and 
thereby in the army. In the Prussian Abgeordnetenhaus the Progressives 
outnumbered the friends of the government. Nevertheless liberalism 
was powerless, since the King could still trust in the allegiance of the 
greater part of the army. What was needed was to bring into the ranks of 
liberalism those backward ignorant masses whose political indifference 
was the safeguard of absolutism. Only then would the day of popular 
government and democracy dawn.

The liberals therefore did not fear that the new electoral system 
would postpone or seriously imperil their inexorable fi nal victory. The 
outlook for the immediate future was not very comforting but the ulti-
mate prospects were excellent. One had only to look at France. In that 
country too an autocrat had founded his despotism upon the loyalty of 
the army and upon universal and equal franchise. But now the Caesar 
was crushed and democracy had triumphed.

The liberals did not greatly fear socialism. The socialists had 
achieved some success. But it could be expected that reasonable work-
ers would soon discover the impracticability of socialist utopias. Why 
should the wage earners whose standard of living was daily improving 
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be deluded by demagogues who—as rumors whispered—were on the 
pay roll of Bismarck?

Only later did the liberals become aware of the change taking place 
in the nation’s mentality. For many years they believed that it was only 
a temporary setback, a short reactionary incident which was doomed 
to disappear very soon. For them every supporter of the new ideologies 
was either misguided or a renegade. But the numbers of these apostates 
increased. The youth no longer joined the liberal party. The old fi ght-
ers for liberalism grew tired. With every new election campaign their 
ranks became thinner; with every year the reactionary system which 
they hated became more powerful. Some faithful men still clung to 
the ideas of liberty and democracy, gallantly fi ghting against the united 
assaults on liberalism from the Right and from the Left. But they were 
a forlorn squad. Among those born after the battle of Königgrätz al-
most nobody joined the party of liberalism. The liberals died out. The 
new generation did not even know the meaning of the word.

4. The Current Explanation of the Success of Militarism

All over the world the overwhelming victory of German militarism is 
interpreted in accordance with the legends developed by the propa-
ganda of the German Social Democrats. The socialists assert that the 
German bourgeoisie seceded from the principles of freedom and thus 
betrayed the “people.” Based on Marxian historical materialism absurd 
theories concerning the essence and the development of imperialism 
were invented. Capitalism, they say, must result in militarism, impe-
rialism, bloody wars, Fascism, and Nazism. Finance and big business 
have brought civilization to the verge of destruction; Marxism has the 
task of saving humanity.

Such interpretations fail to solve the problem. Indeed, they try pur-
posely to put it out of sight. In the early 1860’s there were in Germany 
among the politically minded a few supporters of dynastic absolutism, 
of militarism and of authoritarian government, who strongly opposed 
the transition to liberalism, democracy, and popular government. This 
minority consisted mainly of the princes and their courtiers, the nobil-
ity, the commissioned offi cers of higher ranks, and some civil servants. 
But the great majority of the bourgeoisie, of the intellectuals, and of 
the politically minded members of the poorer strata of the population 
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were decidedly liberal and aimed at parliamentary government accord-
ing to the British pattern. The liberals believed that political education 
would progress quickly; they were convinced that every citizen who 
gave up political indifference and became familiar with political issues 
would support their stand on constitutional questions. They were fully 
aware that some of these newly politicized men would not join their 
ranks. It was to be expected that Catholics, Poles, Danes, and Alsatians 
would form their own parties. But these parties would not support the 
King’s pretensions. Catholics and non-Germans were bound to favor 
parliamentarism in a pre-dominantly Protestant and German Reich.

The politicization of the whole country went on faster than the lib-
erals had foreseen. At the end of the ’seventies the whole people was 
inspired by political interests, even passions, and ardently took part in 
political activities. But the consequences differed radically from those 
expected by the liberals. The Reichstag did not earnestly challenge the 
hardly disguised absolutism; it did not raise the constitutional issue; 
it indulged only in idle talk. And, much more important: the soldiers 
who now were recruited from a completely politicized nation became 
so unconditionally reliable that every doubt concerning their readi-
ness to fi ght for absolutism against a domestic foe was considered an 
absurdity.

The questions to be answered are not: Why did the bankers and 
the rich entrepreneurs and capitalists desert liberalism? Why did the 
professors, the doctors, and the lawyers not erect barricades? We must 
rather ask: Why did the German nation return to the Reichstag mem-
bers who did not abolish absolutism? Why was the army, formed for a 
great part of men who voted the socialist or the Catholic ticket, uncon-
ditionally loyal to its commanders? Why could the antiliberal parties, 
foremost among them the Social Democrats, collect many millions 
of votes while the groups which remained faithful to the principles of 
 liberalism lost more and more popular support? Why did the millions 
of socialist voters who indulged in revolutionary babble acquiesce in 
the rule of princes and courts?

To say that big business had some reasons to support the Hohen-
zollern absolutism or that the Hanseatic merchants and shipowners 
sympathized with the increase of the navy is no satisfactory answer to 
these questions. The great majority of the German nation consisted 
of wage earners and salaried people, of artisans and shopkeepers, and 
of small farmers. These men determined the outcome of elections; 
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their representatives sat in Parliament, and they fi lled the ranks of the 
army. Attempts to explain the change in the German people’s mental-
ity by demonstrating that the class interests of the wealthy bourgeoisie 
caused them to become reactionary are nonsensical, whether they are 
as childish as the “steel plate” * legend or as sophisticated as the Marx-
ian theories concerning imperialism.

* The “Panzerplatten doctrine” maintained that German militarism and the trend to increase 
Germany’s armed forces were due to machinations of the heavy industries eager to enlarge 
their profi ts. Cf. pp. 150–151.
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III

Etatism

1. The New Mentality

The most important event in the history of the last hundred years is the 
displacement of liberalism by etatism. Etatism appears in two forms: 
socialism and interventionism. Both have in common the goal of sub-
ordinating the individual unconditionally to the state, the social appa-
ratus of compulsion and coercion.

Etatism too, like liberalism in earlier days, originated in Western 
Europe and only later came into Germany. It has been asserted that 
autochthonous German roots of etatism could be found in Fichte’s so-
cialist utopia and in the sociological teachings of Schelling and Hegel. 
However, the dissertations of these philosophers were so foreign to the 
problems and tasks of social and economic policies that they could not 
directly infl uence political matters. What use could practical politics 
derive from Hegel’s assertion: “The state is the actuality of the ethical 
idea. It is ethical mind qua the substantial will manifest and revealed 
to itself, knowing and thinking itself, accomplishing what it knows and 
in so far as it knows it.” Or from his dictum: “The state is absolutely 
rational inasmuch as it is the actuality of the substantial will which it 
possesses in the particular self-consciousness once that consciousness 
has been raised to consciousness of its universality.” *

Etatism assigns to the state the task of guiding the citizens and of 
holding them in tutelage. It aims at restricting the individual’s free-
dom to act. It seeks to mold his destiny and to vest all initiative in 
the government alone. It came into Germany from the West.† Saint 
Simon, Owen, Fourier, Pecqueur, Sismondi, Auguste Comte laid its 

* Hegel, Philosophy of Right, translated by T. M. Knox (Oxford, 1942), pp. 155–156.
† Hayek, “The Counter-Revolution of Science,” Economica, VIII, 9–36, 119–150, 281–320.
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 foundations. Lorenz von Stein was the fi rst author to bring the Ger-
mans  comprehensive information concerning these new doctrines. 
The appearance in 1842 of the fi rst edition of his book, Socialism and 
Communism in Present-Day France, was the most important event in 
pre-Marxian German socialism. The elements of government interfer-
ence with business, labor legislation, and trade-unionism* also reached 
Germany from the West. In America Frederick List became familiar 
with the protectionist theories of Alexander Hamilton.

Liberalism had taught the German intellectuals to absorb Western 
political ideas with reverential awe. Now, they thought, liberalism was 
already outstripped; government interference with business had re-
placed old-fashioned liberal orthodoxy and would inexorably result in 
socialism. He who did not want to appear backward had to become 
“social,” i.e., either interventionist or socialist. New ideas succeed 
only after some lapse of time; years have to pass before they reach the 
broader strata of intellectuals. List’s National System of Political Econ-
omy was published in 1841, a few months before Stein’s book. In 1848 
Marx and Engels produced the Communist Manifesto. In the middle 
’sixties the prestige of liberalism began to melt away. Very soon the 
economic, philosophical, historical, and juridical university lectures 
were representing liberalism in caricature. The social scientists out-
did each other in emotional criticism of British free trade and laissez 
faire; the philosophers disparaged the “stock-jobber” ethics of utilitari-
anism, the superfi ciality of enlightenment, and the negativity of the 
notion of liberty; the lawyers demonstrated the paradox of democratic 
and parliamentary institutions; and the historians dealt with the moral 
and political decay of France and of Great Britain. On the other hand, 
the students were taught to admire the “social kingdom of the Hohen-
zollerns” from Frederick William I, the “noble socialist,” to William I, 
the great Kaiser of social security and labor legislation. The Social 
Democrats despised Western “plutodemocracy” and “pseudo-liberty” 
and ridiculed the teachings of “bourgeois economics.”

The boring pedantry of the professors and the boastful oratory of the 
Social Democrats failed to impress critical people. The élite were con-
quered for etatism by other men. From England penetrated the ideas 
of Carlyle, Ruskin, and the Fabians, from France Solidarism. The 

* Adolf Weber (Der Kampf zwischen Kapital and Arbeit, 3d and 4th eds. Tübingen, 1921, p. 68) 
says quite correctly in dealing with German trade unionism: “Form and spirit . . . came from 
abroad.”
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churches of all creeds joined the choir. Novels and plays propagated 
the new doctrine of the state. Shaw and Wells, Spielhagen and Gerhart 
Hauptmann, and hosts of other writers, less gifted, contributed to the 
popularity of etatism.

2. The State

The state is essentially an apparatus of compulsion and coercion. The 
characteristic feature of its activities is to compel people through the 
application or the threat of force to behave otherwise than they would 
like to behave.

But not every apparatus of compulsion and coercion is called a state. 
Only one which is powerful enough to maintain its existence, for some 
time at least, by its own force is commonly called a state. A gang of 
robbers, which because of the comparative weakness of its forces has 
no prospect of successfully resisting for any length of time the forces of 
another organization, is not entitled to be called a state. The state will 
either smash or tolerate a gang. In the fi rst case the gang is not a state 
because its independence lasts for a short time only; in the second case 
it is not a state because it does not stand on its own might. The pogrom 
gangs in imperial Russia were not a state because they could kill and 
plunder only thanks to the connivance of the government.

This restriction of the notion of the state leads directly to the con-
cepts of state territory and sovereignty. Standing on its own power im-
plies that there is a space on the earth’s surface where the operation of 
the apparatus is not restricted by the intervention of another organiza-
tion; this space is the state’s territory. Sovereignty (suprema potestas, 
supreme power) signifi es that the organization stands on its own legs. A 
state without territory is an empty concept. A state without sovereignty 
is a contradiction in terms.

The total complex of the rules according to which those at the helm 
employ compulsion and coercion is called law. Yet the characteristic 
feature of the state is not these rules, as such, but the application or 
threat of violence. A state whose chiefs recognize but one rule, to do 
whatever seems at the moment to be expedient in their eyes, is a state 
without law. It does not make any difference whether or not these ty-
rants are “benevolent.”

The term law is used in a second meaning too. We call  international 
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law the complex of agreements which sovereign states have concluded 
expressly or tacitly in regard to their mutual relations. It is not, how-
ever, essential to the statehood of an organization that other states 
should recognize its existence through the conclusion of such agree-
ments. It is the fact of sovereignty within a territory that is essential, not 
the formalities.

The people handling the state machinery may take over other func-
tions, duties, and activities. The government may own and operate 
schools, railroads, hospitals, and orphan asylums. Such activities are 
only incidental to the conception of a state. Whatever other functions 
it may assume, the state is always characterized by the compulsion and 
coercion exercised.

With human nature as it is, the state is a necessary and indispens-
able institution. The state is, if properly administered, the foundation 
of society, of human coöperation and civilization. It is the most benefi -
cial and most useful instrument in the endeavors of man to promote 
human happiness and welfare. But it is a tool and a means only, not the 
ultimate goal. It is not God. It is simply compulsion and coercion; it is 
the police power.

It has been necessary to dwell upon these truisms because the my-
thologies and metaphysics of etatism have succeeded in wrapping them 
in mystery. The state is a human institution, not a superhuman being. 
He who says “state” means coercion and compulsion. He who says: 
There should be a law concerning this matter, means: The armed men 
of the government should force people to do what they do not want to 
do, or not to do what they like. He who says: This law should be better 
enforced, means: The police should force people to obey this law. He 
who says: The state is God, deifi es arms and prisons. The worship of 
the state is the worship of force. There is no more dangerous menace 
to civilization than a government of incompetent, corrupt, or vile men. 
The worst evils which mankind ever had to endure were infl icted by 
bad governments. The state can be and has often been in the course of 
history the main source of mischief and disaster.

The apparatus of compulsion and coercion is always operated by 
mortal men. It has happened time and again that rulers have excelled 
their contemporaries and fellow citizens both in competence and in 
fairness. But there is ample historical evidence to the contrary too. The 
thesis of etatism that the members of the government and its assistants 
are more intelligent than the people, and that they know better what is 
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good for the individual than he himself knows, is pure nonsense. The 
Führers and the Duces are neither God nor God’s vicars.

The essential characteristic features of state and government do not 
depend on their particular structure and constitution. They are pres-
ent both in despotic and in democratic governments. Democracy too 
is not divine. We shall later deal with the benefi ts that society derives 
from democratic government. But great as these advantages are, it 
should never be forgotten that majorities are no less exposed to error 
and frustration than kings and dictators. That a fact is deemed true by 
the majority does not prove its truth. That a policy is deemed expedi-
ent by the majority does not prove its expediency. The individuals who 
form the majority are not gods, and their joint conclusions are not nec-
essarily godlike.

3. The Political and Social Doctrines of Liberalism

There is a school of thought which teaches that social coöperation of 
men could be achieved without compulsion or coercion. Anarchism 
believes that a social order could be established in which all men 
would recognize the advantages to be derived from coöperation and 
be prepared to do voluntarily everything which the maintenance of so-
ciety requires and to renounce voluntarily all actions detrimental to 
society. But the anarchists overlook two facts. There are people whose 
mental abilities are so limited that they cannot grasp the full benefi ts 
that society brings to them. And there are people whose fl esh is so weak 
that they cannot resist the temptation of striving for selfi sh advantage 
through actions detrimental to society. An anarchistic society would 
be exposed to the mercy of every individual. We may grant that every 
sane adult is endowed with the faculty of realizing the good of social 
coöperation and of acting accordingly. However, it is beyond doubt 
that there are infants, the aged, and the insane. We may agree that he 
who acts antisocially should be considered mentally sick and in need 
of cure. But as long as not all are cured, and as long as there are infants 
and the senile, some provision must be taken lest they destroy society.

Liberalism differs radically from anarchism. It has nothing in com-
mon with the absurd illusions of the anarchists. We must emphasize 
this point because etatists sometimes try to discover a similarity. Lib-
eralism is not so foolish as to aim at the abolition of the state. Liberals 
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fully recognize that no social coöperation and no civilization could 
exist without some amount of compulsion and coercion. It is the task 
of government to protect the social system against the attacks of those 
who plan actions detrimental to its maintenance and operation.

The essential teaching of liberalism is that social coöperation and the 
division of labor can be achieved only in a system of private ownership 
of the means of production, i.e., within a market society, or capitalism. 
All the other principles of liberalism—democracy, personal freedom of 
the individual, freedom of speech and of the press, religious tolerance, 
peace among the nations—are consequences of this basic postulate. 
They can be realized only within a society based on private property.

From this point of view liberalism assigns to the state the task of pro-
tecting the lives, health, freedom, and property of its subjects against 
violent or fraudulent aggression.

That liberalism aims at private ownership of the means of  production 
implies that it rejects public ownership of the means of production, 
i.e., socialism. Liberalism therefore objects to the socialization of the 
means of production. It is illogical to say, as many etatists do, that liber-
alism is hostile to or hates the state, because it is opposed to the trans-
fer of the ownership of railroads or cotton mills to the state. If a man 
says that sulphuric acid does not make a good hand lotion, he is not 
expressing hostility to sulphuric acid as such; he is simply giving his 
opinion concerning the limitations of its use.

It is not the task of this study to determine whether the program of 
liberalism or that of socialism is more adequate for the realization of 
those aims which are common to all political and social endeavors, 
i.e., the achievement of human happiness and welfare. We are only 
tracing the role played by liberalism and by antiliberalism—whether 
socialist or interventionist—in the evolution which resulted in the es-
tablishment of totalitarianism. We can therefore content ourselves with 
briefl y sketching the outlines of the social and political program of lib-
eralism and its working.

In an economic order based on private ownership of the means of 
production the market is the focal point of the system. The working of 
the market mechanism forces capitalists and entrepreneurs to produce 
so as to satisfy the consumers’ needs as well and cheaply as the quantity 
and quality of material resources and of man power available and the 
state of technological knowledge allow. If they are not equal to this 
task, if they produce poor goods, or at too great cost, or not the com-
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modities that the consumers demand most urgently, they suffer losses. 
Unless they change their methods to satisfy the consumers’ needs bet-
ter, they will fi nally be thrown out of their positions as capitalists and 
entrepreneurs. Other people who know better how to serve the con-
sumer will replace them. Within the market society the working of 
the price mechanism makes the consumers supreme. They determine 
through the prices they pay and through the amount of their purchases 
both the quantity and quality of production. They determine directly 
the prices of consumers’ goods, and thereby indirectly the prices of all 
material factors of production and the wages of all hands employed.

Within the market society each serves all his fellow citizens and 
each is served by them. It is a system of mutual exchange of services 
and commodities, a mutual giving and receiving. In that endless rotat-
ing mechanism the entrepreneurs and capitalists are the servants of the 
consumers. The consumers are the masters, to whose whims the entre-
preneurs and the capitalists must adjust their investments and methods 
of production. The market chooses the entrepreneurs and the capital-
ists, and removes them as soon as they prove failures. The market is a 
democracy in which every penny gives a right to vote and where voting 
is repeated every day.

Outside of the market stands the social apparatus of compulsion and 
coercion, and its steersmen, the government. To state and government 
the duty is assigned of maintaining peace both at home and abroad. 
For only in peace can the economic system achieve its ends, the fullest 
satisfaction of human needs and wants.

But who should command the apparatus of compulsion and coer-
cion? In other words, who should rule? It is one of the fundamental 
insights of liberal thought that government is based on opinion, and 
that therefore in the long run it cannot subsist if the men who form it 
and the methods they apply are not accepted by the majority of those 
ruled. If the conduct of political affairs does not suit them, the citizens 
will fi nally succeed in overthrowing the government by violent action 
and in replacing the rulers by men deemed more competent. The rul-
ers are always a minority. They cannot stay in offi ce if the majority is 
determined to turn them out. Revolution and civil war are the ulti-
mate remedy for unpopular rule. For the sake of domestic peace, lib-
eralism aims at democratic government. Democracy is therefore not a 
revolutionary institution. On the contrary, it is the very means of pre-
venting revolutions. Democracy is a system providing for the peaceful 
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 adjustment of government to the will of the majority. When the men 
in offi ce and their methods no longer please the majority of the na-
tion, they will—in the next election—be eliminated, and replaced by 
other men and another system. Democracy aims at safeguarding peace 
within the country and among the citizens.

The goal of liberalism is the peaceful coöperation of all men. It aims 
at peace among nations too. When there is private ownership of the 
means of production everywhere and when the laws, the tribunals, and 
the administration treat foreigners and citizens on equal terms, it is of 
little importance where a country’s frontiers are drawn. Nobody can 
derive any profi t from conquest, but many can suffer losses from fi ght-
ing. War no longer pays; there is no motive for aggression. The popu-
lation of every territory is free to determine to which state it wishes to 
belong, or whether it prefers to establish a state of its own. All nations 
can coexist peacefully, because no nation is concerned about the size 
of its state.

This is, of course, a very cool and dispassionate plea for peace and 
democracy. It is the outcome of a utilitarian philosophy. It is as far from 
the mystical mythology of the divine right of kings as it is from the 
metaphysics of natural law or the natural and imprescriptible rights of 
man. It is founded upon considerations of common utility. Freedom, 
democracy, peace, and private property are deemed good because 
they are the best means for promoting human happiness and welfare. 
 Liberalism wants to secure to man a life free from fear and want. That 
is all.

About the middle of the nineteenth century liberals were convinced 
that they were on the eve of the realization of their plans. It was an 
illusion.

4. Socialism

Socialism aims at a social system based on public ownership of the 
means of production. In a socialist community all material resources 
are owned and operated by the government. This implies that the gov-
ernment is the only employer, and that no one can consume more than 
the government allots to him. The term “state socialism” is pleonastic; 
socialism is necessarily always state socialism. Planning is nowadays 
a popular synonym for socialism. Until 1917 communism and social-
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ism were usually used as synonyms. The fundamental document of 
Marxian socialism, which all socialist parties united in the different 
International Working Men’s Associations considered and still consider 
the eternal and unalterable gospel of socialism, is entitled the Com-
munist Manifesto. Since the ascendancy of Russian Bolshevism most 
people differentiate between communism and socialism. But this dif-
ferentiation refers only to political tactics. Present-day communists and 
socialists disagree only in respect to the methods to be applied for the 
achievement of ends which are common to both.

The German Marxian socialists called their party the Social Dem-
ocrats. It was believed that socialism was compatible with democratic 
government—indeed that the program of democracy could be fully 
realized only within a socialist community. In Western Europe and in 
America this opinion is still current. In spite of all the experience which 
events since 1917 have provided, many cling stubbornly to the belief that 
true democracy and true socialism are identical. Russia, the classical 
country of dictatorial oppression, is considered democratic because it 
is socialist.

However, the Marxians’ love of democratic institutions was a strata-
gem only, a pious fraud for the deception of the masses.* Within a 
socialist community there is no room left for freedom. There can be 
no freedom of the press where the government owns every printing 
offi ce. There can be no free choice of profession or trade where the 
government is the only employer and assigns everyone the task he must 
fulfi ll. There can be no freedom to settle where one chooses when the 
government has the power to fi x one’s place of work. There can be no 
real freedom of scientifi c research where the government owns all the 
libraries, archives, and laboratories and has the right to send anyone to 
a place where he cannot continue his investigations. There can be no 
freedom in art and literature where the government determines who 
shall create them. There can be neither freedom of conscience nor of 
speech where the government has the power to remove any opponent 
to a climate which is detrimental to his health, or to assign him duties 
which surpass his strength and ruin him both physically and intellectu-
ally. In a socialist community the individual citizen can have no more 
freedom than a soldier in the army or an inmate in an orphanage.

But, object the socialists, the socialist commonwealth differs in this 

* Bukharin, Program of the Communists (Bolshevists), p. 29.
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essential respect from such organizations: the inhabitants have the 
right to choose the government. They forget, however, that the right to 
vote becomes a sham in a socialist state. The citizens have no sources 
of information but those provided by the government. The press, the 
radio, and the meeting halls are in the hands of the administration. 
No party of opposition can be organized or can propagate its ideas. We 
have only to look to Russia or Germany to discover the true meaning 
of elections and plebiscites under socialism.

The conduct of economic affairs by a socialist government cannot 
be checked by the vote of parliamentary bodies or by the control of the 
citizens. Economic enterprises and investments are designed for long 
periods. They require many years for preparation and realization; their 
fruits ripen late. If a penal law has been promulgated in May, it can be 
repealed without harm or loss in October. If a minister of foreign af-
fairs has been appointed, he can be discharged a few months later. But 
if industrial investments have been once started, it is necessary to cling 
to the undertaking until it is achieved and to exploit the plant erected 
as long as it seems profi table. To change the original plan would be 
wasteful. This necessarily implies that the personnel of the government 
cannot be easily disposed of. Those who made the plan must execute 
it. They must later operate the plants erected, because others cannot 
take over the responsibility for their proper management. People who 
once agree to the famous four- and fi ve-year plans virtually abandon 
their right to change the system and the personnel of government not 
only for the duration of four or fi ve years but for the following years too, 
in which the planned investments have to be utilized. Consequently a 
socialist government must stay in offi ce for an indefi nite period. It is no 
longer the executor of the nation’s will; it cannot be discharged without 
sensible detriment if its actions no longer suit the people. It has irrevo-
cable powers. It becomes an authority above the people; it thinks and 
acts for the community in its own right and does not tolerate interfer-
ence with “its own business” by outsiders.*

The entrepreneur in a capitalist society depends upon the market 
and upon the consumers. He has to obey the orders which the con-
sumers transmit to him by their buying or failure to buy, and the man-
date with which they have charged him can be revoked at any hour. 
Every entrepreneur and every owner of means of production must 

* Hayek, Freedom and the Economic System (Chicago, 1939), pp. 10 ff.
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daily justify his social function through subservience to the wants of 
the consumers.

The management of a socialist economy is not under the neces-
sity of adjusting itself to the operation of a market. It has an absolute 
monopoly. It does not depend on the wants of the consumers. It it-
self decides what must be done. It does not serve the consumers as the 
businessman does. It provides for them as the father provides for his 
children or the headmaster of a school for the students. It is the author-
ity bestowing favors, not a businessman eager to attract customers. The 
salesman thanks the customer for patronizing his shop and asks him to 
come again. But the socialists say: Be grateful to Hitler, render thanks 
to Stalin; be nice and submissive, then the great man will be kind to 
you later too.

The prime means of democratic control of the administration is the 
budget. Not a clerk may be appointed, not a pencil bought, if Parlia-
ment has not made an allotment. The government must account for 
every penny spent. It is unlawful to exceed the allotment or to spend it 
for other purposes than those fi xed by Parliament. Such restrictions are 
impracticable for the management of plants, mines, farms, and trans-
portation systems. Their expenditure must be adjusted to the changing 
conditions of the moment. You cannot fi x in advance how much is to 
be spent to clear fi elds of weeds or to remove snow from railroad tracks. 
This must be decided on the spot according to circumstances. Budget 
control by the people’s representatives, the most effective weapon of 
democratic government, disappears in a socialist state.

Thus socialism must lead to the dissolution of democracy. The sov-
ereignty of the consumers and the democracy of the market are the 
characteristic features of the capitalist system. Their corollary in the 
realm of politics is the people’s sovereignty and democratic control 
of government. Pareto, Georges Sorel, Lenin, Hitler, and Mussolini 
were right in denouncing democracy as a capitalist method. Every 
step which leads from capitalism toward planning is necessarily a step 
nearer to absolutism and dictatorship.

The advocates of socialism who are keen enough to realize this tell 
us that liberty and democracy are worthless for the masses. People, they 
say, want food and shelter; they are ready to renounce freedom and 
self-determination to obtain more and better bread by submitting to a 
competent paternal authority. To this the old liberals used to reply that 
socialism will not improve but on the contrary will impair the standard 
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of living of the masses. For socialism is a less effi cient system of produc-
tion than capitalism. But this rejoinder also failed to silence the cham-
pions of socialism. Granted, many of them replied, that socialism may 
not result in riches for all but rather in a smaller production of wealth; 
nevertheless the masses will be happier under socialism, because they 
will share their worries with all their fellow citizens, and there will 
not be wealthier classes to be envied by poorer ones. The starving and 
ragged workers of Soviet Russia, they tell us, are a thousand times more 
joyful than the workers of the West who live under conditions which 
are luxurious compared to Russian standards; equality in poverty is a 
more satisfactory state than well-being where there are people who can 
fl aunt more luxuries than the average man.

Such debates are vain because they miss the central point. It is useless 
to discuss the alleged advantages of socialist management. Complete 
socialism is simply impracticable; it is not at all a system of production; 
it results in chaos and frustration.

The fundamental problem of socialism is the problem of economic 
calculation. Production within a system of division of labor, and thereby 
social coöperation, requires methods for the computation of expendi-
tures asked for by different thinkable and possible ways of achieving 
ends. In capitalist society market prices are the units of this calcula-
tion. But within a system where all factors of production are owned by 
the state there is no market, and consequently there are no prices for 
these factors. Thus it becomes impossible for the managers of a social-
ist community to calculate. They cannot know whether what they are 
planning and achieving is reasonable or not. They have no means of 
fi nding out which of the various methods of production under consid-
eration is the most advantageous. They cannot fi nd a genuine basis of 
comparison between quantities of different material factors of produc-
tion and of different services; so they cannot compare the outlays nec-
essary with the anticipated outputs. Such comparisons need a common 
unit; and there is no such unit available but that provided by the price 
system of the market. The socialist managers cannot know whether the 
construction of a new railroad line is more advantageous than the con-
struction of a new motor road. And if they have once decided on the 
construction of a railroad, they cannot know which of many possible 
routes it should cover. Under a system of private ownership money cal-
culations are used to solve such problems. But no such calculation is 
possible by comparing various classes of expenditures and incomes in 

L4875.indb   64L4875.indb   64 1/10/11   12:32:02 PM1/10/11   12:32:02 PM



etatism � 65

kind. It is out of the question to reduce to a common unit the quanti-
ties of various kinds of skilled and unskilled labor, iron, coal, building 
materials of different types, machinery, and everything else that the 
building, the upkeep, and the operation of railroads necessitates. But 
without such a common unit it is impossible to make these plans the 
subject of economic calculations. Planning requires that all the com-
modities and services which we have to take into account can be re-
duced to money. The management of a socialist community would be 
in a position like that of a ship captain who had to cross the ocean with 
the stars shrouded by a fog and without the aid of a compass or other 
equipment of nautical orientation.

Socialism as a universal mode of production is impracticable be-
cause it is impossible to make economic calculations within a socialist 
system. The choice for mankind is not between two economic systems. 
It is between capitalism and chaos.

5. Socialism in Russia and in Germany

The attempts of the Russian Bolsheviks and of the German Nazis to 
transform socialism from a program into reality have not had to meet 
the problem of economic calculation under socialism. These two so-
cialist systems have been working within a world the greater part of 
which still clings to a market economy. The rulers of these socialist 
states base the calculations on which they make their decisions on the 
prices established abroad. Without the help of these prices their ac-
tions would be aimless and planless. Only in so far as they refer to this 
price system are they able to calculate, keep books, and prepare their 
plans. With this fact in mind we may agree with the statement of vari-
ous socialist authors and politicians that socialism in only one or a few 
countries is not yet true socialism. Of course these men attach a quite 
different meaning to their assertions. They are trying to say that the 
full blessings of socialism can be reaped only in a world-embracing 
socialist community. The rest of us, on the contrary, must recognize 
that socialism will result in complete chaos precisely if it is applied in 
the greater part of the world.

The German and the Russian systems of socialism have in com-
mon the fact that the government has full control of the means of pro-
duction. It decides what shall be produced and how. It allots to each 
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 individual a share of consumer’s goods for his consumption. These sys-
tems would not have to be called socialist if it were otherwise.

But there is a difference between the two systems—though it does 
not concern the essential features of socialism.

The Russian pattern of socialism is purely bureaucratic. All eco-
nomic enterprises are departments of the government, like the admin-
istration of the army or the postal system. Every plant, shop, or farm 
stands in the same relation to the superior central organization as does 
a post offi ce to the offi ce of the postmaster general.

The German pattern differs from the Russian one in that it (seem-
ingly and nominally) maintains private ownership of the means of 
production and keeps the appearance of ordinary prices, wages, and 
markets. There are, however, no longer entrepreneurs but only shop 
managers (Betriebsführer). These shop managers do the buying and 
selling, pay the workers, contract debts, and pay interest and amorti-
zation. There is no labor market; wages and salaries are fi xed by the 
government. The government tells the shop managers what and how 
to produce, at what prices and from whom to buy, at what prices and to 
whom to sell. The government decrees to whom and under what terms 
the capitalists must entrust their funds and where and at what wages 
laborers must work. Market exchange is only a sham. All the prices, 
wages, and interest rates are fi xed by the central authority. They are 
prices, wages, and interest rates in appearance only; in reality they are 
merely determinations of quantity relations in the government’s orders. 
The government, not the consumers, directs production. This is social-
ism in the outward guise of capitalism. Some labels of capitalistic mar-
ket economy are retained but they mean something entirely different 
from what they mean in a genuine market economy.

The execution of the pattern in each country is not so rigid as not to 
allow for some concessions to the other pattern. There are, in Germany 
too, plants and shops directly managed by government clerks; there is 
especially the national railroad system; there are the government’s coal 
mines and the national telegraph and telephone lines. Most of these 
institutions are remnants of the nationalization carried out by the pre-
vious governments under the regime of German militarism. In Russia, 
on the other hand, there are some seemingly independent shops and 
farms left. But these exceptions do not alter the general characteristics 
of the two systems.
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It is not an accident that Russia adopted the bureaucratic pattern 
and Germany the Zwangswirtschaft pattern. Russia is the largest coun-
try in the world and is thinly inhabited. Within its borders it has the 
richest resources. It is much better endowed by nature than any other 
country. It can without too great harm to the well-being of its popula-
tion renounce foreign trade and live in economic self-suffi ciency. But 
for the obstacles which Czarism fi rst put in the way of capitalist pro-
duction, and for the later shortcomings of the Bolshevik system, the 
Russians even without foreign trade could have long enjoyed the high-
est standard of living in the world. In such a country the application of 
the bureaucratic system of production is not impossible, provided the 
management is in a position to use for economic calculation the prices 
fi xed on the markets of foreign capitalist countries, and to apply the 
techniques developed by the enterprise of foreign capitalism. Under 
these circumstances socialism results not in complete chaos but only 
in extreme poverty. A few years ago in the Ukraine, the most fertile 
land of Europe, many millions literally died of starvation.

In a predominantly industrial country conditions are different. The 
characteristic feature of a predominantly industrial country is that its 
population must live to a great extent on imported food and imported 
raw materials.* It must pay for these imports by the export of manufac-
tured goods, which it produces mainly from imported raw materials. 
Its vital strength lies in its factories and in its foreign trade. Jeopardiz-
ing the effi ciency of industrial production is equivalent to imperiling 
the basis of sustenance. If the plants produce worse or at higher cost 
they cannot compete in the world market, where they must outdo com-
modities of foreign origin. If exports drop, imports of food and other 
necessities drop correspondingly; the nation loses its main source of 
living.

Now Germany is a predominantly industrial country. It did very 
well when, in the years preceding the fi rst World War, its entrepre-
neurs steadily expanded their exports. There was no other country in 
Europe in which the standard of living of the masses improved faster 

* The United States, although the country with the most effi cient and greatest industry, is not 
a predominantly industrial country, as it enjoys an equilibrium between its processing industries 
and its production of food and raw materials. On the other hand Austria, whose industry is small 
compared with that of America, is predominantly industrial because it depends to a great extent 
on the import of food and raw materials and must export almost half of its industrial output.
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than in imperial Germany. For German socialism there could be no 
question of imitating the Russian model. To have attempted this would 
have immediately destroyed the apparatus of German export trade. It 
would have suddenly plunged into misery a nation pampered by the 
achievements of capitalism. Bureaucrats cannot meet the competition 
of foreign markets; they fl ourish only where they are sheltered by the 
state, with its compulsion and coercion. Thus the German socialists 
were forced to take recourse to the methods which they called German 
socialism. These methods, it is true, are much less effi cient than that 
of private initiative. But they are much more effi cient than the bureau-
cratic system of the Soviets.

This German system has an additional advantage. The German 
capitalists and the Betriebsführer, the former entrepreneurs, do not 
believe in the eternity of the Nazi regime. They are, on the contrary, 
convinced that the rule of Hitler will collapse one day and that then 
they will be restored to the ownership of the plants which in pre-Nazi 
days were their property. They remember that in the fi rst World War 
too the Hindenburg program had virtually dispossessed them, and that 
with the breakdown of the imperial government they were de facto re-
instated. They believe that it will happen again. They are therefore 
very careful in the operation of the plants whose nominal owners and 
shop managers they are. They do their best to prevent waste and to 
maintain the capital invested. It is only thanks to these selfi sh interests 
of the Betriebsführer that German socialism secured an adequate pro-
duction of armaments, planes, and ships.

Socialism would be impracticable altogether if established as a 
world-wide system of production, and thus deprived of the possibility of 
making economic calculations. When confi ned to one or a few coun-
tries in the midst of a world capitalist economy it is only an ineffi cient 
system. And of the two patterns for its realization the German is less 
ineffi cient than the Russian one.

6.  Interventionism

All civilizations have up to now been based on private ownership of 
the means of production. In the past civilization and private ownership 
have been linked together. If history could teach us anything, it would 
be that private property is inextricably linked with civilization.
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Governments have always looked askance at private property. Gov-
ernments are never liberal from inclination. It is in the nature of the 
men handling the apparatus of compulsion and coercion to overrate 
its power to work, and to strive at subduing all spheres of human life to 
its immediate infl uence. Etatism is the occupational disease of rulers, 
warriors, and civil servants. Governments become liberal only when 
forced to by the citizens.

From time immemorial governments have been eager to interfere 
with the working of the market mechanism. Their endeavors have never 
attained the ends sought. People used to attribute these failures to the 
ineffi cacy of the measures applied and to the leniency of their enforce-
ment. What was wanted, they thought, was more energy and more bru-
tality; then success would be assured. Not until the eighteenth century 
did men begin to understand that interventionism is necessarily doomed 
to fail. The classical economists demonstrated that each constellation of 
the market has a corresponding price structure. Prices, wages, and inter-
est rates are the result of the interplay of demand and supply. There are 
forces operating in the market which tend to restore this—natural—state 
if it is disturbed. Government decrees, instead of achieving the particu-
lar ends they seek, tend only to derange the working of the market and 
imperil the satisfaction of the needs of the consumers.

In defi ance of economic science the very popular doctrine of mod-
ern interventionism asserts that there is a system of economic coöpera-
tion, feasible as a permanent form of economic organization, which is 
neither capitalism nor socialism. This third system is conceived as an 
order based on private ownership of the means of production in which, 
however, the government intervenes, by orders and prohibitions, in the 
exercise of ownership rights. It is claimed that this system of interven-
tionism is as far from socialism as it is from capitalism; that it offers a 
third solution of the problem of social organization; that it stands mid-
way between socialism and capitalism; and that while retaining the ad-
vantages of both it escapes the disadvantages inherent in each of them. 
Such are the pretensions of interventionism as advocated by the older 
German school of etatism, by the American Institutionalists, and by 
many groups in other countries. Interventionism is practiced—except 
for socialist countries like Russia and Nazi Germany—by every con-
temporary government. The outstanding examples of interventionist 
policies are the Sozialpolitik of imperial Germany and the New Deal 
policy of present-day America.
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Marxians do not support interventionism. They recognize the cor-
rectness of the teachings of economics concerning the frustration 
of interventionist measures. In so far as some Marxian doctrinaires 
have recommended interventionism they have done so because they 
consider it an instrument for paralyzing and destroying the capitalist 
economy, and hope thereby to accelerate the coming of socialism. But 
the consistent orthodox Marxians scorn interventionism as idle reform-
ism detrimental to the interests of the proletarians. They do not ex-
pect to bring about the socialist utopia by hampering the evolution of 
capitalism; on the contrary, they believe that only a full development 
of the productive forces of capitalism can result in socialism. Consis-
tent Marxians abstain from doing anything to interfere with what they 
deem to be the natural evolution of capitalism. But consistency is a 
very rare quality among Marxians. So most Marxian parties and the 
trade-unions operated by Marxians are enthusiastic in their support of 
interventionism.

A mixture of capitalist and socialist principles is not feasible. If, 
within a society based on private ownership of the means of produc-
tion, some of these means are publicly owned and operated, this does 
not make for a mixed system which combines socialism and capital-
ism. The enterprises owned and operated by the state or by municipali-
ties do not alter the characteristic features of a market economy. They 
must fi t themselves, as buyers of raw materials, of equipment and of la-
bor, and as sellers of goods and services, into the scheme of the market 
economy. They are subject to the laws determining production for the 
needs of consumers. They must strive for profi ts or, at least, to avoid 
losses. When the government tries to eliminate or to mitigate this de-
pendence by covering the losses of its plants and shops by drawing on 
the public funds, the only result is that this dependence is shifted to 
another fi eld. The means for covering the losses must be raised by the 
imposition of taxes. But this taxation has its effect on the market. It is 
the working of the market mechanism, and not the government col-
lecting the taxes, that decides upon whom the incidence of the taxes 
falls and how it affects production and consumption. The market, not 
the government, determines the working of those publicly operated 
enterprises.

Nor should interventionism be confused with the German pattern of 
socialism. It is the essential feature of interventionism that it does not 
aim at a total abolition of the market; it does not want to reduce private 
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ownership to a sham and the entrepreneurs to the status of shop man-
agers. The interventionist government does not want to do away with 
private enterprise; it wants only to regulate its working through isolated 
measures of interference. Such measures are not designed as cogs in 
an all-round system of orders and prohibitions destined to control the 
whole apparatus of production and distribution; they do not aim at re-
placing private ownership and a market economy by socialist planning.

In order to grasp the meaning and the effects of interventionism it is 
suffi cient to study the working of the two most important types of inter-
vention: interference by restriction and interference by price control.

Interference by restriction aims directly at a diversion of production 
from the channels prescribed by the market and the consumers. The 
government either forbids the manufacture of certain goods or the ap-
plication of certain methods of production, or makes such methods 
more diffi cult by the imposition of taxes or penalties. It thus eliminates 
some of the means available for the satisfaction of human needs. The 
best-known examples are import duties and other trade barriers. It is 
obvious that all such measures make the people as a whole poorer, not 
richer. They prevent men from using their knowledge and ability, their 
labor and material resources as effi ciently as they can. In the unham-
pered market forces are at work tending to utilize every means of pro-
duction in a way that provides for the highest satisfaction of human 
wants. The interference of the government brings about a different em-
ployment of resources and thereby impairs the supply.

We do not need to ask here whether some restrictive measures could 
not be justifi ed, in spite of the diminution of supply they cause, by 
advantages in other fi elds. We do not need to discuss the problem of 
whether the disadvantage of raising the price of bread by an import 
duty on wheat is outweighed by the increase in income of domestic 
farmers. It is enough for our purpose to realize that restrictive mea-
sures cannot be considered as measures of increasing wealth and wel-
fare, but are instead expenditures. They are, like subsidies which the 
government pays out of the revenue collected by taxing the citizens, 
not measures of production policy but measures of spending. They are 
not parts of a system of creating wealth but a method of consuming it.

The aim of price control is to decree prices, wages, and interest rates 
different from those fi xed by the market. Let us fi rst consider the case 
of maximum prices, where the government tries to enforce prices lower 
than the market prices.
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The prices set on the unhampered market correspond to an equilib-
rium of demand and supply. Everybody who is ready to pay the market 
price can buy as much as he wants to buy. Everybody who is ready 
to sell at the market price can sell as much as he wants to sell. If the 
government, without a corresponding increase in the quantity of goods 
available for sale, decrees that buying and selling must be done at a 
lower price, and thus makes it illegal either to ask or to pay the poten-
tial market price, then this equilibrium can no longer prevail. With 
unchanged supply there are now more potential buyers on the mar-
ket, namely, those who could not afford the higher market price but 
are prepared to buy at the lower offi cial rate. There are now potential 
buyers who cannot buy, although they are ready to pay the price fi xed 
by the government or even a higher price. The price is no longer the 
means of segregating those potential buyers who may buy from those 
who may not. A different principle of selection has come into opera-
tion. Those who come fi rst can buy; others are too late in the fi eld. 
The visible outcome of this state of things is the sight of housewives 
and children standing in long lines before the groceries, a spectacle 
familiar to everybody who has visited Europe in this age of price con-
trol. If the government does not want only those to buy who come fi rst 
(or who are personal friends of the salesman), while others go home 
empty-handed, it must regulate the distribution of the stocks available. 
It has to introduce some kind of rationing.

But price ceilings not only fail to increase the supply, they reduce 
it. Thus they do not attain the ends which the authorities wish. On 
the contrary, they result in a state of things which from the point of 
view of the government and of public opinion is even less desirable 
than the previous state which they had intended to alter. If the govern-
ment wants to make it possible for the poor to give their children more 
milk, it has to buy the milk at the market price and sell it to these poor 
parents with a loss, at a cheaper rate. The loss may be covered by taxa-
tion. But if the government simply fi xes the price of milk at a lower rate 
than the market, the result will be the contrary of what it wants. The 
marginal producers, those with the highest costs, will, in order to avoid 
losses, go out of the business of producing and selling milk. They will 
use their cows and their skill for other, more profi table purposes. They 
will, for example, produce cheese, butter, or meat. There will be less 
milk available for the consumers, not more. Then the government has 
to choose between two alternatives: either to refrain from any endeav-
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ors to control the price of milk and to abrogate its decree, or to add to 
its fi rst measure a second one. In the latter case it must fi x the prices of 
the factors of production necessary for the production of milk at such 
a rate that the marginal producers will no longer suffer losses and will 
abstain from restricting the output. But then the same problem repeats 
itself on a remoter plane. The supply of the factors of production nec-
essary for the production of milk drops, and again the government is 
back where it started, facing failure in its interference. If it keeps stub-
bornly on, pushing forward its schemes, it has to go still further. It has 
to fi x the prices of the factors of production necessary for the produc-
tion of those factors of production which are needed for the production 
of milk. Thus the government is forced to go further and further, fi xing 
the prices of all consumer goods and of all factors of production—both 
human (i.e., labor) and material—and to force every entrepreneur and 
every worker to continue work at these prices and wages. No branch of 
industry can be omitted from this all-round fi xing of prices and wages 
and from this general order to produce those quantities which the gov-
ernment wants to see produced. If some branches were to be left free, 
the result would be a shifting of capital and labor to them and a cor-
responding fall of the supply of goods whose prices the government 
has fi xed. However, it is precisely these goods which the government 
considers especially important for the satisfaction of the needs of the 
masses.*

But when this state of all-round control of business is achieved, the 
market economy has been replaced by the German pattern of social-
ist planning. The government’s board of production management now 
exclusively controls all business activities and decides how the means 
of production—men and material resources—must be used.

The isolated measures of price fi xing fail to attain the ends sought. 
In fact, they produce effects contrary to those aimed at by the govern-
ment. If the government, in order to eliminate these inexorable and 
unwelcome consequences, pursues its course further and further, 
it fi nally transforms the system of capitalism and free enterprise into 
socialism.

Many American and British supporters of price control are fasci-
nated by the alleged success of Nazi price control. They believe that 

* For the two situations in which price-control measures can be used effectively within a nar-
rowly confi ned sphere, the reader is referred to Mises’s Nationalökonomie, pp. 674–675. [See Hu-
man Action (1949), 3rd (1966), 4th (1996), and Liberty Fund (2007) editions, pp. 765–766.—Ed.]
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the German experience has proved the practicability of price control 
within the framework of a system of market economy. You have only to 
be as energetic, impetuous, and brutal as the Nazis are, they think, and 
you will succeed. These men who want to fi ght Nazism by adopting 
its methods do not see that what the Nazis have achieved has been the 
building up of a system of socialism, not a reform of conditions within 
a system of market economy.

There is no third system between a market economy and socialism. 
Mankind has to choose between those two systems—unless chaos is 
considered an alternative.*

It is the same when the government takes recourse to minimum 
prices. Practically the most important case of fi xing prices at a higher 
level than that established on the unhampered market is the case of 
minimum wages. In some countries minimum wage rates are de-
creed directly by the government. The governments of other countries 
 interfere only indirectly with wages. They give a free hand to the labor 
unions by acquiescing in the use of compulsion and coercion by unions 
against reluctant employers and employees. If it were otherwise strikes 
would not attain the ends which the trade-unions want to attain. The 
strike would fail to force the employer to grant higher wages than those 
fi xed by the unhampered market, if he were free to employ men to 
take the place of the strikers. The essence of labor-union policy today 
is the application or threat of violence under the benevolent protection 
of the government. The unions represent, therefore, a vital part of the 
state apparatus of compulsion and coercion. Their fi xing of minimum 
wage rates is equivalent to a government intervention establishing min-
imum wages.

The labor unions succeed in forcing the entrepreneurs to grant 
higher wages. But the result of their endeavors is not what people usu-
ally ascribe to them. The artifi cially elevated wage rates cause per-
manent unemployment of a considerable part of the potential labor 
force. At these higher rates the marginal employments for labor are no 
longer profi table. The entrepreneurs are forced to restrict output, and 
the demand on the labor market drops. The unions seldom bother 
about this inevitable result of their activities; they are not concerned 

* We pass over the fact that, because of the impossibility of economic calculation under it, 
socialism too must result in chaos.
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with the fate of those who are not members of their brotherhood. But it 
is different for the government, which aims at the increase of the wel-
fare of the whole people and wants to benefi t not only union members 
but all those who have lost their jobs. The government wants to raise 
the income of all workers; that a great many of them cannot fi nd em-
ployment is contrary to its intentions.

These dismal effects of minimum wages have become more and 
more apparent the more trade-unionism has prevailed. As long as only 
one part of labor, mostly skilled workers, was unionized, the wage 
rise achieved by the unions did not lead to unemployment but to an 
increased supply of labor in those branches of business where there 
were no effi cient unions or no unions at all. The workers who lost their 
jobs as a consequence of union policy entered the market of the free 
branches and caused wages to drop in those branches. The corollary 
of the rise in wages for organized workers was a drop in wages for un-
organized workers. But with the spread of unionism conditions have 
changed. Workers now losing their jobs in one branch of industry fi nd 
it harder to get employment in other lines. They are victimized.

There is unemployment even in the absence of any government or 
union interference. But in an unhampered labor market there prevails 
a tendency to make unemployment disappear. The fact that the unem-
ployed are looking for jobs must result in fi xing wage rates at a height 
which makes it possible for the entrepreneurs to employ all those eager 
to work and to earn wages. But if minimum wage rates prevent an ad-
justment of wage rates to the conditions of demand and supply, unem-
ployment tends to become a permanent mass phenomenon.

There is but one means to make market wage rates rise for all those 
eager to work: an increase in the amount of capital goods available 
which makes it possible to improve technological methods of produc-
tion and thereby to raise the marginal productivity of labor. It is a sad 
fact that a great war, in destroying a part of the stock of capital goods, 
must result in a temporary fall in real wage rates, when the shortage of 
man power brought about by the enlistment of millions of men is once 
overcome. It is precisely because they are fully aware of this undesir-
able consequence that liberals consider war not only a political but also 
an economic disaster.

Government spending is not an appropriate means to brush away 
unemployment. If the government fi nances its spending by collecting 
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taxes or by borrowing from the public, it curtails the private citizens’ 
power to invest and to spend to the same extent that it increases its own 
spending capacity. If the government fi nances its spending by infl ation-
ary methods (issue of additional paper money or borrowing from the 
commercial banks) it brings about a general rise of commodity prices. 
If then money wage rates do not rise at all or not to the same extent as 
commodity prices, mass unemployment may disappear. But it disap-
pears precisely because real wage rates have dropped.

Technological progress increases the productivity of human effort. 
The same amount of capital and labor can now produce more than 
before. A surplus of capital and labor becomes available for the expan-
sion of already existing industries and for the development of new ones. 
“Technological unemployment” may occur as a transitory phenom-
enon. But very soon the unemployed will fi nd new jobs either in the 
new industries or in the expanding old ones. Many millions of workers 
are today employed in industries which were created in the last de-
cades. And the wage earners themselves are the main buyers of the 
products of these new industries.

There is but one remedy for lasting unemployment of great masses: 
the abandonment of the policy of raising wage rates by government 
decree or by the application or the threat of violence.

Those who advocate interventionism because they want to sabotage 
capitalism and thereby fi nally to achieve socialism are at least consis-
tent. They know what they are aiming at. But those who do not wish to 
replace private property by German Zwangswirtschaft or Russian Bol-
shevism are sadly mistaken in recommending price control and labor-
union compulsion.

The more cautious and sophisticated supporters of interventionism 
are keen enough to recognize that government interference with busi-
ness fails in the long run to attain the ends sought. But, they assert, 
what is needed is immediate action, a short-run policy. Interventionism 
is good because its immediate effects are benefi cial, even if its remoter 
consequences may be disastrous. Do not bother about tomorrow; only 
today counts. With regard to this attitude two points must be empha-
sized: (1) today, after years and decades of interventionist policies, we 
are already confronted with the long-run consequences of interven-
tionism; (2) wage interventionism is bound to fail even in the short run, 
if not accompanied by corresponding measures of protectionism.
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7. Etatism and Protectionism

Etatism—whether interventionism or socialism—is a national policy. 
The national governments of various countries adopt it. Their concern 
is whatever they consider favors the interests of their own nations. They 
are not troubled about the fate or the happiness of foreigners. They are 
free from any inhibitions which would prevent them from infl icting 
harm on aliens.

We have dealt already with how the policies of etatism hurt the well-
being of the whole nation and even of the groups or classes which they 
are intended to benefi t. For the purpose of this book it is still more 
important to emphasize that no national system of etatism can work 
within a world of free trade. Etatism and free trade in international 
relations are incompatible, not only in the long run but even in the 
short run. Etatism must be accompanied by measures severing the 
connections of the domestic market with foreign markets. Modern pro-
tectionism, with its tendency to make every country economically self-
 suffi cient as far as possible, is inextricably linked with interventionism 
and its inherent tendency to turn into socialism. Economic national-
ism is the unavoidable outcome of etatism.

In the past various doctrines and considerations induced govern-
ments to embark upon a policy of protectionism. Economics has ex-
posed all these arguments as fallacious. Nobody tolerably familiar with 
economic theory dares today to defend these long since unmasked er-
rors. They still play an important role in popular discussion; they are 
the preferred theme of demagogic fulminations; but they have nothing 
to do with present-day protectionism. Present-day protectionism is a 
necessary corollary of the domestic policy of government interference 
with business. Interventionism begets economic nationalism. It thus 
kindles the antagonisms resulting in war. An abandonment of eco-
nomic nationalism is not feasible if nations cling to interference with 
business. Free trade in international relations requires domestic free 
trade. This is fundamental to any understanding of contemporary in-
ternational relations.

It is obvious that all interventionist measures aiming at a rise in do-
mestic prices for the benefi t of domestic producers, and all measures 
whose immediate effect consists in a rise in domestic costs of produc-
tion, would be frustrated if foreign products were not either barred 
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 altogether from competition on the domestic market or penalized 
when imported. When, other things being unchanged, labor legisla-
tion succeeds in shortening the hours of work or in imposing on the 
employer in another way additional burdens to the advantage of the 
employees, the immediate effect is a rise in production costs. Foreign 
producers can compete under more favorable conditions, both on the 
home market and abroad, than they could before.

The acknowledgment of this fact has long since given impetus to the 
idea of equalizing labor legislation in different countries. These plans 
have taken on more defi nite form since the international conference 
called by the German government in 1890. They led fi nally in 1919 to 
the establishment of the International Labor Offi ce in Geneva. The 
results obtained were rather meager. The only effi cient way to equal-
ize labor conditions all over the world would be freedom of migration. 
But it is precisely this which unionized labor of the better-endowed 
and comparatively underpopulated countries fi ghts with every means 
available.

The workers of those countries where natural conditions of pro-
duction are more favorable and the population is comparatively thin 
enjoy the advantages of a higher marginal productivity of labor. They 
get higher wages and have a higher standard of living. They are eager 
to protect their advantageous position by barring or restricting immi-
gration.* On the other hand, they denounce as “dumping” the com-
petition of goods produced abroad by foreign labor remunerated at a 
lower scale; and they ask for protection against the importation of such 
goods.

The countries which are comparatively overpopulated—i.e., in which 
the marginal productivity of labor is lower than in other countries—
have but one means to compete with the more favored countries: lower 
wages and a lower standard of living. Wage rates are lower in Hungary 
and in Poland than in Sweden or in Canada because the natural re-
sources are poorer and the population is greater in respect to them. 
This fact cannot be disposed of by an international agreement, or by 

* Many Americans are not familiar with the fact that, in the years between the two world 
wars, almost all European nations had recourse to very strict anti-immigration laws. These laws 
were more rigid than the American laws, since most of them did not provide for any immigra-
tion quotas. Every nation was eager to protect its wage level—a low one when compared with 
American conditions—against the immigration of men from other countries in which wage 
rates were still lower. The result was mutual hatred and—in face of a threatening common 
danger—disunion.
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the interference of an international labor offi ce. The average standard 
of living is lower in Japan than in the United States because the same 
amount of labor produces less in Japan than in the United States.

Such being the conditions, the goal of international agreements con-
cerning labor legislation and trade-union policies cannot be the equal-
ization of wage rates, hours of work, or other such “pro-labor” measures. 
Their only aim could be to coördinate these things so that no changes 
in the previously prevailing conditions of competition resulted. If, for 
example, American laws or trade-union policies resulted in a 5 per cent 
rise in construction costs, it would be necessary to fi nd out how much 
this increased the cost of production in the various branches of indus-
try in which America and Japan are competing or could compete if the 
relation of production costs changed. Then it would be necessary to 
investigate what kind of measures could burden Japanese production 
to such an extent that no change in the competitive power of both 
nations would take place. It is obvious that such calculations would 
be extremely diffi cult. Experts would disagree with regard both to the 
methods to be used and the probable results. But even if this were not 
the case an agreement could not be reached. For it is contrary to the 
interests of Japanese workers to adopt such measures of compensation. 
It would be more advantageous for them to expand their export sales to 
the disadvantage of American exports; thus the demand for their labor 
would rise and the condition of Japanese workers improve effectively. 
Guided by this idea, Japan would be ready to minimize the rise in 
production costs effected by the American measures and would be re-
luctant to adopt compensatory measures. It is chimerical to expect that 
international agreements concerning socio-economic policies could 
be substituted for protectionism.

We must realize that practically every new pro-labor measure forced 
on employers results in higher costs of production and thereby in a 
change in the conditions of competition. If it were not for protection-
ism such measures would immediately fail to attain the ends sought. 
They would result only in a restriction of domestic production and 
consequently in an increase of unemployment. The unemployed could 
fi nd jobs only at lower wage rates; if they were not prepared to acqui-
esce in this solution they would remain unemployed. Even narrow-
minded people would realize that economic laws are inexorable, and 
that government interference with business cannot attain its ends but 
must result in a state of affairs which—from the point of view of the 
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government and the supporters of its policy—is even less desirable than 
the conditions which it was designed to alter.

Protectionism, of course, cannot brush away the unavoidable conse-
quences of interventionism. It can only improve conditions, in appear-
ance; it can only conceal the true state of affairs. Its aim is to raise do-
mestic prices. The higher prices provide a compensation for the rise in 
costs of production. The worker does not suffer a cut in money wages 
but he has to pay more for the goods he wants to buy. As far as the 
home market is concerned the problem is seemingly settled.

But this brings us to a new problem: monopoly.

8. Economic Nationalism and Domestic Monopoly Prices

The aim of the protective tariff is to undo the undesired consequences 
of the rise in domestic costs of production caused by government inter-
ference. The purpose is to preserve the competitive power of domestic 
industries in spite of the rise in costs of production.

However, the mere imposition of an import duty can attain this end 
only in the case of those commodities whose domestic production falls 
short of domestic demand. With industries producing more than is 
needed for domestic consumption a tariff alone would be futile unless 
supplemented by monopoly.

In an industrial European country, for example Germany, an import 
duty on wheat raises the domestic price to the level of the world market 
price plus the import duty. Although the rise in the domestic wheat 
price results in an expansion of domestic production on the one hand 
and a restriction of domestic consumption on the other hand, imports 
are still necessary for the satisfaction of domestic demand. As the costs 
of the marginal wheat dealer include both the world market price and 
the import duty, the domestic price goes up to this height.

It is different with those commodities that Germany produces in 
such quantities that a part can be exported. A German import duty 
on manufactures which Germany produces not only for the domes-
tic market but for export too would be, as far as export trade is con-
cerned, a futile measure to compensate for a rise in domestic costs of 
production. It is true that it would prevent foreign manufacturers from 
selling on the German market. But export trade must continue to be 
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hampered by the rise in domestic production costs. On the other hand 
the competition between the domestic producers on the home market 
would eliminate those German plants in which production no longer 
paid with the rise in costs due to government interference. At the new 
equilibrium the domestic price would reach the level of the world mar-
ket price plus a part of the import duty. Domestic consumption would 
now be lower than it was before the rise in domestic production costs 
and the imposition of the import duty. The restriction of domestic con-
sumption and the falling off of exports mean a shrinking of production 
with consequent unemployment and an increased pressure on the la-
bor market resulting in a drop in wage rates. The failure of the Sozial-
politik becomes manifest.*

But there is still another way out. The fact that the import duty has 
insulated the domestic market provides domestic producers with the 
opportunity to build up a monopolistic scheme. They can form a car-
tel and charge the domestic consumers monopoly prices which can go 
up to a level only slightly lower than the world market price plus the 
import duty. With their domestic monopoly profi ts they can afford to 
sell at lower prices abroad. Production goes on. The failure of the So-
zialpolitik is skillfully concealed from the eyes of an ignorant public. 
But the domestic consumers must pay higher prices. What the worker 
gains by the rise in wage rates and by pro-labor legislation burdens him 
in his capacity as consumer.

But the government and the trade-union leaders have attained their 
goal. They can then boast that the entrepreneurs were wrong in pre-
dicting that higher wages and more labor legislation would make their 
plants unprofi table and hamper production.

Marxian myths have succeeded in surrounding the problem of mo-
nopoly with empty babble. According to the Marxian doctrines of im-
perialism, there prevails within an unhampered market society a ten-
dency toward the establishment of monopolies. Monopoly, according to 
these doctrines, is an evil originating from the operation of the forces 
working in an unhampered capitalism. It is, in the eyes of the reform-
ers, the worst of all drawbacks of the laissez-faire system; its  existence 

* We need not consider the case of import duties so low that only a few or none of the domestic 
plants can continue production for the home market. In this case foreign competitors could 
penetrate the domestic market, and prices would reach the level of the world market price plus 
the whole import duty. The failure of the tariff would be even more manifest.
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is the best justifi cation of interventionism; it must be the foremost 
aim of government interference with business to fi ght it. One of the 
most serious consequences of monopoly is that it begets imperialism 
and war.

There are, it is true, instances in which a monopoly—a world mo-
nopoly—of some products could possibly be established without the 
support of governmental compulsion and coercion. The fact that the 
natural resources for the production of mercury are very few, for ex-
ample, might engender a monopoly even in the absence of govern-
mental encouragement. There are instances, again, in which the high 
cost of transportation makes it possible to establish local monopolies 
for bulky goods, e.g., for some building materials in places unfavor-
ably located. But this is not the problem with which most people are 
concerned when discussing monopoly. Almost all the monopolies that 
are assailed by public opinion and against which governments pretend 
to fi ght are government made. They are national monopolies created 
under the shelter of import duties. They would collapse with a regime 
of free trade.

The common treatment of the monopoly question is thoroughly 
mendacious and dishonest. No milder expression can be used to char-
acterize it. It is the aim of the government to raise the domestic price 
of the commodities concerned above the world market level, in order 
to safeguard in the short run the operation of its pro-labor policies. The 
highly developed manufactures of Great Britain, the United States, 
and Germany would not need any protection against foreign compe-
tition were it not for the policies of their own governments in raising 
costs of domestic production. But these tariff policies, as shown in the 
case described above, can work only when there is a cartel charging 
monopoly prices on the domestic market. In the absence of such a car-
tel domestic production would drop, as foreign producers would have 
the advantage of producing at lower costs than those due to the new 
pro-labor measure. A highly developed trade-unionism, supported by 
what is commonly called “progressive labor legislation,” would be frus-
trated even in the short run if domestic prices were not maintained 
at a higher level than that of the world market, and if the exporters 
(if exports are to be continued) were not in a position to compensate 
the lower export prices out of the monopolistic profi ts drawn on the 
home market. Where the domestic cost of production is raised by gov-
ernment interference, or by the coercion and compulsion exercised by 
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trade-unions, export trade will need to be subsidized. The subsidies 
may be openly granted as such by the government, or they may be dis-
guised by monopoly. In this second case the domestic consumers pay 
the subsidies in the form of higher prices for the commodities which 
the monopoly sells at a lower price abroad. If the government were sin-
cere in its antimonopolistic gestures, it could fi nd a very simple rem-
edy. The repeal of the import duty would brush away at one stroke the 
danger of monopoly. But governments and their friends are eager to 
raise domestic prices. Their struggle against monopoly is only a sham.

The correctness of the statement that it is the aim of the govern-
ments to raise prices can easily be demonstrated by referring to con-
ditions in which the imposition of an import duty does not result in 
the establishment of a cartel monopoly. The American farmers produc-
ing wheat, cotton, and other agricultural products cannot, for techni-
cal reasons, form a cartel. Therefore the administration developed a 
scheme to raise prices through restriction of output and through with-
holding huge stocks from the market by means of government buying 
and government loans. The ends arrived at by this policy are a substi-
tute for an infeasible farming cartel and farming monopoly.

No less conspicuous are the endeavors of various governments to 
create international cartels. If the protective tariff results in the for-
mation of a national cartel, international cartelization could in many 
cases be attained by agreements between the national cartels. Such 
agreements are often very well served by another pro-monopoly activ-
ity of governments, the patents and other privileges granted to new 
inventions. However, where technical obstacles prevent the construc-
tion of national cartels—as is almost always the case with agricultural 
production—no such international agreements can be built up. Then 
the governments interfere again. History between the two world wars is 
an open record of state intervention to foster monopoly and restriction 
by international agreements. There were schemes for wheat pools, rub-
ber and tin restrictions, and so on.* Of course, most of them collapsed 
very quickly.

Such is the true story of modern monopoly. It is not an outcome of 
unhampered capitalism and of an inherent trend of capitalist evolu-
tion, as the Marxians would have us believe. It is, on the contrary, the 
result of government policies aiming at a reform of market economy.

* G. L. Schwartz, “Back to Free Enterprise,” Nineteenth Century and After, CXXXI (1942), p. 130.
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9. Autarky

Interventionism aims at state control of market conditions. As the sov-
ereignty of the national state is limited to the territory subject to its 
supremacy and has no jurisdiction outside its boundaries, it considers 
all kinds of international economic relations as serious obstacles to its 
policy. The ultimate goal of its foreign trade policy is economic self-
suffi ciency. The avowed tendency of this policy is, of course, only to 
reduce imports as far as possible; but as exports have no purpose but to 
pay for imports, they drop concomitantly.

The striving after economic self-suffi ciency is even more violent in 
the case of socialist governments. In a socialist community produc-
tion for domestic consumption is no longer directed by the tastes and 
wishes of the consumers. The central board of production manage-
ment provides for the domestic consumer according to its own ideas of 
what serves him best; it takes care of the people but it no longer serves 
the consumer. But it is different with production for export. Foreign 
buyers are not subject to the authorities of the socialist state; they have 
to be served; their whims and fancies have to be taken into account. 
The socialist government is sovereign in purveying to the domestic 
consumers, but in its foreign-trade relations it encounters the sover-
eignty of the foreign consumer. On foreign markets it has to compete 
with other producers producing better commodities at lower cost. We 
have mentioned earlier how the dependence on foreign imports and 
consequently on exports infl uences the whole structure of German 
socialism.*

The essential goal of socialist production, according to Marx, is the 
elimination of the market. As long as a socialist community is still 
forced to sell a part of its production abroad—whether to foreign social-
ist governments or to foreign business—it still produces for a market 
and is subject to the laws of the market economy. A socialist system is 
defective as such as long as it is not economically self-suffi cient.

The international division of labor is a more effi cient system of 
production than is the economic autarky of every nation. The same 
amount of labor and of material factors of production yields a higher 
output. This surplus production benefi ts everyone concerned. Protec-
tionism and autarky always result in shifting production from the cen-

* See above, p. 67–68.
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ters where conditions are more favorable—i.e., from where the output 
for the same amount of physical input is higher—to centers where they 
are less favorable. The more productive resources remain unused while 
the less productive are utilized. The effect is a general drop in the pro-
ductivity of human effort, and thereby a lowering of the standard of 
living all over the world.

The economic consequences of protectionist policies and of the 
trend toward autarky are the same for all countries. But there are quali-
tative and quantitative differences. The social and political results are 
different for comparatively overpopulated industrial countries and 
for comparatively underpopulated agricultural countries. In the pre-
dominantly industrial countries the prices of the most urgently needed 
foodstuffs are going up. This interferes more and sooner with the well-
being of the masses than the corresponding rise in the prices of manu-
factured goods in the predominantly agricultural countries. Besides, 
the workers in the industrial countries are in a better position to make 
their complaints heard than the farmers and farm hands in the agricul-
tural countries. The statesmen and economists of the predominantly 
industrial countries become frightened. They realize that natural con-
ditions are putting a check on their country’s endeavors to replace im-
ports of food and raw materials by domestic production. They clearly 
understand that the industrial countries of Europe can neither feed nor 
clothe their population out of domestic products alone. They foresee 
that the trend toward more protection, more insulation of every coun-
try, and fi nally self-suffi ciency will bring about a tremendous fall in the 
standard of living, if not actual starvation. Thus they look around for 
remedies.

German aggressive nationalism is animated by these considerations. 
For more than sixty years German nationalists have been depicting the 
consequences which the protectionist policies of other nations must 
eventually have for Germany. Germany, they pointed out, cannot live 
without importing food and raw materials. How will it pay for these 
imports when one day the nations producing these materials have suc-
ceeded in the development of their domestic manufactures and bar 
access to German exports? There is, they told themselves, only one 
redress: We must conquer more dwelling space, more Lebensraum.

The German nationalists are fully aware that many other nations—
for example, Belgium—are in the same unfavorable position. But, they 
say, there is a very important difference. These are small nations. They 
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are therefore helpless. Germany is strong enough to conquer more 
space. And, happily for Germany, they say today, there are two other 
powerful nations, which are in the same position as Germany, namely, 
Italy and Japan. They are the natural allies of Germany in these wars 
of the have-nots against the haves.

Germany does not aim at autarky because it is eager to wage war. It 
aims at war because it wants autarky—because it wants to live in eco-
nomic self-suffi ciency.

10. German Protectionism

The second German Empire, founded at Versailles in 1871, was not 
only a powerful nation; it was—in spite of the depression which started 
in 1873—economically very prosperous. Its industrial plants were ex-
tremely successful in competing—abroad and at home—with foreign 
products. Some grumblers found fault with German manufactures; 
German goods, they said, were cheap but inferior. But the great for-
eign demand was precisely for such cheap goods. The masses put more 
stress upon cheapness than upon fi ne quality. Whoever wanted to in-
crease sales had to cut prices.

In those optimistic 1870’s everybody was fully convinced that Eu-
rope was on the eve of a period of peace and prosperity. There were 
to be no more wars; trade barriers were doomed to disappear; men 
would be more eager to build up and to produce than to destroy and 
to kill each other. Of course, farsighted men could not overlook the 
fact that Europe’s cultural preëminence would slowly vanish. Natural 
conditions for production were more favorable in overseas countries. 
Capitalism was on the point of developing the resources of backward 
nations. Some branches of production would not be able to stand the 
competition of the newly opened areas. Agricultural production and 
mining would drop in Europe; Europeans would buy such goods by 
exporting manufactures. But people did not worry. Intensifi cation of 
the international division of labor was in their eyes not a disaster but on 
the contrary a source of richer supply. Free trade was bound to make 
all nations more fl ourishing.

The German liberals advocated free trade, the gold standard, and 
freedom of domestic business. German manufacturing did not need 
any protection. It triumphantly swept the world market. It would have 
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been nonsensical to bring forward the infant-industry argument. Ger-
man industry had reached its maturity.

Of course, there were still many countries eager to penalize im-
ports. However, the inference from Ricardo’s free-trade argument was 
irrefutable. Even if all other countries cling to protection, every na-
tion serves its own interest best by free trade. Not for the sake of for-
eigners but for the sake of their own nation, the liberals advocated free 
trade. There was the great example set by Great Britain, and by some 
smaller nations, like Switzerland. These countries did very well with 
free trade. Should Germany adopt their policies? Or should it imitate 
half- barbarian nations like Russia?

But Germany chose the second path. This decision was a turning 
point in modern history.

There are many errors current concerning modern German pro-
tectionism.

It is important to recognize fi rst of all that the teachings of Frederick 
List have nothing to do with modern German protectionism. List did 
not advocate tariffs for agricultural products. He asked for protection 
of infant industries. In doing this he underrated the competitive power 
of contemporary German manufacturing. Even in those days, in the 
early 1840’s, German industrial production was already much stronger 
than List believed. Thirty to forty years later it was paramount on the 
European continent and could very successfully compete on the world 
market. List’s doctrines played an important role in the evolution of 
protectionism in Eastern Europe and in Latin America. But the Ger-
man supporters of protectionism were not justifi ed in referring to List. 
He did not unconditionally reject free trade; he advocated protection 
of manufacturing only for a period of transition, and he nowhere sug-
gested protection for agriculture. List would have violently opposed the 
trend of German foreign-trade policy of the last sixty-fi ve years.

The representative literary champion of modern German protec-
tionism was Adolf Wagner. The essence of his teachings is this: All 
countries with an excess production of foodstuffs and raw materials are 
eager to develop domestic manufacturing and to bar access to foreign 
manufactures; the world is on the way to economic self-suffi ciency for 
each nation. In such a world what will be the fate of those nations 
which can neither feed nor clothe their citizens out of domestic food-
stuffs and raw materials? They are doomed to starvation.

Adolf Wagner was not a keen mind. He was a poor economist. The 
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same is true of his partisans. But they were not so dull as to fail to 
recognize that protection is not a panacea against the dangers which 
they depicted. The remedy they recommended was conquest of more 
space—war. They asked for protection of German agriculture in order 
to encourage production on the poor soil of the country, because they 
wanted to make Germany independent of foreign supplies of food for 
the impending war. Import duties for food were in their eyes a short-
run remedy only, a measure for a period of transition. The ultimate 
remedy was war and conquest.

It would be wrong, however, to assume that the incentive to Germa-
ny’s embarking upon protectionism was a propensity to wage war. Wag-
ner, Schmoller, and the other socialists of the chair, in their lectures 
and seminars, long preached the gospel of conquest. But before the 
end of the ’nineties they did not dare to propagate such views in print. 
Considerations of war economy, moreover, could justify protection 
only for agriculture; they were not applicable in the case of protection 
for the processing industries. The military argument of war prepared-
ness did not play an important role in the protection of Germany’s in-
dustrial production.

The main motive for the tariff on manufactures was the Sozialpoli-
tik. The pro-labor policy raised the domestic costs of production and 
made it necessary to safeguard the policy’s short-run effects. Domestic 
prices had to be raised above the world market level in order to escape 
the dilemma of either lower money wages or a restriction of exports 
and increase of unemployment. Every new progress of the Sozialpoli-
tik, and every successful strike, disarranged conditions to the disadvan-
tage of the German enterprises and made it harder for them to outdo 
foreign competitors both on the domestic and on the foreign markets. 
The much glorifi ed Sozialpolitik was only possible within an economic 
body sheltered by tariffs.

Thus Germany developed its characteristic system of cartels. The 
cartels charged the domestic consumers high prices and sold cheaper 
abroad. What the worker gained from labor legislation and union wages 
was absorbed by higher prices. The government and the trade-union 
leaders boasted of the apparent success of their policies: the workers re-
ceived higher money wages. But real wages did not rise more than the 
marginal productivity of labor.

Only a few observers saw through all this, however. Some econo-
mists tried to justify industrial protectionism as a measure for safe-
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guarding the fruits of Sozialpolitik and of unionism; they advocated 
social protectionism (den sozialen Schutzzoll). They failed to recognize 
that the whole process demonstrated the futility of coercive govern-
ment and union interference with the conditions of labor. The greater 
part of public opinion did not suspect at all that Sozialpolitik and pro-
tection were closely linked together. The trend toward cartels and mo-
nopoly was in their opinion one of the many disastrous consequences 
of capitalism. They bitterly indicted the greediness of capitalists. The 
Marxians interpreted it as that concentration of capital which Marx 
had predicted. They purposely ignored the fact that it was not an out-
come of the free evolution of capitalism but the result of government 
interference, of tariffs and—in the case of some branches, like potash 
and coal—of direct government compulsion. Some of the less shrewd 
socialists of the chair (Lujo Brentano, for example) went so far in their 
inconsistency as to advocate at the same time free trade and a more 
radical pro-labor policy.

In the thirty years preceding the fi rst World War Germany could 
eclipse all other European countries in pro-labor policies because it 
above all indulged in protectionism and subsequently in cartelization.

When, later, in the course of the depression of 1929 and the follow-
ing years, unemployment fi gures went up conspicuously because trade-
unions would not accept a reduction of boom wage rates, the com-
paratively mild tariff protectionism turned into the hyper- protectionist 
policies of the quota system, monetary devaluation, and foreign ex-
change control. At that time Germany was no longer ahead in pro-
labor policies; other countries had surpassed it. Great Britain, once the 
champion of free trade, adopted the German idea of social protection. 
So did all other countries. Up-to-date hyper-protectionism is the corol-
lary of present-day Sozialpolitik.

There cannot be any doubt that for nearly sixty years Germany set 
the example in Europe both of Sozialpolitik and of protectionism. But 
the problems involved are not Germany’s problems alone.

The most advanced countries of Europe have poor domestic re-
sources. They are comparatively overpopulated. They are in a very un-
lucky position indeed in the present trend toward autarky, migration 
barriers, and expropriation of foreign investments. Insulation means 
for them a severe fall in standards of living. After the present war Great 
Britain—with its foreign assets gone—will be in the same position 
as Germany. The same will be true for Italy, Belgium,  Switzerland. 
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 Perhaps France is better off because it has long had a low birth rate. 
But even the smaller, predominantly agricultural countries of the Eu-
ropean East are in a critical position. How should they pay for imports 
of cotton, coffee, various minerals, and so on? Their soil is much poorer 
than that of Canada or the American wheat belt; its products cannot 
compete on the world market.

Thus the problem is not a German one; it is a European problem. 
It is a German problem only to the extent that the Germans tried—in 
vain—to solve it by war and conquest.
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Etatism and Nationalism

1. The Principle of Nationality

In the early nineteenth century the political vocabulary of the citizens 
of the United Kingdom of Great Britain and Ireland did not differen-
tiate between the concepts state, people, and nation. The conquests 
which expanded the realm and brought countries and their inhabitants 
into subjection did not alter the size of the nation and the state. These 
annexed areas, as well as the overseas settlements of British subjects, 
remained outside the state and the nation. They were property of the 
crown under the control of Parliament. The nation and the people were 
the citizens of the three kingdoms, England, Scotland, and Ireland. 
England and Scotland had formed a union in 1707; in 1801 Ireland 
joined this union. There was no intention of incorporating into this 
body the citizens settled beyond the sea in North America. Every col-
ony had its own parliament and its own local government. When the 
Parliament of Westminster attempted to include in its jurisdiction the 
colonies of New England and those south of New England, it kindled 
the confl ict which resulted in American independence. In the Decla-
ration of Independence the thirteen colonies call themselves a people 
different from the people represented in the Parliament at Westmin-
ster. The individual colonies, having proclaimed their right to inde-
pendence, formed a political union, and thus gave to the new nation, 
set up by nature and by history, an adequate political organization.

Even at the time of the American confl ict British liberals sympa-
thized with the aims of the colonists. In the course of the nineteenth 
century Great Britain fully recognized the right of the white settlers in 
overseas possessions to establish autonomous governments. The citi-
zens of the dominions are not members of the British nation. They 
form nations of their own with all the rights to which civilized  peoples 
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are entitled. There has been no effort to expand the territory from 
which members are returned to the Parliament of Westminster. If au-
tonomy is granted to a part of the Empire, that part becomes a state 
with its own constitution. The size of the territory whose citizens are 
represented in the Parliament at London has not expanded since 1801; 
it was narrowed by the founding of the Irish Free State.

For the French Revolutionists the terms state, nation, and people 
were also identical. France was for them the country within the histori-
cal frontiers. Foreign enclaves (like papal Avignon and the possessions 
of German princes) were according to natural law parts of France, and 
therefore to be reunited. The victorious wars of the Revolution and of 
Napoleon I temporarily relegated these notions to oblivion. But after 
1815 they were restored to their previous meaning. France is the country 
within the frontiers fi xed by the Congress of Vienna. Napoleon III later 
incorporated into this realm Savoy and Nice, districts with French-
speaking inhabitants for whom there was no longer room left in the 
new Italian kingdom in which the state of Savoy-Piedmont-Sardinia 
had been merged. The French were not enthusiastic about this expan-
sion of their country; the new districts were slow to be assimilated to 
the French commonwealth. The plans of Napoleon III to acquire Bel-
gium, Luxembourg, and the left bank of the Rhine were not popular 
in France. The French do not consider the Walloons or the French-
speaking Swiss or Canadians members of their nation or people. They 
are in their eyes French-speaking foreigners, good old friends, but not 
Frenchmen.

It was different with the German and Italian liberals. The states 
which they wanted to reform were products of dynastic warfare and 
intermarriage; they could not be considered natural entities. It would 
have been paradoxical indeed to destroy the despotism of the prince 
of Reuss Junior Branch in order to establish a democratic government 
in the scattered territories owned by that potentate. The subjects of 
such princelings did not consider themselves Reussians of the Junior 
Branch or Saxe-Weimar-Eisenachians, but Germans. They did not 
aim at a liberal Schaumburg-Lippe. They wanted a liberal Germany. 
It was the same in Italy. The Italian liberals did not fi ght for a free 
state of Parma or of Tuscany but for a free Italy. As soon as liberal-
ism reached Germany and Italy the problem of the extent of the state 

1. [Established December 6, 1922.—Ed.]
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and its boundaries was raised. Its solution seemed easy. The nation is 
the community of all people speaking the same language; the state’s 
frontiers should coincide with the linguistic demarcations. Germany 
is the country inhabited by German-speaking people; Italy is the land 
of the people using the Italian idiom. The old border lines drawn by 
the intrigues of dynasties were doomed to disappear. Thus the right of 
self- determination and of government by the people, as expounded by 
Western liberalism, becomes transformed into the principle of nation-
ality as soon as liberalism becomes a political factor in Central Europe. 
The political terminology begins to differentiate between state and na-
tion (people). The people (the nation) are all men speaking the same 
idiom; nationality means community of language.

According to these ideas, every nation should form an independent 
state, including all members of the nation. When this has one day been 
achieved there will be no more wars. The princes fi ght each other be-
cause they wish to increase their power and wealth by conquest. No 
such motives are present with nations. The extent of a nation’s territory 
is determined by nature. The national boundaries are the linguistic 
boundaries. No conquest can make a nation bigger, richer, or more 
powerful. The principle of nationality is the golden rule of interna-
tional law which will bring undisturbed peace to Europe. While kings 
were still planning wars and conquests the revolutionary movements 
of Young Germany and of Young Italy were already coöperating for 
the realization of this happy constitution of a New Europe. The Poles 
and Hungarians joined the choir. Their aspirations also met with the 
sympathies of liberal Germany. German poets glorifi ed the Polish and 
Hungarian struggles for independence.

But the aspirations of the Poles and Magyars differed in a very im-
portant way from those of the German and Italian liberals. The former 
aimed at a reconstruction of Poland and Hungary within their old his-
torical boundaries. They did not look forward to a new liberal Europe 
but backward to the glorious past of their victorious kings and conquer-
ors, as depicted by their historians and writers. Poland was for the Poles 
all the countries that their kings and magnates had once subjugated, 
Hungary was for the Magyars all the countries that had been ruled in 
the Middle Ages by the successors of Saint Stephen. It did not matter 
that these realms included many people speaking idioms other than 
Polish and Hungarian. The Poles and the Magyars paid lip service to 
the principles of nationality and self-determination; and this attitude 
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made the liberals of the West sympathetic to their programs. Yet what 
they planned was not the liberation but the oppression of other linguis-
tic groups.

So too with the Czechs. It is true that in earlier days some champi-
ons of Czech independence proposed a partition of Bohemia according 
to linguistic demarcations. But they were very soon silenced by their 
fellow citizens, for whom Czech self-determination was synonymous 
with the oppression of millions of non-Czechs.

The principle of nationality was derived from the liberal principle 
of self-determination. But the Poles, the Czechs, and the Magyars sub-
stituted for this democratic principle an aggressive nationalism aiming 
at the domination of people speaking other languages. Very soon Ger-
man and Italian nationalists and many other linguistic groups adopted 
the same attitude.

It would be a mistake to ascribe the ascendancy of modern national-
ism to human wickedness. The nationalists are not innately aggressive 
men; they become aggressive through their conception of national-
ism. They are confronted with conditions which were unknown to the 
champions of the old principle of self-determination. And their etatist 
prejudices prevent them from fi nding a solution for the problems they 
have to face other than that provided by aggressive nationalism.

What the Western liberals have failed to recognize is that there are 
large territories inhabited by people of different idioms. This important 
fact could once be neglected in Western Europe but it could not be 
overlooked in Eastern Europe. The principle of nationality cannot work 
in a country where linguistic groups are inextricably mixed. Here you 
cannot draw boundaries which clearly segregate linguistic groups. Ev-
ery territorial division necessarily leaves minorities under foreign rule.

The problem becomes especially fateful because of the changeabil-
ity of linguistic structures. Men do not necessarily stay in the place of 
their birth. They have always migrated from comparatively overpopu-
lated into comparatively underpopulated areas. In our age of rapid eco-
nomic change brought about by capitalism, the propensity to migrate 
has increased to an unprecedented extent. Millions move from the 
agricultural districts into the centers of mining, trade, and industry. 
Millions move from countries where the soil is poor to those offering 
more favorable conditions for agriculture. These migrations transform 
minorities into majorities and vice versa. They bring alien minorities 
into countries formerly linguistically homogeneous.
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The principle of nationality was based on the assumption that ev-
ery individual clings throughout his life to the language of his parents, 
which he has learned in early childhood. This too is an error. Men can 
change their language in the course of their life; they can daily and 
habitually speak a language other than that of their parents. Linguistic 
assimilation is not always the spontaneous outcome of the conditions 
under which the individual lives. It is caused not only by environment 
and cultural factors; governments can encourage it or even achieve 
it by compulsion. It is an illusion to believe that language is a non-
 arbitrary criterion for an impartial delimitation of boundaries. The 
state can, under certain conditions, infl uence the linguistic character 
of its citizens.

The main tool of compulsory denationalization and assimilation is 
education. Western Europe developed the system of obligatory public 
education. It came to Eastern Europe as an achievement of Western 
civilization. But in the linguistically mixed territories it turned into a 
dreadful weapon in the hands of governments determined to change 
the linguistic allegiance of their subjects. The philanthropists and ped-
agogues of England who advocated public education did not foresee 
what waves of hatred and resentment would rise out of this institution.

But the school is not the only instrument of linguistic oppression 
and tyranny. Etatism puts a hundred more weapons in the hands of 
the state. Every act of the government which can and must be done by 
administrative discretion with regard to the special merits of each case 
can be used for the achievement of the government’s political aims. 
The members of the linguistic minority are treated like foes or like out-
laws. They apply in vain for licenses, for foreign exchange under a sys-
tem of foreign exchange control, or for import licenses under a quota 
system. Their shops and plants, their clubhouses, school buildings, and 
assembly halls are closed by the police because they allegedly do not 
comply with the rules of the building code or with the regulations for 
preventing fi res. Their sons somehow fail to pass the examinations for 
civil service jobs. Protection is denied to their property, persons, and 
lives when they are attacked by armed gangs of zealous members of the 
ruling linguistic group. They cannot even undertake to defend them-
selves: the licenses required for the possession of arms are denied to 
them. The tax collectors always fi nd that they owe the treasury much 
more than the amount shown on the returns they have fi led.

All this indicates clearly why the attempts of the Covenant of the 
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League of Nations to protect minorities by international law and inter-
national tribunals were doomed to failure. A law cannot protect any-
body against measures dictated by alleged considerations of economic 
expediency. All sorts of government interference in business, in the 
countries inhabited by different linguistic groups, are used for the pur-
pose of injuring the pariahs. Custom tariffs, taxation, foreign exchange 
regulations, subsidies, labor legislation, and so on may be utilized for 
discrimination, even though this cannot be proved in court procedure. 
The government can always explain these measures as being dictated 
by purely economic considerations. With the aid of such measures life 
for the undesirables, without formal violation of legal equality, can be 
made unbearable. In an age of interventionism and socialism there is 
no legal protection available against an ill-intentioned government. Ev-
ery government interference with business becomes an act of national 
warfare against the members of the persecuted linguistic groups. With 
the progress of etatism the antagonism between the linguistic groups 
becomes more bitter and more implacable.

Thus the meaning of the concepts of Western political  terminology 
underwent a radical change in Central and Eastern Europe. The 
people differentiate between the good state and the bad state. They 
worship the state as do all other etatists. But they mean only the good 
state—i.e., the state in which their own linguistic group dominates. For 
them this state is God. The other states in which their own linguistic 
group does not dominate are, in their opinion, devils. Their concept 
of fellow citizens includes all people speaking their own language, all 
Volksgenossen, as the Germans say, without any regard to the country 
where they live; it does not include citizens of their own state who hap-
pen to speak another language. These are foes and barbarians. The 
Volksgenossen living under a foreign yoke must be freed. They are the 
Irredenta, the unredeemed people.

And every means is believed right and fair, if it can accelerate the 
coming of the day of redemption. Fraud, felonious assault, and murder 
are noble virtues if they serve the cause of Irredentism. The war for the 
liberation of the Volksgenossen is a just war. The greatness of the lin-
guistic group and the glory of the right and true state are the supreme 
criteria of morality. There is but one thing that counts—their own lin-
guistic group, the community of men speaking the same language, the 
Volksgemeinschaft.
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2. The Linguistic Group

Economists, sociologists, and historians have provided us with different 
defi nitions of the term nation. But we are not interested here in what 
meaning social science ought to attach to it. We are inquiring what 
meaning the European supporters of the principle of nationality attach 
to the concepts nation and nationality. It is important to establish the 
way in which these terms are used in the vocabulary of present-day po-
litical action and the role they play in actual life and in contemporary 
confl icts.

The principle of nationality is unknown to American or Australian 
politics. When the Americans freed themselves from the rule of Great 
Britain, Spain, and Portugal their aim was self-determination, not the 
establishment of national states in the sense that the principle of na-
tionality gives to the term nation. Linguistically they resembled the 
old countries overseas from which their ancestors once came to Amer-
ica. The people who now form the United States of America did not 
want to annex English-speaking Canada. Nor did the French-speaking 
Canadians who opposed the British system of administration fi ght for 
a French-speaking state. Both linguistic groups coöperate in a more 
or less peaceful way within the Dominion of Canada; there is no Ir-
redenta. Latin America is also free from linguistic problems. What 
separates Argentina from Chile or Guatemala from Mexico is not the 
idiom. There are many racial, social, political, and even religious con-
fl icts in the Western Hemisphere too. But in the past no serious lin-
guistic problem has troubled American political life.

Neither are there any grave linguistic antagonisms in present-day 
Asia. India is linguistically not homogeneous; but the religious discrep-
ancy between Hinduism and Islam is much more important there than 
the problem of idioms.

Conditions may perhaps soon change. But at the present moment 
the principle of nationality is more or less a European concept. It is the 
main political problem of Europe.

According to the principle of nationality, then, every linguistic 
group must form an independent state, and this state must embrace all 
people speaking this language. The prestige of this principle is so great 
that a group of men who for some reason wish to form a state of their 
own which would otherwise not conform to the principle of nationality 
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are eager to change their language in order to justify their aspirations 
in the light of this principle.

The Norwegians now speak and write an idiom that is almost identi-
cal with that of Denmark. But they are not prepared to renounce their 
political independence. To provide linguistic support for their politi-
cal program, eminent Norwegians have wanted to create a language of 
their own; to form out of their local dialects a new language, something 
like a return to the old Norse used up to the fi fteenth century. The 
greatest Norwegian writer, Henrik Ibsen, considered these endeavors 
lunacy and scorned them as such in Peer Gynt.*

The people of Ireland speak and write English. Some of the fore-
most writers of the English language are Irishmen. But the Irish want 
to be politically independent. Therefore, they reason, it is necessary to 
return to the Gaelic idiom once used in their country. They have exca-
vated this language from old books and manuscripts and try to revive 
it. To some extent they have even succeeded.

The Zionists want to create an independent state composed of those 
professing the Jewish religion. For them the Jews are a people and a na-
tion. We are not concerned here with whether the historical arguments 
brought forward for the justifi cation of these claims are correct or not, 
or whether the plan is politically sound or unsound. But it is a fact that 
the Jews speak many different languages; from the viewpoint of the 
principle of nationality the aspirations of Zionism are no less irregular 
than those of the Irish. Therefore the Zionists try to induce the Jews to 
speak and write Hebrew. These plans are paradoxical in the face of the 
fact that in the days of Christ the inhabitants of Palestine did not speak 
Hebrew; their native tongue was Aramaic. Hebrew was the language of 
the religious literature only. It was not understood by the people. The 
second language generally known was Greek.†

These facts demonstrate the meaning and prestige of the principle 
of nationality. The terms nation and nationality as applied by the ad-
vocates of this principle are equivalent to the term “linguistic group.” 

* Act IV, scene in the lunatic asylum.
† Kenyon, “The Bible as Christ Knew It,” The History of Christianity in the Light of Modern 
Knowledge (London, 1929), p. 172. Some Zionists advocated Yiddish as the national language; 
but they did not succeed in establishing it. Yiddish is a German dialect with some words bor-
rowed from Hebrew and more from the Slavonic languages. It is the dialect spoken by the Jews 
of German origin in northeastern Europe. The newspapers in Hebrew type printed and distrib-
uted in America are not written in Hebrew but in Yiddish.
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The terms used in the Habsburg Empire for these confl icts were die na-
tionale Frage (the national question), and synonymously die Sprachen-
frage (the linguistic problem), nationale Kämpfe (national struggles), 
and synonymously Sprachenkämpfe (linguistic struggles). The main 
subject of confl ict has always been which language should be used by 
the administration, by the tribunals, and by the army, and which lan-
guage should be taught in the schools?

It is a serious error of English and French books and newspapers to 
refer to these confl icts as racial. There is no confl ict of races in Europe. 
No distinct bodily features which an anthropologist could establish 
with the aid of the scientifi c methods of anatomy separate the peo-
ple belonging to different groups. If you presented one of them to an 
anthropologist he would not be able to decide by biological methods 
whether he was a German, Czech, Pole, or Hungarian.

Neither have the people belonging to any one of these groups a com-
mon descent. The right bank of the Elbe River, the whole of north-
eastern Germany, eight hundred years ago was inhabited only by Slavs 
and Baltic tribes. It became German-speaking in the course of the pro-
cesses which the German historians call the colonization of the East. 
Germans from the west and south migrated into this area; but in the 
main its present population is descended from the indigenous Slavs 
and Baltic peoples who, under the infl uence of church and school, 
adopted the German language. Prussian chauvinists, of course, assert 
that the native Slavs and Balts were exterminated and that the whole 
population today is descended from German colonists. There is not the 
slightest evidence for this doctrine. The Prussian historians invented it 
in order to justify in the eyes of German nationalists Prussia’s claim to 
hegemony in Germany. But even they have never dared to deny that 
the Slav ancestry of the autochthonous princely dynasties (of Pomera-
nia, Silesia, and Mecklenburg) and of most of the aristocratic families 
is beyond doubt. Queen Louise of Prussia, whom all German national-
ists consider the paragon of German womanhood, was a scion of the 
ducal house of Mecklenburg, whose originally Slav character has never 
been contested. Many noble families of the German northeast can be 
traced back to Slav ancestors. The genealogical trees of the middle 
classes and the peasantry, of course, cannot be established as far back 
as those of the nobility; this alone explains why the proof of Slav origin 
cannot be provided for them. It is indeed paradoxical to  assume that 
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the Slavonic princes and knights should have exterminated their Slav 
serfs in order to settle their villages with imported German serfs.

Shifting from one of these linguistic groups to another occurred 
not only in earlier days. It happened and happens so frequently that 
nobody remarks upon it. Many outstanding personalities in the Nazi 
movement in Germany and Austria and in the Slavonic, Hungarian, 
and Rumanian districts claimed by Nazism were the sons of parents 
whose language was not German. Similar conditions prevail all over 
Europe. In many cases the change of loyalties has been accompa-
nied by a change in family name; more often people have retained 
their  foreign-sounding family names. The Belgian poets Maeterlinck 
and Verhaeren have written in French; their names suggest a Flem-
ish ancestry. The Hungarian poet Alexander Petöfi , who died for the 
cause of the Hungarian revolution in the battle of Schässburg (1849), 
was the son of a Slavonic family named Petrovics. Thousands of such 
cases are known to everyone familiar with European soil and people. 
Europe too is a melting pot, or rather a collection of melting pots.

Whenever the question is raised whether a group must be consid-
ered a distinct nation and therefore entitled to claim political auton-
omy, the issue is whether the idiom involved is a distinct language or 
only a dialect. The Russians maintain that the Ukrainian or Ruthenian 
idiom is a dialect, like Platt-Deutsch in northern Germany or Proven-
çal in southern France. The Czechs use the same argument against 
the political aspirations of the Slovaks, and the Italians against the 
Rhaeto-Romanic idiom. Only a few years ago the Swiss Government 
gave to the Romansh the legal status of a national language. Many Na-
zis declare that Dutch is not a language but a German dialect—a Platt 
which has arrogated to itself the status of a language.

The principle of nationality has been late in penetrating into the po-
litical thought of Switzerland. There are two reasons why Switzerland 
has up to now successfully resisted its disintegrating power.

The fi rst factor is the quality of the three main languages of Swit-
zerland: German, French, and Italian. For every inhabitant of conti-
nental Europe it is a great advantage to learn one of these languages. 
If a German-Swiss acquires command of French or Italian he not only 
becomes better equipped for business life but gains access to one of the 
great literatures of the world. It is the same for the French-Swiss and for 
the Italian-Swiss when learning Italian or German. The Swiss, there-
fore, do not object to a bilingual education. They consider it a great 
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help for their children to know one or both of the two other main lan-
guages of the country. But what gain can a French-Belgian derive from 
a knowledge of Flemish, a Slovak from a knowledge of Hungarian, or a 
Hungarian from a knowledge of Rumanian? It is almost indispensable 
for an educated Pole or Czech to know German; but for a German it is 
a waste of time to learn Czech or Polish. This explains why the educa-
tional problem is of minor importance under the linguistic conditions 
of Switzerland.

The second factor is the political structure. The countries of eastern 
Europe were never liberal. They jumped from monarchical absolutism 
directly into etatism. Since the 1850’s they have clung to the policy of 
interventionism which only in the last decades has overwhelmed the 
West. Their intransigent economic nationalism is a consequence of 
their etatism. But on the eve of the fi rst World War Switzerland was 
still a predominantly liberal country. Since then it has turned more 
and more to interventionism; and as that spread the linguistic problem 
has become more serious. There is Italian Irredentism in the Ticino; 
there is a pro-Nazi party in the German-speaking parts, and there are 
French nationalists in the southwest. A victory of the allied democra-
cies will doubtless stop these movements; but in that case Switzerland’s 
integrity will be safeguarded by the same factor to which it owed its 
origin and its maintenance in the past, namely, the political conditions 
of its neighbor countries.

There is one instance in continental Europe in which the charac-
teristic feature that separates two nations is not language but religion 
and the alphabetical types used in writing and printing. The Serbs and 
the Croats speak the same idiom; but while the Serbs use the Cyrillic 
alphabet the Croats use the Roman. The Serbs adhere to the orthodox 
creed of the Oriental Church; the Croats are Roman Catholics.

It must be emphasized again and again that racism and consider-
ations of racial purity and solidarity play no role in these European 
struggles of linguistic groups. It is true that the nationalists often re-
sort to “race” and “common descent” as catchwords. But that is mere 
propaganda without any practical effect on policies and political ac-
tions. On the contrary, the nationalists consciously and purposely re-
ject racism and racial characteristics of individuals when dealing with 
political problems and activities. The German racists have provided 
us with an image of the prototype of the noble German or Aryan 
hero and with a biologically exact description of his bodily features. 
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Every German is familiar with this archetype and most of them are 
convinced that this portrait is correct. But no German nationalist has 
ever ventured to use this pattern to draw the distinction between Ger-
mans and non-Germans. The criterion of Germanism is found not in 
a likeness to this standard but in the German tongue.* Breaking up 
the German-speaking group according to racial characteristics would 
result in eliminating at least 80 per cent of the German people from 
the ranks of the Germans. Neither Hitler nor Goebbels nor most of the 
other champions of German nationalism fi t the Aryan prototype of the 
racial myth.

The Hungarians are proud to be the descendants of a Mongolian 
tribe which in the early Middle Ages conquered the country they call 
Hungary. The Rumanians boast their descent from Roman colonists. 
The Greeks consider themselves scions of the ancient Greeks. Histori-
ans are rather skeptical in regard to these claims. The modern political 
nationalism of these nations ignores them. It fi nds the practical crite-
rion of the nation in the language instead of in racial characteristics or 
in the proof of descent from the alleged ancestry.

3. Liberalism and the Principle of Nationality

The foes of liberalism have failed in their endeavors to disprove liber-
alism’s teachings concerning the value of capitalism and democratic 
government. Have they succeeded better in criticizing the third part 
of the liberal program—namely, the proposals for peaceful coöperation 
among different nations and states? In answering this question we must 
emphasize again that the principle of nationality does not represent 
the liberal solution of the international problem. The liberals urged 
self-determination. The principle of nationality is an outcome of the 
interpretation which people in Central and Eastern Europe, who never 
fully grasped the meaning of liberal ideas, gave to the principle of self-
determination. It is a distortion, not a perfection, of liberal thought.

We have already shown that the Anglo-Saxon and the French fa-
thers of liberal ideas did not recognize the problems involved. When 
these problems became visible, the old liberalism’s creative period 
had already been brought to an end. The great champions were gone. 
Epigones, unable successfully to combat the growing socialist and in-

* We shall consider in chapter VIII the alleged racial factors in nationalist Jew baiting.
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terventionist tendencies, fi lled the stage. These men lacked the strength 
to deal with new problems.

Yet, the Indian summer of the old classical liberalism produced one 
document worthy of the great tradition of French liberalism. Ernest 
Renan, it is true, cannot really be considered a liberal. He made con-
cessions to socialism, because his grasp of economic theories was rather 
poor; he was consequently too accommodating to the antidemocratic 
prejudices of his age. But his famous lecture, Qu’est-ce qu’une nation?, 
delivered in the Sorbonne on March 11, 1882, is thoroughly inspired by 
liberal thought.* It was the last word spoken by the older Western liber-
alism on the problems of state and nation.

For a correct understanding of Renan’s ideas it is necessary to re-
member that for the French—as for the English—the terms nation 
and state are synonymous. When Renan asks: What is a nation? he 
means: What should determine the boundaries of the various states? 
And his answer is: Not the linguistic community, not the racial kinship 
founded on parentage from common ancestors, not religious congeni-
ality, not the harmony of economic interests, not geographical or stra-
tegical considerations, but—the right of the population to determine its 
own destiny.† The nation is the outcome of the will of human beings 
to live together in one state.‡ The greater part of the lecture is devoted 
to showing how this spirit of nationality originates.

The nation is a soul, a moral principle (“une âme, un principe spi-
rituel”).§ A nation, says Renan, daily confi rms its existence by mani-
festing its will to political coöperation within the same state; a daily 
repeated plebiscite, as it were. A nation, therefore, has no right to say to 
a province: You belong to me, I want to take you. A province consists of 
its inhabitants. If anybody has a right to be heard in this case it is these 
inhabitants. Boundary disputes should be settled by plebiscite.||

It is important to realize how this interpretation of the right of self-
determination differs from the principle of nationality. The right of 
self-determination which Renan has in mind is not a right of linguistic 
groups but of individual men. It is derived from the rights of man. “Man 
belongs neither to his language nor to his race; he belongs to himself.”¶

* Renan, Qu’est-ce qu’une nation? (ed. Paris, 1934).
† Ibid., p. xi.
‡ Ibid., pp. 84, 88.
§ Ibid., p. 83.
|| Ibid., pp. viii ff., 89–90, 95 ff.
¶ “L’homme n’appartient ni à sa langue, ni à sa race; il n’appartient qu’à lui-même.” Ibid., p. ix.
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Seen from the point of view of the principle of nationality the ex-
istence of states like Switzerland, composed of people of different 
languages, is as anomalous as the fact that the Anglo-Saxons and the 
French are not eager to unite into one state all the people speaking 
their own language. For Renan there is nothing irregular in these 
facts.

More noteworthy than what Renan says is what he does not say. Re-
nan sees neither the fact of linguistic minorities nor that of linguistic 
changes. Consult the people; let them decide. All right. But what if a 
conspicuous minority dissents from the will of the majority? To that 
objection Renan does not make a satisfactory answer. He declares—
with regard to the scruple that plebiscites could result in the disin-
tegration of old nations and in a system of small states (we say today 
Balkanization)—that the principle of self-determination should not be 
abused but only employed in a general way (d’une façon très générale).*

Renan’s brilliant exposition proves that the threatening problems of 
Eastern Europe were unfamiliar to the West. He prefaced his pam-
phlet with a prophecy: We are rushing into wars of destruction and 
extermination, because the world has abandoned the principle of free 
union and has granted to the nations, as it once did to the dynasties, 
the right to annex provinces contrary to their desires.† But Renan saw 
only half the problem involved and therefore his solution could be but 
a half-way one.

Yet it would be wrong to say that liberalism has failed in this fi eld. 
Liberalism’s proposals for the coexistence and coöperation of nations 
and states are only a part of the total liberal program. They can be real-
ized, they can be made to work only within a liberal world. The main 
excellence of the liberal scheme of social, economic, and political or-
ganization is precisely this—that it makes the peaceful coöperation of 
nations possible. It is not a shortcoming of the liberal program for in-
ternational peace that it cannot be realized within an antiliberal world 
and that it must fail in an age of interventionism and socialism.

In order to grasp the meaning of this liberal program we need to 
imagine a world order in which liberalism is supreme. Either all the 
states in it are liberal, or enough are so that when united they are able 
to repulse an attack of militarist aggressors. In this liberal world, or 

* Ibid., p. 91.
† Ibid., p. viii.
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liberal part of the world, there is private property in the means of pro-
duction. The working of the market is not hampered by government 
interference. There are no trade barriers; men can live and work where 
they want. Frontiers are drawn on the maps but they do not hinder the 
migrations of men and shipping of commodities. Natives do not enjoy 
rights that are denied to aliens. Governments and their servants restrict 
their activities to the protection of life, health, and property against 
fraudulent or violent aggression. They do not discriminate against for-
eigners. The courts are independent and effectively protect everybody 
against the encroachments of offi cialdom. Everyone is permitted to 
say, to write, and to print what he likes. Education is not subject to gov-
ernment interference. Governments are like night-watchmen whom 
the citizens have entrusted with the task of handling the police power. 
The men in offi ce are regarded as mortal men, not as superhuman 
beings or as paternal authorities who have the right and duty to hold 
the people in tutelage. Governments do not have the power to dictate 
to the citizens what language they must use in their daily speech or in 
what language they must bring up and educate their children. Admin-
istrative organs and tribunals are bound to use each man’s language in 
dealing with him, provided this language is spoken in the district by a 
reasonable number of residents.

In such a world it makes no difference where the frontiers of a coun-
try are drawn. Nobody has a special material interest in enlarging the 
territory of the state in which he lives; nobody suffers loss if a part of 
this area is separated from the state. It is also immaterial whether all 
parts of the state’s territory are in direct geographical connection, or 
whether they are separated by a piece of land belonging to another 
state. It is of no economic importance whether the country has a front-
age on the ocean or not. In such a world the people of every village 
or district could decide by plebiscite to which state they wanted to be-
long. There would be no more wars because there would be no in-
centive for aggression. War would not pay. Armies and navies would 
be superfl uous. Policemen would suffi ce for the fi ght against crime. 
In such a world the state is not a metaphysical entity but simply the 
producer of security and peace. It is the night-watchman, as Lassalle 
contemptuously dubbed it. But it fulfi lls this task in a satisfactory way. 
The citizen’s sleep is not disturbed, bombs do not destroy his home, 
and if somebody knocks at his door late at night it is certainly neither 
the Gestapo nor the O.G.P.U.
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The reality in which we have to live differs very much from this 
perfect world of ideal liberalism. But this is due only to the fact that 
men have rejected liberalism for etatism. They have burdened the 
state, which could be a more or less effi cient night-watchman, with 
a multitude of other duties. Neither nature, nor the working of forces 
beyond human control, nor inevitable necessity has led to etatism, 
but the acts of men. Entangled by dialectic fallacies and fantastic il-
lusions, blindly believing in erroneous doctrines, biased by envy and 
insatiable greed, men have derided capitalism and have substituted for 
it an order engendering confl icts for which no peaceful solution can be 
found.

4. Aggressive Nationalism

Etatism—whether interventionism or socialism—must lead to confl ict, 
war, and totalitarian oppression of large populations. The right and 
true state, under etatism, is the state in which I or my friends, speaking 
my language and sharing my opinions, are supreme. All other states are 
spurious. One cannot deny that they too exist in this imperfect world. 
But they are enemies of my state, of the only righteous state, even if 
this state does not yet exist outside of my dreams and wishes. Our Ger-
man Nazi state, says Steding, is the Reich; the other states are devia-
tions from it.* Politics, says the foremost Nazi jurist, Carl Schmitt, is 
the discrimination between friend and foe.†

In order to understand these doctrines we must look fi rst at the lib-
eral attitude toward the problem of linguistic antagonisms.

He who lives as a member of a linguistic minority, within a com-
munity where another linguistic group forms the majority, is deprived 
of the means of infl uencing the country’s politics. (We are not con-
sidering the special case in which such a linguistic minority occupies 
a privileged position and oppresses the majority as, for example, the 
German-speaking aristocracy in the Baltic duchies in the years pre-
ceding the Russianization of these provinces.) Within a democratic 
community public opinion determines the outcome of elections, 
and thereby the political decisions. Whoever wants to make his ideas 

* Steding, Das Reich und die Krankheit der Kultur (Hamburg, 1938).
† Carl Schmitt-Dorotić, Der Begriff des Politischen (Munich, 1932).
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prevalent in political life must try to infl uence public opinion through 
speech and writing. If he succeeds in convincing his fellow citizens, 
his ideas obtain support and persist.

In this struggle of ideas linguistic minorities cannot take part. They 
are voiceless spectators of the political debates out of which the decid-
ing vote emerges. They cannot participate in the discussions and nego-
tiations. But the result determines their fate too. For them democracy 
does not mean self-determination; other people control them. They 
are second-class citizens. This is the reason why men in a democratic 
world consider it a disadvantage to be members of a linguistic minority. 
It explains at the same time why there were no linguistic confl icts in 
earlier ages, where there was no democracy. In this age of democracy 
people in the main prefer to live in a community where they speak the 
same language as the majority of their fellow citizens. Therefore in 
plebiscites concerning the question to which state a province should 
belong, people as a rule, but not always, vote in favor of the country 
where they will not be members of a linguistic minority.

But the recognition of this fact by no means leads liberalism to the 
principle of nationality. Liberalism does not say: Every linguistic group 
should form one state and one state only, and each single man belong-
ing to this group should, if at all possible, belong to this state. Neither 
does it say: No state should include people of several linguistic groups. 
Liberalism postulates self-determination. That men in the exercise of 
this right allow themselves to be guided by linguistic considerations is 
for liberalism simply a fact, not a principle or a moral law. If men decide 
in another way, which was the case, for example, with the German-
speaking Alsatians, that is their own concern. Such a decision, too, 
must be respected.

But it is different in our age of etatism. The etatist state must nec-
essarily extend its territory to the utmost. The benefi ts it can grant to 
its citizens increase in proportion to its territory. Everything that the 
interventionist state can provide can be provided more abundantly by 
the larger state than by the smaller one. Privileges become more valu-
able the larger the territory in which they are valid. The essence of 
etatism is to take from one group in order to give to another. The more 
it can take the more it can give. It is in the interest of those whom the 
government wishes to favor that their state become as large as possible. 
The policy of territorial expansion becomes popular. The people as 
well as the governments become eager for conquest. Every pretext for 
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 aggression is deemed right. Men then recognize but one argument in 
favor of peace: that the prospective adversary is strong enough to defeat 
their attack. Woe to the weak!

The domestic policies of a nationalist state are inspired by the aim of 
improving the conditions of some groups of citizens by infl icting evils 
on foreigners and those citizens who use a foreign language. In foreign 
policy economic nationalism means discrimination against foreigners. 
In domestic policy it means discrimination against citizens speaking a 
language which is not that of the ruling group. These pariahs are not 
always minority groups in a technical sense. The German-speaking 
people of Meran, Bozen, and Brixen are majorities in their districts; 
they are minorities only because their country has been annexed by 
Italy. The same is true for the Germans of the Egerland, for the Ukrai-
nians in Poland, the Magyars of the Szekler district in Transylvania, 
the Slovenes in Italian-occupied Carniola. He who speaks a foreign 
mother tongue in a state where another language predominates is an 
outcast to whom the rights of citizens are virtually denied.

The best example of the political consequences of this aggressive 
nationalism is provided by conditions in Eastern Europe. If you ask 
representatives of the linguistic groups of Eastern Europe what they 
consider would be a fair determination of their national states, and if 
you mark these boundaries on a map, you will discover that the greater 
part of this territory is claimed by at least two nations, and not a neg-
ligible part by three or even more.* Every linguistic group defends its 
claims with linguistic, racial, historical, geographical, strategic, eco-
nomic, social, and religious arguments. No nation is prepared sincerely 
to renounce the least of its claims for reasons of expediency. Every na-
tion is ready to resort to arms to satisfy its pretensions. Every linguistic 
group therefore considers its immediate neighbors mortal enemies and 
relies on its neighbor’s neighbors for armed support of its own territo-
rial claims against the common foe. Every group tries to profi t from ev-
ery opportunity to satisfy its claims at the expense of its neighbors. The 
history of the last decades proves the correctness of this melancholy 
description.

Take, for example, the case of the Ukrainians. For hundreds of years 
they were under the yoke of the Russians and the Poles. There has 
been no Ukrainian national state in our day. One might assume that 

* E.g., the city of Fiume is claimed by the Hungarians, Croats, Yugoslavs, and Italians.
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the spokesmen of a people which has so fully experienced the hard-
ships of ruthless foreign oppression would be prudent in their pre-
tensions. But nationalists simply cannot renounce. Thus the Ukrai-
nians claim an area of more than 360,000 square miles with a total 
population of some sixty millions, of whom, according even to their 
own declaration, only “more than forty millions” are Ukrainians.* 
These oppressed Ukrainians would not be content with their own 
liberation; they strive at the oppression of twenty or more millions of 
non-Ukrainians.

In 1918 the Czechs were not satisfi ed with the establishment of an 
independent state of their own. They incorporated into their state mil-
lions of German-speaking people, all the Slovaks, tens of thousands 
of Hungarians, the Ukrainians of Carpatho-Russia and—for consider-
ations of railroad management—some districts of Lower Austria. And 
what a spectacle was the Polish Republic, which in the twenty-one 
years of its independence tried to rob violently three of its neighbors—
Russia, Lithuania, and Czechoslovakia—of a part of their territories!

These conditions were correctly described by August Strindberg in 
his trilogy To Damascus:†

Father Melcher: At the Amsteg station, on the Gotthard line, you 
have probably seen a tower called the castle of Zwing-Uri; it is cele-
brated by Schiller in Wilhelm Tell. It stands there as a monument to 
the inhuman oppression which the inhabitants of Uri suffered at the 
hands of the German Kaiser! Lovely! On the Italian side of the Saint 
Gotthard lies the station of Bellinzona, as you know. There are many 
towers there, but the most remarkable is the Castel d’Uri. It is a monu-
ment to the inhuman oppression, which the Italian canton suffered at 
the hands of the inhabitants of Uri. Do you understand?

The Stranger: “Liberty! Liberty, give us, in order that we may 
suppress.”

However, Strindberg did not add that the three cantons Uri, Schwyz, 
and Unterwalden under nineteenth-century liberalism peacefully 
coöperated with the Ticino whose people they had oppressed for al-
most three hundred years.

* Hrushevsky, A History of the Ukraine (published for the Ukrainian National Association by 
Yale University Press, New Haven, 1941), p. 574.
† Part III, act IV, scene ii. Authorized translation by Sam E. Davidson, Poet Lore, XLII, No. 3 
(Boston, Bruce Humphries, Inc., 1935), p. 259.
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5. Colonial Imperialism

In the fi fteenth century the Western nations began to occupy territo-
ries in non-European countries peopled by non-Christian populations. 
They were eager to obtain precious metals and raw materials that could 
not be produced in Europe. To explain this colonial expansion as a 
search for markets is to misrepresent the facts. These traders wanted 
to get colonial products. They had to pay for them; but the profi t they 
sought was the acquisition of commodities that could not be bought 
elsewhere. As businessmen they were not so foolish as to believe in 
the absurd teaching of Mercantilism—old and new—that the advan-
tage derived from foreign trade lies in exporting and not in import-
ing. They were so little concerned about exporting that they were glad 
when they could obtain the goods they wanted without any payment 
at all. They were often more pirates and slavers than merchants. They 
had no moral inhibitions in their dealings with the heathen.

It was not in the plans of the kings and royal merchants who in-
augurated European overseas expansion to settle European farmers in 
the occupied territories. They misprized the vast forests and prairies 
of North America from which they expected neither precious metals 
nor spices. The rulers of Great Britain were much less enthusiastic 
about founding settlements in continental America than about their 
enterprises in the Caribbean, in Africa, and the East Indies, and their 
participation in the slave trade. The colonists, not the British Govern-
ment, built up the English-speaking communities in America, and 
later in Canada, in Australia, New Zealand, and South Africa.

The colonial expansion of the nineteenth century was very different 
from that of the preceding centuries. It was motivated solely by consid-
erations of national glory and pride. The French offi cers, poets, and 
after-dinner speakers—not the rest of the nation—suffered deeply from 
the inferiority complex which the battles of Leipzig and Waterloo, and 
later those of Metz and Sedan, left with them. They thirsted for glory 
and fame; and they could quench their thirst neither in liberal Europe 
nor in an America sheltered by the Monroe Doctrine. It was the great 
comfort of Louis Philippe that his sons and his generals could reap lau-
rels in Algeria. The Third Republic conquered Tunis, Morocco, Mada-
gascar, and Tonking in order to reëstablish the moral equilibrium of its 
army and navy. The inferiority complex of Custozza and Lissa drove 
Italy to Abyssinia, and the inferiority complex of Aduwa to Tripoli. One 
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of the important motives that made Germany embark on colonial con-
quests was the turbulent ambition of shabby adventurers like Dr. Karl 
Peters.

There were other cases too. King Leopold II of Belgium and Cecil 
Rhodes were belated conquistadors. But the main incentive of modern 
colonial conquest was the desire for military glory. The defenselessness 
of the poor aborigines, whose main weapons were the dreariness and 
impassableness of their countries, was too tempting. It was easy and not 
dangerous to defeat them and to return home a hero.

The modern world’s paramount colonial power was Great Britain. 
Its East Indian Empire surpassed by far the colonial possessions of all 
other European nations. In the 1820’s it was virtually the only colonial 
power. Spain and Portugal had lost almost their entire overseas territo-
ries. The French and the Dutch retained at the end of the Napoleonic 
Wars as much as the British were willing to leave them; their colo-
nial rule was at the mercy of the British Navy. But British liberalism 
has fundamentally reformed the meaning of colonial imperialism. It 
granted autonomy—dominion status—to the British settlers, and ran 
the East Indies and the remaining Crown colonies on free-trade prin-
ciples. Long before the Covenant of the League of Nations created the 
concept of mandates, Great Britain acted virtually as mandatory of Eu-
ropean civilization in countries whose population was, as the Britons 
believed, not qualifi ed for independence. The main blame which can 
be laid on British East Indian policies is that they respected too much 
some native customs—that, for example, they were slow to improve the 
lot of the untouchables. But for the English there would be no India 
today, only a conglomeration of tyrannically misruled petty principali-
ties fi ghting each other on various pretexts; there would be anarchy, 
famines, epidemics.

The men who represented Europe in the colonies were seldom proof 
against the specifi c moral dangers of the exalted positions they occu-
pied among backward populations. Their snobbishness poisoned their 
personal contact with the natives. The marvelous achievements of the 
British administration in India were overshadowed by the vain arro-
gance and stupid race pride of the white man. Asia is in open revolt 
against the gentlemen for whom socially there was but little difference 

2. [The truth of Mises’s remark that it was the British who held India together was borne out 
after World War II. India and Pakistan were declared to be separate sovereign states in 1947, and 
Bangladesh seceded from Pakistan in 1971.—Ed.]
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between a dog and a native. India is, for the fi rst time in its history, 
unanimous on one issue—its hatred for the British. This resentment 
is so strong that it has blinded for some time even those parts of the 
population who know very well that Indian independence will bring 
them disaster and oppression: the 80 millions of Moslems, the 40 mil-
lions of untouchables, the many millions of Sikhs, Buddhists, and In-
dian Christians. It is a tragic situation and a menace to the cause of the 
United Nations. But it is at the same time the manifest failure of the 
greatest experiment in benevolent absolutism ever put to work.

Great Britain did not in the last decades seriously oppose the step- by-
step liberation of India. It did not hinder the establishment of an Indian 
protectionist system whose foremost aim is to lock out British manufac-
tures. It connived at the development of an Indian monetary and fi scal 
system which soon or late will result in a virtual annulment of British 
investments and other claims. The only task of the British administra-
tion in India in these last years has been to prevent the various political 
parties, religious groups, races, linguistic groups, and castes from fi ght-
ing one another. But the Hindus do not long for British benefi ts.

British colonial expansion did not stop in the last sixty years. But it 
was an expansion forced upon Great Britain by other nations’ lust of 
conquest. Every annexation of a piece of land by France, Germany, 
or Italy curtailed the market for the products of all other nations. The 
British were committed to the principles of free trade and had no de-
sire to exclude other people. But they had to take over large blocks of 
territory if only to prevent them from falling into the hands of exclusive 
rivals. It was not their fault that under the conditions brought about by 
French, German, Italian, and Russian colonial methods only political 
control could adequately safeguard trade.*

It is a Marxian invention that the nineteenth-century colonial ex-
pansion of the European powers was engendered by the economic in-
terests of the pressure groups of fi nance and business. There have been 
some cases where governments acted on behalf of their citizens who 
had made foreign investments; the purpose was to protect them against 
expropriation or default. But historical research has brought evidence 
that the initiative for the great colonial projects came not from fi nance 

* W. L. Langer, The Diplomacy of Imperialism (New York, 1935), I, pp. 75, 95; L. Robbins, The 
Economic Causes of War (London, 1939), pp. 81, 82.
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and business but from the governments. The alleged economic interest 
was a mere blind. The root cause of the Russo-Japanese War of 1904 was 
not the desire of the Russian Government to safeguard the interests of 
a group of investors who wanted to exploit the Yalu timber estates. On 
the contrary, because the government needed a pretext for interven-
tion, it deployed “a fi ghting vanguard disguised as lumbermen.” The 
Italian Government did not conquer Tripoli on behalf of the Banco 
di Roma. The bank went to Tripoli because the government wanted it 
to pave the way for conquest. The bank’s decision to invest in Tripoli 
was the result of an incentive offered by the Italian Government—the 
privilege of rediscount facilities at the Bank of Italy, and further com-
pensation in the form of a subsidy to its navigation service. The Banco 
di Roma did not like the risky investment from which at best but very 
poor returns could be expected. The German Reich did not care a 
whit for the interests of the Mannesmanns in Morocco. It used the 
case of this unimportant German fi rm as a lame excuse for its aspira-
tions. German big business and fi nance were not at all interested. The 
Foreign Offi ce tried in vain to induce them to invest in Morocco. “As 
soon as you mention Morocco,” said the German Secretary for Foreign 
Affairs, Herr von Richthofen, “the banks all go on strike, every last one 
of them.” *

At the outbreak of the fi rst World War a total of less than 25,000 
Germans, most of them soldiers and civil servants and their families, 
lived in the German colonies. The trade of the mother country with its 
colonies was negligible; it was less than .5 per cent of Germany’s total 
foreign trade. Italy, the most aggressive colonial power, lacked the capi-
tal to develop its domestic resources; its investments in Tripoli and in 
Ethiopia perceptibly increased the capital shortage at home.

The most modern pretense for colonial conquest is condensed in 
the slogan “raw materials.” Hitler and Mussolini tried to justify their 
plans by pointing out that the natural resources of the earth were not 
fairly distributed. As have-nots they were eager to get their fair share 
from those nations which had more than they should have had. How 

* Staley, War and the Private Investor (New York, 1935); Robbins, op. cit.; Sulzbach, “Capital-
ist Warmongers,” A Modern Superstition (Chicago, 1942). Charles Beard (A Foreign Policy for 
America, New York, 1930, p. 72) says with regard to America: “Loyalty to the facts of historical 
record must ascribe the idea of imperialist expansion mainly to naval offi cers and politicians 
rather than to business men.” That is valid for all other nations too.
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could they be branded aggressors when they wanted nothing but what 
was—in virtue of natural and divine right—their own?

In the world of capitalism raw materials can be bought and sold like 
all other commodities. It does not matter whether they have to be im-
ported from abroad or bought at home. It is of no advantage for an 
English buyer of Australian wool that Australia is a part of the British 
Empire; he must pay the same price that his Italian or German com-
petitor pays.

The countries producing the raw materials that cannot be produced 
in Germany or in Italy are not empty. There are people living in them; 
and these inhabitants are not ready to become subjects of the European 
dictators. The citizens of Texas and Louisiana are eager to sell their 
cotton crops to anyone who wants to pay for them; but they do not long 
for German or Italian domination. It is the same with other countries 
and other raw materials. The Brazilians do not consider themselves an 
appurtenance of their coffee plantations. The Swedes do not believe 
that their supply of iron ore justifi es Germany’s aspirations. The Ital-
ians would themselves consider the Danes lunatics if they were to ask 
for an Italian province in order to get their fair share of citrus fruits, red 
wine, and olive oil.

It would be reasonable if Germany and Italy were to ask for a general 
return to free trade and laissez passer and for an abandonment of the—
up to now unsuccessful—endeavors of many governments to raise the 
price of raw materials by a compulsory restriction of output. But such 
ideas are strange to the dictators, who do not want freedom but Zwangs-
wirtschaft and self-suffi ciency.

Modern colonial imperialism is a phenomenon by itself. It should 
not be confused with European nationalism. The great wars of our 
age did not originate from colonial confl icts but from nationalist aspi-
rations in Europe. Colonial antagonisms kindled colonial campaigns 
without disturbing the peace between the Western nations. For all the 
saber rattling, neither Fashoda nor Morocco nor Ethiopia resulted in 
European war. In the complex of German, Italian, and French foreign 
affairs, colonial plans were mere byplay. Colonial aspirations were 
not much more than a peacetime outdoor sport, the colonies a tilting 
ground for ambitious young offi cers.
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6. Foreign Investment and Foreign Loans

The main requisite of the industrial changes which transformed the 
world of handicraftsmen and artisans, of horses, sailing ships, and 
windmills into the world of steam power, electricity, and mass produc-
tion was the accumulation of capital. The nations of Western Europe 
brought forth the political and institutional conditions for safeguard-
ing saving and investment on a broader scale, and thus provided the 
entrepreneurs with the capital needed. On the eve of the industrial 
revolution the technological and economic structure of Western econ-
omy did not differ essentially from conditions in the other parts of the 
inhabited surface of the earth. By the second quarter of the nineteenth 
century a broad gulf separated the advanced countries of the West from 
the backward countries of the East. While the West was on the road of 
quick progress, in the East there was stagnation.

Mere acquaintance with Western methods of production, transpor-
tation, and marketing would have proved useless for the backward na-
tions. They did not have the capital for the adoption of the new pro-
cesses. It was not diffi cult to imitate the technique of the West. But 
it was almost impossible to transplant the mentalities and ideologies 
which had created the social, legal, constitutional, and political milieu 
from which these modern technological improvements had sprung. 
An environment which could make for domestic capital accumulation 
was not so easy to produce as a modern factory. The new industrial 
system was but the effect of the new spirit of liberalism and capitalism. 
It was the outcome of a mentality which cared more about serving the 
consumer than about wars, conquest, and the preservation of old cus-
toms. The essential feature of the advanced West was not its technique 
but its moral atmosphere which encouraged saving, capital formation, 
entrepreneurship, business, and peaceful competition.

The backward nations perhaps might have come to understand this 
basic problem and might have started to transform their social struc-
tures in such a way that autochthonous capital accumulation would 
have resulted. Even then it would have been a slow and troublesome 
process. It would have required a long time. The gulf between West 
and East, between advanced nations and backward nations, would 
have broadened more and more. It would have been hopeless for the 
East to overtake the head start gained by the West.
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But history took another course. A new phenomenon appeared—the 
internationalization of the capital market. The advanced West provided 
all parts of the world with the capital needed for the new investments. 
Loans and direct investments made it possible to outfi t all countries 
with the paraphernalia of modern civilization. Mahatma Gandhi ex-
presses a loathing for the devices of the petty West and of devilish capi-
talism. But he travels by railroad or by motor car and, when ill, goes for 
treatment to a hospital equipped with the most refi ned instruments of 
Western surgery. It does not seem to occur to him that Western capital 
alone made it possible for the Hindus to enjoy these facilities.

The enormous transfer of capital from Western Europe to the rest 
of the world was one of the outstanding events of the age of capital-
ism. It has developed natural resources in the remotest areas. It has 
raised the standard of living of peoples who from time immemorial 
had not achieved any improvement in their material conditions. It was, 
of course, not charity but self-interest which pushed the advanced na-
tions to the export of capital. But the profi t was not unilateral; it was 
mutual. The once backward nations have no sound reason to complain 
because foreign capitalists provided them with machinery and trans-
portation facilities.

Yet in this age of anticapitalism hostility to foreign capital has be-
come general. All debtor nations are eager to expropriate the foreign 
capitalist. Loans are repudiated, either openly or by the more tricky 
means of foreign exchange control. Foreign property is liable to dis-
criminatory taxation which reaches the level of confi scation. Even un-
disguised expropriation without any indemnifi cation is practiced.

There has been much talk about the alleged exploitation of the 
debtor nations by the creditor nations. But if the concept of exploita-
tion is to be applied to these relations, it is rather an exploitation of the 
investing by the receiving nations. These loans and investments were 
not intended as gifts. The loans were made upon solemn stipulation of 
payment of principal and interest. The investments were made in the 
expectation that property rights would be respected. With the excep-
tion of the bulk of the investments made in the United States, in some 
of the British dominions, and in some smaller countries, these expecta-
tions have been disappointed. Bonds have been defaulted or will be in 
the next few years. Direct investments have been confi scated or soon 
will be. The capital-exporting countries can do nothing but wipe off 
their balances.
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Let us look at the problem from the point of view of the predomi-
nantly industrial countries of Europe. These comparatively overpopu-
lated countries are poorly endowed by nature. In order to pay for badly 
needed foodstuffs and raw materials they must export manufactures. 
The economic nationalism of the nations which are in a position to 
sell them these foodstuffs and raw materials shuts the doors in their 
face. For Europe the restriction of exports means misery and starva-
tion. Yet there was one safety valve left, as long as the foreign invest-
ments could be relied upon. The debtor nations were obliged to export 
some quantities of their products as payment of interest and dividends. 
Even if the goal of present-day foreign-trade policies, the complete pre-
vention of any import of manufactures, were to be attained, the debtor 
nations would still have to provide the creditor nations with the means 
to pay for a part of the formers’ excess production of food and raw ma-
terials. The consumers of the creditor nations would be in a position 
to buy these goods on the sheltered home market, as it were, from the 
hands of those receiving the payments from abroad. These foreign in-
vestments represented in a certain manner the share of the creditor na-
tions in the rich resources of the debtor nations. The existence of these 
investments softened to some extent the inequality between the haves 
and the have-nots.

In what sense was prewar Great Britain a have nation? Surely not in 
the sense that it “owned” the Empire. But the British capitalists owned 
a considerable amount of foreign investments, whose yield made it pos-
sible for the country to buy a corresponding quantity of foreign prod-
ucts in excess of that quantity which was the equivalent of current Brit-
ish exports. The difference in the economic structures of prewar Great 
Britain and Austria was precisely that Austria did not own such foreign 
assets. The British worker could provide for a considerable quantity of 
foreign food and raw materials by working in factories which sold their 
products on the sheltered British market to those people who received 
these payments from abroad. It was as if these foreign wheat fi elds, 
cotton and rubber plantations, oil wells and mines had been situated 
within Great Britain.

After the present war, with their foreign assets gone either through 
the methods applied in fi nancing the war expenditure or by default 
and confi scation on the part of the governments of the debtor nations, 
Great Britain and some other countries of Western Europe will be re-
duced to the status of comparatively poor nations. This change will 

L4875.indb   117L4875.indb   117 1/10/11   12:32:11 PM1/10/11   12:32:11 PM



118 � nationalism

affect very seriously the conditions of British labor. Those quantities 
of foreign food and raw materials which the country could previously 
procure by means of the interest and dividend payments received from 
abroad will in the future be sought by desperate attempts to sell manu-
factures to which every country wants to bar access.

7. Total War

The princes of the ancien régime were eager for aggrandizement. They 
seized every opportunity to wage war and to conquer. They organized—
comparatively small—armies. These armies fought their battles. The 
citizens detested the wars, which brought mischief to them and bur-
dened them with taxes. But they were not interested in the outcome 
of the campaigns. It was more or less immaterial to them whether they 
were ruled by a Habsburg or by a Bourbon. In those days Voltaire de-
clared: “The peoples are indifferent to their rulers’ wars.” *

Modern war is not a war of royal armies. It is a war of the peoples, 
a total war. It is a war of states which do not leave to their subjects any 
private sphere; they consider the whole population a part of the armed 
forces. Whoever does not fi ght must work for the support and equip-
ment of the army. Army and people are one and the same. The citizens 
passionately participate in the war. For it is their state, their God, who 
fi ghts.

Wars of aggression are popular nowadays with those nations which 
are convinced that only victory and conquest could improve their mate-
rial well-being. On the other hand the citizens of the nations assaulted 
know very well that they must fi ght for their own survival. Thus every 
individual in both camps has a burning interest in the outcome of the 
battles.

The annexation of Alsace-Lorraine by Germany in 1871 did not 
bring about any change in the wealth or income of the average Ger-
man citizen. The inhabitants of the annexed province retained their 
property rights. They became citizens of the Reich, and returned dep-
uties to the Reichstag. The German Treasury collected taxes in the 
newly acquired territory. But it was, on the other hand, burdened with 
the expense of its administration. This was in the days of laissez faire.

* Benda, La Trahison des clercs (Paris, 1927), p. 253.
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The old liberals were right in asserting that no citizen of a liberal 
and democratic nation profi ts from a victorious war. But it is different 
in this age of migration and trade barriers. Every wage earner and ev-
ery peasant is hurt by the policy of a foreign government, barring his 
access to countries in which natural conditions of production are more 
favorable than in his native country. Every toiler is hurt by a foreign 
country’s import duties penalizing the sale of the products of his work. 
If a victorious war destroys such trade and migration walls, the material 
well-being of the masses concerned is favored. Pressure on the domes-
tic labor market can be relieved by the emigration of a part of the work-
ers. The emigrants earn more in their new country, and the restriction 
of the supply on the domestic labor market tends to raise wage rates at 
home too. The abolition of foreign tariffs increases exports and thereby 
the demand on the domestic labor market. Production on the least fer-
tile soil is discontinued at home, and the farmers go to countries in 
which better soil is still available. The average productivity of labor all 
over the world increases because production under the least favorable 
conditions is curtailed in the emigration countries and replaced by an 
expansion of production in the immigration countries offering more 
favorable physical opportunities.

But, on the other hand, the interests of the workers and farmers in 
the comparatively underpopulated countries are injured. For them the 
tendency toward an equalization of wage rates and farm yields (per cap-
ita of the men tilling a unit of land), inherent in a world of free mobility 
of labor, results, for the immediate future, in a drop of income, no mat-
ter how benefi cial the later consequences of this free mobility may be.

It would be futile to object that there is unemployment in the com-
paratively underpopulated countries, foremost among them Australia 
and America, and that immigration would only result in an increase of 
unemployment fi gures, not in an improvement of the conditions of the 
immigrants. Unemployment as a mass phenomenon is always due to the 
enforcement of minimum wages higher than the potential wages which 
the unhampered labor market would have fi xed. If the labor unions did 
not persistently try to raise wage rates above the potential market rates 
there would be no lasting unemployment of many workers. The problem 
is not the differences in union minimum rates in different countries, but 
those in potential market wage rates. If there were no trade-union ma-
nipulation of wages, Australia and America could absorb many millions 
of immigrant workers until an equalization of wages was reached. The 
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market wage rates both in manufacturing and in agriculture are many 
times higher in Australia, in New Zealand, and in northern America 
than in continental Europe. This is due to the fact that in Europe poor 
mines are still exploited while much richer mining facilities remain un-
used in overseas countries. The farmers of Europe are tilling the rocky 
and barren soil in the Alps, the Carpathians, the Apennines, and the 
Balkan Mountains, and the sandy soil of the plains of northeastern Ger-
many, while millions of acres of more fertile soil lie untouched in Amer-
ica and Australia. All these peoples are prevented from moving to places 
where their toil and trouble would be much more productive and where 
they could render better services to the consumers.

We can now realize why etatism must result in war whenever the un-
derprivileged believe that they will be victorious. As things are in this 
age of etatism the Germans, the Italians, and the Japanese could pos-
sibly derive profi t from a victorious war. It is not a warrior caste which 
drives Japan into ruthless aggression but considerations of wage poli-
cies which do not differ from those of the trade unions. The Australian 
trade unions wish to close their ports to immigration in order to raise 
wage rates in Australia. The Japanese workers wish to open the Austra-
lian ports in order to raise wage rates for the workers of their own race.

Pacifi sm is doomed in an age of etatism. In the old days of royal abso-
lutism philanthropists thus addressed the kings: “Take pity on suffering 
mankind; be generous and merciful! You, of course, may profi t from 
victory and conquest. But think of the grief of the widows and orphans, 
the desolation of those maimed, mutilated and crippled, the misery of 
those whose homes have been destroyed! Remember the command-
ment: Thou shalt not kill! Renounce glory and aggrandizement! Keep 
peace!” They preached to deaf ears. Then came liberalism. It did not 
declaim against war; it sought to establish conditions, in which war 
would not pay, to abolish war by doing away with the causes. It did not 
succeed because along came etatism. When the pacifi sts of our day 
tell the peoples that war cannot improve their well-being, they are mis-
taken. The aggressor nations remain convinced that a victorious war 
could improve the fate of their citizens.

These considerations are not a plea for opening America and the 
British Dominions to German, Italian, and Japanese immigrants. Un-
der present conditions America and Australia would simply commit 
suicide by admitting Nazis, Fascists, and Japanese. They could as well 
directly surrender to the Führer and to the Mikado. Immigrants from 
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the totalitarian countries are today the vanguard of their armies, a fi fth 
column whose invasion would render all measures of defense useless. 
America and Australia can preserve their freedom, their civilizations, 
and their economic institutions only by rigidly barring access to the 
subjects of the dictators. But these conditions are the outcome of etat-
ism. In the liberal past the immigrants came not as pacemakers of con-
quest but as loyal citizens of their new country.

However, it would be a serious omission not to mention the fact that 
immigration barriers are recommended by many contemporaries with-
out any reference to the problem of wage rates and farm yields. Their 
aim is the preservation of the existing geographical segregation of vari-
ous races. They argue this: Western civilization is an achievement of 
the Caucasian races of Western and Central Europe and their descen-
dants in overseas countries. It would perish if the countries peopled 
by these Westerners were to be overfl owed by the natives of Asia and 
Africa. Such an invasion would harm both the Westerners and the Asi-
atics and Africans. The segregation of various races is benefi cial to all 
mankind because it prevents a disintegration of Western civilization. If 
the Asiatics and Africans remain in that part of the earth in which they 
have been living for many thousands of years, they will be benefi ted by 
the further progress of the white man’s civilization. They will always 
have a model before their eyes to imitate and to adapt to their own 
conditions. Perhaps in a distant future they themselves will contribute 
their share to the further advancement of culture. Perhaps at that time 
it will be feasible to remove the barriers of segregation. In our day—
they say—such plans are out of the question.

We must not close our eyes to the fact that such views meet with the 
consent of the vast majority. It would be useless to deny that there ex-
ists a repugnance to abandoning the geographical segregation of vari-
ous races. Even men who are fair in their appraisal of the qualities and 
cultural achievements of the colored races and severely object to any 
discrimination against those members of these races who are already 
living in the midst of white populations are opposed to a mass immi-
gration of colored people. There are few white men who would not 
shudder at the picture of many millions of black or yellow people living 
in their own countries.

The elaboration of a system making for harmonious coexistence and 
peaceful economic and political coöperation among the various races 
is a task to be accomplished by coming generations. But mankind will 
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certainly fail to solve this problem if it does not entirely discard etat-
ism. Let us not forget that the actual menace to our civilization does 
not originate from a confl ict between the white and colored races but 
from confl icts among the various peoples of Europe and of European 
ancestry. Some writers have prophesied the coming of a decisive strug-
gle between the white race and the colored races. The reality of our 
time, however, is war between groups of white nations and between 
the Japanese and the Chinese who are both Mongolians. These wars 
are the outcome of etatism.

8. Socialism and War

The socialists insist that war is but one of the many mischiefs of capi-
talism. In the coming paradise of socialism, they hold, there will no 
longer be any wars. Of course, between us and this peaceful utopia 
there are still some bloody civil wars to be fought. But with the inevi-
table triumph of communism all confl icts will disappear.

It is obvious enough that with the conquest of the whole surface 
of the earth by a single ruler all struggles between states and nations 
would disappear. If a socialist dictator should succeed in conquering 
every country there would no longer be external wars, provided that 
the O.G.P.U. were strong enough to hinder the disintegration of this 
World State. But the same holds true for any other conqueror. If the 
Mongol Great Khans had accomplished their ends, they too would 
have made the world safe for eternal peace. It is too bad that Christian 
Europe was so obstinate as not to surrender voluntarily to their claims 
of world supremacy.*

However, we are not considering projects for world pacifi cation 
through universal conquest and enslavement, but how to achieve a 
world where there are no longer any causes of confl ict. Such a possibil-
ity was implied in liberalism’s project for the smooth coöperation of 
democratic nations under capitalism. It failed because the world aban-
doned both liberalism and capitalism.

There are two possibilities for world-embracing socialism: the coex-
istence of independent socialist states on the one hand, or the establish-
ment of a unitary world-embracing socialist government on the other.

* Voegelin, “The Mongol Orders of Submission to the European Powers 1245–1255,” Byzan-
tion, XV, pp. 378–413.
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The fi rst system would stabilize existing inequalities. There would 
be richer nations and poorer ones, countries both underpopulated and 
overpopulated. If mankind had introduced this system a hundred years 
ago, it would have been impossible to exploit the oil fi elds of Mexico or 
Venezuela, to establish the rubber plantations in Malaya, or to develop 
the banana production of Central America. The nations concerned 
lacked both the capital and trained men to utilize their own natural re-
sources. A socialist scheme is not compatible with foreign investment, 
international loans, payments of dividends and interest, and all such 
capitalist institutions.

Let us consider what some of the conditions would be in such a world 
of coördinate socialist nations. There are some overcrowded countries 
peopled by white workers. They labor to improve their standard of liv-
ing, but their endeavors are handicapped by inadequate natural re-
sources. They badly need raw materials and foodstuffs that could be 
produced in other, better endowed countries. But these countries which 
nature has favored are thinly populated and lack the capital required to 
develop their resources. Their inhabitants are neither industrious nor 
skillful enough to profi t from the riches which nature has lavished upon 
them. They are without initiative; they cling to old-fashioned methods 
of production; they are not interested in improvement. They are not ea-
ger to produce more rubber, tin, copra, and jute and to exchange these 
products for goods manufactured abroad. By this attitude they affect the 
standard of living of those peoples whose chief asset is their skill and dil-
igence. Will these peoples of countries neglected by nature be prepared 
to endure such a state of things? Will they be willing to work harder and 
to produce less because the favored children of nature stubbornly ab-
stain from exploiting their treasures in a more effi cient way?

Inevitably war and conquest result. The workers of the compara-
tively overpopulated areas invade the comparatively underpopulated 
areas, conquer these countries, and annex them. And then follow wars 
between the conquerors for the distribution of the booty. Every nation 
is prepared to believe that it has not obtained its fair share, that other 
nations have got too much and should be forced to abandon a part of 
their plunder. Socialism in independent nations would result in end-
less wars.

These considerations prepare for a disclosure of the nonsensical 
Marxian theories of imperialism. All these theories, however much 
they confl ict with each other, have one feature in common: they all 
maintain that the capitalists are eager for foreign investment because 
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production at home tends, with the progress of capitalism, to a reduc-
tion in the rate of profi t, and because the home market under capi-
talism is too narrow to absorb the whole volume of production. This 
desire of capitalists for exports and for foreign investment, it is held, is 
detrimental to the class interests of the proletarians. Besides, it leads to 
international confl ict and war.

Yet the capitalists did not invest abroad in order to withhold goods 
from home consumption. On the contrary, they did so in order to sup-
ply the home market with raw materials and foodstuffs which could 
otherwise not be obtained at all, or only in insuffi cient quantities or at 
higher costs. Without export trade and foreign investment European 
and American consumers would never have enjoyed the high standard 
of living that capitalism gave them. It was the wants of the domestic 
consumers that pushed the capitalists and entrepreneurs toward for-
eign markets and foreign investment. If the consumers had been more 
eager for the acquisition of a greater quantity of goods that could be 
produced at home without the aid of foreign raw materials than for 
imported food and raw materials, it would have been more profi table 
to expand home production further than to invest abroad.

The Marxian doctrinaires shut their eyes purposely to the inequal-
ity of natural resources in different parts of the world. And yet these 
inequalities are the essential problem of international relations.* But 
for them the Teutonic tribes and later the Mongols would not have in-
vaded Europe. They would have turned toward the vast empty areas of 
the Tundra or of northern Scandinavia. If we do not take into account 
these inequalities of natural resources and climates we can discover no 
motive for war but some devilish spell, for example—as the Marxians 
say—the sinister machinations of capitalists, or—as the Nazis say—the 
intrigues of world Jewry.

These inequalities are natural and can never disappear. They would 
present an insoluble problem for a unitary world socialism also. A so-
cialist world-embracing management could, of course, consider a pol-
icy under which all human beings are treated alike; it could try to ship 

* We have dealt only with those types of foreign investment that were intended to develop the 
natural resources of the backward countries, i.e., investment in mining and agriculture and their 
auxiliaries such as transportation facilities, public utilities, and so on. The investment in foreign 
manufacturing was to a great extent due to the infl uence of economic nationalism; it would 
not have happened within a world of free trade. It was protectionism that forced the American 
motor-car producers and the German electrical plants to establish branch factories abroad.
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workers and capital from one area to another, without considering the 
vested interests of the labor groups of different countries or of differ-
ent linguistic groups. But nothing can justify the illusion that these 
labor groups, whose per capita income and standard of living would be 
reduced by such a policy, would be prepared to tolerate it. No socialist 
of the Western nations considers socialism to be a scheme which (even 
if we were to grant the fallacious expectations that socialist production 
would increase the productivity of labor) must result in lowering living 
standards in those nations. The workers of the West are not striving 
for equalization of their earnings with those of the more than 1,000 
million extremely poor peasants and workers of Asia and Africa. For 
the same reason that they oppose immigration under capitalism, these 
workers would oppose such a policy of labor transfer on the part of 
a socialist world management. They would rather fi ght than agree to 
abolition of the existing discriminations between the lucky inhabitants 
of comparatively underpopulated areas and the unfortunate inhabit-
ants of the overpopulated areas. Whether we call such struggles civil 
wars or foreign wars is immaterial.

The workers of the West favor socialism because they hope to im-
prove their condition by the abolition of what they describe as un-
earned incomes. We are not concerned with the fallacies of these ex-
pectations. We have only to emphasize that these Western socialists do 
not want to share their incomes with the underprivileged masses of the 
East. They are not prepared to renounce the most valuable privilege 
which they enjoy under etatism and economic nationalism—the exclu-
sion of foreign labor. The American workers are for the maintenance of 
what they call “the American way of life,” not for a world socialist way 
of life, which would lie somewhere between the present American and 
the coolie level, probably much nearer to the latter than to the former. 
This is stark reality that no socialist rhetoric can conjure away.

The same selfi sh group interests which through migration barriers 
have frustrated the liberal plans for world-wide peaceful cooperation of 
nations, states, and individuals would destroy the internal peace within 
a socialist world state. The peace argument is just as baseless and er-
roneous as all the other arguments brought forward to demonstrate the 
practicability and expediency of socialism.
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Refutation of Some Fallacious 
Explanations

1. The Shortcomings of Current Explanations

The current explanations of modern nationalism are far from recog-
nizing that nationalism within our world of international division of 
labor is the inevitable outcome of etatism. We have already exposed 
the fallacies of the most popular of these explanations, namely, of the 
Marxian theory of imperialism. We have now to pass in review some 
other doctrines.

The faultiness of the Marxian theory is due to its bad economics. 
Most of the theories with which we shall deal now do not take eco-
nomic factors into account at all. For them nationalism is a phenome-
non in a sphere not subject to the infl uence of factors commonly called 
economic. Some of these theories even go so far as to assert that na-
tionalistic motivations arise from an intentional neglect of economic 
matters for the other matters.

A thorough scrutiny of all these dissenting opinions would require 
an examination of all the fundamental problems of social life and so-
cial philosophy. We cannot achieve this in a study devoted to nation-
alism and the confl icts it has aroused, but must limit ourselves to the 
problems under investigation.

With regard to prevalent mistakes it may be necessary to empha-
size again that we are considering policies and political actions and the 
doctrines infl uencing them, not mere views and opinions without prac-
tical effect. Our purpose is not to answer such questions as: In what 
respect do people of various nations, states, linguistic, and other social 
groups differ from one another? Or: Do they love or hate one another? 
We wish to know why they prefer a policy of economic nationalism 
and war to one of peaceful coöperation. Even nations bitterly hating 
one another would cling to peace and free trade if they were convinced 
that such a policy best promoted their own interests.
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2. The Alleged Irrationality of Nationalism

There are people who believe that they have satisfactorily explained na-
tionalism by establishing its irrationality. They hold it a serious mistake, 
common mostly to economists, to assume that human action is always 
rational. Man is not, they say, a rational being. The ultimate goals of his 
actions are often if not always irrational. The glory and the greatness of 
their own nation, state, race, linguistic group, or social class are such 
irrational goals, which men prefer to increase in wealth and welfare or 
to the improvement of their standard of living. Men do not like peace, 
security, and a quiet life. They long for the vicissitudes of war and con-
quest, for change, adventure, and danger. They enjoy killing, robbing, 
and destroying. They yearn to march against the enemy when the 
drums beat, when the trumpets sound, and fl ags fl utter in the wind.

We must recognize, however, that the concepts rational and irra-
tional apply only to means, never to ultimate ends. The judgments of 
value through which people make their choice among confl icting ulti-
mate ends are neither rational nor irrational. They are arbitrary, subjec-
tive, and the outcome of individual points of view. There are no such 
things as objective absolute values, independent of the individual’s 
preferences. The preservation of life is as a rule considered an ultimate 
goal. But there have always been men who preferred death to life, when 
life could be preserved only under conditions that they considered un-
bearable. Human actions consist always in a choice between two goods 
or two evils which are not deemed equivalent. Where there is perfect 
equivalence, man stays neutral; and no action results. But what is good 
and what is better, or what is bad and what is worse, is decided accord-
ing to subjective standards, different with different individuals, and 
changing with the same individuals according to circumstances.

As soon as we apply the concepts rational and irrational to judgments 
of value we reduce ends to means. We are referring to something which 
we have set as a provisional end, and considering the choice made on 
the basis of whether it is an effi cient means to attain this end. If we are 
dealing with other people’s actions we are substituting our own judg-
ment for theirs, and if we are dealing with our own past actions we are 
substituting our present valuations for our valuations at the instant in 
which we acted.

Rational and irrational always mean: reasonable or not from the 
point of view of the ends sought. There is no such thing as absolute 
rationality or irrationality.
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We may now understand what people are trying to say when they as-
cribe irrational motives to nationalism. They mean that liberalism was 
wrong in assuming that men are more eager to improve the material 
conditions of their well-being than to attain other ends, e.g., national 
glory, the enjoyment of the dangerous life, or an indulgence in a taste 
for sadistic pleasures. Men, they say, have rejected capitalism and free 
trade because they aim at goals other than those that liberalism consid-
ers supreme. They do not seek a life free from want and fear, or one of 
steadily increasing security and riches, but the particular satisfactions 
with which the totalitarian dictators provide them.

Whether these statments are true or untrue cannot be determined 
by philosophical or a priori considerations. These are statements about 
facts. We need to ask whether the attitude of our contemporaries is re-
ally such as these explanations would have us believe.

There is no doubt that there really are some people who prefer the at-
tainment of other ends to the improvement of their own material well-
being. There have always been men who voluntarily renounced many 
pleasures and satisfactions in order to do what they considered right 
and moral. Men have preferred martyrdom to the renunciation of what 
they believed to be true. They have chosen poverty and exile because 
they wanted to be free in the search for truth and wisdom. All that is 
noblest in the progress of civilization, welfare, and enlightenment has 
been the achievement of such men, who braved every danger and de-
fi ed the tyranny of powerful kings and fanatical masses. The pages of 
history tell us the epic of heretics burned at the stake, of philosophers 
put to death from Socrates to Giordano Bruno, of Christians and Jews 
heroically clinging to their faith in spite of murderous persecutions, 
and of many other champions of honesty and fi delity whose martyr-
dom was less spectacular but no less genuine. But these examples of 
self-denial and readiness to sacrifi ce have always been exceptional; 
they have been the privilege of a small elite.

It is furthermore true that there have always been people who sought 
power and glory. But such aspirations are not contrary to the common 
longing for more wealth, higher income, and more luxuries. The thirst 
for power does not involve the renunciation of material improvement. 
On the contrary, men want to be powerful in order to acquire more 
wealth than they could get by other methods. Many expect to acquire 
more treasures by robbing others than they could get by serving con-
sumers. Many chose an adventurous career because they were confi dent 
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that they could succeed better that way. Hitler, Goebbels, and Goe-
ring were simply unfi t for any honest job. They were complete failures 
in the peaceful business of capitalist society. They strove for power, 
glory, and leadership, and thus became the richest men in present-day 
Germany. It is nonsense to assert that the “will to power” with them is 
something contrary to the longing for more material well-being.

The explanation of modern nationalism and war with which we 
have to deal at this point in our investigation refers not only to the lead-
ers but also to their followers. With regard to these the question is: Is it 
true that people—the voters, the masses of our contemporaries—have 
intentionally abandoned liberalism, capitalism, and free trade and sub-
stituted for them etatism—interventionism or socialism—economic 
nationalism, and wars and revolutions, because they care more for a 
dangerous life in poverty than for a good life in peace and security? Do 
they really prefer being poorer in an environment where no one is bet-
ter off than they to being richer within a market society where there are 
people wealthier than they? Do they choose the chaos of intervention-
ism, socialism, and endless wars although they are fully aware that this 
must mean poverty and hardships for them? Only a man lacking all 
sense of reality or common observation could venture to answer these 
questions in the affi rmative. Clearly men have abandoned liberalism 
and are fi ghting capitalism because they believe that intervention-
ism, socialism, and economic nationalism will make them richer, not 
poorer. The socialists did not and do not say to the masses: We want to 
lower your standard of living. The protectionists do not say: Your mate-
rial well-being will suffer by import duties. The interventionists do not 
recommend their measures by pointing out their detrimental effects 
for the commonweal. On the contrary, all these groups insist again and 
again that their policy will make their partisans richer. People favor 
etatism because they believe that it will make them richer. They de-
nounce capitalism because they believe that it deprives them of their 
fair share.

The main point in the propaganda of Nazism between 1919 and 1933 
was: World Jewry and Western capitalism have caused your misery; we 
will fi ght these foes, thus rendering you more prosperous. German Na-
zis and Italian Fascists fought for raw materials and fertile soil, and they 
promised their followers a life of wealth and luxury. The sacro egoismo 
of the Italians is not the mentality of idealists but that of robbers. Mus-
solini did not praise the dangerous life for its own sake but as a means 
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of getting rich booty. When Goering said that guns are more important 
than butter he explained that Germans in the immediate future had to 
restrict their consumption of butter in order to get the guns necessary 
for the conquest of all the treasures of the world. If this is altruism, self-
denial, or irrational idealism, then the gentlemen of Brooklyn’s Murder 
Syndicate were the most perfect altruists and idealists.

The nationalists of all countries have succeeded in convincing their 
followers that only the policies they recommend are really advanta-
geous to the well-being of the whole nation and of all its honest citi-
zens, of the we; and that all other parties are treacherously ready to sell 
their own nation’s prosperity to foreigners, to the they. By taking the 
name “nationalist” they insinuate that the other parties favor foreign 
interests. The German nationalists in the fi rst World War called them-
selves the party of the Fatherland, thus labeling all those who favored 
a negotiated peace, a sincere declaration that Germany did not want to 
annex Belgium, or no more sinking of liners by submarines, as treach-
erous foes of the nation. They were not prepared to admit that their 
adversaries also were honest in their affection for the commonweal. 
Whoever was not a nationalist was in their eyes an apostate and traitor.

This attitude is common to all contemporary antiliberal parties. The 
so-called “labor parties,” for example, pretend to recommend the only 
means favorable to the—of course—material interests of labor. Who-
ever opposes their program becomes for them a foe of labor. They do 
not permit rational discussion concerning the expediency of their poli-
cies for the workers. They are infatuated enough to pay no attention 
at all to the objections raised against them by economists. What they 
recommend is good, what their critics urge is bad, for labor.

This intransigent dogmatism does not mean that nationalists or labor 
leaders are in favor of goals other than those of the material well-being 
of their nations or classes. It merely illustrates a characteristic feature of 
our day, the replacement of reasonable discussion by the errors of poly-
logism. We will deal with this phenomenon in a later chapter.

3. The Aristocratic Doctrine

Among the infi nity of fallacious statements and factual errors that go 
to form the structure of Marxian philosophy there are two that are es-
pecially objectionable. Marx asserts that capitalism causes increasing 
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pauperization of the masses, and blithely contends that the proletar-
ians are intellectually and morally superior to the narrow-minded, cor-
rupt, and selfi sh bourgeoisie. It is not worth while to waste time in a 
refutation of these fables.

The champions of a return to oligarchic government see things from 
a quite different angle. It is a fact, they say, that capitalism has poured a 
horn of plenty for the masses, who do not know why they become more 
prosperous from day to day. The proletarians have done everything 
they could to hinder or slow down the pace of technical innovations—
they have even destroyed newly invented machines. Their unions today 
still oppose every improvement in methods of production. The entre-
preneurs and capitalists have had to push the reluctant and unwilling 
masses toward a system of production which renders their lives more 
comfortable.

Within an unhampered market society, these advocates of aristoc-
racy go on to say, there prevails a tendency toward a diminution of the 
inequality of incomes. While the average citizen becomes wealthier, 
the successful entrepreneurs seldom attain wealth which raises them 
far above the average level. There is but a small group of high incomes, 
and the total consumption of this group is too insignifi cant to play any 
role in the market. The members of the upper middle class enjoy a 
higher standard of living than the masses but their demands also are 
unimportant in the market. They live more comfortably than the ma-
jority of their fellow citizens but they are not rich enough to afford a 
style of life substantially different. Their dress is more expensive than 
that of the lower strata but it is of the same pattern and is adjusted to 
the same fashions. Their bathrooms and their cars are more elegant but 
the service they render is substantially the same. The old discrepancies 
in standards have shrunk to differences that are mostly but a matter of 
ornament. The private life of a modern entrepreneur or executive dif-
fers much less from that of his employees than, centuries ago, the life 
of a feudal landlord differed from that of his serfs.

It is, in the eyes of these pro-aristocratic critics, a deplorable conse-
quence of this trend toward equalization and a rise in mass standards 
that the masses take a more active part in the nation’s mental and polit-
ical activities. They not only set artistic and literary standards; they are 
supreme in politics also. They now have comfort and leisure enough 
to play a decisive role in communal matters. But they are too narrow-
minded to grasp the sense in sound policies. They judge all economic 
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problems from the point of view of their own position in the process of 
production. For them the entrepreneurs and capitalists, indeed most 
of the executives, are simply idle people whose services could easily 
be rendered by “anyone able to read and write.” * The masses are full 
of envy and resentment; they want to expropriate the capitalists and 
entrepreneurs whose fault is to have served them too well. They are 
absolutely unfi t to conceive the remoter consequences of the measures 
they are advocating. Thus they are bent on destroying the sources from 
which their prosperity stems. The policy of democracies is suicidal. 
Turbulent mobs demand acts which are contrary to society’s and their 
own best interests. They return to Parliament corrupt demagogues, ad-
venturers, and quacks who praise patent medicines and idiotic rem-
edies. Democracy has resulted in an upheaval of the domestic barbar-
ians against reason, sound policies, and civilization. The masses have 
fi rmly established the dictators in many European countries. They may 
succeed very soon in America too. The great experiment of liberalism 
and democracy has proved to be self-liquidating. It has brought about 
the worst of all tyrannies.

Not for the sake of the elite but for the salvation of civilization and 
for the benefi t of the masses a radical reform is needed. The incomes 
of the proletarians, say the advocates of an aristocratic revolution, have 
to be cut down; their work must be made harder and more tedious. 
The laborer should be so tired after his daily task is fulfi lled that he 
cannot fi nd leisure for dangerous thoughts and activities. He must be 
deprived of the franchise. All political power must be vested in the up-
per classes. Then the populace will be rendered harmless. They will 
be serfs, but as such happy, grateful, and subservient. What the masses 
need is to be held under tight control. If they are left free they will fall 
an easy prey to the dictatorial aspirations of scoundrels. Save them by 
establishing in time the oligarchic paternal rule of the best, of the elite, 
of the aristocracy.

These are the ideas that many of our contemporaries have derived 
from the writings of Burke, Dostoievsky, Nietzsche, Pareto, and Mi-
chels, and from the historical experience of the last decades. You have 
the choice, they say, between the tyranny of men from the scum and 
the benevolent rule of wise kings and aristocracies. There has never 

* See the characteristic ideas of Lenin about the problems of entrepreneurship and manage-
ment in his pamphlet State and Revolution (New York, 1917), pp. 83–84.
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been in history a lasting democratic system. The ancient and medi-
eval republics were not genuine democracies; the masses—slaves and 
 metics—never took part in government. Anyway, these republics too 
ended in demagogy and decay. If the rule of a Grand Inquisitor is in-
evitable, let him rather be a Roman cardinal, a Bourbon prince, or a 
British lord than a sadistic adventurer of low breeding.

The main shortcoming of this reasoning is that it greatly exaggerates 
the role played by the lower strata of society in the evolution toward the 
detrimental present-day policies. It is paradoxical to assume that the 
masses whom the friends of oligarchy describe as riffraff should have 
been able to overpower the upper classes, the elite of entrepreneurs, cap-
italists, and intellectuals, and to impose on them their own mentality.

Who is responsible for the deplorable events of the last decades? Did 
perhaps the lower classes, the proletarians, evolve the new doctrines? 
Not at all. No proletarian contributed anything to the construction of 
antiliberal teachings. At the root of the genealogical tree of modern 
socialism we meet the name of the depraved scion of one of the most 
eminent aristocratic families of royal France. Almost all the fathers of 
socialism were members of the upper middle class or of the profes-
sions. The Belgian Henri de Man, once a radical Left-wing socialist, 
today a no less radical pro-Nazi socialist, was quite right in asserting: 
“If one accepted the misleading Marxist expression which attaches ev-
ery social ideology to a defi nite class, one would have to say that social-
ism as a doctrine, even Marxism, is of bourgeois origin.” * Neither did 
interventionism and nationalism come from the “scum.” They also are 
products of the well-to-do.

The overwhelming success of these doctrines which have proved so 
detrimental to peaceful social coöperation and now shake the foun-
dations of our civilization is not an outcome of lower-class activities. 
The proletarians, the workers, and the farmers are certainly not guilty. 
Members of the upper classes were the authors of these destructive 
ideas. The intellectuals converted the masses to this ideology; they did 
not get it from them. If the supremacy of these modern doctrines is a 
proof of intellectual decay, it does not demonstrate that the lower strata 
have conquered the upper ones. It demonstrates rather the decay of 
the intellectuals and of the bourgeoisie. The masses, precisely because 

* De Man, Die Psychologie des Sozialismus (rev. ed. Jena, 1927), pp. 16–17. Man wrote this at a 
time when he was a favorite of German Left-wing socialism.
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they are dull and mentally inert, have never created new ideologies. 
This has always been the prerogative of the elite.

The truth is that we face a degeneration of a whole society and not 
an evil limited to some parts of it.

When liberals recommend democratic government as the only 
means of safeguarding permanent peace both at home and in interna-
tional relations, they do not advocate the rule of the mean, of the low-
bred, of the stupid, and of the domestic barbarians, as some critics of 
democracy believe. They are liberals and democrats precisely because 
they desire government by the men best fi tted for the task. They main-
tain that those best qualifi ed to rule must prove their abilities by con-
vincing their fellow citizens, so that they will voluntarily entrust them 
with offi ce. They do not cling to the militarist doctrine, common to all 
revolutionaries, that the proof of qualifi cation is the seizure of offi ce 
by acts of violence or fraud. No ruler who lacks the gift of persuasion 
can stay in offi ce long; it is the indispensable condition of government. 
It would be an idle illusion to assume that any government, no matter 
how good, could lastingly do without public consent. If our commu-
nity does not beget men who have the power to make sound social 
principles generally acceptable, civilization is lost, whatever the system 
of government may be.

It is not true that the dangers to the maintenance of peace, democ-
racy, freedom, and capitalism are a result of a “revolt of the masses.” 
They are an achievement of scholars and intellectuals, of sons of the 
well-to-do, of writers and artists pampered by the best society. In every 
country of the world dynasties and aristocrats have worked with the 
socialists and interventionists against freedom. Virtually all the Chris-
tian churches and sects have espoused the principles of socialism and 
interventionism. In almost every country the clergy favor nationalism. 
In spite of the fact that Catholicism is world embracing, even the Ro-
man Church offers no exception. The nationalism of the Irish, the 
Poles, and the Slovaks is to a great extent an achievement of the clergy. 
French nationalism found most effective support in the Church.

It would be vain to attempt to cure this evil by a return to the rule of 
autocrats and noblemen. The autocracy of the czars in Russia or that 
of the Bourbons in France, Spain, and Naples was not an assurance of 
sound administration. The Hohenzollerns and the Prussian Junkers in 
Germany and the British ruling groups have clearly proved their unfi t-
ness to run a country.
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If worthless and ignoble men control the governments of many 
countries, it is because eminent intellectuals have recommended their 
rule; the principles according to which they exercise their powers have 
been framed by upper-class doctrinaires and meet with the approval 
of intellectuals. What the world needs is not constitutional reform but 
sound ideologies. It is obvious that every constitutional system can be 
made to work satisfactorily when the rulers are equal to their task. The 
problem is to fi nd the men fi t for offi ce. Neither a priori reasoning nor 
historical experience has disproved the basic idea of liberalism and de-
mocracy that the consent of those ruled is the main requisite of govern-
ment. Neither benevolent kings nor enlightened aristocracies nor un-
selfi sh priests or philosophers can succeed when lacking this consent. 
Whoever wants lastingly to establish good government must start by 
trying to persuade his fellow citizens and offering them sound ideolo-
gies. He is only demonstrating his own incapacity when he resorts to 
violence, coercion, and compulsion instead of persuasion. In the long 
run force and threat cannot be successfully applied against majorities. 
There is no hope left for a civilization when the masses favor harmful 
policies. The elite should be supreme by virtue of persuasion, not by 
the assistance of fi ring squads.

4. Misapprehended Darwinism

Nothing could be more mistaken than the now fashionable attempt to 
apply the methods and concepts of the natural sciences to the solution 
of social problems. In the realm of nature we cannot know anything 
about fi nal causes, by reference to which events can be explained. But 
in the fi eld of human actions there is the fi nality of acting men. Men 
make choices. They aim at certain ends and they apply means in order 
to attain the ends sought.

Darwinism is one of the great achievements of the nineteenth cen-
tury. But what is commonly called Social Darwinism is a garbled dis-
tortion of the ideas advanced by Charles Darwin.

It is an ineluctable law of nature, say these pseudo-Darwinists, that 
each living being devours the smaller and weaker ones and that, when 
its turn comes, it is swallowed by a still bigger and stronger one. In 
 nature there are no such things as peace or mutual friendship. In na-
ture there is always struggle and merciless annihilation of those who 
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do not succeed in defending themselves. Liberalism’s plans for eternal 
peace are the outcome of an illusory rationalism. The laws of nature 
cannot be abolished by men. In spite of the liberal’s protest we are wit-
nessing a recurrence of war. There have always been wars, there will 
always be wars. Thus modern nationalism is a return from fallacious 
ideas to the reality of nature and life.

Let us fi rst incidentally remark that the struggles to which this doc-
trine refers are struggles between animals of different species. Higher 
animals devour lower animals; for the most part they do not feed in 
a cannibalistic way on their own species. But this fact is of minor 
importance.

The only equipment which the beasts have to use in their struggles 
is their physical strength, their bodily features, and their instincts. Man 
is better armed. Although bodily much weaker than many beasts of 
prey, and almost defenseless against the more dangerous microbes, 
man has conquered the earth through his most valuable gift, reason. 
Reason is the main resource of man in his struggle for survival. It is 
foolish to view human reason as something unnatural or even contrary 
to nature. Reason fulfi lls a fundamental biological function in human 
life. It is the specifi c feature of man. When man fi ghts he nearly always 
makes use of it as his most effi cient weapon. Reason guides his steps in 
his endeavors to improve the external conditions of his life and well-
being. Man is the reasonable animal, Homo sapiens.

Now the greatest accomplishment of reason is the discovery of the 
advantages of social coöperation, and its corollary, the division of labor. 
Thanks to this achievement man has been able to centuple his progeny 
and still provide for each individual a much better life than nature of-
fered to his nonhuman ancestors some hundred thousand years ago. In 
this sense—that there are many more people living today and that each 
of them enjoys a much richer life than his fathers did—we may apply 
the term progress. It is, of course, a judgment of value, and as such 
arbitrary. But it is made from a point of view which practically all men 
accept, even if they—like Count Tolstoi or Mahatma Gandhi—seem 
unconditionally to disparage all our civilization. Human civilization is 
not something achieved against nature; it is rather the outcome of the 
working of the innate qualities of man.

Social coöperation and war are in the long run incompatible. Self-
suffi cient individuals may fi ght each other without destroying the 
foundations of their existence. But within the social system of coöpera-
tion and division of labor war means disintegration. The progressive 
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evolution of society requires the progressive elimination of war. Under 
present conditions of international division of labor there is no room 
left for wars. The great society of world-embracing mutual exchange 
of commodities and services demands a peaceful coexistence of states 
and nations. Several hundred years ago it was necessary to eliminate 
the wars between the noblemen ruling various countries and districts, 
in order to pave the way for a peaceful development of domestic pro-
duction. Today it is indispensable to achieve the same for the world 
community. To abolish international war is not more unnatural than 
it was fi ve hundred years ago to prevent the barons from fi ghting each 
other, or two thousand years ago to prevent a man from robbing and 
killing his neighbor. If men do not now succeed in abolishing war, civi-
lization and mankind are doomed.

From a correct Darwinist viewpoint it would be right to say: Social 
coöperation and division of labor are man’s foremost tools in his strug-
gle for survival. The intensifi cation of this mutuality in the direction of 
a world-embracing system of exchange has considerably improved the 
conditions of mankind. The maintenance of this system requires last-
ing peace. The abolition of war is therefore an important item in man’s 
struggle for survival.

5. The Role of Chauvinism

Confusing nationalism and chauvinism or explaining nationalism as a 
consequence of chauvinism is a widespread error.

Chauvinism is a disposition of character and mind. It does not result 
in action. Nationalism is, on the one hand, a doctrine recommending 
a certain type of action and, on the other hand, the policy by which 
this action is consummated. Chauvinism and nationalism are there-
fore two entirely different things. The two are not necessarily linked 
together. Many old liberals were also chauvinists. But they did not be-
lieve that infl icting harm upon other nations was the proper means of 
promoting the welfare of their own nation. They were chauvinists but 
not nationalists.

Chauvinism is a presumption of the superiority of the qualities 
and achievements of one’s own nation. Under present conditions this 
means, in Europe, of one’s own linguistic group. Such arrogance is a 
common weakness of the average man. It is not too diffi cult to explain 
its origin.
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Nothing links men more closely together than a community of 
language, and nothing segregates them more effectively than a differ-
ence of language. We may just as well invert this statement by assert-
ing that men who associate with each other use the same idiom, and 
men between whom there is no direct intercourse do not. If the lower 
classes of England and of Germany had more in common with each 
other than with the upper strata of the society of their own countries, 
then the proletarians of both countries would speak the same idiom, 
a language different from that of the upper classes. When under the 
social system of the eighteenth century the aristocracies of various Eu-
ropean countries were more closely linked with each other than with 
the commoners of their own nation, they used a common upper-class 
language—French.

The man who speaks a foreign language and does not understand 
our language is a “barbarian,” because we cannot communicate with 
him. A “foreign” country is one where our own idiom is not understood. 
It is a great discomfort to live in such a country; it brings about uneasi-
ness and homesickness. When people meet other people speaking a 
foreign language, they regard them as strangers; they come to consider 
those speaking their own tongue as more closely connected, as friends. 
They transfer the linguistic designations to the people speaking the 
languages. All those speaking Italian as their main and daily language 
are called Italians. Next the linguistic terminology is used to designate 
the country in which the Italians live, and fi nally to designate every-
thing in this country that differs from other countries. People speak 
of Italian cooking, Italian wine, Italian art, Italian industry, and so on. 
Italian institutions are naturally more familiar to the Italians than for-
eign ones. As they call themselves Italians, in speaking of these institu-
tions they use the possessive pronouns “mine” and “our.”

Overestimation of one’s own linguistic community, and of every-
thing commonly called by the same adjective as the language, is psy-
chologically not more diffi cult to explain than the overvaluation of an 
individual’s own personality or underestimation of that of other per-
sons. (The contrary—undervaluation of a man’s own personality and 
nation, and overestimation of other people and of foreign countries—
may sometimes happen too, although more rarely.) At any rate it must 
be emphasized that chauvinism was more or less restricted up to the 
beginning of the nineteenth century. Only a small minority had a 
knowledge of foreign countries, languages, and institutions, and these 
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few were in the main educated enough to judge foreign things in a 
relatively objective way. The masses knew nothing about foreign lands. 
To them the foreign world was not inferior but merely unfamiliar. 
Whoever was conceited in those days was proud of his rank, not of 
his nation. Differences in caste counted more than national or linguis-
tic ones.

With the rise of liberalism and capitalism conditions changed 
quickly. The masses became better educated. They acquired a better 
knowledge of their own language. They started reading and learned 
something about foreign countries and habits. Travel became cheaper, 
and more foreigners visited the country. The schools included more 
foreign languages in their curriculum. But nevertheless for the masses 
a foreigner is still in the main a creature whom they know only from 
books and newspapers. Even today there are living in Europe millions 
who have never had the opportunity of meeting or speaking with a 
foreigner, except on a battlefi eld.

Conceit and overvaluation of one’s own nation are quite common. 
But it would be wrong to assume that hatred and contempt of foreigners 
are natural and innate qualities. Even soldiers fi ghting to kill their en-
emies do not hate the individual foe, if they happen to meet him apart 
from the battle. The boastful warrior neither hates nor despises the en-
emy; he simply wants to display his own valor in a glorious light. When a 
German manufacturer says that no other country can produce as cheap 
and good commodities as Germany, it is no different from his assertion 
that the products of his domestic competitors are worse than his own.

Modern chauvinism is a product of literature. Writers and orators 
strive for success by fl attering their public. Chauvinism spread there-
fore with the mass production of books, periodicals, and newspapers. 
The propaganda of nationalism favors it. Nevertheless, it has compara-
tively slight political signifi cance, and must in any case be clearly dis-
tinguished from nationalism.

The Russians are convinced that physics is taught in the schools of 
Soviet Russia only, and that Moscow is the only city equipped with 
a subway system. The Germans assert that only Germany has true 
philosophers; they picture Paris as an agglomeration of amusement 
places. The British believe that adultery is quite usual in France, and 
the French style homosexuality le vice allemand. The Americans doubt 
whether the Europeans use bathtubs. These are sad facts. But they do 
not result in war.

L4875.indb   139L4875.indb   139 1/10/11   12:32:14 PM1/10/11   12:32:14 PM



140 � nationalism

It is paradoxical that French boors pride themselves on the fact that 
Descartes, Voltaire, and Pasteur were Frenchmen and take a part of 
Molière’s and Balzac’s glory to themselves. But it is politically innocu-
ous. The same is true of the overestimation of one’s own country’s mili-
tary achievements and of the eagerness of historians to interpret lost 
battles, after decades or even centuries, as victories. It gives an impar-
tial observer a curious feeling when Hungarians or Rumanians speak 
of their nation’s civilization in epithets which would be grotesquely in-
congruous even if the Bible, the Corpus Juris Civilis, the Declaration 
of the Rights of Man, and the works of Shakespeare, Newton, Goethe, 
Laplace, Ricardo, and Darwin were written by Hungarians or Ruma-
nians in Hungarian or Rumanian. But the political antagonism of 
these two nations has nothing to do with such statements.

Chauvinism has not begotten nationalism. Its chief function in the 
scheme of nationalist policies is to adorn the shows and festivals of na-
tionalism. People overfl ow with joy and pride when the offi cial speak-
ers hail them as the elite of mankind and praise the immortal deeds 
of their ancestors and the invincibility of their armed forces. But when 
the words fade away and the celebration reaches its end, people return 
home and go to bed. They do not mount the battle-horse.

From the political point of view it is no doubt dangerous that men 
are so easily stirred by bombastic talk. But the political actions of mod-
ern nationalism cannot be explained or excused by chauvinist intoxica-
tion. They are the outcome of cool though misguided reasoning. The 
carefully elaborated, although erroneous, doctrines of scholarly and 
thoughtful books have led to the clash of nations, to bloody wars, and 
destruction.

6. The Role of Myths

The term “myths” has long been used to signify purely fi ctitious nar-
ratives and doctrines. In this sense Christians call the teachings and 
stories of paganism myths. In this sense those who do not share the 
Christian faith call the biblical tales mythical. For the Christian they 
are not myths but truth.

This obvious fact has been distorted by writers who maintain that 
doctrines which cannot stand the criticism of reason can nonetheless 
be justifi ed by ascribing to them a mythical character. They have tried 
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to build up a rationalistic theory for the salvation of error and its pro-
tection against sound reasoning.

If a statement can be disproved, you cannot justify it by giving it the 
status of a myth and thus making it proof against reasonable objec-
tions. It is true that many fi ctions and doctrines, today generally or in 
the main refuted and therefore called myths, have played a great role 
in history. But they played this role not as myths but as doctrines con-
sidered true. In the eyes of their supporters they were entirely authen-
tic; they were their honest convictions. They turned to myths in the 
eyes of those who considered them fi ctitious and contrary to fact, and 
who therefore did not let their actions be infl uenced by them.

For Georges Sorel a myth is the imaginary construction of a future 
successful action.* But, we must add, to estimate the value of a method 
of procedure one point only has to be taken into account, namely, 
whether or not it is a suitable means to attain the end sought. If reason-
able examination demonstrates that it is not, it must be rejected. It is 
impossible to render an unsuitable method of procedure more expedi-
ent by ascribing to it the quality of a myth. Sorel says: “If you place 
yourself on this ground of myths, you are proof against any kind of 
critical refutation.” † But the problem is not to succeed in polemic by 
taking recourse to subtleties and tricks. The only question is whether 
or not action guided by the doctrine concerned will attain the ends 
sought. Even if one sees, as Sorel does, the task of myths to be that of 
equipping men to fi ght for the destruction of what exists,‡ one cannot 
escape the question: Do these myths represent an adequate means to 
achieve this task? It needs to be pointed out, incidentally, that destruc-
tion of existing conditions alone cannot be considered as a goal; it is 
necessary to build up something new in the place of what is destroyed.

If it is proved by reasonable demonstration that socialism as a social 
system cannot realize what people wish or expect to realize through 

* Sorel, Réfl exions sur la violence (3d ed. Paris, 1912), p. 32: “Les hommes qui participent aux 
grands mouvements sociaux se représentent leur action prochaine sous formes d’images de ba-
tailles assurant le triomphe de leur cause. Je propose de nommer mythes ces constructions.” 
[“Men who are participating in great social movements always picture their coming action 
in the form of images of battle in which their cause is certain to triumph. I proposed to give 
the name of ‘myths’ to these constructions.” Refl ections on Violence, translated by Thomas 
Ernert Hulme and edited by Jeremy Jennings (Cambridge: Cambridge University Press, 1999), 
p. 20.—Ed.]
† Ibid., p. 49.
‡ Ibid., p. 46.
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it, or that the general strike is not the appropriate means for the at-
tainment of socialism, you cannot change these facts by declaring—as 
Sorel did—that socialism and the general strike are myths. People who 
cling to socialism and the general strike wish to attain certain aims 
through them. They are convinced that they will succeed by these 
methods. It is not as myths but as doctrines considered to be correct 
and well founded that socialism and the general strike are supported by 
millions of men.

Some free thinkers say: Christianity is an absurd creed, a myth; yet 
it is useful that the masses should adhere to the Christian dogmas. But 
the advantage that these free thinkers expect depends upon the masses 
actually taking the Gospels as truth. It could not be attained if they 
were to regard the Commandments as myths.

Whoever rejects a political doctrine as wrong agrees with the gen-
erally accepted terminology in calling it a myth.* But if he wants to 
profi t from a popular superstition in order to attain his own ends, he 
must be careful not to disparage it by calling it a myth openly. For 
he can make use of this doctrine only so long as others consider it to be 
truth. We do not know what those princes of the sixteenth century be-
lieved who joined the religious Reformation. If not sincere conviction 
but the desire for enrichment guided them, then they abused the faith 
of other people for the sake of their own selfi sh appetites. They would 
have prejudiced their own interests, however, if they had called the 
new creed mythical. Lenin was cynical enough to say that revolutions 
must be achieved with the catchwords of the day. And he achieved his 
own revolution by affi rming publicly—against his better conviction—
the catchwords that had taken hold of public opinion. Some party lead-
ers may be capable of being convinced of the falsehood of their party’s 
doctrine. But doctrines can have real infl uence only so far as people 
consider them right.

Socialism and interventionism, etatism and nationalism are not 
myths, in the eyes of their advocates, but doctrines indicating the proper 
way to the attainment of their aims. The power of these teachings is 
based on the fi rm belief of the masses that they will effectively improve 
their lot by applying them. Yet they are fallacious; they start from false 
assumptions and their reasoning is full of paralogisms. Those who see 

* Perroux, Les Mythes hitleriens (Lyon, 1935); Rougier, Les Mystiques politiques contemporaines 
(Paris, 1935); Rougier, Les Mystiques économiques (Paris, 1938).
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through these errors are right in calling them myths. But as long as 
they do not succeed in convincing their fellow citizens that these doc-
trines are untenable, the doctrines will dominate public opinion and 
politicians and statesmen will be guided by them. Men are always li-
able to error. They have erred in the past; they will err in the future. 
But they do not err purposely. They want to succeed, and they know 
very well that the choice of inappropriate means will frustrate their ac-
tions. Men do not ask for myths but for working doctrines that point the 
right means for the ends sought.

Nationalism in general and Nazism in particular are neither inten-
tional myths nor founded or supported by intentional myths. They are 
political doctrines and policies (though faulty) and are even “scientifi c” 
in intent.

If somebody were prepared to call myths the variations on themes 
like “We are the salt of the earth,” or “We are the chosen people,” in 
which all nations and castes have indulged in one way or another, we 
should have to refer to what has been said about chauvinism. This is 
music for the enchantment and gratifi cation of the community, mere 
pastime for the hours not devoted to political business. Politics is ac-
tivity and striving toward aims. It should not be confused with mere 
indulgence in self-praise and self-adulation.
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German Nazism
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vI

The Peculiar Characteristics 
of German Nationalism

1. The Awakening

German nationalism did not differ from other peoples’ nationalism 
until—in the late 1870’s and early ’80’s—the German nationalists made 
what they believed to be a great discovery. They discovered that their 
nation was the strongest in Europe. They concluded that Germany was 
therefore powerful enough to subdue Europe or even the whole world. 
Their reasoning ran as follows:

The Germans are the most numerous people in Europe, Russia ex-
cepted. The Reich itself has within the boundaries drawn by Bismarck 
more inhabitants than any other European country, with the same 
exception. Outside the Reich’s borders many millions of German-
 speaking people are living, all of whom, according to the principle of 
nationality, should join the Reich. Russia, they said, should not be con-
sidered since it is not a homogeneous nation but a conglomeration of 
many different nationalities. If you deduct from Russia’s population fi g-
ures the Poles, Finns, Estonians, Letts, Lithuanians, White Russians, 
the Caucasian and Mongolian tribes, the Georgians, the Germans in 
the Baltic provinces and on the banks of the Volga, and especially the 
Ukrainians, there remain only the Great Russians, who are fewer in 
number than the Germans. Besides, Germany’s population is increas-
ing faster than that of other European nations and much faster than 
that of the “hereditary” foe, France.

The German nation enjoys the enormous advantage of occupying 
the central part of Europe. It thus dominates strategically the whole 
of Europe and some parts of Asia and Africa. It enjoys in warfare the 
advantages of standing on interior lines.

The German people are young and vigorous, while the Western na-
tions are old and degenerate. The Germans are diligent, virtuous, and 
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ready to fi ght. The French are morally corrupt, the idol of the Brit-
ish is mammon and profi t, the Italians are weaklings, the Russians are 
barbarians.

The Germans are the best warriors. That the French are no match 
for them has been proved by the battles of Rossbach, Katzbach, Leipzig, 
Waterloo, St. Privat, and Sedan. The Italians always take to their heels. 
The military inferiority of Russia was evidenced in the Crimea and in 
the last war with the Turks. English land power has always been con-
temptible. Britain rules the waves only because the Germans, politically 
disunited, have in the past neglected the establishment of sea power. 
The deeds of the old Hanse clearly proved Germany’s maritime genius.

It is therefore obvious that the German nation is predestined for he-
gemony. God, fate, and history chose the Germans when they endowed 
them with their great qualities. But unfortunately this blessed nation 
has not yet discovered what its right and its duty demand. Oblivious of 
their historic mission, the Germans have indulged in internal antago-
nisms. Germans have fought each other. Christianity has weakened 
their innate warlike ardor. The Reformation has split the nation into 
two hostile camps. The Habsburg emperors have misused the Empire’s 
forces for the selfi sh interests of their dynasty. The other princes have 
betrayed the nation by supporting the French invaders. The Swiss and 
the Dutch have seceded. But now fi nally the day of the Germans has 
dawned. God has sent to his chosen people their saviors, the Hohen-
zollerns. They have revived the genuine Teutonic spirit, the spirit of 
Prussia. They have freed the people from the yoke of the Habsburgs 
and of the Roman Church. They will march on and on. They will es-
tablish the German imperium mundi. It is every German’s duty to sup-
port them to the extent of his own ability; thus he serves his own best 
interests. Every doctrine by which Germany’s foes attempt to weaken 
the German soul and hinder it in accomplishing its task must be radi-
cally weeded out. A German who preaches peace is a traitor and must 
be treated as such.

The fi rst step of the new policy must consist in the reincorporation of 
all Germans now outside. The Austrian Empire must be dismembered. 
All its countries which until 1866 were parts of the German Federation 
must be annexed (this includes all Czechs and Slovenes). The Nether-
lands and Switzerland must be reunited with the Reich, and so must 
the Flemings of Belgium, and the Baltic provinces of Russia, whose 
upper classes speak German. The army must be strengthened until it 
can accomplish these conquests. A navy has to be built strong enough 
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to smash the British fl eet. Then the most valuable British and French 
colonies must be annexed. The Dutch East Indies and the Congo State 
will come automatically under German rule with the conquest of the 
mother countries. In South America the Reich must occupy a vast area 
where at least thirty million Germans can settle.*

This program assigned a special task to the German emigrants living 
in different foreign countries. They were to be organized by national-
ist emissaries, to whom the consular service of the Reich should give 
moral and fi nancial backing. In countries which were to be conquered 
by the Reich they were to form a vanguard. In the other countries they 
were by political action to bring about a sympathetic attitude on the 
part of the government. This was especially planned in regard to the 
German-Americans, as the plan was to keep the United States neutral 
as long as possible.

2. The Ascendancy of Pan-Germanism

Pan-Germanism was an achievement of intellectuals and writers. The 
professors of history, law, economics, political science, geography, and 

* In order to demonstrate that this last demand, which could be realized only by a victorious war 
against the United States, was endorsed not only by hotspurs but also by more moderate men, 
whom the radical nationalists scorned for their leniency and indifference, we need only quote 
a dictum of Gustav von Schmoller. Schmoller was the universally recognized head of the Ger-
man socialists of the chair, professor of political science at the University of Berlin, permanent 
adviser of the Reich government on economic problems, member of the Prussian chamber of 
Lords and of the Prussian Academy. His compatriots and German offi cialdom considered him 
the greatest economist of the age and a great economic historian. The words which we quote are 
to be found in a book published in Stuttgart in 1900 under the title, Handels- und Machtpolitik, 
Reden und Aufsätze im Auftrage der Freien Vereinigung für Flottenvorträge, edited by Gustav 
Schmoller, Adolf Wagner, and Max Sering, Professors of Political Science at the University of 
Berlin, in I, pp. 35, 36. They are: “I cannot dwell on the details of the commercial and colonial 
tasks for which we need the navy. Only some points may be mentioned briefl y. We are bound to 
wish at all costs that in the coming century a German country of twenty or thirty million Ger-
mans be established in Southern Brazil. It is immaterial whether this remain a part of Brazil, 
whether it be an independent state, or whether it be more closely connected with our Reich. 
Without communications continually safeguarded by battleships, without Germany’s standing 
ready for vigorous interference in these countries, this evolution would be exposed to peril.”

Still more outspoken than Schmoller was his colleague Adolf Wagner, whose fame and of-
fi cial prestige were almost as great. Speaking of the wars to which the endeavor to fi nd dwelling 
places for the excess German population is bound to lead, of the coming “struggle for space,” 
he adds: “Idle pretensions like the American Monroe Doctrine . . . are not an insurmountable 
obstacle.” (Agrar- und Industriestaat, 2d ed. Jena, 1902, p. 83.) Such were the views of old profes-
sors, not of boasting youths. It would be easy to quote hundreds of similar comments.
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philosophy were its most uncompromising advocates. They converted 
the students of the universities to their ideas. Very soon the graduates 
made more converts. As teachers in the fi eld of higher education (in 
the famous German Gymnasium and educational institutions of the 
same rank), as lawyers, judges, civil servants, and diplomats they had 
ample opportunity to serve their cause.

All other strata of the population resisted the new ideas for some 
time. They did not want more wars and conquests; they wanted to live 
in peace. They were, as the nationalists scornfully observed, selfi sh 
people, not eager to die but to enjoy life.

The popular theory that the Junkers and offi cers, big business and 
fi nance, and the middle classes were the initiators of German national-
ism is contrary to fact. All these groups were at fi rst strongly opposed 
to the aspirations of Pan-Germanism. But their resistance was vain 
because it lacked an ideological backing. There were no longer any 
liberal authors in Germany. Thus the nationalist writers and professors 
easily conquered. Very soon the youth came back from the universities 
and lower schools convinced Pan-Germans. By the end of the century 
Germany was almost unanimous in its approval of Pan-Germanism.

Businessmen and bankers were for many years the sturdiest oppo-
nents of Pan-Germanism. They were more familiar with foreign con-
ditions than were the nationalists. They knew that France and Great 
Britain were not decadent, and that it would be very diffi cult to con-
quer the world. They did not want to imperil their foreign trade and 
investments through wars. They did not believe that armored cruis-
ers could accomplish the tasks of commercial travelers and bring 
them higher profi ts. They were afraid of the budgetary consequences 
of greater armaments. They wanted increased sales, not booty. But it 
was easy for the nationalists to silence these plutocratic opponents. All 
important offi ces soon came into the hands of men whom university 
training had imbued with nationalist ideas. In the etatist state entre-
preneurs are at the mercy of offi cialdom. Offi cials enjoy discretion to 
decide questions on which the existence of every fi rm depends. They 
are practically free to ruin any entrepreneur they want to. They had 
the power not only to silence these objectors but even to force them to 
contribute to the party funds of nationalism. In the trade associations 
of businessmen the syndics (executives) were supreme. Former pupils 
of the Pan-German university teachers, they tried to outdo each other 
in nationalist radicalism. Thus they sought to please the government 
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offi cials and further their own careers through successful intercession 
on behalf of the interests of their members.

German nationalism was not, as the Marxians insist, the “ideologi-
cal superstructure of the selfi sh class interests of the armaments indus-
try.” In the 1870’s Germany possessed—apart from the Krupp plant—
only comparatively small and not very profi table armament works. 
There is not the slightest evidence for the assumption that they subsi-
dized the contemporary nationalist free-lance writers. They had noth-
ing whatever to do with the much more effective propaganda of the 
university teachers. The large capital invested in munitions works since 
the ’eighties has been rather a consequence than the cause of German 
armaments.* Of course every businessman is in favor of tendencies 
that may result in an increase in his sales. “Soap capital” desires more 
cleanliness, “building capital” a greater demand for homes, “publish-
ing capital” more and better education, and “armaments capital” big-
ger armaments. The short-run interests of every branch of business en-
courage such attitudes. In the long run, however, increased demand 
results in an infl ow of more capital into the booming branch, and the 
competition of the new enterprises cuts down the profi ts.

The dedication of a greater part of Germany’s national income to 
military expenditure correspondingly reduced that part of the national 
income that could be spent by individual consumers for their own 
consumption. In proportion as armaments increased the sales of mu-
nition plants, they reduced the sales of all other industries. The more 
subtle Marxians do not maintain that the nationalist authors have been 
bribed by munitions capital but that they have “unconsciously” sup-
ported its interests. But this implies that they have to the same extent 
“unconsciously” hurt the interests of the greater part of the German 
entrepreneurs and capitalists. What made the “world soul,” which di-
rects the working of philosophers and writers against their will, and 
forces them to adjust their ideas to the lines prescribed by inevitable 
trends of evolution, so partial as to favor some branches of business at 
the expense of other, more numerous branches?

It is true that since the beginning of the twentieth century almost 
all German capitalists and entrepreneurs have been nationalists. But 
so were, even to a greater degree, all other strata, groups, and classes 

* Of the fi ve iron armored battleships which the Germans had in the Franco-German war of 
1870, three were built in England and two in France. It was only later that Germany developed 
a domestic industry of naval armaments.
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of Germany. This was the result of nationalist education. This was an 
achievement of authors like Lagarde, Peters, Langbehn, Treitschke, 
Schmoller, Houston Stewart Chamberlain, and Naumann.

It is not true that the Berlin court, the Junkers, and the aristocratic 
offi cers sympathized from the beginning with the Pan-German ideas. 
The Hohenzollerns and their retainers had sought Prussian hegemony 
in Germany and an increase in German prestige in Europe. They had 
attained these goals and were satisfi ed. They did not want more. They 
were anxious to preserve the German caste system, with the privileges 
of the dynasties and of the aristocracy; this was more important for 
them than the struggle for world domination. They were not enthusias-
tic about the construction of a strong navy or about colonial expansion. 
Bismarck yielded unwillingly to colonial plans.

But courts and noblemen were unable to offer successful resistance 
to a popular movement supported by intellectuals. They had long since 
lost all infl uence on public opinion. They derived an advantage from 
the defeat of liberalism, the deadly foe of their own privileges. But they 
themselves had contributed nothing to the ascendancy of the new etat-
ist ideas; they simply profi ted by the change of mentality. They regarded 
the nationalist ideas as somewhat dangerous. Pan-Germanism was full 
of praise for old Prussia and its institutions, for the conservative party 
in its capacity as adversary of liberalism, for the army and the navy, for 
the commissioned offi cers and for the nobility. But the Junkers disliked 
one point in the nationalist mentality which seemed to them demo-
cratic and revolutionary. They considered the nationalist common-
ers’ interference with foreign policy and military problems a piece of 
impudence. In their eyes these two fi elds were the exclusive domain 
of the sovereign. While the support which the nationalists granted to 
the government’s domestic policies pleased them, they regarded as 
a kind of rebellion the fact that the Pan-Germans had views of their 
own about “higher politics.” The court and the nobles seemed to doubt 
the right of the people even to applaud their achievements in these 
fi elds.

But all such qualms were limited to the older generations, to the 
men who had reached maturity before the foundation of the new Em-
pire. William II and all his contemporaries were already nationalists. 
The rising generation could not protect itself from the power of the 
new ideas. The schools taught them nationalism. They entered the 
stage of politics as nationalists. True, when in public offi ce, they were 
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obliged to maintain a diplomatic reserve. Thus it happened time and 
again that the government publicly rebuked the Pan-Germans and 
sharply rejected suggestions with which it secretly sympathized. But 
as offi cialdom and Pan-Germans were in perfect agreement about ulti-
mate aims, such incidents were of little importance.

The third group which opposed radical nationalism was Catholi-
cism. But Catholicism’s political organization, the Center party, was 
neither prepared nor mentally fi tted to combat a great intellectual 
evolution. Its method consisted simply in yielding to every popular 
trend and trying to use it for its own purposes, the preservation and 
improvement of the Church’s position. The Center’s only principle was 
Catholicism. For the rest it had neither principles nor convictions, it 
was purely opportunist. It did everything from which success in the 
next election campaign could be expected. It coöperated, according to 
changing conditions, at one time with the Protestant conservatives, at 
another with the nationalists, at another with the Social Democrats. It 
worked with the Social Democrats in 1918 to overthrow the old system 
and later in the Weimar Republic. But in 1933 the Center was ready to 
share power in the Third Reich with the Nazis. The Nazis frustrated 
these designs. The Center was not only disappointed but indignant 
when its offer was refused.

The Center party had organized a powerful system of Christian la-
bor unions which formed one of its most valuable auxiliaries and was 
eager to call itself a working man’s party. As such it considered it its 
duty to further Germany’s export trade. The economic ideas generally 
accepted by German public opinion maintained that the best means 
of increasing exports was a great navy and an energetic foreign policy. 
Since the German pseudo-economists viewed every import as a dis-
advantage and every export as an advantage, they could not imagine 
how foreigners could be induced to buy more German products by 
other means than by “an impressive display of German naval power.” 
As most of the professors taught that whoever opposes increased arma-
ments furthers unemployment and a lowering of the standard of living, 
the Center in its capacity as a labor party could not vigorously resist the 
nationalist extremists. Besides, there were other considerations. The 
territories marked fi rst for annexation in Pan-Germanism’s program for 
conquest were inhabited mainly by Catholics. Their incorporation was 
bound to strengthen the Reich’s Catholic forces. Could the Center re-
gard such plans as unsound?
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Only liberalism would have had the power to antagonize Pan-
 Germanism. But there were no more liberals left in Germany.

3. German Nationalism within an Etatist World

German nationalism differs from that of other European countries 
only in the fact of the people’s believing itself to be the strongest in 
Europe. Pan-Germanism and its heir, Nazism, are the application of 
general nationalist doctrines to the special case of the most populous 
and most powerful nation, which is, however, in the unlucky position 
of being dependent on imported foodstuffs and raw materials.

German nationalism is not the outcome of innate Teutonic brutal-
ity or rowdyism. It does not stem from blood or inheritance. It is not 
a return of the grandsons to the mentality of their Viking ancestors; 
the Germans are not the descendants of the Vikings. The forefathers 
of the Germans of our day were German tribes (who did not partici-
pate in the invasions which gave the last blow to ancient civilization), 
Slavonic and Baltic tribes of the northeast, and Celtic aborigines of 
the Alps. There is more non-German than German “blood” in the 
veins of present-day Germans. The Scandinavians, the genuine sci-
ons of the Vikings, have a different type of nationalism and apply dif-
ferent political methods from those of the Germans. No one can tell 
whether the Swedes, if they were as numerous as the Germans are 
today, would in our age of nationalism have adopted the methods of 
Nazism. Certainly the Germans, if they had not been more numerous 
than the Swedes, would not have succumbed to the mentality of world 
conquest.

The Germans invented neither interventionism nor etatism, with 
their inevitable result, nationalism. They imported these doctrines 
from abroad. They did not even invent the most conspicuous chauvin-
istic adornment of their own nationalism, the fable of Aryanism.

It is easy to expose the fundamental errors, fallacies, and paralo-
gisms of German nationalism if one places oneself on the sound basis 
of scientifi c praxeology and economics and the practical philosophy of 
liberalism derived from them. But etatists are helpless when trying to 
refute the essential statements of Pan-Germanism and Nazism. The 
only objection they can consistently raise to the teachings of German 
nationalism is that the Germans were mistaken when they assumed 
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they could conquer all other nations. And the only weapons they can 
use against Nazism are military ones.

It is inconsistent for an etatist to object to German nationalism on 
the ground that it means coercion. The state always means coercion. 
But while liberalism seeks to limit the application of coercion and com-
pulsion to a narrow fi eld, etatists do not recognize these restrictions. 
For etatism coercion is the essential means of political action, indeed 
the only means. It is considered proper for the government of Atlantis 
to use armed men—i.e., customs and immigration offi cers—in order to 
hinder the citizens of Thule from selling commodities on the markets 
of Atlantis or from working in the factories of Atlantis. But if this is so, 
then no effective logical argument can be brought forward against the 
plans of the government of Thule to defeat the armed forces of Atlantis 
and thus to prevent them from infl icting harm on the citizens of Thule. 
The only working argument for Atlantis is to repulse the aggressors.

We can see this essential matter clearly by comparing the social ef-
fects of private property and those of territorial sovereignty. Both private 
property and territorial sovereignty can be traced back to a point where 
somebody either appropriated ownerless goods or land or violently ex-
propriated a predecessor whose title had been based on appropriation. 
To law and legality no other origin can be ascribed. It would be contra-
dictory or nonsensical to assume a “legitimate” beginning. The factual 
state of affairs became a legitimate one by its acknowledgment by other 
people. Lawfulness consists in the general acceptance of the rule that 
no further arbitrary appropriations or violent expropriations shall be tol-
erated. For the sake of peace, security, and progress, it is agreed that in 
the future every change of property shall be the outcome of voluntary 
exchange by the parties directly concerned.

This, of course, involves the recognition of the appropriations and 
expropriations effected in the past. It means a declaration that the pres-
ent state of distribution, although arbitrarily established, must be re-
spected as the legal one. There was no alternative. To attempt to estab-
lish a fair order through the expropriation of all owners and an entirely 
new distribution would have resulted in endless wars.

Within the framework of a market society the fact that legal formal-
ism can trace back every title either to arbitrary appropriation or to vio-
lent expropriation has lost its signifi cance. Ownership in the market 
 society is no longer linked up with the remote origin of private property. 
Those events in a far-distant past, hidden in the darkness of primitive 
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mankind’s history, are no longer of any concern for our present life. For 
in an unhampered market society the consumers decide by their daily 
buying or not buying who should own and what he should own. The 
working of the market daily allots anew the ownership of the means of 
production to those who know how to use them best for the satisfaction 
of consumers. Only in a legal and formalistic sense can the owners be 
considered the successors of appropriators and expropriators. In fact, 
they are the mandataries of the consumers, bound by the laws of the 
market to serve the wants or whims of the consumers. The market is a 
democracy. Capitalism is the consummation of the self-determination 
of consumers. Mr. Ford is richer than Mr. X because he succeeded bet-
ter in serving the consumers.

But all this is not true of territorial sovereignty. Here the fact that 
once in a remote past a Mongolian tribe occupied the country of Tibet 
still has its full importance. If there should one day be discovered in 
Tibet precious resources that could improve the lot of every human be-
ing it would depend on the Dalai Lama’s discretion whether the world 
should be allowed to make use of these treasures or not. His is the 
sovereignty of this country; his title, derived from a bloody conquest 
thousands of years ago, is still supreme and exclusive. This unsatisfac-
tory state of things can be remedied only by violence, by war. Thus war 
is inescapable; it is the ultima ratio; it is the only means of solving such 
antagonisms—unless people have recourse to the principles of liberal-
ism. It is precisely in order to make war unnecessary that liberalism 
recommends laissez faire and laissez passer, which would render po-
litical boundaries innocuous. A liberal government in Tibet would not 
hinder anyone from making the best use of the country’s resources. If 
you want to abolish war, you must eliminate its causes. What is needed 
is to restrict government activities to the preservation of life, health, and 
private property, and thereby to safeguard the working of the market. 
Sovereignty must not be used for infl icting harm on anyone, whether 
citizen or foreigner.

In the world of etatism sovereignty once more has disastrous impli-
cations. Every sovereign government has the power to use its apparatus 
of coercion and compulsion to the disadvantage of citizens and for-
eigners. The gendarmes of Atlantis apply coercion against the citizens 
of Thule. Thule orders its army to attack the forces of Atlantis. Each 
country calls the other aggressor. Atlantis says: “This is our country; 
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we are free to act within its boundaries as we like; you, Thule, have 
no right to interfere.” Thule answers: “You have no title but earlier 
conquest; now you take advantage of your sovereignty to discriminate 
against our citizens; but we are strong enough to annul your title by 
superior force.”

Under such conditions there is but one means to avoid war: to be so 
strong that no one ventures aggression against you.

4. A Critique of German Nationalism

No further critique of nationalism is needed than that provided by lib-
eralism, which has refuted in advance all its contentions. But the plans 
of German nationalism must be considered impracticable even if we 
omit any reference to the doctrines of liberalism. It is simply not true 
that the Germans are strong enough to conquer the world. It is more-
over not true that they could enjoy the victory if they succeeded.

Germany built up a tremendous military machine while other na-
tions foolishly neglected to organize their defenses. Nevertheless 
Germany is much too weak, even when supported by allies, to fi ght 
the world. The arrogance of the Pan-Germans and of the Nazis was 
founded upon the vain hope that they would be able to fi ght each 
foreign nation as an isolated enemy in a sequence of successful wars. 
They did not consider the possibility of a united front of the menaced 
nations.

Bismarck succeeded because he was able to fi ght fi rst Austria and 
then France, while the rest of the world kept its neutrality. He was wise 
enough to realize that this was due to extraordinarily fortunate circum-
stances. He did not expect that fate would always favor his country in 
the same way, and he freely admitted that the cauchemar des coalitions 
disturbed his sleep. The Pan-Germans were less cautious. But in 1914 
the coalition which Bismarck had feared became a fact. And so it is 
again today.

Germany did not learn the lesson taught by the fi rst World War. We 
shall see later, in the chapter dealing with the role of anti-Semitism, 
what ruse the Nazis used to disguise the meaning of this lesson.

1. [Nightmare of coalitions.—Ed.]
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The Nazis are convinced that they must fi nally conquer because 
they have freed themselves from the chains of morality and humanity. 
Thus they argue: “If we conquer, this war will be the last one, and we 
will establish our hegemony forever. For when we are victorious we 
will exterminate our foes, so that a later war of revenge or a rebellion 
of the subdued will be impossible. But if the British and the Americans 
conquer, they will grant us a passable peace. As they feel themselves 
bound by moral law, divine commandments, and other nonsense, they 
will impose on us a new Versailles, maybe something better or some-
thing worse, at any rate not extermination, but a treaty which will en-
able us to renew the fi ghting after some lapse of time. Thus we will 
fi ght again and again, until one day we will have reached our goal, the 
radical extermination of our foes.”

Let us assume for the sake of argument that the Nazis succeed and 
that they impose on the world what they call a German peace. Will 
the satisfactory functioning of the German state be possible in such 
a world, whose moral foundations are not mutual understanding but 
oppression? Where the principles of violence and tyranny are supreme, 
there will always be some groups eager to gain advantage from the 
subjugation of the rest of the nation. Perpetual wars will result among 
the Germans themselves. The subdued non-German slaves may profi t 
from these troubles in order to free themselves and to exterminate 
their masters. The moral code of Nazism supported Hitler’s endeav-
ors to smash by the weapons of his bands all opposition that his plans 
encountered in Germany. The Storm Troopers are proud of “battles” 
fought in beer saloons, assembly halls, and back streets,* of assassina-
tions and felonious assaults. Whoever deemed himself strong enough 
would in the future too take recourse to such stratagems. The Nazi 
code results in endless civil wars.

The strong man, say the Nazis, is not only entitled to kill. He has the 
right to use fraud, lies, defamation, and forgery as legitimate weapons. 
Every means is right that serves the German nation. But who has to 
decide what is good for the German nation?

To this question the Nazi philosopher replies quite candidly: Right 
and noble are what I and my comrades deem such, are what the sound 
feelings of the people (das gesunde Volksempfi nden) hold good, right, 

* The old Storm Troopers call themselves proudly Saalkämpfer, i.e., beer-hall fi ghters.
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and fair. But whose feelings are sound and whose unsound? About that 
matter, say the Nazis, there can be no dispute between genuine Ger-
mans. But who is a genuine German? Whose thoughts and feelings 
are genuinely German and whose are not? Whose ideas are German 
ones—those of Lessing, Goethe, and Schiller, or those of Hitler and 
Goebbels? Was Kant, who wanted eternal peace, genuinely German? 
Or are Spengler, Rosenberg, and Hitler, who call pacifi sm the mean-
est of all ideas, genuine Germans? There is dissension among men to 
whom the Nazis themselves do not deny the appellation German. The 
Nazis try to escape from this dilemma by admitting that there are some 
Germans who unfortunately have un-German ideas. But if a German 
does not always necessarily think and feel in a correct German way, 
who is to decide which German’s ideas are German and which un-
German? It is obvious that the Nazis are moving in a circle. Since they 
abhor as manifestly un-German decision by majority vote, the conclu-
sion is inescapable that according to them German is whatever those 
who have succeeded in civil war consider to be German.

5. Nazism and German Philosophy

It has been asserted again and again that Nazism is the logical outcome 
of German idealistic philosophy. This too is an error. German philo-
sophical ideas played an important role in the evolution of Nazism. 
But the character and extent of these infl uences have been grossly 
misrepresented.

Kant’s moral teachings, and his concept of the categorical impera-
tive, have nothing at all to do with Prussianism or with Nazism. The 
categorical imperative is not the philosophical equivalent of the regu-
lations of the Prussian military code. It was not one of the merits of old 
Prussia that in a far-distant little town a man like Kant occupied a chair 
of philosophy. Frederick the Great did not care a whit for his great sub-
ject. He did not invite him to his philosophical breakfast table whose 
shining stars were the Frenchmen Voltaire and Alembert. The concern 
of his successor, Frederick William II, was to threaten Kant with dis-
missal if he were once more insolent enough to write about religious 
matters. Kant submitted. It is nonsensical to consider Kant a precursor 
of Nazism. Kant advocated eternal peace between nations. The Nazis 
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praise war “as the eternal shape of higher human existence” * and their 
ideal is “to live always in a state of war.” †

The popularity of the opinion that German nationalism is the out-
come of the ideas of German philosophy is mainly due to the authority 
of George Santayana. However, Santayana admits that what he calls 
“German philosophy” is “not identical with philosophy in Germany,” 
and that “the majority of intelligent Germans held views which Ger-
man philosophy proper must entirely despise.” ‡ On the other hand, 
Santayana declares that the fi rst principle of German philosophy is “bor-
rowed, indeed, from non-Germans.” § Now, if this nefarious philosophy 
is neither of German origin nor the opinion held by the majority of in-
telligent Germans, Santayana’s statements shrink to the establishment 
of the fact that some German philosophers adhered to teachings fi rst 
developed by non-Germans|| and rejected by the majority of intelligent 
Germans, in which Santayana believes he has discovered the intellec-
tual roots of Nazism. But he does not explain why these ideas, although 
foreign to Germany and contrary to the convictions of its majority, have 
begotten Nazism just in Germany and not in other countries.

Then, again, speaking of Fichte and Hegel he says: “Theirs is a re-
vealed philosophy. It is the heir of Judaism. It could never have been 
founded by free observation of life and nature, like the philosophy of 
Greece or of the Renaissance. It is Protestant theology rationalized.” ¶ 
Exactly the same could be said with no less justifi cation of the philoso-
phy of many British and American philosophers.

According to Santayana the main source of German nationalism is 
egotism. Egotism should “not be confused with the natural egoism or 
self-assertion proper to every living creature.” Egotism “assumes, if it 
does not assert, that the source of one’s being and power lies in oneself, 
that will and logic are by right omnipotent, and that nothing should 
control the mind or the conscience except the mind or the conscience 
itself.** But egotism, if we are prepared to use the term as defi ned 

* Spengler, Preussentum und Sozialismus (Munich, 1925), p. 54.
† Th. Fritsch in “Hammer” (1914), p. 541, as quoted by Hertz, Nationalgeist und Politik (Zur-
ich, 1937), I, p. 467.
‡ Santayana, Egotism in German Philosophy (new ed. London, 1939), p. 1.
§ Santayana, op. cit., p. 9.
|| Speaking of Fichte, Mr. Santayana (op. cit., p. 21) says that his philosophy “was founded on 
one of Locke’s errors.”
¶ Santayana, op. cit., p. 11.
** Santayana, op. cit., p. 151.
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above by Santayana, is the starting point of the utilitarian philosophy 
of Adam Smith, Ricardo, Bentham, and the two Mills, father and son. 
Yet, these British scholars did not derive from their fi rst principle con-
clusions of a Nazi character. Theirs is a philosophy of liberalism, dem-
ocratic government, social coöperation, good will and peace among 
nations.

Neither egoism nor egotism is the essential feature of German na-
tionalism, but rather its ideas concerning the means through which 
the supreme good is to be attained. German nationalists are convinced 
that there is an insoluble confl ict between the interests of the individ-
ual nations and those of a world-embracing community of all nations. 
This also is not an idea of German origin. It is a very old opinion. It 
prevailed up to the age of enlightenment, when the above-mentioned 
British philosophers developed the fundamentally new concept of the 
harmony of the—rightly understood—interests of all individuals and 
of all nations, peoples, and races. As late as 1764 no less a man than 
Voltaire could blithely say, in the article “Fatherland” of his Diction-
ary of Philosophy: “To be a good patriot means to wish that one’s own 
community shall acquire riches through trade and power through its 
arms. It is obvious that a country cannot profi t but by the disadvan-
tage of another country, and cannot be victorious but by making other 
peoples miserable.” This identifi cation of the effects of peaceful hu-
man coöperation and the mutual exchange of commodities and ser-
vices with the effects of war and destruction is the main vice of the 
Nazi doctrines. Nazism is neither simple egoism nor simple egotism; 
it is misguided egoism and egotism. It is a relapse into errors long ago 
refuted, a return to Mercantilism and a revival of ideas described as 
militarism by Herbert Spencer. It is, in short, the abandonment of the 
liberal philosophy, today generally despised as the philosophy of Man-
chester and laissez faire. And its ideas are, in this respect, unfortunately 
not limited to Germany.

The contribution of German philosophy to the ascendancy of Nazi 
ideas had a character very different from that generally ascribed to it. 
German philosophy always rejected the teachings of utilitarian ethics 
and the sociology of human coöperation. German political science 
never grasped the meaning of social coöperation and division of labor. 
With the exception of Feuerbach all German philosophers scorned 
utilitarianism as a mean system of ethics. For them the basis of eth-
ics was intuition. A mystical voice in his soul makes man know what 
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is right and what is wrong. The moral law is a restraint imposed upon 
man for the sake of other people’s or society’s interests. They did not 
realize that each individual serves his own—rightly understood, i.e., 
long-run—interests better by complying with the moral code and by 
displaying attitudes which further society than by indulging in activi-
ties detrimental to society. Thus they never understood the theory of 
the harmony of interests and the merely temporary character of the 
sacrifi ce which man makes in renouncing some immediate gain lest 
he endanger the existence of society. In their eyes there is an insoluble 
confl ict between the individual’s aims and those of society. They did 
not see that the individual must practice morality for his own, not for 
somebody else’s or for the state’s or society’s, welfare. The ethics of the 
German philosophers are heteronomous. Some mystical entity orders 
man to behave morally, that is to renounce his selfi shness for the ad-
vantage of a higher, nobler, and more powerful being, society.

Whoever does not understand that the moral laws serve the interests 
of all and that there is no insoluble confl ict between private and social 
interests is also incapable of understanding that there is no insoluble 
confl ict between the different collective entities. The logical outcome 
of his philosophy is the belief in an irremediable antagonism between 
the interest of every nation and the whole of human society. Man must 
choose between allegiance to his nation and allegiance to humanity. 
Whatever best serves the great international society is detrimental to 
every nation, and vice versa. But, adds the nationalist philosopher, only 
the nations are true collective entities, while the concept of a great hu-
man society is illusory. The concept of humanity was a devilish brew 
concocted by the Jewish founders of Christianity and of Western and 
Jewish utilitarian philosophy in order to debilitate the Aryan master 
race. The fi rst principle of morality is to serve one’s own nation. Right 
is whatever best serves the German nation. This implies that right is 
whatever is detrimental to the races that stubbornly resist Germany’s 
aspirations for world domination.

This is very fragile reasoning. It is not diffi cult to expose its fallacies. 
The Nazi philosophers are fully aware that they are unable logically to 
refute the teachings of liberal philosophy, economics, and sociology. 
And thus they resort to polylogism.
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6. Polylogism

The Nazis did not invent polylogism. They only developed their own 
brand.

Until the middle of the nineteenth century no one ventured to dis-
pute the fact that the logical structure of mind is unchangeable and 
common to all human beings. All human interrelations are based on 
this assumption of a uniform logical structure. We can speak to each 
other only because we can appeal to something common to all of us, 
namely, the logical structure of reason. Some men can think deeper 
and more refi ned thoughts than others. There are men who unfortu-
nately cannot grasp a process of inference in long chains of deductive 
reasoning. But as far as a man is able to think and to follow a process 
of discursive thought, he always clings to the same ultimate principles 
of reasoning that are applied by all other men. There are people who 
cannot count further than three; but their counting, as far as it goes, 
does not differ from that of Gauss or Laplace. No historian or traveler 
has ever brought us any knowledge of people for whom a and non-a 
were identical, or who could not grasp the difference between affi r-
mation and negation. Daily, it is true, people violate logical principles 
in reasoning. But whoever examines their inferences competently can 
uncover their errors.

Because everyone takes these facts to be unquestionable, men enter 
into discussions; they speak to each other; they write letters and books; 
they try to prove or to disprove. Social and intellectual coöperation be-
tween men would be impossible if this were not so. Our minds cannot 
even consistently imagine a world peopled by men of different logical 
structures or a logical structure different from our own.

Yet, in the course of the nineteenth century this undeniable fact has 
been contested. Marx and the Marxians, foremost among them the 
“proletarian philosopher” Dietzgen, taught that thought is determined 
by the thinker’s class position. What thinking produces is not truth but 
“ideologies.” This word means, in the context of Marxian philosophy, a 
disguise of the selfi sh interest of the social class to which the thinking 
individual is attached. It is therefore useless to discuss anything with 
people of another social class. Ideologies do not need to be refuted by 
discursive reasoning; they must be unmasked by denouncing the class 
position, the social background, of their authors. Thus Marxians do 

L4875.indb   163L4875.indb   163 1/10/11   12:32:19 PM1/10/11   12:32:19 PM



164 � german nazism

not discuss the merits of physical theories; they merely uncover the 
“bourgeois” origin of the physicists.

The Marxians have resorted to polylogism because they could not 
refute by logical methods the theories developed by “bourgeois” eco-
nomics, or the inferences drawn from these theories demonstrating the 
impracticability of socialism. As they could not rationally demonstrate 
the soundness of their own ideas or the unsoundness of their adver-
saries’ ideas, they have denounced the accepted logical methods. The 
success of this Marxian stratagem was unprecedented. It has rendered 
proof against any reasonable criticism all the absurdities of Marxian 
would-be economics and would-be sociology. Only by the logical tricks 
of polylogism could etatism gain a hold on the modern mind.

Polylogism is so inherently nonsensical that it cannot be carried 
consistently to its ultimate logical consequences. No Marxian was bold 
enough to draw all the conclusions that his own epistemological view-
point would require. The principle of polylogism would lead to the in-
ference that Marxian teachings also are not objectively true but are 
only “ideological” statements. But the Marxians deny it. They claim 
for their own doctrines the character of absolute truth. Thus Dietz-
gen teaches that “the ideas of proletarian logic are not party ideas but 
the outcome of logic pure and simple.” * The proletarian logic is not 
“ideology” but absolute logic. Present-day Marxians, who label their 
teachings the sociology of knowledge, give proof of the same inconsis-
tency. One of their champions, Professor Mannheim, tries to demon-
strate that there exists a group of men, the “unattached intellectuals,” 
who are equipped with the gift of grasping truth without falling prey to 
ideological errors.† Of course, Professor Mannheim is convinced that 
he is the foremost of these “unattached intellectuals.” You simply can-
not refute him. If you disagree with him, you only prove thereby that 
you yourself are not one of this elite of “unattached intellectuals” and 
that your utterances are ideological nonsense.

The German nationalists had to face precisely the same problem as 
the Marxians. They also could neither demonstrate the correctness of 
their own statements nor disprove the theories of economics and praxe-
ology. Thus they took shelter under the roof of polylogism, prepared 
for them by the Marxians. Of course, they concocted their own brand 

* Dietzgen, Briefe über Logik, speziell demokratisch-proletarische Logik (2d ed. Stuttgart, 1903), 
p. 112.
† Mannheim, Ideology and Utopia (London, 1936), pp. 137 ff.
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of polylogism. The logical structure of mind, they say, is different with 
different nations and races. Every race or nation has its own logic and 
therefore its own economics, mathematics, physics, and so on. But, 
no less inconsistently than Professor Mannheim, Professor Tirala, his 
counterpart as champion of Aryan epistemology, declares that the only 
true, correct, and perennial logic and science are those of the Aryans.* 
In the eyes of the Marxians Ricardo, Freud, Bergson, and Einstein are 
wrong because they are bourgeois; in the eyes of the Nazis they are 
wrong because they are Jews. One of the foremost goals of the Nazis is 
to free the Aryan soul from the pollution of the Western philosophies 
of Descartes, Hume, and John Stuart Mill. They are in search of an 
arteigen† German science, that is, of a science adequate to the racial 
character of the Germans.

We may reasonably assume as a hypothesis that man’s mental 
abilities are the outcome of his bodily features. Of course, we cannot 
demonstrate the correctness of this hypothesis, but neither is it pos-
sible to demonstrate the correctness of the opposite view as expressed 
in the theological hypothesis. We are forced to recognize that we do 
not know how out of physiological processes thoughts result. We have 
some vague notions of the detrimental effects produced by traumatic 
or other damage infl icted on certain bodily organs; we know that such 
damage may restrict or completely destroy the mental abilities and 
functions of men. But that is all. It would be no less than insolent hum-
bug to assert that the natural sciences provide us with any information 
concerning the alleged diversity of the logical structure of mind. Poly-
logism cannot be derived from physiology or anatomy or any other of 
the natural sciences.

Neither Marxian nor Nazi polylogism ever went further than to de-
clare that the logical structure of mind is different with various classes 
or races. They never ventured to demonstrate precisely in what the 
logic of the proletarians differs from the logic of the bourgeois, or in 
what the logic of the Aryans differs from the logic of the Jews or the 
British. It is not enough to reject wholesale the Ricardian theory of 
comparative cost or the Einstein theory of relativity by unmasking the 
alleged racial background of their authors. What is wanted is fi rst to 

* Tirala, Rasse, Geist und Seele (Munich, 1935), pp. 190 ff.
† The word arteigen is one of the many German terms coined by the Nazis. It is a main con-
cept of their polylogism. Its counterpart is artfremd, or alien to the racial character. The crite-
rion of science and truth is no longer correct or incorrect, but arteigen or artfremd.
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develop a system of Aryan logic different from non-Aryan logic. Then 
it would be necessary to examine point by point these two contested 
theories and to show where in their reasoning inferences are made 
which—although correct from the viewpoint of non-Aryan logic—are 
invalid from the viewpoint of Aryan logic. And, fi nally, it should be 
explained what kind of conclusions the replacement of the non-Aryan 
inferences by the correct Aryan inferences must lead to. But all this 
never has been and never can be ventured by anybody. The garrulous 
champion of racism and Aryan polylogism, Professor Tirala, does not 
say a word about the difference between Aryan and non-Aryan logic. 
Polylogism, whether Marxian or Aryan, or whatever, has never entered 
into details.

Polylogism has a peculiar method of dealing with dissenting views. If 
its supporters fail to unmask the background of an opponent, they sim-
ply brand him a traitor. Both Marxians and Nazis know only two cate-
gories of adversaries. The aliens—whether members of a  nonproletarian 
class or of a non-Aryan race—are wrong because they are aliens; the op-
ponents of proletarian or Aryan origin are wrong because they are trai-
tors. Thus they lightly dispose of the unpleasant fact that there is dis-
sension among the members of what they call their own class or race.

The Nazis contrast German economics with Jewish and Anglo-
Saxon economics. But what they call German economics differs not 
at all from some trends in foreign economics. It developed out of the 
teachings of the Genevese Sismondi and of the French and British so-
cialists. Some of the older representatives of this alleged German eco-
nomics merely imported foreign thought into Germany. Frederick List 
brought the ideas of Alexander Hamilton to Germany, Hildebrand and 
Brentano brought the ideas of early British socialism. Arteigen Ger-
man economics is almost identical with contemporary trends in other 
countries, e.g., with American Institutionalism.

On the other hand, what the Nazis call Western economics and 
therefore artfremd is to a great extent an achievement of men to whom 
even the Nazis cannot deny the term German. Nazi economists wasted 
much time in searching the genealogical tree of Carl Menger for Jew-
ish ancestors; they did not succeed. It is nonsensical to explain the con-
fl ict between economic theory, on the one hand, and Institutionalism 
and historical empiricism, on the other hand, as a racial or national 
confl ict.

Polylogism is not a philosophy or an epistemological theory. It is an 
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attitude of narrow-minded fanatics, who cannot imagine that anybody 
could be more reasonable or more clever than they themselves. Nor 
is polylogism scientifi c. It is rather the replacement of reasoning and 
science by superstitions. It is the characteristic mentality of an age of 
chaos.

7. Pan-Germanism and Nazism

The essential ideas of Nazism were developed by the Pan-Germans 
and the socialists of the chair in the last thirty years of the nineteenth 
century. The system was completed long before the outbreak of the 
fi rst World War. Nothing was lacking and nothing but a new name 
was added later. The plans and policies of the Nazis differ from those 
of their predecessors in imperial Germany only in the fact that they 
are adapted to a different constellation of political conditions. The ulti-
mate aim, German world hegemony, and the means for its attainment, 
conquest, have not changed.

One of the most curious facts of modern history is that the foreign-
ers for whom this German nationalism was a menace did not sooner 
become aware of the danger. A few Englishmen saw through it. But 
they were laughed at. To Anglo-Saxon common sense the Nazi plans 
seemed too fantastic to be taken seriously. Englishmen, Americans, 
and Frenchmen seldom have a satisfactory command of the German 
language; they do not read German books and newspapers. English 
politicians who had visited Germany as tourists and had met German 
statesmen were regarded by their fellow countrymen as experts on Ger-
man problems. Englishmen who had once attended a ball at the court 
in Berlin or dined in the offi cers’ mess of a Potsdam regiment of the 
Royal Guards came home with the glad tidings that Germany is peace 
loving and a good friend of Great Britain. Proud of their knowledge ac-
quired on the spot, they arrogantly dismissed the holders of dissenting 
views as “theorists and pedantic doctrinaires.”

King Edward VII, himself the son of a German father and of a 
mother whose German family did not assimilate itself to British life, 
was highly suspicious of the challenging attitudes of his nephew, Wil-
liam II. It was to the King’s credit that Great Britain, almost too late, 
turned toward a policy of defense and of coöperation with France and 
Russia. But even then the British did not realize that not the Kaiser 
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alone but almost the whole German nation was eager for conquest. 
President Wilson labored under the same mistake. He too believed that 
the court and the Junkers were the instigators of the aggressive policy 
and that the people were peace loving.

Similar errors prevail today. Misled by Marxian prejudices, people 
cling to the opinion that the Nazis are a comparatively small group 
which has, through fraud and violence, imposed its yoke on the reluc-
tant masses. They do not understand that the internal struggles which 
shook Germany were disputes among people who were unanimous in 
regard to the ultimate ends of German foreign policy. Rathenau, whom 
the Nazis assassinated, was one of the outstanding literary champions 
both of German socialism and of German nationalism. Stresemann, 
whom the Nazis disparaged as pro-Western, was in the years of the fi rst 
World War one of the most radical advocates of the so-called German 
peace—i.e., the annexation of huge territories at both western and east-
ern borders of the Reich. His Locarno policy was a make-shift devised 
to give Germany a free hand in the East. If the communists had seized 
power in Germany, they would not have adopted a less aggressive pol-
icy than the Nazis did. Strasser, Rauschning, and Hugenberg were per-
sonal rivals of Hitler, not opponents of German nationalism.
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vII

The Social Democrats 
in Imperial Germany

1. The Legend

Knowledge concerning Germany and the evolution and present-day 
actions of Nazism is obscured by the legends about the German Social 
Democrats.

The older legend, developed before 1914, runs like this: The Ger-
man bourgeoisie have betrayed freedom to German militarism. They 
have taken refuge with the imperial government in order to preserve, 
through the protection of the Prussian Army, their position as an ex-
ploiting class, which was menaced by the fair claims of labor. But the 
cause of democracy and freedom, which the bourgeois have deserted, 
has found new advocates in the proletarians. The Social Democrats 
are gallantly fi ghting Prussian militarism. The Emperor and his aris-
tocratic offi cers are eager to preserve feudalism. The bankers and in-
dustrialists, who profi t from armaments, have hired corrupt writers in 
order to spread a nationalist ideology and to make the world believe 
that Germany is united in nationalism. But the proletarians cannot 
be deceived by the nationalist hirelings of big business. Thanks to the 
education that they got from the Social Democrats they see through 
this fraud. Millions vote the socialist ticket and return to Parliament 
members fearlessly opposing militarism. The Kaiser and his generals 
arm for war, but they fail to take account of the people’s strength and 
resolution. There are the 110 socialist members of Parliament.* Behind 
them are millions of workers organized in the trade-unions who vote 
for the Social Democrats, in addition to other voters, who—although 
not registered members of the party—also vote its ticket. They all com-
bat nationalism. They stand with the (second) International Working 

* Elected in 1912, the last election in the imperial Reich.
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Men’s Association, and are fi rmly resolved to oppose war at all costs. 
These truly democratic and pacifi st men can be relied upon without 
hesitation. They, the workers, are the deciding factor, not the exploiters 
and parasites, the industrialists and Junkers.

The personalities of the Social Democratic leaders were well known 
all over the world. The public listened whenever they addressed the 
Reichstag or party congresses. Their books were translated into nearly 
every language and read everywhere. Led by such men, mankind 
seemed to be marching toward a better future.

Legends die hard. They blind the eyes and close the mind against 
criticism or experience. It was in vain that Robert Michels* and Charles 
Andler† tried to give a more realistic picture of the German Social 
Democrats. Not even the later events of the fi rst World War shattered 
these illusions. To the old legend, instead, a new one was added.

This new legend goes: Before the outbreak of the fi rst World War 
the party’s great old men, Bebel and Liebknecht, unfortunately died. 
Their successors, mainly intellectuals and other professional politicians 
of nonproletarian background, betrayed the party’s principles. They 
coöperated with the Kaiser’s policy of aggression. But the workers, who 
in their capacity as proletarians naturally and necessarily were social-
ist, democratic, revolutionary, and internationally minded, deserted 
these traitors and replaced them by new leaders, old Liebknecht’s son 
Karl and Rosa Luxemburg. The workers, not their old dishonest lead-
ers, made the Revolution of 1918 and dethroned the Kaiser and other 
German princes. But the capitalists and the Junkers did not give up the 
game. The treacherous party leaders Noske, Ebert, and Scheidemann 
aided them. For fourteen long years the workers fought a life-and-death 
struggle for democracy and freedom. But, again and again betrayed by 
their own leaders, they were doomed to fail. The capitalists concocted a 
satanic scheme which fi nally brought them victory. Their armed gangs 
seized power, and now Adolf Hitler, the puppet of big business and fi -
nance, rules the country. But the masses despise this wretched hireling. 
They yield unwillingly to the terrorism which has overpowered them, 
and they gallantly prepare the new decisive rebellion. The day of victory 

* See the bibliography of Michels’s writings in Studi in Memoria di Roberto Michels, “Annali 
della Facoltà di Giurisprudenza delle R. Università di Perugia” (Padova, 1937), Vol. XLIX.
† Andler, Le Socialisme impérialiste dans l’Allemagne contemporaine, Dossier d’une polémique 
avec Jean Jaurès (1912–13) (Paris, 1918).
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for genuine proletarian communism, the day of liberation, is already 
dawning.

Every word of these legends distorts the truth.

2. Marxism and the Labor Movement

Karl Marx turned to socialism at a time when he did not yet know eco-
nomics and because he did not know it. Later, when the failure of the 
Revolution of 1848 and 1849 forced him to fl ee Germany, he went to 
London. There, in the reading room of the British Museum, he discov-
ered in the ’fi fties not, as he boasted, the laws of capitalist evolution, 
but the writings of British political economy, the reports published by 
the British Government, and the pamphlets in which earlier British 
socialists used the theory of value as expounded by classical economics 
for a moral justifi cation of labor’s claims. These were the materials out 
of which Marx built his “economic foundations” of socialism.

Before he moved to London Marx had quite naïvely advocated a 
program of interventionism. In the Communist Manifesto in 1848 he 
expounded ten measures for imminent action. These points, which are 
described as “pretty generally applicable in the most advanced coun-
tries,” are defi ned as “despotic inroads on the rights of property and on 
the conditions of bourgeois methods of production.” Marx and Engels 
characterize them as “measures, economically unsatisfactory and un-
tenable, but which in the course of events outstrip themselves, neces-
sitate further inroads upon the old social order and are indispensable 
as a means of entirely revolutionizing the whole mode of production.” * 
Eight of these ten points have been executed by the German Nazis 
with a radicalism that would have delighted Marx. The two remain-
ing suggestions (namely, expropriation of private property in land and 
dedication of all rents of land to public expenditure, and abolition of 
all right of inheritance) have not yet been fully adopted by the Na-
zis. However, their methods of taxation, their agricultural planning, 
and their policies concerning rent restriction are daily approaching the 

* Communist Manifesto, end of the second section. In their preface to a new edition of the 
Manifesto, dated June 24, 1872, Marx and Engels declare that because of changed circum-
stances “stress is no longer laid on the revolutionary measures proposed at the end of the second 
section.”

L4875.indb   171L4875.indb   171 1/10/11   12:32:20 PM1/10/11   12:32:20 PM



172 � german nazism

goals determined by Marx. The authors of the Communist Manifesto 
aimed at a step-by-step realization of socialism by measures of social 
reform. They were thus recommending procedures which Marx and 
the Marxians in later years branded as socio-reformist fraud.

In London, in the ’fi fties, Marx learned very different ideas. The 
study of British political economy taught him that such acts of inter-
vention in the operation of the market would not serve their purpose. 
From then on he dismissed such acts as “petty-bourgeois nonsense” 
which stemmed from ignorance of the laws of capitalist evolution. 
Class-conscious proletarians are not to base their hopes on such re-
forms. They are not to hinder the evolution of capitalism as the narrow-
minded petty bourgeois want to. The proletarians, on the contrary, 
should hail every step of progress in the capitalist system of production. 
For socialism will not replace capitalism until capitalism has reached 
its full maturity, the highest stage of its own evolution. “No social sys-
tem ever disappears before all the productive forces are developed for 
the development of which it is broad enough, and new higher methods 
of production never appear before the material conditions of their ex-
istence have been hatched out in the womb of the previous society.” * 
Therefore there is but one road toward the collapse of capitalism—i.e., 
the progressive evolution of capitalism itself. Socialization through the 
expropriation of capitalists is a process “which executes itself through 
the operation of the inherent laws of capitalist production.” Then “the 
knell of capitalistic private property sounds.” † Socialism dawns and 
“ends . . . the primeval history of human society.” ‡

From this viewpoint it is not only the endeavors of social reformers 
eager to restrain, to regulate, and to improve capitalism that must be 
deemed vain. No less contrary to purpose appear the plans of the work-
ers themselves to raise wage rates and their standard of living, through 
unionization and through strikes, within the framework of capitalism. 
“The very development of modern industry must progressively turn 
the scales in favor of the capitalist against the workingman,” and “con-
sequently the general tendency of capitalist production is not to raise 
but to sink the average standard of wages.” Such being the tendency of 
things within the capitalist system, the most that trade-unionism can 
attempt is to make “the best of the occasional chances for their tem-

* Marx, Zur Kritik der politischen Oekonomie, edited by Kautsky (Stuttgart, 1897), p. xii.
† Marx, Das Kapital (7th ed. Hamburg, 1914), I, p. 728.
‡ Marx, Zur Kritik der politischen Oekonomie, p. xii.
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porary improvement.” Trade-unions ought to understand that and to 
change their policies entirely. “Instead of the conservative motto: A fair 
day’s wages for a fair day’s work, they ought to inscribe on their banner 
the revolutionary watchword: Abolition of the wages system!” *

These Marxian ideas might impress some Hegelians steeped in 
dialectics. Such doctrinaires were prepared to believe that capitalist 
production begets “with the inexorability of a law of nature its own 
 negation” as “negation of negation,” † and to wait until, “with the 
change of the economic basis,” the “whole immense superstructure 
will have, more or less rapidly, accomplished its revolution.” ‡ A po-
litical movement for the seizure of power, as Marx envisaged it, could 
not be built up on such beliefs. Workers could not be made support-
ers of them. It was hopeless to look for coöperation on the ground of 
such views from the labor movement, which did not have to be inau-
gurated but was already in existence. This labor movement was essen-
tially a trade-union movement. Fully impregnated with ideas branded 
as petty bourgeois by Marx, unionized labor sought higher wage rates 
and fewer hours of work; it demanded labor legislation, price control of 
consumer’s goods, and rent restriction. The workers sympathized not 
with Marxian teachings and the recipes derived from them but with 
the program of the interventionists and the social reformers. They were 
not prepared to renounce their plans and wait quietly for the far-distant 
day when capitalism was bound to turn into socialism. These workers 
were pleased when the Marxian propagandists explained to them that 
the inevitable laws of social evolution had destined them for greater 
things, that they were chosen to replace the rotten parasites of capitalist 
society, that the future was theirs. But they wanted to live for their own 
day, not for a distant future, and they asked for an immediate payment 
on account of their future inheritance.

The Marxians had to choose between a rigid uncompromising ad-
herence to their master’s teachings and an accommodating adaptation 
to the point of view of the workers, who could provide them with honors, 
power, infl uence and, last but not least, with a nice income. They could 
not resist the latter temptation, and yielded. They kept on discussing 
Marxian dialectics in the midst of their own circles; Marxism, moreover, 
had an esoteric character. But out in the open they talked and wrote in a 

* Marx, Value, Price and Profi t, edited by Eleanor Marx Aveling (New York, 1901), pp. 72–74.
† Marx, Das Kapital, op. cit., p. 729.
‡ Marx, Zur Kritik der politischen Oekonomie, p. xi.
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different way. They headed the labor movement for which wage raises, 
labor legislation, and social insurance provisions were of greater impor-
tance than sophisticated discussions concerning “the riddle of the aver-
age rate of profi t.” They organized consumer’s coöperatives and housing 
societies; they backed all the anticapitalist policies which they stigma-
tized in their Marxian writings as petty-bourgeois issues. They did ev-
erything that their Marxian theories denounced as nonsense, and they 
were prepared to sacrifi ce all their principles and convictions if some 
gain at the next election campaign could be expected from such a sacri-
fi ce. They were implacable doctrinaires in their esoteric books and un-
principled opportunists in their political activities.

The German Social Democrats developed this double-dealing into 
a perfect system. There was on the one side the very narrow circle of 
initiated Marxians, whose task it was to watch over the purity of the 
orthodox creed and to justify the party’s political actions, incompatible 
with these creeds, by some paralogisms and fallacious inferences. After 
the death of Marx, Engels was the authentic interpreter of Marxian 
thought. With the death of Engels, Kautsky inherited this authority. 
He who deviated an inch from the correct dogma had to recant sub-
missively or face pitiless exclusion from the party’s ranks. For all those 
who did not live on their own funds such an exclusion meant the loss of 
the source of income. On the other hand, there was the huge, daily in-
creasing body of party bureaucrats, busy with the political activities of 
the labor movement. For these men the Marxian phraseology was only 
an adornment to their propaganda. They did not care a whit for histori-
cal materialism or for the theory of value. They were interventionists 
and reformers. They did whatever would make them popular with the 
masses, their employers. This opportunism was extremely successful. 
Membership fi gures and contributions to the party, its trade unions, 
coöperatives, and other associations increased steadily. The party be-
came a powerful body with a large budget and thousands of employ-
ees. It controlled newspapers, publishing houses, printing offi ces, as-
sembly halls, boarding houses, coöperatives, and plants to supply the 
needs of the coöperatives. It ran a school for the education of the rising 
generation of party executives. It was the most important agency in the 
Reich’s political structure, and was paramount in the Second Interna-
tional Working Men’s Association.

It was a serious mistake not to perceive this dualism, which housed 
under the same roof two radically different principles and tendencies, 
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incompatible and incapable of being welded together. For it was the 
most characteristic feature of the German Social Democratic party and 
of all parties formed abroad after its model. The very small groups of 
zealous Marxians—probably never more than a few hundred persons in 
the whole Reich—were completely segregated from the rest of the party 
membership. They communicated with their foreign friends, espe-
cially with the Austrian Marxians (the “Austro-Marxian doctrinaires”), 
the exiled Russian revolutionaries, and with some Italian groups. In 
the Anglo-Saxon countries Marxism in those days was practically un-
known. With the daily political activities of the party these orthodox 
Marxians had little in common. Their points of view and their feelings 
were strange, even disgusting, not only to the masses but also to many 
party bureaucrats. The millions voting the Social Democratic ticket 
paid no attention to these endless theoretical discussions concerning 
the concentration of capital, the collapse of capitalism, fi nance capital 
and imperialism, and the relations between Marxian materialism and 
Kantian criticism. They tolerated this pedantic clan because they saw 
that they impressed and frightened the “bourgeois” world of statesmen, 
entrepreneurs, and clergymen, and that the government-appointed 
university professors, that German Brahmin caste, took them seriously 
and wrote voluminous works about Marxism. But they went their own 
way and let the learned doctors go theirs.

Much has been said concerning the alleged fundamental difference 
between the German labor movement and the British. But it is not 
recognized that a great many of these differences were of an acciden-
tal and external character only. Both labor parties desired socialism; 
both wanted to attain socialism gradually by reforms within the frame-
work of capitalist society. Both labor movements were essentially trade-
union movements. For German labor in the imperial Reich Marxism 
was only an ornament. The Marxians were a small group of literati.

The antagonism between the Marxian philosophy and that of labor 
organized in the Social Democratic party and its affi liated trade-unions 
became crucial the instant the party had to face new problems. The ar-
tifi cial compromise between Marxism and labor interventionism broke 
down when the confl ict between doctrine and policies spread into 
fi elds which up to that moment had had no practical signifi cance. The 
war put the party’s alleged internationalism to the test, as the events of 
the postwar period did its alleged democratic tendencies and its pro-
gram of socialization.
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3. The German Workers and the German State

For an understanding of the role played by the Social Democratic la-
bor movement within imperial Germany, a correct conception of the 
essential features of trade-unionism and its methods is indispensable. 
The problem is usually dealt with from the viewpoint of the right of 
workers to associate with one another. But this is not at all the question. 
No liberal government has ever denied anybody the right to form asso-
ciations. Furthermore, it does not matter whether the laws grant or do 
not grant the employees and wage earners the right to break contracts 
ad libitum. For even if the workers are legally liable to indemnify the 
employer concerned, practical expediency renders the claims of the 
employer worthless.

The chief method which trade-unions can and do apply for the at-
tainment of their aims—more favorable terms for labor—is the strike. 
At this point of our inquiry we do not need to discuss again whether 
trade-unions can ever succeed in raising wages, lastingly and for all 
workers, above the rates fi xed by the unhampered market; we need 
merely mention the fact that economic theory—both the old classic 
theory, including its Marxian wing, and the modern, including its so-
cialist wing—categorically answers this question in the negative.* We 
are here concerned only with the problem of what kind of weapon 
trade-unions employ in their dealings with employers. The fact is that 
all their collective bargaining is conducted under the threat of a sus-
pension of labor. Union spokesmen argue that a yellow or company 
union is a spurious union, because it objects to recourse to strike. If 
the labor unions were not to threaten the employer with a strike, their 
collective bargaining would succeed no better than the individual bar-
gaining of each worker. But a strike may be frustrated by the refusal of 
some of the workers to join it, or the entrepreneur’s employing strike-
breakers. The trade-unions use intimidation and coercion against ev-
eryone who tries to oppose the strikers. They resort to acts of violence 
against the persons and property of both strikebreakers and entrepre-
neurs or executives who try to employ strikebreakers. In the course 
of the nineteenth century the workers of all countries achieved this 
privilege, not so much by explicit legislative sanction as by the accom-
modating attitudes of the police and the courts. Public opinion has 

* See above, pp. 74–75.
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espoused the unions’ cause. It has approved strikes, stigmatized strike-
breakers as treacherous scoundrels, approved the punishment infl icted 
by organized labor on reluctant employers and on strikebreakers, and 
reacted strongly when the authorities tried to interfere to protect the 
assaulted. A man who ventures to oppose trade-unions has been practi-
cally an outlaw, to whom the protection of the government is denied. A 
law of custom has been fi rmly established that entitles trade-unions to 
resort to coercion and violence.

This resignation on the part of the governments has been less con-
spicuous in the Anglo-Saxon countries, where custom always allowed a 
wider fi eld for the individual’s redress of his private grievances, than in 
Prussia and the rest of Germany, where the police were almighty and 
accustomed to interfere in every sphere of life. Woe to anybody who 
in the realm of the Hohenzollerns was found guilty of the slightest in-
fraction of one of the innumerable decrees and “verboten”! The police 
were busy interfering, and the courts pronounced draconic sentences. 
Only three kinds of infringements were tolerated. Dueling, although 
prohibited by the penal code, was practically free, within certain lim-
its, to commissioned offi cers, university students, and men of that so-
cial rank. The police also connived when drunken members of smart 
university students’ clubs kicked up a row, disturbed quiet people, and 
took their pleasures in other kinds of disorderly conduct. Of incompa-
rably greater importance, however, was the indulgence granted to the 
excesses usually connected with strikes. Within a certain sphere the 
violent action of strikers was tolerated.

It is in the nature of every application of violence that it tends toward 
a transgression of the limit within which it is tolerated and viewed as 
legitimate. Even the best discipline cannot always prevent police of-
fi cers from striking harder than circumstances require, or prison war-
dens from infl icting brutalities on inmates. Only formalists, cut off 
from reality, fall into the illusion that fi ghting soldiers can be induced 
to observe the rules of warfare strictly. Even if the fi eld customarily 
assigned for the violent action of trade unions had been limited in a 
more precise manner, transgressions would have occurred. The at-
tempt to put boundaries around this special privilege has led again and 
again to confl icts between offi cials and strikers. And because the au-
thorities time and again could not help interfering, sometimes even 
with the use of weapons, the illusions spread that the government was 
assisting the employers. For that reason the public’s attention has been 
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diverted from the fact that employers and strikebreakers were within 
broad limits at the mercy of the strikers. Wherever there was a strike, 
there was within certain limits no longer any government protection 
for the opponents of the trade unions. Thus the unions became in ef-
fect a public agency entitled to use violence to enforce their ends, as 
were later the pogrom gangs in Czarist Russia and the Storm Troopers 
in Nazi Germany.

That the German Government granted these privileges to the trade 
unions became of the highest importance in the course of German af-
fairs. Thus from the 1870’s on successful strikes became possible. There 
had been some strikes, it is true, before then in Prussia. But at that 
time conditions were different. The employers could not fi nd strike-
breakers in the neighborhood of plants located in small places; and the 
backward state of transportation facilities, the laws restricting freedom 
of migration within the country, and lack of information about labor 
market conditions in other districts prevented them from hiring work-
ers from distant points. When these circumstances changed, strikes 
could only be successful when supported by threats, violence, and 
intimidation.

The imperial government never seriously considered altering its pro-
union policy. In 1899, seemingly yielding to the demands of the em-
ployers and nonunionized workers, it brought up in the Reichstag a bill 
for the protection of nonstrikers. This was merely a deception. For the 
lack of protection of those ready to work was not due to the inadequacy 
or defectiveness of the existing penal code but to the purposeful ne-
glect of the valid laws on the part of the police and other authorities. 
Neither the laws nor the rulings of the courts played any real role in 
this matter. As the police did not interfere and the state’s attorneys did 
not prosecute, the laws were not enforced and the tribunals had no op-
portunity to pass judgment. Only when the trade unions transgressed 
the actual limits drawn by the police could a case be brought to the tri-
bunals. The government was fi rmly resolved not to change this state of 
affairs. It was not eager to induce Parliament to agree to the proposed 
bill; and Parliament in fact rejected it. If the government had taken the 
bill seriously, Parliament would have proceeded quite differently. The 
German Government knew very well how to make the Reichstag yield 
to its wishes.

The outstanding fact in modern German history was the  imperial gov-
ernment’s entering into a virtual alliance and factual political coöper-
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ation with all groups hostile to capitalism, free trade, and an unham-
pered market economy. Hohenzollern militarism tried to fi ght “bour-
geois” liberalism and “plutocratic” parliamentarism by associating with 
the pressure groups of labor, farming, and small business. It aimed at 
substituting, for what it called a system of unfair exploitation, govern-
ment interference with business and, at a later stage, all-round national 
planning.

The ideological and speculative foundations of this system were laid 
down by the socialists of the chair, a group of professors monopoliz-
ing the departments of the social sciences at the German universities. 
These men, whose tenets were almost identical with those later held 
by the British Fabians and the American Institutionalists, acted, as it 
were, as the brain trust of the government. The system itself was called 
by its supporters Sozialpolitik, or das soziale Königtum der Hohenzol-
lern. Neither expression lends itself to a literal translation. Perhaps they 
should be translated as New Deal; for their main features—labor legis-
lation, social security, endeavors to raise the price of agricultural prod-
ucts, encouragement of coöperatives, a sympathetic attitude toward 
trade-unionism, restrictions imposed on stock exchange transactions, 
heavy taxation of corporations—corresponded to the American policy 
inaugurated in 1933.*

The new policy was inaugurated at the end of the ’seventies and was 
solemnly advertised in an imperial message of November 17, 1881. It 
was Bismarck’s aim to outdo the Social Democrats in measures benefi -
cial to labor interests. His old-fashioned autocratic inclinations pushed 
him into a hopeless fi ght against the Social Democratic leaders. His 
successors dropped the antisocialist laws but unswervingly continued 
the Sozialpolitik. It was with regard to British policies that Sidney 
Webb said, as early as in 1889: “It may now fairly be claimed that the 
socialist philosophy of today is but the conscious and explicit assertion 
of principles of social organization which have been already in great 
part unconsciously adopted. The economic history of the century is an 
almost continuous record of the progress of socialism.” † However, in 
those years German Sozialpolitik was far ahead of contemporary Brit-
ish reformism.

* Elmer Roberts used the term “monarchical socialism.” See his book Monarchical Socialism 
in Germany (New York, 1913).
† Sidney Webb in Fabian Essays in Socialism (American ed. New York, 1891), p. 4.
1. [See the note on p. 149.—Ed.]
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The German socialists of the chair gloried in the achievements of 
their country’s social progress. They prided themselves on the fact 
that Germany was paramount in pro-labor policies. It escaped their 
notice that Germany could eclipse Great Britain in matters of social 
legislation and trade-unionism only because its protective tariff and 
its cartels raised domestic prices above world market prices, while 
the English still clung to free trade. German real wages did not rise 
more than the productivity of labor. Neither the government’s Sozial-
politik nor trade-union activities but the evolution of capitalist enter-
prise caused the improvement in the general standard of living. It was 
no merit of the government or of trade unions that the entrepreneurs 
perfected the methods of production and fi lled the market with more 
and better goods. The German worker could consume more goods 
than his father and grandfather, because, thanks to the new methods 
of production, his work was more effi cient and produced more and bet-
ter commodities. But in the eyes of the professors the fall of mortal-
ity fi gures and the rise in per capita consumption were a proof of the 
blessings of the Hohenzollern system. They attributed the increase of 
exports to the fact that Germany was now one of the most powerful na-
tions, and that the imperial navy and army made other nations tremble 
before it. Public opinion was fully convinced that but for the govern-
ment’s interference the workers would be no better off than they had 
been fi fty or a hundred years earlier.

Of course, the workers were prepared to believe that the government 
was slow to act and that its pro-labor policy could proceed much more 
quickly. They found in every new measure only an incentive to ask for 
more. Yet while criticizing the government for its tardiness they did 
not disapprove of the attitude of the Social Democrat members of the 
Reichstag who voted against all bills proposed by the government and 
supported by the “bourgeois” members. The workers agreed both with 
the Social Democrats, who called every new pro-labor measure an in-
solent fraud imposed by the bourgeoisie on labor, and with the govern-
ment-appointed professors, who lauded the same measures as the most 
benefi cial achievements of German Kultur. They were delighted with 
the steady rise in their standard of living, which they too attributed not 
to the working of capitalism but to the activities both of trade unions 
and of the government. They ventured no attempts at upheaval. They 
liked the revolutionary phraseology of the Social Democrats because it 
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frightened the capitalists. But the glory and the splendor of the Reich 
fascinated them. They were loyal citizens of the Reich, his Majesty’s 
loyal opposition.

This allegiance was so fi rm and unshakable that it stood the test of 
the laws against the Social Democrats. These laws were but one link in 
the long series of blunders committed by Bismarck in his domestic pol-
icies. Like Metternich, Bismarck was fully convinced that ideas could 
be successfully defeated by policemen. But the results obtained were 
contrary to his intentions. The Social Democrats emerged from the 
trial of these years no less invigorated than in the ’seventies the Center 
party and the Catholic Church had emerged from the Kulturkampf, 
the great anti-Catholic campaign. In the twelve years the antisocial-
ist laws were in force (1878–90) the socialist votes increased consider-
ably. The laws touched only those socialists who took an active part 
in politics. They did not seriously discommode the trade unions and 
the masses voting for the socialists. Precisely in those years the govern-
ment’s pro-labor policy made its greatest steps forward; the government 
wanted to surpass the socialists. The workers realized that the state was 
becoming more and more their own state and that it was increasingly 
backing their fi ght against the employers; the government-appointed 
factory inspectors were the living personifi cation of this coöperation. 
The workers had no reason to be hostile to this state merely because it 
annoyed the party leaders.* The individual party member in the years 
of the antisocialist laws punctually and regularly received newspapers 
and pamphlets smuggled in from Switzerland, and read the Reich-
stag speeches of the socialist deputies. He was a loyal “revolutionary” 
and a—somewhat critical and sophisticated—monarchist. Marx and 
the Kaiser both were mistaken in their belief that these quiet fellows 
thirsted for the princes’ blood. But Lassalle had been right when he 
delineated the future coöperation of the Hohenzollern state and the 
socialist proletarians.

The unconditional loyalty of the proletarians made the army an ac-
commodating tool in the hands of its commanders. Liberalism had 
shaken the foundations of Prussian absolutism. In the days of its su-
premacy the king and his aides no longer trusted the bulk of their army; 

* In those days in the happy 1880’s people used to speak of “persecutions.” But compared with 
what the Bolsheviks and the Nazis have since done to their opponents, these persecutions were 
little more than a nuisance.
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they knew that this army could not be used against the domestic foe or 
for wars of undisguised aggression. Socialism and interventionism, the 
Kaiser’s New Deal, had restored the loyalty of the armed forces; now 
they could be used for any purpose. The men responsible for the new 
trend in politics, the statesmen and professors, were fully aware of this. 
It was just because they strove toward this end that they supported the 
inauguration of the Sozialpolitik and asked for its intensifi cation. The 
offi cers of the army were convinced that the Social Democratic soldiers 
were completely reliable men. The offi cers disapproved, therefore, of 
the Kaiser’s contemptuous disparagement of the Social Democrats just 
as in earlier years they had disapproved of Bismarck’s measures against 
them (as well as of his anti-Catholic policy). They detested the defi ant 
speeches of the socialist deputies but trusted the Social Democratic 
soldier. They themselves hated the wealthy entrepreneurs no less than 
the workers did. In the days of the antisocialist campaign, in 1889, their 
lyrical spokesman, Detlev von Liliencron, admitted it frankly.* Junk-
ers and offi cers were fi rmly welded into a virtual coalition with labor 
by the instrument that forges the most solid unions, deadly hatred. 
When the Social Democrats paraded in the streets, the offi cers—in 
plain clothes—looked upon the marching columns and smilingly com-
mented: “We ourselves have taught these boys how to march properly; 
they will do a very good job under our orders when Mobilization day 
comes.” Later events proved the correctness of these expectations.

On August 3, 1914, Reich’s Chancellor Bethmann-Hollweg received 
the chairmen of all parliamentary party groups at a conference. Com-
rade Scheidemann reports: “The Chancellor shook hands with each of 
us. It seemed to me that he shook my hand in a surprising way, fi rmly 
and long, and when he then said, How do you do, Mr. Scheidemann, 
I felt as if he were giving me to understand: Well, now I hope our tra-
ditional squabble is fi nished for some time.” † Such were the views of 
the party’s great popular leader on the fi fty years of antagonism. Not a 
historical struggle of the class-conscious proletariat against exploiters 
and imperialistic warmongers, as the offi cial speakers at party meet-
ings used to declare, but merely a squabble that could be ended by a 
handshake.

* See his letter of September 17, 1889, published in Deutsche Rundschau, XXI (Berlin, 1910), 
p. 663.
† Scheidemann, Der Zusammenbruch (Berlin, 1921), p. 9.
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4. The Social Democrats within the German Caste System

Capitalism improved the social and economic position of hired labor. 
From year to year the number of hands employed in German indus-
tries increased. From year to year the incomes and living standard of 
labor went up. The workers were more or less contented. Of course, 
they envied the wealth of the upper middle classes (but not that of 
the princes and the aristocrats) and they were eager to get more. But 
looking back to the conditions under which their parents had lived and 
remembering the experiences of their own childhood, they had to con-
fess that things were after all not so bad. Germany was prosperous and 
the working masses shared its prosperity.

There was still much poverty left in Germany. It could hardly be 
otherwise in a country in which public opinion, government, and al-
most all political parties were eager to put obstacles in the way of capi-
talism. The standards of living were unsatisfactory in eastern agricul-
ture, in coal mining, and in some branches of production which failed 
to adjust their methods to changed conditions. But those workers who 
were not themselves involved were not much concerned about the lot 
of their less fortunate fellow workers. The concept of class solidarity 
was one of the Marxian illusions.

Yet one thing vexed the more prosperous workers just because they 
were prosperous. In their capacity as wage earners they had no defi -
nite standing in German society. Their new caste lacked recognition 
by the old established castes. The petty bourgeois, the small traders, 
shopkeepers, and craftsmen, and the numerous class of people hold-
ing minor offi ces in the service of the Reich, of the individual states, 
and of the municipalities turned up their noses at them. The incomes 
of these petty bourgeois were no higher than the workers’; their jobs 
indeed were often more tedious than the average worker’s; but they 
were haughty and priggish and disdained the wage earners. They were 
not prepared to admit workers to their bowling circles, to permit them 
to dance with their daughters, or to meet them socially. Worst of all, 
the burghers would not let the workers join their ex-warriors’ associa-
tions.* On Sundays and on state occasions these ex-warriors, clad in 

* The offi cial name of these clubs was Warriors’ Associations (Kriegervereine). The members 
were men who had served in the Reich’s armed forces.
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correct black frock coats, with tall silk hats and black ties, paraded 
gravely through the main streets, strictly observing the rules of military 
 marching. It distressed the workers very much that they could not par-
ticipate. They felt ashamed and humiliated.

For such grievances the Social Democratic organization provided 
an effi cacious remedy. The Social Democrats gave the workers bowl-
ing clubs, dances, and outdoor gatherings of their own. There were 
associations of class-conscious proletarian canary breeders, philatelists, 
chess-players, friends of Esperanto, and so on. There were independent 
workers’ athletics, with labor championships. And there were proletar-
ian parades with bands and fl ags. There were countless committees 
and conferences; there were chairmen and deputy chairmen, honor-
ary secretaries, honorary treasurers, committee members, shop stew-
ards, wardens, and other party offi cers. The workers lost their feeling 
of inferiority and sense of loneliness. They were no longer society’s 
stepchildren; they were fi rmly integrated into a large community; they 
were important people burdened with responsibilities and duties. And 
their offi cial speakers, spectacled scholars with academic degrees, con-
vinced them that they were not only as good but better than the petty 
bourgeois, a class that was in any event doomed to disappear.

What the Social Democrats really achieved was not to implant a 
revolutionary spirit in the masses but on the contrary to reconcile them 
to the German caste system. The workers got a status within the es-
tablished order of the German clan system; they became a caste by 
themselves, with all the narrow-mindedness and all the prejudices of a 
social set. They did not cease to fi ght for higher wages, shorter hours of 
work, and lower prices for cereals, but they were no less loyal citizens 
than the members of those other pressure groups, the farmers and the 
artisans.

It was one of the paradoxical phenomena of imperial Germany that 
the Social Democratic workers used to talk sedition in public while re-
maining in their hearts perfectly loyal, and that the upper middle class 
and the professions, although fl amboyantly advertising their loyalty to 
king and fatherland, grumbled in private. One of the main objects of 
their worry was their relation to the army.

The Marxian legends, which have misrepresented every angle of 
German life, have distorted this too. The bourgeoisie, they say, surren-
dered to militarism because they were anxious to obtain commissions 
in the reserve of the armed forces. Not to be an offi cer in the reserve, 
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it is true, was a serious blow to the honor and reputation of a man of 
the upper middle class. The civil servants, the professional men, the 
entrepreneurs, and the business executives who did not achieve this 
were seriously handicapped in their careers and business activities. But 
the attainment and maintenance of a commission in the reserve also 
brought their troubles. It was not the fact that an offi cer of the reserve 
was forbidden to be connected in any way with opposition parties that 
made them complain. The judges and the civil servants were in any 
case members of the parties backing the government; if they had not 
been they would never have received their appointments. The entre-
preneurs and the business executives were, by the working of the inter-
ventionist system, forced to be politically neutral or to join one of the 
pro-government parties. But there were other diffi culties.

Governed by Junker prejudices, the army required that in his private 
life and business an offi cer of the reserve should strictly comply with 
its own code of gentlemanly conduct. It was not offi cer-like for an en-
trepreneur or an executive to do any manual work in his plant, even 
merely to show a worker how he should perform his task. The son of 
an entrepreneur who worked for some time at a machine, in order to 
become familiar with the business, was not eligible for a commission. 
Neither was the owner of a big store who occasionally looked after a 
customer. A lieutenant of the reserve who happened to be an architect 
of world-wide fame was once reprimanded by his colonel because one 
day, when supervising the redecoration of the reception room in the 
town hall of a large city, he had taken off his jacket and personally 
hung an old painting on the wall. There were men who were distressed 
because they did not obtain commissions in the reserve, and there 
were offi cers who secretly boiled with rage because of the attitude of 
their superiors. It was, in brief, not a pleasure for a commoner to be an 
offi cer of the reserve in the Prussian Army.

The lower classes, of course, were not familiar with these tribula-
tions of the offi cers of the reserve. They saw only the insolence with 
which these men overcompensated their feelings of inferiority. But 
they observed too that the offi cers—both commissioned and non-
commissioned—were eager to harass the so-called one-year men, i.e., 
the high-school graduates who had only one year to serve. They ex-
ulted when the offi cers called the son of their boss names and shouted 
that in the ranks of the army neither education nor wealth nor one’s 
father’s big business made any difference.
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The social life of the upper middle class was poisoned by the con-
tinuous friction between the pretensions of the noble offi cers and the 
bourgeoisie. But the civilians were helpless. They had been defeated in 
their struggle for a reorganization of Germany.

5. The Social Democrats and War

Marx was not a pacifi st. He was a revolutionary. He scorned the wars 
of emperors and kings, but he worked for the great civil war, in which 
the united proletarians of the world should fi ght the exploiters. Like 
all other utopians of the same brand, he was convinced that this war 
would be the last one. When the proletarians had conquered and es-
tablished their everlasting regime, nobody would be in a position to de-
prive them of the fruits of their victory. In this last war Engels assigned 
to himself the role of commander in chief. He studied strategy in order 
to be equal to his task when the day should dawn.

This idea of the coöperation of all proletarians in the last struggle 
for liberation led to the foundation of the First International Working 
Men’s Association in 1864. This association was hardly more than a 
round table of doctrinaires. It never entered the fi eld of political action. 
Its disappearance from the scene attracted as little notice as had its 
previous existence.

In 1870 two of the fi ve Social Democratic members of the North Ger-
man Parliament, Bebel and Liebknecht, opposed the war with France. 
Their attitudes, as the French socialist Hervé observed, were “personal 
gestures which had no consequences and did not meet with any re-
sponse.” The two nations, the Germans and the French, says Hervé, 
“were heart and soul on the battlefi elds. The Internationalists of Paris 
were the most fanatical supporters of the war to the knife. . . .  The 
Franco-German War was the moral failure of the International.” *

The Second International, founded in Paris in 1889, was an achieve-
ment of one of the many international congresses held in cities blessed 
by a world’s fair. In the twenty-fi ve years which had passed since the 
foundation of the First International the concept of a great world revo-

* Hervé, L’Internationalisme (Paris, 1910), pp. 129 ff.
2. [The Revolution of 1848.—Ed.]
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lution had lost a good deal of its attraction. The new organization’s 
purpose could no longer be presented as coördinating the military op-
erations of the proletarian armies of various countries. Another object 
had to be found for its activities. This was rather diffi cult. The labor 
parties had begun to play a very important role in the domestic policies 
of their countries. They were dealing with innumerable problems of 
interventionism and economic nationalism, and were not prepared to 
submit their own political tactics to the supervision of foreigners. There 
were many serious problems in which the confl ict of interests between 
the proletarians of different countries became apparent. It was not al-
ways feasible to evade discussion of such annoying matters. Sometimes 
even immigration barriers had to be discussed; the result was a violent 
clash of dissenting views and a scandalous exposure of the Marxian 
dogma that there is an unshakable solidarity among proletarian inter-
ests all over the world. The Marxian pundits had some diffi culty in 
tolerably concealing the fi ssures that had become visible.

But one neutral and innocuous subject could be found for the 
agenda of the International’s meetings: peace. The discussion soon 
made plain how vain the Marxian catchwords were. At the Paris con-
gress Frederick Engels declared that it was the duty of the proletar-
ians to prevent war at all costs until they themselves had seized power 
in the most important countries.* The International discussed various 
measures in the light of this principle: the general strike, general re-
fusal of military service, railroad sabotage, and so on. But it was im-
possible not to touch on the problem of whether destroying one’s own 
country’s defense system would really serve the interests of the workers. 
The worker has no fatherland, says the Marxian; he has nothing to 
lose but his chains. Very well. But is it really of no consequence to the 
German worker whether he exchanges his German chains for Russian 
ones? Should the French workingman let the republic fall prey to Prus-
sian militarism? This Third Republic, said the German Social Demo-
crats, is only a plutodemocracy and a counterfeit republic; it is not the 
French  proletarian’s business to fi ght for it. But the French could not 
be persuaded by such reasoning. They clung to their prejudice against 
the Hohenzollerns. The Germans took offense at what they called 
French stubbornness and petty bourgeois sentiments, although they 

* Kautsky, Sozialisten und Krieg (Prague, 1937), p. 300.
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themselves made it plain that the Social Democrats would uncondi-
tionally defend Germany against Russia. Even Bebel had boasted that 
in a war with Russia he himself, old fellow as he was, would shoulder 
a rifl e.* Engels, in a contribution to the almanac of the French work-
ers’ party for 1892, declared: “If the French Republic aids his Majesty 
the Czar and Autocrat of all the Russias, the German Social Demo-
crats will be sorry to fi ght them but they will fi ght them nevertheless.” † 
The request which Engels put in these words to the French was in full 
agreement with the naïve demands of the German nationalists. They, 
too, considered it the duty of France to isolate itself diplomatically and 
either remain neutral in a war between the Triple Alliance and Russia 
or fi nd itself without allies in a war against Germany.

The amount of delusion and insincerity in the dealings of the Sec-
ond International was really amazing. It is still more astonishing that 
people followed these loquacious discussions with eager attention and 
were convinced that the speeches and resolutions were of the high-
est importance. Only the pro-socialist and pro-Marxian bias of public 
opinion can explain this phenomenon. Whoever was free from this 
could easily understand that it was mere idle talk. The oratory of these 
labor congresses meant no more than the toasts proposed by monarchs 
at their meetings. The Kaiser and the Czar too used to speak on such 
occasions of the comradeship and traditional friendship which linked 
them and to assure each other that their only concern was the mainte-
nance of peace.

Within the Second International the German Social Democratic 
party was paramount. It was the best organized and largest of all so-
cialist parties. Thus the congresses were an exact replica of conditions 
within the German party. The delegates were Marxians who inter-
larded their speeches with quotations from Marx. But the parties which 
they represented were parties of trade unions, for which internation-
alism was an empty concept. They profi ted from economic national-
ism. The German workers were biased not only against Russia but also 
against France and Great Britain, the countries of Western capitalism. 
Like all other Germans they were convinced that Germany had a fair 

* Kautsky, op. cit., p. 307.
† Ibid., p. 352.
3. [The Triple Alliance (1882) allied Germany, Austria-Hungary, and Italy against Russia. 
—Ed.]
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title to claim British and French colonies. They found no fault with the 
German Morocco policy but its lack of success.* They criticized the 
administration of military and naval affairs; but their concern was 
the armed forces’ readiness for war. Like all other Germans they too 
viewed the sword as the main tool of foreign policy. And they too were 
sure that Great Britain and France envied Germany’s prosperity and 
planned aggression.

It was a serious mistake not to recognize this militarist mentality of 
the German masses. On the other hand, too much attention has been 
paid to the writings of some socialists who, like Schippel, Hildebrand, 
and others, proposed that the Social Democrats should openly support 
the Kaiser’s aggressive policy. After all, the Social Democrats were a 
party of opposition; it was not their job to vote for the government. 
Their accommodating attitude, however, was effective enough to en-
courage the nationalist trend of foreign policy.

The government was fully aware that the Social Democratic workers 
would back it in the event of war. About the few orthodox Marxians 
the administration leaders were less assured; but they knew very well 
that a wide gulf separated these doctrinaires from the masses, and they 
were convinced that the bulk of the party would condone precaution-
ary measures against the Marxian extremists. They ventured, there-
fore, to imprison several party leaders at the outbreak of the war; later 
they realized that this was needless. But the party’s executive commit-
tee, badly informed as it had always been, did not even learn that the 
authorities had changed their minds and that there was nothing to fear 
from them. Thus on August 3, 1914, the party chairman, Ebert, and 
the treasurer, Braun, fl ed to Switzerland with the party funds.†

It is nonsense to say that the socialist leaders in voting for war credits 
betrayed the masses. The masses unanimously approved the Kaiser’s 
war. Even those few members of Parliament and editors who dissented 
were bound to respect the will of the voters. The Social Democratic 
soldiers were the most enthusiastic fi ghters in this war for conquest and 
hegemony.

Later, of course, things changed. The hoped-for victories did not 
come. Millions of Germans were sacrifi ced in unsuccessful attacks 
against the enemy’s trenches. Women and children were starving. Then 

* Andler, op. cit., p. 107.
† Ziekursch, Politische Geschichte des neuen deutsche Kaiserreichs, III, p. 385.

L4875.indb   189L4875.indb   189 1/10/11   12:32:23 PM1/10/11   12:32:23 PM



190 � german nazism

even the trade-union members discovered they had been mistaken in 
considering the war a favorable opportunity to improve their standard 
of living. The nation became ripe for the propaganda of radicalism. 
But these radicals did not advocate peace; they wanted to substitute 
class war—civil war—for the war against the external foe.
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Anti-Semitism and Racism

1. The Role of Racism

Nazism is frequently regarded as primarily a theory of racism.
German chauvinism claims for the Germans a lofty ancestry. They 

are the scions of the Nordic-Aryan master race, which includes all 
those who have contributed to the development of human civilization. 
The Nordic is tall, slim, with fair hair and blue eyes; he is wise, a gal-
lant fi ghter, heroic, ready to sacrifi ce, and animated by “Faustic” ardor. 
The rest of mankind are trash, little better than apes. For, says Hitler, 
“the gulf which separates the lowest so-called human beings from our 
most noble races is broader than the gulf between the lowest men and 
the highest apes.” * It is obvious that this noble race has a fair claim to 
world hegemony.

In this shape the Nordic myth serves the national vanity. But politi-
cal nationalism has nothing in common with chauvinistic self-praise 
and conceit. The German nationalists do not strive for world domina-
tion because they are of noble descent. The German racists do not 
deny that what they are saying of the Germans could be said, with 
better justifi cation, of the Swedes or Norwegians. Nevertheless, they 
would call these Scandinavians lunatics if they ventured to adopt the 
policies which they recommend for their own German nation. For the 
Scandinavians lack both of the conditions which underlie German ag-
gressivism: high population fi gures and a strategically advantageous 
geographical position.

The idiomatic congeniality of the Indo-European languages was 
once explained on the hypothesis of a common descent of all these 

* Speech at the party meeting at Nuremberg, September 3, 1933. Frankfurter Zeitung, Septem-
ber 4, 1933.
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peoples. This Aryan hypothesis was scientifi cally disproved long ago. 
The Aryan race is an illusion. Scientifi c anthropology does not recog-
nize this fable.*

The fi rst Mosaic book tells us that Noah is the ancestor of all men 
living today. Noah had three sons. From one of them, Shem, stem the 
old Hebrews, the people whom Moses delivered from Egyptian slav-
ery. Judaism teaches that all persons embracing the Jewish religion are 
the scions of this people. It is impossible to prove this statement; no 
attempt has ever been made to prove it. There are no historical docu-
ments reporting the immigration of Jews from Palestine to Central 
or Eastern Europe; on the other hand, there are documents available 
concerning the conversion of European non-Jews to Judaism. Never-
theless, this ancestry hypothesis is widely accepted as an unshakable 
dogma. The Jews maintain it because it forms an essential teaching of 
their religion; others because it can justify a policy of discrimination 
against Jews. The Jews are called Asiatic strangers because, according 
to this hypothesis, they immigrated into Europe only some 1800 years 
ago. This explains also the use of the term Semites to signify people 
professing the Jewish religion and their offspring. The term Semitic 
languages is used in philology to signify the family of languages to 
which Hebrew, the idiom of the Old Testament, belongs. It is a fact, of 
course, that Hebrew is the religious language of Judaism, as Latin is of 
Catholicism and Arabic of Islam.

For more than a hundred years anthropologists have studied the 
bodily features of various races. The undisputed outcome of these sci-
entifi c investigations is that the peoples of white skin, Europeans and 
non-European descendants of emigrated European ancestors, represent 
a mixture of various bodily characteristics. Men have tried to explain 
this fact as the result of intermarriage between the members of pure 
primitive stocks. Whatever the truth of this, it is certain that there are 
today no pure stocks within the class or race of white-skinned people.

Further efforts have been made to coördinate certain bodily 
 features—racial characteristics—with certain mental and moral char-
acteristics. All these endeavors have also failed.

Finally people have tried, especially in Germany, to discover the 
physical characteristics of an alleged Jewish or Semitic race as distin-

* Houzé, L’Aryen et l’Anthroposociologie (Brussels, 1906), pp. 3 ff.; Hertz, Rasse und Kultur 
(3d ed. Leipzig, 1925), pp. 102 ff.
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guished from the characteristics of European non-Jews. These quests, 
too, have failed completely. It has proved impossible to differentiate the 
Jewish Germans anthropologically from the non-Jewish ones. In the 
fi eld of anthropology there is neither a Jewish race nor Jewish racial 
characteristics. The racial doctrine of the anti-Semites pretends to be 
natural science. But the material from which it is derived is not the 
result of the observation of natural phenomena. It is the genealogy of 
Genesis and the dogma of the rabbis’ teaching that all members of their 
religious community are descended from the subjects of King David.

Men living under certain conditions often acquire in the second, 
sometimes even in the fi rst generation, a special physical or mental 
conformation. This is, of course, a rule to which there are many excep-
tions. But very often poverty or wealth, urban or rural environment, 
indoor or outdoor life, mountain peaks or lowlands, sedentary habits or 
hard physical labor stamp their peculiar mark on a man’s body. Butch-
ers and watchmakers, tailors and lumbermen, actors and accountants 
can often be recognized as such by their expression or physical consti-
tution. Racists intentionally ignore these facts. However, they1 alone 
can account for the origin of those types which are in everyday speech 
called aristocratic or plebeian, an offi cers’ type, a scholarly type, or a 
Jewish type.

The laws promulgated by the Nazis for discrimination against Jews 
and the offspring of Jews have nothing at all to do with racial con-
siderations proper. A law discriminating against people of a certain 
race would fi rst have to enumerate with biological and physiological 
exactitude the characteristic features of the race concerned. It would 
then have to decree the legal procedure and proper formalities by 
which the presence or absence of these characteristics could be duly 
established for every individual. The validly executed fi nal decisions 
of such procedures would then have to form the basis of the discrimi-
nation in each case. The Nazis have chosen a different way. They 
say, it is true, that they want to discriminate not against people pro-
fessing the Jewish religion but against people belonging to the Jewish 
race. Yet they defi ne the members of the Jewish race as people pro-
fessing the Jewish religion or descended from people professing the 
Jewish religion. The characteristic legal feature of the Jewish race is, 
in the so-called racial legislation of Nuremberg, the membership of 

1. [Environmental infl uences.—Ed.]
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the  individual concerned or of his ancestors in the religious commu-
nity of Judaism. If a law pretends that it tends toward a discrimination 
against the shortsighted but defi nes shortsightedness as the quality of 
being bald, people using the generally accepted terminology would not 
call it a law to the disadvantage of the shortsighted but of the bald. 
If Americans want to discriminate against Negroes, they do not go to 
the archives in order to study the racial affi liation of the people con-
cerned; they search the individual’s body for traces of Negro descent. 
Negroes and whites differ in racial—i.e., bodily—features; but it is im-
possible to tell a Jewish German from a non-Jewish one by any racial 
characteristic.

The Nazis continually speak of race and racial purity. They call 
their policies an outcome of modern anthropology. But it is useless to 
search their policies for racial considerations. They consider—with the 
exception of Jews and the offspring of Jews—all white men speaking 
German as Aryans. They do not discriminate among them according 
to bodily features. German-speaking people are in their opinion Ger-
mans, even if it is beyond doubt that they are the scions of Slavonic, 
Romanic, or Mongol (Magyar or Finno-Ugric) ancestors. The Nazis 
have claimed that they were fi ghting the decisive war between the Nor-
dic master race and the human underdogs. Yet for this struggle they 
were allied with the Italians, whom their racial doctrines depicted as a 
mongrel race, and with the slit-eyed, yellow-skinned, dark-haired Japa-
nese Mongols. On the other hand, they despise the Scandinavian Nor-
dics who do not sympathize with their own plans for world supremacy. 
The Nazis call themselves anti-Semites but they aid the Arab tribes in 
their fi ght against the British, whom they themselves consider as Nor-
dic. The Arabs speak a Semitic idiom, and the Nazi scholars call them 
Semites. Who, in the Palestinian struggles, has the fairer claim to the 
appellation “anti-Semites”?

Even the racial myth itself is not a product of Germany. It is of 
French origin. Its founders, especially Gobineau, wanted to justify 
the privileges of the French aristocracy by demonstrating the gentle 
Frankish birth of the nobility. Hence originated in Western Europe 
the mistaken belief that the Nazis too recognize the claims of princes 
and noblemen to political leadership and caste privileges. The Ger-
man nationalists, however, consider the whole German people—with 
the exception of the Jews and the offspring of Jews—a homogeneous 
race of noblemen. Within this noble race they make no discrimina-
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tions. No higher degree of nobility than Germanhood is conceivable. 
Under the laws of the Nazis all German-speaking people are comrades 
(Volksgenossen) and as such equal. The only discrimination which the 
Nazis make among Germans is according to the intensity of their zeal 
in the display of those qualities which are regarded as genuinely Ger-
man. Every non-Jewish German—prince, nobleman, or commoner—
has the same right to serve his nation and to distinguish himself in this 
service.

It is true that in the years preceding the fi rst World War the nation-
alists too clung to the prejudice, once very popular in Germany, that 
the Prussian Junkers were extraordinarily gifted for military leadership. 
In this respect only did the old Prussian legend survive until 1918. The 
lessons taught by the failure of the Prussian offi cers in the campaign of 
1806 were long since forgotten. Nobody cared about Bismarck’s skepti-
cism. Bismarck, himself the son of a nonaristocratic mother, observed 
that Prussia was breeding offi cers of lower ranks up to the position of 
regimental commanders of a quality unsurpassed by any other coun-
try; but that as far as the higher ranks were concerned, the native Prus-
sian stock was no longer so fertile in producing able leaders as it had 
been in the days of Frederick II.* But the Prussian historians had ex-
tolled the deeds of the Prussian Army until all critics were silenced. 
Pan-Germans, Catholics, and Social Democrats were united in their 
dislike of the arrogant Junkers but fully convinced that these Junk-
ers were especially fi tted for military leadership and for commissions. 
People complained about the exclusion of nonaristocratic offi cers from 
the Royal Guards and from many regiments of the cavalry, and about 
the disdainful treatment they received in the rest of the army; but they 
never ventured to dispute the Junkers’ paramount military qualifi ca-
tions. Even the Social Democrats had full confi dence in the active of-
fi cers of the Prussian Army. The fi rm conviction that the war would 
result in a smashing German victory, which all strata of the German 
nation held in 1914, was primarily founded on this overestimation of 
the military genius of the Junkers.

People did not notice that the German nobility, who had long since 
ceased to play a leading role in political life, were now on the point of 
losing the army’s reins. They had never excelled in science, art, and 
literature. Their contributions in these fi elds cannot be compared with 

* Bismarck, Gedanken und Erinnerungen, I, p. 6.
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the achievements of British, French, and Italian aristocrats. Yet in no 
other modern country was the position of the aristocrats more favor-
able or that of the commoners less auspicious than in Germany. At the 
peak of his life and success Goethe wrote, full of bitterness: “I do not 
know how conditions are in foreign countries, but in Germany only 
the nobleman can attain a certain universal and personal perfection. A 
commoner may acquire merit, he may, at best, cultivate his mind; but 
his personality goes astray, whatever he tries.” * But it was commoners 
and not noblemen who created the works which led Germany to be 
called the “nation of poets and thinkers.”

In the ranks of the authors who formed the nation’s political thought 
there were no noblemen. Even the Prussian conservatives got their ide-
ologies from plebeians, from Stahl, Rodbertus, Wagener, Adolf Wag-
ner. Among the men who developed German nationalism there was 
hardly a member of the aristocracy. Pan-Germanism and Nazism are 
in this sense “bourgeois” movements like socialism, Marxism, and in-
terventionism. Within the ranks of the higher bureaucracy there was a 
steady penetration of nonaristocratic elements.

It was the same with the armed forces. The hard work in the offi ces 
of the General Staff, in the technical services, and in the navy did not 
suit the tastes and desires of the Junkers. Many important posts in the 
General Staff were occupied by commoners. The outstanding person-
ality in German prewar militarism was Admiral Tirpitz, who attained 
nobility only in 1900. Ludendorff, Groener, and Hoffmann were also 
commoners.

But it was the defeat in the fi rst World War which fi nally destroyed 
the military prestige of the Junkers. In the present German Army there 
are still many aristocrats in higher ranks, because the offi cers who got 
their commissions in the last years preceding the fi rst World War have 
now reached the top of the ladder. But there is no longer any prefer-
ence given to aristocrats. Among the political leaders of Nazism there 
are few nobles—and the titles even of these are often questionable.

The German princes and nobles, who unswervingly disparaged lib-
eralism and democracy and until 1933 stubbornly fought for the preser-
vation of their privileges, have completely surrendered to Nazism and 
connive at its egalitarian principles. They are to be found in the ranks 

* Goethe, Wilhelm Meister’s Lehrjahre, book V, chap. iii.
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of the most fanatical admirers of the Führer. Princes of the blood take 
pride in serving as satellites of notorious racketeers who hold party of-
fi ces. One may wonder whether they act out of sincere conviction or 
out of cowardice and fear. But there can be no doubt that the belief, 
common to many members of the British aristocracy, that a restoration 
of the German dynasties would change the German mentality and the 
temper of politics is entirely mistaken.*

2. The Struggle against the Jewish Mind

Nazism wants to combat the Jewish mind. But it has not succeeded so 
far in defi ning its characteristic features. The Jewish mind is no less 
mythical than the Jewish race.

The earlier German nationalists tried to oppose to the Jewish mind 
the “Christian-Teutonic” world-view. The combination of Christian 
and Teutonic is, however, untenable. No exegetical tricks can justify 
a German claim to a preferred position within the realm of Christian-
ity. The Gospels do not mention the Germans. They consider all men 
equal under God. He who is anxious to discriminate not only against 
Jews but against the Christian descendants of Jews has no use for the 
Gospels. Consistent anti-Semites must reject Christianity.

We do not need to decide here whether or not Christianity itself can 
be called Jewish.† At any rate Christianity developed out of the Jewish 
creed. It recognizes the Ten Commandments as eternal law and the 
Old Testament as Holy Writ. The Apostles and the members of the 
primitive community were Jews. It could be objected that Christ did 
not agree in his teachings with the rabbis. But the facts remain that 
God sent the Saviour to the Jews and not to the Vandals, and that the 
Holy Spirit inspired books in Hebrew and in Greek but not in Ger-
man. If the Nazis were prepared to take their racial myths seriously 
and to see in them more than oratory for their party meetings, they 
would have to eradicate Christianity with the same brutality they use 

* The last sovereign duke of Saxe-Coburg-Gotha, born and brought up in Great Britain as a 
grandson of Queen Victoria, was the fi rst German prince who—long before 1933—took offi ce 
in the Nazi party.
† Pope Pius XI is credited with the dictum: “Spiritually we are Semites.” G. Seldes, The Catho-
lic Crisis (New York, 1939), p. 45.
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against liberalism and pacifi sm. They failed to embark upon such an 
enterprise, not because they regarded it as hopeless, but because their 
politics had nothing at all to do with racism.

It is strange indeed in a country in which the authorities offi cially 
outrage Jews and Judaism in fi lthy terms, which has outlawed the 
Jews on account of their Judaism, and in which mathematical theo-
rems, physical hypotheses, and therapeutical procedures are boycot-
ted, if their authors are suspected of being “non-Aryans,” that priests 
continue in many thousands of churches of various creeds to praise the 
Ten Commandments, revealed to the Jew Moses, as the foundation of 
moral law. It is strange that in a country in which no word of a Jewish 
author must be printed or read, the Psalms and their German transla-
tions, adaptations, and imitations are sung. It is strange that the Ger-
man armies, which exult in Eastern Europe in cowardly slaughtering 
thousands of defenseless Jewish women and children, are accompanied 
by army chaplains with Bibles in their hands. But the Third Reich is 
full of such contradictions.

Of course, the Nazis do not comply with the moral teachings of the 
Gospels. Neither do any other conquerors and warriors. Christianity 
is no more allowed to become an obstacle in the way of Nazi politics 
than it was in the way of other aggressors.

Nazism not only fails explicitly to reject Christianity; it solemnly 
declares itself a Christian party. The twenty-fourth point of the “un-
alterable Party Program” proclaims that the party stands for positive 
Christianity, without linking itself with one of the various Christian 
churches and denominations. The term “positive” in this connection 
means neutrality in respect to the antagonisms between the various 
churches and sects.*

Many Nazi writers, it is true, take pleasure in denouncing and derid-
ing Christianity and in drafting plans for the establishment of a new 
German religion. The Nazi party as such, however, does not combat 
Christianity but the Christian churches as autonomous establishments 
and independent agencies. Its totalitarianism cannot tolerate the exis-
tence of any institution not completely subject to the Führer’s sover-
eignty. No German is granted the privilege of defying an order issued 

* For another interpretation of the term “positiv” see Die Grundlagen des Nationalsozialismus 
(Leipzig, 1937, p. 59) by Bishop Alois Hudal, the outstanding Catholic champion of Nazism.
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by the state by referring to an independent authority. The separation 
of church and state is contrary to the principles of totalitarianism. Na-
zism must consequently aim at a return to the conditions prevailing in 
the German Lutheran churches and likewise in the Prussian Union 
Church before the Constitution of Weimar. Then the civil authority 
was supreme in the church too. The ruler of the country was the su-
preme bishop of the Lutheran Church of his territory. His was the jus 
circa sacra.

The confl ict with the Catholic Church is of a similar character. 
The Nazis will not tolerate any link between German citizens and for-
eigners or foreign institutions. They dissolved even the German Ro-
tary Clubs because they were tied up with the Rotary International, 
whose headquarters are located in Chicago. A German citizen owes 
allegiance to his Führer and nation only; any kind of internationalism 
is an evil. Hitler could tolerate Catholicism only if the Pope were a resi-
dent of Germany and a subordinate of the party machine.

Except for Christianity, the Nazis reject as Jewish everything which 
stems from Jewish authors. This condemnation includes the writings 
of those Jews who, like Stahl, Lassalle, Gumplowicz, and Rathenau, 
have contributed many essential ideas to the system of Nazism. But the 
Jewish mind is, as the Nazis say, not limited to the Jews and their off-
spring only. Many “Aryans” have been imbued with Jewish mentality—
for instance the poet, writer, and critic Gotthold Ephraim Lessing, the 
socialist Frederick Engels, the composer Johannes Brahms, the writer 
Thomas Mann, and the theologian Karl Barth. They too are damned. 
Then there are whole schools of thought, art, and literature rejected as 
Jewish. Internationalism and pacifi sm are Jewish, but so is warmonger-
ing. So are liberalism and capitalism, as well as the “spurious” social-
ism of the Marxians and of the Bolsheviks. The epithets Jewish and 
Western are applied to the philosophies of Descartes and Hume, to 
positivism, materialism, and empiro-criticism, to the economic theo-
ries both of the classics and of modern subjectivism. Atonal music, 
the Italian opera style, the operetta, and the paintings of impression-
ism are also Jewish. In short, Jewish is what any Nazi dislikes. If one 
put together everything that various Nazis have stigmatized as Jewish, 
one would get the impression that our whole civilization has been the 
achievement only of Jews.

On the other hand, many champions of German racism have tried 
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to demonstrate that all the eminent men of non-German nations were 
Aryan Nordics of German extraction. The ex-Marxian Woltmann, for 
example, has discovered features of Germanism in Petrarch, Dante, 
Ariosto, Raphael, and Michelangelo, who have their genius as an in-
heritance from their Teutonic ancestors. Woltmann is fully convinced 
that he has proved that “the entire European civilization, even in the 
Slavonic and Latin countries, is an achievement of the German race.” *

It would be a waste of time to dwell upon such statements. It is 
enough to remark that the various representatives of German racism 
contradict one another both in establishing the racial characteristics 
of the noble race and in the racial classifi cation of the same individu-
als. Very often they contradict even what they themselves have said 
elsewhere. The myth of the master race has been elaborated carelessly 
indeed.†

All Nazi champions insist again and again that Marxism and Bolshe-
vism are the quintessence of the Jewish mind, and that it is the great 
historic mission of Nazism to root out this pest. It is true that this at-
titude did not prevent the German nationalists either from coöperating 
with the German communists in undermining the Weimar Republic, 
or from training their black guards in Russian artillery and aviation 
camps in the years 1923–1933, or—in the period from August, 1939,2 un-
til June, 1941—from entering into a close political and military complic-
ity with Soviet Russia. Nevertheless, public opinion supports the view 
that Nazism and Bolshevism are philosophies—Weltanschauungen—
implacably opposed to each other. Actually there have been in these 
last years all over the world two main political parties: the anti-Fascists, 
i.e., the friends of Russia (communists, fellow travelers, self-styled liber-
als and progressives), and the anticommunists, i.e., the friends of Ger-
many (parties of shirts of different colors, not very accurately called 
“Fascists” by their adversaries). There have been few genuine liberals 
and democrats in these years. Most of those who have called them-
selves such have been ready to support what are really totalitarian mea-
sures, and many have enthusiastically praised the Russian methods of 
dictatorship.

* See Woltmann’s books: Politische Anthropologie (Eisenach, 1903); Die Germanen und die Re-
naissance in Italien (Leipzig, 1905); Die Germanen in Frankreich (Jena, 1907).
† Hertz, op. cit., pp. 159 ff.
2. [Soviet-German Nonaggression Pact.—Ed.]
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The mere fact that these two groups are fi ghting each other does not 
necessarily prove that they differ in their philosophies and fi rst princi-
ples. There have always been wars between people who adhered to the 
same creeds and philosophies. The parties of the Left and of the Right 
are in confl ict because they both aim at supreme power. Charles V 
used to say: “I and my cousin, the King of France, are in perfect agree-
ment; we are fi ghting each other because we both aim at the same 
end: Milan.” Hitler and Stalin aim at the same end; they both want to 
rule in the Baltic States, in Poland, and in the Ukraine.

The Marxians are not prepared to admit that the Nazis are socialists 
too. In their eyes Nazism is the worst of all evils of capitalism. On the 
other hand, the Nazis describe the Russian system as the meanest of all 
types of capitalist exploitation and as a devilish machination of World 
Jewry for the domination of the gentiles. Yet it is clear that both sys-
tems, the German and the Russian, must be considered from an eco-
nomic point of view as socialist. And it is only the economic point of 
view that matters in debating whether or not a party or system is social-
ist. Socialism is and has always been considered a system of economic 
organization of society. It is the system under which the government 
has full control of production and distribution. As far as socialism ex-
isting merely within individual countries can be called genuine, both 
Russia and Germany are right in calling their systems socialist.

Whether the Nazis and the Bolsheviks are right in styling themselves 
workers’ parties is another question. The Communist Manifesto says, 
“The proletarian movement is the self-conscious independent move-
ment of the immense majority,” and it is in this sense that old Marx-
ians used to defi ne a workers’ party. The proletarians, they explained, 
are the immense majority of the nation; they themselves, not a benevo-
lent government or a well-intentioned minority, seize power and es-
tablish socialism. But the Bolsheviks have abandoned this scheme. A 
small minority proclaims itself the vanguard of the proletariat, seizes 
the dictatorship, forcibly dissolves the Parliament elected by universal 
franchise, and rules by its own right and might. Of course, this ruling 
minority claims that what it does serves best the interests of the many 
and indeed of the whole of society, but this has always been the preten-
sion of oligarchic rulers.

The Bolshevists set the precedent. The success of the Lenin clique 
encouraged the Mussolini gang and the Hitler troops. Both Italian 
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Fascism and German Nazism adopted the political methods of Soviet 
Russia.* The only difference between Nazism and Bolshevism is that 
the Nazis got a much bigger minority in the elections preceding their 
coup d’état than the Bolsheviks got in the Russian elections in the fall 
of 1917.

The Nazis have not only imitated the Bolshevist tactics of seizing 
power. They have copied much more. They have imported from Russia 
the one-party system and the privileged role of this party and its mem-
bers in public life; the paramount position of the secret police; the orga-
nization of affi liated parties abroad which are employed in fi ghting their 
domestic governments and in sabotage and espionage, assisted by public 
funds and the protection of the diplomatic and consular service; the ad-
ministrative execution and imprisonment of political adversaries; con-
centration camps; the punishment infl icted on the families of exiles; the 
methods of propaganda. They have borrowed from the Marxians even 
such absurdities as the mode of address, party comrade (Parteigenosse), 
derived from the Marxian comrade (Genosse), and the use of a military 
terminology for all items of civil and economic life.† The question is not 
in which respects both systems are alike but in which they differ.

It has already been shown wherein the socialist patterns of Russia 
and Germany differ.‡ These differences are not due to any disparity in 
basic philosophical views; they are the necessary consequence of the 
differences in the economic conditions of the two countries. The Rus-
sian pattern was inapplicable in Germany, whose population cannot 
live in a state of self-suffi ciency. The German pattern seems very inef-
fi cient when compared with the incomparably more effi cient capitalist 
system, but it is far more effi cient than the Russian method. The Rus-
* Few people realize that the economic program of Italian Fascism, the stato corporativo, did 
not differ from the program of British Guild Socialism as propagated during the fi rst World 
War and in the following years by the most eminent British and by some continental socialists. 
The most brilliant exposition of this doctrine is the book of Sidney and Beatrice Webb (Lord 
and Lady Passfi eld), A Constitution for the Socialist Commonwealth of Great Britain, published 
in 1920. Compared with this volume the speeches of Mussolini and the writings of the Italian 
professors of the economia corporativa appear clumsy. Of course, neither the British Left-wing 
socialists nor the Italian Fascists ever made any serious attempts to put this widely advertised 
program into effect. Its realization would lead to complete chaos. The economic regime of 
Fascist Italy was actually an abortive imitation of German Zwangswirtschaft. See Mises’s Na-
tionalökonomie (Geneva, 1940), pp. 705–715. [Mises expanded his analysis of corporativism and 
syndicalism in Human Action (1949), pp. 808–826; later editions, pp. 812–820.—Ed.]
† For a comparison of the two systems see Max Eastman, Stalin’s Russia (New York, 1940), 
pp. 83–94.
‡ See above, pp. 67–68.
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sians live at a very low economic level notwithstanding the inexhaust-
ible richness of their natural resources.

There is inequality of incomes and of standards of living in both 
countries. It would be futile to try to determine whether the difference 
in the living standards of party comrade Goering and the average party 
comrade is greater or smaller than that in the standards of comrade 
Stalin and his comrades. The characteristic feature of socialism is not 
equality of income but the all-round control of business activities by 
the government, the government’s exclusive power to use all means of 
production.

The Nazis do not reject Marxism because it aims at socialism but 
because, as they say, it advocates internationalism.* Marx’s internation-
alism was nothing but the acceptance of eighteenth-century ideas on 
the root causes of war: princes are eager to fi ght each other because 
they want aggrandizement through conquest, while free nations do not 
covet their neighbors’ land. But it never occurred to Marx that this pro-
pensity to peace depends upon the existence of an unhampered market 
society. Neither Marx nor his school was ever able to grasp the meaning 
of international confl icts within a world of etatism and socialism. They 
contented themselves with the assertion that in the Promised Land of 
socialism there would no longer be any confl icts at all.

We have already seen what a questionable role the problem of the 
maintenance of peace played in the Second International. For Soviet 
Russia the Third International has been merely a tool in its unfl agging 
warfare against all foreign governments. The Soviets are as eager for 
conquest as any conqueror of the past. They did not yield an inch of 
the previous conquests of the Czars except where they were forced to 
do so. They have used every opportunity to expand their empire. Of 
course they no longer use the old Czarist pretexts for conquest; they 
have developed a new terminology for this purpose. But this does not 
render the lot of the subdued any easier.

What the Nazis really have in mind when indicting the Jewish mind 
for internationalism is the liberal theory of free trade and the mutual 
advantages of international division of labor. The Jews, they say, want 
to corrupt the innate Aryan spirit of heroism by the fallacious doctrines 
of the advantages of peace. One could hardly overrate in a more inac-
curate way the contribution of Jews to modern civilization.  Peaceful 
* In a similar way many Christian authors reject Bolshevism only because it is anti-Christian. 
See Berdyaew, The Origin of Russian Communism (London, 1937), pp. 217–225.
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coöperation between nations is certainly more than an outcome of 
Jewish machinations. Liberalism and democracy, capitalism and inter-
national trade are not Jewish inventions.

Finally, the Nazis call the business mentality Jewish. Tacitus informs 
us that the German tribes of his day considered it clumsy and shame-
ful to acquire with sweat what could be won by bloodshed. This is also 
the fi rst moral principle of the Nazis. They despise individuals and na-
tions eager to profi t by serving other people; in their eyes robbery is the 
noblest way to make a living. Werner Sombart has contrasted two spec-
imens of human being: the peddlers (Händler) and heroes (Helden). 
The Britons are peddlers, the Germans heroes. But more often the ap-
pellation peddlers is assigned to the Jews.

The Nazis simply call everything that is contrary to their own doc-
trines and tenets Jewish and communist. When executing hostages in 
the occupied countries they always declare that they have punished 
Jews and communists. They call the President of the United States a 
Jew and a communist. He who is not prepared to surrender to them is 
by that token unmistakably a Jew. In the Nazi dictionary the terms Jew 
and communist are synonymous with non-Nazi.

3. Interventionism and Legal Discrimination against Jews

In the days before the ascendancy of liberalism the individuals profess-
ing a certain religious creed formed an order, a caste, of their own. The 
creed determined the membership in a group which assigned to each 
member privileges and disqualifi cations (privilegia odiosa.) In only a 
few countries has liberalism abolished this state of affairs. In many Eu-
ropean countries, in which in any other respect freedom of conscience 
and of the practice of religion and equality of all citizens under the law 
are granted, matrimonial law and the register of births, marriages, and 
deaths remain separate for each religious group. Membership within 
a church or religious community preserves a peculiar legal character. 
Every citizen is bound to belong to one of the religious groups, and 
he bestows this quality upon his children. The membership and pro-
cedure to be observed in cases of change of religious allegiance are 
regulated by public law. Special provisions are made for people who 
do not want to belong to any religious community. This state of things 
makes it possible to establish the religious allegiance of a man and of 
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his ancestors with legal precision in the same unquestionable way in 
which kinship can be ascertained in inheritance cases.

The bearing of this fact can be elucidated by contrasting it with 
conditions concerning attachment to a linguistic group. Membership 
within a linguistic group never had a caste quality. It was and is a mat-
ter of fact but not a legal status.* It is as a rule impossible to establish 
the linguistic group to which a man’s dead ancestors belonged. The 
only exceptions are those ancestors who were eminent personalities, 
writers, or political leaders of linguistic groups. It is further for the 
most part impossible to establish whether or not a man changed his 
linguistic allegiance at some time in his past. He who speaks German 
and declares himself to be a German need seldom fear that his state-
ment could be disproved by documentary evidence that his parents or 
he himself in the past were not German. Even a foreign accent need 
not betray him. In countries with a linguistically mixed population the 
accent and infl ection of each group infl uence the other. Among the 
leaders of German nationalism in the eastern parts of Germany, and 
in Austria, Czechoslovakia, and the other eastern countries there were 
numerous men who spoke German with a sharp Slavonic, Hungarian, 
or Italian accent, whose names sounded foreign, or who had only a 
short time before substituted German-sounding names for their native 
ones. There were even Nazi Storm Troopers whose still living parents 
understood no German. It happened often that brothers and sisters 
belonged to different linguistic groups. One could not attempt to dis-
criminate legally against such neophytes, because it was impossible to 
determine the facts in a legally unquestionable way.

In an unhampered market society there is no legal discrimination 
against anybody. Everyone has the right to obtain the place within the 
social system in which he can successfully work and make a living. 
The consumer is free to discriminate, provided that he is ready to pay 
the cost. A Czech or a Pole may prefer to buy at higher cost in a shop 
owned by a Slav instead of buying cheaper and better in a shop owned 
by a German. An anti-Semite may forego being cured of an ugly dis-
ease by the employment of the “Jewish” drug Salvarsan and have re-
course to a less effi cacious remedy. In this arbitrary power consists what 
economists call consumer’s sovereignty.

* We may disregard some occasional attempts, made in old Austria, to give legal status to a 
man’s linguistic character.
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Interventionism means compulsory discrimination, which furthers 
the interests of a minority of citizens at the expense of the majority. 
Nevertheless discrimination can be applied in a democratic com-
munity too. Various minority groups form an alliance and thereby 
a majority group in order to obtain privileges for each. For instance, a 
country’s wheat producers, cattle breeders, and wine growers form a 
farmers’ party; they succeed in obtaining discrimination against for-
eign competitors and thus privileges for each of the three groups. The 
costs of the privilege granted to the wine growers burden the rest of the 
community—including the cattle breeders and wheat producers—and 
so on for each of the others.

Whoever sees the facts from this angle—and logically they cannot 
be viewed from any other—realizes that the arguments brought for-
ward in favor of this so-called producer’s policy are untenable. One 
minority group alone could not obtain any such privilege because the 
majority would not tolerate it. But if all minority groups or enough of 
them obtain a privilege, every group that did not get a more valuable 
privilege than the rest suffers. The political ascendancy of interven-
tionism is due to the failure to recognize this obvious truth. People 
favor discrimination and privileges because they do not realize that 
they themselves are consumers and as such must foot the bill. In the 
case of protectionism, for example, they believe that only the foreign-
ers against whom the import duties discriminate are hurt. It is true the 
foreigners are hurt, but not they alone: the consumers who must pay 
higher prices suffer with them.

Now wherever there are Jewish minorities—and in every country the 
Jews are only a minority—it is as easy to discriminate against them le-
gally as against foreigners, because the quality of being a Jew can be 
established in a legally valid way. Discrimination against this helpless 
minority can be made to seem very plausible; it seems to further the 
interests of all non-Jews. People do not realize that it is certain to hurt 
the interests of the non-Jews as well. If Jews are barred from access to a 
medical career, the interests of non-Jewish doctors are favored, but the 
interests of the sick are hurt. Their freedom to choose the doctor whom 
they trust is restricted. Those who did not want to consult a Jewish doc-
tor do not gain anything but those who wanted to do so are injured.

In most European countries it is technically feasible to discriminate 
legally against Jews and the offspring of Jews. It is furthermore politi-
cally feasible, because Jews are usually insignifi cant minorities whose 
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votes do not count much in elections. And fi nally, it is considered 
economically sound in an age in which government interference for 
the protection of the less effi cient producer against more effi cient and 
cheaper competitors is regarded as a benefi cial policy. The non-Jewish 
grocer asks, Why not protect me too? You protect the manufacturer 
and the farmer against the foreigners producing better and at lower 
cost; you protect the worker against the competition of immigrant la-
bor; you should protect me against the competition of my neighbor, 
the Jewish grocer.

Discrimination need have nothing to do with hatred or repugnance 
toward those against whom it is applied. The Swiss and Italians do not 
hate the Americans or Swedes; nevertheless, they discriminate against 
American and Swedish products. People always dislike competitors. 
But for the consumer the foreigners who supply him with commodities 
are not competitors but purveyors. The non-Jewish doctor may hate his 
Jewish competitor. But he asks for the exclusion of Jews from the medi-
cal profession precisely because many non-Jewish patients not only do 
not hate Jewish doctors but prefer them to many non-Jewish doctors 
and patronize them. The fact that the Nazi racial laws impose heavy 
penalties for sexual intercourse between Jews and “Aryans” does not 
indicate the existence of hatred between these two groups. It would 
be needless to keep people who hate each other from sexual relations. 
However, in an investigation devoted to the political problems of na-
tionalism and Nazism we need not deal with the issues of sex pathol-
ogy involved. To study the inferiority complexes and sexual perversity 
responsible for the Nuremberg racial laws and for the sadistic bestiali-
ties exhibited in killing and torturing Jews is the task of psychiatry.

In a world in which people have grasped the meaning of a market 
society, and therefore advocate a consumer’s policy, there is no legal 
discrimination against Jews. Whoever dislikes the Jews may in such a 
world avoid patronizing Jewish shopkeepers, doctors, and lawyers. On 
the other hand, in a world of interventionism only a miracle can in 
the long run hinder legal discrimination against Jews. The policy of 
protecting the less effi cient domestic producer against the more effi -
cient foreign producer, the artisan against the manufacturer, and the 
small shop against the department store and the chain stores would be 
incomplete if it did not protect the “Aryan” against the Jew.

Many decades of intensive anti-Semitic propaganda did not succeed 
in preventing German “Aryans” from buying in shops owned by Jews, 
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from consulting Jewish doctors and lawyers, and from reading books 
by Jewish authors. They did not patronize the Jews unawares—“Aryan” 
competitors were careful to tell them again and again that these people 
were Jews. Whoever wanted to get rid of his Jewish competitors could 
not rely on an alleged hatred of Jews; he was under the necessity of ask-
ing for legal discrimination against them.

Such discrimination is not the result of nationalism or of racism. 
It is basically—like nationalism—a result of interventionism and the 
policy of favoring the less effi cient producer to the disadvantage of the 
consumer.

Nearly all writers dealing with the problem of anti-Semitism have 
tried to demonstrate that the Jews have in some way or other, through 
their behavior or attitudes, excited anti-Semitism. Even Jewish authors 
and non-Jewish opponents of anti-Semitism share this opinion; they 
too search for Jewish faults driving non-Jews toward anti-Semitism. But 
if the cause of anti-Semitism were really to be found in distinctive fea-
tures of the Jews, these properties would have to be extraordinary vir-
tues and merits which would qualify the Jews as the elite of mankind. 
If the Jews themselves are to blame for the fact that those whose ideal 
is perpetual war and bloodshed, who worship violence and are eager to 
destroy freedom, consider them the most dangerous opponents of their 
endeavors, it must be because the Jews are foremost among the cham-
pions of freedom, justice, and peaceful coöperation among nations. If 
the Jews have incurred the Nazis’ hatred through their own conduct, it 
is no doubt because what was great and noble in the German nation, 
all the immortal achievements of Germany’s past, were either accom-
plished by the Jews or congenial to the Jewish mind. As the parties 
seeking to destroy modern civilization and return to barbarism have 
put anti-Semitism at the top of their programs, this civilization is ap-
parently a creation of the Jews. Nothing more fl attering could be said 
of an individual or of a group than that the deadly foes of civilization 
have well-founded reasons to persecute them.

The truth is that while the Jews are the objects of anti-Semitism, 
their conduct and qualities did not play a decisive role in inciting and 
spreading its modern version. That they form everywhere a minority 
which can be legally defi ned in a precise way makes it tempting, in 
an age of interventionism, to discriminate against them. Jews have, of 
course, contributed to the rise of modern civilization; but this civiliza-
tion is neither completely nor predominantly their achievement. Peace 
and freedom, democracy and justice, reason and thought are not spe-
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cifi cally Jewish. Many things, good and bad, happen on the earth with-
out the participation of Jews. The anti-Semites grossly exaggerate when 
they see in the Jews the foremost representatives of modern culture and 
make them alone responsible for the fact that the world has changed 
since the centuries of the barbarian invasions.*

In the dark ages heathens, Christians, and Moslems persecuted the 
Jews on account of their religion. This motive has lost much of its 
strength and is still valid only for a comparatively few Catholics and 
Fundamentalists who make the Jews responsible for the spread of free 
thinking. And this too is a mistaken idea. Neither Hume nor Kant, 
neither Laplace nor Darwin were Jews. Higher criticism of the Bible 
was developed by Protestant theologians.† The Jewish rabbis opposed it 
bitterly for many years.

Neither were liberalism, capitalism, or a market economy Jewish 
achievements. There are those who try to justify anti-Semitism by de-
nouncing the Jews as capitalists and champions of laissez faire. Other 
anti-Semites—and often the same ones—blame the Jews for being 
communists. These contradictory charges cancel each other. But it is 
a fact that anticapitalist propaganda has contributed a good deal to the 
popularity of anti-Semitism. Simple minds do not grasp the meaning 
of the abstract terms capital and exploitation, capitalists and exploit-
ers; they substitute for them the terms Jewry and Jews. However, even 
if the Jews were more unpopular with some people than is really the 
case, there would be no discrimination against them if they were not a 
minority clearly distinguishable legally from other people.

4. The “Stab in the Back”

The end of the fi rst World War glaringly exposed the nucleus of Ger-
man nationalism’s dogma. Ludendorff, idol of the nationalists, him-
self had to confess that the war was lost, that the Reich had suffered 
a crushing defeat. The news of this failure was not anticipated by the 

* We are dealing here with conditions in Central and Western Europe and in America. In 
many parts of Eastern Europe things were different. There modern civilization was really pre-
dominantly an achievement of Jews.
† Bishop Hudal calls David Friedrich Strauss, the outstanding fi gure in German higher criti-
cism, a “non-Aryan.” (op. cit., p. 23). This is incorrect; Strauss had no Jewish ancestors (see his 
biography by Th. Ziegler, I, pp. 4–6). On the other hand, Nazi anti-Catholics say that Ignatius 
of Loyola, the founder of the Jesuit order, was of Jewish origin (Seldes, op. cit., p. 261). There is 
no proof of this statement.
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nation. For more than four years the government had told the cred-
ulous people that Germany was victorious. It was beyond doubt that 
the German armies had occupied almost the whole territory of Bel-
gium and several departments of France, while the Allied armies held 
only a few square miles of the Reich’s territory. German armies had 
conquered Brussels, Warsaw, Belgrade, and Bucharest. Russia and Ru-
mania had been forced to sign peace treaties dictated by Germany. 
Look at the map, said the German statesmen, if you want to see who 
is victorious. The British Navy, they boasted, had been swept from the 
North Sea and was creeping into port; the British Merchant Marine 
was an easy prey for German U-boats. The English were starving. 
The citizens of London could not sleep for fear of Zeppelins. America 
was not in a position to save the Allies; the Americans had no army, 
and if they had had, they would have lacked the ships to send it to 
Europe. The German generals had given proof of ingenuity: Hinden-
burg, Ludendorff, and Mackensen were equal to the most famous 
leaders of the past; and in the German armed forces everybody was 
a hero, above all the intrepid pilots and the unfl inching crews of the 
submarines.

And now, the collapse! Something horrible and ghastly had hap-
pened, for which the only explanation could be treason. Once again 
a traitor had ambushed the victor from a safely hidden corner. Once 
again Hagen had murdered Siegfried. The victorious army had been 
stabbed in the back. While the German men were fi ghting the enemy, 
domestic foes had stirred up the people at home to rise in the Novem-
ber rebellion, that most infamous crime of the ages. Not the front but 
the hinterland had failed. The culprits were neither the soldiers nor the 
generals but the weaklings of the civil government and of the Reich-
stag who failed to curb the rebellion.

Shame and contrition for the events of November, 1918, were the 
greater with aristocrats, offi cers, and nationalist notables because they 
had behaved in those days in a way that they themselves very soon 
were bound to regard as scandalous. Several offi cers on battleships had 
tried to stop the mutineers, but almost all other offi cers had bowed to 
the revolution. Twenty-two German thrones were smashed without any 
attempt at resistance. Court dignitaries, adjutants, orderly offi cers, and 
bodyguards quietly acquiesced when the princes to whom they had 
sworn oaths of personal allegiance unto death were dethroned. The 
example once set by the Swiss Guards who died for Louis XVI and his 
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consort was not imitated. There was not a trace of the Fatherland party 
and of the nationalists when the masses assaulted the castles of the 
various kings and dukes.

It was salvation for the self-esteem of all these disheartened souls 
when some generals and nationalist leaders found a justifi cation and 
an excuse: it had been the work of the Jews. Germany was victorious 
by land and sea and air, but the Jews had stabbed the victorious forces 
in the back. Whoever ventured to refute this legend was himself de-
nounced as a Jew or a bribed servant of the Jews. No rational argument 
could shake the legend. It has been picked to pieces; each of its points 
has been disproved by documentary evidence; an overwhelming mass 
of material has been brought to its refutation—in vain.

It must be realized that German nationalism managed to survive 
the defeat of the fi rst World War only by means of the legend of the 
stab in the back. Without it the nationalists would have been forced to 
drop their program, which was founded wholly on the thesis of Ger-
many’s military superiority. In order to maintain this program it was 
indispensable to be able to tell the nation: “We have given new proof of 
our invincibility. But our victories did not bring us success because the 
Jews have sabotaged the country. If we eliminate the Jews, our victories 
will bring their due reward.”

Up to that time anti-Semitism had played but a small role in the 
structure of the doctrines of German nationalism. It was mere byplay, 
not a political issue. The endeavors to discriminate against the Jews 
stemmed from interventionism, as did nationalism. But they had no 
vital part in the system of German political nationalism. Now anti-
 Semitism became the focal point of the nationalist creed, its main is-
sue. That was its meaning in domestic politics. And very soon it ac-
quired an equal importance in foreign affairs.

5. Anti-Semitism as a Factor in International Politics

It was a very strange constellation of political forces that turned anti-
Semitism into an important factor in world affairs.

In the years after the fi rst World War Marxism swept triumphantly 
over the Anglo-Saxon countries. Public opinion in Great Britain came 
under the spell of the neo-Marxian doctrines on imperialism, ac-
cording to which wars are fought only for the sake of the selfi sh class 
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 interests of capital. The intellectuals and the parties of the Left felt 
rather ashamed of England’s participation in the World War. They 
were convinced that it was both morally unfair and politically unwise 
to oblige Germany to pay reparations and to restrict its armaments. 
They were fi rmly resolved never again to let Great Britain fi ght a war. 
They purposely shut their eyes to every unpleasant fact that could 
weaken their naïve confi dence in the omnipotence of the League of 
Nations. They overrated the effi cacy of sanctions and of such measures 
as outlawing war by the Briand-Kellogg Pact. They favored for their 
country a policy of disarmament which rendered the British Empire al-
most defenseless within a world indefatigably preparing for new wars.

But at the same time the same people were asking the British govern-
ment and the League to check the aspirations of the “dynamic” powers 
and to safeguard with every means—short of war—the independence 
of the weaker nations. They indulged in strong language against Japan 
and against Italy; but they practically encouraged, by their opposition to 
armaments and their unconditional pacifi sm, the imperialistic policies 
of these countries. They were instrumental in Great Britain’s rejecting 
Secretary Stimson’s proposals to stop Japan’s expansion in China. They 
frustrated the Hoare-Laval plan, which would have left at least a part of 
Abyssinia independent; but they did not lift a fi nger when Italy occu-
pied the whole country. They did not change their policy when Hitler 
seized power and immediately began to prepare for the wars which 
were meant to make Germany paramount fi rst on the European con-
tinent and later in the whole world. Theirs was an ostrich policy in the 
face of the most serious situation that Britain ever had to encounter.*

The parties of the Right did not differ in principle from those of 
the Left. They were only more moderate in their utterances and eager 
to fi nd a rational pretext for the policy of inactivity and indolence in 
which the Left acquiesced lightheartedly and without a thought of the 
future. They consoled themselves with the hope that Germany did not 
plan to attack France but only to fi ght Soviet Russia. It was all wish-
ful thinking, refusing to take account of Hitler’s schemes as exposed 
in Mein Kampf. The Left became furious. Our reactionaries, they 
shouted, are aiding Hitler because they are putting their class interests 

* An amazing manifestation of this mentality is Bertrand Russell’s book, Which Way to Peace?, 
published in 1936. Devastating criticism of the British Labor party’s foreign policy is provided 
in the editorial, “The Obscurantists,” in Nineteenth Century and After, No. 769 (March, 1941), 
pp. 209–229.
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over the welfare of the nation. Yet the encouragement which Hitler got 
from England came not so much from the anti-Soviet feelings of some 
members of the upper classes as from the state of British armament, for 
which the Left was even more responsible than the Right. The only 
way to stop Hitler would have been to spend large sums for rearma-
ment and to return to conscription. The whole British nation, not only 
the aristocracy, was strongly opposed to such measures. Under these 
conditions it was not unreasonable that a small group of lords and rich 
commoners should try to improve relations between the two coun-
tries. It was, of course, a plan without prospect of success. The Nazis 
could not be dissuaded from their aims by comforting speeches from 
socially prominent Englishmen. British popular repugnance to arma-
ments and conscription was an important factor in the Nazi plans, but 
the sympathies of a dozen lords were not. It was no secret that Great 
Britain would be unable, right at the outbreak of a new war, to send an 
expeditionary force of seven divisions to France as it did in 1914; that 
the Royal Air Force was numerically much inferior to the German Air 
Force; or that even the British Navy was less formidable than in the 
years 1914–18. The Nazis knew very well that many politicians in South 
Africa opposed that dominion’s participating in a new war, and they 
were in close touch with the anti-British parties in the East Indies, in 
Egypt, and the Arabian countries.

The problem which Great Britain had to face was simply this: Is it 
in the interest of the nation to permit Germany to conquer the whole 
European continent? It was Hitler’s great plan to keep England neutral 
at all costs, until the conquest of France, Poland, Czechoslovakia, and 
the Ukraine should be completed. Should Great Britain render him 
this service? Whoever answered this question in the negative must not 
talk but act. But the British politicians buried their heads in the sand.

Given the state of British public opinion, France should have under-
stood that it was isolated and must meet the Nazi danger by itself. The 
French know little about the German mentality and German politi-
cal conditions. Yet when Hitler seized power every French politician 
should have realized that the main point in his plans was the annihila-
tion of France. Of course the French parties of the Left shared the prej-
udices, illusions, and errors of the British Left. But there was in France 
an infl uential nationalist group which had always mistrusted Germany 
and favored an energetic anti-German policy. If the French national-
ists in 1933 and the years following had seriously advocated measures to 
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prevent German rearmament, they would have had the support of the 
whole nation with the exception of the intransigent communists. Ger-
many had already started to rearm under the Weimar Republic. Nev-
ertheless in 1933 it was not ready for a war with France, nor for some 
years thereafter. It would have been forced either to yield to a French 
threat or to wage a war without prospect of success. At that time it was 
still possible to stop the Nazis with threats. And even had war resulted, 
France would have been strong enough to win.

But then something amazing and unexpected happened. Those 
[French] nationalists who for more than sixty years had been fanati-
cally anti-German, who had scorned everything German, and who 
had always demanded an energetic policy against the Weimar Re-
public changed their minds overnight. Those who had disparaged as 
Jewish all endeavors to improve Franco-German relations, who had 
attacked as Jewish machinations the Dawes and Young plans and the 
Locarno agreement, and who had held the League suspect as a Jewish 
institution suddenly began to sympathize with the Nazis. They refused 
to recognize the fact that Hitler was eager to destroy France once and 
for all. Hitler, they hinted, is less a foe of France than of the Jews; as 
an old warrior he sympathizes with his French fellow warriors. They 
belittled German rearmament. Besides, they said, Hitler rearms only 
in order to fi ght Jewish Bolshevism. Nazism is Europe’s shield against 
the assault of World Jewry and its foremost representative, Bolshevism. 
The Jews are eager to push France into a war against the Nazis. But 
France is wise enough not to pull any chestnuts out of the fi re for the 
Jews. France will not bleed for the Jews.

It was not the fi rst time in French history that the nationalists put 
their anti-Semitism above their French patriotism. In the Dreyfus Af-
fair they fought vigorously in order to let a treacherous offi cer quietly 
evade punishment while an innocent Jew languished in prison.

It has been said that the Nazis corrupted the French nationalists. 
Perhaps some French politicians really took bribes. But politically this 
was of little importance. The Reich would have wasted its funds. The 
anti-Semitic newspapers and periodicals had a wide circulation; they 
did not need German subsidies. Hitler left the League; he annulled 
the disarmament clauses of the Treaty of Versailles; he occupied the 
demilitarized zone on the Rhine; he stirred anti-French tendencies in 
North Africa. The French nationalists for the most part criticized these 
acts only in order to put all the blame on their political adversaries in 
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France: it was they who were guilty, because they had adopted a hostile 
attitude toward Nazism.

Then Hitler invaded Austria. Seven years earlier France had vigor-
ously opposed the plan of an Austro-German customs union. But now 
the French Government hurried to recognize the violent annexation 
of Austria. At Munich—in coöperation with Great Britain and Italy—it 
forced Czechoslovakia to yield to the German claims. All this met with 
the approval of the majority of the French nationalists. When Musso-
lini, instigated by Hitler, proclaimed the Italian aspirations for Savoy, 
Nice, Corsica, and Tunis, the nationalists’ objections were ventured 
timidly. No Demosthenes rose to warn the nation against Philip. But if 
a new Demosthenes had presented himself the nationalists would have 
denounced him as the son of a rabbi or a nephew of Rothschild.

It is true that the French Left did not oppose the Nazis either, and in 
this respect they did not differ from their British friends. But that is no 
excuse for the nationalists. They were infl uential enough to induce an 
energetic anti-Nazi policy in France. But for them every proposal seri-
ously to resist Hitler was a form of Jewish treachery.

It does credit to the French nation that it loved peace and was ready 
to avoid war even at the price of sacrifi ce. But that was not the ques-
tion. Germany openly prepared a war for the total annihilation of 
France. There was no doubt about the intentions of the Nazis. Under 
such conditions the only policy appropriate would have been to frus-
trate Hitler’s plans at all costs. Whoever dragged in the Jews in discuss-
ing Franco-German relations forsook the cause of his nation. Whether 
Hitler was a friend or foe of the Jews was irrelevant. The existence of 
France was at stake. This alone had to be considered, not the desire of 
French shopkeepers or doctors to get rid of their Jewish competitors.

That France did not block Hitler’s endeavors in time, that it long 
neglected its military preparations, and that fi nally, when war could 
no longer be avoided, it was not ready to fi ght was the fault of anti-
Semitism. The French anti-Semites served Hitler well. Without them 
the new war might have been avoided, or at least fought under much 
more favorable conditions.

When war came, it was stigmatized by the French Right as a war 
for the sake of the Jews and by the French communists as a war for the 
sake of capitalism. The unpopularity of the war paralyzed the hands 
of the military chiefs. It slowed down work in the armament factories. 
From a military point of view matters in June, 1940, were not worse 
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than in early September, 1914, and less unfavorable than in September, 
1870. Gambetta, Clemenceau, or Briand would not have capitulated. 
Neither would Georges Mandel. But Mandel was a Jew and therefore 
not eligible for political leadership. Thus the unbelievable happened: 
France disavowed its past, branded the proudest memories of its history 
Jewish, and hailed the loss of its political independence as a national 
revolution and a regeneration of its true spirit.

Not alone in France but the world over anti-Semitism made propa-
ganda for Nazism. Such was the detrimental effect of interventionism 
and its tendencies toward discrimination that a good many people be-
came unable to appreciate problems of foreign policy from any view-
point but that of their appetite for discrimination against successful 
competitors. The hope of being delivered from a Jewish competitor 
fascinated them while they forgot everything else, their nation’s inde-
pendence, freedom, religion, civilization. There were and are pro-Nazi 
parties all over the world. Every European country has its Quislings. 
Quislings commanded armies whose duty it was to defend their coun-
try. They capitulated ignominiously; they coöperated with invaders; 
they had the impudence to style their treachery true patriotism. The 
Nazis have an ally in every town or village where there is a man eager 
to get rid of a Jewish competitor. The secret weapon of Hitler is the 
anti-Jewish inclinations of many millions of shopkeepers and grocers, 
of doctors and lawyers, professors and writers.

The present war would never have originated but for anti-Semitism. 
Only anti-Semitism made it possible for the Nazis to restore the Ger-
man people’s faith in the invincibility of its armed forces, and thus to 
drive Germany again into the policy of aggression and the struggle 
for hegemony. Only the anti-Semitic entanglement of a good deal of 
French public opinion prevented France from stopping Hitler when 
he could still be stopped without war. And it was anti-Semitism that 
helped the German armies fi nd in every European country men ready 
to open the doors to them.

Mankind has paid a high price indeed for anti-Semitism.
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ix

The Weimar Republic and Its Collapse

1. The Weimar Constitution

The main argument brought forward in favor of the Hohenzollern 
militarism was its alleged effi ciency. Democracy, said the nationalist 
professors, may be a form of government adequate to small countries, 
whose independence is safeguarded by the mutual rivalries of the great 
powers, or to nations like England and the United States sheltered by 
their geographical situation; but it is different with Germany. Germany 
is surrounded by hostile nations; it stands alone in the world; its bor-
ders are not protected by natural barriers; its security is founded on its 
army, that unique achievement of the house of Hohenzollern. It would 
be foolish to hand over this invincible instrument to a parliament, to a 
body of talkative and incompetent civilians.

But now the fi rst World War had resulted in a smashing defeat and 
had destroyed the old prestige of the royal family, of the Junkers, the of-
fi cers, and the civil servants. The parliamentary system of the West had 
given evidence of its military superiority. The war to which President 
Wilson had assigned the aim of making the world safe for democracy 
appeared as an ordeal by fi re for democracy. The Germans began to 
revise their political creeds. They turned toward democracy. The term 
democracy, almost forgotten for half a century, became popular again 
in the last weeks of the war. Democracy meant in the minds of the 
Germans the return to the civil liberties, the rights of man, suspended 
in the course of the war, and above all the substitution of parliamen-
tary government for monarchical half-despotism. These points were, as 
every German knew, implied in the offi cial program of the most nu-
merous parliamentary party, the Social Democrats. Men expected that 
the Social Democrats would now realize the democratic principles of 
their program, and were ready to back this party in its endeavors for 
political reconstruction.
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But from the ranks of the Marxians came an answer which nobody 
outside the small group of professional Marx experts could have fore-
seen. We class-conscious proletarians, the Marxians proclaimed, have 
nothing to do with your bourgeois concepts of freedom, parliamenta-
rism, and democracy. We do not want democracy but the dictatorship 
of the proletariat, i.e., our dictatorship. We are not prepared to grant 
you bourgeois parasites the rights of men, to give you the franchise and 
parliamentary representation. Only Marxians and proletarians shall 
henceforth rule. If you misinterpreted our stand on democracy, that 
is your mistake. Had you studied the writings of Marx more carefully, 
you would have been better informed.

On the second day of the [1918] revolution the Social Democrats in 
Berlin appointed a new government for the Reich, the Mandataries of 
the People. This government was a dictatorship of the Social Demo-
crats. It was formed by the delegates of that party only, and it was not 
planned to give the other parties a share in the government.*

At the end of the war the old Social Democratic party was split into 
three groups: the majority socialists, the independent socialists, and 
the communists. One half of the government members belonged to 
the majority socialists, the other half to the independent socialists. The 
most radical of the three groups did not participate in the establish-
ment of the government. They abhorred coöperation with the moder-
ate majority socialists, whom they denounced as social traitors. These 
radicals, the Spartacus group or Communist party, immediately de-
manded the extermination of the bourgeoisie. Their condensed pro-
gram was: all power must be in the hands of the Soviets of workers and 
soldiers. They vigorously rejected every plan to grant political rights to 
people who were not members of their own party, and they fanatically 
opposed the parliamentary system. They wanted to organize Germany 
according to the Soviet pattern and to “liquidate” the bourgeoisie in 
the Russian manner. They were convinced that the whole world was 
on the eve of the great proletarian revolution which was to destroy capi-
talism and establish the everlasting communist paradise, and they were 
eager to contribute their share to this glorious undertaking. The inde-

* It is important to realize that the Social Democrats, although the largest single group in 
the Reichstag of monarchical Germany, were far outnumbered by the other parties combined. 
They never got the support of the majority of the voters. Never during the Weimar Republic did 
all the Marxian parties together succeed in polling an absolute majority of votes or winning an 
absolute majority in the Reichstag.
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pendent socialists sympathized with the views of the communists but 
they were less outspoken. This very reserve made them dependent on 
the communists, whose radical expression struck the keynote. The ma-
jority socialists had neither opinions of their own nor a clear idea what 
policy they ought to adopt. Their irresolution was not due to a change 
of mind with regard to their socialist convictions but to a realization 
that a great part of the German socialist workers had taken seriously 
the democratic points in the Social Democratic program and were op-
posed to the abandonment of parliamentarism. They still believed that 
socialism and democracy are compatible, indeed that socialism can 
only be realized within a democratic community. They neither recog-
nized the incompatibility of socialism and democracy nor understood 
why Germany should prefer the Russian method of dictatorship to the 
Western principle of democracy.

The communists were eager to seize power through violence. They 
trusted to Russian aid but they felt themselves strong enough to con-
quer even without this foreign assistance. For they were fully con-
vinced that the overwhelming majority of the German nation backed 
them. They deemed it therefore needless to make special preparations 
for the extermination of the bourgeoisie. As long as the adversaries kept 
quiet, it was unnecessary to strike the fi rst blow. If the bourgeoisie were 
to start something, it would be easy to beat them down. And the fi rst 
events confi rmed this view. At Christmas time, 1918, a confl ict broke 
out in Berlin between the new government and a pugnacious com-
munist troop, the people’s sailors’ division. The sailors resisted the gov-
ernment. The People’s Mandataries, in a panic, called to their aid a 
not-yet-disbanded body of the old army garrisoned in the environs of 
Berlin, a troop of dismounted cavalrymen of the former Royal Guards, 
commanded by an aristocratic general. A skirmish took place; then 
the government ordered the guardsmen to retreat. They had gained a 
slight tactical success, but the government withdrew its forces because 
it lacked confi dence in its own cause; it did not want to fi ght the “com-
rades.” This unimportant combat convinced the independent socialists 
that the victorious advance of communism could not be stopped. In 
order not to lose their popularity and not to come too late to participate 
in the prospective communist government they withdrew their rep-
resentatives from the body of the People’s Mandataries. The majority 
socialists were now alone in the government, alone responsible for ev-
erything that happened in the Reich, for the growing anarchy, for the 
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unsatisfactory supply of food and other necessities, for the rapid spread 
of unemployment. In the eyes of the radicals they were the defenders 
of reaction and injustice.

There could be no doubt about the plans of these radicals. They 
would occupy the government buildings and imprison, probably even 
kill, the members of the government. In vain Noske, whom the gov-
ernment had appointed commander in chief, tried to organize a troop 
of majority socialists. No Social Democrat was willing to fi ght against 
the communists. The government’s situation seemed hopeless when 
on January 5, 1919, the communists and independent socialists opened 
the battle in the streets of Berlin and got control of the main part of the 
capital. But in this utmost danger unexpected aid appeared.

The Marxians report the events that followed in this way: The 
masses were unanimous in their support of the radical Marxian leaders 
and in their desire for the realization of socialism. But unfortunately 
they were trusting enough to believe that the government, composed 
solely of old Social Democratic chiefs, would not hinder them in these 
endeavors. Yet Ebert, Noske, and Scheidemann betrayed them. These 
traitors, eager to save capitalism, plotted with the remnants of the old 
army and with the gangs hired by the capitalists, the free corps. The 
troops of reaction rushed in upon the unsuspecting communist lead-
ers, assassinated them, and dispersed the masses which had lost their 
leaders. Thus started a policy of reaction which fi nally culminated in 
the fall of the Weimar Republic and in the ascendancy of Nazism.

This statement of the facts ignores the radical change which took 
place in the last weeks of 1918 in the political mentality of the German 
nation. In October and early November, 1918, the great majority of the 
nation was sincerely prepared to back a democratic government. As the 
Social Democrats were considered a democratic party, as they were 
the most numerous parliamentary party, there was almost unanimity 
in the readiness to entrust to them the leading role in forming the fu-
ture system of popular government. But then came the shock. Out-
standing men of the Marxian party rejected democracy and declared 
themselves for the dictatorship of the proletariat. All that they had pro-
fessed for fi fty years, in short, consisted of lies. All this talk had had but 
one end in view, to put Rosa Luxemburg, a foreigner, in the place of 
the Hohenzollerns. The eyes of the Germans had been opened. How 
could they have let themselves be deluded by the slogans of the Demo-
crats? Democracy, they learned, was evidently a term invented for the 
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deception of fools. In fact, as the conservatives had always asserted, the 
advocates of democracy wished to establish the rule of the mob and 
the dictatorship of demagogues.

The communists had grossly underrated the intellectual capacity of 
the German nation. They did not realize that it was impossible to deal 
with the Germans by the same methods that had succeeded in Russia. 
When they boasted that in fi fty years of pro-democratic agitation they 
had never been sincere in advocating democracy; when they told the 
Germans: “You dupes, how clever we were in gulling you! Now we 
have caught you!” it was too much not only for the rest of the nation 
but even for the majority of the old members of the Social Democratic 
party. Within a few weeks Marxism and Marxian socialism—not so-
cialism as an economic system—had lost all their former prestige. The 
idea of democracy itself became hopelessly suspect. From that time on 
the term democracy was for many Germans synonymous with fraud. 
At the beginning of 1919 the communists were already much less nu-
merous than their leaders believed. And the great majority of organized 
labor was also solidly against them.

The nationalists were quick to comprehend this change in mental-
ity. They seized their opportunity. A few weeks before they had been in 
a state of desperation. Now they learned how to stage a comeback. The 
“stab in the back” legend had already restored their lost self- confi dence. 
And now they saw what their future policy must be. First they must 
thwart the establishment of a red dictatorship and prevent the commu-
nists from exterminating the nonproletarians wholesale.

The former conservative party [the Social Democrats] and some af-
fi liated groups had in November changed their party name to German 
Nationalist People’s Party (Deutsch-nationale Volkspartei). In their fi rst 
manifesto, issued on November 24, they asked “for a return from the 
dictatorship of one class only to parliamentary government as the only 
appropriate system in the light of recent events.” They asked further 
for freedom of the individual and of conscience, for freedom of speech 
and science, and for equality of franchise. For the second time in Ger-
man history a party which was essentially antidemocratic presented to 
the electorate for purely tactical reasons a program of liberalism and 
democracy. The Marxian methods found adepts; the nationalists had 
profi ted from reading Lenin and Bukharin. They had now elaborated 
a precise plan for their future operations for the seizure of power. They 
decided to support the cause of parliamentary government, freedom, 
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and  democracy for the immediate future in order to be able to over-
throw them at a later time. They were ready to coöperate for the execu-
tion of the fi rst part of this program not only with the Catholics but also 
with the majority socialists and their old leaders, who sat trembling in 
the government palaces of the Wilhelmstrasse.

In order to keep out Bolshevism and to save parliamentarism and 
freedom for the intermediate period, it was necessary to defeat the 
armed forces of the communists and of the independent socialists. The 
available remnants of the old army, when led by able commanders, 
were strong enough to intervene successfully against the communists.

But such commanders could not be found in the ranks of the gen-
erals. Hindenburg was an old man; his role in the war had consisted 
simply in giving a free hand to Ludendorff; now, without Ludendorff, 
he was helpless. The other generals were waiting for Hindenburg’s or-
ders; they lacked initiative. But the disintegration of army discipline 
had already progressed so far that this apathy of the generals could no 
longer hinder the army’s actions. Younger offi cers, sometimes even 
lieutenants, fi lled the gap. Out of demobilized soldiers, who were not 
too eager to go back to honest jobs and preferred the adventurous life 
of troopers to regular work, some of these offi cers formed free corps, 
at the head of which they fought on their own account. Other offi cers 
pushed aside the more scrupulous offi cers of the General Staff and, 
sometimes without proper respect, forced the generals to take part in 
the civil war.

The People’s Mandataries had already lost all hope of salvation when 
suddenly help appeared. Troops invaded Berlin and suppressed the 
communist revolt. Karl Liebknecht and Rosa Luxemburg were taken 
prisoner and then assassinated. This victory did not end the civil war. It 
continued for months in the provinces, and time and again broke out 
afresh in Berlin. However, the victory reported by the troops in January, 
1919, in Berlin safeguarded the elections for the Constituent Assembly, 
the session of this Parliament, and the promulgation of the Weimar 
Constitution. William II used to say: “Where my guards set foot, there 
is no further question of democracy.” The Weimar democracy was of 
a peculiar sort. The horsemen of the Kaiser’s guards had fought for 
it and won it. The Constitution of Weimar could be deliberated and 
voted only because the nationalist adversaries of democracy preferred 
it to the dictatorship of the communists. The German nation obtained 
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parliamentary government as a gift from the hands of deadly foes of 
freedom, who waited for an opportunity to take back their present.

It was in vain that the majority socialists and their affi liate, the Dem-
ocratic party, invented one legend more, in order to obfuscate these 
sad facts. In the fi rst months following the November Revolution, they 
said, the Marxians discussed in their party circles the question of what 
form of government would serve best the interests of German labor. 
The disputations were sometimes very violent, because some radicals 
tried to disturb them. But fi nally, after careful deliberation, the workers 
resolved that parliamentary democracy would be the most appropriate 
form of government. This magnanimous renunciation of dictatorship 
was the outcome of a voluntary decision and gave new evidence of the 
political maturity of German labor.

This interpretation of events cautiously evades dealing with the 
main problem. In early January, 1919, there was but one political prob-
lem in Germany: the choice between Bolshevist totalitarianism under 
the joint dictatorship of Rosa Luxemburg and Karl Liebknecht, on the 
one hand, and parliamentarism on the other. This struggle could not 
be decided by the peaceful methods of democracy. The communists 
were not prepared to yield to the majority. They were an armed troop; 
they had gained control of the greater part of the capital and of a good 
many other places. But for the nationalist gangs and troops and for the 
remnants of the old army, they could have seized power throughout 
the Reich and established Bolshevism in Germany. There was but one 
factor that could stop their assault and that really did stop it: the armed 
forces of the Right.

The moderate Marxians are correct in asserting that not only the 
bourgeoisie and the farmers but also the greater part of organized labor 
was opposed to dictatorship and preferred parliamentary government. 
But at that time it was no longer a question of whether a man was ready 
to vote for a party ticket but of whether he was ready to stake his life for 
his conviction. The communists were only a small minority, but there 
was just one means left to combat them: by deadly weapons. Who-
ever wanted democracy—whether from the point of view of his Welt-
anschauung or simply as the lesser evil—had to attack the strongholds 
of communism, to rout its armed bands, and to put the government 
in control of the capital and of the rest of the country. Everyone knew 
that this was the state of affairs. Every member of the majority socialists 
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was fully aware that not to fi ght the communists by force of arms was 
equivalent to yielding to communism. But only a few functionaries of 
the government made even a lame attempt to organize  resistance; and 
their endeavors failed as all their political friends refused coöper  ation.

It is very important to understand the ideas which in those fateful 
days shaped the attitudes of the majority socialists. For these ideas 
sprang out of the very essence of Marxian thought. They reappear 
whenever and wherever in the world people imbued with Marxian 
doctrines have to face similar situations. We encounter in them one 
of the main reasons why Marxism—leaving its economic failure out of 
the question—even in the fi eld of political action was and is the most 
conspicuous failure of history.

The German Marxians—remember, not the communists, but those 
sincerely rejecting dictatorship—argued this way: It is indispensable to 
smash the communists in order to pave the way for democratic social-
ism. (In those days of December, 1918, and January, 1919, the German 
noncommunist Marxians were still wrapped in the illusion that the 
majority of the people backed their socialist program.) It is necessary 
to defeat the communist revolt by armed resistance. But that is not our 
business. Nobody can expect us, Marxians and proletarians as we are, 
to rise in arms against our class and party comrades. A dirty job has to 
be done but it is not our task to do it. Our tenets are contrary to such 
a policy. We must cling to the principle of class and party solidarity. 
Besides, it would hurt our popularity and imperil our success at the 
impending election. We are, indeed, in a very unfortunate position. 
For the communists do not feel themselves bound by the same idea. 
They can fi ght us, because they have the enormous advantage of de-
nouncing us as social traitors and reactionaries. We cannot pay them 
back in their own coin. They are revolutionaries in fi ghting us, but we 
would appear as reactionaries in fi ghting them. In the realm of Marx-
ian thought the more radical are always right in despising and attack-
ing the more prudent party members. Nobody would believe us if we 
were to call them traitors and renegades. As Marxians, in this situation 
we cannot help adopting an attitude of nonresistance.

These oversophisticated Marxians did not see what the German 
people—among them millions of old party members—realized very 
well: that this policy meant the abdication of German Marxism. If a 
ruling party has to admit: This has to be done now; this is the necessity 
of the hour; but we cannot do it because it does not comply with our 
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creed; somebody else has to fi ll the gap—it renounces once and for all 
its claims to political leadership.

The noncommunist Marxians severely blame Ebert, Noske, and oth-
ers of their leaders for their coöperation with the nationalist vanquish-
ers of the communist forces. But this coöperation consisted in nothing 
more than some consultations. It is likely that the frightened Manda-
taries of the People and their aides did not conceal in these talks with 
the nationalist commanders that they were frightened and powerless 
and would be glad to be saved. But in the eyes of the adamant support-
ers of the principle of class solidarity this already meant treason.

The outstanding fact in all this is that German communism was 
defeated by the Right alone, while the noncommunist Marxians were 
eager to stay neutral. But for the nationalist armed intervention, Ger-
many would have turned to Bolshevism in 1919. The outcome of the 
events of January, 1919, was an enormous increase in the prestige of 
the nationalists; theirs was the glory of having saved the nation, while 
the Social Democrats became despicable. Every new communist up-
heaval repeated the same experience. The nationalists fought the com-
munists single-handed, while the Social Democrats hesitated to oppose 
their “communist comrades.” The Social Democrats ruled Prussia, the 
paramount state, and some of the smaller states of the Reich; but they 
ruled only thanks to the support they got from the nationalists of the 
Reichswehr and of the free corps. From that time on the Social Demo-
crats were at the mercy of the Right.

The Weimar Republic was regarded both by the nationalists and by 
the communists only as a battleground in their struggle for dictator-
ship. Both armed for civil war; both tried several times to open the at-
tack and had to be beaten back by force. But the nationalists daily grew 
more powerful, while the communists gradually became paralyzed. It 
was not a question of votes and number of members in Parliament. 
The centers of gravity of these parties lay outside parliamentary affairs. 
The nationalists could act freely. They were supported by the majority 
of the intellectuals, salaried people, entrepreneurs, farmers, and by a 
part of skilled labor. They were familiar with the problems of German 
life. They could adjust their actions to the changing political and eco-
nomic conditions of the nation and of each of its provinces. The com-
munists, on the other hand, had to obey orders issued by ignorant Rus-
sian chiefs who were not familiar with Germany, and they were forced 
to change their policies over night whenever the central  committee of 
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Moscow ordered them to do so. No intelligent or honest man could 
endure such slavery. The intellectual and moral quality of the Ger-
man communist leaders was consequently far below the average level 
of German politicians. They were no match for the nationalists. The 
communists played the role in German politics only of saboteurs and 
conspirators. After January, 1919, they no longer had any chance of 
 success. Of course, the ten years of Nazi misrule have revived German 
communism; on the day of Hitler’s collapse they will be the strongest 
party in Germany.

The Germans would have decided in 1918 in favor of democracy, if 
they had had the choice. But as things were, they had only the choice 
between the two dictatorships, of the communists and of the nation-
alists. Between these two dictatorial parties there was no third group 
ready to support capitalism and its political corollary, democracy. Nei-
ther the majority socialists and their affi liates, the Democratic party, 
nor the Catholic Center party was fi tted for the adoption of “pluto-
cratic” democracy and of “bourgeois” republicanism. Their past and 
their ideologies were strongly opposed to such an attitude. The Hohen-
zollerns lost their throne because they rejected British parliamentarism. 
The Weimar Republic failed because it rejected French republican-
ism as realized from 1875 to 1930 in the Third Republic. The Weimar 
Republic had no program but to steer a middle course between two 
groups aiming at dictatorship. For the supporters of the government 
parliamentarism was not the best system of government. It was only an 
emergency measure, an expedient. The majority socialists wanted to 
be moderate Marxians and moderate nationalists, nationalist Marxians 
and Marxian nationalists. The Catholics wanted to combine national-
ism and socialism with Catholicism and yet to maintain democracy. 
Such eclecticism is doomed. It does not appeal to youth. It succumbs 
in every confl ict with resolute adversaries.

There was only one alternative to nationalism left: the adoption of 
unrestricted free trade. Nobody in Germany considered such a rever-
sion. It would have required an abandonment of all measures of So-
zialpolitik, government control and trade-union pressure. Those par-
ties that believed they were fi ghting radical nationalism—the Social 
Democrats and their satellites, then the communists, the Center, and 
some farmer groups—were, on the contrary, fanatical supporters of etat-
ism and hyper-protectionism. But they were too narrow-minded to see 
that these policies presented Germany with the tremendous problem 
of autarky. They simply shut their eyes. We should not overrate the in-
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tellectual capacities of the German masses. But they were not too dull 
to see that autarky was the focal problem of Germany and that only the 
nationalist parties had an idea (although a spurious one) of how to deal 
with it. While the other parties shunned a discussion of its dangers, the 
nationalists offered a plan for a solution. As this plan of world conquest 
was the only one offered to the Germans, they endorsed it. No one told 
them that there was another way out. The Marxians and the Catholics 
were not even keen enough to point out that the Nazi plan of world 
domination was doomed to military failure; they were anxious not to 
hurt the vanity of the people, fi rmly assured of their own invincibility. 
But even if the adversaries of aggression had adequately exposed the 
dangers and the risks of a new war, the plain citizen would still have 
given preference to the Nazis. For the more cautious and subtle Nazis 
said: We have a precise plan for the salvation of Germany; it is a very 
risky plan and we cannot guarantee success. But anyhow it gives us a 
chance, while no one else has any idea how to deal with our serious 
condition. If you drift your fate is sealed; if you follow us there is at 
least a prospect of success.

The conduct of the German Left was no less an ostrich policy than 
that of the Left in Great Britain and in France. On the one hand, the Left 
advocated state omnipotence and consequently hyper-protectionism; 
on the other hand, it gave no thought to the fact that within a world 
of autarky Germany was doomed to starvation. The German Marx-
ian refugees boast that their parties made some—very lame and timid, 
indeed—endeavors to prevent German rearmament. But this was 
only a proof of their inconsistency and their inability to see reality as 
it was. Whoever wanted to maintain peace had to fi ght etatism. Yet 
the Left was no less fanatical in its support of etatism than the Right. 
The whole German nation favored a policy of government interference 
with business which must result in Zwangswirtschaft. But only the Na-
zis grasped the fact that while Russia could live in autarky Germany 
could not. Therefore the Nazis succeeded, for they did not encounter 
any party advocating laissez faire, i.e., a market economy.

2. The Abortive Socialization

The Social Democrats had put at the top of their party programs the 
demand for the socialization (Vergesellschaftung) of the means of pro-
duction. This would have been clear and unambiguous if people had 
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been ready to interpret it as forcible expropriation of the means of pro-
duction by the state, and consequently as government management of 
all branches of economic activity. But the Social Democrats emphati-
cally asserted that this was not at all the meaning of their basic claim. 
Nationalization (Verstaatlichung) and socialization, they insisted, were 
two entirely different things. The measures of nationalization and mu-
nicipalization (Verstadtlichung) of various plants and enterprises, which 
the Reich and its member states had considered since the ’eighties of 
the past century an essential part of their socio-economic policies, 
were, they maintained, neither socialization nor the fi rst steps toward it. 
They were on the contrary the outcome of a capitalist policy extremely 
detrimental to the interests of labor. The unfavorable experience with 
these nationalized and municipalized concerns, therefore, had no 
bearing on the socialist demand for socialization. However, the Marx-
ians did not explain what socialization really means and how it differs 
from nationalization. They made some clumsy attempts but very soon 
they retired from the discussion of this awkward problem. The subject 
was tabooed. No decent German was rash enough to break this ban by 
raising the question.

The fi rst World War brought about a trend toward war socialism. 
One branch of business after the other was centralized, i.e., forcibly 
placed under the management of a committee whose members—the 
entrepreneurs of the branch concerned—were nothing but an ad-
visory board of the government’s commissary. Thus the government 
obtained full control of all vital branches of business. The Hinden-
burg program advocated an all-round application of this system for all 
branches of German trade and production. Its execution would have 
transformed Germany into a purely socialist commonwealth of the 
Zwangswirtschaft pattern. But the Hindenburg program was not yet 
completely realized when the German Empire collapsed.

War socialism was extremely unpopular in Germany. People even 
blamed it for what was not its fault. It was not exclusively to blame for 
German starvation. The blockade, the absence of millions of workers 
serving in the armed forces, and the fact that a good deal of the pro-
ductive effort had to be directed to the production of armament and 
munitions contributed to the distress even more than the inadequacy 
of socialist methods of production. The Social Democrats should have 
pointed out these things as well. But they did not want to miss any op-
portunity which could be exploited for demagogic distortion of facts. 
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They attacked the Zwangswirtschaft as such. The Zwangswirtschaft 
was the worst kind of capitalist exploitation and abuse, they contended; 
and it had demonstrated the urgent need for the substitution of social-
ism for capitalism.

The end of the war brought military defeat, revolution, civil war, fam-
ine, and desolation. Millions of demobilized soldiers, many of whom 
had retained their arms, fl owed back to their homes. They robbed the 
military magazines. They stopped trains to search them for food. In 
company with workers, dismissed by plants which had been forced 
overnight to discontinue the production of munitions, they raided the 
open country for bread and potatoes. The villagers organized armed 
resistance. Conditions were chaotic. The inexperienced and ignorant 
socialists who had seized the government were helpless. They had no 
idea how to cope with the situation. Their orders and counterorders 
disintegrated the apparatus of administration. The starving masses 
called for food and were fed bombastic speeches.

In this emergency capitalism gave proof of its adaptability and ef-
fi ciency. The entrepreneurs, at last defying the innumerable laws and 
decrees of the Zwangswirtschaft, tried to make their plants run again. 
The most urgent need was to resume production for export in order 
to buy food and raw materials in the neutral countries and in the Bal-
kans. Without such imports Germany would have been doomed. The 
entrepreneurs succeeded in their efforts and thus saved Germany. Peo-
ple called them profi teers but scrambled for the goods brought to the 
market and were happy to acquire these badly needed necessities. The 
unemployed found jobs again. Germany began to return to normal.

The socialists did not worry much about the slackening of the 
Zwangswirtschaft. In their opinion this system, far from being social-
ist, was a capitalist evil that had to be abolished as soon as possible. 
Now real socialization had to start.

But what did socialization mean? It was, said the Marxians, neither 
the kind of thing represented by the nationalization of state railroads, 
state mines, and so on, nor the war socialism of Zwangswirtschaft. But 
what else could it be? Marxians of all groups had to admit that they did 
not know. For more than fi fty years they had advocated socialization as 
the focal point of their party program. Now that they had seized power 
they must start to execute their program. Now they had to socialize. 
But at once it became apparent that they did not know what socializa-
tion meant. It was really rather awkward.
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Fortunately the socialist leaders remembered that there is a class 
of men whose business it is to know everything—the omniscient pro-
fessors. The government appointed a socialization committee. The 
majority of its members were Social Democrats; yet it was not from 
these that the solution of the riddle was expected but from the profes-
sors. The professors whom the government nominated were not Social 
Democrats. They were advocates of that Sozialpolitik which in earlier 
years had favored the nationalization and municipalization of various 
enterprises, and in recent years had supported the planned economy, 
the Zwangswirtschaft. They had always backed precisely the reform-
ism that the orthodox Marxians denounced as capitalist humbug, det-
rimental to the interests of the proletarians.

The socialization committee deliberated many years, splitting 
hairs, distilling oversophisticated defi nitions, drafting spurious plans, 
and selling very bad economics. Its minutes and reports, collected in 
shelves of thick volumes, rest in the libraries for the edifi cation of fu-
ture generations. They are a token of the intellectual decay brought 
about by Marxism and etatism. But they failed to answer the question 
of what else socialization could mean besides nationalization (Ver-
staatlichung) or planning (Zwangswirtschaft).

There are only two methods of socialization, both of which had 
been applied by the German Imperial Government. There is on the 
one hand outright nationalization, today the method of Soviet Rus-
sia; and there is on the other hand central planning, the Zwangs-
wirtschaft of the Hindenburg program and the method of the Nazis. 
The German Marxians had barred both ways to themselves through 
their  hypocritical demagogy. The Marxians of the Weimar Republic 
not only did not further the trend toward socialization; they tolerated 
the virtual abandonment of the most effective socialization measures 
inaugurated by the imperial government. Their adversaries, foremost 
among them the regime of the Catholic Chancellor Bruening, later 
resumed the policy of planning, and the Nazis perfected these endeav-
ors by establishing all-round planning, the German socialism of the 
Zwangswirtschaft type.

The German workers, both Social Democrats and communists, 
were not much concerned about socialization. For them, as Kautsky 
remarked, the revolution meant only an opportunity to raise wages. 
Higher wages, higher unemployment doles, and shorter hours of work 
meant more to them than socialization.
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This situation was not the result of treason on the part of the so-
cialist leaders but of the inherent contradictions in the Social Demo-
cratic creed. The Marxians advocated a program whose realization was 
bound to render the state omnipotent and totalitarian; but they also 
talked indefatigably about shaking off “this state rubbish in its entirety,” 
about “the withering away of the state.” They advocated socialization 
but rejected the only two methods available for its achievement. They 
talked of the frustration of trade unionism as a means of improving the 
conditions of the workers; but they made trade-union policies the focal 
point of their political action. They taught that socialism could not be 
attained before capitalism had reached its full maturity, and disparaged 
as petty bourgeois all measures designed to check or delay the evolu-
tion of capitalism. But they themselves vehemently and fanatically de-
manded such measures. These contradictions and inconsistencies, not 
machinations of capitalists or entrepreneurs, caused the downfall of 
German Marxism.

True, the leaders of the Social Democrats were incompetent; some 
were corrupt and insincere. But this was no accident. No intelligent 
man could fail to see the essential shortcomings of Marxian doctrine. 
Corruption is an evil inherent in every government not controlled by a 
watchful public opinion. Those who were prepared to take the demand 
for socialization seriously deserted the ranks of Marxism for those of 
Nazism. For the Nazis, although still more corrupt morally, aimed un-
ambiguously at the realization of central planning.

3. The Armed Parties

The November Revolution brought a resurgence of a phenomenon 
that had long before disappeared from German history. Military ad-
venturers formed armed bands or Freikorps and acted on their own 
behalf. The communist revolutionaries had inaugurated this method, 
but soon the nationalists adopted and perfected it. Dismissed offi cers 
of the old army called together demobilized soldiers and maladjusted 
boys and offered their protection to the peasants menaced by raids of 
starving townsfolk and to the population of the eastern frontiers suffer-
ing from Polish and Lithuanian guerrilla invasions. The landlords and 
the farmers provided them in return for their services with food and 
shelter. When the condition which had made their interference appear 
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useful changed these gangs began to blackmail and to extort money 
from landowners, businessmen, and other wealthy people. They be-
came a public calamity.

The government did not dare to dissolve them. Some of the bands 
had fought bravely against the communists. Others had successfully de-
fended the eastern provinces against the Poles and Lithuanians. They 
boasted of these achievements, and the nationalist youth did not con-
ceal their sympathy for them. The old leaders of the nationalist party 
were profoundly hostile to these unmanageable gang leaders, who de-
fi ed their advice and whose heedless actions came into collision with 
their considered plans. The extortions of the free corps were a heavy 
burden for the landowners and peasants. The bands were no longer 
needed as a safeguard against communist uprisings. The Reichswehr, 
the new army reorganized according to the provisions of the Treaty of 
Versailles, was now strong enough for this task. The nationalist cham-
pions were quite right in suspecting that the young men who formed 
these corps hoped to displace them in the leadership of the nationalist 
movement. They devised a clever scheme for their suppression. The 
Reichswehr was to incorporate them and thus render them innocuous. 
As it became more diffi cult from day to day for the captains of the free 
corps to provide funds for the sustenance of their men, they were ready 
to accept this offer and to obey the orders of the army offi cers.

This solution, however, was a breach of the Treaty of Versailles, 
which had limited the size of the Reichswehr to a hundred thousand 
men. Hence confl icts arose with the French and the British representa-
tives. The Allied Powers demanded the total disbandment of the so-
called black Reichswehr. When the government, complying, decided 
to dissolve the most important black troop, the sailors’ Ehrhardt bri-
gade, it hastened the outbreak of the Kapp insurrection.

War and civil war, and the revolutionary mentality of the Marxians 
and of the nationalists, had created such a spirit of brutality that the 
political parties gave their organizations a military character. Both 
the nationalist Right and the Marxian Left had their armed forces. 
These party troops were, of course, entirely different from the free 
corps formed by nationalist hotspurs and by communist radicals. Their 
members were people who had their regular jobs and were busy from 
Monday to Saturday noon. On week ends they would don their uni-
forms and parade with brass bands, fl ags, and often with their fi rearms. 
They were proud of their membership in these associations but they 
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were not eager to fi ght; they were not animated by a spirit of aggres-
sion. Their existence, their parades, their boasting, and the challeng-
ing speeches of their chiefs were a nuisance but not a serious menace 
to domestic peace.

After the failure of the revolutionary attempts of Kapp in March, 
1920, that of Hitler and Ludendorff in November, 1923, and of various 
communist uprisings, of which the most important was the Holz riot 
in March, 1921, Germany was on the way back to normal conditions. 
The free corps and the communist gangs began slowly to disappear 
from the political stage. They still waged some guerrilla warfare with 
each other and against the police. But these fi ghts degenerated more 
and more into gangsterism and rowdyism. Such riots and the plots of a 
few adventurers could not endanger the stability of the social order.

But the Social Democratic party and press made the blunder of re-
peatedly denouncing the few still operating nationalist free corps and 
vehemently insisting on their dissolution. This attitude was a challenge 
to the nationalist parties who disliked the adventurers no less than the 
Social Democrats did but did not dare to abandon them openly. They 
retorted by calling for the dissolution of the communist formations as 
well. But the Social Democrats were in a similar position with regard 
to the communist bands. They hated and feared them yet did not want 
to combat them openly.

As in the Bismarck Reich, so in the Weimar Republic, the main 
powers of civil administration were not assigned to the government of 
the Reich but to the governments of the member states. Prussia was 
the largest and richest member state; its population was the most nu-
merous; it was the Reich’s center of gravity, or, properly speaking, the 
Reich. The fact that the conservative party had dominated Prussia had 
given the conservatives hegemony over imperial Germany. The fact 
that the Social Democrats ruled Prussia under the Weimar Republic 
made them paramount in the republican Reich. When Chancellor 
Papen’s coup d’état of July 20, 1932, overthrew the socialist regime in 
Prussia, the struggle for the Reich was virtually decided.

The Bavarian Government was reluctant to disband the national-
ist bands on its territory. It was not sympathy with the nationalists but 

1. [Wolfgang Kapp (1858–1922) German revolutionary. Founder of the German Fatherland 
Party (1917). He was a leader of the March 1920 coup attempt in Berlin known as the Kapp 
Putsch, which failed because of the socialist general strike. Kapp fl ed to Sweden, returned to 
Germany in 1922, and died awaiting trial.—Ed.]
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provincial particularism that determined this attitude. To disobey the 
central authority was for it a matter of principle. The Government of 
the Reich was helpless because it had but one means to impose its will 
on a disobedient member state, namely, civil war. In this plight the 
Social Democratic Prussian Government took recourse to a fateful 
measure. On February 22, 1924, in Magdeburg, it founded the Reichs-
banner Schwarz-Rot-Gold. This was not a private troop like the other 
armed party forces. It was an army of Prussia’s ruling party and had 
the full support of the Prussian Government. An outstanding Prussian 
functionary, the governor of the province of Saxony, was appointed its 
chief. The Reichsbanner was to be a nonpartisan association of all men 
loyal to the republican system of government and the Constitution of 
Weimar. Virtually, however, it was a Social Democratic institution. Its 
leaders insisted that members of other loyal parties were welcome in its 
ranks. But the immense majority of the members were Social Demo-
crats who up to that time had been members of the various local and 
provincial Social Democratic armed party forces. Thus the foundation 
of the Reichsbanner did not strengthen the military forces of the So-
cial Democrats; it only gave them a new, more centralized organiza-
tion and the sanction of the Prussian state. Members of the Catholic 
Center party were never very numerous in the Reichsbanner and soon 
disappeared completely from its ranks. The third loyal party, the Dem-
ocrats, were merely an insignifi cant affi liate of the Social Democrats.

The Social Democrats have tried to justify the foundation of the 
Reichsbanner by referring to the nationalist bias of the Reichswehr, 
the one hundred thousand soldiers who formed the Reich’s army. But 
the Kapp revolt had demonstrated that the socialists had a very effi ca-
cious weapon available to defeat the nationalists in the general strike. 
The only serious menace for the Weimar Republic was the national-
ist sympathies within the ranks of organized labor. The Social Demo-
cratic chiefs were unable to work successfully against these tendencies; 
many secretly sympathized with them.

The ominous import of the foundation of the Reichsbanner was that 
it provided Hitler with a good start. His Munich putsch of November, 
1923, had resulted in complete failure. When he left prison in Decem-
ber, 1924, his political prospects looked black. The foundation of the 
Reichsbanner was just what he wanted. All the non-Marxians, i.e., the 
majority of the population, were terrifi ed by the defi ant speeches of 
its chiefs and the fact that at the end of the fi rst year of its existence 

L4875.indb   234L4875.indb   234 1/10/11   12:32:31 PM1/10/11   12:32:31 PM



the weimar republic and its collapse � 235

its membership was three millions—more than the membership of all 
the Wehrverbände of the Right together.* Like the Social Democrats, 
they overrated the strength of the Reichsbanner and its readiness to 
fi ght. Thus a good many people were prepared to aid the Nazi Storm 
Troopers.

But these Storm Troopers were very different from the other armed 
party forces both of the Left and of the Right. Their members were 
not elderly men who had fought in the fi rst World War and who now 
were eager to hold their jobs in order to support their families. The 
Nazi Storm Troopers were, as the free corps had been, jobless boys 
who made a living from their fi ghting. They were available at every 
hour of every day, not merely on week ends and holidays. It was doubt-
ful whether the party forces—either of the Left or the Right—would be 
ready to fi ght when seriously attacked. It was certain that they would 
never be ready to wage a campaign of aggression. But Hitler’s troops 
were pugnacious; they were professional brawlers. They would have 
fought for their Führer in a bloody civil war if the opponents of Nazism 
had not yielded without resistance in 1933.

Hitler got subsidies from big business in the fi rst period of his career. 
He extorted much greater sums from it in the second period of his 
struggle for supremacy. Thyssen and the rest paid him but they did 
not bribe him. Hitler took their money as a king takes the tribute of his 
subjects. If they had refused to give him what he asked, he would have 
sabotaged their plants or even murdered them. Such drastic measures 
were needless. The entrepreneurs preferred to be reduced by Nazism 
to the status of shop managers than to be liquidated by communism in 
the Russian way. As conditions were in Germany, there was no third 
course open to them.

Both force and money are impotent against ideas. The Nazis did 
not owe their conquest of Germany either to their getting a few mil-
lion Reichsmarks from big business or to their being ruthless fi ghters. 
The great majority of the German nation had been both socialist and 
nationalist for many years. The Social Democratic trade-union mem-
bers sympathized as much with nationalist radicalism as did the peas-
ants, the Catholics, and the shopkeepers. The communists owed their 
votes in great part to the idea that communism was the best means to 

* Stampfer, Die vierzehn Jahre der ersten Deutschen Republik (Karlsbad, 1936), p. 365.
2. [Defense alliances.—Ed.]
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 establish German hegemony in Europe and defeat Western capitalism. 
The German entrepreneurs and businessmen contributed their share 
to the triumph of Nazism, but so did all other strata of the nation. Even 
the churches, both Catholic and Protestant, were no exception.

Great ideological changes are scarcely explained by saying that 
somebody’s money was spent in their behalf. The popularity of com-
munism in present-day America, whatever else it may be, is not the 
result either of the lavish subventions of the Russian Government or of 
the fact that some millionaires subsidize the newspapers and periodi-
cals of the Left. And though it is true that some Jewish bankers, fright-
ened by Nazi anti-Semitism, contributed to socialist party funds, and 
that far the richest endowment ever made for the study of the social 
sciences in Germany was that of a Jewish grain dealer for the foun-
dation of a Marxian institute at the University of Frankfurt, German 
Marxism nevertheless was not, as the Nazis contend, the product of 
Jewish jobbers.

The slogan “national solidarity” (Volksgemeinschaft) had got such 
a hold on the German mentality that nobody dared to resist the Na-
zis when they struck their fi nal blow. The Nazis crushed the hopes of 
many groups who once supported them. Big business, the landown-
ers and the farmers, the artisans and the shopkeepers, the churches, 
all were disappointed. But the prestige of the main items of the Nazi 
creed—nationalism and socialism—was so overwhelming that this dis-
satisfaction had no important consequences.

Only one thing could put an end to Nazi rule: a military defeat. The 
blockade and the bombing of German cities by British and American 
planes will fi nally convince the Germans that Nazism is not the best 
means to make their nation prosperous.

4. The Treaty of Versailles

The four peace treaties of Versailles, Saint Germain, Trianon, and 
Sèvres together form the most clumsy diplomatic settlement ever car-
ried out. They will be remembered as outstanding examples of politi-
cal failure. Their aim was to bring lasting peace; the result was a series 
of minor wars and fi nally a new and more terrible World War. They 
were intended to safeguard the independence of small states; the re-
sults were the disappearance of Austria, Abyssinia, Albania, Czechoslo-
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vakia. They were designed to make the world safe for democracy; the 
results were Stalin, Hitler, Mussolini, Franco, Horthy.

However, one reproach generally cast upon the Treaty of Versailles 
is entirely unfounded. German propaganda succeeded in convinc-
ing public opinion in the Anglo-Saxon countries that the terms of the 
treaty were extremely unfair to Germany, that the hardships they in-
fl icted upon the Germans drove them to despair, and that Nazism and 
the present war are the outcome of the mistreatment of Germany. This 
is wholly untrue. The political order given to Europe by the four trea-
ties was very unsatisfactory. The settlement of East European problems 
was done with such disregard of the real conditions that chaos resulted. 
But the Treaty of Versailles was not unfair to Germany and it did not 
plunge the German people into misery. If the provisions of the treaty 
had been enforced, it would have been impossible for Germany to re-
arm and to attack again. The mischief was not that the treaty was bad 
so far as Germany was concerned, but that the victorious powers per-
mitted Germany to defy some of its most important clauses.

The treaty obliged Germany to cede non-German territories that 
Prussia had conquered, and whose mainly non-German-speaking pop-
ulation was decidedly opposed to German rule. Germany’s only title 
to these countries was previous conquest. It was not—as the German 
propagandists used to say—the most scandalous robbery ever commit-
ted that the Reich was forced to give back what the Hohenzollerns had 
seized in earlier years. The favorite subject of German propaganda was 
the Polish Corridor. What, shouted the Nazi speakers and their foreign 
friends, would the British or the French have said if a piece of land 
had been cut out from their country, dividing it into two disconnected 
parts, in order to give a passage way to some other nation? Such utter-
ances impressed public opinion all over the world. The Poles them-
selves threw little light upon this subject. In all those years they were 
ruled by an incompetent and corrupt oligarchy, and this ruling clique 
lacked the intellectual power to combat the German propaganda.

The true facts are these. In the Middle Ages the Teutonic Knights 
conquered the country which is today known as the Prussian province 
of East Prussia. But they did not succeed in their attempts to conquer 
the territory which in 1914 was the Prussian province of West Prussia. 
Thus East Prussia did not adjoin the German Empire. Between the 
western boundaries of East Prussia and the eastern borders of the Holy 
Empire there lay a piece of land ruled by the Kings of Poland, forming 

L4875.indb   237L4875.indb   237 1/10/11   12:32:31 PM1/10/11   12:32:31 PM



238 � german nazism

a part of Poland, and inhabited by Poles. This piece of land, namely, 
West Prussia, was in 1772 annexed by Prussia at the fi rst partition of 
Poland. It is important to realize that West Prussia (and the same is 
true for the Prussian province of Posen) was annexed by Prussia, not 
by the German Empire. These provinces belonged neither to the Holy 
Empire, which disintegrated in 1806, nor to the German Confedera-
tion, which from 1815 to 1866 was the political organization of the Ger-
man nation. They were the “private property,” as it were, of the kings 
of Prussia. The fact that the King of Prussia in his capacity as Elector-
marquis of Brandenburg and as Duke of Pomerania was a member of 
the Holy Empire and of the German Confederation had legally and 
constitutionally no more signifi cance for these eastern provinces than 
the fact once had for Great Britain that the King of England was in 
his capacity as Elector (and later as King) of Hanover a prince of the 
Holy Empire and later a member of the German Confederation. Until 
1866 the relation of these provinces to Germany was like the relation 
of Virginia or Massachusetts to Germany between 1714 and 1776 and 
of Scotland from 1714 to 1837. They were foreign countries ruled by a 
prince who happened at the same time to rule a German country.

It was only in 1866 that the King of Prussia incorporated these prov-
inces by his own sovereign decision into the Norddeutscher Bund and 
in 1871 into the Deutsches Reich. The people living in these coun-
tries were not asked whether they agreed or not. In fact they did not 
agree. They returned Polish members to the German Reichstag and 
they were anxious to preserve their Polish idiom and their allegiance 
to Polish traditions. For fi fty years they resisted every endeavor of the 
Prussian Government to germanize them.

When the Treaty of Versailles renewed Poland’s independence and 
restored the provinces of Posen and of West Prussia to Poland, it did 
not give a corridor to Poland. It simply undid the effects of earlier Prus-
sian (not German) conquests. It was not the fault of the peacemakers 
or of the Poles that the Teutonic Knights had conquered a country not 
adjoining the Reich.

The Treaty of Versailles returned Alsace-Lorraine to France and 
northern Schleswig to Denmark. It did not rob Germany in these cases 
either. The population of these countries violently opposed German 
rule and longed to be freed from its yoke. Germany had but one title 
to oppress these people—conquest. The logical outcome of defeat was 
ceding the spoils of earlier conquest.
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The second provision of the treaty which used to be criticized se-
verely concerned reparations. The Germans had devastated a great 
part of Belgium and of northeastern France. Who was to pay for the 
reconstruction of these areas? France and Belgium, the assailed, or 
Germany, the aggressor? The victorious or the defeated? The treaty 
decided that Germany ought to pay.

We need not enter into a detailed discussion of the reparations 
problem. It is suffi cient here to determine whether the reparations re-
ally meant misery and starvation for Germany. Let us see what Ger-
many’s income and reparation payments were in the period from 1925 
to 1930.

 Income per Reparation payments Reparation payments
 capita in per capita  as a percentage 
Year Reichsmarks in Reichsmarks  of income

1925 961 16.25 1.69
1926 997 18.30 1.84
1927 1,118 24.37 2.18
1928 1,185 30.75 2.60
1929 1,187 38.47 3.24
1930 1,092 26.10* 2.39

* Income per capita: Statistiches Jahrbuch für das Deutsche Reich. Reparations per capita: fi g-
ures obtained by dividing reparation payments by 65,000,000. As the population of Germany 
was increasing slightly during that period, the real proportion should be slightly lower than that 
given above.

It is a grotesque misrepresentation of the facts to assert that these 
 payments made Germany poor and condemned the Germans to star-
vation. They would not have seriously affected the German standard of 
living even if the Germans had paid these sums out of their own pock-
ets and not, as they did in fact, out of money borrowed from abroad.

For the years 1925–29 there are fi gures available concerning the 
increase of German capital. These increases are, in millions of 
Reichsmarks:†
 1925 5,770
 1926 10,123
 1927 7,125
 1928 7,469
 1929 6,815

† “Zuwachs an bereitgestelltem Geldkapital,” Vierteljahrshefte zur Konjunkturforschung, Spe-
cial number 22 (Berlin, 1931), p. 29.
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From September, 1924, until July, 1931, Germany paid as reparations 
under the Dawes and Young plans 10,821 million Reichsmarks. Then 
the payments stopped altogether. Against this outfl ow Germany’s pri-
vate and public indebtedness abroad, most of which originated in the 
same period, amounted to something over 20,500 million Reichsmarks. 
To this may be added approximately 5,000 million Reichsmarks of di-
rect foreign investments in Germany. It is obvious that Germany did 
not suffer from lack of capital. If any more proof were needed it may be 
found in the fact that Germany invested in the same period approxi-
mately 10,000 million Reichsmarks abroad.*

The reparations were not responsible for Germany’s economic dis-
tress. But if the Allies had insisted on their payment, they would have 
seriously hampered Germany’s rearmament.

The antireparations campaign resulted in a complete fi asco for the 
Allies and in the full success of Germany’s refusal to pay. What the 
Germans did pay they paid out of foreign borrowings which they later 
repudiated. Thus the whole burden in fact fell on foreigners.

With regard to possible future reparations it is extremely important 
to know the basic causes of this previous failure. The Allies were from 
the very beginning of the negotiations handicapped by their adherence 
to the spurious monetary doctrines of present-day etatist economics. 
They were convinced that the payments represented a danger to the 
maintenance of monetary stability in Germany, and that Germany 
could not pay unless its balance of trade were “favorable.” They were 
concerned by a spurious “transfer” problem. They were disposed to ac-
cept the German thesis that “political” payments have effects radically 
different from payments originating from commercial transactions. 
This entanglement in mercantilist fallacies led them not to fi x the total 
amount due in the Peace Treaty itself but to defer the decision to later 
negotiations. In addition it induced them to stipulate deliveries in kind, 
to insert the “transfer protection” clause, and fi nally to agree to the 
Hoover moratorium of July, 1931, and the cancellation of all reparation 
payments.

The truth is that the maintenance of monetary stability and of a 
sound currency system has nothing whatever to do with the balance 
of payments or of trade. There is only one thing that endangers mon-
etary stability—infl ation. If a country neither issues additional quanti-

* Stolper, German Economy 1870–1940 (New York, 1940), p. 179.
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ties of paper money nor expands credit, it will not have any monetary 
troubles. An excess of exports is not a prerequisite for the payment of 
reparations. The causation, rather, is the other way round. The fact 
that a nation makes such payments has the tendency to create such an 
excess of exports. There is no such thing as a “transfer” problem. If the 
German Government collects the amount needed for the payments (in 
Reichsmarks) by taxing its citizens, every German taxpayer must cor-
respondingly reduce his consumption either of German or of imported 
products. In the second case the amount of foreign exchange which 
otherwise would have been used for the purchase of these imported 
goods becomes available. In the fi rst case the prices of domestic prod-
ucts drop, and this tends to increase exports and thereby the amount 
of foreign exchange available. Thus collecting at home the amount 
of Reichsmarks required for the payment automatically provides the 
quantity of foreign exchange needed for the transfer. None of this, of 
course, depends in any way on whether the payments are “political” or 
commercial.

The payment of reparations, it is true, would have hurt the German 
taxpayer. It would have forced him to restrict his consumption. Un-
der any circumstances, somebody had to pay for the damage infl icted. 
What the aggressors did not pay had to be paid by the victims of the 
aggression. But nobody pitied the victims, while hundreds of writers 
and politicians all over the world wept both crocodile and real tears 
over the Germans.

Perhaps it would have been politically wiser to choose another 
method for fi xing the amount to be paid every year by Germany. For 
instance, the annual payment could have been brought into some 
fi xed relation to the sums spent in future for Germany’s armed forces. 
For every Reichsmark spent on the German Army and Navy a multiple 
might have had to be paid as an installment. But all schemes would 
have proved ineffective as long as the Allies were under the spell of 
mercantilist fallacies.

The infl ow of Germany’s payments necessarily rendered the receiv-
ing countries’ balance of trade “unfavorable.” Their imports exceeded 
their exports because they collected the reparations. From the view-
point of mercantilist fallacies this effect seemed alarming. The Allies 
were at once eager to make Germany pay and not to get the payments. 
They simply did not know what they wanted. But the Germans knew 
very well what they wanted. They did not want to pay.
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Germany complained that the trade barriers of the other nations 
rendered its payments more burdensome. This grievance was well 
founded. The Germans would have been right, if they had really at-
tempted to provide the means required for cash payments by an in-
crease of exports. But what they paid in cash was provided for them by 
foreign loans.

The Allies were mistaken to the extent that they blamed the Ger-
mans for the failure of the treaty’s reparation clauses. They should 
rather have indicted their own mercantilist prejudices. These clauses 
would not have failed if there had been in the Allied countries a suf-
fi cient number of infl uential spokesmen who knew how to refute the 
objections raised by the German nationalists.

Foreign observers have entirely misunderstood the role played by 
the Treaty of Versailles in the agitation of the Nazis. The nucleus of 
their propaganda was not the unfairness of the treaty; it was the “stab 
in the back” legend. We are, they used to say, the most powerful nation 
in Europe, even in the world. The war has evidenced anew our invinci-
bility. We can, if we want to, put to rout all other nations. But the Jews 
have stabbed us in the back. The Nazis mentioned the treaty only in 
order to demonstrate the full villainy of the Jews.

“We, the victorious nation,” they said, “have been forced to sur-
render by the November crime. Our government pays reparations, al-
though nobody is strong enough to force us to do that. Our Jewish and 
Marxian rulers abide by the disarmament clauses of the treaty, because 
they want us to pay this money to World Jewry.” Hitler did not fi ght the 
treaty. He fought those Germans who had voted in the German Parlia-
ment for its acceptance and who objected to its unilateral breach. For 
that Germany was powerful enough to annul the treaty the national-
ists considered already proved by the “stab in the back” legend.

Many Allied and neutral critics of the Treaty of Versailles used to 
assert that it was a mistake to leave Germany any cause for grievance. 
This view was erroneous. Even if the treaty had left Germany’s Euro-
pean territory untouched, if it had not forced it to cede its colonies, if it 
had not imposed reparation payments and limitation of armaments, a 
new war would not have been averted. The German nationalists were 
determined to conquer more dwelling space. They were eager to obtain 
autarky. They were convinced that their military prospects for victory 
were excellent. Their aggressive nationalism was not a consequence 
of the Treaty of Versailles. The grievances of the Nazis had little to do 
with the treaty. They concerned Lebensraum.
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There have been frequent comparisons of the Treaty of Versailles 
with the settlements of 1814 and 1815. The system of Vienna succeeded 
in safeguarding European peace for many years. Its generous treatment 
of the vanquished French allegedly prevented France from planning 
wars of revenge. If the Allies had treated Germany in a similar way, it is 
contended, they would have had better results.

A century and a half ago France was the paramount power in con-
tinental Europe. Its population, its wealth, its civilization, and its mil-
itary effi ciency eclipsed those of the other nations. If the French of 
those days had been nationalists in the modern sense, they would have 
had the opportunity to attain and hold hegemony on the continent for 
some time. But nationalism was foreign to the French of the revolution-
ary period. They were, it is true, chauvinists. They considered them-
selves (perhaps on better grounds than some other peoples) the fl ower 
of mankind. They were proud of their newly acquired liberty. They 
believed that it was their duty to assist other nations in their struggle 
against tyranny. They were chauvinists, patriots, and revolutionaries. 
But they were not nationalists. They were not eager for conquest. They 
did not start the war; foreign monarchs attacked them. They defeated 
the invaders. It was then that ambitious generals, foremost among them 
Napoleon, pushed them toward territorial expansion. The French cer-
tainly connived at the beginning; but they grew more and more re-
luctant as they began to realize that they were bleeding for the sake 
of the Bonaparte family. After Waterloo they were relieved. Now they 
no longer had to worry about the fate of their sons. Few Frenchmen 
complained about the loss of the Rhineland, the Netherlands, or Italy. 
No Frenchman wept because Joseph was no longer King of Spain or 
Jerome no longer King of Westphalia. Austerlitz and Jena became his-
torical reminiscences; the citizen’s conceit derived edifi cation from the 
poetry praising the late Emperor and his battles, but no one was now 
eager to subdue Europe.

Again, later, the events of June, 1848, directed attention to the Em-
peror’s nephew. Many expected him to overcome the new domestic 
troubles in the same way his uncle had dealt with the fi rst revolution. 
There is no doubt that the third Napoleon owed his popularity solely 
to the glory of his uncle. Nobody knew him in France, and he knew 
nobody; he had seen the country only through prison bars and he 
spoke French with a German accent. He was only the nephew, the 
heir of a great name; nothing more. Certainly the French did not 
choose him because they wanted new wars. He brought them to his 
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side by  persuading them that his rule would safeguard peace. The em-
pire means peace, was the slogan of his propaganda. Sevastopol and 
Solferino did not advance his popularity; they rather injured it. Victor 
Hugo, the literary champion of the fi rst Napoleon’s glory, unswervingly 
vilifi ed his successor.

The work of the Congress of Vienna could endure, in short, because 
Europe was peaceloving and considered war an evil. The work of Ver-
sailles was doomed to fail in this age of aggressive nationalism.

What the Treaty of Versailles really tried to achieve was contained 
in its military clauses. The restriction of German armaments and the 
demilitarization of the Rhineland did not harm Germany, because no 
nation ventured to attack it. But they would have enabled France and 
Great Britain to prevent a new German aggression if they had been 
earnestly resolved to prevent it. It is not the fault of the treaty that the 
victorious nations did not attempt to enforce its provisions.

5. The Economic Depression

The great German infl ation was the result of the monetary doctrines 
of the socialists of the chair. It had little to do with the course of mil-
itary and political events. The present writer forecast it in 1912. The 
American economist B. M. Anderson confi rmed this forecast in 1917. 
But most of those men who between 1914 and 1923 were in a position 
to infl uence Germany’s monetary and banking policies and all jour-
nalists, writers, and politicians who dealt with these problems labored 
under the delusion that an increase in the quantity of bank notes does 
not affect commodity prices and foreign exchange rates. They blamed 
the blockade or profi teering for the rise of commodity prices, and the 
unfavorable balance of payments for the rise of foreign exchange rates. 
They did not lift a fi nger to stop infl ation. Like all pro-infl ation par-
ties, they wanted to combat merely the undesirable but inevitable con-
sequences of infl ation, i.e., the rise of commodity prices. Their igno-
rance of economic problems pushed them toward price control and 
foreign exchange restrictions. They could never understand why these 
attempts were doomed to fail. The infl ation was neither an act of God 
nor a consequence of the Treaty of Versailles. It was the practical appli-
cation of the same etatist ideas that had begotten nationalism. All the 
German political parties shared responsibility for the infl ation. They 
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all clung to the error that it was not the increase of bank credits but the 
unfavorable balance of payments that was devaluing the currency.

The infl ation had pauperized the middle classes. The victims joined 
Hitler. But they did not do so because they had suffered but because 
they believed that Nazism would relieve them. That a man suffers from 
bad digestion does not explain why he consults a quack. He consults 
the quack because he thinks that the man will cure him. If he had 
other opinions, he would consult a doctor. That there was economic 
distress in Germany does not account for Nazism’s success. Other 
parties also, e.g., the Social Democrats and the communists, recom-
mended their patent medicines.

Germany was struck by the great depression from 1929 on, but not to 
a greater extent than other nations. On the contrary. In the years of this 
depression the prices of foodstuffs and raw materials that Germany im-
ports decreased more than the prices of manufactures that it exports.

The depression would have resulted in a fall in wage rates. But as the 
trade unions would not permit wage cuts, unemployment increased. 
Both the Social Democrats and the communists were confi dent that 
the increase of unemployment would strengthen their forces. But it 
worked for Nazism.

The great depression was international. Only in Germany, however, 
did it result in the victory of a party recommending armaments and 
war as a panacea.

6. Nazism and German Labor

A riddle that has puzzled nearly all writers dealing with the problems 
of Nazism is this: There were in Germany many millions organized 
in the parties of the Social Democrats, of the communists, and of the 
Catholic Center; they were members of the trade unions affi liated with 
these parties. How could the Nazis succeed in overthrowing these 
masses of resolute adversaries and in establishing their totalitarian sys-
tem? Did these millions change their minds overnight? Or were they 
cowards, yielding to the terror of the Storm Troopers and waiting for 
the day of redemption? Are the German workers still Marxians? Or are 
they sincere supporters of the Nazi system?

There is a fundamental error in posing the problem in this way. 
People take it for granted that the members of the various party clubs 
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and trade-unions were convinced Social Democrats, communists, or 
Catholics, and that they fully endorsed the creeds and programs of 
their leaders. It is not generally realized that party allegiance and trade-
union membership were virtually obligatory. Although the closed shop 
system was not carried to the extreme in Weimar Germany that it is 
today in Nazi Germany and in some branches of foreign industry, it 
had gone far enough. In the greater part of Germany and in most of 
the branches of German production it was practically impossible for a 
worker to stay outside of all the big trade-union groups. If he wanted a 
job or did not want to be dismissed, or if he wanted the unemployment 
dole, he had to join one of these unions. They exercised an economic 
and political pressure to which every individual had to yield. To join 
the union became practically a matter of routine for the worker. He 
did so because everybody did and because it was risky not to. It was not 
for him to inquire into the Weltanschauung of his union. Nor did the 
union bureaucrats trouble themselves about the tenets or feelings of 
the members. Their fi rst aim was to herd as many workers as possible 
into the ranks of their unions.

These millions of organized workers were forced to pay lip service to 
the creeds of their parties, to vote for their candidates at the elections 
for Parliament and for union offi ces, to subscribe to the party news-
papers, and to avoid open criticism of the party’s policy. But daily ex-
perience nonetheless brought them the evidence that something was 
wrong with their parties. Every day they learned about new trade bar-
riers established by foreign nations against German manufactures—
that is, against the products of their own toil and trouble. As the trade 
unions, with few exceptions, were not prepared to agree to wage cuts, 
every new trade barrier immediately resulted in increased unemploy-
ment. The workers lost confi dence in the Marxians and in the Center. 
They became aware that these men did not know how to deal with 
their problems and that all they did was to indict capitalism. German 
labor was radically hostile to capitalism, but it found denunciation of 
capitalism unsatisfactory in this instance. The workers could not expect 
production to keep up if export sales dropped. They therefore became 
interested in the Nazi arguments. Such happenings, said the Nazis, are 
the drawbacks of our unfortunate dependence on foreign markets and 
the whims of foreign governments. Germany is doomed if it does not 
succeed in conquering more space and in attaining self-suffi ciency. All 
endeavors to improve the conditions of labor are vain as long as we are 
compelled to serve as wage slaves for foreign capitalists. Such words 
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impressed the workers. They did not abandon either the trade unions 
or the party clubs since this would have had very serious consequences 
for them. They still voted the Social Democrat, the communist, or 
the Catholic ticket out of fear and inertia. But they became indifferent 
both to Marxian and to Catholic socialism and began to sympathize 
with national socialism. Years before 1933 the ranks of German trade-
unions were already full of people secretly sympathizing with Nazism. 
Thus German labor was not greatly disturbed when the Nazis fi nally 
forcibly incorporated all trade-union members into their Labor Front. 
They turned toward Nazism because the Nazis had a program dealing 
with their most urgent problem—foreign trade barriers. The other par-
ties lacked such a program.

The removal of the unpopular trade-union bureaucrats pleased the 
workers no less than the humiliations infl icted by the Nazis on the en-
trepreneurs and executives. The bosses were reduced to the rank of 
shop managers. They had to bow to the almighty party chiefs. The 
workers exulted over the misfortunes of their employers. It was their tri-
umph when their boss, foaming with rage, was forced to march in their 
ranks on state holiday parades. It was balm for their hearts.

Then came the rearmament boom. There were no more unem-
ployed. Very soon there was a shortage of labor. The Nazis succeeded 
in solving a problem that the Social Democrats had been unable to 
master. Labor became enthusiastic.

It is highly probable that the workers are now fully aware of the dark 
side of the picture. They are disillusioned.* The Nazis have not led 
them into the land of milk and honey. In the desert of the ration cards 
the seeds of communism are thriving. On the day of the defeat the La-
bor Front will collapse as the Marxian and the Catholic trade unions 
did in 1933.

7. The Foreign Critics of Nazism

Hitler and his clique conquered Germany by brutal violence, by mur-
der and crime. But the doctrines of Nazism had got hold of the  German 
mind long before then. Persuasion, not violence, had converted the 

* However, the London Times as late as October 6, 1942, reported from Moscow that interroga-
tion of German prisoners of war by the Russian authorities showed that a majority of the skilled 
workers were still strong supporters of the Nazis; particularly men in the age groups between 25 
and 35, and those from the Ruhr and other older industrial centers.
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 immense majority of the nation to the tenets of militant nationalism. 
If Hitler had not succeeded in winning the race for dictatorship, some-
body else would have won it. There were plenty of candidates whom 
he had to eclipse: Kapp, General Ludendorff, Captain Ehrhardt, Ma-
jor Papst, Forstrat Escherich, Strasser, and many more. Hitler had no 
inhibitions and thus he defeated his better instructed or more scrupu-
lous competitors.

Nazism conquered Germany because it never encountered any ade-
quate intellectual resistance. It would have conquered the whole world 
if, after the fall of France, Great Britain and the United States had not 
begun to fi ght it seriously.

The contemporary criticism of the Nazi program failed to serve the 
purpose. People were busy dealing with the mere accessories of the 
Nazi doctrine. They never entered into a full discussion of the essence 
of National Socialist teachings. The reason is obvious. The fundamen-
tal tenets of the Nazi ideology do not differ from the generally accepted 
social and economic ideologies. The difference concerns only the appli-
cation of these ideologies to the special problems of Germany.

These are the dogmas of present-day “unorthodox” orthodoxy:
1. Capitalism is an unfair system of exploitation. It injures the im-

mense majority for the benefi t of a small minority. Private ownership 
of the means of production hinders the full utilization of natural re-
sources and of technical improvements. Profi ts and interest are tributes 
which the masses are forced to pay to a class of idle parasites. Capital-
ism is the cause of poverty and must result in war.

2. It is therefore the foremost duty of popular government to substi-
tute government control of business for the management of capitalists 
and entrepreneurs.

3. Price ceilings and minimum wage rates, whether directly en-
forced by the administration or indirectly by giving a free hand to trade 
unions, are an adequate means for improving the lot of the consum-
ers and permanently raising the standard of living of all wage earners. 
They are steps on the way toward entirely emancipating the masses (by 
the fi nal establishment of socialism) from the yoke of capital. (We may 
note incidentally that Marx in his later years violently opposed these 
propositions. Present-day Marxism, however, endorses them fully.)

4. Easy money policy, i.e., credit expansion, is a useful method of 
lightening the burdens imposed by capital upon the masses and mak-
ing a country more prosperous. It has nothing to do with the periodical 
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recurrence of economic depression. Economic crises are an evil inher-
ent in unhampered capitalism.

5. All those who deny the foregoing statements and assert that capi-
talism best serves the masses and that the only effective method of per-
manently improving the economic conditions of all strata of society is 
progressive accumulation of new capital are ill- intentioned and nar-
row-minded apologists of the selfi sh class interests of the exploiters. A 
return to laissez faire, free trade, the gold standard, and economic free-
dom is out of the question. Mankind will fortunately never go back to 
the ideas and policies of the nineteenth century and the Victorian age. 
(Let us note incidentally that both Marxism and trade-unionism have 
the fairest claim to the epithets “nineteenth-century” and “Victorian.”)

6. The advantage derived from foreign trade lies exclusively in ex-
porting. Imports are bad and should be prevented as much as possible. 
The happiest situation in which a nation can fi nd itself is where it need 
not depend on any imports from abroad. (The “progressives,” it is true, 
are not enthusiastic about this dogma and sometimes even reject it 
as a nationalist error; however, their political acts are thoroughly dic-
tated by it.)

With regard to these dogmas there is no difference between present-
day British liberals and the British labor party on the one hand and the 
Nazis on the other. It does not matter that the British call these prin-
ciples an outgrowth of liberalism and economic democracy while the 
Germans, on better grounds, call them antiliberal and antidemocratic. 
It is not much more important that in Germany nobody is free to utter 
dissenting views, while in Great Britain a dissenter is only laughed at as 
a fool and slighted.

We do not need to deal here with the refutation of the fallacies in 
these six dogmas. This is the task of treatises expounding the basic 
problems of economic theory. It is a task that has already been fulfi lled. 
We need only emphasize that whoever lacks the courage or the insight 
to attack these premises is not in a position to fi nd fault with the con-
clusions drawn from them by the Nazis. The Nazis also desire govern-
ment control of business. They also seek autarky for their own nation. 
The distinctive mark of their policies is that they refuse to acquiesce in 
the disadvantages which the acceptance of the same system by other 
nations would impose upon them. They are not prepared to be forever 
“imprisoned,” as they say, within a comparatively overpopulated area 
in which the productivity of labor is lower than in other countries.

L4875.indb   249L4875.indb   249 1/10/11   12:32:33 PM1/10/11   12:32:33 PM



250 � german nazism

Both the German and foreign adversaries of Nazism were defeated 
in the intellectual battle against it because they were enmeshed in the 
same intransigent and intolerant dogmatism. The British Left and the 
American progressives want all-round control of business for their own 
countries. They admire the Soviet methods of economic management. 
In rejecting German totalitarianism they contradict themselves. The 
German intellectuals saw in Great Britain’s abandonment of free trade 
and of the gold standard a proof of the superiority of German doctrines 
and methods. Now they see that the Anglo-Saxons imitate their own 
system of economic management in nearly every respect. They hear 
eminent citizens of these countries declare that their nations will cling 
to these policies in the postwar period. Why should not the Nazis be 
convinced, in the face of all this, that they were the pioneers of a new 
and better economic and social order?

The chiefs of the Nazi party and their Storm Troopers are sadistic 
gangsters. But the German intellectuals and German labor tolerated 
their rule because they agreed with the basic social, economic, and po-
litical doctrines of Nazism. Whoever wanted to fi ght Nazism as such, 
before the outbreak of the present war and in order to avoid it (and 
not merely to oust the scum which happens to hold offi ce in present-
day Germany), would have had to change the minds of the German 
people. This was beyond the power of the supporters of etatism.

It is useless to search the Nazi doctrines for contradictions and in-
consistencies. They are indeed self-contradictory and inconsistent; 
but their basic faults are those common to all brands of present-day 
etatism.

One of the most common objections raised against the Nazis con-
cerned the alleged inconsistency of their population policy. It is contra-
dictory, people used to say, to complain, on the one hand, of the com-
parative overpopulation of Germany and ask for more Lebensraum 
and to try, on the other hand, to increase the birth rate. Yet there was 
in the eyes of the Nazis no inconsistency in these attitudes. The only 
remedy for the evil of overpopulation that they knew was provided by 
the fact that the Germans were numerous enough to wage a war for 
more space, while the small nations laboring under the same evil of 
comparative overpopulation were too weak to save themselves. The 
more soldiers Germany could levy, the easier it would be to free the 
nation from the curse of overpopulation. The underlying doctrine was 
faulty; but one who did not attack the whole doctrine could not con-
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vincingly fi nd fault with the endeavors to rear as much cannon fodder 
as possible.

One reason why the objections raised to the despotism of the Na-
zis and the atrocities they committed had so little effect is that many 
of the critics themselves were inclined to excuse the Soviet methods. 
Hence the German nationalists could claim that their adversaries—
both German and foreign—were being unfair to the Nazis in denounc-
ing them for practices which they judged more mildly in the Russians. 
And they called it cant and hypocrisy when the Anglo-Saxons attacked 
their racial doctrines. Do the British and the Americans themselves, 
they retorted, observe the principle of equality of all races?

The foreign critics condemn the Nazi system as capitalist. In this 
age of fanatical anticapitalism and enthusiastic support of socialism no 
reproach seems to discredit a government more thoroughly in the eyes 
of fashionable opinion than the qualifi cation pro-capitalistic. But this 
is one charge against the Nazis that is unfounded. We have seen in a 
previous chapter that the Zwangswirtschaft is a socialist system of all-
round government control of business.

It is true that there are still profi ts in Germany. Some enterprises 
even make much higher profi ts than in the last years of the Weimar 
regime. But the signifi cance of this fact is quite different from what 
the critics believe. There is strict control of private spending. No Ger-
man capitalist or entrepreneur (shop manager) or any one else is free 
to spend more money on his consumption than the government con-
siders adequate to his rank and position in the service of the nation. 
The surplus must be deposited with the banks or invested in domestic 
bonds or in the stock of German corporations wholly controlled by the 
government. Hoarding of money or banknotes is strictly forbidden and 
punished as high treason. Even before the war there were no imports 
of luxury goods from abroad, and their domestic production has long 
since been discontinued. Nobody is free to buy more food and cloth-
ing than the allotted ration. Rents are frozen; furniture and all other 
goods are unattainable. Travel abroad is permitted only on government 
errands. Until a short time ago a limited amount of foreign exchange 
was allotted to tourists who wanted to spend a holiday in Switzerland 
or Italy. The Nazi government was anxious not to arouse the anger of 
its then Italian friends by preventing its citizens from visiting Italy. The 
case with Switzerland was different. The Swiss Government, yielding 
to the demands of one of the most important branches of its economic 
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system, insisted that a part of the payment for German exports to Swit-
zerland should be balanced by the outlays of German tourists. As the 
total amount of German exports to Switzerland and of Swiss exports 
to Germany was fi xed by a bilateral exchange agreement, it was of no 
concern to Germany how the Swiss distributed the surplus. The sum 
allotted to German tourists traveling in Switzerland was deducted from 
that destined for the repayment of German debts to Swiss banks. Thus 
the stockholders of the Swiss banks paid the expenses incurred by Ger-
man tourists.

German corporations are not free to distribute their profi ts to the 
shareholders. The amount of the dividends is strictly limited according 
to a highly complicated legal technique. It has been asserted that this 
does not constitute a serious check, as the corporations are free to wa-
ter the stock. This is an error. They are free to increase their nominal 
stock only out of profi ts made and declared and taxed as such in previ-
ous years but not distributed to the shareholders.

As all private consumption is strictly limited and controlled by the 
government, and as all unconsumed income must be invested, which 
means virtually lent to the government, high profi ts are nothing but a 
subtle method of taxation. The consumer has to pay high prices and 
business is nominally profi table. But the greater the profi ts are, the 
more the government funds are swelled. The government gets the 
money either as taxes or as loans. And everybody must be aware that 
these loans will one day be repudiated. For many years German busi-
ness has not been in a position to replace its equipment. At the end of 
the war the assets of corporations and private fi rms will consist mainly 
of worn-out machinery and various doubtful claims against the govern-
ment. Warring Germany lives on its capital stock, i.e., on the capital 
nominally and seemingly owned by its capitalists.

The Nazis interpret the attitudes of other nations with regard to the 
problem of raw materials as an acknowledgment of the fairness of their 
own claims. The League of Nations has established that the present 
state of affairs is unsatisfactory and hurts the interests of those nations 
calling themselves have-nots. The fourth point of the Atlantic Declara-
tion of August 14, 1941, in which the chiefs of the governments of the 
United Kingdom and of the United States made known “certain com-
mon principles in the national policies of their respective countries on 
which they base their hope for a better future of the world,” reads as 
follows: “They will endeavor, with due respect for their existing obliga-
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tions, to further the enjoyment by all States, great or small, victor or 
vanquished, of access, on equal terms, to the trade and to the raw ma-
terials of the world which are needed for their economic prosperity.”

The Roman Catholic Church is, in a world war, above the fi ghting 
parties. There are Catholics in both camps. The Pope is in a position 
to view the confl ict with impartiality. It was, therefore, in the eyes of 
the Nazis very signifi cant when the Pope discovered the root causes of 
the war in “that cold and calculating egoism which tends to hoard the 
economic resources and materials destined for the use of all to such an 
extent that the nations less favored by nature are not permitted access 
to them,” and further declared that he saw “admitted the necessity of 
a participation of all in the natural riches of the earth even on the part 
of those nations which in the fulfi llment of this principle belong to the 
category of givers and not to that of receivers.” *

Well, say the Nazis, everybody admits that our grievances are rea-
sonable. And, they add, in this world which seeks autarky of totalitar-
ian nations, the only way to redress them is to redistribute territorial 
sovereignty.

It was often contended that the dangers of autarky which the Na-
zis feared were still far away, that Germany could still expand its ex-
port trade, and that its per capita income continued to increase. Such 
objections did not impress the Germans. They wanted to realize eco-
nomic equality, i.e., a productivity of German labor as high as that of 
any other nation. The wage earners of the Anglo-Saxon countries too, 
they objected, enjoy today a much higher standard of living than in the 
past. Nevertheless, the “progressives” do not consider this fact a justifi -
cation of capitalism, but approve of labor’s claims for higher wages and 
the abolition of the wage system. It is unfair, said the Nazis, to object 
to the German claims when nobody objects to those of Anglo-Saxon 
labor.

The weakest argument brought forward against the Nazi doctrine 
was the pacifi st slogan: War does not settle anything. For it cannot be 
denied that the present state of territorial sovereignty and political or-
ganization is the outcome of wars fought in the past. The sword freed 
France from the rule of the English kings and made it an independent 
nation, converted America and Australia into white men’s countries, 
and secured the autonomy of the American republics. Bloody battles 

* Christmas Eve broadcast. New York Times, December 25, 1941.
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made France and Belgium predominantly Catholic and Northern 
Germany and the Netherlands predominantly Protestant. Civil wars 
safeguarded the unity of the United States and of Switzerland.

Two effi cacious and irrefutable objections could well have been 
raised against the plans of German aggression. One is that the Ger-
mans themselves had contributed as much as they could to the state of 
affairs that they considered so deplorable. The other is that war is in-
compatible with the international division of labor. But “progressives” 
and nationalists were not in a position to challenge Nazism on these 
grounds. They were not themselves concerned with the maintenance 
of the international division of labor; they advocated government con-
trol of business which must necessarily lead toward protectionism and 
fi nally toward autarky.

The fallacious doctrines of Nazism cannot withstand the criticism 
of sound economics, today disparaged as orthodox. But whoever clings 
to the dogmas of popular neo-Mercantilism and advocates government 
control of business is impotent to refute them. Fabian and Keynes-
ian “unorthodoxy” resulted in a confused acceptance of the tenets of 
Nazism. Its application in practical policies frustrated all endeavors 
to form a common front of all nations menaced by the aspirations of 
Nazism.
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Nazism as a World Problem

1. The Scope and Limitations of History

It is the function of historical research to trace historical events back 
to their sources. The historian has to demonstrate how any historical 
situation developed out of previously existing—natural and social—
conditions and how the actions of men and occurrences beyond hu-
man control transformed any previous state of affairs into the subse-
quent state of affairs. This analytical retrospection cannot be carried 
out indefi nitely. Soon or late history reaches a point at which its meth-
ods of interpretation are of no further use. Then the historian can do 
nothing more than establish that a factor was operative which brought 
to pass what resulted. The usual way of putting this into words is to 
speak of individuality or uniqueness.

The same is essentially true of the natural sciences. They too in-
evitably sooner or later reach a point which they must simply take as 
a datum of experience, as the “given.” Their scope is to interpret (or, 
as people once preferred to say, to explain) occurring changes as the 
outcome of forces working throughout the universe. They trace one 
fact back to previous facts; they show us that the a, the b, and the n are 
the outcome of the x. But there are x’s which, at least in our day, cannot 
be traced back to other sources. Coming generations may succeed in 
pushing the limits of our knowledge further back. But there cannot be 
any doubt that there will always remain some items which cannot be 
traced back to others.

The human mind is not even capable of consistently grasping the 
meaning of such a concept as the ultimate cause of all things. Natural 
science will never go further than the establishment of some ultimate 
factors which cannot be analyzed and traced back to their sources, 
springs, or causes.
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The term individuality as used by the historians means: here we are 
confronted with a factor which cannot be traced back to other factors. 
It does not provide an interpretation or explanation. It establishes, on 
the contrary, that we have to deal with an inexplicable datum of his-
torical experience. Why did Caesar cross the Rubicon? The historians 
can provide us with various motives which might have infl uenced Cae-
sar’s decision, but they cannot deny that another decision would have 
been possible. Perhaps Cicero or Brutus, faced with a similar situation, 
would have behaved differently. The only correct answer is: he crossed 
the Rubicon because he was Caesar.

It is misleading to explain a man’s or a group’s behavior by referring 
to their character. The concept of character is tantamount to the con-
cept of individuality. What we call a man’s or a group’s character is the 
totality of our knowledge about their conduct. If they had behaved oth-
erwise than as they actually did, our notions of their character would 
be different. It is a mistake to explain the fact that Napoleon made him-
self emperor and tried in a rather foolish way to break into the circle 
of the old European dynasties as a result of his character. If he had not 
substituted emperorship for his lifelong consular dignity, and had not 
married an archduchess, we would, in the same way, have had to say 
that this was a peculiar mark of his character. The reference to charac-
ter explains no more than does the famous explanation of the soporifi c 
effect of opium by its virtus dormitiva qui facit sensus assupire.

Therefore it is vain to expect any help from psychology, whether in-
dividual or mass psychology. Psychology does not lead us beyond the 
limits fi xed in the concept of individuality. It does not explain why be-
ing crossed in love turns some people toward dipsomania, others to 
suicide, others to writing clumsy verses, while it inspired Petrarch and 
Goethe to immortal poems and Beethoven to divine music. The clas-
sifi cation of men into various character types is not a very profi table 
expedient. Men are classifi ed according to their conduct, and then 
people believe they have provided an explanation in deducing conduct 
from their classifi cation. Moreover, every individual or group has traits 
which do not fi t into the Procrustean bed of classifi cation.

Neither can physiology solve the problem. Physiology cannot ex-
plain how external facts and circumstances bring about defi nite ideas 
and actions within human consciousness. Even if we were to know ev-
erything about the operation of brain cells and nerves, we should be 
at a loss to explain—otherwise than by referring to individuality—why 
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identical environmental facts result with different individuals, and with 
the same individuals at various times, in diverse ideas and actions. The 
sight of a falling apple led Newton to the laws of gravitation; why not 
other people before him? Why does one man succeed in the correct 
solution of an equation whereas other people do not? In what does the 
physiological process resulting in the mathematically correct solution 
of a problem differ from that leading to an incorrect solution? Why 
did the same problems of locomotion in snow-covered mountains lead 
the Norwegians to the invention of skiing, while the inhabitants of the 
Alps did not have this inspiration?

No historical research can avoid reference to the concept of indi-
viduality. Neither biography, dealing with the life of only one personal-
ity, nor the history of peoples and nations can push its analysis further 
than a point where the last statement is: individuality.

2. The Fallacy of the Concept of “National Character”

The main defi ciency of the character concept when applied as an ex-
planation is in the permanency attributed to it. The individual or the 
group is conceived as equipped with a stable character of which all its 
ideas and actions are the outcome. The criminal is not a criminal be-
cause he has committed a crime; he commits the crime because he is a 
criminal. Therefore, the fact that a man has once committed a crime is 
the proof that he is a criminal and makes it plausible that he is guilty of 
any other crime ascribed to him. This doctrine has deeply infl uenced 
penal procedure in continental Europe. The state is eager to prove that 
the defendant has already committed other crimes in his previous ca-
reer; the defense in the same way is eager to whitewash the defendant 
by demonstrating that his past life was free from fault.* Yet a man who 
has already committed several murders may be guiltless of the murder 
for which he is standing trial, whereas a man after sixty years of impec-
cable behavior may have committed an abominable crime.

The concept of a nation’s character is a generalization of features 
discovered in various individuals. It is mainly the result of precipi-
tate and ill-considered induction from an insuffi cient number of ill-
assorted samples. In the old days the German citizens of Bohemia met 

* These statements do not apply to American penal procedure.
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few Czechs other than cooks and maids. Hence they concluded that 
the Czechs are servile, submissive, and cringing. A student of Czech 
political and religious history may rather qualify them as rebellious 
and lovers of freedom. But what entitles us to search for common char-
acteristics of the various individuals of an aggregate which includes, on 
the one hand, John Huss and Žižka of Trocnov and, on the other, foot-
men and chambermaids? The criterion applied in the formation of the 
class concept “Czechs” is the use of the Czech language. To assume 
that all members of a linguistic group must have some other marks in 
common is a petitio principii.

The most popular interpretation of the ascendancy of Nazism ex-
plains it as an outcome of the German national character. The holders 
of this theory search German literature and history for texts, quotations, 
and deeds indicating aggressiveness, rapacity, and lust for conquest. 
From these scraps of knowledge they deduce the German national 
character, and from the character so established the rise of Nazism.

It is very easy indeed to assemble many facts of German history 
and many quotations from German authors that can be used to dem-
onstrate an inherent German propensity toward aggression. But it is 
no less easy to discover the same characteristics in the history and lit-
erature of other linguistic groups, e.g., Italian, French, and English. 
Germany has never had more excellent and eloquent panegyrists of 
military heroism and war than Carlyle and Ruskin were, never a chau-
vinist poet and writer more eminent than Kipling, never more ruthless 
and Machiavellian conquerors than Warren Hastings and Lord Clive, 
never a more brutal soldier than Hodson of Hodson’s Horse.

Very often the quotations are taken out of context and thus entirely 
distorted. In the fi rst World War British propagandists used to cite over 
and over again a few lines from Goethe’s Faust. But they omitted to 
mention that the character into whose mouth these words are put, Eu-
phorion, is a counterpart of Lord Byron, whom Goethe admired more 
than any other contemporary poet (except for Schiller), although By-
ron’s romanticism did not appeal to his own classicism. These verses do 
not at all express Goethe’s own tenets. Faust concludes with a glorifi ca-
tion of productive work; its guiding idea is that only the self-satisfaction 
received from rendering useful services to his fellow men can make a 

1. [John Huss (1360?–1415) Bohemian religious reformer, burned at the stake. Jan Žižka (1360?–
1424) Successful Bohemian general and Hussite leader.—Ed.]
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man happy; it is a panegyric upon peace, freedom, and—as the Nazis 
scornfully call it, “bourgeois”—security. Euphorion-Byron represents a 
different ideal: the restless craving for ends inaccessible to human be-
ings, the yearning for adventure, combat, and glory which results in 
failure and in premature death. It is nonsensical to quote as proof of 
Germany’s innate militarism the verses in which Euphorion answers 
his parents’ commendation of peace with passionate praise of war and 
victory.

There have been in Germany, as in all other nations, eulogists of ag-
gression, war, and conquest. But there have been other Germans too. 
The greatest are not to be found in the ranks of those glorifying tyr-
anny and German world hegemony. Are Heinrich von Kleist, Richard 
Wagner, and Detlev von Liliencron more representative of the national 
character than Kant, Goethe, Schiller, Mozart, and Beethoven?

The idea of a nation’s character is obviously arbitrary. It is derived 
from a judgment which omits all unpleasant facts contradicting the 
preconceived dogma.

It is not permissible to apply statistical procedures in the establish-
ment of a nation’s character. The question is not to fi nd out how the 
Germans would have voted in the past if they had had to decide by 
plebiscites what course their country’s policy should follow. Even if such 
an investigation could be successfully undertaken, its results would not 
provide us with any information helpful in our case. The political situ-
ation of each period has its unique form, its individuality. We are not 
justifi ed in drawing from past events conclusions applicable to the pres-
ent day. It would not clear up our problems if we knew whether the 
majority of the Goths approved of the invasion of the Roman Empire 
or whether the majority of the twelfth-century Germans favored Bar-
barossa’s treatment of the Milanese. The present situation has too little 
in common with those of the past.

The usual method applied is to pick out some famous personalities 
of a nation’s past and present and to take their opinions and actions as 
representative of the whole nation. This would be a faulty method even 
if people were conscientious enough to confront these arbitrarily cho-
sen men with others who held contrary ideas and behaved in a different 
way. It is not permissible to attach the same representative importance 
to the tenets of Kant and to those of a dull professor of philosophy.

It is contradictory, on the one hand, to consider only famous men 
as representative while ignoring the rest, and, on the other hand, to 
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treat even these, arbitrarily selected as famous, as constituting an un-
differentiated group of equals. One man of this group may stand out 
as much from the rest as the whole group does from the entire nation. 
Hundreds of poetasters and rhymesters do not outweigh the unique 
Goethe.

It is correct to speak of a nation’s mentality at a certain historical 
epoch if we conceive by this term the mentality of the majority. But it 
is subject to change. The German mentality has not been the same in 
the age of medieval feudalism, in the age of the Reformation, in that of 
the Enlightenment, in the days of liberalism, and in our time.

It is probable that today about 80 per cent of all German-speaking 
Europeans are Nazis. If we leave out the Jews, the Austrians, and the 
German-speaking Swiss, we might say that more than 90 per cent of 
the Germans support Hitler’s fi ght for world hegemony. But this can-
not be explained by referring to the characterization of the contempo-
rary Germans given by Tacitus. Such an explanation is no better than 
the Nazis’ method of proving the alleged barbarism of the present-day 
Anglo-Saxons by citing the execution of Jeanne d’Arc, the wholesale 
extermination of the aborigines of Tasmania by the British settlers, and 
the cruelties described in Uncle Tom’s Cabin.

There is no such thing as a stable national character. It is a vicious 
circle to explain Nazism by alleging that the Germans have an inher-
ent tendency to adopt the tenets of Nazism.

3. Germany’s Rubicon

This book has tried to clarify the rise of Nazism; to show how, out of the 
conditions of modern industrialism and of present-day socio-economic 
doctrines and policies, there developed a situation in which the im-
mense majority of the German people saw no means to avoid disaster 
and to improve their lot but those indicated by the program of the Nazi 
party. On the one hand they saw in an age rapidly moving toward eco-
nomic autarky a dark future for a nation which can neither feed nor 
clothe its citizens out of its domestic natural resources. On the other 
hand they believed that they were powerful enough to avoid this ca-
lamity by conquering a suffi cient amount of Lebensraum.

This explanation of the ascendancy of Nazism goes as far as any his-
torical investigation can possibly go. It must stop at the points which 
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limit our endeavors to study historical events. It has to take recourse to 
the concepts of individuality and nonrepeatable uniqueness.

For Nazism was not the only conceivable means of dealing with the 
problems that concern present-day Germany. There was and there is 
another solution: free trade. Of course, the adoption of free-trade prin-
ciples would require the abandonment of interventionism and social-
ism and the establishment of an unhampered market economy. But 
why should this be brushed aside as out of the question? Why did the 
Germans fail to realize the futility of interventionism and the imprac-
ticability of socialism?

It is neither a suffi cient explanation nor a valid excuse to say that 
all other nations also cling to etatism and to economic nationalism. 
Germany was threatened sooner, and in a worse way, by the effects 
of the trend toward autarky. The problem was fi rst and for some time 
a German one, although it later concerned other great nations. Ger-
many was forced to fi nd a solution. Why did it choose Nazism and not 
liberalism, war and not peace?

If forty to sixty years ago Germany had adopted unconditional free 
trade, Great Britain, its crown colonies, British India, and some smaller 
European nations would not have abandoned free trade either. The 
cause of free trade would have received a mighty propulsion. The 
course of world affairs would have been different. The further progress 
of protectionism, monetary particularism, and discrimination against 
foreign labor and foreign capital would have been checked. The tide 
would have been stemmed. It is not unlikely that other countries would 
have imitated the example set by Germany. At any rate, Germany’s 
prosperity would not have been menaced by the further advance of 
other nations toward autarky.

But the Germans did not even consider this alternative. The hand-
ful of men advocating unconditional freedom both in foreign and in 
domestic trade were laughed at as fools, despised as reactionaries, si-
lenced by threats. In the 1890’s Germany was already almost unani-
mous in its support of policies which were designed as the preparation 
for the impending war for more space, the war for world hegemony.

The Nazis defeated all the other socialist, nationalist, and interven-
tionist parties within Germany because they were not afraid to follow 
their program to its ultimate logical conclusion. People were confi dent 
that they meant it seriously. They offered a radical solution for the 
problem of foreign trade; and they outdid by this radicalism the other 
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parties which advocated essentially the same solution but with modera-
tion and in a vacillating and half-way manner. It was the same with 
other problems. There were, for instance, the territorial clauses of the 
Treaty of Versailles. All German parties, without exception, deplored 
these provisions as the most infamous infl icted on Germany, and as 
one of the main causes of its economic distress. The communists did 
not mention these clauses especially, but their disparagement of the 
whole treaty, this most shameful product of capitalist imperialism, as 
they said, included those clauses. It was no different with the pacifi sts. 
But only the Nazis were sincere and consistent enough to proclaim that 
there was no hope of reacquiring the lost provinces except by a victori-
ous war. Thus they alone seemed to offer a remedy for an alleged evil 
that everyone decried.

But it is impossible to explain why, in all these critical years, the 
Germans never seriously considered the other alternative to national-
ism: liberalism and free trade. The fateful decision against free trade 
and peace and in favor of nationalism and war is not open to explana-
tion. In a unique, nonrepeatable historical situation the German na-
tion chose war and rejected the peaceful solution. This was an indi-
vidual historical event, which cannot be further analyzed or explained. 
They crossed their Rubicon.

We may say they acted in this way because they were Germans of 
the age of nationalism. But that explains nothing.

The American Civil War would have been avoided if the Northern-
ers had acquiesced in the secession. The American Revolution would 
not have occurred if the colonists had not been ready to wage a risky 
war for their independence. These characteristics of the Americans of 
1776 and 1861 are ultimate facts, individual cases of historical events.

We cannot explain why some people, faced with an alternative, 
choose a and not b.

Of course, the method chosen by Germany hurts not only every 
other people but the Germans as well. The Germans will not attain 
the ends sought. The Lebensraum wars will prove disastrous for them. 
But we do not know why the Americans in the two cases mentioned 
above made of their option a use which later events proved to be ben-
efi cial to them and to Western civilization, while the Germans chose 
the road to catastrophe.

The same thing can be said about the conduct of the nations men-
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aced by the German plans for aggression. The present state of world af-
fairs is due not only to the malicious aspirations of German nationalists 
but no less to the failure of the rest of the world to thwart them by ap-
propriate measures. If the victims had substituted a close political and 
military coöperation for their mutual rivalries, Germany would have 
been forced to abandon its plans. Everybody knew that there was but 
one means to stop the aggressors and to prevent war: collective security. 
Why did those menaced not adopt this scheme? Why did they prefer 
to cling to their policies of economic nationalism, which rendered vain 
all plans for the formation of a united front of all the peaceful nations? 
Why did they not abandon etatism in order to be able to abolish trade 
barriers? Why did they fail, like the Germans, to consider a return to 
laissez faire?

Etatism not only brought about a situation from which the German 
nationalists saw no way out but conquest, but also rendered futile all 
attempts to stop Germany in time. While the Germans were busy re-
arming for the “day,” Great Britain’s main concern was to injure the 
interests of the French and of all other nations by barring their exports 
to Great Britain. Every nation was eager to use its sovereignty for the 
establishment of government control of business. This attitude neces-
sarily implied a policy of insulation and economic nationalism. Every 
nation was waging a continuous economic war against every other 
nation. Every citizen glowed when the latest statistical report showed 
an increase in exports or a drop in imports. The Belgians were jubi-
lant when the imports from the Netherlands diminished; the Dutch 
rejoiced when they succeeded in reducing the number of Dutch tour-
ists visiting Belgium. The Swiss Government subsidized French tour-
ists traveling in Switzerland; the French Government subsidized Swiss 
tourists traveling in France. The Polish Government penalized its citi-
zens for visiting foreign countries. If a Pole, a Czech, a Hungarian, or 
a Rumanian wanted to consult a Viennese doctor or to send his son to 
a Swiss school, he had to apply for a special permit from the offi ce of 
foreign exchange control.

Everybody was convinced that this was lunacy—unless it was an act 
of his own government. Every day the newspapers reported examples 
of especially paradoxical measures of economic nationalism and criti-
cized them severely. But no political party was prepared to demolish its 
own country’s trade walls. Everybody was in favor of free trade for all 
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other nations and of hyper-protectionism for his own. It did not seem 
to occur to anyone that free trade begins at home. For nearly everyone 
favored government control of business within his own country.

For this attitude too history cannot provide any better explanation 
than recourse to the notion of individuality or uniqueness. Faced with 
a serious problem, the nations chose the way to disaster.

4. The Alternative

The reality of Nazism faces everybody else with an alternative: They 
must smash Nazism or renounce their self-determination, i.e., their 
freedom and their very existence as human beings. If they yield, they 
will be slaves in a Nazi-dominated world. Their civilizations will per-
ish; they will no longer have the freedom to choose, to act, and to live 
as they wish; they will simply have to obey. The Führer, the vicar of 
the “German God,” will become their Supreme Lord. If they do not 
acquiesce in such a state of affairs, they must fi ght desperately until the 
Nazi power is completely broken. There is no escape from this alterna-
tive; no third solution is available. A negotiated peace, the outcome of 
a stalemate, would not mean more than a temporary armistice. The 
Nazis will not abandon their plans for world hegemony. They will re-
new their assault. Nothing can stop these wars but the decisive victory 
or the fi nal defeat of Nazism.

It is a fatal mistake to look at this war as if it were one of the many 
wars fought in the last centuries between the countries of Western civi-
lization. This is total war. It is not merely the destiny of a dynasty or a 
province or a country that is at stake, but the destiny of all nations and 
civilizations. Europe has not had to encounter a similar danger since 
the Tartar invasions in the thirteenth century. The lot of the defeated 
would be worse than that of the Greeks and the Serbs under the Turk-
ish yoke. The Turks did not attempt to wipe out the vanquished Greeks 
and Serbs, or to eradicate their language and their Christian creed. But 
the Nazis have other things in store for the conquered: extermination 
of those stubbornly resisting the master race, enslavement for those 
spontaneously yielding.

In such a war there cannot be any question of neutrality. The neu-
trals know very well what their fate will be if the Nazis conquer the 
United Nations. Their boasts that they are ready to fi ght for their in-
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dependence if the Nazis attack them are vain. In the event of a defeat 
of the United Nations, military action on the part of Switzerland or 
Sweden would not be more than a symbolic gesture. Under present 
conditions neutrality is equal to a virtual support of Nazism.

The same holds true for German-speaking men and women whether 
they are citizens of the Reich or not. There are citizens of the Reich 
who want to save face by asserting that they are not Nazis but that they 
cannot help fi ghting in the ranks of their fellow citizens. It is a man’s 
duty, they say, to be unconditionally loyal to his own linguistic group 
whether its cause is right or wrong. It was this idea that turned some 
citizens of Austria, Switzerland, and various American countries ei-
ther toward Nazism or toward what they believed to be an attitude of 
neutrality.

But this doctrine of the unlimited solidarity of all members of a lin-
guistic group is one of the main vices of nationalism. Nobody would 
be prepared to maintain such a principle of solidarity with regard to 
other groups. If the majority of the inhabitants of a town or a province 
decided to fi ght against the rest of the country, few would admit that 
the minority had a moral obligation to stand with the majority and 
to support its action. The issue in the struggle between Nazism and 
the rest of mankind is whether the community of people speaking the 
same language is the only legitimate social collectivity, or whether the 
supremacy must be assigned to the great society embracing all human 
beings. It is the fi ght of humanity against the claims of the intransigent 
particularism of a group. On better grounds than those on which the 
Nazis deny to the Austrians and the Swiss the rights of moral and po-
litical autonomy and of unrestricted sovereignty, the members of the 
human society must deny these rights to the various linguistic groups. 
No human coöperation and no lasting peace are conceivable if men 
put loyalty to any particular group above loyalty to humanity, moral 
law, and the principle of every individual’s moral responsibility and au-
tonomy. Renan was right in asserting that the problem is whether a 
man belongs to any particular group or to himself.*

The Nazis themselves realize clearly that under the conditions 
brought about by the international division of labor and the present 
state of industrialism, the isolation of nations or countries has become 
impossible. They do not want to withdraw from the world and to live 

* See above, p. 103.
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on their own soil in splendid isolation. They do not want to destroy the 
great world-embracing society. They intend to organize it as an oligar-
chy. They alone are to rule in this oligarchy; the others are to obey and 
be their slaves. In such a struggle whoever does not take the part of 
those fi ghting against the Nazis furthers the cause of Nazism.

This is true today of many pacifi sts and conscientious objectors. We 
may admire their noble motives and their candid intentions. But there 
is no doubt that their attitudes result in complicity with Nazism. Non-
resistance and passive obedience are precisely what the Nazis need for 
the realization of their plans. Kant was right in asserting that the proof 
of a principle’s moral value is whether or not it could be accepted (the 
pragmatists would say, whether or not it would “work”) as a universal 
rule of conduct. The general acceptance of the principle of nonresis-
tance and of passive obedience by the non-Nazis would destroy our 
civilization and reduce all non-Germans to slavery.

There is but one means to save our civilization and to preserve the 
human dignity of man. It is to wipe out Nazism radically and pitilessly. 
Only after the total destruction of Nazism will the world be able to re-
sume its endeavors to improve social organization and to build up the 
good society.

The alternatives are humanity or bestiality, peaceful human co-
öperation or totalitarian despotism. All plans for a third solution are 
illusory.
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The Delusions of World Planning

1. The Term “Planning”

It is obvious that in this age of international division of labor, on the 
one hand, and of government interference with business on the other, 
unrestricted sovereignty for each nation must lead to economic nation-
alism and through it to confl ict. No one ventures to deny that economic 
nationalism and peace are incompatible. Therefore all projects for the 
establishment of a more satisfactory state of world affairs include pro-
posals for the substitution of some kind of international coöperation for 
the permanent antagonisms of economic nationalism. The most popu-
lar of these suggestions are labeled World Planning or International 
Planning. Planning is the patent medicine of our day. People are con-
vinced that it will cure all the evils of domestic and foreign affairs. The 
prestige of the catchword “planning” is so great that the mere mention 
of it is considered a solution of all economic problems.

In dealing with domestic affairs planning is used as a synonym 
for socialism. Sometimes only the German pattern of socialism—
Zwangswirtschaft—is called planning, while the term socialism proper 
is reserved for the Russian pattern. At any rate planning always means 
planning by government authorities and execution of these plans by 
order of the government enforced by the police power. Planning is the 
antithesis of free enterprise and private ownership of the means of pro-
duction. Planning and capitalism are utterly incompatible. Within a 
system of planning production is conducted according to the govern-
ment’s orders, not according to the plans of capitalist enterpreneurs ea-
ger to profi t by best serving the wants of consumers.

It is a delusion to believe that planning and free enterprise can be 
reconciled. No compromise is possible between the two methods. 
Where the various enterprises are free to decide what to produce and 
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how, there is capitalism. Where, on the other hand, the government 
authorities do the directing, there is socialist planning. Then the vari-
ous fi rms are no longer capitalist enterprises; they are subordinate state 
organs bound to obey orders. The former entrepreneur becomes a shop 
manager like the Betriebsführer in Nazi Germany.

The idea of planning by the organized groups of the various 
branches of production is very popular with some businessmen. This 
would amount to a substitution of compulsory cartels for free enter-
prise and competition. It would set aside capitalism and put entrepre-
neur syndicalism in its place, something like a replica of the medieval 
guild system. It would not bring socialism, but all-round monopoly 
with all its detrimental consequences. It would impair supply and put 
serious obstacles in the way of technical improvements. It would not 
preserve free enterprise but give a privileged position to those who now 
own and operate plants, protecting them against the competition of 
effi cient newcomers. It would mean a partial abdication of the state for 
the benefi t of small groups of wealthy men.

In reference to international affairs the word planning sometimes 
means world socialism with a unitary world management. More of-
ten, however, it means the substitution of coöperative interventionism 
of all or many governments for the independent interventionism of 
every national government. We will have to deal with both of these 
conceptions.

But before beginning an economic examination of the problems in-
volved it is desirable to make a few observations concerning the psy-
chological roots of the popularity of the idea of planning.

2. The Dictatorship Complex

Man is born an asocial and antisocial being. The newborn child is a 
savage. Egoism is his nature. Only the experience of life and the teach-
ings of his parents, his brothers, sisters, playmates, and later of other 
people force him to acknowledge the advantages of social coöperation 
and accordingly to change his behavior. The savage thus turns toward 
civilization and citizenship. He learns that his will is not almighty, that 
he has to accommodate himself to others and adjust his actions to his 
social environment, and that the aims and the actions of other people 
are facts with which he must reckon.
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The neurotic lacks this ability to adapt himself to his environment. 
He is asocial; he never arrives at an adjustment with the facts. But 
whether he likes it or not, reality has its own way. It is beyond the neu-
rotic’s power to eliminate the will and the actions of his fellowmen 
and to sweep everything before him. Thus he escapes into daydreams. 
The weakling, lacking the strength to get on with life and reality, in-
dulges in reveries on dictatorship and on the power to subdue every-
body else. The land of his dreams is the land in which his will alone 
decides; it is the realm in which he alone gives orders and all others 
obey. In this paradise only that happens which he wants to happen. 
Everything is sound and reasonable, i.e., everything corresponds ex-
actly to his ideas and wishes, is reasonable from the viewpoint of his 
reason.

In the secrecy of these daydreams the neurotic assigns to himself the 
role of the dictator; he himself is Caesar. When addressing his fellow 
citizens he must be more modest. He depicts a dictatorship operated 
by somebody else. But this dictator is only his substitute and handy-
man; he acts only as the neurotic wants him to act. A daydreamer who 
refrained from this cautious restriction and proposed himself for the 
post of the dictator, would risk being considered and treated as a luna-
tic. The psychiatrists would call his insanity megalomania.

Nobody ever recommended a dictatorship aiming at ends other than 
those he himself approved. He who advocates dictatorship always ad-
vocates the unrestricted rule of his own will, although operated by an 
intermediary, an amanuensis. He wants a dictator made in his own 
image.

Now we may grasp the causes of the popularity of planning. Every-
thing that men do has to be planned, is the realization of plans. In 
this sense all economic activity means planning. But those disparag-
ing anarchic production and advocating planned economy are eager to 
eliminate the plans of everybody else. One will alone should have the 
right to will, one plan alone should be realized, namely, the plan which 
the neurotic approves, the reasonable plan, the only plan. All obstacles 
should be removed, all other people’s power should be broken, noth-
ing should prevent the wretched neurotic from arranging the world 
according to his whims. Every means is right if it helps to raise the 
daydreamer’s reason to the throne.

The unanimous approval of planning by our contemporaries is only 
apparent. The supporters of planning disagree with regard to their 
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plans. They agree only in the refutation of the plans brought forward 
by other people.

Many popular fallacies concerning socialism are due to the mis-
taken belief that all friends of socialism advocate the same system. On 
the contrary, every socialist wants his own socialism, not the other fel-
low’s. He disputes the other socialists’ right to call themselves socialists. 
In the eyes of Stalin the Mensheviks and the Trotskyists are not social-
ists but traitors, and vice versa. The Marxians call the Nazis supporters 
of capitalism; the Nazis call the Marxians supporters of Jewish capital. 
If a man says socialism, or planning, he always has in view his own 
brand of socialism, his own plan. Thus planning does not in fact mean 
preparedness to coöperate peacefully. It means confl ict.

3. A World Government

The establishment of a supernational world government is an old idea 
of pacifi sts.

Such a world government is not needed for the maintenance of peace, 
however, if democracy and an unhampered market economy prevail ev-
erywhere. Under free capitalism and free trade no special provisions or 
international institutions are required to safeguard peace. Where there 
is no discrimination against foreigners, when everyone is free to live and 
to work where he likes, there are no longer causes for war.

We may grant to the socialists that the same holds true for a social-
ist world state, provided the rulers of this state do not discriminate 
against any races, linguistic groups, or religions. But if, on the contrary, 
discrimination is applied, nothing can hinder the outbreak of wars if 
those who are injured by it believe that they are strong enough to sweep 
it away.

All talk about the establishment of a world authority to prevent armed 
confl icts by the aid of a world police force is vain if favored groups or 
nations are not prepared to renounce their special privileges. If these 
privileges are to be maintained, a world state can be conceived only 
as the despotic rule of the privileged nations over the underprivileged. 
A democratic commonwealth of free nations is incompatible with any 
discrimination against large groups.

A world parliament elected by the universal and equal suffrage of 
all adults would obviously never acquiesce in migration and trade bar-
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riers. It is absurd to assume that the peoples of Asia would be prepared 
to tolerate the immigration laws of Australia and New Zealand, or 
that the predominantly industrial nations of Europe would agree to a 
policy of protectionism for the countries producing raw materials and 
foodstuffs.

One should not allow oneself to be misled by the fact that within 
individual countries minority groups have succeeded in obtaining 
privileges benefi cial to themselves and detrimental to the majority of 
the nation. We have dealt suffi ciently with this phenomenon. Suppose 
we assume that the intricacy of the problem of the economic conse-
quences of protectionism should so confuse the minds of the inter-
national lawmakers that the representatives of those injured by trade 
barriers were temporarily deluded into withdrawing their opposition. It 
is not very likely, but it could happen. But it is certain that a world par-
liament, in which the representatives of those injured by the working 
of immigration barriers would form a compact majority, would never 
consent to their permanent preservation. Such are the hard facts which 
render the ambitious plans for a democratic world state or world federa-
tion illusory. Under present conditions it is utopian to indulge in such 
projects.

We have already pointed out that the maintenance of migration 
barriers against totalitarian nations aiming at world conquest is in-
dispensable to political and military defense. It would undoubtedly 
be wrong to assert that under present conditions all kinds of migra-
tion barriers are the outcome of the misguided selfi sh class interests 
of labor. However, as against the Marxian doctrine of imperialism, al-
most generally accepted today, it is necessary to emphasize that the 
capitalists and entrepreneurs in their capacity as employers are not 
at all interested in the establishment of immigration barriers. Even 
if we were to agree to the fallacious doctrine that profi ts and interest 
come into existence because the entrepreneurs and capitalists with-
hold from the worker a part of what should rightly be paid to him, it 
is obvious that neither their short-run nor their long-run interests push 
the capitalists and entrepreneurs toward measures which raise domes-
tic wage rates. Capital does not favor immigration barriers any more 
than it does Sozialpolitik, whose inextricable outcome is protection-
ism. If the selfi sh class interests of big business were supreme in the 
world, as the Marxians tell us, there would be no trade barriers. The 
owners of the most effi cient plants are—under domestic economic 
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 freedom—not interested in protection. They would not ask for import 
duties were it not to compensate for the rise in costs caused by pro-labor 
policies.

As long as there are migration barriers, wage rates fi xed on the do-
mestic labor market remain at a higher level in those countries in which 
physical conditions for production are more favorable—as, for instance, 
in the United States—than in countries offering less favorable condi-
tions. Tendencies toward an equalization of wage rates are absent when 
the migration of workers is prevented. Under free trade combined with 
migration barriers there would prevail in the United States a tendency 
toward an expansion of those branches of production in which wages 
form a comparatively small part of the total costs of production. Those 
branches which require comparatively more labor (for instance, the 
garment trade) would shrink. The resulting imports would bring about 
neither bad business nor unemployment. They would be compensated 
by an increase in the export of goods which can be produced to the 
greatest advantage in this country. They would raise the standard of liv-
ing both in America and abroad. While some enterprises are menaced 
by free trade, the interests of the bulk of industry and of the whole na-
tion are not. The main argument advanced in favor of American pro-
tectionism, namely, that protection is needed to maintain the nation’s 
high standard of living, is fallacious. American wage rates are protected 
by the immigration laws.

Pro-labor legislation and union tactics result in raising wage rates 
above the level secured by the immigration laws. The social gains 
brought about by such methods are only apparent. If there is no tariff, 
they result either in a drop in wage rates or in unemployment, because 
the competitive power of domestic industries is weakened and be-
cause their sales drop concomitantly. If there is a protective tariff, they 
raise the prices of those commodities which on account of the increase 
in domestic production costs require protection. Thus the workers are 
hurt in their capacity as consumers.

Investors would not suffer if protection were denied to domestic 
industries. They are free to invest in those countries in which condi-
tions seem to offer the best chances of profi t. Only the interests of the 
capital already invested in some branches of industry are favored by 
protection.

The best evidence that big business does not derive an advantage 
from protection is provided by the fact that the biggest fi rms are op-

L4875.indb   274L4875.indb   274 1/10/11   12:32:37 PM1/10/11   12:32:37 PM



the delusions of world planning � 275

erating plants in various countries. This is precisely the characteristic 
feature of large-scale enterprises in this age of hyper-protectionism.* 
However, it would be more profi table for them (and, of course, at the 
same time more advantageous for consumers) if they were able to con-
centrate their entire production in plants located where conditions are 
most favorable.

The real barrier to a full use of the productive forces is not, as the 
Marxians say, capital or capitalism, but those policies designed to re-
form and to check capitalism which Marx branded as petty bourgeois. 
At the same time these policies beget economic nationalism and sub-
stitute international confl ict for peaceful coöperation under the inter-
national division of labor.

4. Planned Production

The more realistic suggestions for world planning do not imply the es-
tablishment of a world state with a world parliament. They propose in-
ternational agreements and regulations concerning production, foreign 
trade, currency and credit, and fi nally foreign loans and investments.

Planners sometimes describe their proposals as measures to combat 
poverty and want. The description is ambiguous. All economic poli-
cies are designed as remedies for poverty. Laissez faire too is a method 
of abolishing poverty. Both history and economic theory have demon-
strated that it has been more successful than any other policy. When 
the Japanese tried to expand their exports by underselling, they too 
sought to improve the lot of the Japanese masses. If economic national-
ism in other countries had not hindered their endeavors, they would 
not only have attained this end but would at the same time have raised 
the standards of living in the importing countries by providing their 
peoples with cheaper goods.

It is necessary to emphasize that we are not dealing here with plans 
for international charity. It would relieve much suffering if some na-
tions were prepared to aid the starving masses in the poor countries 
by gratuitously distributing food and clothing. But such actions are 

* For instance, the American motor-car manufacturers or the big oil, margarine, and soap con-
cerns. The American automobile manufacturers do not advocate protection. In Germany the 
Association of Manufacturers of Machinery was the only organization which (up to 1933) had 
the courage to fi ght openly the protectionist program of the nationalist parties.

L4875.indb   275L4875.indb   275 1/10/11   12:32:37 PM1/10/11   12:32:37 PM



276 � the future of western civilization

 outside the scope of strictly economic considerations. They are modes 
of consumption, not of production of goods.

We may fi rst examine the proposals for regulating—by  international 
agreements of various governments or by the order of an interna-
tional authority established for that task—the production of various 
commodities.

In the unhampered market the prices are the guides and regulators 
of production. Goods are produced whenever they can be produced at 
a profi t and are not produced when production involves a loss. A profi t-
able industry tends to expand and an unprofi table one to shrink. An 
industry is unprofi table if the prices which the producer can obtain for 
the products do not cover the cost of the materials and labor required 
for their production. The consumers therefore determine by their buy-
ing or nonbuying how much should be produced in every branch of 
industry. The amount of wheat produced is determined by the price 
which the consumers are ready to pay. An expansion of production be-
yond these limits would mean that factors of production (labor and 
capital), which in accordance with the demands of the consumers are 
needed for the production of other commodities, would be diverted 
to the satisfaction of needs which the consumers consider less urgent. 
There prevails under unhampered capitalism a tendency to fi x the 
amount of production in every fi eld at a level at which the marginal 
producer or producers, i.e., those working under the least favorable 
conditions, neither make a profi t nor incur a loss.

Conditions being such, a regulation providing for the expansion of 
production of a commodity would be to no purpose if the government 
or international authority did not subsidize the submarginal producers 
in order to indemnify them for the losses incurred. But this would re-
sult in a corresponding restriction of the output of other commodities. 
Factors of production would be withdrawn from other branches to be 
used to expand the industry subsidized. The consumers, who as tax-
payers provide the means needed for the subsidies, must restrict their 
consumption. They get smaller amounts of commodities of which they 
want to get more, and have the opportunity to get more of other com-
modities for which their demand is less intense. The intervention of 
the government does not comply with their individual wishes. At bot-
tom they cannot consider its result an improvement of their condition.

It is not in the power of governments to increase the supply of one com-
modity without a corresponding restriction in the supply of other com-
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modities more urgently demanded by consumers. The authority may re-
duce the price of one commodity only by raising the prices of others.

There are of course hundreds of millions of people who would be 
ready to consume more wheat, sugar, rubber, or tin if the prices were 
lower. The sales of every commodity increase with falling prices. But 
no government interference could make these commodities cheaper 
without raising the prices of other commodities, e.g., meat, wool, or 
pulp. A general increase of production can be obtained only by the 
improvement of technical methods, by the accumulation of additional 
capital, and by a more effi cient use of all factors of production. No 
planning—whether national or international—can effect a general 
lowering of real prices and redress the grievances of those for whom 
prices are too high.

But most supporters of international planning have not the least in-
tention of making raw materials and foodstuffs cheaper. On the con-
trary. What they really have in mind is raising prices and restricting 
supply. They see the best promise in the policies by which various 
governments—mainly in the last twenty years—have tried to put into 
effect restrictions and price increases for the benefi t of special groups 
of producers and to the disadvantage of consumers. True, some of 
these schemes worked only for a short time and then collapsed, while 
many did not work at all. But this, according to the planners, was due 
to faults in technical execution. It is the essence of all their projects for 
postwar economic planning that they will so improve the methods ap-
plied as to make them succeed in the future.

The dangerous fact is that while government is hampered in endeav-
ors to make a commodity cheaper by intervention, it certainly has the 
power to make it more expensive. Governments have the power to cre-
ate monopolies; they can force the consumers to pay monopoly prices; 
and they use this power lavishly.

Nothing more disastrous could happen in the fi eld of international 
economic relations than the realization of such plans. It would divide 
the nations into two groups—the exploiting and the exploited; those 
restricting output and charging monopoly prices, and those forced to 
pay monopoly prices. It would engender insoluble confl icts of interests 
and inevitably result in new wars.

The advocates of these schemes try to justify their suggestions by 
pointing out that conditions are very unsatisfactory for the producers of 
raw materials and foodstuffs. There is overproduction, in these lines, 
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they insist, and prices are so low that the producers lose money. The 
aim of their plans, they say, is to restore the profi tability of production.

It is true that a good deal of the production of these commodities 
does not pay. The trend toward autarky makes it harder for the in-
dustrial nations to sell their manufactures abroad; consequently they 
have to restrict their buying of food and raw materials. Hence it is 
necessary to retrench production of food and raw materials; the sub-
marginal producers must go out of business. It is very unfortunate for 
them, but they can blame only the politicians of their own countries 
who have been responsible for the hyper-protectionist policies. The 
only way to increase the sales of coffee and to make prices go up on 
a nonmonopolized market is to buy more products from those coun-
tries in which coffee consumption would expand if their exports in-
creased. But the pressure groups of the producers reject this solution 
and work for monopoly prices. They want to substitute monopolis-
tic schemes for the operation of an unhampered market. On an un-
hampered market the restriction in the output of raw materials and 
foodstuffs, made unavoidable by the protectionist policies of the pro-
ducing countries, would take place automatically by the elimination 
of the submarginal producers—i.e., those for whom production does 
not pay at the market price. But the governments want to put into ef-
fect a much greater restriction for the sake of establishing monopoly 
prices.

It is often said that the mechanism of the capitalist market no longer 
works under present conditions. The submarginal producers, the argu-
ment runs, do not go out of business; they continue production; thus 
prices go down to a level at which production no longer pays any pro-
ducer. Therefore government intervention is needed.

The fact is true; but its interpretation and the conclusions drawn from 
the interpretation are entirely wrong. The reason the submarginal pro-
ducers do not stop producing is that they are confi dent that government 
intervention will render their business profi table again. Their contin-
ued production gluts the market so that prices no longer cover the costs 
even of the other producers. In this as in so many other instances the 
unsatisfactory effects of a previous government intervention are put for-
ward as arguments for further intervention. Export sales drop because 
imports have been checked; thus the prices of export goods also drop; 
and then a demand arises for measures to make prices go up.

Let us look once again at conditions in American agriculture. From 
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its early colonial beginnings there has been a continuous shifting of 
farming from less fertile to more fertile soil. There have always been 
submarginal farms on which production had to be discontinued be-
cause the competition of farmers producing at lower costs rendered 
them unprofi table. But with the New Deal things took a new turn. 
The government interfered to the advantage of the submarginal farm-
ers. All farmers had to submit to a proportional restriction of output. 
The government embarked upon a vast scheme for restricting output, 
raising prices, and subsidizing the farmers. In interfering for the spe-
cial benefi t of the submarginal farmer it did so to the disadvantage of 
everyone consuming food and cotton and to the disadvantage of the 
taxpayer. It burdened the rest of the nation in order to pay bounties to 
some groups. Thus it split the nation into confl icting classes—a class of 
bounty receivers and a more numerous class of bounty payers. This is 
the inevitable outcome of interventionism. The government can give 
to one group only what it takes from another.

The domestic confl icts engendered by such policies are very serious 
indeed. But in the sphere of international relations they are incompa-
rably more disastrous. To the extent that monopoly prices are charged 
for food and raw materials the grievances of the have-nots are justifi ed.

Such are the prospects of international or world planning in the 
sphere of production of raw materials and foodstuffs. It would be diffi -
cult to imagine any program whose realization would contribute more 
to engendering future confl icts and wars.

5. Foreign Trade Agreements

In the age of laissez faire commercial treaties were considered a means 
of abolishing, step by step, trade barriers and all other measures of dis-
crimination against foreigners. In those days the most-favored-nation 
clause was a requisite of such treaties.

Then the tide turned. With the ascendancy of interventionism im-
ports were deemed disastrous to a nation’s economic prosperity. Dis-
crimination against foreigners then came to be regarded as a good 
means for promoting the well-being of a country. The meaning of 
commercial treaties changed radically. Governments became eager 
to overreach one another in negotiations. A treaty was valued in pro-
portion as it hindered the other nation’s export trade and seemed to 
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 encourage one’s own. Most-favored-nation treatment gave way to hos-
tile discrimination.

In the long run there cannot be such a thing as “moderate” pro-
tectionism. If people regard imports as an injury, they will not stop 
 anywhere on the way toward autarky. Why tolerate an evil if there 
seems to be a way to get rid of it? Protectionism was bound to evolve 
into the license and quota system and into foreign exchange control. 
The ultimate goal of nearly every nation’s foreign-trade policy today is 
to prevent all imports. This means autarky.

It is vain to expect anything from purely technical changes in the 
methods applied in international negotiations concerning foreign-
trade matters. If Atlantis is resolved to bar access to cloth manufac-
tured abroad, it is of no importance whether its delegates must negoti-
ate directly with the delegates of Thule, or whether the subject can be 
dealt with by an international board in which other nations are repre-
sented. If Atlantis is prepared to admit a limited amount—a quota—of 
cloth from Thule only because it wants to sell a corresponding quota of 
wheat to Thule, it is not likely to yield to a suggestion that it allot a part 
of this quota to other nations. If pressure or violence is applied in order 
to force Atlantis to change its import regulations so that greater quanti-
ties of cloth can be imported, it will take recourse to other methods 
of interventionism. Under a regime of government interference with 
business a government has innumerable means at hand to penalize im-
ports. They may be less easy to handle but they can be made no less 
effi cacious than tariffs, quotas, or the total prohibition of imports.

Under present conditions an international body for foreign-trade 
planning would be an assembly of the delegates of governments at-
tached to the ideas of hyper-protectionism. It is an illusion to assume 
that such an authority would be in a position to contribute anything 
genuine or lasting to the promotion of foreign trade.

Some people cling to the belief that while universal free trade and a 
world-embracing division of labor are quite wrong, at least neighboring 
countries should enter into closer economic coöperation. Their econo-
mies could complement each other, it is argued, if they were prepared 
to form regional economic blocs. This doctrine, fi rst developed by Ger-
man nationalism, is fallacious.

As a rule neighboring countries offer similar natural conditions for 
production, especially in agriculture. Their economic systems are less 
likely to complement each other than to make them competitors on 
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the world market. A customs union between Spain and Portugal, or 
between Bulgaria and Yugoslavia, or between Germany and Belgium 
would mean little. The main problems of foreign trade are not re-
gional. The conditions for Spanish wine export could not be improved 
through free trade with Portugal, or vice versa. The same holds true for 
the production of machines in Germany and Belgium, or for agricul-
tural production in Bulgaria and Yugoslavia.

6. Monetary Planning

The gold standard was an international standard. It safeguarded the 
stability of foreign exchange rates. It was a corollary of free trade and 
of the international division of labor. Therefore those who favored etat-
ism and radical protectionism disparaged it and advocated its abolition. 
Their campaign was successful.

Even at the height of liberalism governments did not give up try-
ing to put easy money schemes into effect. Public opinion is not pre-
pared to realize that interest is a market phenomenon which cannot 
be abolished by government interference. Everybody values a loaf of 
bread available for today’s consumption higher than a loaf which will 
be available only ten or a hundred years hence. As long as this is true, 
every economic activity must take it into account. Even a socialist 
management would be forced to pay full regard to it.

In a market economy the rate of interest has a tendency to corre-
spond to the amount of this difference in the valuation of future goods 
and present goods. True, governments can reduce the rate of interest 
in the short run. They can issue additional paper money. They can 
open the way to credit expansion by the banks. They can thus create 
an artifi cial boom and the appearance of prosperity. But such a boom 
is bound to collapse soon or late and to bring about a depression.

The gold standard put a check on governmental plans for easy 
money. It was impossible to indulge in credit expansion and yet cling to 
the gold parity permanently fi xed by law. Governments had to choose 
between the gold standard and their—in the long run disastrous—
policy of credit expansion. The gold standard did not collapse. The 
governments destroyed it. It was as incompatible with etatism as was 
free trade. The various governments went off the gold standard be-
cause they were eager to make domestic prices and wages rise above 
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the world market level, and because they wanted to stimulate exports 
and to hinder imports. Stability of foreign exchange rates was in their 
eyes a mischief, not a blessing.*

No international agreements or international planning is needed 
if a government wants to return to the gold standard. Every nation, 
whether rich or poor, powerful or feeble, can at any hour once again 
adopt the gold standard. The only condition required is the abandon-
ment of an easy money policy and of the endeavors to combat imports 
by devaluation.

The question involved here is not whether a nation should return 
to the particular gold parity that it had once established and has long 
since abandoned. Such a policy would of course now mean defl ation. 
But every government is free to stabilize the existing exchange ratio 
between its national currency unit and gold, and to keep this ratio sta-
ble. If there is no further credit expansion and no further infl ation, the 
mechanism of the gold standard or of the gold exchange standard will 
work again.

All governments, however, are fi rmly resolved not to relinquish infl a-
tion and credit expansion. They have all sold their souls to the devil of 
easy money. It is a great comfort to every administration to be able to 
make its citizens happy by spending. For public opinion will then attri-
bute the resulting boom to its current rulers. The inevitable slump will 
occur later and burden their successors. It is the typical policy of après 
nous le déluge. Lord Keynes, the champion of this policy, says: “In the 
long run we are all dead.” † But unfortunately nearly all of us outlive 
the short run. We are destined to spend decades paying for the easy 
money orgy of a few years.

Infl ation is essentially antidemocratic. Democratic control is budget-
ary control. The government has but one source of revenue—taxes. No 
taxation is legal without parliamentary consent. But if the government 
has other sources of income it can free itself from this control.

If war becomes unavoidable, a genuinely democratic government is 
forced to tell the country the truth. It must say: “We are compelled to 

* Such is the essence of the monetary teachings of Lord Keynes. The Keynesian school pas-
sionately advocates instability of foreign exchange rates.
† Lord Keynes did not coin this phrase in order to recommend short-run policies but in order 
to criticize some inadequate methods and statements of monetary theory (Keynes, Monetary 
Reform, New York, 1924, p. 88). However, the phrase best characterizes the economic policies 
recommended by Lord Keynes and his school.
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fi ght for our independence. You citizens must carry the burden. You 
must pay higher taxes and therefore restrict your consumption.” But if 
the ruling party does not want to imperil its popularity by heavy taxa-
tion, it takes recourse to infl ation.

The days are gone in which most persons in authority considered 
stability of foreign exchange rates to be an advantage. Devaluation of 
a country’s currency has now become a regular means of restricting 
imports and expropriating foreign capital. It is one of the methods of 
economic nationalism. Few people now wish stable foreign exchange 
rates for their own countries. Their own country, as they see it, is fi ght-
ing the trade barriers of other nations and the progressive devaluation 
of other nations’ currency systems. Why should they venture to demol-
ish their own trade walls?

Some of the advocates of a new international currency believe that 
gold is not fi t for this service precisely because it does put a check on 
credit expansion. Their idea is a universal paper money issued by an 
international world authority or an international bank of issue. The in-
dividual nations would be obliged to keep their local currencies at par 
with the world currency. The world authority alone would have the 
right to issue additional paper money or to authorize the expansion of 
credit by the world bank. Thus there would be stability of exchange 
rates between the various local currency systems, while the alleged 
blessings of infl ation and credit expansion would be preserved.

These plans fail, however, to take account of the crucial point. In 
every instance of infl ation or credit expansion there are two groups, 
that of the gainers and that of the losers. The creditors are the losers; it 
is their loss that is the profi t of the debtors. But this is not all. The more 
fateful results of infl ation derive from the fact that the rise in prices 
and wages which it causes occurs at different times and in different 
measure for various kinds of commodities and labor. Some classes of 
prices and wages rise more quickly and to a higher level than others. 
While infl ation is under way, some people enjoy the benefi t of higher 
prices on the goods and services they sell, while the prices of goods 
and services they buy have not yet risen at all or not to the same extent. 
These people profi teer by virtue of their fortunate position. For them 
infl ation is good business. Their gains are derived from the losses of 
other sections of the population. The losers are those in the unhappy 
situation of selling services and commodities whose prices have not yet 
risen at all or not in the same degree as the prices of things they buy 
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for their own consumption. Two of the world’s greatest philosophers, 
David Hume and John Stuart Mill, took pains to construct a scheme 
of infl ationary changes in which the rise of prices and wages occurs 
at the same time and to the same extent for all commodities and ser-
vices. They both failed in the endeavor. Modern monetary theory has 
provided us with the irrefutable demonstration that this disproportion 
and nonsimultaneousness are inevitable features of every change in the 
quantity of money and credit.*

Under a system of world infl ation or world credit expansion every 
nation will be eager to belong to the class of gainers and not to that 
of the losers. It will ask for as much as possible of the additional quan-
tity of paper money or credit for its own country. As no method could 
eliminate the inequalities mentioned above, and as no just principle 
for the distribution could be found, antagonisms would originate for 
which there would be no satisfactory solution. The populous poor na-
tions of Asia would, for instance, advocate a per capita allotment, a 
procedure which would result in raising the prices of the raw materi-
als they produce more quickly than those of the manufactured goods 
they buy. The richer nations would ask for a distribution according to 
national incomes or according to the total amount of business turnover 
or other similar standards. There is no hope that an agreement could 
be reached.

7. Planning International Capital Transactions

The most amazing suggestions for international planning concern for-
eign loans or investments. They aim at a fair distribution of the capital 
available.

Let us assume that American capitalists are prepared to grant a loan 
to the government of Venezuela or to invest money in a mine in Chile. 
What can an international body do in this case? Certainly it will not 
have the power to force the American capitalists to lend the money to 
China rather than Venezuela, or to make the investment in Persian 
railroads instead of in Chilean mining.

* See Mises, Theory of Money and Credit (New York, 1934), pp. 137–145, and Nationalökonomie 
(Geneva, 1940), pp. 375–378. [Also in these editions: Theory of Money and Credit (Yale, 1953), 
pp. 137–145; (Indianapolis, 1980), pp. 160–168. See also Mises’s Human Action (1949; Regnery, 
1966; FEE, 1966; and Liberty Fund, 2007), pp. 416–419.—Ed.]
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Or the American Government might want for various reasons to 
subsidize the construction of motor roads in Mexico. Would the inter-
national authority order it to subsidize Greek textile plants instead?

The international capital market has been disintegrated by eco-
nomic nationalism, as has every other branch of economic internation-
alism. As investments and loans mean business and not charity, capi-
talists have lost the incentive to invest abroad. It will be hard work, and 
it will take a good while, to rebuild the international money and capital 
market. The interference of international authorities would not further 
these endeavors; it would be more likely to hinder them.

Labor unions are likely to be hostile to capital export because they 
are eager to raise as far as possible the domestic marginal productivity 
of labor. Many governments put a general embargo on capital export; 
foreign loans and investments are not permitted without a special gov-
ernment license. It is not probable that a change will occur immedi-
ately after the war.

The poorer countries have done all that they could to promote the 
disintegration of the international capital market. Having infl icted as 
much harm as possible upon foreign capitalists and entrepreneurs, they 
are now anxious to get new foreign capital. However, today they meet 
only with reluctance. Capitalists shun unreliable debtors, and labor is 
unwilling to let capital emigrate.
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Peace Schemes

1. Armament Control

It would be an illusion to assume that any nation today is prepared to 
abandon protectionism. As the ruling parties favor government inter-
ference with business and national planning, they cannot demolish the 
trade barriers erected by their own countries. Thus the incentives for 
war and conquest will not disappear. Every nation will have to be ready 
to repel aggression. War preparedness will be the only means of avoid-
ing war. The old saying Si vis pacem para bellum will be true again.

But even the abolition of trade barriers would not safeguard peace if 
migration barriers were not abolished too. The comparatively overpop-
ulated nations will hardly acquiesce in a state of affairs which results 
in a lower standard of living for them. On the other hand, it is obvious 
that no nation could, without imperiling its independence, open its 
frontiers to the citizens of totalitarian states aiming at conquest. Thus, 
we are forced to recognize that under present conditions no scheme 
can eliminate the root causes of war. Prospects are not bright for more 
friendly international relations in the coming postwar period.

It is even very doubtful whether it would be of any value at all to 
conclude a formal peace treaty with Germany after its defeat. Things 
have changed considerably in these last thirty years. International trea-
ties in general, and especially peace treaties, are not what they used to 
be. This is not only the fault of those Germans who boast that treaties 
are but scraps of paper. The Allies too are not free from guilt.

One of the worst blunders committed by the Allied Powers in 1919 
was the awkward arrangement of the peace negotiations. For centuries 
it had been the custom to conduct peace negotiations in accordance 

1. [“If you want peace prepare for war.”—Ed.]
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with the usages of gentlemen. The delegates of both parties, the victo-
rious and the defeated, would meet as civilized people meet to conduct 
business. The victors neither humiliated nor insulted the vanquished; 
they treated them as gentlemen and equals. They discussed their mu-
tual problems in quiet and polite language. Such were the age-old rules 
and observances of diplomacy.

The Allied Powers broke this usage. They took delight in treating the 
German delegates with contempt and insults. The delegates were con-
fi ned in the houses assigned to them; guards were posted at the doors; 
no delegate had the right to leave the house. They were taken like pris-
oners from the railway station to their lodgings, and from the lodgings 
to the meeting hall, and back again in the same manner. When they 
entered the assembly room, the delegates of the victors answered their 
greetings with manifest disdain. No conversation between the Ger-
man delegates and those of the victors was permitted. The Germans 
were handed a draft of the treaty and asked to return a written answer 
at a fi xed date.

This conduct was inexcusable. If the Allies did not wish to comply 
with the old-established rule of international law requiring oral discus-
sion between the delegates, they should have so informed the German 
Government in advance. The Germans could have been spared the 
sending of a delegation of eminent men. For the procedure chosen by 
the Allies a letter carrier would have suffi ced as German delegate. But 
the successors of Talleyrand and Disraeli wished to enjoy their triumph 
to the full.

Even if the Allies had behaved in a less offensive way, of course the 
Treaty of Versailles would not have been essentially different. If a war 
results not in a stalemate but in one party’s victory, the peace treaty 
is always dictated. The vanquished agree to terms which they would 
not accept under other circumstances. The essence of a peace treaty 
is compulsion. The defeated yield because they are not in a position to 
continue the fi ght. A contract between citizens can be annulled by the 
courts if one of the parties can prove that it was forced to sign under 
duress. But these notions of civil law do not apply to treaties between 
sovereign nations. Here the law of the strongest still prevails.

German propaganda has confused these obvious matters. The Ger-
man nationalists maintained the thesis that the Treaty of Versailles 
was null because it was dictated and not spontaneously accepted by 
Germany. The cession of Alsace-Lorraine, of the Polish provinces, and 
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of northern Schleswig is invalid, they said, because Germany surren-
dered to coercion. But they were inconsistent enough not to apply the 
same argument to the treaties by which Prussia had acquired, since 
1740, its provinces of Silesia, West Prussia, Posen, Saxony, Rhineland, 
Westphalia, and Schleswig-Holstein. They neglected to mention the 
fact that Prussia had conquered and annexed, without any treaty, the 
kingdom of Hanover, the electorate of Hessen, the duchy of Nassau, 
and the republic of Frankfurt. Out of the twelve provinces which in 
1914 formed the kingdom of Prussia, nine were the spoils of successful 
wars between 1740 and 1866. Nor did the French, in 1871, surrender 
Alsace-Lorraine to the Reich of their own free will.

But you simply cannot argue with nationalists. The Germans are 
fully convinced that compulsion applied by them to other nations is 
fair and just, while compulsion applied to themselves is criminal. They 
will never acquiesce in a peace treaty that does not satisfy their appe-
tite for more space. Whether they wage a new war of aggression will 
not depend on whether or not they have duly signed a peace treaty. It is 
vain to expect German nationalists to abide by the clauses of any treaty 
if conditions for a new assault seem propitious.

A new war is unavoidable if the United Nations do not succeed in 
establishing a world order preventing the Germans and their allies 
from rearming. As long as there is economic nationalism, the United 
Nations will have to watch their ramparts day and night.

The alliance of the victorious nations must be made lasting. Ger-
many, Italy, and Japan must be totally disarmed. They must be de-
prived of the right to maintain armies, navies, or air fl eets. A small po-
lice force, armed with rifl es only, can be permitted to them. No kind of 
armament production should be tolerated. The guns and the ammuni-
tion for their policemen should be given to them by the United Nations. 
They should not be permitted to fl y or build any planes. Commercial 
aviation in their countries should be operated by foreign companies 
using foreign planes and employing foreign pilots. But the main means 
to hinder their rearmament should be a strict control of imports on 
the part of the United Nations. No imports should be permitted to the 
aggressor nations if they dedicate a part of their production to arma-
ments or if they try to pile up stocks of imported raw materials. Such 
a control could easily be established. Should any country, under the 
pretext of neutrality, not be prepared to coöperate unconditionally in 
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this scheme, it would be necessary to apply the same methods against 
this country as well.

No ersatz production could frustrate the effi cacy of this scheme. But 
if a change in technological possibilities imperils the working of the 
control system, it will be easy to force the country concerned to surren-
der. The prohibition of all food imports is a very effective weapon.

This is not a very pleasant solution of the problem, but it is the only 
one that could work satisfactorily, provided the victorious nations main-
tain their alliance after the war.

It is wrong to regard unilateral disarmament as unfair to the van-
quished. If they do not plan new aggressions, they are not in need of 
arms. If they dream of new wars and are stopped by lack of arms, uni-
lateral disarmament will favor them no less than the victorious nations. 
Even if they were to be deprived of the instruments to assault other 
peoples, their independence and their right to rule themselves would 
remain untouched.

We must see conditions as they really are, not as we want them to be. 
If this war does not result in making it forever impossible for the Ger-
mans to wage a new war, they will try, sooner or later, to kindle a new 
confl ict. As the victorious nations will not concede them what they 
want, world hegemony, they will not renounce their aggressive plans 
so long as the two strategical advantages of high population fi gures and 
interior lines remain unchanged. Nazism would be resurrected in a 
new form and under a new name.

The peace settlement will further have to make special provisions 
for the punishment of those Nazis responsible for murdering and tor-
turing innocent people. It will have to force the German nation to pay 
indemnities for the robberies committed by their rulers and mobs. This 
will not revive those murdered. It will be impossible, after the passage 
of years, to allot to every individual injured the fair amount of com-
pensation. But it is of the greatest importance to hold the Germans 
answerable for all their acts. It would be absurd to allow all their atroci-
ties to go unpunished. The Nazis would consider it both a success and 
a justifi cation of their conduct. They would think: “After all, we have 
attained at least a partial success; we have reduced the population and 
the wealth of the ‘inferior’ races; the main burden of this war falls on 
them, not on us.” It would be scandalous indeed if the Germans suffer 
less from the consequences of their aggression than those assaulted.
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The Kellogg Pact outlawed war. Germany, Italy, Japan, Hungary, 
and Rumania signed this document. If there was any meaning at all in 
this compact, then it was that aggressors are guilty of an illegal act and 
must bear the responsibility for it. Those citizens of these nations who 
did not openly oppose the dictators cannot plead their innocence.

Every endeavor to make peace last will be futile unless people aban-
don spurious hero worship and cease to pity the defeated aggressor 
more than his victims. The cult of Napoleon I, almost universal in 
nineteenth-century Europe, was an insult to common sense. He cer-
tainly had no excuse for the invasions of Spain and Russia; he was not 
a martyr; he enjoyed infi nitely more comfort in his exile in St. Helena 
than the many thousands he had caused to be maimed and mutilated. 
It was an outrage that those responsible for the violation of Belgian 
neutrality in 1914 escaped punishment. It gave a belated justifi cation to 
their contemptuous description of treaties as scraps of waste paper. The 
attitude of public opinion—outside of France and Belgium—with re-
gard to German reparations was a serious mistake. It encouraged Ger-
man nationalism. These blunders must be avoided in the future.

2. A Critique of Some Other Schemes Proposed

It is vain to expect that defeat will change the mentality of the defeated 
and make them peace loving. They will cling to peace only if condi-
tions are such that they cannot hope to conquer. Any schemes based 
on the assumption that any German party will immediately after the 
defeat renounce aggression and voluntarily embark upon a policy of 
sincere coöperation are futile. A German politician opposing war, if 
there were any real chance of success of a new aggression, would meet 
the fate of Erzberger and Rathenau.

The Germans will one day recover their reason. They will remem-
ber that modern civilization was to some extent an achievement of 
their own. They will fi nd the way back to the ideals of Schiller and 
Goethe. But this process of recovery must come from within. It cannot 

2. [Matthias Erzberger (1875–1921), German statesman, opposed Germany’s war policy and fa-
vored acceptance of the Versailles Treaty, was shot and killed by former offi cers. Walther Ra-
thenau (1867–1922), participated in preparations for the Versailles Peace Conference, served as 
minister of reconstruction and secured reduction of German reparations, was assassinated by 
reactionaries.—Ed.]
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be forced upon Germany—nor upon Italy or Japan—by a victorious 
army or by compulsory education on the part of foreign teachers. The 
Germans must learn that their aggressive nationalism is suicidal, and 
that it has already infl icted irreparable evils upon themselves. They will 
have spontaneously to reject their present tenets and to adopt again all 
those ideas which they dismiss today as Christian, Western, and Jew-
ish. Out of the midst of their own people men will have to emerge 
who address them with the words once used by Saint Remigius at the 
baptism of King Clovis: “Adore what you used to burn, and burn what 
you used to adore.”

Some groups have hatched out a plan for the political dismem-
berment of Germany. They recall that Germany in the days of the 
Deutscher Bund (1815–66) was divided into about forty sovereign states 
and that at that time the Germans did not venture upon aggression. 
In those years the nation was prosperous. If all the German princes 
had fulfi lled the obligation, imposed on them by the settlement of Vi-
enna, to grant their citizens parliamentary institutions, the Germans 
would have had no reason to change their political organization. The 
German Confederation safeguarded them against foreign aggression 
while preventing them from waging wars of conquest. Thus the system 
proved benefi cial both to Germany and to the whole of Europe.

These belated eulogists of Prince Metternich ignore the most im-
portant facts of German history. They do not realize that the Germans 
of those days were liberal, and that their ideas of national greatness dif-
fered radically from those of modern nationalism. They cherished the 
values which Schiller had praised. “The German Empire and the Ger-
man nation,” said Schiller in the draft of his unfi nished poem “Ger-
man Greatness,” are “two different things. The glory of Germany was 
never vested in the persons of its leaders. The German has established 
his own values quite apart from political values. Even if the Empire 
goes astray, German dignity would remain untouched. It is a moral 
eminence, vested in the nation’s civilization and character, which do 
not depend on political vicissitudes.” * Such were the ideas of the Ger-
mans of the early nineteenth century. In the midst of a world marching 
toward genuine liberalism the Germans also were enthusiastically lib-
eral. They would have viewed the Deutscher Bund as a satisfactory so-
lution of the political problem if it had not been the realm of  despotic 

* Cassirer, Freiheit und Form, Studien zur deutschen Geistesgeschichte (Berlin, 1916), pp. 475 ff.
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princes. Today, in this age of nationalism, the Germans also are nation-
alists. They have to face a very serious economic problem, and their 
etatistic prejudices prevent them from seeing any solution other than 
the conquest of Lebensraum. They worship the “brute force” whose 
elimination Schiller had hoped for. Under such conditions national-
ism could not be overthrown by a partition of the Reich into a score 
of independent states. In each of these states the heat of nationalist 
passions would fl are up; the bellicose spirit would virtually coördinate 
and unify their political and military activities, even if formally the 
independence of each section were to be preserved up to the day of the 
new mobilization.

The history of Central Europe could have taken a different course. 
A part of those people who today get their education in classical Ger-
man, taught in school or learned at home, and used in conversation 
with people whom they do not address in their local dialect, might 
be using another of the present-day languages or a language of their 
own. One group of the people using the Low German dialect (Platt) 
has created the Dutch language; another, more numerous group of 
the Low Germans has joined the linguistic community of the High 
Germans. The political and economic process which made the Dutch 
people into a nation with a language of its own could have resulted 
in a more important diminishing of the German linguistic group. If 
the Counter-Reformation and Jesuitism had not crippled all spiritual, 
intellectual, and literary freedom in Bavaria and in Austria, the idiom 
of the Saxon chancellery, which owes its supremacy to Luther’s ver-
sion of the Bible and to the Protestant writings of the fi rst two centu-
ries of the Reformation, might have found a serious rival in a literary 
language developed out of the Bavarian dialect. One could indulge 
even further in such reveries, whether with regard to the Swabian dia-
lect or to the Slavonic and Baltic idioms of the northeast. But such 
dreams cannot change historical facts and political reality. The Ger-
mans are today the most numerous linguistic group in Europe. The 
age of etatism and nationalism must recognize the importance of this 
fact. The greater part of the German-speaking group affi rm the prin-
ciple of nationality; they want a unifi ed German state including all 
German-speaking men. France and Great Britain deserve no credit 
for the fact that the Austrians and the Swiss reject these plans and are 
anxious to stay outside the Reich. On the contrary. In suicidal infatu-
ation the French, and later the English, have done much to weaken 
Austria and to strengthen Prussian aspirations. The Bourbon kings as-
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sociated in their fi ght against Austria not only with Prussia but even 
with the Turks. Great Britain was Prussia’s ally in the Seven Years’ War. 
What business had Napoleon III to attack Austria? It should be noted 
that the present-day Axis constellation was but a revival of the league 
of 1866, when Prussia and Italy assailed Austria, Hungarian national-
ists prepared an upheaval with Bismarck’s aid, and the Hohenzollern 
Prince of Rumania tried to arm for the purpose of giving the fi nish-
ing stroke. At that time governments and public opinion both in Paris 
and in London sympathized with the aggressors. The French and the 
English learned only later that they had been working pour le roi de 
Prusse.

Our problem would be simpler if all men spoke the same language 
or if the various linguistic groups were at least more equal in size. But 
the presence of seventy million German nationalists in the Reich is a 
datum, a necessary point of beginning, of present-day politics. It can-
not be brushed aside by the dismemberment of the Reich. It would 
be a fatal delusion to assume that the problem could be solved in this 
way. To safeguard the independence of Austria and Switzerland must, 
it is true, be the foremost aim of all future plans for a reconstruction of 
Europe. But the dismemberment of the old Reich (the Altreich, as the 
Germans say, in order to distinguish it from Gross-Deutschland includ-
ing Austria and the Sudetenland) would be a futile measure.

Clemenceau has been credited with the dictum that there are twenty 
million Germans too many. Some fanatics have suggested as the pana-
cea the wholesale extermination of all Nazis. This would solve the prob-
lem in a way which from the Nazi point of view would be the logical 
result of total war. The Nazi concept of total victory implies the radical 
extermination of the French, Czechs, Poles, Jews, and other groups; 
and they have already started to execute this plan. They therefore could 
not logically call it unfair or barbarous if the United Nations profi ted 
from their victory to exterminate the “Aryan” citizens of the Reich. Nei-
ther could the Italians, the Japanese, the Magyars, and the Rumanians. 
But the United Nations are not brutes like the Nazis and Fascists.

Some authors believe that the problem of linguistically mixed popu-
lations could be solved by forcible transplantation and exchange of mi-
norities. They refer to the allegedly favorable results of this procedure 
as applied in the case of Turkey and Greece. It seems indeed to be a 
very obvious method of dealing with the unpleasant consequences of 
linguistic promiscuity. Segregate the quarreling groups and you will 
prevent further struggles.
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These plans, however, are untenable. They disregard the fundamen-
tal problem of present-day antagonisms—the inequality of the various 
parts of the earth’s surface. Linguistic promiscuity is the result of mi-
grations on the part of men eager to improve their standard of living. 
Workers move from places where the marginal productivity of labor is 
low to where it is higher—in other words, from comparatively overpop-
ulated areas to those comparatively underpopulated. To prevent such 
migrations or to try to undo them by forcible expulsion and repatria-
tion of the immigrants does not solve the problem but only aggravates 
the confl icts.

The same holds true for peasants. There are, for instance, the Ger-
man farmers in the Banat, one of the most fertile districts of Europe. 
These people immigrated in the eighteenth century. At that time the 
region was at a very low stage of civilization, thinly populated, devas-
tated by Turkish misrule and continuous wars. Today the Banat is a 
bone of contention between the Serbs, Rumanians, and Hungarians. 
The German minority is a thorn in the side of all three claimants. They 
would all be glad to get rid of the Germans. But what kind of compen-
sation could they offer them in exchange for their farms? There are no 
farms in the countries inhabited by German majorities that are owned 
by Serbs or Rumanians, and no equivalent farms owned by Hungar-
ians on the borders of Germany. The expropriation and expulsion of 
the German peasants would not be a step toward pacifi cation; it would 
only create new grievances. Similar conditions prevail all over Eastern 
Europe.

Those who are under the illusion that segregation could solve the 
international problems of our day are blind to reality. The very fact that 
the Australians succeeded in maintaining linguistic and racial homo-
geneity in their country helped to push the Japanese into aggression. 
The closed-door policy is one of the root causes of our wars.

In Great Britain and America many people are frightened by the 
prospect of a communist Germany. They are afraid of contagion. But 
these anxieties are unfounded. Communism is not a disease and it 
does not spread through germs. No country will catch communism 
because it has moved nearer to its frontiers. For whatever chance there 
is of a communist regime coming to power in America or Great Brit-
ain the mentalities of the citizens of these countries are responsible. 
Pro-communist sympathies within a country have nothing to do with 
whether its neighbors are communist or not.
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If Germany turns toward communism it cannot be the task of for-
eign nations to interfere. The numerous friends of communism in the 
Anglo-Saxon countries will oppose preventing a country from adopting 
a system which they themselves consider the only benefi cial one and 
advocate for their own countries. The intelligent opponents of commu-
nism, on the other hand, will not understand why their nation should 
essay to prevent the Germans from infl icting harm upon themselves. 
The shortcomings of communism would paralyze and disintegrate 
Germany’s industrial apparatus and thereby weaken its military power 
more effectively than any foreign intervention could ever do.

Russia’s military strength lies in the remoteness and the vastness of 
its land. It is impregnable because it is so spacious and impassable. In-
vaders have defeated the Russian armies; but no one has succeeded 
in overcoming the geographical obstacles. Charles XII, Napoleon, 
Hindenburg, and Hitler penetrated deep into Russia; their victorious 
advance itself spelled the doom of their armies. The British and the 
French in the Crimean War and the Japanese forty years ago only ex-
coriated the edge of the Czar’s Empire. The present war has proved 
anew the thesis of old Prussia’s military doctrine that it is futile to beat 
the Russian forces. After having easily conquered hundreds of thou-
sands of square miles, the Nazi armies were broken by the vastness of 
the country. The main problem that an invading general has to face 
in Russia is how to withdraw his forces safely. Neither Napoleon nor 
Hitler has solved this problem.

Communist economic management did not weaken Russia’s ability 
to repel aggression; it did not interfere with geographical factors. Com-
munism in Germany, i.e., the wholesale liquidation of the bourgeoisie 
and the substitution of bureaucratic socialism of the Soviet pattern for 
Zwangswirtschaft, would seriously impair or even destroy Germany’s 
capacity to export manufactures. Those who believe that a commu-
nist Germany could rearm as easily as Russia fail to recognize the 
fundamental difference between the two countries. While Russia is 
not forced to import foreign raw materials, Germany must. But for the 
export of manufactured goods Germany would not have been in a po-
sition to import all the raw materials needed for its rearmament. The 
reason why the Nazis preferred the Zwangswirtschaft system to the So-
viet system was that they fully recognized the fact that plants directly 
managed by government clerks cannot compete on the world market. 
It was German export trade that provided the materials required for 
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the building of the formidable Blitz machine. Bolshevism did not im-
pair Russia’s potential of defense. It would annihilate Germany’s poten-
tial of aggression.

The real danger of communism in Germany lies in the probability 
that its inevitable economic failure may restore the prestige of Nazism 
lost by the defeat in this war. Just as the unsatisfactory results of the 
Nazi regime are now making communism popular with the German 
masses, the bad consequences of communism could possibly contribute 
to a rehabilitation of Nazism. The German problem is precisely this, 
that Germany has no party ready to support liberalism, democracy, and 
capitalism and that it sees only the two alternatives: Nazism, i.e., social-
ism of the German pattern of all-round planning (Zwangswirtschaft), 
on the one hand, or Bolshevism, i.e., socialism of the Russian pattern 
of immediate state management, on the other. Neither of these two 
systems could solve Germany’s economic problem. Both of them will 
push Germany toward a policy of conquering more Lebensraum.

3. The Union of the Western Democracies

The main need is a lasting coöperation among the nations today united 
in their efforts to smash the totalitarian aggression. No plan can work 
if the nations concerned do not transform their present alliance into a 
permanent and lasting union. If they resume their prewar policies after 
the victory, if they return to political rivalries and to economic warfare, 
the result will be a repetition of the developments of 1919–39. There can 
be neither effective political coöperation nor solidarity and collective 
security among nations fi ghting each other in the economic sphere.

If the Western democracies do not succeed in establishing a perma-
nent union, the fruits of victory will be lost again. Their disunity will 
provide the defeated aggressors with the opportunity to enter anew the 
scene of political intrigues and plots, to rearm and to form a new and 
stronger coalition for another assault. Unless they choose effective soli-
darity, the democracies are doomed. They cannot safeguard their way 
of life if they seek to preserve what the terminology of diplomacy calls 
“national sovereignty.” * They must choose between vesting all power 

* Of course, the preservation of every nation’s full sovereignty would not hinder peaceful 
coöperation if the nations were to return to a free market economy without any trade or migra-
tion barriers.
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in a new supernational authority or being enslaved by nations not pre-
pared to treat them on an equal footing. The alternative to incorpora-
tion into a new democratic supernational system is not unrestricted 
sovereignty but ultimate subjugation by the totalitarian powers.

This is obvious in the case of small nations like the Dutch, the 
Danes, the Norwegians. They could live in peace only as long as the 
much-abused system of the European balance of power protected 
them. Their independence was safeguarded by the mutual rivalry 
and jealousy of the big powers. The countries of Latin America en-
joyed their autonomy because the Monroe Doctrine and the British 
Navy prevented any attempts at invasion. Those days are gone. Today 
these small nations must themselves guard their independence. They 
will have to renounce their proud isolationism and their intransigent 
pretensions in any case. The only real question is whether they will 
become slaves in a totalitarian system or free men in a supernational 
democracy.

As for Great Britain and France, there can be no doubt at all that 
they will spell their own doom if they are not prepared to abandon 
their traditional aspirations for unrestricted national sovereignty. This 
may be still more true for Australia and New Zealand.

Then there are the United States and Canada. In the course of the 
nineteenth century they were in the happy position of islanders. Thou-
sands of miles of ocean separated them from potential invaders. They 
were safe because technical conditions made aggression impossible. But 
in this age of air power they have become close neighbors of dangerous 
foes. It is not impossible that in ten or twenty years more an invasion of 
the North American continent will be technically as easy for Germany 
or Japan as was the occupation of the Netherlands, in 1940 and that of 
the Philippines in 1941 and 1942. The citizens of the United States and 
of Canada will have to realize that there is no other way for them to live 
in peace than to coöperate with all other democratic peoples.

It is therefore obvious that the Western democracies must desist from 
all further measures of economic warfare in their mutual relations. 
True, it is still the fi rm public conviction that it is absurd to hope for a 
general return to free trade all over the world. But if trade barriers are 
not removed between the individual countries forming the suggested 
democratic union, there will be no union at all. In this respect all plans 
proposed for a postwar settlement agree. All are based on the expecta-
tion that the democracies will stop warring upon one another with the 
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methods of economic nationalism. But they fail to realize what such a 
solution requires and what its consequences must be.

It must be emphasized again and again that economic nationalism 
is the corollary of etatism, whether interventionism or socialism. Only 
countries clinging to a policy of unhampered capitalism, today gener-
ally derided as reactionary, can do without trade barriers. If a country 
does not want to abandon government interference with business, and 
nevertheless renounces protectionism in its relations with the other 
member nations of the new union to be formed, it must vest all power 
in the authority ruling this union and completely surrender its own sov-
ereignty to the supernational authority. But our contemporaries are not 
at all likely to accept this.

The core of the matter has been neglected because the belief pre-
vails that the establishment of a federal union would solve the prob-
lem. Some powers, people assert, should be given to the supernational 
union government, the rest should remain with the governments of the 
member nations. Federal government has succeeded very well in many 
countries, especially in the United States and Switzerland. There is no 
reason, people say, to suspect that it would not prove very satisfactory in 
the great federal union of the Western democracies suggested by Clar-
ence Streit.*

Unfortunately neither Mr. Streit nor the advocates of similar projects 
take into account the changes that have occurred in the structure of 
these two federal governments (as in that of all other federations) with 
the spread of economic interventionism and socialism. The federative 
systems both in America and in Switzerland were founded in an age 
which did not consider it the task of civil government to interfere with 
the business of the citizens. There were in the United States federal 
customs duties, a federal postal service, and a national currency sys-
tem. But in almost every other respect civil government was not con-
cerned with the control of business. The citizens were free to run their 
own affairs. The government’s only task was to safeguard domestic and 
external peace. Under such conditions it was simple to divide powers 
between the federal government and the governments of the various 
member states. To the federal government those matters were assigned 
which went beyond the boundaries of the states: foreign affairs, de-
fense against foreign aggression, the safeguarding of trade between the 
states, the management of the postal service and of customs. Moreover 

* Union Now (London, 1939); Union Now with Great Britain (London, 1941).
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the federal government did not interfere with the local affairs of the 
states, and the states did not interfere with what were considered the 
private affairs of the citizen.

This equilibrium in the distribution of jurisdictional powers was en-
tirely upset by the policy of interventionism. New powers accrued not 
to the member states but to the federal government. Every step toward 
more government interference and toward more planning means at the 
same time an expansion of the jurisdiction of the central government. 
Washington and Berne were once the seats of the federal governments; 
today they are capitals in the true sense of the word, and the states and 
the cantons are virtually reduced to the status of provinces. It is a very 
signifi cant fact that the adversaries of the trend toward more govern-
ment control describe their opposition as a fi ght against Washington 
and against Berne, i.e., against centralization. It is conceived as a con-
test of state’s rights versus the central power.

This evolution is not accidental. It is the inevitable outcome of poli-
cies of interference and planning. Such measures must be put on a 
national basis when there are no trade barriers among the member 
states. There can be no question of adopting these measures for only 
one state. It is impossible to raise production costs within a territory 
not sheltered by trade walls. Within a system of interventionism the 
absence of interstate trade barriers shifts the political center of grav-
ity to the federal government. Seen from the formalistic viewpoint of 
constitutional law, the United States and the Swiss Confederation may 
doubtless still be classifi ed as federations, but in actual fact they are 
moving more and more toward centralization.

This is still more the case within a socialist system. The various re-
publics which nominally form the Soviet Union have only a spurious 
existence. The Soviet Union is a wholly centralized government.* The 
same is true for Germany. The Nazis have replaced the federal consti-
tution with a unitary government.

It would be a mistake to believe that resistance to an interna-
tional unifi cation of government would arise only out of consider-
ations of national pride and vanity. Such obstacles would not be un-

* The decree of the Supreme Soviet of February 1, 1944 (see New York Times, February 3, 1944), 
does not interfere in any way with the perfect centralization of the Soviet economic manage-
ment and domestic administration. The conduct of all economic and administrative affairs of 
the whole territory subject to the Soviets remains in the hands of the central offi ces of Moscow. 
They alone have the power and the right to direct all economic and political activities. And 
now, as before, the central committee of Moscow appoints and removes all offi cials of all the 
sixteen nominally independent republics.
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surmountable. The main source of opposition would be more deeply 
rooted. The shift of sovereignty from the national authorities to a su-
pernational authority implies a total change in the structure of politi-
cal forces. Pressure groups which were very powerful in the national 
frame and were in a position to shape policies may become impotent 
in the supernational frame, and vice versa. Even if we are prepared 
to set aside the ticklish question of migration barriers, the fact is evi-
dent. The American cotton producers are eager for higher prices of 
cotton and, although they are only a minority in the United States, 
are in a position to force a policy of high cotton prices upon their 
nation. It is doubtful whether within a union including many coun-
tries importing cotton their infl uence would be the same. On the 
other hand, British motor-car producers are sheltered against Ameri-
can competition through very effective protectionist measures. They 
would not like to lose this advantage. Examples could be multiplied 
indefi nitely.

The most serious and dangerous opposition to the supernational 
unifi cation of government would come from the most powerful of 
all modern pressure groups, labor. The workers of those countries in 
which wage rates are higher would feel injured by the competition of 
countries with lower wages. They would fi nd this competition unfair; 
they would denounce it as dumping. But they would not agree to the 
only measure which could raise wage rates in the countries with less 
favorable conditions of production: freedom of migration.

Modern government interference with business is a policy of pro-
tecting infl uential pressure groups from the effects of free competition 
in an unhampered market economy. The pressure groups concerned 
have taken it as a more or less unalterable fact that in the absence of 
trade barriers between the various parts of a nation they cannot be 
protected against the competition within their own country. The New 
York dairy farmer does not ask for import duties on Wisconsin cheese 
and butter, and the workers of Massachusetts do not ask for immigra-
tion laws against the intrusion of cheap labor from the South. They 
submit more or less to the fact that there are neither trade barriers nor 
migration barriers within the United States. The attempts to erect in-
terstate trade barriers have succeeded only to a small degree; public 
opinion is opposed to such endeavors.*

* See Buell, Death by Tariff (Chicago, 1938); Melder, State Trade Walls (New York, 1939).
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On the other hand, people are so much under the infl uence of the 
generally accepted tenets of economic nationalism that they acquiesce 
in the disadvantages infl icted upon them by protectionism. The con-
sumer makes little protest against an import duty which forces him to 
pay more than the world market price for the benefi t of the producers 
of some commodity within his own country. But it is very doubtful 
whether he would put up in the same way with an import duty levied 
for the benefi t of producers in other parts of a supernational union. 
Would the American consumer be ready to pay higher prices for a 
commodity in order to further the interests of English manufacturing? 
Would he not fi nd that the discrimination thus applied against cheaper 
products of German, Italian, or Japanese origin was prejudicial to his 
interests? We may wonder whether a supernational policy of protec-
tionism would not lack the ideological foundations which render na-
tional protectionism feasible.

The main obstacle to the establishment of a supernational customs 
union with internal free trade among the member nations is the fact 
that such a customs union requires unlimited supremacy of the su-
pernational authorities and an almost complete annihilation of the 
national governments if etatism is to be retained. Under present con-
ditions it makes little difference whether the constitution of the sug-
gested union of the Western democracies is shaped according to the 
legal pattern of unitary or of federal government. There are only two 
alternatives open: trade barriers among the member states, with all 
their sinister consequences, economic nationalism, rivalries and dis-
cord; or free trade among the member states and (whatever the con-
stitutional term adopted for it) strictly centralized government. In the 
fi rst case there would be not union but disunion. In the second case 
the President of the United States and the Prime Minister of Great 
Britain would be virtually reduced to the status of provincial governors, 
and Congress and Parliament to provincial assemblies. It is unlikely 
that the Americans or the British will easily agree to such a solution of 
the problem.*

* It is futile to ask people whether they are in favor of a renunciation of their own nation’s 
sovereignty. Most laymen do not understand the meaning of the term “sovereignty.” The cor-
rect formulation for the question would be: Do you advocate a system under which your nation 
could be forced to submit to a measure which the majority of your fellow citizens oppose? Are 
you ready to see essential laws of your country (for example, immigration laws) altered by a 
Union Parliament in which the members returned by your country are a minority only?
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The policies of government interference with business and of na-
tional planning beget economic nationalism. The abandonment of 
economic nationalism, an indispensable condition for the establish-
ment of lasting peace, can only be achieved through a unifi cation of 
government, if people do not want to return to the system of unham-
pered market economy. This is the crux of the matter.

The weakness of Mr. Streit’s plan lies in the fact that he is not aware 
of this fundamental problem. It is impossible to avoid this diffi culty by 
a mere legalistic solution. The precariousness of the union project is 
not of a constitutional character. It lies in the essence of interventionist 
and socialist policies; it stems from present-day social and economic 
doctrines; and it cannot be disposed of by some special constitutional 
scheme.

But let us not forget that such a union must be established if any 
peace scheme is to work. The alternative to the realization of a union 
of the Western democracies is a return to the ominous conditions 
prevailing from 1918 to 1939, and consequently to new and still more 
dreadful wars.

4. Peace in Eastern Europe

The attempts to settle the political problems of Eastern Europe by 
the application of the principle of nationality have met with complete 
failure. In that corner of the world it is impossible to draw boundaries 
which would clearly and neatly separate the various linguistic groups. 
A great part of this territory is linguistically mixed, that is, inhabited by 
people of different languages. The rivalries and the mutual hatreds of 
these nations make them an easy prey for the “dynamism” of the three 
big adjacent powers, Germany, Russia, and Italy. If left alone they will 
sooner or later lose their independence unless they cease from discord.

Both world wars originated in this area. Twice the Western democ-
racies have drawn the sword to defend the threatened independence of 
these nations. Yet the West has no real material interest in preserving 
the integrity of these peoples. If the Western democracies succeed in 
establishing an order that safeguards them against new aggressions, it 
will make no difference to them whether Warsaw is the capital of an 
independent Polish state or a provincial town of Russia or Germany, or 
whether Athens is a Greek or an Italian city. Neither the military nor 
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the economic power of the Western democracies would be seriously 
imperiled if Russia, Germany, and Italy were to partition these lands 
among them. Nor will it matter for them whether a Lithuanian lan-
guage and literature persist or whether they disappear.

The interest of the Western democracies in East European affairs is 
altruistic and unselfi sh. It is the outcome of a disinterested sympathy, 
of an enthusiasm for freedom, and of a sense of justice. These feel-
ings have been grossly exploited by all these Eastern nations. Their 
friends in the West did not want to help them oppress minorities or 
make inroads upon their weaker neighbors. When the Western demo-
crats hailed Kossuth, it did not occur to them that they favored ruth-
less oppression of Slovaks, Croats, Serbs, Ukrainians, and Rumanians. 
When they expressed their sympathies for Poland, they did not mean 
to approve the methods applied by the Poles against Ukrainians, Lithu-
anians, and Germans. They sought to promote liberalism and democ-
racy, not nationalistic tyranny.

It is probable that the political leaders of the East European linguis-
tic groups have not yet become aware of the change going on in the 
attitudes of the Western nations. They are right in expecting that their 
nations will be restored to political independence after the victorious 
end of the war. But they are badly mistaken if they assume that the 
Western nations will fi ght a third world war for them. They themselves 
will have to establish a political order which enables them to live in 
peace with their immediate neighbors, and to defend their indepen-
dence against future aggression on the part of the great powers Russia, 
Germany, and Italy.

All the plans suggested in the past for the formation of an East 
European or Danubian customs union or federation, or for a simple 
restoration of the Austro-Hungarian Empire, were doomed to fail be-
cause they were based on erroneous assumptions. Their authors did 
not recognize that a customs union, in this age of government interfer-
ence with business, is incompatible with maintaining the sovereignty 
of the member nations. They did not grasp the fact that under present 
conditions a federation means that virtually all power is vested in the 
supernational federal government, and the national governments are 

3. [Lajos Kossuth (1802–1894), Hungarian patriot and statesman, imprisoned on political 
charges by the Austrian government (1837–40). He led the Hungarian insurrection of 1848–49. 
In 1848 he was appointed governor of Hungary with dictatorial powers. When in the following 
year the insurrection was crushed, he resigned and fl ed into exile.—Ed.]
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reduced to the status of provinces. The only way to substitute peace 
and coöperation for the existing disunion in Eastern Europe, or in any 
other part of the world, is the establishment of a unitary government—
unless the nations will return to laissez faire.

Unitary government is the more adequate and indispensable in East-
ern Europe in that it also provides the only solution for the peculiar 
problem of boundaries and linguistic minorities. A federation could 
never succeed in this respect. Under a federative system the constitu-
tion assigns some governmental powers to the federal government and 
others to the local governments of the member states. As long as the 
constitution remains unchanged the federal government does not have 
the power to interfere in questions which are under the jurisdiction of 
the member states. Such a system can work and has worked only with 
homogeneous peoples, where there exists a strong feeling of national 
unity and where no linguistic, religious, or racial differences divide the 
population.

Let us assume that the constitution of a supposed East European 
federation grants to every linguistic minority group the right to estab-
lish schools where its own language is taught. Then it would be il-
legal for a member state to hinder the establishment of such schools 
directly or openly. But if the building code or the administration of 
public health and fi re fi ghting are in the exclusive jurisdiction of the 
member states, a local government could use its powers to close the 
school on the ground that the building did not comply with the re-
quirements fi xed by these regulations. The federal authorities would be 
helpless. They would not have the right to interfere even if the grounds 
given proved to be only a subterfuge. Every kind of constitutional 
prerogative granted to the member states could be abused by a local 
government.

If we want to abolish all discrimination against minority groups, if 
we want to give to all citizens actual and not merely formal freedom 
and equality, we must vest all powers in the central government alone. 
This would not cripple the rights of a loyal local government eager to 
use its powers in a fair way. But it would hinder the return to methods 
whereby the whole administrative apparatus of the government is used 
to harm minorities.

A federation in Eastern Europe could never abolish the political im-
plications of the frontiers. In every member state there would remain 
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the problem of minorities. There would be oppression of minorities, 
hatred, and Irredentism. The government of every member state would 
continue to consider its neighbors as adversaries. The diplomatic and 
consular agents of the three great neighboring powers would try to 
profi t from these quarrels and rivalries, and might succeed in disrupt-
ing the whole system.

The main objectives of the new political order which has to be es-
tablished in Eastern Europe must be:

1. To grant every citizen full opportunity to live and to work freely 
without being molested by any linguistic group within the boundaries 
of Eastern Europe. Nobody should be persecuted or disqualifi ed on ac-
count of his mother tongue or his creed. Every linguistic group should 
have the right to use its own language. No discrimination should be 
tolerated against minority groups or their members. Every citizen 
should be treated in such a way that he will call the country without 
any reservation “my country” and the government “our government.”

2. Not to lead any linguistic group to expect improvement in its po-
litical status by a change in territorial organization. The difference 
between a ruling linguistic group and oppressed linguistic minorities 
must disappear. There must be no “Irredenta.”

3. To develop a system strong enough to defend its independence 
against aggression on the part of its neighbors. Its armed forces must be 
able to repel, without foreign assistance, an isolated act of aggression 
on the part of Germany or Italy or Russia. It should rely on the help of 
the Western democracies only against a common aggression by at least 
two of these neighbors.

The whole territory of Eastern Europe must therefore be organized 
as a political unit under a strictly unitary democratic government. 
Within this area every individual should have the right to choose where 
he wishes to live and to work. The laws and the authorities should treat 
all natives—i.e., all citizens of East Europe—alike, without privileges 
or discrimination for or against individuals or groups.

Let us call this new political structure the “Eastern Democratic 
Union” (edu). Within its framework the old political units may con-
tinue to function. A dislocation of the historically developed entities 
is not required. Once the problem of borders has been deprived of its 
disastrous political implications, most of the existing national  bodies 
can remain intact. Having lost their power to infl ict harm upon their 
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neighbors and upon their minorities, they may prove very useful for 
the progress of civilization and human welfare. Of course, these  former 
independent sovereign states will in the framework of the edu be noth-
ing more than provinces. Retaining all their honorary forms, their 
kings or presidents, their fl ags, anthems, state holidays, and parades, 
they will have to comply strictly with the laws and administrative provi-
sions of the edu. But so long as they do not try to violate these laws and 
regulations, they will be free. The loyal and law-abiding government 
of each state will not be hindered but strongly supported by the central 
government.

Special commissioners of the edu will have to oversee the function-
ing of the local governments. Against all administrative acts of the local 
authorities injured parties will have the right to appeal to this commis-
sioner and to the central government, provided that such acts do not 
come under the jurisdiction of a law court. All disagreements between 
local governments or between the commissioner and the local govern-
ment will be ultimately adjudicated by the central government, which 
is responsible only to the central parliament. The supremacy of the 
central government should not be limited by any constitutional pre-
rogatives of local authorities. Disagreements should be settled by the 
central government and by the central parliament, which should judge 
and decide every problem in the light of its implications for the smooth 
working of the total system. If, for instance, a dispute arises concern-
ing the City of Wilno—one of the innumerable neuralgic points of 
the East—the solution will be sought not only between the Polish and 
Lithuanian local governments, or between the Polish and Lithuanian 
members of the central parliament; the central government and the 
central parliament will try to fi nd a solution which may also be ap-
plied with justice to similar cases arising in Budweis, in Temesvár, or 
in Salonika.

In this way it may be possible to have a unitary government with a 
practically satisfactory degree of administrative decentralization.

The edu would have to include all the territories between the east-
ern borders of Germany, Switzerland, and Italy and the western bor-
ders of Russia, including all Balkan countries. It would have to take in 
the area which in 1933 formed the sovereign states of Albania, Austria, 
Bulgaria, Czechoslovakia, Danzig, Estonia, Greece, Hungary, Latvia, 
Lithuania, Poland, Rumania, and Yugoslavia. It would have to include 
the territory that in 1913 comprised the Prussian provinces of East Prus-
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sia, West Prussia, Posen, and Silesia. The fi rst three of these provinces 
belonged neither to the Holy Empire nor to the German Confedera-
tion. Silesia was a part of the Holy Empire only as an adjunct of the 
Kingdom of Bohemia. In the sixteenth and seventeenth centuries it 
was ruled by dukes who belonged to a branch of the Piasts, the old 
royal family of Poland. When Frederick the Great in 1740 embarked 
on the conquest of Silesia, he tried to justify his claims by pointing 
out that he was the legitimate heir of the Piast family. All four of these 
provinces are inhabited by a linguistically mixed population.

Italy must cede to the edu all the European countries which it has 
occupied since 1913, including the Dodecanese Islands, and further-
more the eastern part of the province of Venice, Friuli, a district inhab-
ited by people speaking a Rhaeto-Romanic idiom.

Thus the edu will include about 700,000 square miles with some 
120,000,000 people using 17 different languages. Such a country when 
united will be strong enough to defend its independence against one of 
the three mighty neighbors, Russia, Germany, and Italy.

The most delicate problem of the edu will be the linguistic 
problem.

All seventeen languages need, of course, to be treated equally. In ev-
ery district, county, or community the tribunals, government agencies, 
and municipalities would have to use every language which in that 
district, county, or community was spoken by more than 20 per cent of 
the population.

English ought to be used as an international subsidiary language 
for dealings among members of the different linguistic groups. All 
laws would be published in English and in all seventeen national id-
ioms. This system may seem strange and complicated. But we have 
to remember that it worked rather satisfactorily in old Austria with its 
eight languages. Contrary to a widespread and erroneous notion, the 
German language had no constitutional preëminence in imperial 
Austria.

The governments of Eastern Europe abused the system of compul-
sory education in order to force minorities to give up their own lan-
guages and to adopt the language of the majority. The edu would have 
to be strictly neutral in this respect. There would be private schools 
only. Any citizen or group of citizens would have the right to run an 
educational institution. If these schools complied with standards fi xed 
by the central government, they would be subsidized by a lump sum 
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for every pupil. The local governments would have the right to take 
over the administration of some schools, but even in these cases the 
school budgets would be kept independent of the general budget 
of the local government; no public funds but those allocated by the 
central government as subsidies for these schools should be used.

The politicians and statesmen of these Eastern nations are united 
today on only one point: the rejection of such a proposal. They do not 
see that the only alternative is permanent unrest and war among them, 
and perhaps partition of their territories among Germany, Russia, and 
Italy. They do not see it because they rely on the invincibility of the 
British and American forces. They cannot imagine the Americans and 
British having any task in this world but to fi ght an endless sequence of 
world wars for their benefi t.

It would be merely an evasion of reality for the refugee representa-
tives of these nations to try to convince us that they intend to dispose 
peacefully of their mutual claims in the future. It is true that Polish 
and Czech refugees, before Germany invaded Russia, made an agree-
ment concerning the delimitation of their boundaries and future politi-
cal coöperation. But this scheme will not work when actually put into 
practice. We have ample experience that all agreements of this type fail 
because the radical nationalists never accept them. All endeavors at an 
understanding between Germans and Czechs in old Austria met with 
disaster because the fanatical youth rejected what the more realistic 
older leaders had proposed. Refugees are, of course, more ready to com-
promise than men in power. During the fi rst World War the Czechs and 
Slovaks, as well as the Serbs, Croats, and Slovenes, came to an under-
standing in exile. Later events proved the futility of their agreements.

In addition, we must remember that the area which is claimed by 
both the Czechs and the Poles is comparatively small and of minor 
importance for each group. There is no hope that a similar agreement 
ever could be effected between the Poles on the one hand and the 
Germans, Lithuanians, Russians, or Ukrainians on the other hand; or 
between the Czechs on the one hand and the Germans or Hungar-
ians or Slovaks on the other. What is needed is not delimitation of spe-
cifi c border lines between two groups but a system where the drawing 
of border lines no longer creates disaffection, unrest, and irredentism 
among minorities. Democracy can be maintained in the East only by 
an impartial government. Within the proposed edu no single linguis-
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tic group would be suffi ciently numerous to dominate the rest. The 
most numerous would be the Poles and they would comprise about 
20 per cent of its whole population.

One could object that the territory assigned to the edu is too large, 
and that the different linguistic groups involved have nothing in com-
mon. It may indeed seem strange that the Lithuanians should coöper-
ate with the Greeks, although they never before have had any other 
mutual relations than the ordinary diplomatic ones. But we have to 
realize that the very function of the edu would be to create peace in a 
part of the world ridden by age-old struggles among linguistic groups. 
Within the whole area assigned to the edu it is impossible to discover 
a single undisputed border line. If the edu has to include both Lithu-
anians and Poles, because there is a large area in which Poles and Lith-
uanians live inextricably mixed and to which both nations vigorously 
lay claim, it must include the Czechs too because the same conditions 
prevail between the Poles and the Czechs as subsist between the Poles 
and Lithuanians. The Hungarians, again, must be included for the 
same reasons, and so must the Serbs, and consequently the other na-
tions which claim parts of the territory known as Macedonia, i.e., the 
Bulgarians, Albanians, and Greeks.

For the smooth functioning of the edu it is not necessary that the 
Greeks should consider the Lithuanians as friends and brothers (al-
though it seems probable that they would have more friendly feelings 
for them than for their immediate neighbors). What is needed is noth-
ing else than the conviction of the politicians of all these peoples that 
it is no longer possible to oppress men who happen to speak another 
language. They do not have to love one another. They merely have to 
stop infl icting harm upon one another.

The edu would include many millions of German-speaking citi-
zens, and more than a hundred thousand Italian-speaking citizens. It 
cannot be denied that the hatred engendered by the methods used by 
the Nazis and the Fascists during the present war will not disappear at 
once. It will be diffi cult for Poles and Czechs to meet for collaboration 
with Germans, and for Serbs and Slovenes to coöperate with Italians.

But none of these objections can be considered valid. There is 
no other solution of the East European problem. There is no other 
solution that could give these nations a life of peace and political 
independence.
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5. The Problems of Asia

When the age of liberalism dawned, the Western nations began to 
have scruples about their colonial enterprises. They felt ashamed of 
their treatment of backward peoples. They became aware of the con-
trast between the principles of their domestic policies and the methods 
applied in colonial conquest and administration. What business did 
they, liberals and democrats as they were, have to govern foreign na-
tions without the consent of those ruled?

But then they had an inspiration. It was the white man’s burden 
to bring the blessings of modern civilization to backward peoples. It 
would be unjust to say that this exculpation was mere cant and hypoc-
risy. Great Britain had reshaped its colonial system radically in order to 
adjust it to the best possible promotion of the welfare of the natives. In 
the last fi fty years British administration of Indian and colonial affairs 
has been by and large government for the people.

However, it has not been government by the people. It has been gov-
ernment by an alien master race. Its justifi cation lay in the assump-
tion that the natives are not qualifi ed for self-government and that, left 
alone, they would fall victim to ruthless oppression by conquerors less 
civilized and less benevolent than the English. It further implied that 
Western civilization, with which the British wanted to make the sub-
dued natives happy, was welcome to them. We may take it for granted 
that this was really the case. The proof is that all these colored races 
were and are anxious not only to adopt the technical methods of West-
ern civilization but also to learn Western political doctrines and ide-
ologies. It was precisely this acceptance of Western thought that fi nally 
led them to cry out against the absolute rule of the invaders.

The demands for liberty and self-determination on the part of the 
Asiatic peoples are a result of their Westernization. The natives are 
fi ghting the Europeans with ideologies borrowed from them. It is the 
greatest achievement of Europe’s nineteenth-century Asiatic policies 
that the Arabs, the Hindus, and the Chinese have at length grasped 
the meaning of Western political doctrines.

The Asiatic peoples are not justifi ed in blaming the invaders for 
atrocities committed in previous years. Indefensible as these excesses 
were from the point of view of liberal tenets and principles, they were 
nothing extraordinary when measured by the standards of oriental 
customs and habits. But for the infi ltration of Western ideas the East 

L4875.indb   310L4875.indb   310 1/10/11   12:32:43 PM1/10/11   12:32:43 PM



peace schemes � 311

might never have questioned the propriety of slaughtering and tortur-
ing foes. Their autochthonous methods were much more brutal and 
abominable. It is paradoxical to bring up these bygone grievances in 
the very hour when the most numerous Asiatic nations can preserve 
their civilizations only with the military aid of the Anglo-Saxons.

A defeat of the United Nations would spell the doom of the Chi-
nese, of the Hindus, of the Moslems of Western Asia, and of all the 
smaller nations of Asia and of Africa. The victory of the United Na-
tions will bring them political autonomy. They will get the opportunity 
to demonstrate whether they have absorbed more from the West than 
the modern methods of total war and total destruction.

The problem of the relations between East and West is obscured 
by the shortcomings and defi ciencies of current ways of dealing with 
political issues. The Marxians purposely ignore the inequality of natu-
ral conditions of production in different parts of the world. Thus they 
eliminate from their reasoning the essential point. They bar their own 
way to either a satisfactory interpretation of the past or an understand-
ing of the tasks of the future.

In the face of the inequality of natural resources there are today no 
such things as internal affairs of a country which do not concern the 
rest of mankind. It is to the vital interests of every nation that all over 
the earth the most effi cient methods of production should be applied. 
It hurts the well-being of everybody if, for instance, those countries 
which have the most favorable conditions for the production of rubber 
do not make the most effi cient use of their resources. One country’s 
economic backwardness may injure everybody else. Autarky in one 
country may lower the standard of living in every other country. If a 
nation says: “Let us alone; we do not want to interfere with your affairs, 
and we will not permit you to mind our business,” it may wrong every 
other people.

It was these considerations that led the Western nations to force 
China and Japan to abandon their age-old isolation and to open their 
ports to foreign trade. The blessings of this policy were mutual. The 
drop of mortality fi gures in the East proves it clearly. East and West 
would both suffer if the political autonomy of the Asiatic nations were 
to result in a fall in their production, or in their partial or complete 
withdrawal from international trade.

We may wonder whether the champions of Asiatic home rule have 
fully grasped the importance of this fact. In their minds modern ideas 
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are in a curious way blended with atavistic ones. They are proud of 
their old civilizations. They are apt to despise the West. They have a far 
sharper recognition of the shortcomings of Europe and America, their 
militarism and nationalism, than of their great achievements. Marxian 
totalitarianism appeals more to them than “the bourgeois prejudices” 
of liberty, capitalism, and democracy. Do they realize that there is but 
one way to prosperity open for their nations, namely, the unconditional 
adoption of Western industrialism?

Most of the leaders of the oriental nations are convinced that the 
West will turn toward socialism. But this could not change the main 
issue. Backwardness in the East would offer the same problems for a 
socialist West as for a capitalist West.

The age of national isolation of individual countries is gone with the 
progress of division of labor. No nation can now look with indifference 
at the internal conditions of other countries.

6. The Role of the League of Nations

The League of Nations which the Covenant of 1919 established in Ge-
neva was not an international world government. It was mainly an or-
ganization for periodical conferences of the delegates of those national 
governments that were prepared to attend them. There were no inter-
national executive offi ces. There was only a staff whose duty consisted 
mostly in writing reports and in collecting statistical materials. Fur-
ther, many of the staff considered themselves not offi cers of the inter-
national body but unoffi cial representatives of the governments of their 
own nations. They got their appointments on the recommendation of 
their own governments. They were eager to serve their own govern-
ments well in order some day to get better positions in the civil service 
of their own countries. Some of these offi cials were not only not inter-
nationally minded but imbued with the spirit of nationalism. There 
were some strange fi gures among them. Vidkun Quisling, for example, 
served for some time as an offi cer of the League. Rost van Tonningen 
was for many years a member of the Secretariat and in 1931 became the 
League’s delegate in Vienna; he left this important position after some 
years in order to become deputy chief of the Dutch Nazi party, and 
is today one of the outstanding fi gures in the puppet administration 
of the Netherlands. There were in the League also, it is true, some of 
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our most brilliant and high-minded contemporaries. But unfortunately 
conditions paralyzed their efforts and most of them left disappointed.

It is of little concern whether the League of Nations is restored af-
ter the war or not. It contributed very little to the promotion of peace 
and international coöperation. It will not be any more successful in 
the future. Nationalism will frustrate its work as it did in the years 
before 1939.

Many distinguished Americans indict their own country for the 
failure of the League. If America had joined the League, they say, it 
would have cloaked this institution with the prestige needed for the 
fulfi llment of its tasks. This is an error. Although formally not a mem-
ber of the League, the United States gave valuable support to its efforts. 
It mattered little that America did not contribute to its revenues or send 
offi cial delegates to its meetings. The world knew very well that the 
American nation backed the endeavors to maintain peace. American 
offi cial coöperation in Geneva would not have stopped the aggressor 
nations.

As all nations today indulge in nationalism, the governments are 
necessarily supporters of nationalism. Little for the cause of peace can 
be expected from the activities of such governments. A change of eco-
nomic doctrines and ideologies is needed, not special institutions, of-
fi ces, or conferences.

The chief shortcoming of many plans suggested for a durable peace is 
that they do not recognize this fact. Eminent champions of the League 
of Nations, such as Professor J. B. Condliffe and Professor J. E. Meade, 
are confi dent that the governments will be wise enough to eradicate by 
common efforts and mutual agreements the most objectionable excres-
cences of economic nationalism and to mitigate confl icts by granting 
some concessions to the complainants.* They recommend moderation 
and restraint in the use of national sovereignty. But at the same time 
they advocate more government control, without suspecting that this 
must necessarily push every government toward intransigent national-
ism. It is vain to hope that a government committed to the principles of 
etatism could renounce striving for more insulation. We may assume 
that there are in every country men ready to endorse the proposals of 
Messrs. Condliffe and Meade; but they are minorities whose opinions 

* J. E. Meade, The Economic Basis of a Durable Peace (New York, 1940); J. B. Condliffe, 
Agenda for a Postwar World (New York, 1942).
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do not fi nd a wide response. The further a nation goes on the road 
toward public control of business, the more it is forced to withdraw 
from the international division of labor. Well-intentioned exhortations 
on the part of internationally minded economists cannot dissuade an 
interventionist government from measures of economic nationalism.

The League of Nations may continue to combat contagious disease, 
the drug traffi c, and prostitution. It may continue to act in the future 
as an international bureau of statistics. It may develop its work in the 
fi eld of intellectual coöperation. But it is an illusion to hope that it 
could render more than minor services for the promotion of peace.
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Conclusion

I

The eighteenth-century liberals had full confi dence in man’s perfect-
ibility. All men, they held, are equal and endowed with the faculty of 
grasping the meaning of complicated inferences. They will therefore 
grasp the teachings of economics and social philosophy; they will real-
ize that only within a free market economy can the rightly understood 
(i.e., the long-run) interests of all individuals and all groups of individu-
als be in complete harmony. They will carry into effect the liberal uto-
pia. Mankind is on the eve of an age of lasting prosperity and eternal 
peace, because reason will henceforth be supreme.

This optimism was entirely founded on the assumption that all peo-
ple of all races, nations, and countries are keen enough to comprehend 
the problems of social coöperation. It never occurred to the old liber-
als to doubt this assumption. They were convinced that nothing could 
stop the progress of enlightenment and the spread of sound thinking. 
This optimism was behind the confi dence of Abraham Lincoln that 
“You can’t fool all of the people all of the time.”

The economic theories on which the liberal doctrine is based are ir-
refutable. For more than a hundred and fi fty years all the desperate en-
deavors to disprove the teachings of what one of the greatest precursors 
of totalitarianism and Nazism, Carlyle, described as the “dismal sci-
ence,” failed pitifully. All these would-be economists could not shake 
the Ricardian theory of foreign trade, or the teachings concerning the 
effects of government meddling with a market economy. Nobody suc-
ceeded in the attempts to reject the demonstration that no economic 
calculation is possible in a socialist system. The demonstration that 
within a market economy there is no confl ict between rightly under-
stood interests could not be refuted.

L4875.indb   315L4875.indb   315 1/10/11   12:32:43 PM1/10/11   12:32:43 PM



316 � conclusion

But will all men rightly understand their own interests? What if they 
do not? This is the weak point in the liberal plea for a free world of 
peaceful coöperation. The realization of the liberal plan is impossible 
because—at least for our time—people lack the mental ability to ab-
sorb the principles of sound economics. Most men are too dull to fol-
low complicated chains of reasoning. Liberalism failed because the in-
tellectual capacities of the immense majority were insuffi cient for the 
task of comprehension.

It is hopeless to expect a change in the near future. Men are some-
times not even able to see the simplest and most obvious facts. Noth-
ing ought to be easier to understand than victory or defeat on the bat-
tlefi eld. And yet scores of millions of Germans are fi rmly convinced 
that it was not the Allies but Germany that was victorious in the fi rst 
World War. No German nationalist ever admitted that the German 
Army was defeated at the Marne both in 1914 and 1918. If such things 
are possible with the Germans, how can we expect that the Hindus, 
the worshipers of the cow, should grasp the theories of Ricardo and of 
Bentham?

Within a democratic world the realization even of the socialist plans 
would depend upon the acknowledgment of their expediency on the 
part of the majority. Let us for an instant put aside all qualms concern-
ing the economic feasibility of socialism. Let us, for the sake of argu-
ment, assume that the socialists are right in their own appraisal of so-
cialist planning. Marx, imbued with Hegelian Weltgeist mysticism, was 
convinced that there are some dialectic factors working in the evolu-
tion of human affairs that push the proletarians, the immense majority, 
toward the realization of socialism—of course his own brand of social-
ism. He tacitly assumed both that socialism best suits the interests of 
the proletariat and that the proletarians will comprehend it. Said Franz 
Oppenheimer, once a professor of the Marxian-dominated University 
of Frankfurt: “The individual errs often in looking after his interests; a 
class never errs in the long run.” *

Recent Marxians have abandoned these metaphysical illusions. They 
had to face the fact that although socialism is in many countries the 
political creed of the vast majority, there is no unanimity with regard 
to the kind of socialism that should be adopted. They have learned that 
there are many different brands of socialism and many socialist parties 

* F. Oppenheimer, System der Soziologie (Jena, 1926), II, p. 559.
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fi ghting one another bitterly. They no longer hope that a single pattern 
of socialism can meet with the approval of the majority, and that their 
own ideal will be supported by the whole proletariat. Only an elite, 
these Marxians are now convinced, has the intellectual power to un-
derstand the blessings of genuine socialism. This elite—the self-styled 
vanguard of the proletariat, not its bulk—has the sacred duty, they con-
clude, to seize power by violent action, to exterminate all adversaries, 
and to establish the socialist millennium. In this matter of procedure 
there is perfect agreement between Lenin and Werner Sombart, be-
tween Stalin and Hitler. They differ only in respect to the question of 
who the elite is.

The liberals cannot accept this solution. They do not believe that 
a minority, even if it were the true elite of mankind, can lastingly si-
lence the majority. They do not believe that humanity can be saved by 
coercion and oppression. They foresee that dictatorships must result 
in endless confl icts, wars, and revolutions. Stable government requires 
the free consent of those ruled. Tyranny, even the tyranny of benevo-
lent despots, cannot bring lasting peace and prosperity.

There is no remedy available if men are not able to realize what 
best suits their own welfare. Liberalism is impracticable because most 
people are still too unenlightened to grasp its meaning. There was 
a psychological error in the reasoning of the old liberals. They over-
rated both the intellectual capacity of the average man and the abil-
ity of the elite to convert their less judicious fellow citizens to sound 
ideas.

II

The essential issues of present-day international problems can be con-
densed as follows:

1. Durable peace is only possible under perfect capitalism, hitherto 
never and nowhere completely tried or achieved. In such a Jefferso-
nian world of unhampered market economy the scope of government 
activities is limited to the protection of the lives, health, and property 
of individuals against violent or fraudulent aggression. The laws, the 
administration, and the courts treat natives and foreigners alike. No 
international confl icts can arise: there are no economic causes of war.

2. The free mobility of labor tends toward an equalization of the 
productivity of labor and thereby of wage rates all over the world. If 
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the workers of the comparatively underpopulated countries seek to 
preserve their higher standard of living by immigration barriers, they 
cannot avoid hurting the interests of the workers of the comparatively 
overpopulated areas. (In the long run, moreover, they hurt their own 
interests also.)

3. Government interference with business and trade-union policies 
combine to raise domestic costs of production and thus lower the com-
petitive power of domestic industries. They therefore would fail to at-
tain their ends even in the short run if they were not complemented 
by migration barriers, protection for domestic production, and—in the 
case of export industries—by monopoly. As any dependence on foreign 
trade must restrict a government’s power to control domestic business, 
interventionism necessarily aims at autarky.

4. Socialism, when not operated on a world scale, is imperfect if the 
socialist country depends on imports from abroad and therefore must 
still produce commodities for sale on the market. It does not matter 
whether the foreign countries to which it must sell and from which it 
must buy are socialist or not. Socialism too must aim at autarky.

5. Protectionism and autarky mean discrimination against foreign 
labor and capital. They not only lower the productivity of human ef-
fort and thereby the standard of living for all nations, but they create 
international confl icts.

6. There are nations which, for lack of adequate natural resources, 
cannot feed and clothe their population out of domestic resources. 
These nations can seek autarky only by embarking upon a policy of 
conquest. With them bellicosity and lust of aggression are the outcome 
of their adherence to the principles of etatism.

7. If a national government hinders the most productive use of its 
country’s resources, it hurts the interests of all other nations. The eco-
nomic backwardness of a country with rich natural resources injures 
all those whose conditions could be improved by a more effi cient ex-
ploitation of this natural wealth.

8. Etatism aims at equality of income within the country. But, on 
the other hand, it results in a perpetuation of the historically developed 
inequalities between poorer nations and richer nations. The same con-
siderations which push the masses within a country toward a policy of 
income equality drive the peoples of the comparatively overpopulated 
countries into an aggressive policy toward the comparatively under-
populated countries. They are not prepared to bear their relative pov-
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erty for all time to come simply because their ancestors were not keen 
enough to appropriate areas better endowed by nature. What the “pro-
gressives” assert with regard to domestic affairs—that traditional ideas 
of liberty are only a fraud as far as the poor are concerned, and that 
true liberty means equality of income—the spokesmen of the “have-
not” nations declare with regard to international relations. In the eyes 
of the German nationalists there is only one freedom that counts: Nah-
rungsfreiheit (freedom from importing food), i.e., a state of affairs in 
which their nation could produce within its own borders all the food 
and raw materials it needs in order to enjoy the same standard of living 
as the most favored of the other nations. That is their notion of liberty 
and equality. They style themselves revolutionaries fi ghting for their 
imprescriptible rights against the vested interests of a host of reaction-
ary nations.

9. A socialist world government could also abolish the historically 
developed inequalities between the citizens of comparatively overpop-
ulated areas and those of underpopulated areas. However, the same 
forces which frustrated the attempts of the old liberals to sweep away all 
barriers hindering the free mobility of labor, commodities, and capital 
will violently oppose that kind of socialist world management. Labor in 
the comparatively underpopulated countries is unlikely to relinquish 
its inherited privileges. The workers are unlikely to accept policies 
which for a long period of transition would lower their own standard of 
living and improve only the material conditions of the underprivileged 
nations. The workers of the West expect from socialism an immediate 
rise in their own well-being. They would vigorously reject any plan to 
establish a democratic system of world government in which their votes 
would be outnumbered by those of the immense majority of under-
privileged peoples.

10. Federal government can work only under a free market econ-
omy. Etatism requires a strictly centralized government if there are 
no trade barriers insulating the member states from one  another. 
The present plans for a world federation, or even only for a federation 
of the Western democracies, are therefore illusory. If people refuse to 
abandon etatism, they cannot escape the curse of economic national-
ism except by vesting all power in a unifi ed supernational government 
of the world or of a union of democratic nations. But unfortunately 
the vested interests of powerful pressure groups are opposed to such a 
renunciation of national sovereignty.
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It is useless to indulge in reveries. Government control of business 
engenders confl icts for which no peaceful solution can be found. It 
was easy to prevent unarmed men and commodities from crossing 
the borders; it is much more diffi cult to prevent armies from trying it. 
The socialists and other etatists were able to disregard or to silence the 
warning voices of the economists. They could not disregard or silence 
the roar of cannon and the detonation of bombs.

All the oratory of the advocates of government omnipotence can-
not annul the fact that there is but one system that makes for durable 
peace: a free market economy. Government control leads to economic 
nationalism and thus results in confl ict.

III

Many people console themselves by saying: “There have always been 
wars. There will be wars and revolutions in the future too. The dreams 
of liberalism are illusory. But there is no cause for alarm. Mankind 
got along very well in the past in spite of almost continuous fi ghting. 
Civilization will not perish if confl icts continue in the future. It can 
fl ourish fairly well under conditions less perfect than those depicted 
by the liberal utopians. Many were happy under the rule of Nero or 
of Robespierre, in the days of the barbarian invasions, or of the Thirty 
Years’ War. Life will go on; people will marry and beget children, work 
and celebrate festivals. Great thinkers and poets spent their lives in de-
plorable circumstances, but that did not prevent them from doing their 
work. Neither will present or future political troubles hinder coming 
generations from performing great things.”

There is, however, a fallacy in such thinking. Mankind is not free to 
return from a higher stage of division of labor and economic prosperity 
to a lower stage. As a result of the age of capitalism the population of the 
earth is now vastly greater than on the eve of the capitalist era and stan-
dards of living are much higher. Our civilization is based on the inter-
national division of labor. It cannot survive under autarky. The United 
States and Canada would suffer less than other countries but even with 
them economic insulation would result in a tremendous drop in pros-
perity. Europe, whether itself united or divided, would be doomed in a 
world where each country was economically self-suffi cient.

We have to consider, further, the burden of continuous war prepared-
ness which such an economic system requires. For instance, in order 
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to be in a position to repel onslaughts from Asia, Australia and New 
Zealand would have to be transformed into military camps. Their en-
tire population—less than ten millions—could hardly be a force strong 
enough for the defense of their coasts until help arrived from other 
Anglo-Saxon countries. They would have to adopt a system modeled 
upon that of the old Austrian Militärgrenze or of the old American 
frontier but adapted to the much more complex conditions of modern 
industrialism. But those gallant Croats and Serbs who defended the 
Habsburg Empire and thereby Europe against the Turks were peasants 
living in economic self-suffi ciency on their family homesteads. So were 
the American frontiersmen. It was a minor calamity for them when 
they had to watch the borders rather than till the soil; their wives and 
children in their absence took care of the farms. An industrial commu-
nity cannot be operated on such terms.

Conditions will be somewhat better in other areas. But for all na-
tions the necessity of being ready for defense will mean a heavy bur-
den. Not only economic but moral and political conditions will be af-
fected. Militarism will supplant democracy; civil liberties will vanish 
wherever military discipline must be supreme.

The prosperity of the last centuries was conditioned by the steady and 
rapid progress of capital accumulation. Many countries of Europe are al-
ready on the way back to capital consumption and capital erosion. Other 
countries will follow. Disintegration and pauperization will result.

Since the decline of the Roman Empire the West has not experi-
enced the consequences of a regression in the division of labor or of 
a reduction of capital available. All our imagination is unequal to the 
task of picturing things to come.

IV

This catastrophe affects Europe primarily. If the international divi-
sion of labor is to disintegrate, Europe can only feed a fraction of its 
 present-day population, and those only at a much lower standard. Daily 
experience, rightly understood, will teach the Europeans what the con-
sequences of their policies are. But will they learn the lesson?

1. [Military borders.—Ed.]
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Introductory Remarks 

The characteristic mark of this age of dictators, wars and revolutions is its anti-capitalistic bias. Most 
governments and political parties are eager to restrict the sphere of private initiative and free enterprise. 
It is an almost unchallenged dogma that capitalism is done for and that the coming of all-round 
regimentation of economic activities is both inescapable and highly desirable. 

None the less capitalism is still very vigorous in the Western Hemisphere. Capitalist production has 
made very remarkable progress even in these last years. Methods of production were greatly improved. 
Consumers have been supplied with better and cheaper goods and with many new articles unheard of a 
short time ago. Many countries have expanded the size and improved the quality of their 
manufacturing. In spite of the anti-capitalistic policies of all governments and of almost all political 
parties, the capitalist mode of production is in many countries still fulfilling its social function in 
supplying the consumers with more, better and cheaper goods. 

It is certainly not a merit of governments, politicians and labour union officers that the standard of 
living is improving in the countries committed to the principle of private ownership of the means of 
production. Not offices and bureaucrats, but big business deserves credit for the fact that most of the 
families in the United States own a motor car and a radio set. The increase in per capita consumption in 
America as compared with conditions a quarter of a century ago is not an achievement of laws and 
executive orders. It is an accomplishment of business men who enlarged the size of their factories or built 
new ones. 

One must stress this point because our contemporaries are inclined to ignore it. Entangled in the 
superstitions of statism and government omnipotence, they are exclusively preoccupied with 
governmental measures. They expect everything from authoritarian action and very little from the 
initiative of enterprising citizens. Yet, the only means to increase well-being is to increase the quantity 
of products. This is what business aims at. 

It is grotesque that there is much more talk about the achievements of the Tennessee Valley Authority 
than about all the unprecedented and unparalleled achievements of American privately operated 
processing industries. However, it was only the latter which enabled the United Nations to win the war 
and today enables the United States to come to the aid of the Marshall Plan countries. 

The dogma that the State or the Government is the embodiment of all that is good and beneficial and 
that the individuals are wretched underlings, exclusively intent upon inflicting harm upon one another 
and badly in need of a guardian, is almost unchallenged. It is taboo to question it in the slightest way. 
He who proclaims the godliness of the State and the infallibility of its priests, the bureaucrats, is 
considered as an impartial student of the social sciences. All those raising objections are branded as biased 
and narrow-minded. The supporters of the new religion of statolatry are no less fanatical and intolerant 
than were the Mohammedan conquerors of Africa and Spain. 

History will call our age the age of the dictators and tyrants. We have witnessed in the last years the 
fall of two of these inflated supermen. But the spirit which raised these knaves to autocratic power 
survives. It permeates textbooks and periodicals, it speaks through the mouths of teachers and 
politicians, it manifests itself in party programmes and in plays and novels. As long as this spirit 
prevails there cannot be any hope of durable peace, of democracy, of the preservation of freedom or of a 
steady improvement in the nation's economic well-being. 



1 The Failure of Interventionism 

Nothing is more unpopular today than the free market economy, i.e., capitalism. Everything that is 
considered unsatisfactory in present-day conditions is charged to capitalism. The atheists make 
capitalism responsible for the survival of Christianity. But the papal encyclicals blame capitalism for the 
spread of irreligion and the sins of our contemporaries, and the Protestant churches and sects are no less 
vigorous in their indictment of capitalist greed. Friends of peace consider our wars as an offshoot of 
capitalist imperialism. But the adamant nationalist warmongers of Germany and Italy indicted 
capitalism for its "bourgeois" pacifism, contrary to human nature and to the inescapable laws of history. 
Sermonizers accuse capitalism of disrupting the family and fostering licentiousness. But the 
"progressives" blame capitalism for the preservation of allegedly outdated rules of sexual restraint. 
Almost all men agree that poverty is an outcome of capitalism. On the other hand many deplore the fact 
that capitalism, in catering lavishly to the wishes of people intent upon getting more amenities and a 
better living, promotes a crass materialism. These contradictory accusations of capitalism cancel one 
another. But the fact remains that there are few people left who would not condemn capitalism 
altogether. 

Although capitalism is the economic system of modern Western civilization, the policies of all Western 
nations are guided by utterly anti-capitalistic ideas. The aim of these interventionist policies is not to 
preserve capitalism, but to substitute a mixed economy for it. It is assumed that this mixed economy is 
neither capitalism nor socialism. It is described as a third system, as far from capitalism as it is from 
socialism. It is alleged that it stands midway between socialism and capitalism, retaining the advantages 
of both and avoiding the disadvantages inherent in each. 

More than half a century ago the outstanding man in the British socialist movement, Sidney Webb, 
declared that the socialist philosophy is "but the conscious and explicit assertion of principles of social 
organization which have been already in great part unconsciously adopted." And he added that the 
economic history of the nineteenth century was "an almost continuous record of the progress of 
socialism." [1] A few years later an eminent British statesman, Sir William Harcourt, stated: "We are all 
socialists now." [2] When in 1913 an American, Elmer Roberts, published a book on the economic policies 
of the Imperial Government of Germany as conducted since the end of the 1870s, he called them 
"monarchical socialism." [3] 

However, it was not correct simply to identify interventionism and socialism. There are many 
supporters of interventionism who consider it the most appropriate method of realizing—step by 
step—full socialism. But there are also many interventionists who are not outright socialists; they aim 
at the establishment of the mixed economy as a permanent system of economic management. They 
endeavour to restrain, to regulate and to "improve" capitalism by government interference with business 
and by labour unionism. 

In order to comprehend the working of interventionism and of the mixed economy it is necessary to 
clarify two points: 

First: If within a society based on private ownership of the means of production some of these means 
are owned and operated by the government or by municipalities, this still does not make for a mixed 
system which would combine socialism and private ownership. As long as only certain individual 
enterprises are publicly controlled, the characteristics of the market economy determining economic 
activity remain essentially unimpaired. The publicly owned enterprises, too, as buyers of raw materials, 
semi-finished goods and labour, and as sellers of goods and services, must fit into the mechanism of the 
market economy. They are subject to the law of the market; they have to strive after profits or, at least, 
to avoid losses. When it is attempted to mitigate or to eliminate this dependence by covering the losses of 
such enterprises with subsidies out of public funds, the only result is a shifting of this dependence 
somewhere else. This is because the means for the subsidies have to be raised somewhere. They may be 
raised by collecting taxes. But the burden of such taxes has its effects on the public, not on the 



government collecting the tax. It is the market, and not the revenue department, which decides upon 
whom the burden of the tax falls and how it affects production and consumption. The market and its 
inescapable law are supreme. 

Second: There are two different patterns for the realization of socialism. The one pattern—we may call 
it the Marxian or Russian pattern—is purely bureaucratic. All economic enterprises are departments of 
the government just as the administration of the army and the navy or the postal system. Every single 
plant, shop or farm, stands in the same relation to the superior central organization as does a post office 
to the office of the Postmaster-General. The whole nation forms one single labour army with compulsory 
service; the commander of this army is the chief of state. 

The second pattern—we may call it the German or Zwangswirtschaft system [4] —differs from the 
first one in that it, seemingly and nominally, maintains private ownership of the means of production, 
entrepreneurship, and market exchange. So-called entrepreneurs do the buying and selling, pay the 
workers, contract debts and pay interest and amortization. But they are no longer entrepreneurs. In Nazi 
Germany they were called shop managers or Betriebsführer. The government tells these seeming 
entrepreneurs what and how to produce, at what prices and from whom to buy, at what prices and to 
whom to sell. The government decrees at what wages labourers should work, and to whom and under 
what terms the capitalists should entrust their funds. Market exchange is but a sham. As all prices, 
wages and interest rates are fixed by the authority, they are prices, wages and interest rates in 
appearance only; in fact they are merely quantitative terms in the authoritarian orders determining each 
citizen's income, consumption and standard of living. The authority, not the consumers, directs 
production. The central board of production management is supreme; all citizens are nothing else but 
civil servants. This is socialism with the outward appearance of capitalism. Some labels of the 
capitalistic market economy are retained, but they signify here something entirely different from what 
they mean in the market economy. 

It is necessary to point out this fact to prevent a confusion of socialism and interventionism. The 
system of the hampered market economy, or interventionism, differs from socialism by the very fact 
that it is still market economy. The authority seeks to influence the market by the intervention of its 
coercive power, but it does not want to eliminate the market altogether. It desires that production and 
consumption should develop along lines different from those prescribed by the unhindered market, and it 
wants to achieve its aim by injecting into the working of the market orders, commands and prohibitions 
for whose enforcement the police power and its apparatus of coercion and compulsion stand ready. But 
these are isolated interventions; their authors assert that they do not plan to combine these measures into 
a completely integrated system which regulates all prices, wages and interest rates, and which thus 
places full control of production and consumption in the hands of the authorities. 

However, all the methods of interventionism are doomed to failure. This means: the interventionist 
measures must needs result in conditions which from the point of view of their own advocates are more 
unsatisfactory than the previous state of affairs they were designed to alter. These policies are therefore 
contrary to purpose. 

Minimum wage rates, whether enforced by government decree or by labour union pressure and 
compulsion, are useless if they fix wage rates at the market level. But if they try to raise wage rates 
above the level which the unhampered labour market would have determined, they result in permanent 
unemployment of a great part of the potential labour force. 

Government spending cannot create additional jobs. If the government provides the funds required by 
taxing the citizens or by borrowing from the public, it abolishes on the one hand as many jobs as it 
creates on the other. If government spending is financed by borrowing from the commercial banks, it 
means credit expansion and inflation. If in the course of such an inflation the rise in commodity prices 
exceeds the rise in nominal wage rates, unemployment will drop. But what makes unemployment 
shrink is precisely the fact that real wage rates are falling. 



The inherent tendency of capitalist evolution is to raise real wage rates steadily. This is the effect of the 
progressive accumulation of capital by means of which technological methods of production are 
improved. There is no means by which the height of wage rates can be raised for all those eager to earn 
wages other than through the increase of the per capita quota of capital invested. Whenever the 
accumulation of additional capital stops, the tendency towards a further increase in real wage rates 
comes to a standstill. If capital consumption is substituted for an increase in capital available, real wage 
rates must drop temporarily until the checks on a further increase in capital are removed. Government 
measures which retard capital accumulation or lead to capital consumption—such as confiscatory 
taxation—are therefore detrimental to the vital interests of the workers. 

Credit expansion can bring about a temporary boom. But such a fictitious prosperity must end in a 
general depression of trade, a slump. 

It can hardly be asserted that the economic history of the last decades has run counter to the pessimistic 
predictions of the economists. Our age has to face great economic troubles. But this is not a crisis of 
capitalism. It is the crisis of interventionism, of policies designed to improve capitalism and to substitute 
a better system for it. 

No economist ever dared to assert that interventionism could result in anything else than in disaster 
and chaos. The advocates of interventionism--foremost among them the Prussian Historical School and 
the American Institutionalists—were not economists. On the contrary. In order to promote their plans 
they flatly denied that there is any such thing as economic law. In their opinion governments are free to 
achieve all they aim at without being restrained by an inexorable regularity in the sequence of 
economicphenomena Like the German socialist Ferdinand Lassalle, they maintain that the State is God. 

The interventionists do not approach the study of economic matters with scientific disinterestedness. 
Most of them are driven by an envious resentment against those whose incomes are larger than their 
own. This bias makes it impossible for them to see things as they really are. For them the main thing is 
not to improve the conditions of the masses, but to harm the entrepreneurs and capitalists even if this 
policy victimizes the immense majority of the people. 

In the eyes of the interventionists the mere existence of profits is objectionable. They speak of profit 
without dealing with its corollary, loss. They do not comprehend that profit and loss are the 
instruments by means of which the consumers keep a tight rein on all entrepreneurial activities. It is 
profit and loss that make the consumers supreme in the direction of business.It is absurd to contrast 
production for profit and production for use. On the unhampered market a man can earn profits only by 
supplying the consumers in the best and cheapest way with the goods they want to use. Profit and loss 
withdraw the material factors of production from the hands of the inefficient and place them in the 
hands of the more efficient. It is their social function to make a man the more influential in the conduct 
of business the better he succeeds in producing commodities for which people scramble. The consumers 
suffer when the laws of the country prevent the most efficient entrepreneurs from expanding the sphere 
of their activities. What made some enterprises develop into "big business" was precisely their success in 
filling best the demand of the masses. 

Anti-capitalistic policies sabotage the operation of the capitalist system of the market economy. The 
failure of interventionism does not demonstrate the necessity of adopting socialism. It merely exposes the 
futility of interventionism. All those evils which the self-styled "progressives" interpret as evidence of the 
failure of capitalism are the outcome of their allegedly beneficial interference with the market. Only the 
ignorant, wrongly identifying interventionism and capitalism, believe that the remedy for these evils is 
socialism. 



2 The Dictatorial, Anti-Democratic and Socialist Character of Interventionism 

Many advocates of interventionism are bewildered when one tells them that in recommending 
interventionism they themselves are fostering anti-democratic and dictatorial tendencies and the 
establishment of totalitarian socialism. They protest that they are sincere believers and opposed to 
tyranny and socialism. What they aim at is only the improvement of the conditions of the poor. They 
say that they are driven by considerations of social justice, and favour a fairer distribution of income 
precisely because they are intent upon preserving capitalism and its political corollary or superstructure, 
viz., democratic government. 

What these people fail to realize is that the various measures they suggest are not capable of bringing 
about the beneficial results aimed at. On the contrary they produce a state of affairs which from the 
point of view of their advocates is worse than the previous state which they were designed to alter. If 
the government, faced with this failure of its first intervention, is not prepared to undo its interference 
with the market and to return to a free economy, it must add to its first measure more and more 
regulations and restrictions. Proceeding step by step on this way it finally reaches a point in which all 
economic freedom of individuals has disappeared. Then socialism of the German pattern, the 
Zwangswirtschaft of the Nazis, emerges. 

We have already mentioned the case of minimum wage rates. Let us illustrate the matter further by an 
analysis of a typical case of price control. 

If the government wants to make it possible for poor parents to give more milk to their children, it 
must buy milk at the market price and sell it to those poor people with a loss at a cheaper rate; the loss 
may be covered from the means collected by taxation. But if the government simply fixes the price of 
milk at a lower rate than the market, the results obtained will be contrary to the aims of the 
government. The marginal producers will, in order to avoid losses, go out of the business of producing 
and selling milk. There will be less milk available for the consumers, not more. This outcome is contrary 
to the government's intentions. The government interfered because it considered milk as a vital necessity. 
It did not want to restrict its supply. 

Now the government has to face the alternative: either to refrain from any endeavours to control 
prices, or to add to its first measure a second one, i.e., to fix the prices of the factors of production 
necessary for the production of milk. Then the same story repeats itself on a remoter plane: the 
government has again to fix the prices of the factors of production necessary for the production of those 
factors of production which are needed for the production of milk. Thus the government has to go 
further and further, fixing the prices of all the factors of production—both human (labour) and 
material—and forcing every entrepreneur and every worker to continue work at these prices and wages. 
No branch of production can be omitted from this all-round fixing of prices and wages and this general 
order to continue production. If some branches of production were left free, the result would be a shifting 
of capital and labour to them and a corresponding fall of the supply of the goods whose prices the 
government had fixed. However, it is precisely these goods which the government considers as especially 
important for the satisfaction of the needs of the masses. 

But when this state of all-round control of business is achieved, the market economy has been replaced 
by a system of planned economy, by socialism. Of course, this is not the socialism of immediate state 
management of every plant by the government as in Russia, but the socialism of the German or Nazi 
pattern. 

Many people were fascinated by the alleged success of German price control. They said: You have only 
to be as brutal and ruthless as the Nazis and you will succeed in controlling prices. What these people, 
eager to fight Nazism by adopting its methods, did not see was that the Nazis did not enforce price 
control within a market society, but they established a full socialist system, a totalitarian 
commonwealth. 



Price control is contrary to purpose if it is limited to some commodities only. It cannot work 
satisfactorily within a market economy. If the government does not draw from this failure the 
conclusion that it must abandon all attempts to control prices, it must go further and further until it 
substitutes socialist all-round planning for the market economy. 

Production can either be directed by the prices fixed on the market by the buying and by the abstention 
from buying on the part of the public. Or it can be directed by the government's central board of 
production management. There is no third solution available. There is no third social system feasible 
which would be neither market economy nor socialism. Government control of only a part of prices 
must result in a state of affairs which—without any exception—everybody considers as absurd and 
contrary to purpose. Its inevitable result is chaos and social unrest. 

It is this that the economists have in mind in referring to economic law and asserting that 
interventionism is contrary to economic law. 

In the market economy the consumers are supreme. Their buying and their abstention from buying 
ultimately determine what the entrepreneurs produce and in what quantity and quality. It determines 
directly the prices of the consumers' goods and indirectly the prices of all producers' goods, viz., labour 
and material factors of production. It determines the emergence of profits and losses and the formation of 
the rate of interest. It determines every individual's income. The focal point of the market economy is the 
market, i.e., the process of the formation of commodity prices, wage rates and interest rates and their 
derivatives, profits and losses. It makes all men in their capacity as producers responsible to the 
consumers. This dependence is direct with entrepreneurs, capitalists, farmers and professional men, and 
indirect with people working for salaries and wages. The market adjusts the efforts of all those engaged 
in supplying the needs of the consumers to the wishes of those for whom they produce, the consumers. 
It subjects production to consumption. 

!The market is a democracy in which every penny gives a right to vote. It is true that the various 
individuals have not the same power to vote. The richer man casts more ballots than the poorer fellow. 
But to be rich and to earn a higher income is, in the market economy, already the outcome of a previous 
election. The only means to acquire wealth and to preserve it, in a market economy not adulterated by 
government-made privileges and restrictions, is to serve the consumers in the best and cheapest way. 
Capitalists and landowners who fail in this regard suffer losses. If they do not change their procedure, 
they lose their wealth and become poor. It is consumers who make poor people rich and rich people poor. 
It is the consumers who fix the wages of a movie star and an opera singer at a higher level than those of 
a welder or an accountant. 

Every individual is free to disagree with the outcome of an election campaign or of the market process. 
But in a democracy he has no other means to alter things than persuasion. If a man were to say: "I do 
not like the mayor elected by majority vote; therefore I ask the government to replace him by the man I 
prefer," one would hardly call him a democrat. But if the same claims are raised with regard to the 
market, most people are too dull to discover the dictatorial aspirations involved. 

The consumers have made their choices and determined the income of the shoe manufacturer, the movie 
star and the welder. Who is Professor X to arrogate to himself the privilege of overthrowing their 
decision? If he were not a potential dictator, he would not ask the government to interfere. He would try 
to persuade his fellow-citizens to increase their demand for the products of the welders and to reduce their 
demand for shoes and pictures. 

The consumers are not prepared to pay for cotton prices which would render the marginal farms, i.e., 
those producing under the least favourable conditions, profitable. This is very unfortunate indeed for the 
farmers concerned; they must discontinue growing cotton and try to integrate themselves in another 
way into the whole of production. 



But what shall we think of the statesman who interferes by compulsion in order to raise the price of 
cotton above the level it would reach on the free market? What the interventionist aims at is the 
substitution of police pressure for the choice of the consumers. All this talk: the state should do this or 
that, ultimately means: the police should force consumers to behave otherwise than they would behave 
spontaneously. In such proposals as: let us raise farm prices, let us raise wage rates, let us lower profits, 
let us curtail the salaries of executives, the us ultimately refers to the police. Yet the authors of these 
projects protest that they are planning for freedom and industrial democracy. 

In most non-socialist countries the labour unions are granted special rights. They are permitted to 
prevent non-members from working. They are allowed to call a strike and, when on strike, are virtually 
free to employ violence against all those who are prepared to continue working, viz., the strike-breakers. 
This system assigns an unlimited privilege to those engaged in vital branches of industry. Those workers 
whose strike cuts off the supply of water, light, food and other necessities are in a position to obtain all 
they want at the expense of the rest of the population. It is true that in the United States their unions 
have up to now exercised some moderation in taking advantage of this opportunity. Other American 
unions and many European unions have been less cautious. They are intent upon enforcing wage 
increases without bothering about the disaster inevitably resulting. 

The interventionists are not shrewd enough to realize that labour union pressure and compulsion are 
absolutely incompatible with any system of social organization. The union problem has no reference 
whatsoever to the right of citizens to associate with one another in assemblies and associations; no 
democratic country denies its citizens this right. Neither does anybody dispute a man's right to stop 
work and to go on strike. The only question is whether or not the unions should be granted the privilege 
of resorting with impunity to violence. This privilege is no less incompatible with socialism than with 
capitalism. No social co-operation under the division of labour is possible when some people or unions of 
people are granted the r ight to prevent by violence and the threat of violence other people from 
working. When enforced by violence, a strike in vital branches of production or a general strike are 
tantamount to a revolutionary destruction of society. 

A government abdicates if it tolerates any non-governmental agency's use of violence. If the 
government forsakes its monopoly of coercion and compulsion, anarchic conditions result. If it were true 
that a democratic system of government is unfit to protect unconditionally every individual's right to 
work in defiance of the orders of a union, democracy would be doomed. Then dictatorship would be the 
only means to preserve the division of labour and to avoid anarchy. What generated dictatorship in 
Russia and Germany was precisely the fact that the mentality of these nations made suppression of 
union violence unfeasible under democratic conditions. The dictators abolished strikes and thus broke the 
spine of labour unionism. There is no question of strikes in the Soviet empire. 

It is illusory to believe that arbitration of labour disputes could bring the unions into the framework of 
the market economy and make their functioning compatible with the preservation of domestic peace. 
Judicial settlement of controversies is feasible if there is a set of rules available, according to which 
individual cases can be judged. But if such a code is valid and its provisions are applied to the 
determination of the height of wage rates, it is no longer the market which fixes them, but the code and 
those who legislate with regard to it. Then the government is supreme and no longer the consumers 
buying and selling on the market. If no such code exists, a standard according to which a controversy 
between employers and employees could be decided is lacking. It is vain to speak of "fair" wages in the 
absence of such a code. The notion of fairness is nonsensical if not related to an established standard. In 
practice, if the employers do not yield to the threats of the unions, arbitration is tantamount to the 
determination of wage rates by the government-appointed arbitrator. Peremptory authoritarian decision 
is substituted for the market price. The issue is always the same: the government or the market. There is 
no third solution. 

!Metaphors are often very useful in elucidating complicated problems and in making them 
comprehensible to less intelligent minds. But they become misleading and result in nonsense if people 



forget that every comparison is imperfect. It is silly to take metaphorical idioms literally and to deduce 
from their interpretation features of the object one wished to make more easily understandable by their 
use. There is no harm in the economists' description of the operation of the market as automatic and in 
their custom of speaking of the anonymous forces operating on the market. They could not anticipate 
that anybody would be so stupid as to take these metaphors literally. 

No "automatic" and "anonymous" forces actuate the "mechanism" of the market. The only factors 
directing the market and determining prices are purposive acts of men. There is no automatism; there are 
men consciously aiming at ends chosen and deliberately resorting to definite means for the attainment of 
these ends. There are no mysterious mechanical forces; there is only the will of every individual to satisfy 
his demand for various goods. There is no anonymity; there are you and I and Bill and Joe and all the 
rest. And each of us is engaged both in production and consumption. Each contributes his share to the 
determination of prices. 

The dilemma is not between automatic forces and planned action. It is between the democratic process 
of the market, in which every individual has his share, and the exclusive rule of a dictatorial body. 
Whatever people do in the market economy, is the execution of their own plans. In this sense every 
human action means planning. What those calling themselves planners advocate is not the substitution 
of planned action for letting things go. It is the substitution of the planner's own plan for the plans of 
his fellow-men. The planner is a potential dictator who wants to deprive all other people of the power to 
plan and act according to their own plans. He aims at one thing only: the exclusive absolute pre-
eminence of his own plan. 

It is no less erroneous to declare that a government that is not socialistic has no plan. Whatever a 
government does is the execution of a plan, i.e., of a design. One may disagree with such a plan. But one 
must not say that it is not a plan at all. Professor Wesley C. Mitchell maintained that the British liberal 
government "planned to have no plan." [5] However, the British government in the liberal age certainly 
had a definite plan. Its plan was private ownership of the means of production, free initiative and 
market economy. Great Britain was very prosperous indeed under this plan which according to Professor 
Mitchell is "no plan." 

The planners pretend that their plans are scientific and that there cannot be disagreement with regard 
to them among well-intentioned and decent people. However, there is no such thing as a scientific 
ought. Science is competent to establish what is. It can never dictate what ought to be and what ends 
people should aim at. It is a fact that men disagree in their value judgments. It is insolent to arrogate to 
oneself the right to overrule the plans of other people and to force them to submit to the plan of the 
planner. Whose plan should be executed? The plan of the CIO or those of any other group? The plan of 
Trotsky or that of Stalin? The plan of Hitler or that of Strasser? 

When people were committed to the idea that in the field of religion only one plan must be adopted, 
bloody wars resulted. With the acknowledgment of the principle of religious freedom these wars ceased. 
The market economy safeguards peaceful economic co-operation because it does not use force upon the 
economic plans of the citizens. If one master plan is to be substituted for the plans of each citizen, endless 
fighting must emerge. Those who disagree with the dictator's plan have no other means to carry on 
than to defeat the despot by force of arms. 

!It is an illusion to believe that a system of planned socialism could be operated according to democratic 
methods of government. Democracy is inextricably linked with capitalism. It cannot exist where there is 
planning. Let us refer to the words of the most eminent of the contemporary advocates of socialism. 
Professor Harold Laski declared that the attainment of power by the British Labour Party in the normal 
parliamentary fashion must result in a radical transformation of parliamentary government. A socialist 
administration needs "guarantees" that its work of transformation would not be "disrupted" by repeal in 
event of its defeat at the polls. Therefore the suspension of the Constitution is "inevitable." [6] How 
pleased would Charles I and George III have been if they had known the books of Professor Laski! 



Sidney and Beatrice Webb (Lord and Lady Passfield) tell us that "in any corporate action a loyal unity of 
thought is so important that, if anything is to be achieved, public discussion must be suspended between 
the promulgation of the decision and the accomplishment of the task." Whilst "the work is in progress" 
any expression of doubt, or even of fear that the plan will not be successful, is "an act of disloyalty, or 
even of treachery." [7] Now as the process of production never ceases and some work is always in 
progress and there is always something to be achieved, it follows that a socialist government must never 
concede any freedom of speech and the press. "A loyal unity of thought," what a high-sounding 
circumlocution for the ideals of Philip II and the Inquisition! In this regard another eminent admirer of 
the Soviets, Mr. T. G. Crowther, speaks without any reserve. He plainly declares that inquisition is 
"beneficial to science when it protects a rising class," [8] i.e., when Mr. Crowther's friends resort to it. 
Hundreds of similar dicta could be quoted. 

In the Victorian age, when John Stuart Mill wrote his essay On Liberty, such views as those held by 
Professor Laski, Mr. and Mrs. Webb and Mr. Crowther were called reactionary. Today they are called 
"progressive" and "liberal." On the other hand people who oppose the suspension of parliamentary 
government and of the freedom of speech and the press and the establishment of inquisition are scorned 
as "reactionaries," as "economic royalists" and as "Fascists." 

Those interventionists who consider interventionism as a method of bringing about full socialism step 
by step are at least consistent. If the measures adopted fail to achieve the beneficial results expected and 
end in disaster, they ask for more and more government interference until the government has taken 
over the direction of all economic activities. But those interventionists who look at interventionism as a 
means of improving capitalism and thereby preserving it are utterly confused. 

In the eyes of these people all the undesired and undesirable effects of government interference with 
business are caused by capitalism. The very fact that a governmental measure has brought about a state 
of affairs which they dislike is for them a justification of further measures. They fail, for instance, to 
realize that the role monopolistic schemes play in our time is the effect of government interference such 
as tariffs and patents. They advocate government action for the prevention of monopoly. One could 
hardly imagine a more unrealistic idea. For the governments whom they ask to fight monopoly are the 
same governments who are devoted to the principle of monopoly. Thus, the American New Deal 
Government embarked upon a thorough-going monopolistic organization of every branch of American 
business, by the NRA, and aimed at organizing American farming as a vast monopolistic scheme, 
restricting farm output for the sake of substituting monopoly prices for the lower market prices. It was 
a party to various international commodity control agreements the undisguised aim of which was to 
establish international monopolies of various commodities. The same is true of all other governments. 
The Union of Soviet Socialist Republics was also a party to some of these intergovernmental 
monopolistic conventions. [9] Its repugnance for collaboration with the capitalistic countries was not so 
great as to cause it to miss any opportunity for fostering monopoly. 

The programme of this self-contradictory interventionism is dictatorship, supposedly to make people 
free. But the liberty its supporters advocate is liberty to do the "right" things, i.e., the things they 
themselves want to be done. They are not only ignorant of the economic problem involved. They lack the 
faculty of logical thinking. 

The most absurd justification of interventionism is provided by those who look upon the conflict 
between capitalism and socialism as if it were a contest over the distribution of income. Why should not 
the propertied classes be more compliant? Why should they not accord to the poor workers a part of their 
ample revenues? Why should they oppose the government's design to raise the share of the 
underprivileged by decreeing minimum wage rates and maximum prices and by cutting profits and 
interest rates down to a "fairer" level? Pliability in such matters, they say, would take the wind from the 
sails of the radical revolutionaries and preserve capitalism. The worst enemies of capitalism, they say, are 
those intransigent doctrinaires whose excessive advocacy of economic freedom, of laisser-faire and 
Manchesterism renders vain all attempts to come to a compromise with the claims of labour. These 



adamant reactionaries are alone responsible for the bitterness of contemporary party strife and the 
implacable hatred it generates. What is needed is the substitution of a constructive programme for the 
purely negative attitude of the economic royalists. And, of course, "constructive" is in the eyes of these 
people only interventionism. 

However, this mode of reasoning is entirely vicious. It takes for granted that the various measures of 
government interference with business will attain those beneficial results which their advocates expect 
from them. It blithely disregards all that economics says about their futility in attaining the ends 
sought, and their unavoidable and undesirable consequences. The question is not whether minimum 
wage rates are fair or unfair, but whether or not they bring about unemployment of a part of those 
eager to work. By calling these measures just, the interventionist does not refute the objections raised 
against their expediency by the economists. He merely displays ignorance of the question at issue. 

The conflict between capitalism and socialism is not a contest between two groups of claimants 
concerning the size of the portions to be allotted to each of them out of a definite supply of goods. It is a 
dispute concerning what system of social organization best serves human welfare. Those fighting 
socialism do not reject socialism because they envy the workers the benefits they (the workers) could 
allegedly derive from the socialist mode of production. They fight socialism precisely because they are 
convinced that it would harm the masses in reducing them to the status of poor serfs entirely at the 
mercy of irresponsible dictators. 

In this conflict of opinions everybody must make up his mind and take a definite stand. Everybody 
must side either with the advocates of economic freedom or with those of totalitarian socialism. One 
cannot evade this dilemma by adopting an allegedly middle-of-the-road position, namely 
interventionism. For interventionism is neither a middle way nor a compromise between capitalism and 
socialism. It is a third system. It is a system the absurdity and futility of which is agreed upon not only 
by all economists but even by the Marxians. 

There is no such thing as an "excessive" advocacy of economic freedom. On the one hand, production 
can be directed by the efforts of each individual to adjust his conduct so as to fill the most urgent wants 
of the consumers in the most appropriate way. This is the market economy. On the other hand, 
production can be directed by authoritarian decree. If these decrees concern only some isolated items of the 
economic structure, they fail to attain the ends sought, and their own advocates do not like their 
outcome. If they come up to all-round regimentation, they mean totalitarian socialism. 

Men must choose between the market economy and socialism. The state can preserve the market 
economy in protecting life, health and private property against violent or fraudulent aggression; or it 
can itself control the conduct of all production activities. Some agency must determine what should be 
produced. If it is not the consumers by means of demand and supply on the market, it must be the 
government by compulsion. 



3 Socialism and Communism 

In the terminology of Marx and Engels the words communism and socialism are synonymous. They 
are alternately applied without any distinction between them. The same was true for the practice of all 
Marxian groups and sects until 1917. The political parties of Marxism which considered the Communist 
Manifesto as the unalterable gospel of their doctrine called themselves socialist parties. The most 
influential and most numerous of these parties, the German party, adopted the name Social Democratic 
Party. In Italy, in France and in all other countries in which Marxian parties already played a role in 
political life before 1917, the term socialist likewise superseded the term communist. No Marxian ever 
ventured, before 1917, to distinguish between communism and socialism. 

In 1875, in his Criticism of the Gotha Programme of the German Social Democratic Party, Marx 
distinguished between a lower (earlier) and a higher (later) phase of the future communist society. But he 
did not reserve the name of communism to the higher phase, and did not call the lower phase socialism 
as differentiated from communism. 

One of the fundamental dogmas of Marx is that socialism is bound to come "with the inexorability of 
a law of nature." Capitalist production begets its own negation and establishes the socialist system of 
public ownership of the means of production. This process "executes itself through the operation of the 
inherent laws of capitalist production." [10] It is independent of the wills of people. [11] It is impossible 
for men to accelerate it, to delay it or to hinder it. For "no social system ever disappears before all the 
productive forces are developed for the development of which it is broad enough, and new higher 
methods of production never appear before the material conditions of their existence have been hatched 
out in the womb of previous society." [12] 

This doctrine is, of course, irreconcilable with Marx's own political activities and with the teachings he 
advanced for the justification of these activities. Marx tried to organize a political party which by means 
of revolution and civil war should accomplish the transition from capitalism to socialism. The 
characteristic feature of their parties was, in the eyes of Marx and all Marxian doctrinaires, that they 
were revolutionary parties invariably committed to the idea of violent action. Their aim was to rise in 
rebellion, to establish the dictatorship of the proletarians and to exterminate mercilessly all bourgeois. 
The deeds of the Paris Communards in 1871 were considered as the perfect model of such a civil war. The 
Paris revolt, of course, had lamentably failed. But later uprisings were expected to succeed. [13] 

However, the tactics applied by the Marxian parties in various European countries were irreconcilably 
opposed to each of these two contradictory varieties of the teachings of Karl Marx. They did not place 
confidence in the inevitability of the coming of socialism. Neither did they trust in the success of a 
revolutionary upheaval. They adopted the methods of parliamentary action. They solicited votes in 
election campaigns and sent their delegates into the parliaments. They "degenerated" into democratic 
parties. In the parliaments they behaved like other parties of the opposition. In some countries they 
entered into temporary alliances with other parties, and occasionally socialist members sat in the 
cabinets. Later, after the end of the first World War, the socialist parties became paramount in many 
parliaments. In some countries they ruled exclusively, in others in close co-operation with "bourgeois" 
parties. 

It is true that these domesticated socialists before 1917 never abandoned lip service to the rigid 
principles of orthodox Marxism. They repeated again and again that the coming of socialism is 
unavoidable. They emphasized the inherent revolutionary character of their parties. Nothing could 
arouse their anger more than when somebody dared to dispute their adamant revolutionary spirit. 
However, in fact they were parliamentary parties like all other parties. 

From a correct Marxian point of view, as expressed in the later writings of Marx and Engels (but not 
yet in the Communist Manifesto), all measures designed to restrain, to regulate and to improve 
capitalism were simply "petty-bourgeois" nonsense stemming from an ignorance of the immanent laws 



of capitalist evolution. True socialists should not place any obstacles in the way of capitalist evolution. 
For only the full maturity of capitalism could bring about socialism. It is not only vain, but harmful to 
the interests of the proletarians to resort to such measures. Even labour-unionism is not an adequate 
means for the improvement of the conditions of the workers. [14] Marx did not believe that 
interventionism could benefit the masses. He violently rejected the idea that such measures as minimum 
wage rates, price ceilings, restriction of interest rates, social security and so on are preliminary steps in 
bringing about socialism. He aimed at the radical abolition of the wages system which can be 
accomplished only by communism in its higher phase. He would have sarcastically ridiculed the idea of 
abolishing the "commodity character" of labour within the frame of a capitalist society by the enactment 
of a law. 

But the socialist parties as they operated in the European countries were virtually no less committed to 
interventionism than the Sozialpolitik of the Kaiser's Germany and the American New Deal. It was 
against this policy that George Sorel and Syndicalism directed their attacks. Sorel, a timid intellectual of 
a bourgeois background, deprecated the "degeneration" of the socialist parties for which he blamed their 
penetration by bourgeois intellectuals. He wanted to see the spirit of ruthless aggressiveness, inherent in 
the masses, revived and freed from the guardianship of intellectual cowards. For Sorel nothing counted 
but riots. He advocated action directe, i.e., sabotage and the general strike, as initiatory steps towards the 
final great revolution. 

Sorel had success mostly among snobbish and idle intellectuals and no less snobbish and idle heirs of 
wealthy entrepreneurs. He did not perceptibly move the masses. For the Marxian parties in Western and 
Central Europe his passionate criticism was hardly more than a nuisance. His historical importance 
consisted mainly in the role his ideas played in the evolution of Russian Bolshevism and Italian Fascism. 

In order to understand the mentality of the Bolshevists we must again refer to the dogmas of Karl 
Marx. Marx was fully convinced that capitalism is a stage of economic history which is not limited to a 
few advanced countries only. Capitalism has the tendency to convert all parts of the world into capitalist 
countries. The bourgeoisie forces all nations to become capitalist nations. When the final hour of 
capitalism sounds, the whole world will be uniformly in the stage of mature capitalism, ripe for the 
transition to socialism. Socialism will emerge at the same time in all parts of the world. 

Marx erred on this point no less than in all his other statements. Today even the Marxians cannot and 
do not deny that there still prevail enormous differences in the development of capitalism in various 
countries. They realize that there are many countries which, from the point of view of the Marxian 
interpretation of history, must be described as precapitalistic. In these countries the bourgeoisie has not 
yet attained a ruling position and has not yet set the historical stage of capitalism which is the necessary 
prerequisite of the appearance of socialism. These countries therefore must first accomplish their 
"bourgeois revolution" and must go through all phases of capitalism before there can be any question of 
transforming them into socialist countries. The only policy which Marxians could adopt in such 
countries would be to support the bourgeois unconditionally, first in their endeavours to seize power and 
then in their capitalistic ventures. A Marxian party could for a very long time have no other task than 
to be subservient to bourgeois liberalism. This alone is the mission which historical materialism, if 
consistently applied, could assign to Russian Marxians. They would be forced to wait quietly until 
capitalism should have made their nation ripe for socialism. 

But the Russian Marxians did not want to wait. They resorted to a new modification of Marxism 
according to which it was possible for a nation to skip one of the stages of historical evolution. They 
shut their eyes to the fact that this new doctrine was not a modification of Marxism, but rather the 
denial of the last remnant which was left of it. It was an undisguised return to the pre-Marxian and 
anti-Marxian socialist teachings according to which men are free to adopt socialism at any time if they 
consider it as a system more beneficial to the commonweal than capitalism. It utterly exploded all the 
mysticism inwrought into dialectical materialism and in the alleged Marxian discovery of the inexorable 
laws of mankind's economic evolution. 



Having emancipated themselves from Marxian determinism, the Russian Marxians were free to discuss 
the most appropriate tactics for the realization of socialism in their country. They were no longer 
bothered with economic problems. They had no longer to investigate whether or not the time had come. 
They had only one task to accomplish, the seizure of the reins of government. 

One group maintained that lasting success could be expected only if the support of a sufficient number 
of the people, though not necessarily of the majority, could be won. Another group did not favour such 
a time-consuming procedure. They suggested a bold stroke. A small group of fanatics should be 
organized as the vanguard of the revolution. Strict discipline and unconditional obedience to the chief 
should make these professional revolutionists fit for a sudden attack. They should supplant the Czarist 
government and then rule the country according to the traditional methods of the Czar's police. 

The terms used to signify these two groups—Bolshevists (majority) for the latter and Mensheviks 
(minority) for the former—refer to a vote taken in 1903 at a meeting held for the discussion of these 
tactical issues. The only difference dividing the two groups from one another was this matter of tactical 
methods. They both agreed with regard to the ultimate end: socialism. 

Both sects tried to justify their respective points of view by quoting passages from Marx's and Engels's 
writings. This is, of course, the Marxian custom. And each sect was in a position to discover in these 
sacred books dicta confirming its own stand. 

Lenin, the Bolshevist chief, knew his countrymen much better than his adversaries and their leader, 
Plekhanov, did. He did not, like Plekhanov, make the mistake of applying to Russians the standards of 
the Western nations. He remembered how foreign women had twice simply usurped supreme power and 
quietly ruled for a life-time. He was aware of the fact that the terrorist methods of the Czar's secret 
police were successful and he was confident that he could considerably improve on these methods. He was 
a ruthless dictator and he knew that the Russians lacked the courage to resist oppression. Like Cromwell, 
Robespierre and Napoleon, he was an ambitious usurper and fully trusted the absence of revolutionary 
spirit in the immense majority. The autocracy of the Romanovs was doomed because the unfortunate 
Nicholas II was a weakling. The socialist lawyer Kerensky failed because he was committed to the 
principle of parliamentary government. Lenin succeeded because he never aimed at anything else than his 
own dictatorship. And the Russians yearned for a dictator, for a successor of the Terrible Ivan. 

The rule of Nicholas II was not ended by a real revolutionary upheaval. It collapsed on the battlefields. 
Anarchy resulted which Kerensky could not master. A skirmish in the streets of Saint Petersburg removed 
Kerensky. A short time later Lenin had his eighteenth Brumaire. In spite of all the terror practised by the 
Bolshevists the Constituent Assembly, elected by universal franchise for men and women, had only about 
twenty per cent Bolshevist members. Lenin dispelled by force of arms the Constituent Assembly. The 
short-lived "liberal" interlude was liquidated. Russia passed from the hands of the inept Romanovs into 
those of a real autocrat. 

Lenin did not content himself with the conquest of Russia. He was fully convinced that he was 
destined to bring the bliss of socialism to all nations, not only to Russia. The official name which he 
chose for his government—Union of the Soviet Socialist Republics —does not contain any reference to 
Russia. It was designed as the nucleus of a world government. It was implied that all foreign comrades 
by rights owed allegiance to this government and that all foreign bourgeois who dared to resist were 
guilty of high treason and deserved capital punishment. Lenin did not doubt in the least that all Western 
countries were on the eve of the great final revolution. He daily expected its outbreak. 

There was in the opinion of Lenin only one group in Europe that might—although without any 
prospect of success—try to prevent the revolutionary upheaval: the depraved members of the 
intelligentsia who had usurped the leadership of the socialist parties. Lenin had long hated these men for 
their addiction to parliamentary procedure and their reluctance to endorse his dictatorial aspirations. He 
raged against them because he held them responsible for the fact that the socialist parties had supported 



the war effort of their countries. Already in his Swiss exile, which ended in 1917, Lenin began to split 
the European socialist parties. Now he set up a new, a Third International which he controlled in the 
same dictatorial manner in which he directed the Russian Bolshevists. For this new party Lenin chose the 
name Communist Party. The communists were to fight unto death the various European socialist 
parties, these "social traitors," and they were to arrange the immediate liquidation of the bourgeoisie and 
seizure of power by the armed workers. Lenin did not differentiate between socialism and communism as 
social systems. The goal which he aimed at was not called communism as opposed to socialism. The 
official name of the Soviet government is Union of the Socialist (not of the Communist ) Soviet 
Republics. In this regard he did not want to alter the traditional terminology which considered the terms 
as synonymous. He merely called his partisans, the only sincere and consistent supporters of the 
revolutionary principles of orthodox Marxism, communists and their tactical methods communism 
because he wanted to distinguish them from the "treacherous hirelings of the capitalist exploiters," the 
wicked Social Democratic leaders like Kautsky and Albert Thomas. These traitors, he emphasized, were 
anxious to preserve capitalism. They were not true socialists. The only genuine Marxians were those 
who rejected the name of socialists, irremediably fallen into disrepute. 

Thus the distinction between communists and socialists came into being. Those Marxians who did not 
surrender to the dictator in Moscow called themselves social democrats or, in short, socialists. What 
characterized them was the belief that the most appropriate method for the realization of their plans to 
establish socialism, the final goal common to them as well as to the communists, was to win the 
support of the majority of their fellow-citizens. They abandoned the revolutionary slogans and tried to 
adopt democratic methods for the seizure of power. They did not bother about the problem whether or 
not a socialist regime is compatible with democracy. But for the attainment of socialism they were 
resolved to apply democratic procedures. 

The communists, on the other hand, were in the early years of the Third International firmly 
committed to the principle of revolution and civil war. They were loyal only to their Russian chief. They 
expelled from their ranks everybody who was suspected of feeling himself bound by any of his country's 
laws. They plotted unceasingly and squandered blood in unsuccessful riots. 

Lenin could not understand why the communists failed everywhere outside Russia. He did not expect 
much from the American workers. In the United States, the communists agreed, the workers lacked the 
revolutionary spirit because they were spoiled by well-being and steeped in the vice of money-making. 
But Lenin did not doubt that the European masses were class-conscious and therefore fully committed to 
revolutionary ideas. The only reason why the revolution had not been realized was in his opinion the 
inadequacy and cowardice of the communist officials. Again and again he deposed his vicars and 
appointed new men. But he did not succeed any better. 

In the Anglo-Saxon and in the Latin-American countries the socialist voters place confidence in 
democratic methods. Here the number of people who seriously aim at a communist revolution is very 
small. Most of those who publicly proclaim their adherence to the principles of communism would feel 
extremely unhappy if the revolution were to arise and expose their lives and their property to danger. If 
the Russian armies were to march into their countries or if domestic communists were to seize power 
without engaging them in the fight, they would probably rejoice in the hope of being rewarded for their 
Marxian orthodoxy. But they themselves do not long for revolutionary laurels. 

It is a fact that in all these thirty years of passionate pro-Soviet agitation not a single country outside 
Russia went communist of its citizens' own accord. Eastern Europe turned to communism only when the 
diplomatic arrangements of international power politics had converted it into a sphere of exclusive 
Russian influence and hegemony. It is unlikely that Western Germany, France, Italy and Spain will 
espouse communism if the United States and Great Britain do not adopt a policy of absolute diplomatic " 
désintéressement. " What gives strength to the communist movement in these and in some other 
countries is the belief that Russia is driven by an unflinching "dynamism" while the Anglo-Saxon powers 
are indifferent and not very much interested in their fate. 



Marx and the Marxians erred lamentably when they assumed that the masses long for a revolutionary 
overthrow of the "bourgeois" order of society. The militant communists are to be found only in the ranks 
of those who make a living from their communism or expect that a revolution would further their 
personal ambitions. The subversive activities of these professional plotters are dangerous precisely on 
account of the naivety of those who are merely flirting with the revolutionary idea. Those confused and 
misguided sympathizers who call themselves "liberals" and whom the communists call "useful innocents," 
the fellow-travellers and even the majority of the officially registered party members, would be terribly 
frightened if they were to discover one day that their chiefs mean business when preaching sedition. But 
then it may be too late to avert disaster. 

For the time being, the ominous peril of the communist parties in the West lies in their stand on 
foreign affairs. The distinctive mark of all present-day communist parties is their devotion to the 
aggressive foreign policy of the Soviets. Whenever they must choose between Russia and their own 
country, they do not hesitate to prefer Russia. Their principle is: Right or wrong, my Russia. They 
strictly obey all orders issued from Moscow. When Russia was an ally of Hitler, the French communists 
sabotaged their own country's war effort and the American communists passionately opposed President 
Roosevelt's plans to aid England and France in their struggle against the Nazis. The communists all over 
the world branded all those who defended themselves against the German invaders as "imperialist 
warmongers." But as soon as Hitler attacked Russia, the imperialist war of the capitalists changed over-
night into a just war of defence. Whenever Stalin conquers one more country, the communists justify 
this aggression as an act of self-defence against "Fascists." 

In their blind worship of everything that is Russian, the communists of Western Europe and the 
United States by far surpass the worst excesses ever committed by chauvinists. They wax rapturous 
about Russian movies, Russian music and the alleged discoveries of Russian science. They speak in ecstatic 
words about the economic achievements of the Soviets. They ascribe the victory of the United Nations to 
the deeds of the Russian armed forces. Russia, they contend, has saved the world from the Fascist menace. 
Russia is the only free country while all other nations are subject to the dictatorship of the capitalists. 
The Russians alone are happy and enjoy the bliss of living a full life; in the capitalist countries the 
immense majority are suffering from frustration and unfulfilled desires. Just as the pious Muslim 
yearns for a pilgrimage to the Prophet's tomb at Mecca, so the communist intellectual deems a 
pilgrimage to the holy shrines of Moscow as the event of his life. 

However, the distinction in the use of the terms communists and socialists did not affect the meaning 
of the terms communism and socialism as applied to the final goal of the policies common to them both. 
It was only in 1928 that the programme of the Communist International, adopted by the sixth congress 
in Moscow, [15] began to differentiate between communism and socialism (and not merely between 
communists and socialists). 

According to this new doctrine there is, in the economic evolution of mankind, between the historical 
stage of capitalism and that of communism, a third stage, namely that of socialism. Socialism is a social 
system based on public control of the means of production and full management of all processes of 
production and distribution by a planning central authority. In this regard it is equal to communism. 
But it differs from communism in so far as there is no equality of the portions allotted to each individual 
for his own consumption. There are still wages paid to the comrades and these wage rates are graduated 
according to economic expediency as far as the central authority deems it necessary for securing the 
greatest possible output of products. What Stalin calls socialism corresponds by and large to Marx's 
concept of the "early phase" of communism. Stalin reserves the term communism exclusively for what 
Marx called the "higher phase" of communism. Socialism, in the sense in which Stalin has lately used the 
term, is moving towards communism, but is in itself not yet communism. Socialism will turn into 
communism as soon as the increase in wealth to be expected from the operation of the socialist methods 
of production has raised the lower standard of living of the Russian masses to the higher standard which 
the distinguished holders of important offices enjoy in present-day Russia. [16] 



The apologetical character of this new terminological practice is obvious. Stalin finds it necessary to 
explain to the vast majority of his subjects why their standard of living is extremely low, much lower 
than that of the masses in the capitalist countries and even lower than that of the Russian proletarians 
in the days of Czarist rule. He wants to justify the fact that salaries and wages are unequal, that a small 
group of Soviet officials enjoys all the luxuries modern technique can provide, that a second group, more 
numerous than the first one, but less numerous than the middle class in imperial Russia, lives in 
"bourgeois" style, while the masses, ragged and barefooted, subsist in congested slums and are poorly fed. 
He can no longer blame capitalism for this state of affairs. Thus he was compelled to resort to a new 
ideological makeshift. 

Stalin's problem was the more burning as the Russian communists in the early days of their rule had 
passionately proclaimed income equality as a principle to be enforced from the first instant of the 
proletarians' seizure of power. Moreover, in the capitalist countries the most powerful demagogic trick 
applied by the Russia-sponsored communist parties is to excite the envy of those with lower incomes 
against all those with higher incomes. The main argument advanced by the communists for the support 
of their thesis that Hitler's National Socialism was not genuine socialism, but, on the contrary, the 
worst variety of capitalism, was that there was in Nazi Germany inequality in the standard of living. 

Stalin's new distinction between socialism and communism is in open contradiction to the policy of 
Lenin, and no less to the tenets of the propaganda of the communist parties outside the Russian frontiers. 
But such contradictions do not matter in the realm of the Soviets. The word of the dictator is the 
ultimate decision, and nobody is so foolhardy as to venture opposition. 

It is important to realize that Stalin's semantical innovation affects merely the terms communism and 
socialism. He did not alter the meaning of the terms socialist and communist. The Bolshevist party is 
just as before called communist. The Russophile parties beyond the borders of the Soviet Union call 
themselves communist parties and are violently fighting the socialist parties which, in their eyes, are 
simply social traitors. But the official name of the Union of Soviet Socialist Republics remains 
unchanged. 



4 Russia's Aggressiveness 

The German, Italian and Japanese nationalists justified their aggressive policies by their lack of 
Lebensraum. Their countries are comparatively over populated. They are poorly endowed by nature and 
depend on the import of foodstuffs and raw materials from abroad. They must export manufactures to 
pay for these badly needed imports. But the protectionist policies espoused by the countries producing a 
surplus of foodstuffs and raw materials close their frontiers to import of manufactures. The world is 
manifestly tending towards a state of full economic autarky of each nation. In such a world, what fate 
is in store for those nations who can neither feed nor clothe their citizens out of domestic resources? 

The Lebensraum doctrine of the self-styled "have-not" peoples emphasizes that there are in America and 
in Australia millions of acres of unused land much more fertile than the barren soil which the farmers of 
the have-not nations are tilling. Natural conditions for mining and manufacturing are likewise much 
more propitious than in the countries of the have-nots. But the German, Italian and Japanese peasants 
and workers are barred from access to these areas favoured by nature. The immigration laws of the 
comparatively underpopulated countries prevent their migration. These laws raise the marginal 
productivity of labour and thereby wage rates in the underpopulated countries and lower them in the 
overpopulated countries. The high standard of living in the United States and the British Dominions is 
paid for by a lowering of the standard of living in the congested countries of Europe and Asia. 

The true aggressors, say these German, Italian and Japanese nationalists, are those nations who by 
means of trade and migration barriers have arrogated to themselves the lion's share of the natural riches 
of the earth. Has not the Pope [17] himself declared that the root causes of the World Wars are "that cold 
and calculating egoism which tends to hoard the economic resources and materials destined for the use of 
all to such an extent that the nations less favoured by nature are not permitted access to them"? [18] The 
war that Hitler, Mussolini and Hirohito kindled was from this point of view a just war, for its only 
aim was to give to the have-nots what, by virtue of natural and divine right, belongs to them. 

The Russians cannot venture to justify their aggressive policy by such arguments. Russia is a 
comparatively underpopulated country. Its soil is much better endowed by nature than that of any other 
nation. It offers the most advantageous conditions for the growing of all kinds of cereals, fruits, seeds 
and plants. Russia owns immense pastures and almost inexhaustible forests. It has the richest resources 
for the production of gold, silver, platinum, iron, copper, nickel, manganese and all other metals, and of 
oil. But for the despotism of the Czars and the lamentable inadequacy of the communist system, its 
population could long since have enjoyed the highest standard of living. It is certainly not lack of 
natural resources that pushes Russia towards conquest. 

Lenin's aggressiveness was an outgrowth of his conviction that he was the leader of the final world 
revolution. He considered himself as the legitimate successor of the First International, destined to 
accomplish the task in which Marx and Engels had failed. The knell of capitalism had sounded, and no 
capitalist machinations could delay the expropriation of the expropriators any longer. What was needed 
was only the dictator of the new social order. Lenin was ready to take the burden upon his shoulders. 

Since the days of the Mongol invasions mankind has not had to face such an unflinching and 
thorough-going aspiration for unlimited world supremacy. In every country the Russian emissaries and 
the communist fifth columns were fanatically working for the "Anschluss" to Russia. But Lenin lacked 
the first four columns. Russia's military forces were at that time contemptible. When they crossed the 
Russian borders, they were stopped by the Poles. They could not march further West. The great campaign 
for world conquest petered out. 

It was just idle talk to discuss the problems whether communism in one country only is possible or 
desirable. The communists had failed utterly outside the Russian frontiers. They were forced to stay at 
home. 



Stalin devoted all his energy to the organization of a standing army of a size the world had never seen 
before. But he was not more successful than Lenin and Trotsky had been. The Nazis easily defeated this 
army and occupied the most important part of Russia's territory. Russia was saved by the British and, 
above all, by the American forces. American Lend-Lease enabled the Russians to follow on the heels of the 
Germans when the scarcity of equipment and the threatening American invasion forced them to 
withdraw from Russia. They could even occasionally defeat the rearguards of the retreating Nazis. They 
could conquer Berlin and Vienna when the American airplanes had smashed the German defences. When 
the Americans had crushed the Japanese, the Russians could quietly stab them in the back. 

Of course, the communists inside and outside of Russia and the fellow-travellers passionately contend 
that it was Russia that defeated the Nazis and liberated Europe. They pass over in silence the fact that 
the only reason why the Nazis could not capture Moscow, Leningrad and Stalingrad was their lack of 
munitions, airplanes and gasoline. It was the blockade that made it impossible for the Nazis to provide 
their armies with the equipment needed, and to construct in the occupied Russian territory a transport 
system that could ship this equipment to the far distant front line. The decisive battle of the war was 
the battle of the Atlantic. The great strategical events in the war against Germany were the conquest of 
Africa and Sicily and the victory in Normandy. Stalingrad was, when measured by the gigantic 
standards of this war, hardly more than a tactical success. In the struggle against the Italians and the 
Japanese, Russia's share was nil. 

But the spoils of the victory go to Russia alone. While the other United Nations do not seek for 
territorial aggrandizement, the Russians are in full swing. They have annexed the three Baltic Republics, 
Bessarabia, Czechoslovakia's province of Carpatho-Russia, [19] a part of Finland, a great part of Poland 
and huge territories in the Far East. They claim the rest of Poland, Rumania, Hungary, Yugoslavia, 
Bulgaria, Korea and China as their exclusive sphere of influence. They are anxious to establish in these 
countries "friendly" governments, i.e. puppet governments. But for the opposition raised by the United 
States and Great Britain they would rule today in the whole of continental Europe, continental Asia and 
Northern Africa. Only the American and British garrisons in Germany bar the Russians' way to the 
shores of the Atlantic. 

Today, no less than after the first World War, the real menace for the West does not lie in the military 
power of Russia. Great Britain could easily repel a Russian attack and it would be sheer lunacy for the 
Russians to undertake a war against the United States. Not the Russian armies, but the communist 
ideologies threaten the West. The Russians know it very well and place confidence not in their own 
army, but in their foreign partisans. They want to overthrow the democracies from within, not from 
without. Their main weapon is the pro-Russian machinations of their Fifth Columns. These are the crack 
divisions of Bolshevism. 

The communist writers and politicians inside and outside of Russia explain Russia's aggressive policies 
as mere self-defence. It is, they say, not Russia that plans aggression but, on the contrary, the decaying 
capitalist democracies. Russia wants merely to defend its own independence. This is an old and well-tried 
method of justifying aggression. Louis XIV and Napoleon I, Wilhelm II and Hitler were the most peace-
loving of all men. When they invaded foreign countries, they did so only in just self-defence. Russia was 
as much menaced by Esthonia or Latvia as Germany was by Luxemburg or Denmark. 

An outgrowth of this fable of self-defence is the legend of the cordon sanitaire. The political 
independence of the small neighbour countries of Russia, it is maintained, is merely a capitalist 
makeshift designed to prevent the European democracies from being infected with the germ of 
communism. Hence, it is concluded, these small nations have forfeited their right to independence. For 
Russia has the inalienable right to claim that its neighbours—and likewise its neighbours' 
neighbours—should only be ruled by "friendly," i.e., strictly communist, governments. What would 
happen to the world if all great powers were to make the same pretension? 

The truth is that it is not the governments of the democratic nations that aim at overthrowing the 
present Russian system. They do not foster pro-democratic fifth columns in Russia and they do not incite 



the Russian masses against their rulers. But the Russians are busy day and night fomenting unrest in 
every country. 

The very lame and hesitant intervention of the Allied Nations in the Russian Civil War was not a pro-
capitalist and anti-communist venture. For the Allied Nations, involved in their struggle for life and 
death with the Germans, Lenin was at that time merely a tool of their deadly foes. Ludendorff had 
dispatched Lenin to Russia in order to overthrow the Kerensky regime and to bring about the defection of 
Russia. The Bolshevists fought by force of arms all those Russians who wanted to continue the alliance 
with France, Great Britain and the United States. From a military point of view it was impossible for 
the Western nations to stay neutral while their Russian allies were desperately defending themselves 
against the Bolshevists. For the Allied Nations the Eastern Front was at stake. The cause of the "White" 
generals was their own cause. 

As soon as the war against Germany came to an end in 1918, the Allies lost interest in Russian affairs. 
There was no longer any need for an Eastern Front. They did not care a whit about the internal problems 
of Russia. They longed for peace and were anxious to withdraw from the fighting. They were, of course, 
embarrassed because they did not know how to liquidate their venture with propriety. Their generals 
were ashamed of abandoning companions in arms who had fought to the best of their abilities in a 
common cause. To leave these men in the lurch was in their opinion nothing short of cowardice and 
desertion. Such considerations of military honour delayed for some time the withdrawal of the 
inconspicuous Allied detachments and the termination of deliveries to the Whites. When this was finally 
accomplished, the Allied statesmen felt relief. From then on they adopted a policy of strict neutrality 
with regard to Russian affairs. 

It was very unfortunate indeed that the Allied Nations had been willynilly entangled in the Russian 
Civil War. It would have been better if the military situation of 1917 and 1918 had not compelled them 
to interfere. But one must not overlook the fact that the abandonment of intervention in Russia was 
tantamount to the final failure of President Wilson's policy. The United States had entered the war in 
order to make "the world safe for democracy." The victory had crushed the Kaiser and substituted in 
Germany a republican government for the comparatively mild and limited imperial autocracy. On the 
other hand, it had resulted in Russia in establishing a dictatorship compared with which the despotism 
of the Czars could be called liberal. But the Allies were not eager to make Russia safe for democracy as 
they had tried to do with Germany. After all, the Kaiser's Germany had parliaments, ministers 
responsible to the parliaments, trial by jury, freedom of thought, of religion and of the press not much 
more limited than in the West, and many other democratic institutions. But Soviet Russia was an 
unlimited despotism. 

The Americans, the French and the British failed to see things from this angle. But the anti-democratic 
forces in Germany, Italy, Poland, Hungary and the Balkans thought differently. As the nationalists of 
these countries interpreted it, the neutrality of the Allied Powers with regard to Russia was evidence of 
the fact that their concern for democracy had been a mere blind. The Allies, they argued, had fought 
Germany because they envied Germany's economic prosperity and they spared the new Russian autocracy 
because they were not afraid of Russian economic power. Democracy, these nationalists concluded, was 
nothing else than a convenient catchword to delude gullible people. And they became frightened that the 
emotional appeal of this slogan would one day be used as a disguise for insidious assaults against their 
own independence. 

Since the abandonment of the intervention Russia had certainly no longer any reason to fear the great 
Western powers. Neither were the Soviets afraid of a Nazi aggression. The assertions to the contrary, 
very popular in Western Europe and in America, resulted from complete ignorance of German affairs. 
But the Russians knew Germany and the Nazis. They had read Mein Kampf. They learned from this book 
not only that Hitler coveted the Ukraine, but also that Hitler's fundamental strategical idea was to 
embark upon the conquest of Russia only after having definitely and forever annihilated France. The 
Russians were fully convinced that Hitler's expectation, as expressed in Mein Kampf, that Great Britain 
and the United States would keep out of this war and would quietly let France be destroyed, was vain. 



They were certain that such a new world war, in which they themselves planned to stay neutral, would 
result in a new German defeat. And this defeat, they argued, would make Germany—if not the whole of 
Europe— safe for Bolshevism. Guided by this opinion, Stalin already in the time of the Weimar Republic 
aided the then secret German rearmament. The German communists helped the Nazis as much as they 
could in their endeavours to undermine the Weimar regime. Finally Stalin entered in August 1939 into 
an open alliance with Hitler, in order to give him a free hand against the West. 

What Stalin—like all other people—did not anticipate was the overwhelming success of the German 
armies in 1940. Hitler attacked Russia in 1941 because he was fully convinced that not only France but 
also Great Britain was done for, and that the United States, menaced in the rear by Japan, would not be 
strong enough to interfere successfully with European affairs. 

The disintegration of the Hapsburg Empire in 1918 and the Nazi defeat in 1945 have opened the gates 
of Europe to Russia. Russia is today the only military power on the European continent. But why are the 
Russians so intent upon conquering and annexing? They certainly do not need the resources of these 
countries. Neither is Stalin driven by the idea that such conquests could increase his popularity with the 
Russian masses. His subjects are indifferent to military glory. 

It is not the masses whom Stalin wants to placate by his aggressive policy, but the intellectuals. For 
their Marxian orthodoxy is at stake, the very foundation of the Soviet might. 

These Russian intellectuals were narrow-minded enough to absorb modifications of the Marxian creed 
which were in fact an abandonment of the essential teachings of dialectical materialism, provided that 
these modifications flattered their Russian chauvinism. They swallowed the doctrine that their holy 
Russia could skip one of the inextricable stages of economic evolution as described by Marx. They prided 
themselves on being the vanguard of the proletariat and the world revolution who, by realizing 
socialism first in one country only, set up a glorious example for all other nations. But it is impossible to 
explain to them why the other nations do not finally catch up with Russia. In the writings of Marx and 
Engels, which one cannot keep out of their hands, they discover that the fathers of Marxism considered 
Great Britain and France and even Germany as the countries most advanced in civilization and in the 
evolution of capitalism. These students of the Marxian universities may be too dull to comprehend the 
philosophical and economic doctrines of the Marxian gospel. But they are not too dull to see that Marx 
considered those Western countries as much more advanced than Russia. 

Then some of these students of economic policies and statistics begin to suspect that the standard of 
living of the masses is much higher in the capitalist countries than in their own country. How can this 
be? Why are conditions much more propitious in the United States which—although foremost in 
capitalist production—is most backward in awakening class-consciousness in the proletarians? 

The inference from these facts seems inescapable. If the most advanced countries do not adopt 
communism and fare rather well under capitalism, if communism is limited to a country which Marx 
considered as backward and does not bring about riches for all, is not perhaps the correct interpretation 
that communism is a feature of backward countries and results in general poverty? Must not a Russian 
patriot be ashamed of the fact that his country is committed to this system? 

Such thoughts are very dangerous in a despotic country. Whoever dared to express them would be 
mercilessly liquidated by the G.P.U. But, even unspoken, they are on the tip of every intelligent man's 
tongue. They trouble the sleep of the supreme officials and perhaps even that of the great dictator. He 
certainly has the power to crush every opponent. But considerations of expediency make it inadvisable to 
eradicate all somewhat judicious people and to run the country only with stupid blockheads. 

This is the real crisis of Russian Marxism. Every day that passes without bringing the world 
revolution aggravates it. The Soviets must conquer the world or else they are menaced in their own 
country by a defection of the intelligentsia. It is concern about the ideological state of Russia's shrewdest 
minds that pushes Stalin's Russia towards unflinching aggression. 



5 Trotsky's Heresy 

The dictatorial doctrine as taught by the Russian Bolshevists, the Italian Fascists and the German Nazis 
tacitly implies that there cannot arise any disagreement with regard to the question who shall be the 
dictator. The mystical forces directing the course of historical events designate the providential leader. All 
righteous people are bound to submit to the unfathomable decrees of history and to bend their knees 
before the throne of the man of destiny. Those who decline to do so are heretics, abject scoundrels who 
must be "liquidated." 

In reality the dictatorial power is seized by that candidate who succeeds in exterminating in time all 
his rivals and their helpers. The dictator paves his way to supreme power by slaughtering all his 
competitors. He preserves his eminent position by butchering all those who could possibly dispute it. The 
history of all oriental despotisms bears witness to this, as well as the experience of contemporary 
dictatorship. 

When Lenin died in 1924, Stalin supplanted his most dangerous rival, Trotsky. Trotsky escaped, spent 
years abroad in various countries of Europe, Asia and America and was finally assassinated in Mexico 
City. Stalin remained the absolute ruler of Russia. 

Trotsky was an intellectual of the orthodox Marxian type. As such he tried to represent his personal 
feud with Stalin as a conflict of principles. He tried to construct a Trotsky doctrine as distinguished from 
the Stalin doctrine. He branded Stalin's policies as an apostasy from the sacred legacy of Marx and Lenin. 
Stalin retorted in the same way. In fact, however, the conflict was a rivalry of two men, not a conflict 
of antagonistic ideas and principles. There was some minor dissent with regard to tactical methods. But 
in all essential matters Stalin and Trotsky were in agreement. 

Trotsky had lived, before 1917, many years in foreign countries and was to some degree familiar with 
the main languages of the Western peoples. He posed as an expert in international affairs. Actually he 
did not know anything about Western civilization, political ideas and economic conditions. As a 
wandering exile he had moved almost exclusively in the circles of his fellow-exiles. The only foreigners 
whom he had met occasionally in coffee-houses and club-rooms of Western and Central Europe were 
radical doctrinaires, by their Marxian prepossessions precluded from reality. His main reading was 
Marxian books and periodicals. He scorned all other writings as "bourgeois" literature. He was absolutely 
unfitted to see events from any other angle than that of Marxism. Like Marx he was ready to interpret 
every great strike and every small riot as the sign of the outbreak of the final great revolution. 

Stalin is a poorly educated Georgian. He has not the slightest knowledge of any Western language. He 
does not know Europe or America. Even his achievements as a Marxian author are questionable. But it 
was precisely the fact that, although an adamant supporter of communism, he was not indoctrinated 
with Marxian dogmas that made him superior to Trotsky. Stalin was not deluded by the spurious tenets 
of dialectical materialism. When faced with a problem, he did not search for an interpretation in the 
writings of Marx and Engels. He trusted his common sense. He was judicious enough to discern the fact 
that the policy of world revolution as inaugurated by Lenin and Trotsky in 1917 had failed completely 
outside the borders of Russia. 

In Germany the communists, led by Karl Liebknecht and Rosa Luxemburg, were crushed by 
detachments of the regular army and by nationalist volunteers in a bloody battle fought in January 
1919 in the streets of Berlin. The communist seizure of power in Munich in spring 1919 and the Hölz 
riot [20] in March 1921 ended likewise in disaster. In Hungary, in 1919, the communists were defeated 
by Horthy and Gömbös and the Rumanian army. In Austria various communist plots failed in 1918 and 
1919; a violent upheaval in July 1927 was easily quelled by the Vienna police. In Italy, in 1920, the 
occupation of the factories was a complete miscarriage. In France and in Switzerland the communist 
propaganda seemed to be very powerful in the first years following the Armistice of 1918; but it 
evaporated very soon. In Great Britain, in 1926, the general strike called by the labour unions resulted in 
lamentable failure. 



Trotsky was so blinded by his orthodoxy that he refused to admit that the Bolshevist methods had 
failed. But Stalin realized it very well. He did not abandon the idea of instigating revolutionary 
outbreaks in all foreign countries and of conquering the whole world for the Soviets. But he was fully 
aware of the fact that it was necessary to postpone the aggression for a few years and to resort to new 
methods for its execution. Trotsky was wrong in accusing Stalin of strangling the communist 
movement outside of Russia. What Stalin really did was to apply other means for the attainment of ends 
which are common to him and all other Marxians. 

As an exegetic of Marxian dogmas Stalin was certainly inferior to Trotsky. But he surpassed his rival 
by far as a politician. Bolshevism owes its successes in world policies to Stalin, not to Trotsky. 

In the field of domestic policies, Trotsky resorted to the well-tried traditional tricks which Marxians 
had always applied in criticizing socialist measures adopted by other parties. Whatever Stalin did was 
not true socialism and communism, but, on the contrary, the very opposite of it, a monstrous perversion 
of the lofty principles of Marx and Lenin. All the disastrous features of public control of production and 
distribution as they appeared in Russia were, in Trotsky's interpretation, brought about by Stalin's 
policies. They were not unavoidable consequences of communist methods. They were attendant 
phenomena of Stalinism, not of communism. It was exclusively Stalin's fault that an absolutist 
irresponsible bureaucracy was supreme, that a class of privileged oligarchs enjoyed luxuries while the 
masses lived on the verge of starvation, that a terrorist regime executed the old guard of revolutionaries 
and condemned millions to slave labour in concentration camps, that the secret police was omnipotent, 
that the labour unions were powerless, that the masses were deprived of all rights and liberties. Stalin 
was not a champion of the egalitarian classless society. He was the pioneer of a return to the worst 
methods of class rule and exploitation. A new ruling class of about 10 per cent of the population 
ruthlessly oppressed and exploited the immense majority of toiling proletarians. 

Trotsky was at a loss to explain how all this could be achieved by only one man and his few 
sycophants. Where were the "material productive forces," much talked about in Marxian historical 
materialism, which—"independent of the wills of individuals"—determine the course of human events 
"with the inexorability of a law of nature"? How could it happen that one man was in a position to alter 
the "juridical and political superstructure" which is uniquely and inalterably fixed by the economic 
structure of society? Even Trotsky agreed that there was no longer any private ownership of the means 
of production in Russia. In Stalin's empire, production and distribution are entirely controlled by 
"society." It is a fundamental dogma of Marxism that the superstructure of such a system must 
necessarily be the bliss of the earthly paradise. There is in Marxian doctrines no room for an 
interpretation blaming individuals for a degenerative process which could convert the blessing of public 
control of business into evil. A consistent Marxian—if consistency were compatible with 
Marxism—would have to admit that Stalin's political system was the necessary superstructure of 
communism. 

All essential items in Trotsky's programme were in perfect agreement with the policies of Stalin. 
Trotsky advocated the industrialization of Russia. It was this that Stalin's Five-Year Plans aimed at. 
Trotsky advocated the collectivization of agriculture. Stalin established the Kolkhoz and liquidated the 
Kulaks. Trotsky favoured the organization of a big army. Stalin organized such an army. Neither was 
Trotsky when still in power a friend of democracy. He was, on the contrary, a fanatical supporter of 
dictatorial oppression of all "saboteurs." It is true, he did not anticipate that the dictator could consider 
him, Trotsky, author of Marxian tracts and veteran of the glorious extermination of the Romanovs, as 
the most wicked saboteur. Like all other advocates of dictatorship, he assumed that he himself or one of 
his intimate friends would be the dictator. 

Trotsky was a critic of bureaucratism. But he did not suggest any other method for the conduct of 
affairs in a socialist system. There is no other alternative to profit-seeking private business than 
bureaucratic management. [21] 



The truth is that Trotsky found only one fault with Stalin: that he, Stalin, was the dictator and not 
himself, Trotsky. In their feud they both were right. Stalin was right in maintaining that his regime 
was the embodiment of socialist principles. Trotsky was right in asserting that Stalin's regime had made 
Russia a hell. 

Trotskyism did not entirely disappear with Trotsky's death. Boulangerism in France, too, survived for 
some time the end of General Boulanger. There are still Carlists left in Spain although the line of Don 
Carlos died out. Such posthumous movements are, of course, doomed. 

But in all countries there are people who, although themselves fanatically committed to the idea of all-
round planning, i.e. public ownership of the means of production, become frightened when they are 
confronted with the real face of communism. These people are disappointed. They dream of a Garden of 
Eden. For them communism, or socialism, means an easy life in riches and the full enjoyment of all 
liberties and pleasures. They fail to realize the contradictions inherent in their image of the communist 
society. They have uncritically swallowed all the lunatic fantasies of Charles Fourier and all the 
absurdities of Veblen. They firmly believe in Engels's assertion that socialism will be a realm of unlimited 
freedom. They indict capitalism for everything they dislike, and are fully convinced that socialism will 
deliver them from all evil. They ascribe their own failures and frustrations to the unfairness of this 
"mad" competitive system and expect that socialism will assign them that eminent position and high 
income which by right are due to them. They are Cinderellas yearning for the prince-saviour who will 
recognize their merits and virtues. The loathing of capitalism and the worship of communism are 
consolations for them. They help them to disguise to themselves their own inferiority, and to blame the 
"system" for their own shortcomings. 

In advocating dictatorship such people always advocate the dictatorship of their own clique. In asking 
for planning, what they have in mind is always their own plan, not that of others. They will never 
admit that a socialist or communist regime is true and genuine socialism or communism, if it does not 
assign to themselves the most eminent position and the highest income. For them the essential feature of 
true and genuine communism is that all affairs are precisely conducted according to their own will, and 
that all those who disagree are beaten into submission. 

It is a fact that the majority of our contemporaries are imbued with socialist and communist ideas. 
However, this does not mean that they are unanimous in their proposals for socialization of the means 
of production and public control of production and distribution. On the contrary. Each socialist coterie is 
fanatically opposed to the plans of all other socialist groups. The various socialist sects fight one another 
most bitterly. 

If the case of Trotsky and the analogous case of Gregor Strasser in Nazi Germany were isolated cases, 
there would be no need to deal with them. But they are not casual incidents. They are typical. Study of 
them reveals the psychological causes both of the popularity of socialism and of its unfeasibility. 



6 The Liberation of the Demons 

The history of mankind is the history of ideas. For it is ideas, theories and doctrines that guide human 
action, determine the ultimate ends men aim at, and the choice of the means employed for the 
attainment of these ends. The sensational events which stir the emotions and catch the interest of 
superficial observers are merely the consummation of ideological changes. There are no such things as 
abrupt sweeping transformations of human affairs. What is called, in rather misleading terms, a 
"turning point in history" is the coming on the scene of forces which were already for a long time at 
work behind the scene. New ideologies, which had already long since superseded the old ones, throw off 
their last veil and even the dullest people become aware of the changes which they did not notice before. 

In this sense Lenin's seizure of power in October 1917 was certainly a turning point. But its meaning 
was very different from that which the communists attribute to it. 

The Soviet victory played only a minor role in the evolution towards socialism. The pro-socialist 
policies of the industrial countries of Central and Western Europe were of much greater consequence in 
this regard. Bismarck's social security scheme was a more momentous pioneering on the way towards 
socialism than was the expropriation of the backward Russian manufactures. The Prussian National 
Railways had provided the only instance of a government-operated business which, for some time at 
least, had avoided manifest financial failure. The British had already before 1914 adopted essential parts 
of the German social security system. In all industrial countries, the governments were committed to 
interventionist policies which were bound to result ultimately in socialism. During the war most of 
them embarked upon what was called war socialism. The German Hindenburg Programme which, of 
course, could not be executed completely on account of Germany's defeat, was no less radical but much 
better designed than the much talked-about Russian Five-Year Plans. 

For the socialists in the predominantly industrial countries of the West, the Russian methods could not 
be of any use. For these countries, production of manufactures for export was indispensable. They could 
not adopt the Russian system of economic autarky. Russia had never exported manufactures in 
quantities worth mentioning. Under the Soviet system it withdrew almost entirely from the world 
market of cereals and raw materials. Even fanatical socialists could not help admitting that the West 
could not learn anything from Russia. It is obvious that the technological achievements in which the 
Bolshevist gloried were merely clumsy imitations of things accomplished in the West. Lenin defined 
communism as: "the Soviet power plus electrification." Now, electrification was certainly not of Russian 
origin, and the Western nations surpass Russia in the field of electrification no less than in every other 
branch of industry. 

The real significance of the Lenin revolution is to be seen in the fact that it was the bursting forth of 
the principle of unrestricted violence and oppression. It was the negation of all the political ideals that 
had for three thousand years guided the evolution of Western civilization. 

State and government are the social apparatus of violent coercion and repression. Such an apparatus, 
the police power, is indispensable in order to prevent anti-social individuals and bands from destroying 
social co-operation. Violent prevention and suppression of anti-social activities benefit the whole of 
society and each of its members. But violence and oppression are none the less evils and corrupt those in 
charge of their application. It is necessary to restrict the power of those in office lest they become 
absolute despots. Society cannot exist without an apparatus of violent coercion. But neither can it exist 
if the office holders are irresponsible tyrants free to inflict harm upon those they dislike. 

It is the social function of the laws to curb the arbitrariness of the police. The rule of law restricts the 
arbitrariness of the Officers as much as possible. It strictly limits their discretion, and thus assigns to the 
citizens a sphere in which they are free to act without being frustrated by government interference. 



Freedom and liberty always mean freedom from police interference. In nature there are no such things 
as liberty and freedom. There is only the adamant rigidity of the laws of nature to which man must 
unconditionally submit if he wants to attain any ends at all. Neither was there liberty in the imaginary 
paradisaical conditions which, according to the fantastic prattle of many writers, preceded the 
establishment of societal bonds. Where there is no government, everybody is at the mercy of his stronger 
neighbour. Liberty can be realized only within an established state ready to prevent a gangster from 
killing and robbing his weaker fellows. But it is the rule of law alone which hinders the rulers from 
turning themselves into the worst gangsters. 

The laws establish norms of legitimate action. They fix the procedures required for the repeal or 
alteration of existing laws and for the enactment of new laws. They likewise fix the procedures required 
for the application of the laws in definite cases, the due process of law. They establish courts and 
tribunals. Thus they are intent upon avoiding a situation in which the individuals are at the mercy of 
the rulers. 

Mortal men are liable to error, and legislators and judges are mortal men. It may happen again and 
again that the valid laws or their interpretation by the courts prevent the executive organs from 
resorting to some measures which could be beneficial. No great harm, however, can result. If the 
legislators recognize the deficiency of the valid laws, they can alter them. It is certainly a bad thing that 
a criminal may sometimes evade punishment because there is a loophole left in the law, or because the 
prosecutor has neglected some formalities. But it is the minor evil when compared with the consequences 
of unlimited discretionary power on the part of the "benevolent" despot. 

It is precisely this point which anti-social individuals fail to see. Such people condemn the formalism 
of the due process of law. Why should the laws hinder the government from resorting to beneficial 
measures? Is it not fetishism to make supreme the laws, and not expediency? They advocate the 
substitution of the welfare state ( Wohlfahrtsstaat ) for the state governed by the rule of law ( 
Rechtsstaat ). In this welfare state, paternal government should be free to accomplish all things it 
considers beneficial to the commonweal. No "scraps of paper" should restrain an enlightened ruler in his 
endeavours to promote the general welfare. All opponents must be crushed mercilessly lest they frustrate 
the beneficial action of the government. No empty formalities must protect them any longer against 
their well-deserved punishment. 

It is customary to call the point of view of the advocates of the welfare state the "social" point of view 
as distinguished from the "individualistic" and "selfish" point of view of the champions of the rule of 
law. In fact, however, the supporters of the welfare state are utterly anti-social and intolerant zealots. 
For their ideology tacitly implies that the government will exactly execute what they themselves deem 
right and beneficial. They entirely disregard the possibility that there could arise disagreement with 
regard to the question of what is right and expedient and what is not. They advocate enlightened 
despotism, but they are convinced that the enlightened despot will in every detail comply with their 
own opinion concerning the measures to be adopted. They favour planning, but what they have in mind 
is exclusively their own plan, not those of other people. They want to exterminate all opponents, that 
is, all those who disagree with them. They are utterly intolerant and are not prepared to allow any 
discussion. Every advocate of the welfare state and of planning is a potential dictator. What he plans is 
to deprive all other men of all their rights, and to establish his own and his friends' unrestricted 
omnipotence. He refuses to convince his fellow-citizens. He prefers to "liquidate" them. He scorns the 
"bourgeois" society that worships law and legal procedure. He himself worships violence and bloodshed. 

The irreconcilable conflict of these two doctrines, rule of law versus welfare state, was at issue in all 
the struggles which men fought for liberty. It was a long and hard evolution. Again and again the 
champions of absolutism triumphed. But finally the rule of law predominated in the realm of Western 
civilization. The rule of law, or limited government, as safeguarded by constitutions and bills of rights, 
is the characteristic mark of this civilization. It was the rule of law that brought about the marvelous 
achievements of modern capitalism and of its—as consistent Marxians should say—"superstructure," 



democracy. It secured for a steadily increasing population unprecedented well-being. The masses in the 
capitalist countries enjoy today a standard of living far above that of the well-to-do of earlier ages. 

All these accomplishments have not restrained the advocates of despotism and planning. However, it 
would have been preposterous for the champions of totalitarianism to disclose the inextricable dictatorial 
consequences of their endeavours openly. In the nineteenth century the ideas of liberty and the rule of 
law had won such a prestige that it seemed crazy to attack them frankly. Public opinion was firmly 
convinced that despotism was done for and could never be restored. Was not even the Czar of barbarian 
Russia forced to abolish serfdom, to establish trial by jury, to grant a limited freedom to the press and to 
respect the laws? 

Thus the socialists resorted to a trick. They continued to discuss the coming dictatorship of the 
proletariat, i.e., the dictatorship of each socialist author's own ideas, in their esoteric circles. But to the 
broad public they spoke in a different way. Socialism, they asserted, will bring true and full liberty and 
democracy. It will remove all kinds of compulsion and coercion. The state will "wither away." In the 
socialist commonwealth of the future there will be neither judges and policemen nor prisons and 
gallows. 

But the Bolshevists took off the mask. They were fully convinced that the day of their final and 
unshakable victory had dawned. Further dissimulation was neither possible nor required. The gospel of 
bloodshed could be preached openly. It found an enthusiastic response among all the degenerate literati 
and parlour intellectuals who for many years already had raved about the writings of Sorel and 
Nietzsche. The fruits of the "treason of the intellectuals" [22] mellowed to maturity. The youths who had 
been fed on the ideas of Carlyle and Ruskin were ready to seize the reins. 

Lenin was not the first usurper. Many tyrants had preceded him. But his predecessors were in conflict 
with the ideas held by their most eminent contemporaries. They were opposed by public opinion because 
their principles of government were at variance with the accepted principles of right and legality. They 
were scorned and detested as usurpers. But Lenin's usurpation was seen in a different light. He was the 
brutal superman for whose coming the pseudo-philosophers had yearned. He was the counterfeit saviour 
whom history had elected to bring salvation through bloodshed. Was he not the most orthodox adept of 
Marxian "scientific" socialism? Was he not the man destined to realize the socialist plans for whose 
execution the weak statesmen of the decaying democracies were too timid? All well-intentioned people 
asked for socialism; science, through the mouths of the infallible professors, recommended it; the 
churches preached Christian socialism; the workers longed for the abolition of the wage system. Here 
was the man to fulfil all these wishes. He was judicious enough to know that you cannot make an 
omelet without breaking eggs. 

Half a century ago all civilized people had censured Bismarck when he declared that history's great 
problems must be solved by blood and iron. Now the majority of quasi-civilized men bowed to the 
dictator who was prepared to shed much more blood than Bismarck ever did. 

This was the true meaning of the Lenin revolution. All the traditional ideas of right and legality were 
overthrown. The rule of unrestrained violence and usurpation was substituted for the rule of law. The 
"narrow horizon of bourgeois legality," as Marx had dubbed it, was abandoned. Henceforth no laws could 
any longer limit the power of the elect. They were free to kill ad libitum . Man's innate impulses 
towards violent extermination of all whom he dislikes, repressed by a long and wearisome evolution, 
burst forth. The demons were unfettered. A new age, the age of the usurpers, dawned. The gangsters 
were called to action, and they listened to the Voice. 

Of course, Lenin did not mean this. He did not want to concede to other people the prerogatives which 
he claimed for himself. He did not want to assign to other men the privilege of liquidating their 
adversaries. Him alone had history elected and entrusted with the dictatorial power. He was the only 
"legitimate" dictator because—an inner voice had told him so. Lenin was not bright enough to anticipate 



that other people, imbued with other creeds, could be bold enough to pretend that they also were called 
by an inner voice. Yet, within a few years too such men, Mussolini and Hitler, became quite 
conspicuous. 

It is important to realize that Fascism and Nazism were socialist dictatorships. The communists, both 
the registered members of the communist parties and the fellow-travellers, stigmatize Fascism and 
Nazism as the highest and last and most depraved stage of capitalism. This is in perfect agreement with 
their habit of calling every party which does not unconditionally surrender to the dictates of 
Moscow—even the German Social Democrats, the classical party of Marxism—hirelings of capitalism. 

It is of much greater consequence that the communists have succeeded in changing the semantic 
connotation of the term Fascism. Fascism, as will be shown later, was a variety of Italian socialism. It 
was adjusted to the particular conditions of the masses in overpopulated Italy. It was not a product of 
Mussolini's mind and will survive the fall of Mussolini. The foreign policies of Fascism and Nazism, 
from their early beginnings, were rather opposed to one another. The fact that the Nazis and the Fascists 
closely co-operated after the Ethiopian war, and were allies in the second World War, did not eradicate the 
differences between these two tenets any more than did the alliance between Russia and the United States 
eradicate the differences between Sovietism and the American economic system. Fascism and Nazism were 
both committed to the Soviet principle of dictatorship and violent oppression of dissenters. If one wants 
to assign Fascism and Nazism to the same class of political systems, one must call this class dictatorial 
regime and one must not neglect to assign the Soviets to the same class. 

In recent years the communists' semantic innovations have gone even further. They call everybody 
whom they dislike, every advocate of the free enterprise system, a Fascist. Bolshevism, they say, is the 
only really democratic system. All non-communist countries and parties are essentially undemocratic and 
Fascist. 

It is true that sometimes also non-socialists—the last vestiges of the old aristocracy—toyed with the 
idea of an aristocratic revolution modelled according to the pattern of Soviet dictatorship. Lenin had 
opened their eyes. What dupes, they moaned, have we been! We have let ourselves be deluded by the 
spurious catchwords of the liberal bourgeoisie. We believed that it was not permissible to deviate from 
the rule of law and to crush mercilessly those challenging our rights. How silly were these Romanovs in 
granting to their deadly foes the benefits of a fair legal trial! If somebody arouses the suspicion of Lenin, 
he is done for. Lenin does not hesitate to exterminate, without any trial, not only every suspect, but all 
his kin and friends too. But the Czars were superstitiously afraid of infringing the rules established by 
those scraps of paper called laws. When Alexander Ulyanov conspired against the Czar's life, he alone 
was executed; his brother Vladimir was spared. Thus Alexander III himself preserved the life of Ulyanov-
Lenin, the man who ruthlessly exterminated his son, his daughter-in-law and their children and with 
them all the other members of the family he could catch. Was this not the most stupid and suicidal 
policy? 

However, no action could result from the day dreams of these old Tories. They were a small group of 
powerless grumblers. They were not backed by any ideological forces and they had no followers. 

The idea of such an aristocratic revolution motivated the German Stahlhelm and the French 
Cagoulards. [23] The Stahlhelm was simply dispelled by order of Hitler. The French Government could 
easily imprison the Cagoulards before they had any opportunity to do harm. 

The nearest approach to an aristocratic dictatorship is Franco's regime. But Franco was merely a 
puppet of Mussolini and Hitler, who wanted to secure Spanish aid for the impending war against France 
or at least Spanish "friendly" neutrality. With his protectors gone, he will either have to adopt Western 
methods of government or face removal. 

Dictatorship and violent oppression of all dissenters are today exclusively socialist institutions. This 
becomes clear as we take a closer look at Fascism and Nazism. 



7 Fascism 

When the war broke out in 1914, the Italian socialist party was divided as to the policy to be adopted. 

One group clung to the rigid principles of Marxism. This war, they maintained, is a war of the 
capitalists. It is not seemly for the proletarians to side with any of the belligerent parties. The 
proletarians must wait for the great revolution, the civil war of the united socialists against the united 
exploiters. They must stand for Italian neutrality. 

The second group was deeply affected by the traditional hatred of Austria. In their opinion the first 
task of the Italians was to free their unredeemed brethren. Only then would the day of the socialist 
revolution appear. 

In this conflict Benito Mussolini, the outstanding man in Italian socialism, chose at first the orthodox 
Marxian position. Nobody could surpass Mussolini in Marxian zeal. He was the intransigent champion 
of the pure creed, the unyielding defender of the rights of the exploited proletarians, the eloquent 
prophet of the socialist bliss to come. He was an adamant adversary of patriotism, nationalism, 
imperialism, monarchical rule and all religious creeds. When Italy in 1911 opened the great series of 
wars by an insidious assault upon Turkey, Mussolini organized violent demonstrations against the 
departure of troops for Libya. Now, in 1914, he branded the war against Germany and Austria as an 
imperialist war. He was then still under the dominating influence of Angelica Balabanoff, the daughter 
of a wealthy Russian landowner. Miss Balabanoff had initiated him into the subtleties of Marxism. In 
her eyes the defeat of the Romanovs counted more than the defeat of the Habsburgs. She had no 
sympathy for the ideals of the Risorgimento. 

But the Italian intellectuals were first of all nationalists. As in all other European countries, most of 
the Marxians longed for war and conquest. Mussolini was not prepared to lose his popularity. The thing 
he hated most was not to be on the side of the victorious faction. He changed his mind and became the 
most fanatical advocate of Italy's attack on Austria. With French financial aid he founded a newspaper 
to fight for the cause of the war. 

The anti-Fascists blame Mussolini for this defection from the teachings of rigid Marxism. He was 
bribed, they say, by the French. Now, even these people should know that the publication of a 
newspaper requires funds. They themselves do not speak of bribery if a wealthy American provides a 
man with the money needed for the publication of a fellow-traveller newspaper, or if funds 
mysteriously flow into the communist publishing firms. It is a fact that Mussolini entered the scene of 
world politics as an ally of the democracies, while Lenin entered it as a virtual ally of imperial Germany. 

More than anybody else Mussolini was instrumental in achieving Italy's entry into the first World 
War. His journalistic propaganda made it possible for the government to declare war on Austria. Only 
those few people have a right to find fault with his attitude in the years 1914 to 1918 who realize that 
the disintegration of the Austro-Hungarian Empire spelled the doom of Europe. Only those Italians are 
free to blame Mussolini who begin to understand that the only means of protecting the Italian-speaking 
minorities in the littoral districts of Austria against the threatening annihilation by the Slavonic 
majorities was to preserve the integrity of the Austrian state, whose constitution guaranteed equal 
rights to all linguistic groups. Mussolini was one of the most wretched figures of history. But the fact 
remains that his first great political deed still meets with the approval of all his countrymen and of the 
immense majority of his foreign detractors. 

When the war came to an end, Mussolini's popularity dwindled. The communists, swept into 
popularity by events in Russia, carried on. But the great communist venture, the occupation of the 
factories in 1920, ended in complete failure, and the disappointed masses remembered the former leader of 
the socialist party. They flocked to Mussolini's new party, the Fascists. The youth greeted with 
turbulent enthusiasm the self-styled successor of the Caesars. Mussolini boasted in later years that he had 



saved Italy from the danger of communism. His foes passionately dispute his claims. Communism, they 
say, was no longer a real factor in Italy when Mussolini seized power. The truth is that the frustration 
of communism swelled the ranks of the Fascists and made it possible for them to destroy all other 
parties. The overwhelming victory of the Fascists was not the cause, but the consequence, of the 
communist fiasco. 

The programme of the Fascists, as drafted in 1919, was vehemently anti-capitalistic. [24] The most 
radical New Dealers and even communists could agree with it. When the Fascists came to power, they 
had forgotten those points of their programme which referred to the liberty of thought and the press 
and the right of assembly. In this respect they were conscientious disciples of Bukharin and Lenin. 
Moreover they did not suppress, as they had promised, the industrial and financial corporations. Italy 
badly needed foreign credits for the development of its industries. The main problem for Fascism, in the 
first years of its rule, was to win the confidence of the foreign bankers. It would have been suicidal to 
destroy the Italian corporations. 

Fascist economic policy did not—at the beginning—essentially differ from those of all other Western 
nations. It was a policy of interventionism. As the years went on, it more and more approached the Nazi 
pattern of socialism. When Italy, after the defeat of France, entered the second World War, its economy 
was by and large already shaped according to the Nazi pattern. The main difference was that the Fascists 
were less efficient and even more corrupt than the Nazis. 

But Mussolini could not long remain without an economic philosophy of his own invention. Fascism 
posed as a new philosophy, unheard of before and unknown to all other nations. It claimed to be the 
gospel which the resurrected spirit of ancient Rome brought to the decaying democratic peoples whose 
barbarian ancestors had once destroyed the Roman empire. It was the consummation both of the 
Rinascimento and the Risorgimento in every respect, the final liberation of the Latin genius from the 
yoke of foreign ideologies. Its shining leader, the peerless Duce, was called to find the ultimate solution 
for the burning problems of society's economic organization and of social justice. 

From the dust-heap of discarded socialist utopias, the Fascist scholars salvaged the scheme of guild 
socialism. Guild socialism was very popular with British socialists in the last years of the first World 
War and in the first years following the Armistice. It was so impracticable that it disappeared very soon 
from socialist literature. No serious statesman ever paid any attention to contradictory and confused 
plans of guild socialism. It was almost forgotten when the Fascists attached it to a new label, and 
flamboyantly proclaimed corporativism as the new social panacea. The public inside and outside of Italy 
was captivated. Innumerable books, pamphlets and articles were written in praise of the stato 
corporativo. The governments of Austria and Portugal very soon declared that they were committed to 
the noble principles of corporativism. The papal encyclical Quadragesimo Anno (1931) contained some 
paragraphs which could be interpreted—but need not be—as an approval of corporativism. In France its 
ideas found many eloquent supporters. 

It was mere idle talk. Never did the Fascists make any attempt to realize the corporativist programme, 
industrial self-government. They changed the name of the chambers of commerce into corporative 
councils. They called corporazione the compulsory organizations of the various branches of industry 
which were the administrative units for the execution of the German pattern of socialism they had 
adopted. But there was no question of the corporazione's self-government. The Fascist cabinet did not 
tolerate anybody's interference with its absolute authoritarian control of production. All the plans for the 
establishment of the corporative system remained a dead letter. 

Italy's main problem is its comparative overpopulation. In this age of barriers to trade and migration, 
the Italians are condemned to subsist permanently on a lower standard of living than that of the 
inhabitants of the countries more favoured by nature. The Fascists saw only one means to remedy this 
unfortunate situation: conquest. They were too narrow-minded to comprehend that the redress they 
recommended was spurious and worse than the evil. They were moreover so entirely blinded by self-



conceit and vain-glory that they failed to realize that their provocative speeches were simply ridiculous. 
The foreigners whom they insolently challenged knew very well how negligible Italy's military forces 
were. 

Fascism was not, as its advocates boasted, an original product of the Italian mind. It began with a split 
in the ranks of Marxian socialism, which certainly was an imported doctrine. Its economic programme 
was borrowed from German non-Marxian socialism and its aggressiveness was likewise copied from 
Germans, the All-deutsche or Pan-German forerunners of the Nazis. Its conduct of government affairs 
was a replica of Lenin's dictatorship. Corporativism, its much advertised ideological adornment, was of 
British origin. The only home-grown ingredient of Fascism was the theatrical style of its processions, 
shows and festivals. 

The shortlived Fascist episode ended in blood, misery and ignominy. But the forces which generated 
Fascism are not dead. Fanatical nationalism is a feature common to all present-day Italians. The 
communists are certainly not prepared to renounce their principle of dictatorial oppression of all 
dissenters. Neither do the Catholic parties advocate freedom of thought, of the press or of religion. There 
are in Italy only very few people indeed who comprehend that the indispensable prerequisite of 
democracy and the rights of men is economic freedom. 

It may happen that Fascism will be resurrected under a new label and with new slogans and symbols. 
But if this happens, the consequences will be detrimental. For Fascism is not as the Fascists trumpeted a 
"new way to life," [25] it is a rather old way towards destruction and death. 



8 Nazism 

The philosophy of the Nazis, the German National Socialist Labour Party, is the purest and most 
consistent manifestation of the anticapitalistic and socialistic spirit of our age. Its essential ideas are not 
German or "Aryan" in origin, nor are they peculiar to the present day Germans. In the genealogical tree 
of the Nazi doctrine such Latins as Sismondi and Georges Sorel, and such Anglo-Saxons as Carlyle, 
Ruskin and Houston Stewart Chamberlain, were more conspicuous than any German. Even the best 
known ideological attire of Nazism, the fable of the superiority of the Aryan master race, was not of 
German provenance; its author was a Frenchman, Gobineau. Germans of Jewish descent, like Lassalle, 
Lasson, Stahl and Walter Rathenau, contributed more to the essential tenets of Nazism than such men as 
Sombart, Spann and Ferdinand Fried. The slogan into which the Nazis condensed their economic 
philosophy, viz., Gemeinnutz geht vor Eigennutz (i.e., the commonweal ranks above private profit), is 
likewise the idea underlying the American New Deal and the Soviet management of economic affairs. It 
implies that profit-seeking business harms the vital interests of the immense majority, and that it is the 
sacred duty of popular government to prevent the emergence of profits by public control of production 
and distribution. 

The only specifically German ingredient in Nazism was its striving after the conquest of Lebensraum. 
And this, too, was an outcome of their agreement with the ideas guiding the policies of the most 
influential political parties of all other countries. These parties proclaim income equality as the main 
thing. The Nazis do the same. What characterizes the Nazis is the fact that they are not prepared to 
acquiesce in a state of affairs in which the Germans are doomed forever to be "imprisoned," as they say, 
in a comparatively small and overpopulated area in which the productivity of labour must be smaller 
than in the comparatively underpopulated countries, which are better endowed with natural resources 
and capital goods. They aim at a fairer distribution of earth's natural resources. As a "have-not" nation 
they look at the wealth of the richer nations with the same feelings with which many people in the 
Western countries look at the higher incomes of some of their countrymen. The "progressives" in the 
Anglo-Saxon countries assert that "liberty is not worth having" for those who are wronged by the 
comparative smallness of their incomes. The Nazis say the same with regard to international relations. 
In their opinion the only freedom that matters is Nahrungsfreiheit (viz., freedom from importing food). 
They aim at the acquisition of a territory so large and rich in natural resources that they could live in 
economic self-sufficiency at a standard not lower than that of any other nation. They consider 
themselves as revolutionaries fighting for their inalienable natural rights against the vested interests of 
a host of reactionary nations. 

It is easy for economists to explode the fallacies involved in the Nazi doctrines. But those who 
disparage economics as "orthodox and reactionary," and fantically support the spurious creeds of 
socialism and economic nationalism, were at a loss to refute them. For Nazism was nothing but the 
logical application of their own tenets to the particular conditions of comparatively overpopulated 
Germany. 

For more than seventy years the German professors of political science, history, law, geography and 
philosophy eagerly imbued their disciples with a hysterical hatred of capitalism, and preached the war of 
"liberation" against the capitalistic West. The German "socialists of the chair," much admired in all 
foreign countries, were the pacemakers of the two World Wars. At the turn of the century the immense 
majority of the Germans were already radical supporters of socialism and aggressive nationalism. They 
were then already firmly committed to the principles of Nazism. What was lacking and was added later 
was only a new term to signify their doctrine. 

When the Soviet policies of mass extermination of all dissenters and of ruthless violence removed the 
inhibitions against wholesale murder, which still troubled some of the Germans, nothing could any 
longer stop the advance of Nazism. The Nazis were quick to adopt the Soviet methods. They imported 
from Russia: the one-party system and the pre-eminence of this party in political life; the paramount 
position assigned to the secret police; the concentration camps; the administrative execution or 



imprisonment of all opponents; the extermination of the families of suspects and of exiles; the methods 
of propaganda; the organization of affiliated parties abroad and their employment for fighting their 
domestic governments and espionage and sabotage; the use of the diplomatic and consular service for 
fomenting revolution; and many other things besides. There were nowhere more docile disciples of Lenin, 
Trotsky and Stalin than the Nazis were. 

Hitler was not the founder of Nazism; he was its product. He was, like most of his collaborators, a 
sadistic gangster. He was uneducated and ignorant; he had failed even in the lower grades of high school. 
He never had any honest job. It is a fable that he had ever been a paperhanger. His military career in the 
first World War was rather mediocre. The First Class Iron Cross was given to him after the end of the 
war as a reward for his activities as a political agent. He was a maniac obsessed by megalomania. But 
learned professors nourished his self-conceit. Werner Sombart, who once had boasted that his life was 
devoted to the task of fighting for the ideas of Marx, [26] Sombart, whom the American Economic 
Association had elected to Honorary membership and many non-German universities to honorary 
degrees, candidly declared that Führertum means a permanent revelation and that the Führer received his 
orders directly from God, the supreme Führer of the Universe. [27] 

The Nazi plan was more comprehensive and therefore more pernicious than that of the Marxians. It 
aimed at abolishing laisser-faire not only in the production of material goods, but no less in the 
production of men. The Führer was not only the general manager of all industries; he was also the 
general manager of the breeding-farm intent upon rearing superior men and eliminating inferior stock. 
A grandiose scheme of eugenics was to be put into effect according to "scientific" principles. 

It is vain for the champions of eugenics to protest that they did not mean what the Nazis executed. 
Eugenics aims at placing some men, backed by the police power, in complete control of human 
reproduction. It suggests that the methods applied to domestic animals be applied to men. This is 
precisely what the Nazis tried to do. The only objection which a consistent eugenist can raise is that his 
own plan differs from that of the Nazi scholars and that he wants to rear another type of men than the 
Nazis. As every supporter of economic planning aims at the execution of his own plan only, so every 
advocate of eugenic planning aims at the execution of his own plan and wants himself to act as the 
breeder of human stock. 

The eugenists pretend that they want to eliminate criminal individuals. But the qualification of a man 
as a criminal depends upon the prevailing laws of the country and varies with the change in social and 
political ideologies. John Huss, Giordano Bruno and Galileo Galilei were criminals from the point of view 
of the laws which their judges applied. When Stalin robbed the Russian State Bank of several million 
rubles, he committed a crime. Today it is an offence in Russia to disagree with Stalin. In Nazi Germany 
sexual intercourse between "Aryans" and the members of an "inferior" race was a crime. Whom do the 
eugenists want to eliminate, Brutus or Caesar? Both violated the laws of their country. If eighteenth-
century eugenists had prevented alcohol addicts from generating children, their planning would have 
eliminated Beethoven. 

It must be emphasized again: there is no such thing as a scientific ought. Which men are superior and 
which are inferior can only be decided by personal value judgments not liable to Verification or 
falsification. The eugenists delude themselves in assuming that they themselves will be called to decide 
what qualities are to be conserved in the human stock. They are too dull to take into account the 
possibility that other people might make the choice according to their own value judgments. [28] In the 
eyes of the Nazis the brutal killer, the "fair-haired beast," is the most perfect specimen of mankind. 

The mass slaughters perpetrated in the Nazi horror camps are too horrible to be adequately described by 
words. But they were the logical and consistent application of doctrines and policies parading as applied 
science and proved by some men who in a sector of the natural sciences have displayed acumen and 
technical skill in laboratory research. 



9 The Teachings of Soviet Experience 

Many people all over the world assert that the Soviet "experiment" has supplied conclusive evidence in 
favour of socialism and disproved all, or at least most, of the objections raised against it. The facts, they 
say, speak for themselves. It is no longer permissible to pay any attention to the spurious aprioristic 
reasoning of armchair economists criticizing the socialist plans. A crucial experiment has exploded their 
fallacies. 

It is, first of all, necessary to comprehend that in the field of purposive human action and social 
relations no experiments can be made and no experiments have ever been made. The experimental method 
to which the natural sciences owe all their achievements is inapplicable in the social sciences. The natural 
sciences are in a position to observe in the laboratory experiment the consequences of the isolated change 
in one element only, while other elements remain unchanged. Their experimental observation refers 
ultimately to certain isolable elements in sense experience. What the natural sciences call facts are the 
causal relations shown in such experiments. Their theories and hypotheses must be in agreement with 
these facts. 

But the experience with which the sciences of human action have to deal is essentially different. It is 
historical experience. It is an experience of complex phenomena, of the joint effects brought about by the 
co-operation of a multiplicity of elements. The social sciences are never in a position to control the 
conditions of change and to isolate them from one another in the way in which the experimenter 
proceeds in arranging his experiments. They never enjoy the advantage of observing the consequences of 
a change in one element only, other conditions being equal. They are never faced with facts in the sense 
in which the natural sciences employ this term. Every fact and every experience with which the social 
sciences have to deal is open to various interpretations. Historical facts and historical experience can 
never prove or disprove a statement in the way in which an experiment proves or disproves. 

Historical experience never comments upon itself. It needs to be interpreted from the point of view of 
theories constructed without the aid of experimental observations. There is no need to enter into an 
epistemological analysis of the logical and philosophical problems involved. It is enough to refer to the 
fact that nobody—whether scientist or layman--ever proceeds otherwise when dealing with historical 
experience. Every discussion of the relevance and meaning of historical facts falls back very soon on a 
discussion of abstract general principles, logically antecedent to the facts to be elucidated and interpreted. 
Reference to historical experience can never solve any problem or answer any question. The same 
historical events and the same statistical figures are claimed as confirmations of contradictory theories. 

If history could prove and teach us anything, it would be that private ownership of the means of 
production is a necessary requisite of civilization and material well-being. All civilizations have up to 
now been based on private property. Only nations committed to the principle of private property have 
risen above penury and produced science, art and literature. There is no experience to show that any other 
social system could provide mankind with any of the achievements of civilization. Nevertheless, only 
few people consider this as a sufficient and incontestable refutation of the socialist programme. 

On the contrary, there are even people who argue the other way round. It is frequently asserted that 
the system of private property is done for precisely because it was the system that men applied in the 
past. However beneficial a social system may have been in the past, they say, it cannot be so in the 
future too; a new age requires a new mode of social organization. Mankind has reached maturity; it 
would be pernicious for it to cling to the principles to which it resorted in the earlier stages of its 
evolution. This is certainly the most radical abandonment of experimentalism. The experimental method 
may assert: because aproduced in the past the result b, it will produce it in the future also. It must never 
assert: because aproduced in the past the result b, it is proved that it cannot produce it any longer. 

In spite of the fact that mankind has had no experience with the socialist mode of production, the 
socialist writers have constructed various schemes of socialist systems based on aprioristic reasoning. But 
as soon as anybody dares to analyse these projects and to scrutinize them with regard to their feasibility 



and their ability to further human welfare, the socialists vehemently object. These analyses, they say, are 
merely idle aprioristic speculations. They cannot disprove the correctness of our statements and the 
expediency of our plans. They are not experimental. One must try socialism and then the results will 
speak for themselves. 

What these socialists ask for is absurd. Carried to its ultimate logical consequences, their idea implies 
that men are not free to refute by reasoning any scheme, however nonsensical, self-contradictory and 
impracticable, that any reformer is pleased to suggest. According to their view, the only method 
permissible for the refutation of such a—necessarily abstract and aprioristic—plan is to test it by 
reorganizing the whole of society according to its designs. As soon as a man sketches the plan for a 
better social order, all nations are bound to try it and to see what will happen. 

Even the most stubborn socialists cannot fail to admit that there are various plans for the construction 
of the future utopia, incompatible with one another. There is the Soviet pattern of all-round 
socialization of all enterprises and their outright bureaucratic management; there is the German pattern 
of Zwangswirtschaft, towards the complete adoption of which the Anglo-Saxon countries are 
manifestly tending; there is guild socialism, under the name of corporativism still very popular in some 
Catholic countries. There are many other varieties. The supporters of most of these competing schemes 
assert that the beneficial results to be expected from their own scheme will appear only when all nations 
will have adopted it; they deny that socialism in one country only can already bring the blessings they 
ascribe to socialism. The Marxians declare that the bliss of socialism will emerge only in its "higher 
phase" which, as they hint, will appear only after the working class will have passed "through long 
struggles, through a whole series of historical processes, wholly transforming both circumstances and 
men." [29] The inference from all this is that one must realize socialism and quietly wait for a very long 
time until its promised benefits come. No unpleasant experiences in the period of transition, no matter 
how long this period may be, can disprove the assertion that socialism is the best of all conceivable modes 
of social organization. He that believeth shall be saved. 

But which of the many socialist plans, contradicting one another, should be adopted? Every socialist 
sect passionately proclaims that its own brand is alone genuine socialism and that all other sects 
advocate counterfeit, entirely pernicious measures. In fighting one another, the various socialist factions 
resort to the same methods of abstract reasoning which they stigmatize as vain apriorism whenever 
they are applied against the correctness of their own statements and the expediency and practicability of 
their own schemes. There is, of course, no other method available. The fallacies implied in a system of 
abstract reasoning—such as socialism is—cannot be smashed otherwise than by abstract reasoning. 

The fundamental objection advanced against the practicability of socialism refers to the impossibility 
of economic calculation. It has been demonstrated in an irrefutable way that a socialist commonwealth 
would not be in a position to apply economic calculation. Where there are no market prices for the 
factors of production because they are neither bought nor sold, it is impossible to resort to calculation in 
planning future action and in determining the result of past action. A socialist management of 
production would simply not know whether or not what it plans and executes is the most appropriate 
means to attain the ends sought. It will operate in the dark, as it were. It will squander the scarce factors 
of production both material and human (labour). Chaos and poverty for all will unavoidably result. 

All earlier socialists were too narrow-minded to see this essential point. Neither did the earlier 
economists conceive its full importance. When the present writer in 1920 showed the impossibility of 
economic calculation under socialism, the apologists of socialism embarked upon the search for a method 
of calculation applicable to a socialist system. They utterly failed in these endeavours. The futility of the 
schemes they produced could easily be shown. Those communists who were not entirely intimidated by 
the fear of the Soviet executioners, for instance Trotsky, freely admitted that economic accounting is 
unthinkable without market relations. [30] The intellectual bankruptcy of the socialist doctrine can no 
longer be disguised. In spite of its unprecedented popularity, socialism is done for. No economist can any 



longer question its impracticability. The avowal of socialist ideas is today the proof of a complete 
ignorance of the basic problems of economics. The socialist's claims are as vain as those of the astrologers 
and the magicians. 

With regard to this essential problem of socialism, viz., economic calculation, the Russian "experiment" 
is of no avail. The Soviets are operating within a world the greater part of which still clings to a market 
economy. They base the calculations on which they make their decisions on the prices established abroad. 
Without the help of these prices their actions would be aimless and planless. Only as far as they refer to 
this foreign price system are they able to calculate, keep books and prepare their plans. In this respect one 
may agree with the statement of various socialist and communist authors that socialism in one or a few 
countries only is not yet true socialism. Of course, these authors attach a quite different meaning to their 
assertion. They want to say that the full blessings of socialism can be reaped only in a world-embracing 
socialist community. Those familiar with the teachings of economics must, on the contrary, recognize 
that socialism will result in full chaos precisely if it is applied in the greater part of the world. 

The second main objection raised against socialism is that it is a less efficient mode of production than 
is capitalism and that it will impair the productivity of labour. Consequently, in a socialist 
commonwealth the standard of living of the masses will be low when compared with conditions 
prevailing under capitalism. There is no doubt that this objection has not been disproved by the Soviet 
experience. The only certain fact about Russian affairs under the Soviet regime with regard to which all 
people agree is: that the standard of living of the Russian masses is much lower than that of the masses 
in the country which is universally considered as the paragon of capitalism, the United States of 
America. If we were to regard the Soviet regime as an experiment, we would have to say that the 
experiment has clearly demonstrated the superiority of capitalism and the inferiority of socialism. 

It is true that the advocates of socialism are intent upon interpreting the lowness of the Russian 
standard of living in a different way. As they see things, it was not caused by socialism, but was—in 
spite of socialism—brought about by other agencies. They refer to various factors, e.g., the poverty of 
Russia under the Czars, the disastrous effects of the wars, the alleged hostility of the capitalist 
democratic nations, the alleged sabotage of the remnants of the Russian aristocracy and bourgeoisie and 
of the Kulaks. There is no need to enter into an examination of these matters. For we do not contend that 
any historical experience could prove or disprove a theoretical statement in the way in which a crucial 
experiment can verify or falsify a statement concerning natural events. It is not the critics of socialism, 
but its fanatical advocates, who maintain that the Soviet "experiment" proves something with regard to 
the effects of socialism. However, what they are really doing in dealing with the manifest and 
undisputed facts of Russian experience is to push them aside by impermissible tricks and fallacious 
syllogisms. They disavow the obvious facts by commenting upon them in such a way as to deny their 
bearing and their significance upon the question to be answered. 

Let us, for the sake of argument, assume that their interpretation is correct. But then it would still be 
absurd to assert that the Soviet experiment has evidenced the superiority of socialism. All that could be 
said is: the fact that the masses' standard of living is low in Russia does not provide conclusive evidence 
that socialism is inferior to capitalism. 

A comparison with experimentation in the field of the natural sciences may clarify the issue. A 
biologist wants to test a new patent food. He feeds it to a number of guinea pigs. They all lose weight 
and finally die. The experimenter believes that their decline and death were not caused by the patent food, 
but by merely accidental affliction with pneumonia. It would nevertheless be absurd for him to proclaim 
that his experiment had evidenced the nutritive value of the compound because the unfavourable result is 
to be ascribed to accidental occurrences, not causally linked with the experimental arrangement. The best 
he could contend is that the outcome of the experiment was not conclusive, that it does not prove 
anything against the nutritive value of the food tested. Things are, he could assert, as if no experiment 
had been tried at all. 



Even if the Russian masses' standard of living were much higher than that of the capitalist countries, 
this still would not be conclusive proof of the superiority of socialism. It may be admitted that the 
undisputed fact that the standard of living in Russia is lower than that in the capitalist West does not 
conclusively prove the inferiority of socialism. But it is nothing short of idiocy to announce that the 
experience of Russia has demonstrated the superiority of public control of production. 

Neither does the fact that the Russian armies, after having suffered many defeats, finally—with 
armament manufactured by American big business and donated to them by the American 
taxpayers—could aid the Americans in the conquest of Germany prove the pre-eminence of communism. 
When the British forces had to sustain a temporary reverse in North Africa, Professor Harold Laski, that 
most radical advocate of socialism, was quick to announce the final failure of capitalism. He was not 
consistent enough to interpret the German conquest of the Ukraine as the final failure of Russian 
communism. Neither did he retract his condemnation of the British system when his country emerged 
victorious from the war. If the military events are to be considered as the proof of any social system's 
excellence, it is rather the American than the Russian system for which they bear witness. 

Nothing that has happened in Russia since 1917 contradicts any of the statements of the critics of 
socialism and communism. Even if one bases one's judgment exclusively on the writings of communists 
and fellow-travellers, one cannot discover any feature in Russian conditions that tells in favour of the 
Soviet's social and political system. All the technological improvements of the last decades originated in 
the capitalistic countries. It is true that the Russians have tried to copy some of these innovations. But so 
did all backward oriental peoples too. 

Some communists are eager to have us believe that the ruthless oppression of dissenters and the radical 
abolition of the freedom of thought, speech and the press are not inherent marks of the public control of 
business. They are, they argue, only accidental phenomena of communism, its signature in a country 
which—as was the case with Russia—never enjoyed freedom of thought and conscience. However, these 
apologists for totalitarian despotism are at a loss to explain how the rights of man could be safeguarded 
under government omnipotence. 

Freedom of thought and conscience is a sham in a country in which the authorities are free to exile 
everybody whom they dislike into the Arctic or the desert, and to assign him hard labour for life. The 
autocrat may always try to justify such arbitrary acts by pretending that they are motivated 
exclusively by considerations of public welfare and economic expediency. He alone is the supreme arbiter 
to decide all matters referring to the execution of the plan. Freedom of the press is illusory when the 
government owns and operates all paper mills, printing offices and publishing houses, and ultimately 
decides what is to be printed and what not. The right of assembly is vain if the government owns all 
assembly halls and determines for what purposes they shall be used. And so it is with all other liberties 
too. In one of his lucid intervals Trotsky—of course Trotsky the hunted exile, not the ruthless 
commander of the Red army—saw things realistically and declared: "In a country where the sole 
employer is the State, opposition means death by slow starvation. The old principle: who does not work 
shall not eat, has been replaced by a new one: who does not obey shall not eat." [31] This confession 
settles the issue. 

What the Russian experience shows is a very low level of the standard of living of the masses and 
unlimited dictatorial despotism. The apologists of communism are intent upon explaining these 
uncontested facts as accidental only; they are, they say, not the fruit of communism, but occurred in 
spite of communism. But even if one were to accept these excuses for the sake of argument, it would be 
nonsensical to maintain that the Soviet "experiment" has demonstrated anything in favour of 
communism and socialism. 



10 The Alleged Inevitability of Socialism 

Many people believe that the coming of totalitarianism is inevitable. The "wave of the future," they 
say, "carries mankind inexorably towards a system under which all human affairs are managed by 
omnipotent dictators. It is useless to fight against the unfathomable decrees of history." 

The truth is that most people lack the intellectual ability and courage to resist a popular movement, 
however pernicious and ill-considered. Bismarck once deplored the lack of what he called civilian courage, 
i.e., bravery in dealing with civic affairs, on the part of his countrymen. But neither did the citizens of 
other nations display more courage and judiciousness when faced with the menace of communist 
dictatorship. They either yielded silently, or timidly raised some trifling objections. 

One does not fight socialism by criticizing only some accidental features of its schemes. In attacking 
many socialists' stand on divorce and birth control, or their ideas about art and literature, one does not 
refute socialism. It is not enough to disapprove of the Marxian assertions that the theory of relativity or 
the philosophy of Bergson or psycho-analysis is "bourgeois" moonshine. Those who find fault with 
Bolshevism and Nazism only for their anti-Christian leanings implicitly endorse all the rest of these 
bloody schemes. 

On the other hand, it is sheer stupidity to praise the totalitarian regimes for alleged achievements 
which have no reference whatever to their political and economic principles. It is questionable whether 
the observations that in Fascist Italy the railway trains ran on schedule and the bug population of 
second-rate hotel beds was decreasing, were correct or not; but it is in any case of no importance for the 
problem of Fascism. The fellow-travellers are enraptured by Russian films, Russian music and Russian 
caviar. But there lived greater musicians in other countries and under other social systems; good pictures 
were produced in other countries too; and it is certainly not a merit of Generalissimo Stalin that the taste 
of caviar is delicious. Neither does the prettiness of Russian ballet dancers or the construction of a great 
power station on the Dnieper expiate for the mass slaughter of the Kulaks. 

The readers of picture magazines and the movie-fans long for the picturesque. The operatic pageants of 
the Fascists and the Nazis and the parading of the girl-battalions of the Red army are after their heart. It 
is more fun to listen to the radio speeches of a dictator than to study economic treatises. The 
entrepreneurs and technologists who pave the way for economic improvement work in seclusion; their 
work is not suitable to be visualized on the screen. But the dictators, intent upon spreading death and 
destruction, are spectacularly in sight of the public. Dressed in military garb they eclipse in the eyes of 
the movie-goers the colourless bourgeois in plain clothes. 

The problems of society's economic organization are not suitable for light talk at fashionable cocktail 
parties. Neither can they be dealt with adequately by demagogues haranguing mass assemblies. They are 
serious things. They require painstaking study. They must not be taken lightly. 

The socialist propaganda never encountered any decided opposition. The devastating critique by which 
the economists exploded the futility and impracticability of the socialist schemes and doctrines did not 
reach the moulders of public opinion. The universities were mostly dominated by socialist or 
interventionist pedants not only in continental Europe, where they were owned and operated by the 
governments, but even in the Anglo-Saxon countries. The politicians and the statesmen, anxious not to 
lose popularity, were lukewarm in their defence of freedom. The policy of appeasement, so much 
criticized when applied in the case of the Nazis and the Fascists, was practised universally for many 
decades with regard to all other brands of socialism. It was this defeatism that made the rising 
generation believe that the victory of socialism is inevitable. 

It is not true that the masses are vehemently asking for socialism and that there is no means to resist 
them. The masses favour socialism because they trust the socialist propaganda of the intellectuals. The 
intellectuals, not the populace, are moulding public opinion. It is a lame excuse of the intellectuals that 



they must yield to the masses. They themselves have generated the socialist ideas and indoctrinated the 
masses with them. No proletarian or son of a proletarian has contributed to the elaboration of the 
interventionist and socialist programmes. Their authors were all of bourgeois background. The esoteric 
writings of dialectical materialism, of Hegel, the father both of Marxism and of German aggressive 
nationalism, the books of Georges Sorel, of Gentile and of Spengler were not read by the average man; 
they did not move the masses directly. It was the intellectuals who popularized them. 

The intellectual leaders of the peoples have produced and propagated the fallacies which are on the 
point of destroying liberty and Western civilization. The intellectuals alone are responsible for the mass 
slaughters which are the characteristic mark of our century. They alone can reverse the trend and pave 
the way for a resurrection of freedom. 

Not mythical "material productive forces," but reason and ideas determine the course of human affairs. 
What is needed to stop the trend towards socialism and despotism is common sense and moral courage. 

!
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Foreword to the Liberty Fund Edition

In 1947, Ludwig von Mises received a letter from a complete stranger 
who had been reading Mises’s book on money. One paragraph didn’t 
make sense to him. He asked Mises for clarifi cation. The letter writer 
was Fred C. Nymeyer, an Illinois businessman. In his reply, Mises com-
plimented Nymeyer: His “thoroughness and critical acumen” in study-
ing his book was “very fl attering indeed for the author. You represent the 
unfortunately very rare type of discriminating readers for whom alone 
it is worthwhile to write books.” 1 As a result of that exchange, Nymeyer 
and Mises soon met and became close friends.

Nymeyer believed the economic understanding he had gained from 
his study of Mises and the Austrian School of Economics had contrib-
uted to his success in business and he wanted to say thanks in some way. 
At Mises’s suggestion, therefore, he published in 1951, as a monograph, 
“Profi t and Loss,” a paper Mises had given that year at the Beauvallon, 
France, meeting of the international free-enterprise Mont Pèlerin So-
ciety. Later when Nymeyer suggested putting out an anthology of sev-
eral of Mises’s papers, Mises asked that “Profi t and Loss” be included. 
Thus, Planning for Freedom appeared in 1952 with “Profi t and Loss” 
plus eleven other Mises essays and addresses undoubtedly selected by 
Mises himself.2 A second edition of Planning for Freedom, enlarged by 

1. When Mises checked the paragraph Nymeyer had questioned (p. 108 in the 1934 British 
translation), he discovered that the German original had indeed been misinterpreted. “Your 
criticism,” he wrote Mr. Nymeyer, “is fully justifi ed. . . . If a new edition of the English transla-
tion is made, I will alter the passage concerned so as to avoid confusion.” A corrected transla-
tion of this paragraph has been made on pp. 129–130 of Liberty Fund’s 2005 printing of their 
edition of The Theory of Money and Credit.
2. Mises suggested to Nymeyer later that the three-volume work Kapital und Kapitalzins by 
Mises’s mentor and professor Eugen von Böhm–Bawerk should be translated into English in 
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the addition of a thirteenth essay, came out in 1962, followed by a third 
memorial edition (1974) and a fourth edition (1980), which reprinted 
four more Mises papers, bringing the total to seventeen. The later edi-
tions of this anthology, published after Mises’s death in 1973, included 
also, as a tribute to Mises, various papers by other authors about him. 
As these additional materials have been covered in the burgeoning 
post–1980 Mises literature, they have been deleted here, making this 
edition of Planning Freedom a collection of Mises’s writings exclusively. 
Further, the articles and papers in this edition have been rearranged 
by subject into four parts: “The Free Market Economy versus Govern-
ment Planning,” “Money, Infl ation, and Government,” “Mises: Critic 
of Infl ationism and Socialism,” and “Ideas.”

Many changes have taken place in the world during the decades 
since these papers were written. The trend toward interventionism has 
been slowed in some countries, speeded up in others. Editor’s notes 
have been introduced in this edition to explain some of these changes, 
as well as Mises’s references to historical events.

Many of the papers in this collection were written as speeches. When 
addressing a one-time audience, Mises always chose his words carefully 
and precisely. He sought to make complex topics—infl ation, price con-
trols, capital investment, social security, unemployment, etc.—simple 
and easy for his listeners to understand.

For instance, on price controls, if the government imposes a ceiling 
on the price of milk because it considers its price too high and because 
it wants the poor to be able to give their children more milk, farm-
ers whose costs are so high that they cannot stay in business and sell 
milk at the controlled price will stop producing milk and will produce 
butter, cheese, or meat instead. The result: less milk for poor children 
(“Middle-of-the-Road Policy Leads to Socialism,” p. 43–44).

On market operations: “There is nothing automatic or mysterious in 
the operation of the market. The only forces determining the continu-
ally fl uctuating state of the market are the value judgments of the various 
individuals and their actions as directed by these value judgments. . . . 
Supremacy of the market is tantamount to the supremacy of the 
consumers. By their buying and by their abstention from buying the 

its entirety and fi nal version. As a result Nymeyer fi nanced its translation by Hans F. Sennholz, 
then a student at New York University working for a doctorate under Mises, and published it as 
Capital and Interest (Libertarian Press, 1959).

x  �  foreword
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consumers determine not only the price structure, but no less what 
should be produced and in what quantity and quality and by whom. . . . 
They make poor men rich and rich men poor” (“Infl ation and Price 
Control,” p. 53–54).

When it comes to money, Mises rejected the imprecise defi nition of 
infl ation as “higher prices.” For him, “Nothing is infl ationary except 
infl ation, i.e., an increase in the quantity of money in circulation and 
credit subject to check (check-book money). And under present condi-
tions nobody but the government can bring an infl ation into being” 
(“Wages, Unemployment, and Infl ation,” p. 73).

“The inevitable result of infl ationary policies is a drop in the mon-
etary unit’s purchasing power. . . . In an industrial society all deferred 
payments must be stipulated in terms of money. They shrink with the 
shrinking of the money’s purchasing power. A policy of defi cit spending 
[government spending in excess of income] saps the very foundation of 
all interpersonal relations and contracts. It frustrates all kinds of savings, 
social security benefi ts and pensions” (“Economic Aspects of the Pen-
sion Problem,” p. 64–65).

The longest, and by far the most important, paper in this collection is 
“Profi t and Loss.” Mises was driven by the fi rm belief that the only way 
to save civilization and to promote peace and prosperity among nations 
was to change the ideas of the people. He fought to educate with the 
only weapons available to him—the spoken and written word. He did 
his best to explain free market principles, capitalism, and the workings 
of the market economy. Clarity of expression was extremely important. 
When a student asked a question in class, Mises quite often urged him 
to write down his ideas—in Mises’s view, the discipline of writing, of 
having to be precise, might very well help him answer his own question. 
Mises, of course, practiced what he preached; the books and articles 
he wrote are legion. In his magnum opus, Human Action (1949), Mises 
had written as precisely and as clearly as he could about all aspects of 
economics. Yet after publishing Human Action, Mises thought he could 
improve his explanation of profi t and loss, so he took advantage of an op-
portunity to present a paper before the Mont Pelerin Society to explain 
still more fully entrepreneurial profi ts and losses. In that analysis, re-
printed here, he destroys the Marxian theme that profi ts deprive labor-
ers of their full share of production, that profi ts come from exploiting 
consumers, that profi ts are compensation for risk taking, management, 
or time. Successful entrepreneurs, Mises points out, actually create new 

foreword  �  xi
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wealth. They convert (transform, combine, refi ne, transport) raw mate-
rials and labor whose value is not fully recognized, or whose potential 
as factors of production may not even be recognized at all, into goods 
and services consumers want and are willing to pay more for than the 
costs incurred in their production. If the entrepreneurs’ returns from 
consumers exceed their costs, they earn profi ts. And in the process, 
they alleviate economic maladjustments. There is nothing normal or 
guaranteed about profi ts. An entrepreneur whose ideas, decisions, and 
actions fail to serve consumers suffers loss.

In the opening essay of this collection, Mises points out the futility 
of trying to change the world by government planning. His constant 
themes are that ideas are important, that ideas can change, and that 
new ideas can change the world. Anyone aware of world events since 
these articles were written will recognize that new ideas since then 
have changed the world in many respects, although not always in the 
freedom direction. How then does Mises recommend planning for free-
dom? “There is no other planning for freedom and general welfare than 
to let the market system work.”

Bettina Bien Greaves
September 2006

xii  �  foreword
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�

Th e Free Market Economy 
versus Government Planning

part 1

Th ere is no other planning for freedom and general welfare than to let 

the market system work.

—“Planning for Freedom”

Th e alternative is not plan or no plan. Th e question is: whose 

planning? Should each member of society plan for himself or should 

the paternal government alone plan for all?

—“Laissez Faire or Dictatorship”
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i

Planning for Freedom

“Planning” and Interventionism

The term ‘planning’ is mostly used as a synonym for socialism, commu-
nism, and authoritarian and totalitarian economic management. Some-
times only the German pattern of socialism—Zwangswirtschaft*—is 
called planning, while the term socialism proper is reserved for the 
Russian pattern of outright socialization and bureaucratic operation of 
all plants, shops, and farms. At any rate, planning in this sense means 
all-around planning by the government and enforcement of these plans 
by the police power. Planning in this sense means full government 
control of business. It is the antithesis of free enterprise, private initia-
tive, private ownership of the means of production, market economy, 
and the price system. Planning and capitalism are utterly incompatible. 
Within a system of planning production is conducted according to the 
government’s orders, not according to the plans of capitalists and entre-
preneurs eager to profi t by best fi lling the wants of the consumers.

But the term planning is also used in a second sense. Lord Keynes, 
Sir William Beveridge, Professor Hansen, and many other eminent 
men assert that they do not want to substitute totalitarian slavery for 
freedom. They declare that they are planning for a free society. They 
recommend a third system, which, as they say, is as far from socialism 
as it is from capitalism, which, as a third solution of the problem of 
society’s economic organization, stands midway between the two other 
systems, and while retaining the advantages of both, avoids the disad-
vantages inherent in each.

Address delivered before the American Academy of Political and Social Science, Philadelphia, 
Pa., March 30, 1945.
* [Editor’s note: “Zwang (German), compulsion; Wirtschaft (German), economy; hence, 
“compulsory economy.”]
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4 � planning for freedom

These self-styled progressives are certainly mistaken when they pre-
tend that their proposals are new and unheard of. The idea of this third 
solution is very old indeed, and the French have long since baptized 
it with a pertinent name; they call it interventionism. Hardly anybody 
can doubt that history will link the idea of social security, more closely 
than with the American New Deal and with Sir William Beveridge, 
with the memory of Bismarck whom our fathers did not precisely de-
scribe as a liberal. All the essential ideas of present-day interventionist 
progressivism were neatly expounded by the supreme brain-trusters of 
imperial Germany, Professors Schmoller and Wagner, who at the same 
time urged their Kaiser to invade and to conquer the Americas. Far be 
it from me to condemn any idea only on account of its not being new. 
But as the progressives slander all their opponents as old-fashioned, or-
thodox, and reactionary, it is expedient to observe that it would be more 
appropriate to speak of the clash of two orthodoxies; the Bismarck or-
thodoxy versus the Jefferson orthodoxy.

Interventionism

Before entering into an investigation of the interventionist system of a 
mixed economy two points must be clarifi ed:

First: If within a society based on private ownership of the means of 
production some of these means are owned and operated by the gov-
ernment or by municipalities, this still does not make for a mixed sys-
tem which would combine socialism and private ownership. As long as 
only certain individual enterprises are publicly controlled, the charac-
teristics of the market economy determining economic activity remain 
essentially unimpaired. The publicly owned enterprises, too, as buyers 
of raw materials, semi-fi nished goods, and labor and as sellers of goods 
and services must fi t into the mechanism of the market economy. They 
are subject to the law of the market; they have to strive after profi ts or, 
at least, to avoid losses. When it is attempted to mitigate or to eliminate 
this dependence by covering the losses of such enterprises with subsi-
dies out of public funds, the only result is a shifting of this dependence 
somewhere else. This is because the means for the subsidies have to be 
raised somewhere. They may be raised by collecting taxes. But the bur-
den of such taxes has its effects on the public, not on the government 
collecting the tax. It is the market, and not the revenue department, 
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planning for freedom � 5

which decides upon whom the tax falls and how it affects production 
and consumption. The market and its inescapable law are supreme.

Second: There are two different patterns for the realization of so-
cialism. The one pattern—we may call it the Marxian or Russian 
pattern—is purely bureaucratic. All economic enterprises are depart-
ments of the government just as the administration of the army and 
the navy or the postal system. Every single plant, shop, or farm, stands 
in the same relation to the superior central organization as does a post 
offi ce to the offi ce of the postmaster general. The whole nation forms 
one single labor army with compulsory service; the commander of this 
army is the chief of state.

The second pattern—we may call it the German or Zwangswirtschaft 
system—differs from the fi rst one in that it, seemingly and nominally, 
maintains private ownership of the means of production, entrepreneur-
ship, and market exchange. So-called entrepreneurs do the buying and 
selling, pay the workers, contract debts, and pay interest and amorti-
zation. But they are no longer entrepreneurs. In Nazi Germany they 
were called shop managers or Betriebsführer. The government tells 
these seeming entrepreneurs what and how to produce, at what prices 
and from whom to buy, at what prices and to whom to sell. The gov-
ernment decrees at what wages laborers should work and to whom and 
under what terms the capitalists should entrust their funds. Market ex-
change is but a sham. As all prices, wages, and interest rates are fi xed 
by the authority, they are prices, wages, and interest rates in appearance 
only; in fact they are merely quantitative terms in the authoritarian or-
ders determining each citizen’s income, consumption, and standard 
of living. The authority, not the consumers, directs production. The 
central board of production management is supreme; all citizens are 
nothing but civil servants. This is socialism, with the outward appear-
ance of capitalism. Some labels of the capitalistic market economy are 
retained, but they signify here something entirely different from what 
they mean in the market economy.

It is necessary to point out this fact to prevent a confusion of social-
ism and interventionism. The system of hampered market economy 
or interventionism differs from socialism by the very fact that it is still 
market economy. The authority seeks to infl uence the market by the 
intervention of its coercive power, but it does not want to eliminate the 
market altogether. It desires that production and consumption should 
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6 � planning for freedom

develop along lines different from those prescribed by the unhindered 
market, and it wants to achieve its aim by injecting into the working of 
the market orders, commands, and prohibitions for whose enforcement 
the police power and its apparatus of coercion and compulsion stand 
ready. But these are isolated interventions; their authors assert that they 
do not plan to combine these measures into a completely integrated 
system which regulates all prices, wages, and interest rates, and which 
thus places full control of production and consumption in the hands of 
the authorities.

How to Raise Wages

The fundamental principle of those truly liberal economists who are 
nowadays generally abused as orthodox, reactionaries, and economic 
royalists is this: There are no means by which the general standard 
of living can be raised other than by accelerating the increase of cap-
ital as compared with population. All that good government can do 
to improve the material well-being of the masses is to establish and 
to preserve an institutional setting in which there are no obstacles to 
the progressive accumulation of new capital and its utilization for the 
improvement of technical methods of production. The only means to 
increase a nation’s welfare is to increase and to improve the output of 
products. The only means to raise wage rates permanently for all those 
eager to earn wages is to raise the productivity of labor by increasing 
the per-head quota of capital invested and improving the methods of 
production. Hence, the liberals conclude that the economic policy 
best fi tted to serve the interests of all strata of a nation is free trade both 
in domestic business and in international relations.

The interventionists, on the contrary, believe that government has 
the power to improve the masses’ standard of living partly at the ex-
pense of the capitalists and entrepreneurs, partly at no expense at all. 
They recommend the restriction of profi ts and the equalization of in-
comes and fortunes by confi scatory taxation, the lowering of the rate 
of interest by an easy money policy and credit expansion, and the rais-
ing of the workers’ standard of living by the enforcement of minimum 
wage rates. They advocate lavish government spending. They are, curi-
ously enough, at the same time in favor of low prices for consumers’ 
goods and of high prices for agricultural products.

The liberal economists, that is, those disparaged as orthodox, do not 
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planning for freedom � 7

deny that some of these measures can, in the short run, improve the 
lot of some groups of the population. But, they say, in the long run 
they must produce effects which, from the point of view of the govern-
ment and the supporters of its policies, are less desirable than the previ-
ous state of affairs they wanted to alter. These measures are, therefore, 
when judged from the point of view of their own advocates, contrary to 
purpose.

Depression, the Aftermath of Credit Expansion

It is true, many people believe that economic policy should not bother 
at all about long-run consequences. They quote a dictum of Lord 
Keynes: “In the long run we are all dead.” I do not question the truth 
of this statement; I even consider it as the only correct declaration of 
the neo-British Cambridge school. But the conclusions drawn from 
this truism are entirely fallacious. The exact diagnosis of the economic 
evils of our age is: we have outlived the short-run and are suffering 
from the long-run consequences of policies which did not take them 
into consideration. The interventionists have silenced the warning 
voices of the economists. But things developed precisely as these much 
abused orthodox scholars had predicted. Depression is the aftermath 
of credit expansion; mass unemployment prolonged year after year is 
the inextricable effect of attempts to keep wage rates above the level 
which the unhampered market would have fi xed. All those evils which 
the progressives interpret as evidence of the failure of capitalism are 
the necessary outcome of allegedly social interference with the mar-
ket. It is true that many authors who advocated these measures and 
many statesmen and politicians who executed them were impelled by 
good intentions and wanted to make people more prosperous. But the 
means chosen for the attainment of the ends aimed at were inappropri-
ate. However good intentions may be, they can never render unsuitable 
means any more suitable.

It must be emphasized that we are discussing means and measures, 
not ends. The matter at issue is not whether the policies advocated 
by the self-styled progressives are to be recommended or condemned 
from any arbitrary preconceived point of view. The essential problem is 
whether such policies can really attain the ends aimed at.

It is beside the mark to confuse the debate by referring to accidental 
and irrelevant matters. It is useless to divert attention from the main 
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8 � planning for freedom

problem by vilifying capitalists and entrepreneurs and by glorifying the 
virtues of the common man. Precisely because the common man is 
worthy of all consideration, it is necessary to avoid policies detrimental 
to his welfare.

The market economy is an integrated system of intertwined factors 
that mutually condition and determine one another. The social appara-
tus of coercion and compulsion, i.e., the state, certainly has the might 
to interfere with the market. The government or agencies in which the 
government, either by legal privilege or by indulgence, has vested the 
power to apply violent pressure with impunity are in a position to de-
cree that certain market phenomena are illegal. But such measures do 
not bring about the results which the interfering power wants to attain. 
They not only render conditions more unsatisfactory for the interfering 
authority. They disintegrate the market system altogether, they para-
lyze its operation, they bring about chaos.

If one considers the working of the market system as unsatisfactory, 
one must try to substitute another system for it. This is what the social-
ists aim at. But socialism is not the subject matter of this meeting’s 
discussion. I was invited to deal with interventionism, i.e., with various 
measures designed to improve the operation of the market system, not 
to abolish it altogether. And what I contend is that such measures must 
needs bring about results which from the point of view of their support-
ers are more undesirable than the previous state of affairs they wanted 
to alter.

Karl Marx on Labor

Karl Marx did not believe that government or trade union interference 
with the market can attain the benefi cial ends expected. Marx and 
his consistent followers condemned all such measures in their frank 
language as reformist nonsense, capitalist fraud, and petty-bourgeois 
idiocy. They called the supporters of such measures reactionaries. 
Clemenceau was right when he said: “One is always a reactionary in 
somebody’s opinion.”

Karl Marx declared that under capitalism all material goods and 
likewise labor are commodities, and that socialism will abolish the 
commodity character both of material goods and of labor. The notion 
“commodity character” is peculiar to the Marxian doctrine; it was not 
used before. Its meaning is that goods and labor are negotiated on mar-
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kets, are sold and bought on the basis of their value. According to Marx 
the commodity character of labor is implied in the very existence of the 
wages system. It can disappear only at the “higher stage” of commu-
nism as a consequence of the disappearance of the wages system and 
of payment of wage rates. Marx would have ridiculed the endeavors 
to abolish the commodity character of labor by an international treaty 
and the establishment of an International Labor Offi ce and by national 
legislation and the allocation of money to various national bureaus. I 
mention these things only in order to show that the progressives are ut-
terly mistaken in referring to Marx and the doctrine of the commodity 
character of labor in their fi ght against the economists whom they call 
reactionary.

Wage Rates and Unemployment

What these old orthodox economists said was this: A permanent rise 
in wage rates for all people eager to earn wages is only possible as far 
as the per-head quota of capital invested and concomitantly the pro-
ductivity of labor increases. It does not benefi t the people if minimum 
wage rates are fi xed at a level above that which the unhampered mar-
ket would have fi xed. It does not matter whether this tampering with 
wage rates is done by government decree or by labor union pressure 
and compulsion. In either case, the outcome is pernicious to the wel-
fare of a great section of the population.

On an unhampered labor market wage rates are fi xed, by the inter-
play of demand and supply, at a level at which all those eager to work 
can fi nally fi nd jobs. On a free labor market unemployment is tempo-
rary only and never affects more than a small fraction of the people. 
There prevails a continuous tendency for unemployment to disappear. 
But if wage rates are raised by the interference of government or unions 
above this level, things change. As long as only one part of labor is 
unionized, the wage rise enforced by the unions does not lead to un-
employment, but to an increased supply of labor in those branches of 
business where there are no effi cient unions or no unions at all. The 
workers who lost their jobs as a consequence of union policy enter the 
market of the free branches and cause wages to drop in these branches. 
The corollary of the rise in wages for organized workers is a drop in 
wages for unorganized workers. But if fi xing of wage rates above the po-
tential market level becomes general, workers losing their jobs cannot 
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fi nd employment in other branches. They remain unemployed. Unem-
ployment emerges as a mass phenomenon prolonged year after year.

Such were the teachings of these orthodox economists. Nobody suc-
ceeded in refuting them. It was much easier to abuse their authors. 
Hundreds of treatises, monographs, and pamphlets sneered at them 
and called them names. Novelists, playwrights, politicians joined the 
chorus. But truth has its own way. It works and produces effects even 
if party programs and textbooks refuse to acknowledge it as truth. 
Events have proved the correctness of the predictions of the ortho-
dox economists. The world faces the tremendous problem of mass 
unemployment.

It is vain to talk about employment and unemployment without pre-
cise reference to a defi nite rate of wages. The inherent tendency of cap-
italist evolution is to raise real wage rates steadily. This outcome is the 
effect of the progressive accumulation of capital by means of which 
technological methods of production are improved. Whenever the ac-
cumulation of additional capital stops, this tendency comes to a stand-
still. If capital consumption is substituted for an increase of capital 
available, real wage rates must drop temporarily until the checks to a 
further increase in capital are removed. The malinvestment, i.e., the 
squandering of capital that is the most characteristic feature of credit 
expansion and the orgy of the fi ctitious boom it produces, the confi s-
cation of profi ts and fortunes, wars and revolutions are such checks. It 
is a sad fact that they temporarily lower the masses’ standard of living. 
But these sad facts cannot be brushed away by wishful thinking. There 
are no other means to remove them than those recommended by the 
orthodox economists: a sound money policy, thrift in public expendi-
tures, international cooperation for safeguarding durable peace, eco-
nomic freedom.

The remedies suggested by the unorthodox doctrinaires are futile. 
Their application makes things worse, not better.

There are well-intentioned men who exhort union leaders to make 
only moderate use of their powers. But these exhortations are in vain 
because their authors do not realize that the evils they want to avoid 
are not due to lack of moderation in the wage policies of the unions. 
They are the necessary outcome of the whole economic philosophy 
underlying union activities with regard to wage rates. It is not my task 
to inquire what good effects unions could possibly bring about in other 
fi elds, for instance in education, professional training, and so on. I deal 
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only with their wage policies. The essence of these policies is to pre-
vent the unemployed from fi nding jobs by underbidding union rates. 
This policy splits the whole potential labor force into two classes: the 
employed who earn wages higher than those they would have earned 
on an unhampered labor market, and the unemployed who do not earn 
anything at all. In the early thirties money wage rates in this country 
dropped less than the cost of living. Hourly real wage rates increased 
in the midst of a catastrophic spread of unemployment. For many of 
those employed the depression meant a rise in the standard of living, 
while the unemployed were victimized. The repetition of such condi-
tions can only be avoided by entirely discarding the idea that union 
compulsion and coercion can benefi t all those eager to work and to 
earn wages. What is needed is not lame warnings. One must convince 
the workers that the traditional union policies do not serve the interests 
of all, but only those of one group. While in individual bargaining the 
unemployed virtually have a voice, they are excluded in collective bar-
gaining. The union offi cers do not care about the fate of non-members 
and especially not about that of beginners eager to enter their industry.

Union rates are fi xed at a level at which a considerable part of avail-
able manpower remains unemployed. Mass unemployment is not proof 
of the failure of capitalism, but the proof of the failure of traditional 
union methods.

The same considerations apply to the determination of wage rates 
by government agencies or by arbitration. If the decision of the gov-
ernment or the arbitrator fi xes wage rates at the market level, it is 
superfl uous. If it fi xes wage rates at a higher level, it produces mass 
unemployment.

The fashionable panacea suggested, lavish public spending, is no 
less futile. If the government provides the funds required by taxing 
the citizens or by borrowing from the public, it abolishes on the one 
hand as many jobs as it creates on the other. If government spending 
is fi nanced by borrowing from commercial banks, it means credit ex-
pansion and infl ation. Then the prices of all commodities and services 
must rise, whatever the government does to prevent this outcome.

If in the course of an infl ation the rise in commodity prices ex-
ceeds the rise in nominal wage rates, unemployment will drop. But 
what makes unemployment shrink is precisely the fact that real wage 
rates are falling. Lord Keynes recommended credit expansion because 
he believed that the wage earners will acquiesce in this outcome; he 
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believed that “a gradual and automatic lowering of real wage rates as 
a result of rising prices” would not be so strongly resisted by labor as 
an attempt to lower money wage rates. It is very unlikely that this will 
happen. Public opinion is fully aware of the changes in purchasing 
power and watches with burning interest the movements of the index 
of commodity prices and of cost of living. The substance of all discus-
sions concerning wage rates is real wage rates, not nominal wage rates. 
There is no prospect of outsmarting the unions by such tricks.

But even if Lord Keynes’s assumption were correct, no good could 
come from such a deception. Great confl icts of ideas must be solved 
by straight and frank methods; they cannot be solved by artifi ces and 
make-shifts. What is needed is not to throw dust into the eyes of the 
workers, but to convince them. They themselves must realize that the 
traditional union methods do not serve their interests. They themselves 
must abandon of their own accord policies that harm both them and 
all other people.

The Role of Profi t and Loss

What those allegedly planning for freedom do not comprehend is that 
the market with its prices is the steering mechanism of the free enter-
prise system. Flexibility of commodity prices, wage rates and interest 
rates is instrumental in adapting production to the changing condi-
tions and needs of the consumers and in discarding backward tech-
nological methods. If these adjustments are not brought about by the 
interplay of the forces operating on the market, they must be enforced 
by government orders. This means full government control, the Nazi 
Zwangswirtschaft. There is no middle way. The attempts to keep com-
modity prices rigid, to raise wage rates and to lower interest rates ad 
libitum only paralyze the system. They create a state of affairs which 
does not satisfy anybody. They must be either abandoned by a return to 
freedom of the market, or they must be completed by pure and undis-
guised socialism.

The inequality of income and fortunes is essential in capitalism. 
The progressives consider profi ts as objectionable. The very existence 
of profi ts is in their eyes a proof that wage rates could be raised without 
harm to anybody else than idle parasites. They speak of profi t without 
dealing with its corollary, loss. Profi t and loss are the instruments by 
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means of which the consumers keep a tight rein on all entrepreneurial 
activities. A profi table enterprise tends to expand, an unprofi table one 
tends to shrink. The elimination of profi t renders production rigid and 
abolishes the consumers’ sovereignty. This will happen not because 
the enterprisers are mean and greedy, and lack these monkish virtues 
of self-sacrifi ce which the planners ascribe to all other people. In the 
absence of profi ts the entrepreneurs would not learn what the wants 
of the consumers are, and if they were to guess, they would not have 
the means to adjust and to expand their plants accordingly. Profi ts and 
losses withdraw the material factors of production from the hands of 
the ineffi cient and convey them into the hands of the more effi cient. 
It is their social function to make a man the more infl uential in the 
conduct of business the better he succeeds in producing commodities 
for which people scramble.

It is therefore beyond the point to apply to profi ts the yardstick of 
personal merit or happiness. Of course, Mr. X would probably be as 
happy with 10 millions as with 100 millions. From a metaphysical point 
of view, it is certainly inexplicable why Mr. X should make 2 millions a 
year, while the chief justice or the nation’s foremost philosophers and 
poets make much less. But the question is not about Mr. X; it is about 
the consumers. Would the consumers be better and more cheaply sup-
plied if the law were to prevent the most effi cient entrepreneurs from 
expanding the sphere of their activities? The answer is clearly in the 
negative. If the present tax rates had been in effect from the beginning 
of our century, many who are millionaires today would live under more 
modest circumstances. But all those new branches of industry which 
supply the masses with articles unheard of before would operate, if at 
all, on a much smaller scale, and their products would be beyond the 
reach of the common man.

The Market System Serves the Common Man

The market system makes all men in their capacity as producers re-
sponsible to the consumer. This dependence is direct with entrepre-
neurs, capitalists, farmers, and professional men, and indirect with 
people working for salaries and wages. The economic system of the 
division of labor, in which everybody provides for his own needs by 
serving other people, cannot operate if there is no factor adjusting the 
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producers’ efforts to the wishes of those for whom they produce. If the 
market is not allowed to steer the whole economic apparatus, the gov-
ernment must do it.

The socialist plans are absolutely wrong and unrealizable. This is an-
other subject. But the socialist writers are at least clear-sighted enough 
to see that simply to paralyze the market system results in nothing but 
chaos. When they favor such acts of sabotage and destruction, they do 
so because they believe that the chaos brought about will pave the way 
for socialism. But those who pretend that they want to preserve free-
dom, while they are eager to fi x prices, wage rates, and interest rates 
at a level different from that of the market, delude themselves. There 
is no other alternative to totalitarian slavery than liberty. There is no 
other planning for freedom and general welfare than to let the market 
system work. There is no other means to attain full employment, ris-
ing real wage rates, and a high standard of living for the common man 
than private initiative and free enterprise.
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Laissez Faire or Dictatorship

What the “Encyclopaedia of the Social Sciences” 
Says about Laissez Faire

For more than a hundred years the maxim laissez faire, laissez passer 
has been a red rag to harbingers of totalitarian despotism. As these 
zealots see it, this maxim condenses all the shameful principles of cap-
italism. To unmask its fallacies is therefore tantamount to exploding 
the ideological foundations of the system of private ownership of the 
means of production, and implicitly demonstrating the excellence of 
its antithesis, viz., communism and socialism.

The Encyclopaedia of the Social Sciences may fairly be considered as 
representative of the doctrines taught at American and British universi-
ties and colleges. Its ninth volume contains an article “Laissez Faire” 
from the pen of the Oxford professor and author of detective stories, 
G. D. H. Cole. In the fi ve and a quarter pages of his contribution Profes-
sor Cole freely indulges in the use of deprecatory epithets. The maxim 
“cannot stand examination,” it is only prevalent in “popular econom-
ics,” it is “theoretically bankrupt,” an “anachronism,” it survives only 
as a “prejudice,” but “as a doctrine deserving of theoretical respect it is 
dead.” Resort to these and many other similar opprobrious appellations 
fails to disguise the fact that Professor Cole’s arguments entirely miss 
the point. Professor Cole is not qualifi ed to deal with the problems 
involved because he simply does not know what the market economy 
is and how it works. The only correct affi rmation of his article is the 
truism that those rejecting laissez faire are Socialists. He is also right 
in declaring that the refutation of laissez faire is “as prominent in the 
national idea of Fascism in Italy as in Russian Communism.”

Originally published in Plain Talk, January 1949. Reprinted with permission from the Founda-
tion for Economic Education.
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The volume which contains Mr. Cole’s article was published in 
January 1933. This explains why he did not include Nazi Germany in 
the ranks of those nations which have freed themselves from the spell 
of the sinister maxim. He merely registers with satisfaction that the 
conception rejecting laissez faire is “at the back of many projects of na-
tional planning which, largely under Russian infl uence, is now being 
put forward all over the world.”

Laissez Faire Means Free Market Economy

Learned historians have bestowed much pains upon the question to 
whom the origin of the maxim laissez faire, laissez passer is to be attrib-
uted.* At any rate it is certain that in the second part of the eighteenth 
century the outstanding French champions of economic freedom—
foremost among them Gournay, Quesnay, Turgot, and Mirabeau—
compressed their program for popular use into this sentence. Their aim 
was the establishment of the unhampered market economy. In order to 
attain this end they advocated the abolition of all statutes preventing 
the more industrious and more effi cient people from outdoing the less 
industrious and less effi cient competitors and restricting the mobility 
of commodities and of men. It was this that the famous maxim was 
designed to express.

In occasionally using the words laissez faire, laissez passer, the eigh-
teenth century economists did not intend to baptize their social phi-
losophy the laissez-faire doctrine. They concentrated their efforts upon 
the elaboration of a new system of social and political ideas which 
would benefi t mankind. They were not eager to organize a faction or 
party and to fi nd a name for it. It was only later, in the second decade 
of the nineteenth century, that a term came to signify the total com-
plex of the political philosophy of freedom, viz., liberalism. The new 
word was borrowed from Spain where it designated the friends of con-
stitutional government and religious freedom. Very soon it was used all 
over Europe as a label for the endeavors of those who stood for repre-
sentative government, freedom of thought, of speech and of the press, 
private ownership of the means of production, and free trade.

The liberal program is an indivisible and indissoluble whole, not 

* Cf. especially A. Oncken, Die Maxime laissez faire et laissez passer, ihr Ursprung, ihr Werden, 
Bern 1886; G. Schelle, Vincent de Gournay, Paris 1897, pp. 214–26.
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an arbitrarily assembled patchwork of diverse components. Its various 
parts condition one another. The idea that political freedom can be 
preserved in the absence of economic freedom, and vice versa, is an 
illusion. Political freedom is the corollary of economic freedom. It is 
no accident that the age of capitalism became also the age of govern-
ment by the people. If individuals are not free to buy and to sell on the 
market, they turn into virtual slaves dependent on the good graces of 
the omnipotent government, whatever the wording of the constitution 
may be.

The fathers of socialism and modern interventionism were fully 
aware that their own programs were incompatible with the political 
postulates of liberalism. The main target of their passionate attacks was 
liberalism as a whole. They did not make a distinction between the 
political and the economic aspects of liberalism.

But as the years went on, the Socialists and interventionists of the 
Anglo-Saxon countries discovered that it was a hopeless venture to at-
tack liberalism and the idea of liberty openly. The prestige of liberal 
institutions was so overwhelming in the English-speaking world that 
no party could risk defying them directly. Anti-liberalism’s only chance 
was to camoufl age itself as true and genuine liberalism and to denounce 
the attitudes of all other parties as a mere counterfeit liberalism.

The continental Socialists had fanatically smeared and disparaged 
liberalism and progressivism, and contemptuously derogated democ-
racy as “pluto-democracy.” Their Anglo-Saxon imitators, who at fi rst 
had adopted the same procedure, after a while reversed their seman-
tics and arrogated to themselves the appellations liberal, progressive 
and democratic. They began fl atly to deny that political freedom is 
the corollary of economic freedom. They boldly asserted that demo-
cratic institutions can work satisfactorily only where the government 
has full control of all production activities and the individual citizen 
is bound to obey unconditionally all orders issued by the central plan-
ning board. In their eyes all-round regimentation is the only means to 
make people free, and freedom of the press is best guaranteed by a gov-
ernment monopoly of printing and publishing. They were not plagued 
by any scruples when they stole the good old name of liberalism and 
began to call their own tenets and policies liberal. In this country the 
term “liberalism” is nowadays more often than not used as a synonym 
for communism.

The semantic innovation which the Socialists and interventionists 
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thus inaugurated left the advocates of freedom without any name. 
There was no term available to call those who believe that private own-
ership of the material factors of production is the best, in fact, the only 
means to make the nation and all its individual citizens as prosperous 
as possible and to make representative government work. The Socialists 
and interventionists believe that such people do not deserve any name, 
but are to be referred to only by such insulting epithets as “economic 
royalists,” “Wall Street sycophants,” “reactionaries,” and so on.

This state of affairs explains why the phrase laissez faire was more 
and more used to signify the ideas of those who advocate the free mar-
ket economy as against government planning and regimentation.

The Cairnes Argument against Laissez Faire

Today it is no longer diffi cult for intelligent men to realize that the 
alternative is market economy or communism. Production can either 
be directed by buying and abstention from buying on the part of all 
people, or it can be directed by the orders of the supreme chief of state. 
Men must choose between these two systems of society’s economic or-
ganization. There is no third solution, no middle way.

It is a sad fact that not only politicians and demagogues have failed 
to see this essential truth, but that even some economists have erred in 
dealing with the problems involved.

There is no need to dwell upon the unfortunate infl uence which 
originated from John Stuart Mill’s confused treatment of government 
interference with business. It becomes evident from Mill’s Autobiog-
raphy that his change of mind resulting in what he calls “a greater ap-
proximation . . . to a qualifi ed socialism” * was motivated by purely 
personal feelings and affections and not by emotionally undisturbed 
reasoning. It is certainly one of the tasks of economics to refute the 
errors which deform the disquisitions of so eminent a thinker as Mill. 
But it is unnecessary to argue against the prepossessions of Mrs. Mill.

A few years after Mill, another outstanding economist, J. E. Cairnes, 
dealt with the same problem.† As a philosopher and essayist Mill by far 

* Cf. John Stuart Mill, Autobiography, London 1873, p. 191.
† Cf. J. E. Cairnes, “Political Economy and Laissez Faire,” an introductory lecture delivered in 
University College, London, November, 1870; reprinted in Essays in Political Economy, London 
1873, pp. 232–64.
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supersedes Cairnes. But as an economist Cairnes was not second to 
Mill, and his contributions to the epistemology of the social sciences 
are of incomparably greater value and importance than those of Mill. 
Yet, Cairnes’s analysis of laissez faire does not display that brilliant 
precision of reasoning which is the distinguishing mark of his other 
writings.

As Cairnes sees it, the assertion implied in the doctrine of laissez 
faire is that “the promptings of self-interest will lead individuals, in all 
that range of their conduct which has to do with their material well-
being, spontaneously to follow that course which is most for their own 
good and for the good of all.” This assertion, he says, “involves the two 
following assumptions: fi rst, that the interests of human beings are fun-
damentally the same—that what is most for my interest is also most for 
the interest of other people; and, secondly, that individuals know their 
interests in the sense in which they are coincident with the interests of 
others, and that, in the absence of coercion, they will in this sense fol-
low them. If these two propositions be made out, the policy of laissez 
faire . . . follows with scientifi c rigour.”

Cairnes is disposed to accept the fi rst—the major—premise of the 
syllogism, that the interests of human beings are fundamentally the 
same. But he rejects the second—the minor—premise.* “Human be-
ings know and follow their interests according to their lights and dis-
positions; but not necessarily, nor in practice always, in the sense in 
which the interest of the individual is coincident with that of others 
and of the whole.” †

Let us for the sake of argument accept the way in which Cairnes 
presents the problem and in which he argues. Human beings are fal-
lible and therefore sometimes fail to learn what their true interests 
would require them to do. Furthermore, there are “such things in the 
world as passion, prejudice, custom, esprit de corps, class interest, to 
draw people aside from the pursuit of their interests in the largest and 
highest sense.” ‡ It is very unfortunate that reality is such. But, we must 
ask, is there any means available to prevent mankind from being hurt 
by people’s bad judgment and malice? Is it not a non sequitur to as-

* Cf. Cairnes, l.c., pp. 244–45.
† Cf. Cairnes, l.c., p. 250.
‡ Cf. Cairnes, l.c., p. 246.
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sume that one could avoid the disastrous consequences of these hu-
man weaknesses by substituting the government’s discretion for that 
of the individual citizens? Are governments endowed with intellectual 
and moral perfection? Are the rulers not human too, not themselves 
subject to human frailties and defi ciencies?

The theocratic doctrine is consistent in attributing to the head of 
the government superhuman powers. The French royalists contend 
that the solemn consecration at Rheims conveys to the king of France, 
anointed with the sacred oil which a dove from Heaven brought down 
for the consecration of Clovis, divine dispensation. The legitimate 
king cannot err and cannot do wrong, and his royal touch miracu-
lously cures scrofula. No less consistent was the late German professor 
Werner Sombart in declaring that Führertum is a permanent revela-
tion and that the Führer gets his orders directly from God, the supreme 
Führer of the Universe.* Once you admit these premises, you can no 
longer raise any objections against planning and socialism. Why toler-
ate the incompetence of clumsy and ill-intentioned bunglers if you can 
be made happy and prosperous by the God-sent authority?

But Cairnes is not prepared to accept “the principle of State con-
trol, the doctrine of paternal government.” † His disquisitions peter out 
in vague and contradictory talk that leaves the relevant question un-
answered. He does not comprehend that it is indispensable to choose 
between the supremacy of individuals and that of the government. 
Some agency must determine how the factors of production should be 
employed and what should be produced. If it is not the consumer, by 
means of buying and abstention from buying on the market, it must be 
the government by compulsion.

If one rejects laissez faire on account of man’s fallibility and moral 
weakness, one must for the same reasons also reject every kind of gov-
ernment action. Cairnes’s mode of arguing, provided it is not integrated 
into a theocratic philosophy in the manner of the French royalists or 
the German Nazis, leads to complete anarchism and nihilism.

One of the distortions to which the self-styled “progressives” resort 
in smearing laissez faire is the statement that consistent application of 
laissez faire must result in anarchy. There is no need to dwell upon this 

* Cf. W. Sombart, Deutscher Sozialismus, Charlottenburg 1934, p. 213 (American edition: A 
New Social Philosophy, translated by K. F. Geiser, Princeton 1937, p. 194).
† Cf. Cairnes, l.c., p. 251.
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fallacy. It is more important to stress the fact that Cairnes’s argument 
against laissez faire, when consistently carried through to its inevitable 
logical consequences, is essentially anarchistic.

“Conscious Planning” versus “Automatic Forces”

As the self-styled “progressives” see things, the alternative is: “automatic 
forces” or “conscious planning.” * It is obvious, they go on saying, that 
to rely upon automatic processes is sheer stupidity. No reasonable man 
can seriously recommend doing nothing and letting things go without 
any interference through purposive action. A plan, by the very fact that 
it is a display of conscious action, is incomparably superior to the ab-
sence of any planning. Laissez faire means: let evils last and do not try 
to improve the lot of mankind by reasonable action.

This is utterly fallacious and deceptive talk. The argument advanced 
for planning is derived entirely from an inadmissable interpretation of 
a metaphor. It has no foundation other than the connotations implied 
in the term “automatic,” which is customarily applied in a metaphori-
cal sense to describe the market process. Automatic, says the Concise 
Oxford Dictionary, means “unconscious, unintelligent, merely me-
chanical.” Automatic, says Webster’s Collegiate Dictionary, means “not 
subject to the control of the will . . . performed without active thought 
and without conscious intention or direction.” What a triumph for the 
champion of planning to play this trump-card!

The truth is that the choice is not between a dead mechanism and 
a rigid automatism on the one hand and conscious planning on the 
other hand. The alternative is not plan or no plan. The question is: 
whose planning? Should each member of society plan for himself or 
should the paternal government alone plan for all? The issue is not au-
tomatism versus conscious action; it is spontaneous action of each indi-
vidual versus the exclusive action of the government. It is freedom versus 
government omnipotence.

Laissez faire does not mean: let soulless mechanical forces operate. 
It means: let individuals choose how they want to cooperate in the so-
cial division of labor and let them determine what the entrepreneurs 

* Cf. A. H. Hansen, “Social Planning for Tomorrow,” in The United States after the War, Cor-
nell University Lectures, Ithaca 1945, pp. 32–33.
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should produce. Planning means: let the government alone choose and 
enforce its rulings by the apparatus of coercion and compulsion.

The Satisfaction of Man’s “True” Needs

Under laissez faire, says the planner, the goods produced are not those 
which people “really” need, but those goods from the sale of which the 
highest returns are expected. It is the objective of planning to direct 
production toward the satisfaction of “true” needs. But who should de-
cide what “true” needs are?

Thus, for instance, Professor Harold Laski, the former chairman of 
the British Labor Party, determined the objective of planned direction 
of investment as “the use of the investor’s savings will be in housing 
rather than in cinemas.” * It does not matter whether or not one agrees 
with the professor’s personal view that better houses are more impor-
tant than moving pictures. The fact is that consumers, by spending part 
of their money for admission to the movies, have made another choice. 
If the masses of Great Britain, the same people whose votes swept the 
Labor Party into power, were to stop patronizing the moving pictures 
and to spend more for comfortable homes and apartments, profi t-
seeking business would be forced to invest more in building homes 
and apartment houses, and less in the production of swanky pictures. 
What Professor Laski aimed at is to defy the wishes of the consumers 
and to substitute his own will for theirs. He wanted to do away with the 
democracy of the market and to establish the absolute rule of a produc-
tion czar. He might pretend that he is right from a “higher” point of 
view, and that as a superman he is called upon to impose his own set 
of values on the masses of inferior men. But then he should have been 
frank enough to say so plainly.

All this passionate praise of the super-eminence of government ac-
tion is merely a poor disguise for the individual interventionist’s self-
deifi cation. The Great God State is great only because it is expected to 
do exclusively what the individual advocate of interventionism wants 
to be achieved. The only true plan is the one of which the individual 
planner fully approves. All other plans are simply counterfeit. What the 
author of a book on the benefi ts of planning has in mind is, of course, 

* Cf. Laski’s broadcast, Revolution by Consent, reprinted in Talks, Vol. X, Number 10, p. 7 
(October 1945).
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always his own plan alone. No planner was ever shrewd enough to con-
sider the possibility that the plan which the government will put into 
practice could differ from his own plan.

The various planners agree only with regard to their rejection of lais-
sez faire, i.e., the individual’s discretion to choose and to act. They dis-
agree entirely on the choice of the unique plan to be adopted. To every 
exposure of the manifest and incontestable defects of interventionist 
policies the champions of interventionism always react in the same 
way. These faults, they say, were the sins of spurious interventionism; 
what we are advocating is good interventionism. And, of course, good 
interventionism is the professor’s own brand only.

“Positive” Policies versus “Negative” Policies

In dealing with the ascent of modern statism, socialism and interven-
tionism, one must not neglect the preponderant role played by the pres-
sure groups and lobbies of civil servants and those university graduates 
who longed for government jobs. Two associations were paramount in 
Europe’s progress toward “social reform”: the Fabian Society in Eng-
land and the Verein für Sozialpolitik in Germany. The Fabian Society 
had in its earlier days a “wholly disproportionate representation of civil 
servants.” * With regard to the Verein für Sozialpolitik, one of its found-
ers and most eminent leaders, Professor Lujo Brentano, admitted that 
at the beginning it called for no other response than from the civil 
servants.†

It is not surprising that the civil service mentality was refl ected in 
the semantic practices of the new factions. Seen from the point of view 
of the particular group interests of the bureaucrats, every measure that 
makes the government’s payroll swell is progress. Politicians who favor 
such a measure make a positive contribution to welfare, while those 
who object are negative. Very soon this linguistic innovation became 
general. The interventionists, in claiming for themselves the appella-
tion “liberal,” explained that they, of course, were liberals with a posi-
tive program as distinguished from the merely negative program of the 
“orthodox” laissez-faire people.

Thus he who advocates tariffs, censorship, foreign exchange control, 

* Cf. A. Gray, The Socialist Tradition Moses to Lenin, London 1946, p. 385.
† Cf. L. Brentano, Ist das “System Brentano” zusammengebrochen?, Berlin 1918, p. 19.
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price control supports a positive program that will provide jobs for cus-
toms offi cers, censors, and employees of the offi ces for price control 
and foreign exchange control. But free traders and advocates of the 
freedom of the press are bad citizens; they are negative. Laissez faire 
is the embodiment of negativism, while socialism, in converting all 
people into government employees, is 100 percent positive. The more a 
former liberal completes his defection from liberalism and approaches 
socialism, the more “positive” does he become.

It is hardly necessary to stress that this is all nonsense. Whether an 
idea is enunciated in an affi rmative or in a negative proposition de-
pends entirely on the form which the author chooses to give it. The 
“negative” proposition, I am against censorship, is identical with the 
“positive” proposition, I am in favor of everybody’s right to publicize his 
opinions. Laissez faire is not even formally a negative formula; rather 
it is the contrary of laissez faire that would sound negative. Essentially, 
the maxim asks for private ownership of the means of production. This 
implies, of course, that it rejects socialism. The supporters of laissez 
faire object to government interference with business not because they 
“hate” the “state” or because they are committed to a “negative” pro-
gram. They object to it because it is incompatible with their own posi-
tive program, the free market economy.*

Conclusion

Laissez faire means: let the individual citizen, the much talked-about 
common man, choose and act and do not force him to yield to a 
dictator.

* The present writer refuted this distinction between “positive” and “constructive” socialism 
and interventionism on the one hand, and “negative” liberalism of the laissez-faire type on the 
other in his article “Sozialliberalismus,” fi rst published in 1926 in Zeitschrift für die Gesamte 
Staatswissenschaft, and reprinted in 1929 in his book Kritik des Interventionismus, pp. 55–90. 
[Editor’s note: This article was translated as “Social Liberalism” and published in A Critique 
of Interventionism (New Rochelle, N. Y.: Arlington House, 1977), pp. 71–106; 2d revised ed., 
Critique of Interventionism (Irvington-on-Hudson, N. Y.: Foundation for Economic Education, 
1996), pp. 43–70.]
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One of the amazing phenomena of the present election campaign is 
the way in which speakers and writers refer to the state of business and 
to the economic condition of the nation. They praise the administra-
tion for the prosperity and for the high standard of living of the aver-
age citizen. “You never had it so good,” they say, and, “Don’t let them 
take it away.” It is implied that the increase in the quantity and the 
improvement in the quality of products available for consumption are 
achievements of a paternal government. The incomes of the individual 
citizens are viewed as handouts graciously bestowed upon them by a 
benevolent bureaucracy. The American government is considered as 
better than that of Italy or of India because it passes into the hands of 
the citizens more and better products than they do.

Capital Investment Increases Production

It is hardly possible to misrepresent in a more thorough way the fun-
damental facts of economics. The average standard of living is in this 
country higher than in any other country of the world, not because the 
American statesmen and politicians are superior to the foreign states-
men and politicians, but because the per-head quota of capital invested 
is in America higher than in other countries. Average output per man-
hour is in this country higher than in other countries, whether  England 
or India, because the American plants are equipped with more effi -
cient tools and machines. Capital is more plentiful in America than it 
is in other countries because up to now the institutions and laws of the 
United States put fewer obstacles in the way of big-scale capital accu-
mulation than did those foreign countries.

3

Capital Supply and American Prosperity

Address delivered before the University Club of Milwaukee (Wisconsin) on October 13, 1952.
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It is not true that the economic backwardness of foreign countries is 
to be imputed to technological ignorance on the part of their peoples. 
Modern technology is by and large no esoteric doctrine. It is taught at 
many technological universities in this country as well as abroad. It is 
described in many excellent textbooks and articles of scientifi c maga-
zines. Hundreds of aliens are every year graduated from American 
technological institutes. There are in every part of the earth many ex-
perts perfectly conversant with the most recent developments of indus-
trial technique. It is not a lack of the “know-how” that prevents foreign 
countries from fully adopting American methods of manufacturing, 
but the insuffi ciency of capital available.

Under Capitalism, Individual Responsibility 
and Thrift Are Appreciated

The climate of opinion in which capitalism could thrive was character-
ized by the moral approbation of the individual citizen’s eagerness to 
provide for his own and his family’s future. Thrift was appreciated as 
a virtue no less benefi cial to the individual saver himself than to all 
other people. If people do not consume their whole incomes, the non-
consumed surplus can be invested, it increases the amount of capital 
goods available and thereby makes it possible to embark upon projects 
which could not be executed before. Progressive capital accumulation 
results in perpetual economic betterment. All aspects of every citizen’s 
life are favorably affected. The continuous tendency toward an expan-
sion of business activities opens an ample fi eld for the display of the 
energies of the rising generation. Looking backward upon his youth 
and the conditions in his parent’s home, the average man cannot help 
realizing that there is progress toward a more satisfactory standard of 
living.

Such were the conditions in all countries on the eve of the First 
World War. Conditions were certainly not everywhere the same. There 
were the countries of Western Capitalism on the one hand, and on 
the other hand the backward nations which were slow and reluctant in 
adopting the ideas and the methods of modern progressive business. 
But these backward nations were amply benefi ted by the investment 
of capital provided by the capitalists of the advanced nations. Foreign 
capital built their railroads and factories and developed their natural 
resources.
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The spectacle that the world offers today is very different. As it was 
forty years ago, the world is divided into two camps. There is, on the 
one hand, the capitalist orbit, considerably shrunk when compared 
with its size in 1914. It includes today the United States and Canada 
and some of the small nations of Western Europe. The much greater 
part of the earth’s population lives in countries strictly rejecting the 
methods of private property, initiative, and enterprise. These countries 
are either stagnating or faced with a progressive deterioration of their 
economic conditions.

United States Living Standards

Let us illustrate this difference by contrasting, as typical of each of the 
two groups, conditions in this country and those in India.

In the United States, capitalist big business almost every year sup-
plies the masses with some novelties: either improved articles to re-
place similar articles used long since or things which had been alto-
gether unknown before. The latter—as for instance, television sets or 
nylon hosiery—are commonly called luxuries, as people previously 
lived rather contented and happy without them. The average com-
mon man enjoys a standard of living which, only fi fty years ago, his 
parents or grandparents would have considered as fabulous. His home 
is equipped with gadgets and facilities which the well-to-do of earlier 
ages would have envied. His wife and his daughters dress elegantly and 
apply cosmetics. His children, well fed and cared for, have the benefi t 
of a high school education, many also of a college education. If one 
observes him and his family on their weekend outings, one must admit 
that he looks prosperous.

There are, of course, also Americans whose material conditions ap-
pear unsatisfactory when compared with those of the great majority 
of the nation. Some authors of novels and plays would have us believe 
that their gloomy descriptions of the lot of this unfortunate minority 
is representative of the fate of the common man under capitalism. 
They are mistaken. The plight of these wretched Americans is rather 
representative of conditions as they prevailed everywhere in the pre-
capitalistic ages and still prevail in the countries which were either not 
at all or only superfi cially touched by capitalism. What is wrong with 
these people is that they have not yet been integrated into the frame 
of capitalist production. Their penury is a remnant of the past. The 
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progressive accumulation of new capital and the expansion of big-scale 
production will eradicate it by the same methods by means of which it 
has already improved the standard of living of the immense majority, 
viz., by raising the per-head quota of capital invested and thereby the 
marginal productivity of labor.

India’s Living Standards

Now let us look at India. Nature has endowed its territory with valu-
able resources, perhaps more richly than the soil of the United States. 
On the other hand, climatic conditions make it possible for man to 
subsist on a lighter diet and to do without many things which in the 
rough winter of the greater part of the United States are indispensable. 
Nonetheless, the masses of India are on the verge of starvation, shab-
bily dressed, crammed into primitive huts, dirty, illiterate. From year 
to year things are getting worse; for population fi gures are increasing 
while the total amount of capital invested does not increase or, even 
more likely, decreases. At any rate, there is a progressive drop in the 
per-head quota of capital invested.

Laissez Faire Ideas Brought Industrialization to England

In the middle of the eighteenth century conditions in England were 
hardly more propitious than they are today in India. The traditional 
system of production was not fi t to provide for the needs of an increas-
ing population. The number of people for whom there was no room 
left in the rigid system of paternalism and government tutelage of busi-
ness grew rapidly. Although at that time England’s population was not 
much more than fi fteen percent of what it is today, there were several 
millions of destitute poor. Neither the ruling aristocracy nor these pau-
pers themselves had any idea about what could be done to improve the 
material conditions of the masses.

The great change that within a few decades made England the 
world’s wealthiest and most powerful nation was prepared for by a 
small group of philosophers and economists. They demolished entirely 
the pseudo-philosophy that hitherto had been instrumental in shaping 
the economic policies of the nations. They exploded the old fables: 
(1) that it is unfair and unjust to outdo a competitor by producing better 
and cheaper goods; (2) that it is iniquitous to deviate from traditional 
methods of production; (3) that labor-saving machines bring about un-
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employment and are therefore an evil; (4) that it is one of the tasks 
of civil government to prevent effi cient businessmen from getting rich 
and to protect the less effi cient against the competition of the more 
effi cient; and (5) that to restrict the freedom and the initiative of en-
trepreneurs by government compulsion or by coercion on the part of 
other powers is an appropriate means to promote a nation’s well-being. 
In short: these authors expounded the doctrine of free trade and lais-
sez faire. They paved the way for a policy that no longer obstructed the 
businessman’s effort to improve and to expand his operations.

What begot modern industrialization and the unprecedented im-
provement in material conditions that it brought about was neither 
capital previously accumulated nor previously assembled technological 
knowledge. In England, as well as in the other Western countries that 
followed it on the path of capitalism, the early pioneers of capitalism 
started with scanty capital and scanty technological experience. At the 
outset of industrialization was the philosophy of private enterprise and 
initiative, and the practical application of this ideology made the capi-
tal swell and the technological know-how advance and ripen.

One must stress this point because its neglect misleads the statesmen 
of all backward nations in their plans for economic improvement. They 
think that industrialization means machines and textbooks of technol-
ogy. In fact, it means economic freedom that creates both  capital and 
technological knowledge.

India Lacks Capitalist Ideas

Let us look again at India. India lacks capital because it never adopted 
the pro-capitalist philosophy of the West and therefore did not remove 
the traditional institutional obstacles to free enterprise and big-scale 
accumulation. Capitalism came to India as an alien imported ideology 
that never took root in the minds of the people. Foreign, mostly  British, 
capital built railroads and factories. The natives looked askance not 
only upon the activities of the alien capitalists but no less upon those 
of their countrymen who cooperated in the capitalist ventures. Today 
the situation is this: Thanks to new methods of therapeutics, developed 
by the capitalist nations and imported to India by the British, the av-
erage length of life has been prolonged and the population is rapidly 
increasing. As the foreign capitalists have either already been virtually 
expropriated or have to face expropriation in the near future, there 
can no longer be any question of new investment of foreign capital. 
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On the other hand, the accumulation of domestic capital is prevented 
by the manifest hostility of the government apparatus and the ruling 
party.

The Indian government talks a lot about industrialization. But what 
it really has in mind is nationalization of already existing privately 
owned industries. For the sake of argument, we may neglect referring 
to the fact that this will probably result in a progressive decumulation 
of the capital invested in these industries as was the case in most of 
the countries that have experimented with nationalization. At any rate, 
nationalization as such does not add anything to the already prevailing 
extent of investment. Mr. Nehru admits that his government does not 
have the capital required for the establishment of new state-owned in-
dustries or for the expansion of such industries already existing. Thus, 
he solemnly declares that his government will give to private industries 
“encouragement in every way.” And he explains in what this encour-
agement will consist: we will promise them, he says, “that we would 
not touch them for at least ten years, maybe more.” He adds: “We do 
not know when we shall nationalize them.” * But the businessmen 
know very well that new investments will be nationalized as soon as 
they begin to yield returns.

Envy Fosters Anti-capitalism

I have dwelt so long upon the affairs of India because they are represen-
tative of what is going on today almost in all parts of Asia and Africa, in 
great parts of Latin America and even in many European countries. In 
all these countries the population is increasing. In all these countries 
foreign investments are expropriated, either openly or surreptitiously 
by means of foreign exchange control or discriminatory taxation. At 
the same time, their domestic policies do their best to discourage the 
formation of domestic capital. There is much poverty in the world to-
day; and the governments, in this regard in full agreement with public 
opinion, perpetuate and aggravate this poverty by their policies.

As these people see it, their economic troubles were in some un-
specifi ed way caused by the capitalist countries of the West. This no-
tion included, until a few years ago, also the advanced nations of West-

* Cf. Jawaharlal Nehru, Independence and After: A Collection of Speeches, 1946–1949, New 
York 1950, page 192.
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ern Europe, especially also the United Kingdom. With recent eco-
nomic changes, the number of nations to which it refers has been 
more and more restricted; today it means practically only the United 
States. The inhabitants of all those countries in which the average in-
come is considerably lower than in this country look upon the United 
States with the same feelings of envy and hatred with which within 
the capitalist countries those voting the ticket of the various commu-
nist, socialist and interventionist parties look upon the entrepreneurs of 
their own nation. The same slogans that are employed in our domes-
tic  antagonisms—such as Wall Street, big business, monopolies, mer-
chants of death—are resorted to in speeches and articles by the anti-
American politicians when they are attacking what is called in Latin 
America, Yankeeism, and in the other hemisphere, Americanism. In 
these effusions there is little difference between the most chauvinistic 
nationalists and the most enthusiastic adepts of Marxian international-
ism, between the self-styled conservatives eager to preserve traditional 
religious faith and political institutions, and the revolutionaries aiming 
at the violent overthrow of all that exists.

The popularity of these ideas is by no means an effect of the in-
fl ammatory propaganda of the Soviets. It is just the other way round. 
The communist lies and calumnies get their persuasiveness, whatever 
it may be, from the fact that they agree with the socio-political doc-
trines taught at most of the universities and held by the most infl uen-
tial  politicians and writers.

Anti-capitalistic Ideas Are Worldwide

The same ideas dominate the minds in this country and determine 
the attitude of statesmen with regard to all the problems concerned. 
People are ashamed of the fact that American capital developed the 
natural resources in many countries which lacked both the capital and 
the trained specialists required. When various foreign governments ex-
propriated American investments or repudiated loans granted by the 
American saver, the public either remained indifferent or even sympa-
thized with the expropriators. With the ideas underlying the programs 
of the most infl uential political groups and taught at most of the educa-
tional institutions, no other reaction could be expected.

Four years ago there assembled in Amsterdam the World Council 
of Churches, an organization of one-hundred-and-fi fty-odd denomina-
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tions. We read in the report drafted by this ecumenical body the follow-
ing statement: “Justice demands that the inhabitants of Asia and Africa 
should have the benefi ts of more machine production.” This implies 
that the technological backwardness of these nations has been caused 
by an injustice committed by some individuals, groups of individuals 
or nations. The culprits are not specifi ed. But it is understood that the 
indictment refers to the capitalists and businessmen of the shrinking 
number of capitalist countries, practically to the United States and 
Canada. Such is the opinion of very judicious conservative churchmen 
acting in full awareness of their responsibilities.

The same doctrine is at the bottom of the foreign aid and the Point 
Four policies of the United States. It is implied that the American tax-
payers have the moral obligation to provide capital for nations that have 
expropriated foreign investments and are preventing the accumulation 
of domestic capital by various schemes.

There is no use indulging in wishful thinking. Under the present 
state of international law foreign investments are unsafe and at the 
mercy of each sovereign nation’s government. It is generally agreed that 
every sovereign government has the right to decree a fi ctitious parity of 
its infl ated currency as against dollars or gold and to try to enforce this 
arbitrarily fi xed spurious parity by foreign exchange control, that is, by 
virtually expropriating foreign investors. As far as some foreign govern-
ments still abstain from such confi scations, they do so because they 
hope to talk foreigners into more investments and thus to be later in a 
position to expropriate more.

In the ranks of those nations that do all that can be done to prevent 
their industries from getting badly needed capital, we fi nd today also 
Great Britain, once the cradle of free enterprise and before 1914 the 
world’s richest or second richest country. In exuberant and entirely un-
deserved praise of the late Lord Keynes, a Harvard professor found in 
his hero but one weakness. Keynes, he said, “always exalted what was 
at any moment truth and wisdom for England into truth and wisdom 
for all times and places.” * I heartily disagree. Just at the moment in 
which it must have become manifest to every judicious observer that 
England’s economic distress was caused by an insuffi cient supply of 
capital, Keynes enounced his notorious doctrine of the alleged dangers 

* Cf. J. Schumpeter, “Keynes, the Economist,” in The New Economics, ed. by S. E. Harris, 
New York 1947, page 85.
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of saving and passionately recommended more spending. Keynes tried 
to provide a belated and spurious justifi cation of a policy that Great 
Britain had adopted in defi ance of the teachings of all its great econo-
mists. The essence of Keynesianism is its complete failure to conceive 
the role that saving and capital accumulation play in the improvement 
of economic conditions.

Importance of Capital Savings

The main problem for this country is: Will the United States follow 
the course of the economic policies adopted by almost all foreign na-
tions, even by many of those which had been foremost in the evolution 
of capitalism? Up to now in this country the amount of savings and 
formation of new capital still exceeds the amount of dissaving and de-
cumulation of capital. Will this last?

To answer such a question one must look upon the ideas about eco-
nomic matters held by public opinion. The question is: Do the Ameri-
can voters know that the unprecedented improvement in their stan-
dard of living that the last hundred years brought was the result of the 
steady rise in the per-head quota of capital invested? Do they realize 
that every measure leading to capital decumulation jeopardizes their 
prosperity? Are they aware of the conditions that make their wage rates 
tower above those of other countries?

If we pass in review the speeches of political leaders, the editorials of 
newspapers and textbooks of economics and fi nance, we cannot help 
discovering that very little attention, if at all, is paid to the problems of 
capital equipment. Most people take it simply for granted that some 
mysterious factor is operative that makes the nation richer from year to 
year. Government economists have computed a rate of yearly increase 
in the national income for the past fi fty years and blithely assume that 
in the future the same rate will prevail. They discuss problems of taxa-
tion without even mentioning the fact that our present tax system col-
lects large funds, which would have been saved by the taxpayer, and 
employs them for current expenditure.

A typical instance of this mode of dealing (or rather, nondealing) 
with the problem of America’s capital supply may be cited. A few days 
ago the American Academy of Political and Social Science published 
a new volume of its Annals, entirely devoted to the investigation of vi-
tal issues of the nation. The title of the volume is Meaning of the 1952 

03-L4654-JD1.indd   3303-L4654-JD1.indd   33 5/12/08   3:05:01 PM5/12/08   3:05:01 PM



34 � planning for freedom

Presidential Election. To this symposium Professor Harold M. Groves 
of the University of Wisconsin contributed an article, “Are Taxes Too 
High?” The author comes out “with a largely negative answer.” From 
our point of view, the most interesting feature of the article is the fact 
that it reaches this conclusion without even mentioning the effects 
which taxes on income, corporations, excess profi ts and estates have 
upon the maintenance and formation of capital. What economists 
have said about these problems either remained unknown to the au-
thor or he does not consider it worthy of an answer.

One does not misrepresent the economic ideas determining the 
course of American policies if one blames them for not being conscious 
of the role the supply of new capital plays in improving and expanding 
production. An instructive example has been provided by the confl ict 
between the government and business concerning the adequacy of 
depreciation quotas under infl ationary conditions. In all the agitated 
debates concerning profi ts, taxes and the height of wage rates the capi-
tal supply is hardly mentioned, if at all. In comparing American wage 
rates and standards of living with those of foreign countries, most au-
thors and politicians fail to stress the differences in the per-head quotas 
of capital invested.

In the latest forty years American taxation more and more adopted 
methods which considerably slowed down the pace of capital accumu-
lation. If it continues along this line, it will one day reach the point at 
which no further increase in capital will be possible, or even decumu-
lation will set in. There is only one way open to stop this evolution in 
time and to spare this country the fate of England and France. One 
must substitute sound economic ideas for fables and illusions.

Scarcity of Capital

Up to this point I have employed the terms capital shortage and scar-
city of capital without further explication and defi nition. This was 
quite suffi cient as long as I dealt primarily with the conditions of coun-
tries whose capital supply appears as inadequate when compared with 
the supply in more advanced countries, especially in the economically 
most advanced country, the United States. But in examining American 
problems, a more searching interpretation of terms is required.

Strictly speaking, capital has always been scarce and will always be. 
The available supply of capital goods can never become so abundant 
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that all projects, the execution of which could improve the material 
well-being of people, could be undertaken. If it were otherwise, man-
kind would live in the Garden of Eden and would not have to bother 
at all about production. Whatever the state of the capital supply may 
be, in this real world of ours there will always be business projects that 
cannot be launched because the capital they would require is em-
ployed for other enterprises, the products of which are more urgently 
asked for by the consumers. In every branch of industry there are lim-
its beyond which the investment of additional capital does not pay. It 
does not pay because the capital goods concerned can fi nd employ-
ment in the production of goods which are in the eyes of the buying 
public more valuable. If, other things being equal, the supply of capital 
increases, projects which hitherto could not be undertaken become 
profi table and are started. There is never a lack of investment oppor-
tunities. If there is lack of opportunities for profi table investment, the 
reason is that all the capital goods available have already been invested 
in  profi table projects.

In speaking of the capital shortage of a country that is poorer than 
other countries one does not refer to this phenomenon of the general 
and perpetual shortage of capital. One merely compares the state of 
affairs in this individual country with that of other countries in which 
capital is more abundant. Looking upon India one may say: Here are a 
number of artisans producing with a total capital of ten thousand dol-
lars products with the market value of, let us say, one million dollars. 
In an American factory with a capital equipment of one million dollars 
the same number of workers turn out products with the market value of 
500 times as many dollars. Indian businessmen unfortunately lack the 
capital to make such investments. The consequence is that productiv-
ity per man is lower in India than in America, that the total amount of 
goods available for consumption is smaller and that the average Indian 
is poor when compared with the average American.

There is, especially under infl ationary conditions, no reliable stan-
dard available that could be applied in measuring the degree of the 
scarcity of capital. Where it is impossible to compare a country’s con-
ditions with those of countries in which the supply of capital is more 
plentiful, as is the case with this country, only comparisons with the 
hypothetical size of the capital supply (as it would have been if certain 
things had not happened) are possible. There is in such a country no 
phenomenon that would present itself as capital scarcity so clearly and 
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manifestly as the capital scarcity presents itself today to the people of 
India. All that can be said is: If in our nation people had saved more in 
the past, some improvements in technological methods (and lateral ex-
pansion of production by duplication of equipment of the kind already 
in existence for which the capital required is lacking) would have been 
feasible.

“Soak the Rich” Taxation

It is not easy to explain this state of affairs to people misled by the pas-
sionate anti-capitalistic agitation. As the self-styled intellectuals see it, 
the capitalist system and the greed of the businessmen are to blame 
for the fact that the total sum of products turned out for consumption 
is not greater than it actually is. The only way to do away with poverty 
they know is to take away—by means of progressive taxation—as much 
as possible from the well-to-do. In their eyes the wealth of the rich is 
the cause of the poverty of the poor. In accordance with this idea the 
fi scal policies of all nations and especially also of the United States 
were in the last decades directed toward confi scating ever-increasing 
portions of the wealth and income of the higher brackets. The greater 
part of the funds thus collected would have been employed by the tax-
payers for saving and additional capital accumulation. Their invest-
ment would have increased productivity per man-hour and would in 
this way have provided more goods for consumption. It would have 
raised the average standard of living of the common man. If the gov-
ernment spends them for current expenditure, they are dissipated and 
capital accumulation is concomitantly slowed down.

Whatever one may think about the reasonableness of this policy of 
soaking the rich, it is impossible to deny the fact that it has already 
reached its limits. In Great Britain the Socialist Chancellor of the Ex-
chequer had to admit a few years ago that even total confi scation of all 
that has still been left to people with higher incomes would add only a 
quite negligible sum to internal revenue and that there can no longer 
be any question of improving the lot of the indigent by taking it away 
from the rich.

In this country a total confi scation of incomes above twenty-fi ve 
thousand dollars would at best yield much less than one billion dollars, 
a very small sum indeed when compared with the size of our present 
budget and the probable defi cit. The main principle of the fi nancial 
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policies of the self-styled progressives has been pursued to the point at 
which it defeats itself and its absurdity becomes manifest. The progres-
sives are at their wit’s end. Henceforth, if they want to expand public 
expenditure further, they will have to tax more heavily precisely those 
classes of voters for whose support they have hitherto canvassed by plac-
ing the main burden upon the shoulders of the minority of wealthier 
people. (A very embarrassing dilemma indeed for the next Congress.)

To Raise Wages, Increase Capital Investment

But it is exactly the perplexity of this situation that offers a favorable 
opportunity for the substitution of sound economic principles for the 
pernicious errors that prevailed in the last decades. Now is the time 
to explain to the voters the causes of American prosperity on the one 
hand, and of the plight of the backward nations on the other hand. 
They must learn that what makes American wage rates much higher 
than those in other countries is the size of capital invested and that any 
further improvement of their standard of living depends on a suffi cient 
accumulation of additional capital. Today only the businessmen worry 
about the provision of new capital for the expansion and improvement 
of their plants. The rest of the people are indifferent with regard to this 
issue, not knowing that their well-being and that of their children is 
at stake. What is needed is to make the importance of these problems 
understood by everybody. No party platform is to be considered as sat-
isfactory that does not contain the following point: As the prosperity of 
the nation and the height of wage rates depend on a continual increase 
in the capital invested in its plants, mines and farms, it is one of the 
foremost tasks of good government to remove all obstacles that hinder 
the accumulation and investment of new capital.
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Money, Infl ation, 
and Government

part 2

Nothing is infl ationary except infl ation, i.e., an increase in the quan-

tity of money in circulation and credit subject to check (check-book 

money). And under present conditions nobody but the government 

can bring an infl ation into being.

—“Wages, Unemployment, and Infl ation”
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Middle-of-the-Road Policy 
Leads to Socialism

The Unpopularity of Capitalism

The fundamental dogma of all brands of socialism and communism is 
that the market economy or capitalism is a system that hurts the vital 
interests of the immense majority of people for the sole benefi t of a 
small minority of rugged individualists. It condemns the masses to pro-
gressing impoverishment. It brings about misery, slavery, oppression, 
degradation and exploitation of the working men, while it enriches a 
class of idle and useless parasites.

This doctrine was not the work of Karl Marx. It had been developed 
long before Marx entered the scene. Its most successful propagators 
were not the Marxian authors, but such men as Carlyle and Ruskin, 
the British Fabians, the German professors and the American Insti-
tutionalists. And it is a very signifi cant fact that the correctness of this 
dogma was contested only by a few economists who were very soon 
silenced and barred from access to the universities, the press, the lead-
ership of political parties and, fi rst of all, public offi ce. Public opin-
ion by and large accepted the condemnation of capitalism without any 
reservation.

Socialism

But, of course, the practical political conclusions which people drew 
from this dogma were not uniform. One group declared that there is 
but one way to wipe out these evils, namely to abolish capitalism en-
tirely. They advocate the substitution of public control of the means of 
production for private control. They aim at the establishment of what 

Address delivered before the University Club in New York, April 18, 1950. First printed by Com-
mercial and Financial Chronicle, May 4, 1950.
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is called socialism, communism, planning, or state capitalism. All 
these terms signify the same thing. No longer should the consumers, 
by their buying and abstention from buying, determine what should be 
produced, in what quantity and of what quality. Henceforth a central 
authority alone should direct all production activities.

Interventionism

A second group seems to be less radical. They reject socialism no less 
than capitalism. They recommend a third system, which, as they say, is 
as far from capitalism as it is from socialism, which as a third system of 
society’s economic organization stands midway between the two other 
systems and, while retaining the advantages of both, avoids the disad-
vantages inherent in each. This third system is known as the system 
of interventionism. In the terminology of American politics it is often 
referred to as the middle-of-the-road policy.

What makes this third system popular with many people is the par-
ticular way they choose to look upon the problems involved. As they 
see it, two classes, the capitalists and entrepreneurs on the one hand 
and the wage earners on the other hand, are arguing about the distri-
bution of the yield of capital and entrepreneurial activities. Both parties 
are claiming the whole cake for themselves. Now, suggest these media-
tors, let us make peace by splitting the disputed value equally between 
the two classes. The State as an impartial arbiter should interfere and 
should curb the greed of the capitalists and assign a part of the profi ts 
to the working classes. Thus it will be possible to dethrone the moloch 
capitalism without enthroning the moloch of totalitarian socialism.

Yet this mode of judging the issue is entirely fallacious. The an-
tagonism between capitalism and socialism is not a dispute about the 
distribution of booty. It is a controversy about which of two schemes 
for society’s economic organization, capitalism or socialism, is condu-
cive to the better attainment of those ends which all people consider 
as the ultimate aim of activities commonly called economic, viz., the 
best possible supply of useful commodities and services. Capitalism 
wants to attain these ends by private enterprise and initiative, subject 
to the supremacy of the public’s buying and abstention from buying 
on the market. The socialists want to substitute the unique plan of a 
central authority for the plans of the various individuals. They want 
to put in place of what Marx called the “anarchy of production” the 
exclusive monopoly of the government. The antagonism does not refer 
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to the mode of distributing a fi xed amount of amenities. It refers to 
the mode of producing all those goods which people want to enjoy.

The confl ict of the two principles is irreconcilable and does not al-
low of any compromise. Control is indivisible. Either the consumers’ 
demand as manifested on the market decides for what purposes and 
how the factors of production should be employed, or the government 
takes care of these matters. There is nothing that could mitigate the 
opposition between these two contradictory principles. They preclude 
each other.

Interventionism is not a golden mean between capitalism and social-
ism. It is the design of a third system of society’s economic organiza-
tion and must be appreciated as such.

It is not the task of today’s discussion to raise any questions about 
the merits either of capitalism or of socialism. I am dealing today with 
interventionism alone. And I do not intend to enter into an arbitrary 
evaluation of interventionism from any preconceived point of view. My 
only concern is to show how interventionism works and whether or not 
it can be considered as a pattern of a permanent system of society’s 
economic organization.

The interventionists emphasize that they plan to retain private own-
ership of the means of production, entrepreneurship and market ex-
change. But, they go on to say, it is peremptory to prevent these capi-
talist institutions from spreading havoc and unfairly exploiting the 
majority of people. It is the duty of government to restrain, by orders 
and prohibitions, the greed of the propertied classes lest their acquisi-
tiveness harms the poorer classes. Unhampered or laissez-faire capital-
ism is an evil. But in order to eliminate its evils, there is no need to 
abolish capitalism entirely. It is possible to improve the capitalist sys-
tem by government interference with the actions of the capitalists and 
entrepreneurs. Such government regulation and regimentation of busi-
ness is the only method to keep off totalitarian socialism and to salvage 
those features of capitalism which are worth preserving.

On the ground of this philosophy, the interventionists advocate a 
galaxy of various measures. Let us pick out one of them, the very popu-
lar scheme of price control.

Price Control

The government believes that the price of a defi nite commodity, e.g., 
milk, is too high. It wants to make it possible for the poor to give their 
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children more milk. Thus it resorts to a price ceiling and fi xes the price 
of milk at a lower rate than that prevailing on the free market. The 
result is that the marginal producers of milk, those producing at the 
highest cost, now incur losses. As no individual farmer or businessman 
can go on producing at a loss, these marginal producers stop producing 
and selling milk on the market. They will use their cows and their skill 
for other more profi table purposes. They will, for example, produce 
butter, cheese or meat. There will be less milk available for the con-
sumers, not more. This, of course, is contrary to the intentions of the 
government. It wanted to make it easier for some people to buy more 
milk. But, as an outcome of its interference, the supply available drops. 
The measure proves abortive from the very point of view of the govern-
ment and the groups it was eager to favor. It brings about a state of af-
fairs, which—again from the point of view of the government—is even 
less desirable than the previous state of affairs which it was designed to 
improve.

Now, the government is faced with an alternative. It can abrogate 
its decree and refrain from any further endeavors to control the price 
of milk. But if it insists upon its intention to keep the price of milk 
below the rate the unhampered market would have determined and 
wants nonetheless to avoid a drop in the supply of milk, it must try to 
eliminate the causes that render the marginal producers’ business un-
remunerative. It must add to the fi rst decree concerning only the price 
of milk a second decree fi xing the prices of the factors of production 
necessary for the production of milk at such a low rate that the mar-
ginal producers of milk will no longer suffer losses and will therefore 
abstain from restricting output. But then the same story repeats itself 
on a remoter plane. The supply of the factors of production required 
for the production of milk drops, and again the government is back 
where it started. If it does not want to admit defeat and to abstain from 
any meddling with prices, it must push further and fi x the prices of 
those factors of production which are needed for the production of the 
factors necessary for the production of milk. Thus the government is 
forced to go further and further, fi xing step by step the prices of all 
consumers’ goods and of all factors of production—both human, i.e., 
labor, and material—and to order every entrepreneur and every worker 
to continue work at these prices and wages. No branch of industry can 
be omitted from this all-round fi xing of prices and wages and from this 
obligation to produce those quantities which the government wants to 
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see produced. If some branches were to be left free out of regard for 
the fact that they produce only goods qualifi ed as non-vital or even as 
luxuries, capital and labor would tend to fl ow into them and the result 
would be a drop in the supply of those goods, the prices of which the 
government has fi xed precisely because it considers them as indispens-
able for the satisfaction of the needs of the masses.

But when this state of all-round control of business is attained, there 
can no longer be any question of a market economy. No longer do the 
citizens by their buying and abstention from buying determine what 
should be produced and how. The power to decide these matters has 
devolved upon the government. This is no longer capitalism; it is all-
round planning by the government, it is socialism.

Socialism, the German Pattern

It is, of course, true that this type of socialism preserves some of the la-
bels and the outward appearance of capitalism. It maintains, seemingly 
and nominally, private ownership of the means of production, prices, 
wages, interest rates, and profi ts. In fact, however, nothing counts but 
the government’s unrestricted autocracy. The government tells the en-
trepreneurs and capitalists what to produce and in what quantity and 
quality, at what prices to buy and from whom, at what prices to sell and 
to whom. It decrees at what wages and where the workers must work. 
Market exchange is but a sham. All the prices, wages and interest rates 
are determined by the authority. They are prices, wages and interest 
rates in appearance only; in fact they are merely quantity relations in 
the government’s orders. The government, not the consumers, directs 
production. The government determines each citizen’s income, it as-
signs to everybody the position in which he has to work. This is social-
ism in the outward guise of capitalism. It is the Zwangswirtschaft of 
Hitler’s German Reich and the planned economy of Great Britain.

For the scheme of social transformation which I have depicted is not 
merely a theoretical construction. It is a realistic portrayal of the suc-
cession of events that brought about socialism in Germany, in Great 
Britain and in some other countries.

The Germans, in the First World War, began with price ceilings 
for a small group of consumers’ goods considered as vital necessar-
ies. It was the inevitable failure of these measures that impelled them 
to go further and further until, in the second period of the war, they 
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designed the Hindenburg plan. In the context of the Hindenburg plan 
no room whatever was left for a free choice on the part of the consum-
ers and for initiative action on the part of business. All economic activi-
ties were unconditionally subordinated to the exclusive jurisdiction of 
the authorities. The total defeat of the Kaiser swept the whole impe-
rial apparatus of administration away and with it went also the grandi-
ose plan. But when in 1931 Chancellor Brüning embarked anew on a 
policy of price control and his successors, fi rst of all Hitler, obstinately 
clung to it, the same story repeated itself.

Socialism, the British Experience

Great Britain and all the other countries which in the First World War 
adopted measures of price control had to experience the same failure. 
They too were pushed further and further in their attempts to make 
the initial decrees work. But they were still at a rudimentary stage of 
this development when the victory and the opposition of the public 
brushed away all schemes for controlling prices.

It was different in the Second World War. Then Great Britain again 
resorted to price ceilings for a few vital commodities and had to run 
the whole gamut proceeding further and further until it had substi-
tuted all-round planning of the country’s whole economy for economic 
freedom. When the war came to an end, Great Britain was a socialist 
commonwealth.

It is noteworthy to remember that British socialism was not an 
achievement of Mr. Attlee’s Labor government, but of the war cabinet 
of Mr. Winston Churchill. What the Labor Party did was not the es-
tablishment of socialism in a free country, but retaining socialism as it 
had developed during the war in the postwar period. The fact has been 
obscured by the great sensation made about the nationalization of the 
Bank of England, the coal mines and other branches of business. How-
ever, Great Britain is to be called a socialist country not because certain 
enterprises have been formally expropriated and nationalized, but be-
cause all the economic activities of all citizens are subject to full control 
of the government and its agencies. The authorities direct the allocation 
of capital and of manpower to the various branches of business. They 
determine what should be produced. Supremacy in all business activi-
ties is exclusively vested in the government. The people are reduced to 
the status of wards, unconditionally bound to obey orders. To the busi-
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nessmen, the former entrepreneurs, merely ancillary functions are left. 
All that they are free to do is to carry into effect, within a neatly circum-
scribed narrow fi eld, the decisions of the government departments.

One Intervention Leads to Further Interventions

What we have to realize is that price ceilings affecting only a few com-
modities fail to attain the ends sought. On the contrary. They produce 
effects which from the point of view of the government are even worse 
than the previous state of affairs which the government wanted to alter. 
If the government, in order to eliminate these inevitable but unwel-
come consequences, pursues its course further and further, it fi nally 
transforms the system of capitalism and free enterprise into socialism 
of the Hindenburg pattern.

The same is true of all other types of meddling with the market phe-
nomena. Minimum wage rates, whether decreed and enforced by the 
government or by labor union pressure and violence, result in mass 
unemployment prolonged year after year as soon as they try to raise 
wage rates above the height of the unhampered market. The attempts 
to lower interest rates by credit expansion generate, it is true, a period 
of booming business. But the prosperity thus created is only an artifi -
cial hothouse product and must inexorably lead to the slump and to 
the depression. People must pay heavily for the easy-money orgy of a 
few years of credit expansion and infl ation.

The recurrence of periods of depression and mass unemployment 
has discredited capitalism in the opinion of injudicious people. Yet 
these events are not the outcome of the operation of the free market. 
They are on the contrary the result of well-intentioned but ill-advised 
government interference with the market. There are no means by 
which the height of wage rates and the general standard of living can 
be raised other than by accelerating the increase of capital as compared 
with population. The only means to raise wage rates permanently for 
all those seeking jobs and eager to earn wages is to raise the productiv-
ity of the industrial effort by increasing the per-head quota of capital 
invested. What makes American wage rates by far exceed the wage 
rates of Europe and Asia is the fact that the American worker’s toil and 
trouble is aided by more and better tools. All that good government 
can do to improve the material well-being of the people is to establish 
and to preserve an institutional order in which there are no obstacles to 
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the progressing accumulation of new capital, required for the improve-
ment of technological methods of production. This is what capitalism 
did achieve in the past and will achieve in the future too if not sabo-
taged by a bad policy.

Socialism by Intervention or Expropriation

Interventionism cannot be considered as an economic system destined 
to stay. It is a method for the transformation of capitalism into social-
ism by a series of successive steps. It is as such different from the en-
deavors of the communists to bring about socialism at one stroke. The 
difference does not refer to the ultimate end of the political movement; 
it refers mainly to the tactics to be resorted to for the attainment of an 
end that both groups are aiming at.

Karl Marx and Frederick Engels recommended successively each of 
these two ways for the realization of socialism. In 1848, in the Commu-
nist Manifesto, they outlined a plan for the step-by-step transformation 
of capitalism into socialism. The proletariat should be raised to the 
position of the ruling class and use its political supremacy “to wrest, 
by degrees, all capital from the bourgeoisie.” This, they declare, “can-
not be effected except by means of despotic inroads on the rights of 
property and on the conditions of bourgeois production; by means of 
measures, therefore, which appear economically insuffi cient and un-
tenable, but which in the course of the movement outstrip themselves, 
necessitate further inroads upon the old social order, and are unavoid-
able as a means of entirely revolutionizing the mode of production.” In 
this vein they enumerate by way of example ten measures.

In later years Marx and Engels changed their minds. In his main 
treatise, Das Kapital, fi rst published in 1867, Marx saw things in a dif-
ferent way. Socialism is bound to come “with the inexorability of a law 
of nature.” But it cannot appear before capitalism has reached its full 
maturity. There is but one road to the collapse of capitalism, namely 
the progressive evolution of capitalism itself. Then only will the great 
fi nal revolt of the working class give it the fi nishing stroke and inaugu-
rate the everlasting age of abundance.

From the point of view of this later doctrine Marx and the school of 
orthodox Marxism reject all policies that pretend to restrain, to regu-
late and to improve capitalism. Such policies, they declare, are not only 
futile, but outright harmful. For they rather delay the coming of age of 
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capitalism, its maturity, and thereby also its collapse. They are therefore 
not progressive, but reactionary. It was this idea that led the German 
Social Democratic party to vote against Bismarck’s social security leg-
islation and to frustrate Bismarck’s plan to nationalize the German 
tobacco industry. From the point of view of the same doctrine, the 
communists branded the American New Deal as a reactionary plot ex-
tremely detrimental to the true interests of the working people.

What we must realize is that the antagonism between the interven-
tionists and the communists is a manifestation of the confl ict between 
the two doctrines of the early Marxism and of the late Marxism. It 
is the confl ict between the Marx of 1848, the author of the Commu-
nist Manifesto, and the Marx of 1867, the author of Das Kapital. And 
it is paradoxical indeed that the document in which Marx endorsed 
the policies of the present-day self-styled anti-communists is called the 
Communist Manifesto.

There are two methods available for the transformation of capitalism 
into socialism. One is to expropriate all farms, plants and shops and to 
operate them by a bureaucratic apparatus as departments of the govern-
ment. The whole of society, says Lenin, becomes “one offi ce and one 
factory, with equal work and equal pay,”* the whole economy will be 
organized “like the postal system.”† The second method is the method 
of the Hindenburg plan, the originally German pattern of the welfare 
state and of planning. It forces every fi rm and every individual to com-
ply strictly with the orders issued by the government’s central board of 
production management. Such was the intention of the National In-
dustrial Recovery Act of 1933 which the resistance of business frustrated 
and the Supreme Court declared unconstitutional. Such is the idea 
implied in the endeavors to substitute planning for private enterprise.

Socialism via Foreign Exchange Control

The foremost vehicle for the realization of this second type of social-
ism is in industrial countries like Germany and Great Britain foreign 
exchange control. These countries cannot feed and clothe their people 
out of domestic resources. They must import large quantities of food 
and raw materials. In order to pay for these badly needed imports, they 

* Cf. Lenin, State and Revolution, Little Lenin Library No. 14, New York 1932, p. 84.
† Ibidem, p. 44.
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must export manufactures, most of them produced out of imported 
raw material. In such countries almost every business transaction di-
rectly or indirectly is conditioned either by exporting or importing or 
by both exporting and importing. Hence the government’s monopoly 
of buying and selling foreign exchange makes every kind of business 
activity depend on the discretion of the agency entrusted with foreign 
exchange control. In this country matters are different. The volume of 
foreign trade is rather small when compared with the total volume of 
the nation’s trade. Foreign exchange control would only slightly affect 
the much greater part of American business. This is the reason why 
in the schemes of our planners there is hardly any question of foreign 
exchange control. Their pursuits are directed toward the control of 
prices, wages and interest rates, toward the control of investment, and 
the limitation of profi ts and incomes.

Effects of Progressive Taxation

Looking backward on the evolution of income tax rates from the begin-
ning of the Federal income tax in 1913 until the present day, one can 
hardly expect that the tax will not one day absorb 100% of all surplus 
above the income of the average voter. It is this that Marx and Engels 
had in mind when in the Communist Manifesto they recommended “a 
heavy progressive or graduated income tax.”

Another of the suggestions of the Communist Manifesto was “aboli-
tion of all right of inheritance.” Now, neither in Great Britain nor in 
this country have the laws gone up to this point. But again, looking 
backward upon the past history of the estate taxes, we have to realize 
that they more and more have approached the goal set by Marx. Estate 
taxes of the height they have already attained for the upper brackets are 
no longer to be qualifi ed as taxes. They are measures of expropriation.

The philosophy underlying the system of progressive taxation is 
that the income and the wealth of the well-to-do classes can be freely 
tapped. What the advocates of these tax rates fail to realize is that 
the greater part of the incomes taxed away would not have been con-
sumed but saved and invested. In fact, this fi scal policy does not only 
prevent the further accumulation of new capital. It brings about capi-
tal decumulation. This is certainly today the state of affairs in Great 
Britain.
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The Trend Toward Socialism

The course of events in the past thirty years shows a continuous al-
though sometimes interrupted progress toward the establishment in 
this country of socialism of the British and German pattern. The U. S. 
embarked later than these two other countries upon this decline and 
is today still farther away from its end. But if the trend of this policy 
will not change, the fi nal result will only in accidental and negligible 
points differ from what happened in the England of Attlee and in the 
Germany of Hitler. The middle-of-the-road policy is not an economic 
system that can last. It is a method for the realization of socialism by 
installments.

Many people object. They stress the fact that most of the laws which 
aim at planning or at expropriation by means of progressive taxation 
have left some loopholes which offer to private enterprise a margin 
within which it can go on. That such loopholes still exist and that 
thanks to them this country is still a free country is certainly true. But 
this loopholes capitalism is not a lasting system. It is a respite. Powerful 
forces are at work to close these loopholes. From day to day the fi eld in 
which private enterprise is free to operate is narrowed down.

Of course, this outcome is not inevitable. The trend can be reversed 
as was the case with many other trends in history. The Marxian dogma 
according to which socialism is bound to come “with the inexorability 
of a law of nature” is just an arbitrary surmise devoid of any proof. But 
the prestige which this vain prognostic enjoys not only with the Marx-
ians, but with many self-styled non-Marxians, is the main instrument 
of the progress of socialism. It spreads defeatism among those who oth-
erwise would gallantly fi ght the socialist menace. The most powerful 
ally of Soviet Russia is the doctrine that the “wave of the future” carries 
us toward socialism and that it is therefore “progressive” to sympathize 
with all measures that restrict more and more the operation of the mar-
ket economy.

Antidote to Socialism, Laissez Faire Ideology

Even in this country which owes to a century of “rugged individual-
ism” the highest standard of living ever attained by any nation, pub-
lic opinion condemns laissez-faire. In the last fi fty years thousands of 
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books have been published to indict capitalism and to advocate radical 
interventionism, the welfare state and socialism. The few books which 
tried to explain adequately the working of the free market economy 
were hardly noticed by the public. Their authors remained obscure, 
while such authors as Veblen, Commons, John Dewey and Laski were 
exuberantly praised. It is a well-known fact that the legitimate stage 
as well as the Hollywood industry are no less radically critical of free 
enterprise than are many novels. There are in this country many peri-
odicals which in every issue furiously attack economic freedom. There 
is hardly any magazine of opinion that would plead for the system that 
supplied the immense majority of the people with good food and shel-
ter, with cars, refrigerators, radio sets and other things which the sub-
jects of other countries call luxuries.

The impact of this state of affairs is that practically very little is done 
to preserve the system of private enterprise. There are only middle-of-
the-roaders who think they have been successful when they have de-
layed for some time an especially ruinous measure. They are always 
in retreat. They put up today with measures which only ten or twenty 
years ago they would have considered as undiscussable. They will in 
a few years acquiesce in other measures which they today consider as 
simply out of the question.

What can prevent the coming of totalitarian socialism is only a thor-
ough change in ideologies. What we need is neither anti-socialism nor 
anti-communism but an open positive endorsement of that system to 
which we owe all the wealth that distinguishes our age from the com-
paratively straitened conditions of ages gone by.

04-L4654-RG1.indd   5204-L4654-RG1.indd   52 5/12/08   3:05:15 PM5/12/08   3:05:15 PM



5

Infl ation and Price Control

Under Socialism, Government Controls; 
Under Capitalism, the Market Directs

Under socialism production is entirely directed by the orders of the 
central board of production management. Th e whole nation is an “in-
dustrial army” (a term used by Karl Marx in the Communist Manifesto) 
and each citizen is bound to obey his superior’s orders. Everybody has 
to contribute his share to the execution of the overall plan adopted by 
the Government.

In the free economy no production czar tells a man what he should 
do. Everybody plans and acts for himself. The coordination of the 
various individuals’ activities, and their integration into a harmonious 
system for supplying the consumers with the goods and services they 
demand, is brought about by the market process and the price struc-
ture it generates.

The market steers the capitalistic economy. It directs each individu-
al’s activities into those channels in which he best serves the wants of 
his fellow-men. The market alone puts the whole social system of pri-
vate ownership of the means of production and free enterprise in order 
and provides it with sense and meaning.

There is nothing automatic or mysterious in the operation of the 
market. The only forces determining the continually fl uctuating state 
of the market are the value judgments of the various individuals and 
their actions as directed by these value judgments. The ultimate factor 
in the market is the striving of each man to satisfy his needs and wants 
in the best possible way. Supremacy of the market is tantamount to the 
supremacy of the consumers. By their buying, and by their abstention 
from buying, the consumers determine not only the price structure, 

The Commercial and Financial Chronicle, December 20, 1945.
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but no less what should be produced and in what quantity and quality 
and by whom. They determine each entrepreneur’s profi t or loss, and 
thereby who should own the capital and run the plants. They make 
poor men rich and rich men poor. The profi t system is essentially pro-
duction for use, as profi ts can be earned only by success in supplying 
consumers in the best and cheapest way with the commodities they 
want to use.

Price Control Leads to Central Planning

From this it becomes clear what government tampering with the price 
structure of the market means. It diverts production from those chan-
nels into which the consumers want to direct it into other lines. Under 
a market not manipulated by government interference there prevails a 
tendency to expand the production of each article to the point at which 
a further expansion would not pay because the price realized would 
not exceed costs. If the government fi xes a maximum price for certain 
commodities below the level which the unhampered market would 
have determined for them and makes it illegal to sell at the potential 
market price, production involves a loss for the marginal producers. 
Those producing with the highest costs go out of the business and em-
ploy their production facilities for the production of other commodi-
ties, not affected by price ceilings. The government’s interference with 
the price of a commodity restricts the supply available for consump-
tion. This outcome is contrary to the intentions which motivated the 
price ceiling. The government wanted to make it easier for people to 
obtain the article concerned. But its intervention results in shrinking 
of the supply produced and offered for sale.

If this unpleasant experience does not teach the authorities that price 
control is futile and that the best policy would be to refrain from any 
endeavors to control prices, it becomes necessary to add to the fi rst mea-
sure, restricting merely the price of one or of several consumers’ goods, 
further measures. It becomes necessary to fi x the prices of the factors 
of production required for the production of the consumers’ goods 
concerned. Then the same story repeats itself on a remoter plane. The 
supply of those factors of production whose prices have been limited 
shrinks. Then again the government must expand the sphere of its price 
ceilings. It must fi x the prices of the secondary factors of production 
required for the production of those primary factors. Thus the govern-
ment must go farther and farther. It must fi x the prices of all consumers’ 
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goods and of all factors of production, both material factors and labor, 
and it must force every entrepreneur and every worker to continue pro-
duction at these prices and wage rates. No branch of production must 
be omitted from this all-round fi xing of prices and wages and this gen-
eral order to continue production. If some branches were to be left free, 
the result would be a shifting of capital and labor to them and a cor-
responding fall in the supply of the goods whose prices the government 
has fi xed. However, it is precisely these goods which the government 
considers as especially important for the satisfaction of the needs of the 
masses.

But when such a state of all-round control of business is achieved, the 
market economy has been replaced by a system of centralized planning, 
by socialism. It is no longer the consumers but the government who de-
cides what should be produced and in what quantity and quality. The 
entrepreneurs are no longer entrepreneurs. They have been reduced 
to the status of shop managers—or Betriebsführer, as the Nazis said—
and are bound to obey the orders issued by the government’s central 
board of production management. The workers are bound to work in 
the plants to whom the authorities have assigned them; their wages are 
determined by authoritarian decrees. The government is supreme. It de-
termines each citizen’s income and standard of living. It is totalitarian.

Price control is contrary to purpose if it is limited to some com-
modities only. It cannot work satisfactorily within a market economy. 
The endeavors to make it work must needs enlarge the sphere of the 
commodities subject to price control until the prices of all commodi-
ties and services are regulated by authoritarian decree and the market 
ceases to work.

Either production can be directed by the prices fi xed on the market 
by the buying or the abstention from buying on the part of the public; 
or it can be directed by the government’s offi ces. There is no third 
solution available. Government control of a part of prices only results 
in a state of affairs which—without any exception—everybody consid-
ers as absurd and contrary to purpose. Its inevitable result is chaos and 
social unrest.

Price Control in Germany

It has been asserted again and again that German experience has 
proved that price control is feasible and can attain the ends sought by 
the government resorting to it. Nothing can be more erroneous.
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When the First World War broke out, the German Reich immedi-
ately adopted a policy of infl ation. To prevent the inevitable outcome 
of infl ation, a general rise in prices, it resorted simultaneously to price 
control. The much-glorifi ed effi ciency of the German police suc-
ceeded rather well in enforcing these price ceilings. There were no 
black markets. But the supply of the commodities subject to price con-
trol quickly fell. Prices did not rise. But the public was no longer in a 
position to purchase food, clothes and shoes. Rationing was a failure. 
Although the government reduce more and more the rations allotted to 
each individual, only a few people were fortunate enough to get all that 
the ration card entitled them to. In their endeavors to make the price 
control system work, the authorities expanded step by step the sphere 
of the commodities subject to price control. One branch of business 
after the other was centralized and put under the management of a 
government commissary. The government obtained full control of all 
vital branches of production. But even this was not enough as long as 
other branches of industry were left free. Thus the government decided 
to go still farther. The Hindenburg Program aimed at all-round plan-
ning of all production. The idea was to entrust the direction of all busi-
ness activities to the authorities. If the Hindenburg Program had been 
executed, it would have transformed Germany into a purely totalitar-
ian commonwealth. It would have realized the ideal of Othmar Spann, 
the champion of “German” socialism, to make Germany a country in 
which private property exists only in a formal and legal sense, while in 
fact there is public ownership only.

However, the Hindenburg Program had not yet been completely put 
into effect when the Reich collapsed. The disintegration of the impe-
rial bureaucracy brushed away the whole apparatus of price control 
and of war socialism. But the nationalist authors continued to extol the 
merits of the Zwangswirtschaft, the compulsory economy. It was, they 
said, the most perfect method for the realization of socialism in a pre-
dominantly industrial country like Germany. They triumphed when 
Chancellor Brüning in 1931 went back to the essential provisions of the 
Hindenburg Program and when later the Nazis enforced these decrees 
with the utmost brutality.

The Nazis did not, as their foreign admirers contend, enforce price 
control within a market economy. With them price control was only 
one device within the frame of an all-round system of central plan-
ning. In the Nazi economy there was no question of private initiative 
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and free enterprise. All production activities were directed by the 
Reichswirtschaftsministerium. No enterprise was free to deviate in the 
conduct of its operations from the orders issued by the government. 
Price control was only a device in the complex of innumerable decrees 
and orders regulating the minutest details of every business activity 
and precisely fi xing every individual’s tasks on the one hand and his 
income and standard of living on the other.

What made it diffi cult for many people to grasp the very nature of 
the Nazi economic system was the fact that the Nazis did not expro-
priate the entrepreneurs and capitalists openly and that they did not 
adopt the principle of income equality which the Bolshevists espoused 
in the fi rst years of Soviet rule and discarded only later. Yet the Nazis 
removed the bourgeois completely from control. Those entrepreneurs 
who were neither Jewish nor suspect of liberal and pacifi st leanings 
retained their positions in the economic structure. But they were vir-
tually merely salaried civil servants bound to comply unconditionally 
with the orders of their superiors, the bureaucrats of the Reich and the 
Nazi party. The capitalists got their (sharply reduced) dividends. But 
like other citizens they were not free to spend more of their incomes 
than the Party deemed as adequate to their status and rank in the hier-
archy of graduated leadership. The surplus had to be invested in exact 
compliance with the orders of the Ministry of Economic Affairs.

The experience of Nazi Germany certainly did not disprove the 
statement that price control is doomed to failure within an economy 
not completely socialized. Those advocates of price control who pre-
tend that they aim at preserving the system of private initiative and free 
enterprise are badly mistaken. What they really do is to paralyze the 
operation of the steering device of this system. One does not preserve a 
system by destroying its vital nerve; one kills it.

Infl ation Is Monetary Expansion

Infl ation is the process of a great increase in the quantity of money in 
circulation. Its foremost vehicle in continental Europe is the issue of 
non-redeemable legal tender banknotes. In this country infl ation con-
sists mainly in government borrowing from the commercial banks and 
also in an increase in the quantity of paper money of various types 
and of token coins. The government fi nances its defi cit spending by 
infl ation.
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Infl ation must result in a general tendency towards rising prices. 
Those into whose pockets the additional quantity of currency fl ows are 
in a position to expand their demand for vendable goods and services. 
An additional demand must, other things being equal, raise prices. No 
sophistry and no syllogisms can conjure away this inevitable conse-
quence of infl ation.

The semantic revolution which is one of the characteristic features 
of our day has obscured and confused this fact. The term infl ation is 
used with a new connotation. What people today call infl ation is not 
infl ation, i.e., the increase in the quantity of money and money substi-
tutes, but the general rise in commodity prices and wage rates which is 
the inevitable consequence of infl ation. This semantic innovation is by 
no means harmless.

First of all there is no longer any term available to signify what infl a-
tion used to signify. It is impossible to fi ght an evil which you cannot 
name. Statesmen and politicians no longer have the opportunity to re-
sort to a terminology accepted and understood by the public when they 
want to describe the fi nancial policy they are opposed to. They must 
enter into a detailed analysis and description of this policy with full 
particulars and minute accounts whenever they want to refer to it, and 
they must repeat this bothersome procedure in every sentence in which 
they deal with this subject. As you cannot name the policy increasing 
the quantity of the circulating medium, it goes on luxuriantly.

The second mischief is that those engaged in futile and hopeless 
attempts to fi ght the inevitable consequences of infl ation—the rise in 
prices—are masquerading their endeavors as a fi ght against infl ation. 
While fi ghting the symptoms, they pretend to fi ght the root causes 
of the evil. And because they do not comprehend the causal relation 
between the increase in money in circulation and credit expansion on 
the one hand and the rise in prices on the other, they practically make 
things worse.

The best example is provided by the subsidies. As has been pointed 
out, price ceilings reduce supply because production involves a loss for 
the marginal producers. To prevent this outcome governments often 
grant subsidies to the farmers operating with the highest costs. These 
subsidies are fi nanced out of additional credit expansion. Thus they re-
sult in increasing the infl ationary pressure. If the consumers were to 
pay higher prices for the products concerned, no further infl ationary ef-
fect would emerge. The consumers would have to use for such surplus 
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payments only money which had been already put into circulation. 
Thus the allegedly brilliant idea to fi ght infl ation by subsidies in fact 
brings about more infl ation.

The Real Dangers of Infl ation

There is practically no need today to enter into a discussion of the 
comparatively slight and harmless infl ation that under a gold standard 
can be brought about by a great increase in gold production. The prob-
lems the world must face today are those of runaway infl ation. Such 
an infl ation is always the outcome of a deliberate government policy. 
The government is on the one hand not prepared to restrict its expen-
diture. On the other hand it does not want to balance its budget by 
taxes levied or by loans from the public. It chooses infl ation because it 
considers it as the minor evil. It goes on expanding credit and increas-
ing the quantity of money in circulation because it does not see what 
the inevitable consequences of such a policy must be.

There is no cause to be too much alarmed about the extent to which 
infl ation has gone already in this country. Although it has gone very far 
and has done much harm, it has certainly not created an irreparable 
disaster. There is no doubt that the United States is still free to change 
its methods of fi nancing and to return to a sound money policy.

The real danger does not consist in what has happened already, but 
in the spurious doctrines from which these events have sprung. The 
superstition that it is possible for the government to eschew the inexo-
rable consequences of infl ation by price control is the main peril. For 
this doctrine diverts the public’s attention from the core of the problem. 
While the authorities are engaged in a useless fi ght against the atten-
dant phenomena, only few people are attacking the source of the evil, 
the treasury’s methods of providing for the enormous expenditures. 
While the bureaus make headlines with their activities, the statistical 
fi gures concerning the increase in the nation’s currency are relegated 
to an inconspicuous place in the newspapers’ fi nancial pages.

Here again the example of Germany may stand as a warning. The 
tremendous German infl ation which reduced in 1923 the purchasing 
power of the mark to one billionth of its prewar value was not an act of 
God. It would have been possible to balance Germany’s postwar bud-
get without resorting to the Reichsbank’s printing press. The proof is 
that the Reich’s budget was easily balanced as soon as the breakdown of 
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the old Reichsbank forced the government to abandon its infl ationary 
policy. But before this happened, all German would-be experts stub-
bornly denied that the rise in commodity prices, wage rates and for-
eign exchange rates had anything to do with the government’s method 
of reckless spending. In their eyes only profi teering was to blame. They 
advocated thoroughgoing enforcement of price control as the pana-
cea and called those recommending a change in fi nancial methods 
“defl ationists.”

The German nationalists were defeated in the two most terrifi c wars 
of history. But the economic fallacies which pushed Germany into its 
nefarious aggressions unfortunately survive. The monetary errors de-
veloped by German professors such as Lexis and Knapp and put into 
effect by Havenstein, the Reichsbank’s president in the critical years of 
its great infl ation, are today the offi cial doctrine of France and of many 
other European countries. There is no need for the United States to 
import these absurdities.
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Workers Pay the Cost of Their Pension Benefi ts Themselves

Whenever a law or labor union pressure burdens the employers with 
an additional expenditure for the benefi t of the employees, people talk 
of “social gains.” The idea implied is that such benefi ts confer on the 
employees a boon beyond the salaries or wages paid to them and that 
they are receiving a grant which they would have missed in the ab-
sence of such a law or such a clause in the contract. It is assumed that 
the workers are getting something for nothing.

This view is entirely fallacious. What the employer takes into ac-
count in considering the employment of additional hands or in dis-
charging a number of those already in his service, is always the value of 
the services rendered or to be rendered by them. He asks himself: How 
much does the employment of the man concerned add to the output? 
Is it reasonable to expect that the expenditure caused by his employ-
ment will at least be recovered by the sale of the additional product 
produced by his employment? If the answer to the second question is 
in the negative, the employment of the man will cause a loss. As no en-
terprise can in the long run operate on a loss basis, the man concerned 
will be discharged or, respectively, will not be hired.

In resorting to this calculation the employer takes into account not 
only the individual’s take-home wages, but all the costs of employ-
ing him. If, e.g., the government—as is the case in some European 
 countries—collects a percentage of each fi rm’s total payroll as a tax 
which the fi rm is strictly forbidden to deduct from wages paid to the 
workers, the amount that enters into the calculation is: wages paid out 
to the worker plus the quota of the tax. If the employer is bound to 
provide for pensions, the sum entered into the calculation is: wages 

6

Economic Aspects of the Pension Problem

The Commercial and Financial Chronicle, February 23, 1950.
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paid out plus an allowance for the pension, computed according to ac-
tuarial methods.

The consequence of this state of affairs is that the incidence of all 
alleged “social gains” falls upon the wage-earner. Their effect does not 
differ from the effect of any kind of raise in wage rates.

On a free labor market wage rates tend toward a height at which all 
employers ready to pay these rates can fi nd all the men they need and 
all the workers ready to work for this rate can fi nd jobs. There prevails 
a tendency toward full employment. But as soon as the laws or the la-
bor unions fi x rates at a higher level, this tendency disappears. Then 
workers are discharged and there are job-seekers who cannot fi nd em-
ployment. The reason is that at the artifi cially raised wage rates only 
the employment of a smaller number of hands pays. While on an un-
hampered labor market unemployment is only transitory, it becomes 
a permanent phenomenon when the governments or the unions suc-
ceed in raising wage rates above the potential market level. Even Lord 
Beveridge, about twenty years ago, admitted that the continuance of a 
substantial volume of unemployment is in itself the proof that the price 
asked for labor as wages is too high for the conditions of the market. 
And Lord Keynes, the inaugurator of the so-called “full employment 
policy,” implicitly acknowledged the correctness of this thesis. His 
main reason for advocating infl ation as a means to do away with unem-
ployment was that he believed that gradual and automatic lowering of 
real wages as a result of rising prices would not be so strongly resisted 
by labor as any attempt to lower money wage rates.

What prevents the government and the unions from raising wage 
rates to a steeper height than they actually do is their reluctance to 
price out of the labor market too great a number of people. What the 
workers are getting in the shape of pensions payable by the employing 
corporation reduces the amount of wages that the unions can ask for 
without increasing unemployment. The unions in asking pensions for 
which the company has to pay without any contribution on the part of 
the benefi ciaries have made a choice. They have preferred pensions to 
an increase in take-home wages. Economically it does not make any 
difference whether the workers do contribute or do not to the fund out 
of which the pensions will be paid. It is immaterial for the employer 
whether the cost of employing workers is raised by an increase in 
take-home wages or by the obligation to provide for pensions. For the 
worker, on the other hand, the pensions are not a free gift on the part of 
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the employer. The pension claims they acquire restrict the amount of 
wages they could get without calling up the spectre of unemployment.

Correctly computed, the income of a wage earner entitled to a pen-
sion consists of his wages plus the amount of the premium he would 
have to pay to an insurance company for the acquisition of an equiva-
lent claim. Ultimately the granting of pensions amounts to a restric-
tion of the wage earner’s freedom to use his total income according to 
his own designs. He is forced to cut down his current consumption in 
order to provide for his old age. We may neglect dealing with the ques-
tion whether such a restriction of the individual worker’s freedom is ex-
pedient or not. What is important to emphasize is merely that the pen-
sions are not a gift on the part of the employer. They are a disguised 
wage raise of a peculiar character. The employee is forced to use the 
increment for acquiring a pension.

The Same Government That Offers Pensions 
Reduces Their Purchasing Power

It is obvious that the amount of the pension each man will be enti-
tled to claim one day can only be fi xed in terms of money. Hence the 
value of these claims is inextricably linked with the vicissitudes of the 
 American monetary unit, the dollar.

The present Administration is eager to devise various schemes for 
old-age and disability pensions. It is intent upon extending the number 
of people included in the government’s social security system and to 
increase the benefi ts under this system. It openly supports the demands 
of the unions for pensions to be granted by the companies without con-
tribution on the part of the benefi ciaries. But at the same time the same 
administration is fi rmly committed to a policy which is bound to lower 
more and more the purchasing power of the dollar. It has proclaimed 
unbalanced budgets and defi cit spending as the fi rst principle of public 
fi nance, as a new way of life. While hypocritically pretending to fi ght 
infl ation, it has elevated boundless credit expansion and recklessly in-
creased the amount of money in circulation to the dignity of an essen-
tial postulate of popular government and economic democracy.

Let nobody be fooled by the lame excuse that what is intended is 
not permanent defi cits, but only the substitution of balancing the bud-
get over a period of several years for balancing it every year. Accord-
ing to this doctrine in years of prosperity budgetary surpluses are to be 
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 accumulated which have to be balanced against the defi cits incurred 
in years of depression. But what is to be considered as good business 
and what as bad business is left to the decision of the party in power. 
The Administration itself declared that the fi scal year 1949 was, in spite 
of a moderate recession near its end, a year of prosperity. But it did 
not accumulate a surplus in this year of prosperity; it produced a con-
siderable defi cit. Remember how the Democrats in the 1932 electoral 
campaign criticized the Hoover Administration for its fi nancial short-
comings. But as soon as they came into offi ce, they inaugurated their 
notorious schemes of pump-priming, defi cit spending and so on.

What the doctrine of balancing budgets over a period of many years 
really means is this: As long as our own party is in offi ce, we will en-
hance our popularity by reckless spending. We do not want to annoy 
our friends by cutting down expenditures. We want the voters to feel 
happy under the artifi cial short-lived prosperity which the easy money 
policy and a rich supply of additional money generate. Later, when our 
adversaries will be in offi ce, the inevitable consequence of our expan-
sionist policy, viz., depression, will appear. Then we shall blame them 
for the disaster and assail them for their failure to balance the budget 
properly.

It is very unlikely that the practice of defi cit spending will be aban-
doned in the not too distant future. As a fi scal policy it is very con-
venient to inept governments. It is passionately advocated by hosts of 
pseudo-economists. It is praised at the universities as the most benefi -
cial expedient of “unorthodox,” really “progressive” and “anti-fascist” 
methods of public fi nance. A radical change of ideologies would be 
required to restore the prestige of sound fi scal procedures, today de-
cried as “orthodox” and “reactionary.” Such an overthrow of an almost 
universally accepted doctrine is unlikely to occur as long as the living 
generation of professors and politicians has not passed away. The pres-
ent writer, having for more than forty years uncompromisingly fought 
against all varieties of credit expansion and infl ation, is forced sadly to 
admit that the prospects for a speedy return to sound management of 
monetary affairs are rather thin. A realistic evaluation of the state of 
public opinion, the doctrines taught at the universities and the mental-
ity of politicians and pressure groups must show us that the infl ationist 
tendencies will prevail for many years.

The inevitable result of infl ationary policies is a drop in the monetary 
unit’s purchasing power. Compare the dollar of 1950 with the dollar of 
1940! Compare the money of any European or American country with 
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its nominal equivalent a dozen or two dozen years ago! As an infl ation-
ary policy works only as long as the yearly increments in the amount of 
money in circulation are increased more and more, the rise in prices 
and wages and the corresponding drop in purchasing power will go on 
at an accelerated pace. The experience of the French franc may give us 
a rough image of the dollar thirty or forty years from today.

Now it is such periods of time that count for pension plans. The 
present workers of the United States Steel Corporation will receive 
their pensions in twenty, thirty or forty years. Today a pension of one 
hundred dollars a month means a rather substantial allowance. What 
will it mean in 1980 or 1990? Today, as the Welfare Commissioner of 
the City of New York has shown, 52 cents can buy all the food a person 
needs to meet the daily caloric and protein requirements. How much 
will 52 cents buy in 1980?

Such is the issue. What the workers are aiming at in striving after 
social security and pensions is, of course, security. But their “social 
gain” withers away with the drop in the dollar’s purchasing power. 
In enthusiastically supporting the Fair Deal’s fi scal policy, the union 
members are themselves frustrating all their social security and pen-
sion schemes. The pensions they will be entitled one day to claim will 
be a mere sham.

No solution can be found for this dilemma. In an industrial soci-
ety all deferred payments must be stipulated in terms of money. They 
shrink with the shrinking of the money’s purchasing power. A policy of 
defi cit spending saps the very foundation of all interpersonal relations 
and contracts. It frustrates all kinds of savings, social security benefi ts 
and pensions.

Government Spending Is No Substitute for Capital Accumulation

How can it happen that the American workers fail to see that their poli-
cies are at cross purposes?

The answer is: they are deluded by the fallacies of what is called 
“new economics.” This allegedly new philosophy ignores the role of 
capital accumulation. It does not realize that there is but one means 
to increase wage rates for all those eager to get jobs and thereby to im-
prove the standard of living, namely to accelerate the increase of capi-
tal as compared with population. It talks about technological progress 
and productivity without being aware that no technological improve-
ment can be achieved if the capital required is lacking. Just at the in-
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stant in which it became obvious that the most serious obstacle to any 
farther economic betterment is, not only in the backward countries but 
also in England, the shortage of capital, Lord Keynes, enthusiastically 
 supported by many American authors, advanced his doctrine of the 
evils of saving and capital accumulation. As these men see it, all that 
is unsatisfactory is caused by the inability of private enterprise to cope 
with the conditions of the “mature” economy. The remedy they rec-
ommend is simple indeed. The state should fi ll the gap. They blithely 
assume that the state has unlimited means at its disposal. The state 
can undertake all projects which are too big for private capital. There 
is simply nothing that would surpass the fi nancial power of the gov-
ernment of the United States. The Tennessee Valley project and the 
 Marshall Plan were just modest beginnings. There are still many val-
leys in America left for further action. And then there are many rivers 
in other parts of the globe. Only a short time ago Senator McMahon 
outlined a gigantic project that dwarfs the Marshall Plan. Why not? 
If it is unnecessary to adjust the amount of expenditure to the means 
available, there is no limit to the spending of the great god State.

It is no wonder that the common man falls prey to the illusions which 
dim the vision of dignifi ed statesmen and learned professors. Like the 
expert advisers of the president, he entirely neglects to recognize the 
main problem of American business, viz., the insuffi ciency of the ac-
cumulation of new capital. He dreams of abundance while a shortage 
is threatening. He misinterprets the high profi ts which the companies 
report. He does not perceive that a considerable part of these profi ts 
are illusory, a mere arithmetical consequence of the fact that the sums 
laid aside as depreciation quotas are insuffi cient. These illusory prof-
its, a phony result of the drop in the dollar’s purchasing power, will 
be absorbed by the already risen costs of replacing the factories’ worn-
out equipment. Their ploughing back is not additional investment, it is 
merely capital maintenance. There is much less available for a substan-
tial expansion of investment and for the improvement of technological 
methods than the misinformed public thinks.

Pension Benefi ts Depend on Capital and Investment

Looking backward fi fty or a hundred years we observe a steady prog-
ress of America’s ability to produce and thereby to consume. But it is 
a serious blunder to assume that this trend is bound to continue. This 
past progress has been effected by a speedy increase of capital accumu-
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lation. If the accumulation of new capital is slowed down or entirely 
ceases, there cannot be any question of further improvements.

Such is the real problem American labor has to face today. The prob-
lems of capital maintenance and the accumulation of new capital do 
not concern merely “management.” They are vital for the wage earner. 
Exclusively preoccupied with wage rates and pensions, the unions 
boast of their Pyrrhic victories. The union members are not conscious 
of the fact that their fate is tied up with the fl owering of their employ-
ers’ enterprises. As voters they approve of a taxation system which taxes 
away and dissipates for current expenditure those funds which would 
have been saved and invested as new capital.

What the workers must learn is that the only reason why wage rates 
are higher in the United States than in other countries is that the per 
head quota of capital invested is higher. The psychological danger of 
all kinds of pension plans is to be seen in the fact that they obscure this 
point. They give to the workers an unfounded feeling of security. Now, 
they think, our future is safe. No need to worry any longer. The unions 
will win for us more and more social gains. An age of plenty is in sight.

Yet, the workers should be worried about the state of the supply of 
capital. They should be worried because the preservation and the fur-
ther improvement of what is called “the American way of life” and “an 
American standard of living” depends on the maintenance and the fur-
ther increase of the capital invested in American business.

A man who is forced to provide of his own account for his old age 
must save a part of his income or take out an insurance policy. This 
leads him to examine the fi nancial status of the savings bank or the in-
surance company or the soundness of the bonds he buys. Such a man is 
more likely to get an idea of the economic problems of his country than 
a man whom a pension scheme seemingly relieves of all worries. He will 
get the incentive to read the fi nancial page of his newspaper and will be-
come interested in articles which thoughtless people skip. If he is keen 
enough, he will discover the fl aw in the teachings of the “new econom-
ics.” But the man who confi des in the pension stipulated believes that all 
such issues are “mere theory” and do not affect him. He does not bother 
about those things on which his well-being depends because he ignores 
this dependence. As citizens such people are a liability. A nation cannot 
prosper if its members are not fully aware of the fact that what alone can 
improve their conditions is more and better production. And this can 
only be brought about by increased saving and capital accumulation.
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Wages, Unemployment, and Infl ation

Consumers Guide Production and Determine Prices and Wages

Our economic system—the market economy or capitalism—is a sys-
tem of consumers’ supremacy. The customer is sovereign; he is, says a 
popular slogan, “always right.” Businessmen are under the necessity of 
turning out what the consumers ask for and they must sell their wares at 
prices which the consumers can afford and are prepared to pay. A busi-
ness operation is a manifest failure if the proceeds from the sales do not 
reimburse the businessman for all he has expended in producing the ar-
ticle. Thus the consumers in buying at a defi nite price determine also the 
height of the wages that are paid to all those engaged in the industries.

It follows that an employer cannot pay more to an employee than 
the equivalent of the value the latter’s work, according to the judgment 
of the buying public, adds to the merchandise. (This is the reason why 
the movie star gets much more than the charwoman.) If he were to 
pay more, he would not recover his outlays from the purchasers; he 
would suffer losses and would fi nally go bankrupt. In paying wages, the 
employer acts as a mandatory of the consumers, as it were. It is upon 
the consumers that the incidence of the wage payments falls. As the 
immense majority of the goods produced are bought and consumed by 
people who are themselves receiving wages and salaries, it is obvious 
that in spending their earnings the wage earners and employees them-
selves are foremost in determining the height of the compensation they 
and those like them will get.

Better Tools Help Workers Produce and Earn More

The buyers do not pay for the toil and trouble the worker took nor for the 
length of time he spent in working. They pay for the products. The better 

Christian Economics, March 4, 1958.
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the tools are which the worker uses in his job, the more he can perform 
in an hour, the higher is, consequently, his remuneration. What makes 
wages rise and renders the material conditions of the wage earners more 
satisfactory is improvement in the technological equipment. American 
wages are higher than wages in other countries because the capital in-
vested per head of the worker is greater and the plants are thereby in the 
position to use the most effi cient tools and machines. What is called the 
American way of life is the result of the fact that the United States has 
put fewer obstacles in the way of saving and capital accumulation than 
other nations. The economic backwardness of such countries as India 
consists precisely in the fact that their policies hinder both the accumu-
lation of domestic capital and the investment of foreign capital. As the 
capital required is lacking, the Indian enterprises are prevented from 
employing suffi cient quantities of modern equipment, are therefore pro-
ducing much less per man-hour, and can only afford to pay wage rates 
which, compared with American wage rates, appear as shockingly low.

There is only one way that leads to an improvement of the standard 
of living for the wage-earning masses, viz., the increase in the amount 
of capital invested. All other methods, however popular they may be, 
are not only futile, but are actually detrimental to the well-being of 
those they allegedly want to benefi t.

Raising Wages Artifi cially Causes Unemployment

The fundamental question is: is it possible to raise wage rates for all 
those eager to fi nd jobs above the height they would have attained on 
an unhampered labor market?

Public opinion believes that the improvement in the conditions of 
the wage earners is an achievement of the unions and of various leg-
islative measures. It gives to unionism and to legislation credit for the 
rise in wage rates, the shortening of hours of work, the disappearance 
of child labor, and many other changes. The prevalence of this belief 
made unionism popular and is responsible for the trend in labor legis-
lation of the last two decades. As people think that they owe to union-
ism their high standard of living, they condone violence, coercion, 
and intimidation on the part of unionized labor and are indifferent to 
the curtailment of personal freedom inherent in the union-shop and 
closed-shop clauses. As long as these fallacies prevail upon the minds 
of the voters, it is vain to expect a resolute departure from the policies 
that are mistakenly called progressive.
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Yet this popular doctrine misconstrues every aspect of economic re-
ality. The height of wage rates at which all those eager to get jobs can 
be employed depends on the marginal productivity of labor. The more 
capital—other things being equal—is invested, the higher wages climb 
on the free labor market, i.e., on the labor market not manipulated by 
the government and the unions. At these market wage rates all those 
eager to employ workers can hire as many as they want. At these mar-
ket wage rates all those who want to be employed can get a job. There 
prevails on a free labor market a tendency toward full employment. In 
fact, the policy of letting the free market determine the height of wage 
rates is the only reasonable and successful full-employment policy. If 
wage rates, either by union pressure and compulsion or by government 
decree, are raised above this height, lasting unemployment of a part of 
the potential labor force develops.

Credit Expansion May Lower Real Wages 
Temporarily and Spark a “Boom”

These opinions are passionately rejected by the union bosses and their 
followers among politicians and the self-styled intellectuals. The pana-
cea they recommend to fi ght unemployment is credit expansion and 
infl ation, euphemistically called “an easy money policy.”

As has been pointed out above, an addition to the available stock of 
capital previously accumulated makes a further improvement of the 
industries’ technological equipment possible, thus raises the marginal 
productivity of labor and consequently also wage rates. But credit ex-
pansion, whether it is effected by issuing additional banknotes or by 
granting additional credits on bank accounts subject to check, does 
not add anything to the nation’s wealth of capital goods. It merely cre-
ates the illusion of an increase in the amount of funds available for 
an expansion of production. Because they can obtain cheaper credit, 
people erroneously believe that the country’s wealth has thereby been 
increased and that therefore certain projects that could not be executed 
before are now feasible. The inauguration of these projects enhances 
the demand for labor and for raw materials and makes wage rates and 
commodity prices rise. An artifi cial boom is kindled.

Under the conditions of this boom, nominal wage rates which before 
the credit expansion were too high for the state of the market and there-
fore created unemployment of a part of the potential labor force are no 
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longer too high and the unemployed can get jobs again. However, this 
happens only because under the changed monetary and credit condi-
tions prices are rising or, what is the same expressed in other words, the 
purchasing power of the monetary unit drops. Then the same amount 
of nominal wages, i.e., wage rates expressed in terms of money, means 
less in real wages, i.e., in terms of commodities that can be bought by 
the monetary unit. Infl ation can cure unemployment only by curtail-
ing the wage earner’s real wages. But then the unions ask for a new 
increase in wages in order to keep pace with the rising cost of living 
and we are back where we were before, i.e., in a situation in which 
large-scale unemployment can only be prevented by a further expan-
sion of credit.

This is what happened in this country as well as in many other 
countries in the last years. The unions, supported by the government, 
forced the enterprises to agree to wage rates that went beyond the po-
tential market rates, i.e., the rates which the public was prepared to 
refund to the employers in purchasing their products. This would have 
inevitably resulted in rising unemployment fi gures. But the govern-
ment policies tried to prevent the emergence of serious unemployment 
by credit expansion, i.e., infl ation. The outcome was rising prices, re-
newed demands for higher wages and reiterated credit expansion; in 
short, protracted infl ation.

Endless Infl ation Leads to Disaster

But fi nally the authorities become frightened. They know that infl a-
tion cannot go on endlessly. If one does not stop in time the pernicious 
policy of increasing the quantity of money and fi duciary media, the 
nation’s currency system collapses entirely. The monetary unit’s pur-
chasing power sinks to a point which for all practical purposes is not 
better than zero. This happened again and again, in this country with 
the Continental Currency in 1781, in France in 1796, in Germany in 
1923. It is never too early for a nation to realize that infl ation cannot be 
considered as a way of life and that it is imperative to return to sound 
monetary policies. In recognition of these facts the administration and 
the Federal Reserve authorities some time ago discontinued the policy 
of progressive credit expansion.

It is not the task of this short article to deal with all the consequences 
which the termination of infl ationary measures brings about. We have 
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only to establish the fact that the return to monetary stability does not 
generate a crisis. It only brings to light the malinvestments and other 
mistakes that were made under the hallucination of the illusory pros-
perity created by the easy money. People become aware of the faults 
committed and, no longer blinded by the phantom of cheap credit, be-
gin to readjust their activities to the real state of the supply of material 
factors of production. It is this—certainly painful, but unavoidable—
readjustment that constitutes the depression.

One of the unpleasant features of this process of discarding chime-
ras and returning to a sober estimate of reality concerns the height 
of wage rates. Under the impact of the progressive infl ationary policy 
the union bureaucracy acquired the habit of asking at regular inter-
vals for wage raises, and business, after some sham resistance, yielded. 
As a result these rates were at the moment too high for the state of 
the market and would have brought about a conspicuous amount of 
unemployment. But the ceaselessly progressive infl ation very soon 
caught up with them. Then the unions asked again for new raises and 
so on.

It does not matter what kind of justifi cation the unions and their 
henchmen advance in favor of their claims. The unavoidable effects 
of forcing the employers to remunerate work done at higher rates than 
those the consumers are willing to restore to them in buying the prod-
ucts are always the same: rising unemployment fi gures.

At the present juncture the unions try to take up the old, a hundred 
times refuted purchasing power fable. They declare that putting more 
money into the hands of the wage earners—by raising wage rates, by in-
creasing the benefi ts to the unemployed and by embarking upon new 
public works—would enable the workers to spend more and thereby 
stimulate business and lead the economy out of the recession into pros-
perity. This is the spurious pro-infl ation argument to make all people 
happy through printing paper bills. Of course, if the quantity of the 
circulating media is increased, those into whose pockets the new fi cti-
tious wealth comes—whether they are workers or farmers or any other 
kind of people—will increase their spending. But it is precisely this in-
crease in spending that inevitably brings about a general tendency of 
all prices to rise or, what is the same expressed in a different way, a 
drop in the monetary unit’s purchasing power. Thus the help that an 
infl ationary action could give to the wage earners is only of a short 

07-L4654-RG1.indd   7207-L4654-RG1.indd   72 5/12/08   3:05:46 PM5/12/08   3:05:46 PM



wages, unemployment, and inflation � 73

duration. To perpetuate it, one would have to resort again and again to 
new infl ationary measures. It is clear that this leads to disaster.

Public, Political, and Union Pressures Can Lead 
Government to Infl ate

There is a lot of nonsense said about these things. Some people assert 
that wage raises are “infl ationary.” But they are not in themselves infl a-
tionary. Nothing is infl ationary except infl ation, i.e., an increase in the 
quantity of money in circulation and credit subject to check (check-book 
money). And under present conditions nobody but the government can 
bring an infl ation into being. What the unions can generate by forc-
ing the employers to accept wage rates higher than the potential market 
rates is not infl ation and not higher commodity prices, but unemploy-
ment of a part of the people anxious to get a job. Infl ation is a policy to 
which the government resorts in order to prevent the large-scale unem-
ployment the unions’ wage raising would otherwise bring about.

The dilemma which this country—and no less many other countries—
has to face is very serious. The extremely popular method of raising 
wage rates above the height the unhampered labor market would have 
established would produce catastrophic mass unemployment if infl a-
tionary credit expansion were not to rescue it. But infl ation has not only 
very pernicious social effects. It cannot go on endlessly without result-
ing in the complete breakdown of the whole monetary system.

Public opinion, entirely under the sway of the fallacious labor union 
doctrines, sympathizes more or less with the union bosses’ demand for 
a considerable rise in wage rates. As conditions are today, the unions 
have the power to make the employers submit to their dictates. They 
can call strikes and, without being restrained by the authorities, re-
sort with impunity to violence against those willing to work. They are 
aware of the fact that the enhancement of wage rates will increase the 
number of jobless. The only remedy they suggest is more ample funds 
for unemployment compensation and a more ample supply of credit, 
i.e., infl ation. The government, meekly yielding to a misguided pub-
lic opinion and worried about the outcome of the impending election 
campaign, has unfortunately already begun to reverse its attempts to 
return to a sound monetary policy. Thus we are again committed to 
the pernicious methods of meddling with the supply of money. We 
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are going on with the infl ation that with accelerated speed makes the 
purchasing power of the dollar shrink. Where will it end? This is the 
question which Mr. Reuther and all the rest never ask.

Only stupendous ignorance can call the policies adopted by the self-
styled progressives “pro-labor” policies. The wage earner like every other 
citizen is fi rmly interested in the preservation of the dollar’s purchasing 
power. If, thanks to his union, his weekly earnings are raised above the 
market rate, he must very soon discover that the upward movement in 
prices not only deprives him of the advantages he expected, but besides 
makes the value of his savings, of his insurance policy and of his pen-
sion rights dwindle. And, still worse, he may lose his job and will not 
fi nd another.

All political parties and pressure groups protest that they are op-
posed to infl ation. But what they really mean is that they do not like 
the unavoidable consequences of infl ation, viz., the rise in living costs. 
Actually they favor all policies that necessarily bring about an increase 
in the quantity of the circulating media. They ask not only for an easy 
money policy to make the unions’ endless wage boosting possible but 
also for more government spending and—at the same time—for tax 
abatement through raising the exemptions.

Duped by the spurious Marxian concept of irreconcilable confl icts 
between the interests of the social classes, people assume that the inter-
ests of the propertied classes alone are opposed to the unions’ demand 
for higher wage rates. In fact, the wage earners are no less interested 
in a return to sound money than any other group or class. A lot has 
been said in the last months about the harm fraudulent offi cers have 
infl icted upon the union membership. But the havoc done to the work-
ers by the unions’ excessive wage boosting is much more detrimental.

It would be an exaggeration to contend that the tactics of the unions 
are the sole threat to monetary stability and to a reasonable economic 
policy. Organized wage earners are not the only pressure group whose 
claims menace today the stability of our monetary system. But they 
are the most powerful and most infl uential of these groups and the 
primary responsibility rests with them.

Well-being Depends on Savings and Capital Formation

Capitalism has improved the standard of living of the wage earners 
to an unprecedented extent. The average American family enjoys to-
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day amenities of which, only a hundred years ago, not even the richest 
nabobs dreamed. All this well-being is conditioned by the increase in 
savings and capital accumulated; without these funds that enable busi-
ness to make practical use of scientifi c and technological progress the 
American worker would not produce more and better things per hour 
of work than the Asiatic coolies, would not earn more and would, like 
them, wretchedly live on the verge of starvation. All measures which—
like our income and corporation tax system—aim at preventing further 
capital accumulation or even at capital decumulation are therefore vir-
tually anti-labor and anti-social.

One further observation must still be made about this matter of sav-
ing and capital formation. The improvement of well-being brought 
about by capitalism made it possible for the common man to save and 
thus to become in a modest way himself a capitalist. A considerable 
part of the capital working in American business is the counterpart of 
the savings of the masses. Millions of wage earners own saving depos-
its, bonds and insurance policies. All these claims are payable in dollars 
and their worth depends on the soundness of the nation’s money. To 
preserve the dollar’s purchasing power is also from this point of view a 
vital interest of the masses. In order to attain this end, it is not enough 
to print upon the bank notes the noble maxim In God We Trust. One 
must adopt an appropriate policy.
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The Gold Problem

Why have a monetary system based on gold? Because, as conditions 
are today and for the time that can be foreseen today, the gold standard 
alone makes the determination of money’s purchasing power indepen-
dent of the ambitions and machinations of governments, of dictators, 
of political parties, and of pressure groups. The gold standard alone is 
what the nineteenth-century freedom-loving leaders (who championed 
representative government, civil liberties, and prosperity for all) called 
“sound money.”

The eminence and usefulness of the gold standard consists in the 
fact that it makes the supply of money depend on the profi tability of 
mining gold, and thus checks large-scale infl ationary ventures on the 
part of governments.

The gold standard did not fail. Governments deliberately sabotaged 
it, and still go on sabotaging it. But no government is powerful enough 
to destroy the gold standard so long as the market economy is not en-
tirely suppressed by the establishment of socialism in every part of the 
world.

Governments believe that it is the gold standard’s fault alone that 
their infl ationary schemes not only fail to produce the expected ben-
efi ts, but unavoidably bring about conditions that (also in the eyes 
of the rulers themselves and most of the people) are considered as 
much worse than the alleged or real evils they were designed to elimi-
nate. Except for the gold standard, governments are told by pseudo-
economists that they could make everybody perfectly prosperous. Let 
us test the three doctrines advanced for the support of this fable of gov-
ernment omnipotence.

Originally published in The Freeman, June 1965. Reprinted with permission from the Founda-
tion for Economic Education.
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The Fiction of Government Omnipotence

“The state is God,” said Ferdinand Lassalle, the founder of the Ger-
man socialist movement. As such, the state has the power to “create” 
unlimited quantities of money and thus to make everybody happy. 
Intrepid and clear-headed people branded such a policy of “creating” 
money as infl ation. The offi cial terminology calls it nowadays “defi cit 
spending.”

But whatever the name used in dealing with this phenomenon may 
be, its meaning is obvious. The government increases the quantity of 
money in circulation. Then a greater quantity of money “chases” (as 
a rather silly but popular way of talking about these problems says) a 
quantity of goods and services that has not been increased. The gov-
ernment’s action did not add anything to the available amount of use-
ful things and services. It merely made the prices paid for them soar.

If the government wishes to raise the income of some people, for ex-
ample, government employees, it has to confi scate by taxation a part of 
some other people’s incomes, and then distribute the amount collected 
to its employees or favored groups. Then the taxpayers are forced to 
restrict their spending, while the recipients of the higher salaries or 
benefi ts are increasing their spending to the same amount. There does 
not result a conspicuous change in the purchasing power of the mon-
etary unit.

But if the government provides the money it wants for the payment 
of higher salaries by printing it or the granting of additional credits, the 
new money in the hands of these benefi ciaries constitutes on the mar-
ket an additional demand for the not-increased quantity of goods and 
services offered for sale. The unavoidable result is a general tendency 
of prices to rise.

Any attempts the governments and their propaganda offi ces make 
to conceal this concatenation of events are in vain. Defi cit spending 
means increasing the quantity of money in circulation. That the of-
fi cial terminology avoids calling it infl ation is of no avail whatever.

The government and its chiefs do not have the powers of the mythi-
cal Santa Claus. They cannot spend except by taking out of the pock-
ets of some people for the benefi t of others.
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The “Cheap-Money” Fallacy

Interest is the difference in the valuation of present goods and future 
goods; it is the discount in the valuation of future goods as against that 
of present goods. Interest cannot be “abolished” as long as people pre-
fer an apple available today to an apple available only in a year, in ten 
years, or in a hundred years.

The height of the originary rate of interest,* which is the main com-
ponent of the market rate of interest as determined on the loan market, 
refl ects the difference in the people’s valuation of present and future 
satisfaction of needs. The disappearance of interest, that is, an interest 
rate of zero, would mean that people do not care a whit about satis-
fying any of their present wants and are exclusively intent upon satis-
fying their future wants, their wants of the later years, decades, and 
centuries to come. People would only save and invest and would not be 
consuming.

On the other hand, if people were to stop saving, that is, making 
any provision for the future, be it even the future of the tomorrow, and 
would not save at all and consume all capital goods accumulated by 
previous generations, the rate of interest would rise beyond any limits.

It is thus obvious that the height of the market rate of interest ulti-
mately does not depend on the whims, fancies, and pecuniary interests 
of the personnel operating the government apparatus of coercion and 
compulsion, the much-referred-to “public sector” of the economy. But 
the government has the power to push the Federal Reserve System, 
and the banks subject to it, into a policy of cheap money. Then the 
banks are expanding credit. Underbidding the rate of interest as estab-
lished on the not-manipulated loan market, they offer additional credit 
created out of nothing. Thus they are inescapably falsifying the busi-
nessmen’s estimation of market conditions. Although the supply of cap-
ital goods (that can only be increased by additional saving) remained 
unchanged, the illusion of a richer supply of capital is conjured up. 
Business is induced to embark upon projects which a sober calcula-
tion, not misled by the cheap-money ventures, would have disclosed as 
mal-investments (over-investment in capital). The additional quantities 
of credit inundating the market make prices and wages soar. An artifi -
cial boom, a boom built entirely upon the illusions of ample and easy 

* See “Originary Interest” in Human Action by Ludwig von Mises, pages 526–32 (fourth edi-
tion, Irvington-on-Hudson, N. Y.: Foundation for Economic Education, 1996).
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money, develops. But such a boom cannot last. Sooner or later it must 
become clear that, under the illusions created by the credit expansion, 
business has embarked upon projects for the execution of which the 
real savings are not rich enough. When this mal-investment becomes 
visible, the boom collapses.

The depression that follows is the process of liquidating the errors 
committed in the excesses of the artifi cial boom; it is the return to 
calm reasoning and a reasonable conduct of affairs within the limits of 
the available supply of capital goods. It is a painful process, but it is a 
process of restoration of business health.

Credit expansion is not a nostrum to make people happy. The boom 
it engenders must inevitably lead to a debacle and unhappiness.

If it were really possible to substitute credit expansion (cheap money) 
for the accumulation of capital goods by saving, there would not be any 
poverty in the world. The economically backward nations would not 
have to complain about the insuffi ciency of their capital equipment. 
All they would have to do for the improvement of their conditions 
would be to expand money and credit more and more. No “foreign 
aid” schemes would have emerged. But in granting foreign aid to the 
backward nations, the American government implicitly acknowledges 
that credit expansion is no real substitute for genuine capital accumu-
lation through saving.

The Failure of Minimum Wage Legislation and of Union Coercion

The height of wage rates is determined by the consumers’ appraisal of 
the value the worker’s labor adds to the value of the article available for 
sale. As the immense majority of the consumers are themselves earners 
of wages and salaries, this means that the determination of the com-
pensation for work and services rendered is made by the same kind of 
people who are receiving these wages and salaries. The fat earnings 
of the movie star and the boxing champion are provided by the weld-
ers, street sweepers, and charwomen who attend the performances and 
matches.

An entrepreneur who would try to pay a hired man less than the 
amount this man’s work adds to the value of the product would be 
priced out of the labor market by the competition of other entrepre-
neurs eager to earn money. On the other hand, no entrepreneur can 
pay more to his helpers than the amount the consumers are prepared 
to refund to him in buying the product. If he were to pay higher wages, 
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he would suffer losses and would be ejected from the ranks of the 
businessmen.

Governments decreeing minimum wage laws above the level of the 
market rates restrict the number of hands that can fi nd jobs. Such gov-
ernments are producing unemployment of a part of the labor force. The 
same is true for what is euphemistically called “collective bargaining.”

The only difference between the two methods concerns the appa-
ratus enforcing the minimum wage. The government enforces its or-
ders in resorting to policemen and prison guards. The unions “picket.” 
They and their members and offi cials have acquired the power and the 
right to commit wrongs to person and property, to deprive individuals 
of the means of earning a livelihood, and to commit many other acts 
which no one can do with impunity.* Nobody is today in a position to 
disobey an order issued by a union. To the employers no other choice 
is left than either to surrender to the dictates of the unions or to go out 
of business.

But governments and unions are impotent against economic law. Vi-
olence can prevent the employers from hiring help at potential market 
rates, but it cannot force them to employ all those who are anxious to 
get jobs. The result of the governments’ and the unions’ meddling with 
the height of wage rates cannot be anything else than an incessant in-
crease in the number of unemployed.

It is precisely to prevent this outcome that the government-
manipulated banking systems of all Western nations are resorting to 
infl ation. Increasing the quantity of money in circulation and thereby 
lowering the purchasing power of the monetary unit, they are cutting 
down the oversized payrolls to a height consonant with the state of 
the market. This is today called Keynesian full-employment policy. It 
is in fact a method to perpetuate by continued infl ation the futile at-
tempts of governments and labor unions to meddle with the conditions 
of the labor market. As soon as the progress of infl ation has adjusted 
wage rates so far as to avoid a spread of unemployment, government 
and unions resume with renewed zeal their ventures to raise wage rates 
above the level at which every job-seeker can fi nd a job.

The experience of this age of the New Deal, the Fair Deal, the New 
Frontier, and the Great Society confi rms the fundamental thesis of the 
true British lovers of political liberty in the nineteenth century, namely, 
that there is but one means to improve the material conditions of all of 

* Cf. Roscoe Pound, Legal Immunities of Labor Unions, Washington, D.C., 1957, page 21.
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the wage earners, viz., to increase the per-head quota of real capital 
invested. This result can only be brought about by additional saving 
and capital accumulation, never by government decrees, labor-union 
violence and intimidation, and infl ation. The foes of the gold standard 
are wrong also in this regard.

The Inescapable Consequence, Namely, the United States 
Government Gold Holdings Will Shrink

In many parts of the earth an increasing number of people realize that 
the United States and most of the other nations are fi rmly committed 
to a policy of progressing infl ation. They have learned enough from 
the experience of the recent decades to conclude that on account of 
these infl ationary policies an ounce of gold will one day become more 
expensive in terms both of the currency of the United States and of 
their own country. They are alarmed and would like to avoid being 
victimized by this outcome.

Americans are forbidden to own gold coins and gold ingots.* Their 
attempts to protect their fi nancial assets consist in the methods that the 
Germans in the most spectacular infl ation that history knows called 
Flucht in die Sachwerte (fl ight into real values). They are investing in 
common stocks and real estate, and prefer to have debts payable in le-
gal tender money rather than holding claims payable in it.

Even in the countries in which people are free to buy gold there are 
up to now no conspicuous purchases of gold on the part of fi nancially 
potent individuals and institutions. Up to the moment at which French 
agencies began to buy gold, the buyers of gold were mostly people with 
modest incomes anxious to keep a few gold coins as a reserve for rainy 
days. It was the purchases via the London gold market on the part of 
such people that reduced the gold holdings of the United States.

�
There is only one method available to prevent a further reduction of 
the American gold reserve, namely, radical abandonment of defi cit 
spending as well as of any kind of “easy-money” policy.

* [Editor’s note: In 1933, U.S. citizens were denied the right to own gold coins and gold ingots. 
They regained that right in January 1976.]
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Mises: Critic of Infl ationism 
and Socialism

part 3

No eff usions of authors however brilliant and sophisticated can alter 

the perennial economic laws. Th ey are and work and take care 

of themselves.

—“Lord Keynes and Say’s Law”

Tyranny is the political corollary of socialism, as representative 

government is the political corollary of the market economy.

—“Liberty and Its Antithesis”
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Benjamin M. Anderson Challenges the 
Philosophy of the Pseudo-Progressives

Originally published in Plain Talk, February 1950. Reprinted with permission from the Founda-
tion for Economic Education.

The Two Lines of Marxian Thought and Policies

In all countries which have not openly adopted a policy of outright and 
all-round socialization the conduct of government affairs has been for 
many decades in the hands of statesmen and parties who style them-
selves “progressives” and scorn their opponents as “reactionaries.” These 
progressives become sometimes (but not always) very angry if somebody 
calls them Marxians. In this protest they are right insofar as their tenets 
and policies are contrary to some of the Marxian doctrines and their 
application to political action. But they are wrong insofar as they un-
reservedly endorse the fundamental dogmas of the Marxian creed and 
act accordingly. While calling in question the ideas of Marx, the cham-
pion of integral revolution, they subscribe to piecemeal revolution.

For there are in the writings of Marx two distinct sets of theorems 
incompatible with each other: the line of the integral revolution as up-
held in earlier days by Kautsky and later by Lenin, and the “reformist” 
line of revolution by instalments as vindicated by Sombart in Germany 
and the Fabians in England.

Common to both lines is the unconditional damnation of capitalism 
and its political “superstructure,” representative government. Capital-
ism is described as a ghastly system of exploitation. It heaps riches upon 
a constantly diminishing number of “expropriators” and condemns the 
masses to increasing misery, oppression, slavery and degradation. But it 
is precisely this awkward system which “with the inexorability of a law 
of nature” fi nally brings about salvation. The coming of socialism is in-
evitable. It will appear as the result of the actions of the class-conscious 
proletarians. The “people” will fi nally triumph. All machinations of 
the wicked “bourgeois” are doomed to failure.
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But here the two lines diverge.
In the Communist Manifesto Marx and Engels designed a plan for 

the step-by-step transformation of capitalism into socialism. The prole-
tarians should “win the battle of democracy” and thus raise themselves 
to the position of the ruling class. Then they should use their politi-
cal supremacy to wrest, “by degrees,” all capital from the bourgeoisie. 
Marx and Engels give rather detailed instructions for the various mea-
sures to be resorted to. It is unnecessary to quote in extenso their battle 
plan. Its diverse items are familiar to all Americans who have lived 
through the years of the New Deal and the Fair Deal. It is more impor-
tant to remember that the fathers of Marxism themselves characterized 
the measures they recommended as “despotic inroads on the rights of 
property and the conditions of bourgeois production” and as “measures 
which appear economically insuffi cient and untenable, but which in 
the course of the movement outstrip themselves, necessitate further 
inroads upon the old social order, and are unavoidable as a means of 
entirely revolutionizing the mode of production.” *

It is obvious that all the “reformers” of the last one hundred years 
were dedicated to the execution of the scheme drafted by the au-
thors of the Communist Manifesto in 1848. In this sense Bismarck’s 
 Sozialpolitik as well as Roosevelt’s New Deal have a fair claim to the 
epithet Marxian.

But on the other hand Marx also conceived a doctrine radically dif-
ferent from that expounded in the Manifesto and absolutely incompat-
ible with it. According to this second doctrine “no social formation 
ever disappears before all the productive forces are developed for the 
development of which it is broad enough, and new higher methods 
of production never appear before the material conditions of their ex-
istence have been hatched out in the womb of the previous society.” 
Full maturity of capitalism is the indispensable prerequisite for the ap-
pearance of socialism. There is but one road toward the realization of 
socialism, namely, the progressive evolution of capitalism itself which, 
through the incurable contradictions of the capitalist mode of produc-
tion, causes its own collapse. Independently of the wills of men this 

* It is important to realize that the words “necessitate further inroads upon the old social or-
der” are lacking in the original German text of the Manifesto as well as in the later authorized 
German editions. They were inserted in 1888 by Engels into the translation by Samuel Moore 
which was published with the subtitle: “Authorized English Translation, edited and annotated 
by Frederick Engels.”

09-L4654-JD1.indd   8609-L4654-JD1.indd   86 5/12/08   3:05:35 PM5/12/08   3:05:35 PM



anderson challenges the pseudo-progressives � 87

process “executes itself through the operation of the inherent laws of 
capitalist production.”

The utmost concentration of capital by a small cluster of expropria-
tors on the one hand and unendurable impoverishment of the exploited 
masses on the other hand are the factors that alone can give rise to 
the great revulsion which will sweep away capitalism. Only then will 
the patience of the wretched wage earners give way and with a sudden 
stroke they will in a violent revolution overthrow the “dictatorship” of 
the bourgeoisie grown old and decrepit.

From the point of view of this doctrine Marx distinguishes between 
the policies of the petty bourgeois and those of the class-conscious pro-
letarians. The petty bourgeois in their ignorance put all their hopes 
upon reforms. They are eager to restrain, to regulate and to improve 
capitalism. They do not see that all such endeavors are doomed to 
failure and make things worse, not better. For they delay the evolu-
tion of capitalism and thereby the coming of its maturity which alone 
can bring about the great debacle and thus deliver mankind from the 
evils of exploitation. But the proletarians, enlightened by the Marxian 
doctrine, do not indulge in these reveries. They do not embark upon 
idle schemes for an improvement of capitalism. They, on the contrary, 
recognize in every progress of capitalism, in every impairment of their 
own conditions and in every new recurrence of economic crisis a prog-
ress toward the inescapable collapse of the capitalist mode of produc-
tion. The essence of their policies is to organize and to discipline their 
forces, the militant battalions of the people, in order to be ready when 
the great day of the revolution dawns.

This rejection of petty-bourgeois policies refers also to traditional la-
bor union tactics. The plans of the workers to raise, within the frame-
work of capitalism, wage rates and their standards of living through 
unionization and through strikes are vain. For the inescapable ten-
dency of capitalism, says Marx, is not to raise but to lower the average 
standard of wages. Consequently he advised the unions to change their 
policies entirely. “Instead of the conservative motto: A fair day’s wage for 
a fair day’s work, they ought to inscribe on their banner the revolution-
ary watchword: Abolition of the wages system.”

It is impossible to reconcile these two varieties of Marxian doctrines 
and of Marxian policies. They preclude one another. The authors of 
the Communist Manifesto in 1848 recommended precisely those poli-
cies which their later books and pamphlets branded as petty-bourgeois 
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nonsense. Yet they never repudiated their scheme of 1848. They ar-
ranged new editions of the Manifesto. In the preface of the 1872 edition 
they declared that the principles for political action as outlined in 1848 
need to be improved, as such practical measures must be always ad-
justed to changing historical conditions. But they did not, in this pref-
ace, stigmatize such reforms as the outcome of petty-bourgeois mental-
ity. Thus the dualism of the two Marxian lines remained.

It was in perfect agreement with the intransigent revolutionary 
line that the German Social-Democrats in the eighties voted in the 
 Reichstag against Bismarck’s social security legislation and that their 
passionate opposition frustrated Bismarck’s intention to socialize the 
German tobacco industry. It is no less consonant with this revolution-
ary line that the Stalinists and their henchmen describe the American 
New Deal and the Keynesian patent medicines as clever but idle con-
trivances designed to salvage and to preserve capitalism.

The present-day antagonism between the Communists on the one 
hand and the Socialists, New Dealers, and Keynesians on the other 
hand is a controversy about the means to be resorted to for the attain-
ment of a goal common to both of these factions, namely the establish-
ment of all-round central planning and the entire elimination of the 
market economy. It is a feud between two factions both of which are 
right in referring to the teachings of Marx. And it is paradoxical indeed 
that in this controversy the anti-Communists’ title to the appellation 
“Marxian” is vested in the document called the Communist Manifesto.

The Guide of the Progressives

It is impossible to understand the mentality and the policy of the pro-
gressives if one does not take into account the fact that the Commu-
nist Manifesto is for them both manual and holy writ, the only reliable 
source of information about mankind’s future as well as the ultimate 
code of political conduct. The Communist Manifesto is the only piece 
of the writings of Marx which they have really perused. Apart from the 
Manifesto they know only a few sentences out of context and without 
any bearing on the problems of current policies. But from the Mani-
festo they have learned that the coming of socialism is inevitable and 
will transform the earth into a Garden of Eden. They call themselves 
progressives and their opponents reactionaries precisely because, fi ght-
ing for the bliss that is bound to come, they are borne by the “wave 
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of the future” while their adversaries are committed to the hopeless 
attempt to stop the wheel of Fate and History. What a comfort to know 
that one’s own cause is destined to conquer!

Then the progressive professors, writers, politicians, and civil ser-
vants discover in the Manifesto a passage which especially fl atters their 
vanity. They belong to that “small section of the ruling class,” to that 
“portion of the bourgeois ideologists” who have gone over to the pro-
letariat, “the class that holds the future in its hands.” Thus they are 
members of that elite “who have raised themselves to the level of com-
prehending theoretically the historical movements as a whole.”

Still more important is the fact that the Manifesto provides them 
with an armor which makes them proof against all criticisms levelled 
against their policies. The bourgeois describe these progressive poli-
cies as “economically insuffi cient and untenable” and think that they 
have thereby demonstrated their inadequacy. How wrong they are! In 
the eyes of the progressives the excellence of these policies consists in 
the very fact that they are “economically insuffi cient and untenable.” 
For exactly such policies are, as the Manifesto says, “unavoidable as a 
means of entirely revolutionizing the mode of production.”

The Communist Manifesto serves as a guidebook not only to the per-
sonnel of the ever-swelling hosts of bureaucrats and pseudo- economists. 
It reveals to the “progressive” authors the very nature of the “bourgeois 
class culture.” What a disgrace is this so-called bourgeois civilization! 
Fortunately the eyes of the self-styled “liberal” writers have been opened 
wide by Marx. The Manifesto tells them the truth about the unspeak-
able meanness and depravity of the bourgeoisie. Bourgeois marriage is 
“in fact a system of community of women.” The bourgeois “sees in his 
wife a mere instrument of production.” Our bourgeois, “not content 
with having the wives and daughters of their proletarians at their dis-
posal, not to speak of common prostitutes, take the greatest pleasure in 
seducing each other’s wives.” In this vein innumerable plays and novels 
portray the conditions of the rotten society of decaying capitalism.

How different are conditions in the country whose proletarians, the 
vanguard of what the great Fabians, Sidney and Beatrice Webb, called 
the New Civilization, have already “liquidated” the exploiters! It may 
be granted that the Russian methods cannot be considered in every 
respect as a pattern to be adopted by the “liberals” of the West. It may 
also be true that the Russians, properly irritated by the machinations of 
the Western capitalists who are unceasingly plotting for a violent over-
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throw of the Soviet regime, become angry and sometimes give vent to 
their indignation in unfriendly language. Yet the fact remains that in 
Russia the word of the Communist Manifesto has become fl esh. While 
under capitalism “the workers have no country” and “have nothing to 
lose but their chains,” Russia is the true fatherland of all proletarians of 
the entire world. In a purely technical and legal sense it may be wrong 
for an American or Canadian to hand over confi dential state docu-
ments or the secret designs of new weapons to the Russian authorities. 
From a higher point of view it may be understandable.

Anderson’s Fight Against Destructionism

Such was the ideology that got hold of the men who in the last decades 
controlled the administration and determined the course of American 
affairs. It was against such a mentality that the economists had to fi ght 
in criticizing the New Deal.

Foremost among these dissenters was Benjamin McAlester Ander-
son. Throughout most of these fateful years he was the editor and sole 
author, fi rst of the Chase Economic Bulletin (issued by the Chase Na-
tional Bank), and then of the Economic Bulletin (issued by the Capital 
Research Company). In his brilliant articles he analyzed the policies 
when they were still in the state of development and then later again 
when their disastrous consequences had appeared. He raised his warn-
ing voice when there was still time to abstain from inadequate mea-
sures, and later he was never at a loss to show how the havoc which had 
been done by rejecting his previous objections and suggestions could 
be reduced as much as possible.

His criticism was never merely negative. He was always intent upon 
indicating roads which could lead out of an impasse. His was a con-
structive mind.

Anderson was not a doctrinaire remote from contact with reality. In 
his capacity as the economist of the Chase National Bank (from 1919 
to 1939) he had ample opportunity to learn everything about  American 
economic conditions. His familiarity with European business and poli-
tics was not surpassed by any other American. He knew intimately all 
the men who were instrumental in the conduct of national and inter-
national banking, business and politics. An indefatigable student, he 
was well acquainted with the content of state documents, statistical re-
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ports and many confi dential papers. His information was always com-
plete and up-to-date.

But his most eminent qualities were his infl exible honesty, his unhes-
itating sincerity and his unfl inching patriotism. He never yielded. He 
always freely enunciated what he considered to be true. If he had been 
prepared to suppress or only to soften his criticism of popular but ob-
noxious policies, the most infl uential positions and offi ces would have 
been offered to him. But he never compromised. This fi rmness marks 
him as one of the outstanding characters in this age of the  supremacy 
of time-servers.

His criticism of the easy money policy, of credit expansion and in-
fl ation, of the abandonment of the gold standard, of unbalanced bud-
gets, of Keynesian spending, of price control, of subsidies, of silver pur-
chases, of the tariff and many other similar expedients was crushing. 
The apologists of these nostrums did not have the remotest idea how 
to refute his objections. All they did was to dismiss Anderson as “ortho-
dox.” Although the undesired effects of the “unorthodox” policies he 
had assailed never failed to appear exactly as he had predicted, almost 
nobody in Washington paid any heed to his words.

The reason is obvious. The essence of Anderson’s criticism was that 
all these measures were “economically insuffi cient and untenable,” 
that they were “despotic inroads” on the conditions of production, that 
they “necessitate further inroads” and that they must fi nally destroy 
our whole economic system. But these were just the ends which the 
 Washington Marxians were aiming at. They did not bother about sabo-
taging all essential institutions of capitalism, for in their eyes capital-
ism was the worst of all evils and was doomed anyway by the inexorable 
laws of historical evolution. Their plan was to bring about, step by step, 
the welfare state of central planning. In order to attain this goal they 
had adopted the “untenable” policies which the Communist Manifesto 
had declared to be “unavoidable as a means of entirely revolutionizing 
the mode of production.”

Anderson never tired of pointing out that the attempts to lower the 
rate of interest by means of credit expansion must result in an artifi cial 
boom and its inevitable aftermath, depression. In this vein he had at-
tacked, long before 1929, the easy money policy of the twenties, and 
later again, long before the breakdown of 1937, the New Deal’s pump-
priming. He preached to deaf ears. For his opponents had learned 
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from Marx that the recurrence of depressions is a necessary outcome 
of the absence of central planning and cannot be avoided where there 
is “anarchy of production.” The heavier the crisis may be, the nearer 
it brings the day of salvation when socialism will be substituted for 
capitalism.

The policy of keeping wage rates, either by government decree or 
by union violence and intimidation, above the height the unhampered 
labor market would have determined creates mass unemployment pro-
longed year after year. In dealing with American conditions as well as 
with those of Great Britain and other European countries, Anderson 
again and again referred to this economic law which, as even Lord 
Beveridge had asserted a few years before, is not contested by any com-
petent authority. His arguments did not impress those who paraded as 
“friends of labor.” They considered private enterprise’s alleged “inabil-
ity to provide jobs for all” as inevitable and were resolved to use mass 
unemployment as a lever for the realization of their designs.

If one wants to repulse the onslaughts of the Communists and So-
cialists and to shield Western civilization from Sovietization, it is not 
enough to disclose the abortiveness and impropriety of the progressive 
policies allegedly aiming at improving the economic conditions of 
the masses. What is needed is a frontal attack upon the whole web of 
Marxian, Veblenian, and Keynesian fallacies. As long as the syllogisms 
of these pseudo-philosophies retain their undeserved prestige, the av-
erage intellectual will go on blaming capitalism for all the disastrous 
effects of anti-capitalist schemes and devices.

Anderson’s Posthumous Economic History

Benjamin Anderson devoted the last years of his life to the composition 
of a great book, the fi nancial and economic history of our age of wars 
and progressing disintegration of civilization.

The most eminent historical works have come from authors who 
wrote the history of their own time for an audience contemporary with 
the events recorded. When gloom began to descend on the glory of 
Athens, one of its best citizens dedicated himself to Clio. Thucydides 
wrote the history of the Peloponnesian Wars and of the fateful direc-
tion of Athenian politics not merely as an unaffected student. His keen 
mind had fully recognized the disastrous signifi cance of the course his 
countrymen were steering. He had been himself in politics and in the 
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fi ghting forces. In writing history he wanted to serve his fellow-citizens. 
He wanted to admonish and to warn them, to stop their march toward 
the abyss.

Such also were the intentions of Anderson. He did not write merely 
for the sake of recording. His history is in some way also a continuation 
and recapitulation of his critical examination and interpretation of cur-
rent events as provided by his Bulletins and other papers. It does not 
chronicle a dead past. It deals with forces which are still operating and 
spreading ruin. Like Thucydides, Anderson was eager to serve those 
who desire an exact knowledge of the past as a key to the future.

Like Thucydides, too, Anderson unfortunately did not live to see 
his book published. After his premature death, much lamented by all 
his friends and admirers, the D. Van Nostrand Company published 
it, with a preface by Henry Hazlitt, under the title Economics and the 
Public Welfare, Financial and Economic History of the United States, 
1914–1946. It contains more than this title indicates. For the economic 
and fi nancial history of the United States in this period was so closely 
intertwined with that of all other nations that his narrative embraces 
the whole orbit of Western civilization. The chapters dealing with Brit-
ish and French affairs are without doubt the best that has been said 
about the decline of these once fl ourishing countries.

It is very diffi cult for a reviewer to select from the treasure of infor-
mation, wisdom and keen economic analysis assembled in this volume 
the most precious gems. The discriminating reader is captivated from 
the fi rst page on and will not put it aside before he has reached the last 
page.

There are people who think that economic history neglects what 
they call the “human angle.” Now, the proper fi eld of economic his-
tory is prices and production, money and credit, taxes and budgets, and 
other such phenomena. But all these things are the outcome of human 
volitions and actions, plans and ambitions. The topic of economic his-
tory is man with all his knowledge and ignorance, his truth and his 
 errors, his virtues and his vices.

Let us quote one of Anderson’s observations. In commenting upon 
America’s abandonment of the gold standard he remarks: “There is no 
need in human life so great as that men should trust one another and 
should trust their government, should believe in promises, and should 
keep promises in order that future promises may be believed in and 
in order that confi dent cooperation may be possible. Good faith—
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personal, national, and international—is the fi rst prerequisite of decent 
living, of the steady going on of industry, of governmental fi nancial 
strength, and of international peace” (pages 317–18).

Such were the ideas that prompted the self-styled progressives to 
depreciate Anderson as “orthodox,” “old-fashioned,” “reactionary” and 
“Victorian.” Sir Stafford Cripps, who twelve times solemnly denied that 
he would ever change the offi cial relation of the pound against dollars 
and then, when he had done so, protested that he naturally could not 
admit such intention, is more to their liking.
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Lord Keynes and Say’s Law

i

Lord Keynes’s main contribution did not lie in the development of new 
ideas but “in escaping from the old ones,” as he himself declared at the 
end of the preface to his “General Theory.” The Keynesians tell us that 
his immortal achievement consists in the entire refutation of what has 
come to be known as Say’s Law of Markets. The rejection of this law, 
they declare, is the gist of all Keynes’s teachings; all other propositions 
of his doctrine follow with logical necessity from this fundamental in-
sight and must collapse if the futility of his attack on Say’s Law can be 
demonstrated.*

Now it is important to realize that what is called Say’s Law was in the 
fi rst instance designed as a refutation of doctrines popularly held in the 
ages preceding the development of economics as a branch of human 
knowledge. It was not an integral part of the new science of economics 
as taught by the Classical economists. It was rather a preliminary—the 
exposure and removal of garbled and untenable ideas which dimmed 
people’s minds and were a serious obstacle to a reasonable analysis of 
conditions.

Whenever business turned bad, the average merchant had two ex-
planations at hand: the evil was caused by a scarcity of money and by 
general overproduction. Adam Smith, in a famous passage in “The 
Wealth of ations,” exploded the fi rst of these myths. Say devoted him-
self predominantly to a thorough refutation of the second.

As long as a defi nite thing is still an economic good and not a “free 
good,” its supply is not, of course, absolutely abundant. There are still 

Originally published in The Freeman, October 30, 1950. Reprinted with permission from the 
Foundation for Economic Education. 
* P. M. Sweezy in The New Economics, ed. by S. E. Harris, New York, 1947, p. 105.
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unsatisfi ed needs which a larger supply of the good concerned could 
satisfy. There are still people who would be glad to get more of this 
good than they are really getting. With regard to economic goods there 
can never be absolute overproduction. (And economics deals only with 
economic goods, not with free goods such as air which are no object of 
purposive human action, are therefore not produced, and with regard 
to which the employment of terms like underproduction and overpro-
duction is simply nonsensical.)

With regard to economic goods there can be only relative overpro-
duction. While the consumers are asking for defi nite quantities of shirts 
and of shoes, business has produced, say, a larger quantity of shoes and a 
smaller quantity of shirts. This is not general overproduction of all com-
modities. To the overproduction of shoes corresponds an underproduc-
tion of shirts. Consequently the result cannot be a general depression of 
all branches of business. The outcome is a change in the exchange ratio 
between shoes and shirts. If, for instance, previously one pair of shoes 
could buy four shirts, it now buys only three shirts. While business is 
bad for the shoemakers, it is good for the shirtmakers. The attempts to 
explain the general depression of trade by referring to an allegedly gen-
eral overproduction are therefore fallacious.

Commodities, says Say, are ultimately paid for not by money, but by 
other commodities. Money is merely the commonly used medium of 
exchange; it plays only an intermediary role. What the seller wants ul-
timately to receive in exchange for the commodities sold is other com-
modities. Every commodity produced is therefore a price, as it were, 
for other commodities produced. The situation of the producer of any 
commodity is improved by any increase in the production of other com-
modities. What may hurt the interests of the producer of a defi nite com-
modity is his failure to anticipate correctly the state of the market. He 
has overrated the public’s demand for his commodity and underrated 
its demand for other commodities. Consumers have no use for such a 
bungling entrepreneur; they buy his products only at prices which make 
him incur losses, and they force him, if he does not in time correct his 
mistakes, to go out of business. On the other hand, those entrepreneurs 
who have better succeeded in anticipating the public demand earn 
profi ts and are in a position to expand their business activities. This, 
says Say, is the truth behind the confused assertions of businessmen 
that the main diffi culty is not in producing but in selling. It would be 
more appropriate to declare that the fi rst and main problem of business 
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is to produce in the best and cheapest way those commodities which 
will satisfy the most urgent of the not yet satisfi ed needs of the public.

Thus Smith and Say demolished the oldest and most naïve explana-
tion of the trade cycle as provided by the popular effusions of ineffi cient 
traders. True, their achievement was merely negative. They exploded 
the belief that the recurrence of periods of bad business was caused by a 
scarcity of money and by a general overproduction. But they did not give 
us an elaborated theory of the trade cycle. The fi rst explanation of this 
phenomenon was provided much later by the British Currency School.

The important contributions of Smith and Say were not entirely new 
and original. The history of economic thought can trace back some 
essential points of their reasoning to older authors. This in no way de-
tracts from the merits of Smith and Say. They were the fi rst to deal 
with the issue in a systematic way and to apply their conclusions to the 
problem of economic depressions. They were therefore also the fi rst 
against whom the supporters of the spurious popular doctrine directed 
their violent attacks. Sismondi and Malthus chose Say as the target of 
passionate volleys when they tried—in vain—to salvage the discredited 
popular prejudices.

ii

Say emerged victoriously from his polemics with Malthus and Sismondi. 
He proved his case, while his adversaries could not prove theirs. Hence-
forth, during the whole rest of the nineteenth century, the acknowledg-
ment of the truth contained in Say’s Law was the distinctive mark of an 
economist. Those authors and politicians who made the alleged scarcity 
of money responsible for all ills and advocated infl ation as the panacea 
were no longer considered economists but “monetary cranks.”

The struggle between the champions of sound money and the infl a-
tionists went on for many decades. But it was no longer considered a 
controversy between various schools of economists. It was viewed as a 
confl ict between economists and anti-economists, between reasonable 
men and ignorant zealots. When all civilized countries had adopted 
the gold standard or the gold-exchange standard, the cause of infl ation 
seemed to be lost forever.

Economics did not content itself with what Smith and Say had taught 
about the problems involved. It developed an integrated system of the-
orems which cogently demonstrated the absurdity of the infl ationist 
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sophisms. It depicted in detail the inevitable consequences of an in-
crease in the quantity of money in circulation and of credit expansion. 
It elaborated the monetary or circulation credit theory of the business 
cycle which clearly showed how the recurrence of depressions of trade 
is caused by the repeated attempts to “stimulate” business through 
credit expansion. Thus it conclusively proved that the slump, whose ap-
pearance the infl ationists attributed to an insuffi ciency of the supply of 
money, is on the contrary the necessary outcome of attempts to remove 
such an alleged scarcity of money through credit expansion.

The economists did not contest the fact that a credit expansion in 
its initial stage makes business boom. But they pointed out how such 
a contrived boom must inevitably collapse after a while and produce a 
general depression. This demonstration could appeal to statesmen in-
tent on promoting the enduring well-being of their nation. It could not 
infl uence demagogues who care for nothing but success in the impend-
ing election campaign and are not in the least troubled about what will 
happen the day after tomorrow. But it is precisely such people who have 
become supreme in the political life of this age of wars and revolutions. 
In defi ance of all the teachings of the economists, infl ation and credit 
expansion have been elevated to the dignity of the fi rst principle of 
economic policy. Nearly all governments are now committed to reck-
less spending and fi nance their defi cits by issuing additional quantities 
of unredeemable paper money and by boundless credit expansion.

The great economists were harbingers of new ideas. The economic 
policies they recommended were at variance with the policies prac-
ticed by contemporary governments and political parties. As a rule 
many years, even decades, passed before public opinion accepted the 
new ideas as propagated by the economists and before the required 
corresponding changes in policies were effected.

It was different with the “new economics” of Lord Keynes. The 
policies he advocated were precisely those which almost all govern-
ments, including the British, had already adopted many years before 
his “General Theory” was published. Keynes was not an innovator and 
champion of new methods of managing economic affairs. His contri-
bution consisted rather in providing an apparent justifi cation for the 
policies which were popular with those in power in spite of the fact 
that all economists viewed them as disastrous. His achievement was a 
rationalization of the policies already practiced. He was not a “revolu-
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tionary,” as some of his adepts called him. The “Keynesian revolution” 
took place long before Keynes approved of it and fabricated a pseudo-
scientifi c justifi cation for it. What he really did was to write an apology 
for the prevailing policies of governments.

This explains the quick success of his book. It was greeted enthusi-
astically by the governments and the ruling political parties. Especially 
enraptured were a new type of intellectuals, the “government econo-
mists.” They had had a bad conscience. They were aware of the fact 
that they were carrying out policies which all economists condemned 
as contrary to purpose and disastrous. Now they felt relieved. The “new 
economics” reestablished their moral equilibrium. Today they are no 
longer ashamed of being the handymen of bad policies. They glorify 
themselves. They are the prophets of the new creed.

iii

The exuberant epithets which these admirers have bestowed upon his 
work cannot obscure the fact that Keynes did not refute Say’s Law. He 
rejected it emotionally, but he did not advance a single tenable argu-
ment to invalidate its rationale.

Neither did Keynes try to refute by discursive reasoning the teach-
ings of modern economics. He chose to ignore them, that was all. He 
never found any word of serious criticism against the theorem that in-
creasing the quantity of money cannot effect anything else than, on 
the one hand, to favor some groups at the expense of other groups, and, 
on the other hand, to foster capital malinvestment and capital decumu-
lation. He was at a complete loss when it came to advancing any sound 
argument to demolish the monetary theory of the trade cycle. All he 
did was to revive the self-contradictory dogmas of the various sects of 
infl ationism. He did not add anything to the empty presumptions of 
his predecessors, from the old Birmingham School of Little Shilling 
Men down to Silvio Gesell. He merely translated their sophisms—a 
hundred times refuted—into the questionable language of mathemati-
cal economics. He passed over in silence all the objections which such 
men as Jevons, Walras and Wicksell—to name only a few—opposed to 
the effusions of the infl ationists.

It is the same with his disciples. They think that calling “those who 
fail to be moved to admiration of Keynes’s genius” such names as “dull-
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ard” or “narrow-minded fanatic”* is a substitute for sound economic 
reasoning. They believe that they have proved their case by dismiss-
ing their adversaries as “orthodox” or “neo-classical.” They reveal the 
utmost ignorance in thinking that their doctrine is correct because it 
is new.

In fact, infl ationism is the oldest of all fallacies. It was very popular 
long before the days of Smith, Say and Ricardo, against whose teach-
ings the Keynesians cannot advance any other objection than that they 
are old.

iv

The unprecedented success of Keynesianism is due to the fact that it 
provides an apparent justifi cation for the “defi cit spending” policies of 
contemporary governments. It is the pseudo-philosophy of those who 
can think of nothing else than to dissipate the capital accumulated by 
previous generations.

Yet no effusions of authors however brilliant and sophisticated can 
alter the perennial economic laws. They are and work and take care 
of themselves. Notwithstanding all the passionate fulminations of the 
spokesmen of governments, the inevitable consequences of infl ation-
ism and expansionism as depicted by the “orthodox” economists are 
coming to pass. And then, very late indeed, even simple people will 
discover that Keynes did not teach us how to perform the “miracle . . . 
of turning a stone into bread,”† but the not at all miraculous procedure 
of eating the seed corn.‡

* Professor G. Haberler, [“The General Theory,” in The New Economics, ibid.,] p. 161
† Keynes, [“Proposals for an International Clearing Union,” in The New Economics, ibid.,] 
p. 332.
‡ See Henry Hazlitt, The Failure of the “New Economics,” chapter 3 on “Keynes vs. Say’s 
Law,” pp. 32–43. Arlington House, New Rochelle, New York, 1959.
 See also Clarence B. Carson, “Permanent Depression,” The Freeman, December 1979, 
volume 29, no. 12, pp. 743–51. The Foundation for Economic Education, Inc., Irvington-
on-Hudson, New York.
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The stock-in-trade of all Socialist authors is the idea that there is poten-
tial plenty and that the substitution of socialism for capitalism would 
make it possible to give to everybody “according to his needs.” Other 
authors want to bring about this paradise by a reform of the monetary 
and credit system. As they see it, all that is lacking is more money and 
credit. They consider that the rate of interest is a phenomenon artifi -
cially created by the man-made scarcity of the “means of payment.” In 
hundreds, even thousands, of books and pamphlets they passionately 
blame the “orthodox” economists for their reluctance to admit that in-
fl ationist and expansionist doctrines are sound. All evils, they repeat 
again and again, are caused by the erroneous teachings of the “dismal 
science” of economics and the “credit monopoly” of the bankers and 
usurers. To unchain money from the fetters of “restrictionism,” to cre-
ate free money (Freigeld, in the terminology of Silvio Gesell) and to 
grant cheap or even gratuitous credit, is the main plank in their politi-
cal platform.

Such ideas appeal to the uninformed masses. And they are very pop-
ular with governments committed to a policy of increasing the quantity 
both of money in circulation and of deposits subject to check. How-
ever, the infl ationist governments and parties have not been ready to 
admit openly their endorsement of the tenets of the infl ationists. While 
most countries embarked upon infl ation and on a policy of easy money, 
the literary champions of infl ationism were still spurned as “monetary 
cranks.” Their doctrines were not taught at the universities.

11

Stones into Bread, the Keynesian Miracle

Originally published in Plain Talk, March 1948, as “The Keynesian Miracle.” Reprinted with 
permission from the Foundation for Economic Education.
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John Maynard Keynes, late economic adviser to the British govern-
ment, is the new prophet of infl ationism. The “Keynesian Revolution” 
consisted in the fact that he openly espoused the doctrines of Silvio 
Gesell. As the foremost of the British Gesellians, Lord Keynes adopted 
also the peculiar messianic jargon of infl ationist literature and intro-
duced it into offi cial documents. Credit expansion, says the Paper of 
the British Experts of April 8, 1943, performs the “miracle . . . of turn-
ing a stone into bread.” * The author of this document was, of course, 
Keynes. Great Britain has indeed traveled a long way to this statement 
from Hume’s and Mill’s views on miracles.

ii

Keynes entered the political scene in 1920 with his book, The Economic 
Consequences of the Peace. He tried to prove that the sums demanded 
for reparations were far in excess of what Germany could afford to pay 
and to “transfer.” The success of the book was overwhelming. The 
propaganda machine of the German nationalists, well entrenched in 
every country, was busily representing Keynes as the world’s most emi-
nent economist and Great Britain’s wisest statesman.

Yet it would be a mistake to blame Keynes for the suicidal foreign 
policy that Great Britain followed in the interwar period. Other forces, 
especially the adoption of the Marxian doctrine of imperialism and 
“capitalist warmongering,” were of incomparably greater importance 
in the rise of appeasement. With the exception of a small number of 
keen-sighted men, all Britons supported the policy which fi nally made 
it possible for the Nazis to start the Second World War.

A highly gifted French economist, Étienne Mantoux, has analyzed 
Keynes’s famous book point for point. The result of his very careful and 
conscientious study is devastating for Keynes the economist and statis-
tician, as well as Keynes the statesman. The friends of Keynes are at a 
loss to fi nd any substantial rejoinder. The only argument that his friend 
and biographer, Professor E. A. G. Robinson, could advance is that this 
powerful indictment of Keynes’s position came “as might have been 
expected, from a Frenchman.” (Economic Journal, vol. LVII, p. 23.) As 
if the disastrous effects of appeasement and defeatism had not affected 
Great Britain also!

* [Editor’s note: Reprinted as “Proposals for an International Clearing Union,” in The New 
Economics, ed. Seymour E. Harris (New York: Knopf, 1947), p. 332.]
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Étienne Mantoux, son of the famous historian Paul Mantoux, was 
the most distinguished of the younger French economists. He had al-
ready made valuable contributions to economic theory—among them 
a keen critique of Keynes’s General Theory, published in 1937 in the 
Revue d’Économie Politique—before he began his The Carthaginian 
Peace or the Economic Consequences of Mr. Keynes (Oxford University 
Press, 1946). He did not live to see his book published. As an offi cer in 
the French forces he was killed on active service during the last days 
of the war. His premature death was a heavy blow to France, which is 
today badly in need of sound and courageous economists.

iii

It would be a mistake, also, to blame Keynes for the faults and failures 
of contemporary British economic and fi nancial policies. When he be-
gan to write, Britain had long since abandoned the principle of laissez-
faire. That was the achievement of such men as Thomas Carlyle and 
John Ruskin and, especially, of the Fabians. Those born in the eighties 
of the nineteenth century and later were merely epigones of the uni-
versity and parlor Socialists of the late Victorian period. They were no 
critics of the ruling system, as their predecessors had been, but apolo-
gists of government and pressure group policies whose inadequacy, fu-
tility and perniciousness became more and more evident.

Professor Seymour E. Harris has just published a stout volume of 
collected essays by various academic and bureaucratic authors dealing 
with Keynes’s doctrines as developed in his General Theory of Employ-
ment, Interest and Money, published in 1936. The title of the volume 
is The New Economics, Keynes’ Infl uence on Theory and Public Policy 
(Alfred A. Knopf, New York, 1947). Whether Keynesianism has a fair 
claim to the appellation “new economics” or whether it is not, rather, 
a rehash of often-refuted Mercantilist fallacies and of the syllogisms of 
the innumerable authors who wanted to make everybody prosperous 
by fi at money, is unimportant. What matters is not whether a doctrine 
is new, but whether it is sound.

The remarkable thing about this symposium is that it does not even 
attempt to refute the substantiated objections raised against Keynes by 
serious economists. The editor seems to be unable to conceive that any 
honest and uncorrupted man could disagree with Keynes. As he sees 
it, opposition to Keynes comes from “the vested interests of scholars 
in the older theory” and “the preponderant infl uence of press, radio, 
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fi nance and subsidized research.” In his eyes, non-Keynesians are just 
a bunch of bribed sycophants, unworthy of attention. Professor Harris 
thus adopts the methods of the Marxians and the Nazis, who preferred 
to smear their critics and to question their motives instead of refuting 
their theses.

A few of the contributions are written in dignifi ed language and 
are reserved, even critical, in their appraisal of Keynes’s achievements. 
Others are simply dithyrambic outbursts. Thus Professor Paul A. Sam-
uelson tells us: “To have been born as an economist before 1936 was a 
boon—yes. But not to have been born too long before!” And he pro-
ceeds to quote Wordsworth:

Bliss was it in that dawn to be alive,
But to be young was very heaven!

Descending from the lofty heights of Parnassus into the prosaic val-
leys of quantitative science, Professor Samuelson provides us with ex-
act information about the susceptibility of economists to the Keynesian 
gospel of 1936. Those under the age of 35 fully grasped its meaning af-
ter some time; those beyond 50 turned out to be quite immune, while 
economists in-between were divided. After thus serving us a warmed-
over version of Mussolini’s giovanezza theme, he offers more of the 
outworn slogans of fascism, e.g., the “wave of the future.” However, 
on this point another contributor, Mr. Paul M. Sweezy, disagrees. In 
his eyes Keynes, tainted by “the shortcomings of bourgeois thought” 
as he was, is not the savior of mankind, but only the forerunner whose 
historical mission it is to prepare the British mind for the acceptance 
of pure Marxism and to make Great Britain ideologically ripe for full 
socialism.

iv

In resorting to the method of innuendo and trying to make their ad-
versaries suspect by referring to them in ambiguous terms allowing of 
various interpretations, the camp-followers of Lord Keynes are imitat-
ing their idol’s own procedures. For what many people have admiringly 
called Keynes’s “brilliance of style” and “mastery of language” were, in 
fact, cheap rhetorical tricks.

Ricardo, says Keynes, “conquered England as completely as the 
Holy Inquisition conquered Spain.” This is as vicious as any compari-
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son could be. The Inquisition, aided by armed constables and execu-
tioners, beat the Spanish people into submission. Ricardo’s theories 
were accepted as correct by British intellectuals without any pressure 
or compulsion being exercised in their favor. But in comparing the two 
entirely different things, Keynes obliquely hints that there was some-
thing shameful in the success of Ricardo’s teachings and that those 
who disapprove of them are as heroic, noble and fearless champions of 
freedom as were those who fought the horrors of the Inquisition.

The most famous of Keynes’s aperçus is: “Two pyramids, two masses 
for the dead, are twice as good as one; but not so two railways from 
London to York.” It is obvious that this sally, worthy of a character in a 
play by Oscar Wilde or Bernard Shaw, does not in any way prove the 
thesis that digging holes in the ground and paying for them out of sav-
ings “will increase the real national dividend of useful goods and ser-
vices.” But it puts the adversary in the awkard position of either leaving 
an apparent argument unanswered or of employing the tools of logic 
and discursive reasoning against sparkling wit.

Another instance of Keynes’s technique is provided by his mali-
cious description of the Paris Peace Conference. Keynes disagreed 
with Clemenceau’s ideas. Thus, he tried to ridicule his adversary by 
broadly expatiating upon his clothing and appearance which, it seems, 
did not meet with the standard set by London outfi tters. It is hard to 
discover any connection with the German reparations problem in the 
fact that Clemenceau’s boots “were of thick black leather, very good, 
but of a country style, and sometimes fastened in front, curiously, by a 
buckle instead of laces.” After 15 million human beings had perished 
in the war, the foremost statesmen of the world were assembled to give 
mankind a new international order and lasting peace—and the British 
Empire’s fi nancial expert was amused by the rustic style of the French 
prime minister’s footwear.

Fourteen years later there was another international conference. 
This time Keynes was not a subordinate adviser, as in 1919, but one of 
the main fi gures. Concerning this London World Economic Confer-
ence of 1933, Professor Robinson observes: “Many economists the world 
over will remember . . . the performance in 1933 at Covent Garden in 
honour of the Delegates of the World Economic Conference, which 
owed its conception and organization very much to Maynard Keynes.”

Those economists who were not in the service of one of the lam-
entably inept governments of 1933 and therefore were not delegates 
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and did not attend the delightful ballet evening will remember the 
London Conference for other reasons. It marked the most spectacular 
failure in the history of international affairs of those policies of neo-
Mercantilism which Keynes backed. Compared with this fi asco of 1933, 
the Paris Conference of 1919 appears to have been a highly successful 
affair. But Keynes did not publish any sarcastic comments on the coats, 
boots and gloves of the delegates of 1933.

v

Although Keynes looked upon “the strange, unduly neglected prophet 
Silvio Gesell” as a forerunner, his own teachings differ considerably 
from those of Gesell. What Keynes borrowed from Gesell as well as 
from the host of other pro-infl ation propagandists was not the content 
of their doctrine, but their practical conclusions and the tactics they 
applied to undermine their opponents’ prestige. These stratagems are:

(a) All adversaries, that is, all those who do not consider credit ex-
pansion as the panacea, are lumped together and called orthodox. It is 
implied that there are no differences between them.

(b) It is assumed that the evolution of economic science culminated 
in Alfred Marshall and ended with him. The fi ndings of modern sub-
jective economics are disregarded.

(c) All that economists from David Hume on down to our time have 
done to clarify the results of changes in the quantity of money and 
money substitutes is simply ignored. Keynes never embarked upon the 
hopeless task of refuting these teachings by ratiocination.

In all these respects the contributors to the symposium adopt their 
master’s technique. Their critique aims at a body of doctrine created 
by their own illusions, which has no resemblance to the theories ex-
pounded by serious economists. They pass over in silence all that econ-
omists have said about the inevitable outcome of credit expansion. It 
seems as if they have never heard anything about the monetary theory 
of the trade cycle.

For a correct appraisal of the success which Keynes’s General The-
ory found in academic circles, one must consider the conditions pre-
vailing in university economics during the period between the two 
world wars.

Among the men who occupied chairs of economics in the last few 
decades, there have been only a few genuine economists, i.e., men 

11-L4654-AJ1.indd   10611-L4654-AJ1.indd   106 5/12/08   3:06:45 PM5/12/08   3:06:45 PM



stones into bread, the keynesian miracle � 107

fully conversant with the theories developed by modern subjective eco-
nomics. The ideas of the old classical economists, as well as those of 
the modern economists, were caricatured in the textbooks and in the 
classrooms; they were called such names as old-fashioned, orthodox, 
reactionary, bourgeois or Wall Street economics. The teachers prided 
themselves on having refuted for all time the abstract doctrines of 
Manchesterism and laissez-faire.

The antagonism between the two schools of thought had its practical 
focus in the treatment of the labor union problem. Those economists 
disparaged as orthodox taught that a permanent rise in wage rates for all 
people eager to earn wages is possible only to the extent that the per cap-
ita quota of capital invested and the productivity of labor increases. If—
whether by government decree or by labor union pressure—minimum 
wage rates are fi xed at a higher level than that at which the unhampered 
market would have fi xed them, unemployment results as a permanent 
mass phenomenon.

Almost all professors of the fashionable universities sharply attacked 
this theory. As these self-styled “unorthodox” doctrinaires interpreted 
the economic history of the last two hundred years, the unprecedented 
rise in real wage rates and standards of living was caused by labor union-
ism and government pro-labor legislation. Labor unionism was, in 
their opinion, highly benefi cial to the true interests of all wage-earners 
and of the whole nation. Only dishonest apologists of the manifestly 
unfair interests of callous exploiters could fi nd fault with the violent 
acts of the unions, they maintained. The foremost concern of popular 
government, they said, should be to encourage the unions as much as 
possible and to give them all the assistance they needed to combat the 
intrigues of the employers and to fi x wage rates higher and higher.

But as soon as the governments and legislatures had vested the 
unions with all the powers they needed to enforce their minimum 
wage rates, the consequences appeared which the “orthodox” econo-
mists had predicted; unemployment of a considerable part of the po-
tential labor force was prolonged year after year.

The “unorthodox” doctrinaires were perplexed. The only argument 
they had advanced against the “orthodox” theory was the appeal to 
their own fallacious interpretation of experience. But now events devel-
oped precisely as the “abstract school” had predicted. There was confu-
sion among the “unorthodox.”

It was at this moment that Keynes published his General Theory. 
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What a comfort for the embarrassed “progressives”! Here, at last, they 
had something to oppose to the “orthodox” view. The cause of unem-
ployment was not the inappropriate labor policies, but the shortcom-
ings of the monetary and credit system. No need to worry any longer 
about the insuffi ciency of savings and capital accumulation and about 
defi cits in the public household. On the contrary. The only method 
to do away with unemployment was to increase “effective demand” 
through public spending fi nanced by credit expansion and infl ation.

The policies which the General Theory recommended were pre-
cisely those which the “monetary cranks” had advanced long before 
and which most governments had espoused in the depression of 1929 
and the following years. Some people believe that Keynes’s earlier 
writings played an important part in the process which converted 
the world’s most powerful governments to the doctrines of reckless 
spending, credit expansion and infl ation. We may leave this minor is-
sue undecided. At any rate it cannot be denied that the governments 
and peoples did not wait for the General Theory to embark upon these 
“Keynesian”—or more correctly, Gesellian policies.

vi

Keynes’s General Theory of 1936 did not inaugurate a new age of eco-
nomic policies; rather, it marked the end of a period. The policies 
which Keynes recommended were already then very close to the time 
when their inevitable consequences would be apparent and their con-
tinuation would be impossible. Even the most fanatical Keynesians 
do not dare to say that present-day England’s distress is an effect of 
too much saving and insuffi cient spending. The essence of the much 
glorifi ed “progressive” economic policies of the last decades was to ex-
propriate ever-increasing parts of the higher incomes and to employ 
the funds thus raised for fi nancing public waste and for subsidizing 
the members of the most powerful pressure groups. In the eyes of the 
“unorthodox,” every kind of policy, however manifest its inadequacy 
may have been, was justifi ed as a means of bringing about more equal-
ity. Now this process has reached its end. With the present tax rates 
and the methods applied in the control of prices, profi ts and interest 
rates, the system has liquidated itself. Even the confi scation of every 
penny earned above 1,000 pounds a year will not provide any percep-
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tible increase to Great Britain’s public revenue. The most bigoted Fa-
bians cannot fail to realize that henceforth funds for public spending 
must be taken from the same people who are supposed to profi t from 
it. Great Britain has reached the limit both of monetary expansionism 
and of spending.

Conditions in this country are not essentially different. The Keynes-
ian recipe to make wage rates soar no longer works. Credit expansion, 
on an unprecedented scale engineered by the New Deal, for a short 
time delayed the consequences of inappropriate labor policies. During 
this interval the Administration and the union bosses could boast of 
the “social gains” they had secured for the “common man.” But now 
the inevitable consequences of the increase in the quantity of money 
and deposits has become visible; prices are rising higher and higher. 
What is going on today in the United States is the fi nal failure of 
Keynesianism.

There is no doubt that the American public is moving away from 
the Keynesian notions and slogans. Their prestige is dwindling. Only a 
few years ago politicians were naively discussing the extent of national 
income in dollars without taking into account the changes which 
government-made infl ation had brought about in the dollar’s purchas-
ing power. Demagogues specifi ed the level to which they wanted to 
bring the national (dollar) income. Today this form of reasoning is no 
longer popular. At last the “common man” has learned that increas-
ing the quantity of dollars does not make America richer. Professor 
Harris still praises the Roosevelt Administration for having raised dol-
lar incomes. But such Keynesian consistency is found today only in 
classrooms.

There are still teachers who tell their students that “an economy can 
lift itself by its own bootstraps” and that “we can spend our way into 
prosperity.” * But the Keynesian miracle fails to materialize; the stones 
do not turn into bread. The panegyrics of the learned authors who co-
operated in the production of the present volume merely confi rm the 
editor’s introductory statement that “Keynes could awaken in his dis-
ciples an almost religious fervor for his economics, which could be ef-
fectively harnessed for the dissemination of the new economics.” And 
Professor Harris goes on to say, “Keynes indeed had the Revelation.”

* Cf. Lorie Tarshis, The Elements of Economics, New York 1947, p. 565.

11-L4654-AJ1.indd   10911-L4654-AJ1.indd   109 5/12/08   3:06:45 PM5/12/08   3:06:45 PM



110 � planning for freedom

There is no use in arguing with people who are driven by “an almost 
religious fervor” and believe that their master “had the Revelation.” It is 
one of the tasks of economics to analyze carefully each of the infl ation-
ist plans, those of Keynes and Gesell no less than those of their innu-
merable predecessors from John Law down to Major Douglas. Yet no 
one should expect that any logical argument or any experience could 
ever shake the almost religious fervor of those who believe in salvation 
through spending and credit expansion.
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As the harbingers of socialism tell us again and again, socialism will 
not only make all people rich, but will also bring perfect freedom to 
everybody. The transition to socialism, declares Frederick Engels, 
the friend and collaborator of Marx, is the leap of mankind from the 
realm of necessity into the realm of freedom. Under capitalism, say the 
Communists, there is bondage for the immense majority; in the Soviet 
Union alone there is genuine liberty for all.

The treatment of this problem of freedom and bondage has been 
muddled by confounding it with the issues of the nature-given condi-
tions of man’s existence. In nature there is nothing that could be called 
freedom. Nature is inexorable necessity. It is the state of affairs into 
which all created beings are placed and with which they have to cope. 
Man has to adjust his conduct to the world as it is. He lacks the power 
to rise in rebellion against the “laws of nature.” If he wants to substi-
tute more satisfactory conditions for less satisfactory, he has to comply 
with them.

Freedom in Society Means Freedom 
for Individuals to Choose

The concept of freedom and its antithesis make sense only in referring 
to the conditions of social cooperation among men. Social cooperation, 
the basis of any really human and civilized existence, can be achieved 
by two different methods. It can be cooperation by virtue of contract 
and voluntary coordination on the part of all individuals, or it can be 
cooperation by virtue of command on the part of a Führer and com-
pulsory subordination of the many. The latter system is authoritarian.

12

Liberty and Its Antithesis

Christian Economics, August 1, 1960.
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In the libertarian system every individual is a moral person, that is, 
he is free to choose and to act and is responsible for his conduct. In the 
authoritarian system the supreme chief alone is a free agent while all 
the others are bondsmen subject to his discretion. Where the authori-
tarian system is fully established, as was for instance the case in the 
empire of the Inca in pre-Columbian America, the subjects are merely 
in a zoological sense human; virtually they are deprived of their spe-
cifi cally human faculty of choosing and acting and are not accountable 
for their conduct. It was in accordance with this degradation of man’s 
moral dignity that the Nazi criminals declined any responsibility for 
their deeds by pointing out that all they did was to obey the orders of 
their superiors.

Western civilization is based upon the libertarian principle, and all 
its achievements are the result of the actions of free men. Only in the 
frame of a free society is it meaningful to distinguish between what is 
good and ought to be done and what is bad and ought to be avoided. 
Only in such a free society has the individual the power to choose be-
tween morally commendable and morally reprehensible conduct.

Man is not a perfect being and there is no perfection in human af-
fairs. Conditions in the free society are certainly in many regards un-
satisfactory. There is still ample room for the endeavors of those who 
are intent upon fi ghting evil and raising the moral, intellectual and 
material level of mankind.

Socialism Leads to Total Control

But the designs of the Communists, Socialists, and all their allies 
aim at something else. They want to establish the authoritarian sys-
tem. What they mean in extolling the benefi ts to be derived from what 
they call “planning” is a society in which all of the people should be 
prevented from planning their own conduct and from arranging their 
lives according to their own moral convictions. One plan alone should 
prevail, the plan of the great idol State (with a capital S), the plan of 
the supreme chief of the government, enforced by the police. Every in-
dividual should be forced to renounce his autonomy and to obey, with-
out asking questions, the orders issued from the Politburo, the Führer’s 
secretariat. This is the kind of freedom that Engels had in mind. It is 
precisely the opposite of what the term freedom used to signify up to 
our age.
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It was the great merit of Professor Friedrich von Hayek to have di-
rected attention to the authoritarian character of the socialist schemes, 
whether they are advocated by international or by nationalist social-
ists, by atheists or by misguided believers, by white-skinned or by dark-
skinned fanatics. Although there have always been authors who ex-
posed the authoritarianism of the socialist designs, the main criticism 
of socialism centered around its economic inadequacy, and did not suf-
fi ciently deal with its effects upon the lives of the citizens. Because of 
this neglect of the human angle of the issue, the great majority of those 
supporting socialist policies vaguely assumed that the restriction of the 
individuals’ freedom by a socialist regime will apply “only” to economic 
matters and will not affect freedom in non-economic affairs.

But as Hayek in 1944 clearly pointed out in his book The Road To 
Serfdom, economic control is not merely control of a sector of human 
life that can be separated from the rest; it is the control of the means 
for all our ends. As the socialist state has sole control of the means, it 
has the power to determine which ends are to be served and what men 
are to strive for. It is not an accident that Marxian socialism in Russia 
and nationalist socialism in Germany resulted in the complete aboli-
tion of all civil liberties and the establishment of the most rigid despo-
tism. Tyranny is the political corollary of socialism, as representative 
government is the political corollary of the market economy.

Now Professor Hayek has enlarged and substantiated his ideas in a 
comprehensive treatise, The Constitution of Liberty.* In the fi rst two 
parts of this book the author provides a brilliant exposition of the mean-
ing of liberty and the creative powers of a free civilization.  Endorsing 
the famous defi nition that describes liberty as the rule of laws and not 
of men, he analyzes the constitutional and legal foundations of a com-
monwealth of free citizens. He contrasts the two schemes of society’s 
social and political organization, government by the people (represen-
tative government) based upon legality, and government by the discre-
tionary power of an authoritarian ruler or a ruling clique, an Obrigkeit 
as the Germans used to call it. Fully appreciating the moral, practical 
and material superiority of the former, he shows in detail what the le-
gal requirements of such a state of affairs are and what has to be done 
in order to make it work and to defend it against the machinations of 
its foes.

* F. A. Hayek, The Constitution of Liberty, the University of Chicago Press, 1959, 580 pages.
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The Welfare State Leads to Socialism

Unfortunately, the third part of Professor Hayek’s book is rather disap-
pointing. Here the author tries to distinguish between socialism and 
the Welfare State. Socialism, he alleges, is on the decline; the Welfare 
State is supplanting it. And he thinks that the Welfare State is, under 
certain conditions, compatible with liberty.

In fact, the Welfare State is merely a method for transforming the 
market economy step by step into socialism. The original plan of so-
cialist action as developed by Karl Marx in 1848 in the Communist 
Manifesto aimed at a gradual realization of socialism by a series of gov-
ernmental measures. The ten most powerful of such measures were 
enumerated in the Manifesto. They are well known to everybody be-
cause they are the very measures that form the essence of the activities 
of the Welfare State, of Bismarck’s and the kaiser’s German Sozialpoli-
tik as well as of the American New Deal and British Fabian Socialism. 
The Communist Manifesto calls these measures which it suggests “eco-
nomically insuffi cient and untenable,” but it stresses the fact that “in 
the course of the movement [they] outstrip themselves, necessitate fur-
ther inroads upon the old social order, and are unavoidable as a means 
of entirely revolutionizing the mode of production.”

Later, Marx adopted a different method for the policies of his party. 
He abandoned the tactics of a gradual approach to the total state of so-
cialism and instead advocated a violent revolutionary overthrow of the 
“bourgeois” system that at one stroke should “liquidate” the “exploiters” 
and establish “the dictatorship of the proletariat.” It was this that Lenin 
did in 1917 in Russia and what the Communist International plans to 
achieve everywhere. What separates the Communists from the advo-
cates of the Welfare State is not the ultimate goal of their endeavors, 
but the methods by means of which they want to attain a goal that is 
common to both of them. The difference of opinions that divides them 
is the same that distinguishes the Marx of 1848 from the Marx of 1867, 
the year of the fi rst publication of the fi rst volume of Das Kapital.

The Failure of Economic Planning

However, the fact that Professor Hayek has misjudged the character of 
the Welfare State does not seriously detract from the value of his great 
book. For his searching analysis of the policies and concerns of the Wel-
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fare State shows to every thoughtful reader why and how these much-
praised welfare policies inevitably always fail. These policies never at-
tain those—allegedly benefi cial—ends which the government and the 
self-styled progressives who advocated them wanted to attain, but—on 
the contrary—bring about a state of affairs which—from the very point 
of view of the government and its supporters—is even more unsatis-
factory than the previous state of affairs they wanted to “improve.” If 
the government does not repeal its fi rst intervention, it is induced to 
supplement it by further acts of intervention. As these fail again, still 
more meddling with business is resorted to until all economic freedom 
has been virtually abolished. What emerges is the system of all-round 
planning, i.e., socialism of the type which the German Hindenburg 
Plan was aiming at in the First World War and which was later put into 
effect by Hitler after his seizure of power, and by the British Coalition 
Cabinet in the Second World War.

The main error that prevents many of our contemporaries from ad-
equately comprehending the signifi cance of various party programs 
and the trend of the welfare policies is their failure to recognize that 
there is apart from outright nationalization of all plants and farms (as 
effected in Russia and China) a second method for the full realization 
of socialism. Under this system that is commonly called “planning” 
(or, in war time, war socialism) the various plants and farms remain 
outwardly and seemingly units, but they become entirely and uncondi-
tionally subject to the orders of the supreme planning authority. Every 
citizen, whatever his nominal position in the economic system may 
be, is bound to toil in strict compliance with the orders of the plan-
ning board, and his income—the amount he is permitted to spend for 
his consumption—is exclusively determined by these orders. Some la-
bels and terms of the capitalistic system may be preserved, but they 
signify under the altered conditions something entirely different from 
what they used to signify in the market economy. Other terms may 
be changed. Thus in Hitler Germany the head of an outfi t who sup-
planted the entrepreneur or the corporation president of the market 
economy was styled “shop manager” (Betriebsführer) and the labor 
force “followers” (Gefolgschaft). As the theoretical pace-makers of this 
system, e.g., the late Professor Othmar Spann, has pointed out again 
and again, it retains only the name of private ownership, while in fact 
there is exclusively public—state—ownership.

Only by paying full attention to these fundamental issues can one 
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form a correct appreciation of the political controversies in the nations 
of Western civilization. For if socialism and communism should suc-
ceed in these countries, it will be the socialism of the planning scheme 
and not the socialism of the nationalization scheme. The latter is a 
method applicable to predominantly agricultural countries like those 
of Eastern Europe and Asia. In the industrial countries of the West 
the planning scheme is more popular because even the most fanatical 
statolatrists shrink from directly nationalizing the intricate apparatus of 
modern manufacturing.

Yet the “planning scheme” is just as destructive of freedom as the 
“nationalization scheme” and both lead on to the authoritarian state.
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Ideas

part 4

Profi t is a product of the mind, of success in anticipating the future 

state of the market. It is a spiritual and intellectual phenomenon. . . .

Men must choose between capitalism and socialism. Th ey cannot 

avoid this dilemma by resorting to a capitalist system without entre-

preneurial profi t. . . . If control of production is shift ed from the hands 

of entrepreneurs, daily anew elected by a plebiscite of the consumers, 

into the hands of the supreme commander . . . neither representative 

government nor any civil liberties can survive. 

—“Profi t and Loss”
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My Contributions to Economic Th eory

Your kind invitation to address you on my contributions to economic 
theory honors me greatly. It is not an easy task. Looking back on my 
work, I realize very well that the share of one individual in the total 
achievements of an epoch is small indeed, that he is indebted not only 
to his predecessors and teachers, but to all his colleagues and no less to 
his pupils. I know how much I owe to the economists of this country 
in particular since the time, many years ago, when my teacher Böhm-
Bawerk directed my attention to the study of the works of John Bates 
Clark, Frank A. Fetter, and other American scholars. And during all 
my activities, the recognition of my contributions by American econo-
mists encouraged me. Nor can I forget that, when still a student at the 
University of Vienna, I published a monograph on the development of 
Austrian labor legislation, an American economist was the fi rst who 
showed an interest in it. And later the fi rst scholar who appreciated 
my The Theory of Money and Credit was again an American, my dis-
tinguished friend Professor B. M. Anderson, in his book The Value of 
Money, published in 1917.

Monetary Theory

When I fi rst began to study the problems of monetary theory there was 
a general belief, namely, that modern marginal utility economics was 
unable to deal with monetary theory in a satisfactory way. Helfferich 
was the most outspoken of those who held this opinion. In his Treatise 
on Money he tried to establish that marginal utility analysis must nec-
essarily fail in its attempts to build up a theory of money.

Address delivered before the economics faculty of New York University at the Faculty Club on 
November 20, 1940.
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This challenge provided me with the incentive to use the methods 
of modern marginal utility economics in the study of monetary prob-
lems. To do so I had to use an approach radically different from that of 
the mathematical economists who try to establish the formulas of the 
so-called equation of exchange.

In dealing with such an equation the mathematical economist as-
sumes that something (obviously, one of the elements of the equation) 
changes and that corresponding changes in the other values must 
needs follow. These elements of the equation are not items in the in-
dividual’s economy, but categories of the whole economic system, and 
consequently the changes do not occur with individuals but with the 
whole system, with the Volkswirtschaft as a whole. This way of reason-
ing is eminently unrealistic and differs radically from the procedure of 
modern catallactics.* It is a return to the manner of reasoning which 
doomed to frustration the work of the older Classical economists. 
Monetary problems are economic problems and have to be dealt with 
in the same way as all other economic problems. The monetary econo-
mist does not have to deal with universal entities like volume of trade 
meaning total volume of trade, or quantity of money meaning all the 
money current in the whole economic system. Still less can he make 
use of the nebulous metaphor “velocity of circulation.” He has to real-
ize that the demand for money arises from the preferences of individu-
als within a market society. Because everybody wishes to have a certain 
amount of cash, sometimes more, sometimes less, there is a demand 
for money. Money is never simply in the economic system, money is 
never simply circulating. All the money available is always in the cash-
holdings of somebody. Every piece of money may one day—sometimes 
oftener, sometimes more seldom—pass from one man’s cash-holding to 
another man’s. But at every moment it is owned by somebody and is a 
part of somebody’s cash-holdings. The decisions of individuals regard-
ing the magnitude of their cash-holding, their choices between the dis-
utility of holding more cash and its advantages constitute the ultimate 
factor in the formation of purchasing power.

* Catallactics is a name for the science of exchanges, the “branch of knowledge to investigate 
the market phenomena, that is, the determination of the mutual exchange ratios of the goods 
and services negotiated on markets, their origin in human action and their effects upon later 
action.” Mises, Human Action [1966, 1996, and Liberty Fund, 2007], page 232.
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Changes in the supply of money or in the demand for it can never 
occur for all individuals at the same time and to the same extent and 
they, therefore, never affect their judgments of value and their behav-
ior as buyers and sellers to the same degree. Therefore the changes in 
prices do not affect all commodities at the same time and to the same 
degree. The over-simple formula both of the primitive quantity theory 
and of contemporary mathematical economists according to which 
prices, that is, all prices, rise or fall in the proportion of the increase or 
decrease in the quantity of money is absolutely wrong.

We have to study monetary changes as changes which occur fi rst 
for some groups of individuals only and slowly spread over the whole 
economic system to the extent that the additional demand of those fi rst 
benefi ted reaches other classes of individuals. Only in this way can 
we obtain a realistic insight into the social consequences of monetary 
changes.

The Business Cycle

Taking this as my point of departure I developed a general theory of 
money and credit and tried to explain the business cycle as a credit 
phenomenon. This theory, which is today styled the monetary theory 
or sometimes the Austrian theory of the trade cycle, led me to make 
some criticism of the continental, especially of the German, credit 
system. Readers were at fi rst more interested in my pessimistic judg-
ment of the trends of German Central Bank policy and my pessimistic 
forecast which nobody believed in 1912 until a few years later things 
turned out much worse even than I had predicted. It is the fate of the 
economist that people are more interested in his conclusions than in 
his explanations, and that they are reluctant to abandon a policy whose 
undesired but inevitable results the economist has demonstrated.

Economic Calculation under Socialism

From my studies of monetary and credit problems, which later stimu-
lated me to found the Austrian Institute of Business Cycle Research, I 
came to the study of the problem of economic calculation within a so-
cialist community. In my essay on economic calculation in a socialist 
world, fi rst published in 1920, and then later in my book on Socialism, I 
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have proved that an economic system, where there is no private owner-
ship of the means of production, could not fi nd any criterion for deter-
mining the values of the factors of production and therefore could not 
calculate. Since I fi rst touched upon this point, many dozens of books 
and many hundreds of articles published in different languages have 
dealt with the problem; this discussion has left my thesis unshattered. 
The treatment of the problems connected with planning, of course to-
tal planning and socialization, has been given a completely new direc-
tion by the indication of this as the crucial point.

Is There a Middle Way?

From the comparative study of the essential features both of capitalist 
and socialist economy I came to the related problem of whether, apart 
from these two thinkable systems of social cooperation, i.e., private 
ownership of the means of production and public ownership, there is 
a third possible social system. Such a third solution, a system which 
its proponents claim is neither socialism nor capitalism, but midway 
between both and avoiding the disadvantages of each and retaining 
the advantages of both, has again and again been suggested. I tried to 
examine the economic implications of these systems of government 
interference and to demonstrate that they can never attain the ends 
which people wish to attain with them. I later broadened the fi eld of 
my research in order to include the problems of the stato corporativo, 
the panacea recommended by fascism.

Human Action

Occupation with all these problems made necessary an approach to 
the question of the values and ends of human activity. The reproach of 
sociologists to the effect that economists deal only with an unrealistic 
“economic man” could no longer be endured. I tried to demonstrate 
that the economists were never so narrow as their critics believed. The 
prices whose formation we try to explain are a function of demand and 
it does not make any difference what kind of motives actuated those in-
volved in the transaction. It is immaterial whether the motives of those 
who wish to buy are egoistic or altruistic, moral or immoral, patriotic or 
unpatriotic. Economics deals with the scarce means of attaining ends, 
irrespective of the quality of the ends. The ends are beyond the scope 
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of rationality, but every action of a conscious being directed towards 
a specifi c goal is necessarily rational. It is futile to convict economics 
because it is rational and deals with rationality. Of course, science is 
always rational.

In my treatise on economic theory,* published in the German*lan-
guage in Geneva a few months ago—an English edition will be pub-
lished in the near future†—I have dealt not only with the economic 
problems of a market society but in the same way with the economics 
of all other thinkable types of social cooperation. I think that this is in-
dispensable in a world where the fundamental principles of economic 
organization are at stake.

I try in my treatise to consider the concept of static equilibrium as in-
strumental only and to make use of this purely hypothetical abstraction 
only as a means of approaching an understanding of a continuously 
changing world. It is one of the shortcomings of many economic theo-
rists that they have forgotten the purpose underlying the introduction 
of this hypothetical concept into our analysis. We cannot do without 
this notion of a world where there is no change; but we have to use it 
only for the purpose of studying changes and their consequences, that 
means for the study of risk and uncertainty and therefore of profi ts and 
losses.

Capital Accumulation and Interest Theory

The logical result of this view is the disintegration of some mythical 
interpretations of economic entities. The almost metaphysical use of 
terms like capital has to be avoided. There is in nature nothing which 
corresponds to the terms capital or income. There are different com-
modities, producers goods, and consumers goods; it is the intention of 
the individuals or of acting groups which makes some goods capital 
and others income. The maintenance of capital or the accumulation 
of new capital is always the outcome of a conscious action on the part 
of men who restrict their consumption to limits which do not reduce 
the value of the stock available. It is a mistake to assume the immuta-

* Nationalökonomie, Theorie des Handelns und Wirtschaftens, Éditions Union, Geneva, 
Switzerland, May 1940, 772 pages.
† [Editor’s note: Mises’s Human Action, fi rst published by Yale University Press in 1949, was a 
complete rewrite, not a translation, of his 1940 Nationaloekonomie.]
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bility of the capital stock as something natural which does not require 
special attention. In this respect I have to disagree with the opinions of 
one of the most eminent economists of our time, with Professor Knight 
of Chicago.

The weak point of the Böhm-Bawerkian theory [of capital and inter-
est] is not, as Professor Knight believes, the useless introduction of the 
concept of the period of production. It is a more serious defi ciency that 
Böhm-Bawerk reverts to the errors of the so-called productivity theory. 
Like Professor Fetter of Princeton I aimed at an elimination of this 
weakness by basing the explanation of interest on time preference only.

The touchstone of any economic theory is according to an oft-
quoted dictum, the treatment of the trade cycle. I have tried not only 
to restate the monetary theory of the cycle but also to demonstrate that 
all other explanations cannot avoid using the main argument of this 
theory. Of course, the boom means an upward movement of prices or 
at least a compensation for tendencies working toward falling prices, 
and to explain this requires the postulation of a rising supply of credit 
or money.

Economist’s Role: Challenge Economic Error

In every part of my treatise I try to take into account the relative weight 
to be assigned to different institutional factors and to different eco-
nomic data. I further discuss the objections raised not only by differ-
ent theoretical schools but also by those who deny the possibility of 
any economic science. The economist has to answer those who believe 
that there is no such thing as a universally valid science of society, who 
doubt the unity of human logic and experience and try to replace what 
they call international and, therefore, as they say, vain knowledge with 
doctrines which represent the peculiar point of view of their own class, 
nation or race. We do not have the right to let these pretensions pass 
unchallenged even if we have to assert truths which to us seem obvious. 
But it is sometimes necessary to repeat truths because we fi nd repeated 
instances of the old errors.
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A few years ago a House of Representatives subcommittee on publicity 
and propaganda in the executive departments, under the chairman-
ship of Representative Forest A. Harness, investigated federal propa-
ganda operations. On one occasion the committee had as a witness 
a government-employed doctor. When asked if his public speeches 
throughout the country presented both sides of the discussion touch-
ing compulsory national health insurance, this witness answered: “I 
don’t know what you mean by both sides.”

This naive answer throws light on the state of mind of people who 
proudly call themselves progressive intellectuals. They simply do not 
imagine that any argument could be advanced against the various 
schemes they are suggesting. As they see it, everybody, without asking 
questions, must support every project aiming at more and more govern-
ment control of all aspects of the citizen’s life and conduct. They never 
try to refute the objections raised against their doctrines. They prefer, 
as Mrs. Eleanor Roosevelt recently did in her column, to call dishonest 
those with whom they do not agree.

Many eminent citizens hold educational institutions responsible for 
the spread of this bigotry. They sharply criticize the way in which eco-
nomics, philosophy, sociology, history and political science are taught 
at most American universities and colleges. They blame many teachers 
for indoctrinating their students with the ideas of all-round planning, 
socialism and communism. Some of those attacked try to deny any 
responsibility. Others, realizing the futility of this mode of defense, cry 
out about “persecution” and infringement of “academic freedom.”

14

Economic Teaching at the Universities

Originally published in The Freeman, April 7, 1952, as “Our Leftist Economic Teaching.” Re-
printed with permission from the Foundation for Economic Education.
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Yet what is unsatisfactory with present-day academic conditions—
not only in this country but in most foreign nations—is not the fact 
that many teachers are blindly committed to Veblenian, Marxian and 
Keynesian fallacies, and try to convince their students that no tenable 
objections can be raised against what they call progressive policies. The 
mischief is rather to be seen in the fact that the statements of these 
teachers are not challenged by any criticism in the academic sphere. 
The pseudo-liberals monopolize the teaching jobs at many universities. 
Only men who agree with them are appointed as teachers and instruc-
tors of the social sciences, and only textbooks supporting their ideas are 
used. The essential question is not how to get rid of inept teachers and 
poor textbooks. It is how to give the students an opportunity to hear 
something about the ideas of economists rejecting the tenets of the 
interventionists, infl ationists, Socialists and Communists.

Methods of the “Progressive” Teachers

Let us illustrate the matter by reviewing a recently published book. A 
professor of Harvard University edits, with the support of an advisory 
committee whose members are all like himself professors of economics 
at Harvard University, a series of textbooks, the “Economics Handbook 
Series.” In this series there was published a volume on socialism. Its au-
thor, Paul M. Sweezy, opens his preface with the declaration that the 
book “is written from the standpoint of a Socialist.” The editor of the 
series, Professor Seymour E. Harris, in his introduction goes a step fur-
ther in stating that the author’s “viewpoint is nearer that of the group 
which determines Soviet policy than the one which now [1949] holds 
the reins of government in Britain.” This is a mild description of the 
fact that the volume is from the fi rst to the last page an uncritical eu-
logy of the Soviet system.

Now it is perfectly legitimate for Dr. Sweezy to write such a book 
and for professors to edit and to publish it. The United States is a free 
country—one of the few free countries left in the world—and the Con-
stitution and its amendments grant to everybody the right to think as 
he likes and to have published in print what he thinks. Sweezy has in 
fact unwittingly rendered a great service to the discerning public. For 
his volume clearly shows to every judicious reader conversant with eco-
nomics that the most eminent advocates of socialism are at their wits’ 
end, do not know how to advance any plausible argument in favor of 
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their creed, and are utterly at a loss to refute any of the serious objec-
tions raised against it.

But the book is not designed for perspicacious scholars well ac-
quainted with the social sciences. It is, as the editors’ introduction em-
phasizes, written for the general reader in order to popularize ideas 
and especially also for use in the classroom. Laymen and students who 
know nothing or very little about the problems involved will draw all 
their knowledge about socialism from it. They lack the familiarity with 
theories and facts which would enable them to form an independent 
opinion about the various doctrines expounded by the author. They 
will accept all his theses and descriptions as incontestable science and 
wisdom. How could they be so presumptuous as to doubt the reliability 
of a book, written, as the introduction says, by an “authority” in the 
fi eld and sponsored by a committee of professors of venerable Harvard!

The shortcoming of the committee is not to be seen in the fact 
that they have published such a book, but in the fact that their series 
contains only this book about socialism. If they had, together with 
Dr. Sweezy’s book, published another volume critically analyzing com-
munist ideas and the achievements of socialist governments, nobody 
could blame them for disseminating communism. Decency should 
have impelled them to give the critics of socialism and communism 
the same chance to represent their views to the students of universities 
and colleges as they gave to Dr. Sweezy.

On every page of Dr. Sweezy’s book one fi nds really amazing state-
ments. Thus, in dealing with the problem of civil rights under a social-
ist regime, he simply equates the Soviet Constitution with the Ameri-
can Constitution. Both, he declares, are

generally accepted as the statement of the ideals which ought to guide 
the actions of both the state and the individual citizen. That these ideals 
are not always lived up to—either in the Soviet Union or in the United 
States—is certainly both true and important; but it does not mean that 
they do not exist or that they can be ignored, still less that they can be 
transformed into their opposite.

Leaving aside most of what could be advanced to explode this rea-
soning, there is need to realize that the American Constitution is not 
merely an ideal but the valid law of the country. To prevent it from 
becoming a dead letter there is an independent judiciary culminating 
in the Supreme Court. Without such a guardian of law and legality 
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any law can be and is ignored and transformed into its opposite. Did 
Dr. Sweezy never become aware of this nuance? Does he really believe 
that the millions languishing in Soviet prisons and labor camps can 
invoke habeas corpus?

To say it again: Dr. Sweezy has the right—precisely because the 
American Bill of Rights is not merely an ideal, but an enforced law—to 
transform every fact into its opposite. But professors who hand out such 
praise of the Soviets to their students without informing them about 
the opinions of the opponents of socialism must not raise the cry of 
witchhunt if they are criticized.

Professor Harris in his introduction contends that “those who fear 
undue infl uence of the present volume may be cheered by a forthcom-
ing companion volume on capitalism in this series written by one as 
devoted to private enterprise as Dr. Sweezy is to socialism.” This vol-
ume, written by Professor David McCord Wright of the University of 
Virginia, has been published in the meantime. It deals incidentally also 
with socialism and tries to explode some minor socialist fallacies, such 
as the doctrine of the withering away of the State, a doctrine which 
even the most fanatical Soviet authors relegate today to an insignifi cant 
position. But it certainly cannot be considered a satisfactory substitute, 
or a substitute at all, for a thoroughly critical examination of the whole 
body of socialist and communist ideas and the lamentable failure of all 
socialist experiments.

Some of the teachers try to refute the accusations of ideological intol-
erance leveled against their universities and to demonstrate their own 
impartiality by occasionally inviting a dissenting outsider to address 
their students. This is mere eyewash. One hour of sound economics 
against several years of indoctrination of errors! The present writer may 
quote from a letter in which he declined such an invitation:

What makes it impossible for me to present the operation of the mar-
ket economy in a short lecture—whether fi fty minutes or twice fi fty 
minutes—is the fact that people, infl uenced by the prevailing ideas on 
economic problems, are full of erroneous opinions concerning this sys-
tem. They are convinced that economic depressions, mass unemploy-
ment, monopoly, aggressive imperialism and wars, and the poverty of 
the greater part of mankind, are caused by the unhampered operation of 
the capitalist mode of production.
 If a lecturer does not dispel each of these dogmas, the impression left 
with the audience is unsatisfactory. Now, exploding any one of them re-
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quires much more time than that assigned to me in your program. The 
hearers will think: “He did not refer at all to this” or “He made only a 
few casual remarks about that.” My lecture would rather confi rm them 
in their misunderstanding of the system. . . . If it were possible to ex-
pound the operation of capitalism in one or two short addresses, it would 
be a waste of time to keep the students of economics for several years at 
the universities. It would be diffi cult to explain why voluminous text-
books have to be written about this subject. . . . It is these reasons that 
impel me reluctantly to decline your kind invitation.

The Alleged Impartiality of the Universities

The pseudo-progressive teachers excuse their policy of barring all those 
whom they smear as old-fashioned reactionaries from access to teach-
ing positions by calling these men biased.

The reference to bias is quite out of place if the accuser is not in a 
position to demonstrate clearly in what the defi ciency of the smeared 
author’s doctrine consists. The only thing that matters is whether a 
doctrine is sound or unsound. This is to be established by facts and 
deductive reasoning. If no tenable arguments can be advanced to in-
validate a theory, it does not in the least detract from its correctness if 
the author is called names. If, on the other hand, the falsity of a doc-
trine has already been clearly demonstrated by an irrefutable chain of 
reasoning, there is no need to call its author biased.

A biographer may try to explain the manifestly exploded errors of 
the person whose life he is writing about by tracing them back to bias. 
But such psychological interpretation is immaterial in discussions con-
cerning the correctness or falsity of a theory. Professors who call those 
with whom they disagree biased merely confess their inability to dis-
cover any fault in their adversaries’ theories.

Many “progressive” professors have for some time served in one of 
the various alphabetical government agencies. The tasks entrusted to 
them in the bureaus were as a rule ancillary only. They compiled sta-
tistics and wrote memoranda which their superiors, either politicians 
or former managers of corporations, fi led without reading. The profes-
sors did not instill a scientifi c spirit into the bureaus. But the bureaus 
gave them the mentality of authoritarianism. They distrust the popu-
lace and consider the State (with a capital S) as the God-sent guardian 
of the wretched underlings. Only the Government is impartial and un-
biased. Whoever opposes any expansion of governmental powers is by 
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this token unmasked as an enemy of the commonweal. It is manifest 
that he “hates” the State.

Now if an economist is opposed to the socialization of industries, he 
does not “hate” the State. He simply declares that the commonwealth 
is better served by private ownership of the means of production than 
by public ownership. Nobody could pretend that experience with na-
tionalized enterprises contradicts this opinion.

Another typically bureaucratic prejudice which the professors ac-
quired in Washington is to call the attitudes of those opposing govern-
ment controls and the establishment of new offi ces “negativism.” In 
the light of this terminology all that has been achieved by the Ameri-
can individual enterprise system is only “negative”; the bureaus alone 
are “positive.”

There is, furthermore, the spurious antithesis “plan or no plan.” 
Only totalitarian government planning that reduces the citizens to 
mere pawns in the designs of the bureaucracy is called planning. The 
plans of the individual citizens are simply “no plans.” What semantics!

How Modern History Is Taught

The progressive intellectual looks upon capitalism as the most ghastly 
of all evils. Mankind, he contends, lived rather happily in the good 
old days. But then, as a British historian said, the Industrial Revolu-
tion “fell like a war or a plague” on the peoples. The “bourgeoisie” 
converted plenty into scarcity. A few tycoons enjoy all luxuries. But, 
as Marx himself observed, the worker “sinks deeper and deeper” be-
cause the bourgeoisie “is incompetent to assure an existence to its slave 
within his slavery.”

Still worse are the intellectual and moral effects of the capitalist 
mode of production. There is but one means, the progressive believes, 
to free mankind from the misery and degradation produced by laissez-
faire and rugged individualism, viz., to adopt central planning, the sys-
tem with which the Russians are successfully experimenting. It is true 
that the results obtained by the Soviets are not yet fully satisfactory. 
But these shortcomings were caused only by the peculiar conditions of 
Russia. The West will avoid the pitfalls of the Russians and will realize 
the Welfare State without the merely accidental features that disfi g-
ured it in Russia and in Hitler Germany.

Such is the philosophy taught at most present-day schools and prop-
agated by novels and plays. It is this doctrine that guides the actions 
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of almost all contemporary governments. The American “progressive” 
feels ashamed of what he calls the social backwardness of his country. 
He considers it a duty of the United States to subsidize foreign socialist 
governments lavishly in order to enable them to go on with their ruin-
ous socialist ventures. In his eyes the real enemy of the American peo-
ple is Big Business, that is, the enterprises which provide the American 
common man with the highest standard of living ever reached in his-
tory. He hails every step forward on the road toward all-round control 
of business as progress. He smears all those who hint at the pernicious 
effects of waste, defi cit spending and capital decumulation as reaction-
aries, economic royalists and Fascists. He never mentions the new or 
improved products which business almost every year makes accessible 
to the masses. But he goes into raptures about the rather questionable 
achievements of the Tennessee Valley Authority, the defi cit of which is 
made good out of taxes collected from Big Business.

The most infatuated expositors of this ideology are to be found in 
the university departments of history, political science, sociology and 
literature. The professors of these departments enjoy the advantage, 
in referring to economic issues, that they are talking about a subject 
with which they are not familiar at all. This is especially fl agrant in the 
case of historians. The way in which the history of the last two hun-
dred years has been treated is really a scandal. Only recently eminent 
scholars have begun to unmask the crude fallacies of Lujo Brentano, 
the Webbs, the Hammonds, Tawney, Arnold Toynbee, Elie Halévy, 
the Beards and other authors. At the last meeting of the Mont Pèlerin 
Society the occupant of the chair of economic history at the London 
School of Economics, Professor T. S. Ashton, presented a paper in 
which he pointed out that the commonly accepted views of the eco-
nomic developments of the nineteenth century “are not informed by 
any glimmering of economic sense.” The historians tortured the facts 
when they concocted the legend that “the dominant form of organiza-
tion under industrial capitalism, the factory, arose out of the demands, 
not of ordinary people, but of the rich and the rulers.”

The truth is that the characteristic feature of capitalism was and 
is mass production for the needs of the masses. Whenever the fac-
tory with its methods of mass production by means of power-driven 
machines invaded a new branch of production, it started with cheap 
goods for the broad masses. The factories turned to the production of 
more refi ned and therefore more expensive merchandise only at a later 
stage, when the unprecedented improvement which they had caused 
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in the masses’ standard of living made it reasonable to apply the meth-
ods of mass production to better articles as well. Big business caters to 
the needs of the many; it depends exclusively upon mass consumption. 
In his capacity as consumer the common man is the sovereign whose 
buying or abstention from buying decides the fate of entrepreneurial 
activities. The “proletarian” is the much-talked-about customer who is 
always right.

The most popular method of deprecating capitalism is to make it 
responsible for every condition which is considered unsatisfactory. Tu-
berculosis, and, until a few years ago, syphilis, were called diseases of 
capitalism. The destitution of scores of millions in countries like India, 
which did not adopt capitalism, is blamed on capitalism. It is a sad 
fact that people become debilitated in old age and fi nally die. But this 
happens not only to salesmen but also to employers, and it was no less 
tragic in the pre-capitalistic ages than it is under capitalism. Prostitu-
tion, dipsomania and drug addiction are all called capitalist vices.

Whenever people discuss the alleged misdeeds of the capitalists, a 
learned professor or a sophisticated artist refers to the high income of 
movie stars, boxers and wrestlers. But who contributes more to these 
incomes, the millionaires or the “proletarians”?

It must be admitted that the worst excesses in this propaganda are 
not committed by professors of economics but by the teachers of the 
other social sciences, by journalists, writers and sometimes even by 
ministers. But the source from which all the slogans of this hectic fa-
naticism spring is the teachings handed down by the “institutionalist” 
school of economic policies. All these dogmas and fallacies can be ulti-
mately traced back to allegedly economic doctrines.

The Proscription of Sound Economics

The Marxians, Keynesians, Veblenians and other “progressives” know 
very well that their doctrines cannot stand any critical analysis. They 
are fully aware of the fact that one representative of sound economics 
in their department would nullify all their teachings. This is why they 
are so anxious to bar every “orthodox” from access to the strongholds of 
their “un-orthodoxy.”

The worst consequence of this proscription of sound economics is 
the fact that gifted young graduates shun the career of an academic 
economist. They do not want to be boycotted by universities, book re-
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viewers and publishing fi rms. They prefer to go into business or the 
practice of law, where their talents will be fairly appreciated. It is mainly 
compromisers, who are not eager to fi nd out the shortcomings of the 
offi cial doctrine, who aspire to the teaching positions. There are few 
competent men left to take the place of the eminent scholars who die 
or reach the retirement age. Among the rising generation of instructors 
are hardly any worthy successors of such economists as Frank A. Fetter 
and Edwin W. Kemmerer of Princeton, Irving Fisher of Yale and Ben-
jamin M. Anderson of California.

There is but one way to remedy this situation. True economists must 
be given the same opportunity in our faculties which only the advo-
cates of socialism and interventionism enjoy today. This is surely not 
too much to ask as long as this country has not yet gone totalitarian.
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The outlook of many eminent champions of genuine liberalism is 
rather pessimistic today. As they see it, the vitriolic slogans of the so-
cialists and interventionists call forth a better response from the masses 
than the cool reasoning of judicious men. The majority of the voters are 
just dull and mentally inert people who dislike thinking and are easily 
deceived by the enticing promises of irresponsible pied pipers. Subcon-
scious inferiority complexes and envy push people toward the parties 
of the left. They rejoice in the policies of confi scating the greater part 
of the income and wealth of successful businessmen without grasping 
the fact that these policies harm their own material interests. Disre-
garding all the objections raised by economists, they fi rmly believe that 
they can get many good things for nothing. Even in the United States 
people, although enjoying the highest standard of living ever attained 
in history, are prepared to condemn capitalism as a vile economy of 
scarcity and to indulge in daydreams about an economy of abundance 
in which everybody will get everything “according to his needs.” The 
case for freedom and material prosperity is hopeless. The future be-
longs to the demagogues who know nothing else than to dissipate the 
capital accumulated by previous generations. Mankind is plunging into 
a return to the dark ages. Western civilization is doomed.

The Ideas of the Masses Come from Intellectuals

The main error of this widespread pessimism is the belief that the de-
structionist ideas and policies of our age sprang from the proletarians 
and are a “revolt of the masses.” In fact, the masses, precisely because 

15

The Political Chances of 
Genuine Liberalism

First printed in Farmand, February 17, 1951, Oslo, Norway.
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they are not creative and do not develop philosophies of their own, fol-
low the leaders. The ideologies which produced all the mischiefs and 
catastrophes of our century are not an achievement of the mob. They 
are the feat of pseudo-scholars and pseudo-intellectuals. They were 
propagated from the chairs of universities and from the pulpit, they 
were disseminated by the press, by novels and plays, and by the mov-
ies and the radio. The intellectuals converted the masses to socialism 
and interventionism. These ideologies owe the power they have today 
to the fact that all means of communication have been turned over to 
their supporters and almost all dissenters have been virtually silenced. 
What is needed to turn the fl ood is to change the mentality of the in-
tellectuals. Then the masses will follow suit.

Furthermore it is not true that the ideas of genuine liberalism are too 
complicated to appeal to the untutored mind of the average voter. It is 
not a hopeless task to explain to the wage earners that the only means 
to raise wage rates for all those eager to fi nd jobs and to earn wages is to 
increase the per head quota of capital invested. The pessimists under-
rate the mental abilities of the “common man” when they assert that 
he cannot grasp the disastrous consequences of policies resulting in 
capital decumulation. Why do all “underdeveloped countries” ask for 
American aid and American capital? Why do they not rather expect 
aid from socialist Russia?

Government Programs Raise Prices

The acme of the policies of all self-styled progressive parties and gov-
ernments is to raise artifi cially the prices of vital commodities above 
the height they would have attained on the markets of unhampered 
laissez-faire capitalism. Only an infi nitesimal fraction of the American 
people is interested in the preservation of a high price for sugar. The 
immense majority of the American voters are buyers and consumers, 
not producers and sellers of sugar. Nonetheless the American govern-
ment is fi rmly committed to a policy of high sugar prices by rigorously 
restricting both the importation of sugar from abroad and domestic 
production. Similar policies are adopted with regard to the prices of 
bread, meat, butter, eggs, potatoes, cotton and many other agricultural 
products. It is a serious blunder to call this procedure indiscriminately 
a pro-farmers policy. Less than one fi fth of the United States’s total 
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population are dependent upon agriculture for a living. Yet the inter-
ests of these people with regard to the prices of various agricultural 
products are not identical. The dairyman is not interested in a high, 
but in a low price for wheat, fodder, sugar and cotton. The owners of 
chicken farms are hurt by high prices of any agricultural product but 
chickens and eggs. It is obvious that the growers of cotton, grapes, or-
anges, apples, grapefruit and cranberries are prejudiced by a system 
which raises the prices of staple foods. Most of the items of the so-
called pro-farm policy favor only a minority of the total farming popu-
lation at the expense of the majority not only of the non-farming, but 
also of the farming population.

Things are hardly different in other fi elds. When the railroadmen 
or the workers of the building trades, supported by laws and admin-
istrative practices which are admittedly loaded against their employ-
ers, indulge in feather-bedding and other devices allegedly destined to 
“create more jobs,” they are unfairly fl eecing the immense majority of 
their fellow citizens. The unions of the printers enhance the prices of 
books and periodicals and thus affect all people eager to read and to 
learn. The so-called pro-labor policies bring about a state of affairs un-
der which each group of wage earners is intent upon improving their 
own conditions at the expense of the consumers, viz., the enormous 
majority.

Nobody knows today whether he wins more from those policies 
which are favoring the group to which he himself belongs than he 
loses on account of the policies which favor all the other groups. But 
it is certain that all are adversely affected by the general drop in the 
productivity of industrial effort and output which these allegedly ben-
efi cial policies inevitably bring about.

Until a few years ago the advocates of these unsuitable policies tried 
to defend them by pointing out that their incidence reduces only the 
wealth and income of the rich and benefi ts the masses at the sole ex-
pense of useless parasites. There is no need to explode the fallacies of 
this reasoning. Even if we admit its conclusiveness for the sake of argu-
ment, we must realize that, with the exception of a few countries, this 
“surplus” fund of the rich has already been exhausted. Even Mr. Hugh 
Gaitskell, Sir Stafford Cripps’s successor as the Führer of Great Britain’s 
economy, could not help declaring that “there is not enough money to 
take away from England’s rich to raise standards of living any further.” 
In the United States the policy of “soaking the rich” has not yet gone so 
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far as that. But if the trend of American politics is not entirely reversed 
very soon, this richest of all countries will have to face the same situa-
tion in a few years.

Prospects for a Genuine Liberal Revival

Conditions being such, the prospects for a genuinely liberal revival 
may appear propitious. At least fi fty per cent of the voters are women, 
most of them housewives or prospective housewives. To the common 
sense of these women a program of low prices will make a strong ap-
peal. They will certainly cast their ballot for candidates who proclaim: 
Do away peremptorily with all policies and measures destined to en-
hance prices above the height of the unhampered market! Do away 
with all this dismal stuff of price supports, parity prices, tariffs and 
quotas, intergovernmental commodity control agreements and so on! 
Abstain from increasing the quantity of money in circulation and from 
credit expansion, from all illusory attempts to lower the rate of interest 
and from defi cit spending! What we want is low prices.

In the end these judicious householders will even succeed in con-
vincing their husbands.

In the Communist Manifesto Karl Marx and Frederick Engels as-
serted: “The cheap prices of its commodities are the heavy artillery 
with which capitalism batters down all Chinese walls.” We may hope 
that these cheap prices will also batter down the highest of all Chinese 
walls, viz., those erected by the folly of bad economic policies.

To express such hopes is not merely wishful thinking.
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Trends Can Change

One of the cherished dogmas implied in contemporary fashionable 
doctrines is the belief that tendencies of social evolution as manifested 
in the recent past will prevail in the future too. Study of the past, it is 
assumed, discloses the shape of things to come. Any attempt to reverse 
or even to stop a trend is doomed to failure. Man must submit to the 
irresistible power of historical destiny.

To this dogma is added the Hegelian idea of progressive improve-
ment in human conditions. Every later stage of history, Hegel taught, is 
of necessity a higher and more perfect state than the preceding one, is 
progress toward the ultimate goal which God in his infi nite goodness 
set for mankind. Thus any doubt with regard to the excellence of what 
is bound to come is unwarranted, unscientifi c and blasphemous. Those 
fi ghting “progress” are not only committed to a hopeless venture. They 
are also morally wicked, reactionary, for they want to prevent the emer-
gence of conditions that will benefi t the immense majority.

From the point of view of this philosophy its adepts, the self-styled 
“progressives,” deal with the fundamental issues of economic policies. 
They do not examine the merits and demerits of suggested measures 
and reforms. This would, in their eyes, be unscientifi c. As they see it, 
the only question that has to be answered is whether such proposed 
innovations do or do not agree with the spirit of our age and follow the 
direction which destiny has ordained for the course of human affairs. 
The drift of the policies of the recent past teaches us what is both ines-
capable and benefi cial. The only legitimate source for the cognition of 
what is salutary and has to be accomplished today is the knowledge of 
what was accomplished yesterday.

Originally published in The Freeman, February 12, 1951. Reprinted with permission from the 
Foundation for Economic Education.
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In the last decades there prevailed a trend toward more and more 
government interference with business. The sphere of the private citi-
zen’s initiative was narrowed down. Laws and administrative decrees 
restricted the fi eld in which entrepreneurs and capitalists were free to 
conduct their activities in compliance with the wishes of the consumers 
as manifested in the structure of the market. From year to year an ever-
increasing portion of profi ts and interest on capital invested was confi s-
cated by taxation of corporation earnings and individual incomes and 
estates. “Social” control, i.e., government control, of business is step 
by step substituted for private control. The “progressives” are certain 
that this trend toward wresting “economic” power from the parasitic 
“leisure class” and its transfer to “the people” will go on until the “wel-
fare state” will have supplanted the nefarious capitalistic system which 
history has doomed for ever. Notwithstanding sinister machinations 
on the part of “the interests,” mankind, led by government economists 
and other bureaucrats, politicians, and union bosses, marches steadily 
toward the bliss of an earthly paradise.

The prestige of this myth is so enormous that it quells any opposi-
tion. It spreads defeatism among those who do not share the opinion 
that everything which comes later is better than what preceded and are 
fully aware of the disastrous effects of all-round planning, i.e., totalitar-
ian socialism. They, too, meekly submit to what, the pseudo-scholars 
tell them, is inevitable. It is this mentality of passively accepting defeat 
that has made socialism triumph in many European countries and may 
very soon make it conquer in this country too.

The Marxian dogma of the inevitability of socialism was based on 
the thesis that capitalism necessarily results in progressive impoverish-
ment of the immense majority of people. All the advantages of tech-
nological progress benefi t exclusively the small minority of exploiters. 
The masses are condemned to increasing “misery, oppression, slavery, 
degradation, exploitation.” No action on the part of governments or 
labor unions can succeed in stopping this evolution. Only socialism, 
which is bound to come “with the inexorability of a law of nature,” will 
bring salvation by “the expropriation of the few usurpers by the mass 
of people.”

Facts have belied this prognosis no less than all other Marxian fore-
casts. In the capitalist countries the common man’s standard of living is 
today incomparably higher than it was in the days of Marx. It is simply 
not true that the fruits of technological improvement are enjoyed exclu-
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sively by the capitalists while the laborer, as the Communist Manifesto 
says, “instead of rising with the progress of industry, sinks deeper and 
deeper.” Not a minority of “rugged individualists,” but the masses, are 
the main consumers of the products turned out by large-scale produc-
tion. Only morons can still cling to the fable that capitalism “is incom-
petent to assure an existence to its slave within his slavery.”

Today the doctrine of the irreversibility of prevailing trends has sup-
planted the Marxian doctrine concerning the inevitability of progres-
sive impoverishment.

Now this doctrine is devoid of any logical or experimental verifi ca-
tion. Historical trends do not necessarily go on for ever. No practical 
man is so foolish as to assume that prices will keep rising because the 
price curves of the past show an upward tendency. On the contrary, 
the more prices soar, the more alarmed cautious businessmen become 
about a possible reversal. Almost all prognostications which our gov-
ernment statisticians made on the basis of their study of the fi gures 
available—which necessarily always refer to the past—have proved 
faulty. What is called extrapolation of trend lines is viewed by sound 
statistical theory with the utmost suspicion.

The same refers also to developments in fi elds which are not open to 
description by statistical fi gures. There was, for instance, in the course 
of ancient Greco-Roman civilization a tendency toward an interre-
gional division of labor. The trade between the various parts of the 
vast Roman Empire intensifi ed more and more. But then came a turn-
ing point. Commerce declined and there fi nally emerged the medi-
eval manor system, with almost complete autarky of every landowner’s 
household.

Or, to quote another example, there prevailed in the eighteenth cen-
tury a tendency toward reducing the severity and the horrors of war. In 
1770 the Comte de Guibert could write: “Today the whole of Europe is 
civilized. Wars have become less cruel. Except in combat no blood is 
shed; prisoners are respected; towns are no longer destroyed; the coun-
try is no more ravaged.”

Can anybody maintain that this trend has not been changed?
But even if it were true that an historical trend must go on forever, 

and that therefore the coming of socialism is inevitable, it would still 
not be permissible to infer that socialism will be a better, or even more 
than that, the most perfect state of society’s economic organization. 
There is nothing to support such a conclusion other than the arbitrary 
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pseudo-theological surmises of Hegel, Comte and Marx, according to 
which every later stage of the historical process must necessarily be 
a better state. It is not true that human conditions must always im-
prove, and that a relapse into very unsatisfactory modes of life, penury 
and barbarism is impossible. The comparatively high standard of liv-
ing which the common man enjoys today in the capitalist countries 
is an achievement of laissez-faire capitalism. Neither theoretical rea-
soning nor historical experience allows the inference that it could be 
preserved, still less be improved under socialism.

In the last decades in many countries the number of divorces and of 
suicides has increased from year to year. Yet hardly anybody will have 
the temerity to contend that this trend means progress toward more 
satisfactory conditions.

The typical graduate of colleges and high schools very soon forgets 
most of the things he has learned. But there is one piece of indoctrina-
tion which makes a lasting impression on his mind, viz., the dogma of 
the irreversibility of the trend toward all-round planning and regimen-
tation. He does not doubt the thesis that mankind will never return 
to capitalism, the dismal system of an age gone forever, and that the 
“wave of the future” carries us toward the promised land of Cockaigne. 
If he had any doubts, what he reads in newspapers and what he hears 
from the politicians would dispel them. For even the candidates nomi-
nated by the parties of opposition, although critical of the measures of 
the party in power, protest that they are not “reactionary,” and do not 
venture to stop the march toward “progress.”

Thus the average man is predisposed in favor of socialism. Of 
course, he does not approve of everything that the Soviets have done. 
He thinks that the Russians have blundered in many respects, and he 
excuses these errors as being caused by their unfamiliarity with free-
dom. He blames the leaders, especially Stalin, for the corruption of 
the lofty ideal of all-round planning. His sympathies go rather to Tito, 
the upright rebel, who refuses to surrender to Russia. Not so long ago 
he displayed the same friendly feelings for Benes, and until only a few 
months ago for Mao Tse-tung, the “agrarian reformer.”

At any rate, a good part of American public opinion believes that 
this country is in essential matters backward, as it has not yet, like the 
Russians, wiped out production for profi t and unemployment and has 
not yet attained stability. Practically nobody thinks that he could learn 
something important about these problems from a serious occupation 
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with economics. The dogmas of the irreversibility of prevailing ten-
dencies and of their unfailingly benefi cial effects render such studies 
supererogatory. If economics confi rms these dogmas, it is superfl uous; 
if it is at variance with them, it is illusory and deceptive.

Now trends of evolution can change, and hitherto they almost always 
have changed. But they changed only because they met fi rm opposi-
tion. The prevailing trend toward what Hilaire Belloc called the servile 
state will certainly not be reversed if nobody has the courage to attack 
its underlying dogmas.
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Entrepreneurs Earn Profi ts by Anticipating Consumer Wants

In the capitalist system of society’s economic organization the entre-
preneurs determine the course of production. In the performance of 
this function they are unconditionally and totally subject to the sover-
eignty of the buying public, the consumers. If they fail to produce in 
the cheapest and best possible way those commodities which the con-
sumers are asking for most urgently, they suffer losses and are fi nally 
eliminated from their entrepreneurial position. Other men who know 
better how to serve the consumers replace them.

If all people were to anticipate correctly the future state of the mar-
ket, the entrepreneurs would neither earn any profi ts nor suffer any 
losses. They would have to buy the complementary factors of produc-
tion at prices which would, already at the instant of the purchase, fully 
refl ect the future prices of the products. No room would be left either 
for profi t or for loss. What makes profi t emerge is the fact that the en-
trepreneur who judges the future prices of the products more correctly 
than other people do buys some or all of the factors of production at 
prices which, seen from the point of view of the future state of the mar-
ket, are too low. Thus the total costs of production—including interest 
on the capital invested—lag behind the prices which the entrepreneur 
receives for the product. This difference is entrepreneurial profi t.

On the other hand, the entrepreneur who misjudges the future 
prices of the products allows for the factors of production prices which, 
seen from the point of view of the future state of the market, are too 
high. His total costs of production exceed the prices at which he can 
sell the product. This difference is entrepreneurial loss.

17

Profi t and Loss

A paper prepared for the meeting of the Mont Pèlerin Society held in Beauvallon, France, 
September 9 to 16, 1951.
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Thus profi t and loss are generated by success or failure in adjust-
ing the course of production activities to the most urgent demand of 
the consumers. Once this adjustment is achieved, they disappear. The 
prices of the complementary factors of production reach a height at 
which total costs of production coincide with the price of the product. 
Profi t and loss are ever-present features only on account of the fact that 
ceaseless change in the economic data makes again and again new dis-
crepancies, and consequently the need for new adjustments originate.

The Entrepreneur Is an Enterprise’s Decisionmaker

Many errors concerning the nature of profi t and loss were caused by 
the practice of applying the term profi t to the totality of the residual 
proceeds of an entrepreneur.

Interest on the capital employed is not a component part of profi t. 
The dividends of a corporation are not profi t. They are interest on the 
capital invested plus profi t or minus loss.

The market equivalent of work performed by the entrepreneur in 
the conduct of the enterprise’s affairs is entrepreneurial quasi-wages 
but not profi t.

If the enterprise owns a factor on which it can earn monopoly prices, 
it makes a monopoly gain. If this enterprise is a corporation, such gains 
increase the dividend. Yet they are not profi t proper.

Still more serious are the errors due to the confusion of entrepre-
neurial activity and technological innovation and improvement.

The maladjustment, the removal of which is the essential function 
of entrepreneurship, may often consist in the fact that new technologi-
cal methods have not yet been utilized to the full extent to which they 
should be in order to bring about the best possible satisfaction of con-
sumers’ demand. But this is not necessarily always the case. Changes 
in the data, especially in consumers’ demand, may require adjustments 
which have no reference at all to technological innovations and im-
provements. The entrepreneur who simply increases the production of 
an article by adding to the existing production facilities a new outfi t 
without any change in the technological method of production is no 
less an entrepreneur than the man who inaugurates a new way of pro-
ducing. The business of the entrepreneur is not merely to experiment 
with new technological methods, but to select from the multitude of 
technologically feasible methods those which are best fi t to supply the 
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public in the cheapest way with the things they are asking for most 
urgently. Whether a new technological procedure is or is not fi t for 
this purpose is to be provisionally decided by the entrepreneur and will 
be fi nally decided by the conduct of the buying public. The question 
is not whether a new method is to be considered as a more “elegant” 
solution of a technological problem. It is whether, under the given state 
of economic data, it is the best possible method of supplying the con-
sumers in the cheapest way.

The activities of the entrepreneur consist in making decisions. He 
determines for what purpose the factors of production should be em-
ployed. Any other acts which an entrepreneur may perform are merely 
accidental to his entrepreneurial function. It is this that laymen often 
fail to realize. They confuse the entrepreneurial activities with the con-
duct of the technological and administrative affairs of a plant. In their 
eyes not the stockholders, the promoters and speculators, but hired em-
ployees are the real entrepreneurs. The former are merely idle parasites 
who pocket the dividends.

Now nobody ever contended that one could produce without work-
ing. But neither is it possible to produce without capital goods, the 
previously produced factors of further production. These capital goods 
are scarce, i.e., they do not suffi ce for the production of all things 
which one would like to have produced. Hence the economic prob-
lem arises: to employ them in such a way that only those goods should 
be produced which are fi t to satisfy the most urgent demands of the 
consumers. No good should remain unproduced on account of the 
fact that the factors required for its production were used—wasted—
for the production of another good for which the demand of the pub-
lic is less intense. To achieve this is, under capitalism, the function of 
entrepreneurship that determines the allocation of capital to the vari-
ous branches of production. Under socialism it would be a function of 
the state, the social apparatus of coercion and oppression. The prob-
lem whether a socialist directorate, lacking any method of economic 
calculation, could fulfi ll this function is not to be dealt with in this 
essay.

There is a simple rule of thumb to tell entrepreneurs from non-
 entrepreneurs. The entrepreneurs are those on whom the incidence of 
losses on the capital employed falls. Amateur-economists may confuse 
profi ts with other kinds of intakes. But it is impossible to fail to recog-
nize losses on the capital employed.
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Government Is Necessary to Preserve and Protect

What has been called the democracy of the market manifests itself in 
the fact that profi t-seeking business is unconditionally subject to the 
supremacy of the buying public.

Non-profi t organizations are sovereign unto themselves. They are, 
within the limits drawn by the amount of capital at their disposal, in a 
position to defy the wishes of the public.

A special case is that of the conduct of government affairs, the ad-
ministration of the social apparatus of coercion and oppression, viz., 
the police power. The objectives of government, the protection of the 
inviolability of the individuals’ lives and health and of their efforts to 
improve the material conditions of their existence, are indispensable. 
They benefi t all and are the necessary prerequisite of social coopera-
tion and civilization. But they cannot be sold and bought in the way 
merchandise is sold and bought; they have therefore no price on the 
market. With regard to them there cannot be any economic calcula-
tion. The costs expended for their conduct cannot be confronted with 
a price received for the product. This state of affairs would make the of-
fi cers entrusted with the administration of governmental activities irre-
sponsible despots if they were not curbed by the budget system. Under 
this system the administrators are forced to comply with detailed in-
structions enjoined upon them by the sovereign, be it a self-appointed 
autocrat or the whole people acting through elected representatives. 
To the offi cers limited funds are assigned which they are bound to 
spend only for those purposes which the sovereign has ordered. Thus 
the management of public administration becomes bureaucratic, i.e., 
dependent on defi nite detailed rules and regulations.

Bureaucratic management is the only alternative available where 
there is no profi t and loss management.*

On the Market, Consumers Are Sovereign

The consumers by their buying and abstention from buying elect the 
entrepreneurs in a daily repeated plebiscite as it were. They determine 
who should own and who not, and how much each owner should own.

* Cf. Mises, Human Action, Yale University Press, 1949, pages 305–7 [Auburn, Ala.: Ludwig 
von Mises Institute, 1998; Indianapolis: Liberty Fund, 2007]; Bureaucracy, Yale University Press, 
1944, pages 40–73 [Grove City, Pa.: Libertarian Press, 1996; Indianapolis: Liberty Fund, 2007].
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As is the case with all acts of choosing a person—choosing holders 
of public offi ce, employees, friends or a consort—the decision of the 
consumers is made on the ground of experience and thus necessarily 
always refers to the past. There is no experience of the future. The 
ballot of the market elevates those who in the immediate past have 
best served the consumers. However, the choice is not unalterable and 
can daily be corrected. The elected who disappoints the electorate is 
 speedily reduced to the ranks.

Each ballot of the consumers adds only a little to the elected man’s 
sphere of action. To reach the upper levels of entrepreneurship he 
needs a great number of votes, repeated again and again over a long 
period of time, a protracted series of successful strokes. He must stand 
every day a new trial, must submit anew to reelection as it were.

It is the same with his heirs. They can retain their eminent posi-
tion only by receiving again and again confi rmation on the part of the 
public. Their offi ce is revocable. If they retain it, it is not on account of 
the deserts of their predecessor, but on account of their own ability to 
employ the capital for the best possible satisfaction of the consumers.

The entrepreneurs are neither perfect nor good in any metaphysi-
cal sense. They owe their position exclusively to the fact that they are 
better fi t for the performance of the functions incumbent upon them 
than other people are. They earn profi t not because they are clever in 
performing their tasks, but because they are more clever or less clumsy 
than other people are. They are not infallible and often blunder. But 
they are less liable to error and blunder less than other people do. 
 Nobody has the right to take offense at the errors made by the entrepre-
neurs in the conduct of affairs and to stress the point that people would 
have been better supplied if the entrepreneurs had been more skillful 
and prescient. If the grumbler knew better, why did he not himself fi ll 
the gap and seize the opportunity to earn profi ts? It is easy indeed to 
display foresight after the event. In retrospect all fools become wise.

A popular chain of reasoning runs this way: The entrepreneur earns 
profi t not only on account of the fact that other people were less suc-
cessful than he in anticipating correctly the future state of the market. 
He himself contributed to the emergence of profi t by not producing 
more of the article concerned; but for intentional restriction of output 
on his part, the supply of this article would have been so ample that 
the price would have dropped to a point at which no surplus of pro-
ceeds over costs of production expended would have emerged. This 
reasoning is at the bottom of the spurious doctrines of imperfect and 
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monopolistic competition. It was resorted to a short time ago by the 
American administration when it blamed the enterprises of the steel 
industry for the fact that the steel production capacity of the United 
States was not greater than it really was.

Certainly those engaged in the production of steel are not responsi-
ble for the fact that other people did not likewise enter this fi eld of pro-
duction. The reproach on the part of the authorities would have been 
sensible if they had conferred on the existing steel corporations the 
monopoly of steel production. But in the absence of such a privilege, 
the reprimand given to the operating mills is not more justifi ed than it 
would be to censure the nation’s poets and musicians for the fact that 
there are not more and better poets and musicians. If somebody is to 
blame for the fact that the number of people who joined the voluntary 
civilian defense organization is not larger, then it is not those who have 
already joined but only those who have not.

Capital and Factors of Production Are Limited

That the production of a commodity p is not larger than it really is, is 
due to the fact that the complementary factors of production required 
for an expansion were employed for the production of other commodi-
ties. To speak of an insuffi ciency of the supply of p is empty rhetoric 
if it does not indicate the various products m which were produced in 
too large quantities with the effect that their production appears now, 
i.e., after the event, as a waste of scarce factors of production. We may 
assume that the entrepreneurs who instead of producing additional 
quantities of p turned to the production of excessive amounts of m and 
consequently suffered losses did not intentionally make their mistake.

Neither did the producers of p intentionally restrict the production 
of p. Every entrepreneur’s capital is limited; he employs it for those 
projects which, he expects, will, by fi lling the most urgent demand of 
the public, yield the highest profi t.

An entrepreneur at whose disposal are 100 units of capital employs, 
for instance, 50 units for the production of p and 50 units for the pro-
duction of q. If both lines are profi table, it is odd to blame him for 
not having employed more, e.g., 75 units, for the production of p. He 
could increase the production of p only by curtailing correspondingly 
the production of q. But with regard to q the same fault could be found 
by the grumblers. If one blames the entrepreneur for not having pro-
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duced more p, one must blame him also for not having produced more 
q. This means: one blames the entrepreneur for the facts that there is a 
scarcity of the factors of production and that the earth is not a land of 
Cockaigne.

Perhaps the grumbler will object on the ground that he considers p 
a vital commodity, much more important than q, and that therefore 
the production of p should be expanded and that of q restricted. If this 
is really the meaning of his criticism, he is at variance with the valua-
tions of the consumers. He throws off his mask and shows his dictato-
rial aspirations. Production should not be directed by the wishes of the 
public but by his own despotic discretion.

But if our entrepreneur’s production of q involves a loss, it is obvious 
that his fault was poor foresight and not intentional.

Entrance into the ranks of the entrepreneurs in a market society, not 
sabotaged by the interference of government or other agencies resort-
ing to violence, is open to everybody. Those who know how to take 
advantage of any business opportunity cropping up will always fi nd 
the capital required. For the market is always full of capitalists anxious 
to fi nd the most promising employment for their funds and in search 
of the ingenious newcomers, in partnership with whom they could 
 execute the most remunerative projects.

People often failed to realize this inherent feature of capitalism be-
cause they did not grasp the meaning and the effects of capital scarcity. 
The task of the entrepreneur is to select from the multitude of techno-
logically feasible projects those which will satisfy the most urgent of 
the not yet satisfi ed needs of the public. Those projects for the execu-
tion of which the capital supply does not suffi ce must not be carried 
out. The market is always crammed with visionaries who want to fl oat 
such impracticable and unworkable schemes. It is these dreamers who 
always complain about the blindness of the capitalists who are too stu-
pid to look after their own interests. Of course, the investors often err 
in the choice of their investments. But these faults consist precisely in 
the fact that they preferred an unsuitable project to another that would 
have satisfi ed more urgent needs of the buying public.

Entrepreneurs Follow Consumers When Deciding What to Produce

People often err very lamentably in estimating the work of the creative 
genius. Only a minority of men are appreciative enough to attach the 

17-L4654-JD1.indd   14917-L4654-JD1.indd   149 5/12/08   3:07:42 PM5/12/08   3:07:42 PM



150 � planning for freedom

right value to the achievement of poets, artists and thinkers. It may 
happen that the indifference of his contemporaries makes it impos-
sible for a genius to accomplish what he would have accomplished if 
his fellow-men had displayed better judgment. The way in which the 
poet laureate and the philosopher à la mode are selected is certainly 
questionable.

But it is impermissible to question the free market’s choice of the 
entrepreneurs. The consumers’ preference for defi nite articles may be 
open to condemnation from the point of view of a philosopher’s judg-
ment. But judgments of value are necessarily always personal and sub-
jective. The consumer chooses what, as he thinks, satisfi es him best. 
Nobody is called upon to determine what could make another man 
happier or less unhappy. The popularity of motor cars, television sets 
and nylon stockings may be criticized from a “higher” point of view. 
But these are the things that people are asking for. They cast their bal-
lots for those entrepreneurs who offer them this merchandise of the 
best quality at the cheapest price.

In choosing between various political parties and programs for the 
commonwealth’s social and economic organization most people are 
uninformed and groping in the dark. The average voter lacks the in-
sight to distinguish between policies suitable to attain the ends he is 
aiming at and those unsuitable. He is at a loss to examine the long 
chains of aprioristic reasoning which constitute the philosophy of a 
comprehensive social program. He may at best form some opinion 
about the short-run effects of the policies concerned. He is helpless in 
dealing with the long-run effects. The socialists and communists in 
principle often assert the infallibility of majority decisions. However, 
they belie their own words in criticizing parliamentary majorities re-
jecting their creed, and in denying to the people, under the one-party 
system, the opportunity to choose between different parties.

But in buying a commodity or abstaining from its purchase there is 
nothing else involved than the consumer’s longing for the best possible 
satisfaction of his instantaneous wishes. The consumer does not—like 
the voter in political voting—choose between different means whose 
effects appear only later. He chooses between things which immedi-
ately provide satisfaction. His decision is fi nal.

An entrepreneur earns profi t by serving the consumers, the people, 
as they are and not as they should be according to the fancies of some 
grumbler or potential dictator.
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Entrepreneurs Earn Profi ts by Removing Maladjustments

Profi ts are never normal. They appear only where there is a malad-
justment, a divergence between actual production and production as 
it should be in order to utilize the available material and mental re-
sources for the best possible satisfaction of the wishes of the public. 
They are the prize of those who remove this maladjustment; they dis-
appear as soon as the maladjustment is entirely removed. In the imagi-
nary construction of an evenly rotating economy there are no profi ts. 
There the sum of the prices of the complementary factors of produc-
tion, due allowance being made for time preference, coincides with 
the price of the product.

The greater the preceding maladjustments, the greater the profi t 
earned by their removal. Maladjustments may sometimes be called ex-
cessive. But it is inappropriate to apply the epithet “excessive” to profi ts.

People arrive at the idea of excessive profi ts by confronting the 
profi t earned with the capital employed in the enterprise and measur-
ing the profi t as a percentage of the capital. This method is suggested 
by the customary procedure applied in partnerships and corporations 
for the assignment of quotas of the total profi t to the individual partners 
and shareholders. These men have contributed to a different extent to 
the realization of the project and share in the profi ts and losses accord-
ing to the extent of their contribution.

But it is not the capital employed that creates profi ts and losses. Cap-
ital does not “beget profi t” as Marx thought. The capital goods as such 
are dead things that in themselves do not accomplish anything. If they 
are utilized according to a good idea, profi t results. If they are utilized 
according to a mistaken idea, no profi t or losses result. It is the entre-
preneurial decision that creates either profi t or loss. It is mental acts, 
the mind of the entrepreneur, from which profi ts ultimately originate. 
Profi t is a product of the mind, of success in anticipating the future 
state of the market. It is a spiritual and intellectual phenomenon.

The absurdity of condemning any profi ts as excessive can easily be 
shown. An enterprise with a capital of the amount c produced a defi -
nite quantity of p which it sold at prices that brought a surplus of pro-
ceeds over costs of s and consequently a profi t of n per cent. If the 
entrepreneur had been less capable, he would have needed a capital of 
2c for the production of the same quantity of p. For the sake of argu-
ment we may even neglect the fact that this would have necessarily in-
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creased costs of production as it would have doubled the interest on the 
capital employed, and we may assume that s would have remained un-
changed. But at any rate s would have been confronted with 2c instead 
of c and thus the profi t would have been only n/2 per cent of the capital 
employed. The “excessive” profi t would have been reduced to a “fair” 
level. Why? Because the entrepreneur was less effi cient and because 
his lack of effi ciency deprived his fellow-men of all the advantages they 
could have got if an amount c of capital goods had been left available 
for the production of other merchandise.

Profi ts Transfer Capital to Those Who Serve the Public Best

In branding profi ts as excessive and penalizing the effi cient entrepre-
neurs by discriminatory taxation, people are injuring themselves. Tax-
ing profi ts is tantamount to taxing success in best serving the public. 
The only goal of all production activities is to employ the factors of 
production in such a way that they render the highest possible out-
put. The smaller the input required for the production of an article 
becomes, the more of the scarce factors of production is left for the 
production of other articles. But the better an entrepreneur succeeds in 
this regard, the more is he vilifi ed and the more is he soaked by taxa-
tion. Increasing costs per unit of output, that is, waste, is praised as a 
virtue.

The most amazing manifestation of this complete failure to grasp 
the task of production and the nature and functions of profi t and loss is 
shown in the popular superstition that profi t is an addendum to the costs 
of production, the height of which depends uniquely on the discretion of 
the seller. It is this belief that guides governments in controlling prices. 
It is the same belief that has prompted many governments to make ar-
rangements with their contractors according to which the price to be 
paid for an article delivered is to equal costs of production expended 
by the seller increased by a defi nite percentage. The effect was that the 
purveyor got a surplus the higher, the less he succeeded in avoiding su-
perfl uous costs. Contracts of this type enhanced considerably the sums 
the United States had to expend in the two world wars. But the bureau-
crats, fi rst of all the professors of economics who served in the various 
war agencies, boasted of their clever handling of the matter.

All people, entrepreneurs as well as non-entrepreneurs, look askance 
upon any profi ts earned by other people. Envy is a common weakness 

17-L4654-JD1.indd   15217-L4654-JD1.indd   152 5/12/08   3:07:43 PM5/12/08   3:07:43 PM



profit and loss � 153

of men. People are loath to acknowledge the fact that they themselves 
could have earned profi ts if they had displayed the same foresight and 
judgment the successful businessman did. Their resentment is the 
more violent the more they are subconsciously aware of this fact.

There would not be any profi ts but for the eagerness of the public 
to acquire the merchandise offered for sale by the successful entrepre-
neur. But the same people who scramble for these articles vilify the 
businessman and call his profi t ill got.

The semantic expression of this enviousness is the distinction be-
tween earned and unearned income. It permeates the textbooks, the 
language of the laws and administrative procedure. Thus, for instance, 
the offi cial Form 201 for the New York state income tax return calls 
“earnings” only the compensation received by employees and, by im-
plication, all other income, also that resulting from the exercise of a 
profession, unearned income. Such is the terminology of a state whose 
governor is a Republican and whose state assembly has a Republican 
majority.

Public opinion condones profi ts only as far as they do not exceed the 
salary paid to an employee. All surplus is rejected as unfair. The objec-
tive of taxation is, under the ability-to-pay principle, to confi scate this 
surplus.

Now one of the main functions of profi ts is to shift the control of cap-
ital to those who know how to employ it in the best possible way for the 
satisfaction of the public. The more profi ts a man earns, the greater his 
wealth consequently becomes, the more infl uential does he become in 
the conduct of business affairs. Profi t and loss are the instruments by 
means of which the consumers pass the direction of production activi-
ties into the hands of those who are best fi t to serve them. Whatever is 
undertaken to curtail or to confi scate profi ts impairs this function. The 
result of such measures is to loosen the grip the consumers hold over 
the course of production. The economic machine becomes, from the 
point of view of the people, less effi cient and less responsive.

The jealousy of the common man looks upon the profi ts of the en-
trepreneurs as if they were totally used for consumption. A part of them 
is, of course, consumed. But only those entrepreneurs attain wealth 
and infl uence in the realm of business who consume merely a fraction 
of their proceeds and plough back the much greater part into their en-
terprises. What makes small business develop into big business is not 
spending, but saving and capital accumulation.
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Profi ts Exceed Losses in a Progressing Economy

We call a stationary economy an economy in which the per head quota 
of the income and wealth of the individuals remains unchanged. In 
such an economy what the consumers spend more for the purchase of 
some articles must be equal to what they spend less for other articles. 
The total amount of the profi ts earned by one part of the entrepreneurs 
equals the total amount of losses suffered by other entrepreneurs.

A surplus of the sum of all profi ts earned in the whole economy 
above the sum of all losses suffered emerges only in a progressing econ-
omy, that is, in an economy in which the per head quota of capital 
increases. This increment is an effect of saving that adds new capital 
goods to the quantity already previously available. The increase of capi-
tal available creates maladjustments insofar as it brings about a discrep-
ancy between the actual state of production and that state which the 
additional capital makes possible. Thanks to the emergence of addi-
tional capital, certain projects which hitherto could not be executed 
become feasible. In directing the new capital into those channels in 
which it satisfi es the most urgent among the previously not satisfi ed 
wants of the consumers, the entrepreneurs earn profi ts which are not 
counterbalanced by the losses of other entrepreneurs.

The enrichment which the additional capital generates goes only in 
part to those who have created it by saving. The rest goes, by raising the 
marginal productivity of labor and thereby wage rates, to the earners of 
wages and salaries and, by raising the prices of defi nite raw materials 
and foodstuffs, to the owners of land, and, fi nally, to the entrepreneurs 
who integrate this new capital into the most economical production 
processes. But while the gain of the wage earners and of the landown-
ers is permanent, the profi ts of the entrepreneurs disappear once this 
integration is accomplished. Profi ts of the entrepreneurs are, as has 
been mentioned already, a permanent phenomenon only on account 
of the fact that maladjustments appear daily anew by the elimination 
of which profi ts are earned.

Let us for the sake of argument resort to the concept of national 
income as employed in popular economics. Then it is obvious that in 
a stationary economy no part of the national income goes into profi ts. 
Only in a progressing economy is there a surplus of total profi ts over 
total losses. The popular belief that profi ts are a deduction from the in-
come of workers and consumers is entirely fallacious. If we want to ap-
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ply the term deduction to the issue, we have to say that this surplus of 
profi ts over losses as well as the increments of the wage earners and the 
landowners is deducted from the gains of those whose saving brought 
about the additional capital. It is their saving that is the vehicle of eco-
nomic improvment, that makes the employment of technological in-
novations possible and raises productivity and the standard of living. 
It is the entrepreneurs whose activity takes care of the most economi-
cal employment of the additional capital. As far as they themselves do 
not save, neither the workers nor the landowners contribute anything 
to the emergence of the circumstances which generate what is called 
economic progress and improvement. They are benefi ted by other peo-
ples’ saving that creates additional capital on the one hand and by the 
entrepreneurial action that directs this additional capital toward the 
satisfaction of the most urgent wants on the other hand.

A retrogressing economy is an economy in which the per head quota 
of capital invested is decreasing. In such an economy the total amount 
of losses incurred by entrepreneurs exceeds the total amount of profi ts 
earned by other entrepreneurs.

Expressing Profi ts in Monetary Terms Can Cause Problems

The originary praxeological categories of profi t and loss are psychic 
qualities and not reducible to any interpersonal description in quantita-
tive terms. They are intensive magnitudes. The difference between the 
value of the end attained and that of the means applied for its attain-
ment is profi t if it is positive and loss if it is negative.

Where there are social division of efforts and cooperation as well as 
private ownership of the means of production, economic calculation 
in terms of monetary units becomes feasible and necessary. Profi t and 
loss are computable as social phenomena. The psychic phenomena 
of profi t and loss, from which they are ultimately derived, remain, of 
course, incalculable intensive magnitudes.

The fact that in the frame of the market economy entrepreneurial 
profi t and loss are determined by arithmetical operations has misled 
many people. They fail to see that essential items that enter into this 
calculation are estimates emanating from the entrepreneur’s specifi c 
understanding of the future state of the market. They think that these 
computations are open to examination and verifi cation or alteration on 
the part of a disinterested expert. They ignore the fact that such com-
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putations are as a rule an inherent part of the entrepreneur’s specula-
tive anticipation of uncertain future conditions.

For the task of this essay it suffi ces to refer to one of the problems of 
cost accounting. One of the items of a bill of costs is the establishment 
of the difference between the price paid for the acquisition of what is 
commonly called durable production equipment and its present value. 
This present value is the money equivalent of the contribution this 
equipment will make to future earnings. There is no certainty about 
the future state of the market and about the height of these earnings. 
They can only be determined by a speculative anticipation on the part 
of the entrepreneur. It is preposterous to call in an expert and to substi-
tute his arbitrary judgment for that of the entrepreneur. The expert is 
objective insofar as he is not affected by an error made. But the entre-
preneur exposes his own material well-being.

Of course, the law determines magnitudes which it calls profi t and 
loss. But these magnitudes are not identical with the economic con-
cepts of profi t and loss and must not be confused with them. If a tax 
law calls a magnitude profi t, it in effect determines the height of taxes 
due. It calls this magnitude profi t because it wants to justify its tax 
policy in the eyes of the public. It would be more correct for the leg-
islator to omit the term profi t and simply to speak of the basis for the 
 computation of the tax due.

The tendency of the tax laws is to compute what they call profi t as 
high as possible in order to increase immediate public revenue. But 
there are other laws which are committed to the tendency to restrict 
the magnitude they call profi t. The commercial codes of many nations 
were and are guided by the endeavor to protect the rights of creditors. 
They aimed at restricting what they called profi t in order to prevent the 
entrepreneur from withdrawing to the prejudice of creditors too much 
from the fi rm or corporation for his own benefi t. It was these  tendencies 
which were operative in the evolution of the commercial usages con-
cerning the customary height of depreciation quotas.

There is no need today to dwell upon the problem of the falsifi ca-
tion of economic calculation under infl ationary conditions. All people 
begin to comprehend the phenomenon of illusory profi ts, the offshoot 
of the great infl ations of our age.

Failure to grasp the effects of infl ation upon the customary methods 
of computing profi ts originated the modern concept of profi teering. An 
entrepreneur is dubbed a profi teer if his profi t and loss statement, cal-
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culated in terms of a currency subject to a rapidly progressing infl ation, 
shows profi ts which other people deem “excessive.” It has happened 
very often in many countries that the profi t and loss statement of such 
a profi teer, when calculated in terms of a non-infl ated or less infl ated 
currency, showed not only no profi t at all but considerable losses.

Even if we neglect for the sake of argument any reference to the 
phenomenon of merely infl ation-induced illusory profi ts, it is obvious 
that the epithet profi teer is the expression of an arbitrary judgment of 
value. There is no other standard available for the distinction between 
profi teering and earning fair profi ts than that provided by the censor’s 
personal envy and resentment.

Logician Distinguishes “Legitimate” from “Illegitimate” Profi ts

It is strange indeed that an eminent logician, the late L. Susan Steb-
bing, entirely failed to perceive the issue involved. Professor Stebbing 
equated the concept of profi teering to concepts which refer to a clear 
distinction of such a nature that no sharp line can be drawn between 
extremes. The distinction between excess profi ts or profi teering, and 
“legitimate profi ts,” she declared, is clear, although it is not a sharp 
distinction.* Now this distinction is clear only in reference to an act of 
legislation that defi nes the term excess profi ts as used in its context. But 
this is not what Stebbing had in mind. She explicitly emphasized that 
such legal defi nitions are made “in an arbitrary manner for the practi-
cal purposes of administration.” She used the term legitimate without 
any reference to legal statutes and their defi nitions. But is it permissible 
to employ the term legitimate without reference to any standard from 
the point of view of which the thing in question is to be considered as 
legitimate? And is there any other standard available for the distinc-
tion between profi teering and legitimate profi ts than one provided by 
 personal judgments of value?

Professor Stebbing referred to the famous acervus and calvus argu-
ments of the old logicians. Many words are vague insofar as they ap-
ply to characteristics which may be possessed in varying degrees. It is 
impossible to draw a sharp line between those who are bald and those 
who are not. It is impossible to defi ne precisely the concept of baldness. 
But what Professor Stebbing failed to notice is that the characteristic 

* Cf. L. Susan Stebbing, Thinking to Some Purpose (Pelican Books A44), pages 185–87.
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according to which people distinguish between those who are bald and 
those who are not is open to a precise defi nition. It is the presence or 
the absence of hair on the head of a person. This is a clear and unam-
biguous mark of which the presence or absence is to be established by 
observation and to be expressed by propositions about existence. What 
is vague is merely the determination of the point at which non-baldness 
turns into baldness. People may disagree with regard to the determina-
tion of this point. But their disagreement refers to the interpretation of 
the convention that attaches a certain meaning to the word baldness. 
No judgments of value are implied. It may, of course, happen that the 
difference of opinion is in a concrete case caused by bias. But this is 
another thing.

The vagueness of words like bald is the same that is inherent in the 
indefi nite numerals and pronouns. Language needs such terms as for 
many purposes of daily communication between men an exact arith-
metical establishment of quantities is superfl uous and too bothersome. 
Logicians are badly mistaken in attempting to attach to such words 
whose vagueness is intentional and serves defi nite purposes the preci-
sion of the defi nite numerals. For an individual who plans to visit Seat-
tle the information that there are many hotels in this city is suffi cient. 
A committee that plans to hold a convention in Seattle needs precise 
information about the number of hotel beds available.

Professor Stebbing’s error consisted in the confusion of existential 
propositions with judgments of value. Her unfamiliarity with the prob-
lems of economics, which all her otherwise valuable writings display, 
led her astray. She would not have made such a blunder in a fi eld that 
was better known to her. She would not have declared that there is a 
clear distinction between an author’s “legitimate royalties” and “ille-
gitimate royalties.” She would have comprehended that the height of 
the royalties depends on the public’s appreciation of a book and that 
an observer who criticizes the height of royalties merely expresses his 
personal judgment of value.

Suppose Profi ts Were Abolished?

Those who spurn entrepreneurial profi t as “unearned” mean that it is 
lucre unfairly withheld either from the workers or from the consum-
ers or from both. Such is the idea underlying the alleged “right to the 
whole produce of labor” and the Marxian doctrine of exploitation. It 
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can be said that most governments—if not all—and the immense ma-
jority of our contemporaries by and large endorse this opinion although 
some of them are generous enough to acquiesce in the suggestion that 
a fraction of profi ts should be left to the “exploiters.”

There is no use in arguing about the adequacy of ethical precepts. 
They are derived from intuition; they are arbitrary and subjective. 
There is no objective standard available with regard to which they 
could be judged. Ultimate ends are chosen by the individual’s judg-
ments of value. They cannot be determined by scientifi c inquiry and 
logical reasoning. If a man says, “This is what I am aiming at whatever 
the consequences of my conduct and the price I shall have to pay for it 
may be,” nobody is in a position to oppose any arguments against him. 
But the question is whether it is really true that this man is ready to pay 
any price for the attainment of the end concerned. If this latter ques-
tion is answered in the negative, it becomes possible to enter into an 
examination of the issue involved.

If there were really people who are prepared to put up with all the 
consequences of the abolition of profi t, however detrimental they may 
be, it would not be possible for economics to deal with the problem. 
But this is not the case. Those who want to abolish profi t are guided by 
the idea that this confi scation would improve the material well-being 
of all non-entrepreneurs. In their eyes the abolition of profi t is not an 
ultimate end but a means for the attainment of a defi nite end, viz., 
the enrichment of the non-entrepreneurs. Whether this end can really 
be attained by the employment of this means and whether the em-
ployment of this means does not perhaps bring about some other ef-
fects which may to some or to all people appear more undesirable than 
conditions before the employment of this means, these are questions 
which economics is called upon to examine.

The idea to abolish profi t for the advantage of the consumers in-
volves that the entrepreneur should be forced to sell the products at 
prices not exceeding the costs of production expended. As such prices 
are, for all articles the sale of which would have brought profi t, below 
the potential market price, the available supply is not suffi cient to make 
it possible for all those who want to buy at these prices to acquire the 
articles. The market is paralyzed by the maximum price decree. It can 
no longer allocate the products to the consumers. A system of rationing 
must be adopted.

The suggestion to abolish the entrepreneur’s profi t for the benefi t 
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of the employees aims not at the abolition of profi t. It aims at wrest-
ing it from the hands of the entrepreneur and handing it over to his 
employees.

Under such a scheme the incidence of losses incurred falls upon the 
entrepreneur, while profi ts go to the employees. It is probable that the 
effect of this arrangement would consist in making losses increase and 
profi ts dwindle. At any rate, a greater part of the profi ts would be con-
sumed and less would be saved and ploughed back into the enterprise. 
No capital would be available for the establishment of new branches 
of production and for the transfer of capital from branches which—in 
compliance with the demand of the customers—should shrink into 
branches which should expand. For it would harm the interests of those 
employed in a defi nite enterprise or branch to restrict the capital em-
ployed in it and to transfer it into another enterprise or branch. If such 
a scheme had been adopted half a century ago, all the innovations ac-
complished in this period would have been rendered impossible. If, 
for the sake of argument, we were prepared to neglect any reference 
to the problem of capital accumulation, we would still have to realize 
that giving profi t to the employees must result in rigidity of the once at-
tained state of production and preclude any adjustment, improvement 
and progress.

In fact, the scheme would transfer ownership of the capital invested 
into the hands of the employees. It would be tantamount to the estab-
lishment of syndicalism and would generate all the effects of syndical-
ism, a system which no author or reformer ever had the courage to 
advocate openly.

A third solution of the problem would be to confi scate all the profi ts 
earned by the entrepreneurs for the benefi t of the state. A one hundred 
per cent tax on profi ts would accomplish this task. It would transform 
the entrepreneurs into irresponsible administrators of all plants and 
workshops. They would no longer be subject to the supremacy of the 
buying public. They would just be people who have the power to deal 
with production as it pleases them.

The policies of all contemporary governments which have not ad-
opted outright socialism apply all these three schemes jointly. They 
confi scate by various measures of price control a part of the potential 
profi ts for the alleged benefi t of the consumers. They support the labor 
unions in their endeavors to wrest, under the ability-to-pay principle of 
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wage determination, a part of the profi ts from the entrepreneurs. And, 
last but not least, they are intent upon confi scating, by progressive in-
come taxes, special taxes on corporation income, and “excess profi ts” 
taxes, an ever-increasing part of profi ts for public revenue. It can eas-
ily be seen that these policies if continued will very soon succeed in 
 abolishing entrepreneurial profi t altogether.

The joint effect of the application of these policies is already today 
rising chaos. The fi nal effect will be the full realization of socialism by 
smoking out the entrepreneurs. Capitalism cannot survive the aboli-
tion of profi t. It is profi t and loss that force the capitalists to employ 
their capital for the best possible service to the consumers. It is profi t 
and loss that make those people supreme in the conduct of business 
who are best fi t to satisfy the public. If profi t is abolished, chaos results.

Profi ts and Losses Guide Entrepreneurs

All the reasons advanced in favor of an anti-profi t policy are the out-
come of an erroneous interpretation of the operation of the market 
economy.

The tycoons are too powerful, too rich and too big. They abuse their 
power for their own enrichment. They are irresponsible tyrants. Big-
ness of an enterprise is in itself an evil. There is no reason why some 
men should own millions while others are poor. The wealth of the few 
is the cause of the poverty of the masses.

Each word of these passionate denunciations is false. The business-
men are not irresponsible tyrants. It is precisely the necessity of making 
profi ts and avoiding losses that gives to the consumers a fi rm hold over 
the entrepreneurs and forces them to comply with the wishes of the 
people. What makes a fi rm big is its success in best fi lling the demands 
of the buyers. If the bigger enterprise did not better serve the people 
than a smaller one, it would long since have been reduced to small-
ness. There is no harm in a businessman’s endeavors to enrich himself 
by increasing his profi ts. The businessman has in his capacity as a busi-
nessman only one task: to strive after the highest possible profi t. Huge 
profi ts are the proof of good service rendered in supplying the consum-
ers. Losses are the proof of blunders committed, of failure to perform 
satisfactorily the tasks incumbent upon an entrepreneur. The riches of 
successful entrepreneurs are not the cause of anybody’s poverty; they 
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are consequences of the fact that the consumers are better supplied 
than they would have been in the absence of the entrepreneur’s effort. 
The penury of millions in the backward countries is not caused by any-
body’s opulence; it is the correlative of the fact that their country lacks 
entrepreneurs who have acquired riches. The standard of living of the 
common man is highest in those countries which have the greatest 
number of wealthy entrepreneurs. It is to the foremost material interest 
of everybody that control of the factors of production should be con-
centrated in the hands of those who know how to utilize them in the 
most effi cient way.

It is the avowed objective of the policies of all present-day govern-
ments and political parties to prevent the emergence of new million-
aires. If this policy had been adopted in the United States fi fty years 
ago, the growth of the industries producing new articles would have 
been stunted. Motorcars, refrigerators, radio sets and a hundred other 
less spectacular but even more useful innovations would not have be-
come standard equipment of most of the American family households.

The average wage earner thinks that nothing else is needed to keep 
the social apparatus of production running and to improve and to in-
crease output than the comparatively simple routine work assigned to 
him. He does not realize that the mere toil and trouble of the rou-
tinist is not suffi cient. Sedulousness and skill are spent in vain if they 
are not directed toward the most important goal by the entrepreneur’s 
foresight and are not aided by the capital accumulated by capitalists. 
The American worker is badly mistaken when he believes that his high 
standard of living is due to his own excellence. He is neither more in-
dustrious nor more skillful than the workers of Western Europe. He 
owes his superior income to the fact that his country clung to “rug-
ged individualism” much longer than Europe. It was his luck that the 
United States turned to an anti-capitalistic policy as much as forty or 
fi fty years later than Germany. His wages are higher than those of the 
workers of the rest of the world because the capital equipment per head 
of the employee is highest in America and because the American en-
trepreneur was not so much restricted by crippling regimentation as 
his colleagues in other areas. The comparatively greater prosperity of 
the United States is an outcome of the fact that the New Deal did not 
come in 1900 or 1910, but only in 1933.

If one wants to study the reasons for Europe’s backwardness, it would 
be necessary to examine the manifold laws and regulations that pre-
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vented in Europe the establishment of an equivalent of the American 
drugstore and crippled the evolution of chain stores, department stores, 
supermarkets and kindred outfi ts. It would be important to investigate 
the German Reich’s effort to protect the ineffi cient methods of tradi-
tional Handwerk (handicraft) against the competition of capitalist busi-
ness. Still more revealing would be an examination of the Austrian 
Gewerbepolitik, a policy that from the early eighties on aimed at pre-
serving the economic structure of the ages preceding the Industrial 
Revolution.

The worst menace to prosperity and civilization and to the material 
well-being of the wage earners is the inability of union bosses, of “union 
economists” and of the less intelligent strata of the workers themselves 
to appreciate the role entrepreneurs play in production. This lack of 
insight has found a classical expression in the writings of Lenin. As 
Lenin saw it all that production requires besides the manual work of 
the laborer and the designing of the engineers is “control of produc-
tion and distribution,” a task that can easily be accomplished “by the 
armed workers.” For this accounting and control “have been simplifi ed 
by capitalism to the utmost, till they have become the extraordinarily 
simple operations of watching, recording and issuing receipts, within 
the reach of everybody who can read and write and knows the fi rst four 
rules of arithmetic.” * No further comment is needed.

In the eyes of the parties who style themselves progressive and leftist 
the main vice of capitalism is the inequality of incomes and wealth. 
The ultimate end of their policies is to establish equality. The moder-
ates want to attain this goal step by step; the radicals plan to attain it 
at one stroke, by a revolutionary overthrow of the capitalist mode of 
production.

However, in talking about equality and asking vehemently for its re-
alization, nobody advocates a curtailment of his own present income. 
The term equality as employed in contemporary political language 
always means upward levelling of one’s income, never downward lev-
elling. It means getting more, not sharing one’s own affl uence with 
people who have less.

If the American automobile worker, railroadman or compositor says 
equality, he means expropriating the holders of shares and bonds for 

* Lenin, State and Revolution, 1917 (Edition by International Publishers, New York, pages 83–
84). The italics are Lenin’s (or the communist translator’s).
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his own benefi t. He does not consider sharing with the unskilled work-
ers who earn less. At best, he thinks of equality of all American citi-
zens. It never occurs to him that the peoples of Latin America, Asia 
and Africa may interpret the postulate of equality as world equality and 
not as national equality.

Worldwide Income Equalization Would Damage 
the International Capital Market

The political labor movement as well as the labor union movement 
fl amboyantly advertise their internationalism. But this international-
ism is a mere rhetorical gesture without any substantial meaning. In 
every country in which average wage rates are higher than in any other 
area, the unions advocate insurmountable immigration barriers in or-
der to prevent foreign “comrades” and “brothers” from competing with 
their own members. Compared with the anti-immigration laws of the 
European nations, the immigration legislation of the American re-
publics is mild indeed because it permits the immigration of a limited 
number of people. No such normal quotas are provided in most of the 
 European laws.

All the arguments advanced in favor of income equalization within 
a country can with the same justifi cation or lack of justifi cation also 
be advanced in favor of world equalization. An American worker has 
no better title to claim the savings of the American capitalist than has 
any foreigner. That a man has earned profi ts by serving the consumers 
and has not entirely consumed his funds but ploughed back the greater 
part of them into industrial equipment does not give anybody a valid 
title to expropriate this capital for his own benefi t. But if one maintains 
the opinion to the contrary, there is certainly no reason to ascribe to 
anybody a better right to expropriate than to anybody else. There is 
no reason to assert that only Americans have the right to expropriate 
other Americans. The big shots of American business are the scions of 
people who immigrated to the United States from England,  Scotland, 
Ireland, France, Germany and other European countries. The people 
of their country of origin contend that they have the same title to seize 
the property acquired by these men as the American people have. The 
American radicals are badly mistaken in believing that their social pro-
gram is identical or at least compatible with the objectives of the radi-
cals of other countries. It is not. The foreign radicals will not acquiesce 
in leaving to the Americans, a minority of less than seven per cent of 
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the world’s total population, what they think is a privileged position. 
A world government of the kind the American radicals are asking for 
would try to confi scate by a world income tax all the surplus an aver-
age American earns above the average income of a Chinese or Indian 
worker. Those who question the correctness of this statement would 
drop their doubts after a conversation with any of the intellectual lead-
ers of Asia.

There is hardly any Iranian who would qualify the objections raised 
by the British Labor government against the confi scation of the oil 
wells as anything else but a manifestation of the most reactionary spirit 
of capitalist exploitation. Today governments abstain from virtually 
expropriating—by foreign exchange control, discriminatory taxation 
and similar devices—foreign investments only if they expect to get in 
the next years more foreign capital and thus to be able in the future to 
expropriate a greater amount.

The disintegration of the international capital market is one of the 
most important effects of the anti-profi t mentality of our age. But no 
less disastrous is the fact that the greater part of the world’s population 
looks upon the United States—not only upon the American capitalists 
but also upon the American workers—with the same feelings of envy, 
hatred and hostility with which, stimulated by the socialist and com-
munist doctrines, the masses everywhere look upon the capitalists of 
their own nation.

Will Government Programs Achieve Their Goals?

A customary method of dealing with political programs and move-
ments is to explain and to justify their popularity by referring to the 
conditions which people found unsatisfactory and to the goals they 
wanted to attain by the realization of these programs.

However, the only thing that matters is whether or not the program 
concerned is fi t to attain the ends sought. A bad program and a bad 
policy can never be explained, still less justifi ed by pointing to the un-
satisfactory conditions of its originators and supporters. The sole ques-
tion that counts is whether or not these policies can remove or alleviate 
the evils which they are designed to remedy.

Yet almost all our contemporaries declare again and again: If you 
want to succeed in fi ghting communism, socialism and intervention-
ism, you must fi rst of all improve peoples’ material conditions. The 
policy of laissez faire aims precisely at making people more prosperous. 
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But it cannot succeed as long as want is worsened more and more by 
socialist and interventionist measures.

In the very short run the conditions of a part of the people can be im-
proved by expropriating entrepreneurs and capitalists and by distribut-
ing the booty. But such predatory inroads, which even the  Communist 
Manifesto described as “despotic” and as “economically insuffi cient 
and untenable,” sabotage the operation of the market economy, impair 
very soon the conditions of all the people, and frustrate the endeav-
ors of entrepreneurs and capitalists to make the masses more prosper-
ous. What is good for a quickly vanishing instant, (i.e., in the shortest 
run) may very soon (i.e., in the long run) result in most detrimental 
consequences.

Historians are mistaken in explaining the rise of Nazism by referring 
to real or imaginary adversities and hardships of the German people. 
What made the Germans support almost unanimously the twenty-
fi ve points of the “unalterable” Hitler program was not some condi-
tions which they deemed unsatisfactory, but their expectation that the 
execution of this program would remove their complaints and render 
them happier. They turned to Nazism because they lacked common 
sense and intelligence. They were not judicious enough to recognize 
in time the disasters that Nazism was bound to bring upon them.

The immense majority of the world’s population is extremely poor 
when compared with the average standard of living of the capitalist 
nations. But this poverty does not explain their propensity to adopt 
the communist program. They are anti-capitalistic because they are 
blinded by envy, ignorant and too dull to appreciate correctly the 
causes of their distress. There is but one means to improve their ma-
terial conditions, namely, to convince them that only capitalism can 
render them more prosperous.

The worst method to fi ght communism is that of the Marshall Plan. 
It gives to the recipients the impression that the United States alone 
is interested in the preservation of the profi t system while their own 
concerns require a communist regime. The United States, they think, 
is aiding them because its people have a bad conscience. They them-
selves pocket this bribe but their sympathies go to the socialist system. 
The American subsidies make it possible for their governments to con-
ceal partially the disastrous effects of the various socialist measures 
they have adopted.

Not poverty is the source of socialism, but spurious ideological pre-
possessions. Most of our contemporaries reject beforehand, without 
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having ever studied them, all the teachings of economics as aprioristic 
nonsense. Only experience, they maintain, is to be relied upon. But is 
there any experience that would speak in favor of socialism?

Retorts the socialist: But capitalism creates poverty; look at India 
and China. The objection is vain. Neither India nor China has ever 
established capitalism. Their poverty is the result of the absence of 
capitalism.

What happened in these and other underdeveloped countries was 
that they were benefi ted from abroad by some of the fruits of capitalism 
without having adopted the capitalist mode of production.  European, 
and in more recent years also American, capitalists invested capital in 
their areas and thereby increased the marginal productivity of labor and 
wage rates. At the same time these peoples received from abroad the 
means to fi ght contagious diseases, medications developed in the capi-
talist countries. Consequently mortality rates, especially infant mor-
tality, dropped considerably. In the capitalist countries this prolonga-
tion of the average length of life was partially compensated by a drop 
in the birth rate. As capital accumulation increased more quickly than 
population, the per head quota of capital invested grew continuously. 
The result was progressing prosperity. It was different in the countries 
which enjoyed some of the effects of capitalism without turning to cap-
italism. There the birth rate did not decline at all or not to the extent 
required to make the per head quota of capital invested rise. These 
nations prevent by their policies both the importation of foreign capi-
tal and the accumulation of domestic capital. The joint effect of the 
high birth rate and the absence of an increase in capital is, of course, 
increasing poverty.

There is but one means to improve the material well-being of men, 
viz., to accelerate the increase in capital accumulated as against popu-
lation. No psychological lucubrations, however sophisticated, can al-
ter this fact. There is no excuse whatever for the pursuit of policies 
which not only fail to attain the ends sought, but even seriously impair 
conditions.

As soon as the problem of profi ts is raised, people shift it from the 
praxeological sphere into the sphere of ethical judgments of value. 
Then everybody glories in the aureole of a saint and an ascetic. He 
himself does not care for money and material well-being. He serves 
his fellow-men to the best of his abilities unselfi shly. He strives after 
higher and nobler things than wealth. Thank God, he is not one of 
those  egoistic profi teers.
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Businessmen Improve Social Cooperation and Economic 
Welfare by Earning Profi ts

The businessmen are blamed because the only thing they have in 
mind is to succeed. Yet everybody—without any exception—in acting 
aims at the attainment of a defi nite end. The only alternative to success 
is failure; nobody ever wants to fail. It is the very essence of human 
nature that man consciously aims at substituting a more satisfactory 
state of affairs for a less satisfactory. What distinguishes the decent man 
from the crook is the different goals they are aiming at and the differ-
ent means they are resorting to in order to attain the ends chosen. But 
they both want to succeed in their sense. It is logically impermissible to 
distinguish between people who aim at success and those who do not.

Practically everybody aims at improving the material conditions 
of his existence. Public opinion takes no offense at the endeavors of 
farmers, workers, clerks, teachers, doctors, ministers, and people from 
many other callings to earn as much as they can. But it censures the 
capitalists and entrepreneurs for their greed. While enjoying without 
any scruples all the goods business delivers, the consumer sharply con-
demns the selfi shness of the purveyors of this merchandise. He does 
not realize that he himself creates their profi ts by scrambling for the 
things they have to sell.

Neither does the average man comprehend that profi ts are indispens-
able in order to direct the activities of business into those channels in 
which they serve him best. He looks upon profi ts as if their only func-
tion were to enable the recipients to consume more than he himself 
does. He fails to realize that their main function is to convey control of 
the factors of production into the hands of those who best utilize them 
for his own purposes. He did not, as he thinks, renounce becoming an 
entrepreneur out of moral scruples. He chose a position with a more 
modest yield because he lacked the abilities required for entrepreneur-
ship or, in rare cases indeed, because his inclinations prompted him to 
enter upon another career.

Mankind ought to be grateful to those exceptional men who out 
of scientifi c zeal, humanitarian enthusiasm or religious faith sacri-
fi ced their lives, health and wealth, in the service of their fellow-men. 
But the philistines practice self-deception in comparing themselves 
with the pioneers of medical X-ray application or with nuns who at-
tend people affl icted with the plague. It is not self-denial that makes 
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the average physician choose a medical career, but the expectation of 
attaining a respected social position and a suitable income.

Everybody is eager to charge for his services and accomplishments 
as much as the traffi c can bear. In this regard there is no difference be-
tween the workers, whether unionized or not, the ministers, and teach-
ers on the one hand and the entrepreneurs on the other hand. Neither 
of them has the right to talk as if he were Francis d’Assisi.

What Is Morally Good Fosters Social Cooperation

There is no other standard of what is morally good and morally 
bad than the effects produced by conduct upon social cooperation. 
 A—hypothetical—isolated and self-suffi cient individual would not in 
acting have to take into account anything else than his own well-being. 
Social man must in all his actions avoid indulging in any conduct that 
would jeopardize the smooth working of the system of social coopera-
tion. In complying with the moral law man does not sacrifi ce his own 
concerns to those of a mythical higher entity, whether it is called class, 
state, nation, race or humanity. He curbs some of his own instinctive 
urges, appetites and greed, that is his short-run concerns, in order to 
serve best his own—rightly understood or long-run—interests. He fore-
goes a small gain that he could reap instantly lest he miss a greater but 
later satisfaction. For the attainment of all human ends, whatever they 
may be, is conditioned by the preservation and further development 
of social bonds and interhuman cooperation. What is an indispens-
able means to intensify social cooperation and to make it possible for 
more people to survive and to enjoy a higher standard of living is mor-
ally good and socially desirable. Those who reject this principle as un-
Christian ought to ponder over the text: “That thy days may be long 
upon the land which the Lord thy God giveth thee.” They can certainly 
not deny that capitalism has made man’s days longer than they were in 
the precapitalistic ages.

There is no reason why capitalists and entrepreneurs should be 
ashamed of earning profi ts. It is silly that some people try to defend 
American capitalism by declaring: “The record of American business 
is good; profi ts are not too high.” The function of entrepreneurs is to 
make profi ts; high profi ts are the proof that they have well performed 
their task of removing maladjustments of production.

Of course, as a rule capitalists and entrepreneurs are not saints ex-
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celling in the virtue of self-denial. But neither are their critics saintly. 
And with all the regard due to the sublime self-effacement of saints, we 
cannot help stating the fact that the world would be in a rather desolate 
condition if it were peopled exclusively by men not interested in the 
pursuit of material well-being.

Socialists Ignore the Role of Change and Entrepreneurial Decisions 
in Producing and Creating Wealth

The average man lacks the imagination to realize that the conditions of 
life and action are in a continual fl ux. As he sees it, there is no change 
in the external objects that constitute his well-being. His world view is 
static and stationary. It mirrors a stagnating environment. He knows 
neither that the past differed from the present nor that there prevails 
uncertainty about future things. He is at a complete loss to conceive 
the function of entrepreneurship because he is unaware of this uncer-
tainty. Like children who take all the things the parents give them with-
out asking any questions, he takes all the goods business offers him. He 
is unaware of the efforts that supply him with all he needs. He ignores 
the role of capital accumulation and of entrepreneurial decisions. He 
simply takes it for granted that a magic table appears at a moment’s 
notice laden with all he wants to enjoy.

This mentality is refl ected in the popular idea of socialization. Once 
the parasitic capitalists and entrepreneurs are thrown out, he himself 
will get all that they used to consume. It is but the minor error of this 
expectation that it grotesquely overrates the increment in income, if 
any, each individual could receive from such a distribution. Much more 
serious is the fact that it assumes that the only thing required is to con-
tinue in the various plants production of those goods they are produc-
ing at the moment of the socialization in the ways they were hitherto 
produced. No account is taken of the necessity to adjust production 
daily anew to perpetually changing conditions. The dilettante-socialist 
does not comprehend that a socialization effected fi fty years ago would 
not have socialized the structure of business as it exists today but a very 
different structure. He does not give a thought to the enormous effort 
that is needed in order to transform business again and again to render 
the best possible service.

This dilettantish inability to comprehend the essential issues of the 
conduct of production affairs is not only manifested in the writings of 
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Marx and Engels. It permeates no less the contributions of contempo-
rary pseudo-economics.

The imaginary construction of an evenly rotating economy is an in-
dispensable mental tool of economic thinking. In order to conceive 
the function of profi t and loss, the economist constructs the image of 
a hypothetical, although unrealizable, state of affairs in which noth-
ing changes, in which tomorrow does not differ at all from today, and 
in which consequently no maladjustments can arise and no need for 
any alteration in the conduct of business emerges. In the frame of this 
imaginary construction there are no entrepreneurs and no entrepre-
neurial profi ts and losses. The wheels turn spontaneously, as it were. 
But the real world in which men live and have to work can never dupli-
cate the hypothetical world of this mental makeshift.

Now one of the main shortcomings of the mathematical economists 
is that they deal with this evenly rotating economy—they call it the 
static state—as if it were something really existing. Prepossessed by the 
fallacy that economics is to be treated with mathematical methods, 
they concentrate their efforts upon the analysis of static states which, 
of course, allow a description in sets of simultaneous differential equa-
tions. But this mathematical treatment virtually avoids any reference to 
the real problems of economics. It indulges in quite useless mathemati-
cal play without adding anything to the comprehension of the prob-
lems of human acting and producing. It creates the misunderstanding 
as if the analysis of static states were the main concern of economics. It 
confuses a merely ancillary tool of thinking with reality.

The mathematical economist is so blinded by his epistemological 
prejudice that he simply fails to see what the tasks of economics are. 
He is anxious to show us that socialism is realizable under static condi-
tions. As static conditions, as he himself admits, are unrealizable, this 
amounts merely to the assertion that in an unrealizable state of the 
world socialism would be realizable. A very valuable result, indeed, of 
a hundred years of the joint work of hundreds of authors, taught at all 
universities, publicized in innumerable textbooks and monographs and 
in scores of allegedly scientifi c magazines!

There is no such thing as a static economy. All the conclusions 
derived from preoccupation with the image of static states and static 
equilibrium are of no avail for the description of the world as it is and 
will always be.
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Men Must Choose Capitalism or Socialism: There Is No Middle Way

A social order based on private control of the means of production 
cannot work without entrepreneurial action and entrepreneurial profi t 
and, of course, entrepreneurial loss. The elimination of profi t, what-
ever methods may be resorted to for its execution, must transform soci-
ety into a senseless jumble. It would create poverty for all.

In a socialist system there are neither entrepreneurs nor entrepre-
neurial profi t and loss. The supreme director of the socialist common-
wealth would, however, have to strive in the same way after a surplus of 
proceeds over costs as the entrepreneurs do under capitalism. It is not 
the task of this essay to deal with socialism. Therefore it is not neces-
sary to stress the point that, not being able to apply any kind of eco-
nomic calculation, the socialist chief would never know what the costs 
and what the proceeds of his operations are.

What matters in this context is merely the fact that there is no third 
system feasible. There cannot be any such thing as a non-socialist sys-
tem without entrepreneurial profi t and loss. The endeavors to elimi-
nate profi ts from the capitalist system are merely destructive. They dis-
integrate capitalism without putting anything in its place. It is this that 
we have in mind in maintaining that they result in chaos.

Men must choose between capitalism and socialism. They cannot 
avoid this dilemma by resorting to a capitalist system without entrepre-
neurial profi t. Every step toward the elimination of profi t is progress on 
the way toward social disintegration.

In choosing between capitalism and socialism people are implicitly 
also choosing between all the social institutions which are the neces-
sary accompaniment of each of these systems, its “superstructure” as 
Marx said. If control of production is shifted from the hands of en-
trepreneurs, daily anew elected by a plebiscite of the consumers, into 
the hands of the supreme commander of the “industrial armies” (Marx 
and Engels) or of the “armed workers” (Lenin), neither representative 
government nor any civil liberties can survive. Wall Street, against 
which the self-styled idealists are battling, is merely a symbol. But the 
walls of the Soviet prisons within which all dissenters disappear forever 
are a hard fact.
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A.  THE ECONOMIC NATURE OF
PROFIT AND LOSS

1. The Emergence of Profit and Loss

In the capitalist system of society’s economic
organization the entrepreneurs determine the course
of production. In the performance of this function they
are unconditionally and totally subject to the sover-
eignty of the buying public, the consumers. If they fail
to produce in the cheapest and best possible way
those commodities which the consumers are asking for
most urgently, they suffer losses and are finally elimi-
nated from their entrepreneurial position. Other men
who know better how to serve the consumers replace
them.

If all people were to anticipate correctly the future
state of the market, the entrepreneurs would neither
earn any profits nor suffer any losses. They would

Ludwig von Mises (1881–1973) was dean of the Austrian School of
economics. This paper was prepared for the meeting of the Mont
Pèlerin Society held in Beauvallon, France, September 9–16, 1951. It
is included in Planning for Freedom (South Holland, Ill.: Libertarian
Press, 1952). 
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have to buy the complementary factors of production
at prices which would, already at the instant of the
purchase, fully reflect the future prices of the prod-
ucts. No room would be left either for profit or for
loss. What makes profit emerge is the fact that the
entrepreneur who judges the future prices of the
products more correctly than other people do buys
some or all of the factors of production at prices
which, seen from the point of view of the future state
of the market, are too low. Thus the total costs of pro-
duction—including interest on the capital invested—
lag behind the prices which the entrepreneur receives
for the product. This difference is entrepreneurial
profit.

On the other hand, the entrepreneur who mis-
judges the future prices of the products allows for the
factors of production prices which, seen from the point
of view of the future state of the market, are too high.
His total cost of production exceeds the prices at
which he can sell the product. This difference is entre-
preneurial loss.

Thus profit and loss are generated by success or
failure in adjusting the course of production activities
to the most urgent demand of the consumers. Once
this adjustment is achieved, they disappear. The prices
of the complementary factors of production reach a
height at which total costs of production coincide with
the price of the product. Profit and loss are ever-pres-
ent features only on account of the fact that ceaseless
change in the economic data makes again and again
new discrepancies, and consequently the need for new
adjustments originates.



2. The Distinction Between Profits and
Other Proceeds

Many errors concerning the nature of profit and
loss were caused by the practice of applying the term
profit to the totality of the residual proceeds of an
entrepreneur.

Interest on the capital employed is not a compo-
nent part of profit. The dividends of a corporation are
not profit. They are interest on the capital invested
plus profit or minus loss.

The market equivalent of work performed by the
entrepreneur in the conduct of the enterprise’s affairs
is entrepreneurial quasi-wages but not profit.

If the enterprise owns a factor on which it can earn
monopoly prices, it makes a monopoly gain. If this
enterprise is a corporation, such gains increase the div-
idend. Yet they are not profit proper.

Still more serious are the errors due to the confu-
sion of entrepreneurial activity and technological inno-
vation and improvement.

The maladjustment the removal of which is the
essential function of entrepreneurship may often con-
sist in the fact that new technological methods have not
yet been utilized to the full extent to which they should
be in order to bring about the best possible satisfaction
of consumers’ demand. But this is not necessarily
always the case. Changes in the data, especially in con-
sumers' demand, may require adjustments which have
no reference at all to technological innovations and
improvements. The entrepreneur who simply
increases the production of an article by adding to the
existing production facilities a new outfit without any

LUDWIG VON MISES 9



change in the technological method of production is no
less an entrepreneur than the man who inaugurates a
new way of producing. The business of the entrepre-
neur is not merely to experiment with new technolog-
ical methods, but to select from the multitude of tech-
nologically feasible methods those which are best fit to
supply the public in the cheapest way with the things
they are asking for most urgently. Whether a new tech-
nological procedure is or is not fit for this purpose is to
be provisionally decided by the entrepreneur and will
be finally decided by the conduct of the buying public.
The question is not whether a new method is to be
considered as a more “elegant” solution of a techno-
logical problem. It is whether, under the given state of
economic data, it is the best possible method of sup-
plying the consumers in the cheapest way.

The activities of the entrepreneur consist in making
decisions. He determines for what purpose the factors
of production should be employed. Any other acts
which an entrepreneur may perform are merely acci-
dental to his entrepreneurial function. It is this that lay-
men often fail to realize. They confuse the entrepre-
neurial activities with the conduct of the technological
and administrative affairs of a plant. In their eyes not
the stockholders, the promoters and speculators, but
hired employees are the real entrepreneurs. The former
are merely idle parasites who pocket the dividends.

Now nobody ever contended that one could pro-
duce without working. But neither is it possible to pro-
duce without capital goods, the previously produced
factors of further production. These capital goods are
scarce, i.e., they do not suffice for the production of all
things which one would like to have produced. Hence

10 PROFIT AND LOSS



the economic problem arises: to employ them in such
a way that only those goods should be produced
which are fit to satisfy the most urgent demands of the
consumers. No good should remain unproduced on
account of the fact that the factors required for its pro-
duction were used—wasted—for the production of
another good for which the demand of the public is
less intense. To achieve this is under capitalism the
function of entrepreneurship that determines the allo-
cation of capital to the various branches of production.
Under socialism it would be a function of the state, the
social apparatus of coercion and oppression. The
problem of whether a socialist directorate, lacking any
method of economic calculation, could fulfill this func-
tion is not to be dealt with in this essay.

There is a simple rule of thumb to tell entrepre-
neurs from non-entrepreneurs. The entrepreneurs are
those on whom the incidence of losses on the capital
employed falls. Amateur-economists may confuse
profits with other kinds of intakes. But it is impossible
to fail to recognize losses on the capital employed.

3. Non-Profit Conduct of Affairs

What has been called the democracy of the market
manifests itself in the fact that profit-seeking business
is unconditionally subject to the supremacy of the buy-
ing public.

Non-profit organizations are sovereign unto them-
selves. They are, within the limits drawn by the
amount of capital at their disposal, in a position to
defy the wishes of the public.

LUDWIG VON MISES 11



1Cf. Ludwig von Mises, Human Action: A Treatise on Economics (New
Haven, Conn.: Yale University Press, 1949), pp. 306–07; Bureaucracy,
(New Haven, Conn.: Yale University Press, 1944), pp. 40–73.

A special case is that of the conduct of government
affairs, the administration of the social apparatus of
coercion and oppression, viz. the police power. The
objectives of government, the protection of the invio-
lability of the individuals' lives and health and of their
efforts to improve the material conditions of their exis-
tence, are indispensable. They benefit all and are the
necessary prerequisite of social cooperation and civi-
lization. But they cannot be sold and bought in the
way merchandise is sold and bought; they have there-
fore no price on the market. With regard to them there
cannot be any economic calculation. The costs
expended for their conduct cannot be confronted with
a price received for the product. This state of affairs
would make the officers entrusted with the adminis-
tration of governmental activities irresponsible despots
if they were not curbed by the budget system. Under
this system the administrators are forced to comply
with detailed instructions enjoined upon them by the
sovereign, be it a self-appointed autocrat or the whole
people acting through elected representatives. To the
officers limited funds are assigned which they are
bound to spend only for those purposes which the
sovereign has ordered. Thus the management of pub-
lic administration becomes bureaucratic, i.e., depend-
ent on definite detailed rules and regulations.

Bureaucratic management is the only alternative
available where there is no profit and loss manage-
ment.1
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4. The Ballot of the Market

The consumers by their buying and abstention
from buying elect the entrepreneurs in a daily
repeated plebiscite as it were. They determine who
should own and who not, and how much each owner
should own.

As is the case with all acts of choosing a person—
choosing holders of public office, employees, friends,
or a consort—the decisions of the consumers are made
on the ground of experience and thus necessarily
always refers to the past. There is no experience of the
future. The ballot of the market elevates those who in
the immediate past have best served the consumers.
However, the choice is not unalterable and can daily
be corrected. The elected who disappoints the elec-
torate is speedily reduced to the ranks.

Each ballot of the consumers adds only a little to
the elected man’s sphere of action. To reach the upper
levels of entrepreneurship he needs a great number of
votes, repeated again and again over a long period of
time, a protracted series of successful strokes. He must
stand every day a new trial, must submit anew to
reelection as it were.

It is the same with his heirs. They can retain their
eminent position only by receiving again and again
confirmation on the part of the public. Their office is
revocable. If they retain it, it is not on account of the
deserts of their predecessor, but on account of their
own ability to employ the capital for the best possible
satisfaction of the consumers.

The entrepreneurs are neither perfect nor good in
any metaphysical sense. They owe their position

LUDWIG VON MISES 13



exclusively to the fact that they are better fit for the
performance of the functions incumbent upon them
than other people are. They earn profit not because
they are clever in performing their tasks, but because
they are more clever or less clumsy than other people
are. They are not infallible and often blunder. But they
are less liable to error and blunder less than other peo-
ple do. Nobody has the right to take offense at the
errors made by the entrepreneurs in the conduct of
affairs and to stress the point that people would have
been better supplied if the entrepreneurs had been
more skillful and prescient. If the grumbler knew bet-
ter, why did he not himself fill the gap and seize the
opportunity to earn profits? It is easy indeed to display
foresight after the event. In retrospect all fools become
wise.

A popular chain of reasoning runs this way: The
entrepreneur earns profit not only on account of the
fact that other people were less successful than he in
anticipating correctly the future state of the market. He
himself contributed to the emergence of profit by not
producing more of the article concerned; but for inten-
tional restriction of output on his part, the supply of
this article would have been so ample that the price
would have dropped to a point at which no surplus of
proceeds over costs of production expended would
have emerged. This reasoning is at the bottom of the
spurious doctrines of imperfect and monopolistic com-
petition. It was resorted to a short time ago by the
American Administration when it blamed the enter-
prises of the steel industry for the fact that the steel
production capacity of the United States was not
greater than it really was.
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Certainly those engaged in the production of steel
are not responsible for the fact that other people did
not likewise enter this field of production. The
reproach on the part of the authorities would have
been sensible if they had conferred on the existing
steel corporations the monopoly of steel production.
But in the absence of such a privilege, the reprimand
given to the operating mills is not more justified than
it would be to censure the nation’s poets and musi-
cians for the fact that there are not more and better
poets and musicians. If somebody is to blame for the
fact that the number of people who joined the volun-
tary civilian defense organization is not larger, then it
is not those who have already joined but only those
who have not.

That the production of a commodity p is not larger
than it really is, is due to the fact that the comple-
mentary factors of production required for an expan-
sion were employed for the production of other com-
modities. To speak of an insufficiency of the supply of
p is empty rhetoric if it does not indicate the various
products m which were produced in too large quanti-
ties with the effect that their production appears now,
i.e., after the event, as a waste of scarce factors of pro-
duction. We may assume that the entrepreneurs who
instead of producing additional quantities of p turned
to the production of excessive amounts of m and con-
sequently suffered losses, did not intentionally make
their mistake.

Neither did the producers of p intentionally restrict
the production of p. Every entrepreneur’s capital is
limited; he employs it for those projects which, he
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expects, will, by filling the most urgent demand of the
public, yield the highest profit.

An entrepreneur at whose disposal are 100 units of
capital employs, for instance, 50 units for the produc-
tion of p and 50 units for the production of q. If both
lines are profitable, it is odd to blame him for not hav-
ing employed more, e.g., 75 units, for the production
of p. He could increase the production of p only by
curtailing correspondingly the production of q. But
with regard to q the same fault could be found by the
grumblers. If one blames the entrepreneur for not hav-
ing produced more p, one must blame him also for not
having produced more q. This means: one blames the
entrepreneur for the facts that there is a scarcity of the
factors of production and that the earth is not a land
of Cockaigne.

Perhaps the grumbler will object on the ground
that he considers p a vital commodity, much more
important than q, and that therefore the production of
p should be expanded and that of q restricted. If this
is really the meaning of his criticism, he is at variance
with the valuations of the consumers. He throws off
his mask and shows his dictatorial aspirations. Produc-
tion should not be directed by the wishes of the pub-
lic but by his own despotic discretion.

But if our entrepreneur’s production of q involves
a loss, it is obvious that his fault was poor foresight
and not intentional.

Entrance into the ranks of the entrepreneurs in a
market society, not sabotaged by the interference of
government or other agencies resorting to violence, is
open to everybody. Those who know how to take
advantage of any business opportunity cropping up
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will always find the capital required. For the market is
always full of capitalists anxious to find the most
promising employment for their funds and in search of
the ingenious newcomers, in partnership with whom
they could execute the most remunerative projects.

People often failed to realize this inherent feature
of capitalism because they did not grasp the meaning
and the effects of capital scarcity. The task of the
entrepreneur is to select from the multitude of techno-
logically feasible projects those which will satisfy the
most urgent of the not yet satisfied needs of the pub-
lic. Those projects for the execution of which the cap-
ital supply does not suffice must not be carried out.
The market is always crammed with visionaries who
want to float such impracticable and unworkable
schemes. It is these dreamers who always complain
about the blindness of the capitalists who are too stu-
pid to look after their own interests. Of course, the
investors often err in the choice of their investments.
But these faults consist precisely in the fact that they
preferred an unsuitable project to another that would
have satisfied more urgent needs of the buying public.

People often err very lamentably in estimating the
work of the creative genius. Only a minority of men
are appreciative enough to attach the right value to the
achievement of poets, artists, and thinkers. It may hap-
pen that the indifference of his contemporaries makes
it impossible for a genius to accomplish what he
would have accomplished if his fellow men had dis-
played better judgment. The way in which the poet
laureate and the philosopher à la mode are selected is
certainly questionable.
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But it is impermissible to question the free market’s
choice of the entrepreneurs. The consumers' prefer-
ence for definite articles may be open to condemna-
tion from the point of view of a philosopher’s judg-
ment. But judgments of value are necessarily always
personal and subjective. The consumer chooses what,
as he thinks, satisfies him best. Nobody is called upon
to determine what could make another man happier or
less unhappy. The popularity of motor cars, television
sets, and nylon stockings may be criticized from a
“higher” point of view. But these are the things that
people are asking for. They cast their ballots for those
entrepreneurs who offer them this merchandise of the
best quality at the cheapest price.

In choosing between various political parties and
programs for the commonwealth’s social and eco-
nomic organization most people are uninformed and
groping in the dark. The average voter lacks the
insight to distinguish between policies suitable to
attain the ends he is aiming at and those unsuitable.
He is at a loss to examine the long chains of aprioris-
tic reasoning which constitute the philosophy of a
comprehensive social program. He may at best form
some opinion about the short-run effects of the poli-
cies concerned. He is helpless in dealing with the
long-run effects. The socialists and communists in
principle often assert the infallibility of majority deci-
sions. However, they belie their own words in criticiz-
ing parliamentary majorities rejecting their creed, and
in denying to the people, under the one-party system,
the opportunity to choose between different parties.

But in buying a commodity or abstaining from its pur-
chase there is nothing else involved than the consumer’s
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longing for the best possible satisfaction of his instanta-
neous wishes. The consumer does not—like the voter in
political voting—choose between different means whose
effects appear only later. He chooses between things
which immediately provide satisfaction. His decision is
final.

An entrepreneur earns profit by serving the con-
sumers, the people, as they are and not as they should
be according to the fancies of some grumbler or
potential dictator.

5. The Social Function of Profit and Loss

Profits are never normal. They appear only where
there is a maladjustment, a divergence between actual
production and production as it should be in order to
utilize the available material and mental resources for
the best possible satisfaction of the wishes of the pub-
lic. They are the prize of those who remove this mal-
adjustment; they disappear as soon as the maladjust-
ment is entirely removed. In the imaginary construc-
tion of an evenly rotating economy there are no prof-
its. There the sum of the prices of the complementary
factors of production, due allowance being made for
time preference, coincides with the price of the prod-
uct.

The greater the preceding maladjustments, the
greater the profit earned by their removal. Maladjust-
ments may sometimes be called excessive. But it is
inappropriate to apply the epithet “excessive” to prof-
its.
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People arrive at the idea of excessive profits by
confronting the profit earned with the capital
employed in the enterprise and measuring the profit as
a percentage of the capital. This method is suggested
by the customary procedure applied in partnerships
and corporations for the assignment of quotas of the
total profit to the individual partners and shareholders.
These men have contributed to a different extent to
the realization of the project and share in the profits
and losses according to the extent of their contribu-
tion.

But it is not the capital employed that creates prof-
its and losses. Capital does not “beget profit” as Marx
thought. The capital goods as such are dead things that
in themselves do not accomplish anything. If they are
utilized according to a good idea, profit results. If they
are utilized according to a mistaken idea, no profit or
losses result. It is the entrepreneurial decision that cre-
ates either profit or loss. It is mental acts, the mind of
the entrepreneur, from which profits ultimately origi-
nate. Profit is a product of the mind, of success in
anticipating the future state of the market. It is a spiri-
tual and intellectual phenomenon.

The absurdity of condemning any profits as exces-
sive can easily be shown. An enterprise with a capital
of the amount c produced a definite quantity of p
which it sold at prices that brought a surplus of pro-
ceeds over costs of s and consequently a profit of n
per cent. If the entrepreneur had been less capable, he
would have needed a capital of 2c for the production
of the same quantity of p. For the sake of argument we
may even neglect the fact that this would have neces-
sarily increased costs of production as it would have
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doubled the interest on the capital employed, and we
may assume that s would have remained unchanged.
But at any rate s would have been confronted with 2c
instead of c and thus the profit would have been only
n/2 per cent of the capital employed. The “excessive”
profit would have been reduced to a “fair” level. Why?
Because the entrepreneur was less efficient and
because his lack of efficiency deprived his fellow men
of all the advantages they could have got if an amount
c of capital goods had been left available for the pro-
duction of other merchandise.

In branding profits as excessive and penalizing the
efficient entrepreneurs by discriminatory taxation,
people are injuring themselves. Taxing profits is tanta-
mount to taxing success in best serving the public. The
only goal of all production activities is to employ the
factors of production in such a way that they render
the highest possible output. The smaller the input
required for the production of an article becomes, the
more of the scarce factors of production are left for the
production of other articles. But the better an entre-
preneur succeeds in this regard, the more is he vilified
and the more is he soaked by taxation. Increasing
costs per unit of output, that is, waste, is praised as a
virtue.

The most amazing manifestation of this com-
plete failure to grasp the task of production and the
nature and functions of profit and loss is shown in
the popular superstition that profit is an addendum to
the costs of production, the height of which depends
uniquely on the discretion of the seller. It is this belief
that guides governments in controlling prices. It is the
same belief that has prompted many governments to
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make arrangements with their contractors according to
which the price to be paid for an article delivered is to
equal costs of production expended by the seller
increased by a definite percentage. The effect was that
the purveyor got a surplus the higher, the less he suc-
ceeded in avoiding superfluous costs. Contracts of this
type enhanced considerably the sums the United States
had to expend in the two World Wars. But the bureau-
crats, first of all the professors of economics who
served in the various war agencies, boasted of their
clever handling of the matter.

All people, entrepreneurs as well as non-entrepre-
neurs, look askance upon any profits earned by other
people. Envy is a common weakness of men. People
are loath to acknowledge the fact that they themselves
could have earned profits if they had displayed the
same foresight and judgment the successful business-
man did. Their resentment is the more violent, the
more they are subconsciously aware of this fact.

There would not be any profits but for the eager-
ness of the public to acquire the merchandise offered
for sale by the successful entrepreneur. But the same
people who scramble for these articles vilify the busi-
nessman and call his profit ill-got.

The semantic expression of this enviousness is the
distinction between earned and unearned income. It
permeates the textbooks, the language of the laws and
administrative procedure. Thus, for instance, the official
Form 201 for the New York State Income Tax Return
calls “Earnings” only the compensation received by
employees and, by implication, all other income, also
that resulting from the exercise of a profession,
unearned income. Such is the terminology of a state
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whose governor is a Republican and whose state
assembly has a Republican majority.

Public opinion condones profits only as far as they
do not exceed the salary paid to an employee. All sur-
plus is rejected as unfair. The objective of taxation is,
under the ability-to-pay principle, to confiscate this
surplus.

Now one of the main functions of profits is to shift
the control of capital to those who know how to
employ it in the best possible way for the satisfaction
of the public. The more profits a man earns, the
greater his wealth consequently becomes, the more
influential does he become in the conduct of business
affairs. Profit and loss are the instruments by means of
which the consumers pass the direction of production
activities into the hands of those who are best fit to
serve them. Whatever is undertaken to curtail or to
confiscate profits impairs this function. The result of
such measures is to loosen the grip the consumers
hold over the course of production. The economic
machine becomes, from the point of view of the peo-
ple, less efficient and less responsive.

The jealousy of the common man looks upon the
profits of the entrepreneurs as if they were totally used
for consumption. A part of them is, of course, con-
sumed. But only those entrepreneurs attain wealth and
influence in the realm of business who consume
merely a fraction of their proceeds and plough back
the much greater part into their enterprises. What
makes small business develop into big business is not
spending, but saving and capital accumulation.
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6. Profit and Loss in the Progressing and
in the Retrogressing Economy

We call a stationary economy an economy in which
the per head quota of the income and wealth of the
individuals remains unchanged. In such an economy
what the consumers spend more for the purchase of
some articles must be equal to what they spend less
for other articles. The total amount of the profits
earned by one part of the entrepreneurs equals the
total amount of losses suffered by other entrepreneurs.

A surplus of the sum of all profits earned in the
whole economy above the sum of all losses suffered
emerges only in a progressing economy, that is in an
economy in which the per head quota of capital
increases. This increment is an effect of saving that
adds new capital goods to the quantity already previ-
ously available. The increase of capital available cre-
ates maladjustments insofar as it brings about a dis-
crepancy between the actual state of production and
that state which the additional capital makes possible.
Thanks to the emergence of additional capital, certain
projects which hitherto could not be executed become
feasible. In directing the new capital into those chan-
nels in which it satisfies the most urgent among the
previously not satisfied wants of the consumers, the
entrepreneurs earn profits which are not counterbal-
anced by the losses of other entrepreneurs.

The enrichment which the additional capital gen-
erates goes only in part to those who have created it
by saving. The rest goes, by raising the marginal pro-
ductivity of labor and thereby wage rates, to the earn-
ers of wages and salaries and, by raising the prices of
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definite raw materials and food stuffs, to the owners of
land, and, finally, to the entrepreneurs who integrate
this new capital into the most economical production
processes. But while the gain of the wage earners and
of the landowners is permanent, the profits of the
entrepreneurs disappear once this integration is
accomplished. Profits of the entrepreneurs are, as has
been mentioned already, a permanent phenomenon
only on account of the fact that maladjustments appear
daily anew by the elimination of which profits are
earned.

Let us for the sake of argument resort to the con-
cept of national income as employed in popular eco-
nomics. Then it is obvious that in a stationary econ-
omy no part of the national income goes into profits.
Only in a progressing economy is there a surplus of
total profits over total losses. The popular belief that
profits are a deduction from the income of workers
and consumers is entirely fallacious. If we want to
apply the term deduction to the issue, we have to say
that this surplus of profits over losses as well as the
increments of the wage earners and the landowners is
deducted from the gains of those whose saving
brought about the additional capital. It is their saving
that is the vehicle of economic improvment, that
makes the employment of technological innovations
possible and raises productivity and the standard of
living. It is the entrepreneurs whose activity takes care
of the most economical employment of the additional
capital. As far as they themselves do not save, neither
the workers nor the landowners contribute anything
to the emergence of the circumstances which gener-
ate what is called economic progress and improve-
ment. They are benefited by other peoples’ saving
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that creates additional capital on the one hand and by
the entrepreneurial action that directs this additional
capital toward the satisfaction of the most urgent wants
on the other hand. A retrogressing economy is an
economy in which the per head quota of capital
invested is decreasing. In such an economy the total
amount of losses incurred by entrepreneurs exceeds
the total amount of profits earned by other entrepre-
neurs.

7. The Computation of Profit and Loss

The originary praxeological categories of profit and
loss are psychic qualities and not reducible to any
interpersonal description in quantitative terms. They
are intensive magnitudes. The difference between the
value of the end attained and that of the means
applied for its attainment is profit if it is positive and
loss if it is negative.

Where there are social division of efforts and coop-
eration as well as private ownership of the means of
production, economic calculation in terms of monetary
units becomes feasible and necessary. Profit and loss
are computable as social phenomena. The psychic
phenomena of profit and loss, from which they are
ultimately derived, remain, of course, incalculable
intensive magnitudes.

The fact that in the frame of the market economy
entrepreneurial profit and loss are determined by arith-
metical operations has misled many people. They fail
to see that essential items that enter into this calcula-
tion are estimates emanating from the entrepreneur’s

26 PROFIT AND LOSS



specific understanding of the future state of the mar-
ket. They think that these computations are open to
examination and verification or alteration on the part
of a disinterested expert. They ignore the fact that such
computations are as a rule an inherent part of the
entrepreneur’s speculative anticipation of uncertain
future conditions.

For the task of this essay it suffices to refer to one
of the problems of cost accounting. One of the items
of a bill of costs is the establishment of the difference
between the price paid for the acquisition of what is
commonly called durable production equipment and
its present value. This present value is the money
equivalent of the contribution this equipment will
make to future earnings. There is no certainty about
the future state of the market and about the height of
these earnings. They can only be determined by a
speculative anticipation on the part of the entrepre-
neur. It is preposterous to call in an expert and to sub-
stitute his arbitrary judgment for that of the entrepre-
neur. The expert is objective insofar as he is not
affected by an error made. But the entrepreneur
exposes his own material well-being.

Of course, the law determines magnitudes which it
calls profit and loss. But these magnitudes are not
identical with the economic concepts of profit and loss
and must not be confused with them. If a tax law calls
a magnitude profit, it in effect determines the height of
taxes due. It calls this magnitude profit because it
wants to justify its tax policy in the eyes of the public.
It would be more correct for the legislator to omit the
term profit and simply to speak of the basis for the
computation of the tax due.
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The tendency of the tax laws is to compute what
they call profit as high as possible in order to increase
immediate public revenue. But there are other laws
which are committed to the tendency to restrict the
magnitude they call profit. The commercial codes of
many nations were and are guided by the endeavor to
protect the rights of creditors. They aimed at restricting
what they called profit in order to prevent the entre-
preneur from withdrawing to the prejudice of creditors
too much from the firm or corporation for his own
benefit. It was these tendencies which were operative
in the evolution of the commercial usages concerning
the customary height of depreciation quotas.

There is no need today to dwell upon the problem
of the falsification of economic calculation under infla-
tionary conditions. All people begin to comprehend
the phenomenon of illusory profits, the offshoot of the
great inflations of our age.

Failure to grasp the effects of inflation upon the
customary methods of computing profits originated the
modern concept of profiteering. An entrepreneur is
dubbed a profiteer if his profit and loss statement, cal-
culated in terms of a currency subject to a rapidly pro-
gressing inflation, shows profits which other people
deem “excessive.” It has happened very often in many
countries that the profit and loss statement of such a
profiteer, when calculated in terms of a noninflated or
less inflated currency, showed not only no profit at all
but considerable losses.

Even if we neglect for the sake of argument any
reference to the phenomenon of merely inflation-
induced illusory profits, it is obvious that the epithet
profiteer is the expression of an arbitrary judgment of
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2Cf. L. Susan Stebbing, Thinking to Some Purpose (New York: Pelican
Books, 1939), pp. 185–87.

value. There is no other standard available for the dis-
tinction between profiteering and earning fair profits
than that provided by the censor’s personal envy and
resentment.

It is strange indeed that an eminent logician, the
late L. Susan Stebbing, entirely failed to perceive the
issue involved. Professor Stebbing equated the con-
cept of profiteering to concepts which refer to a clear
distinction of such a nature that no sharp line can be
drawn between extremes. The distinction between
excess profits or profiteering, and “legitimate profits,”
she declared, is clear, although it is not a sharp dis-
tinction.2 Now this distinction is clear only in reference
to an act of legislation that defines the term excess
profits as used in its context. But this is not what Steb-
bing had in mind. She explicitly emphasized that such
legal definitions are made “in an arbitrary manner for
the practical purposes of administration.” She used the
term legitimate without any reference to legal statutes
and their definitions. But is it permissible to employ
the term legitimate without reference to any standard
from the point of view of which the thing in question
is to be considered as legitimate? And is there any
other standard available for the distinction between
profiteering and legitimate profits than one provided
by personal judgments of value?

Professor Stebbing referred to the famous acervus
and calvus arguments of the old logicians. Many words
are vague insofar as they apply to characteristics which
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may be possessed in varying degrees. It is impossible
to draw a sharp line between those who are bald and
those who are not. It is impossible to define precisely
the concept of baldness. But what Professor Stebbing
failed to notice is that the characteristic according to
which people distinguish between those who are bald
and those who are not is open to a precise definition.
It is the presence or the absence of hair on the head
of a person. This is a clear and unambiguous mark of
which the presence or absence is to be established by
observation and to be expressed by propositions about
existence. What is vague is merely the determination
of the point at which non-baldness turns into baldness.
People may disagree with regard to the determination
of this point. But their disagreements refer to the inter-
pretation of the convention that attaches a certain
meaning to the word baldness. No judgments of value
are implied. It may, of course, happen that the differ-
ence of opinion is in a concrete case caused by bias.
But this is another thing.

The vagueness of words like bald is the same that
is inherent in the indefinite numerals and pronouns.
Language needs such terms, as for many purposes of
daily communication between men, an exact arith-
metical establishment of quantities is superfluous and
too bothersome. Logicians are badly mistaken in
attempting to attach to such words, whose vagueness
is intentional and serves definite purposes, the preci-
sion of the definite numerals. For an individual who
plans to visit Seattle the information that there are
many hotels in this city is sufficient. A committee that
plans to hold a convention in Seattle needs precise
information about the number of hotel beds available.
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Professor Stebbing’s error consisted in the confu-
sion of existential propositions with judgments of
value. Her unfamiliarity with the problems of eco-
nomics, which all her otherwise valuable writings dis-
play, led her astray. She would not have made such a
blunder in a field that was better known to her. She
would not have declared that there is a clear distinc-
tion between an author’s “legitimate royalties” and
“illegitimate royalties.” She would have comprehended
that the height of the royalties depends on the public’s
appreciation of a book and that an observer who crit-
icizes the height of royalties merely expresses his per-
sonal judgment of value.
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B.  THE CONDEMNATION OF PROFIT

1. Economics and the Abolition of Profit

Those who spurn entrepreneurial profit as
“unearned” mean that it is lucre unfairly withheld
either from the workers or from the consumers or from
both. Such is the idea underlying the alleged “right to
the whole produce of labor” and the Marxian doctrine
of exploitation. It can be said that most governments—
if not all—and the immense majority of our contem-
poraries by and large endorse this opinion although
some of them are generous enough to acquiesce in the
suggestion that a fraction of profits should be left to
the “exploiters.”

There is no use in arguing about the adequacy of
ethical precepts. They are derived from intuition; they
are arbitrary and subjective. There is no objective stan-
dard available with regard to which they could be
judged. Ultimate ends are chosen by the individual’s
judgments of value. They cannot be determined by
scientific inquiry and logical reasoning. If a man says,
“This is what I am aiming at whatever the conse-
quences of my conduct and the price I shall have to
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pay for it may be,” nobody is in a position to oppose
any arguments against him. But the question is
whether it is really true that this man is ready to pay
any price for the attainment of the end concerned. If
this latter question is answered in the negative, it
becomes possible to enter into an examination of the
issue involved.

If there were really people who are prepared to
put up with all the consequences of the abolition of
profit, however detrimental they may be, it would not
be possible for economics to deal with the problem.
But this is not the case. Those who want to abolish
profit are guided by the idea that this confiscation
would improve the material well-being of all non-
entrepreneurs. In their eyes the abolition of profit is
not an ultimate end but a means for the attainment of
a definite end, viz., the enrichment of the non-entre-
preneurs. Whether this end can really be attained by
the employment of this means and whether the
employment of this means does not perhaps bring
about some other effects which may to some or to all
people appear more undesirable than conditions
before the employment of this means, these are ques-
tions which economics is called upon to examine.

2. The Consequences of the Abolition of Profit

The idea to abolish profit for the advantage of the
consumers involves that the entrepreneur should be
forced to sell the products at prices not exceeding the
costs of production expended. As such prices are, for
all articles the sale of which would have brought
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profit, below the potential market price, the available
supply is not sufficient to make it possible for all those
who want to buy at these prices to acquire the articles.
The market is paralyzed by the maximum price
decree. It can no longer allocate the products to the
consumers. A system of rationing must be adopted.

The suggestion to abolish the entrepreneur’s profit
for the benefit of the employees aims not at the aboli-
tion of profit. It aims at wresting it from the hands of
the entrepreneur and handing it over to his employees.

Under such a scheme the incidence of losses
incurred falls upon the entrepreneur, while profits go
to the employees. It is probable that the effect of this
arrangement would consist in making losses increase
and profits dwindle. At any rate, a greater part of the
profits would be consumed and less would be saved
and ploughed back into the enterprise. No capital
would be available for the establishment of new
branches of production and for the transfer of capital
from branches which—in compliance with the demand
of the customers—should shrink into branches which
should expand. For it would harm the interests of those
employed in a definite enterprise or branch to restrict
the capital employed in it and to transfer it into another
enterprise or branch. If such a scheme had been
adopted half a century ago, all the innovations accom-
plished in this period would have been rendered
impossible. If, for the sake of argument, we were pre-
pared to neglect any reference to the problem of capi-
tal accumulation, we would still have to realize that
giving profit to the employees must result in rigidity of
the once attained state of production and preclude any
adjustment, improvement, and progress.
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In fact, the scheme would transfer ownership of
the capital invested into the hands of the employees.
It would be tantamount to the establishment of syndi-
calism and would generate all the effects of syndical-
ism, a system which no author or reformer ever had
the courage to advocate openly.

A third solution of the problem would be to con-
fiscate all the profits earned by the entrepreneurs for
the benefit of the state. A one hundred per cent tax on
profits would accomplish this task. It would transform
the entrepreneurs into irresponsible administrators of
all plants and workshops. They would no longer be
subject to the supremacy of the buying public. They
would just be people who have the power to deal with
production as it pleases them.

The policies of all contemporary governments
which have not adopted outright socialism apply all
these three schemes jointly. They confiscate by various
measures of price control a part of the potential prof-
its for the alleged benefit of the consumers. They sup-
port the labor unions in their endeavors to wrest,
under the ability-to-pay principle of wage determina-
tion, a part of the profits from the entrepreneurs. And,
last but not least, they are intent upon confiscating, by
progressive income taxes, special taxes on corporation
income and “excess profits” taxes, an ever increasing
part of profits for public revenue. It can easily be seen
that these policies if continued will very soon succeed
in abolishing entrepreneurial profit altogether.

The joint effect of the application of these policies
is already today rising chaos. The final effect will be
the full realization of socialism by smoking out the
entrepreneurs. Capitalism cannot survive the abolition

36 PROFIT AND LOSS



of profit. It is profit and loss that force the capitalists
to employ their capital for the best possible service to
the consumers. It is profit and loss that make those
people supreme in the conduct of business who are
best fit to satisfy the public. If profit is abolished, chaos
results.

3. The Anti-Profit Arguments

All the reasons advanced in favor of an anti-profit
policy are the outcome of an erroneous interpretation
of the operation of the market economy.

The tycoons are too powerful, too rich, and too
big. They abuse their power for their own enrichment.
They are irresponsible tyrants. Bigness of an enterprise
is in itself an evil. There is no reason why some men
should own millions while others are poor. The wealth
of the few is the cause of the poverty of the masses.

Each word of these passionate denunciations is
false. The businessmen are not irresponsible tyrants. It
is precisely the necessity of making profits and avoid-
ing losses that gives to the consumers a firm hold over
the entrepreneurs and forces them to comply with the
wishes of the people. What makes a firm big is its suc-
cess in best filling the demands of the buyers. If the
bigger enterprise did not better serve the people than
a smaller one, it would long since have been reduced
to smallness. There is no harm in a businessman’s
endeavors to enrich himself by increasing his profits.
The businessman has in his capacity as a businessman
only one task: to strive after the highest possible profit.
Huge profits are the proof of good service rendered in
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supplying the consumers. Losses are the proof of blun-
ders committed, of failure to perform satisfactorily the
tasks incumbent upon an entrepreneur. The riches of
successful entrepreneurs are not the cause of any-
body’s poverty; it is the consequence of the fact that
the consumers are better supplied than they would
have been in the absence of the entrepreneur’s effort.
The penury of millions in the backward countries is
not caused by anybody’s opulence; it is the correlative
of the fact that their country lacks entrepreneurs who
have acquired riches. The standard of living of the
common man is highest in those countries which have
the greatest number of wealthy entrepreneurs. It is to
the foremost material interest of everybody that control
of the factors of production should be concentrated in
the hands of those who know how to utilize them in
the most efficient way.

It is the avowed objective of the policies of all
present-day governments and political parties to pre-
vent the emergence of new millionaires. If this policy
had been adopted in the United States fifty years ago
the growth of the industries producing new articles
would have been stunted. Motorcars, refrigerators,
radio sets, and a hundred other less spectacular but
even more useful innovations would not have become
standard equipment in most of the American family
households.

The average wage earner thinks that nothing else
is needed to keep the social apparatus of production
running and to improve and to increase output than
the comparatively simple routine work assigned to
him. He does not realize that the mere toil and trouble
of the routinist is not sufficient. Sedulousness and skill
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are spent in vain if they are not directed toward the
most important goal by the entrepreneur’s foresight
and are not aided by the capital accumulated by capi-
talists. The American worker is badly mistaken when
he believes that his high standard of living is due to
his own excellence. He is neither more industrious nor
more skillful than the workers of Western Europe. He
owes his superior income to the fact that his country
clung to “rugged individualism” much longer than
Europe. It was his luck that the United States turned to
an anticapitalistic policy as much as forty or fifty years
later than Germany. His wages are higher than those
of the workers of the rest of the world because the
capital equipment per head of the employee is highest
in America and because the American entrepreneur
was not so much restricted by crippling regimentation
as his colleagues in other areas. The comparatively
greater prosperity of the United States is an outcome
of the fact that the New Deal did not come in 1900 or
1910, but only in 1933.

If one wants to study the reasons for Europe’s
backwardness, it would be necessary to examine the
manifold laws and regulations that prevented in
Europe the establishment of an equivalent of the
American drug store and crippled the evolution of
chain stores, department stores, super markets, and
kindred outfits. It would be important to investigate
the German Reich’s effort to protect the inefficient
methods of traditional Handwerk (handicraft) against
the competition of capitalist business. Still more
revealing would be an examination of the Austrian
Gewerbepolitik, a policy that from the early eighties on
aimed at preserving the economic structure of the ages
preceding the Industrial Revolution.
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3V.I. Lenin, State and Revolution (New York: Edition by International
Publishers, 1917), pp. 83–84). The italics are Lenin’s (or the commu-
nist translator’s).

The worst menace to prosperity and civilization
and to the material well-being of the wage earners is
the inability of union bosses, of “union economists”
and of the less intelligent strata of the workers them-
selves to appreciate the role entrepreneurs play in pro-
duction. This lack of insight has found a classical
expression in the writings of Lenin. As Lenin saw it all
that production requires besides the manual work of
the laborer and the designing of the engineers is “con-
trol of production and distribution,” a task that can eas-
ily be accomplished “by the armed workers.” For this
accounting and control “have been simplified by capi-
talism to the utmost, till they have become the extraor-
dinarily simple operations of watching, recording and
issuing receipts, within the reach of everybody who
can read and write and knows the first four rules of
arithmetic.”3 No further comment is needed.

4. The Equality Argument

In the eyes of the parties who style themselves pro-
gressive and leftist the main vice of capitalism is the
inequality of incomes and wealth. The ultimate end of
their policies is to establish equality. The moderates
want to attain this goal step by step; the radicals plan
to attain it at one stroke, by a revolutionary overthrow
of the capitalist mode of production.
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However, in talking about equality and asking
vehemently for its realization, nobody advocates a cur-
tailment of his own present income. The term equality
as employed in contemporary political language
always means upward leveling of one’s income, never
downward leveling. It means getting more, not sharing
one’s own affluence with people who have less.

If the American automobile worker, railroadman,
or compositor says equality, he means expropriating
the holders of shares and bonds for his own benefit.
He does not consider sharing with the unskilled work-
ers who earn less. At best, he thinks of equality of all
American citizens. It never occurs to him that the peo-
ples of Latin America, Asia, and Africa may interpret
the postulate of equality as world equality and not as
national equality.

The political labor movement as well as the labor
union movement flamboyantly advertise their interna-
tionalism. But this internationalism is a mere rhetorical
gesture without any substantial meaning. In every coun-
try in which average wage rates are higher than in any
other area, the unions advocate insurmountable immi-
gration barriers in order to prevent foreign “comrades”
and “brothers” from competing with their own members.
Compared with the anti-immigration laws of the Euro-
pean nations, the immigration legislation of the American
republics is mild indeed because it permits the immigra-
tion of a limited number of people. No such normal quo-
tas are provided in most of the European laws.

All the arguments advanced in favor of income
equalization within a country can with the same justi-
fication or lack of justification also be advanced in
favor of world equalization. An American worker has
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no better title to claim the savings of the American cap-
italist than has any foreigner. That a man has earned
profits by serving the consumers and has not entirely
consumed his funds but ploughed back the greater
part of them into industrial equipment does not give
anybody a valid title to expropriate this capital for his
own benefit. But if one maintains the opinion to the
contrary, there is certainly no reason to ascribe to any-
body a better right to expropriate than to anybody
else. There is no reason to assert that only Americans
have the right to expropriate other Americans. The big
shots of American business are the scions of people
who immigrated to the United States from England,
Scotland, Ireland, France, Germany, and other Euro-
pean countries. The people of their country of origin
contend that they have the same title to seize the prop-
erty acquired by these men as the American people
have. The American radicals are badly mistaken in
believing that their social program is identical or at least
compatible with the objectives of the radicals of other
countries. It is not. The foreign radicals will not acqui-
esce in leaving to the Americans, a minority of less than
7 percent of the world’s total population, what they
think is a privileged position. A world government of
the kind the American radicals are asking for would try
to confiscate by a world income tax all the surplus an
average American earns above the average income of a
Chinese or Indian worker. Those who question the cor-
rectness of this statement, would drop their doubts after
a conversation with any of the intellectual leaders of
Asia.

There is hardly any Iranian who would qualify the
objections raised by the British Labour Government
against the confiscation of the oil wells as anything
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else but a manifestation of the most reactionary spirit
of capitalist exploitation. Today governments abstain
from virtually expropriating—by foreign exchange
control, discriminatory taxation and similar devices—
foreign investments only if they expect to get in the
next years more foreign capital and thus to be able in
the future to expropriate a greater amount.

The disintegration of the international capital mar-
ket is one of the most important effects of the anti-
profit mentality of our age. But no less disastrous is the
fact that the greater part of the world’s population
looks upon the United States—not only upon the
American capitalists but also upon the American work-
ers—with the same feelings of envy, hatred, and hos-
tility with which, stimulated by the socialist and com-
munist doctrines, the masses everywhere look upon
the capitalists of their own nation.

5. Communism and Poverty

A customary method of dealing with political pro-
grams and movements is to explain and to justify their
popularity by referring to the conditions which people
found unsatisfactory and to the goals they wanted to
attain by the realization of these programs.

However, the only thing that matters is whether or
not the program concerned is fit to attain the ends
sought. A bad program and a bad policy can never be
explained, still less justified by pointing to the unsatis-
factory conditions of its originators and supporters.
The sole question that counts is whether or not these
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policies can remove or alleviate the evils which they
are designed to remedy.

Yet almost all our contemporaries declare again
and again: If you want to succeed in fighting commu-
nism, socialism, and interventionism, you must first of
all improve peoples' material conditions. The policy
of laissez faire aims precisely at making people more
prosperous. But it cannot succeed as long as want is
worsened more and more by socialist and interven-
tionist measures.

In the very short run the conditions of a part of the
people can be improved by expropriating entrepre-
neurs and capitalists and by distributing the booty. But
such predatory inroads, which even the Communist
Manifesto described as “despotic” and as “economically
insufficient and untenable,” sabotage the operation of
the market economy, impair very soon the conditions
of all the people and frustrate the endeavors of entre-
preneurs and capitalists to make the masses more pros-
perous. What is good for a quickly vanishing instant,
(i.e., in the shortest run) may very soon (i.e., in the long
run) result in most detrimental consequences.

Historians are mistaken in explaining the rise of
Nazism by referring to real or imaginary adversities and
hardships of the German people. What made the Ger-
mans support almost unanimously the twenty-five
points of the “unalterable” Hitler program was not some
conditions which they deemed unsatisfactory, but their
expectation that the execution of this program would
remove their complaints and render them happier. They
turned to Nazism because they lacked common sense
and intelligence. They were not judicious enough to
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recognize in time the disasters that Nazism was bound
to bring upon them.

The immense majority of the world’s population is
extremely poor when compared with the average stan-
dard of living of the capitalist nations. But this poverty
does not explain their propensity to adopt the com-
munist program. They are anti-capitalistic because
they are blinded by envy, ignorance, and too dull to
appreciate correctly the causes of their distress. There
is but one means to improve their material conditions,
namely, to convince them that only capitalism can ren-
der them more prosperous.

The worst method to fight communism is that of
the Marshall Plan. It gives to the recipients the impres-
sion that the United States alone is interested in the
preservation of the profit system while their own con-
cerns require a communist regime. The United States,
they think, is aiding them because its people have a
bad conscience. They themselves pocket this bribe but
their sympathies go to the socialist system. The Amer-
ican subsidies make it possible for their governments
to conceal partially the disastrous effects of the various
socialist measures they have adopted.

Not poverty is the source of socialism, but spurious
ideological prepossessions. Most of our contempo-
raries reject beforehand, without having ever studied
them, all the teachings of economics as aprioristic non-
sense. Only experience, they maintain, is to be relied
upon. But is there any experience that would speak in
favor of socialism?

Retorts the socialist: But capitalism creates poverty;
look at India and China. The objection is vain. Neither
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India nor China has ever established capitalism. Their
poverty is the result of the absence of capitalism.

What happened in these and other underdevel-
oped countries was that they were benefited from
abroad by some of the fruits of capitalism without hav-
ing adopted the capitalist mode of production. Euro-
pean, and in more recent years also American, capital-
ists invested capital in their areas and thereby
increased the marginal productivity of labor and wage
rates. At the same time these peoples received from
abroad the means to fight contagious diseases, med-
ications developed in the capitalist countries. Conse-
quently mortality rates, especially infant mortality,
dropped considerably. In the capitalist countries this
prolongation of the average length of life was partially
compensated by a drop in the birth rate. As capital
accumulation increased more quickly than population,
the per head quota of capital invested grew continu-
ously. The result was progressing prosperity. It was
different in the countries which enjoyed some of the
effects of capitalism without turning to capitalism.
There the birth rate did not decline at all or not to the
extent required to make the per head quota of capital
invested rise. These nations prevent by their policies
both the importation of foreign capital and the accu-
mulation of domestic capital. The joint effect of the
high birth rate and the absence of an increase in cap-
ital is, of course, increasing poverty.

There is but one means to improve the material
well-being of men, viz., to accelerate the increase in
capital accumulated as against population. No psycho-
logical lucubrations, however sophisticated, can alter
this fact. There is no excuse whatever for the pursuit
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of policies which not only fail to attain the ends
sought, but even seriously impair conditions.

6. The Moral Condemnation of the Profit Motive

As soon as the problem of profits is raised, people
shift it from the praxeological sphere into the sphere of
ethical judgments of value. Then everybody glories in
the aureole of a saint and an ascetic. He himself does
not care for money and material well-being. He serves
his fellow men to the best of his abilities unselfishly. He
strives after higher and nobler things than wealth.
Thank God, he is not one of those egoistic profiteers.

The businessmen are blamed because the only
thing they have in mind is to succeed. Yet every-
body—without any exception—in acting aims at the
attainment of a definite end. The only alternative to
success is failure; nobody ever wants to fail. It is the
very essence of human nature that man consciously
aims at substituting a more satisfactory state of affairs
for a less satisfactory. What distinguishes the decent
man from the crook is the different goals they are aim-
ing at and the different means they are resorting to in
order to attain the ends chosen. But they both want to
succeed in their sense. It is logically impermissible to
distinguish between people who aim at success and
those who do not.

Practically everybody aims at improving the material
conditions of his existence. Public opinion takes no
offense at the endeavors of farmers, workers, clerks,
teachers, doctors, ministers, and people from many
other callings to earn as much as they can. But it cen-
sures the capitalists and entrepreneurs for their greed.
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While enjoying without any scruples all the goods busi-
ness delivers, the consumer sharply condemns the self-
ishness of the purveyors of this merchandise. He does
not realize that he himself creates their profits by scram-
bling for the things they have to sell.

Neither does the average man comprehend that
profits are indispensable in order to direct the activities
of business into those channels in which they serve
him best. He looks upon profits as if their only func-
tion were to enable the recipients to consume more
than he himself does. He fails to realize that their main
function is to convey control of the factors of produc-
tion into the hands of those who best utilize them for
his own purposes. He did not, as he thinks, renounce
becoming an entrepreneur out of moral scruples. He
chose a position with a more modest yield because he
lacked the abilities required for entrepreneurship or, in
rare cases indeed, because his inclinations prompted
him to enter upon another career.

Mankind ought to be grateful to those exceptional
men who out of scientific zeal, humanitarian enthusi-
asm, or religious faith sacrificed their lives, health, and
wealth, in the service of their fellow men. But the
philistines practice self-deception in comparing them-
selves with the pioneers of medical X-ray application or
with nuns who attend people afflicted with the plague.
It is not self-denial that makes the average physician
choose a medical career, but the expectation of attain-
ing a respected social position and a suitable income.

Everybody is eager to charge for his services and
accomplishments as much as the traffic can bear. In
this regard there is no difference between the workers,
whether unionized or not, the ministers, and teachers
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on the one hand and the entrepreneurs on the other
hand. None of them has the right to talk as if he were
Francis d’Assisi.

There is no other standard of what is morally good
and morally bad than the effects produced by conduct
upon social cooperation. A—hypothetical—isolated
and self-sufficient individual would not in acting have
to take into account anything else than his own well-
being. Social man must in all his actions avoid
indulging in any conduct that would jeopardize the
smooth working of the system of social cooperation.
In complying with the moral law, man does not sacri-
fice his own concerns to those of a mythical higher
entity, whether it is called class, state, nation, race, or
humanity. He curbs some of his own instinctive urges,
appetites and greed, that is his short-run concerns, in
order to serve best his own—rightly understood or
long-run—interests. He forgoes a small gain that he
could reap instantly lest he miss a greater but later sat-
isfaction. For the attainment of all human ends, what-
ever they may be, is conditioned by the preservation
and further development of social bonds and interhu-
man cooperation. What is an indispensable means to
intensify social cooperation and to make it possible for
more people to survive and to enjoy a higher standard
of living is morally good and socially desirable. Those
who reject this principle as unchristian ought to pon-
der over the text: “That thy days may be long upon the
land which the Lord thy God giveth thee.” They can
certainly not deny that capitalism has made man’s days
longer than they were in the precapitalistic ages.

There is no reason why capitalists and entrepre-
neurs should be ashamed of earning profits. It is silly
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that some people try to defend American capitalism by
declaring: “The record of American business is good;
profits are not too high.” The function of entrepreneurs
is to make profits; high profits are the proof that they
have well performed their task of removing maladjust-
ments of production.

Of course, as a rule capitalists and entrepreneurs
are not saints excelling in the virtue of self-denial. But
neither are their critics saintly. And with all the regard
due to the sublime self-effacement of saints, we cannot
help stating the fact that the world would be in a rather
desolate condition if it were peopled exclusively by
men not interested in the pursuit of material well-being.

7. The Static Mentality

The average man lacks the imagination to realize
that the conditions of life and action are in a continual
flux. As he sees it, there is no change in the external
objects that constitute his well-being. His world view
is static and stationary. It mirrors a stagnating environ-
ment. He knows neither that the past differed from the
present nor that there prevails uncertainty about future
things. He is at a complete loss to conceive the func-
tion of entrepreneurship because he is unaware of this
uncertainty. Like children who take all the things the
parents give them without asking any questions, he
takes all the goods business offers him. He is unaware
of the efforts that supply him with all he needs. He
ignores the role of capital accumulation and of entre-
preneurial decisions. He simply takes it for granted
that a magic table appears at a moment’s notice laden
with all he wants to enjoy.
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This mentality is reflected in the popular idea of
socialization. Once the parasitic capitalists and entre-
preneurs are thrown out, he himself will get all that
they used to consume. It is but the minor error of this
expectation that it grotesquely overrates the increment
in income, if any, each individual could receive from
such a distribution. Much more serious is the fact that
it assumes that the only thing required is to continue in
the various plants production of those goods they are
producing at the moment of the socialization in the
ways they were hitherto produced. No account is taken
of the necessity to adjust production daily anew to per-
petually changing conditions. The dilettante-socialist
does not comprehend that a socialization effected fifty
years ago would not have socialized the structure of
business as it exists today but a very different structure.
He does not give a thought to the enormous effort that
is needed in order to transform business again and
again to render the best possible service.

This dilettantish inability to comprehend the essen-
tial issues of the conduct of production affairs is not
only manifested in the writings of Marx and Engels. It
permeates no less the contributions of contemporary
psuedo-economics.

The imaginary construction of an evenly rotating
economy is an indispensable mental tool of economic
thinking. In order to conceive the function of profit
and loss, the economist constructs the image of a
hypothetical, although unrealizable, state of affairs in
which nothing changes, in which tomorrow does not
differ at all from today and in which consequently no
maladjustments can arise and no need for any alter-
ation in the conduct of business emerges. In the frame
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of this imaginary construction there are no entrepre-
neurs and no entrepreneurial profits and losses. The
wheels turn spontaneously as it were. But the real
world in which men live and have to work can never
duplicate the hypothetical world of this mental
makeshift.

Now one of the main shortcomings of the mathe-
matical economists is that they deal with this evenly
rotating economy—they call it the static state—as if it
were something really existing. Prepossessed by the
fallacy that economics is to be treated with mathemat-
ical methods, they concentrate their efforts upon the
analysis of static states which, of course, allow a
description in sets of simultaneous differential equa-
tions. But this mathematical treatment virtually avoids
any reference to the real problems of economics. It
indulges in quite useless mathematical play without
adding anything to the comprehension of the prob-
lems of human acting and producing. It creates the
misunderstanding as if the analysis of static states were
the main concern of economics. It confuses a merely
ancillary tool of thinking with reality.

The mathematical economist is so blinded by his
epistemological prejudice that he simply fails to see
what the tasks of economics are. He is anxious to
show us that socialism is realizable under static condi-
tions. As static conditions, as he himself admits, are
unrealizable, this amounts merely to the assertion that
in an unrealizable state of the world socialism would
be realizable. A very valuable result, indeed, of a hun-
dred years of the joint work of hundreds of authors,
taught at all universities, publicized in innumerable
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textbooks and monographs and in scores of allegedly
scientific magazines!

There is no such thing as a static economy. All the
conclusions derived from preoccupation with the
image of static states and static equilibrium are of no
avail for the description of the world as it is and will
always be.

LUDWIG VON MISES 53





C. THE ALTERNATIVE

A social order based on private control of the
means of production cannot work without entrepre-
neurial action and entrepreneurial profit and, of
course, entrepreneurial loss. The elimination of profit,
whatever methods may be resorted to for its execu-
tion, must transform society into a senseless jumble. It
would create poverty for all.

In a socialist system there are neither entrepre-
neurs nor entrepreneurial profit and loss. The supreme
director of the socialist commonwealth would, how-
ever, have to strive in the same way after a surplus of
proceeds over costs as the entrepreneurs do under
capitalism. It is not the task of this essay to deal with
socialism. Therefore it is not necessary to stress the
point that, not being able to apply any kind of eco-
nomic calculation, the socialist chief would never
know what the costs and what the proceeds of his
operations are.

What matters in this context is merely the fact
that there is no third system feasible. There cannot be
any such thing as a non-socialist system without
entrepreneurial profit and loss. The endeavors to
eliminate profits from the capitalist system are merely
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destructive. They disintegrate capitalism without put-
ting anything in its place. It is this that we have in
mind in maintaining that they result in chaos.

Men must choose between capitalism and social-
ism. They cannot avoid this dilemma by resorting to a
capitalist system without entrepreneurial profit. Every
step toward the elimination of profit is progress on the
way toward social disintegration.

In choosing between capitalism and socialism peo-
ple are implicitly also choosing between all the social
institutions which are the necessary accompaniment of
each of these systems, its “superstructure” as Marx
said. If control of production is shifted from the hands
of entrepreneurs, daily anew elected by a plebiscite of
the consumers, into the hands of the supreme com-
mander of the “industrial armies” (Marx and Engels) or
of the “armed workers” (Lenin), neither representative
government nor any civil liberties can survive. Wall
Street, against which the self-styled idealists are bat-
tling, is merely a symbol. But the walls of the Soviet
prisons within which all dissenters disappear forever
are a hard fact.
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Preface

This three-volume set of the Selected Writings of Ludwig von Mises has 
been published in reverse chronological order. The current volume, 
the last prepared in the series, in fact, is devoted to some of the earliest 
of Mises’s writings on a variety of economic issues. They mostly cover 
monetary, fi scal, and general economic policy matters in the Austro-
Hungarian Empire before and during the First World War, with addi-
tional articles that Mises wrote in the postwar period that had not been 
included in volume 2. An appendix to the present volume includes a 
talk that Mises delivered at his private seminar, which would meet in 
his offi ce at the Vienna Chamber of Commerce, in the spring of 1934 
on the methodology of the social sciences, before he moved to Ge-
neva, Switzerland; and the curriculum vitae that his great-grandfather 
prepared for the Habsburg Emperor in 1881 as part of his ennoblement 
that gave him and his heirs the hereditary title of “Edler von.”

It is in the second volume of the Selected Writings (2002), Between 
the Two World Wars: Monetary Disorder, Interventionism, Socialism, 
and the Great Depression, that the reader will fi nd a large collection 
of Mises’s many articles and policy pieces from the 1920s and 1930s 
dealing with the Great Austrian Infl ation, fi scal and regulatory mis-
management by the government, and the negative effects of numer-
ous forms of government intervention and controls before and during 
the Great Depression. The volume also includes critiques of socialist 
central planning and his defense of praxeology, the science of human 
action.

The third volume of the Selected Writings (2000), The Political Econ-
omy of International Reform and Reconstruction, focuses on Mises’s 
writings mostly from the fi rst half of the 1940s. In the midst of the Sec-
ond World War, Mises lectured and wrote on the pressing issues of 
how Europe, small nations, and underdeveloped countries could re-
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cover from war and poverty and start on the path to economic renewal 
and prosperity.

Each volume begins with an introduction in which I try to explain 
the historical context in which Mises wrote the pieces in that particular 
volume. I have also tried to assist the reader with footnotes explaining 
some of the ideas, persons, events, or geographical locations to which 
Mises refers in the text.

This project developed out of the discovery of the “lost papers” of 
Ludwig von Mises in a formerly secret KGB archive in Moscow, Rus-
sia, in 1996. Looted by the Gestapo from Mises’s Vienna apartment in 
March 1938 shortly after the Nazi annexation of Austria into the Ger-
man Third Reich, they ended up among a huge cache of stolen docu-
ments, papers, and archival collections that the Nazis had plundered 
from all over occupied Europe. At the end of the Second World War 
the entire cache, including Mises’s papers, was captured by the Soviet 
Red Army in a small town in western Czechoslovakia. After being in-
formed about what had been captured, Stalin instructed that it all be 
brought to Moscow and that a secret archive be built to house it. For 
half a century, only the Soviet secret police and the Soviet Ministry of 
Foreign Affairs had access to the collections in this archive.

In the introduction to volume 2 in these Selected Writings of Ludwig 
von Mises, I describe in detail how my wife and I came to fi nd out about 
this archive and the existence of Mises’s papers among them, amount-
ing to about 10,000 pages of material. In October 1996, we journeyed 
to Moscow and spent about two weeks carefully going through the en-
tire collection of Mises’s papers. We returned to the United States with 
photocopies of virtually the entire collection, which includes Mises’s 
correspondence, unpublished manuscripts, published articles, policy 
memoranda prepared during the years when he worked for the Vienna 
Chamber of Commerce, material relating to his teaching at the Univer-
sity of Vienna and his famous private seminar, and his military service 
during the First World War. Many of the articles, policy memoranda, 
essays, and speeches that were found among Mises’s “lost papers” have 
been included in this series, especially in volumes 1 and 2 of his Selected 
Writings.

Shortly after the discovery of the “lost papers” was announced, Lib-
erty Fund contacted Hillsdale College and me about the possibility of 
publishing a selection of these and some of Mises’s related essays, lec-
tures, and articles covering the period from before the First World War 
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to the 1940s during the Second World War. I most happily accepted 
Liberty Fund’s kind offer to serve as editor of the translations (mostly 
from German) and to prepare the volumes for publication.

It has been a labor of love that has ended up taking far longer to 
complete than I had expected. A good part of the delay in fi nishing the 
last of these volumes was due to a fi ve-year “distraction” during which 
I served as the president of the Foundation for Economic Education 
(FEE) from 2003 to 2008. But my return to the “calmer” life of aca-
demia has permitted me to fi nally fi nish the task.

Ludwig von Mises is most famous for his great works on monetary 
theory, socialist central planning, the general theory of the market 
process, and the methodology of the social sciences, the leading ones, 
of course, being The Theory of Money and Credit; Socialism: An Eco-
nomic and Sociological Analysis; Liberalism; Critique of Intervention-
ism; Epistemological Problems of Economics; Bureaucracy; Omnipotent 
Government; Human Action: A Treatise on Economics; Theory and His-
tory; and The Ultimate Foundations of Economic Science.

But what the Selected Writings of Ludwig von Mises, in general, 
bring out is the “unknown Mises,” if you will. Not the Mises of grand 
economic theory and sweeping political economy, or the fundamental 
problems of human action. Here, instead, is Mises as applied econo-
mist, detailed policy analyst, and economic policy problem-solver in 
the detailed reality of the many pressing public policy issues that con-
fronted the old Austro-Hungarian Empire and the new Austrian Re-
public in the aftermath of the Great War, and then the need for recon-
struction and economic reform after the Second World War.

For those who have sometimes asked, “Well, but how do you apply 
Austrian economics to the ‘real world’ of public policy?” here is the 
answer by the economist who was considered the most original, thor-
oughgoing, and uncompromising member of the Austrian School in 
the twentieth century!

Indeed, it can be argued that it was having to grapple with the intri-
cacies of these types of everyday economic policy issues during a time 
of great, and sometimes cataclysmic, change in the Europe and the 
Austria of the fi rst half of the twentieth century that helped to guide 
and form Mises’s thinking on those wider and more general problems 
for which he is most famous.

The Selected Writings of Ludwig von Mises provide an insight into 
and a better understanding of the fi rst two-thirds of Mises’s long and 
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productive life as a professional economist in a way that has not been 
available before. It also brings into English translation for the fi rst time 
the vast majority of his practical economic policy writings from this, 
in many ways his most prolifi c, period before he left war-ravaged Eu-
rope in 1940 to make a new home and career for himself in the United 
States.
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Introduction

The articles and lectures included in this volume by the Austrian 
economist Ludwig von Mises were written in the years before, during, 
and after the Great War of 1914–18, as the First World War used to 
be called. They focus on the monetary, fi scal, and general economic 
policy problems of, fi rst, the Austro-Hungarian Empire and, then, the 
new postwar Austrian Republic after the dismantling of the Habsburg 
Monarchy.

For those who may be familiar with Mises’s more theoretical works 
on various themes of monetary theory and policy, comparative eco-
nomic systems—capitalism, socialism, and interventionism—the gen-
eral nature and workings of the market economy, or the methodology 
and philosophy of the social sciences, most of these articles and lec-
tures (like the ones in volume 2 and 3 in this series) offer a different 

1. Ludwig von Mises, The Theory of Money and Credit (Indianapolis: Liberty Fund, 3rd rev. 
ed., [1924; 1953] 1981) and “Monetary Stabilization and Cyclical Policy,” (1928) in The Causes 
of the Economic Crisis, and Other Essays Before and After the Great Depression (Auburn, Ala.: 
Ludwig von Mises Institute, 2006), pp. 53–153.
2. Ludwig von Mises, Socialism: An Economic and Sociological Analysis (Indianapolis: Liberty 
Fund, [1951] 1981), Liberalism: The Classical Tradition (Indianapolis: Liberty Fund, [1927] 2005), 
Critique of Interventionism (Irvington-on-Hudson, N.Y.: Foundation for Economic Education, 
[1929] 1996), Interventionism: An Economic Analysis (Irvington-on-Hudson, N.Y.: Foundation 
for Economic Education, [1940] 1996), Bureaucracy (Indianapolis: Liberty Fund, [1944] 2007), 
and Planning for Freedom, and Other Essays (Indianapolis: Liberty Fund, [1951] 2008).
3. Ludwig von Mises, Epistemological Problems of Economics (New York: New York University 
Press, [1933] 1981), Human Action: A Treatise on Economics (Indianapolis: Liberty Fund, [1949; 
4th rev. ed. 1966] 2007), Theory and History: An Interpretation of Social and Economic Evolution 
(Indianapolis: Liberty Fund, [1957] 2005), and The Ultimate Foundation of Economic Science 
(Indianapolis: Liberty Fund, [1962] 2006).
4. Richard M. Ebeling, ed., Selected Writings of Ludwig von Mises, vol. 2, Between the Two 
World Wars: Monetary Disorder, Interventionism, Socialism, and the Great Depression (India-
napolis: Liberty Fund, 2002); Selected Writings of Ludwig von Mises, vol. 3, The Political Econ-
omy of International Reform and Reconstruction (Indianapolis: Liberty Fund, 2000).
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perspective on Mises as an applied economist. Here is not the broad 
theorist concerned, often, with stepping back from the particular de-
tails of specifi c historical circumstances to investigate and evaluate the 
essential and universal properties of human action; or the institutional 
prerequisites for economic calculation and the rational allocation of 
resources among competing ends; or the relationships between time 
preference, investment time horizons, monetary expansion, and the se-
quential stages of the business cycle.

Instead, these essays investigate and analyze the historical and in-
stitutional workings of the pre–World War I monetary system of the 
Austro-Hungarian Empire, and the issues surrounding legal specie re-
demption for the banknotes of the Austro-Hungarian Bank; the politics 
behind the establishment of the gold standard in Austria-Hungary; the 
growing fi scal imbalances developing in the Habsburg Empire due to 
the patterns of government spending and taxing policies in the fi rst 
decade of the twentieth century; and the reasons behind the economic 
crisis that hit Austria-Hungary in the years immediately before the start 
of the Great War. Here, too, we see Mises analyzing during the war the 
motives behind German and Austro-Hungarian trade policy, the im-
pact and signifi cance of emigration from Austria, the effects from the 
monetary infl ation used to fund the government’s war expenditures, 
and the pros and cons of fi nancing those war expenditures through 
taxation versus borrowing by the issuance of war bonds.

After the war, Mises explains the distorting effects from the new 
Austrian government’s control and rationing of foreign exchange for 
imports and exports; the impact on the Austrian foreign exchange rate 
of monetary expansion to fi nance the government’s huge defi cit spend-
ing; a specifi c policy agenda to bring the country’s fi nancial house back 
into order, and the need for cooperation from both businesses and la-
bor unions if this was to be achieved without Austria’s currency col-
lapsing into hyperinfl ation; the claims that holders of banknotes of the 
old Austro-Hungarian Bank could make on the new Austrian National 

5. On Mises’s life and contributions to economics in general and the philosophy of freedom, 
see Richard M. Ebeling, “A Rational Economist in an Irrational Age: Ludwig von Mises,” in 
Austrian Economics and the Political Economy of Freedom (Northampton, Mass.: Edward Elgar, 
2003), pp. 61–100, and Political Economy, Public Policy, and Monetary Economics: Ludwig von 
Mises and the Austrian Tradition (London: Routledge, 2010); also, Murray N. Rothbard, Ludwig 
von Mises: Scholar, Creator, Hero (Auburn, Ala.: Ludwig von Mises Institute, 1988); Israel M. 
Kirzner, Ludwig von Mises (Wilmington, Del.: ISI Books, 2001); and Jörg Guido Hülsmann, 
Mises: The Last Knight of Liberalism (Auburn, Ala.: Ludwig von Mises Institute, 2007).
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Bank in the postwar period; Austria’s fi scal problems in the period after 
the end of the infl ation; and the lessons for banking reform after the 
collapse of several banks in 1931.

Ludwig von Mises became immersed in these issues because he had 
to earn a living outside the Austrian academic arena. University teach-
ing appointments were few and far between in Austria both before and 
after the First World War, even though Mises was clearly qualifi ed for 
such a position. His only formal relationship with the University of Vi-
enna, after graduating in 1906 with a doctoral degree in jurisprudence, 
was as a privatdozent (an unsalaried lecturer), which permitted him the 
privilege of offering seminars during the academic year. Mises offered 
such a seminar almost every term from 1913 to 1934 (except for most of 
the time during the Great War). He was promoted to professor extraor-
dinary in May 1918, but this was a purely honorifi c title that was still 
unsalaried and with a nominal “tenure” as a professor in this status.

However, from 1920 until the spring of 1934, Mises organized and 
chaired a privatseminar (private seminar) of interested scholars in the 
fi elds of economics, history, sociology, political science, and philoso-
phy. It met twice a month between October and June on Friday eve-
nings at 7 p.m. at his offi ce at the Vienna Chamber of Commerce. 
The private seminar came to an end when Mises accepted a full-time 
teaching position at the Graduate Institute of International Studies in 
Geneva, Switzerland, as professor of international economic relations 
beginning in autumn 1934.

6. For Friedrich A. Hayek’s explanation for Mises’s failure to obtain a formal academic position, 
see Peter G. Klein, ed., The Collected Works of F. A. Hayek, vol. 4, The Fortunes of Liberalism: 
Essays on Austrian Economics and the Ideal of Freedom (Chicago: University of Chicago Press, 
1992), pp. 127–28. While anti-Semitism may have played a part in Mises’s not being offered a 
position at the University of Vienna, Hayek believed that it was mostly due to Mises’s uncom-
promising and outspoken criticism of socialism when the intellectual community of Vienna 
was heavily dominated by the Left.
7. Training as an economist was received through the faculty of law at the University of 
Vienna.
8. He was also permitted to serve as a chair on dissertation committees and was regularly called 
upon as a faculty participant at graduate student oral defenses of theses. For example, the book 
by Fritz Machlup on the gold-exchange standard that Mises discusses in Chapter 22 of this vol-
ume was Machlup’s dissertation under Mises’s supervision at the University of Vienna. He was 
also on the faculty committee that questioned Alfred Schutz, later internationally known as a 
sociologist and phenomenological philosopher, when he defended his thesis at the University 
of Vienna.
9. See Appendix A in this volume for Mises’s last paper presented at his private seminar, “Max-
ims for the Discussion of the Methodological Problems of the Social Sciences,” in March 1934. 
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Because an academic career was closed off to him, from 1909 to 1934 
Mises made his living as an economic advisor and policy analyst for 
the Vienna Chamber of Commerce, Crafts, and Industry. First hired 
as an assistant for the drafting of documents, in 1910 he was promoted 
to deputy secretary. When he returned from active duty in the First 
World War, he was made “fi rst secretary” at the Chamber, responsible 
for matters relating to a wide variety of areas including monetary and 
fi scal affairs, trade and fi nancial issues, and administrative and consti-
tutional law.

He developed and refi ned his skills as an economist having to deal 
with the everyday practical affairs and policy issues of the Austria of 
his time. He had to master and maintain a thorough and extremely de-
tailed knowledge of the Austrian economy and the impact of Austrian 
government policy on the industrial, commercial, and monetary and 
fi scal affairs of the country. As Mises expressed it years later in his 
Memoirs:

My job with the Handelskammer [the Chamber of Commerce] greatly 
expanded my horizons. That I now have the material for a social and 
economic history of the downfall of the Austrian civilization readily at 
hand is to a great degree the result of the studying that was required of 
me to be able to carry on with my work in the Handelskammer. Travels 
that led me to all parts of old Austria-Hungary from 1912–1914 taught me 
much in particular. In visiting the centers of industry, my intent was to 
become acquainted with the industrial situation in view of the renewal 
of customs and trade relations with Hungary, and the adoption of new, 
autonomous tariffs and trade treaties.

The main thrust of my job with the Handelskammer was not dealing 
with commercial questions, but those pertaining to fi nance, currency, 
credit, and tax policy. In addition, I was given special assignments on 

Many of those who participated in the seminar recalled in later years that they considered it to 
be one of the most rewarding and challenging intellectual experiences of their lives because of 
the consistent quality of the papers delivered and the discussions that followed. For accounts of 
the seminar by some of the participants, see Ludwig von Mises, Memoirs (Auburn, Ala.: Ludwig 
von Mises Institute, [1940] 2009), pp. 81–83, and the recollections of other members of the semi-
nar in the appendix to Margit von Mises, My Years with Ludwig von Mises, 2nd ed. (Cedar Falls, 
Iowa: Center for Futures Education, 1984), pp. 201–10.
10. For a detailed discussion of Mises’s policy writings and work at the Vienna Chamber of 
Commerce in the interwar period, see Richard M. Ebeling, “The Economist as the Historian 
of Decline: Ludwig von Mises and Austria Between the Two World Wars,” in Political Economy, 
Public Policy, and Monetary Economics, pp. 88–140. For many of Mises’s articles and Chamber 
of Commerce policy pieces during the 1920s and 1930s, see Richard M. Ebeling, ed., Selected 
Writings of Ludwig von Mises, vol. 2, Between the Two World Wars: Monetary Disorder, Interven-
tionism, Socialism, and the Great Depression.
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an ongoing basis. From the time of the armistice until the signing of 
the Peace Agreement of Saint Germain [in September 1919] I was the 
consultant on fi nancial questions to the Foreign Offi ce. Later, when 
the terms of the peace treaty were put into effect, I was in charge of 
the offi ce concerned with the prewar debt. In this capacity I had nu-
merous dealings with the representatives of our former enemies. I was 
the Austrian delegate to the international Handelskammer [the Interna-
tional Chamber of Commerce] and a member of many international 
commissions and committees, whose insoluble task it was to facilitate 
the peaceful exchange of goods and services in a world pervaded by na-
tional hatred and the precursors of genocide.

At a relatively early age Mises seems to have formulated in his mind 
a rather comprehensive classical liberal worldview of the social order. 
His experience in the role of applied economist clearly left its mark 
and infl uenced his understanding of the effects that government inter-
vention could have on the effective functioning of a modern market 
economy. To appreciate this, and the writings included in his volume, 
it is necessary to take a glance at the political and economic environ-
ment of the old Austro-Hungarian Empire and the Austrian monetary 
system as it developed in the nineteenth century.

The Habsburg Monarchy and the Austro-Hungarian Empire

The House of Habsburg, which came to rule a vast empire for nearly 
eight hundred years, had its origin in the thirteenth century. Through 

11. Ludwig von Mises, Memoirs, pp. 63–64; also see, on Mises’s work at the Chamber, Alex-
ander Hörtlehner, “Ludwig von Mises und die österreichissche Handelskammerorganisation” 
[“Ludwig von Mises and the Chamber of Commerce”], Wirtschaftspolitische Blatter, no. 28 
(1981), pp. 140–50.
12. The following summary of the history of the Habsburg Empire is drawn from Henry Wick-
ham Steed, The Hapsburg Monarchy (New York: Howard Fertig, [1914] 1969); Oscar Jaszi, The 
Dissolution of the Habsburg Monarchy (Chicago: University of Chicago Press, 1929); A. J. P. 
Taylor, The Habsburg Monarchy, 1809–1918: A History of the Austrian Empire and Austria-
Hungary (Chicago: University of Chicago Press, [1948] 1976); Arthur J. May, The Hapsburg 
Monarchy, 1867–1918 (Cambridge: Harvard University Press, 1951); Arthur J. May, The Passing 
of the Hapsburg Monarchy, 1914–1918 (Philadelphia: University of Pennsylvania Press, 1966); 
Robert A. Kann, The Multinational Empire: Nationalism and National Reform in the Habsburg 
Monarchy, 1848–1918, 2 vols. (New York: Columbia University Press, 1950); Robert A. Kann, A 
History of the Habsburg Empire, 1526–1918 (Berkeley: University of California Press, 1974); Hans 
Kohn, The Habsburg Empire, 1804–1918 (New York: D. Van Nostrand, 1961); Edward Crank-
shaw, The Fall of the House of Habsburg (New York: The Viking Press, 1963); C. A. Macartney, 
The Habsburg Empire, 1790–1918 (New York: Macmillan, 1969); Gordon Brook-Shepherd, The 
Austrians: A Thousand-Year Odyssey (New York: Carroll & Graf, 1996); and Robin Okey, The 
Habsburg Monarchy: From Enlightenment to Eclipse (New York: St. Martin’s Press, 2001).
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a series of royal marriages, treaties, and some conquests, the Habsburg 
Monarchy gained control over a large territory in Central and East-
ern Europe, and for a period of time large areas in Western Europe 
as well, including Spain, parts of modern-day France, Italy, Germany, 
and Switzerland, and what later became Holland, Belgium, and Lux-
emburg. From the thirteenth century to the middle of the nineteenth 
century, the Habsburgs also nominally headed the Holy Roman Em-
pire, or its later, loose German Confederation.

It was during this time, when the Habsburgs were beginning to 
dominate so much of Europe, that Emperor Frederick III (1415–93) had 
inscribed on offi cial buildings the fi ve vowels, A E I O U, which he 
interpreted as “Alles Erdreich Ist Österreich Untertan” (“All the earth is 
subject to Austria”), or in Latin, “Austriae Est Imperare Orbi Universo” 
(“Austria must rule the universe”).

The Habsburgs ruled as absolute monarchs. But under the infl uence 
of the Age of Enlightenment and the early phase of the French Revo-
lution, Empress Maria Theresa (1717–70) and then her sons, Joseph II 
(1740–90) and Leopold II (1747–92), attempted to introduce various for-
ward-looking reforms while retaining the principle of absolutism. The 
dark turn taken in the French Revolution and the rise of Napoleon 
to power shifted the monarchy back in a far more conservative direc-
tion under Francis II (1768–1835). With Napoleon’s victories over the 
German states, the Holy Roman Empire was dissolved and Francis II 
declared himself emperor of Austria in 1804.

As one of the fi nal victors over the French after Napoleon’s defeat in 
Russia in 1812, the Habsburg Empire in Central and Eastern Europe 
was consolidated following the Congress of Vienna in 1815 as one con-
tiguous territory that by the 1880s incorporated what are today Austria, 
Hungary, the Czech Republic, Slovakia, Slovenia, Croatia, Bosnia, and 
large parts of Italy, Poland, Ukraine, and Romania.

In the years just preceding the First World War, the Austro-
 Hungarian Empire covered a territory of about 415,000 square miles 
and included within its borders a dozen or so national and linguistic 
groups, including Germans, Hungarians, Czechs, Slovaks, Croatians, 
Romanians, Italians, Poles, Bulgarians, Serbians, Slovenians, and Ru-
thenians. Out of a population of 50 million the Germans and Hungar-

13. See Hans Kohn, “The Problem of Central Europe: The Legacy of the Habsburgs,” in Not 
by Arms Alone: Essays on Our Time (Cambridge: Harvard University Press, 1940), pp. 43–64.
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ians each numbered about 10 million, with the remaining 30 million 
made up of these other groups.

Europe of the nineteenth century experienced a relentless battle 
between four powerful ideas: monarchical absolutism, political and 
economic liberalism, integral nationalism, and revolutionary social-
ism. Absolutism insisted upon the divine rights of kings to rule without 
restraint; liberalism demanded the recognition of individual liberty, 
representative and limited constitutional government, and freedom 
of private enterprise from state control; integral nationalism (by the 
middle decades of the nineteenth century) increasingly insisted upon 
the unifi cation and political independence of peoples sharing a com-
mon language, culture, and history, and fi nally a common ethnicity 
or race; and socialism called for the overthrow of private property, 
nationalization of the means of production, and greater economic and 
social equality by either violent or democratic methods. All four of 
these ideological forces were at work in the Habsburg Monarchy un-
til the end of the Austro-Hungarian Empire in the ruins of the First 
World War.

The French Revolution of February 1848 reverberated across much 
of Europe, including in the Austrian Empire. Within days and weeks 
of the uprising in Paris, students on the streets of Vienna demanded 
constitutional change, and the Italians and Hungarians were in open 
revolt against their Habsburg rulers. By the end of 1849, however, the 
Italians and Hungarians had been crushed (the latter through the in-
tervention of the Russian Imperial Army), and Habsburg rule was once 
more imposed with especial ruthlessness against the Hungarians.

At fi rst reforms were promised to the Austrian liberals, with a consti-
tution promised in July 1848. And when eighteen-year-old Francis Jo-
seph (1830–1916) assumed the throne upon the abdication of his uncle, 
Ferdinand I (1793–1875), in December 1848, the new emperor gave his 
support to the constitutional changes. Almost immediately, however, 

14. On the development and evolution of the nationalist idea in the nineteenth century, see 
G. P. Gooch, Nationalism (New York: Harcourt Brace & Howe, 1920); Carlton J. H. Hayes, The 
Historical Evolution of Modern Nationalism (New York: Richard R. Smith, 1931); Walter Sulz-
bach, National Consciousness (Washington, D.C.: American Council on Public Affairs, 1934); 
Frederick Hertz, Nationality in History and Politics (New York: Oxford University Press, 1944); 
Hans Kohn, Nationalism: Its Meaning and History (Princeton, N.J.: D. Van Nostrand, 1955) and 
Nationalism and Realism: 1852–1879 (Princeton, N.J.: D. Van Nostrand, 1968).
15. On the life and reign of Francis Joseph, who ruled over the empire for sixty-eight years, 
see Joseph Redlich, Emperor Francis Joseph of Austria (New York: Macmillan, 1929); and Alan 
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he reversed himself and insisted upon the reassertion of absolutist au-
thority. What Francis Joseph had inherited from his ruling ancestors 
was a belief in “his divine right of unlimited monarchical power,” tem-
pered with the idea “that his rule must, before all, produce the best 
possible results for the peoples of his realm. . . . Yet, up to the end he 
did not doubt that his empire, composed of so many different races and 
lands, could be governed successfully only by a hereditary monarch 
and according to his absolute will.” Thus, he could not make conces-
sions that would have undermined his absolute rule in the name of 
caring for the well-being of his subjects.

Neither could he completely concede to the increasing nationalist 
sentiments of the diverse peoples in his large realm without also abdi-
cating his responsibility as that benevolent ruler. Many Austrian liber-
als who lived a good portion of their lives under the reign of Francis 
Joseph believed that he twice missed the opportunity to successfully 
transform his multinational empire into a federal domain that might 
have reconciled the confl icting interests and demands of the national 
groups under his rule. The ideal of these liberals from the middle of 
the nineteenth century to the First World War had been what some 
of them called “the Austrian idea.” If a federal structure of govern-
ment could have been set up in which each of these peoples had wide 
political and social autonomy within their own lands while sharing a 
common bond of economic freedom and civil liberties, the Habsburg 
Monarchy could have created on a larger and far grander scale what 
had been formed in the Swiss confederation with its reconciliation and 
harmony among its French-, German-, and Italian-speaking citizens.

Francis Joseph’s rejection of constitutional reforms and the reimpo-
sition of central authority over the Italians, Hungarians, and his Slav 

Palmer, Twilight of the Habsburgs: The Life and Times of Emperor Francis Joseph (New York: 
Grove Press, 1994).
16. Joseph Redlich, “The End of the House of Austria,” Foreign Affairs (July 1, 1930), p. 605; see 
also Kohn, The Habsburg Empire, 1804–1918, p. 49: “Like a good eighteenth century monarch, 
[Francis Joseph] regarded himself as the fi rst servant of the nation, but he identifi ed the nation 
with himself and his dynasty. He worked indefatigably for the good of his people, but they were 
his people and he interpreted what was good for them.”
17. On the mutual benefi ts to be derived from a state that incorporates a variety of different 
national groups, see the classic essay by Lord Acton, “Nationality,” (1862) in J. Rufus Fears, ed., 
Selected Writings of Lord Acton, vol. 1, Essays in the History of Liberty (Indianapolis: Liberty 
Fund, 1985), pp. 409–33; for a contrary view as to why such a Swiss-type solution to the national-
ist tensions of the Austro-Hungarian Empire was not feasible, see Benedetto Croce, History of 
Europe in the Nineteenth Century (New York: Harcourt, Brace, 1933), pp. 181–86.
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subjects in 1848–49 was the fi rst chance lost for any such reconciliation. 
The second lost opportunity occurred following his defeat at the hands 
of the Prussians in 1866, when Bismarck pushed Austria out of the Ger-
man Confederation. Fearful of the Hungarians taking advantage of the 
empire’s postwar weakness to claim full independence through another 
violent uprising, Francis Joseph agreed to the Ausgleich, the “Compro-
mise,” of 1867 that transformed the Austrian Empire into the Austro-
Hungarian Empire. While Francis Joseph remained emperor of both 
halves of his domain, Hungary became widely independent in many 
of its domestic affairs. Only a common customs and monetary system 
and a shared military and foreign policy completely linked Hungary to 
the Austrian “Crownlands” directly ruled by Francis Joseph’s govern-
ment in Vienna.

As Hans Kohn, one of the twentieth century’s leading experts on 
the history and philosophy of nationalism, who had grown up under 
the rule of Francis Joseph in Prague, explained, “In the Compromise 
with the Hungarian nobility in 1867, the aspirations of the Czechs, Slo-
vaks, Serbs, Croats, and Romanians, who in large majority were then 
still loyal to the dynasty, were sacrifi ced for the purpose of winning 
the assent of the Magyars to a common foreign and military policy on 
the part of what now became the Dual Monarchy.” Indeed, at fi rst, 
several leading Czech and Hungarian nationalist leaders believed that 
the fl owering of their people’s cultural and linguistic identities could 
best fl ourish in the wider setting of a multinational Habsburg Empire. 
But as the nineteenth century progressed this sentiment shifted into a 
belief that only national independence could secure these goals.

A far more liberal-minded voice in the Habsburg family was Francis 
Joseph’s son, Crown Prince Rudolf (1858–89), the heir to the throne. 
Among his personal tutors had been Carl Menger (1840–1921), the 
founder of the Austrian School of economics. Under Menger’s guid-
ance, Crown Prince Rudolf had become well versed in the free trade 
and relatively laissez-faire ideas of the Classical economists. Menger 

18. The Habsburg “Crownlands” directly under the emperor’s authority were made up of the 
territory of present-day Austria, Bohemia, and Moravia (the present-day Czech Republic), 
 Galicia and Bukovina (now part of western Ukraine), Slovenia, Dalmatia (along part of the 
Adriatic seacoast), and southern Tyrol (now part of northern Italy); Bosnia was ruled as a sepa-
rate administrative entity.
19. Hans Kohn, “The Viability of the Habsburg Monarchy,” Slavic Review (March 1963), p. 38.
20. See Erich W. Streissler and Monika Streissler, eds., Carl Menger’s Lectures to Crown Prince 
Rudolf of Austria (Northampton, Mass.: Edward Elgar, 1994).
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also had coauthored with Rudolf a scathing criticism of the Austrian 
nobility, who were accused of having lost their sense of social duty and, 
instead, had escaped into frivolous court intrigues, pointless social en-
tertainments, and fi nancial irresponsibility. It was a clear call for recog-
nition of and respect for the middle-class values of enterprise, frugality, 
and personal responsibility. The bourgeois virtues needed to replace 
the anachronistic role of the aristocracy in society, who had lost their 
way in the pretensions of power and lure of wasteful pleasures. But 
whatever infl uence the crown prince might have had on the course of 
events in Austria-Hungary was cut short by his suicide in 1889 at his 
hunting lodge at Mayerling.

The particularly nationalist imperialism of the Hungarians against 
the other peoples under their control was not the only problem as the 
nineteenth century progressed in terms of growing antagonism among 
the subject peoples in the Dual Monarchy. The German-Austrians, 
also, increasingly became defensive and antagonistic toward the rising 
nationalist aspirations of the Czechs, Poles, Slovenians, and others in 
the Crownlands, as well as the growing demands of the Hungarians for 
independence.

As Hans Kohn pointed out, “The spread of democracy, literacy, and 
economic well-being in the western half of the monarchy after 1867 
strengthened the non-German nationalities there at the expense of the 
Germans. The result was that many Germans in the monarchy lost 
their faith in an Austrian idea as much as many Slavs and other non-
Germanic peoples did. . . . By the end of the nineteenth century many 
Austrian Germans looked to the Prussian German Reich as their real 
home and venerated [Otto von] Bismarck.”

Looking back at the events that brought about the demise of the Habs -
burg Empire in the immediate aftermath of the First World War, Lud-
wig von Mises explained why many German-Austrians turned against 
liberalism as a foundation for the preservation of the monarchy and 

21. Crown Prince Rudolf and Carl Menger, “The Austrian Nobility and Its Constitutional Vo-
cation: A Warning to Aristocratic Youth,” (1878) in Eugene N. Anderson, Stanley J. Pinceti, and 
Donald J. Siegler, eds., Europe in the Nineteenth Century, a Documentary Analysis of Change 
and Confl ict, vol. 2, 1870–1914 (Indianapolis: Bobbs-Merrill, 1961), pp. 78–101.
22. See Richard Barkeley, The Road to Mayerling: The Life and Death of Crown Prince Ru-
dolph of Austria (New York: Macmillan, 1958); and Judith Listowel, A Habsburg Tragedy: Crown 
Prince Rudolph (New York: Dorset Press, 1978). Rudolph’s domestic liberalism, however, was 
combined with support for Austrian foreign policy imperialism; see Robert A. Kann, The Mul-
tinational Empire, vol. 2, pp. 181–87.
23. “Viability of the Habsburg Monarchy,” p. 39.
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the Austro-Hungarian state. Over the centuries German-Austrian set-
tlers had made their homes in the eastern reaches of the empire. They 
brought with them the German language, culture, literature, commer-
cial knowledge, and knowhow. They viewed themselves as a “civilizing 
force” among the lesser-advanced nationalities, especially among the 
Slavic peoples. Indeed, many of these subject peoples became accul-
turated into German-Austrian life, since the latter was the dominant 
group; the German language in particular became the venue for social 
and economic advancement. But as literacy and national conscious-
ness awakened among these other peoples in the nineteenth century, 
loyalties to and identifi cation with German-Austria and the Habsburg 
dynasty were replaced with a growing allegiance and sense of belong-
ing to their own ethnic and linguistic groups.

Furthermore, these peoples had higher birth rates than the Ger-
mans living among them. Cities and towns that had been settled and 
predominantly populated by Germans for centuries became increas-
ingly Czech or Hungarian or Polish or Romanian or Slovenian com-
munities. German-Austrians found themselves shrinking minorities in 
lands that they had long considered to be their own politically, cultur-
ally, and commercially. This was especially true in the Czech lands 
with Prague at the center.

As the nineteenth century progressed, German-Austrians discovered 
that adherence to liberal principles of representative government and 
full individual and cultural equality before the law meant the demise 
of the German communities sprinkled across the Habsburg domains. 
For many German-Austrian liberals the choice was between a lib-
eralism that would logically mean the decentralization and possible 
eventual breakup of the empire along nationalist lines, or advocacy of 
centralized political control, monarchical dictate when required, and 
subversion of democratic aspirations among the non-German peoples.

The fi rst course meant the eventual loss of German political and 
cultural domination in the non-German lands; the second meant 
holding onto both political and cultural power as long as possible in 
the non-German areas of the empire, but only by increasingly alienat-
ing the other subject peoples. As Mises explained, part of the German-
Austrian tragedy was that national and linguistic imperialism won over 
liberal idealism.

24. Ludwig von Mises, Nation, State, and Economy: Contributions to the Politics and History of 
Our Time (Indianapolis: Liberty Fund, [1919] 2006), pp. 88–109.
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What enabled the Habsburg Empire to endure for fi fty years after 
the establishment of the Dual Monarchy in 1867 was the constitutional 
order that had been implemented at the same time as the Ausgleich 
(or “Compromise”). The Constitution of 1867, which accompanied 
the creation of “Austria-Hungary,” was imbued with the spirit of the 
classical liberal ideas that were then at their zenith in Europe. Every 
subject of the Habsburg emperor was guaranteed freedom of religion, 
language, association, profession, and occupation, and could appeal to 
a special higher court of law if a violation of these rights had occurred. 
Any subject might live wherever he chose throughout the emperor’s 
domain. Private property was secure, and relatively free trade prevailed 
within the boundaries of the empire, though protectionist barriers to 
international trade not only continued but grew in various ways in 
the last decades of the nineteenth and fi rst decade of the twentieth 
centuries.

The economic free trade zone that made up the Austro-Hungarian 
Empire fostered signifi cant economic development beginning in and 
especially after the 1880s, though very far from matching the economic 
progress in Western Europe or in Imperial Germany after 1871. How-
ever, various forms of government controls and regulations began to 
be domestically superimposed on the society, including the national-
ization of the railways, starting in the 1880s. As a result, the remain-

25. See Kohn, The Habsburg Empire, 1804–1918, p. 72: “Amidst all the controversies and up-
heavals caused by the growing confl ict of nationalities and by the vain search for an Austrian 
idea, the Austrian Constitution of December 31, 1867, which was a document of mid-century 
liberalism, remained in force for over half a century.” The Fundamental Law Concerning 
the General Rights of Citizens from the Austrian Constitution of 1867 may be found at http://
www.h-net.org/~habsweb/sourcetexts.auscon.htm. However, see Robert S. Wistrich, The Jews 
of Vienna in the Age of Franz Joseph (New York: Oxford University Press, 1989), p. 151: “[Adolf] 
Fischof put his fi nger on the central contradiction of the 1867 Constitution—that Austria-Hun-
gary was a multinational state masquerading under liberal German hegemony as a nation-state 
on the Western European model. It had a dual personality, liberal with regards to the rights of 
the individual but oppressive in its relation to the Slav nationalities who were treated as ‘servant 
peoples.’” Adolf Fischof (1816–93) was a prominent fi gure in the Austrian Revolution of 1848, 
and an outspoken liberal in support of autonomy for the various subject nationalities in the 
Austro-Hungarian Empire.
26. In 1867, for example, the Lower Austrian Chamber of Commerce located in Vienna de-
clared, “The state has fulfi lled its task if it removes all obstacles to the free, orderly activity of 
its citizens. Everything else is achieved by the considerateness and benevolence of the factory 
owners and above all by the personal efforts and thriftiness of the workers.” See Okey, Habsburg 
Monarchy, p. 206.
27. See David Good, The Economic Rise of the Habsburg Empire, 1750–1914 (Berkeley: Univer-
sity of California Press, 1984).
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ing history of the monarchy was one of liberal freedoms introduced in 
1867 being undermined by nationalist discord, periods of rule by cen-
tral government decree, and the continuation or introduction of inter-
ventionist policies that merely intensifi ed the antagonisms among the 
subject peoples. As A. J. P. Taylor explained:

In another way, the Austrian state suffered from its strength: it never 
had its range of activity cut down during a successful period of laissez-
faire, and therefore the openings for national confl ict were far greater. 
There were no private schools or hospitals, no independent universities; 
and the state, in its infi nite paternalism, performed a variety of services 
from veterinary surgery to the inspecting of buildings. The appointment 
of every schoolteacher, of every railway porter, of every hospital doctor, 
of every tax collector, was a signal of national struggle. Besides, private 
industry looked to the state for aid from tariffs and subsidies; these, in 
every country, produce “log-rolling,” and nationalism offered an added 
lever with which to shift the logs. German industries demanded state 
aid to preserve their privileged position; Czech industries demanded 
state aid to redress the inequalities of the past. The fi rst generation of 
national rivals had been the products of universities and fought for ap-
pointments at the highest professional level; their disputes concerned 
only a few hundred state jobs. The generation that followed them was 
the result of universal elementary education and fought for the trivial 
state employment that existed in every village; hence, the more popular 
national confl icts at the end of the century.

In spite of all this, and the international tensions and foreign policy 
fi ascos that would eventually plunge Austria-Hungary and the rest of 
Europe into the calamitous cauldron of confl ict in 1914, the Habsburg 
Monarchy succeeded in generating a cosmopolitan culture, especially 
in Vienna, that brought all the subject peoples together and fostered an 
inspiring and fl ourishing world of the arts, music, literature, philoso-
phy, the humanities, and the sciences.

It gave many who lived in the postwar period of rising totalitarian-
ism in the 1920s and 1930s a deep nostalgia for what seemed a far more 

28. The Habsburg Monarchy, 1809–1918, p. 173.
29. See William M. Johnson, The Austrian Mind: An Intellectual and Social History, 1848–1938 
(Berkeley: University of California Press, 1972); Allan Janik and Stephen Toulmin, Wittgenstein’s 
Vienna (Chicago: Ivan R. Dee, 1973); Carl E. Schorske, Fin-de-Siècle Vienna: Politics and Cul-
ture (New York: Alfred A. Knopf, 1980); Hilde Spiel, Vienna’s Golden Autumn, 1866–1938 (New 
York: Weidenfeld & Nicolson, 1987); Paul Hofmann, The Viennese: Splendor, Twilight, and Ex-
ile (New York: Doubleday, 1988).
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civilized and humane epoch in turn-of-the-century Vienna. One voice 
that attempted to capture this “lost world” was that of Stefan Zweig 
(1881–1942), a renowned Austrian novelist and essayist who fl ed Vienna 
in 1934 and committed suicide in Brazil during the Second World War 
out of despair for all that was happening in the European world that he 
had known. In his posthumous work The World of Yesterday, he said:

One lived well and easily and without cares in that old Vienna. . . . 
“Live and let live” was the famous Viennese motto, which today still 
seems to me more humane than all the categorical imperatives, and 
it maintained itself throughout all classes. Rich and poor, Czechs and 
Germans, Jews and Christians, lived peaceably together in spite of oc-
casional chafi ng, and even the political and social movements were free 
of the terrible hatred which has penetrated the arteries of our time as a 
poisonous residue of the First World War. In the old Austria they still 
strove chivalrously, they abused each other in the news and in the par-
liament, but at the conclusion of their ciceronian tirades the selfsame 
representatives sat down together in friendship with a glass of beer or a 
cup of coffee, and called each other Du [the “familiar” in the German 
language]. . . . The hatred of country for country, of nation for nation, 
of one table for another, did not yet jump at one daily from the newspa-
per, it did not divide people from people and nations from nations; not 
yet had every herd and mass feeling become so disgustingly powerful 
in public life as today. Freedom in one’s personal affairs, which is no 
longer considered comprehensible, was taken for granted. One did not 
look down upon tolerance as one does today as weakness and softness, 
but rather praised it as an ethical force. . . . For the genius of Vienna—a 
specifi cally musical one—was always that it harmonized all the national 
and lingual contrasts. Its culture was a synthesis of all Western cultures. 
Whoever lived there and worked there felt himself free of all confi ne-
ment and prejudice.

For Zweig, thinking back on that bygone paradise, “It was sweet 
to live here, in this atmosphere of spiritual conciliation, and subcon-
sciously every citizen became supernational, cosmopolitan, a citizen 
of the world.”

It was, of course, only an illusion. That twilight of the liberal era in 
the old Austro-Hungarian Empire about which Zweig was so nostalgic 

30. Stefan Zweig, The World of Yesterday (New York: Viking Press, 1943), pp. 24–25.
31. Ibid., p. 13; see also Richard M. Ebeling, “1914 and the World We Lost,” The Freeman: Ideas 
on Liberty (June 2004), pp. 2–3.
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had never been as pure and perfect as his mind recalled it. It was cer-
tainly true that liberal ideals had been established in the Constitution 
of 1867, and that they were implemented and enforced for the most 
part, especially in the Crownlands more directly under Emperor Fran-
cis Joseph’s imperial authority. But beneath the surface of tolerance, 
civility, and cosmopolitanism were all the undercurrents of racial and 
nationalist bigotry, economic collectivism, and political authoritarian-
ism that poured forth like destructive lava from an exploding volcano 
during and in the aftermath of the First World War.

The Austrian Monetary System, 1867–1914

A leading theme of Mises’s articles in the fi rst part of this volume con-
cerns the reasons for and the resistance to the full implementation of 
a gold standard in Austria-Hungary. His arguments in these essays can 
be better understood against the backdrop of Austria’s monetary poli-
cies and experiences during the nineteenth century leading up to the 
currency reform act of 1892.

The story of the Austrian currency in the late eighteenth century 
and the fi rst two-thirds of the nineteenth century is one of almost con-
tinual fi nancial mismanagement. The government would debase the 
currency to cover its expenses, then make promises to put its budget on 
a sound footing, only to see another crisis arise requiring once again 
turning the handle on the monetary printing press.

The Austrian government made several experiments with state-

32. Part of the discussion in this section draws upon Richard M. Ebeling, “Austria-Hungary’s 
Economic Policies in the Twilight of the ‘Liberal’ Era: Ludwig von Mises’ Writings on Mon-
etary and Fiscal Policy,” in Political Economy, Public Policy, and Monetary Economics: Ludwig 
von Mises and the Austrian Tradition, pp. 57–87.
33. The following brief account of the history of the Austrian currency is primarily taken from 
Charles A. Conant, A History of Modern Banks of Issue, 5th ed. (New York: G. P. Putnam’s 
Sons, 1915), pp. 219–50; J. Laurence Laughlin, History of Bimetallism in the United States (New 
York: Appleton, 1898), pp. 189–97, 331–37; Robert Zuckerkandl, “The Austro-Hungarian Bank,” 
in Banking in Russia, Austro-Hungary, the Netherlands, and Japan (Washington, D.C.: Govern-
ment Printing Offi ce, 1911), pp. 55–118. Also, specifi cally on the currency reform of 1892 and 
its implementation, “The Gold Standard in Austria” [Translation of the Report of the Special 
Currency Commission to the Upper House of the Austrian Parliament], Quarterly Journal of 
Economics (January 1893), pp. 225–54; “Reform of the Currency in Austria-Hungary,” Journal of 
the Royal Statistical Society (June 1892), pp. 333–39; Friedrich von Wieser, “Resumption of Spe-
cie Payments in Austria-Hungary,” Journal of Political Economy (June 1893), pp. 380–405; and 
Wesley C. Mitchell, “Resumption of Specie Payments in Austria-Hungary,” Journal of Political 
Economy (December 1898), pp. 106–13.
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 chartered banks in the 1700s. But each of these banks soon collapsed 
or was closed due to lack of public confi dence following large quanti-
ties of paper monies being issued to cover government expenditures. 
These expenditures reached huge proportions during the long years 
of war between the Austrian Empire and fi rst Revolutionary and then 
Napoleonic France.

Between 1797 and 1811, the supply of government paper money in-
creased from 74,200,000 fl orins to 1,064,000,000 fl orins, yielding a 
fourteen-fold increase over this period. Not surprisingly, whereas the 
price of silver coin expressed in paper money was 118 in 1800, it rose to 
203 by 1807, then to 500 by 1810, and reached 1,200 by 1811.

The government announced its intention in 1811 to stop the printing 
presses and issue a new currency that would be converted at the ratio 
of fi ve old fl orins for one new fl orin, with the total amount of paper 
money in circulation to be reduced to 212,800,000 fl orins. But the re-
newal of the war with Napoleon in 1812 resulted in the new currency 
being increased to 678,716,000 fl orins by 1816, a near tripling of the 
“reformed” currency in fi ve years.

With the fi nal defeat of Napoleon, the Austrian government an-
nounced that it would use a portion of the war reparations being paid 
by France to retire about 131,829,900 fl orins from circulation, leaving 
the paper money supply outstanding at around 546,886,000 fl orins. This 
process was assisted with the establishment of a new National Bank of 
Austria, with the Bank withdrawing government paper money in circu-
lation in exchange for its own banknotes, until by early 1848, the total 
currency supply in circulation had been reduced to 241,240,000 fl orins; 
that is, there was an almost two-thirds reduction in the paper money 
supply over a thirty-year period. The National Bank, in February 1848, 
had silver reserves of about 65,000,000 fl orins, or, an approximate 
25 percent specie cover for its outstanding currency in circulation.

But all of these monetary reforms began to unravel with the out-
break of the revolution of 1848, especially the Hungarian revolt against 
Austrian rule. Within days, panic runs on the National Bank reduced 
its silver reserves to 35,023,000 fl orins, a 53 percent loss in specie. The 
Austrian government suspended silver redemption and banned the ex-
porting of silver and gold. Putting down the revolution forced the gov-
ernment to again borrow heavily from the National Bank. As a result, 
confi dence in the Bank fell so low that in 1849 the government publicly 
promised to stop borrowing and cease increasing the currency.
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But the process started again in a few years with Austria’s military 
mobilization during the Crimean War, and then its wars against Ital-
ian nationalists and their French ally in a vain attempt to maintain 
control of portions of northern Italy. In 1850 government indebted-
ness to the National Bank had stood at 205,300,000 fl orins. With the 
Crimean War of 1854, the government’s debt increased to 294,200,000 
fl orins. It was reduced to 145,700,000 fl orins by 1859. But the start of 
the Italian campaigns that year pushed it up again to 285,800,000 fl o-
rins, along with a renewed suspension of specie payments as the public 
wished to redeem the paper currency representing the value of this 
enlarged debt.

In 1863, an attempt was made, once again, to introduce a currency 
reform—the Plener Act—this time along the lines of Britain’s Peel’s 
Bank Act of 1844. But Austria’s disastrous war with Prussia in 1866 
pushed the supply of paper money in circulation from 80,000,000 fl o-
rins before the confl ict to 300,000,000 fl orins at its end.

The Compromise of 1867 that formally created the Austro-Hungar-
ian Empire granted Hungary its own parliament, government, and do-
mestic budget. It established a customs union and a common military 
and foreign policy between the two parts of the Habsburg domain, and 
a monetary union with the Austrian National Bank retaining its mo-
nopoly of note issue throughout Francis Joseph’s domain. Some of the 
Hungarian liberals had advocated a system of competitive note-issuing 
private banks in place of the National Bank, but secret agreements 
between the emperor’s government and the Hungarian nobility elimi-
nated this as an option.

On July 1, 1878, the Austrian National Bank was transformed into 
the Austro-Hungarian Bank. The emperor, under joint nomination 
of the Austrian and Hungarian parliaments, appointed its governor. 
He was assisted by two vice-governors—one Austrian and the other 
 Hungarian—appointed by the respective governments. The Bank’s op-
erating privileges were renewed in 1887, 1899, and 1910, with few sub-
stantial changes in their detail.

Formally, from 1816, Austria had been on a silver standard. But as we 
saw, the Austrian National Bank maintained unoffi cial specie redemp-
tion only for limited periods of time, soon interrupted usually by an-
other war crisis requiring currency expansion to fund the government’s 
expenditures.

The paper currency fl orin, not surprisingly, traded at a signifi cant 
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discount against the silver coin fl orin. Between 1848 and 1870, this dis-
count was never less than about 14 percent and was often between 20 
and 23 percent. But restrictions on note issuance under the operating 
rules of the Bank limited the expansion of the supply of banknotes. 
The provisions of the 1863 Bank Act limited the circulation of “uncov-
ered” fl orins to 200,000,000. Any amount above that had to be covered 
by gold or silver coin or bullion. Any additional “uncovered” banknote 
issuance was subject to a penalty tax against the Bank of 5 percent.

With many of the major governments of Europe and North America 
establishing or reestablishing their economies on a gold basis in place 
of silver in the 1870s, the world price of silver began to fall. After the 
Austro-Prussian War of 1866, the government’s pressures on the Bank 
to fund defi cits were greatly reduced, and the Bank could more or less 
follow the rules against uncovered note issuance. As a result, the pa-
per fl orin’s discount relative to silver disappeared by 1878. Silver began 
to fl ow into Austria-Hungary in such quantities that the Bank was in-
structed by the government to end the free minting of silver.

As a result, the paper fl orin actually rose to a premium against silver. 
As Friedrich von Wieser expressed it, “Silver had become of less value 
than paper!” In addition, the fl orin was signifi cantly appreciating in 
value against gold. The price in paper fl orins for 100 gold fl orins be-
tween 1887 and 1892 was:

 Average for the year  Austrian fl orin notes

 1887 125.25
 1888 122.87
 1889 118.58
 1890 115.48
 1891 115.83

The major monetary issue, therefore, during these years was to bring 
a halt to any further increase in the value of the Austrian paper cur-
rency. In February 1892, the Austrian and Hungarian governments 
invited a group of professional and academic experts to meet and ad-
dress a set of questions relating to whether a gold standard should be 

34. For example, following the Franco-Prussian War of 1870–71, the German Empire was pro-
claimed, unifying under Prussian leadership the various German states and principalities. In 
1871 and 1873, legislation was passed formally putting Imperial Germany on the gold standard. 
See The Reichbank, 1876–1900 (Washington, D.C.: Government Printing Offi ce, 1910).
35. “Resumption of Specie Payments,” p. 386.
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adopted; if so, should it be monometallic or partly bimetallic with sil-
ver; what should be the status of government notes in circulation; how 
should the conversion from the existing fl orin to a gold standard be 
undertaken; and what monetary unit should be chosen?

Some of the most illustrious people in the fi eld were brought to-
gether to offer their views and opinions on these questions. Thirty years 
later Ludwig von Mises described them in the following manner:

From March 8 to March 17, 1892, the government-convened Currency 
Inquiry Commission met in Vienna. The chairman was Finance Min-
ister [Emil] Steinbach; beside him stood the memorable Eugen von 
Böhm-Bawerk, as section head. Thirty-six experts appeared before the 
commission to answer fi ve questions that were posed by the govern-
ment. No Austrian was left off the list of participants at the inquiry who 
had anything of importance to say on currency matters. Along with Carl 
Menger, the founder of the Austrian School of economics, there was 
Wilhelm von Lucam, the highly honored longtime secretary general 
of the Austro-Hungarian Bank; Moriz Benedikt, the publisher of Neue 
Freie Presse [New Free Press]; Theodor Thaussig, the spiritual leader 
of the Viennese banking world; and Theodor Hertzka, the well-known 
writer on monetary matters and social policy. The thick quarto volume 
that makes up the stenographic minutes of the inquiry remains today a 
source for the best ideas on all matters relating to monetary policy.

Virtually all of the participants spoke in favor of Austria’s adoption 
of a gold standard. Menger, for example, at one point said: “Gold is the 
money of advanced nations in the modern age. No other money can 
provide the convenience of a gold currency in our age of rapid and 
massive commodity exchanges. Silver has become a troublesome tool 
of trade. Even paper money must yield to gold when it comes to mon-
etary convenience in everyday life. . . . Moreover, under present condi-
tions only a gold currency constitutes hard money. Neither a bank note 
and treasury note nor a silver certifi cate can take the place of gold, 
especially in moments of crisis.”

36. “The Austrian Currency Problem Thirty Years Ago and Today,” Chapter 19, in the present 
volume.
37. Quoted in Hans Sennholz, “The Monetary Writings of Carl Menger,” in Llewellyn H. 
Rockwell, ed., The Gold Standard: Perspectives in the Austrian School (Auburn, Ala.: The Lud-
wig von Mises Institute, [1985] 1992), p. 26; see also Günther Chaloupek, “Carl Menger’s Con-
tributions to the Austrian Currency Debate (1892) and His Theory of Money” (paper presented 
to the 7th ESHET Conference, Paris, France, January 30–February 1, 2003).
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Later summarizing the work of the commission, Wieser supported 
the adoption of the gold standard in colorful language:

Money is like speech; it is a means of intercourse. He who would have 
dealings with others must speak their language, however irrational he 
may fi nd it. Language is rational by the very fact that it is intelligible to 
others, and more rational in proportion as it is intelligible to more peo-
ple or to all. There can no more be an independent money system than 
independent speech; indeed, the more universal character of money, 
as compared with language, appears in this, that while a national lan-
guage has its justifi cation and signifi cance in the intercourse of the 
world, there is no place for a national monetary system in the world’s 
intercourse. If Europe errs in adopting gold, we must still, for good or 
evil, join Europe in her error, and we shall thus receive less injury than 
if we insist on being “rational” all by ourselves.

The Currency Commission, in its offi cial report to the Upper House 
of the Austrian Parliament, was no less adamant that gold, and only 
gold, was the recognized and essential international money. For that 
reason Austria-Hungary needed to adopt gold as the nation’s standard 
if it was to successfully participate in the commerce and trade of the 
world.

The commission proposed and the government accepted that the 
monetary unit would be renamed the krone (the crown), with the new 
crown being equal to one-half the replaced fl orin. Standard coins 
would be gold pieces of ten and twenty crowns, each one being of 900 
parts gold to 100 parts copper. The twenty-crown coin would have a 
full weight of 6.775067 grams, and a fi ne weight of 6.09756 grams. In 
1892 an exchange rate for the crown was fi xed at 1.05 Swiss francs and 
0.8505 German marks.

Silver was kept as a secondary medium of exchange of limited legal 
tender status for smaller transactions. Government paper money was 
temporarily kept in circulation up to a certain maximum, but with the 
expectation of its eventual retirement. For the transition to a full gold 
standard with legally mandated redemption of banknotes for specie, it 
was expected that the Austro-Hungarian Bank would continue to ac-
cumulate suffi cient supplies of gold until at an unspecifi ed date formal 
redemption would be instituted.

38. Wieser, “Resumption of Specie Payments,” pp. 387–88.
39. “Gold Standard in Austria,” p. 230.
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An obligation to redeem crowns for gold was, in fact, never made 
into law. Yet from 1896 and most certainly after 1900 up until the out-
break of the war in 1914, the Austro-Hungarian Bank acted as if it now 
had that obligation and did pay in gold for its banknotes presented for 
redemption. Indeed, the oversight of this “shadow” gold standard (as 
it was called) by the Austro-Hungarian Bank, with maintenance of 
the exchange rate within a margin not much off the “gold points,” was 
praised by authorities at the time as an exemplary case of a highly suc-
cessful “managed currency.”

Ludwig von Mises’s Writings on Monetary and 
Fiscal Policy Before the Great War

Ludwig von Mises’s earliest writings on monetary and fi scal policy were 
published between 1907 and 1914, and focused on these currency re-
form and related issues. He devoted a chapter in his Memoirs to ex-
plaining the background behind some of these articles. He details 
his frustrations when the articles resulted in his coming face-to-face 
for the fi rst time with opposition by government offi cials to reasonable 
and publicly endorsed policies due to political corruption and misap-
propriation of “secret” slush funds that would be threatened by imple-
menting a fully convertible gold standard.

But he does not go into very great detail about the content of these 
early essays. They may be grouped under two headings. The fi rst con-
sists of articles concerning the political pressures that fi nally led to put-
ting Austria formally on the path of a gold standard in 1892, and the 
reasons for the resistance and delay in legally establishing gold convert-
ibility up to the beginning of World War I. The second group deals 
with fi scal extravagance and the regulatory and redistributive intru-
siveness of the Austro-Hungarian government, which was leading the 

40. More recently, the Austro-Hungarian Bank’s exchange rate policy has been praised as an 
example of successful “target zone” management of an exchange rate band; see Marc Flandreau 
and John Komlos, “Target Zone in History and Theory: Lessons from an Austro- Hungarian 
Experiment (1896–1914),” Discussion Paper no. 18 (July 2003), Department of Economics, Uni-
versity of Munich, Germany.
 The “gold points” represented the upper and lower limits of fl uctuations of a country’s for-
eign exchange value under the gold standard, beyond which it would be profi table to either 
export gold out of or import gold into that country.
41. Mises was between twenty-six and thirty-two years of age when he wrote these articles.
42. Mises, Memoirs, pp. 33–42.
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country to a potential fi nancial and economic crisis. Even if the events 
of the war had not intervened to accelerate the process that culminated 
in an end to the nearly eight-hundred-year reign of the Habsburgs, the 
growth of the interventionist state was weakening the foundations of 
the country.

The earliest of these essays is “The Political-Economic Motives of the 
Austrian Currency Reform.” It is primarily an analysis of the changing 
factors infl uencing various interest groups that fi nally led to a suffi cient 
coalition of these interests endorsing the move toward a gold standard. 
It highlights the fact that a major shift in economic policy is often de-
pendent upon the vagaries of unique historical events, without which 
such a change might never have the chance to be implemented.

From 1872 to 1887, the Austrian currency had been depreciating 
on the foreign exchange market. Many of the agricultural and manu-
facturing interests in both Austria and Hungary did not object to this 
trend, since it reduced foreign competition by raising the costs of im-
ports and worked to make Austrian goods more competitive in other 
countries. But beginning in 1887, the currency began to appreciate, 
and continued to do so until 1891. The same interests that were quite 
happy living with a currency losing value were extremely anxious with 
an appreciating currency that lowered the costs of imports and raised 
the costs of Austrian exports.

By the time the Austrian Currency Commission was convened in 
1892, all the leading manufacturing, agricultural, and fi nancial inter-
ests had agreed behind the scenes on the necessity for currency re-
form to bring the appreciation of the Austrian fl orin to a halt. And 
they all concurred on the desirability for Austria-Hungary to estab-
lish a gold standard, while they initially argued over the particular 
rate of exchange at which the new currency—the crown—would be 
stabilized.

Mises’s essay reads partly as what, today, would be considered a “pub-
lic choice” analysis of the special-interest politicking that often guides 

43. For example, the Classical economist Henry Fawcett argued in Free Trade and Protection 
(London: Macmillan, 1878), pp. 17–47, that if not for the great famine due to the failure of 
many of the crops and therefore such a large portion of the population in England and Ireland 
simultaneously threatened with starvation in the winter of 1845–46, the pressure for the unilat-
eral repeal of agricultural protectionism (the Corn Laws) might never have occurred. It was 
unlikely that the same passion for a radical change to free trade would have been stimulated 
by the existing industrial and manufacturing protectionism that affected only different diverse 
and limited subgroups of the consuming public.
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public policy. It brings out how a concentrated benefi t to a wide ar-
ray of interest groups served to generate a consensus on a signifi cant 
institutional change in the existing monetary system. It also demon-
strates how the costs or burdens imposed on a variety of smaller in-
terest groups—particularly creditors and a number of medium-sized 
businesses who gained from currency appreciation, and conservatives 
who opposed a gold standard on ideological grounds—could be out-
weighed and outmaneuvered into being unable to prevent the mon-
etary reform.

But at fi rst, the Austro-Hungarian Bank was not legally compelled to 
redeem its notes for specie (gold). Its initial task was to prevent any fur-
ther appreciation of the new crown from its formal foreign exchange 
rate. It was not given any direct instruction to prevent any renewed de-
preciation, if it were to occur. This, too, was consistent with the dy-
namics of the coalition of interest groups that had opposed any further 
increase in the value of the currency, but had not objected to the ear-
lier years of currency depreciation.

But after 1896, the Austro-Hungarian Bank had accumulated enough 
gold and foreign exchange that it could assure the stability of the Aus-
trian crown’s foreign exchange rate within both the upper and lower 
ends of the gold points, and in fact kept it within less than one percent 
of the parity rate most of the time. And after 1900, the Bank was re-
deeming and issuing its notes for gold as well as for foreign exchange 
on an unoffi cial de facto basis, while still not legally required to follow 
a policy of specie redemption.

This was the context in which Mises wrote four of the essays in 
this volume: “The Problem of Legal Resumption of Specie Payments 
in Austria-Hungary,” “The Foreign Exchange Policy of the Austro-
Hungarian Bank,” “On the Problem of Legal Resumption of Specie 
Payments in Austria-Hungary,” and “The Fourth Issuing Right of the 
Austro-Hungarian Bank.”

Mises’s argument was that nothing was keeping the Austro-Hungar-
ian Bank from now being given the legal obligation to redeem gold on 
demand for its banknotes, and thus formally joining the international 
community of gold standard nations. He insisted that this would im-
mediately raise the creditworthiness of debt issued by the Austrian and 
Hungarian governments on foreign markets, and therefore lower the 
costs of borrowing from international creditors. It would also improve 
global confi dence in Austria-Hungary as a developing nation desirous 
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of attracting foreign investment and lower the cost of international cap-
ital for Austrian entrepreneurs.

Opponents of formal specie redemption argued that requiring the 
Austro-Hungarian Bank to redeem gold would risk a large hemorrhage 
of specie reserves at any time an international crisis induced holders of 
crown notes to transfer their liquid capital out of the country. If during 
such an international crisis other central banks were to raise interest 
rates to protect their gold reserves from the danger of capital fl ight, the 
Austro-Hungarian Bank would be compelled to also raise its interest 
rate to prevent loss of its own gold reserves. Domestic manufacturing 
and commerce would then fi nd that the cost of capital was held captive 
to the uncontrollable market forces of international fi nance. Domestic 
interest rates could experience swings that would carry negative effects 
for business within the country, merely to counteract speculators who 
wished to move gold in and out of the country to take advantage of 
interest rate spreads that had nothing to do with the legitimate needs 
of the import and export trade to facilitate international transactions. 
These critics argued that it was far better to maintain the present sys-
tem of de facto specie payments, which gave the Austro-Hungarian 
Bank the latitude and liberty to, at any time, refuse gold or foreign ex-
change redemption for its notes to shelter the domestic economy from 
unnecessary and destabilizing interest rate changes.

Mises counterargued in these articles that since the 1860s, fi rst the 
old Austrian National Bank and then its successor, the Austro-Hungar-
ian Bank, had had legal authority to hold a sizable portion of its re-
serves against notes outstanding (even when offi cial redemption was 
not imposed) in foreign bills of exchange, foreign currency, and other 
foreign-denominated assets that were, themselves, redeemable abroad 
in specie money. In other words, the Austrian central bank operated 
on the basis of a gold-exchange standard rather than a full gold stan-
dard. Through this method the Austro-Hungarian Bank was able to 
earn a signifi cant interest income from its reserve holdings instead of 
letting its gold sit idle in the Bank’s vaults. At the same time, these 
foreign earnings not only went to the Bank’s stockholders, but were 
shared by law with the Austrian and Hungarian governments, thus re-
ducing what otherwise might have been higher taxes to cover govern-
ment expenditures.

For a long time the Bank already had been utilizing its holdings 
of foreign exchange and other foreign-denominated assets precisely to 
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substitute for having to meet every demand with an actual gold out-
fl ow. This not only was an effective tool for meeting “legitimate” needs 
for specie in international transactions, but served to counteract specu-
lative demands for gold or foreign exchange to keep the crown’s foreign 
exchange rate within the gold points, beyond which it would become 
profi table to export or import gold.

Furthermore, the Austro-Hungarian Bank did, in fact, export gold 
at times of international crisis, as well as on a regular basis. In nor-
mal times it exported gold precisely to replenish its stock of foreign 
exchange, foreign bills of exchange, and other foreign-denominated 
assets redeemable in specie abroad to maintain a supply suffi cient to 
cover its international dealings and obligations. And during interna-
tional fi nancial crises it consciously exported gold to markets in Ger-
many, Great Britain, and France to help alleviate the pressure for gold 
abroad, and at the same time earned a handsome return when gold 
prices were high. By supplying gold to foreign markets at such times, 
it also reduced the need to raise interest rates at home since the gold 
exports reduced the need for other central banks to raise their interest 
rates to protect their own gold reserves.

Finally, even while not legally obligated to redeem its notes for spe-
cie, the Austro-Hungarian Bank used its discount rate when it deemed 
it necessary to dampen the demand for both gold and other foreign-
denominated assets among its reserves on the part of “speculators” 
and any others. Thus the Bank was already doing all the things that it 
would be required to do or could do under formal specie redemption 
to both maintain the offi cial parity rate and preserve its gold reserves 
from undesired withdrawals. From any of the critics’ perspectives, no 
case could be reasonably made against the Austro-Hungarian govern-
ment’s legislatively enacting the fi nal completion of the currency re-
form process that had begun in 1892.

So why did the Austrian and Hungarian governments never pass 
legislation establishing formal specie redemption on the part of the 
Austro-Hungarian Bank? Mises gave no fully satisfactory answer in 
these articles, which were all published in respected scholarly journals 
of the time. However, in his Memoirs Mises explained that behind the 
scenes the opposition to formal convertibility was partly because a por-
tion of the rather large funds earned from foreign exchange dealings 
by the Austro-Hungarian Bank were hidden away in a secret account 
from which senior political and ministerial offi cials could draw for 
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various “off the books” purposes, including infl uencing public opinion 
through the media. He learned about this special fund from Eugen 
von Böhm-Bawerk (1851–1914), the internationally renowned Austrian 
economist and Mises’s mentor, who told him about it off the record. 
Böhm-Bawerk was disgusted by the whole business and frustrated that 
even when he was fi nance minister (1900–1904), he had not been able 
to abolish the fund. A good part of the opposition and anger expressed 
against Mises’s defense of legal convertibility was the fear by those ac-
cessing these special funds that this source of money would dry up 
under the more transparent accounting procedures that would come 
with legal redemption.

In his 1909 article “The Problem of Legal Resumption of Specie Pay-
ments in Austria-Hungary,” Mises did point out that one reason behind 
the opposition to legal convertibility was the resistance of the Hungar-
ians. They wanted to weaken the power of the joint Austro-Hungarian 
Bank as a way to continue their drive for independence from the Hab-
sburg Monarchy. Since the Compromise of 1867,

Hungarian politics have ceaselessly endeavored to loosen the common 
bonds that connect that country to Austria. The achievement of eco-
nomic autonomy from Austria has appeared as an especially impor-
tant goal for Hungarian policy as a preliminary step leading to politi-
cal independence. The national rebirth of the non-Magyar peoples of 
Hungary—Germans, Serbo-Croatians, Romanians, Ruthenians, and 
Slovaks—will, however, pull the rug out from under these endeavors 
and contribute to the strengthening of the national ideal of Greater Aus-
tria. At the moment, however, Hungarian policy is still determined by 
the views of the Magyar nobility, and the power of the government rests 
in the hands of the intransigent Independence Party.

The nationalistic “rebirth” of these peoples under the often oppres-
sive control of the Hungarians did not strengthen the “national ideal of 
Greater Austria”—that “Austrian idea” of a harmonious multinational 
empire under the reign of the Habsburgs—that Mises assumed and 
clearly hoped would triumph. Instead, the appeal of nationalism over 
individual liberty and liberalism that had been developing throughout 

44. For a short biography of Böhm-Bawerk and his contributions to Austrian economics and 
service as Austro-Hungarian minister of fi nance, see Richard M. Ebeling, “Eugen von Böhm-
Bawerk: A Sesquicentennial Appreciation,” Ideas on Liberty (February 2001), pp. 36–41.
45. Mises, Memoirs, pp. 37–39.
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the empire for decades fi nally contributed to the death of the Habsburg 
dynasty in 1918.

But if the centrifugal forces of nationalism were pulling the em-
pire apart from within, it was also being undermined by the fi scal cost 
and growth of the state. This was the second theme in Mises’s policy 
writings before the First World War, in two essays: “Financial Reform 
in Austria” and “Disturbances in the Economic Life of the Austro-
 Hungarian Monarchy During the Years 1912–13.”

After having its fi nancial house in order for almost twenty years, 
Mises pointed out, the Austrian government was now threatening the 
fi scal stability of the society with increasing expenditures, rising taxes, 
and budget defi cits. Government spending was likely to signifi cantly 
grow in future years partly due to the expenses of maintaining costly 
military forces in an environment of an international arms race. The 
other major factor at work on the spending side of the government’s 
ledger were social welfare expenditures that the Austrian authorities 
were taking on, and which would only grow in the years ahead. Already 
in the preceding ten years, government spending had increased by over 
53 percent, and over the same decade the cost of funding the govern-
ment’s debt had increased by nearly 20 percent. The cost of fi nancing 
many of the ministries was exploding; the nationalized railway system 
was running large defi cits that had to be covered from other govern-
ment funding sources; and the Austrian Crownlands were managed 
with a three-layered bureaucratic system of administrators at the na-
tional, provincial, and municipal levels, each with its own rules, regu-

46. Almost fi fteen years after the First World War, Mises still regretted the failure of the “Aus-
trian idea,” referring to “the attempts which were made to fi nd some means of ensuring the 
amity of the various peoples that constituted the Empire. These efforts, which met with the 
approval of some of the most intelligent and noble spirits of the time, aimed not only at the 
maintenance of the Habsburg dynasty; they were informed by the idea that an entirely satis-
factory solution of the struggles of the different nationalities could not be found simply in a 
dismemberment of the Empire. The fact is that a large area of the old Empire was inhabited 
by people of different languages, living together without geographical separation. For these 
territories, which are the cradle of all struggles between the nationalities, a system of peaceful 
cooperation could be more easily found within the framework of a big empire than by giving 
to every nationality a separate sovereignty. Events since the armistice, both political and eco-
nomic, prove ex post the soundness of the attempts to transform the Habsburg Monarchy into 
a kind of Eastern European League of Nations.” See Ludwig von Mises, review of “Die letzten 
Jahrzehnte einer Grossmacht. Menschen, Völker und Probleme des Habsburg-Reichs,” by Ru-
dolph Sieghart in Economica (November 1932) p. 477.
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lations, and taxing authorities—and often in contradiction with each 
other.

To cover these expenditures, a wide variety of taxes were being in-
creased, including inheritance taxes, sales and excise taxes, and in-
come and corporate taxes. They frequently were manipulated to shift 
the incidence of the tax burden away from the agricultural and rural 
areas of Austria onto the shoulders of the urban populations and espe-
cially onto industry and manufacturing. In addition, the fi nance minis-
try wanted to implement legislation giving the government the author-
ity to examine the books of businesses and industries. Mises observed 
that “Austrian entrepreneurs rightly see in this arrangement an inten-
sifi cation of the harassment that the authorities display toward them.” 
Although the tax rates and burdens that Mises analyzes and criticizes 
seem by today’s higher and more intrusive fi scal standards to be part of 
that bygone, idyllic world of limited government liberalism before the 
First World War, they all represented signifi cant increases at the time, 
and all pointed in a dangerous direction for the future.

What Mises also found most disturbing in the coalition of political 
forces raising taxes and shifting them onto industry and the urban ar-
eas was a clear ideological bias against modern capitalist society. There 
were conservative and rural interests who wished for a return to the 
preindustrial era, Mises claimed, and were using their preponderant 
representation in the Austrian parliament to place roadblocks in the 
way of modernization, and delay if not stop the economic development 
of the country.

The economic crisis in Austria-Hungary in 1912 and 1913, Mises ar-
gued, showed that fi scal irresponsibility was pervasive in both the gov-
ernment and the private sector. Everywhere consumption spending 
was growing at the expense of savings, while everyone did all in their 
power to avoid work. Government expenditures were expanding and 
eating away at the hard-won wealth and capital accumulation of previ-
ous years as a result of government defi cit spending. But the private 
sector was no more frugal than government. In every walk of Austrian 
life, people attempted to live beyond their means. Everyone lived on 
credit that depended upon the illusion that debts accumulating on the 
books of retailers and wholesalers eventually could be repaid. Retail-
ers extended credit to their customers; wholesalers extended credit to 
retailers; and the fi nancial institutions extended credit to the wholesal-
ers, manufacturers, and merchants.
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It was a fi nancial game of musical chairs in which everyone through-
out the entire chain of production and sales appeared to be prosperous 
and profi table only because of the claims on the books against others 
up and down the payment structure of the economy. A serious default 
anywhere along the line could set off repercussions that would threaten 
the entire fi nancial system. And precisely because of this, whenever 
anyone failed to pay even a fraction of the balances owed, the lines of 
credit were extended further to put off the inevitable day of reckoning 
and keep the illusions going.

The fi nancial crisis of 1912–13, Mises explained, had been par-
tially that day of reckoning in which the fi nancial system was found 
to be built on sand. Mises could only hope that some lessons would 
be learned: that consumption needed to be based on production, and 
debts undertaken needed to be repaid through savings, work, and in-
vestment. He feared that the lessons had not been learned. Within a 
matter of months after writing in early 1914 his analysis of the causes 
and consequences of this crisis, Austria-Hungary was plunged into a 
far more disastrous crisis from which it would not survive as a political 
entity.

In two pieces written in 1913, “The General Rise in Prices in the 
Light of Economic Theory” and “On Rising Prices and Purchasing 
Power Policies,” Mises had attempted to explain the monetary mecha-
nism by which increases in the supply of money and credit bring about 
a general rise in prices. Mises develops part of the argument that he 
had formulated in 1912, in The Theory of Money and Credit, that the 
period of infl ation through which Austria-Hungary and much of the 
world was passing was due to the expansion of credit by the banking 
system in the form of fi duciary media. The latter, in Mises’s terminol-
ogy, are money substitutes in the form of banknotes and checking de-
posits that are claims against specie currency held as reserves by the 
central bank and other lending institutions. However, such fi duciary 
media may be of two sorts: those that Mises calls “commodity credit,” 
which is fully backed by bank reserves, and “circulation credit,” which 
is only partially backed by reserves in the banking system. It is the frac-
tional reserve basis behind a growing amount of the fi duciary media in 
circulation, Mises insists, that is the real cause of price infl ation and 
the business cycle. Creating and lending unbacked fi duciary media at 

47. Pp. 261–366.
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artifi cially lowered rates of interest produces an imbalance between 
savings and investment that leads to an unsustainable boom, which 
fi nally has to end in an economic downturn and a period of readjust-
ment in the market.

But Mises suggested that another infl uence was generating a general 
rise in prices, which he argued was caused by the nature of monetary 
transactions in an increasingly complex market order. In a developed 
market with multistaged processes of production, in which producers 
no longer meet face-to-face with their ultimate consumers, each seller 
must fi x his prices on the basis of his expectations about what he thinks 
buyers further down the production chain may be willing to pay. This 
expectation about what his buyer will be willing to pay, in turn, infl u-
ences the price he will be willing to pay to the producer or wholesaler 
from whom he purchases goods.

To the extent that such a seller expects that his buyer may be willing 
to pay more, he then will be willing to pay prices to those who sell to 
him that he otherwise might consider too high. Thus, Mises argued, 
a dynamic is set in motion that results in a continuing rise in prices 
throughout the various sectors of the economy in a certain temporal 
sequence. For example, trade unions may demand wages higher than 
employers consider the workers’ labor to be worth. But if those em-
ployers are confi dent that they can pass on the cost of paying higher 
money wages to those to whom they sell their products, they acqui-
esce in money wage demands that would otherwise be unjustifi able. 
At the same time, the higher real wages that those workers hope to 
obtain through an increase in their money wages will be eroded as 
prices of fi nished goods continue to rise in the economy due to this 
general infl ationary process throughout the market. What trade unions 
might consider their demonstrated capacity to improve the real wages 
of workers was illusionary, since over time any temporary gains would 
be washed out by the general rise in prices. In the long run workers 

48. For a detailed exposition of Mises’s “Austrian” theory of the business cycle, see Richard M. 
Ebeling, “The Austrian Economists and the Keynesian Revolution: The Great Depression and 
the Economics of the Short-Run,” in Political Economy, Public Policy, and Monetary Econom-
ics: Ludwig von Mises and the Austrian Tradition, pp. 203–72; “Two Variations of the Austrian 
Monetary Theme: Ludwig von Mises and Joseph A. Schumpeter on the Business Cycle,” in 
ibid., pp. 273–301; and “Money, Economic Fluctuations, Expectations and Period Analysis: The 
Austrian and Swedish Economists in the Interwar Period,” in ibid., pp. 302–31. Also, Richard M. 
Ebeling, “Ludwig von Mises and the Gold Standard,” in Austrian Economics and the Political 
Economy of Freedom, pp. 136–58.
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could not obtain real wages in excess of the value of their marginal 
product.

Mises went as far as to say that nothing really could be done about 
this inherent price-increasing process; he even suggested that it was 
indicative of a dynamic and growing economy in which constant shifts 
in supply and demand and the conditions and methods of production 
required pricing decisions to be made on the basis of expectations un-
der inescapable uncertain future market conditions. Mises concluded 
that the fact that the economy was not static, and therefore not more 
fully predictable, was a reason for optimism that these changing eco-
nomic circumstances were bringing about improvements all the time.

What is missing in this part of Mises’s analysis is any clear link with 
either a prior or simultaneous increase in the supply of money and fi -
duciary media that permits this price-infl ationary process to continue, 
or an indication that the process implies an increase in the velocity of 
money that would allow the same number of market transactions to be 
facilitated at rising prices. As he formulated it in these two articles, his 
argument seems to represent a version of what in the post–World War 
II period became known as cost-push infl ation.

War Financing, Infl ation, and the Goals of International Trade Policy

When war broke out in summer 1914, Mises’s artillery reserve unit was 
called up for active duty. For part of the next four years he sometimes 
saw intense action on the eastern front against the Russian Army. How-
ever, in 1918, during the last year of the war, Mises was assigned to work 
in various consulting capacities for the Austrian High Command in 
Vienna. And for a short time he served in Austrian-occupied Ukraine 
involved with currency matters.

In 1916, he published “On the Goals of Trade Policy,” in which he 
presents a clear analysis of the gains from division of labor and interna-
tional trade. But Mises goes on to explain that what motivated nations 
such as Germany and Austria-Hungary was a particular dilemma. For 

49. See Fritz Machlup, “Another View of Cost-Push and Demand-Pull Infl ation,” (1960) in Es-
says on Economic Semantics (New Brunswick, N.J.: Transaction Books, [1963] 1991), pp. 241–68; 
also, Gottfried Haberler, Infl ation: Its Causes and Cures (Washington, D.C.: American Enter-
prise Institute, 1966), pp. 65–78, and Economic Growth and Stability (Los Angeles: Nash Pub-
lishing, 1974), pp. 99–116.
50. For a thorough discussion of Mises’s wartime activities, see Hülsmann, Mises: The Last 
Knight, pp. 257–98.
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these relatively overpopulated countries in Europe, the greater eco-
nomic opportunities in foreign countries resulted in emigration that 
meant a loss of manpower both for future wars and as part of the work-
force during peace as well as at times of international confl ict. Also, 
in the cultural struggles between countries, emigration meant a loss 
of part of a nation’s human heritage, since over time many such emi-
grants were absorbed into the culture and language of the host nation.

Thus, in countries like Germany and Austria-Hungary the task was 
to develop policies that would raise the living standards and opportuni-
ties in the homeland to reduce the incentive to leave and be “lost” to 
the fatherland. The nationalist trade method rejected free trade and 
erected protectionist barriers to artifi cially raise prices and secure do-
mestic employments for the population. Alternatively, such a country 
could attempt territorial expansion into surrounding areas to gain the 
land and resources that would overcome the too densely populated con-
dition within the pattern of existing political boundaries in which, for 
example, Germany was currently confi ned. One other method was to 
acquire colonies abroad to which emigrants could move while retain-
ing their cultural identity and political allegiance to the fatherland.

Writing at a time of war, Mises carefully emphasized that these po-
litical trade policy goals were in the long run incompatible with the 
economic forces of an increasingly global market society. These forces 
were constantly working to guide both labor and capital to where their 
productive capacity was most highly valued, which inevitably would 
result in redistributions of people around the world to refl ect their most 
optimal employments in the international division of labor. In the long 
run, the logic and incentives of the market would transcend the politi-
cal goals of nationalist ideology.

In “Remarks Concerning the Problem of Emigration,” a memoran-
dum that Mises prepared in 1918 for the Austrian government com-
mission to which he was assigned in Vienna, he suggested a variety of 
domestic policies that would reduce the incentive for workers to leave 
Austria. These included making more farmland available out of exist-
ing larger estates for the benefi t of small landholders who currently 
could not support their families on the properties they owned. It would 
be useful for the government and private associations to assist seasonal 
migrant labor in fi nding more attractive wage and work condition op-
portunities abroad, thus increasing the likelihood they would return 
home to a country that cared about their well-being. It was also neces-
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sary to reduce the burden and inconveniences of compulsory military 
service that too often induced some workers employed abroad to not 
come home.

Also in the summer of 1918, Mises delivered a public lecture, “On 
Paying for the Costs of War and War Loans.” He praised the military 
successes of Austria’s armed forces in its fi ght against the Allied Powers 
and the industrial effi ciencies of Austrian business that had provided 
the manufacturing wherewithal for, Austria to do so well, even in the 
face of Allied blockades that cut Austria off from foreign sources of sup-
ply. But production had to be paid for, and the issue arose of whether 
the government’s war costs should be covered by taxation or debt.

Mises reminded his listeners that borrowing did not enable the cur-
rent generation to shift any part of the costs of war to a future genera-
tion. Current consumption could only come out of current production, 
and this applied no less to consumption of fi nished goods designed for 
and used in war. Whether the war was fi nanced by taxes or borrowing, 
the citizenry paid for it today by forgoing all that could have been pro-
duced and used, if not for the war. Mises also explained to his audience 
what today is often referred to as the Ricardian equivalence theorem, 
named after British economist David Ricardo (1772–1823). In his 1820 
essay, “Funding System,” Ricardo argued that all that the borrowing 
option entailed was a decision whether to be taxed more in the present 
or more in the future, since all that was borrowed now would have to 
be paid back at a later date through future taxes; therefore in terms of 
their fi nancial burden the two funding methods can be shown to be 
equivalent, under specifi ed conditions. Ricardo, however, also pointed 
out that due to people’s perceptions and evaluations of costs in the pres-
ent versus the future, they were rarely equivalent in their minds.

But Mises raised a different point in favor of certain benefi ts to debt 
fi nancing for the government’s war expenditures. First, many who 
would not have the liquid assets to pay lump-sum wartime taxes would 
either have to sell off less liquid properties to pay their tax obligation, or 
would have to borrow the required sum to pay the tax. In the fi rst case, 
a sizable number of citizens might have to liquidate properties more or 
less all at the same time to improve their cash positions, which would 
put exceptional downward pressure on the market prices of those as-

51. Ricardo, “Funding System,” (1820) in Piero Sraffa, ed., The Works and Correspondence of 
David Ricardo, vol. 4, Pamphlets and Papers, 1815–1823 (Cambridge: Cambridge University 
Press, 1951), pp. 149–200, especially pp. 186–87.
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sets. This would impose a fi nancial loss on those forced to sell these 
properties and assets to the benefi t of those who were able to buy them 
at prices that would not have been so abnormally low if not for the 
war and need for ready cash to pay the tax obligation. Second, to the 
extent that some citizens would need to borrow to cover their wartime 
tax payments, the private individual’s creditworthiness undoubtedly 
would be much lower than the government’s. As a consequence, these 
private individuals would have to pay a noticeably higher interest rate 
than that at which the government could fi nance its borrowing. Thus, 
the interest burden from government borrowing to be paid for out of 
future taxes would be less for the citizenry than the fi nancial cost of 
their having to borrow money in the present to cover all the costs of 
war through current taxation. Hence it was both patriotic and cost-
effi cient for those listening to Mises’s presentation to buy war bonds in 
support of the war effort.

Finally, in “Infl ation,” another lecture delivered in the late summer of 
1918, Mises explained the impact of the government’s fi nancing a large 
amount of its war expenditures through monetary expansion. First, all 
creditors who had failed to anticipate the resulting depreciation in the 
value of the Austrian crown are paid back in money possessing less 
purchasing power than when the loan was issued. This might seem to 
be a desirable side effect, since clearly the debtor gains by paying back 
his loan in depreciated crowns, especially if it is “the poor” who are 
the predominant debtor group. But it was worth recalling, Mises said, 
that in modern society the debtors were most often businesses that had 
borrowed to cover investment costs, while the creditors were middle-
class citizens, widows and orphans, civil servants, and members of the 
lower-income working class who had put their savings into the fi nan-
cial institutions that did the lending. Hence, Mises pointed out, in this 
debtor-creditor relationship, under infl ation the “rich” benefi ted at the 
expense of the middle class and the “poor.”

Some saw the benefi t from infl ation in that it also reduced the real 
value of the government’s accumulating debt, thus reducing the “real” 
cost of the war. At the same time, rising money incomes and profi ts in 
the private sector due to infl ation meant that the government gained 
higher tax revenues in money terms. On the other hand, to the ex-

52. See also Ludwig von Mises, Nation, State, and Economy: Contributions to the Politics and 
History of Our Time (Indianapolis: Liberty Fund, [1919] 2006), pp. 136–42.
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tent to which the government had covered part of its debt with foreign 
borrowing denominated in another currency, the falling value of the 
crown on the foreign exchange market due to infl ation increased the 
amount of crowns the government had to pay to meet its foreign fi nan-
cial obligations. Also, some taxes were fi xed at a specifi ed level, so in 
this instance the taxpayer gained in real terms during infl ation while 
the government lost. Furthermore, the worse and more continuing the 
infl ation, the more reluctant citizens would be to buy war bonds and 
other government debt instruments, thus increasing the diffi culties of 
fi nancing the war other than through infl ation. Thus, from a variety 
of perspectives, infl ation was a dangerous and undesirable method of 
covering the costs of war, since it undermined the real wealth of the 
middle class and those in the working class who saved in an attempt to 
improve their position in society.

After War: Hyperinfl ation and Fiscal Mismanagement 
in the New Austria

In October and November 1918, the Austro-Hungarian Empire began 
to disintegrate as various national groups began to break away and de-
clare their independence, most notably the Czechs and Slovaks, who 
joined in creating their own country, then the Hungarians, who were 
then followed by the Serbs, Croats, Slovenians, and Bosnians, who 
formed a new Yugoslavia. The Romanians soon began to incorporate 
Transylvania within their borders, and Italy seized south Tyrol and the 
port of Trieste. Galicia became a battleground between the Poles, the 
Ukrainians, and the Russian Bolsheviks in the next few years.

In what was declared the new state of German-Austria a coalition 
government was formed between the Social Democrats, the Christian 
Socialists, and the Nationalist Party. Almost immediately, they began 
a campaign of expensive food subsidies for the urban population at 
controlled prices, compulsory requisitioning of agricultural goods from 
the rural parts of the country, foreign exchange controls on all imports 
and exports at an artifi cial rate of exchange, a vast array of social wel-

53. See Richard M. Ebeling, “The Economist as the Historian of Decline: Ludwig von Mises 
and Austria Between the Two World Wars,” in Political Economy, Public Policy, and Monetary 
Economics: Ludwig von Mises and the Austrian Tradition, especially pp. 92–100, for a detailed 
account of the political and economic situation in Austria in the years following the end of the 
First World War.
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fare programs, and the use of the monetary printing press to fi nance it 
all. By the middle of 1919 and then into 1920 and 1921, serious infl ation 
had degenerated into hyperinfl ation. 

Mises’s articles “Monetary Devaluation and the National Budget” 
and “For the Reintroduction of Normal Stock Market Practices in For-
eign Exchange Dealings” explained that the foreign exchange rate was 
a market-created price that could not be simply fi xed and manipulated 
by the state. The value of any one currency in terms of another was ulti-
mately a refl ection of each currency’s purchasing power. Guided by the 
“law of one price,” the market tendency was to establish the exchange 
rate at that point at which the attractiveness of buying some quantity 
of a good in either country was the same. Setting the exchange rate at 
some level other than the market-determined rate merely meant that it 
was artifi cially fi xed at too dear or too cheap a price. In the face of the 
currency shortages that the exchange control resulted in, the govern-
ment then commanded that all foreign exchange earnings be sold to 
the Austrian Exchange Control Authority at the fi xed rate, with the 
government bureaucracy now determining the rationing of it to both 
importers and exporters.

Prohibiting normal foreign exchange dealings merely drove transac-
tions underground into the black market, and prevented the function-
ing of those institutional arrangements through which individuals can 
hedge against uncertain fl uctuations in the foreign exchange rate by 
utilizing a legal futures market. Instead, the infl ationary environment, 
with limited legal avenues to “take cover” against the effects of a depre-
ciating currency, meant that more and more people were shifting into 
the use of foreign monies in domestic Austrian business transactions. 
The foreign exchange controls needed to be abolished, and the print-
ing presses needed to be brought to a halt if a monetary disaster was to 
be averted.

The fundamental cause for Austria’s problems was that it was in the 
stranglehold of the socialist idea, with all of its negative consequences. 
This was the theme in two pieces by Mises: “The Austrian Problem” 
and “The Social Democratic Agrarian Program.” The socialists were 

54. For a brief history of the infl ation in Austria during and after the First World War and its 
disastrous consequences, see Richard M. Ebeling, “The Great Austrian Infl ation,” The Free-
man: Ideas on Liberty (April 2006), pp. 2–3; also, Richard M. Ebeling, “The Lasting Legacies 
of World War I: Big Government, Paper Money and Infl ation,” Economic Education Bulletin, 
vol. 48, no. 11 (Great Barrington, Mass.: American Institute for Economic Research, November 
2008), for accounts of the hyperinfl ations in both Germany and Austria.
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determined to control and spend their way into the destruction of the 
country. Under this administration, taxes and infl ation ate away at the 
accumulated wealth of the past and hindered any capital formation in 
the present. They demagogically promised wealth while causing waste 
by nationalizing and regulating industries that ended up suffering 
losses that needed to be paid for through even more infl ation. Their 
agricultural agenda was to do with the rural economy the same harm 
they were doing with industry and manufacturing in the cities.

What was to be done? In February 1921, Mises presented the outline 
of a plan in answer to the question, “How Can Austria Be Saved?” The 
fi rst order of business was to stop the monetary printing presses. But 
this could be done only if the costly food subsidies were eliminated 
and the nationalized industries were reprivatized to end the huge ex-
penses to cover their defi cits, so the national budget once again could 
be brought into balance. Foreign exchange controls had to be abol-
ished with a free market in all currency dealings. At the same time, the 
value of the Austrian crown had to be stabilized once the central bank 
had stopped issuing paper money and the depreciation of the currency 
was brought to a halt. All domestic regulations and controls inhibiting 
free commerce among the various provinces of Austria had to be lifted, 
and free trade had to be reintroduced in all forms of foreign trade. This 
was the path to a revitalized and prosperous Austria.

A sound monetary system was unlikely if the governments of those 
new states that had formerly been part of the Austro-Hungarian Em-
pire looted the assets of a reconstructed Austrian central bank. Thus, 
in “The Claims of Note Holders upon Liquidation of the Bank,” pub-
lished in February 1921, Mises argued against those who asserted that 
those other governments had a right to a portion of the old Austro-
Hungarian Bank’s gold reserves. Under the Treaty of Saint-Germain, 
which had ended the war between Austria and the Allied Powers, 
the successor states were obligated to redeem the old crown notes on 
their territories for their own respective currencies. The old Austro-
 Hungarian Bank notes were then to be turned over to the new Aus-
trian central bank, which would take them out of circulation. Mises ar-
gued that everyone knew that the huge expansion of banknotes to fund 
the government’s war expenses were backed by nothing, and certainly 
not by whatever gold may have remained in the central bank’s vaults. 
To demand anything else would be to plunder the gold and other as-
sets upon which a reconstituted Austrian monetary system would 
be built.
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Mises observed in an article early in 1922, “The Austrian Currency 
Problem Thirty Years Ago and Today,” that the key to ending Austria’s 
problems was stopping infl ation. Thirty years earlier, in 1892, the task 
had been to stabilize a currency that was appreciating in value. The 
task in 1922 was to bring a halt to its depreciation. But the method was 
the same: link the currency to gold and do not manipulate its quantity 
in circulation.

As the situation worsened, Mises put together a proposal on behalf 
of the Vienna Chamber of Commerce for “The Restoration of Aus-
tria’s Economic Situation,” which was submitted to other trade and 
labor union associations in the country to devise a way to bring an 
end to the government budget defi cits as a prelude to stopping the in-
fl ation. In a nutshell, Mises recommended the establishment of price 
indexation throughout the economy. Already government expenditure 
levels were automatically adjusted in line with a cost-of-living index. 
Now the same arrangement had to be set up for government revenues. 
Otherwise nominal expenditures would keep growing while nominal 
tax revenues would always lag behind, never leading to an end to the 
defi cits. Incomes, profi ts, and wages and prices all had to be indexed 
to the market value of gold. This would continually adjust government 
tax revenues to government expenditures. It would mean that govern-
ment nationalized sectors, such as the railway system, would have 
their prices rise in tandem with the average rate of depreciation of the 
currency refl ected in its link to the price of gold, which would help 
to reduce their losses and maybe even earn a profi t from transit fees 
for cargos passing through Austria. At the same time, gold indexation 
would assist in keeping the wages and salaries of many workers rising 
to maintain a certain real value of their income.

Mises emphasized that such an indexation policy was desirable not 
only due to questions of equity in a period of rapid depreciation and 
the need to bring the government’s budget better into balance. It was 
also needed because infl ation distorted the very essence of a money-
using economy: the ability for economic calculation to reasonably esti-
mate profi t and loss, and relative profi tability of alternative lines of pro-
duction. Price and wage indexation linked to the price of gold would 
help to reduce the miscalculations that infl ation caused, and which 
often resulted in capital consumption. This measure, Mises stated, was 
meant to be a transition method to bring stability to the Austrian econ-
omy, or, as he concluded, “We must make up our minds to return from 
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the extravagant intoxication of spending ‘billions’ to the sober, more 
modest fi nancial fi gures of a smaller state. The object of the proposed 
plan is to avoid a sudden and disastrous collapse.”

The infl ation was brought to a halt in late 1922 and early 1923 with 
the fi nancial assistance and supervisorial oversight of the League of 
Nations. In 1925, in “The Gold-Exchange Standard,” Mises pointed out 
that while Austria and a number of other countries were moving back 
to a gold-backed currency, it was not a full gold standard system. Most 
countries did not have large amounts of actual gold reserves, and gold 
coins were nowhere in circulation. Instead, their monetary systems 
(like that under the old Austro-Hungarian Bank) were gold-exchange 
standards, under which most reserves were held in other countries in 
the forms of fi nancial assets that were, in principle, redeemable in gold 
in those other countries. The entire system depended upon at least a 
few countries, like the United States at that time, being willing to serve 
as ultimate gold reserve redeemers. Mises thought that this was only a 
shadow of the type of real gold-backed system that could assure nonin-
fl ationary stability to the various countries of the world.

In 1926, Mises had spent three months traveling in the United States. 
When he returned he delivered the talk “America and the Reconstruc-
tion of the European Economy.” Any further European recovery from 
the effects of the Great War could not count upon American political 
or economic leadership. Both manufacturing and agricultural interests 
in the United States were heavily protectionist and therefore resistant 
to imports. This, in turn, made it diffi cult for Europeans to fi nd mar-
kets for their goods or to earn the dollars to pay back their wartime 
loans to America. While the United States was a creditor nation with 
the means to invest in Europe, money would not be given away but 
would depend on the profi tability of such investments. Thus Europe 
would have to rely upon itself if it was to continue to overcome the 
legacy of the war.

Mises pointed out the diffi culty for such stable recovery and growth 
in a summary he presented in 1928, “The Currency and Finances of 
the Federal State of Austria.” Five years after the end to Austria’s infl a-
tion, the currency was on a relatively sound basis. A new schilling had 
replaced the old crown and was fi xed at a specifi c value in terms of 
gold. The rules under which the new Austrian National Bank operated 
made it diffi cult for it to serve as a means to fi nance the expenses of the 
government.
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However, the fi scal affairs of the nation were far from sound. The 
government was still running budget defi cits, but all of it was due to 
cost overruns in the nationalized sectors of the economy, especially the 
railway system and the lumber industry in the nationalized forest sys-
tem. Financial pressures were placed on the federal authority because 
of the tax and related transfers to the provincial governments, which 
were all overlaid with bureaucratic regulatory structures and misman-
agement. And in Vienna, where the Social Democrats controlled the 
municipal government, the fi nancial extravagance on public projects 
was exceptionally large. For domestic growth and international com-
petitiveness, Austria had to make its economy more productive. Cut-
ting wasteful government and radically reducing taxes was the only 
avenue to a prosperous future for Austria.

When the Great Depression began in the early 1930s, the banking 
system was badly shaken. The collapse in May 1931 of the Austrian 
bank, Credit-Anstalt, in particular, sent shock waves throughout the 
fi nancial markets. Shortly afterward, Mises wrote “The Economic Cri-
sis and Lessons for Banking Policy.” In his eyes, the banking systems 
in Germany and Austria had two weaknesses. First, too many banks 
had become fi nancially entangled with the industrial corporations 
to whom they lent. In fact, they often had become major sharehold-
ers in the very companies whose fi nancial status they were supposed 
to oversee with a critical eye in terms of continuing creditworthi-
ness. Instead, they unsoundly extended more credit to companies 
they should have pulled back from because their own balance sheets 
were too closely linked to the illusion of their continuing profi tabil-
ity. Finally the situation imploded, taking the banks down with those 
companies.

Second, those same banks had poorly managed the term structure 
of their investment portfolios. They lent long, while being liable for 
depositor withdrawals on demand. In other words, they had become 
caught in the system of fractional reserve banking, in which the 
amount of claims payable on demand far exceeded their available cash 
reserves to meet depositor liabilities.

The banking crisis, as far as Mises was concerned, was not the end of 
capitalism, but showed the need to reorganize the way banks managed 
their liabilities and investments after the crisis had passed. Sounder 
banking principles in a market economy were the avenue to avoid simi-
lar crises in the future.

L5787.indb   livL5787.indb   liv 2/9/12   1:22:07 PM2/9/12   1:22:07 PM



introduction � lv

Interventionism, Collectivism, and Their Ideological Roots

In the 1920s, one of the contributions for which Mises was most fa-
mous was his theory of government intervention. In 1930, he published 
“The Economic System of Interventionism,” a brief summary of his 
critique of this practice, with particular emphasis on the deleterious 
effects from all forms of control over prices. While various forms of 
production regulations had the tendency to reduce productivity, price 
controls were a far more directly harmful type of intervention. They in-
evitably distorted the relationship between supply and demand, artifi -
cially generated either shortages or surpluses, and defl ected production 
from those avenues most likely to satisfy consumer demand. They also 
had a tendency to spread out to more and more sectors of the economy, 
as the government imposed similar controls on other markets and in-
dustries in a vain attempt to compensate for the imbalances the earlier 
price controls had created. If followed to their logical conclusion, such 
price controls led to a fully planned economy through piecemeal inter-
ventions imposed one after another.

Where did all this lead? In “Economic Order and the Political Sys-
tem” (1936), Mises pointed out that in the eighteenth and early nine-
teenth centuries, political democracy, civil liberty, and economic free-
dom had grown hand in hand. But in the second half of the nineteenth 
century the idea had taken hold that political democracy and personal 
freedom could be preserved even if the government increasingly in-
tervened in and controlled the economic affairs of the citizenry in the 
name of social justice and socialist planning.

What the twentieth century was showing, however, was that political 
democracy and individual freedom could not last long when govern-
ment planning increasingly replaces the market economy. Economic 
planning means planning people’s lives, and people must then con-
form in all their affairs to what the plan dictates. In countries like So-
viet Russia, fascist Italy, or National Socialist (Nazi) Germany even the 
appearance of preserving democratic and personal liberties had been 
discarded and the reality of where planning leads could be most clearly 
seen. This was the crossroads that now confronted the remaining rela-
tively free and democratic societies in the West: freedom or planning.

More than twenty years later, in 1959, Mises offered “Remarks Con-
cerning the Ideological Roots of the Monetary Catastrophe of 1923,” 
when hyperinfl ation had brought Germany to the edge of total eco-
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nomic collapse. He refl ected back to when he was a young man be-
fore the First World War, during the years when he wrote those early 
pieces on the gold standard and had only just published The Theory 
of Money and Credit. He had attended the meetings of the Verein für 
Sozialpolitik (Society for Social Policy), the leading and most infl uen-
tial social science association in the German-speaking world, which 
was dominated by members of the German Historical School. Here 
he came face-to-face with the enemies of economic liberalism, who 
rejected most of economic theory in the name of a historically based 
approach to social analysis, on the basis of which they rationalized ag-
gressive nationalistic conclusions, all leading to an eventual war. They 
had contempt for the Austrian economists and ridiculed the idea that 
there were “laws of economics” that should stand in the way of markets 
and money being controlled by the state. These were the thinkers who 
were the harbingers of many of the disasters of the twentieth century. 
Their aggressive nationalism had led to two world wars; their belief 
in the interventionist state had cultivated the coming of the planned 
and regulated society; and their confi dence that money and its value 
were creatures of the state had fostered the infl ations of the twentieth 
century.

And though Mises did not point it out, many of these German 
thinkers laid the ideological groundwork for the mass murder of mil-
lions at the hands of the National Socialists, including the destruc-
tion of six million Jews. Indeed, it was because of such ideas and their 
consequences that Mises himself was forced to fl ee a Nazi-dominated 
Europe and fi nd sanctuary in America in the midst of the Second 
World War.

Leaving Europe for America had not been an easy decision for 
Mises. Indeed, he said in a letter to Friedrich A. Hayek in May 1940, 
as he was approaching his departure from Switzerland for the United 
States, “The decision to leave is truly diffi cult. For me, it represents say-
ing good-bye to a life which I have always lived, it is for me an ‘adieu’ 
to a Europe which is about to disappear forever.”

It is only appropriate, therefore, that before concluding this intro-
duction we should take a look at Mises’s Jewish family roots in the old 
Habsburg Empire and how the fate of the Austrian Jews led to a man 

55. Letter from Mises to Hayek, May 22, 1940, Geneva, Switzerland, Hayek Papers, Hoover 
Institution archives; the original letter is in German.
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like Mises having to say good-bye to the life and world in which he 
made his career and won his reputation as one of the leading econo-
mists of his time, and his having to make a new start at the age of fi fty- 
eight in the New World.

Liberating Liberalism and the Austrian Jews

Ludwig von Mises was born on September 29, 1881, into a prominent 
Jewish family in Lemberg (Lvov in present-day Ukraine), the capital of 
the Austrian Crownland of Galicia, far to the east of Vienna and near 
the border with the Russian Empire. In the last decades of the nine-
teenth century, more than 50 percent of the population of some parts 
of Galicia was Jewish, with the center of Jewish life and culture being 
in Lemberg.

The documents that Ludwig von Mises’s great-grandfather, Mayer 
Rachmiel Mises (1801–91), prepared as background for his ennoble-
ment by the Austrian emperor, Francis Joseph, in mid-1881 (just a few 
months before Ludwig was born), record the history of the Mises fam-
ily in Lemberg going back to the 1700s. Mayer’s father, Fischel Mises, 
had been a wholesaler and real estate owner who had received permis-
sion to live and conduct business in the “restricted district” reserved for 
non-Jews. At the age of eighteen, Mayer married a daughter of Hirsch 
Halberstamm, the leading Russian-German export trader in the Gali-
cian city of Brody.

Mayer took over the family business following his father’s death and 
also served for twenty-fi ve years as a commissioner in the commercial 
court of Lemberg. For a time he also was on the city council and was 
a full member of the Lemberg Chamber of Commerce. He also was a 
cofounder of the Lemberg Savings Bank, and later was a member of 
the board of the Lemberg branch of the Austrian National Bank. He 
also was one of the founders of the Cracow-Lemberg railway line. In 
addition, he was a founder of a Jewish orphanage, a reform school, a 
secondary education school, a charitable institution for infant orphans, 
and a library in the Jewish community. Some of these charities were 

56. Part of this section draws upon Richard M. Ebeling, “Ludwig von Mises and the Vienna 
of His Time,” in Political Economy, Public Policy, and Monetary Economics: Ludwig von Mises 
and the Austrian Tradition, pp. 36–56.
57. See William O. McCagg Jr., A History of Habsburg Jews, 1670–1918 (Bloomington: Indiana 
University Press, 1989), pp. 105–22, 181–200.
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begun with funds provided by Mayer for their endowment. Indeed, it 
was for his service to the emperor as a leader of the Jewish community 
in Lemberg that Mayer Mises, great-grandfather of Ludwig von Mises, 
was ennobled.

Mayer’s oldest son, Abraham Oscar Mises, ran the Vienna offi ce 
of the family business until he was appointed in 1860 the director of 
the Lemberg branch of the Credit-Anstalt bank. Abraham also was the 
director of the Galician Carl-Ludwig Railroad. His other son, Hirsch 
Mises, was a partner in and a director of the Halberstamm and Ni-
renstein banking company.

It is perhaps because of the family’s connection with the railroad 
business that Hirsch Mises’s son, Arthur Edler von Mises, took up civil 
engineering with a degree from the Zurich Polytechnic in Switzerland, 
and then worked for the Lemberg-Czernowitz Railroad Company. Ar-
thur married Adele Landau, the granddaughter of Moses Kallir and 
the grandniece of Mayer Kallir, a prominent Jewish merchant family 
in the city of Brody. Arthur and Adele had three sons, of whom Lud-
wig was the oldest. His brother, Richard, became an internationally 
renowned mathematician who later taught at Harvard University. The 
third child died at an early age.

Members of the Mises family also were devout practitioners of their 
Jewish faith. The vast majority of the Galician Jews were Hasidic, with 
all the religious customs and rituals that entailed. But the Mises family 
was part of that movement in the Jewish community devoted to theo-
logical and cultural reform, and participated in the liberal-oriented po-
litical activities that were attempted in nineteenth-century Galicia. As 
a small boy, Ludwig would have heard and spoken Yiddish, Polish, and 
German, and studied Hebrew in preparation for his bar mitzvah.

Ludwig’s father, Arthur, like many of his generation, chose to leave 
Galicia and make his life and career in the secular and German cul-
tural world of Vienna, where he accepted a civil servant’s position with 
the Austrian Ministry of Railways. But from the documents among 

58. See Appendix B in the present volume for a translation of Mayer Rachmiel Mises’s short 
curriculum vitae that he submitted in June 1881 to the offi ce of the Austrian emperor, Francis 
Joseph, as part of the legal process for ennoblement and the bestowing of the honorifi c and 
hereditary title of “Edler von.” He was ennobled on April 30, 1881, with the ennoblement docu-
ment issued on July 13, 1881. Ludwig von Mises is not mentioned at the end of the document 
among Mayer Rachmiel Mises’s great-grandchildren because Ludwig’s birth would not occur 
until September.
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Ludwig von Mises’s “lost papers” found in the Moscow archives, it 
is clear that his mother maintained ties to her birthplace, contribut-
ing money to several charities in Brody, including a Jewish orphanage. 
In Vienna in the 1890s, Arthur was an active member of the Israelite 
Community’s Board, a focal point for Jewish cultural and political life 
in the Austrian capital.

Until the early and middle decades of the nineteenth century, Jews 
throughout many parts of Europe were denied civil liberties, often be-
ing severely restricted in their economic freedom, and, especially in 
Eastern Europe, confi ned to certain geographical areas. In the 1820s 
it was still not permitted for Jews to unrestrictedly live and work in 
Vienna; this required the special permission of the emperor. Com-
mercial and civil liberation of the Austrian Jews occurred only in the 
aftermath of the Revolution of 1848, and most especially with the new 
constitution of 1867, which created the Austro-Hungarian Dual Mon-
archy following Austria’s defeat in its 1866 war with Prussia. The spirit 
and content of the 1867 constitution, which remained the fundamen-
tal law of the empire until the collapse of Austria-Hungary in 1918, 
refl ected the classical liberal ideas of the time. Every subject of the 
emperor was secure in his life and private property; freedom of speech 
and the press was guaranteed; freedom of occupation and enterprise 
was permitted; all religious faiths were respected and allowed to be 
practiced; freedom of movement and residence within the empire was 
a guaranteed right; and all national groups were declared to have equal 
status before the law.

No group within the Austro-Hungarian Empire took as much advan-
tage of the new liberal environment as the Jews. In the early decades 
of the nineteenth century a transformation had begun among the Jew-
ish community in Galicia. Reformers arose arguing for a revision in 

59. See Richard M. Ebeling, “Mission to Moscow: The Mystery of the ‘Lost Papers’ of Ludwig 
von Mises,” Notes from FEE (July 2004), pp. 1–3, http://www.fee.org/pdf/notes/NFF_0704.pdf; 
also, for a more detailed account, see Richard M. Ebeling, introduction to Selected Writings of 
Ludwig von Mises, vol. 2, pp. xv–xx.
60. Robert S. Wistrich, The Jews of Vienna in the Age of Franz Joseph, p. 165.
61. On the history of the Jews in the Austro-Hungarian Empire, see Wistrich, Jews of Vienna; 
McCagg, A History of Habsburg Jews, 1670–1918; Steven Beller, Vienna and the Jews, 1867–1938: 
A Cultural History (Cambridge, Mass.: Cambridge University Press, 1989); George E. Berkley, 
Vienna and Its Jews: The Tragedy of Success, 1880s–1980s (Lanham, Md.: Madison Books, 1988); 
and Max Grunwald, History of the Jews in Vienna (Philadelphia: Jewish Publication Society of 
America, 1936).
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the practices and customs of Orthodox Jewry. Jews needed to enter the 
modern world and to secularize in terms of dress, manner, attitudes, 
and culture. The faith had to be stripped of its medieval characteristics 
and ritualism. Jews should immerse themselves in the German lan-
guage and German culture. All things “German” were distinguished 
as representing freedom and progress.

With the freedoms of the 1867 constitution, Austrian and especially 
Galician Jews began a cultural as well as a geographical migration. In 
1869, Jews made up about 6 percent of the population of Vienna. By 
the 1890s, when the young Ludwig von Mises moved to Vienna from 
Lemberg with his family, Jews made up 12 percent of the Vienna popu-
lation. In District I, the center of the city where the Mises family lived, 
Jews made up over 20 percent of the population. In the neighboring 
District II, the Jews made up over 30 percent.

But in the late nineteenth and early twentieth centuries, there was 
a stark contrast between these two districts of the city. In the central 
District I, the vast majority of the Jewish population had attempted 
to assimilate with their non-Jewish neighbors in dress, manners, and 
cultural outlook. In District II, bordering on the Danube, on the other 
hand, the Jewish residents were more likely to have retained their Ha-
sidic practices and orthodox manners, including their traditional dress. 
It was the visible difference of these Jews, who often had more recently 
arrived from Galicia, which so revolted the young Adolf Hitler—who 
was shocked, and wondered how people acting and appearing as they 
did could ever be considered “real Germans.” They seemed such an 
obviously alien element in Hitler’s eyes.

62. This transformation of the Jewish communities in Central and Eastern Europe, especially 
in the German-speaking lands, is usually associated with the infl uence of Moses Mendelssohn, 
beginning in the middle of the eighteenth century. See Marvin Lowenthal, The Jews of Ger-
many: A Story of 16 Centuries (Philadelphia: The Jewish Publication Society of America, 1938), 
pp. 197–216; Ruth Gay, The Jews of Germany: A Historical Portrait (New Haven, Conn.: Yale 
University Press, 1992), pp. 98–117; Nachum T. Gidal, Jews in Germany: From Roman Times to 
the Weimar Republic (Köln, Germany: Könemann Verlagsgesellschaft mbH, 1998), pp. 118–23; 
Amos Elon, The Pity of It All: A History of the Jews in Germany, 1743–1933 (New York: Metro-
politan Books, 2002), pp. 1–64.
63. On the demographics of the Jewish community in Vienna, see Marsha L. Rozenblit, The 
Jews of Vienna, 1867–1914: Assimilation and Identity (Albany, N.Y.: State University of New York 
Press, 1983).
64. Adolf Hitler, Mein Kampf (Boston: Houghton Miffl in, [1925] 1943), p. 56: “Once as I was 
walking through the Inner City [of Vienna before the First World War] I suddenly encountered 
an apparition in a black caftan and black hair locks. Is this a Jew? was my fi rst thought. For, to 
be sure, they had not looked like that in Linz. I observed the man furtively and cautiously, but 
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The characteristic mark of most of the Jews who migrated to Vienna 
(and other large cities of the empire such as Budapest or Prague) was 
their desire and drive for assimilation; in many ways they tried to be 
more German than the German-Austrians. The Czechs, the Hun-
garians, and the Slavs, on the other hand, often were still focused on 
their traditional ways; the Hungarians in particular were suspicious of 
the Enlightenment, civil liberties, and equality—these threatened their 
dominance over the subject peoples in their portions of the empire 
(the Slovaks, Romanians, and Croats). To constrain the Hungarians, 
the emperor increasingly put the Czechs, Poles, and Slavs under direct 
imperial administration on an equal legal footing with the German-
Austrians. For the Jews, Austrian imperial policy meant the end of of-
fi cial prejudice and legal restrictions, and a securing of civil rights and 
educational opportunities. Their continuing and generally steadfast 
loyalty to the Habsburgs, however, led many of the other nationalities 
to be suspicious and anti-Semitic as the years went by. The Jews were 
viewed as apologists and blind supporters of the Habsburg emperor, 
without whose indulgence and protection the Jews might have been 
kept within the ghetto walls.

Civil liberties and practically unrestrained commercial and profes-

the longer I stared at this foreign face, scrutinizing feature after feature, the more the fi rst ques-
tion assumed a new form: Is this a German?”
65. On the parallel process of Jewish assimilation and resistance from non-Jews in Prague and 
Bohemia, see the autobiographical recollections of this period in Hans Kohn, Living in a World 
Revolution: My Encounters with History (New York: Trident Press, 1964), pp. 1–46.
66. Habsburg enlightenment was more advanced in many ways than that of the German gov-
ernment. For example, before the First World War it was virtually impossible for a Jew to be 
commissioned as an offi cer in the German Army, no matter what his qualifi cations and merit. 
On the other hand, Jews were accepted as offi cers in the Austrian Army with no similar preju-
dice, and that is what enabled Ludwig von Mises to be commissioned as a reserve offi cer in the 
Austrian Army as a young man, and serve with distinction in the First World War on the Rus-
sian front. See Wistrich, Jews of Vienna, pp. 174–75:

In striking contrast to the Prussian regiments, there was no deliberate exclusion of Jewish 
offi cers and anti-Semitism was not offi cially tolerated. Indeed, anti-Semitism appears to 
have been notably weaker in the army than in many other sectors of Austrian society in 
spite of persistent nationalist agitation and the fact that most offi cers were Roman Catho-
lic Germans. . . . In this supranational institution par excellence which was loyal to the 
Emperor and the dynasty alone, Jews were by and large treated on equal terms with other 
ethnic and religious groups. The army could simply not tolerate open racial or religious 
discrimination which would only undermine morale and patriotic motivation.

67. On the perception of the Jews before the First World War by the various nationalities of the 
Austro-Hungarian Empire, including the Austrian-Germans, see Henry W. Steed, The Haps-
burg Monarchy, pp. 145–94.
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sional opportunity soon saw the Jews rise to prominence in a wide array 
of areas of Viennese life. By the beginning of the twentieth century 
more than 50 percent of the lawyers and medical doctors in Vienna 
were Jewish. The leading liberal and socialist newspapers in the capital 
were either owned or edited by those of Jewish descent, including the 
New Free Press, the Viennese newspaper for which Mises often wrote 
in the 1920s and 1930s. The membership of the journalists’ association 
in Vienna was more than 50 percent Jewish. At the University of Vi-
enna, in 1910, professors of Jewish descent constituted 37 percent of 
the law faculty, 51 percent of the medical faculty, and 21 percent of the 
philosophy faculty. At the time Mises attended the university in the 
fi rst decade of the twentieth century almost 21 percent of the student 
body was Jewish. The proportion of Jews in literature, theater, music, 
and the arts was equally pronounced.

The main avenue for social and professional advancement was edu-
cation in the gymnasium system—the high school system in the Ger-
man-speaking world. But the gymnasium education not only offered a 
path to higher education and a university degree for many Jews, it also 
was an avenue for acculturation and assimilation into European and 
especially German culture. For example, Mises and his fellow student 
Hans Kelsen (who later became an internationally renowned philoso-
pher of law and the author of the 1920 constitution of the Republic of 
Austria) attended the Akademisches Gymnasium in the center of Vi-
enna. It was meant for students preparing for the university and profes-
sional careers. Here a wide liberal arts education was acquired, with 
mandatory courses in Latin, Greek, German language and literature, 
history, geography, mathematics, physics, and religion, with electives 
in either French or English—Mises selected French. At the core of the 
curriculum was the study of the ancient Greek and Roman classics. 
Mises and other Jewish students at the Akademisches Gymnasium, as a 
part of their religion training, had courses in Hebrew.

According to memoirs written by people who attended the Akade-
misches Gymnasium in the 1880s and 1890s, most of the students ridi-

68. See Jerry Z. Muller, The Mind and the Market: Capitalism in Modern European Thought 
(New York: Alfred A. Knopf, 2002), pp. 350–52.
69. On the occupational demographics, see Rozenblit, Jews of Vienna, pp. 47–70; Beller, Vi-
enna and the Jews, pp. 165–87.
70. On the Vienna gymnasiums, and Jewish assimilation and social and economic advance-
ment, see Rozenblit, Jews of Vienna, pp. 99–126; Beller, Vienna and the Jews, pp. 49–70.

L5787.indb   lxiiL5787.indb   lxii 2/9/12   1:22:07 PM2/9/12   1:22:07 PM



introduction � lxiii

culed the religion classes as “superstition.” The Greek and Roman clas-
sics were considered literary avenues for entering the mainstream of 
modern European and Western culture. And while it was not assigned, 
the students absorbed on their own contemporary writings in history, 
social criticism, literature, and the sciences as their way to integrate 
themselves into modern and “progressive” society.

In the 1890s, during Mises’s time at the Akademisches Gymnasium, 
44 percent of the student body was Jewish. But there were some gym-
nasiums at which Jewish admission was informally restricted. For ex-
ample, the Maria Theresa Academy of Knights in Vienna was reserved 
for the children of the nobility and senior offi cials. Joseph Schumpeter 
attended it in the 1890s, but only because his stepfather was a lieuten-
ant fi eld marshal. No matter what his academic qualifi cation, Mises 
would have had virtually no chance to be accepted there. Thus clusters 
of these gymnasiums were clearly closed to Jews, even if they were con-
verts to Christianity, while other clusters represented the high schools 
where middle-class Jewish businessmen, professionals, and civil ser-
vants sent their children.

But for all their assimilationist strivings—their conscious attempts to 
be German-Austrians in thought, philosophy, outlook, and manner—
the Jews remained distinct and separate. Not only was this because they 
belonged to schools, professions, and occupations in which they as Jews 
were concentrated, but because non-Jewish German-Austrians viewed 
them as separate and distinct. However eloquent and perfect their Ger-
man in literature and the spoken word, no matter how contributing 
they were to the improvement of Viennese society and culture, most 
non-Jewish Viennese considered these to be Jewish contributions to 
and infl uences on German-Austrian corners of cultural life.

Name, family history, gossip, and mannerisms made it clear to most 

71. See Arthur Schnitzler, My Youth in Vienna (New York: Holt, Rinehart and Winston, 1970), 
for a rich memoir on the Akademisches Gymnasium in Vienna a few years before Mises at-
tended as a student. Also see the fascinating account of Viennese gymnasium life during this 
time in Zweig, The World of Yesterday, pp. 28–66.
72. On the Maria Theresa Academy of Knights in Vienna during the time when Schumpeter 
attended, see Robert Loring Allen, Opening Doors: The Life and Work of Joseph Schumpeter, 
vol. 1 (Brunswick, N.J.: Transaction Books, 1991), pp. 18–22; and Richard Swedberg, Schum-
peter: A Biography (Princeton: Princeton University Press, 1991), pp. 10–12.
73. In 1897, a prominent Jewish liberal political fi gure pointed out in a Vienna newspaper the 
German-Austrian attitude to the attempt by many Jews to fully integrate themselves into Aus-
trian life: “When you consider the way the poor Jews strive to gain your favor in the ranks of the 
Germans, how they try to accumulate the treasures of German culture, how they work in the 
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people who were Jewish and who were not. The wide and pronounced 
success of so many Viennese Jews made non-Jews conscious of their 
preponderance and presence in many visible walks of life. This success 
also served as the breeding ground for anti-Semitism.

In the Habsburg domain, part of this anti-Semitism was fed by con-
servative and reactionary forces in society who often resented the em-
peror’s diminishment or abolition of the privileges, favors, and status 
of the Catholic Church and the traditional landed aristocracy. The 
high proportion of Austrian Jews involved in liberal or socialist politics 
made them targets of the conservatives who said they were carriers of 
modernity, with its presumption of civil equality, unrestrained market 
competition, and a secularization that was said to be anti-Christian 
and therefore immoral and decadent. Preservation and restoration of 
traditional and Christian society, it was claimed, required opposition to 
and elimination of the Jewish infl uence on society. Jews were the root-
less “peddlers” who undermined traditional occupations and ways of 
earning a living, as well as the established social order of things. They 
pursued profi t. Honor, custom, and faith were willingly traded away 
by them for a few pieces of gold, it was said. Craft associations became 
leading voices of anti-Semitism, especially when economic hard times 
required small craftsmen and businessmen to go hat in hand to Jewish 
bankers for borrowed sums to tide them over.

sciences, some perhaps dying young as a result—and still all the thanks they get is that they are 
not even accepted as human beings.” Quoted in Beller, Vienna and the Jews, p. 163.
74. On the nature and evolution of anti-Semitism in Germany and Austria, see Peter G. J. 
Pulzer, The Rise of Political Anti-Semitism in Germany and Austria (New York: John Wiley, 
1964); and Bruce F. Pauley, From Prejudice to Persecution: A History of Austrian Anti-Semitism 
(Chapel Hill: University of North Carolina Press, 1992).
75. That the real target behind much of the anti-Semitism in Germany and Austria was eco-
nomic liberalism has been suggested by Frederick Hertz, Nationality in History and Politics, 
p. 403: “It was rightly felt by many that the real object of [anti-Semitic attacks such as those by 
the German historian Heinrich von Treitschke] was not the Jews, but liberalism, and that the 
Jews were only used as a means for working up public opinion against its fundamental princi-
ples.” Similarly, Hans Kohn, Prophets and Peoples: Studies in Nineteenth Century Nationalism 
(New York: Macmillan, 1946), pp. 124–25: “Treitschke’s words, ‘The Jews are our misfortune,’ 
served as a rallying banner for the German anti-Semitic movements for the next sixty years. 
Though the Jews were the immediate goal of the agitation, it ultimately aimed at the liberalism 
that had brought about Jewish emancipation. Treitschke hated the liberal middle-class society 
of the West and despised its concern for trade, prosperity and peace. . . . In view of the apparent 
decay of the Western world through liberalism and individualism, only the German mind with 
its deeper insight and its higher morality could regenerate the world.” See also F. A. Hayek, The 
Road to Serfdom (Chicago: University of Chicago Press, [1944] 2005), p. 161:

In Germany and Austria the Jew had come to be regarded as the representative of capital-
ism because a traditional dislike of large classes of the population for commercial pursuits 
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German nationalism also was a vehicle for growing anti-Jewish sen-
timent. The paradox here is that in the 1860s and 1870s a sizable num-
ber of Jewish intellectuals were founders and leaders in the Austrian 
and German nationalist movements. German culture and society were 
viewed as representing the universal values of reason, science, justice, 
and openness in both thought and deed. German culture and politi-
cal predominance within the Austro-Hungarian Empire restrained 
the backward-looking forces of darkness—the Hungarian, Czech, and 
Slavic threats. At the same time, German culture in Central Europe 
offered rays of enlightenment in the regions of Eastern Europe.

Mises estimated that before the Second World War, Jews made up 
50 percent of the business community in Central Europe and 90 per-
cent of the business community in Eastern Europe. Indeed, in Om-
nipotent Government he asserted that in Eastern Europe “modern civi-
lization was predominantly an achievement of Jews.” What the Jews 
in these parts of Europe introduced and represented, at least in their 
own minds, was the enlightened German mind, with its culture and 
institutions. But to those other nationalities being introduced to and 
“threatened” by this German cultural infl uence, it was perceived as 
being Jewish as much as German—a dominating, imperial, and “for-
eign” culture.

At the same time, in both Germany and German-Austria, the Jews 
in the forefront of the Pan-German nationalist movements were viewed 
as interlopers by many of the Christian German nationalists. As a con-
sequence, there emerged in the second half of the nineteenth century 

had left these more readily accessible to a group that was practically excluded from the 
more highly esteemed occupations. It is the old story of the alien race being admitted 
only to the less respected trades, and then being hated still more for practicing them. The 
fact that German anti-Semitism and anti-capitalism spring from the same root is of great 
importance for the understanding of what has happened there, but this is rarely grasped 
by foreign observers.

And Fritz Stern, The Politics of Cultural Despair: A Study in the Rise of Germanic Ideol-
ogy (Berkeley: University of California Press, 1961), pp. 142–43: “Of course, the Jews favored 
liberalism, secularism, and capitalism. Where else but in the cities, in the free professions, 
in an open society, could they escape from the restrictions and prejudices that lingered on 
from the closed, feudal society of an earlier era? They were, and in a sense had to be, the 
promoters and profi teers of modernity, and for this . . . [many Germans] could not forgive 
the Jews.”

76. Ludwig von Mises, “Postwar Economic Reconstruction of Europe,” (1940) in Richard M. 
Ebeling, ed., Selected Writings of Ludwig von Mises, vol. 3, The Political Economy of Interna-
tional Reform and Reconstruction, p. 27.
77. Ludwig von Mises, Omnipotent Government: The Rise of the Total State and Total War 
(New Haven: Yale University Press, 1944), p. 185.
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rationalizations to justify the rejection of Jewish participation in the 
cause of German nationalism and culture. First, it was said that only 
Christians and the Christian faith were consistent with true German 
life and culture. But when a signifi cant number of German and Aus-
trian Jews converted to Christianity, it still was found not to be enough. 
Now it was claimed that to be a true German it was not suffi cient to 
be a convert to Christianity. “Germanness” was a culture, an attitude 
toward life, and a certain sense of belonging to the Volk community.

As a growing number of Jews immersed themselves in all things 
German—language, philosophy, literature, dress, and manner—it was 
found, again, not to be enough. Really to be a German was to share a 
common ancestry, a heritage of a common blood lineage. This was 
one barrier the German and Austrian Jews could not overcome. In the 
emergence of racial anti-Semitism in the 1880s and 1890s, there were 
laid the seeds of the “fi nal solution.”

In Vienna, Karl Lueger, who was mayor of the capital city in the 
fi rst decade of the twentieth century and a leader of the Christian 
Social Party, represented the spirit of anti-Semitism. He insisted that 
only “fat Jews” could weather the storm of capitalist competition. Anti-
Semitism, Lueger said, “is not an explosion of brutality, but the cry 
of oppressed Christian people for help from church and state.” He 
blended anti-Semitism with social-left reforms, which included civil 
service and municipal government restrictions on Jewish access to city 
jobs or contracts. On the other hand, when Lueger was challenged as 
to why he had Jewish friends and political associates, he replied, “I de-
cide who is a Jew.”

But in spite of the presence and growth of anti-Semitic attitudes in 

78. This attitude was expressed, as one example, during the 1930s by the ardent National So-
cialist Adolf Bertels, who said of Heinrich Heine (possibly, after Goethe, the greatest German 
writer of the nineteenth century) that “however well he handles the German language and 
German poetical forms, however much he knows the German way of life, it is impossible for 
a Jew to be a German.” Quoted in Alistair Hamilton, The Appeal of Fascism: A Study of Intel-
lectuals and Fascism, 1919–1945 (London: Anthony Blond, 1971), p. 109.
79. Quoted in J. Sydney Jones, Hitler in Vienna, 1907–1913: Clues to the Future (New York: 
Cooper Square Press, 2002), p. 155.
80. Ibid., p. 157; also, Berkley, Vienna and Its Jews, pp. 103–11; on the history of the Chris-
tian Social movement with its blending of anti-Semitism, anticapitalism, and socialism, and 
Lueger’s role and participation in it, see John W. Boyer, Political Radicalism in Late Imperial 
Vienna: Origins of the Christian Social Movement, 1848–1897 (Chicago: University of Chicago 
Press, 1981) and Culture and Political Crisis in Vienna: Christian Socialism in Power, 1897–1918 
(Chicago: University of Chicago Press, 1995).
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the late nineteenth and early twentieth centuries in Austria in general 
and Vienna in particular, Mises’s seeming lack of attention to his own 
Jewish family background or any hint of the impact of anti-Semitism 
around him—there were anti-Jewish student riots at the University of 
Vienna during the years when he was a student there around the turn 
of the century—was in fact not uncommon. One can read Stefan 
Zweig’s fascinating account of everyday life in the Vienna of this time 
and have the distinct impression that anti-Semitic attitudes or munici-
pal government policy were virtually nonexistent.

Yet many invisible walls characterized the circles in which people 
moved in Viennese society both before and after the First World War. 
Traditional or Orthodox Jews lived and worked within a world of their 
own in the city. Secular and assimilated Jews, like Ludwig von Mises 
and Hans Kelsen, moved in circles of both Jews and non-Jews, but even 
the nonreligious and German-acculturated Jews clustered together. A 
review of the list of participants in Mises’s famous private seminar in 
Vienna, for example, shows a high proportion of Jews. And even after 
Mises had moved to Geneva, Switzerland, in 1934, his agenda books 
for this time show that many of his social engagements were with other 
Jews residing in or visiting that country.

The end of the nineteenth and the beginning of the twentieth cen-
tury saw the eclipse of liberalism in Austria and the rise of socialism in 
its place, centered in the political ascendancy of the Social Democratic 
Party. A sizable number of Jews were prominent in the Austrian social-
ist movement; they were anticapitalist and viewed the entrepreneur-
ial segment of the society as exploiters and economic oppressors. The 
capitalist class would be swept away in the transformation to socialism, 
including the Jewish capitalists in the “ruling class.” Most of the Jews 
in the socialist movement not only were secular and considered them-
selves harbingers of the worker’s world to come; they were contemptu-
ously opposed to cultural and religious Judaism as well.

81. Mises barely mentions anti-Semitic sentiments in Austria in his Memoirs, and devotes time 
to a detailed discussion of it only in Omnipotent Government, pp. 169–92, written during the 
Second World War. For a discussion of Mises’s critique of anti-Semitism, see Richard M. Ebe-
ling, “Ludwig von Mises and the Vienna of His Time,” especially pp. 43–49.
82. Harriet Pass Freidenreich, Jewish Politics in Vienna, 1918–1938 (Bloomington: Indiana Uni-
versity Press, 1991), p. 138.
83. Mises, Memoirs, p. 83.
84. See Robert S. Wistrich, Socialism and the Jews (East Brunswick, N.J.: Associated University 
Presses, 1982).
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These three political movements in Austria and Vienna when Mises 
was a young man—conservatism, German nationalism, and radical 
socialism—were, each for its own reasons, enemies of liberal society, 
opponents of free-market capitalism, and therefore threats to the ideas 
and occupations of those middle class, or “bourgeois,” walks of life 
heavily populated by the Jews of Austria and Vienna.

The history of Austrian Jewry during this time is a story of triumph 
and tragedy. The winds of nineteenth-century liberalism freed the 
Austrian Jewish community, both internally and externally. Internally, 
the liberal idea pried open Orthodox Jewish society in places such as 
Austrian Galicia. It heralded reason over ritual; greater individualism 
over religious collectivism; open-minded modernity over the strictures 
of traditionalism. Externally, it freed the Jewish community from legal 
and political restraints and restrictions. The right of freedom of trade, 
occupation, and profession opened wide many opportunities for social 
improvement, economic betterment, and political acceptance.

Within two generations this transformed Austrian Jewish society. 
And that same span of time saw the rise of many Jews to social and eco-
nomic prominence, with greater political tolerance than ever known 
before. If these two liberating forces had not been at work, there would 
not have been Ludwig von Mises—the economist, the political and 
social philosopher, and the notable public fi gure and policy analyst in 
Austria both before and between the two world wars.

At the same time, these two liberating forces set the stage for the 
tragedy of the German and Austrian Jews. Their very successes in the 
arts and the sciences, in academia, and in commerce fostered the ani-
mosity and resentment of those less successful in the arenas of intellec-
tual, cultural, and commercial competition. It set loose the emotion of 
envy, the terror of failure, and the psychological search for scapegoats 
and excuses. It ended at the gates to the Nazi death camps.

85. Many of the Jews in Germany and Austria understood the connection between economic 
liberalism and individual opportunity that had enabled so many in the Jewish community to 
prosper in spite of anti-Semitic sentiments. Thus, for example, in 1897, Emil Lehmann, head 
of the Dresden Jewish community, argued against the Social Democrats, “In the Mosaic teach-
ing the ideals of justice and equality before the law fi nd their substantiation just as envy and 
hatred—which the Social Democrats share with the anti-Semites—receives the sharpest con-
demnation. Thou shalt not covet! Other demands contrary to civilization such as the abolition 
of the family, State education of children, etc. etc., which are desired by the Social Demo-
crats, are fi rmly rejected in the Ten Commandments.” Quoted in Wistrich, Socialism and the 
Jews, p. 69.
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In Mises’s case and for many others it meant leaving the country of 
their birth and seeking refuge in other lands. Among those who left be-
fore or immediately after Germany’s annexation of Austria were many 
members of the Austrian School of economics or Mises’s private semi-
nar circle (both Jews and non-Jews): Martha Steffy Browne, Gottfried 
Haberler, Friedrich A. Hayek, Felix Kaufmann, Fritz Machlup, Ilse 
Mintz, Oscar Morgenstern, Paul N. Rosenstein-Rodan, Alfred Schutz, 
and Erich Voegelin, to name just a few.

Mises had departed in autumn 1934 for a teaching position at the 
Graduate Institute of International Studies in Geneva, when it was 
clear that the collectivist darkness was starting to fall over the center of 
Europe. He made a new life for himself after 1940 in the United States, 
like many of his Austrian colleagues and friends, where the spirit of 
freedom was not yet in the same shadow of tyranny as in their native 
Austria. America, for them, was still a land where Austrian Jews such as 
Mises could breathe the air of liberty.

He continued to explain and defend the principles and ideals of clas-
sical liberalism and the free market in his new home in America until 
his death on October 10, 1973, at the age of 92.

Richard M. Ebeling
Professor of Economics
Northwood University

June 2011
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Chapter 1

The Political-Economic Motives 
of the Austrian Currency Reform

I

The fact that from the middle of 1888, changes in the value of the Aus-
trian currency had taken on a pattern disadvantageous to domestic pro-
duction gave a direct impetus for the reform of the Austro- Hungarian 
monetary system, a reform that had been dragging on for decades be-
fore this.

The price of 100 fl orins in gold (250 francs) amounted, on average 
for the year 1872, to 110.37 Austrian paper fl orins and increased, begin-
ning with this year (with a small interruption), up to 125.23 Austrian 
paper fl orins as the average for 1887. From then on, it began to decline. 
It amounted to:

 Valued in Austrian fl orins  Average for the year

 122.87 1888
 118.58 1889
 115.48 1890
 115.83 1891

A widely held view, which met with little opposition, held that these 
increases in value of the Austrian currency were neither incidental nor 
temporary phenomena; in fact, they could be traced back to serious, 
economic causes. There was a perceived agreement that the fall in the 
agio would not come to an end by itself: indeed, it would continue at 
an increased rate in future years if a change in the currency did not oc-

1. [This article originally appeared in German in the Zeitschrift für Volkswirtschaft, Sozialpoli-
tik und Verwaltung, vol. 16 (1907).—Ed.]
2. [Agio is the rate at which a currency may be exchanged on the foreign currency market.
—Ed.]
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cur at the appropriate time. This view found its most ardent supporter 
in Hertzka, who articulated that opinion in the investigations of the 
currency commission. If the monarchy persisted with a nonconvertible 
currency, the fl orin would continue to increase in value until fi nally 
it would equal the gold value of the pound sterling by the end of the 
nineteenth century. Most of the individuals who had their say during 
the proceedings of the currency commission shared this view; Minister 
of Finance Steinbach repeatedly expressed a similar opinion, for ex-
ample, in the session of the House of Representatives on July 14, 1892. 
The generally widespread belief in the continuing “improvement” in 
the value of the Austrian currency was one of the most effective mo-
tives for the accelerated initiation of a reform of the currency.

The majority saw the most important reason behind the increase 
in the value of the currency in the fact that there was a legal limit on 
the maximum quantity of state notes in circulation and a suspension 
of silver coinage for private uses. This meant that within the monar-
chy increases in the quantity of the currency could no longer match 
increases in the demand for currency. This argument, which was an 
application of the quantity theory to Austrian circumstances, primarily 
relied upon the fact that the quantity of currency in circulation within 
the monarchy remained considerably below the quantity in circulation 
in other countries.

According to O. Haupt, the currency in circulation within the 
 Austro-Hungarian Monarchy amounted to 779 million fl orins at the 
end of 1885, which represented a per capita circulation of 20.10 fl . In 
the most important countries, the per capita money in circulation at 
the end of 1885, in francs, was [25 shown opposite—Ed.].

Austria was ranked twelfth place with respect to the relative size of 
the monetary system. However, this factor alone does not absolutely

3. [Theodor Hertzka (1845–1924), an Austrian economist and journalist. In 1879 he founded the 
Wiener Allgemeine Zeitung, which he edited until 1886.—Ed.]
4. See Stenographische Protokolle . . . der Währungsenquetekommission [The Stenographic Pro-
tocols of the Commission for the Currency Inquiry] (Vienna, 1892), p. 96.
5. [Emil Steinbach (1846–1907), Austrian economist, jurist, and politician. In 1891–93 served as 
minister of fi nance and in 1904–7 as president of the Supreme Court of Justice. He had a deci-
sive infl uence on social legislation, supported the extension of the right to vote, implemented a 
currency reform, and reorganized the system of personal taxation.—Ed.]
6. See Carl Menger, Der Übergang zur Goldwährung [The Transition to the Gold Standard] 
(Vienna, 1892), pp. 10ff.
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 France 234.80
 Netherlands 148.70
 United States 112.90
 Belgium 102.50
 Great Britain 98.55
 Germany 91.05
 Spain 86.70
 Switzerland 77.70
 Denmark 77.20
 Portugal 74.50
 Italy 58.30
 Austro-Hungary 41.25
 Sweden 36.90
 Rumania 32.20
 Norway 29.80
 Russia 27.55

justify the conclusion that Austro-Hungary’s money in circulation 
failed to correspond to the demand for it. It is obvious that those West-
ern countries where capitalistic development had advanced far ahead 
of the Danube Empire had a larger demand for money. In addition, it 
is not surprising that Italy had a larger quantity of money in circulation 
than was in the Austro-Hungarian Monarchy, considering that in 1885 
Italy was experiencing a period of growing paper money infl ation and 
an increasing agio. It is equally inappropriate to compare the monar-
chy’s circumstances with those in Spain and Portugal.

The proponents of the quantity theory laid the primary responsibil-
ity on the fact that the Austro-Hungarian monetary system lacked the 
possibility for a currency expansion starting in 1879, and in a certain 
sense already beginning in 1867.

Admittedly, an increase in the monarchy’s monetary gold reserves 
was practically excluded. Because gold was not a part of the Austrian 
currency system, it could only be employed (aside from its use for 
the payment of customs duties and in some business transactions) as 
a backing for the notes issued by the Austrian-Hungarian National 
Bank. However, due to the decline in the price of silver, the Austro-
Hungarian Bank could not increase its gold reserves without incurring 

7. Compare Statistische Tabellen zur Währungsfrage der österreichisch-ungarischen Monarchie 
[The Statistical Tables Relating to the Currency Question in the Austro-Hungarian Monarchy] 
compiled in the Imperial and Royal Finance Ministry (Vienna, 1892), tables 169–71.
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a loss; in the period from December 31, 1877, to August 10, 1892, these 
reserves grew by a mere 401.65 kg.

Since the abolishment of silver coinage for private uses in the spring 
of 1879, silver face-value coins were minted only for government uses. 
In the years 1884–91, silver face-value coins were minted at an aver-
age annual value of 7 million fl orins. The entire amount of silver face-
value coins minted between 1876 and 1891 amounted to 226.6 million 
fl orins. The Austro-Hungarian Bank’s silver holdings increased from 
66.6 million fl orins at the end of 1875 to up to 166.7 million fl orins at 
the end of 1891.

The legal limitation on state notes in circulation to 312 million fl orins 
was a particular characteristic of the Austrian monetary constitution, 
under which the quantity of short-term, interest-bearing treasury bills 
in circulation, and the sum of state notes and interest-bearing treasury 
bills was prohibited from exceeding a combined amount of 412 mil-
lion fl orins. Within this limit, however, the decrease in the quantity 
of Saltworks notes was replaced with an increase in the circulation of 
state notes. The possibility always existed for satisfying the increasing 
demand for currency in circulation within this limit through an expan-
sion of state notes in circulation. And beginning in 1888 we see a con-
stant increase in the quantity of these notes in circulation. The entire 
state note circulation amounted to:

 Million fl orins At the end of the year

 336.8 1888
 357.2 1889
 370.4 1890
 378.8 1891

Although until the fourth privilege of the Austro-Hungarian Bank 
went into effect the quantity of notes in circulation not backed by pre-
cious metals was strictly limited to 200 million, the number of bank-
notes in circulation increased from 247 million fl orins at the end of 
1867 to 391 million fl orins at the end of 1887. The system adopted in 
the Austro-Hungarian Bank’s fourth privilege of an indirect limita-

8. See Mecenseffy, Bericht über den Goldbesitz der österreichisch-ungarischen Bank [Report on 
the Gold Held by the Austro-Hungarian Bank] (Vienna, 1897), p. 15.
9. [“Saltworks Notes” (Salinenscheine) were short-term, interest-earning Austrian treasury 
bills.—Ed.]
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tion offered a freer scope to the expansion of notes in circulation. It 
amounted to:

 Tax-free Notes in Tax-free bank-
 Average for note limitation circulation note reserves

 the year Millions of Austrian fl orins

 1888 433 385 49
 1889 443 399 43
 1890 449 416 33
 1891 453 421 32

The entire paper money in circulation (state- and banknotes) 
amounted to:

 Millions of Austrian fl orins At the end of the year

 762.5 1888
 834.0 1889

This corresponded to a total increase of 71.5 million and an average 
annual increase of 23.8 million fl orins. That this increase in the quan-
tity of paper money in circulation did not lag behind the increasing 
demand for it, or at least not far behind, is shown by a comparison of 
the numbers from the period after the inauguration of the currency re-
form. Since then, it is generally accepted that the increase in currency 
in circulation completely satisfi ed the needs of business. The monar-
chy’s money in circulation amounted to:

 Million crowns At the end of the year

 1728.0 1892
 2279.1 1904

This represents a total increase of 551 million and an average annual 
increase of 45.9 million crowns. The average annual increase of money 
in circulation was thus not larger in the period after 1892 than it was in 
the years immediately preceding that year.

In light of these facts, the claim that Austrian currency in circulation 
lacked the possibility for expansion cannot be maintained. However, 
to conclude that the increase in the currency in circulation satisfi ed 

10. Statistische Tabellen zur Währungsfrage der österreichisch-ungarischen Monarchie, p. 145.
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the developing and increasing demand for it would be equally invalid. 
Such a conclusion would be prohibited because the statistical evidence 
is completely lacking for determining what were the required amounts 
of currency in circulation. Irrespective of this, however, even with the 
presumption of a domestic contraction, a direct causal relationship be-
tween such a contraction and an increase in the international value of 
the currency could not be determined.

It must be acknowledged that as the domestic currency in circula-
tion becomes scarcer, this initially leads to a contraction of credit and 
an increase in the cost of borrowing, and has the further result of bring-
ing about a fall in the prices of goods. It is obvious, however, that such 
a drop in prices can be only for those goods that cannot be exported. A 
decline in the prices of these goods in terms of the domestic currency 
will not result in foreigners offering higher prices for bonds on the Vi-
ennese market. This could be brought about only by a reduction in the 
prices of exported goods. This could occur only if as a result of the fall 
in other domestic prices the production of exported goods increased to 
such an extent that their prices fell due to their increase in supply. The 
increase in the rate of exchange that would result, however, as a con-
sequence of this increased supply of exportable goods could be neither 
considerable nor of signifi cant duration, because the decline in their 
prices would be transferred to the global market within a short period 
of time. Then any motive that foreigners would have to offer higher 
prices for Austrian bonds would slip away.

It is not possible, given the current underdeveloped state of monetary 
theory and the lack of statistical data, to arrive at any certain conclu-
sions about what infl uence the limit on increases in currency in circu-
lation may have had on the value of money through its impact on the 
prices of goods. In other respects, the impact on the foreign exchange 
rate due to the limit on the maximum quantity of state notes in circu-
lation and the administrative suspension of silver coinage can be de-
termined with certainty: in fact, it was a means of securing the credit 
of the monarchy. The strictness with which the two governments of 
Austria-Hungary followed the conservative rules of its currency policy 
reestablished trust in the two fi nancial administrations’ fulfi llment of 
its monetary obligations, especially after this had been severely shaken 

11. Compare Heyn, “Das Steigen des Rupienkurses nach Aufhebung der indischen Silberwäh-
rung” [The Rise in the Value of the Rupee Following the Repeal of the Indian Silver Cur-
rency], Jahrbücher für Nationalökonomie und Statistik, vol. 28, especially pp. 176ff.
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both domestically and abroad by the events of 1797–1866. The danger 
of an infl ationary increase in the supply of paper money, much like 
the  danger of a return to a silver-backed currency, retreated into the 
distance.

The improvement in the creditworthiness of the currency went hand 
in hand with the strengthened creditworthiness of the government 
bonds. This was considerably infl uenced by the gradual disappearance 
of the threat of war, which had risked the peaceful development of our 
fatherland since the Congress of Berlin.

Without a doubt, a war with one of the Great Powers would have 
forced Austria to resort to a new issue of paper money emissions, to 
renewed borrowing through the issuing of premium bonds, and per-
haps also to a reduction in bond coupon payments, which would have 
destroyed the national credit for a long time.

The average annual rate of Austrian 4 percent gold bonds on the 
Berlin exchange rose from 61.05 percent in 1877 to 93.50 percent in 
1886. Following a downturn in 1877 to 89.67 percent (during the Bul-
garian Question), the upward movement continued. The annual av-
erage amounted to:

 90.46% in 1888
 94.09% in 1889
 95.12% in 1890
 95.69% in 1891
 104.55% in 1897

The rate for Hungarian gold bonds was increasing as well. The rate 
of return on the 6 percent gold bond amounted to (calculated accord-

12. [The Congress of Berlin (1878) was a meeting of the political leaders of European Great 
Powers and the Ottoman Empire in the wake of the Russo-Turkish War of 1877–78, in order to 
reorganize the countries of the Balkans. Otto von Bismarck, who led the congress, undertook 
to balance the distinct interests of Britain, Russia, and Austria-Hungary. However, differences 
between Russia and Austria-Hungary only intensifi ed, as did the nationality question in the 
Balkans.—Ed.]
13. [As a result of the Russo-Turkish War of 1877–78, Bulgaria regained independence after four 
hundred years of Turkish rule. Fearful of a Bulgarian uprising in 1876, the Turkish military put 
down suspected resistance, and in the process killed an estimated 12,000 to 15,000 Bulgarians. 
This massacre of unarmed civilians created an international uproar against Turkish rule in this 
part of the Balkans. This led fi rst to a war between the Turkish Empire and Serbia and Monte-
negro, and then in 1877 to war between Imperial Russia and the Turkish Empire that fi nally led 
to a truce in the face of Russian victories on the battlefi elds, and the settlement in the Congress 
of Berlin in 1878.—Ed.]
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ing to the average annual rate) 7.9 percent in 1877, and that of the 4 per-
cent gold bond amounted to 4.4 percent in 1891.

As long as the concern continued regarding peace in Europe, specu-
lation countered an increase in the note value. Out of fear of a de-
cline in the Austrian currency, investors avoided accumulating large 
amounts in Austrian cash assets and preferred to deposit their liquid 
assets in gold bills of exchange. The disappearance of the risk of war 
allowed such a speculative collecting of gold exchanges to appear su-
perfl uous, and the pressure that the domestic speculative demand for 
gold had exerted on the currency market dropped off.

If one item in the monarchy’s balance of payments improved in this 
way, other entries show a favorable pattern as well.

The Austro-Hungarian trade balance for imports and exports 
amounted to:

  Excess imports Excess exports

 In the years Millions of Austrian fl orins 

 1869–1873 475.7 —
 1874–1878 — 151.7
 1879–1883 — 532.3
 1884–1888 — 652.5

The excess exports in the import-export trade amounted to:

 Millions of Austrian fl orins In the year

 114.2 1885
 159.4 1886
 104.3 1887
 195.7 1888
 177.0 1889
 160.7 1890
 173.8 1891

Starting in 1889, Austro-Hungarian investments began to immigrate 
back from abroad. The unfavorable effect that a capital migration of 
this type is able to exert on the balance of payments, and through this 
on the bond rate, was alleviated by the fact that new government bor-
rowing by both governments had practically come to a halt in 1889. 
The domestic demands for investment were extensive enough to take 

14. See Deutsche Übersetzung der von dem königlichen ungarischen Finanzministerium der für 
den 8. März 1892 einberufenen Valutaenquete vorgelegten statistischen und synoptischen Tabel-
len (Budapest, 1891), p. 115.
15. See Benedikt’s articles in the Neue Freie Presse, August 24 and September 14, 1890.
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up the funds fl owing back into the country without disturbing the cur-
rency or bond markets.

According to Sax, the positive balance in the balance of payments 
amounted to:

 57 million Austrian fl orins  in 1889
 40 million Austrian fl orins  in 1890
 54 million Austrian fl orins  in 1891

The favorable pattern of the balance of payments explains the gen-
eral improvement in the Austrian currency in the four-year period that 
began in the summer of 1888. The exceptionally low rate for foreign 
bonds in the third quarter of 1890 can be traced back to a particular 
cause: the Sherman Act of July 14, 1890.

Since the Bland-Allison Act (February 28, 1878), agitation by silver 
proponents in the United States had decreased and, following a break 
of several years, only resumed in 1889 with new vigor. The movement’s 
goal was the freeing of silver coinage; however, all that the silver pro-
ponents were able to achieve was the Sherman Act of July 14, 1890. An 
unparalleled bull market speculation was linked to the American agita-
tion. The silver price in London was quoted at:

 42  5∕8 d. on Oct. 1, 1889
 49 ½ d. on Jul. 14, 1890
 51 ¼ d. on Aug. 13, 1890 (treasury began silver purchases)
 54  5∕8 d. on Sept. 3 and 4, 1890 (highest price)

These bull market movements infl uenced the Viennese foreign ex-
change and currency markets. The German Reichsmark was quoted 
on the Vienna exchange at:

 57.32½ fl . on Jul. 1, 1890
 56.75 fl . on Aug. 1, 1890
 55.80 fl . on Aug. 18, 1890
 54.37 fl . on Sept. 2, 1890 (lowest price)

16. See Emil Sax’s article in the Neue Freie Presse, July 28, 1894.
17. Neue Freie Presse, July 28 and August 2, 1894.
18. [The Sherman Silver Purchase Act that was passed on July 14, 1890, required the United 
States Treasury to purchase 4.5 million ounces of silver bullion every month, making it the 
second-largest buyer in the world, after the government of India, at the time. The act was re-
pealed in 1893.—Ed.]
19. [The Bland-Allison Act of 1878 required the U.S. Treasury to purchase between $2 mil-
lion and $4 million of silver bullion per month. It was replaced by the Sherman Act of 
1890.—Ed.]
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As an aside, it should be noted that circumstances similar to these, 
which had caused the improvement in the Austrian currency, also 
drove up the price of the ruble. In this case as well, favorable balance 
of payments, political quiet both domestically and abroad, and the sil-
ver bull market of 1890 were of primary importance. The quote for 100 
credit rubles on the Berlin exchange was:

 162.25 marks on Mar. 7, 1888
 216.40 marks on Oct. 1, 1888
 219.40 marks on Jan. 1, 1890
 262.30 marks on Sept. 15, 1890
 238.00 marks on Dec. 1, 1890

II

The decrease in the agio placed the currency question, which had 
been dealt with only tepidly for years, back on the agenda.

It is true that, following the unfavorable events of 1848/49 and 1859, 
the fi nancial administration immediately and energetically tackled the 
organization of the subverted monetary system; it aimed with vigor and 
skill at eliminating the forced exchange after the Prussian War, which 
wrecked the large-scale plans of the elder Plener in the same fashion 
that the French War a few years previously had destroyed similar en-
deavors by Bruck. No serious steps for reforming the currency were 
undertaken for a long time. The cause for this conspicuous inactivity 
in the area of currency policy, which contrasted so sharply with the 
bustling activity of the previous epoch, was not simply the diffi culty 
and complexity that the international currency problem had developed 
into since the continuous drop in the price of silver. It was, rather, that 
the project for reforming the currency was absolutely unpopular in 
Austria, and even more so in Hungary. One could only imagine an im-
plementation of currency reform by means of depressing the so-called 

20. [Ignaz von Plener (1810–1908) was a prominent Austrian statesman who initiated what be-
came known as Plener’s Bank Act of 1863, which was modeled after Great Britain’s Peel’s Bank 
Act of 1844 that restricted the issuance of banknotes to the amount of gold reserves at a fi xed 
rate of redemption.—Ed.]
21. [Karl Ludwig Baron Bruck (1798–1860) was Austrian minister of commerce and public 
works from 1848 to 1851. As minister of fi nance from 1855 to 1860, he attempted to introduce 
a series of fi scal and monetary reforms that failed due to the Austrian war to retain its Italian 
provinces beginning in 1857. Unjustly blamed for Austria’s fi nancial diffi culties, he resigned as 
fi nance minister and committed suicide the next day. He was offi cially declared innocent of all 
wrongdoing in his ministerial position one month after his death.—Ed.]
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agio until it disappeared completely. The fast drop of the agio, which 
had occurred in the fi rst half of the 1860s as a result of the currency 
reform endeavors, was still an uncomfortable memory for all manufac-
turers. The fact that the situation had changed essentially since 1879, 
and that a return of the so-called gold agio at parity to the customary 
exchange rate for Austria was not possible, was not easy to recognize at 
the beginning, especially because the designation of the twenty-franc 
coin as an eight-fl orin coin gave ample cause for errors.

With the depreciation of the currency in the period 1872–87, the 
agrarian and industrial manufacturers both capitalized in the same 
manner. The increasing agio functioned like a protective tariff against 
the import of foreign manufactured goods, and assisted the export of 
domestic products like an export premium, and also benefi ted the 
debtors. Under such circumstances, support for currency reform plans 
could not be counted on from the industrial or agricultural circles.

The falling agio affected primarily those who had taken advantage 
of the previous increases. While the prices on the global market re-
mained unchanged, the foreign exchange rate on the Viennese market 
dropped, and the exporter who had received 50 fl ., 6¾ krona (crowns) 
for 100 francs in February 1887 received only 44 fl ., 54½ krona in Sep-
tember 1890. The farmer received 10 percent less for his produce than 
two years previously, but taxes and mortgage interest had to be paid at 
the old levels.

Up until spring 1890, hope had been placed on an early backlash. 
The summer of the same year brought such expectations to an end. 
As soon as the recognition began to spread that the increase in the 
value of the currency was not based on temporary circumstances, and 
when it would stop could not be predicted, the demand for currency 
reform became general. In the fi rst half of September 1890, the Austro-
 Hungarian Export Association dispatched a call to its members, in 
which it advocated for action in favor of currency reform. Rallies in 
favor occurred in all corners of the empire. In the general media, 
propaganda for reform was heard.

Particularly characteristic was the reversal of opinion in Hungary. 
Hungary had raised constant, fervent resistance to the Austrian cur-

22. About the applicability of the term “agio” at all to the Austrian currency circumstances 
prior to 1892, see Spitzmüller, “Die österreichisch-ungarische Währungsreform,” Zeitschrift für 
Volkswirtschaft, Sozialpolitik und Verwaltung 11, p. 342, note 1.
23. See Dorns, Volkswirtschaftliche Wochenschrift, September 11 and 18, and October 2, 1890.
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rency reform plans, and delivered a decisive veto in November 1884 to 
the proposals by Austrian Finance Minister Dunajewski. Now, how-
ever, Hungary ardently advocated for reform. Of primary importance 
in this decision were the agricultural interests, particularly those of the 
wheat exporters; a further drop in the foreign exchange should be pre-
vented at all costs. Therefore, the Hungarian Finance Ministry began 
to buy gold foreign exchange in November 1890, in order to exert pres-
sure on the rate of the paper fl orin. Over the course of a few months, 
the Hungarian treasury had acquired about 45 million fl orins in gold 
exchange, and the desired result had not failed to occur.

Along with the agrarian motives, however, which allowed Hungary 
to call for currency reform as a method to stop the “improvement” of 
the currency, other motives were also present. For forty years, Hun-
gary’s politics had only one goal: the achievement of economic inde-
pendence as a precursor to political independence. In the introduction 
of the gold currency and the implementation of specie payments, those 
in Budapest saw their most secure means of fi nancially freeing them-
selves from the Viennese banks, increasing the prestige of Hungarian 
national credit abroad, and acquiring the means from international 
capital that were necessary for economic war with Austria.

Since 1890, hardly a single voice has been raised in Hungary against 
currency reform. With unique unity, the entire nation followed the 
political rallying cry pronounced by Alexander Wekerle, the most 
knowledgeable Magyar in monetary-related areas: truly an example of 
political discipline worthy of awe.

With the reversal of opinion in Hungary, the fate of currency reform 
was decided. Since October 1890, no one doubted any longer that the 
currency reform would be tackled as soon as possible, and it was just 
as certain that the currency’s rate of exchange would be higher than 

24. See Neue Freie Presse, November 22, 1884.
25. See Sax, Neue Freie Presse, August 2, 1894, and Carl Menger in the preface to Lorini, La 
questione della Valuta in Austria-Ungheria (Torino, 1893), p. xix and notes.
26. [Alexander Santor Wekerle (1848–1921), Hungarian statesman, who served several terms as 
Hungarian minister of fi nance and prime minister. Improved the fi nancial position of the coun-
try, carried out the conversion of the state loans, and succeeded, for the fi rst time in Hungarian 
history, in avoiding a budget defi cit. In October 1918 declared Hungarian independence, which 
brought about his dismissal from offi ce by Austro-Hungarian Emperor Karl I.—Ed.]
27. The credit for winning public opinion in Hungary in support of currency regulation is due 
to the future Minister President Count Stephan Tisza, who caused a text about the reform of 
the currency to appear in the Magyar language in 1891.
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the exchange rate prevailing on the market at that time. The following 
comparison shows how quickly and correctly the Viennese banking 
circles grasped the new situation.

On October 2, 1890, Wekerle announced in his exposé the early real-
ization of the currency draft (which was, however, delayed as a result of 
the Baring Crisis). On October 6, he met in Vienna in order to confer 
with Dunajewski about currency reform. Under the infl uence of this 
news, the currency rate soared. German Reichsmarks were quoted on 
the Viennese market at:

 55 fl . 10 kr. on Oct. 1
 55 fl . 52½ kr.  on Oct. 4 (Sat.)
 56 fl . 30 kr. on Oct. 6 (Mon.)
 57 fl . 00 kr. on Oct. 7

III

The question has to be asked, whether the belief in the continuing 
improvement of the Austrian currency, and in the general pervasive-
ness of which belief we detect the main reason for the swift tackling of 
currency reform, was not based on an error.

It must be noted in advance, however, that even if this question were 
to be answered affi rmatively, one would not be justifi ed thereby in ac-
cusing the initiators of currency reform of lacking foresight. Ignoring 
the fact that a continuation had been presumed to be highly probable 
of all of those circumstances that had affected the favorable pattern 
of the balance of payments since 1888, no one in Europe could pre-
dict around 1892 which direction the silver question would take in the 
United States. The majority by which the House of Representatives 
had voted against the freeing of silver coinage numbered:

 131 votes in 1878
 37 votes in 1887
 17 votes in 1890
 7 votes in 1891

28. [The Panic of 1890 was an acute depression precipitated by the near insolvency of the Bar-
ing Brothers bank in London due to poor investments in Argentina. The Bank of England 
fi nally bailed out the Baring Brothers. The panic was associated with call money reaching an 
astonishing 45 percent and a slump in the international commodities market.—Ed.]
29. See Prager, Die Währungsfrage in den Vereinigten Staaten von Nordamerika (Stuttgart, 
1897), pp. 306, 383.
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One had to come to terms, therefore, with the fact that soon the 
silver proponents would achieve their goal, which they had pursued for 
years with an enormous energy. What result this would have for the 
foreign exchange rate was learned in the summer of 1890.

An examination of the exchange rates shows that the favorable pat-
tern of the monarchy’s balance of payments has been maintained in 
the fi fteen years that have elapsed since the beginning of the currency 
reform. In 1893–96, however, the exchange rate showed an unfavorable 
character: in fall 1893, the agio temporarily reached a level of more 
than 6.5 percent compared with the “relation” established in the Act 
of ’92. This formation of the agio was traced back to the chance coinci-
dence of a series of unfavorable circumstances. Since 1896, the agio 
has indeed disappeared and, since this time, the exchange rates have 
maintained parity on average with limited fl uctuations. For more than 
a decade, the monarchy has enjoyed, in this manner, a currency that is 
stable in value compared with foreign countries.

The means by which this goal was achieved, the well-known foreign 
exchange policy of the Austro-Hungarian Bank, was made feasible only 
by the favorable pattern of the balance of payments. Lotz remarked 
quite correctly, “the Bank can issue exchange only for as long as they 
can buy foreign exchange, even at a sacrifi ce. Foreign exchange, how-
ever, can only be obtained as long as the Austrian economy possesses 
foreign receivables or can acquire them through the sales of goods or 
securities. As long as a country can do this, then gold impoverishment 
due to an actual specie system absolutely need not be feared again.”  
The well-known appraisals by the Austrian Finance Ministry about the 
monarchy’s balance of payments yield the statistical proof for the cor-
rectness of this statement.

The great advantages that the Bank’s (justifi ably praised) foreign ex-
change policy brought to the economy do not lie, as the naïve layman’s 
view perceives whenever he hears talk of suspended specie payments, 
in the fact that it frees Austria from the actual fulfi llment of its inter-
national obligations, but rather in the fact that it gives the Bank the 
possibility of separating so-called legitimate requests for gold from il-
legitimate ones. In this fashion, it was possible to keep the bank rate 
in Vienna lower than that in Berlin and London; what this means, 

30. See Spitzmüller, ibid., pp. 498ff. Then Kalkmann, Wiener staatswissenschaftlichen Studien, 
vol. I, p. 3.
31. See Lotz, “G. F. Knapps neue Geldtheorie,” Schmollers Jahrbuch 30, p. 360.
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however, does not require any further explanation. It should be noted 
in passing that the necessity of dealing differently with speculative de-
mand for gold to exploit the difference in the discount rates than with 
demand by importers has demonstrated itself elsewhere. The Bank 
of France does not require a gold premium if it is brought proof that 
the bearer of the notes presented for redemption requires the gold for 
the import of foreign raw materials. The German Reichsbank and the 
Bank of England also only hand over gold coins for export at a weight 
2–3 per mill lighter than the newly minted coins.

Just like the German and English gold currency policy and the 
French gold premium, the Austrian foreign exchange policy is possible 
only through the monarchy’s favorable balance of payments. That the 
favorable balance of payments can be established only by increasing ex-
ternal debt through the export of investments is not relevant. The only 
deciding circumstance, above all, is that the balance of payments is 
positive. If this were not the case, then the Bank could not sell enough 
foreign exchange and would have to introduce an agio immediately.

In the past decade, there have been repeated periods in which the 
foreign exchange rate has been below parity. Gold imports into Austria 
then took place, and the Bank accepted the gold. In 1901, for example, 
gold stockpiles of approximately 153 million crowns fl owed into the 
Bank in this manner. The import of gold from abroad continued each 
time until the foreign exchange rate again had approximated parity as 
closely as possible, so that additional gold imports were no longer prof-
itable. Under the hegemony of the old Austrian currency system, such 
gold imports would not have occurred, and this impossibility would 
have led to an increase in the value of the currency.

If the country had adhered to the nonconvertible currency, then a 
lack in circulating media of exchange in domestic commerce would 
have made itself felt soon as well. Even if it is not possible to say some-
thing specifi c about the increase in demand for circulating media of 
exchange, it remains that the swift (at least for Austrian circumstances) 
economic development of recent years has broadened this demand to a 
considerable degree. If this demand for circulating media of exchange 
were not being correspondingly satisfi ed (and that that satisfaction was 
realized was only made possible by the new currency acts), then with-
out doubt, credit reductions and, as a result of them, critical occur-
rences would have arisen.

The experiences of the last fi fteen years confi rm the correctness of 
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that theory that a continuing “improvement” awaited the Austrian pa-
per currency.

IV

The increase in the value of the Austrian currency reduced agricul-
tural and manufacturers’ income, and increased the capitalists’ in-
come. The owners of bonds payable in paper or silver saw the value 
of the debt owed to them constantly increase, and it was understood 
that they could not be enthusiastic about a currency reform that cut off 
their hope of additional increases in the value of money.

Nevertheless, the opposition that currency reform found in these 
circles was powerless, primarily because it lacked even the appearance 
of a legal foundation. The owners of paper and silver bonds, even of 
state bonds, had no claim that the country should allow the favorable 
situation of the monetary system to continue unchanged for their inter-
ests alone. The country would have committed no breach of law with 
regard to them, even if it had freed silver minting again.

The sharp protests that some foreign news media raised against the 
planned currency stabilization were accorded little importance, be-
cause foreign ownership in Austrian investments included only the 
smallest portions in securities paying interest in silver or in notes, the 
vast majority of which, however, were paid interest in gold. However, 
even on the part of the majority of domestic owners of bonds payable 
in silver or notes, a boisterous opposition was not to be expected. Their 
standpoint was represented in the currency inquiry commission solely 
by the secretary general of the First Austrian Savings Bank, Mr. Nava. 
In the course of parliamentary discussions, hardly any voice had been 
raised on the part of these doubtless affected interests.

It is surprising, but not inexplicable, that the markets and the banks 
were not only not opponents of currency reform, but, on the contrary, 
they exerted so much effort for this cause that those not involved would 
have acquired the impression that the currency change was primar-
ily in the interests of this circle. The Christian Social Party repeatedly 
pointed out that high fi nance decisively advocated for reform.

This opinion of the monetary institutions cannot be traced directly 
back to the interest that they had in the development of industry and 
agriculture. Such considerations may well have played a role; how-
ever, they were not pivotal by any means. Much more decisive was the 
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fact that, since the Crash of 1873, the banking business in Austria had 
not really prospered. Issuance of securities practically slumbered. In 
Cisleithanien [Austria], it amounted to:

 Capital of the stock corporations

  Excl. the railway Incl. the railway

At the end Number of companies companies

of the year stock corporations In million fl orins Austrian valuation

1878 460 627.7 1,447.1
1892 453 692.6 1,562.1

From 1883 to 1892, only one joint-stock bank was established in the 
kingdoms and states represented in the state council: the exchange so-
ciety “Merkur” opened in Vienna in 1887 with capital of 1.2 million fl o-
rins, which had increased to 1.8 million in 1891. Even two decades after 
the great speculative crisis, the entire practice of founding institutions 
still stood under the shadow of a critical breakdown.

Even the bond business had lost its importance since equilibrium 
had been restored in the state budget. Beginning in 1889, the issuing of 
new state securities had come to a stop in both halves of the kingdom. 
The continuing nationalization of the railways withdrew a broad fi eld 
of activity from private capital. The connection between the banks 
and industry was quite weak, the proceeds from running a business 
had not assumed the position in the banks’ balance sheets that they 
enjoy today, and deposit banking was still in its infancy. It was there-
fore only natural for the banks to link large expectations to currency 
reform. In spite of this, it could be predicted that this would impact the 
foreign exchange business, because they promised substantial profi ts 
from the issuing of currency certifi cates and from the acquisition of 
gold for both governments, and hoped that the simultaneously enacted 
conversion of the 5 percent bond securities would enliven interest in 
dividend stocks.

32. [The Panic of 1873, which affected fi nancial markets on both sides of the Atlantic, espe-
cially in the United States and Germany, broke out in Austria on May 9, 1873, with a crash 
of the Vienna stock exchange. This was followed by a series of major bank failures in Austria-
Hungary, from which the Austrian fi nancial sector only slowly recovered.—Ed.]
33. [In 1884, the Austrian government founded the Imperial General Directorate of the 
State Railways and began to nationalize the private railway companies. By 1914, out of about 
23,000 kilometers of railway track in the Austrian Crownlands, the government owned and op-
erated nearly 19,000 kilometers of it, or around 82 percent.—Ed.]
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The prospect for large profi ts that could be made here appeared 
more appealing to the fi nancial circles than the always doubtful in-
crease in capital bonds. Contributing to this position may have been 
the fact that the assets of the large capitalists, the bankers and those 
personalities who directed the policy of the large banking institutions, 
were predominantly invested in dividend securities and less so in fi xed-
income-bearing bonds, so that their interests were more closely related 
to those of the manufacturers than those of the capitalists. The me-
dium and smaller capitalists, mostly owners of public bonds, mortgage 
creditors, and investors in savings banks, did not have the possibility 
of effectively representing their endangered interests, because they did 
not have friends in the media nor in the parliament.

Among the opponents of currency reform that arose in parliament 
and in the media, the supporters of bimetallism earn a certain respect 
because two of the most distinguished leaders of the international bi-
metallism party, Eduard Sueß and Josef Neuwirt, appeared at their 
head. However, their efforts had to be limited to preventing the imple-
mentation of a gold currency in such a way that it would not prevent 
a possible future transition to a double currency. One could not speak 
about an implementation of bimetallism in Austria-Hungary alone; it 
was predictable that the monarchy by itself would not be able to estab-
lish a legal exchange rate between the two currency metals and that, 
under such circumstances, the transition to a double currency would 
be tantamount to a return to a pure silver currency.

The primary argument of the bimetallists—the increase in the value 
of gold since 1873 and its counterpart, the general depression in the 
price of goods—was completely without effect in Austria, because the 
value of Austrian paper money experienced greater increases than 
that of international gold money. The political-economic interests de-
manded that a currency comparable to that in the Western European 
nations be established as soon as possible; this pushed into the back-
ground for the foreseeable future the demand for a money possessing 
an invariant purchasing power.

It can only be ascribed to the lack of clarity dominating the prob-
lem of the currency system that very few supporters of the international 

34. Compare Karl Menger, “Die Valutaregulierung in Österreich-Ungarn,” Jahrbücher für 
 Nationalökonomie und Statistik, 3, p. 643.
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double currency were to be found among the Austrian agriculturists 
and their close circles. The farmers in countries that had gold curren-
cies were supporters of bimetallism, whose introduction would have 
meant a decrease in the purchasing power of money. For the mon-
archy, however, affi liation with an international bimetallism system, 
which was conceivable only because of the traditional exchange ratio 
of 1:15.5, would have increased the value of money. “For a country with 
a gold currency, the transition to bimetallism means a price increase, 
for  Austria, on the other hand, a direct and initial drop in prices,” ex-
plained the expert Benedikt in the currency inquiry, because the 
Austrian seller would initially receive the old amount for his export 
articles abroad, while those same articles would have a lower value 
domestically.

With growing enlightenment about questions of currency policy, the 
number of bimetallists melted down. There were no supporters of a 
pure silver currency; this was understandable, since the fl uctuations in 
the price of silver and the fear of a fast rise in value of the white metal 
if the silver proponents were victorious in North America had given 
the direct impulse for tackling currency reform in the fi rst place.

One cannot gain a true picture of the position on the currency ques-
tion held by the individual classes of citizens and interested groups 
from the reports of the parliamentary sessions or from the news me-
dia. Purely political considerations stepped into the foreground and 
pushed economic opinions into the background. The Croatian and 
the Young Czech representatives raised fervid opposition to the draft 
of the reform, because the motto and crest on the coins of the crown 
currency did not accommodate their constitutional claims. Otherwise, 
the Czech representatives declared themselves to be completely and 
fundamentally in agreement with a transition to a gold currency. It is 
signifi cant for this type of opposition that a few years later their leader, 
Kaizl, when fi nance minister, cooperated in the continuation of the 
reform efforts in a distinguished manner.

35. Compare Sten. Protokolle, p. 18; in addition, Lotz, Schmollers Jahrbuch 16, pp. 1255–56.
36. [Josef Kaizl (1854–1901) was appointed to a teaching position in 1879 at Charles University 
in Prague, and professor of political economy in 1883. He was a leader of the Young Czech 
movement that wanted greater Czech autonomy in the Austro-Hungarian Empire in the 1890s. 
He served as Austrian fi nance minister in 1898–99, the highest position ever held by a Czech in 
the Austrian government.—Ed.]
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V

The currency reform met a truly serious and boisterous opposition in 
the then small, but active, Christian Social Party.

The gold currency was generally viewed with mistrust in the camp 
of the conservative parties. “The currency reform,” opined Wilhelm 
Freiherr von Berger, was designed “in the interests of international com-
merce and international competition, that is, the global economy.”  He 
continues, “our limited standpoint allows us to observe humanity in re-
gard to its economic interests as members of naturally and historically 
determined economic areas; we see grave dangers for these economic in-
terests from a gold currency that appears suitable for assisting the global 
economy; this is even ignoring for the moment that our monetary system 
will be abandoned to international gold speculation and exposed to all 
of the disadvantages associated with the circulation of an international 
currency.” The advantage from the introduction of a gold currency was 
“mostly for those elements that believe they have an interest in the devel-
opment and construction of the global economy, and these are big indus-
try and the large mobile funds.” These two are, by their nature, “cosmo-
politan and international.” On the other hand, “the rightly understood 
interests of all working classes of the truly producing people” depend “on 
the development of the fatherland as an autonomous national economic 
state, as an autonomous national customs and commercial area.” 

The uncertain stance of the conservative parties regarding the cur-
rency question can be traced partially back to the fact that there were 
only a few men in their ranks who were capable of making an indepen-
dent judgment about the diffi cult and complex problems of the mone-
tary system. They included among their supporters many distinguished 
agriculturists, several merchants and industrial magnates, but hardly 
any banking experts, and their scientifi c party members had consis-
tently dealt more with questions about agricultural and social policy 
than with policies about the monetary and credit systems. Even a man 
like Rudolf Meyer considered the usual arguments of the bimetallists 

37. Compare Berger, “Zur Währungs- und Valutaregulierungsfrage,” Monatsschrift für christ-
liche Sozialreform 13 (1890): 117.
38. Ibid., p. 118.
39. [Dr. Rudolf Meyer (1839–99), a German social historian and economist. He was forced to 
leave Germany because of a highly critical book against Bismarck and took refuge in Austria, 
where he soon became the inspirer of the Catholic party and the advocate of Catholic social-
ism. In 1881 he emigrated to the United States and then to Canada, but he returned to Austria 
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from gold currency countries to be applicable to the Austrian circum-
stances, and had nothing to say about the diffi culties that arose for Aus-
trian manufacturing from the sinking of the agio.

Only the events on the foreign exchange market since 1888 and their 
consequences for agriculture have convinced the conservatives, little 
by little, that maintaining their opposition to the gold currency was out 
of place. Finance Minister Steinbach sought out the individual party 
clubs from the House of Representatives in May and June 1892 and 
issued explanations to the representatives about all of the important 
points of the currency question. Indeed, he succeeded in dispelling 
the misgivings of the agrarian supportive parties, and in winning the 
Polish Club and the Hohenwart Club, the two most powerful conser-
vative, religious groups in the House, for the draft.

Only the Christian Social Party fought the draft reform proposal with 
great energy. They were not open even to the necessity of currency re-
form, and with good reason, as they primarily represented small manu-
facturing interests. The small manufacturer indeed had less to suffer 
under a decline in the foreign exchange rate, because he generally did 
not export anything; he was squeezed by a lack of capital and a lack of 
credit. The friends of “the little guy” opined that both could be traced 
back to the lack of circulating media of exchange and considered the 
most certain assistance to lie in the increase of the nation’s money sup-
ply, best achieved through a “moderate” increase in state notes, and 
eventually through increasing the annual silver minting also, which, 
however, would be undertaken only for the state budget. The strongest 
attacks from this side targeted the government’s intention of initiating 
the currency reform by borrowing a large amount of gold, the proceeds 
from which the state notes would be redeemed. At least it had to admit, 
it was claimed, that as a result the tax burdens would be increased and 
any possible tax reductions would be postponed.

All of these arguments, which had been brought forward by infl a-
tionists from all countries and at all times, were accepted by the friends 
of “our fathers’ paper fl orin” to defend their standpoint. The weapons 

in 1889. He had established personal contacts with Karl Marx, and in the last decade of his life 
he wrote for the Marxist newspaper Neue Zeit.—Ed.]
40. See R. Meyer, Zur Valutafrage (Vienna, 1894); Der Kapitalismus fi n de siècle (Vienna, 
Leipzig, 1894), pp. 357ff.
41. See in particular Schober, Die Valutafrage (Vienna, 1888) Sonderausgabe des Zentrall-
blatt für die Gewerbegenossenschaften Österreichs I; idem, Die Valutaregulierung in Öster-
reich (Vienna, 1892); Mosser, Zur Torheit der Goldwährung und der Valutaregulierung (Triest, 
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with which these battles were fought were not always genteel; oppo-
nents did not lack for suspicions of and insults toward the “liberal, usu-
rious, capitalistic, national economy.” The objective accomplishments, 
in contrast, could hardly assert a claim for a serious respect; because 
even if one accepted all of the infl ationist arguments and wanted to ad-
mit that “increasing the media of exchange in circulation means wel-
fare and earthly happiness, decreasing misery by the same amount,”  
a series of important considerations remain against the practical imple-
mentation of these plans.

When Prince Alois Liechtenstein recommended “a rational, mod-
erate infl ation accommodating the needs of production but not antici-
pating them by too much,”  or Schober desired that the nation might 
equip the economy “with a suffi ciently large amount of non-dwindling 
money,”  there was still nothing that could be learned about the goals 
and methods of a future monetary system policy.

Only Josef Ritter von Neupauer formulated a certain suggestion. 
Based on chartalist theory, he supported maintaining the paper cur-
rency; he even wanted to replace the silver fl orin with notes. Money is, 
namely, “that which the state declares it to be.” The purchasing power 
of money is dependent upon its quantity, its velocity of circulation, and 
the monetary requirements within its geographical area of use. The 
currency reform, with its transition to specie circulation, was not only 
squandering the people’s capital, but also was fraught with disadvan-
tages, since it would deprive the government of its ability to infl uence 
the value of money by increasing or decreasing the amount of media 

1889); Neupauer, Die Schäden und Gefahren der Valutaregulierung für die Staatsfi nanzen, die 
Volks wirtschaft und die Kriegsbereitschaft (Vienna, 1892); Gruber, Nationales oder internation-
ales Geld. Die Quintessenz der Währungsfrage (Vienna, 1892); Schlesinger, Gefahr im Verzuge. 
Gewinn 100 Millionen Kronen auf Kosten des Volkes (Vienna, 1894); idem, Volksgeld, Befreiung 
der Völker und Staaten aus den Klauen der Hochfi nanz (Vienna, 1896); idem, 1250 Millionen 
Kronen Volksgeschenk zur Erbauung von “k. k. Volksbahnen” (Vienna, 1900).
42. See R. Meyer, Kapitalismus, p. 387.
43. [Prince Alois Liechtenstein (1850–1920), member of the Liechtenstein ruling family and 
radical member of the Austrian Christian social coalition. Served for a total of twenty years 
in the Austrian parliament as one of the leaders of the conservative clerical party and dep-
uty of the peasants of Hartleb who above all demanded an abbreviation of compulsory school 
attendance.—Ed.]
44. Session in the House of Representatives, July 15, 1892.
45. See Schober, Valutaregulierung, p. 7.
46. [Chartalism called for a fi at, or paper, money system, under which new money is created 
through government spending. The word is derived from the Latin charta, meaning token or 
ticket.—Ed.]
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of exchange in circulation. Indeed, money must not be capriciously 
increasable. “The natural obstacle to the increase in hard currency,” 
however, can “be substituted by legal obstacles to the increase in state 
paper money under public control.” One merely had to detect “an ideal 
measure of value” that would underlie economic policy. For this ideal 
measure, however, Neupauer proposed the relative market price of gold 
for Austrian currency notes. The legislature would have to ascertain 
a standard price for the yellow metal and decree “by how much the 
state administration would have to approximate this standard price and 
counterbalance fl uctuations above or below a certain point by regulat-
ing the amount of money in circulation.” 

It should be noted that if Neupauer’s proposal had been adopted, 
which boils down to a type of calculation in terms of gold, the monar-
chy would have been unable to avoid the effects from a change in the 
price of gold, whether it were a devaluation due to production exceed-
ing demand, or a rise in its price due to insuffi cient production. It is 
inconceivable why Neupauer did not want to endorse the free minting 
of gold coins according to parity at the standard price. This would of-
fer a secure means against all increases in the international price of 
gold for the currency, and would place only low costs on the econ-
omy, if the circulation of state notes were retained at its entire amount. 
The primary failure in the Neupauer project, which it shares with all 
other  infl ationist proposals, by the way, is the lack of any clear observ-
able indicator for measuring increases in the value of gold. Neupauer 
carefully skirts another obstacle with which similar proposals usually 
collide: we mean the diffi culty of detecting a reliable criterion for an 
insuffi ciently supported demand for currency. Because he starts with 
the tacit understanding that all other states will retain specie in cir-
culation, a benchmark for the value of the paper currency results di-
rectly from its international appraisal. The goal of monetary policy for 
maintaining the value of money becomes maintaining its parity with 
a foreign currency; however, the methods that lead to this goal will 
remain obscure for now. No one can say what effect an increase in the 
media of exchange by a certain amount is capable of generating. Even 
Neupauer had to concede this, since he says there might be “by way of 
a test, a successive increase in media of exchange to be placed in circu-
lation.” The economy, however, is not a suitable object for tests.

47. See Neupauer, Schäden and Gefahren, pp. 1, 3, 25–26.
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It should be assumed with all probability that even the news that 
a potential increase in the state note circulation was impending (al-
beit only under legally determined preconditions) would have forced 
down the price for Austrian money further than would have appeared 
healthy even to many of the friends of “cheap money.” To what steps 
would the moderate infl ationists then turn? It could have easily come 
about that the increasing agio would have gone hand in hand with 
insuffi cient supply of money in circulation.

The mistrust within market circles and among the broadest classes 
of the population against any new issuance of notes would have been 
completely justifi ed. Once such a basis for infl uencing the value of the 
currency had been accepted, who could have assured that the agricul-
tural and bourgeois interests (that have prevailed for a quarter century 
in our politics) would not have soon been pushing for an endless pro-
gression on the way to infl ation. Where would this have led, if Josef 
Schlesinger’s People’s Money fantasy had become law?

A rational and feasible monetary policy can only make preservation 
of the stability of the currency’s exchange rate its goal; in the fi rst place, 
the only means to adhere to this is to maintain specie in circulation, 
and under the current circumstances this means keeping gold in cir-
culation. Every attempt to promote a single interest group through se-
lective changes in the value of money must inherently fail, ignoring 
all other reasons, because the economic effects of this kind of mea-
sure are only temporary; in order to maintain those effects there would 
have to be a continuing increase of the notes. This could, however, 
end in no other way than with a complete devaluation of the money in 
circulation.

VI

The power relationships between the parties concerned with monetary 
policy at the time of tackling currency reform were generally in favor 
of the introduction of a gold currency. Unimportant in number and 
infl uence were those who advocated the maintenance of the current 
monetary system, because they expected a continuing increase in the 
value of money. To wit, these were solely the possessors of monetary 

48. [Josef Schlesinger (1831–1901) was an Austrian scientist, philosopher of science, and politi-
cian who championed paper money and its expansion as a means to prosperity.—Ed.]
49. See also Helfferich, Geld und Banken (Leipzig, 1903), vol. 1, pp. 528ff.
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claims. All other interest groups desired a change in the currency that 
would offer, at a minimum, a halt to the continuing “improvements” 
of the value of the currency; all manufacturers belonged to this group, 
and also the workers and employees, whose interests here went hand in 
hand with those of their employers. Even high fi nance, which had sub-
stantial words to say about currency questions, was found to be on this 
side. Admittedly, the opponents of the current currency system were 
not united in their views about the structure of a future system. How-
ever, the efforts to create a “national,” infl ationist monetary system were 
completely futile.

Voices that spoke for the adoption of a gold-backed currency in-
cluded those speaking for trade and manufacturing interests, and also 
those voices supporting the gold currency doctrine, the tenet starting 
from Lord Liverpool’s theory, developed further by Bamberger and 
Soetbeer, and which remained unshakably standing despite all of the 
bimetallist attacks. They found solely in the yellow metal a suitable 
basis for the currency system of a cultured people.

Thus, the question of implementing a metallic currency was already 
decided before the actual discussions about the reform project had 
even begun, and general interest had already turned to the so-called 
relation. This was the point where the parties’ differences most vehe-
mently collided. One ascribed the greatest economic importance to 
the gold content of the future monetary unit. All investigations about 
the economic goals and the results of the reform began with the ques-
tion of the parity exchange relationship.

The importance of the question—whether the new fl orins would be 

50. [Robert Banks Jenkinson, Second Earl of Liverpool (1770–1828), served as British prime 
minister for thirty years, leading Britain into an era of unparalleled economic and national 
triumph. A follower of Adam Smith and steadfast defender of sound economic principles and 
a specie standard, Lord Liverpool strongly opposed the possibility of maintaining a paper 
money.—Ed.]
51. [Ludwig Bamberger (1823–99), a German economist and publicist, a leading authority on 
currency problems in Germany. Originally a radical, he became a moderate liberal in Bis-
marck’s Germany, and in 1871 he entered the Reichstag as a National Liberal. He advocated 
the standardization of the German coinage, adoption of the gold standard, and establishment 
of the Reichsbank. He supported Bismarck’s outlawing of the Socialist Party and attempts to 
nationalize the railways, but he opposed Bismarck’s policy of protective tariffs, state socialism, 
and colonial expansion.—Ed.]
52. [Adolf Soetbeer (1814–92), a German economist and a secretary of the Hamburg Chamber 
of Commerce, ranked as the leading defender of the pure gold standard, the adoption of which 
by Germany was brought about largely through his efforts. He wrote numerous monographs 
and pamphlets defending the cause of gold monometallism.—Ed.]
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minted lighter or heavier—was neither to be denied nor underesti-
mated. If one had selected, instead of the parity set by law in August at 
a base of 2 francs, 10 centimes, a lighter fl orin of approximately 2 francs 
or a heavier fl orin of approximately 2 francs, 50 centimes (the known 
proposals that were made about the value of the fl orin fl uctuated within 
these boundaries), this certainly would have exerted a deep and endur-
ing effect on the entire economic system of the monarchy, and the re-
sults of such a revolutionary change to the value of money would only 
have been settled much later. However, there could be no discussion of 
such a drastic “reform” of the value of the Austrian currency.

The proposals receiving serious consideration for the future ex-
change value of the currency did not deviate more greatly from each 
other than the actual fl uctuations of the exchange rate on the Vien-
nese market during times of intense movement within a few months or 
even weeks. That the exchange rate resulting from the currency reform 
would not essentially depart from 119 was considered to be agreed upon 
by market circles already one and a half years prior to the introduction 
of the draft reform in the State Council; and, indeed, it was this fact 
that constantly pinched the currency rate beginning in fall 1890, far 
more so than the much discussed gold purchases by the Hungarian 
government. Also, the apparent difference between average market 
price and current price, which played a large role in the publicized 
debates about the draft, lost its importance upon closer examination, 
particularly if one took into consideration that the difference between 
these two prices became ever smaller and completely disappeared on 
the day of the introduction of the draft in the two parliaments, which 
can certainly be traced back to the activities of currency speculation.

The belief that lay behind the excessive emphasis on the importance 
of the “relation” in agricultural circles and among commercial manu-
facturers and the scientifi c discussions about the currency question (the 
suspense with which the market followed the battle between the light 
and heavy fl orins requires no further explanation) was that the value of 
money in domestic commerce would not, or would not immediately, 
change according to the change in the value of the currency on the 
global market. Or, in other words, it was considered possible, with the 
transfer to the new currency system, to “eternalize” the currency dif-
ferential between the Austrian currency and those of the gold currency 
countries. This view is based, however, on an error. Sooner or later, the 
prices of all domestic goods and services will adjust to the change in 
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value of money, and the advantages that a devalued currency offers to 
production, and the obstacles that an overvalued one sets against pro-
duction, will disappear. This is because the agio as such does not func-
tion as an export premium or as a protective tariff; rather, it is merely 
the increasing agio, or inversely only the decreasing agio, not the low 
agio in itself, that is able to check exports and boost imports.

The importance of currency policy in relation to currency reform 
did not lie in the higher or lower “relation,” but rather in that the mon-
archy converted from a monetary system with a currency that was in-
creasing in value compared with the currencies of the economic Great 
Powers, to a monetary system with a currency that was stable abroad.

The Act of August 2, 1892, admittedly only arrested the increase in 
the value of the Austrian currency. Since August 11, 1892, the day that it 
came into effect, the value of the Austrian fl orin (2 crowns) essentially 
cannot rise above the value of 2 francs, 10 centimes or 1 mark, 70.12 
pfennig. In contrast, no legal barricade was placed against a decrease 
in the value of money. This should become impossible in the future 
due to the implementation of specie payments, which was considered 
by the creators of the reform act to be its conclusion.

It is certain that the implementation of specie payments was initially 
postponed only because for its assurance suffi cient provisions, most no-
tably the accumulation of a correspondingly large stockpile of precious 
metal in the bank’s vaults, were necessary, and a favorable confi gura-
tion of circumstances on the international currency markets had to be 
awaited. However, it also appeared just as certain that, precisely due to 
the fact that only a further increase in the value of money had been 
made provisionally impossible by the adoption of the draft reform, the 
chance of a possible decrease in the value of money, if one might even 
discuss such a thing, by contrast remained open, and had assisted in 
the victory of the reform project. By agreeing to currency reform, the 
friends of “cheap money” sacrifi ced nothing and won a great deal: the 
establishment of an upper limit to the value of money.

The further fate of currency reform admittedly has turned out differ-
ently than even the most highly informed circles could have predicted 
in 1892. After the events on the international currency market in 1893 
and 1896 had placed the success of currency reform in doubt, the for-
eign exchange policy of the Austro-Hungarian Bank, inaugurated in 
1896, established the stability of the currency, including a lower limit. 
It should be noted, however, that this bank policy, initially suggested 
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in 1894 by the then Austrian Finance Minister Ernst von Plener, re-
sulted absolutely from the initiative of governmental agencies that were 
accommodating the desires of the business world. Up until now, it had 
undergone neither an exhaustive parliamentary criticism nor a corre-
sponding appraisal from the political parties.

Only through the bank’s intervention on the foreign exchange mar-
ket was the stabilization of the price of the Austrian currency achieved 
on both ends, and thereby the currency question was solved for the 
monarchy. Whether specie payments are to be implemented or not is 
a question of expediency and of the discount policy, in which currency 
policy considerations play only a limited role. No rational person on 
this or the other side of the Leitha would advocate today against the 
gold currency.

53. [Ernst von Plener (1841–1923), an Austrian statesman, a prominent member of the Con-
stitutional party and one of the leaders of the German classical liberals. In 1893–95 served as 
Austrian minister of fi nance.—Ed.]
54. [The Leitha, a river in Central Europe that is approximately 180 km. long, was part of 
the Austrian-Hungarian border until 1921. “Beyond the Leitha” was the Viennese colloquial 
term for Hungary, while “on this side of the Leitha” meant the region around Vienna, that is, 
Austria.—Ed.]
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Chapter 2

The Problem of Legal Resumption 
of Specie Payments in Austria-Hungary

I
Process of Currency Regulation Since 1892

The currency reform that began in Austria-Hungary in 1892, and for 
whose introduction great material sacrifi ces were required by the two 
halves of the empire, still awaits formal conclusion through the legal 
resumption of specie payments. At the present time, the lawful money 
of the monarchy remains a paper currency. The Austro-Hungarian 
Bank is still relieved of the obligation to redeem its notes in specie, a 
legal status that remains indefi nitely in force.

Admittedly, the experts believe that Austria-Hungary would be quite 
capable of completing the transition to a gold currency, and that the 
Austro-Hungarian Bank would be able to comply with all of the obliga-
tions that would arise from the legal resumption of specie payments.

Nevertheless, the desire to complete this great reform is small in both 
Austria and Hungary (as can be seen in the most recently concluded 
Bank inquiry), and there is no lack of voices that speak out against the le-
gal resumption of specie payments. The present monetary regime, which 
might be described as a paper currency with gold reserves for foreign 
exchange transactions, or as a Bank-supported paper currency, would 
have its “temporary” character transformed into the permanent mon-
etary system of the monarchy. The establishment of this fundamentally 
different monetary system is claimed to have its rationale in the mon-
etary systems existing in other European countries. The arguments for 
this system are important enough that they deserve a detailed analysis.

1. The present work was completed at the beginning of December 1908. [This article origi-
nally appeared in German in the Jahrbuch für Gesetzgebung, Verwaltung und Volkswirtschaft 
(Schmollers Jahrbuch), vol. 33, no. 3 (1909).—Ed.].
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Up until the second half of the 1880s, manufacturers in Austria-
Hungary had adjusted themselves to a paper currency, following the 
ending of a silver-backed currency for private transactions. The value 
of the Austrian currency was accepted to be in continuous decline in 
relation to the currencies of other countries on a gold standard. The 
price of 100 fl orins in gold (250 francs) in 1872 was, on average, 110.37 
Austrian paper fl orins; beginning that year (with a small interruption), 
it continued to go up to 125.23 Austrian paper fl orins in 1887. Both ag-
ricultural and industrial producers benefi ted from this deterioration in 
the exchange rate. The increase in the foreign exchange rate at the 
Viennese bourse functioned like a protective tariff on the import of for-
eign manufactured items and served as an export premium for domes-
tic products sold abroad; it also benefi ted borrowers at the expense of 
creditors. Under these circumstances, plans for monetary reform could 
not depend on much support from either the industrial or agricultural 
sectors.

The situation reversed itself beginning in 1888, and the value of the 
Austrian currency began to increase (the price for 100 fl orins in gold 
amounted to an average of only 115.48 Austrian paper fl orins in 1890). 
Suddenly the manufacturers and exporters who were harmed by the 
higher valuation of the currency understandably became supporters of 
the monetary reform that they had fought for years. In general, the 
belief was widely held that the increase in the exchange rate that be-
gan in 1888 was most likely neither a coincidental nor temporary event; 
instead, it could be traced back to deeper economic causes. There 
was considerable agreement that the fall in the agio would not stop of 
its own accord; indeed, it would continue at an increasing rate in the 
years ahead if a change in the currency was not introduced in a timely 
manner.

This view was completely justifi ed. The general economic and po-
litical situation produced a continuous improvement in the monarchy’s 
balance of payments, and as a result the foreign demand for Austrian 
exchange was increasing and the Austrian demand for foreign ex-
change was decreasing. At the time, there was absolutely no indication 
that this relationship would change in the years ahead.

The adoption of gold as a basis for the Austro-Hungarian monetary 
system appeared to be the most suitable way to prevent any further 
increase in the exchange rate, even though up to that time gold had 
never been used in the Austrian monetary system. To completely stop 
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any further declines in the foreign exchange rate on the Viennese 
bourse, the answer was to legally bring the paper fl orin into a fi xed re-
lationship with gold and to obligate the Austro-Hungarian Bank to ex-
change all amounts of gold offered for banknotes at that rate. This was 
the approach taken by the legislature. Beginning on August 11, 1892, 
the effective date of the new exchange rate law, the value of one Aus-
trian fl orin (2 crowns expressed in the new denomination) essentially 
could not increase above the value of 2 francs, 10 centimes or 1 mark, 
70.1 pfennig.

It was, however, just as important to limit any fl uctuation in the 
value of the Austrian currency at the lower range of the exchange rate. 
Even if the Christian Social Party (which at that time was rather small 
and not strong enough to push through all of their demands) had vig-
orously resisted every step taken to prevent an infl ationary bias, the 
two governments and the majorities of both parliaments were in agree-
ment: the fi xing of the international value of the Austro-Hungarian 
exchange rate was necessary to completely eliminate the speculative 
activities that had come about as a result of the continuing fl uctuations 
in the exchange rate. The most effective method for achieving this 
goal would be an immediate transition to a gold standard. Moreover, 
another positive factor behind the currency reform was the opportu-
nity to improve the international creditworthiness of both halves of the 
monarchy; Western foreign countries had complete confi dence only in 
nations that were on a gold standard.

There was no clear provision in the Monetary Reform Act of Au-
gust 2, 1892, detailing the transition to a gold-backed currency. Such 
a provision would have had little meaning, since the transition to a 
gold-backed currency required extensive and costly preparations, and 
could be completed only at a later date. The task had to be approached, 
therefore, with the greatest caution in order to prevent a disaster similar 
to the one that occurred a little earlier in Italy, which had delayed the 
establishment of a fi xed exchange rate. Thus the fi nal transition to a 
gold currency was, in fact, put off; however, continuous efforts were 
being applied in preparation for it.

Initially, the state notes were taken out of circulation at a fi xed rate 
of exchange. This happened in the following manner: gold proceeds 
from a large government bond issue were transferred to the Austro-
Hungarian Bank, so the Bank could redeem the notes on behalf of the 
state. However, the redemption of the state notes did not initially take 
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place in exchange for gold; they were redeemed through the issuing of 
banknotes, of silver fl orins that up until then had been held as reserves 
in the vaults of the Bank, and of fi ve-crown and one-crown coins. Even 
today, the silver fl orins are face-value coins, just like the earlier German 
Taler; in contrast, the fi ve-crown and one-crown coins are token coins, 
and no one is obligated in private transactions to accept in payment 
more than 250 crowns of the fi rst type or 50 crowns of the second type. 
Provisionally, the gold remained in the Bank as backing for the notes, 
with the proviso, however, that at a later point in time the gold would 
enter into circulation in place of a large portion of the banknotes.

Banknotes took the place of the irredeemable state notes at a fi xed 
rate of exchange. From then and up to the present the Bank’s notes 
are irredeemable at a fi xed rate of exchange. The great progress lay 
in the fact, however, that under the provisions of the statutes of the 
Bank, the banknotes were backed by gold and were negotiable, while 
the state notes had no backing. In addition, it should be mentioned 
that the gold reserves of the Bank were considerably increased through 
purchases from private importers as well. The reserves amounted to 
1,099.3 million crowns on December 31, 1907, and were at that time 
exceeded in size only by the gold reserves held by the Bank of France 
and by the Russian State Bank.

The only type of currency that currently stands in the way of the 
introduction of the pure, gold-backed currency, as it would be repre-
sented in Bamberger’s ideal, is the silver fl orin, whose minting had 
been reserved for the government after 1879 and which has been dis-
continued since 1892. As has already been mentioned, the silver fl orin 
is still a legal, face-value coin; however, it is no longer of great impor-
tance. At the end of 1904, the monarchy’s entire inventory amounted 
to 336 million crowns in silver fl orins, according to estimates by the 
Austrian Finance Ministry. Due to the agreed-upon minting of an 
additional 64 million crowns in fi ve-crown coins, which already had 
been partially implemented, the amount has decreased to 272 million 
crowns. The increasing demand for the monarchy’s token coins should 

2. About the course and the motives of the entire reform, see Spitzmüller, “Die 
 österreichisch-ungarische Währungsreform,” Zeitschrift für Volkswirtschaft, Sozialpolitik und 
Verwaltung, vol. 11, pp. 337ff., 496ff.; Mises, “The Political-Economic Motives of the Austrian 
Currency Reform,” Chapter 1 in this volume; Knapp, Staatliche Theorie des Geldes (Leipzig, 
1905), pp. 377ff.
3. [See Chapter 1, “The Political-Economic Motives of the Austrian Currency Reform,” foot-
note 51.—Ed.]

L5787.indb   34L5787.indb   34 2/9/12   1:22:10 PM2/9/12   1:22:10 PM



legal resumption of specie payments in austria-hungary � 35

be able to absorb this remaining amount in at least two decades, even 
at a modest increase in the token coins. Any threat to the gold-backed 
currency is thus not to be feared from this corner.

Incidentally, the silver fl orin has been slowly withdrawn from cir-
culation since the beginning of 1908, and they are being accumulated 
in the Bank’s vaults. At the end of October 1908, with the minting of 
the new fi ve-crown coins currently under way, the entire sum of silver 
fl orins may have amounted to slightly more than 300 million crowns, 
of which 285 million were held by the Bank, with the remaining 15 mil-
lion being in circulation.

During the summer and autumn of 1892, the foreign exchange rate 
corresponded fairly closely to the underlying parity of the currency’s 
exchange rate (100 Austrian fl orins = 170.1215 marks); indeed, it even 
dropped substantially below this rate for intermittent periods. Toward 
the end of the year it began to increase, and this unfavorable relation-
ship continued for the next two years. An agio emerged in relation to 
the ratio established in the law of August 2, 1892, that temporarily even 
reached 6.5 percent.

The reason behind this unexpected drop in the value of the Aus-
trian currency, whose continuing increase in value had been viewed as 
something to be prevented, was due to, as Kalkmann has conclusively 
shown, the simultaneous fi nancial squeeze on the international mon-
etary market. In 1892, when the rate of interest was low for the English, 
Dutch, and Germans, they had loaned money to the Austrians and 
bought Austrian notes. As a result of the Australian crisis in May 1893, 
the interest rate rose in London and then in Berlin and Amsterdam as 
well; the English, Dutch, and German investors now sought to pull 
their monies out of Austria as quickly as possible. They sent to Vienna 
the Austrian notes that they had in their possession and demanded 
payment. Since this could almost only take place through remittance 
of gold, the price of gold rose immediately and signifi cantly on the Vi-
ennese bourse in line with the increase in the London private discount 
rate. The high discount rate on the foreign stock markets depressed the 

4. See Der österreichische Volkswirt, Oct. 31, 1908.
5. See Kalkmann, Die Entwertung der österreichischen Valuta und ihre Ursachen (Freiburg i.B., 
1899), pp. 1ff.; “Die Diskont- und Devisenpolitik der österreichisch-ungarischen Bank (1892–
1902),” Zeitschrift für Volkswirtschaft, Sozialpolitik und Verwaltung 12, pp. 463ff.
6. [A speculative bubble in the Australian property market in the 1880s fi nally started to burst 
when the Federal Bank of Australia “failed” in January 1893. In May of that year, eleven com-
mercial banks suspended trading, leading to a severe fi nancial crisis.—Ed.]
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prices of Austrian and Hungarian investments even more, and caused 
a large reverse fl ow of funds that at the same time contributed to the 
decline of the exchange rate.

The devaluation of the Austrian currency in 1893 was only one link 
in a long chain of events that occurred as part of the effects on Europe 
from the Australian and American crises. The government, however, 
was not guilt-free, insofar as it entered the Western currency markets 
and aggravated the strain on them at the most unfavorable moment 
imaginable; that is to say, by issuing 100 million fl orins in gold bonds 
and by withdrawing gold assets from abroad.

The government of the Dual Monarchy would have had to under-
take two measures in order to prevent the increasing agio. The fi rst 
measure would have been the release of gold or gold exchange at the 
parity ratio fi xed by the law of 1892. However, the Ministry of Finance 
was against this, being afraid that this would result in the loss of the 
gold reserves after those reserves had only recently been regained 
through great sacrifi ce. Furthermore, the outcome would have been 
in doubt. In spring 1893, the Austrian Credit-Anstalt for Commerce 
and Industry repeatedly made large amounts of foreign exchange avail-
able to the market, but without any noticeable effect. The attempted 
lending of foreign exchange by the Austro-Hungarian Bank had just as 
little effect.

A satisfactory outcome could have resulted only if the Bank had fol-
lowed an energetic interest rate policy. However, that would have been 
impossible because the two governments, infl uenced more by political 
considerations than by economic ones, attempted to keep the rate of 
interest low, and by lending large amounts of money, they tried to cre-
ate an artifi cial quantity of credit on the markets. On August 2, 1893, 
the Bank of England increased its discount rate from 2.5 percent to 
3 percent; on August 9, from 3 percent to 4 percent; and on August 23, 
from 4 percent to 5 percent. While doing so, it announced that addi-
tional increases in the discount rate would be forthcoming, and soon 
rumors circulated that it would not balk at increasing its offi cial dis-
count rate to 10 percent, if the outfl ows of gold did not end soon. The 
German Reichsbank had already increased its offi cial discount rate to 
5 percent on August 11, and it was offi cially announced in Berlin that 
the Reichsbank planned to align its discount rate in accordance with 
London in order to protect its gold reserves. The Austro-Hungarian 
Bank, however, persisted with its discount rate at 4 percent, even 
though the agio on the Austrian currency was constantly increasing 
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and already equaled 5 percent by mid-August; as late as September 27, 
the Hungarian fi nance minister, Weckerle, spoke out in parliament 
against any increase in the discount rate. Only on October 5, when the 
decline in the currency’s value was already very noticeable on Western 
markets, did the Bank increase the discount rate to 5 percent.

The defi nite improvement in international currency markets al-
lowed even the Austrian foreign exchange rate to soon rise again. On 
November 9, 1893, the London foreign exchange rate achieved its high-
est level on the Viennese bourse, reaching 127.65. This rate marked a 
 devaluation of 6.3 percent compared with the new parity of 120.087. 
Over the course of November, the agio fell extremely fast. After the 
London foreign exchange rate had fallen again to almost 125.00 on 
December 19, and then temporarily increased to 126.00 on February 1, 
1894, it fell slowly but fairly constantly throughout 1894 and 1895. On 
October 17, 1895, for the fi rst time again, the foreign exchange rate 
stood at parity.

From that point onward, the foreign exchange rates followed a less 
extreme trend. Since 1896, they have diverged no further from the par-
ity ratio than would be the case following the legal resumption of spe-
cie payments. The small deviations from parity that could arise would 
be within the two gold points, that is, considering the costs of trans-
porting gold coins, the wear and tear on the weight of coins circulating 
within the country’s borders, the costs of minting, and the loss of inter-
est income during their minting and transportation.

Arithmetic Mean of the Average Deviation of the Cur-
rency Rate of the Most Important Foreign Exchange 
Rates Recorded at the Viennese Bourse from the Parity 
Ratio, Represented in Percent Values (+ over, – under 
the parity ratio).

Year Berlin Paris London
Arithmetic 

mean

1892 −0.5 −0.5 −0.6 −0.5
1893 +3.2 +3.2 +3.1 +3.2
1894 +4.0 +4.1 +3.8 +4.0
1895 +1.4 +1.5 +1.5 +1.5
1896 +0.1 +0.2 +0.1 +0.1

7. See Zuckerkandl, “Österreichisch-Ungarische Bank,” Handwörterbuch der Staatswissen-
schaften, 3rd ed., vol. II, p. 450, and the statistical sources cited there. [Robert Zuckerkandl, 
“The Austro-Hungarian Bank,” translated in Banking in Russia, Austria-Hungary, the Nether-
lands, and Japan (Washington, D.C.: Government Printing Offi ce, 1911), pp. 55–118.—Ed.]
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Year Berlin Paris London
Arithmetic 

mean

1897 −0.1 −0.1 −0.4 −0.2
1898 +0.1 −0.1 +0.2 +0.1
1899 +0.3 +0.4 +0.4 +0.4
1900 +0.6 +1.1 +0.8 +0.8
1901 −0.2 +0.1 −0.2 −0.1
1902 −0.3 +0.1 −0.2 −0.1
1903 −0.3 0 −0.3 −0.2
1904 −0.3 0 −0.2 −0.2
1905 −0.174 +0.229 −0.040 +0.005
1906 −0.146 +0.296 +0.095 +0.082
1907 +0.019 +0.437 +0.309 +0.255

From these numbers, it can be seen without a doubt that, since 1896, 
the Austrian currency has been able to match any of the European 
gold currencies in terms of the stability of its value.

As a result of the apparently successful achievement of a stable in-
tercurrency exchange rate, which was the intended purpose of the cur-
rency reform, the two governments brought forward a bill before both 
parliaments in spring 1903 that had as its purpose the legal resumption 
of specie payments as the “crown” (as it was called) to the efforts for 
monetary reform. Because of the major political crisis that soon broke 
out, the bill never came up for parliamentary consideration, let alone 
for fi nal passage. In the meantime, the proposals brought forward by 
the previous liberal government had become totally meaningless in the 
face of the complete change in the Hungarian government, and as a re-
sult, Austrian Minister Beck formally withdrew the bill on July 7, 1906.

Throughout this time, public opinion in Austria had remained neg-
ative toward the proposal. Of considerable importance were the opin-
ions of the Industrial Council and the statements made by the Cham-
bers of Commerce and Industry in Vienna and Brünn. These views 
were summarized and detailed in a series of newspaper articles. At the 
present time, it can be said with good reason that opposition to the 
legal resumption of specie payments and the reasons for taking this 
position are shared by all of the major Austrian political parties. Even 

8. See Verhandlungen und Beschlüsse des Industrierates, issue 9, “Die Aufnahme der Barzah-
lungen” (Vienna, 1905), pp. 1ff.; Sitzungsberichte der Handels- und Gewerbekammer für das 
Erzherzogtum Österreich unter den Enns, 1903 (Sitzung vom 12. Mai 1903 und Beilage Nr. 6); 
Verhandlungen der Handels- und Gewerbekammer in Brünn (Beilage Nr. 2 zum Protokoll der 
Sitzung vom 9. November 1903).
9. See Neue Freie Presse, July 18, 1907 (report about the explanations offered by the representa-
tives of the German National Party, the Christian Social Party, and the Polish Club Party in 
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the government appears to have aligned itself with this view, having 
abandoned its previous position and claiming to have found a theoreti-
cal support for this view in Knapp’s Staatlicher Theorie des Geldes [The 
State Theory of Money].

The legal resumption of specie payments is said to be too risky, in 
view of the uncertainty of future events on the international currency 
market and the unsettled political situation at home. Its only purpose, 
it is claimed, is to assure the stability of the foreign exchange rate, 
which has already been achieved without legalized specie redemption 
due to the Austro-Hungarian Bank’s foreign exchange policy. The le-
gal introduction of specie payments would require the Bank to resort 
to more frequent and larger increases in the discount rate in order to 
protect its gold reserves. This would drive up the cost of borrowing, 
which would in turn put obstacles in the way of manufacturing. The 
relatively low discount rate in Austria was made possible only by the 
fact that the Bank was not obligated to redeem its notes. Even in times 
of great tension on the international currency markets, the Bank could 
keep the interest rate appropriately low, because it did not have to fear 
that its gold reserves would be withdrawn for the purpose of being sent 
abroad when the price of gold made it seem right to do so.

A critical examination of these views must attempt, above all, to de-
termine the fundamentals of the Bank’s foreign exchange policy.

II
The Position of the Austro-Hungarian Bank on the 
Currency and Foreign Exchange Markets

The foundation of the currency reform activities of the Austro-
 Hungarian Bank is based on the near total concentration of the gold 
reserves of the monarchy within the Bank, along with foreign gold re-
serves in possession of the Bank.

the budget committee of the House of Representatives); about the position of the Social Demo-
crats, see Arbeiter-Zeitung, October 23, 1907.
10. [Georg Friedrich Knapp (1842–1926) made his reputation as a statistician specializing in 
mortality problems. He also wrote on the history of German agriculture in the eastern territo-
ries. He was considered a leading member of a group known as the “Socialists of the Chair,” 
who advocated state socialism under imperial paternalism in Germany before the First World 
War. In 1905, Knapp published The State Theory of Money, in which he argued that the se-
lection, use, and value of money were matters of government regulation, independent of the 
market. For a summary and an insightful critical analysis of Knapp’s argument, see Edwin Can-
nan’s review of The State Theory of Money in Economica (June 1925), pp. 212–16.—Ed.]
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The gold reserves of the Austro-Hungarian Bank amounted to:

Millions of crowns At the end of the year

919.6 1900
1,116.1 1901
1,107.3 1902
1,109.5 1903
1,153.0 1904
1,074.1 1905
1,112.2 1906
1,099.1 1907

In comparison with these gold reserves, which as was mentioned 
are exceeded in amount in Europe only by those held by the Bank of 
France and the Russian Central Bank, the amount of gold still freely in 
circulation does not add up to very much.

The designers of the reform of 1892, which was in most respects mod-
eled after the German monetary system, planned for a fairly wide cir-
culation of gold inside the domestic economy. According to their plan, 
small transactions would be handled by silver, nickel, and bronze token 
coins, and medium-size transactions by face-value gold coins, while 
banknotes would be used only for large transactions, insofar as these 
could not be replaced through improved uses of checks, bank transfers, 
and the clearing mechanism. Accordingly, in Article 82 of the Bank 
Statutes, which were changed by an imperial decree on September 21, 
1899, a provision was added that banknotes were not to be allowed in 
amounts smaller than 50 crowns. The issuing of twenty-crown notes 
would be permitted only until the time of the legal resumption of spe-
cie payments. On the other hand, the issuance of ten-crown notes to a 
maximum amount of 160 million crowns was also planned for the pe-
riod following the introduction of specie payments. These latter notes 
could not be seen, however, as banknotes in the usual sense; it would 
be more correct to designate them as gold certifi cates because they had 
to be fully backed at all times by gold.

The time was seemingly drawing near in 1901 when the Bank would 
be prepared to resume legal redemption in gold, since it was already 
doing so, on demand, though not as yet so obligated. In anticipation of 
this, the Bank began to issue ten- and twenty-crown gold coins at the 
end of August 1901, since at the time of legal resumption all smaller 

11. See Die neuen Valuta- und Bankgesetze, edition and notes by Calligaris (Vienna, 1901), 
pp. 121ff., 324ff., 347f.
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notes up to 20 crowns were supposed to be removed from circulation. 
It was thought that the twenty-crown notes could more easily be taken 
out of circulation if this was done at the same time that they were re-
placed with gold coins. In addition, as the population became accus-
tomed to the use of gold coins, it would be easier to determine what 
the actual demand for them would be throughout the empire. Another 
way of determining the demand for them would be by simply deter-
mining the amount of twenty-crown notes in circulation. Concerns 
were expressed, however, about the amounts that might be needed to 
meet the demands in the rural areas due to a fear that the population 
there might hoard the gold coins. As was soon demonstrated, concerns 
of this type were completely unfounded.

To the great surprise of the government and the Bank, the public’s 
opinion about the gold coins turned out to be quite negative. It had 
been expected that the population would greet the appearance of a 
gold currency with jubilation and see in it a demonstration of the suc-
cess of the currency reform. Instead, the people who had grown to 
adulthood under the reign of paper money found the use of gold coins 
to be uncomfortable. The fi ve-crown coins, silver fl orins, and one-
crown coins, which had been placed in circulation after 1892, could 
be kept in circulation only because the one- and fi ve-fl orin state notes 
had been withdrawn at the same time. Everyone who received the gold 
coins in payment attempted to exchange them for notes as quickly as 
they could, so the gold soon fl owed back into the Bank.

National Gold Crown Coins Placed in Circulation by the Austro-
Hungarian Bank

In the period 
from

Disbursed
Returned to 

bank
Remained in 
circulation

Millions of crowns

Aug. 24 to 
Dec. 31

1901 61.1 5.6 55.5

Jan. 1 to 
Dec. 31

1902 192.3 114.5 133.3
1903 162.2 136.5 159.0
1904 256.2 204.8 210.4
1905 481.3 400.5 291.2
1906 256.6 292.6 255.2
1907 206.7 227.1 234.8

12. See Jahresbericht der Wiener Börsenkammer für 1901 (Vienna, 1902), pp. 78f.
13. See Zuckerkandl, op. cit., p. 450.
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Additionally, a smaller amount of 10 million crowns was placed in 
circulation by the Hungarian government by the end of March 1903.

At the beginning of 1908, therefore, there was at most 234.8 million 
crowns in circulation (ignoring the insignifi cant amounts placed in 
circulation by the Hungarian government, and about which no par-
ticulars are available). Considering the stability of the foreign exchange 
rate, it may be assumed that the coins in circulation did not fl ow out of 
the country in any considerable amount. On the other hand, it is cer-
tain that a large portion of the coins remained in the coffers of the gov-
ernment and in the vaults of the large banking institutions, and so on.

The actual amount in circulation, therefore, is thus found to be 
considerably lower than the maximum cited above. Even this smaller 
amount of gold was kept in circulation by artifi cial methods, with the 
exchequer trying to make its payments in small amounts of gold, of-
ten against the desire of the recipients. It is worth noting that, as was 
stressed in the 1903 report on guidelines for implementing specie pay-
ments, “recently the circulation of twenty-crown coins has been decid-
edly in decline, while the circulation of ten-crown coins has shown a 
fairly sustained increase. This leads to the conclusion that in view of 
the undeniable public distaste for using gold coins, the issuing of ten-
crown notes that was set at 160 million crowns by an imperial decree 
on September 21, 1899, has turned out to be too low given the demand 
for notes of this denomination.”  Bilinski came to the same conclusion 
when he referred, in particular, to the use of ten-crown coins in indus-
trial areas.

In the 1903 draft proposing the legal resumption of specie payments, 
the government completely dropped the position it had maintained up 
to that point concerning the denomination of notes and withdrew its 
opposition to the issuance of smaller notes. Paragraph 2 of the draft 
gave the Bank the right to issue ten- and twenty-crown banknotes, 
even after the legal resumption of specie payments; however, this was 
done with different regulations concerning the backing of these notes. 
These notes were to be completely backed by precious metals up to 

14. See Beilagen 1718 zu den stenographischen Protokollen des Abgeordnetenhauses, 17th ses-
sion, 1903, p. 4.
15. See Bilinski, “On International Payments,” lecture in the special session of the 4th Polish 
judicial and political economics conference in Krakow on October 2, 1906, translated from the 
Polish, p. 6. (This important essay, which is not available in print, was made available to me by 
the secretary general of the Austro-Hungarian Bank in the most considerate manner.)
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an amount of 400 million crowns; for any quantity in circulation that 
exceeded this amount, the same regulations would apply as those for 
other notes issued by the Bank that were backed by gold.

Thus, in a very short time, the government’s view on the question of 
the size of the denomination of notes and, therefore, on the question 
of how much gold would actually be in circulation had undergone a 
surprising change. It would be incorrect to assert that this reversal pri-
marily was due to the experience of what happened after the gold coins 
had been placed in circulation. Similar experiences are to be found in 
other countries, without this leading to a change in government policy. 
Most recently in Russia, though gold coins were initially rejected, they 
were still forced on commercial transactions.

Over the years, the Austrian government has not objected to impos-
ing great inconveniences on the market if it was seen as furthering an 
important, or allegedly important, public interest. The relatively mi-
nor inconvenience that the citizenry experienced due to their unfa-
miliarity with gold coins would have been easy for them to get over. 
It is probably more accurate to say that the Finance Ministry had, in 
the meantime, discovered the great economic impact that is inherent 
in the concentration of the national gold reserves in the central bank. 
The reports about the reasons behind reform policy decisions offer 
many clues in this direction; on the other hand, the practices of the 
Bank and the exchequer to constantly try to put gold into circulation 
appear oddly in contrast with that.

The monarchy’s gold reserves for foreign exchange were not concen-
trated to the same degree as the gold reserves in the Bank’s possession; 
the monarchy still had control of large amounts in foreign exchange 
and other assets held in foreign accounts.

After the Austro-Hungarian Bank had acquired large amounts in for-
eign exchange, the Statute of 1862 (Plener’s Bank Act) formally granted 
it a qualifi cation in paragraph 20: “for the maintenance of a corre-
sponding ratio between its holdings of the precious metals (coined and 
uncoined gold and silver) and the banknotes in circulation, it may buy 
or sell foreign exchange at locations abroad.” However, only the edict 
circulated by the Ministry of Finance on October 30, 1868, in fulfi ll-
ment of the law of June 30, 1868, gave the Bank permission to include 
negotiable foreign exchange as backing for the Bank’s notes. In the cri-

16. See Claus, Das russische Bankwesen (Leipzig, 1908), pp. 41, 141.
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sis during summer 1870, the Bank provisionally was granted the author-
ity to include in its portfolio foreign exchange along with the precious 
metal as backing for notes in circulation.

In Article 111 of the 1887 Bank Statute, the Bank was, in general, 
permitted “for as long as the fi xed exchange of state notes is not abol-
ished in both parts of the Dual Monarchy, to include as part of their 
specie reserves any foreign exchange (up to a maximum amount of 
30 million fl orins) that are held in locations abroad, and which are le-
gally payable in a currency backed by the precious metals.” The pur-
pose of this regulation was to transform a part of the Bank’s holdings 
of precious metals into interest-earning assets, and, thus, increase the 
stock dividends of the Bank and the portion of the Bank’s profi ts that 
went to the state.

Under Article 111 of the Bank Statute of September 21, 1899 (which 
is still in effect) the Bank is permitted, for as long as its obligation to 
redeem its notes in legal hard currency is suspended, to include as 
part of its specie reserves any foreign exchange and foreign notes (up 
to a maximum amount of 60 million crowns) that are held in locations 
abroad, and which are legally payable in a currency backed by precious 
metals equivalent to gold.

The Bank is further allowed under Article 56k of the statute to buy 
and sell, in addition to foreign exchange at locations abroad, the ac-
quisition of which had already been previously permitted, the follow-
ing: checks at locations abroad; foreign notes and additional foreign ex-
change not denominated in crowns that may be bought domestically; 
also to issue checks and money orders at locations abroad; to undertake 
debt collections abroad and to make payments on foreign accounts; and 
to maintain suffi cient funds abroad for the conduct of these activities. In 
addition, the Bank was authorized by Article 65, No. 4, to provide at 
locations abroad foreign exchange having a maturity of a maximum of 
six months (exactly analogous to foreign exchange held domestically), 
insofar as it—except for the maturity date—matches requirements for 
foreign exchange available for discount. The legal status of including 
negotiable and foreign banknotes redeemable in gold was included 
under Article 84. All of these provisions are separate from the suspen-
sion of specie payments; and paragraph 3 of the 1903 draft would have 

17. See Mecenseffy, Die Verwaltung der österreichisch-ungarischen Bank 1886–1895 (Vienna, 
1896), p. 5.
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permitted the inclusion of foreign exchange (up to a maximum of 
60 million crowns) as part of the Bank’s precious metal reserves after 
the legal resumption of specie payments.

Even though the Bank was allowed to acquire foreign exchange in 
this manner, long before the initiation of the currency reform, it made 
little use of it.

Up to 1887, the Bank was limited to the amount of 200 million fl orin 
notes that it could put into circulation under Plener’s Bank Act, which 
was modeled after Peel’s Bank Act. This limit on the Bank’s ability 
to issue notes not backed by the precious metals required the Bank to 
reduce its foreign exchange holdings because the growth in domestic 
market transactions resulted in an increasing demand for notes. Thus, 
due to the actual and anticipated domestic demand for notes, which 
had to be backed by gold, the Bank’s foreign exchange holdings were 
repeatedly, and almost completely, liquidated, particularly after 1882. 
At the end of 1882, for example, foreign exchange holdings amounted 
to only 95,981 fl orins.

On average, the foreign exchange holdings of the Bank at the end of 
each year amounted to:

In the period
Millions of fl orins 
Austrian currency

1859–70 18.652
1871–77 7.890
1878–87 8.960
1888–91 23.698

Prior to 1892, the Bank’s foreign exchange holdings did not have an 
important role in matters relating to monetary policy. After the end to 
the unrestricted minting of silver coins in 1879, the Austrian currency 
became a fl oating currency, with its value linked neither to the price 
of a precious metal nor to a foreign currency. Neither gold nor for-

18. [Peel’s Bank Act of July 1844 divided the Bank of England into two parts: a Note Issuing De-
partment and a Banking Department. The Issuing Department was restricted in the quantity of 
banknotes it could issue on the basis of the government debt (a maximum of fourteen hundred 
pounds), and notes beyond this had to be fully covered on the basis of additional deposits of 
gold coin or gold or silver bullion.—Ed.]
19. See Leonhardt, Die Verwaltung der österreichisch-ungarischen Bank 1878–1885 (Vienna, 
1886), pp. 39, 74f.
20. See Statistische Tabellen zur Währungsfrage der österreichisch-ungarischen Monarchie (Vi-
enna, 1892), p. 128.
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eign exchange redeemable in gold could be obtained from the Austro-
 Hungarian Bank. The Bank’s operations in relation to its foreign ex-
change portfolio were limited to the exchange of short-term paper for 
long-term paper. Attempts to infl uence the currency exchange rate 
by selling off foreign exchange at a particular price failed completely. 
Doubtless any similar attempt would have led to a similar failure; the 
relative insignifi cance of the foreign exchange holdings would have 
certainly frustrated all such attempts.

The currency reform of 1892 did not initially bring about a change 
in the Bank’s policies. It was only the unfavorable structure of the for-
eign exchange rates for the Austrian currency in 1893 and 1894 that re-
sulted in both the Austrian and Hungarian governments approaching 
the Bank at the beginning of 1894, with the initiative originating with 
Ernst von Plener, who was then Austrian minister of fi nance. They de-
clared that it was particularly important that, so as to assure that “the 
legitimate needs of business could regularly depend upon the Bank’s 
assistance, that the Bank assign the greatest possible expansion to their 
dealings of foreign exchange and currencies, and make whatever ad-
justments necessary so a portion of its reserves might be used for the 
execution of foreign currency transactions.” 

After it was repeated not much later, the Bank met this request in 
the most generous way. Beginning in 1896, the Bank began to focus 
its interest on the foreign exchange market to a much greater extent. 
Making use of the ordinances in the new Bank Statute, beginning in 
1900 the Bank acquired other foreign assets in its revolving accounts in 
other countries, in addition to its holdings of foreign exchange.

On the basis of the public records, it is possible only to a limited ex-
tent to present a quantitative summary of the Bank’s dealings in foreign 
exchange. The Bank provides no data about its holdings of foreign ex-
change and other foreign fi nancial assets separate from its precious metal 
reserves; these are often simply covered under the entry “other activi-
ties.” We, therefore, have to limit ourselves to quoting the few numbers 
that are spread out through a number of different publications. How-
ever, these numbers are suffi cient to offer a picture of how signifi cant 
a part these foreign exchange holdings played in the Bank’s business.

21. See XV. regelmäßige Jahressitzung der Generalsammlung der österreichisch-ungarischen 
Bank am 25. Februar 1894 (Vienna, 1894), pp. xvii, xxi.
22. See Zuckerkandl, op. cit., pp. 449ff.—Frankfurter Zeitung, May 17, 1908, names the differ-
ent sources, in particular the fi nancial journal Kompaß and the Tabellen zur Währungsstatistik 
published by the Royal and Imperial Finance Ministry.
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The Bank’s holdings in foreign exchange and assets amounted to:

105.0 million crowns on Dec. 31, 1900
249.8 million crowns on Dec. 31, 1901
317.4 million crowns on Dec. 31, 1902 
326.7 million crowns on Dec. 31, 1903
274.6 million crowns on Dec. 31, 1904
226.3 million crowns on Dec. 31, 1905
258.5 million crowns on Jun. 30, 1906

The following data are available about the Bank’s dealings in gold and 
foreign exchange:

In the year

1 2 3 4

Purchase of 
gold bars 

and foreign 
gold coins 

according to 
tariff

Purchase of 
currency, ex-
changes, and 
other foreign 
receivables

Currency, 
exchanges, and 
other foreign 
receivables 

attained 
through 

transactions

Volume 
(sales and 

purchases) of 
currency 

and 
 exchanges 

through trades
a) Via 
sales

b) Via 
loans

In millions of crowns

1892 80.7 275.1 275.3 — ?25

1893 — 305.8 252.6 61.3 40.5
1894 — 356.5 278.7 71.0 90.4
1895 — 309.7 239.0 67.8 309.0
1896 32.2 500.2 486.8 94.6 400.2
1897 138.8 875.0 773.6 127.0 556.6
1898 0.2 709.2 643.6 138.4 536.0
1899 — 744.6 616.8 115.0 617.0
1900 — 698.9 533.0 123.1 514.7
1901 153.0 936.4 801.3 72.4 772.3
1902 102.1 913.9 798.4 147.2 1076.8
1903 61.2 1123.4 809.0 317.4 1155.8
1904 66.7 1081.2 868.3 313.7 997.2

An idea about the size of these transactions can be gained from a 
memorandum issued by the Bank’s governor, Dr. von Bilinski. On 
one day, December 12, 1903, the volume of transactions undertaken by 

23. See Bilinski, op. cit., p. 7.
24. Trades for the purpose of renewing the foreign exchange portfolio are contained in the 
entries listed in columns 2 and 3a.
25. Prior to 1898, no particular notations were made about this; the volumes pertaining to this 
(purchase and sales) are recorded in the numbers contained in columns 2 and 3a.
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the foreign exchange department of the Bank amounted to a total of 
71,901,000 crowns, in the amounts: 203,500 British pounds; 41,876,355 
German marks; 18,527,333 French francs; and 196,000 Dutch fl orins.

The Bank’s profi ts from its dealings in foreign currencies and ex-
change are correspondingly understood to have constantly increased. 
They amounted to:

Million crowns In the year Million crowns In the year

0.745 1892 2.321 1900
0.538 1893 2.411 1901
0.414 1894 3.367 1902
0.316 1895 5.200 1903
0.499 1896 5.998 1904
1.330 1897 4.269 1905
1.379 1898 4.350 1906
1.482 1899 5.733 1907

By an intensive cultivation of its transactions in foreign exchange, 
the Bank succeeded in gradually attaining the dominant position on 
the Vienna foreign exchange market. The trade in foreign currency 
and exchange conducted by the major banks in Vienna, which had 
been a rich source of income for them, fell into an inexorable decline. 
In 1895 the earnings of just the Credit Anstalt, the Bankverein, and the 
Länderbank together (the three largest banks) amounted to 2.67 mil-
lion crowns, but in 1907 it came to no more than 1.39 million crowns.

Of particular importance for the development of the Bank’s for-
eign exchange dealings was the transfer of all the government’s gold 
supplies to the Bank. Up until 1901, the government had deposited its 
gold revenues, most of them from customs duties, with Viennese in-
vestment banks for a low rate of interest. In exchange, these Viennese 
investment banks were under the obligation to furnish the necessary 
sums for foreign payments at the same low terms to both the Austrian 
and Hungarian governments. These transactions were quite lucrative 
for the banks, but not for the treasury in general. The government’s 
foreign payments on particular dates for bond coupon redemption con-
stantly exceeded its receipts in actual gold, and therefore it was forced 
to make considerable purchases of foreign exchange to cover these ex-
penditures. For obvious reasons, the foreign exchange rate on exactly 
these days is quoted above parity, and for this reason the banks could 
count on a high price from the state’s coffers. This disadvantage car-
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ried even more weight because this offered the banks the possibility of 
thwarting the discount policy of the central bank. Those clauses in the 
Bank’s statutes that allowed it to have interest-earning deposits as well 
as to handle certain types of coinage and liquid assets (in notes or coin) 
in foreign currencies (Articles 75 and 111) provided the prerequisites for 
the central bank to take over the offi cial administration of the govern-
ment’s gold, which it did in 1901.

In this way, the Austro-Hungarian Bank gradually gained a preemi-
nent position on the foreign exchange and currency markets. The vast 
majority of the country’s gold reserves, as well as a large portion of the 
foreign currency and other short-term receivables that the monarchy 
had to have abroad, were now available to the Bank. The majority of all 
foreign payments took place through the Bank’s mediation. Through 
this method an enormous power was concentrated in the hands of the 
Bank, which it employed in the defense of its specie reserves for the 
good of the entire economy.

III
The De Facto Resumption of Specie Payments

The discussion concerning the economic impact of Austria-Hungary’s 
currency policy is, therefore, often directed along the wrong channels, 
so there is frequently a complete misunderstanding about the nature 
of the actual circumstances at the present time. From a formal, legal 
perspective that focuses on the literal letter of the law, it is constantly 
pointed out that specie payments are still suspended within the mon-
archy. And from a purely legal point of view, it cannot be disputed that 
the Austro-Hungarian Bank remains exempt from meeting any obliga-
tion of redeeming on demand its notes for legal coinage in the precious 
metals. But we consider this legal fact to be of secondary importance.

From the economic perspective, the suspension of specie payments 
has no importance, because for twelve years the Bank has made no use 
of this legal clause; not for a single day has it barricaded itself behind 
Article 111. The Bank has been prepared at all times to issue gold and 
gold-backed foreign exchange, checks, and so on to anyone who was 
in a position to transfer to the Bank the equivalent value in its notes 
or other Austrian payment instruments. Therefore, no further particu-

26. See Bilinski, op. cit., pp. 8ff.; Zuckerkandl, op. cit., pp. 441ff.
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lar explanation is required for explaining the stability of the foreign 
exchange rates since 1896. De facto, if not legally, Austro-Hungary is 
currently a gold-standard country. For this reason, any increase in the 
price for foreign exchange on the Viennese bourse that would be above 
the upper gold point is already impossible, because the Bank constantly 
supplies foreign exchange at a lower rate.

Looked at in this way, it is unimportant that the Austro-Hungarian 
Bank primarily, but not exclusively, issues foreign exchange and checks 
backed by gold, instead of actually exporting gold like other central 
banks. In no way does this indicate the Bank’s desire to step back from 
its voluntarily assumed obligation to make specie payments. In fact, the 
opposite is true, since the Bank issues foreign exchange below the gold 
point, making it more advantageous to receive and to provide these 
instruments instead of any actual gold.

The Bank also has not viewed its supply of gold as a noli me tangere 
[an untouchable item], but rather has willingly placed it at the service 
of the business world. The Bank has exported gold as often as this has 
been considered necessary to replenish any reduction in its reserves of 
foreign assets, and receives an equivalent value in foreign exchange or 
other assets at its various branches, which it can then control by the 
issuing of checks.

Equally irrelevant is the fact that, in general, it is not possible to 

27. One actually has to designate the Austrian currency as a “limping” gold standard, because 
the silver fl orin is currently still the face-value coin. However, the Austro-Hungarian Bank 
never attempted to conduct a gold premium policy following the French, particularly since this 
amount will be reduced in the coming months by 28 million crowns by the further minting of 
fi ve-crown coins.
28. Because in the following pages, an “upper gold point” is repeatedly discussed, this requires 
a more detailed explication. As long as the Bank prevented the exporting of gold by issuing 
foreign exchange, the upper gold point had no practical meaning; this will not change even 
after the legal resumption of specie payments in gold, unless the Bank completely abandons 
the foreign exchange policy that it currently follows. Because a precise, theoretical determina-
tion of the upper gold point is diffi cult to establish, the Bank, which requires a guideline for 
issuing its foreign exchange, used as a rule of thumb to always issue foreign exchange at a price 
that was closer to parity, as this was defi ned by the variations in the exchange rates in Berlin 
and London. By following this rule, it developed that the fl uctuations in the foreign exchange 
rates were milder in Vienna than in the countries with specie payments. See Landmann, “Die 
währungspolitischen Aufgaben der schweizerischen Nationalbank,” Schweizerische Blätter für 
Wirtschafts- und Sozialpolitik, vol. 15, pp. 307ff. A statistical review of the large amount of mate-
rial available might provide interesting details; however, hardly anything would be changed as 
a result.
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know in Vienna at what price the Bank will be ready to supply foreign 
exchange. It is no different in Berlin and London; even there no one 
can know at what price foreign exchange will be demanded the next 
day, and the only constant is that the gold points form the limits for 
any fl uctuations in the foreign exchange rates. Exactly the same is the 
case in Vienna: the lower boundary of the exchange rate is determined 
already by the legal obligation of the Bank to redeem every kilogram of 
gold offered to it at the rate of 3,280 crowns (less the minting fee of two 
crowns); the upper boundary may not be legally fi xed, but for all practi-
cal purposes it has been set at a rate lower than the upper gold point, as 
shown by the fact that the Bank never refuses to supply gold or foreign 
exchange below that upper point.

Admittedly, one could argue that while the Bank does indeed at this 
time voluntarily supply foreign exchange below the gold point, it, how-
ever, does not have to do so and could refuse to at any time; or it could 
refuse to supply it at lower prices, or at least it could refuse to issue it 
to certain individuals such as well-known arbitrage dealers. Whoever 
makes this claim, however, would only demonstrate his limited knowl-
edge of the politics and economics of the situation. Under the current 
rules, the Bank could not introduce a change of such importance as re-
fusing or restricting the supplying of foreign exchange against the wishes 
of both governments. No minister would give his agreement to this 
step without a very pressing need. Nor could there be a shift away from 
the Bank’s current policy of exporting gold on demand, until all other 
means were found to be ineffective at stemming an outfl ow of gold.

The Bank would no more thoughtlessly resort to such a drastic 
measure as discontinuing gold payments than would any of the other 
countries that are legally required to make such specie payments. The 
impact on the market would be the same as the suspension of specie 
payments in any of the gold-standard countries. The immediate effect 
on the currency market from doing so, and, through this, its effect on 
annuities rates and other securities, would be devastating, to say noth-
ing of the deeper, more long-term effects on the entire economy from 
a new agio emerging for a period of time.

Legally, it may very well be the case that specie payments are cur-
rently made voluntarily by the Bank only because they could be dis-
continued under tacit agreement with the government; whereas after 
legal resumption of specie payments, a law or at least an imperial 
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emergency decree with the temporary force of law would be required 
for specie payments to be stopped. From an economic perspective, 
however, the voluntary nature of specie redemption does not really 
exist, because the historical precedent of making such payments 
leaves no choice other than requiring the legal introduction of specie 
payments.

The domestic and foreign stock exchanges, as well as the banking 
world in general, have been accustomed to the current situation for 
a long time; and understanding the nuanced reality of this aspect of 
public life in the country, these markets have assigned the same value 
to the currency of the Austro-Hungarian Monarchy as they do to other 
gold-standard countries.

In these circumstances, the legal resumption of specie payments, as 
both governments requested it in the spring of 1903, represents noth-
ing more than a legal formality. It would mean only that the law rec-
ognized an already existing situation; the economic reality of specie 
payments that now already exists would be made into the permanent 
rule by a formal legal adoption of a gold standard. For quite some time 
now, specie payments have already been implemented for all practical 
purposes, with banknotes being fully redeemable.

The secretary general of the Austro-Hungarian Bank, Hofrat von 
Pranger, therefore, justifi ably asserted in a session of the General Coun-
cil on April 2, 1903, shortly after the introduction of the guidelines, that 
as far as the Bank is concerned, questions connected with the intro-
duction of specie payments had already been decided. Whether or not 
the Bank was legally obligated to redeem its notes for a precious metal 
was no longer a deciding factor in the Bank’s behavior as guardian of 
the currency. The Bank would take exactly the same measures in the 
defense of the currency after the legal resumption of specie payments 
as it took currently, if the necessity for a defense of the currency were 
to occur. The Bank does not currently refuse to pay gold upon de-
mand for domestic use or for foreign transactions, and nothing will 
be changed by a legal provision. Austro-Hungary thus currently makes 
specie payments in practice, if not as a legal obligation.

It is therefore unnecessary to ask how it has been possible for the 
Austrian currency to have so stable a value since 1896, since this 
 appears to be suffi ciently explained by the policy of de facto specie pay-
29. See Neue Freie Presse, April 1, 1903.
30. See Abendblatt der Neuen Freien Presse, April 2, 1903.
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ments. Instead, it should be asked, what has made it possible for the 
monarchy to resume specie payments and to maintain them up to the 
present day?

The answer is found in the extensive account given by the Austrian 
Finance Ministry about the monarchy’s balance of payments, which is 
the only one currently available in the entire statistical literature. It 
shows that the balance of payments was “positive” even when this was 
achieved only by a considerable export of investments. Therefore, the 
Austrian economy constantly had suffi cient foreign exchange available 
in order to meticulously meet any foreign demands.

The generally favorable pattern of the balance of payments naturally 
does not exclude the fact that for longer or shorter periods of time there 
temporarily has been an unfavorable exchange rate. A particularly se-
vere disruption of this type was caused by the widely discussed devalu-
ation of the Austrian currency in 1893. The agio appeared for the last 
time toward the end of 1895: since 1896 it has been completely gone. Is 
this an indication, perhaps, that since 1896 there has not even been a 
temporary need to export gold to cover a momentary defi cit in the bal-
ance of payments?

Most certainly not. Even after 1896, the monarchy’s balance of pay-
ments—and this occurs in all countries, even in the wealthier ones—
has repeatedly shown a defi cit. However, the Austro-Hungarian Bank 
had changed its policy method in the meantime: it had learned to con-
duct a discount policy and indeed to conduct it as vigorously as the 
circumstances required: that is, the Bank would increase its discount 
rate to bring about an improvement in the balance of payments. In 
addition, the Bank has every time supplied gold and foreign exchange 
for export whenever required. This was made possible due to the large 
precious metal reserves and the stockpile of gold-backed currency that 
the Bank had accumulated over time.

The change in the Bank’s activities, which it completed during 1896 
without any fanfare, remained unnoticed by the public for a long pe-
riod of time. Only gradually have people begun to recognize its impor-
tance, and it has still not yet entered everyone’s awareness that with the 
actual resumption of specie payments, the great task of the currency 

31. See Tabellen zur Währungsstatistik, 2nd ed., pt. II, pp. 213ff.; Gruber, “Bericht betreffend 
eine Statistik der internationalen Zahlungbilanz,” Internationale statistische Institut X. Session 
(London, 1905); Fellner, Die Zahlungsbilanz Ungarns (Vienna, 1908), pp. 1ff.
32. See Kalkmann, op. cit., pp. 42ff.; Herz, op. cit., pp. 493ff.
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reform has been fully successful with only its formal adoption still re-
maining to be completed.

IV
The Alleged Advantages of Suspended Specie 
Payments for the Currency Market

The difference between legal and practical specie payments, which we 
have just developed, is not covered by the distinction between com-
pulsory and de facto specie payments that is widely used in discussions 
about the Austrian currency. Compulsory specie payments, according 
to this distinction, mean the regulations governing the monetary sys-
tem that would come into effect following, for example, the adoption 
and implementation of the specie payment guidelines of 1903; that is, 
a monetary constitution that legally obligates the Bank to redeem its 
notes for specie. In contrast, the present arrangement of de facto specie 
payments is one in which the Bank has the authority to redeem its 
notes, but is not under the obligation to do so.

Indeed, the Bank does redeem them voluntarily, but the fact that 
this occurs only voluntarily, it is said, carries a weight of great impor-
tance. That is to say, this enables the Bank at any time to refuse to 
export gold and, in this manner, to protect its specie holdings and the 
currency during periods of rising interest rates on the international 
currency markets without having to implement a reciprocally spiraling 
hike in the discount rate. The expectation that the Bank may not pay 
in gold frightens away those who would desire to acquire foreign pay-
ment instruments merely to invest abroad at higher rates of interest; as 
a result, such individuals do not apply to the Bank for redemption, and 
thus the Bank does not have to actually refuse such demands for specie 
payment.

On the other hand, those with legitimate commercial claims for spe-
cie payments in order to import goods, as well as the demands by large 
bond debtors (countries, provinces, municipalities, private railways, 
mortgage banks, etc.) who need to redeem coupons that are reaching 
maturity can count on the Bank meeting their demands at any time. 

33. The linguistic usage is quite fl uid. Many understand the placement of gold coins in circula-
tion beginning in 1901 to be part of the de facto system of specie payments. We hold ourselves to 
the designations applied in the best journalistic works about the Austrian currency.
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The entire economy, it is said, enjoys the advantages of a currency that 
is internationally stable in value at a low discount rate.

The Bank’s “active” foreign exchange policy consists in its refusal to 
provide to other banks the fi nancial instruments that they may wish to 
export to invest abroad at more favorable interest rates than those avail-
able domestically. An increase in the foreign exchange rate above an ac-
ceptable level does not take place in spite of the Bank’s refusal to supply 
foreign exchange for short-term investment abroad. At a slightly higher 
foreign exchange rate the demand for foreign exchange stops of its own 
accord, because from these bankers’ point of view the low likelihood of 
being able to gain from the interest rate arbitrage does not justify the 
risk of a loss on the foreign exchange. Thus, under our current currency 
arrangement, the Bank does not face the problem of having to com-
pletely match the interest rate policies being followed in other coun-
tries, under the fear that other banks would drive up the exchange rate 
and withdraw gold in an attempt to capitalize on the interest rate dif-
ferentials. It does not have to copy every increase in interest rates abroad 
with no concern for whether or not this would place an undue strain on 
the domestic credit market. It will be different after the introduction of 
legal specie payments. Then every banker will be in a position to pre-
sent banknotes for redemption and claim as much gold from the central 
bank as he wants to send abroad in order to capitalize on the higher in-
terests prevailing there. The Bank will see its foreign currency portfolio 
increase and its gold reserves decrease; and, since the Bank will have to 
offer a rate of interest suffi ciently high to stop the fl ow of gold abroad, 
the higher rate of interest will at the same time raise the cost of borrow-
ing for the entire domestic economy. Therefore, the benefi t received by 
the entire domestic business community from a low rate of interest will 
have to be sacrifi ced for the private economic advantage of the fi nancial 
sector.

It is believed that the validity of this argument may be seen espe-
cially in the events on the currency markets during the tensions in 1906 
and 1907. During this time, the Austro-Hungarian Bank in fact suc-
ceeded in defending its gold reserves with an interest rate that did not 
rise above 6 percent, while at the same time the bank rate in  London 

34. See “Barzahlungen und Währungspolitik,” Die Zeit, September 25, 1907; see, in addition, 
“Die Devisenpolitik der Bank,” Die Zeit, August 23, 1907; Riedl, “Fakultative oder  obligatorische 
Barzahlung,” Neues Wiener Tageblatt, July 14, 1907; Müller, Die Frage der Barzahlungen im 
Lichte der Knappschen Geldtheorie (Vienna, 1908), pp. 41ff.; and fi nally, the texts cited on 
pages 37 and 38 in footnotes 7 and 8.
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amounted to 7 percent and in Berlin to even 7.5 percent. If, like the 
other European central banks, the Austro-Hungarian Bank were solely 
dependent on its discount policy for a defense of the currency, it would 
defi nitely have had to take refuge in a higher interest rate in order to 
prevent an outfl ow of gold. And because Austro-Hungary is a debtor 
country, the interest rate would have to have been even higher here 
than abroad in order to get creditors to defer making their claims.

If we compare the discount rate of the Austro-Hungarian Bank with 
that of the German Reichsbank in 1898, the result is that the average 
rate in Berlin was higher than in Vienna; only in 1899 was the average 
rate the same for both banks, and throughout 1902, with some excep-
tions, the average rate in Vienna was not quite a quarter of a percent 
higher than in Berlin. In 1903, 1904, and 1907, the bank rate in Vi-
enna was also lower on average than the rate in London; this differ-
ence amounted to a quarter of a percent in 1903 and was negligible 
in 1907. One must, however, keep in mind that the Bank of England 
discounted below its offi cial interest rate, while the Austro-Hungarian 
Bank has not done this for many years. A comparison with the French 
situation, with respect to the particular position of the Parisian cur-
rency market, does not show anything of signifi cance.

Of particular note is the great stability of the Austro-Hungarian 
Bank’s discount rate. It never climbed as high as that of the German 
and English central banks, and it also never fell as low. In the six-
teen years from 1892 up to and including 1907, the Bank of England 
changed its discount rate seventy-four times; the German Reichsbank 
did so fi fty-seven times; the Austro-Hungarian Bank, twenty-one times; 
and the Bank of France, ten times.

For the movements of international precious metals, however, it is 
the market discount rate, not the Bank’s discount rate, that is decisive. 
The leading position on the currency markets defi nitely centers on the 
private discount rate.

Comparative Table of the Private Discount Rate 
for Three-Month Bills (according to the annual 
average)

Year Vienna Berlin Paris London

1892 3.66 1.81 1.75 1.33
1893 3.73 3.17 2.25 1.67
1894 3.58 1.74 1.63 1.70
1895 4.34 2.01 1.92 0.81

(Continued)
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Year Vienna Berlin Paris London

1896 3.85 3.04 1.75 1.52
1897 3.69 3.08 1.90 1.87
1898 3.94 3.55 2.12 2.65
1899 4.75 4.44 2.96 3.29
1900 4.34 4.40 3.17 3.70
1901 3.65 3.06 2.41 3.18
1902 2.71 2.18 2.36 2.98
1903 3.01 3.01 2.73 3.40
1904 3.15 3.14 2.18 2.70
1905 3.25 2.85 2.42 2.66
1906 4.12 4.04 2.72 4.01
1907 4.68 5.12 3.37 3.37

A comparison of the market discount rates immediately gives a dif-
ferent view than that given by the Bank’s discount rate. It is seen that 
the interest rate on the open market in Vienna consistently remained 
above that in Berlin; even 1900 and 1907 (crisis years in Germany) and 
1903 were not exceptions to this. In general, the Viennese private dis-
count rate was similarly above the London rate; only in 1902 and 1903 
did the interest rate in London exceed that in Vienna. It is self-evident 
that Vienna also had a higher private discount rate than in Paris.

This structure of interest rates on the open market naturally does not 
exclude the fact that sometimes the rate in Vienna temporarily stood 
considerably below the rates in foreign countries. This was most clearly 
observed during the critical events in the last quarter of 1907.

Private Discount Rate for Three-Month Bills in the Last Quarter 
of 1907

Monthly Average Vienna Berlin London Paris

October 4.965 4.907 4.456 3.375
November 5.280 6.620 6.535 3.880
December 5.728 7.068 5.853 4.000

It can be seen that sometimes even the private discount rate in Vi-
enna sank below that in the Berlin and London markets, and that the 
Austro-Hungarian Bank’s discount rate was in general lower than that 
of the German Reichsbank, and even temporarily lower than that of 
the Bank of England.

The predominant explanation that the Bank could follow this inter-
est rate policy due to the peculiarities of the Austrian currency system 
is totally unjustifi ed.
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Above all, it is not the case that the Austro-Hungarian Bank “sim-
ply refused to export foreign exchange and gold, when it considered 
this as only serving the purpose of facilitating foreign investments.”  
The Bank’s conduct was a far cry from this explanation. Whenever it 
seemed advisable under the circumstances, the Bank sent gold abroad. 
If the domestic currency requirements were temporarily low and the 
Bank’s gold holdings relatively high, the Bank would trade a portion 
of its gold reserves for interest-earning foreign exchange, rather than 
have the gold reserves remain in its vaults earning no interest. During 
extremely stressful times on the international currency markets, such 
gold exports by the Bank take on increased importance, because they 
help alleviate the situation on the international currency markets and 
therefore directly bring about an improvement on the domestic cur-
rency market.

This naturally assumes that domestic claims made on the Bank are 
suffi ciently low that the gold does not have to be held, even under the 
most stringent observation of the regulations relating to gold reserves. 
Even putting aside the specifi c regulations concerning gold backing 
for the ten-crown notes and a portion of the banknotes that replaced 
the state notes, up to now the total notes in circulation have been far 
below the Bank’s authorized maximum limit of two and a half times 
the precious metal reserves (holdings in gold in domestic and foreign 
coins as well as bars, silver fl orins, token coins, and foreign exchange 
up to a maximum of 60 million crowns), even during times of heaviest 
demand, and are predicted to remain even lower in the years to come.

The only concern is if the Bank, due to gold exported abroad, runs 
the risk of exceeding its tax-free limit of 400 million crown notes in 
circulation. Every increase in notes above this limit imposes a 5 per-
cent tax on the Bank; if the interest rate earned by the Bank does not 
exceed 5 percent, it suffers a loss from issuing these notes. The income 
earned from gold exported to foreign markets can, under certain cir-
cumstances, completely cancel out these losses. The Bank’s concern 
over this statutory regulation disappears as soon as its discount rate 
rises to 5 percent or higher, which is usually the rule in times of great 
fi nancial distress.

The correct policy for the Bank, then, in these circumstances, is to 
send gold abroad in trade for interest-earning foreign exchange. The 

35. See “Die Devisenpolitik der Bank.”
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general economic advantage joins the private economic gain of the 
bank stockholders and the state treasury, both of whom are keenly in-
terested in the profi tability of the Bank. Thus, the gold sent abroad 
helps to mitigate the rise in the price of gold on foreign exchange mar-
kets and at the same time reduces the demands made on the Bank by 
those at home who want to send gold abroad in order to profi t from 
the higher interest rates. Because the difference between Viennese and 
foreign interest rates becomes smaller than it would have been without 
the Bank’s gold exports, the incentive to acquire foreign currency or to 
export gold is lessened. In essence, this is exactly the same policy re-
peatedly followed by the Bank of France. The assistance that the Bank 
of England received from its French sister institution during the Baring 
Crisis and in autumn 1907 had its basis primarily in the discount pol-
icy followed in Paris. France most effectively protected its liquid assets 
and its relatively low interest rate simply by making its gold available 
abroad. The gold holdings of the Bank of France are enormous, and 
the Bank is not obligated by any legal clauses to maintain a particular 
ratio of currency to gold backing. It can, therefore, easily do without a 
large amount of gold and, like the Austro-Hungarian Bank, come to 
the assistance of foreign markets at critical moments.

By exporting gold, however, the Austro-Hungarian Bank increases 
its holdings of foreign exchange and other foreign assets. It is thus in a 
position to sell foreign exchange to those capitalists who want to send 
gold abroad, and can sell it at a price which always lies below the up-
per gold point. In this case, therefore, it never comes to an actual ex-
port of gold through private hands. The entire transaction peters out 
through foreign exchange passing into private hands out of the Bank’s 
portfolio. The effect on the domestic currency market, however, is the 
same as an actual export of gold. Notes fl ow back into the Bank and 
the market rate rises.

Foreign central bank disclosures about the transfer of the precious 
metals indicate the international gold transactions that have already 
occurred. The situation is not as simple in reference to the Austro-
Hungarian Bank. In general, the Bank’s foreign exchange activities 
can be documented only through movements in “other assets” on the 
Bank’s balance sheet. If the accrual of “other assets” corresponds to a 
decrease in gold reserves, then it can be construed from this that the 
Bank exported gold and acquired foreign receivables in exchange for it. 
A decrease of “other assets” can indicate any number of activities. If it 
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corresponds to an increase in the “foreign exchange reserves,” that is, 
those foreign exchange assets that are calculated as part of the gold re-
serves, then this can be considered to be a purely accounting operation, 
under which long-term foreign exchange that has come to be qualifi ed 
as part of the foreign exchange reserves has been added to the precious 
metals account. It is also conceivable that the Bank has applied foreign 
exchange to its asset accounts with its corresponding banks. If with a 
decrease of “other assets” there occurs no corresponding increase in its 
precious metal holdings or in its foreign exchange reserves, then one 
must conclude that there occurred a transfer of foreign exchange and 
checks to the private sector, which has to be considered as a decrease 
in the circulation of notes.

The Bank avoids the need for supplying gold for export; however, since 
the voluntary introduction of specie payments that took place in 1896, it 
has never refused to supply foreign exchange below the upper gold point. 
It is possible, therefore, that requests for the surrender of actual gold 
never reach the Bank because, in these circumstances, it is cheaper to 
export foreign exchange than it is to export actual gold. For the Bank 
alone, with its large, non-interest-bearing reserve of gold, the export of 
gold is lucrative at any time, because it thereby exchanges uninvested 
capital for interest-bearing capital; for other capitalists, only an increase 
in the foreign exchange rate above the upper gold point creates an in-
centive for an actual export of gold. As soon as the Bank observes the 
emergence of a speculative demand for foreign exchange, it immedi-
ately increases the discount rate in order to defend its foreign exchange 
holdings and, therefore, its gold reserves. The Austrian situation differs 
from the mechanism of the international movement of precious metals 
as illustrated by Goschen only in that the export of gold and the trade 
in foreign exchange are concentrated in the hands of the Bank.

As long as the Bank monopolizes the gold trade and the foreign ex-
change rate does not reach the upper gold point, the Bank has a preem-
inent though not a dominating position on the foreign exchange mar-
ket. The Bank encounters competition from other banks, and therefore 

36. [Viscount Goschen, The Theory of the Foreign Exchange, 3rd ed. (London: Effi ngham Wil-
son, 1919). George Goschen, First Viscount Goschen (1831–1907), was a prominent British lib-
eral who later switched to the Conservative Party. He served at various times as vice president 
of the Board of Trade, paymaster-general, president of the Poor Law Board, First Lord of the 
Admiralty, and as a director of the Bank of England. His book on the workings of the foreign ex-
change market is still considered a classic on the mechanisms of international exchange.—Ed.]
37. See Bilinski, op. cit., p. 3.
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has to direct its foreign exchange sales according to market prices. The 
foreign exchange rates on the Viennese bourse are subject to the same 
determining forces as the Berlin or London markets. The rates cannot 
fall below the lower gold point, because otherwise it would be more 
lucrative to acquire gold and deposit it in the Bank; and it cannot rise 
above the upper gold point, because the Bank then seeks to counteract 
the dwindling supply of foreign exchange by the timely export of gold. 
This is the core of the Bank’s foreign exchange policy: always to hold 
in readiness a suffi cient reserve of foreign exchange, even if actual gold 
would have to be exported for this purpose.

Thus, it would be a complete misconception of the Bank’s actual 
activities to assert that it refused to release foreign exchange when it 
concerned speculative demands for arbitrage rather than the satisfying 
of “legitimate” needs of business. It should be incidentally noted that it 
would be extremely diffi cult to make such a clear distinction between 
legitimate and illegitimate demands for foreign exchange, which would 
be necessary for such a different handling of the two. There are certain 
types of demands for means of payment in global commerce that could 
become exceedingly disruptive for the foreign exchange rate, but which 
nevertheless cannot be considered to be illegitimate: for example, the 
demand for foreign exchange to make payments for investments pur-
chased abroad (even possibly speculative ones) that are fl owing back 
to the domestic market. These backfl ows, however, appear regularly as 
soon as a persistent scarcity of money exists abroad.

The rates for Austrian as well as Hungarian bonds may remain rela-
tively higher on the domestic market, due to the strong demand of do-
mestic private banks, savings banks, and primarily the postal savings 
bank to meet their capital requirements by switching into fi xed- interest-
earning assets, when dividends on stocks are low or nonexistent.

A drop in the rate of Austro-Hungarian investments in the foreign 
markets does not generally generate a subsequent and corresponding 
drop on the Viennese and Budapest markets, therefore, because the 
domestic credit institutions purchased these assets and then sought to 
sell them to the broader public. Any diffi culties created for the (doubt-
less speculative) acquisition of those fi nancial instruments fl owing 
back to the domestic market would shake the trust in the stability of 
their rate of return and increase the cost of credit far more strongly and 
more persistently than would ever be caused by temporary increases in 
the discount rate.
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It should, incidentally, not be denied that the Austrian Ministry of 
Finance possesses an entire series of powerful instruments that it could 
use to prevent the large fi nancial institutions from speculatively acquir-
ing foreign currencies. We completely disregard the fact that at every 
Austrian credit-issuing institution a functionary of the Finance Min-
istry is appointed as presiding commissioner, to whom the task falls of 
overseeing that institution’s fi nancial conduct; and that at two major 
Viennese banks the director (governor) was appointed by the crown.

However, it is far more important that over the last twenty-fi ve years 
legislation has been passed that, more or less, has brought every type of 
economic activity under the unrestricted discretion of state oversight. 
This is not the place to provide more details about this oversight, or 
to demonstrate how Austria has turned away from political-economic 
individualism faster and more effectively than have other European 
countries. For anyone desiring to place obstacles in the way of a bank 
or an industrial enterprise in which a bank is interested, there is no 
more suitable method than this state oversight, including its desire to 
export gold. We do not want to claim that any such actions against 
the exportation of gold have ever occurred. On the contrary, as we 
will demonstrate later, we think that the banks themselves have never 
demonstrated the intention of sending gold abroad as a monetary in-
vestment, because there have existed within the borders of the monar-
chy opportunities for more profi table uses of their capital. Thus, there 
has not been the need for initiating threats or making appeals to their 
patriotism.

However, in the exceptional case that an Austrian bank still had the 
intention of loaning a large sum abroad—perhaps in order to come to 
the assistance of one of its own foreign subsidiary institutions or of a 
closely associated enterprise—the Austro-Hungarian Bank still has an 
effective weapon on hand in order to prevent this type of undesired 
gold export. The Bank is the ultimate source for monetary instru-
ments within the country, and all other banks are obligated to main-
tain good relations with it, because they have to retain the possibility 
of re-discounting their portfolios with the central bank. Under these 
circumstances, a nod by the central bank is suffi cient to bring an end 
to any demand for foreign exchange. The source for the closing off of 
this demand is neither the legal suspension of specie payments nor any 
related circumstance; rather it lies in the fear of possible countermea-
sures on the part of the central bank. The Bank’s position of power on 
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the currency market would not be in the least weakened by the legal 
resumption of specie payments. It is generally known that the German 
Reichsbank, which is obligated by law to make specie payments, suc-
cessfully uses similar methods to prevent the export of gold.

At the moment that the Bank actually absolutely refused to sup-
ply foreign exchange, or supplied it only below the upper gold point, 
whether for everyone or only for gold exporters, or indeed at the mo-
ment the possibility even existed that the Bank would plan or seriously 
consider doing it, the foreign exchange rate would skyrocket. The agio 
would experience a substantial height, because the demand for for-
eign exchange would rise to a signifi cant magnitude given the avail-
able supply. The domestic currency market would be gripped by panic; 
foreigners who have deposited their monies in Austria and Hungary 
would forcefully attempt to withdraw them; on the foreign stock mar-
kets, a massive offering of Austrian and Hungarian investments would 
emerge at falling prices; and the monarchy would face the choice of 
either quietly observing the fall in the rates on investment or would 
have to at least temporarily buy them up and pay for the securities that 
were fl owing back into the country. In addition, there would then arise 
a domestic demand for gold-backed currency on the part of those who 
wanted to cover, on a timely basis, foreign payments that were coming 
due at a later date.

A refusal by the Bank to supply gold would have the same effect, 
then, as a serious economic crisis or an impending political and mili-
tary disaster. The effect on the bourse would be the same as the sus-
pension of specie payments in a country legally obligated to pay them.

It should also be emphasized, again, that the Bank does not even 
remotely consider refusing to supply foreign exchange and checks 
abroad, and it is determined even in serious times of crisis to continue 
actual specie payments for as long as it is absolutely possible; this is no 
different from the central banks of England and France, and the Ger-
man Reichsbank. In this endeavor, the Bank can count on the vigorous 
support of the state and the approval of the entire business community. 
How fi rmly the market trusted the Bank’s willingness and ability to 
pay specie was seen in the diffi cult days of November 1907; during that 
time and in spite of many diffi culties the thought that the Bank would 
discontinue the delivery of foreign exchange was not considered even 
for an instant.
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The often-heard claim that the Bank maintains the stability of the 
foreign exchange rate through the abolition of speculation should 
also receive a few words. The Bank, it is said, appears on the foreign 
exchange market as a supremely powerful counterforce that has par-
alyzed speculators who have an interest in frequent and severe price 
fl uctuations. We are confronted here with that widespread and ama-
teur view that tries to connect all adverse and apparently inexplicable 
market events back to speculative activity. On the one hand, reference 
is made to the well-known legal and criminal prohibitions against ar-
bitrage. On the other hand, it is asserted that the Bank does not com-
pletely suppress foreign exchange speculation, but instead limits it to 
a narrow band between the two gold points. However, the Bank ac-
complishes this by no means other than by actual specie payments, 
identical, for example, to the actions of the Bank of England. If the 
initial assertion is accepted, then it also would be necessary to say that 
the Bank of England prevents an increase in the foreign exchange rates 
on the London market by consciously engaging in counterspeculation 
by, at any time, supplying gold at a fi xed price.

Thus, it cannot be claimed that the relative low Viennese currency 
rate is connected to the fact that the Bank is not obligated to make 
specie payments. The Bank does not make use of its right to refuse 
redemption on demand, and could not do so without the greatest dam-
age to the stability of the foreign exchange rate. The entire doctrine of 
the alleged advantages from merely de facto specie payments that are 
not obligatory under the law to secure a lower level of interest rates, is 
nothing more than a repetition of the old theory of “isolated” countries 
that lack currencies backed by precious metals, a theory that has been 
repeatedly disproved, most recently by Kalkmann.

During the era of paper money the assertion was made that the in-
ternational money market could not infl uence the Austrian currency, 
because its value was independent of foreign currencies, and therefore 
the monarchy could not be negatively affected by any outfl ow of spe-
cie. The conclusion was made that it was not necessary for the Austro-
 Hungarian Bank to align its discount rate to those set by Western Eu-
ropean central banks. Since the country already had to bear all the 
disadvantages of a paper currency, it could at least benefi t from the one 

38. See Kalkmann, op. cit., p. 48.
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advantage of its monetary isolation: the ability to adjust the interest rate 
to refl ect the country’s domestic needs and conditions, with only the 
most cursory consideration to external circumstances.

Wilhelm von Lucam, the long-serving secretary general of the 
 Austro-Hungarian Bank, had already fought this error for a generation 
and argued the following proposition: the Bank can do nothing with its 
discount policy that would be forbidden to a bank making specie pay-
ments, and is not prevented from doing anything that is obligatory to 
such a bank. He did not succeed in convincing his opponents. Similarly 
unsuccessful were the events of 1879–87 and 1893–94, during which the 
lack of an active discount policy led to a marked increase in the agio.

We have demonstrated that even today, the low bank discount rate 
in Vienna cannot be explained in this way. We must attempt to fi nd 
another explanation for the evident fact that the Austro-Hungarian 
Bank actually makes specie payments and can maintain an interest 
rate lower than the central bank of the much richer German Empire.

V
The Discount Rate in Austro-Hungary in Relation 
to Foreign Discount Rates

Any theory that sees in the legal suspension of specie payments an ex-
planation for the advantageous level of the discount rate in Austria-
Hungary starts with the assumption that the interest rate in a debtor 
country like the Austro-Hungarian Monarchy necessarily must be 
higher than in creditor countries like England, Germany, France, and 
Holland. An incentive for foreigners to acquire Austro-Hungarian in-
vestments has to be created, and the most reliable way of doing so is by 
offering a higher rate of interest.

39. [Wilhelm von Lucam (1820–1900) was the secretary general of the Austrian National Bank 
in the mid-1800s, at the time when the growth of joint-stock banks confronted the central bank  
with an increasingly diffi cult task: to secure suffi cient liquidity and to prevent an infl ationary 
expansion of the money supply with a limited range of policy instruments. The very close and 
personal contact between managers of the central bank and leading participants of the Vien-
nese fi nancial center made an informal agreement in critical situations easier. However, when 
disagreements among the managers of the central bank arose, it was occasionally necessary to 
push through resolutions that had not been agreed upon unanimously. The words of Wilhelm 
von Lucam exerted great infl uence in that small circle of businessmen who dominated the 
Viennese money and capital market.—Ed.]
40. See Lucam, Die österreichische Nationalbank während der Dauer des dritten Privilegiums 
(Vienna, 1876), pp. 66ff.
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The validity of this statement for the capital market, that is, the mar-
ket for long-term investments, cannot be doubted. Austria-Hungary, in 
fact, is in debt to foreign countries to a very large extent. According to 
reports issued by the Austrian Ministry of Finance about the monar-
chy’s balance of payments, foreign holdings of Austrian, Hungarian, 
and Bosnian securities at the end of 1903 amounted to 9,809 million 
crowns, compared with Austrian holdings of foreign securities of only 
600–700 million crowns. The interest rate for long-term investments is 
also considerably higher in the monarchy than it is abroad. This is gen-
erally so well known that a closer statistical proof seems unnecessary. 
We will therefore content ourselves with a comparison of the market 
prices of German imperial bonds with Austrian crown bonds.

Average 
for the year

Market price 
of the Austrian 

4% crown 
bond on the 

Viennese bourse
Profi t ratio 
in percent

Market price 
of the German 

3% imperial 
bond on the 

Berliner bourse
Profi t ratio 
in percent

1903 100.74 3.97 91.49 3.27
1904 99.70 4.01 90.02 3.33
1905 100.34 3.99 90.08 3.33
1906 99.56 4.02 87.73 3.42
1907 97.54 4.10 84.15 3.56

A comparison of the bond prices of different countries is reliable up 
to a certain point. The legal formalities under which public bonds are 
issued internationally and their technical fi nancial structure have be-
come more uniform in various countries over the last several decades, 
so the cost of credit offers a benchmark for the differences in their mar-
ketability. This is not true of observed differences in central bank dis-
count rates. It has been pointed out that individual central banks have 
not imposed similar standards for determining the quality of the bills 
of exchange to be discounted, neither concerning the term of the bond 
nor regarding the type of their accrual and the number of necessary 
signatures. Attention has also occasionally turned to the central banks’ 
private rate and the treatment given to those applying for discount 
based on momentary fl uctuations on the market. Even when only look-
ing at the observable and legal bases under which credit is extended, 
the instances already cited ought to be suffi cient to demonstrate that 
the importance of the central bank rate is different in each country.

Of much greater importance, however, is the Banks’ policy for 
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 determining the actual amount of credit extended. Whether a bank 
extends a loan to a certain person and in what amount is mostly del-
egated to the complete and free discretion of its functionaries. Some-
times a line is indirectly drawn by the decision of a bank’s governing 
body that it is obligated to select its offi cers from certain circles; how-
ever, even this limitation is basically irrelevant. More often the bench-
mark for creditworthiness is determined by the general guidelines of 
that bank, and the particular principles for making such decisions that 
have  developed over time at each individual institution and from which 
great care is taken not to depart. Yet under these general principles 
the offi cials in charge have a completely free hand. Thus, even at the 
various branches of the same bank, the same practice will not be com-
pletely followed, let alone at the central banks of different countries. 
In these circumstances, any conclusions would be incorrect that are 
based on a comparison of the absolute levels of central bank discount 
rates. Only from their trends, either rising or falling, can conclusions 
be drawn about changes that are occurring on the currency markets.

The same is true for the private discount rate. Its importance also dif-
fers from country to country, and even from place to place within the 
same country. In addition, it is also subject to temporal and also secu-
lar and periodic changes. Even in the same location, the individual 
fi nanciers in the brokering of private bills cultivate their own particular 
views about what constitutes fi rst-class bills and refuse to accept other 
investments into their portfolios that they consider questionable. The 
number of fi rms whose credit is universally recognized as “excellent” is 
infi nitesimally small. The decisive factor in determining the member-
ship in this small circle is based on established business practices and 
the judgments of the participants in the credit transactions. Following 
these top, private discounts, there is also at some stock exchanges an-
other level of “second-class” bills, which are locally awarded the char-
acteristics of trustworthiness and reliability in private brokering. In ad-
dition, there are also investments that are indeed traded at the private 
discount rate; however, they are not considered fungible, and at the 
close of the business day on the stock exchange a specifi cation of its 
status is required. All of these delineations are fl uid and often are only 
discernible with diffi culty owing to the intermingling of the normal 
brokering of bills with private brokering of bills at the bourse. Only 

41. See Prion, Das deutsche Wechseldiskontgeschäft (Leipzig, 1907), pp. 62ff.
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the choicest, fi rst-class bills of exchange can be spoken of in terms of 
absolute liquidity in international transactions, and only the signatures 
of a few large banks and large bankers—“international houses” in the 
literal sense—are considered to be in this category. The majority of 
the other, private discounts are dependent upon local circumstances 
linked to their particular market, so that even within the same country 
differences in the private discount rate can appear; and in periods of 
crisis, when the needs for currency are more pressing and general con-
fi dence has been shaken, considerable differences can appear in these 
rates without actually bringing about currency fl ows. More under-
standable are similar events in relation to the stock markets of different 
countries. It would therefore be premature for one to assume from the 
mere existence of differences in the private discount rates between two 
countries that compensating fl ows of the precious metal are called for, 
or that the absence of such fl ows suggests obstacles have been placed 
in the way of the mobility of gold.

The private discount rates on individual bourses differ in their im-
portance because they generally have completely different institu-
tional arrangements. An equilibrium in the fl ow of currencies can be 
established not only through a formal equality between the discount 
rates; there can also be an inequality between discount rates on differ-
ent bourses that corresponds to an internal balancing within a bourse 
in which capitalists are too timid to deposit money abroad because of 
their limited knowledge about foreign markets or other various legal 
and political circumstances; only an especially strong incentive for un-
dertaking foreign investments may overcome this.

In this way, different discount rates existing at the same moment in 
different countries can be explained regardless of differences, also at 
the same time, in the foreign exchange rate between areas having the 
same precious metal as their currency. This is because the harmoniza-
tion of currency markets is not shown by a tendency for equalization 
between central bank discount rates or between private sector discount 
rates within the same country. Instead, harmonization is seen when 
there emerges an international abundance or scarcity of money, and 
movements in the discount rates move along parallel curves in the 
various currency markets. Gold fl ows do not result in creating a math-
ematical equilibrium between discount rates; rather they result in the 

42. See Weill, Die Solidarität der Geldmärkte (Frankfurt, 1903), pp. 26ff.
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establishment of a certain equilibrium relationship between interest 
rates in the individual countries; in their absolute level, however, the 
discount rates are infl uenced far more by national determinants than 
by international ones.

It is clear that the discount rate within the monarchy is dependent 
upon events on the international currency market. The private discount 
rate in Vienna rises and falls in parallel to the markets in Berlin and 
London; and whenever exceptions appear, these can always be traced 
back to particular events on the national currency market, regardless 
of whether there is an especially large excess supply of or demand for 
currency. The types of domestic events that can counteract interna-
tional tendencies occur just as frequently on the currency markets of 
the Western countries.

It would be misleading in such a discussion to ignore the monar-
chy’s large foreign indebtedness. These debts are owed on the capital 
markets, and not on the currency markets where foreign–owned assets 
in Austria occasionally confront the much smaller counterclaims of 
Austrian-owned assets abroad. This strongly contrasts with the situa-
tion in Imperial Germany, where German-owned foreign investments 
are estimated to be 16 billion marks; yet Germany is continually bor-
rowing large amounts from abroad on the currency market.

Foreign countries can acquire bonds in Vienna by returning Aus-
trian and Hungarian investments they hold; but due to the high ratings 
of these securities, such operations are not easily accomplished. The 
lack of short-term debt abroad strengthens the position of the Austrian 
currency market to an extraordinary degree during times when dis-
count rates are high. Foreign countries are not able to withdraw assets 
from the monarchy at these times, because they do not have debts at 
their disposal that are coming due; instead, they have to shift to bor-
rowing on the Austrian money market. In Austria, such foreign ap-
plications for loans have to compete with the opportunity offered to 
Austrian capitalists for lending their money in Hungary instead. The 
offi cial Bank rate provides only a very unsatisfactory indication about 
the interest rate prevailing in Hungary, parts of Galicia, and in Bukov-
ina. The Austro-Hungarian Bank is considered of limited use for lines 
of credit in these areas. The need for credit by producers and traders in 
these parts of the empire are primarily provided by private banks, pro-
vincial banks (called “Sparkassen” in Hungary), and trade associations, 
whose intermediation enormously increases the cost of credit. Only in-
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directly does the central bank infl uence the terms for credit through 
these other institutions.

In Hungary, mortgage rates of 6 to 8 percent are not unusual, and for 
personal or corporate debt it can be as high as 10 to 12 percent. Those 
provincial fi nanciers are in a position, even at the high interest rates 
they pay, to assure themselves of 2 percent or more above the Bank 
rate. Austrian lenders enjoy a monopoly over these fi nancial assets, be-
cause they are the only ones in a position to judge the creditworthi-
ness of these individuals and institutions. Their incentive to loan funds 
abroad is always very low, because they can enjoy a rate of interest in 
their Hungarian transactions that widely exceeds the highest rate they 
can earn at any time on the international currency market.

If foreign claims on the currency market of the monarchy are thus 
relatively low, then so too are the domestic claims. No complaint is 
repeated more often in the Austro-Hungarian Bank’s annual reports 
than the lament that a more intensive use of the Bank’s capital is not 
possible. If the smooth development of the German economy suffers 
from the fact that the demand for new capital exceeds available sav-
ings, the opposite is true for Austria, though less so in Hungary. Invest-
ment activity is low and the unfortunate political situation has para-
lyzed the enterprising spirit in Austria. The previous Austrian minister 
of commerce correctly pointed out that in Austria monetary liquidity is 
not a sign of economic prosperity, but instead a sign of stagnation and 
the languishing of entrepreneurial activity.

Even if it were assumed that legal resumption of specie payments 
would change this unfavorable economic situation and bring about a 
rise in the rate of interest, there still would be no reason to resist its 
implementation. The goal of a sound economic policy is not main-
tenance of a low market rate regardless of the circumstances. Rather, 
its goal is to unleash the use of the country’s productive resources. Be-
tween the two evils of an economic depression or high interest rates, 
the latter is certainly the lesser of the two evils.

VI
The Costs of the Foreign Exchange Policy

Professor Georg Freidrich Knapp is the author of the pathbreaking 
work Staatliche Theorie des Geldes [The State Theory of Money]. He 
has received credit for being the fi rst to attempt a unifi ed, comprehen-
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sive view of modern currency policy. He is also generally known for 
diametrically opposing the Austro-Hungarian Bank’s foreign exchange 
policy of coordinating its discount policy with that of other central 
banks. Both are acts of exodromic management. Exodromic interven-
tions are necessary in order to establish intercurrency exchange rate 
stability, Knapp argues, because the exchange rate does not, as com-
monly believed, automatically adjust even when there are full-fl edged 
specie payments. Every exodromic action requires sacrifi ces, Knapp 
says. Those businessmen who discount bonds and who receive loans at 
the Bank on the basis of collateral make these sacrifi ces in the form of 
reduced profi ts as the price for the Bank’s following its discount policy.

The Bank also makes sacrifi ces due to its foreign exchange policy, 
Knapp states. However, at the end of the day the Bank does not really 
make this sacrifi ce, because it expects to be compensated for it by the 
state. The Bank employs a portion of its capital to purchase a large 
quantity of bills of exchange on the English market and continually 
replenishes it as soon as any particular bills reach maturity. It occasion-
ally purchases these bills with the intent of making a profi t whenever 
the exchange rate should prove favorable; but more often than not, the 
Bank acquires the bills at unfavorable rates regardless of what they may 
cost. In addition, the Bank releases these bills at parity as soon as the 
exchange rate becomes unfavorable. In this way, the Bank indeed suf-
fers losses, except in the unusual case when the bills that it is holding 
were purchased at a favorable time in terms of their price. The par-
ity rate is reestablished through these interventions, which otherwise 
would be left to the anarchic forces resulting from the blind gambles of 
individual interests; thus an important goal of public policy is achieved 
that is well worth the sacrifi ce, Knapp concludes. And the Bank can 
expect that the state will compensate it for the losses that it may suffer 
from this process.

It is not our purpose here to examine to what extent Professor 
Knapp’s theory is correct concerning the pantopolic character of the 
intercurrency exchange rate. It can only be judged and accepted 
in the context of the logical structure of his overall theory of money. 
However, a debate cannot be avoided over his view of the foreign ex-

43. [“Exodromic” refers to policies meant to stabilize movements in exchange or exchange 
rates.—Ed.]
44. See Knapp, Staatliche Theorie des Geldes, pp. 247ff.
45. [“Pantopolic” refers to all market activities relating to the balance of payments.—Ed.]
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change policy followed by the Austro-Hungarian Bank. Above all, it 
must be stated that the Bank’s foreign exchange policy required no sac-
rifi ces on its part; on the contrary, as was previously mentioned, it led 
to considerable profi ts. The investment of a portion of the Bank’s assets 
in foreign exchange and in interest-bearing gold investments abroad 
yields signifi cant profi ts; even the quite negligible fl uctuations in the 
exchange rate that are kept within narrow bounds through the Bank’s 
actions  favorably infl uence its income. The Bank does not buy foreign 
exchange when it is up in price, but rather when it is down, and then 
releases that foreign exchange at rising prices for a profi t.

It is also incorrect to say that the Bank releases bills and checks 
abroad at parity; more often it demands the price corresponding to the 
prevailing market rate. In order to prevent an increase in the exchange 
rate above the theoretical upper gold point, the Bank always acts to 
prevent its holdings of foreign exchange on the market from running 
out. In no way does it achieve this by presenting itself as a buyer on 
the market; indeed, there would be no more blundering method than 
that. The appearance of a new buyer on the market can only function 
to drive the prices even higher. As we have shown, when the price of 
exchange is moving in an unfavorable direction, the Bank more often 
seeks to increase its assets through gold exports. It increases the avail-
able supply of foreign exchange and creates the possibility for satisfying 
all subsequent claims that may be presented to the Bank.

Because the demand for foreign exchange normally occurs most in-
tensely on particular days and during particular months of the year, 
the Bank’s purchases of foreign exchange when its price is low and its 
sales of foreign exchange when its price is high serve to reduce the 
fl uctuations in the price for foreign exchange. Thus, the divergence 
of the price for foreign exchange from parity seems less apparent in 
Austria than in London and Berlin. Looking over longer periods, how-
ever, the average height of the prices for foreign exchange is dependent 
upon supply and demand over the entire period under consideration 
and not upon these short-term infl uences.

The supposed opposition between discount and foreign exchange 
policies should be considered just as incorrect. The Austro-Hungarian 
Bank is not relieved of the need to counteract temporarily unfavorable 

46. See Müller, op. cit., pp. 14ff.
47. See Heyn, “Kritische Erörterung des Projekts der Beseitigung des Goldagios in Spanien,” 
Jahrbücher für Nationalökonomie und Statistik, 3rd ser., vol. 25, pp. 756ff.
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patterns in the balance of international payments by implementing in-
terest rate increases, as well as through an intelligent use of its large 
foreign exchange holdings. In the case of defending the currency, the 
foreign exchange reserve is really best suited for increasing the precious 
metal holdings (indeed, it is the cheapest and easiest way). If the Bank 
wanted to yield up its entire inventory of foreign exchange holdings 
to foreign demands and use the resulting revenues to increase its gold 
reserves, the Bank could render the same services to the economy in 
the future as surely as it does less conveniently and more expensively 
at present. This is because the Austro-Hungarian Bank’s management 
of reserves is no different from the specie payment system used in En-
gland and Germany, only more refi ned and fl exible. It is a specie pay-
ment system resulting from the centralization (one is tempted to say, 
the nationalization) of gold exports.

An otherwise sharp-eyed judge of foreign exchange policy empha-
sized that the Bank undertakes operations that appear to contradict 
all the rules of arbitrage with regard to approaching payment dates. 
For example, it acquires German bills at a 4 percent Reichsbank dis-
count, even though its own discount rate is higher; or it sends gold 
abroad, even though the foreign exchange rate is still quite far from 
the gold exporting point. Upon closer examination, however, these 
operations lose their unusual appearance and can be easily explained. 
That is to say, the Bank’s assets in the form of foreign bills represent 
an advantageous capital appropriation whenever its own discount rate 
is higher than foreign rates. In the Bank’s portfolio, an entirely differ-
ent importance is accorded to foreign bills in comparison to domestic 
bills. From the perspective of Bank policy as well as partly from a legal 
standpoint, foreign bills primarily serve as reserves just like the pre-
cious metal holdings which they partly replace. In comparison with 
the non-interest-bearing precious metal holdings any interest income, 
however small it may be, appears in a favorable light. Critics of the 
Bank’s foreign exchange policy start with the assumption that the mon-
ies invested in foreign assets are drawn away from funds otherwise 
available for domestic discounting of bills. If the critics were correct, 
then the Bank’s foreign exchange policy would have exactly the oppo-
site effect ascribed to it (which would be incorrect, as we have demon-

48. See “Die Devisenpolitik der österreichisch-ungarischen Bank,” Frankfurter Zeitung, May 17, 
1908.
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strated). It would drive up the domestic discount rate instead of pushing 
it down.

In truth, however, the monies employed in foreign exchange deal-
ings are withdrawn from the stockpile of the precious metal and not 
from the Bank’s domestic bond portfolio. Undoubtedly, it is within the 
Bank’s power to apply these monies to the domestic currency market 
as well; this would have to be accompanied by a reduction in the cov-
erage of notes and giro assets with the reserve of precious metals and 
foreign gold-backed assets. The Bank’s liquidity might be negatively 
affected and would be dangerous for maintaining the equilibrium in 
the balance of payments. Moreover, the resulting reduction in inter-
est rates would promote the development of unhealthy speculation. 
These are reasons enough for viewing an expansion of domestic dis-
count activities at the cost of the precious metal reserves to be highly 
undesirable.

That the export of gold is always lucrative for the Bank, even when 
the foreign exchange rate has not yet reached the gold export point, 
emerges from the most recent literature as well as from earlier state-
ments.

It is inappropriate to speak, therefore, about costs that are imposed 
by the Bank’s foreign exchange policy, or about sacrifi ces caused from 
that policy in the name of maintaining the currency. The Bank’s policy 
is to the greatest advantage of the entire economy; that the policy yields 
tidy profi ts, as well, for the Bank’s shareholders and the two govern-
ments that receive a high proportion of the proceeds cannot be denied. 
It has been repeatedly explained by the Bank’s leading personages that 
the Bank ultimately has profi ts in mind in its currency and foreign 
exchange dealings. It is only necessary to look at the numbers in the 
Bank’s business reports to see that the proceeds have been increasing, 
year by year, from this branch of its business.

VII
The Form of the Bank Constitution

All fears expressed about the legal resumption of specie payments are 
unfounded. The legal resumption of specie payments will not require 

49. [“Giro” refers to a form of bank transfer by a payer from his account to the person or busi-
ness entity to which a sum of money is owed.—Ed.]
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the slightest change in the current policies of the Bank. That which 
the Bank currently does voluntarily will be obligatory in the future, but 
there is no reason to believe that legal specie payments will cause any 
more diffi culties than de facto redemption does now. However, should 
maintaining the gold-backed currency ever become impossible for the 
Austro-Hungarian economy in a time of crisis, the Bank’s legal obliga-
tion to redeem notes will prove neither an aid nor an obstacle. In any 
case, it is an illusion to think that halting foreign exchange transactions 
by the Bank, that is, halting de facto specie payments to maintain the 
currency’s exchange rate, would generate results any less serious than 
would be the halting of legal specie payments.

It must, in any case, be admitted that the existing rules under which 
the Bank currently operates might be impaired by the implementation 
of a law requiring specie payments. An entire series of changes in the 
present statutes of the Bank can be recommended to facilitate a con-
tinuation of the Bank’s current policy.

In this regard, an initial increase in the amount of foreign exchange 
that can make up a part of the precious metal reserve could be pro-
posed. It would be advantageous to replace the rule that fi xes the quan-
tity of foreign exchange that can constitute a part of the Bank’s specie 
reserves with a variable amount, perhaps along the lines of saying that 
the Bank is granted the authority to invest a certain proportion of its 
precious metal holdings, for example, up to 10 to 15 percent, in foreign 
exchange. By this method, the costs of increasing the precious metal 
holdings would be at least partially reduced.

An increase in the amount of tax-free notes that may be issued by 
the Bank, which has been limited to 400 million crowns for more than 
two decades, could also be considered. A reduction in the 5 percent 
tax on banknotes issued in excess of those 400 million crowns could 
be especially advantageous under some circumstances. In order to re-
move every diffi culty in the way of the Bank’s investing gold abroad, 
the banknote tax could be fi xed at a level of half of a percent below 
the existing bank discount rate. The government’s revenue shortfall 
from reducing the tax on the banknotes that would occur from time 
to time when the interest rate was lower than 5.5 percent need not be 
worried about; it could be recouped by the higher income earned by 
the state due to the Bank’s increased revenues. The Bank would have 
a free hand to exchange gold for foreign exchange without fearing that 
it would suffer losses due to more frequent transgression of the tax-
free limit on the issue of notes, which might then result in the Bank 
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having to raise the discount rate. On the other hand, at interest rates 
of 6 percent and above, an increase in the revenue from the tax on 
banknotes would occur, which certainly no one would oppose. Any 
confl ict between public and private interests that might exist, because 
the higher discount rate might be perceived as an undue pressure on 
the entire economy from which the central bank gained an advantage, 
would thus be essentially eased.

It already appears to be a forgone conclusion that the smaller note 
denominations of 10 and 20 crowns will have to be retained, that the 
stamping of silver token coins will have to be augmented due to in-
creasing demand, and that the silver fl orin, which will eventually be 
replaced by a two-crown piece, will be removed from circulation. 
Then the Bank and the exchequer can stop imposing gold coins on 
commerce, which has accepted them only grudgingly.

As it is assumed that the public’s habit of preferring paper to gold 
will not change in the foreseeable future, it may well be that in the fu-
ture only banknotes and token coins will circulate domestically, while 
the essential role of note coverage and guardianship of commercial 
payments would devolve upon gold. It cannot be ignored that such a 
“constitution” for management of the currency would be in signifi cant 
ways very far from the ideal of a gold-backed currency, which was envi-
sioned by the champions of gold monometallism in the second half of 
the nineteenth century. It would not be correct, however, to describe 
such a monetary system as a paper currency with gold reserves for for-
eign commercial transactions. Even under such a system, gold would 
remain the standard of value in Austria-Hungary, while notes redeem-
able in gold would circulate at all times.

The single advantage of “saturating” domestic commerce with gold 
is the creation of a reserve upon which one can draw at times of war. 
A war chest can also be constructed in other, more effi cient ways by 
increasing the country’s primary central reserve. This would not be 
allowed to lie fallow; rather, in the form of assets held in foreign ex-
change and investments abroad, it would be generating income. The 
Bank could take over its management.

Based on these assumptions, nothing speaks against the resumption 
of legal specie payments, while, on the other hand, much speaks for 
it. It would above all strengthen the international credit of the monar-

50. See Schumacher, “Die deutsche Geldverfassung und ihre Reform,” Jahrbuch für Gesetz-
gebung, Verwaltung und Volkswirtschaft (Schmollers Jahrbuch) 32 (1908): 1344ff.
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chy, which is urgently needed given the monarchy’s enormous foreign 
debts. The transition to a legally binding gold currency would offer 
the nation’s creditors no more of a guarantee for compliance with pay-
ment obligations than is already assumed under the current system of 
de facto specie payments. However, the great moral consequence of 
implementing this measure is not to be doubted. It would quite con-
spicuously bring to the consciousness of a wider domestic and foreign 
audience the reality of the currency reform’s success.

VIII
The Bank Feud Between Austria and Hungary 
over the Legal Resumption of Specie Payments

The problem of the legal resumption of specie payments raises a partic-
ular complication due to its relationship to Hungary’s efforts to dissolve 
the bank association between the two halves of the Dual Monarchy.

Since the conclusion of the Déak Compromise in 1867, Hungar-
ian politics have ceaselessly endeavored to loosen the common bonds 
that connect that country to Austria. The achievement of economic 
autonomy from Austria has appeared as an especially important goal 
for Hungarian policy as a preliminary step leading to political in-
dependence. The national rebirth of the non-Magyar peoples of 
 Hungary—Germans, Serbo-Croatians, Romanians, Ruthenians, and 
Slovaks—will, however, pull the rug out from under these endeavors 
and contribute to the strengthening of the national ideal of a Greater 
Austria. At the moment, however, Hungarian policy is still determined 
by the views of the Magyar nobility, and the power of the government 
rests in the hands of the intransigent Independence Party.

51. [The “Déak Compromise of 1867” refers to Ferenc Déak (1803–76), a leading Hungarian 
political fi gure of the nineteenth century, who proposed the establishment of a “Dual Monar-
chy” of Austria-Hungary to replace the former Austrian Empire. He argued, in opposition to 
those Hungarian nationalists who wanted to establish a completely independent Hungary, that 
the Magyar nation would fi nancially and economically gain by maintaining a political union 
with Austria under the rule of the Habsburg Monarchy.—Ed.]
52. [The “national ideal of a Greater Austria” refers to what in the nineteenth and early twen-
tieth centuries was sometimes called the “Austrian idea.” The vision was for a multinational 
empire under Habsburg rule in which each of the nine major linguistic and ethnic national 
groups who populated the Austro-Hungarian Empire would have equal rights, civil liberties, 
and local governing autonomy through which all of the member groups would gain by sharing 
a common political and economic “space” in Central Europe. Many Austrian classical liberals 
advocated it as the alternative to the growing nationalist antagonism and disunity within the 
Habsburg domain.—Ed.]
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For this party, however, the Bank question has great political signifi -
cance. Over the course of not quite three years of rule, the Indepen-
dence Party has had to abandon one point after another in its program. 
If it were to concede on the Bank question as well, it must justifi ably 
fear that in a short period of time a more radical group will displace 
it. Thus, political motives primarily infl uence the party’s opinion con-
cerning the Bank question.

The Austro-Hungarian Bank appears advantageous for Hungary 
only when viewed from a purely economic standpoint. It generously 
makes available to the Hungarian economy the rich funds of the Aus-
trian money market. Hungary’s portion of the Bank’s discount port-
folio is much greater than Austria’s. Calculating to which part of the 
Dual Monarchy go bond payments, Hungary’s portion amounts to 60 
to 65 percent, while Austria’s hovers between 35 and 40 percent. And 
this does not exhaust the advantages for Hungary. The negotiability of 
Hungarian bonds in Austria enables their issuance to Austrian capital-
ists and private banks, because it can always count on the central bank 
rediscounting them in emergencies. The competition for Austrian cap-
ital on the Hungarian currency market doubtless depressed the interest 
rate in Hungary, which still remained abnormally high.

Hungary is a country with an unfavorable balance of payments. Ac-
cording to Fellner, who certainly had no intention of painting a bleak 
picture, the annual defi cit of the Hungarian balance of payments to all 
foreign creditors amounted to 176 million crowns. However, it should 
be noted that out of the total assets of 277 million, not less than 145 mil-
lion, or far more than half, rest upon cash remittances from emigrants 
that are subject to fl uctuations based on the circumstances in the 
countries to which Hungarians have immigrated. In addition, on the 
asset side are the notable postings of an export surplus of 96 million 
and transactions for fi nished products of 24 million crowns. On the 
debit side, there appear interest, dividend, and bond transactions worth 
352 million crowns. Much more hazardous for Hungary is its exceed-
ingly high rate of debt to Austria. The unity of the currency market 
has reached the point where the Austrians have deposited incredibly 
large amounts in short-term investments in Hungary. As long as the 
Dual Monarchy lasts, these obligations pose no threat to the Hungar-
ian currency. This would be different following a political separation. 

53. According to Fellner, op. cit., pp. 151ff. For similarly unfavorable results arrived at by a dif-
ferent set of calculations, see Gärtner, “Der österreichisch-ungarische Ausgleich,” Archiv für 
Sozialwissenschaft und Sozialpolitik, vol. 25, pp. 391ff.
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Hungary would be able to prevent the withdrawal of these monies only 
through large sacrifi ces in the form of higher interest rates.

On the other hand, Austria has little to fear from dissolution of the 
Austro-Hungarian Bank. Austria has, in contrast to Hungary and other 
foreign countries, a favorable balance of payments even without in-
cluding investment exports. Assuming that Austria wanted to withdraw 
monies with short maturities that are deposited in the land of St. Ste-
phen’s crown, it would create a currency surplus on its own money 
market, which should in part enable industry to fi nd new markets to 
replace the ones lost in Hungary. Only a devaluation of the Hungar-
ian currency, which could easily occur as a result of dissolution of the 
Austro-Hungarian Bank, would be hazardous for Austria. Initially this 
would be because of Austria’s large holdings in Hungarian investments; 
later, for as long as the customs union persists, that is, until 1917, the 
agio resulting from a Hungarian currency devaluation would reduce 
the competition of Austrian producers facing the Hungarians. How-
ever, there can be no doubt that the banking and currency policies 
implemented by an independent Hungary would attempt everything 
possible to prevent a devaluation of its monies.

Nevertheless, at the conclusion of the last compromise in the fall 
of 1907, Austria knowingly inserted a series of stipulations to be pre-
pared in case of a possible appearance of a gold premium in Hungary. 
A special ordinance in the fi nal protocol of the compromise, which has 
the power of law, determines that if the bank and currency union is 
terminated the method for calculating all payments should be in gold. 
This would not only apply for reciprocal state fi nancial benefi ts, that 
is, the benefi ts from country to country, but also for all other benefi ts 
to the nation, in regard to which there exists a contractual obligation 
between the two countries. This also applies to benefi ts concerning 
all parties in the country insofar as they are subject to contractual ob-
ligations. This pertains not only to sales taxes, in particular the beer, 
brandy, sugar, and mineral oil taxes, but also freight payments by the 
railways, because parity in the railway tariffs was agreed upon in the 
compromise.

54. [The “land of St. Stephen’s crown” refers to the historical territory ruled according to “di-
vine right” by the kings of Hungary. Tradition says that St. Stephen I held up the crown during 
his coronation in the year a.d. 1000 as an offering to the Virgin Mary to symbolize a “contract” 
between her and the holder of that royal offi ce.—Ed.]
55. See Spitzmüller, “Die staatsfi nanzielle Vereinbarungen im österreichisch-ungarischen 
Ausgleich,” Zeitschrift für Volkswirtschaft, Sozialpolitik und Verwaltung, vol. 17, p. 391.
56. Ibid., pp. 392f.
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Terms accepted in the initial protocol (dubbed in honor of their 
initiator the “Benedikt formula”) relating to the Bank go even further 
in their regulations, which, while not having the force of law, possess, 
however, the character of a binding contract. Accordingly, the two gov-
ernments are obligated to reach agreements, prior to the reorganiza-
tion of an autonomous Hungarian note-issuing bank, to assure the ex-
ecution of the ordinances under the treaty concerning the regulation 
of trade and commercial relations between the two nations. In particu-
lar, the agreements prevent any impediments or interference with the 
goal of free trade between the two nations that might arise from any 
eventual differences in the value of separate Austrian and Hungarian 
currencies.

It appears ever more likely that Hungary would be prepared to give 
in on the Bank question for setting the conditions under which the 
Austro-Hungarian Bank will be legally obligated to pay in specie. Hun-
gary’s interest in the “crowning” of the currency reform is a purely po-
litical one. If the Bank’s privilege has to be renewed once more, the 
monetary constitution should contain this type of redemption rule, so 
that the construction of an autonomous bank will at least be possible 
later. For that reason above all else, Hungary wants to be fi nancially in-
dependent from Vienna, to at least partially pay off its debts to Austria, 
and to receive new support in Western Europe for this. The possibility, 
in the fi rst instance, of having investments in Hungarian crowns in 
France remains very limited, however, as long as a gold-backed cur-
rency does not exist in Hungary.

As was shown, Austria has at the moment no reason to refrain from 
giving legal sanction to the current currency situation; from the stand-
point of enhancing Austria’s international credit standing, there is 
much that speaks for it. Even the fi nancial emancipation of Hungary 
cannot appear undesirable. Austria’s large holdings of Hungarian bonds 
make it much too dependent on the changing fate of the Hungarian 
economy; the sale of a part of these investments, which at present is dif-
fi cult to accomplish, could only improve Austria’s position. Currently, 
Austria possesses, not including domestic bonds, a barely appreciable 
amount in investments that have an international market: in times of 

57. See Bunzel, “Die Bankformel,” Neue Freie Presse, November 28, 1907; November 27, 1907; 
December 19, 1907. The fact that the bank formula is not able to insure Austria completely from 
the results of a devaluation of the future autonomous currency is emphasized in particular 
by Reitler, “Die Bankfrage in Österreich-Hungarn,” Der Tag, October 15, 1908. See also “Die 
Bankfrage,” Das Vaterland, December 13, 1908.
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war, this could hinder fund raising far more than is desirable. After 
creating a large market for Hungarian bonds in Paris, those Hungarian 
investments remaining in Austrian possession would become a valu-
able asset. The Hungarian market would receive a further powerful 
boost, in that the domestic demand for investments would turn more 
than previously toward bonds on the international market.

Austria’s opposition to the legal resumption of specie payments rests 
solely on fears concerning what its impact will be on the structure of 
the discount rates. We believe we have demonstrated the erroneous 
nature of these fears. To fi ght against an institution that would be ben-
efi cial for Austria merely on the basis of a traditional mistrust that says 
that anything that Hungary actively desires must be disadvantageous 
for Austria is not an intelligent policy. Just because Hungary could also 
profi t from the change, and even if the general bitterness of the Austri-
ans toward the dodges of the Magyar politicians is justifi ed, it is wrong-
headed on that basis to oppose legal specie resumption.

Neither in Austria nor in Hungary can substantive arguments be 
made for the continuation of the current currency situation of de 
facto specie payments. Nothing speaks against the legal requirement 
that would be the fait accompli of the transition to the gold-backed 
currency.

58. See the speech by the director of the Viennese Giro und Kassenvereins, Dr. Hammer-
schlag, in the meeting of the Viennese Chamber of Commerce on May 12, 1903 (minutes, ibid., 
p. 217).
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Chapter 3

The Foreign Exchange Policy of the 
Austro-Hungarian Bank

The monetary system of the Austro-Hungarian monarchy has, during 
the last few years, aroused general interest in economic circles both 
at home and abroad. Theorists were fi rst attracted to this question by 
Prof. G. F. Knapp’s excellent work, which found as many ardent ad-
mirers as opponents. In the recent bank enquête [inquiry] instituted by 
the German Government this subject was exhaustively treated. Under 
such circumstances, it may not be out of place to devote a little atten-
tion to this question, removing the numerous misconceptions both in 
the monarchy and abroad.

I

According to the law paper currency is still the standard currency, for 
the legal tender of the Austro-Hungarian Bank is inconvertible. In 1892, 
it is true, a number of legislative measures were taken in order to pave 
the way for a gold currency. One such measure obliges the said Bank 
to buy any quantity of gold offered to it at the rate of 3,280 kronen per 
1 kilo pure gold (less 2 kronen for coining), thus hindering once and 

1. [This article originally appeared in English in the Economic Journal (June 1909). See Lud-
wig von Mises, Notes and Recollections (South Holland, Ill.: Libertarian Press, [1940] 1978), 
pp. 43–44: “In the fall of 1908 Professor [Francis] Edgeworth asked Professor [Eugen von] 
Philippovich to contribute an article to the Economic Journal. Such an essay, to be no longer 
than ten pages, was to analyze for the English-speaking world the foreign exchange policy of 
the Austro-Hungarian Bank. Philippovich declined and recommended me to [Edgeworth]. I 
accepted.” The reader will see that part of the argument in this article is an abridged version of 
the longer analysis that Mises provided in his German-language article “The Problem of Legal 
Resumption of Specie Payments in Austria-Hungary,” Chapter 2 in the present volume.—Ed.]
2. Staatliche Theorie des Geldes [The State Theory of Money] (Leipzig, 1905), pp. 249–52, 
377–94.
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for all any increase in the value of the Austro-Hungarian standard with 
respect to gold.

Since that time pure gold cannot be valued at less than k. 3,278 per 
kilo in Austria-Hungary, for should it decline the Bank must continue 
purchasing until the price rises again to par. A further measure, which 
was actually carried out, was the coining of gold, silver, nickel, and 
bronze coins. The old silver coins were withdrawn from the market, 
only the silver gulden remains, and even today it has unlimited legal 
tender quality. Since 1879 the silver gulden has been coined for account 
of the State only; in 1892 the coining was stopped, and at the moment 
(November, 1908) there are about 300 million kronen of such gulden 
in the Monarchy. This stock will very shortly be reduced by 28 mil-
lion kronen, which will be recoined into 5-kronen pieces to meet the 
increasing demand for these coins. The 5-kronen pieces are, however, 
tokens; their coinage is limited, and no private person can be com-
pelled to accept more than k. 250 in such coins as payment. Since the 
beginning of 1908 the Bank has been withdrawing the silver guldens 
and storing them in its cellars. These silver guldens will be gradually 
recoined into small coins, for, since wages have continually risen, the 
demand for fractional coins is especially great. Considering the unlim-
ited legal tender quality of the silver gulden, the currency of Austria-
Hungary must still be taken as a “limping standard,” even were the 
banknotes redeemable, just as the French currency must be described 
owing to the unlimited legal tender quality of the 5-franc piece.

In 1892 another very important measure was taken, viz., the redemp-
tion of the Government paper currency, i.e., legal tender notes issued 
by the Government. The Government raised a great loan and handed 
over the proceeds in gold to the Bank to enable it to redeem the Gov-
ernment paper currency for account of the State. This has  actually 
been done, and today Government paper currency is a thing of 
the past.

The Bank, however, did not give gold for this Government paper 
currency, but banknotes, and in part silver guldens and silver fractional 
coins; the gold was retained as cover for the banknotes. In place of the 
not redeemable legal tender Government notes, not redeemable bank 
notes have been substituted. Whereas the old Government paper cur-
rency was not covered, the banknotes are partly covered by metal, bills, 
and loans, as in other Continental states.
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To perfect the transition to a gold currency and thus fi nish the pro-
jected reform instituted in 1892, the Austro-Hungarian Bank ought 
to have been obliged to redeem its notes in gold when required. The 
law, however, has not yet prescribed such a procedure. Nevertheless, 
both the Government and the Bank have not lost sight of this point. 
The latter, especially, has done its utmost to augment continually its 
gold reserves. Besides the gold it possessed previous to 1892, and that 
already mentioned, which the Governments of both Austria and Hun-
gary transferred for the redemption of the paper currency, it has also 
been able to purchase larger quantities of gold favored by the extremely 
good rates of exchange existing for a number of years. On the 7th of 
December 1908, the gold reserve of the Bank amounted to 1,135 mil-
lion kronen, being only surpassed by the Bank of France and the Rus-
sian States Bank. But the Bank did not stop at the mere accumula-
tion of gold, but endeavored to acquire a great number of bills payable 
in gold.

The Bank is obliged to cover its notes in circulation by at least 
40 percent metal. As metallic cover the law recognizes gold coins, 
coined in Austria or Hungary, gold bullion and foreign gold coins, fur-
ther Austrian and Hungarian silver guldens and fractional coins. For 
the so-called metallic cover of the notes in circulation are also recog-
nized bills on foreign places, payable in gold within three months, and 
provided by at least two signatures of well-known endorsers, further 
foreign banknotes payable on demand in gold, the two together in the 
aggregate 60 million kronen. The other part of the cover has to be 
discounted bills and warrants, and loans against security. The Bank 
is permitted to include also in this part of the cover foreign gold bills 
and gold notes. As soon as the notes in circulation exceed the metal re-
serves, prescribed by law, by more than 400 million kronen, the Bank 
is obliged to pay a tax of 5 percent of the surplus. This latter clause is 
analogous to the German bank law.

Since 1899 the Bank is also entitled to have assets abroad and to 
draw checks, etc., on them.

Under such legal circumstances the Bank could very easily acquire 
great amounts of foreign bills and assets abroad. The gold lying in the 
Bank’s cellars does not bear any interest, but as soon as a part of it is 
exchanged for bills on Berlin or London—the Bank is allowed to do so 
to the extent mentioned above—it yields interest.
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II

The Bank having in this manner increased its gold reserves and accu-
mulated a great stock of foreign bills payable in gold, it took a further 
important step in 1896 to stabilize the foreign exchanges; it began to 
sell bills on foreign markets without reserve at a price which would be 
lower than the above gold point after the introduction of the gold cur-
rency. The sole aim of the Bank since then has always been to main-
tain a large stock of foreign assets payable at demand to enable it to 
satisfy any demand whatever that may be made, and in this respect has 
been very successful. It could sell bills on London or Berlin under such 
conditions that the exchange never rose above the par higher than it 
rises in countries with a perfect gold currency, and in which the bank-
notes are redeemable at demand.

In August 1901, the Bank went still further, and began to issue gold 
coins of k. 20 and k. 10, and discounted bills and granted loans partly 
in gold instead of notes, and transferred gold to the Treasury for the 
salaries of their offi cials and other Government payments.

This change found but little sympathy among the public. For more 
than half a century only paper money circulated in both halves of the 
realm, and everybody got so accustomed to it that they were but little 
at home with the gold coins. Even today the public prefers banknotes 
to gold, and those gold coins issued soon fi nd their way back into the 
Bank. The Bank, however, constantly sets them in circulation again, 
only to have them returned shortly afterwards. From August 1901 to the 
end of 1907 the bank gave out 1,616.4 million kronen, 1,381.7 of which 
returned by the 31st of December 1907, only 234.7 million kronen re-
maining out of the Bank. Of this latter amount only a part is in actual 
circulation, the rest being either in the State pay offi ces, at the private 
banks, or at the railway offi ces.

The state of things today is about as follows:
The Bank, it is true, is not compelled by the law to redeem its notes, 

but in fact it is always ready to do so. For home purposes gold is sel-
dom, if ever, withdrawn, for—as mentioned—the public cannot break 
themselves of the use of banknotes and silver coins for small and mod-
erate payments, and then, again, checks of the joint stock banks and 
the postal check service, as well as the clearing service of the Austro-
Hungarian Bank, are all becoming more in vogue from year to year. 
As a rule the Bank is not called upon either to issue gold for payments 
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abroad; this is merely because it always sells foreign bills at such a price 
that it is cheaper to purchase and forward checks or bills than gold. 
The monarchy enjoys in this way every advantage of a gold currency, 
while it is able to carry on the circulation with a medium the least 
expensive.

It is clear to everybody that the Austrian monetary system is thus 
almost that ideal which David Ricardo once upheld. The Austrian sys-
tem differs but in two points from that of the great master of political 
economy. One is of small importance. Ricardo wished to avoid the use 
of gold coinage as a medium of circulation, and, as he presumed that 
if everybody had the choice of using £1, £2, or £5 notes or gold, they 
would naturally prefer the latter, he saw no other way of preventing this 
than by subjecting the Bank to the delivery of uncoined gold or silver, 
at the Mint standard and price, in exchange for their notes instead of 
the delivery of guineas. With the above-described habits of the public 
here such a restriction is superfl uous; even were the Bank compelled to 
exchange the notes for gold, people would prefer to use paper to gold, 
as is the case nowadays where the Bank willingly pays notes in gold.

The second difference is of more importance, still not one of prin-
ciple. It is that the Bank keeps a great part of the cover for its notes not 
in actual gold but in foreign gold bills, and besides, to meet its other 
daily obligations, holds a further stock of foreign bills and other foreign 
assets at short notice; further, that the Bank sells such foreign bills to 
those wishing to make payments abroad, and consequently the bankers 
and merchants do not want gold, but bills and checks, to pay debts or 
to loan money abroad. Should the foreign bills or other assets abroad in 
possession of Austrians and Hungarians prove insuffi cient to cover the 
bills drawn on inland places and the checks in foreign hands, then the 
Bank exports gold on its own account. The gold is exported betimes, 
and bills acquired for it that the Bank then gives in exchange for its 
notes.

This policy of the Bank has been the cause that the rate of exchange 
in Austria-Hungary does not fl uctuate as in other countries. This seems 
only natural, for today Austria-Hungary actually has a gold currency, 
although not de jure, because for more than twelve years the bank has 
voluntarily paid in gold or gold bills.

3. [David Ricardo, “Proposals for an Economical and Secure Currency,” [1816] reprinted in 
Piero Sraffa, ed., The Works and Correspondence of David Ricardo, vol. 4, Pamphlets and Pa-
pers, 1815–1823 (Cambridge: Cambridge University Press, 1951), pp. 41–141.—Ed.]
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The Bank having succeeded for so many years always to keep a suffi -
cient stock of gold and foreign assets to meet any possible calls made on 
it, it must be concluded that the Bank will also be able to pay its notes 
in gold on demand should the law prescribe it. Such a prescription 
would only alter the face of things in one respect, viz., that, whereas 
the Bank redeems its notes nowadays voluntarily, it would in future 
merely follow the demands of the law. But even then gold would not 
be taken by the public for home payments, though the Bank is empow-
ered to issue small notes. Should the law prescribe payment in specie, 
the Bank can still buy foreign bills for its portfolio, and offer them at 
prices below the export prices, so that bills are used for sending money 
abroad instead of bullion or gold coin.

III

Nevertheless, numerous protests are made in Austria against the legal 
payment in gold for the following reasons, which must be considered. 
It is asserted that the discount rate of the Austro-Hungarian Bank 
has been lower and changed less than the foreign note banks. This is 
doubtless correct. The rate of discount of the Austro-Hungarian Bank 
was, as the following table shows, always lower during the last few years 
than that of the German Reichsbank, and often lower than that of the 
Bank of England, whereby we must not overlook the fact that the Bank 
of England also discounts below its offi cial rate; the Austro-Hungarian 
and the German Reichsbank never do so.

The yearly average of the bank discount rates was:

Year
Bank of 
England

German 
Reichsbank

Austro-
Hungarian 

Bank

1903
1904
1905
1906
1907

3.75
3.64
3.01
4.27
4.93

3.84
4.84
3.82
5.15
6.03

3.50
3.50
3.70
4.33
4.89

The great stability of the discount rate of the Austro-Hungarian 
Bank is especially remarkable. It never rises as high as the German or 

4. Nowadays kronen 20 notes may be given out at any time under the same conditions as k. 50, 
k. 100, and k. 1,000 notes; on the other hand, k. 10 notes may only be issued in the aggregate of 
160 million kronen, and then if specially covered in full by gold.
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English, nor falls so low. Even in the critical November days of 1907, 
when the Bank of England increased its rate to 7 percent, the German 
Reichsbank to 7.5 percent, the Austro-Hungarian Bank did not exceed 
6 percent. On the other hand, its rate of interest has never fallen below 
3.5 percent. From 1892 till 1907 included, the Bank of England altered 
its discount seventy-four times, the German Reichsbank fi fty-seven, 
and the Austro-Hungarian Bank only twenty-one times.

The private discount rate, too, is not always higher than Berlin and 
London, often even lower. This was distinctly perceptible during the 
crises in the last quarter of 1907, when in November the private rate 
for three months’ bills, on an average, was Vienna 5.28 percent, Berlin 
6.62 percent, and London 6.54 percent.

If the Austro-Hungarian Bank were legally constrained to redeem in 
gold, the opponents of such a measure maintain that the discount rate 
in Austria would always have to be higher than abroad, for the mon-
archy has foreign obligations, and must necessarily entice her foreign 
creditors by a higher rate to leave their money in Austria-Hungary. The 
suspension of the gold payments had the advantage of the Bank being 
empowered to pay in cash if it wishes, or, in other words, redeem its 
notes in gold or gold bills, but by no means compelled to do so. Import-
ers wishing to pay for goods bought abroad, and those who have to pay 
the interest and amortization quota on foreign loans could always get 
the desired amounts from the Bank at any time in gold bills or checks. 
On the other hand, by refusing to sell bills when wanted merely for the 
purpose of sending capital abroad to profi t by the higher rate of dis-
count, the Bank would be protected against losing large sums of gold, 
and can easily maintain a lower rate than the foreign banks. Presum-
ing the legal prescription of gold payments the Bank would be forced 
to participate in the international fi ght for gold like other banks, and as 
an only protection against attacks on its gold reserves raise the discount 
rate. In favor of industry and agriculture an increase of the interest on 
the home market must, however, be avoided at all costs.

This theory, which is supported by nearly every political party in 
Austria, is, however, entirely false.

First of all, it is not at all true that the Bank refuses to deliver bills 
and gold if it thinks they are for investments abroad. Far from uphold-
ing such a policy the Bank itself sends money abroad when the market 

5. As such are considered fi rst of all the State, the Crownlands, Corporations, then the large 
railway companies and mortgage banks.
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appears to be favorable. If the momentary home demand is small and 
the gold reserves in the Bank fairly large, the Bank exchanges a part of 
its reserves for foreign bills in order to procure, in this way, interest on 
its capital, which otherwise would lie idle in its cellars. The moment 
greater demands are made on the Bank for bills for profi ting by the 
difference in the discounts abroad, a corresponding rise in the rates of 
discount immediately takes place.

Did the Bank act otherwise, i.e., refuse to sell the bills and gold, as 
it is wrongly accused of sometimes doing, the exchange would imme-
diately rise considerably. This is best seen if the present state of affairs 
is compared with those existing prior to the actual introduction of the 
gold payments in 1896. In 1893 a great tightness existed on the inter-
national money market owing to the Australian and North American 
crises. As at this period the Austro-Hungarian Bank declined to raise 
its rate of discount, the foreign holders of Austrian bills returned them 
to Vienna and demanded payment. Neither gold nor gold bills were 
to be had on the Austrian market and the Bank would not dispose of 
them either; the London bills on the Vienna Exchange rose to 127.65 
guldens. This rate meant an agio of 6.3 percent, as compared to the par 
of 120.09 guldens fi xed in 1892.

Later it also repeatedly happened that diffi culties on the London 
and Berlin money markets caused an external drain in Austria. The 
Bank then immediately raised its rate of interest, and sold bills below 
the imaginary export point, as it would be after the redemption of gold 
payments. The same as note banks of other countries, it was able, in 
this way, to secure the stability of the Austro-Hungarian standard. Pro-
fessor Knapp, therefore, is greatly mistaken in assuming an essential 
difference between the policy of the Austro-Hungarian Bank and that 
of other central note banks. In such cases the Bank of England redeems 
its notes in gold, the Austro-Hungarian Bank in gold bills, viz., gold in 
foreign hands. Yet the public who present their notes to the Bank are 
quite satisfi ed with this procedure, because they get bills at a price ap-
parently so advantageous that they prefer to buy and forward Devisen 
(foreign bills) abroad instead of bullion or gold coins. To have the req-
uisite stock of Devisen and able to meet any demand, the Bank sends 
gold abroad and procures bills in exchange. The whole difference, as 
compared to England and Germany, is that gold is not exported by 

6. Bilinski, Über internationale Zahlungen, 1906, p. 3.
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private businessmen but the Austro-Hungarian Bank itself. True, it 
cannot be denied that the large Austrian private banks sometimes do 
not export gold for the mere reason of fearing to offend the Bank who, 
otherwise, could possibly place diffi culties in the rediscounting of their 
bills. In Germany, affairs are very similar but much more severe, and 
have absolutely no relation with the suspension of gold payments and 
the Devisen policy.

The cause of the comparatively low discount in Austria-Hungary 
must be sought in the bad state of business in Austria. The speculative 
spirit of the populace is almost entirely wanting, and the unfortunate 
state of politics is a stumbling block to active production. The former 
Minister of Trade, Dr. Baernreither, rightly declares that cheap money 
in Austria is by no means a sign of economic soundness, but, on the 
contrary, of stagnation and want of speculative spirit.

Another misleading assertion is that Austria-Hungary is burdened 
with obligations abroad, and consequently compelled to maintain a 
higher discount rate than other countries. For these obligations are 
only on the capital market, i.e., on the long loan market, and conse-
quently the interest for rents and mortgages is higher than in Ger-
many, not to speak of England. On the other hand, there are times 
on the money market, i.e., market for short loans, when the greatest 
Austrian foreign assets are met with but a trifl ing set-off on the part of 
the foreigners. This contrasts vividly with the state of affairs in Ger-
many, whose holding of foreign stock may be estimated at 16 milliards 
of marks, even after deducting German stock in foreign hands, and 
nevertheless is regularly indebted abroad on the money market for big 
amounts. True, the foreign markets can get bills on Vienna by return-
ing Austro- Hungarian stock, but the high classifi cation of this paper 
hinders such an operation. The want of short foreign loans remarkably 
strengthens the Austrian money market in times of high discounts, for 
then the foreign markets are not able to withdraw money from it, but 
in the absence of claims due must accommodate themselves with loans 
on the Austrian money market.

IV

Professor Knapp regards the foreign exchange policy of the Austro-
Hungarian Bank as diametrically opposite to the discount policy of 
other central note banks. He is of opinion that it is not right for two 
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States having the same metallic currency automatically to reestablish 
the par of the standard by the use of metal. The authorities ought to 
make it their special duty to maintain the standard value in interna-
tional exchange. The English and German discount policy and the 
Austro-Hungarian “Devisen” policy could be taken as examples. In 
both cases some sacrifi ce has to be made. With the discount policy 
the sacrifi ce falls upon the business people, who are accustomed to 
discount bills and take Lombard loans from the Bank. The “Devisen” 
policy also demands some sacrifi ce; the Bank, it is true, bears it in this 
case, but only because it expects some compensation from the State.

The Bank employs a great part of its capital to purchase a number 
of bills on England, and regularly replaces them as they fall due. The 
Bank buys these bills at any price, and sometimes in the hopes of mak-
ing a profi t should the rate be favorable, but more often than not with-
out any such prospects whatever, especially when the rate is unfavor-
able. Further, the Bank has decided to sell these bills at par as soon as 
the rate becomes unfavorable. With very rare exceptions, it loses on the 
bills. The exception is with bills bought at propitious times. By this in-
tervention in the rates which otherwise are determined to suit personal 
interests, the par of exchange is reestablished, and a weighty adminis-
trative task performed that is well worth the sacrifi ce. The Bank may, 
therefore, justly expect the Treasury to recompense its losses.

It does not lie within our sphere to inquire how far Professor Knapp’s 
view that “an automatic reestablishment of foreign exchanges does not 
take place” is correct or not. Because this theory is closely connected 
with his general conception of money, it consequently can only be 
judged in connection with it. Such a task would surpass the limits of 
this article, which is devoted exclusively to the “Devisen” policy of the 
Austro-Hungarian Bank. But Knapp’s opinion of this policy must re-
ceive a little more attention.

First of all it must be shown that the “Devisen” policy claims no sac-
rifi ce from the Bank; on the contrary, it gives it enormous profi ts. The 
investment of a part of its assets in foreign bills and current accounts 
with foreign banks throws off a considerable profi t in interests; also the 
fl uctuations of the foreign exchanges, however small they may be, have 
a favorable infl uence on the Bank’s balance. For the Bank does not 

7. “Lombard loans” are loans with securities pledged as collateral.
8. Knapp, pp. 247–52.
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buy bills when they are high, but when low, and sells them with rising 
rates at a profi t. It is not true either that the Bank’s foreign bills and 
checks are sold at par, but at the corresponding market price of the day. 
To prevent the rates rising above the ideal gold export point, the Bank 
endeavors to keep a plentiful stock of foreign bills at the disposal of the 
market. As soon as this stock gets low it is replenished. But the Bank 
never appears on the market as buyer when the price of foreign bills is 
high; this would be the worst step it possibly could take. The appear-
ance of a new buyer would be more likely to drive prices up still higher. 
As already mentioned, the Bank—when the price of foreign bills is 
high—strengthens its stock by exporting gold, and thus places itself in 
a position to meet all and any demand that may be made.

The Bank is also able to drive the rates up if it buys foreign bills at 
low prices; but then its economic importance is entirely different. The 
demand for foreign bills being better distributed over the single days 
and weeks of the year, the fl uctuations in the rates are more equalized; 
the average level can naturally not be affected in this manner.

The contrast drawn by Knapp between “foreign bill policy” and “dis-
count policy” must also be described as equally incorrect. By its great 
stock of foreign bills and the clever use it makes of them, the Bank is 
not freed of its duty to prevent any temporary unfavorable situation of 
the balance of payments by raising the discount rate. To maintain the 
gold standard the stock of foreign bills merely acts as a strengthener of 
the metal reserves—an augmentation both the cheapest and the best. 
Were the Bank to realize the whole stock of foreign bills and augment 
the gold reserves with the proceeds, it could do the same economic 
service in future, true, less to the purpose and dearer, but with just as 
much security as nowadays. For the system of the Austro-Hungarian 
Bank is nothing else than a system of gold payments like England and 
Germany, yet better and more appropriate. The sole difference is the 
monopolization of the gold export by the Bank.

V

Consequently, it is utterly wrong to believe that the discount rate of the 
Bank and the market would be higher than at present after any legal 
prescription of gold payments. For more than twelve years the Bank 

9. In 1907 the Bank’s profi ts of the foreign moneys and foreign bills was k. 5,732,672.
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has upheld the policy of a gold-paying bank, and, therefore, any legal 
prescription can affect it but little. Even such law could not prevent it 
from always keeping in future a large stock of gold bills and gold assets 
abroad, and in this manner maintain a cheaper reserve than would be 
the case with the whole reserves lying idle in its cellars.

On the other hand, the monarchy will profi t immensely by a legally 
prescribed gold payment, for its international credit, which it urgently 
needs for its enormous foreign debts, would considerably improve. For 
only the de jure gold payments would clearly convince everyone abroad 
that Austria-Hungary enjoys nowadays a perfectly regulated currency.
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Chapter 4

On the Problem of Legal Resumption of 
Specie Payments in Austria-Hungary
A Reply to Walther Federn

The remarks that I published in this journal last year about the prob-
lem of legal resumption of specie payments in Austro-Hungary have 
received a response by Walther Federn in this journal’s fi rst issue for 
this year. The author says that my claim that the Austro-Hungarian 
Bank made foreign exchange available at all times at a rate that was 
lower than the upper gold point does not correspond to the facts, and, 
therefore, my conclusions are incorrect. In his article Mr. Federn de-
velops his own theory (with which I disagree) more substantially and in 
far greater detail than in his previous, shorter newspaper articles. He is, 
without a doubt, one of the few representatives speaking in favor of the 
advantages from the current currency arrangement in Austria-Hungary 
who should be taken seriously. Thus, it seems appropriate that his re-
marks should not be left without a response.

There is a great theoretical importance to the problems discussed 
here. On the one hand, there is a close relationship between this prob-
lem and the questions that Knapp’s State Theory of Money has placed 
at the center of modern theoretical economics. No less  important, 
 however, is the practical importance of this issue for the Austro-

1. [This article originally appeared in German in the Jahrbuch für Gesetzgebung, Verwaltung 
und Volkswirtschaft (Schmollers Jahrbuch), vol. 34, no. 3–4 (1910).—Ed.]
2. [“The Problem of Legal Resumption of Specie Payments in Austria-Hungary,” Chapter 2 in 
the present volume.—Ed.]
3. [Walther Federn (1869–1949) was a prominent economic and fi nancial commentator in Vi-
enna before and after the First World War. In 1908 he founded The Austrian Economist maga-
zine (modeled after The Economist in Great Britain), which he edited until 1934. He fi rst immi-
grated to Sweden and fi nally came to the United States, where he lived until his death.—Ed.]
4. I will not say anything further here about Mr. Federn’s remarks directed against my essay in 
the newspaper he publishes, Der österreichische Volkswirt (July 31, 1909), because he does not 
raise them again in the essay in this journal.
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 Hungarian Monarchy, where the question about the legal resumption 
of specie payments has not disappeared from the agenda. It is also of 
importance in Imperial Germany, where the Reichsbank is attempting 
to establish a position of power on the foreign exchange market similar 
to that already held by its Viennese sister institution.

I
The Development of Erroneous Views about Foreign Exchange Policy

I believe I have already said everything essential in connection with 
the question about the legal resumption of specie payments in my ear-
lier essay, and Mr. Federn’s new remarks do not induce me to recant a 
single word of it. It should be emphasized, again, that the claim that 
the Austro-Hungarian Bank sometimes denied the release of foreign 
exchange to interest rate arbitrageurs is absolutely inconsistent with the 
facts.

If one asks how such an incorrect claim could be made at all, one 
comes upon the following:

Several banks and private bankers have complained that the Bank 
sometimes capitalizes on its preeminent position on the foreign ex-
change market to demand high prices for the foreign exchange that 
they request; however, it should be pointed out that the prices are al-
ways still below the upper gold point. Similarly, here and there laments 
are made that the Bank occasionally does not release any foreign ex-
change. Concerning this latter grievance, it turns out that whenever 
the foreign exchange rate is a considerable distance from the upper 
gold point the Bank sometimes shows no interest in supplying some 
of its foreign exchange, that is, it instructs its representatives on the 
foreign exchange market to reply negatively to every request for surren-
dering foreign exchange. Whenever the demand for foreign exchange 
is not insignifi cant, the Bank’s restrictive policy results in a rise in the 
foreign exchange rates. Then, when the foreign exchange rates have 
reached a certain level, the Bank again releases foreign exchange onto 
the market and brings any further increase in the exchange rates to 
a halt.

However, the importance of the Bank’s intervention is that it con-
stantly occurs before the foreign exchange rate has reached the upper 
gold point. It is this last point that is of importance for monetary policy. 
How high may be the price that the Bank demands for its foreign ex-
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change is a matter of complete indifference, so long as it demands less 
than would justify the costs of actually exporting gold. That the Bank, 
ex facto, pays specie for foreign exchange is unaffected by this. Whether 
it is to settle debts coming due abroad or merely to invest money abroad, 
anyone wanting to purchase foreign exchange or checks should cer-
tainly be pleased that it is supplied to them as inexpensively as possible. 
It is, of course, understandable that as long as it does not interfere with 
its monetary policy goal of keeping the foreign exchange rate below 
the upper gold point, the Bank manages its foreign exchange portfolio 
to earn the highest proceeds possible by charging the best price it can 
get for its foreign exchange.

When absolutely no gold was obtainable on the unoffi cial foreign 
exchange market of the Austro-Hungarian Empire, the Bank lacked 
any precise way of determining whether or not the upper gold point 
had been reached or even surpassed. In those early years of its new 
policy (1896–1900), the Bank sometimes released German foreign ex-
change at a rate of 0.75 percent, or sometimes even at one percent, 
above parity; indeed, once it did so at an even higher rate on March 23, 
1900. However, even this represented signifi cant progress in compari-
son with the older situation; indeed, in 1893, an agio emerged of up to 
6.5 percent. The desired stability of the foreign exchange rate had not 
yet been completely achieved.

Beginning in the second half of 1901, when the Bank began to sup-
ply gold on the unoffi cial market, it had a reliable indicator of whether 
or not the upper gold point had already been reached. Whenever this 
point was reached, gold in circulation began to be exported and the 
Bank received inquiries whether it would be willing to release gold as 
well as surrendering foreign exchange.

To counteract such inroads into the monarchy’s gold reserves, the 
Bank needs no other method than to increase its discount rate. As far as 
banks in Vienna are concerned, the most important foreign exchange 
market outside Austria-Hungary is the banking centers in Germany. 
In comparison, the foreign exchange markets in London and Paris are 
only of secondary importance. The great importance of the German 
foreign exchange market dates from the time of close political ties be-

5. [The “unoffi cial market” was the private market on which gold was bought and sold; it was 
also the name for the Austro-Hungarian Bank policy after 1896 of de facto redemption of its 
banknotes for foreign exchange and then after 1901 for gold, though the Bank was still not le-
gally required to do so.—Ed.]
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tween Austria and the countries of the German Confederation, and it 
is the many economic connections between Austria and Germany that 
explain the persistence of this preferential treatment.

In 1908, trade with Imperial Germany amounted to 42 percent of 
Austria-Hungary’s total foreign trade. According to estimates by the 
Austrian Ministry of Finance, foreign investment in Austria and Hun-
gary at the end of 1901 came to 9,353 million crowns, of which 4,568 
million crowns were held by citizens of Germany, or almost 49 percent 
of the total. Besides this, it should also be pointed out that a large por-
tion of the monarchy’s trade with other foreign countries takes place 
through German intermediation.

Therefore, the Austro-Hungarian Bank turns its attention fi rst and 
foremost to the foreign exchange market in German banking cen-
ters. Since the end of 1900, the Bank has intentionally maintained 
the purchase price for its foreign exchange and, as a rule, it has never 
risen more than one-quarter of a percent above the specie parity rate 
of 117.563. Only on a few days in the second half of March 1907, and 
then in November and December of 1909, did it rise above this to a 
maximum of 117.925 (0.31 percent above parity); and only once, on 
March 26, 1907, did it reach a rate of 118.05 (0.41 percent above parity).

II
The Bank’s Policy in Light of the Statements by the 
Bank’s Governor and the Viennese Stock Exchange

Federn’s claim, that the Bank occasionally denies the release of for-
eign exchange, however, can only be demonstrated through counter-
evidence. It should be noted that Federn stands out in making this 
case, because other supporters of the same viewpoint have little knowl-
edge of the detailed facts and simply assert their claims about the sup-
posed benefi ts for interest rate policy from a suspension of specie pay-
ments. Their claims about the advantage from an “isolated” currency 
not embroiled in the international fi ght for gold have been repeatedly 
refuted.

6. [This refers to the period before the Austro-Prussian War of 1866, when Austria was expelled 
from the German Confederation as a result of Prussia’s victory in the confl ict.—Ed.]
7. Thus Kuranda, a Member of Parliament, explained just recently in a speech given for the 
Lower Austrian Trade Union, “For myself—and I know myself to be one of many—I fi rmly 
hold the conviction that the ‘splendid isolation’ of Austria’s interest rate policy must and will 
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If, as Federn claims, the Bank actually did occasionally deny the 
release of foreign exchange to interest rate arbitrageurs, then fi nancial 
circles in Vienna would have some knowledge of its actions. This is, 
however, not the case. Whenever increases in the prime rate were be-
ing considered in Vienna due to increases in foreign exchange rates 
and rising interest rates on foreign markets, a refusal by the Bank to 
release foreign exchange has never appeared in the statements made 
by experts and is never mentioned in the newspapers. Rather, everyone 
completely understands that the Bank releases foreign exchange at a 
higher price and must unconditionally supply it, if it does not want to 
trigger a panic increase in the foreign exchange rate.

Completely opposite to what Federn alleges are the remarks made by 
the Austrian fi nance minister, Leon Ritter von Bilinski, who was gov-
ernor of the Austro-Hungarian Bank at that time. Bilinski explained 
that opponents of mandatory specie payments incorrectly assumed that 
variability in the interest rate would arise only in the case of legal re-
sumption of specie payments, since the Bank was already required at 
that time to coordinate its interest rate policy with other foreign central 
banks. The Austro-Hungarian Bank, he said, did not consider every ex-
port of gold to be a catastrophe. The gold did not absolutely remain in 
the vaults of the Bank simply to cover its banknotes; rather, it was used 
to cover international payments as well, insofar as they resulted from 
the legitimate requirements of trade and commerce.

This last statement appears to give support to Federn’s theory that the 
Bank satisfi es only the “legitimate” requests for foreign exchanges, and 
sometimes refuses to release foreign exchange to the interest rate arbi-

come to an end with the resumption of specie payments. At that moment when the Austro-
Hungarian Bank will be obligated to unconditionally hand over for every note presented at its 
doors the equivalent in legal, metal money, the Bank’s treasury will become a capillary vessel 
into the system of international fl ow of money and gold. At a minimum, it will have to set its 
interest rate at the same level of that country which is momentarily most in need of the pre-
cious metals. The waves of the international economic situation will then pull our monetary 
and credit services into their maelstrom, regardless from whichever and however far away the 
center of the agitation may be from which it arises.” (See Fremdenblatt, November 6, 1909.) 
This argument was already refuted years ago in the writings from which I quoted in my original 
essay.
8. [Leon Ritter von Bilinski (1846–1923) was a leading Polish political fi gure and economist in 
the Austro-Hungarian Empire, who served at various times as general director of the Imperial 
Railway and Austrian fi nance minister, as well as governor of the Austro-Hungarian Bank. He 
also was a governor of Bosnia-Herzegovina. After the First World War, he briefl y served as min-
ister of fi nance in 1919 in the newly independent Poland.—Ed.]
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trageurs. However, Bilinski’s next statements show that the Bank knew 
of no deterrent other than an increase in the discount rate to coun-
ter illegitimate requests for international means of payment. Namely, 
Bilinski then continued, “Thus, we vigorously resist every unjustifi ed 
export of gold; for example, in October 1905, we already increased the 
interest rate as soon as gold exports exceeded two million crowns; con-
versely, we also often send gold to foreign markets whenever we have 
the expectation that this method will prevent a further increase in the 
foreign discount rate. By this means we stem any future export of gold 
from the monarchy that would require us to increase the Bank’s dis-
count rate.”

That is exactly the opposite of what Federn has alleged to be the 
policy of the Bank.

Concerning the events in 1907, about which Federn has claimed that 
the Bank denied the release of foreign exchange, it is stated in a report 
to the Viennese stock market that at the end of June, “multiple requests 
were sent to the Austro-Hungarian Bank, as well as other domestic in-
stitutions, whether gold bullion or gold coins could be released for ex-
port (namely to Germany and the Netherlands). Since the Bank wished 
to maintain its voluntary adoption and up to then impeccable record of 
acting as an institution that paid in specie, it was compelled to increase 
the discount rate from 4.5 percent to 5 percent on the 27th of June be-
cause of the small amount of gold available on the unoffi cial markets 
of the monarchy.” This increase in the rate of interest achieved the 
desired goal of stemming the outfl ow of gold. That it was not neces-
sary for the Bank to increase its interest rate beyond 6 percent in the 
autumn of that same year can be traced back primarily to its policy 
earlier in the year, as can be inferred from the same report to the stock 
exchange: money was readily available in Vienna in November due to 
the precautionary action exercised by the Bank.

Incidentally, there is nothing peculiar in the large difference in the 
private discount rates and the central bank rates during times of crisis. 
Precisely in such times, fi nanciers become more anxious over risks that 

9. See von Bilinski, “Über Internationale Zahlungen” [On International Payments], lecture in 
the special session of the Fourth Polish Judicial and Political Economy Conference in Krakow 
on October 2, 1906.
10. See Jahresbericht der Wiener Börsenkammer. Der Verkehr an der Wiener Börse und der 
 Geldmarkt in Jahre 1907 [Annual Report of the Viennese Stock Market: Transactions on the 
Viennese Bourse and the Currency Market in 1907] (Vienna, 1908), p. 193.
11. See ibid., pp. 200f.
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are always connected with foreign investments during a crisis; they pre-
fer lending their money at lower interest rates closer to home to bearing 
the increased risk of a better rate of return abroad. In turbulent times, 
noticeable differences appear even between currency markets within 
the same country, such as between Berlin and Frankfurt.

However, even if it can be ascertained that the Bank does not pro-
ceed as Federn has depicted, a moment should still be spent to consider 
whether such a policy would even be possible, and in what manner an 
increase in the foreign exchange rate could be prevented in spite of the 
Bank’s refusal to release foreign exchange. There are two instances that 
Federn cites here. Initially, he refers to the fact that an increase in the 
foreign exchange rate decreases the gains from interest rate arbitrage. 
That this is true has never been denied. The entire objection appears 
invalid, however, if it is taken into consideration that since 1900 this in-
crease in the foreign exchange rate has extended only to the upper gold 
point for foreign exchange at German banking centers. Thus, a limit to 
foreign exchange speculation receives little support on this count.

III
Transactions During the Bosnian Crisis

Additionally, Federn states that during the Bosnian Crisis the Bank 
took particular advantage of the fact that it was not obligated to re-
lease actual gold upon demand in support of its interest rate policy. If 
it had been obligated, in fact, to unrestrictedly release gold, the bank-
ing sector would have prudently withdrawn gold from the Bank and 
sent it abroad, Federn says. However, because the Bank did not have 
to actually release gold, the demand would have been concentrated on 
foreign exchange.

But the Bank only reluctantly satisfi ed this speculative demand for 
foreign exchange, Federn argues. It allowed the rate of foreign ex-
change to rise above the redemption rate, indeed somewhat above the 
upper gold point, and successfully countered the speculation. Who-

12. [In 1878, Austria-Hungary occupied and obtained international recognition to adminis-
ter the province of Bosnia-Herzegovina, which up until that time was under the control of 
the Ottoman (Turkish) Empire. On October 6, 1908, the Austro-Hungarian government an-
nounced the formal annexation of Bosnia-Herzegovina and precipitated an international crisis 
that threatened war between several of the leading European powers. In April 1909, an agree-
ment was signed among the Great Powers recognizing Austria-Hungary’s annexation of the 
province.—Ed.]
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ever wanted to buy foreign exchange had to purchase it above the price 
for gold: consequently, he would have to bear an exchange risk and 
therefore decided to delay making the purchase thinking that there 
would always be time to acquire foreign exchange the next day in case 
the situation deteriorated. There would have been no need for such 
patience if the Bank had been obligated to release gold at its going rate, 
because then this risk would have disappeared. The Bank’s precious 
metal holdings would have been prematurely weakened, with all of the 
disadvantages that go hand in hand with this, Federn concludes.

In response to this argument it may be pointed out that during the 
entire period of the Bosnian Crisis (from October 1908 to the end of 
March 1909), the rates for foreign exchange at the German banking 
centers, without exception, ranged below the mint parity; the rate of 
foreign exchange in London ranged below mint parity during most of 
this period, with the maximum never exceeding 0.08 percent above 
mint parity during those six months.

If Federn’s allegation about foreign exchange is thus completely un-
substantiated, the same goes for the claim that the Austro-Hungarian 
Bank did not release gold during the Bosnian Crisis. It was precisely 
during the Bosnian Crisis in March 1909 that an admittedly unim-
portant, domestic demand for actual gold occurred for the fi rst time 
in Austria; when the reservists rallied to the banners and the active-
duty offi cers and reserve troops departed for the borders, they required 
certain sums of money. This increased demand resulted from runs on 
a few provincial savings banks, and was satisfi ed without exception by 
the Bank. To have done anything else would have shaken the solid 
trust among the people that the Bank’s wise policies had built up over 
a long period of time.

Federn claims that banks carry a risk connected with the purchase of 
foreign exchange, while the acquisition of actual gold bears no such risk 
for them. It should be pointed out that the purchase of actual gold at the 
current parity rate for gold appears more expensive than the purchase 

13. See “Der Compaß” Finanzielles Jahrbuch für Österreich-Ungarn [“The Compass” Financial 
Annual Journal for Austro-Hungary], vol. 43, no. 1 (Vienna, 1909), p. 92. For foreign exchange 
on the Paris market, the maximum rate amounted to 0.288 percent above parity during that six-
month period: in the most critical month, March 1909, it was 0.078 percent above parity. On 
average, for the month of March 1909, foreign exchange in the German banking centers was 
posted at 0.436 percent above parity, foreign exchange in London at 0.119 percent above parity, 
and foreign exchange in Paris at .0137 percent below parity.
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of foreign exchange, since the latter is purchased at a rate that is al-
ready close to the gold point.

Federn makes a similar error when he claims at another point in his 
argument that the Bank hampers interest rate arbitrage when it releases 
foreign exchange under fi xed-term contracts while denying foreign ex-
change for cash. A capitalist who desires to take advantage of a higher 
interest rate abroad can most easily achieve his goals by purchasing 
long-dated foreign exchange at foreign banking centers. If the Bank 
were to actually pursue the policy alleged by Federn, this could in no 
way counter interest rate arbitrage. Only those individuals would seem-
ingly be damaged who had to make foreign payments coming due in 
the short run, since in order to settle such payments, short-term foreign 
exchange is needed.

The Bank has no other means to limit a rise in the foreign exchange 
rate above a certain level than by satisfying the demand for foreign 
exchange at a lower rate, regardless of the reason behind that demand. 
This is the policy that the Austro-Hungarian Bank has followed for 
more than a decade.
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Chapter 5

The Fourth Issuing Right of the 
Austro-Hungarian Bank

The Austrian law of August 8, 1911 (Imperial Law Gazette no. 157), and 
the Hungarian Article of Law no. XVIII of 1911 (which are substan-
tially the same) brought to a provisional close a disagreement that has 
 continued for several years. They extended the note-issuing right [Priv-
ilegium] of the Austro-Hungarian Bank that had already expired on De-
cember 31, 1910, and which had remained in force after that date only 
through temporary arrangements made between the governments of 
both halves of the country and the Bank. Also simultaneously extended 
until December 31, 1917, was the coinage and currency treaty that had 
existed between the two countries since 1892, and which was supposed 
to expire at the end of 1910. The banking and monetary union, whose 
continued existence appeared to be in danger due to the fi erce hostil-
ity of the Hungarian Independence Party, was assured at least for the  
short term. The status quo was also maintained in the areas of monetary 
and banking policy until 1917, the next crucial year when the Ausgleich 

1. [This article originally was published in German in the Zeitschrift für Volkswirtschaft, Sozial-
politik und Verwaltung, vol. 21 (1912).—Ed.]
2. In addition to the numerous articles in the daily and professional press, see especially the 
parliamentary materials relating to the government bill, including a report on the reasons for 
the fourth privilege (No. 1043 of the supplements to the stenographic protocols of the House 
of Deputies, Session XX, 1910). A representative overview of the reform and a rich biblio-
graphic list are contained in Zuckerkandl’s appendix to “Österreichisch-Ungarische Bank” in 
the Handwörterbuch der Staatswissenschaften, vol. 8, pp. 1186–91. [Robert Zuckerkandl, “The 
Austro-Hungarian Bank,” in Banking in Russia, Austria-Hungary, the Netherlands, and Japan 
(Washington, D.C.: Government Printing Offi ce, 1911), pp. 55–118, but without the accompany-
ing bibliography in the original German.—Ed.]
3. [The Ausgleich, or “Compromise,” of 1867 refers to the agreement under which the Austrian 
Empire was transformed into the Austro-Hungarian Empire. Hungary was recognized as a self-
governing nation within the empire, with the two halves sharing a common defense, and a 
customs and monetary union under the authority of the Habsburg emperor, Francis Joseph. 
The “Compromise” was to be renewed every ten years.– Ed.]
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will come up for renewal. This end to almost fi ve years of confl ict over 
the Bank was predictable, as there was never any doubt that an inde-
pendent Hungarian central bank would not be founded on January 1, 
1911. Such a solution to the Bank question would have been severely 
harmful for Hungarian interests, and would have been mourned from 
the Austrian side, as well. It was hardly likely that the governments and 
parliaments of both nations would have chosen such a course since it 
would have benefi ted no one and, indeed, would have resulted in severe 
disadvantages for the general economic development of the monarchy.

The Hungarian opposition to continuing the banking union was 
based solely and exclusively on political, and not economic, grounds. 
Hungary (or, more specifi cally, an infl uential group of Magyar poli-
ticians) demanded the establishment of an independent Hungarian 
bank, claiming that the mere existence of a common central bank was 
inconsistent with the status of the Kingdom of Hungary. Aside from 
vague national sentiments, even the most fervent advocates for a sepa-
rate Hungarian Bank could not seriously assert that the banking union 
impaired Hungary’s economic interests.

The advantages that accrue to Hungary through the banking and 
monetary union with Austria were too obvious to allow for any differ-
ences of opinion on this matter. Hungary owes its unhampered access 
to the Austrian money and capital markets to the Bank, as well as the 
fact that Austrian resources are widely available to Hungary’s industries 
and its agricultural sector throughout its provinces. Austrian money 
supports Hungarian credit banks, and the sums that have fl owed from 
Austria into the Hungarian mortgage market are astronomically high. 
The common central bank also serves as a primary source to satisfy 
Hungarian credit demands.

Beginning in 1906, the Austro-Hungarian Bank began publishing 
information about the territorial use of bank credit based on the loca-
tion of the discount payments on the bills of exchange. Thus, the total 
of each region in the Bank’s bills of exchange portfolio were:

Year Austria Hungary
Bosnia and 

Herzegovina

1906 44.1% 55.9% —
1907 41% 59% —
1908 38.7% 61.3% —
1909 36.9% 63.1% —
1910 38.1% 61.2% 0.7%
1911 38.8% 60.3% 0.9%
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The drawdown from the Bank’s discount credit, therefore, is much 
larger in the Hungarian part of the empire than in the Austrian part. 
Without a common central bank, the interest rate in Hungary would 
undoubtedly be higher than is currently the case; the implications of 
this for the development of Hungarian industry are clear.

On the other hand, Cisleithania [Austria] had the greatest interest 
in the continuation of the banking union. The unity of the money and 
capital market assures Austrian industrial dominance over the Hungar-
ian markets. Additionally, as long as there continues to be a common 
tariff area, an independent Hungarian monetary system could, under 
the current circumstances, bear serious consequences for Austria. How-
ever unlikely, it is possible that a separate Hungarian currency could 
be devalued; a falling exchange rate would hinder Austrian exports to 
Hungary and facilitate the importing of Hungarian goods into Austria.

Thus, the battle that was fought against the continuation of a joint 
central bank had to end with a complete success for the Bank’s defend-
ers. The issuing right of the joint central bank was extended to 1917. 
The decision about its further continuation will be made simultane-
ously with the decision about the future form of the political and eco-
nomic relationships between the two halves of the monarchy.

Along with the question about maintaining a joint central bank, the 
other question that has been at the center of banking discussions for 
several years has been the problem of legal resumption of specie pay-
ments. As is widely known, the currency reform initiated in 1892 has 
not yet come to a statutory conclusion. The “crowning” of the reform 
effort through the legal resumption of specie payments has yet to be 
fulfi lled, and according to the letter of the law, the monarchy’s me-
dium of exchange still remains a paper currency. This is because the 
Austro-Hungarian Bank is not obligated to redeem its notes for gold.

The actual situation is admittedly very different. For fi fteen years 
now, the Austro-Hungarian Bank has surrendered any amount of gold 
and gold-backed foreign exchange demanded for commercial purposes 
at a price that lies below a level which would be equal to the upper gold 
point for specie payments, as similarly practiced in the English bank-
ing system. In fact, the Austro-Hungarian Bank is a specie-redeeming 
institution; the monarchy, therefore, already has enjoyed all the advan-
tages of a regulated currency for several years.

4. See my remarks in the Schmollerschen Jahrbuch, vols. 33 and 34. [See “The Problem of Legal 
Resumption of Specie Payments in Austria-Hungary” and “On the Problem of Legal Resump-
tion of Specie Payments in Austria-Hungary,” Chapters 2 and 4 in the present volume.—Ed.]
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Thus, nothing stands in the way of the legal resumption of specie pay-
ments. It would simply represent a legal sanctioning of a long- standing 
practice. Economically, it would be irrelevant. However, it would have 
all the more meaning for the international prestige of both parts of 
the monarchy. The legal culmination of the transition to a gold-backed 
currency would give visible expression that Austria- Hungary had over-
come the period of its fragmented fi nancial management. With one 
blow, the value of the crown traded on the fi nancial markets would be-
come the value of gold. The psychological importance of that moment 
should not by any means be underestimated. The stimulus this would 
create would certainly do much to improve the monarchy’s reputation, 
which has been severely shaken by the domestic political events of the 
last several years.

Nevertheless, the suggestion that the Austro-Hungarian Bank be le-
gally obligated to redeem its notes with specie is met with strong op-
position in Austria (though not in Hungary). This antagonism is a con-
sequence of the infl ationary tendencies that have repeatedly played a 
large role in the history of the Austrian currency. The “theory” about 
the alleged advantages of an “isolated” monetary system for the setting 
of the rate of interest is as popular in Austria today as it was three or 
four decades ago. A bank that is not obligated to redeem its notes in 
specie, one hears, can emancipate itself from any need to consider the 
international monetary situation when setting its own offi cial rate of 
discount. According to this theory, it can allow any degree of “tension” 
to exist between its central bank rate and that of foreign central bank 
institutions without any concern, because no gold could be withdrawn 
from its bank. As early as a generation ago, Wilhelm von Lucam, who 
served as secretary general of the Austro-Hungarian Bank for many 
years, laid this error completely to rest; since that time, distinguished 
authors have repeated his rebuttal. However, serious scientifi c works 
are unable to convince those who refuse to come face-to-face with 
their arguments.

Seven years ago the publication of Knapp’s The State Theory of Money 
offered renewed confi dence to the opponents of a gold-backed currency. 
In Austria, a small literature appeared in brochures, the daily news-
papers, and in popular reviews that fought with zeal and passion against 
the legal resumption of specie payments. Knapp, and his followers to 
a greater extent than himself, misconceived the essence of the often-
 referred-to foreign exchange policy of the Austro-Hungarian Bank. 
They have neither acknowledged nor refuted the criticisms leveled 
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against their views. Regardless of this, however, essays constantly fi ll 
the columns of the daily newspapers and economic weeklies promoting 
Austria-Hungary’s “modern” monetary system and reproaching the mon-
etary institutions of all other countries in the world as being backward. It 
is characteristic of many authors from this group that the monetary his-
tory of the last twenty years, in terms of the developments in America, 
Asia, and India, has completely escaped them. It is self-evident that they 
are conversant neither with the literature on monetary theory nor the 
most recent works about the gold exchange standard. They hardly know 
anything about Carl Menger, William Stanley Jevons, Leon Walras, 
Friedrich von Wieser, J. Laurence Laughlin, or David Kinley.

5. See my remarks in the Schmollerschen Jahrbuch, vol. 33, pp. 1027–30. [See pp. 31–82, in this 
volume.—Ed.]
6. [Carl Menger (1840–1921) was the founder of the Austrian School of economics. After working 
as a journalist and civil servant in the Austrian Ministry of Prices, he was appointed a professor of 
political economy at the University of Vienna in 1873, a position that he held until his retirement 
in 1903. In 1876, he was tutor for Crown Prince Rudolph, the heir to the Austrian throne who 
later committed suicide. He also served on the Imperial Commission on Currency Reform in 
1892, which resulted in Austro-Hungary’s moving toward establishment of a gold standard.—Ed.]
7. [William Stanley Jevons (1835–83) was one of the developers of the theory of marginal utility, 
which he formulated in his 1871 book The Theory of Political Economy. He also wrote exten-
sively on monetary theory and reform, and a sunspot theory of business cycles. He was ap-
pointed to a chair in political economy at University College, London, in 1876. He died in a 
drowning accident.—Ed.]
8. [Leon Walras (1834–1910) formulated a version of the theory of marginal utility in his 1874 
book Elements of Pure Economics. Walras is also recognized as one of the early developers of 
mathematical general equilibrium theory. Walras also was a prominent monetary theorist who 
developed a “cash balance” approach for the demand for money. He was appointed to a chair in 
political economy at the University of Lausanne in 1870, and stepped down from his position in 
1892 following a nervous breakdown.—Ed.]
9. [Friedrich von Wieser (1851–1926) was one of the leading members of the Austrian School of 
economics in the period before and immediately after the First World War. His major contribu-
tions were to the theory of marginal utility, the concept of opportunity cost, and the theory of 
the determination of the value of the factors of production. After serving in the Austrian civil 
service from 1872 to 1883, he was appointed professor of political economy at the University of 
Prague in the Austrian province of Bohemia. He was appointed professor of political economy at 
the University of Vienna in 1903, following Carl Menger’s retirement. Wieser served as minister 
of commerce from 1917 to 1918 in the last government of the Austro-Hungarian Empire.—Ed.]
10. [James Laurence Laughlin (1850–1933) was appointed in 1892 to establish an economics de-
partment at the University of Chicago. He was well known as a monetary theorist and historian 
who wrote widely on the gold standard. He was also an outspoken advocate of laissez-faire at a 
time of growing interventionist sentiments in the United States.—Ed.]
11. [David Kinley (1861–1944) founded the economics department at the University of Illinois at 
Champaign-Urbana in 1895. He was the author of Money: A Study of the Theory of the Medium 
of Exchange (1904). He also wrote extensively on government regulation of business in Ameri-
can society.—Ed.]
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Among the opponents of the legal resumption of specie payments, 
Walther Federn, in a certain sense, temporarily held a special position. 
Federn held the view that the current legal situation offered the Austro-
Hungarian Bank the opportunity to leave unsatisfi ed any demand for 
foreign exchange for so-called interest rate arbitrage, and to limit the 
release of foreign exchange solely for the “legitimate” needs of import-
ers and those persons and corporations owing debt payments abroad.

According to Federn, the Bank also availed itself of the following 
possibility. The foreign exchange rate cannot increase beyond a de-
sired level when foreign exchange is not supplied for short-term invest-
ment abroad, because when the foreign exchange rate is above a cer-
tain level, the demand for foreign exchange for this purpose decreases 
of its own accord. This was an argument against the legal resumption 
of specie payments that would have carried considerable authority if it 
had been valid. I believe that I have produced the proof for the incor-
rectness of this and similar claims in the above-cited articles, and more 
recently in another publication. The Austro-Hungarian Bank has not 
(at least prior to the autumn of 1911, during which its policy suffered a 
fi asco) attempted to deny issuing foreign exchange for use in interest 
rate arbitrage.

In addition, Federn has surrendered his original viewpoint on the 
question of the Bank’s policy. In an essay that appeared last year there 
was missing his claim that an increase in the foreign exchange rate 
does not occur in spite of the Bank’s refusing to issue foreign exchange. 
Instead, Federn tried to demonstrate that, in fact, the foreign exchange 
rate on the Vienna bourse often increased above the upper gold point, 
and that, as a consequence, the Austrian currency did not have a sta-
ble value. It is quite diffi cult to debate with an author who constantly 
changes his views. Perhaps in another setting I will return to Federn’s 
statements and reveal their defi ciencies to those people for whom they 
may not have been obvious up to now.

As could be expected under the circumstances, the Austrian gov-
ernment has had to deal with the opposition to the legal resumption 
of specie payments. Quite unlike in the Upper House of the Austrian 
Parliament, it would have been completely futile to attempt to gain 
agreement on a new issuing right for the Bank in the Austrian House 

12. Ludwig von Mises, The Theory of Money and Credit (Indianapolis: Liberty Fund, 3rd rev. 
ed., [1924; 1951] 1981), pp. 384–86.
13. Schmollerschen Jahrbuch, vol. 25, pp. 1379ff.
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of Deputies [the Lower House] that would have included the legal re-
sumption of specie payments.

On the other hand, the Hungarian government had to insist (like-
wise due to parliamentary considerations) that the status quo be moved 
at least slightly in the direction of a legal resumption of cash payments, 
because in Hungary there was a general desire for the legal completion 
of the task for currency reform. The Hungarian politicians are more 
closely linked to business life and banking transactions than their Aus-
trian counterparts; they do not underestimate the signifi cance of the 
legal resumption of specie payments for easing Hungary’s access into 
the money markets of the West.

The two confl icting tendencies are reconciled by a compromise in 
the new Bank Law. The suspension of the Bank’s obligation to redeem 
its notes for specie under Article 83 remains in effect until further no-
tice. Abrogation of the suspension may occur only in accordance with 
the usual procedures of an act passed by both the Austrian and Hun-
garian legislatures. However, the third paragraph of Article 111 of the 
statutes grants the Austro-Hungarian Bank the right to petition both 
legislatures for ending the specie suspension under Article 83 at a point 
in time when the Bank considers that the international fi nancial situa-
tion is favorable for a resumption of specie payments.

In the event that the Bank makes this proposal, the Austrian gov-
ernment is obligated under Article V of the Bank Law to immediately 
enter into negotiations with the Hungarian government, to conduct 
these negotiations with all expediency, and in accordance with estab-
lished procedures of the Hungarian government. Identical drafts are to 
be submitted in both houses of the Parliament, on the appointed day, 
for approval of the Austro-Hungarian Bank’s petition for ending specie 

14. [In the Austrian part of the Dual Monarchy, the parliament was composed of an Upper 
House (Herrenhause) that included all of the archdukes in Austria; seventy nobles selected by 
the emperor; seventeen archbishops and bishops of princely rank; and 140 life members ap-
pointed by the emperor in recognition of their service to the state or the church. In the early 
years of the twentieth century, the Lower House (Abgeordnetenhause) consisted of 425 members 
serving for a six-year term, who represented fi ve “classes of electors” in each province. Eighty-
fi ve were chosen by the large landowners; twenty-fi ve were selected by the chambers of com-
merce and certain industrial corporations; 118 were elected by residents in urban districts who 
paid over fi fty fl orins in direct taxation; 129 were elected by inhabitants of rural areas who also 
paid in direct taxes at least fi fty fl orins; and 72 were chosen by all electors who did not belong to 
any of the other groups, but who had residency qualifi cation for at least six months.—Ed.]
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suspension under Article 83. The approval of this petition is granted by 
affi rmative decisions in both houses of Parliament. A negative decision 
by just one of the two houses results in the denial of the approval of 
this petition. If within a period of four weeks from the time the draft 
has been submitted during the parliamentary session no decision is 
reached by one of the two houses, then the petition is considered ap-
proved by that respective house or both houses of the Parliament.

These provisions, which are analogously covered by Hungarian law 
(with one inconsequential difference), are extremely idiosyncratic in 
the context of the constitutional relationship between the two halves 
of the monarchy. The underlying motive is clear, considering the ob-
structionist elements that currently infl uence both the Austrian and 
Hungarian parliamentary systems.

The constitutional objections to this procedure should be partially 
eliminated in Austria by the provisions of the special law of August 8, 
1911 (Imperial Law Gazette [Reichsgesetzblatt] no. 158), that was an-
nounced on the same day as the Bank Law. This law instituted a se-
ries of special provisions to assure the government’s businesslike han-
dling of the draft submitted to the House of Deputies, based on the 
 Austro-Hungarian Bank’s petition for abolishing specie suspension un-
der Article 83 of the Bank Statutes. The president of the House has to 
immediately assign the draft (without a fi rst reading) to the committee 
appointed for the preliminary discussion. The committee has to sub-
mit a written report about the draft to the full House within a period of 
no more than one week. The president must, without objections, place 
the committee’s report as the fi rst item on the agenda of the session im-
mediately following the dissemination of the report; and it must be the 
fi rst item on the agenda for every subsequent session of the House until 
a decision has been reached.

If the committee has not submitted a report within the one-week pe-
riod, then the president must, likewise without objections, present the 
government draft for a fi nal resolution as the fi rst item on the agenda of 
the session occurring immediately after the expiration of the deadline 
set for the committee; and it must be the fi rst item on the agenda for 
every subsequent session of the House. If debate over the draft extends 
up to the third day prior to the expiration of the four-week period set by 
Article V of the Bank Law, then the president must declare the debate 
closed, whether or not the delegate who has the fl oor has fi nished his 
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remarks and whether or not there are still delegates registered to speak 
on the issue. The president must, at the latest, call the vote the next 
day after debate has been closed.

It is not our task to address the constitutional aspects of these provi-
sions. From a purely economic point of view, the new Bank issuing 
right offers plenty that is of interest.

Article 1 of the Bank Statutes obligates the Bank to ensure, with all 
means at its disposal, that the price of foreign exchange refl ects the 
value of its banknotes, and that this remains stable over time. The 
value of the Bank’s notes shall also correspond to the legal mint par-
ity price of the crown currency. In the case that the Bank does not 
meet this obligation (i.e., for as long as suspension of specie payments 
continues), its noncompliance will result in the Bank losing its issuing 
privilege in accordance with paragraph 2 of Article 111, insofar as this is 
not superseded by a “higher power” recognized by both governments. 
An exception is made for a temporary suspension of the Bank’s obliga-
tion if there has occurred a lawful decree simultaneously approved in 
both nations of the monarchy.

The Gordian thought processes that led to this provision in the Bank 
Statutes can be understood only in the context of the polarized views 
that exist in the two parts of the monarchy over legal resumption of 
specie payments. Indeed, it was aimed at somehow legally sanctioning 
the status quo of de facto specie payments without employing the (in 
Austria) unpopular idea of specie redemption of notes. Each of the two 
governments could return home as victor rather than vanquished from 
the debate over the Bank Act.

Obviously, that was not completely achieved, because what in the 
plain language of the law would have constituted a decision equiva-
lent to the Bank being given the obligation to institute specie payments 
was not achieved in this provision. Foreign countries will continue to 
consider the value of the crown as not being equal to its gold par value, 
and will view Austrian and Hungarian credit as being substandard.

From a technical legal viewpoint, the frequently discussed item in 
the Bank Statutes concerning the parity value of the currency can 
hardly be described as successful. Even the style in which it is ex-
pressed is quite awkward. As is highlighted in the report about the rea-
sons for the law, it is not meant to force the Bank to guarantee that 
the foreign exchange rate constantly coincides with the mint parity of 
the currency. Instead, henceforth, the Bank’s legal obligation would be 
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to maintain its current practice, which it has followed for years with-
out legal compulsion, of not allowing the foreign exchange rate to rise 
above the upper gold point. Thus, the Bank must continue to pursue 
the same policies that it has followed up to the present; in the future 
(as has currently been the case), it must simply ensure that the upper 
gold point is not exceeded. In other words, it must guarantee that there 
occur no signifi cant fl uctuations in the foreign exchange rate above 
the currency’s mint parity. A shrewd loophole was left open, wherein 
the range in which the foreign exchange rate might vary above the 
mint parity was not defi ned in this law or elsewhere.

It is superfl uous and contradictory to all legal terminology if, as it is 
expressly noted in Article 111, the Bank does not lose its issuing rights 
when it fails to comply with the obligation to uphold the exchange rate 
parity, other than in situations in which a temporary suspension has 
been decreed in a lawful manner in both nations of the monarchy. 
It appears that during the compilation of the Bank Statutes, the legal 
rule “lex posterior derogat priori” was completely forgotten.

According to Article 83, paragraph 2 of the Bank Statutes, there does 
not occur a loss of issuing rights due to failure to comply with this ob-
ligation after the resumption of specie payments, if it is prevented from 
doing so by a higher power recognized as such by both governments. 
The offi cial report points out that there could be cases in which the 
Bank might be prevented by insurmountable external circumstances 
from meeting its obligations to redeem its notes, and a temporary ces-
sation of note redemption could not be immediately decreed in a law-
ful fashion. The offi cial report also indicates that there also could be 
similarly valid reasons in regard to the Bank’s failure to meet its obliga-
tion to maintain the exchange rate parity. In practice, this gives both 
governments the authority to relieve the Bank at any time of its obliga-
tion to maintain the foreign exchange parity, and its obligation to make 
specie payments. Due to the vagueness of the term “higher power” ap-
plied within the area of fi nance, it may well be possible for the govern-
ments to fi nd any pretext for such a suspension of the Bank Act. Any 
deterioration in the balance of payments can be viewed, with a stretch 
of the imagination, as being an act by a higher power. It is, however, 
hardly to be feared that the governments will misuse the authority that 
has been placed in their hands.

15. [“More recent law abrogates an inconsistent earlier law.”—Ed.]
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By far the most important innovation in the Bank Law is the expan-
sion of the tax-free quota for the issuance of banknotes. In 1887, the 
Austro-Hungarian Bank’s second issuing right broke with the system 
of strictly limiting the number of banknotes in circulation; this system 
had been introduced by Plener’s Bank Act of December 27, 1862, in the 
manner set by Peel’s Bank Act. The second issuing right declared that 
any issuance of banknotes not backed by precious metals in excess of 
the 200 million fl orins (Austrian currency) quota was subject to a tax of 
5 percent on any notes in circulation exceeding that maximum.

Since that time the quota of 400 million crown notes has not been 
increased, and has remained at that level for almost fi ve decades. In 
recent years, the issuance of notes in excess of 400 million crowns has 
occurred primarily in the autumn months. In 1907, there were no fewer 
than 21 times when the total number of notes in circulation was in ex-
cess of that maximum amount. The new Bank Statute expands the 
tax-free note quota from 400 million crowns up to 600 million crowns. 
Whatever signifi cance this expansion of the tax-free quota of notes will 
have on the fi nancial markets cannot be discussed here in any detail. 
Doubtless the effect will not be as harmless as is asserted in the offi cial 
report, which leaves quite a bit to be desired on these points.

In any case, it is deplorable that the Bank Statute did not establish, 
as the German model does, that the quota of notes be determined at a 
higher level for the end of the quarters as opposed to the average level 
during the year. The offi cial report cited the German provision and 
included as a quasi explanation that the quarterly deadlines (at the end 
of March, July, September, and December) regularly bring certain ten-
sions on the German fi nancial markets. The report remains silent as to 
the question (which surely would have merited a detailed explanation) 
about whether it has been ascertained that the same deadlines cause 
tension on the Austrian markets.

Indicating yet another tendency, an amendment has been made to 
the regulations concerning the backing of notes in circulation. In the 
agreements made incidental to the conferral of the third issuing right 

16. See Chapter 2, “The Problem of Legal Resumption of Specie Payments in Austria-
 Hungary,” footnote 18.
17. [The 1892 Austrian Currency Reform Act converted the old fl orin into a new crown at 
the ratio of two new crowns for one old fl orin. Hence the 200-million-fl orin quota on notes 
issued by the Austro-Hungarian Bank that were tax-exempt became 400 million of the new 
crowns.—Ed.]
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in 1899 between the two governments and the Bank, the Bank was al-
lowed to employ an amount of 401,305 million crowns in national gold 
coins (that has originally been supplied by the two governments) to 
cover the ten- and twenty-crown notes that had been issued in place 
of an equivalent amount of state notes. The Bank was not allowed to 
include this amount, which formed 40 percent of the precious metal 
backing of its notes, in the summary of its specie reserves.

Article VI of the Bank Law Amendment abrogates this limitation. 
At the same time, the previous limitations on the issuing of ten- and 
twenty-crown notes are dropped. In their place appeared a provision 
(Article 82 of the Bank Statutes) that to cover transactions of less than 
fi fty crowns, twenty- and ten-crown banknotes can be issued in any 
amount mutually agreed to by the two fi nance ministers. Due to this, 
banknotes in denominations of twenty and ten crowns will become a 
permanent institution. This corresponds to the principles fi rst promul-
gated in the specie payment guidelines of 1903, and which stand in 
contradiction to straightforwardly adopting the English and German 
institutions, which were envisioned by the legislators of 1892 and 1899.

Also taken from the 1903 guidelines was authorization for the Bank 
to include in its calculation of specie reserves an amount up to 60 mil-
lion crowns in holdings of foreign exchange and foreign banknotes that 
are payable in gold or an equivalent precious-metal-backed currency.

From a fi nancial perspective, the expansion of the tax-free note 
quota was partly a compensation for the increased share of the Bank’s 
net profi ts taken by both governments in the monarchy. In general, the 
provisions concerning the division of the Bank’s net profi t remained un-
changed, though with a modifi cation. Previously, the two governments 
received two-thirds of the net profi ts whenever common stockholdings 
exceeded 7 percent of the equity capital; in the future, the two govern-
ments under those circumstances will receive three- quarters of the net 
profi ts. In addition, the Bank is obligated to establish twenty new sub-
sidiaries, ten in Austria and ten in Hungary, at locations determined by 
the ministers of fi nance.

In general, nothing was changed in the Bank’s time-tested organiza-
tion: it remains as it had been until 1917, and hopefully will remain so 
long into the future. And there are a few provisions about the handling 
of the gold reserves at the expiration of the issuing right in 1917, as a 
reminder that that possibility must be kept in mind in all calculations 
about the future.
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Foreign judgments of the situation following the passage of the new 
note issue right will likely conclude that little success has been made 
in solving the Bank question. Fault will be found with the complicated 
parliamentary procedures preceding the future resumption of specie 
payments, and with many other details and aspects of the new issuing 
right. This is completely aside from the fact that foreign opinion will 
hardly be able to comprehend why the new issuing right fails to vali-
date the de facto situation of specie payments by sanctioning the legal 
resumption of specie payments.

Anyone who completely understands the situation in the monarchy 
will in no way agree with such a disparaging judgment. For it is in-
deed the truth that the Bank’s issuing right, in spite of all its defects, 
unquestionably demonstrates a full and complete success for the Aus-
trian ideal of the nation-state. An important part of imperial unity 
was secured for the coming years. What that will mean, and how the 
diplomatic and political success of the two governments is to be esti-
mated, can only be answered by those worthy to judge, those who truly 
understand the parties in Cisleithania and Transleithania [Austria and 
Hungary], ruled as they are by rallying cries and only seldom guided by 
dispassionate logic.
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Chapter 6

Financial Reform in Austria

After more than a century of chronic budget defi cits, about twenty 
years ago Austria succeeded in reestablishing a balance in its public 
fi nances. From 1889 to 1909 the national accounts generally showed 
a surplus. The situation changed again in 1908, and the estimate for 
1909 predicted a defi cit, which could be converted into an apparent 
surplus of 60,000 crowns only by the introduction of a fi ctitious entry 
of 29 million crowns. The budget for 1910 already openly admits to a 
defi cit.

It cannot be determined exactly how much the defi cit amounts to 
in the ordinary budget, and which has to be covered by new increases 
in taxes. On this point differences of opinion will always exist, ideas 
being divided on the question of what should be understood by invest-
ment and what must be considered as current expenditures. One fact 
is certain: this defi cit is very large. The minister of fi nance evaluates at 
about 17 million crowns the increase of revenue that the state will have 
to obtain annually from a tax increase or by the creation of new taxes. 
To this must be added a defi cit of about 40 million crowns, which has 
come about in the budgets of the various Austrian provinces. Since the 
provinces are not able to cover it with their own resources, it too must 
be made up for by the state. Thus there is, at this moment, an assured 
budget defi cit of 110 million crowns; and this fi gure will increase sig-
nifi cantly in future years if new resources are not found in time.

In fact, enormous expenses will have to be met soon. The army and 
the fl eet have been completely neglected for many years. Their alloca-
tion has not been raised for twenty years, while at the same time all the 
other European states have considerably increased their defense forces. 
Moreover, the weaponry of the army leaves much to be desired, and 

1. [This article originally appeared in French in the Revue Économique Internationale, vol. 7, 
no. 4 (October 1910).—Ed.]
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the reduction of service time from three years to two, which cannot be 
postponed much longer, will entail enormous costs. The navy, too, will 
be the object of more serious attention in the future. In the presence of 
the enormous naval armaments of Italy, aimed directly against Austria, 
our navy too will be forced to construct some “dreadnoughts.”

The obligations of social insurance will likewise impose heavy ex-
penses on the state. According to the calculations in the government’s 
plan, the contribution of the state to social insurance will in the end 
amount to 100 million crowns per year. How are the needed resources 
to be obtained? Neither the government nor Parliament has so far said 
a word about it. One can already perceive here an essential difference 
between the causes for the fi nancial embarrassment of Austria and 
those of the other states (Germany, France, and England) that are pres-
ently struggling with fi nancial diffi culties. In these latter countries, it 
is mainly military and social burdens that have swollen the budget; in 
Austria, on the other hand, the defi cit already exists even though the 
state has up to now only insuffi ciently fulfi lled its military and social 
obligations.

Nevertheless, for the last ten years governmental expenditures in 
Austria have gone from 1.5 billion to 2.3 billion crowns. If we investi-
gate the causes of this huge increase, we shall immediately discover 
that during the same period interest and amortization payments on the 
national debt rose from 345 million to 411 million crowns (of which 356 
million were for the payment of interest and only 55 million for amor-
tization). Direct taxes and the excise on beer together produced just 
enough to provide this amount.

Excluding the increase of payments related to the national debt and 
national defense, the increase in expenditures comes mainly from 
the rise of those relating to domestic administration. These expendi-
tures have increased considerably in the last few years: for the Finance 
Ministry they have gone from 61.2 million to 105.9 million crowns; for 
postal employees, from 48.9 million to 92.1 million; for the Ministry 
of Justice, from 58.4 million to 92.5 million; for pensions, from 48.6 
million to 91.6 million crowns. Up to 1908 the state has paid out for 
the acquisition of the railway network about 4 billion crowns, which it 
obtained on the basis of credit. The interest on the capital invested in 
the railroads amounted to 173 million crowns.

By contrast, in 1908 the surplus from the operation of the state rail-
roads was only 95 million crowns. Thus the state had to cope with an 
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operating defi cit of 78 million crowns. To remedy this state of affairs 
the fares of the state railroads were raised after January 1, 1910, by such 
a proportion that a profi t of 47 million crowns can be counted on for 
annual receipts. In spite of this, the management of the railroads will 
always be in serious defi cit and will constitute a burden for the budget. 
In Austria the administration of the state’s railroads is excessively ex-
pensive; moreover, in the unanimous opinion of all the interested par-
ties it operates exceptionally badly. This defi cit must be attributed only 
secondarily to the fact that the state also operates—for strategic and 
political-economy reasons in general—certain lines that scarcely yield 
anything; it is due just as little to the circumstance that the creation 
of the Austrian state’s railroads is very burdensome, given the diffi cul-
ties of construction in a mountainous country; the principal cause is, 
instead, the incompetence of an administration that does not have a 
commercial and economic character, an administration in which ev-
erything depends upon political and personal points of view, while the 
economic point of view matters least. A reform of the administration of 
the railroads is desirable not only in the interest of shippers and travel-
ers but also in the interest of the public treasury.

The organization of the Ministry of the Interior is just as irrespon-
sible. If this fact generally attracts less attention, it is only because one 
cannot be given an account of the results of the Interior Ministry in 
the same way as the results of a state-run fi rm like the railroads. Some 
years ago Minister Koerber, who was then in power, had prepared and 
published a memorandum concerning the reform of the interior min-
istry, which constituted the most acerbic criticism of his own activity 
that was ever made by the government of a country; in it the Austrian 
government is the object of a merciless criticism.

One of the most important measures recommended by Minister Ko-
erber was to intensify the productivity of state agencies. This idea sank 
along with Minister Koerber himself, as did other impressive plans of 
that statesman. One of the chief ills, which the Austrian government 
suffers from and which considerably increases its expenses, is the coex-
istence and cofunctioning of a dual administrative apparatus. Along-

2. [Ernest von Koerber (1850–1919), a liberal Austrian statesman and prime minister of Austria 
in 1900–1904. A popular fi gure, he engaged in an ambitious economic expansion program for 
the Habsburg Monarchy, encouraged industry and commerce, and introduced laws guarantee-
ing individual rights. Nationality crises in Bohemia and Hungary caused his fall in 1904. Dur-
ing World War I he served as the joint Austro-Hungarian minister of fi nance.—Ed.]
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side the national administration and the national authorities there ex-
ist, absolutely independent of them, the autonomous authorities of the 
provinces and of the municipalities. The administrative organs of the 
state are appointed by the government and depend upon it. On the 
other hand, the autonomous administrative organs depend solely on 
the Diets (Landtag) and the municipal administrations, both of which 
are the result of elections. Far from trying to support each other mutu-
ally, these two organs often have a tendency to oppose their reciprocal 
endeavors. This is especially the case in those districts where a power-
ful and energetic party is in power in the Diet and in the municipali-
ties. In these conditions, and aside from the fact that it entails excessive 
expenses, this administrative dualism does not in any way appear to 
be an advantage to the population. Nevertheless, a reform in this area 
is diffi cult to carry out since the Diets and the municipalities do not 
want to give up any of their prerogatives. And yet such a reform would 
be the fi rst step toward a reduction of the bluntly excessive cost of the 
administration.

In Austria, the problem of reestablishing equilibrium in the manage-
ment of public affairs is particularly complicated by the fact that it is a 
question of reforming not only the management of the state but also 
that of the provinces, and that in this activity one must take a whole 
series of diffi culties into account. The constitution grants to the prov-
inces the right to collect taxes, in addition to the direct taxes of the 
state to cover their expenses. If these supplementary taxes do not ex-
ceed 10 percent of the national taxes, they do not have to be authorized 
by the government or by the emperor; however, if they exceed 10 per-
cent, a special approbation by the emperor is needed. Moreover, the 
provinces are free to introduce their own indirect taxes, with imperial 
authorization.

Twelve years ago, at the time of the creation of the new income tax, 
it was feared that the provinces and municipalities might use the right 
to collect supplements to the new income tax too liberally and might 
raise the level of taxation to such a point that the temptation to make 
false declarations would become very great. The Parliament of the em-
pire did not have the right to forbid the municipalities and provinces to 

3. [A Landtag (Diet) is a representative assembly or parliament in German-speaking countries 
with some legislative authority.—Ed.]
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collect such supplements to the income tax; that is why it had to act in 
another way to keep the above-mentioned tax free of supplements. Un-
til the end of 1909 the Reichsrat allotted a certain portion of the yield 
of the income tax to those provinces that committed themselves not to 
impose supplements to the income tax for purposes related to provin-
cial and municipal administration. That is what happened in all the 
provinces. Meanwhile, different individual provinces began to create 
their own indirect taxes, which previously had not been done. Later, 
when in 1901 the excise tax on alcohol was raised, a part of the yield of 
the excise was again assigned by the state to the provinces on the con-
dition that they, on their part, would renounce any provincial excise on 
alcohol. From then on the provinces and municipalities fell back upon 
the taxation of beers and imposed special taxes on them. Thus three 
independent excises on beer coexisted in Austria: that of the state, that 
of the provinces, and that of the municipalities.

In spring 1909 Finance Minister Bilinski presented a plan based on 
the following principles: The state would raise the excise tax on alco-
hol from 90 crowns or from 110 crowns, respectively, to 140 crowns or 
164 crowns per hectoliter of pure alcohol and the tax on beer from 34 
hellers per hectoliter to 70 hellers. The total yield from these two tariff 
increases was estimated by the government to be 95.5 million crowns. 
Of this total the government intended to assign 32.2 million crowns 
to the provinces on the condition that they would renounce their in-
dividual taxes on beer, and in addition it allocated to them 40 mil-
lion crowns on the condition that they should give up the special tax 
on alcohol and continue to leave the income tax free of supplements. 
Thus there would have been left to the state a gain in revenue of only 
22 million crowns.

Among the public this fi nancial plan was fi rst blamed for focusing 

4. [The Austrian Parliament.—Ed.]
5. [Leon Ritter von Bilinski (1846–1923), a conservative Polish-Austrian statesman, who was 
highly favored by Emperor Francis Joseph. In 1912–15, he occupied dual posts of imperial fi -
nance minister and Bosnian governor.—Ed.]
6. [1 hectoliter (hl) = 100 liters = 26.42 gallons.—Ed.]
7. [The Heller or Häller was a German coin valued at half a pfennig (a penny) named after the 
city of Hall (today Schwäbisch Hall). The coin was produced beginning in the 13th century as a 
silver pfennig (Häller pfennig). Heller was also the term used in the Austrian half of the empire 
for 1/100 of the Austro-Hungarian crown (the other being fi llér in the Hungarian half), the cur-
rency of Austria-Hungary from 1892 until after the demise of the empire.—Ed.]
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on only indirect taxes and for putting the entire burden of expenses 
required by the new needs of the state on the least fortunate classes. In 
spite of the government’s promise to introduce a provision that would 
increase the yield of the inheritance tax by more than 10 million crowns, 
this fi scal reform could not be justifi ed in the eyes of the parliamentary 
parties. The government was therefore obliged to have recourse to other 
means. It presented a plan that would also raise direct taxes.

Meanwhile Parliament was adjourned, and in the autumn the min-
ister of fi nance presented a new fi scal proposal to Parliament. This 
time the minister had completely discarded increasing the excise tax 
on beer, leaving the provinces with the problem of obtaining (by rais-
ing of their own taxes on beer) the part that they would otherwise have 
received as an indemnity for giving up the right to levy an individual 
tax on beer.

Here are the tax proposals on which the new fi nancial plan is based: 
increasing inheritance taxes and gift taxes. The present Austrian in-
heritance tax is graduated only according to the connection linking 
the successor to the decedent. It amounts to 1.25 percent in the case 
of the transmission of the estate or of various objects to spouses, as-
cendants, or descendents [i.e., parents/grandparents or children/grand-
children] and to 5 percent in the case of the transmission to other rela-
tives, including nephews and nieces. In all other cases it is 10 percent; 
nevertheless, if the heir is employed or salaried by the decedent and 
if the inheritance or legacy does not exceed either 100 crowns of an-
nual income—for the duration of his life or for a specifi c number of 
years—or 1,000 crowns in capital, the tax is only 1.25 percent. If the 
total assets without the deduction of debts do not exceed 100 crowns, 
the inheritance is tax-exempt provided that it passes to spouses, ascen-
dants, and descendents.

Now, it is also desired to apply the principle of progressivity to the 
inheritance tax. In the future, it will be differentiated in two ways: 
fi rst, according to the personal situation of the heir with regard to the 
decedent, then according to the amount of the inheritance. On the 
one hand, fi ve groups of heirs have been distinguished. The fi rst group 
includes, as before, spouses, ascendants, and descendents; the second 
group includes, unlike the provisions in force up till now, collateral 
relatives up to the third degree, except for nephews and nieces. All the 
other physical persons except those who were employed or salaried by 
the decedent are relegated to the third group.
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In each one of these three groups the inheritances are treated ac-
cording to their size. In the fi rst group, inheritances that do not ex-
ceed 500 crowns are exempt; those above 500 crowns but not exceed-
ing 10,000 crowns pay 1.25 percent, the rate rising then, little by little 
and by degrees, up to 4 percent, which is applied to inheritances of the 
seventh and last category, that is, those above 2 million crowns. Each 
of the second and third groups has nine steps. For inheritances up to 
1,000 crowns the rate is 5 percent in the second group and 10 percent in 
the third, and it rises then little by little to 13 percent and 18 percent re-
spectively for legacies above 2,000 crowns. The inheritances falling to 
persons who were employed or salaried by the testator are included in 
the fourth group. They pay no tax up to 500 crowns; from 500 to 1,000 
crowns they pay 1.25 percent. Above that amount the inheritances go-
ing to such persons are taxed according to their personal situation with 
relation to the decedent. Those left to indigenous charitable teaching 
institutions or humanitarian work are included in the fi fth group; they 
are taxed at the rate of 5 percent no matter what their value.

Besides the inheritance tax, the benefi ciaries of the real estate in-
heritances are presently charged with additional estate taxes according 
to their gross value. This tax amounts to 1 percent in case of transmis-
sion to spouses, ascendants, and descendents if the value of the estate 
does not exceed 30,000 crowns, and goes up to 1.5 percent for a value 
above the latter. In case of transmission to other benefi ciaries, the tax 
is 1.5 percent up to a value of 20,000 crowns, and 2 percent for a value 
above 20,000 crowns. The real estate taxes, which are imposed in vir-
tue of the law of June 18, 1901, are continued for the future along with 
the inheritance tax.

The yield of the present inheritance and gift taxes annually amounts 
to an average of 19 million crowns without counting the income from 
real estate taxes. The government expects an annual gain of 10.3 mil-
lion crowns from the increase of the inheritance tax. The gain from 
the increase of the gift tax cannot be estimated at present. In addition 
to the national inheritance tax, an equivalent tax exists in all provinces 
of the Crown and in many municipalities. In 1905 the yield of the na-
tional inheritance tax amounted to 19.2 million crowns and the pro-
vincial and municipal taxes to 8.7 million crowns, which added up to 
approximately 45 percent of the yield of the national inheritance tax.

Although the taxation on inheritances will therefore reach a very 
high level in Austria in the future, the proposals to increase inheritance 
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taxes arouse almost no opposition. The attacks are generally directed 
only against such applications, the adoption of which would create an 
inequality in the fi scal taxation of different classes of the population.

In the matter of indirect taxes, the minister proposes a series of in-
creases and the introduction of new taxes. The increase of taxes on al-
cohol should bring the state an increase in receipts of about 35 million 
crowns. This increase, likewise, has met only weak opposition.

In addition, the creation of a match monopoly has been proposed. 
The yield from this monopoly has been estimated at 15 million crowns. 
The idea of the match monopoly is generally supported for both social 
and fi nancial reasons.

On the other hand, two additional taxes proposed by the minister 
are encountering a vigorous opposition, namely, the tax on natural 
mineral waters and the tax on soda. Soda will be subject to a tax of 6 
hellers per liter. The profi t from this tax is estimated at about 1.8 mil-
lion crowns. The fi erce opposition to the tax is based on the fact that 
the cost of collecting it will be very high since many small establish-
ments produce soda.

Natural mineral waters will pay 10 hellers per liter. All mineral wa-
ters that are not suitable for use as refreshments and table drinks but 
only for medical use will be tax-exempt. However, it has been pointed 
out that many natural mineral waters are used both for medical use 
and as refreshments and table drinks. A peculiar fact is that the govern-
ment also wants to tax mineral waters intended for export. The yield 
from the taxation of natural mineral water is evaluated at 2.25 million 
crowns.

An objection to the taxation of soda as well as of natural mineral wa-
ter is that in many localities water supplies are of such bad quality that 
the residents are forced to buy soda or mineral water; it is not desirable 
to create a tax that would, to a certain extent, contribute to the spread 
of typhus. It is not very likely that the government will succeed in get-
ting these two taxes passed by the Parliament.

It is also doubtful that another project of the fi nance minister will 
be accepted that would do away with the tax-exempt status for auto-
mobile gasoline. It is pointed out that automobiles are still not widely 
used in Austria, and it is more important to remove the obstacles that 
stand in the way of automobile utilization than to create new ones. 
Besides, the proposed gasoline tax would bring no more than a million 
crowns.
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Finally, the minister has proposed to increase the tax on wine. The 
existing tax presently brings in 6 million crowns, but in the future it 
should yield 12 million crowns. Moreover, a special tax on sparkling 
wines is to be introduced, which should produce 1.5 million crowns, 
as well as a separate tax on bottled wines, which will yield another 
1.5 million crowns. In this case the total yield from the tax on wines 
will amount to about 16 million crowns.

The government is also proposing to increase the income tax, which 
is provoking much greater attention and opposition. First, the plan 
projects an increase of the rate of income tax for those whose income 
is above 20,000 crowns. Today the highest income tax rate is just below 
5 percent; in the future it will reach 6.5 percent. This increase will 
yield 6 million crowns annually. Second, the rate of income tax will 
be increased by 15 percent for the taxpayers who do not live together 
with at least one other member of the family (spouse or child) and by 
10 percent for taxpayers who do not live with at least two other mem-
bers of the family. The yield from this increase is estimated at 5.2 mil-
lion crowns.

In Austria, the profi ts of stock corporations are taxed at the enor-
mous base rate of 10 percent. To this tax the state adds supplements for 
the benefi t of the provinces and municipalities, so that it often reaches 
the rate of 20 percent to 30 percent. It must be also mentioned that 
what the law views as the next taxable profi t of the corporation by far 
exceeds the real net profi t as the businessman normally determines it.

In addition to the general tax on corporations, companies that dis-
tribute dividends above 10 percent of the invested capital are subject to 
a special supplementary tax on the amount used to pay this excess of 
dividends. This supplementary tax is presently 2 percent of the amount 
necessary to distribute the 11th to the 15th percent of the dividend and 
increases to 4 percent for the amount distributed beyond that fi gure. 
According to the government’s proposal, the supplementary tax on div-
idends will not come into play when the dividends exceed 10 percent 
with regard to the capital stock invested, but only when they reach this 
level in proportion to the capital stock invested and the reserve. On 
the other hand, the rate of the supplementary tax will be considerably 
raised. The amount necessary to form the 11th and 12th percent will be 
taxed at the rate of 2 percent, the 13th and 14th percent at the rate of 
4 percent, and the 16th percent at the rate of 6 percent. The yield from 
this tax increase would be about 700,000 to 800,000 crowns.
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The tax on directors’ profi t shares would constitute an innovation. 
The Austrian tax on dividends is obviously modeled on that of the Ger-
man Empire, which was introduced in 1906. But while the German tax 
affected only the supervisory boards of stock corporations, the Austrian 
tax also applies to the director, board of directors, management, and 
members of the corporation. The rate of this tax is progressive and goes 
from 2 percent to 8 percent. Its yield is estimated at 1 million crowns.

Finally, one last provision of the new plan must be pointed out, 
which is stirring up vigorous opposition in commercial and industrial 
circles: in the future, according to the plan, fi scal authorities will have 
the right to inspect the books of businesses and industries. Austrian 
entrepreneurs rightly see in this arrangement an intensifi cation of the 
harassment that the authorities display toward them.

In Austrian governmental circles, people like to compare the Aus-
trian fi nance minister’s plan with that of Lloyd-George. Just like the 
English budget, they say, the Austrian plan focuses on the wealthy 
classes and tends to grant relief to the less well-to-do. The Austrian 
minister of fi nance, Mr. Bilinski, attempts to parry the attacks directed 
against his fi scal plans by businessmen and industrialists by making 
tirades against them; his assault on business considerably exceeds in 
harshness and hostility anything that has ever been said by the Aus-
trian government against any other group whatsoever. One is reluc-
tantly tempted to make a comparison between these almost-personal 
attacks of the Austrian ministers, and the oratorical procedures that 
English ministers use in the electoral battle against the peers.

In the end, all of that may cause public opinion to lose sight of the 
essential differences between the Austrian scheme and the British bud-
get. The English fi scal reform as a whole constitutes a surtax on the 
real estate owner: it is directed above all against the land-owning lords, 
whether they own property in the city or in the country. The targeted 
social class is the conservative aristocracy and the circles immediately 
associated with it. The English project carries no trace of hostility to-
ward big industry and commerce. It is precisely the opposite of what 
characterizes the Austrian project.

Austria today is a country which by necessity has become a large 
importer of cereal grains. It imports these grains partly from Hungary 
(which, though in a customs union with Austria, should be considered 
as a foreign territory in all respects) and partly from other foreign coun-
tries. Austria then must be regarded as an industrial country since its 
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economy is based on industrial production. The political strength and 
importance of the urban industrial population, however, does not cor-
respond to the existing state of affairs. In the Reichsrat the representa-
tives of the agrarian interests have the majority. Large and small real 
property owners join together to fi ght the urban and industrial inter-
ests. Moreover, the representatives of the cities and the industrial local-
ities are not in agreement. Only a rare few deputies who represent large 
industries and the socialist deputies are resolute partisans of modern 
economic evolution and modern industry. The other elected offi cials 
from urban electoral districts represent primarily the interests of the 
petite bourgeoisie and do not understand anything about the general 
interest in the development of industry. They are always ready to form 
alliances with the agrarians against industry. Even in questions of com-
mercial policy they often march in step—though not overtly—with the 
agrarian deputies.

Thus the agrarian deputies have succeeded in gaining great advan-
tages in the fi scal arena. It can be seen most clearly in the taxation of 
profi ts, the income tax, and among indirect taxes where the excise tax 
on alcohol is concerned.

While all other direct taxes continually increase, real estate tax is 
the only Austrian tax that has gone down during the last decade, and 
not only in relation to the other receipts of the state but also in absolute 
terms. The real estate tax is an assessment tax, and from 1881 to 1896 
the yield of this tax for the whole empire was evaluated at 75 million 
crowns. Since then, it has fallen to 59.5 million crowns. The real yield 
of the property tax, however, remains well below that fi gure. Every 
year, large reductions are granted for damages caused by the weather. 
Thus, in 1907, the real estate tax actually brought in only 54.5 million 
crowns.

The privileges of rural real estate owners are no less in the area of 
income tax. Here, however, the farmers are favored not by the law but 
by certain provisions concerning the instructions for its execution, and 
especially by practices which are completely different in the country 
and in the cities. That is why the yield from the tax in the countryside 
is so small from the fi scal point of view. In 1908, on a total gross in-
come of 4.268 billion crowns that were subject to tax, only 308 million 
or 7.2 percent was associated with income from rural property. It is a 
distressing result considering the importance of agricultural produc-
tion in Austria.
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The advantages that agriculturists draw from the legislation on alco-
hol excise are much greater. Just as in the German Empire, the excise 
tax on alcohol is presently set up on a dual basis: 1,017,000 hectoliters of 
alcohol are taxed at the lower rate of 90 crowns; the rest at the higher 
rate of 101 crowns. The distilleries among which these 1,017,000 hectoli-
ters are distributed therefore enjoy an expense differential of 20 crowns 
per hectoliter sold. Thus the system of taxation on alcohol brings them 
an annual benefi t of 20 million crowns.

Of the total of 1,017,000 hectoliters—called the “Alcohol contingent” 
[or quota]—only 155,000 hectoliters have to do with distilleries belong-
ing to industrialists, all the rest being allotted to distilleries owned by 
rural proprietors. The new government plan lowers the contingent at-
tributed to the professional distilleries by a further 40,000 hectoliters in 
order to raise the contingent of the agricultural distilleries. In addition, 
the difference between the higher rate and the lower rate has grown 
from 20 to 24 crowns, so that the value of the contingent tax will be 
even greater. For each hectoliter in the future, the distiller will gain 
not 20 but 24 crowns, and the profi t that the distilleries will obtain at 
the expense of the community will rise from 20 million to 24 million 
crowns.

As if that is not enough, the agricultural distilleries will continue 
to enjoy a production subsidy, which in 1908 totaled 7,000,317 crowns. 
However, the new law is meant to slightly reduce this subsidy.

Since he is eager to increase the resources of the state, the fi nance 
minister should, without any doubt, start with removing the advantages 
granted to the land-owning distillers by fi scal legislation. A gradual 
diminution of the difference by raising the rate of tax for contingent al-
cohol would assure the state’s gain of about 20 million crowns without 
the slightest surcharge for the population.

This should be the direction of a fi nancial policy that aims at an 
equable distribution of the tax and not at a differential increase of bur-
dens on the urban population. Political conditions and the party di-
vision in the House of Representatives, however, are not favorable to 
such a policy. Far from following the path indicated above, the govern-
ment constantly seeks to reduce the taxes of the agrarian population. 
For years the tax on urban buildings has been considered crushing. 
The government is moving toward reform very slowly and timidly, but 
at the same time it is lowering the tax on buildings in the countryside 
by 6.3 million crowns, where it is already not excessive.
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While in full fi nancial distress, the government has just voted in a 
law opening up an annual credit of 6 million crowns on the funds of 
the state in favor of Austrian agriculturists in hope of advancing cer-
tain particular branches of agricultural production. If we consider how 
reluctantly the government grants even the most insignifi cant credit 
for any other purposes of recognized necessity, we can understand the 
censure that this fi nancial policy generates in urban areas.

None of the new taxes proposed by the fi nance minister move in the 
direction of leveling the fi scal inequalities that exist between the city 
and the country.

The increases in income tax affect the urban and industrial popula-
tion most severely, for it is they who, in the main, pay the income tax. 
The rate of income tax in the country is unchanged; the increase pro-
posed by the government targets exclusively commercial and industrial 
urban populations. Likewise, the introduction of the tax on mineral 
water and soda as well as the elimination of the tax exemption for auto-
mobile gasoline will affect the rural population only minimally. As far 
as the new proposal for an excise tax on wine is concerned, the wine 
consumed by wine producers, members of their families, and their em-
ployees will remain tax-exempt, as it is at present: the increase of the 
tax on wine will then affect only the wine consumers, who almost ex-
clusively reside in the cities and industrial areas.

The essential feature of the current Austrian economic policy is the 
fi ght against the capitalist mode of production. In the matter of indus-
trial policy there is an attempt to support the artisan class and to save it 
from its inevitable demise. In the matter of tariff policy, the raising of 
import taxes on grains and meat raises the cost of living for the work-
ing classes, thus diminishing their ability to consume industrial prod-
ucts, and thereby exerts an unfavorable infl uence on the development 
of large industry.

In Austria, public opinion is hostile to the capitalist system of pro-
duction, in contrast to the dominant opinion of all the Western coun-
tries. This tendency in Austria should not be compared to what is 
called anticapitalism in England, the United States, and other Western 
countries. The large profi ts of capitalist enterprises are not, of course, 
looked upon favorably in Western Europe and America, but nobody 
there would like to bring about a reversal of industrial evolution. In 
Austria, the most infl uential political parties are fi rm adversaries of 
the entire modern economic system. The agrarian parties dislike in-
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dustry because it raises wages. Big industry and big commerce irritate 
the petite-bourgeoisie parties (to which the small artisans and small 
businessmen belong) because they have the upper hand in commerce. 
But these two parties, the petite bourgeoisie and the agrarians, have a 
huge majority in the Austrian Parliament: on the one side, hundreds 
of representatives of agriculture and small business, and on the other 
side, some twenty representatives of big industry. This state of affairs 
is aggravated by the fact that the bureaucracy exercises an excessive 
infl uence in the administration, and that the free initiative of the in-
dividual is constantly frustrated. The same tendencies dominate fi nan-
cial policy. Large industry and big business, the prospering of which is 
hampered in all possible ways by legislation and by the administration, 
must bear the greater part of public expenses.

In the long run, such policy cannot be continued. Even in Austria 
we will have to resolve to remove the obstacles that stand in the way 
of industrial evolution and thus favor the fl ourishing of industry, for 
which all the required natural conditions exist. Fiscal policy, too, must 
be modifi ed: the agricultural producers, who today are practically free 
of tax burdens, will have to be taxed more heavily, and the privileges of 
large property will have to disappear. A radical reform of the Ministry 
of the Interior is also absolutely necessary.
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Chapter 7

The General Rise in Prices in the 
Light of Economic Theory 

The problem of rising prices, which has for many years occupied the 
attention of our best minds, cannot be dealt with in the usual statis-
tical-empirical manner. The collection and comparison of price data 
is not a substitute for the intellectual work of theoretical economists; 
nor can it lead to clear thinking and a correct understanding of the 
interrelationships involved. The multivolume publications of the statis-
tical bureaus, with a wealth of fi gures and tables, have not brought the 
problem one step closer to a solution. What we know about the origin, 
nature, and signifi cance of fl uctuations in prices has not resulted from 
the processing of statistical materials. On the whole, statistical material 
is valuable only insofar as it can be used in conjunction with the fi nd-
ings of economic theory. Those who seek to fi nd their way through the 
darkness of statistical fi gures will succeed only where economic theory 
lights the way.

Once the work of gathering the numbers is completed, the statisti-
cian has fi nished his job. The conclusions drawn from the assembled 
material are determined by economic theory. The conclusions are not 
strengthened by being linked to a statistical apparatus. They do not fol-
low with the force of logical deduction from the study of the statistical 
material. Contradictory conclusions can easily be drawn from the pro-
fusion of complementary and opposing economic factors, the relative 
signifi cance of which the observer must determine by means of abstract 
reasoning for the purposes of his investigation. Apart from a few trivial 
matters of detail, it is impossible to ascribe to price statistics any role 
other than that of illustrating the sound results of price theory. If we 

1. [This article originally appeared in German in Archiv für Sozialwissenschaft und Sozialpoli-
tik, vol. 37 (1913).—Ed.]
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look more closely we can easily see that every writer who did not limit 
himself to the assembling of data but also tried to study causal relation-
ships started out from certain theoretical conceptions that guided his 
thinking. The literature on infl ation is completely dominated by the 
premises of price theory, and these form the basis of the various articles 
on the subject.

Nowadays, these articles are not always of the highest caliber. Very 
often—insofar as we are speaking about German writings, it would 
unfortunately be more correct to say nearly always—we fi nd lines of 
reasoning that have long since been surpassed by more recent scholarly 
developments. The basic theory of supply and demand and the quan-
tity theory of money are referred to and challenged in these articles in 
a manner similar to what one would expect to fi nd one or two hundred 
years ago. But this is only a minor problem. The cost of production the-
ory is presented in a naïve manner as well; and frequently we even run 
into the layman’s favorite theories presented with ethical and political 
commentaries that seek to make commodity speculation and usury re-
sponsible for all our economic ills. The forty-year-long development 
of the theory of subjective value has made hardly any impact at all in 
Germany.

In addition to these “internal” diffi culties, there are equally great 
“external” ones that confront the scholarly treatment of the problem 
of infl ation. Rising prices are now one of our most important politi-
cal problems. Every political party is committed to a specifi c theory 
about the causes of infl ation, and each has a specifi c prescription for 
combating it. Whoever tries to examine the problem runs the risk of 
falling out with all the parties at the same time. Such a person would 
be getting off lightly if either the “political pragmatists” merely ignored 
his explanation as the work of a “theoretician alienated from the real 

2. [This refers to the development of the theory of marginal utility, or subjective value, espe-
cially as formulated by the “Austrian economists.” See Carl Menger, Principles of Economics 
(New York: New York University Press, [1871] 1981); Eugen von Böhm-Bawerk, Capital and In-
terest, vol. 2, The Positive Theory of Capital (South Holland, Ill.: Libertarian Press, [1914] 1959), 
pp. 121–256. On the resistance of the German Historical School to the ideas and methods of the 
Austrian School, see Eugen von Böhm-Bawerk, “The Historical versus the Deductive Method 
in Political Economy,” (1891) reprinted in Israel M. Kirzner, ed., Classics in Austrian Econom-
ics: A Sampling in the History of a Tradition (London: William Pickering, 1994), pp. 109–29; and 
Ludwig von Mises, “The Historical Setting of the Austrian School of Economics,” [1969] re-
printed in Bettina Bien Greaves, ed., Austrian Economics: An Anthology (Irvington-on-Hudson, 
N.Y.: Foundation for Economic Education, 1996), pp. 53–76.
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world” or if the attacks directed against his scholarly efforts remained 
within the bounds of civil decency. Anyone daring to question the 
popular dogmas on the causes of and the cures for infl ation must be 
prepared for rough treatment.

General Price Increases and Particular Price Increases

When a general rise in prices, or simply higher prices, is referred to, 
this means a decline in the purchasing power (or the objective ex-
change value) of money. In an economy in which a general medium 
of exchange is not used, if the exchange relationship between one eco-
nomic good and another changes, this refers to a rise in the price of 
one good relative to another. In this case, a higher or lower price can-
not be discussed without more detail. If we set aside the use of money, 
it is clear that one good cannot become more expensive without all 
other goods becoming less expensive.

The problem that exclusively concerns us is a general rise in prices. 
We certainly do not claim that this is the only problem that is of inter-
est in terms of increases in prices. Besides those changes in the ex-
change relationship between money and all other economic goods that 
originate from the side of money, there is also the issue of changes in 
the relative price relationships among different economic goods. It has 
to be recognized that a general increase in the level of prices does not 
affect the prices of all goods proportionally. The prices of some goods 
may rise more than others, and the prices of some goods may, on the 
contrary, actually decline.

This phenomenon is by no means attributable solely to the fact that 
the changes in the value of money always bring with them changes in 
the distribution of wealth and income, and therefore lead to changes in 
consumption, which then infl uence supply and demand and through 
them the prices of consumer goods. A number of independent causes 
lead to this phenomenon, and in the majority of cases it is not diffi cult 
to discover them. If it is in reference to the prices of meat, of milk, or 
of housing, the causes are seldom hard to fi nd. Even the efforts of in-
terested parties cannot succeed for very long in misleading the public 
about it. It is abundantly clear that the problem of general infl ation (the 

3. [On Mises’s recollections of his own confrontations with members of the German Historical 
School during the years before the First World War, see “Remarks Concerning the Ideological 
Roots of the Monetary Catastrophe of 1923,” Chapter 29 in the present volume.—Ed.]
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general rise in the prices of goods) and the increase in the price of a 
particular good (the rise in the prices of individual goods or services) 
must be strictly separated. There is much confusion in journalistic dis-
cussions due to the failure to distinguish between the two.

The prices of individual commodities can rise or fall at the inter-
national level, though it is not always the case. It can happen that 
such changes are limited to the local level. If, for example, the price 
of brandy rises in Austria because the tax on brandy is increased, or if 
the price of meat goes up because the importation of cattle and meat 
is prohibited, this has no direct effect on the prices of brandy and meat 
in other countries. Foreign prices are not directly changed due to these 
taxes or regulations; if there is any indirect infl uence that takes place, 
it tends to work in the opposite direction. For example, it can lower 
the price of meat in Romania because exports to Austria have been 
banned, and therefore Austrian demand for Romanian meat has been 
stopped. To the extent that there is a general rise in prices, it is interna-
tional in character. This results from the fact that at the present time 
gold is the international money. Gold is the world’s money, nowadays, 
and not only the money of a particular region or nation; therefore a 
lowering in its value always occurs at the international level.

The Quantity of Money and the Value of Money

The exchange relationship that exists between money and other eco-
nomic goods must experience a change if individuals in the economy 
have a change in their demand for or supply of money. Ceteris paribus, 
the purchasing power of the monetary unit must decline if the quan-
tity of money is increased and, conversely, the purchasing power of the 
monetary unit must rise if the quantity of money is decreased. This is 
the essence of the quantity theory, the oldest and most unchallenge-
able conclusion in the theory of money.

The demands for money by individuals are not only satisfi ed by 
money alone. The same service can be provided by money substitutes, 
that is, generally recognized and secure claims to money that are pay-
able on demand (e.g., banknotes, cashier’s checks, small coins, and the 
like). Money substitutes may or may not be “covered” by money. When 

4. Cf. my Theory of Money and Credit (Indianapolis: Liberty Fund, 3rd rev. ed., [1924; 1951] 
1981), pp. 146–77.
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they are covered by money, we call them “money certifi cates,” and 
when they are not covered they are called “fi duciary media.” It is clear 
that an increase or decrease in the quantity of fi duciary media must re-
sult in the same effect on the value of the monetary unit that is caused 
by an increase or decrease in the quantity of money.

If the supply of money (in the wider sense, including the supply of fi -
duciary media) is increased while the demand for money (in the wider 
sense, including the demand for fi duciary media) remains unchanged, 
then the objective exchange value of money will decline. This decline 
is, however, by no means inversely proportional to the increase in the 
supply of money; in addition, the change in the value of money does 
not occur simultaneously in the entire economy to the same extent 
with respect to all goods. It is not necessary to justify and explain this 
further, since I have done this elsewhere.

All attempts to use the quantity theory of money for statistical in-
vestigations into the causes and degree of change in the objective ex-
change value of money must always remain a failure. Of the two fac-
tors whose interactions determine changes in the value of money, only 
one, the supply of money, can be determined. The other one, demand 
for money, is one whose size is dependent upon subjective factors that 
in the best of cases only can be approximately estimated.

But even were it possible to quantitatively determine the changes in 
both the supply of and demand for money, this would still be very far 
from being able to reach any quantitative conclusions about changes 

5. Ibid., p. 154. [In The Theory of Money and Credit, pp. 63–67, 155–56, 393–404, and in Human 
Action: A Treatise on Economics (Indianapolis: Liberty Fund, [1949; 4th rev. ed. 1996] 2007), 
pp. 432–44, and his other writings on monetary theory and policy, Mises defi ned “money substi-
tutes” as claims to a commodity money such as gold in the form of banknotes or checks that are 
readily and generally accepted in transactions and that are believed to be fully redeemable on 
demand at the banking institution that has issued them. Mises distinguished between money 
substitutes that are backed 100 percent by commodity money reserves at the issuing institution 
(“money certifi cates”) and those money substitutes issued by a bank that are less than fully 
backed (“fi duciary media”). Loans extended on the basis of 100 percent reserve backing were 
referred to as “commodity credit” and those loans extended on the basis of less than 100 percent 
reserve backing were called “circulation credit.” Mises argued that it was the extension of fi du-
ciary media not covered by 100 percent reserves that was the source of business cycles, in that it 
created the illusion of more savings available in society (in the form of money loans extended 
through the banking system) to support and sustain investment and capital formation than re-
ally existed.—Ed.]
6. [See Ludwig von Mises, “The Position of Money Among Economic Goods,” (1932) in Rich-
ard M. Ebeling, ed., Money, Method, and the Market Process: Essays by Ludwig von Mises (Nor-
well, Mass.: Kluwer Academic Press, 1990), pp. 55–69, especially 59–62.—Ed.]
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in the value of money. As was already pointed out, movements in the 
objective exchange value of money are not inversely proportional to 
those that take place in the relationship between the supply of and the 
demand for money. Furthermore, we lack the ability to precisely mea-
sure changes in the objective exchange value of money.

All index number methods, even the most ingenious and complete, 
can make no claim to such precision. Usually, statistical investigations 
into the value of money ignore all of this. They quietly assume that the 
changes in the quantity of money (in the narrower sense, not including 
fi duciary media) indirectly cause proportional changes in the purchas-
ing power of the monetary unit—and that such changes simultaneously 
affect the prices of all goods throughout the entire economy.

While index numbers are considered a method for precisely measur-
ing changes in the purchasing power of money, this view is no more 
justifi able even when they are constructed by combining several dif-
ferent principles and procedures. These procedures turn an allegedly 
scientifi c work into a meaningless juggling of numbers and words. The 
errors in this approach end up damaging the reputation of economics 
as a science, since the general public always tends to blame economic 
theory for the “failures” of those providing economic information 
through the collecting and manipulating of the statistical data.

In general, economic theory is not likely to lead to blunders in eco-
nomic policy. In only one area is there an incomplete theoretical un-
derstanding which can lead to questionable conclusions for purposes 
of policy. It is customary to ignore the fact that fi duciary media have 
the same effect on determining the objective exchange value of money 
as money itself. Ceteris paribus, an increase in the quantity of fi duciary 
media will lead to the same decline in the purchasing power of the 
monetary unit as will an increase in the quantity of money proper.

In a complete reversal of all that economic theory demonstrated fi ve 
generations ago, it is now again believed that it is possible to reduce the 
rate of interest by increasing the quantity of fi duciary media in circula-
tion. This has generated very strange results. On the one hand, a battle 

7. [See Mises, The Theory of Money and Credit, pp. 215–23; also, Ludwig von Mises, “Mon-
etary Stabilization and Cyclical Policy,” (1928) in Mises, The Causes of the Economic Crisis, and 
Other Essays Before and After the Great Depression (Auburn, Ala.: Ludwig von Mises Institute, 
2006), pp. 73–79; Mises, “The Suitability of Methods of Ascertaining Changes in Purchasing 
Power for the Guidance of International Currency and Banking Policy,” (1930) in Ebeling, ed., 
Money, Method, and the Market Process, pp. 78–95, and especially 86–90, and Human Action, 
pp. 219–23.—Ed.]
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is undertaken against infl ation, though certainly with more pretension 
than with any serious intention behind it. On the other hand, there is 
an attempt to increase the number of unbacked banknotes in circula-
tion, including efforts to artifi cially expand the supply of fi duciary me-
dia through the use of checks. This generates a tendency for a decline 
in the purchasing power of money.

Recently an argument has been made that opposes what has been 
said above about the infl uence of changes in the relationship between 
the demand for and the supply of money on the purchasing power of 
money. Othmar Spann considers as more or less useless a theory that 
explains infl ation as being due to the increase in gold production, as an 
attempt to employ one underlying concept for explaining the phenom-
ena of rising prices.

Therefore, “everyone who has a good instinct for inductive analysis 
of economic relationships becomes distrustful of a theory which tries 
to explain increases in prices and fi nally the whole history of prices, 
with its great rising and falling price curves, according to a surplus or 
a shortage in the media of exchange, rather than by the ‘inner prog-
ress’ of the economy, itself.” The older Physiocratic attempt to under-
stand economic processes by basically assuming the absence of money 
should be reintroduced and viewed with greater respect than it has en-
joyed up until now. For analyzing general movements in prices, this 
method allegedly would be especially useful in order to be able to pre-
cisely separate the effects caused by money in circulation from those 
effects that are inherent in the underlying economic processes.

One of Spann’s claims does entirely agree with our own view: an ex-

8. [Mises, The Theory of Money and Credit, pp. 377–404.—Ed.]
9. [Othmar Spann (1878–1950) was a prominent and highly popular professor at the University 
of Vienna during the period between the two world wars. He was an opponent of individualism, 
political and economic liberalism, Marxism, and materialism. He referred to individualism in 
all its forms as “the dragon-seed of evil.” Instead, he advocated what he called “universalism,” a 
conception of society as an organic whole or totality greater than the individuals of which it was 
composed. He proposed a corporativist structure to society, in which each sector of the econ-
omy would be organized in a hierarchy of guilds. He was greatly admired by many Austrian 
fascists, but was prevented from teaching by the new Nazi regime after the German annexation 
of Austria in 1938.—Ed.]
10. [The Physiocrats were a group of eighteenth-century French Enlightenment thinkers who 
often referred to themselves as “the Economists.” Opponents of mercantilism, they devel-
oped a theory of society’s “natural order” that emphasized the self-regulating patterns of the 
market.—Ed.]
11. Cf. Spann, Theorie der Preisverschiebung als Grundlage zur Erklärung der Teuerungen [The-
ory of Price Change as Foundation for the Explanation of Infl ations] (Vienna, 1913), pp. 3–5.
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planation of infl ation not by one principle but—as the next section will 
show—by two different principles which interact in their effect. For the 
rest, however, Spann’s remarks must be rejected as being wrong.

For a long time, it has been customary in economics to fi rst discuss 
the problem of the formation of prices (the prices of goods, wages, real 
estate rents, interest on capital, etc.) under the assumption that it was 
as if there was direct exchange. Not only did the Physiocrats assume 
this, as Spann mentions, but so did all economic theorists; a glance at 
the works of the classical or modern writers on economics will easily 
convince anyone of this. The knowledge that can be gained by this 
method, and by this method alone, then needs to be completed by a 
study into how the result is affected by the use of money and fi duciary 
media.

In addition to the theory of direct exchange, there is the theory of 
indirect exchange—the theory of money and of fi duciary media (that 
is, money and banking theory). If a criticism were to be raised against 
economic theory during the last several decades, it would certainly not 
be that this distinction between direct and indirect exchange has been 
neglected. Quite to the contrary! Though the study of direct exchange 
logically must precede the study of indirect exchange, the problems 
of the former have so thoroughly claimed the attention of economists 
that the problems of the latter have been passed over. Among those 
that have suffered severe neglect, for example, is the problem of eco-
nomic crises, the complete understanding of which can be provided 
only by the theory of indirect exchange.

Among the economic processes that can and should be studied un-
der the assumption of direct exchange, the problem of a general rise 
in prices is not one. A general rise in prices means a change in the 
existing exchange relationship between money and other economic 
goods. In an economy in which money is not used, a general infl ation 
of prices is not possible.

How can money be excluded from the investigation? Spann, of 
course, attempts this obviously hopeless task. If he presumes to explain 
“a higher price level” on the basis of natural [barter] exchange, he dem-
onstrates a misunderstanding of what in everyday speech is called, for 
the sake of brevity and convenience, “price,” but what more fully and 
correctly should be called the “exchange relationship between money 

12. [See Mises, Human Action, pp. 201–03.—Ed.]
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and goods.” If the following exchange relationship prevails today: 5 ki-
los of A = 7 kilos of B = 9 kilos of C = 16 crowns; and tomorrow 5 ki-
los of A = 7 kilos of B = 9 kilos of C = 18 crowns, then the change that 
has occurred overnight can never be explained from causes which lie 
in the relationship between A, B, and C.

Devaluation as a Consequence of Certain Characteristics 
of Indirect Exchange

A change in the objective exchange value of money does not occur 
only due to a change in the relationship between the demand for and 
the supply of money. There is another reason for such changes, and it 
is to be found in certain characteristics of indirect exchange. There is 
a fundamental distinction between the exchange relationships existing 
between money and the other economic goods and the structure of 
exchange relationships among the other economic goods themselves.

In direct (or barter) exchange, an exchange can be carried out only 
if each of the two parties in the transaction values less highly the quan-
tity of goods that he is to give up than the goods he is to receive in 
exchange. If this assumption does not hold, there will be no exchange. 
This holds for indirect exchange facilitated by money only with an im-
portant modifi cation. The willing buyer can decide to pay the price de-
manded by the seller on the presumption that, even if the price is be-
yond his appraisement of the value of the goods, he hopes that he will 
be able to obtain a higher price for the goods and services he brings to 
market because he has paid higher prices for the goods and services 
that he purchased.

The higher money price does not at all have to mean also a higher 
“own price”; it can very well be the case that in terms of barter relation-
ships the exchange relationships among goods themselves (with the ex-
ception of money) has remained unchanged. The only change that has 
occurred is in the exchange relationship between money and all other 
goods.

If workers demand higher money wages and the entrepreneurs give 
in to their demand, this does not by any means signify that there has 
been an increase in real wages. It can happen that the entrepreneurs 
succeed in passing the wage increase on to the consumers, so that the 
prices of goods also rise, with the result that real wages remain the 
same or do not rise to the same extent as money wages have gone up. 
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If the producers of a certain product push through an increase in its 
price, this also does not have to mean an increase in the “own price”; 
in this case, too, the price increase may be only a nominal one.

This can also sometimes happen due to the type of information 
possessed by the producer and the consumer when they are in a face-
to-face relationship with each other. This is, however, by no means 
necessarily the case. Market conditions are more clearly and easily un-
derstood and compared when consumption and production are more 
directly connected.

The situation is different in the more developed stages of a national 
and, especially, the global economy. The lay of the land in the market 
is not as easily surveyed as it was when the market was smaller and ex-
change relationships were more direct. The producer no longer comes 
into direct contact with the consumer. The product is “taken up by the 
market,” which means that the evaluation of the good by consumers 
may not be the same as the one upon which the producer based his 
calculations.

Producers and traders face an unknown factor; they can anticipate 
the future decisions of consumers with only a greater or lesser degree 
of skill; but, of course, they cannot talk about it with any degree of 
certainty. For the majority of ready-made consumer goods, dealing 
with individual consumers is impossible. The producer and the trader 
must set “fi xed” prices, which the consumer either accepts by paying 
the money prices asked or refrains from buying and not paying the 
money prices being asked. This either maintains or alters the purchas-
ing power of money.

In order for there to be a tendency for a decline in the objective 
exchange value of money that encompasses the entire economy due to 
an exchange process mediated by money, signifi cant disturbances must 
occur in the relationships between production and consumption. In a 
static, or more or less static economy, reciprocal exchange relationships 
between economic goods (excluding money) experience no or only mi-
nor changes. Under such conditions businessmen and workers do not 
have an incentive to push for increases in their prices and wages.

It is otherwise during times of signifi cant change in production and 
consumption, if there are also signifi cant changes in the reciprocal ex-
change relationships. Then sellers (including the sellers of labor ser-
vices) are groping and feeling their way, trying to establish new prices 
for the goods and services that they are bringing to market. They set 
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prices that, according to their perspective, are prices at which their 
goods and services can be sold; but they can easily aim too high. If 
they have aimed too low, that is, asked for too low a price, they will 
quickly become aware of their mistake as soon as the demand exceeds 
the supply.

In the opposite case the error is not so quickly recognized. If the 
sellers demand too high a price, then, as the law of price teaches us, 
quantity demanded will be less than quantity supplied. The unwill-
ingness of buyers to purchase the good will fi nally force the sellers to 
reduce the price they are asking. But here the special characteristics 
of indirect exchange come into play. The willing buyer does not hold 
back from buying the product even if the price asked exceeds his valu-
ation of the good by only a small amount because he, on his part, also 
hopes to get more money from the sale of the goods and services that 
he brings to market. The seller has raised his price and he sees that the 
buyers accept it; and for the same reason that the buyers paid higher 
prices for his product, he, in turn, also pays them. Everyone expects 
that their higher monetary costs will be balanced by their earning 
higher money incomes; they expect a decline in the purchasing power 
of money which their own behavior in fact brings about.

Because of the particular ways in which markets are organized, upon 
which money facilitates transactions, major changes in the reciprocal 
exchange relationships among economic goods create a tendency for 
declines in the purchasing power of the monetary unit.

The Social Effects from General Infl ation

Before we use an important example to explain what we have said, it 
seems appropriate to add a few words about the social signifi cance re-
sulting from a general rise in prices. If changes in the objective ex-
change value of money were to appear simultaneously and to the same 
degree in the entire global economy, if the prices of all goods and ser-
vices were to rise or fall simultaneously and proportionally, the social 
effects on the structure of contractual obligations fulfi lled through 
the use of money would be very limited. All deferred payments are af-
fected if money rises or falls in value. If the purchasing power of money 
declines, debtors gain while creditors lose. The assumption here, of 

13. [See Mises, The Theory of Money and Credit, pp. 185–89.—Ed.]
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course, is that when debtors and creditors entered into their contracts 
they did not anticipate and incorporate into the contract future changes 
in the objective exchange value of money. This is a reasonable assump-
tion, since for various reasons it is impossible to foresee the extent to 
which there may be changes in the purchasing power of money.

If changes in the purchasing power of money really occurred simul-
taneously and proportionally throughout the entire economy, then 
complaints about infl ation nowadays would not be so loud and would 
hardly result in governments undertaking anti-infl ationary policy mea-
sures. Creditors who have binding contracts specifying particular sums 
of money to be paid would most probably not calmly accept the dam-
ages they would suffer. No doubt they would attempt to bring about 
changes in prices more favorable to their situation. However, it is highly 
unlikely that they would succeed in this attempt. Their complaints 
would hardly be likely to bring any positive response from the majority 
of the population. The numbers of people whose incomes are mainly 
or exclusively derived from invested capital is much too small in most 
countries for their desires and interests to signifi cantly infl uence the 
direction of economic policy.

The detrimental effect that is experienced by most people from a 
monetary devaluation is not due to the fact that it hurts the interests 
of creditors; rather it is due to the fact that it only appears gradually 
throughout the economy. The prices of various goods do not rise pro-
portionally all at once. Infl ation fi rst appears in some particular part of 
the economy, affecting only some goods, and then gradually spreads 
out from there. Let us fi rst consider the case of a monetary devaluation 
that comes about due to an increase in the quantity of money or fi du-
ciary media, while the demand for money remains the same, or does 
not rise at the same rate in the broader sense as the money supply has 
increased.

Let us suppose, for example, that a new gold mine has been opened. 
The new gold fi rst pours into the hands of the gold producers; it in-

14. [The idea of the “unevenness” or “nonneutral” effects on prices following an increase (or 
decrease) in the quantity of money has been a central theme in the Austrian School theory of 
money, especially in the writings of Ludwig von Mises. See Mises, The Theory of Money and 
Credit, pp. 160–68, 225–46; “Monetary Stabilization and Cyclical Policy,” pp. 80–88; Mises, 
“The Non-Neutrality of Money,” (1938) in Ebeling, ed., Money, Method, and the Market Pro-
cess, pp. 68–77; and Human Action, pp. 398–432; also, Friedrich A. Hayek, Prices and Produc-
tion (New York: Augustus M. Kelley, [1935] 1967), pp. 1–31, 129–31.—Ed.]
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creases their income, reduces their subjective valuation of the mon-
etary unit, and so intensifi es their desire to purchase goods on the mar-
ket. They now express on the market their demand for those goods 
that they now more intensely desire than before; they can offer more 
money for the goods they wish to acquire. These are the goods that 
fi rst rise in price, and the objective exchange value of money declines 
fi rst in terms of these goods. This is the point at which the monetary 
devaluation begins. The next step in this process is that those who 
sold the goods that were purchased by the fi rst possessors of the new 
money now, in turn, have an increased buying power and are able to 
express a greater demand for the goods that they desire to buy, so the 
prices of these goods rise, as well. The rise in prices continues until, 
to one degree or another, the prices of all goods are included in the 
process.

This gradual progression of rising prices causes its associated ef-
fects. The particular social groups who fi rst receive the new quantity of 
money benefi t from the process, while those are harmed who receive 
the money only later in the process. So long as the monetary deprecia-
tion has not yet worked its way through the entire economy, those who 
already receive a higher money income refl ecting the eventual decline 
in the value of money are able to purchase all or some of the goods 
they desire at prices that do not yet fully incorporate the devaluation 
of the monetary unit. On the other hand, those whose money incomes 
do not yet refl ect the new situation pay for the goods they demand at 
prices that have already adjusted to the higher price level.

The exact same process is at work, of course, with those changes in 
the value of money that, as was described earlier, arise from sellers rais-
ing their prices. Here again, the increase in prices starts at some point 
in the economy and gradually spreads out from there. That group of 
sellers who begin the process of raising prices also benefi t even if, over 
time, the prices of the goods they buy increase in proportion to the 
prices of the goods they sell. For while the process is continuing that 
leads to a general devaluation throughout the entire economy, they en-
joy an advantage they will no longer have when prices will have fully 
adjusted to the new situation.

It is precisely this circumstance that provides an explanation of the 
practices followed by the groups that initiate the rise in prices. This 
applies to actions of cartels and trusts—insofar as they are not monopo-
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listic practices—and also the methods employed by trade unions. The 
latter now require some further comments.

Increasing Wages and Infl ation

It can hardly be denied that reciprocal effects exist between the move-
ments of money wages and movements in the money prices of fi nished 
goods. Modern economic theory is distinct from the widely popular 
older theory of value that tried to explain a rise in prices of fi nished 
goods in terms of a rise in the cost of the factors of production. It is an 
anachronism to explain those movements in the objective exchange 
value of money that are caused by changes in the relationship between 
the supply of and the demand for money, by referring to the labor time 
in production and the infl uence of the money prices of the factors of 
production as the basis for the prices of consumer goods.

This customary way of analyzing the problem is seen to be unten-
able without much diffi culty. Any useful result will require a different 
chain of reasoning. One thing that is common in all economic theories 
of wages is that they consider the determination of the level of wages to 
be a part of the theory of value. The different answers that were given 
over time to the problem of explaining the value of goods also led to 
different attempted answers to the problem of explaining wages. The 
objective theories of value followed paths different from those of the 
modern theory of value.

The modern theory of value was the fi rst one to fully appreciate the 
signifi cance of the problem. The theory of imputation developed by 
Böhm-Bawerk, Clark, and Wieser demonstrates how the individual 
complementary factors of production factors are evaluated; it forms the 

15. [Eugen von Böhm-Bawerk (1851–1914) was one of the leading members of the Austrian 
School of economics in the years before the First World War. His major contributions were 
to the theory of capital and interest, as well as the general theory of value and price. He was a 
professor of political economy at the University of Innsbruck from 1880 to 1889. He worked in 
the Austrian Ministry of Finance throughout the 1890s and served three times as minister of 
fi nance, the longest and last time from 1900 to 1904. Böhm-Bawerk returned to teaching as a 
full-time professor of political economy at the University of Vienna in 1905, a position that he 
held until his death.—Ed.]
16. [John Bates Clark (1847–1938) was a leading proponent of the marginalist approach in the 
United States. His 1899 volume, The Distribution of Wealth, developed the theory of marginal 
productivity to explain the allocation of income among the factors of production. He was pro-
fessor of economics at Columbia University from 1895 to 1923.—Ed.]
17. See Chapter 5, “The Fourth Issuing Right of the Austro-Hungarian Bank,” footnote 9.
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indispensable logical link between any theory of the formation of the 
prices of the factors of production and the distribution of the product 
among the factors of production.

The only interventions that can infl uence the level of market-
 determined wages are those that work within the laws of the market. 
Any wage policy that wishes to change the level of wages from the one 
that tends to form on the unhampered market, and which we can call 
the “natural wage,” must modify the factors whose interactions jointly 
determine the actual level of wages prevailing on the market. For ex-
ample, it is possible to lower wages if one encourages the immigration 
of foreign workers, and one can push wages up if one restricts the in-
fl ux of workers. The market price for labor is indirectly infl uenced by 
the use of these methods; the market wage that is formed under the in-
fl uence of these changed conditions is the “natural wage” in this new 
state of affairs.

Any direct infl uence on wages is as unworkable as with any other 
price on the market. It necessarily leads to a reaction that reestablishes 
the “natural” market situation. This is equally true for tax rates as it is 
for the wage policy of organized labor through trade unions. The older 
Classical School already understood this, even though it was based on 
an untenable theory of value.

We set aside for any further consideration the role organized labor 
may play for economic life, in politics, for law and social customs, or 
for national identity. We have only one question before us: whether 
or not organized labor can raise wages above their natural level. This 
question is immediately answered in the affi rmative for all those cases 
in which labor unions can succeed in infl uencing the conditions of 
the labor market. As for infl uencing the demand side, in general the 
answer is no. More often the unions can succeed in infl uencing sup-
ply according to their wishes. If this infl uence is limited to individual 
industries, it always comes down to a question of advantages for the 
workers in one branch of production at the expense of all other work-
ers. Artifi cially reducing the supply of labor in one or more branches of 
production results in an increased supply of labor in all other branches 
of industry; if the wages are pushed up in the former, then they must 
fall in the latter.

18. [See Eugen von Böhm-Bawerk, “Control or Economic Law,” (1914) in Shorter Classics of 
Böhm-Bawerk (South Holland, Ill.: Libertarian Press, 1962), pp. 139–99, for a detailed analysis of 
this argument by a leading member of the early Austrian School.—Ed.]
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This by no means exhausts the consequences from such monopolies 
of the labor force in particular branches of industry; their effects go 
further than this. They also prevent the optimal combination of the 
factors of production, and as a result reduce the value of the total prod-
uct. This second effect shows itself most clearly when the supply of la-
bor is restricted not in one but in all branches of production. Two cases 
are conceivable: a decrease in the availability of new workers through 
a reduction in the total population (a reduction in fertility, for exam-
ple), or a decrease in the supply of labor with no change in the total 
number of workers by shortening the number of work hours. The latter 
can be brought about either through legislation (a limit on the work-
day), or through the actions of labor unions, or due to a restriction in 
the output of the workers (passive workers’ resistance, or a “ca’ canny” 
policy). If, however, the factors underlying the formation of wages are 
left unchanged, then a permanent deviation of the level of wages from 
its natural level cannot be achieved. That is generally true for almost 
all labor unions. Labor unions cannot permanently raise the level of 
wages because they cannot also change the underlying conditions of 
the overall labor market.

The last several decades seem to contradict this conclusion. We see 
organized labor move forward from one success to another; wages keep 
rising higher and higher. No doubt part of this increase in wages is 
merely a consequence of the increase of the supply of money (gold pro-
duction and an increase in fi duciary media), which has brought about 
a fall in the objective exchange value of money. Yet another part is to 
be attributed to the increase in profi ts resulting from improvements 
in productivity; a part of the reward for this productivity goes to the 
workers in line with their direct contribution to the production process. 
This gain would have gone to the workers even without labor unions 
and wage confl icts. But is that all that labor unions have achieved?

Very many are of the opinion that the workers have achieved far 
more by uniting their forces than what would have fallen into their 
laps anyway. One can read today in all sociopolitical writings that the 
labor unions have raised the level of wages; people want to believe that 
this provides an inductive proof against the conclusions of those theo-
ries that declared the impossibility of increasing wages through this 

19. [A ca’ canny policy is a deliberate reduction in the working speed and production by work-
ers to demonstrate their discontent with working conditions.—Ed.]
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method. This is taken to be so obvious that no one has taken the trou-
ble of designing a theory of wages to justify it.

One has diffi culty fi guring out what is the theory of wages in the ap-
proach of the German Historical School. One of its leading representa-
tives tells us that, in the face of the limitless diffi culties involved in fi nding 
a universally applicable explanation, the School has given up on develop-
ing a theory of wages. But these writers must have had something in 
mind if they spoke about wages and a wage policy. We do not think that 
we are far wrong if we assume that they vaguely had in mind a naïve 
“exploitation” theory of wages. Today it is the folk theory of wages. It can 
look back upon a famous literary past in the form of Marx’s theory of sur-
plus value, an honorable but fruitless attempt by an ingenious spirit.

But Marx did not create the exploitation theory. He merely picked it 
up off the street and tried to formulate and establish it scientifi cally, an 
undertaking that by no means seemed pointless given the state of polit-
ical economy at that time. It had already become widely known, how-
ever, long before Marx. The fact that Marx adopted it and the activities 
of the Social Democrats carried it out into the world may have multi-
plied its inherent attractiveness by a hundredfold. However, its strength 
and popularity are not rooted in the Marxian theory of value; thus it 
was able to survive the collapse of Marxism without being harmed.

Many have read Das Kapital, but only a few have understood it. Even 
among the leaders of the Social Democratic Party one can fi nd only a 
small group who are connoisseurs of the Marxian theory of value. To-
day, the basic conception of the theory of value in the Social Demo-
cratic movement is a naïve idea of exploitation, which is more closely 
related to that of Chartism than to the objective theory of value in 
the dialectical system of Karl Marx. This traditional exploitation the-
ory, which, to vary a Marxist expression, one could also call people’s 

20. Thus Bernhard, “Lohn und Löhnungsmethoden” [Wage and Payment Methods], in Hand-
wörterbuch der Staatswissenschaften, vol. VI, p. 513.
21. [Here Mises is alluding to Böhm-Bawerk’s famous critique of Marx’s theory of surplus value 
and exploitation of workers under capitalism; see Böhm-Bawerk, Capital and Interest, vol. 1, 
History and Critique of Interest Theories (South Holland, Ill.: Libertarian Press, [1884] 1959), 
pp. 281–321; and Böhm-Bawerk, “The Unresolved Contradiction in the Marxian Economic Sys-
tem,” (1896) in Shorter Classics of Böhm-Bawerk, pp. 201–302.—Ed.]
22. [“Chartism” was a social and political reform movement in Great Britain in the middle of 
the nineteenth century dedicated to extending voting rights to the working class as a means 
of acquiring the power to infl uence social and economic policy in a more socialist direction. 
Chartists were willing to use physical violence in the form of strikes and political demonstra-
tions to advance their goals.—Ed.]
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socialism, is, of course, never offered in a scientifi cally precise, ma-
ture, and conclusive manner. Nevertheless, at least in Germany today, 
one must designate it as the communis opinio. For outside the narrow 
circle of the friends of economic theory, it almost reigns unchallenged. 
It is the basis of what is taught everywhere nowadays about the nature 
of wages, whether in the textbooks, from the podium, in parliaments 
and in the press, in the churches, or in the National Assembly.

It infl uences legislation, and it serves as a guiding principle for the 
policies of the labor unions. Even the entrepreneurs have not been 
able to completely avoid its infl uence. The folk theory of exploitation 
seems to divide society into two mutually hostile classes: on the one 
side are the workers, whose industry creates all value and to whom by 
right the full product of labor ought to go. On the other side stand all 
those who live off unearned income; they live exactly on what they 
withhold from the workers. Wage determination is the outcome of a 
battle between entrepreneurs and workers; the more successful the 
workers are in this battle, the higher their wages rise and the greater 
their share of the national product. Labor unions strengthen the power 
of the workers and thus help them to achieve results.

If one disregards this naïve theory of exploitation, whose indefensi-
bility probably does not need to be more carefully explained, there is 
not much to be found in the sociopolitical literature that can be used 
to support the supposed correctness of the doctrine that labor unions 
can succeed in raising wages. Nevertheless, it is striking that all those 
writers who start off with no comprehensive economic theory of value 
and price have no hesitation in asserting that it has been the unions 
who have had the power to raise the real wages of the workers.

So, on the one hand, it is said that the scientifi c theory of wages pro-
vides us with no basis upon which to decide whether the unionized or-
ganization of the workers can raise wages; on the other hand, we have 
the undisputed assertion that the organization of the workers increases 
the labor force’s share of the social product at the expense of the other 
classes in society. Or can we assume that all those millions of workers 
who see their salvation in union organization, and that all those thou-
sands of entrepreneurs who oppose them, deceive themselves in their 
judgments about the effects of labor organization?

23. I fi nd this expression in Vogelstein, “Das Ertragsgesetz der Industrie” [The Law of Profi t of 
Industry], Archiv für Sozialwissenschaft und Sozialpolitik, vol. 34, p. 775.
24. Cf. Eugen von Böhm-Bawerk, Einige strittige Fragen der Kapitalstheorie (Vienna, 1900), 
pp. 110ff.
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This seemingly insoluble contradiction with which we are con-
fronted is easy to explain with the help of the theory that we developed 
earlier. It is true that no effort by labor unions can permanently suc-
ceed in pushing wages above their natural level. In the best of cases, 
all that they can achieve is to raise wages, but they cannot prevent the 
necessary adjustment of wages back to their natural level. The adjust-
ment, however, does not come about by nominal wages coming down 
again to their old level. The money wage remains unchanged. The rise 
in the prices of goods has the effect of bringing real wages back to the 
“natural” wage that corresponds to the given conditions of the market.

Employers can raise wages above the natural level only in the expec-
tation that they will be able to retain their entrepreneurs’ normal profi t 
by passing the wage increase along in the form of higher prices for their 
products. What the consumers can do, however, to pay or not pay the 
higher prices can be seen from what has been said above. Hence the 
success of the organization of labor lies in the advantages that come 
to the workers during the transition period, before the higher money 
wages have been adjusted back to the natural level of wages through 
the rise in the prices of fi nished goods. If this adjustment is completed, 
then any success that the working class has achieved by raising the 
money wage is completely gone. The labor unions can make perma-
nent this advantage offered to the workers only by attempting over and 
over again to raise the money wage above its natural level. They re-
peatedly create, however, a new tendency for a change in the objective 
exchange value of money.

In a static economy there would be no place for such an infl uence 
by the labor unions. In such a static economy, the law of wages would 
have to rule with its full force. Only in a dynamic economy does there 
come into effect that which has just been explained. Under dynamic 
conditions the labor unions can also do something more; for exam-
ple, they can reduce the number of unemployed during the transition 
periods.

A Shortage of Raw Materials as a Cause of Rising Prices

People are used to often asserting that a rise in the costs of production 
is a particular reason behind a general infl ation. This view cannot be 
reconciled with the theory of subjective value. The modern school of 

25. In the static state there are no unemployed.
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economics points out that the prices of the goods of higher order are 
dependent upon the prices of goods of the fi rst order. Thus, the pop-
ular explanation must be rejected in advance. Moreover, it does not 
solve the problem; it only postpones it. Instead of the question of what 
causes a rise in the prices of consumer goods, it shifts the question to 
what causes a rise in the prices of the means of production.

Behind this concept stands the idea that the supply of goods be-
comes smaller and that as a consequence there is a tendency for the 
prices of these goods to rise. The economic interest in the availability 
of consumer goods always eventually leads back to the availability of 
higher goods that are provided by nature. All of man’s production ac-
tivities amount to nothing more than combining the original forces 
of nature in such a way that a particular desired result will be forth-
coming. The materials and forces existing in nature constitute the 
only fund that we have at our disposal. The progress in developing 
the methods of production certainly makes it possible for us to enlarge 
the quantities of goods available by employing higher and higher or-
ders of goods and following longer and technically more fruitful round-
about paths of production.

Yet the assumption is still taken for granted that technological prog-
ress lags behind the consumption of the existing supply of resources. 
From time to time we hear geologists and engineers express the fear 
that we are more and more rapidly approaching a point in time when 
the exhaustion of the mineral wealth of the Earth will bring about a se-
vere crisis for us or our posterity. How far these assertions are justifi ed, 
economic theory cannot say. But we shall assume that they fully agree 
with the facts. Thus, a general rise of the money prices of goods would 
result from this if money, alone among all economic goods, were not 
subject to this same tendency. While in the case of all other economic 
goods the relationship between supply and demand would change un-
favorably for supply, it would have to be otherwise for money.

However, if the same change were to happen with money, too, then 
the supply of money available to individuals would decrease and the 
change in the exchange value between money and other economic 
goods would not occur. If a change occurred in the exchange relation-
ship existing between money and other goods, then its explanation 
would have to lie among those provided by the quantity theory. Either 
the supply of and the demand for money had changed in a different 
direction than that between the supply of or demand for goods, or the 
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latter has remained unchanged while the former has changed. We ob-
tain no new knowledge either for economic theory or for a new ap-
proach to economic policy. It is completely reasonable, on the other 
hand, to bring up the progressive depletion of the natural resources 
available for mankind to explain the rise in prices for specifi c groups of 
goods. The rise in the prices of furs or of caviar is, of course, not that 
signifi cant, but they are the most obvious examples.

The Recognition of the Reasons for Infl ation and Infl ationary Policy

Public opinion sees in infl ation one of the most disturbing aspects of 
economic life. The struggle against infl ation is proclaimed by govern-
ments and by political parties today with the same determination as 
was the battle against the decline in the prices of goods during the 
time between 1873 and about 1895.

He who wants to fi ght against an evil must fi rst recognize what it is. 
One cannot get rid of infl ation as long as one does not understand its 
causes and its nature. What the mass of consumers are most directly 
critical of, in the fi rst place, is the rise in the prices of particular indi-
vidual goods, and most especially the price of food. The protective tar-
iff policy that all countries, with the exception of England, have been 
following for years has raised the prices of specifi c groups of goods in 
every country. In this instance, the fi ght against infl ation coincides 
with that against high protective tariffs. General infl ation is only an 
incidental consideration. Generally only those producers who are dis-
advantaged by the protective tariff refer to it in order to direct the atten-
tion of consumers to the obvious and easily correctible reasons for the 
rise in particular prices.

One speaks of the “international character” of rising prices in order 
to disguise the national policies behind the infl ation; and one refers to 
the “generality” of rising prices in order to obscure the fact that, in ad-
dition to the rise in prices in general, a rise in the prices of a number 
of particular goods has been observed. In all of this there is no honest 
desire to debate the problem of infl ation in general, so as to gain a clear 
sense about the signifi cance and role that economic policy should take 
with regard to it.

26. Cf. John A. Hobson, Gold, Prices, and Wages: With an Examination of the Quantity Theory 
(London: Meuthen & Co., 1913), pp. 94ff.
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The general hand-wringing about infl ation, with which the general 
public is more or less in agreement, leaves little doubt that the general 
depreciation of money is widely unpopular. But the views of those who 
oppose infl ation are by no means clear, and even less so in the case of 
the millions who agree with their opinions. It is known that in Europe 
and in America during the last quarter of the nineteenth century infl a-
tionism has had more advocates than opponents. The infl ationist proj-
ects, especially the plan for an international bimetallic currency, have 
not been realized; but that is only because in the leading countries of 
the world there have been small but strong supporters of sound money, 
led by gifted leaders who have triumphed over the fi at-money people. 
Who knows whether the outcome would not have fi nally gone against 
the gold standard if the struggle had lasted a few years longer?

The “friends” of rising prices turned their attention in other direc-
tions; they became advocates of tariff protection because they saw in 
protective tariffs an appropriate tool for achieving their ends. In addi-
tion, the general decline in the objective exchange value of money that 
began in the second half of the 1890s, and which is still continuing, 
made the case for bimetallism irrelevant. The economic policy goal of 
most countries between 1873 and 1895 was attained. If today a violent 
reaction is taking place [in response to the general decline in the value 
of money], this can be explained by the great social changes that have 
taken place in the meantime.

The interests of producers, which until recently were still a deter-
mining factor in politics, are being partly superseded by the interests 
of consumers. If previously the slogan “good prices” was popular, today 
the slogan is “cheap prices.” It seems quite certain that the attractive-
ness of this slogan will continue to grow in the coming years. Never-
theless, it remains doubtful whether this will last, and whether it will 
succeed in destroying the old deeply rooted notion that high prices 
mean national economic prosperity.

If we look at the social consequences of the changes—it is the con-
sequences from the devaluation that alone concern us here—from the 
objective exchange value of money, we fi nd that their meaning is dif-
ferent depending on the underlying cause. A general decline of the 
purchasing power of money always brings with it changes in the dis-

27. [An end to the general decline in prices and the rise in the general purchasing power of 
money.—Ed.]
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tribution of wealth and income, from whatever cause it springs. But 
in every case, some groups of society benefi t from it and other groups 
are harmed by it. If the objective exchange value of money decreases 
because the relationship between the supply of and the demand for 
money has undergone a change due to a disproportionate increase of 
the quantity of money in circulation, then those parts of the popula-
tion to whom the additional money fl ows fi rst achieve the greatest ben-
efi t, while those to whom it goes last are most severely harmed. Gener-
ally, no matter whether the increase in the quantity of money (in the 
broader sense) is caused by the production of money [an increase in the 
mining and minting of gold] or by expanding the quantity of fi duciary 
media, on the whole the entrepreneurs will have an advantage rela-
tive to the workers and clerical employees. It is certainly conceivable 
that in such circumstances clerical employees and workers, in general, 
easily could be won over to the side of those who oppose monetary 
devaluation.

But at the present, changes in the relationship between supply of 
and demand for money are not the sole and probably also not the most 
important cause behind the general rise in prices. We have succeeded 
in showing that, as a result of certain technical features of how markets 
are organized, forces are set in motion where money is the intermedi-
ary in exchanges that necessarily lead to a constant decrease in the 
objective exchange value of money. Those people are at an  advantage 
who better understand than others how to anticipate the rise in 
the prices of the goods and services they sell. These are not always 
the entrepreneurs. Alongside the best-organized cartels are the best-
 organized labor unions. The big cartels of so-called heavy industry and 
the unions of the most easily organized clerical employees and work-
ing class members are the benefi ciaries of the rise in prices so far as it 
is rooted in these causes.

At a disadvantage, however, are the groups that are diffi cult or im-
possible to organize. They can raise the prices of the goods and ser-
vices they sell on the market only if the goods and services they buy 
have already risen in price; because of this lag between the rise in the 
prices of the goods they buy and the prices of the goods they sell, the 
harm which they always suffer in the meantime cannot be made up 
for. Only creditors who have monetary claims to specifi c amounts of 
money under contract obligations are in both cases harmed relative to 
their debtors.
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Aside from this, however, since the social effects from a rise in prices 
are different depending upon their cause, there can be no single policy 
prescription.

In the fi rst case is a relatively narrow circle of groups who are the ben-
efi ciaries of such changes in the objective exchange value of money; it 
does not include the broad stratum of wage earners whose burdens and 
demands are nowadays the decisive factor in politics. These groups, 
therefore, would prefer a monetary system in which the relationship 
between the supply of and the demand for money remains constant: 
that is, a situation in which there are no factors tending to bring about 
a change in the objective exchange value of money. Since this ideal is 
unachievable, then from the perspective of the wage earner (and also 
from the viewpoint of the many entrepreneurs who on this issue have 
the same interest as the workers, as well as from the standpoint of all 
creditors), those measures are condemned that aim at a reduction in in-
terest rates brought about by an artifi cial increase in the quantity of fi -
duciary media. As was already explained, a permanent reduction in the 
rate of interest can never be brought about by an increase in unbacked 
banknotes and by an extension of the use of checks; the end result of 
such measures can only be an increase in the price of goods.

Judged quite differently are those changes in the objective exchange 
value of money that arise from those previously described particular 
properties of prices formed on the market through the intermediation 
of money. They benefi t not only the most easily organized groups of 
businessmen, but also the best-organized strata of labor, which is to 
say, all those who better anticipate the rise in the prices of the goods 
they buy on the market relative to increases in prices of the goods and 
services they sell on the market. Insofar as the rise in prices has its root 
cause in this process, there is nothing that can be done to stop it. The 
only conceivable method would be government price controls; how-
ever, that would be in insoluble contradiction with the individualistic 
principles of organizing the economy.

It may appear to many that the struggle against the progressive rise 
in the prices of goods and services has only a small chance of success. 
There seem to exist few effective methods to slow down this process 
even a little bit, unless there again comes a time in which—as in be-
tween 1873 and 1895—there is a decline in gold production and a strong 
tendency for a progressive change in the economy that brings about 
a decline in money prices. It would be a gross exaggeration to think, 
however, that people would want to see this happen again.
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As I have explained elsewhere, there is a serious danger for the fu-
ture of the individualistic organization of the economy in the develop-
ment of fi duciary media; if the legislature does not put some obstacle 
in the way of its expansion, an unrestrained infl ation could easily come 
about, the destructive effects of which cannot really be imagined. Even 
if we ignore this, as yet, not immediate threat, there is suffi cient risk 
from the very nature of the system of fi duciary media. We have already 
mentioned that it would be desirable to put an end to the artifi cial ex-
pansion of fi duciary media. It would not only slow down the rate of 
devaluation, but it would also be the best way of preventing economic 
crises.

If one pays no attention to this, then there is no reason why a pro-
gressive rise in prices should be seen as a disruptive infl uence. Only 
the completely uninformed can, perhaps, imagine that a rise in prices 
is a symptom of a deteriorating provision of goods that is leading to a 
progressive impoverishment of the population.

In reality, the disadvantages that it brings to some and the advan-
tages that it brings to others are only transitory in nature. The fact that 
price increases keep going on results in its being appealed to over and 
over again, but then it arises again and again with its impact being re-
inforced by the fact that infl ation and effects of infl ation have occurred 
before.

As far as price increases have their cause in an increase in gold pro-
duction, one must accept it as an unavoidable ill. It still can be hoped 
that the growth in gold production will once again experience an inter-
ruption. Insofar as infl ation is a result of the method by which market 
prices are formed through indirect exchange, one must see it as a sign 
of the lively activity in the economic process coming from constant 
changes in the relationship between production and consumption. 
Only one who prefers the peace of the cemetery to the bustling whirl 
of life can be sorry that the purely static condition of an economy is 
only a conceptual device of theory; reality always means dynamism, 
change, and development.

28. Cf. The Theory of Money and Credit, pp. 368–90.
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Chapter 8

On Rising Prices and Purchasing 
Power Policies

In the middle of the nineteenth century, prices increased dramatically 
all over Europe and reached their peak in 1874. At that point, prices 
began to decline and continued their downward movement until the 
mid-nineties. Since about 1896 a new upward movement in prices has 
set in, and its end point is nowhere in sight. This decline in the pur-
chasing power of money has given new impetus to the old demand for 
a type of money that would not be susceptible to fl uctuations in its ob-
jective exchange value. Ideally, with this type of money, the exchange 
relationship between money and all other economic goods would be 
stable from the money side. Similarly, there could be no general in-
crease or decline in prices. The only disturbance in these stable market 
relationships would be a decline or rise in individual commodity prices 
with respect to each other, something that would be acceptable from 
the standpoint of both economic theory and political reality.

Money with an invariant objective exchange value, however, is an 
unattainable ideal.

It was commonly believed that the quantity theory of money pro-
vided the means to attain this goal. According to this theory, a change 
in the relationship between the supply of and the demand for money 
implied a change in the objective exchange value of money. All other 

1. [This essay was originally delivered in German as Ludwig von Mises’s inaugural lecture at 
the University of Vienna in February 1913, on the basis of which he received the status of Pri-
vatdozent [unsalaried lecturer]. It has not been previously published. From 1913 until the spring 
of 1934, Mises regularly taught a seminar almost every semester (except during the war years of 
1914–1918, when he served in the Austrian Army) at the University of Vienna on a wide variety 
of topics in general economic theory, monetary and business cycle theory, economic policy and 
comparative economic systems, and methodology of the social sciences.—Ed.]
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things equal, an increase in the supply of money had to lead to a de-
cline in the purchasing power of the monetary unit. This is one of the 
oldest and most fi rmly established doctrines of monetary theory.

Two factors, however, impede the practical application of this insight 
for stabilizing the value of money. The fi rst is the inability to precisely 
predict how great will be the effect from a given change in the quan-
tity of money in circulation. For even though it is certain that a decline 
or a rise in money’s purchasing power will result from an increase or 
reduction in the quantity of money, the extent of the changes in the 
objective exchange value of money brought about by specifi c changes 
in the quantity of money can never be predicted in advance. Changes 
in the quantity of money do not directly affect prices. Contrary to the 
notions of the older mechanistic price theory of supply and demand, 
changes in the quantity of money affect prices not directly but indi-
rectly, by infl uencing the subjective valuations made by individuals.

Given this insurmountable problem, some proposals were made that 
accepted the intrinsic impossibility of creating money with a stable ex-
change value and settled for a more limited goal. For the bulk of trans-
actions, money as we know it today would continue to be used despite 
all its imperfections. For credit transactions, however—whether by leg-
islation or by voluntary agreement between the parties concerned—the 
means of exchange would not be money but a uniform composite of 
the majority of commodities. The debtor would agree to fulfi ll his ob-
ligations by repaying not a nominal sum of money but a sum of money 
representing the same purchasing power for a fi xed number of com-
modities. The idea was to supplement a currency based on precious 
metals with a currency based on commodities.

These more modest reform proposals limit themselves to keeping 
the value of money stable only for long-term credit transactions and 
possibly for salaries of persons with a guaranteed position. But even the 
implementation of these proposals would not preclude a general rise 
in prices and the adverse consequences that would result from this in 
transactions between individuals.

Even within this self-imposed limitation, the compensatory com-
modity currency project has another defi ciency. While it has managed 
to circumvent one of the problems faced by all proposals for stabiliz-
ing the value of money, it founders on the second fl aw, which makes 
all these proposals unrealizable. Its mistake lies in its assumption that 
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the fl uctuations in the objective exchange value of money can be ac-
curately measured. The various index number systems seem to be pre-
cise, but in reality they are not.

To obtain useful results, index numbers must differentiate the effects 
between individual commodity prices. Changes in the price of wheat 
will not have the same impact as changes in the price of poppy seeds. 
Commodities must be treated according to the role they play in con-
sumption. To take this into account, a weighted average is used, that 
is, changes in one commodity are counted more heavily than those 
in another according to a predetermined relationship. Changes in the 
price of wheat, for example, are given a hundred times greater weight 
in the determination of the index numbers than changes in the price 
of poppy seeds.

Obviously, the most important thing is the assignment of the proper 
weights to each commodity. The relatively best method of weighting 
is provided by the American budget method. Individual commodities 
are weighted according to the frequency with which they appear in in-
dividual households budgets. This method would be unobjectionable 
if consumption patterns did not tend to change over time; it is fl awed 
because in the real world the relative amounts of these commodities 
keep shifting, refl ecting the way human beings change their subjective 
valuations concerning those commodities. Just think how different is 
the pattern of consumption in a household in 1913 from a household in 
1863, let alone 1813.

Even if we make the dubious assumption that we are merely com-
paring a contemporary social group with a social group in the past of 
comparable standing and income, many problems are left unsolved. 
Even a city dweller of modest means has different needs from those 
of his forebears fi fty or a hundred years ago. And even with the same 
needs, we now have different ways and means of satisfying them than 
in days of old.

This lack of an objectively valid method for establishing a weighted 
average fully explains why all proposals that have been made in the 
course of the last three generations for stabilizing the objective value of 
money have fallen by the wayside.

2. [See Chapter 7, “The General Rise in Prices in the Light of Economic Theory,” foot-
note 7.—Ed.]
3. [Also see Basset Jones, Horses and Apples: A Study in Index Numbers (New York: John Day, 
1934), and Michael A. Heilperin, International Monetary Economics (London: Longmans, 
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More recently, the American economist Irving Fisher proposed end-
ing the free coinage of gold as a way to create money with a stable ob-
jective exchange value.

Fisher takes the currency situation in India, the Philippines, and 
Austria-Hungary as his model. He maintains that these countries 
maintain currency parity with countries using a gold-backed currency 
by increasing or decreasing the quantity of money in circulation ac-
cording to the state of the foreign exchange rate. Fisher has no support 
for this—erroneous—view of the gold exchange standard. The parity 
value of the Austro-Hungarian currency is not maintained by increas-
ing or decreasing the amount of currency in circulation. Parity is not 
exceeded because the notes of the Austro-Hungarian Bank are in fact 
convertible into foreign exchange at a fi xed exchange rate. It is the le-
gal right to freely coin gold that preserves the currency’s parity.

The same can be said of all other countries with a similar arrange-
ment, except for their having legally established the convertibility 
of notes into gold. People have sometimes claimed that the Austro-
 Hungarian Bank occasionally refuses to issue foreign currency and 
that the exchange rate might then exceed the gold point. Whether 
or not this claim is correct, all it would prove is that in the eyes of 
its advocates prompt convertibility of notes into foreign currencies is a 
prerequisite for parity of the coinage.

Starting from this erroneous assumption, Fisher proposes that bank-
notes should be convertible not into a given amount of gold agreed to 
in advance, but to an amount of money that corresponds to a given 
purchasing power. He suggests that the quantity of gold against which 
notes are converted should increase when the purchasing power of 
the gold unit goes down and it should decrease when it rises. It is ap-
parent that Fisher’s proposal is merely an expansion of the idea of a 

Green, 1939), the appendix “Note on the Use of Statistical Constructions,” pp. 259–70; also, 
Gottfried Haberler, The Different Meanings Attached to the Term “Fluctuations in the Purchas-
ing Power of Gold” and the Best Instrument or Instruments for Measuring Such Fluctuations, 
Offi cial No. F/Gold.74 (Geneva: League of Nations, 1931).—Ed.]
4. [Irving Fisher (1867–1947) was one of the most prominent American economists in the fi rst 
half of the twentieth century. He formulated a widely used version of the quantity theory of 
money, utilizing the equation of exchange in The Purchasing Power of Money (1911). He advo-
cated using a system of index numbers to vary the gold content of the dollar to maintain a stable 
purchasing power of the monetary unit.—Ed.]
5. [See “On the Problem of Legal Resumption of Specie Payments in Austria-Hungary,” Chap-
ter 4 in the present volume.—Ed.]
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complementary commodity currency. It contains nothing that would 
help overcome the above-mentioned diffi culty, that is, the impossibil-
ity of accurately measuring the fl uctuations in the objective exchange 
value of the monetary unit. Neither does it offer anything to overcome 
the diffi culties inherent in using monetary policy to manage changes 
in the quantity of money in circulation. Fisher’s proposals thus can 
be easily rebutted by the very same persuasive arguments that Karl 
Helfferich recently presented against similar projects.

Given that a monetary system with a fi xed domestic exchange value 
is not attainable, Helfferich concludes that no government policy seek-
ing to regulate the value of money can serve a useful purpose. Much as 
he may regret the subservience of our modern monetary system to the 
vicissitudes of gold production, he nevertheless considers it preferable to 
a dependence on human failings and errors and to policies catering to 
unbridled special interests. Even if one concurs with  Helfferich’s views 
on this point, one might still favor government intervention against a 
decline in the purchasing power of money in some cases.

Notwithstanding complaints about increasing prices and despite 
all efforts to increase the purchasing power of money, the quantity 
of money in circulation, that is, notes and bank credit not covered by 
commodity money, is steadily expanding. In Austria-Hungary and es-
pecially in Germany there is a steady pressure to enlarge the circula-
tion of uncovered notes. Both in the German Reich and in Austria-
Hungary the quantity of tax-exempt notes has risen markedly in the 
last few years; Austria has seen a 50 percent increase, from 400 to 600 
million crowns.

Attempts are being made in Germany to extend the use of checks 
for smaller and medium-sized payments; the German Reichspost [post 
offi ce] has added increasingly popular checking transactions to its ser-
vices. The Austrian and Hungarian postal savings banks offer postal 
money orders that are exemplary. Yet these measures go counter to all 
the teachings of economic theory.

Since the time of Adam Smith, economic studies have confi rmed 
that when businessmen complain about lack of money, they are re-

6. [Karl Helfferich (1872–1924) was a German economist, politician, and fi nancier. His most 
important book on monetary themes was Money (New York: Augustus M. Kelley, [1903] 1969).
—Ed.]
7. [See J. van Walre de Bordies, The Austrian Crown: Its Depreciation and Stabilization (Lon-
don: P.S. King & Son, 1924), p. 37, for the amounts by which Austrian banknotes in circulation 
increased between 1909 and 1914.—Ed.]
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ally referring to a lack of capital; yet this lack of capital cannot be 
remedied by an expansion of the money supply. There is no dispute 
today about the basic correctness of this insight. Nevertheless, the at-
tempt persists to relieve the lack of capital and to lower the interest 
rate by increasing the money in circulation. In truth, all these efforts 
in trying to lower the interest rate are of no avail. The only effect is to 
increase prices.

What should be done, therefore, is to give up all attempts to arti-
fi cially expand the quantity of money in circulation. Presumably the 
fl aws in the current policy will soon be recognized. It is already gener-
ally admitted that the sharp increase in the quantity of money and fi du-
ciary media is one of the most important causes of the currently high 
level of prices. There is no need to decrease the quantity of fi duciary 
media, nor must their future expansion even be impeded. To moderate 
price rises, one must merely avoid artifi cially expanding them.

All this assumes, of course, that a policy to prevent increases in prices 
is inherently reasonable, as one might well imagine from the general 
clamor in support of this idea. In theoretically examining this problem, 
one must fi rst clarify why a decline in the purchasing power of money 
is considered to be deleterious. One must also investigate whether all 
groups in society suffer from it equally, and whether certain groups 
might not actually benefi t from a rise in prices. Only then can a pur-
chasing power policy be integrated harmoniously into the whole sys-
tem of social policies.

If changes in the purchasing power of money occurred simultane-
ously and affected all goods and services proportionally, their only 
effect would be to favor debtors over creditors. All those engaged in 
credit transactions who have claims on money would feel the effect of 
a reduced purchasing power, unless they had foreseen the impending 
change in the value of money at the time that they extended credit, 
and accordingly included this expectation when they drew up the loan 
contract. If it were possible to predict exactly the direction and extent 
of future changes in the objective value of money, appropriate provi-
sions by one side or the other concerning monetary repayments could 
be included in long-term contracts. As no perfect prediction of this 
kind is possible, creditors are the ones who suffer from a decline in the 
value of money. The clamor against higher prices has such unanimous 
support, however, that it cannot be out of concern for those persons 
who derive their income from interest on their capital. The true reason 
for the unpopularity of rising prices lies elsewhere.
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The fact is that rising prices will never affect all goods simultane-
ously and to the same extent, as was assumed above. Changes in the 
quantity of money in circulation spread out from a specifi c point, 
showing themselves wherever additional amounts of money fl ow into 
the economy. If the change is triggered by increased gold production, 
gold producers will be the fi rst to experience the increase. The fi rst 
possessors of the additional quantities of money will fi rst express their 
changed evaluation of the value of money to those persons with whom 
they exchange. The decline in the value of money is then spread pro-
gressively from one class to another, from one economic group to the 
next, until it fi nally affects all commodities.

It should be noted, incidentally—though we will not go into any de-
tails—that not all commodities are equally affected by the change in 
the purchasing power of money even at the end of the process. Certain 
differences may well persist because changes in the value of money 
have a differential impact on various individuals and will therefore 
cause a shift in the underlying supply and demand relationships.

Furthermore, the fact that changes in the value of money do not 
affect all commodities simultaneously has a decisive infl uence on the 
way they are interpreted in society. The hardest hit are those persons 
who offer goods and services on the market whose prices have not yet 
been increased by the decline in the purchasing power of money, but 
who must already pay higher prices for commodities and services that 
they buy. They must pay more for what they buy, although they still 
sell only at the older prices.

Public servants with fi xed incomes are especially victimized by 
rising prices because, generally speaking, their income lags behind 
changes in the price of goods. Public servants already must pay higher 
prices, although their salary has not yet gone up. When, fi nally, their 
remuneration commensurately goes up, the increase fails to compen-
sate them for the loss they have incurred in the meantime. In Austria, 
for example, the salaries of senior public servants have not been raised 
in the last forty years. The same applies for certain incomes that tra-
dition and customs have set at a fi xed level, and where changes are 
exceedingly slow. Typical examples are physicians’ fees, fees for certain 
services, examination fees, and so on.

The situation is different with most wage earners, particularly work-
ers and employees in private enterprises. We shall examine, next, how 
wages are formed and therefore identify a second cause for the changes 
in the purchasing power of money.
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Wage earnings have been steadily rising for several decades. This 
undoubtedly depends in part on the unionization of workers and lower-
level employees. One of the most controversial issues with respect to 
the problem of increasing prices, and in the theory of wages as well, 
is whether and to what extent this rise in real or “nominal” wages has 
any bearing on rising commodity prices. One side maintains there is 
no cause and effect between these two events. According to the other 
side, wage increases are the most important cause behind the rise in 
commodity prices, while a third group attributes the increase in wages 
to higher commodity prices.

There is no doubt that the working class has improved its economic 
position in the last several decades. All observers agree on that point, 
and even the most fanatical adherents to Marx’s theory of pauperiza-
tion cannot fail to acknowledge this fact in the long run. The upward 
social mobility of the working class has generally been ascribed to the 
activities of the trade unions, for instance in Lujo Brentano’s and Sid-
ney Webb’s writings.

When it is asserted that trade union organizations are enabling work-
ers to obtain a higher wage level, a serious diffi culty arises from the fact 
that all scientifi cally developed wage theories deny the possibility that 
workers can permanently secure higher wages through trade union 
contracts. All wage theories share the view that the determination of 
wage rates is connected with the theory of value. The various solutions 
to this problem have led to numerous attempts to solve the problem of 
the theory of wages. The labor theory of value naturally pursued a dif-
ferent path from modern subjective value theory, the latter being the 
fi rst approach to adequately deal with this problem.

Imputation theory provides a way to determine the value of the indi-

8. [Lujo Brentano (1844–1931) was a German economist and social reformer. He was a found-
ing member of the Verein für Sozialpolitik (Society for Social Policy) and a supporter of the 
social market economy, which rejected both socialism and laissez-faire capitalism, combining 
private enterprise with heavy government regulation and social welfare. In 1914, he signed the 
“Manifesto of the Ninety-Three,” which galvanized support for the war throughout German 
schools and universities. After the revolution of November 1918, he for a very short period served 
as people’s commissar (minister) of trade.—Ed.]
9. [Sidney Webb (1859–1947) was an early member of the British Fabian Society, which called 
for the achievement of socialism through incremental legislation. He was also a prominent 
intellectual force in the British Labor Party, having written in 1918 the famous “Clause Four” in 
the Labor Party program that called for the nationalization of the means of production. In 1935, 
he coauthored with his wife, Beatrice, Soviet Communism: A New Civilization? in which he 
predicted that the Soviet system of central economic planning would eventually spread around 
the rest of the world. In 1929, he was granted the title Lord Passfi eld.—Ed.]
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vidual complementary factors of production. It thus supplies the indis-
pensable logical link for any theory about the formation of the prices of 
factors of production, and thus to any theory of the distribution of the 
fi nal product.

The level of wages is a market phenomenon and can never be in-
fl uenced by interventions outside the marketplace. A wage policy, that 
is, a policy that shifts the level of wages away from the level it tends to 
reach in an unhampered market (the “natural wage level,” in Clark’s 
terminology), can operate in only one way. It must act by infl uencing 
those factors whose joint action on the market determines the specifi c 
level of wages. One can lower wages, for instance, by facilitating the 
immigration of foreign workers and raise wages by impeding this im-
migration. These methods exert an indirect infl uence on the market 
determination of wages. Whenever wages are formed in the market-
place under the infl uence of such changed conditions, the “natural” 
level of wage will refl ect this new state of affairs.

It is just as impossible to directly infl uence wages as it is to directly 
infl uence other market prices, because a reaction will inevitably set in 
to restore the natural level. Offi cially set wage rates are no more effec-
tive than any wage policy imposed by trade unions.

Since trade unions are generally incapable of changing market con-
ditions, they can have only a limited impact on wages. Clark gives a 
detailed discussion of the cases where trade unions can bring about a 
real improvement in workers’ income. These are exceptional cases in 
which the actual wage level would have stayed below the natural wage 
level if not for trade union intervention.

Clark is convinced, however, that trade unions cannot permanently 
push wages above their natural level, and in this respect Clark actually 

10. [The theory of imputation attempts to demonstrate the process by which the value of the 
fi nished product on the market is refl ected back into the relative values of the factors of pro-
duction utilized in its manufacture, thus determining the distribution of income among those 
factors. The theory was most systematically developed among the early Austrian economists 
by Friedrich von Wieser, Natural Value (New York: Augustus M. Kelley, [1889] 1971). See also 
F. A. Hayek, “Some Remarks on the Problem of Imputation,” (1926) in Money, Capital and 
Fluctuations: Early Essays (Chicago: University of Chicago Press, 1984), pp. 33–54; and Hans 
Mayer, “Imputation,” (1928) in Israel M. Kirzner, ed., Classics in Austrian Economics: A Sam-
pling in the History of a Tradition (London: William Pickering, 1994), pp. 19–53. The more 
generally accepted answer to this problem is derived from the theory of marginal productivity 
developed by John Bates Clark, The Distribution of Wealth (New York: Augustus M. Kelley, 
[1899] 1965).—Ed.]
11. See Chapter 7, “The General Rise in Prices in the Light of Economic Theory,” footnote 16.
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agrees with Marx, or at least Marx in his early writings. It is a well-
known fact that Marx took the iron law of wages as his starting point 
and proclaimed this openly in The Communist Manifesto. The iron 
law of wages essentially contests the possibility that the wages of work-
ers can be permanently raised above their natural level.

It is usually asserted that Marx subsequently abandoned the iron law 
of wages. What is overlooked is that the theory of surplus value rests 
on this law. For surplus value is defi ned as the difference between the 
value of the product produced by labor and the amount of that value 
received as wages. The product of the labor force is the amount of work 
required to produce and maintain the labor force. That is another way 
of saying that it is the wage corresponding to the iron law of wages. In 
the recently published text of a lecture given by Marx in 1865, we read 
that Marx, like Clark, believed that trade unions could make only a 
marginal contribution to the betterment of workers’ wages.

The actual wages in the last few decades are diffi cult to reconcile 
with these scientifi c wage theories. This fact has encouraged the His-
torical School of economics to give up on wage theories altogether. But 
there is one scientifi c theory of wages developed by the modern school 
that can actually be brought to bear on the facts of the case.

While it is true that trade unions are incapable of raising wages per-
manently above their natural level, they nevertheless can affect the 
point in time when wages change in response to changes in the pur-
chasing power of money. It is of course of vital importance whether 
increases in wages, which are bound to occur sooner or later in con-
junction with changes in the purchasing power of money, occur sooner 
rather than later; any negative effect resulting from the delay, discussed 
earlier, will thereby be avoided.

There is a further point: the working class may overshoot the mark 
in its struggle, and may at this time force wages up to a level that will 
prove to be unsustainably too high. Let us assume that wages increased 
10 percent above the natural wage level. Though a reaction is unavoid-
able, this reaction may not take the form of a reduction in money wages 
but of a corresponding increase in the prices of all products. The in-
creased money wage is sustained, but the real wage is eventually forced 
back to the natural level of wages.

12. [See Karl Marx, Value, Price and Profi t (Chicago: Charles H. Kerr & Co., [1865] 
1910).—Ed.]
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Price theory teaches us that potential buyers resist any excessive price 
demands by potential sellers. This indisputable proposition applies in 
this manner only to direct exchanges; in indirect exchanges mediated 
by money, which is the only signifi cant form of exchange at the pres-
ent stage of economic development, a modifi cation in the theory must 
be introduced. The potential buyer may decide to pay a money price 
that exceeds his evaluation of the commodity’s worth in the hope that 
when he himself acts as a seller, he will in turn receive a higher money 
price when he sells the product. The employer may give in to wage de-
mands of unionized workers that he considers to be excessive on the as-
sumption that he will be able to sell his product at a higher price. The 
consumer pays the higher price asked by the producers because he is 
not only a consumer and buyer but also a producer and seller; and he, 
in turn, expects to obtain higher prices in his capacity as a producer 
and seller. This is what is likely to happen under conditions of indirect 
exchange.

In fact, the more that improvements in communication permit a 
globalized expansion of markets, the more predominant will be these 
processes of indirect exchange. Only where all parties are fully repre-
sented in the marketplace, that is, only at daily, weekly, or annual mar-
kets in isolated areas or when certain branches of business assemble at 
the bourse, can face-to-face bargaining be effective.

In all other situations where two traders meet face-to-face, they rep-
resent only very small cross-sections of the global market for a partic-
ular commodity. Under these circumstances, bargaining is pointless, 
since what matters is not the respective strength of the two particular 
traders confronting each other on the market but the relative strength 
of all buyers and sellers of that particular good. We can thus see why a 
seemingly “fi xed” price is being substituted in more and more places 
for a price set by bargaining. When prices are “fi xed,” there are only 
two options: forgoing the purchase, something that may not always be 
feasible when an essential want is involved, or paying the higher price 
in anticipation of obtaining an equally higher price oneself on another 
segment of the market. This is a correct way to visualize how business 
and labor unions infl uence price formation under current conditions.

As long as increases in the prices of goods stem from these features 
of indirect exchange, they do not warrant the concern they often 
arouse. On the contrary, they should be viewed as symptoms of buoy-
ant activity, burgeoning development, and unceasing transformation 

L5787.indb   166L5787.indb   166 2/9/12   1:22:20 PM2/9/12   1:22:20 PM



on rising prices and purchasing power policies � 167

in the nature of production and consumption. The mutual exchange 
relations for economic goods are constantly in fl ux because every day 
sees the emergence of new consumption demands and of new ways to 
satisfy them. And from a sociopolitical point of view, price increases 
have even fewer adverse consequences—to the extent that they are at-
tributable to this cause.

We have already referred to the fact that rising prices benefi t orga-
nized labor and improve its position at a slight expense to those who 
live off their capital, a consequence that can hardly be given much 
weight.

In light of this, a comprehensive policy to deal with rising prices 
that pays no attention to the basic cause for the decline in the purchas-
ing power of money is not worth implementing. Once we have broken 
down into their various component parts the forces that drive up com-
modity prices, we can restrict our countermeasures to those compo-
nents that warrant an intervention.
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Chapter 9

Disturbances in the Economic Life 
of the Austro-Hungarian Monarchy 
During the Years 1912–1913

In 1912–13 Austria and Hungary weathered a severe economic crisis, 
the effects of which are yet to be surmounted.

The economic upturn on the world market, which had surpassed 
its three predecessors in almost all sectors of manufacturing, reached 
its zenith in 1912; however, 1913 brought a market reversal and the 

1. [This article originally appeared in German in the Archiv für Sozialwissenschaft und Sozial-
politik, vol. 39 (1914/1915).—Ed.]
2. Two offi cial publications contain information about the crisis of 1912/13:

1. Bericht über die wirtschaftliche Lage Oesterreichs in den Jahren 1912/13 [Report on the Eco-
nomic State of Austria in 1912/13], 4th ed. Communications by the Commercial Center of 
the United Chambers of Commerce and Manufacturing, and the Central Organization of 
Industry in Austria, no. 127 (Vienna, 1914). 104 pages.

2. Wirtschaftsstatistische Chronik. Rückblich auf das Jahr 1913 [Statistical Economic Chron-
icle. A Look Back at 1913], 8th ed. Special Publication of the Statistical Journal in 1914 
(Brünn, 1914). 41 pages.

Both publications owe their creation to the present crisis; neither the Commercial Cen-
ter nor the Statistical Central Commission had previously published economic reports of this 
type. 

The “statistical economic chronicle” was supposed to be continued as a monthly report by 
the Bureau of the Statistical Central Commission. The overview of the months of January and 
February 1914 did indeed appear in the “Statistical Communications” (Year 8, no. 9). Karl Pri-
bram and Karl Forchheimer supplied the compilation.

The article “Die Arbeitslosigkeit in Wien bei den der Gewerkschaftskommission Oester-
reichs angegliederten Verbänden in den Jahren 1910–1913” [Unemployment in Vienna in the 
Member Associations of the Austrian Manufacturing Commission], Soziale Rundschau, April 
1914, III, pp. 169–79, based on inquiries by the social-democratic workers organizations, can be 
viewed in a certain sense as a supplement to the previously mentioned publications.

See also Dub, “Die Geldkrise in Oesterreich-Ungarn” [The Monetary Crisis in Austro-
Hungary], Jahrbücher für Nationalöekonomie und Statistik, series III, vol. 47, pp. 643–57; Broch, 
Die wirtschaftliche Krise, ihre Ursachen und Rückwirkungen [The Economic Crisis, Its Causes 
and Repercussions], Beilage zur Kaufmännischen Rundschau, 1913.

L5787.indb   168L5787.indb   168 2/9/12   1:22:20 PM2/9/12   1:22:20 PM



the economic life of the austro-hungarian monarchy � 169

 weakening of the business cycle. Though this general recession prob-
ably intensifi ed the Austro-Hungarian crisis, it was not the cause. 
 Austro-Hungary was already experiencing a severe downturn in 1912, 
but as long as the economic boom continued abroad, the effects of this 
domestic crisis could not have caused a breakdown in all branches of 
the economy. Thus, when, in 1913, the weakening of the world market 
occurred, the crisis in the monarchy became a general one. One must, 
however, keep the following in mind: the Austro-Hungarian crisis was 
an incident that occurred independently of the events on the global 
market, and the causes and development of the crisis can be explained 
only by the particular circumstances of the monarchy.

The hardening of the international monetary market in the last 
weeks of 1912 and in the fi rst months of 1913 is viewed partly as a direct 
result of the bellicose developments in the Balkans and the fears as-
sociated with them. The Austro-Hungarian Monarchy was affected by 
these events more than any other country partly due to its geographic 
closeness to and strong economic ties with the Balkans, but primarily 
because the troubles in the region increased the monarchy’s domestic 
political diffi culties and made a war with Russia a very serious con-
cern. However, the economic crisis that Austria-Hungary weathered 
in 1912–13 was not caused by the war in the Balkans, though the war 
did contribute signifi cantly to its intensifi cation. The Balkan states or-
dered a general mobilization only in the last days of September 1912, 
and that war actually broke out only in October. Until then no one in 
Austria-Hungary had even considered the possibility of a war on the 
empire’s borders. The crisis, however, was already extant in the fi rst 
months of 1912: in mid-February the secretary general of the Austro-
Hungarian Bank advised against any additional extensions of credit 

3. See Feiler, Die Konjunkturperiode 1907–1913 in Deutschland [The Economic Cycle 1907–
1913 in Germany] (Jena, 1914), pp. 129ff.
4. [The Balkan confl ict was the cause of two wars in Southeastern Europe in 1912–13 in the 
course of which the Balkan League (Bulgaria, Montenegro, Greece, and Serbia) fi rst conquered 
Ottoman-held Macedonia, Albania, and most of Thrace and then fell out over the division of 
the spoils. As the result of the First Balkan War (October 1912–May 1913), almost all remaining 
European territories of the Ottoman Empire were captured and partitioned among the mem-
bers of the Balkan League, and an independent Albanian state set up. Despite their success, 
the Balkan states were unsatisfi ed with the peace settlement, which brought about the Second 
Balkan War (1913) between Bulgaria and its former allies Serbia, Greece, and Montenegro, with 
Romania and the Ottoman Empire also intervening against Bulgaria. The outcome turned 
Serbia, an ally of the Russian Empire, into an important regional power, alarming Austria-
Hungary and thereby indirectly providing an important cause for World War I.—Ed.]
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and announced a stricter credit policy on the part of the Bank for the 
near future. The outbreak of the economic crisis can be dated from 
this point.

Those who seek instruction about the evolution and the proportions 
of the crisis can fi nd abundant opportunity in the publications cited, 
though much of the data still requires modifi cation, and the presented 
material is sketchy in more than one area. There is no doubt that in 
one or two years we will be able to survey the effects of the crisis much 
better. Yet the swift publication of the data, though suffering from un-
avoidable defi ciencies, deserves special acknowledgment.

Understandably, both offi cial publications say very little about the 
causes of the great economic crisis, and whatever is offered relates pri-
marily to the general crisis on the world market and to the military 
crisis. We learn relatively little about the particular circumstances in 
the monarchy which led to the Austro-Hungarian crisis both prior to 
and after the weakening of the global business cycle. It is exclusively 
this issue that concerns us in the following presentation.

In one of the articles published as a series in the New Free Press 
[Neue Freie Presse], Böhm-Bawerk recently attempted to explain the in-
creased defi cit in the monarchy’s balance of trade. He points out that 
“it is said, and it may very well be correct, that many private persons 
in our country live beyond their means. However, it is certain that for 
some time many of our public bodies have lived beyond their means. 
The nation, the Crownlands, and the municipalities rival one another 
in the growth of their expenditures. The increase in revenues has not 
kept up with the increase in expenditures, and the difference must be 
compensated for by the assumption of debts. As the domestic capital 
market is not in the position to satisfy the large demands made upon 
it by the government’s budgetary requirements, the state had to turn 
abroad for funding. The increase in foreign debt is thus expressed as 
liabilities in the balance of trade. One must view these circumstances 

5. For three decades, from 1875 to 1906, the Austro-Hungarian Monarchy’s balance of trade 
had been uninterruptedly positive. In 1907, the balance of trade became negative again for the 
fi rst time, and indeed to the amount of 45 million crowns; in the following years, the liabili-
ties in the balance of trade increased (by millions of crowns) to 427, 434, 787, and 823 million 
crowns. In 1913, it sank to 631 million crowns. It has increased again since that time. In the fi rst 
quarter of 1914, liabilities amounted to 230 million crowns, in contrast to 169 million crowns in 
the fi rst quarter of 1913, 268 million crowns in the fi rst quarter of 1912, and 184 million crowns 
in the fi rst quarter of 1911.
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as the ultimate cause of the defi cit in the balance of trade: we have be-
come large and freewheeling in our economic expenditures.”

These remarks by Böhm-Bawerk indicate the direction for an expla-
nation of the most recent Austrian economic crisis. However, they are 
not completely satisfactory in their interpretation of the causes of the 
liabilities in the balance of trade.

In Austria and in Hungary, too much is consumed, or, in other 
words, too little is produced. The country, the provinces, and the mu-
nicipalities have been led astray by the ease with which the modern 
banking system readily supplies loans. In the decade from 1902 to 1912, 
the country’s debt (for the Crownlands and provinces represented in 
the Parliament) increased from 3,640 million to 7,240 million crowns. 
The continual issue of new debt has unfavorably affected the price lev-
els of pensions and the rate at which new loans have been extended. 
In 1903, the small sum of 6 million crowns, which would require a 
standardized 4.2 percent annuity for repayment on the occasion of its 
conversion, could be offered at par. Subsequent loans were issued at 
continually worsening terms. The crown annuity, offered in January 
1912 at the nominal value of 200 million crowns, was issued to the con-
sortium at a market rate of 89.50. Since that time, it has been absolutely 
impossible to issue crown annuities at 4 percent. The exchange rate 
for gold has had to replace the exchange rate for crowns, and an inter-
est rate of 4.5 percent has replaced the 4 percent annuity rate, while 
treasury notes and bonds have replaced the annuities. The 4.5 percent 
treasury bonds that were issued in March 1914 at a face value of 396.6 
million crowns, and which were repayable within 15 years through an 
installment lottery, were assumed by the consortium at a market rate of 
94.5 percent. The actual burden, which accrued to the national trea-
sury due to this assumption of debt, is estimated at 5.3 percent. The de-
mand price for the Austrian 4 percent crown annuities on the Vienna 
bourse was 100.34 on average in 1905; it was 83.07 on average in 1913. 
The provinces and municipalities were doing no better, with a similar 
situation in Hungary.

In Austria, it is primarily the imperial administration that func-
tions poorly and is too expensive. More than one hundred years ago, 

6. See Böhm-Bawerk, “Unsere passive Handelsbilanz” [Our Negative Balance of Trade], Neue 
Freie Presse, January 6, 8, and 9, 1914.
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Stein wrote about the bureaucracy in the Austrian government, that 
they “concern themselves solely with the employment of a system of 
clumsy and labyrinthine formalities that halts the free activity of hu-
man beings at every instant, in order to substitute in their place masses 
of paper, and the civil servants’ negligible idiocy or laziness.” Stein 
would probably fi nd this scathing judgment appropriate for the cur-
rent Austrian administration; indeed, even offi cial publications arrive 
at the conclusion “that throughout the entire organization of the do-
mestic administration, beginning with the lowest body and continu-
ing up to the highest judicial courts, substantial problems exist that 
prevent an adequate deployment of actions in the government’s areas 
of responsibility.” The excessive expenditures of the provincial govern-
ments, even more than the imperial government, explain why suffi -
cient funds cannot be found, in spite of the fact that the tax revenues 
are more oppressive than in most other countries. As a result, new 
bonds must be constantly issued to keep up with expenditures.

A substantial portion of the public debt can be ascribed to the grow-
ing trends in a socialist direction of the last few decades at both the na-
tional and municipal levels that has resulted in the government taking 
over existing enterprises and building new factories with public funds. 
Nowhere has this trend been as strong as in Austria.

These large state companies are the greatest hemorrhage point in 
the national Austrian budget. They are poorly managed; they yield no 
income, and instead require subsidies every year to cover their defi cits. 
These have been met from additional tax revenues or by issuing new 

7. See Pertz, Das Leben des Ministers Freiherrn von Stein [The Life of the Minister Freiherr 
von Stein] (Berlin, 1850), vol. II, pp. 433f. [Heinrich Friedrich Karl Freiherr von Stein (1757–1831) 
was a Prussian offi cer, statesman, and reformer who served as Prussian minister of economics 
and fi nance during the Napoleonic period.—Ed.]
8. See Studien über die Reform der inneren Verwaltung [Studies on the Reformation of the 
Domestic Administration], p. 21. This exposé published by the Körber administration in 1904 
renders a scathing verdict on the abilities of the Austrian government. See also Enquete der 
Kommission zur Förderung der Verwaltungsreform. Veranstaltet in der Zeit vom 21. Oktober bis 9. 
November 1912 zur Feststellung der Wünsche der beteiligten Kreise der Bevölkerung in bezug auf 
die Reform der inneren und Finanz-Verwaltung [Inquiry of the Commission for the Promotion 
of Administrative Reform] (Vienna, 1913). Additionally, Bericht des Mitgliedes der Kommission 
zur Förderung der Verwaltungsreform Professor Dr. Josef Redlich über die Entwicklung und den 
gegenwärtigen Stand der österreichischen Finanzverwaltung sowie Vorschläge der Kommission 
zur Reform dieser Verwaltung [Report by the Member of the Commission for the Promotion of 
Administrative Reform, Prof. Dr. Josef Redlich, About the Development and Present State of 
the Austrian Financial Administration and also Proposals by the Commission for Reforming 
This Administration] (Vienna, 1913).
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bonds. The negative fi nancial effect of these state enterprises has been 
most obvious in the largest of them, the National Railway Company. 
The failures of the Austrian state railway system, even in comparison 
with the performance of the Prussian-Hessian state-owned railroad, are 
commonly explained by the assertion that the conditions in Austria are 
essentially different from those in Prussia, and that the Austrian state 
railway labors under a series of circumstances that hamper its proper 
operational management.

Yet quite recently, one of the most successful Austrian industrialists, 
Georg Günther, the general director of the Austrian Berg- und Hütten-
werks-Gesellschaft [Mining and Steel Company], in a speech based 
on comprehensive quantitative data (including an exact comparison of 
the individual entries in the income statements of the Austrian and 
Prussian state railways), attempted to provide evidence that these dif-
fi culties could justify only a portion of the adverse performance of the 
Austrian state railroad. Even with a generous allowance for all of those 
circumstances that could unfavorably infl uence the Austrian state rail-
road, Günther arrived at the conclusion that the expenditures of the 
Austrian state railway were approximately 80 million crowns too high, 
and that this could be traced back primarily to the large number of em-
ployees, or, in other words, to the low work expectations for individual 
employees. Namely, if the disparities of the operational conditions were 
factored in, the results showed that the Austrian state railway employed 
approximately 50,000 more employees than would be employed by the 
Prussian state railroad in the same circumstances.

While each employee of the Prussian state railway is responsible for 
the service of 42,500 axle-kilometers, the corresponding service respon-
sibility in Austria amounts to only 32,900 axle-kilometers. Most nota-
ble is the disparity for employees at the central service; in Austria job 
performance per worker is 571,400 axle-kilometers, whereas in Prussia 
each individual’s performance is 1,115,000 axle-kilometers. Within the 
central service in Austria alone, there are approximately 5,400 employ-
ees too many, requiring an annual expenditure of 23 million crowns. 
This explains quite suffi ciently why the Austrian state railroad is inca-
pable of delivering an income that corresponds to its investment capi-
tal despite higher tariffs.

9. See Günther, Die Gebarung der österreichischen Staatsbahnen [The Financial Policy of the 
Austrian State Railroad] (Vienna, 1914). Günther’s remarks were subjected to a very sharp criti-
cism by one of the top offi cials of the Austrian Railway Ministry in a public speech. See Burger, 
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It also explains the poor state of public fi nances and the growth of 
the public debt, the enormous increase in tax burdens, and the diffi -
culties hampering production and trade due to the defective function-
ing of the national transportation system.

However much the causes of the crisis may be found in the gov-
ernment’s overspending, a more fundamental reason is budgetary 
mismanagement in the private sector. Austria-Hungary proportionally 
produces less than Western Europe. Even the number of people ac-
tively employed in production is relatively lower than elsewhere, since 
the public sector draws too many people away from productive labor. 
That which was said above about the national railway administration is 
equally true about all branches of the national government: it employs 
far too many people everywhere.

However, even the producers’ economic labor is less profi table than 
in other countries. The high protective tariffs on grains and the prohi-
bition against meat importation preserve a farming culture function-
ing in a long-outdated manner, which, located far distant from West-
ern European agricultural activity, expects all salvation to come from 
established subsidies and so on, which the state (and the agricultural 
majority selected for the committees in the parliament) unsparingly 
guarantees from the tax monies levied on the urban, manufacturing 
population. The owners of large latifundia seldom care personally for 
the administration of their estates; this is more often left to an offi cial-
dom that uses the government’s leisurely and unimaginative business 
administration as a model. The property’s fi deicommissary dependence 
prevents the transfer of the land to better landlords. In the largest of the 
Austrian Crownlands, Galicia, agriculture appears as large-scale land-
holdings, on the one hand, whose prosperity is hindered by a lack of 
capital, scarcities of agricultural labor, and the owners’ lack of ability; 
and smallholdings (more than 800,000 properties, ca. 80 percent of 
that entire number amounting to less than 5 hectares), which can of-
fer only meager nourishment to a family; the category of the mid-sized 
agricultural holding is almost completely absent from this province. In 
a special report about the ratio of agricultural output to general price in-

Die Gebahnung [sic] der österreichischen Staatsbahnen und andere Bahnverwaltungen [The Fi-
nancial Management of the Austrian State Railroad and Other Rail Managements] (Vienna, 
1914).
10. [A hectare is a metric unit commonly used for measuring land area. It is equal to 10,000 
square meters, about 107,639.1 square feet, 2.47 acres, and 0.00386 square miles.—Ed.]
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creases, which Graf Hardegg reported to the Herrenhausen [the upper 
house, or House of Lords, of the Parliament] in 1912, the backwardness 
of Austrian agriculture was characterized in the following manner: “In 
broad areas, we remain closely tied to the old three-fi eld system, which 
is inadequate for the agricultural resources and has long outlived its 
usefulness, where the land appropriate to the highest yield is barely 
worked, let alone cultivated, and where conventions and customs still 
hold sway that can no longer be considered up-to-date. We have, in 
fact, predestined entire landed areas to animal husbandry, where the 
number of animals has constantly decreased instead of increasing, 
where the production of provender for the animals is low, where the 
cultivation of the alps, feedlots, and meadows appears to have hardly 
moved past the initial stages, and where animal husbandry, directed in 
a completely irrational manner, bears tragic fruit.”

A few numbers illustrate most clearly the backwardness of agricul-
ture in Austro-Hungary. In 1912, the crop yield per hectare (in hun-
dredweights per meter) amounted to:

In Rye Wheat Barley Oats Potatoes

Germany 18.5 22.6 21.9 19.4 150.3
Austria 14.6 15.0 16.0 13.0 100.2
Hungary 11.9 13.1 14.1 10.1  72.3

In the German Reich, 58.9 cows are supported by one square ki-
lometer of productive agricultural land, whereas in Austria, the same 
area supports only 32.5 cows.

The situation in industry is no better. The Austrian worker (and the 
same is true for the Hungarians to an even greater extent) labors less 
intensively than, for example, the Germans or even the Americans. 
Entrepreneurial activity, for which only the slightest tendency exists, 
is impeded at every turn by a legislature that has set itself a goal of 
inhibiting the development of large fi rms to the best of its ability. The 
above-mentioned exposé of the Koerber administration includes the 
remarks: “The protection of the small fi rm, which is suppressed by 
the new form of economic life; the impediment of speculation in the 
exploitation of advantageous business activities in all directions; these 

11. See no. 113 of the supplements to the stenographic protocols of the House of Lords, 21, ses-
sion 1912, p. 17.
12. In 1911.
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and other attempts, whose partial validity should not be denied from 
an ethical point of view, have impaired the prosperity of our economic 
life in many cases, without bringing about any of the specifi ed, desired 
results.” In 1912, a report by the economic commission for the Aus-
trian House of Lords [Upper House, Reichsrat] concluded “that the im-
provement in the entrepreneurial spirit and, with this, the expansion of 
our industry outward, leaves so much to be desired that an ‘anticapital-
ist’ spirit, having encountered no resistance, has propagated itself with 
stultifying effect.”

The farmer, the tradesman, the worker, and above all the civil ser-
vant work and earn little; however, they still desire to live comfortably, 
and thus they spend more than their circumstances would allow. The 
frivolity of the Austrians and Hungarians sets them sharply apart from 
the sober thriftiness of the Western Europeans. There appears little 
concern for the future, and new debts are added to old, as long as will-
ing lenders can be found.

As long as the lenders are willing. Thus we arrive at the crux of the 
matter.

If cash payments were generally common in business dealings in 
Austro-Hungary, then this living beyond one’s means could never 
have achieved the broad extent that it has acquired in the last decades. 
Consumer credit could only have been obtained as a bank loan. The 
amounts which might have been supplied to consumers by this means 
would have remained far below the enormous sums that have been 
accessed with commercial credit. Additionally, one should certainly 
not underestimate the scope of consumer credit. A not insubstantial 
amount of credit available for agriculture, urban real estate, and small 
trade has found use, not for productive, but for consumptive goals. In-
cluded in the total, however, should be those large sums of consumer 
credit that the credit requirements of the civil servants have drawn 
down. Loans have been guaranteed to the state, provincial, county, and 
local public offi cials, who cannot be fi red while they live; to offi cials 
of the public funds, the court, the railway companies and suchlike, 
the security of which loans are based solely on the references of the 
borrowers. As a rule, the pay offi ce disbursing the salary assumes the 
loan, and this offi ce extracts the monthly interest, expenses, and amor-

13. See Studien über die Reform der inneren Verwaltung [Studies About the Reform of the Do-
mestic Administration], cited above, p. 7.
14. See no. 113 of the documents cited above, p. 3.
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tization quotas from the debtors’ emoluments, and pays them over to 
the lenders. In this manner, many thousands of public offi cials receive 
only a portion of their income paid in cash, often only the minimum 
required for existence remaining free of garnishment. The lenders are 
safeguarded quite well by this system. The risk that the debtor could 
die prior to repaying the debt is allowed for by insurance; these premi-
ums increase the already quite substantial costs of these credit trans-
actions, which are conducted not only by private moneylenders, but 
also by specifi c credit institutions that are generally organized based on 
confraternal links.

If monetary loans were the only form by which consumer credit were 
guaranteed, then those circumstances that led to this crisis could never 
have developed. Whoever takes out a loan also has to pay it back even-
tually; the assumption of debt does not expand his consumer power, it 
merely relocates it temporally. The matter is different for the system of 
long-term commercial loans, as they are currently common in Austria 
and Hungary. The consumer does not pay for his purchases in cash; 
he remains in debt. This is true for both the exclusive customers of 
the glittering luxury boutiques in the center of Vienna and also for 
the miserable poor, who satisfy their needs in squalid country stores 
in Galicia or Slavonia. The major gentlemen’s tailors in Vienna owe 
hundreds of thousands of crowns, many of them even more; however, 
the business requirements of even the smallest “general stores” reach 
quite sizable numbers. If a customer makes a one-time partial payment 
on his debt, then this is often only the lead-in to a greater exploitation 
of commercial credit.

The retail dealer, who has direct commercial dealings with the end 
user, typically has insuffi cient capital; indeed, he often lacks his own 
operating capital. He could not extend long-term credit to his clients, 

15. Among the institutions that guarantee consumer credit to civil servants, the Erste öster-
reichische Beamten-Kreditanstalt [First Austrian Civil Servants’ Credit Institution] in Vienna, 
founded in 1908 with a fully paid capital stock of 1,500,000 crowns, appears of particular inter-
est. This institution extended loans to employees with fi xed annual salaries, and also to retired 
public offi cials having fi xed annual pensions, and other state civil servants (either from one 
of the kingdoms or provinces represented in the Reichsrat, or local offi cials), against cession 
of their offi cial emoluments for the collection of payments authorized to this public corpora-
tion. The performance of these loans, including interest and ancillary charges, was secured 
by nationally or provincially guaranteed insurance on the borrowers against their demise, as 
well as against their inability to repay while still alive. The province of Lower Austria assumed 
subsidiary liability. The bank bonds based on these lending activities, offered at 4.5 percent and 
amounting to a face value of 30 million crowns, were declared to be gilt-edged securities.
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if he were not also in a position to receive long-term credit for his own 
purchases; he remains indebted to the wholesaler in the same way that 
the consumer is indebted to him. The Austrian industrialist has to 
guarantee long-term credit, because otherwise he would not be able to 
market his wares domestically. In trade rivalry, neither the product’s ex-
cellence nor the lower price tip the scales; whosoever would drive the 
competition from the fi eld has to guarantee more auspicious payment 
conditions, must seek to accommodate the purchaser through increas-
ing deferrals of the payment dates. Under such circumstances, the bill 
of exchange has practically vanished from many commercial sectors. 
Even where it still appears, it does not ensure the punctual observation 
of the agreed-upon payment dates. If the debtor will not pay on the 
date of maturity, then the exchange is prolonged. Decades ago, one of 
the greatest initiates of the monarchy’s credit system had already made 
the statement that the exchange formula “in three months to the day, I 
will pay,” should correctly read, in Austria, “in three months to the day, 
I will extend.” Since that time, the conditions have only become gen-
erally worse; only where powerful cartels rule the market (iron, sugar, 
hemp) is it otherwise. In all those sectors, however, in which the forma-
tion of market-determining consortia was unsuccessful, the producers, 
for whom higher domestic production costs have barred the path to 
exports, must accommodate themselves to inauspicious payment cus-
toms. It has gone so far that today “cash payment” is, according to cus-
tomary usage, understood to mean several months of credit.

A reform of these conditions would have to begin with the end user. 
The consumer would have to become accustomed to paying in cash, or 
at least punctually on the agreed-upon, not-too-distant, payment date. 
The large department stores, store chains, and cooperatives have com-
pleted this educational process abroad, as such stores must insist upon 
cash payment by virtue of their organization. In Austria, the middle-
class policy of commercial development places insurmountable diffi -
culties in the path of this form of retail trade; the policy supports the 
small shop owner and the handcrafter.

It is true that the small merchants are not pleased by their custom-
ers’ poor habits of payment. Even they would prefer to be paid in cash. 
However, a keen rivalry also reigns among them: the number of small 
commercial enterprises is far too high; the possibilities for earning a 
living in Austria are low. The required certifi cate of qualifi cation gen-
erally impedes the path to an independent business, and, in addition 
to this, a number of industries are further hampered by the concession 
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system. For many, therefore, no option is left except to establish small 
trading operations. Capital is either not necessary, or only a little is re-
quired. Anyone about whom nothing prejudicial is publicly known can 
easily gain access to credit from the manufacturers and wholesalers. 
This explains the superabundance of small trading operations, which 
often guarantee their owners a meager income despite considerable 
industriousness.

If the small trader wants to do any business at all, then he has to ex-
tend credit. And he may neither hand-select his customers, reject doubt-
ful people, nor deny credit to those whose debts have grown too large. 
The village shopkeeper must view it as a special honor whenever the 
beadle or even the community recorder offers him their custom. Woe 
be unto him if he dares to demand from them (regardless of whether 
it is only after several months or even years) a settlement of accounts. 
Indeed, he is dependent upon the representatives of national and au-
tonomous local administrations for every aspect of his business. They 
manipulate those hundreds and thousands of laws, ordinances, edicts 
(ukases), which are partly an inheritance of the vormärz absolutism, 
and partly the creation of the modern currents of the middle class and 
socialist politics. Whether or not the shopkeeper receives the conces-
sions, permissions, and so on, which he requires to conduct his busi-
ness, he remains completely dependent upon administration offi cials; 
they can make things uncomfortable for him during the assessment 
of taxes, in the exercise of authority by the commercial and market 
police, or sanitary inspectors, and in one hundred other ways. He has 
to play things correctly with them, and with their varied and numerous 
relations, no matter the cost. In Galicia and in Bukovina, in Hungary 
and its neighbors, everyone believes that he ought to be entitled to the 
claim that he, and only he, should receive credit unhesitatingly, and 
should always receive credit thusly. The merchant sees the sum of his 
outstanding credits with trepidation, not only as an absolute number, 
but also as growing in relation to his sales fi gures from year to year. 
However, he is powerless against the circumstances.

Someday, sooner or later, the day had to come on which it became 
clear, that a large portion of these outstanding loans, which were posted 

16. [The term Vormärz (pre-March) Years (1815–48) refers to the political situation prior to the 
1848 revolution during the rule of the Austrian Chancellor Prince Clemens von Metternich. He 
strongly believed that maintaining social order within the multiethnic composition of the Aus-
trian Empire required comprehensive suppression of national movements at home and within 
other nation-states.—Ed.]
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in the merchants’ account books as assets, were irrecoverable. All these 
offi cials, employees, functionaries of the public administration, local 
home rule, and so on, all these farmers and craftsmen had lived far 
beyond their means, they had accepted debts that they were neither 
willing nor capable of repaying. The offi cials’ emoluments were ceded 
or disdained up to the limit with only the minimum required for exis-
tence remaining free of garnishment; the farmers’ immobile properties 
were burdened by mortgages beyond their market value; the monetary 
creditors, who were able to safeguard themselves at the signing of the 
contract, regularly preempt the mercantile creditors, who, due to the 
reasons delineated above, can only approach the debtor energetically 
after a year and a day. It required only the gentlest external push in 
order to manifest the irrecoverability of these demands.

The much cited speech of Secretary General Pranger in the Wiener 
Saldierungsverein [Viennese Banking Association] gave this push. As a 
warning signal, it came years too late; nothing could be changed in that 
which had already occurred. He exhorted the lenders to caution and 
restraint, and provoked the inevitable and undelayable liquidation. The 
scope of the restrictions on and divestments of credit, which resulted in 
the fi rst months of the crisis, were highly exaggerated; yet they were in-
deed large enough to be the fi nal straw. The retail merchant, for whom 
credit was impeded, began to measure his outstanding loans and must 
have recognized, to his horror, that a portion of them were irrecoverable. 
In many cases, the retailer saw himself now forced to suspend payments 
himself; this functioned retroactively from the end consumers step-by-
step back to the producers. Credits, which had for years been entered 
into the account books as “good,” were revealed at one stroke as rotten. 
The businessman recognized too late that he had already lost a majority 
of that which he thought he had earned through years of hard work.

The insolvencies mounted up. The Wiener Kreditorenverein [Vien-
nese Society of Creditors] for protection from demands in cases of in-
solvency, to which textile fi rms primarily belonged, accrued:

In the year Cases
With liabilities 

(in millions of crowns)

1909 1001 45.2
1910 935 40.3
1911 904 42.8
1912 1805 112.0
1913 1674 73.2
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The 1912/1913 crisis brought about the liquidation of the unsustain-
able borrowing system of previous years. It is true that not everything 
was liquidated; more than enough remained reserved for the future. 
And yet it is the pernicious system of poor payment conditions that re-
mains; from this, the Austrian economy is threatened by ever-new dan-
gers. As long as the overproduction on the domestic market lasts, and 
the unfavorable production circumstances impede industrial exports, 
no change, however, can occur.

The monarchy has to export goods in order to maintain equilibrium 
in the balance of payments without increasing the foreign debt. Today, 
remittances by emigrants form the most important asset of the monar-
chy’s balance of payments; this is an unhealthy circumstance that can-
not be sustained over the long term.

Therefore, a pleasant sign of improvement must be welcomed, this 
being a recent increase in the export of textile goods. The Austrian 
cotton industry has suffered for years from a surfeit of new spindles 
that were established as a result of the 1907 economic boom. For years, 
attempts have been made in this industry to control overproduction 
through business restrictions on the one hand, and through forced ex-
ports, even at loss-generating prices, on the other. The result has not 
failed to appear. Exports amount to, in this and a few related articles 
(in thousands of hundredweights):

Cotton 
 yarns

Wool 
yarns

Linen 
 yarns

Hemp 
 yarns

Cotton 
   wares

1908  43.0 10.4 59.0 4.2  67.6
1909  40.8 20.7 78.9 5.7  72.0
1910  52.2 20.3 76.2 8.3  96.1
1911  71.0 22.3 69.3 7.4 120.1
1912 107.4 21.4 84.5 5.6 131.4
1913 247.0 29.4 97.2 8.6 174.8

For 1913, the statistics demonstrate an essential increase in the export 
of semifi nished and fi nished goods overall. Most notably, the increase 
in sugar exports is of consequence: from 254 million crowns in 1912 to 
295 million crowns in 1913.

Nowhere is there as much discussion about the necessity of improv-
ing the balance of payments, of boosting the export of goods (and last 
but not least foreign commerce), as in Austria. However, the people 
remain a far cry from pursuing the single path that will lead to the de-
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sired goals. Because in this case, all of those small, beloved options, by 
which people in Austria prefer to solve large problems, fail. Only one 
possibility could help: the radical elimination of all hindrances that 
the economic policies have laid in the path of the development of pro-
ductive forces.
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Chapter 10

On the Goals of Trade Policy 

I

The elements of a foreign trade policy can be designed based only on 
an understanding of what emerges from the free play of economic ac-
tivity: a regional division of labor that results in the greatest supply of 
goods at the least cost. From this point of view, protectionist policies 
can never be justifi ed on economic grounds. All theoretical attempts to 
do so have failed. The arguments of the advocates of free trade, which 
culminated in Ricardo’s formulation, cannot be shaken, let alone re-
futed. If completely free trade prevails, then each country specializes 
in that branch of production for which its domestic conditions are rel-
atively most favorable. Every artifi cial infl uence that disturbs this ar-
rangement must, in the end, result in a deterioration in the quality and 
a decline in the quantity of goods.

The free trade argument has not been refuted by Friedrich List’s 
claim that otherwise idle productive resources are employed under a 
system of protective tariffs. The fact that without the protective tariffs 

1. [This article originally appeared in German in the Archiv für Sozialwissenschaft und Sozial-
politik, vol. 42, no. 2 (December 1916).—Ed.]
2. [David Ricardo (1772–1823) was one of the leading and most infl uential “Classical” econo-
mists of the nineteenth century. His formulation of the logic of division of labor and com-
parative advantage in The Principles of Political Economy and Taxation (1817) in Piero Sraffa, 
ed., The Works and Correspondence of David Ricardo, vol. 1 (Cambridge: Cambridge University 
Press, 1951), pp. 128–49, became the foundation and rationale for a system of free trade; see 
also Ludwig von Mises, Human Action: A Treatise on Economics (Irvington-on-Hudson, N.Y.: 
Foundation for Economic Education, 4th rev. ed., 1996), pp. 159–64; and Gottfried Haberler, 
The Theory of International Trade, with Its Applications to Commercial Policy (London: William 
Hodge and Co., 1936), pp. 125–208.—Ed.]
3. [Friedrich List (1789–1846) was a German political economist who formulated a fi ve-stage 
theory of economic development in his 1841 book, The National System of Political Economy. 
He argued that, for an industrializing nation like Germany in the nineteenth century, eco-
nomic protectionism was essential to national development.—Ed.]
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they would not be utilized shows that they are less productive than 
other resources that can be employed instead.

A tariff to support infant industries also cannot be justifi ed on eco-
nomic grounds. Older industries have an advantage in many ways over 
younger ones. The emergence of new industries can be considered 
economically worthwhile, in general, if their lower productivity in the 
short run is compensated by their greater productivity in the longer 
run. If the new enterprises promise to be economically profi table, the 
private sector will create them without any “aid” from a tariff. With 
every newly started enterprise it is anticipated that various initial out-
lays will be recouped later on. It is not a challenge to this argument to 
point out that almost all countries have supported the development of 
industries through protective tariffs and other protectionist measures. 
It remains an open question whether healthy industries would have 
developed even without such aid. Within a country’s borders similar 
differences in productive conditions are solved without any such “ex-
ternal” support. In areas within a country that previously were not in-
dustrially developed, we see industries emerge that not only success-
fully compete against older industrial areas of that country, but also 
often drive them completely out of the market.

Schüller argued against the idea that unrestricted freedom of trade 
was advantageous from the international point of view. Generating the 
largest possible total production, he said, was not only dependent upon 
taking advantage of the most productive opportunities, but also exploit-
ing the unutilized productive opportunities as well. The weakness of 
this argument is already apparent in the fact to which Schüller refers 
with particular emphasis: that the conditions under which various pro-
ducers operate are dissimilar, not only in different countries, but also 
within the individual countries themselves. Less advantageous produc-
tion opportunities are exploited only insofar as more advantageous ones 
are no longer available. The only infl uence from the protective tariff 
would be in that less advantageous opportunities are exploited while 
more advantageous ones elsewhere within that same country remain 

4. [See Ludwig von Mises, “The Disintegration of the International Division of Labor” (1938) 
in Richard M. Ebeling, ed., Money, Method, and the Market Process, Essays by Ludwig von 
Mises (Norwell, Mass.: Kluwer Academic Press, 1990), pp. 113–36, especially pp. 114–15 on the 
infant industry argument.—Ed.]
5. See Schüller, Schutzzoll und Freihandel [Protective Tariffs and Free Trade] (Vienna, 1905), 
p. 228.
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unutilized. However, that no increase in total productive output can be 
achieved by this method requires no further explanation.

II

Ricardo’s theory of foreign trade starts with the assumption that the 
free movement of capital and labor operate solely within a country’s 
boundaries. Domestically, any regional difference in rates of profi ts and 
in employment is equalized through movements in capital and labor. 
This is not true for differences between several countries. If there was 
free mobility between countries as well, this would lead to the follow-
ing result: capital and labor would fl ow out of the country that offered 
less advantageous production opportunities and into the country with 
more advantageous opportunities. A series of emotional factors “which 
I should be sorry to see weakened” (which Ricardo, the patriot and 
politician, inserts into the theoretician’s exposition) are raised in op-
position to this. Capital and labor remain, in spite of the fact that they 
suffer from a lower level of income, in their own countries and turn to 
those branches of production for which they are, if not absolutely more 
favorably, then at least relatively more favorably qualifi ed.

The premise for the theory of free trade, therefore, is the fact that 
capital and labor do not move across national boundaries due to non-
economic reasons, even when this would be advantageous from an 
economic point of view. This may have applied, in general, during Ri-
cardo’s day; however, it has not been true for quite some time now. The 
obstacles that inhibit the generally free mobility of capital and labor 
become smaller every day; even the World War will only temporar-
ily hinder this development. When peace returns, those circumstances 
also will gradually return that, in the decades before the war, culti-
vated the free mobility of capital and labor between nations. These 
developments were not random; rather, it was the necessary result of 
the ever-closer economic ties between the individual countries of the 

6. [See Ricardo, The Principles of Political Economy and Taxation, p. 136: “Experience, how-
ever, shows, that the fancied or real insecurity of capital, when not under the immediate control 
of its owner, together with the natural disinclination which every man has to quit the country 
of his birth and connections, and entrust himself with all his habits fi xed, to a strange govern-
ment and new laws, check the emigration of capital. These feelings, which I should be sorry 
to see weakened, induce most men of property to be satisfi ed with a low rate of profi ts in their 
own country, rather than to seek a more advantageous employment for their wealth in foreign 
nations.”—Ed.]
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world, that is, the transition from individual national economies to a 
global economy.

If, however, the basic assumption of Ricardo’s theory disappears due 
to the effects of free trade, then the theory would disappear with it. 
There would no longer exist a reason to search out a basic difference 
between the effects of freedom of trade in domestic trade and foreign 
trade. If the mobility of capital and labor domestically and their mo-
bility between countries differs only as a matter of the degree, then 
economic theory cannot make a fundamental distinction between 
them. The theory must, instead, necessarily arrive at the conclusion 
that the inherent tendency under free trade is to draw labor and capital 
into the locations having the most favorable natural production condi-
tions, regardless of political and national boundaries. In the end, un-
limited free trade must therefore lead to a change in the conditions 
under which the entire world is settled; capital and labor will fl ow out 
from the countries with less favorable production conditions into those 
countries with more favorable production conditions.

Even if a theory of free trade like Ricardo’s is modifi ed in this man-
ner, nothing from a purely economic viewpoint would speak against 
free trade, and everything would warn against protectionism. However, 
because the theory leads to completely different results in terms of the 
effect of free trade on the regional distribution of capital and labor, it 
offers a completely different starting point for examining the economic 
case for and against a tariff system.

III

The natural conditions for production are unequally distributed among 
individual countries: there are countries with more favorable and oth-
ers with less favorable production conditions. This relationship is im-
mutable. Over the course of history, the importance of this fact has 
often been reduced due to intense metamorphoses resulting from the 
exhaustion of the soil, through the clearing and utilization of new fer-
tile areas, by changes in the climate, and so on. Of greater importance 
are those changes that have their origin in advances in production 
technology, which enable the use of previously worthless or less utiliz-
able natural resources.

If one adheres to Ricardo’s assumption that capital and labor are 
not disposed to emigration abroad, even when more favorable produc-
tion conditions are present elsewhere, then the result is that the same 
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expenditures of capital and labor lead to different results within indi-
vidual countries. There are wealthier and poorer nations. Commercial 
policy interventions cannot alter this circumstance. Such interventions 
cannot make the poor nations any wealthier. On the other hand, pro-
tectionism in the wealthy nations appears completely preposterous.

If one drops Ricardo’s assumption, however, then a tendency toward 
an equalization of profi ts and wage rates would prevail across the globe. 
Thus there are, in the end, not poorer and wealthier nations, but rather 
more and less densely populated countries.

This is the developmental tendency that the world today is facing. 
From a purely economic point of view, this outcome cannot be de-
scribed as harmful. However, this tendency does come into confl ict 
with the principle that reigns over modern politics, that is, the nation-
alist principle. The nation-state would correspond with the nationalist 
ideal only if it has an area under its control in which the quantity and 
quality of the natural conditions for production are such that it can 
offer its people space for the natural increase in population within its 
national boundaries without the danger of overpopulation.

A growing population must be able to fi nd employment within the 
national boundaries without becoming more densely settled than cor-
responds with its natural production capabilities. The nation ought to 
be able to develop unimpeded within its national territory; however, 
the population should not increase within the nation’s borders beyond 
that level that would be achieved by the complete and free interna-
tional mobility of capital and labor.

This stipulation, which is derived with obligatory logic from the na-
tionalist principles of the nineteenth century, is contrary to neither the 
primarily or purely industrial state, nor the primarily or purely agricul-
tural state, nor even the monocultural state. If a country’s economic po-
tential is determined by its natural production possibilities, then in this 
country the most favorable exploitation of the land and, ceteris paribus, 
its greatest possibility for supplying goods for the population, will result 
from the free play of economic forces. A country’s economic potential 
is negatively affected only if labor increases beyond the level indicated 
by its natural production possibilities. However, until a  country reaches 
such a situation, its economic possibilities remain “positive,” whether 
viewed from a global or a national economic point of view. If the pro-

7. [See also Ludwig von Mises, Nation, State, and Economy: Contributions to the Politics and 
History of Our Time (Indianapolis: Liberty Fund, [1919] 2006), pp. 46–63; also Lionel Robbins, 
“The Optimum Theory of Population,” in T. E. Gregory and Hugh Dalton, eds., London Es-
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duction conditions were not exceedingly different within individual 
national economies, then these extremely differentiated types would 
be the norm.

In its commercial application, the nationalist principle does not de-
mand self-suffi ciency in the sense of complete isolation from foreign 
trade. It is in no way intrinsically opposed to an increase in the general 
welfare by means of an international division of labor. The national-
ist principle has nothing in common with the demand, which is in-
creasing due to certain ethical and political outlooks, for maintaining 
the current status quo in the division of labor, the intensity of interna-
tional trade, and impediments to the broader expansion of the global 
economy.

A country’s national character is not endangered by the use of prod-
ucts made by foreign labor. That the German wears American cotton 
and Australian wool in his clothing, that he drinks Brazilian coffee 
and eats Italian lemons, remains of no concern to the nation insofar as 
there exist German products which serve as the means by which such 
imports may be paid.

The point of confl ict must be found elsewhere.
The surface of the globe is divided among the nations. This division 

is the result of historical processes in the past and does not correspond 
to the production possibilities and population patterns of the present. 
Therefore, there are nations whose area would be more densely pop-
ulated and others that would be less densely populated, if unfettered 
movement of people and goods were a reality. The problem of rela-
tively over- and underpopulated areas has to be solved by migration, 
the movement of people.

These migrations have resulted in the citizens of various nations 
moving from countries where less favorable production conditions pre-
vail to those countries where there are currently more favorable condi-
tions, with population densities adapting to the more or less attractive 
natural production possibilities around the globe. In a similar manner, 
capital goods move to where more favorable returns can be earned. 
The country from which they move loses both capital and labor. The 
exported capital assists the importing country in exploiting its produc-
tive capabilities. The emigrated labor assimilates itself to its new home.

says in Economics: In Honor of Edwin Cannan (London: George Routledge & Sons, 1927), 
pp. 103–34.—Ed.]
8. See Schüller, op. cit., pp. 9ff.

L5787.indb   190L5787.indb   190 2/9/12   1:22:22 PM2/9/12   1:22:22 PM



on the goals of trade policy � 191

Emigrants who settle in previously uninhabited areas can retain and 
foster their culture in their new home. They are not lost to their nation, 
even if they politically separate themselves from their native country. 
The Canadians, Australians, and the residents of Cape Province in 
South Africa are not the only members of the English national culture, 
which spans the globe, but so are the Yankees.

Circumstances unfold differently when the emigration is directed 
toward an already populated country and the colonists, due to their 
numbers or their military inferiority, are not successful in driving 
out the previous inhabitants, such as successfully happened in North 
America with the European colonists. These numerically inferior emi-
grants must then, sooner or later, lose their mother tongue, national 
culture, customs, and manners. They learn the language of their new 
country, and they soon adapt to it in all other characteristics. Whether 
the assimilation is completed quickly or slowly depends upon a series 
of particular circumstances; however, it remains unavoidable. We are 
not interested here in the origins of this occurrence; the fact that it oc-
curs is suffi cient for us.

We now perceive the meaning and the goal of trade policies. Insofar 
as they do not unnecessarily encourage an already existing develop-
mental tendency, such as industrialization, or are not solely directed 
against the trade policies of foreign countries, a country’s trade poli-
cies are to be guided by the idea of increasing or retaining its territory 
in defi ance of the relative unfavorability of the production possibilities 
within its national borders.

This goal cannot be achieved, however, at least not in a manner 
benefi cial to that nation. The country with the relatively less favor-
able production conditions must, as one says, export either citizens or 
goods. This is true. However, one ignores the fact that the export of 
goods is possible only if that country enters into competition with na-
tions that have more advantageous production conditions, that is, if, 
in spite of higher production costs, that country can sell goods just as 
inexpensively as countries that produce at lower costs of production. 
This, however, must depress wages and profi ts on capital within that 
country. Unless the emigration of capital and labor is legally impeded 
or forbidden, this will actually boost emigration; this also completely 
ignores the fact that the cultural level of the citizens is also depressed 
by such competitive actions.

Over the long term, an overpopulated country (in the sense 
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 characterized above) does not have the means to impede the emigra-
tion of the superfl uous citizenry. Ultimately, the population must de-
crease to whatever level corresponds to the utilization of that country’s 
domestic production conditions. As long as the emigrant can fi nd work 
in the exploitation of possible production that is more advantageous 
than the least advantageous utilization at home, and insofar as his emi-
gration has not been impeded, the emigrant will improve his economic 
life through leaving his country. The fact that agricultural tariffs and 
also industrial protective duties (which offer industry the possibility of 
retaining high domestic prices through cartels and trusts while market-
ing underpriced goods abroad) increase the costs of living, requires no 
more detailed explanation here.

The fact that these developmental tendencies could be misunder-
stood, not only by the political leaders but also by parts of the media, 
can be traced back to the circumstance that it was previously possible to 
compensate for market losses in one area that was progressively indus-
trializing, by developing new markets in other areas. By this method, 
English industry was able to stay ahead of the Germans, as could the 
French and the Belgians. Soon, however, the time will come when 
this ability to get ahead of others in a new market will fail. If all of 
the agricultural countries (insofar as it is possible for them to do so in 
accordance with their natural production conditions) were to develop 
industries, then the primarily industrial country would be capable of 
exporting its goods only insofar as its natural production conditions 
were superior to these others.

A number of writers have constantly stressed with the greatest em-
phasis the grave peril to the economic future of the “primarily indus-
trialized countries” that will emerge with “industrialization” in agri-
cultural countries. Yet the correctness of our conclusions cannot be 
questioned by anything that has been offered in opposition to them.

The scientifi c treatment of the subject has suffered from the fact 
that it has been merged with the political-economic battle over pro-
tective tariffs versus free trade. In fact, the use of protective tariffs has 
suggested itself to those who have perceived a future danger facing the 
industrialized countries from the progressive industrialization of agri-

9. From the comprehensive literature, see especially Wagner, Agrar- und Industriestaat [Ag-
ricultural and Industrial States], 2nd ed. (Jena, 1903); Hildebrand, Die Erschütterung der 
 Industrieherrschaft und des Industriesozialismus [The Shattering of the Rule of Industrialism 
and Industrial Socialism] (Jena, 1910).
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culture nations. However, as we have seen above, this possibility is not 
available.

The industrialized countries are not in a position to prevent the ag-
ricultural countries from transitioning into being industrial nations, 
which would have been an effective means of retaining the status 
quo in the international economy, if it had only been possible to do 
so. From the national point of view, another method is available: the 
annexation of colonies that have a primarily agricultural character to 
the extent that the home country and the colonies together form an 
area that appears to be, in relation to the quality of its natural produc-
tion conditions, no more densely populated than the territory of other 
nations. This is the path that England has followed and which Ger-
many ought to have followed, had it not degenerated into the misery of 
provincial factionalism while the Russians and the Anglo-Saxons con-
quered the world.

What can a protective tariff achieve here? It cannot prevent the ag-
ricultural countries from closing their own borders through protective 
tariffs and other administrative measures. Quite the contrary, it actu-
ally incites them to do so, because it hampers the marketing of their 
own agricultural products and challenges them to protect themselves 
with tariffs against the “dumping” of industrial goods by the already in-
dustrially developed country. The industrial exporting country ought 
to function as a free trading partner in order to convert the agricultural 
countries to free trade by setting a good example; however, England’s 
situation demonstrates how little can be achieved by this method.

Thus, the proponents of protective tariffs must ultimately arrive at 
the conclusion that salvation lies in the limitation of the population. 
What, then, is the need for a protective tariff? No type of political in-
tervention, however well developed, is necessary in order for German 
lands to nurture as many citizens as would correspond to the condi-
tions compatible with their natural production possibilities. That is, 
indeed, the goal of trade policies: to ensure the existence of a larger 
population within a limited area. To relinquish the achievement of this 
goal is to absolutely reject the justifi cation for trade policies. Trade poli-
cies are, then, left with only small tasks of transient importance; they 
are no longer ranked among the important tasks in a nation’s global-
historical battle for existence.

Ever since humans have lived upon the earth, there has been only 
one effective and enduring means to battle overpopulation: emigra-
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tion. Séfur’s statement, that the history of humankind refl ects the peo-
ple’s efforts to continually move from poorer living conditions to better 
ones, is also true for the present.

IV

The supporters of protectionist policies have not failed to understand 
that their goals cannot be achieved through this method. And, 
yet, they still do not admit defeat. Indeed, they cry out ever more loudly 
for the protection of national labor. The history of recent decades dem-
onstrates that they have been quite successful in this: almost all coun-
tries in the world currently practice protectionism.

To make an appraisal of modern tariff policies, a distinction has to 
be made between the policies of overpopulated countries and those 
of underpopulated countries. In the underpopulated countries (those 
that are less densely populated than favorably corresponds to their pro-
duction possibilities), agricultural production almost always outweighs 
manufacturing in terms of the number of those employed in the 
farming sector, and more or less in terms of the value of the products 
produced. These countries are usually characterized as agricultural 
countries because they are primarily considered to be exporters of ag-
ricultural products and consumers of industrial goods. There are two 
separate types of agricultural countries in which modern protection-
ism has developed in terms of motives behind the policy.

The fi rst type includes the long-established cultural areas. Even if 
these countries are primarily agricultural, this does not mean that they 
are lacking in manufacturing production. Prior to the development of 
modern, global economic relationships, they already had a manufac-
turing base that supplied the needs of that country’s domestic market. 
Now that the country is being gradually drawn into the global market, 
the old autarky is disappearing. Agricultural products are exported and 
industrial goods enter the country from abroad. In this way, the larger, 
foreign industries on the global market meet local autochthonic manu-
facturing, which mostly operates in the form of less effi cient handcraft-
ing and cottage industries, or at most in medium-sized enterprises.

The foreigner, with his economic and technical superiority in 
manufacturing, initially is “victorious” in this battle. As a result, small 

10. See especially Wagner, op. cit., pp. 81ff.
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manufacturers and workers in the vanquished industries become un-
employed. When looked at from a purely economic perspective, there 
appear to be two options for the workers who have been let go: either 
to emigrate to more industrially advanced countries and fi nd employ-
ment in their larger industries, or to remain in their home country and 
return to working in agriculture or in one of the other older forms of 
domestic production.

The second option seems to be almost impossible, because of the 
practical diffi culty for manufacturing workers to transition back into 
agricultural labor. The fi rst option is a viable one, though it involves 
certain disadvantages for the fi rst generation of such workers as they 
transition from small-scale to large-scale factory employment. How-
ever, those workers are, then, “lost” by their native country due to their 
emigration. Rather than patiently wait until increasing economic dif-
fi culties force handicraftsmen and journeymen to make this fi nal step, 
national protectionist policies intervene to limit the “losses” that would 
result from emigration.

Protectionism fi ghts against this undesired trend before this happens 
by trying to prevent the misery of the workers. A nation’s protective 
tariffs accelerate domestic industrial development to hinder the immi-
nent emigration of some of its citizens. Again, this policy cannot be 
defended from a purely economic perspective, though it is understand-
able from the point of view of national policy.

The second group of agricultural countries was created out of areas 
that were more recently colonized. The colonists were primarily farm-
ers, and their demands for manufactured goods were satisfi ed through 
imports from their native country. Originally, import tariffs in these 
colonial areas were introduced for budgetary reasons and evolved into 
extremely signifi cant sources of revenue. It is also the case that these 
tariffs encouraged the emergence of colonial industries. Eliminating 
these tariffs would have negatively affected the citizens of these colo-
nies, the more so because one of the effects was to stimulate immigra-
tion for employment in the industries created under the protection of 
the tariffs. A point was reached when a decision was made to reform 
the import tariffs into protective tariffs. This occurred, for instance, 
during the development of the United States and Australia.

The industrial protective tariff is popular in agricultural countries, 
in spite of the fact that from a purely economic perspective it cannot 
be justifi ed in terms of the interests of the citizens of those countries. 
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Even the farmers, who are primarily harmed by these tariffs, came to 
consider them to be benefi cial. National and political interests increas-
ingly prevailed over purely economic interests.

The industrial protectionist policies in these agricultural countries 
were justifi ed through the use of an “exploitation theory” in contrast 
to the teachings of those who spoke of a “harmony of interests” among 
nations, similar to the way labor unions in the industrialized countries 
attempted to use a vulgar, socialist theory of exploitation to give an eth-
ical justifi cation to their fi ght against the individualistic social order.

The patriot of the agricultural country sees the industrial exporter 
as the exploiter who unfairly enriches himself through his trading with 
the agricultural country. He casts a disdainful eye on the wealth of the 
industrial countries and compares it with the simpler and poorer cir-
cumstances of his homeland. The animosity that he bears toward the 
citizens of the industrial world is the same that the nobles felt toward 
the burghers and that the squires held for the barons of industry, only 
aggravated and embittered, now, by national antagonism.

Friedrich List, a German, contributed the most in creating this 
“neomercantilist” ideology, which has ended up being turned against 
the German people. The Russian sees an enemy in the German, who 
upsets the productive development of the Slavic peoples with his su-
perior industry. The name of the originating country, the “made in 
Germany” stamped on German export goods, has a provocative effect 
on those who are critical of these imports.

A completely different orientation is found in the protective policies 
of the overpopulated countries, that is, those that would become the 
targets of emigrants if there existed full freedom of movement. These 
are generally industrialized countries. Protectionism does not emerge 
from one single source in these countries: it does not view develop-
ment as something undesirable, nor does it wish to either halt or delay 
the tendency toward development. Two types of protectionism are to 
be found in these countries. The fi rst type of tariff is meant to foster 
development in less favorable areas of production, or to maintain pro-
duction in areas of the economy that have become less favorable due 
to changes in trading patterns or technology. This type of tariff may be 
characterized as primarily an agricultural tariff that is justifi ed due to 
differences in costs of production in the home country compared to 
abroad. Tariffs of the second type are imposed to support the export-
ing sectors of the economy. They are supposed to foster the formation 
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of cartels that raise domestic prices so goods may be exported at lower 
prices. They are cartel tariffs.

Whether they are “production cost” tariffs or cartel tariffs, their ulti-
mate effects are absolutely identical to all protective tariffs: they reduce 
national income. They reduce the availability of economic resources 
in relation to consumption demands, and thus completely fail in terms 
of the goal they were meant to attain. They can only bring about transi-
tory effects.

The superfi cial view that sees nothing in the system of protective 
tariffs other than one-sided class politics advantageous to commercial 
producers goes far astray in its criticisms of the motives for and effects 
from protectionism. This much may be conceded: that it is fruitless in 
the attempt to delay the development of the global economy.

V

In recent years, there have been changes in the lives of people that 
cannot leave unaffected the assumptions underlying trade policies.

The development of and price reductions in the methods for trans-
portation have offered an unforeseen expansion in the seasonal move-
ment of labor. It is not impossible that emigration will lag behind the 
international Sachsengängerei in extent and importance, at which 
point the businessmen and the laborers will oppose each other. With 
this alteration in the character of labor migrations, the disadvantages 
resulting from people being limited to areas with less favorable produc-
tion conditions will be more strongly felt than they are today. Coun-
tries that occupy land less well endowed by nature will not have to fear 
falling behind other, happier countries in terms of numbers of citizens; 
however, they will continue to be handicapped in terms of affl uence 
and culture. The nationalist incentives trying to eliminate these fac-
tors, however, will not become weaker, but grow in intensity.

Continuing emigration to foreign countries will, predictably, en-
counter ever more diffi culties in the future. Previously and still today, 

11. For this article, which limits itself to the basics, there is no purpose in discussing the other 
means of protective policy (e.g., export premiums, railway duties), because these are similar in 
their effects to either the cartel tariffs or the tariffs on production costs.
12. [“Going to Saxony,” where the sugar beet harvest marked the annual beginning of the sea-
sonal migration of agricultural workers.—Ed.]
13. See Moritz J. Bonn, Die Idee der Selbstgenügsamkeit [The Idea of Self-Suffi ciency], 
 Festschrift für Lujo Brentano (Munich and Leipzig, 1916), p. 68.
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emigrants generally remain at a lower rung of the cultural ladder. They 
brought little or nothing of their national culture with them on their 
trip abroad; social climbing in the new country brought them closer 
to the national culture of the host country. As a consequence, there 
are no great barriers to assimilation. Schools, libraries, and newspapers, 
which are founded by well-intentioned groups and supported by the 
émigrés’ home government, can do nothing to change this. However, 
it can be altered by an improvement in the education of the emigrants 
and through increased participation of the lower classes in the national 
culture. The European emigrant today already takes with him some-
thing more than memories of misery and subjugation. Still, this cul-
tural dowry is not enough to prevent assimilation; however, even today 
it already impedes and retards it.

The problem of immigration, therefore, takes on a new quality. The 
special interests of industrial workers who are threatened by immigra-
tion, and who previously had to acquiesce in the face of the greater na-
tional interest of the benefi ts from immigration, now are able to raise 
the threat to “national unity” whenever they wish to hold back the ar-
rival of more immigrants. No one can have any doubts that all coun-
tries whose national composition is threatened by immigration will ef-
fectively close their borders, just as the countries settled by Caucasians 
have for a long time now closed their borders to Asian immigrants.

The drop in the birth rate ultimately must also infl uence the prob-
lems that constitute the starting point for economic policies. Indeed, 
the causes behind migrations cannot be mitigated by a gradual in-
crease, cessation, or decrease in the birth rate, if this were to happen 
uniformly across the entire globe. If, over a certain period of time, 
there would occur a similar reduction in the population of every indi-
vidual country, this by itself would not alleviate the overpopulation of 
one country relative to the underpopulation of another. Just as previ-
ously, there would still be areas too densely populated relative to the fa-
vorableness of the conditions of production, and other areas would re-
main too sparsely populated. The tendency would remain unchanged 
to bring about an equivalent distribution of people across the surface 
of the world.

14. [See Ludwig von Mises, “The Freedom to Move as an International Problem,” (1935) 
in Richard M. Ebeling and Jacob G. Hornberger, eds., The Case for Free Trade and Open 
 Immigration (Fairfax, Va.: Future of Freedom Foundation, 1995), pp. 127–30.—Ed.]
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Assuming that the decrease in population does not exceed a certain 
rate, the total amount produced by a smaller number of workers need 
not be equal to the decline in the number of workers; rather, due to the 
law of diminishing returns, the average amount of per capita income 
might increase with a declining national income. It is abundantly clear 
that trade policies are able to exercise a greater effect on this type of 
income pattern than with the case of an increasing population and, 
ceteris paribus, a declining per capita income.

VI

The experiences of the World War allow arguments in favor of eco-
nomic self-suffi ciency to appear particularly relevant. Only those coun-
tries would be in a position to victoriously survive a war that are inde-
pendent of foreign imports for the supply of goods needed to wage war 
and maintain the existence of their populations during the confl ict. 
Where issues of national defense are concerned, all other consider-
ations fall by the wayside. The trade policies of the future, therefore, 
would aim at bringing about an equivalent distribution of labor be-
tween all branches of domestic agriculture and industry.

The advocates of extreme collectivism will not be persuaded in any 
way concerning the unattainability of these goals of trade policy. They 
will argue that emigration can be forbidden in order to impede the 
drop in the number of citizens. They will claim that emigration has 
nothing to do with the fact that a nation to whom history has granted 
a narrow, limited area upon the earth (an area poorly endowed by Na-
ture) will have to live more humbly than other, happier nations. They 
will say that moral and bellicose virtues fl ourish more widely in poverty 
than in affl uence. The new, national ideal is created, under which all 
things are judged in terms of making of primary economic importance 
the possibility of waging a war of starvation.

Yet there is a substantial error in this line of reasoning. It overlooks 
the fact that in war it is not the mere existence of equipment and weap-
ons that is important, but also their quality. The nation that has to 
produce the material means for waging war under less favorable con-
ditions of production will be more poorly equipped and armed than 
its opponents in the fi eld. Up to a certain point, personal bravery can 
compensate for these material inferiorities; however, there is a limit 
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beyond which all the valor and self-sacrifi ce in the world can no longer 
suffi ce.

VII

A country can gaze tranquilly upon its future that controls settled areas 
of such a size and quality of natural conditions of production that any 
increase in population need not cause a danger of overpopulation. We 
consider a country to be overpopulated whenever it is more densely 
populated than would be the case if there were freedom of movement 
around the entire world. This is true in the same way for both large 
and small countries. For larger nations, however, the political implica-
tions of this situation are admittedly different than they are for smaller 
nations. If a larger nation’s future is secure, then its position as a world 
power is also secured.

At the beginning of the twentieth century, we see three large, global 
empires that have risen far beyond other nations in the size of their ter-
ritories and the numbers of their citizens: England, the United States, 
and Russia. In each of these empires, the attempt has been made to 
employ trade policy in order to infl uence the regional divisions of labor 
in favor of their own countries. In each, the concept of national eco-
nomic self-suffi ciency as a national ideal is growing, and events from 
distant history (the division of the world’s surface as completed during 
the seventeenth and eighteenth centuries) offer the possibility of their 
realizations.

The problem appears simplest in Russia. A generation ago, Russia 
was an enormous agricultural country with almost no industry and few 
industrial characteristics, although there was a strongly increasing de-
mand for industrial goods. High protective tariffs enabled the creation 
of industry in many sectors, and in others it merely accelerated this 
process. The Russian people are in the fortunate position of control-
ling a large expanse of the world’s surface that is provided with favor-
able production conditions. The Russians need not fear being removed 
from the list of great nations within the foreseeable future. Their sons 
can remain in the country, which offers room for an increasing popula-
tion due to a multiple of factors.

15. [See Mises, Human Action, pp. 828–30, on “War and Autarky.”—Ed.]
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The situation is similarly favorable for the English people. Great 
Britain became an industrialized nation one hundred years ago: the 
world became its sales market and granary. When, at the end of the 
nineteenth century, the increasing industrialization of these overseas 
markets appeared to place the future of British manufactured exports 
in doubt, the British politicians turned their attention to their large 
colonial settlements. Thus, there is room for an increasing population 
within the English empire. Not only India, but also Canada, Australia, 
and South Africa appear as the foundation for the global position of 
the English people.

The United States is also large enough and wealthy enough in nat-
ural resources to be able to feed its current population several times 
over.

It is possible that others will join these three great global empires of 
the present. The external indicators appear favorable for China and 
India. In any case, the following nations have developed into global 
powers of the second rank: Japan; Spain, in connection with formerly 
Spanish South America; and perhaps Portugal in connection with Bra-
zil; and Italy due to its expansion in North Africa. For the French na-
tion as well, the political and economic prerequisites are favorable for 
an expansion along the northern coast of Africa if a different birth rate 
resulted in an increase in their population.

The foundations of a global empire are its population, which must 
increase at approximately the same rate as in other global empires, 
along with the territory under its control so it can offer the room for its 
expanding population. Trade policies can add nothing to the founda-
tion of a nation as a global empire if these conditions are lacking.

The German people currently lack these foundations. Germany 
can only provide for the population within its territory by manufactur-
ing goods made with foreign-supplied raw materials that are then sold 
to foreign buyers, in order to acquire those raw materials required for 
its own consumption, and to pay wages and other industrial incomes. 
This situation cannot be sustained over the long term. For this reason, 
the German people need colonies for settlement if they do not wish to 
lose their global ranking.

16. See Jentsch, Der Weltkrieg und die Zukunft [The World War and the Future] (Berlin, 1915), 
pp. 96ff.
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There are other nations that fi nd themselves in a similar position. 
However, by far the largest and most powerful of the “unsatisfi ed” na-
tions is Germany. When German men and women leave their home-
land, they cannot fi nd another country in which they can maintain 
their nationality. This is because all of the lands in which Caucasian 
people could prosper as farmers and laborers are in the hands of for-
eign countries, with the exception of a negligibly small amount of land 
offered in southwestern Africa. Everywhere in the world, wherever 
there is free space for white men, there Germans have settled over the 
last 150 years. Five million Germans (not including Austrians) immi-
grated to the United States alone during the years 1820 to 1906. They 
and all of their descendents are lost to the German people.

Even though German foreign policy has hardly attempted, up to 
now, to acquire foreign areas for settlement, the fact is that all other 
peoples who control more land than they will need for their own fu-
ture development consider Germany their natural opponent in this 
endeavor. Of all the reasons for the unfriendly attitude toward Ger-
many (which the neutral foreign countries adopted during the World 
War), this one is more understandable due to the solidarity of interests 
of those people who, at the time when the world was politically divided 
up, did not arrive too late, unlike the poet who did.

17. [From 1884 to 1915, the present African nation of Namibia was a colony of Imperial Ger-
many, under the name of German Southwest Africa. In the fi rst decade of the twentieth cen-
tury, several rebellions by the native African population led to a brutal German military re-
sponse. By the time of the First World War, about 10,000 Germans had settled in the colony, in 
comparison to about 200,000 native African inhabitants. The German military forces surren-
dered to an invading British army from neighboring South Africa in 1915, which permanently 
ended German control.—Ed.]
18. [Between 1820 and 1914, an estimated 3.7 million people immigrated to the United States 
from Austria-Hungary.—Ed.]
19. The German emigration statistics indicated a large decrease in the number of emigrants 
over the last two decades. This does not contradict that which appears above in the text. On the 
one hand, this decrease coincided with the complete development of German industrialism 
and with the fortifi cation of the defense system, according to the efforts of the era of Chancellor 
Count Georg Leo von Caprivi, which had to lead to a temporary containment of emigration. 
However, it should be observed that for Germany, a particular characteristic is the emigration 
of highly skilled workers (technicians, commercial associates, etc.), which is not highlighted in 
the statistics.
20. [This refers to Johann Wolfgang von Goethe (1749–1832) and his presence at the Battle of 
Valmy when the Revolutionary Army of France defeated an invading German army under Duke 
Carl August of Saxe-Weimar on September 19, 1792, as recounted in Goethe’s Kampagne in 
Frankreich [Campaign in France]. See G. P. Gooch, “Goethe’s Political Background,” in Stud-
ies in German History (London: Longmans, Green, 1948), pp. 166–89, especially 172–74.—Ed.]
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VIII

A widely held view argues that national antagonisms would eventually 
be removed by the economic solidarity of interests. Insofar as this idea 
claims to be an expression of the fact that the purely economic point 
of view speaks for free trade and against national isolation through pro-
tective policies, it may possibly be true. As was demonstrated earlier, 
protective policies can only fi nd their justifi cation in non-economic 
arguments. At least for the next few years, any expectation that purely 
economic considerations about the handling of trade policy problems 
could triumph over national-political ones must be rejected as un-
founded. In contrast, the principle of nationality is politically gaining 
ever more momentum at present.

In terms of the national problem in Austria-Hungary, this idea tends 
to be expressed in a particular sense. The economy is the unifying tie 
that holds together all of the people of the Austro-Hungarian Empire, 
who for nationalist reasons are otherwise striving to be free. This is 
primarily Karl Renner’s point of view.

Renner views the modern state as an “economic community,” that 
is, as an “organized economic area.” Countries, nowadays, are “politi-
cal units, because they are externally enclosed by the tariffs walls of 
other nations, and are internally connected by the blood, veins, and 
nerves of their transportation system that surrounds the fi xed and pow-
erful centers of their capital cities.” With the second statement, Renner 
actually indicates the geographic basis of state unity; we will not busy 
ourselves with that any further.

We are interested in the concept of the state as a tariff community. 
Renner reverses the situation: it is not the political unit, but instead 
the tariff community that appears as the constitutive characteristic of 
the state. “One can, for example,” Renner continues, “hardly conceive 

21. [See Mises, “The Clash of Group Interests,” (1945) in Ebeling, ed., Money, Method, and the 
Market Process, pp. 202–14.—Ed.]
22. [See Mises, “Economic Nationalism and Peaceful Economic Cooperation,” (1943) in Ebe-
ling, ed., Money, Method, and the Market Process, pp. 155–65.—Ed.]
23. See esp. Renner, Oesterreichs Erneuerung [Austria’s Renewal], 2nd ed. (Vienna, 1916), 
pp. 30–35. [Karl Renner (1870–1950) was a leading Austrian socialist who headed two coalition 
governments of the new Austrian Republic between November 1918 and the summer of 1920. In 
April 1945, at the end of the Second World War, he formed a provisional government under the 
supervision of the Soviet Union that proclaimed the reestablishment of Austria as a democratic 
republic; in November of that year, he was elected president of Austria, a position that he held 
until his death.—Ed.]
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of an odder acquisition of hitherto existing statehood, than Austria’s 
acquisition of Galicia. The association, which lasted more than one 
hundred years, made this area organically part of the political body of 
the monarchy: its wood and grains, its petroleum, gasoline, and ethyl 
alcohol would be immediately lacking in every household, in every fac-
tory, if the territory were occupied by the enemy. Reciprocally, the en-
tire paper, textile, and iron industries would feel the abrupt loss of the 
market area.”

Is it any less true, however, that wool, cotton, rubber, coffee, tea, 
hides, and so on are just as important for supplying the western Aus-
trian markets, and would not the sugar industry feel the loss of its usual 
market territory no less heavily than any other sector of the economy? 
Would one not have to come to the conclusion that the United States, 
England and its colonies, and Brazil, in short, that the entire world 
is just as organically connected to western Austria as is Galicia? Had 
the Détente Powers succeeded in dividing Germany and Austria in 
the usual manner, then a proponent of Renner’s doctrine might have 
found, after around one hundred years of association, that Branden-
burg was “organically” connected to Russia, Westphalia to France, Ty-
rol to Italy.

It is true that a long-term tariff association forges strong economic 
relationships. An alteration in these circumstances, whether it is due to 
the erection of new tariff boundaries, the removal of existing tariffs, or 
an increase or reduction in the tariff rates, brings with it, as a result of 
the new circumstances, a great rearrangement in production and sales 
relationships. However, similar rearrangements occur as a result of ev-
ery other change in the conditions of production: every new invention, 
every discovery of new sources of raw materials may bring this about.

Renner fi nds the separation of a primarily agricultural country from 
an industrial economic area to be particularly ruinous, because it low-

24. [Galicia was the easternmost area of the imperial Austrian domains under the Austro-
 Hungarian Empire, containing the city of Lemberg (now Lvov), the birthplace of Ludwig von 
Mises. It was annexed by Austria in 1772 as a result of the fi rst partition of Poland. It was incor-
porated into the re-created state of Poland at the end of the First World War. Most of Galicia, 
including Lemberg, was annexed by the Soviet Union in September 1939 as a result of the 
military conquest and division of Poland between Nazi Germany and the U.S.S.R. Since 1991, 
it has been part of the Republic of Ukraine.—Ed.]
25. [The “Détente Powers” refers to the victorious nations in the war against Napoleon, who 
following the defeat of France reorganized the borders of the countries of Europe at the Con-
gress of Vienna in 1815.—Ed.]

L5787.indb   204L5787.indb   204 2/9/12   1:22:23 PM2/9/12   1:22:23 PM



on the goals of trade policy � 205

ers the value of the land. However, the same effect would have been 
generated by the removal or lowering of agricultural tariffs; would 
Renner dispute this, as well? It is true that, from a purely economic 
point of view, the primary goal is to expand the economic community 
into a free trade area to the greatest extent possible, and the entire pop-
ulated surface of the earth is the largest of these possible areas. How-
ever, as we have already seen, special interest groups in individual na-
tions currently demand the establishment of economic autarky. On the 
other hand, the free trade idea makes the case for tariff reductions and 
always throws into question the rationale for protectionism; the undeni-
able power of the argument for free trade, sooner or later, will triumph 
over every tariff that is not justifi ed by the principle of nationalism.

Naumann’s Mitteleuropa [Central Europe] also suffers from the 
complete misunderstanding of these facts. According to Naumann, 
it is particularly diffi cult for the smaller nations to maintain their in-
dependence next door to the larger nations of the world, that is, next 
to the Anglo-Saxons, the Russians, and the Asians. In Naumann’s 
words, nothing binds these smaller peoples more closely together than 
that they fi nd in unity the power to resist; and nothing appears more 
natural than that the German people, as the greatest and most well 
endowed among the weaker peoples, should assume the leadership of 
this federation. However compelling this may seem in the name of na-
tional self-preservation, two circumstances currently hinder the path to 
this conclusion.

On the one hand, there is the authoritarian and authoritative state of 
mind and constitution of the Germans, which has surpassed for quite 
some time that of other peoples around the world. The fact that the 
future German federation is primarily planned as an economic federa-
tion is no less important. The Magyars, Romanians, Serbians, Bulgar-
ians, and all of the other peoples between Berlin and Baghdad can 
and will not forgo creating their national industry. They do not want 
to remain merely agricultural countries, sales territories, and  suppliers 

26. [Friedrich Naumann (1860–1919) was a social liberal reformer who attempted to organize 
programs to improve the conditions of the German working class as a counterbalance to the 
Marxian and Social Democratic appeal for more radical social change. He was also strongly 
nationalistic. His book Central Europe (New York: Alfred A. Knopf, 1917) made the case for 
unifying the small states of central and southeastern Europe under German leadership to form 
an “economic and protectionist community.”—Ed.]
27. See Preuß, Das deutsche Volk und die Politik [The German People and Politics] (Jena, 
1915).
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of raw materials to German industry. They will not passively observe 
as their surplus population eventually immigrates to Germany, and be-
comes Germanized as laborers in German factories. They may perhaps 
agree to a political federation with the German Reich, as a defensive 
and offensive alliance to guarantee their own national independence; 
however, they will never agree to an economic and tariff alliance. They 
would happily observe the market possibilities for their agricultural 
products expanded into Germany and Austria; however, they will not 
forgo the creation of their national industry and the gradual replace-
ment of German imports.

The tariff and economic associations are claimed to be the ties that 
bind the individual members of a nation-state to an empire.

Let us fi rst examine the relationship between Austria and Hungary. 
The two countries form a unifi ed tariff area, though they are legally 
completely independent, with each entitled to direct its commercial re-
lations with foreign countries without consideration of the other. This 
unity is advantageous to both countries. It offers the Austrian industry 
a profi table sales territory in which it does not have to fear competition 
from superior industrial countries; Hungarian agriculture can sell its 
products in Austria at a price that exceeds the global market price by 
the amount of the tariff. However, on the other hand, the tariff associa-
tion does inhibit the development of a Magyar national industry. This 
makes the tariff association unbearable to Magyar nationalist feelings; 
it would have gone to pieces long ago if the Hungarian legislature and 
administration had not understood how to wage a decisive campaign 
against Austrian exports to Hungary, even without tariffs. Austria and 
Hungary are indeed part of a tariff and currency union; however, they 
do not associate in an economic relationship; rather, they exist in a 
state of permanent economic warfare. Thus, they have succeeded in 
starting up and protecting industry in Hungary without creating an 
intratariff zone. However, this was possible only through constant fric-
tions, expansions, and controversies between the two halves of the 
monarchy, which have generated much bad blood. The coexistence 
of the two countries in this association was conceivably the worst pos-
sible situation, not in spite of, if not primarily because of, the tariff 
association.

28. [See Eugen von Philippovich, “Austrian-Hungarian Trade Policy and the New German 
Tariff,” Economic Journal (June 1902), pp. 177–81.—Ed.]
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Let us now leave the Austrian situation. Germans and Czechs, the 
two strongest nations according to the number of their peoples, have 
the same interests in regard to Cisleithania [Austria and Crownlands] 
as do the Hungarians and other countries. Indeed, industry in the Ger-
man-speaking area of the Sudetenland is more highly developed than 
in the Czech-speaking areas. Yet even the industrial development in 
the Czech lands (in comparison to what is common in Austria) is quite 
extraordinary. A large portion of the industry in the Czech-speaking 
lands still remains in the hands of German industrialists; however, 
even these facilities contribute to increasing and strengthening the 
Czech nation, and the Czechs additionally hope that sooner or later 
the leadership of these industries will become Slavifi ed. Both nation-
alities making up the population of the Sudetenland have the same 
national interests regarding the parts of the monarchy that are still pri-
marily agricultural. Both feel threatened by the increasing closeness of 
the Austro-Hungarian Monarchy’s common tariff area; both fear the 
industrialization of Hungary or Galicia. In comparison with these in-
ternal and powerful external common interests, the superfi cial observer 
overlooks the bitter economic battle that is constantly being waged do-
mestically. There, every subsidiary, every business, every individual fa-
cility becomes a battleground. There is, admittedly, no confl ict on the 
basis of purely economic reasons, nor is it led by the manufacturers, 
who are only concerned about the profi tability of their operations. It is 
a national fi ght. Its proponents are primarily the politicians and literati, 
those whom Renner derisively calls the Wirtschaftlosen, those without 
access to capital.

However, behind these leaders stand not only all of those who might 
hope to gain an advantage from the expected changes; the entire na-
tion stands solidly behind them, because the country strives for na-
tional greatness and national prosperity through industrialization. The 
autonomous administrations in the countryside, regions, and commu-
nities participate in this battle, as do also the powerful national bank-
ing institutions, savings banks, and confraternities, who also think 

29. [The Sudetenland was the westernmost area of Bohemia bordering on Germany. It was 
incorporated into the new nation of Czechoslovakia at the end of the First World War, even 
though the vast majority of its population was German-speaking. In September 1938 the area 
was annexed by Nazi Germany as a result of the Munich agreement between Germany, Great 
Britain, France, and Italy. It was returned to Czechoslovakian control at the end of the Second 
World War, and the approximately 3.5 million German-speaking residents were expelled from 
the country as part of an Allied Powers agreement.—Ed.]
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about the “national advantage” along with profi t opportunities in all 
their dealings.

It is not only Austria’s German manufacturers, against whom the 
Czechs have initiated economic warfare, who lament these circum-
stances; all do who feel themselves to be and call themselves Austrians. 
These are the circumstances that force Austria into the background in 
the competition with the Great Powers. Because, when the not very 
large and poorly endowed economic area of Austria is reduced in this 
fashion into a number of tiny economic regions, then any possibility 
is lost for developing specialized industries. One can lament these cir-
cumstances (and I will not line up to declare that I also lament them), 
but there would be no purpose in denying them.

Of the other nationalities that are included in the Austro-Hungarian 
tariff area, the Ruthenians, Romanians, and Slovenians still stand at 
such a low level of economic and political development that they can-
not yet consider an industrial protective policy. Within their economic 
areas, their national political efforts are devoted to intensifying their 
agricultural operations. In this, they are supported by the monarchy’s 
agricultural trade policy. There can remain no doubt that in the fore-
seeable future even these nations will attempt to create a national in-
dustry, the rudiments of which are already present today.
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Chapter 11

Infl ation

Infl ation and Devaluation

There are two options for the government to meet its enormously in-
creased fi nancial demands to cover the costs of the war.

The fi rst one is for the government to issue war bonds. Subscribers 
pay the specifi c amount for the bonds by drawing upon their own capi-
tal or borrowing the money from third parties who have the liquid as-
sets to lend. A practical and important example of this is the major 
banks that use their customers’ deposits and savings to fi nance the war 
loan.

The second option is for the Treasury to issue debt to the Austro-
Hungarian Bank. Since the Bank has no assets of its own to lend to the 
state, the only method at its disposal to meet the government’s request 
is by issuing banknotes. The Austro-Hungarian Bank is currently little 
more than a purely formal intermediary between the Treasury and the 
public. In practice, it would make little difference if this intermediary 
were to be removed and the two Treasury departments [of Austria and 
Hungary] were to directly put paper money into circulation.

Ample use has been made of this method for fi nancing the war. The 
amount of currency issued by the Austro-Hungarian Bank has become 
something of an avalanche.

The fi gures are as follows:

1. [This article was delivered as a lecture in German in Vienna in late summer 1918. It has not 
been previously published.—Ed.]
2. [After the war, the Austro-Hungarian Bank publicly released more complete data on the 
growth of the money supply during the war. In July 1914, before the start of the war, the quan-
tity of money in circulation was 3.4 million crowns. By the end of 1916 it had increased to over 
11 billion crowns. And at the end of October 1918, shortly before the conclusion of the war in No-
vember 1918, the currency had expanded to 33.5 billion crowns. From the beginning to the end 
of the war the Austro-Hungarian money supply in circulation had expanded by 977 percent. A 
cost-of-living index that stood at 100 in July 1914 had risen to 1,640 by November 1918.—Ed.]
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 Before the outbreak
  of the War 2.1 million
 End of 1914 5.1 million
 End of 1915 7.2 million
 End of 1916 10.9 million
 End of 1917 18.4 million
 Mid-1918 (approx.) 22.5 million

The increase in the quantity of paper money in circulation has re-
sulted in a loss of purchasing power of the monetary unit, that is, the 
crown. This was neither a coincidence nor an unexpected and surpris-
ing consequence. The fact that an increase in the supply of money 
(also known as infl ation) must necessarily lead to a decline in the value 
of the currency has long been taught by economic theory, and also has 
been confi rmed over and over again by historical experience.

The devaluation that results from an increase in the supply of money 
manifests itself, on the one hand, in a general increase in the price of 
all goods and services, and, on the other, in the increased cost of for-
eign currency, that is, a rise in the exchange rate. Both of these phe-
nomena, the increased cost of goods and the rise in the exchange rate, 
are inextricably linked to each other. One is inconceivable without the 
other; they are two aspects of one and the same phenomenon, and all 
economic policy tools are powerless to combat them as long as the in-
fl ation continues.

Imposing price controls or taxes on prices, or imposing penalties on 
profi teering and the like, have proven to be ineffective and unsuccess-
ful measures, just as have the various attempts to reduce the exchange 
rate through the imposition of currency controls. This, too, does not 
come as any kind of surprise as a result of the war. It was already well 
known to those who have made a study of economic policy, and his-
torical experience has taught us that there is no other remedy than to 
restore order to the nation’s fi nances. All attempts by the authorities to 

3. [As an indication of the depreciated value of the Austro-Hungarian crown on the foreign 
exchange market during the First World War, in August 1914, 100 crowns traded for 97.5 Swiss 
francs. But in June 1918, shortly before Mises delivered this lecture, 100 crowns exchanged for 
only 43.01 Swiss francs, refl ecting a 45 percent decline over this four-year period.—Ed.]
4. [On the extensive system of price and wage controls and production regulations and plan-
ning methods imposed on the Austrian economy during the First World War, and their many 
negative consequences on the functioning of the market, see Joseph Redlich, Austrian War 
Government (New Haven: Yale University Press, 1929), pp. 107–35.—Ed.]
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combat rising prices with the full force of the law have come to naught, 
from the “edictum de pretiis rerum venalium” issued by the Roman 
emperor, Diocletian, through the “Maximum” that was decreed dur-
ing the French Revolution, down to the price controls imposed by the 
belligerent powers today.

The massive increase in the price of goods that we have witnessed 
cannot, however, be entirely attributed to the money side, as the supply 
of goods also plays a role. Goods of all kinds have become scarcer as a 
practical consequence of the war, with imports cut off from abroad and 
production crippled at home. But this explains only one part of the rise 
in the price of goods. The increased amount of paper money would 
necessarily have led to a rise in the prices of goods, even if there had 
been no infl ationary factors on the supply side of goods.

A general increase in the prices of all goods can only arise as a result 
of an increase in the money supply. This is the situation in which we 
currently fi nd ourselves. The reduction in the availability of goods has 
gone hand in hand with the enormous increase in the supply of money. 
We can trace the disruption in relative price relationships to the reduc-
tion in the availability of various individual goods; and we can trace 
the increase in the overall level of prices to the increased quantity of 
money. The former is the cause of the shortages from which we are 
suffering and will continue to endure as long as the current war situ-
ation persists, whereas the latter is the cause of the rise in the general 
price level.

It is true to say that part of the increased circulation of paper money 
refl ects an increased demand for money. The setting up of military 

5. [“Edictum de pretiis rerum venalium,” or the “Edict of Maximum Prices,” was issued in 
a.d. 301 by the Roman emperor Diocletian in the face of dramatically rising prices due to the 
debasement of the currency to fi nance the huge spending of the Roman government. The price 
controls failed abysmally, merely succeeding in creating massive shortages of food and an exten-
sive black market. By a.d. 305, around the time of Diocletian’s abdication, the edict was virtu-
ally ignored throughout the empire because of its distortive effects on economic activity.—Ed.]
6. [Shortly after the start of the French Revolution in 1789, the revolutionary government re-
sorted to the printing of a new paper currency, the assignat, to fi nance its expenditures, leading 
to a massive price infl ation for the next several years. In 1793, the government began imposing 
price and wage controls throughout the French economy. The attempt to artifi cially regulate 
prices in the face of the monetary infl ation merely created shortages of virtually all essentials. 
In spite of a vast bureaucracy to harshly stamp out violations of the price controls, black markets 
emerged everywhere in France. Finally, in December 1794, the price controls were lifted and 
food and other goods once again fl owed into the market.—Ed.]
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payment facilities for soldiers, the extended circulation of our currency 
in the occupied territories, the spreading of money at home, and, by 
no means less important, the hoarding of earnings that some sectors 
of society have been frightened into—these have all contributed to the 
increased demand for money; so a moderate increase in the amount of 
paper money in circulation has taken place without, at the same time, 
contributing to the rise in prices. However, the increase in the issue of 
banknotes has far exceeded the amount needed to cover the increased 
demand for money without causing a rise in prices.

Implications of Changes in the Value of Money for National Finances

For the Treasury, which has primary responsibility for all debts in-
curred by the state, devaluation offers fi nancial relief. As the value of 
the currency falls, the burden carried by the debtor decreases; he still 
has only the same fi xed amount of principle and interest to eventually 
pay back in crowns, regardless of whether or not the purchasing power 
of the crown has decreased in the meantime. On the other hand, as 
the currency is devalued, state revenues partly will increase. The rev-
enues from various taxes will increase because real estate, dividends, 
and income expressed in money terms will also go up. This explains 
the  favorable trends in income taxes, capital gains taxes, stamp du-
ties, death duties, and various other taxes. So while state revenues as 
expressed nominally in money terms are largely on the increase, the 
greater part of the state’s debts, also expressed in money terms, remain 
unchanged.

However, it should not be overlooked that these favorable effects for 
the Treasury from devaluation apply to only a part, albeit the major 
part, of the national budget; but looked at from a different perspective, 
they are accompanied by unfavorable consequences for the exchequer. 
To the extent that the state has incurred debts expressed not only in 
crowns but also in a foreign currency or in gold, a devaluation of the 
crown means that, expressed nominally in money terms, the debt be-

7. [In March 1918, the new Bolshevik government in Russia signed a separate peace with Impe-
rial Germany and Austria-Hungary, taking Russia out of the First World War. A large area of 
western Russia at that time, which included what is today Estonia, Latvia, Lithuania, Belarus, 
Moldova, and Ukraine, came under German and Austro-Hungarian occupation as a result of 
the peace settlement. Most of southern and part of central Ukraine fell under Austrian occupa-
tion, with the Austrian crown widely used in this occupied territory.—Ed.]
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comes more of a burden. The higher the foreign exchange rate and 
the more the price of gold rises against the currency, the greater the 
required expenditure in crowns in order to obtain the same amount of 
marks or gold coin to pay the interest on the foreign loan.

On the other hand, not all state revenues rise as a result of the de-
valuation. Some taxes, such as property taxes and some business taxes, 
and fi xed duties, remain unchanged, as they have been set at certain 
amounts. Devaluation thus results in relief for these taxpayers, ex-
pressed in real terms. If they are to be brought into line with current 
conditions, these taxes and duties in particular need to be increased. 
Tax increases such as these, however, only can be gradually introduced 
and involve great political diffi culties because the population, having 
been hit hard by the rise in prices, will regard any such increase in 
taxation as an additional and unbearable imposition, rather than as an 
attempt to adjust the tax burden to the changed circumstances.

The extent of the Treasury’s fi nancial relief from devaluation is, 
therefore, undoubtedly far less than is often claimed. But even this pre-
sumed benefi t is, to a great extent, offset by the disadvantages arising 
from the decrease in the value of the currency, including the threat to 
the creditworthiness of the state. It is fear of a further decline in the 
value of the currency, more than any other consideration, which deters 
potential creditors from investing in war bonds. This is why, in spite 
of the central bank’s interventions, there has been such an unfavor-
able trend in the interest rates paid by the state on war bonds and its 
debt in general, and why subscriptions to the war bonds have been so 
disappointing. Certainly there would be no greater incentive for sub-
scription to these bonds than an end to any further borrowing from the 
Austro-Hungarian Bank and an end to any further infl ation.

Side Effects from Devaluation and Their Social Consequences

As the currency is devalued, all pension payments are reduced in real 
terms. There has been a decrease in the number of those holding gov-
ernment bonds, as well as in the number of creditors and mortgagers, 
together with holders of railway bonds and creditors of any other kind 
who may only claim interest on and fi nal repayment of principle in 
terms of the original nominal amount lent, regardless of whether or 
not the purchasing power of this sum of money has diminished in the 
meantime. They continue to earn only the same nominal payment, 
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even though they can now only purchase and consume less with this 
amount than they were previously able to.

In general, a debtor’s loss is a creditor’s gain. Seen against this back-
ground, a superfi cial view might suggest that a shift in the relation-
ship between creditor and debtor in favor of the latter is always a posi-
tive development. It is a popularly held belief that the debtor is always 
the poor, needy person while the creditor is the rich capitalist. This 
view is very wide of the mark. The vast majority of debt is not owed 
by poor individuals; it has not accumulated from consumer credit be-
ing extended to the poor, but, instead, consists of loans extended to 
industrialists to fi nance production. It is a credit supplied for capital 
investment and to cover operating costs that have been taken out by 
landowners, entrepreneurs, and the public sector. The creditors are by 
no means always “rich” and the debtors by no means always “poor.” 
The major part of all outstanding debt is owed by the richer portions 
of society to the poorer ones. The less well-off classes of society are 
disproportionately represented among the creditors. They make up the 
majority among savings bank members and savings account holders 
at banks and with cooperatives. Therefore, anyone who regards as an 
unquestionable “social good” the disadvantage for the creditor and the 
accompanying advantage for the debtor from devaluation is deluding 
himself. The greatest amount of wealth rarely exists in monetary form, 
but, instead, exists in land and property values, in industrial enterprises 
and in shares, all of which remain immune from infl ation; the money 
value of these assets tends to rise in proportion to the rate of infl ation.

It is the middle classes, above all others, who have their assets in-
vested in receiving interest payments from the public purse. Civil ser-
vants, army offi cers, and other professions rely on salaries from the 
public purse. As a result of the general liquidation of commercial enter-
prises caused by the war, we can now add to the list of state dependents 
practically all members of the middle class previously engaged in com-
merce and retail business. During the course of the war, these shop-
keepers and tradesmen have had to sell their stocks and inventories; the 
sums of money that they received in exchange for them, together with 
the sums that would have been earmarked for maintenance and repair 
of their business enterprises, have long since been invested in loans, 
primarily into war bonds.

Thus the lost purchasing power of the currency has deprived the 
middle classes of their standards of living and the means of earning 
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a living, as well as depriving the thrifty factory worker or farmhand of 
the fruits of his labor. The bourgeois is dragged down into the prole-
tariat and the aspiring proletariat is dragged down to the level of the 
“Lumpenproletariat” subclass. These classes seethe with rage, even 
though their adherence to social norms previously would have with-
stood all temptation or sedition.

Nothing contributes more to political upheaval than the economic 
destruction of those strata of society that are most responsible for its 
maintenance.

8. [“Lumpenproletariat” often is used to refer to the lower and ignorant segment of the work-
ing class. The term seemingly was fi rst used by Karl Marx in his 1845 work German Ideology, 
designating a portion of the working class lacking in proper “class consciousness” of their “true” 
class interests.—Ed.]
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Chapter 12

On Paying for the Costs of War 
and War Loans

The favorable outcome of a war is not solely dependent on the number 
of soldiers, or the valor and brilliance of their military commanders. 
An equally important factor is the capacity to provide the army with 
supporting material, arms, and military equipment of every kind. Mili-
tary commanders are thus faced with additional tasks besides recruit-
ing, training, and deploying troops. They must prepare the supporting 
material needed for the actual fi ghting, as has become particularly ob-
vious during the present confl ict, which our enemies have turned into 
a war of attrition. They have accomplished this by cutting off our and 
our allies’ economies from access to foreign raw materials and indus-
trial products, thus forcing us in wartime to rely on our own resources 
for all military materiel and civilian food requirements without any 
help from outside the country.

Up until now we have withstood the test. We have succeeded in 
supplying whatever is needed to wage war—weapons and ammunition, 
soldiers’ clothing and equipment, food for the army and the entire do-

1. [This article was originally delivered as a lecture in German in Vienna in summer 1918 and 
was then published as a pamphlet.—Ed.]
2. [Shortly after the outbreak of the First World War in summer 1914, Great Britain undertook 
a naval blockade of the North Sea ports of Imperial Germany in an attempt to prevent the 
importation of war-related material and food supplies for the military and civilian populations 
of Germany and its allies, including the Austro-Hungarians. The blockade was extended to pre-
venting Austria-Hungary from importing supplies from neutral nations through its ports on the 
Adriatic coastline, especially after Italy entered the war in 1915 on the British and French side. 
Because of the blockades, shortages of food and other necessities greatly affected the civilian 
German and Austro-Hungarian populations as the war progressed, contributing to the growing 
problem of famine and malnutrition at the end of the war. The blockade fi nally ended in sum-
mer 1919, more than half a year after the armistice of November 11, 1918, when Germany signed 
the Treaty of Versailles in June 1919.—Ed.]
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mestic population. Our economy has demonstrated that it can bear the 
burdens of four years of war on land, at sea, and in the air in Europe 
and Asia. Our people have provided not only the manpower and their 
blood for fi ghting the war, but also all the required military supplies.

It has been observed that three things are needed to wage war: 
money, money, and more money. However paradoxical and exagger-
ated this remark may sound, it contains a kernel of truth. And the truth 
is that the supporting material for waging war decisively infl uences the 
outcome of a military confl ict. However, from an economic perspec-
tive, what counts is not money but necessary material, because money 
is everywhere in the economy merely a medium for obtaining com-
modities. What matters in war, therefore, is not whether a people has 
more or less money but whether it has more or less commodities avail-
able for waging war. Had the Austro-Hungarian economy spent several 
billions more in money than it actually possessed, it would hardly have 
made any difference, since these billions could not have been used to 
procure goods from other countries.

For four years we have been able to stand up against the enemy and 
have not only liberated our country’s territory from hostile invasion but 
have also penetrated deep into enemy territory with our arms. This 
outcome must be credited as much to the efforts of our entrepreneurs, 
workers, and farmers as to our brave soldiers.

The war has imposed very substantial material sacrifi ces on our econ-
omy. Many formerly fl ourishing areas are devastated, long stretches of 
railroad tracks have been destroyed, the stock of cattle has been deci-
mated, and agricultural productivity has been reduced by inadequate 
replacement of worn-out equipment. The whole economy has been 
depleted by the exhaustion of preexisting supplies. The enterprising 
among us will be doubly spurred to work hard when peace returns, 
while weaker natures will view the future of the economy with alarm. 
Personality traits alone decide into which of these two categories one 
belongs. But no one needs to worry about our capacity to pay for what 
the war has already consumed.

It is our economy that supplied the material means to wage war. It is 

3. [Mises is referring to the Austrian occupation of a large part of Ukraine as a result of the 
Treaty of Brest-Litovsk in March 1918, which ended the war between Bolshevik Russia and 
the Central Powers, including Austria-Hungary. On the Austrian occupation of Ukraine, see 
Gustav Gratz and Richard Schüller, The Economic Policy of Austria-Hungary During the War 
in Its External Relations (New Haven: Yale University Press, 1928), pp. 91–136.—Ed.]
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the hard work of our people that created these means and put them at 
the disposal of the combatants. Our economy, which has been almost 
completely cut off from other countries, has supplied our armies with 
what they needed and all by itself bore the costs of war—a proof of its 
strength and capacity.

That is what really counts. How to distribute among the individual 
members of the population the war burdens and losses that the econ-
omy as a whole has had to endure is a different matter. It is this aspect 
that people have in mind when they talk about “paying” for the cost 
of war.

It is misleading to speak of the national economy. What we really 
mean is not the unifi ed management of the economy as a whole, but 
the sum of all the individual economic activities of each citizen. In 
this light, the state treasury is only one among many economic entities, 
albeit the largest and most important of such entities. The treasury en-
gages in economic exchanges with individual citizens. When it needs 
work to be done, it pays employees and workers; when it needs com-
modities, it buys them from their owners. The means for these transac-
tions are acquired by taxation, if we disregard the state’s relatively insig-
nifi cant amount of productive wealth. The treasury bears the greatest 
part, by far, of the economic costs of war. The state is responsible not 
only for the entire cost of armaments, equipment, and the provision-
ing of our troops, but also for the cost of compensating individuals for 
wartime losses. It is critical for the outcome of the confl ict that com-
modities be available for waging war. The question of how the treasury 
transfers these items from the possession of its citizens to itself, that is, 
the fi scal aspect of waging war, is simply a matter of the state’s internal 
organization. Important as it is, it is a secondary matter. When there is 
a fi re, it is paramount to utilize fi remen, hoses, and water; how to pay 
the fi re brigade is a secondary consideration at that point.

If we leave aside the payment of war damages by the defeated en-
emy, there are three options for the treasury in acquiring the means 
to pay for the war. The fi rst option is to take possession of the required 
goods without compensation. This would seem to be the simplest ap-
proach. From the point of view of equity one could justify it by saying 
that taking commodities away from their owners, while a serious en-
croachment on the personal rights of individuals, is far less serious and 
onerous than universal conscription. The readiness to give one’s life for 
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one’s country calls for a far greater sacrifi ce than to give up a large part 
of one’s property.

There are strong reasons, however, why states avoid this option in 
wartime and generally pay compensation for property that is taken. 
States were unwilling and unable not to take advantage of that strongest 
of incentives for maximizing economic activity, namely self-interest. If 
goods that were available at the beginning of the confl ict had been suf-
fi cient for the pursuit of the war, it would have been a different matter. 
These goods could then have been confi scated and used for the war. 
But a suffi cient quantity of such goods was in fact non-existent or in-
adequate at the beginning of the war. Production had to be converted 
to meet military demands. Factories making sewing machines and 
typewriters had to be converted to the production of machine guns, 
factories making agricultural implements had to be converted to am-
munition production, and so on. Maximizing the production of mili-
tary goods was the ultimate objective, which could be achieved only 
by giving entrepreneurs a free hand and letting their material interests 
serve as their incentive. If factories had been taken over by the state, 
individual initiative would have been stymied.

The system that we deployed unquestionably proved its effectiveness. 
It allowed us not only to maximize the production of manufactured 
goods already produced in peacetime, without a marked reduction in 
their quality, but also to start the production of entirely new goods. We 
not only replaced the weapons and equipment used up during the war, 
but also put into use new weapons and new equipment. Our artillery 
now has far better guns than at the beginning of the war, the ammuni-
tion has become much more effective, our infantry now disposes of 
weapons for hand-to-hand fi ghting that were unknown at the begin-
ning of the war. Airplanes and submarines, which were not far along 
four years ago, have attained increasing importance in the course of 
the war. Our industry has met all these demands.

4. [On the importance of relying upon the incentives of the price system even in wartime to 
effectively supply the material needed to win a war, see Ludwig von Mises, Nation, State, and 
Economy: Contributions to the Politics and History of Our Time (Indianapolis: Liberty Fund, 
[1919] 2006), pp. 117–21; and Human Action, A Treatise on Economics (Irvington-on-Hudson, 
N.Y.: Foundation for Economic Education, 4th rev. ed., 1996), pp. 825–28; also see F.A. Hayek, 
“Pricing and Rationing” (1939) and “The Economy of Capital,” (1939) in Bruce Caldwell, ed., 
The Collected Works of F. A. Hayek, vol. 10, Socialism and War: Essays, Documents, Reviews 
(Chicago: University of Chicago Press, 1997), pp. 151–56 and pp. 157–60, for Hayek’s discussion 
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To realize the importance of this achievement, one need only look at 
Russia. The Russian army entered the war with fi ne weapons, good and 
abundant ammunition, and durable, ready-to-use clothing and equip-
ment. Yet Russia was incapable of replacing the items that were used 
up or lost in the course of the war, since Russia received inadequate 
supplies from its allies, whose fi rst priority it was to equip their own 
armies. The Russian army was so poorly supplied with weapons and 
equipment in the spring and summer of 1915 that this circumstance 
alone would have prevented its ability to resist our offensive. In the fi rst 
months of the war, the Russian artillery units had more guns and more 
pieces of ammunition per gun than ours; by 1915 we surpassed them in 
the number of guns and the amount of ammunition. The same holds 
true for infantry weapons as well. The state was therefore in no position 
to expropriate what it needed without compensation. It could resort to 
this procedure only for supplies of goods not produced at home.

Another option for the state treasury in securing the means needed 
for waging war is to impose new taxes and increase existing taxes, an 
option it has pursued to the fullest extent possible during the war. 
Some people took the view that the entire costs of war should be paid 
for by taxes while the war was in progress; they cited the fact that En-
gland had followed this policy in previous wars. It is certainly true that 
England largely covered the cost of its smaller wars by collecting taxes 
during these confl icts, but for such a wealthy country these costs were 
insignifi cant from a fi nancial standpoint. When England was engaged 
in large-scale wars, however, this was not the case. It did not follow this 
path during the Napoleonic wars, nor is it doing so in the present war, 
the biggest the world has yet seen.

If the huge sums required for this war were to be collected entirely 

of the superiority of the market price system over government planning and rationing during 
time of war.—Ed.]
5. [During the fi rst year of World War I, from August 1914 to May 1915, after an initial advance 
into Russian Poland, the Austro-Hungarian Army was forced back by Imperial Russian forces 
that occupied most of the Austrian province of Galicia. In the second year of the war, from May 
to September 1915, the Austrian Army in a coordinated attack with German forces successfully 
recaptured Galicia and advanced into Russian Ukraine. The battle line remained relatively 
static until December 1917 when, shortly after the Bolshevik seizure of power in Russia, an 
armistice was signed with Germany and Austria-Hungary. The Soviet government formally 
withdrew Russia from the Allied side in the First World War when it signed the Treaty of Brest-
Litovsk on March 3, 1918, with Imperial Germany and Austria-Hungary. German and Austro-
Hungarian military forces occupied Russian Poland, the Baltic provinces (Estonia, Latvia, and 
Lithuania), and Ukraine.—Ed.]
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from taxation and therefore without incurring government debts, taxes 
would have to be imposed and collected without any regard for the fair-
ness and uniformity of the distribution of the tax burden. One would 
have to take what one could at that moment. Owners of liquid capital 
(not only those with large amounts of capital but also owners of small 
amounts of capital, notably owners of postal saving books) would have 
to give up all they had, while owners of real property would be asked to 
contribute little or nothing.

That is, of course, unthinkable. If these high wartime taxes (and 
they inevitably would be very high to cover fully the annual cost for 
military expenditures) were to be levied equitably, those without cash 
on hand to pay taxes would have to go into debt to procure the means 
needed to pay them. Landowners and owners of business enterprises 
would then be forced to go heavily into debt or even to sell part of their 
property. In this case private individuals rather than the state would be 
forced into debt and would have to pay interest to the owners of capital. 
Private credit is generally more expensive to obtain than public credit. 
Landowners and property owners would have been forced to pay more 
interest on their private debts than they would have paid indirectly for 
interest on the state debt. If they were forced to sell a smaller or larger 
part of their property to pay their taxes, that sudden sale would have 
depressed most real estate prices. As a result, the owners would have 
suffered large losses and the capitalists with cash on hand at the mo-
ment would have made big gains by buying the property cheaply.

It is true that the state did not cover its entire war costs by means of 
taxes but largely relied on government bonds, on which interest has 
been paid from tax revenues. It is a mistake to believe, however, that 
the owners of capital are the benefi ciaries from this situation. On the 
contrary, it is the interests of landowners and business owners that are 
safeguarded.

Some people claim that fi nancing the war by state loans is tanta-
mount to passing on the costs of war from the present generation to 
future generations. It is sometimes said that this transfer is fair because 
war is waged not only in the interest of the present generation, but also 
for that of our children and grandchildren. Nothing could be further 
from the truth. War can be waged only out of currently available goods. 
One can fi ght only with the weapons on hand; all military needs must 
be met out of existing wealth. It is the present generation that is wag-
ing war from an economic point of view, and it is this generation that 
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must bear all the material costs of the war. Future generations are af-
fected only insofar as they are our heirs. We will be leaving less be-
hind for them than if war had not happened. This is an unavoidable 
fact, whether the state fi nances the war by indebtedness or by any other 
means.

The fact that the bulk of the war costs have been fi nanced by state 
loans is not in the least an indication that the burdens of the war have 
been passed on to future generations. All it means, as explained above, 
is that war costs have been distributed according to certain principles. 
Let us assume that the state is obliged to extract half of each citizen’s 
wealth in order to fi nance the war. It would make no difference whether 
the state asked each citizen to pay half his wealth in taxes immediately 
or whether the state collected annually by way of taxes the amount 
corresponding to an interest payment on half his wealth. It makes no 
difference to citizens whether they pay 50,000 crowns all at once or 
whether they pay interest on these 50,000 crowns year after year.

It does become a signifi cant issue for those citizens who would be 
unable to raise these 50,000 crowns without going into debt and who 
would have to borrow to pay their taxes. For they would have to pay 
more interest on this loan as private persons than the government, 
which can borrow at the lowest rate from its creditors. Let us assume 
that this difference between the more expensive private credit and the 
cheaper government credit is only one percent. Taxpayers would then 
save 500 crowns a year in our example. They would save 500 crowns 
annually compared to what they would have to pay annually in inter-
est for a private loan that would enable them to pay the high war taxes 
prevailing over a few years.

The term “war loan” is subject to a multitude of misinterpretations. 
The legal structure of the loan is in no way affected by the fact that the 

6. [This proposition is sometimes called the Ricardian equivalence theorem after British econ-
omist David Ricardo; see “Funding System,” (1820) in Piero Sraffa, ed., The Works and Cor-
respondence of David Ricardo, vol. 4, Pamphlets and Papers, 1815–1823 (Cambridge: Cambridge 
University Press, 1951), pp. 149–200, especially pp. 186–87. Ricardo argued that all that the bor-
rowing option entailed was a decision whether to be taxed more in the present or more in the 
future, since all that was borrowed now would have to be paid back plus interest at a later date 
through future taxes; therefore in terms of their fi nancial burden the two funding methods can 
be shown to be equivalent, under specifi ed conditions. However, Ricardo also pointed out that 
due to people’s perceptions and evaluations of costs in the present versus the future, they were 
rarely equivalent in their minds. On Ricardo’s analysis of war fi nancing and the issue of taxa-
tion versus debt, see also Carl S. Shoup, Ricardo on Taxation (New York: Columbia University 
Press, 1960), pp. 143–67.—Ed.]
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loan was assumed by the state to procure the means to wage war. War 
loans are loans of the Austro-Hungarian State. They do not differ from 
older loans assumed by the two states prior to the war. The layman’s 
view that these loans are less secure than other state loans because they 
are “war loans” is thus completely erroneous. All state loans taken to-
gether constitute the state debt. The only differences between the in-
dividual issuances of state indebtedness are those stipulated when they 
were issued, which anyone can read in the text of the loan document. 
The differences lie in the interest rate, conditions for redemption, and 
bundling. There is no difference in the legal status of the debtor. The 
owners of older state loans, for instance, the owners of a crown annuity 
emitted before the beginning of the war, have no greater legal guaran-
tee that their interest payments and capital repayment will be met than 
the owners of war bonds. War bonds do not constitute a lien on the 
state, where creditors are ranked differently.

Some people who are not knowledgeable about economic affairs 
voice the fear that the state might refuse to redeem coupons and repay 
capital after the war, in the light of Russian experiences. They fail to 
note a highly signifi cant difference between conditions in our coun-
try and in Russia. The Russian loans were foreign loans; that is, the 
owners of Russian obligations were largely non-Russians, for example, 
the English and the French. When the present Russian rulers declared 
the loans null and void and stopped interest payments, foreigners who 
were of no concern to them were victimized. At this juncture England 
and France are in no position to exert military pressure to make Russia 
fulfi ll its obligations toward its creditors. In their actions, Russia’s pres-
ent rulers have disregarded later, more distant consequences.

There is no doubt that state bankruptcy will eventually weigh heav-
ily upon the Russian state. It is obvious that Russia from here on out 
will either be unable to obtain foreign loans at all or able to only under 
very unfavorable terms. One of the terms will surely be prior payment 
to their creditors. Foreign loans are indispensable if Russia wishes to 
restore its economy to its former level. It will therefore have to agree 
to all the terms that its creditors will impose. But, as stated above, Rus-
sia’s present rulers have been oblivious to any of these considerations. 

7. [On February 10, 1918, the new Bolshevik government offi cially repudiated all foreign debts 
accumulated by both the former Imperial Russian government and the short-lived Provisional 
Government that came to power following the abdication of Czar Nicholas II in February 1917, 
and which was overthrown in the communist coup led by Lenin in November 1917.—Ed.]
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Their only concern has been to extricate themselves in the short run 
from their fi nancial diffi culties, and at the same time to display their 
ideological hostility to private property.

Things are quite different in Austria-Hungary, which has no obliga-
tions abroad. The war loans are in the hands of domestic creditors, and 
so are most of the older Austrian and Hungarian government loans. 
It is erroneous to assume that only rich capitalists own state obliga-
tions. Our government securities were not issued solely to the rich and 
wealthy segments of the population. Directly or indirectly, their own-
ers are largely the poor and poorest. The assets of savings banks and 
cooperatives are mainly invested in government securities, so that even 
the smallest savers have a stake, via the savings banks, in the contin-
ued servicing of the government’s debts. State bankruptcy would af-
fect not wealthy foreign capitalists but small and very small domestic 
savers. Citizens, not foreigners, would be victimized. Any government, 
no matter what its political orientation or party affi liation, will have to 
bear this fact in mind. State bankruptcy might well have adverse politi-
cal consequences. Interest payments would have to be maintained in 
order to avoid alienating all those for whom the stopping of interest 
payments would involve a substantial loss.

The Russian situation obviously doesn’t apply to us. Differences do 
not end there. The Russian armies have been defeated; the Russian 
state has collapsed. Our armies, on the contrary, have been victori-
ous; they have chased the enemy from our country’s territory and have 
made deep incursions into enemy territory.

Although state loans are not threatened by cessation of interest pay-
ments, a more serious threat to them may be the debasement of the 
currency. All belligerent countries have been forced to cover at least 
part of their military expenditures by loans provided by their note-is-
suing central banks. Such loans are a highly questionable instrument 
of credit policy. The note-issuing bank can provide the requisite sums 
only by issuing notes. This increase in the number of banknotes in 
circulation reduces the purchasing power of the monetary unit. Prices 
rise. The depreciation of money induces signifi cant shifts in income 
and wealth. It is not our object here to deal with this question. We 
will limit ourselves to exploring the consequences of the decline in the 
value of money on public loans. Anyone taking out a 100-ruble loan in 
1913 with a promise to repay the fi nal amount in 1918 fulfi ls his obliga-
tion by repaying 100 rubles in 1918, even if the purchasing power of 
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the ruble has vastly declined in the meanwhile. Changes in the value 
of money must inevitably benefi t the debtor and injure the creditor, 
whether private or public debts are involved. When the purchasing 
power of money declines, the debt-burden of the state is reduced. In 
view of this threat, misgivings about investing in public loans are not 
altogether unreasonable.

At the same time it should not be overlooked that the same risk ap-
plies to all capital investments. Anyone with monetary claims of any 
kind—lien holders and mortgage holders, for instance—will be at the 
same disadvantage as holders of public loans. They too have monetary 
claims and suffer equally from the decline in the value of money. It is 
an illusion to think that investment in liens and mortgages is a protec-
tion against the dangers of a decline in the value of money. The net 
outcome will be a lower interest rate than that offered for war loans 
without a commensurate increase in security.

It is true that assets invested in real estate and businesses will not 
face this threat. The price of land, buildings, and factories will rise at 
the same rate as the prices of other goods. As the value of money de-
clines, the market value of these assets will increase in money terms. 
The owners of these items will therefore see a rise in the money value 
of their property. In the event, they will be neither richer nor poorer, as 
their property has remained the same; all that will have changed is its 
money value, because money now has a lower purchasing power. They 
will, however, not suffer from the devaluation of money. Real estate 
owners who acquired their land before the depreciation of money set 
in are thus at an advantage. For those who acquired their land later, 
the situation is different. Anyone who now wants to acquire a piece of 
land must pay a price that corresponds to the current lower purchas-
ing power of money, and he has to pay an additional premium for the 
chance of avoiding further losses from his assets if the monetary de-
preciation progresses. These circumstances account for the exorbitant 
prices at which real estate now changes hands.

At these infl ated prices, the return on invested capital is very low. No 
form of investment can save individuals from a catastrophe that engulfs 
the whole economy. Individuals are as powerless to protect themselves 
from the political consequences of their country’s defeat as they are to 
escape the economic consequences of this defeat.

So everyone has a great deal at stake in a favorable outcome for war 
loans. Anyone who invests in a war loan comes out ahead by securing a 
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higher interest rate for his assets. He also enhances his economic inter-
ests indirectly by preventing a further decline in the purchasing power 
of money and a further rise in all commodity prices. Investing in war 
loans is not only a patriotic duty but also a prescription for economic 
survival.

Nobody would deny that the war has imposed heavy economic sac-
rifi ces on us and that we will be suffering from the consequences of 
the war for many years. We must take these sacrifi ces in our stride; 
war has taken an even heavier toll by taking the lives of thousands of 
the best among us. And yet we must not lose courage. The economic 
strength of our country has brilliantly withstood the test of war. Cut off 
as we were from all links to the outside world, we had to rely on our 
own resources to wage war. Though less prosperous than our enemies, 
we have outperformed them economically.

Our achievements have been unmatched with respect to fi scal poli-
cies. We outdid our enemies to the east [Russia] as well as to the west 
[Great Britain, France, Italy] in fi nancing war costs through taxes and 
war loans.

While we have had to resort to the printing press at times to meet 
war needs, we did so in moderation. Today our monetary system is 
more intact and sounder than that of our former enemies to the east, 
and we can look forward to strengthening our situation, whereas our 
western enemies must anticipate a further deterioration in theirs.

We owe this success to our soldiers on the battlefront and to our 
businessmen, farmers, and workers on the home front. And everyone 
who signs up for the war loan will thereby be doing his share.

8. [Austria-Hungary, of course, lost the war. The Austro-Hungarian Empire formally disap-
peared from the map of Europe as a result of the Treaty of Saint-Germain signed in September 
1919, which offi cially ended the war between the Allied Powers and Austria. For Mises’s discus-
sion of some of the fi nancial and monetary diffi culties facing the new Austrian Republic in the 
period immediately after the war, see Richard M. Ebeling, ed., Selected Writings of Ludwig von 
Mises, vol. 2, Between the Two World Wars: Monetary Disorder, Interventionism, Socialism, and 
the Great Depression (Indianapolis: Liberty Fund, 2002), especially “The Austrian Currency 
Problem Prior to the Peace Conference,” pp. 30–46, and “On the Actions to Be Taken in the 
Face of Progressive Currency Depreciation,” pp. 47–64. Also see Richard M. Ebeling, “The 
Great Austrian Infl ation,” The Freeman: Ideas on Liberty (April 2006), pp. 2–3, and “The Last-
ing Legacies of World War I: Big Government, Paper Money, and Infl ation,” Economic Educa-
tion Bulletin, vol. 48, no. 11.—Ed.]
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Chapter 13

Remarks Concerning the Problem 
of Emigration

Harmful Effects of Emigration

Aside from its general political and economic harmful effects, emigration 
also involves military disadvantages as well. In the decade before the war 
the monarchy permanently lost at least 250,000 conscripts in this way.

Emigrants abroad give up the use of their mother tongue; they grad-
ually forget their homeland; and little by little they become citizens of 
the country to which they emigrate. In the second or, at the latest, in 
the third generation they become completely assimilated and are no 
longer distinguishable from the other citizens of the country to which 
they have migrated.

Causes of Emigration

Emigration from Austria and Hungary is based exclusively on eco-
nomic motives. The emigrants go forth because they can make their 
way in the world better in the country to which they immigrated rather 
than at home.

There has been no emigration from the monarchy due to political 
dissatisfaction or persecution of political opinions, or because of a per-
son’s nationality or their religious beliefs.

Combating Emigration

Emigration can be effectively combated only by successfully eliminat-
ing its causes. Economic conditions need to be improved so the in-

1. [Mises prepared this memorandum while serving as an economic consultant with the Aus-
trian General Staff in late summer 1918. It has not been previously published.—Ed.]
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ducement to emigration disappears. Among the ways this can be done, 
the following might be considered:

1. Many of the emigrants are agricultural workers or small landhold-
ers who emigrate because of no prospects at home of acquiring the 
ownership of land or enlarging their holdings to the extent they would 
desire; any land they may have is insuffi cient to support a family. These 
emigrants are precisely the most valuable from the economic as well 
as from the military point of view. Broad areas in Canada have been 
splendidly settled and cultivated by Ruthenian and Slovakian farmers.

To eliminate these causes for emigration it must be decided to re-
peal all those legal impediments that up to now have stood in the way 
of splitting up large estates. Entails must be abolished; de facto or ju-
ridical tax favoritism for large estates (e.g., special land taxes or brandy 
allotment taxes) must be done away with; the exercise of hunting rights 
must be unconditionally granted to the landowner; furthermore, the 
so-called peasant fi efdom, or the buying-up of farm properties for the 
purpose of converting them into hunting reserves, must be prohibited. 
Through such measures the historical position of the large landowners 
will not be damaged, yet they will bring about a number of positive 
changes that will result in some people remaining in the country who 
otherwise would have emigrated.

2. Our occupational legislation, which is unequaled in the entire 
world, with its certifi cates of competency and system of occupational 
licensing, makes it diffi cult for those attempting to better themselves to 
achieve economic independence. Here, too, a complete change must 
be brought about. If all other nations in the world can make do with-
out the certifi cate of competency, then surely this would be possible in 
Austria also.

3. Immigration to overseas colonies also exercised, in part, a certain 
attraction before the war, because there was no obligatory military ser-
vice in those countries. A shortening of the term of military service 
will undoubtedly contribute to reducing the desire to emigrate.

2. [See P. V. Rovnianek, “The Slovaks in America” and Ivan Ardan, “The Ruthenians in Amer-
ica,” Charities: A Review of Local and General Philanthropy, vol. XIII, no. 10 (December 3, 
1904), pp. 239–52.—Ed.]
3. [Limitations on the inheritance of property due to a particular binding succession of 
heirs.—Ed.]
4. [On the occupational licensing and certifi cates of competency systems in Austria-Hungary as 
a carryover of the guild system of the Middle Ages, see Francis H. E. Palmer, Austro- Hungarian 
Life in Town and Country (New York: G. P. Putnam’s Sons, 1903), pp. 251–56.—Ed.]
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Reduction of the Harmful Effects from Emigration

Introduction of these changes, in the best of cases, will slow down emi-
gration, but it will not completely stop it. It is necessary, therefore, to 
take measures that reduce to a minimum the harmful effects from em-
igration. In this political, economic, and military interests all coincide.

However, it is necessary to distinguish between seasonal migration, 
on the one hand, and permanent emigration, on the other.

Measures relative to seasonal migration

From every possible point of view, seasonal migration is less of an evil 
than permanent emigration. Seasonal migrants always come back to 
their native land, and, in general, they return richer; and in many cases 
also return more professionally profi cient and skilled than before they 
left. They learn a great deal while abroad that they can turn to good 
advantage when they return home, and they are not lost to the father-
land and the army.

The only disadvantage caused by seasonal migration from the mili-
tary point of view is the danger that if a war breaks out a part of the 
seasonal migrants will not be able to return. This danger, however, 
is not very great in regard to European seasonal migration, since this 
[Austrian] migration is mostly to Germany and to countries that in the 
present war and presumably also in future wars will remain neutral 
(Scandinavian nations, Netherlands, Switzerland).

Again from the military point of view, it should be noted that ful-
fi llment of mandatory military service, and in particular the comple-
tion of actual military training, could be regulated to minimize the 
economic sacrifi ce imposed on those required to serve; thus, as far as 
possible, military training should be in a part of the year during which 
these men cannot fi nd employment abroad. Then they will come back 
willingly to fulfi ll their military service. However, if their training falls 
during the time when they are employed abroad, it can easily happen 
that they will neglect reporting for duty. (This is more of a temptation 
when the individual is abroad than when he is at home.) If an indi-
vidual breaks the law by not reporting for duty and can count on be-
ing punished on his return home, the danger exists that he will simply 
remain abroad.

The state has a responsibility to look out for seasonal migrants. 
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Consulates must see to the following: seasonal migrants are protected 
from exploitation; they get medical treatment in case of sickness, 
and fi nancial support and transportation to get home; the consulates 
should guide the fl ow of migrant workers to those regions where the 
most favorable wage possibilities and working conditions are to be ex-
pected. All these governmental measures for the protection of seasonal 
migrants keep the emigrant conscious of the fact that he is the citizen 
of a great nation, and that the strong arm of his home country protects 
him whenever he is abroad. He will, then, be doubly attached to his 
homeland.

Special arrangements need to be made to keep current the military 
records of seasonal migrants. It is recommended not to transfer these 
records abroad, however, to avoid friction in countries where friendly 
relations are not a certainty; instead, it is better to carry out this super-
vision as far as possible at border crossings. Military concerns will be 
fully cared for through the use of records offi ces in migrants’ home-
towns, customs stations on the borders, and the consulates and other 
governmental representatives abroad.

Many improvements can be made for the protection of our seasonal 
migrants through sympathetic cooperation between the civil authori-
ties and voluntary organizations that often already exist or that can 
be recruited to start up. For public health and social policy reasons, 
the countries to which the seasonal migrants travel will support these 
endeavors since they have a strong interest in foreign workers being 
properly accounted for and reasonably fed and housed. The problem of 
seasonal migration can be handled in a satisfactory way with appropri-
ate consideration for all these different factors.

Permanent emigration

No doubt permanent emigration will decline relative to seasonal mi-
gration in the fi rst years after the war. Nevertheless, there will still be a 
very considerable permanent emigration even after the war.

The larger and much more diffi cult problem to solve will be how the 
losses suffered by the home country due to permanent migration can 
be avoided. An effort must be made to get emigrants to go to those re-
gions in which they will have a more assured opportunity to maintain 
their national identity and preserve their loyalty to the home country.
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The best way to achieve this end would be the establishment of an 
independent Austro-Hungarian colonial possession.

The acquisition of a settlement region

It would be most advantageous if we acquired a colony capable of ac-
commodating a large number of settlers and which also could either 
partially or completely supply those raw materials not available at 
home, especially cotton, wool, produce, and certain metals. These two 
goals for a colonial possession, however, are diffi cult to achieve in one 
and the same territory, since these colonial products grow only in tropi-
cal or subtropical regions, but are areas not suitable for the settlement 
of white workers. Therefore, we must try to acquire both types of terri-
tories: those in which we can produce desired colonial goods and those 
in which we can accommodate truly large numbers of settlers.

When the time comes for peace negotiations, the opportunity will 
arise to deal with the question of acquiring colonial possessions.
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Chapter 14

Monetary Devaluation and the 
National Budget

There exists a close relationship between changes in the quantity of 
money and changes in the money prices of goods and services. If the 
quantity of money is increased while other conditions remain the 
same, then the prices of all goods and services will rise. Of course they 
will not all rise at the same time nor, as was long assumed, in the same 
proportion as the increase in the quantity of money; but they will rise, 
and no measure of economic policy is capable of stopping this from 
happening.

The rise in the prices of domestic goods and services and the rise 
of the foreign exchange rate are simply two sides of one and the same 
phenomenon. The foreign exchange rate is clearly determined by the 
domestic purchasing power of a country’s money. The exchange rate 
must be established at such a level that the purchasing power is the 
same regardless of whether I directly buy goods with an Austrian crown 
or if I fi rst exchange the crown for Swiss francs and then proceed to 
buy goods with Swiss money.

In the long run, the foreign exchange rate cannot vary from the rate 
that refl ects the relationship between that currency’s domestic purchas-
ing power and that of a unit of foreign money. This rate of foreign 
exchange, therefore, can be designated the natural or static rate. As 
soon as the market exchange rate departs from it, it becomes profi t-
able to buy up goods with that money which appears undervalued at its 
rate of exchange relative to its domestic purchasing power and to sell 
those goods for that money which at its rate of exchange is overvalued 

1. [This article originally was published in German in the Neues Wiener Tagblatt (October 5, 
1919).—Ed.]
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with respect to its purchasing power. Whenever such profi t possibilities 
present themselves, buyers will appear on the foreign exchange market 
with a demand for the undervalued currency, and this will drive up its 
rate of exchange until it has reached its static or equilibrium rate.

However, it should be noted that the changes in the purchasing 
power of a nation’s currency do not take place immediately and do not 
occur at the same time in regard to all goods. The rise in prices result-
ing from the increase in the money supply does not happen overnight; 
a certain time passes before they appear. The additional quantity of 
money appears somewhere in the economy, and then spreads out grad-
ually. At fi rst, it fl ows only into certain businesses and certain branches 
of production, raising the demand for only certain goods and services, 
and not all of them; later, the prices for other goods and services also 
start to rise.

The foreign exchange rate is, however, a speculative rate; that is, it 
arises from the transactions of businessmen who not only consider the 
current situation but also take into consideration possible future de-
velopments. As a result, the devaluation of the currency in the foreign 
exchange market occurs at a relatively early stage, or at least long be-
fore the prices for all goods and services have been fully affected by 
the infl ation in the domestic economy. The market rate of foreign ex-
change races ahead of expected future price movements, just like every 
market rate.

The popular view, however, is mistaken that sees the cause for the 
unfavorable condition of the foreign exchange rate in the actions of 
speculators. It is true that both at home and abroad those with unclean 
hands are often the ones dealing in foreign currency and foreign ex-
change. But to no small degree this is due to government measures 
that are implemented to obstruct foreign exchange dealings.

2. [Mises was one of the formulators of the modern purchasing power parity theory of foreign 
exchange rates; see Ludwig von Mises, The Theory of Money and Credit (Indianapolis: Liberty 
Fund, 3rd rev. ed., [1924; 1952] 1981), pp. 205–24; and Human Action, A Treatise on Economics 
(Irvington-on-Hudson, N.Y.: Foundation for Economic Education, 4th rev. ed., 1996), pp. 452–
58. Also see Joseph T. Salerno, “International Monetary Theory,” in Peter J. Boettke, ed., The 
Elgar Companion to Austrian Economics (Brookfi eld, Vt.: Edward Elgar, 1994), pp. 249–57, for 
an exposition of the “Austrian” theory of foreign exchange rates along the lines developed by 
Mises.—Ed.]
3. [Mises is referring to the development of a large black market trade in foreign exchange as a 
result of the Austrian government’s imposition of foreign exchange controls on all foreign cur-
rency dealings.—Ed.]
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But one thing cannot be denied in regard to these speculators, 
namely, that they carry out their business in order to earn profi ts, and 
not to suffer losses. They can profi t only if they have correctly fore-
seen the future value of a currency. If they have deluded themselves 
about the future state of the market, they will pay dearly for their mis-
take. The “bears” lose if they have underestimated the demand for a 
currency on the foreign exchange market, and the rate of exchange 
for that currency instead goes up. As was explained above, such an in-
crease in demand must occur if there exists a divergence between the 
purchasing power of the crown with respect to goods in Austria and its 
value relative to a foreign currency.

It is also incorrect to try to explain the foreign exchange rate on the 
basis of the balance of payments rather than on the currency’s purchas-
ing power. This view distinguishes between the devaluation of money 
on the foreign exchange and its declining value in terms of its domes-
tic purchasing power. Between the two phenomena there supposedly 
exists only a distant or—as many maintain—no connection at all.

It is argued that a currency’s foreign exchange rate is a result of the 
current state of a country’s balance of payments. If the amount of pay-
ments to be made abroad rises without a corresponding increase in 
payments to be received from abroad, or if the level of payments from 
abroad decreases without an accompanying reduction in the payments 
to be made abroad, then the rates of exchange for foreign currency 
must rise.

The fundamental error with this theory is that it completely for-
gets that the amount of imports and exports depends, fi rst of all, on 
prices. People do not import or export on the basis of a whim or from 
any “pleasure” just from doing business. They do so in order to make 
money from differences between prices, and that importing or export-
ing will continue until those price differentials have disappeared.

This theory overlooks the signifi cance of prices in the international 
movement of goods. It incorrectly looks at the act of paying for goods 
rather than seeing the reason for the act of exchange. This is the con-
sequence of that pseudocurrency doctrine which insists on looking at 
money only as a means of payment, and not as a general medium of 
exchange, a doctrine that has borne the most disastrous fruits for eco-
nomic science, as well as for economic policy.

The buyer does not start worrying about how he will obtain the for-
eign currency to cover the cost of his transactions only when the pay-
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ment comes due. A buyer who acts in this way will not be able to con-
tinue in business for very long. In his calculations, the buyer gives very 
careful consideration to currency relationships since he must always 
keep his eye on his selling price; whether he takes advantage of meth-
ods for insuring against changes in foreign exchange rates or bears the 
risk himself, he always keeps in mind expected fl uctuations in the for-
eign exchange rate. The same thing applies also, mutatis mutandis, for 
those involved in the international travel and freight business.

For fi ve years, government policy with respect to currency devalu-
ation has been constructed on incorrect ideas concerning its cause. 
It is no wonder that this policy has completely failed. Domestic price 
controls have had no success. In spite of all the offi cial countermea-
sures, the prices of all goods and services have been continuously ris-
ing. Likewise, the attempts to stabilize the rates of foreign exchange 
by preventing foreign currency dealings and to improve the balance of 
payments by limiting imports have led nowhere.

The offi cial foreign currency regulations are not only useless; they 
are, in fact, directly harmful. For example, exporters are burdened with 
the obligation to sell their foreign exchange earnings to the central 
currency offi ce at a price set below the day’s actual rate of exchange 
(for the central currency offi ce’s rates of exchange always lag behind 
the actual rate). The currency offi ce then sells that foreign currency to 
importers, again below the day’s actual exchange rate, so they can pay 
for those imports that the government wishes to promote.

The obligation imposed upon the exporters [to sell export earnings 
to the central currency offi ce] hinders the exporting of goods; it works 
exactly like an export duty. Its effect is to reduce the total amount of 
exports and thereby to reduce the amount of foreign currency that is 
available to pay for imports. No other foreign exchange policy is so 
clearly harmful as this one. This interference with exports also inter-
feres with the importing of the goods that the government wishes to 
promote. The importer, of course, appears to enjoy an apparent advan-
tage because foreign currency is sold to him more cheaply than at the 
actual rate of exchange. But the total amount of foreign currency at his 
disposal to cover all import transactions is less by the corresponding 
amount by which exports have been reduced, and thus the total value 
of all imports is less than it might have been.

No less harmful is the requirement to sell exported goods only in 
exchange for foreign currency. That our exporters are forced to refuse 
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payment in Austrian crowns from foreign buyers has a severely nega-
tive effect on the standing of our currency on the foreign exchange 
market. What are foreigners to think about a currency that the citizens 
of the country in which that currency circulates are not allowed to ac-
cept payment in by order of their own government?

The decline in the value of our currency cannot be stopped by 
monetary regulations. When the central currency offi ce was set up, 
the Swiss franc in Zurich stood at 152 crowns; today it stands at 1,215 
crowns! We must fi nally realize that the rise in the prices of goods and 
in the rate of foreign exchange for the crown will come to a halt only 
if the state renounces any further use of the monetary printing press 
by reestablishing balance in the national budget. The problem of put-
ting the national budget in order is the most important problem in our 
economy. It is high time that it be solved. Otherwise, one day our cur-
rency will reach the point that the French assignats came to, namely, a 
monetary value of absolute zero. For our urban population that would 
be a catastrophe the extent of which one can hardly imagine.

4. [The assignats were the paper money issued by the Revolutionary government in France 
between March 1790 and December 1795, during which time they generated an extremely de-
structive infl ation, resulting in the imposition of wage and price controls that disrupted the 
French economy even more. See Richard M. Ebeling, “Infl ation and Controls in Revolutionary 
France: The Political Economy of the French Revolution,” in Stephen J. Tonsor, ed., Refl ec-
tions on the French Revolution (Washington, D.C.: Regnery Gateway, 1990), pp. 138–56; also 
Richard M. Ebeling, “The Great French Infl ation,” The Freeman: Ideas on Liberty (July/August 
2007), pp. 2–3.—Ed.]
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Chapter 15

For the Reintroduction of 
Normal Stock Market Practices in 
Foreign Exchange Dealings

Increasingly, goods are offered for sale with the stipulation that pay-
ments will be accepted only in foreign currency. Already a signifi cant 
part of wholesale business and real estate transactions are being facili-
tated through the use of foreign money. The crown is starting to lose 
its standing even in retail business. It is clear what it would mean if this 
process were not halted as soon as possible. The decrees that our of-
fi cial economic policy makers love to implement have clearly achieved 
nothing. They have learned nothing other than to introduce prohibi-
tions and commands.

Anyone nowadays purchasing either fi nished or unfi nished goods 
from abroad on credit—even short-term credit—in order to sell them on 
the domestic market, runs a high risk of suffering a loss and a low prob-
ability of making a profi t due to uncertainties on the foreign exchange 
market. Since 1914 many companies have sold goods for crowns that 
they bought with credit from abroad at the rate of foreign exchange 
that was then prevailing on the market. Great losses have been suffered 
on these transactions due to the progressive devaluation of our money. 
Today such experiences have made importers more cautious and no 
longer willing to engage in similar transactions. Of course, during the 
war the state persistently speculated in crowns, à la hausse, buying on 

1. [This article originally appeared in German in the Neue Freie Presse, no. 19872 (Decem-
ber 23, 1919).—Ed.]
2. [In January 1919, one dollar could purchase 16.1 crowns. In December 1919, when Mises 
wrote this article, one dollar traded for 31 crowns, for a 48 percent drop in the exchange value 
of the crown in one year. By May 1923, when the Austrian infl ation had fi nally come to an end, 
one dollar bought 70,800 crowns on the Vienna foreign exchange market.—Ed.]
3. [“On a rise,” i.e., on the expectation of an increase in the price.—Ed.]
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credit foodstuffs and other goods from abroad and then selling them at 
home for crowns. It lost enormous sums at the time, and it still contin-
ues with the same policy today.

It is not the case that every merchant and industrialist speculates in 
attractive but risky foreign currency dealings. The businessman con-
cerned with trade or manufacturing rightly fears that currency fl uctua-
tions will result in his losing everything his business brings him, and 
even more. But if he wishes to eliminate the unfavorable repercussions 
on his business enterprise due to foreign currency fl uctuations, he has 
no choice other than to sell for foreign currency at home the goods 
he obtained from abroad, rather than accept payment in the domestic 
currency. The solution that is available in other countries with fl uctu-
ating foreign exchange rates is to “fi nd cover” on the futures market. 
But this is not possible in Vienna because trading in foreign currency 
and foreign exchange has been abolished.

The only way to eliminate the dangers from exchange rate fl uctua-
tions caused by the existing regulations is to decontrol the trade in for-
eign exchange. The Foreign Exchange Agency must be suspended, 
and a real and proper stock market for futures transactions, as well as 
cash transactions in foreign currency and foreign exchange, must be 
reintroduced. It has been repeatedly and convincingly demonstrated 
in the court of public opinion that the foreign-currency policy that 
we have been following for years is misguided, and that restrictions 
on foreign-exchange transactions only produce outcomes the oppo-
site of what was intended. If they are, nevertheless, maintained with 
great stubbornness, this can be solely attributed to the fact that they 
 harmoniously fi t into our whole current system of economic poli-
cies; it is feared that their elimination would constitute the fi rst step 
toward dismantling the wartime and transitional economy leading to 
socialism.

4. [In the face of large outfl ows of gold and foreign exchange from the Austrian central bank 
during the First World War, the Austrian government established a Foreign Exchange Agency 
on February 22, 1916. All foreign exchange received by exporters was to be sold to the central 
bank at the offi cial rate of exchange. All importers requiring foreign exchange for purchase 
of goods from abroad were to receive permission and an allotment of foreign currencies from 
the Foreign Exchange Agency at the fi xed rate of exchange. The foreign exchange control re-
mained in place following the end of the war in November 1918, and was not offi cially lifted 
until November 1920, about a year after this article by Mises was published.—Ed.]
5. [At the time this article was written, a coalition government made up of the Social Demo-
cratic Party and the Christian Social Party governed Austria. They instituted a variety of “so-
cial” programs, including a large unemployment and welfare payment system, as well as price 
controls on food supplies that were supplemented with government rationing and subsidies for 
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The introduction of a futures market in foreign exchange, how-
ever, is also particularly important for a second reason. A country like 
German-Austria that must import the greater part of its required sup-
ply of foodstuffs and raw materials can economically survive only if 
it exports industrial products. Right now, however, all those countries 
that can be considered as markets for our exports have currencies that 
are fl uctuating in value. The entrepreneur who buys raw materials and 
semifabricated products from abroad in order to then sell his fi nished 
product abroad must be able to “protect” himself in terms of the for-
eign exchange in which he makes purchases as well as in the foreign 
exchange in which he makes sales.

Vienna has become an important trading center since the collapse 
of the old Austro-Hungarian state. All the governmental chicaneries 
have not been able to completely prevent this development. The prin-
cipal competitors of Vienna—Budapest, Trieste, Lemberg, and all the 
formerly Russian cities—have been paralyzed by present conditions; 
and, on the other hand, there is a need, more than ever before, for an 
intermediary in the trade between the newly created national states. 
Today Vienna is really the place where East and West meet in order to 
exchange their goods; Vienna’s foreign currency and foreign exchange 
business is one of the most important in Europe.

Vienna suffers, however, under incomprehensible governmental 
burdens; due to these government restrictions, the business of dealing 
in foreign currency and foreign exchange has been taken out of the 

food purchases. These programs were increasingly funded through monetary expansion that 
was causing the depreciation of the crown and explosion in rising prices.—Ed.]
6. [With the dissolution of the Austro-Hungarian Empire in November 1918, the part that be-
came the new Austrian Republic was often referred to as “German-Austria,” in anticipation that 
the predominantly German-speaking area of the former empire would be politically united 
with the new German Republic in the aftermath of the First World War.—Ed.]
7. [Political chaos reigned in many parts of Central and Eastern Europe in the years after the 
First World War. When Mises wrote this article, Hungary was in the grip of a brutal counter-
revolutionary “White Terror” in the wake of a “Red Terror” during a short-lived Soviet-type dic-
tatorship in Budapest from March to August 1919. Russia and cities such as Lemberg (in the for-
mer Austro-Hungarian province of Galicia) were caught up in the Russian Civil War and later a 
war between Soviet Russia and Poland. The former Austrian port of Trieste on the Adriatic Sea 
was the center of a violent dispute between Italy and the newly constituted Yugoslavia.—Ed.]
8. [Following the dissolution of Austria-Hungary, the various parts of the former Habsburg Em-
pire splintered into a much smaller Austrian Republic, an independent Hungary, an enlarged 
Romania, a new Czechoslovakia, a reconstituted Poland, a Serb-dominated Yugoslavia, and a 
slightly bigger Italy.—Ed.]
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hands of the banks and shifted into those of a more dubious character. 
If the foreign exchange market were decontrolled it would again be 
taken up by the banks and on the stock market under the supervision 
of the public, and it would develop into an important factor for our 
mercantile and industrial organizations.

It will be argued against this suggestion that some other countries 
also pursue a policy similar to our own. Hardly anyone will dare to 
maintain that they have had any greater success with it than have we. 
The Czechoslovakians, if they continue on this path, will run their 
currency into the ground just exactly as we have done. Today, however, 
we are the nearest to the complete devaluation of our money, to the 
null-point of the currency’s value. Hence, we must also be the fi rst to 
seize measures to avoid the catastrophe.

Of course, it goes without saying that all measures will clearly be of 
no avail so long as the infl ation continues, so long as new notes con-
tinue to be pumped into circulation.

9. [Foreign exchange and foreign currency dealings were increasingly being handled by a huge 
and pervasive black market.—Ed.]
10. [Between March and December 1919, the paper money supply of crowns had increased 
from 831.6 million to 12.1 billion. By 1923, it had grown to 7.1 trillion. A cost-of-living index, 
excluding housing (with July 1914 = 1), stood at 28.37 in January 1919, and had risen to 49.22 by 
January 1920. By January 1923 it had exploded to 11,836.—Ed.]
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Chapter 16

On Carl Menger’s Eightieth Birthday

Scientifi c development does not take place in a simultaneous and un-
interrupted ascent; periods of great achievement are followed by peri-
ods of intellectual exhaustion; the masters are followed by the imita-
tors, until men of genius again bring forth a new fl owering. Around 
the middle of the nineteenth century economics had unquestionably 
reached a point of stagnation. The Classical system was felt to be un-
satisfactory, but there was no way to go beyond it. In order to formulate 
the problems that needed to be solved there was a need for men who 
were not inferior to David Ricardo. Even John Stuart Mill, the most 
original of the economists of that time, was not the man for this task.

The Frenchman Jules Dupuit and the Prussian assessor Hermann 
Gossen tried to follow the path that had to be traveled. Without be-

1. [This article originally appeared in German in the Neues Wiener Tagblatt, no. 52 (Febru-
ary 22, 1920).—Ed.]
2. [David Ricardo (1772–1823) was one of the fountainheads of British Classical economics in 
the fi rst half of the nineteenth century. His Principles of Political Economy and Taxation (1817) 
set the tone and direction for much of Classical economics for the next half century.—Ed.]
3. [John Stuart Mill (1806–73) was one of the leading members among the British Classical 
economists, with his most important work being Principles of Political Economy, with Appli-
cations to Social Philosophy (1848). In this work, Mill had argued that there was nothing fur-
ther to develop in the essentials of the theory of value, based on the idea that some measure 
of the quantity of labor devoted to the production of goods determined relative prices in the 
market.—Ed.]
4. [Jules Dupuit (1804–66) fi rst presented an exposition of the concept of diminishing marginal 
utility in an 1844 article on optimum pricing for a toll bridge. From a curve for the diminishing 
marginal utility for the consumption of a good, he derived the explanation for a downward-
sloping demand curve.—Ed.]
5. [Hermann Heinrich Gossen (1810–58) developed a systematic theory of economic relation-
ships based on the concept of marginal utility in his 1854 work The Law of Economic Relations, 
and the Rule of Human Action Derived Therefrom. The book was totally ignored following 
its publication until rediscovered by William Stanley Jevons in the 1870s after the publica-
tion of his own version of the marginalist concept. Gossen worked in the Prussian civil ser-
vice but was constantly criticized by superiors for living a life of drinking, gambling, and “bad 
company.”—Ed.]
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ing aware of these earlier writings (which had been forgotten), Carl 
Menger in Austria, Jevons in England, and Leon Walras in Switzer-
land each independently came forward around 1871. Their works show 
a remarkable agreement in all of the fundamentals.

Most exciting, however, is the grounding of the general theory of 
value on the basic idea of the subjective value of goods, as worked out 
by Menger. Menger’s slim volume Grundsätze der Volkswirtshaftslehre 
completely revolutionized economic science. Everything that has 
been achieved since then is built upon Menger’s works. In Austria, 
marginal utility theory found its most important representatives, be-
sides Menger, in the contributions of Friedrich von Wieser and Eugen 
von Böhm-Bawerk (who departed from us at much too early an age). It 

6. [Carl Menger (1840–1921) was the founder of the Austrian School of economics. In later life 
he said that he came to the theory of marginal utility (though in his own exposition in 1871 he 
explained the concept without giving it a name) while he was working for the Austrian Ministry 
of Prices, and concluded that the labor theory of value could not successfully explain the for-
mation of prices on the market.—Ed.]
7. [William Stanley Jevons (1835–83) developed the theory of marginal utility in his 1871 vol-
ume The Theory of Political Economy, building on the utilitarian conception that human ac-
tion is guided by the pursuit of “pleasure” and the avoidance of “pain.”—Ed.]
8. See Chapter 5, “The Fourth Issuing Right of the Austro-Hungarian Bank,” footnote 8.
9. [Carl Menger, Principles of Economics (New York: New York University Press, [1871] 1981). 
The Principles was meant to be the fi rst of four volumes on most of the basic themes in eco-
nomic theory and policy. In the introduction to the German-language 1923 reprint of his fa-
ther’s Principles, Karl Menger Jr. described the unpublished remaining three volumes thus: 
vol. 2: Interest, Wages, Rent, Income, Credit, and Paper Money; vol. 3: The Theory of Produc-
tion and Commerce; the Technological Requirements for Production; the Economic Condi-
tions for Production; Commerce: The Theory of the Techniques of Commerce, Speculation, 
Arbitrage; Retail Trade; and vol. 4: Critique of the Contemporary Economy and Proposals for 
Social Reform.—Ed.]
10. [Friedrich von Wieser (1851–1926) was one of the leading members of the Austrian School 
before and immediately after the First World War. His major contributions were to the the-
ory of marginal utility, the concept of opportunity cost, and the theory of imputation, i.e., the 
determination of the value of the factors of production. His most widely read works on these 
themes were Natural Value (1889) and Social Economics (1914), the latter being the only system-
atic treatise on economic theory by a member of the Austrian School before the First World 
War.—Ed.]
11. [Eugen von Böhm-Bawerk (1851–1914) was one of the leading members of the Austrian 
School before the First World War. His major contributions were to the theory of capital and 
interest, as well as the general theory of value, price, and cost. He developed these themes in 
Capital and Interest: A History and Critique of Interest Theories (1884) and The Positive Theory 
of Capital (1889). He also applied his “Austrian” theory of value and interest to challenge Karl 
Marx’s labor theory of value and theory of exploitation in his famous 1896 monograph Karl 
Marx and the Close of His System. For a short appreciation of Böhm-Bawerk and his contribu-
tions to economics, see Ludwig von Mises, “Eugen von Böhm-Bawerk: In Memory of the Tenth 
Anniversary of His Death,” (1924) in Selected Writings of Ludwig von Mises, vol. 2 (Indianapolis: 
Liberty Fund, 2002), pp. 329–32.—Ed.]
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is customary to unite these three under the designation “the Austrian 
School.” Under this name they gained a worldwide reputation. In Ger-
many they were able to fi nd some minimal recognition; their success 
was incomparably greater in England, Italy, the Netherlands, and the 
Scandinavian countries. Modern American economics is based on the 
works of the “Austrian School.”

In 1883 Menger published his Untersuchungen über die Methode 
der Socialwissenschaften und der Politischen Oekonomie insbesondere. 
With this book, which was primarily intended as a critique of the rela-
tivism and historicism then reigning in Germany, he developed new 
approaches to the logic and epistemology of the social sciences. At fi rst 
this, too, was little noticed; more than twenty years passed before its 
importance was fully recognized. Recent methodological works are 
defi nitely under the infl uence of this book.

Menger was not a prolifi c writer. In terms of quantity his publica-
tions take up only a little space. Moreover, he seldom took up his pen 
to contribute to the clarifi cation of contemporary economic problems. 
Of the questions of the day, the currency problem attracted him most. 

12. [See Ludwig von Mises, “The Historical Setting of the Austrian School of Economics,” 
(1969) reprinted in Bettina Bien Greaves, ed., Austrian Economics: An Anthology (Irvington-on-
Hudson, N.Y.: Foundation for Economic Education, 1996), pp. 53–76.—Ed.]
13. [Carl Menger, Investigations into the Method of the Social Sciences with Special Reference to 
Economics (New York: New York University Press, [1883] 1985). This work ignited what became 
known as the Methodenstreit, or “struggle over methods,” between members of the Austrian 
School and the German Historical School. It was rudely reviewed by Gustav von Schmoller, 
one of the leading fi gures of the Historical School, to which Menger replied in a short book, 
Die Irrthümer des Historismus in der deutschen Nationalökonomie [The Errors of the German 
Historical School] (1884), written in the form of sixteen letters to a friend. Menger scathingly 
criticized Schmoller’s antitheoretical approach to economic analysis, saying that it “consists of 
a primordial ooze of historico-statistical material.”—Ed.]
14. [Historicism was a German reaction to the Enlightenment after the French Revolution 
and the Napoleonic wars, which refused to wring general rules from reason and ridiculed the 
idea of universal theoretical systems. Historicists insisted on observing the “unique” in its end-
less historical variations, arguing that economic behavior and thus economic laws were com-
pletely dependent upon their particular historical, social, and institutional context. Rooted 
in Hegelian philosophy and the romantic nationalist critiques of abstract theory by Friedrich 
List and Adam Müller, historicism relied on empirical and inductive reasoning. It offered no 
principles to guide or restrain political action and was hostile to both the tradition of natural 
law and utilitarianism. The Younger Historical School under Gustav Schmoller claimed that 
economics was inherently a normative discipline and thus should be engaged in forging tools 
for use by policy makers and businessmen. At the end of the nineteenth century historicists, in 
the form of the German Historical School, had a virtual monopoly over German academia, 
with very few members of the Austrian School able to obtain academic positions at German 
universities.—Ed.]
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His little treatise about the Austrian currency problem and his exposi-
tions at the Currency Inquiry of 1892 decisively infl uenced the reform 
of the Austrian monetary system. He also repeatedly dealt with the 
fundamental aspects of the theory of money, especially in his classic 
contribution to the Handwörterbuch der Staatswissenschaften.

As already mentioned, Menger’s works were not appreciated for a 
long time; only later were they fully appreciated, as their reputation 
grew from year to year. Without exaggeration, it can be said today that 
the Austrian School of economics occupies a permanent place in the 
history of the social sciences. Carl Menger can look back on his life’s 
work with pride and satisfaction. May it yet be granted to him to bring 
to completion the great works with which he is still occupied.

15. [Carl Menger, Beiträge zur Wahrungsfrage [Contributions to the Currency Question], (1892) 
reprinted in The Collected Works of Carl Menger, vol. 4 (London: London School of Economics 
and Political Science, 1936).—Ed.]
16. [Carl Menger, “Money,” (1892) in Michael Latzer and Stefan W. Schmitz, eds., Carl 
Menger and the Evolution of Payments Systems: From Barter to Electronic Money (Northhamp-
ton, Mass.: Edward Elgar, 2002), pp. 25–107. See also Carl Menger, “On the Origin of Money,” 
(1892) reprinted in Richard M. Ebeling, ed., Austrian Economics: A Reader (Hillsdale, Mich.: 
Hillsdale College Press, 1991), pp. 483–504.—Ed.]
17. [See also F. A. Hayek, “Carl Menger (1840–1921),” in Peter G. Klein, ed., The Collected 
Works of F. A. Hayek, vol. 4, The Fortunes of Liberalism: Essays on Austrian Economics and the 
Ideal of Freedom (Chicago: University of Chicago Press, 1992), pp. 61–107.—Ed.]
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Chapter 17

How Can Austria Be Saved?
An Economic Policy Program for Austria

In spite of the wretched condition in which we fi nd ourselves I con-
sider our situation not to be an unfavorable one. Vienna and Austria 
would have a positive future ahead of them if we didn’t do everything 
to worsen our own situation. What is occurring is practically the oppo-
site of what needs to be done. It is no wonder, therefore, that things are 
going badly for us. We are living today, and have been living for years, 
by devouring what several previous decades of freer economic policy 
had produced.

What makes me optimistic is the fact that, on the whole, in compar-
ison to the prewar period, the raw materials and foodstuffs that we im-
port from abroad have risen less in world-market price than the manu-
factured goods that we would be in a position to produce for export, 
and less than the commercial profi ts which Viennese business can gen-
erate. Indeed, our earnings from the sale of fi nished goods could be 
greater than they were in that earlier period.

The objective prerequisites for a fl owering of Austria are given; un-
fortunately the subjective ones are not. Our fellow citizens have not 
grasped the realities of the moment and instead they chase after illu-
sionary ideas. But, eventually, reasonableness must prevail.

Just a few days ago a politician asked me to draw up an economic 
policy program in a few short sentences. Here it is:

1. The progressive devaluation of the crown, which manifests itself 
in a rise in both the foreign exchange rate and in prices and wages, is 
a consequence of banknote infl ation. It can be brought to a standstill 
only if we succeed in eliminating the government’s budget defi cit.

1. [This article originally appeared in German in Die Börse (February 17, 1921).—Ed.]
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2. The federal, provincial, and municipal budget defi cits principally 
all spring from the same two sources: the ineffi cient management of 
public enterprises and of the food subsidy scheme. The goal should be 
to transfer the public enterprises into the hands of private businessmen 
and to dismantle the food subsidies. At the present time the very oppo-
site is happening. The public enterprises are being expanded through 
nationalization; and the food subsidy scheme is being expanded, as 
represented by the fact that the difference between the buying price 
and the selling price for foodstuffs is being allowed to grow.

3. If things continue to be managed in this way, then inevitably the 
time will come when the currency will collapse, that is, the crown will 
become completely worthless. Then there will be a frightful catastro-
phe. Suddenly the country will no longer be in a position to maintain 
these public enterprises or to sustain the food subsidies. If dismantling 
both of these occurs in time, then it will be possible to avoid such a 
collapse, and it will be possible to reduce the diffi culties in making the 
transition to a normal economy.

4. The attempt must be made to stabilize the value of the currency 
with the establishment of a fi xed rate of exchange between the crown and 
either gold or the dollar. The new parity should be set at a level which 
corresponds to the domestic purchasing power of the crown. To go be-
yond this parity would be injurious to the economy; any further rise in 
the foreign exchange value of the currency beyond this point would 
only hamper exports and stimulate imports, with severely harmful con-
sequences, that is, unemployment. The catchphrase of a fall in prices 
is absurd. Those who are today most loudly demanding a reduction 
in prices would be hardest hit by such a fall in prices. We do not need 
decreasing prices, but incomes that are increasing. That, however, can 
only be achieved by a rise in industrial and business activity.

5. The peace treaty requires that the banknotes in circulation must 

2. [In the immediate postwar period, the new Austrian government instituted a huge food sub-
sidy program at artifi cially low prices and rationing of food through a coupon system to urban, 
and especially Vienna, residents. When farmers in the rural areas refused to sell their food sup-
plies to the central government in Vienna at those below-market fi xed prices, the government 
attempted to confi scate those supplies. This resulted in the provincial governments in the new, 
smaller Austria setting up customs barriers and visa requirements to enter or exit their respec-
tive jurisdictions to conserve the food supplies in their own districts. The central government 
then resorted to purchasing foreign food supplies with borrowed money, thereby expanding 
Austria’s foreign debt. By the time that Mises wrote this article in 1921, half the Austrian govern-
ment’s budget defi cit was caused by the food subsidies.—Ed.]
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be replaced with a new monetary unit within the foreseeable future. It 
would be unwise to associate this change in media of exchange with 
any activities associated with the slogans “stamping” and “compulsory 
loans.” The danger exists that the great mass of hoarded banknotes 
will be shaken loose from people’s pockets and will fl ow into the mar-
ket for goods, where they would necessarily drive up prices. Banknotes 
that are hoarded are not harmful to the general public. Hoarded bank-
notes do not affect prices. He who hoards banknotes grants the state an 
interest-free loan, so to speak.

6. Currency trading is to be decontrolled. Foreign trade has an in-
comparably greater importance for a small country [like Austria] than 
for a large one. Businesses should have the chance to free themselves 
from some of the speculative risks that are connected with foreign trade 
when there are large fl uctuations in the values of currencies. A futures 
market in currencies and foreign exchange must be permitted on the 
Viennese stock exchange.

7. All import prohibitions are to be lifted. Such prohibitions are worth-
less for purposes of monetary policy. Moreover, they stimulate retalia-
tory measures by foreign countries, which only succeed in seriously 
hampering our exports and as a consequence paralyze our industry.

8. All impediments to exportation and transit are to be removed.
9. Austria can cover its need for raw materials and foodstuffs only 

by importing them. In order to pay for imports it must export fi nished 
products, on the basis of which businesses may earn profi ts. Austria 
needs free trade.

10. Government oversight of industrial production of manufactured 
goods and the use of raw materials is to be ended.

11. The government management of food supplies is to be abolished. 

3. [“Stamping” refers to the fact that with the disintegration of the Austro-Hungarian Empire 
after November 1918, the “successor states” of Czechoslovakia, Yugoslavia, Hungary, and the 
new Austria began to “stamp” Austro-Hungarian Bank notes with a national mark, as a prelude 
to converting those quantities of the old empire currency in their respective territories into new 
national currencies.—Ed.]
4. [“Compulsory loan” refers to the proposal for a “capital levy,” which would be a huge prop-
erty tax on all real assets and productive enterprises, as a means of transferring a large portion 
of the private wealth of the society to the government as a method for the government to pay off 
its accumulated debt. The tax on capital would be set so high that taxpayers would be required 
either to liquidate their wealth or to borrow against their property to raise the amount owed un-
der the capital levy. See John V. Van Sickle, “The Capital Levy,” in Direct Taxation in Austria 
(Cambridge: Harvard University Press, 1931), pp. 136–71.—Ed.]

L5787.indb   250L5787.indb   250 2/9/12   1:22:26 PM2/9/12   1:22:26 PM



how can austria be saved? � 251

For the indigent who are incapable of working, government fi nancial 
support is to be introduced. This would cost incomparably less.

12. All obstacles to traffi c within the Austrian federation are to be re-
moved. If the provinces should resist, then nothing stands in the way of 
Vienna going fi rst with lifting all entry and residency restrictions for 
citizens and foreigners. A city based on commerce and trade should 
not impede entry and the sojourning of visitors in any way.

13. The prohibition against the importing and exporting of crowns 
from the country should be ended. It is only an illusion that such prohi-
bitions succeed in raising the foreign exchange value of the crown. In 
reality it has depressed the crown’s exchange rate since foreign specula-
tors no longer want to have anything to do with the crown. Besides, it 
does not matter if rather large amounts of crowns are purchased abroad 
for speculative purposes. Every request for crowns, even one for specu-
lation, drives the exchange rate up.

14. The Central Foreign Exchange Offi ce, the Central Offi ce for Im-
port, Export, and Transfers, and all offi ces that do not appear necessary 
for the carrying out of the above principles are to be abolished. The 
offi cials who are relieved of their duties are to be put on leave and, 
within a foreseeable time, dismissed. They will easily fi nd a job in a 
thriving market.

15. It is impossible to attract foreign capital into the country as long 
as the illusionary profi ts arising from devaluation of the currency are 
subject to taxation. Stabilizing the value of the currency will provide 
the necessary remedy. In order not to waste time, tax breaks should be 
granted for new industrial plants (and for the extension of water power) 
based on surpluses on the balance sheet and of income as specifi ed in 
the second and fourth chapters of the personal tax code; these calcula-
tions should be made in terms of dollar values.

I scarcely believe that there is a party in the country today that would 
be inclined to carry out this program. Nevertheless, I hope that that 
which is sensible and necessary will prevail.

5. [See Ludwig von Mises, “Vienna’s Political Relationship with the Provinces in Light of 
Economics,” (1919) in Richard M. Ebeling, ed., Selected Writings of Ludwig von Mises, vol. 
2, Between the Two World Wars: Monetary Disorder, Interventionism, Socialism, and the Great 
Depression (Indianapolis: Liberty Fund, 2002), pp. 97–118.—Ed.]
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Chapter 18

The Claims of Note Holders upon 
Liquidation of the Bank

The notes issued by the Austro-Hungarian Bank from the beginning 
of the war were only pro forma banknotes; in reality, they were govern-
ment notes. In order to avoid the unfavorable impression that issuing 
government notes would have made on the general public, the regime 
chose not to fi nance the war with its own notes, as it had done in 1866; 
instead, it inserted the Austro-Hungarian Bank as an intermediary be-
tween the issue of notes and the treasury. The notes made available by 
the Austro-Hungarian Bank to fi nance government expenditures were 
backed by nothing more than the various state securities that were the 
basis upon which the Bank directly and indirectly issued credit to the 
state.

The only promise that the holders of these notes had by this proce-
dure was that the state would redeem those securities by withdrawing 
from circulation a quantity of banknotes representing the equivalent of 
the value of the loans that had been granted to the state.

That the Bank was inserted as an intermediary into this process more 

1. [This article originally appeared in German in two parts in Neue Freie Presse (February 25 

and 26, 1921).—Ed.]
2. [This refers to the Austro-Prussian War of 1866, also known as the Seven Weeks War, between 
Prussia on the one side and Austria, Bavaria, Hanover, and a number of other smaller German 
states on the other. The Prussian victory resulted in Austria being excluded from the German 
Confederation that was then dominated by Prussia. The Austrian government fi nanced most 
of its war expenditures through a huge monetary expansion through the issue of government 
notes. The supply of paper money was increased from 80 million fl orins in circulation before 
the war to 300 million at its end.—Ed.]
3. [From July 1914 to October 1918, the Austro-Hungarian money supply increased by 977 per-
cent, from 3.4 billion crowns in circulation at the start of the First World War to 33.5 billion 
crowns at the end.—Ed.]
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for purposes of outward appearances than for any legitimate  reasons 
was shown by the regulations that aimed at restricting the Bank’s prof-
its from the issuance of these additional banknotes; instead, the pro-
ceeds were funneled back into the government treasury. A special tax 
was imposed on the Austro-Hungarian Bank on December 30, 1917, on 
top of those peacetime regulations that assured the state a large share 
of the proceeds from the Bank’s business.

It is clear, therefore, that the holders of the notes issued by the 
 Austro-Hungarian Bank can make no claim against the Bank other 
than that the legal status of the notes may not be set aside or that the 
holders of these notes are offered the possibility of converting their 
notes into a new legal form of payment. To view the holders of the 
notes as “creditors” of the Bank who can claim a specifi c amount of 
metallic money at a fi xed rate of exchange would involve a complete 
misunderstanding of how the current monetary policy developed.

It is true that it is written on the notes of the Austro-Hungarian Bank 
that the Bank is obliged to pay the bearer in legal metallic money. This 
wording has been on the notes in use in Austria-Hungary for decades, 
in spite of the fact that the Bank was exempt from redeeming its notes 
in metal. It was retained on the new notes issued after August 1, 1914, 
because of the desire not to change the customary appearance of the 
bills. Every note holder knew, however, that this promise had no real 
meaning. It is clear that no one would have thought that any note 
represented a claim to a specifi c amount of the gold supply held by 
the Bank.

If the note holders were to be given something more than what is 
due them by exchanging their existing notes at their current purchas-
ing power for a new legal means of payment, they would be receiving 
something that increased the value of those notes above their current 
purchasing power. For the individual note holder who had acquired 
them without the expectation of receiving such an extra sum, this 
would mean nothing less than receiving an unanticipated gift.

There is no doubt, of course, that holders of the notes of the Austro-
Hungarian Bank were most severely harmed by the monetary policy of 
the last few years. With the value of those notes continuously falling 
during this period, note holders traded them away at a lower purchas-
ing power than when they had acquired them. But this injustice in-
fl icted on note holders over the years cannot be rectifi ed now by  giving 
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them an “extra bonus.” Those who hold banknotes in their hands to-
day are not the same people who had been harmed over the years by 
the constant gradual decline in the value of those notes.

On the contrary, today the banknotes are mainly in the hands of 
those who constantly gained from the process of currency devaluation, 
and therefore were in a position to increase their wealth (if not abso-
lutely, then at least comparatively) during this time of general economic 
decline. Moreover, we must not forget that the damage that currency 
devaluation infl icted on people was not limited to their ownership of 
banknotes; besides the note holders, also harmed were those who had 
claims to lawful money and were therefore hurt by the decline in the 
rate of foreign exchange. These latter damages were far greater in ex-
tent than those that arose from the direct possession of banknotes, for 
these monetary claims play a far greater role in the modern economy 
than treasury securities.

Those who were harmed in this way by devaluation would not 
profi t at all by any belated indemnifi cation of present-day holders of 
banknotes.

Just as little could such a measure benefi t those whose losses arose 
from the fact that, during the gradual overall decline in the purchasing 
power of the currency, the prices of the goods and services that they 
sold rose more slowly than the market prices of the goods and services 
that they found it necessary to buy. For these sectors (for example, pub-
lic employees who have suffered because their income has not risen 
at the same speed as prices have increased) there would be no com-
pensation if the supply of notes which they have in their hands were to 
increase right now.

The entire note-issuing activity of the Bank falls completely outside 
the framework of the other business that it conducted and represents 
an independent branch, which was only externally connected with its 
other activities. Those who accepted the notes of the Austro- Hungarian 
Bank asked only whether the Bank was more or less sound. They were 
fully aware that the gold supply of the Austro-Hungarian Bank covered 
only a vanishingly small part of the notes issued; they nevertheless ac-
cepted the notes because they regarded them as the currency in circu-
lation, not because they cherished expectations regarding the assets of 
the Bank.

From the perspective of the preceding remarks, one can, in general, 
approve of points 1 to 7, 8, and 11 of Article 206 of the International 
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Treaty of Saint-Germain concerning the liquidation of the Austro-
Hungarian Bank. The governments of the successor states are required 
to convert the notes of the Austro-Hungarian Bank that are circulat-
ing in their territories into their own currency. The holders of those 
banknotes issued after October 27, 1918, are granted no other right than 
a claim to the debenture bonds on deposit with the Bank for the cov-
ering of those notes. This corresponds in its practical effects with the 
principles that were stated above, even if not the precise wording.

One should now expect that the same principles also apply to those 
banknotes that were in circulation before October 27, 1918. The holders 
of these notes received absolutely all to which they could make a claim 
through their conversion into the money of the country in which their 
notes were in circulation, in accordance with the regulation under 
point 4. The next step regarding these notes now must be that they are 
transferred to the Austro-Hungarian Bank by the successor government 
that took them out of circulation and replaced them in circulation with 
its own legal currency. Now, as an equivalent of transfer, the securities 
of the former Austro-Hungarian government that had been left with 
the Bank as cover for the banknotes that had been issued should be 
withdrawn and destroyed or refunded. The peace treaty provides for 
that too in point 4, even though it gives it a different name.

Even if in this way the debt of the former Austro-Hungarian state 
that arose from the issuing of notes is cancelled, there would still need 
to be an internal reckoning up among the successor states. This would 
involve evening out the difference between the amount of the securi-
ties represented by the delivery of the notes and the shares of the na-
tional debt of the former Austro-Hungarian state they would have to 
assume on the basis of agreement among each other.

4. [The Treaty of Saint-Germain (September 10, 1919) formally ended the war between Austria-
Hungary and the Allied Powers. It mandated the dismemberment of the Austro-Hungarian 
Empire into the separate states of the Republic of Austria, Hungary, and Czechoslovakia, with 
other portions of the empire being integrated into a reborn Poland, an enlarged Romania and 
Italy, and a newly created Yugoslavia, who were referred to as the “successor states.” Article 206, 
points 1–5 of the Treaty of Saint-Gemain referred to the procedures by which the former bank-
notes of the Austro-Hungarian Bank would be converted into the banknotes of the respective 
successor states; points 6–8 and 11 concerned the liquidation of the Austro-Hungarian Bank 
and the disposition of all claims against the Bank and its assets.—Ed.]
5. [In 1919–21, Ludwig von Mises was in charge of the section of the Austrian Reparations Com-
mission for the League of Nations concerned with the settling of the outstanding prewar debt of 
the Austro-Hungarian Empire. The commission’s task was to agree upon the rules under which 
each of the successor states would be responsible for a portion of the debt of the former empire. 
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But no further rights would be granted to the holders of those bank-
notes. Their claims against the Bank, as well as against the state that 
had taken those notes out of their hands and exchanged them for its 
own new currency, would be completely liquidated.

However, in the peace treaty, Article 206, point 9 has a provision 
that goes beyond this and grants to the note holders a special claim 
against the total assets of the Bank—“des droits égaux sur tout l’actif 
de la banque” [equal rights on all the assets of the Bank]; and, even 
though it is not said, the governments that have taken the notes out 
of circulation and then present them to the Reparations Commission 
appear as actual note holders. The character of the rights granted to 
the note holders in the form of an extra bonus becomes even clearer 
in that it is declared that the securities presented and deposited by the 
former and present governments of Austria and Hungary for the cover-
ing of various notes issued are not to be looked upon as components of 
those assets.

It is clear that the same provision that was intended under point 9 
also could have been given to the holders of notes issued up to Octo-
ber 27, 1918; that is, an equal right to the entire assets of the Bank, in 
addition to a right to a part of the corresponding securities deposited 
for the coverage of the note issue.

How little the right that is granted under point 9 can be reconciled 
with the nature of the original claims of the note holders is clearly un-
derstood from the character of the notes as currency in circulation. It 
would have been impossible to award ownership to individual note 
holders. Any attempt to carry this out could only be done by conceding 
that same right to the successor state that presented the notes to the 
Bank. In that form, it turns out to be a sort of “war reparation” that is 
granted to the successor states—at the expense of the other creditors 
and the stockholders of the Austro-Hungarian Bank.

But even in this form the assertion of this claim by the note holders 

See Ludwig von Mises, “The Currency Problem Prior to the Peace Conference,” (1919) in Rich-
ard M. Ebeling, ed., Selected Writings of Ludwig von Mises, vol. 2, Between the Two World Wars: 
Monetary Disorder, Interventionism, Socialism, and the Great Depression (Indianapolis: Liberty 
Fund, 2002), pp. 30–46.—Ed.]
6. [Article 206, point 9 of the Treaty of Saint-Germain says, “The currency notes issued by the 
bank on or prior to 27 October 1918, in so far as they are entitled to rank at all in conformity 
with this Article, shall all rank equally as claims against all the assets of the bank, other than 
the Austrian and Hungarian Government securities deposited as security for the various note 
issues.”—Ed.]
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is extraordinarily problematic. For the claim they can make against the 
Bank arising from possession of the notes is, again, nothing more than 
payment in the form of legal currency. This demand, however, already 
has been satisfi ed by the exchange of those notes for the new notes that 
circulate only in the country where the old notes were being held.

What more these holders of Austro-Hungarian Bank notes should be 
able to demand in this situation is therefore not at all clear. The other 
creditors of the Austro-Hungarian Bank—disregarding here the hold-
ers of mortgage bonds, whose position is special—have a claim to a 
specifi c amount in legal money. These other creditors fall into two cat-
egories: fi rst, those whose claims are for Austro-Hungarian Bank notes, 
for example, those who have giro credits to claim from the Bank. They 
are assigned Bank assets equal to the value of the notes to which they 
have a claim. It is clear to whom their claim goes.

But if possessors of banknotes that were issued before October 27, 
1918, and who fulfi ll the conditions applying for liquidation accord-
ing to point 9 of the peace treaty, have an equal right to raise claims 
against the total assets of the Bank, then it is immediately uncertain 
how these claims can be reconciled with the other claims that can be 
made against the Bank, as well. If the Austro-Hungarian Bank only had 
the creditors classifi ed under point 9, and no others, it would be con-
ceivable that (disregarding the rights of the stockholders) the liquida-
tion could be carried out in such a way that the total assets of the Bank 
could be distributed in equal portions to the note holders designated 
under point 9. (And let us speak no further about the blatant injustice 
and violation this would be to the vested rights of the stockholders.)

But since there are still other creditors who have specifi c amounts to 
claim against these assets—namely, those who hold foreign exchange 
or legal currency of a successor state—this method of distribution is 
utterly unfeasible; for there is no numerical criterion by which to de-
termine the claims of the note holders relative to those who are foreign 
exchange creditors of the Bank.

Therefore, if we do not wish to declare point 9 meaningless and 
unworkable, we can only grant it the meaning that is in conformity 
with the regulations under Article 206: a specifi c fund becomes avail-
able to distribute among the note holders who meet the conditions for 

7. [A “bank giro credit” is an arrangement under which a bank customer instructs their bank to 
transfer funds from their account to a benefi ciary designated by the bank customer.—Ed.]
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 liquidation. In this distribution, the holders of these notes do not com-
pete with any other rightful claims against the Bank. Under the treaty 
such a fund can refer only to the net assets of the Bank—that is, those 
assets of the Austro-Hungarian Bank that remain after the settlement 
of all the other specifi c quantitative claims have been met.

If point 9 is interpreted in this way, then any diffi culty disappears 
that might result from an alternative interpretation, namely that those 
who have a quantitatively determinable claim are in equal competition 
with those who have an aliquot portion to claim.

Regarding the claims that have suddenly been raised by the succes-
sor states against the gold stock of the Austro-Hungarian Bank, there is 
no foundation for it either in the peace treaty or in the older Austrian 
laws. As defi ned by the peace treaty, the Republic of Austria alone is 
entitled to levy any claims against the Bank to which the former Aus-
trian state in association with the Hungarian state were entitled con-
cerning a portion of the Bank’s profi ts and regarding delivery of that 
amount of the Bank’s gold stock that represents gold deposits made by 
the government.

Of course, the regulations under Article 206 could be understood 
to mean that after the liquidation had been carried out, governments 
of the successor states that had notes to present to the liquidation com-
mission would be entitled to make those claims against the Bank in 
proportion to the quantity of notes which the earlier Austrian and 
Hungarian governments were entitled to make upon the Bank.

However, no basis can be found for this solution to the problem. 
It would technically be a possible solution, something that cannot be 
said about the above interpretation concerning the rights of the note 
holders in relation to liquidation of the Bank. It also would have the 
consequence that it would leave undamaged the rights of the stock-
holders, whom the peace treaty certainly did not intend to harm. But 
even if one wanted to take this viewpoint, the claims which the succes-
sor states are currently making against the gold stock of the Bank are by 
no means justifi ed.

It is unnecessary to mention that enforcement of the regulations un-
der Article 206 requires certain supplementary arrangements with re-
gard to the diffi culties of distinguishing between those banknotes that 
were issued before or after October 27, 1918, and those that were inside 
or outside the Austro-Hungarian Monarchy on June 15, 1919. However, 
this is a diffi culty of implementation of Article 206 that is independent 
of the special diffi culties arising from the provisions of point 9.
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Chapter 19

The Austrian Currency Problem 
Thirty Years Ago and Today 

From March 8 to March 17, 1892, the government-convened Currency 
Inquiry Commission met in Vienna. The chairman was Finance Min-
ister [Emil] Steinbach; beside him stood the memorable Eugen von 
Böhm-Bawerk as section head. Thirty-six experts appeared before the 
commission to answer fi ve questions that were posed by the govern-
ment. No Austrian was left off the list of participants at the inquiry 
who had anything of importance to say on currency matters. Along 
with Carl Menger, the founder of the Austrian School of economics, 
there was Wilhelm von Lucam, the highly honored longtime secretary 
general of the Austro-Hungarian Bank; Moriz Benedikt, the publisher 
of Neue Freie Presse [New Free Press]; Theodor Thaussig, the spiritual 

1. [This article originally appeared in German in Neue Freie Presse (March 17, 1922).—Ed.]
2. See Chapter 1, “The Political-Economic Motives of the Austrian Currency Reform,” foot-
note 5.—Ed.]
3. [See Chapter 16, “On Carl Menger’s Eightieth Birthday,” footnote 11.—Ed.]
4. [The fi ve questions were (1) whether a gold standard should be adopted as the legal mon-
etary system of the Austro-Hungarian Empire; (2) if so, should it be monometallic or partly 
bimetallic with silver; (3) what should be the status of government notes in circulation; (4) how 
should the conversion be undertaken from the existing fl orin paper money standard to a gold 
standard; and (5) what should be chosen as the new monetary unit under a reformed monetary 
system?—Ed.]
5. [See “On Carl Menger’s Eightieth Birthday,” Chapter 16, in the present volume.—Ed.]
6. [Wilhelm von Lucam (1820–1900) was the secretary general of the Austro-Hungarian Bank 
in the middle decades of the nineteenth century, and was infl uential in introducing reforms 
restricting infl ationary policies of the Bank in support of government fi nancing. He worked 
closely with leading Viennese fi nanciers in an attempt to weather the economic storm that fol-
lowed the bank crisis of 1873.—Ed.]
7. [Moriz Benedikt (1849–1920) was the publisher and editor of the Vienna Neue Freie Presse. 
Under his leadership the newspaper promulgated liberal and free-market views. He published 
a series of articles on economic, commercial, and fi nancial subjects, which attracted consider-
able attention from businessmen and liberal intellectuals.—Ed.]
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leader of the Viennese banking world; and Theodor Hertzka, the well-
known writer on monetary matters and social policy. The thick quarto 
volume that makes up the stenographic minutes of the inquiry remains 
today a source for the best ideas on all matters relating to monetary 
policy.

The problem that Austrian fi nancial policy had to solve at that time 
was, of course, different from the one that we face today. At that time it 
had been more than a quarter of a century since the treasury’s last re-
course to the note-printing press to cover its budget defi cit. It had been 
decades since government paper notes had been issued and put into 
circulation, and the banknotes issued by the Austro-Hungarian Bank 
served strictly commercial purposes. A progressive devaluation of the 
currency was not the problem giving impetus for a new reform of the 
currency; instead the problem was a progressive increase in the value of 
the currency. The price for 100 gold guldens (250 gold francs) came to:

 Average for the year Austrian fl orin notes

 1887 125.25
 1888 122.87
 1889 118.58
 1890 115.48
 1891 115.83

Reform was being demanded in order to put an end to any further 
increase in the value of the Austrian currency. That was not diffi cult. 
To prevent any further decline in the foreign exchange rate on the Vi-
ennese stock market it was suffi cient to bring the paper fl orin into a 
legally fi xed relationship with gold, and to oblige the Austro-Hungar-
ian Bank to exchange its notes for any quantity of gold at this fi xed 
rate. Legislation sanctioned this method. After August 11, 1892, the day 
when the currency law went into effect, the value of the Austrian fl o-
rin (2 crowns according to the new denomination) essentially could 
not rise above the value of 2 francs, 10 centimes or 1 mark, 70.1 pfen-
nig. A limit on any upward movement of the foreign exchange rate was 
implemented only some years later with the introduction of specie pay-
ments as part of the foreign exchange policy of the Austro-Hungarian 

8. [Theodor Taussig (1849–1909) was an Austrian entrepreneur, governor of the Boden-Credit-
Anstalt, a joint-stock bank that was later merged with the older and stronger Österreichische 
Credit-Anstalt, with new capital provided by an international banking syndicate including 
J. P. Morgan and Company.—Ed.]
9. [See Chapter 1, “The Political-Economic Motives of the Austrian Currency Reform,” foot-
note 3.—Ed.]
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Bank. From that moment, Austria-Hungary had a gold (or gold-“core”) 
 standard—a “gold exchange standard”—similar to the one already in 
place in British India and many other countries, and one in accordance 
with the ideas developed by David Ricardo in his work “Proposals for 
an Economical and Secure Currency.”

Today there are a great many diffi culties for us to overcome before 
we can achieve a well-ordered currency situation. First of all, national 
budget defi cits must be eliminated, or at least care must be taken to 
see to it that budgetary shortfalls are not covered through use of the 
note-printing press. Only then will it be possible to think about solving 
the currency problem. Any other procedure would inevitably result in 
failure. The experiences of the last several years certainly should have 
convinced even the most zealous policy proponents of artifi cially stabi-
lized rates of exchange that all such attempts are completely futile.

In 1892, the adherents of the light fl orin and the proponents of the 
heavy fl orin stood in opposition to each other. The former wanted to 
decrease the value of the currency before exchange rate stabilization, 
while the latter wanted to raise it. Moriz Benedikt, who, through the 
accident of the alphabet, was the second speaker to take the fl oor in 
the fi rst session of the Inquiry Commission, rejected both proposals. 
“The best exchange rate after its public announcement will be the one 
that exerts the smallest infl uence on the current economic situation. 
The exchange rate, therefore, should be the one that comes closest to 
the actual conditions prevailing on the market.”

Carl Menger, the most distinguished among the members of the 
commission, endorsed this opinion. Menger stated that, with some 
reservations, he was in favor of the exchange rate at the moment of 
stabilization. Richard Lieben, also, was very decidedly in favor of the 

10. [See Chapter 10, “On the Goals of Trade Policy,” footnote 2.—Ed.]
11. [See “The Gold Exchange Standard,” Chapter 22, in the present volume.—Ed.]
12. [See Ludwig von Mises, “Foreign-Exchange Control Must Be Abolished,” (1919) in Rich-
ard M. Ebeling, ed., Selected Writings of Ludwig von Mises, vol. 2: Between the Two World Wars: 
Monetary Disorder, Interventionism, Socialism, and the Great Depression (Indianapolis: Liberty 
Fund, 2002), pp. 87–90.—Ed.]
13. [Richard Lieben (1842–1919) was a prominent Austrian economist who coauthored with Ru-
dolph Auspitz (1837–1906) Untersuchungen über die Theorie des Preises [Investigations on the 
Theory of Prices] (1889), an early and highly regarded mathematical formulation of the mar-
ginalist approach to prices and costs. See Ludwig von Mises, “Richard Lieben as Economist,” 
Neue Freie Presse, no. 19835 (November 14, 1919):

Auspitz and Lieben cannot really be considered as part of the Austrian School of econom-
ics, though in their ideas and arguments they were closely related to Menger and Böhm-
Bawerk. They preferred the mathematical method, which places them closer to the En-
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exchange rate existing at the moment of implementation. The argu-
ments upon which these three men gave their viewpoints are today still 
worth reading and taking into consideration.

Just like today, many raised the question at the time whether there 
might not be an outfl ow of gold due to the unfavorable balance of pay-
ments. It was thought that Austria, as a country with foreign debts, 
would not be able to keep its currency system in order for very long. 
None of the questions that the government put before the commission 
directly made reference to this question. Yet hardly any expert failed 
to address it. Of all the issues that were treated in the sessions of the 
commission, this one has the greatest importance for the present. Even 
if the concrete situation of today may be quite different from that of 
that earlier time, the fundamental solution of the problem remains the 
same under the conditions prevailing in the new Austria. An unfavor-
able balance of payments does not push up the rate of exchange for 
foreign money; instead, it is the effect of those interrelationships de-
scribed by Gresham’s well-known law. Nothing other than infl ation 
can endanger the stability of the value of money.

If the world had not departed from the principles followed by 
Bamberger, Michaelis, and Soetbeer in the creation of the Ger-

glishman William Stanley Jevons and the Swiss Leon Walras. Auspitz and Lieben may be 
placed next to these great names of modern economic theory: they, too, have performed a 
great service in advancing the theory of price. Their book is one of the richest in modern 
economics. Besides his [Lieben’s] main work, of importance are a number of smaller papers 
and articles mostly dealing with monetary issues. He was an unquestionable supporter of a 
“sound money” policy, and never tired of vigorously combating all infl ationary ideas. The 
present generation and posterity will have to admit that he was on the right track. The state-
ments that he made during the currency inquiry of 1892 were among the best said in a bril-
liant assembly of economists, and they can still be read today by anyone to their benefi t.

—Ed.]
14. [Gresham’s law was named after Sir Thomas Gresham (1517—79), fi nancier and advisor to 
Queen Elizabeth I. In a proclamation dated September 27, 1560, Gresham warned that since 
the government had fi xed the exchange rate between gold and silver at a level different from the 
market rate, the more undervalued coins were sure to be exported. In other words, the “bad” 
(overvalued) money would drive out the “good” (undervalued) money.—Ed.]
15. [See Chapter 1, “The Political-Economic Motives of the Austrian Currency Reform,” foot-
note 51.—Ed.]
16. [Otto Michaelis (1826–90), a German journalist and politician, was a staunch advocate of 
economic liberalism and free trade and one of the founders of the National Liberal Party. He 
served as chief editor of the economic section of the Berliner Nationalzeitung and a lecturer 
in the Federal Chancellery and Ministry of Finance. As a leading member of the National 
Congress in the Reichstag he led the fi ght for freedom of movement, abolition of restrictions on 
interest rates, and ending of compulsory guilds and tests for entry into crafts.—Ed.]
17. [See Chapter 1, “The Political-Economic Motives of the Austrian Currency Reform,” foot-
note 52.—Ed.]
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man gold standard, and if it had taken to heart the teachings presented 
in the arguments of the Austrian Currency Inquiry Commission, the 
monetary system would look a lot different today. The great monetary 
chaos through which we are passing confi rms anew the correctness 
of the teachings of the pioneers of “sound currency” and shows where 
infl ationism has to lead.
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Chapter 20

The Restoration of Austria’s 
Economic Situation

The current economic situation is the most dangerous facing the Aus-
trian state and its people since the crisis began with the overthrow and 
economic partition of the former Austro-Hungarian Monarchy. The 
possibility for an immediate catastrophe confronts us. The continued 
depreciation of the Austrian crown destroys all prospects for reestab-
lishing the state budget until a new bank of issue has been founded. 
It is not an improbable assumption that the state will be compelled to 
suspend all payments once it has become impossible to increase the 
circulation of banknotes—a possibility that entails almost unthinkable 
social consequences.

In this perilous situation, the Vienna Chamber of Commerce deems 
it necessary to make an appeal to the lawfully qualifi ed representa-
tives of Austrian economic life—the Chambers of Commerce and the 
Boards of Workers and Employees—to cooperate in working out, on a 
purely economic basis and free from all party infl uences, a program 
that can tide us over the current situation without a social collapse. We 
must not allow ourselves to once again design a plan for economic re-
construction that is founded primarily on catchwords and purely party 
points of view, and which is taken to be “the only one possible” due 
to a lack of necessary preparation and adequate counter-proposals. To 
the contrary, the political parties should be compelled to acquire a full 
mastery of the perspectives of the economically productive classes—
both workers and employers, equally.

1. [This paper, written in German, was prepared as a position statement for the Aus-
trian Chamber of Commerce and presented on August 28, 1922. It has not been previously 
published.—Ed.]
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In what follows, we propose to outline the foundations for such a 
program for the transition period. Our sole aim is to point out the es-
sentials for a discussion. We do not wish to assert that our ideas are the 
only correct or authoritative ones. Indeed, the discovery of the latter 
will be the purpose of the discussions.

Above all, no further time should be lost in discussing whether or 
not the Austrian state can have a viable independent existence; all dis-
cussion of this subject must remain academic. Only a long period of 
experience under normal conditions of economic life can provide an 
answer to this question. Similarly, pointing to the current idleness of 
our industry proves nothing about the viability of Austria, insomuch 
as this idleness can be brought to an end through appropriate shifts in 
production and reallocations of the workforce. A private enterprise may 
show a defi cit for several consecutive years without proving its inability 
to survive. Only if a cure for the problem is impossible would there be 
such a proof. For the present, therefore, valuable time should not be 
wasted on this question.

Our point of view is a purely practical one. The greater part of the 
state’s expenditures automatically increase on the basis of a cost-of-
 living index number. If the expenditures of the state are regulated by an 
index number, its receipts must be similarly regulated. In other words, 
the state must obtain a large proportion of its receipts in terms of a 
stable medium of exchange that is independent of the crown. Gold 
is such a medium. Receipts in gold, therefore, must be obtained in 
order to cover the given expenditures that are determined by this index 
number.

The railroads and the postal and telegraph services could be the 
fi rst to supply receipts in gold. The charges for these state enterprises 
would be fi xed in gold, and the equivalent in paper crowns calculated 
on the basis of the rate of exchange that is published weekly. It must be 
pointed out that the present tariffs for these services are far below their 
prewar level (calculated in gold); therefore, the entire transition to the 
new postwar level could only be brought about gradually over about a 
year’s time.

Considerable reductions in transport charges would have to be 
granted for the shipment of foodstuffs, essential raw materials, and 
coal. Also, efforts should be undertaken to alter those provisions in 
the peace treaty that require the same rates to be charged for foreign 
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goods in transit as those charged for goods destined for Austria. It is 
entirely unjust that Austria, as a leading transit country, should have 
to renounce all profi ts we might earn from the transport of coal and 
foodstuffs through our country.

If receipts from the railways and the postal and telegraph services 
were in gold, then the wages and salaries of the workmen and employ-
ees in these enterprises would no longer be paid on the basis of the cur-
rent index number system; they too would be calculated in amounts of 
gold. For the present, these wages and salaries could not be as high as 
in the prewar period; nevertheless, it would guarantee to the employ-
ees a more acceptable standard of living than the current paper money 
payments, which only exercise a corrupting infl uence and undermine 
the spirit of sound administration. At the same time, thought must be 
given to bringing the number of workmen and employees in these en-
terprises down to their prewar levels, and wherever possible to reduce 
it even further.

The purpose of these measures is to prevent bankruptcy of the state’s 
essential means of communication, the collapse of which would mean 
catastrophe. Of course, it would be necessary to bind the state by law 
to use all such receipts for the maintenance of these transportation and 
communication enterprises, and for the paying of salaries of all those 
employed by them.

Furthermore, the prices of all articles sold by state monopolies must 
be fi xed in gold, especially tobacco, which is a nonessential luxury.

On the other hand, all taxes that yield low returns and entail high 
administrative expenditures should be abolished. The number of taxes 
must be decreased, the tax collection system simplifi ed, and the yield 
from individual taxes increased as far as possible.

An important cause behind the idleness of our industry is admit-
tedly the excessive importation of alcoholic beverages; we are power-
less to prevent this, since we are forced to import them by neighboring 
states—especially Hungary and Italy—that otherwise would not have 
concluded commercial treaties with us. If, then, we cannot signifi -
cantly reduce their importation by prohibitions or restrictions, we can 
at least obtain a source of gold for the state by imposing a consumption 
tax on these luxury items, payable in gold.

In all countries, customs duties constitute an important source of 
gold receipts for the state. Efforts should be made, therefore, for an 
early introduction of the new tariff system that has already been drawn 
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up. However, it must be borne in mind from the start that Austria’s 
future depends on free trade, and provision should be made for the 
gradual abolition of the whole system of import duties.

It must not be forgotten, of course, that the result of such a general 
increase in government revenues will be to place a horribly heavy cost 
on all social classes, and inevitably there will occur a very noticeable 
stagnation. Undoubtedly, many fi nancially insecure enterprises will be 
ruined by this additional tax burden. It must be kept in mind, however, 
that any recovery of the Austrian economy cannot be successful with-
out sacrifi ce; there are many enterprises that came into existence in the 
last few years that do not possess the necessary capital to survive un-
der normal conditions. Furthermore, there are many recently founded 
enterprises in Austria whose existence is entirely due to the situation 
created by the depreciation of the currency and the general economic 
decline. All these enterprises will have to be sacrifi ced as part of the 
recovery process. It is quite impossible to save them. There need be no 
doubt, however, that the vigorous spirit of enterprise among the people 
who control such enterprises will fi nd other fi elds of activity more con-
ducive to the public good.

So far, we have primarily considered the question of getting the rev-
enues of the state on a proper footing. Now we will make a few propos-
als for fi ghting the general poverty of the country. The impoverishment 
of the Austrian economy has been brought about primarily by the de-
lusion that the crown possesses a stable value. This created erroneous 
ideas about how to evaluate the rise in prices under the current system 
of price controls. It has resulted in the greater part of Austria’s savings 
and industrial capital being eaten up in the course of the last few years. 
Price controls are inconsistent with liberal economic principles; how-
ever, they are not unbearable under a stable currency.

No respectable businessman desires to earn profi ts that are “usuri-
ous.” It would not be necessary to entirely abandon the system of price 
controls as long as sale prices are calculated in gold. The clearly false 
assumption that the crown is of stable value must be eliminated in the 
implementation of the law. It is a mistake to think that the consump-
tion of capital is harmful only for the owners of capital. It constitutes a 
far greater injury for the society as a whole. The capital within a coun-
try, regardless of who the owners are, earns interest, provides work, and 
enriches industry. A law that necessarily results in the consumption of 
capital is antisocial to the highest degree and, as present conditions in 
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Austrian industry show, causes unemployment, indebtedness, and scar-
city. It must be strongly demanded, therefore, that the basis for calcu-
lating sale prices should be the value of those goods in terms of gold.

But it is not only the price increases permitted under price controls 
that is the problem; it is also the problem of economic calculation in 
general with a depreciating paper money. Such calculations make it 
appear that profi ts are earned when in fact capital losses are experi-
enced. It exhausts the working capital in the country, and harms our 
foreign trade. Moreover, due to these false calculations, we suffer from 
the full force of antidumping regulations. The full extent of the harm 
done by these false economic calculations may be deduced from the 
fact that hardly any merchant is in the position to fi ll warehouses to 
the usual extent; nearly all warehouses today are but a vestige of their 
prewar circumstances. Currently, nearly every merchant and every in-
dustrial enterprise is obliged to resort to bank loans in order to carry on 
business. Many industries are forced to limit their output, not owing to 
lack of orders, but due to a lack of capital.

On the other hand, the loan market represents a continual source of 
losses to the banks.

Even the highest rate of interest cannot make good the loss incurred 
through currency depreciation. The banks are certainly heavily hit 
by the currency depreciation. Their capital resources have in general 
been overestimated. All large enterprises, therefore, fi nd it diffi cult to 
raise suffi cient funds to maintain their capital. Loans must be allowed 
to be calculated in terms of gold, also, so that the real cost of capital 
may be more correctly estimated. And interest must be calculated in 
gold as well, to enable banks to earn a suffi cient sum to gain back what 
they have lent and have the incentive to extend and continue lending 
to profi table enterprises.

A measure that would considerably contribute toward decreasing 
general social unrest would be to fi x wages concluded in collective bar-
gaining contracts in terms of gold; both employer and employee would 
have a more secure basis for economic calculation. Of course, even 
under this arrangement, the prewar level of wages will not be possible. 
For Austria, the wage standard should be that in neighboring competi-
tive countries (the successor states and Germany).

2. [See Ludwig von Mises, Nation, State, and Economy: Contributions to the Politics and His-
tory of Our Time (Indianapolis: Liberty Fund, [1919] 2006), pp. 132–35.—Ed.]
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English and American wage standards cannot be used as a basis of 
comparison. Wages in Austria that are calculated in gold will be lower 
because her goods are produced from raw materials and coal that are 
more costly to procure than in other places; moreover, Austria’s goods 
encounter high customs barriers in the areas to which it exports. The 
conditions of production in the new Austria are not as favorable as in 
the old state, and even then they were always more unfavorable than 
in other countries. If Austrian goods are to be able to compete abroad, 
wages calculated in gold will remain relatively far below their prewar 
level. Nevertheless, such a system of calculation on the basis of gold 
will be a considerable advance for both workmen and employers.

In order to prevent the hoarding of foreign securities and bills of 
exchange, for which there is presently an enormous demand in Austria 
and which results in a steady increase in their value, it is imperative 
that the Austrian Bank issue a banknote valued in gold. The bank will 
have to ensure the uninterrupted maintenance of the gold value of this 
note, and it must be accepted by the government as well as everyone in 
the country as being equivalent to gold. A necessary condition for this, 
of course, is for the state to have no infl uence whatsoever over the bank 
of issue.

The foregoing is a brief and of course incomplete outline of a 
transitional plan. Its main purpose is not to save the crown—that is 
 impossible—but to initiate a new policy on a solid foundation. It has the 
further advantage of enabling the essential government departments 
and their staffs to get over this time of crisis, and, in time, of reestab-
lishing the state’s budget on a solid gold basis. When this is achieved, it 
will be seen that Austria’s public debt is not so formidable after all. And 
the administrative machinery of the state, not being encumbered by 
armament expenditures, perhaps can rest on a more solid foundation 
than other countries that are considered to be far wealthier.

Compulsory measures, such as government controls on bills of ex-
change and securities, import and export prohibitions, and so on, have 
been purposely left out of the plan. Experience shows that all forms of 
government control are detrimental, and are wholly incapable of pre-
venting unfavorable developments. The fi rst consequence of govern-
ment compulsory measures is corruption, which is prejudicial to the 
authority of the state.

It is a fact that the power of our government is but slight, and scarcely 
makes itself felt outside Vienna. The government only discredits itself 
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by introducing compulsory measures, the enforcement of which re-
quires a powerful government machine. The recent reimplementation 
of government regulation over bills of exchange has clearly shown how 
futile such attempts must always remain. The supply of foreign securi-
ties and bills of exchange has now entirely ceased. Austrian owners of 
foreign securities avoid putting them on the market as best they can; 
and businessmen who can dispose of foreign money keep it out of Aus-
tria for as long as possible.

Furthermore, in more remote districts the government’s compulsory 
measures are entirely ignored. Experience amply shows that, for the 
time being, no positive results can be expected in Austria from com-
pulsory measures. A return to a well-founded administrative policy, ca-
pable of inspiring confi dence, will do more to improve the situation 
than any legislation or threats of punishment, however severe they may 
be. We must make up our minds to return from the extravagant in-
toxication of spending “billions” to the sober, more modest fi nancial 
fi gures of a smaller state. The object of the proposed plan is to avoid a 
sudden and disastrous collapse.
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Chapter 21

The Austrian Problem

In his recently published book The Suicide of a Nation, Dr. Siegfried 
Strakosch undertakes a thorough investigation of the problems facing 
the Austrian economy. Dr. Strakosch, who is active in industry and 
agriculture, and who, as a writer on agricultural policy, has earned a 
reputation that extends far beyond the borders of the German- speaking 
world, is more qualifi ed than almost anyone else to deal with this dif-
fi cult and complicated question. He untangles the problem as best it is 

1. [This article originally appeared in German in Neue Freie Presse (February 5, 1923).—Ed.]
2. [Siegfried Strakosch (1867–1933) was a prominent Austrian industrialist and agricultural ex-
pert. He was a principled economic liberal who opposed both protectionism and all govern-
ment subsidies for agriculture. See Ludwig von Mises, “Siegfried von Strakosch (1867–1933),” in 
Neue Österreichische Biographie ab 1815, vol. 15, Grosse Österreicher (Vienna: Amalthea-Verlag, 
1963), pp. 160–65:

Strakosch was one of the last representatives of that Austrian upper middle class that, in 
many ways, provided the character of Viennese life in the era of Emperor Francis Joseph. 
But his interests included far more [than only scientifi c and agricultural matters]. He was 
well acquainted with all the currents in intellectual and artistic life. He counted among 
his many friends most of the important musicians, writers, and visual artists. He had the 
gift of creative achievement for all to understand and appreciate. . . .  Strakosch clearly 
understood the contradiction in the economic and sociopolitical ideas in the agricultural 
circles. Around the declining old aristocracy were found landowners and peasant farm-
ers who supported a socialist program. Their ideal was a conservative state that would 
support the principle of the self-suffi cient farmer. This is what they had in mind when 
they spoke about the practice of moral values. But what was not explained was how such 
[agrarian] independence could be preserved with continued involvement of the state. Stra-
kosch stated quite correctly that every measure to “protect” and “favor” agriculture was a 
step down the road to socialism. . . .  In the years after World War I . . .  The vast majority 
of the electorate [in Austria] opposed the plan of a small band of Marxist fi rebrands who 
wanted to follow the Russian example. But the key word “socialization” was the dominat-
ing spirit of the time, and the government appointed a socialization commission that was 
entrusted with the theoretical task of preparing for the transformation of Austria into a so-
cialist society. The resistance of the “bourgeois” parties was primarily directed against the 
general political and cultural program of the socialists. They were less against the attempts 
to bring about socialization through step-by-step interventionist methods. Infl ation had 
ruined the state budget, but all of the resulting consequences were wrongly interpreted by 
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possible to do today. Those who come later will be able to gather more 
material and include many more details; but they will not be able to 
surpass him in his grasp of the deeper connections and his understand-
ing of the basic problem.

Austria is suffering from a fundamental problem: the dominance 
of socialist ideas in the country. The rule of the Social Democratic 
Party is unrestrained even though it does not have a majority among 
the population or in parliament; formally it is in the opposition. “The 
bourgeois parties stand fragmented and weak against the Social Dem-
ocrats, unable to draw any advantage from their impressive numerical 
superiority,” Strakosch points out. The Social Democrats rule because 
they have armed forces behind them, and because at every moment 
they can impose their will upon the populace by shutting down the 
transport facilities and the power stations. As long as their unbroken 
dominance continues, every attempt to put the country back on its feet 
must fail.

The national budget cannot be balanced if the numerous public en-
terprises are not closed; with their billions in defi cits, they frustrate ev-
ery attempt to put the public budget in order. Yet the Social Democrats 
do not allow the railroads, the tobacco factories, any of the municipal 
enterprises, or the cooperative institutions to be handed over to the 
private sector. The eight-hour day cannot be touched, even though it 
is clear that Austrian industry cannot become competitive as long as it 
remains in effect.

All that the economic policy of the socialist parties achieves is the 
taxing away of capital, which is converted into consumer goods and 

public opinion as being due to the shortcomings of the market order. This was the state of 
affairs that was dealt with by Strakosch in his book The Suicide of a Nation (1922). In plain 
words that anyone would understand, he showed that a change in economic policy was 
inevitable. Balance had to be restored to the public budget, and the currency had to be 
stabilized. The economy had to adjust to the new circumstances, and the spirit of entre-
preneurship had to be set free without bureaucratic obstacles getting in its way. That was 
the only way that Austria could be reconstructed. . . .  In an era of the destruction of old 
values and institutions, Siegfried von Strakosch was a man of constructive work. He united 
in his person scientifi c-technological knowledge and economic understanding; he was a 
businessman, an industrialist and a farmer; he was a successful writer and an economist; 
he was a friend, advisor, and colleague to all, in the fi rst third of the twentieth century. 
At a critical moment in Austrian history, even while some sincere patriots questioned the 
 “viability” of the new Austrian state, he was among that small band of pioneers working for 
a better future.

—Ed.]
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therefore eaten up. The only remedy recommended by the “fi scal pol-
icy” of the Social Democrats is the confi scation of physical wealth of 
all sorts, as well as the confi scation of currency, foreign credits, and 
securities. Consume and destroy, that is the fi nal end to their wisdom. 
“We hand out not only the people’s income, but far more,” says Stra-
kosch. “We consume not only income but wealth. What is falsely rep-
resented to us as national income, is only the smaller part of national 
income; the greater part is destroyed productive capital, the legacy of 
more industrious and less demanding times.”

The demagogue thinks only about today, and not about the future. 
Almost forty years ago René Stourm, the historian of the French Revo-
lution, masterfully characterized the principles behind the fi scal policy 
of the Jacobins.

The attitude of the Jacobins about fi nances can be quite simply stated 
as an utter exhaustion of the present at the expense of the future. They 
never worried about the morrow, handling all their affairs as though 
each day were the last. That approach distinguished all actions under-
taken during the Revolution. What permitted it to survive as long as it 
did was the fact that the day-to-day depletion of the resources accumu-
lated by a rich and powerful nation allowed unexpected large resources 
to come to the surface. The assignats, as long as they had any value at 
all, little as it might be, fl ooded the country in ever increasing quanti-
ties. The prospects of impending bankruptcy never stopped their being 
issued even for a moment. Only when the public absolutely refused to 
accept paper money of any kind, at no matter how low a value, did the 
issue of new notes come to a halt.

One cannot read Stourm’s description of capital levies and forced 
loans, of measures against the stock market and against currency 
speculation, of regulations concerning profi teering and food rationing 
without thinking of the policy that Austria has been practicing to its 
own detriment for ten years now. The dismal picture that Strakosch 
sketches is, unfortunately, only too true.

3. [René Stourm, Les Finances de l’Ancien Régime et de la Révolution [The Finances of the 
Old Regime and the Revolution], 2 vols. (Paris: Guillaumin et Cie, 1885).—Ed.]
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Chapter 22

The Gold-Exchange Standard

The Bismarck-Bamberger coinage reform of 1871–73 put an end to the 
fragmentation of the German currency and at the same time shifted 
the German currency system from one based on silver to one based 
on gold. The idea behind it was the view that in everyday commer-
cial transactions wider scope needed to be assigned to the use of gold 
coins.

The practice in England served as a model. In Germany things were 
never carried as far as in England, where all banknote denominations 
under fi ve pounds were suppressed. Nevertheless, all regulations con-
cerning banknote denominations and German Imperial Treasury cer-
tifi cates were clearly based on the idea that paper-money substitutes 
did not belong in the hands of the farmer, the worker, the craftsman, 
and the subordinate. It was considered an important task of the new 
German imperial monetary policy to “satisfy” the demand for gold, for 
which a not inconsiderable material sacrifi ce was made.

German sales of silver [to buy the gold needed to back the currency 
under the reform] were the impetus if not the primary cause for the de-
cline in the price of silver. This, and the fact that the action of Imperial 
Germany decided the controversy over the currency question in favor 
of gold, compelled India also to shift from the silver standard to the 
gold standard in the last decade of the nineteenth century.

The Indian government was not inclined to follow the German 
example in the technical details of carrying out the currency reform. 
Neither did the Indian government want to bear the great fi nancial 
sacrifi ce that supplying the economy with a large stock of gold would 
entail, including the selling off of a large amount of silver at what likely 
would be a falling price. It did not want to force the Indian population 

1. [This article was originally published in German in the Deutsche allgemeine Zeitung. 
 Ausgabe Grosse (February 24, 1925).—Ed.]
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to give up the ancient, inherited use of silver money and accept unac-
customed gold money.

But above all else, it feared the reaction that such policy measures 
would have on the movement of international gold prices. Such large 
purchases of gold to cover Indian fi nancial requirements would have 
driven the price of gold signifi cantly higher and exacerbated the gen-
eral decline in the prices of goods. In the fi rst half of the 1890s, this de-
cline in prices was still, at this time, the leading concern of statesmen 
in all the countries of the world.

Instead, India seized upon the expedient of having a gold standard 
without creating a circulation of gold in domestic transactions. The 
free coinage of silver was suspended; and after the accumulation of 
a currency reserve fund, the silver rupee was converted into a sort of 
silver banknote. Rupees were exchanged for gold and gold for rupees at 
a fi xed rate. Thus the rupee was brought into a fi xed relation to gold; 
if previously it had been the unit of a silver currency system, it now be-
came a money substitute for a gold standard. The monetary policy goal 
behind the Indian currency reform was achieved.

In the last decades before the war, the currency question was re-
solved in a whole series of Asian and American silver- and paper-
currency countries in a way similar to the reform in India. This new 
system also found its way into Europe. For example, Austria-Hungary 
began to create a gold standard following the German model without 
the actual circulation of gold. What was fi nally achieved—from around 
1900—was a gold standard without gold in circulation.

David Ricardo was the intellectual father of this new system, which 
bears the name “the gold-exchange standard,” or the gold-“core” cur-
rency. In a paper that was published in 1816 under the title “Proposals 
for an Economical and Secure Currency,” he recommended a metal-

2. [On the history of Indian monetary reform in the late nineteenth and early twentieth centu-
ries, see Edwin W. Kemmerer, Modern Currency Reforms: A History and Discussion of Recent 
Currency Reforms in India, Porto Rico, Philippine Islands, Straits Settlements, and Mexico (New 
York: Macmillan, 1916), pp. 3–154.—Ed.]
3. [David Ricardo (1772–1823) spent his formative years in his family’s brokerage business, until 
he retired at the age of forty-two after accumulating a large fortune. He devoted his time to the 
study of political economy, writing several infl uential essays on infl ation, gold, and monetary 
reform in the early nineteenth century during Britain’s wars with France. In 1817, he published 
his most famous work, The Principles of Political Economy and Taxation, which became a cor-
nerstone of the Classical system. Among his contributions was the development of the theory of 
comparative advantage. He served as a Member of Parliament in the House of Commons from 
1819 until his death.—Ed.]
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lic currency as the best and least costly currency system—a currency 
based on a noble metal (gold or silver)—but without the noble metal 
in actual circulation. In a conscious imitation of Ricardo’s forgotten 
proposals, Lindsey and Probyn recommended the gold-core standard 
as the best way out of India’s currency diffi culty.

The advantage offered by the gold-core standard, and what has made 
it attractive to fi nance ministers, is to be exclusively found in the fact 
that it reduces the higher costs connected with the actual use of gold in 
daily monetary transactions. Since this reduces the need for gold, the 
gold-core currency must be considered responsible for the fall in the 
price of gold, that is, for the general increase in the prices of goods.

As was mentioned earlier, the economizing on the use of gold was 
considered a singular advantage to the system. Perhaps if this causal 
connection between the lower demand for gold and the general rise in 
prices was clearly recognized, people would be more inclined to see it 
as a disadvantage.

The gold-core currency, however, is now practiced in such a way 
that a part of the currency reserve, and in many countries the entire 
reserve, is held as claims to gold in a gold-standard country in the form 
of gold-backed foreign exchange—and not in the form of actual gold 
(ingot or coins) in the domestic economy. The benefi t from investing 
the reserve currency in this way is clear: the gold-backed foreign ex-
change earns interest, while the stock of gold lies “unproductively” in 
the vaults of the national central bank.

The gold-core standard, however, has reached a critical turning 
point with this arrangement. It is clear, of course, that the investment 
of currency reserve funds in gold-backed foreign exchange cannot be-
come the general norm for all the countries of the world. At least one 
country must remain on an actual gold standard of the old type, or 
at least retain a gold-core standard with real metal, otherwise there 
would remain no place in the world where gold was used as a mon-
etary metal.

After the great infl ationary episode of the last several years, all the 
countries of the world have or are trying to put their monetary systems 
back in order on the basis of a gold-core standard with currency re-
serves invested in gold-backed foreign exchange. This can happen only 
for as long as a few countries are willing to absorb all this gold, espe-

4. [David Ricardo, “Proposals for an Economical and Secure Currency,” (1816) in Piero Sraffa, 
ed., The Works and Correspondence of David Ricardo, vol. 4, Pamphlets and Papers, 1815–1823 
(Cambridge: Cambridge University Press, 1951), pp. 41–141.—Ed.]
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cially the United States of America. It is doubtful, however, that in the 
long run the United States will be willing to bear this heavy burden.

It is highly unlikely that the United States will seriously give a hear-
ing to the proposals recommending that country “break away” from 
gold and shift to an Indian-type currency. The serious drawbacks that 
speak against the occasional proposals of Irving Fisher and John May-
nard Keynes are too great. However, the demand might be made that 
at least the richer and economically more powerful states of the world 
should either move back from the gold-core standard to the gold stan-
dard with actual gold in circulation, or at least commit themselves to 
the holding of a certain actual gold reserve.

The problems brought about by the recent development of the gold-
core standard so far have been treated in a stepmother-like fashion in 
the economics literature. Up to now, and especially in Germany and 
Austria, the gold-core standard has not been given the attention which 
it deserves; probably there are many for whom it is not clear that Ger-
many’s new currency is also a gold-core currency. There still prevail in 
public opinion many misunderstandings about the gold-core standard 
that have been spread through the writings of Heyn and Knapp.

For this reason, we welcome with particular satisfaction the fact that 
Dr. Fritz Machlup has undertaken to explain the gold-core standard 
in a monograph. Especially to be appreciated is an appendix with Ri -

5. [See Ludwig von Mises, “The Return to the Gold Standard,” (1924) in Richard M. Ebe-
ling, ed., Selected Writings of Ludwig von Mises, vol. 2, Between the Two World Wars: Monetary 
Disorder, Intervention, Socialism, and the Great Depression (Indianapolis: Liberty Fund, 2002), 
pp. 136–53, for Mises’s analysis and criticisms of Irving Fisher’s and John Maynard Keynes’s 
proposals.—Ed.]
6. [See Chapter 2, “The Problem of Legal Resumption of Specie Payments in Austria-
 Hungary,” footnote 10.—Ed.]
7. [Fritz Machlup (1902–83) was an internationally recognized economist for his writings on in-
ternational trade, fi nance, and currency; methodology of the social sciences; and market struc-
tures in his two major works, The Political Economy of Monopoly (1952) and The Economics of 
Sellers’ Competition (1952). He is also considered a pioneer in the development of the theory of 
the economics of knowledge in the three-volume work he completed before his death, Knowl-
edge: Its Creation, Distribution, and Economic Signifi cance (1980, 1982, 1984). He studied at the 
University of Vienna under Friedrich von Wieser, and Ludwig von Mises was his dissertation 
advisor for the book reviewed in this chapter. In Mises’s copy of the book, Fritz Machlup wrote 
the inscription “To my spiritual father.” Machlup also contributed to literature on the Austrian 
monetary and business cycle in The Stock Market, Credit, and Capital Formation (1940) and 
defended the Austrian theory of capital in his article “Professor Knight and the ‘Period of Pro-
duction,’” Journal of Political Economy (October 1935).—Ed.]
8. Die Goldkernwährung. Eine währungsgeschichtliche und währungstheoretische Untersu-
chung [The Gold-Core Standard: A Historical and Theoretical Monetary Investigation] by 
Dr. Fritz Machlup. With an appendix: translation of Ricardo’s currency plans from the year 
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cardo’s currency proposal of 1816 translated and made available for 
the fi rst time in the German language. In various particulars and 
even in many fundamental questions one may be of a different opin-
ion than those of the thoroughly expert and well-read author of this 
monograph.

One cannot contest, however, that we have here a sound work that 
deals with the whole sphere of problems in a comprehensive way, which 
covers the core questions with great skill, and seeks intelligently to pre-
pare the way for their solution. Until now, a book of this kind has been 
lacking from our monetary literature. Everyone who proposes to deal 
in a serious way with the question of monetary systems— especially 
the German system–should not merely look over this work but study 
it thoroughly. It offers the best foundation for the discussion of the fur-
ther development of the German and the European monetary system.

1816 by Dr. Wilhelm Frontowitz and Dr. Fritz Machlup (Halberstadt: H. Meyers Publisher, 
Abteilung Verlag, 1925).
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Chapter 23

The Social Democratic Agrarian Program

In spite of the collapse of the ideology of socialism, and the failure of 
its prescriptions for universal happiness, the Social Democratic Party 
has not disappeared from the scene. It continues to exist, even after 
renouncing its original program. And although it will not admit it, its 
new program now means: devour the wealth that has been accumu-
lated by capitalism.

In the Austrian Social Democratic Party’s agrarian program, this 
goal is presented to us in a more unmasked and open way than in the 
past. Large-scale agricultural enterprises operate far more effi ciently 
than the individual farmer on a small plot of land. The Social Demo-
crat’s agricultural program cannot deny this. But its program demands 
the expropriation of the large agricultural estates, and their transfer to 
government ownership—even though everyone knows that all such 
federal undertakings end up operating at a loss.

Twelve percent of the forest land in Austria is administered by the 
federal government, and its annual defi cit swallows up a million schil-
lings in tax money. In comparison, private owners of forest lands all 
operate at a profi t. Nevertheless, the Social Democrat’s agricultural 
program insists on the expropriation and nationalization of all large 
forest lands that are held in private hands.

These socialist forests, the program says, should be administered 
“not as capitalist for-profi t forests, but as socialist welfare woods.” This 
last phrase was certainly superfl uous, since all nationalized enterprises 
that we have had the “opportunity” to experience have freed us from 

1. [This was originally written in German as a foreword to Siegfried Strakosch’s Das sozial-
demokratische Agrarprogramm in seiner politischen und volkswirtschaftlichen Bedeutung [The 
Political and Economic Meaning of the Social Democratic Agricultural Program] (1926). The 
foreword was dated January 5, 1926.—Ed.]
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any fear that operations managed by government, or by cooperative 
enterprises, could ever yield a profi t!

In essence, the goal of the Social Democratic agricultural program 
is the transformation of a large part of the farming and forestry econ-
omy into a government-subsidized undertaking. Forests and products 
produced on the land would no longer be expected to yield any net 
profi ts. Those assigned to oversee the management of these lands are 
to be supported by funds supplied from other sources. Almost every 
paragraph in this agrarian program speaks of expenditures from the 
public coffers for the benefi t of agriculture.

For example, combined associations of cottagers and small farmers 
are to be “promoted from public means.” Expenditures from federal 
and regional funds also will be required to facilitate the provisioning 
of quality seeds, chemical fertilizers, good breeding stock, and for the 
setting up of agricultural machine stations and so on.

Where the fi nancial means to cover these expenditures are supposed 
to come from is, of course, never explained in this Social Democratic 
program. On the other hand, it is proposed to eliminate various pres-
ently existing taxes, for example, the taxes on sugar and wine. Doing 
away with the tax on wine would promote alcoholism! But such fac-
tual considerations seem not to have bothered the authors of this new 
Social Democratic agricultural program. There is precisely only one 
motive that has guided the composition of this program: its effect on 
the voters.

Up until now the Social Democratic Party, in all questions relat-
ing to agriculture, has exclusively “represented” the viewpoint of urban 
consumers. Right now, however, the party also needs the votes of the 
rural constituencies if it is to achieve political power; it therefore offers 
an agricultural program full of enticing promises. Will the farmers let 
themselves be deceived by this program? Will they realize that in the 
long run it will not be possible for the Social Democrats to impose fi -
nancial burdens on the urban population for the benefi t of agriculture? 
Won’t this sudden awakening of “interest” in agricultural matters by 
the Social Democratic Party seem suspicious?

Dr. Siegfried Strakosch, our most successful agriculturalist, who is 
at the same time a prominent natural scientist and a writer on eco-
nomics, has undertaken the task of examining the Social Democratic 
agricultural program in detail. When Dr. Strakosch speaks about agri-
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cultural policy, everyone in Austria can learn something, even if one 
may not completely agree with him on many economic issues.

The sober objectivity of his analysis will not fail to have its effect. 
Let us hope that it will open the eyes of many about the magnitude of 
the danger that carrying out of any part of the Social Democratic agri-
cultural program would create in our country.

2. [See Chapter 21, “The Austrian Problem,” footnote 2.—Ed.]
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Chapter 24

America and the Reconstruction of the 
European Economy 

Politically, Europe can expect no help from America for the solving of 
its own problems. Even in purely economic policy matters it is a fantasy 
to expect a remedy from the United States for the plight of Europe.

Until the fi nal decade of the last century the United States was prin-
cipally a supplier of raw materials and an importer of manufactured 
goods. For decades Europe constantly invested capital in the United 
States. The big factories that developed the wealth of the American 
economy had been fi nanced by European capital. A generation ago 
three-fi fths of all American railroads were controlled by London.

Although in the last years of the nineteenth century America had 
already begun to buy back occasional parcels of American securities 
from Europe, the debt of the United States to Europe rose constantly 
until the outbreak of the World War. Even conservative estimates cal-
culated that at the outbreak of the World War the debt of the United 
States to Europe amounted to more than fi ve billion dollars. While 
England and the capitalist states of the West were in fi rst place among 
the securities holders, even Austria participated, although with mod-
est amounts. The United States paid the interest on these debts by its 
enormous, yearly rising balance-of-trade surplus, which no longer only 

1. [This article originally was published in German in Mitteilungen des Hauptverbandes der In-
dustrie [Reports of the Chief Association of German Industry], vol. 8 (1927). It was fi rst delivered 
as a lecture at a meeting of the Austrian Industrial Association. During the three months from 
March 9 to May 31, 1926, Mises had toured the United States under the fi nancial auspices of the 
Laura Spelman (the Rockefeller) Foundation, visiting and lecturing in a dozen cities.—Ed.]
2. [This would be approximately $109.4 billion in 2010 dollars. In 1913, U.S. Gross Domestic 
Product (GDP) was 39.1 billion, or $855.8 billion in 2010 dollars. Thus, U.S. debt to European 
creditors was about 12.8 percent of GDP.—Ed.]
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resulted from the export of raw materials but also, now, in large part 
from the export of staple commodities and manufactured goods.

Even if the World War had not intervened, no doubt in the course of 
a number of years the rising surplus of the American balance of trade 
would have enabled the United States to pay off its debt to Europe 
and to change from the role of a capital-importing to that of a capital-
exporting country. The war enormously accelerated this development. 
Within a few years—almost overnight, one could say—America be-
came the great banker of the world.

At the end of 1925 American capital investment abroad was estimated 
by the Department of Commerce to be $10.5 billion, in comparison to 
about $3 billion of foreign capital investments in the United States. 
This does not include, however, the debts among the Allies. The trade 
balance from interest and capital gains is put at $355 million by the 
U.S. Commerce Department, to which $160 million in interest on debt 
owed by the Allies must be added. If one includes the surplus trade bal-
ance of $660 million plus fi lm rental charges of $75 million, it comes 
to a total of $1.424 billion on the credit side of the ledger. The counter-
entries in the American balance of payments are the expenditures of 
travelers in the amount of $560 million, $310 million sent back home 
by immigrants, and some smaller items coming to $63 million, adding 
up to a total of $922 million. The difference of about a half billion dol-
lars is covered by the surplus of new investments of American capital 
abroad beyond the sum of the repayments of debts and the purchase of 
American securities by foreigners.

It is estimated that in recent years new capital formation in the 
United States has amounted to about $10 billion, of which one to two 
billion are available for investment abroad. These are large amounts; 
they cannot, however, be fully counted upon. Against them one must 
put the mentioned repayments and purchases by foreigners. One must 
further consider that the limitation on immigration into America will 
fi nally bring about a reduction in the remittances of immigrants, since 
naturally the immigrants who have already been living in the United 
States for a long time and who have established families there hardly 
come into consideration in regard to money sent back home. The im-
migrants who go to America only for a short time and then return to 
Europe with their savings are basically not worth considering in the 
present circumstances.
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With the rising standard of living in the United States and the 
 organization of transoceanic steamship traffi c, the number of Ameri-
cans traveling abroad will grow, as will the sums they spend while visit-
ing abroad. On the other hand—and this is perhaps most important—it 
is to be expected that America’s trade balance surplus will decrease. 
The assumption that the American balance of trade must soon be-
come negative is no doubt exaggerated. It is, of course, true that in the 
fi rst eight months of 1926 there occurred an excess of $84 million in 
imports over exports; but that the inferences drawn from this were too 
hasty is shown by the fact that in September the American balance of 
trade had a surplus of $105 million.

Moreover, it would only be natural for America, as a creditor nation, 
to have a negative trade balance. The debtors to America really have 
no way to pay the interest and dividends they owe other than by the 
supplying of goods. American economic policy, which seeks to keep 
out foreign goods by an extremely high tariff system, must, in the end, 
collide with its investment activities abroad. All reasonable Americans 
admit that its high-protective-tariff policy is inconsistent with the de-
sire of the United States for the Allies to be able to pay the interest on 
and amortize their debts.

Nevertheless, the idea of a protective tariff is still extraordinarily 
popular in the United States today. It has support in those industries 
that demand duties to compensate for the difference in costs of pro-
duction between the United States and other countries. The literal ful-
fi lling of this desire would make any importation to the United States 
impossible, since, logically, only those goods can be imported into the 
United States for which the costs of production are lower abroad. The 
same goes for the demand by labor that all those goods be excluded 
from being imported into the United States that are produced abroad 
at lower wages. Since, as a consequence of the ban on immigration, 

3. [In 1922, the U.S. Congress passed the Fordney-McCumber Tariff Act, which increased 
the average ad valorem tariff rate to 38.5 percent, as a protectionist measure against foreign 
imports. It soon resulted in retaliatory trade restrictions against American goods in France, 
Spain, Italy, and Germany. Three years after Mises wrote this article, the U.S. Congress passed 
the Hawley-Smoot Tariff in 1930, which imposed an effective tax rate of about 60 percent on 
foreign imports into the United States, which again soon resulted in trade retaliation on the 
part of many other nations. The Hawley-Smoot Tariff is usually credited with exacerbating the 
intensity of the Great Depression, with international trade declining by around 30 percent dur-
ing 1930–33.—Ed.]
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wages are necessarily higher in America than anywhere else (with the 
exception of Australia), this too would mean a complete prohibition 
of imports. Essentially even the demand for allegedly more “reason-
able” tariffs amounts to the same thing, because a “reasonable” tariff is 
generally understood to mean one that makes it possible for domestic 
goods to compete successfully against foreign goods.

Even the farmers are partly in the camp of the protectionists insofar 
as they produce products that are in competition with foreign goods ex-
ported to the United States. The majority of American farmers realize, 
of course, that as an interest group concerned with exporting a part of 
their produce, they cannot benefi t from a protective tariff. They suffer 
from the fact that labor is made more expensive by the laws restricting 
immigration. At the same time, the prices for industrial products are 
raised due to the high protective tariff, while the farmers have been 
seriously affected by the fact that agricultural products have suffered 
a severe decline in price. It is the farmers who insist that the United 
States work toward a solution of the political conditions in Europe in 
order to strengthen European consumption demand for American 
goods.

In terms of America’s domestic economic policy, it is becoming a 
more and more prevalent idea that the government should control the 
economy. As a capital-exporting country, the United States under-
standably—but not logically—disapproves when other countries follow 
the same foreign economic policy that it practices toward other nations. 
The United States forcefully opposes efforts by Mexico to bring pro-
duction under the controls of the state. As a creditor nation, America 
must act against the attempts to nationalize and expropriate foreign-

4. [American farm groups attributed the rise in the prices of many manufactured goods used 
in agriculture to the reduction in foreign competition due to tariff restrictions on imports. For 
example, it was estimated that between 1918 and 1926, a fourteen-inch plow had doubled in 
price from $14 to $28; mowing machines from $45 to $95; and farm wagons from $85 to $150. 
On the other hand, by the mid-1920s, much of European agriculture had either normally recov-
ered from the destruction and disorganization of the First World War, or had been artifi cially 
stimulated by government protectionist measures; as a consequence, American food exports to 
Europe had signifi cantly decreased and, therefore, lowered American farming revenues from 
export sales.—Ed.]
5. [See Ludwig von Mises, “Changes in American Economic Policy,” (1926) in Richard M. 
Ebeling, ed., Selected Writings of Ludwig von Mises, vol. 2, Between the Two World Wars: 
 Monetary Disorder, Interventionism, Socialism, and the Great Depression (Indianapolis: Liberty 
Fund, 2002), pp. 160–62.—Ed.]
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owned property; and in the case of Mexico, U.S. resistance goes so far 
that bellicose developments are not beyond the realm of possibility.

America’s bad experiences with debtors’ unwillingness to pay, on the 
one hand, and the reduction in its balance of payments surplus, on the 
other hand, could result in the United States economically withdraw-
ing into its own territory to a far greater degree than is the case today. 
American industries that have enormously increased their production 
capacity, partly in the expectation of fi nding more favorable opportu-
nities for the sale of mass-produced articles on the world market, will 
have to make adjustments. This will mean the United States will both 
import less and export less, and especially invest less capital abroad.

Only an end to the general opposition to international trade can pre-
vent such a development. There would have to be a general elimina-
tion of tariff restrictions, as well as debtor nations renouncing, under 
whatever name, those policies that threaten foreign capital invested 
within their borders and therefore limit new capital investments.

Nevertheless, the United States is still rich enough to make signifi -
cant fi nancial sums available for the economic reconstruction of Eu-
rope. But America is not prepared to furnish the political, economic, 
or ideological leadership for this reconstruction. It is a mistake to as-
sume that the United States can contribute anything for the economic 
rebuilding of Europe other than fi nancial capital, for which profi table 
investment possibilities should be exploited.

6. [The Mexican Constitution of 1917 declared that the private ownership of land was no lon-
ger a right but a privilege, and that the state possessed the authority to seize land and redistrib-
ute it in the national interest. This included restrictions on foreign ownership and use of land 
and resources in Mexico. It fi nally culminated in the Mexican government’s nationalization of 
American and other foreign-owned oil companies in 1938. See Ludwig von Mises, “Mexico’s 
Economic Problems,” (1943) in Richard M. Ebeling, ed., Selected Writings of Ludwig von Mises, 
vol. 3, The Political Economy of International Reform and Reconstruction (Indianapolis: Liberty 
Fund, 2000), pp. 203–54.—Ed.]
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Chapter 25

The Currency and Finances of the 
Federal State of Austria

The basic ideas of the reconstruction plan that federal Chancellor 
Dr. Seipel decided to carry out when he assumed his duties in summer 
1922 were extremely clear and simple: the rejection of any further use 
of the printing press to fund state fi nances, restoration of a balanced 
budget, and fi xing the gold value of the crown. It was a complete re-
pudiation of the infl ationary and capital-consuming policies that were 
implemented in the fi rst days of the war, and which the postwar gov-
ernment—being dependent as it was on the destructionist mood of the 
masses—had carried to an extreme.

The difference between Seipel’s policies and the policies inaugu-
rated by the Social Democratic Chancellor Renner in 1918 is seen 
most clearly with the use they respectively made of foreign loans. The 
relief credits that foreign governments granted to Renner and his suc-
cessors, and against which they pledged Austria’s national property, 
were in the form of foodstuffs; their price was debited against the Aus-
trian state. The government sold these provisions to the populace at 
prices below their cost of production. The proceeds from their sale 
were used to fi nance current government expenditures, not to repay 

1. [This article was originally published in German in Deutsche Wirtschaftszeitung, vol. 25 
(September 20, 1928).—Ed.]
2. [Ignaz Seipel (1876–1932) was a Roman Catholic prelate and head of the Christian Social 
Party in Austria. He twice served as chancellor of Austria (1922–24 and 1926–29). In general he 
followed a policy of social welfarism and interventionism, but he opposed the more directly 
socialist policies advocated by the Austrian Social Democratic Party during this time. He most 
especially opposed the infl ationary policies of the immediate post–World War I period in Aus-
tria, and was able to bring the infl ation to an end in 1922–23 with the fi nancial and supervising 
assistance of the League of Nations.—Ed.]
3. [See Chapter 10, “On the Goals of Trade Policy,” footnote 23.—Ed.]
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the debt. The state loans received by Seipel, by contrast, were used for 
investments.

The stabilization of the gold value of the Austrian crown was com-
pletely successful. The rate of exchange was stabilized at 14,400 paper 
crowns = 1 gold crown. Under the law of December 20, 1924, the of-
fi cial designation schilling was introduced for 10,000 paper crowns and 
the designation groschen for the hundredth part of a schilling. The Aus-
trian National Bank is holding strictly to the regulations of the Bank 
Law. There is absolutely no use of the Bank, indirectly or directly, for 
the purposes of fi scal management.

The Austrian National Bank, which began its activity in January 
1923, is obligated to cover the entire quantity of banknotes in circula-
tion and those liabilities immediately payable on demand (minus the 
debt of the federal government) with its specie reserves; both currency 
and foreign exchange may be included for this purpose, at the rate of 
20 percent during the fi rst fi ve years, 24 percent during the following 
fi ve years, and at one-third thereafter. At the end of 1927, in fact, there 
were quantities of precious metals and foreign exchange worth about 
830 million schillings at the discretionary possession of the Austrian 
National Bank, meaning that 80 percent of the notes in circulation 
and giro obligations were fully covered.

The Austrian National Bank actually is not required to redeem its 
notes in specie. It has the obligation to make sure, by all means at its 
command, that until the redemption of the banknotes in metal be-
comes legally required, there should be no decline in the gold value of 
its notes. Obviously, it can fulfi ll this obligation in no other way than 
by actually exchanging its banknotes for foreign exchange at the legal, 
stabilized rate of exchange (one dollar = 7.10 schillings or one kilo-
gram of fi ne gold = 4723.20 schillings), and from which parity it does 
not deviate by more than the gold points beyond which it would be 
profi table to import or export gold. In order to fulfi ll this obligation the 
Austrian National Bank follows the policy that, decades ago, Wilhelm 

4. [See Ludwig von Mises, “The Direction of Austrian Financial Policy: A Retrospective and 
Prospective View,” (1935) in Richard M. Ebeling, ed., Selected Writings of Ludwig von Mises, 
vol. 2, Between the Two World Wars: Monetary Disorder, Interventionism, Socialism, and the 
Great Depression (Indianapolis: Liberty Fund, 2002), pp. 286–93, for Mises’s more detailed 
summary of the consequences of what he, there, calls the “Renner System” of fi scal misman-
agement and infl ation, and what followed in the 1920s.—Ed.]
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von Lucam called the fundamental rule for the conduct of a note-
issuing bank that does not redeem in specie, but which is determined 
to maintain the stability of the metal value of its notes: Do everything 
that a specie-paying bank would do and not do anything that a specie-
paying bank would not do.

The success of this stabilization policy can be seen in the fact that 
no one any longer talks about an Austrian currency problem.

As has already been mentioned, the precondition for this currency 
policy was the government’s renunciation of any further indirect or di-
rect use of the note press for the purposes of fi scal management.

The federal budget estimated for 1928 is given below:
The current budget, therefore, shows surpluses. A defi cit arises only 

because of investments.
The total income of the federal government from public taxes is esti-

mated at 934.8 million schillings. Of that amount only 698.4 million is 
left for the federation since 236.4 million is transferred to the provinces 
and municipalities. The proceeds from direct taxes are estimated at 
285 million schillings, of which 147 million schillings are attributable 
to the income tax, 52 million schillings to the general profi t tax (i.e., 
the profi t tax of those enterprises that are not obligated to tender public 
accounts), and 58 million schillings due to the corporate tax (i.e., the 
profi t tax of enterprises that are obliged to render public accounts). The 
proceeds from customs duties are estimated at 227 million schillings, 
and the proceeds from excise taxes at 85.7 million schillings. These 
direct taxes are clearly excessively oppressive, and it will be necessary 
to reduce them as soon as possible.

Compensation could easily be found in an increase in excise taxes 
since these have not yet reached their prewar level. This is especially 
blatant in the case of sugar. Sugar is taxed at 14.40 schillings per 100 kg 
as against 38 crowns before the war; hence the prewar tax was 3.8 times 
as high as the present tax. The proceeds from the stamp taxes and legal 
fees (including inheritance and gift taxes) are estimated at 102.3 million 
schillings. Of very special importance is the sales tax on goods, the 
proceeds of which are estimated to come to 215 million schillings. The 
tobacco monopoly is calculated to produce a net profi t of 183.1 million 

5. [See Chapter 19, “The Austrian Currency Problem Thirty Years Ago and Today,” footnote 
6.—Ed.]
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schillings, the salt monopoly some 13.3 million schillings, the national 
lottery some 10.3 million schillings, and the monopoly for gunpowder 
and explosives about 0.8 million schillings.

The conditions of federal public enterprises are hardly satisfactory. 
It is true that the post-and-telegraph offi ce is calculated to have a cash 
surplus of 0.6 million schillings, but the facilities have not been appro-
priately depreciated, and no doubt a considerable depreciation needs to 
be recorded; there is also an excess in personnel and ineffi cient man-
agement, which is characteristic of public enterprises. Similarly unfa-
vorable are the conditions of the federation’s abundant possession of 
forests; and even more unfavorable is the situation of the (fortunately 
not very extensive) national coal and steel enterprises.

The situation of the federal railroads is also extraordinarily unfavor-
able. The federal railroads were established as an “independent eco-
nomic body,” so that their activities do not appear in the national bud-
get. The fi gures concerning the railroads and the postal system given 
in the above summary of the federal pre-estimate include only the part 
of the departments which the tangled and artifi cial structure allows to 
go through in the national general accounts.

Whoever wants to be informed about the condition of the railroads 
must examine the business report of the “Austrian Federal Railroads” 
for the year 1927. The details of this report cannot be gone into within 
the framework of a short article. Anyone who evaluates the condition 
of the federal railroads from the viewpoint of national fi nances will be 
less interested in confi rmation of the universally known fact of their un-
profi tability; the real problem is how, or even whether, there can be any 
improvement in this situation as long as they remain public enterprises. 
The great expectations over the electrifi cation of the federal railroads 
seem not to have been fulfi lled, even though there are still differences 
of opinion among the experts; moreover, it should be pointed out that 
the fi nancial condition of the federal railroads will become even more 
unfavorable to the extent to which the highway network (which today 
is no longer adequate to meet modern demands) will be organized in 
such a way that motor transportation in Austria will acquire the same 
place in the modern system of transportation that it has elsewhere.

Let just one fact be highlighted from the federal railway report. The 
total business expenses of the federal rail system came to 550.5 million 
schillings in 1927. Of this amount 57 percent went to pay the wages of 
the current personnel and 17.4 percent to cover retirement pensions; 
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hence the combined outlays for personnel constitute three-quarters of 
total business expenses.

The fi nancial condition of the Austrian Federation would be far 
more favorable if the federation were not burdened with the owner-
ship and operation of the railroads, the post and telegraph system, the 
national forests, and the mines.

Moreover, the national administration is much too expensive. Aus-
tria consists of nine federal states. Five of these have fewer than 400,000 
inhabitants and seven have fewer than 1,000,000. The smallest federal 
state, Vorarlberg, numbers only 140,000. The constitutional right of au-
tonomy that was granted to the provinces has led to their setting up 
an excessively large administrative apparatus, which not only is exorbi-
tantly expensive but does not even work very well and, above all, only 
puts impediments in the way of economic activity. But the worst is that 
in the provinces and in the towns those who must raise the revenues 
do not decide on the expenditures.

We have already spoken about the remittances of the federation to 
the provinces, which represents more than a quarter of the provincial 
revenues. In the provincial diets there predominates among the elected 
representatives a rural or petty bourgeois mentality, which sees indus-
trial enterprises and especially banks as objects for unlimited taxation. 
It is even worse in the municipal chambers. The situation here is basi-
cally no different than in Germany; but it must be kept in mind that 
the Austrian economy is even less in a position to afford the luxury 
of a costly administration, along with superfl uous provincial and local 
socialistic experiments. The leading fi scal policy problem in Austria 
is the fi nancial regulation of the autonomous entities. The extent of 
the fi scal problem is clearly seen by the fact that the provincial and 
municipal budgets account for about six-tenths of the total budget of 
the federation.

Vienna, which constitutionally is both a province and a municipality 
at the same time, is in a far more favorable situation than the one pre-
vailing in the other provinces. In the period before the war the Chris-
tian Social Party developed a vigorous municipal socialistic system that 
monopolized the streetcars and the provision of electricity and gas, and 
set up various other economic operations. All these investments were 
fi nanced through loans, the burden of which was reduced to almost 
zero by the infl ation. The Social Democratic Party, which rules Vi-
enna today, consequently has taken over a rich inheritance. Moreover, 

L5787.indb   292L5787.indb   292 2/9/12   1:22:28 PM2/9/12   1:22:28 PM



the currency and finances of the federal state of austria � 293

Vienna succeeded in coming out extraordinarily well in its fi nancial 
arrangement with the federation.

Finally, the Social Democratic municipal administration exploits its 
taxing authority without any regard for the city’s economic capacity to 
pay. The municipal socialistic activity of the Vienna government very 
severely harms the development of the city. Vienna’s most important 
means of urban transportation is still the streetcar. The municipal gov-
ernment thwarts the development of modern autobus traffi c in order 
not to endanger its revenues from the streetcars and the metropolitan 
railway (the latter was turned over to the municipality gratis by the fed-
eral government and was electrifi ed in a way that was far too expen-
sive). Vienna has no subway since the municipality shrinks from this 
sort of enterprise, which might well make no profi t under city manage-
ment; on the other hand, private entrepreneurs are not allowed to set 
up a subway system due to the reigning socialistic bent of the city.

The development of an urban transportation system would be a far 
more benefi cial infl uence on the housing situation in Vienna than the 
construction of rental apartments. The Social Democratic thesis is that 
the housing shortage (in a city whose population of 2.2 million in 1914 
declined by 335,000 to 1.86 million in 1923) is not due to rent controls 
but merely the scarcity of housing. The municipal government in Vi-
enna undertook a brisk construction activity in the last few years. The 
city government spent on these projects 117 million schillings in 1926; 
for 1927, 118 million schillings are projected for the same purpose and 
76 million schillings for 1928.

To pay for these expenditures a special-purpose tax was imposed, 
but it covered only a part of the outlays. For 1927 the yield from this 
special tax is estimated to be 35.3 million schillings, not even a third 
of the amount spent on housing construction. In reality it is fi nancial 
transfers from the federation that make building activity possible for the 

6. [In the mid-1920s, one Vienna newspaper referred to the fi scal policy of the Social Demo-
cratic government in control of the city as “the success of the tax vampires.” See Richard M. 
Ebeling, “The Economist as the Historian of Decline: Ludwig von Mises and Austria Be-
tween the Two World Wars,” in Political Economy, Public Policy, and Monetary Economics: 
Ludwig von Mises and the Austrian Tradition (London: Routledge, 2010), pp. 88–140, especially 
pp. 96–98.—Ed.]
7. [On the negative impact of rent controls imposed on residential housing in Vienna during 
this time, see F. A. Hayek, “The Repercussions of Rent Restrictions,” (1928) in Walter Block 
and Edgar O. Olsen, eds., Rent Control: Myths and Realities (Vancouver: The Fraser Institute, 
1981), pp. 87–103.—Ed.]
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municipalities. In 1926, the last year for which the fi gures have already 
been published, the proportion of general federal revenue transferred 
from the federation to Vienna amounted to 118.2 million schillings, 
which approximately equaled the expenditure by the City of Vienna 
for residential building and housing-project construction.

Austria’s future fi scal policy, fi rst of all, must be directed toward cut-
ting back on the direct taxes that impose a heavy burden on industry. 
This is necessary in order to stimulate investment activity, attract for-
eign capital, and strengthen the competitiveness of our industry on the 
world market. It must be acknowledged that much has been done in 
this area in recent years. The corporate tax rate has been lowered from 
36 percent to 25 percent; some oppressive regulations connected with 
the pension tax have been eliminated; some tax encouragements for 
investment have been created; and the regulations relating to the per-
sonal tax law have been moderated.

All this, however, is still far from enough. It will not be possible to 
avoid radical reforms in the area of provincial and local taxes, espe-
cially in Vienna. This is true in the fi rst place in reference to the hotel 
tax, which hampers the development of the tourist industry and has 
far more importance for Austria than it has for Germany. To carry out 
these reforms it will be necessary to simplify the administrative appa-
ratus, especially in the provinces and municipalities, and to eliminate 
superfl uous expenses. The crucial problem, however, relates to the 
public enterprises, above all the national railways.

One can see, then, that the fi nancial problems that Austrian fi scal 
policy is confronted with are basically the same fi scal policy problems 
that other European states have to solve. For the present, Austria’s fi -
nancial situation is by no means disadvantageous; the treasury hold-
ings of the federal fi nance administration are very considerable, the 
balance of the federal budget is not endangered, and the fi nancial dif-
fi culties of a number of provinces and municipalities could be sorted 
out with a bit of good will. Hence the task of reconstruction that Seipel 
tackled in 1922 has unquestionably succeeded.

Today, Austria’s fi scal policy problem is a problem of production. 
Not all the factors affecting costs of production in the Austrian econ-
omy can be infl uenced by domestic economic policy measures. The 
raw materials and semimanufactured goods that Austria has to import 
from abroad must be paid for at world-market prices. As a capital-poor 
country, Austria must have recourse to foreign capital; it follows that 
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profi t and interest rates have to be higher in Austria than in the major-
ity of the industrial states that compete with her. The labor unions use 
all the means at their disposal to resist a lowering of wages.

A reduction in costs of production, which is an unavoidable precon-
dition for an increase in Austrian exports and a decrease in imports, 
therefore, must be attempted, fi rst of all, through a reduction in the 
taxes that burden industry.
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Chapter 26

The Economic Crisis and Lessons 
for Banking Policy 

The events of the last few weeks have made obvious to everyone the de-
fects in the German and Austrian banking systems, which previously 
were recognized by only a few.

At least until very recently, English and American banks have acted, 
in principle, purely as bankers in the classical sense of the term. That 
is, they have viewed their primary business to be the lending of money. 
The development of German banking activity made them not merely 
banks but also put them in the business of being industrial holding 
companies and investment trusts. This development did not occur 
through any logical process. In the beginning, German banks also lim-
ited themselves to the granting of credit. They ended up becoming 
partners in the businesses to which they had granted credit because 
they lent too much to these enterprises in proportion to their own 
capital. These banks were plunged into diffi culties when there were 
attempts for immediate conversion of those enterprises’ stocks and de-
bentures into cash.

1. [This article originally appeared in German in the Allgemeiner Tarifanzeiger (August 1, 1931). 
For Mises’s general analysis of the causes, consequences, and cures for the Great Depression, 
see Ludwig von Mises, “The Causes of the Economic Crisis,” (1931) in The Causes of the Eco-
nomic Crisis, and Other Essays Before and After the Great Depression (Auburn, Ala.: Ludwig 
von Mises Institute, 2006), pp. 155–181; also, Mises, “The Economic Crisis and Capitalism,” 
(1931) in Richard M. Ebeling, ed., Selected Writings of Ludwig von Mises, vol. 2, Between the 
Two World Wars: Monetary Disorder, Interventionism, Socialism, and the Great Depression (In-
dianapolis: Liberty Fund, 2002), pp. 169–73; and for a general exposition of the Austrian theory 
of the trade cycle in the context of an analysis of the causes of and policy cures for the Great 
Depression in comparison to the Keynesian approach, see Richard M. Ebeling, “The Austrian 
Economists and the Keynesian Revolution: The Great Depression and the Economics of the 
Short Run,” in Political Economy, Public Policy, and Monetary Economics: Ludwig von Mises 
and the Austrian Tradition (London: Routledge, 2010), pp. 203–72.—Ed.]
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Gradually, banks were pushed out of the role of creditor into the 
role of the chief interested party. As a result, these banks no longer 
faced those enterprises with the critical eye of a banker who carefully 
judges the businesses’ prospects as debtors, and who constantly evalu-
ates the borrower’s creditworthiness in order to limit or withdraw lines 
of credit if changing circumstances warrant it. These banks no longer 
looked at businesses’ activities from the standpoint of a lender but from 
the viewpoint of the borrower. When the monitoring function that the 
lending institution normally exercises over businesses fell by the way-
side, an essential regulator of the money market disappeared in fact if 
not in name.

The news media would appropriately offer strong criticisms of any 
combination of the banking business with production and trading 
activities, when individual enterprises and business fi rms made at-
tempts to publicly raise investment money. But it was overlooked that 
at many respected banks that had readily put money into risky ventures 
 (including three major banks in Vienna and Berlin that have recently 
failed) conditions were no better. The independence of these banks 
from industrial enterprises was in many cases purely formal in the le-
gal sense.

The representatives of the banks who had to decide on the grant-
ing of credit were, unfortunately, in many instances, identical with 
the representatives of the debtors who appealed for loans and credit 
expansion. When writers on the economy spoke out against this com-
bining of banking and industry, those in banking labeled them ivory-
tower theoreticians. Modern conditions, it was said, absolutely demand 
the amalgamation of banking and industry. The failure of this system 
clearly proves who was right. The more cautious the bank was in the 
establishment of its associations, the better off it is today.

The most pressing reform that must be pushed for is the elimina-
tion of the existing close ties between the banks and industrial com-
binations. Everyone agrees with this. Of course, this goal can be only 
slowly achieved. It will be years before it will be possible to transfer the 

2. [A leading Austrian bank, Credit-Anstaldt, declared bankruptcy on May 11, 1931, when under 
Austrian banking law it had reached the threshold of losing more than half of its capital, due 
to demands from foreign and domestic depositors and lenders for withdrawals of sums owed to 
them. In May 1931, as well, the prominent German Danot-Bank fell into bankruptcy due to de-
mands by depositors. The same happened to a series of other German banks in the weeks after 
Danot-Bank’s collapse.—Ed.]
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large debts of many enterprises from the banks to the public through 
the issuing of stocks and bonds. Recent experience has caused severe 
mistrust of stocks and bonds issued by industry, and this mistrust will 
not be quickly overcome. But the distrust is even stronger against stocks 
issued by banks, due to the serious doubts about their connections with 
industry.

This situation will necessarily lead these banks to loosen their ties 
with industry, or in any case to structure them so transparently that, 
at least to some extent, an outsider will be able to evaluate the rela-
tionship. Banks will, no doubt, be pushed in this direction due to the 
greater carefulness that American, English, and Dutch banks will prac-
tice in extending credit in the future. It may be expected that bankers 
in these foreign countries will want to see their debtors carry out that 
highly valued system of division of labor in the banking industry.

The intimate connection between banking and industry resulted in 
banks investing in industrial undertakings from which it was impos-
sible to quickly withdraw the money invested, while they were com-
mitted to pay back money in the short term to their depositors. The 
well-known golden rule of banking, that a bank should never extend 
credit in the form of gold-backed banknotes and checkable deposits for 
a period longer than it receives funds from its depositors, is, of course, 
not possible for banks that issue currency and fi duciary media. But it 
should be strictly followed in all other banking matters. It is unneces-
sary to emphasize that it is not very wise to take in hundreds of millions 
under the obligation to pay on demand or at short notice, and to use an 
equivalent sum of money to buy industrial stocks or lend to enterprises 
that use the borrowed funds for longer-term capital investments.

Concerning interest rates, a clearer distinction will have to be made 
than in the past between deposits that are payable on demand or on 
short notice and deposits that are left on deposit for longer periods 
of time. Particular care must be taken that the savings of the general 
public are deposited only on a long-term basis to minimize the danger 
of bank runs. But it must also be insisted that in their regular reports 
banks should provide precise information about the dates when money 
they have lent will be repaid in relation to their outstanding deposit 
obligations.

3. [See Ludwig von Mises, “Senior’s Lectures on Monetary Problems,” (1933) in Richard M. 
Ebeling, ed., Money, Method, and the Market Process: Essays by Ludwig von Mises (Norwell, 
Mass.: Kluwer Academic Press, 1990), pp. 104–9, especially pp. 107–8:
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Secret dealings have turned out to be especially harmful for the 
banks. It has been discovered that often there were reasons for the taci-
turnity in bank reports as a means of covering up the losses being suf-
fered. Oversight by the general public is an indispensible element in 
maintaining the soundness of our banking institutions.

Deposits subject to cheques and savings deposits are two entirely different things. The 
saver wishes to entrust his money for a longer period; he wishes to get interest. The bank 
that receives his money has to lend it to business. A withdrawal of the money entrusted to 
it by the saver can only take place in the same measure as the bank is able to get back the 
money it has lent. As the total amount of the saving deposits is working in the country’s 
business, a total withdrawal is not possible. The individual saver can get back his money 
from the bank, but not all savers at the same time. That does not mean that the bank is 
unsound. It does not become unsound until the banks explicitly or tacitly promise what 
they cannot perform: to pay back the savings at call or at short notice.

The deposits subject to cheques have a different purpose. They are the businessman’s 
cash like coins and banknotes. The depositor intends to dispose of them day by day. He 
does not demand interest, or at least he would entrust the money to the bank even without 
interest. The bank, to be sure, could not earn anything if it were to hold the whole amount 
of these deposits available. It has to lend the money at short notice to business. If all deposi-
tors simultaneously were to ask for their deposits back, it could not meet the demand. This 
fact that a bank which issues notes or receives deposits subject to cheque cannot hold the 
total amount corresponding to the notes in circulation and to the deposits in its vaults, and 
therefore can never redeem at once the total amount of its liabilities of this kind, is the 
knotty problem of banking policy. It is the consideration of this diffi culty that has to gov-
ern the credit policy of the banks that issue notes or receive deposits subject to cheque. It is 
this consideration that led to the legislation that limits the issue of banknotes and imposes 
on the central banks the retention of a reserve fund of a certain magnitude.

But the case of the savings deposits is different. Since the saver does not need the depos-
ited sum at call or short notice it is not necessary that the savings bank and the other banks 
that take over such deposits should promise repayment at call or short notice. Neverthe-
less, this is what they did. And so they became exposed to the dangers of a panic. They 
would not have run this danger, if they had accepted saving deposits only on condition 
that withdrawal must be notifi ed some months ahead.

—Ed.]
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Chapter 27

The Economic System of Interventionism

Two economic systems are struggling for supremacy. On the one hand 
there is the capitalist system—that is, private ownership of the means 
of production—advocated by liberalism; on the other hand, there is 
the socialist or communist system—that is, collective ownership of the 
means of production supported by socialists of all shades. Between 
these two systems, however, there is a third system, interventionism, 
which its adherents and supporters claim is neither socialism nor capi-
talism, and avoids the drawbacks of both while combining the advan-
tages of each. It is applied today by almost all governments, and virtu-
ally all political parties advocate it in one or another form.

1. [This article originally appeared in German in Mitteilungen des Deutschen Hauptverbandes 
der Industrie, vol. 11, no. 31 (July 31, 1930).—Ed.]
2. [On Mises’s general critique of the “impossibility” of comprehensive socialist central plan-
ning in replacing a functioning, competitive market economy due to the former’s inability to 
undertake effi cient “economic calculation” for allocating scarce factors of production among 
competing uses in a complex system of division of labor, see Ludwig von Mises, “Economic 
Calculation in the Socialist Commonwealth,” (1920) in F. A. von Hayek, Collectivist Economic 
Planning: Critical Studies on the Possibilities of Socialism (London: George Routledge, 1935), 
pp. 87–130, and Socialism: An Economic and Sociological Analysis (Indianapolis: Liberty Fund, 
[1951] 1981), especially pp. 95–194, also, Bureaucracy (Indianapolis: Liberty Fund, [1944] 2007), 
especially pp. 17–46, and Human Action: A Treatise on Economics (Irvington-on-Hudson, N.Y.: 
Foundation for Economic Education, 4th rev. ed., 1996), pp. 689–715. In addition, see Rich-
ard M. Ebeling, “Economic Calculation Under Socialism: Ludwig von Mises and His Prede-
cessors,” in Austrian Economics and the Political Economy of Freedom (Northampton, Mass.: 
Edward Elgar, 2003), pp. 101–35, and “Why Socialism is ‘Impossible,’” The Freeman: Ideas on 
Liberty (October 2004), pp. 8–12.—Ed.]
3. [On the “Austrian” theory on the nature, workings, and limits of interventionism as an eco-
nomic system in place of the competitive market economy, also see Ludwig von Mises, Liberal-
ism: The Classical Tradition (Indianapolis: Liberty Fund, [1927] 2005), pp. 37–75, Critique of In-
terventionism (Irvington-on-Hudson, N.Y.: Foundation for Economic Education, [1929] 1996), 
Interventionism: An Economic Analysis (Irvington-on-Hudson, N.Y.: Foundation for Economic 
Education, [1940] 1998), Human Action, pp. 716–79, and Planning for Freedom: How the Market 
System Works (Indianapolis: Liberty Fund, [1980] 2008). Also, Murray N. Rothbard, Power and 
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Interventionism does not want to abolish private ownership of the 
means of production but only to restrict it. It declares, on the one hand, 
that unlimited private ownership of the means of production is harm-
ful to society; but it maintains, on the other hand, that public owner-
ship of the means of production—socialism—is, either in general or at 
least for the time being, impractical. Thus it wants to create some third 
way: a state of society that is midway between private ownership of the 
means of production, on the one hand, and collective ownership of the 
means of production, on the other hand. In this way the “excesses” and 
damages of capitalism are supposed to be prevented, while the advan-
tages of free initiative and vitality, which socialism cannot provide, are 
preserved.

The method that is used is “interventions” in economic life. By such 
interventions we mean isolated commands of social control (through 
the regulation of the state) that force the owners of the means of pro-
duction and the entrepreneurs to use the means of production at their 
disposal in a way different than they otherwise would. “Isolated com-
mands” means that the commands do not form a part of a system of 
interventions that regulates all production and distribution, and would 
thereby eliminate private ownership of the means of production and 
put collective ownership (socialism) in its place. The commands that 
we have in mind, no matter how much they may pile up, are to be re-
garded as isolated commands as long as they are not issued as a plan to 
direct the whole economy in place of the individuals’ pursuit of profi t 
guided by the forces of the market. The term “means of production” is 
to be understood to mean all goods of a higher order, that is, all goods 
that are not yet ready for use or consumption by the consumers; this 
includes all those goods that retailers have in stock and are designated 
as “ready for use” in the commercial sense.

The interventions can be of two kinds: they can be either produc-
tion-restricting interventions, that is, orders that directly obstruct or 
impede production, or price-restricting interventions, which amount to 

Market: The Government and the Economy (Menlo Park, Calif.: Institute for Humane Studies, 
1970); Israel M. Kirzner, “The Perils of Regulation: A Market-Process Approach,” in Discovery 
and the Capitalist Process (Chicago: University of Chicago Press, 1985), pp. 119–49; Sanford 
Ikeda, Dynamics of the Mixed Economy: Toward a Theory of Interventionism (London: Rout-
ledge, 1997); and Richard M. Ebeling, “The Free Market and the Interventionist State: The Po-
litical Economy of Public Policy,” in Austrian Economics and the Political Economy of Freedom, 
pp. 203–30.—Ed.]
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the same thing as setting the prices of goods and services other than as 
they would be formed on the unhampered market.

Production-restricting interventions, by their very nature, can have 
no other effect than to reduce the productivity of economic activity. 
No more will be said about them here. We will limit ourselves exclu-
sively to the treatment of price-restricting interventions; for this pur-
pose we will investigate price controls ordered by the authorities that 
legally specify a maximum price.

At the price that is formed on the unhampered market, or would 
have been formed if the government had not prevented the free for-
mation of prices, the costs of production are covered by revenues. If a 
lower price is ordered by the authorities, the revenues fall below costs. 
If it is not a question of nondurable goods that can undergo a rapid loss 
of value if kept in storage, the dealers and producers will refrain from 
selling them in order to hold on to their goods in the hope of more 
favorable times, for instance, in the expectation that the offi cial order 
will soon be rescinded. If the authorities do not want their command 
to result in the product in question completely disappearing from the 
market, they cannot limit themselves to fi xing the price; at the same 
time, they must also order that all existing stocks be sold at the pre-
scribed price.

But even that does not suffi ce; at the ideal market price, supply and 
demand would have matched each other. Now, since the price has 
been set lower by offi cial decree, the quantity demanded has increased 
while the supply remains unchanged. The available supplies are not 
enough to satisfy fully all who are ready to pay the prescribed price. 
The market mechanism that normally brings supply and demand into 
balance by changes in price no longer operates. Now people who would 
be ready to pay the price prescribed by the authorities must leave the 
market without having achieved what they want. Those who got there 
earlier or who know how to exploit some personal relationship with 
the sellers have already acquired the entire supply; the others are left 
empty-handed. If the authorities want to avoid this consequence of 
their intervention, which goes directly counter to their intentions, they 
must go further and add rationing to the price controls and the manda-
tory selling of the existing stock. An offi cial regulation determines how 
much of the product can be allotted to each applicant at the prescribed 
price.

But once the supply is used up that was on hand at the time the in-
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tervention was introduced, a very diffi cult problem then arises. Since 
selling at the price prescribed by the authorities is no longer profi table, 
its production is either cut back or completely stopped. If the authori-
ties want to have production continued, they must oblige the produc-
ers to produce, and for this purpose they must also set the prices of 
raw materials and semifi nished goods, as well as workers’ wages. These 
commands, however, cannot be limited to the one or the few branches 
of production that the authorities want to regulate because they con-
sider these products to be especially important. They must extend the 
commands to encompass all branches of production; they must regu-
late the prices of all goods and every labor cost, and the conduct of all 
entrepreneurs, capitalists, landowners, and workers.

If they were to leave some branches of production free, then capi-
tal and labor would fl ow into them, and the goal that the authorities 
wanted to reach with their fi rst intervention would completely fail. But 
the authorities imposed price controls on this particular line of pro-
duction precisely because of the importance they attached to there be-
ing an ample supply of this particular good. It runs completely against 
their intention if precisely because of the intervention there is now less 
of this good than before.

Thus, one sees that the isolated intervention—in our case the maxi-
mum price—imposed on the working of an economic order based on 
private ownership of the means of production fails to achieve the pur-
pose that its advocates want to attain; it is—from the point of view of 
its advocates—not merely useless but really counterproductive, because 
it dramatically makes worse the “evil” that the intervention was sup-
posed to fi ght. Before the price control was enacted, the commodity 
was—in the opinion of the authorities—too expensive; now it disap-
pears from the market. But this was not the intention of the authorities, 
who wanted to make the item available to the consumer at a lower 
price. From their own viewpoint, the impossibility, now, of obtaining 
the article must appear as the greater, the far greater evil. In this sense, 
one can say that isolated interventions are useless and counterproduc-
tive, and such an interventionist economic system is unworkable and 
inconceivable, in that it contradicts economic logic.

If the authorities do not want to get things back on track by reversing 
the fi rst isolated intervention—revoking the price control—then they 
must follow this fi rst intervention with others. The command to sell 
at no price higher than the one prescribed must be followed not only 
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by the command to sell existing stocks at this price and to introduce 
rationing; it is also necessary to impose price controls for higher-order 
goods and wage rates, and fi nally to impose compulsory labor on both 
entrepreneurs and workers. Furthermore, these regulations cannot be 
limited to one or a few branches of production, but must include all 
branches of production. There is simply no other choice: either desist 
from isolated interventions in the workings of the market or instead 
turn over the entire management of production and distribution to the 
authorities. Either capitalism or socialism; there is no middle way.

It is the recognition of this fact that leads liberalism to reject inter-
ventionist intrusions in the arena of economics. Liberalism opposes au-
thoritarian interventions not out of hostility to the state, not because of 
any insistence on natural law, but out of a sober recognition of the facts. 
It rejects direct commands by the state and the municipalities in eco-
nomic affairs because it is convinced that unhampered entrepreneurial 
activity leads to greater productivity, that is, to a better provision of the 
consumers; and it rejects governmental interventions into the activities 
of entrepreneurs because it is of the opinion that the authorities cannot 
reach the goals that they wish to attain through this method.
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Chapter 28

Economic Order and the Political System

Economic and political liberalism go hand in hand, and appeared in 
history at the same time. Only in the second half of the nineteenth 
century did political parties begin to believe that in the long run it 
was possible to successfully combine liberalism and democracy with 
interventionist, statist, and socialist economic policies. This view is still 
fi rmly held in Western Europe and the United States. It is the source 
of the prevailing confusion that surrounds all political and economic 
policy ideas and concepts. In recent decades—and this can hardly be 
contested—the abandonment of economic liberalism has gone hand 
in hand with the retreat from parliamentarianism and with imposed 
restrictions on the political freedom of the citizenry.

Soviet Russia, which leads in the fl ight from economic liberalism, 
has been the fi rst to proclaim dictatorship, to declare parliamentary 
government and freedom to be “bourgeois prejudices,” and to elimi-
nate all the institutions that ought to protect the individual against the 
arbitrary power of government. No other state has gone so far in either 

1. [This article originally appeared in German in Wiener Wirtschaftswoche, vol. 5 (1936) as 
a review of William E. Rappard, L’individu et l’état dans l’évolution constitutionnelle de la  
Suisse [The Individual and the State in the Constitutional Evolution of Switzerland] (Zurich, 
1936).—Ed.]
2. [The Russian Czar, Nicolas II, abdicated in March 1917 during the First World War. A pro-
visional government was formed of Left-oriented political parties. This government was over-
thrown in the Bolshevik coup d’état of November 7, 1917. A free election for a Constituent 
Assembly was held on November 25, 1917, which resulted in the Socialist-Revolutionary Party 
winning 40.1 percent of the vote, the Bolsheviks 24 percent, and a variety of other parties, in-
cluding the Constitutional Democratic Party (4.7 percent) and the Mensheviks (1.5 percent), 
winning the rest. The Constituent Assembly met once on January 5–6, 1918. Vladimir Lenin, 
the leader of the Bolsheviks, declared that his party would not accept any decisions of the As-
sembly, and the Assembly was prevented from meeting again by Red Guard units under Bolshe-
vik command. A three-year civil war soon broke out that resulted in the victory of Lenin’s Bol-
shevik (Communist) Party, which then dictatorially ruled over what became the Soviet Union 
until December 1991. Marxists argued that the liberal idea of freedom—including freedom of 
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abolishing private ownership or in establishing the unrestrained despo-
tism of the political authorities.

But the Russian example has been followed by many other countries, 
even if less radically and especially with less cruelty and bloodshed. 
Year by year dictatorship advances and parliamentary government and 
democracy lose ground. Only yesterday many Englishmen expressed 

speech, the press, religion, association, the voting franchise, and freedom of enterprise and 
trade—was a “bourgeois” illusion to make “the masses” believe they were free when in fact 
they were the victims of “wage slavery” and exploitation by the ruling capitalist class, who used 
the power of the state to maintain their private control over the means of production. Only 
socialism would provide “real freedom” for people through collective ownership of the means 
of production, along with central planning that would assure “production for use” rather than 
“production for profi t.”—Ed.]
3. [When Mises wrote this article in 1936, virtually the only functioning democracy in Cen-
tral and Eastern Europe was Czechoslovakia. All the other nations in this part of Europe had 
totalitarian political regimes (Fascist Italy and Nazi Germany) or authoritarian regimes with 
political dictatorship, restrictions on civil liberties, and economic systems of control and inter-
vention. See William E. Rappard, “Nationalism and the League of Nations Today,” in Problems 
of Peace, Eighth Series: Lectures Delivered at the Geneva Institute of International Relations 
(Freeport, N.Y.: Books for Libraries, [1934] 1968), pp. 17–19:

For generations and, in some cases, for centuries, all nations within the orbit of our West-
ern civilization have, through wars and revolutions, been striving to secure for all their 
members, greater physical and moral security, greater political equality, greater individual 
freedom. Greater security, that is, more assured protection against the violence of their fel-
low-citizens and against the arbitrary oppression of their Governments. Greater equality, 
that is, less discrimination on grounds of race, or sex, or religious and philosophical creed, 
and social position. Greater freedom, that is, more latitude for the self-expression and self-
assertion of the individual in the face of the authority of tradition, and of the State. Guar-
antees for the protection of the fundamental rights of man; the abolition of arrest without 
trial and imprisonment for debt; the suppression of slavery; the extension of the suffrage to 
all and thereby the subordination of the Government to the will of the people, that is, of 
the majority of the people; parliamentary control of the budget, that is, no taxation with-
out representation; the recognition of the freedom of thought, of speech, of assembly, of 
the Press, the independence of the Judiciary, and the autonomy of the university; such are 
some of the ideals for which our fathers, grandfathers, and great-grandfathers fought, bled, 
and died. Such are some of the conquests of human dignity over barbarism, of knowledge 
over ignorance, of right over might, which they triumphantly achieved and which they 
proudly bequeathed to us.

And such are some of the ideals which, after the greatest struggles in human history, we, 
their children of the twentieth century, through stupidity and cowardice are, sometimes 
with the blind enthusiasm of mad fanaticism and sometimes with the dull resignation 
of impotence, disavowing, renouncing, abandoning. The individual, the family, the lo-
cal or regional community, everything and everybody are being sacrifi ced to the State. 
The State, itself, once held to be the protector and the servant of the people, is in several 
countries of our Western civilization being turned into a weapon for oppressing its own 
citizens and threatening its neighbors, according to the capricious will of one or of a few 
self-appointed individuals. These individuals, whether they style themselves chiefs, lead-
ers, or dictators, are all what free men of all times, under all climes, have combated as 
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the idea that Western Europe and the states founded by Western Eu-
ropeans around the world were immune from all dictatorial ventures. 
The nations that had created modern culture, they thought, would 
never abandon such essential elements of their culture as representa-
tive government and the citizens’ right to political freedom. Today the 
parliamentary constitution of France is already seriously threatened; 
in England itself, the land of habeas corpus, a party advocating dic-
tatorship is raising its head; and in the United States a great writer 
believes he must warn his countrymen about the danger of losing their 
freedoms.

Especially in the last few years there has been an uninterrupted and 
triumphant advance of interventionism on the one hand and of dicta-
torship on the other. Is this an accidental coincidence, or is there a real 
connection between the two?

The democratic system rests on the market economy with private 
ownership of the means of production. Each penny represents a ballot. 
Consumers, by their conduct in buying and abstaining from buying, 
control the market system. Entrepreneurs and capitalists are forced to 
follow the instructions that the consumers give them on the market. If 
they are unable to fulfi ll the desires of the market in the best and least 
expensive way, they experience losses; fi nally, if they do not change 
their conduct in time, they are removed from their favored position 
into other roles where they no longer have control over some of the 
means of production, and therefore can no longer do harm.

The market selects the entrepreneurs and capitalists—it makes them 
rich; the market can also make them poor again and remove them 
from their position, if they fail to satisfy consumer wants. It is true that 

tyrants. They are today acclaimed as heroes by hundreds of thousands of European youths, 
welcomed as saviors by millions of European bourgeois, and accepted by tens of millions 
of European senile cowards of all ages.

—Ed.]
4. [Mises is referring to the British Union of Fascists (BUF), founded by Sir Oswald Mosley 
(1896–1980), who had served in the Labor Party government in 1929, but broke away in 1931. 
After visiting Italy, he was inspired to form the BUF in 1932 on the model and ideology of Mus-
solini’s Italian fascist movement. The BUF was banned in 1940 and Mosley was fi rst interned 
and then placed under house arrest for the remainder of the Second World War.—Ed.]
5. [Mises is referring to an article by American journalist and political analyst Walter Lipp-
mann, “The Permanent New Deals,” Yale Review (June 1935); Lippmann extended the core 
elements of his argument in his book An Inquiry into the Principles of the Good Society (Boston: 
Little, Brown, 1937), which in its critique of the planned society and the regulated economy 
relies heavily on Mises’s and Friedrich A. Hayek’s analyses of the economic unworkability of 
the state-managed economy and the dangers to political and personal freedom with the elimi-
nation of the market order.—Ed.]
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on the market there are universal but not equal voting rights. Voting 
power increases with the size of income. But this greater voting power 
is itself the result of the voting of the market. It can be won and held 
only by the test of the market, by the successful use of the means of 
production that is in compliance with the wishes of consumers. In a 
capitalist economy that is not restrained by government intervention, 
ownership is the result of a daily plebiscite of the consumers, who have 
a sovereign and revocable mandate. Even though landownership has its 
origin in precapitalist times, the wealth of the landowners must meet 
this test if it is to be preserved; therefore, real estate, too, is subject to 
the law of the market.

The structure of political democracy corresponds to the democratic 
structure of the market. The citizen as well as the consumer decides 
who should direct production according to his desires; just as he re-
places the entrepreneur and the capitalist who does not satisfy his con-
sumption wants with other men, so it is granted to the hands of the 
electorate to replace political leaders who do not lead where the voter 
wants to go. Just as the market sees to it that production is directed ac-
cording to the desires of the consumers, so a democratic constitution 
makes sure that governmental power is exercised in agreement with 
the political ideals of the electorate.

Now political democracy has decided against the economic democ-
racy of the market. Whether one welcomes this or deplores it, it is an 
incontestable fact that public opinion today wants to replace the capi-
talist economy with a system in which it is the government that man-
ages production and distribution rather than the market. No longer 
will people put up with, as a universally employed slogan coined by 
the Marxists says, the “anarchy of production”—that is, the absence 
of coercion and the freedom of the market. People want intervention-
ism, statism, the planned economy, and socialism. The outcome of ev-
ery election confi rms anew that the masses do not want capitalism but 
want a controlled economy. Even in the dictatorial states where there 
are no elections, this, too, is the will of the masses.

One may argue that if there were free elections in Germany they 
would produce a different outcome than those that resulted in the last 
several votes. But no one supposes that any German opposition to the 

6. [In the German national election of July 1932, the National Socialist German Workers 
(Nazi) Party won 37.8 percent of the vote, the Social Democratic Party won 21.9 percent, and 
the Communist Party won 14.6 percent. In the national election of November 1932, the Nazis 
lost votes, winning 33.1 percent, the Social Democrats, 20.4 percent, and the Communists, 16.9 
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current government is striving for the return to capitalism. It, too, wants 
a planned and controlled economy, although under the direction of a 
different leader and for other foreign and domestic purposes. The in-
soluble confl ict in the policies of the “Left parties” of England, France, 
and the United States is that they advocate a planned economy while 
refusing to realize that they are preparing the way for dictatorship and 
the abolition of civil liberties. Their conceptual confusion is so great 
that they wish to fi ght for the preservation of democracy in cooperation 
with Soviet Russia.

The adherents of those dictatorships that are called “fascist” have 
clearly acknowledged and expressed the fact that in a state in which 
the economy is directed by the government it is meaningless to talk 
about democratic constitutions and the freedom of the individual. The 
National Socialists argue as follows: if the farmer is no longer free to 
cultivate his fi eld as he wishes and to dispose of the produce of his soil, 
and if the entrepreneur is no longer allowed to manage his company 

percent. The German president, Paul von Hindenburg, appointed Adolf Hitler as chancellor on 
January 30, 1933. Following the Reichstag fi re in March 1933, Hitler consolidated powers in a 
way that shortly resulted in his becoming absolute dictator—the Führer—in Germany until the 
Allied victory over Nazi Germany in May 1945.—Ed.]
7. [This general theme on the relationship between economic liberty and political freedom 
was one developed by a number of writers in the 1930s, along the lines of Mises’s argument. 
Of note among them were Gustav Cassel, From Protectionism Through Planned Economy to 
Dictatorship, the sixth Richard Cobden Lecture (London: Cobden-Sanderson, 1934); Francis 
W. Hirst, Liberty and Tyranny (London: Duckworth, 1935) and Economic Freedom and Private 
Property (London: Duckworth, 1935); William Henry Chamberlin, Collectivism: A False Utopia 
(New York: Macmillan, 1936); Walter Lippmann, An Inquiry into the Principles of the Good So-
ciety. This was also the central theme of F. A. Hayek, The Road to Serfdom (Chicago: University 
of Chicago Press, [1944] 2007). See also Ludwig von Mises, Omnipotent Government: The Rise 
of the Total State and Total War (New Haven: Yale University Press, 1944) and “Socialism Ver-
sus European Democracy,” The American Scholar (Spring 1943), pp. 220–31.—Ed.]
8. [Mises is referring to the “popular front” movement of the mid and late 1930s. In May 1934, 
the Communist Party of the Soviet Union inaugurated what became called the “popular front” 
of all those parties united in their opposition to fascist governments and ideas. This replaced 
Soviet opposition to all cooperation with socialist parties and movements not controlled by 
Moscow. In June 1934, the socialist government in France made an alliance with the French 
Communist Party, and the French government entered into a defense treaty with the Soviet 
Union in 1935. The Soviet government also used the popular front movement to violently gain 
control of the antifascist movement in Spain during the Spanish Civil War (1936–39). The 
popular front movement collapsed in August 1939, with the Soviet-Nazi nonaggression pact, 
which included a secret protocol between Moscow and Berlin to divide Poland between Nazi 
Germany and the Soviet Union in case of war, and for the Baltic Republics to be recognized as 
part of the Soviet sphere of infl uence.—Ed.]
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according to his own ideas, then writers, artists, and scholars will not 
be allowed to create as they wish, either.

If the economy rests entirely in the hands of the authorities, then 
those authorities can prevent the publication of all unacceptable intel-
lectual writings and suppress the activities of all groups of which they 
disapprove. Even any claimed right to freedom of conscience, freedom 
of inquiry, and of expression of opinion will not help. The power of the 
totalitarian state is so great that it can take control over every conceiv-
able activity without arousing resistance. Schiller was able to evade the 
tyranny of the twelve dukes of Württemberg by fl eeing to the nearby 
“abroad.” Where will a sanctuary be open for a persecuted genius if 
all states become totalitarian?

The paradox of modern times is the fact that the democratic era that 
was created by liberalism led to the rise of both economic freedom 
and political democracy. William E. Rappard presents this develop-
ment in a masterly way based on the example of his native Switzerland. 
No other man could have created such a work. Originally from the 
French-speaking part of Switzerland, culturally a citizen of all three 
ethnic regions of his homeland, and connected with the Anglo-Saxon 
tradition by scholarship at the oldest and most eminent university of 
the New World, Rappard has been active not only as a researcher and 
teacher.

9. [On the structure and workings of the Nazi planned economy, see Gunter Reimann, The 
Vampire Economy: Doing Business Under Fascism (Auburn, Ala.: Ludwig von Mises Institute, 
[1939] 2007); and Walter Eucken, “On the Theory of the Centrally Administered Economy: An 
Analysis of the German Experiment,” Economica, Part I (May 1948), pp. 79–100, and Part II 
(August 1948), pp. 173–93.—Ed.]
10. [Friedrich von Schiller (1759–1805) was one of Germany’s most famous poets and play-
wrights. He fell out of favor with the Duke of Württemberg in 1782 due to the Duke’s displea-
sure over the themes in several of his plays. After being placed under a fortnight’s arrest, and an 
order written by the duke commanding him to write no more comedies and not to interact with 
anyone outside the principality of Württemberg, Schiller escaped during the dead of night. 
After fi rst living in Mannheim and then Leipzig, he fi nally settled in Weimar in 1787, where he 
soon formed an enduring and close friendship with Johann Wolfgang von Goethe.—Ed.]
11. [William E. Rappard (1883–1958) was the cofounder of the Graduate Institute of Interna-
tional Studies in Geneva, Switzerland, and one of the leading classical liberals in Europe in 
the interwar period. Born in New York of Swiss parents, he studied economics at Harvard Uni-
versity and at the University of Vienna before the First World War. He supposedly infl uenced 
Woodrow Wilson in arranging for the League of Nations to have its headquarters in Geneva, 
and was an active advocate of international peace and free trade; he served on the League of 
Nations Mandates Committee, and was a member of the Swiss delegation at League of Nations 
Assembly meetings. Rappard developed the themes discussed in this review in his University 
of Chicago Harris Lectures, The Crisis of Democracy (Chicago: University of Chicago Press, 
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As a Swiss statesman and a brilliant representative of that Geneva 
internationalism that is working for the pacifi cation of our weapons-
choked world, he has experienced the history of our times as an active 
participant. Succinctly and factually, Rappard sketches out in his new 
book L’individu et l’état dans l’évolution constitutionnelle de la Suisse 
[The Individual and the State in the Constitutional Evolution of Swit-
zerland] the path that Switzerland has followed from the patriciate of 
the eighteenth century through wars, revolutions, and party struggle to 
the liberalism and democracy of the constitutions of 1848 and 1874.

His analysis clearly shows how the mobilization of the citizenry in 
exercise of their political rights was the outgrowth of the development 
of political democracy; it was also the starting point for the new eco-
nomic interventionism, which has now become a threat to political 
democracy. Rappard always speaks only as a historian who follows 
Ranke’s principle of simply presenting things as they were. Only in the 
fi nal chapter does he articulate the problem with which Switzerland 
today is confronted. It is necessary to choose. “Should our liberal and 
democratic achievements be sacrifi ced to our statism?” Rappard asks. 
“Or do we wish to sacrifi ce our statism for our love of liberty and our 
desire for self-government?”

1938). For a brief biography of Rappard’s life and work, see Richard M. Ebeling, “William E. 
Rappard: An International Man in an Age of Nationalism,” Ideas on Liberty (January 2000), 
pp. 33–41.—Ed.]
12. [See William E. Rappard, “The Relation of the Individual to the State,” Annals of the Amer-
ican Academy of Political and Social Science (January 1937), pp. 215–18:

The revolutions at the end of the eighteenth century . . . were essentially revolts of the 
individual against the traditional state—expressions of his desire to emancipate himself 
from the ties and inhibitions which the traditional state had imposed on him. . . . After the 
rise of individualism, which one may defi ne as the emancipation of the individual from 
the state, we had the rise of democracy, which one may defi ne as the subjection of the 
state to the will of the individual. In the latter half of the nineteenth century and up to the 
present, the individual, having emancipated himself from the state and having subjected 
the state to his will, has furthermore demanded of the state that it serve his material needs. 
Thereby he has complicated the machinery of the state to such a degree that he has again 
fallen under the subjection of it and he has been threatened with losing control over it. . . . 
The individual has increasingly demanded of the state services which the state is willing 
to render. Thereby, however, he has been led to return to the state an authority over him-
self which it was the main purpose of the revolutions in the beginning of the nineteenth 
century to shake and break. . . . The individual demanding that the state provide him with 
every security has thereby jeopardized his possession of that freedom for which his ances-
tors fought and bled.

—Ed.]
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Switzerland, Rappard thinks, cannot evade the need to make this de-
cision. The direction of current policies cannot be continued. Statism, 
today, lives by consuming the wealth created by the capitalist econ-
omy. Statism has extraordinarily raised the cost of living, created an 
extravagant administrative apparatus, pursued a protective tariff policy, 
practiced defi cit spending in funding federal highways, and used its 
alcohol monopoly to lavishly distribute subsidies to now one and then 
another special interest, but always to agriculture. Either statism must 
be given up due to its fi nancial shortcomings, or the economy must 
be restructured along the lines of the example of Russia, Germany, 
and Italy. That, however, cannot be done without some sort of dictator-
ship, Rappard says, since the Swiss people will not be inclined to freely 
choose to have their standard of living decreased.

No one has previously formulated the political and economic policy 
problems of our time so clearly and with such relentless consistency 
as Rappard. In the face of this formulation the dogmas and illusions 
collapse that for decades have ruled the politics of the civilized na-
tions. The conditions in England, France, and the United States are 
not unlike those in Switzerland. Thus Rappard’s book acquires univer-
sal signifi cance beyond the geographic, historical, and material bor-
ders of the country in question. It will direct the political thinking of 
all those who in the current generation possess a mature sense of civic 
responsibility.
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Chapter 29

Remarks Concerning the Ideological Roots 
of the Monetary Catastrophe of 1923

The ideas that shape the policies of nations do not drop from the sky. 
They are conceived by thinkers. Whoever wants to write the history of 
an age must fi rst study the writings that have shaped public opinion. 
The ideas that guided German policies in the twentieth century were 
those created by German political philosophy and economists during 
the Second Reich. That is no less true of monetary policy. In the writ-
ings of Lexis, Knapp, and Bendixen one fi nds all the ideas whose 
practical application led to the collapse of 1923.

The future historian of these events will be forced to ask a question for 
which he will not easily fi nd an answer. The age of Gustav Schmoller, 

1. [This essay was originally published in German in Freundesgabe zum 12. Oktober 1959 für 
Albert Hahn [Homage by Friends for Albert Hahn on October 12, 1959] (Frankfurt am Main: 
Fritz Knapp, 1959).—Ed.]
2. [The “Second Reich” refers to the German Empire from its formal founding in 1871, under 
Prussian leadership during the Franco-Prussian War (1870–71), until the abdication of Kaiser 
Wilhelm II at the end of the First World War in 1918.—Ed.]
3. [Wilhelm Lexis (1837–1914) was a German statistician, economist, and social scientist, as 
well as a founder of the interdisciplinary study of insurance. He is primarily known today as a 
statistician due to his creation of the Lexis ratio.—Ed.]
4. [See Chapter 2, “The Problem of Legal Resumption of Specie Payments in Austria- Hungary,” 
footnote 10.—Ed.]
5. [Friedrich Bendixen (1864–1920) was a leading follower of Knapp’s state theory of money. He 
served as director of the Hythekenbank in Hamburg until his death in 1920.—Ed.]
6. [Gustav von Schmoller (1838–1917) was a prominent University of Berlin economist in Impe-
rial Germany who led the “Socialists of the Chair” and who defended and glorifi ed Prussian 
military power. He was a leading member of the German Historical School, which rejected 
abstract deductive theorizing in economics in favor of detailed historical studies from which 
it was hoped empirical laws of economics might be discovered. He was also a strong advocate 
of the German welfare state and regulation of industry and trade in the name of the national 
interest. He was a founding member of the Verein für Sozialpolitik.—Ed.]
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Adolf Wagner, and Lujo Brentano was also the age of Helmholtz, 
Hertz, Frege, Georg Cantor, and Planck. How can we explain the 
fact that the fl ourishing of mathematics and physics coincided with a 
nadir in the sciences of human action? How was it that out of a popu-
lation of seventy million people no one came forward to oppose the 
dogmas that reigned over monetary policy?

To understand this we must refer back to that “ethical pathos” out of 
which there emerged the exhortations leading to the founding of the 
Verein für Sozialpolitik (Society for Social Policy) in 1872. Economic 
questions were to be treated as moral problems, and not as logical ones. 
It was all a matter of good intentions, not of knowledge and ability. The 
pursuit of truth was not considered to be of ethical or practical value 
in and of itself. It was morally suspect to deviate from the doctrines 
espoused by the state-appointed university professors. It was considered 
unnecessary to go into the philosophical foundations of their ideas or 
to make any attempt to refute them. In this regard Imperial Germany 
already contained the ideas to which not much later communism and 
nationalism tried to give international respectability.

7. [Adolph Wagner (1859–1917) was another well-known University of Berlin economist in Im-
perial Germany. He was an advocate of “state socialism,” which called for the transformation of 
liberal capitalism into a state interventionist welfare state.—Ed.]
8. [See Chapter 8, “On Rising Prices and Purchasing Power Policies,” footnote 8.—Ed.]
9. [Hermann Ludwig Ferdinand von Helmholtz (1821–94) was a prominent German medical 
doctor and physicist known for his theory of the eye and vision, and his work on electrodynam-
ics and thermodynamics.—Ed.]
10. [Heinrich Rudolf Hertz (1857–94) was well known for his work on the electromagnetic the-
ory of light, and for demonstrating the existence of electromagnetic waves in the form of VHF 
and UHF radio waves.—Ed.]
11. [Gottlob Frege (1848–1925) was a German mathematician who is often called the father of 
analytical philosophy. He attempted to develop a formally exact and unambiguous logic.—Ed.]
12. [Georg Ferdinand Ludwig Philipp Cantor (1845–1918) was a famous German mathemati-
cian best known for his development of set theory.—Ed.]
13. [Max Planck (1858–1947) was a leading German physicist who is considered to be the 
founder of quantum theory. He was awarded the Nobel Prize in Physics in 1918.—Ed.]
14. [The Verein für Sozialpolitik was founded in 1872 as an association of historians, econo-
mists, political scientists, and sociologists devoted to the reconstruction of the social sciences 
on historical-empirical lines, in opposition to the logical, deductive methods of the British 
Classical economists, and then later the Austrian School of economics. The society was also 
dedicated to an active governmental role in the areas of social welfare and regulation of private 
enterprise. It was the inspiration for like-minded American economists who established the 
American Economic Association in 1885. See Eugen von Philippovich, “The Verein für Sozial-
politik,” Quarterly Journal of Economics (January 1891), pp. 220–37, and “The Infusion of Socio-
Political Ideas into the Literature of German Economics,” The American Journal of Sociology 
(September 1912), pp. 145–99.—Ed.]
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It was to Max Weber’s credit that he took up the fi ght against the 
politically biased dogmas that at that time passed for economics and 
sociology in Germany. The Verein für Sozialpolitik was certainly not 
the most appropriate place for discussing the problems of “value free-
dom.” However, in the German-speaking world, there was no other 
organization at whose meetings questions of economics could be dis-
cussed. Since what Schmoller and his friends talked about they called 
“science,” they could not object when the question was raised whether 
or not science was expected to make value judgments.

In those years I did not yet belong to the board of directors of the 
Verein für Sozialpolitik, and therefore I did not participate in the closed 
board meeting of January 5, 1914, at which the question of value judg-
ments was discussed, but from which the public was excluded. How-
ever, I did have exhaustive discussions with several prominent mem-
bers of the society about this issue.

Before the publication of my book The Theory of Money and Credit 

15. [Max Weber (1864–1920) is considered one of the greatest contributors to sociological theory 
in the last one hundred years. He developed the concept of the “ideal type” for sociological 
and historical analysis, and emphasized the importance of subjective meaning—the meaning 
of an action from the individual actor’s point of view—in social theory. He also argued that 
professors in the social fi elds, including economics, history, and political science, should not 
take advantage of the infl uence that an academic position gave to their lectures and writings to 
infuse their normative values and beliefs in discussions of theory and fact. Weber’s essays on the 
importance of a value-free social science are contained in Max Weber, The Methodology of the 
Social Sciences (New York: The Free Press, 1949).—Ed.]
16. [See Ludwig von Mises, Critique of Interventionism (Irvington-on-Hudson, N.Y.: Founda-
tion for Economic Education, [1929] 1996), pp. 19, 43–70, and Memoirs (Auburn, Ala.: Lud-
wig von Mises Institute, [1940] 2009), pp. 85–89, for Mises’s impressions of the political and 
economic ideas expressed at the professional associations in Germany during this time, and 
a discussion of Max Weber’s role in defending “value-freedom” in the social sciences. Mises 
adamantly insisted that economics was and should be a “value-free” science whose primary task 
at any policy level was to demonstrate whether the means chosen were or were not appropriate 
for attaining the end in mind. He once forcefully expressed this point about his own role as 
an economist; see Ludwig von Mises, “Interventionism as the Cause of the Economic Crisis,” 
(1932) in Richard M. Ebeling, ed., Selected Writings of Ludwig von Mises, vol. 2, Between the 
Two World Wars: Monetary Disorder, Interventionism, Socialism, and the Great Depression (In-
dianapolis: Liberty Fund, 2002) p. 201:

I am an economist, not a preacher of morality who wishes to judge, avenge, and punish. I 
do not look for guilty parties but for causal connections. And if I speak of interventionism, 
I am not making accusations against the “state” or against “labor.” I only attempt to point 
out to what consequences a system, a policy, an ideology must necessarily lead.

Also see Ludwig von Mises, “The Treatment of ‘Irrationality’ in the Social Sciences,” (1944) in 
Richard M. Ebeling, ed., Money, Method, and the Market Process: Essays by Ludwig von Mises 
(Norwell, Mass.: Kluwer Academic Press, 1990), pp. 16–36.—Ed.]
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in the spring of 1912, the discussions were mainly about the theories 
of Carl Menger and Böhm-Bawerk, as well as my own contributions. 
I was in the habit of taking notes about these conversations, in which I 
tried to record the ideas of my conversation partners. I preserved these 
notes in my Vienna apartment, which I kept after my move to Geneva 
(1934). In March 1938 they disappeared with everything else in my 
apartment when the National Socialists plundered it. What I have 
on hand is only a summary of the objections raised against Böhm-
Bawerk and myself, which I wrote down at Böhm-Bawerk’s request in 
the spring of 1914. Since in this manuscript I omitted the names of the 
individuals who made specifi c comments, and my memory could eas-
ily deceive me after more than 45 years, I will also omit mentioning 
any names in what follows.

Böhm-Bawerk, my conversation partners remarked, is without a 
doubt an honorable man searching after truth. Nevertheless, his dread-
ful mistakes resulted in an unacceptable justifi cation of the worst form 
of unearned income—interest on capital. According to them, it was the 
moral duty of the state to use governmental measures to bring down 
any high market rates of interest. The most absurd book in economic 
literature, they said, is Bentham’s Defense of Usury. An unbiased 
scholar, Wilhelm Lexis, they said, had clearly proven that the employ-
ers’ income should be viewed as being in the same economic category 
as the income received by a slave owner. They claimed that Böhm-
Bawerk’s arguments against Marx’s exploitation theory were foolish. 

17. [Ludwig von Mises, The Theory of Money and Credit (Indianapolis: Liberty Fund, 3rd rev. 
ed., [1924; 1951] 1981).—Ed.]
18. [See “On Carl Menger’s Eightieth Birthday,” Chapter 16 in the present volume, especially 
footnote 6 (on Menger) and footnote 11 (on Böhm-Bawerk).—Ed.]
19. [Mises’s papers were captured by the Soviet Army at the end of the Second World War from 
a Nazi repository of looted documents in Czechoslovakia, and kept in a secret Soviet archive 
in Moscow. For an account of how they were discovered in the 1990s, see Richard M. Ebel-
ing, “Mission to Moscow: The Mystery of the ‘Lost Papers’ of Ludwig von Mises,” Notes from 
FEE (Irvington-on-Hudson, N.Y.: Foundation for Economic Education, July 2004), http://www
.fee.org/pdf/notes/NFF_0704.pdf. Also see my introduction to Selected Writings of Ludwig von 
Mises, vol. 2, pp. xvi–xx, for an account of Mises’s “lost papers” and their recovery.—Ed.]
20. [Jeremy Bentham, “Defense of Usury,” (1797) in Werner Stark, ed., Jeremy Bentham’s Eco-
nomic Writings, vol. 1 (London: George Allan & Unwin, 1952), pp. 121–207. Bentham called for 
the end to all restrictions on market-determined rates of interest.—Ed.]
21. For a criticism of Lexis’s theory, see my Socialism: An Economic and Sociological Analysis 
(Indianapolis: Liberty Fund, [1951] 1981), pp. 298–99.
22. [Eugen von Böhm-Bawerk, Capital and Interest, vol. 1, History and Critique of Interest The-
ories (South Holland, Ill.: Libertarian Press, [1884] 1959), pp. 241–321, and “Unresolved Contra-
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No matter how much Marx may have been mistaken in his criticisms 
of modern society, he nevertheless had the merit of having revealed the 
motives behind the ideas of the British economists. Compared with 
the contributions of the German Historical School, Böhm-Bawerk was 
a stubborn reactionary.

The same thing was claimed to be true about my theory of money. 
The regular appearance of economic crises was a phenomenon inher-
ent in the nature of capitalism, they said. Marx was, of course, wrong 
when he assumed that only the destruction of capitalism and the es-
tablishment of socialism could prevent the recurrence of these crises. 
Strict oversight and skillful regulation of market activities by a super-
party government would free the economy from economic crises. It 
was pointless, they thought, to try to explain economic fl uctuations on 
the basis of monetary and credit policies. The real causes had to be 
found at a deeper level, they said.

What was especially and violently attacked was what I said about the 
development of “fi duciary media” and the efforts to concentrate the 
entire gold reserves of the country in the central bank. The monetary 
system, they said, is not an end in itself. Its purpose is to serve the state 
and the people. Financial preparations for war must continue to be 
the ultimate and highest goal of monetary policy, as of all policy. How 
could the state conduct war, after all, if every self-interested citizen 
possessed the right to demand redemption of banknotes into gold? It 
was blindness not to recognize that only full preparedness for war—not 
only in the military sense but also with regard to the economy—could 
ensure the maintenance of peace. It was admitted that the Historical 
School has long neglected the treatment of monetary problems. Yet 
with Knapp’s State Theory of Money, they said, the German spirit has 
fi nally rejected the destructive theories of the English economists.

The gold standard, they alleged, made Germany permanently de-
pendent on the gold-producing countries. The merit of having fi rst rec-
ognized this belonged to the German Agrarians. It was a vital necessity 
for the German nation to have a monetary system independent of for-
eign powers, they claimed.

There was only one excuse for my “errors,” namely, that they were 
the logical outcome of the subversive ideas that the “Austrian School” 
had taken over from the doctrines of the Manchester men. Thinking 

diction in the Marxian Economic System” (1896) in Shorter Classics of Böhm-Bawerk (South 
Holland, Ill.: Libertarian Press, 1962), pp. 201–302; see also H. W. B. Joseph, The Labour Theory 
of Value in Karl Marx (London: Oxford University Press, 1923).—Ed.]
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in a vacuum was characteristic of Menger, Wieser, and Böhm-Bawerk, 
and this was my mistake, too. What would the monetary system be like 
if the state did not put all of its power behind it? It was fortunate, they 
alleged, that even in Austria only a small group of naïve authors shared 
the views of the “Austrian School.”

Such were the opinions of my interlocutors during the fi ve years that 
preceded the outbreak of the First World War. They were willing to grant 
me that I wrote in good faith. But they were convinced that my book 
only served the interests of unpatriotic and subversive speculators. They 
never entered into any kind of theoretical discussion. The quantity theory 
of money and the theories of the Currency School were, in their eyes, 
nothing but curiosities in the historical literature. One of these gentle-
men remarked that a colleague of his had asked whether I was not also 
an adherent of the phlogiston theory. Another gentleman suggested 
that he considered my “Austrianness” to be a mitigating circumstance; 
with a citizen of Germany he wouldn’t even discuss such questions.

Much later, at the time of the Regensburg meeting of the Verein 
für Sozialpolitik (1919), several of the participants said in conversation 
that they considered “simply ridiculous” and “not discussible” the view 
that the increase in the quantity of banknotes had brought about the 
devaluation of the mark.

23. [In the 1820s through the 1860s, there was a heated and highly sophisticated debate between 
two groups of British monetary theorists known as the Currency School and the Banking School. 
The Currency School argued: (a) note currency should vary precisely with changes in the specie 
currency on deposit in the banking system; (b) the note currency should be fully convertible into 
specie; (c) the rate of interest was a signifi cant infl uence on the volume of notes in circulation; 
(d) the foreign exchange rate was a good guide for controlling the volume of notes in circula-
tion. The Banking School argued that (a) the “needs of business” should regulate the quantity of 
banknotes issued, and the banks should not “force” notes into circulation in excess of the needs 
of business; (b) the Currency School was correct that banknotes should be fully convertible; but 
(c) any drain of specie on the banking system might be counteracted by a decrease in the “hoards” 
of money held by the public, and an increase in specie or notes put into circulation might have 
no infl uence on spending and prices, because it might be absorbed into people’s “hoards.” On 
the controversy between the Currency and Banking schools, see Jacob Viner, Studies in the The-
ory of International Trade (New York: Augustus M. Kelly, [1937] 1965), pp. 218–89; Charles Rist, 
History of Monetary and Credit Theory: From John Law to the Present (New York: Augustus M. 
Kelly, [1940] 1966), pp. 202–36; and Lloyd Mints, A History of Banking Theory, in Great Britain 
and the United States (Chicago: University of Chicago Press, 1945), pp. 74–114.—Ed.]
24. [The phlogiston theory originated in 1667 with Johann Joachim Becher; it posited that in-
side fl ammable substances was a special element without odor, color, taste, or mass that is freed 
by the burning process, and is what caused the burning process. It was refuted in the eighteenth 
century through a variety of quantitative experiments.—Ed.]
25. [For Mises’s analysis of the Great Infl ation in Germany during and then after the First 
World War, see Ludwig von Mises, “Stabilization of the Monetary Unit—from the Viewpoint 
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Errors have always been made and also will be made in the future. 
Men are not infallible. The historian’s task is not to point out errors, an 
undertaking that in retrospect is never diffi cult. It is his duty to identify 
the causal connections between things. Perhaps the foregoing remarks 
will be of some use in this regard.

When Max Weber was teaching at the University of Vienna in the 
summer of 1918, he said to me one day, “You do not like the Verein für 
Sozialpolitik; I don’t like it much either. But the only remedy is for us 
to take an active part in the work of the society.” I followed his advice. 
Beginning in 1919, I was on the board of directors, and from 1930 I 
also served on the board of governors. I promoted the discussion of 
problems relating to the theory of value; in cooperation with Arthur 
Spiethoff, I prepared and published the volume of the society’s writings 
devoted to this topic; and I opened the discussion of this subject at the 
Dresden meeting (autumn 1932), which the old guard of the society 
allowed to be called only a working committee report, an “epilog” of 
the meeting. As was soon to be seen, it was the “epilog” of the Verein 
für Sozialpolitik, its last report. A new age containing the worst eco-
nomic policies had begun.

of Theory,” (1923) in The Causes of the Economic Crisis, and Other Essays Before and After the 
Great Depression (Auburn, Ala.: Ludwig von Mises Institute, 2006), pp. 1–51; also, Richard M. 
Ebeling, “The Great German Infl ation,” The Freeman: Ideas on Liberty (November 2003), 
pp. 2–3, and “The Lasting Legacies of World War I: Big Government, Paper Money, and Infl a-
tion,” Economic Education Bulletin, vol. 58, no. 11, 8 pp.
26. [See Ludwig von Mises, “The Controversy over the Theory of Value,” (1932) reprinted in 
Epistemological Problems of Economics (New York: New York University Press, [1933] 1981), 
pp. 204–16.—Ed.]
27. See Franz Boese, Geschichte des Verein für Sozialpolitik, 1872–1932 [History of the Society 
for Social Policy, 1872–1932] (Berlin: Duncker & Humblot, 1939), p. 236.
28. [The 1932 meeting of the Verein für Sozialpolitik in Dresden was the last meeting of the 
society until after the Second World War. See Peter G. Klein, ed., The Collected Works of 
F. A. Hayek, vol. 4, The Fortunes of Liberalism: Essays on Austrian Economics and the Ideal of 
Freedom (Chicago: University of Chicago Press, 1992), pp. 145–46, where Hayek says that

in September 1932, during a committee meeting of the Verein für Sozialpolitik in Bad 
Kissingen, a rather large group of professional colleagues was sitting together at tea in a 
garden, when Mises suddenly asked whether we were aware that we were sitting together 
for the last time. The remark at fi rst aroused only astonishment and later laughter, when 
Mises explained that after twelve months Hitler would be in power. That appeared to the 
other members too improbable, but more than anything they asked why the Verein für 
 Sozialpolitik should not meet again after Hitler had come to power. Of course, it did not 
meet again until after the end of the Second World War!

—Ed.]
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Appendix A

Maxims for the Discussion 
of Methodological Problems 
in the Social Sciences: Paper 
Delivered at the Private Seminar

1. It is inadmissible to make the a priori assumption that physics, 
along with the empirical sciences that are based on it, and the science 
of human action utilize the same methodology (methodological mo-
nism, physicalism). Such commonality of methods might be main-

1. [Ludwig von Mises delivered this paper at his “private seminar” on March 9, 1934, in his 
offi ce at the Vienna Chamber of Commerce. From 1920 until the spring of 1934, Mises orga-
nized and chaired a private seminar of interested scholars in the fi elds of economics, history, 
sociology, political science, and philosophy. It met twice a month between October and June 
on Fridays at 7 p.m. The private seminar came to an end when Mises accepted a full-time 
teaching position at the Graduate Institute of International Studies in Geneva, Switzerland, as 
professor of international economic relations beginning in the autumn of 1934. Many of those 
who participated in the seminar recalled in later years that they considered it to be one of the 
most rewarding and challenging intellectual experiences of their lives because of the consistent 
quality of the papers delivered and the discussions that followed. For accounts of the seminar 
by some of the participants, see Ludwig von Mises, Memoirs (Auburn, Ala.: Ludwig von Mises 
Institute, [1940] 2009), pp. 81–83, and the recollections of other members of the seminar in the 
appendix to Margit von Mises, My Years with Ludwig von Mises, 2nd ed. (Cedar Falls, Iowa: 
Center for Futures Education, 1984), pp. 201–10.

In 1933, the year before delivering this paper at his private seminar, Mises published a collec-
tion of essays on various aspects of the methodology of the social sciences, Grundprobleme der 
Nationalökonomie, which in English has been published under the title Epistemological Prob-
lems of Economics (New York: New York University Press, [1933] 1981). Mises attempted to defi ne 
and explain what he considered to be the unique and distinct qualities and characteristics that 
delineate the logical structure of and the methods for theory-formation in economics from both 
the methods of history and the methods of the natural sciences (physics, biology, chemistry). 
He developed what he came to refer to as praxeology, or the logical science of human action, as 
distinct from the interpretive method of “understanding” (Verstehen) in historical analysis and 
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tained only a posteriori, that is, after investigating the logic of both 
branches of science.

2. An investigation into the logic of the science of human action 
leads to the conclusion that there is an unbridgeable difference in the 
methods used in physics and in the science of human action, a differ-
ence that is produced by the different situations in which the researcher 
fi nds himself when confronted with natural phenomena versus the 
phenomena of human action. In physics, experiments permit the veri-
fi cation or falsifi cation of hypotheses. It is experiments, alone, that per-
mit us to draw a posteriori inferences from experience. If we were not 
able to experimentally investigate the dependence or independence of 
elements or variables from each other, we could not describe the rela-
tions inherent in natural processes by formulating empirical laws.

3. The experience that is the subject of the science of human action 
is history. (All empirical economic research, economic statistics, etc., 
are also history, because it refers to the past, even if the most immedi-
ate past.) We observe the complex phenomena that result from the in-
teraction of many unknown components. We cannot conduct experi-
ments; we therefore can neither verify nor falsify hypotheses, and thus 
cannot derive empirical laws. We could assert anything and disprove 
nothing if we had no other avenue than that of simply interpreting the 
experience.

4. This other avenue is that of the praxeological a priori. We under-
stand action because we are, ourselves, acting humans. This under-
standing enables us to develop a closed system of the categories of and 
conditions for human action.

5. By relying on our understanding of the universally valid (theoreti-
cal) science of human action (pure sociology, particularly its thus far 
most developed part, namely pure economics) and by using logic and 
mathematics together with the empirical sciences of nature, we are in 
a position to analyze the historical facts contained in the documents 
of the past, such that we may fi nally attempt to show the qualitative 
and quantitative forces that have led to a particular outcome. Insofar as 

the “hypothesis-experimental” methods of the natural sciences. He also argued strongly against 
what he considered to be the often antitheoretical approach of the German Historical School, 
which believed that period-specifi c economic relationships were discoverable through a pri-
marily inductivist study of historical facts through time. It was, clearly, the controversial nature 
of many aspects of his argument in this book that led him to present a paper on this theme at 
the private seminar.—Ed.]
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this insight into the historical factors, in terms of their qualitative and 
quantitative importance, is not uniquely determined by the results of 
scientifi c research and pure praxeology, and insofar as it does not com-
prehend the signifi cance of these factors by conception (begreift) but 
uses, instead, the understanding (Verstehen) specifi c to the human sci-
ences (Geisteswissenschaften), it is subjectively infl uenced by the char-
acter of the researcher. Conception (Begreifen) alone affords general 
objective knowledge, the formulation of which may very well be infl u-
enced by the perspective of the observer while remaining independent 
of his character and subjective point of view. With understanding (Ver-
stehen) there cannot be any such independent knowledge in the his-
torical sciences. The sphere of understanding excludes the use of the 
terms “true” and “false,” “correct” and “incorrect” in the same sense in 
which they are used in discussing the empirical sciences or the theory 
of human action.

(Addendum: “An interpretation determined by the viewpoint of the 
observer” does not imply a concession to the sociology of knowledge, 
which fundamentally errs in admitting within the human sciences 
nothing but understanding [Verstehen] and its subjective limitations, 

2. [On the meaning and distinction between “conception” and “understanding” developed in 
more detail, see Mises, “Conception and Understanding” (1930) in Epistemological Problems 
of Economics, pp. 130–45, and Human Action: A Treatise on Economics (Irvington-on-Hudson, 
N.Y.: Foundation for Economic Education [3rd rev. ed., 1966] pp. 51–58. In essence, “concep-
tion” refers to those general or universal propositions in economic theory that are logically cor-
rect and valid within the context in which they are formulated. Thus, insofar as individuals 
have goals or ends that they desire to attain, and insofar as they discover that the means avail-
able to achieve them are scarce, they will, by necessity, have to rank the ends in order of im-
portance and assign the means to achieve those ends ranked more highly before others ranked 
less highly; and in this process they will have to weigh the “costs” and “benefi ts” of pursuing 
one goal rather than another, and decide on the trade-offs (at the margin) that they consider 
the relatively more “profi table” ones in the context of the given circumstances. This would be 
universally and “objectively” true of any person, and therefore of all people, in which the means 
are found to be insuffi cient in relation to the ends that they can serve. “Understanding” refers to 
those unique and individual historical events that may be interpreted with the assistance of the 
logic of human action and the theorems of economics, but which are open to different “subjec-
tive” (“intuitive”) interpretations as to their meaning and the relative importance of the factors 
that have brought about the observed outcome. Thus, historians may study the same historical 
event, say, the Battle of Waterloo, but they may differ concerning the “weight” or relevance of 
the various factors that brought about the historically unique outcome, the defeat of Napoleon. 
See also Kurt R. Laube, “Begreifen und Verstehen: Some Remarks on the Methodological Po-
sition of the Austrian School,” in Kurt R. Laube, Angelo M. Petroni and James S. Sadowsky, 
eds., An Austrian in France: Festschrift in Honor of Jacques Garello (Torino: La Rosa, 1997), 
pp. 267–79.—Ed.]
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while ignoring the conception [Begreifen] of facts and their general ob-
jectivity. Rather, it implies that the use of such terms as “success” and 
“failure,” “favorable” and “unfavorable” depends, as a matter of course, 
on the observer’s viewpoint. What are imports for one are exports for 
the other. For the sake of illustration, a comparison with a natural sci-
ence that is otherwise inappropriate may for once be used by pointing 
out that classical physics understands the laws of physics to be invariant 
with respect to a rotation of the coordinate system. If a bacillus were 
to write a textbook of bacteriology, it would hardly say that using dis-
infecting agents yields “favorable” results. But this extends only to the 
interpretation, not to the content of the knowledge.)

6. The thinking that involves understanding (Verstehen) in the hu-
man sciences may be conceived of as dialectical thinking in Hegel’s 
sense, as a thinking of things in their totality, or with Lasson as “cog-
nition of everything particular from the concept of organic context, 
which posits it at that moment.” The thinking that involves praxeo-
logical conception (Begreifen), on the other hand, is founded on Kant’s 
sharp rejection of dialectics.

7. Einstein’s often-repeated dictum, “As far as the laws of mathemat-
ics refer to reality, they are not certain; and as far as they are certain, 
they do not refer to reality,” has no bearing on praxeological knowl-
edge. The verdicts of conception are certain, but the assertions of un-
derstanding are not; and yet both refer to reality. What Einstein re-
gards as a conundrum, how “human reason can through pure thought 

3. [Adolf Lasson (1832–1917) was a German philosopher and served as professor at the Uni-
versity of Berlin. He was a Hegelian who emphasized the idea of the organic unity of the 
universe.—Ed.]
4. [Immanuel Kant (1724–1804) was one of the leading German philosophers of the Enlight-
enment. What Mises interpreted as Kant’s insight for the grounding of a universally valid sci-
ence of human action was Kant’s idea in his Critique of Pure Reason (1781) that the mind op-
erates in terms of certain categories outside of which thought and reasoning are impossible, 
for those categories are the context in which the mind can refl ect on anything, including it-
self. Or in the words of Ernst Cassirer, The Philosophy of the Enlightenment (Princeton, N.J.: 
Princeton University Press, [1932] 1951), p. 94: “The nature of human knowledge can only be 
explained in terms of the ideas which the mind fi nds within itself.” These a priori categories, 
for Mises, are the ones in which both human reasoning and human action occur, and are the 
only ones in the context of which man can refl ect upon, through introspection, to understand 
the logic of his own conscious conduct. Since man’s reasoning and ability to act are both con-
ditioned by these same categories of thought, they are “prior to” experience and yet explain 
the reality of how men must and do act. Hence they are both logically valid and empirically 
true.—Ed.]
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and without experience fathom properties of real things,” praxeology 
answers by pointing out that both thinking and action have their origin 
in the same human mind.

8. One may say that the path of physics is one of increasing abstrac-
tion: it leads from less abstract and more intuitive concepts to more 
abstract and less intuitive ones. The path of praxeological conception 
is one of decreasing abstraction: it leads from highly abstract and un-
intuitive concepts to those of less abstraction and greater intuitiveness 
(Wieser). This formulation may give rise to misgivings from a logical 
point of view, but rightly understood, it may pass as an approximate 
characterization of the difference.

9. The historical-realist school of opponents of economics has made 
the following claims:

a. There is no a priori science of human action: the historian ap-
proaches data—historical evidence—equipped only with knowl-
edge provided by logic and the sciences and seeks to determine 
how something has happened, without any reference to an a pri-
ori science of human action. Today few will adhere to this view-
point of consequential historicism. Even Sombart admits that 
in the domain of culture, particularly in human society, there is 
something like “conceptually necessary relations.” These consti-
tute “what we call conceptual regularity, and the propositions we 
derive from it on a priori grounds are referred to as its laws.” Thus 
Sombart has, albeit without wishing to do so and without noticing 
it, conceded everything that is required for justifying the neces-

5. [See Friedrich von Wieser, Social Economics (New York: Augustus M. Kelley, [1914] 1967), 
p. 6: “The theorist starts from the most abstract isolating and idealizing assumptions. . . . How-
ever, if he would accomplish his task he must not stop with these extreme abstractions. Should 
he do so, he would fail to convey an understanding of reality. Step by step by a system of decreas-
ing abstraction, he must render his assumptions more concrete and more multiform.”—Ed.]
6. [Werner Sombart (1863–1941) was professor of political economy at the University of Breslau 
and, beginning in 1917, at the University of Berlin. While never labeling himself a Marxist, in 
the 1890s and 1910s he strongly sympathized with Marx’s critique of capitalist society. However, 
beginning in the 1920s, he became highly critical of Marx, and of Marxism for its positive 
outlook on the progress to industrial society. Sombart came to oppose what he considered to be 
the uniformity and ugliness of modern civilization. Instead, he looked back to the world before 
industrial development as a more desirable one of social hierarchy and stable order. By 1934, 
he had become a supporter of German National Socialism, endorsing the corporativist state, 
the führer (or leader) principle for Germany, state intervention and planning of the economy, 
national autarky, and partial reagrarianization of German society.—Ed.]
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sity of a universal science of human action, which is fundamen-
tally different from the historical disciplines of human action. If 
there are indeed such propositions and laws, there must also be 
a science that encompasses them, and this science must logically 
precede any other treatment of these problems. It is inconceiv-
able to accept these propositions merely in the way they would ap-
pear in the nonscientifi c conception of everyday life. It is absurd 
to keep scientifi c thinking from penetrating any domain and to 
request toleration for traditional errors and imprecise, contradic-
tory thinking.

b. There are empirical laws of human action that can be deduced, 
on an a posteriori basis, from historical experience: but such laws 
can typically be postulated only with the proviso that they are 
valid for human action within certain historical periods. These 
periods are demarcated either by chronology or by the race, class, 
ethnicity, culture, or the country of residence of the protagonists, 
or else by the predominance of particular historical, cultural, or 
economic characteristics. Only a part of the opponents of apri-
orism hold to this viewpoint, which one might call empiricism. 
Marx, the Marxists, and Gustav von Schmoller count among 
this number. The majority of historians reject this position and 
instead cling to historicism, without establishing any connection 
with empiricism. The empiricist view is untenable since the im-
possibility of experiments in the science of human action denies 
the human mind the ability to derive a posteriori, empirical laws 
from experiential  data.

10. From the above, it follows that it is inadmissible to refer to the 
propositions of the theoretical science of human action as conven-
tions in the sense in which this is done for the propositions of phys-
ics. It is inadmissible to say that the propositions of this theory might 
not  correspond to facts, since the impossibility of experiments does 
not  enable us to determine their conformity or incompatibility with 
the facts.

11. It is inaccurate to make the assertion that whenever there is an in-
consistency between the propositions of economics and the facts, that 

7. [See Felix Kaufmann, Methodology of the Social Sciences (London: Oxford University Press, 
1944), pp. 46–47.
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economists simply give the reply that this is due to “interfering factors” 
without being able to clarify the nature of these factors. It has already 
been demonstrated that the sciences of human action do not admit of 
any contradiction between theory and the facts in the way it may exist 
in physics. Nor are the propositions of economics undermined by not 
corresponding to the facts. Economists tried to show that other motives 
also guide human action besides the motives of action investigated by 
Classical economics, and thus tried to identify those factors that are 
supposedly left out of the analysis. Modern economics, on the other 
hand, includes the effects of all those motives that previously were re-
garded as “non-economic,” and therefore fi nds no inconsistent facts in 
the form of “interferences” or “resistances” that might serve as chal-
lenges to the validity of its laws.

12. The subjective theory of value regards all action as “given,” and 
therefore can never assert that any action was “right” or “wrong.” It 
must not and cannot make any assertion that there is a dichotomy be-
tween an actual action and an “economic plan.” It is the task of his-

8. [See Mises, “Remarks on the Fundamental Problem of the Subjective Theory of Value,” 
(1928) in Epistemological Problems of Economics, pp. 167–82, and Human Action, p. 3:

Until the late nineteenth century political economy remained a science of the “economic” 
aspect of human action, a theory of wealth and selfi shness. It dealt with human action only 
to the extent that it is actuated by what was—very unsatisfactorily—described as the profi t 
motive, and it asserted that there is in addition other human action whose treatment is the 
task of other disciplines. . . . The general theory of choice and preference . . . is much more 
than merely a theory of the “economic side” of human endeavors and of man’s striving 
for commodities and an improvement in his material well-being. It is the science of every 
kind of human action. Choosing determines all human decisions. In making his choice 
man chooses not only between various material things and services. All human values are 
offered for option. All ends and all means, both material and ideal issues, the sublime and 
the base, the noble and the ignoble, are ranged in a single row and subjected to a decision 
which picks out one thing and sets aside another. Nothing that men aim at or want to avoid 
remains outside of this arrangement into a unique scale of gradation and preference. The 
modern theory of value widens the scientifi c horizon and enlarges the fi eld of economic 
studies. Out of the political economy of the classical school emerges the general theory of 
human action, praxeology.

See also Israel M. Kirzner, The Economic Point of View: An Essay in the History of Economic 
Thought (Kansas City: Sheed and Ward, [1960] 1976), especially pp. 146–85.—Ed.]
9. [See Mises, Human Action, p. 21: “In this sense we speak of the subjectivism of the general 
science of human action. It takes the ultimate ends chosen by acting man as data, it is en-
tirely neutral with regard to them, and it refrains from passing any value judgments. The only 
standard which it applies is whether or not the means chosen are fi t for the attainment of the 
ends aimed at. . . . At the same time it is in this subjectivism that the objectivity of our science 
lies.”—Ed.]
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tory to investigate if a particular action was able to attain the desired 
ends; and in determining whether, indeed, the action did attain those 
goals, history must avail itself of the methods of analysis provided by 
economic theory. If one applies the insights of economic theory to the 
problems of economic policy, one may say in reference to particular 
policy measures whether, from the actor’s point of view, they are ap-
propriate and consistent or, instead, inappropriate and inconsistent, de-
pending on whether or not they seem appropriate to attain the desired 
end aimed through a particular political action.

10. [Mises developed more fully his conception of the methods of the social sciences in com-
parison to the methods of the natural sciences, and his theory of the logical character of human 
action; see the following works by Mises: “The Logical Character of the Science of Human Ac-
tion,” (1937) in Richard M. Ebeling, ed., Selected Writings of Ludwig von Mises, vol. 2, Between 
the Two World Wars: Monetary Disorder, Intervention, Socialism, and the Great Depression (In-
dianapolis: Liberty Fund, 2002), pp. 341–47; “Social Sciences and Natural Sciences,” (1942) in 
Richard M. Ebeling, ed., Money, Method, and the Market Process: Essays by Ludwig von Mises 
(Norwell, Mass.: Kluwer Academic Press, 1990), pp. 3–15; Human Action, pp. 1–142; Theory and 
History: An Interpretation of Social and Economic Evolution (Indianapolis: Liberty Fund, [1957] 
2005); The Ultimate Foundation of Economic Science: An Essay on Method (Indianapolis: Lib-
erty Fund, [1962] 2006).—Ed.]
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Short Curriculum Vitae of Mayer 
Rachmiel Mises of Lemberg

I was born on June 23, 1801, in Lemberg, the son of the wholesaler and 
real estate owner Fischel Mises, who had been awarded, as a distinc-
tion, the right of domicile and of conducting business in the so-called 
“restricted district.”  In 1819, I married Rosa, daughter of Mr. Hirsch 
Halberstamm of the town of Brody, who was at the time Brody’s most 
important Russian-German export trader.

In 1832, while still co-owner of my father’s business, I was appointed 
commissioner at the commercial court, a function I was to exercise for 
25 years.

Following my father’s death in 1842, I went into the wholesale busi-
ness on my own, which enabled me to stay in the family home located 
on Ringplatz.

In 1854 I employed my oldest son, Abraham Oscar, in my company. 
In 1856 he went on to establish a wholesale business in Vienna and 

1. [Mayer Rachmiel Mises (1801–91) was the great-grandfather of Ludwig von Mises. In June 
1881 he prepared this short curriculum vitae to submit to the offi ce of the Austrian emperor, 
Francis Joseph, as part of the legal process for ennoblement and the bestowing of the honorifi c 
and hereditary title of “Edler von.” He was ennobled on April 30, 1881, with the ennoblement 
document issued on July 13, 1881. Ludwig von Mises is not mentioned at the end of the docu-
ment among Mayer Rachmiel Mises’s great-grandchildren because Ludwig was not born until 
September.—Ed.]
2. [The “restricted area” referred to that part of Lemberg, the capital of the Austrian province 
of Galicia, which was reserved as a residence and place of business for non-Jews. For a brief 
history of the Jews of Austria and Vienna in the second half of the nineteenth and the fi rst half 
of the twentieth centuries, and in the context of Ludwig von Mises’s life and work, including 
his own critique of anti-Semitism, see Richard M. Ebeling, “Ludwig von Mises and the Vienna 
of His Time,” in Political Economy, Public Policy, and Monetary Economics: Ludwig von Mises 
and the Austrian Tradition (London: Routledge, 2010), pp. 36–56.—Ed.]
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played a prominent role in the foundation of the Galician Carl-Ludwig 
Railroad, on whose board of directors he then served.

In 1859, under my said son’s leadership, the Viennese branch of my 
company was commissioned with the purchase of Galician corn for 
the Austrian army in Italy. The business was conducted to the full sat-
isfaction of Creditanstalt, the bank responsible for all monetary trans-
actions in the contract. In 1860, Creditanstalt made my son director of 
its new Lemberg branch offi ce, which resulted in the liquidation of my 
Viennese company.

Fifteen years later I also liquidated my Lemberg wholesale business 
and eventually retired from active business.

For nearly a half century I have been in public life in various posi-
tions and capacities.

I have already mentioned that for a period of 25 years I served as 
commissioner at the commercial court while also repeatedly serving on 
the city council and as a full member of the Chamber of Commerce.

Already in 1831 I became president of the Lemberg Jewish Commu-
nity and have remained in this position ever since, with only a brief 
interruption in the years 1843–1845.

At the beginning of 1840, I was cofounder of the Lemberg Savings 
Bank, and for a period of nearly 16 years I was its internal auditor. I only 
resigned in 1857 when the Austrian National Bank appointed me to the 
board of its Lemberg branch; I served in this capacity for 22 years until 
this institution was transformed into the Austro-Hungarian Bank.

In 1848 I was a member of the “Confi dential Committee” appointed 
by Governor Count Stadion, and also a member of the committee for 
the integration of émigrés returning from exile, which in the following 
year had to facilitate the reemigration of those among them who had 
not found gainful employment within the country.

I have been substantially involved in the foundation of an orphan-
age, a reform school, a secondary Jewish school, a charitable institution 

3. [Franz Stadion, Graf von Warthausen (1806–53), was a prominent Austrian statesman who 
served as Austrian governor of the Littoral (the capital of which was the Adriatic port city of Tri-
este) during 1841–46, and governor of Galicia (1847–48), during which time he freed the peas-
ants from compulsory labor duties; he also served as Austrian minister of education. He was a 
supporter of constitutional government within Austria and other liberal reforms.—Ed.]
4. [Many who had been part of the failed revolution of 1848 in Austria, including the uprising 
in Hungary and the rebellion of Poles in Russia and Austria, had left the Austrian Empire. 
Some began to return shortly afterward to resettle in their own homelands, found it diffi cult to 
reintegrate into their communities, and departed to live abroad once again.—Ed.]
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for infant orphans, a Jewish library, and several other charitable and 
educational foundations, some of which I endowed out of my own fi -
nancial means.

I dedicated myself no less to the administration of the Jewish Hos-
pital in Lemberg, which owes its existence largely to one of my father’s 
foundations.

And last, I may add that my marriage has produced fi ve children. 
Only my two daughters, Mrs. Esther Klärmann and Mrs. Elise Bern-
stein, are still alive. My two older sons, Abraham Oscar Mises, direc-
tor of the Galician Carl-Ludwig Railroad and director of the Lemberg 
branch of Creditanstalt, and Hirsch Mises, partner and director of the 
Halberstamm and Nirenstein banking institutions, and my youngest 
daughter, Clara Bodek, are no longer alive.

My male grandchildren are:
Hermann Mises, publisher and deputy to the Reichsrat in the years 

1873–1879, and an honorary citizen of the city of Drohobycz;
Max Mises, privatier;

Dr. Felix Mises, medical director emeritus of the Imperial-Royal 
General Hospital;

Emil Mises, engineer at the Galician Carl-Ludwig Railroad;
Arthur Mises, engineer at the Lemberg-Czernowitz Railroad 

Company.

Lastly, my great-grandson is Heinrich Mises, son of Dr. Felix Mises.
Lemberg, June 1881

5. [A “privatier” is a fi nancially independent individual, either through former business success 
or inheritance or marriage.—Ed.]
6. [Arthur Mises (1854–1903) was Ludwig von Mises’s father.—Ed.]
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Austro-Hungarian/Austrian monetary 
and economic policy issues 
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1 For expositions of Mises’s ideas on the rationality of human action, the theory of social
order, and the market economy and alternative economic systems, see Richard M. Ebeling,
“A Rational Economist in an Irrational Age: Ludwig von Mises,” in Richard M. Ebeling,
ed., The Age of Economists: From Adam Smith to Milton Friedman (Hillsdale, Mich.: Hills-
dale College Press, 1999), pp. 69–120; Richard M. Ebeling, “Planning for Freedom:
Ludwig von Mises as Political Economist and Policy Analyst,” in Richard M. Ebeling, ed.,
Competition or Compulsion? The Market Economy versus the New Social Engineering
(Hillsdale, Mich.: Hillsdale College Press, 2001), pp. 1–85; and Israel M. Kirzner, Ludwig
von Mises: The Man and His Economics (Wilmington, Del.: ISI Books, 2001).

Introduction

The “Lost Papers” of Ludwig von Mises

All of the articles and essays contained in this volume were written by Aus-
trian economist Ludwig von Mises during the twenty years between the
two world wars, from 1918 to 1938. The common themes running through
most of them concern the monetary disorder and inflation that followed
the breakup of the Austro-Hungarian Empire at the end of the First World
War; the monetary, fiscal, and interventionist problems in Austria and
Europe in general in the 1920s and 1930s, including during the Great
Depression; and the collectivist policies and ideas that were leading Eu-
rope down the road to the Second World War. Also included from this pe-
riod are articles on the Austrian economists, the methodology of the social
sciences, and the problem of economic calculation under socialism.

They all were originally written in German and about a quarter of
them have never been published before. Virtually all are taken from the
“lost papers” of Ludwig von Mises.

In the years between the two world wars, Ludwig von Mises was one
of the most famous and controversial economists on the European conti-
nent.1 Born in Lemberg, Austria-Hungary on September 29, 1881, Mises
entered the University of Vienna in 1900 and was awarded a doctoral de-
gree in 1906. In 1909, the Austrian Chamber of Commerce in Vienna
hired Mises as one of its economic staff members. In 1913, he was given
the title of Privatdozent, permitting him the right to teach at the Univer-
sity of Vienna as an unsalaried lecturer, with promotion to the title of Pro-
fessor Extraordinary in 1918.
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2 Ludwig von Mises, The Theory of Money and Credit (Indianapolis: Liberty Fund, 3rd.
revised ed., [1924; 1953] 1980). For an exposition of the Austrian theory of money and the
business cycle in the context of the Great Depression and in contrast to the Keynesian ap-
proach, see Richard M. Ebeling, “The Austrian Economists and the Keynesian Revolu-
tion: The Great Depression and the Economics of the Short-Run,” in Richard M. Ebeling,
ed., Human Action: A 50-Year Tribute (Hillsdale, Mich.: Hillsdale College Press, 2000),
pp. 15–110. For a comparison of Mises’s theory of money and the business cycle with that
of the Swedish economists during this period, see Richard M. Ebeling, “Money, Economic
Fluctuations, Expectations and Period Analysis: The Austrian and Swedish Economists in
the Interwar Period,” in Willem Keizer, Bert Tieben, and Rudy van Zip, eds., Austrian
Economics in Debate (London/New York: Routledge, 1997), pp. 42–74.

3 Ludwig von Mises, “Economic Calculation in the Socialist Commonwealth,” [1920] in
F. A. Hayek, ed., Collectivist Economic Planning (London: Routledge & Sons, 1935), pp.
87–130; reprinted in Israel M. Kirzner, ed., Classics in Austrian Economics: A Sampling
in the History of a Tradition, Vol. 3: “The Age of Mises and Hayek” (London: William
Pickering, 1994), pp. 3–30.

4 Ludwig von Mises, Socialism (Indianapolis: Liberty Fund, [1951] 1981). For an exposi-
tion of Mises’s critique of socialist planning in the context of the critics of socialism who
preceded him, see Richard M. Ebeling, “Economic Calculation under Socialism: Ludwig
von Mises and His Predecessors,” in Jeffrey M. Herbener, ed., The Meaning of Ludwig von
Mises (Norwell, Mass.: Kluwer Academic Press, 1993), pp. 56–101.

Over the next twenty-seven years, until his emigration to the United
States in July 1940, Ludwig von Mises caused firestorms of controversy.
In 1912, he published The Theory of Money and Credit, in which, besides
its many other theoretical contributions, Mises formulated what became
known as the Austrian theory of the business cycle. Inflation and depres-
sion were not inherent to a capitalist economy, but were the result of gov-
ernment control and mismanagement of the monetary system through
manipulation of market rates of interest.2

It was an article he published in 1920,3 and which two years later he
expanded into the book-length treatise Socialism, that caused the whirl-
wind of debate that surrounded him for the rest of his life. In this work,
Mises demonstrated that the central planners of a socialist state would have
no way of knowing how to use the resources of the society at their disposal
for least-cost and efficient production. Without market-generated prices,
the planners would lack the necessary tools for “economic calculation.”
The reality of the promised socialist utopia would be poverty, economic
imbalance, and social decay. Furthermore, Mises argued that any type of
collectivism that was applied comprehensively would result in a terrible
tyranny, since the state would monopolize control over everything needed
for human existence.4

In 1927, Mises published Liberalism, in which he presented the clas-
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5 Ludwig von Mises, Liberalism: The Classical Tradition (Irvington-on-Hudson, N.Y.:
Foundation for Economic Education, [1927] 1996).

6 Ludwig von Mises, Critique of Interventionism (Irvington-on-Hudson, N.Y.: Foundation
for Economic Education, [1929] 1996). For an exposition of some aspects of the Austrian
ideas on interventionism, see Richard M. Ebeling, “The Free Market and the Interven-
tionist State,” in Richard M. Ebeling, ed., Between Power and Liberty: Economics and the
Law (Hillsdale, Mich.: Hillsdale College Press, 1998), pp. 9–46.

7 F. Kapelush, “‘Anti-Marxism’: Professor Mises as a Theorist of Fascism,” Bolshevik, No.
15 (August 15, 1925), pp. 82–87. This article has been translated from the Russian and is
included as an appendix to the present volume.

8 Ludwig von Mises, “Anti-Marxism,” [1925] Critique of Interventionism, pp. 71–95.

9 See Richard M. Ebeling, “William E. Rappard: An International Man in an Age of
Nationalism,” Ideas on Liberty (January 2000), pp. 33–41.

sical liberal vision of the free and prosperous society, one in which indi-
vidual freedom would be respected, the market economy would be free,
open and unregulated, and government would be limited to the primary
functions of protecting life, liberty and property.5 He followed this work
with Critique of Interventionism in 1929, a collection of essays in which he
tried to explain that the interventionist-welfare state was not a “third way”
between capitalism and socialism, but a set of contradictory policies that,
if fully applied, would eventually lead to socialism through incremental in-
creases in government regulation and control over the economy—and that
Germany in the 1920s was heading down a dangerous political road that
would lead to the triumph of national socialism.6

Not surprisingly, both Marxists and Nazis viewed Ludwig von Mises as
a serious intellectual enemy. In fact, in 1925, the Soviet journal Bolshevik
published an article calling him a “theorist of fascism.”7 What was Mises’s
“crime” deserving of such a charge? In a 1925 article on “Anti-Marxism,”
Mises had written that Marxist Russia and a “national socialist” Germany
would be natural allies in a war in Eastern Europe—thereby anticipating
the infamous Nazi-Soviet Pact of August 1939, which served as the pre-
lude to the beginning of the Second World War.8

By the early 1930s, Mises understood that a Nazi victory in Germany
would threaten Austria. As a classical liberal and a Jew, he could be sure
that after a Nazi takeover of Austria, the Gestapo would come looking for
him. So when in March 1934 he was offered a way out by William E.
Rappard, cofounder and director of the Graduate Institute of International
Studies in Geneva, Switzerland, who offered him a position as Professor of
International Economic Relations, Mises readily accepted and moved to
Geneva in October 1934.9

00/Mises Vol. 2/Front Matter.p  7/20/02  12:50 PM  Page xv



xvi � Introduction 

10 See Joachim C. Fest, Hitler (New York: Harcourt Brace Jovanovich, 1973), pp. 549–50;
Ian Kershaw, Hitler, 1936–1945: Nemesis (New York: W. W. Norton, 2000), pp. 84–85;
and Getta Sereny, The German Trauma: Experiences and Reflections, 1938–2000 (London:
Penguin Press, 2000), pp. 6–8. (Getta Sereny, who was a teenager in Vienna at the time of
the German occupation, is the stepdaughter of Ludwig von Mises.)

11 See Saul Friedlander, Nazi Germany and the Jews, Vol. I: The Years of Persecution,
1933–1939 (New York: HarperCollins, 1997), pp. 242–44. For a more detailed account of
the events in Austria following the Nazi annexation of the country, see Dieter Wagner and
Gerhard Tomkowitz, Anschluss: The Week Hitler Seized Power (New York: St. Martin’s
Press, 1971); and Walter B. Maass, Country Without a Nation: Austria under Nazi Rule,
1938–1945 (New York: Frederick Unger Publishing Co., 1979).

Mises kept his apartment in Vienna, where he and his mother had
been living since 1911. After she died in April 1937, he returned the apart-
ment to the owner of the building but continued to sublet a room from the
new tenant. In this room he stored his papers, manuscripts, family and per-
sonal documents, correspondence, and files of his own and other writers’
articles, as well as much of his personal library, which included more than
two thousand volumes.

On March 12, 1938, the German army crossed the Austrian border.
When Adolf Hitler arrived in Vienna on March 15 he announced that his
native Austria had been incorporated into Nazi Germany. Over the next
several weeks the Gestapo arrested tens of thousands of Viennese. An es-
timated seventy thousand were soon imprisoned or sent to concentration
camps. Among the immediate victims were the Jews of Vienna, who were
harassed, beaten up, tortured, murdered, and humiliated by being made
to scrub the streets of Vienna on their hands and knees with toothbrushes
while being surrounded by tormenting crowds of onlookers.10 The new
Nazi regime soon began a methodical program of appropriating the 33,000
Jewish-owned businesses and enterprises in Vienna.11 Among those that
the Gestapo came looking for soon after the Anschluss was Ludwig von
Mises.

Towards the end of March 1938, the Gestapo came to Mises’s Vienna
apartment. He was safe in Switzerland, but the Nazis boxed up everything
in his room and carried it away. A year later, on March 4, 1939, Mises sent
out a letter of “information” to friends in Europe, explaining what had
happened to his possessions:

From 1911 until the death of my mother, I resided at 24 Wollzeile, Apart-
ment 18 (Vienna, I). Upon her death I returned the apartment to the
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12 See also Ludwig von Mises, “Bemerkungen über die ideologischen Wurzeln der
Währungskatastrophe von 1923” [Remarks on the Ideological Roots of the Monetary
Catastrophe of 1923] in Freunduesgabe zum 12. Oktober 1959 für Albert Hahn [Friendly
Presentations on the Occasion of Albert Hahn’s Seventieth Birthday] (Frankfurt am Main:
Fritz Knapp, 1959), pp. 54–58. Here Mises remarked that he kept notes of his conversations
with members of the Verein für Sozialpolitik [Association for Social Policy] on various the-
oretical and methodological questions, adding “I kept these notes in my apartment in
Vienna, which I had maintained after my move to Geneva in 1934. These and other doc-
uments disappeared after the Nazis plundered my apartment” (p. 55).

13 That Mises believed that his papers had been destroyed by the Nazis or in the war was
told to me in conversation with his widow, Margit, in 1979.

owner of the building, who rented it out to the physician, Dr. Joseph
Reitzes. However, I kept one room in the apartment as his subtenant. In
this room I had my library, as well as my personal correspondence, my
family papers, diplomas and other important documents. Furthermore,
I had there silver tableware, and a considerable number of other silver
items—large platters, candelabras, etc. Finally, there was some linen. At
the end of March 1938 the Gestapo forcibly entered my locked room
and hauled away the contents in twenty-one boxes. Then my room was
sealed. In September or October, the rest of the objects in the room 
were taken away by the Gestapo. Dr. and Mrs. Reitzes have meanwhile
left Vienna, and no correspondence from them has reached me. From
what I have heard, the Gestapo gave them strict orders not to get in touch
with me. In August of last year, I learned from Baron Richthofen that
my possessions were in the hands of the Gestapo. When my lawyer, Dr.
Rintelen, inquired about what had become of my possessions, he was re-
portedly given the answer that they could not be found anywhere. My
personal library includes about 2,500 books, 1,500 pamphlets and
reprints. These works deal with such subjects as economics, economic
policy, financial questions, economic conditions in various countries, all
varieties of socialism, world and Austrian history, economic history, ju-
risprudence, philosophy, and belles-lettres.

Mises then listed the collections of books, journals and papers that had
been among the property taken away by the Gestapo.12

Until his death on October 10, 1973, at the age of 92, Mises believed
that everything had been destroyed—either by the Nazis or in the chaos of
the war. Considering the manner in which the Nazi regime had earlier
burned books as a symbolic rejection of ideas opposed to their own, this
was, perhaps, a reasonable assumption.13 However, Mises’s papers had not
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been destroyed. Instead, they had been kept by the Nazis and ended up in
Czechoslovakia, along with most of the other documents, papers, and
archival collections the Nazis had seized in various German-occupied
countries during the war.

During the first days of May 1945, as the war in Europe was reaching
its end, the Soviet army, having conquered eastern Germany, began its
conquest of the Czech region of Bohemia. Reaching the small town of
Halberstadt, the Soviet soldiers began to fan out and occupied the railway
station. On a track siding were twenty-four boxcars that the Nazi authori-
ties had been preparing to evacuate to territory still under their control.
When Soviet officials opened the boxcars, they found them stuffed with
documents, files, dossiers, and personal and professional papers that the
Gestapo had looted from France, Belgium, Austria, Holland, Poland, and
many other countries, including Germany itself. Among these literally mil-
lions of pages of stolen documents were the “lost papers” of Ludwig von
Mises.

This massive cache of material was turned over by the Soviet army to
the KGB, who reported the find and its apparent content to Stalin. Stalin
ordered the boxcars to be transported to Moscow, where a special building
was constructed in the early 1950s to store and preserve these papers. They
included 20 million documents from twenty countries. From the outside,
the building looked like an ordinary residential complex. It had no name-
plate on the door, and only the bars on the windows suggested that it was
something other than what it appeared. For the next forty-five years the
only people allowed access to the documents stored in the building were
members of the KGB and the Soviet Ministry of Foreign Affairs. The em-
ployees—all KGB archivists—were forbidden to tell even their families
where they worked and were restricted from meeting with foreigners, or
even eating at restaurants patronized by foreigners in Moscow.

Each of the archival collections had been carefully studied and orga-
nized by the KGB. Mises’s papers were divided into 196 files containing
approximately 8,000 items. In 1951, the KGB prepared an index to his pa-
pers, with a one-paragraph description of each file. The entire collection
was labeled “Fund # 623—Ludwig Mises.”

With the collapse of the Soviet Union in 1991, the documents were
declassified and the archive was opened on a limited basis under its new
name, the Moscow Center for Historical and Documental Collections.
Even foreign researchers could now request to see parts of the collection.

I first heard a rumor that Mises’s papers might be in Moscow in the
summer of 1993. My wife and I were in Vienna looking for archival ma-
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terial about Mises’s life and career. A friend in the Austrian Chamber of
Labor, Dr. Gunther Chaloupek, told me that some German diplomats
had been in Moscow looking for material about antifascist Germans from
the interwar period and had come across a reference to Mises’s name
among the indexes to captured documents they were permitted to
examine.

In 1994, I found Mises’s “information” letter from 1939 among
Friedrich A. Hayek’s papers at the Hoover Institution at Stanford Univer-
sity, so I now had an idea of exactly how and what the Nazis had stolen. It
was only in July 1996 that I found out the exact location of Mises’s “lost pa-
pers.” I went to the Holocaust Museum in Washington, D. C., hoping that
the researchers there could tell me whether, by chance, a Gestapo file on
Mises had survived the war. No one could locate such a file. However, I
asked a research staff member whether they could find out if any of Mises’s
papers were now in Russian hands. She introduced me to a senior re-
searcher, Karl Modek, who specialized in Holocaust material relating to
the Soviet Union. Opening a spiral binder containing a full list of the ma-
terial stored at the Moscow Center for Historical and Documental Col-
lections, he turned to the pages listing the fund numbers and the names
of collections in the archive. There it was: “Fund # 623—Ludwig Mises.”

Since the archive had been open to researchers since 1991, the ques-
tion arises as to why the existence of Mises’s papers had not come to light
earlier, and why hadn’t anyone taken the time to examine them and ob-
tain copies? An answer was provided by Kurt Leube, former personal as-
sistant to Friedrich Hayek.

In 1994, Mr. Leube also had heard that Mises’s papers appeared to
have survived in Russia. He found out that some Austrian researchers, in-
cluding Gerhard Jagschitz of the University of Vienna and Stefen Karner
of the University of Graz, had traveled to Moscow and seen the indexes to
Austrian documents captured by the Soviet army. They confirmed that
they had seen an index to Mises’s papers. Mr. Leube had asked them to ex-
amine the files and describe their contents, but they replied that their own
research schedule did not permit the time to do so.

In March 1997, Dr. Mansur Mukhamedjanov, then Director of the
Moscow Center for Historical and Documental Collections, delivered a
speech at Hillsdale College and explained:

The Ludwig von Mises fund was accessible to researchers. But from the
time when the archive has been opened, not one researcher looked into
or worked with the materials of this fund. Russian economists who are in-
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14 A companion volume will be published by Liberty Fund that contains material from
this collection that relates to Mises’s writings before and during the First World War, his
family background, his service in the Austrian army during the First World War, his teach-
ing at the University of Vienna, his private seminar, and his correspondence.

volved in working out the concept of market reform never showed any in-
terest in Mises’s fund. I don’t think they even know about its existence.
Foreign researchers were interested in anything but Mises. Some of them
probably saw the index and knew that such a fund existed, but nobody,
I repeat, nobody ever showed any interest or desire to look into the doc-
uments. Our careful records show that no researchers ever requested
“Fund # 623—Ludwig Mises.”

Mises’s Vienna papers remained unexamined until my wife, Anna,
and I traveled to Moscow in October 1996. From October 17 to 27, we
spent every working day examining each of the files. We arranged the
photocopying or microfilming of virtually the entire collection of papers,
manuscripts, articles, correspondence, personal documents, and related
materials. They now have been rearranged and computer-cataloged and
are restored in the Ludwig von Mises Library Room at Hillsdale College.

The articles and essays in the present volume contain material from
Mises’s “lost papers” covering the period from between the two world
wars.14 They offer a view of a different side of Ludwig von Mises in com-
parison to many of his other works that have been more readily available
from this period of his life.

The Economist as the Historian of Decline

In the months immediately after he arrived in the United States in the
summer of 1940, Ludwig von Mises set down on paper his reflections on
his life and contributions to the social sciences. It is less an autobiography
and more a restatement of his most strongly held ideas in the context of the
times in which he had lived in Europe. It carries in it a tone of despair
and dismay about the direction in which European civilization seemed to
be moving at the end of the first four decades of the twentieth century. In
clear anguish and frustration, he summarized how he viewed his efforts as
an economist in Europe in general and Austria in particular during those
years between the two world wars:
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15 Ludwig von Mises, Notes and Recollections (South Holland, Ill.: Libertarian Press,
[1940] 1978), p. 115.

16 Ludwig von Mises, Human Action: A Treatise on Economics (Irvington-on-Hudson,
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Occasionally I entertained the hope that my writings would bear practi-
cal fruit and show the way for policy. Constantly I have been looking for
evidence of a change in ideology. But I have never allowed myself to be
deceived. I have come to realize that my theories explain the degenera-
tion of a great civilization; they do not prevent it. I set out to be a re-
former, but only became the historian of decline.15

His activities between 1918 and 1938 were divided into two categories:
his scholarly writings, and his work as an economic policy analyst and ad-
vocate for the Vienna Chambers of Commerce, Crafts, and Industry. The
reader of The Theory of Money and Credit, Socialism, Liberalism, and Cri-
tique of Interventionism easily would have a conception of Mises as pri-
marily a wide-ranging and interdisciplinary economic and social theorist
who was especially concerned with advancing various aspects of monetary
and general economic theory in the context of critically evaluating the ide-
ological and policy trends of his time.

This view of Mises would also be easily reinforced from reading his
economic treatise, Human Action, a massive work that represents the cap-
stone of his thinking on a vast number of subjects.16 He writes on a large
canvas that incorporates a theory of human knowledge; the conception of
the origin and structure of human society; the foundations and construc-
tion of a theory of the competitive market process; the nature of money, in-
terest, capital, and the business cycle; and a detailed critique of the
socialist, interventionist, and welfare-statist alternatives to the market order.

Some of the articles and essays included in the present volume show
him as a clear and concise expositor of these general and critical ideas. In
the context of the Austria of this time, however, they also show Mises as a
contemporary policy analyst focusing on a variety of specific political, eco-
nomic, and monetary problems in the wake of the First World War. In
these writings he is an advocate of particular policies, reforms, and insti-
tutional changes meant to move his native Austria in the direction of freer
markets, a more stable monetary order, and a less distorting fiscal regime.

His efforts in these areas of public policy grew out of his position at the
Vienna Chamber of Commerce, where he first worked in October 1909
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17 See Alexander Hortlehner, “Ludwig von Mises und die Österreichische Handelskam-
merorganisation” [Ludwig von Mises and the Austrian Chamber of Commerce],
Wirtschaftspolitische Blätter, No. 4 (1981), pp. 141–42.

18 The February 1925 issue of Friedensrecht, Ein Nachrichtenblatt über die Durchführung
des Friedenvertrages Enthaltend die Verlautbarungen des Österreichischen Abrechnung-
samtes [The Laws for Peace, A Newsletter for the Execution of the Peace Treaty, Contain-
ing Announcements of the Austrian Office for the Settlement of Accounts], pp. 9–10,
reported 

the separation of Professor Dr. Mises from the board of directors of the Office of
Accounts [for the settlement of prewar debts]. Due to his responsibilities as a
deputy director in the offices of the Vienna Chamber of Commerce, Crafts, and
Industry, he has had to resign from his activities in the Office of Accounts. As an
economic theorist, Professor Mises has made a name for himself in the German-
speaking scientific world far beyond the boundaries of Austria. His wide knowl-
edge and his accurate, clear way of thinking are combined with an extraordinary,
practical understanding and a detailed knowledge of the economic life in Vienna
and Austria. Given Austria’s present economic and financial difficulties, that the
arranging of the debentures for the settlement of prewar debts has been facilitated
under such comparatively favorable conditions we owe to his farseeing and able
handiwork. With foresight into the requirements necessary for success, he
sketched out the rules for the committee overseeing the settlement of the deben-
tures. And it was his proposals for the issuance of the debentures that were
adopted by the consortium of nations. It was just as important and beneficial for
the work of the Office of Accounts that Mises applied, in a strictly objective way,
his knowledge of the economic situation in the selection of the Office’s person-
nel. Already as a staff member of the Chamber of Commerce, he had won the
confidence of wide circles in the business world, and he has kept that confidence
in his work with the Office of Accounts.

as an assistant for the drafting of documents, later becoming a deputy sec-
retary in 1910. Mises was promoted to Leitenden Kammerssekretärs (first
secretary) of the Vienna Chamber when he returned to his duties after
serving as an officer in the Austrian army during the First World War. He
was in charge of the Chamber’s finance department, which was responsi-
ble for banking and insurance questions, currency problems, foreign ex-
change regulations, and public finance and taxation. He also consulted
on issues relating to civil, administrative, and constitutional law. Indeed,
because of his wide interests and knowledge, practically every facet of the
Chamber’s activities concerning public policy and regulation fell within
his expertise.17

Mises also was assigned special tasks. From November 1918 to Sep-
tember 1919, he was responsible for financial matters relating to foreign af-
fairs at the Chamber. From 1919 to 1921, he was in charge of the section
of the Austrian Reparations Commission for the League of Nations con-
cerned with the settling of outstanding prewar debt.18 After he accepted
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19 Mises, Notes and Recollections, pp. 76 & 91.

20 Ibid., pp. 74–75.

21 Ibid., pp. 91–92.

the appointment as professor of international economic relations at the
Geneva Graduate Institute of International Studies, he went on extended
leave from the Chamber, though he continued to return to Vienna peri-
odically to consult on various policy matters until February 1938.19

At the Chamber, Mises explained, “I created a position for myself.”
While always having a superior nominally above him, he came to operate
on his own with the assistance of a few colleagues. Though he felt that his
advice was not often taken, he viewed himself as “the economist of the
country” whose efforts were “concentrated on the crucial economic polit-
ical questions,” and as “the economic conscience” of Austria in its postwar
period.

Friends often suggested to him that he could have had more of a pos-
itive impact on Austrian economic policy if he had been willing to give a
little and modify his principled stance on various issues. Yet Mises’s only
regret, as he looked back on his years at the Chamber, was that he often
felt that he compromised too much, though he stated that he had always
clearly understood that in politics compromise was inevitable. The chal-
lenge was to “give” on the less important issues so as to have a better
chance to succeed on the essential ones. This is how he viewed the posi-
tions he often took within the Chamber in an effort to get the organization
to publicly back policies that he considered crucial at various times dur-
ing these years.20

By the time he left Vienna for Geneva in October 1934, however,
Mises believed that he had done little more than fight a series of rearguard
actions to delay the decay and destruction of his beloved Austria. “For six-
teen years I fought a battle in the Chamber in which I won nothing more
than a mere delay of the catastrophe . . . Even if I had been completely suc-
cessful, Austria could not have been saved,” Mises forlornly admitted. “The
enemy who was about to destroy it came from abroad [Hitler’s Nazi Ger-
many]. Austria could not for long withstand the onslaught of the National-
Socialists who soon were to overrun all of Europe.” Still, he had no regrets
over the efforts he had made. “I could not act otherwise. I fought because
I could do no other.”21

To appreciate Mises’s frustration and sense of failure in having begun,
as he expressed it, with the hope of being a reformer and instead ending
up in the role of a historian of decline requires an appreciation, however
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ton University Press, 1972); Eduard Marz, Austrian Banking and Financial Policy: Credit-
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brief, of the history of Austria between the world wars. Familiarity with this
period will also serve to place into their appropriate context most of the ar-
ticles and essays included in the present volume, writings through which
Mises had clearly attempted to influence the course of events in his native
land.

Austria Between the Two World Wars22

Austria-Hungary under the Habsburg monarchy had been a vast, polyglot
empire in Central and Eastern Europe encompassing a territory of ap-
proximately 415,000 square miles with a population of 50 million. The
two largest linguistic groups in the empire were the German-speaking and
Hungarian populations, each numbering about 10 million. The remain-
ing 30 million were made up of Czechs, Slovaks, Poles, Romanians,
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1922 (New York: Doubleday, 1963), pp. 69–96 & 337–56.

24 See Joseph Redlich, Austrian War Government (New Haven, Conn.: Yale University
Press, 1929).

25 On the nationalist currents in Austria-Hungary, see Oscar Jaszi, The Dissolution of the
Habsburg Monarchy (Chicago: University of Chicago Press, 1929).

Ruthenians, Croats, Serbs, Slovenes, Italians, and a variety of smaller
groups of the Balkan region.

During the last decades of the nineteenth century and the opening
decade and a half of the twentieth century, the empire increasingly came
under the strain of nationalist sentiments from these various groups, each
desiring greater autonomy and some forcefully demanding independence.
The First World War brought the 700-year-old Habsburg dynasty to a
close.23 The war had put severe political and economic strains on the coun-
try. Power was centralized in the hands of the military command, civil lib-
erties were greatly curtailed, and the economy was controlled and
regulated.24 Yet the more that power was concentrated and the more that
the fortunes of war turned against the empire, the more the national
groups, most insistently the Hungarians and then the Czechs, Croats, and
Poles, demanded self-determination to form their own nation states.25

The empire formally began to disintegrate in October 1918, when first
the Czechs declared their independence, followed by the Hungarians and
the Croats and Slovenes. In early November 1918, the last of the Habs-
burg emperors, Karl Franz Josef, stepped down from the throne, and on
November 12, a provisional national assembly in Vienna proclaimed a re-
public in German-Austria, as this remnant of the empire was now named.
Yet in the second article of the document of independence, it was stated
that “German-Austria is an integral part of the German Republic.” Thus
the new Austria was born—reduced to 52,000 square miles with a popula-
tion of 6.5 million inhabitants, one-third of whom resided in Vienna—
with a significant portion of the population not wishing their country to be
independent but unified (an Anschluss) with the new republican Germany.

For almost five months after the empire had politically broken apart,
the Austro-Hungarian National Bank continued to operate as the note-
issuing central bank within German-Austria, Czechoslovakia, and
Hungary. The Czechs, however, increasingly protested that the Bank was
expanding the money supply to cover the expenses and food subsidies of
the German-Austrian government in Vienna. In January 1919, the new
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27 Eduard Marz, Austrian Banking and Financial Policy: Creditanstalt at a Turning Point,
1913–1923, pp. 290–317. On the effects of rent controls in Vienna in the 1920s, see F.A.
Hayek, “The Repercussions of Rent Restrictions,” [1930] in Rent Control, A Popular Para-
dox (Vancouver: Fraser Institute, 1975), pp. 67–83.

Yugoslavian government declared that all notes of the Austro-Hungarian
Bank on their territory would be stamped with a national mark, and only
such stamped money would then be legal tender. The Czech government
announced the same in late February 1919. The Czech border was sealed
to prevent smuggling of notes into the country, and the notes within
Czechoslovakian territory were stamped between March 3 and 10. Soon
after, both Yugoslavia and Czechoslovakia began to issue their own na-
tional currencies and exchange the stamped Austrian notes for their new
monetary units.

In Hungary the situation was more chaotic. In March 1919, a Bol-
shevik government took power in Budapest and began printing huge quan-
tities of small-denomination notes with Austro-Hungarian Bank plates in
their possession, as well as larger notes of their own design, causing a se-
vere inflation. The Bolshevik government was overthrown in August 1919
by invading Romanian armies. The Austrian Bank notes were not em-
bossed with a national stamp until March 1920, and a separate national
currency was introduced in Hungary in May 1921.

The Austrian government, in response to the monetary decisions of
the Yugoslavians and Czechs, began their own official stamping of Austro-
Hungarian Bank notes within its territory between March 12 and 24,
1919.26 However, the limiting of notes considered legal tender in the new
Austria did not end the problem of monetary inflation. In a matter of weeks
after the declaration of the Austrian Republic, the coalition government
made up of the Social Democrats, the Christian Socialists, and the Pan-
German Nationalists began the introduction of a vast array of social welfare
programs. They included a mandatory eight-hour work day, a guaranteed
minimum one- to two-week holiday for industrial employees, a continua-
tion and reinforcement of the wartime system of rent controls in Vienna,
centrally funded unemployment and welfare payments, and price controls
on food supplies that were supplemented with government rationing and
subsidies.27 The cost for these latter programs was huge and kept growing.

00/Mises Vol. 2/Front Matter.p  7/20/02  12:50 PM  Page xxvi



Introduction � xxvii

28 Budget deficits in nominal terms grew from 2.7 billion crowns in 1919 to 137.7 billion
crowns in 1922. The deficits averaged between 40 and 67 percent, as a fraction of total
federal government expenditure in Austria during this period of time. See Kurt W.
Rothschild, Austria’s Economic Development Between the Two Wars, p. 24.

29 In 1925, at a meeting of the Verein für Sozialpolitik [Society for Social Policy], Mises
told the following story: “Three years ago a colleague from the German Reich, who is here
in this hall today, visited Vienna and participated in a discussion with some Viennese econ-
omists. Everyone was in complete agreement concerning the destructiveness of inflation-
ist policy. Later, as we went home through the still of the night, we heard in the Herrengasse
[a main street in the center of Vienna] the heavy drone of the Austro-Hungarian Bank’s
printing presses that were running incessantly, day and night, to produce new bank notes.
Throughout the land, a large number of industrial enterprises were idle; others were work-
ing part-time; only the printing presses stamping out notes were operating at full speed. Let
us hope that industry in Germany and Austria will once more regain its prewar volume
and that the war- and inflation-related industries, devoted specifically to the printing of
notes, will give way to more useful activities.” See Bettina Bien Greaves and Robert W.
McGee, eds., Mises: An Annotated Bibliography (Irvington-on-Hudson, N.Y.: Foundation
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30 J. van Walre de Bordes, The Austrian Crown: Its Depreciation and Stabilization, pp.
48–50, 83, 115–39.

In 1921, half of the Austrian government’s budget deficit was caused by
the food subsidies.28

To cover these expenditures, the Austrian government resorted to the
printing press.29 Between March and December 1919, the paper money of
the Austrian Republic increased from 831.6 million crowns to 12.1 billion
crowns. By December 1920, it had increased to 30.6 billion crowns; by
December 1921, to 174.1 billion crowns; by December 1922, to 4 trillion
crowns; and to 7.1 trillion crowns by the end of 1923. Prices rose dramat-
ically through this period. A cost-of-living index, excluding housing (with
July 1914 = 1), stood at 28.37 in January 1919; by January 1920, it had
risen to 49.22; by January 1921, it had gone up to 99.56; in January 1922,
it stood at 830; by January 1923, it had shot up to 11,836; and in April
1924, it was at 14,850.

The foreign-exchange value of the Austrian crown also dramatically
fell during this period. In January 1919, one dollar could buy 16.1 crowns
on the Vienna foreign-exchange market; by May of 1923, a dollar traded
for 70,800 crowns.30

Adding to the monetary and financial chaos was the virtual political
disintegration of what remained of Austria. Immediately after the declara-
tion of the Austrian Republic, political power devolved to the provinces
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and the local communities, which showed little loyalty to the new national
government and great animosity towards the capital city of Vienna. They
soon blocked the provincial borders, imposing passport and visa restric-
tions for entering and exiting their territories. Some of the provinces in
1919 even entered into independent negotiations with Switzerland and
Bavaria about possible political incorporation into these neighboring coun-
tries. A primary motivation for this provincial “nationalism” or “particu-
larism,” however, was the food and raw materials crisis.

The imperial government had forcefully requisitioned food from the
agricultural areas of German-Austria during the war. The new republican
government in Vienna continued the practice of forced requisition at ar-
tificially low prices, using a newly formed Volkswehr [People’s Defense
Force] to seize the food supplies sold in Vienna at controlled prices for ra-
tion tickets. The provincial governments used their local power to prevent
the export of their agricultural products to Vienna at these below-market
prices. Vienna, however, received food from the countryside through a
vast black-market network that operated throughout the country.

The food crisis was reinforced by an economic blockade, one that was
continued for a brief time after the armistice by the Allied powers but
mostly imposed by the Czechs, Hungarians, and Yugoslavians. Coal sup-
plies throughout 1919 and early 1920 were hard to come by. The Czechs
and Hungarians refused to supply coal unless they received actual manu-
factured goods as payment in trade. The inability to acquire coal and other
essential raw materials resulted in Austrian and especially Viennese in-
dustry grinding to a halt, with no way to produce the goods necessary to pay
for the resources required for production. Throughout 1919 and part of
1920, Vienna was on the verge of mass starvation, with food and milk ra-
tions almost nonexistent except for the very young. Only relief supplies
provided by both the Allied powers and private charities saved thousands
of lives in the city.31

In October 1920, a new constitution was promulgated as the law of
the land. Written primarily by the Austrian legal philosopher Hans Kelsen,
it defined the lines of authority between the central government and the
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provinces. The provinces were given wide powers at the local and regional
level, but the supremacy of the federal authority over essential political
and economic matters that the constitution established ended the provin-
cial nationalism and “particularism.”

One new element resulting from the constitution was that the city of
Vienna was now administratively recognized as having a separate “provin-
cial” status. Thus, neither the surrounding province of Lower Austria nor
the federal government located in Vienna had jurisdiction over the affairs
of the city. From 1920 until 1934, the city became known as “Red Vienna.”
Throughout the interwar period, Austrian politics were dominated by the
battle between the Social Democrats and the Christian Socialists. The So-
cial Democrats, while rejecting the Bolshevik tactic of dictatorship to
achieve their ends, were dedicated to the ideal of marching to a bright so-
cialist future. But outside of Vienna (where they consistently won a large
electoral majority) they were thwarted in this mission by the Christian So-
cialists, who held the majority in the Alpine provinces of Austria and there-
fore in the National Assembly that governed the country as a whole. The
Christian Socialists based their support in the agricultural regions of the
country where there was a suspicion and dislike for socialist radicalism.
The Christian Socialists, however, were willing to use, in turn, domestic
regulations, trade restrictions, and income transfer programs to benefit seg-
ments of the rural population at the expense of the larger municipalities,
and especially Vienna.

The battle between these two parties had first been fought out in 1921
and 1922, when government expenditures and the mounting increases in
the money supply to pay for them were threatening runaway inflation and
a financial and economic collapse. After several appeals to the Allied pow-
ers, the League of Nations extended a loan to the Austrian government to
repay outstanding debts left over from the war and temporarily to cover
current expenditures. In return the League supervised a demanding aus-
terity plan that required sizable cuts in government spending, including
the ending of the expensive food subsidies for the urban population and the
firing of 80,000 civil servants. In addition, the League assisted in the con-
struction of a new Austrian National Bank, for which Mises played a cen-
tral role in the writing of the charter and bylaws.

In Vienna the Social Democrats remained determined to press on
with creating a model socialist community. Huge sums of money were
spent in the 1920s on building dozens of schools, kindergartens, libraries,
and hospitals in the “working class” districts of the city. They also con-

00/Mises Vol. 2/Front Matter.p  7/20/02  12:50 PM  Page xxix



xxx � Introduction 

structed vast new housing complexes, sometimes built literally like
fortresses ready to be defended against any counterrevolutionary attacks;
one of the most famous of these complexes was Karl Marx Hof. In other
parts of the city rent controls kept the cost of apartment housing artificially
low at the expense of the landlords. Municipal social and medical insur-
ance programs provided cradle-to-grave protection—including free burials
—for the constituents of the Social Democratic Party in Vienna.

To pay for these programs and projects, the Social Democrats imposed
a “soak the rich” tax system. Various progressive tax devices were intro-
duced on income, consumption, “entertainment,” and “luxury” expendi-
tures, as well as on rents, business enterprises, and capital assets within the
boundaries of the city’s jurisdiction. One newspaper referred to the city’s
fiscal system as “the success of the tax vampires,” especially since to cover
these municipal expenditures the tax base and rates soon enveloped a large
portion of Vienna’s middle class as well as “the rich.”

Parallel to the electoral combat between Social Democrats and the
Christian Socialists were paramilitary battles around the country as well.
In 1919 and 1920, under the threat of foreign invasion—especially by Yu-
goslavian armed forces along Austria’s ill-defined southern border—and
the plundering expeditions of private gangs and the government’s Volk-
swehr attempting to forcibly seize food supplies from the rural population,
the farming communities created a Heimwehr [Home Defense Force]. It
soon became the paramilitary army of the Christian Socialists. In turn, the
Social Democrats created the Schutzbund [Protection League] as their pri-
vate armed force. Armed with war surplus and other weaponry, they both
had training camps, parades, and military drills, and held maneuvers in the
countryside during which they would sometimes clash in actual combat.

One of the most serious of these clashes occurred in January 1927, in
a town near the Hungarian border southeast of Vienna. In the fighting sev-
eral people were killed, including a small child. In July 1927, three mem-
bers of the local Heimwehr where the combat occurred were put on trial
in Vienna but soon were acquitted. Mobs from the “working class” dis-
tricts of the city, who were led by known communists, rampaged through
parts of the center of Vienna; they burned down the federal palace of jus-
tice, requiring the police to use deadly force to put down the violence. In
response, the Social Democratic mayor of the city declared the police in-
competent and set up a new parallel police force, the Wiener Gemein-
dewache [Vienna Municipal Guard], manned mostly by recruits from the
Social Democrats’ Schutzbund, and all at the taxpayers’ extra expense.
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32 See Mises, Socialism, p. 414: “Capital consumption can be detected statistically and
can be conceived intellectually, but it is not obvious to everyone. To see the weakness of a
policy which raises the consumption of the masses at the cost of existing capital wealth, and
thus sacrifices the future to the present, and to recognize the nature of this policy, requires
deeper insight than that vouchsafed to statesmen and politicians or to the masses who have
put them in power. As long as the walls of the factory building stand, and the trains con-
tinue to run, it is supposed that all is well with the world. The increased difficulties of main-
taining the higher standard of living are ascribed to various causes, but never to the fact that
a policy of capital consumption is being followed.” On the theory of capital consumption,
see F. A. Hayek, “Capital Consumption,” [1932] in Money, Capital, and Fluctuations:
Early Essays (Chicago: University of Chicago Press, 1984), pp. 136–58.

33 Bericht über die Ursachen der Wirtschaftsschwierigkeiten Österreichs [A Report on the
Causes of the Economic Difficulties in Austria] (Vienna: 1931): For a summary of some
of the report’s conclusions and related data on capital consumption and the shortage of cap-
ital in Austria during this time, see Friedrich Hertz, The Economic Problem of the Danu-
bian States, pp. 145–68; Nicholas Kaldor, “The Economic Situation in Austria,” Harvard
Business Review (October 1932), pp. 23–34; and Fritz Machlup, “The Consumption of
Capital in Austria,” The Review of Economic Statistics (January 15, 1935), pp. 13–19, es-
pecially p. 13, n. 2: “Professor Ludwig v. Mises was the first, as far as I know, to point to the
phenomenon of consumption of capital. As a member of a committee appointed by the
Austrian government . . . he also emphasized comprehensive factual information.” The
process of capital consumption due to economic miscalculation under inflation was ex-
plained by Mises immediately after the war in his work Nation, State and Economy: Con-
tributions to the Politics and History of Our Time (New York: New York University Press,
[1919] 1983), pp. 161–63; and also in his The Theory of Money and Credit, pp. 234–37.

Throughout the 1920s, Austria lived a precarious economic existence.
Heavy taxes and domestic regulations hampered private investment in the
country with both the private sector and the municipal authorities depen-
dent upon foreign lenders and domestic credit expansion for financing
many of their activities. Indeed, the burden of rising taxes and social in-
surance costs, increasing wage demands by labor unions, and tariff regu-
lations actually resulted in capital consumption in the Austrian economy
through the 1920s.32 In a report for the Austrian government that Ludwig
von Mises had coauthored in 1931, it was shown that between 1925 and
1929 taxes had risen by 32 percent, social insurance by 50 percent,
industrial wages by 24 percent, agricultural wages by 13 percent, and trans-
portation costs by 15 percent—while an index of the prices of manufac-
tured goods bearing these costs had increased only 4.74 percent between
1925 and early 1930.33

This was the political and economic situation in the country as Aus-
tria entered the Great Depression in 1929. Austria’s crises in the early

00/Mises Vol. 2/Front Matter.p  7/20/02  12:50 PM  Page xxxi



xxxii � Introduction 

34 For accounts of Austria’s experience with foreign-exchange controls between 1931 and
1934, see Howard S. Ellis, Exchange Control in Central Europe (Cambridge, Mass.: Har-
vard University Press, 1941), pp. 27–73; and Oskar Morgenstern, “The Removal of Ex-
change Control: The Example of Austria,” International Conciliation, No. 333 (October
1937), pp. 678–89.

35 For a summary of the economic events in Austria in 1931 and 1932, see Vera Micheles
Dean, “Austria: A Nation Paralyzed,” Current History (December 1932), pp. 303–7.

1930s were both political and economic. Between 1929 and 1932, Austria
had four changes in the government, with finally Engelbert Dollfuss be-
coming chancellor in May 1932. The economic crisis became especially
severe in May 1931. One of Austria’s old imperial-era banks, the Credit-
Anstalt, had taken over the Boden-KreditAnstalt in October 1929. The lat-
ter bank had branches throughout central Europe and suffered heavy
financial losses through most of 1929 into 1930. To sustain the Boden-
KreditAnstalt and its own financial position, CreditAnstalt borrowed heav-
ily in the short-term market. In May 1931, panic set in that CreditAnstalt
would not be able to meet its financial obligations, precipitating a run 
on the bank. At the same time, there was a rush to exchange Austrian
schillings for foreign currencies and gold.

The Austrian government responded by passing a series of emergency
measures between May and December 1931. Concerned about continu-
ing losses of hard-currency reserves, the Austrian government instituted
foreign-exchange controls. Distortions, imbalances, and corruption re-
sulting from that law led to three revisions during the first year, each one
loosening the controls a little more. The controls were phased out by 1934,
after the Austrian government received loans from a group of foreign
sources.34

In June 1931, Austria had appealed for financial assistance to provide
funds needed to stem the massive loss of gold and foreign exchange.35 The
Bank of England and the Bank for International Settlements in Basil,
Switzerland, extended credits to the Austrian National Bank. In August
1931, the Austrian government appealed to the League of Nations for a
loan, as it had in 1922. The loan agreement was finally signed almost a year
later in July 1932. It supplied funds to repay the credits extended by the
Bank of England and the Bank for International Settlements. Refinanc-
ing of the loan a short time later at a lower rate of interest significantly re-
duced Austria’s total foreign debt.

But the events that were to seal Austria’s fate were being played out in
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36 In March 1931, the German and Austrian governments signed a protocol for the es-
tablishment of an Austro-German customs union. Under opposition from the governments
of Great Britain, France, Italy, and Czechoslovakia, the customs union was prevented from
operating after the World Court at the Hague found it to be inconsistent with the interna-
tional agreements that Austria had signed in 1922. See Mary Margaret Ball, Postwar
German-Austrian Relations: The Anschluss Movement, 1918–1936 (London: Oxford Uni-
versity Press, 1937), pp. 100–185.

the political arena. The League loan, like the one in 1922, required a
League representative to supervise the allocation and use of the funds and
insisted upon austerity measures to reduce the government expenditures,
in addition to a renewal of the pledge against an Anschluss with Germany.36

The Social Democrats and Pan-German Nationalists in the Austrian Par-
liament unsuccessfully attempted to block passage of the loan bill, an ac-
tion which left a bitter and tense relationship between these two parties
and Dollfuss’s Christian Socialists.

In March 1933, a procedural argument arose during a parliamentary
vote and the leading members of each of the major parties stepped down
from the rostrum, bringing the proceedings to a halt. The next day, Chan-
cellor Dollfuss used this as an excuse to suspend the parliament and an-
nounce that he was going to rule by decree. Tensions continued to mount
for the next year until finally the situation exploded into civil war. Based
on information that units of the Schutzbund, the paramilitary arm of the
Social Democratic party, were going to initiate a coup attempt, the Chris-
tian Socialists’ Heimwehr attempted to disarm them in several cities around
the country, including Linz. When fighting broke out, the Austrian army
was called into action to put down the combat.

In Vienna, the Social Democrats called for armed insurrection in “self-
defense” against the “reactionary” forces of the Austrian army and the
Heimwehr. For four days, deadly and destructive fighting went on in the
outer districts of Vienna, with hundreds either killed or wounded and the
government forces using artillery pieces to bombard Social Democratic
strongholds. When the fighting ended, the Social Democratic forces were
completely defeated. Most of the party’s leadership fled the country, and
the party was declared illegal.

Then in July 1934, a group of Austrian Nazis, inspired by Hitler’s rise
to power in Germany the preceding year, attempted a coup. They seized
the Chancellery building, captured and killed Dollfuss, and proclaimed a
National Socialist government. They were swiftly defeated by forces loyal
to the Austrian government, as was another Nazi-led uprising in the region

00/Mises Vol. 2/Front Matter.p  7/20/02  12:50 PM  Page xxxiii



xxxiv � Introduction 

of Styria at the same time. When Mussolini declared Italy’s intention to
preserve Austria’s independence by sending military forces to the Brenner
Pass at the Italian-Austrian border, Hitler repudiated his Austrian followers
(for the time being).

Kurt von Schuschnigg became chancellor following Dollfuss’s death,
a position he held until March 1938, when Nazi Germany annexed Austria.
Thus ended Austria’s tragic twenty-year history between the two world wars.

Monetary Disorder, Inflation, and 
Interventionist State (1918–32)

The first three chapters in this volume were written in 1918, before the end
of the First World War. At this time, Mises was serving as an economic con-
sultant to the Austrian General Staff in Vienna. The chapters look forward
to a return to peace, but they contain nothing suggesting the actual cata-
clysm of events that were to follow. In his article, “The Quantity Theory,”
Mises restated the basic principles behind the quantity theory of money
and emphasized that it had been the abuse of the printing press that had
caused the wartime inflation. The task ahead would be to end the infla-
tion and restore the soundness and stability of the Austrian currency when
the fighting stopped.

In response to questions raised by two commentators, Mises made
clear in “On the Currency Question” that monetary theory as a social-
scientific endeavor offered no answer to the question as to which policy was
best to follow in the postwar period. One option would be to end the print-
ing of bank notes and allow the value of the Austrian crown to stabilize in
terms of its then-current depreciated market value in exchange for gold
and foreign currencies. A new fixed rate of exchange could be established,
Mises suggested, say, one year from the day the war ended. If, on the other
hand, there were a strong preference to return to the status before the war
began in 1914, including a restoration of the prewar foreign-exchange
value of the Austrian crown, it would be necessary for the government to
run a budget surplus and pay off its debt to the Austro-Hungarian Bank,
which would then take the bank notes out of circulation. The monetary
contraction would have to continue until the value of the crown had once
again risen to its prewar parity.
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37 See Mises, Notes and Recollections, p. 66: “Toward the end of the war, I published a
short essay on the quantity theory in the journal of the Association of Banks and Bankers,
a publication not addressed to the public. The censor did not approve my treatment of the
inflation problem. My tame academic essay was rejected. I had to revise it before it could
be published. The next issue immediately carried critical responses, one of which, as far
as I can remember, came from bank director Rosenbaum.”

Mises emphasized that such a monetary deflation would have vari-
ous disruptive social consequences in the transition to the higher
foreign-exchange rate for the crown. Whether to contract the money
supply or stabilize the value of the crown at its depreciated value was a
political question that economic theory could not answer, other than to
explain the consequences that were likely to follow from either course
of action.37

In the spring of 1918, following the Treaty of Brest-Litovsk that ended
the war on the eastern front that imperial Germany and Austria-Hungary
had waged with the new Bolshevik government in Russia, Mises served as
the officer in charge of currency control in Austrian-occupied Ukraine,
with his headquarters in Odessa. An independent Ukraine had been de-
clared in Kiev during this time, and in “Remarks Concerning the Es-
tablishment of a Ukrainian Note-Issuing Bank,” Mises outlined the
institutional rules that should be followed by a Ukrainian central bank.
All bank notes issued and outstanding should be at all times covered with
gold or foreign exchange redeemable in gold equal to one-third of the
bank’s liabilities. Bank assets in the form of secure, short-term loans should
back the remaining two-thirds of the notes in circulation. Mises admitted
that there were particular institutional and historical circumstances that
would have to be taken into consideration in setting the conditions under
which certain types of borrowers might have access to the lending facili-
ties of the Ukrainian central bank. But what was crucial for Ukraine to
have a sound monetary system were ample reserves for redemption of bank
notes on demand and limits on the term-structure of the loans made by the
bank.

These first essays have an almost surrealistic quality to them in sug-
gesting a postwar period in which there would be a calm, stable, and
relatively smooth transition to a restructured monetary system as a com-
plement to the return to a tranquil peacetime economy. Instead, the prob-
lems that Mises attempted to grapple with in the essays that followed
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concerned an actual situation of monetary disintegration, high inflation,
political disorder, and general economic chaos.

The next three essays, “The Austrian Currency Problem Prior to the
Peace Conference,” “On the Actions to Be Taken in the Face of Progres-
sive Currency Depreciation,” and “The Reentry of German-Austria into
the German Reich and the Currency Question,” were all written in the
first half of 1919. They deal, respectively, with distinct but interrelated
questions: how shall a previously unified monetary system be separated
into different national currencies; how might the private banking sector
create a transition to a new currency after government mismanagement
of the monetary system will have brought about a sudden inflationary col-
lapse of the currency; and how shall two separate national currency systems
be unified or reunified into a single monetary regime?

In “The Austrian Currency Problem Prior to the Peace Conference,”
Mises outlined alternative possibilities that might be followed in estab-
lishing a new monetary order in the wake of the collapse of the Austro-
Hungarian empire and its unified currency system. He discussed the
possibilities of maintaining a common single-currency area with a single
central bank, or a monetary union with independent central banks, or
completely independent national currencies issued and managed by sep-
arate central banks. Mises assumed that none of the newly independent
“successor states” would opt for the first alternative. Thus the issue at hand
was how all the people presently holding notes issued by the Austro-
Hungarian National Bank would convert them into units of the respective
new national currencies. He suggested that those residing in the respective
successor states should have the freedom of converting their old notes into
either the national currency of the new country in which they resided or
into the currency of any other of the successor states, as they found most
convenient and useful. The same free choice of currency conversion also
should be available to those holding quantities of the old notes in countries
outside the territory of the former empire. The additional problem to
which the currency conversion would be tied was the distribution of the
Austro-Hungarian prewar and wartime debt among the successor states.
Mises offered a detailed formula of how the distribution of this debt and
the conversion of the old notes into new currencies might be reasonably
balanced without an undue financial burden on any one of the new
countries.

But in the spring of 1919, a far greater problem that confronted the
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new Austria was the danger of runaway or hyperinflation. With state spend-
ing seemingly out of control because of the welfare-redistributive programs
introduced by the Social Democratic and Christian Socialist coalition gov-
ernment, and especially because of the cost of subsidized food for the
urban populations, the monetary system seemed headed for a collapse.
Mises was cautious to say that it was neither certain nor inevitable that
such a currency collapse had to occur. But if it did, Austria—and particu-
larly Vienna, with its large urban population—could be faced with social
disintegration, food riots, and mass destruction and theft of property as the
value of the medium of exchange fell to zero. Government would have
lost all legitimacy and trust in relation to monetary matters. It was to solve
this problem that Mises presented his proposal, “On the Actions to Be
Taken in the Face of Progressive Currency Depreciation.”

It would fall on the shoulders of the private sector—banks and busi-
nesses—to devise the mechanism to bridge the gap between any dramatic
and rapid collapse of the old currency and the spontaneous shift to the use
of alternative monies by the citizens of the society. Thus, Mises presented
a plan for these elements in the private sector to use export revenues and
sales of assets to accumulate cash reserves of small-denomination units of
Swiss money to use as the temporary, emergency medium of exchange. It
would be used to pay salaries and pensions and to loan to the government
and other employers in the market so that the population would have ac-
cess to a medium of exchange they could have confidence in accepting
and using for survival. This only would be necessary until normal export
sales and capital transfers supplied over time the required quantities of
gold or foreign currencies to be used as the permanent substitute monies
in a postinflationary Austrian economy. Mises also explained the process
by which private banks could form an informal consortium to jointly
cover the costs and clearings of providing this emergency alternative
currency.

While Mises alluded to the possibility of a private monetary order
without a central bank in the wake of a currency collapse, realistically cen-
tral banking was and would remain the prevailing monetary regime. The
question then arose as to whether the new Austria should have its own in-
dependent central bank and national currency or instead should be inte-
grated into a common currency area with the new Germany. This also
related, in the long run, to whether or not there should be political unifi-
cation, Anschluss, between Germany and Austria, which is the theme of
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38 When he looked back at this period immediately after the First World War in his 1940
Notes and Recollections, Mises wrote on the issue of Austrian unification with Germany:
“The situation [of Austria’s apparently paralyzed political and economic situation after the
First World War] sometimes made me vacillate in my position on the annexation program.
I was not blind regarding the danger to Austrian culture in a union with the German Reich.
But there were moments in which I asked myself whether the annexation was not a lesser
evil than the continuation of a policy that inescapably had to lead to catastrophe” (p. 87).
Yet in certain passages of his essays written in 1919, it is clear that at the time Mises was
persuaded that unification with Germany was a “political and moral necessity.”

“The Reentry of German-Austria into the German Reich and the Cur-
rency Question.”38

If Austria were to be integrated into a common monetary system with
Germany, certain preconditions were essential for the unification. First
and foremost, both countries would have to renounce inflationary mone-
tary policies if there were to be a stabilization of their respective currency’s
value for purposes of conversion and unification. But this was not likely to
be possible until and unless both countries brought an end to deficit spend-
ing, which usually was the impetus for monetary expansion to cover the
government’s spending in excess of tax revenues. Therefore, also essential
for currency unification would be the establishment of parallel sets of
fiscal-policy rules to govern taxing and spending in the two countries.

For the transition to a common currency, Mises suggested the Ger-
man mark could first be introduced as a “core” or reserve currency in Aus-
tria, with a specified ratio of exchange at which the Austrian bank would
be obliged to redeem Austrian notes for German marks, and vice versa.
Increases and decreases in the number of units of Austrian currency in cir-
culation would be dependent upon deposits or withdrawals of marks from
the Austrian banking system. The Austrian National Bank would no longer
be an independent authority that determined the quantity of money in the
country (similar to the currency boards in a number of countries around
the world). Final unification would then come through the German cen-
tral bank redeeming all Austrian bank notes for marks at a specified ratio
of conversion, after which there only would be one monetary system and
one currency in use in both countries.

At the same time Mises was considering the currency question, he was
working through the Chamber of Commerce to eliminate a major stum-
bling block to Austrian economic recovery through international trade. In
“Foreign-Exchange Control Must Be Abolished,” he argued that exchange
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control limited the ability of importers to acquire required raw materials
and goods for the production of manufactured exports and placed insuf-
ferable delays and hurdles in the way of entrepreneurial adjustment to
changing market opportunities.

This problem was matched by the economic disintegration of trade
between the provinces and regions making up the new Austria, a theme
that Mises took up in his essay, “Vienna’s Political Relationship with the
Provinces in Light of Economics.” The cause, he argued, was preferential
abuse of the fiscal structure through the system of differential tax incidence
borne by the rural areas in comparison to the urban population, and
Vienna in particular. The price controls on food supplies and the govern-
ment’s subsidies for Vienna residents at the financial expense of the farm-
ers reinforced the tension. Far worse, considering that Vienna was on the
verge of mass starvation, was the loss of the bourgeois spirit of enterprise
and work that is both the hallmark and the necessity of city life. Attempt-
ing to live off the output of the rural areas by means of either begging or
the use of arms would only drive a deeper wedge between the regions of
Austria, threatening a further political breakup of what remained of the
country. Free trade and division of labor on the basis of market prices was
the only path to salvation if the new Austria were to survive.

Mises discussed the fiscal problems of Austria further in his two arti-
cles, “Direct Taxation in City and Country” and “Viennese Industry and
the Tax on Luxury Goods.” Both during and after the war, the tax burden
had been shifted from the agricultural sectors to the urban industrial and
commercial centers of the country; consequently, the manufacturing cap-
ital of the society was being consumed, which was seriously reducing Aus-
tria’s productive capability. In Vienna, the socialist city government had
imposed heavy taxes on “luxury goods.” Mises warned that these taxes
threatened the income-earning capacity of the city, particularly in relation
to the tourist industry and the specialized goods for which Austria had built
up an international reputation in its export trade.

Yet the greatest threat facing Austria, Germany, and many other coun-
tries over the next three years was worsening inflation, as Mises described
in “A Serious Decline in the Value of the Currency,” “The Abolition of
Money in Russia,” and “Inflation and the Shortage of Money.” In the lat-
ter essay, Mises emphasized that as inflation accelerates people start an-
ticipating future declines in the value of money and rush to reduce their
cash holdings before money’s value falls even more. Prices start rising faster
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39 For Mises’s detailed analysis of the hyperinflation in Germany and the methods to end
it, see Ludwig von Mises, “Stabilization of the Monetary Unit—From the Viewpoint of
Theory,” [1923] in Percy L. Greaves, ed., On the Manipulation of Money and Credit
(Dobbs Ferry, N.Y.: Free Market Books, 1978), pp. 1–49; and Mises, “The Great German
Inflation,” [1932] in Richard M. Ebeling, ed., Money, Method and the Market Process: Es-
says by Ludwig von Mises (Norwell, Mass.: Kluwer Academic Press, 1990), pp. 96–103.

than the increase in the quantity of money, creating the illusion of a “short-
age of money.” If the monetary authority tries to compensate for this by ex-
panding the money supply at an even faster rate, this will only succeed in
reinforcing popular inflationary expectations and speed up the currency’s
race to its collapse.39

With the currency reform in Austria in 1922 and the monetary re-
construction in Germany after the inflationary destruction of the mark in
1923, plus the end to inflation in a number of other countries, Europe
turned once more to a gold standard. Yet, as Mises argued in his 1924
essay, “The Return to the Gold Standard,” the battle to end inflation now
was replaced with a debate over the most appropriate monetary system.
Mises explained the merits of a gold standard, most especially the fact that
a gold-based currency removed direct control of the printing press from the
grasping hand of government. He also critically evaluated the counter-
proposals of Irving Fisher and John Maynard Keynes for “managed cur-
rencies,” the value of which would be manipulated by government to
stabilize the price level or assure a desired level of employment and
output.

Equally worrisome, Mises argued in his essays, “Restoring Europe’s
State Finances,” “Changes in American Economic Policy,” and “Com-
mercial and Bureaucratic Business Management,” was the direction of
government spending, regulation, and nationalization of enterprises. The
governments of Europe threatened the longer-term prosperity of their
countries with burdensome levels of taxation and spending to finance
income-transfer programs and to subsidize bankrupt state enterprises that
should, in fact, either be privatized or shut down. Even in America, the
bastion of free enterprise, political currents were moving in the direction
of increasing government intervention and regulation. Those who hoped
that state enterprises could be made profitable by introducing business-
management styles into their operation failed to see fully the difference
between an enterprise guided by the profit motive and one designed to
pursue costly and inefficient “social” ends.

00/Mises Vol. 2/Front Matter.p  7/20/02  12:50 PM  Page xl



Introduction � xli

40 Mises also presented an analysis of the causes and duration of the Great Depression and
the policies needed to overcome the economic crisis in his monograph, “The Causes of the
Economic Crisis: An Address,” [1931] in Percy L. Greaves, ed., On the Manipulation of
Money and Credit, pp. 173–203.

The Political Economy of the 
Great Depression (1931–36)

This continuing drift toward government intervention, regulation, and plan-
ning was accelerated and intensified with the start of the Great Depression
in 1929. In an ideological environment dominated by socialist and inter-
ventionist leanings, Mises tried hard to defend the market order in a series of
articles on “The Economic Crisis and Capitalism,” “The Gold Standard and
Its Opponents,” “The Myth of the Failure of Capitalism,” “Interventionism
as the Cause of the Economic Crisis,” “Planned Economy and Socialism,”
and “The Return to Freedom of Exchange,” as well as in “Two Memoranda
on the Problems of Monetary Stabilization and Foreign-Exchange Rates.”40

The economic crisis through which the world was passing, Mises ex-
plained, was not caused by the market economy but was due to the mon-
etary and credit-expansion policies of the previous years that had brought
about a misdirection of resources and a malinvestment of capital. An eco-
nomic adjustment was unavoidable once the inflationary policies had
come to an end, but the severity and duration of the economic crisis was
being caused by interventionist policies that prevented the necessary
changes in the structure of relative prices and wages to bring the economy
back into balance. Instead, governments supported inefficient industries
and fostered trade-union resistance to cuts in the level of money wages.
The result was idle resources and unemployment. Perversely, all of the dis-
astrous effects resulting from these interventionist policies were being used
to claim that it was capitalism that had failed. The new ideal of “planning”
that was being advocated in place of the market economy was merely a
new name for socialism, and government direction of a society’s economic
activities would merely lead to worse economic consequences.

The gold standard, Mises said, was being opposed and overthrown as
a complement to the regime of interventionism so governments could
have a free hand to manipulate the value of money; he attempted, at the
same time, to refute many of the arguments against the gold standard.
Through devaluation and monetary depreciation, the goal was to restore
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full employment by lowering workers’ real wages by increasing the prices
of goods and services while trying to keep money wages at their initial level
or at least not rising as fast as prices were going up. At the end of the day,
Mises argued, such a policy would fail. Nor could national prosperity and
balance be restored through the introduction of foreign-exchange control.
Artificially fixing the price at which a currency might be bought and sold,
and putting control over the allocation of foreign exchange in the hands
of the government, only intensified the distortions and imbalances in both
the domestic and international markets.

Austrian Economic Policy and the
Great Depression (1927–35)

In his native Austria, Mises considered that economic policy was contin-
uing to follow the wrong direction even before the Great Depression set in.
In “The Balance Sheet of Economic Policies Hostile to Property” and “Ad-
justing Public Expenditures to the Economy’s Financial Capacity,” he em-
phasized that taxes and government expenditures were strangling the
Austrian economy. One indication of this was that the trade balance was
in deficit because of foreign borrowing to compensate for capital con-
sumption in the country. At the heart of the country’s problems was a
wrongheaded conception that said that, while in the private individual’s
budget expenses must be restrained by income, on the government bal-
ance sheet taxes should be adjusted to cover any level of expenditures con-
sidered desirable. This was a road to ruin, Mises warned, because there
were always rationales for government to spend more money and never
reduce any existing spending. This attitude had to be turned around to the
view that it is the amount of taxes collectable without threatening the cap-
ital, standard of living, and growth of the economy to which government
spending needed to conform.

Another element in Austria’s policy irrationalities, Mises explained,
was its labyrinth of layered and redundant government bureaucracies and
regulations at the municipal, provincial, and federal levels. Government
administration and regulation needed to be streamlined, simplified, and re-
duced. This in itself would not only make the economy more flexible and
competitive, but also reduce the size and cost of government.

With the start of the Great Depression and the collapse of the
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CreditAnstalt Bank in Vienna in May 1931, Mises’s focus became
the financial and economic crisis into which Austria had now fallen. He
offered his policy prescriptions in five papers written in 1932 that he
prepared for meetings of the Vienna Chamber of Commerce: “Foreign-
Exchange Control and Some of Its Consequences,” “An Agenda for
Alleviating the Economic Crisis,” “An International Loan as the ‘Breath-
ing Room’ for Austrian Economic Reform,” “On Limiting the Adverse
Effects of a Proposed Increase in the Value-Added Tax,” and “Foreign-
Exchange Policy.”

To try to save the CreditAnstalt, the Austrian National Bank had ex-
tended credits for which there was no gold backing as required by the
bank’s reserve requirements; to stop the run on its reserves, the bank had
ended redemption on demand. The value of the Austrian schilling fell on
the foreign-exchange markets. The government’s response was to institute
foreign-exchange control pegged at the former gold-parity rate. Mises ex-
plained that this would not bring about recovery in the market or restore
balance in the international trade accounts. Instead, it would artificially in-
duce even more imports and stymie the sale of exports—the exact oppo-
site of what the government said it wished to do in terms of the country’s
balance of trade. The inconsistencies and contradictions in the foreign-
exchange control system manifested itself in the fact that, as the year went
on, the government was forced to loosen the restrictions on the sale and
purchase of foreign currencies and allow more market-based allocation
and pricing of foreign exchange. The only lasting cure, Mises insisted, was
to immediately abolish the entire network of controls and return to a free
market in foreign-exchange dealings.

The fundamental cure for Austria’s problems in the world economic
crisis required, among other things, the restoration of redemption of the
Austrian currency at the legal gold parity. To do so, the Austrian National
Bank had to reverse the monetary and credit expansion it had been fol-
lowing. Mises clearly stated that this monetary deflation had to be insti-
tuted as quickly as possible before the entire structure of prices and wages
in the country had fully adjusted to the depreciated value of the schilling.
At that point, returning to the legal gold parity would necessitate a wrench-
ing adjustment of prices and wages downwards that might not be possible.

Equally crucial to a return to economic balance and the path to pros-
perity were reductions in government spending to alleviate the strain on
the private sector from a state budget that was pushing the country to live
beyond its means. It was government spending that was creating the
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41 Mises, Notes and Recollections, p. 137: “For me it was a liberation to be removed from
the political tasks I could not have escaped in Vienna, and from the daily routine in the

pressure for tax increases, which Mises considered a serious danger to
Austrian business. If certain taxes were raised, he maintained, they should
at least be imposed in a way that did not unduly discriminate against some
sectors of the economy for the benefit of others.

When the Austrian government applied for and received an interna-
tional loan from the League of Nations to facilitate a solution to its finan-
cial difficulties, Mises endorsed it, but only if it was understood and used
as a “breathing space” for actual and real institutional reform in the gov-
ernment’s taxing and spending practices. Otherwise, Austria would be
merely digging its financial grave even deeper.

At the end of 1934, as Mises was departing for Geneva, Switzerland,
to take up his teaching appointment at the Graduate Institute of Economic
Studies, he wrote “The Direction of Austrian Financial Policy: A Retro-
spective and Prospective View.” Democratic government had ended in
Austria, a brief civil war had been fought and had crushed the Social
Democrats, and now Mises hoped that a new calm in the country could
serve as the backdrop for returning to the path of economic reform and
recovery. He reviewed the course of Austrian economic policy during the
preceding fifteen years since the end of the First World War, and empha-
sized that what the country still needed was less government spending and
taxing, more flexibility in the country’s price and wage structure, a stable
currency, and acceptance that as a small nation in a large global economy
Austria had to adjust to the international conditions of supply and demand.
Sadly, in under four years, Austria’s fate would be sealed for the duration
of the Second World War.

The Political Economy of Irrationalism, 
Autarky, and Collective Security on 
the Road to War (1935–38)

From his new vantagepoint in Geneva at the Graduate Institute, Mises
was freed from the everyday affairs of Austrian economic policy that had
been the focus of his attention at the Vienna Chamber of Commerce.41 As
he wrote in the foreword to the first edition of Human Action, “In the
serene atmosphere of this seat of learning . . . I set about executing an old
plan of mine, to write a comprehensive treatise on economics.”42
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Chamber. Finally, I could devote myself completely and almost exclusively to scientific
problems.”

42 Ludwig von Mises, Human Action: A Treatise on Economics (New Haven, Conn.: Yale
University Press, 1949), p. iii. This first edition of Human Action was handsomely reprinted
in 1998 by the Ludwig von Mises Institute of Auburn, Alabama, with an introduction by
Jeffrey M. Herbener, Hans-Hermann Hoppe, and Joseph T. Salerno that tells the history
of how the volume came to be published in the United States. In Geneva, between 1934
and 1940, Mises had written the German-language forerunner to Human Action, entitled
Nationalökonomie: Theorie des Handelns und Wirtschaftens (Munich: Philosophia Verlag,
[1940] 1980).

43 Mises later was to call this cult of the irrational the twentieth-century “revolt against rea-
son.” See Human Action, pp. 72–91; and Ludwig von Mises, Omnipotent Government: The
Rise of the Total State and Total War (Spring Mills, Pa.: Libertarian Press, [1944] 1985),
pp. 112–16.

44 See also Mises’s “The Disintegration of the International Division of Labor,” [1938] in
Richard M. Ebeling, ed., Money, Method and the Market Process, pp. 113–36.

Still, he devoted his attention to the political, ideological, and eco-
nomic currents in Europe and periodically commented on them. In “The
Cult of the Irrational,” prepared for a Hungarian publication, Mises chal-
lenged those who argued against the liberal market economy and for na-
tionalism and protectionism on the basis that there is more to public policy
than logic and reason. Humanity’s only tool for evaluating the reason-
ableness of any course of action is rationality, Mises insisted, otherwise it
is blind in deciding what alternatives are more likely to yield the ends de-
sired. Furthermore, if people were, in fact, driven by irrational forces of
national “belonging” to prefer those goods that were domestically manu-
factured, then why did governments need to use their power to prevent
their citizens from purchasing foreign commodities?43

This led Mises to warn of “Autarky: The Road to Misery.” Self-
sufficiency neither guaranteed security nor provided prosperity. European
civilization was based and dependent upon the international division of
labor. Abandoning it would only lead to societal decay and destruction.44

In “The League of Nations and the Raw-Materials Problem,” Mises ex-
plained that a country’s prosperity did not require “ownership” of mines
and raw materials and land in other parts of the world. The market econ-
omy brought all of the means of production around the globe to every-
one’s service through trade. If the League of Nations was to prove its
worth as a force for peace, then it had to challenge the argument that
wars were inevitable among nations for control of the resources of the
world.
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45 Mises developed the idea of an Eastern European Democratic Union after he came to
the United States. See “An Eastern Democratic Union: A Proposal for the Establishment
of a Durable Peace in Eastern Europe,” [1941] in Richard M. Ebeling, ed., Selected Writ-
ings of Ludwig von Mises, Vol. 3: The Political Economy of International Reform and Re-
construction (Indianapolis: Liberty Fund, 2000), pp. 169–201.

46 For an overview of the ideas and historical significance of the Austrian School of eco-
nomics, see Ludwig von Mises, “The Historical Setting of the Austrian School of Eco-
nomics,” [1969] reprinted in Bettina Bien Greaves, ed., Austrian Economics: An Anthology
(Irvington-on-Hudson, N.Y.: Foundation for Economic Education, 1996), pp. 53–76; Lud-
wig M. Lachmann, “The Significance of the Austrian School of Economics in the History
of Ideas,” [1966] in Richard M. Ebeling, ed., Austrian Economics: A Reader, Champions
of Freedom Series, Vol. 18 (Hillsdale, Mich.: Hillsdale College Press, 1991), pp. 17–39;
and Richard M. Ebeling, “The Significance of Austrian Economics in 20th Century Eco-
nomic Thought,” in Richard M. Ebeling, ed., Austrian Economics: Perspectives on the Past
and Prospects for the Future, Champions of Freedom Series, Vol. 17 (Hillsdale, Mich.:
Hillsdale College Press, 1991), pp. 1–40.

Finally, in “Guidelines for a New Order of Relationships in the
Danube Region,” Mises explained that the nations of Eastern Europe had
no hope of avoiding being the plundered pawns of their larger, stronger,
and aggressive neighbors unless they turned away from their respective
policies of political and economic nationalism. They needed to form a po-
litical and economic union that would guard their freedom from external
enemies and finally secure liberty and prosperity within their territories.45

Austrian Economics

In two essays that he wrote in the 1930s and 1920s, respectively, Mises
briefly summarized what he considered to be some of the more important
contributions and insights of the Austrian economists, including the the-
ory of marginal utility and the formation of prices for both final goods and
the factors of production. He also stated that the ideas of the Austrians still
contained insights that could be useful in public policy. At the University
of Vienna, Mises had attended the seminar of Eugen von Böhm-Bawerk,
who was one of the most famous of the Austrian economists. Mises’s short
memorial piece on the tenth anniversary of Böhm-Bawerk’s death shows
just how much he considered his old teacher to have contributed to both
economic theory and policy.46
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47 Ludwig von Mises, Epistemological Problems of Economics (New York: New York Uni-
versity Press, [1933] 1981).

Methodology of the Social Sciences

In the spring of 1933, Ludwig von Mises published a collection of essays,
Epistemological Problems of Economics, devoted to questions of method-
ology in economics and the social sciences in general.47 They dealt with
the issue of whether economics is an a priori and deductive science that is
able to derive qualitative and logical laws of human action and market re-
lationships, or a discipline constructed on the basis of empirical observa-
tion, historical induction, and quantitative analysis.

Mises’s position was that economics is inherently an axiomatic-
deductive science that derives its insight through introspective reflection,
on the basis of which it is able to formulate the logic of action and choice.
History is the study of actual actions undertaken and their intended and
unintended consequences. However, to do history there first must be a the-
ory of what it means for man to choose: to weigh alternatives, compare
costs and benefits, to make evaluations at “the margin,” and to act once a
goal in mind has been decided upon. But insight into the logic of action
and choice cannot be derived from empirical experience. We discover
them, their meaning, and their logical implications, by looking inside our-
selves and asking what it means for a person to “act.”

In June 1933, Mises had been asked to contribute a short essay for a vol-
ume in honor of the German scholar, Christian Eckert, on “The Logical
Problem of Economics.” The volume never appeared because of the “new
environment” under the Nazi regime. The unpublished essay, among
Mises’s “lost papers,” explored the similarities between positivism and his-
toricism, in spite of their apparent antagonism toward each other. The cru-
cial element, Mises argued, is to understand the difference between the
logic of economic theory and the logic of historical analysis—and that,
while they are distinct, they are not in conflict with one another.

In June 1937, Mises delivered a lecture at a philosophy conference in
Paris on “The Logical Character of the Science of Human Action.” In a
nutshell Mises stated his general position on the nature of the social sci-
ences. He emphasized that knowledge in the human sciences is derived
from a fundamentally different source—introspection and reflection on
the meaning and implications of “action”—from the basis of knowledge 
in the natural sciences, which comes from empirical investigation and
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48 Boris Brutzkus, Die Lehren des Marxismus im Lichte der russischen Revolution [Marx-
ian Theories in the Light of the Russian Revolution] (Berlin: Hermann Sack, 1928). This
work is included as the first part of Brutzkus’s volume, Economic Planning in Soviet Russia
(London: George Routledge, 1935), pp. 1–94. It has been reprinted in Peter J. Boettke,
ed., Socialism and the Market, Vol. III: The Socialist Calculation Debate Revisited (London/
New York: Routledge, 2000).

laboratory experimentation. Inanimate matter does not assign meanings
to its movements or to the other objects around it. A person most certainly
does do these things, and this is what makes one’s movements and doings
“actions,” which can only be formally comprehended through introspec-
tive reflection.

Economic Calculation under Socialism

After the appearance of Mises’s treatise on Socialism in 1922, a large number
of works were written by socialists and others who challenged or questioned
his argument that the abolition of private property, market competition, and
money prices for the factors of production under central planning made im-
possible any rational economic calculation for an efficient allocation and
use of the resources of society. In the 1932 revised edition of Socialism, Mises
added comments and replies to some of his critics. Human Action contains
a refined restatement of his critique of socialist planning in the context of
criticisms that had been made since that revised edition of Socialism.

In addition, he wrote two articles in the 1920s in direct response to his
critics, “New Contributions to the Problem of Socialist Economic Calcu-
lation” (1923) and “Recent Writings Concerning the Problem of Eco-
nomic Calculation under Socialism” (1928), neither of which has been
previously published in English. In the first and longer article, Mises
pointed out that those who challenged his argument either in fact ended
up conceding his main thesis or were confused and misunderstood what
the debate was about. He devoted the most attention to writings of the eco-
nomic anthropologist Karl Polanyi and the Christian socialist Eduard
Heimann, as well as to the arguments of a group of Soviet economists and
German socialists, including Karl Kautsky and Otto Leichter.

In the 1928 article, Mises discusses the writings of Jacob Marschak,
Otto Neurath, and the Russian economist Boris Brutzkus. In Brutzkus’s
work Mises finds a reinforcement of his own argument against socialism in
the context of the failure of the Soviet experiment with planning during
the period of War Communism in Russia between 1918 and 1922.48
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49 Mises later further developed this theme of management under private enterprise in the
market economy and state management of public enterprises in the interventionist econ-
omy and under socialism in his book, Bureaucracy (Spring Mills, Pa.: Libertarian Press,
[1944] 1983).

50 The same year Kapelush’s article appeared, Bolshevik carried another article touching
on Mises’s criticisms of socialism. See Nikolai Bukharin, “Concerning the New Economic
Policy and Our Tasks,” Bolshevik, No. 8–9/10 (April 30–June 1, 1925); reprinted in Peter
J. Boettke, ed., Socialism and the Market: The Socialist Calculation Debate Revisited, Vol. I:
The Natural Economy (London/New York: Routledge, 2000), pp. 588–613). Bukharin
wrote:

Although bourgeois critics of the policy of the proletarian dictatorship in Russia
have offered mainly nonsense and foolishness some of their comments were not
so stupid and contained a relative truth. One of the most learned critics of com-
munism, the Austrian Professor Mises, presented the following propositions in a 

Also among Mises’s “lost papers” was an unpublished manuscript on
“Economic Calculation under Commercial Management and Bureau-
cratic Administration.” It was written in longhand on the back of the
pages of one of his reports for the Chamber of Commerce presented in
July 1932. Mises explained that only where there is private property in
the means of production and a goal of profit maximization by the en-
terprise can there be fully rational economic calculation. The very na-
ture of bureaucratic administration is that among its chief goals are
management of the public enterprise for purposes other than profit max-
imization. As a consequence, to restrain expenditures and prevent any ar-
bitrary discretion on the part of the bureaucratic personnel, the public
enterprise must be made to follow precisely defined and delimiting rules
and regulations concerning all facets of its activities. In other words,
there is no escape from it being managed “bureaucratically.” The more
government imposes regulations that steer private enterprises away from
their market tasks of satisfying consumer demand in the pursuit of prof-
its, the greater becomes the bureaucratic element in all economic ac-
tivities. Thus, the choice society faces is profit-oriented businesses or
bureaucratically directed enterprises. There is no sustainable alternative
in between.49

The final piece in the present volume, included as an appendix, is the
1925 article by Soviet economist F. Kapelush on “‘Anti-Marxism’: Profes-
sor Mises as a Theorist of Fascism,” which appeared in the Soviet journal
Bolshevik. It provides a taste of the tone, style, and mode of argumentation
by many Soviet scholars in response to antisocialist writings during this
time. Readers may draw their own conclusions about the intellectual cal-
iber of some of Mises’s opponents in the Soviet Union.50
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Conclusion

The essays in this volume, and his other writings from the period between
the two world wars, closed off a chapter in the life of Ludwig von Mises.
After 1940, when he was living in America, Mises wrote with a different
purpose in mind than had been the case to a great extent during the 1920s
and 1930s. In America he was not concerned with unraveling and critically
arguing against particular policies or offering in their place specific policy
prescriptions in the constantly changing currents of political life. He was

book on socialism written in 1921–22. In agreement with Marxist socialists he de-
clared that one must brush aside all sentimental nonsense and accept the fact that
the best economic system is the one that develops productive forces most suc-
cessfully. But the so-called “destructive” socialism of communism leads to the
collapse of productive forces rather than their development. The collapse occurs
mainly because the communists forgot the enormous role of private individual-
istic incentives and private initiative. True, capitalism suffers from certain de-
fects. But capitalist competition leads to growth of productive forces and drives
capitalist development forward. As a result of the growth in society’s productive
forces, the lot of the proletariat improves as well. So long as the communists at-
tempted to arrange production by commands, with a stick, their policy would
lead, and already was leading, to an inevitable collapse. There is no doubt that
the system of War Communism, viewed in terms of its economic essence, some-
what resembled this caricature of socialism whose destruction was predicted by
all the learned economists of the bourgeoisie. Thus, when we began to reject
this system and shift to a rational economic policy, bourgeois ideologists began
to cry: Now you are retreating from communist ideas, they are surrendering their
positions, they have lost the game, and are returning to time-honored capital-
ism. That is how they summarized the question. But in fact they were the ones
who lost, not we. . . .When we crossed over to the NEP [New Economic Policy]
we began to overcome in practice the above-mentioned bourgeois case against
socialism. Why? Because the meaning of the NEP lies in the fact that by using
the economic initiative of the peasants, of the small producers, and even of the
bourgeoisie, and by allowing private accumulation, we also placed these people
objectively in the service of socialist state industry and of the economy as a
whole. . . .We control the main commanding heights [heavy industry, banking,
and foreign trade] we organize what is essential: then our state economy, by dif-
ferent means, sometimes even by competing with the remnants of private capi-
tal through market relationships, gradually increases its economic might and, in
diverse ways, draws the backward economic units into its own organization, doing
so, as a rule, through the market” (pp. 593–94) [emphasis in the original]. 

Bukharin avoided Mises’s main argument on the question of rational economic calculation
and made Mises appear to have focused attention only on the issue of “incentives” under
a socialist regime, while at the same time making a roundabout concession of the most
important point by saying that the regime in Russia had now shifted to “market relation-
ships,” in comparison to the earlier phase of War Communism during which private prop-
erty, money, and competition had been officially abolished.
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not obliged to speak as a representative of a coalition of interests, as he had
at the Vienna Chamber of Commerce, sometimes having to temper his ar-
guments in the name of winning the endorsement of the Chamber mem-
bers so he could advance what he considered “sound policy.”

That “liberation,” as Mises called it, had already begun for him when
he moved to Geneva in the autumn of 1934. He was free to address him-
self to wider and more fundamental issues that he had certainly dealt with
in many of his writings in the earlier years, but which he had not had the
time or the intellectual autonomy to write about without distraction. The
majority of his writings, especially after his arrival in America, tend to be
written against the backdrop and in the context of fundamentals and first
principles. Even his writings touching on various policy problems of the
day, such as inflation or price controls, always focus the discussion on gen-
eral principles or broad historical examples and lessons to be learned from
the human experiences of the past.

By contrast, in most of the essays in the present volume, what is offered
is Mises having to apply these general principles and historical lessons to
questions concerning what is to be done now, in the practical circumstances
of the time. They represent, in many instances, examples of “applied” Aus-
trian economics by the person who, besides Friedrich Hayek, is usually con-
sidered the twentieth-century exemplification of “the Austrian approach.”

A monetary order is disintegrating. How do you disentangle one mon-
etary regime into several? A country is faced with a monetary collapse due
to hyperinflation. How do you prepare for the transition to a substitute cur-
rency? Two monetary systems may be combined into one. What are the
specific policy and institutional prerequisites for the change to a unified
monetary system? Tax incidence and price controls are bringing about the
breakup of a country into separate regions. What economic policies would
reintegrate them? Layers of bureaucracy and divided political authority
burden a society with excessive government expenses and regulations. How
do you streamline the administrative structures to reduce both? State-run
enterprises are run along costly and bureaucratically inefficient lines. What
would have to be done to make them profitable, efficient, and flexible to
economic circumstances, and what methods will not work in bringing this
about? An economic crisis results in currency devaluation and the impo-
sition of foreign-exchange control. Do you reverse the devaluation, and if
so in what time frame should it be introduced? What are the consequences
of the exchange-control system, and what are the prerequisites for a full
restoration of stability in the foreign-exchange market?

These were the questions, besides others, that Mises was called upon
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to discuss and solve in terms of policy prescriptions in those years in
Vienna between the two world wars.

We saw that Mises, in clear frustration in the months after he arrived
in America, lamented that in Austria he had started out hoping to be a re-
former but instead ended up being a historian of decline. But precisely
because of this, these essays offer us a clearer understanding of precisely
why it was that in the countries of Europe between 1918 and 1938, infla-
tion, interventionism, socialism, and economic nationalism led to stagna-
tion, social disruption, a Great Depression, and finally to a new world war.

In spite of his pessimism, Mises was not a fatalist. He said more than
once in his writings that trends can change, that they had changed in the
past and could change again in the future.51 With this in mind, after com-
ing to the United States he devoted a sizable amount of time to working
out the political and economic policies and reforms that could bring about
a rebirth of freedom and prosperity in Europe after the Second World
War.52

Likewise, from the perspective of these first days of the twenty-first cen-
tury, Mises’s writings from his earlier period offer important instructions for
the present and the future. Within each of these articles and essays criti-
cizing the direction of economic and social policy are also ideas and pre-
scriptions for free-market oriented alternatives in the areas of monetary
and fiscal policy, government regulation and planning, and the social in-
stitutional order, ideas which would move a society along the path that
leads to freedom and prosperity. I would suggest that is precisely how Mises
would want the modern reader to view these writings. He stated this very
clearly in the preface he prepared for the 1932 second edition of Socialism:

I know only too well how hopeless it seems to convince impassioned sup-
porters of the Socialist Idea by logical demonstration that their views are
preposterous and absurd. I know too well that they do not want to hear,
to see, and above all to think, and they are open to no argument. But
new generations grow up with clear eyes and open minds. And they will
approach things from a disinterested, unprejudiced standpoint, they will

51 Ludwig von Mises, “Trends Can Change” [1951] and “The Political Chances for Gen-
uine Liberalism,” [1951] in Planning for Freedom (South Holland, Ill.: Libertarian Press,
1980), pp. 173–84.

52 That is precisely the theme and purpose of the essays that he wrote in the early 1940s.
See Richard M. Ebeling, ed., Selected Writings of Ludwig von Mises, Vol. 3: The Political
Economy of International Reform and Reconstruction.
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weigh and examine, will think and act with forethought. It is for them
that this book is written.53

These articles and essays, originally penned for audiences more than
sixty and seventy years ago in the context of the policy controversies of
those times, were, therefore, also written for us. They are warning signs
and guideposts left behind by one of the greatest economists of the twen-
tieth century to assist us in thinking about and designing better policies
for our own times.

Richard M. Ebeling

Ludwig von Mises Professor of Economics
Hillsdale College

October 2001

53 Mises, Socialism, p. 13.
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Monetar y Disorder,
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1 [This article originally appeared in German in Mitteilungen des Verbandes österreich-
ischer Banken und Bankiers, Vol. 1, No. 3/4 (1918).—Ed.]

chapter 1

The Quantity Theory1

The quantity theory is the application of the doctrine of supply and de-
mand to money. In two respects, the law of supply and demand does not
provide a complete explanation of the structure of exchange relationships
between goods. It gives no information at all about how exchange rela-
tionships arise; instead, it is satisfied merely to indicate the direction in
which a given exchange relationship is shifted when there are changes in
supply and demand. The second inherent defect is that it regards supply
and demand as given quantities and fails to investigate the motives that
determine people’s decisions in their buying and selling. Modern eco-
nomics works with infinitely more refined and thorough methods. Starting
from the law of marginal utility it has constructed a theory of value and
price that can no longer be reproached as having the same defects as the
older doctrine of supply and demand. Only with its assistance can the im-
portance of supply and demand for price formation be fully grasped.

The simple quantity theory was no longer satisfactory for an explana-
tion of the value of money. So in recent years theories have been devel-
oped with the aim to replace the older, inadequate quantity theory with an
approach consistent with the standards of modern economic science. In re-
constructing the quantity theory the difficulties to be overcome were the
same as those in the general theory of value. As a logically consistent ex-
planation of all problems relating to the value of money, the modern, sci-
entific theory of money has now been perfectly integrated into the general
theory of value and price.

Just as the general theory of value has not overthrown or rejected as
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false the basic laws of supply and demand, but instead has enriched and
developed them further, so too the modern theory of the value of money
has taken up and improved the quantity theory. No theory can thought-
lessly ignore the fact that a close connection exists between changes in the
purchasing power of money and changes in the relationship existing be-
tween the supply of money and the demand for money.

The quantity theory specifies that when there is an increase in the
quantity of money, other things being equal, the value of the monetary
unit will decrease, and when there is a decrease in the quantity of money
the value of the monetary unit will increase. However, it must not be pre-
sumed that, in a situation in which the demand for money stays the same,
any given change in the supply of money must cause an inversely propor-
tional change in the purchasing power of the monetary unit; e.g., that a
doubling of the quantity of money must lead to a decrease in the pur-
chasing power of the monetary unit by one half. It is not necessary to enter
here into the controversy about whether under certain hypothetical pre-
conditions such inversely proportional changes in the value of money
would have to take place or not. There can be no doubt that those hypo-
thetical preconditions under which such inversely proportional changes
would have to occur never exist in the real world. It has been amply shown
that changes in the value of money will not be quantitatively equivalent to
changes in the supply of money. Economic theory only makes use of this
special case as a mental tool.

There is an even more important insight that has deepened our un-
derstanding of the process by which changes occur in the value of money.
The rise in the prices for goods in general caused by an increase in the
supply of money does not happen in one stroke across the entire economy.
Additions to the quantity of money only gradually spread throughout the
economy. At first, the new money enters into certain sectors and branches
of production; at first, it only increases the demand for certain goods, not
for all of them at once; only later do the prices for other goods start to rise.
“During the issue of notes,” say Auspitz and Lieben, “the increase in cur-
rency will be concentrated in the hands of a small fraction of the popula-
tion, e.g., of the suppliers and producers of war materials. As a result of
this, these people’s demands for various articles will increase; and thus the
prices and also the sales of the latter will rise, especially the prices for lux-
ury items. Consequently, the situation of the producers of all these arti-
cles improve; their demands for other goods will also increase; the rise in
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2 [Rudolf Auspitz and Richard Lieben, Untersuchungen über die Theorie des Preises [In-
vestigations into the Theory of Prices] (Leipzig: Duncker & Humblot, 1889), p. 64.—Ed.]

3 The other root of these accompanying consequences is to be found in the relationship
between debtor and creditor. The lowering of the value of money favors the debtor and
harms the creditor.

prices and sales will therefore progress even further and spread to a larger
and larger number of articles, and finally to all of them.”2

This insight is very important; it is one of the two roots of the social
consequences that always accompany changes in the value of money.3 If
monetary depreciation occurred in relation to all goods at one stroke and
in the same proportion throughout the entire economy, then economic
booms would not appear and it would not bring about shifts in the distri-
bution of income and wealth. In reality, monetary depreciation brings an
advantage for those whose money prices and money wages rise first, and
it brings a disadvantage for all of those who sell goods and services whose
money prices lag behind closer to their original levels.

These remarks will be misunderstood if in thinking about the “de-
mand for and supply of money” they are thought about in terms of the
“needs of trade” as relating to the demand for loan capital in the form of
money. The language of commerce understands by “money” not only the
medium of exchange but also loan capital in the form of money that is
sought for short-term investments and other uses. Thus, references are
made to the money market, to the cheapness or dearness of money, to the
tightness or looseness of the situation on the money market, and to the
rate of interest as the price for money. Monetary theory uses the expres-
sions the “demand for money” and the “supply of money” in a different
sense. Money is always just the medium of exchange. An individual’s sup-
ply of money refers to that amount of the general medium of exchange
that he has on hand as his ready cash in his till. The individual’s demand
for money is that amount of money that he wishes to have on hand in the
cash box under given conditions. The supply of money and the demand
for money in the economy as a whole is the sum of the money supplies and
money demands of the individuals in that economy. Supply and demand
always coincide in their amount. Price changes in the market have as their
purpose to bring about shifts in the general level of prices until the supply
of and demand for money do coincide.

In explaining the present rise in prices, it is not completely true to say
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that there is more money in circulation than corresponds to the “needs of
business.” Today there are more bank notes than corresponded to the
“need for money” at the older and lower level of prices. At the new, higher
level of prices the larger quantity of money is needed to satisfy the demand
for money in the economy as a whole. If the former viewpoint were cor-
rect, then somewhere in the economy an excess of money would have to
be present, which, as we have said, is not to be confused with an excess sup-
ply of loan capital in money terms. But that is by no means the case. Every
individual today has in his till more money on hand in the form of cash
than earlier, and this has completely absorbed the greater quantity of
money. This has happened, however, only because of the general rise in
prices.

In reference to the rise in prices mention is often made to the reduc-
tions in production and imports from abroad that have been caused by the
war. That, however, explains only a part of the increase in the prices of
goods. The prices of various goods have increased even when their pro-
duction has not declined relative to the demand for them. The inflation
of bank notes would have led to an increase in the money prices of goods
even if there had not appeared any factors pushing up prices from the
goods-side of the market. A general rise in the money prices for all goods
can only be explained by factors on the money-side of the market, never
by a shortage in the supply of all goods alone. If the decrease in supply
were restricted to one or a few commodities, then it would, of course, lead
to an increase in the prices for these commodities, but this would have to
be balanced by a decrease in the prices of other commodities. If grain be-
comes scarcer and grain prices rise, other articles of mass consumption
must decline in price because the population’s ability to consume is lim-
ited by its overall money income.

But if all goods become scarcer while the amount of money in circu-
lation remains constant, then all goods cannot rise in price. The price in-
creases for one group of goods must be matched by price decreases for
other goods. Among the goods that are falling in price there will also be
those whose supply has declined, unless this decrease in the supply occurs
faster than the decline in its demand resulting from shifts in consumption.
Therefore price increases for some goods would be matched by price de-
creases for others; the average price level would remain unchanged.

The situation in which we find ourselves at present is a different one.
The decrease in the supply of goods is going on hand-in-hand with an
enormous increase in the supply of money. The shift in relative prices for
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different goods is to be attributed to the former and the general rise of the
overall price level is due to the latter. The former—the decrease in the
supply of goods—is the cause of the deficiencies under which we are suf-
fering and will suffer as long as it persists; the latter—the increase in the
supply of money—is the cause of the rise in the general price level. The
general rise in prices is viewed as undesirable not because prices have gone
up absolutely, but because of the social consequences that accompany it.
When the blockade is lifted and the labor force, which today is tied up in
war service, is free, prices will decline. But as long as a restriction in the
supply of the bank notes in circulation has not taken place, prices will not
decline back to the old level; instead, they will remain considerably higher.

There is an opinion that was widely held in literary circles in Germany
and that has acquired special importance because it obviously is the basis
for certain government measures that aim at improving the foreign ex-
change rate of our currency. It distinguishes between a devaluation of the
currency, i.e., a decrease in its value on the international exchange mar-
ket, and depreciation, i.e., a decrease in its domestic purchasing power. It
is alleged that there is only a loose connection between the two—or, as
some maintain, no connection at all. The amount of money in circula-
tion is supposedly irrelevant in terms of both its purchasing power with re-
spect to goods and for the formation of the foreign-exchange rate. The
former, it is claimed, is completely determined by the availability of goods;
the latter is a result of the monetary situation of the balance of payments.
This view is refuted in the clearest way by historical experience, which
teaches that price increases at home and increases in the foreign-exchange
rate have always gone hand-in-hand. Just a bit of simple reflection shows
that a close connection must exist between the two phenomena, and that
one without the other is inconceivable. Imagine, for example, that the
ruble declines vis-à-vis the German mark without a rise in price of goods
and resources taking place on the Russian markets at the same time. Then
it would become especially profitable to export goods and securities from
Russia to Germany; but such exportation of goods and securities would
immediately change an unfavorable balance of trade for Russia into its op-
posite. A divergence between foreign-exchange rates and the prices of
goods could occur only temporarily; it would always have automatically to
disappear. Even the obstructions in the way of international trade caused
by the war can only hinder and delay this automatic balancing process; it
cannot prevent it since the movement of securities alone would suffice to
bring it about.
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4 Ludwig von Mises, The Theory of Money and Credit (Indianapolis: Liberty Fund, 3rd rev.
ed., [1924, 1953] 1980), pp. 331 ff.

If a narrow circle of German and Austrian writers is disregarded, then
it can be stated that the quantity theory, in the sense in which it has been
presented here, is hardly questioned anywhere today. For the issues dealt
with here, the differences of opinion that arise concerning certain prob-
lems relating to the quantity theory are of little importance, however mean-
ingful they may be for other questions relating to monetary theory.

In general, then, the correctness of the quantity theory is no longer
contested, though its practical importance is questioned. The present-day
organization of the money, payment, and credit system allegedly has a ten-
dency to automatically balance changes in the quantitative relationships
between the supply of and demand for money. The “elasticity” of the cir-
culation of the currency created under the modern structure of the bank-
ing system is supposed to have now made movements in prices
independent of changes in the quantity of money. Elsewhere I have ex-
plained that this widely held view—and in Germany, it is in general the
reigning view—is completely incorrect.4 However, for purposes of dis-
cussing the causes of the present rise in prices this question has no im-
portance. Even the most extreme proponents of this doctrine have assigned
“elasticity” only to a circulation of bank notes based on short-term com-
mercial transactions, not to an expansion of bank notes resulting from gov-
ernment borrowing.

The quantity theory shows us how to recognize the causes behind a
worsening of the value of our currency and also shows us the way that leads
back to the conditions of an orderly currency. If we really want to continue
to suffer the disadvantages of a currency fluctuating in its value then we
can retain the present system and even come to the aid of the state’s fi-
nances from time to time by a new inflation of the currency. But if we
wish to achieve a monetary system that is as stable as possible, then we can
follow one of two paths. We can simply limit ourselves to stabilizing the
value of the Austrian crown at its reduced purchasing power. For that it
would be enough if we halted any further running of the monetary print-
ing presses and resumed cash payments either de jure or even only de facto
in the way it was before the war on the basis of a fixed rate of foreign ex-
change. For example, the foreign-exchange rate could be fixed at its mar-
ket quotation one year from the day that the war ends. It is clear that this
solution would be in contradiction with the principles behind the cur-
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5 [This refers to the Austro-Hungarian government’s currency reform of August 2, 1892,
which enacted an exchange rate of one guilder to two crowns to 2.10027 French francs and
called for gold redemption of bank notes by 1896 or 1897.—Ed.]

rency policy that was adhered to for the last two generations, and will be
rejected by many of our leading financial policymakers. That means that
only a second way seems viable. A real effort would have to be made to in-
crease the gold price of the crown back to the value established for it by the
laws of August 2, 1892.5 To do this the debts of both nations [Austria and
Hungary] will have to be paid back to the central bank so that the central
bank will be in a position to correspondingly reduce the quantity of bank
notes in circulation.
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1 [The contributions in this chapter originally appeared in German in the Mitteilungen
des Verbandes österreichische Banken und Bankiers Vol. 1, No. 5/6 (1918). They include two
responses to Mises’s article on “The Quantity Theory” and his replies to the commentators.
—Ed.]

chapter 2

On the Currency Question
In Reference to the Essay by Prof. Dr. Ludwig 
v. Mises on “The Quantity Theory”

1

I Letter from Siegfried Rosenbaum, 
Director of the Anglo-Austrian Bank

Professor Ludwig von Mises’s published presentation leaves—at least for
me—some unanswered questions. The importance and the extraordinary
urgency of the measures set forth for discussion make it seem justified if
questions are posed and debated from the circles of those bankers to whom
Dr. von Mises has informatively spoken. Dr. von Mises’s exposition con-
cludes as follows:

The quantity theory shows us how to recognize the causes behind a wors-
ening of the value of our currency and also shows us the way that leads
back to the conditions of an orderly currency. If we really want to con-
tinue to suffer the disadvantages of a currency fluctuating in its value
then we can retain the present system and even come to the aid of the
state’s finances from time to time by a new inflation of the currency. But
if we wish to achieve a monetary system that is as stable as possible, then
we can follow one of two paths. We can simply limit ourselves to stabi-
lizing the value of the Austrian crown at its reduced purchasing power.
For that it would be enough if we halted any further running of the mon-
etary printing presses and resumed cash payments either de jure or even
only de facto in the way it was before the war on the basis of a fixed rate
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of foreign exchange. For example, the foreign-exchange rate could be
fixed at its market quotation one year from the day that the war ends. It
is clear that this solution would be in contradiction with the principles
behind the currency policy that was adhered to for the last two genera-
tions, and will be rejected by many of our leading financial policymak-
ers. That means that only a second way seems viable. A real effort would
have to be made to increase the gold price of the crown back to the value
established for it by the laws of August 2, 1892. To do this the debts of
both nations [Austria and Hungary] will have to be paid back to the cen-
tral bank so that the central bank will be in a position to correspondingly
reduce the quantity of bank notes in circulation.

These are the final results of the quantity theory. I personally wish to
avoid here any argument about which one of the different theories I con-
sider correct out of those that are now seeking adherents more strongly
than ever before. It is not possible for me and for many others, who are
engaged in the actual practice of business, to take notice of all arguments
regarding these matters, much less analyze them minutely. Many of the
champions parading on the various pages are not known to me, so I must
accept it without any quantitative proof when Dr. von Mises says, by way
of example, that according to his view and the view of his like-minded col-
leagues the generally “reigning view” in Germany is “completely incor-
rect.” I do not wish to meddle here in this controversy in an abstract way.
I should only like to ask for the answer to the question: In light of the quan-
tity theory, how should what Dr. von Mises demands be carried out? I as-
sume that he desires a practical solution, I assume that he desires it (even
if it were only a matter of preparatory measures) as quickly as possible (for
we are indeed in the midst of experiencing the grave damages of a disor-
ganized currency situation), and I believe, finally, to have deduced from
what I have read that banking measures should have an important share
in bringing about a recovery. But if it is a question of banking actions
whose execution is demanded for the immediate present or right after the
end of the war, then they will have to be measures that appear feasible and
at least possibly effective to the practicing banker, whatever theories he
may otherwise prefer. If they should not appear so at first sight, it would be
the duty of the advocate to demonstrate their feasibility and sufficiently
prospective efficacy to those bankers who would be entrusted with their ex-
ecution or who would have to live with the consequences.

So in this sense I ask more specifically: Should the measures that arise
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from the principles of the quantity theory be put into practice partly at once,
or partly at the end of the war? And which measures should be undertaken
immediately? What role will the bank transactions that are to be carried out
immediately have in the recovery measures, and what role in those to be un-
dertaken later? A precise presentation of these required bank transactions
would be extremely desirable so that their probable effect can be discussed.

In connection with these questions I should like to ask a few others
which emerge from the discussions in the daily press.

Are new large issuances of notes really going to come to the aid of gov-
ernment finances? Is it to be assumed that a steep rise in war-bond subscrip-
tions will decrease the circulation of notes in a numerically corresponding
degree? Will it agree with the claims of the quantity theory if the finance
ministers henceforth stop all further indebtedness to the note-issuing central
bank? How are the finance ministers supposed to do this? Will the circula-
tion of bank notes decrease if the finance minister transfers treasury bonds to
the banks? Will our currency situation improve if the Austro-Hungarian
Bank issues cash certificates?

The answer to these questions seems so important to me because I be-
lieve it is necessary at this point in time that support for a practical view-
point should immediately be merged with theoretical directives. The best
theory would turn out to be worthless without such instructions. It is, of
course, not fair to demand a procedure that, following a specific prescrip-
tion, carries with it the assurance that the blessed result will appear by it-
self in the form of a previously unattested miracle. After four years of war
the judgement of the possible effects of certain measures has surely been
able to be debated fairly reliably in most branches of practical activity by
those who have no connection with the theory. I think therefore that it is
right if today bankers ask the representatives of the quantity theory: what
do you expect to happen, and what should we do about it?

II Reply by Prof. Dr. Ludwig v. Mises

I believe one must be grateful to Director Rosenbaum for having expressed
in a clear and precise way the doubts and reservations that my exposition
has aroused in him. Only through a free and complete discussion can
views about the currency problem be clarified. Perhaps I shall succeed in
contributing a little bit to this by answering the questions he poses.

First it must be stated that the quantity theory is nothing more than a
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scientific statement about a causal relationship. It indicates what conse-
quences, other things being equal, will be brought about by an increase or
a decrease in the quantity of money in circulation. That is all. The quan-
tity theory is not an economic policy program. It does not set up any de-
mand, no sort of “practical directive” arises from it. For a theorem of
science can never give clarification about whether the achievement of a
specific goal is per se desirable or not. That is a matter of will and not of
knowledge. That we have recognized the quantity theory essentially to be
correct and have formed by means of it an opinion about the causes of our
currency situation does not in any way signify that we have committed our-
selves to a specific point of view regarding questions of currency policy.

The question of whether we should return to the old gold relationship
of the laws of 1892 or to stabilize the present level of the gold premium or
indeed to continue inflation by the issuing of more notes is something only
the politician can decide. The theory can help him in this only insofar as
it shows him the ways by which each one of these three alternatives can be
achieved and explains to him the consequences that are inevitably con-
nected with each alternative. The same considerations that for some con-
stitute a recommendation for the return to the old currency relationship
can induce others to assume the opposite point of view. It depends pre-
cisely upon the evaluation made in the eyes of individuals and parties ac-
cording to their overall worldview, their interests, and their general political
position concerning the social consequences that accompany changes in
the value of money.

But I believe that I can conclude from his remarks that Mr. Rosen-
baum takes the view that we should go back to the old currency situation,
and that he raises the question of what must be done to reach this goal in
light of the logic that follows from the quantity theory. The answer to this
question is that the quantity of bank notes must be reduced. That is, the
two governments [of Austria and Hungary] must pay back the states’ debt
to the central bank. Whether they should do this by the issuing of a con-
solidated loan or by way of taxation is a question all by itself. In any case,
notes would have to flow to the state treasuries, and by the transfer of these
notes to the coffers of the Austro-Hungarian Bank the debt of the two states
would have to be paid off. I repeat once more that I know perfectly well
that this will have to result in certain economic and social consequences
as part of the bargain. Which of the two alternatives—a restoration or a
stabilization of the currency’s value (the third alternative, a continuation
of inflation, I can reasonably set aside)—is the lesser evil, that is a prelim-
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2 [Mises is referring to Bolshevik Russia. In October 1917, shortly before the Bolshevik
coup in Petrograd, the money supply in Russia was 18.5 billion rubles. In June 1918, ap-
proximately the time when Mises’s article was published, the Russian money supply had
increased to 40.7 billion rubles. In June 1919 it had grown to 92.4 billion rubles, in June
1920 to 450.6 billion rubles, and by December 1921 to 9.845 trillion rubles.—Ed.]

3 [This refers to the Austro-Prussian War of 1866, also known as the Seven Weeks’ War, be-
tween Prussia on one side and Austria, Bavaria, Hanover, and a number of other smaller
German states on the other. The Prussian victory at the Battle of Königgrätz (or Sadowá)
is considered to have been the turning point of the war, which resulted in Austria being ex-
cluded from the German Confederation that was then dominated by Prussia.—Ed.]

4 [This refers to the Austro-Italian War of 1859, in which the Austrians were defeated by
the Kingdom of Sardinia with the assistance of the French army sent into Italy by Napoleon
III. Austria ceded Lombardy and though retaining Venetia as part of the peace settlement
lost most of its influence over the development of political events on the Italian peninsula.
—Ed.]

inary question that will have to be decided before the discussion of the
technical carrying out of the restriction begins.

The question of the foreign-exchange rate is for the moment not a
specifically Austro-Hungarian question. Many other nations are in the
same situation even if the quantitative importance of the problem is dif-
ferent in the individual countries. (And precisely this quantitative differ-
ence may tip the balance for the decision of the politician.) It can be
assumed that the solution will not occur in the same way in all countries.
In some states it will be restriction, in others stabilization. In one or an-
other country perhaps inflation will even continue until the problem is
solved when the zero point of a currency’s value is reached. For this too is
a solution. History has known examples of this, and an Eastern state seems
well on its way to becoming a new example.2

In Austria itself the foreign-exchange rate question is not a problem
that has never existed before. In 1811 it was solved by stabilization, in 1854
to 1858 by restoration. In 1863 to 1865 the attempt was made again to
solve it through restoration by way of restriction, and the goal that was set
also would have been achieved that time if the war events of the year 1866
had not caused a new inflation.3 It is not without interest to go briefly into
this last Austrian attempt at restoration of the currency’s value.

Austria had defrayed the costs of the war with France in 1859 largely
by the assumption of loans with the National Bank.4 An imperial decree
of April 29, 1859, provided for state loans from the bank while at the same
time it released the bank from the duty of redeeming its notes in cash and
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5 [Peel’s Bank Act of July 1844 divided the Bank of England into two parts, a Note Issuing
Department and a Banking Department. The Issuing Department was restricted in the
quantity of bank notes it could issue on the basis of the government debt (a maximum of
fourteen hundred pounds), and notes issued beyond this had to be covered fully on the
basis of additional deposits of gold coin or gold or silver bullion.—Ed.]

authorized it to issue five gulden notes with a legally established rate of ex-
change. Altogether in the course of 1859 the state received 153 million
gulden in loans from the bank. The inflation of bank notes led to an in-
crease in prices for goods and the rate of exchange. The metal premium
on the Vienna stock exchange temporarily rose as high as 53.2 percent.
Immediately after the end of the war the government undertook reform of
the currency system in earnest; all of its measures were directed toward
the reinstitution of the currency relationship of the German-Austrian mon-
etary convention of 1857 through the reduction of bank notes in circula-
tion not backed by metal.

During 1860, a part of the debt was repaid to the bank. By means of
the Plener Bank Act of December 17, 1862, which is patterned on the
Peel Bank Act,5 the sum of the notes not backed by metal was firmly and
inalterably fixed at 200 million gulden. By a gradual decrease of the notes
in circulation this prescription was supposed to be satisfied by the end of
1866. In fact, the previously undertaken withdrawal of the excessive quan-
tity of notes was then continued. From the end of 1862 to the end of 1865,
the notes in circulation fell from 426.8 million gulden to 351.1 million
gulden; in 1866, a further decrease in circulation of not quite 30 million
gulden should have occurred. The metal premium, which had averaged
41.25 percent in 1861, fell to an average of 8.32 percent in 1865, and at
the beginning of 1866 it had almost disappeared. So then, the currency
policy would no doubt have achieved its goal if the new war had not oc-
casioned a breach of the Bank Act and a new inflation.

That is one historical example of the restoration of a currency by de-
creasing the amount of money in circulation; many others could be added.
The proportions with which we have to reckon today are much greater.
But that changes the problem only quantitatively, not qualitatively. And 
I repeat here once again that precisely the consideration of the quantita-
tive element may settle the decision about what goal the reform should
strive for.

I will now answer the questions of Director Rosenbaum in detail as
briefly as possible.
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If we want to stop a further rise of prices and wages, to the extent this
is not caused by the well-known difficulties of production and trade, and
the further deterioration of the foreign exchange rate, we must avoid any
further increases in the circulation of notes.

If we wish to go back to the old currency relationship of the 1892 laws,
then we must decrease the number of notes in circulation until parity has
been reached. That can only happen if the two states—either through tax-
ation or by a loan in the form of treasury certificates or bonds—provide
themselves with the means to repay their debts to the note-issuing central
bank. In this way the question of the necessary bank transactions is also
settled. That restriction brings along with it very definite economic and
social consequences; that these consequences will be designated as harm-
ful by some, or at best the lesser evil by others, has already been said. That
new issuances of bank notes relieve the states’ finances of momentary dif-
ficulties hardly anyone can dispute.

The war-loan subscriptions cannot in themselves diminish the note
circulation. But if the state clears its debt with the bank by the proceeds of
bond loans they can indirectly contribute to the process. Therefore a good
result for the war-loan subscriptions is the first step on the way toward lift-
ing the foreign-exchange rate. If in the future all further indebtedness to
the bank is to cease, then the necessary means must come to the state trea-
sury through taxes or by bonds and treasury-certificate loans, which will be
designated as without claim by the public on the note-issuing bank. The
success of the war-loan subscription—not counting extra economic possi-
bilities—can be increased only by the amelioration of conditions for cred-
itors. The endeavor to maintain a low interest rate, as befits the general
economic situation, must always be unsuccessful. The only thing that can
be achieved in this way is inflation and currency debasement.

If the finance minister transfers treasury bills to the banks and these
raise the necessary funds without recourse to the note-issuing bank, then
the note circulation will indeed not be decreased, but neither will it be in-
creased. If the Austro-Hungarian Bank issues cash certificates, and the pub-
lic hands over as their equivalent bank notes that they otherwise would
have kept in their cash boxes, then the number of notes in circulation is
decreased by this amount. In conclusion, I can only emphasize once again
that the question of what goal our currency policy should strive to attain
cannot be answered by science but only by politics. Science can offer to
the politician only the possibility of assessing the consequences of his de-
cision in advance. Every patriot must wish that in making the decision—
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however it may turn out—only consideration of these expected conse-
quences will be decisive, and not any regard for false slogans, momentary
political successes, and the convenience of the administration.

III Letter from a banking specialist

The literature concerning the problems that the war has posed for mone-
tary theorists is already immense. One could well speak of an inflation of
the book market. Unfortunately, the voices of those who actually work in
the area are almost imperceptible, and yet their opinions would be ex-
tremely valuable and desirable. Perhaps a future currency investigation,
which is proving more and more to be an urgent necessity, will provide the
opportunity for it. I do not believe, like Prof. von Mises does, that the quan-
tity theory already shows the way “that leads back to the conditions of an
orderly currency.” Unfortunately, he does not say how is to be achieved
“that increase in the gold price of the crown back to the value established
for it by the laws of August 2, 1892.” This problem, unfortunately, will not
be solved by theories. But some modest doubts must also be expressed from
a purely theoretical point of view. Prof. v. Mises says: “The inflation of
bank notes would have led to an increase in the money prices of goods
even if there had not appeared any factors pushing up prices from the
goods-side of the market.”

That approximately coincides with the theory of Irving Fisher, who
constructs a direct effect between an increase in the quantity of money in
circulation and higher prices, and in addition with the fairly general view
that the inflation of bank notes is the cause of the high cost of living, of the
upward trend of the stock market, etc.

This belief was not always the prevailing one. In 1867, after the war,
a very significant inflation occurred, the likes of which had never been
seen before. Nevertheless, in the course of that year the exchange pre-
mium receded by about 10 percent, prices were completely normal, and
the flourishing of businesses was attributed to the beneficial increase of
the circulating media (instead of to the extraordinarily favorable harvest,
which made large exports possible). Today, like fifty years ago, we see
two events taking place at the same time, and we are naturally inclined
to see a connection between them. Fifty years ago, there was inflation—
with a falling exchange premium and rising prosperity. At that time the
theory was promulgated that saw the panacea for all social ills in the
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increase of bank notes. Now, there is inflation—with an exchange pre-
mium and rising prices for goods; and just as we take smoke for the re-
sult of fire, we consider inflation to be the cause of the high cost of
living.

But prices of goods can never be explained from the money-side, only
and always from the side of goods. That the prices of all goods have risen
cannot cause any astonishment when there prevails a scarcity of all goods.
No doubt a connection exists between commodity prices and inflation,
but it is an inverted one. High prices obviously have brought about a
greatly increased circulation of bank notes as their consequence. It would
not be difficult to investigate the whereabouts of the notes, whether it is 20
or 21 billion. If one considers that prices have risen about 500 percent,
then 500 percent of the earlier note circulation is necessary to satisfy the
need for cash; that extension of credit by sellers has completely ceased, so
that every individual needs a larger stock of cash in hand; and if one takes
into consideration the billions of notes that the army and of all central mil-
itary treasuries have, as well as all the hoarded bank notes, then the seem-
ingly high figures will not appear excessive.

Hoarding is especially designated as the most dangerous kind of infla-
tion, and yet no matter how much I think about it, I am unable to explain
how hoarded notes can bring about an increase in prices. Rather to the
contrary, since they clearly do not appear on the market as competitors for
the constricted supply of goods. The other great detriments of inflation, the
severe ills of hoarding, especially for the consolidation of the national debt,
certainly cannot be left out of consideration; but it seems to me that in-
flation has no influence on the prices of goods.

Goods have become rarities—they have curiosity value. Does it occur
to anyone to explain the huge prices that some painting fetches, and more-
over, also fetched before the war, by the inflation? Let us imagine, as dif-
ficult as it is, an excess of some commodity, say, for example, if, like once
upon a time, it were to rain manna for forty years—don’t the theorists be-
lieve that the price of manna would decline in spite of all inflation?

The slogan of the devaluation of money has been the foundation of
much misfortune. Devaluation of the currency and the rise in the prices
of goods is simply one and the same thing. We have been living on our re-
serve supplies for four years; are any profound explanations needed for the
fact that the scanty remnants of goods bear fantastic prices? All goods have
been converted into money; the reverse conversion process is not possible
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at this time, and thus the anxious possessor of the means of payment seeks
to get possession of the deeply longed-for commodity at any price.

So as not to be misunderstood, a restriction of the number of notes in
circulation would be of great value. But the way for it can and will be pre-
pared for exclusively by a reduction of prices. After the disastrous war of
1859 we had an exchange premium of 505 percent; by the beginning of
1866 it had been reduced to 2 percent. If it is permitted to cite a great
thinker, even though he was by no means a financial expert, Fedor Dos-
toevsky: “To achieve good finances in a state, when these finances have
suffered certain shocks, one must not give too much thought to the needs
of the present, as urgent as they might be, but first about the resaturating
of the roots; and finances will improve by themselves. The roots would be
healed if we could at least forget the present by half: all present-day ques-
tions, the crying needs of our budget, the interest on foreign loans, the
deficits, the ruble [we shall say: the crown], even bankruptcy—that, how-
ever, will never happen in our country, no matter how much our mali-
cious foreign enemies may prophesy it—; in a word, if we were to forget
the present entirely and work for the root until we could really harvest a
rich and sound fruit.” Do these words not sound as if they had been writ-
ten today and not forty years ago?

And these roots are the same as they once were: frugality and increas-
ing production.

IV Reply by Prof. Dr. v. Mises

If I feel myself obliged to take a position against the foregoing comments,
I must first explain, in order to forestall any misunderstanding, that this
polemic is not directed against the final sentence, in which the respected
author recommends thrift and the increasing of production. On the con-
trary, I am also convinced that there is no other way to repair the damages
of war. But I believe that the author is mistaken if he thinks that with this
exhortation to frugality and work or by citing the words of Dostoevsky he
can contribute anything to the clarification of the foreign-exchange prob-
lem, with which we are exclusively concerned here.

My remarks concerning the currency problem are only those of a the-
orist. Not only have I never contested this, I have always emphatically
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stressed it. But anyone who seeks to explain specific events is a theoretician.
Only he who acts is a practitioner. Whoever writes essays about currency
problems that are supposed to reveal causal connections is a theoretician
no matter what profession he may otherwise follow. He too advances “the-
ories.” And then, who is a practitioner in the area of currency? If one does
not wish to declare everyone who buys or sells for money a practitioner in
this field, then one can grant this designation only to the makers of cur-
rency policy. This would be the ministers who directly determine note-
bank policy, and the party leaders, agitators, journalists, and writers on cur-
rency policy, who work with the intention of influencing this policy indi-
rectly. And of course underlying every practical program—whether it is
carried out or forever remains a program—is a specific theory. The rulers
who once sought to confront the deterioration of the Austrian currency by
police measures were “practitioners.” Their actions were based on a par-
ticular theory about the causes of the monetary depreciation (they attrib-
uted it to the activities of speculation); one can consider this theory false
—as I do—but one cannot deny that it was also a theory.

Theories can never solve a political problem. Action can. And a the-
ory can only explain what consequences certain actions bring. In this the
theories of the author do not differ in the slightest from my theories, how-
ever much the two may differ in content. For he, too, as long as he is writ-
ing about currency questions, is a theoretician, a well-informed and
sagacious theoretician, but still a theoretician.

The author briefly mentions the events in Austria in 1867. I will not
enter into a detailed analysis of those events, which would require con-
siderable space, because I believe I discern the core of his comments not
in the significance of those events but in the assertions about the theory of
inflation. And there I must emphatically contradict him. If one disregards
the already mentioned “speculation theory” of the absolutist bureaucracy,
the fact is that in Austria at that time there were various views about the ef-
fects of inflation of prices. Inflationists and sound-money proponents were
both of the opinion that inflation must lead to higher prices. But the for-
mer saw precisely in the rise in prices the special advantage of inflation.
They championed the increase of money because they wanted higher
prices, since they considered higher prices and prosperity to be identical.
For this reason they fought for paper money, for “the cheap money of the
poor,” and they fought against the gold standard, “the money of the rich.”
That is true not only of the older Austrian inflationists and of those whose
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6 [Karl Lueger (1844–1910) was the mayor of Vienna from 1897 to 1910. He condemned
international capitalism as a Jewish plot. He advocated municipal socialism on the ratio-
nale that small shopkeepers needed to be protected from large private enterprises. He mu-
nicipalized the gasworks (1899) and the electric trolleys (1902). He once said that, in
reference to anti-Semitic discrimination, “who is a Jew is for me to decide.”—Ed.]

7 [Prince Alois von Liechtenstein (1846–1920) was a proponent of a return to a medieval-
type hierarchical society that resembled what later in the twentieth century came to be
known as the corporativist model of fascism.—Ed.]

8 [Josef Schlesinger (1830–1901) was a professor of mathematics and natural philosophy
and president of the University of Agronomy and Soil Sciences in Vienna. He also served
as deputy to the Vienna City Council and the Austrian Parliament for the Christian So-
cialist party. In 1892, he charged that the Jews were the primary dealers in white slavery in
the Austrian capital.—Ed.]

9 Those who hoard bank notes do not act wisely from the point of view of their own in-
terests. But who can hold it against them? Certainly not the finance minister. Rather it is
those who have an interest in still higher prices. For if all the hoarded amounts were to
come back on the market, prices would rise still more.

leaders around 1892 were Lueger,6 Liechtenstein,7 and Schlesinger,8 but
also of those in all other countries. The opponents of the inflationists also
based their arguments on the quantity theory. But they were of the opin-
ion that price increases and the increase in prosperity were not identical,
and that inflation was not the sign of a heyday but only simulated the ap-
pearance of well-being. They were precisely of the view, in which I con-
cur with the respected author, that prosperity can be increased only by
thrift and increased production.

It is true that the need for money has risen immensely because of
wartime circumstances—the most important reasons being the establish-
ment of the numerous army pay offices, the extension of the circulation of
our currency to the occupied regions, and hoarding.9 But there is no doubt
that the increase in the quantity of notes has far, far exceeded the degree
to which it could have been acceptable to meet the increased need for
notes in circulation without bringing about increases in prices.

If the author declares it to be obvious that the high prices for goods
have, as their consequence, sharply increased the number of notes in cir-
culation, then one must ask how these allegedly obvious connections are
established. These consequences are certainly not produced sponta-
neously, because even if prices rise ever so much, no notes can get into cir-
culation by themselves. They could only come into circulation because
the law restricting the issuance of notes by the central bank was suspended,
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because the government ordered the issuing of new notes. And the ques-
tion arises, what would have happened if twenty or more billion notes had
not been put into circulation? If the respected author admits that the ad-
ditional quantity of notes corresponds to the increased need for money
caused by the rises in prices, then he has thereby also conceded that the
general price level could not have risen if no new notes had been printed.

If it rains manna for forty years, other things being equal, the price of
manna must go down. It has now been raining notes for four years; should-
n’t the price of notes go down?

What are supposed to be the other great disadvantages of inflation, of
which the author speaks, if inflation has no influence on prices? I should
not be able to name any others. If the expansion of the note circulation is
not the cause of the high price level, then wherein lies the great value that
he attributes to the restriction of the number of notes in circulation? He
who is of the opinion that the fall in the purchasing power of money is not
caused by the increase of notes has no reason to argue for the reduction of
the quantity of notes in circulation. How could he object to the proposal
not to take up a national loan but to satisfy the entire credit requirement
of the nation by indebtedness to the Austro-Hungarian Bank that can grant
the state the cheapest credit?
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chapter 3

Remarks Concerning the
Establishment of a Ukrainian
Note-Issuing Bank1

As far as the matter can be seen from here, the establishment of the
planned Ukrainian State Bank would find an appropriate model in the
Russian Imperial Bank.2 The Ukrainian bank, like the Russian Imperial
Bank, is supposed to become a purely state institution. By and large the
Russian Bank has worked well, and Ukrainian businessmen are accus-
tomed to dealing with its branch offices situated in the Ukraine. Of course,
the statutes of the Russian Imperial Bank will require revision in several re-
spects in view of the situation brought about by the war and in considera-

� 23

1 [This paper was written in the summer of 1918, while Ludwig von Mises was serving as
an economics advisor to the General Staff of the Austrian army in Vienna, after having
served as the officer in charge of currency control in Austrian-occupied Ukraine through
most of the spring of 1918. It has not been previously published.—Ed.]

2 [In January 1918, the Ukrainian National Republic was declared an independent state.
In March 1918, Lenin’s Bolshevik government signed the Treaty of Brest-Litovsk, ending
the state of war between Russia and the Central Powers (imperial Germany, Austria-
Hungary, Romania, Bulgaria, and the Turkish empire). As part of the treaty, Soviet Russia
ceded the Ukraine to the Central Powers. The Germans occupied northern and eastern
Ukraine, including the cities of Kiev, Kharkov, and Rostov, as well as the Crimea. The Aus-
trians occupied western and central Ukraine, with their headquarters in the city of Odessa.
The Romanians occupied and annexed the region of Bessarabia. Following the armistice
of November 11, 1918, which ended the fighting between the Central Powers and the En-
tente (the Allied powers of Great Britain, France, Italy, and the United States), the Ger-
mans and Austrians withdrew from the Ukraine. For the next year and a half, the Ukraine
was one of the central and most bloody battlegrounds of the Russian Civil War between the
Soviet Red Army and the antiCommunist White Armies, at the end of which the Ukraine
was incorporated into Soviet Russia. Ukraine regained its independence in 1991, with the
formal end of the Union of Soviet Socialist Republics.—Ed.]
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3 [The State Bank of Imperial Russia was reorganized through the monetary and banking
reforms of 1895–1897, on the basis of which Russia was formally placed on a gold standard.
The working of the Imperial Russian Bank is briefly explained by L. N. Yurovsky, Currency
Problems and Policy of the Soviet Union (London: Leonard Parsons, 1925), p. 11:

State credit notes constituted a liability of the State Bank and took the place of
what is commonly known as bank notes. The nature of this liability consisted in
the Bank being compelled to pay on demand for each ruble in credit notes pre-
sented to it, 17.424 dolyas pure gold [11.94792 grains of fine gold]. Whilst enti-
tled to issue credit notes to an unlimited amount, the Statutes of the Bank
compelled it to keep a sufficient metal reserve to ensure unrestricted convert-
ibility. In this respect its Statutes were particularly stringent, the legal minimum
cover of its issues being higher than that of all other central banks, with the ex-
ception of the Bank of England. The sum of gold held as cover was not allowed
to fall below 50 percent of the aggregate figure of credit notes in circulation,
whilst every note issued over and above 600 million rubles had to be fully backed
by a corresponding quantity of gold [ruble for ruble]. The reason for these rigor-
ous restrictions lay . . . in the desire to promote the largest possible measure of
confidence in the circulation.

See also Arthur Z. Arnold, Banks, Credit and Money in Soviet Russia (New York: Colum-
bia University Press, 1937), pp. 10–26.—Ed.]

tion of the conditions that are of special importance for the establishment
of the Ukrainian State Bank.3 In our opinion the following points of view
are chiefly to be taken into consideration.

I Capital Stock

Of course, the capital stock does not have as great an importance for a
note-issuing central bank as for a private institution, since the means for the
operation of its activities essentially arise from the issuing of notes. Never-
theless, it remains of considerable importance; it serves as a surety fund,
forms the foundation for its original establishment, and provides the op-
erating resources for the branches of its business that are not connected
with the privilege of issuing notes. It is not recommended to look upon
the general wealth of the government as the capital stock standing behind
the note-issuing bank. By being equipped with a fixed amount of capital,
the credit of the institution is strengthened and well-ordered management
in accordance with commercial principles is assured.

The existing imperial Russian government bank notes were all backed
with a capital stock. The capital stock of the Russian Imperial Bank comes
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to 50 million rubles. For the new Ukrainian State Bank the sum of 20 mil-
lion Karbovanits [the Ukrainian monetary unit] should be required. If such
an amount could not be made available, then the only thing to do would
be first to use any profits for the formation of the capital stock. Beside the
capital stock, consideration should be given to the creation of an adequate
reserve, say, in the amount of up to half of the capital stock.

II Allowable Transactions

Since the duty of a note-issuing institute is to provide business with
Zahlungsmitteln [legal tender], it must necessarily restrict to a narrow cir-
cle the businesses to which it will be allowed to extend loans. Only secure
and liquid investments are suitable for a note-issuing bank. Speculative
undertakings, as engaged in by credit banks, are ruled out in advance for
a note-issuing bank. They are inevitably connected with great risk, and the
possibility of losses would severely endanger confidence in the notes, upon
which the entire economic life of the state rests.

It is inappropriate for a note-issuing bank to extend loans to certain
commercial sectors that tie up capital for long periods of time, such as the
mortgage business. Long-term investments are not readily available for re-
payment, and therefore are not suitable for a note-issuing bank that is
meant to assure redemption of notes on demand under normal circum-
stances. Experience has taught that a deviation from these principles al-
ways exacts a heavy penalty.

In general, the types of companies that are permitted access to the
Russian Imperial Bank can also be allowed access to the Ukrainian State
Bank. The pertinent regulations in the statutes of the Russian Imperial
Bank, of course, go beyond the framework followed by other note-issuing
central banks, in particular in comparison to the companies that are al-
lowed access to the German Reichsbank. The Russian Imperial Bank per-
mits access not only for the discounting of bills of exchanges with at least
two good signatures, to goods- and securities-backed collateral loans, to
buying and selling securities certificates that are eligible as collateral, to se-
curity trading and collections, to the acceptance of interest-bearing and
non-interest-bearing deposits, and to the safekeeping of valuables. But, in
the interest of promoting industry, agriculture, handicrafts, and retail busi-
ness, it also allows the concession of loans against promissory notes with
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only one signature as well as the granting of unbacked loans to credit or-
ganizations and to municipalities.

It is obvious that, from the standpoint of a prudent policy for a note-
issuing bank, doubts should be raised about this accessibility. On the other
hand, however, it cannot be ignored that credit conditions in Russia are es-
sentially different from those in Germany. The extended availability of
credit from the note-issuing bank has its origin in the special needs of the
Russian national economy, and it will be difficult to eliminate this as long
as these needs continue to exist. We may therefore conclude that the con-
tents of articles 72 to 177 in the statutes of the Russian Imperial Bank can
be transferred in substance to the statutes of the Ukrainian State Bank.

Nevertheless, the regulations concerning the goods- and securities-
backed collateral loans, as well as concerning guarantees by the pledging
of goods, need modification insofar as the statutes only allow the granting
of a collateral-backed loan against the pledge of domestic securities and of
domestically produced goods, and only admits such goods for the purposes
of safekeeping. The provision would appropriately be expanded to include
reliable foreign securities that must, of course, be selected with great cau-
tion, as well as goods of foreign origin. Given the Ukraine’s massive need
to import manufactured products from abroad, namely agricultural ma-
chines and implements, it would hardly be justified to exclude these ob-
jects from admissibility as collateral for the purpose of obtaining a loan.

III Backing of Notes

Questions concerning the backing of the notes are of critical importance.
If backing for the notes is not regulated in a satisfactory way that corre-
sponds to the principles of a sound note-issuing banking policy, then in
the long run the notes will not acquire confidence and trust either at home
or abroad. The absolutely necessary conditions for the orderly function-
ing of the note-issuing bank would disappear. From then on, the possibil-
ity of strengthening the currency of the country and of maintaining a well-
ordered circulation of money also dissolves away at the same time.

Reference to the national wealth of the country or the stipulation that
the entire assets of the state stand behind the note holder cannot be con-
sidered as a substitute for an insufficient covering of the notes; it offers the
note holder no real, tangible assurance; and it in no way prevents an un-
limited and, finally, complete devaluation of the notes by the primary is-
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4 [During the French Revolution, the revolutionary government issued assignats, a form
of paper money that soon generated a high inflation, resulting in the imposition of price
and wage controls. In 1795, they were exchanged for mandats territoriaux at the rate of
thirty to one. The mandats were scrip representing claims to land titles. The mandats were
soon increased in such quantities that another inflationary process was set in motion. In
1797, the engraving plates for printing mandats were destroyed. See Andrew Dickson
White, Fiat Money Inflation in France (Washington, D.C.: Cato Institute, [1913] 1980);
Edwin W. Kemmerer, Money: The Principles of Money and Their Exemplification in Out-
standing Chapters of Monetary History (New York: Macmillan Co., 1935), pp. 173–97.
—Ed.]

suer of notes. The history of the French assignats, which were “covered”
by the collateral of the entire domain of the government, serves as a cau-
tionary example in this regard.4

Until the beginning of the war the notes of the Russian Imperial Bank
had to be covered by gold to the extent that they exceeded the amount of
600 million rubles. Foreign bank notes, bills of exchange in gold currency
of foreign countries, as well as assets with foreign banking houses were in-
cluded in the gold coverage. For the Ukrainian State Bank this regulation
for covering notes, which was effectively made null and void by the enor-
mous increase of the uncovered portion (16 billion rubles by November
of last year), could hardly be considered applicable. The note-covering
regulation of the German Imperial Bank specifies that notes must be one-
third covered by gold: German money presently in circulation, national-
bank or loan-bank certificates (the so-called one-third coverage); and, with
respect to the rest, by secure short-term bills of exchanges or checks and
exchequer bonds of the Reich (the banking coverage). These restrictions
are not readily transferable to the Ukrainian State Bank without essential
modifications; but it seems to us that it does form an appropriate founda-
tion for a regulatory system corresponding to Ukrainian conditions.

In connection with this regulation we should like to recommend a
qualification, according to which the notes of the Ukrainian State Bank
must be covered up to at least one third by assets that make possible the im-
mediate redemption of the notes under normal circumstances or that are
secured in foreign exchange held abroad. The rest of the notes would be
covered in normal banking fashion, that is, secured by safe fixed assets.

For the one-third coverage the following would come into consideration:
1. Circulating Ukrainian metallic money taken at its face value. Rus-

sian silver rubles would fall under this heading so long as they are legal ten-
der in the Ukraine.
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2. Gold in ingots and foreign coins calculated according to the rela-
tive value that results from the gold content of Ukrainian gold coins.

3. Silver ingots according to their market value and foreign silver coins
according to their exchange value.

4. Foreign bank notes and foreign governmental paper money, as well
as foreign loan-bank certificates according to their exchange value. Russian
notes, as long as they are legal tender in the Ukraine, would be calculated
according to their face value.

5. Drafts on foreign countries in gold currency and credits with for-
eign note-issuing central banks, other banks, and other institutions of un-
conditional reliability according to their exchange value. (Among the
institutions of unquestionable reliability would be, for example, the Ger-
man Central Purchasing Association, the Austrian War Grain-Trading In-
stitute, and the Hungarian War Production Joint-Stock Company.)

The covering of notes by credit balances abroad—namely, in Berlin
and Vienna—will be, in accordance with all prudence, of very special
practical importance. The credits will be provided without difficulty in
connection with exports. Their provision will considerably facilitate the
financing of exports, and their availability would most effectively support
the Ukrainian currency abroad.

Insofar as the notes find no covering under the items 1 through 5 cited
above, they would be covered by bills of exchange, by six-month treasury
bonds of foreign countries at face value, and by secured-loan investments.

The unsecured loans that the note-issuing bank would be authorized
to grant under certain conditions would not come into consideration as a
covering for notes. The means used for the granting of such loans could
therefore not be provided by the issuance of notes; it would have to be
taken out of the capital stock and the reserves or possibly out of deposits.

IV Administration

At the head of the administration of the German Reichsbank is the Reichs-
bank board of directors that, as a committee, deals with matters of admin-
istration. This collaborative structure has so far proven to be a good system
in every respect. It assures the independence of the administration and
guarantees it continuity. Our only advice, therefore, would be also to place
a collaborative authority at the head of the Ukrainian State Bank. This au-
thority would, of course, be subject to the jurisdiction of the government.
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A note-issuing central bank should not be managed in accordance with
the fiscal requirements of the State but instead from the point of view of
the economy as a whole. Perhaps it should be recommended, therefore,
that at the highest level the direction of the State Bank should not be as-
signed to the head of the Department of Finance but to the prime minis-
ter or the minister of commerce. In the same way, the German Reichsbank
is under the control of the imperial chancellor and, on his behalf, of the
state secretary of the Imperial Bureau of Economics.

V Publications

A great importance is to be placed upon the publication of the annual bal-
ance sheet and its [the bank’s] regular publications. The Russian Imperial
Bank dated its weekly statements—until the discontinuation of publica-
tions in November of last year [1917]—on the 1st, 8th, 16th, and 23rd (ac-
cording to the old-style Russian calendar). German bank law establishes
the 7th, the l5th, the 23rd, and the last of each month as the dates for pub-
lication. The one as well as the other procedure allows for clear estimate
of the demand for money, which is conditioned by activity at the end of the
month and especially at the end of each quarter and as well as at the end
of the year. It deserves preference over the procedure of the Bank of France
and the Bank of England, which always prepare their weekly statements ac-
cording to the situation on Wednesday evening.

VI Distribution of Profits

Out of the earnings that may show themselves on the annual balance sheet,
at least 50 percent would at first be used for the formation of the capital
stock, if the latter cannot be transferred in advance to the State Bank. If the
capital stock has reached the amount of 20 million Karbovanits, about 10
percent would be set aside for the formation of a reserve until it has
reached at least half of the capital stock. Any losses would be covered first
from the reserve and, in case this should not be sufficient, from the capi-
tal stock. Of course, then the capital stock and the reserve would have to
be replenished in the following years by transfers out of earnings. For the
rest, the profit would fall to the national treasury, which is also responsible
for losses not covered by the capital stock and the reserve.
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1 [This paper was written in German in April 1919, shortly before a delegation for the
Austrian government met with the representatives of the victorious Allied powers near
Saint-Germain, France, in June 1919 to receive the terms for peace. It has not been pre-
viously published. Mises had been assigned responsibility in the Vienna Chamber of Com-
merce for all financial matters relating to foreign affairs from the time of the Armistice of
November 1918, which ended the fighting between Austria and the Allied powers, through
September 1919, when the Austrian Parliament’s ratification of the Treaty of Saint-Germain
officially ended the state of war.—Ed.]

2 [With the end of the war, the Austro-Hungarian empire disintegrated. Bohemia, Moravia,
and Slovakia were joined as the new, independent state of Czechoslovakia. Hungary de-
clared its separate independence from Austria. The Balkan territories of the empire—Slove-
nia, Croatia, and Bosnia-Herzegovina—were unified with Serbia as the new state of
Yugoslavia. Transylvania, which had been under the jurisdiction of the Hungarian part of
the empire, was incorporated into Romania. Galicia, which had been part of the Austrian
Crownlands of the empire, was added to the new state of Poland; and Italy occupied the
area around the Adriatic port of Trieste and the southern Tyrol. The new countries that
emerged out of this political disintegration of the Austro-Hungarian empire were referred
to as the “successor states.”—Ed.]

3 [The remnant of the Austrian part of the empire was declared to be an independent state
as the other components were breaking away, and was proclaimed on November 12, 1918,
to be the democratic Deutschösterreich—German-Austria—with the stated intention of
leaving the door open to being unified with the new German Republic. But at the peace
negotiations at Saint-Germain the Allied powers, especially the French, prohibited any
Austrian unification (Anschluss) with Germany, and insisted that the official name of the
country be “the Austrian Republic.”—Ed.]

chapter 4

The Austrian Currency Problem
Prior to the Peace Conference1

The liquidation of a common monetary standard constitutes an internal
problem for the successor states of the former Austrian monarchy.2 The
new successor states have adopted unilateral and in many instances even
antagonistic monetary policies, and have resisted attempts on the part of
the government of German-Austria3 to find a consensual solution to cur-
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4 [The Entente refers to the coalition of Allied powers in the First World War, especially
Great Britain, France, Italy, and the United States.—Ed.]

5 [On January 8, 1919, the Yugoslavian government began monetary separation from Aus-
tria with an order that all Austro-Hungarian bank notes on Yugoslavian territory were to be
stamped with a national mark. On February 25, 1919, the Czechoslovakian government did
the same. The Czechoslovakian border was placed under military guard to prevent the
smuggling of bank notes. The actual stamping of bank notes occurred between March 3
and 9. At the same time, the government took over all branches of the Austro-Hungarian
Bank on Czechoslovakian territory. A separate currency began to be introduced shortly
after a law to that effect was passed on April 10, 1919.—Ed.]

rency questions. Thus it seems likely that only the intervention of the
peace conference will produce a generally acceptable solution. This is rea-
son enough to try to raise the currency question at the Paris Peace Con-
ference. The Entente,4 as well as the neutral states, moreover, have a stake
of their own in a sensible reorganization of our monetary system. The value
of uncertified bank notes held in other countries hinges on such a suc-
cessful resolution, as does the fate of accounts and claims in crowns held
by other countries against the successor states of the former monarchy.

Before we attempt to approach the whole currency question on a prac-
tical level, let us first disregard all practical complications and attempt to
work out an ideal theoretical solution. Let us for the moment forget that
the successor states have disrupted the bond of a common currency by
their unilateral monetary measures, which have not only wreaked havoc
on the monetary system of the individual nation states but have also seri-
ously threatened the whole network of the former monarchy’s liabilities
to other countries.5

The first question to be raised is the manner in which bank-note cir-
culation and related legal provisions should have been altered, presup-
posing that the successor states had refrained from any unilateral
intervention in the common bank-note system.

Let us begin with a few preliminary remarks about the legal and eco-
nomic character of bank notes as it relates to the problem of state debts.

From a legal point of view, bank notes represent a claim against the
Austro-Hungarian Bank for a specified amount of gold that has been cer-
tified by the state, a claim that is held by the owners of the bank notes. It
is true that Article 111 of the statutes indefinitely suspended this gold pay-
ment. Thus, even before the war, the free circulation of bank notes relied
less on the note holders’ conviction that the notes represented a specified
amount of precious metal to be paid out by the Austro-Hungarian Bank
than on the realization that the notes were valid as legal tender in the en-
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tire monarchy thanks to the Austro-Hungarian Bank’s privileged position.
The emission of bank notes was vastly increased in all the belligerent coun-
tries, not just in Austria, because of the pressure of military expenses. As
early as 1914, the Austrian government had already had to suspend statu-
tory regulations covering the gold backing of these notes. At the present
time over 39 billion bank notes have been issued, to which should be
added bills of exchange and other current liabilities of about 6.5 billion.
A further 6.75 billion in the form of treasury notes—which must be repaid
in the foreseeable future—should also be included. This total is presently
backed—to the tune of 33 billion crowns—by the debt owed respectively
by the former imperial Austrian and the former royal Hungarian govern-
ment in equivalent treasury bonds. Another 9.2 billion are backed by Lom-
bard credits, specifically in the form of war savings bonds. Ninety-four
percent of all bank notes in circulation, treasury notes, and bills of ex-
change are indirectly or directly based on the state’s obligation to repay its
debts. For this reason, the notes would have only minimal backing in terms
of their face value, should the state go bankrupt. There would be other
claims against the remaining bank assets, which might otherwise provide
partial backing for the notes.

On the strength of this short introduction, it is clear that any discussion
of the currency problem must strictly distinguish between the following
issues:

I. The allocation of the debt incurred by the Austro-Hungarian Bank
among various successor states’ governments.

II. The legal and economic status of entitlement incorporated in each
individual bank note and in each bill-of-exchange.

III. The redemption of certain quantities of notes by the individual
successor states and the resulting monetary effects.

IV. The liquidation of the Austro-Hungarian Bank.
Regarding each state’s indebtedness to the note-issuing bank, our pe-

tition to the peace conference should request that an allocation scheme be
devised to divide this debt, as well as other categories of state debt, among
the successor states. As to the question of the legal and economic status of
the bank notes, we must take the position that the owners of uncertified
bank notes originally acquired a form of money that was legal tender at a
fixed value in the entire monarchy before its collapse.

It is undeniable that each sovereign state is entitled to regulate as it
sees fit the legal and economic relations between persons over whom it
exercises its sovereignty, and this holds true as well for the successor states
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that arose on the soil of the former monarchy. This right, however, is con-
strained by the rights of foreign nationals, a fact that each of the individ-
ual successor states must keep in mind in its dealings with subjects of other
successor states as well as in their dealings with countries that were never
a part of the monarchy. We shall first concern ourselves with the latter.

The same considerations that apply to foreign owners of bank notes
must also apply to foreigners who have accounts or claims against persons
or firms in the territory of the former monarchy. There are several ways in
which the rights of note owners or creditors residing in foreign countries
can be guaranteed in settling the currency question. The first is to say that
bank notes in the hands of foreigners shall remain legal tender in all the
successor states of the former monarchy. The second is to allow foreigners
to exchange the old bank notes against a currency unit that they can use
for payments in all the successor states, without loss in the exchange value
of the notes. The last approach is to say that they can exchange their bank
notes for whatever national currencies they need for use in any specific
successor state, again without loss in exchange value of the notes. The first
of these solutions (solution A-1) implies the rescinding, with retroactive
validity, of any measures taken by the successor states against the common
currency, a sort of restitutio in integrum of the old currency. It is also con-
ceivable that the successor states might maintain their own currency but
at the same time assume the obligation to accept uncertified crowns as
legal tender along with their own currency, at a fixed exchange value (so-
lution A-2).

The second solution (solution B) involves the exchange of the old
bank notes against a new monetary unit, which becomes legal tender in an
identical manner in all the successor states. This solution can be inter-
preted in two ways.

1. The old crown currency is eliminated, but it is replaced in all suc-
cessor states by a formal common currency with a single common note-
issuing central bank. The difference between this approach and the preser-
vation of the old crown currency lies in the possibility that the value of the
new currency will now correspond to the reduced purchasing power of
the new currency. It also allows the possibility of a merger with another
currency system.

2. Each successor state is endowed with its own national currency and
its own note-issuing bank, but each of these currencies is based on the
same monetary standard, each of the note-issuing banks follows the same
regulation concerning backing of notes, and the banks may form a cartel
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(a closer or looser monetary union). This solution makes greater allowance
for the successor states’ desire to enhance their prestige. At the same time,
it is more expensive and more complicated than solution B-1 because of
the coexistence of several note-issuing banks.

The final possibility (solution C) is undoubtedly the most imperfect,
but it requires none of the above-mentioned preconditions for its imple-
mentation. In this case each successor state maintains its own completely
independent currency, without regard for the other states; it takes on the
obligation, however, to exchange notes held by foreigners into notes is-
sued by its own banking system, without giving a special premium to this
or that note. The exchange rate would be solely determined by the gold
parity of the newly created individual currencies.

It will depend, first of all, on wide constellation of political circum-
stances within the former monarchy as to whether solutions A-1 and A-2
and B-1 and B-2 are feasible. These solutions would in any case be com-
plicated by the fact that segments of the monarchy’s territory were incor-
porated into states with pre-existing and unrelated currencies (e.g., Italy
and Serbia), a difficulty that might be surmounted by a currency union. It
would become impossible to allow the concurrent circulation of uncerti-
fied crowns with the regular currency once the joint note-issuing bank [the
Austro-Hungarian Bank] has been liquidated, since the uncertified notes
would immediately lose their nominal backing and would at best circu-
late as a sort of state-sanctioned paper money. Under solutions A and B-1
the currency would maintain its unity, so that the question of their tech-
nical implementation would not arise; but in the case of either a currency
union or completely independent currency systems, these technical ques-
tions assume a major role.

If we continue to assume that no actual steps with respect to note cer-
tifications have been taken by the individual successor states, we can vi-
sualize the following procedure for the exchange of notes. The successor
states would issue uniform proclamations according to which a certain
deadline would be set for all bank notes to be recalled and exchanged
against the new, national notes. This deadline would have to take geo-
graphic and transportation factors into consideration, just as do the legal
regulations for bills of exchange. Beyond the deadline, the old bank notes
would lose their status as legal tender in all the successor states. The recall
of bank notes would apply both to those held within the individual suc-
cessor states as well as in other countries.

Subsequent handling of the notes would be different for those circu-
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6 [The French expression sujet mixte means a mixed amount or combination.—Ed.]

lating within the various successor states and those circulating in other
countries. As to the notes circulating within its own territory, each suc-
cessor state would undoubtedly have the right to replace them by notes
of its own issue (bank or state notes). Such a measure is well within the
scope governments can take on their own territory. On the other hand, as
we pointed out earlier, such a forced nationalization would violate inter-
national law if it involved other countries, since it would make them suf-
fer from the splitting of the former monarchy into separate currency
systems.

In case foreign holders of crowns were to receive payments in currency
that could not be used in all the successor states—though that would be
alleviated to a large extent if there were a currency union—at the very least
they should have the right to decide for which national currency they
would want to exchange their uncertified bank notes, depending on where
they intended to spend the money or what was most convenient to them.
Thus, after the deadline for turning in the bank notes, there would exist
only national notes. However, for notes held internally, the territorial prin-
ciple would hold in the successor states; but for notes held outside the
country, the only criterion would be the wish of the note owners.

After the completion of this operation, there would undoubtedly be a
discrepancy between the notes exchanged by the successor states and the
allocation of the state debt. This would require some readjustment, such
as compensation through other types of state debt, first and foremost short-
term liabilities such as the central government’s current account debts to
the banks or debts of the Ministry of War to weapons suppliers. But even
this approach runs into insurmountable obstacles on closer inspection. A
large Viennese bank, for instance, can hardly be expected to accept set-
tlement of its entire claims in the form of Hungarian or Ukrainian notes,
just to establish a balance between notes exchanged and the debt alloca-
tion. On the contrary, some banks that had become creditors to the state
would have a kind of sujet mixte6 due to extensive commercial activity
throughout the entire former monarchy. They would undoubtedly insist,
in case national currencies were created, that they be paid in the various
national currencies in amounts determined by the allocation of the state
debt. One might conceive a solution along territorial lines, so that a purely
Czech creditor would receive his entire claim in Czech crowns and a
purely Austrian creditor in Austrian crowns. As to the sujets mixtes, such as
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with banks, the category that would include the majority of the state cred-
itors, would require payments based on the debt allocation.

Let us now imagine that one tried to compensate for any excess over
the allocated state debt in the bank notes that were exchanged by reduc-
ing the banks’ burden of payments for annuities or war loans. This too
would create considerable difficulties. In the first place, there is no way to
find a common denominator for the burden on the state created by the
issue of treasury notes and the burden created by an interest-paying loan.
There is an even greater economic difference between these two types of
transactions. When a particular successor state is overwhelmed with bank
notes far in excess of its need for notes in circulation, this represents a
much more severe economic burden than the obligation to make interest
payments on a war loan. A fair way to even things out might be to shift the
quantity of bank notes that a successor state must trade in over and above
its allocated debt to whichever successor state had to trade in fewer bank
notes than its allocated debt. The latter state would compensate the state
that had to trade in a surplus of bank notes by backing the surplus with
state obligations. These state obligations should be in the currency not of
the debtor state but in the currency of the state that had to increase its
note issue by an excessive number of bank notes. This would also signifi-
cantly reduce differences in the exchange rates that might arise between
the individual successor states.

Let us take a concrete example. Let us say that the grand total of bank
notes circulating in German-Austria, Czechoslovakia, and in other coun-
tries came to 10 billion. Let us further assume that on the basis of the al-
located debt, German-Austria and Czechoslovakia each had to assume 50
percent of the bank notes, that is, 5 billion bank notes. Czechoslovakia
has 4.5 billion notes in circulation, Austria only 3.5 billion. These notes
would have to be traded in for national bank notes in each state. The re-
maining 2 billion would be held in other countries. Let us assume that all
the foreign owners decided to exchange their uncertified notes into Czech
money. That would raise the share of the Czech state to 6.5 billion. The
3.5 billion raised by Austria must be backed in Austria on the basis of the
future currency law. Similarly, the Czech state must back 5 billion notes,
the full amount of its allocated debt, according to its own currency law.
The 1.5 billion notes that the Czech state must take in over and above its
share will be covered by treasury bonds of the Austrian state, expressed in
Czech currency. An agreement as to interest payments would be con-
cluded between the two nation-states. A provision would be included in
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the currency laws of the individual nation-states that such treasury bills of
exchange of another nation-state could be included as backing for a cer-
tain percentage of bank notes. The date the treasury bills of exchange
would fall due would have to take concrete economic conditions into ac-
count, so that the debtor state could be reasonably expected to repay its
debt in this time span through the export of goods or capital.

The uncertified bank notes traded in by the successor states would
then have to be turned over to the Austro-Hungarian Bank to wipe out the
debt incurred on the loan.

As we have seen, differences in the amount of money in circulation in
the various successor states will inevitably produce discrepancies between
the bank notes exchanged in their own territory (on the basis of the terri-
torial principle), and the allocated state debt. Whether this discrepancy
will be eased or aggravated by the ways in which foreigners will decide to
exchange their notes is as yet unpredictable. All that is certain is that the
discrepancy will persist.

The only remaining point is the handling of debts and claims. Claims
that fall due before the deadline for exchanging the old bank notes would
be paid in uncertified crown notes, while claims falling due after the dead-
line would be paid in the currency of the successor state that is the site
where the claim must be settled. This is in line with a generally recog-
nized norm of international civil law. Since the exchange of uncertified
notes must be made on the basis of the nominal parity in the currency of
each successor state, it would make no difference whether the claim falls
due before or after the deadline, unless later on significant differences in
exchange rates develop between the various currencies.

The matter of debts is somewhat more difficult to resolve. It must be
assumed that the owner of short-term debt is entitled to convert it to un-
certified crown notes. When the owner is a foreigner, in our view he
should be able to exchange the debt into uncertified bank notes in any of
the successor states. It might, however, be reasonable to say that beyond the
deadline for the exchange, if the debt is not converted into notes, the
owner has tacitly agreed to be repaid in the currency of the place where
the debt is held. The same would apply to owners who are citizens of one
of the successor states. In their case, too, the debt would have to be ex-
changed for uncertified bank notes prior to the deadline (since no other
notes exist at that point under our construct). But after the deadline it
would have to be paid out in the currency of the place where the debt is
held. This solution presents an undeniable danger for Austria: As it was
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7 [At the time when Mises wrote this paper in April 1919, Hungary was in the midst of a
Communist revolution. On March 20, 1919, the Marxist revolutionary, Béla Kun, had ac-
quired a dominant position in the Communist-Social Democratic coalition government.
He soon was able to eliminate the more moderate elements in the government through a
reign of Red terror. His Soviet-style government finally collapsed on August 1, 1919, after
his attempt to nationalize the large landed estates alienated the peasantry, who wanted the
land divided among themselves. They refused to supply food to the towns and cities, and
the Red Army that Kun had created refused to fight. Béla Kun’s short-lived Soviet Repub-
lic was replaced by a nationalist government headed by Admiral Miklós von Horthy, who
served as regent heading the government of Hungary.—Ed.]

the former financial center of the whole monarchy and therefore the place
where most debts were located, the exchange burden would be especially
heavy. The overall situation will become clear once we have a quantitative
survey of bank debts and other obligations between the individual succes-
sor states. Any other solution, which in view of the above consideration
might improve our exchange situation, would greatly damage our credit
position. It would irremediably compromise Vienna’s status as a financial
metropolis, which might otherwise be partly continued from force of habit.

So far we have worked out a theoretically correct solution to the cur-
rency problems and disregarded the currency measures that have already
been put into effect. We shall now ascertain what modifications are re-
quired when we take into account the legal situation that has developed
in the individual successor states.

In those states where the certification of bank notes was decreed and
implemented (Yugoslavia, the Czech Republic, and German-Austria),
only certified bank notes can serve as legal tender, with a few exceptions
to be discussed later. In Hungary, certification is required by law but has
not yet been implemented as a result of the political turmoil.7 In the ter-
ritories occupied by the Italians, certification has not yet taken place, but
crowns must be exchanged for lire notes at the rate of 1 crown for 40 cen-
tesimi. Insufficient information is available about the measures taken by
the Polish, Ukrainian, and Romanian governments. Even in the states that
have in principle carried through the nationalization of bank notes, one-
and two-crown notes have been exempted from certification and retain
their role as legal tender in all the successor states. In addition, there re-
main a substantial number of uncertified notes in the Entente and in neu-
tral countries, in all those successor states that have not yet implemented
the certification (Hungary and parts of the monarchy that now belong to
Romania, the Ukraine, and Poland), and also in wartime enemy territory
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that had been temporarily occupied by Austrian troops. Last but not least,
even in the states where certification was decreed and implemented, there
are of course considerable quantities of uncertified notes that their owners
have failed to turn in, either out of negligence or for speculative purposes,
or, finally, for tax evasion. In the following paragraphs we shall review the
essence of the major currency provisions enacted by the successor states,
to the extent that they are known here.

According to the Czech decree issued February 25, 1919, paragraph
2, all bank notes must be certified and only certified bank notes serve as
legal tender in the territory of the Czech state. The minister of finance is
empowered, however, to permit certain types of uncertified bank notes to
continue to serve as legal tender, a provision that has been applied by him
to one- and two-crown notes.

The Czech decree of February 25, 1919, paragraph 8 (Laws and De-
crees, no. 86) expressly states that from March 10, 1919, on, uncertified
crowns no longer can serve as legal tender in the territory of the Czech
state. In this territory, obligations incurred prior to compulsory certification
and payable in crowns are now to be paid in certified crowns. Legal trans-
actions concluded beginning with March 10, 1919, and in which payment
is to be in uncertified bank notes are valid only if this mode of payment has
been specified.

In response to these measures taken by the Czech government, an
Austrian executive order was issued in turn on March 25, 1919 (No. 191).
It provides that, immediately following the executive order, only certified
notes of the Austro-Hungarian Bank will be considered legal tender, with
exceptions to be discussed later. To mitigate the harshness of this decree,
the state secretary for finances is permitted to accept notes certified in
other successor states when presented at government or other pay-offices.
He may also, under special circumstances, allow uncertified notes to be ac-
cepted at these pay-offices. In especially deserving cases, he may even per-
mit uncertified notes to be certified with the Austrian stamp. According to
paragraph 4 of the decree, all obligations that are to be repaid in crowns
are payable in Austrian certified bank notes in the amount specified in
crowns at a one-to-one ratio, with the exception of certain cases we will dis-
cuss later.

The recent Czech law of April 10, 1919, No. 187, which covers the
circulation and management of money, is much more comprehensive
than the Austrian executive order. Paragraph 1 of this law provides that
only the Czech state is entitled to issue notes and mint coins in its terri-
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8 [Trentino refers to the southern portion of the Austrian Tyrol that the Italian govern-
ment occupied and annexed, following the First World War. Giulia Venzia refers to the
Austrian region bordering on the Adriatic coast, including the port city of Trieste, which
was occupied and annexed by Italy after the war.—Ed.]

tory. As the Czech state does not yet have a note-issuing bank, this means
that the Czech Republic will rely on state paper money. The monetary
unit that will be used for this state paper money is identified in paragraph
5 of the law as the Czech crown. Uncertified bank notes of the Austro-
Hungarian Bank no longer serve as legal tender, according to paragraph
3. The Czech government reserves the exclusive right, according to para-
graph 4, to present claims to the Austro-Hungarian Bank with the certified
notes in its possession. Paragraph 6 states furthermore that former obliga-
tions specified as payable in Austro-Hungarian currency are to be paid in
Czech crowns at a one-to-one rate, as long as the payment is to be made
in the Czech state. Finally, according to paragraph 9, the new Czech
crown notes will constitute part of the financial obligations of the Czech
state, since they are state notes, and they will at the same time be consid-
ered legal tender.

Our information is very sketchy for the other territorial states. We do
know that in the territory occupied by the Italians there exists a decree
from the High Command stating that from April 10, 1919, on, Italian
money will be legal tender in the Trentino and in Giulia Venzia.8 What-
ever Austro-Hungarian money is still in circulation can be exchanged into
Italian money at the owner’s request at the following rate: Crown notes of
the Austro-Hungarian Bank issued on the basis of legal provisions prior to
October 27, 1918, will be exchanged for 0.40 lire per crown, and Austrian
silver coins at the rate of 0.80 Italian paper money per silver coin. This ex-
change will take place between April 10 and April 19, 1919.

After April 1919, the Austro-Hungarian money ceases to be legal ten-
der. Austro-Hungarian silver coins will continue to remain in circulation.
The value will be fixed at the rate of 1/100 lire for each 1/100 crown.

Let us now examine how well our initial construct applies to the legal
situation described above.

Solution A-1 Letting the old crown notes continue to serve their
prior function. This implies a restitutio in integrum and thus assumes an
annulment of all prior currency measures, which is politically almost
inconceivable.
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9 The Treaty of Saint-Germain, which ended the war between Austria and the Allies, and
the Treaty of Trianon, which ended the war between Hungary and the Allies, basically ac-
cepted the monetary separation among the successor states that had begun as described in
Mises’s paper. The treaties specified that the liquidation of the Austro-Hungarian Bank
would begin the day after the treaties were ratified. However, because of the delay in Hun-
gary’s signing of its treaty until June 4, 1920, the liquidation process did not begin until
September 1, 1920. The process took four years, until July 31, 1924, when the Austro-
Hungarian Bank officially ceased to exist.—Ed.]

Solution A-2 Letting old crown notes continue to serve as a sec-
ondary currency wherever it was valid before, alongside the individual na-
tional currencies. This arrangement is fully compatible with the existing
state of affairs. Problems arise here, as mentioned earlier, with respect to
the liquidation of the Austro-Hungarian Bank.

Solution B-1 The creation of a new common currency for all of
the successor states. Formally, this arrangement would run counter to the
latest Czech currency law. Practically speaking, however, no steps have
yet been taken that exclude this approach, with the exception of the com-
pulsory exchange of crowns into lire decreed in the territory under Italian
rule. Since Italy would under no circumstances be included in the com-
mon currency, this exception is of little practical significance, even though
it may present some special formal problems.

Solution B-2 The creation of a currency union. The same con-
siderations hold for this solution.

Solution C The creation of completely independent currency
systems. No measures taken run counter to this solution.

Although we have examined our proposals in the light of the cur-
rent monetary measures of the successor states, we have not examined
these laws in any detail. When one looks at the finer points, numerous
incompatibilities in these finer points will certainly stand in the way of
the requisite legal uniformity in the individual successor states. We can-
not deal with them in this discussion, nor does it serve any useful pur-
pose to do so until it is determined which of the proposed solutions is
accepted by the peace conference.9 From a technical point of view, So-
lutions B-2 and C would require that certification is implemented by a
certain deadline even in those successor states where it has not yet been
decreed.

An undeniable problem facing the negotiators will be how to deal with
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the premium on Czech notes that has arisen since the unity of the cur-
rency was torn asunder by the Czech Republic. It is perfectly obvious that
when a foreigner who owns uncertified bank notes is given the choice in
which successor state to exchange his notes, he will opt for the Czech cur-
rency, in view of the premium it offers. He would do so even if he had to
make payments in German-Austria, since he could in any case procure
Austrian crowns by selling his Czech crowns at a considerable gain. It is to
be assumed under these conditions that if solution C were adopted, all
notes held in foreign countries would find their way into the Czech Re-
public, where the most advantageous terms were offered. This would un-
doubtedly increase the share of notes to be exchanged by the Czech state
compared to the Czech share of the state debt. This is a result that the
government in Prague will oppose vigorously, since it is likely to have a sig-
nificant negative impact on the premium of the Czech currency in rela-
tion to the currencies of the other successor states. Conversely, this solution
is desirable for German-Austria from the monetary point of view, and for
that very reason the Czechs will probably contest it. (It should be kept in
mind that this solution would, for the same reason, impose a burden on us
in view of the desperate Hungarian situation.)

But for us too this will create problems, inasmuch as we will have to
fund the surplus of Czech notes with promissory notes of the Austrian
government in Czech currency. Despite the reduction in the premium on
Czech notes, German-Austria would suffer a greater burden than if part
of these foreign-held notes had been exchanged in German-Austria and
had to be backed only in its own currency. In any case, should formula C
be adopted in principle, we would do well tactically speaking to make
this demand from the very start. The objections of the Czechs could justly
be countered by blaming the negative consequences entirely on the
Czech state for its unilateral and illegal currency measures. It would be
even more expedient, tactically, to induce the neutral states, which are
large holders of uncertified notes and have a big stake in the proposed so-
lution, to present this demand at the peace conference. The fact that the
Swiss government has already taken this stand in its intervention with the
Foreign Ministry in charge of liquidation should facilitate this approach.
On this occasion the neutral states established the principle that all the
successor states were to be held jointly responsible for bank notes held
abroad.

The proper legal way of handling debts held by persons or firms re-
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siding or permanently settled in other countries is to pay them in uncerti-
fied bank notes, in line with the principles enunciated earlier. All the suc-
cessor states must then commit themselves to exchanging the uncertified
notes for money that is considered legal tender in their own territory. At the
option of the owner, the redemption should be either at face value or at the
legal exchange rate. As to settlement of claims, the procedure established
in the Austrian Executive Order No. 191 for claims in German-Austria has
much in its favor. It specifies that whatever claims can possibly be settled
in crowns, with a few minor exceptions, are to be paid in Austrian certified
notes at face value, irrespective of the date at which the obligation falls
due. The fact that the Czech law of April 10, 1919, No. 187 has an iden-
tical provision for the Czech Republic makes this procedure all the more
likely to be accepted.

We have already mentioned earlier in our theoretical discussion that
this principle of obligations being payable at the previously agreed-upon
site may place an undue strain on Austrian currency. However, it would be
difficult to have any other procedure accepted, in view of the international
civil-law provision according to which the agreed-upon site determines
where payments must be made. It should also be kept in mind that any
other arrangement would seriously damage Austria’s credit status, a nega-
tive effect that would greatly outweigh the monetary drawbacks of the pro-
posed solution.

The formula proposed here must be viewed as nothing more than a
first line of defense. For this reason we must be ready with an alternate ap-
proach, in case the above formula is turned down. For this eventuality,
the Commission for the Preparation of the Financial Peace Settlements
proposes the following, applicable to both bank notes and short-term
debts: that the principle of proportional allocation be applied. According
to this principle, owners of either uncertified bank notes or crown debts
in any of the successor states of the former monarchy are entitled to ex-
change their uncertified notes into the bank notes of the various succes-
sor states in the same ratio that the peace conference will have established
for the allocation of the state debts. For claims by foreigners, however, the
principle still applies that repayment must be made at the previously
agreed site.

We have already set forth the proper procedure for bank notes within
the individual successor states, namely, that they be redeemed on purely
territorial principles. We must still make some further observations about
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debts held by nationals of one successor state in the territory of another
successor state and the reciprocal settlement of claims between nationals
of different successor states. Here, from a tactical point of view, our posi-
tion is much more difficult, as we cannot marshal the clear self-interest of
foreign countries in defense of our point of view. As to claims between na-
tionals of the different successor states, here too the rule of international
civil law (that the agreed-upon site for repayment is decisive) will almost
certainly prevail. Several different solutions are conceivable with respect
to debts. The peace treaty may establish the rule that each creditor, no
matter to which successor state he belongs, is entitled to be paid by the
debtor in the currency of the successor state of the creditor’s choice. Such
a rule would be based on the fact that uncertified bank notes served as
legal tender in the territory of the entire former monarchy. In this case,
nationals of successor states would be treated like nationals of countries
that were never part of the monarchy. Another possibility might be—our
second line of defense—that debtors have to make repayments in the cur-
rencies of the individual successor states in proportion to the allocation of
the state debts. A third possibility would be to drop the distinction between
debts and claims and to declare that even for debts payment should be
made in the currency of the agreed-upon site.

It is impossible to predict which of these solutions is most favorable for
us without an exact knowledge of the balance of payments of the individ-
ual successor states. We would have to take into account, furthermore,
how that balance would shift after a large number of enterprises have
moved their headquarters from Vienna to the territory of other successor
states. We would also have to know the impact of the possible national-
ization of branch offices located in the successor states. But even if we dis-
posed of all this information, we would still be none the wiser about what
is the best solution from our point of view. A crucial factor would still be
the exchange rate of the national currencies of the individual successor
states, which remains uncertain.

A few remarks seem appropriate about what constitutes a foreign coun-
try and what must be regarded as a successor state from the point of view
of currency relations. Any solution that favors foreign countries in relation
to the successor states must lead to a migration of uncertified notes to that
foreign country. This drawback can be only partially mitigated by requir-
ing the submission of an affidavit. The situation becomes even more com-
plicated when a foreign country annexes a territory of the former
monarchy. This is exemplified by Poland’s annexation of Western Galicia,
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10 [The peace treaties divided the Austro-Hungarian prewar debts into two categories, se-
cured and unsecured. Secured debts, such as railroads against which the property had been
secured for the loan, were charged to the country in whose territory the property was now
located. If the property was located across more than one of the successor states, each coun-
try was responsible for the portion of the debt corresponding to the amount of the secured
property under its jurisdiction. Unsecured debt was distributed among the successor states
on the basis of the fraction of the tax revenue its territory had supplied to the Austro-
Hungarian monarchy. For a more detailed summary of the debt-allocation process fol-
lowing the signing of the peace treaties, see Leo Pasvolsky, Economic Nationalism of the
Danubian States (New York: Macmillan Co., 1928), pp. 42–47. In 1919–1920, Ludwig von
Mises was the director of the Austrian Reparations Commission for the League of Nations
that was responsible for the settling of prewar debts and claims.—Ed.]

the Ukraine’s annexation of Eastern Galicia, Romania’s annexation of
Bukovina, Serbia’s annexation of Croatia, Carinthia, the Krain, and Steier-
mark, and lastly Italy’s annexation of South Tyrol and littoral areas for-
merly part of the monarchy. Since it is impossible to differentiate between
the foreign country and the annexed Austrian territories, which in this re-
spect must be treated as successor states, all these states should be treated
as successor states and not as foreign countries from the point of view of
currency relations. Countries that have annexed territories of the former
monarchy should thus not be counted in this respect as foreign countries.

And, finally, a few remarks about tactical and more formal aspects of
these questions seem in order. It is undeniable that the resolution of the
currency problem is intimately tied to the question of how the state debts
will be allocated. On the other hand, we must assume that any definitive
allocation of the debts will be the result of protracted negotiations. Since
the currency question must be resolved at least provisionally to allow the
resumption of economic activity in our country, we will have to distin-
guish between a provisional stage and a final settlement. We might suggest
the allocation of the state debt in proportion to the number of inhabitants,
which could easily be ascertained in a matter of days once territorial bor-
ders are determined. The final clearing between the share of bank notes
and the allocated state debts could then be determined on the basis of the
definitive debt allocation.10

In view of the tangled nature of the currency problem and of the great
conflict of interests between the individual successor states, international
arbitration alone can lead the way to a settlement. But even such a settle-
ment will only provide an international legal framework, without elimi-
nating the large number of practical difficulties that will arise within the
national legal systems. The successor states will have to assume the obli-
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gation to incorporate the solution resulting from arbitration as the basis of
their own currency legislation. Moreover, private international law will
have to expand its meager rules in this area and will have to provide means
of legal redress to secure uniformity in the internal adjudication of cur-
rency questions in the successor states. Only thus can the arbitrary han-
dling of civil-law disputes resulting from the dissolution of the currency be
avoided.
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chapter 5

On the Actions to Be Taken
in the Face of Progressive
Currency Depreciation1

I

We are going down a road that leads to the collapse of our currency. Our
financial policy has been reduced to one remedy: printing more and more
paper money. There is almost no prospect that things will change in this
respect. It is unreasonable to expect that the Social Democratic party will
suddenly admit the inner collapse of its socialist ideas or openly recognize
the falsity of all that it has proclaimed for decades. We cannot expect bet-
ter things from the Christian Socialist party, whose economic ideal is the
survival of autarchic farmers and of small craftsmen mainly concerned
about their daily bread. For decades the Christian Socialist party has ad-
vocated restrictive competency certificates and high protective tariffs; it
has defended Prince Liechtenstein’s2 program for “Austria without facto-
ries” and fought alongside with Lueger3 and Schlesinger4 for Gulden der
Väter5 and Volksgeld.6 How could it now suddenly become a proponent of

� 47

1 [This essay was written in German, most probably in May or June of 1919. It has not been
previously published. Typed at the top of the first page was the word “Confidential.” It was
most likely prepared for Austrian bankers and businessmen affiliated with the Vienna
Chamber of Commerce, whom Mises wished to enlist in devising a private-sector plan for
confronting the monetary problems that would exist if the inflation in Austria reached the
point of a complete collapse of the currency.—Ed.]

2 [See Chapter 2, “On the Currency Question,” footnote 7.—Ed.]

3 [See Chapter 2, footnote 6.—Ed.]

4 [See Chapter 2, footnote 8.—Ed.]

5 [Gulden der Väter means the “money of our forefathers.”—Ed.]

6 [Volksgeld means the “people’s money.”—Ed.]
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7 [In February 1919, an election was held for the formation of a constituent assembly that
would govern the country and prepare a new constitution. The Social Democrats won 69
seats, the Christian Socialists gained 63 seats, and the Nationalists filled 24 seats. In March
1919, a couple of months before Mises prepared this essay, the Social Democrats and the
Christian Socialists formed a coalition government, with the head of the Social Democrats,
Karl Renner, serving as chancellor. The coalition governments continued until November
1920, when the Christian Socialists won an election and formed a government.—Ed.]

8 [In November 1917, Lenin and the Bolsheviks had seized power in Petrograd (later
Leningrad and now renamed St. Petersburg) with the goal of establishing a socialist soci-
ety and a planned economy in Russia. They instituted a policy of “War Communism” in
1918, as part of the leap into Communism—with the abolition of private ownership of the
means of production, prices, money, and the market—and as a method for regimenting the
portions of Russia under their control during the Russian Civil War that continued until
1920, with their victory over the “White Armies.” From March to August 1919, a short-
lived Soviet-type regime was imposed in Hungary under the Marxist revolutionary, Béla
Kun, who implemented a Red reign of terror along the lines of Lenin in Russia. Between
March and May 1919, there was a brief Soviet Republic established in Munich, Bavaria
under the leadership of a group of German and Russian Marxist revolutionaries, who also
imposed a brutal Red reign of terror.—Ed.]

free trade and liberalism? And when it comes to the German Nationalists,
they have always tried to outdo the other parties by their social-reformist
radicalism and are currently the special advocates for the large sector of
public employees, whose syndicalism has dealt the final blow to our fi-
nancial situation.7 As to foreign policy, they have learned nothing from the
terrible military defeat, nor have they forgotten anything. How could ex-
perience possibly have taught them economic and financial wisdom? It is
our country’s misfortune that its survival depends on the export of indus-
trial goods, while modern economic thinking has remained alien to its
population. Our entire political life is impregnated with imperialist, mer-
cantilist, and socialist thinking, and with the fantasies of “economic
nationalism.”

It is impossible to rationally refute political ideas that have held sway
for decades, to the exclusion of all others. These ideas cannot fail to exert
their influence in real life and will only succumb in the face of great
catastrophes.

We require free trade in both our foreign and domestic economic
transactions. Yet all our political parties are dedicated to the implementa-
tion of a more or less consistently applied system of interventionism. We
have succeeded in avoiding the naked Bolshevism that has sprung up in
Russia, Hungary, and Munich.8 The only difference between the system
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9 [René Stourm, Les Finances de l’Ancien Régime et de la Révolution [The Finances of the
Old Regime and the Revolution], 2 Vols. (Paris: Guillaumin et Cie, 1885). For a brief ac-
count of the economic policies during the French Revolution, see Richard M. Ebeling,
“Inflation and Controls in Revolutionary France: The Political Economy of the French
Revolution,” in Stephen Tonsor, ed., Reflections of the French Revolution (Washington,
D. C.: Regnery/Gateway, 1990), pp. 138–56.—Ed.]

of government under which we live, or, more precisely, under which we
vegetate, and the Bolshevik system lies in our avoidance of open and
bloody acts of violence. In terms of economic policy, however, our system,
like that of the Bolsheviks, promotes an undisguised onslaught on private
property, not only of the means of production but of consumption goods
as well. And like Bolshevism, it survives only by using up the capital that
has been accumulated over several generations under a freer economy.
Movable and fixed equipment in public enterprises is not replaced as it
gets worn out, and devious taxation and trade policies combine to hinder
private enterprises in renovating their technical equipment. Food supplies
are imported from other countries, and their counterpart is generated not
by the export of domestically produced goods but by increasing indebted-
ness, the piecemeal sale of domestic productive capital—sale of shares,
decimation of timber supplies—and an equally undesirable reduction of
the domestic stock of consumption goods.

All this has historical precedents. All imperialist or socialist periods
have had these same characteristics. The historian, René Stourm, revealed
equivalent features in tracing out the financial conditions under the
French Revolution. He has this to say about the policy of the Jacobins:
“The attitude of the Jacobins about finances can be quite simply stated as
an utter exhaustion of the present at the expense of the future. They never
worried about the morrow, handling all their affairs as though each day
were the last. That approach distinguished all actions undertaken during
the Revolution. What permitted it to survive as long as it did was the fact
that the day-by-day depletion of the resources accumulated by a rich and
powerful nation allowed unexpectedly large resources to come to surface.
The assignats, as long as they had any value at all, little as it might be,
flooded the country in ever increasing quantities. The prospects of im-
pending bankruptcy never stopped their being issued even for a moment.
Only when the public absolutely refused to accept paper money of any
kind, at no matter how low a value, did the issue of new notes come to a
halt.”9

The catastrophic depreciation of our currency must be accepted as
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our inescapable fate. Imperialist and militarist policies are inevitably linked
with inflationism. A consistent implementation of socialization necessar-
ily leads to the total collapse of the monetary system. This fact is corrobo-
rated not only by the history of the French Revolution but by what is
happening in Russia under Bolshevism and in a series of other countries
that have more or less closely followed the Russian example, but where
less bloody methods have replaced the appalling brutality of the Jacobins
and the Bolsheviks. No matter how disastrous a collapse may be, it does at
least have a salutary effect in that it annihilates the system that brought it
into being. The collapse of the assignats dealt a deathblow to the policies
of the Jacobins. After the collapse, new policies were pursued. In our case,
too, the collapse of the currency will give us a fresh start in our economic
policy.

Unless the further multiplication of bank notes is stopped instantly,
the fate of our currency is sealed. It would be a serious error to believe that
crowns can become valueless externally without the simultaneous loss of
their domestic purchasing power, even if their exchange rate is no longer
quoted on the foreign-exchange markets. In the last analysis, exchange
rates are determined exclusively by the purchasing power of money in re-
lation to commodities. For this reason, the much-discussed lag in the rise
of commodity prices as compared to the rise in the foreign-exchange rate
has proven to be a purely temporary phenomenon, a fact that the move-
ment in prices in the last few weeks has again brought to the fore. More-
over, the psychological significance of a complete depreciation of the
crown on foreign-exchange markets should not be underestimated. The
crown has already lost a lot of ground in the wholesale and real-estate mar-
kets, and it is becoming more and more common to buy and sell with for-
eign currencies, even in the retail market. As the value of the crown falls
close to zero in foreign-exchange markets, this tendency will become all
the more pronounced and will assume catastrophic proportions as soon
as the crown becomes valueless in Zurich and Amsterdam. It is obvious
that it will become impossible to sell imported commodities in crowns. As
soon as the “black marketers”—on whom the urban population in
German-Austria is entirely dependent for its food supply—refuse to accept
crowns, they will be completely displaced from the domestic markets.
Crowns will still be accepted for taxes, for the payment of rent, and for ra-
tioned food supplies, but they will no longer be usable on the unregulated
markets.
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10 [“Étatism” is from the French word état, or the state. Mises later explained that he pre-
ferred it to the English word “statism.” He defined his use of the term in his Omnipotent
Government: The Rise of the Total State and Total War (Spring Hills, Pa.: Libertarian Press,
[1944] 1985), pp. 5 & 46: “Étatism appears in two forms: socialism and interventionism.
Both have in common the goal of subordinating the individual unconditionally to the state,
the social apparatus of compulsion and coercion. . . . Étatism assigns to the state the task of
guiding the citizens and of holding them in tutelage. It aims at restricting the individual’s
freedom to act. It seeks to mold his destiny and to vest all initiative in the government
alone.”—Ed.]

11 [Following the collapse of the Austro-Hungarian Empire and the declaration of
German-Austria as an independent republic in November 1918, the provincial authorities
took increasing power over political and economic affairs in their jurisdictions, including
restrictions on the sale and shipment of food supplies out of their areas to Vienna, leading
to near-starvation conditions in the capital city through all of 1919 and into 1920. See
Chapter 9, “Vienna’s Political Relationship with the Provinces in Light of Economics.”
The black market became the only avenue for many in Vienna to acquire many of the es-
sential items of life; see Charles A. Gulick, Austria: From Habsburg to Hitler, Vol. I (Berke-
ley: University of California Press, 1948), pp. 90–92:

Closely connected with the problem of state particularism [provincial political
and economic nationalism] were the important Schleichhandel or black market
difficulties; indeed, the restrictive policies of the [provinces] rendered that trade
possible. And because of the desperate food shortage it became the most thriv-
ing “business enterprise” of Austria. The number of persons engaged in it, in
defiance of law and decrees both of central and [provincial] governments, 
was naturally never statistically ascertained, but must have amounted to many
thousands. . . . Despite their support for laws and ordinances on the matter, the 

Our politicians, blinded by their Étatist10 illusions, believe that the
urban population is entirely dependent upon whatever is supplied to them
by the state sector. That may be true for public employees without a sec-
ond income and for many pensioners, to the extent that they are not sup-
ported by food supplements provided by relatives in the countryside. It is
completely erroneous as far as the majority of the population is concerned.
Rationed food items do not supply enough nutrition to sustain bodily func-
tions in an adult at rest. Anyone who must restrict himself to what the gov-
ernment provides and what is offered in public food kitchens is doomed
to a slow death from starvation. Expenses for rationed food items and pre-
pared meals in war kitchens do not at this point use up the entire income
of the workers. Any money left over finds its way into the black market.
The masses live on what their black market purchases provide, and as soon
as they can no longer obtain food supplies from the black market with
crowns, they will be faced with a very difficult situation.11
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Socialists soon recognized that a major result of punitive measures against the
black market was an increase in the profits from it. The consumer needed com-
modities so badly that he had to buy them at almost any price; consequently, he
was generally prepared to pay for the greater risks of the profiteer and his higher
costs, that is, bribes, entailed by the prohibitive measures. . . . Specifically, 
the black market became a source of income for many official circles in the
[provinces], for the bribes willingly paid by the profiteer were a welcomed addi-
tion to the lean wages of the civil servants. Thus the state bureaucracy had a spe-
cial reason for supporting the system of trade restrictions which, as already noted,
rendered the illicit trade possible.

—Ed.]

12 [This dramatic image of a Vienna pillaged by either Czech or Hungarian armies,
though it never happened, need not have seemed impossible in 1919. Along what would 

Given the mental disposition of the population, nasty riots must be
anticipated; retail stores will be looted first, with the looting extended to
public buildings, banking establishments, and private apartments. The last
shreds of governmental authority will disappear. Armed bands will attempt
to requisition food in the countryside, an undertaking that may perhaps
succeed in the immediate vicinity of large industrial centers, but is doomed
to bloody defeat elsewhere in the face of an armed rural population sup-
ported by a well-armed and disciplined local police force.

This internal anarchy will be exacerbated by serious external dangers.
Popular excesses can easily result in the injury of foreign citizens and pro-
vide a pretext for intervention by foreign troops. The Entente for the most
part pays little attention to conditions in our country. Moreover, in view of
its current military weakness, it will not be inclined to intervene. The sit-
uation is different in Hungary and Czechoslovakia. Both states have a
strong and well-trained army and may be inclined, for political reasons
and for the sake of chauvinistic prestige, to occupy parts of German-
Austria, and Vienna in particular. The Czechs are humiliated by the fact
that their independence was attained without glorious military exploits.
Czech militarists are understandably ashamed of the Czech army’s cow-
ardly retreat before the Hungarian Bolshevist troops. They would like to
erase this shame. Hungarian troops, in turn, thirst for a “national” claim
to glory, an expedition worthy of Kurdish marauding raids. Both the
Czechs and the Hungarians would be only too happy to loot Vienna and
will seize any opportunity to settle scores for some alleged injury done to
them by “Vienna.”12 The truth of the matter is that the Czechs want to
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eventually become the border between Austria and Yugoslavia, heavy fighting went on for
months with Yugoslavian forces occupying part of the Austrian province of Styria and nearly
capturing Klagenfurt, the capital of the province of Carinthia, at the cost in lives of three
hundred dead and eight hundred wounded among the Austrian defenders. To the north of
Vienna, the freshly organized Czech forces had rapidly occupied the Sudetenland along
the western fringe of Bohemia, with Austrian soldiers sent into retreat after their failed at-
tempt to come to the aid of the German-speaking residents in this area. To the southeast
of Vienna, Hungarian forces occupied the region known as the Burgenland after defeating
its Austrian defenders and refused to withdraw from part of it until 1921, while retaining
control of its main city of Ödenburg.—Ed.]

make up for the great disappointments that they have suffered from the
young Czech state and the Hungarians want to get even for the plunder-
ing inflicted on them by the Romanians.

Today we have no army that could keep marauders from our borders.
We would be defenseless in the face of an armed incursion. Our only hope
would be from the German Reich. Germany will surely not leave us to
our fate, but it is doubtful whether the Entente would agree to a German
intervention. A few days’ delay might already seal our fate. Once the rob-
bers have completed their looting and safely removed their booty, it will do
little good to chase them away.

Domestic anarchy, a possible Communist-Bolshevik uprising, and
enemy occupation, these are all conceivable consequences resulting from
the collapse of our currency. If we wish to avoid all these eventualities, we
must prepare for the day of the catastrophe. We can hardly expect the gov-
ernment to be of any help. For five years the Ministry of Finance has not
only pursued a disastrous inflationary course but has repeatedly tried to
defend it. Beyond that, it has accelerated the depreciation of the crown by
misguided measures that stemmed from its complete blindness to the sin-
gle true cause of the monetary depreciation. It can hardly be assumed that
it will now suddenly see the light. Even those influential financial policy-
makers who have an insight into the economic nexus have not been able
to swim against the tide of prevailing ideas. It is up to us citizens to try to
do on our own what the government is failing to do for us. All we can hope
for from the government is that it will not stymie the endeavors of its pri-
vate citizens. In their own interest and in the interest of the community,
banks as well as large industrial and commercial enterprises must take the
necessary preparatory steps to avert the catastrophic consequences that will
follow from the collapse of the currency.
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II

Public opinion has been marked by an unfounded optimism, which even
today fosters the belief that by some miracle unexpected help will come
from somewhere to our rescue. People intentionally deceive themselves
about the gravity of the situation and expect salvation from all sorts of possi-
ble events that in reality are incapable of significantly affecting the situation.

The Entente undoubtedly has a certain interest in maintaining our
present political system and is therefore ready up to a point to make some
sacrifices to support the economic system that is closely linked to this po-
litical system. The Entente states are not very well informed about our sit-
uation and are therefore inclined to give credence to our assurances that
we are really incapable of feeding ourselves. They are quite ready, out of
philanthropic motives, to grant us help (soup kitchens, food for children,
etc.) and give us a hand by means of loans. But this aid will become in-
creasingly scant and increasingly less capable of helping us. The day will
come when the Entente will tell us that it sees no reason for supporting an
untenable economic system at its expense. There is no prospect of our re-
ceiving sufficient help from the Entente to satisfy the insatiable desires of
our syndicalists and to prevent inflation from progressing. As long as we are
not able to accomplish that, the progressive decline of our currency will
run its catastrophic course to the end.

The levy on capital is expected to have miraculous effects on the value
of the currency. In truth, this levy will have no impact over and above what
has already been achieved by the confiscation of foreign assets and mea-
sures of a similar kind. The state will proceed to expropriate the remnant
of whatever transportable capital has not yet been expropriated and will
convert into food the money received by its sale outside the country. This
might stave off further inflation for a while, unless the loss of capital weak-
ens industry to the point where current state revenues are correspondingly
diminished and the expenses for the unemployed and for food distribution
are commensurately increased.13

13 [The idea of a capital levy had been proposed as a financial means to reduce or elim-
inate the national war debt. Some of its proponents had advocated an actual “taxing” of
physical plant and equipment. Joseph A. Schumpeter, who was Austrian minister of fi-
nance from March to October 1919, developed the actual proposal. He wished it to be
used for retirement of the national war debt and not for current expenditures. It would start
with a tax rate of 10 percent on assets of 15,000 crowns and rise up to 55.83 percent (though
the base was not clarified in the document). Assets were defined as “the sum of money
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expressed in objects and rights of the tax subject regardless of whether they have a yield or
not, after deducting debts and charges,” including insurance claims of all kinds. The goal
was to raise at least 15 billion crowns. The total war debt was calculated at 25 billion
crowns. The outcome of the capital-levy proposal in relation to the fiscal situation in Aus-
tria at this time has been summarized by Carlile A. Macartney, The Social Revolution in
Austria (Cambridge: Cambridge University Press, 1926), pp. 108–109:

The Socialists, while still in power, worked out the plans for a great capital levy,
which they asserted would balance the budget. Their partners in government
watered it down, the capitalists evaded it, and it produced in the end an amount
grossly inferior to the expectations and the needs. . . . Yet, no taxes which Austria
could raise would have met the deficit caused by the system of doles and subsi-
dies, inaugurated and perpetuated by the socialists themselves; nor the other great
drain of the salaries of the public servants, of which everyone agreed there were
far too many; but none were dismissed, because at the first threat the political
party to which they belonged threatened such fire and thunder that the Gov-
ernment always ended in giving way.

For a detailed account of the theory behind and the experience with the capital levy in
Austria at this time, see John V. van Sickle, Direct Taxation in Austria (Cambridge, Mass.:
Harvard University Press, 1931), pp. 136–71.—Ed.]

Even if inflation continues, the collapse of the currency may be post-
poned a little by the reintroduction of forward markets in foreign exchange
on a regular basis. It would facilitate importers’ purchase of foreign goods
with domestic credit against crowns. Such transactions would undoubt-
edly involve dangerous risks that businessmen are generally no longer will-
ing to assume. In the absence of coverage on the forward market,
businessmen must refuse payment in crowns even on the domestic mar-
ket and must insist on payment in foreign currency. We already see many
advertisements stating that only foreign currency will be accepted as pay-
ment. The practice of insisting on foreign currency is becoming increas-
ingly common even in retail sales. But no matter how urgently needed
the reintroduction of forward markets in foreign exchange may be, it is
highly unlikely that the Ministry of Finance will overcome its dislike of
free foreign-exchange transactions. Public opinion, which is haunted by
the bugbear of stock-market speculation, will also strongly resist the rein-
troduction of forward markets in foreign currencies.

III

Our task is to prepare for the day on which traders, in a state of panic,
refuse payment in crowns and demand payment exclusively in foreign
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14 [Horace White, Money and Banking (Boston: Ginn & Co., 1935), p. 58.—Ed.]

currency. Should this process unfold slowly and without a panicky accel-
eration, no intervention on the whole would be required. Gradually, pay-
ment in foreign currency would extend more and more beyond individual
branches of wholesale and even retail trade, where it has already become
common. As the use of foreign currency expanded and individuals became
accustomed to keeping fewer and fewer crowns and more and more for-
eign money, more foreign currency would become domestically available.
There is no need for intervention in the free market, which is a self-
regulating mechanism. We would receive foreign currency for shares and
commodities that leave the country. Merchants and industrialists would
adopt a system whereby wages would be increasingly paid in foreign cur-
rency. In the end, the state would have no choice but to do likewise in tax
transactions and in salary payments to public servants.

This supposition rests not only on irrefutable theoretical considera-
tions but also on historical experiences with currencies that have experi-
enced a collapse. There are three instances of a complete devaluation of
money: the American Continental money in 1781, the French assignats
and land-warrants in 1796, and the paper dollars of the Confederacy in
1865.

The “Continental money” of the rebellious American colonies
reached its nadir in 1781. As Horace White states, “Still, counterfeiting
only hastened the impending crisis, and in that respect, it was a public ad-
vantage for, as soon as paper money was dead, hard money sprang to life,
and was abundant for all purposes. Much had been hoarded and much
more had been brought in by the French and English armies and navies.
It was so plentiful that foreign exchange fell to a discount.”14

The French land-warrants sank to zero in 1796. Thiers reports the fol-
lowing in his History of the French Revolution:

Nobody any longer traded in anything but silver. This money, which had
apparently been hidden away or exported abroad, took over the circula-
tion. Whatever was hidden came into the open, whatever had left France
returned there. The southern provinces were overflowing with piasters,
which had come in from Spain because they were in demand. Gold and
silver, like all commodities, move to where demand attracts them, their
price becomes higher and stays at that level until the supply is adequate
and the demand is satisfied. There were still some instances of knavery,
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15 [M. A. Thiers, History of the French Revolution, 4 Vols. (Philadelphia: Carey & Hart,
1842).—Ed.]

when repayments were made in land-warrants, which remained legal
tender and continued to be legally valid for settling written promises, but
people rarely dared make use of this provision. As to agreements, these
were all in metal coins. Only silver and gold were to be seen on all the
markets and people’s wages were paid in the same manner. One might
have said that no paper money existed in France. Warrants were to be
found only in the hands of speculators, who received them from the gov-
ernment and resold them to buyers of national assets. Thus the financial
crisis continued to exist for the state but almost ceased to exist for indi-
viduals.15

We must of course not be misled by the previously mentioned three
precedents in weighing the potential consequences of the catastrophe to-
ward which our monetary system is heading. In 1781, the United States
was a predominantly agrarian country, as were the southern states of the
Union even in 1865. Similarly, even in 1796, France was lagging far be-
hind in the development of the division of labor and the use of money,
and in cash and credit transactions, compared to our present condition in
Austria. The consequences of a currency collapse will be quite different in
an industrial country like Austria, where half the population is urban, than
it was in a country whose population was still deeply anchored in an agrar-
ian economy.

It is almost too late to ask how these consequences—above all, the de-
struction of capital in the form of claims against debtors—can be best al-
leviated. For at the moment of the collapse, the more urgent problem will
be the transition to the new currency situation. Here we must recognize
another vital difference between the three examples of a monetary col-
lapse already mentioned and the situation in Austria. In our country there
is lacking a substantial hoard of metallic money and only a limited quan-
tity of foreign currency is available. Shortly after the currency collapse, for-
eign money from the sale of goods outside the country will undoubtedly
be injected into the domestic circulation. The issue remains how to bridge
the vacuum created during the brief but highly critical transition period
and how to prevent the difficulties that are bound to arise from the trig-
gering of the political catastrophes that we have outlined. We must be pre-
pared for the day when the collapse of the currency causes a panic.
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We must take steps for that day, even while hoping that it will never
come to pass. Even if we believe that the complete collapse of our cur-
rency can be averted or that it will assume the less virulent form of a grad-
ual transition, we must not let matters take their course. The danger arising
from such a panic-like collapse is so immense that, however slight the
chance of its occurrence, it is our most pressing duty to anticipate it. The
leading economic policymakers and businessmen of the day would rightly
be accused of the most unpardonable negligence if they failed to take such
steps. They would well deserve whatever fate awaited them in the event of
a Bolshevik uprising.

On this crucial day, means must be at hand in Vienna to pay out in for-
eign currency salaries and wages that are due, unemployment support and
subsidies, as well as assistance to persons dependent on interest income
and property income. For this purpose the amount of approximately 30
million Swiss francs in smallest currency units must be raised.

This amount was calculated as follows:
In Austria there are about 1.5 million employees (excluding the self-

employed) working outside the agricultural and timber sectors of the econ-
omy. If we assume an average monthly income of 1,500 crowns, which is
not too low a figure, since it includes youths and employed persons living
in the country, the total monthly amount comes to 2,250 million crowns.
If we convert crowns at the exchange rate of 1 crown = 1 centime—an ex-
change rate that will probably be reached in a few weeks and will consti-
tute the last significant exchange rate for the crown—this amount equals
22.5 million Swiss francs. At the moment of the currency collapse, about
22.5 million francs would therefore be needed to pay the monthly income
of Austrian employees outside the agricultural and forestry sectors. On the
critical day when a currency panic breaks out, the banks should make this
sum available to the government and to employers in commerce, trade,
and industry in the form of foreign currency. A revolt can be averted only
if workers and employees are assured that they will immediately receive a
small amount in foreign currency equivalent approximately to their usual
income, an amount that will tide them over during the first few difficult
days. Let us assume, to be on the safe side, that monthly subsistence and
unemployment distributions will absorb 100 million crowns and that an-
other 50 million crowns will be needed for subsidies to persons on fixed in-
comes, etc., so that another 150 million crowns, that is, 1.5 million Swiss
francs, must be added. Altogether 24 million francs would thus be needed.
This amount is obviously based on vague estimates and should be in-
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16 [In the first half of 1919, during the period when Mises wrote this essay, the Austrian
money supply had increased from 4.7 billion crowns in March to 8.3 billion in July. The
note issue reached 12 billion crowns in December 1919. The Austrian inflation would
continue for another two years: By August 1920, the notes in circulation numbered 20 bil-
lion crowns, increasing to 58.5 billion crowns in August 1921 and 1.3 trillion crowns in Au-
gust 1922. In August 1922, the League of Nations intervened at the request of the Austrian
government and reached an agreement to extend a loan to enable the government to re-
structure the country’s fiscal and monetary order under League supervision.—Ed.]

creased by at least 25 percent in order to be prepared for all immediate
contingencies. We should therefore set our sights on approximately 30 mil-
lion Swiss francs altogether.

A different calculation produces the same amount. The circulation of
notes in German-Austria will be at least 12 billion crowns at that critical
juncture.16 At most one-quarter is likely to be used in routine small-scale
transactions, while the rest will come into the hands of farmers and the
better-off, or will be used in wholesale trade. This supposition is confirmed
by the notorious fact that large-scale merchants accumulate large sums of
bank notes, which then find their way into everyday transactions. Hence
about 3 billion crowns would be left over for the transactions of wage earn-
ers, for which, given the above ratio, 30 million Swiss francs should be
adequate.

Advance plans need to be made only for the initial period and for
small-scale transactions. Wholesale transactions will quickly adjust to the
use of foreign money, which even today plays a rather large role. The sale
of commodities and shares of stock to other countries will serve as an in-
termediate step through which wholesale transactions will inject whatever
further sums are needed in retail transactions.

Hence our first objective is to procure 30 million Swiss francs from
other countries and to have them readily available for domestic use. There
are several possible ways of accomplishing this goal. Should the state suc-
ceed in getting the currency or food-supply credit or the much-discussed
tobacco credit that it is currently seeking, it might proceed to set aside the
30 million francs or its equivalent in another foreign currency and write it
off against this credit. At the critical juncture it could then use some of
this reserve to pay its own salaries, etc. and make the rest available to the
economy through the banks. In that case prior agreement with foreign
credit suppliers would not have to be reached, nor would their approval be
needed for this step. It would suffice to leave part of the credit untouched
and to have it available at the critical juncture.
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The state could also secure these means of payment by pawning or
selling off its 50,000 shares in the Alpine-Montangesellschaft [Alpine-
Mining Corporation], as well as its shares in the Süddeutsche Dampfschif-
fahrtsgesellschaft [South-German Steamship Line], and other enterprises
that it currently owns.

In all likelihood, however, the government will be unwilling to have
any part in this scheme. In that case, it will be up to the banks to raise the
amount either by offering securities or by some other means. We will de-
scribe further on how the banks can avoid having this not inconsiderable
sum in their coffers without it earning interest. What matters is that the
sum be available in the smallest possible denominations. For purely tech-
nical reasons, the larger the denominations on hand, the greater will be the
price rise triggered by the collapse of the currency. To keep prices that
today amount to one or two crowns at their present level, we will need
one- and two-centime pieces rather than ten- and twenty-centime pieces
in foreign currency. It cannot be taken for granted that such a large num-
ber of coins can simply be withdrawn from the circulation of a foreign
country. Switzerland will presumably object to the export of such a con-
siderable portion of its supply of small coins. In fact, the quantities of one-,
two-, and five-centime pieces we need are not even available. We must
give some forethought to this matter. It would not be a workable expedi-
ent for the Austrian state to issue the small coinage of foreign currency
covered by foreign money in larger denomination. The collapse of the cur-
rency will almost certainly have so thoroughly undermined general con-
fidence in the state’s monetary system that it will take some length of time
before the public will again be willing to use any form of money issued by
the state. For technical as well as constitutional and other reasons it is un-
likely that foreign states, Switzerland, for instance, will be able to supply
the requisite small denominations. The only solution is that domestic pri-
vate banks (not the Austro-Hungarian Bank) take charge of issuing these
small notes. Just as banks in America joined to form a clearing-house and
issued clearing-house certificates at critical junctures, Viennese banks
must form a consortium to issue these smallest-denomination units of
Swiss currency up to the full amount of credits secured for this purpose in
other countries.

Under these circumstances, it would be quite feasible to use the credit
established outside the country by the consortium of banks in such a way
that the money remains in productive use outside the country, without
loss or minimal loss of interest, both prior to and after the moment when
the money is issued.
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17 [Georg Friedrich Knapp (1842–1926) made his reputation as a statistician specializing
in mortality problems. He also wrote on the history of German agriculture in its eastern ter-
ritories. He was considered a leading member of a group known as the “Socialists of the
Chair,” who advocated state socialism under imperial paternalism in Germany before the
First World War. In 1905, Knapp published The State Theory of Money, in which he argued
that the selection, use, and value of money were matters of government legislation, inde-
pendent of the market.—Ed.]

18 [Friedrich Bendixen was a leading follower of Knapp’s state theory of money. He served
as director of the Hypothekenbank in Hamburg until his death in 1920. In 1919, Bendixen
published the work to which Mises refers, War Loans and Financial Distress, in which he
said that Germany’s only salvation from the burden of its war debt was to print money to
pay for it: “Only the transformation of the war loans into money can bring salvation.”—Ed.]

19 [Silvio Gesell (1862–1930) was a German “monetary crank” who proposed imposing
a 5.4 percent annual tax on the holding of cash. The idea was to stimulate the use of money
in transactions, rather than its being held as idle “hoards.” Gesell argued that money taken

In this entire matter, we have been quite cavalier about legal consid-
erations. It is self-evident that, when the currency collapses, prohibitions
that are in force against the issue of notes that are designed to protect the
note-issuing privilege of the Austro-Hungarian Bank must not interfere
with a rescue mission that is essential to safeguard the general interest.
Technical considerations, however, are more critical. We must proceed at
once to tackle the technical aspect of the printing of notes.

Another question deserves serious consideration. Might it not be more
advantageous to seek a merger with the German rather than the Swiss cur-
rency? It is beyond doubt that some day we will carry through a political
union with Germany. It is perfectly clear that at such a time the fusion of
the Austrian and the German currency systems will take place. But that
does not mean that such a fusion is appropriate at the moment that we
have in mind. We must remember that the timing of such a currency
merger is especially critical and that we would at that juncture be highly
vulnerable to any negative reaction on the part of the Entente. The latter
will not look upon any currency merger with favor, since it will view this
step as a harbinger of a political union. It is quite conceivable for this rea-
son that the Entente will make things difficult for the German Reich,
should it envisage opening a credit for us as proposed. The German Reich
would have to provide about 300 million marks for that purpose, and the
Entente could put obstacles in the way of Germany’s granting this credit.
Moreover, the German currency itself seems to be heading toward an ir-
redeemable, total collapse. In Germany, too, more and more notes are
being printed, and the inflationist party (Knapp,17 Bendixen,18 Silvio
Gesell,19 and many others) still seems to hold the upper hand. In Germany,
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out of hoards and used for investment purposes would so increase the supply of capital that
the rate of interest could be pushed down to zero.—Ed.]

a plan to “repay” the war loan by the issue of an additional 100 billion (!)
Reichsbank notes goes unchallenged under the slogan “inflation as salva-
tion.” Were we to join the German currency, whose value is declining day
by day, we may well end up undergoing two successive currency collapses,
which is hardly an inviting prospect.

We want to merge with Germany eventually and establish a Greater-
German currency union. There is no reason, however, to carry out this
currency merger at the least favorable time imaginable. We are not aban-
doning the idea of a Greater Germany [grossdeutschen] when we envision
a currency merger as a means to a joint ascension rather than as a means
to a joint decline. On the contrary, we are rendering a service to the Ger-
man people today by managing to avoid a major catastrophe in dealing
with the currency collapse that is inevitable in our hopeless circumstances.
We are offering them an example for the proper conduct in critical times
like these.

The merger with a Swiss-franc currency has its own drawback. We
cannot reject the possibility that domestic prices and wages will quickly
reach parity with the world market. Our industry can become competitive
with its exports, regaining its lost markets and winning new ones, only if
our wage level is below the world level. Should this advantage be lost, the
crises in our domestic production will be perpetuated. From that point of
view, a merger with the mark currency would be preferable.

A merger with the dollar currency instead of the Swiss currency might
of course also be feasible. But how this question is decided is of secondary
importance. The circumstance that speaks in favor of the Swiss currency
at the moment is that it could provide currency in smaller denominations,
the advantages of which we have just discussed.

IV

By issuing 30 million Swiss francs or 300 million marks in smallest-note
denominations, the banks would assume financial obligations the magni-
tude of which deserves consideration. On the one hand the banks acquire
claims in foreign currency against the state (that is, against the individual
provinces and large urban municipalities) and against industrial and com-
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mercial enterprises. There is no question about the viability of these
claims; on the one hand, the amounts involved are not large, and on the
other hand, all enterprises will certainly be almost debt-free at the time
these claims are created. After all, the whole undertaking will only be set
in motion when the crown has become completely worthless, a time when
all debts in crowns will be completely wiped out. But security of a claim
does not necessarily coincide with liquidity. On the one hand, banks ac-
quire secure claims that are not liquid, while on the other hand, as issuers
of the small-denomination notes they are obligated to trade these in against
foreign currency at their owners’ request. The banks could find themselves
in a very difficult situation if large quantities of notes issued in this man-
ner were simultaneously presented for exchange. This is a nonexistent
danger, however. It may be assumed that transactions will absorb these
small-denomination notes and that they will therefore not flow back to the
banks. A more legitimate concern is that these notes will be hoarded.

In any case it may perhaps seem more prudent, from the banks’ point
of view, to limit the risk that they will run in this situation. They could do
so by creating a special institute, of which all the banks were shareholders,
that would become the issuer of the notes, rather than the banks them-
selves. An emergency note-issuing bank would thus be called into exis-
tence to carry through the whole scheme.

It is perfectly obvious that the whole concept of this note-issuing en-
tity is incompatible with the principles of a sound policy for a note-issuing
bank. Under the given circumstances, this consideration should not hin-
der the realization of such a project or one along the same lines. The issue
here is to make provisions for the emergency stage of a critical transitional
period.

Preparations down to the last detail must be made right now for this
critical moment. Both the legal and the technical details of the operation
must already be so fully planned that in a matter of days, and even, if need
be, in a matter of hours, the operation can be put into effect.

It must be expressly stated once more that all these proposals are in-
tended to be expedients for the moment of the collapse. But that is the
only moment for which preliminary arrangements are needed. As soon as
government interference in the monetary system is eliminated by the col-
lapse of the currency, free-market forces will automatically come into play
that will supply the economy with the exact amount of money it needs.
Sales to other countries, which will build up at that moment, will attract
the requisite money into the country. It is true that the economy will in fact
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suffer a blow from selling goods too cheaply, but that is the inescapable
consequence of the disastrous currency policy that will have been pursued
earlier.

Once the domestic transition to a currency in francs has been com-
pleted, legislation can spell out the legal consequences and regulate the
manner in which old debts are to be liquidated. At that point the question
might be examined whether it makes sense to establish a special Austrian
note-issuing central bank at all and whether special Austrian notes should
even be issued at all. But these are secondary questions. The currency
change will be de facto completed as soon as the new currency is accepted
in transactions.
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1 [This article was written in German and completed at the beginning of July 1919. It
originally appeared in Michael Hainisch, ed., Wirtschaftliche Verhältnisse in Deutsch-
Österreich [Economic Relations in German-Austria], part of Schriften des Vereins für
Sozialpolitik [Publications of the Association for Social Policy] (1919).—Ed.]

2 [Agio, or premium, is the amount by which an asset sells above par. The term is also used
to describe the difference in value between currencies, or the percentage charged on
changing paper money into a commodity money.—Ed.]

chapter 6

The Reentry of German-Austria
into the German Reich and the
Currency Question1

The Monetary System of the 
Comprehensive Austrian State

On January 24, 1857, the German-Austrian Coinage Union (Deutsch-
Österreichischer Münzverein) was founded in Vienna, which facilitated
German monetary homogenization on the basis of silver bullion. This
treaty did not create a common German currency. In the north of Ger-
many, it replaced the standard of 14 taler (with reference to the Cologne
mark) by that of 30 taler (with reference to the pound of 500 grams). In
Southern Germany, it replaced the standard of 241⁄2 florins by one of 521⁄2
florins, and in Austria the standard of 20 florins (the so-called “Conven-
tion” standard) by one of 45 florins. The proportion of the three new cur-
rency units was thus: 1 taler = 13⁄4 South-German florins = 11⁄2 Austrian
florins. However, with the Union taler, a new currency was introduced
which was to be legal tender throughout the area of the Union regardless
of which state had coined it.

Coinage unification could easily be achieved in the other contracting
states, its implementation being only a technical problem. It was different
in Austria. At the time of the Coinage Treaty, Austria did not really have a
silver currency but a paper currency with a considerable silver agio.2 As
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3 [See Chapter 2, “On the Currency Question,” footnote 4.—Ed.]

4 [See Chapter 2, footnote 3.—Ed.]

long as this situation prevailed, coinage unification existed, as far as Aus-
tria was concerned, only on paper. Section 22 of the Coinage Treaty pro-
vided that none of the contracting parties was entitled to issue paper
currency at the specified value unless redemption on demand in silver
coins by the holders of that currency was adequately guaranteed at all
times. Any exceptions obtaining at the time of concluding the treaty were
to be eliminated, at the latest, by January 1, 1859. Austrian public policy
seriously endeavored to eliminate the exceptions to the specified conver-
sion rate. On September 6, 1858, and thus before the contractually re-
quired date of eliminating them, the Austrian National Bank started
making payments in silver. Only then was German coinage unification
fully implemented.

It was to be of short duration. Austria became entangled in new wars,
and her finances were again ruined. The war with France and Piedmont
caused the note press to be used again.3 On April 29, 1859, the Austrian
National Bank ceased payments in silver. After the infelicitous end of the
war, there were renewed endeavors to restore the currency and, by reduc-
ing the quantity of notes in circulation, to reduce the agio until parity was
reestablished. These operations met with success. The metal agio that av-
eraged 41.25 percent in 1861 sank to an average of 8.32 percent in 1865
and had all but disappeared by the beginning of 1866. The currency pol-
icy would therefore undoubtedly have achieved its objective if the new
war on two fronts4 had not led to a breach of Plener’s Bank Act of De-
cember 27, 1862, which was modeled after Peel’s Bank Act, and thus to a
new wave of inflation.

The Peace of Prague, which obliterated German unity and expelled
German-Austria from the political community of the German nation, pro-
vided also for the abolition of the Vienna Coinage Treaty. Section 13 made
its annulment dependent upon special negotiations, which were con-
cluded in Berlin by the treaty of June 13, 1867. This treaty invalidated 
the Vienna Coinage Treaty at the end of 1867 without, however, also oblit-
erating all effects of the German-Austrian Coinage Union in the area of
currency policy. The question of the Union taler continued to occupy
legislation for several decades and was the topic of intergovernmental
agreements.

Already during the negotiations that led to the German-Austrian
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Coinage Union, Austria had intended to adopt a gold standard. Vehement
Prussian opposition, however, foiled these intentions. Upon dissolution of
the Union, consideration was not given to returning to the silver currency
but, instead, adopting a gold standard. A first step in this direction was the
Austro-French Coinage Treaty concluded in Paris on July 31, 1867. The
treaty between Austria and Hungary of December 24, 1867 on matters of
tariffs and trade provided for the speedy introduction of a gold currency ac-
cording to the principles laid down by the Paris Coinage Conference. The
Austrian Act of March 9, 1870 (as well as the Hungarian Act No. 12 of
1869) prescribed the issuance of gold coins of 8 florins (equivalent to 20
francs) and 4 florins (equivalent to 10 francs). These coins were at first to
circulate only for commercial purposes but were to serve in preparation for
a future Austro-Hungarian gold currency. In 1871, the Austro-Hungarian
Bank began to sell its silver bullion in order to purchase gold. The Act of
March 18, 1872, permitted a greater role for gold, with the bank entitled
to use its purchases to provide coverage for the currency.

In spite of all these moves, the restoration of a metal-based currency
was not crowned with success. It was the prevalent idea of the time that
reintroducing a sound currency system had to be preceded by operations
to make the agio disappear. However, stringent economic arguments
against such a currency policy were advanced. In the early 1860s, the eco-
nomic consequences known to be connected with a rapid decrease of the
agio on coins had already led to movements against continuing the restora-
tion of the old parity value. Antirestrictionist tendencies now began to as-
sert themselves. In 1872, the price of 100 gold florins (250 francs) averaged
110.37 Austrian florins (in paper) and with short interruptions increased,
on average, to 125.23 florins by 1887. As long as the value of the currency
was in decline, plans for a managed exchange rate could not count on
support from industrial or agrarian circles, since higher exchange rates on
the Vienna stock exchange impeded (much like protective tariffs) the im-
port of foreign products; it also supported the export of domestic products
(similar to export subsidies) and favored debtors vis-à-vis creditors as well.

This situation was not to reverse until 1888, when the value of the Aus-
trian currency began to rise again—the price of 100 gold florins averaging
only 115.48 florins in terms of paper currency in 1890. Producers and ex-
porters, who saw themselves on the losing side of this exchange-rate move-
ment, suddenly turned into advocates of the hitherto maligned exchange-
rate reform. The abolition of the free coinage of silver coins in 1879, which
severed the Austrian monetary system from its links with the metal silver,

01/Mises Vol. 2/Part Ia.p  7/20/02  12:57 PM  Page 67



68 � Selected Writings of Ludwig von Mises

5 [For histories of the development of the Austrian monetary system in the nineteenth
century, including the establishment and functioning of the gold standard under the
Austro-Hungarian Bank, see Charles A. Conant, A History of Modern Banks of Issue, 3rd
ed. (New York: G. P. Putnam’s Sons, 1908), pp. 209–34; Robert Zuckerkandl, “The Austro-
Hungarian Bank,” in United States Senatorial National Monetary Commission, Banking
in Russia, Austro-Hungary, the Netherlands, Japan (Washington, D.C.: Government Print-
ing Office, 1911), pp. 55–118; and Friedrich von Wieser, “Resumption of Specie Payments
in Austria-Hungary,” Journal of Political Economy (June 1893), pp. 380–405.—Ed.]

6 Knapp has variously misrepresented the exchange-rate policy of the Austro-Hungarian
Bank (Staatliche Theorie des Geldes, Leipzig 1905, pp. 247ff.). It may suffice to refer to
Knapp’s claim that the exchange-rate regime had imposed a burden on the bank for which
the state had then made additional compensation. On the contrary, the bank made ample
profits from foreign-currency operations, large parts of which were paid out to the state as
its owner. This very point is the essence of Knapp’s explanation of “exodromic” policy. See
on this my article, “Das Problem gesetzlicher Aufnahme der Barzahlungen in Österreich-

facilitated the disregard of previous difficulties. Thus currency regulation
came into force.

By introducing gold coins, the Austrian laws of August 2, 1892 (Hun-
garian laws XVII to XIX of 1892) blocked the further decline of the ex-
change rates at the Vienna stock exchange. Since August 11, 1892, when
the new currency laws entered into force, the Austrian florin (equivalent
to two new crowns) could not significantly exceed the value of 2.10 francs
or 1.70 marks. At this point in time, when the Austro-Hungarian Bank re-
sumed payments in gold, imposing a lower limit on the value of the Aus-
trian florin was still avoided. Notwithstanding vigorous resistance on the
grounds of its potential inflationary impact, this was the actual currency-
policy objective of the Christian-Socialist Party, which was at this time still
small and in the opposition. The law, sure enough, never mandated the re-
sumption of gold payments. It had nevertheless been the policy of the
Austro-Hungarian Bank beginning in 1896, and most definitely after
around 1900, to maintain de facto gold payments even in the absence of
it being legally mandated. This was done by offering gold currency on the
market at rates not much different from the parity fixed for coinage by the
currency reform of 1892 and similar to the degree to which exchange rates
deviated from parity in other countries maintaining payments in gold. This
highly acclaimed currency regime of the Austro-Hungarian Bank was
largely upheld until the outbreak of the war.5 It was confirmed by the new
(fourth) privilege granted to the bank in 1911. This required the bank to
safeguard, in any way possible, that the value of foreign paper currency ex-
pressed in the rate of foreign bonds continued to be maintained in accor-
dance with the parity of the coinage standard of the crown.6
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Ungarn” [The Problem of the Legal Resumption of Gold Payments in Austria-Hungary],
Jahrbuch für Gesetzgebung, Verwaltung und Volkswirtschaft 33 (1909), pp. 1027ff. It is re-
markable that Knapp maintains his claim of losses incurred by the bank as a result of the
exchange-rate policy even in the new edition of Staatliche Theorie des Geldes of 1918
though a glance at the bank’s business reports should have made him abandon this erro-
neous opinion. [The English abridged translation of Georg Friedrich Knapp, The State
Theory of Money (London: Macmillan, 1924), does not include the chapter containing
the passages referred to by Mises in this footnote.—Ed.]

7 [On July 31, 1914, the number of notes issued by the Austro-Hungarian Bank in circu-
lation numbered 3.4 billion crowns; by October 31, 1918, it had increased to 34.8 billion
crowns. For a detailed account of funding of the war expenses of the government by the
Austro-Hungarian Bank, see George A. Schreiner, “Austria-Hungary’s Financial Debacle,”
Current History (July 1925), pp. 594–600.—Ed.]

The Monetary System of German-Austria

Austria and Hungary also largely financed the World War by using the
printing press.7 At the very beginning of the war, the legislation was set
aside that had imposed limitations on the expansion of bank notes by the
Austro-Hungarian Bank, and on the use of credit by both states of the
monarchy through their central bank. This cleared the way for inflation.
The indebtedness of both states to the bank grew from month to month,
the circulation of bank notes increased precipitously, and, in line with the
proliferation of paper currency, the prices of goods and services and the
rates of foreign bills of exchange increased.

When, in October 1918, the dual monarchy of the Habsburgs disin-
tegrated into a number of separate national territories, some of them con-
stituted as independent states while others incorporated into neighboring
states, the Austro-Hungarian Bank finished its role as the joint institution
enjoying the sole privilege of issuing currency for the entire monarchy. In
the legal sense, its privilege of issuing notes continued until the end of
1919. However, in actual fact this privilege was only respected by German-
Austria.

After the dissolution it was obvious that the Austro-Hungarian Bank
would no longer be able to extend credit to the various successor states as
it had extended to the Austrian and Hungarian states during the war. Only
the implementation of previously arranged loans could be expected. Since
lending activity to private parties had almost completely stopped during
the war, a further expansion of currency circulation after the implemen-
tation of the pending credit operations could only have come about
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8 [Lombard business is credit usually extended by a central bank to commercial banks
against securities, precious metals, or other mobile assets used as collateral.—Ed.]

through Lombard operations.8 In contrast to the German Reichsbank, the
bylaw of the Austro-Hungarian Bank authorizes the institution to incor-
porate loans granted against assets pledged to the bank into the coverage
used to back currency in circulation. In the course of the war, the gov-
ernments of Austria and Hungary have, in prospectuses upon issuing war
bonds, guaranteed more favorable conditions for Lombard credit by the
central bank. Pledged assets were to be accepted under a favorable inter-
est rate and, as of the fourth war bond, under a limit of 75 percent of the
nominal value. The issuance of every additional bond incurred a guaran-
tee that these preferential conditions would be maintained for a certain pe-
riod that was successively extended.

Upon dissolution of the Austrian state, statesmen and politicians of the
new states, particularly those of Czechoslovakia, declined to honor the
war bonds. The holders of war bonds were now understandably intent on
reducing their impending losses by gaining Lombard credit against these
bonds. For even though the successor states could repudiate payments of
interest and principal on war bonds without harming their citizens, since
nearly all war bonds were held by German-Austrians, it seemed impossi-
ble to apply the same policy to bank notes. During the war, particularly
large quantities of notes issued by the Austro-Hungarian Bank had accu-
mulated in the non-German parts of the monarchy. High agricultural price
levels had led to a strong inflow of currency to the rural areas. But through-
out the monarchy the share of non-Germans in the agrarian population
was much higher than that of German speakers. Since agricultural pro-
ducers were only partially subject to taxation, had largely abstained from
buying war bonds, and instead had—for reasons of ignorance of banking,
mistrust, or politics—kept their savings to themselves, they had accumu-
lated tremendous amounts of Austro-Hungarian bank notes. In the fertile
regions of Moravia and of southern Hungary (which was now occupied
by Serbs and Romanians) individual farmers had stashed away hundreds
of thousands or, in some cases, even millions of crowns.

German-Austrian holders of war bonds therefore were highly inter-
ested in receiving bank notes for bonds they wanted to pledge at the Austro-
Hungarian Bank. The successor states, on the other hand, were interested
in keeping such Lombard credit at bay, since they, as holders of war bonds,
were afraid that the value of the crown would inevitably drop as a conse-
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9 [The “Southern Slav government” refers to what later became known as Yugoslavia.—
Ed.]

quence of an increase in the circulation of the currency. From the very
beginning, they therefore objected to the continuation of Lombard oper-
ations by the Austro-Hungarian Bank. At the same time, they envisaged
the severance of their currencies from the common Austro-Hungarian
currency.

At the beginning of 1919, the first step in this direction was taken by
the Southern Slav government.9 Czechoslovakia was to follow. The notes
of the Austro-Hungarian Bank circulating within their territories were
stamped, and all other notes were no longer legal tender. Henceforth, only
stamped notes could be used to fulfill all contracts denominated in crowns.
This completed the creation of Southern Slav and Czechoslovak crowns,
though the technical implementation of these reforms may have been de-
ficient from a monetary point of view.

Now German-Austria, also, had to act. It could no longer wait until
all other states had made the transition from the Austro-Hungarian crown
to separate national crowns. It had to give up the Austro-Hungarian crown
in order to avoid there being notes that, for whatever reason, had not been
stamped in the other states that would now flow back into German-Austria
and increase the inflation within German-Austria. It had to prevent the
Czechoslovak Ministry of Finance from using the half of its citizens’ hold-
ings of notes that had been retained upon the marking of currency for the
purchasing of securities in German-Austria. Bank notes circulating in the
Ukraine and in neutral foreign countries that totaled several billion crowns
were not to be regarded simply as German-Austrian currency. This is why
German-Austria, as well, applied a special mark to bank notes denomi-
nated in crowns and circulating within her territory. The decree of March
25, 1919, which had the force of law, withdrew legal-tender status from
all obligations not so denominated. This created a separate German-
Austrian currency. All further issues are then of a technical nature and per-
tain to the independent German-Austrian currency. Important though that
may be, it takes second place behind the fact of the independence of the
currency. Among the issues open for discussion is the question of whether
or not to set up an independent German-Austrian central bank, and the
further question of whether to keep the stamped notes in circulation or to
replace them by newly designed notes because of the easy possibility of
falsifying stamp imprints.
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What is much more important than such technical issues is the ques-
tion of whether German-Austria shall maintain the independence of her
currency or a currency union with Germany should be envisaged.

This question admits no ambivalent answer. Political integration into
Germany will necessitate adoption of the German currency. The theoret-
ical possibility of maintaining a separate German-Austrian currency in
spite of integration, or of a currency union with the other successor states
of the monarchy, has not the smallest chance of realization. Not even par-
tial and less so full unification in matters of politics, trade, and finance
could be maintained if the currency systems remained separate. German-
Austria must adopt the German currency if it wants to enter the German
state.

Fiscal Aspects of Unifying Monetary Regimes

Instituting a currency union between the German Reich and German-
Austria would be a rather simple and quick task if a solid monetary regime
based on precious metal existed in both territories. If both countries had
a gold currency, the transition to a common currency would be but a tech-
nical matter of coinage, monetary, and financial policy. Even if one terri-
tory used a gold currency and the other a silver currency, this transition
would be an easy matter. The difficulties encountered in integrating
German-Austria into the monetary system of the German Reich arise from
the fact that both countries now use a paper currency.

These difficulties are first of all of a fiscal nature. At the present time,
the public finances of both the German Reich and German-Austria are in
a very precarious state. In both countries public expenditures far exceed
revenues, and efforts directed at curtailing expenditure and boosting rev-
enue so as to achieve a balanced budget, again, have met with insur-
mountable political impediments. Under such circumstances, there is
hardly any other alternative but that of placing the printing press directly
or indirectly into the service of the public finances and to obtain money
by means of issuing notes. Inflation of bank notes is, however, not a com-
mendable financial policy. It is an inappropriate means for managing pub-
lic finances, since it distributes the fiscal burden in an economy in ways
that run counter to the principles of sound finance. From the economic
point of view, its disadvantages lie in the adverse social dislocations that
are its unwelcome effects.
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And, lastly, inflation is only a temporary alternative, since the issuers
of bank notes must sooner or later show self-control and rein in the infla-
tion if a catastrophic breakdown of the financial system is to be avoided.
Inflation will, however, be continued for some time, and it will take time
until the German people again realize that the first precondition of a rea-
sonable economic policy is abstention from any inflationist experiment.
At the moment the views on this subject are not very restrained, either in
Germany or in German-Austria. But the fact cannot be ignored that in-
flation is an inappropriate tool for balancing the public budget, that it has
detrimental economic effects, and that it must ultimately lead to a break-
down if it is not reined in within a brief period of time. But it is still con-
sidered by many to be a lesser evil than other possibilities. Today most
people are very far from the principled views that distinguished, for ex-
ample, the founding fathers of the German gold currency, who are very
much misunderstood nowadays.

There is a historical example for the currency union of two countries
on the basis of a paper currency. Austria and Hungary, two completely in-
dependent states since 1867, continued for decades the currency union
based on the paper money that they had inherited from their predecessor,
the unitary Austrian empire. But this sharing in a common currency was
possible only by strictly adhering, over its entire duration, to the principle
of not expanding the sum total of notes in circulation. The last expansion
of notes in circulation came about by the law of August 25, 1866, at a time
when Austria and Hungary were still a single state. After this date, the
amount of paper money was never increased until, in the course of the
currency reform, the notes were totally withdrawn from circulation.

The currency union of two states on the basis of a paper currency is
hardly feasible unless there is, from the very beginning, an intention to ab-
stain from any further inflation. Furthermore, this policy must be strictly
implemented. As soon as inflationary measures are taken in order to gen-
erate funds for the treasury, differences of opinion are inevitable concern-
ing the allocation of the money to be placed in circulation. Such
differences can only be avoided if the public finances of both states are
unified into one whole; failing this, a currency union must lead to severe
disagreements.

It is therefore abundantly clear that the adoption by German-Austria
of the German currency can only occur at a time when an irrevocable de-
cision of political unification has been taken, since the implementation of
currency unification must be preceded by an agreement on its implica-
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tions for the public finances. This agreement can hardly be conceived as
determining anything but a settlement under which Germany assumes
over German-Austria all those powers of expenditure and revenue that she
has in all the other federal states. Furthermore, that part of German-
Austria’s public debt that had been incurred for expenditures that in Ger-
many are regarded as state expenditures will have to be converted into debt
of the German state. Clearly, Germany will also have to take into account
that the economy of German-Austria, one of the German lands least en-
dowed by nature, has been particularly hampered by the war and its out-
come. And it will have to be taken into account that the German-Austrians
have, in relation to their smaller capacity, contributed a proportionately
larger share to the war burden than the other Germans. It will thus be nec-
essary for Germany to grant German-Austria a special subsidy so as to fa-
cilitate, for the first years, the transition into the new circumstances.

Another reason needs to be mentioned as to why monetary unifica-
tion between German-Austria and the German Reich seems infeasible be-
fore a complete settlement of financial relations. The economy of
German-Austria has made more use of war bonds than has Germany. Aus-
trian entrepreneurs have invested greater proportions of their assets in war
bonds than did German entrepreneurs. For them, a facility that would per-
mit them to activate these bonds by pledging them under advantageous
conditions is a matter of survival. Even if only imperfectly, this was pro-
vided for by the Austro-Hungarian Bank in the past. After implementation
of the currency union it will, however, no longer be able to provide this fa-
cility. Lombard loans against war bonds will therefore have to be offered
by lending institutions. It is obvious that the creation of new rules for loans
against Austrian war bonds will be easier if their future has been decided
upon. This decision, in turn, depends upon a binding and final determi-
nation of their acceptance by the German Reich.

The Ratio of Conversion

The other difficulty for currency unification on the basis of paper money
in both countries concerns the determination of the ratio of conversion. If
Germany and German-Austria both had a currency based on the same
metal, such determination would be superfluous. In this case, we would
not even have to deal with an exchange of currency but only with a change
in the specification and names of monetary units. If both countries had
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currencies based on different metals, conversion would be effected on the
basis of the ratio of the values of the two metals at a given point in time.

Many believe, as well, that the only correct basis for the conversion of
paper currencies would be the ratio of the values of the two currencies at a
given point in time. They therefore propose to make the transition on the
basis of the prevailing exchange rate between mark and crown. Even those
who propose to use statistical calculations of the purchasing powers of the
two currencies for determining the exchange rate are guided by the same
idea. Such proposals are based on the assumption that the depreciation of
money in relation to commodities lags behind the devaluation in relation to
foreign currencies, and that the “internal” or “true” value of money is bet-
ter determined by resorting to the ratio of commodity prices instead of the
ratio of currencies. However, this approach overlooks that this lag of com-
modity prices behind the increase of the exchange rate of currencies is only
a temporary phenomenon. Exchange rates are in reality determined by noth-
ing but the purchasing power of two currencies, this rate adjusting to that
level that leaves the purchasing power the same regardless of whether a cur-
rency unit is used for the direct purchase of commodities or for first obtain-
ing a unit of another currency in order to make such purchase. In the long
run the exchange rate cannot deviate from the level warranted by the pro-
portion of purchasing powers, which may be called the natural or static rate.
As long as there is a discrepancy between the prevailing and the natural ex-
change rate, it is profitable to use a currency that appears to be undervalued
in relation to its purchasing power to buy commodities and to sell these for
currency that appears to be overvalued in relation to its purchasing power.
This, however, triggers a demand for the currency that trades at undervalued
rates and drives these rates up until they have reached the static level.

The purchasing power of a currency within an economy does not
change at once and not at the same time in terms of all commodities. Price
increases triggered by an expansion of the money supply do not come
about overnight but take a certain period of time. The added money sup-
ply enters the economy at some point, and from there it slowly dissemi-
nates throughout the rest of the economy. At first it reaches particular
sectors, only augmenting the demand for particular commodities and ser-
vices but not for all of them. Subsequently, the prices of other commodi-
ties and services will rise. Exchange rates are, however, speculative rates,
arising from the commerce conducted by businessmen who, in their de-
cision making, do not only consider the immediate present but future
developments as well. This is why exchange rates quoted on the stock
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exchanges already reflect inflation at a relatively early stage of its develop-
ment, much earlier than the inflation has affected the prices of com-
modities and services in general.

The value of the crown has decreased to a greater degree and more
rapidly than that of the mark. This may well explain why exchange rates
for the crown have preceded the drop in its purchasing power more rapidly
than exchange rates for the mark precede the drop in its purchasing power.
A conversion rate determined on the basis of purchasing power would con-
sequently be somewhat more advantageous for the crown than if it were
determined on the basis of current exchange rates. However, as mentioned
earlier, the difference may not be very significant.

Statistical determination of the purchasing power of currencies by
comparison of commodity prices and wages faces so many theoretical and
fundamental challenges—not even to mention the practical ones that are
particularly intractable at the present moment—that this approach appears
to be, as is commonly admitted, altogether unfeasible. If one were to start
with the current ratio of the rates of the crown and mark, it would be best
to take as a basis the ratio of price quotations on a neutral stock exchange.

There are various dissenting voices in Austria against the view that de-
termination of the conversion rate may be based only on the current ex-
change rate between crown and mark or on a rate very close to it. It is
pointed out that, since the beginning of the war, both the German Reich
and Austria have had to debase their currencies by issuing bank notes. In
doing so, Austria had to go farther than the German Reich, which led to
the situation that her currency today has devalued not only in relation to
both gold and foreign currencies but also in terms of the German mark,
which has also internationally dropped in value. This is explained by the
incontrovertible fact that Austria, particularly German-Austria, had to
shoulder a comparatively greater burden of the war than the rest of the
German population. Consequently, it is argued, as a matter of equity 
this imbalance should be abolished by conducting monetary and fiscal
unification in such a way that it would be as if the unification had already
occurred at the beginning of the war. It would be highly inequitable to
make German-Austrians permanently suffer for the implications of the un-
fortunate separation of 1866, for which they are not guilty and which im-
poses on them a significantly higher share of the financial burden caused
by the war.

This argument is incontrovertible as far as it concerns public finance
issues surrounding monetary unification. It is clear that the basic principle
guiding the fiscal dimension of unification must be to spread the war bur-
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den evenly to all of the German people according to their ability to pay—
and that German-Austrians must not be singled out to defray financial
charges arising from expenditures undertaken on behalf of the entire Ger-
man people.

But in terms of the conversion rate, things are not so simple. Using the
ratio of 100 marks = 117.56 crowns as a basis for currency unification would
not only have implications for the finances of the state. It would not only
make holders of Austrian war bonds better off but it would also increase the
value of all other claims denominated in crowns. This ratio would make all
creditors in crowns better off, it would impose a burden on all borrowers in
crowns, and it would thus have dire social consequences much beyond pub-
lic finances. The population of German-Austria cannot joyfully anticipate it
without any further ado, since there are many who would be burdened by it.

Consequently, it hardly seems feasible to select a ratio that is very far from
the one existing on the market at the time of conversion. There is no need to
use the exact exchange rate on any particular day, which may be determined
by chance and by momentary technical operations on the stock exchange.
But it is impossible to ignore economic facts and manipulate a precipitous up-
ward movement of the rate of the crown without causing economic disloca-
tions the consequences of which would have to be determined and all of the
effects of which may not be fully known for some period of time.

The severe sacrifices such a scheme would impose on the entire econ-
omy of German-Austria and the obvious advantages Germany would gain
from it require adequate compensation as far as the public finances are
concerned. Compensation would, at first, have to consist of Germany as-
suming that part of German-Austria’s public debt which derives from ex-
penditures that in the German Reich are regarded as state expenditure, at
a different conversion rate from the one at which the currency is to be con-
verted. Here the old prewar ratio of exchange may well apply. Then, how-
ever, Germany would have to make a special contribution to cover the
expenditures of the Federal Republic of German-Austria for an initial pe-
riod of several years. It would have to be a period of time long enough to
facilitate the transition of German-Austrian public finances into the new
order of things.

The question of the exchange ratio for unification is also connected
with the issue of what direction the German Reich will follow in terms of
its future currency policy. There is a large number of people in Germany
who are presumably convinced, even today, that a reinstitution of sound
currency conditions requires bringing the devalued currency back to the
level of the coinage parity defined by the monetary reform of 1873. They
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take it for granted that the only goal of currency policy can be the lower-
ing of the agio of the gold mark. They thus ignore another option, namely
stabilization at the current value of money. Whether one or the other path
should be taken must be a matter of extremely careful economic policy
decision-making. Reducing the gold value of the mark to that of 1914
would put at a disadvantage all debtors, primarily in the Reich, the fed-
eral states, and the municipalities; it would favor all creditors. The reper-
cussions of such a policy on foreign trade would be even more severe. As
long as the value of the currency is increasing, the importing of foreign
goods is facilitated and the exporting of domestic goods is impeded. How-
ever, over the next years German trade will undoubtedly run up against so
many difficulties that lifting export barriers will be one of the principal
tasks of German economic policy. With all probability, therefore, German
policy will not follow the direction that would reduce the German cur-
rency to its old gold parity. Instead, currency reform is likely to be con-
fined to stabilizing the currency at the current value or a rate not
significantly higher than that.

In any case, since it is among the most important economic questions
of the immediate future, it would be desirable that Germany clarified this
issue before a decision is made about the conversion ratio for the mone-
tary integration of German-Austria into the German Reich.

Preparing the Way for Currency Union

Without a doubt the ultimate goal of German-Austria’s integration into
the German monetary system must be the implementation of a full union
in terms of every aspect of the monetary and banking regime. It is another
question whether this goal should be approached immediately or through
a transition of several stages.

The Mark as a Core Currency

It would seem possible to unify the monetary systems by German-Austria,
in the first stage, adopting the mark as a core currency. Implementation of
this would hardly be difficult. The German-Austrian state would institute
a special central bank by either setting up a new bank or by transforming
the branch offices of the Austro-Hungarian Bank situated on its territory.
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This German-Austrian central bank would exchange its own notes for
every stamped note of the Austro-Hungarian Bank circulating in its terri-
tory. The bank notes thus received are given to the German-Austrian state
as an interest-free loan and are used by the state to repay the share of the
old Austrian state’s debt to the Austro-Hungarian Bank.

In addition to bank notes to be issued in exchange for stamped notes
of the Austro-Hungarian Bank, the German-Austrian central bank would
be permitted to issue notes only for commercial and industrial business.
An endorsement by state institutions (such as the War Crops Office)
should not be regarded as a sufficient basis for issuing such notes, because
otherwise the printing press again would be indirectly placed at the service
of the financial administration of the state. Inevitably, it will be also per-
missible to issue notes, also Lombard credits. It is true that the use of lend-
ing operations for covering notes was peculiar to the Austro-Hungarian
Bank. But one must not forget that in the German Reich, as well, Lom-
bard credit is nowadays used for creating circulating credit through lend-
ing institutions.

A maximum amount for admissible currency in circulation should in
some form be imposed on the German-Austrian central bank. This may
have no material importance if, as is indispensable, the bank is strictly
committed to paying its notes in marks. But when regulating central banks,
the sentiments and biases of the public must also be taken into account.

The foremost and only decisive task is to impose on the German-
Austrian central bank the duty of exchanging its notes at any time into
marks at a fixed rate and, vice versa, to exchange marks for crowns at the
same rate. On the assumption that this rate is 2 crowns = 1 mark, the
German-Austrian central bank would be obligated to exchange on demand
and at any time one mark for two crowns and vice versa. As soon as this is
strictly implemented, the German-Austrian crown will have lost its inde-
pendent value and be nothing but a proportional fraction of the mark. It
will proportionately follow all movements in the value of the mark, both
in relation to commodities and to foreign currencies. The integration of
German-Austria into the German currency regime will then be completed,
and the crown will be no more than the designation for a part of the mark.

Determining the ratio of exchange between crowns and marks attains
a great importance in this context. If this ratio does not correspond to the
exchange relations on the market, serious difficulties will arise that might
imperil the entire project. If the crown is overvalued in relation to the free-
market rate when the conversion ratio is fixed, vast quantities of crowns
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10 See my paper “Zahlungsbilanz und Devisenkurse,” Mitteilungen des Verbandes öster-
reichischer Banken und Bankiers, 1919, p. 39ff. [An abridged translation of this article under
the title, “Balance of Payments and Foreign Exchange Rates,” may be found in Percy L.
Greaves, ed., Von Mises, On the Manipulation of Money and Credit (Dobbs Ferry, N.Y.:
Free Market Books, 1978), pp. 50–55.—Ed]

will be presented for exchange, while in the opposite case vast quantities
of marks will reach the banking system to be exchanged for crowns. If, on
the other hand, the conversion rate corresponds to the conditions prevail-
ing on the market, exchange will be limited to those small amounts that
are needed for travel and for payments of low-priced items. In this case, the
German-Austrian central bank will need but a relatively small amount for
complying with requests for currency exchange.

To comply with popular expectations concerning cover for the notes,
the German-Austrian central bank would have to borrow the marks re-
quired for this purpose plus a further large amount of marks by way of a
loan from the German Reichsbank in the amount of 500 to 1,000 million
marks. Granting such a loan by issuing further bank notes would be un-
objectionable since the Reichsbank would place these notes in circulation
only upon withdrawal of a corresponding amount of crown notes. Greater
Germany [Grossdeutschland] should thus not experience an increase in
inflation.

Some will regard this model of the mark as a core currency as infeasi-
ble because German-Austria has a passive balance of payments with Ger-
many. All objections from this standpoint are misplaced. The mutual
exchange relation of two currencies does not depend on the balance of
payments but on the purchasing power each currency has with regard to
commodities.10 Just as all the money in Bavaria cannot be drained off and
go to Prussia because of Bavaria having an unfavorable balance of pay-
ments with Prussia, so the analogous case will not happen between Austria
and Germany.

For the unhampered functioning of the system that has been described
above, it will be crucial as to whether or not the German-Austrian bank ab-
stains from any expansion in the circulation of notes. Any such inflation-
ist measures should best not be done. If it is found to be impossible to
completely avoid this in the initial stage, then any expansion must at least
be uniform throughout the entire currency area. The German-Austrian
state would thus have to forego undertaking any future loans from its bank
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11 [Both the Treaty of Versailles, which ended the war between the Entente and Ger-
many, and the Treaty of Saint-Germain, which ended the war between the Entente and
Austria, prohibited the unification (Anschluss) of Austria as a part of the political territory
of Germany.—Ed]

of issue for which this bank would have to issue new notes. If the state re-
quires funds, it should raise the funds only by borrowing from the Ger-
man Reichsbank. Such loans could, as has been mentioned, be given to
the German-Austrian state in the context of the special support it needs
from Germany, especially because of the disproportionately large finan-
cial burden Austria shouldered during the war in the interest of the entire
German people.

The special advantages accruing from a currency unification that ini-
tially establishes the mark as a core currency in German-Austria will be
seen in the areas of international law and of constitutional law. Adopting
the mark as a core currency does not require any action by the German
government, and the obligations the German Reich has accepted in the
peace treaty with regard to the independence of German-Austria will re-
main unaffected. A loan extended by the German Reichsbank in the form
of foreign currency can formally be brought into conformity with these
obligations under the treaty if a consortium of German private banks is in-
troduced as an intermediary. Adoption of the mark as a core currency is a
unilateral action by the German-Austrian state, and the German-Austrian
state can no more be prevented from accepting the mark as a core cur-
rency than it can be prevented from adopting the dollar or the pound ster-
ling as a core currency.11

An expansion of the sphere of activity of the German Reichsbank to
the territory of German-Austria, as would be required by the immediate
full integration of German-Austria into the German monetary system,
could cause complications as long as political unification [Anschluss] had
not been achieved. This would result from the fact that the agents of the
Reichsbank would be seen as German civil servants so that, in the legal
sense, their activities outside German territory would engender difficul-
ties under constitutional and international law. But these difficulties will
not impede the adoption of the mark as a core currency.

If German-Austria were to introduce the mark autonomously, the state
would have to be able to keep its budget balanced without further inflation.
In this sense the adoption of this currency is still fraught with consider-
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able problems. But these will be overcome as soon as the recognition of the
detrimental effects of an inflationary policy will have led to the renuncia-
tion of any further inflationist experiments.

Full Banking and Currency Unification

The second way in which currency unification might be implemented is
through the immediate and complete integration of German-Austria into
the German monetary and central banking system. In terms of currency
policy, German-Austria would then have no other status than the other
German federal states.

Having defined the conversion rate between the crown and the mark,
the stamped crown notes that are circulating in German-Austria would
then be replaced by notes of the German Reichsbank. The Reichsbank
would extend its activity into German-Austria and replace every office of
the Austro-Hungarian Bank by one within its own network. It would raise
the funds for expanding the circulation of its notes by issuing new bank
notes and treasury bills. This procedure seems unobjectionable and will
not trigger any detrimental inflationary effects since the area of circula-
tion of the notes will be expanded and the demand for German paper
money will thus be increased.

The stamped notes of the Austro-Hungarian Bank that will be taken
out of circulation by the German Reichsbank through such exchange op-
erations will be paid over to the German Treasury. The German Treasury
will in turn use these notes to redeem a part of the Austro-Hungarian
Bank’s claims that are outstanding against the old Austrian state at the time
of liquidation; upon integration, these will become claims on the German
state.

At the end of June 1919, 7.6 billion stamped crown notes were in cir-
culation in German-Austria. At the same time, the German Reichsbank’s
note circulation amounted to 30 billion marks, along with 12 billion marks
of treasury bills in circulation, for a total sum of 42 billion marks. If, on the
basis of the exchange rate on the Zurich stock exchange, the ratio in ex-
change between the crown and the mark is assumed to be 1:2.25, an
amount of about 3.4 billion marks would suffice for the conversion of the
crown notes circulating in German-Austria into Reichsmark notes. If Ger-
many, upon currency unification, wanted to expand its circulation of notes
and treasury bills in proportion to the increase in population, it could issue
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12 [Mises is referring to the formation of the German Reich, when several German states
were unified under Prussian leadership in 1871. While these states retained a degree of au-
tonomy, they lost the authority to issue their own currencies.—Ed.]

new notes in the amount of 4.2 billion marks, since Germany’s popula-
tion is about ten times that of German-Austria. A fraction of this amount
—800 million marks—could be spared, which the German Reichsbank
could grant as a loan to the German-Austrian state for rebalancing the pub-
lic budget, under the same conditions under which the German state had
received loans from the Reichsbank.

At the time of the actual implementation of currency unification, this
calculation may well be different. The currency in circulation in German-
Austria is likely to increase as a result of withdrawals from demand deposits
held at the central bank and from the cashing in of treasury bills. It can-
not be excluded, therefore, that the amount necessary for converting the
number of crowns in circulation into marks may exceed the amount which
the German Reichsbank may be able to issue upon integration in accor-
dance with the now larger population. This will create the necessity for
placing additional mark notes in circulation by this amount.

It should be remembered that, upon creation of the German Reich,
special measures also were taken in order to eliminate the paper curren-
cies of the individual states that were in use at the time.12 The sum total of
paper money amounted to 61.3 million taler, equivalent to 184 million
marks. The law on treasury bills of April 30, 1874, limited the amount of
treasury bills to be issued to 120 million marks. The debt was distributed
among the individual states in proportion to their population (at 3 marks
per inhabitant), so that even those that had hitherto not issued paper
money would have their share. In order to facilitate the retirement of this
debt in states that had more paper money than this in circulation, the state
advanced them two-thirds of the surplus of their individual paper money
over their share in the national amount of paper money. This advance,
which amounted to 54.7 million marks, was paid off in fifteen annual in-
stallments beginning on January 1, 1876, until, in 1891, the amount of
treasury bills in circulation had reached the level of 120 million marks as
prescribed by law.

The disparities deriving from the different per-capita quotas in Ger-
many and German-Austria would have to be remedied in a similar fashion.
If the per-capita quota of notes should turn out to be larger in Austria than
in Germany, the excess amount would have to be repaid, within a certain
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period, as an interest-free loan to be extended to the German-Austrian state
by the Reichsbank.

There can be no doubt that the full implementation of the currency
union between German-Austria and the German Reich must be the ulti-
mate goal of any integration policy in the field of currency relations. It is
quite another question whether this path should be taken immediately. In
German-Austria, concerns are sometimes raised about the immediate im-
plementation of full integration into the German monetary and central
banking system. One of the arguments is that the economy of German-
Austria has certain characteristics that would require special treatment of
its financial sector over the next several years. The apprehension is based
on the idea that the agencies of the German Reichsbank may not always
have the requisite understanding for the difficult position of the German-
Austrian economy. Years may have to pass before they will have given up
the Northern German habit of regarding everything that is Southern Ger-
man, and particularly everything Austrian, as inferior and foreign.

The Cartel Banks

These considerations were at the root of the idea of first bringing about
currency unification over a transition period by participating in a cartel
relationship between the German Reichsbank and the future German-
Austrian central bank. Both banks would formally retain their indepen-
dence, though they would have to conduct their business according to the
same principles. The legal foundations for their banking policies would
thus have to be identical, and an agreement between the governors would
have to guarantee uniform procedures in all matters of banking policy.

History knows no example of such an arrangement between indepen-
dent central banks. When Hungary regarded the continuation of a com-
mon central bank as incompatible with its legal claims and economic
interests, consideration was repeatedly given to the idea of instituting two
cartel banks in Austria and Hungary. These proposals were never imple-
mented, probably because of the great hurdles that would have had to have
been overcome from a practical point of view. The relationship between
German-Austria and Germany would, however, be a different case. Ger-
man economic preeminence is such that the relationship between the two
cartel banks could hardly be seen as that of equal partners over any ex-
tended period of time. This would drive the German-Austrian central bank
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into dependence on the Reichsbank. Already during the war, the Vienna
Stock Exchange and the Austrian currency had become heavily depen-
dent on the Berlin Stock Exchange and the German currency, although
all the economic forces of the entire Austro-Hungarian economic area
were at the time still concentrated in Vienna. The position of the German-
Austrian bank vis-à-vis the Reichsbank would then hardly be stronger than
that of private banks of issue.

The advantages the several federal states today draw from the existence
of their central banks are so small that they are not worth the effort of set-
ting up a special German-Austrian central bank modeled after them, or to
subsidize them into a position of insignificance. The particular privileges
that are claimed by German-Austria for her financial sector, before the cre-
ation of a German-Austrian central bank, are likely to be attainable by set-
ting up a state bank without the privilege of issuing bank notes. Such a
German-Austrian state bank is already in existence today. It is the German-
Austrian Post Office Savings Bank, which, upon German-Austria joining
the German Reich, is likely to lose its deposit business to the German
Reichsbank and may then fully concentrate on loans.

Coinage Issues of Currency Unification

Given the conditions under which the transition to the mark as a single
currency would have to take place, particular dispositions as to the gold
and silver coins in circulation are unnecessary. This applies also to the sil-
ver florin. It is sufficient if the German-Austrian state calls these coins up
for exchange into notes and, after a certain period, terminates their legal-
tender status. The public will let this period pass unused, since the metal
value not only of gold coins but also of silver coins by far exceeds the value
of the Austrian currency. These are the relations (assuming a price of 700
crowns for one kilogram of silver):

standard value (in 

weight (grams) paper crowns)

One-crown piece 4.175 g 2.92
Two-crown piece 8.350 g 5.85
Five-crown piece 21.600 g 15.12
Silver florin 11.110 g 7.77
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Special rules have to be established for coins made of nickel, bronze, and
iron. But this is a question of lesser importance that can be easily solved.

The German-Austrian state needs to give no more regard to the
coinage and currency treaty between Austria and Hungary than it does to
the successor states that have been proclaimed on the territory of the old
Austrian monarchy. Hungary has for her own part voided the coinage and
currency treaty by violating, in total disregard of the privileges of the
Austro-Hungarian Bank, the status of the Bank’s subsidiaries located on
Hungarian territory, and by renouncing the legal-tender status of notes is-
sued by the Bank. Hungary, therefore, could not raise any claims against
German-Austria based on this treaty. To an even lesser degree could the
several successor states raise such claims, since they have done the same
as Hungary, only at an even earlier date.

A Policy of Sound Money

The importance of currency unification must not be overestimated. Little
would be gained if Germany and German-Austria were to become a
common-currency area in the future while this area then suffered the con-
sequences of a constantly inflationary paper currency. The positive effects
of having overcome the pernicious effects of monetary “particularism,”
and of having revived the policy which was so calamitously interrupted by
the war of 1866, will not be enjoyed by the entire German people unless
in matters of currency policy they will have taken a stance in favor of re-
nouncing any inflationary measures.
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1 [This article was originally delivered in German as a lecture at the Vienna Chamber of
Commerce in the autumn of 1919. It has not been previously published.—Ed.]

2 [In the face of large outflows of gold and foreign exchange from the Austrian central
bank during the First World War, the Austrian government established a Foreign Exchange
Agency on February 22, 1916, and a similar institution was put into place in the Hungar-
ian part of the Austro-Hungarian empire on February 24, 1916. All foreign exchange re-
ceived by exporters was to be sold to the central bank at the official rate of exchange. All
importers requiring foreign exchange for purchase of goods from abroad were to receive per-
mission and an allotment of foreign currencies from the Foreign Exchange Agency at the
fixed rate of exchange. The foreign-exchange control remained in place following the end
of the war in November 1918, and was not lifted officially until November 1920.—Ed.]

chapter 7

Foreign-Exchange Control
Must Be Abolished1

In the course of the current discussions, questions concerning foreign-
exchange policy have been repeatedly asked.2 As a matter of fact, it is quite
impossible to talk about a controlled economy and foreign trade without
at the same time discussing foreign-exchange policy. Thus, I shall be brief,
especially in view of the declaration made yesterday by the government
representative before a subcommittee of the constituent National Assem-
bly, that the government also has realized that the system of the foreign-
exchange control is untenable. The government is to change direction in
order to fight the unfavorable situation created as a result of the existing
rates of exchange.

From the information provided by the representatives of the govern-
ment, as well as from the remarks made by the spokesmen for the various
political parties following the debate, it is now the intention to limit fu-
ture activities of the Foreign Exchange Office to a single purpose, namely
to serve as an agency for obtaining the foreign exchange needed by the
state. If this plan is actually put into practice, then the present system of
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foreign-exchange control will be eliminated. The task assigned to the Ex-
change Office could just as easily be carried out by any bank, e.g., the
Postal Savings Bank, or by the Central Bank. To perform this task does not
require any special authority or any official interference by government
representatives in matters concerning foreign trade. The Foreign Exchange
Office will then simply be an institution that acquires foreign exchange
in the free market at market prices or, to be more precise, from those who
are willing to sell foreign currency.

What now constitutes the core function of the central Foreign Ex-
change Office, namely the compulsory surrender of foreign exchange from
commercial and industrial businesses, will be abolished. In order to main-
tain stable commercial-trading relations with foreign countries it is not
enough that decrees of such great importance as this one should techni-
cally remain part of the law, with circumstances dictating whether they
are to be enforced or not. At present, every businessman must obtain the
approval of the Foreign Exchange Office prior to concluding any foreign
business transaction. When making purchases from abroad, he has to ask
if the Exchange Office is willing to let him have the required foreign ex-
change, and whenever sales made abroad are concerned, he has to inquire
if the Exchange Office demands that he surrender the foreign exchange he
has earned or whether they will waive its claim against him.

The very obligation of having to approach the central Exchange Of-
fice prior to any business transaction means that, under present conditions,
it is not only more difficult to do business, it is practically impossible. As
things are now in the market place, offers must often be instantly made, ac-
cepted, or rejected. No foreign seller or buyer is willing to wait until a de-
cision is made by the Exchange Office, when as a government agency it
works at a considerably slower pace than is required in the world of busi-
ness. The losses suffered in our economy due to this situation—namely,
that many advantageous transactions could not be concluded because it
was impossible to obtain in time the necessary authorizations from the var-
ious government offices—are much more significant than one is inclined
to assume.

Modern-day commerce cannot be made to function on the basis of
every business transaction being dependent on the arbitrarily applicable
rules of government agencies. The businessman has to know what he may
or may not do. Therefore, it is not enough to formally retain the foreign ex-
change regulations on the books, but then merely try to eliminate the ob-
stacles they place in the way of doing business by acting in the manner
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that is so popular with us, i.e., to apply them more mildly. Commerce re-
quires a more solid and reliable legal basis; it does not want to depend on
the arbitrariness of officialdom. (Applause)

I shall only briefly touch on what happened yesterday in the subcom-
mittee of the National Assembly, since I assume from the vigorous ap-
plause that followed my last remark that all of you gentlemen completely
reject the policy of foreign-exchange regulations. However, I do want to
point out certain interrelated facts regarding our currency-policy problems
as well as others needing to be addressed right now. During today’s debate,
it was pointed out time and time again that for currency-policy reasons it
seems advisable to continue with the controlled economy, or at least to
keep in effect certain specific restrictions on the freedom of trade. It is ar-
gued that the controlled economy must be continued because, consider-
ing the unfavorable prices for foreign currency, it would be impossible to
buy goods from abroad. This is a misconception. Not even a controlled
economy can reduce the amounts of Austrian crowns we have to expend
when buying foreign goods. Equally incorrect is the idea that restrictions
on imported foreign goods will bring down the demand for foreign cur-
rency. Even without government intervention, the increase in the price
for foreign currency will reduce the demand for imported goods. The rise
in the price for foreign exchange limits imports and stimulates exports.

Furthermore, an allusion was made to the fact that foreign-exchange
transactions are not always in the hands of honest businessmen and that,
consequently, there would be undesirable effects from completely elimi-
nating the foreign-exchange decrees. It is true that there are elements ac-
tive in the currency market nowadays that should not be in it. But that the
business in foreign exchange actually has been taken over by these ele-
ments can be blamed on the foreign-exchange decree. Doing business in
foreign exchange was taken away from the banks and bankers and chan-
neled into the hands of people for whom prohibitions and fines only mean
they have to find a way around these inconveniences. The business in for-
eign exchange only can be rescued from such people by repealing the pro-
hibitions. The banks once more would be able to freely dedicate themselves
to the business of foreign exchange. (Applause)

It is in the public interest that the business in foreign exchange be re-
turned to the respectable hands of bankers and banking.

Defenders of the foreign-exchange regulations constantly point out
that it is necessary to keep certain goods off the domestic market. It needs
to be pointed out, as well, that the unfavorable situation with regard to
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foreign-exchange rates is not caused by an unfavorable balance of pay-
ments. It is caused by inflation. But even if one believes that certain types
of goods should be prevented from being imported, this can be done just
as easily by listing certain goods as being subject to import duties or sim-
ply prohibiting their importation.

The present state of affairs is almost intolerable. We practically have a
general ban on imports. If one wants to purchase goods from abroad, a
special permit has to be obtained from various government offices. For all
practical purposes, this makes any domestic commercial or industrial en-
terprise impossible. The industrialist who wants to purchase semifinished
products or machine parts for a few hundred marks has to demonstrate the
necessity for this purchase at the government offices. An importer has to
carry out a sizable number of manipulations—taking days, weeks, or even
longer—in order finally to obtain the needed goods after having overcome
indescribable difficulties. This state of affairs is unacceptable in a country
whose industry has maintained very close ties with old and new foreign
countries.

I believe, dear sirs, I can recommend that you accept the arguments
conveyed in this paper. (Lively applause)
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1 [This article originally appeared in German in two parts in the Neues Wiener Tagblatt,
Nos. 324 & 326 (November 27 & 29, 1919). Some modified passages in part two of this ar-
ticle were incorporated by Mises into “Vienna’s Political Relationship with the Provinces
in Light of Economics,” Chapter 9 of the present volume.—Ed]

chapter 8

Direct Taxation in
City and Country1

I

Before the war, the urban and commercial segments of the population shoul-
dered the main burden of taxation. The owners of landed estates contributed
comparatively little to the fiscal revenue. It is telling that, while revenue from
all other direct and indirect taxes has increased steeply for decades, only rev-
enue from the tax on rural buildings, the so-called building category tax, has
remained more or less stable and the revenue from the land tax has actually
declined. Only 7.25 percent of the aggregate gross income declared for in-
come taxation in 1913 was from land ownership, a share much smaller than
the proportion of agrarian to nonagrarian income. True, taxation on the basis
of land ownership was slightly increased during the war. But one must re-
member that inflation has reduced the amount of agrarian income taxes to
a small fraction of their original amount, unlike the primarily urban taxes
that are based on fixed rates. Given present exchange rates and prices, the
tax rates on land would have to be more than twenty times higher in order
to yield the same revenue as in 1913. The war surcharges have, in fact, not
even doubled the land tax. On average, those in the agricultural sector are
not any worse off than they were before the war. If they were in debt, infla-
tion has even made them better off. But their tax payments today, when in-
flation is taken into account, are significantly lower than in 1914. For even
the war tax affected them only in exceptional cases, and rural income-tax
liabilities have fallen far behind the nominal increase in land rents.
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Changes in the taxes from rent on land have moved in only one di-
rection. Technically, from the financial perspective, forests belonging to
the large estates have been hit with a special tax. The Office for Forestry
Management deprives the owners of wooded estates from keeping the total
price for timber that can be obtained under the given world-market con-
ditions. A substantial part of this accrues to the public entities. By permit-
ting an arbitrary administration by the civil servants, this type of taxation,
apart from it having a questionable constitutional foundation, militates
against the first and foremost principle of public finance: the determinacy
of any tax. Furthermore, it is exposed to the severe criticism that collect-
ing this tax involves disproportionately high costs. And that its sizable rev-
enues for the most part benefit neither the state nor even the federal
provinces but entities under no control whatsoever, which in turn use
them for various welfare purposes. The first objective of a somewhat more
reasonable financial policy would have to be the termination of such un-
tenable practices. The taxation of forests would have to be fully incorpo-
rated into the structure of the tax system in order for it to serve a useful
fiscal purpose. So far, however, all endeavors in this direction have been
rebuffed by the provinces and by the agricultural dictators.

It should at long last dawn on us that any stabilization of our public fi-
nances depends on including the large estates in the system of taxation.
Landed property in agriculture and forestry is the only natural resource in
our country, if we may disregard deposits of ore, magnesia, and some minor
minerals, in addition to the as-yet-untapped hydroelectric power. It is an
anomaly that, during the war, those in the agriculture sector could even
greatly expand their inherited privilege of paying much less in taxes.

Farmers complain that regulations governing sales force them to sell
a part of their produce to the economic authority set up by the govern-
ment at prices far below market prices and usually not even enough to
cover their costs of production. These complaints are not unjustified.

II

The first part of this article claimed that the complaints made by the agri-
cultural sector about irrational sales regulations are not unjustified. This
agrarian policy was as unsuccessful as all the other economic-policy mea-
sures that were implemented during the war. Instead of expanding agri-
cultural taxes in line with the rise in the prices of agricultural products,
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2 [In 1919 the local and provincial authorities used their powers to restrict and often
prevent the “export” of foods and other goods from their rural areas to the cities, including
Vienna. The imposing of fixed and artificially lower prices for agricultural output and the
imposition of forced requisition of agricultural goods resulted in a fierce resistance by the
farm communities. See David F. Strong, Austria (October 1918–March 1919: Transition
from Empire to Republic (New York: Octagon Books, [1939] 1974), pp. 193–94:

As the system of wartime emergency was continued, the vice of the wartime mea-
sures also carried over. The initiative in the organization of the Food Adminis-
tration in the early months of the Republic seems to have been taken by the self-
appointed and rather independent Provincial Administrations. Here there was
obviously developing a movement intended to retain what food they had rather
than permit it to be sent out of the Province for the relief of distant communities.
In general, this method worked to the satisfaction of the dweller in the less
densely populated rural regions, but the problem of supply, and with it the issue
of administrative authority, became acute in the larger urban areas. . . . In part as
the result of attempts made to force the rural districts to give up supplies for the
provisioning of Vienna, there grew up a feeling of rebellion, during this early pe-
riod, within the ranks of the agriculturalists. . . . The unpopular wartime policy of
rationing the population on the basis of the estimated food and fuel supply [was]
continued, and also the unpopular system of reduced prices at the source com-
bined with the inevitable requisitioning of supplies. This method proved unsat-
isfactory, for the producers merely continued the devious methods employed in
the war years to prevent the supplies from reaching the official channels for dis-
tribution. The opposition of the peasant producers to this system of distribution
stiffened more and more.

—Ed.]

landowners were compelled to make contributions in kind. The officers of
the general staff and other dilettantes who were responsible for this policy
were, of course, ignorant of all the reasons why the fiscal authority already
centuries ago abandoned payments in kind and instead adopted payment
of taxes in the form of money. They did not take into account that the in-
kind payment is calculated on the basis of the gross revenue from the land
and not its net profits. Neither does it tax the individual landowners uni-
formly, and the variability in this burden is also bound to generate a great
deal of resistance.2 Collecting in-kind contributions is, furthermore, ex-
tremely difficult and difficult to control, while over time the fiscal authority
has developed efficient and tested ways of forcibly collecting tax payments
in the form of money.

The outcome from this levy is very different depending on the regions
concerned. In some areas its yield is low, while in others it is made more
abundant due to the local balance of power. But it is precisely from these
latter regions that there flow the least amounts to the urban and commer-
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3 [Mises is referring to the vast black-market network that was a major source of food sup-
plies from the countryside to the cities, and especially to Vienna. See David F. Strong, Aus-
tria (October 1918–March 1919: Transition from Empire to Republic, pp. 196–97:

Food control was further complicated by extra-legal methods of distribution.
Schooled in his business during the later years of the War, the smuggler was prac-
tically unhampered in the early days of the Republic. In fact his position in the
economic life of the urban centers was recognized publicly, though by no means
officially condoned. . . . Smuggling was practiced widely and by four different
types of people. There were what might be called the purveyors, regular and ir-
regular; then the producers; and finally, the ultimate consumer. There was first
of all the professional smugglers who had well-established businesses with head-
quarters usually in hotels—rendezvous known to the authorities and gleefully
raided at intervals by the Volkswehr [the People’s Defense Force]. These profes-
sionals had their business contacts and regular clientele. They could offer pro-
visions, otherwise unobtainable, to the housewife able to pay the premium,
which was, needless to say, far above the official price at the government dis-
pensaries. “My smuggler” was a familiar household expression. Although cur-
rency may have been accepted at first, by the end of the year the smuggler
demanded “real value” in preference to an inflated currency. A gold watch
brought four sacks of potatoes. Fifty cigars, of a superior quality because pur-
chased before tobacco was rationed, brought four pounds of pork and ten pounds
of lard—a considerable amount in view of the fact that it was unobtainable
through the authorized channels. . . . In fact, the administration played directly
into the hands of the smuggler, for during official “meatless weeks” the well-to-
do housewife naturally patronized the smuggler. In these frequent periods, he
did a thriving business. . . . In the face of a serious food shortage, aggravated by the
sudden disruption in communications and transportation, the Department of
Food Supply strove to distribute available supplies equitably to all sections of the
population. The producer, however, found that he could obtain a better price
from smugglers or from the consumer directly, and consequently withheld his
goods. The prestige of the new administration suffered accordingly, since it was
neither willing to raise the retail price at the dispensaries to a level that could
compete with illicit transactions, nor was it possessed of sufficient police power
effectively to check either smuggling or hoarding.

—Ed.]

cial population centers. The fact that food is scarce in the cities only weeks
after the harvest sheds a telling light on this system.3

Under the circumstances, the compulsory contribution of agricultural
produce will sooner or later have to be repealed. It should be the task of a
targeted financial policy to combine this with a fundamental tax reform for
agricultural revenue.

While the fiscal burden of farmers has been lowered to a fraction of the
already low prewar level, fiscal policy during the war has downright ex-
ploited the urban population.

The circulating capital in the hands of commercial and industrial en-
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terprises is continuously being transformed back into money, and as such
is continuously channeled through ledger books in the form of money. As
the monetary inflation increases, the greater becomes that same amount
of capital when expressed in money terms. Since all accounting rests on
the tacit assumption that the value of money is unchanging, the increase
in that monetary sum appears as a profit on the balance sheet. As long as
the inflation continues, merchants who turn over their inventory several
times during the year make, in addition to the profit they would normally
earn, an additional nominal profit resulting from the increase in the mon-
etary value of their inventory. This is the foremost source of the so-called
war profits. They were not any real profits but to a great extent only changes
in their monetary expressions because of the inflation. Since the war cre-
ated advantages for certain individuals and for some entire industries, real
profits were also certainly made. In Austria, however, even these real war
profits, which taxation reduced to a minimum anyway, were actually fic-
titious; at the end of the war, the most important of the suppliers to the
armed forces were owed far more by the army than they had ever earned
during the war. Since these outstanding claims must pretty much be writ-
ten off as bad debt, an easy calculation reveals that real war profits in this
country were made only by a few members of the urban population.

A merchant who ran his business before the war with a capital of one
million crowns would today require 20 million crowns for the same vol-
ume of business, taking no account of commodity price increases. If this
merchant today had a capital of 20 million, he would not be any richer
than he was before the war. The government’s tax policy, which in relation
to the urban population has always taken the position that a crown is equal
to a crown, has tried and succeeded to a large extent in taxing away any
amount exceeding one million crowns. Tax policy did not treat the busi-
ness sector’s fixed capital very differently. Machines and other factory
equipment need to be replaced after a certain period of time. But at the
present time, such replacement requires far more financial capital than
before the war. Businesses are hardly able to make these replacement in-
vestments because the necessary funds have been taken away through the
taxation of wartime profits. If the government had treated the agricultural
sector in the same manner that the industrial and merchant sectors are
being treated, then the state would have to take away 15 to 18 hectares of
the farmer’s land from the 20 hectares he owned in 1914.

Serious flaws have been made in our fiscal policy because of the mis-
understanding of the true nature of these much-discussed war profits of
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industry and commerce. It has acquired political importance because of
the way in which these apparent profits have been used in political agita-
tion. Mistakes are constantly made in the assessment of our economic sit-
uation because of the flawed view on this issue. The fact is ignored that our
industrial and commercial sectors will have to overcome difficulties of the
highest magnitude in order to survive. One must realize that, in the years
to come, taxation of industrial and commercial businesses will hardly yield
any significant fiscal revenue. During the war and in the first postwar year,
the government has lived by confiscating through taxation the lion’s share
of industrial and commercial capital and using these funds for consump-
tion. It is clear that this cannot continue.

Our urban population can only prosper through commerce and in-
dustrial activity directed toward export. Today, both commerce and in-
dustry rely on the availability of ample foreign financial means, since the
capital of our own entrepreneurs has been reduced to a fraction of its pre-
war value. But foreign capital will only come here if it can be put to a
more profitable use than abroad. This requires that our tax policy be en-
tirely placed on a totally different foundation.

01/Mises Vol. 2/Part Ib.p  7/20/02  12:58 PM  Page 96



� 97

1 [This article was delivered in German as a lecture at the 258th Plenary Assembly of the
Association of Austrian Economists on December 2, 1919. It was published in the Jahrbuch
der Gesellschaft Österreichischer Volkswirte (1920).—Ed.]

2 [“Lower Austria” refers to the eastern province of Austria surrounding Vienna.—Ed.]

3 [See Chapter 4, “The Austrian Currency Problem Prior to the Peace Conference,” foot-
note 3.—Ed.

4 [“Upper Austria” refers to the province west of Lower Austria that borders on Bavaria,
with the city of Linz as its capital.—Ed.]

chapter 9

Vienna’s Political Relationship with
the Provinces in Light of Economics1

The German-Austrian State, or Austria as we are now asked to call it, leads
only an illusory existence. The power of the state’s institutions, headquar-
tered in Vienna, barely extends to the borders of Lower Austria.2 In the
rest of the provinces the laws are observed only when and as far as they co-
incide with the wishes of the provinces. In Vorarlberg, Tyrol, and Salzburg,
people talk quite openly about joining Switzerland or Bavaria, and if at
present these provinces still remain within the federation of our state this
circumstance is attributable solely to the fact that the Entente wishes that
our state be kept to its present size.3 It was only a short while ago that Upper
Austria declared its sovereignty. The state authorities have not implicitly
recognized the sovereignty of the province of Upper Austria; only when
Upper Austria was faced with a conflict due to the decisiveness of the state
authorities did it accept a compromise and abandon the road it had initially
chosen.4 Each of the provinces is trying to independently open talks with
foreign countries. Their policies constantly thwart the goals of the gov-
ernment in Vienna. In light of this state of affairs, it requires all of the in-
destructible Austrian optimism still to speak of a State of Austria. Let us not
fool ourselves. Except for Lower Austria, very few of the provinces have
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5 [See Malcolm Bullock, Austria, 1918–1938: A Study in Failure (London: Macmillan
Co., 1939), p. 21: “The hostility between town and country had sharpened during the war,
and there was a great provincial feeling against Vienna. The provinces formed their own
Governments as soon as the Republic was proclaimed, and Vienna was surrounded by a
circle of unfriendly provinces as well as by the Allied blockade. An Austrian citizen now
needed a passport in order to go from one province to another. Lower Austria and Vienna
remained an administrative unit till 1920 and it was not until 1921 that Austria assumed the
appearance of a single State.”—Ed.]

6 [In October 1919, the coalition Austrian government commissioned the respected con-
stitutional lawyer, Hans Kelsen (who had been Mises’s fellow student and friend in the
Akademisches Gymnasium in Vienna when they were teenagers in the 1890s), to prepare
a new constitution for the Republic of Austria. This new constitution was promulgated a
year later on October 5, 1920. It established a democratic form of government and a fed-
eral structure with a variety of powers divided between the central government, the
provinces, and the city of Vienna. For a detailed, critical exposition of the Austrian consti-
tutional order in the period between the two world wars, see Mary MacDonald, The Re-
public of Austria, 1918–1934: A Study in the Failure of Democratic Government (Oxford:
Oxford University Press, 1946).—Ed.]

7 [The Ausgleich (or Compromise) of 1867 reorganized the Austrian empire into the dual
monarchy of Austria-Hungary. Under the new constitutional arrangement, Austria and
Hungary were independent administrative units for all domestic affairs, with foreign af-
fairs, defense, a customs union, and a joint administrative budget coming under a unified
political structure for the empire as a whole. The emperor ruled over the combined monar-
chy, with the term “Imperial and Royal” (Kaiserlich und Königlich) applied to the branches
of the bureaucracy that were responsible to the administration of the joint ministries. The
Austrian portion of the empire was divided into “Crownlands,” with each possessing a high
degree of territorial autonomy but with a layer of administrative bureaucracy just above
the local authorities that was appointed by and responsible to the emperor.—Ed.]

any desire to be a part of this state.5 But the final result from inhabitants
rejecting the states in which they reside is something we have already ex-
perienced quite recently with the disintegration of the old monarchy.

Being faced with this problem, our statesmen do not know what to do.
They try to get rid of the difficulties of the political situation through con-
stitutional procedures. But writing or copying a beautiful national consti-
tution does not resolve the political problem;6 this also is a lesson that we
can learn from the history of the old Austria.7

When viewed solely from the perspective of the relationship between
the state and the provinces, matters can be looked at in the following way.
Legally, the old Austria was a political association consisting of a number
of Crownlands. A firm cohesiveness for this association was provided solely
by the governmental administration and was ruled by the Crownlands’ bu-
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8 [See Carlile A. Macartney, The Social Revolution in Austria (Cambridge: Cambridge
University Press, 1926), pp. 94–95:

When the unifying power of the Habsburgs was gone, every man felt himself a
citizen of his province: a Styrian, a Carinthian, or a Viennese. Pending the pass-
ing of a new Constitution, the provinces were indeed practically and to a large
extent legally independent of one another. A hurried provisional law transferred
the powers of the old Imperial governors to provincial Diets, with democratic
councils as executive organs and elected Presidents and Vice-Presidents at their
heads. Even before this law was passed, several provinces had already formed for
themselves provincial Governments which had indeed often to act with sovereign
and summary powers: to preserve the food supply of their constituents, to save
their homes from the plunderings of the returning army, in some cases even to
defend their frontiers against foreign aggression. . . . Economically, the Alpine
provinces were far more independent of Vienna than were Bohemia or Moravia;
and even from the national point of view, there was little community between the
essentially parochial Germans of the Alpine valleys and the no less essentially
“Weltburger” of the capital. On the other side, there was the antagonism be-
tween the agricultural and industrial classes, which the privations of wartime
had fanned into a lively hate; between the socialism of the factory hand and the
obstinate individualism of the peasant proprietor; between the freethinking of
the city and the clericalism of the province. . . . It was not surprising that the
provinces, which the new laws had delivered over to the control of the peasants
and their traditional rulers, showed an energy and ingenuity in turning their backs
on Vienna. . . . Vorarlberg held a plebiscite and voted for union with Switzerland;
the Tirol with Germany. Both Tirol and Styria were known to have worked out
plans in every detail for cutting loose altogether from Austria if occasion
arose. . . . Every province, even every parish, enclosed itself in a watertight com-
partment of restrictions, designed to jealously guard the all-important food sup-
ply. An Austrian needed a passport and a visa to travel from one province to
another of his own country. On the journey his pockets were searched exhaus-
tively, not for cocaine or diamonds, but for flour and potatoes.

—Ed.]

reaucratic apparatus. During the very first hours of the revolution the
state’s institutional structure was broken up when the governing bodies of
the provincial offices, together with its entire subordinate executive orga-
nizations, were surrendered to the local, autonomous administrations. This
step now must be somehow undone. But this cannot be accomplished
openly. The provinces’ aversion for any such action is too great. They still
associate Vienna with the image of the centralized bureaucracy of the old
political authority; consequently, it must be done covertly.8 This is pre-
cisely the role of constitutional and administrative reform.

The only thing that can be said here with any certainty is that the rev-
olution broke up the old state structure and replaced it with anarchy. Or
described more correctly, it replaced the coexistence of various governing
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9 [See Chapter 5, “On the Actions to Be Taken in the Face of Progressive Currency De-
preciation,” footnote 10.—Ed.]

bodies. But that is the nature of all revolutions. It is what differentiates a
revolution from a putsch and a palace revolution, both of which leave the
old governing apparatus intact and only transfer the leadership to other
individuals. It was unavoidable that our revolution would abolish the ex-
isting administrative dichotomy. The elimination of that unsustainable sys-
tem of a dual administration only could be initiated by first placing the
government and local autonomous bodies under one authority. It is obvi-
ous, of course, that in a democratic state this could not have meant for the
local autonomous administration to be surrendered to the bureaucracy.
The peculiarity of our circumstance is not that the revolution initially re-
sulted in disorder, but rather that it was not undertaken to build a new gov-
ernmental order upon the ruins of the old one.

If one asks for the reason behind this striking phenomenon, the answer
is that the provinces just did not want to have anything to do with Vienna.
Farmers and lower middle class villagers and the people in rural towns did
not subscribe to the socialism supported by the working population in the
cities. That is undoubtedly true. But in fact the interconnection between
these matters is not as simple as is usually assumed. Even if there is no
love lost between the Social Democrats in the cities and the farmers, in
principle the farmers are not at all opposed to the socialization of big in-
dustry. Furthermore, the farmers and lower middle class people are not
the only ones who have no use for Vienna. This also applies to the civil ser-
vants, the employees in the private sector, and the workers in the provin-
cial capitals, all of whom constitute a segment of the population whose
social radicalism is hard to surpass. It is necessary for a more in-depth in-
vestigation into the relationship between Vienna and the provinces to dis-
cover the root of the feud that threatens to wreck this state.

The German Alpine provinces are not well endowed by nature. They
do not offer any especially favorable conditions for agriculture. Their only
riches are their hydroelectric water resources, whose development was im-
peded over the decades by the étatism9 of the state and the provinces. Con-
sequently, they played a rather minor role in the economic system of old
Austria. They contributed little, but received much. And all the gifts they
received under the old regime fell into their laps without their having to
make much of an effort. They did not have to undertake any particular
fight in order to obtain high protective customs duties for their agricul-
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10 [The Sudetenland was the western part of Bohemia bordering on Germany and Lower
Austria in the old Austro-Hungarian Empire. It was incorporated into the new state of
Czechoslovakia at the end of the First World War, in spite of its large German-speaking
population that had wanted to be part of the new Austrian Republic.—Ed.]

11 [“Poland” refers to that portion of the Austrian Crownlands known as Galicia, the east-
ernmost area of the Imperial Austrian domains under the old Austro-Hungarian Empire.
It included the city of Lemberg (now Lvov), the birthplace of Ludwig von Mises. Galicia
was incorporated into the reborn nation of Poland after the First World War. The eastern
half, including Lemberg, was annexed by the Soviet Union during the Second World War,
and it is now part of independent Ukraine.—Ed.]

12 [“Neustadt” refers to the region around the city of Wiener Neustadt, approximately
sixty miles south of Vienna.—Ed.]

tural products as well as an import ban on cattle and meat—both of which
were very lucrative for them. That battle was already being fought for them
by the Hungarian landowners, and—insofar as Austrian support was still
needed—by the landowners in the Sudetenland10 and Poland.11

On the other hand, the Alpine provinces were incredibly favored when
it came to taxes. Due to the pressures being exerted by the Czech and Pol-
ish landowners, the state tried to shift the major portion of the tax burden
on to Vienna’s German industry, the area around Neustadt,12 and the
Sudetenlanders. The rural property taxes—the residential and land taxes
—were low. The tax levied on income (earned on capital) impacted the
Alpine provinces only to a relatively low degree; the income tax assess-
ment also was not implemented as strictly as in Vienna and, correspond-
ingly, inheritance tax assessments were more moderate as well. Under the
circumstances, the tax on income from rental housing and the tax on cap-
ital earnings hardly applied at all to the Alpine provinces. The farmers’
distilleries enjoyed great benefits from indirect taxation, and the law also
provided relief for smaller Alpine breweries. All this benefited the Alpine
provinces without any particular effort on their part. However, during the
last years of this struggle, they did provide the leader, the parliamentary
deputy, Steinwender. But the people who secured the victory were the
Czechs, Poles, Ukrainians, and Slovenians, who were ever ready to shift all
state expenses onto the shoulders of the German cities.

This system was developed to its maximum under the fiscal policy that
followed during the war. Taxation on farming was increased very little.
While the prices for farm products increased twenty, thirty, forty times,
and sometimes even up to one hundred times what they were during
peacetime, the tax on land was not even doubled. The taxation during the
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13 [The phrase “a crown is a crown” had its origin in an executive order (Verordnung)
signed on March 25, 1919, by Joseph A. Schumpeter, then the Austrian Minister of Fi-
nance, and issued the following day as “1919 No. 61.” It stated that the only legal tender
was bank notes originally issued by the Austro-Hungarian Bank that had been “officially
stamped with a ‘guillodierte’ frame containing in red color the word Deutschösterreich
(German-Austria). . . . The notes marked for circulation in Deutschösterreich . . . are sole
legal tender which must be accepted for all payments denominated in crowns. . . . They
must be accepted to their full nominal value by everybody, as well as by all public author-
ities.” This meant that the settlement of all debts were payable in the nominal amounts at
which they were originally contracted, in spite of the dramatic depreciation of the crown
due to the wartime and postwar inflation in Austria. Thus creditors would receive payment
in basically valueless paper money. In 1924, this became the basis of a court case in which
the judgement came down that the executive order of 1919 was valid and to be upheld. See

war hardly affected the farmer and, for a long time, the income tax paid by
the landowners did not keep up with the increase in the rental price on
land. In general, today’s farmer is not much poorer than he was in 1914;
if he had been in debt before the war, then he even made a profit during
the war. Taking into account today’s monetary inflation, he presently pays
much less in taxes than he did before the war. If, then, the tax burden on
the farmers had been lowered to a fraction of their already low prewar tax
level, the city population was practically squeezed dry by the wartime fis-
cal policy.

The circulating capital in the hands of commercial and industrial en-
terprises is continuously being transformed back into money, and as such
is continuously channeled through the ledger books in the form of money.
As the monetary inflation increases, the greater becomes that same amount
of capital when expressed in money terms. Since all accounting rests on
the tacit assumption that the value of money is unchanging, the increase
in that monetary sum appears as profit on the balance sheet. As long as
the monetary inflation continues, the merchants who turn over their in-
ventory several times during the year make, in addition to the profit they
would normally earn, an additional nominal profit resulting from the in-
crease in the monetary value of their inventory. If prior to the war [a mer-
chant] operated his business with a capital of one million crowns, then at
present (leaving completely aside the increase in commodity prices) he
will require at least 25 million crowns in order to operate his business at
the same volume as before. If today he has 25 million crowns, he would
not be any richer than he was before the war. The government’s fiscal pol-
icy, which in relation to the urban population has taken the position that
a crown will always be equal to a crown, has now tried and succeeded to
a large extent in taxing away any amount exceeding one million crowns.13
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Wolfgang F. Stolper, Joseph Alois Schumpeter: The Public Life of a Private Man (Princeton,
N.J.: Princeton University Press, 1994), pp. 224–27. Friedrich A. Hayek has commented
in “The Denationalization of Money: An Analysis of the Theory and Practice of Concur-
rent Currencies,” [1978] in Stephen Kresge, ed., The Collected Works of F. A. Hayek, Vol.
6: Good Money, Part II, The Standard (Chicago: University of Chicago Press, 1999), p. 148
n. 34: “In Austria in 1922 the name ‘Schumpeter’ had become almost a curse word among
ordinary people, referring to the principle that ‘Krone is Krone’, because the economist
J. A. Schumpeter, during his short tenure as Minister of Finance, had put his name to an
order of council, merely spelling out what was undoubtedly valid law, namely that debts
incurred in crowns when they had a higher value could be repaid in depreciated crowns,
ultimately worth only a 15,000th part of their original value.”—Ed.]

Tax policy did not treat the business sector’s fixed capital very differently.
Machinery and other factory equipment need to be replaced after a cer-
tain period of time. But at the present time, such replacement requires far
more financial capital than before the war. Businesses are hardly able to
make these replacement investments because the necessary funds have
been taken away through the taxation of wartime profits. If the govern-
ment had treated the agricultural sector in the same manner that the in-
dustrial and business sectors are being treated, then the state would have
to take away 15 to 20 hectares of the farmer’s land from the 25 he owned
before the war.

Thus, the result from the fiscal policy followed during the war is that
primarily the agrarian provinces received tax relief, while on the other
hand the greater part of all liquid capital was seized by the state, trans-
formed into consumer goods, and used for nonproductive purposes during
the war. If we look at the fiscal policy of the past twenty years, and partic-
ularly since 1914, we have to conclude that it is the city population, and
not the provinces, that has reasons to complain. But here we encounter a
phenomenon that is extremely important for shedding light on the rela-
tionship of the city to the agrarian population, i.e., of the city of Vienna and
Lower Austria to the provinces. The city population has become so biased
in favor of the “natural economy,” mercantilist and petty bourgeois ideas
that it does not even realize when it is being discriminated against in favor
of the agrarian population. Not only does it fail to complain that it is being
discriminated against, it even thinks that this fiscal policy is not sweeping
enough. This very city population rashly demands the total taxing away of
war profits. In light of the depreciation of our national currency, taxing
away war profits signifies that owners of liquid capital, i.e., capital that is
recorded in the books of businesses or represented in the form of securi-
ties, will be divested through taxation of their financial means for invest-
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ment, considering that they are no richer now than they were in 1914 in
terms of an imaginary crown of stable value.

But it does not occur to anybody to apply the same principle to agrar-
ian property. The city dweller finds it completely reasonable that a differ-
ent yardstick is used, one that favors agrarian property when determining
the amount of property taxes. The city’s working population is so much
under the spell of the ideas of the class struggle and irreconcilable differ-
ences of interest between the entrepreneur and the worker, that they do not
realize that due to this fiscal policy the basis of their very existence is being
reduced through the erosion of liquid capital. The difficulties with which
our industry has to struggle nowadays are primarily due to the fact that be-
cause of the lack of capital they cannot successfully compete against for-
eign industry. The level of real wages in our country will have to be kept
below that of the foreign worker until, as a result of many years of hard
work and economizing, we will again be financially sound and thus more
competitive.

That the urban population does not realize that they are being dis-
criminated against in favor of the agrarian population is of great psycho-
logical importance. If the negative effect of this fiscal policy on municipal
interests were commonly understood, the conclusion drawn would be that
it is Vienna that has a motive for insisting on being separated from the
provinces. At least the burden caused by Vienna’s fiscal policy should be
used as a bargaining chip for obtaining possible concessions that the
provinces would not otherwise have to make to the city of Vienna. But as
it stands now, the most important advantage that the municipalities of the
state can give to the provinces is given away without anything being re-
ceived in return.

There was no reason whatsoever for the farmers to be discontented
with the wartime fiscal policy. Therefore, their complaints are not directed
against the fiscal policy followed during the war, but against the wartime
commercial and agrarian policy that obligated them to render extensive
services to the state under the taxation and requisitioning system. This
agrarian policy was as unsuccessful as all the other economic policy mea-
sures that were implemented during the war. Instead of expanding agri-
cultural taxes in line with the rise in the prices for agricultural products,
it was preferred to have the landowners make payments in agricultural pro-
duce for which a relatively low compensation was paid. This represented
the easiest way out for the mercantilist reasoning of the officers of the gen-
eral staff and other dilettantes who were responsible for this policy. They
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14 [This refers to Karl Renner (1870–1950), a leading Austrian socialist who headed two
coalition governments of the new Austrian Republic between November 1918 and the
summer of 1920. In April 1945, he formed a provisional government that proclaimed the
reestablishment of Austria as a democratic republic; in November of that year, he was
elected president of Austria, a position he held until his death.—Ed.]

were oblivious to the reasons that for hundreds of years has made the fis-
cal authority prefer payments in money rather than payments in kind.
They did not take into account that the in-kind payment is calculated on
the basis of the gross revenue from the land and not its net profit. Neither
does it tax the individual landowners uniformly, and the variability in this
burden is bound to generate a great deal of resistance. They brought the
indignation of the rural population to a boiling point when they used mil-
itary requisition detachments for collecting the in-kind payments that were
owed, instead of having civil servants from the administrative body or the
courts do the job. The farmers of the Alpine provinces sent their sons will-
ingly into that hopeless war from which many were never to return. But
their loyalty to the emperor quickly made an about-face the moment the
military commercial inspectors for the district began the forced collection
of the imposed quotas. In the struggle between the brute force of the mil-
itary and the cunning of the peasantry, the latter won. The collection re-
sults worsened from day to day.

The Republic intensified even further the Imperial economic policy.
It expanded the state-socialist and mercantilist tendencies that are found
in militarism. In this respect the system does not appear to be at cross-
purposes with the imperialist policy, but is its completion and culmina-
tion. More than ever, the imperialist and mercantilist theory of an eco-
nomic territory and self-sufficiency seemed to permeate all economic
thinking after its most prominent and literary leader became the head of
state.14

City residents have to live on what they make through commerce and
trade. This is already reflected in the very concept and nature of the city.
The manufacturer who does not produce any raw materials and foodstuffs
can obtain the raw materials he processes and the foodstuffs he consumes
only by purchasing them from other producers. But if that is the case, then
it does not matter if he purchases them domestically or from abroad. It is
certainly a disadvantage if an industry is located far from the areas in which
raw materials are produced, especially if these materials are bulky or of
little value, but it does not really matter if they are on the other side of a
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political border. Only the intervention of foreign-trade policies makes this
fact important. Tariff wars and other commercial chicanery only ensue
when such an interventionist trade policy is introduced.

If we, the Viennese, want to eat, then we must do business and pro-
duce and sell commercial products, so that we can use the profits to pro-
cure what we are not able to produce ourselves, namely raw materials and
foodstuffs. The notion that one ought to produce foodstuffs and raw ma-
terials domestically, and that one ought to have control over the areas in
which they are produced, is an imperialist notion that is not at all in ac-
cordance with the conditions of differentiated production in the world
economy. A Viennese does not have the right to call the ore mines “his
own” or to lay title to the African gold mines; he must buy the Austrian
farmer’s grain just the same as he has to buy the coffee harvested by a
Brazilian. A state is not rendered unfit to live because its territory lacks
some raw materials.

Our public’s opinion and our ideas about economic policy regarding
raw-material supplies are completely untenable. We demand from our
farmer that he supply us with foodstuffs at a price that is far below the price
quoted on the world market, and we demand from foreign countries that
they make us a present of their foodstuffs and raw materials. All our en-
deavors are directed towards bringing down even farther the already un-
naturally low domestic prices, instead of finding ways our low incomes can
be increased by providing work. Our municipal-supply policy tries to con-
tribute something to alleviate the lack of foodstuffs by fostering garden al-
lotments for planting vegetables and by issuing permits for cultivation in
public parks and gardens. But a city can never live on the potatoes and
vegetables that are planted in such places at a high cost. The granaries of
the city of Vienna are not the construction sites that are planted with cab-
bage; they are the workshops of the Viennese industry making finished
goods, with whose products we would be able to buy foodstuffs on the
world market. To keep ourselves supplied we need to look after how well
the city’s commerce and industry are doing; what is raised on the farms is
not decisive in this regard.

We subscribe to the delusion that we can keep the domestic price level
below the price level of the world market through public rationing of sup-
ply. It is the state that pays the difference between the world-market price
and the domestic price, and it obtains the means for doing so by going
into debt and by printing money. That is the essence of our much vaunted
supply policy.
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15 [Mises in his later writings referred to Zwangswirtschaft as the German pattern of eco-
nomic planning, in Planned Chaos (Irvington-on-Hudson, N.Y.: Foundation for Economic
Education, 1947), pp. 19–20; reprinted in Socialism (Indianapolis: Liberty Fund, [1951]
1981), p. 485: “The German or Zwangswirtschaft system . . . seemingly and nominally,
maintains private ownership of the means of production, entrepreneurship, and market
exchange. So-called entrepreneurs do the buying and selling, pay the workers, contract
debts and pay interest and amortization. But they are no longer entrepreneurs. . . . The gov-

Our ideas about supplying our cities do not correspond to the reality
of a city whose working population is made up of entrepreneurs and work-
ers, but reflects the notion of an idle city proletariat that wants to live off
the fruits of the farmer’s diligence. Some politicians think that the supply
situation is similar to what those in power in ancient Rome tried to give to
the populace: bread and circuses. But to set up a National Food and Agri-
cultural Ministry and a National Film Department does not solve the prob-
lem. The essential element is missing that made the policy of the Romans
possible: the legions that dominated the world. An imperialist policy is un-
derstandable if it is backed by impressive military might. A militarist pol-
icy without a powerful army looks ridiculous.

As long as we intend to somehow obtain the foodstuffs we need with-
out paying for them in full, it follows that we can call only upon areas in
which we can apply political power. But as soon as we decide that we in-
tend to work to pay for the things we need, that we want to purchase and
not seize or requisition, then it does not matter if we have to obtain the
goods domestically or from abroad. What we need in the way of foodstuffs
we have to pay for with the goods we have produced. And when we buy less
domestically and more from abroad, it follows that we will be exporting
more and selling less to the farmers at home.

In the present situation we take in very little. Very little is obtained do-
mestically because we do not have the power to force the farmers to de-
liver, and little comes in from abroad because we lack the means to pay for
what we want.

The general opinion tends to be that only the farming sector in the
provinces is opposed to Vienna and the unified Austrian state, and that the
civil servants, employees, and workers favor centralism. But when one takes
a good look, it turns out that this opinion does not correspond at all to the
facts. It is true that employees in the public and private sector—in short,
those broad sections of the population that now simply call themselves
consumers—do want a continuation of a Zwangswirtschaft (controlled
economy).15 But this is not at all in the sense of a desire for centralism.
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ernment tells these seeming entrepreneurs what and how to produce, at what prices and
from whom to buy, at what prices and to whom to sell. The government decrees at what
wages laborers should work and to whom and under what terms the capitalists should en-
trust their funds. Market exchange is a sham.”—Ed.]

They are in favor of keeping the ties that link the provinces to Vienna and
Lower Austria, because—due to their few numbers—they are too weak to
ensure the continuation of the controlled economy without the help of
Vienna and Lower Austria. Especially the workers in the provinces who
are Social Democrats know that without the assistance of the party mem-
bers in Lower Austria they would hardly be in a position to maintain their
present political clout.

However, they are very much opposed to any benefit that the city of
Vienna might obtain from the controlled economy in the provinces. They
oppose grain from the provinces being sent to Vienna. After all, they were
the ones—contrary to the wishes of the farmers who would have liked very
much to send their products to the Viennese market—who put the con-
ditions on the export of foodstuffs from the provinces to Vienna, condi-
tions that practically amount to an export ban. When the Viennese make
common cause with these non-farm sectors in the provinces concerning
the question of continuing the controlled economy, they are supporting
keeping in place artificially lower foodstuff prices in the provinces. This
means that the food supply flowing from the provinces to Vienna will con-
tinue to be artificially hampered. In short, they support a policy that re-
sults in their own starvation. They even support the internal hunger
blockade, i.e., the economic war that the provinces wage against them.

The interests of Vienna’s population and the population of the in-
dustrial cities of Lower Austria are severely damaged by the policy that is
being pursued by the towns of Graz, Linz, Salzburg, etc. But the popula-
tion of our city is so much under the sway of autarkic ideas that it does not
perceive the conflict that exists between their interests and those of the
provinces. But even where they clearly do discern it, because even the
simplest person is able to see the conflict, the population turns to mis-
taken countermeasures due to their mercantilist way of thinking. It may be
debatable whether the summer resorts and spas are acting wisely when
they curtail the length of time the Viennese may stay there. But it is def-
initely a mistake when the city of Vienna retaliates by restricting entry into
Vienna. A city whose livelihood depends on commerce and selling in-
dustrial products has to rely on visits by people from elsewhere; it must
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16 [Styria was the province southwest of Vienna and Lower Austria containing the city of
Graz.—Ed.]

desire and foster such visiting and not restrict it under any circumstances.
The notion that visitors from Graz, Budapest, and Laibach eat up some of
our food supplies is completely without foundation. On the contrary, the
food that is available for our consumption is brought in solely because we
are visited by people who do business with us here in the city. It is village
politics of the worst kind that we are pursuing and not by any means the
policy of a great city.

It is also a well-known fact that the attempts at nationalization also
have created a conflict of interests between the state and the provinces
that threatens to endanger the former. But there are misconceived opinions
circulating regarding the root and the essential nature of this conflict of in-
terests. It is said that the provinces are influenced by the interests of the
farm-owning peasants and, therefore, view nationalization differently than
does the proletariat in the city. But in reality it has to be admitted that, in
principle, there is no difference between these two groups concerning their
views about the question of nationalization. The farmers know very well
that at present it is out of the question that farm property will be national-
ized, and they are not fearful that nationalization might include their own
land. On the contrary, they hope that nationalization may result in the
breaking up of the large landed estates or, at the very least, that it would
expand their own woodlands.

But precisely the fact that the majority of the population is in favor of
nationalization is a threat to the unity of the state. The idea behind those
who favor nationalization is, of course, that they want to increase their own
income through the distribution of the profits of the enterprises that are to
be nationalized. But the greater the number of people participating in this
distribution, the lower will be the per-capita dividend. Thus, it is quite un-
derstandable that when there is talk about the nationalization of the Alpine
Mountain Company or the Veit Magnesite Plant, the Styrians16 advocate
that the nationalization be effected by the province, so that strangers would
be excluded from sharing the dividends. The provinces present a common
front as long as it is about taking nationalization out of the state’s hands 
and turning it over to the provinces. But as soon as this fight ends in favor
of the provinces, the inhabitants of the various political districts where the
enterprises to be nationalized are located will enter the picture and de-
mand that the nationalization be decided in favor of the district; then the
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municipalities will come in and will want to undertake the nationaliza-
tion themselves. And even before matters have gone this far, the workers
of these enterprises will also appear on the scene, and they cannot imag-
ine nationalization other than with themselves as the masters and sole
beneficiaries of the enterprises. It shows that the notion of nationalization,
when looked at in conjunction with the idea of an economic territory, will
rapidly lead to syndicalism and the dissolution of all higher political
associations.

There is another conflict between industry and the rural population.
The nationalization problem in an exporting nation is exclusively an
export-industry problem, especially when the national territory is so small
and the inhabitants are so few that no industry can financially make do
with only the domestic market. German-Austria is too small a market for
any medium-sized factory to be able to generate sufficient revenues within
its area, particularly in view of the specialization that is needed nowadays.
This has been thoroughly misunderstood with regard to the nationalization
projects that have been formulated up to now. In fact, nationalization in
this country has not foundered because its opponents fought it, but be-
cause its most fervent supporters were not able to formulate the idea of an
export business on a socialist basis. The socialists are at a loss when faced
with the real problem of Austrian industry, i.e., to produce industrial goods
that are to be sold in foreign markets. All they know is to nationalize pro-
duction for the domestic market. This, however, signifies a constraint for
the purchasers. If the shoe industry is placed on a socialist basis, this means
that the rural consumer has to buy shoes from this particular enterprise,
and this will produce a stormy opposition in the farm sector. Just as the
farmer subscribes to the idea of free enterprise when selling his own prod-
ucts, he will also apply it when he is the buyer.

We all know that the theory of an economic territory teaches that the
economic policy of the state binds together its various parts, so that possi-
ble centrifugal tendencies cannot take place. But the contrary point needs
to be made, that economic interventions create conflicts of interest that
threaten to break up the unity of the nation. Looked at from the purely
economic point of view, the only valid aspect of the theory of an economic
territory is the advantage if production and commerce are hampered as
little as possible. The demand will be for free trade, and not at all a demand
for a large protectionist customs area. If the theory of an economic terri-
tory paints a pretty picture of the benefits from large economic territories,
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17 [Silesia was an area of Germany southeast of Berlin bordering on the Czech regions of
Bohemia and Moravia. It was incorporated into Poland after the Second World War.—
Ed.]

18 [Passau is an Austrian town on the German border northwest of the city of Linz.—Ed.]

it forgets to mention that what constitutes the largest economic territory is
the entire populated part of the earth.

The defenders of the existing politico-economic system usually cite
the Entente’s prohibition on our Anschluss with Germany as the cause 
for the failure of their policy. They say that a nation without coal and food
is preposterous; that a metropolis that contains one-third of the coun-
try’s total population is not viable; and that after the fall of the Austro-
Hungarian monarchy, there was left only one way to rescue Vienna,
namely unification with Germany.

Furthermore, they say that the entry of German-Austria into the Ger-
man Reich is a political matter of the utmost importance for the entire
German nation. Only the union with Germany would really demonstrate
that the period of Prussian autocracy in German history had finally come
to an end. This would be the crowning piece in rebuilding the national
German state and, therefore, the starting point for a calm and peaceable
development of the situation in Germany.

The demand for a unified German state is a political and moral ne-
cessity, but not even the supporters of the theory of an economic territory
can say that it is an economic necessity. Even in the context of the theory
of an economic territory it cannot be argued that the German and Aus-
trian economies would be mutually complementary. If we are short of
food, the Germans in the Reich are not exactly well supplied with it either,
nor can they supply us with the raw materials for which we are so urgently
in need. Even today, nothing prevents us from supplying to the Germans
in the Reich everything that we have and that they need, and to purchase
everything from them that they can supply. As a matter of fact, the greater
part of our coal and industrial-goods imports is of German origin. The fact
that the Czechs can stop the coal trains that come from Silesia17 would
not be changed by any unification. Today we are also at liberty to buy coal
from Germany, shipped via Passau,18 and, as we found out again only a
few days ago, the Germans of the Reich are willing to help us out with
foodstuffs, in spite of the fact that unification has fallen through.

From the economic perspective, the idea of unification is actually
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19 [The “successor states” were the new or enlarged countries carved and created out of
the old Austro-Hungarian empire following the First World War. They were a new Czecho-
slovakia and Yugoslavia, an independent Hungary, a reconstituted Poland, an enlarged Ro-
mania, and the new, smaller Austrian Republic.—Ed.]

20 [Trieste and Fiume are port cities on the Adriatic Sea that had been part of the Austro-
Hungarian empire. At the end of the First World War, Italy annexed them. After the Second
World War, the city of Fiume and its surrounding area were incorporated into Yugoslavia;
it is now a part of Croatia under the name of Rijeka.—Ed.]

being hindered rather than fostered by the way for which it has been ar-
gued. That for some time the idea was given a somewhat cooler reception
in the German Reich can be attributed to the fact that, to a certain extent,
we tried to construe it as meaning we had a justifiable claim to aid. In the
present situation, the German Reich is not in a position to afford the lux-
ury of being a member of a state that would have to support the other
members. Even if we were to be part of a union with the German Reich,
this would not solve our problem of resuming production. When it is
pointed out that a part of German industry has already obtained raw ma-
terials and is working again, it also should be observed that we too could
do exactly the same. That “opening in the West” that was forced on the
Reich could easily be created by ourselves as well, if we would open our
frontiers to imports. Nothing stops us from doing so except our own
prejudices.

During the old Austro-Hungarian monarchy, the city of Vienna did
not live on either aid or provincial tributes, but on the proceeds from its in-
dustrial and commercial activities. It is true that a certain amount of the
income that Vienna formerly derived from today’s new successor states
will not be available in the future.19 The city of Vienna will have to cover
this deficit. On the other hand, however, let us not forget that right now—
or at least during the critical transition period before the economy has
adapted to the new circumstances—the city of Vienna is in an extremely
favorable economic position, in fact it is in a boom. Vienna was never a
major commercial center, but it has developed into one during the past
year. Many large cities that formerly were Vienna’s competitors are now
out of the running. Moscow and Saint Petersburg are in ruins, and it will
be a long time until Budapest recovers; Trieste and Fiume have suffered
immensely due to the Italian annexation.20 The tense political situation
that exists between the various successor states does not allow direct trad-
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ing between them. More than ever, the industry of the Sudetenland and
the consumers in the east, southeast, and northeast depend on Vienna 
as their transfer and intermediate trading place. More than ever, today’s
Vienna is the place where East and West meet. All that is needed is the
ability to offer Vienna ample substitution for the losses it sustained when
a number of owners of large estates and enterprises departed for the suc-
cessor states. The daily occurrences that hamper and impede this devel-
opment must be stopped.

Nothing could be farther from the truth than trying to explain our
country’s present economic conditions by referring to the war and its con-
sequences. The war has brought terrible misery and those who instigated
it should be made responsible for it. The war has impoverished us terribly,
and perhaps it may take centuries to overcome its effects. But none of this
is an excuse for the policy we pursue today. He who today holds the war
responsible for all the damage done to our economic activities, who ex-
cuses everything as being a consequence of the war that just has to be ac-
cepted, is a person who shows that he has no understanding of what is
required at the present time. The motto “there is nothing to be done” is
probably the worst maxim in politics. It is the last fallback position, nowa-
days, of a system that only leads to decline. All around us we see the new
possibilities for a recovery of our industry and commerce. One should en-
courage the population to adapt to these new circumstances, instead of
telling them time and again: “You are unable to cope with life anyhow,
you will die.”

Vienna and the German-Austrian Alpine provinces suffered the same
political fate during many centuries. Since for some time to come, hope-
fully only a short one, they will not be allowed to join the German Reich,
they could still create a state in which a strong consciousness of statehood
might soon develop. That such a state consciousness is absent, and that
the state has hardly been created when it is already plagued by severe
crises, can be attributed to the attempt to treat it as a separate economic ter-
ritory. In principle, such experiments are not entirely hopeless; they al-
ways succeed where they are supported by a strong political and military
power. This is believed by all who today continue to call for a strong hand,
and who do not care if this strong hand belongs to a Hungarian or Italian,
to an American or a Frenchman, just as long as it is a hand that is strong
and generous. The advocates of the system of a controlled economy and
socialism really just want an authority that comes from the outside. The
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state authority is unable to achieve this on its own. But a foreign state au-
thority that is supported only by foreign sources of power is incompatible
with the character of a democratic state. In fact, a controlled economy and
socialism are incompatible with democracy. That we did not realize this
can only be attributed to the fact that the peculiar political configuration
in Germany, France, Austria-Hungary, and Russia enabled for some time
the development of a party that was allowed to call itself both socialist and
democratic at the same time. From the moment that this party came to
power, it had to become apparent that democracy and socialism are in-
compatible and that the term Social Democrat contains an inner contra-
diction. Of necessity, democracy requires free trade.

All those conflicts of interest that exist today between Vienna and the
provinces would disappear with free trade. There would be no conflict, no
conflict over the seizure of grain, the supply of foodstuffs, entry visas, na-
tionalization questions, compensations, and similar matters. As soon as we
get rid of the idea that a city can obtain its foodstuffs by means other than
commerce and industry, as soon as we understand once again that we have
to produce and sell, then foreign countries will perceive us in a completely
different light. The weakness of our political position, domestically as well
as abroad, lies in the fact that we appear on the market as petitioners and
not as purchasers and sellers. People say that nowadays we do not have any
foreign currency. The reason for this is because we neither produce nor ex-
port anything. If we do not have enough capital to operate our industries
without having to recur to means other than our own, then we have to bor-
row abroad. But, surely, that has to be considered an entrepreneur’s pro-
duction loan, not a consumption credit for the state. But the so-called
foreign credits for food from abroad that we have been using are plain con-
sumption credits. And sooner or later they will dry up. At some point the
foreigners will get tired of lending to support our economic system.

It is common practice to defend the existing system against all politico-
economic objections by saying that free trade is impossible under the pres-
ent extraordinary circumstances. It is pointed out that even the successor
states cut us off, and the considered opinion is that they should start to lift
the regulations that impede commerce. People who voice this opinion
overlook that the successor states are intent on trying to damage our com-
merce out of blind chauvinism, even in situations where they hurt their
own commercial interests. Not in order to do them a favor but for our own
good, we have to try to reinstall free trade as much as possible. It remains
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to be seen if our example will induce them to lift their restrictions as well.
I would like to add that the Czechs are dependent to a much larger extent
on Germany and Austria for transshipments of their goods than we need
any transshipping through Czech territory. Should the successor states per-
sist in their system of hampering trade, this would only strengthen Vienna’s
position as a free commercial city and transshipment center. We can’t ex-
pect anything from the good will of the Czechs, South-Slovenians, and
Hungarians, but only from their own self-interest. They will open up trade
with us as soon as they can buy and sell here.

What we lack are not foodstuffs and raw materials, but the spirit that
has to pervade a nonagrarian population if it wants to survive, and that is
the modern, capitalist spirit of profit-making commerce. The people who
live in our cities today are citizens of a modern city only in name. Because
of their way of thinking and feeling they are much closer to the inhabi-
tants of a medieval castle hamlet or a prince’s residence in the seventeenth
century than to modern man. An industrial state can survive without coal,
but not without the spirit of a modern economy.

For us, the city inhabitants of this state, there is no other way out than
to try to succeed through commerce and industrial operations. At present,
we survive by selling the last remnants of our former affluence. We sell
our capital instead of working with it. We live on borrowed food and for-
get that some day we will have to pay for it. The system that is prevalent
among us today does not live on the fruits of its own work; it lives off the
riches that were accumulated during the times of a freer economy. Every
day brings this system nearer to its downfall, and it is only a question of
time about when the catastrophe will occur. It is a given that it has to
occur, if the system is not changed in time.

All these processes lose their transparency because of the effects of in-
flation. The depreciation of our currency gives us the false image of a
somewhat bearable situation while in fact we are going under. While the
shares of our enterprises, paid for in sound money, fall day after day, their
prices expressed in crowns go up, so that the apparent picture of the stock
market still fakes a bullish movement whereas in reality all prices are
falling. A year ago, the shares of the Alpine Mountain Company stood at
900 crowns, and today they are at 3,000 crowns. But a year ago, 900 crowns
were still worth about 360 Swiss francs, whereas today 3000 crowns are
barely worth 120 Swiss francs. This is what the fabulous, bullish stock mar-
ket really looks like. The person who owns shares believes that he becomes
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richer by the day. The person who sells old furniture and receives a price
many times over what he paid for it at the time believes that he has made
a profit that he can spend without qualms. In reality all this glitter is a re-
sult of the monetary printing press being cranked up. But even the mon-
etary printing press will have to fail some day. It is impossible to picture the
disaster that will befall us when the crown’s day of reckoning arrives.

Since we cannot successfully fall back on anything else, we appeal to
the good hearts of our fellow citizens in the provinces. They may take pity
on us in our misery and desperate straits and send us food so that we do not
starve to death. But we are just as unsuccessful in appealing to their kind-
ness as we were with decrees demanding forced delivery. People simply
do not believe that we are in dire straits since all they continuously hear is
talk about war profits. It should not surprise us that they do not understand
how things are interconnected, that they are unable to see how the infla-
tion is covering up the real economic situation, since we who are much
more affected by it accept the most flagrant deceptions. Out in the
provinces they really believe everything that the daily papers say about war
profits and war profiteers, about the stock market boom and increasing
wealth.

In the long run, a state cannot be built on the charitable spirit of the
public. The national community may be based on the forced subjugation
of one group by the other, or on a free union because parties recognize
their mutually beneficial common interests. If we approach the provinces
as petitioners then we should not be surprised when we are treated as one
treats bothersome beggars.

It is obvious that the malady that we are suffering from is of a type that
makes it seem hopeless to try to cure it with constitutional and similar re-
forms. It does not matter if one introduces centralism more energetically
on paper as an austere transition or if one gives greater rein to provincial
autonomy, or if one integrates workers’ councils in the constitution or lets
them carry on –without any legal basis—as a “permanent revolution.” All
these are unimportant matters compared to that great fundamental prob-
lem of our economic policy. Measured against this huge problem, it even
seems quite unimportant if the unification with Germany will become a
reality, or if we set up a Danube federation, or if we stay independent, or
if we prefer the monarchical or republican form of government, and it is
completely uninteresting if the left-wing or right-wing Social Democrats or
the Christian Socialists or the German Nationalists are in power. Because
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21 [Throughout 1919 and into 1920, Vienna was facing near-starvation for a sizable por-
tion of its population. During this period it was heavily dependent upon private charity
and aid from the governments of the Allied powers. See Friedrich von Wieser, “The Fight
Against the Famine in Austria,” in Lord Parmoor, et al., The Famine in Europe: The Facts
and Suggested Remedies (London: The Swarthmore Press, 1920), pp. 49–50 & 52–53:

Milk can only be supplied to babies and invalids. In peace time the daily con-
sumption in Vienna amounted to between 800,000 and 900,000 liters. Now,
barely 70,000 liters are available, because Hungary and Czechoslovakia have
completely stopped their milk supply to Vienna, and milk production in the Aus-
trian provinces are much reduced. In Vienna today no milk can be given to chil-
dren over two years of age. Children up to one year receive one liter a day, and
those between one and two years receive three-quarters of a liter. We need not
dwell on the horrible effects on child mortality. . . . The nourishment of the pop-
ulation is extremely inadequate, the state of public health very low, and death
claims many victims. The number of crimes committed in this extremity, and the
number of suicides is extraordinarily high. . . . The coal shortage and the transport
difficulty connected therewith are so severe that we fear we may not be able to
forward in time, to the consumer, even the foodstuffs which can be procured.
The railroads have no stocks of coal, and when the lines will be blocked by the
winter snow, traffic will have to cease everywhere. . . . Shortage of coal and the
transport crisis hamper our industrial production. Even the farmer has to wait for
the coal which he needs to thresh his harvest. In the towns, especially Vienna,
the supply of gas and electric light is reduced to a minimum, and we fear from
day to day that it may have to be stopped altogether. For the two million inhab-
itants of Vienna, there is at present [autumn of 1919] only enough coal to cover
the most urgent kitchen requirements. Till now no supplies are available for the
heating of rooms. . . . Deprived of millions of her own race, who have been as-
signed as subjects to alien national States; cut off from her industrial undertak-
ings, which she had established and guided throughout the former empire;
without food for more than half her inhabitants, almost without coal, without
raw materials from abroad—with her railways and workshops worn out, bowed
down under the burdens of the War and under those of the Peace Treaty—we
[Austrians] must indeed doubt whether she [Austria] will be capable of surviving
when once the time has come when she may use her powers in peaceful and
free competition.

In the same volume, see especially the contributions by Friedrich Hertz, “What the Famine
Means in Austria,” pp. 17–26; and by Dr. Ellenbogen, “The Plight of German Austria,” pp.
39–48. See also David F. Strong, Austria (October 1918–March 1919: Transition from Em-
pire to Republic (New York: Octagon Books, [1939] 1974), pp. 241–73.—Ed.]

there are much greater things at risk than political problems: naked exis-
tence is in doubt.21

The problem of Vienna’s and Lower Austria’s political and constitu-
tional relations with the provinces represents only a small part of the prob-
lems confronting us, and all these problems lead up to one big question:
Will we be able at all to create an economic foundation for ourselves? If
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this can be accomplished, if we start working again, then we will have a fu-
ture. Maybe we will not have riches, but at least some degree of prosper-
ity and the possibility to earn enough to satisfy our needs. Then also, it
will be easy to solve satisfactorily the issue of our relations with foreigners
and our relationship with the Germans in the Reich and with the
provinces. But if this cannot be accomplished, then our cities will decline.
We will become a country of peasants, the same as Russia and Hungary
perhaps will become after their great social struggles. Our cities will go
under, the population of our cities will sink deeper and deeper into
poverty, and Vienna will become deserted. It is entirely up to us which of
the two roads we choose. But should we go under, we will not have per-
ished due to a lack of coal and food, but because we lacked the spirit that
builds cities and makes them flourish: the bourgeois spirit.
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1 [This article originally appeared in German in the Neues 8 Uhr Blatt, No. 1987 (May
13, 1921).—Ed.]

2 [In 1920 and 1921, following the establishment of the city of Vienna as having the con-
stitutional status of a separate “province,” the Social Democrats who controlled a large ma-
jority in the city council proceeded to undertake a vast program of social-welfare legislation.
To cover the costs of this program the socialist city government introduced a series of taxes
meant to “soak the rich.” Among them were eighteen categories of “luxury” taxes, includ-
ing entertainment levies that placed a 10 percent tax on operas, theaters, and concerts and
a 40 percent tax on movie-theater tickets, which was meant to induce the “working class”
to listen to classical music rather than watch Hollywood films. The tax for attending horse
races or boxing matches was 50 percent, under the presumption that these were the spec-
tator sports of the wealthy and the comfortable middle class. There was a 33 percent tax on
any person giving a luncheon or dinner party, or if music was played at a funeral, again
under the assumption that only the rich had such parties or could afford to have musicians
play at a funeral service. There were heavy taxes on “luxury” apartments and automobiles,
as well as on horses used for riding or for drawing a carriage. There was a tax on the em-
ployment of more than one servant in a household, with the rate set at 50 schillings a year
for the second servant, if female, 300 schillings for the third, and an extra 250 schillings per
year for each additional servant after that. There were steep taxes for food and drink served
to patrons in bars, cabarets, variety clubs, concert cafes and concert restaurants, “Heurigen
und Buschenschenken” (popular taverns and inns in the suburbs of Vienna), and liquor
and breakfast houses; the tax rates on these establishments were set anywhere between

chapter 10

Viennese Industry and the
Tax on Luxury Goods1

The basic idea underlying the luxury sales-tax laws that have been introduced
in various countries during the last few years is that this tax is passed on to con-
sumers, so that the ones who consume luxury goods are the ones who are
taxed. We shall not discuss the extent to which this condition is actually met.
In Austria and especially in Vienna, at least, things are completely different.

Among the industrial sectors in Austria, the production of finished
items classified as “luxury goods” occupies a prominent place.2 It may be
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2 and 15 percent at the discretion of the tax officials, depending on how they classified the
income categories of the clientele in each one. The tax on luxury goods imposed by the
city of Vienna, which is the focus of Mises’s article, was abandoned in April 1923, when
the federal government of Austria put into effect a general “turnover tax” of one percent that
was raised to 2 percent in 1924. Through most of the remainder of the 1920s, it provided
approximately one-third of the total that was raised in joint taxes that were divided among
the provinces, cities, and towns.—Ed.]

said without exaggeration that Vienna’s industrial importance is predom-
inantly based on the production of such goods. The Viennese retail sec-
tor largely markets them to the final consumer. Foreigners visiting Vienna
only briefly for shopping purposes buy the lion’s share of all luxury goods.
Without the extraordinary services provided by the retail businesses in
Vienna, the Viennese luxury industry would not be able to market its own
products and would deteriorate.

Over the past years, complaints have been made that industrial pro-
duction in Vienna is too concentrated on luxury goods. It has been
claimed that, instead, our industry should produce inexpensive consumer
goods for the masses. Those romantics who lack any economic under-
standing and who advance such arguments against Viennese industry fail
to appreciate that our urban population can only be fed nowadays if we ex-
port final products. Among our finished products, however, it is predomi-
nantly luxury goods that are exportable. In spite of all the impediments
created by economic policy, our entrepreneurs have succeeded in devel-
oping and keeping competitive a flourishing industrial sector. Let us hope
that they will be equally successful in producing inexpensive products for
mass consumption at quality levels that already characterize our other
products, and which have established the excellent reputation of Vien-
nese goods throughout the world. However, for as long as we have not yet
succeeded in overcoming the extraordinary difficulties that stand in the
way of developing mass production in Austria, it would be downright friv-
olous if we were wantonly to destroy our luxury industry for the sole pur-
pose of pleasing some doctrinaire fanatics.

Any Austrian luxury tax primarily would put a burden on export goods
and thus considerably impede our industrial marketing efforts. If the tax on
luxury goods is seen as an indirect tax aimed at consumers, then one must
try not to impose it also on foreigners. After all, foreigners can escape the
tax by simply withdrawing their orders from Austrian producers. Luxury
consumption is particularly sensitive to price. All laws introducing indi-
rect taxes therefore exclude exports from the tax base. Article 2 of the Ger-
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man Sales Tax Law of December 24, 1919, provides for the exclusion of
export sales.

The bill on a Vienna luxury tax prepared by the Viennese city ad-
ministration not only fails to contain such a provision, it even makes tax-
able shipments to communities outside Vienna. It is not sufficient if the tax
on Austrian and especially on Viennese luxury goods only exempts those
that are shipped and sold abroad. To avoid dealing a deadly blow to luxury
sales by retailers selling directly to foreign tourists, the law would have to
provide for the exemption of all sales to persons with legal residence out-
side of the Republic of Austria. It may be freely admitted that the techni-
cal implementation of such provision would be impossible. But then the
whole idea of a tax on Viennese luxury goods is simply unfeasible. If one
does not want to take the bread out of the mouths of the merchants, retail
employees, and workers who make their living from the production and
marketing of luxury goods, then such a luxury tax must not be imposed in
Vienna.

One of the arguments advanced in favor of the tax on luxury goods is
that similar taxes already have been introduced in the German Reich and
in Czechoslovakia, as well as in other countries. But in Germany, where
production of luxury goods holds a comparatively minor role in industry,
direct sales to tourists play a secondary place in the economy. The previ-
ously mentioned passage in the German law is sufficient not to curb the
German export trade. As explained already, the situation in Vienna is to-
tally different. Its importance as a city of trade results from its location on
the border and its having retained the status of the commercial center of
a region that since 1918 has disintegrated into several independent states.
And as concerns the luxury sales tax of Czechoslovakia, we must note that
Czechoslovak industry by and large does not produce luxury products; its
consumption of luxury items is centered on imported goods that are
mainly of Austrian origin. The Czech luxury tax is a link in the chain of
numerous economic measures the Czech government has taken against
Austrian industry, and particularly against the position of Vienna as a city
of industry and commerce.

There should be no confidence in the assumption that luxury con-
sumption could easily accommodate a price hike of 15 percent. It is not re-
quired for Czechoslovaks, Hungarians, or Poles to order their clothes and
furniture in Vienna or to buy their jewelry and furs in Viennese stores. They
can shop around with the competition. The economic policy of the new
successor states will be very intent on using this felicitous moment for sup-
porting their own industrial production over that of the Viennese market.
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1 [This article was originally published in German in Neue Freie Presse, No. 19907 (Jan-
uary 28, 1920).—Ed.]

2 [Continental notes were issued by the Continental Congress during the American Rev-
olution to finance the expenses of the war against Great Britain. Their issuance resulted in
a high inflation throughout the thirteen colonies. After the revolution, they were partially
redeemed, but at far below face value. See J. Laurence Laughlin, A New Exposition of
Money, Credit and Prices, Vol. II (Chicago: University of Chicago Press, 1931), pp. 147–
67.—Ed.]

3 [Assignats were the paper money issued by the Revolutionary government of France be-
tween March 1790 and December 1795, during which time they generated an extremely
destructive inflation, resulting in the imposition of price and wage controls. The mandats
territoriaux were the new currency issued in place of the assignats, but they also were soon
increased in such quantities that another inflationary process was set in motion. See
Richard M. Ebeling, “Inflation and Controls in Revolutionary France: The Political Econ-

chapter 11

A Serious Decline in the
Value of the Currency1

The constant decline for several months now in the value of the curren-
cies of those European countries that took part in the war continued to an
aggravated degree yesterday and today. In Zurich the Austrian crown is
still quoted at only 1.60 Swiss francs, the German mark and the Czech
crown at 5.50, the pound at 19.55, the French franc at 42.75, and the lire
at 37. These are rates of exchange that only a year ago would have seemed
incredible. For those who understand the deeper reasons for these de-
clines, the new fall in the rates of exchange, of course, comes as no sur-
prise. As long as an inflationary policy is followed, the rates of exchange
will keep falling lower and lower until they finally reach that point beyond
which there is no room left to go, the zero point. History offers many ex-
amples of such a complete collapse of a currency. The best-known are the
collapse of the so-called “Continental Notes” of the North American states
in 17812 and of the French assignats and mandats territoriaux in 1796.3 If
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omy of the French Revolution,” in Stephen J. Tonsor, ed., Reflections on the French Revo-
lution (Washington, D. C.: Regnery Gateway, 1990), pp. 138–56.—Ed.]

4 [See Chapter 5, “On the Actions to Be Taken in the Face of Progressive Currency De-
preciation,” footnote 17.—Ed.]

5 [See Chapter 5, footnote 18; also Gerald D. Feldman, The Great Disorder: Politics, Eco-
nomics and Society in the German Inflation, 1914–1924 (Oxford: Oxford University Press,
1997), p. 152.—Ed.]

the European nations do not soon change their policy, they will experi-
ence a similar catastrophe. Certainly the effects of such a catastrophe
would be far more severely felt today than they were in the United States
of 1781 or in the France of 1796, when both countries were predominantly
agrarian. The consequences from such collapse would necessarily produce
completely different effects in an industrial nation than in a country whose
population still widely operates on the basis of barter transactions.

The sharp decline in the exchange rate of the mark is especially
worthy of attention. At the moment, the mark no longer stands higher than
the Czech crown. The negative expectations in neutral countries con-
cerning the value of the mark can be attributed as much to fears about fu-
ture inflationary tendencies as to the degree to which inflation has already
occurred. For a decade and a half, an inflationist theory has been suc-
cessfully spread throughout Germany. The writings of Georg Knapp4 and
Friedrich Bendixen5 have found enthusiastic supporters, and it is reason-
able to say that their viewpoints on monetary theory are the dominant ones
today, shared by all the leading political experts. Recently, Bendixen zeal-
ously proposed that Germany’s entire war debt should be redeemed
through issuing an additional 100 billion marks. His proposal aroused very
little opposition in Germany, while it has been met with the greatest un-
ease in other countries. The sharp decline in the mark’s rate of exchange
can be attributed primarily to the floating of this idea.

During the war, billions of German mark notes were speculatively
purchased in the neutral countries. These marks were held on to, in spite
of the unfavorable outcome for Germany in the war, because the specu-
lators were confident that Germany would succeed in getting its mone-
tary house back in order. But when they saw that the proposals of
inflationists like Bendixen were not rejected by the German public, they
became fearful that a further depreciation in the purchasing power of the
mark would occur, and they tried to sell off their holdings of the currency
as quickly as possible.
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6 [For the fiscal year of 1920, during which Mises wrote this article, the German govern-
ment’s expenditures were 9.7 billion (gold) marks and tax revenues were 3.5 billion (gold)
marks, with a resulting budget deficit of 6.2 billion (gold) marks, representing a deficit that
was equal to 64 percent of government expenditures.—Ed.]

7 [From 1919 to 1921, a war was fought between the new Poland and the Bolshevik gov-
ernment in Russia. At first, the Poles advanced far into the Ukraine, capturing the capital
of Kiev. The Red Army counterattacked, forcing the Poles back to the gates of Warsaw.
The Poles mounted a new offense, and had driven the Red Army far back into Ukrainian
and Belorussian territory by the time a peace treaty was signed.—Ed.]

The report issued two weeks ago by the German Currency Commis-
sion, which is composed mostly of a number of prominent businessmen,
clearly shows that leading circles in Germany do not clearly understand
that the cause of the currency’s depreciation is to be found in the inflation
of the money supply. The commission proposed administrative measures,
such as restrictions on foreign trade and a toughening of the foreign-
exchange regulations, to counter the depreciation of the currency. For
those who understand the real situation, this report had an unfavorable ef-
fect both in Germany and abroad.

In addition, there are the negative effects resulting from German fiscal
policy. The tax on iron-ore mining is especially severe and extreme. If it
were enforced to the letter of the law it would mean nothing less than the
destruction of German industry and commercial activity. Germany lives
off the export of industrial products. But industrial production will be com-
pletely paralyzed by the iron-ore mining tax; the importation of capital from
abroad, which German industry urgently needs today, will be interrupted.

This fiscal policy demonstrates an unwillingness to accept the fact that
Germany’s unfavorable financial situation can only be turned around
through a complete change in German economic policy. Reestablishing
a balanced budget is impossible for as long as the German government is
responsible for deficits in the billions of marks, so that a part of the work
force may continue to be employed in unprofitable and inefficient public
undertakings, including highway construction, military facilities, etc.6

The most urgent fiscal problem at the present time concerns the need
to sell off German public enterprises. But denationalization and demu-
nicipalization of enterprises are roundly unpopular today. In addition,
there is the dangerous threat of a domestic revolution. On the one hand,
the widely proclaimed Bolshevik military offensive threatens Germany
from the east, an offensive that Poland seems hardly able to resist.7 On the
other hand, the future of Germany’s economy is threatened by the count-
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8 [The Entente was the term for the Allied powers in the First World War. Originally,
Great Britain, France, and imperial Russia were the major Allies. In 1915, Italy entered the
war on the Allied side. In April 1917, the United States declared war on imperial Germany
and joined the Allies. In March 1918, the new Bolshevik government in Russia signed a
separate peace with Germany and formally withdrew Russia from the Allied side.—Ed.]

9 [The Treaty of Versailles was signed in May of 1919, ending the First World War. It im-
posed heavy reparations payments on Germany, to be paid to the Allied powers; limited the
size of the German armed forces; restored Alsace-Lorraine to France; transferred Prussian
Poland, most of West Prussia, and part of Silesia to the new state of Poland; made Danzig
a free city; transferred Germany’s African and Asian colonies into mandates of the League
of Nations; placed the Saarland under French administration; called for plebiscites in var-
ious territories formerly controlled by Germany and Austria-Hungary; and required the de-
militarization of the German Rhineland. In 1935, Hitler unilaterally abrogated most of
the terms of the Treaty of Versailles.—Ed.]

10 [The Treaty of Saint-Germain was signed by Austria and the Allied powers in 1919. It
ended the state of war between them and formally dissolved the territory of the former
Austro-Hungarian empire into a new, small Republic of Austria, the independent states of
Hungary and Czechoslovakia, an enlarged Romania, a re-created Poland, and a Serb-
dominated Yugoslavia.—Ed.]

less demands that the Entente8 is making, especially France in her blind
desire for revenge.

If the German people see no prospect for themselves other than to be
working for decades as the slaves of France, then it is not surprising that a
mood has spread among a growing number of people that strongly en-
courages the advancement of Bolshevism. A Bolshevik Germany would,
however, mean not only the destruction of Germany itself; it would also
harbor the greatest dangers for the rest of Europe. It is very doubtful
whether France and Belgium would be able to keep Bolshevism from
crossing their borders, once it will have taken hold in Germany. And it is
certain that Italy and Czechoslovakia would succumb to a German
Bolshevism.

England and France are going to have to realize that Europe’s prob-
lems cannot be solved in as easy a manner as their representatives imag-
ined when they negotiated the Treaties of Versailles9 and Saint-Germain.10

Germany cannot be brought to destruction without dragging all of Europe
into ruin along with it. A revision of the Treaties of Versailles and Saint-
Germain seems imperative, not only in the interest of Germany but
equally in the interest of the rest of Europe, indeed, in the interest of West-
ern civilization in general.

The events on the foreign-exchange market represent a serious warn-
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ing for Austrian economic policy. It is true that we are not the only coun-
try whose money is constantly declining in value, and that the currency
problem that afflicts us today is a European-wide problem and not one
that is specifically Austrian. But at the present we are the ones who stand
nearest to the abyss, and therefore we cannot wait until the general prob-
lems of Europe are solved. Otherwise, it might very well happen that help
reaches us when it is already too late. The first step toward alleviating the
present conditions is recognizing that the evil has its origin only and ex-
clusively in inflation. Stopping inflation, however, demands a complete
turnaround in our economic policy. An economic system cannot main-
tain itself for long when it does nothing but consume the capital that the
free economy has accumulated over several decades.
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1 [This article originally was published in German in the Neue Freie Presse, No. 20195,
on November 17, 1920, in a column called “The Economist.”—Ed.]

2 [See Chapter 11, “A Serious Decline in the Value of the Currency,” footnote 3.—Ed.]

3 [See Chapter 11, footnote 2.—Ed.]

chapter 12

The Abolition of
Money in Russia1

According to a report from Copenhagen, the Soviet government has abol-
ished money. In the future, payments are no longer to be made in rubles
but in requisition vouchers that the state distribution facilities must honor.
If the requisition vouchers are not used within two months, they expire;
this is to prevent them from being kept in circulation as a kind of money.
It is not clear whether these requisition vouchers are to be denominated in
money or in specified quantity of goods. In the former case it would be
nothing more than the issuance of a new kind of paper money. All gov-
ernments that have fought against the depreciation of their own money
have tried to prevent a complete loss in its value by issuing a new kind of
money, which they try in some way to keep in circulation. When the assig-
nats were not accepted for very long during the French Revolution they
were replaced with the mandats territoriaux.2 Similarly, the United States
undertook the issuance of a new money of “new tenor” in 1780 when the
“Continental notes” had completely failed.3 Only if the new Russian req-
uisition vouchers are redeemable in goods instead of money would it rep-
resent a new experiment.

From the sparse reports it cannot be judged what really was decreed
in Russia. The official Russian version that is offered is as rose-colored as
the publications of the old czarist regime used to be; and the few foreign-
ers who are permitted entrance into Russia are only shown Potemkin vil-
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4 [ The expression “Potemkin villages” dates from the time of the Russian empress, Cather-
ine II (1729–96), and is named after Catherine’s advisor and lover who would arrange for
artificial structures to be constructed along routes that Catherine would take around Rus-
sia to give the false impression of prosperity and progress.—Ed.]

5 [The Jacobins were a radical political group during the French Revolution. Known for
their extreme egalitarianism, they actively participated in the Reign of Terror after the es-
tablishment of the revolutionary dictatorship in 1793. They were called the Jacobins be-
cause they frequently met in a former Dominican convent in Paris, where the Dominicans
were known as Jacobins.—Ed.]

lages and Potemkin factories.4 On the other hand, the descriptions given
by the opponents of the Bolsheviks are not based on a clear picture of the
situation, either. For any impartial observer, there can be no doubt that
Bolshevism can only lead to the complete destruction of the Russian econ-
omy, that it can only bring distress and misery, and that it has already done
so. But there can be a lot of deception during the time that it takes for all
of these effects fully to come to light. The Bolsheviks are following the
same policy that the Jacobins once pursued.5 The Jacobin system lasted
longer than many people had predicted. The economic reserves that a rich
and powerful nation has accumulated over the years can be so great that
even the worst policy requires a certain amount of time before the coun-
try’s wealth can be wholly and completely squandered away.

In the socialist commonwealth, in which the ownership of all the
means of production belongs exclusively to the state, there can be only a
very restricted area in which money circulates. In such a community the
means of production stand outside the arena of exchange. They are, as the
jurists say, res extra commercium. Since the means of production can be
neither bought nor sold for money, prices for them cannot be formed on
the market. Consumer goods are allotted to the individual comrades of
the socialist commonwealth by the state. With these allotments money
cannot come into use. Only insofar as the exchange of luxury goods be-
tween comrades is permitted and actually occurs can a generally accepted
medium of exchange—money—come into use. After all, it is possible to
imagine that in a socialist commonwealth even the bartering of luxury
goods is completely forbidden. In this case there would be no money at all.

Up until now the Soviet regime has, in fact, not battled against the in-
stitution of money on such a broad basis. It has only attempted to partially
bring its socialist program into existence. The efforts to socialize agricul-
ture, the primary branch of production in Russia, broke down in the first
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6 [On Soviet economic policy and practice during this period, known as War Commu-
nism, see Silvana Malle, The Economic Organization of War Communism, 1918–1921
(Cambridge: Cambridge University Press, 1985).—Ed.]

7 [Between the beginning of 1918 and the middle of 1920, shortly before Mises wrote this
article, the foreign-exchange rate of the ruble had fallen in terms of the British pound from
45 rubles to 10,000 rubles. On Soviet inflationary policies during this period, see S. S.
Katzenellenbaum, Russian Currency and Banking, 1914–1924 (London: P. S. King, 1925).
—Ed.]

weeks of the Soviet regime. Land was not socialized but distributed to the
proletarian sectors of the rural population. Industrial enterprises were na-
tionalized, that is to say, socialized. But the socialization of industrial en-
terprises also seems not to have been carried out completely. In many cases
they were not actually transferred to the ownership of the state but, in-
stead, to the ownership of the workers of the company. Out of socialization
there has developed an unexpected syndicalism. Commerce and trade also
could not be completely suppressed. In Russia buying and selling still takes
place, and even the government participates as a buyer and seller.6 In order
to make its purchases, the government has printed money without re-
straint, bringing the foreign-exchange rate for the Soviet ruble to a low that
is not very far from the last exchange rates that were recorded for the assig-
nats during the French Revolution.7

Since the farmers refuse to willingly deliver anything for these rubles,
agricultural goods and raw materials are requisitioned in the countryside.
The Russian rulers may justify their policy of an unrestrained expansion of
the supply of rubles as a means gradually to undermine the institution of
money; but this is an ex post and contrived rationale for a policy they have
been driven to by the force of circumstances. Inflation is in truth the ul-
tima ratio of all authoritarian governments that wish to suppress economic
freedom.

If the Soviet regime is now undertaking to abolish money, it is proba-
bly due to some such force of circumstance. The Soviets, no doubt, are is-
suing a new kind of requisition certificate as a means to resist the
dramatically higher prices that are being demanded by producers in Rus-
sia. They, perhaps, hope that the requisition of goods will proceed more
smoothly if it is done through the new requisition voucher, instead of the
rubles that are rejected by the farmers. It remains to be seen whether this
attempt to stimulate the farmers to increase their production and the de-
livery of their output will have better success than the previous attempts
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8 [On the pronouncements by the Bolsheviks on abolishing money and the effects of this
abolition in the first years after their coming to power in Russia, see L. N. Yurovsky, Cur-
rency Problems & Policy of the Soviet Union (London: Leonard Parsons, 1925), pp. 20–37;
and Arthur Z. Arnold, Bank, Credit, and Money in Soviet Russia (New York: Columbia
University Press, 1937), pp. 72–110.—Ed.]

that have all failed. The fate of the new vouchers will depend on whether
the government is able to honor them promptly. They will rise or fall with
the greater or lesser chance of their being honored.

Of course, even a temporary success cannot prevent the final collapse
of the Bolshevik system. If this attempt at first succeeds, it will be a success
based on the use of the soldiers and executioners of the Soviet Republic.
Such successes always only last for a short time. The problem that the So-
viet regime faces in carrying out a full socialization of the Russian econ-
omy is much deeper and far more difficult to solve than the majority of its
followers and friends realize, among whom there are not only criminals
but also many noble and sincere idealists.8 The question is whether it is at
all possible to carry on economic calculation in a purely socialist com-
monwealth. Economic calculation requires the ability to reduce the value
of goods and resources to a common denominator. This is only possible if
not only consumer goods but also the means of production are bought and
sold, and exchange is facilitated through the use of money. Economic cal-
culation is not possible if money prices for the means of production can-
not be generated on the market. And without economic calculation there
is no economic rationality. Statistics cannot help to overcome these diffi-
culties because, like trying to calculate in kind, they do not provide the
possibility for expressing revenues and expenditures in terms of a common
denominator. Trying to calculate in terms of hours of work performed also
does not solve this problem because it ignores the use of natural resources
that enter production and offers no method for reducing the different qual-
ities of work performed to any “simple labor” standard.

All of these problems were acknowledged by Vladimir Lenin, the
leader of the Soviet republic, when soon after he came to power he de-
clared that the first task of Soviet power was to carry out an inventory of the
accounts of enterprises and to assume control over socialized companies
by enlisting the use of the “bourgeois experts.” But “bourgeois bookkeep-
ing” either calculates in terms of money, or it does not calculate at all.

This is the primary and fundamental problem confronting the social-
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9 [The present article appeared the same year as the publication of Mises’s famous essay,
“Economic Calculation in the Socialist Commonwealth” [1920] in F. A. Hayek, ed., Col-
lectivist Economic Planning: Critical Studies on the Possibilities of Socialism (London: Rout-
ledge & Sons, 1935), pp. 87–130; and in Israel M. Kirzner, ed., Classics in Austrian
Economics: A Sampling in the History of a Tradition, Vol. III (London: William Pickering,
1994), pp. 3–30. Mises expanded his critical evaluation of the possibilities for socialism
two years later in his 1922 treatise, Socialism (Indianapolis: Liberty Fund, [1951] 1981). He
restated and refined his criticisms of the viability of a socialist-planned economy in Human
Action: A Treatise on Economics (Irvington-on-Hudson, N.Y.: Foundation for Economic
Education, 4th rev. ed., 1996), pp. 689–715.—Ed.]

ist commonwealth. Several generations of socialist writers have not suc-
ceeded in theoretically solving it. Quite to the contrary. It can be said that
scientific economics has provided the proof that there simply cannot be a
socialist solution to this problem.9 The Soviet experiment will also fail to
solve this problem in any manner that will be favorable to socialism. Vio-
lence and compulsion can achieve nothing.
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1 [This article originally appeared in German in the Neue Freie Presse, No. 20666 (March
11, 1922).—Ed.]

2 [Between January 1919 and March 1922, when Mises wrote this article, the exchange
rate between the U.S. dollar and the Austrian crown went from one dollar trading for 17.09
crowns to one dollar trading for 7,487.5 crowns. The crown fell to its lowest level in August
of 1922, when one dollar traded for 77,300 crowns.—Ed.]

chapter 13

Inflation and the
Shortage of Money:
Stop the Printing Presses1

When businessmen talk of a shortage of money they mean a shortage of
short-term capital on the loan market, when an increasing demand for
loans is not met with an increase in the supply of loanable funds. A short-
age of money results in an increase in the interest rate for short-term
capital.

The belief that a shortage of money can be alleviated by an increase
in the quantity of money in circulation is an ancient fallacy disposed of
long ago by David Hume and Adam Smith. Since businessmen calculate
the amount of their capital in terms of money, and since all demand for
capital appears to be a demand for loanable funds on the market, it is not
surprising that the reason for an increase in the interest rate appears to be
a shortage of money. However, if the quantity of money is increased, it af-
fects only the prices of goods and services; prices and wages go up. The in-
terest rate is not reduced at all as a result. Quite the contrary!

If inflation is expected to continue, anyone who lends money recog-
nizes that the amount of money that the debtor returns at the conclusion
of the credit transaction will represent less purchasing power than the sum
he originally lent. For instance, if someone should lend 100,000 Austrian
crowns at a time when the U. S. dollar exchanges for 500 crowns, and is
repaid when the dollar costs 5,000 crowns, he lends $200 and receives
back only $20.2 If he does not lend that sum, but uses it to buy stocks, com-
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modities, or even foreign exchange instead, he would do far better; he
would lose less, or perhaps not lose anything at all. On the other hand, the
debtor makes out very well. If he buys goods with the borrowed money
and then sells them after a time, a surplus in crowns will be left over after
the borrowed money is returned. In this way, the illusory profit that the in-
flation creates becomes for him a real profit. Thus it is easy to understand
that so long as monetary depreciation is expected to continue, the money
lender will demand higher interest and the borrower will be willing to pay
that higher interest. The fact that in Austria in recent years previously
unheard-of interest rates have been asked for and agreed to in the money-
lending business is due primarily to the inflation. Should Austria succeed
in creating a more dependable currency, the interest rate will significantly
decline.

It is not surprising that we suffer from a shortage of money following
every increase in the notes in circulation. A shortage of money prevails, not
in spite of the inflation, but precisely because of the inflation.

One should not speak of a shortage of money or of an abundance of
money in any other meaning than the one mentioned here. These ex-
pressions refer to the ratio between the supply of and demand for money,
and not the supply and demand of funds available for loans. Changes in
the ratio of the supply of money relative to the demand for money, for all
economic purposes, bring about changes in its purchasing power. The util-
ity of money rests entirely on its purchasing power. And since its purchas-
ing power is always high enough to bring supply and demand into balance,
the economy and its participants are always in a position to gain the great-
est satisfaction possible from the use of money. Increasing the quantity of
money will not make either the world or an isolated national economy any
richer.

It is frequently observed that presently the notes in circulation in Aus-
tria are not increasing as rapidly as their value is depreciating. Attempts
have been made to show that in terms of gold the value of the quantity of
money that circulated in this country’s geographical area in 1914 was
greater than the value in gold of the money in circulation today. Objec-
tions can be raised to the method by which these calculations are made.
For one thing, one should not only consider the supply of specie and notes
and ignore the checking deposits at the banks that also serve as money.
Nor is it proper to calculate the gold value of the quantity of money cur-
rently in circulation without noting that formerly the crown’s purchasing
power within the country was higher than its value in foreign exchange or
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bills of exchange. Moreover, it is wrong to assume ceteris paribus that we,
who are much poorer than we were in 1914, still need the same quantity
of money as we used before the war. At the very least it should be men-
tioned that foreign money is now satisfying a part of the demand for money
within the country. The people, especially those living near the border
areas, no longer hold Austrian notes, or at least they do not exclusively
hold them; they also hold foreign money. And a certain portion of our
business transactions also is now being conducted in foreign money.

Still, irrespective of the method by which these calculations are made,
it is certainly true that monetary depreciation is now proceeding faster than
new money is being created. Didn’t business suffer from a shortage of notes
for completing transactions during the critical final weeks of last year? How
can that be explained? Shouldn’t this shortage of money have brought
about a tendency toward a rise in the value of our money, with an increase
in the purchasing power of the monetary unit making this shortage
disappear?

A speculative element is always present in the evaluation of money
relative to goods and foreign money. That is, the anticipated future ratio
is always taken into consideration. If it is assumed that the monetary de-
preciation will continue, because the government is unwilling to observe
moderation in the demands it makes on the printing press, then the value
of the monetary unit will be lower than if no further inflation were ex-
pected. Because monetary depreciation is expected to continue, the peo-
ple try, by the purchase of commodities, bills of exchange, or foreign
money to rid themselves as quickly as possible of their domestic money
that is daily losing its purchasing power. The panic buying in the shops,
where the buyers go in droves in the attempt to acquire anything tangible,
anything at all, and the panic buying on the exchange, where the prices of
securities and foreign exchange go up by leaps and bounds, race ahead of
the actual situation. The future is anticipated and discounted in these
prices. These prices indicate a greater depreciation of the Austrian crown
than is actually warranted by the notes in circulation at the moment.

We must admit that at present there is a shortage of notes for day-to-
day commerce. This shortage of notes, like the panic buying, is a phe-
nomenon of the advanced state of inflation.

There is only one way to combat all these evils: stop the printing
presses. If the issuing of notes is increased to alleviate the shortage of
money available for daily cash transactions, this would only make condi-
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tions worse. This would not correct the ratio between the monetary de-
preciation and the quantity of money in circulation, as some believe.
Rather, it would exaggerate it. The panic would continue and bring on
the collapse of the monetary system.

No matter how one reasons back and forth over the arguments, there
is no possible way to justify the further increase of the notes in circulation.
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1 This article was first published in German in Mitteilungen des Verbandes österreichischer
Banken und Bankiers, Vol. 1, No. 2 (1924). A greatly abridged and slightly reworded ver-
sion of this article appeared under the title, “The Gold Standard,” in Neues Wiener Tag-
blatt, No. 101 (April 12, 1925).—Ed.]

chapter 14

The Return to the
Gold Standard1

It is not insignificant that among the evils left behind by the events of the
last decade has been the interruption of the exchange of ideas between
nations. Just as traveling is much more difficult today than it was before the
war, so it is also more difficult nowadays for ideas to pass from country to
country. Believing that they have enough to do just taking care of their
own day-to-day problems, at the present time people devote far less atten-
tion to what is happening beyond the borders of their own country. The in-
tellectual unity that was shared between Europe and America before the
war has been destroyed, and many years will be required to build it up
again.

This intellectual isolation between peoples has also happened in the
realm of economic ideas. It is understandable that people first turn their
attention to the difficult economic problems that are posed by the day-to-
day politics of their own country. But it is precisely in the arena of eco-
nomic policy that such a narrowing of the intellectual horizon is espe-
cially harmful, and its damage must very soon come to light. No country
can withdraw from involvement in world affairs; changes that take place
in one country must sooner or later also have an effect in other nations. We
in Europe cannot be indifferent to what happens in America, to what hap-
pens in the Far East or in Australia; and it is necessary for us, once again,
to take more of an interest in the remoter parts of the world than we have
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2 [For Mises’s analysis of the effects resulting from these different methods for financing
a government’s war expenditures, see Ludwig von Mises, Nation, State and Economy (New
York: New York University Press, [1919] 1983), pp. 151–71.—Ed.]

in recent years. If this is true for all economic questions in general, it is true
to an even greater extent in reference to problems of monetary policy.
There is no doubt that it is least possible to follow a policy of autarky and
regional autonomy when it concerns matters surrounding monetary
policy.

In the United States and Great Britain, problems in the field of mon-
etary policy are being discussed that have so far aroused on the continent
either no attention at all or certainly not the attention that reflects their im-
portance. They involve questions that are of the greatest significance for all
the countries of Europe, whether they like it or not. It is nothing less than
the question of whether the gold standard, which was the foundation of the
monetary system of the world before the war, should be retained or
whether it should be replaced by a completely new monetary system that
up to now has neither been put into practice in any country nor as of yet
proven its practical usefulness.

In all the nations of Europe that took part in the war or that, without
being directly involved in the war, participated in the financial problems
related to the war, the monetary policy of the last few years has been a pol-
icy of inflation. Among the system of ideas that resulted in the nations of
Europe being drawn into a war ten years ago was the notion that there was
no particular danger from the state putting the printing presses in motion
to provide the required financial resources for the pursuit of its goals.
Among the proponents of a policy of inflation, there was a spectrum of
views concerning its likely consequences. In their writings and speeches,
some of them seriously argued that the monetary depreciation that neces-
sarily results from a policy of inflation was beneficial to the whole country.

Others were more cautious and only recommended an inflationary
policy as a necessary evil, rather than as something positive in itself. They
said that if the state had a choice between acquiring the resources it
needed through either taxation, borrowing the funds, or issuing new bank
notes, the latter was the least oppressive. The losses that one part of the
population suffered through the rise in prices could be considered as a
sort of tax, and it was not inappropriate to prefer inflation to the other ways
of providing the money needed by government.2
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3 [For Mises’s analysis of the factors behind the collapse of the mark during the Great Ger-
man Inflation, see Ludwig von Mises, “Stabilization of the Monetary Unit—From the
Viewpoint of Theory,” [1923] in Percy L. Greaves, ed., On the Manipulation of Money
and Credit (Dobbs Ferry, N.Y.: Free Market Books, 1978), pp. 5–16.—Ed.]

4 [This article was first delivered as a lecture at the annual assembly of the General Fed-
eration of Industry in Teplitz/Schönau, Czechoslovakia, on March 15, 1924. In 1919, the
Czech crowns in circulation numbered 7 billion. By 1921, the number of Czech crowns
in circulation had increased to 12 billion. Between 1922 and 1924, the Czech central bank
followed a policy of monetary deflation, until by mid-1924, the Czech crowns in circula-
tion had declined to 8 billion, a one-third decrease from its high in 1921. Between Janu-
ary and December 1922, when the monetary deflation was being most vigorously followed,
prices in general in Czechoslovakia fell by about 40 percent.—Ed.]

It is unnecessary today to waste many words on these inflationist the-
ories. The results of inflation have shown them to be absurd. The most
powerful objection that the calm reflection of the theoretician could raise
against such an inflationary policy was precisely that it would inevitably
lead in the end to a collapse of the monetary system. It really was not nec-
essary for some of the nations in Europe to take inflation to the extreme to
furnish proof once more that such a policy must finally end in a collapse.3

Long ago, economic theory had already clearly proven all of this, and
history has provided a whole series of outstanding examples confirming
the validity of these theoretical deductions. The old saying that the only
thing that is learned from history is that people learn nothing from history
has been confirmed once again; and it must be sadly added to this that it
seems that people also learn nothing from theory.

After various nations had suffered from and learned of the harmful ef-
fects that result from a continuous increase in the quantity of money from
their own bad experiences, when they realized that the boom in business
that accompanies inflation is only an illusion of prosperity that is followed
by a process of decay, they then fell into the opposite error of believing
that an increase in the value of the monetary unit could be beneficial. To
the layman it must have seemed absolutely obvious that, if a fall in the
value of money was harmful, then increasing the value of money would
bring positive consequences. It is not necessary, today, to waste much time
on this idea, particularly in this country.4 But once again the reproach
must be made that people learn nothing from either theory or history. If
they had turned to theory and history with the question of what the effects
are of increasing the value of money, an answer would have been given
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5 [For Mises’s analysis of the effects resulting from a deflationary process, see Ludwig von
Mises, The Theory of Money and Credit (Indianapolis: Liberty Fund, 3rd rev. ed., [1924;
1953] 1980), pp. 262–68.—Ed.]

6 [See Ludwig von Mises, “The Non-Neutrality of Money,” [1938] in Richard M. Ebeling,
ed., Money, Method and the Market Process: Essays by Ludwig von Mises (Norwell, Mass.:
Kluwer Academic Press, 1990), p. 76: “[A]ll proposals for stabilization, apart from other
deficiencies, are based on the idea of money’s neutrality. They all suggest methods to 
undo changes in purchasing power already effected; if there has been an inflation, they
wish to deflate to the same extent and vice versa. They do not realize that by this procedure
they do not undo the social consequences of the first change, but simply add to it the 
social consequences of a new change. If a man has been hurt by being run over by an
automobile, it is no remedy to let the car go back over him in the opposite direction.”
—Ed.]

7 [For a brief history of Czechoslovakian monetary policy and reform in the years imme-
diately after the First World War, see Leland B. Yeager, Experiences with Stopping Inflation
(Washington, D. C.: American Enterprise Institute, 1981), pp. 80–85; and Thomas J.
Sargent, Rational Expectations and Inflation (New York: Harper & Row, 1986), pp. 95–100.
—Ed.]

without them having to relearn it all again through their own bitter expe-
rience.5

But even if someone had not wanted first to find out what theory and
history might have told them, he should have been able to imagine from
his own business experience what effects would follow from a fall in prices.
And then, even before the attempts that were undertaken in Europe and
in America to lower prices, he would have realized what today is taken for
granted, that increasing the value of the monetary unit also unleashes con-
sequences that are clearly undesirable.6 In saying this, it is far from my in-
tention to direct any special criticism against the monetary policy that the
Czechoslovak Republic pursued for a time, a criticism that as a foreigner
I can claim no right to make. The Czechoslovak Republic certainly does
not stand alone in its endeavors to alleviate the effects resulting from a pol-
icy of inflation by introducing a policy of deflation.7 England, the United
States, and France, not to mention other countries, also tried a policy of
deflation for a time, and there, too, the results were no different from those
that must inevitably arise from every implementation of a deflationary
policy.

After the failure of both inflationary and deflationary policies, the na-
tions of Europe and America finally returned to the monetary system that
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8 [For an exposition of Mises’s views on money, gold, and the limits to monetary policy at-
tempting to manage or manipulate the price level for purposes of economy-wide stabi-
lization, see Richard M. Ebeling, “Ludwig von Mises and the Gold Standard,” in Llewellyn
H. Rockwell, Jr., ed., The Gold Standard: An Austrian Perspective (Lexington, Mass.: Lex-
ington Books, 1985), pp. 35–59.—Ed.]

9 [See John Maynard Keynes, A Tract on Monetary Reform (New York: Harcourt, Brace,
1924), p. 187: “In truth, the gold standard is already a barbaric relic. . . . Advocates of the
ancient standard do not observe how remote it now is from the spirit and the requirements
of the age.” Keynes (1883–1946) was one of the most influential British economists of the
twentieth century, most famous for his 1936 book, The General Theory of Employment, In-
terest and Money. This work served as the basis and inspiration for the development of
modern macroeconomics, especially in the form that became known as Keynesian eco-
nomics. Keynes argued that a market economy, when left to itself, has a tendency to fall into
a state of relatively high unemployment and idle resources, the solution for which required
active monetary and fiscal policy by government.—Ed.]

was their ideal and goal during the greater part of the nineteenth century:
the gold standard.8

The employment of gold for monetary purposes is sometimes de-
scribed as an outmoded use for the metal and an irrational carryover from
the past, an atavism.9 The argument is made that it is completely under-
standable that, in ages past, gold possessed an especially high value in the
market and was widely accepted as a general medium of exchange, due to
its brilliance, its particular suitability for ornamentation and decoration,
and its relative scarcity. But it is completely incomprehensible that even
today this old custom is still retained. It is intolerable, these critics say, to
think that increases and decreases in the value of the monetary unit, along
with the social consequences that accompany changes in the value of
money, should be dependent on the accidents of gold production.

It would be far more reasonable if countries were willing to establish
independent national currencies, and create a monetary system free of the
uncertainties surrounding the profitability of gold mining. Such a cur-
rency would have its value determined by the conscious will of the nation
as reflected in the decisions of its government. A special advantage of such
an independent monetary system, it is said, would be that its implemen-
tation would involve relatively minor costs in comparison to the capital
and labor presently tied up in gold production that then would be freed for
producing far more useful things.

These arguments sound as enticing as they are mistaken. They ignore
the insuperable obstacles that stand in the way of a monetary system in
which changes in the value of money would be regulated by measures im-

01/Mises Vol. 2/Part Ib.p  7/20/02  12:58 PM  Page 140



The Return to the Gold Standard � 141

10 [See David Ricardo, “The High Price of Bullion,” [1811] in Piero Sraffa, ed., The Works
and Correspondence of David Ricardo, Vol. III (Cambridge: Cambridge University Press,
1951), pp. 98–99: “It is said . . . that the Bank of England is independent of Government.
. . . But it may be questioned whether a bank lending many millions more to Government
than its capital and savings, can be called independent of that Government. . . . This is a
danger to which the Bank, from the nature of its institution, is at all times liable. No pru-
dence on the part of the directors can perhaps have averted it. . . . It was then owing to the
too intimate connection between the Bank and Government, that the restriction [the sus-
pension of redemption of Bank of England notes for gold] became necessary. . . . The only
legitimate security which the public can possess against the indiscretion of the Bank is to
oblige them to pay their notes on demand for specie.” See also John Stuart Mill, Principles
of Political Economy, with Some of Their Applications to Social Philosophy (Fairfield, N.J.:
Augustus M. Kelley, [1871] 1976), pp. 544 & 546:

[N]o doctrine in political economy rests on more obvious grounds than the mis-
chief of a paper currency not maintained at the same value with a metallic, ei-
ther by convertibility, or by some principle of limitation equivalent to it. . . . All
variations in the value of the circulating medium are mischievous: they disturb
existing contracts and expectations, and the liability to such changes renders
every pecuniary engagement of long date entirely precarious. . . . Great as this evil
would be if it depended on accident [gold production], it is still greater when
placed at the arbitrary disposal of an individual or a body of individuals; who may
have any kind or degree of interest to be served by an artificial fluctuation in for-
tunes; and who have at any rate a strong interest in issuing as much [inconvert-
ible paper money] as possible, each issue being itself a source of profit. Not to
add, that the issuers have, and in the case of government paper, always have, a
direct interest in lowering the value of the currency, because it is the medium in
which their own debts are computed. . . . Such power, in whomsoever vested, is
an intolerable evil.

—Ed.]

plemented by the political authority. Gold did not possess its position as
money in the nineteenth century because it shines and is appropriate for
jewelry but because people wanted a monetary system under which vari-
ations in the value of money were independent of governmental influ-
ences.10

Precisely what the opponents of gold regard as an advantage of the sys-
tem they recommend—that changes in money’s value would be inde-
pendent of the uncertainties of the profitability of gold production and
would depend exclusively on the decisions of the political entities whose
job it would be to regulate the monetary system—seems to the proponents
of the gold standard as exactly the biggest drawback to this heralded ideal
of a paper-money system. The advocates of liberal economic policy who
recommended the gold standard, and who led it to victory and defended
it, sought in the gold standard, above all else, protection against govern-
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ment interventions that were meant to influence the value of money.
Those of us who in recent years have seen what government intervention
leads to when directed at the value of money will understand these argu-
ments in favor of the gold standard far better than they were understood in
the decades immediately preceding the World War.

Of course, advocates of an ideal paper money refuse any responsibil-
ity for the recent excesses from both inflationary and deflationary policies.
Their goal, they say, is a monetary system in which increases and decreases
in the supply of money would exactly match the demand for money. Since
the demand for money cannot be directly determined, the procedure
would be to control the supply of money in such a way as to try to keep the
price level stable. An index of prices would be calculated and the money
supply would be constantly manipulated so that the value of this index re-
mained unchanged.

This proposal would be excellent if its foundation—a system of index
numbers—was as firm and solid as its proponents assume. If a system of
index numbers made it possible for us to measure changes in the value of
money more or less in the same way that we are able to determine length
or measure areas, then a monetary system based on a price index would be
equivalent to the goal we stated above: The value of the monetary unit
would be independent of the changing views and purposes of those in po-
sitions of political power, as well as of political parties and interests. The
advocates of such an index-number system enormously overrate its capa-
bility for the measuring of changes in the value of money.

The oldest and most primitive methods of indexation were based on
the procedure in which one took the wholesale prices of a number of goods
in a year chosen as the starting point for an initial value; then, year by year,
a comparison was made to determine whether the sum of the prices that
had to be paid for the same quantity of goods had risen or fallen. The best
known index that was constructed using this method is that of the Lon-
don Economist. The Economist took the wholesale prices of twenty-two ar-
ticles in the years from 1845 to 1850 as its starting point. The average price
of each one of these twenty-two articles was made equal to one hundred.
And the initial value for all twenty-two articles was 2,200, in relation to
which, then, the computed price relationships for the following months
and years were compared.

It is readily obvious that with this method everything depends on
which goods are chosen for the calculation of the index number. Among
the twenty-two articles that the Economist uses for its calculations there
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11 [On the types and categories of commodities included in the Economist index, see
William Stanley Jevons, Investigations in Currency and Finance (New York: Augustus M.
Kelley, [1884] 1964), pp. 50–53.—Ed.]

are no fewer than seven materials from the textile industry, to wit, cotton
four times in different stages of processing, as well as raw silk, flax, hemp,
and wool; in contrast, foodstuffs and luxury items are represented only six
times. It is clear that every single change in the prices of textile materials
must considerably influence the computed index number. Thus during
the American Civil War, when there was an interruption in the supply of
American cotton to Europe, the Economist’s index rose significantly. In
January 1860 it stood at 2,692, in January 1864 at 3,787, and in January
1868 again at 2,682. This rise in the index number was not caused by an
increase in the costs of goods resulting from a change in the value of
money; it was caused by the rise in the cost of a particular group of goods
affected by a special situation.11

It is also clear that the index-number system is essentially arbitrary as
long as it does not include all goods. It is not sufficient to use the prices of
goods in the wholesale trade. One should start with consumer goods rather
than with raw materials, because it is changes in the prices for finished
goods that induce changes in other prices. Furthermore, in using the
prices of raw materials and semifinished products there is no way to avoid
the problem that these goods have multiple uses. The practical solution to
this problem would be to include the prices of all consumer goods; this is,
however, completely and absolutely impossible. Also, the prices of con-
sumer goods are not comparable over time. Last year’s wheat price can be
compared to that of today’s, but the prices of consumer goods whose qual-
ities change with fashion and technical progress cannot be compared in
the same way.

In addition, it is clearly unreasonable to allow the price of each indi-
vidual good to have the same importance in the determination of the
index. If the changes in the price of wheat and the changes in the price of
tobacco were to be given the same weight in the construction of the price
index, as the Economist does, then a doubling of the price of wheat and a
lowering of the price of tobacco by half would compensate each other in
the establishment of the price index, which is obviously absurd. The price
of the individual goods would have to be multiplied by the quantity (or
weight) that they represent in the total consumption basket.

But besides the practical difficulties that stand in the way of the
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12 For Mises’s critical analysis of the construction and limits in the use of index numbers
for price-level stabilization purposes, see Mises, The Theory of Money and Credit, pp. 215–
23; “Monetary Stabilization and Cyclical Policy,” [1928] in Israel M. Kirzner, ed., Classics
in Austrian Economics: A Sampling in the History of a Tradition (London: William Pick-
ering, 1994), pp. 48–52; “The Suitability of Methods of Ascertaining Changes in Pur-
chasing Power for the Guidance of International Currency and Banking Policy,” [1930] in
Richard M. Ebeling, ed., Money, Method and the Market Process: Essays by Ludwig von

establishment of a correct price index there are other fundamental diffi-
culties that are unsolvable. Consumer demands constantly experience
changes that, if longer periods are compared, are so considerable that the
basis for comparison with the use of the price index largely disappears. Pre-
cisely if one wants to multiply the prices of the individual goods by the
quantities of them that are consumed, in order to include them in the
price index, insuperable difficulty results from the fact that at both points
of comparison—the starting year and the later year—different multiply-
ing factors must be used. And what about new goods that appear on the
market whose prices would not be included? These difficulties cannot be
overcome. They would only cease to exist in an economy that was com-
pletely dead, in which there are no changes, no progress, and no new
innovation.

Another insuperable and fundamental difficulty is that the price index
is different according to the way in which the average of the different prices
is calculated. We reach a different result depending on whether we take the
arithmetic, the geometric, or the harmonic mean or whether we take the
densest value or the median value. And the use of all of these average val-
ues is equally legitimate.

From all of this, it is clear that a price index cannot provide what is ex-
pected from it. Changes in value of money cannot be precisely determined
in the same way in which we measure changes in the size or weight of an
object. It will always be possible to defend different views about whether
this or that way of calculating the price index is more accurate. Under a
monetary system based on a price index, the answer as to which method
of measuring price changes should be used would have crucial impor-
tance for the distribution of income and wealth among individuals and
entire groups in the society. These differences of opinion will not be
merely settled in the quiet of the scholar’s study, far from worldly conflicts
of interest. They will move to center stage on the political battlefield.
Debtors and creditors will have different interests and will try to make their
respective interests triumph.12
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Mises, pp. 78–95; Human Action: A Treatise on Economics (Irvington-on-Hudson, N.Y.:
Foundation for Economic Education, 4th rev. ed., 1996), pp. 219–23.—Ed.]

13 [See N. G. Pierson, “Further Considerations on Index-Numbers,” Economic Journal
(March 1896), pp. 127–131, who concluded after critically examining various methods for
constructing index numbers—including those developed by Sauerbeck, Jevons, and
Laspeyres—that “the only possible conclusion seems to be that attempts to calculate and
represent average movements of prices, either by index-numbers or otherwise, ought to be
abandoned.”—Ed.]

It is these shortcomings in the construction of index numbers that has,
up to now, resulted in the rejection of every project for monetary reform
built upon their use. For more than a hundred years proposals have been
made over and over again to supplement or replace a precious-metal cur-
rency, at least for debtor-creditor relationships, by a compensating cur-
rency based on a price index. To avoid gains and losses from long-term
debt contracts, it was proposed that such long-term contracts should no
longer be serviced and repaid, as they have been up to now, by the pay-
ment of a certain fixed sum of money. Instead, interest should be paid and
principle repaid with that nominal amount of money that corresponds to
the purchasing power of the amount of the loan at the time the debt was
assumed. Thus if a mortgage debt of 100,000 crowns was assumed at a
time when the index stood at 100, then if it is repaid years later at a time
when the index stands at 120, it should be repaid not with 100,000 crowns
but 120,000 crowns.

These proposals were discussed in the most thorough and fundamental
way, especially in England and America, but they were never carried out be-
cause it was fully recognized that no system of index numbers offered a sound
and solid foundation for long-term loan contracts.13 In the Anglo-Saxon
countries, unlike on the Continent, people never closed their eyes to the
fact that changes in the value of the precious metals very strongly influenced
the importance of long-term contracts. How great is this influence is shown
by the fact that, from 1896 to 1912, the purchasing power of gold fell by the
ratio of 100:66; that means, then, that the saver who invested his savings in
fixed-interest assets lost a third of his savings over this time. But the opinion
was expressed that even this situation was still to be preferred to one in which
the amount of principle and interest repaid on a loan would be dependent
upon the changing opinions of legislators and judges. The gold standard was
retained in spite of the fact that its defects were recognized, because it was
considered that any other system had incomparably greater defects.

01/Mises Vol. 2/Part Ib.p  7/20/02  12:58 PM  Page 145



146 � Selected Writings of Ludwig von Mises

14 [See Chapter 2, “On the Currency Question,” footnote 5.—Ed.]

But during the last decade a change has taken place in the monetary
situation of the leading countries of the world that threatens the gold stan-
dard from a different direction. The classical English gold standard, as it
was established after the currency chaos of the Napoleonic period and or-
ganized by the Peel Bank Act of 1844, was so constituted that consider-
able quantities of gold were in effective circulation.14 Since the smallest
notes represented five pounds and the largest silver coin, the crown, had
the value of five shillings, the entire retail trade had to make use of the
gold sovereign. The situation was the same in France, where there was a
wide gap between the highest silver coin of five francs and the lowest note
of fifty francs. And the German monetary system was set up in a very sim-
ilar way after the unification of the Reich. We all know from personal ex-
perience that before the war gold coins actually circulated in considerable
quantities in England, in Germany, in the countries of the Latin Monetary
Union, and in a number of other states.

But in the last decades before the war, gold standards were created
that for different reasons failed from the beginning to put gold-money in
the hands of the public. For domestic transactions, bank notes and small
coins were used exclusively, and gold remained in the vaults of the central
banks as backing for the bank notes. This type of currency, which was in-
troduced in India, the old Austro-Hungarian monarchy, and other coun-
tries, is called a gold-exchange standard or the “gold-core currency.” It,
too, was a gold standard since, either on the basis of special legal regula-
tions or common practice, the currency could be redeemed for gold or in
gold-backed foreign exchange.

But things did not stop there. Already some years ago a succession of
note-issuing central banks, especially those of small and financially weaker
states, had found that the holding of large gold reserves involved costs that
could be saved. They set about exchanging a part of their gold reserve,
which was lying in their vaults earning no interest, for short-term gold
claims on foreign countries, gold claims that in contrast to non-interest-
earning gold ingots and stocks of coins did earn interest. Decades ago the
Austro-Hungarian Bank already had been given permission to include a
part of its holdings of foreign exchange in the legally prescribed backing
for its bank notes. The bank likewise invested the greater part of the re-
serves that it held beyond the legally prescribed minimum not in actual
gold but in foreign exchange. This system, the financial advantages of
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15 [See J. van Walre de Bordes, The Austrian Crown: Its Depreciation and Stabilization
(London: P. S. King and Son, 1924), pp. 219–20: “Austria has therefore at present a gold
exchange standard, and in the purest form—with practically no gold. . . .There is no gold in
circulation, and the gold reserve of the Austrian National Bank is insignificant. At the end
of 1923 the gold reserve amounted to 6.5 million gold crowns, and there was a foreign ex-
change reserve of 298.6 million. On several occasions during 1923 the Bank sold gold,
probably because it preferred to have a reserve of interest-bearing foreign bills than of un-
productive gold.” (Italics in the original.)—Ed.]

which were obvious for the note-issuing banks sharing the proceeds re-
sulting from this arrangement, was already extraordinarily widespread be-
fore the war; after the war it was elevated to the ideal of a cheap but sound
monetary system.

When the countries of Europe whose monetary systems were wrecked
by the war and its aftermath think about monetary reconstruction, they all
have in mind, in the first place, the setting up of a gold-exchange standard
in which all or at least the greater part of their gold reserves are to be in-
vested in gold-backed foreign exchange. For the time being they are giving
no thought to bringing gold back into use for domestic transactions. What
they have in mind is simply and only to establish the stability of the rate
of foreign exchange through the stipulation of an obligation to redeem the
notes that are circulating within the country. In Austria we have virtually
had such a currency since the end of 1922; the Austrian National Bank has
not added a single gold coin to its vaults for purposes of currency re-
demption. All that the Austrian National Bank has procured for this pur-
pose are foreign claims to gold.15 Whoever follows the policies of the other
note-issuing central banks of the world will easily recognize that this is the
ideal that all these banks have in common. For considerations of prestige
they might, in general, refuse to diminish the stock of gold that already re-
sides in their vaults; but they want to avoid buying any gold that adds to
their existing stock. They want to keep their reserves with the least possi-
ble sacrifice, and the best way to do it is to invest it in interest-bearing
claims abroad.

It is obvious that every country in the world cannot follow this policy.
Let us assume that all countries were to act according to this policy; the re-
sult would be that there would no longer be any room in the world for that
part of the gold supply not being used for other, industrial purposes. This
system, therefore, can only survive because there is, temporarily at least,
still one country in the world that does not practice the principle of the
gold-exchange standard and hold its reserves in the form of a foreign-
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16 [ Keynes, A Tract on Monetary Reform, pp. 177–82.—Ed.]

17 [Ibid., pp.182–83 & 213–21.—Ed.]

currency claim to gold. The United States still has a real gold standard in
the old sense. All newly mined gold not going into various industries that
use gold as a raw material flows into the United States, where it ends up
either in circulation as coins or, to a greater extent, in the coffers of the
banks that are subordinate to the Federal Reserve System.

These circumstances have led an English writer on monetary policy,
John Maynard Keynes, to express the opinion that the gold standard can
no longer be considered independent of the influences of governments.16

Instead, according to Keynes, the value of gold is today already dependent
in a very blatant way upon the decisions of one government, namely, the
government of the United States of America. If the United States were to
decide to set a limit on any further inflow of gold by abolishing the right
of free coinage of gold and through the suspension of gold purchases by the
banks, then the value of the dollar would rise above its gold value while the
value of uncoined gold or gold not coined into dollars would have to fall
considerably. Keynes thinks that, within the foreseeable future, the United
States will come to this decision because in the long run it will not find it
expedient to deliver large quantities of goods—it is a matter of from 50 to
100 million pounds’ worth of goods per year—in order to receive in ex-
change a metal with which it can do nothing except store it away in bank
vaults. As long as the newly produced gold can flow into the United States,
a continuous inflationary pressure is exerted on the value of the dollar and
a tendency toward rising prices is created. It could happen, according to
Keynes, that a movement advocating going off the gold standard could
arise in the United States as a reaction against a continuing rise in prices.17

Keynes apparently sees nothing disturbing in this possibility because
he is obviously of the opinion that a paper currency disconnected from
gold can function satisfactorily, if it is anchored to a price index. He thinks
it is an exaggerated anxiety to object that such a currency will no longer
be independent of the decisions of governments. The gold standard is al-
ready no longer independent of governmental policy today, as it once had
been, when the gold standard could be seen as a useful device to remove
government interference from the monetary system.

In any case, one has to agree with Keynes that the present system of
currency arrangements cannot continue. Although rarely explicitly ex-
pressed, the reform ideal of most monetary-policy advocates in the smaller
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and poorer countries is the gold-exchange standard, with a redemption
fund formed either entirely or at least chiefly out of claims to gold, not in
gold itself. Even if this system should be accepted by the great economic
powers of the world, by England, Germany, France, and the other great na-
tions, this would mean that the entire costs of holding the gold reserves of
the world would be placed on the shoulders of the United States. The
United States would, of course, thereby have the honor of managing the
gold reserves that constitute the foundation of all the world’s currencies;
but it would have to pay rather dearly for this honor. Keynes thinks that at
the moment when the United States realizes this fact, which is still hidden
from the mass of the American public, it will decide in favor of abandon-
ing the gold standard.

There is, however, another course of action that is conceivable and
possible. The United States and the few other countries in which the gold
standard is still in effect today could make all the other countries of the
world restructure their currency legislation in such a way that they would
have to accept a considerable part of the new gold entering the market.
This could be done by requiring these countries either to hold a corre-
spondingly larger stock of real gold in their note-issuing central banks or
to apportion their notes and coins in such a way that real gold coins would
have to be used in transactions. It is certain that the United States, which
today occupies the dominant position in the capital market, has the power
to force the other nations of the world to conclude and keep such an agree-
ment. By such a method, it would protect its own monetary system and
that of the rest of the world from further disruptions.

Keynes is, however, completely mistaken if he thinks that there would
be no harmful consequences for the United States if it broke away from the
gold standard. The abandonment of the gold standard by the United States
would weaken the purchasing power of gold and would cause a difference
to arise between the value of the dollar and the value of gold. As a result,
great disagreements would develop between America and its debtors. The
debtors, whose obligations are payable in dollars, would make the claim
that they were only obligated to pay as much gold as corresponded to the
weight of the dollar at the time they assumed their loans. It will not always
be easy for the United States to reply with counterarguments against those
of the debtors, and it would be even more difficult for the United States ac-
tually to impose its own view on others.

If the United States, after freeing the dollar from the gold standard,
has a currency that rises in value relative to the currencies of other coun-
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18 [Ibid., pp. 193–213. –Ed.]

tries, then all Americans who draw income from foreign countries will
have an unpleasant experience, and American industry will have to strug-
gle against increased imports at the new foreign-exchange rate.

Every step that detaches the United States and the other countries
from the gold standard will produce a long transitional period of fluctua-
tions in the exchange rates between their currencies, which otherwise
could have been avoided. Such fluctuations are apt to gravely damage in-
ternational trade, and the countries that would suffer the most are those
that are most heavily involved in world trade; and those are, again, the
United States and the other American regions that are bound to it by nu-
merous economic ties. So it will not be as easy for the United States to
abandon the gold standard as Keynes believes.

If Keynes thinks that it would be very easy for England to abandon the
gold standard, he is wrong there as well.18 It is true that the greater part of
England’s foreign assets is payable in English pounds sterling and not in
gold. But if, through the abandonment of the gold standard by England
and the United States, a situation should develop in which gold is below
the value of the pound, then debtors certainly would not be so easily per-
suaded to share Keynes’s legal opinion that they owe pounds sterling and
not gold. They will defend the view that by pound sterling nothing more
can ever be understood than the quantity of gold that corresponded to the
debt at the time it was assumed. And here, too, it is questionable whether
England will be in a position to prevail against this kind of argument. But
most especially, England must consider the fact that by adopting a cur-
rency whose value rises against foreign currencies it will, for a period of
transition, further increase the difficulties of its industrial sector. We have
seen only recently that in England many politicians, in their efforts to find
a way out of the difficulties of the industrial crisis, have even turned to the
desperate idea of creating inflation for the purpose of facilitating exports.

For the present, Keynes’s ideas have not met with any approval in Eng-
land. In the United States, as well, public opinion is far from agreeing with
the sort of plans that Keynes proposes. The practical spirit of the American
resists risking an experiment whose outcome would hardly be favorable.
On the other hand, in the United States today another, and no less dan-
gerous, project is being considered that, although fundamentally retaining
the use of gold, wishes to introduce price indexing into its monetary sys-
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19 [Irving Fisher, Stabilizing the Dollar (New York: Macmillan, 1920). Irving Fisher
(1867–1947) was one of the most prominent American economists in the first half of the
twentieth century. He formulated a widely used version of the quantity theory of money,
utilizing the equation of exchange in The Purchasing Power of Money (1911). He advo-
cated using a system of index numbers to vary the gold content of the dollar to maintain a
stable purchasing power of the monetary unit. A professor of economics at Yale University,
he also was an advocate of eugenics and unusual health-food diets.—Ed.]

tem. This is the proposal of the American economist, Irving Fisher.19 The
basic idea behind his plan for stabilizing the purchasing power of money
is to replace the gold standard as it exists today with the compensated dol-
lar standard. I have already pointed out that the proposal has been repeat-
edly made to supplement the precious-metal standard by a compensated
currency standard. Obligations in money that become payable after the
expiration of a certain time should, either by virtue of universally obliga-
tory legal provisions or by virtue of special contractual agreements between
the parties, be paid off not in the nominal sum of money in which they are
written but by that amount of money whose purchasing power at the time
of the payment of the obligation equals the purchasing power of the bor-
rowed sum at the time the obligation was entered into. As for the rest, all
of these proposals would leave gold in its place in the monetary system.

But Fisher wishes to go beyond this. According to his proposal, the
compensated dollar standard would not merely complement the precious-
metal standard, instead it would replace it completely. This would be
achieved through a combination of the fundamental idea of the gold-
exchange standard with the fundamental idea of the index standard.
Under the gold-exchange standard the money substitutes in circulation
are redeemable in gold—or also in gold-backed foreign exchange. Fisher
also wishes to retain redeemability in gold, but in his construction the
money substitutes in circulation would no longer be redeemable as a spe-
cific weight of gold but as that amount of gold corresponding to the pur-
chasing power of the monetary unit at the time the plan was introduced.
The dollar, according to the model elaborated by Fisher for the United
States, ceases to be a fixed amount of gold with a variable purchasing
power and instead becomes a variable amount of gold with an unchang-
ing purchasing power. From month to month it is to be determined by
surveys of price statistics, which are used for the calculation of a price
index, by how much the purchasing power of the dollar has risen or fallen
in comparison to the preceding month. Accordingly, then, the amount of
gold that is to correspond to a dollar increases or decreases. The dollar is
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20 In the new [1924] edition of my Theory of Money and Credit, pp. 438–45, which will
appear in about three months.

redeemable at the redemption office for this amount of gold, and for this
amount of gold it must hand over a dollar to anyone who demands it.

Fisher’s proposals are also unacceptable. In the first place, the short-
comings of a price index, which we have already described at length, must
speak against it. This defect and others, which cannot be reviewed here be-
cause of the brevity of the time at our disposal and which I have discussed
thoroughly in another place,20 mean that the implementation of Irving
Fisher’s project would fail to eliminate, in spite of what he claims, those
social consequences that accompany changes in the value of money that
are universally considered as an evil. The Fisher project has been thor-
oughly discussed in the United States, and the House of Representatives
has set up a special committee to study it. I believe, however, that the
United States does not intend to follow the path that Fisher has proposed.

All attempts to put something better in place of the gold standard must
fail because the price-index system provides no clear solution and because
conflicts between interested parties would inevitably break out about
which of the many possible solutions to use that would never leave the
economy in peace. It would be an intolerable situation if we had to carry
on discussions forever and ever about whether at every instant measures for
the raising or lowering of value of the currency were to be recommended
or rejected. Continuity of economic development would be endangered,
and the evil that we have been enjoying so fully in these last few years
would be perpetuated.

The gold standard’s future does not appear to be as unfavorable as
Keynes sees it. Of course, in this sphere as well as in many others, it is no
longer acceptable that each individual nation carries on its own economic
policy without any consideration for neighboring countries. In the realm
of monetary systems it will be necessary to make international agreements.
The goal of these international agreements must be to reintroduce the gold
standard in every single country of the world, which can be achieved with-
out difficulty if the League of Nations imposes a punitive duty on the ex-
ports of those countries that refuse to stabilize their monetary system. If
the nations of the world once again agree to accept the gold standard we
will once more have a monetary system that is not dependent on the in-
fluences of one or several individual governments. This monetary system
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would also guarantee the stability of foreign-exchange rates and thereby
the stability of international capital and bank transactions.

But if we wish to undertake the creation of a monetary system that is
divorced from gold, then in every single country we shall see conflicts arise
between special-interest groups who want to change the value of money in
one direction or another. If people within their own countries cannot even
come to an agreement about the monetary-policy measures to be under-
taken, then it will be even less possible to achieve unanimity in interna-
tional arrangements. A currency system detached from gold, which would
be regulated by the different points of view in each individual country,
would be synonymous with the perpetuation of fluctuations among the
foreign-exchange rates, and international-capital transactions would suf-
fer severely from these fluctuations. The monetary chaos would be aggra-
vated and become a lasting institution.

We have only the choice between the gold standard and a currency
manipulated by governments. With the gold standard we are dependent
upon the accidents of the profitability of gold production; with an inde-
pendent currency we are dependent upon the changing political currents.
With the maintenance of the gold standard we have at least a possibility of
seeing foreign-exchange rates stabilized again; with currencies uncon-
nected with gold this is hardly likely to be achieved. In such circumstances
the choice can surely not be difficult. The gold standard is not an ideal
monetary system, but in the given circumstances it is the best one possible.

In these conditions it would be absolutely mistaken to argue that the
policy of those countries whose currencies were wrecked by the war are
today going in the wrong direction. All of these countries are striving for a
gold-exchange standard backed up by a reserve fund invested in foreign ex-
change. It is true that this conception of a currency system cannot be the
ultimate goal of monetary reform and policy. But it is equally true that it
represents the first step on the way to rehabilitating the ruined monetary
situation.
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1 [The article was delivered in German as a lecture in Cobden-Szövetség, Hungary in
October 1924. It has not been previously published.—Ed.]

2 [On Mises’s diagnoses of the economic ills of Europe in the period between the two
world wars and his economic policy prescriptions for reestablishing both freedom and pros-
perity, see Richard M. Ebeling, “Planning for Freedom: Ludwig von Mises as Political
Economist and Policy Analyst,” in Richard M. Ebeling, ed., Competition or Compulsion?
The Market Economy versus the New Social Engineering (Hillsdale, Mich.: Hillsdale Col-
lege Press, 2001), pp. 1–85.—Ed.]

chapter 15

Restoring Europe’s
State Finances1

It is a mistake to view the Great War or the ensuing economic hardships
as natural calamities, like earthquakes or floods, as the result of which hu-
manity was the innocent victim. Later generations will recognize more
clearly than is possible today that the groundwork for the collapse of Eu-
ropean civilization was already carefully laid by literary and sociopolitical
trends in the decades immediately preceding the Great War. Imperialist
doctrines of power and force and theoretical justifications for protective
tariffs have led straight to military catastrophe and economic warfare, while
socialist doctrines and the destructive teachings of literary figures like Leo
Tolstoy are directly responsible for Bolshevism. In the same way, current
financial problems are the product of misguided fiscal theories that have
been propounded and propagated for decades.2

There was a time when it was conventional wisdom that taxes were
an evil to be avoided as far as possible and that a finance minister’s only
virtue was frugality. In those days the representatives of the people in par-
liament were at great pains to trim budget proposals in order to save the
population from excessive tax burdens. Unfortunately, this principle was
abandoned in the decades prior to the war. The pernicious doctrine arose
that there was a fundamental difference between the public budget and
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3 [Ferdinand Lassalle (1825–64) was a leading advocate for the German socialist move-
ment. An associate of Karl Marx, he was one of the founders of the German labor move-
ment. He argued for nonrevolutionary change in the direction of socialism through welfare-
state policies introduced by the imperial German government. He referred to the State as
“God,” and condemned free-market liberalism as “the Night-watchman State.” In 1863,
Lassalle published a pamphlet on “Indirect Taxation and the Position of the Working
Class,” in which he advocated a shift to a system of direct taxation targeted at the capital-
ist owners of the means of production. He was killed in a duel over the affections of a
woman.—Ed.]

4 [See, for example, David Ricardo, “On the Principles of Political Economy and Taxa-
tion,” [1821] in Piero Sraffa, ed., The Works and Correspondence of David Ricardo, Vol. I
(Cambridge: Cambridge University Press, 1951), pp. 152–53:

All taxes must either fall on capital or revenue. If they encroach on capital, they
must proportionally diminish that fund by whose extent the extent of the pro-
ductive industry of the country must always be regulated; and if they fall on rev-
enue, they must either lessen accumulation, or force the contributors to save the
amount of the tax, by making a corresponding diminution of their former con-
sumption of the necessaries and luxuries of life. Some taxes will produce these
effects in a much greater degree than others; but the great evil of taxation is to
be found, not so much in any selection of its objects, as in the general amount
of its effects taken collectively. . . . It should be the policy of governments . . . never
to lay such taxes as will inevitably fall on capital; since by so doing, they impair
the funds for the maintenance of labour, and thereby diminish the future pro-
duction of the country.

—Ed.]

household budgets. In household budgets, it was believed, expenditures
were to be based on income, while in the public budget expenditures were
to determine revenue. While no fiscal theorist ever dared to proclaim this
principle openly and without reservations, nevertheless, for the last several
decades it has by and large served as the basis for scholarly discussion.

The principle was reinforced by a singular interpretation of the im-
pact of direct and indirect taxes. It was thought that only indirect taxes on
items of mass consumption affected broad segments of the population,
while direct taxes were believed to target only the wealthy and the owners
of property, without otherwise burdening the economy. Ferdinand Las-
salle did a lot to popularize this idea, which became the accepted gospel
on taxation for all radical politicians, and in particular the Social Democ-
rats.3

In the eyes of the older liberals, taxation of income and the interest on
capital had the negative effect of slowing down the process of capital for-
mation and hence retarded economic progress.4 This objection was now
cavalierly dismissed. Progressive income taxes were introduced and par-
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ticularly high taxes were levied on joint-stock companies, which are the
most important type of enterprises. While in the past parliament had re-
sisted budgetary requests and tax proposals, the representatives of the peo-
ple now demanded new expenditures and voted for such large tax increases
that they had to be restrained by more farsighted finance ministers.

Whenever discussion turned to a new and popular expenditure, the
representatives of the people were inclined to approve it, as long as it was
not paid for through additional indirect taxes but only by new direct taxes.
Some of the direct taxes, for instance inheritance and capital-gains taxes,
targeted wealth in the form of capital as a source of tax revenue. In the
case of taxes on income and profits, the idea was originally to tax only real
income. In the wake of monetary depreciation and the resulting taxation
of paper profits, even taxes on income and profits have now been con-
verted into taxes on wealth. A portion of the existing capital has been taxed
away, converted into consumption goods, and used up. By its very nature,
this fiscal policy has reduced the economy’s wealth. But so great were the
social and political delusions that it was considered a desirable feature of
direct taxation that it taxed away the country’s patrimony. Feelings of envy
such as this generated the belief that the impoverishment of entrepreneurs
and the owners of capital was beneficial to the economy. The fact that the
economy as a whole, not just the owners of capital, became poorer was
completely disregarded.

It became an article of faith that the bounty of the state treasury knew
no limits and the demands placed on the treasury knew no bounds. Dur-
ing the war and the postwar years, this belief culminated in the demand
that large amounts of money be disbursed by the state to its citizens in the
form of food subsidies. Future historians will study the motives that led to
this system of government food distribution.

Easy credit also played a large share in the cavalier attitude that de-
veloped toward increasing public expenditures. In the past, even finance
ministers of large and wealthy states were hard-pressed to raise even mod-
est loans, and such attempts often were rebuffed. This situation changed
completely in the last decades before the war. Europe’s wealth had grown
so rapidly that all public loans were fully subscribed. Banking organiza-
tions had grown by leaps and bounds. They were now in the hands of a few
central-banking institutions located in each nation’s capital, and were po-
litically subservient to the government. A government was able to obtain
whatever loans it needed for its own purposes or for a foreign government
that it wanted to support. As one consequence of this, a substantial part of
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5 [By 1914, before the beginning of the First World War, French foreign, long-term in-
vestment in Russia was 11.3 billion francs, out of a total of long-term investments of 27.5
billion francs in Europe and 45 billion francs worldwide. On February 10, 1918, the new
Soviet government officially repudiated all foreign debts accumulated by both the former
imperial Russian government and the provisional government that was in power from Feb-
ruary to November 1917.—Ed].

France’s wealth migrated to Russia and was lost there.5 Similarly, the pop-
ulation of the Central European states turned over a large part of its wealth
to the state and local governments in the form of loans; they will never be
repaid. Even today, after all the bitter experiences of the last decade, So-
viet Russia is receiving long-term credits from foreign suppliers, and we
may yet see a large European or even American loan extended to the
Soviets.

Large loans were the mainstay of national governments and local ad-
ministrations in undertaking sweeping nationalization and municipal own-
ership. Through this method, national and local government agencies
acquired or built railroads, streetcars, water works, and electrical works (for
lighting). By the same avenue, they even acquired breweries, commercial
bakeries, theaters, hotels, inns, etc. These entrepreneurial activities by gov-
ernments have been an unmitigated disaster. The old fable about Midas
has been turned on its head; whatever gold governments touched turned
into dust. In an instant, flourishing enterprises were in need of subsidies.
The governments could not even manage to make some money from the
sale of leftover military supplies and state-owned weapons plants. Every-
where, and not just in Germany and Austria, demobilized goods were dis-
posed of in the most wasteful manner.

It is inconceivable that this system of government-owned enterprises
can be maintained in the long run. It is unimaginable that taxes will be
collected to cover the deficits of these public enterprises. That may have
been possible as long as there were only a few public enterprises of this
sort, but with their increasing number it is no longer feasible. There is only
one remedy for this problem. Governments and local agencies must sell off
all these enterprises and turn them over to private entrepreneurs who will
know how to run them at a profit. This solution, which is the only realis-
tic option, runs counter to the strong socialist convictions of our time and
the special interests of those who are employed in these enterprises. Peo-
ple do not want to completely abandon the principle of socialization, ir-
respective of the fact that it has failed wherever it has been applied.

Hence there are the many attempts to carry through various reforms,
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6 [In 1922, the federal chancellor of Austria, Monsignor Ignaz Seipel, arranged for a $126
million loan from the League of Nations to assist in the financial and monetary recon-
struction of the country. One of the stipulations under the loan agreement was that eighty
thousand government workers would be dismissed as part of an austerity program.—Ed.]

while circumventing the only really effective solution. Commercialization
of public enterprises has been advocated, but this is nothing more than a
cheap slogan. It is perfectly true that these enterprises lack business lead-
ership. But business leadership is not something external that can be in-
jected into public enterprises. Business leadership—or in the case of joint-
stock companies the representatives that operate them on behalf of the
owners—implies that profit and loss is borne by the owners. Civil servants
or agents of the state or the local municipalities are always subservient to
the control of government authorities, parliamentary committees, etc. No
matter how conscientious and educated they may be, they will always re-
main bureaucrats. As long as public enterprises have a monopoly position,
they can conceal their mismanagement through accounting gimmicks.
But where public enterprises must compete in the open market, they can-
not resort even to this expedient. The state and local governments simply
cannot afford the luxury of engaging in public enterprises. The reason that
the Western powers, and England in particular, have sounder finances
than the Central and Eastern European states is not their greater wealth
but the fact that they run fewer public enterprises and above all that they
have no public railroads.

It was a mistake to start out by reducing the number of public servants
as a means of restoring sound public finances.6 It would have been much
wiser to have started with the elimination of useless government programs,
and above all by eliminating public enterprises.

In the last analysis it is the doctrine that the state can spend what it
wants irrespective of its revenue that must bear the blame for the great in-
flation of the war and postwar periods. Governments take it for granted
that when they are unable to acquire money through other means, they
can resort to the printing of new money. It was hard enough to persuade
public opinion that this system must very quickly lead to a total collapse.
Today this fact needs little emphasis; the struggles with inflation are vivid
in everyone’s memory.

Germany and Russia are among the states that allowed inflation to run
its course to the bitter end. Other states, Austria and Hungary among them,
stopped just short at the rim of the abyss. Still others, such as France and
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7 [For brief accounts of the ending of the post-World War I inflations in Germany, Rus-
sia, Austria, Hungary, and France, see Leland B. Yeager, Experiences with Stopping Infla-
tion (Washington, D. C.: American Enterprise Institute, 1981).—Ed.]

8 [When Mises delivered this lecture in late 1924, unemployment had risen to about 15
percent of the Austrian workforce, partly as a result of the austerity program connected
with the loan from the League of Nations, described in footnote 6.—Ed.]

Italy, waited until the next-to-last moment.7 Calling a halt to an inflation-
ary policy, however, is not sufficient in itself to restore sound finances. The
expenditure side of the budget must be radically trimmed. This does not
mean that cultural expenditures must be cut to the bone. It is absurd to ex-
pect to save money by cutting a research position in a medical institute,
while public enterprises continue to squander billions.

The net value of publicly owned Austrian forests is estimated at 170
million gold crowns. Under state management, this enormous asset
yielded a deficit of more than 3 million gold crowns in 1923, despite the
selling off of a million cubic meters of timber. The balance sheet for 1924
is not yet complete, but there will probably be a 1.8 billion gold crown
deficit. If the state had sold off its timberland and similar types of property
—mines, salt mines, and, above all, the railroads—it would not have
needed that large loan from the League of Nations. It is not true that a
state like Austria cannot afford essential state expenditures. But it is an un-
deniable fact that it cannot afford the luxury of unprofitable public
enterprises.

Everywhere, but particularly in Austria, people are talking about the
crisis that has been unleashed by the attempt to restore sound public fi-
nances.8 This is the wrong way to look at the matter. The restoration of
sound state finances has not triggered the crisis. The crisis was brought to
a head not by the restoration of sound state finances but by the elimination
of the misleading bookkeeping that had been produced by the progressive
depreciation of the crown.

This in itself is no cause for concern. To recognize a problem is the
first step in solving it. As long as inflation concealed the poor performance
of the public sector and the economy as a whole, the problem could eas-
ily be ignored. Today we know what is wrong and what are the remedies.
All that is lacking is the will to carry them through. What is required is
neither new nor easily popularized, but we know that it is effective. What
is needed is frugality. The ability to economize, not the invention of new
taxes, is the hallmark of a good finance minister.
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1 [This article originally was delivered as a lecture in German before a meeting of the In-
dustrial Club of Vienna on November 18, 1926. It was published in the Industrial Club’s
proceedings newsletter for November 1926, No. 342. During the three months between
March 9 to May 31, 1926, Mises had toured the United States under the financial aus-
pices of the Laura Spelman (the Rockefeller) Foundation, visiting and lecturing in a dozen
cities.—Ed.]

chapter 16

Changes in American
Economic Policy1

The United States has become great and rich under the rule of an eco-
nomic system that has put no restrictions on the free pursuits of the indi-
vidual, and has thereby provided the opportunity for the country’s
productive powers to be developed. America’s unprecedented economic
prosperity is not due to the richness of the American soil; instead, it is due
to an economic policy that has reflected how best to exploit the possibili-
ties offered by the land. American economic policy always has rejected—
and still rejects today—any protection for the inferior and less competi-
tive against that which is efficient and more competitive. The success of
this policy has been so great that it is hard to believe the Americans would
ever have reasons to change it. No other country in the world can compare
with the United States in wealth or a standard of living possessed by the
vast majority of Americans that would have been considered impossible
even two decades ago.

It is really astonishing, therefore, to see the sharp criticisms that are
being directed against this economic policy. The existing capitalist system
is criticized for not being “rational” enough, and it is believed that cen-
tralized economic planning could achieve far better results. The system 
is also criticized for not being sufficiently democratic because the voting
public does not have any direct influence on the direction taken by
production.
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The experiences with state and municipal enterprises that have been
undertaken in Europe as well as in the United States, both during and
after the war, are not thoughtlessly brushed aside by the Americans; they
calculate these things still more soberly than do Europeans. The nation-
alization of industry and the municipalizing of enterprises find very little
support. National, regional, or municipal management of business is not
wanted; the continuation of private management of enterprise is desired,
but under the supervision and influence of the government.

This is considered to be particularly important in a certain number of
lines of production, primarily over the entire transportation system, agri-
cultural production, and lighting and power. Government is supposed to
exert its influence through pricing regulations imposed by a rate-setting
authority that oversees transportation, and lighting and power facilities.
While attempts in this direction are constantly being undertaken, their re-
sults are unsatisfactory. The system is basically unworkable. Whenever the
prices of the products in a particular line of production are considered im-
portant enough to be artificially held down through government compul-
sion, the profitability of investing capital in that sector of the economy is
reduced. Investment capital shifts into other lines of production where the
potentials for profit have not been hampered by government intervention.
The production activities whose improvement is supposed to be fostered
through such regulations are in fact badly served as a consequence of such
government intervention. If the profit on invested capital is reduced as a
result of holding the revenues of city transportation enterprises below the
rate appropriate to market conditions, then the only result will be that cap-
ital moves to more rewarding uses in the future. The municipal trans-
portation systems in a number of American cities are in a deplorable state
precisely because these communities have prevented private companies
from raising their rates.

On the other hand, the results from these experiments with municipal
enterprises around the world (including the United States) have made
communities in America reluctant to take over these businesses directly.
The problems resulting from this system of government intervention would
have been more strikingly apparent if these companies, finally after a strug-
gle, had not always been able to obtain the rate increases they wanted. If
the interventionist system was more universally and strictly enforced its in-
herent contradictions would be more clearly seen, and the Americans
would be put in the position of having to choose between freeing the mar-
ket or following the path that leads to nationalization and municipalization.
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2 [The “La Follette party” refers to the political movement originally organized in Wis-
consin by Robert M. La Follette (1855–1925). He served as governor (1901–06) and then
U. S. Senator from Wisconsin (1906–25). He ran as the presidential candidate for the Pro-
gressive party in 1924. La Follette was considered a leading feature in the Progressive move-
ment, arguing for greater government regulation of business, especially in the railroad
industry.—Ed.]

In comparing the United States with Europe, it is easily seen that eco-
nomic activity in America, at least for the present, is still far less restricted
and hampered than is the case in Europe. The fact cannot be ignored,
however, that a strong movement is arising in America for trade unions
and state governments to have a greater influence over economic life, and
that this movement has support both in the economics literature and in the
general news media. And in this respect there is no real difference among
the political parties. The La Follette party was, perhaps, the most promi-
nent one when this movement began.2 But today both major parties, the
Republicans as well as the Democrats, are ready to undertake even very
radical steps in this direction in order to win the votes of the electorate.

If in the future American production fell upon hard times because of
a fall in foreign sales, it is possible that with the support of the votes of
farmers and the urban masses, an economic policy will be instituted that
is fundamentally different from America’s traditional one. The ideas that
have dominated European economic policies for several decades will then
be transplanted to the United States.

There can be no doubt that the results America would achieve from
such a policy would be no better than what it has “achieved” in Europe.
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1 [This article originally appeared in German in the Wochenschrift Niederösterreichischen
Gewerbevereins (February 13, 1930). It outlines themes in contrasting business and bu-
reaucratic management methods that Mises later developed in greater detail in his book,
Bureaucracy (Spring Mills, Pa.: Libertarian Press, [1944] 1985).—Ed]

chapter 17

Commercial and Bureaucratic
Business Management1

Commercial business management reflects the nature of private enter-
prise, while bureaucratic business management is in line with the nature
of officialdom, which administers the affairs of the state. The commercial
enterprise has as its compass nothing except the profitability of its busi-
ness. The entrepreneur of a private firm gives the employees, to whom he
transfers various independent tasks, one single instruction: to strive for the
maximization of profit. In this directive is contained all that he has to say
to them, and the system of accounting is then able to determine easily and
readily to what degree the instruction has been fulfilled.

The manager of a public agency or bureau finds himself in a com-
pletely different situation, since the success or failure of official activities
cannot be evaluated by the same bookkeeping and auditing methods. He
can give his subordinates orders about what they are expected to do, but
he cannot check to see whether the resources that they spent to achieve
this result are in proper relationship to the goal. If he is not omnipresent
in all the agencies and bureaus under his supervision, then he is not able
to judge whether or not the same result could have been accomplished
with a smaller expenditure of labor and material resources. Since an arith-
metical assessment in the same form as commercial bookkeeping is im-
possible for the determination of this relationship between ends and
means, the manager of a bureaucratic organization must supply his sub-
ordinates with instructions for the carrying out of the duties for which they
are responsible.
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In these instructions provisions are made, in a schematic way, for the
carrying out of the ordinary and routine operation of the public enterprise.
But for all extraordinary situations, before expenditures can be made, the
superior authority’s approval must be obtained. This may be a sluggish and
inefficient procedure, but it is the only one possible in these circum-
stances. After all, if every subordinate agency, department, branch-office
were given the right to make those expenditures that were considered nec-
essary, then the administrative costs would rise without limit. We cannot
ignore the fact that this system is highly defective and very far from being
satisfactory. Consent is frequently given to superfluous expenditures and
many needed expenditures are not permitted, precisely because, given the
nature of the bureaucratic apparatus, it is unable to adapt to changing cir-
cumstances as readily as can the commercial sector.

But even from the economic point of view, and in spite of all its faults,
the method of bureaucratic management is to be preferred to any other or-
ganizational method for the execution of the activities of the government;
it is alone in keeping with the character of the constitutional state. If nowa-
days the bureaucratic style of management is criticized in its entirety, this
is only because commercial enterprises have been transferred into the
hands of public administrators, which has deflected the bureaucracy from
its original domain of responsibility into the area of having to manage the
economic activities of the society. Seeing the adverse influence of bu-
reaucracy on the success of normal business activity, people now wish to
“commercialize” these public enterprises. It is an absolute and complete
mistake to think that the “commercial” is a form of organization that can
simply be grafted onto the business of government in order to debureau-
cratize it. The reason is that public enterprises operate not merely to earn
profits but to pursue other goals as well. That is precisely the reason why
these enterprises are supposed to be in public hands.

But if the achievement of goals other than the maximization of prof-
its became central to the management of the enterprise, then profit max-
imization no longer guides the enterprise and bureaucratic methods are
introduced. Thus we observe today that in every country even many en-
terprises that are still in private hands are being “bureaucratized.” This bu-
reaucratization does not have its origin in the size of the enterprises, as the
public sometimes supposes. There are very large companies that are not
bureaucratized at all, and there are much smaller ones that are scarcely any
different from a government office. What leads to bureaucratization in
these companies is that, either from within the enterprise or because of
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external pressures from the side of politics, they stop considering them-
selves as merely commercial enterprises concerned simply with “business.”
Especially easily inclined in this direction are those companies that are
granted monopoly status through one or another type of government
measure.

The general censure that the bureaucratic system receives among the
public completely misses the point when it criticizes bureaucracy per se,
i.e., the adherence to rigid rules and the formalism of governmental ad-
ministration. This censure, however, is completely justified when it rejects
the bureaucratization of business enterprises. In the criticisms that are en-
countered about the bureaucratic management of public enterprises, we
can perceive the first indication of an incipient retreat from the high es-
teem that has characterized the nationalizing and “municipalizing” activ-
ities of recent decades. People are now demanding that these enterprises
be “commercialized.” If it is finally recognized that the ideal of commer-
cial business management can only be achieved in private enterprises and
that every public enterprise must, of necessity, be bureaucratic, then it will
also be recognized that reform of the management of public affairs cannot
stop at “commercialization.”
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1 [This article originally was published in German in Neue Freie Presse, No. 24099 (Oc-
tober 17, 1931), in a column called “The Economist.” Mises delivered as a lecture in Feb-
ruary 1931 a more detailed and complementary analysis of the causes, consequences, and
cures for the Great Depression; see “The Causes of the Economic Crisis: An Address,” in
Percy L. Greaves, ed., On the Manipulation of Money and Credit (Dobbs Ferry, N.Y.: Free
Market Books, 1978), pp. 173–203. For an exposition of the Austrian theory of the business
cycle in the context of the causes and cures of the Great Depression, and in contrast to the
Keynesian analysis, see Richard M. Ebeling, “The Austrian Economists and the Keyne-
sian Revolution: The Great Depression and the Economics of the Short-Run,” in Richard
M. Ebeling, ed., Human Action: A 50-Year Tribute (Hillsdale, Mich.: Hillsdale College
Press, 2000), pp. 15–110.—Ed.]

chapter 18

The Economic Crisis
and Capitalism1

It is almost universally asserted that the severe economic crisis under which
the world presently is suffering has provided proof of the impossibility of
retaining the capitalist system. Capitalism, it is thought, has failed; and its
place must be taken by a better system, which clearly can be none other
than socialism.

That the currently dominant system has failed can hardly be contested.
But it is another question whether the system that has failed was the capi-
talist system or whether, in fact, it is not anticapitalist policy—interven-
tionism, and national and municipal socialism—that is to blame for the
catastrophe.

The structure of our society rests on the division of labor and on the
private ownership of the means of production. In this system the means of
production are privately owned and are used either by the owners them-
selves—capitalists and landowners—for production, or turned over to
other entrepreneurs who carry out production partly with their own and
partly with others’ means of production. In the capitalist system the mar-
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2 [For Mises’s more detailed discussion of the causes of unemployment, see Ludwig von
Mises, Human Action: A Treatise on Economics (Irvington-on-Hudson, N.Y.: Foundation
for Economic Education, 4th rev. ed., 1996), pp. 592–600.—Ed.]

ket functions as the regulator of production. The price structure of the
market decides what will be produced, how, and in what quantity.
Through the structure of prices, wages, and interest rates the market brings
supply and demand into balance and sees to it that each branch of pro-
duction will be as fully occupied as corresponds to the volume and inten-
sity of the effective demand. Thus capitalist production derives its meaning
from the market. Of course, a temporary imbalance between production
and demand can occur, but the structure of market prices makes sure that
the balance is reestablished in a short time. Only when the mechanism of
the market is disturbed by external interventions is the effect of market
prices on the regulation of production prevented; they are disturbances
that no longer can be remedied by the automatic reactions of the market,
disturbances that are not temporary but prolonged.

For two generations now, the policies of European nations have been
based on nothing else other than preventing and eliminating the function
of the market as the regulator of production. By tariffs and trade-policy
measures of other sorts, by legal requirements and prohibitions, by the sub-
sidization of uncompetitive enterprises, and by the suppressing or throt-
tling of companies that offer unwelcome competition for the spoiled
children of the government through the regulation of prices, interest rates,
and wages, the attempt is made to force production into directions that it
would not otherwise have taken. Under the protection of tariffs, which de-
stroy the unity of the world market, production is deflected from more prof-
itable lines of production; cartels arise that are intent on preserving even
the least efficient companies and whose artificial support often only leads
to the result that investment activity is guided into the wrong directions.

Anticapitalist policy has been most disastrous in the labor market.
When wage rates are formed on the unhampered market, all workers find
employment and all entrepreneurs find the workers they need. That un-
employment occurs not merely as a temporary phenomenon of negligible
importance but as a long-lasting phenomenon is ascribable to the fact that
governmental economic policy supports the efforts of the trade unions to
establish the wage level higher than the rate which can be supported by the
state of the capital supply and the productivity of labor without any capi-
tal consumption. At the wage level insisted upon by the unions, only a part
of the workers can find employment.2
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3 [On the process of capital consumption due to various government policies, see Ludwig
von Mises, Nation, State and Economy (New York: New York University Press, [1919]

As long as financial support is allocated to the unemployed from pub-
lic funds and as long as workers who are not prepared to work for wages less
than those demanded by these unions are protected by the use of force on
the part of the unions, then the artificially high wage level will continue
and be protected against the competitive pressure of unemployed workers
seeking employment. But, then, unemployment will also continue to
spread more and more. In spite of what the dominant and official opinion
behind interventionist doctrine customarily claims, unemployment relief
is not at all a measure for the mitigation of the distress caused by unem-
ployment. It is rather a link in a chain of causes that produce unemploy-
ment as a lasting and massive phenomenon.

It is usually considered a paradox that goods lie around unsold while
people have a need for these goods and that unemployed people are on
hand when there is still much work to be done in the world. The expres-
sions “unsalability” and “unemployment” evoke very mistaken concep-
tions of the reality that they are supposed to designate. “Unsalability” does
not mean that the goods simply cannot be sold but only that they cannot
be sold at a price that covers the costs of production. These goods should
not have been produced because another, relatively more urgent need was
not yet satisfied. “Unemployment” does not mean that the worker cannot
find work but only that he cannot receive the wage he demands for the
work that he is willing and capable of performing.

Unprofitability of the enterprise, unsalability of the goods, and unem-
ployment are price phenomena that arise from preventing the market from
functioning as the guide and regulator of production.

Under the influence of the ideology of socialism, which today affects
all thinking on economic policy, numerous enterprises have been taken
out of the hands of entrepreneurs and capitalists, and put in the hands of
governments and public administrations. In almost all cases these public
administrations have proved to be a failure; the majority of these enter-
prises require more or less large subsidies from taxes, since they operate at
a considerable financial loss. To raise the money for this purpose and for
subsidies of every sort, including unemployment relief—which calls for
the greatest expenditure—taxes are increased again and again. These taxes
have long since attacked not only income but also a not inconsiderable
part of capital. The most prominent characteristic of the present reigning
economic system [of interventionism] is that it consumes capital.3 The
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1983), pp. 160–63; Mises, The Theory of Money and Credit (Indianapolis: Liberty Fund,
3rd revised ed., [1924; 1953] 1980), pp. 234–37; Fritz Machlup, “The Consumption of
Capital in Austria,” The Review of Economic Statistics (January 15, 1935), pp. 13–19; and
F. A. Hayek, “Capital Consumption,” [1932] in Roy McCloughry, ed., Money, Capital
and Fluctuations: Early Essays by F. A. Hayek (Chicago: University of Chicago Press, 1984),
pp. 136–58.—Ed.]

4 [Sidney Webb (1859–1947) was an early member of the British Fabian Society, which
called for the achievement of socialism through incremental legislation. He was also a
prominent intellectual force in the British Labor party, having written in 1918 the famous
“Clause Four” in the Labor party program that called for the nationalization of the means
of production. In 1935, he co-authored with his wife, Beatrice, Soviet Communism: A New

capitalist economy has an inherent tendency to increase the stock of cap-
ital. The system of state interventionism and state socialism, in contrast,
leads to capital consumption.

Since, on the unimpeded market, wages rise as the supply of capital
increases, the end result of a policy that leads to capital consumption nec-
essarily has to be a fall in the level of wages and consequently a worsening
of the living standard of the masses. In the long run, trade-union policy
cannot alter this outcome. Of course, it can keep the wage rate artificially
high for a period of time by the use of those measures that are eu-
phemistically called “union methods.” But not only do they produce un-
employment; the higher wages lead to capital consumption and thereby
make serious wage reductions eventually necessary. Artificially increased
wages will be paid for directly in the cost of capital and indirectly, later
on, in the cost of living of the working masses. Capital consumption
means, precisely, that the present consumes more than it ought to con-
sume at the expense of the future.

This severe economic crisis did not arrive unexpectedly. That inter-
ventionist economic policy would have to lead to this consequence was
predicted by economists. The advocates of interventionist and socialist eco-
nomic policies would of course not stop in the pursuit of their aim; in their
naive misunderstanding of the interconnectedness of economic phenom-
ena, they were always proud when they succeeded, against the warnings of
economics, in imposing one of their demands. They rejoiced at the victory
that they thought they had achieved over economics, and they did not see
the catastrophes to which their policy was leading.

Our economy has long since ceased to be liberal and capitalist.
Decades ago the intellectual leader of English socialism, Sidney Webb,
now Lord Passfield,4 declared with satisfaction that socialist theory was
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Civilization?, in which he predicted that the Soviet system of central economic planning
would eventually spread around the rest of the world. In 1929, he was granted the title
Baron Passfield.—Ed.]

nothing other than the conscious and determined recognition of trade-
union principles, which in large part were already being followed uncon-
sciously, and that the economic history of our time was nothing other than
an almost uninterrupted enumeration of the progress of socialism. Since
then, the influence of the socialist parties has considerably strengthened,
and the interventionism of governments has penetrated everywhere. The
academic socialist economists assert over and over with special satisfaction
that we live in the age of a “regulated economy”; and trade unions boast
about the fact that in all things they have an important, if not the decisive,
voice.

Today we are harvesting the fruits of this “victory over economics.” In-
terventionism has led to the results that economists expected. Not capi-
talism but the political economy of interventionism, statism, and socialism,
which has been at the helm for decades, has failed. Even more state in-
terference, socialism, planned economy, or state-capitalism cannot help
us, only the understanding that a raising of the standard of living can be
effected only through more employment and through the formation of
new capital.

The crisis has its starting point in mistaken economic policy. It will
not end until it is recognized that the task of governments is to create the
necessary preconditions for the prosperous operation of the market econ-
omy, and not to squander more on foolish expenditures than the industry
of the population is able to provide. That means, however, that we must
give up the anticapitalist policy that has reigned in Europe for decades. No
other “plan” can lead us out of the crisis.
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1 [This article was first published in German in two parts in the Neue Freie Presse, Nos.
24168 & 24171 (December 25 & 30, 1931), in a column called “The Economist.”—Ed.]

2 [See Ludwig von Mises, “Monetary Stabilization and Cyclical Policy,” [1928] in Israel
M. Kirzner, ed., Classics in Austrian Economics: A Sampling in the History of a Tradition,
Vol. 3 (London: William Pickering, 1994), pp. 48–54; and Mises, Human Action: A Trea-
tise on Economics (Irvington-on-Hudson, N.Y.: Foundation for Economic Education, 4th
rev. ed., 1996), pp. 219–23.—Ed.]

chapter 19

The Gold Standard
and Its Opponents1

I The Advantages of the Gold Standard

The importance of the gold standard for the domestic market lies in the
fact that it makes the structure of the purchasing power of the monetary
unit independent of changes in the policy views of governments and po-
litical parties concerning the value of money. Tying the value of the cur-
rency to the value of gold erects a dam against all endeavors to benefit
particular sectors of the population at the expense of other sectors through
the use of monetary policy. In dealings between nations, the gold standard
eliminates the disturbances that foreign-exchange fluctuations bring with
them for the trading of goods and the movement of capital. It establishes
very narrow boundaries for the rates of exchange between currencies, so
that there is no need for all the disruptive calculations over premiums on
imports and exports arising from changes in the foreign-exchange rates.

The value of money is not “stable,” of course, under the gold standard.
But “stable value” is, after all, a vague and imprecise concept.2 Only a sta-
tionary economy, in the strictest sense of stationary, in which everything re-
mains exactly the same tomorrow and the day after tomorrow as it was
yesterday and the day before yesterday, would have unchanged prices and
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3 [See Chapter 14, “The Return to the Gold Standard,” footnote 19.—Ed.]

consequently a money with a stable purchasing power. The achievement
of the gold standard is that it frees the purchasing power of the monetary
unit to a greater degree from the influence of political factors that can af-
fect a currency than would be the case under any other conceivable and
realizable monetary system.

II Inflationism versus the Gold Standard

The gold standard has sometimes been opposed because gold production
has been considered too plentiful, leading to the objection that the gold
standard would result in a continual rise in prices and corresponding de-
creases in the purchasing power of the monetary unit that would only bring
grief to creditors on the market. The best known representative of this idea
is the American economist, Irving Fisher.3

The overwhelming majority of the opponents of the gold standard,
however, start from the opposite point of view. They reject the gold stan-
dard because they want higher prices and lower interest rates through
larger increases in the quantity of money than is possible under the gold
standard. Under the gold standard, the increase in the money supply is
determined by the amount of gold production (minus the quantity flowing
into industrial uses). In a word, these opponents of the gold standard want
inflation.

If all other prices remain more or less unchanged while the price of
one commodity, say, coal, rises, this means an advantage for the owners of
coal mines. But what if it is brought about by an increase in the quantity
of money that raises all prices? If in the wake of this inflation the rises in
prices all took place simultaneously and the prices of all goods and ser-
vices increased proportionally, they would bring with them no further so-
cial rearrangements—except for disadvantages to creditors and advantages
for debtors. Since, however, as economic theory has irrefutably proven,
price increases inevitably do not occur all at the same time in the entire
economy, nor do the prices of all goods and services rise to the same extent,
they definitely do cause various social side effects. The sectors that bring
to market those goods and services whose prices rise at the beginning of
the process gain from the changes in the purchasing power of money. For
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4 [On Mises’s theory of the inherent non-neutrality of money, see Ludwig von Mises, The
Theory of Money and Credit (Indianapolis: Liberty Fund, 3rd rev. ed., [1924; 1953] 1980),
pp. 160–68 and 225–46; “Monetary Stabilization and Cyclical Policy,” pp. 45–62; “The
Non-Neutrality of Money” [1938] in Richard M. Ebeling, ed., Money, Method and the
Market Process: Essays by Ludwig von Mises (Norwell, Mass.: Kluwer Academic Press), pp.
68–77; and Human Action, pp. 398–432.—Ed.]

a period of time, they sell at a higher price, while they are still able to pur-
chase goods and services for their own use at lower prices that still corre-
spond more to the purchasing power of money before the inflation. If the
inflation comes to a halt, then wages and the prices of the various goods
even out to a certain degree. But the gains obtained and the losses suffered
in the course of the inflationary process are never made up for.4

It is understandable, therefore, that particular sectors demand infla-
tion from the standpoint of their own special interests. What is not under-
standable is that people believe that they can also defend inflation from the
viewpoint of the nation as a whole.

III The Gold Standard and Interest-Rate Policy

The strongest objection that is made against the gold standard is that it
leads to a rise in interest rates. In capital-exporting countries this claim is
not unfounded. The gold standard is, of course, not the only prerequisite
for the international traffic in capital; but it is one of the most important.
If there were no gold standard, the granting of loans abroad would be made
difficult or even impossible, which would lead to a rise in interest rates in
the capital-poor countries and to a fall in interest rates in the capital-
exporting countries. It is therefore evident that, in the countries depen-
dent upon attracting foreign capital, maintaining the gold standard does
not result in making credit more expensive but instead makes it cheaper.
Hence all objections that are raised against the gold standard from this
point of view, at least in Central and Eastern Europe, are completely
unfounded.

But people are unwilling to understand this argument. Instead, they
think that only the gold standard prevents the central banks from being
freed from the principles governing the international currency market,
which would enable them in their discount policies then to provide cheap
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5 [In Mises’s terminology, “fiduciary media” refers to “money substitutes” that are meant
to be claims to a commodity money in the form of bank notes or checks that are believed
to be redeemable on demand at the banking institution that has issued them, but which
are not, in fact, 100 percent backed by commodity-money reserves at the issuing institution.
See Mises, The Theory of Money and Credit, pp. 63–76 & 239–404; and Human Action,
pp. 432–44.—Ed.]

6 [On the process by which a money increasingly becomes worthless due to rising infla-
tionary expectations on the part of the money-holding public, in the context of the Great
German Inflation of the early 1920s, see Ludwig von Mises, “Stabilization of the Monetary
Unit—From the Viewpoint of Theory,” [1923] in Percy L. Greaves, ed., On the Manipu-
lation of Money and Credit (Dobbs Ferry, N.Y.: Free Market Books, 1978), pp. 5–16.—Ed.]

money for loans in the domestic market. This idea is also erroneous. Even
in an isolated nation, which has no economic relations with the rest of the
world, it would not be at the discretion of the central bank to set the min-
imum lending rate without regard to the structure of interest rates on the
unhampered money market.

Temporarily it is, of course, possible, by means of credit expansion—
that is, by increasing the supply of fiduciary media5—to undercut market-
established interest rates and thereby bring about a general reduction in in-
terest rates. By use of this method, which in fact has been repeatedly tried,
it is undoubtedly possible to generate an economic upturn. But sooner or
later the expansion of credit must come to a halt; it cannot be continued
unendingly. The progressive expansion of the quantity of money leads to
a progressive rise of prices.

But inflation can continue only so long as public opinion persists in
thinking that it will cease in the foreseeable future. Once the conviction has
been established that inflation will not stop, panic breaks out.

The public starts to discount the value of money in expectation of fu-
ture increases in the prices of goods, resulting in prices shooting up with
great volatility. People move away from using the money that has been un-
dermined by the increase in the quantity of the currency, and shift into
foreign currencies, ingot metal, material assets, and barter; in short, the
currency collapses.6

It is not due to the gold standard that consideration of relationships
with foreign countries as well as past experiences with economic crises has
led central banks to stop expanding credit long before these extreme con-
sequences have occurred. Ending the inflation has often been forced upon
central banks because of legal restrictions and limits on the right to issue
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7 [On Mises’s theory of the business cycle due to credit expansion that temporarily lowers
the market rate of interest, see Mises, The Theory of Money and Credit, pp. 377–404; “Mon-
etary Stabilization and Cyclical Policy,” pp. 65–95; Human Action, pp. 538–86 & 780–803.
For a presentation of the Austrian theory of the business cycle in contrast to Keynesian eco-
nomics, see Richard M. Ebeling, “The Austrian Economists and the Keynesian Revolution:
The Great Depression and the Economics of the Short-Run,” in Richard M. Ebeling, ed.,
Human Action: A 50-Year Tribute (Hillsdale, Mich.: Hillsdale College Press, 2000), pp.
15–110.—Ed.]

8 [“Gresham’s Law” was named for Sir Thomas Gresham (1517–79), financier and advi-
sor to Queen Elizabeth I. In a proclamation dated September 27, 1560, Gresham warned
that since the government had fixed the exchange rate between gold and silver at a level dif-

notes and grant credit. In any case, a policy of increasing the supply of
credit would finally have to come to an end, either sooner due to a rever-
sal in banking policy, or later through a catastrophic monetary collapse.
But the sooner the policy of credit expansion is reined in, the less is the
damage caused by the artificial economic situation in the form of misdi-
rected entrepreneurial activity and capital malinvestment. And the milder
also will be the economic crisis and the shorter will be the consequent pe-
riod of an interruption of business and general pessimism. Rather than
being considered a disadvantage, it should be viewed one of the merits of
the gold standard that its unconditional adherence makes the central banks
alert in a timely way to the fact that in their interest-rate policy they may
have entered upon paths which must inevitably lead through an artificial
upturn to an inevitable crisis.7

A permanent lowering of the interest rate can only be the outcome of
increased capital formation, never the result of any technical banking mea-
sures. Attempts to achieve a long-term lowering of interest rates by ex-
panding the circulation credit of the banks ineluctably result in a
temporary boom that leads to a crisis and to a depression.

IV The Gold Standard and the Balance of Payments

One of the most stubborn errors regarding the gold standard is the idea
that a poor country is not in a position to maintain the gold standard. But
the gold standard has absolutely nothing to do with the greater or lesser
wealth of a country. Every country, whether rich or poor, can have a well-
ordered currency if it abstains from triggering the working of Gresham’s
Law8 (according to which good money is driven out by bad), avoids the
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ferent from the market rate, the more undervalued coins were sure to be exported. In other
words, the bad (overvalued) money would drive out the good (undervalued) money.—Ed.]

9 [Under a “gold exchange standard,” a national central bank deposits part of the gold that
is meant to serve as the reserves backing its own currency with another central bank, and
holds that other central bank’s currency as a reserve behind its own currency.—Ed.]

10 [On September 21, 1931, the Bank of England suspended payment in gold on demand
for its currency, under the threat of heavy withdrawals of gold by other countries. See Fred-
eric Benham, British Monetary Policy (London: P. S. King, 1932), pp. 9–10: “On May
14th, immediately after the collapse of the [Austrian bank] Kredit Anstalt, the Bank Rate
was actually lowered from 3 to 2.5 percent. It was not changed until July 23rd, when at last
it was raised to 3.5 percent. During the last week of July the Bank of England lost over 25
million pounds in gold. On July 30th the Bank Rate was again raised, but only to 4.5 per-
cent. Great Britain had always advocated a high Bank Rate as the remedy for a financial
crisis and a drain of gold. She had been on the gold standard, in effect, for over two hun-
dred years, with only two breaks—one during the Napoleonic wars and one during the last

excessive issuing of paper money, and refrains from artificially lowering
the interest rate through large increases of fiduciary media. Money has
never flowed out of countries that have had only metallic currency; it re-
mains there precisely because of trade.

The idea that governmental efforts and interventions are required to pro-
tect a country from losing its currency to foreign nations turns things com-
pletely upside down.

Only if politics intervenes in the money market, with attempts to re-
duce interest rates artificially, can a situation come about that leads to the
disappearance of gold and the foreign exchange redeemable in gold under
the gold-exchange standard.9 The belief that a country with an unfavorable
balance of payments is not in a position to maintain a well-ordered cur-
rency is equally absurd. As in every balance sheet, so also in the balance
of payments: The two sides of the ledger must be equal. Except for the
gold-producing countries, this coincidence of the credit and debit sides is
covered by the exportation of gold only if banking policy in the exporting
countries attempts to maintain an artificially low interest rate.

England did not give up the gold standard because an unfavorable
balance of payments made it necessary, but because the Bank of England
held on to the policy of low interest rates and would not give up this pol-
icy; that is what drove gold out of the country. It is said that the mechanism
of the gold standard did not work in England any more. That is best refuted
by the fact that England dropped the gold standard with a bank interest
rate of 4.5 percent.10 If it had been willing to maintain the gold standard,
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war [World War I]. Now for the first time in her history she suspended gold payments in
time of peace and with a Bank Rate of 4.5 percent!”—Ed.]

11 [See Chapter 2, “On the Currency Question,” footnote 5.—Ed.]

then it would have had to follow the same discount policy it had always fol-
lowed since the Peel Act.11 England gave up the gold standard; the gold
standard did not give up England.

The pessimism that the structure of our balance of payments arouses
is not justified. It is not true that the deficit in the trade balance was the
causal factor and that we took out foreign loans in order to cover a part 
of this deficit. It was the foreign borrowings in the first place that created
a balance-of-trade deficit of a corresponding size. The equivalent value of
the loans can come in no other way than in the form of goods. If we had
not wanted to accept foreign loans, then fewer foreign goods, equivalent to
the amount of these loans, would have been imported or more would have
been exported. The deficit in the trade balance means something different
in every individual case. It can mean acceptance of credits from abroad; it
can also mean that payments are made from abroad in other ways, for ex-
ample, by tourism, by transit trade, or by interest on loans.

Good banking policy makes well-ordered currency relationships pos-
sible. Bad banking policy jeopardizes the currency. That interest rates in
Central Europe are extraordinarily high is the long-term consequence of
the capital-consuming policies that have been pursued with veritable fa-
naticism for two decades. This evil cannot, however, be remedied by
banking-policy trickery. All that the policy of artificially lowering the rate
of interest can achieve is destruction of the currency.

V The Unequal Distribution of Gold

In recent years the monetary portion of the world’s stock of gold has ac-
cumulated to a considerable extent in the United States and in France.
We customarily speak about this as if it were a matter that is independent
of the currency policies of various nations. But in reality this concentration
of gold in a few countries is the result of that policy of artificially lowering
the rate of interest, of which we spoke above. The United States and
France, and a few additional smaller nations, have participated in this pol-
icy only hesitantly and with reluctance. The gold that the other nations
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12 [Between 1918, at the time of the end of the First World War, and 1931, when Mises
wrote this article, the gold reserves of the United States had increased from 2.6 billion to
4 billion; French gold reserves during this same period increased from 664 million to 2.7
billion.—Ed.]

have driven out had to accumulate with them. Neither France nor the
United States has desired this situation.12 Least of all it has been sought by
the capitalists of these countries, who would of course prefer higher in-
terest returns on their capital abroad, and who would, therefore, regret that
the movement of capital is interrupted in this way. If all those countries
that today believe that they can reduce interest rates permanently, without
bringing about all those undesired consequences referred to above, would
give up this policy, then a part of the gold that is concentrated in the
United States and in France would flow back again.

VI Conclusion: The Gold Standard or Inflation

One must keep it clearly in mind that economic policy can only choose be-
tween the retention of the gold standard—the question of whether a pure
gold standard or the gold-exchange standard need not be considered at
this point—or inflation. If one does not wish to follow a policy of con-
stantly rising prices for goods and rates of exchange, then one must refrain
from all attempts at lowering the rate of interest other than through the
promotion of capital formation at home and the attraction of foreign cap-
ital. It is undeniable that an artificial lowering of bank interest rates can
produce an economic boom. But it is equally incontestable that this path
leads very quickly to a crisis. This crisis will be all the more difficult and
detrimental the longer the period during which a misguided interest-rate
policy has been followed and the further away interest rates have been
pushed from the rates that would have been formed on the market in the
absence of an expansionary credit policy.

Every country, even the poorest, can preserve the gold standard; and
every country, even the very poorest, must preserve the gold standard. For
only the gold standard makes it possible for poor countries to develop their
productive capabilities by attracting foreign capital.
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1 [This article was originally written in German and appeared in Der Internationale Kap-
italismus und die Krise. Festschift für Julius Wolf zum 20. April 1932 [International Capi-
talism and the Crisis. Essays in Celebration of Julius Wolf on April 20, 1932]. Julius Wolf
(1862–1927) taught in Zurich, Breslau, and Berlin. He was a critic of socialism and Marx-
ism. He published The System of Social Policy: Socialist and Capitalist Order (1892) and 

chapter 20

The Myth of the Failure
of Capitalism1

It is almost universally argued nowadays that the economic crisis of the
last few years means that the end of capitalism has arrived. Capitalism has
allegedly failed. Being incapable of performing its economic function, hu-
manity has no other choice, if it is not to perish, than to make a transition
to the planned economy, to socialism.

This is by no means a new idea. The socialists have long maintained
that economic crises are the necessary outcome of the capitalist mode of
production, and that the reoccurrence of crises can be permanently
brought to an end only through a transition to socialism. If at present these
assertions are championed with greater emphasis and find a louder echo
in public opinion, it is not because the present crisis is more severe and has
lasted longer than its predecessors. Rather, it is due to the fact that public
opinion is far more extensively dominated by socialist views than in previ-
ous decades.

I

Before political economy came into existence, it was believed that anyone
with power and the determination to use it could do whatever he wanted.
But even though the power of those in authority was considered to be un-

02/Mises Vol. 2/Part II.p  7/20/02  12:59 PM  Page 182



The Myth of the Failure of Capitalism � 183

2 [On the unique contribution of the Classical economists and their concept of social and
economic order, see Richard M. Ebeling, “How Economics Became the Dismal Science,”
in Richard M. Ebeling, ed., Economic Education: What Should We Learn About the Free
Market? (Hillsdale, Mich.: Hillsdale College Press, 1994), pp. 51–81.—Ed.]

limited and omnipotent, the priests would admonish the rulers to show
moderation in the use of their power for the sake of the salvation of their
souls.

This view was destroyed with the founding of sociology and the work
of a large number of great intellects, among whom the names of David
Hume and Adam Smith shine most brightly. It was discovered that social
power is something moral and intellectual, not something material or
“real,” in the vulgar meaning of the word, as had been thought. And it was
realized that there is an inevitable unity to market phenomena that even
power cannot undermine. It was discovered that in the social arena there
is something at work that even the one holding power cannot bend and to
which, in achieving his ends, he must conform no differently than in sub-
mitting to the laws of nature. In the entire history of human thought and
the sciences, there has never been a greater discovery.2

Beginning with the recognition of the laws of the market, political
economy demonstrates the effects that result when political power and
force interfere with the functioning of the market. The isolated interven-
tion is unable to attain the ends for which it is introduced by the authori-
ties; it leads to consequences that are undesirable even from the perspective
of those in power. Thus, even from the interventionist’s point of view, the
effects are useless and harmful. This insight leads to the conclusion that if
one is to arrange his actions in accordance with the lessons of scientific
thought—and we think about these things not only for the sake of knowl-
edge but to manage our affairs better to attain the ends we desire—then he
must reject interventionism as superfluous, useless, and harmful, just as
liberal doctrine shows it to be.

It is not that liberalism wants to introduce value judgments into sci-
entific analysis; it merely wants to use the results of such analysis to better
arrange the society so our ends may be more efficiently attained. Political
parties, after all, do not differ about the ultimate ends for which they wish

Economics as an Exact Science (1908). His professional interests then turned to the sub-
ject of sex, and he wrote The Rationalization of Sexual Life (1912) and “The Science of
Sex and the Science of Culture” (1915). He also wrote on the topic of population growth,
developing a modified version of Malthus’s theory.—Ed.]
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3 [The Verein für Sozialpolitik (the Association for Social Policy) was founded in 1872 by
a group of German economists, historians, and political scientists opposed to both the free-
market policies associated with British Classical economics and the ideas of revolutionary
socialism. While accepting much of the socialist critique of capitalist society, these German
social scientists advocated what they called State Socialism and the welfare state. Their
ideal was a paternalist system of social insurance and government regulation of industry and
trade by the imperial German government. They said economic and social policy was to
be guided by expediency and pragmatism, and not by any general and universal principles
concerning man and the social order. See Eugen von Philippovich, “The Verein für
Sozialpolitik,” Quarterly Journal of Economics (January 1891), pp. 220–37; and Richard
M. Ebeling, “The Political Myths and Economic Realities of the Welfare State,” in Richard
M. Ebeling, ed., American Peristroika: The Demise of the Welfare State (Hillsdale, Mich.:
Hillsdale College Press, 1995), pp. 3–38, for a brief history of the origin of the German wel-
fare state and the German economists and historians who advocated it.—Ed.]

to apply economic policy. They differ only about the means best suited for
the attainment of those common ends. The liberals are of the opinion that
private ownership of the means of production is the most effective way to
generate wealth for all. They consider socialism to be unworkable and the
system of interventionism, which supposedly stands midway between cap-
italism and socialism, to be unable to achieve the ends desired by its
proponents.

The liberal perspective has met bitter opposition. But the opponents
of liberalism have failed in their attempt to refute its underlying theory
and its practical application. They have used evasion instead of logical ar-
gument in an effort to protect themselves from liberalism’s crushing criti-
cisms of their own plans. The socialists avoid criticism by claiming that
Marxism has banished any investigations concerning the organization and
the effectiveness of a socialist society; they continually exalt the socialist
state of the future as a paradise on earth, but they refuse to enter into any
discussion of the details of their plan. The interventionists have chosen a
different technique. On totally inadequate grounds, they challenge the
universal validity of economic theory. Not being in a position to logically
combat economic theory, they merely refer to a “moral pathos,” which
had already been spoken about in the invitation to the founding meeting
of the Verein für Sozialpolitik in Eisenach.3 They confront logic with mor-
alizing, theory with resentment, and argument with reference to the power
of the state.

Political economy predicted the consequences from interventionism and
from state and municipal socialism exactly as they have occurred. All of its
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4 Sidney Webb, “Historic,” in George Bernard Shaw, ed., Fabian Essays in Socialism (Gar-
den City, N.Y.: Doubleday, [1890] 1965), p. 47. [Sidney Webb (1859–1947) was one of the
most influential members of the Fabian socialist movement, which was dedicated to the
gradual, nonrevolutionary transformation of Great Britain into a socialist society. He was
one of the founders of the London School of Economics in 1895. In the 1930s, he and his
wife and intellectual partner, Beatrice, wrote lengthy defenses of the Soviet experiment
under Stalin.—Ed.]

5 [For a brief account of the origin and consequences of the German national health-
insurance program, from its founding under Bismarck through the Weimar Republic be-
fore Hitler came to power, see Richard M. Ebeling, “National Health Insurance and the
Welfare State,” in Jacob G. Hornberger and Richard M. Ebeling, eds., The Dangers of So-
cialized Medicine (Fairfax, Va.: Future of Freedom Foundation, 1994), pp. 25–37.—Ed.]

warnings were ignored. For fifty or sixty years the countries of Europe have
followed an anticapitalist and antiliberal policy. More than forty years ago
Sidney Webb (Lord Passfield) wrote: “. . . it may now fairly be claimed that
the socialist philosophy of today is but the conscious and explicit assertion
of principles of social organization which have been already in great part
unconsciously adopted. The economic history of the century is an almost
continuous record of the progress of socialism.”4 This was written at the be-
ginning of this development and in England, where liberalism was able to
withstand anticapitalist economic policies the longest. Since then, inter-
ventionist policy has made great advances. The widely held view nowa-
days is that we live in the age of the “regulated economy”—as a step on the
way to the blessed socialist society that is to come. And now that precisely
everything that economics had predicted has come to pass, now that the
fruits of anticapitalist economic policy have become clear to see, the cry
is everywhere heard: This is the downfall of capitalism, the capitalist sys-
tem has failed!

Liberalism is not responsible for any of the institutions that reflect the
economic policies of our day. Liberalism was opposed to the nationaliza-
tion of enterprises and municipal projects that are now shown to be a cat-
astrophe for the public budget, as well as a source of filthy corruption. It
was against denying protection for non-striking workers and placing the
power of the state in the service of the trade unions. It was against unem-
ployment compensation, which turns unemployment into a permanent
and mass phenomenon. It was against social insurance, which turns the
insured into grumblers, malingerers, and neurasthenics.5 It was against
tariffs (and by implication against cartels) and restrictions on the freedom
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6 [See Ludwig von Mises, “The Freedom to Move as an International Problem,” [Christ-
mas 1935] in Richard M. Ebeling and Jacob G. Hornberger, eds., The Case for Free Trade
and Open Immigration (Fairfax, Va.: Future of Freedom Foundation, 1995), pp.127–30.
—Ed.]

7 [In 1930, Mises collaborated with Richard Schüller, Edmund Palla, and Engelbert Doll-
fuss in a study on the form and degree to which capital consumption had occurred in Aus-
tria, Bericht über die Ursuchen der wirtschaftlichen Schwierigkeiten im Österreich [A Report
on the Causes of the Economic Difficulties in Austria] (Vienna: 1931). See also Fritz
Machlup, “The Consumption of Capital in Austria,” The Review of Economic Statistics
(January 15, 1935), pp. 13–19, especially p. 13, n. 2: “Professor Ludwig v. Mises was the
first, so far as I know, to point to the phenomenon of consumption of capital. As a mem-
ber of a committee appointed by the Austrian government . . . he also emphasized com-
prehensive factual information”; and Nicholas Kaldor, “The Economic Situation in
Austria,” Harvard Business Review (October 1932), pp. 23–34.—Ed.]

8 [In Germany during this time, both the Communist party and the National Socialist
party (the Nazis) had organized, armed followers ready to use violence in street battles with
their political enemies and for intimidating demonstrations of force. Hitler’s were known
as the Storm Troopers, or Brown Shirts. See Ludwig von Mises, Omnipotent Government:
The Rise of the Total State and Total War (Spring Mills, Pa.: Libertarian Press, [1944] 1985),
pp. 207–10:

Both the nationalist Right and the Marxian Left [in Germany] had their armed
forces. . . . Their members were people who had their regular jobs and were busy
Monday to Saturday noon. On weekends they would don their uniforms and pa-
rade with brass bands, flags, and often with their firearms. They were proud of
their membership in these associations but they were not eager to fight; they were
not animated by a spirit of aggression. Their existence, their parades, their boast-
ing, and the challenging speeches of their chiefs were a nuisance but not a seri-
ous menace to domestic peace. . . . But [Hitler’s] Storm Troopers were very
different from the other armed party forces both of the Left and the Right. Their
members were . . . jobless boys who made a living from their fighting. They were
available at every hour of every day, not merely on weekends and holidays. It was
doubtful whether the party forces—either of the Left or the Right—would be
ready to fight when seriously attacked. It was certain they would never be ready
to wage a campaign of aggression. But Hitler’s troops were pugnacious; they were
professional brawlers. They would have fought for their Führer in a bloody civil
war if the opponents of Nazism had not yielded without resistance in 1933.

In Austria at the same time, the “armed party troops” were made up of three groups. The
Heimwehr, or Home Defense Force, had come into being shortly after the end of the First 

of movement.6 It was against taxation and inflation. It was against mili-
tary armaments, against colonial acquisitions, against the repression of
minority-speaking populations, against imperialism, and against war. It put
up a stubborn resistance against the policies that resulted in capital con-
sumption.7 And liberalism did not create the armed party troops that are
only waiting for a favorable opportunity to start a civil war.8
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World War in local communities, especially in the provincial and rural areas. Their origi-
nal purpose was to defend the border areas when the political boundaries of the new Aus-
tria were uncertain and invading forces threatened border communities. But they soon
became a well-organized private army that in the early 1930s had almost 50,000 trained and
uniformed men. They served as the private military force behind the Christian Socialists.
The Schutzbund, or Protection League, was organized in opposition to the Heimwehr as the
private military arm of the Social Democratic Party. In the early 1930s, a third private army
joined them, the Brown Shirts, serving as the strong-arm organization for the Austrian Nazi
movement. From the early 1920s, the Heimwehr and the Schutzbund were well-trained
and organized, and equipped with uniforms, rifles, and ammunition. They had camps and
clubhouses, and regularly engaged in field maneuvers throughout the country. When the
two groups would encounter each other during these training sessions, they often entered
into actual battles. In July 1927, fierce fighting broke out between them and the Austrian
police and government troops in the streets of Vienna, after a serious gun battle between
them in the Austrian countryside earlier that year. See Ludwig von Mises, Notes and Rec-
ollections (South Holland, Ill.: Libertarian Press, [1940] 1978), pp. 88 & 90:

It was even more significant that the Social-Democratic Party had at its disposal
a Party Army that was equipped with rifles and machine guns—even with light
artillery and ample ammunition—an army with manpower at least three times
greater than the government troops, such as the Federal Forces, state and local
police. . . . The Social-Democratic Army, officially called the “Organizers,” [Ord-
ner] conducted open marches and field exercises which the government was un-
able to oppose. Unchallenged, the Party claimed the “right to the street.”. . .The
terror caused by the Social-Democrats forced other Austrians to build their de-
fenses. Attempts were made as early as winter 1918–1919. After various failures,
the “Home Guard” [Heimwehr] had some organizational success. . . . I watched
with horror this development that indeed was unavoidable. It was obvious that
Austria was moving toward civil war. I could not prevent it. Even my best friends
held to the opinion that the force (actual and potential) of the Social-Democratic
Party could be opposed only by violence. The formation of the Home Guard in-
troduced a new type of individual into politics. Adventurers without education
and desperados with narrow horizons became the leaders, because they were
good at drill and had a loud voice to give commands. Their bible was the man-
ual of arms; their slogan, “authority.” These adventurers—petty Il Duces and
Führers—identified democracy with Social-Democracy and therefore looked
upon democracy “as the worst of all evils.” Later they clung to the catchword,
“corporate state.” Their social ideal was a military state in which they alone would
command.

—Ed.]

II

The argument used for making capitalism responsible for at least some of
these things is based on the idea that entrepreneurs and capitalists are no
longer liberals but have become interventionists and statists. The state-
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ment is correct, but the conclusions drawn from it are wrong. These con-
clusions are based on the completely untenable Marxist view that entre-
preneurs and capitalists safeguarded their special class interests through
the use of liberalism during the heyday of capitalism, but now, in the late
and declining period of capitalism, they protect their interests through in-
terventionism. Thus it is supposedly shown that the “regulated economy”
under the system of interventionism is an historically necessary economic
arrangement for that phase of capitalism in which we presently find our-
selves. But the idea that Classical economics and liberalism were the ide-
ology (in the Marxist meaning of the word) of the bourgeoisie is one of
Marxism’s many absurd doctrines. If entrepreneurs and capitalists thought
like liberals in the England of 1800 and think like interventionists, statists,
and socialists in the Germany of 1930, the reason for this is that even en-
trepreneurs and capitalists are in the grip of the ruling ideas of the time.
Entrepreneurs had special interests that could have been safeguarded by
interventionism and harmed by liberalism in 1800 no less than in 1930.

Nowadays the great entrepreneurs are often referred to as “economic
leaders.” Capitalist society knows no “economic leaders.” The character-
istic difference between a socialist economy and a capitalist economy lies
precisely in the fact that the entrepreneurs and the owners of the means of
production follow no other leadership than that of the market. The custom
of referring to the directors of large enterprises as economic leaders signi-
fies that today one generally achieves these positions not through eco-
nomic success but by other means.

In the interventionist state it is no longer of crucial importance for the
success of an enterprise that the business should be managed in a way that
it satisfies the demands of consumers in the best and least costly manner.
It is far more important that one has “good relationships” with the politi-
cal authorities so that the interventions work to the advantage and not the
disadvantage of the enterprise. A few marks’ more tariff protection for the
products of the enterprise and a few marks’ less tariff for the raw materials
used in the manufacturing process can be of far more benefit to the en-
terprise than the greatest care in managing the business. No matter how
well an enterprise may be managed, it will fail if it does not know how to
protect its interests in the drawing up of the customs rates, in the negotia-
tions before the arbitration boards, and with the cartel authorities. To have
“connections” becomes more important than to produce well and cheaply.

So the leadership positions within enterprises are no longer achieved
by men who understand how to organize companies and to direct pro-
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9 John Maynard Keynes, “The End of Laissez-faire,” [1926] in Essays on Persuasion (New
York: W. W. Norton, 1963), pp. 314–15.

10 Richard Passow, Der Strukterwandel der Aktiengesellschaft im Lichte der Wirtschaftsen-
quente [The Changing Structure of Joint-Stock Companies in Light of Public Hearings
on the Economy] (Jena: Gustav Fischer, 1929), p. 4.

11 [On the extent of government intervention, regulation, and control in the German
economy in the 1920s and early 1930s when Mises wrote this article, see Gustav Stolper,
German Economy, 1870–1940 (New York: Reynal & Hitchcock, 1940), pp. 198–220. See
especially pp. 219–20:

duction in the way the market situation demands, but by men who are
well thought of “above” and “below,” men who understand how to get
along well with the press and all the political parties, especially with the
radicals, so that they and their company give no offense. It is that class
of general directors that negotiate far more often with state functionar-
ies and party leaders than with those from whom they buy or to whom
they sell.

Since it is a question of obtaining political favors for these enterprises,
their directors must repay the politicians with favors. In recent years, there
have been relatively few large enterprises that have not had to spend very
considerable sums for various undertakings in spite of it being clear from
the start that they would yield no profit. But in spite of the expected loss it
had to be done for political reasons. Let us not even mention contribu-
tions for purposes unrelated to business—for campaign funds, public wel-
fare organizations, and the like.

Forces are becoming more and more generally accepted that aim at
making the direction of large banks, industrial concerns, and stock corpo-
rations independent of the shareholders. Statist writers have hailed this
politically motivated “tendency of big enterprise to socialize itself,” i.e., to
let interests other than regard for “the maximum profit for the sharehold-
ers” guide the administration of the enterprise.9 In the reform of the Ger-
man securities law, efforts have already been made to make the interests of
the shareholder subordinate to the interest and welfare of the enterprise,
namely, to “its intrinsic and permanent economic, juridical, and socio-
logical value and its independence from the shifting majorities of chang-
ing shareholders.”10 The directors of large enterprises nowadays no longer
think they need to give any consideration to the interests of the share-
holders, since they feel themselves thoroughly supported by the state and
that they have interventionist public opinion standing behind them.11
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When at last it became apparent that this state intervention in the shape it had
achieved at the height of the prosperity period [of the 1920s] was powerless to pre-
vent the outbreak of the most disastrous economic crisis in German history, the
full responsibility for the economic decline was blamed on the “system”—that is,
the Weimar democracy. But paradoxically enough, it was not the system of state
intervention as such that was blamed by the opposition. This system was much
too deeply rooted in the German political and economic history of the last few
centuries. On the contrary, the general popular feeling pressed the demand that
this very imperfect and incomplete system of state interventionism be superseded
by one more nearly perfect and complete. This was the content of the “anticap-
italistic yearning” which, according to the National Socialist slogan of the day,
pervaded the German nation. . . .This explains why the opposition against the
National Socialist dictatorship was much weaker in the field of economics than
in the political and cultural field. The road to the totalitarian state had been well
laid out. The National Socialist government needed but to utilize for its own
aims the instruments of state power forged by its predecessors.

—Ed.]

In those countries in which statism has most fully gained control—
for example, in the successor nations of the old Austro-Hungarian monar-
chy—they manage the affairs of their corporations with about as little con-
cern for the firm’s profitability as do the directors of public enterprises.
The result is ruin. The theory that has been cobbled together says that
these enterprises are too big to allow them to be managed simply in terms
of their profitability. This is an extraordinarily convenient idea, consider-
ing that renouncing profitability in the management of the company leads
to the enterprise’s insolvency. It is fortunate for those involved that the
same theory then demands state intervention and support for those enter-
prises that are viewed as being too big to be allowed to go under.

III

It is true that socialism and interventionism have not yet succeeded in
completely destroying the capitalist economy. If things had already gone
that far, we Europeans, after centuries of prosperity, would again experi-
ence what hunger means on a large scale. But we still have enough capi-
talism around us that new industries come into existence and the existing
ones continue to improve and expand their productive facilities. All the
economic progress that has been made and is being made comes from
what still remains of the capitalist economy in our society. But capitalism
is constantly undermined by government intervention and must hand over
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12 [Frederic Bastiat (1801–50) is often considered one of the most effective critics of all
forms of government intervention and socialism in the first half of the nineteenth century.
With clear logic combined with biting sarcasm he demonstrated the contradictions and ab-
surdities in all forms of protectionism and restrictions on free competition. He also argued
that in the free market, the interests of individuals were brought into harmony for mutual
betterment.—Ed.]

13 [Karl Marx (1818–83) was the most influential socialist writer of the last one hundred
and fifty years. His theory of scientific socialism and class conflict became the basis for the
Communist revolutions and dictatorships of the twentieth century.—Ed.]

14 [Gustav von Schmoller (1838–1917) was a prominent University of Berlin economist
in imperial Germany who led the “Socialists of the Chair” and who defended and glori-
fied Prussian and military power. He was a leading member of the German Historical
School, which rejected abstract, deductive theorizing in economics for detailed historical
studies from which it was hoped empirical laws of economics might be discovered. He also
was a strong advocate of the German welfare state and regulation of industry and trade in
the name of the national interest. He was one of the founders of the Verein für Sozialpoli-
tik.—Ed.]

in taxes a very considerable portion of its profits to cover the deficits of in-
efficient public enterprises.

The crisis from which the world is suffering today is the crisis of in-
terventionism and of national and municipal socialism; in short, it is the
crisis of anticapitalist policies. Capitalist society—there is no difference of
opinion about this—is governed by the workings of the market process.
Market prices bring supply and demand into balance and determine the
direction and extent of production. The capitalist economy gets its mean-
ing from the market. If the function of the market as regulator of produc-
tion is permanently undermined by an economic policy that attempts to
set prices, wages, and interest rates other than in the way the market forms
them, then a crisis will surely occur.

It is not Bastiat,12 but Marx13 and Schmoller14 who have failed.
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1 [This chapter contains an exchange, originally written in German, between Otto Con-
rad and Ludwig von Mises that appeared in the Jahrbucher für Nationalökonomie und Sta-
tistik (1932).—Ed.]

2 [Ludwig von Mises, “The Causes of the Economic Crisis: An Address,” [1931] in Percy
L. Greaves, ed., On the Manipulation of Money and Credit (Dobbs Ferry, N.Y.: Free Mar-
ket Books, 1978), pp. 173–203.—Ed.]

3 [Ludwig von Mises, Critique of Interventionism (Irvington-on-Hudson, N.Y.: Founda-
tion for Economic Education, [1929] 1996).—Ed.]

4 [Mises, “The Causes of the Economic Crisis,” pp. 201–2.—Ed.]

chapter 21

Interventionism as the Cause
of the Economic Crisis
A Debate Between Otto Conrad and Ludwig Mises1

Remarks by Dr. Otto Conrad

In his lecture on “The Causes of the Economic Crisis,”2 Ludwig Mises
makes use of his well-known Critique of Interventionism for an explana-
tion of the economic crisis.3 This explanation culminates in the following
sentences: “With the economic crisis, the breakdown of interventionist
economic policy becomes apparent. . . . The capitalist social order acquires
meaning and purpose through the market. Hampering the functions of
the market and the formation of prices does not create order. Instead it
leads to chaos, to economic crisis.”4

No doubt this is correct. An economic crisis is characterized by a pro-
longed and severe imbalance between supply and demand. Such an im-
balance is impossible if prices and wages are flexible, i.e., if they are not
prevented from rising and falling according to the conditions of the mar-
ket. If prices (and wages) can rise when demand is dominant and fall when
supply is dominant, then supply and demand always have to come back
into balance. If, on the other hand, prices are kept too low, e.g., as in the
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5 [Otto Conrad, Absatzmangel und Arbeitslosigkeit als Dauerzustand [Depressed Sales
and Unemployment as a Permanent Condition] (Vienna/Leipzig: Holder-Picher-Tempsky,
1926); and Der Mechanismus der Verkehrswirtschaft [The Mechanism of the Economics of
Commerce] (Jena: Gustav Fischer, 1931).—Ed.]

case under rent controls, then supply falls short of demand and a shortage
arises; if prices are held too high, then demand falls short of supply and the
economy cannot fully develop its productive potentialities. In light of this,
I, too, attribute the economic crisis to the continuation of excessively high
prices and wages.5 This being a case of a disruption of the normal self-
adjustment process, different from a cyclical downturn, I refer to it as an
“economic paralysis,” to distinguish it from the customary expression, an
“economic crisis.”

And based on what has been said, with regard to the ultimate cause be-
hind an economic paralysis there is complete agreement between Mises
and myself. We both find the cause for this paralysis in the impediments
standing in the way of a downward movement in prices and wages. But as
to the question of who is driving prices and wages up or prevents them
from falling, we have widely different opinions. Mises assigns responsibil-
ity for the economic paralysis to the state because of its tariffs and taxes, its
social and pricing policies, and to the working class because of its wage
policy. Mises says not a single word about the entrepreneur and his pricing
policy. In my opinion, the entrepreneur has a leading role in promoting in-
terventionism. The entrepreneur substantially contributes to increases in
prices and puts great obstacles in the way of necessary price reductions. It
is worth looking into the reasons behind Mises’s complete disregard of the
interventionism of the entrepreneurs because it provides the opportunity
to correct the errors of many other theorists, besides just Mises.

There are three aspects to this problem that should be mentioned.
1. Mises uses a vague and incomplete concept of monopoly.
2. Mises is confused about the prerequisites for the integration of un-

employed workers into the economic system.
3. Mises is confused about the repercussions of “rationalization” for

the demand for labor.

I ���
Mises’s starting assumption is that the price that is formed on the unham-
pered market reflects a state of equilibrium in which price and costs co-
incide. Mises calls this price the “natural” price; he sees it as the price that
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6 [Mises, “The Causes of the Economic Crisis,” pp. 176–77.—Ed.]

7 [Ludwig von Mises, Liberalism: The Classical Tradition (Irvington-on-Hudson, N.Y.:
Foundation for Economic Education, [1927] 1996), p. 95.—Ed.]

is regularly formed on the market. The natural price is the price that is
most advantageous for the consumer. Mises speaks of an inescapable force
inherent in the capitalist system that compels entrepreneurs and capital-
ists to use their productive facilities and work forces in a way that most
abundantly satisfies the wants of the consumer, given the social and tech-
nological circumstances. The competition of the market sees to it that those
entrepreneurs and capitalists who are not equal to the task lose their dom-
inant position in the production process. The market forces the entrepre-
neur to manage his business in such a way that in earning the greatest
profit he serves the needs of the consumers in the best and least expensive
way.6

These assertions hold, Mises says, under the presumption that com-
petition is unrestrained and therefore unhampered in its operations. It is
the pressure of competition that keeps the price at the level of costs. All ef-
forts to push the price above cost and to maintain it there accordingly must
prove futile. As a result, any interventionism on the part of the entrepre-
neur, which might be aimed at ratcheting up prices, is also excluded.
Equally impossible is any artificial lowering of the price below the “nat-
ural” level because then the price would no longer cover costs and pro-
duction would be shut down. Mises is quite right, therefore, when he
concludes that all attempts to lower the natural price through price controls
and other interventionist pricing policies are pointless and nonsensical.

But all of this takes the idea of unrestrained competition as an as-
sumption. The question arises as to whether or not competition in our
economy is normally unrestricted, as Mises assumes, and therefore
whether the customary, regular market price is the natural price, at which
costs and price coincide. Mises does not overlook the fact that there are de-
viations from the natural price; but he sees this as a problem only in the
case of monopoly prices, and he makes the assertion that the amount of
monopoly in our contemporary economy is relatively small. “Twist and
turn the monopoly question as one may, one always comes back to the fact
that monopoly prices are possible only where there is control over natural
resources of a particular kind or where legislative enactments and their ad-
ministration create the necessary conditions for the formation of monop-
olies.”7 According to Mises, these are the only cases in which permanent
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8 I consider it appropriate to put “restrictions on competition” and the “exclusion of com-
petition” together under the name of “monopoly” and then contrast all cases of unfree
competition with free competition. I think this terminology is justified by the fundamen-
tal distinction that exists between price formation in free competition and price formation
under which there appears even a single restriction on competition. This distinction is
fully justified in my book, Der Mechanismus der Verkehrswirtschaft, pp. 260 ff. and partic-
ularly, p. 281 ff.

deviations from the natural price are possible. Like most theorists, Mises
distinguishes between only two kinds of market relationships: competition,
under which the price tends to coincide with the costs; and monopoly,
under which competition is excluded. In the context of these two headings,
it is understandable that Mises considers the natural price as the one that
is usually formed on the market.

In contrast to this, I demonstrated many years ago that there are three
kinds of market relationships: free competition, restricted competition, and
the exclusion of competition. Only in the case of free competition do price
and costs coincide. Between free competition and the exclusion of com-
petition there is a whole series of different gradations of restrictions on com-
petition, which make it possible for the entrepreneur to hold the price
more or less high above costs, according to the degree of the restriction on
competition. In the case of the exclusion of competition the entrepreneur
is in a position to arbitrarily set the price within certain limits.8

Mises leaves out of consideration all cases of restrictions on competi-
tion, under which the price is maintained above costs and the natural price
does not come into existence. At the same time he considerably underes-
timates the extent of monopoly.

A first group results from natural restrictions on competition, among
which land monopolies are the most important; Mises also mentions
them. These result not only from the wealth and resources of the land but
also from the control of land in favorable locations, where the more fa-
vorable locations depend upon the most diverse set of circumstances.

The second group results from artificial restrictions on competition,
under which the flexibility of prices is prevented by price agreements.
Under this heading are the numerous price agreements in industry and
commerce, in the transportation system, among the banks and insurance
companies, and regardless of whether they take the form of rigid cartels or
something less formal. Mises also considers cartels to be monopolies. But
he insists that, with very few exceptions, cartels owe their existence to the
interventionist policy of government, and not to any inherent tendencies
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9 [Mises, Critique of Interventionism, p. 40.—Ed.]

10 In a significant study of recent price conditions in Austria, the director of the Austrian
Institute for Business Cycle Research, Dr. Oskar Morgenstern, concluded, on the basis of
very instructive data, that not only monopolists but the ordinary entrepreneur as well has
the ability within broad limits to determine the market price independent of demand. See
“Die Preise im Konjunkturzyklus [Prices in the Business Cycle],” Österreichischer Volk-
swirt (September 26 & October 3, 1931).

in the free economy.9 We shall leave unanswered the question as to what
degree the formation of cartels is dependent upon tariff protection. We
shall assume that, with the elimination of customs barriers, cartels would
disappear. The question still remains, however, as to with whom do tariff
policies favoring cartels originate. It is easily seen that governments do not
force tariffs on the entrepreneurs but rather it is the entrepreneurs who
demand the tariffs, using any means available. The blame for interven-
tionist policy is, then, not to be placed on governments but on the entre-
preneurs. This is even more the case when the cartels not only try to keep
prices high in their own area of production but try to influence the prices
formed at the higher stages of production as well. Such artificial limitations
on competition relate not only to cartels but also to all other kinds of pric-
ing agreements, above all in the retail business. That the fall in raw-
material prices has not affected the prices for manufactured goods, that a
large gap exists between wholesale and retail prices and between factory
and sale prices, all demonstrate in the clearest way today that the resis-
tance to price reductions by the entrepreneurs has been very successful.
Nowhere is to be seen that ineluctable pressure to satisfy the needs of the
consumers in the best and most inexpensive manner, which Mises claims
entrepreneurs must do under competition.10

A third group results from limitations on competition having nothing
to do with the natural scarcity of certain essential resources or cartel agree-
ments or legal restrictions, but from what I call de facto restrictions on
competition. They arise from those numerous cases in which certain en-
terprises acquire a monopoly position due to the fact that they are designed
from the start to meet the entire demand in a market. Examples would be
the post and telegraph, telephone service, the railroads, highways, and in-
land navigation, the gas and electric works, water distribution systems, and
in smaller cities also slaughter houses, warehouses, theaters, concert halls,
bathing installations, etc. It would not be profitable for a second, com-
peting enterprise to appear in these markets. Competitive pressures do not
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11 [Mises, Liberalism, p. 94.—Ed.]

exist in these instances, and the prices of these enterprises can be kept high
above their costs. Mises, of course, will not admit that this is true even with
regard to the railways. He writes: “A few decades ago people used to speak
of a transportation monopoly. To what extent this monopoly was based on
the licensing system remains uncertain. Today people generally do not
bother much about it. The automobile and the airplane have become dan-
gerous rivals to the railroads. But even before the appearance of these com-
petitors the possibility of using waterways already set a definite limit to the
rates that the railroads could venture to charge for their services on several
lines.”11 In reply to this, no monopolist can raise his price without limit.
Our problem does not concern the question of whether a price could be
raised without limit. It is about whether the price can be maintained above
its natural level. And this is to be answered in the affirmative with regard
to the railroads as well as to all other de facto restrictions on competition.

Now, finally, as far as legal monopolies are concerned (design and
trademark protection, author and inventor protection, privileges and fran-
chises), Mises designates them all as products of government intervention.
He wishes to combat them by abolishing all these legal restrictions, after
which the problem will disappear. This is only partially correct. Among
the legal monopolies are franchises, including the aforementioned de facto
monopolies (transportation firms, gas and electric works, etc.). The fran-
chise is a way for the government to exercise an influence on the prices set
by these enterprises, to assure against the reckless exploitation of their mo-
nopoly position. The intervention of the government is present in these
cases to curb the interventionism of the entrepreneurs. Consequently, end-
ing government intervention in this area would by no means eliminate
the monopoly problem. Legal monopoly would simply be replaced by de
facto monopoly, which thereafter could be exploited without restraint.

Out of all of these numerous restrictions on competition, Mises rec-
ognizes only natural and legal monopolies, and he regards the latter as ob-
viously avoidable. Given this perspective, it is understandable that Mises
overlooks the interventionism of the entrepreneurs. In all cases in which
a restriction on competition or a monopoly can be taken advantage of, the
entrepreneur is the interventionist. He keeps the price above his costs and
sets the price differently from how it would have been formed on the un-
hampered market. The entrepreneur commits a pricing-policy interven-
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12 [Mises, Critique of Interventionism, p. 7: “Price intervention aims at setting goods prices
that differ from those the unhampered market would set.”—Ed.]

13 [Ibid., pp. 34–35.—Ed.]

14 [Mises, “The Causes of the Economic Crisis,” p. 186.—Ed.]

tion in the sense in which Mises defines it.12 Mises could not have over-
looked this if he had not defined monopoly the way he did. He curtly dis-
misses the term “free competition” as a foggy phantom;13 but without it
the cases of restricted competition cannot be clearly grasped. If Mises had
devoted more time to observing the actual conditions of competition in the
economy today and given more attention to the literature concerning it, it
would not have escaped him that the “natural” price coinciding with costs
is a rare exception and not the rule. He would have seen that the inter-
ventionism so vigorously combated by him is practiced not only by public
bodies and by the labor force, but also and above all by the entrepreneurs.

II ���
The foregoing remarks do not completely explain all the misunderstand-
ing there is about the true state of things. An essential role is played here
by something about which Mises is not sufficiently clear. This concerns
the conditions for the process of integrating unemployed workers into the
economic system.

“For the entrepreneur,” says Mises, “the employment of workers is part
of doing business. If the wage rate drops, the profitability of his enterprise
rises, and he can employ more workers. So by reducing the wages they
seek, workers are in a position to raise the demand for labor.”14 Is this cor-
rect? Adding men to the work force is really only possible if it is assured that
the increased production of these workers can be sold. That presupposes
the expansion of demand in proportion to the output of the enterprise. But
how can demand be expanded merely because the business becomes more
profitable? The entrepreneur does not use the increased profit provided by
the wage decrease to buy more of the production of his own plant!

One sees that Mises is not fully aware of the requisite condition under
which a wage decrease leads to new hiring in the work force. The neces-
sary condition is for the wage decrease to find expression in a lowering of
the price of the product. Only if the price falls can that expansion of de-
mand occur, which assures a market for the increased production result-
ing from employing newly hired workers. If, on the other hand, the
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15 [Ibid., p. 191.—Ed.]

16 [Ibid., pp. 176–77.—Ed.]

entrepreneur retains the savings in labor costs for himself, then no expan-
sion of demand occurs and no new workers can be employed. Without an
increase in buying power an expansion of demand, of production, and of
the labor supply is impossible. But buying power can be increased only by
a cut in prices. No doubt the lowering of his wages is the only means the
worker has at his disposal for increasing his labor opportunities. But this
only works indirectly in that it makes the entrepreneur’s business more
profitable and so enables him to be in a position to lower his selling price.
If the entrepreneur does not do this, then the wage cut fails in its purpose,
and an expansion in the demand for labor does not occur.

For more workers to be employed it is not enough that the businesses
are more profitable. The entrepreneurs must use this increased prof-
itability to bring down their selling prices. Because Mises overlooks this,
he objects to “the demand that the reduction of prices be tied to reduction
of wages.”15 In his eyes, healing the economic paralysis only requires a re-
duction in wages, the reduction in prices is not important. That is the sec-
ond reason why the entrepreneur is not mentioned among the factors that
Mises considers responsible for economic paralysis. It is up to the entre-
preneur, not the worker, to reduce prices. If, like Mises, one regards a re-
duction in prices as something unimportant for the economy’s recovery,
then every inducement naturally slips away to make the entrepreneur co-
responsible for the economic paralysis. But actually it is the rigidity of
prices, and only indirectly the rigidity of wages, that causes economic paral-
ysis. The level of the prices of goods is decisive in creating the buying
power for the consumers. If, as Mises quite correctly emphasizes, the con-
sumer is the real master of the economy because his demand for various
quantities of goods determines what gets produced in the individual lines
of production,16 then everything depends upon putting consumers in the
position to be able to buy more goods than before. But that is only possi-
ble if the prices of goods decrease.

III ���
The same confusion as that regarding the effects of wage pressures on the
demand for labor appears in Mises’s discussion of the effects of rational-
ization on labor demand. “Workers released by the introduction of indus-
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17 [Ibid., p. 193.—Ed.]

trial technology find employment in other positions. The ranks of newly
developed branches of industry are filled with these workers. The addi-
tional commodities available for consumption, which come in the wake of
‘rationalization,’ are produced with their labor. Today this process is ham-
pered by the fact that those workers who are released receive unemploy-
ment relief and so do not consider it necessary to change their occupation
or the place of work in order to find employment again.”17 Rationalization
increases the productivity of labor. Therefore the same quantity of goods
can be produced with a smaller workforce or a greater quantity of goods
can be produced with the same number of workers. Mises then assumes
without further consideration that this increase in goods actually will be
produced. In his opinion the released workers will find employment again
if only they are willing to change their line and place of work.

But for this increase in goods actually to be produced the sale of the
increased product must be assured, and that is the case only if a modera-
tion in the price goes hand in hand with the increase in production.
Greater quantities of goods can find buyers only at lower prices. So be-
sides the willingness of the workers to change their place and type of work,
a second precondition also must be fulfilled if the released workers are to
find employment again. The savings in labor costs brought about by ra-
tionalization must be joined with reduction in prices. If this does not
occur, if the entrepreneurs keep the profits resulting from rationalization,
then prices will not be lowered, no more goods can be sold than before,
and therefore no more goods can be produced than before. So then—as a
consequence of rationalization—the same quantity of goods is produced
with fewer workers and the redundant workers become permanently
unemployed.

The Interventionism of the Entrepreneurs? 
Reply to the Preceding Remarks of Otto Conrad 
by Ludwig Mises

I ���
A large segment of public opinion looks upon economic events exactly as
Conrad does in the foregoing comments, with the eyes of the public pros-
ecutor looking for the guilty parties who need to be punished. Conrad be-
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18 [Mises, Critique of Interventionism, pp. 1–2 & 4:
Interventionism is a limited order by a social authority forcing the owners of the
means of production and entrepreneurs to employ their means in a different
manner than they otherwise would. . . . Interventionism seeks to retain private
property in the means of production, but authoritative commands, especially
prohibitions, are to restrict the actions of private owners. . . . Particular orders may
be quite numerous, but as long as they do not aim at directing the whole econ-
omy, and replacing the profit motive of individuals with obedience as the driv-
ing force of human action, they may be regarded as limited orders. . . . We must
distinguish between two groups of such orders. One group directly reduces or
impedes economic production (in the broadest sense of the word, including the
location of economic goods). The other group seeks to fix prices that differ from
those of the market. The former may be called “restrictions of production”; the
latter, generally known as price controls, we are calling “interference with the
structure of prices.”. . . [I]nterventionism . . . does not seek to abolish private prop-
erty in production; it merely wants to limit it . . . [I]t seeks to create a third order:
a social system that occupies the center between the private-property order and
the public-property order.

—Ed.]

lieves that he must pronounce entrepreneurs of being guilty of interven-
tionism, and he censures me because I have failed to do this. But my view
of the matter is completely different from Conrad’s. I am an economist, not
a preacher of morality who wishes to judge, avenge, and punish. I do not
look for guilty parties but for causal connections. And if I speak of inter-
ventionism, I am not making accusations against the “state” or against
“labor.” I only attempt to point out to what consequences a system, a pol-
icy, an ideology must necessarily lead. Before I used the term “interven-
tionism” and precisely defined it conceptually, the expression was alien to
most German writers.18 Today it is in general use; even the Handwörter-
buch der Staatswissenschaften [The Encyclopedia for the Social Sciences]
hastens to include an article on “State Interventionism” in a supplemen-
tary volume to its latest edition. When an expression becomes popular, it
easily loses the conceptual exactness that alone makes it appropriate for
scholarly investigations. This has also happened to the term “interven-
tionism.” Otherwise Conrad probably would not have been able to say that
entrepreneurs practice interventionism.

Entrepreneurs, capitalists, landowners, and workers are participants
in the market, and they demand prices for their services. The consumers
answer these price demands through their buying or abstention from buy-
ing on the market. From this interaction there results the market, on the
basis of which supply and demand are brought into balance. Through the
process of price formation the market performs its function as regulator of
production. It gives direction to all the activities of a society based upon the
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19 [Ibid., pp. 7–11.—Ed.]

20 [Ludwig von Mises, The Theory of Money and Credit (Indianapolis: Liberty Fund, 3rd
rev. ed., [1924; 1953] 1980); and “Monetary Stabilization and Cyclical Policy,” in Israel M.
Kirzner, ed., Classics in Austrian Economics: A Sampling in the History of a Tradition (Lon-
don: William Pickering, 1994), pp. 33–111.—Ed.]

21 [Mises, “The Causes of the Economic Crisis,” pp. 193–95.—Ed.]

private ownership of the means of production and the division of labor. If
the process of price formation on the market is impeded by commands
that proceed from coercive governmental authorities, then we speak of a
price-interventionist policy.19 It would be completely meaningless also to
talk of interventionism where there is nothing more than market partici-
pants who demand prices that are “too high.” If the price demands of the
sellers are consistent with the condition of the market, then from the stand-
point of scientific consideration they cannot be labeled as being “too high.”
If, however, they do not correspond to the condition of the market, then
they will produce those consequences that the mechanism of the market
must always bring about. A portion of the goods brought to market cannot
be sold, and from this there will develop consequences that finally bring
down the market price to that point corresponding to the condition of the
market.

When Conrad criticizes me for speaking of the wage policy of the
workers but ignoring the pricing policy of the entrepreneurs, he fails to
recognize the fundamental difference that exists between these two. Labor
unions exercise physical force against strike breakers with the indulgence
of the government; entrepreneurs cannot proceed in the same way against
competitors, since at least a little bit of liberalism is still in effect. The un-
employed are supported from public funds; presently in Europe, unsold
goods are not yet bought up with public funds and destroyed (as they do
with coffee in Brazil).

There are efforts at work to raise prices through credit expansion. Con-
rad will, however, scarcely wish to claim that I have not emphasized
sharply enough the consequences from an expansion of circulation credit
and in general from inflation of every kind. For many long years I stood all
alone among German writers in defense of the theory of circulation credit
and its explanation of economic crises; today the theory is generally ac-
cepted.20 And in my work referenced by Conrad, I have referred to the pol-
icy of governments that buy up goods with public funds in order to
maintain high prices as a form of unemployment assistance.21
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22 [“Catallactics” is the Greek word for “exchange.” It also means “to turn from enemy
into friend.”—Ed.]

II ���
Conrad denies that wage reductions must bring about the increased em-
ployment of workers. If, according to him, wage reductions do not bring a
decrease in prices, because the entrepreneur keeps for himself the savings
in labor cost, then no expansion in demand results, and no additional
workers can be employed. Now, in my opinion, no economist can con-
cede that entrepreneurs are able to maintain high prices arbitrarily. Who-
ever considers that to be possible denies the interdependency between
market prices, which forms the starting point of all economic investiga-
tions and without which all economic discussion would be nonsensical. If
the participants in the market were “free,” in the sense that market prices
depended exclusively upon their own conduct, then it would be justifi-
able to replace catallactics22 with moral theological discourse like that of
the medieval churchman or of the ethical school of political science. Only
if one takes the viewpoint of those who are not economists—a viewpoint
with which I am not going to argue here—does it make any sense to blame
entrepreneurs because they don’t lower prices enough. The preacher of
morality says to the entrepreneurs, “Lower prices so that others are not
harmed.” The economist knows that if they demand more than is consis-
tent with the state of the market, a part of their goods will be unsalable;
they, therefore, must either reduce the prices they are demanding for their
goods or lose their positions as entrepreneurs.

But for the moment, let us accept Conrad’s viewpoint and assume that
the entrepreneurs keep entirely for themselves the profit resulting from
the reduction in workers’ wages or from the improvement in the methods
of production by keeping prices at the old level. Conrad thinks that in the
case of a reduction in wages no additional workers are employed, and in
the case of industrial rationalization workers will become unemployed be-
cause no market can be found for the increased production. After all,
greater quantities of goods can only find buyers at lower prices.

Let us consider this. If the increase of income that occurs due to the
reduction in wages or from the development of new technology is not of
any advantage to the workers but only to the entrepreneurs, then the en-
trepreneurs become richer. Their income rises by precisely that amount
which they have withheld from the workers, meaning that they can now
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23 [Ludwig von Mises, Socialism (Indianapolis: Liberty Fund [1951] 1981), pp. 344–51.
—Ed.]

either consume more or invest more. All underconsumption theories
founder on the understanding that the “too little” which the “exploited” re-
ceive must have been transferred to the “exploiters,” and the latter must ei-
ther consume it or invest it. Of course, under these conditions production
would have to move in another direction; fewer articles of mass con-
sumption would be produced, and there would be more available for the
consumption of the upper classes as well as for investment in more means
of production. But, and this alone is important for us in this connection,
it cannot be shown how this disadvantage for the masses could disrupt the
market in the sense that unemployment would have to arise.

Entrepreneurs do not have it in their power, as Conrad seems to think,
to raise prices as much as they like. But if they could do so, they certainly
would not be able to make unemployment a permanent phenomenon.

III ���
Socialist writers today especially try to support their demand for replacing
the capitalist social order with the socialist one by claiming that capitalist
society has an inherent tendency leading toward the progressive carteliza-
tion and pooling of enterprises. I believe I have provided proof that
cartelization and pooling, excepting in special cases that I have delineated
precisely, are a result of protectionist policies and other state intervention.23

They owe their origin to interventionism, not to any emerging tendency
operating in the unhampered market economy. If we had free trade every-
where today, then the formation of cartels and trusts would play a very in-
significant role. Conrad chooses not to go into the question of whether
and to what degree tariff protection is really essential as a precondition for
the formation of cartels; he is ready to assume that cartels would have to
disappear when customs barriers did. But entrepreneurs advocate protec-
tive tariffs, and therefore, according to Conrad, “the blame for interven-
tionist policy should then not be placed on governments but on the
entrepreneurs.” Entrepreneurs are always ready to take advantage of any
limitation on competition or from a monopoly. “Interventionists,” that is,
adherents of interventionist economic policies, are, with the exception of
a few economists, all of our contemporaries. I have often stressed this most
emphatically, and I have never maintained that the entrepreneurs were
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24 [Mises, Critique of Interventionism, pp. 5–7.—Ed.]

not also interventionist-minded. The entrepreneurs’ desires can, however,
only be implemented if the coercive authorities in society seek to carry
them out.

Customs duties deflect production from places possessing more favor-
able conditions for production to places having less favorable conditions
for production; they therefore reduce the productivity of human labor. By
bringing about a series of further conditions, customs duties make it possi-
ble for the entrepreneurs to obtain higher, monopoly prices instead of com-
petitive prices. Protectionism therefore decreases the overall output of the
labor of society and brings about shifts in income. But it cannot be main-
tained that it prevents the adaptation of the economy to the situation cre-
ated by the existence of a tariff barrier. Only if the economy is prevented
from adapting do those disturbances arise that both Conrad and I have in
mind.

IV ���
One of Conrad’s fundamental errors lies in his views concerning the con-
sequences of restrictions on competition. Restrictions of any sort on com-
petition—included among production-intervening policies, according to
the terminology that I introduced24—diminish the social product, but they
do not disrupt the functioning of the market. If the government orders that
only the beneficiaries of its special privileges may practice a certain profes-
sion, e.g., that women cannot be employed for night work, or that foreign
goods can either not be imported at all or only upon payment of a tariff,
then no doubt all of this influences the concrete configuration taken on by
the prices of the market. But the market brings supply and demand together
through changes in prices. To use Conrad’s expression, no economic paral-
ysis occurs.

Hence the widely held view that only under free competition can the
market work as the regulator of production is completely false. Liberal-
ism demands freedom of competition because it expects from it the great-
est possible productivity from the labor of society. But the fact that
antiliberal policies restrict competition is not a rational argument for fur-
ther government intervention, with the word “rational” meaning the pur-
poses in mind of the initiators of the original intervention. If competition
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25 [Ibid., p. 105.—Ed.]

26 [The theory of imputation attempts to demonstrate the process by which the value of
a finished product on the market is reflected back into the relative values of the factors of
production utilized in its manufacture.—Ed.]

has been restricted and if as a consequence prices have risen, then a price-
interventionist policy that is meant to bring prices back down to where
they were before will work no differently than they would have worked in
reference to prices that had been formed under free competition.

Only with regard to monopoly prices—using this term in its legitimate
and strict catallactic meaning—the situation is different. The difference
between the higher monopoly price and the lower competitive price is
open to government for intervention.25 But in the overwhelming number
of cases referred to by Conrad, monopoly does not exist in this meaning—
the only logical meaning—of the term.

Conrad refers to the “large gap between wholesale and retail prices
and between factory and consumer prices” in order to prove the success
that entrepreneurs have had with their resistance to every reduction in
their prices. But he seems to have forgotten that this resistance can only be
successful where—as in Germany and most especially in Austria—a spe-
cific, middle-class-oriented government interventionist policy makes it
successful.

V ���
Conrad has never correctly understood the theory of imputation,26 or in
general the whole body of modern economics, because he always wants to
assign some moral meaning to it. Intentionally, subjectivist doctrine is
completely value-free. It makes no ethical judgments and has never in the
least declared that wages “should in some sense be proportionate to the
labor performed.” All it says is that at the “static,” i.e., the equilibrium,
wage all those who want to work can find employment and all employers
who are looking for workers are able to find them—and that at any higher
wage rate unemployment must occur.

In all of his writings and in his remarks above, Conrad shows that he
is of the opinion that the capitalist order, which rests upon the private own-
ership of the means of production, can only function “properly” if entre-
preneurs and workers are controlled by certain rules of conduct, the
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27 [Otto Conrad, Der Abbau der Preise [The Reduction of Prices] (Vienna, 1932), p. 16.
—Ed.]

observance of which cannot be automatically guaranteed in the market.
Therefore inappropriate conduct, namely conduct that leads to “economic
paralysis,” may be constantly practiced.

Considering the fact that Conrad refers to himself as an opponent of
state interventionism—believing as he does that state interventionism leads
to “economic paralysis”—it would seem that, implicitly, he would reject
the idea that the state can force entrepreneurs and workers to observe some
type of “proper” conduct. However, Conrad only opposes interventionism,
and the use of those policy instruments, that he considers inappropriate.
He actually demands the most rigorous interventionism. “The industrial
corporations, the chambers of commerce and industry, the associations of
entrepreneurs, etc., may control prices, and the authorities must intervene
with inexorable severity against every entrepreneur who raises prices ex-
cessively.”27

Given these circumstances, it is difficult to understand why Conrad
approves of my Critique of Interventionism. What he proposes is really
nothing other than interventionism. The theoretical starting point for his
train of thought is the notion that, in the economic order that is based on
the private ownership of the means of production, prices are not deter-
mined by the underlying economic data. Therefore, market prices can
and must be brought to their “correct” position by some sort of “well-
intentioned” and “well-informed” courts of justice. If one shares this opin-
ion—and it cannot, of course, be rejected out of hand without the type of
thorough reflection that is done in economic theory—then one may
openly declare that economic theory is impossible. One is then practicing
ethics and not value-free science, and one can only hope for an enlight-
ened regime whose interventions will lead the market along the “correct”
path.
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1 [This article originally was published in German in Neues Wiener Tagblatt, No. 78
(March 19, 1933).—Ed.]

chapter 22

Planned Economy
and Socialism1

Those who recommend the planned economy as a new type of economic
order, one that is fundamentally different from previous economic sys-
tems, make the objection that under a capitalist system economic activity
takes place without a plan, and it is this “planlessness” that is to blame for
the severe depression from which the economy is presently suffering. This
objection of a presumed planlessness, however, ignores the fact that forces
are at work in the capitalist social order that give a rational direction to all
economic activity and thus assure the system’s success.

No entrepreneur can produce anything other than what consumers
are willing to buy without exposing himself to the danger of serious losses
and economic bankruptcy. Entrepreneurs and capitalists are forced to
manage their productive enterprises and their labor forces—given their
supplies of capital and the state of technology—in such a way that the
needs of the consumers are as fully satisfied as is possible. It is therefore a
mistake to refer to the capitalist system of production as an economy for
profit in contrast to a planned economy as an economy designed to satisfy
needs.

The Market

In the final analysis, in a capitalist economy it is the wants of the con-
sumers that decide the amount and the direction of production, precisely
because entrepreneurs and capitalists must be focused on the profitability
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of their businesses. Entrepreneurs try to supply those goods whose sale
promises them the highest possible profit. But it is the market that decides
where profits are earned and losses suffered. If consumers demand more
of a product, then its price rises; if they demand less, then the price falls.
If entrepreneurs produce only those goods whose sale promises to bring
them profits, then that means they are following the wishes of the con-
sumers. It is the market, therefore, that directs a capitalist economy, based
on the private ownership of the means of production. The changing prices
of the market bring supply and demand into equilibrium. The market
price—called the “natural price” by the Classical economists and the “sta-
tic price” by modern economists—finds its level at a point at which no
prospective buyer who is ready to pay the market price leaves the market
unsatisfied, and no prospective seller who is willing to accept the market
price leaves the market with unsold goods.

Disruptions of the Market 
by Interventionist Intrusions

The disruptions from which the world’s economy has been suffering for
years are to be attributed directly to the fact that the functioning of this
market mechanism has been interrupted. This is most obviously the case
with that most disturbing symptom of the economic crisis: persistent mass
unemployment. Due to labor-union action, wages have become rigid.
They have succeeded in having part of the work force employed at wages
higher than would have existed on an unhampered market. The other side
of this success is represented by the continuing unemployment of a grow-
ing number of qualified workers. At the “natural” or “static” wage level
that is formed on the unhampered market, entrepreneurs are able to find
all the workers that they are seeking and for which they are willing to pay;
and all qualified workers who are willing to work for this wage are able to
find employment. However, if wages are set at a level higher than the
market-determined wage, due to the government-supported policies of the
labor unions, then only a part of the work force finds employment.

The disruptions of the economic order, therefore, are not to be as-
cribed to any inability of the market economy to properly manage its pro-
duction possibilities. Instead, it is precisely the intrusions of interventionist
policy that prevent the attainment of an equilibrium situation.
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A Planned Economy Is a Controlled Economy

The advocates of a planned economy correctly recognize that interven-
tionist policy is unworkable because it leads to consequences for which no
one would wish: the consumption of capital, the long-term unemploy-
ment of millions, and a growing imbalance between production and con-
sumption. But the means that they propose for alleviating this situation
are impracticable. They recommend that every form of economic activity
be subjected to the systematic planning of one central authority. This is the
same program the socialists refer to as “socialization” and that the Com-
munists call “bolshevism.” The socialists and Communists have also used
the argument about the supposed planlessness of the capitalist system—
which they call the anarchy of production—as the primary point in favor
of their alternatives. And, like the proponents of the planned economy,
the socialists and Communists also claim that they are not proposing the
governmentalization of the economy. Instead, they propose nationaliza-
tion, or turning over the means of production to the workers.

But this is merely playing with words. The unified systematization of
all economic activity, which planned economy, socialism, and Commu-
nism all strive for in the same way, can only be achieved if the state’s so-
cial apparatus of control stands behind the plan, supports it, and elevates
the plan to the status of a compulsory system. If this were not done, then
each individual would be free to act differently than the manner in which
the plan prescribes. Entrepreneurs could produce other things and sell at
other prices than anticipated in the plan; workers could seek positions
other than the ones to which the plan wants to assign them.

The systematization of the planned economy can, therefore, only be
brought about through a decree of the state; those who would act in conflict
with this decree must be forced into compliance by the apparatus of con-
trol that is given the assignment of enforcing the commands of the state.
Only those who have not thought the problems through to their logical con-
clusion can maintain that a planned economy is not a controlled economy.

It is also a mistake to think that one can perceive a presumed differ-
ence between a planned economy and socialization, which supposedly
lies in the fact that a planned economy leaves more room for individual ini-
tiative than does a socialist order. Individual initiative precisely means that
the entrepreneur does what, according to his own lights, will best meet the
wants of the consumers. But if the entrepreneur is not free to decide what
and how to produce as he considers best from the perspective of his inter-
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est in earning profits, if instead he is instructed to obey the plan—which
prescribes for him what and how he is to produce and at what price he
must offer the product—then all his initiative is stifled. He may remain
an entrepreneur in name; but in fact in a planned economy, although per-
haps privileged in his personal income, he becomes a high-ranking civil
servant in the general economic apparatus of the government. Nothing
more will be left to his own initiative than is left, for example, to the man-
ager of a factory in the Soviet State.

Economics has shown that no socialist system can work because under
it, it is impossible to anticipate the outcome of a future undertaking and
subsequently to determine through accounting methods the resulting out-
come. The method of economic calculation that is used in a capitalist so-
ciety, and without which all business and economic rationality as well as
all technological evaluation would be unfeasible, assumes the use of
money and the existence of a market for what is produced. In a socialist
society these assumptions are missing; hence there could be no real eco-
nomic activity in our sense of the word, and it would be thoroughly im-
possible to carry out roundabout processes of production.

The fact that certain nationalized undertakings are possible in a soci-
ety which otherwise rests upon the private ownership of the means of pro-
duction, and that in particular regions of the world socialization has been
undertaken at the national level while the capitalist system is retained in
the other parts of the world, does not diminish the probative force of this
decisive argument. These state enterprises within a capitalist Europe, and
the Soviet regime within the wider capitalist world, can base their eco-
nomic calculations on the prices that are formed on capitalist markets. So-
viet Russia lives not only materially on the support of the capitalist world
that has “invested” capital in Russia; what is even more important, it bases
its own economic calculations on the market prices of capitalist society.
There is no such thing as socialist economic calculation, and there never
can be; that is to say, socialism is unworkable.

A Planned Economy and Entrepreneurship

All of this also holds true for a planned economy. A planned economy dif-
fers from socialism only in that the managers not only are formally reduced
to the status of civil servants, they also descend physically into the position
of bureaucrats who are put at the head of departments of the centralized
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2 [Vilfredo Pareto (1848–1923) was one of the leading Italian mathematical economists
of the first half of the twentieth century. His Manual of Political Economy (1906) developed
the theory of general equilibrium and indifference-curve analysis. He was an economic
liberal and a strong opponent of socialism. Critical of favoritism and privilege under democ-
racy, he was falsely accused of being profascist after Mussolini came to power in Italy. Pareto
also was a prominent sociologist, his major work being A Treatise on General Sociology
(1916); one of his contributions to sociology was a theory of the rise and fall and circula-
tion of elites in society. He taught at the University of Lausanne in Switzerland from 1893
until 1900, when he inherited a fortune. In 1901, his wife ran away with their cook and he
was left with his large menagerie of cats.—Ed.]

planning agency. And as the great Italian economist, Vilfredo Pareto,2 em-
phasized, weak and subservient managerial types of the second and third
generation, who do not understand how to manage their inheritance and
who have lost their self-confidence because of the failures they have suf-
fered, find the planned economy particularly attractive. These weak heirs
of capitalist wealth numerically predominate in the managerial class every-
where in the interventionist system, and it is easily understood why the
idea of a planned economy finds support in these circles.

Socialism by Another Name

The planned economy is not a defense against socialism; on the contrary,
it is the only way in which socialism can still operate in Central Europe
today. The Bolshevik experiments in Russia, the inefficiencies made ob-
vious under socialist leadership in the decade and a half that has passed
since the war, and the corruption that has been connected with all attempts
at socialization, have shaken the trust of public opinion in socialism wher-
ever it appears openly under this name. Under the new name of the
planned economy, the system that was discredited under its old name now
finds new adherents. If experiments with the planned economy should end
up being carried out on a large scale in one of the industrialized states of
Central Europe, people would soon experience a frightful disillusionment.

One cannot combat a mistaken principle, which is what socialism is,
by trying to put it into effect under a different name. If one wants to pre-
vent the downfall of European civilization, then one must decide to openly
and honestly come forward against all forms of socialization of the means
of production. Neither socialism nor a planned economy can overcome
the great economic crisis; this can only be achieved through the radical re-
nunciation of interventionist economic policy.
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chapter 23

The Return to Freedom
of Exchange1

1 General Observations

Countries do not put themselves in a situation in which they would be
tempted to adopt those measures covered by the term “foreign-exchange
control” if they do not resort to inflation or attempt to use credit expansion
as a means of reducing interest rates below those that would prevail on the
money market free of intervention by the note-issuing central bank. This
has been shown not only in an indisputable way by economic theory, but
it has been confirmed by the entire monetary history of Europe and
America.

It is a mistake to believe that an “unfavorable” balance of payments or
a negative balance of trade must necessarily lead to the depreciation of a
country’s currency. Holding such a view means to forget that the debit items
of the balance of payments are always balanced by the credits, and that im-
ports are always paid for by exports (in the broadest meaning of these two
terms). An increase in imports is possible only if its equivalent value is cov-
ered by an increase in merchandise exports, or a greater quantity of services
rendered abroad, or additional loans that are contracted, or by other simi-
lar means.

The view that loans are contracted to cover a deficit in the balance of
trade is the opposite of the way things really are. When a country contracts
a foreign debt, its trade balance becomes negative by an amount equal to
that of the loan. On the other hand, the payment of the interest and amor-
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tization fees on the loan makes the trade balance positive by the same
amount.

The theory according to which the rate of exchange depends on the
state of the balance of payments or the balance of trade is mistaken be-
cause it does not consider that any change in the quantity of foreign loans
or in imports and exports is not possible if there are no price differentials
that make them profitable. It is true that prices are established daily on
the basis of the current state of the balance of payments; but this, in turn,
results from the prices and price differentials that dictate the purchases
and sales that are worth undertaking.

It is also mistaken to distinguish between essentials and nonessentials.
It is argued that because essentials have to be imported at any cost, a coun-
try that has to import essentials but only exports nonessentials will constantly
experience a fall in the value of its currency. It is forgotten that the greater
or lesser need for these various products is already captured in the volume
and intensity of the demand for them at the prices at which they are
purchased.

However great may be a country’s need for foreign manufactured
goods, raw materials, or foodstuffs, these cannot be obtained if that coun-
try is unable to pay for them. To import more, it must export more. If that
country is unable to export finished or semifinished goods, but will not or
cannot give up its imports, then it must go into debt.

Only if a country’s central bank pursues a policy of artificially lower-
ing the rate of interest below the rate that would be established by the free
market can the rate of foreign exchange rise, which would automatically
limit imports and stimulate exports, and therefore set in motion a reverse
movement bringing the exchange rate back to its former level. However,
if inflation is occurring, and domestic prices are rising, imports will not
be restricted by the rise in the rate of exchange, exports will not be stimu-
lated, and a reverse movement will not counter the worsening exchange
rate.

The cause of the exchange rate’s depreciation is always to be found in
inflation, and the only remedy for fighting it is a restriction of fiduciary
media and bank credit. The crucial mistake during the war and in the early
postwar years was to ignore this truth and to try to combat the monetary
depreciation by restricting foreign-exchange markets rather than ending
the inflation. It is disturbing to see the same error being committed once
again.
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2 The Reasons Behind the Reintroduction 
of Foreign-Exchange Controls

National political considerations persuaded a number of governments
since the spring of 1931 once more to resort to an increase in their cur-
rencies. Faced with the choice of either allowing a number of banks and
other large enterprises to fail or helping them by expanding the currency,
they have chosen the second solution. They have increased the quantity
of paper money in circulation, thus initiating a process that had to lead to
a depreciation of their currencies.

There is no point in criticizing the policy that has been followed or to
blame the people who were responsible for it. We will only note that there
were and are only two possibilities. Either the policy is resisted that puts the
currency at risk through setting interest rates below the rates reflecting ac-
tual market conditions, or a policy of credit expansion is followed, which
inevitably leads to monetary depreciation. There can be an attempt to sta-
bilize the domestic level of prices, as has been done in England, but in that
case depreciation in the currency’s exchange rate could not be avoided. On
the other hand, the goal can be to maintain the foreign-exchange rate and
allow domestic prices to participate in the general decline in prices experi-
enced on the world market. The two goals cannot both be achieved at the
same time.

There is now a better appreciation of the benefits from stable exchange
rates in comparison to the serious consequences from a depreciation of
the exchange rate and the even greater negative effects resulting from
foreign-exchange control. It is therefore doubly necessary to remember
that maintaining stable exchange rates is incompatible with the pursuit of
these other domestic economic policy goals.

3 The Effects of Foreign-Exchange Control 
and the Conditions Necessary for Its Abolition

The expression “foreign-exchange control” generally includes a variety of
measures aimed at a number of policy goals. Much confusion has been
created by not having kept these different measures distinct.

In the first place, foreign-exchange control must be evaluated in terms
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2 [On the introduction of and consequences from exchange control in Austria, Hungary,
and Germany in the 1930s, see Howard S. Ellis, Exchange Control in Central Europe
(Cambridge, Mass.: Harvard University Press, 1941); and Oskar Morgenstern, “The Re-
moval of Exchange Control: The Example of Austria,” International Conciliation, No. 333
(October 1937), pp. 678–98.—Ed.]

3 [See Chapter 19, “The Gold Standard and Its Opponents,” footnote 8.—Ed.]

of whether or not the government wants to maintain the legal, but ficti-
tious, rate of foreign exchange.

a) Control of foreign exchange with the maintenance of a fictitious ex-
change rate. There are some countries (Austria and Hungary) that have a
policy that refuses to admit that there has been a depreciation in their cur-
rency, and maintain their foreign-exchange rate below the market rate.2

Its primary purpose is to further domestic policy goals, and it is only sec-
ondarily concerned with issues of international trade. Through its use
some social groups have been deprived of their wealth in the form of for-
eign exchange, and all creditors who have contracted for payment in gold
or foreign currency are harmed since payment in gold or foreign currency
has been replaced with payment in depreciated paper money. Conversely,
those who have benefited are the domestic debtors who were supposed to
pay in gold or foreign currency, as well as all those who have been able to
obtain a foreign currency at a price below the unhampered market rate.

It may be officially stated in these countries that the purpose behind
foreign-exchange control is to stimulate exports and discourage imports.
But, in fact, the system actually produces the opposite effect; imports are
stimulated and exports are hindered. The obligation imposed on exporters
to remit to the Exchange-Control office all or a part of the proceeds from
their foreign sales is equivalent to a tax on their exports. And the allocation
of foreign exchange among importers at this below-market fixed exchange
rate is equal to a premium on imports.

It is absolutely correct if, in these countries, a shortage of foreign ex-
change is reported. But such a shortage necessarily results from setting a
maximum price for their currencies not corresponding to the conditions on
the market. In order to avoid losses, everyone tries not to remit foreign cur-
rency to the Exchange-Control office. It is not required to explain the
process by which there occurs the shortage of foreign currency; it’s the
same process described by Gresham’s Law.3

b) Control of foreign exchanges without fixing a rate of exchange dif-
ferent for the market rate. If, as has been done in England, all attempts to
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impose a rate of exchange on the foreign-exchange market is abandoned,
the Exchange Control becomes a purely neutral institution from the stand-
point of commercial policy. But in most instances this is not the case.

The theory that exchange-rate depreciation results from the status of
the balance of trade is often invoked as a rationale for restricting or pro-
hibiting imports. Limiting and even prohibiting the importation of more
than a certain quantity of goods and ignoring contractual obligations is
justified by citing the conditions of the moment. Meeting these obliga-
tions, therefore, becomes impossible. Furthermore, since payment is only
authorized for certain categories of imported goods, the Exchange-Control
office ends up allocating foreign exchange for only particular imports and
not for others. It is difficult to say which of these two methods is more
harmful to foreign trade. It is certain that, sooner or later, both end up se-
verely hampering international trade.

Separate from trade policy, the Exchange Control also—in fact, pri-
marily—serves the furtherance of credit policy in various countries. Both
in the countries that officially maintain a rate of exchange different from
the market rate and in those that do not, the purpose behind the foreign-
exchange control is to prevent foreign creditors from withdrawing funds
and putting their debtors into difficulty. By forbidding debtors from mak-
ing payments they owe abroad, they are freed from the consequences usu-
ally connected with default on a loan.

4 Exchange Control and Bank Insolvency 
(The Problem of Short-Term Credit)

The primary problem behind the foreign-exchange controls comes from the
fact that a number of European banks have invested long-term the equivalent
of the short-term credits that have been extended to them from abroad, with
no ability to pay on their part being anticipated in the near future. These
banks are not in a position to fulfill obligations to their creditors to pay on de-
mand or on short notice. It is the most difficult problem confronting these Eu-
ropean banks today. Foreign-exchange control enables these banks to use the
government’s restrictions as a way to avoid making their repayments abroad.
But this does not resolve the underlying problem, it merely postpones it. This
problem, however, must be resolved; otherwise a restoration of international
relations in these as well as in credit matters in general cannot be restored.
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Foreign-exchange control allows these banks to contact their creditors
and temporarily arrange moratorium agreements. But these agreements
do not provide a definitive solution. But a definitive solution must be found
in order to restore the credit system and its functioning again in a normal
manner. This is one of the principal conditions necessary for bringing an
end to the world economic crisis.

The restructuring of the insolvent banks must therefore precede the abo-
lition of foreign-exchange control. The banks whose balances are in severe
deficit must be liquidated, and the losses that have occurred must be recog-
nized as complete losses. It is useless to postpone the liquidation of these en-
terprises. The losses will only be made greater by delaying a final settling of
accounts. Fortunately, the balances of the majority of the banks in question
are not bankrupt but only insolvent. These banks would be in a sound con-
dition if the maturity dates of their own debt obligations coincided with the
dates when they received claims owed to them. It is necessary to make every
effort to reach an arrangement through agreements between these banks
and their foreign creditors, in collaboration with the governments of the var-
ious countries involved as well as with international organizations (the
League of Nations, the Bank of International Settlements, the International
Chamber of Commerce). This is all the more feasible considering that it is
not in the interest of creditors that the banks in which they have placed their
capital should fail and suffer further losses, only adding to the harm to them-
selves in the process. These arrangements should be initiated and carried
out as soon as possible. Once they are, there will no longer be any obstacles,
from this source, to delay the abolition of foreign-exchange control.

It would be superfluous, in this regard, to provide special legislation re-
quiring that banks maintain their own liquidity in the future. The banks
will do this in their own interest, particularly if it is clear that any bank
that poorly manages it own affairs can have no hope of being kept afloat by
government intervention at the expense of the rest of society.

5 Foreign-Exchange Control 
and Long-Term Indebtedness

Long-term indebtedness, unlike short-term indebtedness, is not closely
connected with the problem of foreign-exchange control. The fact that cer-
tain countries, certain public enterprises, and various industrial and agri-
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cultural private companies are not capable of meeting their long-term obli-
gations is an aspect of the present economic crisis that requires a prompt
remedy.

The delays in straightening out the general economic situation have
had very serious consequences. Allowing enterprises that have contracted
long-term debts and are unable to repay or amortize them to appeal for
foreign-exchange control has delayed the economic recovery and the nor-
malization of the relations between these enterprises and their creditors.
Far from being in any way beneficial, this has suspended a solution to the
problems, re-created unease, and retarded a return to a normal state of
affairs.

Even more difficult than the problem of long-term debts owed by pri-
vate enterprises is the problem of long-term obligations incurred by pub-
lic enterprises, central governments, provinces, and cities. The ease with
which these entities were able to contract debts led them to borrow capi-
tal to a degree far out of proportion with their ability to pay. Even if the fall
of prices had not so greatly aggravated their debt burden, their situation
would still not be much better. Public enterprises contracted debts far ex-
ceeding their ability to pay.

The worst solutions to the problem of long-term indebtedness are: cur-
rency depreciation through inflation; requiring the service and amortiza-
tion of previous debts only in the national currency; making the foreign
creditor accept payment only in the national currency; and restricting or
prohibiting the transfer of the debt payments abroad except in those cases
where the foreign creditor, thanks to international agreements, enjoys a po-
sition that protects him from national legislation. In this way the debtor
can, it is true, temporarily alleviate his own situation. But such a temporary
advantage will be paid for dearly with the breakdown of international credit
relations.

These relations are, in fact, already paralyzed. The servicing and amor-
tization agreed to by contractual obligations on old credits are only being
partially paid; and new credits are available only to a limited extent or not
at all. It is a situation that, in the long run, neither creditor nor debtor
countries can endure. Consequently, nothing seems more urgent than an
agreement between creditors and debtors for a new arrangement con-
cerning conditions of payment (always with the collaboration of the inter-
national organizations that are able to facilitate these difficult negotiations)
that will make it possible to fulfill the commitments agreed to in the
contracts.

02/Mises Vol. 2/Part II.p  7/20/02  12:59 PM  Page 219



220 � Selected Writings of Ludwig von Mises

6 Exchange Control and the 
Balancing of Public Budgets

In some countries there is a connection between the unfavorable condi-
tions in their public finances and exchange control, especially since these
countries are tempted to initiate inflation and endanger their currencies.
It should be urgently recommended that all states balance their budgets
without any further recourse to the issuing of paper money. Nevertheless,
even if they undertake a depreciation of their currency, they must not as-
sume that this implies the right to institute legal restrictions on foreign
trade or to prohibit the payment of foreign debts.

7 The Control of Exchanges and 
the Problem of Unemployment

To relieve unemployment it is constantly recommended that jobs be cre-
ated through the expansion of credit or the issuing of bank notes. Since
these proposals call for a rise in prices through international inflation, they
should be discussed in connection with a reestablishment of the gold stan-
dard and the setting of the price level, not in reference to foreign-exchange
control.

As far as the issue of foreign-exchange control touches on this problem,
it is enough to remember that any country that resorts to inflation, either
by expanding credit or by issuing bank notes, and regardless of whatever
name under which it is done, must necessarily bring about an increase in
the price of foreign currencies as expressed in its national currency. And
in those conditions there is no way to prevent such an increase by a system
of exchange control.

8 Conclusions4

1. In a country in which bank notes and credit are being expanded, foreign-
exchange control cannot prevent the exchange rates from worsening. And

4 [Other undesirable effects from foreign-exchange controls were also emphasized by
Mises. See “Noninflationary Proposal for Postwar Monetary Reconstruction,” [1944] in 
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Richard M. Ebeling, ed., Selected Writings of Ludwig von Mises, Vol. 3: The Political Econ-
omy of International Reform and Reconstruction (Indianapolis: Liberty Fund, 2000), p. 95:

At any rate, foreign exchange control is tantamount to the full nationalization of
foreign trade. . . . Where every branch of business depends, to some extent at least,
on the buying of imported goods or on the exporting of a smaller or greater part
of its output, the government is in the position to control all economic activity.
He who does not comply with any whim of the authorities can be ruined either
by the refusal to allot him foreign exchange or to grant him what the govern-
ment considers as an export premium, that is, the difference between the mar-
ket price and the official rate of foreign exchange. Besides, the government has
the power to interfere in all the details of every enterprise’s internal affairs; to
prohibit the importation of all undesirable books, periodicals, and newspapers;
and to prevent everybody from traveling abroad; from educating his children in
foreign schools; and from consulting foreign doctors. Foreign exchange control
was the main vehicle of European dictatorships.

—Ed.]

vice versa, in countries in which neither bank notes are being issued nor
credit expanded, exchange control is unnecessary in order to insure the
stability of exchange rates.

2. The effect of exchange control is to hinder international trade to a
degree far exceeding anything ever done to hinder it through customs du-
ties and even by import prohibitions. Since the reestablishment of ex-
change control in various countries (that is, since the summer of 1931),
international trade has suffered more than during the entire half-century
of protectionist policies that preceded it. If the exchange control is main-
tained, we risk seeing international trade relationships fall into chaos, ren-
dering illusory all the facilitation of trade obtained from treaties and
international agreements.

3. There is no doubt that the exchange control must be abolished as
soon as possible.

4. A precondition for the abolition of exchange control is solving the
problem of short-term indebtedness. It is necessary that agreements be con-
cluded between creditors and debtors for the postponement of the matu-
rity dates of short-term debt so the debtor may be able to make repayment
in stages without impairing his financial position or the state of his
business.

5. A necessary condition for the return to the freedom of foreign-
exchange transactions is the negotiating of a new settlement relating to
the problem of long-term debts.

6. The abolition of exchange control is a precondition for the return
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to normal business transactions and communications among countries.
Moreover, in order to maintain freedom of foreign-exchange transactions
it is necessary that the barriers to trade resulting from bans on imports and
prohibitive customs duties be terminated.

7. In order to reestablish normal international credit relations, it is
necessary that restrictions on foreign-exchange transactions be abolished,
and that international agreements be made that will make a return to such
measures impossible in the future. Only by reestablishing normal rela-
tionships in matters of extending credit will it be possible for poor coun-
tries to obtain the capital and the means that they need to put their
economies back in order, as well as once again to become active mem-
bers in the international economic community.
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1 [The following article contains Mises’s response in the form of two memoranda to a se-
ries of questions submitted to a group of experts concerning aspects of monetary policy and
foreign-exchange rates. He wrote them in February 1936. They originally were published
in The Improvement of Commercial Relations Between Nations and the Problems of Mone-
tary Stabilization (Paris: International Chamber of Commerce, 1936).—Ed.]

chapter 24

Two Memoranda on the Problems
of Monetary Stabilization and
Foreign-Exchange Rates1

I On New Technical Arguments 
for Postponing Stabilization

A � How true is the theory that foreign trade 

is stimulated by fluctuating parities?

Fluctuations in the exchange ratio between a country’s national cur-
rency and foreign currencies affect the conditions of foreign trade until
prices, wages, and interest rates have fully adjusted and a new equilib-
rium has been established. They influence foreign trade only for a lim-
ited time, and not permanently. Their effect is in the short run, not in
the long run.

Some authors used to denounce this opinion as old-fashioned doctri-
nairism and believed that modern experience has proven that both the
stimulating effects of a rise in foreign exchange and the paralyzing effects
of a fall of foreign exchange may last indefinitely. Of course, the Classical
economists proved that monetary fluctuations influence foreign trade only
in the short run. But the opposite view is the older concept. It was main-
tained by seventeenth-century mercantilism, and since then by all friends
of depreciation, especially by the European and American bimetallists in
the last decades of the nineteenth century. In vain, great efforts have been
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devoted to refuting the validity of the Classical doctrine. Its logic is above
all criticism. It is an irrefutable economic proposition.

It is incorrect to say that the conditions assumed by the orthodox the-
ory no longer exist and that therefore its conclusions are not applicable to
the present situation. Conditions have changed and the economic world
is very unlike what it was a hundred or a hundred and fifty years ago. But
the elementary conditions presupposed by the Classical doctrine have not
been touched by these changes. They exist as long as there are prices, mar-
kets, and the international transfer of commodities. It is not true to say that
the conditions assumed include free trade between nations. Trade barriers
like our own divided the world in which the Classical economists lived. It
was just this fact, that there are checks, both natural and institutional, to
the transferability of capital, labor, and commodities from country to coun-
try, that made them discriminate between home trade and foreign trade.

What has changed is neither the conditions assumed by the orthodox
theory nor the fact that there are trade barriers between nations, but the ap-
preciation of the effects of foreign-exchange fluctuations.

First of all, there is the problem of wages and unemployment. In many
countries wages did not fall as low as the depressed state of trade required.
The salaries and wages of public servants in some countries are too high
relative to public revenue. It seems impossible to restore budgetary equi-
librium except by a reduction of the payroll. In trade and industry, wages
in some countries are too high in comparison to the prices at which the
products can be sold. The rigidity of wages has so far been successful, as
real wages did not fall in the years of the slump. But on the other hand,
with falling prices and unchanged nominal wages, the volume of unem-
ployment increased as entrepreneurs were unable to employ the same
number of hands as before.

It is obvious that the proposals to do away with the rigidity of wages
are very unpopular. But it is not fair to charge those who see no other
means of escape with the accusation of hardheartedness. Those who pre-
fer devaluation of the currency also aim, ultimately, at a reduction in real
wages. All the proposals in favor of devaluation are based upon the tacit as-
sumption that nominal wages will remain unchanged, and that with rising
prices for commodities real wages will drop. Of course, they do not ex-
pressly mention this point. But when speaking of reductions in costs they
mean nothing other than a reduction both in gold wages and in com-
modity wages while nominal wages remain unchanged at least for some
time following the devaluation of the currency. The reduction in the costs
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2 [In February 1936, at the very time that Mises was criticizing devaluation as a roundabout
method to bring about a decline in real wages through a rise in prices while nominal (or
money) wages are presumed to remain the same, there appeared John Maynard Keynes’s
The General Theory of Employment, Interest and Money (Cambridge: Cambridge Univer-
sity Press, [1936] 1973). Keynes justified using just such a method for reducing real wages
on the rationale that “[i]n fact, a movement by employers to revise money-wage bargains
downward will be much more strongly resisted than a gradual and automatic lowering of
real wages as a result of rising prices” (p. 264). But already in 1931, Mises had pointed out
in his monograph, “The Causes of the Economic Crisis: An Address,” (in Percy L. Greaves,
ed., On the Manipulation of Money and Credit (Dobbs Ferry, N.Y.: Free Market Books,
1978), pp. 199–200):

Only one argument is new, although on that account no less false. This is to the
effect that the higher than unhampered market wage rates can be brought into
proper relationship more easily by an inflation. This argument shows how seri-
ously concerned our political economists are to avoid displeasing the labor
unions. Although they cannot help but recognize that wage rates are too high
and must be reduced, they dare not openly call for a halt to such overpayments.
Instead, they propose to outsmart the unions in some way. They propose that the
actual money wage rate remain unchanged in the coming inflation. In effect,
this would amount to reducing the real wage. This assumes, of course, that the
unions will refrain from making further wage demands in the ensuing boom and
that they will, instead, remain passive while their real wage rates deteriorate.
Even if this entirely unjustified optimistic expectation is accepted as true, noth-
ing is gained thereby. A boom caused by banking policy measures must still lead
eventually to a crisis and a depression. So, by this method, the problem of low-
ering wage rates is not resolved but simply postponed.

Again, in 1945, Mises noted in his essay “Planning for Freedom”:
If in the course of an inflation the rise in commodity prices exceeds the rise in
nominal wage rates, unemployment will drop. But what makes unemployment
shrink is precisely the fact that real wage rates are falling. Lord Keynes recom-
mended credit expansion because he believed that the wage earners will acquiesce
in this outcome; he believed that “a gradual and automatic lowering of real wage
rates as a result of rising prices” would not be so strongly resisted by labor as an at-
tempt to lower money wage rates. It is very unlikely that this will happen. Public
opinion is fully aware of the changes in purchasing power and watches with burn-
ing interest the movements of the index of commodity prices and of cost of living.
The substance of all discussions concerning wage rates is real wage rates, not nom-
inal wage rates. There is no prospect of outsmarting the unions by such tricks.

See Mises’s Planning for Freedom and Sixteen Other Essays and Addresses (South Holland,
Ill.: Libertarian Press, 1980), p. 14.—Ed.]

of production that is meant to stimulate exports is to a large extent a re-
duction in the cost of labor.2

It is true, the friends of devaluation assume that prices, especially re-
tail prices, will for some time remain unchanged. But this is a fallacious
assumption. If the prices on the world market remain unchanged, then
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wholesale prices for all imported raw materials and foodstuffs go up due to
the devaluation, and then retail prices will have to rise too. There may be
a time lag between the rise in wholesale prices and the rise in retail prices,
but in the end an adjustment takes place.

There are still more items in the bill of costs. There is especially the
burden of debts and the payment of interest. Devaluation means, in the
first place, an alleviation of the debts. But the creditors, to whose disad-
vantage this measure works, are not the rich. In former times the creditors
were generally the rich, and the debtors the poor. In our age of bonds, sav-
ings deposits, and insurance, things are different. The creditors belong
mostly to the salaried and wage-earning classes. The sums credited are the
poor man’s portion of the national wealth. They represent the noncon-
sumed portion of labor’s income, they are labor’s reserves for the days of
unemployment, sickness and old age, for the bringing up of children and
for the support of the widows. The debtors are mostly the entrepreneurs
and the capitalists, who own the shares of the corporations, and the landed
proprietors and the farmers.

As far as devaluation reduces costs by reducing the burden of debts, it
shifts income from the most numerous class of modern society to the rel-
atively small group of proprietors and entrepreneurs. The policy of deval-
uation, which owes a great deal of its popularity to the humanitarian point
of view that condemns a cut in wages—of course, nominal wages—does
not only fail in attaining wage stability; it impairs, besides, the situation of
the less wealthy classes by reducing their savings.

The stimulus that rising prices for foreign exchange give to the export
trade is to some extent due to the fact that for a period of transition and ad-
justment entrepreneurs are ready to sell the imported raw materials that are
contained in the manufactured goods for less than their world price. The
manufacturer has bought these raw materials by paying or borrowing a
sum of local currency. If the prices, in terms of local currency, that he ob-
tains for his product give an adequate allowance for this sum, he does not
mind that the same amount of local currency now means less in terms of
foreign exchange and that he will not be able to get for it the same quan-
tity of imported raw materials.

The encouragement that export trade gets from devaluation is due to
something like a subsidy received at the expense of all classes connected
with foreign trade. Labor contributes by a cut in real wages, creditors by the
reduction in their claims, entrepreneurs by losing a part of their capital in
selling at prices too low for the replacement of the materials used. Whereas
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in general an increase in exports means at the same time a corresponding
increase in imports, it is different when the increase in exports is due only
to a depreciation of the currency. On the one hand, the sums received for
the exported goods do not increase in the same proportion as the quantity
exported, and therefore the exporting country does not get the additional
means for an adequate increase in imports. On the other hand, deprecia-
tion makes imports more difficult as there is a time lag between the rise in
the foreign exchange and the rise in the home prices of the imported
goods. The stimulating effect is limited to exports; imports are more hin-
dered than encouraged.

It may be doubted whether the economists of a country that has de-
preciated its currency may look with satisfaction on the increase in exports
due to the depreciation. Their countrymen are selling more abroad, but
they are not adequately rewarded for the additional exports. In the big in-
flations of the postwar period, people used to denounce these additional ex-
ports as a “selling off” and reproached the foreigners for taking advantage
of the distressed state of their currency.

On the other hand, the countries whose imports are increasing from
the areas with a depreciated currency are not prepared to accept this inflow
of goods. That these goods are cheaper than those manufactured in their
own country and that they are sometimes sold at prices that do not make
sufficient allowance for the replacement of raw materials used in their pro-
duction makes the importing country consider the transaction as an act of
dumping. Measures to restrict such additional imports are proposed and
very often adopted. In this way (under the present conditions of a general
dislike for imports), the encouragement of exports due to the upward
movement in the price of foreign exchange does not lead to an upheaval
but rather to a further restriction in foreign trade.

Confining their reasoning only to their own policy, nations see in a non-
stabilized currency system, and in the opportunities for depreciation that it
affords, a means to increase exports and fight against imports. What they like
to ignore is that the increase in exports due to monetary conditions arouses
in foreign nations the tendency to use repressive measures to restrict imports.

It cannot be denied that for a limited time a country’s exports are stim-
ulated by a rise in foreign exchange. In this respect the belief that fluctu-
ating parities stimulate foreign trade is founded on fact. On the other hand,
the instability of the currencies of many countries, just because it artifi-
cially stimulates their exports, increases in other countries the inclination
to make trade barriers higher and more effective.
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B � What is the case for and against the view that

competitive exchange depreciation is deflationary?

Depreciation means for a time increased exports and reduced imports. It
enables a country for a time to undercut world-market prices and thereby
to aggravate the tendencies working for a decline in the prices of the goods
exported. On the other hand, the consumer whose income, in terms of
foreign exchange or gold, did not increase at all or not to the same degree
as the price of the foreign exchange went up, can no longer afford to buy
the same quantity of imported goods. Imports are decreasing because the
consumption of imported goods drops. In this respect, the belief that the
depreciations that have taken place in the last five years contributed to the
fall in prices on the world market is well founded.

However, the importance of this factor should not be overrated. There
have been other stronger tendencies working for the fall in gold prices.

C � Should we accept the view that wider “gold-points”

will enable a restoration of a stability in exchange?

D � The case for and against “flexible” parities.

It seems advisable to combine the answer to question C with the answer
to question D, as the former concerns only a special case of what has to be
more generally discussed under question D.

A gold standard with flexible parities would mean something radically
different from the old gold standard. It would transfer to the government
or to some special board the power to fix and alter the price of gold and for-
eign exchange. The working of the system would be entirely dependent on
the use the authorities make of the power given to them. They might be-
lieve that the best policy was not to use the right to change the parity at all
and to let the parity, once it was adopted, last permanently. It is, however,
more probable that they would have other views on the expediency of
bringing about a change in the parity and that they would try to make the
country independent of the situation on the world market.

The only point on which the opinion of all political parties in all coun-
tries has always been unanimous is the condemnation of a high rate of in-
terest. And since people believe—in spite of the teachings of economics
and the experience to be learned from the history of banking—that banks
have the power to reduce the rate of interest by credit expansion not only
for a short period of time but permanently, there will be a general bias for
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3 [The “gold points” represented the upper and lower limits of fluctuations of a country’s
foreign-exchange value under the gold standard, beyond which it would be profitable to
either export gold out of or import gold into the country.—Ed.]

a policy of cheap money, i.e., for low rates of interest. The public will find
no harm at all in a policy tending to stimulate business and making prices
and wages go up as the result of granting additional credit. They will pre-
fer easy money and rising prices to the maintenance of the established par-
ity. They will try to profit as much as possible from the faculty afforded by
the system of flexible parities.

When in the last five years many countries devalued their currency in
order to prevent a further fall in prices on their home market, to avoid a rise
in the rate of interest, and to give a stimulus to export trade, the measure
has been considered as an exceptional one that should be employed only
once and never again; it is said to be an emergency expedient justified by
the unparalleled event of the heaviest slump in the world’s history. It is
doubtful whether people were right in this assumption. It seems very prob-
able that, unless there is a radical change in current beliefs concerning
monetary policy, nations in the future will again take recourse to the com-
fortable expedient of devaluing the currency. The situation in which some
people believe that prices and interest rates are too high, that real wages
should be reduced, and that the export trade needs an encouragement will
surely occur again. Public opinion will then ask for a new devaluation,
and the government will find no valid reason to oppose such desires.

Even if the country’s currency has been stabilized and a new parity
has been promulgated without the intention to go off it again, one day or
another things may be different. But under a regime of flexible or movable
parities, repeated devaluation will be considered as a regular expedient.
The enactment of flexible parities already includes a program for new and
repeated devaluations.

Flexible parities mean full power for the executive to alter or fix the
price of foreign exchange. Wide gold points limit this faculty by fixing two
points that should not be exceeded.3 Compared with a system of bound-
lessly fluctuating parities it means a closer approach to stability. However,
it would not at all make the restoration of stability easier to attain. As soon
as the price of foreign exchange has reached the upper gold point, the cen-
tral bank or the exchange equalization fund would have to follow exactly
the same policy to prevent a further rise; i.e., they would have to follow the
rules of the orthodox gold standard.
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4 [An exchange equalization fund was meant to serve as a “buffer” supply of gold or for-
eign assets, which would enable a government to resist variations in its currency’s foreign-
exchange rate (a) by buying all of its currency offered for sale on the foreign-exchange
market at the established rate of exchange, if there were speculative selling of its currency,
and (b) by selling its currency in any amount demanded on the foreign-exchange market
at the established rate of exchange, if there were speculative buying of the currency. The
funds set aside for this purpose were considered at best sufficient to fight off short-term
fluctuations in the country’s exchange rate.—Ed.]

E � What are the lessons of the various 

exchange equalization funds?
4

The most difficult problem that reserve policy has to handle today are the
precarious conditions of the banking system in times of monetary and po-
litical instability. It is obvious that capitalists are anxious to avoid as far as
possible losses caused by devaluation. They therefore hold big balances
with the banks of those countries whose currency they consider more sta-
ble than the currency of their own country. That foreigners used to entrust
large sums to the banks of Great Britain, France, Switzerland, and the
Netherlands is under the present conditions more of a disadvantage than
an advantage for the credit and currency situation of these countries.
When the foreign depositors believe that the country’s currency will drop
in respect to gold, they wish to transfer their deposits to countries whose
currency is supposed to be for the time being more stable in respect to
gold. The banks are of course not able to pay back at once a great amount
of the deposits received. If the central bank were to leave them without as-
sistance they would have to suspend payments. But if the central bank pro-
vides them with the notes needed for the repayment of the deposits, then
the additional issue of large amounts of bank notes, which are immedi-
ately used for buying gold or foreign exchange, makes the foreign ex-
changes go up rapidly. No bank reserve and no exchange equalization
fund can stand such a sudden attack.

It is obvious that the proposals for a devaluation of a country’s mone-
tary unit that are recommended by influential political leaders frighten
the public. It is not correct to say that the attacks of speculators endanger
monetary stability. It would be more correct to say that the continuous dis-
cussions on the advisability of devaluation induce depositors, both natives
and foreigners, to withdraw deposits and to buy foreign exchange, and that
it’s this buying that makes foreign exchange go up.

A successful reserve policy cannot be limited to the appropriate ad-
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5 [See Chapter 5, “On the Actions to Be Taken in the Face of Progressive Currency De-
preciation,” footnote 17.—Ed.]

6 [John Maynard Keynes (1883–1946) was the most influential British economist of the
twentieth century, arguing for activist monetary and fiscal policy to stabilize economy-wide
fluctuations in employment and output.—Ed.]

ministration of the bank’s reserves and of an exchange equalization fund.
What is needed is to put an end to the uncertainty concerning the future
conduct of monetary policy. It is intolerable that governments and parlia-
ments hesitate for years between the maintenance of the present parity
and a new devaluation.

II On Exchange Stabilization and 
the Problem of Internal Planning

Monetary instability is never the immediate outcome of an economic or po-
litical situation; it is always the monetary policy that leads to depreciation
and instability, and not the economic, financial, and political conditions of
a country. When a government—let us say in time of a big war—takes re-
course to inflation, its rulers believe that under existing conditions issuing
additional notes is the best way or at least the less detrimental way to pro-
vide for the financial means that are required. They prefer inflation to an
increase in taxation, to borrowing, and to reducing expenditure, either be-
cause they believe the harm done by inflation is small when compared with
the drawbacks of higher taxes, loans, or reduction of expenditures or be-
cause they are not familiar with the fact that an increase in the quantity of
notes in circulation must lead to a fall in purchasing power.

That in the last several years the governments and parliaments of some
countries went off the gold standard was due to a change in the current
opinions about the ends after which monetary policy has to strive. The
nineteenth century’s monetary policy was guided by the idea that, for the
sake of international trade, stability of the foreign exchanges had to be con-
sidered as the foremost goal. To avoid instability of foreign exchanges one
resorted to the gold standard, which it was expected would be sooner or
later adopted by all commercial nations.

The radical change undergone in the last thirty years in these opinions
cannot be better characterized than by contrasting Georg Knapp5 and John
Maynard Keynes.6
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7 [Georg Friedrich Knapp, The State Theory of Money (Clifton, N.J.: Augustus M. Kelley,
[1905] [1924] 1973), pp. 274–79. The referenced section of his book is subtitled, “The
Stable Exchange as the Ultimate Goal.”—Ed.]

8 [John Maynard Keynes, A Tract on Monetary Reform (New York: Harcourt, Brace, 1924),
pp. 167–77. The referenced section of his book is subtitled, “Stability of Prices versus Sta-
bility of Exchange.” Keynes explains that “[o]ur conclusions up to this point are, therefore,
that, when stability of the internal price level and stability of the external exchanges are in-
compatible, the former is generally preferable” (p. 177).—Ed.]

Knapp was a statist, a protectionist, a sworn foe of every kind of free-
dom. Nevertheless, in 1905, in his well-known book,7 which may be styled
the manifesto of the Great German Inflation, he designates the aim to
which a country’s monetary policy should be directed to be the mainte-
nance of the stability of foreign exchanges for the benefit of foreign trade.
Eighteen years later, Keynes, who at the time at least still considered him-
self a liberal and a free trader, announced in his Tract on Monetary Re-
form that more important than the maintenance of the stability of foreign
exchanges is the stability of the domestic price level.8 Even the German
conservative antagonist of private enterprise considered stability of foreign
exchange as the foremost aim of monetary policy in prewar times, and
after the war even the British liberal and advocate of freedom condemned
it. Nothing proves better the contrast between the prewar and postwar
mentality.

Nor would it be justified to call the goal of planning and for national self-
sufficiency a product of the depression. On the contrary, the heaviness of the
slump and its long duration are to a great extent due to the fact that govern-
ments postponed recovery by their interference into domestic and foreign
trade. There are two views on the policy that should be adopted for the sake
of a betterment of economic conditions. According to one of these opinions,
only a return to a more liberal system would bring the end to the depression.
According to the other opinion, the only remedy is to be found in more gov-
ernment interference, in more planning, and in a closer approach to self-
sufficiency. Some statesmen used their public speeches, lectures, and arti-
cles to recommend the liberal way. But what is really done in most of these
countries is just the contrary. From day to day, there is more government
interference and less room for the manifestation of private initiative.

We have to realize the fact that the economic ideas that are current
today among statesmen and politicians consider every import as a mis-
chief, and believe that every measure that succeeds in keeping out some
foreign product from the domestic market to be extremely advantageous.
It is true every nation wishes to increase exports and to have more foreign
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tourists visiting the country. But on the other hand, every nation makes
imports more difficult, not only by tariffs but by the efficacious weapons
of the quota system, and puts obstacles in the way of its citizens wishing to
travel abroad. The volume of foreign trade and of tourism is falling con-
tinuously. There is hardly a country in the world that has not in these last
five years progressed a good deal on the way to national self-sufficiency.

As long as nations were not yet inspired by a general dislike for all kinds
of imports and for all transactions that make money go out of the country,
they recoiled from a monetary policy of insulation and isolation. The gold
standard is an international standard. In the era of liberalism and free trade
it was the gold standard’s glory to be an international standard. In our days
of statism, interventionism and autarky, it is its disgrace. Rising prices of
foreign exchange, once presumed as disadvantageous because of their
repercussions on foreign trade, are today just for the same reasons consid-
ered as highly recommendable.

It would be possible to isolate a country almost absolutely from the
world market and to keep it from the international division of labor, and
nevertheless to maintain the gold standard and fixed parities. How far such
a policy can go depends on the power of the nationalist ideology. If a gov-
ernment succeeds in persuading its citizens that autarky and its corollary,
less supply of commodities, are—for some metaphysical and military rea-
sons of independence—preferable to wealth based on international ex-
change of commodities and services, there are no more checks on the
erection of Chinese walls around the country. The maintenance of the
gold standard would be incompatible with such a policy. The gold stan-
dard would, of course, have lost under such a raison d’être. But national
self-sufficiency is possible even with an international standard.

There are considerations of a different kind that seem to recommend
a policy of devaluation. If the government wishes to make prices go up
and to alleviate the burden of debts, it takes recourse to devaluation. As far
as debts are concerned, the result obtained is final. But it has been ex-
plained in the remarks above that the effect on the price system can be
achieved only for a limited time, and that devaluation is not the way to
make prices, wages, and interest rates on the domestic market permanently
free from the repercussions of the situation on foreign markets.

The policy of monetary instability and fluctuating parities is more the
corollary than a substitute for a policy of total planning. The nationaliza-
tion of foreign trade, the most radical means for the control of dealings
with foreign countries, would be able to isolate a country much more ef-
fectively than any system of unstable currency. 
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1 [This article was first published in German in Wochenschrift des Neiderösterreichischen
Gewerbevereins (January 20, 1927).—Ed.]

chapter 25

The Balance Sheet of Economic
Policies Hostile to Property1

The time has come to draw up a balance sheet of the economic policies
of the last few years. The stabilization of the currency is now far behind us,
foreign credits are nearly exhausted, and the various direct and indirect
consequences of the crisis of 1921 have already been overcome. The fi-
nancial balance sheets of Austrian enterprises, which have been published
in recent years, make it possible on the basis of solid data to form a picture
of the effects on the country due to the war and the wartime economy, the
peace treaty and the dismemberment of the Austro-Hungarian economic
area, the inflation and the economic policy of the postwar period.

The picture that the financial balance sheets offer is not an encour-
aging one. A large part of Austria’s banking and industrial capital has been
lost. The banks and the great industrial enterprises have been viewed as a
financial reservoir from which could be drawn all the funding thought
necessary for meeting the expenditures of a variety of extremely expensive
social and economic policies.

It is now clear what perceptive people had long known and said was
true: that resources were being provided from capital and not from the
proceeds of the enterprises. A political system that rests upon the con-
sumption of the productive capital of the nation lacks stability, even if the
ballots of millions of voters support it. The most important and most urgent
change that must occur, therefore, is the elimination of all those taxes and
duties that are taken out of the capital of the economy rather than the in-
come of the citizens. But this goal can only be reached if the strictest par-
simony is practiced in public finances.
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If we consider the national budget proposal for 1927, which concludes
with a deficit of 135 million schillings, we find that this loss is completely
attributable to the unfavorable results of the management of national en-
terprises and the railroads. The deficit of the Post and Telegraph Office
and the railroads estimated in the budget amounts to 170 million
schillings, or about 35 million schillings more than the total national
deficit. The deficit of these two groups of national enterprises is more than
twice as large as the entire expenditure budgeted for national defense; it is
even somewhat larger than the entire profit of the tobacco monopoly, and
is almost as great as the earnings of the Association for Commerce, Trade,
and Industry and the income tax taken together. Hence, there is no
prospect that the deficit caused by these government enterprises will be
made to disappear.

Not even the national forest administration understands how to con-
duct public management without a loss. The roughly 400,000 hectares of
national forest appear in the national budget with a loss of a half million
schillings, and the national mountain administration with a loss of about
1.8 million schillings.

If one considers what enormous sums have been extracted from the na-
tion’s wealth through the failure of publicly managed enterprises and
through the failure of the Postal Savings Office, one can pretty well judge
how completely different our national finances would be today if the na-
tional agenda were restricted to the more limited responsibilities of gov-
ernment. The economic failure of all public enterprises is, however, not
a peculiarity of the Austrian government. Public enterprises have failed all
over the whole world. The finances of every single European and non-
European nation are in as much or greater disorder as the government
concerned has gone farther into the field of the management of business
enterprises. In view of this fact, it sounds like a mockery that only a few
years ago the further expropriation of private enterprises was recommended
in all earnestness for the relief of financial distress and that this policy is still
looked upon by wide circles as the highest wisdom in financial policy. The
real root of all of our finance difficulties lies precisely in the existence of
these public enterprises; in order to cover their operational losses the pri-
vate sector must be taxed enormously.

Another effect resulting from the economic policy of the postwar pe-
riod is the decline in the proceeds that the public treasury received from
the taxation of urban residential rents. Before the war the nation, the
provinces, and the municipalities received almost as much from urban

03/Mises Vol. 2/Part III.p  7/20/02  12:59 PM  Page 238



The Balance Sheet of Economic Policies Hostile to Property � 239

rental properties as the landlord received. Already before the war, housing
was 50 percent “socialized.” Hence political protection for the renter has
caused a huge loss in public finances. In 1913 the total tax on rental in-
come in the region of the city of Vienna was 128 million gold crowns or
184 million schillings. The proceeds from the residential-construction tax,
which is, moreover, being introduced for a special purpose, amounts to
only 38 million schillings.

For years two radically wrong ideas have dominated our theory of tax-
ation and, unfortunately, also our taxation policy. One idea teaches that the
public budget should not regulate expenditures in accordance with the
amount of tax revenue but, on the contrary, that tax revenue should be in
accordance with expenditures. The other idea claims that taxation must
not touch the property and entrepreneurial activity of the mass of the pop-
ulation. These two principles should be held responsible for the enormous
rise in public expenditures and tax burdens. Many taxes are defended by
the claim that public works, which are paid for from tax money, give busi-
ness to industry and reduce unemployment. It is forgotten, however, that
on the opposite side of the expenditures out of public funds there stands a
decrease in the expenditure of the private sector by exactly the same
amount that is taken from it through taxation.

Our international trade balance is in deficit. In and of itself a balance-
of-trade deficit is not necessarily a bad thing. It all depends on how the
deficit in the balance of trade is compensated for in the balance of pay-
ments. If, year in and year out, a country has tax and dividend payments
to draw from abroad and receives their value in imported goods, then the
deficit in the trade balance is not an indication of distress and a poor state
of business but instead an indication of prosperity and wealth. But if a
country like Austria pays for the deficit in its balance of trade by increas-
ing its indebtedness abroad and by exporting securities, then the adverse
trade balance means the consumption of capital. Therefore we must, at all
costs, strive to improve our balance of trade; i.e., we must export more
goods and import less. But this can be achieved only if industrial costs of
production are reduced. Aside from any immediate changes in our inter-
national trade policy, there is no other way effectively to reduce the im-
portation of manufactured products on the domestic market and to
increase the sale of Austrian products abroad than to lower the costs of
production.

But not all the costs of the factors of production in the Austrian econ-
omy can be influenced by measures involving changes in domestic eco-
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nomic policy. We have to pay the world-market prices for the raw materi-
als and primary products that we need to import from other countries. As
a capital-poor country we must draw upon foreign capital; the state of the
foreign money and capital markets, upon which the interest rates we have
to pay is dependent, is not subject to the influence of Austria. Reductions
in the costs of production only can be effected through a lowering of do-
mestic wages or taxes. If we cannot succeed in reducing taxes and the so-
cial burdens that the private production sector has to bear, then wages will
inevitably have to go down or unemployment will have to go up.

The reduction of the tax burden on our enterprises is therefore in the
interest of all sectors of the population, not only in the interest of busi-
nessmen but also and especially in the interest of the labor force. Nothing
is more erroneous than the dominant view in Austria today that the ques-
tion of any radical revision of our public finances and a reduction in tax
burdens concerns only businessmen and proprietors. The financial situa-
tion of a society may provide ever-so-beautiful cash earnings; but if it un-
dermines the necessary conditions for the nation’s economic productivity,
it is a policy of decline and destruction that must be opposed with all pos-
sible strength.
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1 [Section I of this article was originally delivered in German as a lecture before the In-
dustrial Club of Vienna on December 1, 1930. The Industrial Club published it in their
proceedings newsletter on December 10, 1930 (No. 351). Section II of this article is com-
prised of Mises’s additional remarks at the conclusion of a general discussion of the topic
at the Industrial Club’s next meeting. These were published in their newsletter in January
1931 (No. 352). Some of the proposals that Mises makes for reforming and redesigning
the political and administrative structures of Austria were developed by him in a wider con-
text ten years later in his 1940 monograph, “A Draft of Guidelines for the Reconstruction
of Austria,” in Richard M. Ebeling, ed., Selected Writings of Ludwig von Mises, Vol. 3: The
Political Economy of International Reform and Reconstruction (Indianapolis: Liberty Fund,
2000), pp. 133–68.—Ed.]

2 [The “Länder” refers to the provinces into which Austria was divided. They each had 
a great deal of administrative autonomy separate from the federal Austrian authority in
Vienna. At the same time, the municipality of Vienna was also jurisdictionally a “Land” in-
dependent of the federal government.—Ed.]

chapter 26

Adjusting Public Expenditures to
the Economy’s Financial Capacity1

I

Year after year, the Federation, Länder2 [provinces], and municipalities
have been increasing the taxes that they exact from the badly shaken Aus-
trian economy. From 1925 to 1929, the total of Federation, provincial, dis-
trict, and municipal taxes increased from 1,419 million schillings to 1,865
million schillings, an increase of 31.4 percent, or nearly equal to 8 per-
cent per year. In direct federal taxes alone, the increase was even greater;
during this period its revenue grew from 285 million schillings to 385 mil-
lion schillings, for an increase of 35 percent. According to the intentions
of the people in government, this trend in tax increases has not reached its
end. The federal budget, as well as the budget of the city of Vienna, is an-
ticipating further, very significant increases.
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The population takes it for granted that public expenditures will go
up every year by a few percent. The federal government has already
reached an annual rate of increase of almost 10 percent. It is obvious that
this cannot continue at the present pace, because the economic crisis can
be expected to make itself felt in the future in the form of a sharp reduc-
tion in tax receipts. In this context, we must take into account that a large
number of the municipalities are heavily in debt and the situation of the
public (i.e., state-run) enterprises is visibly getting worse. Even if the state’s
expenses were not increased, we have to face the fact that in the coming
years, the administrative operations of the Federation, the provinces, and
the municipalities will yield considerably less tax revenue.

How could it come to this, and how is this going to end?
The errors in our fiscal policy stem from the theoretical misconcep-

tions that dominate public opinion about financial matters. The worst of
these misconceptions is the famous, and unfortunately undefeated, idea
that the main difference between the state’s and the private sector’s bud-
get is that in the private sector’s budget expenditures have to be based on
revenues, while in the public sector’s budget it is the reverse, i.e., the revenue
raised must be based on the level of expenditures desired. The illogic of this
sentence is evident as soon as it is thought through. There is always a rigid
limit for expenditures, namely the scarcity of means. If the means were
unlimited, then it would be difficult to understand why expenses should
ever have to be curbed. If in the case of the public budget it is assumed that
its revenues are based on its expenditures and not the other way around,
i.e., that its expenses have to be based on its revenues, the result is the
tremendous squandering that characterizes our fiscal policy. The sup-
porters of this principle are so shortsighted that they do not see that it is
necessary, when comparing the level of public expenditures with the bud-
getary expenditures of the private sector, not to ignore the fact that enter-
prises cannot undertake investments when the required funds are used up
instead for public purposes. They only see the benefits resulting from the
public expenditures and not the harm the taxing inflicts on the other parts
of the national economy.

The second questionable principle is the preference for direct taxa-
tion—those taxes that are assessed on “property”—over indirect con-
sumption taxes. Over many years, the inflammatory rhetoric of the Social
Democrats has succeeded in spreading the view that taxes on commodi-
ties of mass consumption should be opposed, but that levying “taxes on
property” does not affect the interests of the workers. The leaders of the So-
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cial Democratic party always talk about “gifts” for entrepreneurs whenever
property-tax reductions are proposed. In reality the situation is quite the op-
posite. Property taxes impede the creation of capital. And when the taxa-
tion of enterprises goes too far, it results in the consumption of capital. To
a large extent, this has been the case here in Austria for the last eighteen
years. Capital consumption is detrimental not only for the owners of prop-
erty but for the workers as well. The more unfavorable becomes the quan-
titative ratio of capital to labor, the lower is the marginal productivity of the
work force, and, consequently, the lower are the wages that can be paid.
That the Austrian economy is only able to compete and survive on the
basis of the relatively low wages that are paid today is primarily due to the
fact that very significant amounts of the capital belonging to Austrian en-
trepreneurs have been eaten up during the past eighteen years.

The view that levying taxes on property in any amount does not affect
the interests of the masses is just one of the steps leading to the demagogic
and false doctrine that it is safe to burden the state with any amount of
costs. We see that when this type of thinking is dominant, unlimited de-
mands are made by all and sundry for access to public monies. It is as if the
state’s coffers were like Lady Fortuna’s moneybag into which the finance
minister could put his hand, again and again, without ever depleting it.

In any case, we Austrians have arrived at the limit of our financial ca-
pacity. But the federal budget for 1931 and the budget of the city of Vienna
do not take any notice of this; they count on increasing their revenues even
further and believe, therefore, that they can continue to increase their
expenditures.

Whenever there is any talk about decreasing public expenditures, the
advocates of this fiscal spending policy voice their objection, saying that
most of the existing expenditures, as well as the increases in expenditures,
are inevitable. Any notion of applying the concept of austerity to the ma-
chinery of the public sector is to be rejected. What exactly does “in-
evitable” mean in this context? That the expenditures are based on various
laws that have been passed in the past is not an objection if the argument
for eliminating these laws is based on their damaging effects on the econ-
omy. The metaphorical use of the term “inevitable” is nothing but a haven
in which to hide in the face of an inability to comprehend the seriousness
of our situation. People do not want to accept the fact that the public bud-
get has to be radically reduced.

The federal government (though not the provinces and municipali-
ties) has undertaken extensive savings in the last few years by dismissing a
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3 [Josef Unger (1828–1913) was considered one of Austria’s leading philosophers of law
and legal practice.—Ed.]

4 [See Chapter 9, “Vienna’s Political Relationship with the Provinces in Light of Eco-
nomics,” footnote 7.—Ed.]

number of public servants. But, unfortunately, it was forgotten that if a dis-
missal of public servants is to be financially effective in the long run, it has
to be preceded by a reduction in public responsibilities and by administra-
tive reform. Our administration continues to be overloaded with duties it
has to perform, which in other countries do not require the involvement
of public executive bodies.

An especially striking example is the Probate Examining Office. Al-
ready decades ago, the master of Austrian jurisprudence, Josef Unger,3 con-
tended that this superfluous institution should be eliminated. Since then,
both lawyers and the business sector have repeatedly demanded its elimi-
nation. Some twenty years ago, the Austrian Chamber of Commerce spoke
out against the continuance of the Probate Examination, and even the
judges themselves would like to see this function disappear from their area
of responsibility. Nevertheless nothing was changed; we continue to en-
dure this superfluous institution, which causes unnecessary costs to both
the state and the citizenry.

Financially much more aggravating is the degree of administrative du-
plication. Once there was some political justification for the coexistence
of the imperial-royal or sovereign administration and the autonomous ad-
ministration, even though it was never justifiable from the economic view-
point.4 But since the coup it does not make any political sense whatsoever
any more. The formerly sovereign administration and the formerly au-
tonomous administration are now fused into one by the fact that in No-
vember 1918 the area of activity of the imperial-royal head of the
government, appointed by the emperor, was given to the governor of the
province, who is elected by the provincial parliament. Nevertheless, the fu-
sion of the autonomous and sovereign administrations that, already
decades before the coup, had been deemed to be necessary was imple-
mented only in part.

I will cite here two especially pertinent examples regarding the fiscal
administration. Real estate sales are taxed via the state property-transfer fee
that, according to the reasons for its introduction in 1850 as published in
the Royal Law Gazette, is considered to be a tax on capital appreciation.
But, additionally, the same transfers also become subject to the au-
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5 [In January 1927, a child was killed during a battle between the Heimwehr (Home De-
fense Force) and the Schutzbund (Protection League), the respective private armies of the
Christian Socialist and Social Democratic parties, outside Vienna in a village near the
Hungarian border. Two Christian Socialist members of the Heimwehr were arrested, tried,
and found not guilty in July 1927. The Social Democrats called a general strike in Vienna,
which soon resulted in mobs, led by known Communists, burning down the Palace of Jus-
tice, preventing the fire brigade from putting out the fire, and rampaging through the streets
destroying private businesses. The armed city police was called in to put down the violent
disturbances, resulting in the death of eighty-four people. In response, the Social Democ-
ratic mayor of Vienna, Karl Seitz, declared that the city police were incompetent. He pro-
ceeded to form his own Wiener Gemeindewache, recruited from the Schutzbund, as an
alternative and parallel city police force with its own secret service. It remained active and
financed out of tax revenues of the Vienna city government until 1934.—Ed.]

tonomous capital-appreciation tax. The two levies, seeing that they exist in-
dependently of each other, should at least be assessed and collected by the
same office. In reality, however, the state property-transfer fee is assessed
by the state’s fee assessment offices and the capital-appreciation tax by in-
dependent autonomous authorities and bodies. The taxable person has to
contact both entities for each transfer, and both entities require, separately,
the assistance of the Title Registration Court. It would be rather difficult
to come up with a more inefficient and costly procedure. Another exam-
ple is social security and wage-deducted income tax. Employee and worker
income is taxed on the basis of two completely different principles. Here
as well, the federal and the autonomous fiscal bodies exist side by side,
without any connection between them whatsoever, and they indepen-
dently negotiate with the assessor, using him to assist with collection and
transfer. Nothing would be easier—even if the two levies were to continue
—than to turn over the collection of the social-security tax as well as its
transfer to the federal agencies in charge of the income-tax administration.

Perhaps the most blatant and irritating case of superfluous double
administration can be found in the case of the Wiener Gemeindewache
[Vienna Municipal Guard], as it lacks even the excuse that its existence
was attributable to the old institutions. It is well known that the creation
of the Municipal Guard came about due to a momentary need of party
politics.5 Vienna’s budget for 1931 lists the expense for this most super-
fluous of all institutions at 4.25 million schillings.

But leaving completely aside the double administration that is more
than amply described by the preceding examples, it can clearly be seen
that our entire administrative organization is hypertrophic. If perhaps not
in the administrative de facto sense, then certainly in the organizational
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6 [Alexander Bach (1813–93) served as minister of the interior in the 1850s, and is best
known for having liberated the peasants of Hungary.—Ed.]

sense, we have four authorities: the municipal administration, the district
administration, the provincial government, and the federal government.
Each of the five smaller federal provinces has a population ranging be-
tween 140,000 and 370,000 people. Apart from its provincial government
—with its complete, large apparatus—each of these provinces has a fully
trained district administration; there is a total of six town districts and thirty
head district staffs in these five provinces, and there cannot be any doubt
that this goes much too far.

Comparisons with situations abroad cannot be counted as entirely ap-
plicable because the administrative setup here is different from that in
other countries. However, it is possible to determine that, regarding their
size, but more than anything else regarding their number of inhabitants,
each of the five provinces is not much larger than the administrative district
that functions immediately above the municipal level in many foreign
states. Since for political reasons there can be no thought of eliminating the
provincial office, then the head district staff should be eliminated, and the
municipal administration should be placed directly under the authority of
the provincial government. This type of reform is indicated by geographic,
technical, and administrative policy viewpoints. It should be mentioned
that the subdivision into provinces and district administrations was not tai-
lored to serve the small provinces of present-day Austria, but primarily was
designed for the larger administrative areas of the old Austro-Hungarian
state, e.g., Bohemia, Moravia, and Galicia.

Furthermore, one has to take into account that an enormous revolu-
tion has occurred in the transportation sector. Nowadays it is easier to
reach the capital from the remotest village than it was to get to the district
town only a few years ago. When Alexander Bach6 created this adminis-
trative organization, there were hardly any railway lines crossing the coun-
try, only bad roads; there were no automobiles, no bus lines, no telephones,
and only here and there a postal and a telegraph office. The ease with
which the provincial capital as well as the federal capital can be reached,
as well as a certain tendency inherent in the Austrian people to circumvent
the official line of authority, has resulted in the custom that citizens, peas-
ants, and workers go directly to the provincial government, and even the
federal government, with the most insignificant matters. Many matters are
being processed only pro forma by the staff at the district headquarters,
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whereas the authorities higher up on the hierarchical ladder do the actual
processing. There is an unmistakable trend to bypass the lower authori-
ties, even in the more recent administrative policy decisions.

A particularly characteristic case that could be mentioned is the
recently issued ordinance regarding the obligation to obtain a license
for commercial cattle and meat sales in Vienna, and putting the coun-
try’s highest administrative office officially in charge of granting these
licenses.

It is taken as a given that special and local interests will rebel against
the endeavor to eliminate the staffs of the district headquarters. But one of
the authorities will have to go and the district headquarters’ staff is the most
dispensable. Furthermore, one also has to take into account that the
political-administrative post of the district head has ceased to exist in the
republic. Formerly it was the body of the sovereign government that was
in charge of supervising municipalities and the population. But such a job
is not compatible anymore with the ideas of a democratic state.

The reform could be first implemented in the five smaller provinces.
If it were successful there, then it might be extended to the larger federal
provinces, where it might seem expedient to replace the staffs of the district
heads with county commissioners’ staffs whose administrative districts
would have to combine several of the former political districts. It is un-
derstood that in view of East Tyrol’s special circumstances a special ad-
ministrative entity should be kept in place there, and that the situation
concerning commercial traffic requires special arrangements as well. In
the interest of streamlining the administration and reducing its costs, it
would also be welcome if the reform made it possible to combine a num-
ber of smaller communities into larger ones.

The simplification of the fiscal administration should be similarly han-
dled. An important precondition has been met with the measures for sim-
plifying the assessment of the general sales and income tax on small
commercial and trading operations. If it is possible to have the personal in-
come tax in several municipal districts of Vienna assessed by a single pub-
lic office, then it follows that it would also be possible to have a single office
assess the much simpler—and much less revenue-yielding—personal in-
come tax in the smaller federal provinces.

Radical reforms also have to be implemented in the administration of
the Department of Justice.

As the Justice Ministry’s official in charge recently advised, there is
one judge per 4,847 citizens in Austria; in Sweden that ratio is one per
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7,600 inhabitants, in Norway one per 8,300, in Italy one per 9,770, in Den-
mark one per 13,300, and in France 20,000. Even if we do not take into
account France and Denmark, we have twice as many judges as those
economically much stronger countries. In Germany there is one judge for
every 6,651 inhabitants; this means that we have about 40 percent more
judges than the German Reich. It should be mentioned that the German
justice administration is preparing a reform—with approval of the Ger-
man judges—for the purpose of considerably lowering expenditures on
the judiciary. Our Ministry of Justice is also planning some reforms to re-
duce the number of judges. Surprise! This endeavor has met with resis-
tance from our judges.

There is not a single area within our domestic administration where
it would not be advisable to implement extensive reforms, which would
not only result in savings but, at the same time, also lead to better ser-
vice by adapting to the requirements of a modern economy. It is a tragic
mistake on the part of some of our civil servants that they believe they
have to fight such reforms. They do not realize that a reduction in the
number of civil servants is the prerequisite for increasing their individual
incomes.

But none of the austerity measures in the government administra-
tion are to any avail as long as public enterprises are run at a deficit. A
solution to the political and economic circumstance of the day will not be
found in the government administration or in the state-owned enterprises.
Some of these enterprises are clearly in the red, whereas others are able
for a time cleverly to cover their operational shortfalls to one degree or
another. This situation is untenable in the long run. It must be under-
stood that not even the public authorities are able to continue to run
unprofitable enterprises. If these enterprises are in fact unprofitable, or
if the government administration does not know how to make them prof-
itable, then they should be gotten rid of by being sold to the private sec-
tor. If there is no way to make them profitable, well then, they should be
shut down.

To continue operating unprofitable businesses represents an indirect
subsidy for some interested parties and, therefore, its effect is on a par with
any other subsidy policy. It really does not require any further explanation
that the direct subsidizing of businesses ought to be condemned in what-
ever form it is carried out. Who really should be subsidized? After all, the
subsidies are not paid for by the state; in the end, they are paid for by the
market economy. This country’s agriculture is subsidized, or rather its
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farmers are, and it is a fact that the less the individual farmer produces,
the larger the amount of a subsidy he receives. And why not subsidize the
textile industry, where the conditions are no less critical than in the agri-
cultural sector, and why not some other industries as well that have to over-
come great difficulties? If the criterion of a “hardship” is considered to be
sufficient grounds to be entitled to a subsidy out of public monies, then
probably most of the branches of production will be able to request such
entitlements.

The politics of open and hidden subsidies show up most clearly in that
particular way of thinking that has lost sight of the interdependence that
exists between state revenues and expenditures. One line of production can
be subsidized only at the expense of all other industries, as well as of other
departments of the state. The amount being used to subsidize one partic-
ular industry will then not be available for any of the others. This is the
same situation as that concerning the effectiveness of unemployment ben-
efits and public works in general; they do not succeed in providing what
is popularly called “new job opportunities,” they only shift job opportuni-
ties from one economic sector to another.

Austerity measures could not be pushed through as long as it still
seemed possible to cover a significant portion of public expenditures
through a “tax on property.” The demagogic notion that the interests of
the masses are not affected by assessing high taxes on property seemed to
justify any and all public expenses. But by now we have brought the con-
sumption of capital to the point where it is impossible to ignore the con-
nection existing between a lack of capital and large-scale and desperate
hardship.

Corporate taxes, as well as the income tax, have to be cut, because if
they are kept at their present high level, they impede industrial production
and allow unemployment to grow at the speed of an avalanche. In what-
ever way the political situation may develop, fiscal policy in coming years
must be directed at cutting taxes on property and shifting the state’s bud-
getary source to taxation of the general population. Possibly it will then be
easier for public opinion to understand the connection between revenues
and expenditures, and thriftiness will be back in favor once again. Over
the last several years it seemed that the entire purpose of our fiscal policy
was to invent new taxes and even to more strictly apply existing ones. In the
coming years the Public Budget Administration will have a far more diffi-
cult task—namely, to get along on less in order to adjust public expendi-
tures to the financial capacity of an impoverished economy.
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II

The problem of reforming the administration and making the required
budgetary savings must not be handled in a way that leads to the question,
who to “blame” for the present state of affairs? This is not about finding cul-
prits that should be punished, but about determining the nature of the ill-
ness and the means to cure it, and then to take all measures that the cure
requires. It would be especially inappropriate to fabricate a conflict be-
tween the civil servants and the population. The reform will not be suc-
cessful without the help of the civil service, and its implementation is as
much in the interest of the civil servants as in the interest of the rest of the
population. If the principle is stated as, “Fewer but better paid and, there-
fore, more efficient civil servants,” nothing can be misconstrued as inher-
ently detrimental to the civil servants.

The goal cannot be achieved by timidly and fearfully shying away from
any major reform. The fear that any reforms might be too radical does not
apply. Reforms are inevitable. Especially for the person who wishes to con-
serve and not destroy what already exists, the task is to implement any reforms
in a careful and determined manner while there is still time, and not in a more
subversive manner at a time of severe political and economic difficulties.

The objections are not justified that have been made against the pro-
posal for the district directors’ staffs in the five smaller provinces to be dis-
solved and their responsibilities transferred to the provincial government
office. In many foreign countries the area and population of the jurisdic-
tional authorities organized directly above the municipal level is not larger
than the area and population of the provinces. The comment was made
that the example of the Anglo-Saxon states does not apply since, suppos-
edly, our mentality and that of the Anglo-Saxons are completely different.
But the point is precisely to change this mentality of ours. We have im-
ported many things from America in the past years and among them are
probably many that surely cannot be fully endorsed; but that does not
mean refusing to adopt any of America’s good features.

Nobody can deny that we must take into account that the state’s bud-
getary revenues will be significantly lower next year. But if this is admitted,
then—early on—one has to think about ways to make the administrative
system operate with less money. When one looks at the fiscally required ex-
penditure cuts, all the arguments are invalid that are made in favor of
merely keeping intact the present system or its individual parts that need
to be eliminated.
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1 [This paper was originally delivered in German at a session of the Vienna Chamber of
Commerce on February 18, 1932. It has not been previously published.—Ed.]

2 [In May of 1931, one of Austria’s and Central Europe’s most important banks, Credit
Anstalt, was threatened with collapse due to huge financial losses. A run on the bank and
a rush to exchange Austrian schillings for foreign currencies resulted in the Austrian gov-
ernment passing a series of emergency measures between May and December of 1931.
Fearful of a rapid depletion of foreign-currency reserves, in October 1931 the Austrian gov-
ernment instituted foreign-exchange control. Distortions, imbalances, and corruption re-
sulting from the law led to three revisions of the law during the first year, each one loosening
the controls. The exchange-control system was finally phased out beginning in 1933 and
continuing into 1934, after the Austrian government received loans from a group of inter-
national sources. On the Austrian experience with foreign-exchange control, see Howard
S. Ellis, Exchange Control in Central Europe (Cambridge, Mass.: Harvard University Press,
1941), pp, 27–73; and Oskar Morgenstern, “The Removal of Exchange Control: The Ex-
ample of Austria,” International Conciliation, No. 333 (October 1937), pp. 678–89.—Ed.]

chapter 27

Foreign-Exchange Control and
Some of Its Consequences1

Today is really the first time that the Plenum of the Vienna Chamber of
Commerce has concerned itself, even if not in public, with the full range
of questions relating to the management of foreign exchange. A detailed
presentation of the developments and policies that have been followed
until now by the National Bank can be dispensed with, since all of you are
fully aware of what has transpired.2 In connection with the problems at
the Credit Anstalt, the National Bank has departed from the rules specified
in the statute concerning the issuance of bank notes and has undertaken
an export policy that has endangered the stability of the schilling. No
doubt there have been compelling reasons for this, reasons that resulted in
this policy being chosen over others. But there have been few remarks
among the public and in various other discussions about the particular
procedure that has been followed. From among the choices between a
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3 [Under the auspices of the League of Nations, the Austrian National Bank was recon-
structed following the severe inflation of the early 1920s. In July 1923 the old Austrian
crown was stabilized at 70,935 crowns for one dollar on the foreign-exchange market. On
March 1, 1925, a new Austrian schilling was introduced equaling 10,000 old crowns and
having a value of 0.21172086 grams of gold. The schilling was made fully redeemable in
gold in June of 1925.—Ed.]

possible devaluation, a debasement of the schilling, and a variety of other
options, a decision was made in favor of the debasement of the schilling.
The introduction of this policy immediately forced the National Bank, on
November 23, 1931, to cease exchanging the Austrian schilling for foreign
currency on demand at the legally prescribed rate of exchange, for the first
time since 1923.3 From the moment this was done, the schilling was then
set free for its foreign-exchange rate to be formed on the market, and of
course the price of foreign exchange rose in Vienna.

Thought was then given to various ways and means for remedying this
undesirable situation. What was rejected at the time was a radical reversal
of the National Bank’s discount-rate policy as the only way to solve the
problem. Instead, it was believed that the problem could be handled
through trade policy. A solution was attempted through influencing the
balance of payments and the balance of trade by means of shackling for-
eign trade. This method was chosen because the position was taken—and
it was the decisive one—that it was absolutely essential to maintain the
stability of the legally established parity value of the Austrian schilling.
This was done in spite of the fact that the schilling had already lost its par-
ity value on the market and remains a fiction today. As a result, a whole se-
ries of policy measures have been followed that have had extremely
deleterious consequences. And, in turn, these have been a causal factor
in bringing about a general dissatisfaction with the entire economic system
during the present economic crisis, for which there has been a search to
find ways to deal with the situation.

That we find ourselves on the road to a controlled economy has been
considered the most important negative effect from these circumstances.
Though it is often expressed in this way among the general public, I think
this description of the matter is not quite accurate. Actually, the controlled
economy is already the first step toward foreign-exchange control; and such
control over foreign exchange can only be successful if we proceed, step
by step, until we have reached a point of complete nationalization for the
sake of managing our foreign trade.

The other possibility is that we undertake an anti-inflationistic policy,
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4 [The Austrian Institute for Business Cycle Research was founded in December 1926
with the assistance of Ludwig von Mises. It began operations in January 1927, with
Friedrich A. Hayek as its first director and Mises serving as its acting vice president.—Ed.]

a policy of restraint on the part of the note-issuing central bank. These are
the only two options. On the one hand, a discount policy that holds strictly
to the National Bank Statute—which has not been repealed and still ex-
ists as Austrian law—or, on the other hand, giving up the attempt to main-
tain the stability of our currency’s value. The endeavor to get around this
through the third alternative of a system of foreign-exchange control must
be considered a mistake, even from the viewpoint of those who champion
such regulations on foreign exchange. The proponents of these regula-
tions, after all, maintain that all they wish to do is get past the immediate
problems so economic recovery can come about in some other way.

The assertion is constantly made that the rise in domestic prices that
would be expected as a result of the schilling’s devaluation abroad has not
come about. Even the government repeats this assertion in the press. It is,
however, contradicted by the figures in the official statistics. Since this is
an issue of great importance, permit me to point out that the price index
of Austrian-sensitive goods that has been calculated by the Austrian Insti-
tute for Business Cycle Research already shows a 13.8 percent increase
through the middle of January [1932]. It should also be noted that during
this same period the schilling’s value in gold on the world market has fallen
considerably. We are indebted to the Austrian Institute for Business Cycle
Research for these data.4 Data published by the Federal Bureau of Statis-
tics show that the combined index of wholesale prices stood at 114 in Jan-
uary [1932] in comparison to 112 in December [1931] and 105 in January
of 1931. The index of food prices rose from 106 to 109 between Decem-
ber 1931 and January 1932 and was at 93 in January 1931. The index of
industrial-materials prices rose by one point to 126 between December
1931 and January 1932, in comparison to the index’s value a year ago in
January 1931 at 130. It should be noted that during this same period (be-
tween December 1931 and January 1932), the reverse movement occurred
on the world market.

In the area of consumption, the index of prices for small-business re-
tail trade has also seen an increase. It is a well-known fact, and one that is
always brought up by the opponents of retail trade, that a decline in whole-
sale prices only has its effect in reducing prices at the retail level after a pe-
riod of time; this point is constantly brought up in reference to meat and
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5 [On Germany’s experience with a system of foreign-exchange control, see Ellis, Ex-
change Control in Central Europe, pp. 158–289.—Ed.]

6 [On Hungary’s experience with a system of foreign-exchange control, see Ellis, Exchange
Control in Central Europe, pp. 74–157.—Ed.]

bread prices. But the same process also operates in the reverse direction;
if prices rise at the wholesale level, there is always a time lag before the new
prices have their effect in the retail trade. For a short time, but certainly
not in the longer term, retail business has delayed a part of the rise in
prices, but the rise in prices in fact is on its way. I have mentioned this
only in order to emphasize the incorrectness of the commonly repeated
claim that the domestic structure of prices is in contradiction to the
foreign-exchange rate. In fact, we do have inflation. About this there can
be no doubt, especially if one takes the view that a characteristic feature
of inflation is the fact that domestic prices of goods and foreign-exchange
rates show a different structure vis-à-vis foreign countries.

It is believed that these symptoms can be cured through the intro-
duction of foreign-currency control. It repeatedly has been said that
foreign-exchange control is not unique to Austria, but also exists in a num-
ber of foreign countries. It must be remarked in opposition to this argu-
ment that it obviously makes a great deal of difference whether or not
foreign-exchange control is practiced in a country that is at the same time
maintaining the fiction that its currency has not been devalued. In Ger-
many, foreign-exchange control has been combined with the actual main-
tenance of redemption at the legal gold parity of the German mark; this
makes it possible for German enterprises whose credits have been called
in from abroad to tell their creditors that the Reichsbank has not made the
necessary funds available to them.5 That is something quite different from
the foreign-exchange controls in Austria.

Related to this, I should also like to explain the manner in which clear-
ing agreements have been forced upon us from abroad. We found our-
selves in a situation similar to Hungary’s when it introduced a system of
foreign-exchange control a few months ago.6 I do not want to say, of course,
that Hungary can in any way serve as a model for us, since the currency
condition in Hungary is without a doubt nothing short of desperate. Hun-
gary’s economic-policy situation is far more unfavorable than Austria’s. In
Hungary, foreign-exchange control was introduced chiefly for the purpose
of paying off debts owed to Austria following the devaluation of the pengo.
In this situation it was especially important for Austria to have an agree-
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ment that provided the possibility for old debts still to be repaid. Austria
now finds itself in the same situation. The Western nations wish to con-
clude a clearing-agreement treaty with Austria because they want to find
a method through which it would be possible to have a settlement of debts.
It is expected that under Austria’s foreign-exchange regulations it will be
immediately possible for Austrians to make payments on debts they owe for
imported goods.

Coming back to the question of foreign-exchange control, the follow-
ing must be pointed out. Under the existing tariff system, the fiction that
the schilling has not been devalued leads to the actual encouragement of
the importation of goods into Austria. Our customs tariffs are, by law, to be
paid in gold; but if the fiction is maintained that the paper schilling is the
same as the gold schilling, and if we assume a 20 percent premium, then
the result is that foreign goods coming into Austria are charged a 20 per-
cent lower duty than corresponds to the legal tariff regulations.

On the other hand, this fiction acts as a restraint on exports since the
Austrian exporter is required to turn over either the entire or at least a con-
siderable part of the foreign currency earned from his export sales to the
National Bank at the fixed rate of exchange prescribed by law. If at this
fixed exchange rate the number of schillings received is not sufficient to
pay for the same amount of domestic goods as had been previously sold
abroad, then it is clear that in many cases the exporter has part of his busi-
ness taken away from him. The trade statistics for the last few months con-
firm that exports have declined.

Another consequence of the foreign-exchange control system has been
its effect on domestic consumption. The most important insight from the
balance-of-trade deficit is that consumption no doubt has been too high in
recent years. In Austria, the increased consumption of capital shows itself
in the balance-of-trade deficit. We have not taken out foreign loans to cover
the deficit in the balance of trade; instead, the balance of trade went into
deficit because loans were taken out. We have not consumed capital in
order to cover the trade deficit but because Austrian economic policy,
trade-union wage policy, etc., resulted in enterprises having to cut into
their real capital. To understand the complicated mechanism that has
brought about an “eating up” of components of factories and machinery,
one must go through a set of interconnecting links, the last link being the
array of superfluous articles for mass consumption that has come into Aus-
tria. They would not have been imported if we had followed a different
economic policy.
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7 [In February 1932, the Austrian National Bank, in cooperation with the Vienna Cham-
ber of Commerce, established a certificate system permitting the Chamber to issue “cer-
tificates” allowing exporters of manufactured goods to retain foreign-currency proceeds
they earned from sales abroad so as to be able to have the necessary funds to purchase im-
ported raw materials essential for continuation of production in their enterprises.—Ed]

8 [Clearing agreements were barter trading arrangements between countries under which
goods were imported and exported at non-market prices and non-market rates of foreign ex-
change, as determined by the respective governments. In 1931 and 1932, Austria entered
into such clearing agreements with Switzerland, Hungary, Italy, and Yugoslavia, and partly
with France. On the introduction of clearing agreements in Austria, see Antonin Basch, The
Danube Basin and the German Economic Sphere (New York: Columbia University Press,
1943), pp. 83–85:

It was Dr. [Richard] Reisch, the President of the Austrian National Bank, who ad-
vocated the introduction of clearing agreements. Dr. Reisch’s proposal was to
discontinue the usual direct method of payment between exporter and importer
by means of foreign exchange and to establish cumulative accounts of the cen-
tral bank of one country with the central bank of the other. The importer was to

Our economic policy has been operated in such a way that foreign ex-
change has been made somewhat more plentifully available for the im-
portation of foodstuffs in comparison to the allotment of foreign exchange
for semifinished products and raw materials needed by domestic industry
for the production of export goods. Foreign exchange is far less willingly
supplied for the purchase of goods needed in the export industries as part
of an effort to prevent a rise in the prices of and a decrease in the purchase
of consumption goods. Rising prices cannot be avoided, while consider-
able barriers are put in the way of exporters. The data referred to earlier
show that the attempt to prevent a rise in prices through the use of foreign-
exchange control has not been successful. In addition, I would like to refer
to a very interesting article in yesterday’s Reichpost that mentioned with-
out comment that our cost of living is rising, in spite of the direct efforts
of the central office of foreign-exchange control to make generous allot-
ments to prevent this from happening.

The situation today would have become quite different and far more
intolerable if not for the fact that the system of foreign-exchange control is
riddled with loopholes. In fact, among the many gaps under foreign ex-
change control the system of certificates is the one that makes it possible
for the Austrian export industry and transportation trade still to exist.7

Clearing agreements, on the other hand, act in part to undermine the sys-
tem in that a number of goods come into the country that otherwise would
not.8 A whole group of superfluous consumer goods comes in that would
not if the whole system were eliminated.
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pay the amount due for his imported goods to the central bank of his own coun-
try in his national currency. The exporter was to receive payment from his cen-
tral bank in his national currency. There would be no import difficulties or
restrictions because of uncertain payment in the country of destination; foreign
trade would not be burdened and subsequently reduced for reasons of foreign ex-
change. Dr. Reisch hoped that not only the existing volume of foreign trade
would be maintained but that the system would be so flexible as actually to in-
crease it. Very little attention was paid to the question as to how and in what time
periods the balances on the cumulative accounts were to be settled. Without a
satisfactory solution of this point difficulties would inevitably follow within a short
time. It could equally well be foreseen that clearing agreements would develop
into a system of balanced foreign trade between two given countries. Austria,
which maintained an import surplus with most countries, thought, perhaps, this
would work to her advantage. . . . It was not long before the clearing plan proved
to be one more step toward the further disintegration of international trade rather
than an expansion of foreign trade.

The clearing system undermined the advantages of multilateral trade because it was basi-
cally a

system of bilateral relations which attempted to balance the foreign trade be-
tween a given pair of countries. This basic feature of the entire system was the re-
sult of the fact that the proceeds of export were permitted to be used only within
the buying country and only for certain purposes. Originally the scope of the
agreements was confined to payment for import and export, but it was soon ex-
tended to include payment for practically every type of claim (financial, pen-
sions, royalties). In other words all claims, balances, and amounts belonging to
the residents of one country were used solely for payment in connection with
the relations between the two countries in question. The principle was followed
that no payment could be affected in the currency of a third country or by ex-
porting goods to a third country. In this fashion a more or less complete bilater-
alism in payment between two countries evolved.

See also Ludwig von Mises, Human Action: A Treatise on Economics (New Haven, Conn.:
Yale University Press, 1949), pp. 796–99. This section, “Remarks About the Nazi Barter
Agreements,” is not included in later editions of Human Action.—Ed.]

The foreign-exchange decrees have brought about effects that often
seem simply incomprehensible. The first thing to mention in this context
is the question of the export of schilling notes. In the years from 1914 to
1922, or let us say until 1921, a considerable number of bank notes were
exported abroad from Austria. The whole world—not just the business
world, but the masses as well—believed that currencies would recover after
overcoming the difficulties of the war and the postwar period. The com-
mon man abroad practiced currency speculation and bought and hoarded
mark notes and crown notes. I offer no opinion as to whether it made any
sense at that time to lift the prohibition against the export of marks. But in
reality, during those years Austria lived off the fact that crown notes were
exported abroad, remained there, and only came back after they had sig-
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nificantly depreciated in value. Purely tangential reasons caused a prohi-
bition on the export of crowns. It was included in the foreign-currency de-
cree without hesitation. I should like to emphasize that now, unfortunately,
the idea of hoarding another country’s bank notes no longer exists in the
world. It would be most agreeable if there were masses abroad who wanted
to speculate in schillings.

The official quotation for schilling bank notes is not a crucial factor for
determination of the currency’s foreign-exchange value. The decisive ele-
ment is the quotation for the payoff value of schilling-denominated debt
in Vienna. The trade in bank notes abroad has the purpose of making the
notes available to the traveler who is going to Austria. Prohibiting the ex-
port of schillings has brought about a rise in the price of bank notes. But
its only effect is that foreigners feel taken advantage of by the higher price,
an unpleasantness that no doubt fails to foster the goodwill upon which our
foreign trade is dependent. So the prohibition on the exportation of
schilling notes really has no practical meaning. On the other hand, the
National Bank demanded at the time of the first foreign-exchange decree
that the schilling-denominated debts (or “credits”) owed to foreigners in
Vienna be frozen and that a transfer of the schilling credits of foreigners
—which had been acquired in a perfectly legal manner—be prohibited,
as a means of preventing business from moving abroad.

The National Bank’s effort at preventing schillings held abroad from
returning to Austria and therefore keeping them off the market has not
been achieved. The payoff values of these schilling-denominated debts in
Vienna are determined on the market. But they are not treated the same
as credit instruments that are normally handled through an Austrian fi-
nancial institution and that are, therefore, readily accepted by everyone.
They are transfers of financial claims against Austrian businessmen who,
no matter how large and reliable they may be, are in practice unknown
abroad. As a consequence, the actual price today for such a claim in
Vienna is burdened with a discount on the exchange. It cannot be said
that trading in schilling-denominated debt does not occur, because the
foreign banks—insofar as they pay any attention to Austrian conditions—
advise their principals continuously of the prices of these Vienna claims,
and the discount amounts to 20 percent, on average. There is no point in
concealing this fact since foreign newspapers report on conditions in
Vienna. This whole head-in-the-sand policy is really useless, and the dis-
count would not be nearly so large if the value of such claims could be
openly negotiated. It is a completely absurd prohibition made even more

03/Mises Vol. 2/Part III.p  7/20/02  12:59 PM  Page 258



Foreign-Exchange Control and Some of Its Consequences � 259

absurd by the fact that Austrian banks have been forbidden to pay interest
on these credits, making it impossible for foreigners to use these credits in
any profitable way.

Before the fourth foreign-exchange decree went into effect, it was still
possible for new schilling credits owned by foreigners to come into exis-
tence because importing for payment in schillings and exporting schillings
was still permitted. That has now been forbidden, and its prohibition only
can be understood in terms of this idea that the schilling should be com-
pletely withdrawn from being traded on foreign markets. This could be
done only if we were in reality a rich country, and then the Austrian econ-
omy could secede from international trade and be self-sufficient.

A number of very serious doubts have emerged concerning the pres-
ent foreign-exchange control policy. The Chambers of Commerce, Trade,
and Industry can in no way be criticized for trying to block this govern-
ment policy. On the contrary, they tried to promote it. But in the course
of a month’s experience this system was seen to be unworkable and lead-
ing to consequences that are extraordinarily harmful for the Austrian econ-
omy. For this reason it seems urgent that the responsible authorities [at the
Chamber] must hold even more strongly to the ideas expressed in the dif-
ferent corporations, leading associations, and private companies, and
which have already been expounded in exactly the same way in a number
of Chamber sessions, smaller meetings, and sessions of the Trade-Policy
Board. That is the purpose of the present session, and the questions with
which the Chamber has to be occupied are therefore directed toward find-
ing out in what way relief can be provided.

With a strong majority, the Chamber’s Trade-Policy Board expressed
the opinion that clearing agreements have not achieved the goal that was
hoped for them. The Trade-Policy Board went so far as to demand that the
clearing agreement with Hungary, the termination of which was supposed
to occur on February 15, really be terminated on February 15. There is
nothing more to say about this because the government has ignored this
demand.

The second group of ideas around which there is fairly wide una-
nimity concerns ending the prohibition against foreigners purchasing 
new schilling-denominated credit instruments. And the third question con-
cerns the possibility that foreigners should have control of their credits 
in Vienna. These old credits are estimated at between 40 to 50 million
schillings.

All of these measures would only serve as a preparation for a real
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9 [On February 5, 1932, Dr. Victor Kienbock was appointed president of the Austrian Na-
tional Bank.—Ed.]

improvement in the situation. It is clear that a complete remedy for all of
these difficulties can only come through a change in monetary and bank-
ing policy. For that is where the causes of the present situation are to be
found, and that is where the bull must be taken by the horns in order to
remove our difficulties. That is also probably the reason why there has oc-
curred a change in the presidency of the note-issuing central bank.9
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1 [This paper was originally delivered in German at a session of the Vienna Chamber of
Commerce on March 23, 1932. It has not been previously published.—Ed.]

2 [See Chapter 27, “Foreign-Exchange Control and Some of Its Consequences,” footnote 3.
—Ed.]

chapter 28

An Agenda for Alleviating
the Economic Crisis:
The Gold Parity, Foreign-Exchange 
Control, and Budgetary Restraint1

I

The Chamber is convinced that the final goal behind all measures un-
dertaken in the area of monetary policy must be the maintenance of the
legal gold parity of the schilling and the elimination of the undervaluation
of the schilling that has occurred vis-à-vis foreign money and partly vis-à-
vis goods.

It is unsatisfactory for monetary policy to have as its only goal the sta-
bilization of the value of money at around its present level. The Federa-
tion, the provinces, and the communities, the financial institutions, large
enterprises, municipalities, real-estate agencies, and agricultural entities
have assumed debts in gold and foreign currency. Servicing the interest
and repaying the principle at a lowered rate of exchange for the schilling
would impose a burden that exceeds the capacity of the debtors.

Both domestic and foreign confidence in Austrian monetary and fi-
nancial management would seriously suffer if an experiment were to be at-
tempted at lowering the gold content and purchasing power of the schilling
only a few years after the reconstruction of the country’s monetary system
and the legal establishment of the gold parity of the schilling.2

Public opinion is unanimous in demanding the return of the schilling
to the level of its legally established gold parity.
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II

The reestablishment of the legal gold parity must not be delayed until the
time when the prices of all goods in general as expressed in schillings have
risen into line with the decreased foreign valuation of the schilling. Oth-
erwise the reestablishment of the gold parity would require a sharp re-
duction in prices, along with a period of severe adjustment.

A reduction in the number of bank notes in circulation is essential for
reestablishing the legal gold parity of the schilling. The note-issuing cen-
tral bank must, therefore, follow a restrictive credit policy as an unavoid-
able necessity, even though it may create unfortunate difficulties for the
economy and impose certain sacrifices on society.

Pressure is being applied from various directions for the National Bank
to “stimulate” the economy through an expansion of credit. Though these
proposals seem enticing, they would be pernicious in their application.
Short-run financial difficulties faced by both the public authorities and in-
dividual private enterprises can no doubt be fixed by the expansion of
credit. In the longer run, however, the expansion of credit inevitably must
be severely damaging for the currency and our entire economy.

There is another perspective from which restraint in the granting of
credit by the National Bank also seems unavoidable. Spending is too high
in both the private sector and the public budget. We are living beyond our
means; we are consuming capital; we consume more than we produce,
and this overconsumption shows itself most clearly in our balance-of-trade
deficit. In business transactions the possibility of postponing the date for
payment of debts further and further into the future finally has the effect
of locking up credits that have been granted to the larger enterprises. Tight-
ened credit conditions, which force every enterprise to exercise greater re-
straint in the future concerning the scale and especially also the time
horizon of credits received, is a measure that is absolutely necessary for
remedying the present conditions.

III

The Chamber expresses the conviction that the obvious goal of monetary
policy is to end foreign-exchange control as soon as possible and to reestab-
lish full freedom of trade in the economy. For the transition period the
Chamber demands:
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1. All further coerced measures must stop.
2. The regulation that has taken away foreigners’ control over their

schilling credits existing in Austrian financial institutions is to be lifted.
This regulation was imposed because it was desired to make impossible
negotiations abroad about the value of schilling-denominated debts in
Vienna. The desire was that no quotation for a Vienna-based schilling-
denominated debt would have a payoff value that deviated from the Aus-
trian National Bank’s officially announced rate of exchange.

This goal was not achieved. Foreigners chose to instruct their Austrian
debtors who owed them schillings not to pay into their accounts at an Aus-
trian financial institution. Instead, they disposed of these claims by con-
signment abroad, a procedure that cannot be forbidden to them. The
prices that have been obtained in this traffic of consignments and orders
for payment are published abroad and considered the correct assessment
of the value of the Austrian schilling. In fact, these prices include not only
a discount reflecting the schilling’s value today as influenced by increases
in the quantity of money in circulation, but a risk premium as well. They
are discounted by the extent to which the buyer must be compensated with
a risk premium that would normally not have to be paid if settlement of the
debt was done through a reputable Austrian financial institution known
to all in the banking community. This is the case because those against
whom a claim is being made are industrial and business enterprises, which
though they may be completely creditworthy are unknown in the arena of
international transactions in comparison to the same way an ordinary fi-
nancial institution is known. The reintroduction of normal negotiations
over the payoff value of Vienna debts denominated in schillings would,
therefore, probably reduce the discount in Austrian currency by several
percent.

3. The prohibition on the export of bank notes must be lifted. The
value of the schilling abroad is not based on the traffic in bank notes, but
on the payoff value of schilling-denominated debt in Vienna. Foreigners
buy bank notes, when schillings may be freely exported, primarily to sat-
isfy the demand of those who are traveling to Austria. By suppressing the
export of bank notes it has been possible to keep the rate of exchange of
Austrian notes on the foreign market high above the payoff value of
schilling-denominated debts in Vienna. The importance of achieving this
result is extremely problematical, since it hinders foreign trade. If the for-
eigner calculates the schilling prices that he has to pay in Austria at the
value that he had to pay for Austrian bank notes in his own country’s cur-
rency, he finds prices in Austria to be too high. If exports may be sold for

03/Mises Vol. 2/Part III.p  7/20/02  12:59 PM  Page 263



264 � Selected Writings of Ludwig von Mises

3 [In February 1932, the Austrian National Bank permitted exporters earning foreign cur-
rency from sales abroad to sell at least a portion of their foreign-exchange holdings directly
to Austrian importers of foreign raw materials, and at a rate of exchange above the official
rate.—Ed.]

schillings and if the schilling accounts of foreigners at Austrian financial
institutions are decontrolled, then no reason will exist any longer to choke
off the export of schillings. Then many vexatious border-control measures
also can be cancelled.

4. All new measures—like the system of certificates and the permitting
of so-called private clearings3—that facilitate the export trade and enable
the importing of those foreign raw materials and semifinished products es-
sential to production must be maintained and indeed expanded. Austria
must bring from abroad a sizable portion of the foodstuffs and raw mate-
rials needed for the provision of its population and can pay for these im-
ports only by exporting finished products, through commercial activity,
and from the profits earned from foreign trade.

Every attempt at isolating the country from world commerce must
have the most harmful effects. Those things imposed on us from abroad,
and which cannot be prevented through any policy of our own, must be
tolerated as unavoidable. What we must not do is promote our own isola-
tion from the world market.

IV

If the European nations hope to overcome the severity of the economic cri-
sis, they will have to change their economic policies and undertake ex-
tensive reforms throughout their respective economies. The political
preconditions will have to be established to deal with the problems of dis-
armament, a final determination of the reparations question, and a sorting
out of a variety of international-policy issues that constitute points of seri-
ous conflict. Then trade policy would be based on an appreciation of the
benefits from the international division of labor, instead of the restrictive
trade policies that are becoming more acute with each passing day. The fi-
nancial system of Central Europe must be rebuilt. The public budget must
be so restricted that government spending no longer represents a constant
threat to all economic activity due to its excessive claims on society.

All these problems can only be referred to in the present context. The
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most urgent tasks facing monetary policy cannot wait for the resolution of
these wider problems. There is only one precondition that must be de-
manded in this connection. This is the demand that the Federation, the
provinces, and the municipalities follow a uniform policy in relation to
their borrowing policies. All additional assumptions of debt must be under
the control of independent public authorities.
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1 [This paper was delivered in German as a speech before the Vienna Chamber of Com-
merce on July 25, 1932. It has not been previously published.—Ed.]

2 [In June of 1931, Austria appealed for financial assistance to provide funds needed to
stem the massive loss of gold and foreign exchange following the collapse of the Credit
Anstalt bank in May. On June 16, the Bank of England provided a 150-million schilling
credit to the Austrian National Bank. This was immediately followed by a 100-million
schilling credit from the Bank for International Settlements in Basel, Switzerland. In Au-
gust of 1931, the Austrian government appealed to the League of Nations in Geneva for a
250-million schilling loan. Representatives of the Financial Section of the League trav-
eled to Vienna to evaluate the situation. On October 15, 1931, the Bank of England and
the Bank for International Settlements postponed repayment of their loans. On May 9,
1932, Austria sent another appeal to the League of Nations for a loan. After Austria de-
clared a partial moratorium on payment of its international debts, the League signed the
Geneva Protocol on July 15, 1932, stating a willingness on the part of Great Britain, France,
and Italy to extend a loan to the Austrian National Bank. The actual loan, in the amount
of 296 million schillings (237.4 million in devalued schillings), was not transferred to the
National Bank until August of 1933. It enabled the bank to repay the 100 million schillings
owed to the Bank of England and the 90 million schillings owed to the Bank for Interna-
tional Settlements, as well as 50 million schillings still owed to the League from 1923.
Later conversion of the loan to a much lower interest rate dramatically reduced Austria’s

chapter 29

An International Loan as
the “Breathing Room” for
Austrian Economic Reform1

You have the official letter from the government and the bill itself in your
hands. The first question, independent of all political perspectives, is de-
termining what would be the financial effects of the loan. In the most fa-
vorable case, 300 million gold schillings will be made available to the
Austrian federal government; and of this amount 100 million will be used
for repaying the advance provided in that amount that is still outstanding
from the Bank of England. A further amount must be used to pay back, ei-
ther in its entirety or in large part, a rediscounted credit of 90 million that
was provided by Bank for International Settlements in Basel.2 If we assume
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total foreign debt, making it one of the most creditworthy countries in Europe in the mid-
1930s.—Ed.]

that the entire 300 million schillings will be made available, because the
other countries actually provide their corresponding contributions to the
loan, and if we assume that 190 million of the 300 million are actually
used for the purposes just mentioned, then there remains an amount of
110 million, which will perhaps go up to as much as 150 million, actually
available to the Austrian federal government. The text of the loan protocol
and the declared intentions of the government exclude using this amount
to cover the current budget deficit. Indirectly, however, the loan will con-
tribute to covering the deficit since there is the obligation in the agree-
ment to repay those short-term borrowings that the federal government
had assumed for its own uses or to give support to various banking
institutions.

If we keep in mind this sum of 110 to 150 million and, at the same time,
recall that the Federal Transportation Department alone has a current-
account debt of 83 million with the banks as well as owing industry 54
million for unpaid deliveries, for total debts of 137 million, we see that the
loan is not excessively large. This is especially made clear in relation to
the real financial situation of the Federation, if we consider the unfavor-
able financial condition of the other federal undertakings; for example, in
recent months the Housing Administration has indirectly incurred current-
account debts through banks, savings and loans, and social insurance in-
stitutions. So we see that the amount coming to the Federation by way of
the loan is not excessively large. The size of the loan also does not seem
particularly large if one assumes that, on the basis of it being granted, it
should be possible to domestically raise a loan of 200 million schillings.
The amount of the loan, therefore, will play no major role in the financial
situation of the Federation.

The federal deficit has been declared to be 450 million by the finance
minister, and all the proposals made by the government for tax increases
and related measures do not come anywhere near this amount. A sum of
72 million is necessary to cover, alone, the additional requirements for un-
employment relief in the current year, and against this amount of 72 mil-
lion the federal government has set an amount of 54 million that it hopes
to obtain by an increase in the value-added tax. Thus even such a radical
and debatable increase in the value-added tax is not able to fill this one
gap; there still remains a deficit of 18 million in this case. So the federal
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treasury is in an extremely unfavorable position. In fact, it is uncertain how
we will be able to manage in the coming months, since we have to deal
with a situation in which it may not be possible to pay in full the salaries
of government employees and to fully cover the government’s expendi-
tures on the various supplies that it uses.

Thus, from the federal treasury’s standpoint, the loan offers it only a
momentary relief. It is far from actually changing the present situation
into a more favorable one. I wish to say up front that this explains the unan-
imous position taken by the combined [Chamber] sections and the pres-
idency [of the Chamber] in the discussions that were carried out this
morning. It is absolutely essential that all those measures of frugality that
the economy has required for a long time—but which have always been
delayed or sabotaged—be put into effect as quickly as possible. For this
loan is nothing more than breathing room for the carrying out of those ab-
solutely necessary reforms and retrenchments. Not for one moment should
the government or the political parties assume that the loan should be
looked upon as anything removing the necessity for these reforms.

The loan has a quite different importance from the perspective of
monetary policy. The National Bank’s latest report indicates that at the
present time it has about 190 million in gold and foreign exchange, and
that this entire amount can be withdrawn if the English advance and the
rediscounted credit from the Bank for International Settlements were to be
called in. Psychologically, there would be a catastrophic collapse in do-
mestic confidence if these withdrawals were actually to occur. So the loan
will certainly improve the National Bank’s reserve ratio for covering these
amounts and is a necessary precondition for the improvement of the do-
mestic situation.

I do not want to get lost in too many details. I would like immediately
to point out that if the loan does not occur—for whatever reason—public
confidence would be severely shaken. The shock would be due to the fact
that for months our monetary policy has been solely and exclusively based
on the assumption that we will receive a loan; all other things have been
considered in relation to the loan. A failure in obtaining the loan would
inevitably lead to a collapse in confidence, with all the resulting conse-
quences for our financial institutions and, therefore, for the economy as a
whole.

It must be stated that just as the loan has to be considered as only of-
fering short-term breathing room for the government to introduce reforms
and retrenchment measures, so too it must not be seen as a way to continue
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our trade and social and budgetary policies of the past. Nor can it be as-
sumed that the same monetary policy that has been followed for months
can be continued because we have received the means to do so. Over the
last several months the National Bank has used up a considerably larger
sum of money than represented by the influx of 100 to 150 million
schillings that may come with this loan, through the seizure of foreign ex-
change and currency on hand under the first Foreign-Exchange Control
decree and from the forced transfer of foreign-currency earnings from
exporters.

So if the National Bank were simply to continue the present system,
Austrian trade would continue to contract, with all the same consequences
for foreign exchange and monetary policy that have been seen in recent
months. It would be a grave error to believe that the foreign exchange
needed to obtain the raw materials, semifinished products, and foodstuffs
that we import from abroad can simply be withdrawn from a fund that
was once filled up by confiscatory measures and now is supposed to be re-
plenished by the loan. The economy is an ongoing institution, and it can
only keep on receiving the needed foreign exchange by constantly re-
plenishing the required funds through exports, foreign trade, business ac-
tivity, and the like. The idea that we have a certain given amount of
capital upon which we can permanently operate would lead to a currency
catastrophe.

It cannot be stressed strongly enough that the natural preconditions
for an improvement in the currency situation are to be found in the pro-
posals that have been presented several times by the Chambers of Com-
merce, and in particular by the Viennese Chamber in recent months. In
relation to these questions, a few months ago the currency committee that
was set up by the Plenum came to a definitive conclusion, which was an-
nounced to the public, the government, and the National Bank in an ex-
tensive statement; and in the last few weeks, following a direct inquiry from
the minister for commerce and trade, the Chamber made the unanimous
decision to maintain the policy position of that time.

Seen from this perspective, the loan does not represent salvation; the
failure to receive the loan would, however, immediately provoke a severe
financial reaction and raise the question of how we would deal with pro-
viding essential funding for the next few weeks. Our relationship with the
Western financial centers would become extraordinarily tense, with con-
siderable difficulties emerging. In other words, what must be kept in the
foreground in considering the pros and cons of the loan is not that it offers
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salvation from a terrible situation, but that it will prevent a complete col-
lapse from occurring in the coming weeks. If it were impossible to service
the interest on the League of Nations’ loan, or if the representative of the
League or the Control Committee of the League were to cut off a portion
of the loan not yet dispersed, this would intensify the financial situation in
the extreme and might lead to internal difficulties that certainly cannot
be overlooked.

In light of all these considerations, the sections of the Chamber oc-
cupied themselves today with the loan treaty. It was the almost unanimous
view of all sections that the question of the necessary reforms in Austria
cannot be put off any longer. Moreover, the Chamber took the occasion
to point out that it has repeatedly made proposals for a change in mone-
tary and trade policy, in social policy and budgetary policy. Up until now
they have not been properly taken into consideration, but now they must
be put in the foreground. It must be emphatically pointed out that the
breathing room provided by the granting of the loan must be used to put
the affairs of state in order.

In the morning, the Finance and Trade Section concerned itself first
with this question and reached the conclusion that it will recommend the
approval of the government’s submission for the loan to the full assembly
of the Chamber, which is taking place here today in the form of a session
of the United Sections. In the afternoon the Industry Section and the Craft
Section occupied itself with the issue, and the same decision was unani-
mously reached in the Industrial as well as in the Craft Section. The Com-
merce Section came to a similar conclusion.

For all of these reasons the presidency of the Vienna Chamber of
Commerce, which considers itself bound by the decisions of the sections
in this regard, can only recommend that authority be granted to it to pre-
sent this position at the presidential conference of all the Austrian Cham-
bers, which will take place tomorrow. The Chamber’s position would be
not to oppose acceptance of the loan contract. But it must be most ur-
gently pointed out on this occasion that if we wish to avoid a complete col-
lapse, all of the proposals that the Chamber already has made in the past
for reforms in trade, monetary, and social policy must be carried out, be-
cause, at best, the loan is only a temporary breathing spell. It certainly can-
not be considered a deliverance from the present situation.

It is also to be emphasized in this regard that the severe conditions
under the loan may open the eyes of the entire population to the fact that
the economic policy that has been followed in recent years has brought us
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to a situation where we really see no other way out than to accept the sort
of subjugation which this loan imposes on us. This is a position that is far
from viewing the loan agreement as some kind of salvation. It sees this
loan contract as nothing other than a starting point for reforms that will
have to be carried out in Austria by Austria. In this context, the presidency
proposes that the United Sections of the Chamber should grant their ac-
quiescence to the loan agreement. (Applause)
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1 [This article was originally delivered as a speech in German before the Vienna Cham-
ber of Commerce on July 25, 1932. It has not been previously published.—Ed.]

chapter 30

On Limiting the Adverse
Effects of a Proposed Increase
in the Value-Added Tax1

The federal finance minister reported to the Presidium of the Chamber of
Commerce that the condition of the state budget makes necessary a whole
series of radical taxation measures. In the first place, the government in-
tends to propose to the National Assembly putting in place a 100 percent
increase in the value-added tax. The yield from this increase is supposed
to make it possible for the Federation to defray the additional expenditures
imposed by unemployment relief and to cover the budget deficit of the
federal railroads. The scope of the increased value-added tax (a luxury tax)
is to remain unchanged.

The value-added tax was introduced by a decree of the federal gov-
ernment on March 11, 1923, came into effect on April 1, 1923, at the rate
of 1 percent, and was doubled, i.e., raised to 2 percent, starting on Janu-
ary 1, 1924. In the nine months of 1923 during which it was first in place,
the value-added tax delivered a yield of around 56 million schillings. With
the doubling of the tax rate the revenue from it rose to 202 million
schillings in 1924 and continued rising regularly in the following years
until the year 1929, when it brought in around 255 million schillings. In
1930 the tax revenue fell to around 250 million schillings and in 1931 to
219 million schillings. For the year 1932, the yield from the tax has been
projected at only 198 million schillings; the result for the first half of 1932
shows, however, that one can scarcely count on a higher yield than 170
million schillings. Therefore, if one assumes a further 10-million schilling
decrease in the revenues from an unincreased value-added tax, then a 100
percent increase could bring at most an additional revenue of about 160
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million schillings. If the increase becomes effective August 1, then at most
5⁄12 of this amount would be collected, i.e., in the best of cases 65 million
schillings can be counted on for the remainder of the current year.

The increase in the value-added tax is an extraordinarily radical mea-
sure that will affect all of the economic relationships of the country.

In the first place, industry and the import business will be directly af-
fected by the raising of the value-added tax on luxury goods. Due to the na-
ture of the assessment, they have by far the greatest responsibility for
collecting, paying, and handing over the tax. This has the effect of impos-
ing the main burden of the tax directly on a relatively small number of
firms out of the total number of enterprises in commerce, industry, and
trade. Individual categories of enterprises in industry and in wholesale
business nowadays already have to pay a considerable tax rate. The over-
all rate in the cotton industry amounts to 6.5 percent for cotton fabric
through the entire production process for cotton goods, including the man-
ufacture of clothing right down to the final consumer stage. The flat tax
in the stages of production is levied on the “finisher” of the product (the
outfitter, the dyer, the dealers). In the leather industry a 7.5 percent tax is
levied on tanned leather and applies to the entire production of leather
and leather goods. For imports, many goods are taxed between 6 percent
and 10.5 percent. The doubling of these rates would create rates between
13 percent and 21 percent.

The system of a flat tax in the stages of production was created upon
the petition of commerce, trade, and industry, and its implementation was
the work of representatives appointed for that purpose by the officers of
the professional associations and from the leading organizations of com-
merce, trade, and industry. It proved highly successful in practice. It is be-
cause of its success that the Austrian value-added tax is looked upon abroad
as a model to be imitated. This system of a flat tax in the stages of pro-
duction is, however, only possible and workable with a maximum rate of
2 percent for the individual stages. If the value-added tax is raised above 2
percent and, as it is now proposed, even to 4 percent, then the foundations
of the system will be shaken, and its future effectiveness may be seriously
threatened.

It is also inconceivable that in the present crisis individual enterprises
should have an import duty imposed upon them of 15 percent or more of
the selling price as a tax, to pass on in the purchase price, and still assume
that a certain amount will be guaranteed for the treasury. It will not be
possible for many enterprises to pass on such high rates.

03/Mises Vol. 2/Part III.p  7/20/02  12:59 PM  Page 273



274 � Selected Writings of Ludwig von Mises

2 [This refers to the restructuring of the administrative and jurisdictional divisions between
the Austrian federal government and the provincial and municipal authorities.—Ed.]

It is therefore completely justified on the part of the most severely af-
fected industrial groups, that is, on the part of the leather industry and the
textile industry, and especially the cotton industry, that the demand is
made to omit the present enforcement of the flat tax in the stages of pro-
duction, which is the main source of the tax burden on these industries.
The difficult situation in which these branches of industry already find
themselves would become absolutely catastrophic with the simple dou-
bling of this general tax rate.

Consequently, the introduction of any addition to the value-added tax
must not be undertaken until an arrangement is jointly found between the
federal government and the most severely affected economic groups (in
the first place, the leather industry, the cotton industry, and some other
branches of the textile industry) that would make it possible to avoid the
disastrous effect this tax increase would have on the existence of these
industries.

But with the introduction of the increase in the value-added tax the fol-
lowing principles must still be observed:

1. Restoring the balance in the public budget must not be sought on
the side of revenue but on the side of expenditures. The reform of the im-
perial administration, which was announced years ago, must finally be car-
ried out.2 The unemployment insurance must be reformed in a way that
makes further contributions from public funds unnecessary. The federal
railroads and all public enterprises must be reorganized and brought to
the point that they no longer require any further subsidies from taxes. The
tax increases, and especially the raising of the value-added tax through the
introduction of a 100 percent supplement, must be used only to bridge
over the temporary difficulties in the state budget and should therefore
have a fixed time limit. The 100 percent addition to the value-added tax
should go out of effect at the beginning of 1934, since by then the indi-
cated reforms should have gone into effect.

2. The addition to the value-added tax should affect all of the trans-
action activities, supply operations, and services on an equal basis. All tax
rates with the exception of the higher value-added tax at each stage of pro-
duction (the luxury tax), i.e., the 2 percent tax accruing at each stage of
production, the adjusted import tax, and all taxes levied on the basis of
subsidy contracts, must be imposed on an equal, nondiscriminatory basis.
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3. The rates on export subsidies should be raised by the same amount
the tax rates are increased.

4. Those subsidy contracts that benefit some enterprises—most espe-
cially those subsidy agreements received by agriculture—in relation to
other enterprises not receiving such subsidies will be subject to revision.

5. The arrangements for a transition period prescribed in the 40th
paragraph of the value-added tax decree that was executed on January 1,
1924, on the basis of which the transition from the 1 percent tax to 2 per-
cent tax was ordered, must also be prescribed for the transition from the
currently prevailing tax rate to the tax rate that is raised by 100 percent.
Moreover, to avoid any difficulties of interpretation the following provi-
sion should be included from paragraph 40, clause 1 of the decree for the
implementation of the value-added tax:

“In the case of partial deliveries (or services) by installments that
stretch over a relatively long period of time, those partial deliveries (or ser-
vices) that were provided before the entry into force of the new law are to
be taxed according to the previous arrangements.”

6. Moreover, to avoid any confusion, it is to be explicitly decreed that
the provider of goods and services is authorized to pass on to the customer
the value-added tax surcharge, the payment of which is incumbent upon
him without regard to any agreements concluded before the new
purchase-tax law came into force.

7. In order to facilitate the intended passing on of the value-added
tax, it is further proposed that the following provision be included in the
law:

“The one who is responsible for the tax is obliged to list the tax sepa-
rately along with the price of the goods or service in the total bill to the
other partner in the transaction. The buyer of a commodity is not autho-
rized to reduce the fee charged to him by the supplier in his bill or the tax
listed separately in his bill from the supplier by the amount of the tax
payable for the resale of the object.”
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1 [This article originally was delivered in German as a conference paper for the 10th meet-
ing of the Austrian Chambers for Commerce, Crafts, and Industry held in Vienna on Oc-
tober 19, 1932. It has not been previously published. A greatly abridged version appeared
in Österreichs Wirtschaft: Wochenschrift des No. Gewerbevereins (Oct. 27, 1932). At the
same meeting Mises also delivered another paper on “The Management of Public Ex-
penditures,” which except for a few brief passages is taken almost verbatim from the lecture
that he delivered at the Vienna Industrial Club on December 1, 1930, “Adjusting Public
Expenditures to the Economy’s Financial Capacity,” Chapter 26 of the present volume.
—Ed.]

2 [See Chapter 27, “Foreign-Exchange Control and Some of Its Consequences,” footnote 2.
—Ed.]

chapter 31

Foreign-Exchange Policy1

The great economic crisis, which has already affected Austria more se-
verely than many other countries, has been made worse by our own eco-
nomic policy. Among these pernicious measures, the leading one has been
the control of foreign exchange. More than a year has passed since the
foreign-exchange decree came into force.2 The warnings that were given
by the assembled representatives of commerce, trade, and industry when
the first steps toward foreign-exchange control were being introduced, and
which were repeated again and again, were all in vain. It is now clear that
all the predictions given at the time about the ruinous effects to be ex-
pected from foreign-exchange control have been greatly surpassed by the
facts. The consequences of foreign-exchange control have been a cata-
strophic decline in our foreign trade (especially in our exports), business
cutbacks and business shutdowns, difficulties for many of our most distin-
guished firms, falling tax revenues, and increasing unemployment.

The defenders of the system of foreign-exchange control willingly con-
cede that the measures imposed by exchange control are extraordinarily se-
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3 [Mises is referring to the World Economic Conference that was held in London in June
1933, for which the League of Nations had been doing preparatory work for a year. It was
meant to reach an agreement among the major industrial powers to restore the gold stan-
dard, after several countries including Great Britain had either gone off gold or restricted
use and payment in gold in 1931 and 1932. The conference turned out to be a complete
disaster when President Franklin Roosevelt, who had taken the United States off the gold
standard in March and April 1933, refused to accept any fixing of the international ex-
change value of the dollar that would restrict the ability for manipulation of the domestic
price level through monetary policy. See Benjamin M. Anderson, Economics and the Pub-
lic Welfare (Princeton, N.J.: D. Van Nostrand Co., 1949), pp. 330–32; and Murray N. Roth-
bard, “The New Deal and the International Monetary System,” in Leonard P. Liggio and
James J. Martin, eds., Watershed of Empire: Essays on New Deal Foreign Policy (Colorado
Springs, Co.: Ralph Myles, 1976), pp. 19–64.—Ed.]

vere, but they maintain that this severity is necessary to protect the cur-
rency. What is all too true is that the very harshness of foreign-exchange
control has intensified the economic crisis and increased unemployment.
In the first place, it must be understood that foreign-exchange control is not
an appropriate means to the desired end of improving the economic situ-
ation. And, in the second place, commerce, trade, and industry do not op-
pose the controls because of an unwillingness to make sacrifices for the
good of the country. The controls are opposed because of the desire to pre-
vent the damage that the policy of foreign-exchange control imposes on the
entire economy.

It is a disastrous mistake to think that a sound monetary policy can be
restored through the use of compulsory methods in the form of foreign-
exchange control. Now is not the appropriate time to raise the question of
who bears the responsibility for the monetary-policy mistakes of the most
recent past. What is required is to point out the appropriate ways to get us
out of the difficulties into which we have fallen. The uncertainty of the
overall economic situation, especially in regard to monetary policy, makes
it seem inappropriate at the present time to propose a comprehensive pro-
gram for the future currency and banking policy of our country. It is not
excluded that the forthcoming World Economic Conference and other
agreements between nations will have results that will influence the mon-
etary policy of all countries.3 The [Austrian] Chambers of Commerce
defer focusing on the entire complexity of issues surrounding monetary
policy. Instead, they limit themselves to those proposals that must be taken
immediately, and above all else in the area of foreign-exchange policy.

It has been officially declared that one of the most important aims of
our foreign-exchange policy is to influence the balance of trade by pro-
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4 [Clearing agreements were barter trading arrangements between countries under which
goods were imported and exported at nonmarket prices and nonmarket rates of foreign ex-
change, as determined by the respective governments. In 1931 and 1932, Austria entered
into such clearing agreements with Switzerland, Hungary, Italy, and Yugoslavia, and partly
with France. See Ludwig von Mises, Human Action: A Treatise on Economics (New Haven,
Conn.: Yale University Press, 1949), pp. 796–99. This section, “Remarks About the Nazi
Barter Agreements,” is not included in later editions of Human Action.—Ed.]

5 [See Chapter 27, footnote 2.—Ed]

6 [See Chapter 28, “An Agenda for Alleviating the Economic Crisis,” footnote 3.—Ed.]

moting exports and discouraging imports. From this perspective, the
foreign-exchange measures employed appear completely contrary to their
stated purpose. This is seen from the fact that the rate of exchange an-
nounced by the National Bank differs from the value for the currency that
is revealed from comparing the costs of domestically manufactured goods
expressed in schillings with the prices at which those goods can be sold
abroad on the international market. On the one hand, the exchange con-
trols have fostered imports because the foreign exchange available at the
official rate, though the available amount has been constantly decreasing,
has reduced the burden of importing goods. On the other hand, the con-
trols have restrained exports because part of the net-export profits earned
by exporters in the form of foreign currency must be sold to the National
Bank, for which they receive Austrian currency at the official rate of ex-
change. This operates as a form of export tax. That this tends to foster im-
ports and hamper exports is revealed most clearly in the official clearing
agreements that have been concluded with a whole series of foreign coun-
tries.4 On the whole, therefore, it can be said that foreign-exchange con-
trol has worked to promote imports and restrict exports. This effect would
have been even greater if the business representatives of the economy had
not succeeded in preventing the complete catastrophic collapse of our for-
eign trade by expanding the system of certificates5 and establishing private
clearings.6

The most urgent task at the present time clearly is to eliminate all of
the remaining elements of this pernicious system. To begin with, it should
be demanded that the export fee be eliminated that still exists today in the
form of the obligation imposed on exporters to pay over to the National
Bank a certain part of their net-export proceeds, the size of which depends
upon the discretion of the agencies of the National Bank. A 15 percent
so-called “raw-materials rate” means, at the moment, a 3 to 4 percent ex-
port tax, and a 25 percent raw-materials rate means a 5 to 7 percent export
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7 [The Wiener Giro- und Kassenverein was a Vienna bankers’ association that served as a
clearing center for bank balances and a depository for securities. On July 17, 1932, it was
designated by the Austrian National Bank as the official agency for private clearing.—Ed.]

tax. Recently, the president of the National Bank has declared that until
further notice a 12 percent maximum raw-materials rate will be consid-
ered, but that even this will be gradually reduced. A 12 percent raw-
materials rate today still means an export tax of around 2.5 percent of the
value. Even this burden is intolerable for Austrian exports and must be
eliminated without delay.

If the obligation for exporters to pay over a portion of their export rev-
enues in the original foreign currency to the National Bank at a fictitious
rate of exchange is discontinued, then no barrier stands in the way of a
general permission for export businesses to take payment in schillings.
Even from the standpoint of those who think that the value of the cur-
rency is a function of the balance of payments, it must appear as a matter
of no consequence whether the payment for Austrian exports is made in
foreign currency or in schillings. After all, the foreigner must obtain the
means he needs to pay for his purchases from Austria by the delivery of
goods or services to Austria. The only reason in favor of hindering exports
paid for in schillings is precisely that, without the exchange control, the
National Bank could not exercise its claim to have a part of the profits
earned from exports.

Thanks to the efforts of the present minister for commerce and trade,
it has been possible to arrange private clearings through the Wiener Giro-
und Kassenverein.7 Such private clearing would have been enough to
meet the most pressing needs of trade, if the National Bank were not im-
posing more and more difficulties in the way of making individual clear-
ing deals.

The agents of the National Bank responsible for forming authoritative
judgements about various trade-policy problems appear to be totally in-
competent, whether due to their educational background or their lack of
prior experience. Yet these people, who most certainly cannot be consid-
ered qualified experts, have the discretionary power to decide finally
whether particular export firms will be “favored” with permission to enter
into a private clearing agreement or not. A refusal for this so-called “fa-
voring” is the same thing as a prohibition on export businesses; therefore,
in the final analysis, it means an increase in unemployment.

It must be accepted once and for all that the National Bank is not a
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government agency but a stock corporation that under the foreign-
exchange control decrees has had transferred to it certain official bureau-
cratic functions. But trade policy is exclusively the affair of the federal
Ministry for Commerce and Trade and a number of other central agencies.
It is completely justifiable, therefore, that all private clearing agreements
arranged through the Giro- und Kassenverein should be approved without
bureaucratic intervention, except when a strong suspicion exists that such
a clearing agreement involves a purely fictitious business, behind which
noncommercial transactions of a prohibited type are being hidden.

The supply of foreign currency available in the private clearings of the
Giro- und Kassenverein would experience a considerable increase if the
circle of the foreign exchange that is authorized on the supply side of the
transactions were not so narrowly defined. Only foreign currency and for-
eign exchange that stems from the delivery of goods is supposed to be in-
cluded. But, in fact, claims that have nothing to do with delivery of goods
are referred to private clearing process. Thus every month the equivalent
of about one million schillings must be provided through the private clear-
ings for the payment of pensions to recipients residing abroad. No expla-
nation is given, however, why the circle of the private clearings should be
so narrowly drawn on the supply side. It is, for example, completely unjust
that the remuneration that Austrians receive from abroad for intellectual
work in the form of authors’ honoraria of all sorts are not included in the
private clearings. It cannot in any way be justified that such extensive ex-
propriation of foreign currency and foreign exchange should take place
without full compensation for those who must part with or who do not re-
ceive it. It is completely reasonable to demand that all deliveries of for-
eign currency and foreign exchange received by the National Bank should
come through the private clearings at the Giro- und Kassenverein.

On the other hand, the result of this demand would be, of course, that
the National Bank should likewise deliver foreign currency and exchange
only by way of the private clearings at the Giro- und Kassenverein. One of
the most criticized aspects of foreign-exchange control was that the foreign
currency and exchange earned by the export industry was largely given to
agriculture at the official rate of exchange for the payment of fodder and
fertilizer. As the structure of prices shows, this favoring of agriculture is dis-
advantageous for the consumer though beneficial for the agricultural pro-
ducers. Foreign-exchange control, therefore, also represents a link in the
chain of economically unjustifiable privileges for agricultural producers
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at the expense of all other strata of the population. In the course of the last
few months, the allotments of foreign exchange given out by the National
Bank have decreased so much that they hardly play a role any more in the
area of commerce. They are supposed to cease completely in the near fu-
ture, and at that point unjustifiable favors for particular groups and per-
sons will come to an end.

That it was an absolute mistake to arrange clearing agreements with
foreign countries, particularly with those countries having a well-ordered
currency, is today admitted even in official quarters. And the way these
agreements were carried out has disappointed the expectations that many
had about the treaties with the Southeast [Hungary and Yugoslavia]. It’s un-
fortunate that this is being realized so late, and that the responsible au-
thorities turned a deaf ear to the warnings that were raised at the time the
disastrous idea of these clearing agreements first emerged.

From the very beginning, the representatives of the economy antici-
pated that the clearing agreements would lead to an uncovered residue of
claims, and they raised the question of how liquidation of this residual in
the trade balance was to be handled. Those in authority have only an-
swered with evasions. Now these residual amounts are supposed to be paid
off through extra payments on the part of importers. In the Austrian-Italian
clearing agreement such a regulation has already been stipulated in the
contract between the two governments. Many businessmen who were
forced to conduct their import business through the clearing agreement
months ago sold the goods they had imported. When they obtained these
goods they made their calculations on the basis of the rate of exchange ac-
cording to the legal parity. They had not figured on an obligation for an ad-
ditional payment. The government’s intention in using the procedure
provided for through the clearing-agreement treaties was to keep the price
level down as expressed in schillings. The obligation to pay additional
amounts of money to the government that can no longer be passed on to
the consumers would bring many enterprises into extreme difficulties, in-
deed, even into collapse. The “advantage” from purchasing these imported
goods at an exchange rate originally considered to be low has turned out
to be to the benefit of the consumer, not the importers. It would be rea-
sonable, therefore, for the whole nation to assume the burden, if the Aus-
trian National Bank, which ought to be called upon first, should not be in
a position to assume it. The business world, which proceeded with confi-
dence in the clearing agreements, must not be disappointed in its trust.
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Trust in governmental measures is an essential component of any currency
policy.

The sums required to pay off this debit item on the government’s ac-
counts could be covered by appropriating for the state treasury the fund
created from the contributions of the cattle importers.

In summary, the Chamber of Commerce therefore proposes the fol-
lowing guidelines for measures to be taken in the area of foreign-exchange
policy:

I Private clearings

1. No obstacles should be put in the way of arranging clearing agree-
ments in the Giro- und Kassenverein.

2. The National Bank should not be allowed to include questions re-
lating to trade policy in the permitting of clearing contracts. Trade policy
is exclusively the affair of the appropriately qualified ministries. A distinc-
tion between “supplementary” exports and other exports is not to be made.

3. The National Bank should be entitled to deny authorization in the
making of private clearing agreements only if there exists a well-founded
suspicion that a fictitious business is hiding behind the law for purposes of
undertaking some legally prohibited transaction.

4. The National Bank should not be authorized to demand the pay-
ment of a so-called “raw-material quota.”

II Extension of the Sphere of Private Clearing

1. The delivery of foreign currency and exchange, from whatever
claim and by whomever, must take place through clearings at the Giro-
und Kassenverein. The National Bank must pay the rates of exchange ob-
tained in this clearing.

2. In the same way, the delivery of foreign currency and exchange by
the National Bank must occur exclusively through the clearings at the
Giro- und Kassenverein, in which the rates of exchange obtained in this
clearing are likewise to be paid to the National Bank.
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III Governmental Clearing Agreements

1. The official clearing agreements concluded with foreign countries
are to be liquidated.

2. This liquidation is to be carried out without the obligation of extra
payments on the part of individual enterprises. The debit balance is to be
borne by the Federation, for which means, perhaps, the Live Stock Uti-
lization Fund could be drawn upon.

3. Exports in exchange for schillings. No obstacles of any sort what-
soever are to be put in the way of exporting goods for payment in
schillings.

[Additional, concluding remarks by Mises, following comments by other
participants:]

I am happy that it is now recognized even by the government and the
National Bank that the arguments that I had the honor of bringing for-
ward here in the name of the Chamber are completely justified and that
the program at hand must be carried out in the interest of the entire Aus-
trian economy. It is to be greatly regretted, however, that this recognition
did not come earlier and that bad experiences had to be suffered through
before the controlling authorities recognized their mistake. The Cham-
bers are not to blame. From the very beginning they were against the ill-
advised foreign-exchange decrees, both in public as well as in the sessions
of the foreign-exchange commission that took place without the partici-
pation of the public. From the very first day, the Chambers predicted all
the evil consequences resulting from the foreign-exchange decrees, and
the events that have now occurred have unfortunately confirmed their
predictions.

If the Honorable Federal Minister for Finance has said that the carry-
ing out of the proposed measures is a question of time, then I must remark
that only the shortest amount of time is suitable for the carrying out of ap-
propriate measures. There is no reason to postpone them even for one day,
measures like the ones that have been proposed. The abolition of a harm-
ful measure such as the raw-materials quota must not be postponed even
for an hour. Unfortunately, when it is a question of introducing appropri-
ate measures, the history of Austrian currency policy in recent years has
provided new proof of the correctness of Grillparzer’s characterization of
Austrian politics: “To strive halfheartedly half the way toward a half deed
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8 [Franz Grillparzer (1791–1872) was an Austrian dramatist considered to have written
some of the greatest works ever performed on the Austrian stage.—Ed.]

with half means.”8 Only where something completely wrong is to be un-
dertaken are we accustomed to seizing it quickly and completely.

The federal minister for finance has referred to the fact that the worst
defects of the foreign-exchange control policy were given up relatively
quickly. It is certain that they were given up too late. The federal minister
is wrong, however, if he says that the government and the National Bank
were under no illusion about the fact that foreign-exchange control, with
its maintenance of a fictitious rate of exchange, promotes imports and hin-
ders exports. I happen to have before me the Neue Wiener Tagblatt [New
Vienna Daily] for October 11, 1931, with a detailed report about a speech
that Section Head Dr. Schiller delivered on the radio the day after the first
foreign-exchange decree came into effect. In this speech the section head
explained clearly that the exchange control had as its goal the restriction
of imports. That is only one of the many official and semiofficial declara-
tions that were delivered with the same message.

I must once again point out that one cannot simply equate Austrian
foreign-exchange control with that of Germany or the Western countries.
What is characteristic of Austrian exchange control is precisely the con-
tinued fiction that the gold parity has not been abandoned. For this policy
we can find no models in the West. If we want to find a model, we must
turn toward the East. I don’t think, however, that anyone will dare to ele-
vate the foreign-exchange policy of Hungary or Yugoslavia as an example
worthy of imitation. If the federal finance minister has said that Austria has
moderated its foreign-exchange control but Germany has not done so, he
has spoken of two things that cannot be compared with each other.

It has been mentioned here today that the balance-of-trade deficit has
become smaller. Above all, the volume of export trade has become smaller.
The diminution in the balance-of-trade deficit is, however, to be ascribed,
in the first place, to the circumstance that we no longer receive any foreign
credits. If foreign-exchange control had not artificially restricted exports
and promoted imports, the diminution of the foreign-trade deficit would
have been still larger.

About the official clearing agreements with the Western nations I do
not need to say anything more in my closing remarks. On that matter the
books are closed. The government and the National Bank now openly ac-
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knowledge them as a mistake, and we can only regret that this recognition
came only after irreparable harm had been done to the country.

Just one last thing still must be said emphatically. There has been talk
here about the fact that the schilling could slip downward. I must state ex-
plicitly that the schilling cannot slip and cannot sink if inflation is not prac-
ticed; and since the government, the National Assembly, and public
opinion decidedly abhor any inflation, no danger exists for the schilling.
Neither the immediate lifting of the foreign-exchange control decrees,
which we have combated most strongly, nor the complete removal of
foreign-exchange control can endanger the schilling in any way so long as
the absolute condemnation of an inflationary policy persists in Austria.
Only inflation and nothing but inflation can harm the currency. If neither
open nor concealed inflation is engaged in, then the schilling needs no po-
lice for its protection. If, however, inflation were practiced—and I repeat
it once more that, at the moment, thanks to the decided loathing of pub-
lic opinion for inflationist policy, there exists no danger in this regard—
then even the most severe police measures could not prevent a currency
catastrophe from occurring. Nothing other than wrong actions on the part
of the National Bank can endanger the currency. About the past, about
the events of 1931, we shall not speak today. But if the National Bank ad-
heres in the future to the law in its discount policy, then no danger can
threaten the schilling.

What we demand here is that, in recognition of the requirements of
the Austrian economy, a series of deleterious measures be removed as
quickly as possible. In the matter of foreign-exchange policy we demand
nothing other than what we demand in general in economic policy,
namely, that Austrian economic policy conform to the conditions that cir-
cumstances impose upon Austria.
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1 [This article originally appeared in German in the Wirtschaftliche Nachrichten (January
10, 1935).—Ed.]

2 [Mises is referring to the civil war that threatened Austria in 1934. In March 1933, Aus-
trian chancellor Engelbert Dollfuss suspended the parliament and ruled by emergency de-
cree. In February 1934, the Social Democratic party took up arms against the government,
and after four days of street fighting in Vienna were defeated by the government and de-
clared illegal. In July 1934 a group of Austrian Nazis, inspired by Hitler’s rise to power in
Germany the previous year, seized the Chancellery building, captured and killed Doll-
fuss, and proclaimed a government. They were swiftly forced to surrender to forces loyal
to the government. A Nazi uprising in the Austrian region of Styria also was put down.
When Mussolini declared his intention to preserve Austrian independence and ordered
Italian military forces to the Brenner Pass at the Italian-Austrian border in the Alps, Hitler
repudiated his Austrian followers. Kurt von Schuschnigg became Austrian chancellor fol-
lowing the death of Dollfuss, a position he held until March 1938 when Nazi Germany an-
nexed Austria.—Ed.]

3 [See Chapter 9, “Vienna’s Political Relationship with the Provinces in Light of Eco-
nomics,” footnote 14.—Ed.]

chapter 32

The Direction of Austrian
Financial Policy:
A Retrospective and Prospective View1

After last year’s stormy political battles and decisions, peace and quiet have
returned.2 Economic and financial policy is now once again in the
foreground.

The tasks facing a country’s financial policy are determined not only
by the current political situation. They are determined to a high degree by
the inheritance that has to be taken over from the past.

The Renner System,3 which came into power through the events of
November 1918, was just as destructive in its financial policy as it was in
its other policies. It managed things with a free hand and provided the
means that it needed for its unrestrained spending by reckless reliance on
the printing of bank notes, and by buying on credit from the Entente pow-
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4 [The printing of paper money was the primary means for the Austrian government to fi-
nance a majority of its expenditures during the first four years of the Austrian Republic.
Newly created paper money covered the following percentages of government expendi-
ture: January to June 1919—67 percent; July 1919 to June 1920—63 percent; July 1920 to
June 1921—58 percent; July 1921 to December 1921—51 percent; January to December
1922—40 percent. See Leo Pasvolsky, Economic Nationalism of the Danubian States (New
York: Macmillan Co., 1928), pp. 102–3:

Social burdens undertaken by the state constituted the principal cause of the
huge budgetary deficits. There were several such burdens that weighed heavily
upon the state budget. These were: unemployment and food relief, low prices of
commodities sold by the state, low fares charged by the state railroads and the
maintenance of a large number of government officials. Unemployment was es-
pecially heavy in Austria during the first half of 1919 [and remained high, though
decreasing, until the end of 1921]. Unemployment doles were thus a very heavy
burden on the budgets of the first two years. Food relief constituted an even heav-
ier burden. . . . Foreign relief credits brought food into the country, and these sup-
plies were distributed by the government almost gratuitously. Political conditions
prevented even a gradual increase in the price of foodstuffs thus distributed by the
state. . . .The magnitude of the burden thus carried by the state may be seen from
the fact that in December 1921, for example, over half of the total expenditures
of the government resulted from food subsidies. And it was not until the end of
1921 that the government began seriously to consider the need to abolish this sys-
tem of almost gratuitous feeding of the population. Food prices immediately
began to rise rapidly, and there were riots in Vienna. Nevertheless, the govern-
ment persisted in its policy of relieving the budget from the burden of food re-
lief, and the system was finally abolished early in 1922.

—Ed.]

ers the food supplies that the state then sold to the population. The pro-
ceeds received from these sales, however, were not used to pay for these
supplies. Instead, they were used to cover current state expenditures.4 A
huge property tax was prepared that was meant to be a decisive and heavy
blow against the social order that rests upon the private ownership of the
means of production. According to the plans of the leading socialist eco-
nomic policymakers, it was supposed to lead to complete socialization and
to Bolshevism.

If this system, which was rushing toward disaster in giant steps, was to
be brought to an end, its destructive fury had to be opposed by a con-
structive policy that began by calling for a halt to the reckless prodigality
in the administration of government expenditures. As a precondition for a
return to a balanced budget the subsidies for foodstuffs had to be rescinded
as a way to shut down the monetary printing presses. That was the policy
that was supported above all by the Vienna Chamber of Commerce, and

03/Mises Vol. 2/Part III.p  7/20/02  12:59 PM  Page 287



288 � Selected Writings of Ludwig von Mises

5 [Ignaz Seipel (1876–1932) was a Roman Catholic prelate and head of the Christian So-
cial party in Austria. He twice served as chancellor of Austria (1922–24 and 1926–29). In
general he followed a policy of social welfarism and interventionism, but he opposed the
more directly socialist policies advocated by the Austrian Social Democratic party during
this time. See Klemens von Klemperer, Ignaz Seipel: Christian Statesman in a Time of
Crisis (Princeton, N.J.: Princeton University Press, 1972).—Ed.]

6 [On the economic reconstruction of Austria in the early 1920s, see W. T. Layton and
Charles Rist, The Economic Situation of Austria (Geneva: League of Nations, 1925); The
Financial Reconstruction of Austria: General Survey and Principal Documents (Geneva:
League of Nations, 1926); and The League of Nations Reconstruction Schemes in the Inter-
war Period (Geneva: League of Nations, 1945), pp. 35–74.—Ed.]

7 [“Red” Vienna refers to the period between 1919 and 1934 during which the Austrian
Social Democratic party held a large majority in the Vienna city government, enabling
them to undertake an extended experiment in what was heralded as “municipal socialism,”
which was meant to serve as a model for the socialist society of the future. See Helmut
Gruber, Red Vienna: Experiment in Working-Class Culture, 1919–1934 (New York: Ox-
ford University Press, 1991).—Ed.]

it is the everlasting merit of Federal Chancellor Dr. Seipel to have carried
it out with strength and determination.5

It can hardly be comprehended today the bitter opposition that had to
be overcome before these rather self-evident measures could be put into
effect. United under the leadership of the Vienna Chamber of Commerce,
Trade, and Industry, the leading organizations of the Austrian economy at-
tempted in vain in late autumn of 1921 to make clear to the Social De-
mocratic members of Parliament and the trade-union leaders the urgency
of the reforms that these organizations had resolved upon in their “Basic
Principles of Economic and Finance Policy” of November 7, 1921. The
socialist leaders preferred to fight against the elimination of the food sub-
sidy with wild demagoguery, and they even found support for this outside
their party.

Dr. Seipel’s reconstructive work was impeded at every step by the pol-
icy of the Social Democratic party.6 The Social Democrats did not, it is
true, have a majority in the National Council; but they controlled the pop-
ulous and economically powerful province of Vienna and were able to ex-
ploit this position of power with all the tricks that a false conception of
federalism put at their disposal. No less important was the fact that the So-
cial Democrats also controlled the streets. Seipel could perform his work
in the Federation, but the financial policy of “Red” Vienna7– the Breitner
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8 [Hugo Breitner (1873–1946) served as the city councilor of Vienna through most of the
1920s. He introduced vast municipal-housing, health-care, and educational programs for
lower-income residents living in the city. The burden for paying for these programs was
through heavily progressive taxes imposed on what was labeled bourgeois conspicuous con-
sumption of forms of entertainment, as well as an equally progressive tax on rents earned
by landlords and other property owners. See Charles A. Gulick, Austria: From Habsburg to
Hitler, Vol. I (Berkeley: University of California Press, 1948), pp. 369–70, 374 & 379:
“There can be no doubt that Breitner and his associates had largely succeeded in shifting
the burden of the exclusively city [Vienna] taxes upon the relatively well-to-do and the
rich. At least 60 percent, and probably more, of this revenue came from luxury, broadly de-
fined, property and business.” In 1926 and 1927, Leopold Kunschak, the leader of the
Christian Socialist opposition in the Vienna city council,

vigorously attacked the majority’s tax policy as “overtaxation”; and described the
results as “taxing away of business capital, limitation on production and em-
ployment.” Proof of over taxation he found in the following way. . . . Kunschak
. . . was able to show that strictly municipal taxes [in Vienna] had risen 94.4 per-
cent by comparing proceeds in 1923 with the budget for 1927. . . . The Arbeiter
Zeitung [the Workers’ Times] replied the next day with figures showing that fed-
eral taxes had increased between 1923 and 1927 by 97 percent. . . . During the fol-
lowing week anti-Breitner speakers charged that the Arbeiter Zeitung had
“intentionally forgotten” to mention the fact that Vienna received a big slice of
the federal taxes, that it had omitted the municipal beer tax in computing city rev-
enues, and that an accurate comparison would show that federal taxes had risen
only 68.7 percent, whereas municipal levies had gone up 106 percent.

In January 1927, one of the leading Vienna newspapers warned of “‘The Success of the Tax
Vampires.’ It referred to the ‘Breitnerism under which Vienna sighs so much’ and to the
‘great suffering of entrepreneurs under the city taxes.’”—Ed.]

System8—could have its fling at the same time. That this dualism could
not be constitutionally eliminated was the basic problem for the state. Years
before it came to the final reckoning, the inevitability of this violent solu-
tion weighed on the entire Austrian economy like a nightmare.

Only now, when the destructionist policy of the Social Democratic
party no longer stands in the way, can thought be given to following a fi-
nancial policy of construction and liberation. What Seipel began must
now be continued. A design for this has been provided through the col-
laboration of the economic circles. In 1930 an Economic Commission
met in the Federal Chancellery that was composed of the representatives
of the professions represented in the Chambers for Commerce, Trade, and
Industry, in the Chambers of Agriculture, and in the Chambers of Work-
ers and Employees. In December 1930 the tripartite editorial committee
of this Economic Commission, to which the later Federal Chancellor Dr.
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9 [Engelbert Dollfuss (1892–1934) was a prominent member of the Austrian Christian
Social party, who became chancellor of Austria in May 1932. During a failed attempt by
Austrian Nazis to seize power in July 1934, Dollfuss was taken prisoner and murdered.
—Ed.]

10 [On the growing tax burden on the Austrian economy during the 1920s, see Friedrich
Hertz, The Economic Problem of the Danubian States: A Study in Economic Nationalism
(London: Victor Gollancz, 1947), pp. 145–46:

When [in 1930] the great economic crisis began to gravely affect Austria’s eco-
nomic life the Government appointed a commission of prominent economists [of
whom Mises was one of the leading figures] and other experts charged to inquire
into the causes of the difficulties. The Commission published its Report in 1931.
It contains a wealth of statistical and other information supplied by the various
branches of administration and by industrial and financial experts and covers
mainly the period 1925–1929, which was a time of expanding production. In
their final conclusions the experts point out that the unfavorable economic de-
velopment was principally due to the fact that from 1925 to 1929 the cost of pro-
duction increased much more than prices did. Taxation rose by 32 percent
(Federal by 27 percent, provincial and communal by 40 percent), social insur-
ance by 50 percent, industrial wages by 24 percent, agricultural wages by 13 per-
cent, cost of transport by 15 percent. The only decrease was that in the rate of
interest, which, however, was still very high. The bank rate declined from 1925
to 1929 from 13 percent to 7.5 percent, and the interest paid by industrial debtors
from 16.5 to 13 percent. . . . The decline in the rates of interest, however, was far
outweighed by the increase in all other burdens of production. . . . The excessive
rise in the cost of production, the experts concluded, had the consequence that
the earnings of the industries were inadequate and that new investments were dis-
couraged. Consequently there was a constant rise in unemployment. . . . In the
years of depression after the publication of the Report unemployment attained
still higher levels.

—Ed.]

Dollfuss9 belonged while he was still director of the North Austrian Cham-
ber of Agriculture, published its report, the financial policy content of
which is still valid.

The government and the state can no longer live off the nation’s sub-
stance.10 The policy of taxing away capital and consuming the capital ac-
cumulated during past years made Austria dependent on foreign countries;
she relied on loans from abroad because domestically neither taxation nor
borrowing could raise the funds needed by the government. The first aim
of our finance policy must be to economically establish our political in-
dependence, and in terms of a financial policy enabling the Austrian
economy, through careful management, the possibility of strengthening
itself again to such a degree that it can provide what the state needs.

This goal can be reached only if in the raising of funds great care is
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11 [See Chapter 26, “Adjusting Public Expenditures to the Economy’s Financial Capac-
ity,” footnote 6.—Ed.]

taken that productive capital is not taxed away or eaten up and that only
the profits and surpluses are drawn upon for taxation. At the same time,
spending by the Federation, the provinces, and the local communities
must be managed to assure that unproductive expenditures are restricted
in favor of productive ones.

That will certainly not be possible without a radical restructuring of
the entire system of public administration. Our administrative apparatus is
essentially still based on the reforms carried out eighty years ago by Alexan-
der Bach.11 The radical political, intellectual, and material changes that
have taken place since then demand that a new course be followed. When
Bach organized the administration, the provinces comprising present-day
Austria were parts of a large empire, and these provinces were much more
strongly connected to Bohemia and Hungary than with Styria and Tyrol.
At that time the Alpine provinces were still hardly penetrated by railways;
a single track led over the Alps toward the south and Vorarlberg had no
railway connection with Tyrol. Today the Austrian Alpine provinces are
traversed by the most modern electrically powered railroads and equipped
with the most modern roads, and lie in the center of the flow of European
traffic. That presents problems to which any administrative reform must
give careful consideration.

The distribution of tax burdens determines the competitive advantage
of individual groups and classes. Hence a sound tax system can emerge
only from the cooperation of the representatives of all classes. The rela-
tionships between commerce, industry, and trade in every individual
branch of production will be determined far more by tax-law decrees than
by decisions concerning the regulation of trade. It is precisely on questions
relating to taxation that there must be close cooperation between the rep-
resentatives for the credit, financial, and insurance sectors of the economy
with those represented by the Chamber of Commerce, Crafts, and Indus-
try. The setting of business taxes in general or the sales tax is far more sig-
nificant in determining the market relationships between these groups
than many of the tax measures considered far more important by the pub-
lic. Financial and tax policy not only determines the immediate funds
available for the public budget; it also reaches deep into the structure of
the economy and affects every single company. That emphasizes the role
of the tax system in influencing the modern processes of production and
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12 [This portion of the Austrian Chambers of Commerce policy position was clearly writ-
ten by Mises, since it is practically verbatim from the text of his 1927 article “The Balance
Sheet of Economic Policies Hostile to Property,” Chapter 25 of the present volume.—Ed.]

its importance in matters of economic policy when changes in the con-
stitutional order are considered.

Our financial situation today certainly still has room for improvement.
Yet there are few countries in the world in which there is a better financial
situation. Even with the attention that our financial situation still needs
today, it is far better than it was in the fifties and sixties of the past [nine-
teenth] century. Yet even at that time a period of calm economic growth
and an increased strengthening of the public finances followed a situation
of deep financial distress. We too will once again find the way to a well-
ordered economy and prosperity. Financial policy cannot be separated
from the rest of economic policy, and neither of them can be separated
from overall policy. In a society in which policy is based on the delusion
that an unbridgeable opposition exists between the interests of different
classes and that the essence of politics is class warfare, the moral founda-
tion for a successful economic policy does not exist.

What our economic policy urgently needs was clearly expressed at the
seventh session of the Chambers for Commerce, Trade, and Industry held
on January 28 and 29, 1927; and the eighth session, held on February 11,
1930, fully repeated the remarks from the previous session. Even today not
a word needs to be added to this program, and not a word needs to be
taken away:12

The structure of our balance of trade makes a reduction in the costs of
production appear to be the most important problem for our national
economy. Aside from any immediate changes in our international-trade
policy, there is no other way effectively to reduce the importation of man-
ufactured products on the domestic market and to increase the sale of
Austrian products abroad other than by lowering the costs of production.

But not all the costs of the factors of production in the Austrian econ-
omy can be influenced by measures involving changes in domestic eco-
nomic policy. We have to pay the world-market prices for the raw
materials and primary products that we need to import from other coun-
tries. As a capital-poor country we must draw upon foreign capital; the
state of the foreign money and capital markets, upon which the interest
rates we have to pay is dependent, is not subject to the influence of Aus-
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tria. Reductions in the costs of production only can be effected through
a lowering of domestic wages or taxes. If we cannot succeed in reducing
taxes and the social burdens that the private-production sector has to
bear, then wages will inevitably have to go down or unemployment will
have to go up.

The reduction of the tax burden on our enterprises is therefore in
the interest of all sectors of the population, not only in the interest of
businessmen but also and especially in the interest of the labor force.

The reduction of taxes can only occur if the greatest frugality takes
place in the public budget. In the national administration a cutting of ex-
penditures must be carried out, and public enterprises must be actively
reshaped by appropriate measures. Providing this is done, it will be pos-
sible to reduce a number of existing taxes or eliminate them completely,
and thereby assist in the improvement of our economy in a very efficient
way.
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1 [This article was originally published in Hungarian in Cobden, Vol. II, No. 1 (January
1935), a publication in Budapest devoted to the principles of free trade.—Ed.]

chapter 33

The Cult of the Irrational1

I

Whenever the proponents of statism, socialism, interventionism, and im-
perialism are pushed very hard in a debate, they always have one last ar-
gument to fall back on. They point to the irrational nature of man’s
ultimate ends. They will admit that liberalism and free trade cannot be
proven wrong through straightforward rational argument. If human affairs
around the world were determined by reason alone, then free trade would
have to prevail everywhere. But there is an irrational element in man, and
his nature cannot be understood by the use of reason alone. Man’s high-
est and most profound qualities are immeasurable, incomprehensible, and,
indeed, indescribable, and therefore not open to rational reflection. The
advocates of the rationalist-utilitarian school of philosophy, it is said, only
look at life from the perspective of material profits and losses. The advo-
cates of statism, socialism, and interventionism, on the other hand, claim
to have more profound, exalted, and noble ideas in mind.

The advocates of rationalism and utilitarianism have never denied that
man has aspirations above and more ennobling than merely wanting to
live in a society in which the human needs for health, food, shelter, and
security have been provided for in the most optimal manner for his phys-
ical well-being. But they do not bring these higher and more sublime call-
ings in man into the discussions about man’s worldly affairs. They are so
far above daily life and the ordinary concerns of man that there is only one
way in which to bring the two together. These higher aspirations are most
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2 [On Mises’s conception of rationality and the role of reason in understanding man, the
social and economic order, the functioning of the market, and the impossibilities of both
socialism and interventionism, see Richard M. Ebeling, “A Rational Economist in an Ir-
rational Age: Ludwig von Mises,” in Richard M. Ebeling, ed., The Age of Economists: Adam
Smith to Milton Friedman (Hillsdale, Mich.: Hillsdale College Press, 1999), pp. 69–120;
and Richard M. Ebeling, “Planning for Freedom: Ludwig von Mises as Political Economist
and Policy Analyst,” in Richard M. Ebeling, ed., Competition or Compulsion: The Market
Economy versus the New Social Engineering (Hillsdale, Mich.: Hillsdale College Press,
2001), pp. 1–85.—Ed.]

likely to thrive and prosper the more that man’s material needs have been
fully satisfied. Man’s energies are then released from his struggle for mere
physical survival. Indeed, politics and especially economic policy can re-
ally do very little for these higher callings in man, other than in a negative
sense. They should not hamper man’s arrangements for the satisfaction of
his physical well-being, which are the essential prerequisites for the unre-
stricted development of his spiritual life. Only the most extreme material-
ist claims that satisfying man’s material welfare can positively, directly, and
decisively influence these higher aspects of his existence.

The advocates of rationalism and utilitarianism also have never dis-
puted that man’s final or ultimate ends are outside the realm of reason.
They do not inquire into the nature and qualities of these ultimate ends.
Their concern has been with rationally investigating the secular institu-
tions and societal order that would serve as the best means to attain those
higher ends. They believe that the noblest potentials in the free human
spirit are unlikely to grow in conditions of poor health, unsanitary sur-
roundings, hunger, violence, murder, and other types of human misery. To
the contrary, they argue that creating and advancing the conditions for
man’s material well-being provides the best soil in which there can bloom
the higher potentials in man’s mental and spiritual makeup.

Since it has been shown conclusively by economists that an interna-
tional division of labor and free trade are more effective means than pro-
tectionism and autarky for attaining a higher standard of material well-
being, it is absurd to offer in refutation to this insight any references to
man’s irrational desire for the sublime, the exalted, and the profound.2 Or
is the claim really going to be made that in being forced to pay a multiple
of the world price for bread, the citizens in Europe’s industrial countries
are more than compensated for this loss through the noble and exalted
feeling they receive in exchange?

The advocates of rationalist and utilitarian philosophy also believe that
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3 [See Ludwig von Mises, Liberalism: The Classical Tradition (Irvington-on-Hudson, N.Y.:
Foundation for Economic Education, [1927] 1996), pp. 5–7.—Ed.]

proper hygiene is necessary for human health, and that this, too, advances
the higher ends of man. In this, rationalists and utilitarians are in agree-
ment with the cultists of the irrational, at least those European members
of this cult. If the building of bathing facilities were to become an issue, it
would be expected that the discussion would proceed on completely ra-
tional lines. Given the goal in mind, competing plans would be compared
in terms of the available factors of production. It would be considered ab-
surd to challenge the engineer’s blueprints on the basis of transcendental
or irrational objections.3

If, as certain oriental ascetic sects do, some did not view hygiene as a
desirable end, and instead uncleanliness was intrinsically considered a
good, then opposition to the building of bathing facilities would be under-
standable in spite of our best moral, aesthetic, and sanitary arguments to
the contrary. If, on the other hand, someone does agree with the principle
of the benefits from hygiene and the desirability of improving sanitary con-
ditions, then he should not introduce “the irrational” as an element in the
discussion over the details for the execution of the blueprint. “The irra-
tional” can only make an appearance in a decision about the choosing of
ultimate ends, not in a debate over the selection of the most appropriate
means. Do I want to commit suicide? Do I want to live my life in total dis-
regard of worldly matters, in the manner of a Hindu saint? These and sim-
ilar questions are outside the realm of rational discussion. If, instead, a
person has thought about and decided to follow an active life in pursuit of
those higher and uplifting ends, it is then inappropriate for him to appeal
to “the irrational” when trying to fairly evaluate how best to secure the
worldly things needed as the means to those ends.

Society is the great means through which men may peacefully and
voluntarily cooperate for the most successful attainment of their material
needs. Society, therefore, provides the opportunity for the furtherance of
those higher and nobler ends. But to the question of how best to design the
structures of the society, what institutions would best advance the achieve-
ment of those secular goals, only logical reasoning can provide an answer.
The problem must be discussed soberly, calmly, and objectively. Anyone
who wants to participate in this discussion must do so without an appeal
to “the irrational.” He must forthrightly state what it is he really wants. If
he actually wants to achieve a lower level of productivity with the use of

04/Mises Vol. 2/Part IV.p  7/20/02  1:00 PM  Page 299



300 � Selected Writings of Ludwig von Mises

the world’s labor and capital, then he should directly say so. If he wants to
see fewer goods available at higher prices, he must say so. But he must not
hide his purposes behind the artificial façade of “the irrational.”

Economics can show to what consequences tariff barriers, quota sys-
tems, prohibitions, and autarky must necessarily lead. Anyone wanting to
refute these results is welcome to use the tools of logical reasoning to do
so. If he can, he is free to try and find the flaw in the economist’s chain of
reasoning. But if he cannot do so, whether because of incompetence or
simply the impossibility of the task, he should keep quiet instead of blath-
ering on about the superiority of “the irrational” in comparison to the sup-
posed inferior results of the “merely” rational arguments of the economist.

II

Proponents of “the irrational” speak a great deal about the “mood of the
people” and their nationalist pride in providing support to domestic in-
dustry. It is said that the masses, the nation, are not guided by rationality.
They are quite willing to endure sacrifices for the attainment of their irra-
tional goals. The people demonstrate a healthy reaction against the argu-
ments of the free trader by rejecting dependency on foreign suppliers of
goods and showing their willingness to pay higher prices for the domestic
product in place of the less costly import.

If it were really true that consumers were willing to voluntarily pay
higher prices for domestic products, then tariff barriers, import quotas,
and prohibitions against imports would be totally unnecessary. All that the
domestic producer would have to do would be to mark his goods as hav-
ing been manufactured at home, and the market would then provide him
protection from foreign imports. This would be a far more effective device
than the intricate methods applied by protectionist policy. It is the very ex-
istence of tariff barriers that destroys the pathetic fantasy concerning the
“noble mood” and “higher callings” of the people. The governments that
construct these tariff barriers to protect domestic producers from foreign
competition clearly understand this.

It is, therefore, completely untrue that the masses possess an intuitive
propensity for purchasing domestic goods without consideration of the
cost. In debating with the free trader, the proponent of protectionism
should admit that the transcendental purposes to which he refers are his
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own, and not that of the consuming public. He should state that what he
wants to do is to impose his own views, ideas, and plans on his neighbors
by use, if necessary, of government coercion.

III

If the protectionist bases his argument on the desirability of subsidizing a
certain fraction of the population at the expense of others in the society be-
cause he thinks that those to be subsidized are more deserving or more
important, then he should make this case openly and directly. It is ab-
solutely necessary to discuss these matters in the open before the public.
It is hypocritical for the advocate of protectionism to make the case for
protective tariffs on the claim that they represent the transcendental ends
of the masses when in fact they really just represent distributing subsidies
to one group of citizens at the expense of others.

There need be no stigma attached to a group that receives public fund-
ing through taxes rather than on the basis of voluntary contributions. Po-
licemen, firemen, and doctors in the civil service are examples of people
who are paid for their services in this way. No one objects to this because
the police and fire departments, public hospitals, etc., are, in everyone’s
opinion, institutions needing to be maintained at public expense. If in a
democratically governed country public opinion concludes, after an open
debate of the issues, that agricultural production should be protected
through the use of a tariff, even though it is at the expense of consumers,
then no one would be able to quarrel with the barriers to trade. If some in
the society still continue to disagree with protectionism and subsidies, then
it would be their task to try to change the climate of public opinion in an
attempt to win over a majority to their point of view. All the questions con-
cerning the case for and against protectionism would be discussed soberly,
calmly, and objectively, like any other discussion of the reasonableness of
various means in the pursuit of a set of given ends.

There is nothing mystical or mysterious in this. There is nothing 
not open to reason. There is nothing requiring communion with “the
irrational.”
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1 [This article was originally published in German in Der Europäer (March 1937). Mises
developed some of the themes discussed in this article in his essay, “The Disintegration of
the International Division of Labor” [1938] in Richard M. Ebeling, ed., Money, Method
and the Market Process: Essays by Ludwig von Mises (Norwell, Mass.: Kluwer Academic
Press, 1990), pp. 113–36.—Ed.]

2 [The word “autarky” comes from the Greek word, autarkeia, which means “self-
sufficiency.” For the Greeks, a polis autarkes meant a city-state that required no imports. See
Allen G. B. Fisher, Economic Self-Sufficiency (Oxford: The Clarendon Press, 1939).—Ed.]

chapter 34

Autarky: The Road to Misery
International Division of Labor Is 
the Foundation of European Culture1

Although public opinion in the whole world seems to be united in its con-
demnation of an isolationist policy, the struggle against the international
division of labor is being carried on with increasing energy, and all nations
are marching farther along the road to autarky.2

It is generally assumed that the movement towards autarky is caused
by policies related to contingencies for war. Yet even from the military
point of view, the value of autarky is questionable. It is true that, in our
age of international division of labor, the waging of war comes into conflict
with the economic foundations for national existence. But autarky cannot
remove this difficulty. A country that tries to become autarkic, i.e., eco-
nomically self-sufficient, so that in a war it can hold out until final victory
will have to lower its standard of living in the process. It will also go into a
war more poorly armed than its opponents because it will have had to use
substitute materials instead of the best resources in preparation for possi-
ble conflict. If these substitute materials were not less efficient, then they
would not be mere surrogates, and the enemy would willingly use them as
well. If a war continues for a long enough time that existing armaments
must be supplemented through further production, then the enemy’s su-
perior productive abilities will become even more acutely obvious.
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These substitute materials are expensive, i.e., they can be produced
only with a higher expenditure of capital and labor; their production ties
up more of the work force than the production of the better materials used
by the enemy, and therefore it takes more men away from the front. The
materials for the production of these substitutes will be scarce and will
most likely have to be imported or may even be unavailable in wartime.
Perhaps synthetic wool can really be made from milk, but one cannot drink
milk and use it for cloth production at the same time. How, then, shall a
country that is already short of cattle and fodder for alimentary require-
ments find the needed amounts of milk in wartime for cloth production as
well?

One train of thought attempts to justify autarkic policies through ref-
erence to the problems of foreign-exchange policy. It is alleged that a short-
age of foreign exchange leaves no other way out. But a shortage of foreign
exchange can only exist where, under threat of punishment, the govern-
ment tries to maintain the price of foreign currency below the price that
would form on the market if the functioning of the market were not im-
peded. In a free foreign-exchange market there is no shortage of foreign ex-
change; at the most there can be foreign-exchange prices that the
government does not like. The regulation of foreign-exchange transactions
at exchange rates lower than those that would be set by the market is the
cause of a shortage of foreign exchange. The more strictly the regulations
are enforced the more the shortage of foreign exchange increases.

If foreign-exchange regulation is applied absolutely, then foreign trade
completely stops. One cannot export if the obligation to deliver foreign ex-
change at the official rate represents a significantly high export duty, and
one cannot import if the government does not allow foreign exchange. The
government then must either offer premiums to promote exports, the bur-
den of which is compensated for by a duty on the delivery of foreign ex-
change, or it must reach arrangements with foreign countries for balancing
its trade, the conditions of which produce the same result in a different way.

It is believed that the need for an appropriate social policy justifies the
exclusion of products for whose production lower wages were paid than are
in effect at home. This idea also is erroneous.

Since the [First] World War, almost all nations have attempted to pro-
tect their respective labor markets through the prohibition of immigration.
As a result, the aggregate efficiency of world production is lowered, and
consequently the average standard of living in the world is also reduced.
But as a consequence of these immigration restrictions, the workers in
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3 [See Ludwig von Mises, “The Freedom to Move as an International Problem,” [Christ-
mas 1935] in Richard M. Ebeling and Jacob G. Hornberger, eds., The Case for Free Trade
and Open Immigration (Fairfax, Va.: Future of Freedom Foundation, 1995), pp. 127–30.
—Ed]

those nations that are only thinly populated in proportion to their natural
wealth will be assured an advantage at the expense of the workers in the
relatively overpopulated countries. They will be able to receive wages that
are higher than those they could earn if migration were unrestricted. If
people were content with this wage advantage, and if government inter-
vened in the labor market only through a prohibition on immigration,
then there would be no reason for any further intervention to protect the
domestic labor market through restrictions on the importation of goods.

The banning of migration is extremely threatening for the organization
of international relations.3 But such a policy could be practiced and it
could exercise its effects in raising wages in those countries where the right
conditions exist for this to happen, while at the same time still preserving
a full freedom of trade in goods.

But if economic policy pushes wages above the level that would have
prevailed on the labor market only on the basis of excluding foreign work-
ers, because this is not considered good enough, then new difficulties will
arise in the exporting as well as the importing sectors of the market. Fur-
thermore, pushing wages higher results in the emergence of unemploy-
ment as a lasting and massive phenomenon.

It is believed that the competition from those poor countries with
lower standards of living and lower wages can be made more difficult
through the use of capital-export barriers. But in the long run that, too,
proves to be ineffective. After all, the workers of those overpopulated lands
of the East want to live and therefore must work. If they are not allowed to
migrate into the countries that are richer in capital and better favored by
nature for production, and if it is made difficult for capital to seek them out
in their own countries, then they will have to be satisfied with wages that
are so low that they make up for the disadvantages that arise due to the
shortage of capital and unfavorable natural conditions.

Against the price competition from the goods produced in these lower-
wage countries, nothing positive can result if recourse is made to the more
radical method of prohibiting or rationing imports. For then prices rise
and real wages decline in the restricting country. Of course, it is then said
that a remedy for the rise in prices has to be found. The answer offered is
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4 [Mises is referring to John Maynard Keynes (1883–1946), who was the most famous
British economist of the twentieth century. He advocated active government intervention
in the market to overcome unemployment through deficit spending and monetary expan-
sion. His most influential book was The General Theory of Employment, Interest and Money
(1936). The phrase, “In the long run we are all dead,” was used by Keynes in “A Tract on
Monetary Reform,” [1923] in D. E. Moggridge, ed., The Collected Writings of John May-
nard Keynes (London: Macmillan Ltd., 1971), p. 65, in reference to the quantity theory of
money and the proposition that, in “the long run,” changes in the money supply only in-
fluence the general level of prices. In Omnipotent Government: The Rise of the Total State
and Total War (Spring Mills, Pa., Libertarian Press, [1944] 1985), p. 252, Mises pointed out
that, “Lord Keynes did not coin this phrase in order to recommend short-run policies, but
in order to criticize some inadequate methods and statements in monetary theory. . . . How-
ever, the phrase best characterizes the economic policies recommended by Lord Keynes
and his school.”—Ed.]

simply to prohibit price increases and then possibly cover a part of the ris-
ing costs of production through government subsidies. Doing this means
to engage in a policy of capital consumption.

In the long run a decline in the standard of living cannot be avoided
if an exclusionary policy is maintained. If, under the protection of closed
borders, goods are produced domestically that can be produced more
cheaply abroad, this means that methods of production have been chosen
under which a given expenditure of capital and labor generates a smaller
output. If less is produced, less also has to be consumed; the fact is, then,
that capital is consumed.

Capital consumption is especially harmful for the industrialized na-
tions of Europe and above all for the work force of these nations. The nat-
ural conditions of production are more favorable in America and Australia
than in Europe. The industrial nations of Europe, whose labor market
today can no longer be relieved through emigration, live on their histori-
cally acquired industrial superiority. They pay for imported raw materials
and foodstuffs by the exportation of industrial products, which, in large
part, are produced from imported raw materials. If they consume a part of
their capital, that is, their industrial equipment, then they will be able to
remain competitive against the industries of America and Australia, which
work under more favorable natural conditions, only by further severe re-
ductions in wages.

Long-range economic policy must recognize that a policy of capital
consumption gnaws at the roots of the existence of European industries
and their workers. To be sure, long-range policy is not popular today. An
English economist has made the claim, “In the long run we are all dead.”4
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5 [This is a French expression that means, “After us, the flood.”—Ed.]

That is nothing other than a modern paraphrase of the frivolous saying
that was spoken at the end of the ancien régime in France: “Après nous le
déluge.”5 Good policy looks ahead and is concerned with the welfare of fu-
ture generations. There is no method that can eliminate the harmful in-
fluence on the standard of living resulting from an exclusionary trade
policy. The more that the supply of capital is attacked in the short run in
order to avoid these consequences, the more severely the standard of liv-
ing will finally have to decline in the longer run.

Let us take care that we do not thoughtlessly squander Europe’s ad-
vantage in the world: The international division of labor is the foundation
of the European economy, yea, of all of European culture. Every step away
from the international division of labor is a step toward destitution.
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1 [This article was originally published in German in The New Commonwealth Quarterly
(June 1937).—Ed.]

2 [The League of Nations was formed in 1919 after the First World War as an interna-
tional organization to promote peace and security. It was dissolved in 1946 and replaced
by the United Nations. President Woodrow Wilson originally sponsored it, but the U. S.
Senate rejected American membership.—Ed.]

chapter 35

The League of Nations and
the Raw-Materials Problem1

On October 9, 1936, the League of Nations resolved to establish a com-
mittee to study the question of raw materials.2 This committee held its first
session in Geneva from March 8 to 12, 1937. Members from the follow-
ing nations participated in it: England, Russia, Switzerland, the Nether-
lands, Belgium, Poland, Czechoslovakia, Sweden, Portugal, the United
States, Mexico, Brazil, Canada, South Africa, and Japan. Germany and
Italy stayed away, precisely those two states that complain most vigorously
and urgently about the inequality of the distribution of raw materials. Of
course, France was likewise not represented, if we leave out of considera-
tion the fact that the general secretary as well as the vice director who rep-
resent the International Labor Organization are Frenchmen; the French
committee member had, however, apologized for his absence.

The committee first decided on the two questions that the resolution
of the League of Nations meeting, to which the committee owed its es-
tablishment, had chosen to leave open. For the time being, it decided not
to restrict its preparatory statistical work to raw materials in the strict sense
of the word but to include, in addition, the most important foodstuffs and
fodder. Reserved for a later date is a decision about which materials are to
be made the subject of the real negotiations. A further decision was made
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3 [At the end of the First World War, the overseas colonies of imperial Germany in Africa
and portions of the former Turkish Empire in the Middle East were transferred to British
and French administration as “mandates” under League of Nations supervision. Their final
status was to be determined in the future.—Ed.]

4 [The International Institute of Intellectual Cooperation was founded in 1928, with its
headquarters in Paris. Its stated purpose was to offer solutions for peaceful change in re-
sponse to international political and economic conflicts. It suspended operations shortly
after the start of the Second World War in 1939.—Ed.]

to deal with raw materials without regard to whether they are produced
chiefly in colonial and mandate regions or in the sovereign states.3

The Secretariat of the League of Nations was assigned the task of sub-
mitting statistical material in preparation for further negotiations. Fur-
thermore, two subcommittees were set up with the responsibility for
examining the alleged hardships and the unfavorable conditions about
which there are complaints. The first is to occupy itself with questions of
market supply. The following issues were assigned to it: export prohibi-
tions and export restrictions, export taxes (including differential levies),
trade licensing systems, monopolies, and agreements and cartels for the
regulation of production and sale. The second subcommittee is to deal
with questions of sales and payments. It is supposed to investigate: the
difficulties that arise for importing countries in the matter of payment
because of their lack of foreign exchange; customs problems (high or pro-
hibitive duties, preferential tariffs, customs unions, and problems of the
“open door”); import limitations (quotas, foreign-exchange controls, clear-
ing contracts); and subsidy systems (production and export premiums, sub-
sidization of the production of substitute materials).

The two subcommittees are supposed to clarify these questions
through the objective determination of the real situation and to work out
proposals for rectification of whatever unfavorable conditions may be as-
certained. They are to meet during the month of June before the full ses-
sion of the committee. It was determined that it would be advantageous to
have recourse to experts from those countries which have to struggle with
payment and transfer difficulties in the purchase of raw materials.

This is the sum total of all that the League of Nations has accomplished
in this area up to now. A program has been set up for further discussion of the
problem of raw materials. It has still not gotten beyond the preliminary steps.

For the sake of completeness it must be mentioned that a second au-
thority of the League of Nations is presently dealing with the problem of
raw materials. The International Institute for Intellectual Cooperation,4
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5 [See Peaceful Change: Procedure, Population Pressure, the Colonial Question, Raw
Materials and Markets. Proceedings of the Tenth International Studies Conference, Paris,
June 28th–July 3rd, 1937 (Paris: International Institute of Intellectual Cooperation, 1937).
—Ed.]

6 Cf., in this regard, Lord Davies’ book Nearing the Abyss: The Lesson of Ethiopia (Lon-
don: Constable & Co., 1936), which comes to terms with this problem. [Fascist Italy
invaded Ethiopia (Abyssinia) on October 3, 1935. The League of Nations condemned the
invasion and economic sanctions were imposed on Italy. The sanctions, however, were
ineffective because of a failure to fully adhere to them by many League members. The
Italian military forces entered the Ethiopian capital of Addis Ababa on May 5, 1936, and
shortly afterwards the Italians declared victory.—Ed.]

which is associated with the League of Nations, has chosen the problem
of “Peaceful Change” for the session of the International Studies Confer-
ence meeting in Paris in June of this year.5 In this framework, not only the
problems of population, colonies, and migrations will be discussed but the
problem of raw materials, as well. The national groups existing in the in-
dividual countries of the International Studies Conference have worked
out detailed memoranda concerning all of these questions. Professor Eti-
enne Dennery, General Secretary of the Centre d’Études de Politique
Etrangère [Center for the Study of Foreign Policy] in Paris, has been des-
ignated as presenter of the report on raw materials. The office of chief
report-presenter lies in the worthy hands of Professor Maurice Bourquin.

What hopes and expectations can be attached to the activities of the
League of Nations in the area of raw-material problems?

In the political area the League of Nations has completely failed in its
present form of organization. There is no point in deceiving oneself about
the matter or in refusing to speak the truth out of inappropriate courtesy
toward the persons responsible. Its failure in the Italian-Abyssinian con-
flict has given the deathblow to the political value of the League of Nations
in its present form.6 Whether the League of Nations Secretariat continues
to work away, whether the statesmen keep on coming to Geneva for ple-
nary assemblies, for counsel and commission sessions, the great political
negotiations will be carried on far away. Even the preliminary studies and
preparations for a possible new economic conference were not entrusted
to the League of Nations. The League concerns itself with things that, no
matter how important they may be in themselves, have only ancillary im-
portance in regard to the main task that was intended for it. The Secretariat
publishes interesting statistical surveys, which could, however, be just as
well taken care of by an international organization of statistical agencies.
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7 [It was argued by fascists and Nazis that the control of colonial territories with large de-
posits of raw materials by countries such as Great Britain and France put Italy and Germany
at a disadvantage for their economic development and for military security in case of war.
They called for the redistribution of Asian and African colonies to even the political and
economic playing field. For a critical evaluation of the idea, see Norman Angell, This Have
and Have-Not Business: Political Fantasy and Economic Fact (London: Hamish Hamilton,
1936).—Ed]

Now, however, a task again has confronted the League that is in its
line of business: to ensure world peace. Leading statesmen of the countries
that have reasons to fear the interruption of peace have publicly stated
their grievances, which they argue show the unsatisfactory nature of the
present political order of the world. They have labeled the “unequal dis-
tribution” of raw materials a severe disadvantage for their nations;7 and,
even though they have not said it explicitly, they have announced clearly
enough that they look upon this disadvantage as such a severe evil that
under the circumstances even a war would seem justified for their relief.
These declarations have made a deep impression on the public opinion of
the whole world. The League of Nations must not be silent about such a
state of affairs. If it should be silent, then it really would be more reason-
able to dispense with the League entirely.

It was therefore by all means imperative for the League to take hold of
the problem of raw materials. It is, of course, another question whether
the way chosen to deal with it is the most appropriate one.

The League of Nations is not supposed to be a debating club or a sta-
tistics seminar. It must not consider its duty to be to assemble data relative
to raw materials from the available statistical material, to present them in
neatly printed form, and then discuss them. It goes without saying that the
Secretariat has to prepare the deliberations of the committee by the col-
lection of all useful data. But that has nothing to do with the real work
that is to be performed.

What is needed is a hearing of opposing views concerning the declared
grievances. This discussion should take place in full view of the public.
No word that is spoken about these things in the League must remain hid-
den from the world. An appropriately organized press service should see to
it that the discussions are known everywhere through the press and through
the radio, and that, above all, they reach those countries whose govern-
ments may only inadequately inform their subjects about the course of the
negotiations. It is absolutely incomprehensible why the representatives of
the press have been kept away from the sessions of the committee. What
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8 [Benito Mussolini (1883–1945) formed the Italian fascist movement after the First World
War. He was prime minister of Italy from 1922 to 1943. He was shot and killed by Italian
antifascist partisans in Milan near the close of the war on April 28, 1945.—Ed.]

9 [Adolf Hitler (1889–1945) was the leader of the German National Socialist (Nazi) Work-
ers party from 1920/1921, and chancellor and führer of Germany from 1933 to 1945. Near
the end of the Second World War in Europe, on April 30, 1945, Hitler committed suicide
in his Berlin bunker as the city was falling to the advancing Soviet army.—Ed.]

secrets are there, after all, in this area that ought to remain hidden from the
public?

Everything should be gambled on the idea of inducing the states that
claim these grievances to formulate their complaints precisely, to support
them as thoroughly as possible and present them before the committee. If,
as unfortunately is to be expected on the basis of their previous behavior,
they should decline to accept this invitation, then the League itself would
have to appoint representatives of this viewpoint. Experts can be found
outside Germany and Italy who consider these complaints about the un-
equal distribution of raw materials to be justified. Representatives of the op-
posite point of view should confront these champions of those who are
supposedly discriminated against. In these proceedings of opposing views
all sides of the problem would be discussed exhaustively. The result would
then be set down in a final report, which would make the standpoints of
both sides known as clearly and plainly as is possible.

No political economist who really deserves this name can doubt what
impression such a final report will awaken in the impartial reader. The re-
port will cause the specter of the raw-materials question, which so agitates
the world today, to disappear. It will show that the source of the difficulties
of the provision of raw materials is to be found in the trade and foreign-
exchange policy of the states that consider themselves discriminated
against and not in the “unequal distribution” of raw materials. It will also
show that no war and no territorial alterations could put the aggrieved
countries in a better position in regard to the provision of raw materials.

By no means must only representatives of the government be allowed
to speak before the committee and in the committee. More important than
the representatives of the governments, who are hampered in their free-
dom of argument by their diplomatic duty, are independent experts, who
would be appointed by the League without regard to their citizenship. Of
course the importance of the personal question must not be underesti-
mated. The prestige which the utterances of men like Mussolini,8 Hitler,9
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10 [Hermann Göring (1893–1946) was a leading figure of the Nazi party in Germany,
serving as minister of the interior, Reich commissioner for aviation, minister of economic
affairs, commissioner for the Nazi four-year economic plan, and Reich marshal for the
Greater German Reich. He committed suicide on October 15, 1946, shortly before he was
to be executed as a war criminal.—Ed.]

11 [Joseph Goebbels (1897–1945) was the minister for public enlightenment and propa-
ganda and the president of the Chamber of Culture in Nazi Germany. Having remained
in Hitler’s Berlin bunker at the end of the Second World War in Europe, Goebbels com-
mitted suicide with his wife on May 1, 1945, after they killed their six children.—Ed.]

12 [The Palace of Nations, the building complex in Geneva, Switzerland that served as the
headquarters for the League of Nations, is now a part of the United Nations organization.
—Ed.]

Göring,10 and Goebbels11 enjoy today can only be countered if men of the
first rank who are not limited in their freedom by any diplomatic office are
allowed to speak.

The outcome of the League’s work must not be merely the produc-
tion of another new League of Nations document that will be entombed
in archives and libraries. It must arouse the world, and it must be effective.
But it can do that only through the power of the personalities who find ex-
pression in its pages. It is undeniable that this procedure would mean a
break with the previous diplomatic-bureaucratic tradition of the League
of Nations. But from its creation the League was intended to be neither a
bureaucratic organization nor a stronghold for diplomatic pussyfooting
and awkward business dealings. It was precisely intended to replace the
inherited methods of secret diplomacy by a procedure better fitting de-
mocratic requirements. That these expectations were disappointed is one
of the reasons for the League’s failure. It is an unbearable situation that
people in the world today are more interested in everything other than
what takes place in the broad halls of the Palais des Nations12 and that they
pay hardly any attention to the declarations that are made in the sessions
of the League. All countries are arming themselves feverishly, and all
statesmen are actively trying to assure their respective countries the most
favorable position possible in the new war that is threatening the world.
The League of Nations only can do one thing about it: It must bring the
issues creating conflict to the discussion table. It must show them to the
world in their true form, it must raise the question: How can a war, and
how is a war supposed to, produce anything good?

The League of Nations must not be satisfied being an organization
that regards as its most important task to be to cause as little annoyance as
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possible for the governments of the more than fifty member nations. It
must strive to become a moral authority that is taken seriously by the world.
Its commissions, which have more freedom of activity than the full coun-
cil sessions of official government representatives, must become a sort of
world parliament. Here conflicts should not be hushed up by finely tuned
speeches; here the nations must have it out with each other, spiritedly, in
public, with the greatest passion and with full use of all available argu-
ments. It must not be viewed as the job of the Committee on Raw Mate-
rials to ponder projects for international arrangements that either are so
trivial that their ratification is meaningless or that never reach ratification.
Under the present conditions the League only has a possibility of having
a moral influence by working for enlightened understanding. Only small-
minded bureaucrats will regard the moral successes that might be achieved
as less important than the authentically correct execution of professional
documents, of which nobody takes any notice except other bureaucrats
and diplomats.

The proposed procedure recommends itself not just for dealing with
questions that—like the raw-materials problem, the colonial problem, and
the problem of barriers to trade—appear to be due merely to the opposing
interests of individual nations. The direction of recent discussions of these
problems demonstrate that people are starting to understand that any jus-
tifiable distinction between privileged and disadvantaged nations has noth-
ing to do with either an unequal distribution of raw materials or an unequal
distribution of colonial and mandate regions. Rather, the cause is to be
found in immigration restrictions.

The fact that the United States, the British Dominions, and a number
of other states allow immigration only within narrow limits discriminates
against all nations whose people could better their living standard by im-
migration to those countries. In this sense the slogan, a “nation without
room” has a justifiable content. A completely public discussion of the mi-
gration problem would show conflicts of interest existing between the
workers of Europe and Asia and those of the other parts of the world. But
it would also show that it would be hopeless to try to remedy the disad-
vantages that these migration restrictions inflict on the peoples of large
and “small” European and Asiatic nations by means of war and colonial
conquests.

The importance of what occurs in the Raw Materials Committee of
the League of Nations must not be underrated. The League is offered once
more the opportunity—perhaps for the last time—to play a decisive role in
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world politics. The League can show whether it is capable of cooperating
in pacifying the world. The reform of the League of Nations cannot come
from a change in the regulations of the pact. Deeds, not paragraphs, de-
cide. The League of Nations must be made into what it was originally sup-
posed to become: the highest moral authority in all matters of international
politics. Nationalist statesmen and politicians repeat over and over again
that nothing is more urgent than armament, that every day one must be
ready to draw the sword from the sheath, and that there is no better cure
for economic distress than a victorious war. A powerful propaganda ma-
chine tries to steel people spiritually for the coming war. In many nations
the educational system is given only one assignment: to educate youth, in-
cluding the female half, for the requirements of war. A peacetime economy
is regarded only as a preparation for the war economy. It can be said with-
out exaggeration that—at least in the totalitarian states—everything else is
considered secondary to the material and spiritual preparation for the com-
ing war.

The League of Nations has to turn against this unrestrained war pro-
paganda. It should compare the emptiness of discussions about economic
policy with the fantasies of the militarists, who bring into the modern world
of the international division of labor and an interdependency of national
economies the mentality of the plundering nomads of primeval times. If
others preach the necessity and inevitability of war, then the League has
the duty to show that war must be avoided if we do not want to destroy our
entire civilization and bring on unspeakable misery. It has the duty to ex-
pose mercilessly the absurdity of the economic arguments for war, and it
must begin with the raw-materials problem because this is the issue put
on the front line today by the advocates of war.

Only in this way could the League act in a useful way and do justice
to its duties in the face of the immediate world situation. As an organiza-
tion among a thousand other organizations, as a forum for debate among
a thousand other places of debate, as a publisher among a thousand other
publishing establishments, it is superfluous.
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1 [This article was originally written in German in 1938 and has not been published be-
fore. It presents the case for and an outline of a unified political state in the Danube region
of Eastern Europe. Mises developed this idea more fully in a monograph that he wrote in
October 1941, “The Eastern Democratic Union: A Proposal for the Establishment of a
Durable Peace in Eastern Europe,” which has been published in Richard M. Ebeling, ed.,
Selected Writings of Ludwig von Mises, Vol. 3: The Political Economy of International Re-
form and Reconstruction (Indianapolis: Liberty Fund, 2000), pp. 169–201. A short presen-
tation of the same idea was published by Mises in Omnipotent Government: The Rise of the
Total State and Total War (Spring Mills, Pa.: Libertarian Press, [1944] 1985), pp. 271–78.
—Ed.]

2 [The Treaties of Versailles, Saint-Germain and Trianon (1919–20) ended the state of
war between the Allied powers and Germany, Austria, and Hungary, respectively. They
also resulted in the transfer of territories and construction of new nation-states in Central
and Eastern Europe.—Ed.]

chapter 36

Guidelines for a
New Order of Relationships
in the Danube Region1

I

All plans for a new order of the political and economic relationships in
the Danube region are based on the erroneous notion that neighboring
areas “economically” complement each other and that therefore a special
incentive exists for them to enter into a closer association. This concept is
upside down. Neighboring countries generally have similar climatic and
geological conditions, they have similar production possibilities, they make
approximately the same products, and they are therefore competitors both
in the sale of their own products and in the purchase of various goods that
are imported from abroad.

If we consider the Danube countries as they were organized as nations
on the basis of the Treaties of Versailles, Saint-Germain, and Trianon,2 we
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3 [For a critical analysis of “the agrarianization of industrial countries” and “the industri-
alization of agrarian countries” during this period between the two world wars, see Wilhelm
Röpke, International Economic Disintegration (Philadelphia: Porcupine Press, [1942]
1978), pp. 111–87.—Ed.]

4 [On the economic nationalistic conflicts and tensions in the Austro-Hungarian empire
that hampered the success of any fully free-trade regime, see Oscar Jaszi, The Dissolution
of the Habsburg Monarchy (Chicago: University of Chicago Press, [1929] 1961), pp. 185–
212; and Gustav Gratz and Richard Schüller, The Economic Policy of Austria-Hungary
During the War in its External Relations (New Haven, Conn.: Yale University Press, 1928),
pp. 13–35. On the degree to which the empire was an integrated economic area on the
basis of trade and investment before the First World War, see David F. Good, The Eco-
nomic Rise of the Habsburg Empire, 1750–1914 (Berkeley: University of California Press,
1984), pp. 96–124.—Ed.]

5 [On Hungarian economic policy in the period after the First World War, see Leo Pasvol-
sky, Economic Nationalism of the Danubian States (New York: Macmillan Co., 1928), pp.
291–380.—Ed.]

can distinguish among them a predominantly industrial group (Austria
and Czechoslovakia) and a predominantly agrarian group (Hungary, Ro-
mania, Yugoslavia, Bulgaria, and Poland). If the industrial states had not
carried out a policy of agricultural protectionism and if the agrarian states
had not carried out a policy of industrial protection, then the exchange of
goods between these two groups of nations could have been more intense.3
But all the attempts that were undertaken between 1919 and 1938 to es-
tablish a closer economic association among the Danubian nations failed
because no state was ready to make even the slightest concession in this
regard.

The old Austro-Hungarian monarchy seemed to be injurious to the
national interests of the various peoples included in the empire because it
prevented them from engaging in policies of self-sufficiency. The Hun-
garians, especially, raged passionately against the common customs and
currency system.4 Today many Hungarians of course admit that that was a
mistake. Nonetheless, no Hungarian politician is inclined to moderate or
indeed discard the system that hinders the importation of all industrial ar-
ticles that are produced by one of the artificially created industries in his
country. And no Hungarian statesman would be willing to forgo building
up the Hungarian industrial structure by the establishment of new enter-
prises that can only be made somewhat profitable through the severest re-
striction of all competing imports. In the other nations it is not much
different.5

So long as this mentality is not completely done away with, it is use-
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less to talk about an economic confederation of the Danubian nations. So
long as these nations regard every importation of goods as unhealthy and
consider every method that can impede imports as admissible, it is a waste
of time to occupy oneself with projects for the creation of a Danubian eco-
nomic association.

But if an economic consolidation of the Danube countries is to come
about, then it cannot be limited to the establishment of a customs union.
In our age of state interventionist policies, governments have an endless
number of other measures at their disposal besides customs duties and im-
portation prohibitions that can be used for the protection of domestic pro-
duction against foreign competition. Currency and credit policies, tax laws,
occupational, health, and construction police, policies regarding the dis-
tribution of public contracts, the tariff structure of the railroads, and most
of the other areas of public administration can serve protectionist purposes.
It would, therefore, not be sufficient to restrict the sovereignty of the indi-
vidual Danubian states only with regard to the customs system. All ad-
ministrative matters would have to be put under the sovereignty of the
union.

II

The political relationships in the Danube region are intolerable. Every na-
tion sees its neighbors as mortal enemies and strives to enlarge its national
area by the incorporation of pieces of territory in which the members of its
own people are in the minority. Since 1918, not peace but a truce has
reigned in the Danube region. Every country has been preparing for war
against all of its neighbors.

This situation cannot be remedied by letting the individual nations
keep their full sovereignty and simply bringing them together in a union
of sovereign states. The conflicts between them cannot be cleared away
in this manner. The root of these conflicts lies in the minority question.
One cannot evade this problem; the fact that not much less than half of the
Danube region is of mixed languages must be a starting point for any at-
tempt at a solution. In the Danube region, and in Eastern Europe in gen-
eral, no drawing of boundaries is conceivable that can put an end to the
minority problem. Ask the representatives of the individual nationalities
how they imagine the borders of their countries should be drawn on the
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map, it will be seen that the greater part of the region is claimed by two or
even by several countries.

Every protection of minorities will be ineffective that does not essen-
tially restrict the sovereignty of the countries, otherwise it will leave a
source of permanent frictions that must in the end break up any associa-
tion of these nations. If the member of a minority believes that the laws or
administrative measures of the state in which he lives violate his right to
equal treatment, he must be offered the possibility of demanding and re-
ceiving relief from a central government and a central tribunal. Federal law
must therefore take precedence over the law of the individual member
states, decisions of the federal court of justice must be executable in the en-
tire federal territory (including against the individual states), and the gov-
ernments of the individual states must obey the commands of the federal
government. That means, therefore, not an association of states (not a
Danubian League of Nations) but a federal state in the American sense.

In the entire federal region all members of each individual state must
be treated absolutely equally. They must enjoy full freedom of movement,
they must have the right to practice any vocation, to use their own lan-
guage in their private and social life, and to bring up their children in this
language. In all mixed-language regions the courts and public authorities
in dealings with the public must use every language that is designated as
their own language by more than 155 of the inhabitants in their district.
Economic legislation must be uniform in the entire federal territory. The
money and note-issuing central bank system must be uniformly regulated
and administrated. No impediments should be put in the way of the free
movement of capital and goods.

All this requires a central parliament, a central government, and a fed-
eral jurisdiction. For the proceedings of these agencies an official language
must be chosen. The choice should be either French or English.

For the seat of the central offices only Vienna could be considered.
The region of Vienna and its environs would then have to be separated
from the territory of the Austrian state and would have to be administered
after the fashion of the American District of Columbia.

To spare national sensitivities it is recommended that part of the posi-
tions in the central offices be filled not by members of the Danube coun-
tries but by Englishmen and Frenchmen.

Only an arrangement of this sort could guarantee the peaceful coex-
istence and cooperation of the nations of the Danube region. It would not
give hegemony to any single one of these nations, and it would allow none
of them to rule over minorities.
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III

There is no doubt that this proposal will be indignantly labeled unac-
ceptable by all the governments of the Danube states. It is perfectly natural
that the beneficiaries of the prevailing chaos do not want to give it up.

If the question is looked at not from the standpoint of the special inter-
ests of the current power-holders but from that of the interests of the peoples
as a whole, then one reaches a different opinion concerning these proposals.

The nations of Eastern Europe have a choice between uniting to form
a structure that makes it possible for them to hold their own in the world
or the loss of their freedom. Either they will become provinces of Ger-
many, Russia, and Italy and be treated as pariahs, or they must become
parts of a superstate in which they govern themselves. If the Poles, Czechs,
Estonians, Latvians, Lithuanians, and Albanians have learned anything at
all from their history, they will not be able to dispute this. The Hungarians,
Romanians, and Yugoslavians may soon undergo experiences that will
show them clearly the precariousness of their present sovereignty.

The politicians who support the maintenance of the absolute sover-
eignty of the individual Danubian states rest their case on the assumption
that England and France will protect their freedom. They believe that they
can raise a claim that this protection is granted to them, and they are un-
willing to make any sacrifice themselves in order to set up a system that
could be maintained by its own strength without any outside help. But
England and France will eventually become tired of fulfilling the task as-
signed to them. They will demand that the Eastern states create a politi-
cal system that is capable of defending itself. For a European balance of
power the existence of a great power that can hold its own against Russia,
Germany, and Italy is indispensable. But the amalgamation of the Eastern
states is above all a question of life and death for the Eastern nations
themselves.

IV

Consequently, the Danube question should be looked upon and dealt with
not as an economic problem but as a purely political one. The political in-
evitability of the unification of the Danube states is clearer and easier to
understand than the economic chain of reasoning that shows the absurdity
of protectionist and autarkic policies.

04/Mises Vol. 2/Part IV.p  7/20/02  1:00 PM  Page 319



320 � Selected Writings of Ludwig von Mises

6 [Sarajevo is the capital of Bosnia, which in 1914 was a part of the Austro-Hungarian em-
pire. The assassination of Austrian Archduke Francis Ferdinand and his wife Sophie on
June 28, 1914, by a Bosnian-Serb nationalist in Sarajevo is usually said to have been the
“spark” that resulted in the start of the First World War in August of 1914. Imperial Russia
came to the support of the Serbian government (suspected of being involved in the assas-
sination plot) when Austria made demands on the Serbs; imperial Germany declared its
support for Austria-Hungary under the Russian threat; and France and then Great Britain
were drawn into the emerging conflict through France’s respective alliances with Russia
and Britain.—Ed.]

7 [Danzig (Gdansk) was an old German city on the Baltic coast that was separated from
Germany and made into a “free city” as part of the Treaty of Versailles under League of Na-
tions auspices, but with administrative oversight by the government of Poland. Through-
out the 1920s and 1930s, between the two World Wars, it was a growing point of political
tension between Germany and Poland as part of the dispute over what was known as the
“Corridor” of territory leading to the Baltic Sea that had been ceded to Poland at the end
of the First World War, but which then separated the German state of East Prussia from
the rest of Germany.—Ed.]

Two questions must be presented to the statesmen and politicians of
the individual Danubian countries. First, how do you imagine a drawing
of boundaries that makes it possible for your nation to coexist peacefully
with its immediate neighbors? Second, how do you expect to ensure the in-
dependence of your nation against the possible protectorate intentions of
Germany, Russia, or Italy?

The statesmen and politicians of England and France, on the other
hand, must be asked, how often are you willing to have your soldiers fight
again for Sarajevo6 or for Danzig?7 Do you not prefer a system that provides
peace in the Danube region for the foreseeable future?

The Danube or East Federation should give Eastern Europe that
which the League of Nations was not able to give it: freedom based on col-
lective security.
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1 [This article originally appeared in German in Der Wirtschafter (April 27, 1934).—Ed.]

2 [Carl Menger (1840–1921) was the founder of the Austrian School of economics. After
working as a journalist and civil servant in the Austrian Ministry of Prices, he was appointed
as a professor of political economy at the University of Vienna in 1873, a position he held
until his retirement in 1903. In 1876 he was tutor for Crown Prince Rudolph of Austria.
He also served on the Imperial Commission on Currency Reform in 1892, which resulted
in Austria-Hungary formally going on the gold standard.—Ed.]

3 [Eugen von Böhm-Bawerk (1851–1914) was one of the leading members of the Aus-
trian School of economics in the years before the First World War. His major contribu-
tions were to the theory of capital and interest, as well as to the general theory of value and
price. He was professor of political economy at the University of Innsbruck from 1880 to
1889. Böhm-Bawerk worked in the Austrian Ministry of Finance throughout the 1890s and
served three times as minister of finance, the longest and last time from 1900 to 1904. He
returned to teaching as a full-time professor of political economy at the University of
Vienna in 1905, a position he held until his death.—Ed.]

4 [Friedrich von Wieser (1851–1926) was one of the leading members of the Austrian
School of economics in the period before and immediately after the First World War. His
major contributions were to the theory of marginal utility, the concept of opportunity cost,
and the theory of the determination of the value of the factors of production. After serving
in the Austrian civil service from 1872 to 1883, he was appointed professor of political econ-
omy at the University of Prague in the Austrian province of Bohemia. He was appointed
professor of political economy at the University of Vienna in 1903, following Carl Menger’s
retirement. He served as minister of commerce from 1917 to 1918, in the last government
of the Austro-Hungarian empire.—Ed.]

chapter 37

The Austrian Economists1

Almost all of those who were appointed in recent decades as Austria’s rep-
resentatives to deal with Hungary concerning economic problems came
from the school of Carl Menger2 and his successors, that school that is
known as the Austrian School of economics. Two of its masters, Eugen
von Böhm-Bawerk3 and Friedrich von Wieser,4 served under the old
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5 [The Physiocrats were a group of eighteenth-century French Enlightenment thinkers,
who often referred to themselves as “the Economists.” Opponents of mercantilism, they de-
veloped a theory of society’s “natural order” that emphasized the self-regulating patterns of
the market.—Ed.]

6 [David Hume (1711–76) is considered one of the leading Scottish moral philosophers
of the eighteenth century. In 1754, Hume published a collection of essays in which he ex-
plained the self-correcting and self-ordering processes of market interactions, which later
became known as the specie-flow mechanism in the theory of international trade.—Ed.]

7 [Adam Smith (1723–90) is considered the father of modern economics due to his de-
velopment of the concept of the “invisible hand” in his 1776 volume, The Wealth of Na-
tions, which demonstrated the self-coordinating processes of the market.—Ed.]

8 [David Ricardo (1772–1823) spent his formative years in his family’s stockbrokerage
business, until his retirement at the age of 42 following the accumulation of a large fortune.
He devoted his time to the study of political economy, writing several influential essays on
inflation, gold, and monetary reform in the early nineteenth century during Britain’s war
with France. In 1817, he published his most famous work, The Principles of Political Econ-
omy and Taxation, which became a cornerstone of the Classical system. Among his con-
tributions was the development of the theory of comparative advantage. He served as a
member of Parliament in the House of Commons from 1819 until his death.—Ed.]

Austro-Hungarian empire, the former as minister of finance, the latter as
minister of commerce. But on the other side of the conference table,
among the distinguished men whom Hungary is accustomed to sending to
such negotiations there also sat and still sit economists whose development
was influenced by the writings of the Austrian School. It may therefore
seem reasonable also to speak of the Austrian economists when the eco-
nomic relations of Austria and Hungary are discussed.

I

The historical starting point for the development of scientific economics
began with the eighteenth-century achievements of the Physiocrats in
France5 and by the Scotsmen David Hume6 and Adam Smith,7 who real-
ized that prices, wages, and interest rates are determined precisely, or at
least within narrow limits, by the condition of the market and that market
prices function as the regulator of production. Before their contributions,
it was customary to see only chance and arbitrariness in market activities;
now it was recognized that regularities were at work in the market. The
Classical School of economics, whose achievements reached their zenith
in the work of David Ricardo,8 assigned itself the task of elaborating a uni-
fied system of catallactics, the theory of exchange and of income.
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9 [Carl Menger, Principles of Economics (New York: New York University Press, [1871]
1981).—Ed.]

Classical economics was never able to satisfactorily solve the problem
of price formation. There did arise the idea that in the evaluation of goods
their utility (their usefulness for the satisfaction of human wants) formed
the foundation of the structure of prices. But there arose a special diffi-
culty that the Classical economists, with all their acumen, did not solve.
Many of the most useful commodities, like iron, coal, or bread, possessed
a low exchange value on the market, or, like water or air, were assigned no
exchange value at all; whereas other things of undoubtedly much lower
usefulness, e.g., precious stones, had a very high exchange value on the
market. The failure of all attempts to explain this antinomy resulted in
other explanations of the phenomenon of value; however, without various
artificial assumptions they could not be thought through without contra-
diction. Obviously something was not right.

Then Carl Menger, in his brilliant first work,9 succeeded in over-
coming the apparent antinomy. It is not the importance of the entire class
of commodities but the importance of the part that is available for use that
determines their value. Not the value of the class of goods, but only the
value of the concrete partial quantities at our disposal, influences the for-
mation of prices. We assign to each individual portion of a given supply of
a good the importance that that portion has for the satisfaction of our
wants. And since in the case of each of our individual wants each addi-
tional concrete want satisfied has a decreasing intensity, we evaluate each
individual unit of the available supply by the standard of the last, or least
important, of the uses that can be satisfied by that good; i.e., the marginal
utility of that good. The formation of the prices for goods of the first order,
i.e., goods which serve immediate use and consumption, are thus attrib-
uted to the subjective evaluation of the consumers. The formation of the
prices of higher-order goods, i.e., the means of production (capital goods
as well as wages, the cost of labor), which are used for the production of
both necessities and luxury goods, is derived from the prices of first-order
goods; in the final analysis it is really the consumers who determine and
pay both the wages and the prices of the means of production. To develop
this analysis in detail is the task of the theory of imputation; it deals with
the prices of land and resources, with wages and the prices for capital, as
well as with entrepreneurial profit.

Building on the accomplishments of the Classical economists, Menger
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10 [On the ideas and historical context of the Austrian economists, see Ludwig von Mises,
“The Historical Setting of the Austrian School of Economics,” [1969] reprinted in Bettina
Bien Greaves, ed., Austrian Economics: An Anthology (Irvington-on-Hudson, N.Y.: Foun-
dation for Economic Education, 1996), pp. 53–76; Ludwig M. Lachmann, “The Signifi-
cance of the Austrian School of Economics in the History of Ideas,” [1966] in Richard M.
Ebeling, ed., Austrian Economics: A Reader (Hillsdale, Mich.: Hillsdale College Press,
1991), pp. 17–39; and Richard M. Ebeling, “The Significance of Austrian Economics in
Twentieth-Century Economic Thought,” in Richard M. Ebeling, ed., Austrian Economics:
Perspectives on the Past and Prospects for the Future, Champions of Freedom Series, Vol.
17 (Hillsdale, Mich.: Hillsdale College Press, 1991), pp. 1–40.—Ed.]

11 [William Stanley Jevons (1835–83) was one of the first developers of the theory of mar-
ginal utility, which he formulated in his 1871 volume, The Theory of Political Economy. He
also wrote extensively on monetary theory and reform and a sunspot theory of business cy-
cles. He was appointed to a chair in political economy at University College, London in
1876. He died in a drowning accident.—Ed.]

12 [Léon Walras (1834–1910) formulated a version of the theory of marginal utility in his
1874 book, Elements of Pure Economics. Walras is also recognized as one of the early de-
velopers of mathematical general equilibrium theory. He was appointed to a chair in po-
litical economy at the University of Lausanne, Switzerland in 1870 and stepped down from
his position in 1892 following a nervous breakdown.—Ed.]

13 [Hermann Heinrich Gossen (1810–58) developed a systemic theory of economic re-
lationships based on the concept of marginal utility in his 1854 book, The Law of Eco-
nomic Relations, and the Rules of Human Action Derived Therefrom. The book was totally
ignored following its publication. William Stanley Jevons rediscovered it in the 1870s after
the publication of his own version of the marginalist concept. Gossen worked in the Prus-
sian civil service, but was constantly criticized by his superiors for living a life of drinking,
gambling, and “bad company.”—Ed.]

and his successors erected a unified system for the explanation of all eco-
nomic phenomena on the new foundation of subjective value (or mar-
ginal utility).10

II

More or less contemporaneously and independently of Menger, the Eng-
lishman William Stanley Jevons11 and the Frenchman Léon Walras12 (who
worked in Lausanne) heralded a similar doctrine. After the usual amount
of time that must pass before every new idea establishes itself, the subjec-
tive value, or marginal-utility, theory made its triumphant advancement
around the world. Menger was more fortunate than his most important
predecessor, the Prussian governmental assessor, Hermann Gossen,13 in
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14 [John Bates Clark (1847–1938) was a leading proponent of the marginalist approach
in the United States. His 1899 volume, The Distribution of Wealth, developed the theory
of marginal productivity to explain the allocation of income among the factors of produc-
tion. He was professor of economics at Columbia University from 1895 to 1923.—Ed.]

15 [For summaries and expositions of Mises’s own contributions to the Austrian School of
economics, see Richard M. Ebeling, “A Rational Economist in an Irrational Age: Ludwig
von Mises,” in Richard M. Ebeling, ed., The Age of Economists: From Adam Smith to Mil-
ton Friedman (Hillsdale, Mich.: Hillsdale College Press, 1999), pp. 69–120; and Israel M.
Kirzner, Ludwig von Mises: The Man and His Economics (Wilmington, Del.: ISI Books,
2001).—Ed.]

that he was able to experience the acknowledgment of his doctrine by the
economists of the whole world.

In the United States, especially John Bates Clark,14 the founder of the
great American school, has utilized and elaborated the ideas of the Aus-
trian School. In the Netherlands and in the Scandinavian countries the
doctrine was accepted early on. But especially in Italy, successful scien-
tific work flourished on its foundations. Menger never established a
school in the usual sense of the word. He stood too high and thought too
much of the dignity of science to use petty means to try to advance him-
self through others. He researched, wrote, and taught; and the best that
was accomplished in the Austrian government and the market economy
in the last decades resulted from his school. Moreover, full of the opti-
mism of all liberals, he expected that rationality would finally prevail in
the end.

And one day two colleagues stood beside him, two developers of his
work, who—a decade younger than Menger—as mature men, and with
knowledge of Menger’s writings, elaborated his ideas for the solution of
various theoretical problems. Böhm-Bawerk and Wieser—the same age,
friends since youth, related by marriage, closely allied in convictions,
character, and intellectual background, and yet as different as two like-
minded scholarly, contemporary personalities could ever be—each in his
own way undertook to continue Menger’s work where he had left it off.
In the history of our science their names are inseparably linked with
Menger’s.

These two have finished their work and their lives. But a new genera-
tion has followed, and the excellent economic studies that have been pub-
lished in recent years show that the intellectual fertility of the doctrine of
subjective value is proving itself over and over again.15
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III

Political difficulties still stand in the way of fully applying the doctrines of
modern economic theory in the economic life of nations. Perhaps many
years will pass before the practice of economic policy will have made use
of all that could already have been learned from modern economics.

Economic theory in Austria and Hungary is intellectually the same
due to the fact that they are based on the same foundation. This is shown
most clearly in the fact that those who prepared the Hungarian encyclo-
pedia of economics used Austrian collaborators, and that Hungarian econ-
omists heavily use the works of the Austrian economists in their own works.
On the other hand, the writings of Hungarian economists are paid atten-
tion to with the greatest interest in Austria, since the important contribu-
tions to science by Hungarians also receive their much deserved
recognition outside of their own country in this area of knowledge as well.
In the work of the Austrian and Hungarian institutes for the study of busi-
ness cycles there has also developed a gratifying cooperation. The reports
on economic activity and the continuous economic bulletins in the Hun-
garian press offer excellent sources of information, which are studied very
profitably in Austria.

The right men to lead the negotiations over economic policy are avail-
able in both countries, and the economic statistical materials are ade-
quately prepared in both nations. From the point of view of economics,
everything is ready to begin and successfully conclude the negotiations
that promise the greatest profit for both of the contracting parties.
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1 [This article first appeared in German in the Neue Freie Presse, No. 21539 (August 27,
1924).—Ed.]

2 [Eugen von Böhm-Bawerk, born on February 12, 1851, is considered one of the most
prominent members of the Austrian School of economics in the period before the First
World War. Besides his writings in economics, he served as finance minister of the Austro-
Hungarian empire in 1895, 1896 through 1897, and 1900 through 1904. He also taught
at the Universities of Innsbruck (1880 to 1889), and while serving in the Austrian Ministry
of Finance in the 1890s he led an internationally famous seminar at the University of
Vienna, and then again beginning in 1905 until his death on August 27, 1914. For de-
scriptions of Böhm-Bawerk’s seminar at the University of Vienna, see Henry Seager, “Eco-
nomics at Berlin and Vienna,” [1892] in Bettina Bien Greaves, ed., Austrian Economics:
An Anthology (Irvington-on-Hudson, N.Y.: Foundation for Economic Education, 1996),
pp. 44–46; and Ludwig von Mises, Notes and Recollections (South Holland, Ill.: Libertar-
ian Press, 1978), pp. 39–41. For a short account of Böhm-Bawerk’s scholarly and political
activities, see Richard M. Ebeling, “Eugen von Böhm-Bawerk: A Sesquicentennial Ap-
preciation,” Ideas on Liberty (February 2001), pp. 36–41.—Ed.]

chapter 38

Eugen von Böhm-Bawerk:
In Memory of the Tenth Anniversary of His Death1

Eugen von Böhm-Bawerk will remain unforgettable to all those who have
known him.2 The students who were fortunate enough to be members of
his seminar [at the University of Vienna] will never lose what they have
gained from their contact with this great mind. To the politicians who
came into contact with the statesman, his extreme honesty, selflessness,
and dedication to duty will forever remain a shining example. And no cit-
izen of this country should ever forget the last Austrian Minister of Finance
who, in spite of all obstacles, was seriously trying to maintain order in the
public finances and to prevent the approaching financial catastrophe.
Even when all those who have been personally close to Böhm-Bawerk will
have left this life, his scientific work will continue to live and bear fruit.

From the beginning, Böhm-Bawerk concentrated his scientific work
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3 [Karl Knies (1821–98) was one of the leading figures of the German Historical School.
He wrote extensively on the impact of railroads and the telegraph system on the world in
general and the German states in particular. He was a strong advocate of German nation-
alism against liberal cosmopolitanism, and a critic of the “individualism” of the British
Classical economists in comparison to the idea of an “organic” community and social order.
From 1865 to 1896, Knies taught at the University of Heidelberg, with his seminar con-
sidered one of the principal centers for the study of political science in Germany.—Ed.]

4 [The “agio theory” refers to Böhm-Bawerk’s development of a time-preference theory of
the rate of interest, in which interest is the “premium” received on a loan due to the gen-
eral preferring of present goods over goods only available later in the future.—Ed.]

5 [Eugen von Böhm-Bawerk, “Whether Legal Rights and Relationships are Economic
Goods,” [1881] in Shorter Classics of Böhm-Bawerk (South Holland, Ill.: Libertarian Press,
1962), pp. 25–138.—Ed.]

6 [Eugen von Böhm-Bawerk, Capital and Interest, Vol. I: History and Critique of Interest
Theories (South Holland, Ill.: Libertarian Press, 1959).—Ed.]

7 [Eugen von Böhm-Bawerk, “Grundzüge der Theorie des wirtschaftlichen Güterwertes,”
Jahrbucher für Nationalökonomie und Statistik, Vol. 13 (1886), pp. 1–88.—Ed.]

8 [Eugen von Böhm-Bawerk, Capital and Interest, Vol. II: The Positive Theory of Capital
(South Holland, Ill.: Libertarian Press, 1959).—Ed.]

9 [Eugen von Böhm-Bawerk, Capital and Interest, Vol. III: Further Essays on Capital and
Interest (South Holland, Ill.: Libertarian Press, 1959).—Ed.]

on a central problem of theoretical economics, namely, the problem of
interest. In the spring of 1876, at the age of twenty-five, he presented in
Karl Knies’s seminar in Heidelberg3 a paper on interest that already con-
tained the basic ideas of the soon-to-be-famous agio theory.4 Before he
could present his work to the public, some difficult preliminary problems
had to be solved. And he first turned his attention to them. Always with his
final goal in mind, he published in 1881 the essay “Whether Legal Rights
and Relationships are Economic Goods,”5 in 1884 The History and Cri-
tique of Interest Theories,6 in 1886 “The Essential Theory of the Value of
Economic Goods,”7 which was finally followed by the publication of The
Positive Theory of Capital in 1889.8 With the publication of the latter work,
his writing temporarily ceased. As cabinet adviser and secretary of a de-
partment in the Ministry of Finance, as imperial finance minister and sen-
ate president in the administrative court, he had little time for scientific
work in the following years. It was not until 1904, when he left the cabi-
net for the third and last time, that he could resume his studies without in-
terference. A series of outstanding writings is the fruit of the tireless work
of the last decade of his life.9 He died on August 27, 1914, when the armies
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10 [Eugen von Böhm-Bawerk, Capital and Interest: A Critical History of Economical The-
ory, translated and with a preface and analysis by William Smart (New York: Augustus M.
Kelley, [1890] 1965); and The Positive Theory of Capital, translated and with a preface and
analysis by William Smart (Freeport, N.Y.: Books for Libraries Press, [1891] 1971).—Ed.]

11 [Franz X. Weiss, ed., Gesammelte Schriften von Eugen v. Böhm-Bawerk [The Complete
Works of Eugen von Böhm-Bawerk] (Wien: Hölder-Pichler-Tempsky, 1924).—Ed.]

of Austria were fighting the first heavy battles of the World War in Poland
and Eastern Galicia.

Böhm-Bawerk’s scientific work soon found the recognition that it de-
served. As early as 1890, William Smart had translated his main work into
English.10 Not long after that there appeared a French edition. In Eng-
land, the United States, France, Italy, the Netherlands, Sweden, and Den-
mark, his teachings became the starting point for intensive studies and
research. In Germany, however, an appreciation for the greatness of Böhm-
Bawerk’s accomplishments was long in coming. The establishment at the
universities ignored him. Decades had to pass until the Germans recog-
nized the important accomplishments of the Austrian School. It was in-
defensible that only his main work, which had gone through four editions
in German, was readily available. However, his shorter works, which are
indispensable for all friends of economic analysis, were very hard to find.
To republish them in book form was a valuable enterprise. A well-known
student of Böhm-Bawerk’s, who had distinguished himself with a number
of scientific studies, undertook the project.11 This nicely done volume,
which includes an attractive picture of Böhm-Bawerk, contains the already
mentioned essay, “Legal Rights and Relationships,” the treatises on general
theory and methodology, the writings on value theory, and finally a piece
entitled “Our Passive Balance of Trade,” which had appeared in the Neue
Freie Presse on January 6, 8, & 9, 1914. The volume begins with a short bi-
ographical introduction by the editor, Dr. Franz X. Weiss. The essays on
capital and interest, which are not contained in this collection, will follow
in a separate volume.

It would mean carrying coals to Newcastle to praise the high value of
Böhm-Bawerk’s theoretical writings that are brought together in this col-
lection. Such praise would contain nothing new for the expert and the nu-
merous educated people who deal with economic questions. Just to show
with what sharpness Böhm-Bawerk recognized early on the basic evil of
our public finances, I want to quote from the previously mentioned essay
on the passive balance of trade. It says there, “thrift is never popular. . . . If
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formerly the Parliaments were the guardians of thrift, they are today far
more like its sworn enemies. Nowadays, political and nationalist parties
are in the habit of cultivating a greed for all kinds of benefits for their co-
nationals or constituencies that they regard as a veritable duty, and should
the political situation be correspondingly favorable, that is to say corre-
spondingly unfavorable for the government, then political pressure will
produce what is wanted.” Our people suffer from economic delusions of
grandeur. It is seen also in the so-called “investment with public funds.”
One is easily misled in this connection by the popular and dangerous slo-
gan of the “indirect productivity of public expenditures,” according to
which basically unprofitable state enterprises provide the economy with in-
direct advantages that exceed the deficit covered by the public treasury.
The “blind praisers of a lighthearted investment policy” do not realize the
failure of their policies until “as today, our ability to raise capital has been
exhausted by the excessive demands on the public budget. There is not
enough capital left for the most useful and vital private enterprises, with a
lot of economic activity slowing down and sometimes even coming to a
standstill; and everything suffers from the effects of the exceedingly high
rate of interest.”

These were the last words that Böhm-Bawerk dedicated to Austria’s fi-
nancial policy. Today they will be met with more respect than at the time
they first appeared in these pages.
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1 [This article was written in German in 1933 for a festschrift in honor of the sixtieth birth-
day of Christian Eckert (1874–1952), a leading German social scientist. Eckert taught eco-
nomics and political science at the Business School in Cologne, Germany, beginning in
1901. He was the first rector of the University of Cologne (1919–20) and president of the
university’s board of trustees until 1930. The Nazis dismissed him from his teaching posi-
tion in 1933. After 1945 he was professor emeritus at Cologne. In June 1933, Leopold von
Wiese, professor at the Institute for Social Science Research in Cologne, invited Mises to
contribute an essay to the planned volume for Eckert’s sixtieth birthday, which was to be
celebrated on March 16, 1934. Mises submitted the essay in September. However, on De-
cember 21, 1933, Wiese wrote to the contributors, including Mises, that due to the new cir-
cumstances under the National Socialist regime the time did not seem opportune to bring
out the volume, since it might create a wrong impression. Wiese hoped that he still would
be able to bring out the volume at some future date. He returned the manuscript to Mises
and said that he was at liberty to try to find some other publishing outlet for it. A Festschrift
in honor of Eckert was finally published after the Second World War—Anton Felix Napp-
Zinn and Michael Openheim, ed., Kultur und Wirtschaft im rheinschen Raum [Culture
and Economics in the Rhineland Area] (Mainz: Selbstverlag der Stadt Mainz, 1949)—
but without Mises’s essay. It is published here for the first time.—Ed.]

chapter 39

The Logical Problem
of Economics1

The history of empirical science is a chain the links of which are inge-
nious ideas and fortunate discoveries. Some of these discoveries are owed
to chance, though most derive from purposeful research on the basis of
theoretical thought. But the result of methodical research, too, depends on
chance. We have at least to admit that the magnitude and importance of
a discovery are not always proportionate to the intellectual labor that has
been invested. Discoveries may be accidental, and a romantic glow ema-
nating from them may brighten sober laboratory work.

The progress of theoretical science, however, is of a different nature.
Theory is at first the self-reflection of a thinker and his subsequent partic-
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2 [Pre-Socratic philosophy originated in the Greek cities of Ionia at the end of the sev-
enth century b.c. They combined Greek mythology with rational thinking, and were con-
cerned with unearthing the forces that comprise nature. The concepts of “substance,”
“infinity,” “power,” “motion,” “atom,” and space-time started with them.—Ed.]

3 [Mises is referring to the French Physiocrats, who formulated a theory of “natural order”
in society that is self-generating and self-ordering. They developed the idea that men’s nat-
ural self-interests are compatible and harmonious with each other in an institutional set-
ting of individual liberty, private property rights, and market competition. They used these
arguments against the prevailing mercantilist ideas of government control and direction of
economic affairs.—Ed.]

ipation in a dialogue that is carried on over millennia. The theoretician re-
sponds to questions posed by the intellectual work of the past and addresses
his words to contemporaries who are able to listen, and even more so to fu-
ture generations. Scientific thinking frequently picks up problems and so-
lutions overlooked in the past and proceeds along avenues that long have
been considered to be barren. If Greek philosophy and mathematics still
appear relevant today it is because they were the introduction to a dialogue
that, though it may have been muted for centuries, has continued until
the present day. Contemporary thinking is but its preliminary end. Being
rooted in Greek thought, all philosophical and mathematical problems of
concern to us are but the results of this dialogue. (The questions of whether
and to what extent Greek thinkers were in turn dependent on precursors
unknown to us or underestimated by us is likely to remain unanswered.)

Philosophy and mathematics thus constitute a permanent and con-
tinuous stream of thought. The transformation and expansion of problems
and the introduction of new perspectives to the treatment of these prob-
lems have advanced intellectual work beyond its starting point without
severing the tie with its roots. In many respects, philosophy and mathe-
matics today are fundamentally different from those of the Greeks or those
of the sixteenth to eighteenth centuries. Already the pre-Socratics,2 of
course, have demonstrated what it means to engage in philosophy or math-
ematics. The eighteenth-century thinkers, however, introduced an inno-
vation.3 By substituting the doctrine of the “natural” in the economy for the
mercantilist contrivance of a wise ruler and a benign police, it opened up
a field of thought that had hitherto been unknown.

In spite of its undoubted fecundity and overwhelming practical suc-
cess, science did not appreciate the new stream of thought. Even those
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4 [David Hume (1711–76) is considered one of the leading thinkers among the eighteenth
century Scottish moral philosophers. Taking the scientific method of Sir Isaac Newton as
his model, he viewed philosophy as an inductive and experimental science of human na-
ture. He argued that human knowledge was limited to the experiential. His major works
in political economy are contained in Eugene F. Miller, ed., Essays: Moral, Political and
Literary (Indianapolis: Liberty Fund, 1987).—Ed.]

5 [William Stanley Jevons (1835–82) was a leading English logician and economist. He
was one of the early formulators of the theory of marginal utility, in The Theory of Political
Economy. He also wrote Pure Logic (1864) and Principles of Science (1874), in which he
argued for a mathematical and symbolic formulation of logic. In addition, he advocated and
applied the inductive method for trying to derive empirical relationships in political econ-
omy.—Ed.]

6 [Archbishop Richard Whately (1787–1863) authored widely used books on logic and
rhetoric. He was appointed archbishop of Dublin, Ireland, in 1831, and held a seat in the
British House of Commons. His book, Introductory Lectures on Political Economy (1832),
attempted to show that political economy was not inconsistent with Christian theology,
and offered a logical and useful understanding of the sources of poverty and the methods
for improving the material wealth of all the members of society. He popularized the term
“catallactics”—exchange—as a legitimate name for the subject matter of political econ-
omy.—Ed.]

7 [John Stuart Mill (1806–73) was one of the leading members among the British Classi-
cal economists, with his most important work on this subject being Principles of Political
Economy, with Applications to Social Philosophy (1848). He also wrote A System of Logic
(1843) and Auguste Comte and Positivism (1865), and is known for his works on Utilitari-
anism (1863) and On Liberty (1859). Mill argued that even the axioms in a priori deduc-
tive reasoning are “a class, the most important class, of inductions from experience.”—Ed.]

8 [John E. Cairnes (1823–75) was one of the last of the important British Classical econ-
omists, as represented in his work, Some Leading Principles of Political Economy Newly
Expounded (1874). He also wrote The Character and Logical Method of Political Economy
(1875), in which he explained that the essential concepts of economic logic and reason-
ing are derived from introspective reflection on the working of the human mind.—Ed.]

philosophers like David Hume4 and William Stanley Jevons5 who made pi-
oneering [contributions], or like Richard Whately,6 John Stuart Mill,7 and
John E. Cairnes,8 who certainly made extraordinary contributions to eco-
nomics, did not appreciate what was important about the new procedure
for logic. Their logical thinking, like that of all logicians and epistemolo-
gists, focused on problems and solutions developed in physics. The
method of experimental physical science was regarded as the only one le-
gitimate for all science. Just as mathematics was presumed to be an em-
pirical science, so, too, economics was to be seen that way as well.
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9 [The year Mises wrote this essay, he had published a collection of writings on the
methodology of the social sciences, in which he had argued that the laws of economics
were based on an axiomatic-deductive method derived from the logic of thought. See Lud-
wig von Mises, Epistemological Problems of Economics (New York: New York University
Press, [1933] 1983).—Ed.]

Whoever takes this viewpoint must expect that one day the rationale
for this new science will be radically criticized. The various schools and
sects that rebelled against the “inadmissible and premature generaliza-
tions” of theory and its “unworldly deductions” found, in the epistemology
of their time, arguments on which to base their views. Economic proposi-
tions built on abstractions derived from historical experience led some to
ask whether these generalizations had not been reached too soon and oth-
ers to raise the more general question of whether general propositions
could be derived from historical experience at all. Against the background
of modern epistemology, both of these critical questions are surely justified.

Historical experience indeed does not lead to any theory because it
only offers observation of complex phenomena without our being able to
isolate the elements of change through experimentation. Wherever em-
pirical science investigates the regularity of events it is, after all, based on
experimentation. The social sphere, also, allows for the formulation of
general propositions as hypotheses though, unlike in experimental
physics, we lack methods for empirically verifying them. Even the most
abundant historical evidence can never enable us to derive a theory. If
there is any theoretical science of human action at all, it cannot be drawn
from experience.9

This implies that all attempts at understanding economics and soci-
ology as historical disciplines or as following historical methods are illog-
ical. Historical theory is just as much a contradiction in terms as theoretical
history. Historians and economists alike are justified in their aversion to
this hybrid entity. It is not very surprising that logically thinking students
and educated people who are interested in the progress of science do not
appreciate doctrines within which the negation of propositions can be up-
held as being just as “correct” or “true” as the propositions themselves.

It is amazing that the champions of the historical method in eco-
nomics should not have realized that they are based on the same logical
foundation as the champions of positivism, which they consider to be a
methodology antagonistic to their own. Positivism, too, embraces the illu-
sion that the evidence of historical experience permits the derivation of

06/Mises Vol. 2/Part VI.p  7/20/02  1:06 PM  Page 338



The Logical Problem of Economics � 339

10 [The German Historical School of political science and economics argued that the
British Classical economists had been wrong when they argued that there were universally
valid and applicable laws of economics. The proponents of the Historical School said that
any economic “laws” were necessarily relative to the changing circumstances of historical
time and place. Thus, to determine what economic relationships might be present and ap-
plicable at different times in history, including one’s own, it was necessary to undertake in-
ductive studies of the institutional, legal, cultural, and ideological currents and ideas of
particular periods of time. They also argued that economics could not be separated from
ethical matters, leading most members of the school to argue for various forms of inter-
ventionist and welfare-redistributive programs in imperial Germany to ameliorate the
“abuses” and disregard for the national interest and welfare that, supposedly, prevailed in
the free market. For a summary of their views, see Émile de Laveleye, The Socialism of
Today (London: Field and Tuer, 1890), pp. 265–83.—Ed.]

11 [The Historical School of jurisprudence developed in the nineteenth century, arguing
that the legal order is based neither on “natural law” representing a universal code of rights
and justice nor on pure reasoning from, for example, utilitarian premises. Rather, law
evolves out of the Volksgeist (the spirit of the nation) based on the innate consciousness of
a people and takes form through historical development as reflected in custom and tradi-
tion. It was claimed, therefore, that law, justice, and rights are specific and distinct for each
national group and changes through time. See Eugen von Philippovich, “The Infusion of
Socio-Political Ideas into the Literature of German Economics,” American Journal of
Sociology (September 1912), p. 160: “The historical school of jurisprudence had taught

general propositions in the same way the propositions of experimental
physics are related to observational data. The historical method and posi-
tivism coincide. As methods of social and economic science (i.e., of the
science of human action) they are logically identical, even though his-
toricism and positivism may oppose each other on ideological and politi-
cal grounds.

The historical method of sociology and economics, on the other hand,
has nothing to do with the historical method in the humanities and in ju-
risprudence. All cultural phenomena can be studied historically in terms
of their growth and decay. Nobody doubts that the history of law and the
history of art are worthwhile disciplines. But if one imputes a normative
character to historically evolved law and rejects the admissibility of present-
day legislation, this has nothing to do with the value or lack thereof of his-
tory as a science or of the historical method as a scientific procedure. The
issue at stake here is one of ought and not of is, a question of social valua-
tion and not one of the cognition of social phenomena. Accepting only
historically evolved law may be rooted in the same political considerations
that have led the “historical school of political science” to dismiss eco-
nomics.10 The Historical School of jurisprudence11 opposed Bentham’s
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scholars to regard the law as a product of the whole life of the Volk. Like language and
morality, it arises not through volition and reflection merely. It is not a conscious creation
of men, but an organ that has come into existence historically, a member of the total life
of the Volk which can be understood only in close correlation with the whole national
life.”—Ed.]

12 [Jeremy Bentham (1748–1832) is considered the founder of modern utilitarianism, a
concept presented first in his work, An Introduction to the Principles of Morals and Legis-
lation (1789). He argued that all institutions and legal arrangements should be judged by
their “utility” for bettering the interests of men in society. He therefore was highly critical
of accepting social, legal, and political rules and institutions simply on the fact that they
exist as the outgrowth of custom and tradition.—Ed.]

13 Carl Menger, Investigations into the Method of the Social Sciences with Special Refer-
ence to Economics (New York: New York University Press, [1883] 1985), pp. 223–34.

utilitarian position in order to defend the “eternal disease” and “plague”
of old law against the “benefit” of modern rational law.12 The political
rationale of this defense was not very different from the objectives of the
Historical School in economics, which could justify its support for mer-
cantilism only by referring to the necessity of a “historical” underpinning
for economic knowledge.

What matters for us, however, is only that the epistemological and log-
ical problems that were raised in the debate over the logical status of eco-
nomics should not reemerge in the debate over the Historical School of
jurisprudence.13

Educated persons have a sense for and understanding of historical
studies. This can be easily turned into a prejudice against a general sci-
ence of human action, against economics and sociology, if these disciplines
are presented as opponents of history and of the method of the humanities.
This warrants repeating the statement that history and sociology, economic
history and economic theory are only opposed to each other in a logical
sense. Opposition, however, is not antagonism, and logical difference does
not mean enmity.
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1 [This article was first delivered as a lecture at a conference in Paris in August 1937 and
then published in Raymond Bayer, ed., Travaux du IXe Congrès International de Philoso-
phie: Congrès Descarte, Vol. V: “L’Unité de la Science; la Méthod et les méthodes” (Paris:
Hermann et Cie, 1937).—Ed.]

2 [Auguste Comte (1798–1857) was a leading French philosopher and the founder of pos-
itivism. He said that the methods of observation and experimentation being widely used in
the natural sciences had to be applied to the study of human relationships. Out of this
would come a “science of society”—sociology—from which would be derived objective
and exact “laws” concerning the workings of the social order for purposes of social engi-
neering. He developed these ideas in his four-volume work, A System of Positive Politics
(1851–54). In his essay On Liberty, John Stuart Mill commented that, “M. Comte . . . aims
at establishing . . . a despotism of society over the individual, surpassing anything contem-
plated in the political ideal of the most rigid disciplinarian among the ancient philoso-
phers.”—Ed]

chapter 40

The Logical Character of the
Science of Human Action1

I

Positivism emphasizes the fact that in the natural sciences all our insight
is founded on experience alone. This statement is by no means an
achievement of positivism; scientists have not disputed it for many hun-
dreds of years. If positivism limited its teaching to this principle, nobody
would contest its theories.

But the positivists go beyond this. They assert that history and all his-
torical and moral disciplines are not to be included in the term science.
Their unsatisfactory methods would have to be replaced by a new science
of social relations modeled according to the standards of experimental sci-
ence as developed by physics, especially by the so-called Classical physics
of the Newtonian type. For this new science Auguste Comte suggested the
name of Sociology.2
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What Comte ignored was that the science of social relations that he
wished to see developed in the future already existed in the form of Politi-
cal Economy as elaborated by the Classical economists. Still more fatal was
that he and all other positivists and empiricists overlooked the fact that con-
ditions for research in social life differ radically from those in the field of
nature. The experience of complex phenomena does not enable the elab-
oration of a scientific system. Empirical science is based on experiments
that isolate the conditions of a change. The social sciences, however, do not
have the ability to make experiments. They therefore can never use the same
experimental methods that are the glory of the natural sciences and to which
the natural sciences owe their success. Every social experience is a histori-
cal fact that can be and is explained in different ways. Social experience can
neither prove nor refute any doctrine in the way in which a laboratory ex-
periment achieves verification or falsification in the natural sciences.

History is a branch of knowledge based entirely on experience. But
there is no way to get from this historical experience to a science of general
rules of human conduct. The unfeasibility of experiments makes it im-
possible to build up, a posteriori, a system of insights about human conduct.

The foundations of our knowledge concerning the principles govern-
ing the phenomena of human action are essentially different from the
sources about our knowledge of the principles governing the phenomena
of the outer world. Being an acting being, himself, man has in his mind
and consciousness a knowledge of the essence and logic of action. To de-
velop this insight into a system does not require him to observe external
facts. On the contrary, he succeeds in conceiving the historical facts solely
by means of the direct—let us say a priori—knowledge that is present in
the mind of an acting human being.

The whole system of economics is deduced from an ultimate princi-
ple that itself is not the outcome of an experience but of insight into the
meaning of action. This principle is known as the economic principle, or
as the principle of choice, or as the principle of scarcity, or as the princi-
ple of alternative uses.

II

Behaviorism, an outgrowth of positivist thought, approaches the study of
human conduct like the study of physical and physiological facts. It be-
lieves that it can study man’s conduct from the outside by observing move-
ments and external changes. But behaviorism deludes itself. Thinking that
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it studies human activities like studying the behavior of animals, it over-
looks the fact that the cognition of the behavior of animals, of infant chil-
dren, and of morons is already shaped by our insight into human action.
And in the study of human conduct we cannot do without reference to
the meaning that the acting man then attaches to his action. To compre-
hend the meaning of action is the essence of all disciplines dealing with
man’s activities, with social relations, and with civilization, in short, of all
branches of economics and sociology as well as historical and moral sci-
ences. But the meaning of actions cannot be grasped by external observa-
tion of the kind applied in physics and biology.

Sounds that are alike and therefore identical for physical observation
can be employed with different meanings. Their effect in social life dif-
fers. One cannot realize these differences without reverting to the mean-
ing of the speaker. It is the meaning attached to a sound that makes it a
word. Physics does not know words, it only knows sounds. Behaviorism
says that it wishes to study situations and reactions to these situations. But
neither the situation nor the reaction can be grasped except by reference
to the meaning. Try to grasp the situation arising from an offer to sell and
the reaction resulting from it without reference to human meanings!

The specific task of all cognition of human action is to comprehend
or to grasp the meaning attached by the doers to their actions and the ef-
fects of these actions as far as they depend on other people’s actions.

The comprehension of the meaning of human actions is twofold. We
conceive and we understand.

We conceive the logic of action because we ourselves act. We con-
ceive all categories of action because we know a priori the general mean-
ing of human action. If we did not possess this a priori insight nobody could
teach it to us. From the very concept of action we are able to develop all
of the logic of action, the system of praxeology. This is the exact science of
human conduct or action. That such a science is possible and exists was
unknown to Comte and is ignored by all positivists. They cannot grasp the
idea that there is an a priori science of human action and that all empiri-
cal insight in this field has the scientific and logical character of history.

III

Those principles, theorems, and laws that are the content of the teaching
of economics are neither the result of an observation of historical facts nor
abstractions from reality. They have not been discovered by the study of
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3 [Mises developed his theory of praxeology, the science of human action, in a series of ar-
ticles that he published under the title, Epistemological Problems of Economics (New York:
New York University Press, [1933] 1983), and then more fully in his treatises, Nation-
alökonomie: Theorie des Handelns und Wirtschaftens (Munich: Philosophia Verlag, [1940]
1980) and Human Action: A Treatise on Economics (Irvington-on-Hudson, N.Y.: Founda-
tion for Economic Education, 4th rev. ed., 1996), as well as in Theory and History: An In-
terpretation of Social and Economic Evolution (New Haven, Conn.: Yale University Press,
1957) and The Ultimate Foundations of Economic Science: An Essay on Method (Prince-
ton, N.J.: D. Van Nostrand, 1962). Shorter expositions of some of these methodological
themes were also developed by Mises in his essays, “Social Science and Natural Science,”
(1942) “The Treatment of ‘Irrationality’ in the Social Sciences,” (1944) and “Epistemo-
logical Relativism in the Sciences of Human Action,” (1962) all in Richard M. Ebeling,
ed., Money, Method and the Market Process: Essays by Ludwig von Mises (Norwell, Mass.:
Klewer Academic Press, 1990), pp. 3–51.—Ed.]

4 This statement does not at all interfere with the problem whether mathematics is a use-
ful tool in treating economic problems. But within the limits of this paper it is impossible
to touch upon this question.

facts. On the contrary, what enables us to comprehend historical facts is
only the circumstance that we possess at the outset of our study, an amount
of insight into the nature and essence of human action. Without the log-
ical apparatus of this knowledge we could not grasp the meaning and sig-
nificance of any action. There is no such thing as pure social facts, which
the student’s mind may comprehend without the aid of a framework of
theories based on the logic of action.

Economics as it has been developed since the eighteenth century is a
part—maybe the most important part, in any case the most highly devel-
oped part up to now—of a more general science of human action. This sci-
ence endeavors to expound the categories of action, building them up into
a system that logically belongs to the same class of knowledge as logic and
mathematics. It may be styled the logic of human action. It is immaterial
whether one is ready to call logic, mathematics, and praxeology (which
may be the most apt expression to signify the whole of this theoretical dis-
cipline of human action) a priori knowledge and to discriminate them by
this term from the knowledge founded on experience.3 Even if one ac-
cepts empiricism’s view according to which these branches too are to be
considered as growing out of our experience, one cannot bridge the gulf
that separates them from the rest of human science. What we have to rec-
ognize is that the logical character of economic theory is not to be com-
pared with that of experimental science, e.g., physics, but with that of the
“pure” sciences, logic and mathematics.4

We define the logical character of economics as an a priori science

06/Mises Vol. 2/Part VI.p  7/20/02  1:06 PM  Page 344



The Logical Character of the Science of Human Action � 345

that is not deduced from external experience but that, on the contrary, is
the condition of all our experience of human action. This definition does
not signify the agenda of a science that does not yet exist and that is still to
come. It does not mean to say that a change in the methods of the exist-
ing science is wanted. It merely defines the logical character of all eco-
nomic science, both of the past and of our own time.

It is true that some economists have misunderstood the logical char-
acter of their own method. They believed that the theories they taught had
been discovered in the same way that physicists have discovered natural
laws. In fact, these economists too, notwithstanding their opinion on
method, proceed and argue in their economic reasoning in the same way
as all other economists. They deduce from ultimate principles that are not
founded on experience, but are from our insight in the essence of human
action.

IV

In examining the positivist postulate that history has to be replaced by a
discipline according to the standards of natural science, some German
philosophers have declared that there is an unbridgeable gulf between
history on the one hand and the natural sciences on the other hand.
Whereas the natural sciences aim at the cognition of generalities, history
aims at the cognition of the individually unique and of individual coinci-
dences. It seeks to expound that which happened once and will never
occur again. In doing so it employs all the logical tools of the other
branches of knowledge. But over and above this it employs a special men-
tal faculty that is of no use for the naturalist. It is the historian’s duty to try
to understand the meaning of the historical facts and the qualities of the
individual agents.

Understanding in this technical meaning of the word is not ratiocina-
tion. It differs in principle from the way in which the naturalist describes
and explains facts. In the understanding there is always contained an irra-
tional element, something that cannot be totally imparted to another. We
are sure that in explaining some mathematical or physical formula or stat-
ing a fact about the outer world we shall be rightly understood by every-
body who has the requisite mental capacity. In dealing with the qualities
and individualities that the understanding grasps, we lack this certainty.
We never know whether we have been understood in the way in which
we wish to be understood. There is receptiveness and there is nonrecep-
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5 [Friedrich Christoph Dahlmann (1785–1860) was a German historian most famous for
Official Sources in German History (1830). In 1837, King Ernest Augustus of Hanover dis-
missed him from his professorship at the University of Göttingen for protesting the abro-
gation of the constitution. He also taught in Bonn and was a member of the Frankfurt
Parliament (1848–49).—Ed.]

6 [Wilhelm Dilthey (1833–1911) was an influential German philosopher of history and
culture who was critical of the attempt to introduce the methods of the natural sciences into
the study of history. He argued that there is a subjective element in human events relating
to the interpretive meaning given to objects, events, and actions by the human agents. He
said that historical analysis, therefore, was hermeneutical in quality in that it required the
historian to discern the meanings in the doings of men.—Ed.]

7 [Wilhelm Windelband (1848–1915) argued against the introduction of the positivist ap-
proach to the human sciences. He argued that the study of men is inseparable from an un-
derstanding of the values and meanings that men assign to their activities in the distinctive
historical process.—Ed.]

8 [Wilhelm Wundt (1832–1920) was an early developer of experimental psychology. How-
ever, he strongly opposed the attempt to reduce this field to behavioral observation and
measurement, arguing that what matters for the human subject and influences his conduct
is his lived experiences with their specific meanings for the individual.—Ed.]

9 [Max Weber (1864–1920) is considered one of the greatest contributors to sociological
theory in the last hundred years. He developed the concept of the “ideal type” for socio-
logical and historical analysis, and emphasized the importance of subjective meaning—the
meaning in an action from the individual human actor’s point of view—in social theory.
—Ed.]

tiveness in reference to these matters. And there are different points of
view, and it depends on which of them we have chosen.

The consequence is that there are differences among the historians in
the understanding of unquestionable facts. They may agree on the state-
ment of the bare fact, but they differ as to its meaning and importance. In
the historian’s work there is always an element of subjectivity, which is an
emanation of the historian’s personality. Not only with respect to the men,
conditions, and facts that form the subject of history, but to the historian’s
personality as well, does individuum est inetfabile hold good.

The philosophers and historians who have expounded these teachings
—Dahlmann,5 Dilthey,6 Windelband,7 Wundt,8 Max Weber9—ignored
the fact that since the middle of the eighteenth century a generalizing sci-
ence of human conduct has been developed. Living in the Germany of the
Historical School, they ignored both economics and social philosophy.
They, therefore, overlooked the existence of the science that aims at an
insight into human conduct that is applicable to all human action, irre-
spective of age, racial and social conditions, country and opinions. In their
eyes, the study of human action was only history.
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10 See John E. Cairnes, The Character and Logical Method of Political Economy (New
York: Augustus M. Kelley, [1888] 1965); Ludwig von Mises, Epistemological Problems of
Economics; and Lionel Robbins, An Essay on the Nature and Significance of Economic
Science (London: Macmillan, 2nd rev. ed., 1935).

V

The German economists of the Historical School have grossly misunder-
stood both the significance of the specific understanding of the historical
disciplines and the essence of praxeology. They believe that they are fun-
damentally opposed to the positivist mentality and to its judgment of his-
tory. They, in fact, accept the main principle of positivism when they
declare that economics and sociology have to be pursued as experimental
sciences based on historical experience.

The youngest branch of German economic methodology has been in
some respect both more and less consistent in proclaiming the specific un-
derstanding of the historical disciplines to be the be-all and end-all of eco-
nomic method. According to them, economic “theory,” as distinguished
from economic history, has the task of describing the economic styles of
the different epochs of economic history and of finding out their interac-
tions and their interconnections. In their eyes economic theory is logically
something like the history of art and literature. These too, of course, de-
scribe styles and their interactions. But has anybody, on that account,
called the history of art a theoretical science?

A theory of human action, distinct from history, only can be based on
a priori insight, since it’s impossible to build up such a theory on the basis
of experience without experiments.

VI

Positivism’s failure in its endeavors to reform the moral and social sci-
ences lies in its logical prejudice that the method of physics is the only
scientific method. Positivism emphasizes its independence from any kind
of metaphysics. In fact, it is in itself a rather poor and naive school of
metaphysics, as it proposes to solve all problems of scientific method by
preconceived ideas, without paying due consideration to the peculiarities
of their subject.10
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1 [This article originally appeared in German in Archiv für Sozialwissenschaft und
Sozialpolitik, Vol. 51 (December 1923). In correspondence at the time when this article
was in galleys, Mises accused Joseph A. Schumpeter, who was one of the editors of the
Archiv, of attempting to change a part of the text without Mises’s permission.—Ed.]

2 [Ludwig von Mises, “Economic Calculation in the Socialist Commonwealth,” [1920]
in F. A. Hayek, ed., Collectivist Economic Planning (London: George Routledge & Sons,
1935), pp. 87–130, and in Israel M. Kirzner, ed., Classics in Austrian Economics: A Sam-
pling in the History of a Tradition (London: William Pickering, 1994), pp. 3–30; and Mises,
Socialism [1922] (Indianapolis: Liberty Fund, [1951] 1981), pp. 95–130; 186–94.—Ed.]

3 The short essay by Franz Meyer, “Die Krisis in der Theorie der Sozialisierung” [The
Crisis in the Theory of Socialization], Sozialistische Monatshefte, Vol. 60, pp. 150–54, is

chapter 41

New Contributions to the Problem
of Socialist Economic Calculation1

The problem of economic calculation is the central and fundamental
problem of socialism. That this was not seen until very recently is attrib-
utable to two circumstances. The problem did not exist at all for the ad-
herents of an objective theory of value. If value is objectively discernable
and calculable, then no difficulty need arise for purposes of economic cal-
culation. Of course, if the attempt had been made to think carefully about
the structure of a collectivist social system, then the contradictions in the
objective theory of value would soon have been obvious. Seen from this
perspective, it would have been realized that the problem of value could-
n’t be satisfactorily resolved with the Classical economists’ theory of value.
But Marxism had placed a strict prohibition on any preoccupation with the
problems of the socialist social and economic system. Everyone had to
obey this stricture or be exposed to the suspicion of being unscientific. So-
cialism had to be praised, but not thought about.

Now, however, the problem has finally been posed, and it can no
longer be cautiously evaded. I believe that I have proven that economic
calculation in a socialist society would be impossible.2 Three works have
now come out that attempt to reach a different conclusion.3
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satisfied with defining the problem of socialist economic calculation, but abstains from at-
tempting to offer any solution.

4 A. W. Cohn, Kann das Geld abgeschafft werden? [Can Money Be Eliminated?] (Jena:
Gustav Fischer, 1920).

5 Ibid., p. 128.

6 Cf., Albert Schäffle, Bau und Leben des sozialen Körpers [The Structure and Life of the
Social Body] (Tübingen, 1878) p. 354f. [See Schäffle, The Quintessence of Socialism (Lon-
don: Swan Sonnenschein, 1892), pp. 90–96. Albert Schäffle (1831–1903) was a promi-
nent advocate of social reform in imperial Germany, and affiliated with the German
Historical School. While expressing concern that a collectivist economy could endanger
freedom of choice, he believed that the planned society was inevitable. He briefly served
as Austrian minister of commerce and agriculture, and designed a plan for redefining the

The book by Arthur Wolfgang Cohn is the doctoral thesis of a highly
talented and very promising young scholar, whom a lamentable accident
has snatched away prematurely.4 Cohn first reviews the literature dealing
with the problem, citing word for word those passages of my above-
mentioned essay that seem most important to him. At first he seems to be
in general agreement with my arguments. Then, however, he abruptly
comes to the conclusion that the problem, the solution of which I have
said to be impossible, was solved long ago by Schäffle’s “social tax” and
that it was a mistake for me not to have taken into consideration the idea
of the social tax.5 Unfortunately, Schäffle’s proposal is completely and ab-
solutely useless. It rests upon a misunderstanding of the nature of our
problem.

Schäffle wants his tax established by official decree. “Representatives
of industrial trade associations and representatives of the consumers (for ex-
ample, warehouse administrators, who reflect the demands for consump-
tion), would have to come together. . . .The central accounting office for
production would make known to them the costs of various amounts of
different types of goods delivered to certain locations at a certain time as
a fraction of the total social labor incurred in production. It would be
known to them, through the central office of production accounting, what
fraction of the social-labor time a certain amount of a certain kind of good
(delivered to a certain place at a certain time) costs. In a situation where
demand exceeds supply the tax would be set higher than the average labor-
cost of manufacturing that good; in the reverse case the tax would be set
lower. Instead of this method, perhaps a scale could be established on the
basis of past experience that would assure an almost mechanical, certain,
and non-arbitrary tax regulation.”6
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status of Bohemia within the Austro-Hungarian empire; the plan was never implemented
because of opposition by the Hungarians.—Ed.]

7 Cf. my Socialism, pp. 137–38.

8 Schäffle, op. cit., 474 (also pp. 332ff.). [Schäffle, The Quintessence of Socialism, pp. 77–
89.—Ed.]

9 Ibid., p. 476 (in the 2nd ed., 1896, Vol. II, p. 306). [“Natural value,” or value in natura,
refers to the idea that goods could be valued and allocated and resources could be distrib-
uted among alternative production uses without the intermediation of money, and without
money serving as the general unit of account for purposes of economic calculation.—Ed.]

10 Albert Schäffle, Die Quintesenz des Sozialismus (Gotha, 18th ed., 1919), pp. 47ff.; and
The Impossibility of Social Democracy (London: Swan Sonnenschein, 1890), pp. 27ff.

That is the procedure Schäffle recommends for “the determination of
the liquidation tax between labor credits [assigned to workers for purchasing
goods] and social supplies in the socialist state.” For this purpose and for this
purpose only, it is no doubt just as useful as any other procedure that could
be proposed. Whether one wishes to consider it “fair” is another question,
and is one that need not concern us any further. It only remains to ask
whether this method can be applied, and this question can be answered in
the affirmative. For the socialist society can deal with the distribution of
goods according to any principles it wishes. Only if it is desired to make the
allocation of the shares to different goods mutually compatible is it con-
strained in establishing the conditions under which consumer goods are to
be exchanged for labor credits. This method would only be applicable for the
terms under which consumer goods are to be exchanged one for the other.7
It is a different matter when it comes to using this social tax for purposes of
economic calculation, and for this purpose it completely fails. Everything
that I have presented in my previously mentioned work applies to this case.

Schäffle’s basic error is that he believes that there is a socialist proce-
dure, that is to say, a “direct social measure of value,” consisting “of a def-
inite fraction of the yield actually created by the total mass of social
(socialized) labor-time.”8 “Labor exploited under capitalism,” of course,
“cannot be used as a social measure of value. It cannot really be embod-
ied as a unit, and therefore cannot be converted into a definite fraction of
the measure of value. Under collectivist production, on the other hand, so-
cial labor would be a tangible reality and useable as a measure of natural
value.”9 Schäffle’s ideas on the theory of value were far too inadequately
thought through for him to notice the elementary defects in his proposal.
Certain thoughts, of course, later occurred to him.10 But in spite of this
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11 Schäffle, Die Quintesenz der Sozialismus, p. 47: “As has already been noted, socialism
must figure out how to correct radically its fundamental social-labor-cost theory of the value
of goods. This does not seem impossible to us; we will leave it at that.”

12 [For a critical analysis of Schäffle’s work on socialism in contrast to Mises’s views on the
problems of economic calculation, see Richard M. Ebeling, “Economic Calculation
Under Socialism: Ludwig von Mises and His Predecessors,” in Jeffrey M. Herbener, ed.,
The Meaning of Ludwig von Mises (Norwell, Mass.: Kluwer Academic Press, 1993), pp.
56–101.—Ed.]

13 Karl Polanyi, “Sozialistische Rechnungslegung,” Archiv für Sozialwissenschaft und
Sozialpolitik, Vol. 49, pp. 377–420. [Karl Polanyi (1886–1964) was a famous economic
anthropologist, best known for his 1944 book, The Great Transformation, about the indus-
trialization of Europe. A Hungarian by birth, after the First World War Polanyi founded the
Radical Citizens of Hungary. He worked as a journalist in Vienna from 1924 to 1933. After
living in England for several years he moved to the United States in 1940, and was a pro-
fessor of economics at Columbia University (1947–53). He was a leading advocate of a col-
lectivist society freed from self-interest and monetary concerns.—Ed.]

14 Ibid., pp. 378 & 419.

15 [Under Guild Socialism each industry would be managed and controlled by the work-
ers in that sector of the economy. The coordination of production and distribution for the
economy as a whole would be arranged through central agreement among the respective
industrial groups. One of the most detailed outlines for such an economic order was de-
veloped in the period immediately after World War I by Sidney and Beatrice Webb, A Con-
stitution for the Socialist Commonwealth (London: Longmans, Green, 1920).—Ed.]

he basically maintained his ideas.11 Schäffle was far from even correctly
grasping the nature of the problem. The assertion that he had solved it, in
the sense of a feasible method of calculating values under socialism, is ab-
solutely wrong.12

In an article entitled “Socialist Accounting,” Karl Polanyi attempts to
solve what he believes “to be generally recognized as the key problem of
the socialist economy.”13 Polanyi, at first, frankly admits that he considers
the solution of the problem to be impossible “in a centrally administered
economy.”14 His attempted solution is tailored only to the conditions of “a
transformed, functionally reorganized socialist economy.” He designates by
this name a type of society that approximately corresponds to the ideal of
the English Guild Socialists.15 And his conception of the critical points
concerning the nature and effective possibilities of his system are unfor-
tunately no less nebulous and vague than that of the Guild Socialists.

The political community “is considered” to be the owner of the means
of production. However, no direct right of disposal is connected with this
“ownership.” This belongs to the producers’ associations that are set up by
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16 Ibid., p. 404f.

17 Ibid., p. 404, footnote 20.

the workers through elections in each of the individual branches of pro-
duction. The individual producer associations are brought together to form
the Congress of the Producers’ Associations that “represent production as
a whole.” Standing opposite them is the “Commune,” which serves as a
second “main functioning association of the community.” The “Com-
mune” serves not only as a political organization but also “as the real rep-
resentative of the higher goals of the society.” Both of the two functional
associations exercise legislative and executive functions in their respective
spheres. The arrangements between these chief functional associations
embody the highest power of the society.16

The defect in this construction lies in the obscurity by which it seeks
to avoid the core question: socialism or syndicalism? Similarly to the Guild
Socialists, Polanyi expressly awards the ownership of the means of pro-
duction to society, to the Commune. He thinks he has said enough to save
his construction from the accusation of syndicalism. Yet in the very next
sentence he takes back what he has just said. Ownership is the right of dis-
posal. If the right of disposal does not belong to the Commune but to the
producers’ associations, then the latter are the owners and what we have is
a syndicalist society. It can only be one or the other; between syndicalism
and socialism there is no middle ground and no reconciliation. Polanyi
does not see this. He says, “Functional representatives for one and the
same people can never come into irreconcilable conflict with each other
—that is the basic idea behind every functional constitutional design. For
the arbitration of occasional disagreements either joint committees of the
Commune and the producers’ associations, or some sort of supreme con-
stitutional tribunal, will be provided as coordinating organizations, which,
however, will have no legislative and only very limited executive power
(the administration of justice, security services, etc.).”17

The basic idea, however, of a designed functional constitution is mis-
taken. If—and this is the unstated presupposition in Polanyi’s and similar
constructions—the political parliament is to be set up by the ballot of all
the citizens, each having an equal right to vote, while the parliament of the
producers’ associations are based on a quite different electoral arrange-
ment, then a conflict between them can very well emerge. The commit-
tees could then successfully arbitrate a conflict between them only if one
or the other main association is dominant in them; if both are equally rep-
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18 Eduard Heimann, Mehrwert und Gemeinwirtschaft, Kritische und positive Beiträge zur
Theorie des Sozialismus [Surplus Value and the Collective Economy, Critical and Positive
Contributions to the Theory of Socialism] (Berlin: Hans Robert Engelmann, 1922). [Ed-
uard Heimann (1889–1967) was a prominent German economist and a member of the
Christian Socialist party. He came to the United States in 1934 and taught at the New

resented, then no decision could be reached in the committee. But if one
of the two associations has preponderance in either the structure or the
procedures of the committee, then the final decision rests with it. A tri-
bunal cannot settle questions of political or economic practice. Courts can
only render their judgments on the basis of already existing norms, which
they can apply to the individual case. If they are to deal with questions of
expediency, then in reality they are no longer courts of law but the supreme
political authority; and all we have said about the committees applies to
them too.

If neither the Commune nor the Congress of the Producer Associa-
tions has the final decision, then the system is simply not viable. If the
Commune has the final decision, then we are talking about a “centrally ad-
ministered economy,” under which even Polanyi concedes the impossi-
bility of economic calculation. If, however, the final decision is with the
producer associations, then we are looking at a syndicalist society.

Polanyi’s confusion about this fundamental point makes him view a
phantom solution as a practicable solution of the problem. His associa-
tions and subassociations stand in a relationship of reciprocal exchange,
they receive and give as if they were owners; this is the way in which a mar-
ket and market prices are formed. Polanyi does not notice that this is ir-
reconcilable with the essence of socialism, since he has ignored the
unbridgeable conflict between socialism and syndicalism.

Considerably more could be said about the particular defects that are
inherent in Polanyi’s construction. They are, however, insignificant in
comparison with this fundamental defect and can only claim minor at-
tention since they are characteristic of Polanyi’s chain of reasoning. That
principal defect is, however, not peculiar to Polanyi; it is shared by all con-
structions of a guild-socialist system. Polanyi has the unquestionable merit
of having worked out this construction much more precisely than the ma-
jority of other writers; thus, he has presented its weaknesses more clearly.
Also, he must be highly credited for perceiving the impossibility of eco-
nomic calculation in a centrally administrated economy in which ex-
change does not occur.

The third contribution to the treatment of our problem comes from
Eduard Heimann.18 Heimann is a devotee of an ethically and religiously
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School for Social Research in New York. He authored History of Economic Doctrines: An
Introduction to Economic Theory in 1945.—Ed.]

19 [See Chapter 40, “The Logical Character of the Science of Human Action,” footnote 9.
—Ed.]

20 [Otto Neurath (1882–1945) was most famous for his attempt to develop a theory of a
natural, or moneyless, economy. In 1919 he played the role of “social engineer” by serving
in the Central Economic Office in Bavaria for the planning of the socialization of indus-
try. He also was a prominent member of the Vienna circle of Logical Positivists.—Ed.]

21 Max Weber, Economy and Society: An Outline of Interpretative Sociology, Vol. I (Berke-
ley: University of California Press, 1978), pp. 104–7. As Weber remarks on p. 107, his book
was already in press when my previously mentioned article, “Economic Calculation in the
Socialist Commonwealth,” appeared in the Archiv für Sozialwissenschaft (Vol. 47).

22 Heimann, op. cit., pp. 184ff.

motivated socialism. His political convictions, however, do not in the least
blind him to the problem of economic calculation. In his treatment of the
problem he follows the arguments of Max Weber.19 Max Weber had un-
derstood that the problem is “absolutely central” for socialism. In an ex-
haustive discussion, in which Weber dismissed the “natural-accounting”
visions of Otto Neurath,20 he had shown that without the use of money
and monetary calculation any rational economic action is impossible.21

Heimann now wishes to demonstrate that even in a socialist economic sys-
tem calculation would be possible.

If Polanyi starts from a conception that is close to English Guild So-
cialism, Heimann develops his proposals in connection with German ideas
of the planned economy. Characteristically, his arguments nevertheless
resemble those of Polanyi on the only point that matters. They are regret-
tably vague at exactly the point where a specific answer is needed: on the
relationship between the individual production groups, into which the so-
ciety is divided according to the organization of the planned economy, and
the society as a whole. Thus he comes to the point at which he speaks
about trade in a functioning market22 without noticing that in a fully and
consistently practiced planned economy, there is no trade, and that what
one might perhaps want to call buying and selling must, by its very nature,
be something of a quite different character. Heimann falls into this error
because he sees the monopolistic consolidation of the individual branches
of production as the characteristic feature of a planned economy, rather
than the dependence of production on the single will of a central social
agency. This misconception is all the more surprising considering that the
very name “planned economy,” and all the arguments brought forth in
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23 Ibid., p. 174.

24 Ibid., p. 185.

favor of the idea, strongly emphasize the centralized direction of the econ-
omy. Of course, Heimann recognizes the hollowness of the argument that
uses the slogan, “anarchy of production.”23 But he never should have for-
gotten that it is precisely here and nowhere else that the distinction sepa-
rating socialism from capitalism is most sharply made.

Like the majority of all writers who have concerned themselves with
the planned economy, Heimann does not perceive that a strictly imple-
mented planned economy is nothing other than pure socialism and that
it differs only in outward appearances from the rigid, centrally organized
socialist society. The fact that under the unified direction of a central au-
thority a series of apparently independent departments is entrusted with the
administration of individual branches of production does not change any-
thing about the fact that the central authority alone holds the reins. The
relationships between the individual departments are not regulated on a
market through the competition of buyers and sellers, but by government
command. The problem is that these commands have no yardstick avail-
able for purposes of economic calculation and computation because there
are no exchange relationships formed on the market to guide the govern-
ment. The government can, no doubt, set up substitution ratios deter-
mined by itself for accounting purposes. But the determination of these
ratios is arbitrary. They are not based on the subjective valuations of indi-
viduals and imputed to the means of production in the form of market
prices through the collaboration of all those who are active in producing
and exchanging. It therefore cannot serve as the foundation for rational
economic calculation.

Heimann reaches his illusory solution of the problem by utilizing the
theory of costs. Economic calculation is to be guided by costs. Prices are
to be calculated on the basis of the “costs of production that the enter-
prises that are connected to the clearing house will have expended on av-
erage, including on workers’ wages.”24 This is a solution with which
economic theory would have been satisfied two or three generations ago.
It is not sufficient for us today. If costs are understood as opportunity cost,
i.e., that which would have been avoided by an alternative application of
the expenditures, it is easily seen that Heimann’s arguments move around
in circles. In the socialist society any alternative application is possible only
by order of the government. The problem we are faced with is precisely
whether the government could have the means to calculate in order to
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25 Ibid., pp. 188ff.

26 Cf., my Socialism, pp. 192–94.

reach its decisions. The competition of the entrepreneurs who, in the so-
cial system based on private ownership, strive to supply goods and services
to their most profitable uses is replaced in every conceivable type of so-
cialist system by the planned economy, which is directed by the govern-
ment. It is the competition among the entrepreneurs that forms the prices
for the factors of production, as they mutually try to wrest the labor force
and the material means of production away from each other.

Where the economy is “planned,” i.e., managed by a central authority
to which everything is subordinated, the basis for calculating profitability
disappears; only the natural calculation of productivity is left. Heimann says,
“As soon as real competition reigns on the market for consumer goods, the
resulting structure of prices immediately spreads throughout all stages of
production, provided the price relationships emerge in the same competi-
tive way on each market and are independent of the influence of the parties
on the producers’ side of the market.”25 That would only be the case, how-
ever, if real competition existed. Heimann imagines society being comprised
of an association of a number of “monopolists.” Each one is a department in
the overall socialist economy, with respectively assigned exclusive manage-
ment over a part of the production process. If they purchase producers’ goods
on the “market” this does not represent real competition because the gov-
ernment assigns to them in advance the particular areas over which they are
actively to busy themselves and from which they are not allowed to deviate.
Competition only exists when everyone produces what seems to him to offer
the prospect for the greatest profit. I have attempted to show that only private
ownership of the means of production corresponds to such situations.26

Heimann’s image of the socialist society only considers the repetitive
manufacturing of consumer goods from raw materials into consumer
goods. Thus it gives the impression that the individual divisions of the col-
lectivist economy would be in a position to operate independently. Far
more important than this aspect of the production process, however, is the
reinvestment of existing capital and the investment of newly formed cap-
ital. The essence of economic decision-making concerns these matters, and
not in the use of circulating capital, which is determined as part of the in-
vestment and reinvestment decisions. But these decisions, which are bind-
ing for years and decades, cannot be made on the basis of the momentary
state of the demand for consumer goods. They must always be oriented
toward the future; that is, they must be “speculative.” Here Heimann’s sys-
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27 [Alexander V. Chayanov (1888–193?) was a Russian economist who constructed an
agricultural planning model for rural development in his 1918 book, The Theory of the
Peasant Economy. He emphasized the role of the family farm as a basic unit for agricultural
development and disagreed with the forced collectivization of the land that began in 1929.
In 1930 he was indicted in one of Stalin’s early show trials in Moscow and sentenced to
prison, where he died at some unknown time.—Ed.]

28 [Stanislav G. Strumilin (1877–1974) participated in the development of planning
models in the Soviet Union and wrote Economic Significance of National Education
(1924).—Ed.]

29 [Nikolai Bukharin (1888–1938) was a leading Marxist economist, who was close to
Lenin before and after the Bolshevik revolution in 1917. He served on the ruling Politburo
after Lenin’s death in 1924 but was removed in 1929 by Stalin, who then ordered his ar-
rest and execution after a show trial in Moscow in 1938.—Ed.]

30 [Yevgeny Varga (1879–1964) was one of Stalin’s leading economic advisors on planning
and international capitalism throughout the 1930s until Stalin criticized him in 1947.
Born in Hungary, he served as a people’s commissar of the Hungarian Soviet Republic
during the short-lived communist government in 1919 under Béla Kun. After moving to

tem, which makes the expansion or contraction of production proceed
more or less mechanically and automatically on the basis of the current de-
mand for consumer goods, fails completely. Solving the problem of value
by reducing it to costs would be sufficient only for the theoretically con-
ceivable situation of a state of equilibrium, which never and nowhere is in
existence. Only in the imagined state of equilibrium do price and costs
coincide. This is not the case in a dynamic economy.

Heimann’s attempt to solve the problem of economic calculation,
which I believe I have shown to be insoluble, is a failure in my opinion.
Nevertheless, his book is still a fine performance, above all because it rec-
ognizes the fundamental importance of the problem of economic calcu-
lation for socialism and consequently contributes to putting the discussion
about the question of social organization back on a scientific basis. In ad-
dition to our problem, it deals with a whole series of other important issues
in economic theory through a critical discussion of Karl Marx, Franz Op-
penheimer, Gustav Cassel, and Joseph A. Schumpeter. Moreover, it is a
thoroughly honest book, in that it is not satisfied with superficial observa-
tions but attempts to deal with the difficulties at hand. It will have to be
dealt with more thoroughly on several points.

The literati of the Marxist party also no longer can refuse to deal with
the problem of economic calculation in the socialist society. Only half 
a year after the appearance of my essay “Economic Calculation in the
Socialist Commonwealth,” the Bolsheviks Alexander V. Chayanov,27

Stanislav G. Strumilin,28 Nikolai I. Bukharin,29 Yevgeny Varga,30 and oth-
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Moscow he was director of the Institute of World Economy (1927–47) and worked for the
Secretariat of the Communist International in Moscow.—Ed.]

31 These articles were not accessible to me since I do not speak Russian. Only the sum-
maries were available that are given by Leichter on pp. 85–92 in his article that is discussed
below. They are of Chayanov’s and Strumilin’s articles and a short comment about
Chayanov’s paper by Varga. Varga’s article also appeared in German in the second volume
of the Viennese periodical, Kommunismus, No. 9/10 (1921), pp. 290–298, under the title,
“Die Kostenberechnung in einem geldlosen Staat” [The Calculation of Costs in a Non-
Monetary State].

32 [Karl Kautsky (1854–1938) was a leading Marxist theoretician and a leader of the Ger-
man Social Democratic movement. Lenin once said that Kautsky knew by heart every
word written by Marx. He advocated a peaceful transition to socialism and strongly op-
posed Lenin’s revolutionary, violent, and dictatorial methods in Russia.—Ed.]

33 Karl Kautsky, Die Proletarische Revolution und ihr Programm [The Proletarian Revo-
lution and Its Program] (Berlin/Stuttgart, 2nd ed., 1922) p. 321.

ers dealt with the problem in a series of articles in the Economicheskaya
Shishni, an official publication of the Soviet government.31 The outcome
of this discussion was deplorable. Chayanov did not get beyond a failed at-
tempt to construct arbitrary numerical ratios for purposes of calculation
in the individual branches of production in a natural [nonmonetary] econ-
omy. Strumilin rejected Chayanov’s proposed solution and tried to replace
it with a system for determining the value of labor. His remarks about the
relationships of the value of labor to utility are mentioned only briefly in
the summaries we have before us. Varga concerns himself only with the
calculation of labor time without going deeply into the difficulties that
stand in the way of its application.

Karl Kautsky32 makes the solution of the problem especially easy for
himself. He finally now sees that a calculation of labor-time cannot work.
“Instead of attempting the hopeless task of measuring running water with
a sieve—and this is what the establishment of value would be—for the cir-
culation of goods, the proletarian regime will have recourse to what it finds
ready at hand. These are the prices that have developed historically, which
today are measured in gold and which even the greatest inflation can only
mask or distort, but not abolish. What even the largest and most complete
statistical apparatus could not accomplish—the appraisal of goods ac-
cording to the labor contained in them—we find given to us in the tradi-
tional prices resulting from a long historical process. However incomplete
and imprecise they may be, they are the only possible foundation for the
smoothest and easiest possible continued functioning of the economic
process.”33

07/Mises Vol. 2/Part VII.p  7/20/02  1:05 PM  Page 361



362 � Selected Writings of Ludwig von Mises

34 Ibid., p. 322f.

35 Ibid., p. 324.

36 [Otto Leichter (1898–1973) was a prominent Austrian socialist who was editor of the
Vienna newspaper, Arbeiterzeitung from 1924 to 1934. He moved to the United States in
1938, and after 1945 worked as a correspondent affiliated with the United Nations.—Ed.]

37 Otto Leichter, “Die Wirtschaftsrechnung in der sozialistschen Gesellschaft” [Economic
Calculation in the Socialist Society] Marxstudien, Vol. 5, No. 1 (1923).

38 Ibid., p. 50.

39 Cf., my Socialism, pp. 114–16.

Nothing reflected in these traditional prices will be changed all at
once. But “if the social interest requires it, the quantities of production
and of the prices of individual goods” can also “be established as a variance
with those handed down from capitalist times.” This, Kautsky opines,
“taken case by case, provides a much simpler operation than the calcula-
tion of the value of labor in all goods for the introduction of a labor-money.
Of course, one will not be able to proceed with this in an arbitrary man-
ner.”34 Unfortunately, however, Kautsky neglects to indicate how that can
be done other than in an arbitrary way. And when he recommends the re-
tention of the capitalist monetary system, he declares that he must limit
himself only to suggestions and does not want to offer any theory of
money.35

No injustice is done to Kautsky by declaring that the solution proposed
by him is not worthy of any further discussion. He himself admits that in
the long run the prices handed down from the past will not suffice. Yet he
does not indicate how the necessary corrections would be dealt with.

In contrast to Kautsky, Otto Leichter36 holds strictly to the idea of cal-
culation through the use of labor-time.37 He easily succeeds in demon-
strating that Marx too “sees in this measure of value the only possibility
for a socialist economy.” Hence his task is really fulfilled in the sense of
Marxist science; he declares with satisfaction that he can refer “directly to
the intellectual tendency of capitalism.”38 Leichter, however, wishes still
to do one other thing, and that is to refute the criticisms that have been
raised against the idea of calculation through labor-time. He fails com-
pletely in this attempt.

Labor-time calculation is unsuitable for purposes of economic calcu-
lation. Firstly, it is impossible to reduce labor of different qualities to a sin-
gle common unit, and then, secondly, in the calculation it only includes
the production factor of labor, not also the material factors of production.39
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40 Leichter, op. cit., p. 62.

41 Ibid., pp. 26ff.

Leichter does not wish to let that pass. One can, he says, “compare the im-
portance of different labor functions with each other; one can very well
compare the importance of a forge operator in a large steel firm with the
qualification of a stoker’s boy more or less in the sense of how much more
important it is that the forge operator is at his job or how much better he
works than the stoker boy or how much more difficult or demanding is the
work of the forge operator.”40 One can make such comparisons, certainly,
but they will always lead to different results, according to the subjective
viewpoints of those who are making them. And what does “importance”
mean here? If it is supposed to be importance in regard to the achieve-
ment of the product of labor, then one must have recourse to sophistic dis-
cussions about the question of whether the hammer or the nail, the paper
or pencil is more important. Leichter, who shows himself to be a dyed-in-
the-wool adherent of the Marxist labor theory of value, cannot, of course,
have meant importance in regard to the satisfaction of human needs, i.e.,
subjective value. But quite aside from that, which of the four questions
that arise from Leichter’s arguments should be presented to these judges?
Should the importance of “being at the job” or the importance of “work-
ing better” or the difficulty of the work or the strain which it causes be
compared? Or should the two jobs be compared in a hundred other con-
ceivable ways, perhaps in regard to whether they are injurious to health or
in regard to the difficulty of learning them? Each one of these compar-
isons yields a different result, and only one can be taken as the basis for the
ratio of comparison. Or should the results of several comparisons be com-
bined for the computation of a scale of comparison?

Leichter’s assertion that ordinary routine solves all of these problems,
since it forms the basis for the wages of all kinds of work, is completely
mistaken. Wage rates are formed through the commercial exchanges of
the marketplace on the basis of subjective valuations. The problem is pre-
cisely to examine whether even in a society without exchange the reduc-
tion of different qualities of labor to a single uniform standard is possible.
Leichter sees nothing in this objection but “market fetishism” (he is espe-
cially proud of having coined this expression).41 He thinks that in the ne-
gotiations that are carried on between the individual entrepreneurs, the
workshop managers, and the individual workers about the wage rates for
different skilled labor jobs, it is not a question of “market bargaining in the
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42 Ibid., p. 63.

ordinary sense. The remuneration of the skilled and less skilled workforce,
especially the relationship between the remuneration of different profes-
sional categories or the payment for different machine work in the same
professions has almost nothing to do with the condition of the labor mar-
ket or with the momentary amount of unemployment. Hence, supply and
demand also play almost no role at all in the sense of the transactions of
the market.”42 Unfortunately Leichter neglects to provide any evidence for
this claim. It should also be noted how he takes all fundamental meaning
away from his thesis by twice inserting the little word “almost.”

The source of Leichter’s errors is to be found in the inadequacy and
lack of clarity in his conception of the nature of the market and of price
formation on the market. The essence of the market seems to him to lie
in “bargaining” and in the appeal of the parties to supply and demand.
But bargaining can be completely absent; even where “rigid prices” exist,
in regard to which “nothing can be negotiated,” the mechanism of the
market is always at work, except that the state of the market influences the
price not directly through the negotiations of the parties but indirectly
through their behavior (i.e., their failure to come forward or the over-
abundance of buyers and the corresponding behavior of sellers). More-
over, Leichter also must admit that there is bargaining in the wage
negotiations that he cites. He only says that there is no “market bargaining
in the usual sense”—obviously, because here the parties do not refer to
supply and demand. But such reference never comes up; the parties busy
themselves with referring to the righteousness of their demands, the size
of the “primary costs,” and “the necessity of the achievement of a certain
income.” But what the parties say during the act of exchange is meaning-
less for understanding the nature of the process; it is their conduct and not
their speech that matters.

If Leichter had kept that in mind, he could not, in the zeal of his Marx-
ist bias, have hit upon the idea of questioning the influence of the state of
the labor market on the formation of wages. If a certain group of workers
is paid less than is appropriate to their marginal productivity, then the out-
flow of the work force to other, comparatively better paid work will quickly
lead to an adjustment; and in the case of relatively too high remuneration,
the influx of workers brings the situation back into order. One can readily
admit that the labor-union bureaucrat and the shop steward do not recog-
nize these relationships; but he who occupies himself with the economic
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43 See my Socialism, p. 114–15; also, “Economic Calculation in the Socialist Common-
wealth,” [in Hayek, ed., Collectivist Economic Planning, pp. 113–14; and in Kirzner, ed.,
Classics in Austrian Economics, pp. 18–19.—Ed.]

44 Leichter, op. cit., pp. 69ff.

problems of wage formation should at least try to consider matters less
superficially.

Leichter is equally unsuccessful in his attempt to refute the other ob-
jection made against the usefulness of labor-time calculation. His polemic
is built on a misunderstanding of my remarks. This misunderstanding re-
veals an astonishing lack of familiarity with the elementary concepts of
economic theory and is so flagrant that one is inclined to assume that
Leichter has intentionally misconstrued my words only to be able to bring
up something against them. I had said that economic calculation had to
include not only labor but also the material factors of production; and that
it was true that these, as Marx says, “are available from nature without the
aid of men.” But if they are only available in such a quantity that they need
to be economized, then they also must be included in the economic cal-
culations.43

Leichter replies, “In the first place Mises . . . approaches the problem
. . . as if it were a question of all spheres of production in which material
means of production are involved along with human labor. In this general
formulation his objection is absolutely unjustified, for most goods are fully
comprehended by the normal tabulation of costs in terms of labor hours.
Only at the conclusion of his argument does he add the decisive restriction
that his assertion has meaning only for the case in which it is a question of
scarce goods, for which economizing is necessary.”44 The “decisive re-
striction” of which Leichter speaks is that free goods—like air, water, and
sunlight—precisely do not enter into any economic calculation, since it
only includes economic goods, i.e., those goods that are not available in a
practically unlimited quantity so that one must economize them. Leichter’s
expression “scarce goods, for which economizing is necessary” and the ex-
pression “economic goods” mean the same thing. But Leichter presents
the matter as if only a few goods had to be economized. The inexact ex-
pressions “scarce goods” and “most goods” only obscure the clear and
transparent state of affairs. Let Leichter name one economic good that
does not have to be economized!

But even in the context of his own confused remarks, Leichter would
have been obliged to indicate how the problem of socialist economic cal-
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45 Ibid., p. 70.

culation is to be solved in connection with his “scarce goods.” He pru-
dently avoids the matter. He is content to say that society “in its plan for
economic activity, e.g., in mining, will determine the exact amount of work
to be done. And if higher prices for these scarce goods should be required,
they will come about by assigning a higher productivity to the labor hours
used in the production of these goods in the setting of their prices rather
than in the compensation paid.”45 Now our problem does not concern the
question of whether the society can determine the limits of mining or not
and whether it can demand higher or lower prices, but whether it will be
in a position to make decisions on the basis of economic calculation. It
has never been doubted that society can decree. I stated, however, that it
couldn’t proceed rationally, i.e., on the basis of economic calculation.
Therefore the matter is settled in terms of the essence of Leichter’s com-
ments. Everything else that his book contains is superfluous padding,
which is intended to conceal the weaknesses in the crucial passages.

Orthodox Marxists have succeeded no better than others in finding a
workable system of economic calculation for the socialistic society.
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1 [This article originally appeared in German in the Archiv für Sozialwissenschaft und
Sozialpolitik, Vol. 60 (1928).—Ed.]

2 Jacob Marschak, “Wirtschaftsrechnung und Gemeinwirtschaft. Zur Misesschen These
von der Unmöglichkeit sozialistischer Wirtschaftsrechnung” [Economic Calculation and
the Socialist Economy. Concerning the Misesian Thesis on the Impossibility of Socialist
Economic Calculation] in the Archiv für Sozialwissenschaft und Sozialpolitik, Vol. 51, pp.
501–520. [Jacob Marschak (1898–1977) was a leading proponent of general equilibrium
theory in economics and an early developer of econometric analysis. Born in Russia, he
moved to Germany in 1919 and to the United States in 1940. His major work was on the
problems of uncertainty and information in economic theory.—Ed.]

chapter 42

Recent Writings Concerning
the Problem of Economic
Calculation under Socialism1

The question of whether economic calculation is possible within a social-
ist system of society has once again occupied a group of writers.

Jacob Marschak attempts to get at the problem by criticizing economic
calculation under the social system that is based on private ownership.2

He says that economic calculation under capitalism does not provide an
accurate calculus of value. Marschak reaches this extraordinary conclu-
sion by referring to a few theorems from monopoly theory. The idea never
seems to have occurred to Marschak that someone might not agree with
his remarks about the workings of monetary calculation. And he seems
just as little to have asked himself whether anything could be gained in
the way of evidence about the possibility of economic calculation in a so-
cialist society by criticizing economic calculation in a capitalist society.
He simply follows the example given by all socialist authors and speaks as
little as possible about socialism and as much as possible about the short-
comings of the capitalist social order. Marschak then seeks to demonstrate
that economic calculation is also possible under syndicalism. That has
never been contested, at least not by me. But the economic problem that
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3 Otto Neurath, Wirtschaftsplan und Naturalrechnung. Von der sozialistischen Lebensord-
nung und vom kommenden Menschen [Economic Planning and Natural Calculation. Con-
cerning the Socialist Way of Life and the Man of the Future] (Berlin: E. Laubsche, 1925).
[See Chapter 41, “New Contributions to the Problem of Socialist Economic Calculation,”
footnote 20.—Ed.]

4 [“Natural calculation,” or calculation in natura, referred to the idea that goods could be
valued and allocated and resources could be distributed among alternative production uses
without the intermediation of money, and without money serving as the general unit of ac-
count for purposes of economic calculation.—Ed.]

5 Erich Horn, Die ökonomischen Grenen der Gemeinwirtschaft. Eine wirtschafts theoret-
ische Untersuchung über die Durchfürhrbarkeit des Sozialismus [The Economic Limits of
a Collectivist Economy. A Theoretical Inquiry into the Feasibility of Socialism] (Halber-
stadt: H. Meyers, 1928) pp. 60ff.

is under discussion is whether or not economic calculation is possible in
the socialist society, and not whether economic calculation is possible in
the syndicalist system. Marschak makes a wide detour around this problem,
which is the only one under discussion, and squanders his dialectics on
things that have nothing to do with it.

Otto Neurath has published a work that is again concerned with nat-
ural calculation.3 Neurath expresses his often-repeated belief in natural
calculation, a belief in which, as one can easily establish, he stands alone.4
Neurath also prefers, of course, to speak about many other things than nat-
ural calculation, since he has nothing new to offer as a solution to the
problem of how apples and pears can be added together. It is true, of
course, as Neurath declares, that one can compare two concrete subgroups
of different kinds of goods with each other without having the need for
money and can designate that one is more valuable and the other is less
valuable. That has never been denied, but it doesn’t have the least bit to
do with the question how a general calculation and comparison of quan-
tities of different kinds of goods and services can be made.

In contrast to Neurath, Erich Horn is concerned with the economic
limits of a collectivist economy.5 He comes to the conclusion that “[t]he
capitalist method of calculation—which determines the profitability of an
enterprise by estimating its financial situation in money terms—will also
have to be utilized in a more collectivist-oriented economic system if such
a system places any value on economizing behavior. Capitalism is, there-
fore, unalterably and permanently resistant to all radical change and so-
cialization because it is the fundamental form of economic order.”

The short and exceptionally instructive work by the Russian Boris
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6 [The “Cheka” was the acronym for the first Soviet secret police—the All-Russian Ex-
traordinary Commission to Combat Counterrevolution and Sabotage—established on
December 20, 1917, six weeks after the Bolsheviks under Lenin came to power. The or-
ganization was later reorganized and renamed several times under the acronyms OGPU,
NKVD, and KGB.—Ed.]

7 Boris Brutzkus, Die Lehren des Marxismus im Lichte der russischen Revolution (Berlin:
Hermann Sack, 1928). [This work is included as the first part of Brutzkus’s volume, Eco-
nomic Planning in Soviet Russia (London: George Routledge, 1935), pp. 1–94. It has been
reprinted in Peter J. Boettke, ed., Socialism and the Market: The Socialist Calculation De-
bate Revisited, Vol. III (London/New York: Routledge, 2000). Boris Brutzkus (1874–1938)
served briefly as the chairman of the agricultural planning commission for the Petrograd
district in the people’s commissariat for agriculture in 1922, but he was arrested and forced
to leave Russia at the end of that year. From 1923 to 1933 he was a professor at the Russian
Scientific Institute in Berlin, Germany, a position from which he was removed following
Hitler’s coming to power in January of 1933.—Ed.]

8 [See Chapter 41, “New Contributions to the Problem of Socialist Economic Calcula-
tion.”—Ed.]

Brutzkus, The Doctrines of Marxism in Light of the Russian Revolution,
deserves special attention. Brutzkus’s work was already published in the
Russian language in 1922 and led to the author’s imprisonment by the
Cheka6 and finally his expulsion from Russia.7 Now the work has appeared
in German translation. Within its ninety pages he deals with all questions
concerning the socialist system. In particular he provides a thorough analy-
sis of the central problem of economic calculation under socialism.
Brutzkus’s writing stands out in comparison to the failed attempts by
Chayanov, Strumilin, and Varga. Immediately after the publication of my
essay on “Economic Calculation in the Socialist Commonwealth” they
attempted to come up with a socialist system of calculation.8 Brutzkus af-
firms that this discussion has led to the recognition that without economic
calculation rational conduct is entirely impossible, no matter under what
kind of economic system.

In light of Varga and Strumilin’s recent declaration that labor is the
measure of value, Brutzkus also analyzes the fundamental problem of eco-
nomic calculation on the basis of the value of labor. He concludes that
even the socialist economic system cannot ignore that production always
represents the combined effort of three factors: labor, capital, and mater-
ial resources. Calculation on the basis of labor costs alone is not a usable
indicator of the greater or lesser efficiency of enterprises. As a result, the
fundamental Marxian idea of constructing a plan on the basis of a single
labor standard of value is impossible. “So the socialist society, in spite of the
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9 [Theodor Cassau, “Die sozialistische Ideenwelt vor und nach dem Kriege,” [The World
of Socialist Ideas Before and After the War] in Die Wirtschaftswissenschaft nach dem Kriege.
Festschrift für Lujo Brentano zum 80. Vol. I. [The Science of Economics after the War. A
Tribute to Lujo Brentano on His Eightieth Birthday] (Munich: 1925).—Ed.]

whole panoply of its scientific theory and a gigantic statistical apparatus,
is incapable of determining the needs of its citizens and therefore is not in
a position to provide the required direction to production.” Hence the so-
cialist economy lacks “a mechanism for the coordination of the individual
branches of production in the economy as a whole.”

Brutzkus’s work is the first and up to now the only scholarly publica-
tion dealing in a fundamental way with the problems of the Soviet state in
Russia. All other works are of a descriptive nature, in which the presenta-
tion of the facts generally suffers from being marred by either an uncriti-
cal hatred of the Soviet idea or, as is more often the case, an uncritical
extravagant praise for the system. Here for the first time we find a work
that examines the problems of socialism in a scholarly fashion rather than
presenting piquant and sensational details about the Russian conditions
in more or less clever and propagandistic style. In the flood of worthless
publications about Russia, which the book trade brings us day after day,
Brutzkus’s book stands out as a work of unbiased scholarly thought.

Today a conclusive judgment can be passed on the socialist literature
of the decade that followed the unrivaled political success of uncompro-
mising socialism that started with the Russian Revolution. One author who
is very favorably inclined toward socialism, Theodor Cassau, has said (in
the Festschrift published for Lujo Brentano’s eightieth birthday) that all
the experiences of the last decade have passed over and left no mark on the
ideology of proletarian socialism. He said that this ideology has scarcely
ever had as much possibility for growth and has scarcely ever been so ster-
ile as in the heyday of the debates about socialization.9 This may sound like
a very harsh judgment, but it is valid without any reservation for the entire
literature about socialism, and not only for Marxist or—as it is customar-
ily called today—proletarian socialism.

In his recently published work, General Economic Theory, Adolf
Weber summarizes the results of the discussions devoted to our problem
in the following way: “If, however, we now further ask how the goal of es-
tablishing a socialist economy must look on the basis of the most recent
and serious scholarship, and if we want to maintain the principle of ratio-
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10 Adolf Weber, Allgemeine Volkswirtschaftslehre. Eine Einführung [General Economic
Theory. An Introduction] (Munich/Leipzig: Duncker & Humblot, 1928) pp. 485ff.

nality, then there are three important and generally recognized postulates
that have emerged today:

“1. The competition of the consumers cannot be gotten around.
Quite apart from the psychological impossibility of establishing by force
any pattern of consumption in the place of free consumption, there speaks
against it the fact that only with the free competition of buyers can there
be a basis for the formation of market prices, which serve as an indicator
of how to broaden or narrow production to meet the demand for goods.

“2. Without monetary calculation there can be no calculation of prof-
itability in the economy, no interconnection of individual enterprises in
order to form a rationally operating community of men within the com-
plicated system of division of labor. For this purpose, it is necessary that
prices be formed not only for finished goods but also in all earlier stages
of the process, especially for scarce material factors of production, and for
labor and capital. 3. . . .”10

One can hardly raise any objection to Weber’s remarks.

07/Mises Vol. 2/Part VII.p  7/20/02  1:05 PM  Page 371



372 �

1 [This article was originally handwritten in German and is previously unpublished. It
was written on the back of copies of the Vienna Chamber of Commerce report that Mises
delivered on July 25, 1932, and which is included in the present volume as Chapter 30,
“On Limiting the Adverse Effects of a Proposed Increase in the Value-Added Tax.” It was
most likely the basis for a lecture that he delivered sometime in the summer or autumn of
1932. The theme of government versus private management of enterprises was developed
by Mises after he came to the United States during the Second World War; see Ludwig von
Mises, Bureaucracy (Spring Mills, Pa.: Libertarian Press, [1944] 1983).—Ed.]

chapter 43

Economic Calculation under
Commercial Management and
Bureaucratic Administration1

1 The Limits of Capitalist Economic Calculation

Human action is economizing, i.e., preferring what is deemed to be more
important in relation to what is regarded as less important. Economizing
distinguishes means and ends, expenditure (costs) and outcome. Costs are
the meaning attached to the achievement of the most important among
those goals that can no longer be achieved because another goal has been
preferred.

In a society based on the division of labor in which there is private
ownership of the means of production (i.e., goods of higher order) and a
good is used as a general medium of exchange (i.e., money), economizing
permits calculation. Since markets form monetary prices for all economic
goods—for the means of production just as much as for more or less
durable goods of consumption (first-order goods)—expenditure and out-
come can be set against each other and compared in a computational
(more exactly: in an arithmetic) way. It is the calculation of profitability
that guides the behavior of businesses.

Where elements enter economic considerations for which no mone-
tary prices are formed in markets, monetary calculation and consequently
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2 See my book, Socialism: An Economic and Sociological Analysis (Indianapolis: Liberty
Fund, [1951] 1981), pp. 97–105; 112–23; 473–78.

3 [Mises, Socialism, p. 125: “The contrasting of production for profit and production for
needs is closely connected with the common practice of contrasting productivity and prof-
itability or the ‘social’ and ‘private’ economic point of view. An economic action is said to
be profitable if in the capitalist system it yields an excess of receipts over costs. An eco-
nomic action is said to be productive when, seen from the point of view of a hypothetical
socialist community, the yield exceeds the costs involved.”—Ed.]

the numerical comparability of means and outcome reach their limits. Res
extra commercium and things that cannot be obtained for money are ex-
cluded from monetary calculation. To be sure, I may be able to determine
my actions according to the amount of money I am willing to spend on ob-
taining or not forgoing such a good. But if I have to balance such goods
one against the other, I lack even this mode of thought and expression.

In a society that does not recognize private property in the means of
production, economic calculation is impossible.2 This is no longer con-
tested today. It is less noticed that economic calculation, as a mental tool
for economic evaluation, cannot be applied where there is no inclination
to accept profitability as a gauge of economic behavior. If we do not want
to be guided by the decisions of the consumers on the market or produce
what they regard as most important, then monetary calculation cannot be
applied and neither what follows from it, the calculation of profitability.
Whoever takes productivity as his gauge and places his own subjective
judgment above that of the decision-makers on the market must proceed
in a different manner than the entrepreneur, who is guided by no other
goal than that of profit and who therefore must be intent on satisfying the
wants of consumers in the best and cheapest way. It matters very little that
whoever strives for productivity may believe he is pursuing “true needs,”
and that the general manager of a socialist economy would act no differ-
ently than he.3

2 Commercial Management

Businesses striving for profitability and “profits” are managed on a “com-
mercial” basis. Every division, department, and individual transaction is
based on economic calculation. Calculation precedes action, and ac-
countancy controls the outcome of action. Whatever is not profitable shall
not be undertaken. Unprofitable divisions and departments will be reor-
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ganized or abandoned. Workers whose costs of employment are more than
they contribute will be laid off. Managers who have no success in carrying
out their business will be dismissed. All affairs of a business are placed
under the sober guidance of accountancy, which controls all transactions
in dollars and cents. Monetary calculation alone determines profitability.
Profits reign supreme. The sole order an entrepreneur gives his employees
of whatever rank is to produce profit margins.

This order is clear and unequivocal, and whoever wants to follow it
must work in a computational and sober manner. Personal discretion finds
no place in such an enterprise. If an employee buys at a higher or sells at
a lower price for personal reasons, or remunerates employees at a higher
or lower rate than the wages they can earn on the labor market, or fails to
dismiss lazy and incompetent workers or dismisses diligent and competent
ones, then he impairs the success of the business entrusted to him, and in
doing so imperils his own income. Where ledgers speak their numerical
language, all further controls, regulations, and orders become redundant.
An entrepreneur must not incur losses for any length of time. Whoever
does so will soon cease to be an entrepreneur.

To whatever size a business may grow that is striving for profit and only
for profit, consistent management by its head remains a technically rather
simple matter. If cost accounting, bookkeeping, and their ancillary services
are in order, it is easy to assess and manage even the largest institution.
Monetary calculation sheds light on even the most distant subsidiary and
the most hidden corner of a workshop. In every case, there is always an
optimal size of a firm and of individual businesses with regard to location,
transport conditions, market situation, the proportion of fixed to variable
costs, etc. In a technical sense, however, the dimension of any firm and
business is neutral. The mental tool of monetary calculation permits the
mastery of the arduous task of relating the dimension of a firm to what oc-
curs in it.

3 Bureaucratic Administration

Agencies and courts exercising the administration of the state operate ac-
cording to a fundamentally different pattern. Expenditure and outcome
cannot be computed and compared. Superior agencies can never define
the tasks to be accomplished by judges and public officials in the same
simple and unequivocal manner as a corporation defines the tasks of its
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subsidiaries. If the integrity of the administration is to be maintained and
not all discretionary power is to devolve to management from the execu-
tive levels, detailed regulations must be established for the actions of these
officials in every conceivable case. Unexpected cases must be reported to
the superior levels for a special order to be issued. The duty of inferiors is
solely to obey orders. They consequently cannot be blamed for failure if
they have not acted against their orders. Even success may attract blame
if it was the result of not following regulations. It is not the success or fail-
ure of an official’s actions that counts, but whether these actions were for-
mally covered by existing regulations.

This means that the question of whether an action was a success or a
failure cannot be answered as clearly and simply as in profit-oriented busi-
nesses. What are the criteria for judging the successful performance of a
minister of government, of an ambassador, of a provincial governor, or of
a judge? And what is the relationship between this “success” and the ex-
penditure incurred? The regulations that define the course of action of ad-
ministrative officials (in the broadest sense of this term) have their origin
in the activity of administration, which by its very nature is not carried out
according to any calculation of profitability. It cannot be left to individual
officials to decide on the ways and means of administration, for if this were
so it would be they who govern and not the elected heads. It cannot be left
to individual heads of departments to decide on hiring, promoting, remu-
nerating, and firing his inferiors if these are not to be subject to indis-
criminate discretion. It cannot be left to individual heads to decide how
much to spend on the exigencies of their service. In their endeavor to
achieve their tasks as well as possible, they would likely take the position
that the amount of expenditure does not matter. For the outcome to be
reached is not commensurable with the monetary cost. All acceptable ex-
penditure must therefore be well defined.

What is generally castigated as bureaucratic regimentation, pettiness,
fearfulness, formalism, and ponderousness is indispensable in an admin-
istration that does not seek profit. Administration must be bureaucratic if
it is not to degenerate into one of despotism and subservience. It requires
regulations imposed from above, which determine the management both
of major and minor issues. It must be laid down how often the windows of
a public building are to be cleaned, how much ink may be used in a year,
when offices are to be heated, which officials shall have padded chairs and
which a special towel. If this were neglected the costs of administration
would multiply. There is no need to make fun of this, for pettiness also ex-
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ists elsewhere. Since judges and night guards are indispensable, everything
their service requires must be undertaken. Bureaucracy and public agen-
cies have a necessary function in a society based on the division of labor.

The functioning of courts and government agencies must be defined
in minute detail if the integrity of jurisdiction and administration is to be
upheld. An absolute dictator cannot dispense with regulations, unless he
wants to abdicate in favor of the lowest level. A liberal state under the rule
of law can much less renounce bureaucratic regulations if it wants to rec-
ognize the individual political rights of its citizens and to protect these
from the arbitrariness of officials. By their very nature, however, regula-
tions imply formalism, which is the essence of bureaucracy.

4 Administration of Public Enterprises

Though full socialism is not feasible, since a socialist society must dispense
with economic calculation, it is conceivable that there are individual pub-
lic enterprises within a society based on the private ownership of the means
of production. These enterprises are typical of state and municipal social-
ism and of some communist countries that still practice exchange on mar-
kets and therefore can use market prices to perform economic calculations.
In a purely technical sense, a public enterprise could be managed in the
same commercial spirit as a private enterprise.

The fact that this does not happen is due to the unwillingness of gov-
ernment to regard its enterprises purely under the heading of profitability.
It always imposes on management other concerns as well, such as “general
economic,” political, or military considerations. Because government
thinks that private business tends to neglect these concerns, it has assumed
and maintained the management of such businesses. Though the real-
ization of net profits is not explicitly excluded, it is nonetheless clear that
other objectives are primarily being pursued other than that of profit. But
as soon as net profit no longer is the sole guide, calculation of profitabil-
ity loses its meaning. If other nonmonetary objectives are placed next to or
before monetary gain, monetary calculation has lost its function. Suppose
the head of an enterprise or of a division within such an enterprise is con-
fronted with the insufficient profitability of a business entrusted to him. If
he is able to claim that he has been successful on the basis of things that
cannot be expressed in the balance sheet and that are of a nonmonetary
nature, then profit and loss calculations no longer play a decisive role for
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assessing the success of the management. In this case, however, the dis-
cretion exercised by heads of public enterprises must be limited by insti-
tuting all those regulatory measures that are practiced in government
administration. These enterprises, then, become bureaucratic.

No reform would make public enterprises less bureaucratic without,
as in private business, making profitability the sole arbiter. We may rea-
sonably disregard whether a public enterprise that focused solely on max-
imum profitability is psychologically even possible at all, or whether the
bureaucratic mentality of government administration and nonprofit pub-
lic enterprises would not end up infecting it. According to the intention of
those governing on the state and municipal levels, profitability should not
be the only criterion for the management of a public enterprise. But then
it must be managed bureaucratically, i.e., in accordance with particular
regulations imposed on its administration.

The management of every public enterprise will, of course, endeavor
to achieve as much excess cash flow or to incur as little loss as may be pos-
sible given its defined objectives and the corresponding regulations. How-
ever, thriftiness is by far not the same thing as management according to
profitability. Only if nothing but profitability is the guiding principle be-
hind every single decision can an enterprise be managed along commer-
cial lines. As soon as other considerations enter the picture, an enterprise
will necessarily become bureaucratic.

All attempts at changing the regulations so as to reverse the indis-
putable inferiority of bureaucratically administered public enterprises in
comparison to commercially managed private businesses neglect this fact.
Every set of regulations is of necessity bureaucratic. It matters very little
whether a single person or a committee heads a public enterprise, whether
these heads share in the profit or not, whether the minister of finance and
Parliament, who have to stand the loss, may influence its administration or
not, whether politicians or trade unions may legally or illegally impinge on
its management, whether leading positions are filled by “experts” or by just
anyone, or whether such experts have a legal, technical, commercial, or
other background. The enterprise becomes bureaucratic by the very fact
that management is expected to aim not exclusively at profitability but at
other objectives as well.

It is a task for applied economics to assess these other objectives for
the attainment of which management is expected to comply. Suffice it to
say here that the “general economic” objectives of public enterprises
amount to the subsidization of one group of citizens at the expense of the
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rest. The examples of a railroad that is not and cannot be profitable and of
transport fees which are lower than those which would have to be charged
in order to attain profitability make it clear who is being favored and at
whose expense.

5 Bureaucratization of Private Enterprise 
in the Interventionist State

In a liberal capitalist state all—and even the largest—enterprises can steer
clear of bureaucratization. An enterprise never becomes bureaucratic just
because of its size. If it abides by the profitability principle, even the largest
business can determine the precise contribution of every single transac-
tion and every division in relation to the total result. Only the ineptness of
their proprietors can result in the enterprises being managed bureaucrat-
ically. Such enterprises cannot maintain themselves in the competition of
the market and will disappear in a short time.

However, we do not live in a liberal and capitalist society but in an in-
terventionist state, in which every enterprise—and particularly large en-
terprises that are despised by demagogues and aristocrats alike—must be
intent on currying and maintaining the favor of those in power so the gov-
ernment interventions can be in its benefit and not to its detriment. A busi-
ness that wants to guard itself from destruction by interventionist policy
must ingratiate itself both “above” and “below” and must take a myriad of
issues into consideration that it would neglect under purely commercial
conditions. This influences not only industrial relations but also all other
aspects of management. One has to make an accommodation with gov-
ernment and local authorities, one has to allow for all prejudices and
wishes of public opinion, one has to trim one’s sails to the wind. One has
to do obviously unprofitable business, contribute money to election funds
and newspapers, employ friends of government and of politicians, and dis-
miss those who have fallen out of favor. One has to get on good terms with
trade unions and churches, support the arts and sciences, and be “chari-
table.” In a word, one has to incur all sorts of expenditure for matters not
related to one’s business.

Since the impact of these individual expenditures on business success
cannot be measured in monetary terms, they throw the calculation of prof-
itability severely into disarray. How is one to account for the benefits de-

07/Mises Vol. 2/Part VII.p  7/20/02  1:05 PM  Page 378



Economic Calculation under Commercial Management � 379

rived from governmental favors and other noneconomic factors and bal-
ance them against the losses caused by an incompetent director who is
well liked “above,” or by the employment of engineers who are agreeable
to political parties instead of engineers who are capable? If former minis-
ters of government and relatives and friends of active statesmen and politi-
cians are appointed to the boards of companies, if public officials and
members of respected clubs and organizations occupy positions of middle
management, and if all workers are union members, the enterprise will
necessarily perish. If it can keep its competitive position in spite of its bu-
reaucratic nature, this can only be due to government intervention. But
since it could not survive without intervention in its favor it is forced to
become ever more bureaucratic.

6 Sociopsychological Effects 
of Bureaucratization

My preceding remarks concerned only what can be said about bureau-
cratization from a sociological standpoint. Whoever confuses sociology
with social psychology or with philosophy of history will certainly say that
these remarks are “simplistic” and not “profound” enough. I would not re-
gard this as a criticism.

The effects of a bureaucratic business from the perspective of social
psychology have been well described by belles-lettres and newspapers alike.
Some particularly pertinent remarks are found in the periodical Simpli-
cissimus. Much to their exhilaration or chagrin, every circle of friends tells
stories about Gothamite pranks of bureaucrats. Bureaucratic management
is generally disparaged, while at the same time many demand that the in-
terventionist and socialist economic policy be continued that necessarily
leads to bureaucratization. Bureaucrats are scorned while many want to be-
come bureaucrats, if they are not already.

Bureaucratization is no more an inescapable destiny than interven-
tionism and socialism are necessarily “destinies.” Our contemporaries want
intervention, state and municipal enterprises, socialization, and with these
necessarily comes the expansion of the bureaucratic at the expense of the
commercial. Of course they pretend to want an “unbureaucratic” social-
ism and an “unbureaucratic” interventionism, just as revolutionaries once
demanded a “republic led by a grand duke.”
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1 [This article originally appeared in Russian in the Soviet journal, Bolshevik, a leading
publication of the Communist party in the Soviet Union, on August 15, 1925. On Sep-
tember 17, 1925, Karl Mudeczek, a senior staff member of the Austrian embassy in
Moscow, sent Mises a letter informing him that this article had appeared and that he had
taken the liberty of having it translated into German. As a “polemic” against Mises’s arti-
cle, “Anti-Marxism,” which had appeared in the Weltwirtschaftliches Archiv (April 1925),
Mudeczek thought Mises would find it of interest. Mises replied on September 24, 1925,
offering his “many thanks” for the copy of the article and the translation. In “Anti-Marxism,”
reprinted in Critique of Interventionism (Irvington-on-Hudson, N.Y.: Foundation for Eco-
nomic Education, [1929] 1996), pp. 71–95, Mises explained the process by which Marx-
ian thought came to have such a strong hold on German intellectuals and the division of
these intellectuals into different anticapitalist camps. Looking over the ideological and po-
litical landscape of Germany in the middle of the 1920s, Mises argued that the rising force
in opposition to Marxian socialism was “national socialism.” The national socialists insisted
that “proletarian interests” had to be submerged in the wider interests of the “fatherland.”
The strong state would also control and repress the profit motive of the private sector and
pursue an aggressive foreign policy. As Mises put it in an accompanying article, “Social Lib-
eralism,” the following year in 1926 (reprinted in Critique of Interventionism, pp. 43–70),
a growing number of people in Germany were “setting their hopes on the coming of the
‘strong man’—the tyrant who will think for them and care for them” (p. 67). What Mises
clearly saw and explained in the mid–1920s were the political, cultural and ideological
forces at work in Germany that were creating the conditions for the victory of Adolf Hitler
and the Nazi movement in 1933. In 1925, in “Anti-Marxism,” Mises also anticipated the
Nazi-Soviet Pact of August 1939 that would divide up Eastern Europe between Nazi Ger-
many and the Soviet Union, and which set the stage for the Second World War. Mises 

chapter 44

“Anti-Marxism”:
Professor Mises as a
Theorist of Fascism1

by F. Kapelush

Viennese professor Ludwig Mises is a very angry guy and he very strongly
dislikes Marx and Marxism. Just speaking between us, he shouldn’t dislike
it one bit. If not for Marxism, our professor would have to beg for handouts,
since he has never managed to prove himself in science. Crushing Marx-
ism, however, is a very profitable business.

Appendix: A Soviet Response to Mises
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2 [In the 1890s a number of German socialists challenged and “revised” some of the as-
sumptions of Marx’s “scientific socialism,” and argued, among other things, that a socialist
transformation of society could be introduced not through violent revolution but through
incremental change using the democratic political process. These differences were rein-
forced following the Bolshevik revolution in Russia in November 1917, when Lenin es-
tablished a “dictatorship of the proletariat” under the leadership of a “revolutionary
vanguard” meant to represent, lead, and educate the masses for the bright socialist future
to come. A sizable number of German Social Democrats strongly disagreed with the use of
nonparliamentary methods, violence, and terror as the means to achieving socialism. This
dispute became the basis for the official Soviet line in the 1920s and 1930s that the Social
Democrats were “social renegades,” “social fascists,” and “enemies of the people.”—Ed.]

3 [Members of the German Historical School of political science and economics were
sometimes referred to as the “Socialists of the Chair,” since some of them, as occupants of
chairs at prominent German universities, viewed themselves as defenders of the Prussian
and imperial German paternalistic state, with its welfare state, regulation of industry, and
political and economic nationalism in the international arena. See Chapter 39, “The Log-
ical Problem of Economics,” footnote 10; and Richard M. Ebeling, “Political Myths and
Economic Realities of the Welfare State,” in Richard M. Ebeling, ed., American Perestroika:

“The science of the so-called Marxists,” states Mises, “can be no more
than ‘scholasticism.’” Mises talks about “men and women who are in this
business” with total disregard. They beat the air, live by canonized Marxian
dogmas, with their writings mattering only because it helps their political
careers; their “science” only pursues party goals; and the whole argument
about revisionism and dictatorship is not scholarly, but is purely political.2

That’s how angrily Mises talks about Marxists. But further on Mises
puts himself in a very unpleasant position. It happens to be that the lead-
ing figures of German bourgeois [social] science, the representatives of
the Historical School in political economy and the so-called Socialists of
the Chair, borrowed a lot from Marx.3 Mises doesn’t dare to criticize them.

stated that if Germany were to follow a policy of aggression, it would find only one ally in
this endeavor, Soviet Russia: “If Germany, a nation surrounded by other nations in the
heart of Europe, were to assault in accordance with this principle, it would invite a coali-
tion of all its neighbors into a world-political constellation: enemies all around. In such a
situation Germany could find only one ally: Russia, which is facing hostility by Poles,
Lithuanians, Hungarians, and possibly Czechs, but nowhere stands in direct conflict with
German interests. Since Bolshevist Russia, like Czarist Russia, only knows force in dealing
with other nations, it is already seeking the friendship of German nationalism. German
Anti-Marxism and Russian Super-Marxism are not too far apart” (pp. 81–82). F. Kapelush’s
article from Bolshevik was clearly meant to debunk and ridicule Mises’s arguments. No in-
formation was obtainable about the article’s author. An attempt has been made to retain
the rather crude style and tone of the original Russian, from which this translation has
been done. The stilted grammar in places is the author’s and has been kept, for the most
part, in the translation for the original intended effect.—Ed.]
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The Demise of the Welfare State (Hillsdale, Mich.: Hillsdale College Press, 1995), pp.3–38,
especially 3–13.—Ed.]

4 [See Chapter 20, “The Myth of the Failure of Capitalism,” footnote 14. For almost a
generation, Schmoller influenced the direction of economic and historical teaching and
research at the universities in Germany, especially in emphasizing the role of the govern-
ment in instituting welfare statist policies for purposes of assuring “social justice.”—Ed.]

5 [Mises, “Anti-Marxism,” p. 73. Wilhelm Lexis (1837–1914) was a prominent member
of the German Historical school.—Ed.]

6 [Ibid., pp. 72–73.—Ed.]

7 [See Chapter 37, “The Austrian Economists,” and Chapter 38, “Eugen von Böhm-
Bawerk.”—Ed.]

8 [Hippolyte Adolphe Taine (1828–93) was a French historian, social critic, philosopher,

With great sadness he quotes Professor Schmoller4 that Adam Smith’s
school became “a doctrine of narrow class interests” and that “socialism
can be denied neither its justification for existence nor that it has had some
good effects.” With the same degree of sorrow Mises quotes Friedrich En-
gels, that Professor Wilhelm Lexis’s theory of interest merely presents the
Marxist theory in different words.5

But then Mises’s great anger falls on Schmoller’s students, the entire
generation of the German bourgeois [social] science. He doesn’t mention
names. “This generation had never been exposed to university lectures on
theoretical economics. They knew the Classical economists by name only
and were convinced that they had been vanquished by Schmoller. Very
few had ever read or even seen the works of David Ricardo or John Stuart
Mill. But they had to read Marx and Engels. Which became all the more
necessary, as they had to cope with the growing social democracy. They
were writing books in order to refute Marx. . . . They rejected the harshest
political demands of Marx and Engels, but adopted the theories in milder
form. . . . For this generation . . . Marx was the economic theorist par excel-
lence.”6

The angry professor continues to snort for a long while. But finally he
finds satisfaction in the fact that the current generation, “some pupils of
these pupils” [the students of Schmoller’s students], rejected Marx. Of
course we are talking about bourgeois science. A new trend now appeared,
anti-Marxism, which Mises talks about with such admiration. The Aus-
trian school, Böhm-Bawerk7 and others, demonstrated “how petty and in-
significant the role of Marx is in the history of political economy.” On his
own behalf Mises also states that “those few possibly defensible thoughts”
in Marx’s study of society have been analyzed much more deeply by Taine8
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and advocate of positivism, who argued that the study of history, art, and literature must be
conducted with the same methods used in the natural sciences. He also argued that the lib-
eral ideas of the eighteenth century had undermined the social and religious institutions
upon which a stable society was based; he became a leading figure in defense of political
and social conservatism in France.—Ed.]

9 [Henry Thomas Buckle (1821–62) was an English historian well known for his two-
volume History of Civilization in England (1857–61). He argued that the history of soci-
ety should be an investigation of “mass behavior” in the form of statistical aggregates, which
would transform historical understanding by applying to human activities the methods of
the natural sciences, making history as much of a science as physics.—Ed.]

10 [Ibid., p. 74.—Ed.]

11 [“Gelerterian” refers to a nineteenth-century Russian magician, Gelerter, who was well
known for his sleight of hand.—Ed.]

12 [Mises, “Anti-Marxism,” p. 75.—Ed.]

13 [Adam Smith, The Theory of Moral Sentiments (Indianapolis: Liberty Fund, [1759]
1976), p. 195.—Ed.]

and Buckle;9 and his theory of the withering away of the state is “utterly in-
significant for science.”(!)10 A poodle is barking at the elephant. Mises has
not yet named the representatives of this school of “anti-Marxism.” But
one should read between the lines: The professor is too modest to name
himself.

What is the contribution of this school to science? What is Mises of-
fering us? He is advocating “utilitarian sociology” and states that “the suc-
cess that Marx’s study of society had in Germany is explained by the fact
that utilitarian sociology of the eighteenth century was rejected by Ger-
man [social] science.” That isn’t bad, is it? On the other hand, Mises—let’s
do him justice—puts his own meaning (or meaninglessness) in this Stone
Age “utilitarian sociology.” This meaning is—the harmony of interests. So-
ciety is founded on the division of labor, and because of this does not con-
tain any conflicts of interest. This is a commonplace, and it is also an
incorrect one. Mises, to push himself up, puts it into a Gelerterian abra-
cadabra:11 “The utilitarian social doctrine does not engage in metaphysics,
but takes as its point of departure the established fact that all living beings
affirm their will to live and grow.”12 Isn’t that metaphysics? Here is a ref-
erence to Adam Smith, “even the weakness of men was not ‘without its
utility,’”13 and all of it for the sake of the revelation that private property is
in the interests of all the members of the society. Along the way there is
such childish ignorance as the statement that “wars, foreign and domestic,
(revolutions, civil wars), are more likely to be avoided the closer the divi-
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14 [Ibid., p. 77.—Ed.]

15 [Ibid., p. 77.—Ed.]

16 Paul Barth [1858–1922], Die Philosophie der Geschichte als Soziologie [The Philoso-
phy of History as Sociology] (Leipzig: 3rd ed., 1922), p. 260.

17 [Othmar Spann (1878–1950) was a prominent and highly popular professor at the Uni-
versity of Vienna during the period between the two world wars. He was an opponent of
individualism, political and economic liberalism, Marxism, and materialism. He referred
to individualism in all its forms as “the dragon-seed of evil.” Instead, he advocated what he
called “universalism,” a conception of society as an organic whole or totality, greater than
the individuals of which it was comprised. He proposed a corporativist structure to society,
in which the sectors of the economy would be organized in a hierarchy of guilds. He was
greatly admired by many Austrian fascists, but was prevented from teaching by the new
Nazi regime after the German occupation of Austria in 1938.—Ed.]

18 The author of the book The Decline of the West, 2 Vols. (New York: Alfred Knopf, 1926–
28), who is in the political sense an inveterate Black-Hundreder and a committed fascist.
[Osward Spengler (1880–1936) is best known for his Decline of the West, in which he ar-
gued that each culture and civilization passes through youth, maturity, and decline. He
claimed that the West had all the symptoms of entering the age of decline as represented
by such things as the “atomizing” of human life in modern cities and the reduction of
human relationships to money exchange. He rejected liberalism, democracy, and the

sion of labor binds men.”14 But what about trade wars of capitalism? What
about the whole history of capitalism?

Here is another pearl. “Why does the conflict occur between classes,
and why not within the classes?” Mises is persuaded that here he has a
trump card against Marx. If there is no conflict within a class, then there
can be no conflicts outside of a class, i.e., between classes. “It is impossi-
ble to demonstrate a principle of association that exists within a collective
group only, and that is inoperative beyond it.” Of course this is an absolute
absurdity. Quite definite, specific interests connect the working class, and
not by some cloudy principle of association. “Taken to its logical conclu-
sion, class conflict is not a theory of society but a theory of unsociability,
i.e., a conflict of each against all.”15 This masterpiece Mises borrows from
Paul Barth.16 Now it is clear who are Mises’s spiritual associates in this
“anti-Marxism”! One is worth as much as another. This Paul Barth has a
quite deserved reputation as a desperately boring mediocrity.

And there is one more “scholar” of the same caliber and manner that
our angry professor is quoting: Othmar Spann.17 This Spann is an ab-
solutely open “scholar” of fascism, spiritual leader of “national socialism.”
He is a branch on the same tree as the ignoramus Hitler and philologist-
historian Oswald Spengler.18 Spann, whose very being is a telltale proof of
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“decadent” values of the West. He called upon the Germans to be “the last race” of strong
and heroic Prussians. While greatly admired by many German National Socialists, he
ended up repudiating the Nazi movement and they, in turn, rejected him. The use of the
term “Black Hundred” refers to a Russian political movement between 1900 and 1917
made up of a variety of groups, all of whom accepted the common idea of a national
uniqueness to the Russian culture and people and suspiciousness of the introduction of
Western liberal thought into Russia; they were extremely anti-Semitic (and helped organize
the anti-Jewish pogroms of 1905–6); and they supported acts of terror and murder against
those they considered a threat to the purity of Russia; see Walter Laqueur, Black Hundred:
The Rise of the Extreme Right in Russia (New York: Harper Collins, 1993), pp. 3–57.—Ed.]

19 [Karl Marx, Capital, Vol. 3: The Process of Capitalist Production as a Whole (New York:
International Publishers, [1894] 1967), was published posthumously (Marx having died in
1883) by his lifelong friend and collaborator, Friedrich Engels. In the two pages of chap-
ter 53 (pp. 885–86), devoted to the discussion of “Classes,” Marx says that, “The first ques-
tion to be answered is this: What constitutes a class?— and the reply to this follows naturally
from the reply to another question, namely: What makes wage-laborers, capitalists and
landlords constitute the three great social classes?” He then admits in two short paragraphs
the difficulty of determining class distinctions on the basis of sources of income and rev-
enue—at which point, Engels adds in brackets, “Here the manuscript breaks off.”—Ed.]

20 [Mises, “Anti-Marxism,” p. 80.—Ed.]

21 [Ibid.—Ed.]

the class character not just of the society as it is, but of the whole of [bour-
geois] science as well, states that Marx gave no definition and delineation
of the notion of a class, and that terms “class interest,” “class status,” “class
conflict,” “class ideology” are imprecise and indeterminate.

Mises adds that the third volume of [Marx’s] Das Kapital abruptly
breaks off at the very place where there was to be an interpretation of the
meaning of “classes.”19 Nevertheless, as Mises sadly remarks, “ the concept
of a class became the cornerstone of modern German sociology.” “De-
pendence on Marx is the special characteristic of German social sciences.
Surely Marxism has left its traces as well on the social thinking of France,
Great Britain, the United States, the Scandinavian countries, and the
Netherlands.”20 That is how Mises complains. Obviously the state of af-
fairs of “anti-Marxism” does not look too bright. Mises, the spiritual gen-
darme of the bourgeoisie, having no arguments whatsoever, is simply
appealing to the interests of the bourgeoisie. Sure! This is another obvious
“refutation” of Marx’s analyses of classes.

But what “anti-Marxism” is challenging is “not socialism but only
Marxism.” And after his “crushing” criticism Mises gives his positive analy-
ses. He titles it “National (Anti-Marxian) Socialism.”21 So here are old ac-
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22 [See Chapter 5, “On the Actions to Be Taken in the Face of Progressive Currency De-
preciation,” footnote 10.—Ed.]

23 [Paul von Hindenburg (1847–1934) became viewed as one of the legendary military
leaders of the German army in the First World War, and took on the status of a national
icon in the period after the war. He ran for the presidency of the German Republic in
1925, a position that he retained until his death. In 1916, when German victory on the
Western front was stalemated by French and British resistance, he proposed the “Hinden-
burg Program,” which called for the full and total mobilization of the German economy
for the war effort to assure against defeat.—Ed.]

24 [Mises, “Anti-Marxism,” p. 81.—Ed.]

quaintances: “National Socialism,” and the “national-socialistic” trend of
Hitler-types. Mises unifies all of this under the umbrella of the fascist
movement.

Here we have right in front of us the so-called first theoretical attempt
to provide a foundation for German fascism. As for right now, this attempt
by Mises looks more like a mixture of tangled amusements and contra-
dictions; but let’s see where this beginning takes him. Now we will see that
the contradictions in which Mises is entangled are not just amusing, but
in a certain sense also symptomatic and characteristic.

German “étatists”22 (that is how for some reason Mises chooses to label
the representatives of German social sciences who were taken prisoner by
Marx) “see in modern imperialism of the countries of Entente the same
thing as do Marxists: the development of capitalist aspiration for expan-
sion.” Mises obviously doesn’t like this. But only in the sense that he con-
siders the primary factor to be national hatred. Mises, the theorist of
fascism, elevates national hatred to the pearl of creation. Here is his “the-
ory”: “The Marxian socialist proclaims: The conflict of classes but not the
conflict of peoples, away with imperialistic war! But having proclaimed
this he adds: but always (!) civil war, revolution. National Socialism pro-
claims: Unification of the people, class peace; but he adds to it, a war
against the foreign enemy.” So the thunder of victory can be heard. . . .

But the World War made a breach in this Gelerterian symmetrical
construction. Mises advocates the sergeant-major, Hindenburg psychol-
ogy of no defeat,23 but at the same time he would like to use the lessons of
defeat. “German theory and practice could only proclaim the principle of
force and struggle. Its application isolated the German nation from the
world, and led to its defeat in the Great War.” Mises wants to have his cake
and eat it, too. And now Mises admits, “for the German nation a violent
solution to the problem is least satisfactory.”24 Mises thinks, though, that
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25 [Ibid., p. 82.—Ed.]

26 [Ibid., pp. 82–83.—Ed.]

the same principle of self-determination of people cannot help in those
areas where Germans live together with other people and represent the
minority (among Danish, Lithuanians, Poles, Czechs, Hungarians, Croats,
Slovenians, and French).

Obviously, one has to seek allies and coalitions. So Mises comes to
what for a fascist is an absolutely unexpected conclusion: “German anti-
Marxism and Russian super-Marxism are not too far from the politics of
mutual agreement and alliance.” “In such a situation Germany could find
only one ally: Russia, which is facing the same hostility as Germany from
Poles, Lithuanians, Hungarians, and in some sense even Czechs, but
nowhere stands in direct conflict with German interests.” Mises assures
that “Bolshevist Russia, like czarist Russia, only knows force in dealing
with other nations.”25

This absurdity and slander is not Mises’s original concoction; the tales
about our “Red imperialism” are blossoming in bourgeois Europe. But
how he plans to combine, in this case, an alliance with Russia after he has
just proclaimed the rejection of the politics of force, well, this remains
Mises’s secret. The following is also amusing: The reconciliation of Ger-
man “anti-Marxian nationalism” (which is fascism) with the anti-Marxian
nationalism of so-called Fascist Italy, as well as with the awakening of Hun-
garian chauvinism, is not possible, according to Mises, because German
national interests come into conflict with Italian interests in South Tyrol
and Hungarian interests in western Hungary.

Even here in the arena of national politics Mises has his “theoretical”
trump card against Marx. This is the problem of immigration. According
to Mises, it is an essential question for the Germans, and he is indignant
at the fact that in the entire prewar German literature there is no pub-
lished research analyzing the limitations and restrictions on immigration.
“This silence, better than anything else, reveals the Marxian bias in social
literature.” Mises also refers to the Congress of the Second International
in Stuttgart in 1907, where there was passed the compromising resolution
in reference to the immigration of colored workers. The Austrian repre-
sentative stated that the majority of the Austrian Labor party is against such
immigration. Mises keeps discussing the fact that the U. S. trade unions are
undertaking “class conflict” not against their own employers but against
European workers and Negroes.26 He conscientiously closes his eyes to the
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27 [Samuel Gompers (1850–1924) founded the American Federation of Labor (AFL) in
1886. He emphasized practical concerns in the use of union pressure and negotiation with
employers, especially relating to wages and work conditions. He was highly critical of the
more ideological motives and actions of the socialist unions in Europe and in the United
States. “Yellow Gomperists” was one of the slur terms the Communists in the United States
used against Gompers and the AFL in attempting to tag them as traitors to the “real” class
interests of the workers.—Ed.]

28 [See “The Theses and Statutes of the Communist International,” as adopted at the
Second World Congress, July 17 to August 7, 1920, Moscow, in William Henry Cham-
berlin, ed., Blueprint for World Conquest, as Outlined by the Communist International
(Washington/Chicago: Human Events, 1946), p. 35:

The Communist International considers the dictatorship of the proletariat as the
only means for the liberation of humanity from the horrors of capitalism. The
Communist International considers the Soviet form of government as the his-
torically evolved form of this dictatorship of the proletariat. . . .The imperialist
war [the First World War] emphasizes once more what is pointed out in the
statute of the First International: that the emancipation of labor is neither local,
nor a national task, but one of an international character. The Communist In-
ternational once and forever breaks with the traditions of the Second Interna-
tional, which in reality only recognized the white race. The Communist
International makes it its task to emancipate the workers of the world. The ranks
of the Communist International fraternally unite men of all colors: white, yellow
and black—the toilers of the entire world.

—Ed.]

fact that those trade unions are yellow Gomperists,27 anti-Marxian, and
that the Communist International makes as its cornerstone exactly the in-
ternational solidarity of all workers and of all races, and gives special sig-
nificance to the people of the Orient.28

Mises presents the issue as if the whole social problem has its modern
roots in the impossibility of free immigration, while in his own German fa-
therland everything is fine concerning this matter. In fact, immigration for
Mises serves as a channel to fulfill the economic interests of the German
bourgeoisie, though it wraps it in the cloths of “national socialism.” Marx
irrefutably proved that the laws of the growth in population are dependent
upon the economic system; the overpopulation of Germany, which makes
the country seek colonies, is a pure capitalist population problem, the re-
sult of capitalist exploitation.

In this context, Mises’s argument has the purpose of hiding the real
reasons: the wounding of the imperialist interests of the German bour-
geoisie as a result of the World War. So, Mises’s “national socialism” is so-
cialism without Marxism, and is nothing but a mask to cover the class
interests of the bourgeoisie. Here, as before, “anti-Marxism” is one more
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29 [Mises, “Anti-Marxism,” p. 84.—Ed.]

30 [“Spanna” is the Russian word for “teenage street gangs.”—Ed.]

31 [Mises, “Anti-Marxism,” p. 85.—Ed.]

confirmation of Marxism. By the way, to where did Mises’s much-praised
“utilitarian sociology” disappear, his theoretical heavy artillery? It happens
to be that his “harmony of interests” exists only in the national arena
among the employers and workers of the same nation, but in the interna-
tional arena even workers go against workers—that’s what Mises states
based on the practice of the yellow unionism of Gompers (his “workers
aristocracy”); this is the fruit of imperialism.

In one way or another, Mises assures that “a violent solution (of the na-
tional problem) is even less applicable today than it was in prewar Ger-
many.”29 The fascist in the role of peacemaker, isn’t that a spectacle for
the gods? But the solution is quite simple, and Mises shows his own cards.
In Czechoslovakia the German minority has to fight for its democracy and
freedom from state interference in economic life; the same as in other
countries where Germans are in a minority. How can we, he openly ad-
mits, combine it with the politics of intervention in Germany itself!

Mises also finds shortcomings in the newest, but very anemic and
weak, “anti-Marxism.” The representatives of anti-Marxism, Mises says,
are satisfied with criticizing the political conclusions of Marxism, but they
don’t challenge the sociological doctrine behind Marxism. Who are those
representatives? Mises actually only mentions Spann. Forgive us this vul-
gar joke: The whole “Spanna”30 of the German fascists found their “theo-
rist” in this one and only Spann. This Spann, believe it or not, attacks
Marxism because Marxism is “a product of Western individualism, which
is foreign to the German spirit.” (By the way, when did Germany become
the East?) Mises suggests that this attack, and the fact that Spann identi-
fies Marxism with liberalism and individualism, have purely political mo-
tives, resulting from Spann’s hostility toward liberalism.

“It is illogical,” says Mises, “to deduce a similarity of the two from an
opposition to both.”31 Let’s put aside here the fact that Mises, in his turn,
identifies social democracy with Marxism, and has not yet been persuaded
that social democracy is completely harmless. But it is very characteristic
that Mises aspires to make peace between democracy (liberalism) and fas-
cism. We have partly observed and are still observing the similar process in
Italy. Fascism, being purely a bourgeois movement, needs liberalism: scor-
pions for the workers, but liberalism for the bourgeoisie, since the bour-
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32 [Werner Sombart (1863–1941) was professor of political economy at the University of
Breslau and, beginning in 1917, at the University of Berlin. While never labeling himself
as a Marxist, in the 1890s and 1910s he strongly sympathized with Marx’s critique of cap-
italist society. However, beginning in the 1920s, he became highly critical of Marx and
Marxism for its positive outlook on the progress to industrial society. Sombart came to op-
pose what he considered the uniformity and ugliness of modern civilization. Instead, he
looked back to the world before industrial development. By 1934, he had become a sup-
porter of German National Socialism, endorsing the corporativist state, the Führer (or
leader) principle, state intervention and planning of the economy, national autarky, and a
partial reagrarianization of Germany.—Ed.]

33 [Mises, “Anti-Marxism,” p. 86.—Ed.]

geoisie needs liberalism for protectionism and the internationalism of the
state.

Mises and Werner Sombart32 are two aggressive warriors of “anti-
Marxism.” But Mises is not happy with Sombart. He considers Sombart,
who was the first “to introduce Marx to German science,” still to be a pris-
oner of Marx. It is very instructive that Mises talks about Sombart’s hidden
sympathies that one can find when reading between the lines. It happens
to be that Sombart dreams about the Middle Ages and an agrarian state.
He is the enemy of modern industrialism, the enemy of “railroads and fac-
tories, steel furnaces and machines, telegraph wires and motorcycles,
gramophones and airplanes, cinematography and power stations, cast iron
and aniline colors.”33 Mises gives this quote from Sombart, as an enumer-
ation of what the socialist critics “have not yet once accused capitalism.”
It looks like cast iron and aniline colors didn’t please Sombart. . . . It is won-
derful that for Spann, the leader of nationalistic anti-Marxism, the social
ideal also is “a return to the Middle Ages.” This confession by Mises is very
interesting. The state of affairs in Mises’s camp is very sad; the “theorists”
of German fascism are probably simply not very healthy people. And Mises
reproaches Sombart for “a sickly weakness of nerves,” in the inability to
preserve spiritual stability even among gramophones and airplanes.

But Sombart and Spann are precisely those who advertise Teutonic
strength and fortitude; Mises hits them at their weakest point. He hits them
from the perspective of their own sergeant-major psychology, pointing to
the fact that without steel furnaces and airplanes Germany will find itself
helpless if confronted with the foreign enemy. Sombart is dreaming “pre-
proletarian utopianism” with its “bucolic” character. Mises’s response to
him is that with the establishment of a bucolic agrarian state in our own
time they should kiss goodbye any dream of domination. The conservatism
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34 [Ibid., p. 87.—Ed.]

35 [This refers to Richard Wagner’s (1813–83) opera cycle, Der Ring des Nibelungen.—Ed.]

of Sombart and Spann reflects their retrograde ideal of a Prussian land-
lord—the diehard; Mises “corrects” this ideal on behalf of the bourgeoisie,
with its imperialistic tendencies.

Mises accuses his colleague Sombart that in his two-volume book of
one thousand pages on Proletarian Socialism (1924) he never gives “a pre-
cise definition of the concept of socialism.”34 Sombart interprets the argu-
ment about socialism not as a discussion about “economic technology”
but as an argument either for God or for Satan. According to Sombart, so-
cialism wishes to throw the source of all the evil in the world, money, “into
the rain,” like the rings of Nibelungs.35 Those pitiful phrases that can im-
press a young fascist student makes Mises reproach Sombart bitterly for
the fact that he does not speak against socialism as a whole, but only against
proletarian socialism, against Marxism. But Mises himself is also a follower
of “national socialism.”. . .This is too much of contradictions and
confusions.

A little further on, Mises finds that Sombart admits that socialism is in
accordance with the interests of the proletariat. The struggle against “pro-
letarian socialism” appears to be a hopeless affair, and Sombart himself
become an unconscious Marxist. This is what Mises, the keeper of anti-
Marxian purity, asserts. Really, Sombart wants to overcome class conflict
through ethics and religion; but in that case, according to Mises, Sombart
is admitting that class conflict exists. . . . As a result, Sombart has to appeal
to God, which is more of a confession than a statement of science, and
thus, as a result, provides no proof. That is how Mises dethrones Sombart
in order to retain the laurels for himself as the only actual “anti-Marxist”
and theorist of fascism.
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operation” were included in an earlier collection; see Richard M. Ebeling, ed., Money,
Method, and the Market Process: Essays by Ludwig von Mises (Norwell, Mass.: Kluwer Aca-
demic Press, 1990), pp. 137–65.

Introduction

Ludwig von Mises: The Man and His Ideas

All except one of the essays in this volume were written by Austrian econ-
omist Ludwig von Mises in the four years immediately after his arrival 
in the United States in the summer of 1940 as a refugee from war-torn
Europe. Half of them were delivered as lectures. The others were prepared
as monographs on special topics. Their general theme is the problem of in-
ternational reconstruction and reform in the era succeeding the Second
World War.1

In the Europe he had left behind, Ludwig von Mises had been one of
the most celebrated—and controversial—economists of his time. Over the
preceding thirty years, he had acquired an international reputation as one
of the leading contributors to the Austrian School of economics and as
possibly the foremost critic of the collectivist trends of the early twentieth
century. In the 1920s, when the appeal of socialism in its various forms
was at its zenith, Mises boldly challenged the feasibility of a fully central-
ized planned economy. He also questioned the long-term stability of an in-
terventionist or mixed economy as a sustainable “middle way” between a
free market system and a socialist, centrally planned economy. And he
forcefully argued that only a system of laissez-faire capitalism—of genuine
capitalism—could successfully assure freedom and prosperity.

At the same time, he developed his analysis of alternative systems of so-
cial and economic order in the wider context of a philosophical and
methodological approach that ran counter to the Marxist, positivist, and
historicist prejudices of the time. He insisted that social analysis had to
have as its starting point a general theory of individual human action and
choice. It could not be successfully constructed on the basis of mythical
racial, class, or nationalistic aggregates.

An understanding of Mises’s arguments on these subjects, as well as his
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x C Introduction

2 Ludwig von Mises, “Economic Calculation in the Socialist Commonwealth,” [1920] in
F. A. Hayek, ed., Collectivist Economic Planning (London: Routledge & Sons, 1935), pp.
87–130.

3 Ludwig von Mises, Socialism (Indianapolis: Liberty Fund, [1951] 1981); on Mises’s cri-
tique of socialism and its relation to earlier criticisms of central planning, see Richard M.
Ebeling, “Economic Calculation under Socialism: Ludwig von Mises and His Predeces-
sors,” in Jeffrey M. Herbener, ed., The Meaning of Ludwig von Mises (Norwell, Mass.:
Kluwer Academic Press, 1993), pp. 56–101.

4 Ludwig von Mises, Liberalism in the Classical Tradition (Irvington-on-Hudson, N.Y.,
and San Francisco, Calif.: Foundation for Economic Education and the Cobden Press,
[1927] 1985).

5 Ludwig von Mises, Critique of Interventionism (Irvington-on-Hudson, N.Y.: Foundation
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work as an influential economic policy analyst in the Austria between the
two world wars, is essential if one is to appreciate his ideas on postwar re-
construction and reform. In 1920, Mises published “Economic Calcula-
tion in the Socialist Commonwealth,”2 which he expanded into a
comprehensive treatise on Socialism in 1922.3 In 1927, he published Lib-
eralism,4 which was followed two years later by Critique of Intervention-
ism.5 In these important books, he offered a detailed and consistent defense
of free-market capitalism in opposition to the regulated economy and
socialism.

For Mises, one of the greatest accomplishments of mankind has been
the discovery of the higher productivity arising from a division of labor.
The classical economists’ analysis of comparative advantage—under which
specialization in production increases the quantities, qualities, and vari-
eties of goods available to all participants in the network of exchange—is
more than merely a sophisticated demonstration of the mutual gains from
trade. As Mises was to later express it, the law of comparative advantage ac-
tually is the law of human association: The mutual benefits resulting from
specialization of activities constitute the origins of society and the devel-
opment of civilization.6

The rationality of the market economy lies in its ability to allocate the
scarce means of production in society for the most efficient satisfaction of
consumer wants in a complex system of division of labor—that is, to see to
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it that the means at individuals’ disposal are applied to the most highly val-
ued uses, as expressed in the free choices those individuals make in the
marketplace. Of course, this requires some method of discovering the al-
ternative uses for which scarce means might be employed and their rela-
tive value in their competing uses. Mises explained that competitively
determined market prices, in an institutional setting of private ownership
over the means of production, provide the only reliable method for solv-
ing this problem. On the market for consumer goods, buyers express their
valuations for commodities in the form of the prices they are willing to
pay. Similarly, on the market for producer goods, entrepreneurs express
their appraisals of the relative future profitability of using factors of pro-
duction in manufacturing various goods through the prices they are will-
ing to pay.

Market prices, expressed through the common denominator of money,
are what make economic calculation possible. The relative costs and ex-
pected revenues from alternative productive activities are compared and
contrasted with ease and efficiency. The competitive processes of the mar-
ket tend to assure that none of the scarce factors of production is applied
for any productive purpose for which there is a more highly valued use (as
expressed in a rival entrepreneur’s bid for their hire). The value of the
goods desired by consumers is imputed back to the scarce means of pro-
duction through the competitive rivalry of entrepreneurs. Thus the means
available in society are applied to best serve people’s ends.

Mises’s crucial argument against all forms of socialism and interven-
tionism is that they prevent the effective operation of this market process
and thus reduce the rationality of the social system. The triumph of so-
cialism—with its nationalization of the means of production under gov-
ernment control and central planning—meant the irrationalization of the
economic order. Without market-based prices to supply information about
the actual opportunity costs of using those resources (as estimated by the
competing market actors themselves) decision-making by socialist central
planners is inevitably arbitrary and “irrational.” The socialist economy is,
therefore, fundamentally anti-economic.

Interventionism does not abolish the market economy. Instead, it in-
troduces various forms of onerous controls and regulations that deflect pro-
duction from the paths that would have been followed if entrepreneurs, in
the search for profits through the best satisfaction of consumer demand,
had been left free to fully follow their own judgments concerning the use
and disposal of the factors of production under their control. Price controls,
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in particular, distort competitively determined relationships between sell-
ing prices and cost prices, resulting in severe misallocations of resources
and misdirected production activities.

One other major contribution by Mises during his years in Europe
was his pioneering work on monetary theory and policy. Before the First
World War he published The Theory of Money and Credit (1912).7 In this
book, he applied the Austrian theory of marginal utility to the problem of
explaining the value of money on the basis of individuals’ demands for
holding cash balances. He also developed a dynamic sequence analysis, en-
abling him to explain the process by which changes in the quantity of
money bring about redistributions of wealth, relative price changes that
modify the allocation of real resources among various sectors of the mar-
ket, as well as how monetary changes introduced through the banking sys-
tem can distort interest rates in such a way as to generate business cycles.
One of the conclusions that Mises reached in his analysis of monetary
processes is that business cycles are not a phenomenon inherent in the
market economy. Rather, they are caused by government mismanagement
of the monetary and banking system. He later restated and refined his ar-
guments relating to monetary policy in Monetary Stabilization and Cycli-
cal Policy.8

A wider theme of Mises’s writings in the period between the world
wars is the philosophical and methodological foundations of economic
science. In a series of essays written in the 1920s and early 1930s he ar-
gued that economics belongs to a more general science of human action,
which he came to call “praxeology.” He stated that economics begins with
the concept of intentionality and purposefulness, and that this makes eco-
nomics—and its methods of analysis—different from the approaches fol-
lowed for the study of the physical sciences. At the same time, the logic of
action and choice, which economists take as their starting point for analy-
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sis of market phenomena, has universal properties and characteristics con-
cerning the human condition from which the general laws of economics
can be derived. As a result, Mises strongly opposed the highly popular pos-
itivist and historicist ideas of his time. The essays in which he developed
these ideas on the methodology of the human sciences were published as
a collection in 1933.9

Besides his writings on capitalism, socialism, interventionism, and the
monetary order, Mises also attempted to influence the course of events in
Austria as a policymaker. Beginning in 1909, he was employed in the de-
partment of finance at the Vienna Chamber for Commerce, Trade, and
Industry as an economic analyst. In this capacity he evaluated and made
recommendations about various legislative proposals in the areas of bank-
ing, insurance, monetary and foreign-exchange policy, and public finance.
In the years between the two world wars, he was a senior secretary with
the Chamber, enabling him to argue with some authority on the economic
policy issues confronting the Austrian government.10

A review of documents and memoranda he prepared for the Vienna
Chamber of Commerce during the 1920s and early 1930s shows his con-
sistent emphasis on the desirability of freeing the Austrian economy of high
taxes and tariffs, foreign-exchange controls, industrial regulation and price
controls, and the excessive power of special interest groups, especially trade
unions to control labor markets. The general consensus of economists and
others who knew Mises during this period is that he was extremely influ-
ential in moderating collectivist and inflationary policies in Austria. For
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example, he was instrumental in preventing the full nationalization of the
Austrian economy by a socialist government immediately after the end of
the First World War. He successfully helped to redirect public and politi-
cal opinion to bring the Great Austrian Inflation to an end in 1922. And
in the aftermath of this monetary disaster, he played an important role in
the writing of the statutes and by-laws of the National Bank of Austria,
which was reconstructed under the auspices of the League of Nations in
1923.

Mises’s early activities at the Chamber were interrupted in 1914 when
his reserve unit in the Austro-Hungarian army was called up for active ser-
vice in the First World War. For part of the next four years, he served as an
artillery officer on the Russian front. Three times he was decorated for
bravery under fire. Following the signing of the Treaty of Brest-Litovsk be-
tween imperial Germany and Lenin’s new Bolshevik government that
ended the war on the Eastern front in March of 1918, Mises was appointed
the officer in charge of currency control in Austrian-occupied Ukraine.
His headquarters were in Odessa. Later in the same year he was transferred
to duty in Vienna to serve as an economic expert for the Austrian General
Staff. In this role he was responsible for preparing memoranda on inflation,
war industry, war finance, and related issues. With the end of the war,
Mises returned to civilian life. Besides his duties with the Vienna Cham-
ber of Commerce, he was appointed in late 1918 as director of the League
of Nations Reparations Commission for the settlement of prewar debts and
war claims. He held this position until 1920.

In 1913, Mises had been granted the right to teach at the University
of Vienna as a Privatdozent, or unsalaried lecturer; in 1918, he was pro-
moted to the title of Professor Extraordinary. Except during the war, he
taught a course at the university almost every semester until 1934, thus in-
fluencing a new generation of young Viennese and foreign scholars. He
also cofounded and served as vice president of the Austrian Economic So-
ciety. In 1920, Mises began a Privatseminar, or private seminar, that nor-
mally met twice a month from October to June at his Chamber office.
This seminar brought together a group of Viennese scholars in econom-
ics, political science, philosophy, sociology, and law, many of whom went
on to become world-renowned scholars in their respective fields.11 Almost
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to a man, the participants recalled that the seminar was one of the most rig-
orous and rewarding experiences of their lives.12

One other singularly important activity of Mises during this period
was his founding of the Austrian Institute for Business Cycle Research in
1926. With the future Nobel laureate, twenty-seven-year-old Friedrich A.
Hayek, as the first director, the Institute was soon internationally recog-
nized as a leading center for economic forecasting and policy analysis in
Central Europe.13 Shortly after it was founded the Institute began to be
commissioned by the League of Nations to prepare reports and studies on
the economic situation in Central and Eastern Europe. When, in 1931,
Hayek accepted an appointment at the London School of Economics, an-
other young Austrian economist, Oskar Morgenstern, assumed the posi-
tion of Institute director. Morgenstern remained the director until 1938,
when Nazi Germany annexed Austria. Mises served as the Institute’s vice
president until 1934.

In March of 1934, William E. Rappard, cofounder and director of the
Graduate Institute of International Studies in Geneva, Switzerland, wrote
to Mises in Vienna inquiring if he would be willing to accept a visiting
professorship in international economic relations.14 Mises accepted the
appointment and assumed his responsibilities at the Graduate Institute in
October of 1934. Shortly after arriving in Geneva, he began a project he
had in mind for many years, namely the writing of a comprehensive trea-
tise on economics. Apart from his light teaching responsibilities (one
course and one seminar a semester), most of his time during the next six
years was devoted to this project. In May of 1940, as Europe was falling
under the dark cloud of Nazi occupation, this monumental work, Na-
tionalökonomie, was published in Switzerland.15 It served as the basis for
his later English-language treatise, Human Action, published in 1949.
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In June of 1940, Mises resigned from his position at the Graduate In-
stitute. On July 4, he left Geneva for the United States. After a harrowing
journey across France and Spain to Lisbon, Portugal, he embarked on an
ocean liner on July 24, and he arrived in New Jersey on August 2, 1940.

Mises’s first years in the United States—the period when the essays in
this volume were written—were not easy ones. He experienced great dif-
ficulty in finding a permanent teaching position, partly because of his age
(he was fifty-nine years old when he arrived) and partly because of the in-
tellectual climate that then prevailed. His was a voice for an older classi-
cal liberalism and free-market capitalism that was out of step with the
popular trends of socialism, interventionism, and Keynesian economics
embraced by a large majority of American academics and policymakers.

However, Mises was supported through research grants generously
supplied by the Rockefeller Foundation as well as an affiliation with the
National Bureau of Economic Research. He completed two works that
were both published in 1944: Omnipotent Government: The Rise of the
Total State and Total War16 and Bureaucracy.17 A third book, written shortly
after his arrival in the United States, Government and Business, remained
unpublished until just recently, when it appeared under the title Inter-
ventionism: An Economic Analysis.18

Not until 1945 was Mises appointed to an academic post as a visiting
professor in the Graduate School of Business at New York University, a
position he retained until his retirement in 1969 at the age of eighty-eight.
During almost a quarter of a century of teaching in the United States, he
was able to train a new American generation of “Austrian” economists.19

He also published a number of significant books, including Planning for

00/Front Matter.p  1/14/00 1:34 PM  Page xvi



Introduction C xvii

20 Ludwig von Mises, Planning for Freedom (South Holland, Ill.: Libertarian Press, 4th
ed., 1980).

21 Ludwig von Mises, The Anti-Capitalistic Mentality (Spring Mills, Pa.: Libertarian Press,
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Freedom,20 The Anti-Capitalistic Mentality,21 Theory and History: An In-
terpretation of Social and Economic Evolution,22 The Ultimate Foundation
of Economic Science,23 and The Historical Setting of the Austrian School of
Economics.24

When Ludwig von Mises died on October 10, 1973, at the age of
ninety-two, there is no doubt that he left a profound and lasting legacy as
an economic theorist and a champion of liberty.

Economic Nationalism in the
Period Between the Two World Wars

The catastrophe of the Second World War was, in Mises’s view, the logi-
cal culmination of the political and economic policies of the 1920s and
1930s. Having after 1914 abandoned the principles and practice of eco-
nomic liberalism and free trade, Europe (and the world in general) had
created a political environment in which social conflict within countries
and war between nations was almost inevitable.

In a social setting of free-market capitalism, in which governments ba-
sically confined themselves to the equal protection of each person to his
liberty and property before the law, sectional and national conflicts were
practically nonexistent. Directed by the incentives of market opportuni-
ties, every individual found his place in the social system of division of
labor. Labor, capital, and commodities migrated to those places offering
the most attractive returns. Production and employment were localized
where market profitability suggested the greatest productive advantage.

Moreover, in such a free-market setting, rivalries between competitors
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were private affairs in which their only weapons were cheaper and better
products to capture more consumer business. With governments limited
to the protection of life and property, national boundaries were merely ad-
ministrative lines on maps with no economic significance. Men, money,
and goods moved freely and unhindered by politically imposed barriers.

In the generally free-market order before 1914, most of the world’s
monetary system was based on a market-based commodity: gold. Though
governments through national central banks relegated to themselves con-
trol over the money supply, they managed the monetary system by the
“rules” of the gold standard. The quantity of money was determined by
the profitability of gold mining based on the demand for gold for mone-
tary as well as commercial uses. The purchasing power of money was set
by the market forces of supply and demand, and only to a relatively lim-
ited extent by the manipulations of governments pursuing various and
sundry political goals.

It is always easy to look back at earlier times and to picture them nos-
talgically as “golden ages” from which the present represents a tragic fall.
In fact, however, the period before the First World War possessed many of
the characteristics summarized in Mises’s conception of a world of free
trade and free markets.25 It is true that even before the First World War de-
stroyed this epoch of classical liberalism, the world had been returning to
policies of governmental intervention and trade restrictions, with imperial
Germany in the lead.26 Nonetheless, the era before 1914 was a world char-
acterized by what Gustav Stolper called the epoch of the “three freedoms”:
freedom of movement for men, for goods, and for money.27 In addition, the
world enjoyed an unprecedented level of peace. Conflicts and even wars
did occur, but, under the classical liberal ideal of individual freedom, pri-
vate property, and limited government, wars—especially in Europe—were
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few in number, short in duration, and restrained in their damage to life and
property.28

The First World War ushered in an era of economic planning, price
and production controls, foreign-exchange regulations, restrictions on in-
ternational trade, capital movements, and migration, and a flood of paper-
money inflations to cover the costs of war. When the war ended on No-
vember 11, 1918, the world had to reconstruct the political and economic
landscape. The political map of Europe was radically redrawn, with the
German, Austro-Hungarian, and Russian empires carved up to make a ta-
pestry of new and differently shaped nation-states in Central and Eastern
Europe. But with the emergence of political nationalism came the rise of
economic nationalism.29 Each of the new successor states imposed tariff
barriers and artificially stimulated the creation of greater agricultural or
industrial sectors in their economies. These policies were enacted through
subsidies, monopoly rights of production and sale, import and export reg-
ulations and quotas, tax incentives, foreign exchange controls, and re-
strictions on the free movement of capital and labor.30

Each of these nations of Europe considered that political indepen-
dence required a corollary: economic independence. The ideal of “autarky”
—economic self-sufficiency—increasingly became the basis upon which
the governments of these countries judged the appropriateness of any eco-
nomic policy.31 Domestic and foreign economic policies by one country
became the cause for suspicion and planned counter-policy by its neigh-
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bors. Nor did the countries of Western Europe fully return to the freer poli-
cies that prevailed before 1914; they, too, retained various forms of the con-
trols that had been implemented during the war. Consequently, a climate
of antagonism, fear, and economic warfare came to dominate the arena of
international politics.

Furthermore, whereas the gold standard had formed the basis of the
monetary system of virtually all major countries before the First World
War, in the postwar era monetary nationalism joined economic national-
ism as the new currency order of the world.32 Under the prewar gold stan-
dard, a unit of each nation’s currency was fixed as a certain quantity of
gold, exchangeable on demand at that ratio at any representative bank.
Through this common gold connection, the national currencies of the
world were bound into a unitary and international monetary order.33

After the monetary chaos of the immediate postwar period, during
which some currencies, like Germany’s, were literally destroyed by hy-
perinflation, there was an attempt to return to monetary stability and a
weaker form of the gold standard.34 Most governments, however, were un-
willing or unable to follow the “rules of the game” required under the gold
standard. Money was no longer a market-based medium of exchange
through which were facilitated the domestic and global transactions of pri-
vate trade and investment. Instead, money was increasingly viewed as a
tool of national economic policy. Money’s domestic purchasing power and
external foreign-exchange value were things to be manipulated by gov-
ernments to further “national purposes.” With the advent of the Great De-
pression in 1929, these tendencies merely continued and intensified.35

There were half-hearted attempts to restore international trade and
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monetary order in the 1920s and 1930s, but they all failed.36 The forces of
political and economic nationalism, the emerging idea of economic plan-
ning, the pragmatic politics of interventionist policies to foster the special
interests of domestic groups, and the formal abandonment of the gold stan-
dard in favor of purely fiat monies exacerbated the disintegration of the in-
ternational economic order.37 In the 1930s, governments increased their
subsidies and protectionist supports to industry and agriculture, their in-
terference in the management and control of private enterprise, their mon-
etary and fiscal manipulations to influence domestic output and
employment, their taxing policies to modify the distribution of wealth, and
their regulation of foreign trade and foreign-exchange rates.38 The benefits
of a free international economic order were forgotten.39

With the growth of political and economic nationalism came political
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and economic tyranny. Dictators emerged all across the face of Central
and Eastern Europe. Freedom was under attack as never before in mod-
ern times.40 Political and economic nationalism in Europe finally culmi-
nated in the barbarism and destruction of World War II.

International Reconstruction and
Reform after the Second World War

Even before the worst carnage of the war had occurred, economists, po-
litical scientists, historians, sociologists, and men of practical politics had
begun to ask themselves how the world had reached such a state of disor-
ganization and chaos and how the era to come after the war could be made
better. At first, when the outcome of the war was still uncertain, the analy-
sis often focused on what the alternative international orders might look
like were the postwar world to be primarily totalitarian or democratic, or
if there were to be a division of the globe between the two rival political sys-
tems.41 As the war progressed, it became clear that the Western democra-
cies would triumph, with fascist and Nazi totalitarianism unconditionally
defeated. Accordingly, the world was faced with the serious need to re-
construct the international political and economic order. A general con-
sensus existed, especially among economists, that the world required a
reversal of the economic nationalism and protectionism that had plagued
the interwar period. There was plenty of evidence that such policies only
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led to economic disaster and political tension. The postwar world would
desperately need the benefits of free trade and the advantages of an inter-
national division of labor.

There were some who forcefully called for a revival of classical liberal
ideals for domestic and international economic reconstruction and re-
form.42 But such voices for a return to pre–World War I classical liberalism
were in a small minority. The general view among proponents of a new in-
ternational economic order was that an unregulated and unplanned mar-
ket economy was a thing of the past—and would be undesirable even if it
were feasible. Under the influence of Keynesian economics and the ap-
parent “advantages” of wartime planning, the majority of economists ex-
pected that, in peacetime, governments would still extensively intervene
in and regulate the market economy. They asserted with confidence, in the
words of Howard Ellis, that “governments have definitely accepted wel-
fare economics as a basic policy; and it is altogether unlikely that any na-
tion will again leave to the vagaries of unregulated international
competition the crucial matter of total effective demand for its products
and its manpower.”43 As Charles E. Merriman, a supporter of this new con-
sensus, said: “Planning is coming. Of this there can be no doubt. The only
question is whether it will be democratic planning of a free society, or to-
talitarian in character.”44

The ideal was the so-called “middle way” between laissez-faire and a
totally planned economy.45 But a middle way necessarily involved a pre-
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eminent position for governments in regulating prices and production,
and in managing domestic aggregate employment and output and the
price level through various monetary and fiscal methods. If a world eco-
nomic order were to be reconstructed, governments would have to be the
overseers and coordinators, meshing their internal plans with any inter-
governmental policies for international trade, investment, and exchange-
rate stability.46

International organizations, therefore, became the vehicle for inter-
governmental planning and coordination: the International Monetary
Fund, the International Trade Organization, the International Bank for
Reconstruction and Development, the World Bank, and numerous agen-
cies surrounding the United Nations.47 The creation of these organizations
involved a radically different ordering of international economic relation-
ships. Before 1914, international trade and investment were mostly private
matters of business and commerce, with the leading governments secur-
ing the political and legal framework within which private enterprises went
about their market-oriented affairs.48 After the Second World War, the new
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international order was to be based on planned, regulated, and intergov-
ernmentally managed trade.49

It is true that, for the first two decades after the end of the Second
World War, the Western world experienced a degree of economic pros-
perity and stability unknown in the period between the world wars.50 Freer
trade was the hallmark of postwar international commerce in comparison
to the aggressive economic nationalism of the interwar era. But it was gov-
ernments, through the international organizations established after the
war, that determined the degree and form that trade and investment pat-
terns assumed.51 Additionally, the apparent stability of foreign-exchange
rates and the international monetary order were punctuated with periods
of crisis and disorder because of national inflationary policies.

The period following the Second World War was also deeply affected
by the protracted tensions and conflicts of the Cold War. Communism
and central planning became the new ideals of the emerging Third World
countries. Consequently, some feared that freedom and democracy would
perish in the ideological contest with Marxism around the globe.52 Even
Western economists looked at the trends of growth in Gross National Prod-
uct in the United States and the Soviet Union in the 1950s and 1960s and
concluded, by extrapolation, that before the end of the century the revo-
lutionary center of communism might very well outstrip the world’s bastion
of capitalism in production and standards of living.53

The world has turned out differently from what many had either an-
ticipated or feared in the 1960s and 1970s. Notwithstanding the regime
in China, communism officially died in 1991 with the collapse of the So-
viet Union. The former Soviet-bloc countries are implementing some
market-style reforms through privatization. Western and Central Europe
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are moving toward economic integration. Third World countries have
begun turning away from central planning and have entered the epoch of
market-oriented industrialization and computerization. But bureaucrats
and politicians still manipulate the global marketplace. The welfare state
still remains entrenched in the Western world. Through central banks,
monetary central planners still control and manipulate the currencies of
every country. Economic crises due to governmental mismanagement of
monetary, fiscal, and foreign-exchange institutions still erupt. Much of the
world still subscribes to the policies of the interventionist state and the
mentality of the social engineer.

Mises’s Proposals for International
Economic Reconstruction and Reform

In the first five essays in this collection—delivered as lectures at Yale Uni-
versity, New York University, and Columbia University—Ludwig von
Mises explored the causes of Europe’s decline into war and destruction in
the years between the two world wars, and the general ideological and pol-
icy changes that were needed for a return to peace and prosperity in the
postwar period. He argued that the reconstruction of the international eco-
nomic order could be fully successful only if the nations of the world
abandoned the ideology of economic nationalism. There could be neither
domestic nor international peace as long as governmental policy had as its
objective the bestowing of privileges and favors on some at the expense of
others. Mises explained that economic nationalism is the foreign policy
corollary of internal interventionism for the purpose of bestowing such
privileges and favors.

Generally speaking, less efficient producers who are unable to devise
ways of meeting the competition of their more efficient rivals in the do-
mestic market turn to the government for protection and financial assis-
tance to maintain their market position and to limit or prohibit the ability
of their rivals within the country to compete against them. In the arena of
international trade, less efficient producers turn to their respective gov-
ernments to limit or prohibit foreign rivals from competing in their do-
mestic market. The purpose of economic nationalism is to impose “harm”
on foreign producers who otherwise would have profited from better sat-
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isfying the wants of consumers than some domestic manufacturers and
suppliers.

By politicizing the market rivalries of private producers, international
trade becomes one of “affairs of state.” Foreign producers and investors
came to be viewed as “enemies” to defeat or take advantage of through po-
litical means. The tools of “economic warfare” between countries guided
by economic nationalism are tariffs and import quotas, export subsidies,
foreign-exchange controls and manipulations, and taxes and regulations on
foreign investors. The results, insisted Mises, are international tensions
and hostilities that narrow or even destroy the international division of
labor. Finally, he warned that actual war can grow out of economic na-
tionalism if one of the “combatants” in these trade conflicts believes he is
strong enough to defeat an opponent and capture his resources, raw ma-
terials, and markets. Mises pointed out that the distinctive feature of eco-
nomic nationalism in Germany under the Nazis was the German political
leadership’s confidence it could use military force to conquer Lebensraum
(“living-space”) for the German people—living space in terms of re-
sources, land, markets, and military security in a world in which other na-
tions were also attempting to close off their markets for the exclusive
advantage of their own citizens.54

Mises was not surprised that in the 1930s collective security had failed
to frustrate the territorial ambitions and conquests of Europe’s tyrants.
Considering that the various nations of Europe viewed each other as rivals
and even “enemies” in the arena of economic warfare, it was unlikely that
they could successfully unify their political and military efforts to prevent
Nazi, fascist, and Soviet aggrandizement.

Furthermore, as Mises explained, political and economic problems
in Central and Eastern Europe contained a distinctive quality not present
to the same extent in Western Europe. Almost all the countries in the east-
ern half of Europe were made up of “mixed” populations of diverse lin-
guistic, religious, and ethnic backgrounds. Interventionist policies in these
countries were frequently used as tools for discrimination against minori-
ties. Taxing, regulatory, licensing, and trade policies were often applied as
devices to impose economic disadvantages upon some of these national
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minorities for the economic benefit of more politically influential groups.
Social peace within the borders of these nations was impossible as long as
economic nationalism was the prevailing ideology.

Antagonisms in Central and Eastern Europe were reinforced by the
politics of national self-determination, according to which countries cov-
eted territories belonging to their neighbors on the basis of the idea that all
peoples speaking the same language should be unified within the same
nation-state. But precisely because linguistic and ethnic groups in this part
of Europe were so intermingled within geographic areas, no redrawing of
boundaries could successfully separate peoples in such a way that nation-
alistic tensions could be eliminated or even significantly minimized. The
only answer, Mises declared, was a return to the political philosophy of
classical liberalism and a consistent free-market capitalism, under which
social and economic relationships would be depoliticized.

Mises warned that the end of the Second World War would find Eu-
rope economically destroyed. Capital would have been consumed and ill
maintained as a result of the war. The infrastructure of the society—roads,
bridges, railways, housing—would be ruined or in a state of disrepair. The
quantity and quality of the work force would be weakened due to the con-
flict, lowering the productivity of labor. Agriculture would be less pro-
ductive. Postwar Europe would be much poorer than before the conflict.
In such a setting, Europe would no longer be able to afford the politics of
redistribution and the economics of intervention and nationalism.

Work, savings, investment, and capital formation would be essential.
A reconstitution and reintegration of Europe within the global division of
labor would be imperative. For this to happen, Mises wrote, three changes
needed to occur in the European mentality. The first required change
concerned the attitude that economic policy was only about achieving
short-run goals. Practical politics in the earlier decades of the twentieth
century had been geared to providing immediate benefits to various groups
that could be satisfied only by undermining the long-run prospects and
prosperity of society. In the new postwar era, Mises argued, taxes could no
longer be confiscatory. International debts could no longer be repudiated
or diluted through currency controls or foreign-exchange rate manipula-
tions. Foreign investors could no longer be viewed as victims to be violated
or plundered through regulation or nationalization.

The countries of Europe would have to think about and design their
economic policies from a long-term point of view. To avoid reliance solely
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on internal savings, Europe would desperately need infusions of foreign
capital. But attracting private foreign investors—which in the postwar pe-
riod primarily meant private American investors—would require a secure
system of property rights, strict enforcement of market contracts for both
domestic and foreign businessmen, low and stable taxes, reduced and lim-
ited government expenditures and balanced budgets, and a stable, nonin-
flationary monetary system. Only then would governments have done
everything in their power to create the political and economic environ-
ment most conducive for participants in the market to begin and achieve
economic recovery. Consistent with a leading theme expressed in many of
his writings, Mises emphasized that the prime movers in the social system
of division of labor were the entrepreneurs—the creators and coordinators
of the market process—whose central role needed to be appreciated and
given unrestricted freedom of action. The ideology of anticapitalism, there-
fore, had to be rejected in its entirety.

The second change required of European thinking, Mises wrote, con-
cerned the attitude that politics should be geared toward special interest
groups. Earlier in the twentieth century, governments had increasingly
used their regulatory and fiscal powers to prevent the market forces of sup-
ply and demand (and the market forces of profit and loss) from determin-
ing success and failure in the economy. Instead, government interventions
had maintained less efficient producers by placing barriers in the way of
new and innovative entrepreneurs, by fixing prices at nonmarket-
determined levels, and by imposing tariff and other trade walls against for-
eign competitors. Economic reconstruction required the acceptance that
such short-sighted “producer policies” are counter to the economic well-
being of the society. The essential function of market competition is to
continuously discover each participant’s comparative advantage and, there-
fore, most economically appropriate place in the system of division of
labor. Market prices are the mechanism through which the opportunity
costs of using resources (including labor) and the relative profitabilities of
alternative lines of production are discovered for purposes of assuring the
greatest satisfaction of consumer demands.

Mises warned that postwar Europe would be too poor to afford the
waste and misuse of its scarce factors of production. The purpose of pro-
duction is consumption. The use and value of the means has to reflect the
importance and value of the ends for which they are applied. This requires
a “consumer-oriented” policy in which production would be constantly
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adjusted to actual and changing demand and supply conditions in the mar-
ket. The only rational policy for reconstruction and rising standards of liv-
ing, therefore, is unhampered free-market competition.

The third of Mises’s recommendations for a change in European
thinking concerned the ethics of the redistributive state. Mises empha-
sized several times in these first essays that Europe’s problem at the end of
the Second World War would be moral and spiritual. The “dependency
state” had become the ideal and demand of large segments of the Euro-
pean population. Governments had been expected to be the guarantor of
employment and profits, and the provider of income and security. The re-
distribution of wealth, rather than its creation, had become the hallmark
of “progressive economic policy.” But, in truth, he wrote, governments
can supply none of these in the long run. Employment and profits arise
out of savings, investment, work, and intelligent direction of production to
serve consumer demands by market-selected entrepreneurs. Governments
can provide and secure income for some only by taxing and redistributing
the income and wealth of others. Such redistributive policies weaken in-
centives, retard the formation of capital, and consume the private wealth
accumulated in the past. The inevitable results from such policies are sti-
fled growth and a diminished standard of living.

Europe’s moral and spiritual decay, in the early twentieth century, was
due to a declining sense of individual responsibility, a loss of the under-
standing that the truly “social” requires relationships of peaceful and vol-
untary cooperation through the market, and a growing illusion that society
can long endure in a setting of plunder, confiscation, group conflict, and
war. Consequently, Mises wrote, the revival of prosperity and a sustainable
future of material and cultural improvement could not be imported from
or subsidized by foreign sources. In other words, the economics, politics,
and ethics of the free and prosperous society could only come from within
each nation—from a change in the minds and ideas of each nation’s
citizens.

Government-to-government aid and loans or government-subsidized
and government-guaranteed investments to private enterprise would
merely perpetuate the interventionist myths of the past that had brought
so much misery, poverty, crises, and war. International organizations for
intergovernmental cooperation in matters of money, finance, and trade,
Mises concluded, are unworkable in the long run if the member govern-
ments continue to function on the basis of interventionism and economic
nationalism. His reasoning was that each nation would try to use govern-
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mentally directed organizations to further its own “interests” at the expense
of other countries. If, on the other hand, each nation were to adopt and fol-
low the precepts of classical liberalism and economic liberty in domestic
and foreign trade policies, such international organizations would be un-
necessary. If the major nations of the world were to practice free trade in
both their domestic and foreign affairs, international order would emerge
out of the peaceful and mutually beneficial relationships of private trans-
actors in the marketplace. Intergovernmental agreements and interna-
tional bureaucracies, Mises concluded, are not a substitute for sound
policies of economic freedom at home.

The various proposals for intergovernmental monetary coordination
during the war years, eventually instituted through the Bretton Woods
Agreement and the establishment of the International Monetary Fund
and related organizations, were viewed by Mises, therefore, as misplaced
solutions to the fundamental problem of international monetary order.
His reasons for this view and his alternative proposal are presented in “A
Noninflationary Proposal for Postwar Monetary Reconstruction” and “The
Main Issues of Present-Day Monetary Controversies.”

The interwar period had seen the demise of an international monetary
system. The gold standard that prevailed prior to the First World War had
been destroyed by governments wishing to use the printing press to finance
their wartime expenditures. The half-hearted attempts to reconstruct the
gold standard in the 1920s had been a failure because governments were
no longer willing to allow the supply and value of money to remain out-
side of their direct and discretionary control. Whether to finance current
expenditures to satisfy special interest groups or to inflate the general level
of prices to influence employment and production in the domestic econ-
omy, monetary manipulation was a vital tool in the quest for the attain-
ment of short-run policy goals.

If the world after the Second World War was to once again have a
sound monetary system, each country would have to begin the process “at
home.” The determinates behind the quantity and value of money would
have to be put beyond the immediate reach of governments. Historically,
the only monetary regime that had succeeded to any great extent in doing
this was the gold standard. Therefore, Mises proposed a return to a gold
standard.

The first step toward a sound monetary system for any country, Mises
argued, would be to balance the government’s budget, so that the pressure
to increase the money supply to cover current expenditures would be re-
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lieved. The second step would be the adoption of a 100 percent gold
reserve system. The existing money supply would be frozen, and any ad-
ditions to the supply of money in the form of currency or bank demand de-
posits would occur only through a new deposit of a sum of gold. The ratio
of currency or bank deposit money to be issued on the basis of a new gold
deposit would be temporarily set by the market price between dollars and
gold plus a margin of 10 percent. The third step, instituted at the same
time as the second, would be the abolition of all restrictions on a free mar-
ket for gold and foreign-exchange dealings. The fourth and final step would
occur after a period of time during which foreign-exchange markets would
have established a fairly stable rate of exchange between, for example, dol-
lars and gold. At that point, a new gold parity for the dollar would be legally
fixed between gold and the total quantity of currency and bank deposit
money in the U. S. economy. After that, dollars would be fully redeemable
on demand in gold. Currency and deposit money would be fully backed,
dollar for dollar, with a sum of gold held as a 100 percent reserve at
currency-issuing and deposit-issuing institutions.

Mises was not unique or alone in proposing a 100 percent reserve
banking system. In the 1930s, a number of economists proposed such an
institutional change.55 However, these proponents advocated a 100 per-
cent fiat money system managed and controlled by the government. The
government would have the task of consciously changing the total quan-
tity of money in circulation to maintain a particular policy target—usually
price-level stabilization. Mises’s proposal, in contrast, had the precise goal
of removing government from the monetary process except for the initial
role in establishing the monetary “rules of the game”: a 100 percent gold
reserve requirement on all banking institutions, redemption of all cur-
rency and deposits by those institutions on demand at the specified gold
parity, and a free foreign-exchange market on the basis of the gold stan-
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dard. The quantity of money and its value (or purchasing power) over
goods would be determined by the market forces of supply and demand,
not by government.56 Mises’s reasoning was that government simply could
not be trusted with control over a monopoly printing press. Furthermore,
as these two essays demonstrate, he did not believe that it was in govern-
ment’s power or ability to successfully manage the monetary system or sta-
bilize any “targets” such as the general price level. Mises’s ultimate ideal
for a monetary order most consistent with a free society was for a system of
free banking based on a market-selected commodity like gold. But he con-
sidered the establishment of this ideal system to be possible only far off in
the future, when there would have been a complete renunciation of so-
cialist and interventionist ideas.57

Mises knew that a sound monetary system did not require international
agreements or intergovernmental monetary organizations. Any country
could adopt such a gold-based monetary order independent of what other
nations might do. If international agreements attempted to restrain mem-
ber countries from following inflationary paths in an ideological environ-
ment in which national governments had the desire to continue abusing
their monetary powers, the result would be tensions, conflicts, crises, and
a final collapse of the intergovernmental monetary system. The disinte-
gration in 1971 of the Bretton Woods system of fixed exchange rates under
a system of national currencies open to governmental manipulation
strongly suggests that Mises was correct in his judgments.

The one essay in this collection written by Mises before his arrival in
the United States is “A Draft of Guidelines for the Reconstruction of Aus-
tria.” It was prepared in May of 1940 for Otto von Habsburg, former arch-
duke of Austria, shortly before Mises’s departure from Geneva. It diagnoses
the reasons for Austria’s political and economic problems in the 1920s and
1930s and presents the reforms and policy changes that would have to be
implemented for Austria’s rebirth and revival as a prosperous and inde-
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pendent nation in the postwar period. Because Austria is a small country
with various economic disadvantages in comparison with other, larger na-
tions better endowed with resources and fertile land, Mises recommended
that the country adapt to the international trade environment. Austria
should find its place in the global system of division of labor and acquire
through imports the food, raw materials, and capital it needed from other
countries by exporting those industrial goods for which it had a compara-
tive advantage.

But, Mises asked, given the inevitable state of postwar poverty under
which Austrians would be living, how would the incentives be created to
begin the process of economic recovery? The answer is that domestic reg-
ulations would have to be abolished, labor markets would have to be freed
from trade-union domination and control, government expenditures and
redistributionist policies would have to be drastically cut back, nationalized
industries would have to be privatized, Austrian businessmen driven from
their homeland by anti-Semitism and Nazi policies would have to be in-
vited back and made welcome in their own country, the multiple levels of
bureaucratic administration throughout the country would have to be re-
duced and streamlined, the monetary system would have to be based on
gold, and international economic relations would have to be guided by
the idea of free trade. The only permissible trade restrictions would be re-
taliatory tariffs against specific countries that might discriminate against
or prohibit Austrian goods from being sold in their markets.

Crucial to Austrian recovery and reconstruction, Mises wrote, would
be fiscal policy. The fostering of savings, investment, and capital formation
would be imperative. He proposed the end of all direct income taxation.
Instead, the primary sources of all government revenues would be, first,
general consumption taxes, including: (a) excise taxes on alcoholic bev-
erages and tobacco products, (b) sales taxes, but only on final goods sold
to the consuming public, and (c) a playing-card stamp tax. Second, there
should be wealth taxes on consumption, including: (a) a progressive tax on
higher consumption levels, based on housing expenditures (excluding
those in the lower-income housing categories), (b) a tax on ownership of
higher-priced automobiles for private use, and (c) a tax on lottery win-
nings. Third, there should be business and employment taxes, including:
(a) a moderate tax on net profits paid out to shareholders of corporations
and partners in limited partnerships, when the annual disbursements ex-
ceed six percent of capital assets, (b) administrative fees for patent rights,
registration of brand names, and other official stamps, and (c) a wage tax
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58 Ludwig von Mises, Nation, State, and Economy: Contributions to the Politics and His-
tory of Our Time (New York: New York University Press, [1919] 1983), pp. 9–56.

59 Mises, Liberalism, pp. 105–24.

60 See Richard M. Ebeling, “World Peace, International Order, and Classical Liberal-
ism,” pp. 59–62, and “Nationalism and Classical Liberalism,” “Nationalism: Its Nature
and Consequences,” “National Conflicts, Market Liberalism, and Social Peace,” and “So-
cial Conflict, Self-Determination, and the Boundaries of the State,” in Richard M. Ebeling

paid by employers to cover social insurance programs, but which would
not be deducted from wages. Mises stressed that, except for the wage tax
and the net profits tax, all earnings would be exempt from direct taxation.
This would create the fewest disincentives to income and wealth creation.

Such, he concluded, is the path to economic recovery for a small
country like Austria. But Mises pointed out there were problems unique to
Central and Eastern Europe because of their mixed populations of nu-
merous linguistic, ethnic, and religious groups. The essay “An Eastern Eu-
ropean Democratic Union: A Proposal for the Establishment of a Durable
Peace in Eastern Europe” is Mises’s suggestion for solving these problems
in a world still in the grip of political and economic nationalism.

In two of his earlier works, Nation, State, and Economy58 and Liberal-
ism,59 Mises dealt extensively with the problem of nationality and national
self-determination. He emphasized that among the principles of classical
liberalism is the right of self-determination and freedom of association. In
classical liberal thought, this means the self-determination of the individual.
Each individual has, in principle, the right to decide of which political en-
tity he will be a member. But, because of administrative constraints, the prac-
tical meaning of this principle is that the citizens within districts and regions,
and even towns and villages, should have the right of plebiscite to express
their preference to remain part of the nation-state to which they presently be-
long, to join some other nation-state, or to form a new state of their own.

Unfortunately, during the nineteenth and twentieth centuries this idea
had been distorted to mean “national self-determination,” that is, that all
peoples belonging to the same linguistic or ethnic group should belong to
the same nation-state, regardless of the actual wishes of the individual res-
idents within a geographical area. This idea of national self-determination
has been the cause of many of the tensions, antagonisms, and conflicts
within and between nations in Europe. And it served as the rationale for
Hitler’s insistence on the annexation of parts of countries adjoining Nazi
Germany that contained German-speaking peoples.60
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and Jacob G. Hornberger, eds., The Failure of America’s Foreign Wars (Fairfax, Va.: Future
of Freedom Foundation, 1996), pp. 327–48.

Mises noted that the problem of nationalist antagonisms is exacerbated
in an ideological setting of interventionism. Governments become the
tools for linguistic and ethnic groups seeking to use the power of the state
for their own benefit through discriminatory laws and policies against oth-
ers. The only way to protect against such a political environment is to cre-
ate a vast political and economic union. Mises proposed such a union for
all the countries of Eastern Europe from the Baltic Sea to the Aegean Sea,
including Estonia, Latvia, Lithuania, Poland, Czechoslovakia, Austria,
Hungary, Romania, Yugoslavia, Bulgaria, Albania, Greece, and the part of
Germany east of the Oder-Neisse Rivers. Only such a union, Mises rea-
soned, would have the combined strength to repel military aggression
against these countries by either Germany or Russia. More important, such
a union would diminish the ability of the member governments to use
their domestic power to discriminate against national minorities and
threaten war on their neighbors in the name of political or economic
nationalism.

Mises proposed that political authority and legislative power would be
reserved to a single parliamentary chamber that would have the only power
to tax and upon which the member states would be dependent for dis-
bursement of funds for administrative expenditures. The member states
would retain their flags, symbols, anthems, and even embossed coins and
stamps, but they would no longer have the power to pass legislation or im-
pose laws that could infringe on a regime of private property and free trade
within their jurisdictions and between the member states. Discriminatory
laws against linguistic, ethnic, or religious groups would be forbidden.
There would be for all citizens the freedom to move, live, and work within
the boundaries of the union, and the same rights would apply to foreign-
ers who chose to live, work, and invest in any part of this Eastern European
Union.

In Mises’s view, under such a regime of free markets and free trade, no
individual would or could be abused by national political power. All per-
sons would be free to pursue the trade, profession, and occupation of their
choice without political restraint and to speak and educate their children
in the language and customs of their own choice. Schools would be pri-
marily private and eligible for receiving lump-sum per-pupil tax revenues
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61 This report has been translated into Spanish and published in Mexico for the first time
as a monograph fifty-five years after it was originally written under the title Problemas Eco-
nomicos de Mexico: Ayer y Hoy (Mexico City: Instituto Cultural Ludwig von Mises, 1998).

as long as they were in compliance with certain basic rules and standards
specified by the central government of the union.

Mises was not so naive as to expect to see the immediate acceptance
and establishment of a broad political and economic union along the lines
he recommended. But he believed that movement toward this goal was
the only way to introduce restrictions on the interventionist power of na-
tional governments. And, indeed, the only rationale for such a union was
to bring about the implementation of the ideals of the free market and
free trade. Unless a union were constituted for this purpose, its existence
would be impossible to justify.

Under the sponsorship of the School of Economics at the National
University of Mexico, Mises spent January and February of 1942 lectur-
ing in Mexico City and other Mexican cities. In June of 1943 he pre-
pared for an association of Mexican businessmen a detailed report,
“Mexico’s Economic Problems,” in which he recommended policies that
would most likely assist in fostering Mexican economic development and
industrialization.61

In this report, Mises maintained that the war-related trading opportu-
nities that Mexico was enjoying with the United States were likely to end
with the cessation of the conflict. Mexico, therefore, must look forward to
an agenda of postwar market-oriented reforms for further economic im-
provement. Free trade is essential to the country’s future, he wrote, and in
this context he emphasized that the benefit from trade comes from the im-
ports obtainable at prices less costly than those incurred by alternative do-
mestic production. Exports are the means for acquiring those imports and
not an end or a good in themselves.

Anticipating one of the major schemes proposed by postwar develop-
ment planners, Mises strongly criticized what he labeled the “closed door
method of industrialization,” which became more widely known and pop-
ular in Third World countries after 1945 as the “import-substitution
method” for development. According to this method, industrialization is to
be forced through trade restrictions and high tariff barriers behind which do-
mestic industries will be stimulated at artificially high prices far above those
in the general global market. He pointed out that countries implementing
this method inevitably make their own people poorer and less productive.
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To the extent that imports are reduced so, too, Mises wrote, are ex-
ports. Potential foreign buyers of Mexican goods would lose the means of
earning the Mexican revenue that would have provided them with the fi-
nancial wherewithal to purchase Mexican exports. This would bring about
a misdirection of Mexican production inconsistent with a most efficient
use of the country’s resources. Mexico would be locked out from maxi-
mizing the income it could earn from exporting those goods for which it
had the greatest comparative advantage in the international market. And
consumers would have to pay the cost of such a method of “hothouse” in-
dustrialization through a lower standard of living due to the higher prices
and lower quality of the domestic substitutes they would be forced to pur-
chase on the Mexican market. Import-substitution methods of economic
development merely represent a modern version of the eighteenth-century
mercantilist fallacies.

Equally disastrous for Mexican development would be any attempt to
raise Mexican wages to comparable United States levels through either
government legislation or trade-union pressure. Mexico in the 1940s,
Mises added, was a capital-poor country with a relatively large supply of
labor. This necessarily meant that labor productivity was far lower than
that of American workers. The only way that Mexican labor could compete
with American labor and other competitors in the global market would be
to take advantage of those opportunities in which it could be a lower-cost
producer in labor-intensive lines of production. The standard of living in
Mexico could permanently rise only through the normal processes of
market-directed capital formation over time and through migration of a
part of the labor force to other countries where wages and the marginal
productivity of labor were higher. Since the latter method was generally
closed off, due to immigration barriers in the United States and other coun-
tries, only the former method was available to Mexico under prevailing in-
ternational conditions, Mises reasoned. Raising wages above market-
determined levels could only condemn a part of the Mexican labor force
to permanent unemployment or more primitive lines of employment.

Since Mexico had long practiced protectionist, interventionist, and
socialist policies, the country would have to make a transition to a regime
of free markets and free trade. Those familiar with Mises’s apparently “in-
transigent” and “dogmatic” advocacy of laissez-faire economics may be
surprised that he proposed a series of “gradualist” policies for Mexico. For
example, because a number of industries had been long protected behind
high tariff walls, Mises suggested a transition to free trade over a period of
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62 For example, see Adam Smith, The Wealth of Nations (New York: Modern Library,
[1776] 1937), Book IV, Ch. II, p. 438; Jean-Baptiste Say, A Treatise on Political Economy
(New York: Augustus M. Kelley, [1821] 1971), p. 170.

63 See Ludwig von Mises, “Observations on the Cooperative Movement,” [1947] in
Richard M. Ebeling, ed., Money, Method, and the Market Process, pp. 238–79.

years during which tariff levels would be reduced by 10 percent a year. (In
this, Mises merely followed in the tradition of many of the earlier classical
economists who also called for a gradual shift to free trade so as to mini-
mize the severity of the economic adjustment.)62

While generally critical of government-sponsored and supported co-
operative movements,63 Mises argued that full land privatization in Mex-
ico should be supported for the poor peasantry through government
assistance in forming farm-producer cooperatives and even limited but
temporary state subsidies to help them get started. In the area of privati-
zation, Mises argued that the most desirable course of action was full de-
nationalization. But, given the ideological climate in Mexico, Mises
proposed that the national railway system, for instance, be transformed
into a government-owned but independent corporation; management of
the rail system would operate on a for-profit basis.

Crucial and central to any economic reform project in a country such
as Mexico, Mises again emphasized, would be the establishment and the
strict enforcement of property rights and contract, for both Mexican and
foreign investors alike. Inflationary monetary policies would have to be re-
nounced, and a policy of free trade would have to be practiced.

Conclusion

Ludwig von Mises’s purpose in preparing the lectures and writing the
monographs included in this volume was to restate fundamental truths at
a time when many of the most important premises of sound economic
thinking seemed to have been forgotten or rejected. He realized that in a
world dominated by socialist and interventionist ideas this was often a
thankless task. But he believed that no real change for the better was pos-
sible unless the truth was spoken.

Mises was determined to explain why, after the Second World War,
economic liberty was both desirable and essential if the world was to avoid
the mistakes of the past. Yet he was aware that ways had to be found to en-
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64 See Richard M. Ebeling, “The Free Market and the Interventionist State,” in Richard
M. Ebeling, ed., Between Power and Liberty: Economics and the Law, Champions of Free-
dom Series, Vol. 25 (Hillsdale, Mich.: Hillsdale College Press, 1998), pp. 9–46.

courage a rebirth of the ideal and practice of market freedom. The first
task was to explain how the world had arrived in its present state and why
previous ideologies and policies had led to disaster. Next, the logic and
benefits of the free-market order had to be articulated once again. Finally,
specific policies had to be formulated to begin the process of international
reconstruction and reform.

Today the world is searching for a new international economic order,
just as it was searching for one in the mid-1940s. The former communist
bloc countries, including the former Soviet Union, are groping with vary-
ing degrees of success toward the establishment of a market order and
democratic political regimes. The countries of Asia, Africa, and Latin
America are trying to escape from socialist and neo-mercantilist experi-
ments of previous decades. The Western industrial democracies are look-
ing for ways to overcome the burdens of the welfare state and the regulated
economy.

The world at the third millennium abounds with proposals for eco-
nomic and monetary unions, international trading agreements and inter-
governmental rules for investment and capital movements. But what is
lacking in many, if not most, of these proposals is a clear statement of first
principles and a clear conception of where any particular policies imple-
mented should be leading in terms of a long-run vision of the free and
prosperous society. Many in the public arena praise and endorse the idea
of a global free-market order. But beneath the rhetoric of some alleged
free-market proponents are variations on the old interventionist theme.
These proponents are merely proposing islands of market activity in an
ocean of regulations, controls, and political redistributions of wealth.

This is not the meaning of the free market as it was understood by Lud-
wig von Mises.64 He chose to call things by their real names and explain
them in terms of their real meanings. Anything less, he believed, would be
a betrayal of truth and understanding. It is perhaps appropriate, therefore,
to conclude by recurring to Mises’s own thoughts on this point, which ended
his lecture on “The Fundamental Principle of Pan-European Union”:

It is a thankless job indeed to express such radical and “subversive” [free-
market] opinions and to incur the hatred of all supporters of the old
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[interventionist] system that has amply proven its inexpediency. But it
is not the duty of an economist to be fashionable and popular; he has
to be right. Those timid souls who fear challenging spurious doctrines
and superstitions because they have the support of influential circles
will never improve conditions. Let them call us “orthodox”; it is better
to be an intransigent orthodox than an opportunist time-server.

Richard M. Ebeling

Ludwig von Mises Professor of Economics
Hillsdale College

February 2000
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1 [This paper was delivered as a lecture at the Yale Economic Club at New Haven, Con-
necticut, on May 22, 1941.—Ed.]

2 [The German air force bombed London seventy-one times between September of 1940
and May of 1941, dropping almost nineteen thousand tons of bombs.—Ed.]

3 [Lord Josiah Stamp (1880–1941) was a leading expert on the British taxation system;
beginning in 1919, he was a member of Royal Commission on Income Tax, and in the
1920s he became a member of the Dawes and Young Committees on German war repa-
rations. He died in a German air raid on April 16, 1941.—Ed.]

4 [At the time this essay was written in May of 1941, the United States was still a neutral
power in the Second World War.—Ed.]

5 [The League of Nations was formed in 1919 after the First World War as an interna-
tional organization to promote peace and security. It was dissolved in 1946 and replaced
by the United Nations. It was originally sponsored by President Woodrow Wilson, but the
U. S. Senate rejected American membership.—Ed.]

chapter i

Postwar Reconstruction1

We are witnesses to the most frightful and phenomenal occurrence in
human history: the decay of Western civilization. London, one of the cen-
ters of this civilization, the city of the most eminent representatives of this
culture, is almost completely destroyed. The buildings of the Parliament
of Westminster are in ruins; the House of Commons holds its assemblies
in the catacombs.2 Every day brings us the news that some eminent con-
temporary has been killed in his home by enemy action. One of the most
distinguished economists of our day, Lord Stamp, met with this fate.3 The
theater of war is spreading, and the day seems not distant when peace will
have lost its last refuge.4 It is a moral and material collapse without prece-
dent. The horsemen of the apocalypse are riding roughshod.

And all this comes only a few years after the great Wilsonian experi-
ment of the League of Nations5 and after the outlawing of war by the
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6 [The Kellogg-Briand Pact, signed in Paris in 1928 by fifteen nations and eventually rat-
ified by sixty-two countries, was intended for countries to settle all conflicts by peaceful
means and renounced war as an instrument of national policy.—Ed.]

7 [Frederick the Great (1712–86), King of Prussia from 1740 to 1786, was victorious in the
War of the Austrian Succession (1740–48) and the Seven Years’ War (1756–63). He was a
prime mover in the first Partition of Poland (1772), which greatly increased the territory of
Prussia.—Ed.]

Kellogg-Briand Pact.6 It is a terrible failure and a painful disillusionment.
It is obvious that people seek the causes of this catastrophe and that they
are asking the question how mankind may find an order which could make
the world safe for peace.

The problem of economic and social reconstruction cannot be dealt
with without a thorough understanding of the causes that led to the pre-
sent situation. To gain it we have necessarily to resort to an historical analy-
sis of the development of the forces that have determined the course of
events.

Since time immemorial, humanitarians, philanthropists, and philoso-
phers have raised their voices in favor of an eternal peace. They would ap-
proach the kings and address them in this way: “Of course, war and
conquest are very advantageous for you. By war and conquest you increase
your power and your wealth. But think, what a price your subjects have to
pay for your glory. Consider the pain you inflict on the widows and or-
phans and on the mutilated, consider the terrible destruction and mater-
ial losses of every kind. Be merciful and charitable, renounce the profits
which you may derive from war and the glory of military success. It is more
decorous for a king to be known as the benevolent father of his subjects
than to be called a conqueror and hero. Don’t you know the command-
ment, ‘Thou shalt not kill’? God will reward you in heaven for your noble
behavior and your subjects will praise your benevolence. Feel pity!”

These were the ideas implied in the old humanitarian and utopian
pacifism. It failed completely. The kings did not disarm and did not re-
nounce conquests. Their acquisitiveness and their ambition for glory
brought wars again and again. Frederick the Second of Prussia frankly ad-
mitted that the incentives of his actions were only the desires for glory and
wealth. He considered it shameful for a king not to take advantage of every
opportunity to increase both his realm and his fame. History rewarded the
cynic by giving him the epithet the “Great.”7

Then, beginning in the eighteenth century, a radical change in the
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8 [Throughout this essay and the others in this volume, Mises uses the term “liberalism”
in its nineteenth-century classical sense. Mises, Human Action: A Treatise on Economics,
(Irvington-on-Hudson, N.Y.: Foundation for Economic Education, 4th rev. ed. 1996), p. vii:
“First, I employ the term ‘liberal’ in the sense attached to it everywhere in the nineteenth
century and still today in the countries of continental Europe. This usage is imperative be-
cause there is simply no other term available to signify the great political and intellectual
movement that substituted free enterprise and the market economy for the precapitalistic
methods of production; constitutional representative government for the absolutism of
kings and oligarchies; and freedom of individuals for slavery, serfdom, and other forms of
bondage.”—Ed.]

9 [Norman Angell (1872–1967), an internationally renowned British peace advocate,
gained fame with The Great Illusion (1910), in which he argued that the growing eco-
nomic interdependency among nations and the high cost of armaments races increasingly
made war counterproductive for both the potential victors and the vanquished. After the

reasoning concerning war and peace took place. A new philosophy, liber-
alism, took possession of men’s minds.8 Its immediate political program
called for the replacement of the rule of kings by a government of the peo-
ple. In this new democratic order, war lost its appeal. The individual citi-
zens were not interested in conquest. For them it was immaterial whether
the boundaries of the nation included a greater or a smaller territory. They
could not improve their own lot by the conquest of a province. They were
peaceful because they could not derive any advantage from war. What was
needed to make the world peaceful was to eliminate autocracy. Once this
was accomplished, there would be no more wars. The dawn of democracy
meant the abolition of war.

But democracy means not only abolition of external wars, it means at
the same time the cessation of internal strife, civil wars, and revolutions.
When in an autocratic country the people wish to replace an unsatisfac-
tory system of government by a better one or undesirable administrators by
more desirable men, they have no other means than the appeal to vio-
lence. But in a democracy, the adjustment of the system of government
and of the administrative personnel to the wishes of the people is provided
for through peaceful processes. The decision of the voters eliminates
peacefully the unpopular system and its supporters. There is no function
left for violence.

The reasoning of the old liberals can be condensed in one sentence:
War is useless in a liberal world. This theorem is absolutely correct, but we
must not forget the condition, “in a liberal world.” Both Norman Angell,
the outstanding representative of contemporary pacifism, and President
Woodrow Wilson overlooked this condition.9
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First World War, he actively worked for international cooperation and peace. He was
knighted in 1931 and awarded the Nobel Peace Prize in 1933.—Ed.]

10 [Alsace-Lorraine is the northeast region of France bordering on the Rhine River. It was
annexed by Germany following the Franco-Prussian War (1870–71), and it was returned
to France after the First World War.—Ed.]

11 [Kaiser Wilhelm II (1859–1941), emperor of imperial Germany (1888–1918), at-
tempted to make Germany the dominant political and military power on the European
continent, resulting in events that led to the First World War. He abdicated in November
1918 and took refuge in the Netherlands, finally settling on his estate at Doorn, where he
died in 1941.—Ed.]

12 [The Junkers were the large estate-owning nobility of the eastern regions of Prussia.
—Ed.]

Mr. Angell still holds to the belief that the individual citizen cannot
improve his position by conquest. Of what advantage to the German citi-
zen was the conquest in 1871 of Alsace-Lorraine?10 He had to pay for it
with his blood, but he gained simply nothing. This is true. But is it in the
same way true today?

President Wilson was fully convinced that the German nation was
peaceful and that it had been pushed to war by the Kaiser [Wilhelm II]11

and the Junkers.12 What was necessary to avoid a new war was the re-
placement of German absolutism by democracy. Today, the British stub-
bornly believe that the German masses are essentially peaceful and that
they are forced to fight by a dictator who seized power by deception. In the
first months of the war, they repeated the old slogan used by the armies of
the French Revolution: “We are not fighting the German masses, we are
fighting their oppressor only.”

But, unfortunately, we are no longer living in a world of laissez-faire,
laissez-passer; in a world of free trade, private ownership, capitalism, and
goodwill among the nations. Our world is very different, and in this world
you cannot say that war is useless. It is not true that the individual citizen
cannot derive any advantage from a victorious war.

In the utopia of the old liberals, the government concerns itself with
the protection of life, health, and private property against force or fraud.
The state ensures the smooth working of the market economy by the
weight of its coercive power. It refrains, however, from any interference
with the freedom of action of the people engaged in production and dis-
tribution so long as such actions do not involve the use of force or fraud
against the life, health, or property of others. This very fact characterizes
such a community as a market or capitalist economy.
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13 [On the classical liberal conception that free trade would diminish and even, perhaps,
eliminate the causes of war, see Edmund Silberner, The Problem of War in Nineteenth-
Century Economic Thought (Princeton, N.J.: Princeton University Press, 1946).—Ed.]

14 [Jeremy Bentham (1748–1832), an English philosopher, jurist, and political theorist,
was the founder of utilitarianism. His contributions to political economy are contained in
Jeremy Bentham’s Economic Writings, Werner Stark, ed., 3 vols. (London: George Allen and
Unwin, 1952).—Ed.]

15 [Richard Cobden (1804–65) was a leader of the British free trade movement and one
of the managers of the Anti–Corn Law League that helped bring about the end of protec-
tionist trade restrictions in Great Britain in the 1830s and 1840s. As a member of Parlia-
ment, Cobden negotiated the “Cobden Treaty” for reciprocal tariff reductions with France
in 1859–60.—Ed.]

16 [Frederic Bastiat (1801–50), a French political economist, was referred to by Joseph
Schumpeter as “the most brilliant economic journalist who ever lived” in defense of free
trade and laissez-faire. His best known works are Economic Sophisms, Selected Essays on Po-
litical Economy, and Economic Harmonies.—Ed.]

In this world of capitalism there are neither trade barriers nor migra-
tion barriers. Goods and men can freely cross the frontiers. Everyone is
free to move to the place where he wishes to live, to earn, and to work.
The laws and the authorities treat citizens and foreigners in the same way;
there are no laws discriminating against foreigners. Under these condi-
tions, boundaries do not have any importance for the individual. It is im-
material for the individual whether the night watchman bears a cockade
in white-blue or red-white.

Of course, this liberal utopia was never completely achieved. But the
liberals were fully convinced that conditions were developing toward this
goal, that social and economic evolution must necessarily lead to it, and
that no return to the obsolete system of government interference with pri-
vate life was possible. On this faith, they based their optimism concerning
the disappearance of violence. War was doomed like other remnants of a
dark past, like religious intolerance, superstition, slavery, and tyrannical
government.13

The optimism of Bentham,14 Cobden,15 and Bastiat16 was not justified.
History went another way. Today we are living in a world of government
interference with business and, in some countries, of socialism. There are
everywhere trade barriers and migration barriers. In domestic policy, the
governments are anxious to interfere in order to benefit some groups at
the expense of other groups. “Nationalism” is the characteristic feature of
modern foreign policy.
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17 [On the history of the meaning and practice of economic nationalism, see T. E. Greg-
ory, “Economic Nationalism,” International Affairs (May 1931), pp. 289–306; William E.
Rappard, “Economic Nationalism,” in Authority and the Individual: Harvard Tercentenary
Conference of Arts and Sciences (Cambridge, Mass.: Harvard University Press, 1937), pp.
74–112, and Michael A. Heilperin, Studies in Economic Nationalism (Geneva: Libraire E.
Droz, 1962).—Ed.]

The term is used in a very inexact sense. I suggest the term “economic
nationalism” be applied to a policy that intends to improve the conditions
of some groups of citizens by inflicting evils on foreigners.17 Nationalism
is exactly a policy of discrimination against foreigners. Foreign goods are
excluded from the domestic market or only permitted after an import duty
has been paid. Foreign labor is disbarred from competition on the do-
mestic labor market. Foreign capital is liable to confiscation. Similar dis-
criminatory measures are applied against citizens who belong to a racial,
linguistic, or religious minority.

In this world of ours—that is, in this world of state interventionism,
socialism, and economic nationalism—it is simply not true that the indi-
vidual citizen cannot derive profit from a victorious war and from con-
quest. I do not wish to discuss the problem of whether these measures of
economic nationalism really benefit the citizens of the country that ap-
plies them, but there can be no doubt that they hurt the material interests
of the citizens of foreign countries. The abolition of such measures would
therefore improve the conditions of those injured by them.

I wish to emphasize that it is not my intention to discuss all aspects of
the war policies of the aggressor nations. I wish to clarify the facts in order
to make the antiwar policies of the future more successful than those of the
past. The first step toward this end has to be the critique of the erroneous
belief that under present conditions the individual citizen is not personally
interested in victory and conquest.

Let us consider the migration barriers. Today, practically no country of
the world is open to immigration. The result is that natives of countries that
offer less favorable natural conditions of production are prevented from
moving into the areas where the national resources are more favorable. In
relatively overpopulated countries, there are many millions of peasants
who have to till land that is far less fertile than many millions of acres of
unused soil in better endowed countries. These peasants cannot go to the
countries where their labor could give them greater returns. There are
many millions of workers who are forced to remain in countries where the
marginal productivity of labor is lower than in better endowed countries.
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18 [On the topic of international migration and wage rates, see Mises, “The Freedom to
Move as an International Problem,” [1935] reprinted in Richard M. Ebeling and Jacob G.
Hornberger, eds., The Case for Free Trade and Open Immigration (Fairfax, Va.: Future of
Freedom Foundation, 1995), pp. 127–30; and Mises, Liberalism in the Classical Tradition
(Irvington-on-Hudson, N.Y., and San Francisco, Calif.: Foundation for Economic Educa-
tion and Cobden Press, [1927] 1985), pp. 136–42.—Ed.]

19 [Lionel Robbins, The Economic Causes of War (New York: Howard Fertig, [1939] 1968)
and The Economic Basis of Class Conflict, and Other Essays in Political Economy (London:
Macmillan Ltd., 1939), pp. 3–28. Lord Robbins (1898–1984) was a leading British econ-
omist at the London School of Economics who formalized the definition of economics as
the logic of choice: the allocation of scarce means among competing ends ranked in order

They could earn higher wages in countries where the marginal produc-
tivity of labor is higher. At the same time, the outflow of a considerable
number of hands would make wages rise for those who do not immigrate.
In a world of mobility of labor, there prevails a tendency toward an equal-
ization of wages for the same quality of labor all over the world. In a world
of migration barriers, there is a tendency toward a stabilization of the dif-
ferences in wages and standards of living.18

I am fully aware of the fact that the laws hindering immigration are not
motivated solely by considerations of labor policy. The racial, linguistic,
and cultural factors involved must not be overlooked. But I am not con-
cerned here with addressing this very complicated question.

Let me incidentally make some remarks about the Marxian view of this
problem. A consistent Marxian who is eager to explain every “ideology” as a
superstructure of selfish class interests would have to consider all these ideo-
logical justifications of the immigration barriers as nothing other than a dis-
guise of class interests. Of course, the Australian capitalists are economically
not interested in the maintenance of the laws hindering immigration to Aus-
tralia. These laws result in higher wages. An open door policy would lower
wages and would therefore be harmful to Australian labor. When the Japan-
ese arm and prepare for a war against the British empire in order to obtain the
right for their citizens to immigrate into this dominion, the consistent Marx-
ian would have to say that this imperialistic war is a war of Japanese labor ver-
sus Australian labor. The consistent Marxian would have to say that modern
imperialism is the superstructure of trade unionism and labor class interests.

I make these remarks only in order to demonstrate how foolish are the
current Marxian doctrines on imperialism, even from the Marxian point
of view. I do not wish to dwell on this subject. My distinguished friend,
Professor Lionel Robbins of the London School of Economics,19 and my
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of their importance to the individual decisionmaker. In the 1930s, he was a strong propo-
nent of the Austrian School of economics and a critic of various forms of government in-
tervention and socialist central planning.—Ed.]

20 [Eugene Staley, War and the Private Investor (New York: Howard Fertig, [1935] 1967),
and Foreign Investment and War (Chicago: University of Chicago Press, 1935). Eugene A.
Staley (1906–89) was a specialist in international trade theory and the economics of de-
veloping nations. On the same theme, see Walter Sulzbach, “Capitalistic Warmongers,” A
Modern Superstition (Chicago: University of Chicago Press, 1942).—Ed.]

21 [Before coming to the United States, Ludwig von Mises taught at the Graduate Insti-
tute of International Studies in Geneva, Switzerland, from 1934 to 1940.—Ed.]

former colleague at the Graduate Institute of International Studies in
Geneva, Professor Eugene Staley, now connected with the Fletcher
School of Law and Diplomacy [at Tufts University], have examined these
Marxian fallacies in the most brilliant way.20

Neither do I wish to criticize the errors and contradictions contained
in the Nazi theories that I shall now present to you. A full refutation of the
fallacies of the Nazi doctrines would require more time than that of a brief
lecture. In my course at Geneva dealing with the economic and sociolog-
ical doctrines in modern political thought, I used to devote many hours to
this task.21 I venture to say that for the present audience a mere presenta-
tion of these theories will be sufficient and that no further criticism of them
will be needed.

I shall start with the German doctrine of the Lebensraum, or “living
space.”

“We Germans,” say the Nazis, “were injured in the distribution of the
world. Of course, it was our own fault. In those centuries in which the
British, the Spaniards, and the Portuguese conquered the newly discov-
ered territories there was virtually no German empire. Germany was di-
vided and weak. The Germans fought each other and missed the
opportunity to colonize overseas countries. The result is that they are now
forced to crowd together in an overpopulated area. They are prevented
from exploiting idle resources in countries that nature has better endowed
for production. They have to be content with a standard of living much
lower than the standard of living in Anglo-Saxon countries. Every German
suffers from the present state of things and every German citizen’s lot could
be improved by changing it.”

“And,” says the Nazi, “we will change it. Today we are united and
thereby strong. We are ninety millions and we are courageous fighters. We
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22 [For critiques of the “Lebensraum” doctrine, see Norman Angell, This Have and Have-
Not Business: Political Fantasy and Economic Fact (London: Hamish Hamilton, 1936),
and C. Bresciani-Turroni, “‘Living Space’ Versus an International System,” Revue Al
Qanoun Wal Iqtisad, No. 1–2 (Cairo, Egypt: 1940), pp. 35–68.—Ed.]

23 [Abyssinia was the name for Ethiopia.—Ed.]

24 [Manchukuo was a Japanese “puppet state” established in Manchuria, the northeast re-
gion of China, between 1931 and 1945.—Ed.]

25 [The Dutch East Indies was the name for Indonesia while it was under the control of
the Netherlands until 1949; it was occupied by the Japanese during the Second World
War.—Ed.]

do not agree with your doctrine that the historical age of wars and con-
quests is gone forever and that the present distribution of resources is in-
violable and has to be maintained for all time to come. This is the
mentality of the ‘haves,’ which we ‘have-nots’ will never accept. You are en-
forcing your migration laws and your tariff system by the police forces and
by armed customs officers. We are strong enough to smash these guards-
men. This is not aggression. We are not aggressors. The aggressors are you,
because you started the use of violence against the peaceful Germans, Ital-
ians, and Japanese, who wished nothing else than to work or to sell prod-
ucts in the countries whose doors you have closed.”

“Of course,” says the Nazi further, “we are unfortunately not yet strong
enough today for the conquest of New Zealand or Canada. But we are not
too weak for the conquest of Poland or of Czechoslovakia. We are sorry
for the Poles and the Czechs. But we cannot help it. They are for us what
the Indians and the natives of Australia were for the British settlers—peo-
ples who, unfortunately, are living in a country that we are strong enough
to conquer. Our claims are not worse than the claims of British and Latin
settlers in America and Australia: force and violence. Our arguments are
the same that they used: arms.”

This is the meaning of the Lebensraum theory. The have-nots are still
too weak to attain the ultimate goal of their policies; for the time being
they have to content themselves by installments and to limit their con-
quests to the countries which are included in their living space.22 Thus
the Germans attacked Czechoslovakia and Poland, but not yet Canada
and Brazil. Thus the Italians attacked Albania and Abyssinia,23 but not yet
Egypt and Argentina. Thus the Japanese attacked Manchukuo24 and
China, but not yet Australia and the Dutch East Indies.25

The most popular fallacy concerning Nazism is the belief that its ideas
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26 [Alfred Rosenberg (1893–1946) was a German Nazi leader whose racist ideas in The
Myth of the Twentieth Century (1930) were incorporated into National Socialist doctrine
by Adolf Hitler. He was responsible for Nazi atrocities in Eastern Europe after 1941. Rosen-
berg was convicted at the Nuremberg trials as a war criminal and hanged.—Ed.]

27 [Gustav von Schmoller (1838–1917) was a prominent University of Berlin economist
in imperial Germany who led the “Socialists of the Chair” and who defended and glori-
fied Prussian political and military power. He was also founder of the Verein für Sozialpoli-
tik (Association for Social Policy) and a prominent spokesman for the German Historical
School.—Ed.]

28 [Adolph Wagner (1835–1917) was another well-known University of Berlin economist
in imperial Germany. He was an advocate of “state socialism,” which called for the trans-
formation of liberal capitalism into a state-interventionist welfare system.—Ed.]

29 [John Dewey (1859–1952), an American philosopher and educator, developed a phi-
losophy of “instrumentalism” related to pragmatism, which held that truth is relative to
the problems requiring solutions and is subject to change. Dewey is also considered a
founder of “progressive” education.—Ed.]

30 [Felix Frankfurter (1882–1965), an associate justice of the U. S. Supreme Court, was
one of the founders of the American Civil Liberties Union and a supporter of Franklin D.
Roosevelt’s New Deal policies, which strengthened executive power.—Ed.]

and its program are in any way new and different from the ideas and pro-
gram of the German nationalists of the Kaiser’s time. This is absolutely
wrong. The Nazi ideology was completely laid out by writers who pub-
lished their books and articles in the last thirty years of the nineteenth cen-
tury. Nothing is new in the books of Hitler and Rosenberg,26 not even the
poor style. Everything had been said by earlier authors. Hitler and Rosen-
berg only repeated; they did not add a single idea or a single point. Nazism
differs from German pre–World War I ideology only in one respect: The
Nazis are more energetic in the prosecution of their plans.

The time assigned to my lecture is too limited to give me the oppor-
tunity of providing you with ample evidence of my statement. I wish only
to mention two facts in order to demonstrate that the far-reaching plans of
world conquest and world domination were long supported not only by
the radical wing of German nationalism, the Alldeutsche Partei [Pan-
German Party], but that they met with the approval of the most represen-
tative men of German political thought. From the early eighties of the
nineteenth century until the First World War, the chairs of economics at
the University of Berlin were occupied by Gustav von Schmoller27 and
Adolph Wagner.28 The influence and the prestige that these men enjoyed
is comparable to the united authority of Professor John Dewey29 and Jus-
tice Felix Frankfurter30 in present-day America. They were at the same
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31 [Gustav Schmoller, Adolph Wagner, and Max Mering, eds., Handels- und Machpoli-
tik, Reden und Aufsätze im Auftrage der Freien Vereinigung für Flottenvorträge (Commerce
and Power Politics: Speeches and Essays Commissioned by the Independent Association for
Naval Lectures), 2 vols. (Stuttgart: Cotta, 1900).—Ed.]

32 [Alfred von Tirpitz (1849–1930) was the architect of the imperial German navy that
fought in World War I. He later entered politics and founded the Fatherland Party, serving
as a nationalist member of the German Reichstag, or Parliament, from 1924 to 1928.—Ed.]

33 [Adolph Wagner, Agrar- und Industriestaat: die Kehrseite des Industriestaates und die
Rechtfertigung agrarischen Zollschutzes: mit besonderer Rucksicht auf die Bevölkerungsfrage
(The Agrarian and Industrial State: The Disadvantage of the Industrial State and the Justi-
fication of Agrarian Tariff Protection, with Special Consideration to the Population Ques-
tion), 2nd ed. (Jena: Gustav Fischer, 1902), p. 83.—Ed.]

time the shapers of public opinion in all economic, social, and moral mat-
ters; the oracles of the intellectuals and of members of parliament; and
the chief advisors of the imperial government. About forty years ago, both
men edited a book in two volumes with the collaboration of almost all the
eminent German professors of economics.31 The aim of the book was to
support the plans of the Kaiser and of Admiral von Tirpitz32 to make the
German navy more powerful.

Professor Schmoller, in his own contribution to this symposium, bases
his enthusiasm for the naval armament on the consideration that there is
a lot of work to be done by the German navy. He contents himself, how-
ever, with referring to only one instance because the limited space of his
article forbids him to cite more. And what is this example? At any rate, says
Schmoller, sooner or later Germany will have to conquer a great part of
Brazil. And, of course, for this adventure a strong navy would prove very
useful.

Professor Wagner was still more enterprising. In his standard book on
German protectionism, published in the first years of the present century,
he speaks of Germany’s impending war for more space. And he adds, “Vain
pretensions like the Monroe Doctrine are for us not insurmountable
obstacles.”33

The students of these teachers are the Nazis of our day.
In the world of state interventionism, the territorial expansion of his

own state and nation is of the utmost importance to each individual citi-
zen. Every benefit that he derives from his own government is the more
valuable the larger its territory is. Every new conquest further restricts the
area in which discrimination is applied against him. This fundamental
fact is completely overlooked by Norman Angell.
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34 [Irredentism refers to the advocacy of the recovery of territory that is culturally and his-
torically related to one nation and that is presently subject to the control of a foreign gov-
ernment.—Ed.]

It would be a great mistake to believe that this militant nationalism is
peculiar to big nations like Germany, Italy, and Japan. I will try to give
you a description of the conditions in that part of the world where the two
world wars arose. Eastern Europe includes all the countries and nations be-
tween the eastern boundaries of Germany and Italy and the western bor-
ders of Russia. It reaches from the shores of the Baltic to those of the Black
Sea and Aegean Sea. If you ask men of these many small nations what they
consider would be a fair determination of the boundaries of their own
country, and if you mark these boundaries on a map, then you will dis-
cover that the greater part of this territory is claimed by two nations and that
a considerable part is even claimed by three nations. Every nation knows
how to justify its claims with linguistic, racial, historical, geographical, eco-
nomic, social, or religious arguments. Not one is prepared to renounce
even one of its claims for reasons of expediency. Every nation is ready to
resort to arms in order to satisfy its pretensions. Every nation therefore con-
siders its immediate neighbors as mortal enemies and relies on its neigh-
bors’ neighbors for armed support of its own claims against the common
foe. Every nation tries to profit from every opportunity to satisfy its claims
at the expense of its neighbors. The newspapers provide us every day with
new proofs of the correctness of this description.

It is impossible to draw boundaries in Eastern Europe which would
clearly separate linguistic groups. A great part of these territories are in-
habited by men using different languages. Every territorial division would
therefore necessarily leave minorities under foreign rule. These minori-
ties are the bearers of permanent unrest, of Irredentism,34 and hatred.

The League of Nations has tried two different systems to dispose of the
problem of minorities in a peaceful way. Both methods failed because they
did not take into account the economic problems involved.

One method was the protection of minority rights by international law.
I do not have to elaborate on the purely legal aspects of this system. The
economist has to recognize the fact that this system could be successfully
applied only in a world of an unhampered market economy. It must nec-
essarily fail, and it did fail in a world of government interventionism. A law
cannot protect anybody against measures dictated purely by considerations
of economic expediency. If a law in one of these countries discriminated

01/Postwar Reconstruction.p  1/14/00 1:40 PM  Page 12



Postwar Reconstruction C 13

35 [John Marshall (1755–1835) was the fourth chief justice of the U. S. Supreme Court.
His actual words, “The power to tax involves the power to destroy,” appeared in his majority
decision in McCulloch v. Maryland, March 6, 1819.—Ed.]

36 [During and after the Greco-Turkish war of 1922–24, almost 1.4 million Greeks were
transferred from Turkey to Greece, and about four hundred thousand Turks were expelled
from northern Greece to Turkey.—Ed.]

37 [Between 1939 and 1941, 1.2 million Poles and three hundred thousand Jews were ex-
pelled from those parts of western Poland formally annexed as part of Nazi Germany and
forcibly moved to the territory of the “General Gouvernement” in the central part of Nazi-

against the members of the minority group—for instance, by refusing them
educational opportunities—the international tribunal could interfere. But,
if the government injures a minority, by economic measures that make no
specific mention of minority distinctions but whose effect is virtually dis-
criminatory, the international provisions are in vain. If, for instance, mem-
bers of the minority are alone engaged in a specific branch of business,
the government can ruin them by means of customs provisions. In other
words, they can raise the price of essential raw materials and machinery.
In these countries, every measure of government interference—taxes, tar-
iffs, freight rates, labor policy, monopoly and price control, foreign ex-
change regulations—was used against the minorities. If you wish to build
a house and you use the services of an architect from the minority group,
then you find yourself beset by difficulties raised by the departments of
building, of health, of fire. You will wait longer to receive your telephone,
gas, electric, and water connections from the municipal authorities. The
department of sanitation will discover some irregularities in your build-
ing. If members of your minority group are injured or even killed for po-
litical reasons, the police are slow in finding the culprit. Against such
obstacles all provisions of minority protection are useless. Think of the as-
sessment of taxes. In those countries, Chief Justice Marshall’s dictum “The
power to tax is the power to destroy” was practiced against the minorities.35

Or think of the power that [occupational] licensing gives to a government.
The second method suggested is the exchanging of minorities. It was

applied in the case of Greece and Turkey and in the case of the Assyri-
ans.36 This method would be excellent in a world where all regions offer
the same opportunities for production. In our actual world, it is absolutely
inadequate. It can only aggravate and stabilize the inequalities already ex-
isting, those very inequalities that are the economic causes of war. When
Hitler recently withdrew German minorities from Eastern countries, he
did so because he had conquered more valuable land for them.37 No seri-
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occupied Poland. Almost five hundred thousand Germans were resettled into those parts
of western Poland, one hundred thousand of them being ethnic Germans from various
countries in Eastern and Southern Europe. By 1943, as many as one million Germans had
been moved into these Polish areas.—Ed.]

38 [The Treaty of Versailles was signed in May of 1919, ending the First World War. It
imposed heavy reparations payments on Germany, to be paid to the Allied Powers; limited
the size of the German armed forces; restored Alsace-Lorraine to France; transferred Prus-
sian Poland, most of West Prussia, and part of Silesia to the new state of Poland; made
Danzig a free city; transferred Germany’s African and Asian colonies into mandates of the
League of Nations; placed the Saarland under French administration; called for plebiscites
in various territories formerly controlled by Germany and Austria-Hungary; and required
the demilitarization of the German Rhineland. In 1935, Hitler unilaterally abrogated most
of the terms of the Treaty of Versailles.—Ed.]

39 [For a history of the failure of the League of Nations in preserving peace and security
in the interwar period, see William E. Rappard, The Quest for Peace, Since the War (Cam-
bridge, Mass.: Harvard University Press, 1940).—Ed.]

ous economist can fail to realize the impracticability of this alleged
solution.

Now we may understand why the Treaty of Versailles38 and the League
of Nations were bound to fail. In a world of socialism and intervention-
ism, there is only one possible way to attain permanent peace: the con-
quest of all countries by one nation. This is the peace forced on the world
by a victorious conqueror and not a peace like the liberal democrats wished
to attain: a peace of nations that do not fight because there is no incentive
to do so.

What the founders of the League intended was to provide for the lack
of a peace ideology by the establishment of a bureau and a bureaucracy.
In the midst of conditions on all sides predisposed to war, they hoped to en-
sure peace by the construction of an expensive palace in Geneva and by
the appointment of a staff of lawyers, economists, and statisticians.39

A bureaucracy cannot create a new ideology. There is one great task
in our age: to revive and to spread the economic and social mentality that
makes war useless and peace durable. But, in the face of the fact that our
contemporaries are far from such a mentality, we have to answer the ques-
tion of what can be done to protect civilization after the war. We have to
emphasize that a really lasting peace can be attained only with the uni-
versal acceptance of an ideology that could lead us to a perfect free mar-
ket economy. Under the rule of such a mentality, and with all nations
placed on a free trade footing, there would be peace even without a spe-
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40 [Clarence Streit (1896–1986) was a League of Nations correspondent for the New York
Times. He proposed a federal union among fifteen democratic nations, including Great
Britain and the United States. He developed this idea in Union Now: A Proposal for a Fed-
eral Union of the Democracies of the North Atlantic (New York: Harper and Brothers, 1939)
and Union Now with Great Britain (New York: Harper and Brothers, 1941).—Ed.]

41 [See footnote 11.—Ed.]

cial bureau in Geneva. Under the rule of interventionism and socialism,
peace cannot be maintained by treaties and institutions. What can be done
under present conditions is only to reduce the dangers a little, not to re-
move them. Within these limitations I wish to try to review briefly the pos-
sible alternatives.

The first possibility is a victory of the totalitarians. The victors will ex-
terminate or enslave the conquered nations. Later, they will fight each
other over their respective shares in the spoils. The ultimate victor will
rule the whole earth in the same way as Hitler rules Poland today.

The second possibility is a smashing British victory. If they extermi-
nate the Nazis, they will no longer be in danger of being attacked again by
Germany. This would solve the German problem, but it would not abol-
ish other factors making for war.

The supposition of Clarence Streit’s “union” project is that the victors
do not exterminate the conquered Germans and therefore have to be ready
to defend themselves again against new totalitarian aggressions.40 The idea
is sound on this supposition. Those menaced have to unite in order to
repel possible attack. But of course this does not mean peace. It means
only better conditions for the democracies in the Third World War.

It is the general belief today that the sovereignty of the small nations
has proved its impracticability and that they have to disappear as inde-
pendent states. This is true under present conditions. But we have to add
that, in the face of the aggressive attitudes of the Axis, even the United
States must be reckoned among these “small” nations. Without allies, it
would be very hard for the United States to defend itself alone against the
united forces of continental Europe, Japan, and the African colonies of
the Axis.

I believe that the only thing that the Western democracies can do is to
form a union for defense. The success of Hitler was due only to the fact that
he had to fight every adversary singly. If all the fourteen or sixteen coun-
tries that he has invaded had been united on the first day of the war, Hitler
and Mussolini would today enjoy the company of the Kaiser at Doorn.41

01/Postwar Reconstruction.p  1/14/00 1:40 PM  Page 15



16 C Selected Writings of Ludwig von Mises

42 [See Mises, “Super-National Organization Held No Way to Peace,” New York Times
(January 3, 1943), p. 8E.—Ed.]

43 [See Chapter IX, “An Eastern Democratic Union: A Proposal for the Establishment of
a Durable Peace in Eastern Europe,” in this volume.—Ed.]

I do not see any other reasonable solution for the postwar problem
than a closer political and military union between the menaced
democracies.

Should this union go further and abolish business and economic na-
tionalism? I wish to emphasize that this too could be achieved only with
a universal laissez-faire ideology. If you abolish the economic meaning of
frontiers within the Union, then all non-American countries have all the
consequences of free trade. They are no longer protected against the most
effective competition, that of the most highly productive industry and agri-
culture. If the Belgian motorcar producer has no protection against Ford
and General Motors, he is no longer interested in any protection at all.

On the other hand, free trade and free migration do not create eco-
nomic unity if the different governments have all the other means of in-
terventionism at their disposal. They could, by these other means of
governmental intervention, completely counteract the effects of free trade.
Under the conditions of interventionism or socialism, economic unity can
be achieved only by a strong, strictly centralized government. This is the
reason why in all federative nations, with the progress of interventionism,
the importance of the member states declines in comparison to that of the
central government. If Mr. Streit’s union should strive for economic unity,
the members would lose their sovereignty. If America and Great Britain
join it under these conditions, the president of the United States and the
prime minister of Great Britain would be reduced to the rank of provincial
governors. I do not believe that either the Americans or the British would
like this.42

In my opinion, the weakness of the Streit proposal is that it does not
say anything about Eastern Europe. The military prospects of the Western
democracies could be vastly improved by the creation of a second big
union including all the small nations of Eastern Europe. One cause of the
breakdown of the system of Versailles was that these Eastern nations were
unable to defend themselves or to contribute anything to the struggle for
their own independence. What is wanted is to create a big Eastern Euro-
pean union, which, with about 150 million people, could counterbalance
Germany and Italy and resist Russia.43
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It is necessary to realize that such a union could never be achieved in
the form of a federation. In the United States, there is a strong feeling in
favor of federal government. Federalism has succeeded in a wonderful way
in America. But it could succeed only in a homogeneous nation. If there
were linguistic or racial discrepancies between the populations of the in-
dividual member states, the union could not work. Federal government
presupposes a strong feeling of national unity.

A federation of the Eastern European nations could neither solve the
minority problem nor the boundaries problem. All the factors which make
these nations fight one another would remain and would shatter the union.
The only possible constitution for such an Eastern Union would be a
strictly centralized organization. But this, too, presupposes the absence of
all kinds of economic intervention. If the government is limited to the
preservation of security, it could avoid measures that some linguistic groups
consider prejudicial.

The politicians and statesmen of these Eastern nations are united
today on only one point: the rejection of this proposal. They do not real-
ize that the only other alternative is the partition of their territories among
Germany, Russia, and Italy. They do not believe it because they firmly
rely on the invincibility of the British and the American forces. They do
not imagine that the “American boys” have any other task in this world
than to undertake an expedition to Europe every few years in order to fight
for them.

The mentality of many Europeans concerning America is really naive.
For the solution of every economic difficulty, the average European knows
a very easy way out: American loans. They say loans, but they mean gifts.
They are not bothered about interest payments and much less about re-
payment of the principal.

America and Great Britain could force Eastern Europe to unite by a
clear declaration that they will not fight for them in a Third World War.
Then Eastern Europe would have to replace the anarchy of a dozen or
more states, ready at any moment to plunder their immediate neighbors,
with a durable system of cooperation.

There are only two methods to achieve lasting peace. The first method
is the maintenance of free trade, the abolition of government interference
with business, the abandonment of economic nationalism. Under these
conditions the assumptions of Norman Angell are correct. No individual
citizen can derive any profit from war and conquest; war is useless and
nonsensical. The second method is the conquest of all countries by one na-
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44 [Ernest Renan (1823–92) was a French philologist, historian, and critic.—Ed.]

45 [Louis Pasteur (1822–95) was a French scientist noted for his studies of fermentation
and bacteria. Pasteurization is named after him.—Ed.]

46 [Henri Bergson (1859–1941) was a French philosopher, noted for his works Time and
Free Will (1889) and The Creative Mind (1934).—Ed.]

47 [The term “le vice allemand,” or “the German vice,” refers to homosexuality.—Ed.]

48 [When this essay was written in May of 1941, Nazi Germany and the Soviet Union
were still bound by an unofficial alliance under the terms of the Nazi-Soviet Nonaggres-
sion Pact signed in August of 1939. On June 22, 1941, Nazi Germany invaded the Soviet
Union, bringing the USSR into the Second World War on the side of Great Britain.—Ed.]

49 [Immanuel Kant (1724–1804) was a German philosopher and one of the most impor-
tant figures in the history of metaphysics.—Ed.]

50 [Georg Wilhelm Friedrich Hegel (1770–1831) was a German philosopher known for
his concept of dialectic development of an “absolute spirit.”—Ed.]

51 [René Descartes (1596–1650), a philosopher, mathematician, and scientist, developed
analytical geometry. He wanted to extend the mathematical method to all areas of human
knowledge.—Ed.]

52 [François Marie Arouet de Voltaire (1694–1778) was a French philosopher and one of
the main contributors to Enlightenment thought in the eighteenth century.—Ed.]

tion, the new order according to the ideas of Comrade Stalin or Herr
Hitler. But no durable peace is thinkable in a universe where indepen-
dent sovereign interventionist or socialist governments exist.

Everybody agrees that economic nationalism is responsible for the re-
vival of the spirit of war and conquest. But people fail to grasp the essence
and meaning of nationalism. Nationalism is neither hatred, nor chauvin-
ism, nor a superiority complex. Nobody in Switzerland hates the Ameri-
cans or the Danes; no Swiss citizen believes in the superiority of his own
race as compared with those in America or Denmark. Nevertheless, the
Swiss government discriminates against American and Danish commodi-
ties and labor. It is a sad fact that the average German imagines Paris not
as the city of Renan,44 Pasteur,45 and Bergson,46 but as a city of nightclubs.
And it is similarly unfortunate that Frenchmen apply the term, “le vice
allemand,”47 to a particular human depravity. But these facts have nothing
to do with the wars between Germany and France. The peoples of East-
ern Europe call cockroaches “Swabiens,” which means “Germans” in their
languages; and the Germans call the same insects “Russians.” This fact
was not responsible for the First World War, and today it does not hinder
the cooperation between Russia and Germany.48 Some German profes-
sors declared that the last wars between Germany and France were wars of
Kant49 and Hegel50 versus Descartes51 and Voltaire,52 that the German “he-
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53 [The contrast between British “shopkeepers” and German “heroes” was made by
Werner Sombart, Händler und Helden: Patriotische Besinnungen (Shopkeepers and Heroes:
Patriotic Reflections) (1915). Sombart (1863–1941), a professor at the University of Berlin
after 1917, was a prominent proponent of the German Historical School. At first, he was
sympathetic to the Marxian critique of capitalist society. By the 1930s, he had become an
apologist for the Nazi regime in Germany.—Ed.]

roes” are fighting the English “shopkeepers,” and that the true issue in this
great world revolution is Teutonic “idealism” versus Anglo-Saxon “mate-
rialism.”53 They call the appetite for raw materials “idealism.”

Nationalism is a policy of discrimination against foreigners. It is the
corollary of a domestic policy of government interference with business.
Of course, the greater part of the measures of government interference
with business would be in vain if foreigners were not prevented from com-
peting on the domestic market. Economic nationalism cannot disappear
without a return to what people call laissez-faire.

In a world of nationalism, it is hopeless to abolish war. All that can be
done is to make aggression more risky for the aggressors. It was a terrible
mistake of the Covenant of the League of Nations to look with disfavor on
alliances between individual groups of nations. In this world of ours, such
alliances are the only means to prevent war. This is why the union as pro-
posed by Mr. Streit and supplemented by an Eastern European union, as
I suggested, is the only reasonable program for the defense of civilization
and for a reconstruction of Europe and the whole world.
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1 [This paper was delivered as a lecture at the Banking Seminar of the School of Business
at Columbia University on November 7, 1940.—Ed.]

2 [On Mises’s use of the term “liberalism” in the classical nineteenth-century sense, see
Chapter I, “Postwar Reconstruction,” footnote 8.—Ed.]

chapter ii

Postwar Economic
Reconstruction of Europe1

Western civilization is a civilization of industrial countries, as distinguished
from agricultural countries. The characteristic feature of an industrial
country is that it imports raw materials and foodstuffs and that it exports
manufactured goods, which are, for the most part, manufactured from im-
ported raw materials.

What made the countries of Western and Central Europe industrial
countries was not so much their natural resources as accidental historical
factors. Western Europe has developed political and economic ideas that
have given rise to an organization in which modern capitalism can flour-
ish. Economic liberalism2 and its corollaries, capitalism and political
democracy, had their origin in the West, and from there, in the course of
the nineteenth century, slowly spread to other parts of the world. The head-
start thus gained by Western Europe explains why these Western coun-
tries, up to the outbreak of the First World War, were by far the richest.
Their capital had already begun to accumulate at a time when other coun-
tries were still following backward methods in government and production.

It is important to realize that the advantage thus gained by Western
and Central Europe was temporary only, and that it was doomed to be
overtaken by the development of natural resources in other parts of the
world. Viewed from our present state of geographical and geological
knowledge, the cradle of modern capitalism indeed must appear poorly
endowed. There are many varieties of raw materials and foodstuffs that

02/Postwar Economic.p  1/14/00 1:41 PM  Page 21



22 C Selected Writings of Ludwig von Mises

3 [On the political, economic, and cultural achievements of nineteenth-century classical
liberalism in creating a peaceful and prosperous international order, see C. F. Bastable, The
Commerce of Nations (London: Methuen and Co., 1899), pp. 1–4; John Maynard Keynes,
“The Economic Consequences of the Peace,” in D. E. Moggridge, ed., The Collected
Writings of John Maynard Keynes, Vol. II (London: Macmillan [1919] 1971), pp. 5–7; Gus-
tav Le Bon, The World in Revolt (New York: Macmillan Co., 1920), pp. 35–46; C. Delisle
Burns, A Short History of International Intercourse (New York: Oxford University Press,
1924), pp. 114–42; Felix Somary, Changes in the Structure of World Economics Since the
War (London: P. S. King & Son, 1931), pp. 34–39; Benedetto Croce, History of Europe in
the Nineteenth Century (New York: Harcourt Brace and Co., 1933), pp. 351–52; William
Henry Chamberlin, Collectivism: A False Utopia (New York: Macmillan Co., 1936), pp.
1–3; William E. Rappard, The Crisis of Democracy (Chicago: University of Chicago Press,
1938), pp. 29–116; Joseph A. Schumpeter, “An Economic Interpretation of Our Time,”
[1941] in The Economics and Sociology of Capitalism (Princeton, N.J.: Princeton Univer-
sity Press, 1991), pp. 339–40; Gustav Stolper, This Age of Fable: The Political and Eco-
nomic World We Live In (New York: Reynal and Hitchcock, 1942), pp. 3–18; Wilhelm
Röpke, International Order and Economic Integration (Dordrecht, Holland: D. Reidel Pub-
lishing Co., 1959), pp. 72–79; Oskar Morgenstern, International Financial Transactions
and Business Cycles (Princeton, N.J.: Princeton University Press, 1959), pp. 17–22; and
Richard M. Ebeling, “World Peace, International Order, and Classical Liberalism,” Inter-
national Journal of World Peace (December 1995), pp. 47–68.—Ed.]

cannot be produced at all in these countries, and there are many others
that can be produced only with a greater expenditure both of capital and
labor than is required elsewhere. With the realization of these disparities
of natural endowment, and with the practical adoption of modern meth-
ods of government and production by the backward countries which na-
ture had better endowed, capital and labor concomitantly migrated from
Europe.

This transfer of capital and labor, by which Western Europe gave and
all the rest of the world only received, was the greatest historical event of
the most glorious epoch in human history so far. It made North America,
great parts of Latin America, Australia, and a large area of South Africa the
Europeans’ home. It transformed the economic and social structure of
Japan, China, and India. It left no part of the world untouched. It made
international the outer trappings, the paraphernalia of modern civiliza-
tion.3 We may deplore the fact that this internationalization did not con-
currently include the political and moral ideas of English and French
nineteenth-century liberalism, and that, far from eradicating the innate
propensities to violence, it only provided the non-European nations with
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4 [“Realistic” or pragmatic politics.—Ed.]

5 [For examples of expropriation and nationalization of foreign investment property and
repudiation of foreign loans before and after the Second World War, see Harold M. Flem-
ing, States, Contracts, and Progress: Dynamics of International Wealth (New York: Oceana
Publications, Inc., 1960).—Ed.]

more efficient and terrible instruments. But this failure is only to be as-
cribed to the replacement of these liberal ideas, today stigmatized and
laughed at as “orthodox,” by so-called more realistic doctrines of power
politics.

But the transfer of capital and labor has long since stopped. It was this
“Realpolitik”4 that brought the period of laissez-faire and laissez-passer to
an end. Today, international migration is practically impossible, and it may
be that, in the not too distant future, migrations will even be hindered
within the boundaries of every country by the same factors that have al-
ready reduced international migration figures.

The mobility of labor had created a tendency toward an equalization
of the marginal productivity of labor. The great disparities in wages and
standards of living among different areas of the world gradually dimin-
ished. Today, labor is practically country-bound. This fact has the tendency
not only to perpetuate but to aggravate the inequalities in standards of liv-
ing and civilization among different nations. Wages are today much higher
in the United States and in the British Dominions than even in England;
in Europe wages are lower the farther we go eastward and southward from
England.

No less changed is the situation with respect to the supply of capital.
Foreign investment was based on the assumption that the rights of private
property would be respected. Precisely the opposite was the case. We may
safely say that today expropriation of the rights of foreign investors and the
repudiation of foreign loans are considered a regular means of economic
and financial policy. It is an accepted and generally tolerated practice of
governments to use their sovereign powers for the sake of the nationaliza-
tion of enterprises held by foreigners. It is a common rule to establish for-
eign exchange regulations in order to nullify the claims of foreign creditors.5

Looking back over the history of foreign investment and international
credit, we may observe that but for the United States and the British Do-
minions, capital marched on a one-way route. Only rosy optimists could
believe that the fate which the foreign investors and creditors will meet in
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6 [British India, a part of India comprising seventeen provinces that was a British colony
and subject to British law. It gained independence in 1947 and was divided between India
and Pakistan.—Ed.]

7 [As one example, between September of 1939, when the war in Europe began, and No-
vember of 1940, when this essay was written, Great Britain spent almost $5 billion in pur-
chases of war materiel from the United States by selling off investments of British citizens
in the U. S. and draining dollar reserves held by the British government. The remaining
$2 billion in gold and foreign assets held by the British government or its subjects was not
at that point sufficient to pay for half of the supplies and goods that Britain still had on
order from the United States; see Winston Churchill, Memoirs of the Second World War
(Boston: Houghton Mifflin Co., 1959), pp. 384–86; also, Mises, “British Postwar Problems,”
New York Times (July 25, 1943), p. 10E. By 1945, Great Britain had liquidated £1,118 mil-
lion of overseas investments, but still had an external debt of more than £3,000 million at
the close of the war.—Ed.]

8 [In the postwar period, Marshall Plan aid by the United States to European countries
stipulated that a large percentage of the dollars provided under the aid program had to be
spent on American goods and often carried on American ships, to generate a stimulus for
U. S. industry and employment; see Tyler Cowen, “The Marshall Plan: Myths and Reali-

China and British India6 will differ essentially from what has befallen them
in Russia, Germany, and the Balkans.

Until the outbreak of the First World War, Western and Central Eu-
rope financed their purchases of imported food and raw materials to a great
extent through the interest on foreign loans and by the earnings of foreign
investment. This will no longer be the case. That part of foreign assets
which has not already been lost by repudiation has been confiscated by
governments of the creditor nations and used for the financing of war ex-
penditures. The present war will leave Europe without foreign assets.7

This makes the situation that the Western countries of Europe will
have to face critical. On the one hand, an industry without adequate equip-
ment: machinery used up and not properly replaced, and machinery for
the production of arms and military necessities that cannot be used for the
production of goods that buyers in peacetime demand. On the other hand,
no way to provide the capital required. It is unlikely that the American in-
vestor, after all the experiences he has had with foreign stocks and bonds,
and with the unpleasant memory of foreign exchange restrictions, will be
anxious to run the risk anew. But, even if he should be ready, his govern-
ment will hinder him. It is nowadays one of the items on the labor program
of creditor countries to stop the outflow of capital in order to render higher
the domestic level of wages.8

This state of affairs spells the doom of European labor. Men will have
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ties,” in Doug Bandow, ed., U. S. Aid to the Developing World: A Free Market Agenda
(Washington, D.C.: Heritage Foundation, 1985), pp. 70–72.—Ed.]

to work in factories whose equipment is much poorer than the equipment
of the competing plants abroad. The European entrepreneur will have to
pay on the world market the same price for raw materials as his competi-
tors overseas, who produce under more favorable conditions. He will,
moreover, have to sell his products at a lower price than his competitor,
who will be sheltered in his home market by protective import duties. The
result will be low wages for industrial workers, which will depress their
standard of living to something like Japanese levels.

These conditions—a comparatively unfavorable state of material re-
sources for production, an extreme scarcity of capital, the impossibility of
emigration for the excess population, and trade barriers in the foreign mar-
kets—will make it impossible to continue the prewar economic policies.
These policies were characterized by a disregard of vital necessities and
by ignorance of the principal requirements of business. What people are
accustomed to call a progressive socioeconomic policy consisted mainly in
measures resulting in a reduction of output and in the consumption of
capital. Modern labor policy was designed to reduce hours of work, to raise
wages above the level which industry could bear, and to confiscate a part
of the capital invested in order to spend it. The most outstanding instances
of this policy are unbalanced budgets and the practice of embarking upon
public works regardless of the profitability of the enterprise. It represented
a misguided “class” policy that did not understand the meaning of prof-
itability within the framework of a capitalistic society. If capital is with-
drawn from branches of business where it could pay and invested in
activities where it does not pay, the result is waste of capital and the cre-
ation of a privilege for minority groups. If capital is consumed or wasted,
it is not only the entrepreneur and the capitalist who pay the bill. Other
things being equal, more capital means a higher marginal productivity of
labor and, therefore, higher wages. All the measures of modern social leg-
islation, which effectively restricted the quantity of capital available and
productive output, were, in the last analysis, measures against the masses,
both as wage earners and as consumers.

For policies of this type there will be no room left in postwar Europe.
This, let us say, “Victorian” policy was one of taking away something from
the entrepreneur and the capitalist. Where there is a tremendous short-
age of capital and where the entrepreneur lacks the means for acquiring
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better equipment for his plant, for the purchase of raw materials and for the
payment of wages, nobody can tax him or interfere with his management,
if the wheels of the mills are to continue turning. Under such conditions,
there is no field where trade unions can operate. There will be left no other
taxpayer than the wage-earner and the consumer. Everybody will easily
understand the problems involved and the somewhat metaphysical apho-
rism, “The state should pay this or that,” will lose its undeserved prestige.
Where all the taxes must necessarily be paid by labor, because there are no
rents and business profits to tax, every increase in public expenditure will
immediately decrease labor’s capacity to consume. The budget will be
based on something like head taxes on great masses of extremely poor
workers. The old slogan, “Tax the rich, subsidize the poor,” is void of mean-
ing where everybody is a “have-not” and where the only goal of a reason-
able economic policy has to be to facilitate the accumulation of capital.
The labor policy of the traditional type and the activities of trade unions
will become obsolete.

The same will hold true for the prewar agrarian policy. In the indus-
trial countries of Europe, high import duties, the quota system, and rigid
prohibitions of imports, on the one hand, and subsidies and tax exemp-
tions, on the other hand, made the farmer live at the expense of the con-
sumer. Domestic food prices were often at least three times higher than
world market prices. It will be impossible to maintain this system to the dis-
advantage of an extremely impoverished nonagrarian population. This
means the disappearance of the greater part of agricultural production in
these countries.

Nor will conditions be better for urban real estate. An impoverished
people will hardly be able to pay rents sufficient for the maintenance of the
buildings. With the decline in value of real property and the income de-
rived from it, mortgages will be defaulted. Savings banks and insurance
institutions will go bankrupt because their assets will depreciate.

Of course there is no doubt that, notwithstanding the military and po-
litical result of the war, all bank assets will be valueless. Their foreign as-
sets have been expropriated by the government. Their holdings of
commercial paper, of loans on collateral, of government bonds and deben-
tures, and of mortgages will likewise lose their value.

The day after the cessation of hostilities will therefore mark the be-
ginning of a long and deep depression. Total war will result in total bank-
ruptcy. It would be wrong to attempt to refute this by citing the armistice
day of 1918. At that time there were not only many European countries
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9 [The American Jewish Yearbook for 1933 estimated the total Jewish population in Europe
to be approximately 9.5 million, with most European Jews living in Eastern or Central Eu-
rope. Poland had the largest Jewish community in Eastern Europe, numbering about 3
million. The Romanian Jewish population was 980,000, and the three Baltic states con-
tained around 255,000 (155,000 in Lithuania, 95,000 in Latvia, and 5,000 in Estonia). In
Central Europe, Germany had the largest Jewish population, with 565,000; there were
445,000 Jews in Hungary, 357,000 in Czechoslovakia, and 250,000 in Austria. Between
1933 and 1940, about 432,000 Jews emigrated from Germany and territories at that time
occupied by Nazi Germany (including 282,000 from Germany and 117,000 from Austria).
In 1950, the Jewish population in Europe was estimated at only 3.5 million. Only 45,000
remained in Poland, 280,000 in Romania, 37,000 in Germany, 155,000 in Hungary, 17,000
in Czechoslovakia, and 18,000 in Austria.—Ed.]

that had not suffered at all, but even in the belligerent countries the struc-
ture of the apparatus of production was unshattered. And a very important
difference is this: The Jews have been practically eliminated from busi-
ness. What this means no American can realize. In Central and Eastern
Europe, virtually everyone who is business-minded has been removed, and
those remaining expect every improvement from the action of a meta-
physical entity, the state. The quick reconstruction of economic life in Eu-
rope after 1918 was the work of businessmen, among whom in Central
Europe more than 50 percent and in Eastern Europe more than 90 per-
cent were Jews.9

This dark prospect becomes still worse if we consider the mentality of
the people involved. They will not be ready to face stark reality and to un-
derstand that nothing else can lead them back to prosperity than restless
work. They will look for some artificial remedy, for some magic wand to
change dust into food and clothes. Decades of demagogy have given them
the conviction that there is some panacea against all economic ills. They
believe that it is the duty of the government to discover it. They believe su-
perstitiously in the power of financial artifices, be it stamp money, social
credit, or anything else. They believe in everything but in what they call
orthodox economics. If someone explains that capital can be accumulated
only by saving, they call his advice an example of the “dismal science.”

There is no doubt that after the war Europe will have to go through a
long period of extreme poverty. Until new capital is accumulated, the
masses will live on a level not better than that of the infancy of modern cap-
italism. One consequence of this relapse will be an increase in the differ-
ence in the level of life and civilization between Europe and America.

It is obvious that the economic decline of Europe will affect America,
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too. Europe will no longer be able to buy the quantities of American raw
materials, food, and other products that it used to buy. Irrespective of the
result of the war, the American farmer will suffer a disappointment. The
demand for wheat, lard, cotton, tobacco, and other farm produce in Eu-
rope will be curtailed. In any case, the international division of labor will
be restricted, not because of government-established trade barriers but be-
cause of a retrogression in European production. There still are, today,
some branches of production where Europe is supreme, that is, optical in-
struments in Germany, watchmaking in Switzerland, fashions in Paris,
cloth in Great Britain. And there is no reason why the production of these
articles should not receive an impetus in the United States, which has the
advantage of being the biggest market for their consumption.

What is true for North America is no less true for Latin America. Im-
poverished Europe will not fulfill the hopes of those South American
politicians who expect to find an outlet for their raw materials and food-
stuffs. The fantastic plans for a German penetration of Latin America
will fail.

The most important question seems to be whether the United States
will be able to contribute to a better and quicker reconstruction of Eu-
rope. It is unlikely that the American trade unions will in the near future
lose their influence or change their minds as regards immigration. On the
other hand, we may assume that the American investor will not be hin-
dered by the government from investing his capital where he likes. But
the problem is whether the reasonable investor would want, again, to risk
his capital in Europe. It seems indubitable that all kinds of foreign invest-
ment and loans to foreigners are doomed if the present state of interna-
tional law concerning these matters continues to prevail. This legal state
of affairs is characterized by the following features:

(1) Every government is free to repudiate its obligations or to tax as it
likes the yield from its bonds.

(2) Every government is sovereign as far as its currency is concerned.
It may ad libitum devalue its currency, it may make unilateral changes in
the value of the money which it owes. It has the right by means of foreign
exchange regulations to rob all foreign creditors of their principal and
interest.

(3) Every government has the right to expropriate [the property of] for-
eigners directly or through taxation. Even undisguised discrimination
against foreigners is tolerated if it is presented to the public as a measure
against capital and big business.
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Of course, it is clear that only countries which will be ready to abdi-
cate their sovereignty in these matters have a chance to attract foreign cap-
ital. The most important financial provision in the new constitution of the
League of Nations will, therefore, have to be the transfer to the League of
the competence to legislate on these matters, and the establishment of an
efficient tribunal to adjudicate all disputes arising therefrom.

It is obvious that a satisfactory state of international relations that would
keep the world at peace would require many more encroachments on na-
tional sovereignties. But under the present state of prevailing ideologies, it
is simply utopian to demonstrate that peace and goodwill among the na-
tions is possible only in a world of free trade and private property. It will
take some time until mankind will be ripe again for this practice. We have
to realize that postwar reconstruction will have to be accomplished in a
much less perfect milieu.

Our contemporaries have the strange belief that economists and
bankers may discover some magic power which can rebuild the ruins at no
expense to society. In the presence of these beliefs, it is the duty of honest
economists to repeat again and again that, after the destruction and the
waste of a period of war, nothing else can lead society back to prosperity
than the old recipe—produce more and consume less. This is the only
way for Europe to reconstruct its economic machinery, as far as it still can
be rebuilt.

This reconstruction cannot be undertaken from without, it must come
from within. It is not simply a matter of economic technique, still less of
engineering; it is a matter of social morale and of social ideologies. It can
succeed only on the basis of a return to capitalism and to the economic
methods of the nineteenth century. Of course, many contemporaries be-
lieve that there is an alternative, that is, socialism. It is not within the scope
of this essay to discuss the pros and cons of both these systems of social co-
operation. The analysis of the theoretical side of this question would lead
us far afield. I wish only to emphasize that the experience both in Russia
and in Germany is not conducive to a favorable judgment of socialist
methods. What is wanted is to secure for Europeans something better than
the Russian mode of life.

The first and immediate consequence of the armistice and the demo-
bilization of millions of soldiers will be a tremendous amount of unem-
ployment. Probably some quacks will recommend, as a remedy, public
works, labor camps, and compulsory labor service. But who should pay for
these expenditures? The problem is not busy work, but work which can
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produce the commodities which the producers of raw materials and food
in non-European countries are ready to accept as payment. No govern-
ment and no socialist management ever could produce such commodi-
ties for export. For this production, entrepreneurs are needed.

The spirit of enterprise and the initiative of business has, in the last
two hundred years, transformed Europe from a continent of barefooted
and half-starved masses into a world of mass consumption of goods once
unknown or considered as luxuries. If there is any hope for a new upswing,
it rests with the initiative of individuals. Let us not forget that the nation-
alist parties of Europe have destroyed their civilization in the name of a
fight against individualism and liberalism.

The entrepreneurs will have to rebuild what the governments and the
politicians have destroyed.
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1 [This paper was delivered as a lecture before a luncheon meeting of the New York Uni-
versity Men in the Finance Club on December 21, 1944.—Ed.]

2 [On Mises’s use of the term “liberalism” in the classical nineteenth-century sense, see
Chapter I, “Postwar Reconstruction,” footnote 8.—Ed.]

chapter iii

Europe’s Economic
Structure and the Problem
of Postwar Reconstruction1

It is customary in this country to call the free enterprise system the “Amer-
ican system.” This appellation is appropriate insofar as the marvelous
achievements of America are an accomplishment of its economic freedom
and capitalist individualism. But it would be a serious blunder to interpret
this term in such a way as to underrate the feats of European capitalism.

It is quite right to call Europe an old country and America a young or
new country. However, Europe’s economic system as it existed on the eve
of the present war was no less an achievement of nineteenth-century lib-
eralism, individualism, and capitalism than the economy of this country.2
We must not fall prey to what may be called the sightseer’s fallacy. The av-
erage tourist admires in Europe the medieval cathedrals and castles and
very often neglects to see the modern factories. For instance, in Nurem-
berg he visits the city of Meistersinger with its old churches and with its fa-
mous museum. He rarely goes beyond the walls that enclose this narrow
region and separate it from what is one of the most important centers of
German manufacturing.

On the eve of the Industrial Revolution, Europe was already long since
completely colonized. There were no empty spaces of virgin soil left. Every
spot was used to the extent possible under the prevailing methods of ex-
ploitation. And there were neither highways nor canals; primitive roads,
furrowed by the wheels of carts, were the only facilities of transportation.
The dwellings of the burghers and peasants were, from the point of view

03/Europe’s Economic.p  1/14/00 1:45 PM  Page 31



32 C Selected Writings of Ludwig von Mises

3 [This population figure for Europe refers to the mid-1940s.—Ed.]

4 [Many of the oil fields in pre–World War II southeastern Poland were in that portion of
the country annexed by the Soviet Union as part of the joint Nazi-Soviet division of Poland
in September of 1939. As part of the Yalta Conference agreements in February of 1945, this
area was retained by the Soviet Union in the post–World War II period. Since 1991, it has
been part of the independent Republic of Ukraine. Romania was one of the Soviet-bloc
countries in the postwar period.—Ed.]

of our modern standards, hardly better than slums. The palaces of the aris-
tocracy lacked all that equipment which no American of modest means
would like to miss in his home. There were neither factories nor machines.
All these things only came later as an achievement of the industrial era.

But European capitalism had not only to provide for the needs of the
very dense population that already peopled the countries at the end of the
eighteenth century. It had, moreover, to make provisions for an unprece-
dented increase in their numbers. In the period from 1800 to 1925, the
population of the four main European nations—outside of Russia, that is
—Great Britain, France, Germany, and Italy, increased by one hundred
and seven million. In the same period the population of the United States
increased by one hundred and nine million. This means: These four old
completely colonized European countries with a total area considerably
smaller than that of the five largest states of the Union had to provide the
means of subsistence for an additional population of almost the same mag-
nitude as the United States.

While America had millions of square miles of practically empty land
at its disposal, these European nations were under the necessity of cram-
ming the increment of additional population into the narrow space of al-
ready overpopulated areas.

Europe, outside of Russia, has a population of about four hundred mil-
lion, that is, three times the population of the continental United States.3
But Europe’s soil is poor in natural resources. It does not produce any cot-
ton, rubber, coffee, tea, copra, or jute. Its capacity to produce wool and
many basic metals is insignificant. In 1937, the European production of
crude petroleum was 56 million barrels, namely, 52 million in Romania
and 4 million in Poland. In the same year, the United States produced
1,279 million barrels, twenty-two times more. Moreover, the outcome of
the present war will give these European oil wells to Russia.4

The predominantly industrial countries of Europe can neither feed
nor clothe their citizens out of domestic resources. In order to acquire the
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5 [See Chapter II, “Postwar Economic Reconstruction of Europe,” footnote 6.—Ed.]

6 [See Chapter I, “Postwar Reconstruction,” footnote 45.—Ed.]

7 [Charles Darwin (1809–92) was the English naturalist who developed the theory of or-
ganic evolution. He was also the author of The Origin of Species (1859).—Ed.]

8 [Giuseppe Verdi (1813–1901] was a prominent Italian operatic composer best known for
Rigoletto, La Traviata, and Aïda.—Ed.]

9 [Richard Wagner (1813–83), the leading composer of German Romanticism, was best
known for his operas Der Fliegende Hollander (The Flying Dutchman) and Der Ring des
Nibelungen (The Ring Cycle).—Ed.]

10 [André-Marie Ampère (1775–1836) was a French physicist, mathematician, and nat-
ural philosopher. The basic unit of electric current, “ampere,” is named for him.—Ed.]

11 [Sigmund Freud (1856–1939), an Austrian psychiatrist, was the founder of psycho-
analysis.—Ed.]

12 [By 1914, foreign investment outside Europe by Great Britain was $20 billion; by
France, $8.7 billion; and by Germany, $6 billion. See Herbert Feis, Europe, The World’s
Banker, 1870–1914 (Clifton, N.J.: Augustus M. Kelley, [1930] 1974).—Ed.]

badly needed foodstuffs and raw materials, they must export manufactures,
most of which are produced out of imported raw materials. One of the
main export industries of Europe, for instance, was the cotton goods in-
dustry. The raw material was imported primarily from this country, with
smaller quantities from Egypt and British India.5

The vital strength of Europe was its export trade. The economic back-
ground of nineteenth-century European civilization, which begot Pasteur,6
Darwin,7 Verdi,8 Wagner,9 Ampère,10 and Freud11 was capitalism. The
flowering of the European nations was an achievement of free enterprise.
It was surely not an outcome of government policies and the activities of
politicians.

But capitalism in Western and Central Europe did even more than
that. It provided the greater part of the capital needed for the development
of the natural resources in the economically backward areas of Russia,
southeastern Europe, Asia, Africa, Australia, and Latin America. Almost
all railroads outside of Europe were built by European capital. Even in
this country the early history of railroad construction was to some extent a
record of European investment.12

In dealing with the specific economic problems of Europe, I want to
disregard Russia, Sweden, Spain, and Portugal. The Soviet empire is, prop-
erly speaking, not a part of Europe. It is the most vast empire history has
ever seen. It covers one-sixth of the earth’s surface. Its territory is much
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better endowed by nature than any other part of the world. It is very thinly
populated. It is, in any economic regard, just the opposite of Europe. Swe-
den, too, is different from the rest of Europe. Its population is small and its
natural resources, iron ore and lumber, are immense. Spain and Portugal
have economic problems of their own. In a brief lecture, it would be im-
possible to deal adequately with these questions.

Now, in Europe proper there are two different zones: the predomi-
nantly industrial Western and Central area, and the predominantly agri-
cultural Southeast. The predominantly industrial part can live only by
exporting manufactures. It must sell these products on the open world mar-
ket in competition with products of countries in which the natural condi-
tions for manufacturing are much more favorable. It must leap over trade
barriers towering to the skies. It has only one means to compensate for the
handicaps set by nature and foreign trade barriers: low wages and a low
standard of living.

The predominantly agricultural section of the Southeast entered the
scene of the world market in the second part of the nineteenth century,
when the railroads gave them the opportunity for shipping their excess pro-
duction to Western and Central Europe. With the intensification of com-
petition provided by overseas countries, the conditions for Southeastern
Europe became worse and worse. Its soil is fertile when measured by West-
ern European standards; it is poor when compared with the fields of
Canada and other countries. Here, too, the only way out is low wages and
a low standard of living.

Foreign observers sometimes make the mistake of blaming European
enterprises for alleged economic backwardness. But what they call back-
wardness is precisely the adjustment of technical methods to unfavorable
conditions beyond the control of business. Natural resources are poorer
and capital is more scarce than in America; on the other hand, there is
plenty of labor available. In such a state of affairs, many mechanical de-
vices which can be used profitably in this country would not pay in Eu-
ropean manufacturing. European farming does not use some of the
machines known in this country, but it employs more fertilizers. Its aver-
age yield per acre, in spite of the comparative poverty of the soil, is greater
than outside of Europe. The large estates in Germany, Czechoslovakia,
and Hungary were certainly not less skillfully operated than any other agri-
cultural outfit on the earth.

The capital consumption caused by the war is enormous. Homesteads
and factories have been destroyed. Industrial equipment worn out by the
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13 [As an indication of the degree of wartime destruction in 1945 resulting from the Sec-
ond World War in Europe, please note: Throughout Europe, huge sectors of some cities
were totally destroyed. Others, such as Berlin and Warsaw, were almost completely de-
molished. In France, two million houses were destroyed or severely damaged; in Holland,
the number was almost five hundred thousand; in Italy, two million; in Great Britain, four
million; and in Germany, ten million. Many roads were also closed to traffic. In the western
part of Germany, seven hundred and forty river bridges out of nine hundred and fifty-eight
were unusable; in Sicily, no permanent bridge remained on the road between Catania and
Palermo. In France, nine-tenths of the trucks were undrivable. Throughout Europe, the
railway system was in ruin. In France, four thousand kilometers of track were out of com-
mission; in Germany twelve thousand; and in Yugoslavia and Greece, two-thirds of the en-
tire railway system was destroyed. In Czechoslovakia, moreover, one-quarter of the railway
tunnels were blocked. And everywhere, there were few locomotives in working order: only
50 percent in Germany, 40 percent in Belgium and Poland, 25 percent in Holland, and
less than 20 percent in France. Only 509 kilometers of French rivers and canals were open
out of a total of 8,460 kilometers of normally navigable waterways. Elsewhere, rivers, canals,
and harbors were blocked with debris and sunk ships and barges. To make matters worse,
European coal production was only 40 percent of its prewar level. The German Ruhr re-
gion, which before the war produced four hundred thousand tons of coal a day, was ex-
tracting only twenty-five thousand tons a day in 1945. Electricity output in Italy was only
65 percent of its 1941 level. Industrial production in Germany was only 5 percent of its pre-
war level; in Italy, production was only 25 percent; in Belgium, France, Greece, Holland,
Yugoslavia, and Poland, it was 25 percent. European fertilizer production had also fallen
to 20 percent. Not surprisingly, in 1945, European farm yield per acre was 75 percent, and
the wheat crop was 40 percent of its prewar level.—Ed.]

14 [On the similarities and differences between the Nazi and Soviet forms of planning, see
Mises, Omnipotent Government: The Rise of the Total State and Total War (Spring Mills,
Pa.: Libertarian Press, [1944] 1985), pp. 58–59: “The German and Russian systems of so-
cialism have in common the fact that the government has full control of the means of pro-
duction. . . .But there is a difference between the two systems—though it does not concern
the essential features of socialism. The Russian pattern of socialism is purely bureaucratic,
like the administration of the army or the postal system. . . .The German pattern differs
from the Russian one in that it (seemingly and nominally) maintains private ownership of
the means of production and keeps the appearance of ordinary prices, wages, and markets.
There are, however, no longer entrepreneurs but only shop managers. . . .The government
tells the shop managers what and how to produce, at what prices and from whom to buy,
at what prices and to whom to sell. The government decrees to whom and under what

intensified production has not been properly replaced.13 But even worse is
the fact that the spirit of free enterprise has vanished. The governments
and political parties are firmly resolved not to go back to the system to
which Europe owed its well-being in the past. They are committed to the
ideas of totalitarian economic management. They are fascinated by the
alleged success of German and Russian planning.14
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terms the capitalist must entrust his funds and where and at what wages laborers must work.
Market exchange is only a sham. All the prices, wages, and interest rates are fixed by the
central authority. . . .The government, not the consumer, directs production. This is so-
cialism in the outward guise of capitalism.” See also Mises, Planning for Freedom, enlarged
4th ed. (Grove City, Pa.: Libertarian Press, [1952; 1980] 1996), pp. 3–5 & 23–25.—Ed.]

15 [“Clearing countries” were nations, mostly in the southeastern Balkan region of Europe
with whom Nazi Germany had made “barter trade agreements,” under which goods were
imported and exported at nonmarket prices arranged by the respective governments; see
Mises, Human Action: A Treatise on Economics (New Haven, Conn.: Yale University Press,
1949), pp. 796–99. This section on “Remarks About the Nazi Barter Agreements” is not in-
cluded in later editions of Human Action.—Ed.]

16 [The British Labor Party came to power in July of 1945 and soon began nationalizing
a series of large British industries and instituted economic planning. On the results of
British nationalization and planning in the postwar period, see John Jewkes, Ordeal by
Planning (London: Macmillan and Co., 1948); Ivor Thomas, The Socialist Tragedy (New
York: Macmillan Co., 1951); and R. Kelf-Cohen, Nationalization in Britain: The End of a
Dogma (London: Macmillan Ltd., 1958).—Ed.]

What these planners fail to realize is that, by and large, Russia can live
in economic self-sufficiency. Those imports which the Russian authorities
do not want to miss can be bought by the exportation of gold mined in
Russia and of some other raw materials. The Soviets are not faced with the
problems of manufacturing for the world market.

But the Germans must face these problems. The German pattern of
socialist management was precisely adopted for the purpose of not im-
pairing the vital nerve of Germany’s economy, export of manufactures. It
failed utterly. In 1932, the deepest point of the Depression, German ex-
ports were 5,700 million marks; in 1938 they were only 5,300 million
marks. Taking the figures of 1930 as 100, the index of foreign trade in 1937
was 72 for Germany, but 97 for the United States and 101 for Great
Britain. Even these figures understate the decline of Germany’s foreign
trade, for they are based on the artificial rate of the German mark and on
the high prices at which Germany traded with the clearing countries.15

Besides, we must take into account that Germany paid enormous export
subsidies, amounting to 1,500 million marks in 1938.

Disregarding both sound theories and experience, Great Britain’s
rulers believe that the only way to solve the nation’s postwar problems is
full government control.16 In the three years preceding the outbreak of the
present war, Great Britain paid for only 58 percent of its imports by ex-
porting merchandise. The rest was mainly paid by the net national income
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17 [On the pattern of British imports and exports at the end of the Second World War and
the year following (until American and Canadian government credits were extended to en-
able the British government to increase imports), see Bertrand de Jouvenel, Problems of So-
cialist England (London: Batchworth Press, 1947), pp. 74–83.—Ed.]

from shipping and from overseas investments. After the war, these two
sources will bring much less than they used to bring before the war. If
Great Britain is to preserve its prewar standard of imports of food and raw
materials, it must increase the volume of its exports of merchandise by half
or two-thirds.

Deluded by the fallacies of socialist doctrines, British public opinion
considers this fact as a sufficient justification for the abandonment of the
free enterprise system. No attempt was ever made to prove the thesis that
a government-controlled industry would produce more cheaply or better
than private entrepreneurs. No unbiased man would dare to assert that
government agencies are better fitted than merchants to adjust production
to the needs of consumers in various overseas countries, to overcome the
handicap of trade barriers, and to meet successfully the competition of
other exporting nations.

A reconstruction of the United Kingdom’s badly battered industrial
equipment can hardly be effected without the aid of American credits. It
is unlikely that enterprises, subject to government control and at every turn
obstructed by bureaucratic regimentation, will inspire more confidence
in American investors and bankers than entrepreneurs who are free to go
their own way.17

The truth is that what the British really have in mind is to balance for-
eign trade not by an expansion of exports but by a restriction of imports.
This would be tantamount to a resumption and intensification of the un-
fortunate economic warfare that was the characteristic feature of the in-
terwar period and one of the main causes of distress and political conflict.
It would not only lower the standard of living of the British masses, it would
also bring disaster to all other nations and frustrate all endeavors to safe-
guard durable peace.

The plans of the French government are no less contrary to purpose
than those of the British. The French want to divide their industries into
three groups. Each group will be subject to a different treatment. The first
section, comprised of mining, public utilities, and some essential process-
ing industries, is to be expropriated and directly operated by bureaucrats.
The second section will seemingly remain in the hands of business, but
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18 [Haute couture is a French expression for “high fashion.”—Ed.]

19 [On the failure and partial reversal of socialist planning in France in the immediate
postwar period, see Vera Lutz, “The French ‘Miracle,’” in Arthur Seldon, ed., Economic
“Miracles”: Studies in the Resurgence of the French, German, and Italian Economies Since
the Second World War (London: Institute of Economic Affairs, 1964), pp. 75–167.—Ed.]

20 [Foreign exchange controls restrict the free acquisition of domestic and foreign cur-
rency on the foreign exchange market. The government usually requires exporters to sell
foreign currency earned for the domestic currency at a nonmarket rate of exchange, and
rations access to foreign currencies by domestic importers. On the introduction and effects
of foreign exchange controls in the interwar period in Germany, Austria, and Hungary, see
Howard S. Ellis, Exchange Control in Central Europe (Westport, Conn.: Greenwood Press,
[1941] 1971).—Ed.]

will be completely controlled by the government, according to the Nazi
methods. Only the third section, consisting of the enterprises manufac-
turing consumers’ goods for export, is to be left free. Of course, the French
realize very well that it would be simply idiotic to deliver the Paris haute
couture,18 the parfumerie, and the production of champagne and brandy to
bureaucratic management. However, they are mistaken in the expectation
that these and other famous French export industries could thrive within
an environment of government-controlled business. The inefficiency of
the controlled sections will impose a heavy burden upon the free section.
The whole incidence of taxation will fall upon the export industries and
suffocate them.19

All the smaller nations of Europe want in some way or other to copy
the British and French plans. They all aim at foreign exchange control.20

One must not forget the fact that the smaller a country, the greater, com-
paratively speaking, is its foreign trade. If a New York businessman sells
something to a place three thousand miles away, or buys something from
such a place, it can still be domestic trade. But if a man in Zurich or
Copenhagen buys or sells something over a distance of two hundred miles,
it always means foreign trade. In a small country, foreign exchange control
practically subjects all enterprises to government control. And all these na-
tions are firmly resolved to utilize foreign exchange control for the most
rigid restriction of imports.

While Europe can flourish only under a system of international divi-
sion of labor, the Europeans have espoused a hyperprotectionist policy
hostile to any kind of imports. While exporting manufactures is only pos-
sible under a free enterprise system, Europe is opposed to any kind of
profit-seeking business. They abhor as orthodox and reactionary that sys-
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21 [On the artificial terms of trade between the USSR and Eastern European countries in
the postwar period, which were arranged to benefit the Soviet Union, see William Henry
Chamberlin, The European Cockpit (New York: Macmillan Co., 1947), pp. 209–11.
—Ed.]

tem which in the past made Europe prosperous, and advocate enthusias-
tically the methods which failed everywhere they have been tried.

A few remarks more are needed in order to discuss some special plans
regarding those countries whose leaders expect to enter into a close eco-
nomic and political cooperation with Russia. Left-wing politicians of
Poland, Czechoslovakia, and Austria hope that such a cooperation can
open the Russian market for their industries. They would provide Russia
with manufactures, and Russia would provide them with food and raw ma-
terials. Let us, for the sake of argument, assume that such plans could be
realized. But at any rate it would be unrealistic to expect that the Soviets
would be prepared to pay for the manufactures of their vassals’ prices,
which would secure for the wage-earners of these nations a standard of liv-
ing higher than that of the Russian masses.21 If the Russians were in a po-
sition to pay world market prices for imported manufactures, they could as
well increase their buying in America or anywhere else. The only advan-
tage which the Soviets could find in such a kind of bilateral exchange
would consist in the cheapness of the products. The standard of living was
very low indeed in the three above-mentioned countries when compared
with Western European standards, to say nothing of American standards.
But even in the years of the Great Depression, it was much higher than
that of the Russian peasants and workers.

American common sense is quite correct in criticizing European dis-
unity. It is simply craziness that the various European nations, many of
them inferior in size, population figures, and economic power to the
greater part of the American states, are anxious to fight one another by all
devices of economic nationalism. But a European customs union would
not solve Europe’s economic problem if not supplemented by economic
freedom. The economies of the various European countries do not com-
plement each other. Europe as a whole depends upon the importation of
food and raw materials from other parts of the world, and must conse-
quently export manufactures.

It is a sad fact that Europe has lost the advantages that one hundred
and fifty years of economic freedom have secured for it. A great part of the
capital accumulated in previous years has been squandered. Saving and
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22 [John Maynard Keynes (1883–1946) was the most famous British economist of the
twentieth century. He advocated active government intervention in the market to over-
come unemployment through deficit spending and monetary expansion. His most influ-
ential book was The General Theory of Employment, Interest, and Money (1936). The
phrase, “In the long run we are all dead,” was used by Keynes in “A Tract on Monetary Re-
form,” in D. E. Moggridge, ed., The Collected Writings of John Maynard Keynes, Vol. IV
(London: Macmillan Ltd., [1923] 1971), p. 65, in reference to the quantity theory of money
and the proposition that, in “the long run,” changes in the money supply only influence
the general level of prices. In Omnipotent Government: The Rise of the Total State and
Total War (Spring Mills, Pa.: Libertarian Press, [1944] 1985), p. 263, Mises pointed out that,
“Lord Keynes did not coin this phrase in order to recommend short-run policies, but in
order to criticize some inadequate methods and statements in monetary theory. . . . How-
ever, the phrase best characterizes the economic policies recommended by Lord Keynes

capital accumulation must start anew. The scarcity of capital has neces-
sarily lowered the marginal productivity of labor. For a period of transi-
tion, wage rates and standards of living must necessarily be lower than they
were in the years preceding the wars. No government tampering with in-
dustrial relations and no labor union pressure and compulsion can alter
this fact. On the contrary, the more government or union interference de-
lays the accumulation of new capital, the more it protracts the period of
transition and the return to prosperity. There is no other recipe than this:
Produce more and better, and save more and more. Privations cannot be
spared. The nations must suffer for the deficiencies of their policies. It
would be wrong to blame the economists who establish this truth with
seeming callousness. The economists have done all they could do when for
more than eighty years they warned these nations about the consequences
of their misguided policies.

There is but one way toward a steady rise in the general standard of liv-
ing: the progressive accumulation of capital and the improvement of meth-
ods of production which this additional capital renders feasible. However,
before the war the countries of continental Europe were committed to
policies which not only checked the further accumulation of capital, but
even resulted in the consumption and erosion of capital accumulated. The
main vehicle of these policies was credit expansion. It is true that credit ex-
pansion at first creates an economic boom. But the artificial prosperity of
the easy money orgy of a few years must finally lead to a slump and de-
pression. Credit expansion is very popular with politicians who do not
worry about tomorrow. But conscientious statesmen must not espouse
short-run policies. Only long-run policies are sound.

Of course, there are pseudo-economists preaching the gospel of short-
run policies. “In the long run we are all dead,” says Lord Keynes.22 But it
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and his school.” This view of Keynes was shared by some of Mises’s contemporaries. For
example, Joseph A. Schumpeter wrote in a review of Keynes’s General Theory in the Jour-
nal of the American Statistical Association (December 1936), p. 794: “Let him who ac-
cepts the message there expounded [in The General Theory] rewrite the history of the
French ancien régime in some such terms as these: Louis XV was a most enlightened
monarch. Feeling the necessity of stimulating expenditure he secured the services of such
expert spenders as Madame de Pompadour and Madame du Barry. They went to work with
unsurpassed efficiency. Full employment, a maximum of resulting output, and general
well-being ought to have been the consequence. It is true that instead we find misery,
shame, and that in the end of it all, a stream of blood. But that was a chance coincidence.”
And F. A. Hayek wrote in The Pure Theory of Capital (London: Macmillan Ltd., 1941), 
pp. 409–10: “A policy has been advocated [by Lord Keynes] which at any moment aims at
the maximum short-run effect of monetary policy, completely disregarding the fact that
what is best in the short run may be extremely detrimental in the long run. . . . I cannot
help regarding the increasing concentration on short-run effects . . . not only as a serious
and dangerous intellectual error, but as a betrayal of the main duty of the economist and
a grave menace to our civilization. . . . Are we not even told that, ‘since in the long run we
are all dead,’ policy should be guided entirely by short-run considerations? I fear that these
believers in the principle of après nous le déluge may get what they have bargained for
sooner than they wish.”—Ed.]

23 [Jeanne Antoinette Poisson Le Normant d’Etioles, Marquise de Pompadour (1721–64)
was a mistress of Louis XV of France.—Ed.]

24 [This is a French expression that means “After us, the flood.”—Ed.]

25 [Jeanne Bécu, Comtesse Du Barry (1743–93) was another mistress of Louis XV of
France. During the French Revolution she was arrested for treason and guillotined.—Ed.]

all depends upon how long the short run will last. The classical formula-
tion of the short-run principle was provided by the Marquise de Pom-
padour:23 “Après nous le déluge.”24 The lady was fortunate enough to die in
the short run. But her successor, Madame Du Barry, outlived the short
run and was beheaded in the long run.25 Europe has now entered the stage
in which it is experiencing the long-run consequences of its short-run poli-
cies. The shortsighted politicians bump their heads against the walls, the
reality of which they stubbornly try to deny.

Europe’s distress is also a calamity for all other parts of the world. It
makes illusory the plans for America’s postwar recovery to the extent that
they are based on the expectation of a full revival of international trade. If
Europe does not recover soon, it will not be able to buy sufficient quanti-
ties of American products. Even complete free trade in this country will
not revive international trade if the European nations do not abandon their
anti-import policies.

There is much talk about American credits for the reconstruction of
Europe. But credits are sound only if the debtor makes the proper use of
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the money borrowed. Credits are neither charity nor lend-lease: They
mean business. There must be a reasonable chance that the debtor will
employ the amount credited for an improvement of his conditions, and
accordingly will be able to pay interest and principal. Credits granted to for-
eign governments for the continuation of inappropriate economic policies
harm both the creditor and the debtor. It would be very unfortunate indeed
if American credits were accorded to governments which will waste them
in the pursuit of illusory policies.

It is not true that a country needs foreign credits for the stabilization
of its foreign exchange rate. If there is neither inflation nor credit expan-
sion, such credits are superfluous. But if a country takes recourse to what
is called today euphemistically an “expansionist policy,” no credit can pre-
vent a devaluation of its currency. Credits are needed for the acquisition
of industrial and agricultural equipment that can raise the productivity of
labor. But they are useless if employed for the continuation of deficit
spending.

Yet, people are right in saying that postwar reconstruction in all parts
of the world depends entirely upon America. But America must give some-
thing much more essential than credit; it must provide an ideology. It must
revive the idea of economic freedom, private initiative, and individual en-
terprise. After the war, this nation will enjoy all over the world an un-
precedented moral prestige. If America stands for economic freedom, no
country will be in a position to withdraw from this influence. The great ide-
ological conflict between totalitarianism and individualism will be decided
in this country, and all other peoples will follow the example set by
America.

America is indebted to Europe for many things. From Europe came
its citizens, its civilization, and its religious and moral principles. But it
will discharge this debt with compound interest if it gives Europe anew
the political and economic ideas which in the past have produced in Eu-
rope and America the highest human civilization hitherto known. The
freedom mankind needs most in our day is freedom from utopian super-
stitions. What ranks above all else for economic and political reconstruc-
tion is a radical change of ideologies. Economic prosperity is not so much
a material problem; it is, first of all, an intellectual, spiritual, and moral
problem.
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1 [This paper was delivered at a “Pan-European Conference” held at New York Univer-
sity June 4–5 & 18, 1943. The Pan-European Union movement was founded by Richard
N. Coudenhove-Kalergi (1894–1972) as a private association advocating the political and
economic integration of Europe as a solution to the dangers of war and social conflict on
the continent. He popularized the idea in his books, Pan-Europe (New York: Alfred Knopf,
1926) and Crusade for Pan-Europe: Autobiography of a Man and a Movement (New York:
G. P. Putnam & Sons, 1943).—Ed.]

chapter iv

The Fundamental Principle
of a Pan-European Union1

I

Economic nationalism is a policy which aims at furthering the well-being
of one’s own nation or of some of its parts through inflicting harm upon for-
eigners by economic measures, for instance: trade and migration barriers,
expropriation of foreign investments, repudiation of foreign debts, currency
devaluation, and foreign exchange control. We do not have to deal with the
question whether or not the ends sought by the policy of economic na-
tionalism, namely improvements of the material well-being of their own
fellow-citizens or of some groups of these fellow-citizens, can be really at-
tained by the application of these methods. We have only to establish the
fact that economic nationalism results in war if some nations believe that
they are powerful enough to brush away, by military action, the measures
of other countries which they consider as detrimental to their own interests.

The free traders want to make peace durable by the elimination of the
root causes of conflict. If everybody is free to live and to work where he
wants, if there are no barriers for the mobility of labor, capital, and com-
modities, and if the administration, the laws, and the courts do not dis-
criminate between citizens and foreigners, the individual citizens are not
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2 [On the Treaty of Versailles, see Chapter I, “Postwar Reconstruction,” footnote 38.
—Ed.]

interested in the question where the political frontiers are drawn and
whether their own country is bigger or smaller. They cannot derive any
profit from the conquest of a province. In such an ideal world of democ-
racy and free trade, war does not pay.

The illusion of many pacifists is the belief that all that is required for
the abolition of war is the building up of international offices and the es-
tablishment of an international court whose rulings should be enforced
by an international police force.

There are plenty of people who believe in the doctrines of economic
nationalism and therefore object to the abolition of trade and migration
barriers. These men have to know that what they aim at must result in the
perpetuation of disunity and conflict. If the armed guards of Atlantis have
the right and the power to prevent the citizens of Ruritania from selling the
products of their toil and trouble on the markets of Atlantis, no covenant
will hinder the government of Ruritania from the appeal to arms, provided
that it believes itself strong enough to conquer or defeat Atlantis. Under
such conditions, war preparedness is the only means to safeguard peace.
Arm and watch your borders day and night!

This war was not caused by Nazism alone. The lamentable failure of
collective security was not less instrumental in bringing about the disaster
than the criminal plans of the Nazis. The war would never have started if
the democratic nations had in time forced the Nazis to abide by the dis-
armament clauses of the Treaty of Versailles2 or if the Germans and their
abettors had expected to encounter on the first day of hostilities a united
and adequately armed front of all these nations which are today united in
fighting them. But collective security was unrealizable among nations
fighting one another unswervingly in the economic sphere.

II

There is no unanimity with regard to the definition of the terms federation,
confederation, and federal union. However, all people agree that internal
trade and migration barriers and discrimination among the citizens of the
various member states are incompatible with the essence of a federal con-
stitution. Domestic free trade and equality of citizenship rights are char-
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3 [On various attempts on the part of U. S. state governments during the 1930s to restrict
or control the free trading of goods and services across state lines as a method to stimulate
state-level output and employment, see James Harvey Rogers, Capitalism in Crisis (New
Haven: Yale University Press, 1938), Chapter VII, “From States’ Rights to State Autarchy,”
pp. 135–53; Raymond Leslie Buell, Death by Tariff: Protectionism in State and Federal
Legislation (Chicago: University of Chicago Press, 1939); and Ralph Cassidy, “Trade Bar-
riers Within the United States,” Harvard Business Review (Winter 1940), pp. 231–47.—Ed.]

acteristic features of every federal union. The cases of the United States of
America, of the British Dominions, Canada and Australia, of Switzerland,
of the federal republics of Latin America, and of pre-Hitler Germany pro-
vide the proof of the correctness of this statement.

In our age of government interference with business, there are, within
every federal union, forces aiming at the establishment of trade barriers
between the member states and at discrimination against those citizens
who belong to other member states. Even in the United States, many state
and local laws have been enacted in recent years which tend to prevent
goods and services from moving freely between the various states and com-
munities of the country. However, the U. S. Constitution does not permit
states to levy tariff duties on imports or exports or to discriminate against
the ships, the commerce, and the citizens of other states. The states do not
dare to violate the Constitution openly, but they time and again have ex-
ercised their rights in the fields of taxes, police, and corporate powers in vi-
olation or evasion of the Constitution.3 The immense majority of the
nation condemns such procedures, and it is very unlikely that they will
succeed. But if the unbelievable were to happen and this system were to
prevail, the U. S. would no longer be a federal union in the sense in which
this term has been applied in this country since the ratification of the
Constitution.

When the Pan-European movement was inaugurated, its program in-
cluded the economic unification of Europe and equal rights for all citi-
zens of all member states. It was this idea which made the concept of Pan-
Europe popular both in Europe and in other continents. The citizens of
the United States sympathize with the Pan-European tendencies because
they are convinced that their realization means the abolition of trade and
migration barriers within Europe.

It would be a misnomer to say that the Pan-European movement aims
at the establishment of a European federation or federal union if it is not
intended to abolish intra-European trade and migration barriers.
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4 [Charles Maurras (1868–1952) was a well-known French political theorist who espoused
what he called “integral nationalism,” which emphasized the supremacy of the state over
local and individual interests, and especially the interests of the nation-state in interna-
tional relationships. During the German occupation of France in the Second World War,
he was a vocal supporter of the Vichy French government, which collaborated with Ger-
many. He was arrested by the Free French in 1944 and sentenced to life imprisonment. He
was released for “health reasons” shortly before his death.—Ed.]

5 [Carl Schmitt (1888–1985) was the most famous constitutional theorist in pre-Hitler
Germany and the leading jurist defending the Nazi system after 1933. He forcefully de-
fended the Nazi race laws prohibiting intermarriage between “Aryans” and Jews. He ended
a 1936 lecture by quoting Hitler, “In defending myself against the Jew. . . I am doing the
work of the Lord.” Schmitt also called Hitler’s violent purges of 1934 against segments of
the Nazi movement “the highest form of administrative justice.” But in the late 1930s, he
was accused by some Nazis of earlier “Jewish contacts,” and his rise in Nazi power circles
was halted.—Ed.]

III

It is futile to shape a Pan-European Bill of Rights if this Bill does not give
every European the right to live and to work within the whole territory of
Pan-Europe. Most of the European constitutions grant to the citizens of
their own nations all those other rights which a new Bill of Rights could
bring them. What they cannot obtain from their own country and what
only a European constitution can give them is the right of Pan-European
citizenship.

It would be paradoxical indeed to organize a Pan-European system in
which every Ruritanian is an outcast, a pariah, a metic as soon as he leaves
his small country of Ruritania and wants to enter Atlantis or Thule. One
cannot adopt the ideas of Monsieur Charles Maurras4 and of Professor
Carl Schmitt5 as guiding principles for a free and united Europe.

The workers of Eastern and Southern Europe do not care a button for
a Pan-European system which does not grant them the right of free mo-
bility. The Ruritanian factory hands do not want again to face a situation
that brings dismissal for them because some other European country has
forbidden the importation of the products of the factory in which they
work.

The citizens of the various European nations cannot derive any profit
from the establishment of a European bureaucratic apparatus and of a spe-
cial European covenant. Such institutions will not be more beneficial than
the activities of the League of Nations and of the Permanent Court of In-
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6 [On the Kellogg-Briand Pact, see Chapter I, “Postwar Reconstruction,” footnote 6.
—Ed.]

ternational Justice, and not more successful than the Briand-Kellogg Pact.6
The Ruritanians will never say: “We are Europeans,” if they know that
thirty-odd European governments are busy day and night discriminating
against them.

A European federation means that the Ruritanian enjoys in Atlantis
the same status that is granted to a Texan in Massachusetts.

IV

There are people who believe that it is utopian to aim at the immediate
abolition of intra-European trade and migration barriers. They want to
postpone the solution of this problem to some later date. For the time
being they aim at an alleged federation that acquiesces in economic na-
tionalism on the part of its member states.

Perhaps these skeptics are right. But then frankness would oblige them
to admit that under present conditions the Pan-European program is
unrealizable.

It is beyond doubt that it would simply be suicidal on the part of the
European democracies to open their borders to the immigration of the
subjects of the totalitarian nations. In the present state of the German and
Italian mentality, these immigrants would be nothing else than vanguards
of Nazi and fascist armies. But this is only one more proof of the fact that
the European federation cannot include Germany and Italy. The com-
pact bloc of about one hundred and twenty million Germans and Italians
would be in a position to sabotage the working of the federation, whatever
its constitution may be. But this is a different problem.

V

It is necessary to emphasize that we do not have to deal with the general
aspects of the free trade problem. Our task is only to find out whether a Eu-
ropean federation is compatible with trade and migration barriers between
the member states. It is obvious that the answer has to be in the negative.

It is a poor method of evading the acknowledgment of this truth to rec-
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7 [Friedrich von Schiller (1759–1805) was one of Germany’s most famous poets, drama-
tists, and literary critics. The passage referred to is from Schiller’s drama, “Don Carlos, In-
fante of Spain: A Dramatic Poem,” [1787] in Friedrich Schiller: Poet of Freedom (New York:
New Benjamin Franklin House, 1985), pp. 93–95:

Marquis of Posa, a Knight of Malta, speaking to Philippe II, King of Spain:

“I can not be the servant of a Prince.
I shall not cheat the buyer, Sire.—If you
Do think I merit an appointment, then
You only wish the deeds prescrib’d. You only
Desire my arm and courage in the field,
My head alone in council. Not my deeds,
But the applause, which they find at the throne,
Should be the purpose of my actions. But for me,
For me hath virtue its own worth. The bliss,
Which with my hands the Monarch would implant,
I would create myself, and ’twere my joy
And my own choice, what else but my duty.
And is that your opinion? Can you bear
Within your own creation strange creators?
Should I reduce myself to be the chisel,
When I could be the artist? I do love
Humanity and in a monarchy
I may love no one but myself.

That which your majesty would spread abroad
Through these hands—is that the bliss of man?—
Is that the bliss, that my pure love doth grant
To all mankind?—Before this happiness
Your majesty would tremble—No! A new
One’s been created by Crown policy—
A bliss, which it’s still rich enough to spread,
And in the heart of mankind new desires,
Which by this happiness are satisfied.
Upon its coins it lets the truth be struck,
The truth, which it can tolerate. All stamps
Which don’t resemble this one are rejected.

ommend starting Pan-Europe with internal trade and migration barriers
and postponing their abolition until more propitious times. We are not in-
terested in the questions that future generations will have to solve. He who
opposes free trade for our time is a protectionist and should admit it openly.

Schiller’s Marquis of Posa says to King Philippe, “This century is not
ripe for my ideal [of tolerance and freedom of thought]; I am a citizen of
the centuries to come.”7 But Schiller did not profess this opinion with re-
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And yet, is that which profiteth the Crown—
Enough for me? May my fraternal love
Be lent to the encroachment of my brother?
Know I he’s happy—ere he’s free to think?
Do not select me, Sire, to circulate
That happiness which you have coin’d for us.
I must decline, to circulate these stamps.—
I can not be the servant of a Prince.

I’m dang’rous, for I’ve thought beyond myself.—
I am not one my King. My wishes here
Are mouldering. The rage so ludicrous
For innovation, which doth but increase
The weight of chains it can not fully break.
Will my blood ne’er inflame. The century
Is not yet ripe for my ideal. I live
A citizen of those, which are to come.”—Ed.]

gard to his own time, the eighteenth century; it referred to the sixteenth
century, and the proof of its correctness was seen in the fact that in the six-
teenth century only a few secluded armchair philosophers advocated free-
dom of thought. If Schiller had maintained this view with regard to his
own age, too, we would not qualify him as a liberal but as a supporter of
despotism.

Our task is to prevent a Third World War. This task requires immedi-
ate action. We cannot prevent the outbreak of a new war in 1960 by a free
trade policy postponed to the year 1970 or 2000.

VI

It is a thankless job indeed to express such radical and “subversive” opin-
ions, and to incur the hatred of all supporters of the old system which has
amply proved its inexpediency. But it is not the duty of an economist to be
fashionable and popular; he has to be right. Those timid souls who fear
challenging spurious doctrines and superstitions because they have the
support of influential circles will never improve conditions. Let them call
us “orthodox”; it is better to be an intransigent orthodox than an oppor-
tunist time-server.
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1 [This paper was delivered as a lecture at the New York University Faculty Club on March
15, 1943.—Ed.]

chapter v

Aspects of American
Foreign Trade Policy1

I Physical Conditions

The natural conditions of production in the United States are more fa-
vorable than in any other country, with the sole exception of Russia. (But
Russia does not count at all on the world market of industrial products
and only little in the export of raw materials. Thanks to the anticapital-
ist policy of the Czars and to the inadequacy of communist methods of
production, it is one of the most backward countries.) In most branches
of production, the input of capital and labor required for the produc-
tion of one unit of a product is lower in the United States than abroad.
Only foodstuffs and raw materials, such as rubber, wool, coffee, tea,
cocoa, and some metals are produced in other countries at lower phys-
ical costs.

II Capital Supply

The United States is the richest country with regard to capital. This means
that the equipment of the country’s productive apparatus (machinery and
so on) is greater per unit than abroad.
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2 [See Chapter II, “Postwar Economic Reconstruction of Europe,” footnote 5.—Ed.]

III Effects of Laissez-faire, Laissez-passer

In a world of perfect laissez-faire, laissez-passer, there prevails a tendency
toward a concentration of capital and labor in those areas that offer the
most favorable conditions for production. Capital and labor have the ten-
dency to move to those places where the physical input required for the
production of one unit is lowest. Capital and labor are not equally distrib-
uted among all the parts of a geographical area and have a tendency to
move to the places offering the most favorable conditions for the various
branches of production. The same forces that bring about this result within
each country would, in a world of perfectly free trade, bring about a simi-
lar international distribution of capital and labor.

IV Foreign Investment

In the course of the nineteenth century, the capitalists got the conviction
that they could safely invest their capital in foreign countries. They con-
sidered the risk involved in foreign investments as only slightly higher than
that involved in domestic investments of the same class. Thus the capital-
ists of Western Europe provided the capital needed for a modern equip-
ment of the apparatus of production of the then economically backward
countries.

Experience with foreign investments has not been propitious. Except
for investments made in the Anglo-Saxon countries and in some smaller
European countries, the greater part of the exported capital was lost or will
most probably be lost in the near future. Nowadays, almost all debtor coun-
tries are anxious to expropriate the foreign capitalist. Bonds are either
openly repudiated or rendered valueless for the owner by means of infla-
tion, currency devaluation, foreign exchange control, or confiscatory tax-
ation. Foreign property is liable to discriminatory taxation or undisguised
confiscation. The prejudice against foreign capital is so firmly and uni-
versally accepted by public opinion that the governments of the creditor
nations sometimes encourage the debtor nations’ policy of expropriating
their own citizens’ titles.2

In the postwar world, the United States will be more or less the only

05/Aspects of American.p  1/14/00 1:47 PM  Page 52



Aspects of American Foreign Trade Policy C 53

3 [See Chapter I, “Postwar Reconstruction,” footnote 18.—Ed.]

country that could possibly export large amounts of capital. But the
American capitalist will shun foreign loans and investments. Once bitten,
twice shy.

Notwithstanding the tremendous capital consumption brought about
by the war, by inflation, and by some cherished policies, on the one hand,
and the urgent need for capital for the readjustment of American indus-
tries for peacetime production, on the other, the United States will be,
after the war, the country comparatively best equipped with capital. Amer-
ica’s technical preponderance will be much greater than in the past. Its
superiority over all other countries—perhaps with the exception of Canada
and Sweden—will be enormous. All other industrial countries will com-
pletely lack the means to keep pace with America.

V Discrepancies in Wage Rates

In a world of perfect mobility of labor, there prevails a tendency toward an
equalization of the price of labor. Workers move from areas in which the
productivity of labor—and, therefore, wages—are lower, to areas in which
they are higher.

All countries—not only the United States—have erected immigration
barriers preventing the competition of immigrant labor on the domestic
labor market. Thus the gulf separating the comparatively overpopulated
countries from the comparatively underpopulated countries cannot be
bridged. The discrepancies in wage rates and standards of living are
perpetuated.3

VI Foreign Trade and Costs of Production

International trade is possible only if the costs of production are lower in
the exporting countries than in the importing countries.

There are people who say that import duties are required in order to
render competition fair, to deprive foreign producers of the advantage
which they derive from lower costs of production, and to equalize condi-
tions for domestic and foreign production. The consistent application of
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this principle would necessarily lead to a total exclusion of imports and,
consequently, to the perfect autarky (economic isolation) of each country.

Goods can be imported only if they are produced abroad at lower costs.
Commodities can be imported from Thule into Atlantis only if either the
national conditions of production are more favorable in Thule, or if Thule
compensates unfavorable conditions of production by lower wage rates.

The predominantly industrial countries of Europe can neither feed
nor clothe their population from domestic foodstuffs and raw materials.
They have to pay for the imports of those items by the export of manufac-
tures. Most of these manufactures are produced from imported raw mate-
rials. Although their physical costs of production are higher than for
competing industries of other countries, they have to undersell on the
world market. They can only compete by paying lower wages.

The conditions of some of these European countries—especially those
of Great Britain—were in the past, to some extent, less unfavorable be-
cause they had foreign investments in the predominantly agricultural
countries. Part of the foodstuffs and raw materials needed came into these
European countries as payment of interest and as dividends, as it were. In
the postwar era, Great Britain—with the greater part of its foreign assets
gone either as a means for financing the war or by the default of the debtor
nations—will not be much better off than the poor European countries
were already in prewar days.

The United States, too, depends on some imports of food and raw ma-
terials. Some commodities that the Americans would not like to miss can-
not be produced at all in this country, or only at unreasonably higher costs.
America could withdraw from international trade only to the serious prej-
udice of its standard of living.

VII Protection for Whom?

It would be idle to discuss American business conditions under the as-
sumption that the immigration barriers were to be removed. A realistic in-
vestigation of postwar problems must take for granted that immigration
will be kept at a very low level.

The restriction of immigration results in higher wages. The potential
market wage rates, that is, wage rates as they would be established without
any pressure and compulsion exercised on the part of the government or
trade unions, will remain at a higher level than those of a hypothetical
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state of free immigration. (We will have to deal later with the effects of
union policies.)

Under this assumption, we have to ask: “Protection for whom? Which
section of the population is interested in American anti-import policies?
What are their economic, social, and political consequences?”

VIII Protection for Farmers

It is obvious that American business is not interested in a policy of high
prices for agricultural products.

In the absence of government measures designed to keep the prices of
farm products at a higher level than those established on an unhampered
market, prices would fall and domestic consumption of farm products
would increase. But there is no doubt that many farmers would have to re-
strict their production or give up production completely. This would result
in an inflow of hands [workers] into the market for industrial labor and in
a tendency to lower potential wage rates in manufacturing.

It is not true that industry would suffer because the farmers would re-
strict their buying of manufactures. Counteracting any possible decline in
the purchase of manufactured goods by farmers would be: (a) the increased
purchasing of consumers who will be spending less for food; (b) the in-
creased purchasing of former farmers and farmhands who will, under these
changed conditions, be working in industry; (c) the increased purchasing
on the part of the foreign importers of farm products, (for instance,
Argentina).

The artificial increase of domestic farm commodity prices is virtually
a subsidy paid on the part of the nonagricultural sector of the nation to
the advantage of the agricultural sector. It is vain to describe it as a bene-
fit to industry on the grounds that the farmers spend their additional in-
come on buying manufactures. If a grocer makes a man a gift of ten dollars,
the gift still remains an expense of the giver and a benefit for the receiver,
even if the latter spends the whole amount in buying groceries in the bene-
factor’s shop.

Agriculture was once the nation’s most important export trade. Con-
ditions have changed to the disadvantage of American farming because
impoverished Europe must restrict its purchases and because other com-
petitors have become stronger (for instance, Canada and Argentina in the
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4 [The theory of comparative advantage was formulated in 1817 by the classical economist
David Ricardo (1772–1823) in “On the Principles of Political Economy and Taxation,” in
Piero Sraffa, ed., The Works and Correspondence of David Ricardo, Vol. I (Cambridge:
Cambridge University Press, 1951), pp. 128–49; see also Ludwig von Mises, Human Action:
A Treatise on Economics, (Irvington-on-Hudson, N.Y.: Foundation for Economic Educa-
tion, 4th rev. ed., 1996), pp. 159–64; and Gottfried Haberler, The Theory of International
Trade, with Its Applications to Commercial Policy (London: William Hodge and Co., 1936),
pp. 125–208.—Ed.]

market for wheat). A readjustment of American farming to actual condi-
tions is unavoidable. Government interference can delay it only for a time
and will prolong the hardships of the period of transition and adaptation.

IX Operation of the Law of Comparative Costs

American processing industries would not need protection in a state of
laissez-faire, even if there were immigration barriers. They are—but for
some special branches, like Paris dressmaking or English cloth—para-
mount in the world. Natural conditions of production are extremely fa-
vorable in the United States: The supply of capital is more abundant than
anywhere else, the ingenuity of the entrepreneurs, the efficiency of the in-
ventors and designers, and the skill of the workers, are unsurpassed. The
technical equipment of American factories and the methods of business
management and marketing are unparalleled.

This does not mean that, in a world of perfect free trade, America
would not import anything and, consequently, not export anything. There
are foodstuffs and raw materials which cannot be produced at all at home
or only at much higher costs. There is tourism, which will expand the
more the living standard of the Americans improves.

But even if we abstract from the exports destined to pay for these out-
lays and from capital export, we have to realize that America would not de-
velop all branches of industry in a uniform way. The Ricardian law of
comparative costs has demonstrated in an irrefutable way that it is advan-
tageous for every country to concentrate its efforts upon the expansion of
those branches of production in which its superiority is highest and to im-
port commodities in whose production its superiority is comparatively
lower, even though these, too, could be produced at home under more fa-
vorable conditions than abroad.4

Under free trade for products and capital and immigration barriers for
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5 [On the causes for unemployment in the market economy, see Mises, Human Action,
pp. 587–634; also W. H. Hutt, The Theory of Idle Resources (Indianapolis: Liberty Fund,
[1939] 1977).—Ed.]

labor, there would prevail in America a tendency to prefer those branches
of manufacturing in which wages form a smaller part of the total costs of
production. The country would favor more the expansion of the heavy in-
dustries and less those branches which require comparatively more labor.
The resulting imports would bring about neither bad business nor unem-
ployment. They would be compensated by an increase in the export of
goods which can be produced to the highest advantage in this country.
They would raise the standard of living both in America and abroad.

Of course, an abrupt abandonment of protectionism would inflict
many hardships upon those branches of American manufacturing which
would shrink under free trade. It would be poor consolation for those af-
fected that other branches of business will profit. But, let us not forget, that
all branches of American industry are on the eve of a period in which they
will have to readjust radically their methods of management and their
equipment in order to meet the requirements of postwar markets. In such
a period of transition it would be easier to execute the changes necessary
for free trade business.

X Unemployment

On the unhampered market, prices are set at the point at which the
amount of the commodity which the buyers will take is equal to the
amount which the sellers will sell. Everybody who is prepared to pay the
market price can buy as much as he wants, and everybody who is prepared
to take the market price can sell as much as he wants.

The same is true for the market price of labor, for wage rates. There is
always some amount of voluntary unemployment because there are work-
ers who do not want the jobs which are offered them and are waiting for
better opportunities. But, on the unhampered market, unemployment is
more or less a transitory phenomenon. There is no serious problem of un-
employment, there is no mass unemployment prolonged year after year.5

But it is different if—either by government decree or by trade union
pressure—wages are fixed at a higher rate than that which the unham-
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6 [On the prolonged unemployment of the 1930s, see Ludwig von Mises, “The Causes of
the Economic Crisis” (February 1931) in Percy L. Greaves, ed., Von Mises, On the Ma-
nipulation of Money and Credit (Dobbs Ferry, N.Y.: Free Market Books, 1978), pp. 173–
203; see also Richard K. Vedder and Lowell E. Gallaway, Out of Work: Unemployment and
Government in Twentieth-Century America (New York/London: Holmes and Meier, 1993);
and Kent Matthews and Dan Benjamin, U. S. and U. K. Unemployment Between the Wars:
A Doleful Story (London: Institute of Economics Affairs, 1992).—Ed.]

7 [On wages and standards of living under the Nazi economy in Germany, see Gustav
Stolper, The German Economy: 1870 to the Present (London: Weidenfeld and Nicolson,
1967, pp. 150–52.—Ed.]

pered market would have fixed. Then the demand for labor shrinks and
permanent unemployment of a part of the potential labor force results.6

The concept of “full employment” is a demagogic slogan if it does not
refer to a definite wage rate. There is but one means to obtain full em-
ployment: to abstain from the enforcement of minimum wage rates higher
than the potential market rates. Mass unemployment is not, as the social-
ists would have us believe, a phenomenon inherent in capitalism. It is, on
the contrary, the result of the endeavors to sabotage capitalism by govern-
ment or trade union interference.

All the other methods suggested for the attainment of full employment
are ineffectual.

Noninflationary government spending (i. e., not financed by additional
credit expansion or by the issue of additional bank notes) absorbs capital
or, if financed by income taxation, income which would have been in-
vested or spent otherwise. It abolishes, on the one hand, as many jobs as it
creates on the other.

Inflation, credit expansion, and currency devaluation are only suc-
cessful if money wage rates lag behind the rise in commodity prices, i. e.,
if they result in a fall in real wage rates.

Labor service (Arbeitsdienst, the favorite means of totalitarian govern-
ments) compensates the viciously higher wages of the workers employed
in private industry at union rates by viciously lower wages of the men em-
ployed in “emergency” public works.7

If it is made illegal for employers to discharge employees whom they
cannot employ gainfully, the enterprises suffer losses and are forced to con-
sume a part of their capital. The government succeeds in the short run,
but, in the long run, a more drastic fall in wage rates becomes inescapable.

Such are the long-run consequences of manipulating wage rates by
decree or by trade union compulsion. Let us turn to the short-run
consequences.
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XI Trade Unionism under Free Trade

Every attempt to raise wage rates above the point established on the un-
hampered labor market disarranges the conditions of competition. If there
is free trade and the rise is limited to one country only, as is normally the
case, foreign competitors whose costs have not changed find it easier to
underbid the domestic producers. Under free trade, the undesired effects
of minimum wage rate policies would appear immediately. The domestic
entrepreneurs would be soon forced to restrict their production and con-
sequently to dismiss workers. It would become obvious for trade union
members that union methods are not an appropriate means to improve
their standard of living.

It is different if foreign competition is barred by import duties. Then
the entrepreneurs can raise prices without being menaced by foreign com-
petition. The harmful consequences of the wage raise are either delayed
for a short time or disguised in such a way that the laymen do not see them.
If prices are raised to such a height that the wage earners’ gains are ab-
sorbed by the consumers’ losses, real wage rates remain unchanged and the
undesirable consequences of union policy do not appear. But the whole
nation suffers on account of the fall of the productivity of labor resulting
from the partial withdrawal from the international division of labor.

The function of protectionism in an industrially efficient country is to
mask the effects of unionism. Trade unions would never have acquired
their present-day prestige if every wage rise attained by strikes and violence
against strikebreakers had immediately and visibly resulted in the dismissal
of a part of those employed.

XII Business and the Tariff

It follows that American big business is not interested in the maintenance of
protection. The greater the role played in any branch of business by mater-
ial equipment in relation to the amount of labor employed, the greater will
American superiority be in the postwar period. The German and the British
metallurgical and chemical works will be seriously handicapped by the
shortage of domestic capital and by the difficulty of providing foreign capital.

Conditions will be different only with those branches of American in-
dustries in which labor costs are the most important item in the total costs
of production.
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8 [In 1920–21, Poland fought a war with Soviet Russia, during which it occupied and an-
nexed large territories predominantly populated by Ukrainians and Belorussians; in 1920,

It is true that free trade will lower American prices by preventing their
rise above the world market level. But on the other hand, it will lower wage
rates, too.

As a whole, the nation would profit from free trade, provided only that
the postwar readjustment of the country’s industrial apparatus is effected
with regard to free trade conditions.

If there is a section of the population whose “class interests” require
protectionism, it is certainly not business, but rather employed trade union
members (as distinguished from the unemployed) and farmers. They
should be charged in the eyes of public opinion with the responsibility for
a policy which necessarily leads to high prices for consumers’ goods.

XIII America and European Reconstruction

The usual way of representing the problems of American postwar policy
with regard to international relations is to speak of an alternative: isolation
and national egoism on the one hand, and sacrificing national interests
for the cause of foreign nations on the other. This way of viewing the mat-
ter is, however, not correct.

First of all, we have to realize that America can do very little for the re-
construction of broken-down Europe and for a return to sound, peaceful
conditions. The problem of European reconstruction is primarily a prob-
lem of mentalities and ideologies—a moral issue—and not an economic
and financial problem. What Europe needs most urgently is the substitu-
tion of a mentality of peaceful cooperation for their mutual hatreds and an-
tagonisms. The prewar state of affairs was one in which every nation, even
the smallest one, waged a permanent economic war against all other na-
tions. Every nation was anxious to inflict as much evil as it could upon for-
eigners and domestic minorities, in the form of tariffs, the quota system,
foreign exchange control, and so on.

In the greater part of Europe, every nation considered all its neighbors
as deadly foes and was ready to profit from every occasion in order to rob
them of a part of their territory. For instance, take the case of Poland which,
in the twenty-one years of its national autonomy, seized by the use of arms
territories belonging to three neighboring states, namely, Russia, Lithua-
nia, and Czechoslovakia.8 America could occupy the European continent

05/Aspects of American.p  1/14/00 1:48 PM  Page 60



Spread depth longer than optimum

Aspects of American Foreign Trade Policy C 61

Poland occupied and seized a portion of eastern Lithuania; in 1938 (following the Mu-
nich agreement that dictated the partial dismemberment of Czecholovakia), Poland an-
nexed a strip of Czech territory surrounding the city of Teschen.—Ed.]

9 [Between 1925 and 1930, the United States lent European nations $4.3 billion. Of that
total, $1.65 billion went to Germany.—Ed.]

and rule it according to the principles applied by Great Britain in India.
But even this undemocratic policy, which nobody recommends, would
not mean more than a temporary solution. Europe’s rebirth must come
from within; it cannot be enforced upon reluctant or indifferent peoples
by a foreign army and by foreign administrators and educators.

It is vain to look for new institutions or for new constitutional devices.
What is needed first is not a new covenant for the League of Nations or a
European federation but a radical change of mentalities. Only an exter-
mination of the spirit of violence, conquest, and oppression can save Eu-
ropean civilization.

It is not true that America can aid Europe’s reconstruction by granting
large credits. In the years between the two world wars many billions of dol-
lars flowed from America to Europe.9 Some governments used these cred-
its for the prolongation of a policy of wasteful spending, other governments
—foremost among them the German Reich—for rearmament. Perhaps
Europe would have been better off without any American credits. At any
rate, they did not further Europe’s prosperity. America lost its money, that
is certain, too.

America has paid a high price indeed for its ignorance of European
conditions. If the American bankers and investors had been better in-
formed, they would not have lent any money to governments and govern-
ment agencies which consider it as patriotic to repudiate foreign loans.
They would not have provided the German Reich with a part of the
funds required for rearmament. In the twenties, more financial isolation
on the part of America would have served better the cause of peaceful
reconstruction.

It is a pity that German books are not better known abroad. Already
more than forty years ago the intellectual leaders of imperial Germany—
the professors Gustav von Schmoller and Adolph Wagner—frankly de-
clared that the main goal of German twentieth-century policies was the
establishment of a great German dominion in South America, and that
the “vain pretensions” of the Monroe Doctrine would not prevent them
from accomplishing this task. The Nazis did not build up a new doctrine;
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10 [See Chapter I, “Postwar Reconstruction,” pp. 9–10.—Ed.]

they only gave a new name to doctrines which were already paramount in
Germany at the end of the nineteenth century.10

In view of the attitudes of Germany (and of Japan, too), political iso-
lation of the Western hemisphere is unfeasible. Conflicts in Europe and
Asia must sooner or later implicate America, too. The establishment of
two big totalitarian empires, one on the other side of the Atlantic, the other
on the other side of the Pacific, would threaten America’s independence
in a dreadful way. Japanese rule of Australia or German control of the
French and Spanish coastlines would be intolerable for this country. Amer-
ica fights this war for its own future, not only for the sake of the other
democracies. In this age of international division of labor and of air power,
each country’s destiny is linked with the fate of the rest of the world.

XIV Business and Socialism

In dealing with the question of what the genuine interests of business are,
we have to distinguish between interests with regard to the fundamental
problem of social organization and interests with regard to economic poli-
cies within the framework of a society based on private ownership of the
means of production and private enterprise (capitalism or the market
society).

The first problem is in our day mostly dealt with from the viewpoint
of Marxist ideas. According to this doctrine, there prevails an irreconcilable
conflict between the interests of the exploiting classes and those of the ex-
ploited. Only the exploiters (capitalists, entrepreneurs, and owners of large
landed properties) are interested in the preservation of capitalism, which
gives them the unfair privilege to withhold a part of the income that should
duly be distributed to the workers. On the other hand, the class interests
of the proletarians ask for the establishment of the socialist common-
wealth, that is, for the substitution of public control of business for private
enterprise.

If this doctrine were correct, the cause of capitalism would be hope-
less. A minority could not succeed in imposing lastingly on the majority a
system of social organization that serves only its own selfish interests at the
expense of the majority.

It is not the task of these cursory statements to prove anew that the so-
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11 [See Ludwig von Mises, Socialism (Indianapolis: Liberty Fund, [1951] 1981); Liber-
alism in the Classical Tradition (Irvington-on-Hudson, N.Y., and San Francisco, Calif.:
Foundation for Economic Education and Cobden Press, [1927] 1985), pp. 70–75;
Human Action, pp. 698–715; F. A. Hayek, Individualism and Economic Order (Chicago:
University of Chicago Press, 1948), pp. 119–208; Trygve J. B. Hoff, Economic Calcula-
tion in the Socialist Society (Indianapolis: Liberty Fund, [1949] 1981); Murray N. Roth-
bard, “Ludwig von Mises and Economic Calculation under Socialism,” (1976) in The
Logic of Action, Vol. I (Lyme, N.H.: Edward Elgar, 1997), pp. 397–407; Don Lavoie,
Rivalry and Central Planning: The Socialist Calculation Debate Reconsidered (New York:
Cambridge University Press, 1985); and Richard M. Ebeling, “Economic Calculation
under Socialism: Ludwig von Mises and His Predecessors,” in Jeffrey M. Herbener, ed.,
The Meaning of Ludwig von Mises (Norwell, Mass.: Kluwer Academic Press, 1993), pp.
56–101.—Ed.]

12 [See Frank A. Fetter, The Principles of Economics (New York: Century Co., 1904), p.
394: “Every buyer then determines in some degree the direction of industry. The market
is a democracy where every penny gives a right to vote.”—Ed.]

cialist doctrine is entirely wrong and that capitalism is the only system
which can supply the masses with all the commodities required for a really
human way of life. This is the task of economic theory, and it has been
fulfilled.11

It is not true that the preservation of private enterprise—one should
rather say, the return to private enterprise through the abandonment of
the attempts to impose government control on business—serves only the
selfish class interests of the “bourgeoisie.” Everyone, without any excep-
tion, comes off much better under capitalism than under socialism.

When businessmen oppose measures designed to bring about social-
ism (central planning), they do not embark upon class struggle and they
do not fight for selfish interests. They simply do their duty as citizens.

XV Business under Protectionism

The unhampered market is a democracy in which every penny gives a
right to vote.12 Its operation forces the capitalists and the entrepreneurs to
adjust their activities to the consumers’ demand. The consumers decide
through their buying and abstention from buying what should be produced
and in what quality and quantity. A businessman who is slow in adjusting
his production to the demands of the consumers suffers losses and will, if
he does not change his methods, finally be outstripped by more efficient
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13 [On the concept of “consumers’ sovereignty,” see W. H. Hutt, Economists and the Pub-
lic (London: Jonathan Cape, 1936), pp. 257–72; and Hutt, “The Concept of Consumers’
Sovereignty,” Economic Journal (March 1940), pp. 66–77; also Mises, Human Action, pp.
269–72.—Ed.]

14 [See Mises, “The Clash of Group Interests” [1945] in Richard M. Ebeling, ed., Money,
Method, and the Market Process: Essays by Ludwig von Mises (Norwell, Mass.: Kluwer Aca-
demic Press, 1990), pp. 202–14.—Ed.]

men. Production for profit means consumers’ sovereignty.13 In the man-
agement of business, the entrepreneur is an intermediary only. The real
bosses are the consumers whose wants the entrepreneurs are bound to sat-
isfy as efficiently as the state of technological knowledge and the available
factors of production will allow.

People are merciless as consumers. They do not care about the vested
interests of capital or of labor. When technological progress offers them a
new method of enjoyment, they turn to the novelty and abandon the old.
They are eager to buy on the cheapest market. They are continuously dri-
ving business to their utmost effort.

The absence of any privilege for the less efficient producer is a char-
acteristic feature of modern capitalism. In the Middle Ages, production
was regulated by statute. The guilds had the right to bar access to trade to
every nonmember, to force their members to cling to traditional old-
fashioned methods of production, and to prevent selling at lower prices
than those fixed by them in a monopolistic way. The abolition of this sys-
tem paved the way for the unprecedented economic progress of the age of
steam and electricity. It was America’s great chance that the colonists did
not bring with them from the old country any plans for restrictions on
business.

A privilege protecting an entrepreneur or a group of entrepreneurs
against the competition of people producing cheaper and better products
furthers, at the expense of the rest of the people, the class interests of this
branch of production, provided that the access to this branch is restricted.
If everybody is free to enter this field of business, the privilege is of tem-
porary value only; the inflow of additional entrepreneurs will bring down
excessive earnings to normal levels.

A privilege serves the class interests of those privileged only if the other
classes are not privileged at all or not to the same extent. If all are privileged
to the same degree, everybody loses, as a consumer, what he has profited
as a producer. But that is not all. Every member of the community is hurt
by the restrictions imposed on improved and cheapened production.14
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It is a mistake to believe that the interests of all manufacturers, with re-
gard to protectionism, are uniform.

No manufacturer can profit from a tariff which imposes import duties
in an equal amount on all foreign goods. What he gains in selling his prod-
ucts is absorbed by the higher prices which he has to pay for his equip-
ment, for the semimanufactured articles, and for the raw materials and by
the higher prices of consumers’ goods. It is true that some branches of pro-
duction can expand while they would shrink under free trade. But, on the
other hand, some branches which would expand under free trade, have to
shrink. The result—a fall of imports and a corresponding fall of exports—
does not favor anybody. On the contrary, the whole nation suffers because
the average productivity of capital and labor declines, as commodities have
to be produced in places which are less fit for these purposes.

If protection is granted to some branches of manufacturing only, the
short-run interests of those who have already invested in this branch are fa-
vored. But in the long run, they will lose their advantage by the competi-
tion of new factories.

It is not true that it is an advantage for a nation to replace imports by
domestic products. With the present state of technology, it would be pos-
sible for Great Britain or for Canada to prohibit the import of grapes and
coffee and to grow them in hothouses. Everybody would qualify this as lu-
nacy. But it differs only in degree, not in principle, from other protection-
ist schemes. Just as the cheapest way for the British to provide coffee and
grapes for themselves is to produce cloth for export, so the cheapest way for
Americans to get handmade embroideries is to export motorcars and foun-
tain pens.

The popularity of protectionism is due to the error that imports can be
reduced without a corresponding restriction of exports.

If we abstract from foreign investments, we have to realize that a rise
of imports, of tourists’ expenditures abroad, and of services received from
foreign countries means that the nation’s material well-being is improving
and that the nation is rich enough to pay with exports for what it wants to
buy abroad.

It is not true that imports create domestic unemployment or lower the
domestic standard of living. As imports have to be paid by exports, they do
not restrict the volume of domestic production. Free-trade channels pro-
duction into those lines in which its net return is highest. A free-trade
America would, for instance, import tablecloths from China and pay by ex-
porting motorcars.
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15 [On the arguments of the classical economists for a policy of unilateral free trade, see
Richard M. Ebeling, “The Global Economy and Classical Liberalism: Past, Present, and
Future,” in Richard M. Ebeling, ed., The Future of American Business (Hillsdale, Mich.:
Hillsdale College Press, 1996), pp. 9–60.—Ed.]

All this is valid, whatever the foreign trade policies of foreign coun-
tries are. America would profit from free trade even if all other nations
cling to protection.15 If, for instance, France erects trade barriers against
American imports, it will reduce American purchases of French products,
unless France does not import from countries to which American exports
exceed American imports.

Thanks to the fact that America offers, on the average, the most fa-
vorable physical conditions of production and that it is richer in capital
than the other countries, and thanks to the immigration barriers, potential
market wage rates will be higher than in the rest of the world, perhaps with
the exception of Australia and New Zealand. The only reason which could
be brought forward in favor of protection is that protection disguises—but
without removing it—the futility of all methods of raising by an alleged
prolabor policy the standard of living of all wage-earners above the level
that makes for full employment.

XVI Trade Union Principle versus Market Price Principle

America’s main postwar problem will be the clash of the trade union prin-
ciple and the market-price principle. A good deal of the nation’s capital
will be consumed by the war effort. It will be impossible to provide the
bulk of the nation with all the commodities needed for the maintenance
of the prewar standard of living before the re-equipment of factories with
new machinery is accomplished. A serious lowering of real wage rates and
of the standard of living for a period of transition is unavoidable. If boom
wage rates are to be preserved, mass unemployment will result and the re-
construction of the domestic apparatus of production will be hindered.

Public opinion is under the spell of trade union ideology. Wage cuts
are considered as out of the question, and unemployment is considered as
the evidence of capitalism’s failure. The slogan “freedom from want” fas-
cinates the masses. Nobody tells them that capitalist America has suc-
ceeded better in fighting want than the totalitarian countries of Europe.
Article 118 of the Constitution of the USSR gives all Russians the right to
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16 [On the similarities and differences between the Nazi and Soviet forms of planning, see
Chapter III, “Europe’s Economic Structure and the Problem of Postwar Reconstruction,”
footnote 13.—Ed.]

17 [See Ludwig von Mises, Bureaucracy (New Haven: Yale University Press, 1944).—Ed.]

18 [This refers to the book by H. C. Engelbracht, Merchants of Death: A Study of the
International Armament Industry (New York: Dodd, Mead and Co., 1934), which argued
that wars were instigated by armament manufacturers trying to stimulate business for their
wares.—Ed.]

receive employment “with compensation measured by the quantity and
quality of their work.” But the standard of living of the Russian worker is
much lower than that of the workers of any European country, to say noth-
ing of America.

It is of no use to indulge in illusions. If radical change of ideology does
not occur, postwar America will turn toward socialism either of the Ger-
man or of the Russian pattern.16

There is, it is true, a lot of dissatisfaction with the working of the bu-
reaucratic institutions and with the management of trade unions. But peo-
ple do not indict the system as such—only the men who handle it. They
want to abolish the shortcomings of government control and bureaucracy
by more government control and more bureaucracy.17 A reappearance of
unemployment, unavoidable if unions do not accept temporary wage cuts,
will swell the ranks of radicalism.

Businessmen have an aversion to ideological discussions and to “isms.”
Thus they left the field of theoretical discussion to the self-styled progres-
sives and surrendered mentally to anticapitalist doctrines. Our contempo-
raries call “progressive” every step toward more government interference,
and “democratic” all policies restricting the jurisdiction of voters and par-
liamentary institutions and vesting more powers in bureaucrats; they dis-
parage private business and make it the scapegoat for all evils. They call
“social gains” the policies which resulted in mass unemployment.

Every experience is today interpreted from the point of view of an an-
ticapitalist bias. The poverty of the Russian masses is either passed over in
silence or explained as the consequence of the “capitalism” of czarism or
of the animosity of Western capital. America’s high standard of living is—
in the light of these interpretations—a phenomenon which occurred in
spite of capitalism. Armaments and war are the outcome of the machina-
tions of the “merchants of death”;18 but at the same time, the same people
blame American and British business and finance for its appeasement
policy.
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No political party can change the trend toward all-round government
control and full socialism if such doctrines remain supreme. The fate of
Western civilization depends on whether or not a radical ideological re-
versal occurs.

There is no such thing possible today as the political isolation of a na-
tion. America’s peaceful life is no longer sheltered behind a wall of waves
since the airplane has become the foremost weapon of aggressors. Eco-
nomic isolation would only hurt the economic well-being of the nation.
But ideological isolation, that is, the abandonment of the Russian and
Prussian doctrines of state omnipotence, would serve best America’s own
interests and at the same time set an example to the rest of the world.

XVII Concord and Conflict of Group Interests

Within the unhampered market society there is no conflict between the in-
terests of the various branches of business and trade or between the inter-
ests of various individuals. That some people can make profits by supplying
their fellow citizens with better and cheaper commodities does not harm
the consumer; it benefits him.

But things are different if privileges are granted to people who cannot
stand competition on the unhampered market. Then the particular inter-
ests of these privileged come into conflict with the interests of the rest of
the nation. The political scene degenerates into a race for privileges. Every
group is anxious to secure more privileges than any other group. Political
parties become pressure groups fighting for class privileges.

Some groups may profit from such policies of protection. There is no
doubt that the owners of submarginal farmland and silver mines as well as
some labor autocrats are favored by them. The immense majority of the na-
tion only suffers losses as the total amount of goods available for con-
sumption shrinks.

It is unlikely that some groups of business could, in the long run, suc-
ceed in endeavors to be included into the small class really profiting from
privileges. The anticapitalist bias of public opinion will ask for a confisca-
tion of business profits originating from protective tariffs. Protection for
manufacturing owes its popularity only to the belief that it is a means to re-
duce unemployment. Nothing is more unpopular nowadays than business
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19 [The American economy was placed under a comprehensive system of price controls
during the Second World War; see Colin D. Campbell, ed., Wage-Price Controls in World
War II, United States and Germany (Washington, D.C.: American Enterprise Institute,
1971); and F. A. Harper, “The Crisis of the Free Market,” [1945] in The Writings of F. A.
Harper, Vol. I (Menlo Park, Calif.: Institute for Humane Studies, 1978), pp. 19–129.
—Ed.]

profits. People are intent on confiscating them by taxation or on making
them disappear by price control.19

It will not be an easy task to defeat these tendencies. But it will be im-
possible if the radicals are able to provide their claims with an appearance
of justification by pointing out that a few enterprises owe their profitabil-
ity to the working of tariffs.

The main justification of private enterprise is that it serves best the
well-being of the nation. But public opinion will be reluctant to acknowl-
edge this fact if it realizes that business, too, is asking for government in-
terference in order to keep prices high.
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1 [This monograph was written by Mises in 1944.—Ed.]

2 [The “gold points” represented the upper and lower limits of fluctuations of a country’s
foreign exchange value under the gold standard, beyond which it would be profitable to
either export gold out of or import gold into that country.—Ed.]

chapter vi

A Noninflationary Proposal for
Postwar Monetary Reconstruction1

I The Gold Standard

A C The Gold Standard as an International Standard

The nineteenth century very successfully set up the gold standard as a
monetary international standard. At the beginning of our century, almost
all commercially important nations had adopted either the gold standard
or the gold-exchange standard as their national standard. Both of these
monetary systems tied a particular country’s national currency unit to a
definite quantity of gold, fixed by a duly promulgated act of that country’s
legislature. A divergence of the purchasing power of the national currency
unit from the purchasing power of its legally fixed gold-parity was effec-
tively prevented. Fluctuations in foreign exchange rates could only arise
within definite and very narrow limits; they could not overstep the gold
points.2 These very small fluctuations exclusively concerned the profes-
sional dealers in gold and foreign exchange. For all other practical pur-
poses, exchange rates between the currencies of the countries that had
adopted either the gold standard or the gold-exchange standard were per-
fectly stabilized. International trade and commerce, international credit
transactions and investments, transportation, and traveling were not ham-
pered by any monetary frictions.

This satisfactory state of affairs was not the outcome of any interna-
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3 [See Henry B. Russell, International Monetary Conferences: Their Purposes, Character,
and Results (New York: Harper and Brothers, 1898).—Ed.]

4 [The Latin Monetary Union was created by convention between France, Belgium,
Switzerland, and Italy on December 23, 1865. Its purpose was to stabilize the exchange
value between gold and silver coins used in their respective economies, following the fall
in the market value of gold resulting from the increase in gold supplies in the 1850s and
1860s. The union was terminated formally on December 31, 1926, due to national infla-
tionary policies and their consequences during and following the First World War.—Ed.]

5 [During the Franco-Prussian War (1870–71) the French government suspended specie
for outstanding notes of the Bank of France beginning on August 12, 1870. It did not re-
sume specie payments until January 1, 1878. During the First World War, France again re-
sorted to inflationary financing to cover a large portion of its war-related expenditures. It
suspended specie payments for notes in 1914 and did not return to a stabilized currency
until 1927. During the First World War, Belgium was occupied by Germany, resulting in
a suspension of normal financial and monetary dealings.—Ed.]

tional treaties, agreements, or conventions, or of the operations of an in-
ternationally established institution or bank. It was an achievement of the
various national governments acting of their own accord and aiming at
nothing else but the most convenient arrangement of their own nation’s
economic matters. Governments were eager to stabilize foreign exchange
rates because they considered such stability as beneficial for their own peo-
ple’s economic well-being. A sound money policy was not designed as a
policy for the benefit of foreign interests, but as a policy highly beneficial
for a country’s own welfare.

There were, it is true, in the course of the nineteenth century various
attempts toward the establishment of an international monetary or even of
a world monetary union. Some of these plans were actually put into ef-
fect.3 The most conspicuous case was the Latin Monetary Union inaugu-
rated in 1865. Its episodic existence was not of great avail. It did not render
any considerable service to the cause of monetary stability. Eventually, the
First World War gave it the finishing blow.4

The reasons for this failure are obvious. The maintenance of monetary
stability requires an adequate conduct of domestic economic policies; mis-
guided domestic economic policies bring about conditions that must result
in a depreciation of a country’s currency and in a rise of its foreign ex-
change rates. Such was the case of France in 1871 and of France and Bel-
gium in 1914, not to mention Greece and Italy.5 A monetary union is futile
if it does not give to a governing board of such a union full control of each
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6 [Mercantilism was a system of national economic policy practiced by the leading coun-
tries of Western Europe in the sixteenth, seventeenth, and eighteenth centuries. Its lead-
ing idea is that unregulated international trade can work to the detriment of a nation,
especially if it results in a net outflow of gold, silver, or other precious metals due to an “un-
favorable” balance of trade. See Eli Heckscher, Mercantilism, 2 vols. (New York: Macmil-
lan Co., 1935).—Ed.]

7 [As part of the Treaty of Versailles ending the First World War between the Allied Pow-
ers and Germany, reparations payments were imposed upon Germany as compensation for
damages suffered during the conflict. German nationalists and National Socialists argued
in the 1920s and early 1930s that heavy financial reparations were forced upon Germany
as a means of keeping the country economically and militarily weak and benefiting France
and Great Britain.—Ed.]

member state’s monetary and banking system and if it does not restrict the
national sovereignty of its members with regard to other important foreign
exchange matters.

B C The Requisites of Monetary Stability

The maintenance of the gold standard is possible only if a nation strictly
abstains from all endeavors to inflate its currency system, either by the
issue of additional paper money or by bank credit expansion. Nothing else
is needed. But if, on the contrary, a nation takes recourse to inflation and
credit expansion, no scheme, however sophisticated, can prevent a fall in
that currency’s purchasing power and a general rise in that country’s prices,
wage rates, and foreign exchange rates.

It is an inveterate mercantilist superstition that an “unfavorable” bal-
ance of trade or an “unfavorable” balance of payments can endanger the
maintenance of stable rates of foreign exchange.6 An excess of imports of
merchandise over exports is immaterial if it is counterbalanced by other
items of the balance of payments. An unfavorable balance of payments,
that is, an outflow of gold and foreign exchange results in a restriction on
the domestic money market that makes commodity prices drop and rates
of interest rise. The fall of domestic commodity prices brings about a re-
striction of imports and an increase of exports. The rise of interest rates at-
tracts short-term funds from abroad. The deficit of the balance of payments
is self-liquidating.

The mercantilist fable owes its present-day prestige mostly to the anti-
reparation propaganda of the German nationalists.7 The payment of repa-
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8 [In the late 1920s, there was a heated debate between the British economist, John May-
nard Keynes, on the one hand, and a number of other continental economists, including
Bertil Ohlin (Sweden), Jacques Rueff (France), and Gottfried Haberler and Fritz Machlup
(Austria), on the other, over the ability of Germany to pay reparations out of its domestic
production and currency proceeds from international trade. Keynes basically claimed that
Germany did not have the ability to pay; the other economists countered that Germany did.
—Ed.]

rations, asserted the German nationalists and their foreign supporters,
would necessarily devalue the German currency system. Historical expe-
rience does not provide us with an elucidation of the problem, for, as far
as the Germans really paid, they did so out of funds borrowed abroad. Yet
the case is too important to be passed over in silence.

If the German government had collected (in German Reichsmarks)
the amount needed for the reparation payments—about 2.5 percent to 3.5
percent of the German national income—by taxing its citizens, every tax-
payer would have been forced to reduce correspondingly his consumption
of either German or imported products. In the first case, the prices of do-
mestic products would have dropped, and this would have created a ten-
dency to increase exports and thereby the amount of foreign exchange
available. In the second case, an amount of foreign exchange that other-
wise would have been used for the purchase of imported goods would have
become available. Thus collecting at home the amount of Reichsmarks
required for the payment would have automatically provided the quantity
of foreign exchange needed for the execution of the transfer. An excess of
exports over imports was not a prerequisite for the payment of reparations.
The fact that a nation makes such payments has the tendency to create
such an excess of exports. The transfer problem is a spurious problem.8

Many people find fault with the gold standard because the mainte-
nance of stable foreign exchange rates is incompatible with an easy money
policy and credit expansion. They contend that, but for the gold standard,
domestic credit expansion could lower the rate of interest and thus make
business more prosperous. The gold standard, they say, does not serve the
interests of the many, but of the moneylenders. They violently ask for a
policy which, without regard for the maintenance of foreign exchange sta-
bility, aims at a continuous credit expansion and at the establishment of
permanent boom conditions.

It is true that in a country that does not care about the stability of for-
eign exchange rates, credit can be easily expanded and rates of interest
temporarily lowered. However, the boom thus created cannot last. It must
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9 [The idea of the “unevenness” or “non-neutral” effects on changes in prices following
an increase (or decrease) in the money supply has been a central theme in the Austrian
School theory of money, especially in the writings of Ludwig von Mises. See Mises, The
Theory of Money and Credit (Indianapolis: Liberty Fund, 3rd rev. ed., [1924; 1953] 1981),
pp. 160–68 and 225–46; “Monetary Stabilization and Cyclical Policy” (1928) in Percy L.
Greaves, ed., Von Mises, On the Manipulation of Money and Credit (Dobbs Ferry, N.Y.:
Free Market Books, 1978), pp. 78–103; “The Non-Neutrality of Money” [1938] in Richard
M. Ebeling, ed., Money, Method, and the Market Process: Essays by Ludwig von Mises
(Norwell, Mass.: Kluwer Academic Press), pp. 68–77; Human Action: A Treatise on Eco-
nomics, 4th rev. ed. (Irvington-on-Hudson, N.Y.: Foundation for Economic Education,
1996), pp. 398–432. See also F. A. Hayek, Prices and Production, 2nd ed. (New York: Au-
gustus M. Kelley, 1967), pp. 1–31 & 129–31.—Ed.]

sooner or later result in a slump and depression with all their disastrous
consequences. It is impossible to substitute for nonexistent capital goods
the purely fictitious funds of a credit expansion. The rate of interest is a
market phenomenon just like commodity prices and wage rates. It cannot
be lowered, with unchanged conditions in the supply of capital goods, by
the government printing office or by the manipulation of banks. It is not
true that the rate of interest is, but for the short initial stage of a credit ex-
pansion, lower in the countries with unstable foreign exchange rates. On
the contrary, the expectation of further progress in the increase of the quan-
tity of the circulating medium tends to raise the rate of interest. It includes,
under these conditions, an anticipation of the loss that the creditor will
suffer from the further fall of purchasing power and of the corresponding
gain of the debtor.

Credit expansion and inflation tend toward an upward movement of
domestic prices and wage rates. If all commodity prices and wage rates
were to rise at the same time and to the same extent, even violent changes
in the purchasing power of the monetary unit would be economically neu-
tral and would not affect the income and the wealth of the citizens. But this
condition can never occur. The rise of prices and wage rates that inflation
causes occurs at different times and to different degrees for various kinds
of commodities and of labor. Some classes of prices and wages rise more
quickly and to a steeper level than others. This unevenness is the main
source of the social consequences of inflation.9

While inflation is underway, some people enjoy the benefit of higher
prices on the goods and services they sell, while the prices on goods and
services they buy have not yet risen at all or have not risen to the same ex-
tent. These people profit from their fortunate circumstance. Inflation
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seems to them “good business” or a “boom,” but their gains are always de-
rived from the losses of other sections of the population. The losers are
those in the unhappy position of selling commodities and services whose
prices have not yet risen at all or not to the same degree as the prices for
the things they buy for their own consumption.

Besides, inflation injures the interests of the creditors and benefits the
debtors. The higher prices rise, the lower the purchasing power of the prin-
cipal and of interest payments falls. The dollar that was loaned out could
provide more goods and services than the dollar that is repaid.

The unevenness of the price changes brought about by inflation ex-
plains why inflation puts a check upon imports and encourages exports.
For technical reasons, inflation affects the prices of foreign exchange at an
early stage of the price-changing process, at any rate long before all com-
modity prices and wage rates have been adjusted to the new state of mon-
etary affairs. This means that in the course of the depreciation, foreigners
are in the profit-making position while, on the other hand, the domestic
residents are in the losing position. Foreigners can buy more of the do-
mestic products of the country that has inflated its currency and have to
pay for their purchases by selling a smaller amount of their own products.
The inflation-producing country, it is true, exports more, but it receives
less for its exports. Inflation forces upon that nation a restriction of con-
sumption. Only people completely blinded by mercantilist fallacies can
view such an outcome as advantageous.

There will always be in every country pressure groups eager to harvest
a windfall profit from inflation. The selfish class interest of the debtors and
of those who hope to be in the profit-making position with regard to the
changes of commodity prices and wage rates can be benefited by inflation.
But for the immense majority, inflation always works havoc.

In earlier days, the debtors were mostly the poor and the creditors the
rich. But in a capitalist society, things are entirely different. It is an atavis-
tic prejudice to assume that a policy tending to favor the debtors at the ex-
pense of the creditors is, in our time, a policy to benefit the poor and
disadvantage the rich. On the contrary, under present conditions the cred-
itors are mainly to be found among people of moderate income and
wealth. Every person who has a savings account with a bank, who owns
bonds, who is entitled to a pension or social security allowance, or who
has paid for an insurance policy is a creditor. On the other hand, the own-
ers of mortgaged farms and real estate, the owners of common stock of cor-
porations that have issued bonds and debentures or borrowed from the
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10 [The decades in question were the 1920s, 1930s, and 1940s.—Ed.]

11 [In the 1930s, there emerged a “stagnation thesis,” which argued that the U. S. econ-
omy had reached a point of economic maturity resulting in a disappearance of technolog-
ical and industrial innovations. As a consequence, the economy would stagnate.
Employment and investment opportunities would become increasingly dependent upon
an activist government utilizing monetary and especially fiscal stimulus through deficit
spending. The most prominent proponent of the stagnation thesis during this time was

banks, the stock exchange speculators, and the big-scale dealers in com-
modities are debtors. The immense majority are creditors, while only a
minority are debtors.

Inflation was one of the main sources of economic distress from which
almost all nations have suffered in the last decades.10 But these inflations
were not the unavoidable outcome of an inductive state of economic and
social affairs; they were the result of conscious policies on the part of gov-
ernments. The instability of foreign exchange rates was not an act of God.
It was the consequence of purposeful political action.

C C The Two Most Popular Arguments 

in Favor of Inflation

All pro-inflation arguments are very old. They have been long since ex-
ploded by economics. But they are very difficult to oppose and very pop-
ular with some people.

Today statesmen and politicians prefer two methods of justifying in-
flation: the government-spending doctrine and the war doctrine. Both are
utterly fallacious.

If a government procures the means needed for an increase of public
expenditure by taxation or by borrowing from the funds saved and accu-
mulated by the citizens, it does not add anything to the total amount of ex-
penditure in the country and it does not create new opportunities or jobs.
What the government spends is entirely taken from the pockets of the in-
dividual citizens and corporations. The spending and investing capacity
of the public is curtailed to the same extent to which the spending ability
of the government expands.

It has been asserted that government spending is necessary because
our economic system has reached that stage of maturity and saturation.
The entrepreneurs, it is said, no longer have any use for the savings of the
public. Thus idle funds accumulate in the banks while unemployment
spreads.11

06/Noninflation.p  1/14/00 1:48 PM  Page 77



78 C Selected Writings of Ludwig von Mises

Alvin Hansen (1887–1975); see his work Fiscal Policy and Business Cycles (New York: W.
W. Norton and Co., 1941). For a critical study of the stagnation thesis, see George Ter-
borgh, The Bogey of Economic Maturity (Chicago: Machinery and Allied Products Insti-
tute, 1945).—Ed.]

It is true that the opportunity for American savings to go into private
enterprise is at the present moment restricted, although it is no less true
that the extent of this restriction and the amount of “idle” dollars have
been exaggerated in a rather grotesque way. However, this restriction is
not due to the evolution of capitalism and free enterprise. It is the result
of government policies aiming at the destruction of private enterprise.
When the profits of successful business management are confiscated by
taxation, only less favorable opportunities are left to the adventurous en-
trepreneur. In embarking upon a new enterprise, the capitalist faces the
risk of loss, but he cannot expect an adequate net profit that could be con-
sidered as a sufficient reward for the risks he runs. Where there is no hope
of profit left, there cannot be any question of entrepreneurial activity. An
honest and conscientious businessman does not borrow other people’s
money if he cannot expect that the profitability of the project planned will
enable him to pay back the interest and principal. The restriction of prof-
its through taxation results in a restriction of business. There is no such
thing as capitalism without profits. In feigning a fight against an alleged
“strike of capital,” governments and politicians are fighting an evil that
they themselves have purposely created.

A government may finance its budget deficit by inflation. (This means,
in the Anglo-Saxon countries, especially in the U. S., mainly borrowing
from the commercial banks; in the continental countries of Europe, it
means mainly the issue of additional paper money and of irredeemable
legal-tender bank notes.) Then the government puts itself and some groups
in the profiteering position and the majority of the population in the losing
position. No new material means of production, no new capital goods are
added to the wealth and income of the nation. Here, too, the government’s
additional spending power is entirely derived from the income or capital of
its citizens. The nation’s material potentialities are not improved a bit.

The same is true in the case of war.
If a nation is under the sad necessity of being forced to resist aggression

and to fight a war for the preservation of its liberty and civilization, it must
not only sacrifice the lives and the health of its best sons. The conduct of
war requires an enormous expenditure. The citizens must curtail their cur-
rent consumption. They must, moreover, use up a part of the capital ac-
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12 [On wartime financing of government expenditures and inflation, see also Mises, Na-
tion, State, and Economy (New York: New York University Press, [1919] 1983), pp. 151–
71.—Ed.]

cumulated in previous years. In time of war, a huge government expendi-
ture is unavoidable and entirely justified from any point of view.

What a belligerent government needs to fight a war are various products
and raw materials at the nation’s disposal. At any rate, the citizens have to
carry the whole burden temporarily, even if they hope that they will be in-
demnified after a victory by reparations to be paid by the defeated aggressors.
The government must tax the citizens or borrow from the public (not from
the commercial banks). The citizens must restrict their consumption and
their investments or even hand over to the government a part of their capital.

It is simply not true that the conduct of war forces a government to
take recourse to inflation. The amount of material goods available for the
provision of the armed forces cannot be increased by inflation. It can only
be increased by curtailing the citizen’s consumption, by suspending the re-
placement of equipment used in the processes of production (disinvest-
ment), and by improving and intensifying the methods of production. The
volume of production can only be increased by working more, harder, and
better. Inflation is not a means to provide more and better weapons. It is
only a method of withdrawing the funds needed for the increased govern-
ment expenditure from the citizens’ pockets. As such, it is the alternative
both to taxation and to borrowing money from the public.

Whether there is peace or war, inflation as a method of financing gov-
ernment expenditure is always the outcome of a deliberate policy. We do not
have to deal with the problem of determining which method of war fi-
nancing is best. We have only to emphasize that in time of war, too, infla-
tion is neither necessary nor unavoidable. There are, of course, politicians
who consider inflation as the lesser evil when compared with a total fi-
nancing of war expenditures by taxes and loans from the public. These men
underrate the danger of domestic unrest brought about by inflation and still
more by the futile attempts of the government to fight its unavoidable con-
sequences—the rise of prices and wage rates—through price controls. 12

D C The Metal Gold

The emergence of the gold standard was a historical phenomenon. As
such, it cannot be entirely elucidated by factors commonly styled as ratio-
nal. If things had taken another course, another commodity—for instance,
silver—might have been universally accepted as the common medium of
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13 [On the limits and arbitrary elements in the construction of index numbers, see Chap-
ter VII, “The Main Issues in Present-Day Monetary Controversies,” in this volume; and

exchange. Yet, the preeminence assigned to gold is a fact that can be al-
tered, if at all, only at the cost of very troublesome effort.

Such a venture, however, would be quite useless and would mean
nothing but a waste of time and labor. There is, as far as we can see today,
nothing that would serve the purpose of a common medium of exchange
better than does gold. There was nothing wrong with the gold standard. Its
merits, not its shortcomings, induced politicians to sabotage it. Of course,
the gold standard is not perfect. No human institution is. But it worked
quite satisfactorily in the past. It will not prove less satisfactory in the future,
provided that people will let it work.

From the viewpoint of domestic economic conditions, the superiority
of the gold standard lies in the circumstance that it keeps the monetary
unit’s purchasing power free from the influence of political parties and
pressure groups. The drawback of any system of fiat money is exactly this,
that such a standard is liable to arbitrary manipulation on the part of vari-
ous and changing political party ideologies and policies. Under fiat money,
there will always be selfish groups aiming at the attainment of an advan-
tage either through deflation or inflation. Party bias will disorganize the
economic structure of the society through monetary experiments. Mone-
tary history, to put it mildly, does not disprove such statements.

If it were possible to discover an uncontested and, indeed, incon-
testable principle that could be used as an iron rule for the manipulation
of purchasing power, it would be possible to eliminate, at least to some ex-
tent, the arbitrary character inherent in fiat money manipulation. But this
is quite illusory. There are many and various systems for the calculation of
index numbers. Each of them has some merits and some defects. There is
no method available that could command general recognition. No one
method is accepted as the only correct and adequate solution of the prob-
lem. And each method yields a different result. Thus an index number
system cannot provide a solid and undisputed basis for currency manipu-
lation. It cannot eliminate various arbitrary judgments in its construction
and thus silence the voice of numerous greedy pressure groups. In advo-
cating the application of an index number system whose results happen at
the moment to provide a quasi-scientific justification of their group inter-
est, every political party will be in a position to allege the favorable doc-
trines of some economists and statisticians, while their adversaries will
quote dissenting opinions of no less renowned experts.13 There is no means
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Mises, The Theory of Money and Credit, pp. 219–22; “Monetary Stabilization and Cycli-
cal Policy,” pp. 83–89; Human Action, pp. 219–23.—Ed.]

14 [A “tabular standard” was popularized by Yale University economist Irving Fisher
(1867–1947). It required the elimination of a dollar, which represented a fixed weight of
gold. Rather, the gold content of a dollar would be adjusted to reflect a constant purchas-
ing power over goods and services, as calculated by a price index.—Ed.]

15 [Continental currency was comprised of the notes issued by the Continental Congress
during the American Revolution to finance the expenses of the war against Great Britain.
Their issuance resulted in a high inflation throughout the thirteen colonies. After the Rev-
olution, they were partially redeemed, but at far below face value; see J. Laurence Laugh-
lin, A New Exposition of Money, Credit and Prices, Vol. II (Chicago: University of Chicago
Press, 1931), pp. 147–67.—Ed.]

16 [During the French Revolution, the revolutionary government issued assignats, a form
of paper money that generated a high inflation, resulting in the imposition of price and
wage controls. In 1795, they were exchangeable for mandats territoriaux at the rate of thirty
to one. The mandats were scrip representing claims to land titles. The mandats were soon
increased in such quantities that another inflationary process was set in motion. In 1797,
the engraving plates for printing mandats were destroyed; see Andrew Dickson White, Fiat
Money Inflation in France (Washington, D.C.: Cato Institute, [1913] 1980); Edwin W.

to free a tabular standard from the inherent possibility of purely arbitrary
and party-ridden manipulation.14

Nothing can be easier than drafting blueprints for some new monetary
system. It is the favorite sport of people obsessed by fantasies and the lust
for spurious reforms only for the sake of reforming. But the trouble is that
all these suggested systems will never be able to meet with the approval of
the enemies of the gold standard, provided that they are not methods for
the establishment of permanently progressing inflation. The opposition to
the gold standard is motivated by the craving for inflation profiteering.
What the inflationists aim at is not high prices and wages as such, but a
state of affairs in which the prices of the commodities and services they sell
rise more quickly than the prices of the commodities and services they
buy. With regard to the price of food, it is of no concern to a man whether
he earns ten dollars under a food price of ten dollars or twenty dollars
under a food price of twenty dollars. What he desires is a situation in which
the rise in food prices lags behind the rise in his earnings. When the in-
flationary movement comes to a standstill and food prices catch up with
the rise in his income, he loses the advantage gained and asks for a new
inflation. But inflation cannot go on permanently. An endlessly progress-
ing inflation must necessarily end in the complete breakdown of the cur-
rency system with all its unfortunate social implications. America’s
Continental currency in 1781,15 the French mandats territoriaux in 1796,16
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Kemmerer, Money: The Principles of Money and Their Exemplification in Outstanding
Chapters of Monetary History (New York: Macmillan Co., 1935), pp. 173–97; and Richard
M. Ebeling, “Inflation and Controls in Revolutionary France: The Political Economy of
the French Revolution,” in Stephen Tonsor, ed., Reflections on the French Revolution
(Washington, D.C., and Hillsdale, Mich.: Regnery Gateway and Hillsdale College Press,
1990), pp. 138–56.—Ed.]

17 [During the First World War, the German government utilized the printing press to fi-
nance a large proportion of its war expenditures. But the inflation continued after the war,
finally culminating in a hyperinflation that resulted in a complete collapse of the German
mark in November of 1923. The two classic studies of the “Great German Inflation” are
Frank D. Graham, Exchange, Prices, and Production in Hyperinflation: Germany, 1920–
1923 (New York: Russell and Russell, [1930] 1967) and Constantino Bresciani-Turroni,
The Economics of Inflation: A Study of Currency Depreciation in Postwar Germany, 1914–
1923 (New York: Augustus M. Kelley, [1937] 1968).—Ed.]

18 Let us observe incidentally that the fall of a currency system has nothing at all to do with
the question of whether a nation is victorious or defeated. The dictum of Karl Helfferich,
German secretary of the treasury in the First World War—“The currency of the victor is
always the best”—was silly propaganda talk. The American armies were victorious in 1781
and so were the French armies in 1796. [Karl Helfferich (1872–1924) was a prominent
German financier, economist, and politician; he was German secretary of the treasury from
January 1915 to May 1916.—Ed.]

19 [The Austro-Hungarian empire adopted the gold standard on August 2, 1892; the Rus-
sian empire adopted the gold standard on August 10, 1896.—Ed.]

20 [Under the Gold Reserve Law of 1934, the statutory price of an ounce of gold was
raised from $20.67 to $35.—Ed.]

and the German mark in 192317 provide the most conspicuous historical
examples.18

The return to the gold standard does not at all mean that the devalued
currencies should, by means of a deflation, be brought back to the gold par-
ity that they had before the inflation started. It would be needless to enter
into a discussion of the considerations that induced Great Britain after the
Napoleonic Wars and then again after the First World War to reestablish
the prewar and preinflation gold parity of the sterling. Austria (in 1811,
1816, and 1892) and Russia (in 1839 and 1896) chose another method:
They tried to stabilize the actual metal parity of their depreciated curren-
cies.19 After many unsuccessful deflationary experiments, this stabilization
method was later adopted by almost all nations. There cannot be any ques-
tion of this country’s returning to the gold parity of the dollar abandoned
in 1933.20 For the United States, a return to the gold standard means the
stabilization of the dollar’s effective gold value at the time of the reform.
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21 [As part of the New Deal legislative initiatives, by a resolution of Congress on June 5,
1933, gold clauses in all government and private contractual obligations were voided and
all Americans were required to turn in their privately held gold for Federal Reserve Notes
under penalty of confiscation and imprisonment.—Ed.]

22 [An “International Clearing Union” was proposed by Great Britain on April 8, 1943;
the proposal had been prepared primarily by John Maynard Keynes (1883–1946) and was
widely known as the “Keynes Plan.” The day before, on April 7, 1943, the U. S. Treasury
issued a proposal for “An International Stabilization Fund,” which was prepared by Harry
D. White (1892–1948), assistant secretary of the treasury. It was referred to as the “White
Plan.” The two plans had in common ideas for (1) an international agency to supervise

Present-day American conditions are, as everyone admits, contrary to the
stated political purposes that brought them into existence. It is nonsensical
to amass huge quantities of gold in order to bury them. But this state of affairs
is not the outcome of the gold standard. It is, on the contrary, the effect of a
deliberate anti-gold policy. If the law had not made it a criminal offense for
individuals to own gold bullion and coins, the gold would not lie idle and use-
less in subterranean vaults.21 It would be in the hands of the citizens and
would thus fulfill a very important task: to put a check upon inflation.

If all nations were to agree upon an international currency consisting
of international paper money issued by a world bank or of national paper
money unconditionally redeemable in deposits with a world bank, it would
be necessary to provide for future increases in the amount of this interna-
tional paper money or of these deposits. If such an expansion of the quan-
tity of the circulating medium were to be prevented for all time, the
increasing demand for money, arising from economic progress and the in-
tensification of trade and commerce, would result in a permanent ten-
dency toward falling prices. The system would have a deflationary effect.

But if, on the other hand, a periodical increase of the amount of in-
ternational paper money or of the deposits with the world bank were to
take place, an insoluble problem would arise: How should the additional
amount be distributed among various nations? Every group of nations
would advocate a mode of repartition that would give them the greatest
possible share.

The British plan for the establishment of an international clearing
union wants to determine by quota the measure of each member state’s
right to enjoy the credit facilities provided by assignment through the
union. The initial quotas, it suggests, might be fixed by reference to the
sum of each country’s exports and imports on the average of a period in the
past.22 Now, such a mode of distribution would be rather unfair to the
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the level of foreign exchange rates of national currencies, (2) regulatory powers by this in-
ternational agency to prevent disruptions to international economic equilibrium, (3) pro-
vision by this agency for multilateral clearings of participating countries’ accounts, and (4)
power by this agency to increase the world supply of financial liquidity for facilitation of in-
ternational payments. The establishment of the International Monetary Fund after the
Bretton Woods Agreements in July of 1944 was an outgrowth of these plans. For an expla-
nation and comparison of the Keynes and White plans, see Jacob Viner, “Two Plans for In-
ternational Monetary Stabilization,” The Yale Review (September 1943), pp. 77–107; and
Peter F. Drucker, “The Currency Plans,” The Fortnightly (August 1943), pp. 73–83.—Ed.]

United States. This country’s foreign trade forms a comparatively smaller
part of its total trade than is the case with other countries. If an American
buys a commodity from a place two thousand miles away, it is mostly still
domestic trade. But if a Swiss or a Dane buys from a place two hundred
miles away, it necessarily always means foreign trade. It would be difficult
to find a mode of distribution more prejudicial to America.

Each nation will be eager to advocate a mode of distribution that will
give it the greatest possible share in the manna of additional fiat money.
The industrially backward nations of the East will, for instance, probably
favor equal distribution per head of the population, a mode that would be
manifestly unfair to the industrially advanced nations. Whatever system
may be adopted, all nations would be dissatisfied and will complain of un-
fair treatment. Serious conflicts will ensue, and the whole scheme will dis-
integrate very soon.

It has been asserted that the gold standard can no longer work because
nations and individuals are no longer prepared to comply with “the rules
of the game.” However, the gold standard is not a game, but a social insti-
tution. Its working does not depend on the readiness of any people to ob-
serve some arbitrary rules. It is controlled by the operation of inextricable
economic law.

The critics of the gold standard try to give emphasis to their objections
by citing the fact that, in the interwar period, a rise in the rate of discount
failed to stop the external drain, that is, the outflow of specie and the trans-
fer of deposits into foreign countries. But this phenomenon, too, was
caused by the governments’ anti-gold and pro-inflation policies. If a man
expects that he will lose 40 percent of his deposit by an impending deval-
uation, he will try to transfer his deposit into another country and will not
change his mind merely because the bank rate in the country planning a
devaluation rises 1 or 2 percent. Such a rise in the rate of discount is ob-
viously not a compensation for a ten, twenty, or even forty times greater
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23 [On why a steady year-by-year rise in the purchasing power of money (or fall in prices
in general) due to increases in production, output, and intensified division of labor need
not carry any negative economic effects, see Mises, Human Action, pp. 468–71; see also
Allen G. B. Fisher, “The Significance of Stable Prices in a Progressive Economy,” Eco-
nomic Record (March 1935), pp. 49–64, and “Does an Increase in Volume of Production
Call for a Corresponding Increase in Volume of Money?” American Economic Review (June
1935), pp. 197–211; and George Selgin, Less than Zero: The Case for a Falling Price Level
in a Growing Economy (London: Institute of Economic Affairs, 1997).—Ed.]

loss. Of course, the gold standard cannot work if the governments are anx-
ious to sabotage its operation.

It may seem strange that men should cling to a monetary system under
which the formation of purchasing power is influenced by the changing
and, to some extent, accidental conditions of gold mining. But the only al-
ternative to this system is fiat money with all its sinister implications, since
it is impossible to discover an objective rule for the guidance of a planned
monetary manipulation.

The British plan pretends that it aims “at the substitution of an ex-
panding, in place of a contracting, pressure on world trade.” What it really
aims at is inflation, even hyperinflation. The new-fangled term “expan-
sionist” is but a poor substitute for the good old term “inflationist.”

It is not true that the rigid gold standard really amounts to a continu-
ous contraction or decline in prices. Notwithstanding the enormous in-
crease in the supply of commodities, the general trend of prices was, under
the gold standard, in an upward direction. The unfortunate attempts, re-
peated again and again, to create artificial booms through the method of
credit expansion, interrupted this slow but steady tendency toward rising
prices with periods of violent upward movements in prices. During the
depression phase that inevitably followed the artificial boom, a period of
falling prices usually occurred. But this did not interfere with the general
trend toward rising prices and a steady fall in gold’s purchasing power.23

E C The Silver Problem

Since time immemorial, the service of a common medium of exchange
was rendered competitively by two precious metals, gold and silver. With
the progress of industrialization and the intensification of both the do-
mestic and international division of labor, the inconveniences arising from
this monetary dualism became unbearable. The unification of the money
function in one medium of exchange became imperative.

It was not in the plans of the governments to substitute monometallism
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24 [On the history and effects of bimetallism, see J. Laurence Laughlin, The History of
Bimetallism in the United States (New York: D. Appleton and Co., 1896); and, Francis A.
Walker, International Bimetallism (New York: Henry Holt and Co., 1896).—Ed.]

25 [See Mises, The Theory of Money and Credit, pp. 89–91.—Ed.]

26 [“Gresham’s Law” was named for Sir Thomas Gresham (1517–79), financier and ad-
visor to Queen Elizabeth I. In a proclamation dated September 27, 1560, Gresham warned
that since the government had fixed the exchange rate between gold and silver at a level
different from the market rate, the more undervalued coins were sure to be exported. In
other words, the bad (overvalued) money would drive out the good (undervalued) money.
—Ed.]

for the parallel coexistence of two standards, gold and silver. The mode of
unification at which the governments aimed was bimetallism, that is, a
state of affairs in which both precious metals would be connected in a uni-
form system. They tried to impose upon the public a legal rate for the mu-
tual exchange of gold and silver. In so doing, they were free from any bias
in favor of either of the two metals. They tried to stabilize the exchange
ratio prevailing on the market at the time of their legislative interference.24

But it is beyond the power of any government to stabilize the price of any
commodity. Prices are fixed by the public on the market. Within a market
economy, governments cannot control prices. (And within a socialist sys-
tem, on the other hand, there are no prices at all; these are, of course, the
totalitarian governments.) As soon as the market ratio of exchange between
the two metals deviated from the legal ratio, the limitations of government
action become manifest.25 The operation of Gresham’s Law converted the
officially established double standard into a monometallism in which the
metal that the market—that is, the citizens—valued less than at the legally
decreed ratio became the only de facto standard.26

The issue of gold versus silver was determined by the course of British
events. Great Britain was economically far ahead of the rest of the world
during the period that decided the outcome of the rivalry between the two
metals. Its industrial achievements and its wealth bestowed an enormous
prestige upon its institutions. The gold standard was surrounded with a bril-
liant halo because it was the British standard. The adoption of gold
monometallism by Great Britain set the example that was later, step by step,
imitated by all other commercially important nations. The fact that Great
Britain’s monetary policy, aimed at the establishment of a double standard,
had assigned to silver an exchange value that was above the market ratio
prevailing in the critical period of the late seventeenth and early eighteenth
centuries resulted in the establishment of the gold standard first in the
British Isles and later, with the exception of China, in the rest of the world.
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27 [During the 1896 presidential contest between candidates William McKinley and
William Jennings Bryan, the great debate was over the issue of whether America required
a gold standard or a bimetal standard that would allow for the free minting of silver. Silver
advocate Bryan made a famous speech in which he declared that the American people
should not be crucified on “a cross of gold.”—Ed.]

28 [After the Silver Purchase Act of 1934 was enacted, the U. S. government began pur-
chasing silver at 50 cents per ounce and then issuing silver certificates on the additional sil-
ver reserves as though silver was worth $1.29 per ounce. This was essentially a method of
achieving monetary expansion. Silver purchases almost ended by 1942. In July of 1946, the
Treasury’s purchase price for silver was raised to a little more than 90 cents per ounce. After
1955, the Treasury sold silver to keep silver prices from rising. By November of 1961, it sus-
pended silver sales.—Ed.]

The demonetization of silver brought about a serious fall in its price.
It thus hurt the interests of the silver producers. They fought the gold stan-
dard and advocated either the silver standard or bimetallism because they
desired a higher price for silver. In these endeavors, they were supported
by groups which sought the same end because of pro-inflation considera-
tions. The American presidential election in 1896 decided the campaign
in favor of gold.27

Today, the problem of silver is no longer a monetary problem. It is a
problem of silver mining as a special branch of economic activity. As far as
the United States is concerned, it is partly a domestic economic problem,
like that of wheat or cotton, and partly a problem of the relations between
the U. S. and Mexico.

A return to the silver standard or to a double standard is simply out of
the question. But the future of silver mining is not at all desperate. It is not
unlikely that after the war an increased nonmonetary demand for silver
will remedy the conditions of the mines, even if the silver-buying policy of
America were to be discontinued.28

II The Monetary Chaos

A C Money in the Age of Government Interference 

with Business and Economic Nationalism

The gold standard was the standard of an age that, by and large, favored
free enterprise, the international division of labor, and peaceful coopera-
tion among nations. Its maintenance was considered undesirable in an
epoch of economic warfare and shooting war.

In the years between the two world wars, monetary policy had been
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transformed into a weapon used in both domestic class war and in inter-
national conflict. The governments were eager to use it against domestic
groups and against foreign countries. The result was chaos.

When a nation embarked upon a policy of inflation in the nineteenth
century, public opinion for the most part condemned the resulting cur-
rency depreciation as an undesired event, indeed often even as an eco-
nomic catastrophe. The deviation from the legally established gold parity
was considered an evil, and the foremost aim of governments was to return
as soon as possible to monetary stability. A rise of foreign exchange rates
was viewed as proof of an unsatisfactory management of public affairs.

Beginning in the early 1930s, quite different opinions and attitudes
were adopted. Nations began to consider currency devaluation as a bless-
ing. The ascendancy of economic nationalism altered their attitude with
regard to rising foreign exchange rates; they were no longer deemed an
evil but an asset.

This allegedly new monetary policy aimed at an expansion of exports
and at a restriction of imports. It has been pointed out in the previous sec-
tion that this effect amounted to placing foreigners in the profit-making
position and the domestic population in the losing position. Moreover,
the apparent advantage thus gained is only a temporary one and is bound
to disappear if the devaluation is not repeated after some lapse of time. A
country eager to readjust its foreign trade relations by such methods can-
not rest content with a single devaluation; the measure has to be applied
again and again. For example, Czechoslovakia devalued its currency in
February of 1934 and then again in October of 1936. France devalued the
franc in September of 1936 about 30 percent. But it did not stabilize the
price of foreign exchange and instead went on with its domestic inflation.
Correspondingly, the British pound rose from one hundred and five francs
in the days after the devaluation in September of 1936 to one hundred
and seventy-nine francs in May of 1938. Yet some experts of the French
treasury considered even this too moderate a devaluation and advocated a
pound price of two hundred or even two hundred and fifty francs.

The devaluation policy necessarily must turn into a race among vari-
ous nations. Each is anxious to outdo the others. It is the very nature of an
inflationary policy that it tends toward an accelerated pace. The further it
goes, the greater become the political difficulties of stopping its progress.

In spite of all warnings on the part of economists and of repeated ex-
perience with credit expansion, the commercially leading nations em-
barked in the 1920s on a credit expansion of unprecedented dimensions.
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29 [For Mises’s analysis of the causes of the Great Depression and its severity, see his mono-
graph, “The Causes of the Economic Crisis,” in On the Manipulation of Money and
Credit” (February 1931), pp. 173–203; see also Lionel Robbins, The Great Depression (New
York: Macmillan Co., 1934); and Murray N. Rothbard, America’s Great Depression (Prince-
ton, N.J.: D. Van Nostrand, 1963).—Ed.]

The inextricable breakdown came in 1929. It was in itself not a new phe-
nomenon. The previous booms had always ended in the same way. But in
this age of government interference with business and pressure group su-
premacy, strong resistance against the necessary adjustment of commod-
ity prices, wage rates, and interest rates prevented a relative rapid return to
normalcy and sound market conditions. Yielding to the demands of pres-
sure groups, the government substituted “quantitative import controls” for
the comparatively mild protectionism of earlier days. They embarked,
moreover, upon a policy of restricting output. They either compelled the
producers to cut production or subsidized them for not using their full
productive capacity. A corollary of these measures designed to bring about
government-made scarcity and to keep prices high was the endeavor of
the labor unions to prevent a drop in wage rates or even to raise them.
The result was lasting unemployment of a great part of the potential labor
supply.29

The prices and wage rates of the boom period cannot be maintained
when the boom comes to an end. Their fall is a necessary condition of re-
covery. But public opinion violently asked for government interference for
the purpose of preventing this readjustment. Thus the governments were
forced to go ahead with inflation. They devalued their currency systems
and embarked upon more credit expansion.

It has been asserted that the devaluations were necessary because
prices and wage rates had become rigid. To remedy this state of affairs,
people said, parities had to be made flexible. This was a euphemistic mode
for expressing the longing for more inflation. They spoke of “flexibility,”
but what they had in mind was always only downward foreign exchange
flexibility. Nobody contended that his own country’s currency was under-
valued with regard to foreign currencies; nobody advocated an upward
readjustment of his own country’s foreign-exchange parity. No government
ventured to raise the value of its currency in relation to foreign currencies;
it was always devaluation alone that was targeted.

Prices and, still more, wage rates, it is true, had become rigid. But this
was not due to any other reason than expectations of impending govern-
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ment interference. A businessman or a farmer will not accept lower prices
if he has well-founded expectations that the government will interfere very
soon in order to keep prices high. A trade union leader will not agree to
wage cuts if he knows that the government backs his resistance to down-
ward adjustments in money wages.

The term “full employment” is a demagogic slogan if it does not refer
to any definite height of wage rates. If the union rates exceed the market
rates, unemployment becomes unavoidable for many. The governments
and the unions can create as much unemployment as they want. With
minimum wage rates higher than the potential market rates, mass unem-
ployment will never disappear.

There was full employment both in Soviet Russia and in Nazi Ger-
many. Where there is compulsory labor service, there cannot be unem-
ployment. There is no unemployment in a penitentiary. If the workers of
the West had been ready to agree to wage rates which, although lower than
those of the boom years, would still have secured them a standard of liv-
ing very much higher than that of the German workers—not to speak of
the Russian workers—there would not have been any unemployment. It
was insincere demagogy to refer to German or Russian conditions as an ex-
ample for the Western democracies.

The policies adopted by the democracies were self-contradictory. On
the one hand, they were eager to bring about a rise of commodity prices
by restricting domestic output and by barring access to imported goods.
On the other hand, they tried to make wage rates rise. The politicians
promised in one breath to the producers “reasonable,” that is, high, prices
and to the consumers a low cost of living. One government agency com-
plained of the malnutrition of the masses, while another agency of the
same government subsidized farmers in order to restrict output. Such in-
consistencies and contradictions are, of course, the characteristic mark of
every pro-inflationary policy.

B C The Fallacies of Price Control

Governments make inflation. But at the same time, they pretend to fight
against its inextricable consequences.

A government inflates its currency because it wants to use the addi-
tional spending power for a curtailment of civilian consumption and for an
increase of public spending. A belligerent government, for instance, wants
to withdraw various commodities from the public, since it badly needs
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them for the conduct of war. The citizens, therefore, must correspondingly
consume less.

But the inflation, that is, the additional paper money and bank de-
posits, brings about an increase in the national income (in terms of the in-
flated currency). The citizens have more money to spend, while the supply
of goods available for civilian consumption drops. There are fewer goods
to buy, but the citizens have more money to buy them. A serious rise of
prices is unavoidable.

A rise of prices could be prevented only by financing the war exclu-
sively by taxes and loans from the public without any inflation. If the gov-
ernment does not like a rise of prices and wage rates, it would have to
abstain from inflation.

Price controls are futile. If, for instance, the price of one commodity
is fixed at a level lower than the potential market rate corresponding to in-
flation conditions, many producers, in order to avoid losses, will stop pro-
ducing this commodity. The marginal producers will go out of this
particular branch of business. They will use the factors of production—
both material and human, that is, labor—for the production of other goods
not affected by government price ceilings. This outcome is contrary to the
intention of the government. It has fixed the price of the commodity in
question because it considers it as a vital necessity. It did not want to reduce
its supply. The only method of preventing a fall in its supply would be to
repeal the maximum price decree. But the government does not like this
alternative, either. Thus it goes further and fixes the prices of the factors of
production needed for the production of the commodity in question. But
then the same problem appears with regard to the supply of these factors
of production. The government has to proceed still further and fix the
prices of the factors of production needed for the production of those fac-
tors of production that are needed for the production of the commodity
whose price fixing started the whole process. It is forced not to leave out
of its price-ceiling controls any goods, whether consumer or producer
goods, and any kind of labor and services. It has to determine for what
kinds of production every factor of production has to be used, since the
market, now paralyzed by government price controls, no longer provides
to entrepreneurs a guide for rational production decisions. The govern-
ment has to force every entrepreneur and every worker to continue pro-
duction and to work in accordance with its orders. It has to tell every
businessman what to produce and how; what materials to buy and from
where and at what prices; whom to employ and at what wage rates; to
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30 [On the nature and actual working of the Nazi form of the planned economy, see
Guenter Reimann, The Vampire Economy: Doing Business under Fascism (New York: Van-
guard Press, 1939); and Walter Eucken, “On the Theory of the Centrally Administered
Economy: An Analysis of the German Experiment,” Economica, Part I (May 1948), pp.
79–100, and Part II (August 1948), pp. 173–93. Also, Richard Pipes, Property and Freedom
(New York: Alfred A. Knopf, 1999), pp. 218–25.—Ed.]

whom to sell and at what prices. If any gap were to be left in this all-round
fixing of prices and wage rates, and if any were not clearly instructed to
work in accordance with the government’s orders in this all-round com-
mand system, then entrepreneurial activity—and capital and labor—
would flow into those branches of business that remained free. The gov-
ernment’s plans would be partially frustrated since the intention is pre-
cisely to increase or to maintain the production of those goods whose
prices it has fixed.

But if such a system of all-round price and production control by the
government is finally reached, the country’s social and economic struc-
ture has been entirely changed. If all prices and wage rates are fixed, if the
capitalists are no longer free to determine the way in which they may use
their capital, if—as a result of all-round government price-fixing—the
height of profits and of interest rates is virtually determined by the au-
thorities, socialist all-round planning has been substituted for capitalism
and free enterprise. Prices, wage rates, and interest rates are no longer what
they were under a market system. They are now mere quantitative terms
set by government decree within the framework of a socialist society.
Money is no longer money, that is, a medium of exchange, but is a
counter. There are no more entrepreneurs, but only shop managers bound
to obey unconditionally the orders issued by the authorities. Everyone’s
standard of living is fixed by the government; everyone is a civil servant, a
clerk in the great machine. This is socialism of the German type,
Deutscher Sozialismus, as practiced by the Nazis. The Fuehrer alone op-
erates the whole system; his will alone decides and directs every subject’s
activity and fixes his standard of living.30

Many British and American statesmen and politicians are fascinated
by the alleged success of the German system of price controls. You have
only to be so brutal and ruthless as the Nazis are, they say, and you will suc-
ceed in controlling prices. What these people, eager to fight the Nazis by
adopting their methods, do not see is that the Nazis did not enforce their
system of price controls within a market society; instead, they have estab-
lished a full socialist system, a totalitarian commonwealth.
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31 [For Mises’s detailed criticisms of various forms of government intervention in the
market economy, including price controls, see Critique of Interventionism (Irvington-
on-Hudson, N.Y.: Foundation for Economic Education, [1929] 1996); Liberalism in the
Classical Tradition (Irvington-on-Hudson, N.Y. and San Francisco, Calif.: Foundation for
Economic Education and Cobden Press, [1927] 1985), pp. 60–104; Interventionism: An
Economic Analysis (Irvington-on-Hudson, N.Y.: Foundation for Economic Education,
[1940] 1998); Human Action, pp. 716–79; Planning for Freedom (South Holland, Ill.: Lib-
ertarian Press, revised 4th ed., 1980).—Ed.]

It is necessary to realize that price controls are contrary to purpose if
they are limited to some commodities only. The state of affairs that the
controls then bring about is, from the viewpoint of the price fixing au-
thority and the public, more unsatisfactory than the previous state that it
intended to alter. The government did not want at all to restrict the sup-
ply of the commodities in question. It wanted to make it easier for the con-
sumers to get them, not more difficult. But if the government does not
draw from this failure the conclusion that it has to abandon all attempts to
control prices, it must go further and further until it substitutes socialist
all-round planning for the market economy. Within a market economy,
there is no such thing as a satisfactory working system of price controls.

Production can either be directed by the prices fixed on the market by
the buying or by the abstention from buying on the part of the public. Or
it can be directed by the government’s control board of production man-
agement. There is no third solution available. There is no third social sys-
tem feasible that would be neither market economy nor socialism.
Government control of only some prices must result in a state of affairs
that—without any exception—everyone considers absurd and contrary to
purpose. Its inextricable result is chaos and general social unrest.31

C C Foreign Exchange Control

Foreign exchange control is the corollary of domestic control of prices and
wage rates. The government fixes the price of foreign exchange at a lower
rate than the market. It makes it a criminal offense to buy or to sell foreign
exchange at a higher price.

Such a measure would result in preventing all deals in foreign ex-
change. People who already own foreign exchange or acquire it in the
course of their transactions will try to keep it in order to avoid losses. There
will be no supply of foreign exchange on the market, while the quantity
demanded for it will expand precisely because its price has been reduced
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32 [On the establishment and workings of exchange controls in Germany, Austria, and
Hungary in the period between the two world wars, see Howard S. Ellis, Exchange Con-
trol in Central Europe (Cambridge, Mass.: Harvard University Press, 1941); see also Oskar
Morgenstern, “The Removal of Exchange Control: The Example of Austria,” International
Conciliation, No. 333 (October 1937), pp. 678–89.—Ed.]

by the government. Almost all economic transactions with foreign coun-
tries will at once come to a standstill, provided that the government is
strong enough to prevent the emergence of a black market.

Therefore, the government is driven to go further. It must nationalize
all dealings in foreign exchange. It expropriates all owners of foreign ex-
change and gold. Every resident is forced to “sell” his holdings to a gov-
ernment agency at the official rate. Thus this agency becomes the only
dealer in foreign exchange. But even this measure fails to remedy the evil.
It does not increase at all the amount of foreign exchange available. It only
hands it over to the government agency. The effects of the maximum price
decree remain—namely, a restriction of exports and of the supply of for-
eign exchange.

The government wishes to save face and, therefore, without changing
the wording of the decree, maintains an “ostrich policy.” It pretends that
its enforcement agency exactly complies with the decree. But if the agency
were really to sell foreign exchange at the official rate, its activity would
amount to subsidizing a group of privileged import dealers, while the bulk
of business would not get any foreign exchange at all. On the other hand,
its indemnifying the expropriated owners of foreign exchange at the offi-
cial rate only would mean taxing, and thereby impeding, export trade. As
all this would be undesirable, even idiotic, the government itself turns to-
ward various makeshifts and tricks for the illusion of its own decree. The
genius of the experts has been to invent various fanciful terms for these
methods. But whether they speak of export premiums, subsidies, taxation
of windfall profits, or anything else, the essence of all these methods is the
same: The government actually buys and sells foreign exchange not at the
official rate, but at the market rate. To the extent that a privileged person,
notwithstanding, gets foreign exchange at the official rate, this is a delib-
erate gift to “friends” of the government at the expense of the treasury.32

It has been advanced in favor of foreign exchange control that the
prices on the domestic market did not change proportionately with the
rise of foreign exchange rates. Thus businessmen engaged in foreign trade
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33 [Heinrich Bruening (1885–1970) was a Christian trade union leader and German Cen-
ter Party politician. He was appointed Chancellor of Germany in March of 1930 by Ger-

make windfall profits whose confiscation seems to be fair and does not
hamper trade. It has been pointed out above that commodity prices lag for
some time behind the rise of foreign exchange rates. But three things have
to be observed. First, this does not refer to goods whose domestic supply
depends totally or mainly on imports from abroad. Second, the fact that
the prices of all imported goods must rise very quickly and that export trade
becomes temporarily more profitable creates a tendency toward a restric-
tion of imports and an expansion of exports, that is, toward an increased
supply of and a lower demand for foreign exchange. It is contrary to pur-
pose that the government counteracts a tendency that, from its own point
of view, appears beneficial. Third, with the absence of foreign exchange
control, the windfall profits of export trade would very soon disappear
under the pressure of competition.

At any rate, foreign exchange control is tantamount to the full na-
tionalization of foreign trade. For the United States, this would not mean
very much, as the amount of its foreign trade is a comparatively small part
of its total trade. But for almost all other countries, nationalization of for-
eign trade results in dictatorial powers for the government. Where every
branch of business depends, to some extent at least, on the buying of im-
ported goods or on the exporting of a smaller or greater part of its output,
the government is in a position to control all economic activity. He who
does not comply with any whim of the authorities can be ruined either by
the refusal to allot him foreign exchange or to grant him what the gov-
ernment considers as an export premium, that is, the difference between
the market price and the official rate of foreign exchange. Besides, the gov-
ernment has the power to interfere in all the details of every enterprise’s in-
ternal affairs; to prohibit the importation of all undesirable books,
periodicals, and newspapers; and to prevent everybody from traveling
abroad; from educating his children in foreign schools; and from consult-
ing foreign doctors. Foreign exchange control was the main vehicle of Eu-
ropean dictatorships. When Hitler came to power in 1933, in order to
impose his dictatorship upon the whole German nation he had nothing to
do but to enforce the foreign exchange control established by one of his
predecessors, Mr. Bruening, in 1931.33
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man President Paul von Hindenberg. He resigned in May of 1932 and later immigrated to
the United States.—Ed.]

34 [A “foreign exchange equalization fund” was meant to serve as a “buffer” supply of gold
or foreign assets, which would enable a government to resist variations in its currency’s for-
eign exchange rate (a) by buying all of its own currency offered for sale on the foreign ex-
change market at the established rate of exchange, if there were speculative selling of its
currency, and (b) by selling its own currency in any amount demanded on the foreign ex-
change market at the established rate of exchange, if there were speculative buying of the
currency. The funds set aside for this purpose were considered at best sufficient to fight off
short-term fluctuations in the country’s exchange rate.—Ed.]

D C Foreign Exchange Equalization

There is but one means to keep a local and national currency permanently
at par with gold and foreign exchange: unconditional redemption. The
central bank has to buy at the parity rate any amount of gold and foreign
exchange offered against domestic bank notes and deposit currency; on
the other hand, it has to sell, without discrimination, any amount of gold
and foreign exchange asked for by people ready to pay the parity price in
domestic bank notes, coins, or deposit currency. Such was the policy of
central banks under the gold standards. It worked very satisfactorily and
secured stability of foreign exchange rates.

Pegging a certain rate of foreign exchange is tantamount to
redemption.

A foreign exchange equalization account, too, can only succeed in its
operations as far as it clings to the same methods.34

The reasons why European governments have preferred foreign ex-
change equalization accounts to the operation of central banks are
obvious.

Central bank legislation was an achievement of democratic govern-
ments that would not dare to challenge, openly at least in the conduct of
financial policies, the public opinion of the democratic countries. The op-
erations of central banks were, therefore, adjusted to economic freedom.
For that reason, they were considered as unsatisfactory in this age of rising
totalitarianism. The main characteristics of a foreign exchange equaliza-
tion account, as distinguished from central bank policy, are:

1 The authorities keep the transactions of the account secret. The law
has obliged the central banks to publicize their actual status at short in-
tervals (as a rule, every week). But the status of the foreign exchange equal-
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ization accounts is only known to the initiated. Officialdom renders a re-
port to the public only after a lapse of time when the figures are of inter-
est to historians alone and of no avail at all for the businessman.

2 This secrecy makes it possible to discriminate against people not fa-
vored or even opposed by the authorities. In many continental countries of
Europe, it resulted in scandalous corruption. Others used the power to dis-
criminate for the oppression of minorities.

3 The parity is no longer fixed by a law duly promulgated by parlia-
ment and therefore known to every citizen. Its determination depends upon
the arbitrariness of bureaucrats. From time to time, the newspapers re-
ported, “The Ruritanian currency is weak.” A more correct description
would have been to say, “The Ruritanian authorities have decided to raise
the price of foreign exchange slightly.”

A foreign exchange equalization account is not a magic wand for rem-
edying the evils of inflation. It cannot apply any means other than those
available to “orthodox” central banks. And it must, like the central banks,
fail in the endeavor to keep foreign exchange rates at par if there is do-
mestic inflation and credit expansion.

E C The Problem of Urgent Imports

Many people believe that an urgent demand for foreign goods can render
the balance of payments unfavorable and thereby result in a rise of foreign
exchange rates, even if there is no domestic inflation. They think that the
government can, by means of foreign exchange controls, prevent the im-
portation of unnecessary luxury goods and, thus, both increase the amount
of foreign exchange available for the importation of vital necessities and
stop the upward movement of foreign exchange rates.

This doctrine is utterly fallacious.
Foreign trade is an exchange of commodities and services, just as is

domestic trade. No government interference is needed to prevent the res-
idents of New York from “exporting” all their money to the agricultural
districts of the country, although their demand for food is more urgent (in
the sense in which the supporters of this doctrine use to apply the term)
than the demand of the farmers for the commodities with which the New
Yorkers supply them. Every resident of New York who wants to buy food
“imported” from the countryside has to pay for it and, therefore, to earn the
money needed for its purchase. The population of New York can buy only
as much as they can pay for. If the money they pay to the farmers were not
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to flow back through the buying of New York products and amenities on
the part of the farmers, they would be forced to restrict their consumption.

No government interference is needed to prevent any individual citi-
zen from the evils of an unfavorable balance of his own payments. If he is
foolish enough to spend all his money on luxury goods, he will have to
forego vital necessities. In extreme cases, it may prove expedient to place
a man not fit to manage his own affairs properly under the care of a
guardian. This guardian’s duty, to be sure, will not be to restore a disturbed
balance of payments, but to force the man to use his money in a more rea-
sonable way. But the government—at least in democracies—is not the
guardian of the citizens.

It is exactly the same with a nation’s foreign trade. The country that
does not get credit has to pay cash for the whole of its purchases. If it lacks
this money, that is, this foreign exchange, it must restrict its imports.

Let us assume that a country is without a domestic production of bread
and motorcars. The entire population consumes bread, and a few wealthy
men drive cars. The government wants to increase the poorer citizens’
consumption of bread. It forbids the importation of motorcars and other
luxury goods, expecting that more foreign exchange then will be available
for the importation of bread. But this is an error. What really follows is that
the rich spend the money they used to spend for cars for the expansion of
their consumption of other domestic products. This additional demand
raises the prices for these products and prevents their exportation. The gov-
ernment’s interference does not give the poor more money for the pur-
chase of bread. It only results in a change in the consumption of the rich
and a curtailment both of imports and exports. If the government really
wanted to increase the poorer citizens’ consumption of bread, it would
have to tax the rich in such a way that they could no longer afford to buy
and drive cars. Then the government must distribute the collected (do-
mestic) money to the poor, thus enabling them to spend more money for
bread. The grain dealers will buy the foreign exchange no longer asked
for by the motorcar trade and will import more foreign cereals. We do not
need to inquire whether such a policy would be wise and whether it would,
in the long run, prove disastrous. But it can, in the short run, achieve the
ends desired by the government, while the prohibition of the importation
of luxury goods must fail, even in the short run.

After the war, many countries will badly need imports from abroad.
However, they will not be in a position to procure more foreign goods than
they can pay for, either out of their own funds or out of funds borrowed
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35 The establishment of separate foreign exchange equalization accounts did not alter
this state of affairs. For all practical purposes, the central banks’ reserve and the foreign ex-
change equalization account form a homogeneous unit.

abroad. (We are not referring to the relief work of charitable agencies; it is
obvious that such gifts do not disturb the equilibrium of the balance of
payments.)

The contrary opinion is due to the mistaken assumption that people
import from abroad without regard to the prices they must pay for foreign
goods and the amount of money that is available to them to purchase those
goods; only later, when payment is due, do they supposedly discover that
they lack the money needed to cover their purchases. It is unnecessary to
explode such myths. However, they were almost universally regarded as
true in the last several decades and they provided a spurious justification
for an unswerving hostility to imports. They were a cog in the doctrinal
structure that brought about economic nationalism and the trend toward
national autarky.

Except for charitable gifts on the part of the United States, there is
only one means available to make it possible for the victims of the Nazis
to purchase an excess of imports over their current exports: foreign credit.
Monetary manipulations are of no avail.

F C The “Hot Money” Problem

One of the characteristic features of the gold standard, as experienced first
in Great Britain and then later in almost all other countries, was that it
was a one-reserve system. The country’s reserve of gold and foreign ex-
change was almost entirely concentrated in the central bank.35 The other
banks and the bankers no longer kept any considerable funds of gold and
foreign exchange in their institutions. They relied upon the central banks’
reserves entirely. This made them dependent on the central banks. The su-
premacy of the central bank encouraged the government’s inflationary
experiments.

More serious shortcomings of the one-reserve system emerged with
the appearance of the unfortunate circumstances of the last decades. Many
capitalists became anxious to protect their capital against their own gov-
ernment’s policies of confiscatory taxation, open expropriation, and de-
valuation. They entrusted their funds as demand deposits to commercial
banks and bankers of countries whose currency conditions at the moment
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seemed to be worthy of more confidence. As soon as doubts concerning
the stability of this country’s currency appeared, they hurried to withdraw
their balances and to transfer them to another country in which the risk of
an impending depreciation seemed less likely.

The banks and the bankers of the countries visited temporarily by such
“hot money” did not handle this situation adequately. They did not bother
about the responsibility arising from the acceptance of such demand de-
posits. They used the funds entrusted to them for expanding their loans
and did not weigh the consequences. The only cautious method of deal-
ing with this hot money would have been to keep a reserve of gold and of
foreign exchange large enough to pay back the entire amount in case of a
sudden withdrawal. Of course, this would have forced the banks to charge
the customers a commission for keeping their funds safe.

Let us look at the situation of the Swiss banks on the day in Septem-
ber of 1936 when France devalued the franc. The depositors of hot money
became frightened. They feared that the Swiss might follow the French ex-
ample. It was to be expected that they all would try to transfer their funds
immediately to London or New York or even to Paris, which for the com-
ing weeks seemed to offer a smaller risk of currency devaluation. But the
Swiss commercial banks were not in a position to pay back these call-
deposits without the aid of the Swiss National Bank. They had lent these
deposits to businesses—in large part, to businesses in countries that,
through foreign exchange controls, had blocked the use of their balances
in foreign exchange transactions. The only way out would have been to
borrow from the Swiss National Bank. Then they would have maintained
their own solvency. But the depositors paid out would have immediately
asked the National Bank for the redemption in gold or foreign exchange
of the bank notes received. If the National Bank were not to comply with
this request, it would thereby have actually abandoned the gold standard
and devalued the Swiss franc. If, on the other hand, the bank had re-
deemed the notes, it would have lost the greater part of its gold reserve. A
panic would have resulted. The Swiss themselves would have tried to pro-
cure as much gold and foreign exchange as possible. The entire monetary
system of the country would have collapsed.

The only alternative for the Swiss National Bank would have been for
it not to have assisted the other banks at all, but this would have been
equivalent to the insolvency of the country’s most important credit
institutions.

The Swiss government had only one means to prevent an economic
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36 [The “sterling area” referred to those countries that were members of the British Com-
monwealth and the dependent colonial empire of Great Britain, as well as a number of
other nations (such as Denmark, Greece, and Turkey) that continued to peg the value of
their respective currencies to the British pound following Britain’s abandonment of the
gold standard in September of 1931 and that maintained a portion of their central bank re-
serves in British sterling on deposit in London with the Bank of England.—Ed.]

catastrophe: to follow suit forthwith and to devalue the Swiss franc. The
matter did not brook delay.

By and large, after the Second World War, Great Britain will face sim-
ilar conditions. London was the world’s banking center before the First
World War. It has long since lost this function. But foreigners and citizens
of the [British] Dominions still kept, on the eve of the present war, con-
siderable short-term balances in British banks. Besides, there are the large
deposits due to the central banks in the “sterling area.”36 They all are frozen
by foreign exchange restrictions. But it is likely that they will be withdrawn
as soon as these restrictions are dropped. The menace of this hot money
is one of the main problems of Great Britain’s postwar monetary policy.

The essential aim of the British proposals for an International Clear-
ing Union (the so-called “Keynes Plan”) is to relieve Great Britain of the
burden of these hot-money debts. They are to be taken over by the inter-
national bank. There they should create new credits in bancor (or, ac-
cording to the American plan, in unitas). Thus the starting operation of the
new international bank would have to be an inflationary experiment of
huge dimensions for the benefit of the British banks. Frozen credit could,
by a stroke of the pen, be converted into ready money. Debts, which the
British debtors cannot pay in accordance with the terms of the contract,
would by a miraculous operation become British assets.

Great Britain’s embarrassment is similar to the dilemma that Switzer-
land had to face in 1936. It is, at any rate, a British problem and has to be
treated as such. We can easily understand why the British are opposed to
a solution that would impair their country’s currency system. If the Bank
of England were to increase its issue of bank notes to the extent needed for
the reestablishment of the liquidity of the commercial banks, it would
bring about a tremendous inflation and, consequently, a serious fall in the
sterling’s purchasing power and a violent rise of foreign exchange rates.

The only alternative to this procedure is to deal with the matter as one
deals with other cases of temporary insolvency. A realistic appreciation of
the case cannot help recognizing that the British banks and bankers con-
cerned are in a position in which they cannot meet their commitments in
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accordance with the terms of the underlying contracts. They must invite
their creditors for a consideration of the problem. They must openly con-
fess their inability to fulfill their obligations. They must offer their creditors
an immediate payment of such an amount as they can afford to the best of
their ability and must ask for the permission to postpone the payment of the
rest for a reasonable time. The creditors must willy-nilly accept a standstill
agreement if they are convinced that their debtors are ready to make all en-
deavors toward payment. After all, for the creditor of an insolvent debtor no
other choice is left than to accept as much as the debtor can pay.

The unfortunate effects of the monetary mismanagement of the past
must be liquidated entirely without any burden on the new order to be
created after the war. No sophisticated scheme will work satisfactorily if
encumbered with the sad inheritance of the blunders of policies whose
inadequacy is universally admitted.

III The Establishment of Sound Currency Conditions

A C The Need for National Action

The unfortunate state of international relations, which finally resulted in
the tremendous catastrophe of the present war, was the outcome of bad do-
mestic policies on the part of almost all nations. Within a world of eco-
nomic nationalism, there cannot be any question of lasting peace. If the
various nations do not radically change their domestic policies, no treaties
and no international offices and tribunals will succeed in preventing
armed conflicts.

The need for closer international cooperation to check some nations’
lust for conquest and hegemony is imperative. However, some people back
such projects only because they hope that an international organization
will relieve them from the necessity of adequately rearranging their own
domestic affairs.

This is especially the case in the field of monetary reconstruction. No
international agreement and no international bank is required for the sta-
bilization of foreign exchange rates. If every nation abandons all infla-
tionary measures, stability of foreign exchange rates will result
automatically. If, on the other hand, the various nations cling to inflation,
no international settlement will secure monetary stability.

It is indeed comforting that doctrinarians, statesmen, and politicians
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who only a few years ago violently advocated unstable foreign exchange
rates and fanatically backed inflationary policies have now recognized at
least some of their fallacies and are anxious to return to the stability of for-
eign exchange rates. Such magnanimous avowal of errors committed in
the past is extremely rare. It is the mark of personal sincerity and honesty.
It merits the highest admiration.

Yet, not enough attention is paid to the fact that sound monetary pol-
icy must begin at home.

B C The Position of the United States

The main financial and economic burden of the war rests on the people
of this country. Without Lend-Lease, the other Allied nations would have
long since been forced to stop fighting and resisting the aggressors. Be-
sides, the United States has built up the biggest army, the strongest navy,
and the most formidable air force. The gallantry of the American armed
forces is on the point of defeating the Germans and will finally crush
Japan.

Notwithstanding this unprecedented effort, this country will emerge
from the war as the world’s paramount nation. Its economic, financial, po-
litical, and military power will supersede that of any other nation. Its moral
and intellectual prestige will be unparalleled. All other nations will look
with awe at America and will expect American aid for their own postwar
reconstruction.

Such an eminent position involves a great responsibility. Not only moral
and altruistic considerations, but no less its own material interests will com-
pel the United States to care about other nations’ well-being. In this age of
international division of labor, in which every point of the earth’s surface can
be reached from New York in less time than was needed one hundred and
twenty years ago to travel from New York to Chicago, no nation can flourish
and live in safety if the rest of the world suffers from chaotic conditions.

However, even the most altruistic attitude on the part of this country
will prove useless if the other nations do not try to manage their own affairs
in the most efficient way. The greatest sacrifices made by America will be
futile if the beneficiaries do not abandon policies essentially detrimental
to their own vital welfare. American aid would do more harm than good
if, for instance, credits granted by America were to be used by the bor-
rowers for the continuation of bad policies and for the postponement of ur-
gent reforms.
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37 [The phrase “the stabilization crisis” came into use during the period that followed the
“Great German Inflation” in November of 1923. It referred to a period of postinflation
readjustment during which capital and labor had to be reallocated as a cure for the misdi-
rection of resources during the inflationary episode. With the discovery that some capital
had been consumed during the inflation, investment horizons had to be shorted and redi-
rected. See Constantino Bresciani-Turroni, The Economics of Inflation: A Study of Cur-
rency Depreciation in Postwar Germany, pp. 359–97.—Ed.]

The greatest and most valuable service that this country can render to
the rest of mankind would consist of the best possible management of its
own domestic affairs for the attainment of domestic prosperity. Then the
example set by America will be imitated by the other nations.

This is true with regard to monetary and financial reconstruction, too.
After the war, America will have to choose between the continuation of its
present inflationary policy and the return to monetary stability. If it de-
cides in favor of inflation, no action on the part of any other nation or on
the part of any group of nations will be of any effect. Stability of foreign ex-
change rates could then only be attained if the other nations were ready
to keep pace in their domestic inflation with that of America.

But if, on the other hand, America turns toward a policy of monetary
stability, that is, practically to the gold standard, all those nations that are
anxious to get American credits will follow suit. Stability of exchange rates
will ensue automatically.

C C A New Gold Standard in America

1. The core of American currency reform lies in balancing the national
budget entirely by means of taxes and of loans granted by the public. Since
under present conditions the commercial banks are expanding credit prac-
tically openly for the sake of financing the Treasury, this would virtually
stop the further progress of inflation.

It would be highly desirable if this decisive measure could be achieved
as soon as possible. There is danger in delay. The longer inflation goes on,
the more detrimental become its inextricable evils, and the more difficult
it is to stop it spontaneously. But realistic reflection has to admit that
notwithstanding the most serious endeavors of the administration and of
Congress, political conditions may hinder the balancing of the budget for
the duration of the war.

The abandonment of inflation brings about economic frictions that
have been styled by economists as the “stabilization crisis.”37 The effects of
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38 [On the process of capital consumption due to economic miscalculations during an in-
flation, see Mises, Nation, State and Economy, pp. 160–63 and The Theory of Money and
Credit, pp. 234–37; Fritz Machlup, “The Consumption of Capital in Austria,” The Review
of Economic Statistics (January 15, 1935), p. 13. As Machlup notes, “The discussion of cap-
ital consumption and economic decline was provoked by the course of events observed in
Austria during the war, the postwar inflation, and during the years of social reform.... Pro-
fessor Ludwig von Mises was the first, so far as I know, to point to the phenomenon of the
consumption of capital.”—Ed.]

39 [For Mises’s 1923 analysis of the process and effects of the Great German Inflation and
the methods for ending it, see “Stabilization of the Monetary Unit—From the Viewpoint
of Theory,” in On the Manipulation of Money and Credit, pp. 1–49.—Ed.]

the capital consumption caused by inflation become visible and unavoid-
able.38 The illusions created by the affluence of fiat money vanish. Payday
dawns. A painful process of recovery and readjustment starts.

Yet these disastrous consequences are unavoidable. They can only be
aggravated by postponing the reform. No inflation can go on forever. It
must result in the total devaluation of the currency system if it is not
stopped in time. There cannot be any doubt that American common sense
will choose the second alternative and will not follow the example set by
Germany in 1923.39

As soon as Congress will have succeeded in balancing the budget, the
demagogues will complain of alleged deflation and will violently ask for
“reflation,” that is, a continuation of inflation. It will be the task of the
press to explain to the nation the futility of such objections and proposals.

2. The second step of the reform has to consist of the adoption of a
rigid 100 percent reserve plan. Every further increase of bank deposits sub-
ject to check and of any kind of bank notes, paper money, and money cer-
tificates has to be prohibited unconditionally, if the total additional amount
of such money and money substitutes is not entirely backed by an ad hoc
deposit of gold with one of the Federal Reserve banks. Such ad hoc de-
posits have to remain blocked permanently; a release is only permitted if
a corresponding reduction in the amount of bank notes or deposits takes
place.

For the interval preceding the promulgation of the dollar’s new gold
parity, the heights of the ad hoc gold deposit required for every additional
dollar should be fixed in accordance with the market price (in terms of
dollars) plus a margin of ten percent. With the promulgation of the dollar’s
new gold parity, a readjustment of the amount of the ad hoc deposits
should take place, and any forthcoming excess could be released.
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It would be superfluous to apply the same rigidity to the issue of addi-
tional fractional coins by the government. The danger that such tokens
could serve as a vehicle of inflation can easily be removed by the obliga-
tion of the treasury to exchange any amount of them exceeding one dol-
lar against bank notes or—later—against gold coins.

3. The third step, to be made simultaneously with the second, has to
consist of the repeal of all laws and decrees that prevent the establishment
of a free market for gold and foreign exchange. Every individual and every
corporation should regain the right to own, to buy, and to sell ad libitum
gold and foreign exchange.

At the same time, all restrictions on the export of gold and foreign ex-
change and the payment to foreigners should be removed. This must not
interfere with blocking the accounts of enemy aliens and of governments
at war with the United States. Besides, the balances due to countries that
have blocked—either by foreign exchange control or by other methods—
the balances of Americans, should remain blocked, too. This problem
must be settled by special agreements.

4. After some higgling and oscillating, the market will show a some-
what stable gold price. Then the time will be ripe for the fourth and final
step: the adoption of the new gold parity of the dollar. The parity has to be
fixed at such a level that no sensible changes on the American markets
turn up. The dollar should be neither overvalued nor undervalued. Its ac-
tual gold parity should be stabilized.

Technically, the maintenance of the new gold parity must be achieved
by the same methods of buying and selling gold that were used in previ-
ous years for the maintenance of the then legal parity.

D C The Domestic Economic Consequences 

of the Gold Standard

The adoption of a rigid 100 percent reserve scheme for any future increase
of bank notes and deposits subject to check would not prevent further ex-
pansion in the quantity of money. It will only make the gold standard ef-
fective, as the expansion of the currency will entirely depend on the newly
mined gold. It will not stabilize prices. No method can stabilize prices in
a nonstationary state of society. Price changes are the characteristic mark
of every progressive society. The attempts toward price level stabilization
are utterly hostile to any improvement of economic conditions. They tend
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40 [“Money substitutes,” in Mises’s terminology, refers to claims to a commodity money
(such as gold) in the form of bank notes or checks that are readily and generally accepted
in transactions and that are believed to be redeemable on demand at the banking institu-
tion that has issued them. Mises distinguished between money substitutes that are backed
100 percent by commodity-money reserves at the issuing institution (“money certificates”)
and those money substitutes issued by a bank that are less than fully backed (“fiduciary
media”). Loans extended on the basis of 100 percent reserve backing were referred to as
“commodity credit,” and those loans extended on the basis of less than 100 percent reserve
backing were called “circulation credit.” See Mises, The Theory of Money and Credit, pp.
63–76, 155–56, and 293–404; and Human Action, pp. 432–44.—Ed.]

41 [The British Bank Act was passed in July of 1844. It divided the Bank of England into
two parts, a note issue department and a banking department. The note issue department
was restricted in the amount of bank notes it could issue on the basis of government debt
(a maximum of fourteen million pounds); and notes issued beyond this had to be fully
backed on the basis of additional deposits of gold coin or gold and silver bullion.—Ed.]

to perpetuate existing conditions while all our hopes must be founded on
further improvement.

What the 100 percent reserve scheme, as defined above, aims at is the
prevention of credit expansion. Credit expansion does not remedy any evil.
It does not really add anything to the supply of goods. Its only lasting effect
is to bring about capital malinvestment. The artificial boom must end in
a slump. He who wants to prevent the depression has to prevent the boom.
The boom is neither good business nor prosperity; it is the illusion of both.
What is needed is the elimination of the business cycle. Not stability of
prices, but stability of the trend of business is desirable.

The progress of capital accumulation supplies the means for the im-
provement of methods of production. The higher the productivity of labor,
and thereby wage rates, is in a country, the greater is the amount of capi-
tal per head. But capital consists mainly of capital goods, that is, material
factors of production; money is only an exiguous part of capital. Credit ex-
pansion creates only additional money substitutes, not, to be sure, mater-
ial agents of production. It makes prices rise, but it does not strengthen
productive capacity. To repeat, it leads to malinvestment, which is a waste
of capital goods.40

It was the aim of the British Bank Act of 1844 to prevent credit ex-
pansion by tying the issue of additional bank notes to a 100 percent re-
serve.41 The plan failed because it did not impose the same limitations
upon bank deposits subject to check. Its only effect was that deposits be-
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42 [On the inadequacy of the British Banking Act of 1844, see Mises, “Monetary Stabi-
lization and Cyclical Policy,” pp. 144–45, and Human Action, pp. 571–75.—Ed.]

came the main vehicle of credit expansion.42 If future credit expansion is
to be avoided, it is necessary to apply the one hundred percent reserve
principle also to bank deposits, which are now—at least in the Anglo-Saxon
countries—the chief means of bank loan expansion.

It is illusory to expect that any method other than the one hundred
percent reserve plan could possibly work under postwar conditions. The
pro-inflation policy of the last decades and the fallacious teachings of some
doctrinarians have produced a mentality that would make people abuse
any gap left in the frame of anti-inflation legislation. If any kind of credit
expansion is not radically banned, it will be impossible for the adminis-
tration and for Congress to withstand the attacks of pressure groups asking
for inflation. Balancing the budget is one of the most tedious tasks of states-
manship. A parliament is always in an embarrassing situation when the
public asks at the same time for lower taxes and for an increase of expen-
ditures. If the loophole of credit expansion is left, it will certainly be used
and misused again. In the gloomy days of reconstruction, when the whole
world will be suffering from the consequences of the war, an inflationary
policy will be extremely tempting. Only the acceptance of a rigid princi-
ple will prevent an unprecedented credit expansion and its unavoidable
outcome, a slump more terrible than that of 1929.

E C Monetary Reconstruction in 

the Rest of the World

With the establishment of a rigid domestic gold standard, the United
States will have achieved all it can for the world’s monetary reconstruction.
The rest must be left to national action on the part of each country.

It would be a serious mistake if the United States were to apply—
whether alone or in joint action with other nations—any kind of pressure
in order to induce any nation to accept the gold standard or tie up its na-
tional currency with the dollar or with any other foreign currency. Such a
move would be easily misunderstood. The nations in question would be-
lieve that, in establishing a sound currency, they were granting a favor to
the United States. They would complain about illusory sacrifices. They
would indict the gold standard as a system detrimental to their own wel-
fare, one serving only the selfish interests of America. They would fancy
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that they are entitled to claim an indemnification on the part of America
for alleged disadvantages.

This country, it is true, has a selfish interest in the well-being of all
other nations. But it would be a grotesque misrepresentation of the state-
of-affairs to assert that America’s concern about any other nation’s well-
being is greater than that of the other nations in question, themselves. No
nation, in rearranging its own currency system, renders a favor to the
United States. If it best serves its own interests, it takes care of its own eco-
nomic affairs. Such a policy may be beneficial to all other countries and
to the United States, too, but it is, for all that, primarily a policy for the sake
of national interests. It does not give them the right to ask for a reward
from this country.

Almost all other nations have, even more than America, only the
choice between a rigid gold standard and hyperinflation with all its con-
sequences. If they were to choose the second alternative, they will very
soon collapse and jeopardize their social structure and their political in-
dependence. Common sense and patriotism will force them to adopt the
gold standard of their own accord.

Foreign intervention would be futile. It is impossible to compel a sov-
ereign nation to cling to a policy of stable foreign exchange rates. If the na-
tional government is refractory, it will always know how to smuggle in
inflation and will plead its innocence by referring to force majeure. A pol-
icy of stable foreign exchange rates must be the outcome of a nation’s in-
sight into the disadvantages of fluctuating exchanges.

It will be very hard indeed for many nations to properly balance their
budgets. But it will be an iron necessity, as a balanced budget is a prereq-
uisite to the abandonment of inflation and the return to stable foreign ex-
change rates. And only nations that have succeeded in these attempts will
get foreign credit and investments.

The international capital and loan market has been knocked to pieces
by the policies of those countries that most urgently need the aid of foreign
capital. These countries’ governments have not only evaded fulfillment of
contracts and agreements into which they had voluntarily entered, but
also, by means of foreign exchange controls, they have prevented citizens
who are ready to pay from meeting their obligations. If the methods
adopted by most of the European countries in the 1930s were to prevail,
it can hardly be expected that any reasonable capitalist would buy foreign
bonds or shares. Experience has taught the capitalists to be more cautious.
They will not lend in the future if they are not fully assured of the credi-
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tors’ ability and willingness to abide by the terms of the contract. For the
investor, after all, foreign investments mean business.

It is contrary to purpose to lend money to a government that does not
balance its budget and that does not abstain from any action jeopardizing
the stability of foreign exchange rates. Such a debtor will use the money
borrowed only for the postponement of unavoidable financial reform. It
will either spend it for deficit financing or for futile attempts to peg the na-
tional currency. The regular procedure applied in these spurious pegging
operations was this: The government inflated its currency by issuing addi-
tional quantities of legal tender notes. Then, after a while, it used a portion
of the funds it borrowed from abroad on the foreign exchange market in
order to buy back a fraction of the amount of additional legal tender that
it had issued a short time before. Such measures did not end the inflation.
They only slowed its pace a little. When the funds acquired through for-
eign borrowing were exhausted, the government was in a more precarious
position than before it received the loan.

Lending to foreign governments and municipalities is only sound if
the debtor intends to use the funds in a way that will improve the people’s
material well-being and, thereby, the taxpayers’ ability to bear the burden
of payment of interest and principal.

Lending to domestic business and farming is safe if it can be expected
that the debtor will be able and willing to pay interest and principal. Buy-
ing domestic shares is reasonable if the prospects for the corporation’s prof-
itability are satisfactory. But in lending to foreign businesses and farming
enterprises, or in undertaking direct investment abroad, the capitalist may
also have to pay a price in regard to the country’s financial and monetary
policy. If the nation does not balance its budget properly and if it clings to
inflation, the creditor must fear that foreign-exchange control will deprive
him of his money even if the debtors are ready to comply with the terms
of the contract and the enterprises yield a profit.

Foreign capital will be available, after the war, only to nations that
unswervingly keep to a policy of balanced budgets and stable foreign ex-
change rates. This fact will induce all nations anxious to attract capital
from abroad to adopt America’s monetary policy. No pressure on the part
of the American government will be required.

The government of the United States should not put obstacles in the
way of reasonable foreign borrowing on the American capital and money
market. An embargo upon capital export would be detrimental to the mar-
keting of American farm products and the products of the American pro-
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43 [See footnote 22.—Ed.]

44 [Mises is referring to the period in which Great Britain was at war with revolutionary
and Napoleonic France.—Ed.]

ducers’ goods industry. However, artificial encouragement of capital ex-
port would be faulty. Such an attitude, too, would be open to malicious
misinterpretation. Let us remember that the Nazis complained that Amer-
ica forced loans upon Germany in order to enslave the Germans!

F C An International Bank

Both the Keynes and the White plans provide for the establishment of an
international bank. The British plan by Keynes refers to it as an “Interna-
tional Clearing Union”; the American plan by White calls it a “United
and Associated Nations Stabilization Fund.”43

It has been pointed out above that an international bank cannot ren-
der any service at all for the cause of foreign-exchange stabilization. The
requirements of foreign-exchange stability are exclusively domestic: a bud-
get balanced without recourse to inflation and credit expansion and, more-
over, the abandonment of other attempts to expand credit. If a nation does
not comply with these requirements, no operation of an international bank
will prevent a drop in the value of its currency unit.

If a nation believes that its moral duty or its national interest oblige it
to contribute to another nation’s public expenditure, it must subsidize it
openly and must not disguise the aid granted as a loan. Such was Great
Britain’s procedure when—in the eighteenth and in the early nineteenth
centuries—it subsidized its continental allies.44 Such is America’s “Lend-
Lease” policy in the present wartime emergency. This country—whose
citizens have been for more than a century universally reviled as worship-
pers of the golden calf, as ruthless dollar-makers and narrow-minded cal-
lous egoists—not only bears the main burden of the material war effort, it
has also made all preparations for a relief action of unprecedented di-
mensions. It is ready to feed the hungry and needy victims of the Nazis
after their liberation on a much larger scale than it did during and after the
First World War.

But business and money are different things. Charity work does not
require the establishment of a bank. Neither does foreign investment and
lending abroad.

Under present conditions, this country is practically the only one that

06/Noninflation.p  1/14/00 1:49 PM  Page 111



112 C Selected Writings of Ludwig von Mises

45 [On the institutional mechanisms that emerged out of the wartime proposals, see
Michael A. Heilperin, International Monetary Reconstruction: The Bretton Woods Agree-
ments (Washington, D.C.: American Enterprise Association, 1945); for criticisms of the
British and American plans and the Bretton Woods Agreements, along lines similar to
Mises’s criticisms in this section, see Benjamin M. Anderson, “International Currency:
Gold versus Bancor or Unitas,” Vital Speeches of the Day (April 1, 1944), pp. 375–80, and
Economics and the Public Welfare (Princeton, N.J.: D. Van Nostrand Co., 1946), pp. 573–
94; and Henry Hazlitt, From Bretton Woods to World Inflation (Chicago: Regnery Gateway,
1984).—Ed.]

can export capital. The American capitalists do not need the cooperation
of foreign governments when they consider granting loans to foreign coun-
tries out of their own funds.

In the past, the London money market acted, by and large, as the
world’s clearinghouse. Later, New York entered the field. With Great
Britain’s financial prestige gone, the New York money market will, in the
future, centralize the clearing function.

It is not unlikely that a further intensification of international business
transactions will prove it expedient to give to the international clearing of
transactions a more definite organization in the future. Today, there is no
need for such reform, but, at any rate, a clearinghouse is not a bank. It
does not grant credits.

What the British plan inadequately calls a “Clearing Union” would
be, in fact, a bank with the power to expand credit. The very establishment
of either of the two suggested new institutions would consist of a huge ad-
dition to the then-existing amount of bank deposits subject to check. Ac-
cording to the British plan, each member state shall have assigned a quota
that will determine its right to enjoy the credit facilities of the union.
Where do these quite arbitrarily determined credit facilities come from?
The answer is obvious: They are fiat money, begotten by the magic of in-
ternational planning. What the people need is a greater supply of goods,
but the sorcerers want to give them more fictitious money.

The utterly inflationary tendencies of both plans are still more mani-
fest in the provision that the proposed bank is to give its credit at a discount
rate of 1 percent. At such a rate, the demand for additional credits would
be practically unlimited.

It is needless to discuss whether the schemes suggested could possibly
succeed in stabilizing foreign exchange rates among the member states.
Let us, for the sake of argument, answer this question in the affirmative.
But it is beyond doubt that the operation of this union or fund would re-
sult in a world inflation on an unprecedented scale.45
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Under the gold standard, the most efficacious obstacle to boundless in-
flation was the lack of cooperation among the central banks of various
countries. Even when all central banks simultaneously embarked upon
credit expansion, there was no unanimity among them with regard to the
extent and the pace of expansion. Each bank was under the necessity of re-
straining its own lust for expansion as it could never be sure whether the
other central banks would keep pace. A central bank that is not relieved of
the obligation to pay cash for its notes and deposits has to consider the re-
lation between its liabilities and its reserve. It must avoid a drain on its re-
sources. Even a central bank to whom the questionable privilege of
suspending cash payment had been granted was impeded by the lack of co-
operation. If it expanded credit at a higher ratio than those of other coun-
tries, it brought about a rise in foreign exchange rates.

No such brakes will inconvenience the activities of a world bank as
proposed by both plans. It will be in a position to go on with inflation.

G C The Reconstruction of the 

International Capital Market

Each nation is today prepared to lay blame for the disintegration of the in-
ternational division of labor on the other nations. The truth is that the
neomercantilist ideology has got hold of all peoples. In the last decades
all nations, without exception, clung to a policy of economic nationalism.
If this policy is not radically abandoned, there is no hope for a recovery of
world trade. If the nations do not learn that the advantage derived from for-
eign trade lies entirely in importing goods that can be produced at home,
if at all, only at a higher cost, and that exporting has no other aim than to
pay for merchandise imported, they will not stop fighting imports. But as
the restriction of imports must proportionally reduce exports, too, the world
is quickly moving toward a state of each nation’s economic self-sufficiency.

It is not true that an anti-import policy on the part of other nations or
even of all other nations makes it impossible for an individual nation to
adopt a more liberal policy. Let us, for the sake of argument, consider the
most extreme case. A state of affairs in which one nation alone keeps to un-
restricted free trade, while all other nations try to reduce imports by the ap-
plication of various import-restricting methods, will not render the free
trade nation’s balance of payments or balance of trade unfavorable. If the
free trade nation can no longer export those quantities of merchandise that
it used to export before the other nations embarked upon protectionism,
its imports will drop proportionally. If the rest of the world turns toward full
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46 [On the nature and effects of agricultural countries attempting to force industrializa-
tion through protectionism and industrial countries attempting to force agriculturalization
through protectionism, see Wilhelm Röpke, International Economic Disintegration
(Philadelphia: Porcupine Press, [1942] 1978), pp. 111–90.—Ed.]

autarky, then international trade would cease altogether; then, also, the
only free trade country left would automatically become self-sufficient,
whether it likes this outcome or not.

The fact that the predominantly industrial nations of Europe were
eager to restrict their imports of foreign cereals, cattle, and meat did not
force the predominantly agricultural countries to obstruct the import of
merchandise. Neither did the adoption of protection for domestic indus-
trial production on the part of the predominantly agricultural countries
force the predominantly industrial countries to turn toward protection for
domestic agriculture. The two moves were independent of each other, al-
though they sprang from the same mentality. If the predominantly indus-
trial countries bar access to foreign food, they thereby not only encourage
the expansion of domestic food production but also their action results, at
the same time, in an expansion of processing industries in the predomi-
nantly agricultural areas. Even if the predominantly agricultural countries
cling to free trade, and even if natural conditions for the processing in-
dustries are extremely unfavorable with them, this effect could not be
avoided. Both groups, of course, will suffer: the first group on account of
the rise in food prices, the second group on account of the rise in the price
of manufactures.46

We do not have to ask who is to blame more. Instead, the question is
who hurts his own vital interests most, or, put another way, for whom is the
revival of international trade most urgently needed?

It is obvious that the United States is comparatively in the most favor-
able position. This country is in a class by itself; it is neither predominantly
industrial nor predominantly agricultural. It produces an excess of food-
stuffs and raw materials and manufactured goods. It could, if absolutely
necessary, live in economic self-sufficiency without great harm to its well-
being. It is true that America, too, could profit much from an increase in
the volume of its foreign trade, but foreign trade is not vital for America.
It is so rich in natural resources and accumulated capital that it suffers less
than other nations from the trend toward autarky.

It is different with the predominantly industrial countries of Western
and Central Europe. Their supplies of natural resources are relatively poor,
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and they are overpopulated. They can neither feed nor clothe their citizens
properly out of their domestic resources. They must import foodstuffs and
raw materials and pay for them by exporting manufactures. For them, for-
eign trade is vital. Their people would literally starve in an autarkic world.
Yet they are fanatically committed to the methods of economic
nationalism.

In a third class are the predominantly agricultural countries of South-
ern and Eastern Europe and some Latin American countries. Their pro-
cessing industries are comparatively backward. They believe that they can
improve their conditions by barring access to foreign manufactures. They
are eager to create, artificially in a hothouse, as it were, domestic industries,
producing at a cost much higher than those of other countries. They load
the agricultural section of the population with the burden. They make the
cost of agricultural production rise and thus impede export trade. The re-
sult is a very low standard of living. There is for them but little hope if they
cannot maintain or expand their agricultural export and make the prices
of manufactures drop.

Finally, there are the countries that nature has endowed with some
valuable resources. They rely on the indispensability of their essential prod-
ucts and believe that they are in a much better position than the countries
of the two aforementioned groups. They abuse their advantage by output
restrictions and monopolistic price raising. Thus they push the consumer
nations toward the production of substitutes. They will, in the long run,
hardly come off better than the nations of the third group.

The pernicious consequences of these suicidal policies on the part of
the countries of the second, third, and fourth groups were, in the critical
years between the two world wars, to some extent delayed by the fact that
the creditor countries, foremost among them the United States, did not
stop granting credits and expanding foreign investment. The debtor coun-
tries received many billions of dollars, although their hostility to foreign
capital displayed itself daily in new actions.

It has been asserted that this country, in the pursuit of a protectionist
policy, did not adjust its conduct to the requirements of its creditor posi-
tion. In barring access to foreign goods, it made it difficult for the debtors
to pay interest and principal. This is true. But it is no less true that the
American capitalists were slow in recognizing that economic nationalism
had conspicuously increased the risk inherent in lending and investing
abroad. They did not realize that many debtor countries considered im-
ported capital as a gift or as a tribute due to them and were resolved never
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to comply with their obligations. If they had better understood this new
mentality of the debtors, they would have discontinued exporting capital
sooner. The international capital market would have disintegrated long
since.

The fact is obvious: America still puts its stake into the gear of inter-
national transactions at a time at which the receiving countries were al-
ready withholding their stake. The receivers were benefited by getting what
they badly needed. America was supplying, but it received only a fraction
of what it had a fair claim to expect. America exported, the others imported
—without pay.

Now, if the American capitalists were to withdraw altogether from the
international capital market, the conditions of the United States would
not deteriorate, but rather improve when compared with conditions in the
preceding decades. A quantity of goods that would have been exported gra-
tuitously, as it were, would become available either for domestic invest-
ment or for domestic consumption. Of course, a readjustment of domestic
production would be necessary, as the country would not buy the same
products that were previously exported. Some branches of industry and
farming would suffer. But the country as a whole would be better off—or
at least, it would not be worse off.

The debtor countries, on the other hand, would be heavily affected.
They would have to forego the advantages derived from the excess of
American imports.

Under such conditions, it is manifestly clear which countries urgently
need a reconstruction of world trade and international capital transactions.
America can look to the future with less apprehension than any other na-
tion. America would, of course, sustain damage from a disintegration of
world trade, but such a disintegration (which would mean the shrinking
of international trade and the cessation of international capital transac-
tions) would surely be a deadly blow to many other nations.

This realistic appreciation of conditions is not a plea for American in-
difference and inactivity with regard to postwar reconstruction of interna-
tional trade, commerce, credit, and investment. America’s economy would
profit greatly from reconstruction. But in the beginning, all that America
can and should contribute toward this end is to rearrange its own domes-
tic affairs. The abandonment of inflation and the adoption of a monetary
system that would prevent future inflation would not only benefit Amer-
ica, it would at the same time offer to all other nations the opportunity to
settle their own problems.
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47 [Institut Universitaire de Hautes Études Internationales Geneve, Quarantieme Anniver-
saire 1927–1967 (Graduate Institute of International Studies, Geneva, Fortieth Anniversary,
1927–1967), p. 58.—Ed.]

48 [Mises, The Theory of Money and Credit, pp. 453–500.—Ed.]

Almost all nations are fully aware of the fact that they sorely need
American aid. They cannot attain prosperity without importing goods from
America. As they cannot pay cash, they want credits. Thus they must
arrange their own affairs in a way that can inspire confidence in the
prospective creditors. They must balance their budgets, abandon all infla-
tionary measures, and stabilize foreign exchange rates. They must re-
nounce, once and for all, all attempts to expropriate foreign creditors and
investors. There can no longer be any question of discriminatory taxation,
foreign exchange control, confiscation, and similar methods.

This is the only means to reestablish the international capital market.
And without a reestablishment of the international capital market, there
will be no revival of international trade.

Appendix

[The original outline for some of the ideas developed in this essay was prepared
by Ludwig von Mises while he was still Professor of International Economic Re-
lations at the Graduate Institute of International Studies in Geneva, Switzerland.
In September of 1939, another member of the Institute’s academic staff, the his-
torian Guglielmo Ferrero, suggested to Director William E. Rappard a project
for a series of periodic publications to be written by the Institute’s scholars. The
theme would be the “Problems of Europe.” Each scholar would be asked to make
a contribution analyzing the causes for Europe’s present social, political, and eco-
nomic problems, as well as proposals for reform and change for Europe’s future.
Dr. Rappard then shared this suggestion with the scholars and asked them to
comment.

[On December 14, 1939, Mises submitted the following outline (see below)
on what would have been his contribution to the publication project.47 Unfortu-
nately, the full text was not completed before he left Geneva for the United States
in July of 1940. However, Mises did write an essay called “Monetary Reconstruc-
tion” in 1952, which was included as a new “Part Four” in the 1953 edition of
The Theory of Money and Credit.48 It differs in structure and content from the
1939 outline and from the essay on “A Noninflationary Proposal for Postwar Mon-
etary Reconstruction,” that is included in this volume.—Ed.]

06/Noninflation.p  1/14/00 1:49 PM  Page 117



118 C Selected Writings of Ludwig von Mises

Project of Ludwig von Mises

Graduate Institute of International Studies
Geneva, December 14, 1939

Monetary Reconstruction

I Monetary Internationalism in the Past 
(1) The Gold Standard and the Gold Exchange Standard 
(2) International Monetary Unions, Their History, Their Working, and

Their Failure 
(3) Cooperation of Central Banks 
(4) The Breakdown of the Gold Standard 
(5) Clearing Agreements

II A Critical Examination of Different Plans: 
(1) Return to the Orthodox Gold Standard 
(2) A Gold Standard with Flexible Parities 
(3) Cooperation of Foreign Exchange Equalization Accounts 
(4) International Bank Notes 
(5) An International Center for Trade Cycle Policy

III Limitations of National Sovereignty in Monetary Matters 
(1) Limitations in Accordance with the League of Nations 
(2) Limitations by the Terms of International Loans 
(3) Limitations by a Federal Union

IV Monetary Internationalism without Compulsion
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1 [The present essay was prepared in March of 1944 as a working paper for the Economic
Principles Commission of the National Manufacturers Association. It served as background
and preparation for The American Enterprise System, Its Nature, Evolution, and Future, 2
vols. (New York: McGraw-Hill, 1946), which was published as “the consensus of judgment
among the Commission members,” of which Mises was one.—Ed.]

2 [The American economist most closely identified with the formalization and use of the
equation of exchange and who, in general, argued that changes in the money supply tended
to generate proportional rises in the general level of prices was Irving Fisher (1867–1947).

chapter vii

The Main Issues in Present-Day
Monetary Controversies1

Introductory Remarks

This is not a systematic presentation of the problems of money and credit.
Neither is it a complete exposition of the theories and doctrines dealt with.
The aim of this paper is merely to enumerate certain topics that should not
be neglected in a discussion of money and credit.

I The Purchasing Power Controversy

A C Is Money “Neutral”?

The older economists believed that—other things being equal—changes
in the supply or demand of money make all commodity prices and wage
rates simultaneously rise or fall in exact proportion to these changes. The
price “level” changes, but the relations among the prices of individual
commodities and services remain the same. Those mathematical econo-
mists whose theorizing culminates in the formulation of an equation of
exchange still maintain this thesis.2
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See his The Purchasing Power of Money (New York: Macmillan Co., 2nd ed., 1920), p. 157:
“There is no possible escape from the conclusion that a change in the quantity of money
(M) must normally cause a proportional change in the price level.”—Ed.]

3 [See Chapter VI, “A Noninflationary Proposal for Postwar Monetary Reconstruction,”
footnote 7, for references to Mises’s writings on the non-neutrality of money.—Ed.]

Modern economic analysis rejects this assumption. The changes in
the supply or demand of money do not affect all individuals at the same
time and to the same extent. In the case of inflation, for instance, the ad-
ditional quantity of money does not find its way at first into the pockets of
all individuals, nor does every individual of those benefited first with the
increase in the quantity of money get the same amount; and not every in-
dividual reacts to the same additional quantity in the same way. Conse-
quently, the prices of various commodities and services rise neither at the
same time nor to the same extent. The nonsimultaneous appearance and
unevenness of the price changes brought about by increases in the quan-
tity of money results in a shift of income and wealth from some groups of
the population to other groups. Monetary fluctuations are not neutral,
even apart from their repercussions on all contracts stipulating some form
of deferred payments. Monetary changes are a source of economic and so-
cial change.3

B C Are Changes in the Purchasing

Power of Money Measurable?

Even if we were prepared to leave out consideration of the nonsimultane-
ous appearance and unevenness of the price changes brought about by
changes in the supply of or demand for money, we must realize that the
index-number method does not provide a faithful criterion for the mea-
surement of changes in the purchasing power of the monetary unit. Eco-
nomic conditions are not rigid; they are—also apart from any changes
occurring in monetary matters—continuously changing. New commodi-
ties appear, old commodities disappear. The quality of the various com-
modities is subject to change. Tastes, wants, and desires are changing and
with them the valuation of the various goods offered on the market. A mo-
torcar of 1920 and a motorcar of 1940 are entirely different things. Twenty-
five years ago, where were vitamins, refrigerators, and talking pictures?
How different is the role played today in the average American household
by canned food, rayon, and radio sets? How much do clothes and shoes
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4 [The chairman of the Economic Principles Commission of the National Association of
Manufacturers (NAM) was Robert R. Wason, president of Manning, Maxwell, and Moore,
Inc. He served as commission chairman from 1943 to 1945 and as president of NAM in
1946.—Ed.]

change from one year to the next? Even standard foods like milk, butter,
meat, and vegetables have in the last decades improved in quality to such
an extent that it is impermissible to take them as equivalent with those
marketed in the past. A method which tacitly assumes that nothing else
had changed in the economic system than the available quantity of money
is utterly illusory. The chairman of our committee has provided us with the
results of an investigation undertaken in his corporation.4 According to
this information, only a fraction of the products manufactured today are of
the same kind as the goods manufactured a few years ago. This is a typical
case, more or less representative for all American processing industries.

Besides, mathematics provides us with various methods for the com-
putation of averages from a given set of figures. Each of these methods
has, with regard to the problem in question, some merits and some de-
fects. Each of them yields different results. As it is impossible to declare one
of these methods as the only adequate one and to discard all the others as
manifestly unsuitable, it is obvious that the index-number approach does
not provide an indisputable and uncontested solution that could com-
mand general acceptance.

C C Is It Possible to Adjust Monetary Manipulation

to a Nonarbitrary Standard?

The advocates of a manipulated currency pretend to aim at the stability of
the monetary unit’s purchasing power. They fail, however, to realize that
in a changing economic world, the concept of a stable purchasing power
is devoid of any real meaning.

There are three main objections to be raised against the proposals for
a manipulated currency.

1. The various methods suggested for a measurement of changes in
the monetary unit’s purchasing power are arbitrary. Their results are con-
tested by all those whose material interests would be hurt if they were to
be used as a basis of monetary manipulation. In advocating the application
of a certain index-number system, the results of which happen at the mo-
ment to provide a quasi-scientific justification of their particular interests,
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5 [The “tabular standard” was advocated and popularized by Irving Fisher; see his Stabi-
lizing the Dollar (New York: Macmillan Co., 1920). Rather than the dollar representing a
fixed weight of gold, the gold content of the dollar would be periodically changed to main-
tain a dollar of constant purchasing power, as measured and calculated by a price index.
—Ed.]

every pressure group and political party will always be in a position to cite
the doctrine of some economists and statisticians. On the other hand, their
adversaries will quote dissenting opinions of no less renowned experts.
There is no means to free a tabular standard from the faults of purely ar-
bitrary and party-ridden bias.5

2. It is impossible to know beforehand to what extent and at what date
a definite amount of inflation or deflation (an increase or a reduction in
the quantity of money and credit) will increase or reduce the prices of var-
ious commodities and services.

3. Apart from other deficiencies, the proposals for stabilization are
faulty because they are based on the idea of money’s neutrality. They all
suggest methods to undo changes in the purchasing power of money that
have already had their effects. If there has been an inflation, they wish to
deflate to the same extent and vice versa. They do not realize that by this
procedure, they do not undo the social consequences of monetary changes
(that is, the shift of income and wealth from some groups to others), but
simply add to them the social consequences of a new change. If a man has
been hurt by being run over by an automobile, it is no remedy to let the
car go back over him in the opposite direction.

D C The Case Against Flexible

Foreign Exchange Parities

If the purchasing power of an individual country’s domestic currency
changes, while the other countries’ currencies do not change at all or not
to the same extent, foreign trade is affected. As a rule, foreign exchange
rates are adjusted at an early stage of the inflationary or deflationary process
to the new state of the domestic money supply, even while the prices of
some commodities and services still lag behind and are not fully adjusted
for a time. As long as the inflationary or deflationary changes have not ex-
hausted all their effects on the structure of prices, the comparatively low
or high state of some prices results—in the case of inflation—in encour-
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6 [According to the mercantilist ideas of the seventeenth and eighteenth centuries, inter-
national trade was beneficial only when the home country experienced a “positive” balance
of trade, that is, when exports exceeded imports. A “negative” balance of trade—that is,
when imports exceeded exports—was considered harmful. Thus anything that in general
stimulated exports and limited imports was considered a desirable international trade pol-
icy from the mercantilist perspective.—Ed.]

7 [John Maynard Keynes, “The General Theory of Employment, Interest, and Money,” in
D. E. Moggridge, ed., The Collected Works of John Maynard Keynes, Vol. VII (New York:
Macmillan Co., [1936] 1973), p. 264.—Ed.]

aging exports and discouraging imports. From the viewpoint of mercantilist
fallacies, a fall of the domestic monetary unit’s purchasing power is, there-
fore, considered as a very fortunate occurrence.6

What really happens is this: The country exports more than it did be-
fore, and it gets, as compensation for these increased exports, a smaller
amount of foreign products. Exports are, as it were, subsidized and imports
penalized to the burden of the natives. The inflation is, by and large, tan-
tamount to a tax imposed upon the domestic consumers in order to
cheapen the consumption of domestic products by foreigners.

Nowadays, currency devaluation is mostly advocated as a remedy
against the rigidity of wage rates. People are afraid of fighting openly the
inappropriate policies of labor unions. They resort to an indirect attack.
They hope that currency devaluation will, notwithstanding the rise of do-
mestic commodity prices, not raise money wage rates and thus reduce real
wage rates. Lord Keynes believes that “a gradual and automatic lowering
of real wages as a result of rising prices” would not be “strongly resisted”
by labor.7 He does not see that wage rates are rigid only on the downside,
not on the upside, too.

E C The Case for the Gold Standard

The gold standard is not perfect. No human institution is.
The main argument in favor of the gold standard is that it renders the

formation of the monetary unit’s purchasing power independent of arbi-
trary action on the part of governments, political parties, and pressure
groups. It places a check upon inflationary policies, and is the only stan-
dard which can possibly become an international, a world standard.
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8 [In the 1820s through the 1860s, there was a heated and highly sophisticated debate
among two groups of British monetary theorists known as the “Currency School” and the
“Banking School.” The Currency School argued that (a) the note currency should vary
precisely with the changes in the specie currency on deposit in the banking system; (b) the
note currency should be fully convertible into specie; (c) the rate of interest was a signifi-
cant influence on the volume of notes in circulation; and (d) the foreign exchange rate
was a good guide for controlling the amount of paper currency in circulation. The Bank-
ing School argued that (a) the “needs of business” should regulate the quantity of bank
notes issued, and the banks could not “force” notes into circulation in excess of the needs
of business; (b) the Currency School was correct that bank notes should be fully convert-
ible into specie; but (c) any drain of specie on the banking system might be counteracted
by a decrease in the “hoards” of money held by people, and that any increase in specie or
notes put into circulation might have no influence on spending and prices, because it
might be absorbed into people’s monetary “hoards.” On the controversy between the Cur-
rency and Banking Schools, see Jacob Viner, Studies in the Theory of International Trade
(New York: Augustus M. Kelley, [1937] 1965), pp. 218–89; Charles Rist, History of Mone-
tary and Credit Theory, from John Law to the Present (New York: Augustus M. Kelley, [1940]
1966), 202–38; Lloyd Mints, A History of Banking Theory, in Great Britain and the United
States (Chicago: University of Chicago Press, 1945), 74–114.—Ed.]

II The Credit Controversy8

A C The Banking Principle

Some economists of the “Banking School” ventured to deny flatly that
changes in the quantity of money available can affect prices and interest
rates. They introduced into their reasoning the idea of monetary “hoards”
as a deus ex machina. The amount of money kept in these mythical hoards
changes in such a way as to neutralize automatically changes in the quan-
tity of money. A surplus of money is swallowed by these hoards; a defi-
ciency of money is made good by a restriction of the amount hoarded.
This fable has long since been abandoned.

The bulk of the older Banking School economists and all contempo-
rary representatives of this school do not deny that an increase in the quan-
tity of money (metallic money, government paper money, irredeemable
bank notes, and deposit currency) must—other things being equal—re-
sult in a general rise of prices. The core of their teachings is: Short-term
credits granted by commercial banks in the form of bank notes or deposits
created for this purpose do not affect prices and interest rates, provided
they do not exceed “the needs of trade.” Such loans provide the debtor
with the funds required for the production and the marketing of goods.
They are self-liquidating. If the purchased raw materials are made up and
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sold, or if the buyer of products settles his balance, the loan is paid off, and
the bank notes or deposits disappear again. An actual need has brought
them into existence. With the cessation of this need, they go off the stage.
The amount of credit of this type which the market can absorb is deter-
mined by the volume of production and business activity. It is beyond the
power of the banks to alter this volume. No credit expansion is to be feared
if the banks strictly abide by the rule to limit their lending to satisfy the de-
mand of producers or merchants for short-term credit.

The reasoning of the Banking School misses the essential problem. It
is obvious that no credit expansion takes place if the banks keep the total
amount of their lending at the same level. But if a new bank enters the
field or if an existing bank embarks upon the granting of additional credit
above the amount of its previous credits, credit expansion results.

It is not true that the volume of credit that the banks are in a position
to grant, if strictly abiding by the aforementioned rules, is independent of
the bank’s policy. The market is always in a position to absorb a surplus of
credit supply. An increase in the supply of credit brings about a tendency
toward a lowering of the rate of interest. With the lower rate of interest,
many projects appear attractive that did not appear so with a higher rate.
The lowering of the rate of interest encourages the expansion of precisely
those business activities that—according to the banking doctrine—are
viewed as proper instances for the granting of bank credit. Thus the credit
expansion automatically increases the “needs of trade.” It stimulates busi-
ness activities because it cheapens the exchange of future purchasing
power for present purchasing power. While the supply of capital goods re-
mained unaltered, there is now a greater demand for them on the part of
business. Prices must, consequently, rise. A boom starts.

B C The Currency Principle

The “Currency School” intended to provide an explanation of the recur-
rence of economic crises. Its proponents first observed that the root cause
of the depression is the preceding boom and substituted for the study of
crises the study of the trade cycle.

Their reasoning ran this way: If the British banks expanded credit
while conditions in the other countries remained unchanged, British
prices would begin to rise, and those on the world market would lag be-
hind them. Consequently, there would be an excess of British imports over
exports. As the surplus of imported goods could not be paid for by shipping
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9 [The British Bank Act was passed in July of 1844. It divided the Bank of England into
two parts, a Note Issue Department and a Banking Department. The Issue Department was
restricted in the amount of bank notes it could issue on the basis of government debt (a
maximum of fourteen million pounds); and notes issued beyond this had to be fully cov-
ered on the basis of additional deposits of gold coin or gold or silver bullion.—Ed.]

10 [The Austrian theory of the trade cycle was first developed by Mises in The Theory of
Money and Credit (Indianapolis: Liberty Fund, [1924] 1981), pp. 377–404; refined in his
monograph “Monetary Stabilization and Cyclical Policy” (1928) in Percy L. Greaves, ed.,
Von Mises on the Manipulation of Money and Credit (Dobbs Ferry, N.Y.: Free Market
Books, 1978), pp. 111–71; briefly summarized in “The Austrian Theory of the Trade
Cycle,” (1936) in Richard M. Ebeling, ed., The Austrian Theory of the Trade Cycle and
Other Essays (Auburn, Ala.: Ludwig von Mises Institute, 1996), pp. 25–35; and reformu-
lated in a wider context in Human Action, A Treatise on Economics, 4th rev. ed. (Irvington-
on-Hudson, N.Y.: Foundation for Economic Education, 1996), pp. 538–86 & 780–803; see
also Richard M. Ebeling, “Ludwig von Mises and the Gold Standard,” in Llewellyn H.
Rockwell, Jr., ed., The Gold Standard: An Austrian Perspective (Lexington, Mass.: Lexing-
ton Books, 1985), pp. 35–59, which also contains footnote references to most of the Aus-
trian School literature on money and the trade cycle from the period between the two
world wars.—Ed.]

bank notes, the importers would have to export gold. Hence, gold would
be withdrawn from the banks; their reserves would dwindle. This “exter-
nal drain” would force upon the banks a restriction of their lending activ-
ities. The artificial boom would come to an end and give way to a
depression.

The main fault of the Currency School was that it dealt with bank
notes only and did not realize that deposits subject to check are only tech-
nically different from bank notes, while their economic significance is
equal to that of bank notes. This failure vitiated the British Bank Act of
1844.9 But it is easy to rectify this error by a simple extension of the theory.

C C Austrian Theory of the Trade Cycle

Currency theory did not consider the problem of the consequences of
credit expansion within an isolated country or of a synchronous credit ex-
pansion in all countries. It did not enter into a discussion of the way in
which the market and the whole apparatus of production and distribution
react to credit expansion. This task was accomplished by Austrian theory.10

The rate of interest established on a market not hampered by credit ex-
pansion, says Austrian theory, separates those business projects that can be
carried out under the existing state of the supply of capital goods and con-
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11 It is necessary to keep in mind that interest rates, in the course of a credit expansion,
are—with the exception of the very beginning of the process—not always low when com-
pared with the level which business used to consider as normal. But they are always low
when measured by the standard that they would have to reach in a period of progressive
inflation and its corollary, a general rise of prices, since they would have to include at such
a time a compensation for the depreciation of the money unit going on in the period of the
loan. [The theory of an inflationary “premium” or a deflationary “discount” attached to
the rate of interest, based on debtor-creditor expectations of changes in the purchasing
power of the monetary unit during the period of a loan, was first developed by Irving Fisher
in Appreciation and Interest (New York: Augustus M. Kelley, [1896] 1965) and The Rate of
Interest (New York: Macmillan Co., 1907); see also Mises, The Theory of Money and Credit,
pp. 225–34 and Human Action, pp. 541–45.—Ed.]

12 [“Flight into Real Value,” that is, nonmonetary forms of wealth.—Ed.]

sumers’ preferences from those that cannot. With the lowering of the rate
of interest brought about by credit expansion, the entrepreneurs embark
upon projects for the realization of which the available amount of factors
of production does not suffice.11 They are deceived by the appearance of
a nonexistent richness in the supply of material factors of production. They
behave like a master builder who has overestimated the amount of build-
ing material available, has used up too much for the foundations and can-
not complete his plan on account of a lack of material. Some of the new
projects will never be finished; others, when finished, will be useless for
lack of the plants producing the required complementary producers’
goods; others will not yield an adequate return on the capital invested.

It is true, the banks (or the governments) are in a position to prolong
the boom for some time by injecting progressively increasing quantities of
bank notes and deposits into the market. But the artificially created pros-
perity cannot last forever. Sooner or later it must come to an end. There
are only two alternatives:

1. The banks do not stop and go on expanding credit at a progressively
accelerated pace. But the spell of inflation breaks once the public has the
conviction that the banks and the authorities are resolved not to stop. If no
limit of the inflation and, consequently, of the general rise of prices can be
foreseen, a general Flucht in die Sachwerte12 starts. Everybody becomes
aware of the fact that to hold cash and deposit balances with the banks in-
volves loss, and that he does better to buy and store goods. Everybody is
anxious to get rid of money and to exchange it for some other commodi-
ties, no matter how much he must pay for them. Prices are running away,
and the purchasing power of the monetary unit drops to zero. The national
currency system cracks up.
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13 [On the Austrian theory of “time preference” or “time valuation” as the basis for mar-
ket rates of interest, see Mises, Human Action, pp. 479–537; Murray N. Rothbard, Man,
Economy, and State: A Treatise on Economic Principles, Vol. I (Los Angeles, Calif.: Nash
Publishing, 1970), pp. 313–86, and “Time Preference,” in Richard M. Ebeling, ed., Aus-
trian Economics: A Reader (Hillsdale, Mich.: Hillsdale College Press, 1991), pp. 414–22;
Israel M. Kirzner, Essays on Capital and Interest: An Austrian Perspective (Brookfield, Vt.:
Edward Elgar, 1996); Hans F. Sennholz, “The Böhm-Bawerkian Foundation of the Inter-
est Theory,” in Hardy Bouillon, ed., Libertarians and Liberalism: Essays in Honour of Ger-
ard Radnitzky (Brookfield, Vt.: Ashgate Publishing Co., 1996), pp. 123–47.—Ed.]

2. As a rule, the banks do not let things go so far. They stop sooner by
restricting credit. Then the day of reckoning dawns. The illusions disap-
pear, people begin again to see reality as it is. The blunders committed in
the boom become visible.

In every case, the slump is unavoidable. There is no means to make
permanent a boom created by credit expansion and inflation.

The slump does not destroy values, but merely illusions. It does not
make people poorer, it merely makes them aware of the impoverishment
brought about by the malinvestment of the boom. It is not the depression
that is an evil, but the preceding boom. The depression is the process of
adjustment of economic conditions to the real market state-of-affairs. The
fall in prices and wage rates is the preliminary step toward recovery and fu-
ture real prosperity. He who wants to prevent the recurrence of economic
crises must prevent the resumption of credit expansion.

In short, credit expansion is doomed to failure at any rate. There is no
means to substitute fictitious capital created by monetary and credit manip-
ulation for nonexisting capital goods. The only method to increase a nation’s
wealth and income is to save and to accumulate more real capital goods.

The rate of interest is a market phenomenon. In the long run, its
height does not depend on the supply of money and credit. It is deter-
mined by the difference in the valuation of present goods and future
goods.13 An increase in the supply of money and credit only temporarily
lowers the rate of interest. In bringing about malinvestments, it finally re-
sults in a reduction in the amount of capital goods available. The economy
has to pay heavily for the orgy of the artificial boom.

D C The Socialists’ Rejection of Austrian Theory

In the eyes of the socialists, there is no such thing as a scarcity of material
factors of production. Mankind could enjoy a life in plenty. Scarcity is
merely an outcome of the capitalist mode of production and distribution.
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14 [Silvio Gesell (1862–1930) was a German “monetary crank” who proposed imposing
a 5.4 percent annual tax on the holding of cash. The idea was to stimulate the use of money
in transactions, rather than its being held as idle “hoards.” Gesell argued that money taken
out of hoards and used for investment purposes would so increase the supply of capital that
the rate of interest could be pushed down to zero.—Ed.]

15 [Keynes, The General Theory of Employment, Interest and Money, p. 353.—Ed.]

16 [For Mises’s criticisms of “nonmonetary explanations of the trade cycle,” see Human
Action, pp. 580–86; also, see F. A. Hayek, Monetary Theory and the Trade Cycle (New York:
Augustus M. Kelley, [1933] 1966).—Ed.]

Economic crises are an evil inherent in capitalism. They have nothing at
all to do with the endeavors to expand credit and to lower the rate of in-
terest by bank manipulation.

The consistent supporters of these tenets blithely assert that interest is
a purely monetary phenomenon that could not exist in a barter economy.
(Such were, for instance, the ideas of Silvio Gesell, the minister of finance
of the short-lived communist Soviet regime in Munich;14 Lord Keynes is
full of praise for Gesell and calls him an “unduly neglected prophet.”)15

Others are less outspoken and cling to a more cautious language. But a
faulty doctrine does not gain anything from the fact that its advocates lack
the courage to profess frankly all the conclusions which must be drawn
logically from the principles they have espoused.

Whoever does not share the opinion that the rate of interest is only a
monetary phenomenon is under the necessity to demonstrate the mecha-
nism by which that level of the rate of interest, which corresponds to the
whole structure of market conditions, reestablishes itself when temporar-
ily disarranged by an easy money policy. The only solution of this problem
provided up to now is that of the Austrian theory.

All those economists who want to explain the trade cycle as being
caused by factors other than credit expansion must admit that no boom
could arise if the amount of money and credit available were not increased.
This implies that they cannot help admitting the fundamental thesis of
Austrian theory.16

E C Salvation Through Credit Manipulation

Consistent supporters of the doctrine that the rate of interest is a monetary
phenomenon only and that there is no harm in the endeavors to abolish
it by credit manipulation cannot help approving plans to establish the mil-
lennium by a reform of the monetary and banking system. The best known
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17 [Pierre-Joseph Proudhon (1809–65) was a French economist and philosopher who op-
posed private property as “theft” and advocated socialism and anarchism. He believed that
interest could be eliminated as a source of income by ending money’s connection to gold
and issuing “claims” to the goods produced by labor.—Ed.]

18 [Ernest Solvay (1838–1922) was a Belgian industrial chemist, known for commercially
developing an ammonia-soda process for producing sodium-carbonate widely used in the
manufacture of glass and soap. In 1900, he published Notes on Productionism and Compt-
abilism, in which he advocated a system of production and a bookkeeping economy with-
out the use of money.—Ed.]

of the older projects of this type was that of the French socialist Proudhon,
the man who coined the phrase “Property is theft.”17

Such ideas are very popular with many successful businessmen. The
Belgian Ernest Solvay advocated “social comptabilism,”18 a system hardly
distinguished from that of Proudhon. More than twenty years ago, Thomas
A. Edison and Henry Ford suggested that the construction of roads be fi-
nanced by the issue of additional paper money in order to avoid the pay-
ment of interest to the banks or the public.

The present-day variety of this old superstition is embodied in the doc-
trine of unbalanced budgets and government spending. As far as the gov-
ernment procures the means required for spending by taxing the citizens
and by borrowing from the public, its spending curtails individuals’ ca-
pacity to invest to the same extent that it increases that of the government.
As far as the government borrows from the commercial banks or issues ad-
ditional paper money, it embarks upon credit expansion and inflation.

In the early stages of every instance of credit expansion and inflation,
there is always optimism. People do not want to pay attention to the warn-
ing voices of economists. They stubbornly insist that their present situa-
tion has nothing in common with the boom periods of the past, and that
the theorists are wrong in predicting the breakdown of the “prosperity.”
But when the crisis comes, people become desperate; then they impeach
not the faulty monetary and credit policies but the capitalist system as such.

III The Foreign Exchange Controversy

A C Purchasing Power Parity Theory

The exchange ratio between two different kinds of money tends to corre-
spond to the exchange ratio between each of them and commodities and
services. It is usual to call this ratio the static or natural ratio. If this ex-
change ratio between two kinds of money is disturbed, people will start
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19 [On the purchasing power parity theory of foreign exchange rates, see Mises, The The-
ory of Money and Credit, pp. 195–213 and Human Action, pp. 452–58; the theory was also
developed in a different formulation by Gustav Cassel, Money and Foreign Exchange After
1914 (New York: Arno Press, [1922] 1972). See also Joseph T. Salerno, “International Mon-
etary Theory,” in Peter J. Boettke, ed., The Elgar Companion to Austrian Economics (Brook-
field, Vt.: Edward Elgar, 1994), pp. 249–57.—Ed.]

20 [The “gold points” represented the upper and lower limits of fluctuations of a country’s
foreign exchange rate under the gold standard, beyond which it would be profitable to
either export gold out of or import gold into that country.—Ed.]

operations—buying and selling—in order to profit from existing discrep-
ancies. These transactions tend to reestablish the natural ratio.

It does not make any difference whether the two kinds of money are
used in the same country simultaneously (as was the case under the old
parallel gold and silver standard) or whether each country uses one of them
only. The natural rate of foreign exchange is determined by the purchas-
ing power of each of the two kinds of money.

If a payment has to be effected in a distant place, the transaction is
burdened with the cost of shipping the money. These costs are avoided if
claims and debts of various people in the two places can be cleared. If
complete settlement of all payments due can be achieved in this way, no
actual shipping of money is required. If an unsettled surplus turns up, it
must be settled by transfers from place to place.19

The balance of payments does not determine the exchange ratio. It
only determines how much of the cost of shipping money can be saved. If
the two places or countries in question use the same precious metal as the
standard, the balance of payments determines the fluctuations of the rate-
of-exchange within the rigid limits set by the cost of shipping money (gold
points or shipping points).20

B C Balance of Payment Theory

Balance of payment theory asserts that foreign exchange rates are deter-
mined by the balance of payments.

This doctrine fails to realize that the amount of foreign trade depends
on the structure of prices. If Atlantis imports from Thule a commodity A,
for the unit of which two ducats must be paid in Atlantis, the commodity
must be sold in Thule at the equivalent of two ducats in its local currency,
that is, ten florins. If, without any inflation in Thule, the price of the ducat
goes up to three florins, the importation of A must drop or stop altogether
because at the price of fifteen florins, the demand for A in Thule shrinks
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or disappears altogether. A rise of foreign exchange rates that does not cor-
respond to a rise of domestic prices (a fall of the purchasing power of the
domestic currency) thus has the tendency to render the country’s balance
of payment “favorable.”

But, object the supporters of balance of payment theory, things are
certainly different if A is a vital necessity for the citizens of Thule. Then,
they must import A, no matter how much its price goes up. This, too, is a
fallacy. If the individual citizens of Thule spend more florins for the pur-
chase of A, they must, if there is no domestic inflation, restrict their buy-
ing of other commodities, either domestic or imported. In the first case, the
prices of these domestic commodities drop, and they become available for
export. In the second case, the amount of foreign exchange that would
have been absorbed by the importation of other goods becomes available
for the purchase of A.

If there is domestic inflation in Thule, then—and only then—a rise of
the price of A (in florins) will not hinder the importation of A, as soon as
the price of A (in Thule) is affected by the general rise of prices.

C C The Requirements of Foreign Exchange Stability

There is but one means to keep a nation’s domestic currency at par with
gold and the sound currency of other countries: to abstain from credit ex-
pansion and inflation.
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1 [This confidential monograph was prepared at the request of Otto von Hapsburg, former
archduke of Austria, and was dated May 1940; see Margit von Mises, My Years with Lud-
wig von Mises, 2nd enlarged ed. (Cedar Falls, Iowa: Center for Futures Education, 1984),
pp. 68–69.—Ed.]

2 [On Austrian economic policies and conditions in the period between the two world
wars, see K. W. Rothschild, Austria’s Economic Development Between the Two Wars (Lon-
don: Frederick Muller, 1947); and Gottfried Haberler, “Austria’s Economic Development
after the Two World Wars,” in Sven W. Arndt, ed., The Political Economy of Austria (Wash-
ington, D.C.: American Enterprise Institute, 1982), pp. 61–75.—Ed.]

chapter viii

A Draft of Guidelines for the
Reconstruction of Austria1

I The Current Situation

A CCC
Anyone seriously contemplating the reconstruction of an Austrian politi-
cal system must first of all face the fact that the new Austria cannot in any
respect revert to and carry on the policies of the old Austria.

The economic policies of the last fifty years, but especially those of the
last twenty years, were policies of capital exhaustion and were bound to
lead to a collapse. The National Socialists merely put the finishing touches
on what the Austrians themselves had begun. There is no word strong
enough to characterize the wrongheadedness of this wasteful management
of resources.2

It in no way justifies or puts a gloss on this mismanagement of the
economy to point out that many other, in fact, all other states have fol-
lowed similar principles. Some of these other states are wealthier and thus
have been able to keep on longer, because they have had more reserves.
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Others, again, were more restrained in using up resources and have been
able to keep on longer because they conserved. The end result, however,
will be the same everywhere: impoverishment. It is no consolation for us
that others are bad off as well. The fact that at the end of the war all of Eu-
rope will be on the verge of destitution will not make our own situation any
easier but, on the contrary, more difficult. There will be no one who can
come to our assistance. We will have to work our way out of our misery
ourselves.

B CCC
As a mountainous country with poor soil and few natural resources, Aus-
tria must rely on industrial activity to feed a population of six and a half mil-
lion people. As an agrarian nation, Austria could at best eke out enough
food for a population of one to two million. Austria must become an in-
dustrial nation to survive, or at least to survive as we would all wish.

To be an industrial country requires being predominantly an importer
of raw materials and food and an exporter of industrial products. The main-
stays of such an organism are the entrepreneurs of the export industry, who
have the know-how to produce sufficiently high-quality and cheap indus-
trial goods to sell on the world market. The industrial and commercial ge-
nius of these entrepreneurs creates work and livelihood for all the other
citizens. The country lives on them; they are the pillars of the state edifice.

Old Austria produced about one thousand men of this kind. Their
number was relatively large in terms of the country’s total output, because
the Austrian export industry was not so much a large-scale as a medium-
scale industry, centered in Vienna and its vicinity. Compared to compet-
ing industries in other countries, it was poorly equipped with capital, and
it had to contend with large natural obstacles. Austrian production sites
are very disadvantageously located from the standpoint of transportation
technology. Both the shipping in of coal and raw materials and the ship-
ping out of finished goods are more expensive for Austrian industry than
for the better-located industries elsewhere. Austrian industry also suffered
from the government’s barely concealed hostility. Incomparably higher
taxes were imposed on it than on its foreign competitors. It was forced by
trade unions to pay wages that it could not afford. The whole country was
fighting against these thousand men, on whose vitality everyone was
dependent.
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3 [At the time of the annexation of Austria by Nazi Germany in March of 1938, there were
approximately 250,000 Jews in Austria. By May of 1939, that number had decreased to
about 121,000, mostly through emigration. By December of 1941, the number had de-
clined to 57,000, through forced deportation of Austrian Jews by the Nazi authorities to
Eastern-occupied areas and concentration camps. According to one authority, only 216
Jews survived the war in hiding in Austria. In 1946, one year after the end of the Second
World War, the Jewish population in Austria was about five thousand, due to the return of
survivors from the death camps. On the terrorizing, property-confiscation, expulsion, exil-
ing, and mass murder of the Austrian Jews by the Nazis beginning in 1938, see Bruce F.
Pauley, From Prejudice to Persecution: A History of Austrian Anti-Semitism (Chapel Hill,
N.C.: University of North Carolina Press, 1992).—Ed.]

These one thousand men are gone today, and so is Austrian industry.
Austria will have to build up its export industry from scratch.

At least two-thirds of these one thousand men were Jews. They were
deprived of their enterprises; many of them were slain or slowly tortured
to death in concentration camps. The rest of them were expelled from the
country.3 They are scattered all over the world and trying to start afresh.
They will not want to come back, because they are unable to abandon
their new enterprises, in which they have invested the modest means that
they salvaged or accumulated anew, or to leave their jobs in enterprises
owned by others. They have brought along their best collaborators to their
adopted countries; they are producing there—under more favorable nat-
ural and political conditions than Austria can offer them—items that used
to constitute Austria’s special strength and will be a serious competition
for any future Austrian industry. To give one example, the numerous Vi-
ennese purchasing agents for American department stores had to termi-
nate their activity in March 1938. The items that they used to buy in
Vienna are now being produced in the United States or France, partially
by Austrian emigrants.

The so-called Aryanization of firms was based on the Marxist idea that
capital (machinery and raw material) and the labor input of workers were
the only vital ingredients of an enterprise, whereas the entrepreneur was
an “exploiter.” An enterprise without entrepreneurial spirit and creativity,
however, is nothing more than a pile of rubbish and old iron. Today the
Aryanized firms, one and all, contribute nothing to exports. They are either
working for the military or they have been liquidated. Commercial ties
abroad, built up by more than one hundred years of unrelenting effort,
have been destroyed. The core of skilled workers has been dispersed and
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4 [The “Westwall” referred to military fortifications built as a defense line along Nazi Ger-
many’s western border with France.—Ed.]

5 [Ersatz items are substitute goods or resources manufactured to replace those no longer
available from usual foreign markets. In Nazi Germany’s case, such goods were needed
because of government policies specifically designed to restrict trade and foreign exchange
and develop domestic alternatives. In preparation for war, Hitler did not want to be de-
pendent upon foreign suppliers.—Ed.]

displaced from its traditional skills. A worker who used to produce ladies’
purses will never return to his former profession after having spent several
years shoveling dirt at the “Westwall.”4

The two or three hundred non-Jewish industrialists in the export busi-
ness have fared better than the Jewish industrialists. They were neither
murdered, tortured, nor despoiled like the Jews; some of them even par-
ticipated actively in the Jews’ despoliation. Yet they too could not conduct
their enterprises in the old way because of foreign-exchange controls and
the wartime command economy. They have all turned into producers of
military supplies or ersatz items.5

When the new Austria becomes a state again, it will have a rural pop-
ulation of about one or two million people who will just barely raise the
food they need for their own subsistence and four more million people
who will be at a loss as to what to do with themselves. Austria will be left
with rundown factory buildings and worn-out machines unsuited for the
export tasks of the future.

Austrian industrial enterprises, expecting to produce for the domestic
market, will face the same problems. It must be stressed that the Austrian
population is dependent on the success of the export industry for its sup-
ply of all conceivable kinds of manufactured goods. If Austrians want to
consume commodities containing raw material and semifinished goods of
foreign origin, they must first earn the money required for the payment of
these foreign raw materials and semifinished products by selling Austrian
products to other countries.

A country with Austria’s economic structure is entirely dependent on
the success of its export industry.

Two sets of statistics serve to highlight the extent to which the Austrian
economy was involved with the international economy. The first set of sta-
tistics indicates the per capita value of foreign trade: In 1929, it amounted
to $120 for Austria, compared to $107 for Germany, $109 for France, $82
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6 [In 1931, a report prepared for the Austrian government was coauthored by Mises, En-
gelbert Dollfuss, Edmund Palla, and Richard Schüller. It was called Bericht über die Ur-
suchen der wirtschaftlichen Schwierigkeiten in Oesterreich, or “A Report on the Causes of
the Economic Difficulties in Austria.”— Ed.]

for Czechoslovakia, $81 for the United States, $244 for Switzerland, and
$161 for Sweden. There are unfortunately no accurate statistics for invis-
ible import and export items such as the tourist trade, the invisible export
of Viennese department stores, ready-made clothing, tailor-made cloth-
ing, etc. (which are particularly important for Austria and returned at least
two hundred million schillings annually), and the export of all kinds of
services. Inclusion of these items would certainly have raised the per capita
value of Austria’s foreign trade.

The second set of statistics giving some measure of the dependence of
the Austrian economy on the international exchange of goods is the share
of export goods in the total domestic output: In 1931, this share was esti-
mated at twenty-five percent by a government-appointed economic com-
mittee (Dollfuss, Mises, Palla, and Schüller).6 In other words, one quarter
of the country’s total domestic product was exported. It is estimated that ex-
ports accounted for forty-five percent of total industrial production.

C CCC
It is misleading to claim that we already underwent these experiences after
the First World War and to say that then, too, everything seemed to be de-
stroyed, yet a new start was easily and rapidly made.

It is true that the continuity of the production process was greatly dis-
turbed, but it was not destroyed. No sooner had the armistice been signed
than buyers for Austrian high-quality goods made their appearance and
gave their orders. At the same time, suppliers of raw material and semifin-
ished goods came to the fore and offered their wares with favorable con-
ditions of payment. Had the absurd foreign-exchange policy of the Austrian
government then in power and the trade unions’ strike policy not imposed
the greatest conceivable difficulties on industry, Austrian industry could
have resumed its normal operation by 1919. The main accomplishment
of Austrian entrepreneurs at that time consisted in overcoming the hur-
dles created by the government and the political parties. Today, we also
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7 [The “liberalist age” refers to the period before the First World War, when the ideas of
classical liberalism—individual liberty, free markets, and free trade in goods and capital—
were still fairly predominant in political-economic policy in the major Western countries.
—Ed.]

8 [In the period immediately following the end of the Second World War (May of 1945),
Austria’s Gross National Product was estimated to be 36 percent of its 1937 level and still
only 67 percent of its 1937 level in 1947. In the words of one analyst, during this period the
Austrian economy was characterized by “chaos, starvation, and general want.” Prices for
goods in Austria were distorted by price controls, resulting in a pervasive network of black
markets. Monetary chaos led to high inflation. The country heavily relied upon foreign
aid from the Allies, especially the United States, for feeding large segments of the popula-
tion and infusing the economy with investment capital in order to foster private sector pro-
duction hampered by production and price controls kept in place by the four occupying
powers (the U. S., Great Britain, France, and the Soviet Union). Growth in production
and employment in Austria between 1948 and 1951 was partly financed through foreign
aid in the form of the European Reconstruction Program and the Marshall Plan. See Franz
Nemschak, Ten Years of Austrian Economic Development, 1945–1955 (Vienna: Associa-
tion of Austrian Industrialists, 1955). Also, Fred H. Klopstock, “Monetary and Fiscal Pol-
icy in Post-Liberation Austria,” Political Science Quarterly (March 1948), pp. 99–124.
—Ed.]

lack what was available then: entrepreneurs with ties to customers and sup-
pliers who know how to tackle all problems.

What counts most in industry is the entrepreneur: a man with a good
brain, ideas, capacity for hard work, and perseverance; a man of integrity
whom suppliers of raw materials can trust because he always pays on time;
a reliable man who inspires confidence in customers because he always de-
livers a good product.

D CCC
In the “liberalist age,” a country with little capital could import capital
from other countries.7

Austria, which will be bereft of capital after the present war, can hardly
count on capital import from elsewhere. Capitalists in countries well en-
dowed with capital have had such unfortunate experiences with capital
investments abroad that they will no longer dare to repeat the experiment.
Not even the prospect of high interest rates will entice them, if they take
into account the risk of losing the invested capital.8

But even if the capitalists themselves were willing to invest, their gov-
ernment will put obstacles in their way. The truth is that trade unions in
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all states attempt to block the export of capital. They want to raise the mar-
ginal productivity of labor in their own country and, thereby, increase
wages.

E CCC
Fifty-four percent of the employed persons in Austria were engaged in agri-
culture and forestry, but Austrian agriculture prospered only because of
the government’s economic policy whereby the nonagrarian segment of
the population was forced to buy agricultural products at prices that were
a multiple of world market prices. Agriculture thrived on the exploitation
of nonfarmers.

One example: In 1923, thirty-two hundred metric tons of butter were
imported and one metric ton was exported. In 1932, seven hundred and
twenty metric tons were imported and fourteen hundred were exported.
These results were achieved through export subsidies. In 1935, the export
subsidy was 175 percent of the price of butter across the border; when
the butter price rose on the world market, the export subsidy was cut
percentage-wise, falling to 110 percent that year and to 83 percent in
1937. The total sum expended remained almost the same, however,
within the range of six to seven million schillings per year. Consequently,
the quantity exported increased to seven thousand metric tons in 1937.

Austrian agriculture received far more subsidies by the state, under
various guises, than it contributed in terms of direct taxes (property tax,
building tax, and income tax). It not only did not share in the burden of
the state budget, but was actually supported by the budget. It sold its prod-
ucts on the domestic market at prices that were far above those of the world
market. The food prices in Austria were more than three times as high as
in neighboring Hungary and Yugoslavia.

The new Austria will be unable to afford this farm policy. It will have
to face the problem of finding some sort of income for the nonagrarian
segment of the population. City dwellers, workers, cannot possibly afford
to pay prices that make it worthwhile to grow agricultural products in re-
mote mountain valleys. Through the destruction of the Austrian export in-
dustry, the major part of Austrian agriculture has lost its basis for existence.

The import of industrial products was also impeded or made more ex-
pensive by the policies affecting export trade. Protection given to industry
was to some extent a concealed agricultural subsidy. The sugar and dis-
tilling industry and beer brewing and malt production were all protected
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in order to facilitate the sale of sugar beets, potatoes, and barley at prices
greatly elevated above world market prices. With complete disregard for
the true nature and basic needs of Austrian export industries, moreover, the
government protected both the production of semifinished products, that
were turned into finished products by the export industry, and the pro-
duction of machines used by the export industry. The result was that the
manufacture of ready-made clothing, shoes, and leather luxury goods was
made more expensive because the prices of fabrics, upper leather, and
smooth leather were artificially raised, despite their short supply and poor
quality domestically. Iron was supplied at world market prices for the pro-
duction of machines, equipment, and vehicles intended for export. But
for machines that the Austrian export industry needed for its factories, this
“favorable treatment” did not apply. For the delivery of these machines,
which had high tariffs to protect them, machine manufacturers—mostly
subsidiaries of companies in the German Reich—received much higher
prices than those foreign competitors of the Austrian export industry had
to pay.

The protective tariff from which the Austrian finished goods industry
benefited could not compensate for the burden that was imposed on it
by the protection of the semifinished goods industry and the machine
industry.

F CCC
The most important unsubsidized export items created from domestic raw
material were wood and cellulose.

In 1929, wood export came to 4.24 million metric tons, with a value
of 238 million schillings; in 1937, 3.4 million metric tons had a value of
131 million schillings. In 1937, cellulose export amounted to 0.32 million
metric tons and wood pulp to 40,000 metric tons (dry weight). The export
value of cellulose and wood pulp amounted to 58.6 million schillings.
Comprehensive figures for the contribution of wood products to Austrian
foreign trade must include the export of cardboard, paper, and paper prod-
ucts, which added 0.3 million metric tons valued at 75.6 million schillings.

It will be impossible to maintain this major Austrian export item at its
former level after the war. The National Socialists despoiled the existing
forests by excessive timber cutting. It will be a matter of decades before
the consequences of this depredation can be made good.
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In 1929, magnetite export came to 0.42 million metric tons, valued at
18.4 million schillings. In 1937, exports came to 0.42 million metric tons
valued at 15 million schillings.

Raw iron export came to 0.1 million metric tons, as against raw iron
import of 50,600 metric tons.

In 1937, the total export of raw and used metals reached a value of 40
million schillings, as against imports valued at 89 million schillings. In
evaluating the significance of iron ore extraction for export, one must also
keep in mind the fact that the export of iron ware, machines, equipment,
vehicles, and motors produced in Austria indirectly contributed to total
iron export.

To grasp fully the order of magnitude of these figures, one must also
look at import figures for 1937, in which import of critical food items alone
had a value of 305 million schillings. In 1929, it attained a value of 691
million schillings; this decline implied significant cuts in the meat, bread,
flour, legume, and fat consumption of the masses of the population.

These figures demonstrate beyond a doubt that Austria is an industrial
country.

G CCC
The significance of the Austrian tourist trade in the past and its future have
been substantially overrated. Anyone who is not blinded by local patriotism
must admit that Austria has less attraction for foreigners than other
countries.

The Austrian Alps are not as high as the Swiss, French, and Italian
Alps. There are few ski resorts at an elevation higher than fifteen hundred
meters. Skiing in the woods is not to everyone’s taste. Skiers prefer slopes
located above the timber line, where the snow is suited for skiing in win-
ters with little snow.

Vienna’s museums are rich in treasures, but they cannot compete with
those in Rome, Florence, Paris, and Madrid. The paintings that one ad-
mires in Vienna are of foreign provenance; Austrian art is not remotely of
the same caliber as Italian, French, Spanish, and Dutch art.

Vienna, Salzburg, and Innsbruck are beautiful cities, but other coun-
tries are better supplied with such cities. Austria has few cathedrals, castles,
and palaces rivaling those in France and the Iberian Peninsula, not to
speak of Italy’s architectural treasures. Anyone wandering through the
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9 [Das Rheingold is the prologue in one act to the trilogy, Der Ring des Nibelungen, by
Richard Wagner (1813–83), first produced in 1869.—Ed.]

10 [Die Lorelei is an unfinished opera in three acts by Felix Mendelssohn (1809–47).
—Ed.]

11 [Rüdiger von Bechelaren (or Poechlarn) is a principal character in the Nibelungenlied,
the longest epic poem written in Middle High German, which dates from the fourteenth
century. He was a knight and a “noble figure.”—Ed.]

12 [“Festspiele” is the annual music festival in Salzburg.—Ed.]

13 [Hugo von Hofmannsthal (1874–1929) was a well-known Austrian poet and essayist
specializing in comedy and opera. He focused on three main themes: freedom and fate,
change and constancy, and freedom and guilt in the human condition.—Ed.]

14 [Max Reinhardt (1873–1943) was a world-famous actor and theater director known
throughout Europe for his productions of Shakespeare’s plays. He immigrated to the United
States in 1937 and operated the Max Reinhardt Workshop for Stage, Screen, and Radio in
Hollywood, California. In 1938, the Nazis confiscated his property in Vienna.—Ed.]

streets of Paris, London, Rome, and Florence is surrounded by deeply im-
pressive historical remnants. There lived the creators of our culture and
there the major events of world history took place. Vienna is significant
for foreigners as the home of great musicians, but other parts of Austria
lack these associations. There is no historical event having taken place in
an Austrian city that is still alive in the minds of our contemporaries. Is it
any wonder that travelers prefer to go to Avignon, Arles, and Nimes, to
Siena, Perugia, Assisi, and Ravenna rather than to Graz and Klagenfurt? Or
that they are more interested in Michelangelo and Rafael, in St. Francis
and Dante, in Cromwell and Napoleon than in the figures of our Austrian
history?

The Danube is no less beautiful than the Rhine. Still, cultivated peo-
ple have associations with the words Rheingold9 and Lorelei10 that give
them a sense of familiarity with the Rhine, while Rüdiger von Bechelaren11

evokes few such associations. The Austrian landscape is not blessed with
the dignity that only a poet’s masterpiece can confer.

The Austrian tourist trade was on the upswing between 1920 and 1937
because the international traveling public was in some way discovering a
new country here. The attraction of the Festspiele in Salzburg12—the cre-
ation of two “non-Aryan” geniuses, Hugo von Hofmannsthal13 and Max
Reinhardt14—were an important factor in this respect.

The Germans were the major contingent of foreign visitors to Austria.
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The total number of overnight stays in Austria by foreigners in 1931–32
was 880,800, for which Germans from the Reich accounted for 393,800,
Yugoslavs, Hungarians, Romanians, Czechs, Poles, and travelers from the
Baltic countries altogether 338,900. Thus five-sixths of the travelers came
from countries that will presumably have to curtail sharply their share of
international travel after the war. The share from Western European coun-
tries (England, Belgium, Holland, Switzerland, France), the United States,
and Canada was only 70,100, or less than 8 percent. These figures do not
augur well for the future of the Austrian tourist trade.

The financial impact of the tourist trade can only be surmised. By es-
timating foreigners’ expenditures in Austria in recent years at about two
hundred million schillings, we are likely to err on the high side.

H CCC
Austrian economic policy did its utmost to destroy the underpinnings of the
Austrian state.

A so-called “producer policy” protects less competent persons against
the competition of the more competent by granting special privileges to
the former. A more apt name would be “production-curtailing policy.” Its
net result is curtailing output and increasing production costs.

The goal of industrial policy has been to protect small artisan estab-
lishments against industrial factories working with the resources of mod-
ern technology. From 1883 on, it has vainly attempted, by increasingly
harsh measures, to protect the shoemaker against the shoe factory, the
baker against the bread factory, the butcher against large-scale slaughter-
houses. The entire administrative apparatus at the federal, state, and local
level has been geared to this anti-industrial struggle. It was a cause for cel-
ebration when an industrial enterprise was prevented from repairing its
defective vehicles in its own workshops or from nailing together its own
crates for shipping its products.

Proof-of-competency for setting up shop, a requirement found
nowhere in the modern civilized world but in Austria, prevented the widow
of a soldier killed by the enemy from earning her living as a seamstress or
hairdresser. Many thick volumes contain trade agency decisions about the
lines to be drawn between individual trades. There you can learn under
what conditions a doll producer is entitled to provide dolls’ heads with
curls; whether a grocer is entitled to sell meat and may also prepare scram-
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15 [On the rationales and consequences of antibusiness and confiscatory taxing policy in
general, see Mises, Human Action: A Treatise on Economics (New York: Foundation for
Economic Education, 4th ed., 1996), pp. 804–11.—Ed.]

bled eggs; whether a candy store is allowed to sell lemonade and raspberry
drinks; and whether shirtmakers may also turn out ladies’ blouses, or
whether this falls exclusively under the jurisdiction of tailors. Ministries,
Länd [province] governments, district offices, and municipal magistrates
devoted a substantial part of their activity to these and similar questions,
which furthermore occupied chambers of commerce, industrial associa-
tions, trade promotion agencies, and hundreds of lawyers.

The incompetent and lazy in agriculture received similar protection.
Special commissions were appointed to look into the transfer of agricul-
tural property, so as to prevent “unqualified” persons from getting a
foothold in agriculture. At the end of the 1920s, about one hundred Bul-
garians immigrated to Austria, leased small pieces of fallow land in the
vicinity of Vienna and other cities, and grew vegetables that they sold at
markets. The farmers immediately complained about this unwanted com-
petition, and the authorities intervened. The Bulgarians invoked existing
Austro-Bulgarian agreements on which they based their rights. The Aus-
trian government refused to back down, even after the Bulgarian govern-
ment retaliated and expelled engineers and technicians working for
Austrian machine factories, who were supposed to install and activate ma-
chines shipped to Bulgaria. The interests of large Austrian export industries
were put at risk and the vegetable supply of urban dwellers was adversely
affected (in 1931, a year of economic crisis), all for the sake of protecting
backward Austrian vegetable growers against matching the Bulgarians’ su-
perior techniques and greater diligence.

I CCC
Taxation policy consisted in taxing away the capital of enterprises.15

Tax laws did nothing to protect entrepreneurs against arbitrary deci-
sions by tax assessment offices, which were filled with a blind hate against
“plutocrats.” Corporate taxes paid by stock companies and limited part-
nerships, value-added taxes, and income taxes paid by entrepreneurs active
in the export trade regularly drained away substantial portions of capital.
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16 [On the taxation policies of the Austrian government in the interwar period and its neg-
ative effects on the private sector, see John V. Van Sickle, Direct Taxation in Austria (Cam-
bridge, Mass.: Harvard University Press, 1931). The topic for this book had been suggested
to Van Sickle by Mises in Vienna in 1919.—Ed.]

It is useless to waste words on this subject. The new Austria will not be
able to carry on the old taxation policy because no capital will be left to tax
away and confiscate.16

J CCC
Every Austrian worker or employee was compelled to belong to a trade
union. Anyone refusing to join a trade union could not have found em-
ployment anywhere. The trade unions relied on strikes or the threat of
strikes to force entrepreneurs to fire unorganized workers.

Trade unions set wages and, under government pressure, entrepre-
neurs were forced to sign collective bargaining agreements ratifying trade
union wages. These wage rates were far higher than the wages that would
have been achieved on a free labor market. At these wage rates, only part
of the workers could be employed. Mass unemployment was thus un-
avoidable. In 1937, 231,000 unemployed were receiving unemployment
payments; unemployed persons registered at state employment offices for
further action numbered 321,000.

The trade unions obliged their members to perform work on the “can-
can’t” principle. For example, typesetting is similar to typewriting; in both
cases the work is normally done with all fingers of both hands. The ap-
prentice typesetter has to learn to operate the composing machine with
ten fingers. After the completion of his apprenticeship, however, he was al-
lowed to use only one finger at work. This was the way the trade unions
thought that they could create “work opportunities.”

Austrian wages were lower than wages in Germany and in Western
Europe (with the exception of France) and higher than in Czechoslova-
kia, Italy, and in Eastern Europe. Higher wages in the West reflected the
more favorable natural production conditions in those countries and their
industry’s more abundant supply of capital. Western workers protected
their higher wage level by keeping out immigrant foreign workers, just as
Austrian workers defended their wage level by a stringent implementation
of the worker protection code for Austrian workers against the threat of im-
migrant workers from Eastern European countries.
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17 [On the changes in the social, political, and economic situation in Austria following the
German annexation in March of 1938, see Dieter Wagner and Gerhard Tomkowitz, An-
schluss: The Week Hitler Seized Power (New York: St. Martin’s Press, 1971); and Walter B.
Maass, Country Without a Name: Austria under Nazi Rule, 1938–1945 (New York: Fred-
erick Ungar Publishing Co., 1979).—Ed.]

The only way to eliminate unemployment, or at least to reduce it to a
minimum, would have been to lower the wage level to the point where
entrepreneurs would have found it profitable to employ workers in larger
numbers. The wage rate that entrepreneurs can afford to pay workers is
determined on the one hand by the level of prices for the material means
of production and on the other hand by the level of the product’s sale price.
Had the workers in the graphics industry received lower wages or had their
performance been more efficient, the entrepreneurs could have increased
their sales and hence employed more workers.

The trade unions celebrated each success achieved in their wage ne-
gotiations as a victory over the entrepreneur. What they in fact achieved
was a victory over their fellow workers, whom they condemned to becom-
ing or staying unemployed.

K CCC
These remarks would be incomplete if they were limited to economic mat-
ters and neglected the intellectual sphere.

Vienna was not only a center of industrial production and trade, Vi-
enna was a city of intellectual and artistic achievement. This set it apart not
only from the rest of Austria but from all the other eastern and southeastern
European cities.

Let us pass over in silence those pseudospiritual forces that cried “Heil
Hitler!” as soon as the first invaders appeared in Vienna; they well deserved
the kicks they received from the National Socialists. The days of March
1938 demonstrated the true worth of their loud display of patriotism and
Austrian chauvinism.17

If the world still considers enslaved and oppressed Austria a culturally
significant country, this reputation owes nothing to the circles that previ-
ous governments treated with such incomprehensible generosity. It owes
it to those intellectual movements that carried on their work without gov-
ernment support and often even in the face of government harassment.
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18 [On the intellectual and cultural environment of Austria in general and Vienna in par-
ticular in the decades before 1938, see William M. Johnston, The Austrian Mind: An In-
tellectual and Social History, 1848–1938 (Berkeley, Calif.: University of California Press,
1972); Hilde Spiel, Vienna’s Golden Autumn, 1866–1938 (New York: Weidenfeld and
Nicolson, 1987); and Paul Hofmann, Viennese: Spender, Twilight, and Exile (New York:
Doubleday, 1988).—Ed.]

19 [Karl Landsteiner (1869–1943) was the recipient of the Nobel Prize for Medicine in
1930 for the development of blood-grouping techniques used in transfusions.—Ed.]

20 [Carl Koller (1857–1944) demonstrated the medical uses of cocaine as a local anes-
thetic in eye operations. He immigrated to the United States and lived in New York.
—Ed.]

21 [Sigmund Freud (1856–1939) is considered the founder of modern psychoanalysis; he
left Austria in 1938 and moved to England.—Ed.]

22 [A Privatdozent in the German and Austrian systems of higher education was an un-
salaried university lecturer, permitted to teach with the approval of the university faculty
on the basis of demonstrated work of scholarly merit.—Ed.]

23 [Josef Breuer (1842–1925) was a leading Viennese psychiatrist and a developer of the
method of hypnosis for psychiatric application.—Ed.]

The leaders of these movements are not welcome in Vienna today, but it
should not be forgotten that the intolerance manifested in the last years
prior to the National Socialists’ incursion had already driven many of them
abroad.18

The venerable Vienna School of Medicine had already lost much of
its prestige by basing appointments to its chairs on criteria other than merit.
Nobel Prize winner Landsteiner,19 for instance, was unable to establish
himself in Vienna and immigrated in the 1920s to America, where
Koller,20 who had discovered the medical applications of cocaine, moved
forty years earlier. The National Socialists have deprived the Vienna Fac-
ulty of Medicine of many talented people; some were forced to leave as
“non-Aryans”; others left because they wished to stay loyal to Austria.

The psychoanalytic movement, which spread Vienna’s fame world-
wide, was always ignored by Austrian officialdom. Freud21 barely managed
to become a Privatdozent22 at the University of Vienna, and Breuer was
barely named corresponding member of the Academy of Sciences.23 Oth-
ers failed to attain even that much. Psychoanalysis and psychoanalytic re-
search are in full swing everywhere but in Vienna.

The Austrian School of economics revolutionized thinking about the
problems of human action. In the last decades, the government did noth-
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24 [The Austrian School of economics was founded in 1871 with the publication of Carl
Menger’s Grundsätze der Volkswirtschaftslehre, or Principles of Economics. Leading mem-
bers of the Austrian School in the late nineteenth century included Eugen von Böhm-
Bawerk and Friedrich von Wieser. The early Austrian economists emphasized the devel-
opment of marginal utility theory and its application for explaining value and price; the
concept of opportunity cost; the time-structure of production; and the time-preference the-
ory of the rate of interest. In the period between the two world wars, the two prominent and
senior members of the Austrian School in Vienna were Mises and Hans Mayer. The
younger generation of Austrian economists during this time included Gottfried Haberler,
Friedrich A. Hayek, Fritz Machlup, Oskar Morgenstern, Paul N. Rosenstein-Rodan,
Richard von Strigl, Ewald Schams, and Leo Schonfeld. In the 1920s and 1930s, the Aus-
trian economists focused on such themes as the formalization of the logic of human action
and choice; the theory of price formation and market equilibrium; the problem of imper-
fect knowledge; the formation of expectations and interpersonal plan-coordination; the
theory of capital formation, the processes of production, and the rate of interest; and the
theory of money and business cycles. Many leading members of the Austrian School left
their homeland in the 1930s: Hayek (1931 to England and 1948 to the United States);
Mises (1934 to Switzerland and 1940 to the United States); Machlup (1934 to the United
States); Haberler (1934 to Switzerland and 1936 to the United States); Morgenstern (1938
to the United States); and Rosenstein-Rodan (1929 to England and 1947 to the United
States). Hans Mayer (1879–1955), one of the senior Austrian economists at the University
of Vienna, remained in Austria and collaborated with the Nazis following 1938. See Mises,
“The Historical Setting of the Austrian School of Economics,” [1969] in Bettina Bien
Greaves, ed., Austrian Economics: An Anthology (Irvington-on Hudson, N.Y.: Foundation
for Economic Education, 1996), pp. 53–76; and Earlene Craver, “The Emigration of the
Austrian Economists,” History of Political Economy, Vol. 18, No. 1 (1986), pp. 1–32.—Ed.]

25 [The “Vienna Circle” was organized in 1924 by philosopher Moritz Schlick (1882–
1936), who was shot to death by a student on the steps of the University of Vienna. The Cir-
cle was composed of a group devoted to or interested in Positivist philosophy, which argued
that only sense perceptions were a permissible basis of knowledge and precise thought.
Among the prominent members were Rudolf Carnap, Kurt Gödel, Felix Kaufmann, Carl
Menger, Jr., Otto Neurath, and Karl Popper.—Ed.]

ing to promote its expansion. Today, all the representatives of this school
have transferred their activity abroad.24

Opinions may differ about the Positivist “Vienna Circle,” but there
is no question that it contributed to Austria’s reputation. It, too, has been
expelled.25

Vienna’s continued reputation as a theatrical center after the war was
entirely due to Max Reinhardt. Currently, he is active in Hollywood, where
many of the best performers and directors have moved.

Although great Viennese musicians are a thing of the distant past, the
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26 [This term refers to the imperial treasury and crown jewels.—Ed.]

State Opera—in contrast to the Burgtheater—maintained its fame down
to our times. Vienna was second to none for its concerts. There, too, the
National Socialists have wrought great havoc.

It should be mentioned, finally, that the invaders have plundered pub-
lic museums and libraries, carried off invaluable items from the imperial
Schatzkammer,26 and ravished the most precious private art and book col-
lections. It remains doubtful that these losses can ever be repaired.

II The Program

A CCC
The new Austria must unequivocally espouse free trade both in its foreign
and in its domestic economic policies. It will not be in a position to “en-
courage” or subsidize anybody, because it will have no resources at its dis-
posal to do so.

Free trade does not imply the elimination of all tariffs. What it does
imply is that no attempt will be made to raise domestic prices by impos-
ing import duties, to give domestic producers a chance to sell their wares
more advantageously than their foreign competitors. Only two kinds of im-
port duties are therefore compatible with free trade:

1. Duties levied on articles for which consumption taxes are imposed
(alcoholic beverages, tobacco, and tobacco products); these duties must
be set at exactly the same level as domestic taxes for these products.

2. Retaliatory tariffs, which apply to imports of all or certain com-
modities from countries that adopt a hostile policy toward Austrian exports.
Retaliatory tariffs must be imposed at any given time only against a limited
number of countries, to maintain Austria’s supply of each of these indi-
vidual articles at world market prices.

Singling out luxury articles for import duties, on the other hand, is a
very bad idea. Austrian exports have largely consisted of commodities that
might well, with some ill will—of which there is no lack—be characterized
as luxury items. It is quite unlikely that this situation will ever change. A
country that is as dependent as Austria on the export of luxury items must
not give other countries a bad example on this score.
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27 [On the case for a gold standard, see Chapter VI, “A Noninflationary Proposal for Post-
war Monetary Reconstruction,” in this volume; and Mises, Human Action, pp. 471–76;
“Gold vs. Paper” (1953) in Bettina Bien Greaves, ed., Economic Freedom and Interven-
tionism: An Anthology of Articles and Essays by Ludwig von Mises (Irvington-on-Hudson,
N.Y.: Foundation for Economic Education, 1990), pp. 82–86; and “The Gold Problem”
[1965] in Planning for Freedom (South Holland: Libertarian Press, revised 4th ed., 1980),
pp. 185–94.—Ed.]

Prohibiting specific imports for reasons of sanitary and veterinarian
regulations is defensible, but must not be abused for protectionist purposes.
The import of weapons and ammunition is a governmental prerogative.

Prohibiting exports is defensible in periods of political tension only on
military grounds.

B CCC
The currency must be backed by gold.27

The note-issuing bank must be strictly obligated to redeem on demand
in gold at legal parity its notes and liabilities on their bills of trade. It must
publish a weekly report of its status.

Money exchanges with other countries must not be subject to any
restriction.

C CCC
Domestically there must be complete freedom of commercial activity.

The right to free commercial activity can legitimately be restricted in
only three cases: the production and dissemination of weapons, ammuni-
tion, and explosives; retail trade in medications and poisons; and activities
involving sanitary and veterinarian regulations.

D CCC
The central government is the only authority entitled to levy taxes. Mu-
nicipalities are not authorized to collect their own taxes, but will receive
their funding from the central government.
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28 [Charles V (1500–1558) became king of the Habsburg domains in 1519 and was
elected emperor of the Holy Roman Empire in 1521—after accumulating debts in the
neighborhood of twenty million (1960s) dollars to pay bribes and expenses for propaganda,
wages of agents, secretaries, couriers, and payments of troops needed to win the election
against the king of France. He also was Charles I, king of Spain (1516–56).—Ed.]

The following will be the types of taxes levied:
1. Excise taxes for alcoholic beverages, tobacco, and tobacco products.
2. A sales tax, which applies exclusively to the transfer of goods and the

receipt of services by the ultimate consumer. The transfer of goods to per-
sons or enterprises that resell them either unprocessed or after processing
or use of them in their profession or trade remains tax exempt; exports
must also remain tax exempt.

3. A wage tax, modeled after the social insurance tax. This tax, which
was introduced in Vienna by the Social Democrats, later adopted by all
Christian Social and Grossdeutsch Provincial (Länder) governments and
then maintained by the Christian Socialists in Vienna between 1934 and
1938, should be acceptable to all concerned.

4. A progressive tax on higher consumption levels, based on housing
expenditures. No tax is to be levied on housing expenditures of the less
affluent.

5. A tax on ownership of higher-priced automobiles for personal use.
6. A tax on lottery winnings.
7. A playing-card stamp.
8. Administrative fees for the performance of specific administrative

services. Fees for the issuance of patent rights, for registration of brands
and samples, the determination of weights and measures, and official
stamps must be adequate to cover related administrative expense.

9. Lastly, a moderate tax on net profits paid out to shareholders of stock
companies and partners in limited partnerships, for annual disbursements
exceeding 6 percent of capital assets. Disclosed or undisclosed capital must
remain tax exempt to avoid interfering with capital formation.

It should be pointed out that with the exception of the wage tax, which
the employer is not allowed to deduct from wages, and of the tax on ex-
cess distributions of earnings, all earnings are exempt from taxation. This
is essential in view of the economic situation of the new Austria. The tax-
ation policy of the old Austria was misguided in that it ignored Emperor
Charles V’s28 principle and led to killing the goose that laid the golden
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eggs. The new Austria must not kill the goslings that many years hence will
be laying eggs.

This taxation system has the great advantage that tax collection will be
done at very small expense.

The government budget will have to adapt its expenditures to the rev-
enues it is able to collect.

E CCC
The government must divest itself of or abandon enterprises whose oper-
ations are not self-supporting. The new Austria will not have enough re-
sources at its disposal to run up deficits in poorly managed railroads,
timberland, mines, and factories.

F CCC
Public servants who retired before March 1, 1938, will receive their pen-
sions, but only if they can prove that they did nothing to promote National
Socialism. The same principle applies to public servants pensioned off or
dismissed by the National Socialists.

Public servants employed at the time of the liberation will keep their
position on a provisional basis. Their reinstatement will have to be decided
by the government, case by case, in line with the country’s best interests.
For any public servant who is definitively reinstated, length of service will
count from the day of liberation.

Not only undeniable budgetary considerations, but also vital political
considerations speak in favor of this arrangement. It would be disastrous if
the new government were to accept any obligations toward those who
served the Nazi regime.

At a much later date, it will be feasible to count the years of service
prior to 1938 for mid-level and low-level government employees who be-
haved decently. Academically trained civil servants as well as military of-
ficers may not, under any circumstance, benefit from such favors,
inasmuch as they violated their special obligation to remain loyal.

The new state will not be vindictive and will throw the mantle of
Christian forgiveness over the past. But it will not reward felony and will
force plunderers to give up their loot.

08/Draft of Guidelines.p  1/14/00 1:51 PM  Page 152



Draft of Guidelines for the Reconstruction of Austria C 153

G CCC
The central government will have sole administrative responsibility. The
costly duplicate administration by both the central government and au-
tonomous local authorities will come to an end.

District (Kreis) authorities will be set up by the central government,
one in each province (Länd) and a separate one in Vienna. Precinct ad-
ministrations will be eliminated. In the age of automobiles and buses, every
citizen can reach each provincial capital more easily, rapidly, and cheaply
than he could reach precinct offices ninety years ago when they were first
established. The chief district officer and his staff can travel to each lo-
cality within the district without having to stay overnight anywhere.

Each district authority’s territory will be divided into police districts in
which police officials will handle public security matters with the help of
the police and gendarmerie. No other task may be assigned to police
officials.

The district administration is the seat of the lowest level tax assessment
office.

Thus only two administrative levels will be involved in all administra-
tive procedures—aside from those relating to police matters—and ad-
ministrative costs will be greatly reduced.

H CCC
Whether large or small, municipalities will have to devote themselves ex-
clusively to those tasks that are assigned to them by legislation. They will
have to concentrate on road maintenance, fire protection, the adminis-
tration of municipal enterprises, and other useful matters and will have to
avoid being at cross-purposes with the central government’s policies. They
will have to get along with the income derived from the earnings on mu-
nicipal assets and municipal enterprises plus the allocations that they re-
ceive from the central government. Municipalities will need the
permission of the central government to raise money and this permission
will be contingent on their using this money for investments whose even-
tual earnings will cover interest and amortization of the borrowed amount.

No elected municipal official will be able to receive a salary or com-
pensation for his services, nor may he sell any goods to the municipality or
have a contract with it.
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29 [On the educational system and its curricula before and during the period between
the two world wars in Austria, see Ernst Papanek, The Austrian School Reform: Its Bases,
Principles, and Development—The Twenty Years Between the Two World Wars (Westport,
Conn.: Greenwood Press, 1962); and on the nature and philosophy of higher education in
German-speaking central Europe during this time, see Abraham Flexner, Universities:
American, English, and German (New York: Oxford University Press, 1930), pp. 305–61.
—Ed.]

30 [“Gymnasiums” were high schools with a classical emphasis.—Ed.]

With the elimination of the provincial (Länder) legislatures and the ad-
ministrators appointed by them and with the sharp restriction on the power
of municipalities, the major source of corruption and of the squandering
of public funds will run dry.

I CCC
The educational system must be thoroughly restructured.29

Elementary education will be under the control of the central gov-
ernment. All matters concerning elementary education will be under the
overall control of the Office of Education, but directly supervised by the
school inspector of the district authority. All institutions of higher educa-
tion will be under the direct supervision of the Office of Education.

The gymnasiums30 and other secondary schools will expand their cur-
ricula. English and French instruction will be part of the compulsory
program. Students will be held to substantially higher standards of achieve-
ment. Only gifted and hardworking students deserve to have the state de-
vote special resources to their education. Higher standards will reduce
crowding in these institutions, so that the number of secondary schools
can be reduced. This reduction is essential not only for budgetary reasons,
but also because of truly suitable teaching personnel being in short supply.

As expenditures for universities and for the salary of university profes-
sors kept going up, the professors’ scholarly qualifications kept declining.
The chair of sociology at the University of Vienna was held by a man who
did not know a word of any classical or modern foreign language. Many
doctors of law knew less about Austrian legal institutions than any intelli-
gent newspaper reader. One might run across doctors of philosophy with
the right to teach history and German in gymnasiums who had never
heard of Dante, Voltaire, and Pasteur, and who did not know the main
provisions of the Austrian constitution.

The University of Vienna will have to be rebuilt almost from scratch
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with the help of teaching personnel from Western Europe. It may also be
possible to bring back some of those Austrians who are now teaching in
Anglo-Saxon countries. American foundations will undoubtedly do their
share in financing the reorganization of the University and of research
institutions.

The universities in Graz and Innsbruck, which have long since ceased
to be worthy of this name, will be abolished.

J CCC
The judicial system, like all other branches of the administration, was over-
staffed. A 1930 report of the Austrian Ministry of Justice indicates that the
number of citizens per judge in different countries was the following:

Austria 4,487
Germany 6,651
Sweden 7,600
Norway 8,300
Italy 9,770
Denmark 13,430
France 20,000

In many rural district courts, fewer than ten decisions per year were handed
down in civil cases.

The elimination of the provincial (Länd) courts of appeal will lead to
a two-tier judiciary. The number of district courts must be substantially re-
duced. Vienna tribunals will extend their jurisdiction to all of Lower Aus-
tria. At the seat of the remaining district authorities, a provincial tribunal
will be established, with jurisdiction for the entire province (Länd).

K CCC
The whole post, telegraph, and telephone service will be merged into a
single postal administration in Vienna. Postal administrations in the cap-
itals of the individual provinces (Länder) are superfluous and will be
eliminated.

All administrative branches will have to be operated much more eco-
nomically than before 1938. That will be all the easier to implement as the
new state will be under no obligation to reappoint functionaries who
served under the Nazi regime.
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31 [Between 1945 and 1955, Austria was divided into four Allied occupation zones—Amer-
ican, British, French, and Soviet. Located within the Soviet zone, Vienna was also subdi-
vided into four zones, with the center of the city jointly administered and policed by the
four Allied Powers.—Ed.]

The French system of competitive examinations is to be applied in
filling public service jobs. Notwithstanding its weaknesses, this system is in-
comparably superior to patronage, nepotism, and corruption.

L CCC
Citizens are entitled to establish organizations at will, as long as the ob-
jectives of the organizations are not in violation of the law.

Compulsory organizations—notably commerce, trade, and industrial
chambers, labor chambers, agricultural chambers, industrial guilds, etc.—
on the contrary, are to be abolished. Only the lawyers’ chamber is to be re-
tained because of its functions with respect to judicial policies.

Any organization using direct or indirect means in order to compel
citizens to join its ranks will be dissolved by the courts. Persons charged
with exerting this kind of compulsion will be permanently barred by the
courts from belonging to organizations and from receiving financial sup-
port from organizations.

M CCC
After the collapse of the National Socialist regime, Austria probably will be
occupied by Allied troops and placed under military administration.31

This military administration will be faced with a disastrous situation:
an undernourished, badly dressed, and badly shod population, lacking
food supplies and fuel; factories that are completely shut down, railroads
and roads in a state of dilapidation, and possibly even bridges and tunnels
that have been destroyed. Food will undoubtedly be distributed—with the
help of the Quakers and the Red Cross—but the Czechs and Poles will be
given priority over the Austrians.

The wretchedness of the situation will make the Allies all the more
eager to transfer responsibility to the legitimate government. It is to be
hoped that they will offer a small amount of credit to this government as
well. Thereafter, the Allies will move on to their own problems, however,
and will advise Austria to take care of its own.
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32 [It is worth noting that as early as May of 1940, Mises is anticipating the liberation, oc-
cupation, and reconstitution of a new, free Austria by the victorious Allies. This was a time
when the armies of Nazi Germany were in the process of overrunning Holland, Belgium,
and France, and the likelihood of Germany not only being stopped but totally defeated
seemed to many to be highly improbable. With France occupied, Great Britain was stand-
ing alone against Hitler, for the Soviet Union was still unofficially allied with Nazi Ger-
many and the United States was a neutral power.—Ed.]

What is to happen at that point? The masses will urgently demand to
be given food. Where is it to come from?

Factories—where today weapons are being turned out with too little
equipment—will be idle. There will be a shortage of raw materials. There
will not be a penny in the whole country, nothing but totally valueless
Reichsmark notes. All banks, savings banks, and insurance companies will
be insolvent. Real estate will be totally worthless, with no tenant able to pay
rent. Agriculture will be without seed grains or fertilizers and will have a
diminished livestock.

A few people from other countries will appear on the scene to buy up
jewelry and other objects that are easy to carry off. This will alleviate the
lot of the middle classes for a while, but it will do nothing to solve the
problem of feeding the masses.

Restitution claims against the German Reich will probably be upheld,
but it will be years before payments are received. Others will obviously
have stronger claims, and Austria will have to make room for them.

If no preparations are made for these difficult days ahead, the new gov-
ernment will collapse before it has begun its rule.

Now is the time to take the requisite steps.32 Capitalist and entrepre-
neurial circles in other countries must be contacted and informed that
free market principles will prevail in the new Austria. Preliminary negoti-
ations must tackle the establishment of a note-issuing bank and must deal
with the takeover of railroads and state-owned timberland, the creation of
branches of foreign banks, etc. Then, when the day of liberation has ar-
rived, an agreement can be quickly put into place. The entrepreneurs who
have been expelled from Austria must be sought out and urged to be ready
to resume their activities in Austria.

Cultural propaganda must be initiated as well. The bad reputation
that Austria has unhappily acquired in the world must be dispelled. It must
be clearly proclaimed that the future government will no longer treat badly
all those Austrians who can accomplish great things and that it has no in-
tention of letting the French, English, and Americans be derided from the
lecterns of its universities. Every effort must be made to utilize the good-

Spread depth longer than optimum
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33 [The International Committee of Intellectual Cooperation was established by the
League of Nations in 1922 to support and encourage intellectual cooperation and con-
tacts between nations. Among its first standing members were the French philosopher
Henri Bergson, the Polish physicist Madame Curie, and the German physicist Albert Ein-
stein; see Gilbert Murray, “Intellectual Cooperation,” The Annals of the American Academy
of Political and Social Science, Vol. 235 (September 1944), pp. 1–9.—Ed.]

34 [This man was Henrich Ritter von Srbik (1874–1951). Beginning in 1922, he was a pro-
fessor of history at the University of Vienna. From 1929 to 1930, he was Austria’s minister
of education. After the annexation of Austria in 1938, he served as a member of the Ger-
man Reichstag and as president of the German Historical Commission. From 1938 to
1945, he was also president of the Viennese Academy of Science under the Nazis.—Ed.]

35 [The International Institute of Intellectual Cooperation was founded in 1928, with its
headquarters in Paris. Its stated purpose was to offer solutions for peaceful change in re-
sponse to international political and economic conflicts. Participants included such lead-
ing classical liberals of the interwar period as Lionel Robbins and Theodore Gregory of
Great Britain, Charles Rist and Louis Baudin of France, William Rappard, Paul Mantoux,
and Michael Heilperin of Switzerland, Moritz J. Bonn of Germany, Oskar Morgenstern of
Austria, and Jacob Viner, Frank Graham, and Eugene Staley of the United States. Mises
attended the May 1936 meeting of the International Institute of Intellectual Cooperation
in Madrid, Spain, as a representative of the Graduate Institute of International Studies in
Geneva, Switzerland (at that time, he served the Institute as a professor of international eco-
nomic relations). The meeting in August of 1939 in Bergen, Norway, was held under the
darkening clouds of war in Europe, and the Institute suspended operations soon afterwards;
see The Intellectual Studies Conference: Origins, Functions, Organization (Paris: Interna-
tional Institute of Intellectual Cooperation, 1937).—Ed.]

36 [The chairman of the Austrian National Committee to the International Institute of
Intellectual Cooperation was Alfons Dopsch (1868–1953). Dopsch was a professor of eco-

will Austria has generated through the cultural achievements of its sons. 
And finally, Western public opinion must be alerted to the significance

of a free, independent, and economically and militarily self-sufficient Aus-
tria for peace and order in Europe, especially in the Danube area.

French methods of cultural propaganda must be studied and imitated
where appropriate. Everything possible must be done to efface the mem-
ory of the previous governments’ arrogance toward the foreign press and to
build up Austria’s reputation. Anyone officially representing Austria must
be selected more carefully than in the past. The press attaché working at
the London Embassy at highly critical times was a man who had previously
been working for the German news service. For many years the Austrian
delegate to the International Committee of Intellectual Cooperation33 was
a National Socialist who was an ex-minister!34 The chairman and the ma-
jority of the members of the Austrian National Committee to the Interna-
tional Institute of Intellectual Cooperation35 were National Socialists!36
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nomic and cultural history at the University of Vienna. The secretary of the Austrian Na-
tional Committee was Eric Voegelin (1901–85), a leading conservative philosopher and po-
litical theorist best known for The New Science of Politics (1952) and a four-volume treatise,
Order and History. Voegelin was dismissed from his university position by the Nazis in 1938
and immigrated to the United States, where he became a professor at Louisiana State Uni-
versity. The Institute’s Committee of Coordinating Institutions in Vienna represented the
Hocheschule für Welthandel (College for International Trade); the Konsularakademie (Con-
sular Academy); the Rechts und Staatwissensschaftliche Fakultät (Law and Political Sci-
ence Faculty) of the University of Vienna; the Seminar für Kultur und Wirtschaftsgeschichte
(Seminar for Culture and Economic History) at the University of Vienna; and the Öster-
reichisches Institut für Konjunkurforschung [Austrian Institute for Business Cycle Research],
which Mises founded in 1926 and which he served as acting vice president.
—Ed.]

37 [Karl Renner (1870–1950) was a leading Austrian socialist who headed two coalition
governments of the new Republic of Austria between the fall of 1918 and the summer of
1920. In April of 1945, he formed a provisional government that proclaimed the reestab-
lishment of Austria as a democratic republic; in November of that year, he was elected
president of Austria, a position he held until his death.—Ed.]

38 [On the form and amount of Allied financial aid and food relief to Austria in the im-
mediate post–World War I period, see David Strong, Austria (October 1918–March 1919):
Transition from Empire to Republic (New York: Octagon Books, [1939] 1974), pp. 241–
73.—Ed.]

39 [On the economic conditions in Austria immediately after the First World War and the
phases of the Great Austrian Inflation between 1918 and 1923, see J. van Walre de Bordes,
The Austrian Crown: Its Depreciation and Stabilization (London: P. S. King and Son,
1924).—Ed.]

On the day of liberation, diplomatic representatives must be sent to
all the important capitals. Only men with great personal prestige based ei-
ther on their scholarly contributions or on other personal distinctions must
be chosen for these positions in the West. They alone can create the es-
teem that Austrian representatives would otherwise lack in the first years
of the new state’s existence. Here, too, the French system can serve as a
model.

Even if all goes as well as can be hoped, the new state will not be able
to count on regular tax revenues in the first years of its existence.

In 1918–1919, the Renner37 government had substantial credits for re-
lief at its disposal. The Western powers delivered food supplies on credit;
the government sold these food supplies to the population at prices that
were below the market price and purchase cost and used the proceeds to
cover current government expenses.38 It also relied on a policy of unlim-
ited inflation.39 The new state will not be able to resort to such tactics. The

Spread depth longer than optimum
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relief credits at its disposal will be very small and the population, which will
be bereft of all resources, will not be able to pay for the food supplies,
which will have to be distributed free of charge. Inflation will be impossi-
ble, as no one will be willing to turn over commodities in exchange for
the government’s printed notes.

At the very start, the government will therefore have to rely exclusively
on the advances paid by foreign buyers of railroads, timberland, and so on.

There will be hard times ahead before the new machinery of the ex-
port industry can be set in motion.

III Rebuttal to the Anticipated Objections

A CCC
It can be expected that these proposals will be indignantly rejected by all
those who have had their share of responsibility for Austrian policies in the
last twenty years. The old parties are incapable of conceiving of the state
as anything but an instrument of coercion that takes things from the prop-
ertied classes to bestow them on other citizens and that puts all conceiv-
able obstacles in the path of entrepreneurs.

The new Austria will have neither entrepreneurs nor property owners
from whom anything can be taken. The old policies can therefore no
longer be sustained.

People will say that there are forests, ores, and magnetite mines. These
are, in fact, important assets for the new Austria. However, their exploita-
tion will first require considerable investment, which can only be made by
foreign capital, as no domestic capital will be left. It will be very difficult
to acquire the necessary capital from elsewhere. But certainly foreign cap-
ital will be impossible to attract if it is threatened by the confiscatory poli-
cies of the old system.

People will propose the nationalization of timberland and mines. Well,
the state is already the largest owner of woodland in Austria, owning over
four hundred thousand hectares of forests. It operated this property so in-
competently that it not only brought in no revenues, but even created a
substantial deficit, which had to be covered by tax money.

People will talk about the existence of large-scale landholdings and
will insist that these be taxed, broken up, or nationalized. The fact is, how-
ever, that the earnings of Austrian agriculture depended on protection and
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40 [On Mises’s view of Russia and Soviet socialism, see Liberalism in the Classical Tradi-
tion [1927] (Irvington-on-Hudson, N.Y., and San Francisco, Calif.: Foundation for Eco-
nomic Education and Cobden Press, 1985), pp. 151–54.—Ed.]

41 [Leading historians of the Soviet period have estimated that as many as seven to twelve
million people may have died during the forced collectivization of the land in the early
1930s; many of those millions had lived in Ukraine; see Robert Conquest, The Harvest of
Sorrow: Soviet Collectivization and the Terror-Famine (New York: Oxford University Press,
1986); and Miron Dolot, Execution by Hunger: The Hidden Holocaust (New York: W. W.
Norton and Co., 1985).—Ed.]

subsidies and its earnings were extracted by putting an antisocial burden
on the food consumption of the masses. It will be years before Austrian
agriculture makes a positive contribution to the economic structure.

People will point to urban real estate. In truth, the houses are value-
less, as there is no one who can pay rent. It will not even be easy in the first
years to set high enough rents for existing apartments to pay for the main-
tenance costs of the buildings.

B CCC
Some people will undoubtedly propose full socialization in line with the
Russian model.

No other country can rival Russia’s abundance of natural resources. It
has more than its share of the most fertile fields. It is endowed with the
right soil for growing wheat and rye, oil-producing plants, tropical fruits,
and cotton and with ample space for raising beef, pigs, and sheep. It is
blessed with limitless forests full of fur-bearing animals. It has the richest
sources of iron and manganese ore, gold, platinum, and mineral oil. The
socialist system is incapable of exploiting these treasures.40 A few years ago,
millions died of starvation in the Ukraine, the famous bread basket of Eu-
rope.41 The Russian people have the lowest standard of living of all Chris-
tian peoples. The Russian experience does not speak in favor of socialism.

How could a socialist Austria feed its population? How could it pay for
foreign raw materials and food supplies, without which it could not
survive?

If Austria were to follow the Russian model, it could at best feed a mil-
lion people in the Bolshevist style. What should the remaining 5.5 mil-
lion people do?
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42 [On the issue of free immigration and international equalization of market-determined
wages, see Mises, “The Freedom to Move as an International Problem,” [1935], reprinted
in Richard M. Ebeling and Jacob G. Hornberger, eds., The Case for Free Trade and Open
Immigration (Fairfax, Va.: Future of Freedom Foundation, 1995), pp. 127–30.—Ed.]

C CCC
The Social Democratic leaders will certainly try to rouse opposition to this
program among trade unions and the Western European and American
labor parties and at the International Labor Office. It would be terrible if
trade unions were not allowed to set wages as they pleased through strikes
and the threat of strikes, and if unemployment support were withdrawn;
such antisocial measures must not be tolerated, they will say. But if West-
ern labor parties sincerely wish to improve the lot of Austrian workers, the
most effective step they can take is to eliminate the laws that prevent Aus-
trian workers from immigrating to the United States and the British Do-
minions seeking work there. Low wages in relatively overpopulated Austria
are the counterpart to the high wages in these relatively underpopulated
countries. There are millions of hectares of uncultivated soil in America,
Australia, and New Zealand that is far more fertile than the best soils in
Austria. Austrian workers must work in a country with particularly unfa-
vorable production conditions, because they are kept away from produc-
tion sites that are better endowed by nature. It is not the greediness of
Austrian entrepreneurs that condemns Austrian workers to a lower stan-
dard of living, but the selfishness of Western workers.42

In the West, unemployment insurance is paid out of the proceeds of
high inheritance and income taxes. In the new Austria there will be no
heirs to pay taxes and income taxes will have to be paid exclusively out of
worker income.

Austria’s only heritage is misery, and it is Austria’s task to extricate it-
self from this misery and move to a new prosperity.

D CCC
Some will propose following Hitler’s prescription of autarchy and public
works (labor service) to keep the unemployed at work.

We do not propose here to demonstrate that Hitler’s policy is bound to
ruin any country as it has already ruined the German Reich. Let it suffice
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43 [The Treaty of Saint-Germain was signed by Austria and the Allied Powers in 1919. It
ended the state of war between them and formally dissolved the territory of the former
Austro-Hungarian empire into a new, small Republic of Austria, the independent states of
Hungary and Czechoslovakia, a re-created Poland, an enlarged Romania, and a Serb-
dominated Yugoslavia.—Ed.]

to point out the following: the German Reich is much more abundantly
provided with raw materials and food than Austria, and it can cover a far
greater part of its nutritional needs domestically, thanks to the natural fer-
tility of its soil, than is possible for mountainous Austria. It was able to meet
part of its import needs by the export of domestically extracted raw mate-
rials (e. g., coal). When Hitler came to power, Germany disposed of an in-
dustrial base that far outstripped Austria’s in size, productivity, and capital
equipment. It is Austria’s special problem that it must more heavily rely
on the import of food supplies than Germany, that it earns less from the
export of raw materials than the German Reich, and that its industry is to-
tally ruined today. An autarchic Austria could offer its children not bread
but only stones.

The problem is not to find work for the unemployed to keep them
from being bored. The problem is to find them productive work, some-
thing that can never be achieved by public works or labor service. Only the
export industry can achieve this goal. A blouse producer selling an assort-
ment of blouses abroad does more for Austria and Austrian workers than all
the trade unions and social policy-makers put together.

E CCC
Finally, people will again raise the question of Austria’s viability as a sepa-
rate state.

There is no denying that nature has been niggardly toward Austria.
For that very reason Austria must pay by means of its export of industrial
goods for the food supplies and raw materials from abroad that are required
for the consumption needs of its sons and daughters. This state of affairs is
not merely the result of the Treaty of Saint-Germain.43 Even under the old
Austro-Hungarian monarchy, nobody presented the inhabitants of the ter-
ritory that constituted the Austrian state between 1919 and 1938 with gifts
or tributes. When the inhabitants of Vienna or Graz had coal delivered
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44 [Austrian Silesia was the northern region of the province of Moravia that was incorpo-
rated into the new nation of Czechoslovakia at the end of the First World War. Since 1993,
it has been a part of the Czech Republic.—Ed.]

45 [The city of Gorizia was part of the Austro-Hungarian empire before the First World
War. It was annexed by Italy at the end of the war as a result of the Treaty of Saint-Germain.
It is north of the Gulf of Trieste at the northern end of the Adriatic Sea.—Ed.]

46 [Dalmatia, which lies on the east shore of the Adriatic, was also part of the Austro-
Hungarian empire. It was annexed by the new state of Yugoslavia at the end of the First
World War as a result of the Treaty of Saint-Germain. Since 1991, it has been part of the
Republic of Croatia.—Ed.]

47 [Galicia was the easternmost area of the imperial Austrian domains under the Austro-
Hungarian empire, containing the city of Lemberg (now Lvov), the birthplace of Ludwig
von Mises. It was incorporated into the re-created state of Poland at the end of the First
World War. Most of Galicia, including Lemberg, was annexed by the Soviet Union in Sep-
tember of 1939 as a result of the military conquest and division of Poland between Nazi
Germany and the USSR. Since 1991, it has been part of the Republic of Ukraine.—Ed.]

from Silesia,44 grain from Hungary, or tropical fruits from Gorizia,45 they
had to pay for these items, and they could do so only by selling the com-
modities that they had produced. This is not a matter of “exchange rates.”
In a country whose government does not engage in inflationary practices
and that is not trying to conceal the consequences of inflation by foreign
exchange controls, there is no foreign exchange problem and no “shortage
of foreign currency.”

From a purely budgetary point of view, the dissolution of the old
monarchy was not unfavorable for post-Saint-Germain Austria. In effect,
the territory that constituted Austria between 1919 and 1938 contributed
to the administrative costs of the other parts of the monarchy, rather than
receiving contributions from them. If one insists on the existence of trib-
utes, one would have to say that the Viennese were obliged to pay tribute
to the Dalmatians,46 the Galicians,47 and the Hungarians. From the point
of view of trade policies, the Treaty of Saint-Germain had disastrous con-
sequences, because each one of the new states closed itself off from the
other states. The consequences of this policy, however, were far more cat-
astrophic for Czech industry and Hungarian agriculture than for Austria.
Large segments of the Bohemian-Moravian-Silesian industry and the larger
part of Hungarian agriculture were incapable of selling their products out-
side their tariff-protected zone. Austrian export industries, on the other
hand, could compete on the world market and might have been thriving
between 1919 and 1929, despite all foreign tariff barriers, had they not
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48 [The Sudetenland was the westernmost area of Bohemia bordering on Germany. It
was incorporated into Czechoslovakia at the end of the First World War. In September of
1938, the area was annexed by Nazi Germany as a result of the Munich agreement be-
tween Germany, Great Britain, France, and Italy. It was returned to Czech control at the
end of the Second World War, and the approximately three million German-speaking res-
idents were expelled.—Ed.]

49 [On the consequences resulting from the policies of economic nationalism and pro-
tectionism in the post–World War I countries of the former Austro-Hungarian empire,
known as a group as “the successor states,” see Leo Pasvolsky, Economic Nationalism of the
Danubian States (New York: Macmillan Co., 1928); Antonin Basch, The Danube Basin
and the German Economic Sphere (New York: Columbia University Press, 1943); and Fred-
erick Hertz, The Economic Problem of the Danubian States: A Study in Economic Nation-
alism (London: Victor Gollancz, 1947).—Ed.]

50 [On the reasons for the duration and severity of the Great Depression, see Mises, “The
Causes of the Economic Crisis” (1931) in Percy L. Greaves, ed., Von Mises, On the Ma-
nipulation of Money and Credit (Dobbs Ferry, N.Y.: Free Market Books, 1978), pp. 173–
203.—Ed.]

been hampered domestically in all their moves by Austrian economic poli-
cies. The misery in the Sudeten-German industrial area48 and the decline
in the standard of living in large parts of Hungary, Yugoslavia, and Galicia,
were actually consequences of the commercial situation that arose after
the dissolution of the Austro-Hungarian customs union. In the first months
after the war, Czechs and Hungarians believed that their surplus coal,
sugar, and wheat assured them of a permanent superiority over Austria. It
did not take them long to realize that the export market for these items
was highly unfavorable.49

One must bear in mind a circumstance that has received too little pub-
lic attention. The Great Depression, which began in 1929, had a far more
devastating effect on the prices of raw materials and agricultural products
than on the prices of industrial products. Consequently, a country with
Austria’s economic structure was less affected by the crisis than countries
relying on the export of agricultural products and raw materials. The cat-
astrophic situation of the Austrian economy was not a result of the degra-
dation of its position on the world market, which required the import of
food supplies and raw materials, but the consequence of Austria’s eco-
nomic policy.50

No word is strong enough to characterize the absurdity of the eco-
nomic policy pursued by the successor states. However, Austria’s agrarian
protectionism was not an iota less absurd than Hungary’s, Poland’s, Ro-
mania’s, or Yugoslavia’s promotion of industrial development. Austria bears
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51 [In March of 1931, the German and Austrian governments signed a protocol for the es-
tablishment of an Austro-German customs union. Under opposition from the governments
of Great Britain, France, Italy, and Czechoslovakia, the customs union was prevented from
operating after the World Court at the Hague found it to be inconsistent with international
agreements that Austria had signed in 1922; see Mary Margaret Ball, Postwar German-
Austrian Relations: The Anschluss Movement, 1918–1936 (London: Oxford University
Press, 1937), pp. 100–185.—Ed.]

52 [The “S.A.” were the “Sturmabteilung,” or “Storm Troopers” or “Brownshirts,” of
Hitler’s National Socialist movement in Germany. The “S.S.” were the “Schutzstaffel,” or
“Blackshirts,” who came to be the most feared Nazis.—Ed.]

as much responsibility as the other states for the failure of all efforts to or-
ganize economic cooperation between the Danubian states.

When people in Austria kept referring to the need for an “expansion
of the economic territory” and used this need as an argument for the An-
schluss, they were as insincere as most of the people in the rest of the world
(for example, in the League of Nations, the International Chamber of
Commerce, etc.) who called for a “reduction of obstacles to trade.” Every
country was eager to have import duties in other countries reduced, but at
the same time refused to reduce its own. Similarly, these Austrian propo-
nents of the Anschluss wished to secure duty-free access for Austrian prod-
ucts to the German market, but at the same time refused to guarantee free
access to Austrian markets for their German competitors. In the second
half of the 1920s, the government and the political parties put pressure on
the Austrian trade and agricultural chambers to take a stand on the idea of
a union with Germany, whereupon each agricultural branch and many
industrial groups requested an intermediate custom border for their prod-
ucts. They all asserted that they would welcome this customs union, but
each group requested special protection for its products. When the pro-
jected customs union broke down because of the opposition of the West-
ern Powers,51 many industrialists—including those that belonged to the
Grossdeutsch [the Greater Germany] party and who vociferously supported
the union with Germany—breathed a sigh of relief, as did the agrarian
leaders. The Anschluss could never have come about by peaceable agree-
ment between the two states, but only as it did in reality, by the influx into
Austria of S.A. and S.S. men52 in disguise, in whose wake followed the Ger-
man army.

The union of the Eastern European states is a political necessity to
allow them to stand up in self-defense against Germany, Russia, and Italy.
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53 [See Chapter IX, “An Eastern European Union: A Proposal for the Establishment of a
Durable Peace in Eastern Europe.”—Ed.]

54 [See Chapter I, “Postwar Reconstruction,” footnote 40.—Ed.]

55 [See Chapter IV, “The Fundamental Principle of a Pan-European Union,” footnote 1.
—Ed.]

This political union is contingent on an economic union.53 But even an
economic union will not relieve Austria of the need to put its own house
in order.

The slogans about Austria’s “lack of viability” and the need for an An-
schluss played such a disastrous role between 1918 and 1938 because they
were used to excuse and justify the greatest follies in economic policy.
“Our economy is not viable in any case. Our only salvation lies in doing
what is forbidden by the Treaty of Saint-Germain,” it was said. “We are
bound to come to a miserable end, it is inevitable. Those who blame our
economic policy are choosing the wrong target; they should be blaming
the Treaty of Saint-Germain.” In the face of this fatalism, all attempts by
people with some understanding to adopt a more sensible economic pol-
icy were doomed to failure. Anyone sincerely interested in preserving Aus-
tria had to conclude that only the Anschluss could shake the country out
of its comfortable “do nothing” mentality; only the Anschluss could elim-
inate Austria’s only excuse for its self-destructive policies.

No matter whether Austria is surrounded by states closed off by tariff
walls or finds itself in a free market world; whether it is part of the German
Reich, a new “Great Power Hapsburg monarchy,” or a differently struc-
tured Danubian federation; whether it becomes part of the British Em-
pire or a member of the Federal Union planned by Mr. Streit54 or of
Coudenhove-Kalergi’s Paneuropa;55 under all circumstances Austrians
must fend for themselves. Come what may, they will have to pay for what
they wish to consume. But the only way they can pay is by the sale of in-
dustrial products and, to a limited extent, by the export of raw materials and
the proceeds of the tourist trade.

F CCC
There is no other path for Austria’s reconstruction than the one described
in this program.

It is an arduous path. In the new Austria there will be no room for
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56 [On the problem of capital consumption in Austria in the years after the First World
War, see Nicholas Kaldor, “The Economic Situation in Austria,” Harvard Business Review
(October 1932), pp. 23–34; and Fritz Machlup, “The Consumption of Capital in Austria,”
The Review of Economic Statistics (January 15, 1935), pp. 13–19. On the general process
by which such capital consumption can come about, including in Austria during this pe-
riod, see F. A. Hayek, “Capital Consumption,” [1932] in Roy McCloughry, ed., Money,
Capital, and Fluctuations: Early Essays by F. A. Hayek (Chicago: University of Chicago
Press, 1984), pp. 136–58.—Ed.]

comfortable ministerial seats or sinecures. There will be no room for par-
asites who thrive on the handouts that they receive from the state at the ex-
pense of other citizens.

For decades Austria has pursued a policy of capital consumption.56

The time has come for new capital formation and for the creation of a
new export industry. Only then can a new Austria take shape.
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1 [This paper was written in October of 1941.—Ed.]

chapter ix

An Eastern Democratic Union:
A Proposal for the Establishment of a
Durable Peace in Eastern Europe1

I Peace Within a World of Nationalism

In a world of free trade and democracy, no special institutions and provi-
sions are needed in order to ensure undisturbed peaceful cooperation
among all nations. In such a world, where there are neither trade barriers
nor migration barriers, where the activities of governments are limited to
the protection of the lives, the health, and the property of individuals
against violent or fraudulent aggression, and where neither the laws nor the
administration nor the tribunals discriminate between different groups of
citizens or between citizens and foreigners, it is without importance to the
individual where the frontiers of his country are drawn. Every individual
has the opportunity to live and to work where it suits him best. Nobody
can derive any advantage from a change in the political distribution of the
earth’s surface. No citizen can be enriched by a victorious war, which
makes his country larger at the expense of other countries. War does not
pay. Nations become peaceful because they consider warfare a useless
waste of both blood and wealth.

Our world is very different from this liberal free-trade utopia. We are
living in an age when governments are eager to further the short-term in-
terests of some groups of citizens at the expense of other groups of citizens
and of foreigners. Ours is an age of economic nationalism. Economic na-
tionalism is a policy which intends to improve the lot of greater or smaller
groups of citizens by putting impediments in the way of foreigners. Foreign
products are withheld from the domestic markets; foreign labor is banned
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2 [On the meaning and practice of economic nationalism, see Chapter I, “Postwar Re-
construction,” footnote 17, and Chapter VII, “A Draft of Guidelines for the Reconstruction
of Austria,” footnote 49.—Ed.]

3 [See Chapter I, “Postwar Reconstruction,” footnote 10.—Ed.]

4 [The Covenant of the League of Nations was signed in April of 1919. Its twenty-six arti-
cles formed an agreement among the member governments to establish a system of col-
lective security for the maintenance of peace and the settlement of disputes among nations.
—Ed.]

5 [See Chapter I, “Postwar Reconstruction,” footnote 6.—Ed.]

from competition on the domestic labor market. Whether these measures
really can attain the ends which the governments want to attain or whether
they do not, in the long run, hurt in some way or other the citizens whom
they want to benefit is immaterial. The decisive point is that the great ma-
jority of our contemporaries firmly believe in the efficacy of these mea-
sures of economic nationalism. There is, therefore, no hope that the world
will, in the near future, try to embark upon a policy of free trade.2

Such is the stark reality we have to face. We should not deceive our-
selves by false illusions. All the arguments brought forward in order to
demonstrate the disadvantages of warfare and the benefits of undisturbed
peace are vain in an age of economic nationalism. Under present condi-
tions, the pacifists are mistaken when they declare that a victorious war
does not pay. It is true that the individual citizens of Germany did not gain
anything in 1871 by the conquest of Alsace-Lorraine.3 This was in the days
of a more or less free trade Europe. But today it is different. For instance,
a conquest of Australia by the Japanese would improve the lot of every in-
dividual Japanese wage earner. It would give a great number of Japanese
the opportunity to work in Australia, where the natural opportunities for
production are much more favorable than in the overpopulated Japanese
home islands. It would therefore raise the level of wages and the standard
of living for all Japanese wage earners, both for those who could immi-
grate to Australia and for those who remain in their old country.

Whereas in a world of universal and absolute free trade every nation
is eager to maintain peace, in a world of economic nationalism those na-
tions that believe themselves strong enough are ready to profit from every
opportunity to attack weaker nations. In such a world, there is no solidar-
ity of interests but a permanent latent conflict of interests that becomes
manifest as soon as a good chance for prey appears. It is useless to fight
this militarist bellicosity by mere moral condemnation. Both the Covenant
of the League of Nations4 and the Briand-Kellogg Pact5 failed, because the
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6 [On the failure of attempts to reestablish freer trade in the period between the two world
wars, and its relationship to the preparations for war, see William E. Rappard, The Com-
mon Menace of Economic and Military Armaments (London: Cobden-Sanderson, 1936),
and Postwar Efforts for Freer Trade (Geneva: Geneva Research Centre, 1938).—Ed.]

7 [See Chapter 1, “Postwar Reconstruction,” footnote 40.—Ed.]

warlike nations considered them an insincere protection of the unfair priv-
ileges of the weak. The principle of collective security could not work in
a milieu where every nation waged a permanent economic war against all
other nations.6

We may hope that this unsatisfactory state of things will one day be re-
placed by a mentality of free trade and goodwill. But we have to realize that
it would be foolish to believe that trade barriers and immigration barriers
will be abolished directly after this war. We have to try to discover means
that could make peace durable even in this age of radical nationalism.

Nations inspired by the spirit of nationalism recognize only one argu-
ment in favor of peace, namely, that there is but little hope of success for
their armed forces in waging war. What is wanted, therefore, is some way
to build up a political structure that would prevent the nations calling
themselves “dynamic” because of the use of their powers for aggression.

It is very probable that the British empire, the American republics,
and some of the democracies of Western Europe will arrange, after the
war, for permanent political and military cooperation in order to assure
their security against German and Japanese aggressions. Whether con-
structed according to the pattern laid out by Mr. Clarence Streit7 or in an-
other way, such a union could peacefully settle conflicts in all countries
from the left bank of the Rhine westward to the western boundaries of the
British sphere of influence in Asia. But just that part of the earth in which
both world wars have originated would remain outside. A special scheme
for a durable peace in Eastern Europe is a necessary condition for the sat-
isfactory working of all plans to make the world safe for peace.

II The German Problem

The following proposals for a new political constitution of Eastern Europe
are based on two assumptions.

The first assumption is a total defeat of Nazism. We do not have to
worry about what will happen if the Nazis should end their total war by a
total victory. They will exterminate some of the vanquished nations, expel
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8 [At the time when this monograph was written in October of 1941, Great Britain and the
Soviet Union were the two primary military powers fighting Nazi Germany. The United
States was still a neutral power, not entering the war against Nazi Germany until Decem-
ber of 1941, following the Japanese attack on Pearl Harbor.—Ed.]

9 [Before 1939, the ten leading countries in terms of population in Europe (excluding the
Soviet Union) were: Germany, 77,028,433; France, 63,849,000; Great Britain and North-
ern Ireland, 46,605,753; Italy, 44,530,000; Poland, 35,090,000; Spain, 23,950,821; Yu-
goslavia, 15,703,000; Czechoslovakia, 15,096,025; Hungary, 13,412,667; Netherlands,
8,728,722.—Ed.]

10 [See Chapter I, “Postwar Reconstruction,” footnote 52.—Ed.]

11 [The House of Hohenzollern was a royal German family that ruled Brandenburg
(1415–1918), Prussia (1525–1918), and Germany (1871–1918). Its rule came to an end
with the abdication of Kaiser Wilhelm II in 1918 at the close of the First World War.—Ed.]

others from Europe, and enslave the remaining ones. In the “New Order,”
the members of the Nazi Party will rule over slaves.

The second assumption is that the victorious British empire and its al-
lies will not use their total success to exterminate the German nation.8 We
assume that the victors will neither kill all Germans nor expel them to the
Arctic Circle; of course, they do not even consider such a barbaric plan.
But then the German problem remains unsolved.

This German problem consists in the firm conviction of the German
nationalists that the German nation is the strongest military power on
earth. The German philosophers, historians, and would-be economists
who have expounded these doctrines for more than eighty years base their
statements on the following arguments:

A. The Germans are the most numerous among the European na-
tions.9 It is a mistake to believe that the Russians or the Americans are more
numerous than are the Germans. From the total figures of the inhabitants
of European Russia, the non-Russians (Ukrainians, White Russians, Mon-
golians, and others) have to be deducted; the remaining numbers of the
Great Russians are inferior to those of the Germans. The Americans are
not a homogeneous nation, but a minority of Nordics amidst Negroes,
Jews, Slavs, Italians, and other “inferior” races.

B. The Germans own that country that dominates strategically the
whole of Europe and some parts of the two adjacent continents. They
enjoy in warring the advantages of standing on interior lines.

C. The Germans are a warlike nation; they are heroes, whereas the other
white nations are peddlers (Händler), who stick to pacifism and cowardice.10

D. The genuine Germans have always been socialists in their soul and
have, first under the guidance of the Hohenzollerns11 and later under Adolf
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12 [Johann Gottlieb Fichte (1762–1814) was a German philosopher who developed a the-
ory of transcendental idealism; he was also a leading German nationalist who advocated a
controlled economy and national economic self-sufficiency.—Ed.]

13 [Friedrich List (1789–1846) was a German political economist who formulated a five-
stage theory of economic development. He argued that, for an industrializing nation like
Germany in the nineteenth century, economic protectionism was essential to national de-
velopment.—Ed.]

14 [Ferdinand Lassalle (1825–64) was a leading proponent of the German theory of state
socialism; he was also a founder of the German Workers Association, which was the fore-
runner of the German Social Democratic Party.—Ed.]

15 [Adolf Lasson (1832–1917) was a German philosopher who argued that intuition and
mysticism were superior to rational methods for the understanding of man and nature.
—Ed.]

16 [Paul Anton de Lagarde (1827–91) was a professor of Oriental languages at Göttingen.
He advocated German national regeneration through religious and politically conservative

Hitler, freed themselves from the domination of Western and Jewish ideas;
their mind has only superficially or temporarily been infected by “Chris-
tianism,” humanitarianism, capitalism, utilitarianism, liberalism, democ-
racy, and Bolshevism.

E. Strong as they are, the Germans have therefore the sacred duty to
conquer and rule the world. As supermen they will tame the underdogs,
to whom the appellation “human” should be denied. Such is the will of
the German God, who gave power to his chosen people, the Germans.

The main accent lies on the first of these five points. “We are a nation
of one hundred million, therefore, we are chosen to own the earth.” It is
necessary to realize that German nationalism differs from the nationalism
of other nations only in the fact that the Germans believe themselves to be
the strongest of all nations. They are not prepared to endure the disad-
vantages that the economic nationalism of other nations imposes on them,
because they feel themselves strong enough to do away with these dis-
criminatory measures. They say, “Smaller nations may acquiesce in the
actual distribution of the resources of the earth; we, the big German na-
tion, cannot tolerate this state of affairs.” The Nazis are full of contempt for
the Norwegians and the Danes, for example, because they themselves are
many and these “Nordic” nations are small.

As long as the world follows a path of economic nationalism and as
long as there are eighty million Germans living in Europe and twenty
million in non-European countries, the spirit of aggression will domi-
nate the political thought of Germany. Nazism is not a new doctrine. It
has a long history. Fichte,12 List,13 Lassalle,14 Lasson,15 Lagarde,16 Lang-
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programs. His book German Studies was highly anti-Semitic, stating that “the Jews are
aliens in every European state, and as aliens they are nothing but carriers of decomposi-
tion.”—Ed.]

17 [Julius Langbehn (1851–1907) was known as the “Rembrandt German,” due to his
book Rembrandt as Teacher (1890); he emphasized the irrational elements in culture in
contrast to naturalistic or rationalist ideas. He said that good, clean Aryan blood “is the
blood that contains the most moral ‘gold.’”—Ed.]

18 [Richard Wagner (1813–83), a leading composer of German Romanticism, was best
known for The Flying Dutchman, Die Walküre, and Der Ring des Nibelungen.—Ed.]

19 [Heinrich von Treitschke (1834–96) was a prominent German historian and Prussian
state historiographer. He was known for his strong German nationalist beliefs and anti-
Semitism.—Ed.]

20 [Gustav von Schmoller (1838–1917), a prominent economist in imperial Germany at
the University of Berlin, was a leader of the “Socialists of the Chair.” He defended and glo-
rified Prussian political and military power. He was also a founder of the Verein für
Sozialpolitik (Association for Social Policy) and a prominent spokesman for the German
Historical School.—Ed.]

21 [Houston Stewart Chamberlain (1855–1927) was an Anglo-German author whose book
The Foundations of the Nineteenth Century argued for the idea of German racial superiority
and anti-Semitism. He greatly influenced the development of Nazi ideology.—Ed.]

22 [Oswald Spengler (1880–1936) was a German historian best known for The Decline of
the West (1918–22), in which he argued that cultures go through life cycles and that West-
ern culture had entered its period of decline.—Ed.]

23 [Othmar Spann (1878–1950) was a University of Vienna economist who developed a
theory of society and the economic order called “Universalism,” which argued that col-
lectivist groupings were naturally prior to and superior to individuals.—Ed.]

24 [Werner Sombart (1863–1941), a professor at the University of Berlin after 1917, was
a prominent proponent of the German Historical School. At first, he was sympathetic to
the Marxian critique of capitalist society. In the 1930s, he became an apologist for the Nazi
regime in Germany.—Ed.]

25 [Alfred Rosenberg (1893–1946) was a German Nazi leader. The racist ideas in his book
The Myth of the Twentieth Century (1930) were incorporated into National Socialist doc-
trine by Adolf Hitler. He was responsible for many Nazi atrocities in Eastern Europe after
1941. He was convicted at the Nuremberg trials as a war criminal and was hanged.—Ed.]

behn,17 Wagner,18 Treitschke,19 Schmoller,20 and Chamberlain21 were its
sponsors. The doctrine was completely laid out in the course of the nine-
teenth century. Spengler,22 Spann,23 Sombart,24 Hitler, and Rosenberg25

did not add any new ideas; they only repeated and emphasized the old
slogans.

Nothing can prevent a new German aggression but an organization of
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26 [The Congress of Vienna (1814–15) settled the peace terms following the defeat of
Napoleon. It redrew the boundaries of the nations of Europe which resulted in Austrian,
Prussian, and Russian domination of Central and Eastern Europe.—Ed.]

Europe which makes it hopeless for Germany to embark on a new war of
conquest. The political and military union of the Western democracies
will stop Germany at its western and northern frontiers. Special provisions
are needed to stop it at its eastern and southern frontiers.

The German danger has to be seen not in the spirit of aggression
which inspires most of the Germans of our time, but in the military
strength of Germany, which makes such an aggression a dreadful men-
ace. The other nations that today share a similar mentality of aggression are
less dangerous. They all would be innocuous but for the constellation cre-
ated by Nazified Germany’s “dynamism.”

To carry out a scheme for a durable peace is not the outcome of hos-
tility or hatred against Germany, Italy, or Japan, the three aggressor na-
tions of our times. The blessings of peace will benefit these nations in the
same way they will favor the rest of mankind. The purpose of all plans for
a lasting peace which involve the existence of these three nations is ex-
actly this: to give to the vanquished nations after the war the opportunity
to again become incorporated into the great human society of free nations.
Germans and Italians were, from time immemorial, foremost among the
shapers of our civilization. We may hope that they will one day remember
that this civilization, which they despise today, was to a great extent an
achievement of sons of their own peoples.

It is the aim of the following plan to make it unnecessary for the vic-
torious Allies to consider any proposal which intends to treat the van-
quished peoples in the same way in which the Nazis wish to treat the
conquered in case of their own total victory.

III The Clash of Linguistic Groups

The term “Eastern Europe” as used in this paper includes the whole ter-
ritory between the eastern boundaries of Germany, Switzerland, Italy, and
the western borders of Russia. It reaches from the shores of the Baltic to
those of the Black, Adriatic, and Aegean seas. We shall revert later to the
problem of the precise delimitation of this territory.

This vast territory was, in the Europe of the Congress of Vienna,26 di-
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27 [The House of Hapsburg was the ruling house of Austria from 1282 to 1918.—Ed.]

28 [The Ottoman, or Turkish, empire was a vast state founded in the thirteenth century.
At its height, it included Asia Minor, most of Arabia, parts of Persia, the Balkan region of
southeastern Europe, and parts of North Africa, including Egypt and Libya. In the last
decades of the nineteenth century and the first two decades of the twentieth century,
Ottoman rule was displaced in southeastern Europe by the establishment of independent
nations.—Ed.]

29 [The Austro-Hungarian, or Dual, Monarchy emerged from the constitutional com-
promise of 1867 between the House of Hapsburg and Hungary; it established a jurisdic-
tional division in the Austrian empire. The Austro-Hungarian empire was formally dissolved
as a result of the Treaty of St. Germain in 1919, following World War I.—Ed.]

30 [As a result of the Treaty of Brest-Litovsk between imperial Germany and Lenin’s new
Bolshevik government in March of 1918 and the Treaty of Versailles in June of 1919, Rus-
sian political control over parts of Eastern Europe, including Poland, Finland, Estonia,
Latvia, Lithuania, and Bessarabia (annexed by Romania), was ended.—Ed.]

31 [This refers to the annexation by Nazi Germany of Austria in March 1938 and Czecho-
slovakia in 1938 and 1939; the Italian annexation of Albania in April of 1939; the new par-
tition of Poland between Nazi Germany and Soviet Russia in September of 1939; the
annexation of the Baltic republics of Estonia, Latvia, and Lithuania by the Soviet Union
in June of 1940; the partial partition of Romania by the Soviet Union, Hungary, and Bul-
garia in June and August of 1940; and the partition of Yugoslavia and Greece in May of
1941 between Nazi Germany, Italy, Bulgaria, and Hungary.—Ed.]

32 [The Congress of Paris of 1856 was held by Great Britain, France, the Ottoman empire,
Sardinia, Russia, Austria, and Prussia to negotiate peace after the Crimean War (1853–56).
It also adopted the Declaration of Paris, which attempted to codify an international law of
the sea, limiting the conduct of belligerents and the protection of neutral trade in times of
war.—Ed.]

33 [The Congress of Berlin was held in 1878 to invoke a Concert of Europe to halt Rus-
sian expansion into the Ottoman empire following the Russo-Turkish War of 1877–78. It
established new boundaries and new political jurisdictions in the Balkan region of Europe.
—Ed.]

34 [The Congress of Peace in Paris in 1919 resulted in the Treaty of Versailles that ended
the Allied Powers’ war with Germany, and the establishment of the Covenant of the League
of Nations for an international organization for the maintenance of world peace.—Ed.]

vided among Russia, the Hapsburg empire,27 Prussia, and Turkey. With
the dissolution of the Ottoman power in Europe,28 with the disintegration
of the Austro-Hungarian empire,29 and with the curtailment of Russian
power,30 the peoples of this part of the world obtained autonomy and self-
government. But this independence resulted in anarchy and finally in a
new partition of the territory involved among the three mighty neighbors,
Germany, Russia, and Italy.31 The order established by the treaties of
1856,32 1878,33 and 191934 collapsed catastrophically.
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35 [The “colonization of the East” refers to the expansion of German political and lin-
guistic control over regions east of the Elbe River from the eleventh through the nine-
teenth centuries.—Ed.]

36 [Queen Louisa of Prussia (1776–1810) was the daughter of Prince Charles of
Mecklenburg-Strelitz; she married Frederick William III (1770–1840) in 1793 and as-
cended the throne as Queen of Prussia in 1797.—Ed.]

Eastern Europe is the central seat of trouble and unrest. Both world
wars arose in this territory. The units or groups that are bitterly fighting
one another in Eastern Europe apply to themselves, in their own lan-
guages, terms that correspond to the English words “nation,” “nationality,”
or “people.” They consider a community of language as the characteristic
feature of a nation. The issue in these fights is always the right to use the
national idiom. The terms “Germanization,” “Polanization,” “Magyariza-
tion,” etc., always mean to induce people, by violence or other methods of
pressure, to replace their mother tongue with German, Polish, Hungar-
ian, etc.

These are not struggles among races. No distinct bodily features which
the anthropologist could establish with the aid of the scientific methods of
his branch of knowledge separate the men belonging to different groups.
If you present one of these men to an anthropologist he will not be able to
decide whether the man is a German, a Czech, a Pole, or a Hungarian.

Neither have the men belonging to one of these groups a common
descent. The right banks of the Elbe river were eight hundred years ago in-
habited by Slavs and Baltic tribes only. They became German in the
course of the processes which the German historians call the “colonization
of the East.”35 There was an immigration of Germans from the west and
from the southwest into this area, but the main stock of its present popu-
lation are the descendants of the indigenous Slavs and Baltic peoples who,
under the influence of the church and school, turned to the use of the
German language. Prussian chauvinists, of course, assert that the native
Slavs were radically exterminated and that the whole present population
are the descendants of German settlers. There is not the slightest proof for
this doctrine, which some Prussian historians developed in order to justify
the Prussian claim for hegemony in Germany. But even they never dared
to deny that the purely Slav ancestry of the princely families and of most
of the aristocratic families is beyond doubt. Queen Louisa of Prussia,36

whom all German nationalists consider as the paragon of German wom-
anhood, was a scion of the ruling house of Mecklenburg, whose originally
Slavic character has never been contested. Many noble families of the Ger-
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37 [The French language is comprised of North French and South French (or Provençal).
Provençal is spoken in the lower Rhône Valley and the French Riviera. It was used exten-
sively by a number of French writers in the nineteenth century, whose followers became
known as the “Felibriges.”—Ed.]

38 [The Swiss Federal Constitution of 1848 declared that the three main languages of the
country were German, French, and Italian. In 1938, a federal popular vote formally rec-
ognized Romansh as a fourth national (though not federally official) language.—Ed.]

man northeast can be traced back to Slav ancestors. The genealogical trees
of the families of the middle classes and of the peasantry cannot be estab-
lished as far back as those of the nobility; this alone explains why the proof
of Slavic origin cannot be provided for them.

Shifting from one of these linguistic groups to another occurred not
only in earlier days. It happened in the nineteenth century and today is so
frequent that nobody ever remarks upon it. Many outstanding personali-
ties in the Nazi movement in Germany and Austria, and in the Czecho-
slovakian, Polish, and Hungarian districts claimed by Nazism, were the
sons of parents whose language was not German. Similar conditions pre-
vail in the nationalist parties of all Eastern European linguistic groups. In
many cases, the change of loyalties was accompanied by a change in the
family name. But many radical nationalists have retained their foreign-
sounding family names that clearly show their alien origin.

Whenever the question is raised whether a group has to be considered
as a distinct nation, and therefore as such should be entitled to claim po-
litical autonomy, the issue is whether the idiom involved has to be con-
sidered as a distinct language or only as a dialect. The Russians maintain
that the Ukrainian idiom is only a dialect, like the Plattdeutsch in North-
ern Germany or the Provençal of the “Felibriges” in southern France.37

The Czechs propose the same argument against the political aspirations of
the Slovaks and the Italians against the Rhaeto-Romanic idiom. (Only a
few years ago the Swiss government gave to the Romansh the legal status
of a national language.)38

There is only one case in Eastern Europe where the characteristic fea-
ture that separates two nations is not language, but religion and the al-
phabetical types used in writing and printing. The Serbs and the Croats
speak the same language, but whereas the Serbs use the Cyrillic alphabet,
the Croats use the Roman. The Serbs adhere to the orthodox creed of the
Oriental Church; the Croats are Catholic.

Religious issues, moreover, play only a subordinate role in these strug-
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39 [The Uniat is an Eastern Christian Church in communion with the Roman Catholic
Church, but it maintains its own language, rites, and code of canon law.—Ed.]

40 [Today, the Uniat Church is most evident in the western region of Ukraine.—Ed.]

41 [Pan-Slavism was developed in the mid-nineteenth century by Russian intellectuals
who argued that Russian culture was inherently distinct from and incompatible with the
cultures of Western Europe. They also advocated the unity of the Slavic peoples of East-
ern Europe under Russian leadership.—Ed.]

gles of linguistic groups. It is, on the contrary, the linguistic issue which
dominates religion. As soon as a linguistic group of the Oriental Church
succeeded in obtaining some degree of political or cultural autonomy, it
freed itself from the religious rule of the patriarch of Constantinople and
founded an autonomous church. No dogmatic differences motivated these
changes; they were purely political.

At the turn of the sixteenth and seventeenth centuries, Ukrainian bish-
ops acknowledged the Pope’s supremacy. This Uniat Oriental Church was
the main instrument in the poor Ukrainian serfs’ fight against their op-
pressors.39 When Russia conquered the greater part of the Ukraine, it vio-
lently persecuted this church in order to break Ukrainian resistance against
Russification. Finally, the Czars succeeded in exterminating the Uniat
Church on Russian soil. This church survived only in those parts of the
country which were under the rule of the Habsburgs.40

All those parts of Eastern Europe, which in the Middle Ages ac-
knowledged the supremacy of the Pope, were some hundreds of years ago
terribly shaken by religious struggles. But times have changed. Today
Catholics and Protestants of different denominations jointly cooperate
within each linguistic group. Loyalty to the nation means more to them
than the community of religion.

Only a few words have to be devoted to the Pan-Slavic idea. The Rus-
sian governments—both that of the Czars and that of the Soviets—favored,
at different times, a doctrine that assigned to the Russians, as the most nu-
merous Slavic nation, the task of freeing all Slav brethren from the yoke
of the Germans, Turks, Italians, and Hungarians. As far as Pan-Slavism
means more—namely, the establishment of a unitary state including all
Slavic peoples under Russian hegemony—it was nothing more than a poor
disguise for Russian imperialism.41 The Poles and the Ukrainians, who
knew what Russian rule meant, always bitterly opposed it. Neither are the
other Slavic peoples ready to surrender to Russia.

Nowadays, some authors recommend a union of all Slavs as the best
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42 [On the intellectual origins of modern nationalism, see Carlton J. H. Hayes, The His-
torical Evolution of Modern Nationalism (New York: Richard R. Smith, Inc., 1931).—Ed.]

solution of the problems of Eastern Europe. Such a union would mean an
alliance of the Slavs for the sake of the oppression of the Germans, Lithua-
nians, Estonians, Letts, Hungarians, Romanians, Italians, and Greeks liv-
ing in Eastern Europe. It would not abolish the existing struggles, but
would instead perpetuate them.

IV Present-Day Conditions in Eastern Europe

If you ask representatives of the nations of Eastern Europe what they
consider would be a fair determination of the boundaries of their own
countries, and if you mark these boundaries on a map, you will discover
that the greater part of this territory is claimed by two nations and that a
not-negligible part is claimed by three nations. Every nation knows how to
justify its claims with linguistic, racial, historical, geographical, economic,
social, or religious arguments. No nation is prepared to renounce the least
of its claims for reasons of expediency. Every nation is ready to resort to
arms in order to satisfy its pretensions. Every nation, therefore, considers
its immediate neighbors as mortal enemies and relies on its neighbors’
neighbors for armed support of its own territorial claims against the com-
mon foe. Every nation tries to profit from every opportunity to satisfy its
claims at the expense of its neighbors. The history of the last twenty years
proves the correctness of this description.

These claims are not claims of governments or of “ruling” and “ex-
ploiting” classes, as current opinion would have us believe; these are claims
of whole nations and of every member of the respective linguistic groups.
The governments are sometimes prepared to renounce some of these
claims temporarily, in order to adjust the conduct of foreign policy to im-
mediate political necessity.

The wealthy classes are peace-loving because they do not want to suf-
fer material losses. The radical nationalists, supported by the general con-
sent of the large majorities, rebuke the governments for their cowardice
and moderation and the capitalists and entrepreneurs for their selfish ma-
terialism. Extreme nationalism is not the work of bribed propagandists; it
is a mentality created by the teachings and writings of sincere poets, writ-
ers, and scholars.42 The teachers and the youth are the most enthusiastic
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43 [Carpatho-Russia, also known as Carpatho-Ukraine or Ruthenia, was the easternmost
region of Czechoslovakia from 1918 to 1939; it was annexed by Hungary in March of 1939
and incorporated into the Soviet Union as a part of Ukraine in 1945.—Ed.]

44 [See Chapter I on “Postwar Reconstruction,” footnote 34.—Ed.]

supporters of chauvinism and nationalism. The nationalism of public opin-
ion is intractable and intransigent and eliminates from the public scene
every politician and every political party suspected of being lenient in the
matter of “national” concerns. The most radical nationalists terrorize the
moderate men because everybody knows that the voters favor the most rad-
ical program.

Years ago it could be asserted that only the intellectuals were nation-
alists, whereas the uneducated masses were more or less indifferent. This
is no longer true since the spread of education has caused the disappear-
ance of illiteracy. Besides, in our age of economic interventionism and its
consequence—economic nationalism—every citizen has a personal in-
terest in the result of these struggles between linguistic groups. Every peas-
ant and every worker wishes that the area in which no discrimination is
applied against him should be broadened. Every Czech shoe worker de-
rived an immediate advantage from the fact that shoes manufactured in
Czech plants could easily be sold in the sheltered markets of Slovakia and
Carpatho-Russia.43 Every Croat peasant was injured by the fact that the
Yugoslavian government’s export agency discriminated against the Croats
in purchasing cereals for sale to Germany. Austrian immigration barriers
worked their harm on all Czechs, Hungarians, and Yugoslavs, who were
barred from the Austrian labor market, where wages were higher than in
their own countries.

It is impossible to draw boundaries in Eastern Europe that would
clearly separate linguistic groups. A great part of this territory is linguisti-
cally mixed, that is, inhabited by men of different languages. Every terri-
torial division would therefore necessarily leave minorities under foreign
rule. These minorities are the bearers of permanent unrest, of irreden-
tism44 and hatred.

To dispose of the problem of minorities in a peaceful way, two meth-
ods had been suggested.

One method was the protection of minority rights by international law
and its enforcement by international tribunals. The method failed. The
economist has to recognize that such a system could be successfully ap-
plied only in a world of free trade and an unhampered market economy.
It must necessarily fail and it did fail in our age of economic interven-
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45 [See Chapter I, “Postwar Reconstruction,” footnote 37.—Ed.]

tionism. A law cannot protect anybody against measures dictated by al-
leged considerations of economic expediency. All measures of government
interference in business can be and are used in countries inhabited by dif-
ferent linguistic groups for the sake of injuring the minorities. Customs
tariffs, foreign exchange regulations, taxation, subsidies, labor legislation,
and so on may be utilized for discrimination although this cannot be
proved in court procedure. The government can always explain such mea-
sures as being dictated by purely economic considerations. If licenses are
denied to members of the minority but, on the other hand, are granted to
members of the privileged group, the interference of an international tri-
bunal is in vain. A system of foreign exchange regulation can be used to
strangle all business activities of the minority. By means of subsidies, the
minority has to contribute to the bounties paid to its competitors who be-
long to the ruling linguistic group. Where the export trade of agricultural
produce is nationalized and a government agency is the only buyer on the
export market, discrimination in making purchases and in prices paid is
practiced against the minority. With the aid of government interference in
business, life for the minorities without formal violation of legal equality
can be made unbearable. In our age of interventionism, there is no legal
protection available against an ill-intentioned government.

The impracticability of protecting minorities by international tribunals
led to the proposal of another solution—the transplantation of minorities.
This method could work only in a world in which all parts offered the
same natural opportunities for production. In our actual world, where the
natural conditions for production are unequally distributed, the execution
of such a plan would only aggravate existing inequalities and therefore in-
tensify the desire for territorial expansion. When Hitler withdrew some
German minorities from the East, he did so because he believed that he
has much more fertile land to offer them.45

The reform most commonly suggested recommends to these nations
the formation of an economic union. An economic union would, under
present conditions of government interference in business, have to include
a complete unification of all branches of economic policy. It would shift
the political center of gravity to the executive office of the union and re-
duce the national governments to the level of provincial and local auxil-
iaries. We may witness today how in all federations the power of the
member states is gradually shrinking and that of the federal authorities in-
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creasing. This is not an accident. It is rather the unavoidable consequence
of economic interventionism.

The Western nations are unjust when they ridicule the anarchic con-
ditions in Eastern Europe and the inability of their rulers to find a way for
peaceful neighborliness. These Eastern nations do nothing else than imi-
tate the economic policies of the Western democracies. They apply the
same measures of economic nationalism. This means they discriminate
against foreigners because they believe that in this way they can further
the welfare of their own citizens. They have invented nothing; they have
only taken over ideas from others. It is not their fault that the contradictions
and deficiencies of economic nationalism are more glaring under the con-
ditions in which they have to live.

There is general agreement today that the principle of unlimited sov-
ereignty cannot be maintained in a world where the international division
of labor results in a mutual dependence of every nation on all other na-
tions. Notwithstanding this consensus, nothing was done to limit the power
of each nation, even the smallest one, to behave as if it were alone in the
world. This contradiction is to be explained by the confusion that the term
“limited sovereignty” involves. The concept of sovereignty, that is, supreme
power, does not allow for any limitation. A power may be supreme only if
unlimited. If the power of a nation is limited so as to exclude only some
measures, the remaining power can be used for the annihilation of this re-
striction. If, for instance, customs tariffs are excluded or limited, it is pos-
sible to use other powers to render this limitation meaningless. It is
possible, for example, to use the measures of veterinarian policy or mea-
sures for fighting animal diseases in a protectionist way, not to mention
foreign exchange controls and other methods. A pure limitation of sover-
eignty is not enough when the spirit of economic nationalism is allowed
to survive. A total suppression of local sovereignty is necessary in order to
insure goodwill and cooperation. To make Eastern Europe peaceful it is
indispensable to vest the whole sovereignty in one democratic body ruling
the entire area, which for more than twenty-five years has been a theater
of continual warfare and destruction.

The world as a whole is not yet prepared to renounce national sover-
eignty in favor of a world government. The commonwealth of free nations
and free men is today only a utopian concept. Great ideological changes
have to take place before a mentality of universal peace and worldwide
cooperation can replace the present-day spirit of conquest and mutual
hatred.
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46 [The year 1933 saw Adolf Hitler come to power in Germany.—Ed.]

47 [After Nazi Germany’s annexation of Czechoslovakia’s Sudetenland in September of
1938 as a result of the Munich agreement, Hitler ordered the occupation of the remain-
der of Czechoslovakia in March of 1939. The western regions of Bohemia and Moravia
were made a “protectorate” under German rule, and the eastern region of Slovakia was
made an independent country under German protection.—Ed.]

48 [Slovakia was under the rule of Hungary as part of the Austro-Hungarian empire.
—Ed.]

But Eastern Europe cannot wait any longer; something has to be done
immediately. A return to the conditions of 1933 is out of the question.46

Conditions in which every sovereign state is looking for an opportunity to
annex some territories belonging to its neighbors and every government
considers a large number of its citizens as pariahs cannot be maintained.

We may assume that every linguistic group is honest in believing that
its own claims are better founded than those of the competing groups. But
we cannot agree with the repeated assertions of some linguistic groups that
the yoke that they impose on other groups is more fair and reasonable and
less harsh than the yoke imposed on them. The judgment of the oppressed
has not less weight than that of the oppressors. No linguistic group should
be permitted to inflict harm on members of other groups. No “protec-
torate” can be considered as justified, if the “protected” do not want the al-
leged protection.47

We have to realize that the principle of nationality, as developed in
Western Europe, is simply inapplicable in Eastern Europe, where the lin-
guistic groups are inextricably mingled. The political system of Eastern
Europe, therefore, cannot be built up as a replica of that in the West. New
standards have to be applied.

The foremost aim of a new order in Eastern Europe is to eliminate
the problem of linguistic minorities. To be a member of such a linguistic
minority means to be an outlaw. Every Slovak will say that this was the sta-
tus of Slovaks in Hungary (before 1918)48 and in Czechoslovakia (from
1918 to 1939); every Hungarian will say that this was the status of Hun-
garians in Czechoslovakia and is today in Slovakia; every Czech will say
that this is today the status of Czechs, both in those territories that the
Reich has annexed since 1939, and in the Bohemia-Moravia Protectorate.
It is the same with similar cases all over Eastern Europe. There were and
are autonomy and democracy only for the members of the ruling linguis-
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49 [Walter von der Vogelweide (1170–1230) is still considered to be one of the most gifted
German poets and “singers of love.”—Ed.]

50 [Bozen (Bolzano) and Brixenz (Bressanone) are cities in the south Tyrol, a region that
was part of the Austro-Hungarian empire until 1919, when it was annexed by Italy as a re-
sult of the peace treaties that ended World War I.—Ed.]

tic majorities; the members of the minorities have the disadvantages, but
not the privileges, of citizenship.

It is immaterial to enter into a discussion of the claims of all these lin-
guistic groups concerning their respective cultural values. It is of no con-
cern whether Hungarian civilization is higher than that of the Romanians
or of the Croats. The fact that Goethe, Kant, and Beethoven were Ger-
mans does not justify the methods applied by the Nazis against the Czechs
and the Poles. Mussolini may be right or wrong that Dante means more for
humanity than Walter von der Vogelweide,49 but what relationship has this
comparison of two poets to the problem of the oppression of the German-
speaking inhabitants of Bozen and Brixenz?50 It is grotesque that both Ger-
mans and Poles claim Copernicus for their own nation. It is beyond doubt
that Copernicus wrote in Latin. There were at that time neither German
nor Polish books on mathematics and astronomy; all the lectures which
were delivered at the Italian, German, and Polish universities were deliv-
ered in Latin.

We do not have to discuss the question whether it is of any value for
mankind that the Czech, Polish, Ukrainian, or Serb civilizations should
survive. The only fact which we have to face is this: There are people who
wish to use freely the language which their parents have taught them. This
legitimate desire has to be satisfied.

It is not true that, in order to develop its own civilization, a linguistic
group needs a government whose sovereignty can be used to inflict harm
on other linguistic groups. No Hungarian can derive any advantage from
the fact that a Slovak or a Romanian is denied the right to use his native
tongue.

The treaties of 1919 brought large minorities of Germans, Russians,
and Ukrainians under the rule of Czech and Polish majorities. This state
of things could not be maintained except by a power strong enough to pre-
vent both the Reich and the Soviet Union from interfering. It was based on
the readiness of the French and the British to fight for the Czechs and the
Poles.
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51 [Eger (Cheb) and Reichenberg (Jablonic) are in the region of the Czech Republic bor-
dering on Germany formerly known as the Sudetenland. Before 1945 this region was home
to a predominantly German-speaking population.—Ed.]

52 [Eastern Galicia was the northeastern region of the Austrian part of the Austro-
Hungarian empire before 1918. It was annexed by Poland as part of the peace treaties end-
ing World War I; its population was heavily Ukrainian and Jewish. Eastern Galicia was an-
nexed by the Soviet Union in September of 1939 as a result of the Nazi-Soviet invasion and
partition of Poland; it is now the western region of independent Ukraine.—Ed.]

Of course, neither Germany nor Russia has a right to oppress the Poles
or the Czechs. But their title is no worse than the title of the Czechs against
the Germans in the districts of Eger and Reichenberg51 or of the Poles
against the Ukrainians in Eastern Galicia.52

We do not mention these deplorable events of the past in order to
blame anybody or in order to discover some nation’s guilt. It is immater-
ial to establish who the first aggressors were. It is without consequence
whether Bohemia in the early Middle Ages was inhabited by Germans or
Slavs or whether the Germans came to Bohemia only in the late Middle
Ages as colonists. An argument like that between Hungarian and Roman-
ian scholars concerning the question of whether the Romanian settlement
in Transylvania took place earlier or later is futile. It is useless to inquire
whether the century-old hatred between Poles and Russians was inaugu-
rated by Polish or by Russian aggression. Let bygones be bygones. We do
not have to revenge crimes of the past, but to build up a future in which
people can enjoy the blessings both of peace and of freedom.

V The Requisites for a Permanent Settlement
of the East European Problem

In order to make Eastern Europe safe for peace, it is necessary to establish
a state of affairs under which war does not pay. The average citizen should
not expect any profit from a war in which his own linguistic group would
be victorious over one of the other linguistic groups. Within this area, bor-
derlines must lose their present meaning. They must not have more im-
portance, in the future, than the frontiers between the forty-eight states of
the United States of America or between the counties of England.

The whole territory of Eastern Europe has to be organized as a politi-
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53 [A federal state or centralized confederacy.—Ed.]

cal unit under a strictly unitary government. Within this area, every indi-
vidual has to have the right to choose the place where he wishes to live and
to work. The laws and the authorities have to treat all natives—that is, all
citizens of Eastern Europe—in the same way and on an equal footing with-
out privileges or discrimination against individuals or groups.

Within the frame of this new political structure—let us call it the East-
ern Democratic Union (EDU)—the old political units may continue to
function. A dislocation of the historically developed entities is not required.
Once the problem of borders has been deprived of its disastrous political
implications, most of the existing national bodies can remain intact. Hav-
ing lost their power to inflict evils on their neighbors and on their minori-
ties, they may prove very useful for the progress of civilization and welfare.

There will be, for instance, a Kingdom of Romania and a Polish Re-
public. But these former sovereign states will now have to comply strictly
with the laws and with the administrative provisions of the EDU. There
will be no constitutional limit to the power of the EDU which could be
used by an ill-intentioned local government to frustrate the laws and reg-
ulations issued by the EDU.

This shows us why the aims of the EDU cannot be realized in the con-
stitutional form of a federation (Bundesstaat).53 Under a federated system,
the constitution assigns some branches of government activity to the fed-
eral government and other branches to the local governments of the mem-
ber states. As long as the constitution remains unchanged, the federal
government does not have the power to interfere with questions which are
in the jurisdiction of the member states. Such a system can succeed and
has succeeded only with homogeneous peoples and where there exists a
strong feeling of national unity and where no linguistic, religious, or racial
discrepancies divide the population.

Let us assume that the constitution of a supposed East European Fed-
eration grants to every linguistic group the right to establish schools where
its own language is taught. Then it would be illegal for a member state to
hinder directly and openly the establishment of such schools. But if the
building code and the administration of public health and fire fighting are
in the exclusive jurisdiction of the member states, a local government
could use its powers to close a school on the grounds that the building
does not comply with the requirements fixed by these regulations. The
federal authorities would be helpless because they would not have the
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right to interfere, even if the grounds given prove to be only a subterfuge.
Every kind of constitutional prerogative granted to the member states
could be abused by a local government. If the fight against crime should
be assigned to the member states, they could be slow in protecting the
members of a minority group. If they should have the right to establish
foreign exchange control, they could discriminate against the members of
the minority groups in complying with the demands for foreign exchange.

If we want to abolish all discrimination against minority groups and if
we want to give to all citizens actual and not only formal equality, we have
to vest all powers in the central government only. This would not cripple
the right of a loyal local government eager to use its powers in a fair way.
But it would hinder the return to methods whereby the whole adminis-
trative apparatus of the government is used to inflict harm on minorities.

A federation in Eastern Europe could never succeed in abolishing the
political implications of the frontiers. In every member state there would
remain the problem of minorities. There would be oppression of minori-
ties, hatred, and irredentism. The government of every member state would
continue to consider its neighbors as adversaries. The diplomatic and con-
sular agents of the three big adjacent powers would try to profit from these
quarrels and rivalries and might succeed in disrupting the whole system.

The main objectives of the new political order which has to be estab-
lished in Eastern Europe are:

A. This new system of government has to grant to every citizen full op-
portunity to live and to work freely without being molested by the hostil-
ity of any linguistic group inside or outside the boundaries of Eastern
Europe. Nobody should be prosecuted or disqualified on account of his
mother tongue or his creed. Every linguistic group should have the right
to use its own language. No discrimination should be tolerated against mi-
nority groups and their members. Every citizen should be treated in such
a way that he will call the country without any reservation “my country”
and the government “our government.”

B. No linguistic group should expect any improvement of its political
status by a change in the territorial organization. The difference between
a ruling linguistic group and oppressed linguistic minorities has to disap-
pear. There must not be any “irrendenta.”

C. The system has to be strong enough to defend its independence
against aggression on the part of its neighbors. Its armed forces have to be
able to repel without foreign assistance an isolated aggression of either
Germany, Italy, or Russia. It should rely on the help of the Western democ-
racies only against a common aggression by at least two of these neighbors.
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54 [On the conflicts between nationality groups in Austria-Hungary over tariff and cus-
toms policies, see Gustav Gratz and Richard Schüller, The Economic Policy of Austria-
Hungary During the War (New Haven: Yale University Press, 1928) and David F. Strong,
Austria (October 1918–March 1919): Transition from Empire to Republic (New York: Co-
lumbia University Press, 1939), pp. 19–28.—Ed.]

VI The Abandonment of Economic Nationalism

The EDU will have to renounce all hostility against any linguistic group.
This includes the elimination of all measures of economic nationalism.
Economic nationalism is, as already mentioned, a policy that intends to
improve the conditions of some groups of citizens by inflicting evils on
foreigners; it is a policy of discrimination against foreigners. Foreign goods
are excluded from the domestic market or only permitted after having paid
an import duty. Foreign labor is disbarred from competition on the do-
mestic labor market. Foreign capital is liable to confiscation. But, at the
same time, all these measures hurt the economic interests of some groups
of citizens. An import duty for shoes, for instance, may benefit the people
interested in this particular branch of industry, but it injures all consumers
of shoes.

It was feasible in linguistically homogeneous nations to justify import
duties in the eyes of the consumers. The German protectionists, for in-
stance, succeeded in convincing the majority of the German voters that it
is expedient for them to pay a much higher price than the world market
price for wheat in order to increase the revenue of the German wheat pro-
ducers. But in a country inhabited by different linguistic groups, such a jus-
tification would not be considered satisfactory. Those linguistic groups
whose industrial production is backward will never acquiesce to an import
duty on shoes that would benefit the shoe production of those linguistic
groups whose industrial production has reached a higher stage of devel-
opment. They will call such foreign trade policy an exploitation of their
own group. The history of the Austro-Hungarian customs union provides
us with ample evidence for the correctness of this statement.54 Sometimes
even within linguistically homogeneous nations the discussion concerning
foreign trade policy favors the spirit of disintegration. Both in the Domin-
ion of Canada and in the Commonwealth of Australia, purely agricultural
western sectors oppose the protectionist policy of the more industrialized
sectors and even ventured to propose a dissolution of the customs union.

If the EDU would embark on a policy of protectionism its existence
would be doomed.
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55 [See Austria—Public Finances (Geneva: League of Nations, 1936–37) in three reports
prepared by the Financial Organization of the League of Nations.—Ed.]

The EDU will therefore be a country of free trade. There will be no
protective tariffs nor other measures for the protection of home industries
against foreign competition. There will be neither foreign exchange con-
trols nor inflationary measures. There will be neither subsidies nor boun-
ties and no migration barriers. There will be a stable currency system with
stable rates of foreign exchange.

All objections raised against such a policy of free trade on the part of
a single country within a world of economic nationalism and protection-
ism are futile. It would be a waste of time to refute again the popular fal-
lacy that such a country would not be able to continue any domestic
production and only import from abroad.

The far greater part of Eastern Europe is mostly interested in the ex-
port of food and raw material. These agricultural, forest, and mining in-
terests cannot suffer any disadvantage from a policy of free trade. On the
other hand, it is obvious that none of the industrial interests of this terri-
tory can assume that the excessive protectionism of the past could be con-
tinued even if the EDU should not be formed.

Let us consider the two types of foreign trade policy applied in this ter-
ritory before 1938 in referring to Austria as an instance of agricultural pro-
tectionism and to Hungary as an instance of industrial protectionism.

In Austria, the nonagricultural section of the population was ex-
ploited for the benefit of agriculture. Food prices in Austria were main-
tained at a level of much more than 200 percent of world market prices.
The peasants got from the treasury much more as bounties than they
had to pay as taxes. In the mountain districts, the peasants got a pre-
mium for tilling the land regardless of whether climatic conditions
would allow wheat to ripen. For butter, the government, paradoxically
enough, paid export subsidies that were much higher than the world
market price of butter. It will be impossible to continue these methods
after the war to the disadvantage of the impoverished nonagricultural
population.55

Hungary, on the other hand, exploited the agricultural population for
the benefit of industrial production. The prices of manufactured goods
were much higher than in the world market and in the countries of West-
ern Europe and America. A system of more or less concealed export pre-
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56 [See Quarterly Reports on the Financial Position of Hungary (Geneva: League of Na-
tions, 1936–38)—Ed.]

57 [On the concept of “relative overpopulation,” see Mises, “Freedom to Move as an In-
ternational Problem” (1935) in Richard M. Ebeling and Jacob G. Hornberger, eds., The
Case for Free Trade and Open Immigration (Fairfax, Va.: Future of Freedom Foundation,
1995), pp. 127–30; and Lionel Robbins, “The Optimum Theory of Population,” in T. E.
Gregory and H. Dalton, eds., London Essays in Economics: In Honour of Edwin Cannan
(London: George Routledge and Sons, 1927), pp. 103–34.—Ed.]

miums and tax exemptions furthered the export of manufactured goods
which were unavailable to the masses of peasants and poor agricultural
workers. It is obvious that such a policy will have to be abandoned sooner
or later.56

The main economic problem which the peoples of Eastern Europe
have to face is relative overpopulation.57 In respect to the natural condi-
tions which this territory offers for production and in respect to the density
of population in areas much better endowed by nature, all these countries
are overpopulated. The abolition of migration barriers in other parts of the
world would result in an emigration of scores of millions from Eastern Eu-
rope and would create a tendency toward an equalization of the marginal
productivity of labor; wages and farmers’ income in Eastern Europe would
rise. (Of course, the tilling of the poorer soil would be discontinued.) Mi-
gration barriers force these peoples to stay at home and put a check on the
improvement of their standard of living. But this problem cannot be solved
by any scheme limited to the domestic organization of Eastern Europe. It
is a world problem.

The second economic problem of these countries is scarcity of capi-
tal. It is unlikely that foreign capital will be available for them. Private in-
vestors will have more promising offers for the employment of their funds;
foreign governments will consider domestic investment as more useful
than the export of capital to Eastern Europe.

Even with a smoothly functioning political organization, Eastern Eu-
rope will remain a poor country with a standard of life which Americans
and Britons will judge as very low.

But all these sad facts cannot be considered valid objections to the
scheme proposed. For Eastern Europe to improve its economic conditions,
there is no other method left other than the establishment of a durable
peace and the abandonment of the policies that wasted the economic re-
sources and the capital accumulated in previous years.
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58 [These German territories approximate the areas of pre-1938 Germany east of the Oder-
Neisse Rivers that were annexed by Poland and the Soviet Union after the Second World
War.—Ed.]

59 [See footnote 11.—Ed.]

60 [The German Confederation was established as a loose association of thirty-eight
princely states in 1815; it was dissolved in 1866 following the Seven Weeks’ War between
Prussia and Italy against Austria.—Ed.]

61 [The battle of Königgrätz (Sadowa) on July 3, 1866, was the decisive military engage-
ment between Prussia and Austria that brought the Seven Weeks’ War to a close with a
Prussian victory.—Ed.]

62 [This was the Northern German confederation that was dominated by Prussia.—Ed.]

63 [The German empire was established under Prussian leadership in 1871, following
the Prussian victory over France in the Franco-Prussian War of 1870–71.—Ed.]

VII Outlines of the New Order

A C The Area of the EDU

The EDU has to include the territories which in 1933 formed the sover-
eign states of Albania, Austria, Bulgaria, Czechoslovakia, Danzig, Estonia,
Greece, Hungary, Latvia, Lithuania, Poland, Romania, and Yugoslavia.

It has to include the whole territory which in 1913 belonged to the
Prussian provinces: Eastern Prussia, Western Prussia, Posen, and Silesia.58

The three first-named provinces were once parts of Poland. They were ap-
propriated by the princes of the House of Hohenzollern,59 but this con-
quest did not make them a part of the Holy Roman Empire. The fact that
the rulers of these countries were at the same time electors of Brandenburg
had legally and constitutionally no other significance than the fact that
the kings of England were electors (and later kings) of Hanover. Neither
did these provinces belong to the German Confederation from 1815–
1866.60 They remained the “private property” of the Hohenzollern family.
Only after the battle of Königgrätz in 186661 did the King of Prussia in-
corporate them by his own sovereign decision into the Norddeutscher
Bund62 and later, in 1871, into the Deutsches Reich.63

Silesia was part of the Holy Roman Empire only as an adjunct of the
Kingdom of Bohemia. In the sixteenth and seventeenth centuries, it was
ruled by dukes who belonged to a branch of the Piasts, the old royal fam-
ily of Poland. When Frederick the Great embarked on the conquest of
Silesia in 1740, he tried to justify his claims by pointing out that he was the
legitimate heir of the Piast family.
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64 [The Dodecanese Islands, off the coast of Turkey, include the Isle of Rhodes, which was
occupied and annexed by Italy during the Balkan Wars of 1912–13; it was transferred to
Greek jurisdiction at the end of the Second World War.—Ed.]

65 [This region, including the cities of Trieste and Fiume, had been part of the Austro-
Hungarian empire before 1918 when it was annexed by Italy as a result of the peace treaties
ending World War I. Most of the region was transferred to Yugoslavian jurisdiction at the
end of World War II and is now part of the Republic of Slovenia.—Ed.]

These four provinces are inhabited by a linguistically mixed popula-
tion. They returned many Polish members to the old German Reichstag.
In Eastern Prussia, there is a not-negligible Lithuanian minority.

Italy has to cede to the EDU all the European countries that it has oc-
cupied since 1913, the Dodecanese Islands64 and the eastern part of the
province of Venice—Venetia—a district inhabited by people speaking a
Rhaeto-Romanic idiom.65

Thus the EDU will include about seven hundred thousand square
miles with about one hundred and twenty million people using seventeen
different languages. Such a country, when united, will be strong enough
to defend its independence against its three mighty neighbors, Russia, Ger-
many, and Italy.

B C The Constitution

Every adult will have the right to vote. The parliament—one chamber
only, with about six hundred members—has to be a fair representation of
all citizens. The cabinet has to be responsible to the parliament.

The parliament’s first task will be to make a constitution. It will de-
cide whether the head of the EDU should be an elected president or a
hereditary ruler.

The parliament will be the only legislative body. All local and provin-
cial councils will be advisory boards only. Every attempt to give more
power to provincial institutions and to local boards would necessarily re-
vive the problems of borders and of minorities.

C C The Local Government

The former independent states in the framework of the EDU will be noth-
ing more than provinces. Retaining all their honorary forms they will have
to comply strictly with the laws and administrative provisions of the EDU.
But so long as they do not try to violate these laws and regulations, they will
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66 [The City of Wilno (Vilna or Vilnius) was in dispute between the newly independent
states of Lithuania and Poland at the end of the First World War. The Lithuanians claimed
it as their historic capital; the Poles claimed it due to its large Polish population. The city
was occupied by a Polish Army in 1920. In the early 1920s, the League of Nations tried to
resolve the dispute by means of a plebiscite, but the Lithuanian and Polish governments
could not decide on the districts or the terms under which the plebiscite would be held in
the Wilno region. The city and the surrounding area remained under Polish control until
1939, when, following the Nazi-Soviet dismemberment of Poland, it was transferred to
Lithuania by the Soviet Union. See Paul Mantoux, “A Contribution to the History of the
Lost Opportunities of the League of Nations,” in William E. Rappard, ed., The World Cri-
sis (Freeport, N.Y.: Books for Libraries Press, [1938] 1969), pp. 3–35.—Ed.]

67 [Budweis (Ceske Budejovice), a city in the southern border area of the Czech Repub-
lic that had a large German population before 1945.—Ed.]

68 [Temesvar (Timisoara), a city in the western part of Romania that has a large Hungarian-
speaking population.—Ed.]

69 [Salonica (Thessalonika), a city in northern Greece that had a large Turkish population
before the First World War.—Ed.]

be free. The loyal and law-abiding government of each state will not be
hindered, but will be strongly supported by the central government.

Special commissaries of the EDU will have to oversee the functioning
of every local government. Against all administrative acts of the local au-
thorities, all parties will have the right to appeal to this commissary and to
the central government, provided that such acts are not liable to be ap-
pealed to a tribunal. All disagreements between the commissary and the
local government or between different local governments will be ulti-
mately adjudicated by the central government, which is responsible to the
central parliament only. The supremacy of the central government will
not be limited by any constitutional prerogatives of local authorities. Dis-
agreements will be settled by the central government and by the central
parliament, which will judge and decide every problem in the light of its
implications for the smooth working of the total system. If, for instance,
there arises a dispute concerning questions of the City of Wilno66—one of
the innumerable neuralgic points of the East—the solution will be sought
not only between the Polish and the Lithuanian local governments or be-
tween the Polish and Lithuanian members of the central parliament, the
central government and the central parliament will try to find a solution
which will do justice to similar cases arising in Budweis,67 in Temesvar,68

or in Salonica.69

In this way it may be possible to have a unitary government with a
high degree of administrative decentralization.
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D C The Budget and the Power to Tax

All financial powers will be vested in the central government and in the
central parliament.

The parliament will allocate to every local government for its expen-
ditures a lump sum according to the population of its area. It will, in ad-
dition, supervise the spending of this money.

It is further advisable to give to every local government the revenue
derived from taxes on real estate situated in its jurisdiction. But, in any
case, the laws regulating these taxes have to be enacted by the central
parliament.

With regard to provisions for government bonds issued prior to the es-
tablishment of the new order, an international agreement between the
EDU and the representatives of the foreign bondholders will be necessary.
New loans will be floated only by the central government or, with its per-
mission, by the bigger cities.

E C The Linguistic Problem

The most delicate problem of the EDU will be the linguistic problem.
All seventeen languages will be treated on an equal basis. In every dis-

trict, county, or community the tribunals, the government agencies, and
the municipalities will have to use all the languages in their district,
county, or community that are used by more than 20 percent of the
population.

English has to be used as an international subsidiary language for deal-
ings between the members of different linguistic groups. All laws have to
be published in English and in all seventeen national idioms. This system
may seem strange and complicated. But we have to realize that it worked
rather satisfactorily in old Austria, which boasted eight languages. Con-
trary to a widespread error, the German language had no constitutional
preeminence in imperial Austria.

F C Religion

The peaceful coexistence of different denominations can easily be secured
by the adoption of the system which has succeeded in the United States
of America.
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70 [The “most favored nation” principle came into increasing use in international trade
agreements following the Anglo-French tariff reduction treaty of 1860. It requires that any
agreed-upon reduction in the tariffs between two countries be automatically extended 
to all the other nations with whom they have respective trading agreements. Its purpose is
to assure nondiscrimination against other trading partners in the arena of international
exchange.—Ed.]

G C Education

The governments of Eastern Europe abused the system of compulsory ed-
ucation in order to force minorities to give up their own languages and to
adopt the language of the majority. The EDU will have to be strictly neu-
tral in this respect.

There will be private schools only. Every citizen and every group of cit-
izens will have the right to run educational institutions. If these schools
comply with the standards fixed by the central government, they will be
subsidized by a lump sum for every pupil.

The curriculum of secondary education will include the teaching of
English.

The local governments will have the right to take over the adminis-
tration of some schools. But even in this case, the budget of these schools
has to be kept independent of the general budget of the local government,
and no public funds may be used except those allocated by the central
government as subsidies for these schools.

H C Economic Policy

It is necessary to deny to the government the power to benefit one lin-
guistic group at the expense of others. There will be neither subsidies nor
licenses which can be granted or denied ad libitum.

To the general principle that no measures of protectionism should be
applied, only one exception should be permitted. The importation of com-
modities from countries that do not treat the imports from the EDU ac-
cording to the most favored nation standard70 or do not allow any imports
at all may be prohibited or taxed.

I C Measures for the Period of Transition

The first president and the members of the first cabinet have to be ap-
pointed by the League of Nations. They will have to hand over their func-
tions to the parliament as soon as it is constituted.
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For a period of transition, foreign citizens—with the exception of Ger-
mans, Italians, Russians, and the subjects of totalitarian states—will be el-
igible for all public and judiciary offices and functions.

J C The Working of the System

A foreign visitor, more interested in sightseeing than in the study of con-
stitutional and economic problems, will notice the disappearance of the
customs barriers and of the variety of national currency systems, but in all
other respects it will be impossible for him to observe any change. He will
say, “Now I have visited Hungary and I want to go to Romania.” He will
not see the EDU; he will not have the opportunity to meet the agents of
the EDU.

There will be the old national flags and anthems. Every member state
will have its own postage stamps issued by the unitary postal system of the
EDU. There will be coins of every member state, coined with the national
emblems and—in monarchies—with the portrait of the king (as in the
German Reich from 1873 until 1914). Of course, all these coins will be
minted by order of the EDU’s government and will be legal tender in the
whole territory of the EDU. Every member state and every linguistic group
will be free to cultivate intellectual relations with foreign countries and to
represent its own civilization abroad.

The individual citizen will have to renounce all claims for privileges
that could harm other individuals or groups. But he will be free to use his
own mother tongue and to bring up his children with the aid of schools
where this language is taught. He will not have to consider himself a citi-
zen of minority status because all authorities and tribunals will treat him
in a fair way.

VIII The Political Chances of the Proposed Plan

We have to realize that the politicians and the statesmen of these Eastern
nations are united today on only one point: the rejection of such a pro-
posal. They do not see that the only other alternative is the partition of
their territories among Germany, Russia, and Italy. They do not see it be-
cause they firmly rely on the invincibility of the British and the American
forces. They do not imagine that the Americans and the British have any
other task in this world than to fight an endless sequence of world wars on
their behalf.
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It would be merely an evasion of reality if the refugee representatives
of these nations would try to convince us that they have the intention of
peacefully disposing of their mutual claims in the future. It is true that the
Polish and the Czech refugees have made an agreement concerning the de-
limitation of their common boundaries and a future political cooperation.
But this scheme will not work when actually put into practice. We have
ample experience to prove that all agreements of this type fail because the
radical nationalists never accept them. All endeavors at an understanding
between Germans and Czechs in old Austria met with disaster because the
fanatical youth rejected what the more realistic, older leaders had proposed.
Refugees are, of course, more ready to compromise than men in power.
During the First World War, the Czechs and the Slovaks and, likewise, the
Serbs, the Croats, and the Slovenes came to an understanding in exile. His-
tory has proved the futility of these alleged agreements.

Besides that, we have to realize that the area which is claimed both by
the Czechs and by the Poles is comparatively small and of minor impor-
tance for each group. There is no hope that a similar agreement ever could
be effected between the Poles, on the one hand, and the Germans, the
Lithuanians, the Russians, or the Ukrainians on the other—or between
the Czechs, on the one hand, and the Germans or the Hungarians or the
Slovaks, on the other.

What is needed is not delimitation of specific borderlines between two
groups, but a system where the drawing of borderlines no longer creates
disaffection among minorities, unrest, and irredentism.

Democracy can be maintained in the East only by an impartial gov-
ernment. Within the EDU, no single linguistic group will be sufficiently
numerous to dominate the rest. The most numerous linguistic group will
be the Poles; they will comprise about 20 percent of its population.

It is not unlikely that some critics will call the EDU a reconstruction
of the old Austrian empire on a broader scale. This is true as far as old Aus-
tria (but not Hungary!) was the only power among those ruling in this area
which tried to treat all citizens on an equal footing. In the Turkish em-
pire, all Christians were pariahs. In Russia, Prussia, and Hungary, the gov-
ernments were eager to force all subjects to give up their mother tongues
and to become Russians, German-speaking Prussians, or Magyars. In Aus-
tria, the Constitution of 1867 granted to every citizen the right to use his
own language and provided equality in the use of all languages in court
procedures, in the administration, and in educational institutions. The sys-
tem failed because the striving for full national independence of every
linguistic group hindered its success. Some details of the suggested con-
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71 [On the League of Nations’ rules and procedures for protection of minority groups, see
William E. Rappard, et al., “The Problem of Minorities,” International Conciliation, No.
222 (September 1926); and Raymond N. Kershaw, “The League and the Protection of Lin-
guistic, Racial and Religious Minorities,” in William E. Rappard, ed., Problems of Peace,
3rd Series (London: Oxford University Press, 1929), pp. 156–77.—Ed.]

72 [This is a southern region of Switzerland with a predominantly Italian-speaking popu-
lation.—Ed.]

73 [This is the north-central region of Switzerland, with a predominantly German-speaking
population.—Ed.]

74 [Vlames (or Vlaams or Flemish) are the Dutch-speaking members of the Belgian
population.—Ed.]

stitution for the EDU are based on precisely the lessons which this Austrian
failure teaches us and, at the same time, on the shortcomings of the
League of Nations’ protection of minorities.71

There is no precedent that we could use in framing a new political sys-
tem for Eastern Europe. The Swiss Confederation cannot be considered a
useful pattern. In Switzerland, the cooperation of the three (or four) lin-
guistic groups was undisturbed as long as its economic policy was based on
free trade. With the trend toward economic interventionism, conditions
changed. Today, there is a not-negligible Nazi Party in the German-speaking
cantons and a powerful pro-fascist group in the Ticino.72 The French-
speaking cantons strongly oppose what they call the policy of Berne.73

Switzerland will have to face serious problems in a not-too-distant future.
There was still another linguistically mixed democratic country in Eu-

rope: Belgium. Here, too, the linguistic diversion disrupted political unity.
The military defeat of Belgium was to a great extent due to the irredentism
of the Vlames.74 Belgium will have to solve its linguistic problems in the
future.

We do not have to discuss in this context the general problem of gov-
ernment interference with business. It suffices to realize the fact that the
system of interventionism can never work satisfactorily where different lin-
guistic groups are determined to use it as a weapon in their wars of mutual
extermination.

More serious would be the objection that the territory assigned to the
EDU is too large and that the different linguistic groups involved have
nothing in common. It seems strange, indeed, that the Lithuanians should
have to cooperate with the Greeks although they never before have had
any mutual relations other than diplomatic ones existing among all na-
tions of the world.

But we have to realize that the EDU has to create peace in a part of
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75 [The Atlantic Charter was issued by Franklin D. Roosevelt and Winston Churchill on
August 14, 1941, as an eight-point declaration of principles for the postwar era.—Ed.]

the world riddled by age-old struggles among linguistic groups. Within the
area assigned to the EDU, there cannot be discovered any undisputed bor-
derline. If the EDU has to include both the Lithuanians and the Poles,
because there is a large area where Poles and Lithuanians live inextricably
mixed and which both nations vigorously claim for themselves, it has to in-
clude the Czechs and the Ukrainians, too, because the same conditions as
between the Poles and the Lithuanians prevail between the Poles and the
Czechs and between the Poles and the Ukrainians. Then the Hungarians
have to be included for the same reasons, next the Serbs, and, conse-
quently, all other nations which claim parts of the territory known as
Macedonia, that is, the Bulgarians, the Albanians, and the Greeks.

For the smooth functioning of the EDU it is not required that the
Greeks should consider the Lithuanians as friends and brothers. (Although
it seems probable that they would have more friendly feelings for them
than for their immediate neighbors.) What is needed is nothing less than
the conviction of the politicians of all these peoples that it is no longer
possible to oppress men who happen to speak a foreign language. They do
not have to love one another, but to stop inflicting harm on one another.

The EDU will include many millions of German-speaking citizens
and some hundreds of thousands of Italian-speaking citizens. It cannot be
denied that the hatred engendered by the methods used by the Nazis and
the fascists during the present war will not disappear at once. It will be dif-
ficult for Poles and Czechs to meet for collaboration with Germans.

But none of these objections can be considered valid. There is no
other solution for the East European problem which could give to these
nations a life of peace and political independence.

Conclusion

The third point of the Atlantic Declaration75 establishes as a common prin-
ciple in the national policies both of the United States and of the British
empire that “they respect the right of all peoples to choose the form of
government under which they will live; and they wish to see sovereign
rights and self-government restored to those who have been forcibly de-
prived of them.” The sixth point expresses the “hope to see established a
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76 [This refers to President Roosevelt’s “Four Freedoms” speech before Congress on Jan-
uary 6, 1941: freedom of religion and speech, and freedom from fear and want.—Ed.]

peace which will afford to all nations the means of dwelling safely within
their own boundaries, and which will afford assurance that all the men in
all the lands may live out their lives in freedom from fear and want.”

These principles are incompatible with the conditions that have pre-
vailed for ages in Eastern Europe. There were many millions of people
who were forced to live under governments that they had not chosen.
There were countries where 20 percent, 30 percent, or even 40 percent of
the population were Irredentists and expected to be redeemed by the
armed interference of foreign powers. These millions considered them-
selves as having been forcibly deprived of their sovereign rights and self-
government. They believed that they were prevented from living out their
lives in freedom from fear and want.76

The proposed scheme for an Eastern Democratic Union is the only
plan that could adjust political and economic conditions in Eastern Eu-
rope to the requirements of the Atlantic Declaration. Its execution would
impose on no nation any sacrifice other than the renunciation of the power
to inflict harm on other linguistic groups. But it would, on the other hand,
secure them against the risk of falling victim to oppression by other na-
tions. It would make Eastern Europe safe both for peace and democracy.
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1 [This monograph was written by Mises in June of 1943 and submitted to a market-
oriented business association in Mexico City.—Ed.]

chapter x

Mexico’s Economic Problems1

Introductory Remarks

A C International Conditions

and Domestic Policies

In this age of international division of labor, the destiny of every nation is
linked with that of all other nations. The fate of Mexico does not depend
upon the Mexicans alone. If the other nations do not succeed in substi-
tuting peaceful collaboration for their present-day antagonisms and ha-
treds, the doom of every country is assured, whatever its policies may be.
No individual people can withdraw from the disastrous consequences of
world anarchy and international chaos.

But, on the other hand, even the most satisfactory solution of the prob-
lems of international life cannot free a nation from the necessity of adopt-
ing, for its own sake, an appropriate domestic economic policy.

The distinctive mark of a sound economic policy is that it aims at
the establishment of a durable system resulting in a continuous im-
provement of the nation’s well-being. There can hardly be imagined a
worse principle of government than that of the short-run policies of the
last decades. It brought about economic depression, unemployment of
millions of workers, social unrest, revolutions, and wars. It led to the dis-
integration of world trade and the international money market. Lord
Keynes’s dictum, “in the long run we are all dead,” is nothing but a new
version of the mischievous motto of Madame de Pompadour, “après nous
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2 [John Maynard Keynes, “A Tract on Monetary Reform,” in D. E. Moggridge, ed., The
Collected Works of John Maynard Keynes, Vol. IV (New York: Macmillan Co., [1924] 1971),
p. 65. For Mises’s and others’ view of Keynes’s emphasis on the short run, see Chapter III,
“Europe’s Economic Structure and the Problem of Postwar Reconstruction,” footnote 21.
—Ed.]

3 [On the significance of savings, investment, and capital formation, see Mises, “Capital
Supply and American Prosperity,” (1952) in Planning for Freedom (South Holland, Ill.:
Libertarian Press, 1980), 4th rev. ed., pp. 195–214; “The Economic Role of Saving and In-
vestment,” (1963) in Bettina Bien Greaves, ed., Economic Freedom and Interventionism: An
Anthology of Articles and Essays by Ludwig von Mises (Irvington-on-Hudson, N.Y.: Foun-
dation for Economic Education, 1990), pp. 26–30.—Ed.]

le déluge.”2 A policy which, indifferent about tomorrow, strives after
ephemeral success and carelessly sacrifices the future is not progressive
but parasitic. Nothing can inflict more harm upon the masses and frus-
trate more effectively all attempts to raise their standard of living than
capital consumption.

There is but one means to improve the economic well-being of a
whole nation and of each of its individual citizens: The progressive accu-
mulation of capital. The greater the amount of capital available, the
greater the marginal productivity of labor and, therefore, the higher the
wage rates. A sound economic policy is a policy that encourages savings
and investment and thereby the improvement of technical methods of pro-
duction and the productivity of labor.3

B C Natural Conditions

There was a time when people exaggerated in a rather fantastic way the
natural wealth of Mexico and the chances of its future prosperity. Today,
this unfounded optimism has given way to an equally groundless pes-
simism. Mexico borders on one of the world’s industrially most advanced
and richest countries, the United States of America. If one compares the
economic conditions of these two countries, the result is rather unfavorable
for Mexico. But it is different if Mexican affairs are viewed with regard to
other countries, for instance, other Latin American countries or the coun-
tries of Southern and Eastern Europe. Mexico is still on the eve of the In-
dustrial Revolution, and it is a mistake to apply to Mexican problems the
standards of the predominantly industrial countries.

It would be useless to deny that Mexico, as far as its economic condi-
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4 [On the positive historical impact of immigrant groups for the economic development
of the countries into which they have moved, see Thomas Sowell, Migrations and Cul-
tures: A World View (New York: Basic Books, 1996).—Ed.]

tions are concerned, is a backward country. But history has demonstrated
that it is possible to overcome economic backwardness in a short time.
Germany, when compared with Great Britain, was a backward country
around 1830. Some fifty years later, German industry was paramount on
the European continent and in a position to compete very successfully on
the world market. Mexico’s industrial future is not hopeless, provided that
the country adopts an adequate domestic economic policy.

The geographic situation of Mexico is propitious. It lies in the center
of the American continent; it has access both to the Atlantic and to the
Pacific ocean; it is midway between Europe and West Africa on the one
hand and Australia and East Asia on the other. Climatic and geological
conditions are less favorable. In the greater part of the country, the soil is
dry and barren.

A nation’s main asset is the character and the gifts of its citizens. It is
a common error, especially among many entrepreneurs, to doubt the abil-
ity of populations in non-industrialized countries to work in modern fac-
tories. Experience has proved these judgments to be unfounded. It is
beyond doubt that the Mexicans are endowed with the spirit of workman-
ship. The achievements of craftsmen and artisans meet with the admira-
tion of all experts. The workers in the already existing industrial factories
and in the mines are not less efficient than those of other countries. It is
true that the agricultural technique of the peons is rather poor, but one
should not forget that these people had to fight against many odds. We
may wonder whether other races or nations would have succeeded better
on the rocky soil on which they have to till.

It has been said that the Mexicans do not have the capacities required
by modern entrepreneurs. It is a fact that many important factories and
shops are operated by foreigners. But economic history has shown that,
with the exception of Great Britain, all countries owe their early industrial
development primarily to foreigners and immigrants. Present-day chau-
vinism wrongly tends to belittle the role played by foreigners or the sons of
foreigners in the evolution of all modern nations.4

It is a very fortunate condition that Mexico is not menaced by racial
and linguistic struggles. Antagonism between the various political parties
is deplorable. But it is not worse than those of all other countries.
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C C Mexico and the War

The Second World War brings about special economic conditions that are
apt to confuse a cool appreciation of the country’s situation. The increase
of government expenditure caused by the war is, for Mexico, only slight
when compared with the enormous increase in Great Britain and in the
United States. Mexican territory is perfectly safe from invasion; the losses
of its commercial shipping are happily not great. On the other hand, the
war means good business for mining, for various branches of agriculture,
for some other branches of Mexican export trade, and offers many Mexi-
can workers the opportunity to find well-paid jobs in the United States.
For Mexico, the war is on the whole economically more advantageous
than disadvantageous. But these conditions will not last. With the return
of peace, the nation will have to face serious economic problems.

It is an illusion to believe—as Brazilian coffee planters, Argentinean
cattle breeders, and North American farmers do—that after the war Eu-
rope will be able to buy large quantities of American products. The im-
poverished peoples of Europe will lack the means to pay for those
commodities. It is very unlikely that conditions for the marketing of wheat,
meat, wool, cotton, coffee, rubber, and oil will be satisfactory.

The Second World War will change the world’s economic conditions
in a much more radical way than was done by the First World War. All
countries, after the war, will suffer from poverty and a lack of capital.
Decades will be needed for the reconstruction of the shattered apparatus
of production. Great Britain and France and the other predominantly in-
dustrial countries of Europe will hardly ever be restored to their previous
level of productive capacity, wealth, and competitive power. Their foreign
assets are gone, the equipment of their factories and farms is used up, their
markets are lost. Nobody can foresee how conditions will be.

D C Economic Freedom

Modern industry is an achievement of private business. Not governments
but entrepreneurs and capitalists have transformed the world of craftsmen
and artisans, of horses, sailing ships, and windmills, into the world of steam
power, electricity, and big-scale production for the satisfaction of the needs
of the masses. If business had not succeeded in freeing itself from the tute-
lage of governments and from the restrictions imposed by old statutes and
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5 [See Mises, Socialism (Indianapolis: Liberty Fund, [1951] 1981), pp. 117–18 & 535–36.
—Ed.]

privileges, from the operation of guilds and traditional prejudices and fal-
lacies, the masses would not be better off than two hundred years ago. Cap-
italism has poured a horn of plenty over all strata of the population. It is
an accomplishment of capitalism that today there are living in the ad-
vanced countries many more people than in the centuries preceding the
Industrial Revolution, and that every single citizen enjoys a much higher
standard of living than the well-to-do of earlier ages.

Popular doctrines have badly distorted these facts. The stereotypical
description of capitalism is as inappropriate as would be the description of
a motorcar as an instrument for the killing of pedestrians. All the so-called
mischief of capitalism is the outcome of policies designed to check its op-
eration and to interfere with the working of the market and the price sys-
tem, for the alleged advantage of the poor. Economic depressions are the
inextricable outcome of the endeavors to enforce easy money policies by
credit expansion and inflation; such policies result for a short time in the
creation of an artificial boom but must later end in a slump and in de-
pression. Unemployment is the effect of the attempts of governments and
trade unions to fix minimum wage rates at a higher level than that formed
on the unhampered labor market.

It is not true that Russian experience has proved the feasibility of so-
cialism. The Soviets try in a rather unsatisfactory way to imitate what the
capitalist nations have achieved in the field of technical improvement,
and they use for their economic calculations the prices fixed on the mar-
kets of capitalist countries. Without the aid of these prices, their actions
would be aimless and planless.5 The Russians themselves have contributed
nothing to technical progress. Russia’s soil is much better endowed by na-
ture than that of any other nation. It offers the most advantageous condi-
tions for the growing of all kinds of cereals, fruits, seeds, and plants. Russia
owns immense pastures and almost inexhaustible forests. It has the richest
resources for the production of gold, silver, platinum, iron, copper, nickel,
manganese, and all other metals, and of oil. But for the despotism of the
czars and for the deplorable inadequacy of the communist system, its pop-
ulation could long since have enjoyed the highest standard of living. But
the Russian masses are much poorer than those of any other European 
or American country. Only a few years ago, many millions were literally
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6 [See Chapter VIII, “A Draft of Guidelines for the Reconstruction of Austria,” footnote
39.—Ed.]

7 [On the problems of underdeveloped Third World countries under the influence of so-
cialist and interventionist ideas in the immediate post–World War II period, see Mises,
“The Plight of the Underdeveloped Nations,” (1952) in Richard M. Ebeling, ed., Money,
Method, and the Market Process: Essays by Ludwig von Mises (Norwell, Mass.: Kluwer Aca-
demic Press, 1990), pp. 166–73.—Ed.]

starved to death in the Ukraine, Europe’s most fertile area.6 It is a fable
that the Soviet regime has improved the lot of the Russian people. A com-
parison of the description of Russian economic conditions by Marxian au-
thors published thirty and forty years ago and the reports on present-day
Russian affairs rendered by the admirers of the Soviet methods unmasks
the fallacies of these legends.

If history and experience could teach us anything in the field of social
organization, they would teach that capitalism is a more efficient method
of economic management than is socialism. It is an illusion to assert that
the Russian experience has refuted the economic theories concerning the
impracticability of public ownership of the means of production.

For many decades the most characteristic feature of the economic poli-
cies of all nations has been hostility toward capitalism. We do not have to
deal with the disastrous consequences of this alleged “progressivism.” Nei-
ther are we concerned with the problem of whether or not these policies
will lead to a manifest failure in a not-too-distant future. We have only to
emphasize that their application by the poorer and economically not yet
developed countries is suicidal.7

What Mexico needs most is capital, either foreign or domestic. The re-
pudiation of the national debt and the expropriation of foreign investments
deter the foreign capitalist. The methods of taxation prevent the accumu-
lation of domestic capital. The total abandonment of such acts is the first
requisite of the country’s economic regeneration.

It is hopeless to build up a prosperous industry in a country that con-
siders every entrepreneur as an exploiter and tries to penalize his success.
A policy of shortening the hours of work, of raising costs by forcing the en-
trepreneur to provide housing facilities for the workers, and of fixing min-
imum wage rates either by direct government interference or by giving a
free hand to trade union pressure is vain in a country whose industrial pro-
duction has still to be created.

It is a sad fact that a country in which the natural conditions for pro-
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8 [On the role of envy in creating antimarket sentiments, see Mises, The Anti-Capitalistic
Mentality (Princeton, N.J.: D. Van Nostrand Co., 1956).—Ed.]

duction are less favorable than in other countries and that suffers from a
comparative shortage of capital has but one means to compete with coun-
tries better endowed by nature and richer in capital: A lower price of labor.
In a world without migration barriers, there prevails a tendency toward an
equalization of wage rates in different countries. In the absence of free mo-
bility of labor, wage rates must necessarily be lower within an area in which
natural resources are poorer and capital is more scarce. There is no means
available to alter this state of affairs. If the government or the trade unions
are not prepared to submit to the facts, they do not improve the conditions
of the masses, instead they impair them. They hinder the development of
the processing industries and force those people who could find a more re-
munerative employment in factories to remain extremely poor peons.

It is indispensable to see things as they really are, not as one would
wish them to be. The allegedly progressive measures on the part of the
Mexican government and the alleged blessings of trade unionism not only
do not contribute to the welfare of the Mexican people, they seriously
make their conditions worse.

The only way toward an improvement of Mexico’s economic situation
is economic liberalism, that is, the policy of laissez-faire. It is a common
weakness of man to envy the success of luckier fellow citizens.8 But an
honest patriot should not look askance at the wealth of efficient entrepre-
neurs. He must understand that in the framework of capitalist society, the
only means to acquire riches is to provide the consumers in the cheapest
way with all the commodities they ask for. He who serves the public best
profits the most.

What Mexico needs is economic freedom.

I Agricultural Conditions

Out of a total of 5,351,800 gainfully employed workers, 3,626,000 people,
or almost 70 percent (according to the census of 1935), were employed in
agriculture. Mexico is, therefore, a predominantly agricultural country.

But things appear different if we consider the value of the annual out-
put. While the total value of the products of agriculture, cattle breeding,
and forestry amounted to 723 million pesos, the value of the products of
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9 [Henequén is a tropical American plant that has large, thick, sword-shaped leaves pro-
ducing a rough, reddish fiber used in making rope and twine.—Ed.]

10 [Chicle is the coagulated milky juice of the evergreen tree known as sapodilla. It is the
principal ingredient in chewing gum.—Ed.]

11 [Ixtle, or pita, is one of several plants of the genus Agava that yields strong leafy fibers
used in making cordage and paper.—Ed.]

processing industries, mining, and oil drilling was 1,365 million pesos. It
is true that the above-mentioned figures do not include the agricultural
products consumed by the farmers in their own households. But it is well
known that the standard of living of these farmers is very low.

In 1939, the last year that can be considered as somewhat “normal”
and “peaceful,” the country imported products valued at 186 million pesos
and exported products of agriculture, cattle breeding, and fishing valued
at 117 million pesos. These export figures were specifically:

coffee 34 million pesos
henequén9 23 million pesos
fish 13 million pesos
cotton 5 million pesos
bananas 17 million pesos
chicle10 19 million pesos
ixtle11 6 million pesos

total 117 million pesos

If we deduct these figures from the total import figure of 186 million
pesos, there was a deficit in the foreign trade balance regarding agricul-
tural products totaling 69 million pesos.

In order to understand the problem of Mexican agriculture, it is nec-
essary to consider separately the conditions of the lowlands and the high-
lands, the former producing “exotic” crops, and the latter producing
products of the type grown and bred in the temperate zones of the earth.

Some parts of Mexico offer the opportunity for the production of cof-
fee, bananas, and cotton. It is very probable that it would be technically
possible to expand further the production of these crops. But it is rather
doubtful whether such an expansion would pay. World market conditions
will probably be rather unfavorable for these three crops. There are, on
the one hand, countries that can produce them under more favorable
physical conditions than Mexico. On the other hand, one has to expect a
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12 [The Mexican Constitution of 1917 declared that private ownership of land was no
longer a right but a privilege, and that the state possessed the authority to seize land and
redistribute it in the national interest. The size of agrarian holdings was restricted, and the
old hacienda (estate) system was ended. An extensive distribution of land took place over
the next several years under a system of ejido (rural community) land rights; qualified res-
idents within communities were given “use rights” for farming, but not private ownership.
—Ed.]

13 Cf. Sr. Antonio Manero, El Economista (November 1, 1942).

fall in the demand. Europe will be too poor to buy the quantities it previ-
ously used to consume. With regard to cotton, one has, moreover, to real-
ize that modern technology has developed new textiles that can replace
cotton goods. Prospects are better with regard to henequén, ixtle, and chi-
cle. It is even possible that these three crops will pay much better in the fu-
ture. But it is not possible to form a definitive opinion.

With regard to the products of highland agriculture, Mexico is more
an importing than an exporting country. In 1939, Mexico imported 54,000
tons of maize and 51,000 tons of wheat. The quantities imported of these
two vital grains change from year to year according to the crops harvested
in the country. In 1940, the imports amounted only to 8,271 tons of maize
and 1,225 tons of wheat. But the fact remains that Mexican domestic agri-
culture is even in good years not efficient enough to supply the whole na-
tion with its main diet. This unsatisfactory state is the outcome of the
agrarian reforms of the Mexican revolution.12 The detrimental effects of
these reforms become manifest if we compare conditions of the years pre-
ceding the reform with those of 1937.13

cultivated average output

area crops per hectare

year (hectares) (tons) (kilograms)

maize

1907 8,600,000 5,075,000 584
1937 2,999,000 1,634,000 545

wheat

1907 560,000 313,000 554
1937 502,000 325,000 648

beans

1907 978,000 198,000 202
1937 507,000 104,000 177
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The gloomy significance of these figures becomes even more apparent
if we realize that the country’s population increased from 13,545,000 in
1900 to 18,852,000 in 1936.

There is no doubt that the agrarian reform resulted in economic dis-
aster. The old hacienda system, which the revolution brushed away, was
certainly unsatisfactory not only from the social and political viewpoint,
but no less from the economic viewpoint. But it is necessary to appreciate
things in an unbiased and sober way in order to understand the main prob-
lems of Mexican agriculture.

The country’s agriculture is primitive and backward. But it is inap-
propriate to compare it either with conditions in countries whose soil is
much more fertile (for instance, Canada and the United States) or with
countries whose agriculture could enjoy the protection of high tariffs. The
former countries produce at much lower physical costs and are, therefore,
in a position to withstand the competition on the world market and to ex-
port a part of their crops. The latter countries could compensate their phys-
ical inferiority by the high prices obtained on the sheltered domestic
market. It is true that the agriculturists of the predominantly industrial
countries of Europe (especially those of Germany, Austria, and Switzer-
land, but also those of France and Great Britain) succeeded in growing
wheat, rye, and potatoes, in breeding cattle, and in dairying under ex-
tremely unfavorable natural conditions. But we have to realize that nat-
ural conditions in these countries, although unfavorable enough, are still
better than those of the greater part of Mexico.

The main factor is that these European farmers, cattle-breeders, and
dairymen had the opportunity to sell their products at a domestic market
in which—as a result of an excessive protectionism—prices were much
higher than on the world market. Agricultural expansion in the predomi-
nantly industrial countries of Europe was essentially parasitic. It was based
on a ruthless spoliation of the industrial section of the population to the
benefit of the agricultural section. The high state of agricultural technique,
the intensity of exploitation, and the great returns per hectare tilled were
not achievements of the farmers but rather the outcome of an economic
policy that heedlessly sacrificed the welfare of the nonagricultural popu-
lation. The characteristic feature of Mexican agriculture (and of agricul-
ture in other countries in a similar position, for instance, Spain) is that
such a policy is unfeasible. Mexico’s nonagricultural population is neither
numerous nor wealthy enough to bear the burden of such a system.

It is, therefore, a mistake for both Mexicans and foreigners to hold up

10/Mexico’s Economic.p  1/14/00 1:53 PM  Page 212



Mexico’s Economic Problems C 213

European agriculture as a model for Mexican farming. The evolution of
agriculture in Western and Central Europe in the last decades was un-
sound and detrimental to these nations’ vital interests. Moreover, it will be
impossible for these countries to continue such policies after the present
war to the disadvantage of an impoverished nonagricultural population.
European agriculture is on the eve of an extremely serious crisis.

The agrarian consequences of the Mexican revolution would have
been much more propitious if the statesmen had considered as the main
goal of their interference the creation of a class of free landholders, hus-
banding on soil that is fully their own property and that their children will
inherit. The poorer a soil is, the more important it is that the farmer is im-
bued with the consciousness of full ownership. He must be made sure that
every melioration will improve his own material well-being and that of his
children. A fanatical sense of property is the main prerequisite of a peas-
ant’s devotion to his task. Free landholders are enthusiastic in the support
of private ownership. They are unflagging in their efforts if they know that
they will reap the fruit of their toil and trouble.

It was a mischief that the Mexican socialists became fascinated by the
Marxian doctrines and wanted to imitate the Russian methods of collec-
tive farming. We do not have to deal with the problems of Russia, but it is
indispensable to realize that natural conditions are different in both coun-
tries. Russia’s agriculture operates on the earth’s most fertile soil in plains
offering favorable opportunities for big-scale farming. Mexican agricul-
ture, on the other hand, is forced to utilize barren soil in stony upland.
Here mechanical devices are of little use. The essential factor of produc-
tion is the human one: The farmer’s stubborn and fanatical devotion to
his task. This mentality cannot thrive within the frame of a collective farm.

The prospects of Mexican farming in the highlands lie exclusively in
individual farming by free landholders supported by farmers’ cooperatives.
The cooperatives have to organize on a cooperative basis the buying of
agricultural equipment, seed, fertilizers, and other implements; they have
to rent machinery and to market the products. They have to provide the
credit necessary. But the individual farmer has to be the master on his own
farm.

Various government agencies in Mexico have done a good job in en-
couraging the formation and the operation of cooperatives and in spread-
ing technical education. If they pursue these endeavors and abandon the
spurious attempts to follow the Russian example, they will contribute a
good deal to the improvement of conditions.

10/Mexico’s Economic.p  1/14/00 1:53 PM  Page 213



214 C Selected Writings of Ludwig von Mises

14 Banco de Mexico, Vigesima primera asamblea general, p. 34.

15 [Between 1940 and 1978, the agricultural component of Mexico’s total output fell from
19 percent to 9 percent, while industry’s share of total output increased from 25 percent to
36 percent; the service sector’s component fell from 56 percent to 55 percent during this
period. In 1940, about 65 percent of the work force was employed in agriculture; that de-
creased to 40 percent by 1977. Industrial employment increased from 15 percent to 25
percent of the labor force. The rest of the shift in employment was absorbed by the service
sector of the Mexican economy.—Ed.]

It is a very comforting fact that the volume of agricultural production
was in a steady upward movement during the last decade. It increased by
no less than 46 percent between 1934 and 1942.14 One can fairly assume
that the disastrous consequences of the revolution are now overcome and
that agriculture will develop as much as market conditions allow.

But let us not forget that the fundamental problems of Mexican peas-
antry cannot be solved solely by measures limited to agricultural issues.
Mexican agriculture is overcrowded. The more the technical methods of
exploitation improve, the more it will become obvious that too many peo-
ple are employed in agriculture. A reduction of the nation’s agricultural
sector is indispensable. This, however, can only be achieved by progress in
industrialization. The future of Mexican agriculture depends on the ex-
pansion of the country’s processing industries.15

II The Processing Industries

A C Two Ways Toward Industrialization

The main economic problem of Mexico is the building up of processing
industries. Mexico is a comparatively overpopulated country. The oppor-
tunities for the development of its—comparatively poor—natural re-
sources are limited. As emigration is almost impossible under present-day
institutional conditions, there are millions of people living on the verge of
extreme poverty. There is but one means available to improve the lot of
these poor peons: They must be given better-paid jobs in the processing
industries.

Conditions in Mexico for the processing industries are in many re-
gards less propitious than in many other countries. Most of the machinery,
raw materials, and half-manufactured articles have had to be imported

10/Mexico’s Economic.p  1/14/00 1:53 PM  Page 214



Mexico’s Economic Problems C 215

from abroad. There is a lack of skilled workers and a shortage of capital.
But, on the other hand, there is plenty of cheap labor.

We have to emphasize again and again that the comparative cheapness
of labor is the only condition that makes industrialization of Mexico pos-
sible. But for this factor, it would be hopeless for Mexican factories to stand
the competition with older industrial countries, as all other items of the
production costs are higher in Mexico. But what, from the point of view
of North American industrial conditions, has to be qualified as cheap labor,
has to be appreciated in a different way from the point of view of Mexican
conditions. Even when earning not more than a fraction of what the North
American workers earn, the workers of the Mexican factories would be
much better off than in their present agricultural employment and would
enjoy a much higher standard of living than under present circumstances.
The establishment of every new factory brings about a tendency to raise the
income of all Mexican proletarians. It improves the standards of living
both in agriculture and in all branches of hired labor.

It may be fairly assumed that there prevails unanimity both in Mexico
and abroad with regard to the urgent necessity for the nation to develop its
processing industries as much as possible. However, one may wonder
whether people understand why only an expansion of the processing in-
dustries can improve the conditions of the masses. Many Mexican patriots
are entangled today in the almost universally accepted neomercantilist fal-
lacies. Yet, these popular errors have resulted in a manifest failure in the
policy endeavors of all predominantly agricultural nations to raise stan-
dards of living by the advancement of domestic industrial production.

The essential feature of modern industrial production is specializa-
tion. The further specialization goes on, the cheaper the products can be
delivered. Specialized production requires a broadening of the market. It
is beyond doubt that the citizens of the United States of America would
never have enjoyed their high standard of living if each of the forty-eight
states had tried to insulate its own state’s market from the markets of the
forty-seven other states. Great Britain and prewar Germany were prosper-
ous countries because conditions made it possible for their industries to
embark upon specialization.

The goal of Mexico’s industrialization has to be the raising of the av-
erage Mexican’s standard of living by acquiring a place within the inter-
national community of modern industrialism. The mutual exchange of
products between Mexico and other countries has to be intensified. Mex-
ico has to be made ready to contribute its share to the international divi-
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16 [What Mises criticized in 1943 as the “closed door method of industrialization” be-
came widely advocated in underdeveloped Third World countries in the post-World War
II era under the heading of the “import-substitution” method of industrial development.
Two of its leading proponents were Argentinean economist Raul Prebisch (1901–86) and
German-born British economist Hans Wolfgang Singer (1910–), both of whom were ex-
tremely influential in legitimizing the idea through their positions within United Nations
development organizations. For criticisms of “the closed door” import-substitution ap-
proach by later market-oriented economists, see Gottfried Haberler, “Critical Observations
on Some Current Notions in the Theory of Economic Development,” in L’industria, No.
2 (Milan, 1957), pp. 373–83, and “Terms of Trade and Economic Development,”(1961)
in Anthony Y. C. Koo, ed., Selected Essays by Gottfried Haberler (Cambridge, Mass.: MIT
Press, 1985), pp. 453–72; Peter T. Bauer, Dissent on Development (Cambridge, Mass.: Har-
vard University Press, 1976), pp. 233–71; I. D. M. Little, “The Developing Countries and
the International Order,” in Ryan C. Amacher, Gottfried Haberler, and Thomas D. Wil-
lett, eds., Challenges to a Liberal International Economic Order (Washington, D.C.: Amer-
ican Enterprise Institute, 1979), pp. 259–78; and Paul Craig Roberts and Karen Lafollette
Araujo, The Capitalist Revolution in Latin America (New York: Oxford University Press,
1997), pp. 107–9.—Ed.]

sion of labor by producing more goods for which its national market is too
narrow and that have to be sold abroad, thereby giving Mexicans the
greater means by which they can buy foreign products. Mexico has to play
a greater role on the world market.

But the mercantilist sees things in a different way. In his eyes, indus-
trialization means the country’s withdrawal from the world market. He
aims at national autarky. The realization of his plans would not raise, but
would lower the domestic standard of living. The mercantilist rejoices if
he succeeds in substituting a more expensive domestic product for one
cheaper and better manufactured abroad. He does not realize that his pol-
icy of economic nationalism makes his countrymen poorer, not richer.

B C The Closed Door Method of Industrialization
16

The predominantly agricultural nations have entirely misunderstood the
meaning of modern industrial production and the nature of the advan-
tages that their own countries could possibly derive from a development
of the processing industries. They did not realize that what they needed
was their incorporation into the community of the international division
of labor and of the mutual exchange of commodities and services. Their
notion of industrialization was not production for the world market, but,
on the contrary, commercial insulation of their own countries.

The policy that the countries of Southern and Eastern Europe and
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Latin America espoused was hyperprotectionism and prohibition of im-
ports. They were anxious to promote the growth of domestic production by
barring access to the cheaper commodities of foreign plants. Thus the pol-
icy that was designed as a method of improving the domestic standard of
living resulted in a considerable rise of domestic prices for manufactured
goods. The consumers had to forego many goods because they were too
dear.

Moreover, the outcome of this state of affairs was a drop in the export
of foodstuffs and raw materials. As the industrial nations of Western and
Central Europe sold minor quantities of manufactures, their means to pay
for the imports of badly needed foodstuffs and raw materials were reduced
proportionally. Their own protectionism tried to substitute for goods pre-
viously imported the dearer products of some domestic production. How-
ever, in dealing with the problems of Mexico, we do not have to dwell
upon the inadequacy of the policies of the predominantly industrial na-
tions. Even if the European nations concerned had adopted a more rea-
sonable policy, a fall in the exports of raw materials and foodstuffs on the
part of the predominantly agricultural nations would still have resulted
from their own protectionist policies.

The politicians responsible for the protectionist policies of the agri-
cultural countries boasted of the apparent success of their programs. They
triumphed when the statistics of foreign trade showed a fall in the import
of various manufactured goods. But unfortunately they did not take into
consideration the drawbacks from their policies. They did not realize that
this system doubly hurt the agricultural sector of their own nation by ren-
dering manufactures more expensive and by restricting the exports of their
own agricultural products. It is true that many people could find jobs with
the sheltered plants, but what these people gained, on the one hand, as
producers was lost, on the other hand, by the higher prices of all manu-
factured goods.

Thus such industries artificially brought up in a hothouse, as it were,
do not contribute anything to the general improvement of a country’s eco-
nomic prosperity. Instead, they impair that well-being. Even if they suc-
ceed in exporting a part of their products, they still are more or less
parasitic. Their exports are based on the fact that they are in a position to
sell the greater part of their output at higher prices on the sheltered do-
mestic market.

Some countries have openly subsidized industrial enterprises. This is
a rather awkward method, but its effect is not different from that of the
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17 [On the “infant industry” argument and other protectionist rationales, see Mises, “The
Disintegration of the International Division of Labor,” (1938) in Richard M. Ebeling, ed.,
Money, Method, and the Market Process, pp. 113–36.—Ed.]

more current measures of protectionism. In paying higher prices for the
domestic product, the consumers are forced to subsidize the sheltered
industry.

The closed door method cannot be justified by the infant industry ar-
gument. The weakness of the enterprises concerned and their inability to
compete with the superior factories of the other countries have nothing to
do with their youthful age. They are due either to the fact that the natural
conditions of production are utterly unfavorable in this branch of pro-
duction or that the domestic market is too narrow to make big-scale pro-
duction pay. The protectionist believes there is ample justification for
protectionism and the establishment of a domestic line of production be-
cause (a) in some branches of industry, there are no domestic factories and
(b) the total supply is imported from abroad. It does not occur to him to
investigate whether conditions are so unfavorable that domestic production
will never pay unless it is openly or indirectly subsidized.17

The worst outcome of protection is that it raises the cost of produc-
tion for all other branches of domestic production, especially in those
branches that could successfully compete on the world market if not for
the checks put upon them by the higher price of some producer goods.

What a nation that up to now mainly produced foodstuffs and raw ma-
terials needs in order to raise its standard of living are processing industries
that can export and thereby provide the means of payment for greater im-
ports. Its citizens are eager to consume more of those commodities that
the highly specialized big-scale factories of the most advanced countries
are manufacturing. Their aim is to obtain more of these cheap goods, not
to be forced to content themselves with the dearer and less perfect goods
of an artificially reared domestic hothouse production.

If Mexico, Hungary, or Italy were part of the United States or Ger-
many, or if an international statute were to declare tariffs as unlawful, no
one would believe that the best way to make these nations more prosper-
ous would be to force their citizens to abstain from buying the goods pro-
duced by the more efficient industrial factories of New Jersey or Saxony.
Everyone would understand that what these people need is to be able to
produce something that would enable them to buy more of those U. S. or
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18 [See Chapter V, “Aspects of American Foreign Trade Policy,” footnote 4.—Ed.]

19 [It has been estimated that about sixty million people emigrated from Europe between
1850 and 1940, settling in the United States, Latin America, Asiatic Russia, Canada, Aus-
tralia, New Zealand, and South Africa; see R. R. Palmer and Joel Colton, A History of the
Modern World, 8th ed. (New York: McGraw-Hill, 1992), pp. 592–95.—Ed.]

German goods. Their businessmen would be anxious to embark upon only
such projects that could succeed without the aid of protective measures.

The closed door method leads a nation into a blind alley. It perpetu-
ates the low standard of living.

C C The Open Door Method of Industrialization

The inferences drawn from Ricardo’s theory of foreign trade are irrefut-
able.18 All the desperate attempts of would-be economists to refute Ri-
cardo’s statements have lamentably failed. Even if all other nations cling
to protection, every country serves its own interests best by free trade.

It has been asserted again and again that conditions have changed
since the days of Ricardo and that under present conditions his conclu-
sions are no longer valid. This, too, is a fallacy.

Ricardo assumes that there is no mobility of capital and labor, but that
there is some mobility given for commodities. (If there is no mobility at all
for commodities, then every nation lives in perfect autarky, and there is
no question of foreign trade.) The conditions assumed by Ricardo changed
in the course of the nineteenth century. Labor and capital could, to some
extent, move from country to country. Millions of workers moved from
the comparatively overpopulated countries to the comparatively under-
populated countries offering more favorable conditions for production and
thereby higher wage rates.19 An international capital market came into
being. Today things have changed, and the state of affairs is by and large
the same again as in the days of Ricardo. Migration is almost impossible.
The international capital market has disintegrated. The capitalists shun
foreign investment because discriminatory taxation, expropriation, confis-
cation, foreign exchange controls, and repudiation of debts make it too
risky. The governments of those nations whose capitalists could consider
foreign investment are ready to put an embargo upon capital export be-
cause they view it as contrary to the interests of the most influential do-
mestic pressure groups, labor and farming.
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In a world of perfect mobility of capital, labor, and products, there pre-
vails a tendency toward an equalization of the material conditions of all
countries. Those parts of the earth’s surface that offer more favorable nat-
ural conditions of production attract more capital and labor than those of-
fering less propitious ones. There are more densely populated countries
and less densely populated. Freedom of migration and of investment tend
to make the difference of comparative overpopulation and comparative
underpopulation disappear. They tend toward an equalization of wage
rates and rates of interest and concomitantly of standards of living.

In a world of immobility of men, some countries are comparatively
overpopulated, others comparatively underpopulated. There are conspic-
uous differences in wage rates and in standards of living. Of course, the
productivity of labor must necessarily be lower in a country where natural
conditions of labor are less favorable. The restrictions imposed upon the
free mobility of capital intensify this outcome.

Mexico is such a comparatively overpopulated country. There is no
doubt that, with perfect mobility of labor, its population would be lower
than it is today. Mexico’s economic policy has to adjust itself to this fact.
The country can successfully develop only those branches of the process-
ing industries in which wages form comparatively a greater part of the total
cost of production than in the others. The expansion of such industries
will raise the standard of living within the country. However, wage rates
and the standard of living will never reach the level of other countries that
are more favored by nature and comparatively underpopulated.

The advantage derived from foreign trade lies entirely in importing,
not in exporting. An increase in exports is only the means to increase im-
ports. A reduction of imports is not a blessing, but a calamity. What is
needed is an expansion of exports in order to increase the imports. As nat-
ural factors limit the expansion of exports of food and raw materials, and
as world market conditions do not favor the expansion of exports of cotton
and the products of the tropical belt, the exports of manufactured goods
have to be increased. Industrialization for an increase of exports has to be
the goal of economic policy, not industrialization for the purpose of re-
stricting imports.

It is a fallacy to believe that exporting raw materials is an unsatisfactory
state of affairs and that it is especially so with regard to the “extracting”
branches of production, for example, mining. If domestic conditions are
unfavorable for the working up of these materials into finished goods, it
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would be contrary to purpose to foster the processing industries concerned
by protection.

It is highly probable that Mexico could develop its metallurgical in-
dustries without any protection. It is not protection that is needed for this
purpose, but the abandonment of policies that consider every industrial
establishment as a cow that can be milked even when badly treated.

D C The Transition from the Closed Door

Policy to the Open Door Policy

Although the open door policy best fits the interests of Mexico—as those
of any other country—we have to realize that a sudden change would do
more harm than good. It would be inexpedient to institute the necessary
reforms by the use of measures that, although beneficial in the long run,
would for the immediate future bring more hardship than benefits.

Some of the industries already existing in Mexico can be qualified as
self-supporting. Although founded and developed under the shelter of pro-
tectionism, they will be able to do very well under free trade, too. This is
especially the case with the textile and metallurgical industries. The for-
mer are favored by the cheapness of labor, the latter by their proximity to
the mines. A third group of industries that will be left more or less un-
touched by free trade are those producing mostly for local demand: The
production of building materials on the one hand, the factories producing
beer and other beverages, bakeries, canneries, printing offices, and so on,
on the other hand. There need be no fear that any factory in these activi-
ties will be forced to discontinue production. Some factories, it is true, will
have to rearrange their lines of production in order to attain a higher de-
gree of specialization.

A sound industrialization program for Mexico has to repeal all import
duties. But as far as products that are already produced within existing fac-
tories are concerned, the tariffs have to be abolished only by a gradual
process. Every year, a tariff reduction of 10 percent has to take place. Thus
the enterprises will be in a position to adjust their operations to the new sys-
tem of free trade.

It would not be necessary to make special provisions to encourage the
establishment of new industries if Mexico had not acquired a sinister rep-
utation as an anticapitalist country. The mere fact that labor is cheap
would be incentive enough for the capitalists. Only the fact that the Mex-
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ican government is considered, not without some reason, as hostile to pri-
vate enterprise creates the requirement for some definite measures.

The government, the parliament, and all political parties have to
pledge themselves, in a solemn way, to an unconditional policy of do-
mestic free trade, private enterprise, and private property. They have to
promise:

1. They will never again expropriate [the property of] capitalists and
entrepreneurs, whether they be foreign or native.

2. They will not adopt methods of taxation designed to confiscate busi-
ness profits.

3. They will not take recourse to foreign exchange controls or foreign
exchange restrictions and will not hinder the transfer of funds to foreign
countries.

4. They will neither directly nor indirectly interfere with the manage-
ment of law-abiding private enterprise.

If these declarations are proclaimed in such a way that they inspire
confidence in the capitalists, the effects produced will be very satisfactory.

Of course, one cannot expect that large-scale investments will be made
immediately. In the beginning, only those industries will expand that re-
quire comparatively small investments. The garment industry and the pro-
ducers of leather fancy goods and various small articles will be the first to
profit from the new system. Spinning and weaving mills and furniture and
stationery shops will follow. Mexico’s industry will probably always con-
sist of relatively medium-sized factories. But European experience has
proved that medium-sized factories can very successfully compete on the
world market.

The ambition of Mexico has to be the export of manufactured goods,
not the prevention of the imports of such goods. This is not a utopian goal.
Mexico has plenty of the most important factor of industrial production:
Labor. What it lacked in the past was only a policy that makes it possible
for the enterprising businessmen to start and to develop promising projects.

Free trade means the absence of any import duties, with the exception
of those collected as a compensation for a domestic excise tax. They should
not be more burdensome than this domestic duty. All the qualms con-
cerning the feasibility and expediency of such a policy on the part of only
one country while the other countries cling to protection are unfounded
and have long since been irrefutably dispelled by economists. However,
one further exception to this general rule of free imports is indispensable.

If a protectionist country discriminates against imports from Mexico,
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20 [See Chapter IX, “An Eastern Democratic Union,” footnote 70.—Ed.]

or if a country that has nationalized its foreign trade, whether openly or by
foreign exchange control, purposely does not buy Mexican products or
does not allot to importers the amount of foreign exchange needed for the
imports of Mexican goods, the Mexican government must have the right
to retaliate. There need be no fear that such a provision will result in a
rise of domestic prices in Mexico, and, therefore, will be equivalent to a
disguised return to protectionism. Free importation of the merchandise
concerned from other countries will still be permitted. Moreover, the
countries applying such an unfriendly policy toward Mexico will probably
very soon abandon their discriminatory procedures in order not to lose
their own prospects on the Mexican market.

The law providing for such cases would have to run this way: The ad-
ministration is empowered to prohibit the importation either of all com-
modities or of some commodities or to penalize such imports by the
imposition of import duties, whenever the commodities concerned are
produced in a country that discriminates against the importation of com-
modities made in Mexico or sold by Mexican merchants or transported
on Mexican ships or planes in a more burdensome way than against those
made in or imported from other countries or imported on the ships or
planes of another nation. The administration is further empowered to con-
clude agreements with such countries in order to abolish such discrimi-
nation against Mexican trade, shipping, and aircraft, and to renounce in
such agreements the exercise of this power of retaliation with regard to the
contracting nation for the duration of the agreement.

The administration has the same right to prohibit or to penalize im-
ports with regard to countries that have, whether openly or by other means,
nationalized foreign trade or dealings in foreign exchange, if these coun-
tries pursue in these transactions a policy detrimental to Mexican eco-
nomic concerns. The administration is further empowered to conclude
with such countries bilateral exchange agreements that entitle the con-
tracting nation to import to Mexico, free from import duties, a quantity of
commodities corresponding to the value of Mexican goods exported to the
same country and to the services received from the Mexican mercantile
marine and mercantile aircraft.

In this way, Mexico will be in a position to secure for its trade the most
favored nation treatment and to fight successfully economic nationalism
on the part of nations that have nationalized foreign trade.20
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21 Cf. T. R. B., “Washington Notes: The Men Who Run America,” New Republic (April
26, 1943), p. 565.

E C The Political Consequences

of the Open Door Policy

An industry that is sheltered by import duties is extremely weak in its deal-
ings with public opinion, government agencies, and trade unions.

The public considers such an industry parasitic since it charges high
prices. If its business is profitable, people ask either for a price ceiling or
for the imposition of higher taxes. Trade unions ask for higher wage rates.
Government and parliament are prone to solve every budgetary embar-
rassment by putting additional burdens upon the entrepreneurs. They
argue this way: Business profits are the outcome of import duties imposed
on the part of the legislature. It is only fair to allot a part of the income de-
rived from this privilege to the treasury.

In a protectionist country, the entrepreneurs do not count at all on the
political scene. The President of the United States [Franklin D. Roosevelt]
has assembled two groups of main advisers for all nonmilitary duties of the
administration. These groups are his true cabinet, while the orthodox reg-
ular cabinet, formed by the heads of the ten big departments of the exec-
utive, has lost its former importance. (Incidentally, there is nothing in the
Constitution about this “regular” cabinet; it was built up by custom and
seems to have lost its status by custom again.) Now, these new presidential
advisory boards are a labor group, consisting only of trade union repre-
sentatives, and a farm group, consisting only of farmers’ representatives.
The banks and the bankers, and the merchants and the manufacturers are
not in a position to advise the president; they do not sit in his councils;
they have not only no opportunity to influence the nation’s policy, they
do not even have the opportunity to be heard regularly by the man who de-
termines the course of affairs. Such are conditions in the world’s para-
mount industrial nation.21

It is different with unprotected industries. With regard to them, every-
one is fully aware that increasing production costs means impairing their
ability to compete. It is obvious that with higher costs, sales both on the do-
mestic and on the foreign market must drop, that production must shrink,
and that workers will lose their jobs. Government will look twice before
risking such disastrous consequences. It will consider very carefully all the
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22 [With the general support of the Prussian government in the late nineteenth century,
the German coal industry was increasingly formed into a set of narrow cartels. During
World War I, the German coal industry came under greater direct government control in

problems involved and will try to avoid disturbing the smooth operation of
the factories as much as possible. It will be anxious to get advice from the
entrepreneurs.

III The Extractive Industries

A C Mining

The main assets of Mexico’s extractive industries are rich natural resources
and cheap labor. But exploitation is fettered by the shortage of capital and
by the special taxes imposed upon the entrepreneurs.

It is rather difficult to predict the postwar evolution of the country’s
mines and oil wells. Technological improvements may alter conditions
radically. Nobody can foretell how such changes will affect the profitabil-
ity of Mexican mines. At any rate, it is advisable for the enterprises to ac-
cumulate reserves out of the good wartime earnings in order to be in a
position to make investments, if need be. A company that can finance in-
vestments without appeal to the capital market is in a comparatively fa-
vorable position, especially under the conditions to be expected for the
first years following the peace.

Mining and oil drilling have always been very risky. There is but little
doubt that they will be exposed to chance in the future, too. It is a bad
mistake on the part of public opinion to assume that the operation of mines
and oil wells requires very little entrepreneurial skill, foresight, and prac-
tical ability. The outcome of this fallacy was the belief that no harm could
be done by nationalizing them or by singling them out for special taxation.

Government management of mines and oil wells has failed every-
where, not only in Mexico. If there ever was a nation that had succeeded
in training a staff of highly efficient civil servants, it was Prussia in the time
of the Hohenzollern. However, the operation of coal mines by the Prussian
government proved extremely unsatisfactory. The 1919 report of the Ger-
man Commission for Socialization, whose members were biased in favor
of nationalized business, provides a devastating description of the short-
comings of government mine management.22
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the name of the war effort, with pricing, production, and rationing regulations. Following
the abdication of Kaiser Wilhelm II in November of 1918, the new Social Democratic gov-
ernment in Berlin appointed a committee to consider the question of nationalizing the
coal industry. In March of 1919, the government also passed the Coal Industry Act, “so-
cializing” the industry and specifying the rules and regulations for government oversight
of coal mining activities. In early 1920, the special committee on the socialization of in-
dustry was instructed to prepare a report on the status and future of the German coal in-
dustry. The majority report read: “We cannot agree to the immediate divestment of private
capital. . . .The critical condition of the coal industry” requires that “the strongest and most
capable [private] managers remain in charge. The decisive, driving powers of capitalism
[private businessmen] were and are the essentials of success. They become active through
careful selection, through a high degree of independence, complete authority, social and
pecuniary standing, [and] open recognition.” See Archibald H. Stockder, German Trade As-
sociations: The Coal Cartels (New York: Henry Holt and Co., 1924).—Ed.]

23 [On the U. S. Treasury’s silver purchase policy, see Chapter VI, “A Noninflationary
Proposal for Postwar Monetary Reconstruction,” footnote 24.—Ed.]

If Mexico wants to derive from its natural resources all the advantages
it can possibly get, it will have to learn that only private enterprise is fit to
exploit them.

A special problem is set by the silver mines. The silver market is today
manipulated by the purchases on the part of the U. S. Treasury. It is diffi-
cult to imagine what the world market price of silver would be if the U. S.
abandons its policy of buying and hoarding large amounts.23

It is unlikely that the U. S. will continue its very costly silver purchases
for a long time; the denunciatory blasts directed against its pursuit become
more vehement daily. But on the other hand, it is probable that the U. S.
will not sell their enormous stocks of about 3,000 million ounces in a man-
ner adversely affecting market prices. The stopping of the purchases will
make many North American silver mines unprofitable and force them to
go out of business. But this does not necessarily mean that the Mexican
mines will be affected, too. We must disregard conditions of the present
moment. The purchase price for Mexican silver was only half of the price
paid by the U. S. Treasury for domestic silver. It may be that this lower
price will be maintained on the world market even after a withdrawal of
the U. S. government from the market. The prospects for an increased sil-
ver demand for various industrial purposes are not unfavorable. An im-
provement of general economic conditions in China and in the East Indies
will increase the demand for silver for the coinage of silver token money.
There is no reason to be alarmed about the future of the country’s silver
production.
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24 [The Mexican Constitution of 1917 gave the government title to all subsurface min-
erals, including oil. In 1938, the government issued a decree nationalizing all foreign-
owned oil properties. The Mexican government agreed to pay financial compensation for
the expropriation. The U. S. companies claimed two hundred million dollars in losses.
The negotiations were undertaken between the U. S. and Mexican governments; a settle-
ment was reached in 1942, resulting in a payment of twenty-four million dollars to U. S.
companies. In 1948, the British and Dutch oil companies received a combined payment
of $81.2 million.—Ed.]

B C Oil

It is not necessary to enter into a discussion of whether the unsatisfactory
conditions of Mexican oil production have to be charged exclusively to
the expropriation of the foreign companies and to the blunders committed
on the part of the government-controlled management of the oil wells. At
any rate, it is certain that the Mexican experience does not disprove the
thesis that public ownership and operation of oil wells is inappropriate and
results in mischief.

It is a sad fact that Mexico does not have enough domestic capital for
a successful exploitation of its natural resources. By violating foreign prop-
erty rights, the expropriation not only harmed the evolution of oil drilling,
it has also injured the whole nation by frightening foreign capitalists.

The conflict between the Mexican government and the expropriated
North American companies has been settled by the accommodating atti-
tude on the part of the U. S. government.24 But this does not solve the
Mexican oil problem; it does not provide the country with the capital
needed for a better utilization of its oil deposits. What is needed is a sys-
tem that makes it attractive for foreign capitalists to invest in Mexican oil
production. Nothing but scrupulous respect for the rights of investors,
whether foreign or domestic, can achieve this goal.

IV Small Business and Distribution

Some years ago, public opinion was unanimous in the belief that the death
knell had sounded for small business. People expected that large-scale en-
terprise would supplant the independent small shop in the field of distri-
bution in the same way in which it had displaced craftsmanship in the
field of production. Department stores, chain stores, and consumers’ co-
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25 [This French term refers to “another’s money.”—Ed.]

operatives would supersede the small shopkeeper and thus absorb the com-
mercial middle class.

A walk through the streets of any North American city clearly demon-
strates that this pessimistic outlook has not proved true. In the economi-
cally most advanced countries, the small retailers, repair shops, inns and
restaurants, and so on still flourish. They compete successfully with the
large enterprises.

The reason is obvious. The more the standard of living of the masses
improves, the more the demand increases for services that a small shop,
managed by the owner, can render in a more “personal” way than a big
corporation, whose conduct must necessarily be standardized. The emi-
nence of small business is its adaptability. It adapts itself better and more
quickly to local and personal conditions. And its overhead costs are
inconsiderable.

The most serious check on the development of small business is ob-
taining credit. The difficulties that businessmen encounter in this field
are due to the structure of present-day banking, namely to the disappear-
ance of the private banker and moneylender.

Whether the owner of a small shop is worthy of credit or not cannot
be decided according to the standards applied to medium-sized or large-
scale business. The main asset of any small business is the owner’s per-
sonality. The creditor has to know the man, not only his shop. A decent
thrifty man, who shuns drinking, gambling, and expensive hobbies, who
is assisted in his work by his wife and other family members, is a more re-
liable debtor than another whose private life is less irreproachable. The
creditor has to pass judgment with much more discretion than in the case
of larger-sized debtors. Imponderables must decide the matter, circum-
stances that the stereotypical rules of a bank’s auditing department cannot
take into consideration. Such a discretionary power cannot be given to the
manager of a bank’s branch office. He is an employee who does not risk his
own money, but l’argent des autres.25 Only a private banker, who has to
bear the loss, can embark upon such deals. He alone can acquire the per-
fect familiarity with all the local and individual conditions involved.

In Mexico, as in all other countries as well, the spirit of anticapitalism
has eliminated the sound and correct local banker. Public opinion dis-
paraged him as a parasitic exploiter profiting from his fellow citizens’ em-
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barrassment. Thus the decent money-lenders went out of business, and
reckless usurers had the field to themselves.

Branch banking, mutual loan societies, and government credit insti-
tutions are no substitute for the independent small banker. They cannot
free themselves from the formalistic viewpoint. They have to look at col-
lateral, guarantees, and pledges, not at the debtor’s personal character.

Of course, the rates of interest must be comparatively high in granting
credit to small business. But so are the risks, too. To get credit at a com-
paratively high rate is still better than not to get any credit at all.

Under present conditions, the only source of credit available to small
business is the credit granted by his purveyor. This makes him depend on
the wholesalers and limits his independence. He cannot freely change his
suppliers as he may want to do.

It is doubtful whether the business of small local banking can be re-
vived. Such a reform cannot be achieved by the intervention of the gov-
ernment or the banks. It could only be the outcome of a change in the
mentality of all groups concerned. There is little hope that such a change
could be achieved in a not-too-distant future.

V Tourism

The postwar prospects for Mexican tourism are excellent. Traveling abroad
is the most popular luxury of our age. The citizens of the U. S. are anxious
to visit foreign countries. It is obvious that the country that will attract them
most is Mexico.

The public investments needed for an expansion of tourism are com-
paratively low. The establishment of airfields and the construction of more
and better motor roads cannot be considered an investment for tourism
only. They are indispensable from any viewpoint. The main investment
that tourism requires is modern hotels.

The example of some European countries (Switzerland, France, Italy,
Austria) proves what an important role foreign tourists can play in eco-
nomic evolution. Backward districts were transformed in a few years into
the most flourishing areas.

It is a mistake to assume that only the hotel business profits from
tourism. In the districts concerned, all branches of craftsmanship, retail-
ing, and farming are also benefited.

No special government interference is needed for the encouragement
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of tourism. What the government has to provide in this field is simply the
elimination of frictions that may hurt the popularity of Mexican resorts
and places of interest. It is advisable to make a sufficient number of police
and customs officers familiar with the English language, as linguistic mis-
understandings are the main source of problems. The rest can be left to pri-
vate initiative.

VI Transportation

A C The National Railways

The poor state of the Mexican railways is one of the most serious handi-
caps to a satisfactory evolution of economic conditions. Putting the railroad
system into more perfect shape would necessitate the investment of a huge
amount of capital. As a consequence, the capital available for other ur-
gent employment would be perceptibly curtailed.

These financial considerations necessitate recourse to a step of very
decisive importance.

The evolution of motoring and of aviation has reduced the role played
by the railways in the field of passenger traffic. In a not-too-distant future,
the railways probably will be done for as passenger carriers and will, for the
most part, act only as freight carriers. Mexico should anticipate this evo-
lution and reorganize its railways accordingly.

But for the two main routes—Mexico City–Vera Cruz and Mexico
City–Nuevo Laredo—no money should be wasted for expensive invest-
ments designed to improve conditions solely for passenger traffic. All other
already existing lines and those to be built or rebuilt in the future should
be operated mainly as freight lines. They should not entirely neglect the
transportation of passengers, but they should avoid expensive outlays that
serve only the improvement of passenger transportation and that are not re-
quired from the point of view of the freight business.

The investments and the operating costs of a railway line destined
mainly for freight traffic are much lower than those of a line whose ambi-
tion is to compete successfully with planes and motorcars in passenger
transportation. These considerations have to guide all plans for a reform
of the Mexican railways. The money saved by this policy will be spent
much more advantageously in the construction of new roads and airfields.

A large and comparatively sparsely populated country like Mexico is
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especially qualified to anticipate such a transportation reform, which
sooner or later all other countries will adopt, too. No drawbacks are to be
feared. All those traveling for business or for pleasure prefer the motorcar,
the motorbus, or the plane.

Only technical experts can decide which railway lines should be op-
erated by electric power and which by steam power. On those lines, which
according to the previous suggestions should primarily be operated as
freight carriers, passenger traffic could be best served by rail motorcars (ei-
ther diesel fuel or gasoline).

There is unanimity with regard to the inexpediency of the present sys-
tem of the management of the National Railways. All the experiments tried
have failed lamentably.

The best solution of the problems involved would be for the sale of
the whole system to a corporation. This company would first have to come
to an arrangement with the National Railway’s creditors and bondholders,
which would have to go into effect on the day of the actual transfer of the
system on the part of the present management. The arguments once
brought forward in favor of railway nationalization have long since lost
their power. In this age of motoring and aviation, no transportation mo-
nopoly has to be feared. Experience has proved that the governments and
their agencies are completely unfit to cope with the tasks of railway
management.

However, a realistic appreciation of current prejudices must recognize
that public opinion is not ready to endorse such a plan. In view of this fact,
a less ambitious reform must be suggested.

The ownership of the National Railways remains with the nation; only
the management is handed over to a corporation. This corporation has no
obligation toward the creditors whose claims originated before it took over
the management. Its only task is to operate the property of the Corporación
pública descentralizada [“Decentralized Public Corporation”] for the ac-
count of this Corporación and the Mexican nation. In order to avoid con-
fusion, we may call this suggested corporation the “manager” and the
Corporación pública descentralizada the “system.”

The government and the manager fix by agreement the value of the
total system for the first day of the operation of the new scheme and the
methods of calculating depreciation to be applied to this asset and to all fu-
ture investments. All investments have to be paid for by the government,
but the manager has to provide the capital needed by lending the money
to the government at interest rates and yearly repayment installments fixed
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in advance. The manager has a free hand in the operation of the system;
he alone has to decide how much is to be invested; only the construction
of new lines requires the consent of the government. He is free to hire and
to dismiss the personnel. The salaries and the wage rates are to be fixed
with due regard to the salaries and wages paid for a similar type of work in
other branches of Mexican industries. The manager has the obligation to
insure all members of the staff against illness and accidents and for pensions
with a Mexican insurance institution to be nominated by the government.
The premiums have to be deducted from the individual employee’s salary
or wage.

The financial result of every year’s management has to be determined
according to a scheme elaborated in accordance with sound principles of
railway accountancy. The government and the manager have to agree
upon this scheme before beginning the operation. The interest on the cap-
ital provided by the manager for the current conduct of business, fixed in
advance by an agreement between the government and the manager, has
to be considered an operating cost; the same is true of the interest to be
paid by the government for the investment credits received from the
manager.

The corporation capital of the manager has to be equal to the
amount required for the current conduct of business in the first year
plus the amount required for the investment of the first two years; it
has to be fixed in advance by an agreement between the government
and the manager. A profit obtained by a year’s management has to be
distributed in this way: the first 3 percent to the manager; the next 3
percent in equal parts to the manager and to the employees as a bonus;
the surplus in equal parts to the manager, the employees, and the
government.

Moreover, for the first three years, the government has to guarantee to
the manager a profit of 3 percent of that part of his capital that is destined
for the conduct of the current business.

This is, of course, only a tentative scheme, in order to give a picture
of the financial construction. The concrete arrangements will depend on
capital market conditions at the time of the realization of the plan.

The manager has to be exempt from any taxation and from any re-
strictions regarding foreign exchange transactions. The equipment im-
ported from abroad is not liable to any import duty.

The government is free to rescind the contract with the manager on
three months’ notice; in that case, it has to pay back to the manager’s ac-
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count with a New York bank all its debts and the whole amount of capital
employed by the manager in the conduct of current business.

All disputes between the government and the manager have to be set-
tled by arbitration.

B C Roads

Under present conditions, the construction of modern motor roads is more
important than the improvement of the railways. Mexico’s achievements
in making mountain passes practicable are admirable, but there is still a
lot to be done.

Some European countries have had some success with highways,
whether built by the government or by private enterprise, for whose use
motorists (but not horse drivers or pedestrians) are charged a toll. The
method may prove expedient in Mexico, too.

C C Aviation and Shipping

The progress of aviation will revolutionize the country’s economic, social,
and political conditions. It will not only promote business, it will, moreover,
facilitate the operation of the government’s apparatus and further the spread
of education and enlightenment. One can hardly overrate the moral, intel-
lectual, and political importance of a change that will make it possible for
the citizens to reach the remotest parts of their country within a few hours.

It is also highly probable that maritime freight rates will be low in the
postwar years. This will encourage foreign trade.

And as modern methods of germ fighting remove the plight of tropi-
cal diseases, the country’s coastal regions will offer more favorable oppor-
tunities for the location of processing industries. It is not unlikely that Vera
Cruz may become an important industrial center.

VII Public Utilities

One of the major problems of Mexico is the need for better utilization of
its water supply, both for the irrigation of arid soil and for the generation
of electric power. The problem is not so much technical, as modern en-
gineering has developed methods of dealing with the task in a perfect way;
it is, instead, financial, as available capital is scarce.
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In view of the fact that the agricultural population is very poor, the
main burden of irrigation rests on public funds. But it is different with the
construction of power works. The consumers are in a position to pay for the
electric current. There is no reason to subsidize them by selling the cur-
rent at prices that do not cover the total costs of production.

Whether the power plants are operated by the government or by gov-
ernment subsidiaries or by enterprises in which the government holds a
large portion of the capital and shares the management with the stock-
holders or by private enterprise, prices should not be fixed at a level that
makes the operation unprofitable. Mexico cannot do without the aid of
private capital in the development of its hydraulic power. If the progress
of electrification requires sacrifices on the part of the Treasury and is not
profitable for private capital because of prices set by the government, it
will be delayed and the country will be harmed.

As soon as the war is over, U. S. electric plants will be anxious to re-
sume their regular production and to find new customers. They will pro-
vide the capital needed for the construction of new power plants, regardless
of whether such plants are built by the government or by free enterprise.
It would be a mistake to lose this opportunity by fixing the prices at too
low a level.

VIII Labor Problems

A C Trade Unions and Wage Rates

The basic idea of trade unionism is the belief that it is possible to raise the
income of all wage earners permanently by forcing the employers under
duress to pay higher wages and to spend more money for the benefit of
the workers (for instance, for housing). Trade unionists consider entre-
preneurs and capitalists as parasitic drones whose income—profits and in-
terest—is derived from the exploitation of the wage earners. They aim at
a reduction or total annihilation of the unearned revenue.

It is a mistake to confuse trade union doctrine and practice with Marx-
ism. Karl Marx did not believe that trade unions could improve the situa-
tion of wage earners within the framework of a capitalist society. He was
convinced that the inherent tendency of capitalist evolution is to lower
more and more the workers’ standard of living and that trade unions are
not able to counteract this tendency. Therefore, he recommended to the
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26 [Karl Marx, “Preface to A Contribution to the Critique of Political Economy,” [1859]
reprinted in Robert Tucker, ed., The Marx-Engels Reader (New York: W. W. Norton and
Co., 1972), p. 5; or in Karl Marx and Frederick Engels: Selected Works in One Volume (New
York: International Publishers, 1968), p. 183.—Ed.]

unions that they change their policies; they should not embark upon futile
endeavors to raise wage rates, but should fight for the abolition of private
enterprise and the wage system as such.

From the viewpoint of economic doctrines, Marx was consistent in as-
serting that trade unions cannot raise the standard of living of the wage
earners. But he was not consistent in asking the trade unions to fight for so-
cialism. For, according to the Marxian doctrine, there is but one way to
bring about the substitution of socialism and communism for capitalism:
The evolution of capitalism itself. “Capitalist production begets, with the
[inexorable] law of nature, its own negation.” It is of no use to speed up this
process by political action. For “no social formation ever disappears before
all the productive forces are developed for which it has room, and new
higher relations of production never appear before the material conditions
of their existence are matured in the womb of the old society.”26 It is con-
trary to purpose to check the evolution of capitalism by government or
trade union interference. Such “nonsense” is the characteristic feature of
“petty bourgeois” policies. The proletarians, enlightened through their
class consciousness, will never embark upon such policies.

Like all other forecasts of Marx, this, too, proved to be erroneous. The
workers espoused trade unionism, and their Marxian leaders, unaware of
the incompatibility of Marxism and trade unionism, supported this policy.

Wage rates, the price paid for labor, are a market phenomenon. On the
unhampered market, prices are set at the point at which the amount of
the commodity that the buyer will take is equal to the amount that the
sellers will sell. Everyone who is prepared to pay the market price can buy
as much as he wants, and everyone who is prepared to take the market
price can sell as much as he wants.

The same is true for the market price of labor, [that is,] for wage rates.
There is always some amount of voluntary unemployment because there
are workers who do not want the jobs that are offered to them and are wait-
ing for better opportunities. But, on the unhampered market, unemploy-
ment is more or less a transitory phenomenon. There is no serious problem
of unemployment; there is no mass unemployment prolonged year after
year.
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It is different if—either by government decree or by trade union pres-
sure and compulsion—wages are fixed at a higher rate than that which
the unhampered market would have fixed. Then the demand for labor
shrinks and permanent unemployment of a part of the potential labor force
results.

The concept of “full employment” is a demagogic slogan if it does not
refer to a definite wage rate. There is but one means to obtain full em-
ployment: To abstain from the enforcement of minimum wage rates higher
than the potential market rates. Mass unemployment is not, as the social-
ists would have us believe, a phenomenon inherent in capitalism. It is, on
the contrary, the result of the endeavors to sabotage capitalism by govern-
ment or trade union coercion.

In a country that, like Mexico, is at an early stage of its industrializa-
tion, the inextricable outcome of trade unionism is disguised. Mexico’s
unemployed are that rural excess population that could find jobs in in-
dustrial factories if trade union action did not put a check on the further
progress of industrialization.

It is, of course, a sad fact that market wage rates in Mexico are much
lower than in the United States and in Canada. But neither trade unions
nor government interference can brush away the conditions that keep wage
rates low. There is but one means to raise Mexican wage rates: industrial
expansion. Every new factory improves the standard of living of the Mex-
ican masses by creating an additional demand for labor, but industry can-
not allow higher wages than such as safeguard the conduct of business. If
trade unions are anxious to enforce higher wages, they prevent the estab-
lishment of new factories and the expansion of existing factories. They suc-
ceed, it is true, in raising wage rates for a comparatively small group of
workers, but they force hundreds of thousands to remain in agricultural oc-
cupations, in which their income is extremely low, that is, much lower
than it would be if they could find industrial jobs.

Mexican trade unionism is led by men familiar with labor conditions
in the United States. They cast longing glances at North American wage
rates and are convinced that the comparative exiguity, that is, meagerness,
of Mexican wage rates is a proof of the soundness of their endeavors to
force upon the employers higher wage rates. They do not realize that the
only result of their activities is to delay or to hinder the country’s industrial
progress and, thereby, deprive the greater part of their fellow citizens of
the only means available for their material improvement.

It is paradoxical that North American labor leaders lament the low-
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ness of Mexican wage rates and encourage Mexican trade unionism. If the
North American trade unions were really sincere in their sympathies with
their Mexican “class comrades,” they could very efficiently contribute to
their well-being. If they were prepared to abolish the immigration barriers
and to permit Mexicans to compete freely on the labor market of their own
countries, they would create a tendency toward an equalization of wage
rates between their own countries and Mexico. Low wage rates in Mexico
are a corollary to the raising of wage rates in the United States and in
Canada through immigration barriers.

It is impossible to industrialize a country in which trade unions have
the power to dictate to the employers the amount of wages to be paid. A busi-
nessman planning either a new factory or the expansion of an existing fac-
tory will desist from investing if he has to expect troubles with trade unions.

Cheap labor is the only factor that can render Mexican industries prof-
itable. Cheap labor has to compensate for the country’s natural disadvan-
tages and the scarcity of domestic capital. But Mexican wage rates, which
are considered to be very low when compared with North American con-
ditions, are high when compared with the present income of the bulk of
the country’s agricultural population. This is what the supporters of Mex-
ican trade unionism do not realize. A true friend of the Mexican poor
should oppose every attempt to impose burdens upon an industry that is
still in its infancy and that will never develop if menaced by the dictation
of demagogic trade union leaders.

The same is true for the efforts of the Mexican government to burden
the employers by forcing them to provide housing facilities and so on for
the employees. Such measures can benefit those already employed in the
existing factory. But they hinder both the expansion of the already existing
factories and the establishment of new ones. The capital available for in-
vestment is scarce. If a part of it has to be used for the construction of work-
ers’ homes, it is lacking for other purposes.

From the viewpoint of the interests of the Mexican masses, both the
government’s labor policy and the methods of the trade unions must be
qualified as detrimental. They constitute the most serious check on the
expansion of domestic production. He who pities the unsatisfactory eco-
nomic conditions of a good deal of the nation has to endorse a quite dif-
ferent system. Only if the government and the workers themselves realize
that the best way to improve the worker’s lot is not to interfere, by decree
or by violent pressure, with industrial relations, can a change toward bet-
ter conditions be expected.
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Low wages, poor housing, long hours of work, and so on are gloomy
things. Every Mexican patriot and every foreign friend of Mexico must de-
plore this state of affairs. However, there is but one means to obtain an im-
provement: the progress of industrialization. Only profitable business can
pave the way for a more satisfactory future. What Mexico needs most is
the accumulation of domestic capital and the import of foreign capital.
The present policies hinder both.

This is not at all a plea for the abolition of unions or the curtailment
of the right of workers to organize labor associations. What is required is
the abandonment of violence, coercion, and its threat on the part of labor
leaders. No one who is willing to work should be prevented from doing so.
He who wants to go on strike may go, but he who wants to work should not
be hindered from doing so either.

It is the first duty of government to protect the life, health, and prop-
erty of everyone against infringement or attack. If the government neglects
this obligation, anarchic disorder arises. It was the most serious failure of
almost all governments that they denied protection to the entrepreneurs,
the executives, and those workers eager to continue their work whenever
a union decided to go on strike. This weakness on the part of the police
power was the main cause for the deplorable decay of civil liberties and de-
mocratic institutions.

Neither should governments resort to arbitration of labor disputes. Re-
course to arbitration is all right in cases in which a settlement is required ac-
cording to the provisions of a law or of a customary law. Then the court has
to decide in accordance with a general rule; it has to apply this general rule
to the merits of the case in question. But if the workers ask for higher wages
than those that the employers are ready to pay, there is no such general rule
available. The decision has to be made according to arbitrary standards.

In a labor dispute, there are only two parties represented: the employ-
ers and the employees. But in Mexico there is still a third party that, al-
though essentially interested in the outcome, is not heard at all. This is
those Mexicans who could find jobs in expanding industries and cannot
find such jobs if the progress of industrialization is jeopardized by a rise in
wage rates above the level that they would reach in an unhampered labor
market. They are the forgotten people.

As a rule, the members of the arbitration court nominated by the em-
ployers and those nominated by the unions disagree with regard to the
case, and the final decision is made by the chairman appointed by the gov-
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27 [On trade unions and the market economy, see Mises, Socialism (Indianapolis: Lib-
erty Fund, [1951] 1981), pp. 432–38; Human Action: A Treatise on Economics (Irvington-
on-Hudson, N.Y.: Foundation for Economic Education, 4th rev. ed., 1996), pp. 376–77 and
777–79; “Wages, Unemployment, and Inflation,” [1958] in Planning for Freedom (South
Holland, Ill.: Libertarian Press, 4th ed., 1980), pp. 150–61; also Eugen von Böhm-Bawerk,
“Control or Economic Law,” [1914] in Shorter Classics of Böhm-Bawerk (South Holland,
Ill.: Libertarian Press, 1962), pp. 139–99; Murray N. Rothbard, Man, Economy, and State:
A Treatise on Economic Principles (Los Angeles, Calif.: Nash Publishing Co., 1970), pp.
620–32; W. H. Hutt, The Strike-Threat System: The Economic Consequences of Collective
Bargaining (New Rochelle, N.Y.: Arlington House, 1973).—Ed.]

ernment. Arbitration thus amounts to fixing wage rates by the government.
In its further evolution, it results in complete government control of in-
dustrial relations, in freezing employment, and in limiting the mobility of
labor. The example of the United States and, still more, of Germany,
should be a warning to labor.27

B C Social Security and Kindred Measures

The public discussion concerning social security, housing provisions, and
similar subjects is misled by erroneous assumptions. People believe that a
law forcing upon the employer additional expenditure for the benefit of
the employees adds something to the real income of the beneficiaries with-
out any disadvantage to them. This is, however, a bad mistake.

What counts for the employer is not only money in wages paid out to
the employee, but also the whole cost of employing a man. In calculating
and accounting, he must consider all the outlays incurred by hiring labor,
that is, not only wage rates, but all other payments required. The contri-
butions for social security, the cost of housing, medical treatment, and so
on are, for the employer, parts of the price to be paid for labor. If he can-
not reimburse himself for these outlays in selling the products, business be-
comes unprofitable and has to be restricted or discontinued altogether.
Workers are discharged; unemployment results.

If the law forces the employer to make such outlays, the outcome does
not differ from that of a decree forcibly raising wage rates. It comes to a vir-
tual rise in real wage rates. If this raise goes beyond the level that the un-
hampered market would have fixed, unemployment results, industrial
expansion is restricted, and people who could find jobs in industry must
remain poor peons.

Spread depth shorter than optimum

10/Mexico’s Economic.p  1/14/00 1:54 PM  Page 239



240 C Selected Writings of Ludwig von Mises

28 [See Mises, “Economic Aspects of the Pension Problem,” (1950) in Planning for Free-
dom, pp. 83–93.—Ed.]

29 [“The Beveridge Plan” was the brainchild of Sir William Beveridge (1879–1963), di-
rector of the London School of Economics from 1919 to 1937. During the Second World
War, at the request of the British government, Sir William prepared a plan for a postwar
system of comprehensive government social insurance programs for Great Britain, pub-
lished as Social Insurance and Allied Services (New York: Macmillan Co., 1942). It was
widely known, however, as the Beveridge Report.—Ed.]

It is, therefore, not very important whether the employer is entitled to
deduct his contributions from the amount to be paid out in cash to the
employee or not. The real burden reverts at any rate to the employees.
The advantage of the first method lies entirely in the fact that it makes it
easier for the employees to grasp the pith of the matter.

Social Security does not increase the total amount of wealth available
for consumption. It does not add anything to the employee’s real income.
It only restricts his freedom to spend his earnings ad libitum. It forces him
to provide for illness, disability, and old age, to spend a minimum for hous-
ing and so on.28

The Beveridge Plan is no remedy against the lowering of the British
worker’s standard of living that will result from this expensive war. It only
decrees how the wage earner should spend his reduced income.29

What is needed is to make the public understand these facts. It can be
left to the decision of the wage earners themselves whether they wish to be
forced by law to spend a part of their income for social security.

But the legislators have to realize that to force additional expenditures
upon the employer, without giving him the power to reduce correspond-
ingly the amount of wage rates paid out in cash to the worker, only bene-
fits a part of labor. Those discharged on account of the resulting fall in
profitability are injured; so are those who cannot find jobs if industrial ex-
pansion is prevented.

C C Cooperative Societies

There was a time when reformers considered cooperative societies as the
most appropriate means to supplant capitalism and to eliminate the profit
motive. The most radical advocate of cooperative combination was Ferdi-
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30 [Ferdinand Lassalle (1825–64) was a leading German socialist who advocated univer-
sal suffrage and workers’ cooperatives over industry as a transition to a full nationalization
of economic activity. In the 1860s, he advised Bismarck on social reform in imperial Ger-
many. He was killed in a duel over the affections of a woman.—Ed.]

31 [On the theory and practice of cooperatives and the role of government, see Mises,
“Observations on the Cooperative Movement,” (1947) in Richard M. Ebeling, ed., Money,
Method, and the Market Process, pp. 238–79.—Ed.]

nand Lassalle.30 He suggested industrial production by cooperative soci-
eties aided by government credits. Other reformers were more cautious.
They recommended cooperative stores and farmers’ cooperatives, but not
workmen’s cooperation in industrial production.

Experience with cooperatives in the field of production has proved ut-
terly unsatisfactory. No serious economist believes that a cooperative soci-
ety could successfully compete with private enterprise. Experiments have
resulted in complete failure.

In some European countries, consumers’ cooperatives have succeeded
fairly well. But this success was frequently due to open or disguised assis-
tance granted to them on the part of the treasury to the disadvantage of
the tax-paying public. While the competing private firms—chain stores,
department stores, and so on—were heavily taxed or even singled out for
discriminatory taxation, the cooperatives enjoyed tax privileges. In many
cases, the cooperatives could do business only because the trade unions
employed pressure, forcing their members to purchase in these stores.

Conditions are quite different in agriculture. Farmers’ cooperatives are
not institutions designed to eliminate private ownership and enterprise.
They are, on the contrary, auxiliaries of independent farmers who manage
their own or rented soil. They are an expedient device for the promotion
of the system of private initiative.

A liberal government has to maintain strict neutrality with regard to co-
operatives. It must give the cooperatives a fair chance. It must neither hin-
der their operation by discriminatory measures nor grant them any
privileges. Let them compete freely. The consumers, the public, the nation
may decide. He who thinks that it is more advantageous to buy in a coop-
erative store may do so. But the government should neither further these
stores by subsidies or tax privileges, nor tolerate pressure against those who
shun the cooperative store.31

The economic backwardness of a part of Mexico’s agricultural popu-
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32 [For a brief account of Mexico’s monetary history in the nineteenth and early twenti-
eth centuries, see J. Laurence Laughlin, A New Exposition of Money, Credit, and Prices,
Vol. I: The Evolution of the Standard (Chicago: University of Chicago Press, 1931), pp.
429–40.—Ed.]

lation justifies intervention on the part of the government. It is all right for
the government to advise peons on how to establish and run cooperatives.
Even small subsidies for newly formed cooperatives may be advocated. But
it would be a mistake to subsidize them permanently or to grant them tax
privileges. It does no good to mask the failure of any institution by such
measures. Mexico is not rich enough to indulge in the luxury of waste.

IX Currency and Banking

A C Currency

Mexico’s monetary history is, like that of all other nations, a record of fail-
ures and disasters.32 But these events of the past do not in any way restrict
the country’s freedom to adopt in the future that policy that best serves its
interests.

Monetary troubles are never the inextricable outcome of conditions
beyond the control of a country’s government. They are always the result
of a deliberate policy. This policy is sometimes the result of erroneous
monetary doctrines. But sometimes even a government that is imbued
with perfectly sound ideas may prefer monetary troubles as the lesser evil.

Let us recapitulate some fundamental facts concerning currency and
credit.

1. Every country, whether rich or poor, can enjoy the advantages of a
stable currency and of stable foreign-exchange rates. Every country is free
to stabilize its own currency system with respect to gold and to maintain
permanently the gold parity of its monetary unit, provided that it abstains
from domestic credit expansion and inflation. Those backward countries
that never succeeded in launching a circulation of paper money and of
bank notes and never tried coinage debasement never experienced any
monetary worries. Monetary troubles are a disease affecting only nations
enjoying some bank credit.

2. An unfavorable balance of trade or of payments never brings about
a monetary impasse. The outflow of money that they effect is self-
liquidating. A domestic shortage of money tends to lower domestic prices
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33 [On Gresham’s Law, see Chapter VI, “A Noninflationary Proposal for Postwar Mone-
tary Reconstruction,” footnote 26.—Ed.]

34 [On Keynes’s International Clearing Union proposal, see Chapter VI, footnote 18.
—Ed.]
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(New Brunswick, N.J.: Transaction Publishers, 1998), pp. 105–65.—Ed.]

and to raise domestic interest rates. The former increases exports and re-
stricts imports; the latter attracts short-term funds from abroad and stops the
withdrawal of funds from the country.

3. A permanent, not self-liquidating, outflow of money is always the re-
sult of the working of the forces that Gresham’s Law describes. If a gov-
ernment endows money of different value with the same legal tender, the
overvalued money drives the undervalued out of circulation.33

All means for hindering a rise of domestic prices and foreign-exchange
rates are useless. If there is no inflation and credit expansion, they are su-
perfluous; if there is such a policy, they remain ineffective.

4. In the years between the two world wars, inflation and credit ex-
pansion became very popular. (This popularity was mostly due to the fal-
lacious doctrines of Lord Keynes. But Keynes has changed his mind; he
nowadays no longer considers stability of foreign-exchange rates an evil
but a blessing; the proof is in his proposals for an International Clearing
Union.)34 Age-old errors, long since unmasked as such in an irrefutable
way by economic science, were revived and publicized as a “modern ap-
proach.” The advocates of inflation, credit expansion, currency devalua-
tion, and foreign-exchange control arrogantly ridiculed the supporters of
monetary stability by calling them “orthodox” and “economic royalists.”35

But they never made any serious attempt to refute the theories that they
disparaged.

The simple truth was that these allegedly new doctrines were but a ra-
tionalization of policies to which governments were forced to take recourse
on account of their political weakness. Powerful pressure groups had suc-
ceeded in making prices of many items rigid. This rigidity paralyzed the
working of the market mechanism and thereby brought chaos into the eco-
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36 On the problem of money-wage rigidity and government policies that prolonged the
Great Depression, see Chapter V, “Aspects of American Trade Policy,” footnote 6.—Ed.]

nomic system. The outstanding case was that of wage rates rigidity. Trade
unions frustrated all attempts to adjust wage rates to the amount that would
make it possible to employ all those anxious to find jobs; their intransigent
attitude resulted in mass unemployment prolonged year after year. The
governments lacked both the courage and the might to attack trade union
policies. They preferred to employ cunning. They expected that currency
devaluation would result in raising prices of consumer goods without rais-
ing nominal wage rates, that is, in reducing real wage rates. Devaluation
was considered as a means to do away with mass unemployment in spite
of the resistance of unionized labor.36

A government, weighing in its mind these five fundamental princi-
ples, would never have any doubts concerning its monetary and credit pol-
icy. It would resist all temptations to evade monetary embarrassments by
inflationary measures. It would unswervingly cling to the gold standard
and would not venture to strive after illusory advantages by reducing the
gold content and the purchasing power of its currency unit.

However, the course of world events has brought about peculiar con-
ditions that require a special policy and raise the question whether it is not
expedient to take recourse to measures that would have to be qualified as
detrimental under other circumstances.

The world’s paramount nations—the United States and Britain—have
sold themselves to an inflationary policy. In dealing with Mexican prob-
lems, we do not have to question the expediency of their procedure; we
have simply to acknowledge the fact and to ask what are its consequences
for Mexico.

On account of the strategic situation, the United States is at the mo-
ment the only big and rich country with which Mexico can do business.
Mexico’s foreign trade is today mostly with the United States. This situa-
tion changes the aspect of the monetary problems.

If Mexico keeps to a policy of monetary stability, the exchange ratio
between the two currency systems will result in a continuous apprecia-
tion of the Mexican peso and in a corresponding fall of the price to be
paid in pesos for one dollar. The Mexican exporter will obtain a smaller
number of pesos for the dollar than previously. It is true that he will
profit from the rise in North American prices and earn more dollars than
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before. But the time lag between the rise of domestic prices (in the
U. S.) and the fall of the dollar price (in terms of pesos) may result in a
reduction of the amount of pesos obtained for the unit sold and ex-
ported. This would bring hardship to an important part of Mexican
production.

Faced with this problem, the Banco de Mexico has decided to main-
tain the exchange rate of the dollar. (The slight fall from 4.859 pesos in De-
cember of 1941 to 4.851 pesos in December of 1942 is of no consequence.)
This means that Mexico joins in North American inflation. Conditions
being as they are, it would be preposterous to adopt another policy. But it
is obvious that this procedure can only be continued if the United States
succeeds in checking its inflation soon. It would be absurd to expose Mex-
ico to the pernicious consequences of a catastrophic inflation. But fortu-
nately there is no danger of such an inflation in the United States.

The announcement that the Banco de Mexico will soon allow the free
purchase of gold is proof that responsible men are fully aware of the ad-
vantages of monetary stability. If Mexico reestablishes domestic gold cir-
culation, it will not only effectively further the evolution of its national
economy; it will, at the same time, set a good example for the rest of the
world.

B C Commercial Banking

The main task of commercial banking is to stimulate savings and the ac-
cumulation of capital and thus to provide the funds for an expansion of
business. This process is in progress in Mexico. Nothing but an inflation
could wreck it.

Monetary stability is, of course, an indispensable requirement for the
formation of capital. Saving is discouraged if the thrifty man realizes that
the purchasing power of his savings is shrinking and if the spendthrifts con-
tracting debts are constantly favored by the alleviation of their burden.

A lot of nonsense has been written about an alleged propensity of some
nations for prodigality. The truth is that the immense majority of all peo-
ples are ready to turn toward parsimony if conditions are such that they
can expect to enjoy the fruits of their saving. The Swiss, the Germans, the
English, the French, and other Europeans became thrifty because their
countries did not experience inflation in the course of the nineteenth cen-
tury or, if there was temporary inflation (as in Great Britain during the
Napoleonic wars or in France in 1871), the country very soon went back
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37 [Because of the heavy costs of financing its war with France, the British government en-
tered into a special relationship with the Bank of England to obtain loans at below-market
rates of interest in 1793. By 1795, heavy demands were being made on the Bank for specie
redemption of outstanding notes issued in great excess of available gold reserves. In May
of 1797, Parliament passed the Bank Restriction Act, freeing the Bank of England from
payments in gold for its notes. Bank of England notes in circulation increased from 9.7
million in 1797 to 28.4 million in 1814. And bank deposits increased from 4.9 million in
1797 to 14.8 million in 1814. In terms of Bank of England pound notes, prices increased
by 36.4 percent between 1797 and 1813. In 1819, Parliament passed the Resumption Act,
and in May of 1821, redemption of Bank of England notes on demand in gold was fully
restored. See Edwin W. Kemmerer, Money: The Principles of Money and Their Exemplifi-
cations in Outstanding Chapters of Monetary History (New York: Macmillan Co., 1935),
pp. 198–229.—Ed.]

38 [“Capital flight” refers to the attempt to withdraw financial resources invested in one
country and shift them to another country and currency expected to be more secure and
stable; see Fritz Machlup, “The Theory of Capital Flight,” Weltwirtschaftliches Archiv, Vol.
XIV (1932), pp. 512–29.—Ed.]

to the gold parity of the preinflation period.37 The Austrians, the Russians,
and the Balkanese were less thrifty because they had to go through infla-
tionary experiences. If Mexico clings in the future to the sound monetary
policy it has inaugurated, it will promote domestic saving and will not be
harassed by “capital flight.”38

Commercial banking in Mexico is rather sound. It will expand in a
very propitious way and play a very important role in the building up of a
prosperous industry.

Under present conditions, the Mexican exporter earns North Ameri-
can dollars that exceed the amount of Mexican purchases in the U. S. It
is difficult to import from producers U. S. goods. The replacement of worn-
out industrial equipment and new investments often have to be postponed.
This involves considerable risk, as the future evolution of the dollar’s pur-
chasing power is uncertain.

The obvious solution to this problem is provided by announced
changes in the country’s gold policy. If the Mexican businessman is in a
position to keep his funds in gold coins or in bullion or in gold balances
with Mexican banks, he is safe against a further fall in the dollar’s pur-
chasing power. Of course, funds of this type do not bear interest. But this
does not count very much under present money market conditions.

It will be very advantageous for Mexico to own large gold reserves at
the time of the return to peace.

It would be advisable to make this mode of saving accessible to the
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39 [For a recent account of Spanish mercantilist policies in colonial Central and South
America and their lingering influence on Latin American culture and politics, see Paul
Craig Roberts and Karen Lafollette Araujo, The Capitalist Revolution in Latin America
(New York: Oxford University Press, 1997).—Ed.]

Mexican workers, both to those at home and to those working in the U. S.
In their activities on North American farms, the Mexican agricultural
workers become familiar with more advanced methods of management
than those they knew. They will be anxious to apply similar procedures in
their own country, to buy modern tools, to utilize fertilizers, and so on.
Their savings will facilitate such plans.

C C Foreign Capital

Like all other nations, Mexico, too, embarked in the last decades upon a
policy of fanatical anticapitalism. Like all other debtor nations, in Mexico,
this hostility was directed principally against foreign capital.

It is usual in Latin America to brand foreign capital as a variety of
“colonialism” and to view its expropriation as a continuation of the glori-
ous fight for national liberation and independence. However, this view-
point is quite unsatisfactory. It has done a lot of harm in Central and South
America.

The colonial system of mercantilism, as applied by the European pow-
ers to their American possessions in the first three centuries after the dis-
covery of the New World, was a political scheme of monopolistic
exploitation. The mother country enjoyed monopolistic privileges in trade
and shipping. The colonists were second-class citizens. The government
did not care for their well-being but for the maintenance of their subjuga-
tion. The colonies were considered a source of revenue for the mother-
land and its citizens. The merchants of the motherland derived profits
from the sale of colonial products that the colonists were forbidden to sell
directly to European consumers.39

None of these features is present in foreign investments and foreign
loans. International capital transactions are regular business; they benefit
both parties equally.

The development of the international capital market was one of the
most admirable achievements. Thanks to this enormous capital transfer,
the nations that had been slow in accumulating domestic capital were pro-
vided the means necessary for the exploitation of their natural resources
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40 [Finding itself with an empty treasury in 1861, the Mexican government suspended
payments on all foreign debts to France, Spain, and Britain. The three nations sent troops
to the port of Veracruz to occupy the customs house, but soon had a falling out because of
France’s financial claims. Emperor Napoleon III used this as an excuse to try to establish
an empire in Central America; he sent a large contingent of French forces to occupy the
country in 1862, and Mexico City was conquered in 1863. He appointed Archduke Max-
imilian of the Austrian House of Hapsburg as emperor of Mexico. However, continuing re-
sistance by Mexican forces placed a heavy drain on France, both in terms of men and
money. Finally, under domestic and foreign pressure (including from the United States),
Emperor Napoleon III agreed to withdraw his forces by November of 1867. As the French
withdrew, Mexican resistance increased; the Mexicans laid siege to the city of Queretaro,
where Emperor Maximilian had chosen to make a stand. In May the city surrendered, and
Maximilian was captured. In June he was put on trial, found guilty of treason, and exe-
cuted by firing squad. Thus the Mexican republic was reestablished.—Ed.]

and their industries. But for foreign capital, neither Germany nor the
United States would have succeeded in developing, in only a few decades,
their marvelous industrial systems. The capitalists of Western Europe—
and later those of the United States, too—supplied all other nations with
the means needed for the adjustment of their apparatus of production and
transportation to modern standards.

The repudiation of foreign debts and the expropriation of foreign in-
vestors on the part of the debtor nations was a serious blunder. Its sinister
consequences are today, and for many years to come, a check on the de-
velopment of these countries’ material well-being.

The pace of Mexico’s economic progress would be slowed down sig-
nificantly if the country would not be in a position to obtain foreign capi-
tal. The most advantageous way to import capital was the system of bonds
and of investments on the part of foreign capitalists. It did not interfere
with the nation’s sovereignty and did not bring the country into depen-
dence on foreign governments.

In the 1860s, Mexico had a very unfortunate experience, but that in-
vasion was not truly motivated by the interests of foreign capital. The ad-
venturous emperor of France could not keep the peace; he was anxious to
attack every country that seemed to offer the opportunity for the acquisi-
tion of military glory. He chose Mexico because he expected—erro-
neously, of course—that it would be easy to conquer it.40

All the arguments brought forward for the justification of the repudi-
ation of foreign debts and for the expropriation of foreign investments
would justify confiscation of domestic capital, too.
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Mexico badly needs capital for its industrialization and for a more in-
tensive exploitation of its domestic resources. It has, therefore, to abstain
from measures that could deter the foreign capitalist and hinder the ac-
cumulation of capital by its own citizens.

X Fiscal Problems

A C Government Spending

The fallacious doctrine maintaining that heedless government spending is
a blessing can easily be disposed of. With a balanced budget, the govern-
ment can only spend what it has collected by way of taxation. Government
expenditure does not add anything to the means available. When the gov-
ernment spends more, the individual citizens spend less. The poor have to
restrict their consumption; saving and capital accumulation on the part of
the well-to-do is curtailed.

With an unbalanced budget, additional government spending means
either inflation or borrowing from the capital accumulated by the citizens.
We can abstract from the first eventuality. The second curtails the citizens’
capacity to invest by the same amount that it increases the government’s
capacity to spend.

If some Mexican capitalists prefer to invest a part of their funds abroad
or to deposit them with foreign banks, the nation’s interests do not suffer
harm. The income derived from these funds increases Mexico’s capacity
to pay for imported merchandise.

The government does not have the power to repatriate these funds
forcibly. The capitalists concerned avoid an expansion of their domestic in-
vestments because they are frightened, whether rightly or wrongly, by the
government’s anticapitalist measures. If they are prevented from investing
abroad, they will increase their consumption. A man believing that he will
not be free to reap the fruits of his fortune sees no fault in consuming the
principal of his capital.

If the government is anxious to induce its citizens to invest their means
at home, it must inspire confidence. It must avoid open expropriation and
confiscatory taxation.

If the government has a good reputation, it can borrow money abroad.
A foreign loan temporarily increases its spending capacity. But borrowing
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abroad is a sound policy only insofar as the government uses the proceeds
in a way that increases, for the future, citizens’ earning capacity and,
thereby, their ability to pay taxes.

B C Taxation

The rich nations, foremost among them Great Britain and the United
States, have espoused the principle of confiscatory taxation. Income taxes
absorb in some countries 80 percent, 90 percent, and more of high in-
comes; inheritance taxes, in the higher brackets, absorb the greater part of
an estate.

Such a policy cannot last. It must be abandoned altogether either by
a return to reasonable rates or by a wholesale nationalization of private
property. It works for the moment because the entrepreneurs and capital-
ists believe that it is only makeshift and that a radical change will occur as
soon as the war is over.

These taxes paralyze the spirit of entrepreneurship. No capitalist em-
barks upon a risky undertaking if he cannot expect sufficient compensation
for the risk of losing. The system of private enterprise cannot work if there
is no reward for success, only a penalty for malinvestment. It would have
been impossible for Mr. Ford to expand his automobile factories if the gov-
ernment had appropriated the greater part of his yearly earnings. Modern
taxation expropriates the rich and prevents newcomers from acquiring
wealth. It is an obstacle to economic progress. It disintegrates the struc-
ture of industry and trade.

A country suffering from an insufficient supply of capital, like Mexico,
must not adopt such suicidal policies. The first principle of Mexican tax-
ation has to be the aim not to discourage saving and capital accumulation.
Income taxes have to be kept, even in the upper income brackets, at a
moderate level. Besides, that part of a man’s income which is not con-
sumed, but invested, has to be subject to an even lower rate. Moderation
should be applied with regard to all other taxes, too, especially corporate
and inheritance taxes.

After the war, competition on the world market will be very sharp. It
will probably be impossible for Mexico to levy special taxes on industrial
production and on mining. Prudence would require anticipating these
conditions and avoiding any unnecessary increase in expenditure in order
to balance the budget when the abolition of these taxes becomes
unavoidable.
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41 [Étatism is a French term for “statism.” See Mises, Omnipotent Government: The Rise
of the Total State and Total War (Spring Mills, Pa.: Libertarian Press, [1944] 1985), pp. 5
& 46: “Étatism appears in two forms: socialism and interventionism. Both have in common
the goal of subordinating the individual unconditionally to the state. . . . Étatism assigns to
the state the task of guiding the citizens and of holding them in tutelage. It aims at re-
stricting the individual’s freedom to act. It seeks to mold his destiny and to vest all initia-
tive in the government alone.”—Ed.]

42 [This is a French term for “state functionary.”—Ed.]

43 [This is a German term for “civil servant.”—Ed.]

It is an obvious fact that the burden of public expenditure must revert
to the bulk of the population. Confiscatory taxation of the wealthy citizens
—a small group in every country, a very small group indeed in Mexico—
and of corporations by preventing capital accumulation does more harm
than good to the masses.

XI Education

Mexico is a country rooted in an old civilization. Its universities are notable
seats of teaching and research. It has succeeded in the last decades in the
establishment of an efficient system of primary education for the masses.
It is anxious to further vocational and technical schools. All foreign experts
are unanimous in the praise of Mexican achievements in this field.

However, the economist must warn of the dangers of some trends in
contemporary education. Germany and France were paramount in the
development of teaching and instruction. But the results did not come up
to expectations. Germany is today a nation of barbarians; Germany, once
styled as a nation of poets and thinkers, is now a nation of gangsters. The
high state of French education did not prevent a moral and political
collapse.

The truth is that the French and the German schools instilled in their
pupils a pernicious mentality. The students were imbued with the religion
of étatism.41 They were taught that the state is God, that nothing counts but
its power, greatness, and glory. And they were also taught to despise and to
hate all other peoples. Graduates looked down upon the business of private
citizens. Their only aim was to obtain jobs in the service of the govern-
ment. The ideal of the Frenchman was to be a fonctionnaire,42 that of the
German to be a Beamter.43 They were not eager to work; they wanted to
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44 [This is the name of France’s Academy of Science.—Ed.]

45 [Pierre Laval (1883–1945) was a French politician who led the Vichy French govern-
ment in collaboration during the German occupation of France. He was a prominent
member of the French Socialist Party until 1920, and he served in various ministerial po-
sitions during the interwar period. He became head of the Vichy government in 1942 and
publicly advocated a German victory. In July of 1945, he was found guilty of treason and
was executed.—Ed.]

46 [Julien Benda (1867–1956) was a French novelist and philosopher who strongly de-
fended reason and the intellect against antirationalist movements in Europe in the period
between the world wars. His most famous work was The Treason of the Intellectuals (New
York: W. W. Norton and Co., [1927] 1969), in which he criticized as moral traitors those
who betrayed truth for racial and nationalist goals.—Ed.]

give orders and to be paid out of funds collected by taxation. They pre-
ferred the parasitic life of a bureaucrat to the industrious life of a plain cit-
izen. They did not care for anything other than a career in the daily
increasing body of state employees.

Corrupt politicians and unprincipled civil servants have ruined the
glorious civilization of Western Europe. The institutions of learning and
of education were instrumental in creating the vicious mentality that led
to this disaster. It is a characteristic fact that many of the most eminent
harbingers of the new barbarism were professors of the German universi-
ties or members of the Académie Française.44 Intellectuals have built the
houses in which Hitler, Mussolini, and Laval45 lived at their ease. It was a
real trahison des clercs, as Julien Benda46 stigmatized it in his well-known
book.

A nation that would guard itself against such a catastrophe has to watch
its educational institutions. The youth have to be protected against the ar-
rogant self-conceit that makes them disparage ordinary business activities.
It is true that one goal of higher learning is to train people for the correct
fulfillment of duties in the civil service. But the first requirement of a gov-
ernment employee is due regard for the individual citizen, for the man
whose work produces the means of supporting the nation and the state.

The worst outcome of the étatist superstition is the habit of consider-
ing the “state” as a mythical being, commanding inexhaustible treasures
that it can lavishly spend. The “state” should do this and this, they say; it
should pay more and more for various purposes. It never occurs to the
étatist mind that the state cannot spend except by collecting taxes or by in-
curring debts or by embarking upon inflation. They do not realize that
“the state” that pays is the citizenry itself and not some mythical Midas.
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The problems of a balanced budget and of an equilibrated economic
system are not political and technical; they are moral and intellectual. If
public opinion is convinced that the state has never-failing sources of in-
come, and that the only decent way to make a living is to get salaries or sub-
sidies from the treasury, then even a well-intentioned government and
parliament cannot succeed in making both ends meet.

One of the main purposes of education must be to dispel the super-
stitions of étatism.

Conclusion

It is a common mistake of our contemporaries to view a country’s eco-
nomic problems primarily as a matter of “material” factors and of techni-
cal changes. The main issue is intellectual and moral; the spirit is supreme
in this field, too.

It is necessary to realize the following fundamental principles:
A. A nation’s civilization depends on its material well-being. The richer

a nation is, the easier it becomes for its most gifted sons to achieve great
things in every field of human activity. The richer a nation is, the more it
can spend for an improvement of education and for the fight against
disease.

B. There is but one means to make a nation richer: an increase in pro-
duction. A man who succeeds in producing more, better, and cheaper
goods renders his fellow citizens a far more valuable service than all the
promoters of spurious plans for utopian reforms.

C. The accumulation of private capital is not a mischief but a bless-
ing for the community. The greater the amount of capital available, the
greater—other conditions being the same—is the productivity of labor and
thereby wage rates. A policy resulting in capital consumption or in pre-
venting or delaying the accumulation of capital seriously hurts the inter-
ests of the wage earners.

D. Private ownership of the means of production and free enterprise
are the foundations of our civilization and of political democracy. The
profit motive is the vehicle of progress. Modern science and engineering
and modern capitalism are linked together. Neither aprioristic reasoning
nor historical experience can justify the assumption that a totalitarian sys-
tem of economic management could initiate technical improvements.

The acceptance of these principles in the nineteenth century made
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47 [The phrases are from Lassalle’s 1863 “Open Letter” advocating a program based on co-
operatives and state power. He saw these as the main instruments for the cultural im-
provement of workers. See Alexander Grey, The Socialist Tradition: From Moses to Lenin
(New York: Harper and Row, [1946] 1968), pp. 340–41.—Ed.]

Great Britain and the United States the richest nations of the world. Mex-
ico has no other way open.

The task of civil government is to provide the security needed for the
steady and continuous operation of private business. British and French
eighteenth- and nineteenth-century liberals were not secluded armchair
doctrinarians when they recommended laissez-faire. It was unhappy ex-
perience with the authoritarian direction of business that prompted their
teachings. Today, after half a century of government interference with busi-
ness and public control, we cannot help but approve of their free trade
principles.

The German socialist and harbinger of National Socialism, Ferdinand
Lassalle, sneered disparagingly at liberal government as a “nightwatch-
man” and proclaimed, “The state is God.”47 It is this superstitious belief in
the omnipotence of government that has brought about the present crisis
of civilization.
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PUBLISHER'S PREFACE 
TO THE LIBERTYCLASSICS EDITION 

S ocialism, by Ludwig von Mises, was originally published in German under 
the title Die Gemeinwirtschaft: Untersuchun~en iiber den Sozialismirs (Jena: 

Gustav Fischer, 1922). A few paragraphs and the appendix were added to 
the second German edition, published by the same firm in 1932, and a few 
more paragraphs were included in the first English translation-Socialism: 
An Economic and Sociological Analysis, translated by J. Kahane (London: Jon- 
athan Cape, 1936). 

An enlarged edition of the Kahane translation was published in 1951 (New 
Haven: Yale University Press). This edition included an epilogue originally 
published (and still available) under the title Planned Clzaos (Irvington, New 
York: Foundation for Economic Education, 1947). This enlarged edition was 
reprinted by Jonathan Cape (London) in 1969, and is here reprinted again, 
in 1981, by LibertyClassics (Indianapolis). 

This edition leaves the text as translated by Kahane in 1936 and added to 
by Mises in 1951 undisturbed. The present publisher has, however, under- 
taken to add certain features to aid the contemporary reader. Translations 
have been provided for all non-English expressions left untranslated in the 
Jonathan cape edition. These translation; appear in parentheses after the 
expressions or passages in question. Chapters have been numbered consec- 
utively throughout the book. 

All footnotes have been checked against the second German edition. When 
works in languages other than English are cited bv Mises, information 
concerning versions in English has been provided when such versions could 
be located. The corresponding page references in the English versions are 
also provided insofar as location of these was possible. Complete information 
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concerning the English version is provided at the first citation of a given 
work. Only the page references in the English are provided in later citations, 
but full information is easily located in the Index to Works Cited. All biblio- 
graphical information added to the footnotes is clearly labeled as a publisher's 
note. 

Having been written in 1922 in Austria and ranging over many fieids of 
learning, Socialism contains a number of references to individuals and events 
with which many readers will not be familiar. Brief explanations of such 
references are provided by asterisked footnotes printed below Mises' notes 
and clearly labeled as being added by the publisher. Such notes also offer 
explanations quoted from Mises of his special use of a few English terms. 

In order to facilitate study of the book, two new indexes have been 
provided. An Index to Works Cited lists all books and authors cited in 
Socialism. This index also provides English versions of works cited by Mises 
in German. In cases where no English version has been found, a literal 
translation of the title has been provided. A general Subject and Name Index 
is also provided. 

Socialism has been available in English for more than forty years and 
references to it abound in the scholarly literature. Since LibertyClassics edi- 
tions are set in new type, the pagination of this new edition differs from the 
earlier ones. We have, therefore, indicated the pagination of the expanded 
edition of 1951 in the margins of the LibertyClassics edition. 

The pagination of all previous English language editions was the same 
from pages 15 through 521. In the enlarged edition of 1951, a Preface was 
added as pages 13-14, and the Epilogue was added as pages 522-592. By 
placing the pagination of the 1951 edition in the margins of our edition, we 
provide a guide to the location of citations of all earlier English editions. 

The publisher wishes to acknowledge with thanks the aid of several persons 
who helped with this edition. The many aids to study and understanding 
offered in this edition are due primarily to the work of Bettina Bien Greaves 
of the Foundathi for Economic Educaiivn. Sne performed the monumentai 
task of checking the footnotes against the second German edition. She also 
undertook the equally difficult task of providing most of the citations to 
English language versions of works cited in German. She provided most of 
the material for the asterisked explanations of unfamiliar references. She also 
did most of the work of preparing the new indexes. If this edition is more 
easily studied by contemporary readers, most of the credit should go to Mrs. 
Greaves. 

For aid with translations from Greek, the publisher acknowledges the help 
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of Professors Perry E. Gresham and Burton Thurston of Bethany College. 
For help with Latin translations, Professor Gresham must be acknowledged 
again along with Father Laut of Wheeling College. Percy L. Greaves, Jr., of 
Dobbs Ferry, New York, provided translations from French. Professor H. D. 
Brueckner of Pomona College provided aid with locating translations and 
citations of Kant. 





FOREWORD 

By F. A. Hayek 

W hen Socialism first appeared in 1922, its impact was profound. It grad- 
ually but fundamentally altered the outlook of many of the young 

idealists returning to their university studies after World War I. I know, for 
i was one of them. 

We felt that the civilization in which we had grown up had collapsed. We 
were determined to build a better world, and it was this desire to reconstruct 
society that led many of us to the study of economics. Socialism promised 
to fulfill our hopes for a more rational, more just world. And then came this 
book. Our hopes were dashed. Socialism told us that we had been looking 
for improvement in the wrong direction. 

A number of my contemporaries, who later became well known but who 
were then unknown to each other, went through the same experience: 
Wilhelm Ropke in Germany and Lionel Robbins in England are but two 
examples. None of us had initially been Mises' pupils. I had come to know 
him while working for a temporary Austrian government office which was 
entrusted with the implementation of certain clauses of the Treaty of Ver- 
sailles. He was my superior, the director of the department. 

Mises was then best known as a fighter against inflation. He had gained 
the ear of the government and, from another position as financial adviser to 
the Vienna Chamber of Commerce, was immensely busy urging the gov- 
ernment to take the only path by which a complete collapse of the currency 
could still be prevented. (During the first eight months I served under him, 
my nominal salary rose to two hundred times the initial amount.) 

As students during the early 19201s, many of us were aware of Mises as 
the somewhat reclusive university lecturer who, a decade or so earlier, had 
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published a book1 known for its successful application of the Austrian mar- 
ginal utility analysis theory of money-a book Max Weber described as the 
most acceptable work on the subject. Perhaps we ought to have known that 
in 1919 he had also published a thoughtful and farseeing study on the 
x~Ai&r ~ ~ n o r t c  y.-LLv gf I cnrial UVLIUI nhilncnphyl yIIIIVUV CGs~ernixg the nnati=n, the state, arid the 
e~onomy.~  It never became widely known, however, and I discovered it only 
when I was his subordinate at the government office in Vienna. At any rate, 
it was a great surprise to me when this book, Socialism, was first published.3 
For all I knew, he could hardly have had much free time for academic pursuits 
during the preceding (and extremely busy) ten years. Yet this was a major 
treatise on social philosophy, giving every evidence of independent thought 
and reflecting, through Mises' criticism, an acquaintance with most of the 
literature on the subject. 

For the first twelve years of this century, until he entered military service, 
Mises studied economic and social problems. He was, as was my generation 
nearly twenty years later, led to these topics by the fashionable concern with 
Sozialpolitik, similar in outlook to the "Fabian" socialism of England. His first 
bookI4 published while he was still a young law student at the University of 
Vienna, was in the spirit of the predominant German "historical school" of 
economists who devoted themselves mainly to problems of "social policy." 
He later even joined one of those organizations which prompted a German 
satirical weekly to define economists as persons who went around measuring 
workingmen's dwellings and saying they were too small. But in the course 
of this process, when he was taught political economy as part of his law 
studies, Mises discovered economic theory in the shape of the Grundsatze der 
Volkswirtschaftslehre (Principles of Economics) of Carl MengerI5 then about to 
retire as a professor at the university. As Mises says in his fragment of an 
a~tobiography,~ this book made him an economist. Having gone through 
the same experience, I know what he means. 

Ludwig von Mises, Theorie des Geldes und der Umlaufsmittel (Munich and Leipzig: Duncker & 
Humblot, 1912). Publisher's Note: This has been translated into English as The Theory of Money 
and Credit (Indianapolis: LibertyClassics, q81).  

Ludwig von Mises, Nation, Staat und Wirtschaft: Beitrage zur Politik und Geschichte der Zeit (Vienna: 
Manz'sche Verlags und Universitats-Buchhandlung, 1919). 

Ludwig von Mises, Die Gerneinwirtschafl: Untersuchungen uber den Sozialismus Uena: Gustav Fischer, 
1922). 

Ludwig von Mises, Die Entwicklung des gutsherrlichbiiuerlichen Verhiiltnisses in Galizien, 1772-1848 
(Vienna and Leipzig: Franz Deuticke, 1902). 

Carl Menger, Principles of Economics (New York: New York University Press, 1981). 
Ludwig von Mises, Notes and Recollections; foreword by Margit von Mises, translation and post- 

script by Hans F. Sennhoiz (South Holland, Ill.: Libertarian Press, 1978); p. 33. 
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Mises' initial interests had been primarily historical, and to the end he 
retained a breadth of historical knowledge rare among theoreticians. But, 
finally, his dissatisfaction with the manner in which historians and partic- 
ularly economic historians interpreted their material led him to economic 
theory. His chief inspiration came from Eugen von Bohm-Bawerk, who had 
returned to a professorship at the University of Vienna after serving as 
Austrian Minister of Finance. During the decade before the war, Bohm- 
Bawerk's seminar became the great center for the discussion of economic 
theory. Its participants included Mises, Joseph Schumpeter, and the out- 
standing theoretician of Austrian Mamism, Otto Bauer, whose defense of 
Mamism long dominated the discussion. Bohm-Bawerk's ideas on so- 
cialism during this period appear to have developed a good deal beyond 
what is shown by the few essays he published before his early death. There 
is no doubt that the foundations of Mises' characteristic ideas on socialism 
were laid then, though almost as soon as he had published his first major 
work, The Theory of Money and Credit (1912)' the opportunity for further 
systematic pursuit of this interest vanished with Mises' entry into service for 
rL, --LA- -L l A T - - l 2  T A T - -  T uLt-  d u r a u u l ~  u r  v v u r l u  v v a l  I.  

Most of Mises' military service was spent as an artillery officer on the 
Russian front, but during the last few months he served in the economic 
section of the Ministry of War. It must be assumed that he started on Socialism 
only after his release from military duty. He probably wrote most of it 
between 1919 and 192~-the crucial section on economic calculation under 
socialism was in fact provoked by a book by Otto Neurath published in 19x9, 
from which Mises quotes. That under the prevailing conditions he found 
time to concentrate and to pursue a comprehensive theoretical and philo- 
sophical work has remained a wonder to one who at least during the last 
months of this period saw him almost daily at his official work. 

As I suggested before, Socialism shocked our generation, and only slowly 
and painfully did we become persuaded of its central thesis. Mises continued, 
of course, thinking about the same range of problems, and many of his 
further ideas were developed in the "private seminar" which began about 
the time Socialism was published. I joined the seminar two years later, upon 
my return from a year of postgraduate study in the United States. Although 
there were few unquestioning followers at first, he gained interest and 
admiration among a younger generation and attracted those who were 
concerned with problems of the borderline of social theory and philosophy. 
Reception of the book by the profession was mostly either indifferent or 
hostile. I remember but one review that showed any recognition of Socialism's 
importance and that was by a surviving liberal statesman of the preceding 
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century. The tactics of his opponents were generally to represent him as an 
extremist whose views no one else shared. 

Mises' ideas ripened during the next two decades, culminating in the first 
(1940) German version of what became famous as Human A ~ t i o n . ~  But to 
these =f us .;.,?he experienced its first impact, Sod&;;.; will be hi3 
decisive contribution. It challenged the outlook of a generation and altered, 
if only slowly, the thinking of many. The members of Mises' Vienna group 
were not disciples. Most of them came to him as students who had completed 
their basic training in economics, and only gradually were they converted 
to his unconventional views. Perhaps they were influenced as much by his 
disconcerting habit of rightly predicting the ill consequences of current 
economic policy as by the cogency of his arguments. Mises hardly expected 
them to accept all his opinions, and the discussions gained much from the 
fact that the participants were often only gradually weaned from their dif- 
ferent views. It was only later, after he had developed a complete system of 
social thought, that a "Mises School" developed. The very openness of his 
system enriched his ideas and enabled some of his followers to develop them 
in somewhat different directions. 

Mises' arguments were not always easily apprehended. Sometimes per- 
sonal contact and discussion were required to understand them fully. Though 
written in a pellucid and deceptively simple prose, they tacitly presuppose 
an understanding of economic processes-an understanding not shared by 
all his readers. We see this most clearly in his crucial argument on the 
impossibility of an economic calculation under socialism. When one reads 
Mises' opponents, one gains the impression that they did not really see why 
such calculation was necessary. They treat the problem of economic calcu- 
lation as if it were merely a technique to make the managers of socialist 
plants accountable for the resources entrusted to them and wholly uncon- 
nected with the problem of what they should produce and how. Any set of 
magic figures appeared to them sufficient to control the honesty of ~ S P  sfi!! 
indispensable survivors of a capitalist age. They never seemed to comprehend 
that it was not a question of playing with some set of figures, but one of 
establishing the only indicators those managers could have for deciding the 
role of their activities in the whole structure of mutually adjusted activities. 
As a result, Mises became increasingly aware that what separated him from 
his critics was his wholly different intellectual approach to social and economic 
problems, rather than mere differences of interpretation of particular facts. 

Ludwig von Mises, Nationalokonomie: Theorie des Handelns und Wirtschaftens (Geneva: ~ditions 
Union, 1940). 
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To convince them, he would have to impress on them the necessity of an 
altogether different methodology. This of course became his central concern. 

Publication in 1936 of the English translation was largely the result of the 
efforts of Professor Lionel C. Robbins (now Lord Robbins). He found a highly 
qualified translator in a former fellow student at the London School of 
Economics, Jacques Kahane (1900-196q), who had remained an active member 
of a circle of academic economists of that generation, although he himself 
had not remained in the profession. After many years of service with one 
of the great firms of grain dealers in London, Kahane concluded his career 
with the United Nations Food and Agricultural Office at Rome and the World 
Bank at Washington. The typescript of Kahane's translation was the last form 
in which I had read the entire text of Socialism, before doing so again in 
preparation for writing this introduction. 

This experience necessarily makes one reflect on the significance of some 
of Mises' arguments after so long a period. Much of the work now inevitably 
sounds much less original or revolutionary than it did in its early years. It 
has in many ways become one of those "classics" which one too often takes 
for granted and from which one expects to learn but little that is new. I must 
admit, however, that I was surprised at not only how much of it is still highly 
relevant to current disputes, but how many of its arguments, which I initially 
had only half accepted or regarded as exaggerated and one-sided, have since 
proved remarkably true. I still do not agree with all of it, nor do I believe 
that Mises would. He certainly was not one to expect that his followers 
receive his conclusions uncritically and not progress beyond them. In all, 
though, I find that I differ rather less than I expected. 

One of my differences is over a statement of Mises on page 463 of the 1951 
edition (page 418 of this edition). I had always felt a little uneasy about that 
statement of basic philosophy, but only now can I articulate why I was 
uncomfortable with it. Mises asserts in this passage that liberalism "regards 
all social cooperation as an emanation of rationally recognized utility, in 
which all power is based on public opinion, and can undertake no course 
of action that would hinder the free decision of thinking men." It is the first 
part of this statement only which I now think is wrong. The extreme ration- 
alism of this passage, which as a child of his time he could not escape from, 
and which he perhaps never fully abandoned, now seems to me factually 
mistaken. It certainly was not rational insight into its general benefits that 
led to the spreading of the market economy. It seems to me that the thrust 
of Mises' teaching is to show that we have not adopted freedom because we 
understood what benefits it would bring: that we have not designed, and 
certainly were not intelligent enough to design, the order which we now 
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have learned partly to understand long after we had plenty of opportunity 
to see how it worked. Man has chosen it only in the sense that he has learned 
to prefer something that already operated, and through greater understand- 
ing has been able to improve the conditions for its operation. 

It is greatly to Mises' credit that he largely emancipated himself from that 
rationalist-constructivist starting point, but that task is still to be completed. 
Mises as much as anybody has helped us to understand something which 
we have not designed. 

There is another point about which the present-day reader should be 
cautioned. It is that half a century ago Mises could still speak of liberalism 
in a sense which is more or less the opposite of what the term means today 
in the United States, and increasingly elsewhere. He regarded himself as a 
liberal in the classical, nineteenth-century meaning of the term. But almost 
forty years have now elapsed since Joseph Schumpeter was constrained to 
say that in the United States the enemies of liberty, "as a supreme but 
unintended compliment, have thought it wise to appropriate this label." 

In the epilogue, which was written in the United States twenty-five years 
a f + ~ r  tho ~rigim! wmk, W s e s  reveals his awareness ef this and c~mments ..A*-= .,a=- 

on the misleading use of the term "liberalism." An additional thirty years 
have only confirmed these comments, as they have confirmed the last part 
of the original text, "Destructionism." That shocked me for its inordinate 
pessimism when first I read it. Yet, on rereading it, I am awed rather by its 
foresight than by its pessimism. In fact, most readers today will find that 
Socialism has more immediate application to contemporary events than it had 
when it first appeared in its English version just over forty years ago. 

August 1978 



PREFACE TO THE SECOND ENGLISH EDITION 

T he world is split today into two hostile camps, fighting each other with 13 

the utmost vehemence, Communists and anti-Communists. The mag- 
niloquent rhetoric to which these factions resort in their feud obscures the 
f x t  that they beth  perfectly agree ix the ultimate end of thgr programme 
for mankind's social and economic organization. They both aim at the abo- 
lition of private enterprise and private ownership of the means of production 
and at the establishment of socialism. They want to substitute totalitarian 
government control for the market economy. No longer should individuals 
by their buying or abstention from buying determine what is to be produced 
and in what quantity and quality. Henceforth the government's unique plan 
alone should settle all these matters. 'Paternal' care of the 'Welfare State' 
will reduce all people to the status of bonded workers bound to comply, 
without asking questions, with the orders issued by the planning authority. 

Neither is there any substantial difference between the intentions of the 
self-styled 'progressives' and those of the Italian Fascists and the German 
Nazis. The Fascists and the Nazis were no less eager to establish all-round 
regimentation of aii economic activities than those governments and parties 
which flamboyantly advertise their anti-Fascist tenets. And Mr. Peron in 
Argentina tries to enforce a scheme which is a replica of the New Deal and 
the Fair Deal and like these will, if not stopped in time, result in full socialism. 

The great ideological conflict of our age must not be confused with the 
mutual rivalries among the various totalitarian movements. The real issue 
is not who should run the totalitarian apparatus. The real problem is whether 
or not socialism should supplant the market economy. 

It is this subject with which my book deals. 
World conditions have changed considerably since the first edition of my 
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essay was published. But all these disastrous wars and revolutions, heinous 
mass murders and frightful catastrophes have not affected the main issue: 

14 the desperate struggle of lovers of freedom, prosperity and civilization against 
the rising tide of totalitarian barbarism. 

In the Epi!ogu~ I deal with the m ~ s f  impnrtmt aspects ef the everrts ef the 
last decades. A more detailed study of all the problems involved is to be 
found in three books of mine published by the Yale University Press: 

Omnipotent Government, the Rise of the Total State and Total War;' 
Bureauc~acy;~ 
Human Action, a Treatise on  economic^.^ 

LUDWIG VON MISES 
New York, July 1950 

- -  - 

French translation by M. de Hulster, Librairie de Medicis, Paris; Spanish translation by Pedro 
Elgoibar, Editorial Hermes, Mexico. 

British edition by William Hodge & Company Limited, London; French translation by R. Florin 
and P. Barbier, Librairie de Medicis, Paris. 

British edition by William Hodge & Company Limited, London. 



TRANSLATOR'S NOTE 

T he following work is translated from the second German edition (pub- 
lished 1932) of the author's Die Gerneinwirtschaff (originally published in 

1922). The author, who has lent assistance at every stage, has inserted certain 
additions, notably on the problem of economic calculation and on unem- 
ployment (pp. 137 if., 485 fir'.), which are not to be found in the German 
edition, and certain changes have been made in terminology to meet the 
convenience of English readers. 





PREFACE TO THE SECOND GERMAN EDITION 

I t is a matter of dispute whether, prior to the middle of the nineteenth 15 

century, there existed any clear conception of the socialist idea-by which 
is understood the socialization of the means of production with its corollary, 
the centralized control of the whole of production by one social or, more 
accurately, state organ. The answer depends upon whether we 
regard the demand for a centralized administration of the means of production 
throughout the world as an essential feature in a considered socialist plan. 
The older socialists looked upon the autarky of small territories as 'natural' 
and on any exchange of goods beyond their frontiers as at once 'artificial' 
and harmful. Only after the English Free-Traders had proved the advantages 
of an international division of labour, and popularized their views through 
the Cobden movement, did the socialists begin to expand the ideas of village 
and district Socialism into a national and, eventually, a world Socialism. 
Apart from this one point, however, the basic conception of Socialism had 
been quite clearly worked out in the course of the second quarter of the 
nineteenth century by those writers designated by Marxism as "Utopian 
Socialists." Schemes for a socialist order of society were extensively diso~sed 
at that time, but the discussion did not go in their favour. The Utopians had 
not succeeded in planning social structures that would withstand the criti- 
cisms of economists and sociologists. It was easy to pick holes in their 
schemes; to prove that a society constructed on such principles must lack 
efficiency and vitality, and that it certainly would not come up to expectations. 
Thus, about the middle of the nineteenth century, it seemed that the ideal 
of Socialism had been disposed of. Science had demonstrated its worthless- 
ness by means of strict logic and its supporters were unable to produce a 
single effective counter-argument. 
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It was at this moment that Mam appeared. Adept as he was in Hegelian 
dialectic-a system easy of abuse by those who seek to dominate thought 
by arbitrary flights of fancy and metaphysical verbosity-he was not slow 
in finding a way out of the dilemma in which socialists found themselves. 

16 Since Science and Logic had argued against Socialism, it was imperative to 
devise a system whichcould be relied on to defend it against such unpalatable 
criticism. This was the task which Marxism undertook to perform. It had 
three lines of procedure. First, it denied that Logic is universally valid for all 
mankind and for all ages. Thought, it stated, was determined by the class 
of the thinkers; was in fact an "ideological superstructure" of their class 
interests. The type of reasoning which had refuted the socialist idea was 
"revealed" as "bourgeois" reasoning, an apology for Capitalism. Secondly, 
it laid it down that the dialectical development led of necessity to Socialism; 
that the aim and end of all history was the socialization of the means of 
production by the expropriation of the expropriators-the negation of ne- 
gation. Finally, it was ruled that no one should be allowed to put forward, 
as the Utopians had done, any definite proposals for the construction of the 
c--:- *-&n..,.-:--,.l 1 c:--- LL- ------ - L P - - : - l : - -  - ---: :Lpl - l  - 0 -.--- - -  
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would best renounce all attempt to determine its nature. 
At no point in history has a doctrine found such immediate and complete 

acceptance as that contained in these three principles of Mamism. The 
magnitude and persistence of its success is commonly underestimated. This 
is due to the habit of applying the term Marxist exclusively to formal members 
of one or other of the self-styled Marxist parties, who are pledged to uphold 
word for word the doctrines of Marx and Engels as interpreted by their 
respective sects and to regard such doctrines as the unshakable foundation 
and ultimate source of all that is known about Society and as constituting 
the highest standard in political dealings. But if we include under the term 
"Marxist" all who have accepted the basic Marxian principles-that class 
conditions thought, that Socialism is inevitable, and that research into the 
being and working of the socialist community is unscientific-we shall find 
very few non-Marxists in Europe east of the Rhine, and even in Western 
Europe and the United States many more supporters than opponents of 
Marxism. Professed Christians attack the materialism of Marxists, monar- 
chists their republicanism, nationalists their internationalism; yet they them- 
selves, each in turn, wish to be known as Christian Socialists, State Socialists, 
National Socialists. They assert that their particular brand of Socialism is the 
only true one-that which "shall" come, bringing with it happiness and 
contentment. The Socialism of others, they say, has not the genuine class- 

17 origin of their own. At the same time they scrupulously respect Marx's 
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prohibition of any inquiry into the institutions of the socialist economy of 
the future, and try to interpret the working of the present economic system 
as a development leading to Socialism in accordance with the inexorable 
demand of the historical process. Of course, not Marxists alone, but most 
of those who emphatically declare themselves anti-Marxists, think entirely 
on Marxist lines and have adopted Marx's arbitrary, unconfirmed and easily 
refutable dogmas. If and when they come into power, they govern and work 
entirely in the socialist spirit. 

The incomparable success of Marxism is due to the prospect it offers of 
fulfilling those dream-aspirations and dreams of vengeance which have been 
so deeply embedded in the human soul from time immemorial. It promises 
a Paradise on earth, a Land of Heart's Desire full of happiness and enjoyment, 
and-sweeter still to the losers in life's game-humiliation of all who are 
stronger and better than the multitude. Logic and reasoning, which might 
show the absurdity of such dreams of bliss and revenge, are to be thrust 
aside. Marxism is thus the most radical of all reactions against the reign of 
scientific thought over life and action, established by Rationalism. It is against 
Lo@c, agaifist Science ar;d agaiiis: the a&vity of iXoiighi itself-its oiiisiand- 
ing principle is the prohibition of thought and inquiry, especially as applied 
to the institutions and workings of a socialist economy. It is characteristic 
that it should adopt the name "Scientific Socialism" and thus gain the prestige 
acquired by Science, through the indisputable success of its rule over life 
and action, for use in its own battle against any scientific contribution to the 
construction of the socialist economy. The Bolshevists persistently tell us that 
religion is opium for the people. Marxism is indeed opium for those who 
might take to thinking and must therefore be weaned from it. 

In this new edition of my book, which has been considerably revised, I 
have ventured to defy the almost universally respected Marxian prohibition 
by examining the problems of the socialist construction of society on scientific 
lines, i.e., by the aid of sociological and economic theory. While gratefully 
recalling the men whose research has opened the way for all work, my own 
included, in this field, it is still a source of gratification to me to be in a 
position to claim to have broken the ban placed by Marxism on the scientific 
treatment of these problems. Since the first publication of this book, problems 
previously ignored have come into the foreground of scientific interest; the 18 

discussion of Socialism and Capitalism has been placed on a new footing. 
Those who were formerly content to make a few vague remarks about the 
blessings which Socialism would bring are now obliged to study the nature 
of the socialist society. The problems have been defined and can no longer 
be ignored. 
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As might be expected, socialists of every sort and description, from the 
most radical Soviet Bolshevists to the "Edelsozialisten"" of western civilization, 
have attempted to refute my reasonings and conclusions. But they have not 
succeeded, they have not even managed to bring forward any argument that 
I had not already discussed and dispr~ved. At the present time, scimtific 
discussion of the basic problems of Socialism follows the line of the inves- 
tigation of this book. 

The arguments by which I demonstrated that, in a socialist community, 
economic calculation would not be possible have attracted especially wide 
notice. Two years before the appearance of the first edition of my book I 
published this section of my investigations in the Archiv fiir Sozialwissenschaft 
(Vol. XLVII, NO. I),** where it is worded almost exactly as in both editions of 
the present work. The problem, which had scarcely been touched before, at 
once roused lively discussion in German-speaking countries and abroad. It 
may truly be said that the discussion is now closed; there is today hardly 
any opposition to my contention. 

Shortly after the first edition appeared, Heinrich Herkner, chief of the 
Socialists of the Chair ("Kathedersozialisten") in succession to Gustav 
Schmoller, published an essay which in all essentials supported my criticism 
of Socia1ism.l His remarks raised quite a storm amongst German socialists 
and their literary followings. Thus there arose, in the midst of the catastrophic 
struggle in the Ruhr and the hyper-inflation, a controversy which speedily 
became known as the crisis of the "Social Reform Policy." The result of the 
controversy was indeed meagre. The "sterility" of socialist thought, to which 
an ardent socialist had drawn attention, was especially apparent on this 
occasi~n.~ Of the good results that can be obtained by an unprejudiced 

19 scientific study of the problems of Socialism there is proof in the admirable 
works of Pohle, Adolf Weber, Ropke, Halm, Sulzbach, Brutzkus, Robbins, 
Hutt, Withers, Benn, and others. 

Herkner, "Sozialpolitische Wandlungen in der wissenschaftlichen Nationalokonomie" (Der Ar- 
beitgeber, vol. 13, p. 35). 

Cassau, Die sozialistische Ideenwelt vor und nach dem Kriege in Die Wirtschaftswissenschaft 
nach dem Kriege, Festgabe fiir Lujo Brentano zum 80. Geburtstag (Munich, q q ) ,  vol. I, pp. 
149ff. 
* "Edelsozialisten" means pure, or intellectual, socialists, "parlour socialists" of the world of 
culture, as one would say in colloquial English (Pub.). 
** "Die Wirtschaftsrechnung im sozialistischen Gemeinwesen." This article was translated under 
the title "Economic Calculation in the Socialist Commonwealth from the German by S. Adler 
and into English. It is included in the anthology edited by F. A. Hayek, Collectivist Economic 
Planning (London: Routledge and Kegan, 1935)~ 'on pp. 87-130. This collection was reprinted in 
1967 by Augustus M. Kelley Publishers of New Jersey (Pub.). 
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But scientific inquiry into the problems of Socialism is not enough. We 
must also break down the wall of prejudice which at present blocks the way 
to an unbiased scrutiny of these problems. Any advocate of socialistic mea- 
sures is looked upon as the friend of the Good, the Noble, and the Moral, 
as a disinterested pioneer of necessary reforms, in short, as a man who 
unselfishly serves his own people and all humanity, and above all as a 
zealous and courageous seeker after truth. But let anyone measure Socialism 
by the standards of scientific reasoning, and he at once becomes a champion 
of the evil principle, a mercenary serving the egotistical interests of a class, 
a menace to the welfare of the community, an ignoramus outside the pale. 
For the most curious thing about this way of thinking is that it regards the 
question, whether Socialism or Capitalism will better serve the public welfare, 
as settled in advance to  the effect, naturally, that Socialism is considered 
as good and Capitalism as evil-whereas in fact of course only by a scientific 
inquiry could the matter be decided. The results of economic investigations 
are met, not with arguments, but with that "moral pathos," which we find 
in the invitation to the Eisenach Congress* in 1872 and on which Socialists 
and Etatists always fa!! back, because they car: fixd r:= axswer t~ the criticism 
to which science subjects their doctrines. 

The older Liberalism, based on the classical political economy, maintained 
that the material position of the whole of the wage-earning classes could 
only be permanently raised by an increase of capital, and this none but 
capitalist society based on private ownership of the means of production can 
guarantee to find. Modern subjective economics has strengthened and con- 
firmed the basis of the view by its theory of wages. Here modern Liberalism 
agrees entirely with the older school. Socialism, however, believes that the 
socialization of the means of production is a system which would bring 
wealth to all. These conflicting views must be examined in the light of sober 
science: righteous indignation and jeremiads take us nowhere. 

It is true that Socialism is today an article of faith for many, perhaps for 
most of its acinerents. h i  scientific criticism has no nobier task than to 
shatter false beliefs. 

To protect the socialist ideal from the crushing effects of such criticism, 
attempts have recently been made to improve upon the accepted definition 20 

of the concept "Socialism." My own definition of Socialism, as a policy which 

* The Eisenach Congress of German Economists was called by Gustav Schmoller and some of his 
German Historical School colleagues. This Congress led to the founding of the Verein fur So- 
zialpolitik (Society for Social Policy), which advocated government intervention in economic 
affairs. "Socialists of the chair" who were members of this organization had considerable influence 
on German policy (Pub.). 
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aims at constructing a society in which the means of production are socialized, 
is in agreement with all that scientists have written on the subject. I submit 
that one must be historically blind not to see that this and nothing else is 
what has stood for Socialism for the past hundred years, and that it is in this 
sense that the great socialist movement was and is s~ciali t ic.  RIA why q-urre!  
over the wording of it! If anyone likes to call a social ideal which retains 
private ownership in the means of production socialistic, why, let him! A 
man may call a cat a dog and the sun the moon if it pleases him. But such 
a reversal of the usual terminology, which everyone understands, does no 
good and only creates misunderstandings. The problem which here confronts 
us is the socialization of ownership in the means of production, i.e. the very 
problem over which a worldwide and bitter struggle has been waged now 
for a century, the problem x a ~ '  ieoX+-p (above all others) of our epoch. 

One cannot evade this defining of Socialism by asserting that the concept 
Socialism includes other things besides the socialization of the means of 
production: by saying, for example, that we are actuated by certain special 
motives when we are socialists, or that there is a second aim-perhaps a 
purely reiigious concept bound up with it. Supporters of Sociaiism hoid that 
the only brand worthy the name is that which desires socialization of the 
means of production for "noble" motives. Others, who pass for opponents 
of Socialism, will have it that nationalization of the means of production 
desired from "ignoble" motives only, has to be styled Socialism also. Religious 
socialists say that genuine Socialism is bound up with religion; the atheistical 
socialist insists on abolishing God along with private property. But the 
problem of how a socialistic society could function is quite separate from the 
question of whether its adherents propose to worship God or not and whether 
or not they are guided by motives which Mr. X from his private point of 
view would call noble or ignoble. Each group of the great socialist movement 
claims its own as the only true brand and regards the others as heretical; and 
naturally tries to stress the difference between its own particular ideal and 
those of other parties. I venture to claim that in the course of my researches 
I have brought forward all that need be said about these claims. 

21 In this emphasizing of the peculiarities of particular socialist tendencies, 
the bearing which they may have on the aims of democracy and dictatorship 
obviously plays a significant part. Here, too, I have nothing to add to what 
I have said on the subject in various parts of this book (Chapter 3, Section 
I; Chapter 14, Section I; Chapter 31). It suffices here to say that the planned 
economy which the advocates of dictatorship wish to set up is precisely as 
socialistic as the Socialism propagated by the self-styled Social Democrats. 
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Capitalist society is the realization of what we should call economic de- 
mocracy, had not the term-according I believe, to the terminology of Lord 
Passfield and Mrs. Webb-come into use and been applied exclusively to a 
system in which the workers, as producers, and not the consumers them- 
selves, would decide what was to be produced and how. This state of affairs 
would be as little democratic as, say, a political constitution under which the 
government officials and not the whole people decided how the state was 
to be governed-surely the opposite of what we are accustomed to call 
democracy. When we call a capitalist society a consumers' democracy we 
mean that the power to dispose of the means of production, which belongs 
to the entrepreneurs and capitalists, can only be acquired by means of the 
consumers' ballot, held daily in the market-place. Every child who prefers 
one toy to another puts its voting paper in the ballot-box, which eventually 
decides who shall be elected captain of industry. True, there is no equality 
of vote in this democracy; some have plural votes. But the greater voting 
power which the disposal of a greater income implies can only be acquired 
and maintained by the test of election. That the consumption of the rich 
weighs more heavily in the balance than the consumption of the poor- 
though there is a strong tendency to overestimate considerably the amount 
consumed by the well-to-do classes in proportion to the consumption of the 
masses-is in itself an 'election result', since in a capitalist society wealth can 
be acquired and maintained only by a response corresponding to the con- 
sumers' requirements. Thus the wealth of successful business men is always 
the result of a consumer's plebiscite, and, once acquired, this wealth can be 
retained only if it is employed in the way regarded by consumers as most 
beneficial to them. The average man is both better informed and less cor- 
ruptible in the decisions he makes as a consumer than as a voter at political 
elections. There are said to be voters who, faced with a decision between 
Free Trade and Protection, the Gold Standard and Inflation, are unable to 22 

keep in view all that their decision implies. The buyer who has to choose 
between different sorts of beer or makes of chocolate has certainly an easier 
job of it. 

The socialist movement takes great pains to circulate frequently new labels 
for its ideally constructed state. Each worn-out label is replaced by another 
which raises hopes of an ultimate solution of the insoluble basic problem of 
Socialism-until it becomes obvious that nothing has been changed but the 
name. The most recent slogan is "State Capitalism." It is not commonly 
realized that this covers nothing more than what used to be called Planned 
Economy and State Socialism, and that State Capitalism, Planned Economy, 
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and State Socialism diverge only in non-essentials from the "classic" ideal 
of egalitarian Socialism. The criticisms in this book are aimed impartially at 
all the conceivable forms of the socialistic community. 

Only Syndicalism, which differs fundamentally from Socialism, calls for 
special treatment (Chapter 16, Section 4). 

I hope that these remarks will convince even the cursory and superficial 
reader that my investigation and criticisms do not apply solely to Marxian 
Socialism. As, however, all socialistic movements have been strongly stim- 
ulated by Marxism I devote more space to Mamian views than to those of 
other varieties of Socialism. I think I have passed in review everything bearing 
essentially on these problems and made an exhausting criticism of the char- 
acteristic features of non-Marxist programmes too. 

My book is a scientific inquiry, not a political polemic. I have analysed the 
basic problems and passed over, as far as possible, all the economic and 
political struggles of the day and the political adjustments of governments 
and parties. And this will, I believe, prove the best way of preparing the 
foundation of an understanding of the politics of the last few decades and 
years: abox.re a!!, of the politics of t~=o=o\~/. Only 2 complete s f i & 7  J 

of the ideas of Socialism will enable us to understand what is happening 
around us. 

The habit of talking and writing about economic affairs without having 
probed relentlessly to the bottom of their problems has taken the zest out 
of public discussions on questions vital to human society and diverted politics 
into paths that lead directly to the destruction of all civilization. The pro- 

23 scription of economic theory, which began with the German historical school, 
and today finds expression notably in American Institutionalism, has demol- 
ished the authority of qualified thought on these matters. Our contemporaries 
consider that anything which comes under the heading of Economics and 
Sociology is fair game to the unqualified critic. It is assumed that the trade 
union official and the entrepreneur are qualified by virtue of their office alone 
to decide questions of poiitical economy. "Practical men" of this order, even 
those whose activities have, notoriously, often led to failure and bankruptcy, 
enjoy a spurious prestige as economists which should at all costs be destroyed. 
On no account must a disposition to avoid sharp words be permitted to lead 
to a compromise. It is time these amateurs were unmasked. 

The solution of every one of the many economic questions of the day 
requires a process of thought, of which only those who comprehend the 
general interconnection of economic phenomena are capable. Only theoretical 
inquiries which get to the bottom of things have any real practical value. 
Dissertations on current questions which lose themselves in detail are useless, 



Preface to the Second German Edition 13 

for they are too much absorbed in the particular and the accidental to have 
eyes for the general and the essential. 

It is often said that all scientific inquiry concerning Socialism is useless, 
because none but the comparatively small number of people who are able 
to follow scientific trains of thought can understand it. For the masses, it is 
said, they will always remain incomprehensible. To the masses the catch- 
words of Socialism sound enticing and the people impetuously desire So- 
cialism because in their infatuation they expect it to bring full salvation and 
satisfy their longing for revenge. And so they will continue to work for 
Socialism, helping thereby to bring about the inevitable decline of the civi- 
lization which the nations of the West have taken thousands of years to build 
up. And so we must inevitably drift on to chaos and misery, the darkness 
of barbarism and annihilation. 

I do not share this gloomy view. It may happen thus, but it need not 
happen thus. It is true that the majority of mankind are not able to follow 
difficult trains of thought, and that no schooling will help those who can 
hardly grasp the most simple proposition to understand complicated ones. 
But just because they cannot think for themselves the masses follow the lead 
of the people we call educated. Once convince these, and the game is won. 
But I do not want to repeat here what I have already said in the first edition 24 

of this book, at the end of the last ~ h a p t e r . ~  
I know only too well how hopeless it seems to convince impassioned 

supporters of the Socialist Idea by logical demonstration that their views are 
preposterous and absurd. I know too well that they do not want to hear, to 
see, or above all to think, and that they are open to no argument. But new 
generations grow up with clear eyes and open minds. And they will approach 
things from a disinterested, unprejudiced standpoint, they will weigh and 
examine, will think and act with forethought. It is for them that this book 
is written. 

Several generations of economic policy which was nearly liberal have 
enormously increased the wealth of the world. Capitalism has raised the 
standard of life among the masses to a level which our ancestors could not 
have imagined. Interventionism and efforts to introduce Socialism have been 
working now for some decades to shatter the foundations of the world 
economic system. We stand on the brink of a precipice which threatens to 
engulf our civilization. Whether civilized humanity will perish forever or 
whether the catastrophe will be averted at the eleventh hour and the only 
possible way of salvation retraced-by which we mean the rebuilding of a 

pp. 459 ff. of this edition. 
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society based on the unreserved recognition of private property in the means 
of production-is a question which concerns the generation destined to act 
in the coming decades, for it is the ideas behind their actions that will decide 
it. 

Vienna, January 1932 



INTRODUCTION 

The Success of Socialist Ideas 

S ocialism is the watchword and the catchword of our day. The socialist 25 

idea dominates the modern spirit. The masses approve of it. It expresses 
the thoughts and feelings of all; it has set its seal upon our time. When 
history comes to tell our story it will write above the chapter "The Epoch of 
socialism. " 

As yet, it is true, Socialism has not created a society which can be said to 
represent its ideal. But for more than a generation the policies of civilized 
nations have been directed towards nothing less than a gradual realization 
of So~ialism.~ In recent years the movement has grown noticeably in vigour 
and tenacity. Some nations have sought to achieve Socialism, in its fullest 
sense, at a single stroke. Before our eyes Russian Bolshevism has already 
accomplished something which, whatever we believe to be its significance, 
must by the very magnitude of its design be regarded as one of the most 
remarkable achievements known to world history. Elsewhere no one has yet 
achieved so much. But with other peoples only the inner contradictions of 
Socialism itself and the fact that it cannot be completely realized have frus- 
trated socialist triumph. They also have gone as far as they could under the 
given circumstances. Opposition in principle to Socialism there is none. 
Today no influential party would dare openly to advocate Private Property 
in the Means of Production. The word "Capitalism" expresses, for our age, 
the sum of all evil. Even the opponents of Socialism are dominated by socialist 
ideas. In seeking to combat Socialism from the standpoint of their special 

"It may now fairly be claimed that the socialist philosophy of today is but the conscious and 
explicit assertion of principles of social organization which have been already in great part 
unconsciously adopted. The economic history of the century is an almost continuous record of 
the progress of Socialism." (Sidney Webb, Fabian Essays [1889], p. 30.) 

15 
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class interest these opponents-the parties which particularly call themselves 
"bourgeois" or "peasant"--admit indirectly the validity of all the essentials 
of socialist thought. For if it is only possible to argue against the socialist 
programme that it endangers the particular interests of one part of humanity, 
one has really affirmed Socialism. If one complains that the system nf eco- 
nomic and social organization which is based on private property in the 
means of production does not sufficiently consider the interests of the com- 
munity, that it serves only the purposes of single strata, and that it limits 
productivity; and if therefore one demands with the supporters of the various 
"social-political" and "social-reform" movements, state interference in all 
fields of economic life, then one has fundamentally accepted the principle 
of the socialist programme. Or again, if one can only argue against socialism 
that the imperfections of human nature make its realization impossible, or 
that it is inexpedient under existing economic conditions to proceed at once 
to socialization, then one merely confesses that one has capitulated to socialist 
ideas. The nationalist, too, affirms socialism, and objects only to its Inter- 
nationalism. He wishes to combine Socialism with the ideas of Imperialism 
and the struggie against foreign nations. He is a nationai, not an internationai 
socialist; but he, also, approves of the essential principles of Sociali~m.~ 

The supporters of Socialism therefore are not confined to the Bolshevists 
and their friends outside Russia or to the members of the numerous socialist 
parties: all are socialists who consider the socialistic order of society econom- 
ically and ethically superior to that based on private ownership of the means 
of production, even though they may try for one reason or another to make 
a temporary or permanent compromise between their socialistic ideal and 
the particular interests which they believe themselves to represent. If we 
define Socialism as broadly as this we see that the great majority of people 
are with Socialism today. Those who confess to the principles of Liberalism* 

Foerster points out particularly that the labour movement has attained its real triumph "in the 
hearts of the possessing classes"; through this "the moral force for resistance has been taken 
away from these classes." (Foerster, Christenturn und Klassenkumpf [Zurich, I@], p. 111 ff.) In 
1869 PrinceSmith had noted the fact that the socialist ideas had found supporters among 
employers. He mentions that amongst business men, "however strange this may sound, there 
are some who understand their own activity in the national economy with so little clarity that 
they hold the socialist ideas as more or less founded, and, consequently, have a bad conscience 
really, as if they had to admit to themselves that their profits were actually made at the cost of 
their workmen. This makes them timid and even more muddled. It is very bad. For our economic 
civilization would be seriously threatened if its bearers could not draw, from the feeling of 
complete justification, the courage to defend its foundations with the utmost resolution." (Prince- 
Smith's Gesammelte Schriften [Berlin, 18n], vol. I, p. 362.) Prince-Smith, however, would not have 
known how to discuss the socialist theories critically. 
* The term "liberalism" is used by Mises "in the sense attached to it everywhere in the nineteenth 
centurv and still todav in the countries of continental Eurove. This usaee is imverative because 
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and who see the only possible form of economic society in an order based 27 

on private ownership of the means of production are few indeed. 
One striking fact illustrates the success of socialist ideas: namely, that we 

have grown accustomed to designating as Socialism only that policy which 
aims to enact the socialist programme immediately and completely, while 
we call by other names all the movements directed towards the same goal 
with more moderation and reserve, and even describe these as the enemies 
of Socialism. This can only have come about because few real opponents of 
Socialism are left. Even in England, the home of Liberalism, a nation which 
has grown rich and great through its liberal policy, people no longer know 
what Liberalism really means. The English "Liberals" of today are more or 
less moderate so~ialists.~ In Germany, which never really knew Liberalism 
and which has become impotent and impoverished through its anti-liberal 
policy, people have hardly a conception of what Liberalism may be. 

It is on the complete victory of the socialist idea in the last decades that 
the great power of Russian Bolshevism rests. What makes Bolshevism strong 
is not the Soviets' artillery and machine-guns but the fact that the whole 
world receives its ideas sympathetically. Many socialists consider the Rnl- 
shevists' enterprise premature and look to the future for the triumph of 
Socialism. But no socialist can fail to be stirred by the words with which the 
Third International summons the peoples of the world to make war on 
Capitalism. Over the whole earth is felt the urge towards Bolshevism. Among 
the weak and lukewarm sympathy is mixed with horror and with the ad- 
miration which the courageous believer always awakens in the timid op- 
portunist. But bolder and more consistent people greet without hesitation 
the dawn of a new epoch. 

The starting-point of socialist doctrine is the criticism of the bourgeois 
order of society. We are aware that socialist writers have not been very 

there is simply no other term available to signify the great political and intellectual movement that 
substituted free enterprise and the market economy for the precapitalistic methods of production; 
constitutional representative government for the absolutism of kings or oligarchies; and freedom 
of all individuals from slavery, serfdom, and other forms of bondage." Mises, Human Action: A 
Treatise on Economics, 3rd ed. (Chicago: Regnery, 1966), p, v. (Pub.). 

This is shown clearly in the programme of present-day English Liberals: Britain's lndustrial Future, 
being the Rqort  of the Liberal Industrial Inquiry (London, 1928). 
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successful in this respect. We know that they have misconceived the working 
28 of the economic mechanism, and that they have not understood the function 

of the various institutions of the social order which is based on division of 
labour and on private ownership of the means of production. It has not been 
difficult tn show the mistakes socialistic theorists have made in analysing 
the economic process: critics have succeeded in proving their economic 
doctrines to be gross errors. Yet to ask whether the capitalist order of society 
is more or less defective is hardly a decisive answer to the question whether 
Socialism would be able to provide a better substitute. It is not sufficient to 
have proved that the social order based on private ownership of the means 
of production has faults and that it has not created the best of all possible 
worlds; it is necessary to show further that the socialistic order is better. This 
only a few socialists have tried to prove, and these have done so for the 
most part in a thoroughly unscientific, some even in a frivolous, manner. 
The science of Socialism is rudimentary, and just that kind of Socialism which 
calls itself "Scientific" is not the last to be blamed for this. Marxism has not 
been satisfied to present the coming of Socialism as an inevitable stage of 
sociai evoiution. Had it done oniy this it couid not have exerted that pernicious 
influence on the scientific treatment of the problems of social life which must 
be laid to its charge. Had it done nothing except describe the socialistic order 
of society as the best conceivable form of social life it could never have had 
such injurious consequences. But by means of sophistry it has prevented the 
scientific treatment of sociological problems and has poisoned the intellectual 
atmosphere of the time. 

According to the Marxist conception, one's social condition determines 
one's way of thought. His membership of a social class decides what views 
a writer will express. He is not able to grow out of his class or to free his 
thoughts from the prescriptions of his class interesk4 Thus the possibility 
of a general science which is valid for all men, whatever their class, is 
contested. It was only another step for Dietzgen to proceed to the construction 
of a special proletarian logic.5 But truth lies with the proletarian science only: 
"the ideas of proletarian logic are not party ideas, but the consequences of 

29 logic pure and ~imple."~ Thus Marxism protects itself against all unwelcome 

"Science exists only in the heads of the scientists, and they are products of society. They cannot 
get out of it and beyond it" (Kautsky, Die soziale Rmlution, 3rd ed. [Berlin, i9ii], vol. 2, p. 39). 
Publisher's Note: In English, see The Social Rmlution, trans. J .  B. Askew (London, 1907). 
"etzgen, "Briefe iiber Logik, speziell demokratisch-proletarische Logik," Internationale Bibliothek, 
2d ed. (Stuttgart, 1903). vol. u, p. 112: "Finally logic deserves the epithet 'proletarian' also for 
the reason that to understand it one must have overcome all the prejudices which hold the 
bourgeoisie. " 
Ibid, p. 112. 
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criticism. The enemy is not refuted: enough to unmask him as a bourgeois.' 
Marxism criticizes the achievements of all those who think otherwise by 
representing them as the venal servants of the bourgeoisie. Marx and Engels 
never tried to refute their opponents with argument. They insulted, ridiculed, 
derided, slandered, and traduced them, and in the use of these methods 
their followers are not less expert. Their polemic is directed never against 
the argument of the opponent, but always against his person. Few have been 
able to withstand such tactics. Few indeed have been courageous enough to 
oppose Socialism with that remorseless criticism which it is the duty of the 
scientific thinker to apply to every subject of inquiry. Only thus is to be 
explained the fact that supporters and opponents of Socialism have un- 
questioningly obeyed the prohibition which Marxism has laid on any closer 
discussion of the economic and social conditions of the socialist community. 
Marxism declares on the one hand that the socialization of the means of 
production is the end towards which economic evolution leads with the 
inevitability of a natural law; on the other hand it represents such socialization 
as the aim of its political effort. In this way he expounded the first principle 
A "nAml:o+ ,-...m".4""Gnm The n....n,.en n# 4Ln -..-L:L:G-.. 4- ,4..AT. &L- -..--lA-- 
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of a socialist community, which was justified by a series of threadbare 
arguments, was really intended to prevent the weaknesses of Marxist doc- 
trines from coming clearly to light in discussions regarding the creation of 
a practicable socialist society. A clear exposition of the nature of socialist 
society might have damped the enthusiasm of the masses, who sought in 
Socialism salvation from all earthly ills. The successful suppression of these 
dangerous inquiries, which had brought about the downfall of all earlier 
socialistic theories, was one of Mam's most skillful tactical moves. Only 
because people were not allowed to talk or to think about the nature of the 30 

socialist community was Socialism able to become the dominant political 
movement of the late nineteenth and early twentieth centuries. 

These statements can hardly be illustrated better than by a quotation from 
the writings of Hermann Cohen, one of those who, in the decades imme- 

It is a fine irony of history that even Man suffered this fate. Untermann finds that "even the 
mental life of typical proletarian thinkers of the Marxist school" contains "remains of past epochs 
of thought, if only in rudimentary form. These rudiments will appear all the stronger the more 
the thought stages lived through before the thinker became Marxist were passed in a bourgeois 
or feudal milieu. This was notoriously so with Marx, Engels, Plekhanov, Kautsky, Mehring, and 
other prominent Marxists" (Untermann, Die logischen Mangel des engeren Marxismus [Munich, 19101, 
p. 125). And De Man believes that to understand "the individuality and variety of the theories" 
one would have to consider, besides the thinker's general social background, also his own 
economic and social life-4 "bourgeois" Life . . . "in the case of the college-trained Mam" (De 
Man, Zur Psychdogie des Sozialismus, new ed. [Jena, 19271, p. 17). 
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diately preceding the world war," exerted the strongest influence on German 
thought. "Today," says Cohen, "no want of understanding prevents us from 
recognizing the kernel of the social question and therefore, even if only 
furtively, the necessity of social reform policy, but only the evil, or the not 
sufficiently ggood, will. The unreasonable demand that it siiould unveil the 
picture of the future state for the general view, with which attempts are 
made to embarrass party Socialism, can be explained only by the fact that 
such defective natures exist. The state presupposes law, but these people 
ask what the state would look like rather than what are the ethical require- 
ments of law. By thus reversing the concepts one confuses the ethics of 
Socialism with the poesy of the Utopias. But ethics are not poetry and the 
idea has truth without image. Its image is the reality which is only to arise 
according to its prototype. The socialist idealism can to-day be looked upon 
as a general truth of public consciousness, though as one which is still, 
nevertheless, an open secret. Only the egoism implicit in ideals of naked 
covetousness, which is the true materialism, denies it a faith."The man 
who wrote and thought thus was widely praised as the greatest and most 
daring German thinker of his time, and even opponents of his teaching 
respected him as an intellect. Just for that reason it is necessary to stress that 
Cohen not only accepts without criticism or reserve the demands of Socialism 
and acknowledges the prohibition against attempts to examine conditions 
in the socialist community, but that he represents as a morally inferior being 
anyone who tries to embarrass "party-Socialism" with a demand for light 
upon the problems of socialist economies. That the daring of a thinker whose 
criticism otherwise spares nothing should stop short before a mighty idol of 
his time is a phenomenon which may be observed often enough in the 
history of thought--even Cohen's great exemplar, Kant, is accused of this.9 

31 But that a philosopher should charge with ill-will, defective disposition, and 
naked covetousness not merely all those of a different opinion but all who 
eves touch en a pr~biem dangerous to those in authorit;r--this, fortunate!;., 
is something of which the history of thought can show few examples. 

Anyone who failed to comply unconditionally with this coercion was 
proscribed and outlawed. In this way Socialism was able from year to year 
to win more and more ground without anyone being moved to make a 
fundamental investigation of how it would work. Thus, when one day 

Cohen, Einleitung mit Kritischem Nachtrag zur neunten Auflqe der Geschlchte des Materialismus von 
Friedrich Albert Lunge, 3rd extended ed. (Leipzig, i yq ) ,  p. 115. Also Natorp, Sozialpadagogik, 
4th ed. (Leipzig, 1920), p. 201. 

Anton Menger, Neue Sittenlehre (Jena, lyoj), pp. 45, 62. 
* World War 1 (Pub.). 



Marxian Socialism assumed the reins of power, and sought to put its complete 
programme into practice, it had to recognize that it had no distinct idea of 
what, for decades, it had been trying to achieve. 

A discussion of the problems of the socialist community is therefore of the 
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liberal and socialist policy. Without such a discussion it is not possible to 
understand the situations which have developed since the movement towards 
nationalization and municipalization commenced. Until now economics-- 
with a comprehensible but regrettable onesidedness-has investigated ex- 
clusively the mechanism of a society based on private ownership of the 
means of production. The gap thus created must be filled. 

The question whether society ought to be built up on the basis of private 
ownership of the means of production or on the basis of public ownership 
of the means of production is political. Science cannot decide it; Science 
cannot pronounce a judgment on the relative values of the forms of social 
organization. But Science alone, by examining the effects of institutions, can 
lay the foundations for an understanding of so&ety. Though the man of 
action, the politician, may sometimes pay no attention to the results of this 
examination, the man of thought will never cease to inquire into all things 
accessible to human intelligence. And in the long run thought must determine 
action. 

Alternative Modes of Approach to the Analysis of Social ism 

There are two ways of treating the problems which Socialism sets to 
Science. 

n .e  cdbira! phhs~pher may deal with Smiafism by trying t~ place it in 32 
order among all other cultural phenomena. He inquires into its intellectual 
derivation, he examines its relation to other forms of social life, he looks for 
its hidden sources in the soul of the individual, he tries to understand it as 
a mass phenomena. He examines its effects on religion and philosophy, on 
art and literature. He tries to show the relation in which it stands to the 
natural and mental sciences of the time. He studies it as a style of life, as an 
utterance of the psyche, as an expression of ethical and aesthetic beliefs. This 
is the cultural-historical-psychological way. Ever trodden and retrodden, it 
is the way of a thousand books and essays. 

We must never judge a scientific method in advance. There is only one 
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touchstone for its ability to achieve results: success. It is quite possible that 
the cultural-historical-psychological method will also contribute much to- 
wards a solution of the problems which Socialism has set to Science. That 
its results have been so unsatisfactory is to be ascribed not only to the 
incompetence and political prejudices of those who have undertaken the 
work, but above all to the fact that the sociological-economical treatment of 
the problems must precede the cultural-historical-psychological. For Social- 
ism is a programme for transforming the economic life and constitution of 
society according to a defined ideal. To understand its effects in other fields 
of mental and cultural life one must first have seen clearly its social and 
economic significance. As long as one is still in doubt about this it is unwise 
to risk a cultural-historical-psychological interpretation. One cannot speak 
of the ethics of Socialism before one has cleared up its relation to other moral 
standards. A relevant analysis of its reactions on religion and public life is 
impossible when one has only an obscure conception of its essential reality. 
It is impossible to discuss Socialism at all without having first and foremost 
examined the mechanism of an economic order based on public ownership 
of the means of production. 

This comes out clearly at each of the points at which the cultural-historical- 
psychological method usually starts. Followers of this method regard So- 
cialism as the final consequences of the democratic idea of equality without 
having decided what democracy and equality really mean or in what relation 
they stand to each other, and without having considered whether Socialism 
is essentially or only generally concerned with the idea of equality. Sometimes 
they refer to Socialism as a reaction of the psyche to the spiritual desolation 
created by the rationalism inseparable from Capitalism; sometimes again 

33 they assert that Socialism aims at the highest rationalization of material life, 
a rationalization which Capitalism could never attain.1° Those who engulf 
their cultural and theoretical exposition of Socialism* in a chaos of mysticism 
and incomprehensible phrases need not be discussed here. 

lo Muckle, Das Kulturideal des Sozialismus (Munich, 1918) even expects of socialism that it will bring 
about both "the highest rationalization of economic life" and redemption from the most terrible 
of all barbarisms: capitalist rationalism." 
* Throughout the 19ws, Mises continued to refer to the science of human action as "sociology." 
However, he later came to prefer the term "praxeology," derived from the Greek praxis, meaning 
action, habit or practice. In his "Foreword to Epistemological Problems of Economics (Princeton: Van 
Nostrand, 1960; New York: N W  Press, 1981), he commented on his use of the term "sociology" 
in a 1929 essay included in that volume: ". . . in 1929, I still believed that it was unnecessary to 
introduce a new term to signify the general theoretical science of human action as distinguished 
from the historical studies dealing with human action performed in the past. I thought that it 
would be possible to employ for this purpose the term sociology, which in the opinion of some 
authors was designed to sigrufy such a general theoretical science. Only later did I realize that 
this was not expedient and adopted the term praxeology." (Pub.) 
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The researches of this book are to be directed above all to the sociological 
and economic problems of Socialism. We must treat these before we can 
discuss the cultural and psychological problems. Only on the results of such 
research can we base studies of the culture and psychology of Socialism. 
Sociological and economic research alone can provide a firm foundation for 
those expositions-so much more attractive to the great public-which pre- 
sent a valuation of Socialism in the light of the general aspirations of the 
human race. 
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CHAPTER I 

Ownership 

The Nature of Ownership 

R egarded as a sociological category ownership appears as the power to 37 

use economic goods. An owner is he who disposes of an economic good. 
Thus the sociological and juristic concepts of ownership are different. This, 

of course, is natural, and one can only be surprised that the fact is still 
sometimes overiooked. From the socioiogicai and economic point of view, 
ownership is the having of the goods which the economic aims of men 
require.' This having may be called the natural or original ownership, as it 
is purely a physical relationship of man to the goods, independent of social 
relations between men or of a legal order. The significance of the legal 
concept of property lies just in this-that it differentiates between the physical 
has and the legal should have. The Law recognizes owners and possessors 
who lack this natural having, owners who do not have, but ought to have. 
In the eyes of the Law 'he from whom has been stolen' remains owner, while 
the thief can never acquire ownership. Economically, however, the natural 
having alone is relevant, and the economic significance of the legal should 
have lies only in the support it lends to the acquisition, the maintenance, and 
the regaining of the natural having. 

To the Law ownership is a uniform institution. It makes no difference 
whether goods of the first order or goods of higher order form its subject, 
or whether it deals with durable consumption goods or non-durable con- 
sumption goods. The formalism of the Law, divorced as it is from any 

Balun-Bawerk, Rechte und Verhiiltnisse vom Standpunkte der volkswirtschafllichen Giiterlehre (Inns- 
bruck, 1881), p. 37. Publisher's Note: This has been translated into English by George D. Huncke 
as "Whether Legal Rights and Relationships Are Economic Goods," in Shmter Classics of Biihm- 
Bawerk (South Holland, Ill.: Libertarian Press, 1962), vol. I, pp. 25-138. Passage cited here is on 
page 58 of this edition. 
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economic basis, is clearly expressed in this fact. Of course, the Law cannot 
38 isolate itself completely from economic differences which may be relevant. 

The peculiarity of land as a means of production is, partly, what gives the 
ownership of real property its special position in the Law. Such economic 
differences are expressed, more clearly than In the law nf prnperty itself, in 
relationships which are sociologically equivalent to ownership but juristically 
allied to it only, e.g., in servitudes and, especially, 'n usufruct. But on the 
whole, in Law formal equality covers up material differences. 

Considered economically, ownership is by no means uniform. Ownership 
in consumption goods and ownership in production goods differ in many 
ways, and in both cases, again, we must distinguish between durable goods 
and goods that are used up. 

Goods of the first order, the consumption goods, serve the immediate 
satisfaction of wants. In so far as they are goods that are used up, goods, 
that is, which in their nature can be used but once, and which lose their 
quality as goods when they are used, the significance of ownership lies 
practically in the possibility of consuming them. The owner may also allow 
his goods to spoii unenjoyed or even permit them to be destroyed inten- 
tionally, or he may give them in exchange or give them away. In every case 
he disposes of their use, which cannot be divided. 

The position is a little different with goods of lasting use, those consumption 
goods that can be used more than once. They may serve several people 
successively. Here, again, those are to be regarded as owners in the economic 
sense who are able to employ for their own purposes the uses afforded by 
the goods. In this sense, the owner of a room is he who inhabits it at the 
time in question; the owners of the Matterhorn, as far as it is part of a natural 
park, are those who set foot on it to enjoy the landscape; the owners of a 
picture are those who enjoy looking at it.2 The having of the uses which these 
goods afford is divisible, so that the natural ownership of them is divisible 
also. 

Production goods serve enjoyment only indirectly. They are employed in 
the production of consumption goods. Consumption goods emerge finally 
from the successful combination of production goods and labour. It is the 
ability to serve thus indirectly for the satisfaction of wants which qualifies 
a thing as a production good. To dispose of production goods is to have them 

39 naturally. The having of production goods is of economic significance only 
because and in so far as it leads finally to a having of consumption goods. 

Goods to be used up, which are ripe for consumption, can be had but 

Fetter, The Principles of Economics, 3rd ed .  (New York, 1913), p. 408. 
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once-by the person who consumes them. Goods of lasting use, which are 
ripe for consumption, may be had, in temporal succession, by a number of 
people; but simultaneous use will disturb the enjoyment of others, even 
though this enjoyment is not quite excluded by the nature of the commodity. 
Several people may simultaneously look at a picture, even though the prox- 
imity of others, who perhaps keep him from the most favorable viewpoint, 
may disturb the enjoyment of any individual in the group; but a coat cannot 
be worn simultaneously by two people. In the case of consumption goods 
the having which leads to the satisfaction of wants by the goods cannot be 
further divided than can the uses which arise from the goods. This means 
that with goods to be used up, natural ownership by one individual com- 
pletely excludes ownership by all others, while with durable goods ownership 
is exclusive at least at a given point of time and even in regard to the smallest 
use arising from it. For consumption goods, any economically significant 
relationship other than that of the natural having by individuals is unthinkable. 
As goods to be used up absolutely and as durable goods, at least to the extent 
of the smallest use arising from them, they can be in the natural ownership 
of one person ody.  C?wnership hers is also p?-;-ate ownership, in :he sense 
that it deprives others of the advantages which depend upon the right of 
disposing of the goods. 

For this reason, also, it would be quite absurd to think of removing or 
even of reforming ownership in consumption goods. It is impossible in any 
way to alter the fact that an apple which is enjoyed is used up and that a 
coat is worn out in the wearing. In the natural sense consumption goods 
cannot be the joint property of several or the common property of all. In the 
case of consumption goods, that which one usually calls joint property has 
to be shared before consumption. The joint ownership ceases at the moment 
a commodity is used up or employed. The having of the consumer must be 
exclusive. Joint property can never be more than a basis for the appropriation 
of goods out of a common stock. Each individual partner is owner of that 
part of the total stock which he can use ior himseif.  nether he is aireaciy 
owner legally, or owner only through the division of the stock, or whether 40 

he becomes legal owner at all, and whether or not a formal division of the 
stock precedes consumption-none of these questions is economically ma- 
terial. The fact is that even without division he is owner of his lot. 

Joint property cannot abolish ownership in consumption goods. It can 
only distribute ownership in a way which would not otherwise have existed. 
Joint property restricts itself, like all other reforms which stop short at 
consumption goods, to affecting a different distribution of the existing stock 
of consumption goods. When this stock is exhausted its work is done. It 
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cannot refill the empty storehouses. Only those who direct the disposal of 
production goods and labour can do this. If they are not satisfied with what 
they are offered, the flow of goods which is to replenish stocks ceases. 
Therefore, any attempt to alter the distribution of consumption goods must 
h the last resmt depend ex the pswer to dispose of the means of production. 

The having of production goods, contrary to that of consumption goods, 
can be divided in the natural sense. Under conditions of isolated production 
the conditions of sharing the having of production goods are the same as the 
conditions of sharing consumption goods. Where there is no division of 
labour the having of goods can only be shared if it is possible to share the 
services rendered by them. The having of non-durable production goods 
cannot be shared. The having of durable production goods can be shared 
according to the divisibility of the services they provide. Only one person 
can have a given quantity of grain, but several may have a hammer successively; 
a river may drive more than one water wheel. So far, there is no peculiarity 
about the having of production goods. But in the case of production with 
division of labour there is a two-fold having of such goods. Here in fact the 
having is always two-fold: there is a physical having (direct), and a social 
having (indirect). The physical having is his who holds the commodity phys- 
ically and uses it productively; the social having belongs to him who, unable 
to dispose physically or legally of the commodity, may yet dispose indirectly 
of the effects of its use, i.e. he who can barter or buy its products or the 
services which it provides. In this sense natural ownership in a society which 
divides labour is shared between the producer and those for whose wants 
he produces. The farmer who lives self-sufficiently outside exchange society 
can call his fields, his plough, his draught animals his own, in the sense that 

47 they serve only him. But the farmer whose enterprise is concerned with 
trade, who produces for and buys in the market, is owner of the means of 
production in quite a different sense. He does not control production as the 
self-supporting peasant does. He does not decide the purpose of his pm- 
duction; those for whom he works decide it-the consumers. They, not the 
producer, determine the goal of economic activity. The producer only directs 
production towards the goal set by the consumers. 

But further owners of the means of production are unable in these con- 
ditions to place their physical having directly into the service of production. 
Since all production consists in combining the various means of production, 
some of the owners of such means must convey their natural ownership to 
others, so that the latter may put into operation the combinations of which 
production consists. Owners of capital, land, and labour place these factors 
at the disposal of the entrepreneur, who takes over the immediate direction 
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of production. The entrepreneurs, again, conduct production according to 
the direction set by the consumers, who are no other than the owners of the 
means of production: owners of capital, land, and labour. Of the product, 
however, each factor receives the share to which he is economically entitled, 
according to the value of his productive contribution in the yield. 

In essence, therefore, natural ownership of production goods is quite 
different from natural ownership of consumption goods. To have production 
goods in the economic sense, i.e. to make them serve one's own economic 
purposes, it is not necessary to have them physically in the way that one 
must have consumption goods if one is to use them up or to use them 
lastingly. To drink coffee I do not need to own a coffee plantation in Brazil, 
an ocean steamer, and a coffee roasting plant, though all these means of 
production must be used to bring a cup of coffee to my table. Sufficient that 
others own these means of production and employ them for me. In the 
society which divides labour no one is exclusive owner of the means of 
production, either of the material things or of the personal element, capacity 
to work. All means of production render s e ~ c e s  to everyone who buys or 
sells on the market. Hence if we are disinclined here to speak of ownership 
as shared between consumers and owners of the means of production, we 
should have to regard consumers as the true owners in the natural sense 
and describe those who are considered as the owners in the legal sense as 42 

administrators of other people's propertyS3 This, however, would take us too 
far from the accepted meaning of the words. To avoid misinterpretation it 
is desirable to manage as far as possible without new words and never to 
employ, in an entirely different sense, words habitually accepted as conveying 
a particular idea. Therefore, renouncing any particular terminology, let us 
only stress once more that the essence of the ownership of the means of 

See the verses of Horace: 

Si proprium est quod quis libra mercatus et aere est, 
quaedam, si credis consultis, mancipat usus: 
qui te pascit ager, tuus est; et viiicus Ofbi 
cumsegetes occat tibi mox frumenta daturas, 
te dorninum sentit, das nummos: accipis uvam 
pullos ova, cadum temeti.[2. Epistol., 2, 158-1631 

(If that which one buys with formal purchase is one's own, 
If usage confers title to things, as the lawyers maintain; 
Then the farm which feeds you is yours; and the farmer, 
when he cultivates the Feld which soon will give you grain, feels you are his master. 
You pay your money: you get in return grapes, chickens, eggs, a jar of wine.) 

The attention of economists was first drawn to this passage by Effertz (Arbeit und Boden, new ed. 
[Berlin, 18971, vol. 1, 11, 72, 79). 
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production in a society which divides labour differs from that found where 
the division of labour does not take place; and that it differs essentially from 
the ownership of consumption goods in any economic order. To avoid any 
misunderstanding we will henceforth use the words, 'ownership of the 
means of production' in the generally accepted sense, i.e. to siqify - - the 
imrnediate-power of disposal. 

Violence and Contract 

The physical having of economic goods, which economically considered 
constitutes the essence of natural ownership, can only be conceived as having 
originated through Occupation. Since ownership is not a fact independent 
of the will and action of man, it is impossible to see how it could have begun 
except with the appropriation of ownerless goods. Once begun ownership 
c~ntinues, as !mg as its &ect J dms m t  vanish, unbi either it is giver? iip 
voluntarily or the object passes from the physical having of the owner against 
his will. The first happens when the owner voluntarily gives up his property; 
the latter when he does it involuntarily-4.g. when cattle stray into the 
wilds--or when some other person forcibly takes the property from him. 
All ownership derives from occupation and violence. When we consider 

43 the natural components of goods, apart from the labour components they 
contain, and when we follow the legal title back, we must necessarily arrive 
at a point where this title originated in the appropriation of goods accessible 
to all. Before that we may encounter a forcible expropriation from a prede- 
cessor whose ownership we can in its turn trace to earlier appropriation or 
robbery. That all rights derive from violence, all ownership from appropri- 
ation or robbery, we may freely admit to those who oppose ownership on 
considerations of natural law. But this offers not the slightest proof that the 
abolition of ownership is necessary, advisable, or morally justified. 

Natural ownership need not count upon recognition by the owners' fellow 
men. It is tolerated, in fact, only as long as there is no power to upset it and 
it does not survive the moment when a stronger man seizes it for himself. 
Created by arbitrary force it must always fear a more powerful force. This 
the doctrine of natural law has called the war of all against all. The war ends 
when the actual relation is recognized as one worthy to be maintained. Out 
of violence emerges law. 

The doctrine of natural law has erred in regarding this great change, which 
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lifts man from the state of brutes into human society, as a conscious process; 
as an action, that is, in which man is completely aware of his motives, of his 
aims and how to pursue them. Thus was supposed to have been concluded 
the social contract by which the State and the community, the legal order, 
came into existence. Rationalism could find no other possible explanation 
after it had disposed of the old belief which traced social institutions back 
to divine sources or at least to the enlightenment which came to man through 
divine in~piration.~ Because it led to present conditions, people regarded the 
development of social life as absolutely purposeful and rational; how then 
could this development have come about, except through conscious choice 
in recognition of the fact that it was purposeful and rational? Today we have 
other theories with which to explain the matter. We talk of natural selection 
in the struggle for existence and of the inheritance of acquired characteristics, 
though all this, indeed, brings us no nearer to an understanding of ultimate 
riddles than can the theologian or the rationalist. We can 'explain' the birth 44 

and development of social institutions by saying that they were helpful in 
the struggle for existence, by saying that 'those who accepted and best 
developed the= were better equipped against the dangers ~f fife than these 
who were backward in this respect. To point out how unsatisfactory is such 
an explanation nowadays would be to bring owls* to Athens. The time when 
it satisfied us and when we proposed it as a final solution of all problems 
of being and becoming is long since past. It takes us no further than theology 
or rationalism. This is the point at which the individual sciences merge, at 
which the great problems of philosophy begin--at which all our wisdom 
ends. 

No great insight, indeed, is needed to show that Law and the State cannot 
be traced back to contracts. It is unnecessary to call upon the learned apparatus 
of the historical school to show that no social contract can anywhere be 
established in history. Realistic science was doubtless superior to the Ra- 
tionalism of the seventeenth and eighteenth centuries in the knowledge that 
e m  be gained horn parchmenis and inscripnons, but in socioiogicai insight 
it lagged far behind. For however we may reproach a social philosophy of 
Rationalism we cannot deny that it has done imperishable work in showing 
us the effects of social institutions. To it we owe above all our first knowledge 
of the functional significance of the legal order and of the State. 

Etatistic social philosophy, which cames all these institutions back to the "state," returns to the 
old theological explanation. In it the state assumes the position which the theologians assign tc 
God. 
* In Greek mythology, the owl was the favorite bird, and a frequent companion of, Athena, the 
Goddess of Athens (Pub.). 
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Economic action demands stable conditions. The extensive and lengthy 
process of production is the more successful the greater the periods of time 
to which it is adapted. It demands continuity, and this continuity cannot be 
disturbed without the most serious disadvantages. This means that economic 
actinn requires peace, the e~cIusion of violence. Peace, says the rationalist, 
is the goal and purpose of all legal institutions; but we assert that peace is 
their result, their fun~t ion.~ Law, says the rationalist, has arisen from con- 
tracts; we say that Law is a settlement, and end to strife, an avoidance of 
strife. Violence and Law, War and Peace, are the two poles of social life; but 
its content is economic action. 
All violence is aimed at the property of others. The person-life and 

health-is the object of attack only in so far as it hinders the acquisition of 
property. (Sadistic excesses, bloody deeds which are committed for the sake 

45 of cruelty and nothing else, are exceptional occurrences. To prevent them 
one does not require a whole legal system. Today the doctor, not the judge, 
is regarded as their appropriate antagonist.) Thus it is no accident that it is 
precisely in the defence of property that Law reveals most clearly its character 
of peacemaker. In the two-foid system of protection according to having, in 
the distinction between ownership and possession, is seen most vividly the 
essence of the law as peacemaker-yes, peacemaker at any price. Possession 
is protected even though it is, as the jurists say, no title. Not only honest but 
dishonest possessors, even robbers and thieves, may claim protection for 
their posse~sion.~ 

Some believe that ownership as it shows itself in the distribution of property 
at a given time may be attacked by pointing out that it has sprung illegally 
from arbitrary acquisition and violent robbery. According to this view all 
legal rights are nothing but time-honoured illegality. So, since it conflicts 
with the eternal, immutable idea of justice, the existing legal order must be 
abolished and in its place a new one set which shall conform to that idea of 
justice. It should not be the task of the State "to consider only the condition 
bf possession in which it finds its citizens, without inquiring into the legal 
grounds of acquisition." Rather it is "the mission of the State first to give 
everyone his own, first to put him into his property, and only then to protect 
him in it."' In this case one either postulates an eternally valid idea of justice 
which it is the duty of the State to recognize and realize; or else one finds 
the origin of true Law, quite in the sense of the contract theory, in the social 

- 

J . S .  Mill, Principles of Political Economy, People's ed. (London, 1867), p, I*. 

Dernburg, Pendekten, 6th ed. (Berlin, I-), vol. I, pr. 2, y .  12. 
' Fichte, Der geschlossene Handelsstaat, Herg. v. Medicus (Leipzig, lglo), p. 12. 
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contract, which contract can only arise through the unanimous agreement 
of all individuals who in it divest themselves of a part of their natural rights. 
At the basis of both hypotheses lies the natural law view of the "right that 
is born with us." We must conduct ourselves in accordance with it, says the 
former; by divesting ourselves of it according to the conditions of the contract 
the existing legal system arises, says the latter. As to the source of absolute 
justice, that is explained in different ways. According to one view, it was the 
gift of Providence to Humanity. According to another, Man created it with 
his Reason. But both agree that Man's ability to distinguish between justice 
and injustice is precisely what marks him from the animal; that this is his 
"moral nature." 

Today we can no longer accept these views, for the assumptions with 
which we approach the problem have changed. To us the idea of a human 46 

nature which differs fundamentally from the nature of all other living crea- 
tures seems strange indeed; we no longer think of man as a being who has 
harboured an idea of justice from the beginning. But if, perhaps, we offer 
no answer to the question how Law arose, we must still make it clear that 
it could not have arisen legally. Law cannot have begot itself of itself. Its 
origin lies beyond the legal sphere. In complaining that Law is nothing more 
or less than legalized injustice, one fails to perceive that it could only be 
otherwise if it had existed from the very beginning. If it is supposed to have 
arisen once, then that which at that moment became Law could not have 
been Law before. To demand that Law should have arisen legally is to 
demand the impossible. Whoever does so applies to something standing 
outside the legal order a concept valid only within the order. 

We who only see the effect of Law-which is to make peace-must realize 
that it could not have originated except through a recognition of the existing 
state of affairs, however that has arisen. Attempts to do otherwise would 
have renewed and perpetuated the struggle. Peace can come about only 
when we secure a momentary state of affairs from violent disturbance and 
make every future change depend upon the consent of the person involved. 
This is th; real significance of the protection of existing rights, which con- 
stitutes the kernel of all Law. 

Law did not leap into life as something perfect and complete. For thousands 
of years it has grown and it is still growing. The age of its maturity-the age 
of impregnable peace-may never arrive. In vain have the systematicians of 
Law sought dogmatically to maintain the division between private and public 
Law which doctrine has handed down to us and which in practice they think 
it cannot do without. The failure of these attempts-which indeed has led 
many to abandon the distinction-must not surprise us. The division is not, 
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as a matter of fact, dogmatic; the system of Law is uniform and cannot 
comprehend it. The division is historical, the result of the gradual evolution 
and accomplishment of the idea of Law. The idea of Law is realized at first 
in the sphere in which the maintenance of peace is most urgently needed 
to assure economic continuity-that is, in the relations between individuals. 
Oniy for the further development of the civiiization which rises on this 

47 foundation does the maintenance of peace in a more advanced sphere become 
essential. This purpose is served by Public Law. It does not formally differ 
from Private Law. But it is felt to be something different. This is because 
only later does it attain the development vouchsafed earlier to Private Law. 
In Public Law the protection of existing rights is not yet as strongly developed, 
as it is in Private Law.8 Outwardly the immaturity of Public Law can most 
easily be recognized perhaps in the fact that it has lagged behind Private 
Law in systematization. International Law is still more backward. Intercourse 
between nations still recognizes arbitrary violence as a solution permissible 
under certain conditions whereas, on the remaining ground regulated by 
Public Law, arbitrary violence in the form of revolution stands, even though 
not effectively suppressed, outside the Law. In the domain of Private Law 
this violence is wholly illegal except as an act of defence, when it is permitted 
under exceptional circumstances as a gesture of legal protection. 

The fact that what became Law was formerly unjust or, more precisely 
expressed, legally indifferent, is not a defect of the legal order. Whoever tries 
juristically or morally to justify the legal order may feel it to be such. But to 
establish this fact in no way proves that it is necessary or useful to abolish 
or alter the system of ownership. To endeavour to demonstrate from this 
fact that the demands for the abolition of ownership were legal would be 
absurd. 

3 

The Theo y of Violence and the Theo y of Contract 

It is only slowly and with difficulty that the idea of Law triumphs. Only 
slowly and with difficulty does it rebut the principle of violence. Again and 
again there are reactions; again and again the history of Law has to start 

Liberalism tried to extend the protection of acquired rights by developing the subjective public 
rights and extending legal protection through the law courts. Etatism and socialism, on the 
contrary, try to restrict increasingly the sphere of private law in favor of public law. 
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once more from the beginning. Of the ancient Germans Tacitus relates: 
"Pigrum quin immo et iners videtur sudore adquirere p o d  possis sanguine parare. "9  

(I t  seems feckless, nay more, even slothful, to acquire something by toil and 
sweat which you could grab by the shedding of blood.) It is a far cry from 
this view to the views that dominate modern economic life. 

This contrast of view transcends the problems of ownership, and embraces 48 

our whole attitude to life. It is the contrast between a feudal and a bourgeois 
way of thought. The first expresses itself in romantic poetry, whose beauty 
delights us, though its view of life can carry us away only in passing moments 
and while the impression of the poetry is fresh.1° The second is developed 
in the liberal social philosophy into a great system, in the construction of 
which the finest minds of all ages have collaborated. Its grandeur is reflected 
in classical literature. In Liberalism humanity becomes conscious of the 
powers which guide its development. The darkness which lay over the paths 
of history recedes. Man begins to understand social life and allows it to 
develop consciously. 

The feudal view did not achieve a similarly closed systematization. It was 
impossible to think out, to its logical conclusion, the theory of violence. Try 
to realize completely the principle of violence. even only in thought, and its 
anti-social character is unmasked. It leads to chaos, to the war of all against 
all. No sophistry can evade that. All anti-liberal social theories must neces- 
sarily remiin fr&ments or arrive at the most absurd conclusions. When they 
accuse Liberalism of considering only what is earthly, of neglecting, for the 
petty struggles of daily life, to care for higher things, they are merely picking 
the lock of an open door. For Liberalism has never pretended to be more 
than a philosophy of earthly life. What it teaches is concerned only with 
earthly action and desistance from action. It has never claimed to exhaust 
the Last or Greatest Secret of Man. The anti-liberal teachings promise every- 
thing. They promise happiness and spiritual peace, as if man could be thus 
blessed from without. Only one thing is certain, that under their ideal social 
system the supply of commodities would diminish very cnnlderahly. As to 
the value of what is offered in compensation opinions are at least divided.ll 

The last resort of the critics of the liberal ideal of society is to attempt to 
destroy it with the weapons it itself provides. They seek to prove that it 
serves and wants to serve only the interests of single classes; that the peace, 

Tacitus, Germania, p. 14. 
lo A fine poetic mockery of the romantic longing, "Where thou art not, there is happiness," is 
to be found in the experience of Counselor Knap in Andersen's "The Galoshes of Fortune." 
Publisher's Note: (New York: Doubleday, 1974). 
l1 Wiese, Der Liberalismus in Vergangenheit und Zukunff (Berlin, 1917). pp. 58 ff. 
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for which it seeks, favours only a restricted circle and is harmful to all others. 
Even the social order, achieved in the constitutional modern state, is based 

49 on violence. The free contracts on which it pretends to rest are really, they 
say, only the conditions of a peace dictated by the victors to the vanquished, 
the terms being valid as long; as the power from which they sprang continues, 
and no longe; All ownerihip is founded on violence and maintained by 
violence. The free workers of the liberal society are nothing but the unfree 
of feudal times. The entrepreneur exploits them as a feudal lord exploited 
his serfs, as a planter exploited his slaves. That such and similar objections 
can be made and believed will show how far the understanding of liberal 
theories has decayed. But these objections in no way atone for the absence 
of a systematic theory for the movement against Liberalism. 

The liberal conception of social life has created the economic system based 
on the division of labour. The most obvious expression of the exchange 
economy is the urban settlement, which is only possible in such an economy. 
In the towns the liberal doctrine has been developed into a closed system 
and it is here that it has found most supporters. But the more and the quicker 

1b.L - -A LL- - --- -- LL --- -.-a ~ 1 -  - 
~ ~ C I I L I L  ~ I C W  QILU C I L ~  I I L U I ~  ILLIIILCIUU~ me~efurt: were me immigrants from 
the country into the towns, the stronger became the attacks which Liberalism 
suffered from the principle of violence. Immigrants soon find their place in 
urban life, they soon adopt, externally, town manners and opinions, but for 
a long time they remain foreign to civic thought. One cannot make a social 
philosophy one's own as easily as a new costume. It must be earned+arned 
with the effort of thought. Thus we find, again and again in history, that 
epochs of strongly progressive growth of the liberal world of thought, when 
wealth increases with the development of the division of labour, alternate 
with epochs in which the principle of violence tries to gain supremacy-in 
which wealth decreases because the division of labour decays. The growth 
of the towns and of the town life was too rapid. It was more extensive than 
intensive. The new inhabitants of the towns had become citizens superficially, 
but not in ways of thought. And so with their ascendancy civic sentiment 
declined. On this rock all cultural epochs filled with the bourgeois spirit of 
Liberalism have gone to ruin; on this rock also our own bourgeois culture, 
the most wonderful in history, appears to be going to ruin. More menacing 
than barbarians storming the walls from without are the seeming citizens 
within-those who are citizens in gesture, but not in thought. 

50 Recent generations have witnessed a mighty revival of the principle of 
violence. Modern Imperialism, whose outcome was the World War with all 
its appalling consequences, develops the old ideas of the defenders of the 
principle of violence under a new mask. But of course even Imperialism has 
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not been able to set in opposition to liberal theory a complete system of its 
own. That the theory according to which struggle is the motive power of the 
growth of society should in any way lead to a theory of co-operation is out 
of the question-yet every social theory must be a theory of co-operation. 
The theory of modern Imperialism is characterized by the use of certain 
scientific expressions such as the doctrine of the struggle for existence and 
the concept of the race. With these it was possible to coin a multitude of 
slogans, which have proved themselves effective for propaganda but for 
nothing else. All the ideas paraded by modern Imperialism have long since 
been exploded by Liberalism as false doctrines. 

Perhaps the strongest of the imperialist arguments is an argument which 
derives from a total misconception of the essence of the ownership of the 
means of production in a society dividing labour. It regards as one of its 
most important tasks the provision of the nation with its own coal mines, 
own sources of raw material, own ships, own ports. It is clear that such an 
argument proceeds from the view that natural ownership in these means of 
production is undivided, and that only those benefit from them who have 
them nhvcirauy. If does c ~ f  realize that this x v 4 , r i , e ~  leads !q$;lca!!y to the r J ---- 
socialist doctrine with regard to the character of ownership in the means of 
production. For if it is wrong that Germans do not possess their own German 
cotton plantations, why should it be right that every single German does not 
possess his coal mine, his spinning rriill? Can a German call a Lorraine iron 
ore mine his any more when a German citizen possesses it than when a 
French citizen possesses it? 

So far the imperialist agrees with the socialist in criticism of bourgeois 
ownership. But the socialist has tried to devise a closed system of a future 
social order and this the imperialist could not do. 

4 

Collective Ownership of the Means of Production 

The earliest attempts to reform ownership and property can be accurately 
described as attempts to achieve the greatest possible equality in the distri- 51 

bution of wealth, whether or not they claimed to be guided by considerations 
of social utility or social justice. All should possess a certain minimum, none 
more than a certain maximum. All should possess about the same amount- 
that was, roughly, the aim. The means to this end were always the same. 
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Confiscation of all or part of the property was usually proposed, followed 
by redistribution. A world populated only by self-sufficient agriculturists, 
leaving room for at most a few artisans-that was the ideal society towards 
which one strove. But today we need not concern ourselves with all these 
prnposak: They become impractic&le in an economy dividins labour. A 
railway, a rolling mill, a machine factory cannot be distributed. If these ideas 
had been put into practice centuries or millenniums ago, we should still be 
at the same level of economic development as we were then-unless, of 
course, we had sunk back into a state hardly distinguishable from that of 
brutes. The earth would be able to support but a small fraction of the 
multitudes it nourishes today, and everyone would be much less adequately 
provided for than he is, less adequately even than the poorest member of 
an industrial state. Our whole civilization rests on the fact that men have 
always succeeded in beating off the attack of the re-distributors. But the idea 
of re-distribution enjoys great popularity still, even in industrial countries. 
In those countries where agriculture predominates the doctrine calls itself, 
not quite appropriately, Agrarian Socialism, and is the end-all and be-all of 
social reform movements. It was the main support of the great Russian 
revolution, which against their will temporardy turned the revolutionary 
leaders, born Marxists, into the protagonists of its ideal. It may triumph in 
the rest of the world and in a short time destroy the culture which the effort 
of millenniums has built up. For all this, let us repeat, one single word of 
criticism is superfluous. Opinions on the matter are not divided. It is hardly 
necessary to prove today that it is impossible to found on a "land and 
homestead communism" a social organization capable of suporting the 
hundreds of millions of the white race. 

A new social ideal long ago supplanted the naive fanaticism for equality 
of the distributors, and now not distribution but common ownership is the 
slogan of Socialism. To abolish private property in the means of production, 
to make the means of production the property of the community, that is the 
whole aim of ~ocialism. 

52 In its strongest and purest form the socialistic idea has no longer anything 
in common with the idea of re-distribution. It is equally remote from a 
nebulous conception of common ownership in the means of consumption. 
Its aim is to make possible for everyone an adequate existence. But it is not 
so artless as to believe that this can be achieved by the destruction of the 
social system which divides labour. True, the dislike of the market, which 
characterizes enthusiasts of re-distribution, survives; but Socialism seeks to 
abolish trade otherwise than by abolishing the division of labour and re- 
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turning to the autarky of the self-contained family economy or at least to the 
simpler exchange organization of the self-sufficient agricultural district. 

Such a socialistic idea could not have arisen before private property in the 
means of production had assumed the character which it possesses in the 
society dividing labour. The interrelation of separate productive units must 
first reach the point at which production for external demand is the rule, 
before the idea of common property in the means of production can assume 
a definite form. The socialist ideas could not be quite clear until the liberal 
social philosophy had revealed the character of social production. In this 
sense, but in no other, Socialism may be regarded as a consequence of the 
liberal philosophy. 

Whatever our view of its utility or its practicability, it must be admitted 
that the idea of Socialism is at once grandiose and simple. Even its most 
determined opponents will not be able to deny it a detailed examination. We 
may say, in fact, that it is one of the most ambitious creations of the human 
spirit. The attempt to erect society on a new basis while breaking with all 
traditional forms of social organization, to conceive a new world plan and 
foresee the form which all human affairs must assume in the future-this is 
so magnificent, so daring, that it has rightly aroused the greatest admiration. 
If we wish to save the world from barbarism we have to conquer Socialism, 
but we cannot thrust it carelessly aside. 

Theories of the Evolution of Property 

It is an old trick of political innovators to describe that which they seek to 
realize as Ancient and Natural, as something which has existed from the 53 

beginning and which has been lost only through the misfortune of historical 
development; men, they say, must re- to chis state of things and revive 
the Golden Age. Thus natural law explained the rights which it demanded 
for the individual as inborn, inalienable rights bestowed on him by Nature. 
This was no question of innovation, but of the restoration of the "eternal 
rights which shine above, inextinguishable and indestructible as the stars 
themselves." In the same way the romantic Utopia of common ownership 
as an institution of remote antiquity has arisen. Almost all peoples have 
known this dream. In Ancient Rome it was the legend of the Golden Age 
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of Saturn, described in glowing terms by Virgd, Tibullus, and Ovid, and 
praised by Seneca.12 Those were the carefree, happy days when none had 
private property and all prospered in the bounty of a generous Nature.13 
Modern Socialism, of course, imagines itself beyond such simplicity and 
childishness, but its dreams differ little from those of the Imperial Romans. 

Liberal doctrine had stressed the important part played in the evolution 
of civilization by private property in the means of production. Socialism 
might have contented itself with denying the use of maintaining the insti- 
tution of ownership any longer, without denying at the same time the 
usefulness of this ownership in the past. Marxism indeed does this by 
representing the epochs of simple and of capitalistic production as necessary 
stages in the development of society. But on the other hand it joins with 
other socialist doctrines in condemning with a strong display of moral in- 
dignation all private property that has appeared in the course of history. 
Once upon a time there were good times when private property did not exist; 
good times will come again when private property will not exist. 

In order that such a view might appear plausible the young science of 
Economic History had to provide a foundation of proof. A theory demon- 
strating the antiquity of the common land system was constructed. There 
was a time, it was said, when all land had been the common property of all 
members of the tribe. At first all had used it communally; only later, while 
the common ownership was still maintained, were the fields distributed to 

54 individual members for separate use. But there were new distributions 
continually, at first every year, then at longer intervals of time. Private 
property according to this view was a relatively young institution. How it 
arose was not quite clear. But one had to assume that it had crept in more 
or less as a habit through omission in re-distributions-that is, if one did not 
wish to trace it back to illegaI acquisition. Thus it was seen that to give private 
ownership too much credit in the history of civilization was a mistake. It 
was argued that agriculture had developed under the rule of common own- 
ership with periodic distribuiion. For a man to iiii and sow the fieids one 
needs only to guarantee him the produce of his labour, and for this purpose 
annual possession suffices. We are told that it is false to trace the origin of 
ownership in land to the occupation of ownerless fields. The unoccupied 
land was not for a single moment ownerless. Everywhere, in early times as 
nowadays, man had declared that it belonged to the State or the community; 

-- 

l2 Poehlmann, Geschichte der sozialen Frage und des Sozialismus in der antiken Welt, 2nd ed. (Munich, 
1912), vol. 2, pp. 577 ff. 
l3 "lpsaque tellus omnia liberius nu110 poscente ferebat" (Vergd, Georgica, I ,  127 ff.) ["And the land itself 
provided everything spontaneously with a liberal hand."] 



Evolution of Property 43 

consequently in early times as little as today the seizing of possession could 
not have taken place.14 

From these heights of newly-won historical knowledge it was possible to 
look down with compassionate amusement at the teachings of liberal social 
philosophy. People were convinced that private property had been proved 
an historical-legal category only. It had not existed always, it was nothing 
more than a not particularly desirable outgrowth of culture, and therefore 
it could be abolished. Socialists of all kinds, but especially Marxists, were 
zealous in propagating these ideas. They have brought to the writings of 
their champions a popularity otherwise denied to researches in Economic 
History. 

But more recent researches have disproved the assumption that common 
ownership of the agricultural land was an essential stage with all peoples, 
that it was the primeval form of ownership ("Ureigenturn"). They have 
demonstrated that the Russian Mir arose in modern times under the pressure 
of serfdom and the head-tax, that the Hauberg co-operatives" of the Siegen 
district are not found before the sixteenth century, that the Trier 
Gehoferschaften*" evolved in the thirteenth, perhaps only in the seventeenth 
and eighteenth centuries, and that the South Slav Zadruga came about 
through the introduction of the Byzantine system of taxation.15 The earliest 
German agricultural history has still not been made sufficiently clear; here, 55 

in regard to the important questions, unanimous opinion has not been 
possible. The interpretation of the scanty information given by Caesar and 
Tacitus presents special difficulties. But in trying to understand them one 
must never overlook the fact that the conditions of ancient Germany as 
described by these two writers had this characteristic feature-good arable 
land was so abundant that the question of land ownership was not yet 
economically relevant. "Superest ager," (Arable land abounds.) that is the 
basic fact of German agrarian conditions at the time of Tacitus.16 

In fact, however, it is not necessary to consider the proofs adduced by 
Economic History, which contradict the doctrine of the "Ureigentum," in 
order to see that this doctrine offers no argument against property 
in the means of productio n. Whether or not private property was everywhere 

14 Laveleye, Das Ureigentum, trans. by 'Eiicher from French (Leipzig, 1879). pp. 514 ff. 
l5 Below, Probleme der Wirtschaftsgeschichr,? (Tiibingen, 1920), pp. 13 ff. 
l6 Germania, 26. 
* Hauberg cooperntives were associations of workers in lumbering (Hauberg) and tanning enterprises 
(Pub.). 
&+ ~ribr Gehoferschaften (German) were rural hereditary associations dating from the Middle 
Ages,'set up to cultivate the lands lying outside the manorial freeholds and maintained until 
recently in the vicinity of Trier in southwestern Germany (Pub.). 
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preceded by common property is irrelevant when we are forming a judgment 
as to its historical achievement and its function in the economic constitution 
of the present and the future. Even if one could demonstrate that common 
property was once the basis of land law for all nations and that all private 
property had arisen through illegal acquisition, one would still be far from 
proving that rational agricuiture with intensive cuitivation could have de- 
veloped without private property. Even less permissible would it be to 
conclude from such premises that private property could or should be abol- 
ished. 



CHAPTER 2 

Socialism 

The State and Economic Activity 

I t is the aim of Socialism to transfer the means of production from private 56 

ownership to the ownership of organized society, to the State.' The 
socialistic State owns all material factors of production and thus directs it. 
This transfer need not be carried out with due observance of the formalities 
elaborated for property transfers accnding tn the law set LIP ir. the histmica! 
epoch which is based on private property in the means of production. Still 
less important in such a process of transfer is the traditional terminology of 
Law. Ownership is power of disposal, and when this power of disposal is 
divorced from its traditional name and handed over to a legal institution 
which bears a new name, the old terminology is essentially unimportant in 
the matter. Not the word but the thing must be considered. Limitation of 
the rights of owners as well as formal transference is a means of socialization. 
If the State takes the power of disposal from the owner piecemeal, by 
extending its influence over production; if its power to determine what 
direction production shall take and what kind of production there shall be, 
is increased, then the owner is left at last with nothing except the empty 
name of ownership, and property has passed into the hands of the State. 
P20~!2 ~ f t m  fd t~ perceive the Firidameiita: difference be twen  the liberai 

and the anarchistic idea. Anarchism rejects all coercive social organizations, 
and repudiates coercion as a social technique. It wishes in fact to abolish the 
State and the legal order, because it believes that society could do better 
without them. It does not fear anarchical disorder because it believes that 

The term "Communism" signifies just the same as "Socialism." The use of these two words has 
repeatedly changed during the past decades, but always the question that separated socialists 
from communists was only political tactics. Both aim to socialize the means of production. 
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without compulsion men would unite for social co-operation and would 
behave in the manner that social life demands. Anarchism as such is neither 

57 liberal nor socialistic: it moves on a different plane from either. Whoever 
denies the basic idea of Anarchism, whoever denies that it is or ever will be 
possible to unite men without coercion under a binding legal order for 
peacehi co-operation, d, whether iiberai or socialist, repudiate anarchistic 
ideals. All liberal and socialist theories based on a strict logical connection 
of ideas have constructed their systems with due regard to coercion, utterly 
rejecting Anarchism. Both recognize the necessity of the legal order, though 
for neither is it the same in content and extent. Liberalism does not contest 
the need of a legal order when it restricts the field of State activity, and 
certainly does not regard the State as an evil, or as a necessary evil. Its 
attitude to the problem of ownership and not its dislike of the "person" of 
the State is the characteristic of the liberal view of the problem of the State. 
Since it desires private ownership in the means of production it must, 
logically, reject all that conflicts with this ideal. As for Socialism, as soon as 
it has turned fundamentally from Anarchism, it must necessarily try to extend 
the field controlled by the compulsory order of the State, for its explicit aim 
is to abolish the "anarchy of production." Far from abolishing State and 
compulsion it seeks to extend governmental action to a field which Liberalism 
would leave free. Socialistic writers, especially those who recommend So- 
cialism for ethical reasons, like to say that in a socialistic society public welfare 
would be the foremost aim of the State, whereas Liberalism considers only 
the interests of a particular class. Now one can only judge of the value of a 
social form of organization, liberal or socialistic, when a thorough investi- 
gation has provided a clear picture of what it achieves. But that Socialism 
alone has the public welfare in view can at once be denied. Liberalism 
champions private property in the means of production because it expects 
a higher standard of living from such an economic organization, not because 
it wishes to help the owners. In the liberal economic system more would be 
produced than in the sodaiistic. Tne surplus wouid not benefit only the 
owners. According to Liberalism therefore, to combat the errors of Socialism 
is by no means the particular interest of the rich. It concerns even the poorest, 
who would be injured just as much by Socialism. Whether or not one accepts 
this, to impute a narrow class interest to Liberalism is erroneous. The systems, 
in fact, differ not in their aims but in the means by which they wish to pursue 
them. 



"Fundamental Rights" 

The "FundamentaI Rights" of Socialist Theo y 

The programme of the liberal philosophy of the State was summarized in 
a number of points which were put forward as the demands of natural law. 
These are the Rights of Man and of Citizens, which formed the subject of 
the wars of liberation in the eighteenth and nineteenth centuries. They are 
written in brass in the constitutional laws composed under the influence of 
the political movements of this time. Even supporters of Liberalism might 
well ask themselves whether this is their appropriate place, for in form and 
diction they are not so much legal principles-fit subject matter for a law of 
practical life-as a political programme to be followed in legislation and 
administration. At any rate it is obviously insufficient to include them cer- 
emoniously in the fundamental laws of states and constitutions; their spirit 
must permeate the whole State. Little benefit the citizen of Austria has had 
from the fact that the Fundamental Law of the State gave him the right "to 
- - . - - - - A _ _  1-2- --A:-:-- f---l-- I--- -l -.-I :C-- --.:-r -- - - 2 _ r - - 2 - 1  r - C - . -  express rus up11 uurl rreely vy w ur u, wrlurig, prlrn, ur ylcrurlcll represtmrdrion 
within the legal limits." These legal limits prevented the free expression of 
opinion as much as if that Fundamental Law had never been laid down. 
England has no Fundamental Right of the free expression of opinion; never- 
theless in England speech and press are really free because the spirit which 
expresses itself in the principle of the freedom of thought permeates all 
English legislation. 

In imitation of these political Fundamental Rights some antiliberal writers 
have tried to establish basic economic rights. Here their aim is twofold: on 
the one hand they wish to show the insufficiency of a social order which 
does not guarantee even these alleged natural Rights of Man; on the other 
hand they wish to create a few easily remembered, effective slogans to serve 
as propaganda for their ideas. The view that it might be sufficient to establish 
these basic rights iegaiiy in order to estabfish a sociai order corresponding 
to the ideals they express, is usually far from the minds of their authors. The 
majority indeed, especially in recent years, are convinced that they can get 
what they want only by the socialization of the means of production. The 
economic basic rights were elaborated only to show what requirements a 
social order had to satisfy, a critique rather than a programme. Considered 
from this point of view they give us an insight into what, according to the 59 

opinion of its advocates, Socialism should achieve. 
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According to Anton Menger, Socialism usually assumes three economic 
basic rights-the right to the full produce of labour, the right to existence, 
and the right to work.2 

All production demands the co-operation of the material and personal 
factors of production: it is the purposeful union of land, capital, and labour. 
How much each of these has contributed physically to the result of production 
cannot be ascertained. How much of the value of the product is to be 
attributed to the separate factors is a question which is answered daily and 
hourly by buyers and sellers on the market, though the scientific explanation 
of this process has achieved satisfactory results only in very recent years, 
and these results are still far from final. The formation of market prices for 
alI factors of production attributes to each a weight that corresponds to its 
part in production. Each factor receives in the price the yield of its collabo- 
ration. The labourer receives in wages the full produce of his labour. In the 
light of the subjective theory of value therefore that particular demand of 
Socialism appears quite absurd. But to the layman it is not so. The habit of 
speech with which it is expressed derives from the view that value comes 
from labour alone. Whoever takes this view of value will see in the demand 
for the abolition of private ownership in the means of production a demand 
for the full produce of labour for the labourer. At first it is a negative 
demand--exclusion of all income not based on labour. But as soon as one 
proceeds to construct a system on this principle insurmountable obstacles 
arise, difficulties which are the consequence of the untenable theories of the 
formation of value which have established the principle of the right to the 
full produce of labour. All such systems have been wrecked on this. Their 
authors have had to confess finally that what they wanted was nothing else 
than the abolition of the income of individuals not based on labour, and that 
only socialization of the means of production could achieve this. Of the right 
to the full produce of labour, which had occupied minds for decades, nothing 
remains but the slogan-effective for propaganda, of coursdemanding 
ihai "unearned" non-iabour income shouid be aboiished. 

M) The Right to Existence can be defined in various ways. If one understands 
by this the claim of people, without means and unfit for work and with no 
relation to provide for them, to subsistence, then the Right to Existence is 
a harmless institution which was realized in most communities centuries 
ago. Certainly the manner in which the principle has been carried into 
practice may leave something to be desired, as for reasons that arise from 

Anton Menger, Das Recht auf den vollen Arbeitsertrag in geschichtlicher Darstellung, 4th ed. (Stuttgart 
and Berlin, lglo), p. 6. Publisher's Note: For an English translation, see Right to the Whole Produce 
of Labor, with an introduction by Foxwell, 18qq. 



"Fundamental Rights" 49 

its origin in charitable care of the poor, it gives to the necessitous no title 
recoverable by law. By "Right to Existence," however, the socialists do not 
mean this. Their definition is: "that each member of society may claim that 
the goods and services necessary to the maintenance of his existence shall 
be assigned to him, according to the measure of existing means, before the 
less urgent needs of others are satisfied."3 The vagueness of the concept, 
"maintenance of existence," and the impossibility of recognizing and com- 
paring how urgent are the needs of different persons from any objective 
standpoint, make this finally a demand for the utmost possible equal distri- 
bution of consumption goods. The form which the concept sometimes takes- 
that no one should starve while others have more than enough--expresses 
that intention even more clearly. Plainly, this claim for equality can be 
satisfied, on its negative side, only when all the means of production have 
been socialized and the yield of production is distributed by the State. 
Whether on its positive side it can be satisfied at all is another problem with 
which the advocates of the Right to Existence have scarcely concerned 
themselves. They have argued that Nature herself affords to all men a 
sufficient pxifpnrp and only hecamp of unjust social institutions is the 
provisioning of a great part of humanity insufficient; and that if the rich were 
deprived of all they are allowed to consume over and above what is "nec- 
essary," everyone would be able to live decently. Only under the influence 
of the criticism based on the Malthusian Law of Population4 has socialist 
doctrine been amended. Socialists admit that under non-socialist production 
not enough is produced to supply all in abundance, but argue that Socialism 
would so enormously increase the productivity of labour that it would be 
possible to create an earthly paradise for an unlimited number of persons. 
Even Mam, otherwise so discreet, says that the socialist society would make 61 

the wants of each individual the standard measure of di~tribution.~ 
This much is certain, however: the recognition of the Right to Existence, 

in the sense demanded by the socialist theorists, could be achieved only by 
the sociaiization of the means of production. Anton ~ e n g e r  has, it is true, 
expressed the opinion that private property and the Right to Existence might 
well exist side by side. In this case claims of citizens of the State to what was 

Ed., p. 9 
Malthus, An Essay on the Principle of Population, 5th ed. (London, 1817), vol. 3, pp. 154 ff. 
Marx, Zur Kritik des sozialdemokratischen Parteiprogramms m n  Gotha, ed. Kreibich (Reichenberg, 

1920), p. 17. Publisher's Note: For an English translation of this passage, see Critique of the Gotha 
Programme (New York: International Publishers, 1938), p. lo, or pp. 2-7 of Mam, Capital, the 
Communist Manifesto and Other Writings, ed. and introd. Max Eastman (New York: Random House, 
Modem Library, 1932). The passage referred to here concludes: "From each according to his 
abilities, to each according to needs!" 
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necessary for existence would have to be considered a mortgage on the 
national income, and these claims would have to be met before favoured 
individuals received an unearned income. But even he has to confess that 
were the Right to Existence admitted completely, it would absorb such an 
important part of the unearned income and would strip so much benefit from 
private ownership that all property would soon be collectively owned.6 If 
Menger had seen that the Right to Existence necessarily involved a right to 
the equal distribution of consumption goods, he would not have asserted 
that it was fundamentally compatible with private ownership in the means 
of production. 

The Right to Existence is very closely connected with the Right to Work.' 
The basis of the idea is not so much a Right to Work as a duty. The laws 
which allow the unemployable a sort of claim to maintenance exclude the 
employable from a like favour. He has only a claim to the allotment of work. 
Naturally the socialist writers and with them the older socialist policy have 
a different view of this right. They transform it, more or less clearly, into a 
claim to a task which is agreeable to the inclinations and abilities of the 
w~rker,  and which yields a w2ge sufficient fer his s~bsistence needs. Beneath 
the Right to Work lies the same idea, that engendered the Right to Existence 
the idea that in "natural" conditions-which we are to imagine existing 
before and outside the social order based on private property but which is 
to be restored by a socialist constitution when private property has been 
abolished-very man would be able to procure a sufficient income through 
work. The bourgeois society which has destroyed this satisfactory state of 

62 affairs owes to those thus injured the equivalent of what they have lost. This 
equivalent is supposed to be represented just by the Right to Work. Again 
we see the old illusion of the means of subsistence which Nature is supposed 
to provide irrespective of the historical development of society. But the fact 
is that Nature grants no rights at all, and just because she dispenses only the 
scantiest means of subsistence and because wants are pracfically unlimited, 
man is forced to take economic action. This action begets social collaboration; 
its origin is due to the realization that it heightens productivity and improves 
the standard of living. The notion, borrowed from the most naive theories 
of natural law, that in society the individual is worse off than "in the freer 
primitive state of Nature" and that society must first, so to speak, buy his 

Anton Menger, op. cit., p. lo. 
Ibid., pp. 10 ff. Also Singer-Sieghart, Das Recht auf Arbeit in geschichtlicher Darstellung (Jena, 1895), 
pp. I f f . ;  Mutasoff, Zur Geschichfe des Rechts auf Arbeit mit besonderer Rucksichf auf Charles Fourier 
@ernel 1W), pp. 4 ff- 
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toleration with special rights, is the cornerstone of expositions upon the 
Right to Work as well as upon the Right to Existence. 

Where production is perfectly balanced there is no unemployment. Un- 
employment is a consequence of economic change, and where production 
is unhindered by the interferences of authorities and trade unions, it is 
always only a phenomenon of transition, which the alteration of wage rates 
tends to remove. By means of appropriate institutions, by the extension, for 
example, of labour exchanges, which would evolve out of the economic 
mechanism in the unimpeded market-i.e. where the individual is free to 
choose and to change his profession and the place where he works-the 
duration of separate cases of unemployment could be so much shortened 
that it would no longer be considered a serious evil8 But the demand that 
every citizen should have a right to work in his accustomed profession at a 
wage not inferior to the wage rates of other labour more in demand is utterly 
unsound. The organization of production cannot dispense with a means of 
forcing a change of profession. In the form demanded by the socialist, the 
Right to Work is absolutely impracticable, and this is not only the case in a 
society based on private ownership in the means of production. For even 
the socialist community could not grant the worker the right to be active 
only in his wonted profession; it, also, would need the power to move labour 
to the places where it was most needed. 

The three basic economic rights-whose number incidentally could easily 
be increased-belong to a past epoch of social reform movements. Their 63 

importance today is merely, though effectively, propagandistic. Socialization 
of the means of production has replaced them all. 

Collectivism and Socialism 

- lne contrast between reafism and nominafism whkh runs through the 
history of human thought since Plato and Aristotle is revealed also in social 
philo~ophy.~ The difference between the attitude of Collectivism and Indi- 

a My works: Kritik des Intmentionismus (Jena, iq29), pp. 12 ff.; Die Ursachen dm Wirtschafiskrise 
(Tiibingen, qy), pp. 15 ff. Publisher's Note: These references are now available in English. See 
A Critique of Internentionism, trans. Hans F .  Sennholz (New Rochelle, N.Y.: Arlington House, 
iqn), pp. 26 ff.; "The Causes of the Economic Crisis," in On the Manipulation of Money and Credit, 
trans. Bettina Bien Greaves and ed. Percy L. Greaves, Jr. (Dobbs Ferry, N.Y.: Free Market Books, 
19781, pp. 186 ff. 
Pribram, Die Entstehung der individualistischen Sozialphilosophie (Leipzig, 1912), pp. 3 ff. 
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vidualism to the problem of social associations, is not different from the 
attitude of Universalism and Nominalism to the problem of the concept of 
species. But in the sphere of social science this contrast-to which in phi- 
losophy the attitude towards the idea of God has given a significance which 
extends far beyond the limits of scientific research-has the highest impor- 
tance. The powers which are in existence and which do not want to succumb, 
find in the philosophy of Collectivism weapons for the defence of their rights. 
But even here Nominalism is a restless force seeking always to advance. Just 
as in the sphere of philosophy it dissolves the old concepts of metaphysical 
speculation, so here it breaks up the metaphysics of sociological Collectivism. 

The political misuse of the contrast is clearly visible in the teleological form 
which it assumes in Ethics and Politics. The problem here is stated otherwise 
than in Pure Philosophy. The question is whether the individual or the 
community shall be the purpose.1° This presupposes a contrast between the 
purposes of individuals and those of the social whole, a contrast which only 
the sacrifice of the one in favour of the other can overcome. A quarrel over 
the reality or nominality of the concepts becomes a quarrel over the prece- 
dence ef puqmses. Eere there mises 2 EPW d i f i r ~ h 7  I Fnr C~!!ert;,vicl~?. As 
there are various social collectiva, whose purposes seem to conflict just as 
much as those of the individuals contrast with those of the collectiva, the 

64 conflict of their interests must be fought out. As a matter of fact, practical 
Collectivism does not worry much about this. It feels itself to be only the 
apologist of the ruling classes and serves, as it were, as scientific policeman, 
on all fours with political police, for the protection of those who happen to 
be in power. 

But the individualist social philosophy of the epoch of enlightenment 
disposed of the conflict between Individualism and Collectivism. It is called 
individualistic because its first task was to clear the way for subsequent social 
philosophy by breaking down the ideas of the ruling Collectivism. But it has 
not in any way replaced the shattered idols of Collectivism with a cult of the 
individual. By maicing the doctrine of the harmony of interests the starting 
point of sociological thought, it founded modern social science and showed 
that the conflict of purposes upon which the quarrel turned did not exist in 
reality. For society is only possible on these terms, that the individual finds 
therein a strengthening of his own ego and his own will. 

The collectivist movement of the present day derives its strength not from 
an inner want on the part of modern scientific thought but from the political 

la Thus Dietzel ("Individualismus," Handworterbuch der Staatswissenschaften, 3rd ed., vol. 5, p. 
590) formulates the contrast of the individual principle and the social principle. Similarly Spengler, 
Preussentum und Sozialismus (Munich, 1920), p. 14. 
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will of an epoch which yearns after Romanticism and Mysticism. Spiritual 
movements are revolts of thought against inertia, of the few against the 
many; of those who because they are strong in spirit are strongest alone 
against those who can express themselves only in the mass and the mob, 
and who are significant only because they are numerous. Collectivism is the 
opposite of all this, the weapon of those who wish to kill mind and thought. 
Thus it begets the "New Idol," "the coldest of all cold monsters," the State.ll 
By exalting this mysterious being into a sort of idol, decking it out in the 
extravagance of fantasy with every excellence and purifyingit of all dross,12 
and by expressing a readiness to sacrifice everything on its altar, Collectivism 
seeks consciously to cut every tie that unites sociological with scientific 
thought. This is most clearly discernible in those thinkers who exerted the 
keenest criticism to free scientific thought from all teleological elements, 
whilst in the field of social cognition they not only retained traditional ideas 
and teleological ways of thinking but even, by endeavouring to justify this, 
barred the way by which sociology could have won for itself the liberty of 6s 

thought already achieved by natural science. No god and no ruler of Nature 
lives for Kant's theory of cognition of nature, but history he regard "a the 
execution of a hidden plan of nature in order to bring about a state-constitution 
perfect inwardly-and, for this purpose, outwardly as well-as the only 
condition in which she can develop all her abilities in humanity."13 In the 
words of Kant we can see with especial clearness the fact that modern 
Collectivism has nothing more to do with the old realism of concepts but 
rather, having arisen from political and not from philosophical needs, oc- 
cupies a special position outside science which cannot be shaken by attacks 
based on the theory of cognition. In the second part of his Ideen zu einer 
Philosophie der Geschichte der Menschheit (Ideas to a Philosophy of the History of 
Humanity) Herder violently attacked the critical philosophy of Kant, which 

l1 Nietzsche, "Also Sprach Zarathustra," vol. 6, Werke (Kronersche Klassikerausgabe), p. 69. 
Publisher's Note: In English, see Thus Spake Zarathustra, pp. 103-439 in The Portable Nietzsche, ed. 
Walter Kaufman (New York: V i n g  Press, 1954). Reference here is to No. 11, "On the New Idol." 
IZ "Lr&at ttant conp comme un dtre ideal, on le pare de toutes les qualit& que l'on r h e  et on le dbpouille 
de toutes les faiblesses que l'on hait" ("The state, being conceived as an ideal being, is endowed with 
all the qualities of our dreams and stripped of all those qualities we hate") (P. Leroy-Beaulieu, 
ha  tat moderne et ses fonctions, 3rd ed. [Paris, 19001, p. 11); also, Bamberger, Deutschland und der 
Sozialismus [Leipzig, 18781, pp. 86 ff. 
'"ant, Idee zu einer allgemeinin Geschichte in weltburgerlicher Absict, vol. I, Samtliche Werke, Inse- 
lausgabe (Leipzig, 1912), p. 235. Publisher's Note: In English, "Idea for a Universal History from 
a Cosmopolitan Point of View" (Complete Works, Insel Edition). In On History. Immanuel Kant, 
ed. Lewis White Beck and trans. Lewis White Beck, Robert E. Anchor and Emil L. Fackenheim 
(Indianapolis: Bobbs-Merrill, 1963), p. 21. 
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appeared to him as "Averroic" hypostasization of the general. Anyone who 
sought to maintain that the race, and not the individual, was the subject of 
education and civilization, would be speaking incomprehensibly, "as race 
and species are only general concepts, except in so far as they exist in the 
individual being." Even if one attributed to this general concept all the 
perfections of humanity--culture and highest enlightenment-which an ideal 
concept permits, one would have "said just as little about the true history 
of our race, as I would if, speaking of animality, stoneness, metalness, in 
general, I were to ascribe to them the most glorious, but in single individuals 
self-conflicting, attributes. "I4 In his reply to this Kant completes the divorce 
of ethical-political Collectivism from the philosophical concept-realism. 
"Whoever said that no single horse has horns but the species of horses is 
nevertheless horned would be stating a downright absurdity. For then species 
means nothing more than the characteristic in which all individuals must 
agree. But if the meaning of the expression 'the human species' is-and this 
is generally the case-the whole of a series of generations going into the 
infinite (indefinable), and it is assumed that this series is continuously nearing 
the line of its destiny, which runs aiongside of it, then it is no contradiction 
to say, that in all its parts it is asymptotic to it, yet on the whole meets it- 

66 in other words, that no link of all the generations of the human race but only 
the species attains its destiny completely. Mathematicians can elucidate this. 
The philosopher would say: the destiny of the human race as a whole is 
continuous progress, and the completion of this is a mere idea--but in all 
intention a useful idea--of the aim towards which we, according to the plan 
of Providence, have to direct our exertions."15 Here the teleological character 
of Collectivism is frankly admitted, and there opens up an unbridgeable 
chasm between it and the way of thought of pure cognition. The cognition 
of the hidden intentions of Nature lies beyond all experience and our own 
thought gives us nothing upon which to form a conclusion as to whether it 
exists or what it contains. Such behaviour of individual man and of social 
systems as we are able to observe provides no basis for a hypothesis. No 
logical connection can be forged between experience and that which we shall 
or may suppose. We are to believe-because it cannot be proved-that 

l4 Herder, Meen zu einer Philosophie der Geschichte dm Menschhdt, vol. 13, Samtliche Werke, ed. Suphan 
(Berlin, 1887) pp. 345 ff. 
'5 Kdnt, Rezension zum zweiten Teil von Herders Idem zur Philosophie der Geschichte der Menschheit, vol. 
I, Werke, p. 267. On this, see Cassirer, Freiheit und Form (Berlin, 1916), pp. 504 ff. Publisher's 
Note: In English, "Review on the Second Part of Herder's Ideas for a Philosophy on the History 
of Mankind." In On History. Imrnanuel Kant, ed. Lewis White Beck (Indianapolis: Bobbs-Merrill, 
1963). P. 51. 
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against his will man does that which is ordained by Nature, who knows 
better; that he does what profits the race, not the individual.16 This is not the 
customary technique of science. 

The fact is that Collectivism is not to be explained as a scientific necessity. 
Only the needs of politics can account for it. Therefore it does not stop, as 
conceptual realism stopped, at affirming the real existence of social associ- 
ations-calling them organisms and living beings in the proper sense of the 
words-but idealizes them and makes them Gods. Gierke explains quite 
openly and unequivocally that one must hold fast to the "idea of the real 
unity of the community," because this alone makes possible the demand 
that the individual should stake strength and life for Nation and State.17 
Lessing has said that Collectivism is nothing less than "the cloak of tyranny."18 

If the conflict between the common interests of the whole and the particular 
interests of the individual really existed, men would be quite incapable of 
collaborating in society. The natural intercourse between human beings 
would be the war of all against all. There could be no peace or mutual 
sufferance, but only temporary truce, which lasted no longer than the wear- 67 

iness of one or all the parts made necessary. The individual would, at least 
potentially, be in constant revolt against each and all, in the same way as he 
finds himself in unceasing war with beasts of prey and bacilli. The collective 
view of history, which is thoroughly asocial, cannot therefore conceive that 
social institutions could have arisen in any way except through the inter- 
vention of a "world shaper" of the Platonic Gqpmpyik (one who works for 
the people). This operates in history through its instruments, the heroes, 
who lead resistant man to where it wants him. Thus the will of the individual 
is broken. He who wants to live for himself alone is forced by the represen- 
tatives of God on earth to obey the moral law, which demands that he shall 
sacrifice his well-being in the interests of the Whole and its future devel- 
opment. 

The science of society begins by disposing of this dualism. Perceiving that 
the interests of separate individuals within society are compatible and that 
these individuals and the community are not in cbnflict, it is able to under- 
stand social institutions without calling gods and heroes to its aid. We can 
dispense with the Demiurge, which forces the individual into the Collectivism 
against his will, as soon as we realize that social union gives him more than 
it takes away. Even without assuming a "hidden plan of nature" we can 

l6 Kant, Idee zu einer allgemeinen Geschicte . . . p. 228. Publisher's Note: In English this is page 16 
of Idea for a Universal History . . . as cited above. 
l7 Gierke, Des Wesen d m  menschlichen Verbiinde (Leipzig, 192), pp. 34 ff. 
l8 In "Emst und Falk," Gesprache fiir Freimaurer, vol. 5. Werke (Stuttgart, 1873)) p. 80. 
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understand the development to a more closely-knit form of society when we 
see that every step on this way benefits those who take it, and not only their 
distant great-grandchildren. 

Collectivism had nothing to oppose to the new social theory. Its continually 
reiterated accusation, that this theory does not apprehend the importance 
of the collectiva, especially those of State and Nation, only shows that it has 
not observed how the influence of liberal sociology has changed the setting 
of the problem. Collectivism no longer attempts to construct a complete 
theory of social life; the best it can produce against its opponents is witty 
aphorism, nothing more. In economics as well as in general sociology it has 
proved itself utterly barren. It is no accident that the German mind, dominated 
by the social theories of classical philosophy from Kant to Hegel, for a long 
time produced nothing important in economics, and that those who have 
broken the spell, first Thiinen and Gossen, then the Austrians Carl Menger, 
Bohrn-Bawerk, and Wieser, were free from any influence of the collectivist 
philosophy of the State. 

68 HOW little Collectivism was able to surmount the difficulties in the way of 
amplifying its doctrine is best shown by the manner m which it has treated 
the problem of social will. To refer again and again to the Will of the State, 
to the Will of the People, and to the Convictions of the People is not in any 
way to explain how the collective will of the social associations comes into 
being. As it is not merely different from the will of separate individuals but, 
in decisive points, is quite opposed to the latter, the collective will cannot 
originate as the sum or resultant of individual wills. Every collectivist assumes 
a different source for the collective will, according to his own political, 
religious and national convictions. Fundamentally it is all the same whether 
one interprets it as the supernatural powers of a king or priest or whether 
one views it as the quality of a chosen class or people. Friedrich Wilhelm IV 
and Wilhelm I1 were quite convinced that God had invested them with special 
authority, and this faith doubtless served to stimulate their conscientious 
efforts and the development of their strength. Many contemporaries believed 
alike and were ready to spend their last drop of blood in the service of the 
king sent to them by God. But science is as little able to prove the truth of 
this belief as to prove the truth of a religion. Collectivism is political, not 
scientific. What it teaches are judgments of value. 

Collectivism is generally in favour of the socialization of the means of 
production because this lies nearer to its world philosophy. But there are 
collectivists who advocate private ownership in the means of production 
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because they believe that the well-being of the social whole is better served 
by this system.19 On the other hand, even without being influenced by 
collectivist ideas it is possible to believe that private ownership in the means 
of production is less able than common ownership to accomplish the purposes 
of humanity . 

- 

'Wuth, Soziale und individualistische Auffassung im 18 Jahrhundert, vornehrnlich bei Adam Smith und 
Adam Ferguson (Leipzig, 1go7), p. 6 .  



CHAPTER 3 

The Social Order and the Political Constitution 

The Policy of Violence and the Policy of Contract 

69 T he domination of the principle of violence was naturally not restricted to 
the sphere of property. The spirit which put its trust in might alone, 

which sought the fundamentals of welfare, not in agreement, but in ceaseless 
conflict, permeated the whole of life. All human relations were settled 
according to the "Law of the Stronger," which is reaiiy the negation of Law. 
There was no peace; at best there was a truce. 

Society grows out of the smallest associations. The circle of those who 
combined to keep the peace among themselves was at first very limited. The 
circle widened step by step through millennia, until the community of 
international law and the union of peace extended over the greatest part of 
humanity, excluding the half savage peoples who lived on the lowest plane 
of culture. Within this community the principle of contract was not every- 
where equally powerful. It was most completely recognized in all that was 
concerned with property. It remained weakest in fields where it touched the 
question of political domination. Into the sphere of foreign policy it has so 
far penetrated no further than to limit the principle of violence by setting up 
rules of combat. Apart from the process of arbitration, which is a recent 
development, disputes between states are still, in essentials, decided by 
arms, the most usual of ancient judicial processes; but the deciding combat, 
like the judicial duels of the most ancient laws, must conform to certain rules. 
All the same, it would be false to maintain that in the intercourse of states, 
fear of foreign violence is the one factor that keeps the sword in its sheath.* 
Forces which have been active in the foreign policy of states through millennia 
have set the value of peace above the profit of victorious war. In our time 

AS, for instance, Lasson maintains (Prinzip und Zuktlnff des Volkerrechts, Berlin, 1871). p. 35. 
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even the mightiest war lord cannot isolate himself completely from the 
influence of the legal maxim that wars must have valid reasons. Those who 70 

wage war invariably endeavour to prove that theirs is the just cause and that 
they fight in defence or at least in preventive-defence; this is a solemn 
recognition of the principle of Law and Peace. Every policy which has openly 
confessed to the principle of violence has brought upon itseif a worid- 
coalition, to which it has finally succumbed. 

In the Liberal Social Philosophy the human mind becomes aware of the 
overcoming of the principle of violence by the principle of peace. In this 
philosophy for the first time humanity gives itself an account of its actions. 
It tears away the romantic nimbus with which the exercise of power had 
been surrounded. War, it teaches, is harmful, not only to the conquered but 
to the conqueror. Society has arisen out of the works of peace; the essence 
of society is peacemaking. Peace and not war is the father of all things. Only 
economic action has created the wealth around us; labour, not the profession 
of arms, brings happiness. Peace builds, war destroys. Nations are funda- 
mentally peaceful because they recognize the predominant utility of peace. 
They accept war only in self-defence; wars of aggression they do not desire. 
It is the princes who want war, because thus they hope to get money, goods, 
and power. It is the business of the nations to prevent them from achieving 
their desire by denying them the means necessary for making war. 

The love of peace of the liberal does not spring from philanthropic con- 
siderations, as does the pacifism of Bertha Suttner* and of others of that 
category. It has none of the woebegone spirit which attempts to combat the 
romanticism of blood lust with the sobriety of international congresses. Its 
predilection for peace is not a pastime which is otherwise compatible with 
all possible convictions. It is the social theory of Liberalism. Whoever main- 
tains the solidarity of the economic interests of all nations, and remains 
indifferent to the extent of national territories and national frontiers, whoever 
has so far overcome collectivist notions that such an expression as "Honour 
of the State" scxnds hcomprehemibk te him, that man ;tni nowhere find 
a valid cause for wars of aggression. Liberal pacificism is the offspring of the 
Liberal Social Philosophy. That Liberalism aims at the projection of property 
and that it rejects war are two expressions of one and the same principle.* 

* Bertha Suttner (1843-1914) was an Austrian author, pacifist, and 1905 Nobel Peace Prize recipient 
(Pub.). 

In their efforts to debit capitalism with all evil, the socialists have tried to describe even modem 
imperialism and thus world war as products of capitalism. It is probably unnecessary to deal 
more fully with this theory, put forward for the unthinking masses. But it is not inappropriate 
to recall that Kant represented the facts correctly when he expected the growing influence of 
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The Social Function of Democracy 

In internal politics Liberalism demands the fullest freedom for the expres- 
sion of poiiticai opinion and it demands that the State shaii be constituted 
according to the will of the majority; it demands legislation through repre- 
sentatives of the people, and that the government, which is a committee of 
the people's representatives, shall be bound by the Laws. Liberalism merely 
compromises when it accepts a monarchy. Its ideal remains the republic or 
at least a shadow-principality of the English type. For its highest political 
principle is the self-determination of peoples as of individuals. It is idle to 
discuss whether one should call this political ideal democratic or not. The 
more recent writers are inclined to assume a contrast between Liberalism 
and Democracy. They seem to have no clear conceptions of either; above all, 
their ideas as to the philosophical basis of democratic institutions seem to 
be derived exclusively from the ideas of natural law. 

Now it may well be that the malority of liberal theories have endeavoured 
to recommend democratic institutions on grounds which correspond to the 
theories of natural law with regard to the inalienable right of human beings 
to self-determination. But the reasons which a political movement gives in 
justification of its postulates do not always coincide with the reasons which 
force them to be uttered. It is often easier to act politically than to see clearly 
the ultimate motives of one's actions. The old Liberalism knew that the 
democratic demands rose inevitably from its system of social philosophy. 
But it was not at all clear what position these demands occupied in the 
system. This explains the uncertainty it has always manifested in questions 
of ultimate principle; it also accounts for the measureless exaggeration which 
certain pseudo-democratic demands have enjoyed at the hands of those who 
ultimately claimed the name democrat for themselves alone and who thus 
Ln""-n n,.-4..- ..&-A -.7:&l.. l:L---l" *.+- 2: J - -L -- -- 
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The significance of the democratic form of constitution is not that it rep- 
resents more nearly than any other the natural and inborn rights of man; not 

-- -- 

"money power" would gradually diminish warlike tendencies. "It is the spirit of commerce," he 
says, "which cannot exist side by side with war" (Kant, "Zum ewigen Frieden," vol. 5, Samtliche 
Werke, p. 688); see also Sulzbach, Nationales Gemeinschaftsgefiihl und wirtschaftliches Interesse (Leipzig, 
1929), pp. 80 f f .  Publisher's Note: In English, "Perpetual Peace." In On History. Immanuel Kant, 
ed. Lewis White Beck (Indianapolis: Bobbs-Merrill, 1963), p. 114. 
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that it realizes, better than any other kind of government, the ideas of liberty 
and equality. In the abstract it is as little unworthy of a man to let others 
govern him as it is to let someone else perform any kind of labour for him. 
That the citizen of a developed community feels free and happy in a de- 
mocracy, that he regards it as superior to all other forms of government, and 
that he is prepared to make sacrifices to achieve and maintain it, this, again, 
is not to be explained by the fact that democracy is worthy of love for its 
own sake. The fact is that it performs functions which he is not prepared to 
do without. 

It is usually argued that the essential function of democracy is the selection 
of political leaders. In the democratic system the appointment to at least the 
most important public offices is decided by competition in all the publicity 
of political life, and in this competition, it is believed, the most capable are 
bound to win. But it is difficult to see why democracy should necessarily be 
luckier than autocracy or aristocracy in selecting people for directing the 
state. In nondemocratic states, history shows, political talents have frequently 
won through, and one cannot maintain that democracy always puts the best 
people into office. On this point the enemies and the friends of democracy 
wiii never agree. 

The truth is that the significance of the democratic form of constitution is 
something quite different from all this. Its function is to make peace, to avoid 
violent revolutions. In non-democratic states, too, only a government which 
can count on the backing of public opinion is able to maintain itself in the 
long run. The strength of all governments lies not in weapons but in the 
spirit which puts the weapons at their disposal. Those in power, always 
necessarily a small minority against an enormous majority, can attain and 
maintain power only by making the spirit of the majority pliant to their rule. 
If there is a change, if those on whose support the government depends lose 
the conviction that they must support this particular government, then the 
ground is undermined beneath it and it must sooner or later give way. 
Persons and systems in the government of non-democratic states can be 
changed by violence alone. The system and the individuals that have lost 73 

the support of the people are swept away in the upheaval and a new system 
and other individuals take their place. 

But any violent revolution costs blood and money. Lives are sacrificed, 
and destruction impedes economic activity. Democracy tries to prevent such 
material loss and the accompanying psychical shock by guaranteeing accord 
between the will of the s t a t e a s  expressed through the organs of the state- 
and the will of the majority. This it achieves by making the organs of the 
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state legally dependent on the will of the majority of the moment. In internal 
policy it realizes what pacifism seeks to realize in external p01icy.~ 

That this alone is the decisive function of democracy becomes clearly 
evident when we consider the argument which opponents of the democratic 
principle most frequently adduce against it. The Russian conservative is 
undoubtedly right when he points out that Russian Tsarism and the policy 
of the Tsar was approved by the great mass of the Russian people, so that 
even a democratic state form could not have given Russia a different system 
of government. Russian democrats themselves have had no delusions about 
this. As long as the majority of the Russian people or, better, of that part of 
the people which was politically mature and which had the opportunity to 
intervene in policy-as long as this majority stood behind tsardom, the 
empire did not suffer from the absence of a democratic form of constitution. 
This lack became fatal, however, as soon as a difference arose between public 
opinion and the political system of tsardom. State will and people's will 
could not be adjusted pacifically; a political catastrophe was inevitable. And 
what is true of the Russia of the Tsar is just as true of the Russia of the 
Bolshevists; it is just as true of Prussia, of Germany, and of every other state. 
How disastrous were the effects of the French Revolution, from which France 
has psychically never quite recovered! How enormously England has ben- 
efited from the fact that she has been able to avoid revolution since the 
seventeenth century! 

Thus we see how mistaken it is to regard the terms democratic and 
74 revolutionary as synonymous or even as similar. Democracy is not only not 

revolutionary, but it seeks to extirpate revolution. The cult of revolution, of 
violent overthrow at any price, which is peculiar to Marxism, has nothing 
whatever to do with democracy. Liberalism, recognizing that the attainment 
of the economic aims of man presupposes peace, and seeking therefore to 
eliminate all causes of strife at home or in foreign politics, desires democracy. 
The violence of war and revolutions is always an evil to liberal eyes, an evil 
which cannot always be avoided as long as man lacks democracy. Yet even 
when revolution seems almost inevitable Liberalism tries to save the people 
from violence, hoping that philosophy may so enlighten tyrants that they 
will voluntarily renounce rights which are opposed to social development. 
Schiller speaks with the voice of Liberalism when he makes the Marquis de 

In some sense it is, perhaps, not altogether an accident that the writer who, at the threshold of 
the Renaissance, first raised the democratic demand for legislation by the people-Marsilius of 
Padua-xalled his work Defensor Pack (Atger, Essai sur l'histoire des Doctrines du Contrat Social [Paris, 
19061, p. 75; Scholz, "Marsilius von Padua und die Idee der Demokratie" [Zeitschrift fur Politik, 
I@], vol. I, pp. 66 ff. 
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Posa implore the king for liberty of thought; and the great night of August 
4th, 1789, when the French feudal lords voluntarily renounced their privi- 
leges, and the English Reform Act of 1832, show that these hopes were not 
quite vain. Liberalism has no admiration to spare for the heroic grandiosity 
of Marxism's professional revolutionaries, who stake the lives of thousands 
and destroy values which the labour of decades and centuries has created. 
Here the economic principle holds good: Liberalism wants success at the 
smallest price. 

Democracy is self-government of the people; it is autonomy. But this does 
not mean that all must collaborate equally in legislation and administration. 
Direct democracy can be realized only on the smallest scale. Even small 
parliaments cannot do all their work in plenary assemblies; committees must 
be chosen, and the real work is done by individuals; by the proposers, the 
speakers, the rapporteurs, and above all by the authors of the bills. Here 
then is final proof of the fact that the masses follow the leadership of a few 
men. That men are not all equal, that some are born to lead and some to be 
led is a circumstance which even democratic institutions cannot alter. We 
cannot all be pioneers: most people do not wish to be nor have they the 
necessary strength. The idea that under the purest form of democracy people 
would spend their days in council like the members of a parliament derives 
from the conception we had of the ancient Greek city State at its period of 
decay; but we overlook the fact that such communities were not in fact 
democracies at all, since they excluded from public life the slaves and all 
who did not possess full citizen rights. Where all are to collaborate, the 
"pure" ideal of direct democracy becomes impracticable. To want to see 75 

democracy realized in this impossible form is nothing less than pedantic 
natural law doctrinairianism. To achieve the ends for which democratic 
institutions strive it is only necessary that legislation and administration shall 
be guided according to the will of the popular majority and for this purpose 
indirect democracy is completely satisfactory. The essence of democracy is 
not that everyone makes and administers laws but that lawgivers and rulers 
should be dependent on the people's will in such a way that they may be 
peaceably changed if conflict occurs. 

This defeats many of the arguments, put forward by friends and opponents 
of popular rule, against the possibility of realizing dem~cracy.~  Democracy 
is not less democracy because leaders come forth from the masses to devote 

See, on the one hand, especially the writings of the advocates of the Prussian authoritarian 
state; on the other, above all, the syndicalists (Michels, Zur Soziologie des Parteiwesens in der modernen 
Demokratie, and ed. [Leipzig, i925]), pp. 463 ff. 
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themselves entirely to politics. Like any other profession in the society 
dividing labour, politics demand the entire man; dilettante politicians are of 
no use.5 As long as the professional politician remains dependent on the will 
of the majority, so that he can carry out only that for which he has won over 
the majority, the democratic principle is satisfied. Democracy does not de- 
mand, either that pariiament shaii be a copy, on a reduced scaie, of the sociai 
stratification of the country, consisting, where peasant and industrial la- 
bourers form the bulk of the population, mainly of peasants and industrial 
 labourer^.^ The gentleman of leisure who plays a great role in the English 
parliament, the lawyer and journalist of the parliaments of the Latin countries 
probably represent the people better than the trade union leaders and peas- 
ants who have brought spiritual desolation to the German and Slav parlia- 
ments. If members of the higher social ranks were excluded from parliaments, 
those parliaments and the governments emanating from them could not 

76 represent the will of the people. For in society these higher ranks, the 
composition of which is itself the result of a selection made by public opinion, 
exert on the minds of the people an influence out of all proportion to their 
mere numbers. If one kept them from parliament and public administration 
by describing them to the electors as men unfit to rule, a conflict would have 
arisen between public opinion and the opinion of parliamentary bodies, and 
this would make more difficult, if not impossible, the functioning of dem- 
ocratic institutions. Non-parliamentary influences make themselves felt in 
legislation and administration, for the intellectual power of the excluded 
cannot be stifled by the inferior elements which lead in parliamentary life. 
Parliamentarism suffers from nothing so much as from this; we must seek 
here the reason for its much deplored decline. For democracy is not 
mob rule, and to do justice to its tasks, parliament should include the best 
political minds of the nation. 

Grave injury has been done to the concept of democracy by those who, 
exaggerating the natural law notion of sovereignty, conceived it as limitless 

of tkLe vGlo;it& g&ii&iile igenerz1 Tklere is rno essen~ai &ifereiice 

Max Weber, Politik als Beruf (Munich and Leipzig, 1920), pp. 17 f f .  
The natural-law theories of democracy, which fail to appreciate the essentials of the division of 

labor, cling to the idea of the "representation" of electors by elected. It was not difficult to show 
how artificial was this concept. The member of parliament who makes laws for me and controls 
for me the administration of the postal system, no more "represents" me than the doctor who 
heals me or the cobbler who makes shoes for me. What differentiates him essentially from the 
doctor and the cobbler is not that he fulfills services of a different kind for me but that if I am 
dissatisfied with him I cannot withdraw the care of my affairs from him in the same simple way 
I can dismiss a doctor or a cobbler. To get that influence in government which I have over my 
doctor and shoemaker I want to be an elector. 
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between the unlimited power of the democratic state and the unlimited 
power of the autocrat. The idea that carries away our demagogues and their 
supporters, the idea that the state can do whatever it wishes, and that 
nothing should resist the will of the sovereign people, has done more evil 
perhaps than the caesar-mania of degenerate princelings. Both have the same 
origin in the notion of a state based purely on political might. The legislator 
feels free of all limitations because he understands from the theory of law 
that all law depends on his will. It is a small confusion of ideas, but a 
confusion with profound consequences, when he takes his formal freedom 
to be a material one and believes himself to be above the natural conditions 
of social life. The conflicts which arise out of this misconception show that 
only within the framework of Liberalism does democracy fulfil a social 
function. Democracy without Liberalism is a hollow form. 

The Ideal of Equality 

Political democracy necessarily follows from Liberalism. But it is often said 
that the democratic principle must eventually lead beyond Liberalism. Carried 77 

out strictly, it is said, it will require economic as well as political rights of 
equality. Thus logically Socialism must necessarily evolve out of Liberalism, 
while Liberalism necessarily involves its own destruction. 

The ideal of equality, also, originated as a demand of natural law. It was 
sought to justify it with religious, psychological, and philosophical argu- 
ments; but all these proved to be untenable. The fact is that men are endowed 
differently by nature; thus the demand that all should be equally treated 
cannot rest on any theory that all are equal. The poverty of the natural law 
argument is exposed most clearly when it deals with the principle of equality. 

If we wish to understand this principle we must start with an hi&oric>l 
examination. In modern times, as earlier, it has been appealed to as a means 
of sweeping away the feudal differentiation of individuals' legal rights. So 
long as barriers hinder the development of the individual and of whole 
sections of the people, social life is bound to be disturbed by violent up- 
heavals. People without rights are always a menace to social order. Their 
common interest in removing such barriers unites them; they are prepared 
to resort to violence because by peaceable means they are unable to get what 
they want. Social peace is attained only when one allows all members of 
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society to participate in democratic institutions. And this means equality of 
All before the Law. 

Another consideration too urges upon Liberalism the desirability of such 
equality. Society is best served when the means of production are in the 
possession of those who know how to use them best. The gradation of legal 
rights according to accident of birth keeps production goods from the best 
managers. We all know what role this argument has played in liberal strug- 
gles, above all in the emancipation of the serfs. The soberest reasons of 
expediency recommend equality to Liberalism. Liberalism is fully conscious, 
of course, that equality before the Law can become extremely oppressive for 
the individual under certain circumstances, because what benefits one may 
injure another; the liberal idea of equality is however based on social con- 
siderations, and where these are to be served the susceptibilities of individuals 
must give way. Like all other social institutions, the Law exists for social 
purposes. The individual must bow to it, because his own aims can be served 
only in and with society. 

78 The meaning of legal institutions is misunderstood when they are conceived 
tn be anything more than this, and when they are made the basis of new 
claims which are to be realized at whatever cost to the aim of social collab- 
oration. The equality Liberalism creates is equality before the Law; it has 
never sought any other. From the liberal point of view, therefore, criticism 
which condemns this equality as inadequate-maintaining that true equality 
is full equality of income through equal distribution of commodities-is 
unjustified. 

But it is precisely in this form that the principle of equality is most acclaimed 
by those who expect to gain more than they lose from an equal distribution 
of goods. Here is a fertile field for the demagogue. Whoever stirs up the 
resentment of the poor against the rich can count on securing a big audience. 
Democracy creates the most favourable preliminary conditions for the de- 
velopment of this spirit, which is always and everywhere present, though 
~onceaied.~ So far ail democratic states have foundered on this point. The 
democracy of our own time is hastening towards the same end. 

It is a strange fact that just that idea of equality should be called unsocial 
which considers equality only from the point of view of the interests of 
society as a whole, and which wants to see it achieved only in so far as it 
helps society to attain its social aims; while the view which insists that 

TO this extent one can say with Proudhon: "La dernocratie c'est Z'envie" ("Democracy is envy") 
(Poehlmann, Geschichte der sozialen Frage und des Sozialisrnus in der antiken Welt, vol. I, p. 317, fn. 
4). 
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equality, regardless of the consequences, implies a claim to an equal quota 
of the national income is put forward as the only view inspired by consid- 
eration for society. In the Greek city State of the fourth century the citizen 
considered himself lord of the property of all the subjects of the State and 
he demanded his part imperiously, as a shareholder demands his dividends. 
Referring to the practice of distributing common property and confiscated 
private property, Aeschines made the following comment: "The Athenians 
come out of the Ecclesia not as out of a political assembly but as from the 
meeting of a company in which the surplus profit has been distributed."Vt 
cannot be denied that even to-day the common man is inclined to look on 
the State as a source from which to draw the utmost possible income. 

But the principle of equality in this form by no means follows necessarily 79 

from the democratic idea. It should not be recognized as valid a priori any 
more than any other principle of social life. Before one can judge it, its effects 
must be clearly understood. The fact that it is generally very popular with 
the masses and therefore finds easy recognition in a democratic state neither 
makes it a fundamental principle of democracy nor protects it from the 
scrutiny of the theorist. 

Democracy and Social-Democracy 

The view that democracy and Socialism are inwardly related spread far 
and wide in the decades which preceded the Bolshevist revolution. Many 
came to believe that democracy and Socialism meant the same thing, and 
that democracy without Socialism or Socialism without democracy would not 
be possible. 

This notion sprang principally from a combination of two chains of thought, 
both of which sprang originally from the Hegelian philosophy of history. 
For Hegel world history is "progress in the consciousness of freedom." 
Progress takes place in this way: ". . . the Orientals only knew that one is 
free, the Greek and Roman world that some are free, but we know that all 
men are free as such, that man is free as man."9 There is no doubt that the 
freedom of which Hegel spoke was different from that for which the radical 

Ibid., vol. I, p. 333 
Hegel, Vorlesungen iiber die Philosophie der Weltgeschichte, ed.  Lasson (Leipzig, 1917). vol. I, p. 40. 
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politicians of his day were fighting. Hegel took ideas which were common 
to the political doctrines of the epoch of enlightenment and intellectualized 
them. But the radical young Hegelians read into his words what appealed 
to them. For them it was certain that the evolution to Democracy was a 
necessity in the Hegelian sense of this term. The historians follow suit. 
Gervinus sees "by and large in the history of humanity," as "in the internal 
evolution of the states," "a regular progress . . . from the spiritual and civil 
freedom of the single individual to that of the Several and the Many."l0 

so The materialist conception of history provides the idea of the "liberty of 
the many" with a different content. The Many are the proletarians; they 
must necessarily become socialists because consciousness is determined by 
the social conditions. Thus evolution to democracy and evolution to Socialism 
are one and the same thing. Democracy is the means towards the realization 
of Socialism, but at the same time Socialism is the means towards the 
realization of democracy. The party title, "Social Democracy," most clearly 
expresses this co-ordination of Socialism and democracy. With the name 
democracy the socialist workers' party took over the spiritual inheritance of 
the movements of Younn Europe. All the slogans of the pre-March" radicalism 
are to be found in the Social-~emocratic Party programmes. They recruit, 
for the party, supporters who feel indifferent to or are even repulsed by the 
demands of Socialism. 

The relation of Marxist Socialism to the demand for democracy was de- 
termined by the fact that it was the Socialism of the Germans, the Russians, 
and the smaller nations which lived under the Austro-Hungarian monarchy 
and the empire of the Tsars. Every opposition party in these more or less 
autocratic states had to demand democracy first of all, so as to create the 
conditions that must precede the development of political activity. For the 
Social Democrats this practically excluded democracy from discussion; it 
would never have done to cast a doubt on the democratic ideology pro foro 
externo. 
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double name could not be completely suppressed within the party. People 
began by dividing the problem into two parts. When they spoke of the 
coming socialist paradise they continued to maintain the interdependence 
of the terms and even went a little farther and said that they were ultimately 
one. Since one continued to regard democracy as in itself a good thing, one 
could not--as a faithful socialist awaiting absolute salvation in the paradise- 
to-be-arrive at any other conclusion. There would be something wrong 

lo Gervinus, Einleitung in die Geschichte des neunzehnten Jahrhunderts (Leipzig, 1853)~ p. 13. 
" i.e., German radicalism before the revolution of 1848 (Trans.). 
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with the land of promise if it were not the best imaginable from a political 
point of view. Thus socialist writers did not cease to proclaim that only in 
a socialist society could true democracy exist. What passed for democracy 
in the capitalist states was a caricature designed to cover the machinations 
of exploiters. 

But although it was seen that Socialism and democracy must meet at the 
goal, nobody was quite certain whether they were to take the same road. 81 

People argued over the problem whether the realization of Socialism-and 
therefore, according to the views just discussed, of democracy too-was to 
be attempted through the instrumentality of democracy or whether in the 
struggle one should deviate from the principles of democracy. This was the 
celebrated controversy about the dictatorship of the proletariat; it was the 
subject of academic discussion in Marxist literature up to the time of the 
Bolshevist revolution and has since become a great political problem. 

Like all other differences of opinion which divide Marxists into groups, 
the quarrel arose from the dualism which cuts right through that bundle of 
dogmas called the Marxist system. In Marxism there are always two ways 
at least of looking at anything and everything, and the reconciliation of these 
views is attained only by dialectic artificialities. The commonest device is to 
use, according to the needs of the moment, a word to which more than one 
meaning may be attached. With these words, which at the same time serve 
as political slogans to hypnotize the mass psyche, a cult suggestive of 
fetishism is carried on. The Marxist dialectic is essentially word-fetishism. 
Every article of the faith is embodied in a word fetish whose double or even 
multiple meaning makes it possible to unite incompatible ideas and demands. 
The interpretation of these words, as intentionally ambiguous as the words 
of the Delphic Pythia, eventually brings the different parties to blows, and 
everyone quotes in his favour passages from the writings of Mam and Engels 
to which authoritative importance is attached. 

"Revolutionr1 is one of these words. By "industrial revolution" Marxism 
means the gradual transformation of the pre-capitalist way of production 
into the capitalist. "Revolution" here means the same as "development," 
and the contrast between the terms "evolution'l and "revolution" is almost 
extinguished. Thus the Marxist is able, when it pleases him, to speak of the 
revolutionary spirit as contemptible "pu tschism" ("insurrectionism"). The 
revisionists were quite right when they called many passages in Mam and 
Engels to their support. But when Mam calls the workers' movement a 
revolutionary movement and says that the working class is the only true 
revolutionary class, he is using the term in the sense that suggests barricades 
and street fights. Thus syndicalism is also right when it appeals to Mam. 

Marxism is equally obscure in the use of the word State. According to 
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82 Marxism, the State is merely an instrument of class domination. By acquiring 
political power the proletariat abolishes class conflict and the State ceases to 
exist. "As soon as there is no longer any social class to be kept in suppression, 
and as soon as class domination and the struggle for individual existence 
based on the hitherto existing anarchy of production are removed, along 
with the conflicts and excesses which arise from them, then there will be 
nothing more to repress and nothing that would make necessary a special 
repressive power, a state. The first act in which the State really appears as 
representative of the whole society-the taking possession of the means of 
production in the name of society-is simultaneously its last independent 
act as a state. The intervention of state power in social affairs becomes 
superfluous in one field after another until at last it falls asleep of its own 
accord."12 However obscure or badly thought out may be its view of the 
essence of political organization, this statement is so positive in what it says 
of the proletarian rule that it would seem to leave no room for doubt. But 
it seems much less positive when we remember Marx's assertion that between 
the capitalist and the communist societies must lie a period of revolutionary 
+-,meLrrn=+;rrtr  ;r\ aAA;+;nn tn r*rh;rh thnro r*rill hn a m r r n a r r n n r l i n e  "rrnlii-iral 
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period of transition whose state can be no other than the revolutionary 
dictatorship of the pr~letariat."'~ If we assume, with Lenin, that this period 
is to endure until that "higher phase of communist society" is reached, in 
which "the enslaving subordination of individuals under the division of 
labour has vanished, and with it the contrast of mental and physical work," 
in which "work will have become not only a means to life but itself the first 
necessity of life," then of course we come to a very different conclusion with 
regard to Marxism's attitude to dem~cracy.'~ Obviously the socialist com- 
munity will have no room for democracy for centuries to come. 

Although it occasionally comments on the historical achievements of Lib- 
eralism, Marxism entirely overlooks the importance of liberal ideas. It is at 

lZ Engels, Herrn Duhrings Ilmmulzung d ~ r  Wis_s~nsrhaff, 7th ed (Stuttsart, igm), p. 302. 
Publisher's Note: in English, see Anti-Diihring: Herr Eugen Diihring's Revolution in Science (Moscow: 
Foreign Languages Publishing House, 1954), p. 389. 
l3 Marx, Zur Kritik des sozialdemokratischen Parteiprogramms von Gotha, ed. Kreibich (Reichenberg, 
192o), p. 23. Pubfisher's Note: In English, see Critique of the Gotha Programme, rev. trans. (New 
York: International Publishers, 1938), p. 18, or p. 355 in Capital, the Communist Manifesto and Other 
Writings, ed. and introd. Max Eastman (New York: Random House, Modem Library, 1932), p. 
355. 
'4 Ibid., p. 17; also V. I. Lenin, Staat und Revolution (Berlin, 1918), p. 8q. Publishex's Note: In 
English, see Mam, Critique of the G o t h  Programme, p. 10. or p. 7 in the Eastman anthology; also 
Lenin, "The State and Revolution," in Selected Work in Two Volumes (Moscow: Foreign Languages 
Publishing House, 1952), vol. 2, pt. I, pp. 199325. The reference cited here is p. 290 in this 
English translation. 



Democracy and Social-Democracy 71 

a loss when it comes to deal with the liberal demands for liberty of conscience 
and expression of opinion, for the recognition on principle of every opposition 83 

party and the equal rights of all parties. Wherever it is not in power, Marxism 
claims all the basic liberal rights, for they alone can give it the freedom which 
its propaganda urgently needs. But it can never understand their spirit and 
will never grant them to its opponents when it comes into power itself. In 
this respect it resembles the Churches and other institutions which rest on 
the principle of violence. These, too, exploit the democratic liberties when 
they are fighting their battle, but once in power they deny their adversaries 
such rights. So, plainly, the democracy of Socialism exposes its deceit. "The 
party of the communists," says Bukharin, "demands no sort of liberties for 
the bourgeois enemies of the people. On the contrary." And with remarkable 
cynicism he boasts that the communists, before they were in power, advo- 
cated the liberty of expression of opinion merely because it would have been 
"ridiculous" to demand from the capitalists liberty for the workers' movement 
in any other way than by demanding liberty in general.I5 

Always and everywhere Liberalism demands democracy at once, for it 
believes that the function which it has to fulfil in society permits of no 
postponement. -Without democracy the peaceful development of the state is 
impossible. The demand for democracy is not the result of a policy of 
compromise or of a pandering to relativism in questions of world-philoso- 
phy,l6 for Liberalism asserts the absolute validity of its doctrine. Rather, it 
is the consequence of the Liberal belief that power depends upon a mastery 
over mind alone and that to gain such a mastery only spiritual weapons are 
effective. Even where for an indefinite time to come it may expect to reap 
only disadvantages from democracy, Liberalism still advocates democracy. 
Liberalism believes that it cannot maintain itself against the will of the 
majority; and that in any case the advantages which might accrue from a 
liberal regime maintained artificially and against the feeling of the people 
would be infinitesimal compared to the disturbances that would stay the 
quiet course of state development if the people's will were violated. 

The Social Democrats would certainlyhave continued to juggle with the 84 

catchword democracy, but, by an historical accident, the Bolshevist revolution 
has compelled them prematurely to discard their mask, and to reveal the 
violence which their doctrine implies. 

- - 

l5 Bukharin, Das Programm der Kommunisten (Bolschezuiki) (Zurich, 1918), pp. 24 ff. Publisher's Note: 
For an English translation, see Program of the Communists, Bolshevists, 1918. 
l6 AS is the opinion of Kelsen, "Vom Wesen und Wert der Demokratie," in Archiv f ir  Sozialwis- 
senschaft, vol. 47, p. 84; also Menzel, "Demokratie und Weltanschauug," in Zeitschriftfiir offentliches 
Recht, vol. 2, pp. 701 ff. 







CHAPTER 4 

The Social Order and the Family 

Socialism and the Sexual Problem 

87 P roposals to transform the relations between the sexes have long gone 
hand in hand with plans for the socialization of the means of production. 

Marriage is to disappear along with private property, giving place to an 
arrangement more in harmony with the fundamental facts of sex. When man 
is liberated from the yoke of economic labour, love is to be liberated from 
all the economic trammels which have profaned it. Socialism promises not 
only welfare-wealth for all-but universal happiness in love as well. This 
part of its programme has been the source of much of its popularity. It is 
significant that no other German socialist book was more widely read or 
more effective as propaganda than Bebel's Woman and Socialism, which is 
dedicated above all to the message of free love. 

It is not strange that many should feel the system of regulating sexual 
relations under which we live to be unsatisfactory. This system exerts a far 
reaching influence in diverting those sexual energies, which are at the bottom 
of so much human activity, from their purely sexual aspect to new purposes 
which cultural development has evolved, Great sacrifices have been made 
to build up this system and new sacrifices are always being made. There is 
a process which every individual must pass through in his own life if his 
sexual energies are to cast off the diffuse form they have in childhood and 
take their final mature shape. He must develop the inner vsychic strength 
which impedes the flow of undifferentiated sexual energy and ?ike a dam 
alters its direction. 

A part of the energy with which nature has endowed the sexual instinct 
is in this way turned from sexual to other purposes. Not everyone escapes 
unscathed from the stress and struggle of this change. Many succumb, many 
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become neurotic or insane. Even the man who remains healthy and becomes 
a useful member of society is left with scars which an unfortunate accident ss 
may re-open.' And even though sex should become the source of his greatest 
happiness, it will also be the source of his deepest pain; its passing will tell 
him that age has come, and that he is doomed to go the way of all transient, 
earthly things. Thus sex, which seems ever and again to fool man by giving 
and denying, first making him happy and then plunging him back into 
misery, never lets him sink into inertia. Waking and dreaming man's wishes 
turn upon sex. Those who sought to reform society could not have overlooked 
it. 

This was the more to be expected since many of them were themselves 
neurotics suffering from an unhappy development of the sexual instinct. 
Fourier, for example, suffered from a grave psychosis. The sickness of a man 
whose sexual life is in the greatest disorder is evident in every line of his 
writings; it is a pity that nobody has undertaken to examine his life history 
by the psycho-analytic method. That the crazy absurdities of his books should 
have circulated so widely and won the highest commendation is due entirely 
to the fact that they describe with morbid fantasy the erotic pleasures awaiting 
humanity in the paradise of the "phalanst6re." 

Utopianism presents all its ideals for the future as the reconstruction of a 
Golden Age which humanity has lost through its own fault. In the same 
way it pretends that it is demanding for sexual life only a return to an original 
felicity. The poets of antiquity are no less eloquent in their praises of mar- 
vellous, bygone times of free love than when they speak of the saturnian 
ages when property did not exist.2 Marxism echoes the older Utopians. 

Marxism indeed seeks to combat marriage just as it seeks to justify the 
abolition of private property, by attempting to demonstrate its origin in 
history; just as it looked for reasons for abolishing the State in the fact that 
the State had not existed "from eternity," that societies had lived without 
a vestige of "State and State p ~ w e r . " ~  For the Marxist, historical research is 
merely a means of political agitation. Its use is to furnish him with weapons 
against the hateful bourgeois order of society. The main objection to this 
method is not that it puts forward frivolous, untenable theories without 

' Freud, Drei Abhandlungen zur Sexualtheorie, and ed. (Leipzig and Vienna, igio), pp. 38 ff. Pub- 
lisher's Note: In English, see Freud, "Three Essays on the Theory of Sexuality," in The Standard 
Edition of the Complete Psychological Works of Sigmund Freud (New York: Avon Books, 1965). This 
citation is found on pp. 53 ff. 
* Poehlmann, Geschichte der sozialen Frage und des Sozialismus in der antiken Welt, vol. 2, p. 576. 

Engels, Der Ursprung der Familie, des Privateigentums und des Staates, p. 182. Publisher's Note: In 
English, see Engels, The Origin of the Family, Private Property and the State (New York: International 
Publishers, i y p ) ,  p. 232. 
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89 thoroughly examining the historical material, but that he smuggles an eval- 
uation of this material into an exposition which pretends to be scientific. 
Once upon a time, he says, there was a golden age. Then came one which 
was worse, but supportable. Finally, Capitalism arrived, and with it every 
imaginable evil. Thus Capitalism is damned in advance. It can be granted 
only a single merit, that thanks to the excess of its abominations, the world 
is ripe for salvation by Socialism. 

Man and Woman in the Age of Violence 

Recent ethnographical and historical research has provided a wealth of 
material on which to base a judgment of the history of sexual relations, and 
the new science of psycho-analysis has laid the foundations for a scientific 
thecry ef sexua! life. SG far S G C ~ G ! G ~ J  h2s net bepn te understad the wealth 
of ideas and material available from these sources. It has not been able to 
restate the problems in such a way that they are adjusted to the questions 
that should be its first study today. What it says about exogamy and en- 
dogamy, about promiscuity, not to mention matriarchy and patriarchy, is 
quite out of touch with the theories one is now entitled to put forward. In 
fact, sociological knowledge of the earliest history of marriage and the family 
is so defective that one cannot draw on it for an interpretation of the problems 
which occupy us here. It is on fairly secure ground where it is dealing with 
conditions in historical times but nowhere else. 

Unlimited rule of the male characterizes family relations where the principle 
of violence dominates. Male aggressiveness, which is implicit in the very 
nature of sexual relations, is here carried to the extreme. The man seizes 
possession of the woman and holds this sexual object in the same sense in 
which he has other goods of the outer world. Here woman becomes com- 
pletely a thing. She is stolen and bought; she is given away, sold away, 
ordered away; in short, she is like a slave in the house. During life the man 
is her judge; when he dies she is buried in his grave along with his other 
pos~essions.~ With almost absolute unanimity the older legal sources of 

" Westerrnarck, Geschichte der menschlichen Ehe, trans. Katscher and Grazer, 2nd ed. (Berlin, 1902), 
p. 122; Weinhold, Die deutscken Frauen in dem Mittelalter, 3rd ed. (Vienna, 1897), vol. 2, pp. 9 ff. 
Publisher's Note: The Westermarck book first appeared in English as The History of Human Marriage 
(1891). 
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almost every nation show that this was once the lawful state of affairs. 90 

Historians usually try, especially when dealing with the history of their own 
nations, to soften the painful impression which a description of these con- 
ditions leaves on a modern mind. They point out that practice was milder 
than the letter of the law, that the harshness of the law did not cloud the 
relations between the married couple. For the rest, they get away as quickly 
as possible from a subject which does not seem to fit too we1 into their 
system, by dropping a few remarks about the ancient severity of morals and 
purity of family life.5 But these attempts at justification, to which their 
nationalist point of view and a predilection for the past seduce them, are 
distorted. The conception afforded by the old laws and law books of the 
relations between man and woman is not a theoretical speculation of un- 
worldly dreamers. It is a picture direct from life and reproduces exactly what 
men, and women too, believed of marriage and intercourse between the 
sexes. That a Roman woman who stood in the "manus" of the husband or 
under the guardianship of the clan, or an ancient German woman who 
remained subject to the "munt" all her life, found this relation quite natural 
and just, that they did not revolt against it inwardly, or make any attempt 
to shake off the yoke-this does not prove that a broad chasm had developed 
between law and practice. It only shows that the institution suited the feeling 
of women; and this should not surprise us. The prevailing legal and moral 
views of a time are held not only by those whom they benefit but by those, 
too, who appear to suffer from them. Their domination is expressed in that 
fact-that the people from whom they claim sacrifices also accept them. 
Under the principle of violence, woman is the servant of man. In this she 
too sees her destiny. She shares the attitude to which the New Testament 
has given the most terse expression: 

Neither was the man created for the woman; but the woman for the man.6 

The principle of violence recognizes only the male. He alone possesses 
power, hence he aione has rights. Woman is merely a sexual object. No 
woman is without a lord, be it father or guardian, husband or employer. 91 

Even the prostitutes are not free; they belong to the owner of the brothel. 
The guests make their contracts, not with them, but with him. The vagabond 
woman is free game, whom everyone may use according to his pleasure. 
The right to choose a man herself does not belong to the woman. She is 
given to the husband and taken by him. That she loves him is her duty, 

For example, Weinhold, op .  cit., pp. 7 ff. 
I Cor xi.9. 
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perhaps also her virtue; the sentiment will sharpen the pleasure which a 
man derives from marriage. But the woman is not asked for her opinion. 
The man has the right to repudiate or divorce her; she herself has no such 
right. 

Thus in the age of violence, belief in man's lordship triumphs over all older 
tendencies to evolve equal rights between the sexes. Legend preserves a few 
traces of a time when woman enjoyed a greater sexual freedom-the character 
of Briinhilde, for example-but these are no longer understood. But the 
dominion of man is so great that it has come into conflict with the nature of 
sexual intercourse and for sheer sexual reasons man must, in his own interest, 
eventually weaken this dominion. 

For it is against nature that man should take woman as a will-less thing. 
The sexual act is a mutual give and take, and a merely suffering attitude in 
the woman diminishes man's pleasure. To satisfy himself he must awaken 
her response. The victor who has dragged the slave into his marriage bed, 
the buyer who has traded the daughter from her father must court for that 
which the violation of the resisting woman cannot give. The man who 
,..L..-,.al,. ,,,,,,, +l., ..-1;,:+,A ,,,+,, ,C h:<. 7.7,  -.I,-, ;- nn+ -A ~n..~CL,$,Il 
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the house as he thinks; he must concede a part of his rule to the woman, 
even though he ashamedly conceals this from the world. 

To this is added a second factor. The sexual act gradually becomes an 
extraordinary psychic effort which succeeds only with the assistance of special 
stimuli. This becomes more and more so in proportion as the individual is 
compelled by the principle of violence, which makes all women owned 
women and thus renders more difficult sexual intercourse, to restrain his 
impulses and to control his natural appetites. The sexual act now requires 
a special psychic attitude to the sexual object. This is love, unknown to 
primitive man and to the man of violence, who use every opportunity to 
possess, without selection. The characteristic of love, the overvaluation of 

92 the object, cannot exist when women occupy the position of contempt which 
they occupy under the principle of violence. For under this system she is 
merely a slave, but it is the nature of love to conceive her as a queen. 

Out of this contrast arises the first great conflict in the relations of the 
sexes which we can perceive in the full light of history. Mamage and love 
become contradictory. The forms in which this contrast appears vary, but in 
essence it always remains the same. Love has entered the feelings and 
thoughts of men and women and becomes ever more and more the central 
point of psychic life, giving meaning and charm to existence. But at first it 
has nothing to do with marriage and the relations between husband and 
wife. This inevitably leads to grave conflicts, conflicts which are indeed 
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revealed to us in the epic and lyric poetry of the age of chivalry. These 
conflicts are familiar to us because they are immortalized in imperishable 
works of art and because they are still treated by epigones and by that art 
which takes its themes from such primitive conditions as persist at the present 
day. But we moderns cannot grasp the essence of the conflict. We cannot 
understand what is to prevent a solution which would satisfy all parties, 
why the lovers must remain separated and tied to those they do not love. 
Where love finds love, where man and woman desire nothing except to be 
allowed to remain forever devoted to each other, there, according to our 
view of the matter everything should be quite simple. The kind of poetry 
which deals with no other situation than this can, under the circumstances 
of present day life, do nothing less than bring Hansel and Gretel* into each 
other's arms, a denouement which is no doubt calculated to delight the 
readers of novels, but which is productive of no tragic conflict. 

If, without knowledge of the literature of the age of chivalry, and basing 
our judgment merely on information about the relations of the sexes derived 
from other sources, we tried to picture for ourselves the psychic conflict of 
chivalric gallantry, we should probably imagine a situation in which a man 
is tom between two women: one his wife, to whom is bound the fate of his 
children; the other the lady to whom belongs his heart. Or we should 
delineate the position of a wife neglected by her husband, who loves another. 
Yet nothing would lie farther from an age dominated by the principle of 
violence. The Greek who divided his time between the hetaeras (prostitutes 
or courtesans) and love-boys by no means felt that his relationship with his 
wife was a psychic burden, and she herself did not see in the love given to 93 

the courtesan any encroachment on her own rights. Neither the troubadour 
who devoted himself wholly to the lady of his heart nor his wife who waited 
patiently at home suffered under the conflict between love and marriage. 
Both Ulrich von Lichtenstein*" and his good housewife found the chivalrous 
"Minnedienst" just as it should be. In fact, the conflict in chivalrous love 
was ~f an ahgether different natxe. When the wife granted the u t ~ o s t  
favours to another the rights of the husband were injured. However eagerly 
he himself set out to win the favours of other women, he would not tolerate 
interference in his property rights, he would not hear of anyone possessing 
his woman. This is a conflict based on the principles of violence. The husband 
is offended, not because the love of his wife is directed away from him, but 

* The German edition refers to "Hans und Grete," not Hansel and Gretel, the brother and sister 
in the Grimm fairy tale. Most likely these names were merely like "John and Mary." (Pub.) 
** Ulrich von Lichtenstein, a thirteenth-century poet, caricatured the form of chivalry of a knight's 
homage to his mistress, "Minnedienst," in his Frauendienst (1255). 
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because her body, which he owns, is to belong to others. Where, as so often 
in antiquity and the orient, the love of man sought not the wives of others 
but prostitutes, female slaves, and love-boys, all standing outside society, 
a conflict could not arise. Love forces the conflict only from the side of male 
jealousy, The man alone; as owner of his wife; can claim to possess cnm- 
pletely. The wife has not the same right over her husband. In the essentially 
different judgment bestowed upon the adultery of a man and the adultery 
of a woman and in the different manner in which husband and wife regard 
the adultery of one another,'we see today the remnants of that code, which 
is otherwise already incomprehensible to us. 

Under such circumstances, as long as the principle of violence rules, the 
impulse to love is denied an opportunity to develop. Banished from the 
homely hearth it seeks out all manner of hiding places, where it assumes 
queer forms. Libertinage grows rampant, perversions of the natural instincts 
become more and more common. Conditions are conducive to the spread 
of venereal diseases. Whether syphilis was indigenous to Europe or whether 
it was introduced after the discovery of America is a questionable point. - . -* 
Whatever the truth, we know that it began to ravage Europe iike an epidemic 
about the beginning of the sixteenth century. With the misery it brought, 
the love play of chivalric romanticism was at an end. 

Marriage Under the Influence of the Idea of Contract 

Nowadays only one opinion is expressed about the influence which the 
llec~n~mic'f has exercised on sexual relations; it is said to have been thor- 
oughly bad. The original natural purity of sexual intercourse has, according 
to this view, been tainted by the interference of economic factors. In no field 
of human life has the progress of culture and the increase of wealth had a 
more pernicious effect. Prehistoric men and women paired in purest love; 
in the pre-capitalist age, marriage and family life were simple and natural, 
but Capitalism brought money marriages and mariages des convenances on the 
one hand, prostitution and sexual excesses on the other. More recent historical 
and ethnographic research has demonstrated the fallacy of this argument 
and has given us another view of sexual life in primitive times and of primitive 
races. Modern literature has revealed how far from the realities of rural life 
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was our conception, even only a short while ago, of the simple morals of the 
countryman. But the old prejudices were too deep-rooted to have been 
seriously shaken by this. Besides, socialistic literature, with the assistance 
of its peculiarly impressive rhetoric, sought to popularize the legend by 
giving it a new pathos. Thus today few people do not believe that the modem 
view of marriage as a contract is an insult to the essential spirit of sexual 
union and that it was Capitalism which destroyed the purity of family life. 

For the scientist it is difficult to know what attitude he should take to a 
method of treating such problems which is founded on high-minded senti- 
ments rather than on a discernment of the facts. 

What is Good, Noble, Moral, and Virtuous the scientist as such is not able 
to judge. But he must at least correct the accepted view on one important 
point. The ideal of sexual relations of our age is utterly different from that 
of early times, and no age has come nearer to attaining its ideal than ours. 
The sexual relations of the good old times seem thoroughly unsatisfactory 
when measured by this, our, ideal; therefore, this ideal must have arisen 
from just that evolution which is condemned by the current theory as being 
responsible for the fact that we have failed to attain our ideal completely. 
Hence it is clear that the prevailing doctrine does not represent the facts; 
that, indeed, it turns the facts upside down and is entirely valueless in an 95 

attempt to understand the problem. 
Where the principle of violence dominates, polygamy is universal. Each 

man has as many wives as he can defend. Wives are a form of property, of 
which it is always better to have more than few. A man endeavours to own 
more wives, just as he endeavours to own more slaves or cows; his moral 
attitude is the same, in fact, for slaves, cows, and wives. He demands fidelity 
from his wife; he alone may dispose of her labour and her body, himself 
remaining free of any ties whatever. Fidelity in the male implies m~nogamy .~  
A more powerful lord has the right to dispose also of the wives of his 
 subject^.^ The much discussed Jus Primae Noctis was an echo of these 
cnnditinns, nf which a find development was the infexeurse between f&er- 
in-law and daughter-in-law in the "joint-family" of the Southern Slavs. 

Moral reformers did not abolish polygamy, neither did the Church at first 
combat it. For centuries Christianity raised no objections to the polygamy of 
the barbarian kings. Charlemagne kept many  concubine^.^ By its nature 
polygamy was never an institution for the poor man; the wealthy and the 

' Weinhold, op. cit., 1st ed. (Vienna, 1851), pp. 292 ff. 
Westermarck, op. cit., pp. 74 ff.; Weinhold, op. cit., 3rd ed. (Vienna), vol. I, p. 273. 
Schroder, Lehrbuch der deutschen Rechtsgeschichte, 3rd ed. (Leipzig, 1898), pp. 70, 110; Weinhold, 

op. cit., vol. 2, pp. 12 ff. 
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aristocratic could alone enjoy it.lo But with the latter it became increasingly 
complex according to the extent to which women entered marriage as heir- 
esses and owners, were provided with rich dowries, and were endowed with 
greater rights in disposing of the dowry. Thus monogamy has been gradually 
enfnrced by the wife who brings her E.rrsbancl wealth and by her relatives- 
a direct manifestation of the way in which capitalist thought and calculation 
has penetrated the family. In order to protect legally the property of wives 
and their children a sharp line is drawn between legitimate and illegitimate 
connection and succession. The relation of husband and wife is acknowledged 
as a contract.ll 

As the idea of contract enters the Law of Marriage, it breaks the rule of 
the male, and makes the wife a partner with equal rights. From a one-sided 
relationship resting on force, marriage thus becomes a mutual agreement; 

96 the servant becomes the married wife entitled to demand from the man all 
that he is entitled to ask from her. Step by step she wins the position in the 
home which she holds today. Nowadays the position of the woman differs 
from the position of the man only in so far as their peculiar ways of earning 
a iiving differ. The remnants of man's priviieges have iittk importance. They 
are privileges of honour. The wife, for instance, still bears her husband's 
name. 

This evolution of marriage has taken place by way of the law relating to 
the property of married persons. Woman's position in marriage was improved 
as the principle of violence was thrust back, and as the idea of contract 
advanced in other fields of the Law of Property it necessarily transformed 
the property relations between the married couple. The wife was freed from 
the power of her husband for the first time when she gained legal rights 
over the wealth which she brought into marriage and which she acquired 
during marriage, and when that which her husband customarily gave her 
was transformed into allowances enforceable by law. 

Thus marriage, as we know it, has come into existence entirely as a result 
of the contractual idea penetrating into this sphere of life. All our cherished 
ideals of marriage have grown out of this idea. That marriage unites one 
man and one woman, that it can be entered into only with the free will of 
both parties, that it imposes a duty of mutual fidelity, that a man's violations 
of the marriage vows are to be judged no differently from a woman's, that 
the rights of husband and wife are essentially the same-these principles 

lo Tacitus, Germania, c. 17. 
l1 Marianne Weber, Ehefrau und Mutter in der Rechtsentwicklung (Tiibingen, 1go7), pp. 53 ff. ,  217 
ff. 
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develop from the contractual attitude to the problem of marital life. No people 
can boast that their ancestors thought of marriage as we think of it today. 
Science cannot judge whether morals were once more severe than they are 
now. We can establish only that our views of what marriage should be are 
different from the views of past generations and that their ideal of marriage 
seems immoral in our eyes. 

When panegyrists of the good old moraIity execrate the institution of 
divorce and separation they are probably right in asserting that no such 
things existed formerly. The right to cast off his wife which man once 
possessed in no way resembles the modern law of divorce. Nothing illustrates 
more clearly the great change of attitude than the contrast between these 
two institutions. And when the Church takes the lead in the struggle against 
divorce, it is well to remember that the existence of the modern marriage 
ideal of monogamy-of husband and wife with equal rights-in the defence 97 

of which the Church wishes to intervene, is the result of capitalist, and not 
ecclesiastical, development. 

The Problems of Married Life 

In the modern contractual marriage, which takes place at the desire of 
husband and wife, marriage and love are united. Marriage appears morally 
justified only when it is concluded for love; without love between the bridal 
couple it seems improper. We find strange those royal weddings which are 
arranged at a distance, and in which, as in most of the thinking and acting 
of the ruling Houses, the age of violence is echoed. The fact that they find 
it necessary to represent these marriages to the public as love marriages 
3hOtt'3 that eveii famifies have been &Ie to escape the "uoiirgeois 
marriage ideal. 

The conflicts of modern married life spring first of all from the necessarily 
limited duration of passion in a contract concluded for life. "Die Leidenschaft 
flieht, die Liebe muss bleiben" ("Passion flies, love must remain"), says Schiller, 
the poet of bourgeois married life. In most marriages blessed with children, 
married love fades slowly and unnoticeably; in its place develops a friendly 
affection which for a long time is interrupted ever and again by a brief 
flickering of the old love; living together becomes habitual, and in the 
children, in whose development they relive their youth, the parents find 
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consolation for the renunciation they have been forced to make as old age 
deprives them of their strength. 

But this is not so for all. There are many ways by which man may reconcile 
himself to the transience of the earthly pilgrimage. To the believer, religion 
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the fabric of eternal life, it assigns to him a place in the imperishable plan 
of a world creator, and places him beyond time and space, old age and death, 
high in the celestial pastures. Others find satisfaction in philosophy. They 
refuse to believe in a beneficent providence, the idea of which conflicts with 
experience; they disdain the easy solace to be derived from an arbitrary 
structure of fantasies, from an imaginary scheme designed to create the 

98 illusion of a world order different from the order they are forced to recognize 
around them. But the great mass of men takes another way. Dully and 
apathetically they succumb to everyday life; they never think beyond the 
moment, but become slaves of habit and the passions. Between these, 
however, is a fourth group, consisting of men who do not know where or 
how to find peace. Such people can no longer believe because they have 
eaten of the tree of knowledge; they cannot smother their rebellious hearts 
in apathy; they are too restless and too unbalanced to make the philosophic 
adjustment to realities. At any price they want to win and hold happiness. 
With all their might they strain at the bars which imprison their instincts. 
They will not acquiesce. They want the impossible, seeking happiness not 
in the striving but in the fulfillment, not in the battle but in victory. 

Such natures cannot tolerate marriage when the wild fire of the first love 
has begun to die. They make the highest demands upon love itself and they 
exaggerate the overvaluation of the sexual object. Thus they are doomed, if 
only for physiological reasons, to experience sooner than more moderate 
people disappointment in the intimate life of marriage. And this disappoint- 
ment can easily change to revulsion. Love turns to hate. Life with the once 
belnved hernmec a t~rmenf. He w h  ramnt mntent hime!f, whn is r,?~williw e 

to moderate the illusions with which he entered a marriage of love, who 
does not learn to transfer to his children, in sublimated form, those desires 
which marriage can no longer satisfy-that man is not made for marriage. 
He will break away from the bonds with new projects of happiness in love, 
again and again repeating the old experience. 

But all this has nothing to do with social conditions. These marriages are 
not wrecked because the married couple live in the capitalist order of society 
and because the means of production are privately owned. The disease 
germinates not without, but within; it grows out of the natural disposition 
of the parties concerned. It is fallacious to argue that because such conflicts 
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were lacking in precapitalist society, wedlock must then have provided what 
is deficient in these sick marriages. The truth is that love and marriage were 
separate and people did not expect marriage to give them lasting and un- 
clouded happiness. Only when the idea of contract and consent has been 
imposed on marriage does the wedded couple demand that their union shall 
satisfy desire permanently. This is a demand which love cannot possibly 
meet. The happiness of love is in the contest for the favours of the loved one 99 

and in fulfillment of the longing to be united with her. We need not discuss 
whether such happiness can endure when physiological satisfaction is de- 
nied. But we know for certain that desire gratified, cools sooner or later and 
that endeavours to make permanent the fugitive hours of romance would 
be vain. We cannot blame marriage because it is unable to change our earthly 
life into an infinite series of ecstatic moments, all radiant with the pleasures 
of love. We should be equally wrong to blame the social environment. 

The conflicts that social conditions cause in married life are of minor 
importance. It would be wrong to assume that loveless marriages made for 
the dowry of the wife or the wealth of the husband, or that marriages made 
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question as the frequency with which literature treats of them would suggest. 
There is always an easy way out if people will only look for it. 

As a social institution marriage is an adjustment of the individual to the 
social order by which a certain field of activity, with all its tasks and require- 
ments, is assigned to him. Exceptional natures, whose abilities lift them far 
above the average, cannot support the coercion which such an adjustment 
to the way of life of the masses must involve. The man who feels within 
himself the urge to devise and achieve great things, who is prepared to 
sacrifice his life rather than be false to his mission, will not stifle his urge for 
the sake of a wife and children. In the life of a genius, however loving, the 
woman and whatever goes with her occupy a small place. We do not speak 
here of those great men in whom sex was completely sublimated and turned 
into other channels-Kant, for exampie-or of those whose fiery spirit, 
insatiable in the pursuit of love, could not acquiesce in the inevitable dis- 
appointments of married life and hurried with restless urge from one passion 
to another. Even the man of genius whose married life seems to take a 
normal course, whose attitude to sex does not differ from that of other 
people, cannot in the long run feel himself bound by marriage without 
violating his own self. Genius does not allow itself to be hindered by any 
consideration for the comfort of its fellows-even of those closest to it. The 
ties of marriage become intolerable bonds which the genius tries to cast off 
or at least to loosen so as to be able to move freely. The married couple must 

George Reisman
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loo walk side by side amid the rank and file of humanity. Whoever wishes to 
go his own way must break away from it. Rarely indeed is he granted the 
happiness of finding a woman willing and able to go with him on his solitary 
path. 

A l l  +hi, T M D ~  r a rnmni70A  Inng age. The masses had accepted it se comp!etel~~ 
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that anyone who betrayed his wife felt himself entitled to justify his action 
in these terms. But the genius is rare and a social institution does not become 
impossible merely because one or two exceptional men are unable to adjust 
themselves to it. No danger threatened marriage from this side. 

The attacks launched against it by the Feminism of the Nineteenth Century 
seemed much more serious. Its spokesmen claimed that marriage forced 
women to sacrifice personality. It gave man space enough to develop his 
abilities, but to woman it denied all freedom. This was imputed to the 
unchangeable nature of marriage, which harnesses husband and wife to- 
gether and thus debases the weaker woman to be the servant of the man. 
No reform could alter this; abolition of the whole institution alone could 
remedy the evil. Women must fight for liberation from this yoke, not only 
that she might be free to satisfy her sexual desires but so as to develop her 
individuality. Loose relations which gave freedom to both parties must 
replace marriage. 

The radical wing of Feminism, which holds firmly to this standpoint, 
overlooks the fact that the expansion of woman's powers and abilities is 
inhibited not by marriage, not by being bound to man, children, and house- 
hold, but by the more absorbing form in which the sexual function affects 
the female body. Pregnancy and the nursing of children claim the best years 
of a woman's life, the years in which a man may spend his energies in great 
achievements. One may believe that the unequal distribution of the burden 
of reproduction is an injustice of nature, or that it is unworthy of woman to 
be child-bearer and nurse, but to believe this does not alter the fact. It may 
he that a wnman is able tn rhnnse between rennuncing either the mnst 
profound womanly joy, the joy of motherhood, or the more masculine 
development of her personality in action and endeavour. It may be that she 
has no such choice. It may be that in suppressing her urge towards moth- 
erhood she does herself an injury that reacts through all other functions of 
her being. But whatever the truth about this, the fact remains that when she 
becomes a mother, with or without marriage, she is prevented from leading 

101 her life as freely and independently as man. Extraordinarily gifted women 
may achieve fine things in spite of motherhood; but because the functions 
of sex have the first claim upon woman, genius and the greatest achievements 
have been denied her. 
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So far as Feminism seeks to adjust the legal position of woman to that of 
man, so far as it seeks to offer her legal and economic freedom to develop 
and act in accordance with her inclinations, desires, and economic circum- 
stances-so far it is nothing more than a branch of the great liberal movement, 
which advocates peaceful and free evolution. When, going beyond this, it 
attacks the institutions of social life under the impression that it will thus be 
able to remove the natural barriers, it is a spiritual child of Socialism. For it 
is a characteristic of Socialism to discover in social institutions the origin of 
unalterable facts of nature, and to endeavour, by reforming these institutions, 
to reform nature. 

Free Love 

Free love is the socialist's radical solution for sexual problems. The socialistic 
society abolishes the economic dependence of woman which results from 
the fact that woman is dependent on the income of her husband. Man and 
woman have the same economic rights and the same duties, as far as 
motherhood does not demand special consideration for the woman. Public 
funds provide for the maintenance and education of the children, which are 
no longer the affairs of the parents but of society. Thus the relations between 
the sexes are no longer influenced by social and economic conditions. Mating 
ceases to found the simplest form of social union, marriage and the family. 
The family disappears and society is confronted with separate individuals 
only. Choice in love becomes completely free. Men and women unite and 
separate just as their desires urge. Socialism desires to create nothing that 
is new in all this, but "would only recreate on a higher level of culture and 
under new social forms what was miversaly valid on a mnre prhitive 
cultural level and before private ownership dominated society."12 

The arguments, sometimes unctuous and sometimes venomous, which 102 

are put forward by theologians and other moral teachers, are entirely in- 
adequate as a reply to this programme. And most of the writers who have 
occupied themselves with the problems of sexual intercourse have been 
dominated by the monastic and ascetic ideas of the moral theologians. To 

l2 August Bebel, Die Frau und der Sozialismus, 16th ed.  (Stuttgart, 1892), p. 343. Publisher's Note: 
English, see Bebel, Women and Socialism, auth. trans. Meta L. Stern (New York: Socialist Literature, 
19101, p. 467. 
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them the sexual instinct is the absolute evil, sensuality is sin, voluptuousness 
is a gift of the devil, and even the thought of such things is immoral. Whether 
or not we uphold this condemnation of the sexual instinct depends entirely 
on our inclination and scale of values. The moralist's endeavour to attack or 
defend it from the scientific point of view is wasted labour. The limits of 
scientific method are misconceived when one attributes to it the role of judge 
and valuer; the nature of scientific method is misunderstood when it is 
expected to influence action not merely by showing the effectiveness of 
means to ends but also by determining the relative value of the ends them- 
selves. The scientist treating ethical problems should, however, point out 
that we cannot begin by rejecting the sexual instinct as evil in itself and then 
go on to give, under certain conditions, our moral approval or toleration to 
the sexual act. The usual dictum condemning sensual pleasure in sexual 
intercourse but declaring nevertheless that the dutiful fulfillment of the 
debitum conjugale (conjugal duty) for the purpose of begetting successors is 
quite moral, springs from poverty-stricken sophistry. The married couple act 
in sensuality; no child has ever yet been begotten and conceived out of 
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logical, an ethical system which branded the act of procreation as shameful 
would have to demand complete and unconditional abstinence. If we do not 
wish to see life become extinct we should not call the source from which it 
is renewed a sink of vice. Nothing has poisoned the morals of modern society 
more than this ethical system which by neither condemning logically nor 
approving logically blurs the distinction between good and evil and bestows 
on sin a glittering allurement. More than anything it is to blame for the fact 
that the modem man vacillates aimlessly in questions of sexual morality, and 
is not even capable of properly appreciating the great problems of the relations 
between the sexes. 

It is clear that sex is less important in the life of man than of woman. 
103 Satisfaction brings him relaxation and mental peace. But for the woman the 

burden of motherhood begins here. Her destiny is completely circumscribed 
by sex; in man's life it is but an incident. However fervently and whole- 
heartedly he loves, however much he takes upon himself for the woman's 
sake, he remains always above the sexual. Even women are finally con- 
temptuous of the man who is utterly engrossed by sex. But woman must 
exhaust herself as lover and as mother in the service of the sexual instinct. 
Man may often find it difficult, in the face of all the worries of his profession, 
to preserve his inner freedom and so to develop his individuality, but it will 
not be his sexual life which distracts him most. For woman, however, sex 
is the greatest obstacle. 
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Thus the meaning of the feminist question is essentially woman's struggle 
for personality. But the matter affects men not less than women, for only in 
co-operation can the sexes reach the highest degree of individual culture. 
The man who is always being dragged by woman into the lower spheres of 
psychic bondage cannot develop freely in the long run. To preserve the 
freedom of inner life for the woman, this is the real problem of women; it 
is part of the cultural problem of humanity. 

It was failure to solve this problem which destroyed the Orient. There 
woman is an object of lust, a childbearer and nurse. Every progressive 
movement which began with the development of personality was prema- 
turely frustrated by the women, who dragged men down again into the 
miasma of the harem. Nothing separates East and West more decisively 
today than the position of women and the attitude towards woman. People 
often maintain that the wisdom of the Orientals has understood the ultimate 
questions of existence more profoundly than all the philosophy of Europe. 
At any rate the fact that they have never been able to free themselves in 
sexual matters has sealed the fate of their culture. 

Midway between Orient and Occident the unique culture of the Greeks 
grew up. But antiquity also failed to raise woman to the level on which it 
had placed man. Greek culture excluded the married woman. The wife 
remained in the woman's quarters, apart from the world, nothing more than 
the mother of the man's heirs and the steward of his house. His love was 
for the hetaera alone. Eventually he was not satisfied even here, and turned 
to homosexual love. Plato sees the love of boys transfigured by the spiritual 
union of the lovers and by joyful surrender to the beauty of soul and body. 
To him the love of woman was merely gross sensual satisfaction. 104 

To Western man woman is the companion, to the Oriental she is the 
bedfellow. European woman has not always occupied the position she oc- 
cupies today. She has won it in the course of evolution from the principle 
of violence to the principle of contract. And now man and woman are equal 
before the law. The small differences that still exist in private law are of no 
practical significance. Whether, for example, the law obliges the wife to obey 
her husband is not particularly important; as long as marriage survives one 
party will have to follow the other and whether husband or wife is stronger 
is certainly not a matter which paragraphs of the legal code can decide. Nor 
is it any longer of great significance that the political rights of women are 
restricted, that women are denied the vote and the right to hold public office. 
For by granting the vote to women the proportional political strength of the 
political parties is not on the whole much altered; the women of those parties 
which must suffer from the changes to be expected (not in any case important 
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ones) ought in their own interests to become opponents of women's suffrage 
rather than supporters. The right to occupy public office is denied women 
less by the legal limitations of their rights than by the peculiarities of their 
sexual character. Without underestimating the value of the feminists' fight 
to extend woman's civil rights, one can safely risk the assertion that neither 
women nor the community are deeply injured by the slights to women's 
legal position which still remain in the legislation of civilized states. 

The misconception to which the principle of equality before the law is 
exposed in the field of general social relationships is to be found in the 
special field of the relations between those sexes. Just as the pseudo-dem- 
ocratic movement endeavours by decrees to efface natural and socially con- 
ditioned inequalities, just as it wants to make the strong equal to the weak, 
the talented to the untalented, and the healthy to the sick, so the radical 
wing of the women's movement seeks to make women the equal of men.13 
Though they cannot go so far as to shift half the burden of motherhood on 
to men, still they would like to abolish marriage and family life so that 
women may have at least all that liberty which seems compatible with 

5 childheaing. Unenmmbered by husband and chi!drm, firemax is tc mcve 
freely, act freely, and live for herself and the development of her personality. 

But the difference between sexual character and sexual destiny can no 
more be decreed away than other inequalities of mankind. It is not marriage 
which keeps woman inwardly unfree, but the fact that her sexual character 
demands surrender to a man and that her love for husband and children 
consumes her best energies. There is no human law to prevent the woman 
who looks for happiness in a career from renouncing love and marriage. But 
those who do not renounce them are not left with sufficient strength to 
master life as a man may master it. It is the fact that sex possesses her whole 
personality, and not the fads of marriage and family, which enchains woman. 
By "abolishing" marriage one would not make woman any freer and happier; 
one would merely take from her the essential content of her life, and one 
could offer nothing to replace it. 

Woman's struggle to preserve her personality in marriage is part of that 
struggle for personal integrity which characterizes the rationalist society of 
the economic order based on private ownership of the means of production. 
It is not exclusively to the interest of woman that she should succeed in this 
struggle; to contrast the interests of men and women, as extreme feminists 
try to do, is very foolish. All mankind would suffer if woman should fail to 

'3 To examine how far the radical demands of feminism were created by men and women whose 
sexual character was not normally developed would go beyond the limits set to these expositions. 
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develop her ego and be unable to unite with man as equal, freeborn com- 
panions and comrades. 

To take >way a woman's children and put them in an institution is to take 
away part of her life; and children are deprived of the most far-reaching 
influences when they are torn from the bosom of the family. Only recently 
Freud, with the insight of genius, has shown how deep are the impressions 
which the parental home leaves on the child. From the parents the child 
learns to love, and so comes to possess the forces which enable it to grow 
up into a healthy human being. The segregated educational institution breeds 
homosexuality and neurosis. It is no accident that the proposal to treat men 
and women as radically equal, to regulate sexual intercourse by the State, 
to put infants into public nursing homes at birth and to ensure that children 
and parents remain quite unknown to each other should have originated 
with Plato; he saw only the satisfaction of a physical craving in the relations 
between the sexes. 

The evolution which has led from the principle of violence to the contractual 106 

principle has based these relations on free choice in love. The woman may 
deny herse!f to a ~ ? y ~ r ? e ~  she may demand fidelity and constancy from the 
man to whom she gives herself. Only in this way is the foundation laid for 
the development of woman's individuality. By returning to the principle of 
violence with a conscious neglect of the contractual idea, Socialism, even 
though it aims at an equal distribution of the plunder, must finally demand 
promiscuity in sexual life. 

Prostitution 

- 
I he communist manifesto declares that the "compiement" of the "bour- 

geois family" is public prostitution. "With the disappearance of capital" 
prostitution would also disappear.14 A chapter in Bebel's book on woman is 
headed "Prostitution, a necessary social institution .of the bourgeois world." 
Here is amplified the theory that prostitution is as necessary to bourgeois 

l4 Marx and Engels, Das Kommunistische Manifest, ;rth German ed. (Berlin, I*), p. 35. Publisher's 
Note: In English, see "The Communist Manifesto," in Marx, Capital, the Communist Manifesto and 
0 t h  Writings, ed. and introd. Max Eastman (New York: Random House, Modern Library, ~ g p ) ,  
pp. 315-355. The reference to prostitution is on page 340 of this English edition. 
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society as "police, standing army, church, entrepreneurs, etc."l"ince its 
appearance the view that prostitution is a product of Capitalism has gained 
ground enormously. And as, in addition, preachers still complain that the 
good old morals have decayed, and accuse modern culture of having led to 
loose lixw~ng, ex.rer;rone is cenvinced that a!! sexua! wr~n-c 6~ I Z ~ I ~ J C I L L  ran- en-+ a - o - r m -  n y u l y -  

tom of decadence peculiar to our age. 
In answer to this it is sufficient to point out that prostitution is an extremely 

ancient institution, unknown to hardly any people that has ever existed.16 
It is a remnant of ancient morals, not a symptom of the decay of higher 
culture. The most powerful influence against it today-the demand for man's 
abstinence outside marriage-is one of the principles involved in equal moral 
rights for man and woman, and is therefore altogether an ideal of the capitalist 
age. The age of the principle of violence demands sexual purity only from 
the bride, not from the bridegroom also. All those factors which favour 
prostitution today have nothing whatever to do with private property and 

707 Capitalism. Militarism, which keeps young men from marriage longer than 
they wish, is anything but a product of peace-loving Liberalism. The fact 
that government and other officials can only marry when they are rich, as 
otherwise they would not be able to keep up appearances, is, like all other 
caste fetishes, a vestige of pre-capitalist thought. Capitalism does not rec- 
ognize caste or caste customs; under Capitalism everyone lives according to 
his income. 

Some women prostitute themselves because they want men, some because 
they want food. With many both motives operate. One may admit without 
further discussion that in a society where incomes were equal the economic 
temptation to prostitution would cease completely or dwindle to a minimum. 
But it would be idle to speculate whether or not, in a society without 
inequalities of income, other new social sources of prostitution could not 
arise. At any rate one cannot merely assume that the sexual morality of a 
socialist society would be more satisfactory than that of capitalist snckty. 

It is in the study of the relations between sexual life and property, more 
than in any other field of social knowledge, that our ideas must be clarified 
and remodelled. Contemporary treatment of this problem is riddled with 
prejudices of all kinds. But the eyes with which we look at the matter must 
not be those of the dreamer envisioning a lost paradise, who sees the future 
in a blaze of rose-coloured light, and condemns all that goes on around us. 

l5 Bebel, op, cit., pp. i41 ff.  Publisher's Note: In the English edition cited earlier, see pp. 174 Ef. 
I h  Marianne Weber, op. cit., pp. 6 ff. 
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CHAPTER 5 

The Nature of Economic Activity 

A Contribution to the Critique of the Concept "Economic Activity" 

E conomic Science originated in discussion of the money price of goods 111 

and services. Its first beginnings are to be found in inquiries about 
coinage, which developed into investigations of price movements. Money, 
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these form the problems in the discussion of which the science of Economics 
emerged. Those attempts at economic inquiry, which are discernible in works 
on household management and the organization of production-particularly 
agricultural--did not develop further in this direction. They became merely 
the starting point for various departments of technology and natural science. 
And this was no accident. Only through the rationalization inherent in 
economic calculation based on the use of money could the human mind 
come to understand and trace the laws of its action. 

The earlier economists did not asK themselves what the "economic" and 
"economic activity" really were. They had enough to do with the great tasks 
presented by the particular problems with which they were then concerned. 
They were not concerned with methodology. It was quite late before they 
began to grapple with the methods and ultimate aims of economics, and its 
place in the general system of knowledge. And then an obstacle was en- 
countered which seemed to be insurmountable-the problem of defining the 
subject matter of economic activity. 

All theoretical inquiries-those of the classical economists, equally with 
those of the modems-start from the economic principle. Yet, as was nec- 
essarily soon perceived, this provides no basis for clearly defining the subject 
matter of economics. The economic principle is a general principle of rational 
action, and not a specific principle of such action as forms the subject of 112 
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economic inquiry.] The economic principle directs all rational action, all action 
capable of becoming the subject matter of a science. It seemed absolutely 
unserviceable for separating the "economic" from the "non-economic," so 
far as the traditional economic problems were ~oncerned.~ 

But, on the other hand, it was equally impossible to divide up rational 
actions according to the immediate end to which they were directed, and to 
regard as the subject matter of economics only those actions which were 
directed to providing mankind with the commodities of the external world. 
Against such a procedure it is a decisive objection that, in the last analysis, 
the provision of material goods serves not only those ends which are usually 
termed economic, but also many other ends. 

Such a division of the motives of rational action involves a dual conception 
of action-action from economic motives, on the one side, action from non- 
economic motives, on the other-which is absolutely irreconcilable with the 
necessary unit of will and action. A theory of rational action must conceive 
such action as unitary. 

Rational Action 

Action based on reason, action therefore which is only to be understood 
by reason, knows only one end, the greatest pleasure of the acting individual. 
The attainment of pleasure, the avoidance of pain-these are its intentions. 
By this, of course, we do not mean "pleasure" and "pain" in the sense in 
which these terms used to be used. In the terminology of the modern 
economist, pleasure is to be understood as embracing all those things which 
men hold to be desirable, all that they want and strive for. There can therefore 
be no longer any contrast between the "noble" ethics of duty and the vulgar 

113 hedonistic ethics. The modern concept of pleasure, happiness, utility, sat- 
isfaction and the like includes all human ends, regardless of whether the 
motives of action are moral or immoral, noble or ignoble, altruistic or ego- 
tisticaL3 

It was left to the empirical-realistic school, with its terrible confusion of all concepts, to explain 
the economic principle as a specific of production under a money economy, e.g. ,  Lexis, Allgemeine 
Volkswirtschaftslehre (Berlin and Leipzig, lglo), p. 15. 
Amonn, Objekt und Grundbegriffe der theoretischen Nationalokonomie (Vienna and Leipzig, i927), p. 

185. 
Mill, Das Niitzlichkeitsprinzip trans. Wahrmund, Gesammelte Werke, German ed. Th. Gomperz 

(Leipzig, 1869), vol. I, pp. 125-200. Publisher's Note: This is a German translation of Utilitarianism. 
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In general men act only because they are not completely satisfied. Were 
they always to enjoy complete happiness, they would be without will, 
without desire, without action. In the land of the lotus-eaters there is no 
action. Action arises only from need, from dissatisfaction. It is purposeful 
striving towards something. Its ultimate end is always to get rid of a condition 
which is conceived to be deficient-to fulfil a need, to achieve satisfaction, 
to increase happiness. If men had all the external resources of nature so 
abundantly at their disposal that they were able to obtain complete satisfaction 
by action, then they could use them heedlessly. They would only have to 
consider their own powers and the limited time at their disposal. For, 
compared with the sum of their needs, they would still have only a limited 
strength and a limited life-time available. They would still have to economize 
time and labour. But to economy of materials they would be indifferent. In 
fact, however, materials are also limited, so that they too have to be used 
in such a way that the most urgent needs are satisfied first, with the least 
possible expenditure of materials for each satisfaction. 

The spheres of rational action and economic action are therefore co-inci- 
dent. A!! ratinna! actim is emnnrr?ic. A!! ec~nomic activity is raf;,ena! actien. 
All rational action is in the first place individual action. Only the individual 
thinks. Only the individual reasons. Only the individual acts. How society 
arises from the action of individuals wiIl be shown in a later part of our 
discussion. 

Economic Calculation 

All human action, so far as it is rational, appears as the exchange of one 
cori&~oli for anoipler. Fvien economic goo& fjme and 
labour in the direction which, under the given circumstances, promises the 
highest degree of satisfaction, and they forgo the satisfaction of lesser needs 114 

so as to satisfy the more urgent needs. This is the essence of economic 
activity-the carrying out of acts of e~change.~ 

Every man who, in the course of economic activity, chooses between the 
satisfaction of two needs, only one of which can be satisfied, makes judgments 

Schumpeter, Das Wesen und der Hauptinhalt der themetischen Nationaliikonomie, (Leipzig, I*), pp. 
50, 80. 
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of value.5 Such judgments concern firstly and directly the satisfactions them- 
selves; it is only from these that they are reflected back upon goods. As a 
rule anyone in possession of his senses is able at once to evaluate goods 
which are ready for consumption. Under very simple conditions he should 
also have little difficulty in forming a judgment upon the relative cignlfira~lce 
to him of the factors of production. When, however, conditions are at all 
complicated, and the connection between things is harder to detect, we have 
to make more delicate computations if we are to evaluate such instruments. 
Isolated man can easily decide whether to extend his hunting or his culti- 
vation. The processes of production he has to take into account are relatively 
short. The expenditure they demand and the product they afford can easily 
be perceived as a whole. But to choose whether we shall use a waterfall to 
produce electricity or extend coal-mining and better utilize the energy con- 
tained in coal, is quite another matter. Here the processes of production are 
so many and so long, the conditions necessary to the success of the under- 
taking so multitudinous, that we can never be content with vague ideas. To 
decide whether an undertaking is sound we must calculate carefully. 

But computation demands units. And there can be no unit of the subjective 
use-value of commodities. Marginal utility provides no unit of value. The 
worth of two units of a given commodity is not twice as great as one- 
although it is necessarily greater or smaller than one. Judgments of value do 
not measure: they arrange, they grade.6 If he relies only on subjective 
valuation, even isolated man cannot arrive at a decision based on more or 
less exact computations in cases where the solution is not immediatelv 
evident. To aid his calculations he must assume substitution relations betweeR 
commodities. As a rule he will not be able to reduce all to a common unit. 

115 But he may succeed in reducing all elements in the computation to such 
commodities as he can evaluate immediately, that is to say, to goods ready 
for consumption and the disutility of labour and then he is able to base his 
decision upon this evidence. It is obvious that even this is possible only in 
very simple cases. For complicated and long processes of production it would 
be quite out of the question. 

In an exchange economy, the objective exchange value of commodities 

The following remarks reproduce parts of my essay Die Wirtschaftsrechnung im sozialistischen 
Gemeinwesen (Archiv fur Sozialwissenschaft, Vol. XLVII, pp. 86-121). Publisher's Note: Mises' 
essay was translated into English by S. Adler and included in Collectivist Economic Planning: Critical 
Studies on the Possibilities of Socialism by N .  G. Pierson, Ludwig von Mises, Georg Halm, and Enrico 
Barone; edited, with an Introduction and a Concluding Essay by F. A. Hayek. London: Routledge 
& Kegan Paul Ltd., 1935. 293 pp. bibl. Mises' essay, titled "Economic Calculation in the Socialist 
Commonwealth" in English, appears on pages 87-130. 

tuhel, Zur Lehre von den Bediirfnissen (Innsbruck, 1907), p. 198. 
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becomes the unit of calculation. This involves a threefold advantage. In the 
first place we are able to take as the basis of calculation the valuation of all 
individuals participating in trade. The subjective valuation of one individual 
is not directly comparable with the subjective valuation of others. It only 
becomes so as an exchange value arising from the interplay of the subjective 
valuations of all who take part in buying and selling. Secondly, calculations 
of this sort provide a control upon the appropriate use of the means of 
production. They enable those who desire to calculate the cost of complicated 
processes of production to see at once whether they are working as econom- 
ically as others. If, under prevailing market prices, they cannot carry through 
the process at a profit, it is a clear proof that others are better able to turn 
to good account the instrumental goods in question. Finally, calculations 
based upon exchange values enable us to reduce values to a common unit. 
And since the higgling of the market establishes substitution relations be- 
tween commodities, any commodity desired can be chosen for this purpose. 
In a money economy, money is the commodity chosen. 

Money calculations have their limits. Money is neither a yardstick of value 
nor of prices. Money does not measure value. Nor are prices measured in 
money: they are amounts of money. And, although those who describe 
money as a "standard of deferred payments" naively assume it to be so, as 
a commodity it is not stable in value. The relation between money and goods 
perpetually fluctuates not only on the "goods side," but on the "money 
side" also. As a rule, indeed, these fluctuations are not too violent. They do 
not too much impair the economic calculus, because under a state of contin- 
uous change of all economic conditions, this calculus takes in view only 
comparatively short periods, in which "'sound money" at least does not 
change its purchasing power to any very great extent. 

The deficiencies of money calculations arise for the most part, not because 116 

they are made in terms of a general medium of exchange, money, but because 
they are based on exchange values rather than on subjective use-values. For 
this reason all elements of value which are not the subject of exchange elude 
such computations. If, for example, we are considering whether a hydraulic 
power-works would be profitable we cannot include in the computation the 
damage which will be done to the beauty of the waterfalls unless the fall in 
values due to a fall in tourist traffic is taken into account. Yet we must 
certainly take such considerations into account when deciding whether the 
undertaking shall be carried out. 

Considerations such as these are often termed "non-economic." And we 
may permit the expression for disputes about terminology gain nothing. But 
not all such considerations should be called irrational. The beauty of a place 
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or of a building, the health of the race, the honour of individuals or nations, 
even if (because they are not dealt with on the market) they do not enter 
into exchange relations, are just as much motives of rational action, provided 
people think them significant, as those normally called economic. That they 
cannot enter into money calculations arises from the very nature of these 
calculations. But this does not in the least lessen the value of money calcu- 
lations in ordinary economic matters. For all such moral goods are goods of 
the first order. We can value them directly; and therefore have no difficulty 
in taking them into account, even though they lie outside the sphere of 
money computations. That they elude such computations does not make it 
any more difficult to bear them in mind. If we know precisely how much we 
have to pay for beauty, health, honour, pride, and the like, nothing need 
hinder us from giving them due consideration. Sensitive people may be 
pained to have to choose between the ideal and the material. But that is not 
the fault of a money economy. It is in the nature of things. For even where 
we can make judgments of value without money computations we cannot 
avoid this choice. Both isolated man and socialist communities would have 
te do kkewise, and tmIy sensifixVre fiat~res \*,rfi! never find it pixfu!. Called 
upon to choose between bread and honour, they will never be at a loss how 
to act. If honour cannot be eaten, eating can at least be foregone for honour. 
Only such as fear the agony of choice because they secretly know that they 
could not forgo the material, will regard the necessity of choice as a profa- 
nation. 

117 Money computations are only significant for purposes of economic cal- 
culation. Here they are used in order that the disposal of commodities may 
conform to the criterion of economy. And such calculations take account of 
commodities only in the proportions in which, under given conditions, they 
exchange for money. Every extension of the sphere of money calculation is 
misleading. It is misleading when in historical researches, it is employed as 
a measure of past commodity values. It is misleading when it is employed 
to evaluate the capital or national income of nations. It is misleading when 
it is employed to estimate the value of things which are not exchangeable 
as, for instance, when people attempt to estimate the loss due to emigration 
or war.7 All these are dilettantisms-even when they are undertaken by the 
most competent economists. 

But within these limits-and in practical life they are not overstepped- 
money calculation does alI that we are entitled to ask of it. It provides a 

' Wieser, iiber den Ursprung und die Hauptgesetze des wirtschaftlichen Wertes, Vienna, 1884, pp. 185 
ff. 
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guide amid the bewildering throng of economic possibilities. It enables us 
to extend judgments of value which apply directly only to consumption 
goods-or at best to production goods of the lowest order-to all goods of 
higher orders. Without it, all production by lengthy and roundabout pro- 
cesses would be so many steps in the dark. 

Two things are necessary if computations of value in terms of money are 
to take place. First, not only goods ready for consumption but also goods of 
higher orders must be exchangeable. If this were not so, a system of exchange 
relationships could not emerge. It is true that if an isolated man is "exchang- 
ing" labour and flour for bread within his own house, the considerations he 
has to take into account are not different from those which would govern 
his actions if he were to exchange bread for clothes on the market. And it 
is, therefore, quite correct to regard all economic activity, even the economic 
activity of isolated man, as exchange. But no single man, be he the greatest 
genius ever born, has an intellect capable of deciding the relative importance 
of each one of an infinite number of goods of higher orders. No individual 
could so discriminate between the infinite number of alternative methods of 
production that he could make direct judgments of their relative value without 
iuxiliary calculations. In societies based on the division of labour, the dis- 218 

tribution of property rights effects a kind of mental division of labour, without 
which neither economy nor systematic production would be possible. 

In the second place, there must be a general medium of exchange, a 
money, in use. And this must serve as an intermediary in the exchange of 
production goods equally with the rest. If this were not so, it would be 
impossible to reduce all exchange relationships to a common denominator. 

Only under very simple conditions is it possible to dispense with money 
calculations. In the narrow circle of a closed household, where the father is 
able to supervise everything, he may be able to evaluate alterations in 
methods of production without having recourse to money reckoning. For, 
in such circumstances, production is carried on with relatively little capital. 
Few roundabout methods of production are employed. As a rule production 
is concerned with consumption goods, or goods of higher orders not too far 
removed from consumption goods. Division of labour is still in its earliest 
stages. The labourer carries through the production of a commodity from 
beginning to end. In an advanced society all this is changed. It is impossible 
to argue from the experience of primitive societies that under modern con- 
ditions we can dispense with money. 

In the simple conditions of a closed household, it is possible to survey the 
whole process of production from beginning to end. It is possible to judge 
whether one particular process gives more consumption goods than another. 



102 The Nature of Economic Activity 

But, in the incomparably more complicated conditions of our own day, this 
is no longer possible. True, a socialistic society could see that iooo litres of 
wine were better than 800 litres. It could decide whether or not iooo litres 
of wine were to be preferred to 500 litres of oil. Such a decision would involve 
no calculation. The will of some man would decide. But the real business of 
economic administration, the adaptation of means to ends only begins when 
such a decision is taken. And only economic calculation makes this adaptation 
possible. Without such assistance, in the bewildering chaos of alternative 
materials and processes the human mind would be at a complete loss. 
Whenever we had to decide between different processes or different centres 
of production, we would be entirely at sea.8 

119 To suppose that a socialist community could substitute calculations in kind 
for calculations in terms of money is an illusion. In a community that does 
not practice exchange, calculations in kind can never cover more than con- 
sumption goods. They break down completely where goods of higher order 
are concerned. Once society abandons free pricing of production goods 
rational production becomes impossible. Every step that leads away from 
--.-..rr-L.. --.- -..--.-tr:- -L LL- ,,,," -L ,--l..,C,, -,A LL^ *-,̂  Y ~ ; ~ a ~ c  UWILCI~ IL I~  UI LILC I I L C ~ I L ~  UI ~ U U U L L I U ~ L  a I L u  LILC U ~ C  of mmey is a 
step away from rational economic activity. 

It was possible to overlook all this because such Socialism as we know at 
first hand exists only, one might say, in socialistic oases in what, for the rest, 
is a system based upon free exchange and the use of money. To this extent, 
indeed, we may agree with the otherwise untenable socialist contention-it 
is only employed for propagandist purpose-that nationalized and munic- 
ipalized undertakings within an otherwise capitalist system are not Social- 
ism. For the existence of a surrounding system of free pricing supports such 
concerns in their business affairs to such an extent that in them the essential 
peculiarity of economic activity under Socialism does not come to light. In 
State and municipal undertakings it is still possible to carry out technical 
improvements, because it is possible to observe the effects of similar im- 
provements in similar private undertakings at home and abroad. In such 
concerns it is still possible to ascertain the advantages of reorganization 
because they are surrounded by a society which is still based upon private 
ownership in the means of production and the use of money. It is still 
possible for them to keep books and make calculations which for similar 
concerns in a purely socialist environment would be entirely out of the 
question. 

Gotti-Otthlienfeld, "Wirtschaft und Technik," Grundriss der Sozialokonomik, I1 (Tiibingen, 1914)~ 
p. 216. 
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Without calculation, economic activity is impossible. Since under Socialism 
economic calculation is impossible, under Socialism there can be no economic 
activity in our sense of the word. In small and insignificant things rational 
action might still persist. But, for the most part, it would no longer be possible 
to speak of rational production. In the absence of criteria of rationality, 
production could not be consciously economical. 

For some time possibly the accumulated tradition of thousands of years 
of economic freedom would preserve the art of economic administration from 
complete disintegration. Men would preserve the old processes, not because 
they were rational, but because they were sanctified by tradition. In the 120 

meantime, however, changing conditions would make them irrational. They 
would become uneconomical as the result of changes brought about by the 
general decline of economic thought. It is true that production would no 
longer be "anarchical." The command of a supreme authority would govern 
the business of supply. Instead of the economy of "anarchical" production 
the senseless order of an irrational machine would be supreme. The wheels 
would go round, but to no effect. 

Lef us fry to imagine the position of a socialist community. There will be 
hundreds and thousands of establishments in which work is going on. A 
minority of these will produce goods ready for use. The majority will produce 
capital goods and semi-manufactures. All these establishments will be closely 
connected. Each commodity produced will pass through a whole series of 
such establishments before it is ready for consumption. Yet in the incessant 
press of all these processes the economic administration will have no real 
sense of direction. It will have no means of ascertaining whether a given 
piece of work is really necessary, whether labour and material are not being 
wasted in completing it. How would it discover which of two processes was 
the more satisfactory? At best, it could compare the quantity of ultimate 
products. But only rarely could it compare the 'expenditure incurred in their 
production. It would know exactly--or it would imagine it knew-what it 
-...-....4nA I.- -..#J..nr. warlwzu L" y r v u u L c .  It mght therefore to set about abtaining the desired 
results with the smallest possible expenditure. But to do this it would have 
to be able to make calculations. And such calculations must be calculations 
of value. They could not be merely "technical," they could not be calculations 
of the objective use-value of goods and services; this is so obvious that it 
needs no further demonstration. 

Under a system based upon private ownership in the means of production, 
the scale of values is the outcome of the actions of every independent member 
of society. Everyone plays a two-fold part in its establishment first as a 
consumer, secondly as producer. As consumer, he establishes the valuation 
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of goods ready for consumption. As producer, he guides production-goods 
into those uses in which they yield the highest product. In this way all goods 
of higher orders also are graded in the way appropriate to them under the 
existing conditions of production and the demands of society. The interplay 
of these two processes ensures that the economic principle is observed in 

121 both consumption and production. And, in this way, arises the exactly 
graded system of prices which enables everyone to frame his demand on 
economic lines. 

Under Socialism, all this must necessarily be lacking. The economic admin- 
istration may indeed know exactly what commodities are needed most ur- 
gently. But this is only half the problem. The other half, the valuation of the 
means of production, it cannot solve. It can ascertain the value of the totality 
of such instruments. That is obviously equal to the value of the satisfactions 
they afford. If it calculates the loss that would be incurred by withdrawing 
them, it can also ascertain the value of single instruments of production. But 
it cannot assimilate them to a common price denominator, as can be done 
under a system of economic freedom and money prices. 

it is noi necessary that Sociaiism should dispense altogether with money. 
It is possible to conceive arrangements permitting the use of money for the 
exchange of consumers goods. But since the prices of the various factors of 
production (including labour) could not be expressed in money, money could 
play no part in economic calculations. 

Suppose, for instance, that the socialist commonwealth was contemplating 
a new railway line. Would a new railway line be a good thing? If so, which 
of many possible routes should it cover? Under a system of private ownership 
we could use money calculations to decide these questions. The new line 
would cheapen the transportation of certain articles, and, on this basis, we 
could estimate whether the reduction in transport charges would be great 
enough to counterweigh the expenditure which the building and running 
of the line would involve. Such a calculation could be made only in money. 
We could not do it by comparing various classes of expenditure and savings 
in kind. If it is out of the question to reduce to a common unit the quantities 
of various kinds of skilled and unskilled labour, iron, coal, building materials 
of different kinds, machinery and the other things which the building and 
upkeep of railways necessitate, then it is impossible to make them the subject 

Neurath too admitted this. (Durch die Kriegswirtschaft zur Naturalwirtschaft [Munich, igigj, pp. 216 
ff.) He asserts that every complete administrative economy (planned economy) is ultimately a 
natural economy (barter system). "To socialize therefore means to advance the natural economy." 
Neurath, however, did not recognize the insurmountable difficulties economic calculation would 
encounter in the socialist community. 
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of economic calculation. We can make systematic economic plans only when 
all the commodities which we have to take into account can be assimilated 122 

to money. True, money calculations are incomplete. True, they have profound 
deficiencies. But we have nothing better to put in their place. And under 
sound monetary conditions they suffice for practical purposes. If we abandon 
them, economic calculation becomes absolutely impossible. 

This is not to say that the socialist community would be entirely at a loss. 
It would decide for or against the proposed undertaking and issue an edict. 
But, at best, such a decision would be based on vague valuations. It could 
not be based on exact calculations of value. 

A stationary society could, indeed, dispense with these calculations. For 
there, economic operations merely repeat themselves. So that, if we assume 
that the socialist system of production were based upon the last state of the 
system of economic freedom which it superseded, and that no changes were 
to take place in the future, we could indeed conceive a rational and economic 
Socialism. But only in theory. A stationary economic system can never exist. 
Things are continually changing, and the stationary state, although necessary 
2s an aid te cn~riila+inn is a theoretical a s s ~ ~ L n t i n n  to which there is xfi -r - - - - - - - - A - J  r """ 
counterpart in reality. And, quite apart from this, the maintenance of such 
a connection with the last state of the exchange economy would be out of 
the question, since the transition to Socialism with its equalization of incomes 
would necessarily transform the whole "set" of consumption and production. 
And then we have a socialist community which must cross the whole ocean 
of possible and imaginable economic permutations without the compass of 
economic calculation. 

All economic change, therefore, would involve operations the value of 
which could neither be predicted beforehand nor ascertained after they had 
taken place. Everything would be a leap in the dark. Socialism is the re- 
nunciation of rational economy. 

The Capitalist Economy 

The terms "Capitalism" and "Capitalistic Production" are political catch- 
words. They were invented by socialists, not to extend knowledge, but to 
carp, to criticize, to condemn. Today, they have only to be uttered to conjure 123 

up a picture of the relentless exploitation of wage-slaves by the pitiless rich. 
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They are scarcely ever used save to imply a disease in the body-politic. From 
a scientific point of view, they are so obscure and ambiguous that they have 
no value whatever. Their users agree only in this, that they indicate the 
characteristics of the modern economic system. But wherein these charac- 
teristics c ~ n s i f  is always a matter of dispute. Their use: therefore, is entirely 
pernicious, and the proposal to extrude them altogether from economic 
terminology, and to leave them to the matadors of popular agitation, deserves 
serious consideration. lo 

If, nevertheless, we do desire to discover for them a precise application, 
we should start from the idea of capital calculations. And since we are 
concerned only with the analysis of actual economic phenomena, and not 
with economic theory-where "capital" is often used in a sense specially 
extended for particular purposes-we must first ask what significance is 
attached to the term in business practice. There we find it used only for 
purposes of economic calculation. It serves to bring the original properties 
of a concern under one denomination, whether they consisted of money or 
were only expressed in money.ll The object of its computations is to enable 
us to ascertain how much the value of this property has aitered in the course 
of business operations. The concept of capital is derived from economic 
calculation. Its true home is accountancy-the chief instrument of commercial 
rationality. Calculation in terms of money is an essential element of the 
concept of capital.12 

If the term capitalism is used to designate an economic system in which 
production is governed by capital calculations, it acquires a special signifi- 
cance for defining economic activity. Understood thus, it is by no means 
misleading to speak of Capitalism and capitalistic methods of production, 
and expressions such as the capitalistic spirit and the anti-capitalistic dis- 
position acquire a rigidly circumscribed connotation. Capitalism is better 
suited to be the antithesis of Socialism than Individualism, which is often 
used in this way. As a rule those who contrast Socialism with Individualism 

124 proceed on the tacit assumption that there is a contradiction between the 
interests of the individual and the interest of society, and that, while Socialism 
takes the public welfare as its object, individualism serves the interests of 
particular people. And since this is one of the gravest sodological fallacies 

lo Passow, Kapitalismus, eine begriflich-terminologische Studie (Jena, 1918), pp. I ff. In the 2nd 
edition, published 1927, Passow expressed the opinion (p. 15, note 2), in view of the most recent 
literature, that the term "Capitalism" might in time gradually lose the moral co1ourir:g. 
l1 Carl Menger, "Zur Thearie des Kapitals" (Jnhrbiichern fiir Nationalokonomie und Statistik, Vol. 
XW), p. 41. 
lZ Passow, op. cit. (2nd edition), pp. 49 ff.  
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we must avoid carefully any form of expression which might allow it secretly 
to creep in, 

According to Passow, where the term Capitalism is used correctly, the 
association it is intended to convey is usually bound up with the development 
and spread of large scale undertakings.13 We may admit this-even if it is 
rather difficult to reconcile with the fact that people customarily speak of 
"Grosskapital" and "Grosskapitalist" and then of "Kleinkapitalisten." But, if we 
recollect that only capital calculation made the growth of giant enterprise 
and undertakings possible, this does not in any way invalidate the definitions 
we propose. 

The Narrower Concept of the "Economic" 

The cemmon habit of ecefiemists ~f &t;Lfi-**;ch;ng beev+reen "ec=fio;;;ic" 
6 UaYaLLL 

or "purely economic" and "non-economic" action is just as unsatisfactory 
as the old distinction between ideal and material goods. For willing and 
acting are unitary. All ends conflict among themselves and it is this conflict 
which ranges them in one scale. Not only the satisfaction of wishes, desires 
and impulses that can be attained through interaction with the external 
world, but the satisfaction also of ideal needs must be judged by one criterion. 
In life we have to choose between the "ideal" and the "material." It is, 
therefore, just as essential to make the former subject to a unitary criterion 
of values as the latter. In choosing between bread and honour, faith and 
wealth, love and money, we submit both alternatives to one test. 

It is, therefore, illegitimate to regard the "economic" as a definite sphere 
of human action which can be sharply delimited from other spheres of action. 
Economic activity is rational aciiviiy. And since compiete satisfaction is 
impossible, the sphere of economic activity is coterminous with the sphere 
of rational action. It consists firstly in valuation of ends, and then in the 
valuation of the means leading to these ends. All economic activity depends, 
therefore, upon the existence of ends. Ends dominate economy and alone 
give it meaning. 

Since the economic principle applies to all human action, it is necessary 
to be very careful when distinguishing, within its sphere, between "purely 

l3 Passow, op. cit. (2nd edition), pp. 132 ff. 
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economic" and other kinds of action. Such a division is indeed indispensable 
for many scientifc purposes. It singles out one particular end and contrasts 
it with all others. This end-at this point we need not discuss whether it is 
ultimate or not-is the attainment of the greatest possible product measured 
in monzy. It is, therefme, impossible to assiga it a specially delimited sphere 
of action. It is true that for each individual it has such a delimited sphere, 
but this varies in extent according to the general outlook of the individual 
concerned. It is one thing for the man to whom honour is dear. It is another 
for him who sells his friend for gold. Neither the nature of the end nor the 
peculiarity of the means is what justifies the distinction, but merely the 
special nature of the methods employed. Only the fact that it uses exact 
calculation distingdishes "purely economic" from other action. 

The sphere of the "purely economic" is nothing more and nothing less 
than the sphere of money calculation. The fact that in a certain field of action 
it enables us to compare means with minute exactitude down to the smallest 
detail means so much both for thought and action that we tend to invest this 
kind of action with special importance. It is easy to overlook the fact that 
such a distinction is ohy  a distinction in the technique of thought and action 
and in no way a distinction in the ultimate end of action-which is unitary. 
The failure of all attempts to exhibit the "economic" as a special department 
of the rational and within that to discover still another sharply defined 
department, the "purely economic," is no fault of the analytical apparatus 
employed. There can be no doubt that great subtlety of analysis has been 
concentrated on this problem, and the fact that it has not been solved clearly 
indicates that the question is one to which no satisfactory answer can be 
given. The sphere of the "economic" is plainly the same as the sphere of the 
rational: and the sphere of the "purely economic" is nothing but the sphere 
in which money calculation is possible. 

In the last resort the individual can acknowledge one end, and one end 
only: the attainment of the greatest satisfaction. This expression includes the 
satisfying of all kinds of human wants and desires, regardless of whether 

126 they are "material" or immaterial (moral). In the place of the word "satis- 
faction" we could employ the word "happiness," had we not to fear the 
misunderstandings, for which the controversy on Hedonism and Eudae- 
monism was responsible. 

Satisfaction is subjective. Modern social philosophy has emphasized this 
so sharply in contrast to former theories that there is a tendency to forget 
that the physiological structure of mankind and the unity of outlook and 
emotion arising from tradition create a far-reaching similarity of views re- 
garding wants and the means to satisfy them. It is precisely this similarity 
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of views which makes society possible. Because they have common aims, 
men are able to live together. Against this fact that the majority of ends (and 
those the most important) are common to the great mass of mankind, the 
fact that some ends are only entertained by a few is of subordinate importance. 

The customary division between economic and non-economic motives is, 
therefore, invalidated by the fact that on the one hand, the end of economic 
activity lies outside the range of economics, and on the other, that all 
rational activity is economic. Nevertheless, there is good justification for 
separating "purely economic" activities (that is to say, activity susceptible 
of valuation in money) from a11 other forms of activity. For, as we have 
already seen, outside the sphere of money calculation there remain only 
intermediate ends which are capable of evaluation by immediate inspection: 
and once this sphere is left, it is necessary to have recourse to such judgments. 
It is the recognition of this necessity which provides the occasion for the 
distinction we have been discussing. 

If, for example, a nation desires to make war, it is illegitimate to regard 
the desire as necessarily irrational because the motive for making war lies 
outside those customarily considered ;\s " e r ~ m m i ~ ~ ~ - - a ~  might be the case, 
e.g. with wars of religion. If the nation decides on the war with complete 
knowledge of all the facts because it judges that the end in view is more 
important than the sacrifice involved, and because it regards war as the most 
suitable means of obtaining it, then war cannot be regarded as irrational. It 
is not necessary at this point to decide whether this supposition is ever true 
or if it ever can be true. It is precisely this which has to be examined when 
one comes to choose between war and peace. And it is precisely with a view 
to introducing clarity into such an examination that the distinction we have 
been discussing has been introduced. 

It is only necessary to remember how often wars or tariffs are recommended 127 

as being "good business" from the "economic" point of view to realize how 
often this is forgotten. How much clearer would have been the political 
&scGssions of tbLe last ceiibry if the &istinc~on between the Upiireiy- eco- 

nomic" and the "non-economic" grounds of action had been kept in mind. 



CHAPTER 6 

The Organization of Production Under Social ism 

The Socialization of the Means of Production 

u nder Socialism all the means of production are the property of the 
community. The community alone disposes of them and decides how 

A.- rv u3t: LL-- ult:ul ifi . prodUcikz. The ~oiiziliiiiiiiy produces, the pi~diicis acciiie 
to the community, and the community decides how those products are to 
be used. 

Modem socialists, espcially those of the Marxian persuasion, lay great 
emphasis on designating the socialist community as Society, and therefore 
on describing the transfer of the means of production to the control of the 
community as the "Socialization of the means of production." In itself the 
expression is unobjectionable but in the connection in which it is used it is 
particularly designed to obscure one of the most important problems of 
Socialism. 

The word "society," with its corresponding adjective "social," has three 
separate meanings. It implies, first, the abstract idea of social interrelation- 
ships, and secondly, the concrete conception of a union of the individuals 
themselves. Between these two sharply different meanings, a third has been 
interposed in ordinary speech: the abstract society is conceived as personified 
in such expressions as "human society," "civil society." 

Now Marx uses the term with all these meanings. This would not matter 
as long as he made the distinction quite clear. But he does just the opposite. 
He interchanges them with a conjurer's skill whenever it appears to suit him. 
When he talks of the social character of capitalistic production he is using 
social in its abstract sense. When he speaks of the society which suffers 
during crises he means the personified society of mankind. But when he 
speaks of the society which is to expropriate the expropriators and socialize 
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the means of production he means an actual social union. And all the 
meanings are interchanged in the links of his argument whenever he has to 
prove the unprovable. The reason for all this is in order to avoid using the 129 

term State or its equivalent, since this word has an unpleasant sound to all 
those lovers of freedom and democracy, whose support the Mamian does 
not wish to alienate at the outset. A programme which would give the State 
the general responsibility and direction of all production has no prospect of 
acceptance in these circles. It follows that the Marxist must continually find 
a phraseology which disguises the essence of the programme, which succeeds 
in concealing the unbridgeable abyss dividing democracy and Socialism. It 
does not say much for the perception of men who lived in the decades 
immediately preceding the World War that they did not see through this 
sophistry. 

The modern doctrine of the state understands by the word "State" an 
authoritative unit, an apparatus of compulsion characterized not by its aims 
but by its form. But Marxism has arbitrarily limited the meaning of the word 
State, so that it does not include the Socialistic State. Only those states and 
forms of state organization are called the State which arouse the dislike of 
the socialist writers. For the future organization to which they aspire the 
term is rejected indignantly as dishonourable and degrading. It is called 
"Society." In this way the Marxian social democracy could at one and the 
same time contemplate the destruction of the existing State machine, fiercely 
combat all anarchistic movements, and pursue a policy which led directly to 
an all powerful state.' 

Now it does not matter in the least what particular name is given to the 
coercive apparatus of the socialistic community. If we use the word "State" 
we have a term in common use, except in the quite uncritical Mamian 
literature, an expression which is generally understood and which evokes 
the idea it is intended to evoke. But there is no disadvantage in avoiding this 
term if we wish, since it arouses mixed feelings in many people, and in 
substitutine the .-. - - exnression - ------- "cnmmr_?nify." Thp &oicp ~f t e r m i f i ~ ! ~ m ~  i c  nll~a1v 

O J  '" r -'-'I 
a matter of style, and has no practical importance. 

What is important is the problem of the organization of this socialistic State 
or community. When dealing with the concrete expression of the will of the 
State, the English language provides a more subtle distinction by permitting 
us to use the term government instead of the term state. Nothing is better 
designed to avoid the mysticism which in this connection has been fostered 130 

See the critique of Kelsen, "Staat und Gesellscha€t," in Sozialismus und Staat (Leipzig, iqq), pp. 
11 ff. 
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by Mamian usages to the highest degree. For the Marxists talk glibly about 
expressing the will of society, without giving the slightest hint how 'society' 
can proceed to will and act. Yet of course the community can only act through 
organs which it has created. 

Now if follows from the very conception of the socialistic community that 
the organ of control must be unitary. A socialist community can have only 
one ultimate organ of control which combines all economic and other gov- 
ernmental functions. Of course this organ can be subdivided and there can 
be subordinate offices to which definite instructions are transmitted. But the 
unitary expression of the common will, which is the essential object of the 
socialization of the means of production and of production, necessarily 
implies that all offices entrusted with the supervision of different affairs shall 
be subordinate to one office. This office must have supreme authority to 
resolve all variations from the common purpose and unify the executive aim. 
How it is constituted, and how the general will succeeds in expressing itself 
in and by it, is of minor importance in the investigation of our particular 
problem. It does not matter whether this organ is an absolute prince or an 
assembiy of ail citizens organized as a direct or indirect democracy. ii dves 
not matter how this organ conceives its will and expresses it. For our purpose 
we must consider this as accomplished and we need not spend any time 
over the question how it can be accomplished, whether it can be accomplished 
or whether Socialism is already doomed because it cannot be accomplished. 

At the outset of our inquiry we must postulate that the socialistic com- 
munity is without foreign relations. It embraces the whole world and its 
inhabitants. If we conceive it as limited, so that it comprises only a part of 
the world and the inhabitants therein, we must assume that it has no 
economic relations with the territories and peoples outside its boundaries. 
We are to discuss the problem of the isolated socialistic community. The 
implications of the contemporaneous existence of several socialistic com- 
munities will be dealt with when we have surveyed the problem - in complete 
generality. 

Economic Calculation in the Socialist Community 

The theory of economic calculation shows that in the socialistic community 
economic calculation would be impossible. 

In any large undertaking the individual works or departments are partly 
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independent in their accounts. They can reckon the cost of materials and 
labour, and it is possible at any time for an individual group to strike a 
separate balance and to sum up the results of its activity in figures. In this 
way it is possible to ascertain with what success each separate branch has 
been operated and thereby to make decisions concerning the reorganization, 
limitations or extension of existing branches or the establishment of new 
ones. Some mistakes are of course unavoidable in these calculations. They 
arise partly from the difficulty of allocating overhead costs. Other mistakes 
again arise from the necessity of calculating from insufficiently determined 
data, as, e.g. when in calculating the profitability of a certain process, 
depreciation of the machinery employed is determined by assuming a certain 
working life for the machine. But all such errors can be confined within 
certain narrow limits which do not upset the total result of the calculation. 
Whatever uncertainty remains is attributed to the uncertainty of future 
conditions inevitable in any imaginable state of affairs. 

It seems natural then to ask why individual branches of production in a 
socialistic community should not make separate accounts in the same manner. 
But this is impessibk. %par&! acc~tlnts fcx a sixgk braxch ~f m e  and the 
same undertaking are possible only when prices for all kinds of goods and 
services are established in the market and furnish a basis of reckoning. Where 
there is no market there is no price system, and where there is no price 
system there can be no economic calculation. 

Some may think that it is possible to permit exchange between the different 
groups of undertakings so as to establish a system of exchange relations 
(prices) and in this way create a basis for economic calculation in the socialistic 
community. Thus within a framework of a unitary economic system which 
does not recognize private property in the means of production, individual 
branches of industry with separate administration could be set up, subject 
of course, to the supreme economic authority, but able to transfer to each 132 

other goods and services for a consideration reckoned in a common medium 
- c  L -- -- TL', or trxcnange. l r l l s ,  roughiy, is hvw people conceive the produciive organi- 
zation of socialistic industry when they speak nowadays of complete social- 
ization and the like. But here again the decisive point is evaded. Exchange 
relations in productive goods can only be established on the basis of private 
property in the means of production. If the Coal Syndicate delivers coal to 
the Iron Syndicate a price can be fixed only if both syndicates own the means 
of production in the industry. But that would not be Socialism but Syndi- 
calism. 

For those socialist writers who accept the labour theory of value the 
problem is, of course, quite simple. 

"As soon," says Engels, "as Society has taken possession of the means of 
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production and applies them to direct social production the labour of every- 
one, however different its specific use may be, will immediately become 
direct social labour. The amount of social labour inherent in any product 
does not require to be ascertained in any roundabout way: everyday expe- 
fiefice x4~i!!  rho\+^ hew much ef it efi the average is necessarr. Cnr iohr  rQn y " " L I L L J  LUI1 

easily reckon how many hours of labour inhere in a steam engine, in a 
hectolitre of wheat of the last harvest, in a hundred square metres of cloth 
of a certain quality. Of course society will have to find out how much work 
is required for the manufacture of every article of consumption. It will have 
to base its plans on a consideration of the means of production at its disposal- 
and of course the labour force falls into this category. The utility of the 
different objects of consumption weighed against one another and against 
the labour necessary for their production will finally determine the plan. The 
people will decide everything quite easily without the intervention of the 
much-vaunted value."* 

It is not part of our business here to restate the critical arguments against 
the labour theory of value. They interest us at this point only in so far as 
they enable us to judge the possibility of making labour the basis of economic 
calculation in a socialistic community. 

At first sight it would appear that calculations based on labour take into 
account the natural conditions of production, as well as conditions arising 

133 from the human element. The Marxian concept of the socially necessary 
labour time takes the law of diminishing returns into consideration in so far 
as it results from different natural conditions of production. If the demand 
for a commodity increases and less favourable natural conditions have to be 
exploited, then the average socially necessary time for the production of a 
unit also increases. If more favourable conditions of production are discovered 
then the necessary quantum of social labour  decline^.^ But this is not enough. 
Computation of changes in marginal labour costs only take account of natural 
conditions in so far as they influence labour costs. Beyond that, the "labnur" 

Engels, Herrn Eugen Diikrings Umwiilzung der Wissensckaff, pp. 335 ff. Publisher's Note: In the 
English edition, Anti-Diihring: Herrn Eugen Duhring's Revolution in Science, pp. 429 ff. 

Marx, Das Kapital, Vol. I ,  pp. 5 ff. Publisher's Note: In English, see Marx, Karl. Capital: A Critique 
of Political Economy. 3 volumes. Vol. I. The Process of Capitalist Production. Translated from the 
3rd German edition by Samuel Moore and Edward Aveling. Edited by Frederick Engels. Revised 
and amplified according to the 4th German edition by Ernest Untermann. Chicago: Charles H. 
Kerr & Co., I@. (Note: This Volume I also reprinted by Random House as a Modem Library 
Giant, with same paging as the Kerr edition.) Vol. 11. The Process of Circulation of Capital. The 
Process of Capitalist Production as a Whole. Both Volumes 11 and III were translated by Ernest 
Untermann and edited by Frederick Engels. Both were published by the same Charles H. Kerr 
& Co. of Chicago in rgog. In this footnote, pp. 5 ff. refers to pp. 45 ff. in the English. 
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calculation breaks down. It leaves, for instance, the consumption of material 
factors of production entirely out of account. Suppose the socially necessary 
labour time for producing two commodities P and Q is ten hours, and that 
the production of a unit both of P and of Q requires material A, one unit of 
which is produced by one hour of socially necessary labour, and that the 
production of P involves two units of A and eight hours of labour, and of 
Q one unit of A and nine hours of labour. In a calculation based on labour 
time P and Q are equivalent, but in a calculation based on value P must be 
worth more than Q. The former calculation is false. Only the latter corre- 
sponds to the essence and object of economic calculation.-1t is true that this 
surplus by which the value of P exceeds that of Q, this material substratum, 
"is furnished by nature without the help of man,"* but provided it is present 
only in such quantities that it becomes an economic factor it must also in 
some form enter into economic calculation. 

The second deficiency of the labour calculation theory is that it disregards 
differences in the quality of labour. For Mam all human labour is economically 
homogeneous, because it is always the "productive expenditure of human 
brain, muscles, nerves, hands, etc." "Skilled labour is only intensified, or 
rather multiplied simple labour, so that a small quantity of skilled labour 
equals a larger quantity of simple labour. Experience shows that this reso- 
lution of skilled into simple constantly happens. A commodity may be the 
product of highly skilled labour, but its value equates it to the product of 
simple labour and represents only a certain quantity of simple l a b ~ u r . ~  Bohm- 
Bawerk was justified in describing this argument as a masterpiece of as- 
tounding n a i ~ e t y . ~  In criticizing it one may conveniently leave undecided 134 

whether one can discover a unitary physiological measure of all human 
labour, physical as well as "mental." For it is certain that between men 
themselves there are differences of capability and skill which result in differing 
qualities of the goods and services produced. What is ultimately decisive for 
the solution of the problem of the feasibility of using labour as a basis of 
economic dcdat ion is the cpestion whether one can assimhte differe~t 
kinds of work to a common denominator without a valuation of the products 
by the consumer. It is clear that the argument which Mam brings to bear on 
this point has failed. Experience does indeed show that commodities enter 

' Ibid., pp. 5 ff. Publisher's Note: pp. 50 ff. in English translation. 
Ibid., pp. 10 ff. Publisher's Note: pp. 55 ff .  in English translation. 
Biihm-Bawerk, Kapital und Kapitalzins, Vol. I, 3rd ed. (Innsbruck, 1914), p. 531. Publisher's Note: 

BGhm-Bawerk's three volume work in English is: Biihm-Bawerk, Eugen von. Capital and Interest. 3 
volumes. (South Holland, Illinois: Libertarian Press, 1959.) Volume I. History and Critique of Interest 
Theories. Translated by George D. Huncke and Hans F. Sennholz. 



116 The Organization of Production Under Socialism 

into exchange regardless of the question whether they are the products of 
skilled or simple labour. But this would only prove that a definite quantity 
of simple labour is equal to a definite quantity of skilled labour if it were 
proved that labour is the source of exchange value. But not only is this 
cnpmven; it is exactly what M a n  nriginal!y set O E ~  tn pmve. The hrt that 
in exchange a substitute relation between simple and skilled labour has arisen 
in the form of wage rates-a point to which Man does not here allude-is 
not in the least a proof of this homogeneity. This process of equating is a 
result of the working of the market, not its presupposition. Calculations 
based on labour cost rather than on monetary values would have to establish 
a purely arbitrary relation by which to resolve skilled into simple labour, and 
this would make them useless as an instrument for the economic organization 
of resources. 

It was long thought that the labour theory of value provided a necessary 
ethical basis for the demand to socialize the means of production. We know 
now that this was an error. Although the majority of socialists have adopted 
this view and although even Mam with his professedly non-ethical standpoint 
could not shake it off, it is ciear that, on the one hand, the poiiticai demands 
for the introduction of the socialistic method of production neither need nor 
receive support from the labour theory of value, and, on the other hand, 
that those who hold different views on the nature and cause of value can 
also have socialistic tendencies. But from another point of view, the labour 

135 theory of value is still an essential dogma for the advocates of the socialistic 
method of production. For socialistic production in a society based on division 
of labour seems practicable only if there is an objective recognizable unit of 
value which would enable economic calculations to be made in an exchange- 
less and moneyless community and labour seems the only thing to serve 
this purpose. 

3 

Recent Socialist Doctrines and the Problems of Economic Calculation 

The problem of economic calculation is the fundamental problem of So- 
cialism. That for decades people could write and talk about Socialism without 
touching this problem only shows how devastating were the effects of the 



Recent Socialist Doctrines 117 

Marxian prohibition on scientific scrutiny of the nature and working of a 
socialist economy. 

To prove that economic calculation would be impossible in the socialist 
community is to prove also that Socialism is impracticable. Everything 
brought forward in favour of Socialism during the last hundred years, in 
thousands of writings and speeches, all the blood which has been spilt by 
the supporters of Socialism, cannot make socialism workable. The masses 
may long for it ever so ardently, innumerable revolutions and wars may be 
fought for it, still it will never be realised. Every attempt to carry it out will 
lead to syndicalism or, by some other route, to chaos, which will quickly 
dissolve the society, based upon the division of labour, into tiny autarkous 
groups. 

The discovery of this fact is clearly most inconvenient for the socialist 
parties, and so&alists of all kinds have poured out attempts to refute my 
arguments and to invent a system of economic calculation for Socialism. 
They have not been successful. They have not produced a single new 136 

argument which I have not already taken account of.Wothing has shaken 
the proof that under Socialism economic calculation is impossible.9 

~ i e  attempt of the Russian Bolsheviks to transfer Socialism from a party 
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George Reisman
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programme into real life has not encountered the problem of economic 
calculation under Socialism, for the Soviet Republics exist within a world 
which forms money prices for all means of production. The rulers of the 
Soviet Republics base the calculations on which they make their decisions 
on these prices. Without the help of these prices their actions would be 
aimless a i d  planless. Only so far as they refer to this price system, are they 
able to calculate and keep books and prepare their plans. Their position is 
the same as the position of the state and municipal Socialism of other 
countries: the problem of socialist economic calculation has not yet arisen for 
them. State and municipal enterprises calculate with those prices of the 
means of production and of consumption goods which are formed on the 
market. Therefore it would be precipitate to conclude from the fact that 
municipal and state enterprises exist, that socialist economic calculation is 
possible. 

We know indeed that socialist enterprises in single branches of production 
are practicable only because of the help they get from their non-socialist 
environment. State and municipality can carry on their own enterprises 
L -  - - - - - -  ~ 1 -  - I - . - t - L  ---:L-II-L --L------ it-:- 1 Ti - uecause me raxes wrucrl captaust e r n e r p s e s  yay, cuver rrwr losses. 111 a 
similar manner Russia, which left to herself would long ago have collapsed, 
has been supported by finance from capitalist countries. But incomparably 
more important than this material assistance, which the capitalist economy 
gives to socialist enterprises, is the mental assistance. Without the basis for 
calculation which Capitalism places at the disposal of Socialism, in the shape 
of market prices, socialist enterprises would never be carried on, even within 
single branches of production or individual countries. 

137 Socialist writers may continue to publish books about the decay of Capi- 
talism and the coming of the socialist millennium: they may paint the evils 
of Capitalism in lurid colours and contrast with them an enticing picture of 
the blessings of a socialist society; their writings may continue to impress 
the thoughtless--but all this cannot alter the fate of the socialist idea.1° The 
attempt to reform the world socialistically might destroy civilization. It would 
never set up a successful socialist community. 

Die Lehren des Marxismus im Lichte der russischen Revolution, Berlin, 1928, pp. 21 ff.; C. A. Verrijn 
Stuart, "Winstbejag versus behoeftenbevrediging" (Overdruk Economist, 76 Jaargang Aflevering I), 
pp. 18 ff.; Pohle-Halm, Kapitalismus und Sozialismus, 4th ed., Berlin, 1931, pp. 237 ff. 
lo Characteristic of this branch of literature is the recently published work of C. Landauer, 
Planwirtschaft und Verkehrswirtschaft (Munich and Leipzig, 1931). Here the writer deals with the 
problem of economic calculation quite naively, at first by asserting that in a socialist society "the 
individual enterprises . . . could buy from each other, just as capitalist enterprises buy from each 
other" (p. 114). A few pages on he explains that "besides this" the socialist state will "have to 
set up a control accountancy in kind; the state will be "the only one able to do this because in 
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The Artificial Market as the Solution of the Problem of Economic Calculation 

Some of the younger socialists believe that the socialist community could 
solve the problem of economic calculation by the creation of an artificial 
market for the means of production. They admit that it was an error on the 
part of the older socialists to have sought to realize Socialism through the 
suspension of the market and the abolition of pricing for goods of higher 
orders; they hold that it was an error to have seen in the suppression of the 
market and of the price system the essence of the socialistic ideal. And they 
contend that if it is not to degenerate into a meaningless chaos in which the 
whole of our civilization would disappear, the socialist community equally 
with the capitalistic community, must create a market in which all. goods 
and services may be priced. On the basis of such arrangements, they think, 
the socialist community will be able to make its calculations as easily as the 
capitalist entrepreneurs. 

Unfortunately the supporters of such proposals do not see (or perhaps 
will not see) that it is not possible to divorce the market and its functions in 
regard to the formation of prices from the working of a society which is based 
on private property in the means of production and in which, subject to the 
rules of such a society, the landlords, capitalists and entrepreneurs can 
dispose of their property as they think fit. For the motive force of the whole 
process which gives rise to market prices for the factors of production is the 
ceaseless search on the part of the capitalists and the entrepreneurs to 13s 

maximize their profits by serving the consumers' wishes. Without the striving 
of the entrepreneurs (including the shareholders) for profit, of the landlords 
for rent, of the capitalists for interest and the labourers for wages, the 
successful functioning of the whole mechanism is not to be thought of. It is 
only the prospect of profit which directs production into those channels in 
which the demar?ds sf the consumer are best satisfied at !east cmt. If the 
prospect of profit disappears the mechanism of the market loses its main- 
spring, for it is only this prospect which sets it in motion and maintains it 
in operation. The market is thus the focal point of the capitalist order of 
society; it is the essence of Capitalism. Only under Capitalism, therefore, is 
it possible; it cannot be "artificialIyU imitated under Socialism. 

contrast to Capitalism it controls production itself" (p. 122). Landauer cannot understand that- 
and why+ne is not permitted to add and subtract figures of different denominations. Such a case 
is, of course, beyond help. 
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The advocates of the artificial market, however, are of the opinion that an 
artificial market can be created by instructing the controllers of the different 
industrial units to act as if they were entrepreneurs in a capitalistic state. 
They argue that even under Capitalism the managers of joint stock companies 
work not for themselves but fer the companies, h t  is to say, fm the 
shareholders. Under Socialism, therefore, it would be possible for them to 
act in exactly the same way as before, with the same circumspection and 
devotion to duty. The only difference would be that under socialism the 
product of the manager's labours would go to the community rather than 
to the shareholders. In such a way, in contrast to all socialists who have 
written on the subject hitherto, especially the Marxians, they think it would 
be possible to construct a decentralized, as opposed to a centralized, So- 
cialism. 

In order to judge properly such proposals, it is necessary in the first place 
to realize that these controllers of individual industrial units would have to 
be appointed. Under Capitalism the managers of the joint stock companies 
are appointed either directly or indirectly by the shareholders. In so far as 
the shareholders give to the managers power to produce by the means of 
the company's (i.e. the shareholders') stock they are risking their own 
property or a part of their own property. The speculation (for it is necessarily 
a speculation) may succeed and bring profit; it may, however, misfire and 

139 bring about the loss of the whole or a part of the capital concerned. This 
committing of one's own capital to a business whose outcome is uncertain 
and to men whose future ability is still a matter of conjecture whatever one 
may know of their past, is the essence of joint stock company enterprise. 

Now it is a complete fallacy to suppose that the problem of economic 
calculation in a socialist community relates solely to matters which fall into 
the sphere of the daily business routine of managers of joint stock companies. 
It is clear that such a belief can only arise from exclusive concentration on 
the idea of a stationary economic system-a conception which no doubt is 
useful for the solution of many theoretical problems but which has no 
counterpart in fact and which, if exclusively regarded, can even be positively 
misleading. It is clear that under stationary conditions the problem of eco- 
nomic calculation does not really arise. When we think of the stationary 
society, we think of an economy in which all the factors of production are 
already used in such a way as, under the given conditions, to provide the 
maximum of the things which are demanded by consumers. That is to say, 
under stationary conditions there no longer exists a problem for economic 
calculation to solve. The essential function of economic calculation has by 
hypothesis already been performed. There is no need for an apparatus of 
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calculation. To use a popular but not altogether satisfactory terminology we 
can say that the problem of economic calculation is of economic dynamics: 
it is no problem of economic statics. 

The problem of economic calculation is a problem which arises in an 
economy which is perpetually subject to change, an economy which every 
day is confronted with new problems which have to be solved. Now in order 
to solve such problems it is above all necessary that capital should be 
withdrawn from particular lines of production, from particular undertakings 
and concerns and should be applied in other lines of production, in other 
undertakings and concerns. This is not a matter for the managers of joint 
stock companies, it is essentially a matter for the capitalists-the capitalists 
who buy and sell stocks and shares, who make loans and recover them, who 
make deposits in the banks and draw them out of the banks again, who 
speculate in all kinds of commodities. It is these operations of speculative 
capitalists which create those conditions of the money market, the stock 
exchanges and the wholesale markets which have to be taken for granted by 140 

the manager of the joint stock company, who, according to the socialist 
writers we are considering, is to be conceived as nothing but the reliable and 
conscientious servant of the company. It is the speculative capitalists who 
create the data to which he has to adjust his business and which therefore 
gives direction to his trading operations. 

It follows therefore that it is a fundamental deficiency of all these socialistic 
constructions which invoke the "artificial market" and artificial competition 
as a way out of the problem of economic calculation, that they rest on the 
belief that the market for factors of production is affected only by producers 
buying and selling commodities. It is not possible to eliminate from such 
markets the influence of the supply of capital from the capitalists and the 
demand for capital by the entrepreneurs, without destroying the mechanism 
itself. 

Faced with this difficulty, the socialist is likely to propose that the socialist 
state as owner of all capital and all means of production should simply direct 
capital to those undertakings which promise the highest return. The available 
capital, he will contend, should go to those undertakings which offer the 
highest rate of profit. But such a state of affairs would simply mean that 
those managers who were less cautious and more optimistic would receive 
capital to enlarge their undertakings while more cautious and more skeptical 
managers would go away empty-handed. Under Capitalism, the capitalist 
decides to whom he will entrust his own capital. The beliefs of the managers 
of joint stock companies regarding the future prospects of their undertakings 
and the hopes of project-makers regarding the profitability of their plans are 
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not in any way decisive. The mechanism of the money market and the capital 
market decides. This indeed is its main task: to serve the economic system 
as a whole, to judge the profitability of alternative openings and not blindly 
to follow what the managers of particular concerns, limited by the narrow 
horizon of their own undertakings, are tempted to propose. 

To understand this completely, it is essential to realise that the capitalist 
does not just invest his capital in those undertakings which offer high interest 
or high profit; he attempts rather to strike a balance between his desire for 
profit and his estimate of the risk of loss. He must exercise foresight. If he 
does not do so then he suffers losses-losses that bring it about that his 

141 disposition over the factors of production is transferred to the hands of others 
who know better how to weigh the risks and the prospects of business 
speculation. 

Now if it is to remain socialistic, the socialist State cannot leave to other 
hands that disposition over capital which permits the enlargement of existing 
undertakings, the contraction of others and the bringing into being of un- 
dertakings that are completely new. And it is scarcely to be assumed that 
sccia!ists =f \%rhatever persuasi=fl 'r~v~Gld!d sefiGusby pr=p=se that tk.,is fidr;c~on 
should be made over to some group of people who would "simply" have 
the business of doing what capitalists and speculators do under capitalistic 
conditions, the only difference being that the product of their foresight 
should not belong to them but to the community. Proposals of this sort may 
well be made concerning the managers of joint stock companies. They can 
never be extended to capitalists and speculators, for no socialist would 
dispute that the function which capitalists and speculators perform under 
Capitalism, namely directing the use of capital goods into that direction in 
which they best serve the demands of the consumer, is only performed 
because they are under the incentive to preserve their property and to make 
profits which increase it or at least allow them to live without diminishing 
their capital. 

It follows therefore that the socialist community can do nothing but place 
the disposition over capital in the hands of the State or to be exact in the 
hands of the men who, as the governing authority, carry out the business 
of the State. And that signifies elimination of the market, which indeed is 
the fundamental aim of Socialism, for the guidance of economic activity by 
the market implies organization of production and a distribution of the 
product according to that disposition of the spending power of individual 
members of society which makes itself felt on the market; that is to say, it 
implies precisely that which it is the goal of Socialism to eliminate. 

If the socialists attempt to belittle the significance of the problem of eco- 



Profitability and Productivity 123 

nomic calculation in the Socialist community, on the ground that the forces 
of the market do not lead to ethically justifiable arrangements, they simply 
show that they do not understand the real nature of the problem. It is not 
a question of whether there shall be produced cannons or clothes, dwelling 
houses or churches, lwtwies or subsistence. In any social order, even under 
Socialism, it can very easily be decided which kind and what number of 
consumption goods should be produced. No one has ever denied that. But 142 

once this decision has been made, there still remains the problem of ascer- 
taining how the existing means of production can be used most effectively 
to produce these goods in question. In order to solve this problem it is 
necessary that there should be economic calculation. And economic calcu- 
lation can only take place by means of money prices established in the market 
for production goods in a society resting on private property in the means 
of production. That is to say, there must exist money prices of land, raw 
materials, semimanufactures; that is to say, there must be money wages and 
interest rates. 

Thus the alternative is still either Socialism or a market economy. 

Profitability and Productivity 

The economic activity of the socialist community is subject to the same 
external conditions as govern an economic system based on private property 
in the means of production or indeed any conceivable economic system. The 
economic principle applies to it in the same way as to any and to all economic 
systems: that is to say it recognizes an hierarchy of ends, and must therefore 
strive to achieve the more important before the less important. This is the 
essence of economic activity. 

It is obvious that the production activities of the socialist community will 
involve not only labour but also material instruments of production. Ac- 
cording to a very widespread custom, these material instruments of pro- 
duction are called capital. Capitalist production is that which adopts wise 
roundabout methods in contrast with a non-capitalistic production which 
goes directly to its end in a hand to mouth manner.ll If we adhere to this 

" Bohm-Bawerk, Kapital und Kapitnlzins, Vol. 11, 3rd ed. (Innsbruck, 1912), p. 21. Publisher's Note: 
The page in the English (SennhoWHuncke) translation of Bohm-Bawerk, referred to here is page 
14 in Volume 11. Bohm-Bawerk, Eugen von. Capital and Interest. 3 volumes. South Holland, Illinois: 
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terminology, we must admit that the socialist community must also work 
with capital and will therefore produce capitalistically. Capital conceived as 
the intermediate products, which arise at the different stages of production 

143 by indirect methods, would not, at any rate at first12 be abolished by Socialism. 
It would merely be transferred from individual to common possession. 

But if, as we have suggested above, we wish to understand by capitalistic 
production that economic system in which money-calculation is employed, 
so that we can summarize under the term capital a set of goods devoted to 
production and evaluated in terms of money, and can attempt to estimate 
the results of economic activity by the variations in the value of capital, then 
it is clear that socialist methods of production cannot be termed capitalistic. 
In quite another sense than the Mamians we can distinguish between so- 
cialistic and capitalistic methods of production, and between Socialism and 
Capitalism. 

The characteristic feature of the capitalistic method of production, as it 
appears to socialists, is that the producer works to obtain a profit. Capitalistic 
production is production for profit, socialist production will be production 
for the satisfxt;,on of needs. That capitidistic productior; aims a: profit is 
quite true. But to achieve a profit, that is a result greater in value than the 
costs, must also be the aim of the socialist community. If economic activity 
is rationally directed, that is if it satisfies more urgent before less urgent 
needs, it has already achieved profits, since the cost, i.e. the value of the 
most important of the unsatisfied needs, is less than the result attained. In 
the capitalistic system profits can only be obtained if production meets a 
comparatively urgent demand. Whoever produces without attending to the 
relation between supply and demand fails to achieve the result at which he 
is aiming. To direct production towards profit simply means to direct it to 
satisfy other people's demand: in this sense it may be contrasted with isolated 
man's production for personal needs. But he also is working for profit in the 
sense used above. Between production for profit and production for needs 
there is no contrast.13 

Libertarian Press, 1959. [Information re Vol. I above.] Volume 11. Positive Theory of Capital. Translated 
by George D. Huncke; Hans F. Sennholz, Consulting Economist. Volume III. Further Essays on 
Capital and Interest. Translated by Hans F. Sennholz. 
IZ The limitation comprised in the words "at first" is not intended to mean that Socialism will later 
on, say after attaining a "higher stage of the communist society," intentionally set about abolishing 
capital in the sense used here. Socialism can never plan the return to the life from hand to mouth. 
Rather do I want to point out here that Socialism must, by inner necessity, lead to the gradual 
consumption of capital. 
l3 Pohle-Halm, Knpitalismus und Sozialismus, pp. 12 ff. 
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The contrasting of production for profit and production for needs is closely 
connected with the common practice of contrasting productivity and prof- 
itability or the "social" and "private" economic point of view. An economic 
action is said to be profitable if in the capitalist system it yields an excess of 
receipts over costs. An economic action is said to be productive when, seen 
from the point of view of a hypothetical socialist community, the yield 
exceeds the cost involved. Now in some cases productivity and profitability 
do not coincide. Some economic acts which are profitable are not productive 144 

and, vice versa, some are productive but not profitable. For those naively 
biased in favour of Socialism, as is the case even with most economists, this 
fact is sufficient to condemn the capitalistic order of society. Whatever a 
socialist community would do seems to them undisputably good and rea- 
sonable: that anything different can happen in a capitalistic society is, in their 
opinion, an abuse which cannot be tolerated. But an examination of the cases 
in which profitability and productivity are alleged not to coincide will show 
that this judgment is purely subjective, and that the scientific cloak with 
which it is invested is a sham.14 

In mainritv ef C ~ S ~ S  jn which it csca!!y asscl?;led that there is 2 J""J 

contrast between profitability and productivity no such contrast exists. This 
is true, for example, of profits from speculation. Speculation in the capitalist 
system performs a function which must be performed in any economic 
system however organized: it provides for the adjustment of supply and 
demand over time and space. The source of the profit of speculation is 
enhanced value which is independent of any particular form of economic 
organization. When the speculator purchases at a low price products which 
come on the market in comparatively large quantities and sells them at a 
higher price when the demand has again increased, his gains represent, from 
a business and from the economic point of view, an increase of value. That 
in a socialist order the community and not the individual would get this 
much grudged and maligned profit we do not deny. But that is not the 
sigi-Jficance of the problem in which we are interested. The point which 
concerns us here is that the alleged contrast between profitability and pro- 
ductivity does not exist in this case. Speculation performs an economic service 
which cannot conceivably be eliminated from any economic system. If it is 
eliminated, as socialists intend to do, then some other organization must 
take over its functions: the community itself must become a speculator. 
Without speculation there can be no economic activity reaching beyond the 
immediate present. 

14 On Monopoly see pp. 344 ff. and on "uneconomic" consumption see p. 401 ff. 
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A contrast between profitability and productivity is sometimes supposed 
to be discovered by picking out a particular process and considering it by 
itself. People may perhaps characterize as unproductive certain features 

145 peculiar to the constitution of the capitalistic organization of industry, e.g. 
seEfig expenses, advert;,si~g costs acd the I;te .re &zr.cfeyi_zed 2s iinnrn- --r- 
ductive. This is not legitimate. We must consider the result of the complete 
process, not the individual stages. We must not consider the constituent 
expenses without setting against them the result to which they contribute.15 

Gross and Net Product 

The most ambitious attempt to contrast productivity and profitability de- 
rives from the examination of the relationship between gross product and 
net product. It is clear that every entrepreneur in the capitalist system aims 
at achieving the largest net product. But it is asserted that rightly considered 
the object of economic activity should be to achieve not the largest net product 
but the largest gross product. 

This belief, however, is a fallacy based upon primitive speculations re- 
garding valuation. But judged by its widespread acceptance even today it is 
a very popular fallacy. It is implicit when people say that a certain line of 
production is to be recommended because it employs a large number of 
workers, or when a particular improvement in production is opposed because 
it may deprive people of a living. 

If the advocates of such views were logical they would have to admit that 
the gross product principle applies not only to labour but also to the material 
instruments of production. The entrepreneur carries production up to the 
point where it ceases to yield a net product. Let us assume that production 
beyond this point requires material instruments only and not labour. Is it in 
the interest of society that the entrepreneur should extend production so as 
to obtain a larger gross product? Would society do so if it had the control of 
production? Both questions must be answered with a decided NO. The fact 
that further production does not pay shows that the instruments of produc- 
tion could be applied to a more urgent purpose in the economic system. If, 
nevertheless, they are applied to the unprofitable line then they will be 

l5 See pp. 141 ff., 160 ff. 
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lacking in places where they are more urgently needed. This is true under 
both Capitalism and Socialism. Even a socialist community, supposing it 146 

acted rationally, would not push certain lines of production indefinitely and 
neglect others. Even a socialist community would discontinue a particular 
line of production when further production would not cover the expense, 
that is to say, at the point where further production would mean failure to 
satisfy a more urgent need elsewhere. 

But what is true of the increased use of material instruments is true exactly 
in the same way of the increased use of labour. If labour is devoted to a 
particular line of production to the point where it only increases the gross 
product while the net product declines, it is being withheld from some other 
line where it could perform more valuable service. And here, again, the only 
result of neglecting the principle of net product is that more urgent wants 
remain unsatisfied whilst less urgent ones are met. It is this fact, and no 
other which is made evident in the mechanism of the capitalist system by 
the decline in the net product. In a socialist community it would be the duty 
of the economic administration to see that similar misapplications of economic 
,&-4&,A:A ,,c,\nn.... Urr,,. ~ h ~ ~ ~ 4 ~ ~ ~  cn nnA:n~,rr-r.nn,,t ,rrhhhhhn nrnf&et.:l:+rr 
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and productivity. Even from the socialist standpoint, the largest possible net 
product and not the largest possible gross product must be the aim of 
economic activity. 

Nevertheless, people continue to maintain the contrary, sometimes of 
production in general, sometimes of labour alone and sometimes of agri- 
cultural production. That capitalist activity is directed solely toward the 
attainment of the largest net product is adversely criticized and State inter- 
vention is called for to redress the alleged abuse. 

This discussion has a lengthy ancestry. Adam Smith maintained that 
different lines of production should be regarded as more or less productive 
according to the greater or smaller amount of labour which they set in 
motion.16 For this he was adversely criticized by Ricardo who pointed out 
that weifare of the peopie increased oniy though an eniargement of the net 
product and not of the gross product.17 For this Ricardo was severely attacked. 
Even J. B. Say misunderstood him and accused him of an utter disregard for 
the welfare of so many human beings.18 While Sismondi, who was fond of 147 

l6 A. Smith, An Inquiry into the Nature and Causes of the Wealth of Nations, Book 11, Chap. V (London 
1776, Vol. I, pp. 437 ff.). 
" Ricardo, Principles of Political Economy and Taxation, Chap. XXW (Works, ed. MacCulloch, 2nd ed. 
[London 18521 pp. zio ff.). 
" Say, in his Notes to Constancio's French Edition of Ricardo's works, Vol. I1 (Paris, 1819), pp. 
222 ff. 
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meeting economic arguments by sentimental declamations, thought he could 
dispose of the problem by witticism: he said that a king who could produce 
net product by pressing a button would, according to Ricardo, make the 
nation superf luo~s.~~ Bernhardi followed Sismondi on this point.20 Proudhon 
:vent 2s fZr 3s te epitemize the cenkast betweer? socia!istic and n r i x r a + a  r"" --- 
enterprise in the formula: that although society must strive for the largest 
gross product the aim of the entrepreneur is the largest net produ~t.~ '  Mam 
avoids committing himself on this point, but he fills two chapters of the first 
book of Das Kapital with a sentimental exposition in which the transition from 
intensive to extensive agricultural methods is depicted in the darkest colour 
as, in the words of Sir Thomas More, a system "where sheep eat up men," 
and manages in the course of this discussion to confuse the large expropri- 
ations achieved by the political power of the nobility, which characterized 
European agrarian history in the first centuries of modem times, with the 
changes in the methods of cultivation initiated later on by the landowners." 

Since then declamations on this scheme have formed the stock equipment 
of the controversial writings and speeches of the socialists. A German ag- 
ricultural economist, Freiherr von der Goltz, has tried to prove that the 
attainment of the largest possible gross product is not only productive from 
the social point of view but is also profitable from the individual point of 
view. He thinks that a large gross product naturally presupposes a large net 
product, and to that extent the interests of the individuals whose main object 

148 is to achieve a large net product coincide with those of the State which 
desires a large gross But he can offer no proof of this. 

l9 Sismondi, Nouveaux Principes d'~conomie Politique (Paris, 1819), Vol. 11, p. 331 footnote. 
20 Bernhardi, Versuch einer Kritik der Griinde, die fir grosses und kleines Grundeigentum angefuhrt werden 
(Petersburg, 1849), pp. 367 ff.; also Cronbach, Das landwirtschaftliche Betriebsproblem in der deutscken 
Nationaliikonomie bis zur Mitte des 19. Jahrhunderts (Vienna, 1907), pp. 292 ff. 
Z1 "La sociiti recherche le plus grand produit brut, par const!quent la plus grande population possible, parce 
que pour elle produit brut et produit net son identiques. Le monopole, au contraire, vise constamment au 
plus grand produit net, dlit-il ne l'obtenir qu'au prix de l'extermination du genre humain." ("Society seeks 
the largest gross product and thus the largest possible population, because for it gross product 
and net product are the same thing. On the other hand, monopoly continually aims at the highest 
net product which it can obtain only at the price of exterminating the human race.") Proudhon, 
Systime des contradictions t!conomiques ou philosophie de la midre (Paris, 1846), Vol. I, p. 270. In 
Proudhon's language "Monopoly" means the same as Private Property. (Ibid., Vol. I, p. 236; also 
Landry, L'utiliM sociale de la propriitt! individuelle (Paris, igol), p. 76 

Marx, Das Kapital, Vol. I ,  pp. 613-726. The arguments about "the theory of compensation for 
the workers displaced by machinery" (ibid., pp. 403-12) are vain in view of the Marginal Utility 
Theory. Publisher's Note: The page references cited here are pp. 738-821 and 478-488, respectively, 
in the English edition. 

Goltz, Agranoesen und Agrarpolitik, 2nd ed. (Jena, lgoq), p. 53; also Waltz, Vom Reinertrag in 
der Landwirtschaft (Stuttgart and Berlin, lqoq), pp. 27 ff. Goltz contradicts himself in his arguments, 
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Much more logical than these efforts to overcome the apparent contrast 
between social and private interests by ignoring obvious facts of agricultural 
accountancy, is the position taken up by followers of the romantic school of 
economic thought, particularly the German etatists, viz. that the agriculturist 
has the status of a civil servant, and is therefore obliged to work in the public 
interest. Since this is said to require the largest possible gross product it 
follows that the farmer, uninfluenced by commercial spirit, ideas or interests, 
and regardless of the disadvantages, which may be entailed, must devote 
himself to the attainment of this end.24 All these writers take it for granted 
that the interests of the community are served by the largest gross product. 
But they do not go out of their way to prove it. When they do try, they only 
argue from the point of view of Machtpolitik (power politics) or Nationalpolitik 
(national policy). The State has an interest in a strong agricultural population 
since the agricultural population is conservative; agriculture supplies the 
largest number of soldiers; provision must be made for feeding the population 
in time of war and so on. 

In contrast to this an attempt to justify the gross product principle by 
economic reasoning has been made by Landry. He will only admit that the 
effort to attain the greatest net is socially advantageous in so far as 
the costs which no longer yield a profit arise from the use of material 
instruments of production. When the application of labour is involved he 
thinks quite otherwise. Then, from the economic point of view the application 
of labour costs nothing: social welfare is not thereby diminished. Wage 
economies which result in a diminution of the gross product are harmful.25 
He arrives at this conclusion by assuming that the labour force thus released 
could find no employment elsewhere. But this is absolutely wrong. The need 
of society for labour is never satisfied as long as labour is not a "free good." 
The released workers find other employment where they have to supply 
work more urgent from the economic point of view. If Landry were right it 149 

would have been better if all the labour-saving machinery had never existed, 
and the attitude of those workers who resist all technical innovations which 
economize labour and who destroy such machinery would be justified. There 
is no reason why there should be a distinction between the employment of 
material instruments and of labour. That, in view of the price of the material 

for, to the assertion mentioned above, he adds immediately: "Nevertheless the amount remaining 
as net profit from the gross product after deducting costs varies considerably. On the average it 
is greater with extensive than with intensive cultivation." 
24 See Waltz, op. cit. pp. 19 ff. on Adam Miiller, Biilow-Cummerow and Phillipp v. Arnim, and pp. 
30 ff. on Rudolf Meyer and Adolf Wagner. 
25 Landry, L'utilitt sociale de la proprittt individuelle, pp. log, 127 ff .  
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instruments and the price of their products, an increase of production in the 
same line is not profitable, is due to the fact that the material instruments 
are required in some other line to satisfy more urgent needs. But this is 
equally true of labour. Workers who are employed in unprofitably increasing 
the gross product are withheld from other lines of production in which they 
are more urgently required. That their wages are too high for an increase in 
production involving a larger gross product to be profitable, results indeed 
from the fact that the marginal productivity of labour in general is higher 
than in the particular line of production in question, where it is applied 
beyond the limits determined by the net product principle. There is no 
contrast whatever here between social and private interests: a socialist or- 
ganization would not act differently from an entrepreneur in the capitalist 
organization. 

Of course there are plenty of other arguments which can be adduced to 
show that adherence to the net product principle may be harmful. They are 
common to all nationalist-militarist thinking, and are the well-known argu- 
ments used to support every protectionist policy. A nation must be populous 
because its p!itiCa! alld mi!itar~ ctanJing in the wOI.!d dennnJc IIrrnrr -I-- 
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bers. It must aim at economic self-sufficiency or at least it must produce its 
food at home and so on. In the end Landry has to fall back on such arguments 
to support his theory.26 To examine such arguments would be out of place 
in a discussion of the isolated socialist community. 

But if the arguments we have examined are untrue it follows that the 
socialist community must adopt net product and not gross product as the 
guiding principle of economic activity. The socialist community equally with 
the capitalist society will also transform arable into grass land, if it is possible 
to put more productive land under the plough elsewhere. In spite of Sir 
Thomas More, "sheep will eat up men" even in Utopia, and the rulers of the 
socialist community will act no differently from the Duchess of Sutherland, 

1.50 that "economically instructed person," as Marx once jeeringly called her.27 
The net product principle is true for every line of production. Agriculture 

is no exception. The dictum of Thaer, the German pioneer of modern agri- 
culture, that the aim of the agriculturist must be a high net yield "even from 
the standpoint of the public welfare" still holds good.2R 

26 Landry, L'utilitt sociale de la proprit!tk individuelle, pp. log, 127 ff. 
27 Marx, Das Kapitul, Vol. I ,  p. 695. 
28 Quoted by Waltz, Vom Reinertrag in der Landwirtschaft, p. 29. 



CHAPTER 7 

The Distribution of Income 

The Nature of Distribution Under Liberalism and Socialism 

0 n logical grounds, treatment of the problem of income should properly 151 

come at the end of any investigation into the life of the socialist com- 
munity. Production must take place before distribution is possible, therefore, 
Ingicallyi the former should be discussed before the latter. But the problem 
of distribution is so prominent a feature of Socialism as to suggest the earliest 
possible discussion of the question. For fundamentally, Socialism is nothing 
but a theory of "just" distribution; the socialist movement is nothing but an 
attempt to achieve this ideal. All socialist schemes start from the problem of 
distribution and all come back to it. For Socialism the problem of distribution 
is the economic problem. 

The problem of distribution is moreover peculiar to socialism. It arises only 
in a socialist economy. It is true, we are in the habit of speaking of distribution 
in an economic society based on private property, and economic theory deals 
with the problem of income and the determination of the prices of the factors 
of production under the heading "Distribution." This terminology is tradi- 
tional, and it is so firmly established that the substitution of another would 
Ln ..-+L;-lroLlc. h T o x , ~ , + h n l n c c  ;+ ; r  m;clo-A;ng 2fld dGes net indicate tbke w c  ulIuuiLhau1c. I Y C; VGI LLICLLDD, IL LD IILIDLLUUIIL 

nature of the theory which it is meant to describe. Under Capitalism incomes 
emerge as a result of market transactions which are indissolubly linked up 
with production. We do not first produce things and afterwards distribute 
them. When products are supplied for use and consumption, incomes for 
the greater part have already been determined, since they arise during the 
process of production and are indeed derived from it. Workers, landowners, 
and capitalists and a large number of the entrepreneurs contributing to 
production have already received their share before the product is ready for 
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consumption. The prices which are obtained for the final product on the 
152 market decide only the income which a section of entrepreneurs obtain from 

the process of production. (The influence which these prices have on the 
income of other classes has already been exerted via the anticipations of the 
entrepreneurs.) As thus in the capitalistic order of society the aggregation 
of individual incomes to form a total social income is only a theoretical 
conception, the concept of distribution is only figurative. The reason that 
this expression has been adopted, instead of the simple and more suitable 
term formation of income, is that the founders of scientific economics, the 
Physiocrats and the English classical school, only gradually learned to free 
themselves from the etatistic outlook of mercantilism. Although precisely 
this analysis of income formation as a result of market transactions was their 
principal achievement, they adopted the practice-fortunately without any 
harm to the content of their teachings-of grouping the chapters dealing 
with the different kinds of income under the heading "di~tribution."~ 

Only in the socialist community is there any distribution of consumable 
goods in the true sense of the word. If in considering capitalistic society we 
use the term distribution in any but a purely figurative sense then an analogy 
is being made between the determination of income in a socialist and in a 
capitalist community. The conception of any actual process of distribution 
of income must be kept out of any investigation of the mechanism of capitalist 
society. 

The Social Dividend 

According to the fundamental idea of Socialism only goods which are ripe 
for consumption are eligible for distribution. Goods of a higher order remain 
the property of the community for purposes of further production; they must 
not be distributed. Goods of the first order, on the contrary, are without 
exception destined to be distributed: they constitute indeed the net social 
dividend. Since in considering the socialist society we cannot quite get rid 
of ideas which are only appropriate to the capitalist order, it is usual to say 
that the society will retain a part of the consumers' goods for public con- 

' Cannan, A History of the Theories of Production and Distribution in English Political Economyfrom 1776 
to 1848, 3rd ed. (London, 1917). pp. 183 ff. Also p. 294 of Socialism. 
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sumption. We are really thinking of that part of consumption which in the 
capitalistic society is usually called public expenditure. Where the principle 153 

of private property is rigidly applied this public expenditure consists exclu- 
sively of the cost of maintaining the apparatus which assures the undisturbed 
course of things. The only task of the strictly Liberal state is to secure life 
and property against attacks both from external and internal foes. It is a 
producer of security, or, as Lassalle mockingly termed it, a night watchman's 
state. In a socialist community there will be the corresponding task of securing 
the socialist order and the peaceful course of socialistic production. Whether 
the apparatus of coercion and violence which serves this purpose will still 
be known as the state or be called by some other name, and whether it will 
be legally given a separate status among the other functions incumbent upon 
the socialist community, is a matter of complete indifference to us. We have 
only to make it clear that all expenditure devoted to this end will appear in 
the socialist community as general costs of production. So far as they involve 
the use of labour for the purposes of distributing the social dividend, they 
must be reckoned in such a way that the workers employed get their share. 

But public expenditure includes other outlays. Most states and munici- 
palities provide their citizens with certain utilities in kind, sometimes gra- 
tuitously, sometimes at a charge which covers only a part of the expense. 
As a rule this happens in the case of single services which are yielded by 
durable commodities. Thus parks, art galleries, public libraries, places of 
worship, are made available for those who wish to use them. Similarly, roads 
and streets are accessible to everyone. Moreover, direct distribution of con- 
sumption goods takes place, as for example, when medicine and diet are 
given to the sick and educational apparatus to pupils; personal service is 
also supplied when medical treatment is given. All this is not Socialism, it 
is not production on the basis of common ownership of the means of 
production. Distribution, indeed, occurs here, but what is distributed is first 
collected by taxation from the citizens. Only so far as this distribution deals 

predficts ef state er mimidpa! prGdu&Lon can it be descfibed 2s 2 nicwn 
Y"" 

of Socialism within the framework of an otherwise liberal order of society. 
We need not stop to inquire how far this branch of state and municipal 
activity is due to views which have been influenced by the socialist critics 
of capitalist society and how far it is due to the special nature of certain 
particularly durable consumption goods which yield almost unlimited service. 
For us it is only important that in the case of this public expenditure, even 154 

in an otherwise capitalistic society, a distribution in the actual sense of the 
word takes place. 

Moreover, the socialist community will not make a physical distribution 
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of all consumers' goods. It is not likely to present a copy of every new book 
to every citizen, but rather to place the books in public reading rooms for the 
general use. It will do the same with its schools and teaching, its public 
gardens, playgrounds and assembly halls. The expenditure which all these 
am-ngemenfs necessitate is n ~ t  dedwted fmm the SO&! dividend; on the 
contrary, it is a part of the social dividend. 

This part of the social dividend exhibits this one peculiarity, that without 
prejudice to the principles which determine the distribution of consumable 
consumers' goods and part of durable goods, special principles of distribution 
can be applied to it corresponding to the special nature of the services 
involved. The way in which art collections and scientific publications are 
made available for general use is quite independent of the rules which are 
otherwise applied to the distribution of goods of the first order. 

3 

The Principles of Distribution 

The socialist community is characterized by the fact that in it there is no 
connection between production and distribution. The magnitude of the share 
which is assigned for the use of each citizen is quite independent of the value 
of the service he renders. It would be fundamentally impossible to base 
distribution on the imputation of value because it is an essential feature of 
socialistic methods of production that the shares of the different factors of 
production in the result cannot be ascertained; and any arithmetical test of 
the relations between effort and result is impossible. 

It would therefore not be possible to base even a part of distribution on 
an economic calculation of the contribution of the different factors, e.g. by 
first granting the worker the full product of his labour which under the 
capitalist system he would receive in the form of wages, and then applying 
a special form of distribution in the case of the shares which are attributed 
to the material factors of production and to the work of the entrepreneur. 
On the whole socialists lack any clear conception of this fact. But a faint 

155 suspicion of them pervades the Marxian doctrine that under Socialism the 
categories wages, profit, and rent would be unthinkable. 

There are four different principles upon which socialistic distribution can 
conceivably be based: equal distribution per head, distribution according to 
service rendered to the community, distribution according to needs, and 
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distribution according to merit. These principles can be combined in different 
ways. 

The principle of equal distribution derives from the old doctrine of natural 
law of the equality of all human beings. Rigidly applied it would prove 
absurd. It would permit no distinction between adults and children, between 
the sick and the healthy, between the industrious and the lazy, or between 
good and bad. It could be applied only in combination with the other three 
principles of distribution. It would at least be necessary to take into account 
the principle of distribution according to needs, so that shares might be 
graded according to age, sex, health and special occupational needs; it would 
be necessary to take into account the principle of distribution according to 
services rendered, so that distinction could be made between industrious 
and less industrious, and between good and bad workers; and finally, some 
account would have to be taken of merit, so as to make reward or punishment 
effective. But even if the principle of equal distribution is modified in these 
ways the difficulties of socialistic distribution are not removed. In fact, these 
difficulties cannot be overcome at all. 

We have already shown the difficulties raised by applying the principle 
of distribution according to value of services rendered. In the capitalist system 
the economic subject receives an income corresponding to the value of his 
contribution to the general process of production. Services are rewarded 
according to their value. It is precisely this arrangement which Socialism 
wishes to change and to replace by one under which the shares attributed 
to the material factors of production and to the entrepreneur would be so 
distributed that no property owner and no entrepreneur would have a 
standing fundamentally different from that of the rest of the community. 
But this involves a complete divorce of distribution from economic imputation 
of value. It has nothing to do with the value of the individual's service to the 
community. It could be brought into external relation with the service ren- 
dered only if the service of the individual were made the basis of distribution 
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the number of hours worked. But the significance to the social dividend of 
any service rendered is not to be measured by the length of working time. 
For, in the first place, the value of the service differs according to its use in 
the economic scheme. The results will differ according to whether the service 
is used in the right place, that is to say, where it is most urgently required, 
or in the wrong place. In the socialist organization, however, the worker 
cannot be made ultimately responsible for this, but only those who assign 
him the work. Secondly, the value of the service varies according to the 
quality of the work and according to the particular capability of the worker; 
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it varies according to his strength and his zeal. It is not difficult to find ethical 
reasons for equal payments to workers of unequal capabilities. Talent and 
genius are the gifts of God, and the individual is not responsible for them, 
as is often said. But this does not solve the problem whether it is expedient 
or practicable to pay all hours of labour the same price: 

The third principle of distribution is according to needs. The formula of 
each according to his needs is an old slogan of the unsophisticated communist. 
It is occasionally backed up by referring to the fact that the Early Christians 
shared all goods in c o m m ~ n . ~  Others again regard it as practicable because 
it is supposed to form the basis of distribution within the family. No doubt 
it could be made universal if the disposition of the mother, who hungers 
gladly rather than that her children should go without, could be made 
universal. The advocates of the principle of distribution according to needs 
overlook this. They overlook much more besides. They overlook the fact that 
so long as any kind of economic effort is necessary only a part of our needs 
can be satisfied, and a part must remain unsatisfied. The principle of "to 
each according to his needs" remains meaningless so long as it is not defined 
to what extent each individuai is aiiowed to satisfy his needs. The formuia 
is illusory since everyone has to forgo the complete satisfaction of all his 

157  need^.^ It could indeed be applied within narrow limits. The sick and suffering 
can be assigned special medicine, care, and attendance, better attention and 
special treatment for their special needs, without making this consideration 
for exceptional cases the general rule. 

Similarly it is quite impossible to make the merit of the individual the 
general principle of distribution. Who is to decide on merits? Those in power 
have often had very strange views on the merits or demerits of their con- 
temporaries. And the voice of the people is not the voice of God. Who would 
the people choose today as the best of their contemporaries? It is not unlikely 
that the choice would fall on a film star, or perhaps on a prize-fighter. Today 
the English people would probablv be inclined to call Shakespeare the greatest 
~ n ~ l i s h m a i  ~ b u l d  his ciintempbraries have done so? And how would they 
esteem a second Shakespeare if he were among them today? Moreover, why 
should those be penalized in whose lap Nature has not placed the great gifts 

- -  

Acts of the Apostles, ii. 45. 
See Pecqueur's criticism of this formula of distribution in Th6orie nouvelle d'~conomie sociale et 

politique (Paris, 1842), pp. 613 ff. Pecqueur shows himself superior to Mam, who unhesitatingly 
indulges in the illusion that "In a higher stage of the communist society . . . the narrow bourgeois 
legal horizon could be completely surpassed and society could write on its banners: From each 
according to his abilities, to each according to his needs!" Mam, Zur Kritik des sozialdemokratischen 
Parteiprogramms von Gotha, p. 17. 
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of talent and genius? Distribution according to the merits of the individual 
would open the door wide to mere caprice and leave the individual defense- 
less before the oppression of the majority. Conditions would be created 
which would make life unbearable. 

As far as the economics of the problem are concerned it is a matter of 
indifference which principle or which combination of different people is 
made a basis for distribution. Whatever principle is adopted the fact remains 
that each individual will receive an allocation from the community. The 
citizen will receive a bundle of claims which can be exchanged within a 
certain time for a definite amount of different goods. In this way he will 
procure his daily meals, fixed shelter, occasional pleasures, and from time 
to time new clothing. Whether the satisfaction of needs which he obtains in 
this way is great or small will depend upon the productivity of the efforts 
of the community. 

4 

The Process of Distribution 

It is not necessary that each individual should himsf !lf consume the who 
share allotted to him. He can let some go to waste, give some away, or, as 
far as the commodity permits, put some aside for later consumption. Some, 158 

however, he can exchange. The beer drinker will readily forgo his share of 
non-alcoholic drink to obtain more beer. The abstainer will be prepared to 
forgo his claim to spirits if he can acquire other commodities instead. The 
aesthete will surrender a visit to the cinema for the sake of more opportunities 
to hear good music; the lowbrow will willingly exchange tickets to art galleries 
fnr mnrp rnngenia! p l~a r t l r~ s -  Everyone will he ready to eyrhafigp, hut - - - - - - - - - - - - 
exchange will be confined to consumers' goods. Producers' goods will be res 
extra commercium (things beyond commerce). 

Such exchange need not be confined to direct barter: it can also take place 
indirectly within certain narrow limits. The same reasons which have led to 
indirect exchange in other types of society will make it advantageous to those 
exchangmg in the socialistic community. It follows that even here there will 
be opportunity for the use of a general medium of exchange-money. 

The role of money in the socialist economy will be fundamentally the same 
as in a free economic system-that of a general facilitator of exchange. But 
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the significance of this role will be quite different. In a society based on the 
collective ownership of the means of production, the significance of the role 
of money will be incomparably narrower than in a society based on private 
property in the means of production. For in the socialist commonwealth, 
exchange itself has a much narrower significance, since it is confined to 
consumers' goods only. There cannot be money prices of producers' goods 
since these do not enter into exchange. The accounting function which money 
exercises in production in a free economic order will no longer exist in a 
socialist community. Money calculations of value will be impossible. 

Nevertheless the central administration of production and distribution 
cannot leave out of consideration the exchange relations which arise in this 
sort of traffic. Clearly it would have to take them into account if it desired 
to make different commodities mutually substitutable when assessing the 
distribution of the social dividend. 

Thus if in the process of exchange the relation of one cigar to five cigarettes 
was established, the administration could not arbitrarily lay it down that one 
cigar equalled three cigarettes, so that it might be able on this basis to give 
one inciiviciuai oniy cigars and another oniy cigarettes. if the tobacco aiiow- 
ance has not been equally distributed, partly in cigars and partly in cigarettes, 

159 that is to say, if some-either according to their wishes or by order of the 
government-received only cigars and others only cigarettes, the exchange 
relations already established could not be ignored. Otherwise all those who 
received cigarettes would be unfairly treated, compared with those receiving 
cigars, since the person who had received a cigar could exchange it for five 
cigarettes whilst he had obtained it as the equivalent of three cigarettes. 

Alterations of exchange relationships in this traffic among the citizens 
would consequently compel the administration to make corresponding 
changes in the substitution ratios of the various commodities. Every such 
change will indicate that the relations between the various needs of the 
citizens and their satisfaction had altered, that - people - now wanted some 
commodities more than before, others less. The economic administration 
would presumably endeavor to adjust production to this change. It would 
endeavour to produce more of the more desired c~mmodit~r and less of the 
less desired. But one thing, however, it would not be abli to do: it would 
not be able to permit the individual citizens to redeem their tobacco tickets 
arbitrarily in cigars or cigarettes. If individuals were allowed free choice of 
cigars or cigarettes they might demand more cigars or more cigarettes than 
had been produced, or, on the other hand, cigars or cigarettes might be left 
on hand at the distributing centers because no one demanded them. 
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The labour theory of value appears to offer a simple solution of this 
problem. For an hour of labour a citizen receives a token which entitles him 
to the product of one hour of labour, with a deduction to defray the general 
obligation of the community, e.g. support of the disabled, expenditure on 
cultural purposes. Allowing for this deduction to cover the expenditure borne 
by the community as a whole, every worker who has worked one hour will 
have the right to obtain products on which one hour of labour has been 
expended. Any one who is ready to pay by giving to the community his 
own working time corresponding to the working time used to produce them 
can draw from the supply centers consumers' goods and services and apply 
them to his own use. 

But such a principle of distribution would not work, since labour is not 
uniform or homogeneous. There are qualitative differences between the 
different foms of labour which, taken in conjunction with variations in the 
supply and demand of the resulting products, lead to different values. Ceteris 160 

paribus the supply of pictures cannot be increased without the quality of the 
work suffering. The worker who has supplied an hour of simple labour 
cannot he granted the right to consume the pmdrrcf nf arz hnur d w ~ r k  r?f 

a higher quality: and it would be impossible in a socialist community to 
establish any connection between the importance of work done for the 
community and the share in the yield of communal production given for the 
work. Payment for work would be quite arbitrary. For the methods of 
calculating value used in a free economic society based on private ownership 
of the means of production would be inaccessible to it since, as we have 
seen, such imputation is impossible in a socialistic society. Economic facts 
would clearly limit the power of society to reward the labourer arbitrarily; 
in the long run the wage total can in no circumstances exceed the income 
of society. Within this limit, however, the community is free to act. It can 
decide to pay all work equally, regardless of quality; it can just as easily make 
a distinction between the various hours of work, according to the quality of 
+hn v.7,-...L ..,.-A,...-A R..4 ;- L-4L :A -.."A -----.- LL- L-LL A- A--:A- 
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particular distribution of the products. 
Even if we abstract from differences in the quality of labour and its product 

and accept the possibility of determining how much labour inheres in any 
product, the community would never allow the individual who had rendered 
an hour of labour to consume the product of an hour's labour. For all 
economic goods entail material costs apart from labour. A product for which 
more raw material is required must not be made equivalent to a product 
requiring less raw material. 
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The Costs of Distribution 

Socialistic criticism of the capitalist system devotes much space to com- 
plaints about the high costs of what can be caIled the apparatus of distribution. 
They include under this the cost of all national and poIitical institutions, 
including expenditure on military purposes and war. They also include the 
expense to society arising from free competition. All the expenditure on 
advertisement and the activities of persons involved in the competitive 
struggle such as agents, commercial travellers, etc., and the costs entailed 

161 by the efforts of firms to remain independent instead of amalgamating into 
larger units or joining cartels which make possible specialization and thereby 
the cheapening of production, are debited to the distributive process of the 
capitalist system. The socialistic society will, so the critics think, save enor- 
mously by putting an end to this waste. 

The expectation that the socialist community will save that outlay which 
can properly be termed siaie expenditure is derived from the doctrine, 
peculiar to many anarchists and to Mamian socialists, that state compulsion 
would be superfluous in a society not based on private property in the means 
of production. They argue that in the socialist community "obedience to the 
simple fundamental rules governing any form of social life will very soon 
become of necessity a habit," but this is backed up by a hint that "evasion 
of regulation and control enforced by the whole people will undoubtedly be 
enormously difficult," and will incur "swift and severe punishment," since 
"the armed workers" would not be "sentimental intellectuals" nor "let 
themselves be rn~cked."~ All this is merely playing with words. Control, 
Arms, Punishment, are not these "a special repressive authority," and thus 
according to Engels' own words a "State"?5 Whether the compulsion is 
exercised by armed workers-who cannot work while they bear arms--or 
by the workers' sons clad in police uniforms, will make no difference to the 
costs which the compulsion entails. 

But the State is a coercive apparatus not only to its own inhabitants: it 
applies coercion externally. Only a state comprising the whole universe 
would need to exert no external coercion and then only because in that event 
there would be no foreign land, no foreigners and no foreign states. Liber- 
alism, with its fundamental antagonism to warfare, wants to give the whole 

' Lenin, Staat und Revolution, p. 96. Publisher's Note: pp. 305-306 in the Enghsh edition. 
Engels, H m  Eugen Diihrings Umwalzung der Wissenschaft, p. 302. Publisher's Note: p. 389 in the 

English edition. 
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world some state form of organization. If this can be achieved it is incon- 
ceivable without a coercive apparatus. If all the armies of the individual 
states were abolished we could not dispense with a world apparatus of 
coercion, a world police to ensure world peace. Whether Socialism unites all 
states into a single one or whether it leaves them independent of each other, 
in any case it too will not be able to do without a coercive apparatus. 

The socialist apparatus of coercion too will entail some expense. Whether 162 

this will be greater or less than the expense of the state apparatus of the 
capitalist society naturally we cannot say. We merely need to see that the 
social dividend will be reduced by the amount involved. 

As for the wastes of distribution under Capitalism, little need be said. 
Since in capitalist society there is no distribution in the real sense of the word 
there are no costs of distribution. Trading expenses and similar costs cannot 
be called distribution costs, not only because they are not the costs of a 
distribution, which is a special process in itself, but also because the effects 
of the services devoted to these purposes extend far beyond the mere 
distribution of goods. Competition is not confined to distribution: that is only 
a part of its service. It serves equally the process of production, indeed it is 
essential for any organization bf pioducGon which'is to ensure high pro- 
ductivity. It is not enough therefore to compare these costs with the costs 
incurred by the apparatus of distribution and management in a socialist 
community. If socialist methods of production reduce productivity-and we 
shall speak of this later-it matters little that it saves the work of commercial 
travellers, brokers and advertisers. 



CHAPTER 8 

The Socialist Community Under Stationary Conditions 

Stationary Conditions 

T o assume stationary economic conditions is a theoretical expedient and 
not an attempt to describe reality. We cannot dispense with this line of 

thought if we wish to understand the laws of economic change. In order to 
study movement we must first imagine a condition where it does not exist. 
rpl. _ _ , _ I  _-._ >:rf_._ 2 -  ~ 1 _ _ ,  rne sranunary cunulnun is mar pvint of equiiibrium io which we conceive 
all forms of economic activity to be tending and which would actually be 
attained if new factors did not, in the meantime, create a new point of 
equilibrium. In the imaginary state of equilibrium all the units of the factors 
of production are employed in the most economic way, and there is no 
reason to contemplate any changes in their number or their disposition. 

Even if it is impossible to imagine a living-that is to say a changing- 
socialist economic order, because economic activity without economic cal- 
culation seems inconceivable, it is quite easy to postulate a socialist economic 
order under stationary conditions. We need only avoid asking how this 
stationary condition is achieved. If we do this there is no difficulty in 
examining the statics of a socialist community. All socialist theories and 
Utopias have always had only the stationary condition in mind. 

The Disutilities and Satisfactions of Labour 

Socialist writers depict the socialist community as a land of heart's desire. 
Fourier's sickly fantasies go farthest in this direction. In Fourier's state of the 
future all harmful beasts will have disappeared, and in their places will be 
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animals which will assist man in his labours-or even do his work for him. 
An anti-beaver will see to the fishing; an anti-whale will move sailing ships 164 

in a calm; an anti-hippopotamus will tow the river boats. Instead of the lion 
there will be an anti-lion, a steed of wonderful swiftness, upon whose back 
the rider will sit as comfortably as in a well-sprung carriage. "It will be a 
pleasure to live in a world with such servants."l Godwin even thought that 
men might be immortal after property had been aboli~hed.~ Kautsky tells us 
that under the socialist society "a new type of man will arise . . . a superman 
. . . an exalted man."3 Trotsky provides even more detailed information: 
"Man will become incomparably stronger, wiser, finer. His body more har- 
monious, his movements more rhythmical, his voice more musical . . . The 
human average will rise to the level of an Aristotle, a Goethe, a Marx. Above 
these other heights new peaks will arise.lf4 And writers of this sort of stuff 
are continually being reprinted and translated into other tongues, and made 
the subject of exhaustive historical theses! 

Other socialist writers are more circumspect in their pronouncements but 
they proceed on essentially similar assumptions. Tacitly underlying Marxian 
theory is the nebulous idea that the natural factors of production are such 
that they need not be economized. Such a conclusion indeed follows inev- 
itably from a system that reckons labor as the only element in costs, that 
does not accept the law of diminishing returns, rejects the Malthusian law 
of population and loses itself in obscure fantasies about the unlimited pos- 
sibility of increasing prod~ctivity.~ We need not go further into these matters. 
It is sufficient to recognize that even in a socialist community the natural 
factors of production would be limited in quantity and would therefore have 
to be economized. 

The second element which would have to be economized is labour. Even 
if we ignore differences in quality it is obvious that labour is available only 165 

to a limited extent: the individual can only perform a certain amount of 
labour. Even if labour were a pure pleasure it would have to be used 
economically; since human life is limited in time, and human energy is m f  
inexhaustible. Even the man who lives at his leisure, untrammelled by 
monetary considerations, has to dispose of his time, i.e. choose between 
different possible ways of spending it. 

-- 

I Fourier, Oeuvres compl2tes, Vol. IV, and ed. (Paris, 1841). pp. 254 ff. 
Godwin, Das Eigentum, Bahrfeld's translation of that part of Political Justice which deals with the 

problem of property (Leipzig, ~qoq), pp. 73 ff. 
Kautsky, Die soziale Revolution, 3rd ed., (Berlin, 1911), 11, p. 48. 
Trotsky, Literatur und Revolution (Vienna, 1924, p. 179. 
"Today all enterprises . . . are first and foremost a question of profitability . . . A socialist society 
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It is clear, therefore, that in the world as we know it, human behaviour 
must be governed by economic considerations. For while our wants are 
unlimited, the goods of the first order bestowed by nature are scarce; and, 
with a given productivity of labour, goods of a higher order can serve to 
increase the satisfaction of needs only by increasing labour. Now, quite apart 
from the fact that labour cannot be increased beyond a certain point, an 
increase of labour is accompanied by increasing disutility. 

Fourier and his school regard the disutility of labour as a result of perverse 
social arrangements. These alone in their view are to blame for the fact that 
in accepted usage the words "labour" and "toil" are synonymous. Labour 
in itself is not unpleasant. On the contrary, all men need to be active. 
Inactivity entails intolerable boredom. If labour is to be made attractive it 
must be carried on in healthy, clean workplaces; the joy of labour must be 
aroused by a happy feeling of union among the workers and cheerful com- 
petition between them. The chief cause of the repugnance which labour 
arouses is its continuity. Even pleasures pall if they last too long. Therefore 
the workers must be allowed to interchange their occupations at will; work 
-.-:I1 LL-- t- -1 - - A  -- 1 ----- ---- L- ------ :-- 
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It is not difficult to expose the error contained in this argument, though 
it is accepted by socialists of aII schools. Man feels the impulse to activity. 
Even if need did not drive him to work he would not always be content to 
roll in the grass and bask in the sun. Even young animals and children whose 
nourishment is provided by their parents kick their limbs, dance, jump and 
run so as to exercise powers yet unclaimed by labour. To be stirring is a 
physical and mental need. Thus, in general, purposeful labour gives satis- 
faction. Yet only up to a certain point; beyond this it is only toil. In the 

766 following diagram the line o x along which the product of labour is measured, 
marks the dividing line between the disutility of labour and the satisfaction 
the exercise of our powers affords, which may be called immediate satisfaction 
due to labour. The curve, a, b, c, p represents labour disutility and immediate 
labour satisfaction in relation to the product. When labour commences it is 

knows no other question than of sufficient labour forces, and if it has these the work . . . is done." 
(Bebel, Die Frau und der Sozialismus, p. 308. Publisher's Note: p.'31i in the English edition.) "Every- 
where it is the social institution and the methods of production and distribution connected with these 
which produce want and misery, and not the number of people." (lbid., p. 368. Publisher's Note: p. 
359 in the English edition.) "We suffer not from a lack but from a superfluity of foodstuffs, just as we 
have a superfluity of industrial products." (Ibid., p. 368, also Engels, . H e m  Eugen Diihrings 
Umwalzung der Wissenschaft, p. 305.) "We have . . . not too many but rather too few people." (Ibid., p. 
370. Publisher's Note: pp. 3y-391 in the English edition.) 

Considerant, Exposition abri@e du Systime Phalanstirien de Fourier, 4th Impression, 3rd ed. (Paris, 
1846), pp. 29 ff. 
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found disagreeable. After the first difficulties have been overcome and body 
and mind are better adapted, then the disagreeableness declines. At b neither 
disagreeableness nor satisfaction predominates. Between b and c direct sat- 
isfaction prevails. After c disagreeableness recommences. With other forms 
of labour the curve may run differently, as in o cl p, or 0p2 ,  That depends on 
the nature of the work and the personality of the workers. It is different for 
ditchdiggers and for jockeys: it is different for dull and for energetic men.7 

Why is lahour continued when the disutility which its continuance ncca- 
sions exceeds the direct satisfaction deriving from it? Because something else 
beside direct labour satisfaction comes into account, namely the satisfaction 
afforded by the product of the labour; we call this indirect labour satisfaction. 
Labour will be continued so long as the dissatisfaction which it arouses is 
counterbalanced by the pleasure derived from its product. Labour will only 
be discontinued at the point at which its continuation would give rise to 
more disutility than utility. 

The methods by which Fourier wished to deprive labour of its unattrac- 
tiveness were indeed based upon correct observations, but he greatly over- 
rated the bearing of his argument. It is clear that the amount of work which 167 

affords direct labour satisfaction supplies such a small fraction of the needs 
which men consider imperative that they readily undergo the hardship of 
...,..,C,,:-, ;,Lnnmn ,.,,,L R..c ;+ ;, , -:,+,Ln +, A,+ ,-,, ,;,-;C:,,-& 
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change would take place if workers were allowed to change occupations at 
short intervals. For in the first place the product of labour would be reduced 
because of the diminished skill acquired by the individual as a result of 
diminished practice in each of his various occupations; also because every 
changeover would cause loss of time, and labour would be expended in the 
shuffling. And in the second place only a very slight part of the excess of 
labour disutility over direct labour satisfaction is due to weariness with the 

Jevons, The Theoy of Political Economy, 3rd ed. (London, 1888), pp. 169, 172 ff. 
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particular job in hand. Hence the capacity to derive direct satisfaction from 
another form of labour is not what it would have been if the first job had not 
been performed. Clearly the greater part of the disutility is due to general 
fatigue of the organism and to a desire to be released from any further 
- _ - - l - _ _ . _ _ L  Tt - A^- ---t- t^^ 1 - - 2  c-- t ----- -L - J - - l _  - 211 L _  -1- _ _ _  
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wood for an hour rather than spend another hour at the desk. But what 
made his labour unpleasant was not only the need for change but rather the 
length of the work. If the product is not to be diminished the length of the 
working day can be reduced only by increased productivity. The widespread 
opinion that there is labour which only tires the body and labour which only 
tires the mind is incorrect, as everyone can prove for himself. All labour 
affects the whole organism. We deceive ourselves on this point because in 
observing other forms of occupation we see only the direct labour satisfaction. 
The clerk envies the coachman, because he would like a little recreation in 
driving: but his envy would last only as long as the satisfaction exceeded the 
pain. Similarly hunting and fishing, mountain climbing, riding and driving 
are undertaken for sport. But sport is not work in the economic sense. It is 
the hard fact that men cannot subsist on the small amount of labour yielding 
direct labour satisfaction which compels them to suffer the irksomeness of 
toil, not the bad organization of labour. 

It is obvious, that improvements in the conditions under which labour is 
performed may increase the product with unchanged irksomeness or lessen 
the irksomeness for the same product. But it would be impossible to improve 

168 these conditions more than actually occurs under capitalism without rising 
cost. That labour is less irksome when performed in company has been 
known from of old, and where it seems possible to let workers work together 
without reducing output, it is done. 

There are, of course, exceptional natures that rise above the common level. 
The great creative genius who perpetuates himself in immortal works and 
deeds dms net when wmkkg distixgiish the pix imm the pkasure. Fm 
such men creation is at once the greatest joy and the bitterest torment, an 
inner necessity. What they create has no value to them as a product: they 
create for the sake of creation, not for the result. The product costs them 
nothing because, when working, they forgo nothing dearer to them than 
their work. And their product only costs society what they could have 
produced by other labour. In comparison to the value of the service this cost 
is nothing. Genius is truly a gdt of God. 

Now the life history of great men is familiar to all. Thus the social reformer 
is easily tempted to regard what he has heard of them as common attributes. 
We continually find people inclined to regard the mode of life of the genius 
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as the typical way of living of a simple citizen of a socialist community. But 
not every one is a Sophocles or a Shakespeare, and standing behind a lathe 
is not the same thing as writing Goethe's poems or founding the Empire of 
Napoleon. 

It is therefore easy to see the nature of the illusions entertained by Mamians 
with regard to the satisfactions and toil of the inhabitants of the socialist 
community. Here, as in everything else it has to say about the socialist 
community, Marxism moves along the lines set out by the Utopians. With 
express reference to Fourier's and Owen's ideas of restoring to work "the 
attractiveness lost through division of labour," by arranging for each form 
of work to be performed for a short time only, Engels sees in Socialism an 
organization of production "in which productive labour will be not a means 
for enslaving but for liberating mankind, which will give every individual 
the opportunity to develop and to exercise all his capabilities, bodily and 
mental, in all directions, and will transform a bane into a boon."8 And Marx 
talks of "a higher phase of communist society after having done away with 
the slavish subjection of the individual under the division of labour, a sdciety 
in which the contrast between mental and ~hysica! w d  has disann-rJrl 169 rr--- 
and "labour has become not only a means of life but the first need of life 
it~elf."~ Max Adler promises that the socialist society will "at the very least" 
not assign to anyone any work "which must cause him pain."1° These 
statements distinguish themselves from the utterances of Fourier and his 
school only by the fact that there is nowhere any attempt to provide them 
with a basis of proof. 

Fourier and his school, however, had another device, apart from changes 
of occupation, for rendering work more attractive: competition. Men would 
be capable of the highest achievement if inspired by un sentiment de rivalit& 
joyeuse ou de noble Cmulation (A feeling of joyous rivalry or noble emulation). 
Here for once they recognize the advantages of competition, which every- 
where else they describe as pernicious. If the workers show a deficiency in 
,,I.: ,,,,, ,,& :& ... :11 L, ,..lZ,:,,& A, A:dA,  rt,, :-L- ---..--. :---1:-~-1-- - 
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fierce competition will blaze up between the groups, which will double the 
energy of the individual and suddenly arouse in all un acharnement passion& 
au travail (A passionate tenacity for work)." 

a Engels, H e m  Eugen Diihrings Umzoiilzung der Wissenschaft, p. 317. Publisher's Note: p. 408 in the 
English edition. 

Marx, Zur Kritik des sozialdemokratischen Parteiprogramms zm Gotha, p. 17. Publisher's Note: This 
passage can be found on p. 7 of the Eastman edited Modern Library edition and p. 10 of the 
International Publishers edition. 
lo Max Adler, Die Staatsauffassung des Marxismus (Vienna, 1922), p. 287. 

Considerant, Exposition a b r i e  du S y s t h e  Phalanstirien de Fourier, p. 33. 
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The observation that competition makes for greater accomplishment is of 
course correct enough, but it is superficial. Competition is not in itself a 
human passion. The efforts put forth by men in competition are not made 
for the sake of the competition but for the end attained thereby. The fight 
is waged not for it3 O'vt'ii sake, but for the Wickl beckoiis the \&-tor. 
But what prizes would spur to emulation the workers in a socialist com- 
munity? Experience shows that titles and rewards of honour are not estimated 
too highly. Material goods to increase the satisfaction of wants could not be 
given as prizes since the principle of distribution would be independent of 
individual performance, and the increase per head through the increased 
effort of a single worker would be so insignificant that it would not count. 
The simple satisfaction from duty performed would not suffice: it is precisely 
because this incentive cannot be trusted that we seek others. And even if it 
were so, labour would still be irksome. It would not thereby become attractive 
in itself. 

The Fourier school, as we have seen, regards it as the main point of their 
170 solution of the social problem that work will be made a joy instead of a toil.12 

But unfortunately the means which it provides for this are quite impracticable. 
If Fourier had really been able to show the way to make work attractive he 
would have deserved the divine honours bestowed on him by his followers.13 

l2 Considerant, "Studien iiber einige Fundamentalprobleme der sozialen Zukunft" (contained in 
Fourier's System der sozialen Reform, translated by Kaatz, Leipzig 1906), pp. 55 ff. Fourier has the 
distinction of having introduced the fairies into social science. In his future state the children, 
organized in "Petites Hordes" (small groups), will perform what the adults do not do. To them will 
be entrusted, amongst other things, maintenance of the roads. "C'est a leur amour propre que . . 
1'Harmonie sera redeuable d'avoir, par toute la terre, des chemins plus somptueux que les alkes de nos 
parterres. Ils seront entretenus d'arbres et d'arbustes, rntme de fIeurs, et arrosis au trottoir. Les Petites 
Hordes courent frhCtiquement au travail, qui est extcutk comme auvre pie, acte de charit6 envers la Phalange, 
service de Dieu et de 1'UnitC." (It is to their own self-esteem that "Harmony" will be indebted for 
having, everywhere, roads more magnificent than the walks in our flower gardens. They will be 
~??.aintai~ec! with trees, shzbs, even Rowers, and they wi!! !x irrigated along the fmtnatha r---- -- 
small groups run frantically to their work, which will be camed out as a pious duty, an act of love 
[charity] for the Phalanx [community], a service for God and Unity.) By three o'clock in the 
morning they are up, cleaning the stables, attending to the cattle and horses, and working in the 
slaughter houses, where they take care that no animal is ever treated cruelly, killing always in 
the most humane manner." ~ l l e s  ont la haute police du rtgne animal." (They are the eminent police 
of the animal kingdom.) When their work is done they wash themselves, dress themselves, and 
appear triumphantly at the breakfast table. See Fourier, Oeuvres complttes, Vol. V ,  2nd Edition 
(Paris, 1841), pp. 141, 159. 
l3 Fabre des Essarts, Odes PhalanstCriennes, Montreuil-Sous-Bois 190.  Beranger and Victor Hugo 
also venerated Fourier. The first dedicated to him a poem, reprinted in Bebel (Charles ~ourier, 
Stuttgart I*, pp. 294 ff.). 
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But his much lauded doctrines are nothing but the fantasies of a man who 
was incapable of seeing clearly the world as it really is. 

Even in a socialist community work will arouse feelings of pain and not 
of pleasure. l4 

The "Joy of Labour" 

If this is recognized, one of the main supports of socialist structure of 
thought collapses. It is therefore only too easy to understand why socialists 
try stubbornly to maintain that there is in man an innate impulse and striving 
to work, that work gives satisfaction per se and that only the unsatisfactory 
conditions under which work is performed in capitalist society could restrict 
this natural joy of labour and transform it into toil.15 

In proof of this assertion they assiduously collect statements made by 171 

workers in modern factories on the pleasurability of the labour. They ask the 
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are of the kind they want to hear. But because of their prepossession they 
omit to notice that between the actions and replies of those whom they cross- 
examine there is a contradiction which demands solution. If work gives 
satisfaction per se why is the worker paid? Why does he not reward the 
employer for the pleasure which the employer gives him by allowing him 
to work? Nowhere else are people paid for the pleasure given to them, and 
the fact that pleasures are rewarded ought at least to give pause for reflection. 
By common definition, labour cannot give satisfaction directly. We define 
labour as just that activity which does not give any direct pleasurable sen- 
sations, which is performed only because the produce of the labour yields 
indirectly pleasurable sensations sufficient to counterbalance the primary 
sensations of pain.lh 

l4 Socialist writers are still far from knowing this. Kautsky (Die soziale Revolution, 11, pp. 16 ff.) 
considers that the main task of a proletarian regime is "to make work, which today is a burden, 
into a pleasure, so that people will enjoy working and the workers go joyfully to work." He 
admits that "this is not such a simple matter" and concludes that "it will hardly be possible to 
make work in factories and mines attractive quickly." But he cannot naturally bring himself to 
abandon completely Socialism's fundamental illusion. 
l5 Veblen, The Instinct of Workmanship (New York, 1922), pp. 31 ff.; De Man, Zur Psychologie des 
Sozialisrnus, pp. 45 ff.; De Man, Der Karnpf urn die Arbeitsfreude (Jena, i927), pp. 149 ff. 
l6 We here disregard the above-mentioned pleasure in beginning work, in practice unimportant. 
Seep. 145. 
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The so-called "joy of labour" which is generally adduced in support of the 
view that labour awakens feelings of satisfaction, not of pain, is attributable 
to three quite separate sensations. 

There is first the pleasure which can be obtained from the perversion of 
werk. Whm the public official ahuses his office, nften while performing h i  
function in a manner which is formally quite correct, so as to satisfy the 
instincts of power, or to give free rein to sadistic impulses, or to pander to 
erotic lusts (and in this one need not always think merely of things condemned 
by law or morals), the pleasures that follow are undoubtedly not pleasures 
of work but pleasures derived from certain accompanying circumstances. 
Similar considerations apply also to other kinds of work. Psychoanalytic 
literature has repeatedly pointed out how extensively matters of this sort 
influence the choice of occupation. In so far as these pleasures counterbalance 
the pain of labour they are reflected also in the rates of pay; the larger supply 
of labour in the occupations offering the greatest scope for this kind of 
perversion tending to lower the rate of pay. The worker pays for the "plea- 
sure" with an income lower than he otherwise could have earned. 

- 
By "joy of iaboui' peopie mean aiso the satisfaction of compieting a task. 

172 But this is pleasure in being free of work rather than pleasure in the work 
itself. Here we have a special kind of pleasure, which can be shown to exist 
everywhere, in having got rid of something difficult, unpleasant, painful, 
the pleasure of "I've done it." Socialist Romanticism and romantic socialists 
praise the Middle Ages as a time when joy of labour was unrestricted. As 
a matter of fact we have no reliable information from medieval artisans, 
peasants, and their assistants about the "joy of labour," but we may presume 
that their joy was in having performed their work and begun the hours of 
pleasure and repose. Medieval monks, who in the contemplative peace of 
their monasteries copied manuscripts, have bequeathed us remarks which 
are certainly more genuine and reliable than the assertions of our romantics. 
At the end of many a fine manuscript we read: Laus tibi sit Christe, quoniam 
liber explicit iste.17 (Praise be to you, 0 Christ, for this book is completed.) 
Not because the work itself has given pleasure. 

But we must not forget the third and most important source of the joy of 
labour-the satisfaction the worker feels because his work goes so well that 
through it he can earn a living for himself and his family. This joy of labour 
is clearly rooted in the pleasure of what we have called the indirect enjoyment 
of labour. The worker rejoices because in his ability to work and in his skill 

l7 Wattenbach, Das Schriftwesen in Mittelalter, 3rd ed. (Leipzig, 1896), p. 500. Amongst the many 
similar sayings and verses quoted by Wattenbach is the still more drastic: Libro completo saltat scriptor 
pede leto (Once the book is finished, the author dances with joy). 
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he sees the basis of his existence and of his social position. He rejoices 
because he has attained a position better than that of others. He rejoices 
because he sees in his ability to work the guarantee of future economic 
success. He is proud because he can do something "good," that is, something 
society values and consequently pays for on the labour market. Nothing 
raises self-respect higher than this feeling, which indeed is often exaggerated 
to the ridiculous belief that one is indispensable. To the healthy man, how- 
ever, it gives the strength to console himself for the unalterable fact that he 
is able to satisfy his wants only by toil and pain. As people say: he makes 
the best of a bad job. 

Of the three sources of that which we may call the "joy of labour" the 
first, arising from perversion of the true ends of the work, will undoubtedly 
exist in the socialist community. As under capitalist society it will naturally 
be restricted to a narrow circle. The other two sources of the joy of labour 
will presumably dry up completely. If the connection between the yield of 
labour and the income of the labourer is dissolved, as it must be in socialist 173 

society, the individual will always labour under the impression that pro- 
portionately too much m r k  has been piled on himi The over-!wafed, neuras- 
thenic dislike of work will develop which nowadays we can observe in 
practically all government offices and public enterprises. In such concerns 
where the pay depends upon rigid schedules, everyone thinks he is over- 
burdened, that just he is being given too much to do and things which are 
too unpleasant-that his achievements are not duly appreciated and re- 
warded. Out of these feelings grows a sullen hate of work which stifles even 
the pleasure in completing it. 

The socialist community cannot count on the "joy of labour." 

4 

The Stimulus to Labour 

It is the duty of the citizen of the socialist commonwealth to work for the 
community according to his powers and his ability: in return he has a claim 
against the community for a share in the social dividend. He who unjustifiably 
omits to perform his duty will be recalled to obedience by the usual methods 
of state coercion. The economic administration would exercise so great a 
power over individual citizens that it is inconceivable that anyone could 
permanently withstand it. 
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It is not sufficient however that citizens should arrive at their tasks punc- 
tually and spend the prescribed number of hours at their posts. They must 
really work while they are there. 

In the capitalist system the worker receives the value of the product of his 
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receives the value of the product of his labour: i.e. all that is attributable to 
his work.I8 The worker himself is therefore concerned that his productivity 
should be as great as possible. This does not apply to work done for piece 
rates only. The level of time rates is also dependent upon the marginal 
productivity of the particular kind of work concerned. The technical form of 
wage payment which is customary does not alter the level of wages in the 
long run. The wage rate has always a tendency to return to its static level, 
and time rates are no exception. 

174 But even so work done for time wages gives us an opportunity of observing 
how work is carried on when the worker feels that he is not working for 
himself, because there is no connection between his output and his remu- 
neration. Under time wages the more skilful worker has no inducement to 
do more than the minimum expected from every worker. Piece wages are 
an incentive to the maximum activity, time wages to the minimum. Under 
Capitalism the graduation of time wages for different kinds of work greatly 
mitigates these social effects of the system of payment by time. The worker 
has a motive in finding a position where the minimum work required is as 
great as he can perform, because the wage increases with the rise in the 
minimum requirements. 

Only when we depart from the principle of graduating time wages ac- 
cording to the work required does the time wage begin to affect production 
adversely. This is particularly noticeable in the case of state and municipal 
employment. Here, in the last few decades, not only has the minimum 
required from the individual workers been continually reduced, but every 
incentive to better work-for example, different treatment of the various 
grades and rapid promotion of industrious and capable workers to better- 
paid posts-has been removed. The result of this policy has clearly vindicated 
the principle that the worker only puts forth his best efforts when he knows 
that he stands to gain by it. 

Under Socialism the usual connection between work performed and its 
remuneration cannot exist. All attempts to ascertain what the work of the 
individual has produced and thereby to determine the wage rate, must fail 
because of the impossibility of calculating the productive contributions of 

l8 Clark, Distribufion of Wealth (New York, 1907), pp. 157 ff. 
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the different factors of production. The socialist community could probably 
make distribution dependent upon certain external aspects of the work 
performed. But any such differentiation would be arbitrary. Let us suppose 
that the minimum requirement is determined for each branch of production. 
Let us suppose this is done on the basis of Rodbertus' proposal for a "normal 
working day." For each industry there is laid down the time which a worker 
with average strength and effort can continue to work and the amount of 
work which an average worker of average skill and industry can perform in 
this time.19 We will completely ignore the technical difficulties in the way of 175 

deciding, in any particular concrete example the question whether this min- 
imum has been achieved or not. Nevertheless it is obvious that any such 
general determination can only be quite arbitrary. The workers of the different 
industries would never be made to agree on this point. Everyone would 
maintain that he had been overtasked and would strive for a reduction of 
the amount set to him. Average quality of the worker, average skill, average 
strength, average effort, average industry-these are all vague conceptions 
that cannot be exactly determined. 

Now it is evident that the minimum performance calculated for the worker 
of average quality, skill, and strength will be achieved only by a part-say 
one-half-of the workers. The others will do less. How can the authorities 
ascertain whether a performance below the minimum is due to laziness or 
incapacity? Either the unfettered decision of the administration must be 
allowed free play, or certain general criteria must be established. Doubtless, 
as a result, the amount of work performed would be continually reduced. 

Under Capitalism everybody who takes an active part in business life is 
concerned that labour should be paid the whole product. The employer who 
dismisses a worker who is worth his wage harms himself. The foreman who 
discharges a good worker and retains a bad one, adversely affects the business 
results of the department under his charge, and thereby indirectly himself. 
Here we do not need formal criteria to limit the decisions of those who have 
to jdge  the work perhmed. Under Sncial;sm such criteria would have to 
be established, because otherwise the powers entrusted to persons in charge 
could be arbitrarily misused. And so then the worker would have no further 
interest in the actual performance of work. He would only be concerned to 
do as much as is prescribed by the formal criteria in order to avoid punish- 
ment. 

- -- 

l9 Rodbertus of Jagetzow, Briefe und sozialpolitische Aufsatze, ed. R. Meyer (Berlin, 1881), pp. 
553 ff. We shall not enter here into Rodbertus' other proposals for the normal working day. They 
are throughout based on the untenable view Rodbertus has formed about the problem of value. 
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What kind of results will be achieved by workers, who are not directly 
interested in the product of the work, can be learnt from the experience of 
a thousand years of slave labour. Officials and employees of state and 
municipal undertakings provide new examples. An attempt may be made 
te weaken the argumentative fmce ef the first example by ccmtendino o +b+ ---- 
these workers had no interest in the result of their labour because they did 
not share in the distribution; in the socialist community everyone would 
realize that he was working for himself and that would spur him on to the 

176 highest activity. But this is just the problem. If the worker exerts himself 
more at the work then he has so much the more labour disutility to overcome. 
But he will receive only an infinitesimal fraction of the result of his increased 
effort. The prospect of receiving a two thousand millionth part of the result 
of his increased effort will scarcely stimulate him to exert his powers any 
more than he needsz0 

Socialist writers generally pass over these ticklish questions in silence or 
with a few inconsequential remarks. They only bring forward a few moralistic 
phrases and nothing else.21 The new man of Socialism will be free from base 
self-seeking; he will be morally infinitely above the man of the frightful age 
of private property and from a profound knowledge of the coherency of 
things and from a noble perception of duty he will devote all his powers to 
the general welfare. 

But closer examination shows that these arguments lead to only two 
conceivable alternatives: free obedience to the moral law with no compulsion 
save that of the individual conscience, or enforced service under a system 
of reward and punishment. Neither will achieve the end. The former supplies 
no sufficient incentive to persist in overcoming the disutility of labour even 
though it is publicly extolled on every possible occasion and proclaimed in 
all schools and churches; the latter can only lead to a formal performance of 
duty, never to performance with the expenditure of all one's powers. 

The writer who has occupied himself most thoroughly with this problem 
is John Stuart Mill. All subsequent argumentsare derived from his. His ideas 
are to be encountered everywhere in the literature of the subject and in 
everyday political discussion; they have even become popular catchwords. 
Everyone is familiar with them even if he is totally unacquainted with the 
a~thor.~Z They have provided for decades one of the main props of the 

Schaffle, Die Quintessenz des Sozialismus, 18th ed. (Gotha, igig), pp. 30 ff .  
21 Degenfeld-Schonburg, Die Motive des volkswirtschaftIichen Handelns und der deutsche Marxismus 
(Tiibingen, 1920), p. 80. 

J. S .  Mi, Principles, pp. 126 ff. We cannot here examine how far Mill took over these ideas from 
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socialist idea, and have contributed more to its popularity than the hate- 
inspired and frequently contradictory arguments of socialist agitators. 

One of the main objections, says Mill, that could be urged against the 
practicability of the socialist idea, is that each person would be incessantly 177 

occupied in evading his fair share of work. But those who urge this objection 
forget to how great an extent the same difficulty exists under the system 
under which nine-tenths of the business of society is now conducted. The 
objection supposes that honest and efficient labour is only to be had from 
those who are themselves individually to reap the benefit of their own 
exertions. But under the present system only a small fraction of all labour 
can do this. Time rates or fixed salaries are the prevailing forms of remu- 
neration. Work is performed by people who have less personal interest in 
the execution of the task than the members of a socialist community, since, 
unlike the latter, they are not working for an enterprise in which they are 
partners. In the majority of cases they are not personally superintended and 
directed by people whose own interests are bound up with the results of the 
enterprise. For employees paid by time carry out even the supervisory, 
mananina .A L, and technical work. It may be admitted that labour would be more 
productive in a system in which the whole or a large share of the product 
of extra exertion belongs to the labourer, but under the present system it is 
precisely this incentive which is lacking. Even if communistic labour might 
be less vigorous than that of a peasant proprietor, or a workman labouring 
on his own account, it would probably be more energetic than that of a 
labourer for hire, who has no personal interest in the matter at all. 

One can easily see the cause of Mill's mistake. The last representative of 
the classical school of economists, he did not survive to see the transformation 
of economics by the subjective theory of value, and he did not know the 
connection between wage rates and the marginal productivity of labour. He 
does not perceive that the worker has an interest in doing his utmost because 
his income depends upon the value of the work which he performs. Without 
the light of moderr! economic th~ught he sees en!;. m the surface and not 
into the heart of things. Doubtless the individual working for a time wage 
has no interest in doing more than will keep his job. But if he can do more, 
if his knowledge, capability and strength permit, he seeks for a post where 
more is wanted and where he can thus increase his income. It may be that 
he fails to do this out of laziness, but this is not the fault of the system. The 
system does all that it can to incite everyone to the utmost diligence, since 

others. Their wide diffusion they owe to the brilliant exposition in which Mill has presented them 
in his much read work. 
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it ensures to everyone the fruits of his labour. That Socialism cannot do this 
is the great difference between Socialism and Capitalism. 

178 In the extreme case of obstinate perseverance in not performing a due 
share of work, the socialist community, Mill thinks, would have reserve 
powers which society now has at its disposal: it could submit the workers 
to the rules of a coercive institution. Dismissal, the only remedy at present, 
is no remedy when no other labourer who can be engaged does any better 
than his predecessor. The power to dismiss only enables an employer to 
obtain from his workman the customary amount of labour; but that customary 
labour may be of any degree of inefficiency. 

The fallacy of this argument is plain. Mill does not realize that the wage 
rate is adjusted according to this customary amount of labour, and that the 
worker who wishes to earn more must do more. It may be admitted straight 
away that wherever the time wage prevails the individual worker is obliged 
to seek elsewhere for a job in which the customary amount of labour is 
greater because he has no chance of increasing his income by doing more 
work if he remains where he is. In the circumstances he must change over 
to piece work, take up another occupation, or even emigrate. In this way 
millions have emigrated from those European countries, where the customary 
amount of labour is low, to Western Europe or to the United States, where 
they have to work more but earn more. The inferior workers remain behind, 
and are content to work less for less wages. 

If this is kept in mind it is also easy to understand the case of supervisory 
and managerial work performed by employees. Their activities, too, are paid 
according to the value of the service: they, too, must do as much as they can 
if they wish to obtain the highest possible income. They can and must be 
given authority in the name of the entrepreneur to take on and dismiss 
workers without any fear that they will abuse the power. They perform the 
social task incumbent upon them of securing that the worker obtains only 
as much wages as his work is worth, apart from any other consideration 
whatever.= The system of economic calchation supplies a sufficient test of 
the efficacy of their work. This distinguishes their work from the kind of 
control which could be exercised under Socialism. They harm themselves if 
from revengeful motives they treat a worker worse than he deserves. (Nat- 

179 urally "deserves" is not used here in any ethical sense.) This authority to 
dismiss workers and fix their wages which the employer possesses and 
delegates to subordinates, is considered by socialists to be dangerous in the 
hands of private individuals. But the socialists overlook the fact that the 

Competition between the entrepreneurs sees to it that wages do not fall below this level. 
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employer's ability to exercise this power is limited, that he cannot dismiss 
and mistreat arbitrarily because the result would be harmful to himself. In 
endeavouring to purchase labour as cheaply as possible the employer is 
fulfilling one of his most important social tasks. 

Mill admits that in the present state of society the neglect by the uneducated 
classes of labourers for hire of the duties which they engage to perform is 
flagrant. This, he thinks, can only be attributed to a low level of education. 
Under Socialism, with universal education, all citizens would undoubtedly 
fulfill their duty towards society as zealously as the majority of those members 
of the upper and middle classes who are in receipt of salaries, perform it 
today. It is clear that Mill's thought repeatedly involves the same error. He 
does not see that in this case too, there is a correspondence between payment 
and performance. Finally he is compelled to admit that, there can be no 
doubt that remuneration by fixed salaries does not produce the maximum 
of zeal in any class of functionaries. To this extent, Mill says, objection could 
reasonably be made against the socialist organization of labour. It is, however, 
according to Mill, by no means certain that this inferiority will continue in 
a s ~ d d i s t  c~=munitjr as is assumed by these 'rvhme imaginations are little 
used to range beyond the state of things with which they are famdiar. It is 
not impossible that under Socialism the public spirit will be so general that 
disinterested devotion to the common welfare will take the place of self 
seeking. Here Mill lapses into the dreams of the Utopians and conceives it 
possible that public opinion will be powerful enough to incite the individual 
to increased zeal for labour, that ambition and self-conceit will be effective 
motives, and so on. 

It need only be said that unfortunately we have no reason to assume that 
human nature will be any different under Socialism from what it is now. 
And nothing goes to prove that rewards in the shape of distinctions, material 
gifts, or even the honourable recognition of fellow citizens, will induce the 
workers to do more than the formal execution of the tasks allotted to them. 
Nothing can completely replace the motive to overcome the irksomeness of 
labour which is given by the opportunity to obtain the full value of that 
labour. 

Many socialists of course think that this argument can be refuted by appeal 180 

to the labour which in the past has been performed without the incentive 
of a wage payment. They instance the case of the labours of scientists and 
artists, of the doctor who exhausts himself at the sickbed, the soldier who 
dies the death of a hero, the statesman who sacrifices all for his idea. But the 
artist and the scientist find their satisfaction in the work itself, and in the 
recognition which they hope to gain at some time, if only from posterity, 
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even though material gains are not forthcoming. The doctor and the profes- 
sional soldier are in the same position as many other workers whose work 
is associated with danger. The supply of workers for these professions reflects 
their lesser attractiveness, and the wage is adapted correspondingly. But if, 
in spite of the danger, a man enters the profession for sake of the higher 
remuneration and other advantages and honours, he cannot evade the 
dangers without the greatest prejudice to himself. The professional soldier 
who turned tail, the doctor who refused to treat an infectious case, would 
endanger their future careers to such an extent that they have virtually no 
choice in the matter. It cannot be denied that there are doctors who are 
concerned to do their utmost in cases where no one would detect remissness, 
and that there are professional soldiers who incur danger when no one 
would reproach them for avoiding it. But in these exceptional cases, as in 
the case of the staunch statesman who is ready to die for his principles, man 
raises himself, as is given to few to do, to the highest peak of manhood, to 
complete union of will and deed. In his exclusive devotion to a single purpose 
which sets aside all other desires, thoughts and feelings, removes the instinct 
of seif-preservaiion and makes him indifferent to pain and suffering, such 
a man forgets the world, and nothing remains except the one thing to which 
he sacrifices himself and his life. Of such men it used to be said, according 
to the estimate set on their aims, that the spirit of the Lord moved them, or 
that they were possessed of the devil-so incomprehensible were their 
motives to the ordinary run of mankind. 

It is certain that mankind would not have risen above the beasts if it had 
not had such leaders; but it is certain that mankind does not in the main 
consist of such men. The essential social problem is to make useful members 
of society out of the general masses. 

Socialist writers have for a long time ceased to exercise their ingenuity on 
181 this insoluble problem. Kautsky can tell us nothing more than that habit and 

discipline will provide incentives to work in the future. "Capital has so 
accu&omed the-modern labourer to work day in and day out that he cannot 
endure to be without his work. There are even people who are so accustomed 
to work that they do not know what to do with their leisure time and are 
unhappy when they cannot work." Kautsky does not seem to fear that this 
habit could be shaken off more easily than other habits such as eating and 
sleeping but he is not prepared to rely on this incentive alone, and freely 
admits that "it is the weakest." He therefore recommends discipline. Nat- 
urally not "military discipline" nor '%lind obedience to an authority imposed 
from above," but "democratic discipline--the free subjection to elected lead- 
ership." But then doubts arise and he endeavours to dispel them with the 
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idea that under Socialism labour will be so attractive "that it will be a pleasure 
to work," but finally admits that this will not be sufficient at first, and at last 
arrives at the conclusion that besides the attractiveness of the work some 
other incentive must be brought to bear, "that of the wages of labour."24 

Thus even Kautsky, after many limitations and considerations, arrives at 
this result, that the irksomeness of labour will only be overcome if the product 
of labour, and only the product of his own labour, accrues to the worker, 
in so far as he is not also an owner or an employer. But this is to deny the 
feasibility of socialistic organization of labour, since private property in the 
means of production cannot be abolished without abolishing at the same 
time the possibility of remunerating the labourer according to the product 
of his labour. 

The ~roduc t i vdy  of Labour 

The old "distributivist" theories were based on the assumption that it only 
needed equal distribution for everyone to have if not riches, at least a 
comfortable existence. This seemed so obvious, that hardly any trouble was 
taken to prove it. At the beginning Socialism took over this assumption in 
its entirety, and expected that comfort for all would be achieved by an equal 
distribution of the social income. Only when the criticisms of their opponents 182 

drew their attention to the fact that equal distribution of the income obtained 
by the whole economic society would scarcely improve the conditions of the 
masses at all, did they set up the proposition that capitalist methods of 
production restrict the productivity of labour, and that Socialism would 
remove these limitations and multiply production to ensure for everyone a 
Me in comfortabie circumstances. 'without troubiing about the fact that they 
had not succeeded in disproving the assertion of the liberal school that 
productivity under Socialism would sink so low that want and poverty would 
be general, socialist writers began to promulgate fantastic assertions about 
the increase in productivity to be expected under Socialism. 

Kautsky mentions two ways of achieving increased production by a tran- 
sition from capitalistic to socialistic methods of production. One is the con- 
centration of all production in the best concerns and the closing down of the 

24 Kautsky, Die soziale Revolution, II, pp. 15 ff. 
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less efficient.25 That this is a means of increasing production cannot be denied, 
but it is a means which operates most effectively under the regime of an 
exchange-economy. Competition ruthlessly eliminates all inferior productive 
undertakings and concerns. That it does so is a constant source of complaint 
L-- ;-17al17nA - n A  Lnnm*q.cn A :+ +LA ~ A T A - L ~ ~  qqnAn-&mL;-mo An-m-A 
L L U L I L  L ~ L U D C  L L L V U I V G U ,  a L L u  w c ~ a u a c  VI L C  ~ L L G  V V C ~ R F L  U L L U G L  L a n l L L p  U C L I L ~ L L U  

State subsidies, special consideration in public contracts, and in general 
restriction of freedom of competition in every possible way. Kautsky is forced 
to admit that trusts formed by private enterprise exploit these means to the 
utmost, so as to obtain higher productivity, and in fact he frankly regards 
them as the forerunners of the social revolution. It is more than questionable 
whether the socialist State would feel the same necessity to carry out similar 
improvements in production. Would it not continue an unprofitable under- 
taking rather than provoke local prejudice by its discontinuance? The private 
entrepreneur closes down without much ado undertakings that no longer 
pay; and in this way he compels the worker to change his locality and 
sometimes even his occupation. Undoubtedly this involves initial hardships 
for the people concerned, but it is to the general advantage, since it makes 
possible a cheaper and better provisioning of the market. Would the Socialist 
State do likewise? Would it not, on the contrary, be constrained for political 
reasons to avoid local discontent? On most state railways all reforms of this 

183 kind are frustrated by the attempt to avoid the harm to particular districts 
which would result from the elimination of superfluous branch offices, 
workshops, and power stations. Even the army administration has encoun- 
tered parliamentary opposition when for military reasons it has been desired 
to withdraw a garrison from a particular place. 

His second method of achieving increased production, viz . , "economies 
of every description," on his own admission, Kautsky already finds operating 
under the trust of today. He particularly mentions economies of materials, 
transport charges, advertisements and publicity costs.26 As far as economies 
in materials and transport are concern.ed; experience shows that nothing is 
operated with less economy and with more waste of labour and material of 
every kind than public services and undertakings. Private enterprise on the 
other hand naturally induces the owner to work with the greatest economy 
in his own interest. 

Of course the Socialist state would save all advertising expenses, all the 
costs of commercial travellers and agents. But it is more than probable that 
it would employ many more persons in the service of the apparatus of 

- 

" Kautsky, Die soziule Revolution, 11, pp. 21 ff. 
'6 Kautsky, Die soziule Revolution, 11, p. 26. 
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distribution. Wartime experience has taught us how cumbrous and expensive 
the social apparatus of distribution can be. Were the costs of bread, flour, 
meat, sugar, and other cards really less than the costs of advertisement? Has 
the enormous personnel required to run a rationing system been cheaper 
than the expenditure on commercial travellers and agents? 

Socialism would eliminate the small retailers. But in their place it must set 
up distributive centers which would not be cheaper. Co-operative stores do 
not employ less hands than the retail stores organized on modern lines, and 
many of them, because of their large expenses, could not compete with the 
latter if they were not granted privileges of exemptiron from taxation. 

Speaking generally, it must be said that it is inadmissible to pick out special 
costs in capitalist society, and then at once to infer from the fact that they 
would disappear in a socialist society, that the productivity of the latter 
would surpass that of the former. It is necessary to compare the total costs 
and the total yields of both systems. The fact that the electromobile needs 
no gasoline is no proof that it is cheaper to run than the gasoline-powered 
car. 

The weakness of Kautsky's argument is evident; when he asserts that "by 184 

the application of these two methods a proletarian regime could raise pro- 
duction to such a high level that it would be possible to increase wages 
considerably and at the same time reduce the hours of labour.'' Here he is 
making an assertion for which he offers no proof whatever." 

And it is no better with the other arguments that are often brought forward 
to prove the supposed higher productivity of a socialistic society. When for 
example people argue that under Socialism everyone capable of work wilI 
have to work, they are sadly mistaken as to the number of idlers under 
Capitalism. 

So far as can be judged there is no convincing reason for supposing that 
labour under Socialism would be more productive than under Capitalism. 
On the contrary it can be asserted that under a system which provides no 
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his utmost, the productivity of labour must inevitably decline. But the prob- 

27 In the years of controlled economy we heard quite often of frozen potatoes, rotten fruit, spoiled 
vegetables. Did such things not happen formerly? Certainly. But they happened less often. The 
merchant whose fruit spoiled suffered monetary loss, and that made him careful in the future. 
If he did not take better care he was ruined at last. He ceased to direct production and was 
removed to a place in economic life where he could do no more harm. But it is otherwise with 
the goods which the state deals in. Here there is no individual interest behind the commodities. 
Here officials trade, whose responsibility is so divided that no one gets particularly excited about 
a small misfortune. 
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lem of productivity cannot be dealt with only within the limits of a study of 
static conditions. Incomparably more important than the question whether 
the transition to Socialism would increase productivity is the question 
whether, given the existence of a socialistic order, it would be able further 
to increase production and to achieve economic progress. This leads us to 
the of dynamics. 



CHAPTER 9 

The Position of the Individual Under Socialism 

Selection of Personnel and Choice of Occupation 

T he Socialist Community is a great authoritarian association in which 185 

orders are issued and obeyed. This is what is implied by the words 
"planned economy" and the "abolition of the anarchy of production." The 
inner structure of a socialist community is best understood if we compare 
it with the inner structure of an army.   any sociabts indeed prefer to speak 
of the "army of labour." As in an army, so under Socialism, everything 
depends on the orders of the supreme authority. Everyone has a place to 
which he is appointed. Everyone has to remain in his place until he is moved 
to another. It follows that men become pawns of official action. They rise 
only when they are promoted. They sink only when they are degraded. It 
would be waste of time to describe such conditions. They are the common 
knowledge of every citizen of a bureaucratic state. 

It is obvious that, in a state of this sort, all appointments should be based 
upon personal capacity. Each position should be held by the individual best 
fitted to hold it-always provided that he is not required for more important 
work elsewhere. Such is the fundamental principle of all systematically 
ordered authoritarian organizations-of the Chinese Mandarinate equally 
with modern bureaucracies. 

In giving effect to this principle the first problem that arises is the ap- 
pointment of the supreme authority. There are two ways to the solution of 
this problem, the oligarchical-monarchical and the democratic, but there can 
be only one solution-the charismatic solution. The supreme rulers (or ruler) 
are chosen in virtue of the grace with which they are endowed by divine 
dispensation. They have superhuman powers and capacities lifting them 
above the other mortals. To resist them is not only to resist the powers that 
be; it is to defy the commandments of the Deity. Such is the basis of 186 
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theocracies-of clerical aristocracies of realms of "the Lords anointed." But 
it is equally the basis of the Bolshevist dictatorship in Russia. Summoned by 
history to the performance of their sublime task, the Bolsheviks pose as the 
representatives of humanity, as the tools of necessity, as the consummators 
of the great scheme of things. Resistance to them is the $reatest of all crimes, 
But against their adversaries they may resort to any expedients. It is the old 
aristocratic-theocratic idea in a new form. 

Democracy is the other method of solving the problem. Democracy places 
everything in the hands of the majority. At its head is a ruler, or rulers, 
chosen by a majority decision. But the basis of this is as charismatic as any 
other. Only in this case grace is regarded as being granted in equal proportions 
to all and sundry. Everyone is endowed with it. The voice of the people is 
the voice of God. This is to be seen especially clearly in Tommaso Campa- 
nella's City of the Sun. The Regent chosen by the national assembly is also 
priest and his name is "Hoh," that means "metaphysi~s."~ In authoritarian 
ideology, democracy is valued not for its social functions, but only as a means 
for the ascertainment of the absol~te .~  

According to charismaiic theory, in appointing officials the supreme au- 
thority transmits to them the grace it possesses itself. An official appointment 
raises ordinary mortals above the level of the masses. They count for more 
than others. When on duty their status is especially enhanced. No doubt of 
their capacity, or of their fitness for office, is permissible. Office makes the 
man. 

Apart from their polemical value, alI these theories are purely formal. They 
do not tell us anything about how such appointments actually work. They 
are indifferent to origins. They do not inquire whether the dynasties and the 
aristocracies concerned attained to power by the chance of war. They give 
no idea of the mechanism of the party system which brings the leaders of 
a democracy to the helm. They tell nothing of the actual machinery for 
selecting officials. 

But since only an omniscient ruler could do without them, special arrange- 
ments for the appointment of the officials must be made. Since the supreme 
authority cannot do everything, appointment to lesser positions at least must 

187 be left to subordinate authorities. To prevent this power from degenerating 
into mere license, it must be hedged about by regulations. In this way 
selection comes to be based not on genuine capacity but on compliance with 
certain forms, the passing of certain examinations, attendance at certain 

Georg Adler, Geschichte des Sozialismus und Kommunismus (Leipzig, 1899), pp. 185 ff. 
On the social-dynamic functions of democracy see p. 60 of Socialism. 
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schools, having spent a certain number of years in a subordinate position, 
and so on. Of the shortcomings of such methods there can be only one 
opinion. The successful conduct of business demands qualities quite other 
than those necessary for passing examinations-even if the examinations 
deal with subjects bearing on the work of the position in question. A man 
who has spent a certain time in a subordinate capacity is far from being, for 
that reason, fitted for a higher post. It is not true that one learns to command 
by first learnings to obey. Age is no substitute for personal capacity. In short, 
the system is deficient. Its only justification is that nothing better is known 
to put in its place. 

Attempts have recently been made to invoke the aid of experimental 
psychology and physiology, and many promise therefrom results of the 
highest importance to Socialism. There can be no doubt that under Socialism, 
something corresponding to medical examination for military service would 
have to be employed on a larger scale and with more refined methods. Those 
who feigned bodily deformities to escape difficult and uncongenial work 
would have to be examined, as would those who attempted work for which 
they were not properly developed. Rut the warmest advncafes of such 
methods could scarcely pretend that they could do more than impose a very 
loose curb upon the grossest abuses of officialdom. For all those kinds of 
work demanding something more than mere muscular strength and a good 
development of particular senses they are not applicable at all. 

Art and Literature, Science and Journalism 

Socialist society is a society of officials. The way of living prevailing in it, 
and the mode nf f hinking of if s mem?xrs, are defe-ined by this f2d. Peon10 Y-- 

who are always expecting promotion, people who had always a "chief" on 
whom they depend, people who, because they receive a fixed salary, never 18s 

understand the connection between production and their own consump- 
tion-the last ten years has witnessed the rise of this type everywhere in 
Europe. It is in Germany, however, where it is especially at home. The whole 
psychology of our .time derives from it. 

Socialism knows no freedom of choice in occupation. Everyone has to do 
what he is told to do and to go where he is sent. Anything else is unthinkable. 
We shall discuss later and in another connection how this will affect the 
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productivity of labour. Here we have to discuss the position of art and 
science, literature and the press under such conditions. 

Under Bolshevism in Russia and Hungary, the artists, scientists and writ- 
ers, who were recognized as such by the selectors appointed for this purpose, 
Were exempted hnm the general nhfigatinn tn ~ n r k  and even a definite 
salary. All such as were not recognized remained subject to the general 
obligation to work and received no support for other activity. The press was 
nationalized. 

This is the simplest solution of the problem, and one which harmonizes 
completely with the general structure of socialist society. Officialdom is 
extended to the sphere of the spirit. Those who do not please the holders 
of power are not allowed to paint or to sculpt or to conduct an orchestra. 
Their works are not printed or performed. And if the decision does not 
depend directly upon the free judgment of the economic administration but 
is referred to the advice of an expert council the case is not materially altered. 
On the contrary, expert councils, which are inevitably composed of the old 
and the established, must be admitted to be even less competent than laymen 
to assist the rise of young taient with different views and perhaps greater 
mastery than their own. Even if the choice were referred to the whole nation 
the rise of independent spirits setting themselves against traditional technique 
and accepted opinions would not be facilitated. Such methods can only foster 
a race of epigones. 

In Cabet's Icaria, only such books which please the republic are to be 
printed (les ouvrages prlfiris [the preferred or favored works]). Writings of 
pre-socialistic times are to be examined by the Republic. Those which are 
partially useful are to be revised. Those which are regarded as dangerous or 
useless are to be burnt. The objection, that this would be to do what Omar 
did by burning the Alexandrian Library, Cabet held to be quite untenable. 

189 For, said he, "nous faisons en faveur de lfhurnanitl ce que ces oppresseurs faisaient 
contre elle. Nous avons fait du feu pour brliler Ies michants livres, tandis que des 
brigands ou des fanatiques allumaient les bdchers pour hiller d'innocents hlrit&es." 
("We do on behalf of society what oppressors do against it. We make fires 
to burn the evil books, while the brigands or fanatics light fires to burn 
innocent heretics at the   take.")^ From a point of view such as this, solution 
of the problem of toleration is impossible. Mere opportunists excepted, 
everyone is convinced of the rightness of his opinions. But, if such a conviction 
by itself were a justification for intolerance, then everyone would have a 

Cabet, Voyage en Icarie (Paris, 1848), p. 127. 
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right to coerce and persecute everyone else of another way of thinking4 In 
these circumstances, the demand for toleration can only be a prerogative of 
the weak. With power comes the exercise of intolerance. In such a case there 
must always be war and enmity between men. Peaceful co-operation is out 
of the question. It is because it desires peace that Liberalism demands 
toleration for all opinions. 

Under Capitalism the artist and the scientist have many alternatives open 
to them. If they are rich they can follow their own inclinations. They can 
seek out rich patrons. They can work as public officials. They can attempt 
to live on the sale of their creative work. Each of these alternatives has its 
dangers, in particular the two latter. It may well be that he who gives new 
values to mankind, or who is capable of so giving, suffers want and poverty. 
But there is no way to prevent this effectively. The creative spirit innovates 
necessarily. It must press forward. It must destroy the old and set the new 
in its place. It could not conceivably be relieved of this burden. If it were it 
would cease to be a pioneer. Progress cannot be organized."t is not difficult 
to ensure that the genius who has completed his work shall be crowned with 
laurel; that his mortal remains shall he laid in a grave of hon01-1~ and mgn- 
uments erected to his memory. But it is impossible to smooth the way that 190 

he must tread if he is to fulfil his destiny. Society can do nothing to aid 
progress. If it does not load the individual with quite unbreakable chains, 
if it does not surround the prison in which it encloses him with quite 
unsurmountable walls, it has done all that can be expected of it. Genius will 
soon find a way to win its own freedom. 

The nationalization of intellectual life, which must be attempted under 
Socialism, must make all inteIlectua1 progress impossible. It is possible to 
deceive oneself about this because, in Russia, new kinds of art have become 
the fashion. But the authors of these innovations were already working, 

Luther urged the Princes of his party not to tolerate the monastic system and the Mass. According 
to him it would be irrelevant to answer that, as the Emperor Charles was convinced that the 
Papist dochine was tiiie, he would act jil~tly, fmiii 14;s p~i i i i  of view, in destroying the Lutheran 
teachings as heresy. For we know "that he is not certain of this, nor can he be certain, because 
we know that he errs and fights against the Gospels. For it is not our duty to believe that he is 
certain, because he goes without God's Word and we go with God's Word; rather it is his duty 
to recognize God's Word and to advance ~ t ,  like us, with all his power." Dr. Martin Luther's 
Briefe, Sendschreiben und Bedenken, ed. de Wette, Part IV (Berlin, 1827), pp. 93 ff.; Paulus, Protestan- 
tismus und Toleranz im 16 Jahrhundert (Freiburg, 1911), p. 23. 

"It is misleading to say: Progress should be organized. What is really productive cannot be put 
into forrns made in advance; it flourishes only in unrestricted freedom. The followers may then 
organize themselves, which is also called 'forming a school'." Spranger, Begabung und Studium 
(Leipzig, 19x7)~ p. 8. See also Mill, On Liberty, 3rd ed. (London, 1864), pp. 114 ff. 
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when the Soviet came into power. They sided with it because, not having 
been recognized hitherto, they entertained hopes of recognition from the 
new regime. The great question, however, is whether later innovators will 
be able to oust them from the position they have now gained. 

In Rphpl's U o p i  only physical labour is recognized hy society: Art and 
science are relegated to leisure hours. In this way, thinks Bebel, the society 
of the future "will possess scientists and artists of all kinds in countless 
numbers." These, according to their several inclinations, will pursue their 
studies and their arts in their spare time.6 Thus Bebel allows himself to be 
swayed by the manual labourer's philistine resentment against all those who 
are not hewers of wood and drawers of water. All mental work he regards 
as mere dilettantism, as can be seen from the fact that he groups it with 
"social interc~urse."~ But nevertheless we must inquire whether under these 
conditions the mind would be able to create that freedom without which it 
cannot exist . 

Obviously all artistic and scientific work which demands time, travel, 
technical education and great material expenditure, would be quite out of 
the question. But we wiii assume that it is possibie to devote oneseif to 
writing or to music, after the day's work is done. We will assume further 

191 that such activities will not be hindered by malicious intervention on the 
part of the economic administration-by transferring unpopular authors to 
remote localities, for instance-so that with the aid perhaps of devoted 
friends, an author or a composer is able to save enough to pay the fee 
demanded by the state printing works for the publication of a small edition. 
In this way he may even succeed in bringing out a little independent peri- 
odical-perhaps even in procuring a theatrical production.%ut all this would 
have to overcome the overwhelming competition of the officially supported 
arts, and the economic administration could at any time suppress it. For we 
must not forget that as one could not ascertain the cost of printing, the 

* fiebei, Die Frau und der Soziaiismus, p. 284. Pubiisher's iu'ote: p. 290 in the Engiish edition. See 
Index to Works Cited for complete citation. 

How Bebel pictured to himself life in a socialist community is shown by the following: "Here 
she (Woman) is active under the same conditions as the man. At one moment a practical worker 
in some industry she is in the next hour educator, teacher, nurse; in the third part of the day she 
exercises some art or cultivates a science; and in the fourth part she fulfils some administrative 
function. She enjoys studies, pleasures and amusement with her like or with men, just as she 
wishes and as the opportunity offers. In love choice she is free and unfettered like the man. She 
woos or lets herself be wooed, etc." (Bebel, op. cit., p. 342). Publisher's Note: p. 343 in English 
edition. 

This corresponds to Bellamy's ideas. (Ein Riickblick, translated by Hoops in Meyers Volksbiicher, 
pp. 130 ff.) Publisher's Note: In English, Looking Backward: If Socialism Comes (Boston, 1889); chapter 
15; and (W. Foulsham, London), pp. 92-9. 
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economic administration would be free to decide the business conditions 
under which publication could take place. No censor, no emperor, no pope, 
has ever possessed the power to suppress intellectual freedom which would 
be possessed by a socialist community. 

3 

Personal Liberty 

It is customary to describe the position of the individual under Socialism 
by saying that he would be unfree, that the socialist community would be 
a "prison state." This expression contains a judgment of value which, as 
such, lies outside the sphere of scientific thought. Science cannot decide 
whether freedom is a good or an evil or a mere matter of indifference. It can 
only inquire wherein freedom consists and where freedom resides. 

Freedom is a sociological concept. It is meaningless to apply it to conditions 
outside society: as can be well seen from the confusions prevailing everywhere 
in the celebrated free-will controversy. The life of man depends upon natural 
conditions that he has no power to alter. He lives and dies under these 
conditions and, because they are not subject to his will, he must subordinate 
himself to them. Everything he does is subject to them. If he throws a stone 
it follows a course conditioned by nature. If he eats and drinks the processes 
within his body are similarly determined. We attempt to exhibit this de- 
pendence of the process of events upon definite and permanent functional 192 

relationship, by the idea of the conformity of all natural occurrences to 
unerring and unchangeable laws. These laws dominate man's life; he is 
completely circumscribed by them. His will and his actions are only con- 
ceivable as taking place within their limits. Against nature and within nature 
there is nc freedem. 

Social life, too, is a part of nature and, within it, unalterable laws of nature 
hold their sway. Action, and the results of action, are conditioned by these 
laws. If, with the origin of action in will, and its working out in societies, we 
associate an idea of freedom, this is not because we conceive that such action 
takes place independently of natural laws: the meaning of this concept of 
freedom is quite different. 

It is not here a question of the problem of internal freedom. It is the 
problem of external freedom with which we are concerned. The former is a 
problem of the origin of willing, the latter of the working out of action. Every 



170 The Position of the Individual Under Socialism 

man is dependent upon the attitude of his fellow men. He is affected by 
their actions in a multitude of ways. If he has to suffer them to treat him as 
if he had no will of his own, if he cannot prevent them from riding rough- 
shod over his wishes, he must feel a one-sided dependence upon them and 
will say that he is unfree. If he is ~ e a k e r ,  he musf arr~mmodate himelf t~ 
coercion by them. 

Under the social relations that arise from co-operation in common work 
this one-sided dependence becomes reciprocal. In so far as each individual 
acts as a member of society he is obliged to adapt himself to the will of his 
fellows. In this way no one depends more upon others than others depend 
upon him. This is what we understand by external freedom. It is a disposition 
of individuals within the framework of social necessity involving, on the one 
side, limitation of the freedom of the individual in relation to others, and, 
on the other, limitation of the freedom of others in relation to him. 

An example should make this clear. Under Capitalism the employer ap- 
pears to have great power over the employee. Whether he engages a man, 
how he employs him, what wages he gives him, whether he dismisses him- 
all depend upon his decision. But this freedom on his part and the corre- 
sponding unfreedom of the other are only apparent. The conduct of the 
employer to the employee is part of a social process. If he does not deal with 
the employee in a manner appropriate to the social valuation of the em- 
ployee's service, then there arise consequences which he himself has to bear. 

193 He can, indeed, deal badly with the employee, but he himself must pay the 
costs of his arbitrary behaviour. To this extent therefore the employee is 
dependent upon him. But this dependence is not greater than the dependence 
of each one of us upon our neighbour. For even in a state where the laws 
are enforced everybody of course who is willing to bear the consequences 
of his action, is free to break our windows or do us bodily harm. 

Strictly speaking, of course, on this view there can be no social action 
which is entirely arbitrary. Even the oriental despot, who to all appearances 
is free to do what he likes with the life of the enemy he captures, must 
consider the results of his action. But there are differences of degree in the 
way in which the costs of arbitrary action are related to the satisfactions 
arising therefrom. No laws can afford us protection against the assaults of 
men whose enmity is such that they are willing to bear all the consequences 
of their action. But if the laws are sufficiently severe to ensure that, as a 
general rule, our peace is not disturbed, then we feel ourselves independent 
of the evil intentions of our fellows, at any rate to a certain extent. The 
historical relaxation of the penal laws is to be attributed, not to an amelioration 
of morals, or to decadence on the part of legislators, but simply to the fact 
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that so far as men have learnt to check resentment by considering the 
consequences of action it has been possible to abate the severity of punish- 
ments without weakening their deterrent power. To-day the menace of a 
short term of imprisonment is more effective protection against crimes against 
the person than the gallows were at one time. 

There is no place for the arbitrary, where exact money reckoning enables 
us completely to calculate action. If we allow ourselves to be carried away 
by the current laments over the stony-heartedness of an age which reckons 
everything in terms of shillings and pence, we overlook that it is precisely 
this linking up of action with considerations of money profit which is society's 
most effective means of limiting arbitrary action. It is precisely arrangements 
of this kind which make the consumer, on the one hand, the employer, the 
capitalist, the landowner and the worker on the other-in short, all concerned 
in producing for demands other than their own--dependent upon social co- 
operation. Only complete failure to understand this reciprocity of relationship 
can lead anyone to ask whether the debtor is dependent on the creditor, or 
the creditor on the debtor. In fact, each is dependent on the other, and the 194 

relationship between buyer and seller, employer - .  and employee, A - is of the 
same nature. It is customary to complain that, nowadays, personal consid- 
erations are banished from business life and that money rules everything. 
But what really is here complained of is simply that, in that department of 
activity which we call purely economic, whims and favours are banished and 
only those considerations are valid which social co-operation demands. 

This, then, is freedom in the external life of man-that he is independent 
of the arbitrary power of his fellows. Such freedom is no natural right. It did 
not exist under primitive conditions. It arose in the process of social devel- 
opment and its final completion is the work of mature Capitalism. The man 
of pre-capitalistic days was subject to a "gracious l o r d  whose favour he had 
to acquire. Capitalism recognizes no such relation. It no longer divides society 
into despotic rulers and rightless serfs. A11 relations are material and imper- 
snnal, calculable and capable nf suhstitutinn. With capita!ict;c m m e ~ ~  J ca!- 
culations freedom descends from the sphere of dreams to reality. 

When men have gained freedom in purely economic relationships they 
begin to desire it elsewhere. Hand in hand with the development of Capi- 
talism, therefore, go attempts to expel from the State all arbitrariness and all 
personal dependence. To obtain legal recognition of the subjective rights of 
citizens, to limit the arbitrary action of officials to the narrowest possible 
field-this is the aim and object of the liberal movement. It demands not 
grace but rights. And it recognizes from the outset that there is no other way 
of realizing this demand than by the most rigid suppressing of the powers 
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of the State over the individual. Freedom, in its view, is freedom from the 
State. 

For the State-the coercive apparatus worked by the persons forming the 
government-is scathless to freedom only when its actions have to conform 
to certain clear: unequivocal: universal norms, or when thev n b ~ v  the prin- 

- -  :J ---- ciples governing all work for profit. The former is the case when it functions 
judicially; for the judge is bound by laws allowing small play for personal 
opinion. The latter is the case when under Capitalism the State functions as 
an entrepreneur working under the same conditions and subject to the same 
principles as other entrepreneurs working for a profit. What it does beyond 

195 this can neither be determined by law or in any other way limited sufficiently 
to guard against arbitrary action. The individual then has no defence against 
the decision of officials. He cannot calculate what consequences his actions 
will have because he cannot tell how they will be regarded by those on whom 
he depends. This is the negation of freedom. 

It is customary to regard the problem of external freedom as a problem of 
the greater or less dependence of the individual upon societyB9 But political 
freedom is not the whole of freedom. in order that a man may be free it is 
not sufficient that he may do anything unharmful to others without hindrance 
from the government or from the repressive power of custom. He must also 
be in the position to act without fearing unforeseen social consequences. 
Only Capitalism guarantees this freedom by explicitly referring all reciprocal 
relations to the cold impersonal principle of exchange du ut  des (I give as you 
give, or colloquially, give and take). 

Socialists usually attempt to refute the argument for freedom by contending 
that under Capitalism only the possessor is free. The proletarian is unfree 
because he must work for his livelihood. It is impossible to imagine a cruder 
conception of freedom. That man must work, because his desire to consume 
is greater than that of the beasts of the field, is part of the nature of things. 
That the possessor is able to live without conforming to this rule is a gain 
derived from the existence of society which injures no one-not even the 
possessionless. And the possessionless themselves benefit from the existence 
of society, in that co-operation makes labour more productive. Socialism 
could only lessen the dependence of the individual upon natural conditions 
by increasing this productivity. If it cannot do that, if on the contrary it 
diminishes productivity, then it will diminish freedom. 

Similarly formulated by J.  S. Mill, On Liberty, p. 7. 



CHAPTER 10 

Socialism Under Dynamic Conditions 

The Nature of the Dynamic Forces 

e idea of a stationary state is an aid to theoretical speculation. In the 196 

world of reality there is no stationary state, for the conditions under Th 
which economic activity takes place are subject to perpetual alterations which 
it is beyond human capacity to limit. 

m. ~ n e  influences which maintain this perpetuai change in the economic 
system can be grouped into six great classes. First and foremost come changes 
in external Nature. Under this heading must be classified not only all those 
changes in climate and other specifically natural conditions which take place 
independent of human actions, but also changes arising from operations 
carried out within these conditions, such as exhaustion of the soil, or con- 
sumption of standing timber or mineral deposits. Secondly come changes in 
the quantity and quality of the population, then changes in the quantity and 
quality of capital goods, then changes in the technique of production, then 
changes in the organization of labour, and finally changes in demand.l 

Of all these causes of change the first is the most fundamentally important. 
For the sake of argument let us assume that a socialist community might be 
able so to regulate the growth of population and demand for commodities 
as to avert danger to the economic equilibrium from these factors. Were that 
so, there are other causes of change that could be avoided. But the socialist 
community would never be able to influence the natural conditions of eco- 
nomic activity. Nature does not adapt itself to man. Man must adapt himself 
to Nature. Even the socialist community will have to reckon with changes 
in external nature; it will have to take account of the consequences of 
elemental disturbances. It will have to take account of the fact that the natural 

' Clark, Essentials of Economic Theory (New York, 1907), p p  131 ff. 
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197 powers and resources at its disposal are not inexhaustible. Disturbances from 
without will intrude on its peaceful running. No more than Capitalism will 
it be able to remain stationary. 

Changes in Population 

For the naive socialist there is quite enough in the world to make everybody 
happy and contented. The dearth of goods is only the result of a perverse 
social order which, on the one hand limits the extension of productive 
powers, and on the other, by unequal distribution, lets too much go to the 
rich and thus too little to the poor.2 

The Malthusian Law of Population and the Law of Diminishing Returns 
put an end to these illusions. Ceteris Paribus the increase of population beyond 
a certain point is not accompanied by a proportional increase of wealth: if 
this point is passed, productions per head diminishes. The question whether 
at any given time production has reached this point is a question of fact 
which must not be confused with the question of general principle. 

In the light of this knowledge, socialists have adopted various attitudes. 
Some have simply rejected it. During the whole of the nineteenth century 
scarcely any author was so vigorously attacked as Malthus. The writings of 
Mam, Engels, Diihring, and many others, bristle with abuse of "parson" 
Ma l th~s .~  But they do not refute him. Today, discussion of the Law of 
Population may be regarded as closed. The Law of Diminishing Returns is 
not contested nowadays; it is therefore not necessary to deal with those 
authors who either deny the doctrine or ignore it. 

Ofher socialists imagine that it i pnssihk tn undermine such considerations 
by pointing to the unprecedented increase in productivity which will take 
place once the means of production are socialized. It is not necessary at this 
point to discuss whether in fact such an increase would take place; for even 
granted that it would, this would not alter the fact that at any given time 

Bebel, Die Frau und der Sozialisrnus, p. 340. Bebel quotes therewith the well-known verse of Heine. 
Publisher's Note: p. 340 in the English edition. 
Weinrich Soetbeer, Die Stellung der Sozialisten zur Malthusschen Beviilkerungslehre (Berlin, 1886), pp. 
33 ff.; 52 ff.; 85 ff. 
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there is a definite optimal size of population beyond which any increase in 
numbers must diminish production per head. If it is desired to deny the 198 

effectiveness of the Laws of Population and Diminishing Returns under 
Socialism, then it must be proved that every child born into the world beyond 
the existing optimum will at the same time bring with it so great an increase 
of productivity that production per head will not be diminished by its coming. 

A third group of writers content themselves with the reflection that with 
the spread of civilization and rational living, with the increase of wealth and 
the desire for a higher standard of life, the growth of population is slackening. 
But this is to overlook the fact that the birth-rate does not fall because the 
standard of life is higher but only because of "moral restraint," and that the 
incentive to the individual to refrain from procreation disappears the moment 
it is possible to have a family without economic sacrifice because the children 
are maintained by society. This is fundamentally the same error that en- 
trapped Godwin when he thought that there was "a principle in human 
society" which kept the population permanently within the limits set by the 
means of subsistence. Malthus exhibited the nature of this mysterious "prin- 
ciple. "4 

Without coercive regulation of the growth of population, a socialist com- 
munity is inconceivable. A socialist community must be in a position to 
prevent the size of the population from mounting above or falling below 
certain definite limits. It must attempt to maintain the population always at 
that optimal number which allows the maximum production per head. 
Equally with any other order of society it must regard both under- and over- 
population as an evil. And since in it those motives, which in a society based 
on private ownership of the means of production harmonize the number of 
births with the limitations of the means of subsistence, would not exist, it 
will be obliged to regulate the matter itself. How it will accomplish this need 
not be here discussed. Nor is it relevant to our purpose to inquire whether 
its measures will serve eugenic or ethnological ideas. But it is certain that 
even if a sodafist commur;ipy7 may bYkLg "free !eve," it can in no .;V.ay 

free birth. The right to existence of every person born can be said to exist 
only when undesirable births can be prevented. In the socialist community 
as in any other, there will be those for whom "at the great banquet of Nature 199 

no place has been laid" and to whom the order must be given to withdraw 
themselves as soon as may be. No indignation that these words of Malthus 
may arouse can alter this fact. 

Malthus, An Essay on the Principle of Population, 5th ed.  (London, 1817), Vol. 11, pp. ,245 ff. 
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Changes in Demand 

It fc!!eW~ f r~m the nrinripje~ the sodalist cgmmunifir r n ~ ~ c t  nnrnc- r---a J - - L u u b  

sarily observe in the distribution of consumption goods, that alterations of 
demand cannot be allowed free play. If economic calculation and therewith 
even an approximate ascertainment of the costs of production were possible, 
then within the limits of the total consumption-units assigned to him, each 
individual citizen could be allowed to demand what he liked; each would 
choose what was agreeable to him. It would indeed be possible that as a 
result of malicious intent on the part of the directors of production certain 
commodities might be priced higher than they need be. Either they might 
be made to bear too high a proportion of overhead costs, or they might be 
made dearer by uneconomic methods of production; and the citizens who 
suffered would have no defence, except political agitation, against the gov- 
ernment. So long as they remained in the minority they themselves would 
not be able either to rectify the accounts or to improve the methods of 
production. But at any rate the fact that at least the greater number of the 
factors concerned could be measured and that, as a result of this, the whole 
question could be relatively clearly put, would be some support for their 
point of view. 

Since, under Socialism, no such calculations are possible, all such questions 
of demand must necessarily be left to the government. The citizens as a 
whole will have the same influence on them as on other acts of government. 
The individual will exercise this influence only in so far as he contributes to 
the general will. The minority will have to bow to the will of the majority. 
The system of proportional representation, which by its very nature is suitable 
only for elections and can never be used for decisions with regard to particular 
actsr will not protect them. 

The general will, i.e. the will of those who happen to be in power, will 
200 take over those functions which in a free economic system are discharged 

by demand. Not individuals but the government would decide which needs 
are the most urgent and must therefore be satisfied first. 

For this reason demand will be much more uniform, much less changeable 
than under Capitalism. The forces which under Capitalism are continually 
bringing about alterations in demand will be lacking under Socialism. How 
will innovations, ideas deviating from those traditionally accepted, obtain 
recognition? How will innovators succeed in getting inert masses out of the 
rut? Will the majority be willing to forsake the well beloved customs of their 
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forefathers for something better, which is yet unknown to them? Under 
Capitalism where each individual within the limits of his means can decide 
what he is to consume, it is sufficient for one individual, or a few, to be 
brought to recognize that the new methods satisfy their needs better than 
the old. Others will gradually follow their example. This progressive adoption 
of new modes of satisfaction is especially facilitated by the fact that incomes 
are not equal. The rich adopt novelties and become accustomed to their use. 
This sets a fashion which others imitate. Once the richer classes have adopted 
a certain way of living, producers have an incentive to improve the methods 
of manufacture so that soon it is possible for the poorer classes to follow 
suit. Thus luxury furthers progress. Innovation "is the whim of an ilite before 
it becomes a need of the public. The luxury of today is the necessity of to- 
morrow."j Luxury is the roadmaker of progress: it develops latent needs and 
makes people discontented. In so far as they think consistently, moralists 
who condemn luxury must recommend the comparatively desireless exis- 
tence of the wild life roaming in the woods as the ultimate ideal of civilized 
life. 

Changes in the Amount of Capital 

The capital goods employed in production are sooner or later used up. 
This is true, not only of those goods which constitute circulating capital, but 
also of those which constitute fixed capital. Those, too, sooner or later are 201 

consumed in production. In order that capital may be maintained in the same 
proportions, or that it may be increased, constant effort is necessary on the 
part of those who supervise production. Care must be taken that the capital 
goods used up in the process of production are replaced; and, beyond that, 
that new capital is created. Capital does not reproduce itself. 

In a completely stationary economic system, this operation demands no 
particular foresight. Where everything remains unchanged, it is not very 
difficult to ascertain what becomes used up, and what must therefore be put 

Tarde, Die Sozialen Gesetze, German translation by Hammer (Leipzig, 1908), p. 99. Also the 
numerous examples in Roscher, Ansichten der Volkswirtschaft vom geschichtlichen Standpunkt, 3rd 
ed. (Leipzig, 1878), Vol. I, pp. 112 ff. Publisher's Note: The Tarde book in English is Social Laws. 
Translated by Howard C. Warren, with preface by James Mark Baldwin (New York: Macmillan, 
1899). 
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aside to replace it. Under changing conditions, it is quite otherwise. Here 
the direction of production and the different processes involved are contin- 
ually changing. Here it is not enough to replace the used-up plant and the 
semi-manufactured products consumed in similar qualities and quantities: 
Qfher+-I.efter or at lpagf hpffpr rgmpgnnnrlinw fg the npw mn&t;nng ~f r --=--- D 

demand-have to take their place; or the replacement of capital goods used 
in one branch of production has to be restricted in order that another branch 
of production may be extended or commenced. In order to carry out such 
complicated operations, it is necessary to calculate. Without economic cal- 
culations capital calculations are impossible. Thus in the face of one of the 
most fundamental problems of economic activity, the socialist community- 
which has no means of economic calculation-must be quite helpless. With 
the best will in the world it will be quite unable to carry out the operations 
necessary to bring production and consumption into such a balance, that 
value of capital is at least maintained and only what is obtained over and 
above this is consumed. 

But apart from this, in itself quite unsurmountable difficulty, the carrying 
out of a rational economic poiicy in a sociaiist community wouid encounter 
other difficulties. 

To maintain and accumulate capital involves costs. It involves sacrificing 
present satisfactions in order that greater satisfactions may be obtained in 
the future. Under Capitalism the sacrifice that has to be made by the pos- 
sessors of the means of production, and those who, by limiting consumption, 
are on the way to being possessors of the means of production. The advantage 
which they thereby procure for the future does indeed not entirely accrue 

202 to them. They are obliged to share it with those whose incomes are derived 
from work, since other things being equal, the accumulation of capital 
increases the marginal productivity of labour and therewith wages. But the 
fact that, in the main, the gain of not living beyond their means (i.e. not 
consumine V capital) and saving (i.e. increasing capital) does pay them is a 
sufficient stimulus to incite them to maintain and extend it. And this stimulus 
is the stronger the more completely their immediate needs are satisfied. For 
the less urgent are those present needs, which are not satisfied when pro- 
vision is made for the future, the easier it is to make the sacrifice. Under 
Capitalism the maintenance and accumulation of capital is one of the functions 
of the unequal distribution of property and income. 

Under Socialism the maintenance and accumulation of capital are tasks for 
the organized community-the State. The utility of a rational policy is the 
same here as under Capitalism. The advantages will be the same for all 
members of the community: the costs will be the same also. Decisions upon 
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matters of capital policy will be made by the community-immediately by 
the economic administration, ultimately by all the citizens. They will have 
to decide whether more production goods or more consumption goods shall 
be produced-whether methods of production which are shorter but which 
yield a smaller product or whether methods of production which are longer 
but which yield a greater product shall be employed. It is impossible to say 
how these majority decisions will work out. It would be senseless to con- 
jecture. The conditions under which decisions will have to be made are 
different from what they are under Capitalism. Under Capitalism the decision 
whether saving shall take place is the concern of the thrifty and the well-to- 
do. Under Socialism it is the concern of everybody, without distinction- 
therefore also of the idler and the spendthrift. Moreover, it must be remem- 
bered that here the incentive which provides a higher standard of life in 
return for saving will not be present. The door would therefore be open to 
demagogues. The opposition will always be ready to prove that more could 
be assigned to immediate satisfactions, and the government will not be 
disinclined to maintain itself longer in power by lavish spending. Apris nous 
I n  A A l r r n n  / A $ + n r  1-c +ha Anl l*rrn\  ; E  -.-. n1A tn-v;m PJ c r f i ~ r a - m n n C  
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Experience of the capital policy of public bodies does not inspire much 
hope of the thriftiness of future socialist governments. In general, new capital 
is created only when the necessary sums have been raised by loans-that is 203 

from the savings of private citizens. It is very seldom that capital is accu- 
mulated out of taxes or special public income. On the other hand, numerous 
examples can be adduced of cases in which the means of production owned 
by public bodies have depreciated in value, because in order that present 
costs may be relieved as much as possible, insufficient care has been taken 
for the maintenance of capital. 

It is true that the governments of the socialist or half-socialist communities 
existing today are anxious to restrict consumption for the sake of an ex- 
penditure which is generally considered as investment and formation of new 
capital. Both the Soviet Government in Russia and the Nazi Government in 
Germany are spending great sums for the construction of works of a military 
character and for the construction of industrial plants whose purpose it is 
to make the country independent of foreign imports. A part of the capital 
wanted for this purpose has been provided by foreign loans; but the greater 
part has been provided by a restriction both of home consumption and of 
investment of such a type which could serve for the production of con- 
sumption goods wanted by the people. Whether we may consider this policy 
as a policy of saving and forming new capital, or not, depends on the way 
in which we judge a policy whose aim it is to increase a country's military 
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equipment and to make its economic system independent of foreign imports. 
The fact alone that consumption is restricted for the sake of constructing big 
plants of different kinds is not evidence that new capital is created. These 
plants will have to prove in the future whether they will contribute to the 
I--LL-.. -..--l-- -c  r . r - n C - r l  C-- +I..- :m----r-m--C -C &I..- a"----:" 
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situation of the country. 

The Element of Change in the Sociulist Economy 

It should be already sufficiently clear from what has been said, that under 
Socialism, as under any other system, there could be no perfectly stationary 
state. Not only incessant changes in the natural conditions of production 

204 would make this impossible; quite apart from these, incessant dynamic forces 
would be at work, in changes in the size of the population, in the demand 
for commodities, and in the quantity of capital goods. One cannot conceive 
these factors eliminated from the economic system. It is thus unnecessary 
to inquire whether these changes would also involve changes in the orga- 
nization of labour and the technical processes of production. For, once the 
economic system ceases to be in perfect equilibrium it is a matter of indif- 
ference whether actual innovations are throught of and put into practice. 
Once everything is in a state of flux, everything which happens is an 
innovation. Even when the old is repeated, it is an innovation because, under 
new conditions, it will have different effects. It is an innovation in its 
consequences. 

But this is not in the least to say that the socialist system will be a 
nrnwr~q~ive r--0----- - system. Ernnnmir change and ecnnnmic pmgress are by no 
means one and the same thing. That an economic system is not stationary 
is no proof that it is progressing. Economic change is necessitated by the fact 
of changes in the conditions under which economic activity takes place. 
When conditions change the economic system must change also. Economic 
progress, however, consists only in change which takes place in a quite 
definite direction, towards the goal of all economic activity, e.g. the greatest 
possible wealth. (This conception of progress is quite free from implications 
of subjective judgment.) When more, or the same number of people are 
better provided for, then the economic system is progressive. That the 
difficulties of measuring value make it impossible to measure progress exactly, 
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and that it is by no means certain that it makes men "happier," are matters 
which do not concern us here. 

Progress can take place in many ways. Organization can be improved. The 
technique of production can be made more efficient, the quantity of capital 
can be increased. In short, many paths lead to this goal.6 Would socialist 
society be able to follow them? 

We may assume that it would entrust the most suitable people to direct 
production. But, however, talented they were, how would they be able to 
act rationally if they were unable to reckon, to make calculations? On this 
difficulty alone Socialism must surely founder. 

6 

Speculation 

In any economic system which is in process of change all economic activity 
is based upon an uncertain future. It is therefore bound up with risk. It is 
essentially speculation. 

The great majority of people, not knowing how to speculate successfully, 
and socialist writers of all shades of opinion, speak very ill of speculation. 
The literateur and the bureaucrat, both alien to an atmosphere of business 
activity, are filled with envy and rage when they think of fortunate speculators 
and successful entrepreneurs. To their resentment we owe the efforts of 
many writers on economics to discover subtle distinctions between specu- 
lation on the one hand and "legitimate trade," "value creating production," 
etc., on the other.' In reality all economic activity outside the stationary state 

On the difficulties a socialist economy must put in the way of the invention and, even more, 
of the realization of technical improvements, see Dietzel, Technischer Fortschritt und Freiheit der 
Wirtschaft (Bonn and Leipzig, 1922), pp. 47 ff. 
'See the pertinent criticism of these efforts which are evidence of good intentions rather than of 
scientific sharpness of thought, in Michaelis, Volkswirtschaftiiche Schriften (Berlin, 1873), Vol. 11, pp. 
3 ff., and by Petritsch, Zur Lehre von der Uberwalzung der Steuern mif  besonderer Beziehung auj den 
Borsenverkehr (Graz, igo3), pp. 28 ff. Of Adolf Wagner, Petritsch says that "although he likes to call 
economic life an 'organism' and wants to have it considered as such, and although he always 
stresses the interest of the community against that of individuals, yet in concrete economic 
problems he does not get beyond the individuals and their more or less moral aims, and wilfully 
overlooks the organic connection between these and other economic phenomena. Thus he ends 
where, strictly speaking, should be the starting point, not the end, of every economic investigation" 
(p. 59). The same is true of all writers who have thundered against speculation. 
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is speculation. Between the work of the humble artisan who promises to 
deliver a pair of shoes within a week at a fixed price, and the sinking of a 
coal mine based upon conjectures with regard to the disposal of its products 
years hence, there is only a difference of degree. Even those who invest in 
gi!t-edged fiXed-ifitere~f-h~a~fio c ~ r i i r i t i ~ c  "------" c n ~ ~ i l l a f ~ ~ p i f e  ur----.-- apart frnm fhe 
risk of the debtor's inability to pay. They buy money for future delivery- 
just as speculators in cotton buy cotton for future delivery. Economic activity 
is necessarily speculative because it is based upon an uncertain future. 
Speculation is the link that binds isolated economic action to the economic 
activity of society as a whole. 

It is customary to attribute the notoriously low productivity of government 
undertakings to the fact that the persons employed are not sufficiently 
interested in the success of their labours. If once it were possible to lift each 

206 citizen to such a plane that he could realize the connection between his own 
efforts and the social income, part of which belongs to him, if once his 
character could be so strengthened that he would remain steadfast in the 
face of all temptations to idle, then government undertakings would not be -- 
less productive than those of the private entrepreneur. lhe probiem of 
socialization appears thus to be a problem of ethics. To make Socialism 
possible it is only necessary to raise men sufficiently above the state of 
ignorance and immorality to which they have been degraded during the 
terrible epoch of Capitalism. Until this plane has been reached bonuses and 
so on must be employed to make men more diligent. 

It has already been shown that, under Socialism, the lack of an adequate 
stimulus to the individual to overcome the disutility of Iabour must have the 
effect of lowering productivity. This difficulty would arise even in a stationary 
state. Under dynamic conditions there arises another, the difficulty of spec- 
ulation. 

In an economic system based upon private ownership of the means of 
production, the speculator is interested in the result of his speculation in the 
highest possible degree. If it succeeds, then, in the first instance, it is his 
gain. If it fails, then, he is the first to feel the loss. The speculator works for 
the community, but he himself feels the success or failure of his action 
proportionately more than the community. As profit or loss, they appear 
much greater in proportion to his means than to the total resources of society. 
The more successfully he speculates the more means of production are at his 
disposal, the greater becomes his influence on the business of society. The 
less successfully he speculates the smaller becomes his property, the less 
becomes his influence in business. If he loses everything by speculation he 
disappears from the ranks of those who are called to the direction of economic 
affairs. 
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Under Socialism it is quite different. Here the leader of industry is interested 
in profit and loss only in so far as he participates in them as a citizen-one 
among millions. On his actions depends the fate of all. He can lead the 
nation to riches. He can just as well lead it to poverty and want. His genius 
can bring prosperity to the race. His incapacity, or his indifference, can bring 
it to destruction and decay. In his hands lie happiness and misery as in the 
hands of a god. And he must indeed be god-like to accomplish what he has 
to do. His vision must include everything which is of significance to the 
community. His judgment must be unfailing; he must be able rightly to 207 

weigh the conditions of distant parts and future centuries. 
That Socialism would be immediately practicable if an omnipotent and 

omniscient Deity were personally to descend to take in hand the government 
of human affairs, is incontestable. But so long as this event cannot definitely 
be counted upon, it is not to be expected that men will be ready freely to 
grant such a position to any one out of their midst. One of the fundamental 
facts of all social life, which all reformers must take into account, is that men 
have their own thoughts and their own wills. It is not to be supposed that 
they would suddenly, of their own free will, make themselves for all time 
the passive tools of anyone out of their midst--even though he were the 
wisest and best of them all. 

But so long as the possibility of a single individual permanently planning 
the direction of affairs is excluded, it is necessary to fall back upon the 
majority decisions of committees, general assemblies and, in the last resort, 
the whole enfranchised population. But therewith arises the danger on which 
all collectivist undertakings inevitably come to grief-the crippling of initiative 
and the sense of responsibility. Innovations are not introduced because the 
majority of the members of the governing body cannot be induced to consent 
to them. 

Things would not be made any better by the fact that the impossibility of 
leaving all decisions to a single man, or a single committee, would lead to 
the creat im d innumerable srtb-comrz?ittees by which decisims wsdd  be 
taken. All such sub-committees would only be delegates of the one supreme 
authority which, as an economic system working according to a unitary plan, 
is implied by the very nature of Socialism. They would necessarily be bound 
by the instructions of the supreme authority and this, in itself, would breed 
irresponsibility. 

We all know the appearance of the apparatus of socialist administration: 
a countless multitude of office holders, each zealously bent on preserving 
his position and preventing anybody from intruding on his sphere of ac- 
tivity-yet at the same time anxiously endeavouring to throw all responsibility 
of action on to somebody else. 
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For all its officiousness, such a bureaucracy offers a classic example of 
human indolence. Nothing stirs when no external stimulus is present. In the 

208 nationalized concerns, existing within a society based for the most part on 
private ownership of the means of production, all stimulus to improvements 
ir? precess comes from those entreprenews whc! as mntrar tnrs for semi- 
manufactured articles and machines hope to make a profit by them. The 
heads of the concern itself seldom, if ever, make innovations. They content 
themselves with imitating what goes on in similar privately-owned under- 
takings. But where all concerns are socialized there will be hardly any talk 
of reforms and improvements. 

Joint Stock Companies and the Socialist Economy 

One of the current fallacies of socialism is that joint stock companies are 
a preliminary sta-e 6 ~f the s~cia!ist tmdertaking. The heads ~f j~int stock 
companies-it is argued-are not owners of the means of production, and 
yet the undertakings flourish under their direction. If, in place of the share- 
holders, society should assume the function of ownership, things would not 
be altered. The directors would not work worse for society than they would 
for the shareholders. 

This notion, that in the joint stock company the entrepreneur-function is 
solely the shareholder's and that all the organs of the company are active 
only as the shareholders' employees, pervades also legal theory, and it has 
been attempted to make it the basis of Company Law. It is responsible for 
the fact that the business idea, which underlies the creation of the joint stock 
company, has been falsified, and that up to today people have been unable 
to find for the joint stock company a legal form which would enable it to 
work without friction, and that the company system everywhere suffers from 
grave abuses. 

In fact there have never and nowhere been prosperous joint stock com- 
panies corresponding to the ideal etatistic jurists have created. Success has 
always been attained only by those companies whose directors have pre- 
dominant personal interest in the prosperity of the company. The vital force 
and the effectiveness of the joint stock company lie in a partnership between 
the company's real managers-who generally have power to dispose over 
part, if not the majority, of the share-capital--and the other shareholders. 
Only where these directors have the same interest in the prosperity of the 

209 undertaking as every owner, only where their interests coincide with the 
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shareholder's interests, is the business carried on in the interests of the joint 
stock company. Where the directors have interests other than those of a part, 
or of the majority, or of all of the shareholders, business is carried on against 
the company's interests. For in all joint stock companies that do not wither 
in bureaucracy, those who really are in power always manage business in 
their own interests, whether this coincides with the shareholders' interests 
or not. It is an unavoidable presupposition of the prosperity of the companies, 
that those in power shall receive a large part of the profits of the enterprise 
and that they shall be primarily affected by the misfortunes of the enterprise. 
In all flourishing joint stock companies, such men, immaterial of what their 
legal status is, wield the decisive influence. The type of man to whom joint 
stock companies owe their success is not the type of general manager who 
resembles the public official in his ways of thought, himself often an ex- 
public servant whose most important qualification is good connection with 
those in political power. It is the manager who is interested himself through 
his shares, it is the promoter and the founder-these are responsible for 
prosperity. 

Socialist-etatistic theory of course will not admit this. It endeavours to 
force the joint stock company into a legal form in which it must languish. 
It refuses to see in those who guide the company anything except officials, 
for the etatist wants to think of the whole world as inhabited only by officials. 
It is allied with the organized employees and workers in their resentment- 
ridden fight against high sums paid to the management, believing that the 
profits of the business arise of themselves and are reduced by whatever is 
paid to the men in charge. Finally, it turns also against the shareholder. The 
latest German doctrine does not want, "in view of the evolution of the 
concept of fair play," to let the shareholder's self-interest decide, but rather 
"the interest and well-being of the enterprise, itself, namely its own economic, 
legal and sociological value, independent of transient majorities of transient 
shareholders." It wants to create for the administration of the companies a 
position of power, which should make them indepemknt of the will of t h n e  
who have put up the majority of the share-~apital.~ 

That "altruistic motives" or the like are ever decisive in the administration 220 

of successful joint stock companies is a fable. Such attempts to model Com- 
pany Law after the illusory ideal of etatistic politicians, have not succeeded 
in making the'joint stock company a piece of the illusory "functional econ- 
omy"; they have however damaged the joint stock company form of enter- 
prise. 

Yee  the criticism of these theories and movements in Passow, Der Strukturwandel der Aktienge- 
sellschaft im Lichte der Wirtschaftsenquete (Jena, zg30), pp. I ff. 



CHAPTER 11 

The lrnpracticability of Socialism 

73e Fundamental Problems of a Socialist Economy Under Conditions of Change 

* I 1  T he preceding investigations have shown the difficulties confronting the 
establishment of a socialist order of society. In a socialist community the 

possibility of economic calculations is lacking: it is therefore impossible to 
ascertain the cost and resuit of an economic operation or to m a ~ e  the resuit 
of the calculation the test of the operation. This in itself would be sufficient 
to make Socialism impracticable. But, quite apart from that, another insur- 
mountable obstacle stands in its way. It is impossible to find a form of 
organization which makes the economic action of the individual independent 
of the co-operation of other citizens without leaving it open to all the risks 
of mere gambling. These are the two problems, and without their solution 
the realization of Socialism appears impracticable unless in a completely 
stationary state. 

Too little attention has hitherto been given to these fundamental questions. 
The first has generally been almost ignored. The reason for this is that people 
have not been able to get rid of the idea that labour time can afford an 
efficient measure of value. But even many of those who recognize that the 
labour theory of value is untenable continue to believe thatvalue can be 
measured. The frequent attempts which have been made to discover a 
standard of value prove this. To understand the problem of economic cal- 
culation it was necessary to recognize the true character of the exchange 
relations expressed in the prices of the market. 

The existence of this important problem could be revealed only by the 
methods of the modern subjective theory of value. In actual practice although 
the tendency has been all in the direction of Socialism, the problem has not 
become so urgent as to attract general attention. 
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It is quite otherwise with the second problem. The more communal en- 212 

terprise extends, the more attention is drawn to the bad business results of 
nationalized and municipalized undertakings. It is impossible to miss the 
cause of the difficulty: a child could see where something was lacking. So 
that it cannot be said that this problem has not been tackled. But the way 
in which it has been tackled has been deplorably inadequate. Its organic 
connection with the essential nature of socialist enterprise has been regarded 
as merely a question of better selection of persons. It has not been realized 
that even exceptionally gifted men of high character cannot solve the problems 
created by socialist control of industry. 

Attempted Solutions 

As far as most socialists are concerned, recognition of these problems is 
obstructed, not only by their rigid adherence to the labour theory of value 
but also by their whole conception of economic activity. They fail to realize 
that industry must be constantly changing: their conception of the socialist 
community is always static. As long as they are criticizing the capitalist order 
they deal throughout with the phenomena of a progressive economy and 
they paint in glaring colours the friction caused by economic change. But 
they seem to regard all change and not only the friction caused by it, as a 
peculiar attribute of the capitalist order. In the happy kingdom of the future 
everything will develop without movement or friction. 

We can see this best if we think of the picture of the entrepreneur which 
is generally drawn by socialists. In such a picture the entrepreneur is char- 
acterized only by the special way he derives his income: Clearly any analysis 
of the capitalist order must take as its central point not capital nor the 
capitalists but the entrepreneur. But Socialism, including Mamian Socialism, 
sees in the entrepreneur someone alien to the process of production, someone 
whose whole work consists in the appropriation of surplus value. It will be 
sufficient to expropriate these parasites to bring about a socialist society. The 
recollection of the liberation of the peasants and the abolition of slavery 
hovers vaguely in Marx's mind and even more so in the minds of many other 
socialists. But they fail to see that the position of the feudal lord was quite 2 1 3  

different from that of the entrepreneur. The feudal lord had no influence on 
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production. He stood outside the process of production: only when it was 
finished did he step in with a claim to a share in the yield. But in so far as 
the lord of the manor and the slave owner were also leaders of production 
they retained their position even after the abolition of serfdom and slavery. 
The fact that henceforward they had to give the workers the value of their 
labour did not change their economic function. But the entrepreneur fulfils 
a task which must be performed even in a socialist community. This the 
Socialist does not see; or at least refuses to see. 

Socialism's misunderstanding of the entrepreneur degenerates into idio- 
syncrasy whenever the word speculator is mentioned. Even Marx, unmindful 
of the good resolutions which animated him, proceeds entirely along "petty 
bourgeois" lines in this connection and his school has even surpassed him. 
All socialists overlook the fact that even in a socialist community every 
economic operation must be based on an uncertain future, and that its 
economic consequence remains uncertain even if it is technically successful. 
They see in the uncertainty which leads to speculation a consequence of the 
anarchy of production, whilst in fact it is a necessary result of changing 
economic conditions. 

The great mass of people are incapable of realizing that in economic life 
nothing is permanent except change. They regard the existing state of affairs 
as eternal; as it has been so shall it always be. But even if they were in a 
position to envision the IT&VT(X ' Q E ~  (everything simple or all so easy) they 
would be baffled by the problems to be solved. To see and to act in advance, 
to follow new ways, is always the concern only of the few, the leaders. 
Socialism is the economic policy of the crowd, of the masses, remote from 
insight into the nature of economic activity. Socialist theory is the precipitate 
of their views on economic matters-it is created and supported by those 
who find economic life alien, and do not comprehend it. 

Among socialists only Saint-Simon realized to some extent the position of 
the entrepreneurs in the capitalistic economy. As a result he is often denied 
the name- of Socialist. The dthers completel~ fail to realize that the functions 
of entrepreneurs in the capitalist order must be performed in a socialist 
community also. This is reflected most clearly in the writings of Lenin. 

214 According to him the work performed in a capitalist order by those whom 
he refused to designate as "working" can be boiled down to "Auditing of 
Production and Distribution" and "keeping the records of labour and prod- 
ucts." This could easily be attended to by the armed workers, "by the whole 
of the armed people."' Lenin quite rightly separates these functions of the 

' Lenin, Staat und Revolution, p. 94. Publisher's Note: p. 304 in the English edition. 
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"capitalists and clerks" from the work of the technically trained higher 
personnel, not however missing the opportunity to take a side thrust at 
scientifically trained people by giving expression to that contempt for a11 
highly skilled work which is characteristic of Marxian proletarian snobbish- 
ness. "This recording, this exercise of audit," he says, "Capitalism has 
simplified to the utmost and has reduced to extremely simple operations of 
superintendence and book-entry within the grasp of anyone able to read and 
write. To control these operations a knowledge of elementary arithmetic and 
the drawing of correct receipts is suffi~ient."~ It is therefore possible straight- 
way to enable all members of society to do these things for them~elves.~ This 
is all, absolutely all that Lenin had to say on this problem; and no socialist 
has a word more to say. They have no greater perception of the essentials 
of economic life than the errand boy, whose only idea of the work of the 
entrepreneur is that he covers pieces of paper with letters and figures. 

It was for this reason that it was quite impossible for Lenin to realize the 
causes of the failure of his policy. In his life and his reading he remained so 
far removed from the facts of economic life that he was as great a stranger 
te the work ef the bawgeeisie as a H ~ t t e r . t ~ t  t ~  the wsrk ~f ar: explorer 
taking geographical measurements. When he saw that his work could proceed 
no further on the original lines he decided to rely no longer on references 
to "armed workers" in order to compel the "bourgeois" experts to co-operate: 
instead they were to receive "high remuneration" for "a short transition 
period" so that they could set the socialist order going and thus render 
themselves superfluous. He even thought it possible that this would take 
place within a year.4 

Those socialists who do not think of the socialist community as the strongly 
centralized organization conceived by their more clearheaded brethren and 
which alone is logically conceivable, believe that the difficulties confronting 215 

the management of industry can be solved by democratic institutions inside 
undertakings. They believe that individual industries could be allowed to 
conduct their uperatiuns with a certain degree of independence without 
endangering the uniformity and the correct co-ordination of industry. If 
every enterprise were placed under the control of a workers' committee, no 
further difficulties could exist. In all this there is a whole crop of fallacies and 
errors. The problem of economic management with which we are here 
concerned lies much less in the work of individual industries than in har- 
monizing the work of individual concerns in the whole economic system. It 

- - - - 

Ibid., p. 95. Publisher's Note: pp. 304-305 in the English edition. 
Ibid., p. 96. Publisher's Note: p. 305 in the English edition. 
' Lenin, Die nachsten Aufgaben der Sowjetmacht (Berlin, 1918), pp. 16 ff. 



190 The Impracticability of Socialism 

deals with such questions as dissolving, extending, transforming and limiting 
existing undertakings and establishing new undertakings-matters which 
can never be decided by the workers of one industry. The problems of 
conducting an industry stretch far beyond the individual concern. 

State and munidpa! have supplied enoGgh unfavourab!e ovno- -'.r- 
rience to compel the closest attention to the problem of economic control. 
But etatists in general have treated this problem no less inadequately than 
those who have dealt with it in Bolshevik Russia. General opinion seems to 
regard the main evil of communal undertakings to be due to the fact that 
they are not run on "business" lines. Now rightly understood this catchword 
could lead to a correct view on the problem. Communal enterprise does 
indeed lack the spirit of the business man, and the very problem for Socialism 
here is to create something to put in its place. But the catchword is not 
understood in this way at all. It is an offspring of the bureaucratic mind: that 
is to say it comes from people for whom all human activity represents the 
fulfilment of formal official and professional duties. Officialdom classifies 
activity according to the capacity for undertaking it formally acquired by 
means of examinations and a certain period of service. "Training" and "length 
of service" are the only things which the official brings to the "job." If the 
work of a body of officials appears unsatisfactory, there can be only one 
explanation: the officials have not had the right training, and future appoint- 
ments must be made differently. It is therefore proposed that a different 
training should be required of future candidates. If only the officials of the 
communal undertaking came with a business training, the undertaking would 
be more business-like. But for the official who cannot enter into the spirit of 

216 capitalist industry this means nothing more than certain external manifes- 
tations of business technique: prompter replies to inquiries, the adoption of 
certain technical office appliances, which have not yet been sufficiently 
introduced into the departments, such as typewriters, copying machines, 
etc., the reduction of unnecessary duplication, and other things. In this way 
"the business spirit" penetrates into the offices of communal enterprise. And 
people are greatly surprised when these men trained on these lines, also 
fail, fail even worse than the much-maligned civil servants, who in fact, 
show themselves superior at least in formal schooling. 

It is not difficult to expose the fallacies inherent in such notions. The 
attributes of the business man cannot be divorced from the position of the 
entrepreneur in the capitalist order. "Bu~iness'~ is not in itself a quality innate 
in a person; only the qualities of mind and character essential to a business 
man can be inborn. Still less is it an accomplishment which can be acquired 
by study, though the knowledge and the accomplishments needed by a 
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business man can be taught and learned. A man does not become a business 
man by passing some years in commercial training or in a commercial 
institute, nor by a knowledge of book-keeping and the jargon of commerce, 
nor by a skill in languages and typing and shorthand. These are things which 
the clerk requires. But the clerk is not a business man, even though in 
ordinary speech he may be called a "trained business man." 

When these obvious truths became clear in the end the experiment was 
tried of making entrepreneurs, who had worked successfully for many years, 
the managers of public enterprises. The result was lamentable. They did no 
better than the others; furthermore they lacked the sense for formal routine 
which distinguishes the life-long official. The reason was obvious. An en- 
trepreneur deprived of his characteristic role in economic life ceases to be a 
business man. However much experience and routine he may bring to his 
new task he will still only be an official in it. 

It is just as useless to attempt to solve the problem by new methods of 
remuneration. It is thought that if the managers of public enterprises were 
better paid, competition for these posts would arise and make it possible to 
select the hest men. Many gg wen ftlrther and believe that the difficdties 
will be overcome by granting the managers a share in the profits. It is 
significant that these proposals have hardly ever been put in practice, al- 
though they appear quite practicable as long as public undertakings exist 217 

alongside private enterprises, and as long as the possibility of economic 
calculation permits the ascertainment of the result achieved by the public 
enterprise which is not the case under pure Socialism. But the problem is 
not nearly so much the question of the manager's share in the profit, as of 
his share in the losses which arise through his conduct of business. Except 
in a purely moral sense the property-less manager of a public undertaking 
can be made answerable only for a comparatively small part of the losses. 
To make a man materially interested in profits and hardly concerned in losses 
simply encourages a lack of seriousness. This is the experience, not only of 
-̂..11:- .--A,-L,l.:--- t.-L -1,- - I  -11 - 1 1 - - - L -  - - L - - - - l - - -  -.-L2-L t ---- ---- L- _1 
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to comparatively poor employees in managerial posts rights to a percentage 
of the profits. 

It is an evasion of the problem to put one's faith in the hope that the moral 
purification ofcmankind, which the socialists expect to occur when their aims 
are realized, will of itself make everything perfectly right. Whether Socialism 
will or will not have the moral effect expected from it may here be conveniently 
left undecided. But the problems with which we are concerned do not arise 
from the moral shortcomings of humanity. They are problems of the logic 
of will and action which must arise at all times and in all places. 
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Capitalism the Only Solution 

R=t let us disregard the fact that up to cow a11 oria!isf efforts have bee.. 
baffled by these problems, and let us attempt to trace out the lines on which 
the solution ought to be sought. Only by making such an attempt can we 
throw any light on the question whether such a solution is possible in the 
framework of a socialist order of society. 

The first step which would be necessary would be to form sections inside 
the socialist community to which the management of definite branches of 
business would be entrusted. As long as the industry of a socialist community 
is directed by one single authority which makes all arrangements and bears 
all the responsibility, a solution of the problems is inconceivable, because all 
the other workers are only acting instruments without independent delimited 

218 spheres of operation and consequently without any special responsibility. 
What we must aim at is precisely the possibility not only of supervising and 
controiiing the whoie process, but of considering and judging separateiy the 
subsidiary processes which take place within a narrower sphere. 

In this respect at least, our procedure runs parallel to all past attempts to 
solve our problem. It is clear to everyone that the desired aim can be achieved 
only if responsibility is built up from below. We must therefore start from 
a single industry or from a single branch of industry. It makes no difference 
whether the unit with which we start is large or small since the same principle 
which we have once used for our division can be again used when it is 
necessary to divide too large a unit. Much more important than the question 
where and how often the division shall be made is the question how in spite 
of the division of industry into parts we can preserve that unity of cooperation 
without which a social economy is impossible. 

We imagine then the economic order of the socialist community to be 
divided into any number of parts each of which is put in the charge of a 
particular manager. Every manager of a section is charged with the full 
responsibility for his operations. This means that the profit or a very con- 
siderable part of the profit accrues to him; on the other hand the burden of 
losses falls upon him, insomuch as the means of production which he 
squanders through bad measures will not be replaced by society. If he 
squanders all the means of production under his care he ceases to be manager 
of a section and is reduced to the ranks of the masses. 

If this personal responsibility of the section manager is not to be a mere 
sham, then his operations must be clearly marked off from that of other 
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managers. Everything he receives from other section managers in the form 
of raw materials or partly manufactured goods for further working or for use 
as instruments in his section and all the work which he gets performed in 
his section will be debited to him; everything he delivers to other sections 
or for consumption will be credited to him. It is necessary, however, that he 
should be left free choice to decide what machines, raw materials, partly 
manufactured goods, and labour forces he will employ in his section and 
what he will produce in it. If he is not given this freedom he cannot be 
burdened with any responsibility. For it would not be his fault if at the 219 

command of the supreme controlling authority he had produced something 
for which, under existing conditions, there was no corresponding demand, 
or if his section was handicapped because it received its material from other 
sections in an unsuitable condition, or, what comes to the same thing, at too 
high a charge. In the first event, the failure of his section would be attributable 
to the dispositions of the supreme control, in the latter to the failures of the 
sections which produced the material. But on the other hand the community 
must also be free to claim the same rights which it allows to the section 
manager. This means that if takes the pmducts whirh he h2s pmdwed m!x7 J 

according to its requirements, and only if it can obtain them at the lowest 
rate of charge, and it charges him with the labour, which it supplies to him 
at the highest rate it is in a position to obtain: that is to say it supplies the 
labour to the highest bidder. 

Society as a production community now falIs into three groups. The 
supreme direction forms one. Its function is merely to supervise the orderly 
course of the process of production as a whole, the execution of which is 
completely detailed to the section managers. The third group is the citizens 
who are not in the service of the supreme administration and are not section 
managers. Between the two groups stand the section managers as a special 
group: they have received from the community once and for all at the 
beginning of the regime an allotment of the means of production for which 
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force of the members of the third group, who are assigned to the highest 
bidders amongst them. The central administration which has to credit each 
member of the third group with everything it has received from the section 
managers for his labour power, or, in case it employs him directly in its own 
sphere of operation, with everything which it might have received from the 
section managers for his labour power, will then distribute the consumption 
goods to the highest bidders amongst the citizens of all three groups. The 
proceeds wilI be credited to the section managers who have delivered the 
products. 
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By such an arrangement of the community, the section manager can be 
made fully responsible for his doings. The sphere for which he bears re- 
sponsibility is sharply delimited from that for which others bear the respon- 

220 sibility. Here we are no longer faced with the total result of the economic 
activity nf the whole industrial community in which the contribution of one 
individual cannot be distinguished from that of another. The "productive 
contribution" of each individual section manager is open to separate judg- 
ment, as is also that of each individual citizen in the three groups. 

It is clear that the section managers must be permitted to change, extend 
or contract their section according to the prevailing course of demand on the 
part of the citizens as indicated in the market for consumption goods. They 
must therefore be in a position to sell those means of production in their 
section which are more urgently required in other sections, to these other 
sections: and they ought to demand as much for them as they can obtain 
under the existing conditions. . . . 

But we need not carry the analysis further. For what are we confronted 
with but the capitalist order of society-the only form of economy in which 
strict appiicaiion oi the principie of the personal responsibiiiiy of every 
individual citizen is possible. Capitalism is that form of social economy in 
which all the deficiencies of the socialist system described above are made 
good. Capitalism is the only conceivable form of social economy which is 
appropriate to the fulfilment of the demands which society makes of any 
economic organization. 
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THE ECONOMICS OF A SOCIALIST COMMUNITY 

SECTION 2 

THE FOREIGN RELATIONS OF A SOCIALIST COMMUNITY 





CHAPTER 12 

National Socialism and World Socialism 

The Spatial Extent of the Socialist Community 

E arly Socialism is marked by its predilection for a return to the simpler 223 

modes of production of primitive times. Its ideal is the self-sufficing 
village, or, at most, the self-sufficing province-a town around which a 
number of villages are grouped. Being averse to all trade and commerce, its 
protagonists regard foreign trade as something entirely evil which must be 
Hbolished. ~ o r e k n  ~ r a d e  introduces superfluo& commodities into the coun- 
try. Since it was once possible to do without them, it is obvious that they are 
unnecessary, and that only the extreme ease with which they can be procured 
is responsible for the unnecessary expenditure upon them. Foreign Trade 
undermines morality and introduces foreign ideas and customs. In Utopia 
the stoic ideal of self-mastery was transmuted into the economic ideal of self- 
sufficiency. Plutarch found it an admirable thing in Lycurgusan Sparta-as 
romantically conceived in his day-that no merchant ship ever entered her 
harbours. 

This attachment to the ideal of economic self-sufficiency, and their complete 
incapacity to understand the nature of trade and commerce, led the Utopians 
to overlook the problem of the territorial limits of the ideal state. Whether 
the borders of hi-ryhnd are to he wider nr narrnwer in extent dnes nr?t enter 
into their considerations. In the tiniest village there is space enough to realize 
their plans. In this way it was possible to think of realizing Utopia tentatively 
in small instalments. Owen founded the New Harmony community in In- 
diana. Cabet founded a small Icaria in Texas. Considerant founded a model 
phalanstery in the same state. "Duodecimo editions of the New Jerusalem," 
jeers the Communist Manifesto. 

Poehlmann, Geschichte der sozialen Frage und des Sozialismus in der antiken Welt, Vol. I ,  pp. 110 ff.; 
123 ff.  

197 
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224 It was only gradually that socialists came to perceive that the self-sufficiency 
of a small area could provide no foundation for Socialism. Thompson, a 
disciple of Owen, remarked that the realization of equality among the mem- 
bers of one community was far from signifying the realization of equality 
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discovery, he turned to centralized So~ialism.~ Saint-Simon and his school 
were thorough centralizers. Pecqueur's schemes of reform claimed to be 
national and ~niversa l .~  

Thus emerges a problem peculiar to Socialism. Can Socialism exist within 
limited areas of the earth's surface? Or is it necessary that the entire inhabited 
world should constitute a unitary socialistic community? 

For the Marxian, there can be only one solution of this problem-the 
ecumenical solution. 

Marxism, indeed, proceeds from the assumption that by an inner necessity, 
Capitalism has already set its mark upon the whole world. Even to-day 
Capitalism is not limited to a single nation or to a small group of nations. 
Even today it is international and cosmopolitan. "Instead of the old local 
and national isolation and self-sufficiency, world trade has developed and 
the interdependence of nations." The cheapness of their commodities is the 
"heavy artillery" of the bourgeoisie. With the aid of this it compels all nations, 
on pain of extinction, to adopt bourgeois methods of production. "It forces 
them to adopt so-called civilization, i.e. to become bourgeois. In a word, it 
creates a world after its own image." And this is true not only of material 
but also of intellectual production. 'The intellectual productions of one nation 
become the common property of all. National narrowness and exclusiveness 
become daily more impossible, and out of the many national and local 
literatures a world literature arisesu4 
- -- - 

Tugan-Baranowsky, Der moderne Sozialismus in seiner geschichtlichen Entwicklung (Dresden, 1go8), 
p. 136. 

Pecqueur, 7'hkorie nouvelle d'konomie sociale et politique, p. 699. 
" Marx-Engels, Das Kommunistische Manifest, p. 26. Publisher's Note: p. 325 of the Eastman anthol- 
ogy edition. 
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It follows, therefore, from the logic of the materialist interpretation of 
history that Socialism too can be no national, but only an international 225 

phenomenon. It is a phase not merely in the history of a single nation, but 
in the history of the whole human race. In the logic of Marxism the question 
whether this or that nation is "ripe" for Socialism cannot even be asked. 
Capitalism makes the world ripe for Socialism, not a single nation or a single 
industry. The expropriators, through whose expropriation the last step to- 
wards Socialism must be taken, must not be conceived save as major capi- 
talists whose capital is invested throughout the whole world. For the Marxian, 
therefore, the socialistic experiments of the "Utopians" are just as senseless 
as Bismarck's facetious proposal to introduce Socialism experimentally into 
one of the Polish districts of the Prussian State.5 Socialism is an historical 
process. It cannot be tested in a retort or anticipated in miniature. For the 
Mamian, therefore, the problem of the autarky of a socialist community 
cannot even arise. The only socialist community he can conceive compre- 
hends the entire human race and the entire surface of the globe. For him the 
economic administration of the world must be unitary. 

Later Mamians have, indeed, recognized that; at any rate for a time, the 
existence of many independent socialist communities side by side must be 
anti~ipated.~ But, once this is conceded one must go further and also take 
into account the possibility of one or more socialist communities existing 
within a world which, for the most part, is sti.1 capitalistic. 

3 

Liberalism and the Problem of the Frontiers 

When Mam and, with him, the majority of recent writers on Socialism 
cGnsider SGcia!ism 3s pa!ized in a idl..,itaFy .,;.Gr!d state, they 
powerful forces that work against economic unification. 

The levity with which they dispose of all these problems may not unrea- 
sonably be attributed to what, as we shall see, was an entirely unjustifiable 
acceptance of an attitude with regard to the future political organization of 
the world, which was prevalent at the time when Marxism was taking form. 226 

Bismarck's speech in the German Reichstag, on February 19, 1878 (Furst Bismarcks Reden, edited 
by Stein, Vol. VII, p. 34). 

Bauer, Die Nationalitatenfrage und die Sozialdemokratie (Vienna, 1go7), p. 519. 
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At that time, liberals held that all regional and national divisions could be 
regarded as political atavisms. The liberal doctrine of free trade and protection 
had been propounded-irrefutable for all time. It had been shown that all 
limitations on trade were to the disadvantage of all concerned: and, arguing 
frnm this, if had been attempted with success to limit the functions of the ------ ----- 
state to the production of security. For Liberalism the problem of the frontiers 
of the state does not arise. If the functions of the state are limited to the 
protection of life and property against murder and theft, it is no longer of 
any account to whom this or that land belongs. Whether the state extended 
over a wider or a narrower territory, seemed a matter of indifference to an 
age which was shattering tariff barriers and assimilating the legal and ad- 
ministrative systems of single states to a common form. In the middle of the 
nineteenth century, optimistic liberals could regard the idea of a League of 
Nations, a true world-state, as practicable in the not too far distant future. 

The liberals did not sufficiently consider that greatest of hindrances to the 
development of universal free trade-the problem of races and nationalities. 
But the socialists overlooked completely that this constituted an infinitely 
greater hindrance to the deveiopment of a sociaiistic society. Their incapacity 
to go beyond Ricardo in all matters of economics, and their complete failure 
to understand all questions of nationalism, made it impossible for them even 
to conceive this problem. 



CHAPTER 13 

The Problem of Migration Under Socialism 

Migration and Differences in National Conditions 

I f trade were completely free, production would only take place under the 
most suitable conditions. Raw materials would be produced in those parts 

which, taking everything into account, would yield the highest product. 
Manufacture would be localized where the transport charges, including those 
necessary to piace the commodities in the hands of the uitimate consumer, 
were at a minimum. As labour settles around the centres of production, the 
geographical distribution of population would necessarily adapt itself to the 
natural conditions of production. 

Natural conditions, however, are unchanging only in a stationary economic 
system. The forces of change are continually transforming them. In a changing 
economy men migrate continually from the places where conditions are less 
favourable to places where they are more favourable for production. Under 
Capitalism the stress of competition tends to direct labour and capital to the 
most suitable places. In a closed socialist community the same result would 
have to be achieved by administrative decree. In both cases the principle 
would be the same: men would have to go where the conditions of life were 
most favourable.' 

See my Nation, Staat und Wirtschaft (Vienna, i919), pp. 45 ff., and Liberalismus (Jena, i927), pp. 93 
ff. Publisher's Note: Nation, Staat und Wirtschaft is not in English. Liberalismus is in English as The 
Free and Prosperous Commonwealth: An Exposition of the Ideas of Classical Liberalism. Translated by 
Ralph Raico. Edited by Arthur Goddard (Princeton, N.J.: D. Van Nostrand, 1962). This book was 
republished in 1978 under the title Liberalism: A Socio-Economic Exposition. Foreword to the Second 
Edition by Louis M. Spadaro. (Kansas City: Sheed Andrews and McMeel, Inc., 1978). The pages 
in the German work referred to here (93 ff.) are pp. 105 ff .  in both English editions. 
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These migrations have the closest bearing upon the condition of the 
different nations. They cause citizens of one nation, the natural conditions 
of which are less favourable, to move into the territory of other nations more 
favourably endowed. If the conditions under which migration takes place 

228 are such that the immigrants are assimilated to their new surroundings then 
the nation from which they came is, to that extent, weakened in numbers. 
If they are such that the immigrants preserve their nationality in their new 
home-still more if they assimilate the original inhabitants-then the nation 
receiving them will find immigration a menace to its national position. 

To be a member of a national minority involves multitudinous political 
 disadvantage^.^ The wider the functions of the political authority the more 
burdensome are these disadvantages. They are smallest in the state which 
is founded upon purely liberal principles. They are greatest in the state which 
is founded upon Socialism. The more they are felt, the greater become the 
efforts of each nation to protect its members from the fate of belonging to 
a national minority. To wax in numbers, to be a majority in rich and extensive 
territories these become highly desirable political aims. But this is nothing 
hut In~perialisrn.~ In the lasf decades of the nineteenth century, and the first 
decades of the twentieth, the favourite weapons of Imperialism were com- 
mercial weapons-protective tariffs, prohibitions of imports, premiums on 
exports, freight discriminations, and the like. Less attention was paid to the 
use of another powerful imperialistic weapon-limitations on emigration and 
immigration. This is becoming more significant now. The ultima ratio of 
imperialism is, however, war. Beside war, all other weapons that it may use 
appear merely insufficient auxiliaries. 

Nothing justifies us in assuming that under Socialism the disadvantages 
of belonging to a national minority would be diminished. On the contrary. 
The more the individual depended on the State-the more importance po- 
litical decisions had for the life of the individual-the more would the national 
minority feel the political impotence to which it was condemned. 

But when we are considering migration under "sciaiism we need not give 
special attention to the friction which would arise thereform between nations. 
For under Socialism there must arise, even between members of one and the 
same nation, points of difference which make the division 2f the surface of 
the earth-which is a matter of indifference to Liberalism-a problem of 
cardinal importance. 

Nation, Staat und Wirtschaft, pp. 37 f f .  
Ibid., pp. 63 ff.; Liberalismus, p. 107 ff.  Publisher's Note: pp. 121 ff. in both the 1962 and 1978 

English editions of this work. 



Decentralization 

2 

The Tendency Towards Decentralization Under Socialism 

until marginal utilities are Under Capitalism, capital and labour move 
everywhere equal. Equilibrium is attained when the marginal productivity 
of all capital and labour is the same. 

Let us leave the movement of capital on one side and consider first the 
movement of labour. The migrating workers depress the marginal produc- 
tivity of labour wherever they betake themselves. The fact that wages, their 
income, sink, directly damages the workers who were employed in centres 
of migration before the incursion of new workers took place. They regard 
the "immigrants" as the enemy of high wages. The particular interest would 
be served by a prohibition of "immigration." It becomes a cardinal point of 
the particularist policy of all such particular groups of workers to keep 
newcomers out. 

It has been the task of Liberalism to show who bear the costs of such a 
policy. The first to be injured are the workers in the less favourably situated 
centres of production, who, on account of the lower marginal .., productivity 
of their labour in those centres, have to content themselves with lower wages. 
At the same time, the owners of the more favourably situated means of 
production suffer through not being able to obtain the product which they 
might obtain could they employ a larger number of workers. But this is not 
the end of the matter. A system that protects the immediate interests of 
particular groups limits productivity in general and, in the end, injures 
everybody-even those whom it began by favouring. How protection finally 
affects the individual, whether he gains or loses, compared with what he 
would have got under complete freedom of trade, depends on the degrees 
of protection to him and to others. Although, under protection, the total 
produce is lower than it would have been under free trade, so that the 
average income is necessarily lower, it is still quite possible that certain 
individuals may dn better than they would under free trade. The greater the 
protection afforded to particular interests, the greater the damage to the 
community as a whole, and to that extent the smaller the probability that 
single individuals gain thereby more than they lose. 

As soon as- it is possible to forward private interests in this way and to 
obtain special privileges, a struggle for pre-eminence breaks out among those 230 

interested. Each tries to get the better of the other. Each tries to get more 
privileges so as to reap the greater private gain. The idea of perfectly equal 
protection for all is the fantasy of an ill-thought out theory. For, if all particular 
interests were equally protected, nobody would reap any advantage: the 
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only result would be that all would feel the disadvantage of the curtailment 
of productivity equally. Only the hope of obtaining for himself a degree of 
protection, which will benefit him as compared with the less protected, 
makes protection attractive to the individual. It is always demanded by those 
who have the power to acquire and preserve especial privileges for them- 
selves. 

In exposing the effects of protection, Liberalism broke the aggressive power 
of particular interests. It now became obvious that, at best, only a few could 
gain absolutely by protection and privileges and that the great majority must 
inevitably lose. This demonstration deprived such systems of the support of 
the masses. Privilege fell because it lost popularity. 

In order to rehabilitate protection, it was necessary to destroy Liberalism. 
This was attempted by a double attack: an attack from the point of view of 
nationalism, and an attack from the point of view of those special interests 
of the middle and working classes which were menaced by Capitalism. The 
one served to mature the movement towards territorial exclusiveness, the 
other the growth of special privileges for such employers and workmen as 
are not equal to the stress of competition. Once Liberalism has been cnm- 
pletely vanquished, however, and no longer menaces the protective system, 
there remains nothing to oppose the extension of particular privilege. It was 
long thought that territorial protection was limited to national areas, that the 
re-imposition of internal tariffs, limitation of internal migration, and so on, 
was no longer conceivable. And this is certainly true so long as any regard 
at all is preserved for Liberalism. But, during the war, even this was aban- 
doned in Germany and Austria, and there sprang up overnight all kinds of 
regional barriers. In order to secure a lower cost of living for their own 
population, the districts producing a surplus of agricultural produce cut 
themselves off from the districts that could support their population only by 
importing foodstuffs. The cities and industrial areas limited immigration in 

231 order to counteract the rise in the price of foodstuffs and rents. Regional 
particularism broke up that unity of economic area on which national neo- 
mercantilism had based all its plans. 

Even granting that Socialism is at all practicable, the development of a 
unitary world socialism would encounter grave difficulties. It is quite possible 
that the workers in particular districts, or particular concerns, or particular 
factories, would take the view that the instruments of production which 
happened to lie within their area were their own property, and that no 
outsider was entitled to profit by them. In such a case World Socialism would 
split up into numerous self-independent socialist communities-if, indeed, 
it did not become completely syndicalized. For Syndicalism is nothing less 
than the principle of decentralization consistently applied. 



CHAPTER 14 

Foreign Trade Under Socialism 

Autarky and Socialism 

A socialist community, which did not include the whole of mankind, 
would have no reason to remain isolated from the rest of the world. It 

is true, that it might be disquieting for the rulers of such a state that foreign 
ideas would come over the frontiers with foreign products. They might fear 
for the permanence of their system, if their subjects were able to compare 
their position with that of foreigners who were not citizens of a socialist 
community. But these are political considerations, and do not apply if the 
ioreign states are also socialistic. Moreover, a statesman who is convinced 
of the desirability of Socialism must expect that intercourse with foreigners 
will make them also socialists: he will not fear lest it undermine the socialism 
of his own compatriots. 

The theory of Free Trade shows how the closing of the frontiers of a 
socialist community against the import of foreign commodities would injure 
its inhabitants. Capital and labour would have to be applied under relatively 
unfavourable conditions yielding a lower product than otherwise would have 
been obtained. An extreme example will make this clear. At the expense of 

enermous eutlay of capita! and labour 2 socia!ist ce-anx~ rn*ilrl ~ V T \ T A ,  
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coffee in greenhouses. But it would obviously be more advantageous to 
procure it from Brazil in exchange for products for whose production con- 
ditions in Germany were more favourable.' 

It is superfluous to dispute with the autarky plans, which have been most zealously argued by 
the naive litterateurs of the "Tat" circle (Fried, Das Ende des Kapitalismus, Jena 1931). Autarky would 
probably depress the standard of life of the German people incomparably more than could the 
Reparations burden multiplied a hundred-fold. 
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Foreign Trade Under Socialism 

Such considerations indicate the principles on which a socialist community 
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actions be guided purely by economic considerations it would have to aim 
at securing just what under complete freedom of trade would be secured by 
the unrestricted play of economic forces. The socialist community would 
limit its activities to the production of those commodities it could produce 
under comparatively more favourable conditions than existed abroad, and 
it would exploit each single line of production only so far as this relative 
advantage justified. It would procure all other commodities from abroad by 
way of exchange. 

This fundamental principle holds good whether or not trade with abroad 
is carried out by recourse to a general medium of exchange-by recourse to 
money-or not. In foreign trade, just as in internal trade-there is no dif- 
ference between them-no rational production could proceed without money 
reckoning and the formation of prices for the means of production. On this 
point, we have nothing to add to what we have said already. But here we 
wish to consider a socialist community, existing in a world not otherwise 
socialistic. This community could estimate and compute in money in exactly 
the same way as a state railway, or a city waterworks, existing in a society 
otherwise based upon private ownership of the means of production. 

Foreign Investment 

N" can regard -what his neigrD"ur dves as a matter "f indifference. 
Everyone is interested in raising the productivity of labour by the widest 
division of labour possible under given circumstances. I too am injured if 
some people maintain a state of economic self-sufficiency: for, if they were 
to relax their isolation, the division of labour could be made even more 
comprehensive. If the means of production are in the hands of relatively 
inefficient agents, the damage is universal. 

Under Capitalism the profit-seeking of individual entrepreneurs harmo- 
nizes the interests of the individual with those of the community. On the 
one hand, the entrepreneur is always seeking for new markets, and under- 
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selling with cheaper and better wares the dearer and inferior products of 
less rationally organized production. On the other, he is always seeking 234 

cheaper and more productive sources of raw materials and opening up more 
favourable sites for production. This is the true nature of that expansive 
tendency of Capitalism, which neo-Mamian propaganda so completely mis- 
represents as the "Verwertungsstreben des Kapitals" ("the drive of capital 
for profit"), and so amazingly involves into an explanation of modern Im- 
perialism. 

The old colonial policy of Europe was mercantilistic, militaristic, and im- 
perialistic. With the defeat of mercantilism by liberal ideas, the character of 
colonial policy completely changed. Of the old colonial powers, Spain, Por- 
tugal and France had lost the greater part of their former possessions. 
England, who had become the greatest of the colonial powers, managed her 
possessions according to the principles of free trade theory. It was not cant 
for English free traders to speak of England's vocation to evaluate backward 
people to a state of civilization. England has shown by acts that she has 
regarded her position in India, in the Crown Colonies, and in the Protec- 
torates, as a general mandatory of European civilization. It is not hypocrisy 
when Engiish iiberais speak of Engiands ruie in the coionies as being not 
less useful for the inhabitants and for the rest of the world than it is for 
England. The mere fact that England preserved Free Trade in India shows 
that she conceived her colonial policy in a spirit quite different from that of 
the states who entered, or re-entered the sphere of colonial policy in the last 
decades of the nineteenth century-France, Germany, the United States, 
Japan, Belgium and Italy. The wars waged by England during the era of 
Liberalism to extend her colonial empire and to open up territories which 
refused to admit foreign trade, laid the foundations of the modern world 
e c o n ~ m y . ~  To measure the true significance of these wars one has only to 
imagine what would have happened if India and China and their hinterland 
had remained closed to world commerce. Not only each Chinese and each 

In judging the English policy for opening up China, people constantly put in the foreground the 
fact that it was the opium trade which gave the direct, immediate occasion for the outbreak of war 
complications. But in the wars which the English and French waged against China between 1839 
and 1860 the stake was the general freedom of trade and not only the freedom of the opium trade. 
That from the Free Trade point of view no barriers ought to be put in the way even of the trade 
in poisons, and that everyone should abstain by his own impulse from enjoyments harmful to 
his organism, is not so base and mean as socialist and anglophobe writers tend to represent. Rosa 
Luxemburg, Die Akkumulation des Kapitals (Berlin, 1913)~ p p  363 ff. reproaches the English and 
French that it was no heroic act to defeat with European weapons the Chinese, who were provided 
only with out of date arms. Ought the French and English also to have taken the field only with 
ancient guns and spears? 
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235 Hindu, but also each European and each American, would be considerably 
worse off. Were England to lose India today, and were that great land, so 
richly endowed by nature, to sink into anarchy, so that it no longer offered 
a market for international trade-or no longer offered so large a market-it 
would be an economic catastrophe of the first order. 

Liberalism aims to open all doors closed to trade. But it no way desires to 
compel people to buy or to sell. Its antagonism is confined to those govern- 
ments which, by imposing prohibition and other limitations on trade, exclude 
their subjects from the advantages of taking part in world commerce, and 
thereby impair the standard of life of all mankind. The Liberal policy has 
nothing in common with Imperialism. On the contrary, it is designed to 
overthrow Imperialism and expel it from the sphere of international trade. 

A socialist community would have to do the same. It, too, would not be 
able to allow areas lavishly endowed by nature to be permanently shut off 
from international trade, nor whole nations to refrain from exchange. But 
here Socialism would encounter a problem which can only be solved under 
Capitalism-the problem of ownership of capital abroad. 

Under Capitalism, as Free Traders wnu!d have it, frontiers would he 
without significance. Trade would flow over them unhindered. They would 
prohibit neither the movement of the most suitable producers towards im- 
mobile means of production, nor the investment of mobile means of pro- 
duction in the most suitable places. Ownership of the means of production 
would be independent of citizenship. Foreign investment would be as easy 
as investment at home. 

Under Socialism the situation would be different. It would be impossible 
for a socialist community to possess means of production lying outside its 
own borders. It could not invest capital abroad even if it would yield a higher 
product there. A socialist Europe must remain helpless, while a socialist 
India exploits its resources inefficiently, and thereby brings fewer goods to 
the world market than it would otherwise have done. New supplies of capital 
must be utilized under less favourabie conditions in Europe, whiie in India, 
for want of new capital, more favourable conditions of production are not 
fully exploited. Thus independent socialist communities existing side by side 
and exchanging commodities only, would achieve a nonsensical position. 
Quite apart from other considerations the very fact of their independence 
would lead to a state of affairs under which productivity would necessarily 
diminish. 

These difficulties could not be overcome so long as independent socialist 
communities existed side by side. They could only be surmounted by the 
amalgamation of the separate communities into a unitary socialist state 
comprehending the whole world. 
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CHAPTER 15 

Particular Forms of Socialism 

The Nature 4 Socialism 

T he essence of Socialism is this: All the means of production are in the 239 

exclusive control of the organized community. This and this alone is 
Socialism. All other definitions are misleading. 

it is possible to beiieve that Sociaiism can oniy be brought about under 
quite definite political and cultural conditions. Such a belief however is no 
justification for confining the term to one particular form of Socialism and 
withholding it from all other conceivable ways of realizing the socialist ideal. 
Mamian socialists have been very zealous in commending their own particular 
brand of Socialism as the only true Socialism and in insisting that all other 
socialist ideals and methods of realizing Socialism have nothing to do with 
genuine Socialism. Politically this attitude of the socialists has been extremely 
astute. It would have greatly increased the difficulties of their campaign if 
they had been prepared to admit that their ideal had anything in common 
with the ideals advocated by the leaders of other parties. They would never 
have rallied millions of discontented Germans to their banners if they had 
openly admitted that their aims were not fundamentally different from those 
of the governing classes of the Prussian state. If a Mamian had been asked 
before October 1917 in what way his Socialism differed from the Socialism 
of other movements, especially from that of the Conservatives, he would 
have replied that under Marxian Socialism, Democracy and Socialism were 
indissolubly united, and moreover that Marxian Socialism was s stateless 
Socialism because it intended to abolish the State. 

We have seen already how much these arguments are worth, and as a 
matter of fact, since the victory of the Bolsheviks, they have rapidly disap- 
peared from the list of Mamian commonplaces. At any rate the conceptions 
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of democracy and statelessness which the Mamians hold today are quite 
different from those which they held previously. 

240 But the Mamians might have answered the question another way. They 
might have said that their Socialism was revolutionary, as opposed to the 
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sooner to a recognition of the difference between Marxian social democracy 
and other socialist movements. For to a Mamian, revolution does not merely 
signify a forcible alteration of the existing state of affairs, but, as befits his 
peculiar fatalism, a process which brings mankind nearer the fulfilment of 
its destiny.l For him the impending social revolution which will bring about 
Socialism is the last step to eternal salvation. Revolutionaries are those whom 
history has chosen to be the instruments for the realization of its plan. The 
revolutionary spirit is the sacred fire which has descended upon them and 
enables them to accomplish this great work. In this sense the Marxian socialist 
regards it as the most notable characteristic of his party that it is a revolu- 
tionary party. In this sense he regards all other parties as a single, uniform, 
reactionary mass because they are opposed to his methods of achieving 
ultimate bliss. 

It is obvious that all this has nothing to do with the sociological concept 
of the socialist community. It is certainly a remarkable thing that a group of 
persons should claim to be the only people elected to bring us to salvation; 
but when these persons know of no other road to salvation than one which 
many others have believed in, the assertion that they exclusively are ordained 
for the task is not sufficient to differentiate their aim fundamentally from 
that of others. 

State Socialism 

To understand the concept of State Socialism it is not sufficient to explain 
the term etymologically. The history of the word reflects only the fact that 
State Socialism was the Socialism professed by the authorities of the Prussian 
and other German states. Because they identified themselves with the State 
and with the form taken by the State and with the idea of the State generally, 
it suggested calling the Socialism which they adopted State Socialism. The 

' On the other meanings which the term Revoiution has for the Marxists see pp. 69 ff .  
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more Mamian teaching about the class character of the State and the decay 241 

of the State obscured the fundamental idea of the State, the easier it became 
to use the term. 

Mamian Socialism was vitally concerned in making a distinction between 
nationalization and socialization of the means of production. The slogans of 
the Social Democratic party would never have become popular if they had 
represented nationalization of the means of production as the ultimate aim 
of socialist change. For the state known to the people among whom Marxism 
found its widest acceptance was not such as to inspire much hope from its 
incursions into economic activity. The German, Austrian and Russian dis- 
ciples of Marxism lived in open feud with the powers which to them rep- 
resented the State. In addition they had the opportunity of gauging the 
results of nationalization and municipalization; and, with the best will in the 
world, they could not overlook the great shortcomings of state and municipal 
enterprise. It was quite impossible to arouse enthusiasm for a programme 
aiming at nationalization. A party of opposition was bound above all things 
to attack the hated authoritarian state; only in this way could it win over the 
disconterrked. Frnm this need nf political agitation arose the ?.4arxian dmtrine 
of the withering away of the state. The liberals had demanded the limitation 
of the authority of the state and the transfer of government to the represen- 
tatives of the people; they had demanded the free state. Marx and Engels 
tried to outbid them by unscrupulously adopting the anarchistic doctrine of 
the abolition of all state authority regardless of the fact that Socialism would 
not mean the abolition, but rather the unrestricted expansion of the power 
of the state. 

Equally untenable and absurd as the doctrine of the withering away of the 
state under Socialism is the academic distinction between nationalization and 
socialization which is closely bound up with it. The Mamians themselves are 
so conscious of the weakness of their line of argument that they usually 
avoid discussing this point and confine themselves to talking of the social- 
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idea, so as to create the impression that socialization is something different 
from the nationalization with which everybody is acquainted. When they 
cannot avoid discussing this ticklish point they are obliged to admit that the 
nationalization of undertakings is a "preliminary stage in the acquisition of 242 

all productive powers by society itself l2  or "the natural jumping-off point in 
the process leading to the socialist c~mmunity."~ 

Engels, Herrn Eugcn Duhrings Umwalzung der Wissenschaft, p. 299. Publisher's Note: p. 385 in the 
English edition. 

Kautsky, Das Erfurter Programm, 12th ed. (Stuttgart, 1914). p. 129. 
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Thus Engels finally contents himself with entering a caveat against ac- 
cepting without further ado "every" form of nationalization as socialistic. He 
would not in the first place describe as "steps towards Socialism," nation- 
alization carried out for purposes of state finance, such as might be adopted 
"chiefly te prexv4de new seurces ef rex.refiue independent =f Par!iamextarr 

Y 
sanction." Nevertheless for these reasons nationalization would also mean, 
in the Marxian language, that in one branch of production, the appropriation 
of surplus value by the capitalist was abolished. The same is true of nation- 
alization carried out for political or military reasons which Engels also refused 
to accept as socialistic. He regards it as the criterion of socialistic nationali- 
zation that the means of production and trade taken over "should have 
actually out-grown the direction by joint stock companies, so that nation- 
alization has become economically inevitable." This necessity arises first in 
the case of "the large scale communications: posts, telegraphs and  railway^."^ 
But it is precisely the largest railways in the world-the North American- 
and the most important telegraph lines-the deep sea cables-that have not 
been nationalized, whilst small unimportant lines in the etatistic countries 
have long been nationalized. The nationalization of the postal service more- 
over was primarily for political reasons and that of the railways for military 
ones. Can it be said that these nationalizations were "economically inevi- 
table?" And what on earth does "economically inevitable" mean? 

Kautsky, too, contents himself with rejecting the view "that every nation- 
alization of an economic function or of an economic enterprise is a step 
towards Socialism and that this can be brought about by a general nation- 
alization of the whole economic machine without the need for a fundamental 
change in the nature of the State."5 But no one has ever disputed that the 
fundamental nature of the State would be greatly changed if it were trans- 
formed into a socialist community through the nationalization of the whole 
economic apparatus. Thus Kautsky is unable to say anything more than that 

243 "as long as the possessing classes are the governing classes" complete 
nationalization is impossible. It will be achieved when "the workers become 
the governing classes in the state." Only when the proletariat has seized 
political power will it "transform the state into a great fundamentally self- 
sufficient economic s~ciety."~ The main question-the question which alone 
needs an answer-whether complete nationalization carried out by another 
party than the socialist one would also constitute Socialism, Kautsky carefully 
avoids. 

' Engels, Herm Eugen Duhrings Urnwalzung der Wissenschaft, pp. 298 ff .  Publisher's Note: p. 385n in 
the English edition. 

Kautsky, Das Erfurter Programm, p. 129. 
Kautsky, Das Erfurter Programm, p. 130. 
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There is, of course, a fundamental distinction of the highest importance 
between the nationalization or municipalization of individual undertakings 
which are publicly or communally run in a society otherwise maintaining 
the principle of private property in the means of production, and the complete 
socialization which tolerates no private ownership by individuals in the 
means of production alongside that of the socialist community. As long as 
only a few undertakings are run by the State, prices for the means of 
production will be established in the market, and it is thus still possible for 
State undertakings to make calculations. How far the conduct of the under- 
takings would be based on the results of these calculations is another question; 
but the very fact that to a certain extent the results of operations can be 
quantitatively ascertained provides the business administration of such un- 
dertakings with a gauge which would not be available to the administration 
of a purely socialist community. The way in which State uhdertakings are 
run may justifiably be called bad business but it is still business. In a socialist 
community, as we have seen, economy in the strict sense of the word, cannot 
exist. 

Nationalization of all the means of production involves complete Socialism. 
Nationalization of some of the means of production is a step towards complete 
Socialism. Whether we are to remain satisfied with the first step or whether 
we desire to proceed further does not alter its fundamental character. In the 
same way, if we wish to transfer all undertakings to the ownership of the 
organized community we cannot do otherwise than nationalize every single 
undertaking, simultaneously or successively. 

The obscurity thrown by Marxism on the idea of socialization was strikingly 
illustrated in Germany and Austria when the Social Democrats came into 244 

power in November 1918. A new and hitherto almost unheard slogan became 
popular overnight: Socialization (Sozialisierung) was the solution. This was 
merely the paraphrasing of the German word Vergesellschaffung into a fine- 
sounding foreign word. The idea that Sozialisierung was nothing more than 
natiena!ization or I1.,uI.,icipa!izati=n ceu!d net eccur te axybG&r'; anyane Who 
maintained this was simply believed to know nothing about it, since it was 
thought that between the two things yawned an abysmal gap. The Sociali- 
zation Commissions set up soon after the Social Democrats acquired power 
were set the problem of defining Sozialisierung in such a way that, ostensibly 
at least, it could be distinguished from the nationalization and municipali- 
zation of the previous regime. 

The first report issued by the German commission dealt with the sociali- 
zation of the coal industry, and in rejecting the idea of achieving this by the 

See, pp. 102 ff. 
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nationalization of the coal mines and the coal trade it emphasized in a striking 
manner the shortcomings of a national coal industry. But nothing was said 
as to how socialization differed actually from nationalization. The report 
professed the opinion that "an isolated nationalization of the coal industry 
cannot be considered as socialization while capitalist enterprise continues in 
other branches of production: it would onlymean the reblacement of one 
employer by another." But it left open the question whether an isolated 
"socialization" such as it intended and proposed could mean anything else 
under the same  condition^.^ It would have been understandable if the com- 
mission had gone on to say that in order to fulfil the happy results of a 
socialist order of society it was not sufficient to nationalize one branch of 
production, and had recommended that the State should take over all un- 
dertakings at one blow, as the Bolsheviks in Russia and Hungary had done 
and as the Spartacists in Germany wanted to do. But it did not do this. On 
the contrary, it elaborated proposals for socialization which advocated the 
isolated nationalization of various branches of production, beginning with 
coal production and distribution. That the commission avoided using the . . r--I- --r:---l:--r:-, --l--- -- A : L L  ,,,,,, Tr ,..,, ,,,, ...,.- A:, LA, --.-~:LL:-- 
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24s when the commission proposed that the owners of the socialized German 
coal industry should not be the German State but a "German public coal 
trust" and when it went on to assert that this ownership should be conceived 
"only in a formal juristic sense," but that "the material position of the private 
employer and thereby the possibility of exploiting workers and consumers" 
is denied to this public trust,y the commission was using the emptiest of 
gutter catchwords. Indeed the whole report is nothing but a collection of all 
the popular fallacies about the evils of the capitalist system. The only way 
in which the coal industry, socialized in accordance with the proposals of 
the majority, would differ from other public undertakings is the composition 
of its directorate. At the head of the coal mines there should be no single 
official but a committee constituted in a certain way. Parturiunt montes, 
nascetur ridiculus mus! (The mountain labors and a ridiculous mouse is born!) 

State Socialism, therefore, is not distinguished by the fact that the State 
is the pivot of the communal organization, since Socialism is quite incon- 
ceivable otherwise. If we wish to understand its nature we must not look to 
the term itself. This would take us no further than would an attempt to grasp 
the concept of metaphysics from an examination of the meaning of the parts 
that make up the word. We must ask ourselves what ideas have been 

Bericht der Sozialisierungskommission iiber die Frage der Sozialisierung des Kohlenbergbaues vom 31 Juli 
1920, with appendix: Vorlaufiger Bericht vom 15 Februar 1919 2nd ed. (Berlin, 1920), pp. 32 ff. 

Bericht der Sozialisierungskommission iiber die Frage der Sozialisierung des Kohlenbergbaues vorn ji Juli, 
1920, with appendix: Vorlaufiger Bericht vorn 15 Februar 1919, 2nd ed. (Berlin, ~ g z o ) ,  p. 37. 
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associated with the expression by those who are generally regarded as the 
followers of the state socialistic movements, that is, the out-and-out etatists. 

Etatistic Socialism is distinguished from other socialist systems in two 
ways. In contradistinction to many other socialist movements which contem- 
plate the greatest possible measure of equality in the distribution of the social 
income between individuals, Etatistic Socialism makes the basis of distri- 
bution the merit and rank of the individual. It is obviously superfluous to 
point out that judgment of merit is purely subjective and cannot in any way 
be tested from a scientific view of human relations. Etatism has quite definite 
views about the ethical value of individual classes in the community. It is 
imbued with a high esteem for the monarchy, the nobility, big landowners, 
the clergy, professional soldiers, especially the officer class, and officials. 
With certain reservations it also allots a privileged position to savants and 
to artists. Peasants and small tradesmen are in a special class and below them 
come the manual labourers. At the bottom are the unreliable elements which 246 

are discontented with the sphere of action and the income allotted to them 
by the etatist plan and strive to improve their material position. The etatist 
mentally arranges a hierarchy of the members composing his future state. 
The more noble will have more power, more honours and more income than 
the less noble. What is noble and what is ignoble will be decided above all 
by tradition. To the etatist the worst feature of the capitalist system is that 
it does not assign income according to his valuation of merit. That a milk 
dealer or a manufacturer of trouser buttons should draw a larger income 
than the sprig of a noble family, than a privy councillor or a lieutenant, 
strikes him as intolerable. In order to remedy this state of affairs the capitalist 
system must be replaced by the etatistic. 

This attempt on the part of the etatists to maintain the traditional social 
order of rank and the ethical valuation of different classes, in no way 
contemplates transferring all property in the means of production to the 
formal ownership of the State. This indeed, in the etatistic view, would be 
a complete subversion of all historical rights. Only the large undertakings 
would be nationalized, and even then an exception would be made in favour 
of large scale agriculture, especially inherited family property. In agriculture 
and in small and medium-sized industries private property is to continue in 
name at least. In the same way the free professions will be allowed scope, 
with certain limitations. But all enterprises must become essentially state 
undertakings. The agriculturist will retain the name and title of owner, but 
he will be forbidden "egotisticalIy to look merely to mercantile profit"; he 
has the "duty to execute the aims of the State."lo For agriculture, according 

lo Philipp v. Arnim, Ideen zu einer vollstandigen Landwirtschafflichen Buchhaltung, 1805, p. vi (quoted 
by  Waltz, Vom Reinertrag in der Landwirtschaft, p. 20). 
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of the latifundia owners-in formal possession of their property. What is 
still more important is that it proceeds upon the assumption that the greater 
part of the population will find work in agriculture and small concerns, and 
that comparatively few will enter the direct service of the State as employees 
in large undertakings. Not only is etatism opposed to orthodox Marxists, as 248 

represented by Kautsky, through its theory that small scale agriculture is not 
less productive than large scale agriculture, but it is also of the opinion that 
in industry too, small scale undertakings have a great scope for operation 
at the side of the large concerns. This is the second peculiarity which 
distinguishes State Socialism from other socialist systems, especially social- 
democracy. 

It is perhaps unnecessary further to elaborate the picture of the ideal State 
drawn by the state socialists. Over a large part of Europe it has been for 
decades the tacit ideal of millions, and everyone knows it even if no one has 
clearly defined it. It is the Socialism of the peaceful loyal civil servant, of the 
land-owner, the peasant, the small producer and of countless workers and 
employees. It is the Socialism of the professors, the famous "socialists of the 
chairu-the Kathedersozialisrnus-it is the Socialism of artists, poets, writers 
in an epoch of the history of art plainly bearing all the signs of decay. It is 
the Socialism supported by the churches of all denominations. It is the 
Socialism of Caesarism and of Imperialism, the ideal of the so-called "social 
monarchy." It is this that the policy of most European states, especially the 
German states, envisaged as the distant goal of man's endeavours. It is the 
social ideal of the age which prepared the Great War* and perished with it. 

A Socialism which allots the shares of individuals in the social dividend 
according to merit and rank can be conceived only in the form of State 
Socialism. The hierarchy on which it bases its distribution is the only one 
popular enough not to arouse overwhelming opposition. Although it is less 
able to withstand rationalist criticism than many others that might be sug- 
gested, nevertheless it has the sanction of age. In so far as State Socialism 
a+tnrnpts t= perpetcafe this hier2rch~r and tn n r o x r o n t  a n y  &ange in the 
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of social relationships, the description "conservative socialism," sometimes 
applied to it, is justified.15 In fact it is imbued more than any other form of 
Socialism with ideas that credit the possibility of complete crystallization and 
changelessness of economic conditions: its followers regard every economic 
innovation as superfluous and even harmful. And corresponding to this 

I5 Andler, Les Origines du Socialisme d'Etat en Allemagne, 2nd ed. (Paris, 1911), p. 2, specially stresses 
this character of state Socialism. 
* World War I. 
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attitude is the method by which Etatism wishes to attain its ends. If Mamian 
249 Socialism is the social ideal of those who expect nothing except through a 

radical subversion of the existing order by bloody revolutions, State Socialism 
is the ideal of those who call in the police at the slightest sign of trouble. 
Marxism relies upon the infdlihle judgment of a proletariat filled with the 
revolutionary spirit, Etatism upon the infallibility of the reigning authority. 
They both agree in belief in a political absolutism which does not admit the 
possibility of error. 

In contrast to State Socialism, Municipal Socialism presents no special form 
of the sociaIist ideal. The municipalization of undertakings is not regarded 
as a general principle on which to base a new arrangement of economic life. 
It would affect only undertakings with a market limited in space. In a rigorous 
system of State Socialism the municipal undertakings would be subordinated 
to the chief economic administration and would be no freer to develop than 
the agricultural and industrial undertakings nominally remaining in private 
hands. 

Milita y Socialism 

Military Socialism is the Socialism of a state in which all institutions are 
designed for the prosecution of war. It is a State Socialism in which the scale 
of values for determining social status and the income of citizens is based 
exclusively or preferably on the position held in the fighting forces. The 
higher the military rank the greater the social value and the claim on the 
national dividend. 

The military state, that is the state of the fighting man in which everything; - 
is subordinated to war purposes, cannot admitbrivate ownership ;n the 
means of production. Standing preparedness for war is impossible if aims 
other than war influence the life of individuals. All warrior castes whose 
members have been supported by the assignment of manorial rights or of 
grants of land, or even by industries based on a supply of unfree labour, 
have in time lost their warlike nature. The feudal lord became absorbed in 
economic activity and acquired other interests than waging war and reaping 
military honours. All over the world the feudal system demilitarized the 
warrior. The knights were succeeded by the lunkers. Ownership turns the 
fighting man into the economic man. Only the exclusion of private property 
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can maintain the military character of the State. Only the warrior, who has 250 

no other occupation apart from war than preparation for war, is always ready 
for war. Men occupied in affairs may wage wars of defence but not long 
wars of conquest. 

The military state is a state of bandits. It prefers to live on booty and 
tribute. Compared with this source of income the product of economic activity 
plays only a subordinate role; often it is completely lacking. And if booty 
and tribute accrue from abroad it is clear that they cannot go direct to 
individuals but only to the common treasury, which can distribute them only 
according to military rank. The army which alone assures the continuance 
of this source of income would not tolerate any other method of distribution. 
And this suggests that the same principle of distribution should be applied 
to the products of home production, which similarly accrue to citizens as the 
tribute and yield of serfdom. 

In this way the communism of the Hellenic pirates of Lipara and all other 
robber states can be explained.I6 It is the "communism of robbers and 
freebooters,"17 arising from the application of military ideas to all social 
relationships. Caesar relates of the Suebi, whcm he ca!!s gens lmga balEicos- 
issima Germanorurn ornniurn ( A  people long the most warlike of the German 
tribes), that they sent warriors over the borders every year for plunder. Those 
who remained behind carried on economic activity for those in the field; in 
the following year the roles were exchanged. There was no land in the 
exclusive ownership of individuals.18 Only by each sharing in the product 
of the military and economic activity carried on with a common purpose and 
subject to a common danger, can the warrior state make every citizen a 
soldier and every soldier a citizen. Once it allows some to remain soldiers 
and others to remain citizens working with their own property the two 
callings will soon stand out in contrast. Either the warriors must subjugate 
the citizens and in that case it would be doubtful if they could set out on 
plundering expeditions leaving an oppressed population at home-or the 
citizens wiii succeed in gaining the upper hand. in the latter event the 
warriors will be reduced to mercenaries and forbidden to set out in search 
of plunder because, as a standing danger, they cannot be allowed to grow 
too powerful. In either case the state must lose its purely military character. 251 

l6 On Lipara see Poehlmann, Geschichte der sozialen Frage und des Sozialismus in der antiken welt, Vol. 
I, pp. 44 ff .  
I7 Max Weber, "Der Streit um den Charakter der altgermanischen Sozialverfassung in der 
deutschen Literatur des letzten Fahrzehnts," Uahrbiicher fiir Nationalokonornie und Statistik, Vol. 
XXVIII, 1904, p. 445). 
lqaesar,  De bello Gallico, IV, I .  
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Therefore any weakening of "communistic" institutions involves a weakening 
of the military nature of the state, and the warrior society is slowly trans- 
formed into an industrial one.19 

The forces driving a military state to Socialism could be clearly observed 
in the Great War. The !eager the war lasted aiid the more the states of 
Europe were transformed into armed camps, the more politically untenable 
seemed the distinction between the fighting man, who had to endure the 
hardships and danger of the war, and the man who remained at home to 
profit from the war boom. The burden was distributed too unequally. If the 
distinction had been allowed to persist and the war had continued longer 
the countries would infallibly have been split into two factions and the armies 
would have finally turned their weapons against their own kinsmen. The 
Socialism of conscript armies demands for its complement the Socialism of 
conscript labour at home. 

The fact that they cannot preserve their military character without a com- 
munistic organization does not strengthen the warrior states in the war. 
Communism is for them an evil which they must accept; it produces a 
weakness by which they eventually perish. Germany in the first years of the 
war trod the path to Socialism because the military etatistic spirit, which was 
responsible for the policy leading to the war, drove it towards State Socialism. 
Towards the end of the war socialization was more and more energetically 
carried out because, for the reasons just stated, it was necessary to make 
conditions at home similar to those at the front. State Socialism did not 
alleviate the situation in Germany, however, but worsened it; it did not 
stimulate production but restricted it; it did not improve the provisioning of 
the army and those at home but made it worse.2o And needless to say it was 
the fault of the etatistic spirit that in the tremendous convulsions of the war 
and the subsequent revolution not one strong individual arose from the 
German people. 

The lesser pr~dluctivity ~f COIT?II?C~~S~~-C methods r?f ecnnnmir a r r ; i ~ . i ~  J is a 
disadvantage to the communistic warrior state when it comes into clash with 
the richer and therefore better armed and provisioned members of nations 
which acknowledge the principle of private property. The destruction of 
initiative in the individual, unavoidable under Socialism, deprives it in the 
decisive hour of battle of leaders who can show the way to victory, and 
subordinates who can carry out their instructions. The great military com- 

l9 Herbert Spencer, Die Prinzipien der Soziologie, trans. Vetter, Vol. I1 (Stuttgart, i8qg), pp. 710 ff. 
Publisher's Note: In English, The Principles of Sociology (New York: Appleton, 1897), Vol. 11, Part V, 
pp. 610 ff. 

See my Nation, Stmt und Wirtschnft, pp. 115 ff.; 143 ff. 
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munist state of the Incasz1 was easily overthrown by a handful of Spaniards. 
If the enemy against which the warrior state has to fight is to be found at 

home then we can speak of a communism of overlords. "Casino communism" 
was the name given by Max Weber to the social arrangements of the Dorians 
in Sparta because of their habits of eating together.22 If the ruling caste, 
instead of adopting communistic institutions assigns land together with its 
inhabitants to the ownership of individuals sooner or later it will be ethnically 
absorbed by the conquered. It becomes transformed into a land-owning 
nobility, which eventually draws even the conquered into military service. 
In this way the state loses the character based upon the waging of war. This 
development took place in the kingdoms of the Langobards, the West Goths 
and the Franks and in all the regions where the Normans appeared as 
conquerors. 

Christian Socialism 

A theocratic organization of the state demands either a self-sufficing family 
economy or the socialist organization of industry. It is incompatible with an 
economic order which allows the individual free play to develop his powers. 
Simple faith and economic rationalism cannot dwell together. It is unthinkable 
that priests should govern entrepreneurs. 

Christian Socialism, as it has taken root in the last few decades among 
countless followers of all Christian churches, is merely a variety of State 
Socialism. State Socialism and Christian Socialism are so entangled that it is 
difficult to draw any clear line between them, or to say of individual socialists 
whether they belong to the one or the other. Even more than etatism, 253 

Cnristian Socialism if governed by the idea that the economic system wouid 
be perfectly stationary if the desire for profit and personal gain by men 
directing their efforts solely to the satisfaction of material interests did not 
disturb its smooth course. The advantage of progressive improvements in 

21 Wiener, Essai sur les Institutions Politiques, Religieuses, kconomiques et Sociales de I'Empire des Incas 
(Paris, 1874)~ pp. 64, 90 ff. attributes Pizarro's easy conquest of Peru to the fact that communism 
had unnerved the people. 

Max Weber, "Der Streit urn der Charakter der altgermanischen Sozialverfassung in der deutschen 
Literatur des letzten Fahrzehnts " (Jahrbiicher fiir Nationalokonomie und Sfatistik, Vol. XXVIII, lgoq), 
P. 445. 
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methods of production is admitted, if only with limitations; but the Christian 
socialist does not clearly understand that it is just these innovations which 
disturb the peaceful course of the economic system. In so far as this is 
recognized, the existing state of affairs is preferred to any further progress. 
A rr&c*rl+*-ro ~ m r l  h 311 A i r r ~ C t  uri+h n n r h a n c  cmall  chnpkeeping, are the on!x~ 
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admissible occupations. Trade and speculation are superfluous, injurious, 
and evil. Factories and large scale industries are a wicked invention of the 
"Jewish spirit"; they produce only bad goods which are foisted on buyers 
by the large stores and by other monstrosities of modern trade to the 
detriment of purchasers. It is the duty of legislation to suppress these excesses 
of the business spirit and to restore to handicraft the place in production 
from which it has been displaced by the machinations of big capital.23 Large 
transport undertakings that cannot be abolished should be nationalized. 

The basic idea of Christian Socialism that runs through all the teachings 
of its representatives is purely stationary in outlook. In the economic system 
which they have in mind there is no entrepreneur, no speculation, and no 
"inordinate" profit. The prices and wages demanded and given are "just." 
Everyone is satisfied with his lot because dissatisfaction would signify re- 
bellion against divine and human laws. For those incapable of work Christian 
charity will provide. This ideal it is asserted was achieved in medieval times. 
Only unbelief could have driven mankind out of this paradise. If it is to be 
regained mankind must first find the way back to the Church. Enlightenment 
and liberal thought have created all the evil which afflicts the world today. 

The protagonists of Christian social reform as a rule do not regard their 
ideal Society of Christian Socialism as in any way socialistic. But this is simply 

254 self-deception. Christian Socialism appears to be conservative because it 
desires to maintain the existing order of property, or more properly it appears 
reactionary because it wishes to restore and then maintain an order of 
property that prevailed in the past. It is also true that it combats with great 
energy the plans of socialists of other persuasions for a radical abolition of 
private property, and in contradistinction to them asserts that not Socialism 
but social reform is its aim. But Conservatism can only be achieved by 
Socialism. Where private property in the means of production exists not only 
in name but in fact, income cannot be distributed according to an historically 
determined or an any other way permanently established order. Where 
private property exists, only market prices can determine the formation of 

See the criticism of the economic policy of the Austrian Christian Socialist Party in Sigmund 
Mayer, Die Aufhebung des Befahigungsnachweises in Osterreich (Leipzig, 1894), especially pp. 124 ff. 
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income. To the degree in which this is realized, the Christian social reformer 
is step by step driven to Socialism, which for him can be only State Socialism. 
He must see that otherwise there cannot be that complete adherence to the 
traditional state of affairs which his ideal demands. He sees that fixed prices 
and wages cannot be maintained, unless deviations from them are menaced 
by threats of punishment from a supreme authority. He must also realize 
that wages and prices cannot be arbitrarily determined according to the ideas 
of a world improver, because every deviation from market prices destroys 
the equilibrium of economic life. He must therefore progressively move from 
a demand for price regulation to a demand for a supreme control over 
production and distribution. It is the same path that practical etatism has 
followed. At the end in both cases, is a rigid Socialism which leaves private 
property only in name, and in fact transfers all control over the means of 
production to the State. 

Only a part of the Christian socialist movement has openly subscribed to 
this radical programme. The others have shunned an open declaration. They 
have anxiously avoided drawing the logical conclusions of their premises. 
They give one to understand that they are combating only the excrescences 
andabuses of the capitalist order; they protest that they have not the slightest 
desire to abolish private property; and they constantly emphasize their 
opposition to Marxian Socialism. But they characteristically perceive that this 
opposition mainly consists in differences of opinion as to the way in which 
the best state of society can be attained. They are not revolutionary and 
expect everything from an increasing realization that reform is necessary. 
For the rest they constantly proclaim that they do no wish to attack private 
property. But what they would retain is only the name of private property. 255 

If the control of private property is transferred to the State the property 
owner is only an official, a deputy of the economic administration. 

It can be seen at once how the Christian Socialism of today corresponds 
to the economic ideal of the medieval Scholastics. The starting point, the 
demand f ~ r  " i i~c t"  wages afid prilces, that is, fer 2 defi~ite histcfica11.7 -++-;-nJ 
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distribution of income, is common to both. Only the realization that this is 
impossible, if the economic system retains private property in the means of 
production, forces the modern Christian reform movement towards Social- 
ism. In order to achieve their demands, they must advocate measures which, 
even if formally retaining private property, lead to the complete socialization 
of society. 

It will be shown later that this modem Christian Socialism has nothing to 
do with the suppositious but often cited Communism of the EarIy Christians. 
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The socialist idea is new to the Church. This is not altered by the fact that 
the most recent development of Christian social theory has led the 
to recognize the fundamental rightfulness of private property in the means 
of production, whereas the early church teaching, in view of the command 
of the gospels condemning all economic activity, had avoided unconditionally 
accepting even the name of private property. For we must understand what 
the Church has done in recognizing the rightfulness of private property, only 
as opposition to the efforts of the socialists to overthrow the existing order 
forcibly. In reality the Church desires nothing but State Socialism of a 
particular colour. 

The nature of socialistic methods of production is independent of the 
concrete methods involved in the attempt to realize it. Every attempt at 
Socialism, however brought about, must founder on the impracticability of 
setting up a purely socialistic economy. For that reason, and not because of 
deficiencies in the moral character of mankind, Socialism must fail. 

256 It may be granted, that the moral qualities required of the members of a 
socialist community could best be fostered by the Church. The spirit which 
must prevail in a sociaiisi community is most akin to that of a religious 
community. But to overcome the difficulties in the way of establishing a 
socialist community would require a change in human nature or in the laws 
of the nature by which we are surrounded, and even faith cannot bring this 
to pass. 

The Planned Economy 

The so-called planned economy (Planwirtschaft) is a more recent variety of 
Socialism. 

Every attempt to realize Sociaiism comes up quickly against insurmountabie 
difficulties. This is what happened to Prussian State Socialism. The failure 
of nationalization was so striking that it could not be overlooked. Conditions 

In the above text we have always spoken only of the Church in general, without considering 
the differences between the various denominations. This is quite admissible. The evolution 
towards Socialism is common to all denominations. In Catholicism, Leo XIII's encyclical, "Rerum 
Novarum," of 1891, has recognized the origin of private property in Natural Law; but simulta- 
neously the Church laid down a series of fundamental ethical principles for the distribution of 
incomes, which could be put into practice only under State Socialism. On this basis stands also 
Pius XI'S encyclical, "Quadragesirno anno" of 1931. In German Protestantism the Christian Socialist 
idea is so tied up with State Socialism that the two can hardly be distinguished. 
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in government undertakings were not such as to encourage further steps 
along the road to state and municipal control. The blame for this was thrown 
upon the officials. It had been a mistake to exclude the "business man." In 
some way or other the abilities of the entrepreneur must be brought to the 
service of Socialism. From this notion came the arrangement of "mixed 
enterprises. Instead of complete nationalization or municipalization we have 
the private undertaking in which the state or municipality is interested. In 
this way, on the one side, regard is paid to the demand of those who think 
it is not right that the state and municipalities should not share in the yield 
of undertakings carried on under their august sway. (Of course the State 
might get and gets its share more effectively by taxation without exposing 
the public finances to the possibility of loss. On the other hand it is thought 
by this system to bring all the active powers of the entrepreneur into the 
service of the common enterprise-a gross error. For as soon as represen- 
tatives of the government take part in administration all the hindrances 
which cripple the initiative of public officials come into play. The "mixed 
form of undertaking makes it possible to exempt employees and workers 
from the regulations applying; - a  - to public officials and thereby to mitigate 
slightly the hHrmful effects whGh the official spirit exerts upon the profitability 
of undertakings. The mixed undertakings have certainly turned out better 257 

on the whole than the purely governmental undertakings. But this no more 
shows that Socialism is practicable than do the good results occasionally 
shown by individual public undertakings. That it is possible under certain 
favourable circumstances to carry on a public enterprise with some success 
in the midst of an economic society otherwise based on private property in 
the means of production does not prove that a complete socialization of 
society is practicable. 

During the Great War the authorities in Germany and Austria tried, under 
war Socialism, to leave to the entrepreneurs the direction of nationalized 
undertakings. The haste with which socialist measures were adopted under 
very difficult war conditions and the fact that at the mtse t  RO m e  had m y  
clear idea of the fundamental implications of the new policy, nor of the 
lengths to which it was to be carried, left no other means open. The direction 
of individual branches of production was made over to compulsory associ- 
ations of employers, who were put under government supervision. Price 
regulation on the one hand and drastic taxation of profits on the other hand 
were to ensure that the employer was no more than an employee sharing 
the yield.25 The system worked very badly. Nevertheless it was necessary to 

25 On War Socialism and its consequences, see my Nation, Staat und Wirtschaft, pp. 140 ff. 
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adhere to it, unless all attempts at Socialism were to be abandoned, because 
no one knew anything better to put in its place. The memorandum of the 
German Economic Ministry (May 7th, 1919)~ drawn up by Wissell and Moel- 
lendorff, states in plain words, that there was nothing else for a socialist 
government to do but to maintain the system known during the war as "war " 
economy." "A socialist government" it says "cannot ignore the fact that, 
because of a few abuses, public opinion is being poisoned by interested 
criticisms against a systematic planned economy; it may improve the planned 
system; it may reorganize the old bureaucracy; it may even in the form of 
self-government make over the responsibility to the people concerned in the 
business; but it must proclaim itself an adherent of the compulsory planned 
economy: that is to say an adherent of the most unpopular concepts of duty 
and coer~ion."~~ 

258 Planned economy is a scheme of a socialist community that attempts to 
solve in a particular way the insoluble problem of the responsibility of the 
acting organ. Not only is the idea on which this attempt is based deficient, 
but the solution itself is only a sham, and that the creators and supporters 
of ihis scheme should uveriouk ihis, is pariicuiariy characteristic of the mental 
attitude of officialdom. The self-government granted to individual areas and 
to individual branches of production is important only in minor matters, for 
the centre of gravity of economic activity lies in the adjustment between 
individual areas and individual branches of production. This adjustment can 
only proceed uniformly; if this is not provided for, the whole plan would 
have to be regarded as syndicalist. In fact Wissell and Moellendorff envisage 
a State Economic Council which has "supreme control of the German eco- 
nomic system in co-operation with the highest competent organs of the 
State."27 In essence, therefore, the whole proposal comes to nothing more 
than that responsibility for the economic administration is to be shared 
between the ministers and a second authority. 

The Socialism of the planned economy is distinguished from the State 
Socialism of the Prussian State under the Hohenzollerns chiefly by the fact 
that the privileged position in business control and in the distribution of 
income, which the latter allotted to the Junkers and the bureaucrats, is here 
assigned to the ci-devant entrepreneur. This is an innovation dictated by the 
change in the political situation resulting from the catastrophe which has 
overwhelmed the Crown, the nobility, the bureaucracy and the officer class; 
apart from this it is without significance for the problem of Socialism. 

26 Denkschrift des Reichswirtschaftsministeriums, reprinted in Wissell, p. 106. 
Denkschrift des Reichswirtschaftsministeriums, reprinted in Wissell, p. 116. 
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In the last few years, a new word has been found for that which was 
covered by the expression "planned economy": State Capitalism, and no doubt 
in the future many more proposals for the salvaging of Socialism will be 
brought forward. We shall learn many new names for the same old thing. 
But the thing, not its names, is what matters, and all schemes of this sort 
will not alter the nature of Socialism. 

Guild Socialism 

In the first years after the World War, people in England and on the 
Continent looked on Guild Socialism as the panacea. It has long since been 259 

forgotten. Nevertheless, we must not pass it over in silence, when discussing 
socialist projects; for it represents the one contribution to modern socialist 
plans made by the Anglo-Saxons, in economic matters the most advanced 
of peoples. Guild Socialism is another attempt to surmount the insoluble 
problem of a socialist direction of industry. It did not need the failure of 
state socialistic activities to open the eyes of the English people, preserved 
by the long reign of liberal ideas from that over-valuation of the State which 
has been prevalent in modern Germany. Socialism in England has never 
been able to overcome the mistrust of the government's capacity to regulate 
all human affairs for the best. The English have always recognized the great 
problem which other Europeans before 1914 had scarcely grasped. 

In Guild Socialism three different things must be distinguished. It estab- 
lishes the necessity for replacing the capitalist system by a socialist one; this 
thoroughly eclectic theory need not worry us further. It also provides a way 
by which Socialism may be realized; this is only important for us inasmuch 
as it could very easily lead to Syndicalism instead of Socialism. Finally it 
draws up the programme of a future socialist order of society. It is with this 
that we are concerned. 

The aim of Guild Socialism is the socialization of the means of production. 
We are therefore justified in calling it socialism. Its unique feature is the 
particular structure which it gives to the administrative organization of the 
future socialist state. Production is to be controlled by the workers in indi- 
vidual branches of productions. They elect foremen, managers and other 
business leaders, and they regulate directly and indirectly the conditions of 
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labour and order the methods and aims of p rod~ct ion .~~  The Guilds as 
260 organizations of the producers in the individual branches of industry, face 

the State as the organization of the consumers. The State has the right to tax 
the Guilds, and is thus able to regulate their price-and wages-policy.29 . . Guild Snc~ahsm greatly deceives itself if it believes that in this way it could 
create a socialist order of society which would not endanger the freedom of 
the individual and would avoid all those evils of centralized Socialism which 
the English detest as Prus~ianism.~~ Even in a guild socialist society the whole 
control of production belongs to the State. The State alone sets the aim of 
production and determines what must be done in order to achieve this aim. 
Directly or indirectly through its taxation policy, it determines the conditions 
of labour, moves capital and labour from one branch of industry to another, 
makes adjustments and acts as intermediary between the guilds themselves 
and between producers and consumers. These tasks falling to the State are 
the only important ones and they constitute the essence of economic control.31 
What is left to the individual guilds, and, inside them, to the local unions 
and individual concerns is the execution of work assigned to them by the 

28 "Guildsmen are opposed to private ownership of industry, and strongly in favour of public 
ownership. Of course, this does not mean that they desire to see industry bureaucratically 
administered by State departments. They aim at the control of industry by National Guilds 
including the whole personnel of the industry. But they do not desire the ownership of any 
industry by the workers employed in it. Their aim is to establish industrial democracy by placing 
the administration in the hands of the workers, but at the same time to eliminate profit by placing 
the ownership in the hands of the public. Thus the workers in a Guild will not be working for 
profit: the prices of their commodities and, indirectly at least, the level of their remuneration will 
be subject to a considerable measure of public control. The Guild system is one of industrial 
partnership between the workers and the public, and is thereby sharply distinguished from the 
proposals described as 'Syndicalist' . . . The governing idea of National Guilds is that of industrial 
self-government and democracy. Guildsmen hold that democratic principles are fully as applicable 
to industry as to politics." Cole, Chaos and Order in lndushy (London, qzo), p. 58 ff. 
29 P - 1 -  c l l  P,."."---"- 1 .-I.."A.". -&I. ,.A (7 ,.,.A,.... 

LUK, ai?i,-uovcrrrrricrr: iii l i iuuarry, 3 u r  FU. \~UIIUUII, 1420)~ PP. 235 ff.; i3!8~ S c k U k Z ,  "ZIlXX en- 
ghschen Gildensozialismus" (Jahrbucher fiir Nationalokonomie und Statistik, Vol. CXV), pp. 487 ff. 

Cole, Self-Government in Industry, p. 255. 
31 "A momenYs consideration will show that it is one thing to lay drains, another to decide where 
drains are to be laid; it is one thing to make bread, another to decide how much bread is to be 
made; it is one thing to build houses, another to decide where the houses are to be built. This 
list of opposites can be lengthened indefinitely, and no amount of democratic fervour will destroy 
them. Faced with these facts, the Guild Socialist says that there is need for local and central 
authorities whose business it shall be to watch over that important part of life that lies outside 
production. A builder may think it advisable to be forever building, but the same man lives in 
some locality and has a right to say whether this purely industrial point of view shall have 
absolutely free play. Everyone, in fact, is not a producer but also a citizen." G. D. H. Cole and 
W. Mellor, The Meaning of Industrial Freedom (London, 1918), p. 30. 
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State. The whole system is an attempt to translate the political constitution 
of the English State into the sphere of production; its model is the relation 
in which local government stands to central government. Guild Socialism 
expressly describes itself as economic Federalism. But in the political con- 
stitution of a liberal state it is not difficult to concede a certain independence 
to local government. The necessary co-ordination of the parts within the 
whole is sufficiently ensured by the compulsion enforced on every territorial 
unit to manage its affairs in accordance with the laws. But in the case of 
production this is far from sufficient. Society cannot leave it to the workers 261 

themselves in individual branches of production to determine the amount 
and the quality of the labour they perform and how the material means of 
production thereby involved shall be applied.32 If the workers of a guild work 
less zealously or use the means of production wastefully, this is a matter 
which concerns not only them but the whole society. The State entrusted 
with the direction of production cannot therefore refrain from occupying 
itself with the internal affairs of the guild. If it is not allowed to exercise 
direct control by appointing managers and works directors, then in some 
other way-perhaps by the means which lie at hand iii the right of taxation, 
or the influence it has over the distribution of consumption goode i t  must 
endeavour to reduce the independence of the guilds to a meaningless facade. 
It is the foremen who are in daily and hourly contact with the individual 
worker to direct and supervise his work who are hated most by the worker. 
Social reformers, who take over naively the sentiments of the workers, may 
believe it possible to replace these organs of control by trustworthy men 
chosen by the workers themselves. This is not quite as absurd as the belief 
of the anarchists that everyone would be prepared without compulsion to 
observe the rules indispensable for communal life; but it is not much better. 
Social production is a unity in which every part must perform exactly its 
function in the framework of the whole. It cannot be left to the discretion 
of the part to determine how it will accommodate itself to the general scheme. 
If the freely chosen foreman does not display the same zeal and energy in 

32 Tawney, The Acquisitive Society (London, 1921), p. 122, considers that the advantage of the Guild 
System for the worker is that it puts an end to "the odious and degrading system under which 
he is thrown aside like unused material whenever his services do not happen to be required." 
But just this reveals the gravest defect of the system recommended. If one needs no more building 
because relatively sufficient buildings exist, yet must build so as to occupy the workers in the 
building trades who are unwilling to change over to other branches of production that suffer from 
a comparative scarcity of labour, the position is uneconomic and wasteful. The very fact that 
Capitalism forces men to change their occupations is its advantage from the standpoint of the 
General Best, even though it may directly disadvantage the special interests of small groups. 
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his supervisory work as one not chosen by the workers, the productivity of 
labour will fall. 

Guild Socialism therefore does not abolish any of the difficulties in the 
way of establishing a socialist order of society. It makes Socialism more 
acceptable to the English spirit by replacing the word nationalization, which 

262 sounds disagreeable in English ears, by the catchword "Self-Government in 
Industry." But in essence it does not offer anything different from what 
continental socialists recommend today, namely, the proposal to leave the 
direction of production to committees of the workers and employees engaged 
in production, and of consumers. We have already seen that this brings us 
no nearer to solving the problem of Socialism. 

Guild Socialism owes much of its popularity to the syndicalistic elements 
which many of its adherents believe are to be found in it. Guild Socialism 
as its literary representatives conceive it, is doubtless not syndicalistic. But 
the way in which it proposes to attain its end might very easily lead to 
Syndicalism. If, to begin with, national guilds were established in certain 
important branches of production which would have to work in an otherwise 
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of industry. As everywhere else, so here too, what appears to be the road 
to Socialism can in fact easily prove to be really the path to Syndicalism. 



CHAPTER 16 

Pseudo-Socialist Systems 

Solidarism 

I n recent decades few have managed to remain uninfluenced by the success 263 

of the socialist criticism of the capitalist social order. Even those who did 
not want to capitulate to Socialism, have tried in many ways to act according 
to its criticism of private ownership in the means of production. Thus they 
I.,.., ILCIVc  -.4.4,,c,a Vl1511LC11CU ,.,,I. 3Y3~e1113, me ill-th~i.ight-mi:, zdedic in theory and weak ii-i 
politics, which attempted to reconcile the contradictions. They were soon 
forgotten. Only one of these systems has spread-the system which calls 
itself Solidarism. This is at home above all in France; it has been called, not 
unjustly, the official social philosophy of the Third Republic. Outside of 
France, the term "Solidarism" is less well known, but the theories which 
make Solidarism are everywhere the social-political creed of all those reli- 
giously or conservatively inclined who have not joined Christian or State 
Socialism. Solidarism is distinguished neither by the depth of its theory, nor 
the number of its adherents. That which gives it a certain importance is its 
influence on many of the best and finest men and women of our times. 

Solidarism starts by saying that the interests of all members of society 
harmonize. Private ownership in the means of production is a social insti- 
tution the maintenance of which is to the interest oi aii, not mereiy of the 
owners; everyone would be harmed were it replaced by a common ownership 
endangering the productivity of social labour. So far, Solidarism goes hand 
in hand with Liberalism. Then, however, their ways separate. For solidarist 
theory believes that the principle of social solidarity is not realized simply 
by a social order based on private ownership in the means of production. 
It denies-without, however, arguing this more closely or bringing to light 
ideas not put forward before by the socialists, especially the non-Mamists- 
that merely acting for one's own property-interests within a legal order 264 
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guaranteeing liberty and property ensures an interaction of the individual 
economic actions corresponding to the ends of social co-operation. Men in 
society, by the very nature of social co-operation, within which alone they 
can exist, are reciprocally interested in the well-being of their fellow men; 
their interests are "solidary," and they ought therefore to act with "soli- 
darity." But mere private bwnership in the means of production has not 
achieved solidarity in the society dividing labour. To do so, special provisions 
must be made. The more etatistically inclined wing of Solidarism wants to 
bring about "solidary" action by State action: laws shall impose obligations 
on the possessors in favour of the poorer people and in favour of the public 
welfare. The more ecclesiastically inclined wing of Solidarism wants to achieve 
the same thing by appeals to the conscience; not by State laws, but by moral 
prescriptions: Christian love will make the individual fulfil his social duties. 

The representatives of Solidarism have laid down their social-philosophic 
views in brilliantly written essays, which reveal all the splendour of the 
French spirit. No one has been better able to paint in beautiful words the 
mutual dependence of men in society. At the head of them all is Sully 
Pmdhomim. Iri his f a i i i ~ s  soiiiiet he shows the poet oii awakii-ig hi: a 
bad dream in which he has seen himself, as division of labour has ceased 
and no one will work for him, seul, abandonnc? de tout le genre humain. (Alone, 
abandoned by all mankind.) This leads him to the knowledge: 

. . . qu'au siGcle ou nous sommes 
Nu1 ne peut se vanter de se passer des hommes; 
Et depuis ce jour-12, je les ai tous aim&, 

(. . . In our cenfu y 
No one can claim to take the place of men; 
And from that day I have loved meryone of them,) 

They have also known well how to state their case firmly, either by theological1 
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of the theory. Solidarist theory is a foggy eclecticism. It demands no special 
26s discussion. It interests us here much less than its social ideal, which claims 

' Here one must name before all the Jesuit Pesch, Lehrbuch der Nationalokonomie, Vol. I ,  2nd ed. 
(Freiburg, 1914)~ pp. 392-438. In France there is a conflict between catholic and freethinking 
solidarists-about the relation of the Church to the State and to society, rather than about the real 
principles of social theory and policy-which makes Church circles suspicious of thc term "sol- 
idarism." See Haussonville, "Assistance publique et bienfaisance privee" (Revue des Dt,ux Mondes, 
Vol. CWI, IF, pp. 773-808); Bougl6, Le Solidarisme (Paris, 1907), pp. 8 ff.  

Bourgeois, Solidaritt?, 6th ed. (Paris, 1907), pp. 115 ff.; Waha, Die NationalBkonomie in Frankreich 
(Stuttgart, igio), pp. 432 ff. 
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"to avoid the faults of the individualist and socialist systems, to maintain 
that which is right in both."3 

Solidarism proposes to leave the private ownership in the means of pro- 
duction. But it places above the owner an authority-indifferent whether 
Law and its creator, the State, or conscience and its counsellor, the Church- 
which is to see that the owner uses his property correctly. The authority 
shall prevent the individual from exploiting "unrestrainedly" his position in 
the economic process; certain restrictions are to be imposed on property. 
Thus State or Church, law or conscience, become the decisive factor in 
society. Property is put under their norms, it ceases to be the basic and 
ultimate element in the social order. It continues to exist only as far as Law 
or Ethics allow, that is to say, ownership is abolished, since the owner, in 
administering his property, must follow principles other than those imposed 
on him by his property interests. To say that, under all circumstances, the 
owner is bound to follow the prescription of Law and Ethics, and that no 
legal order recognizes ownership except within limits drawn by the norms, 
is by no means a reply. For if these norms aim only at free ownership and 
to prevent the owner from being disturbed in his right to keep his property 
as iong as it does not pass to others on the basis of contractshe has made, 
then these norms contain merely recognition of private ownership in the 
means of production. Solidarism, however, does not regard these norms as 
alone sufficient to bring together fruitfully the labour of members of society. 
Solidarism wants to put other norms above them. These other norms thus 
become society's fundamental law. No longer private property but legal and 
moral prescription of a special kind, are society's fundamental law. Solidarism 
replaces ownership by a "Higher Law;" in other words, it abolishes it. 

Of course, the solidarists do not really want to go as far. They want, they 
say, only to limit property, but to maintain it in principle. But when one has 
gone so far as to set up for property limits other than those resulting from 
its own nature, one has already abolished property. If the owner may do 
with his property only that which is prescribed to him, what directs the 
national economic activity is not property but that prescribing power. 

Solidarism desires, for instance, to regulate competition; it shall not be 266 

allowed to lead to "the decay of the middle-class" or to the "oppression of 
the weak."4 This merely means that a given condition of social production 
is to be preserved, even though it would vanish under private property. The 
owner is told what and how and how much he shall produce and at what 

Pesch, op. cit., Vol. I, p. 420. 
Ibid., p. 422. 
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conditions and to whom he shall sell. He thus ceases to be owner; he becomes 
a privileged member of a planned economy, an official drawing a special 
income. 

Who shall decide in every single case, how far Law or Ethics go in limiting 
the owner's rights? Only the Law or Ethics itself. 

Were ~olida>sm itself clear about the consequences of its postulates, it 
would certainly have to be called a variety of Socialism. But it is far from 
clear. It believes itself fundamentally different from State So~ialism,~ and the 
majority of its supporters would be horrified, were they to recognize what 
their ideal really was. Therefore its social ideal may still be counted one of 
the pseudo-socialist systems. But it must be realized that what separates it 
from Socialism is one single step. Only the mental atmosphere of France, 
generally more favourable to Liberalism and Capitalism, has prevented the 
French Solidarists and the Jesuit Pesch, an economist under French influence, 
from overstepping decisively the boundary between Solidarism and Social- 
ism. Many, however, who still call themselves solidarists, must be counted 
complete etatists. Charles Gide, for example, is one of these. 

Various Proposals for Expropriation 

Precapitalist movements for the reform of property generally culminate in 
the demand for equality in wealth. All shall be equally rich; no one shall 
possess more or less than the others. This equality is to be achieved by 
redividing the land and to be made lasting by prohibiting sale or mortgage 
of land. Clearly, this is not Socialism, though it is sometimes called Agrarian 
Socialism. 

Socialism does not want to divide the means of production at all, and 
wants to do more than merely expropriate; it wants to produce on the basis 

267 of common ownership of the means of production. All such proposals, 
therefore, which aim only to expropriate the means of production are not to 
be regarded as Socialism; at best, they can be only proposals for a way to 
Socialism. 

If, for example, they proposed a maximum amount to which one and the 
same person may own private property, they could be regarded as Socialism 

Ibid., p. 420. 



only if they intend to make the wealth thus accruing to the State the basis 
of socialist production. We should then have before us a proposal for so- 
cialization. It is not difficult to see that this proposal is not expedient. Whether 
the amount of the means of production which could thus be socialized is a 
greater or smaller one will depend on the extent to which private fortunes 
are still permitted. If this is fixed low, the proposed system is little different 
from immediate socialization. If it is fixed high, the action against private 
property will not do much to socialize the means of production. But anyway 
a whole series of unintended consequences must occur. For just the most 
energetic and active entrepreneurs will be prematurely excluded from eco- 
nomic activity, whilst those rich men whose fortunes approach the limit will 
be tempted to extravagant ways of living. The limitation of individual fortunes 
may be expected to slow down the formation of capital. 

Similar considerations apply to proposals, which one hears in various 
quarters, to abolish the right of inheritance. To abolish inheritance and the 
right to make donations intended to circumvent the prohibition, would not 
bring about complete Socialism, though it would, in a generation, transfer 
to society a considerable part of all means of production. But it would, above 
all, slow down the formation of new capital, and a part of the existing capital 
would be consumed. 

Profit-sharing 

One school of well-meaning writers and entrepreneurs recommends profit- 
sharing with wage earners. Profits shall no longer accrue exclusively to the 
entrepreneur; they shall be divided between the entrepreneurs and the 
workers. A share in the profits of the undertakings shall supplement the 
wages of the workers. Engels expects from this no less than "a settlement, 
satisfying both parties, of the raging fight, and thus, too, a solution of the 268 

social q~estion."~ Most protagonists of the profit-sharing system attach no 
less importance to it. 

Engels, "Der Arbeitsvertrag und die Arbeitsgesellschaft" (in Arbeiterfreund, 5 Year, 1867, pp. 
iq-154). A survey of the German literature on profit sharing is given in the memorandum of the 
German "Statistisches Reichsamt": Untersuchungen und Vorschlage zur Beteiligung der Arbeiter an 
dem Ertrdge wirtschaftlicher Unternehmungen, published as a supplement to the Reichs-Arbeitsblatt of 
March 3, 1920. 
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The proposals to transfer to the worker a part of the entrepreneur's profits 
proceed from the idea that, under Capitalism, the entrepreneur deprives the 
worker of a part of that which he could really claim. The basis for the idea 
is the obscure concept of an inalienable right to the "full" product of labour, 
the exploitation theory in its popular, most naive, form, here expressed more 
or lesd openly. To its advocates- the social question appears as a fight for the 
entrepreneur's profit. The socialists want to give this to the workers; the 
entrepreneurs claim it for themselves. Somebody comes along and recom- 
mends that the fight be ended by a compromise: each party shall have part 
of his claim. Both will thus fare well: The entrepreneurs, because their claim 
is obviously unjust, the workers because they get, without fighting, a con- 
siderable increase of income. This train of thought, which treats the problem 
of the social organization of labour as a problem of rights, and tries to settle 
a historical dispute as if it were a quarrel between two tradesmen, by splitting 
the difference, is so wrong that there is no purpose in going into it more 
closely. Either private ownership in the means of production is a necessary 
institution of human society or it is not. If it is not, one can or must abolish 
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personal interests. If, however, private property is necessary, it needs no 
other justification for existing, and there is no reason why, by partially 
abolishing it, its social effectiveness should be weakened. 

The friends of profit-sharing think it would spur the worker on to a more 
zealous fulfilment of his duties than can be expected from a worker not 
interested in the yield of the undertaking. Here too, they err. Where the 
efficiency of labour has not been diminished by all kinds of socialist destruc- 
tionist sabotage, where the worker can be dismissed without difficulty and 
his wages adjusted to his achievements without regard to collective agree- 
ments, no other spur is necessary to make him industrious. There, in such 

269 conditions, the worker works fully conscious of the fact that his wages 
depend on what he does. But where these factors are lacking, the prospect 
of getting a fraction of the net profit of the undertaking would not induce 
him to do more than just as much as is formally necessary. Though of a 
different order of magnitude, it is the same problem we have already con- 
sidered in examining the inducements in a socialist community to overcome 
the disutility of labour. Of the product of the extra labour, the burden of 
which the worker alone has to carry, he receives a fraction not sufficiently 
large to reward the extra effort. 

If the workers' profit-sharing is carried out individually, so that each 
worker participates in the profits of just that undertaking he happens to be 
working for, there are created without any evident reason, differences in 
income, which fulfil no economic function, appear to be utterly unjustifed, 
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and which all must feel unjust. "It is inadmissible that the turner in one 
works should earn twenty marks and receive ten marks more as a share of 
profits, while a turner in a competing works, where business is worse, 
perhaps worse directed, gets only twenty marks." This means either that a 
"rent" is created and perhaps that jobs connected with this "rent" are sold 
or that the worker tells his entrepreneur: "I don't care from what fund you 
pay the thirty marks; if my colleague receives it from the competition I 
demand it too."7 Individual profit-sharing must lead straight to Syndicalism, 
even if it is a Syndicalism where the entrepreneur still keeps part of the 
entrepreneur's profit. 

However, another way could be tried. Not the individual workers partic- 
ipate in the profits, but all the citizens; a part of the profits of all undertakings 
is distributed to all without distinction. This is already realized in taxation. 
Long before the war, joint stock companies in Austria had to surrender to 
the State and to other tax-levying authorities from twenty to forty per cent 
of their net profits; in the first years of the peace this grew from sixty to 
ninety per cent and more. The "mixed public enterprise is the attempt to 
find a form for the community's participation, which makes the community 
share the management of the concern, in return for which it has to share in 
the providing of capital. Here, too, there is no reason why one should be 
content with half abolishing private property, if society could abolish the 270 

institution completely without injuring the productivity of labour. If, how- 
ever, to abolish private property is disadvantageous, then the half abolition 
is disadvantageous too. The half-measure may, in fact, be hardly less de- 
structive than the clean sweep. Advocates usually say that the "mixed 
undertaking leaves scope for the entrepreneur. However, as we have already 
shown, state or municipal activity hampers the freedom of the entrepreneur's 
decisions. An undertaking forced to collaborate with civil servants is not able 
to utilize the means of production in such ways as profit making demands.* 

Syndicalism 

As political tactics Syndicalism presents a particular method of attack by 
organized labour for the attainment of their political ends. This end may also 
be the establishment of the true Socialism, that is to say, the socialization of 

See the arguments of Vogelstein at the Regensburg session of the Verein fiir Sozialpolitik (Schiften 
des Vereins fiir Sozialpolitik, Vol. CLIX, pp. 132 ff.). 
See p. 256. 



240 Pseudo-Socialist Systems 

the means of production. But the term Syndicalism is also used in a second 
sense, in which it means a socio-political aim of a special kind. In that sense 
Syndicalism is to be understood as a movement whose object is to bring 
about a state of society in which the workers are the owners of the means 
of production. We are concerned here with Syndicalism only as an aim; with 
Syndicalism as a movement, as political tactics, we need not deal. 

Syndicalism as an aim and Syndicalism as political tactics do not always 
go hand in hand. Many groups which have adopted the syndicalist "direct 
action" as the basis of their proceedings are striving for a genuinely socialist 
community. On the other hand the attempt to realize Syndicalism as an end 
can be carried on by methods other than those of violence recommended by 
Sorel. 

In the minds of the great bulk of workers who call themselves socialists 
or communists, Syndicalism presents itself, at least as vividly as Socialism, 
as the aim of the great revolution. The "petty bourgeois" ideas which Marx 
thought to overcome are very widespread-even in the ranks of the Mamian 
socialists. The great mass desire not the genuine Socialism, that is, centralized 
- 1  - 1  P - -  1  1  - - - -  1 - . - I  - - 1 - 1 
3UCldllblIl UUL D Y I ~ U I L ~ ~ ~ ~ I I L .  r ne wurner wlsnes to De ihe lord of ihe means 
of production which are employed in his particular undertaking. The social 
movement round about us shows more clearly every day that this and 
nothing else is what the worker desires. In contradistinction to Socialism 
which is the result of armchair study, syndicalist ideas spring direct from the 
mind of the ordinary man, who is always hostile to "unearned" income 
obtained by someone else. Syndicalism like Socialism aims at the abolition 
of the separation of worker from the means of production, only it proceeds 
by another method. Not all the workers will become the owners of all the 
means of production; those in a particular industry or undertaking or the 
workers engaged in a complete branch of production will obtain the means 
of production employed in it. The railways to the railway men, the mines 
to the miners, the factories to the factory hands-this is the slogan. 

We must ignore every freak scheme for enacting Syndicalist ideas and take 
a thoroughly consistent application of the main principle to the whole eco- 
nomic order as the starting point of our examination. This is not difficult. 
Every measure which takes the ownership of all the means of production 
from the entrepreneurs, capitalists, and landlords without transferring it to 
the whole of the citizens of the economic area, is to be regarded as Syndicalism. 
It makes no difference in this case, whether in such a society more or less 
of these associations are formed. It is unimportant whether all branches of 
production are constituted as separate bodies or only single undertakings, 
just as they happen to have evolved historically, or single factories of even 
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single workshops. In essence the scheme is hardly affected if the lines drawn 
through the society are more or less, horizontal or vertical. The only decisive 
point is that the citizen of such a community is the owner of a share of certain 
means of production and ther non-owner of other means of production, and 
that in some cases, for example, when he is unable to work, he may own 
no property at all. The question whether the workers' incomes will, or will 
not, be noticeably increased, is unimportant here. Most workers have ab- 
solutely fantastic ideas about the increase of wealth they could expect under 
syndicalist arrangements of property. They believe that just the mere dis- 
tribution of the share which landlords, capitalists and entrepreneurs draw 
under capitalist industry must considerably increase the income of each of 
them. Apart from this they expect an important increase in the product of 
industry, because they, who regard themselves as particularly expert, will 
themselves conduct the enterprise, and because every worker will be per- 272 

sonally interested in the prosperity of the undertaking. The worker will no 
longer work for a stranger but for himself. The liberal thinks quite differently 
about all this. He points out that the distribution of rent and profit incomes 
among the workers would bring them an insignificant increase in incomes. 
Above all he maintains that enterprises which are no longer directed by the 
self-interest of entrepreneurs working on their own account but by labour 
leaders unfitted for the task will yield less, so that the workers will not only 
earn no more than under a free economy, but considerably less. 

If syndicalist reform merely handed over to the workers the ownership of 
the means of production and left the system of property of the capitalist 
order otherwise unchanged, the result would be no more than a primitive 
redistribution of wealth. The redistribution of goods with the object of 
restoring the equality of property and wealth is at the back of the mind of 
the ordinary man whenever he thinks of reforming social conditions, and it 
forms the basis for all popular proposals for socialization. This is not incom- 
prehensible in the case of land workers, to whom the object of all ambition 
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and his family; in the village, redistribution, the popular solution of the social 
problem, is quite conceivable. In industry, in mining, in communications, 
in trade and in banking where a physical redistribution of the means of 
production is quite inconceivable, we get instead a desire for the division of 
the property rights while preserving the unity of the industry or enterprise. 
To divide in this simple way would be, at best, a method of abolishing for 
the moment the inequality in the distribution of income and poverty. But 
after a short time, some would have squandered their shares, and others 
would have enriched themselves by acquiring the shares of the less econom- 
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ically efficient. Consequently there would have to be constant redistributions, 
which would simply serve to reward frivolity and waste-in short every form 
of uneconomic behaviour. There will be no stimulus to economy if the 
industrious and thrifty are constantly compelled to hand over the fruits of 
their indusfFr and thrift to the !az.rr and ~utra.rraoant 
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Yet even this result-the temporary achievement of equality of income and 
property--could not be accomplished by syndicalization. For syndicalization 
is by no means the same for all workers. The value of the means of production 
in different branches of production is not proportional to the number of 
workers employed. It is unnecessary to elaborate the fact that there are 
products which involve more of the productive factor, labour, and less of 
the productive factor, Nature. Even a division of the means of production 
at the historical commencement of all human production would have led to 
inequality; much more so if these means are syndicalized at a highly pro- 
gressive stage of capital accumulation in which not only natural factors of 

273 production but produced means of production are divided. The values of 
the share falling to individual workers in a redistribution of this kind would 
be very different: some would obtain more, others iess, and as a resuit some 
would draw a larger income from property-unearned income-than others. 
Syndicalization is in no way a means of achieving equality of incomes. It 
abolishes the existing inequality of incomes and property and replaces it by 
another. It may be that this syndicalistic inequality is regarded as more just 
than that of the capitalistic order-but on this point science can give no 
judgment. 

If syndicalist reform is to mean more than the mere redistribution of 
productive goods, then it cannot allow the property arrangements of Capi- 
talism to persist in regard to the means of production. It must withdraw 
productive goods from the market. Individual citizens must not dispose of 
the shares in the means of production which are allotted to them; for under 
Syndicalism these are bound up with the person of the owner in a much 
closer way than is the case in the liberal society. How, in different circum- 
stances, they may be separated from the person can be regulated in various 
ways. 

The naive logic of the advocates of Syndicalism assumes without any 
further ado a completely stationary condition of society, and pays no attention 
to the problem, how the system will adapt itself to changes of economic 
conditions. If we assume that no changes occur in the methods of production, 
in the relations of supply and demand, in technique, or in population, then 
everything seems to be quite in order. Each worker has only one child, and 
departs out of this world at the moment his successor and sole heir becomes 
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capable of work; the son promptly steps into his place. We can perhaps 
assume that a change of occupation, a transfer from one branch of production 
to another or from one independent undertaking to another by a voluntary 274 

simultaneous exchange of positions and of shares in the means of production 
will be permitted. But for the rest the syndicalist state of society necessarily 
assumes a strictly imposed caste system and the complete end of all changes 
in industry and, therefore, in life. The mere death of a childless citizen 
disturbs it and opens up problems which are quite insoluble within the logic 
of the system. 

In the syndicalist society the income of a citizen is made up of the yield 
from his portion of property and of the wages from his labour. If the shares 
in the property in the means of production can be freely inherited, then in 
a very short time differences in property holding will arise even if no changes 
occur among the living. Even if at the beginning of the syndicalist era the 
separation of the worker from the means of production is overcome, so that 
every citizen is an enterpreneur as well as a worker in his undertaking, it 
may so happen that later on citizens who do not belong to a particular 
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society to a separation of labour and property, without the advantages of the 
capitalist order of ~ociety.~ 

Every economic change immediately creates problems on which Syndi- 
calism would inevitably be wrecked. If changes in the direction and extent 
of demand or in the technique of production cause changes in the organization 
of the industry, which require the transfer of workers from one concern to 
another or from one branch of production to another, the question imme- 
diately arises what is to be done with the shares of these workers in the 
means of production. Should the workers and their heirs keep the shares in 
those industries to which they happened to belong at the actual time of 
syndicalization and enter the new industries as simple workers earning 
wages, without being allowed to draw any part of the property income? Or 
shoiili: they lose their share on leaving an industry and in reiiirn receive a 
share per head equal to that possessed by the workers already occupied in 
the new industry? Either solution would quickly violate the principle of 
Syndicalism. If, in addition, men were permitted to dispose of their shares, 
conditions would gradually return to the state prevailing before the reform. 
But if the worker on his departure from an industry loses his share and on 
entering another industry acquires a share in that, those workers who stood 275 

It is misleading, therefore, to call Syndicalism "workers' Capitalism," as I too have done in 
Nation, Staat und Wirtsckaff, p. 164. 
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to lose by the change would, naturally, oppose energetically every change 
in production. The introduction of a process making for greater productivity 
of labour would be resisted if it displaced workers or might displace them. 
On the other hand the workers in an undertaking or branch of industry 
wGu!d q p s e  anxr u l x J  A o x r o l n n m ~ n +  u- v b ~ v y I x n ~ I L ~  by the intrGductiGrL =f Eew 'r*v~Grkers if it 
threatened to reduce their income from property. In short, Syndicalism 
would make every change in production practically impossible. Where it 
existed there could be no question of economic progress. 

As an aim Syndicalism is so absurd, that speaking generally, it has not 
found any advocates who dared to write openly and clearly in its favour. 
Those who have dealt with it under the name oko-partnership have never 
thought out its problems. Syndicalism has never been anything else than 
the ideal of plundering hordes. 

Partial Socialism 

Natural ownership of the means of production is divisible. In capitalist 
society, it generally is divided.1° But the power to dispose which belongs to 
him who directs production and which alone we call ownership, is indivisible 
and illimitable. It may belong to several people jointly, but cannot be divided 
in the sense that the power of disposing itself can be decomposed into 
separate rights of command. The power to dispose of the use of a commodity 
in production can only be unitary; that this could in any way be dissolved 
into elements is unthinkable. Ownership in the natural sense cannot be 
limited; wherever one speaks of limitation, one means either a curtailment 
of a too-widely drawn juristic definition or recognition of the fact that 
ownership in the natural sense belongs concretely to someone other than 
the person whom the law recognizes as owner. 
All attempts to abolish by a compromise the contrast between common 

property and private ownership in the means of production are therefore 
276 mistaken. Ownership is always where the power to dispose resides.ll There- 

fore State Socialism and planned economies, which want to maintain private 

'O See pp. 29 ff.  
l1 On interventionism see my Kritik ties Interventionismus, pp. 1 H. Publisher's Note: In English, A 
Critique of Interventionism, trans. Hans F.  Sennholz (New York: Arlington House, 1977). pp. 15 ff.  
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property in name and in law, but in fact, because they subordinate the power 
of disposing to State orders, want to socialize property, are socialist systems 
in the full sense. Private property exists only where the individual can deal 
with his private ownership in the means of production in the way he considers 
most advantageous. That in doing so he serves other members of society, 
because in the society based on division of labour everyone is the servant 
of all and all the masters of each, in no way alters the fact that he himself 
looks for the way in which he can best perform this service. 

It is not possible to compromise, either, by putting part of the means of 
production at the disposal of society and leaving the remainder to individuals. 
Such systems simply stand unconnected, side by side, and operate fully only 
within the space they occupy. Such mixtures of the social principles of 
organization must be considered senseless by everyone. No one can believe 
that the principle which he holds to be right should not be carried through 
to the end. Nor can anyone assert that one or the other of the systems proves 
the better only for certain groups of the means of production. Where people 
seem to be asserting this, they are really asserting that we must demand the 
one system at least for a gmup nf the ~ e a m  d pr~dwf im m that it should 
be given at most for a group. Compromise is always only a momentary lull 
in the fight between the two principles, not the result of a logical thinking- 
out of the problem. Regarded from the stand-point of each side, half-measures 
are a temporary halt on the way to complete success. 

The best known and most respected of the systems of compromise believes 
indeed that it can recommend half-measures as a permanent institution. 
The land-reformers want to socialize the natural factors of production, but 
for the rest to leave private ownership in the means of production. They 
hereby proceed from the assumption, regarded as self-evident, that common 
property in the means of production gives a higher yield than private prop- 
erty. Because they regard land as the most important means of production, 
they wish to transfer it to society. With the breakdown of the thesis that 
pub:ic owl?ership coii:d ackLieve "vtier res-u;ts "wnership, the L77 

idea of land reform also falls to the ground. Whoever regards land as the 
most important means of production must certainly advocate the private 
ownership of land, if he considers private ownership the superior economic 
form. 
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CHAPTER 17 

Social is tic Chiliasm 

The Origin of Chiliasm 

S ocialism derives its strength from two different sources. On the one hand 281 

it is an ethical, political, and economico-political challenge. The socialist 
order of society, fulfilling the claims of higher morality, is to replace the 
"immoral" capitalist economy; the "economic rule" of the few over the many 
is to give way io a co-operarive order which aione can make true democracy 
possible; planned economy, the only rational system working according to 
uniform principles, is to sweep away the irrational private economic order, 
the anarchical production for profit. Socialism thus appears as a goal towards 
which we ought to strive because it is morally and rationally desirable. The 
task therefore of men of good will is to defeat the resistance to it which is 
inspired by misunderstanding and prejudice. This is the basic idea of that 
Socialism which Marx and his school call Utopian. 

On the other hand, however, Socialism is made to appear as the inevitable 
goal and end of historical evolution. An obscure force from which we cannot 
escape leads humanity step by step to higher planes of social and moral 
being. History is a progressive process of purification, with perfection, in 
the form of Socialism, at the end. This train of thought does not run counter 
to the ideas of Utopian Socialism. Rather it includes them, for it presupposes, 
as obviously self-evident, that the socialist condition would be better, nobler, 
and more beautiful than the non-socialist. But it goes farther; it sees the 
change to Socialism-envisioned as progress, an evolution to a higher stage- 
as something independent of human will. A necessity of Nature, Socialism 
is the inevitable outcome of the forces underlying social life: this is the 
fundamental idea of evolutionary socialism, which, in its Marxist form, has 
taken the proud name of "Scientific" Socialism. 

In recent times scholars have been at pains to prove that the main notions 



250 Socialistic Chiliasm 

282 of the materialist or economic conception of history had been set forth by 
pre-Mamian writers, among them some of those whom Mam and his sup- 
porters contemptuously call Utopians. These researches and the critique of 
the materialist conception of history which accompany them, however, tend 
to set the problem in much too narrow a perspective. They concentrate on 
the peculiarities of the Marxist theory of evolution, its specifically economic 
nature, and the importance it gives to the class war, and they forget that it 
is also a doctrine of perfection, a theory of progress and evolution. 

The materialist conception of history contains three elements, which, 
though they combine to form a closed system, have each a special significance 
for the Marxian theory. First, it involves a special method of historical and 
sociological research. As such it tries to explain the relation between the 
economic structure and the whole life of a period. Secondly, it is a sociological 
theory, since it sets up a definite concept of class and class war as a sociological 
element. Finally, it is a theory of progress, a doctrine of the destiny of the 
human race, of the meaning and nature, purpose and aim of human life. 
This aspect of the materialist conception of history has been less noticed than 
the other iwo, yet this alone concerns sociaiist theory as such. ~ e r e i y  as a 
method of research, an heuristic principle for the cognition of social evolution, 
the materialist conception of history is obviously in no position to talk about 
the inevitability of a socialistic order of society. The conclusion that our 
evolution is tending towards Socialism does not of necessity follow from the 
study of economic history. The same is true of the theory of the class-war. 
Once the view has been adopted that the history of all previous society is 
the history of class struggles, it becomes difficult to see why the struggle of 
classes should suddenly disappear. Might it not be supposed that what had 
always been the substance of history will continue to be so to the very end? 
Only as a theory of progress can the materialist conception of history concern 
itself with the final goal of historical evolution and assert that the decay of 
Capitalism and the victory of the proletariat are alike inevitable. Nothing has 
heiped the spread of sodalist ideas more than this belief that socialism is 
inevitable. Even the opponents of Socialism are for the most part bewitched 
by it: it takes the heart out of their resistance. The educated person is afraid 
of appearing unmodern if he does not show that he is actuated by the "social" 

283 spirit, for already the age of Socialism, the historic day of the Fourth Estate, 
is supposed to have dawned and everyone who still clings to Liberalism is 
in consequence a reactionary. Every triumph of the socialist idea which 
brings us nearer to the socialist way of production is counted as progress; 
every measure which protects private property is a setback. The one side 
looks on with sadness or an even deeper emotion, the other with delight, 
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as the age of private property passes with the changing times, but all are 
convinced that history has destined it to irrevocable destruction. 

Now as a theory of progress, going beyond experience and what can be 
experienced, the materialist conception of history is not science but meta- 
physics. The essence of all metaphysics of evolution and history is the 
doctrine of the beginning and end, the origin and purpose of things. This 
is conceived either cosmically, embracing the whole universe, or it is an- 
thropocentric and considers man alone. It can be religious or philosophic. 
The anthropocentric metaphysical theories of evolution are known as the 
philosophy of history. The theories of evolution which are of a religious 
character must always be anthropocentric, for the high significance religion 
attaches to mankind can be justified only by an anthropocentric doctrine. 
These theories are based generally on the assumption of a paradisiac origin, 
a Golden Age, from which man is moving farther and farther away, only to 
return finally to an equally good, or, if possible, even better, age of perfection. 
This generally includes the idea of Salvation. The return of the Golden Age 
will save men from the ills which have befallen them in an age of evil. Thus 
the whole doctrine is a message of earthly salvation. It must not be confused 
with that supreme refinement of the religious idea of Salvation developed 
in those doctrines which transfer salvation from Man's earthly life into a 
better world Beyond. According to these doctrines the earthly life of the 
individual is never the final end. It is merely preparation for a different, 
better and painless existence which may even be found in a state of non- 
existence, in dissolution in the All, or in Destruction. 

For our civilization the message of salvation of the Jewish prophets came 
to have a special importance. The Jewish Prophets promise no salvation in 
a better world beyond, they proclaim a Kingdom of God on Earth. "Behold, 
the days come, saith the Lord, that the plowman shall overtake the reaper, 
and the treader of grapes him that soweth the seed; and the mountains shall 
drop sweet wine, and all the hills shall melt."' The wolf also shall dwell with 284 

the lamb, axd the ie~pard sha!! lie dmvn with the kid; and the calf and the 
young lion and the fatling together; and a little child shall lead them. And 
the cow and the bear shall feed, their young ones shall lie down together: 
and the lion shall eat straw like the ox. And the suckling child shall play on 
the hole of the asp, and the weaned child shall put his hand on the cockatrice' 
den. They shall not hurt or destroy in all my holy mountain, for the earth 
shall be full of the knowledge of the Lord, as the waters cover the sea."2 

Amos ix, 13. 
Isaiah xi, e. 
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Only when such a message of salvation is promised for the immediate future 
will it be joyfully accepted. And in fact Isaiah says that only "yet a very little 
while" separates men from the promised hour.3 But the longer they have to 
wait the more impatient must the faithful become. What good to them is a 
Kingdom of Redemption which they will not live to enjoy! The promise of 
salvation therefore, must necessarily expand into a doctrine of the Resur- 
rection of the Dead, a Resurrection that brings every individual before the 
Lord, to be judged good or evil. 

Judaism is full of these ideas at the time when Jesus appears among his 
people as the Messiah. He comes not only to proclaim an imminent salvation 
but also, in fulfilment of the prophecy, as the bringer of the Kingdom of 

He walks among the people and preaches, but the world goes its way 
as of old. He dies on the cross, but everything remains as it was. At first this 
shakes the faith of the disciples profoundly. For the time being they go all 
to pieces and the first little congregation scatters. Only belief in the Resur- 
rection of Christ crucified reinspires them, filling them with fresh enthusiasm 
and giving them the strength to win new adherents to their doctrine of 
sa1vation.j Tie message of salvation they preach is the same that was preached 
by Christ: the Lord is near and with him the great Day of Judgment, when 
the world shall be renewed and the Kingdom of God founded in place of the 
Kingdoms of the world. But as expectation of an imminent Return of Christ 
vanished and the growing congregations began to settle down to a longer 
period of waiting, the belief in salvation had also to undergo a change. No 
lasting world-religion could have been built up on the belief that the Kingdom 

285 of God was imminent. Each day that left the prophecy unfulfilled would 
have impaired the Church's prestige. The fundamental idea of primitive 
Christianity that the Kingdom of God was at hand had to be transformed 
into the Christian cult: into the belief that the heavenly presence of their 
risen Lord entered into the congregation, and into belief in the salvation of 
the sinful world by Him. Only thus could the Christian Religious Community 
be founded. ~ r o m  the moment of this transformation Christian doctrine 
ceases to expect a Kingdom of God on Earth. The idea of salvation is 
sublimated into the doctrine that by baptism the faithful become part of the 

Isaiah mix, 17. 
Whether or not Jesus held Himself to be the Messiah we need not discuss here. The only 
important thing for us is that He announced the immediate coming of the Kingdom of Cod and 
that the first congregation looked on Him as the Messiah. 
Pfleiderer, Das Urchristentum, 2nd ed. (Berlin, 1902), Vol. I, pp. 7 ff. 
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Body of Christ. "Already in Apostolic times the Kingdom of God becomes 
merged in the Church, and all that is left for the Coming of the Kingdom is 
the glorification of the Church, the shattering of the earthly vessel, and the 
liberation of the shining treasure from its mortal frame. For the rest, the 
Kingdom of God is replaced by the eschatology of Heaven, Hell and Pur- 
gatory, Immortality and the Beyond-a contrast to the Gospels which is of 
the highest significance. But even this end recedes, until at last the Millennium 
came to mean the Ch~rch . "~  

There was, however, another way of meeting the difficulties which arose 
when fulfilment of the promise had been postponed longer than was orig- 
inally expected. The faithful could take refuge in the belief which had once 
sustained the Prophets. According to this doctrine an earthly Kingdom of 
Salvation lasting one thousand years would be set up. Condemned by the 
Church as heresy, this doctrine of the Visible Return of Christ is continually 
revived not only as a religious and political belief, but above all as an idea 
of social and economic revolution. 

From Christian Chiliasm, which runs through the centuries constantly 
rpcpwj~g its sfrpyt.hl 2 sific.1~ ctpn lmdc  t.9 the nhilncnphic Chi!ia~m which 

is- ---r ----- r----- 
in the eighteenth century was the rationalist reinterpretation of Christianity; 
and thence, through Saint Simon, Hegel, and Weitling to Mam and Lenin.7 
Curiously enough, it is this particular Socialism, derived in this way from 
mystical ideas whose origin is lost in the darkness of history, which has 
called itself scientific Socialism, while it has tried to disqualify as "Utopian" 
the Socialism that is derived from the rational considerations of the philos- 286 

ophers. 
The philosophical anthropocentric metaphysics of evolution resembles the 

religious in every essential. In its prophecy of salvation is found the same 
strange mixture of ecstatically extravagant phantasy with uninspired com- 
monplace and coarse materialism as is found in the most ancient messianic 
prophecies. Like Christian literature which seeks to interpret the apocalypse, 
it tries to prove itself app:icab:e to :ife by interpreting hisior"lca! 
events. In these attempts it often makes itself ridiculous, rushing in on every 
great occasion with a doctrine which both meets the case and embraces the 
history of the universe. How many of these philosophies of history arose 
during the World War! 

Troeltsch, "Die Soziallehren der christlichen Kirchen und Gruppen" in Gesammelte Schriften 
(Tiibingen, 1912), Vo1. I, p. 1x0. 

' Gerlich, Der Kommunismus als Lekre vom tausendjakrigen Reich (Munich, 1920), pp. 17 ff. 
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Chiliasm and Social Theory 

metaphysics! phi!~s~pk.,.y ~f histmy must be c!ear!y distinguished from 
the rational. The latter is built up solely on experience, seeking results which 
are based on logic and empiricism. Wherever rational philosophy has to go 
beyond this, it tries hypotheses, but it never forgets where experience ceases 
and hypothetical interpretations begin. Where experience is possible it avoids 
using conceptual fictions; it never tries to supplant experimental science. Its 
only aim is to unify our view of social events and of the course of historical 
evolution. Only thus is it able to establish a law which governs changes in 
social conditions. By indicating, or attempting to indicate, the force which 
determines the growth of society, it endeavours to reveal the principle 
determining social evolution. This principle is assumed to be externally valid, 
that is, it is active so long as there is any society at all. Were it otherwise, 
a second principle would have to be placed next to this one, and it would 
be necessary to show under which conditions the first ruled and under which 
the second. But this only means that the law governing the interchange of 
the two principles would be the ultimate Law of Social Life. 

To define a principle according to which society grows, and changes in 
social conditions take place, is a different thing from defining the course 

287 which social evolution takes. Such a course is necessarily limited. It has a 
beginning and an end. The reign of a law is necessarily unlimited, without 
beginning or end. It is continuity, not an occurrence. The law is imperfect 
if it defines only a part of social evolution and leaves us in the lurch after a 
certain point. In this case it would cease to be a law. The end of social 
evolution can be no other than that of society itself. 

The teleological view describes the course of evolution in all its windings 
and deviations, Thus it is typically a theory of stages, It shows us the 
successive stages of civilization until one is reached which must necessarily 
be the last, because no other follows it. When this point has been reached 
it is impossible to see how history is to p ro~eed .~  

Wundt, Ethik, 4th ed. (Stuttgart, 1912), Vo1. 11, p. 246. One sees in Engels' survey of the his- 
tory of warfare a characteristic example of how ready the representatives of this movement are 
to see the end of all evolution attained. Engels there-1878-expresses the opinion that, with the 
Franco-German war, "a turning point of quite other importance than all previous ones had 
occurred" in the history of warfare. "Weapons are so perfected that a fresh process of any 
revolutionary influence is no longer possible. When one has guns which can hit a battalion as far 
as the eye can see and rifles which can do the same with a single person as aim, with which 
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The chiliastic philosophy of history takes the "standpoint of Providence, 
which lies beyond all human wisdom"; it aims at prophesying as only "the 
eye of a God" could p r~phesy .~  Whether we call its teaching Poetry, Prophecy, 
Faith, Hope or anything else whatever, there are two things it can never be: 
Science or Knowledge. Nor may it be called hypothesis, any more than the 
utterances of a clairvoyant or a fortune-teller may be called hypotheses. It 
was an unusually clever trick on the part of the Marxists to call their chiliastic 
teachings science. Such a step was bound to be effective in an age when 
people relied on nothing but science, and rejected metaphysics (though, 
admittedly, only to surrender themselves uncritically to the native meta- 
physics of Biichner and Moleschott). 

The law of social evolution tells us much less than the metaphysics of 
evolution. It limits its statements a priori in admitting that its sway can be 
frustrated by the co-existence of forces other than those it describes. On the 288 

other hand, it admits no limits to its applicability. It claims eternal validity, 
it is without beginning and without end. But it does not evoke a dark fate 
whose "will-less and impotent bearers" we are. It discloses only the inner 
driving power of our own will, revealing how it conforms to natural laws 
and why its existence is necessary. This is insight, not into man's destiny, 
but into man's doings. 

In so far as "scientific" Socialism is metaphysics, a chiliastic promise of 
salvation, it would be vain and superfluous to argue scientifically against it. 
It serves no useful purpose to fight mystical dogmas with reason. There is 
no teaching fanatics. They must break their heads against the wall. But 
Marxism is not merely chiliasm. It is sufficiently influenced by the scientific 
spirit of the nineteenth century to attempt to justify its doctrine rationally. 
With these attempts, and these only, we shall deal in the following chapters. 

loading takes less time than firing, then all further advances are more or less indifferent in field 
war. Thus the era of evolution on this side is essentially closed." See H e m  Eugen Diihrings 
Umwalzung der Wissenschuft, p. 176. Publisher's Note: p. 236 in the English edition. In judging other 
views, Marx understands well how to find out the weaknesses of the theory of stages. According 
to their teachings, says Marx, "a history has existed but none exists any longer." See Das Elend der 
Philosophie, German translation by Bernstein and Kautsky, 8th ed. (Stuttgart, 192o), p. 104. He 
merely does not notice that the same will be true of his teachings on the day when the means of 
production will have been socialized. Publisher's Note: In English, Marx, The Poverty of Philosophy: 
Answer to the "Philosophy of Poverty" by M .  Proudhon (Moscow: Foreign Language Publishing House), 
p. 112. 

Kant, "Der Streit der Fakultaten" (Collected Works, Vol. I ) ,  p. 636. 



CHAPTER 18 

Society 

1 

The Nature of Society 

289 T he idea of human destiny dominates all the more ancient views of social 
existence. Society progresses towards a goal fore-ordained by the deity. 

Whoever thinks in this way is logically correct if, in speaking of progress 
~ n r l  v a t m m m c c ; n n  nf v o r m l ~ * t ; n n  a n r l  m r n ~ n + o r m r r n l ~ * + ; n n  n F  e ~ + ; n r ,  rnn-+:r\n 
U I L U  I L % L V 6 I L U U I U I L f  VL L L  V V I U L I U I L  UILU C U U I L L L I I L  V U I U L L U L L ,  UL ULLIULL a l L u  r c a c r l u l L  

he lays on these concepts the emphasis adopted by so many historians and 
politicians. History is judged according as it brings mankind nearer to the 
goal or carries it farther away. 

Social science, however, begins at the point where one frees oneself from 
such habits, and indeed from all valuation. Social science is indeed teleological 
in the sense in which every causal study of the will must be. But its concept 
of purpose is wholly comprised in the causal explanation. For social science 
causality remains the fundamental principle of cognition, the maintenance 
of which must not be impaired even by te1eology.l Since it does not evaluate 
purposes, it cannot speak of evolution to a higher plane, in the sense let us 
say, of Hegel and Mam. For it is by no means proved that all evolution leads 
upwards, or that every later stage is a higher one. No more, of course, can 
it agree with the pessimistic philosophers of history, who see in the historical 
process a decline, a progressive approach to a bad end. To ask what are the 
driving forces of historical evolution is to ask what is the nature of society 
and the origin and causes of the changes in social conditions. What society 
is, how it originates, how it changes-these alone can be the problems which 
scientific sociology sets itself. 

Cohen, Logik der reinen Erkenntnis, 2nd ed .  (Berlin, 1914). p. 359. 

256 
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That the social life of men resembles the biological process is an observation 
of ancient date. It lies at the basis of the famous legend of Menenius Agrippa, 
handed down to us by Livy. Social science did itself little good when, inspired 
by the triumph of Biology in the nineteenth century, voluminous works 290 

developed this analogy to the point of absurdity. What is the use of calling 
the products of human activity "social intercellular substan~e"?~ Who was 
enlightened when scholars disputed which organ of the social body corre- 
sponded to the central nervous system? The best comment on this form of 
sociological study was the remark of an economist, to the effect that anyone 
who compared money with blood and the circulation of money with the 
circulation of blood would be making the same contribution to economics as 
would be made to biology by a man who compared blood with money and 
the blood-circulation with the circulation of money. Modern biology has 
borrowed from social science some of its most important concepts-that of 
evolution, of the division of labour, and of the struggle for existence. But it 
has not stopped short at metaphorical phrases and conclusions by analogy; 
rather has it proceeded to make profitable use of what it had gained. On the 
other hand biolonical-sociology did nothing but play a futile word-spinning 
game with the izeas it borrowed back. The romantic movement, with its 
"organic" theory of the state has done even less to clear up our knowledge 
of social interrelations. Because it deliberately cold-shouldered the most 
important achievement of social science up to that date-the system of 
classical Political Economy-it was unable to utilize the doctrine of the 
division of labour, that part of the classical system which must be the starting 
point of all sociology, as it is of modern b i~ logy .~  

Comparison with the biological organism should have taught sociology 
one thing: that the organism can only be conceived as a system of organs. 

- 

AS is done by tilienfeld, La pathologie sociale (Paris, 1896), p. 95. When a government takes a loan 
from the House of Rothschild organic sociology conceives the process as follows: "La maison 
Rothschild agit, dans cette occasion, parfaitement en analogie auec l'action d'un groupe de cellules qui, dans 
ie corps humain, ~uupireni. ri ia pruduction du sang nicessaire a i'aiimentafion du cerveau dans i'espoir d'en 
&tre indemnistes par une rkaction des cellules de la substance grise dont ils ont besoin pour s'actiuer de 
nouveau et accumuler de nouuelles energies." ("The House of Rothschild's operation, on such an 
occasion, is precisely similar to the action of a group of human body cells which cooperate in the 
production of the blood necessary for nourishing the brain, in the hope of being compensated by 
a reaction of the gray matter cells which they need to reactivate and to accumulate new energies.") 
(Ibid., p. 104.) This is the method which claims that it stands on "firm ground and explores "the 
Becoming of Phenomena step by step, proceeding from the simpler to the more complex." See 
Lilienfeld, Zur Verteidigung der organischen Methode in der Soziologie (Berlin, l ea ) ,  p. 75. 

It is characteristic that just the romantics stress excessively society's organic character, whereas 
liberal social philosophy has never done so. Quite understandably. A social theory which was 
genuinely organic did not need to stress obtrusively this attribute of its system. 
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This, however, merely means that the essence of the organism is the division 
of labour. Only division of labour makes the parts become members; it is in 

291 the collaboration of the members that we recognize the unity of the system, 
the ~rganism.~  This is true of the life of plants and animals as well as of 
society. As far as the principle of the division of lahour is concerned, the 
social body may be compared with the biological. The division of labour is 
the terfium comparationis (basis for comparison) of the old simile. 

The division of labour is a fundamental principle of all forms of life.5 It 
was first detected in the sphere of social life when political economists 
emphasized the meaning of the division of labour in the social economy. 
Biology then adopted it, at the instigation in the first place of Milne Edwards 
in 1827. The fact that we can regard the division of labour as a general law 
must not, however, prevent us from recognizing the fundamental differences 
between division of labour in the animal and vegetable organism on the one 
hand and division of labour in the social life of human beings on the other. 
Whatever we imagine to be the origin, evolution, and meaning of the phys- 
iological division of labour, it clearly does not shed any light on the nature -- of the socioiogicai division of labour. m e  process that differentiates and 
integrates homogeneous cells is completely different from that which led to 
the growth of human society out of self-sufficient individuals. In the second 
process, reason and will play their part in the coalescence, by which the 
previously independent units form a larger unit and become parts of a whole, 
whereas the intervention of such forces in the first process is inconceivable. 

Even where creatures such as ants and bees come together in "animal 
communities," all movements and changes take place instinctively and un- 
consciously. Instinct may very well have operated at the beginning and in 
the earliest stages of social formation also. Man is already a member of a 
social body when he appears as a thinking, willing creature, for the thinking 
man is inconceivable as a solitary individual. "Only amongst men does man 
become a man" (Fichte). The development of human reason and the devel- 
opment of human society are one a id  the same process. All further growth 
of social relations is entirely a matter of will. Society is the product of thought 
and will. It does not exist outside thought and will. Its being lies within man, 
not in the outer world. It is projected from within outwards. 

292 Society is co-operation; it is community in action. 
To say that Society is an organism, means that society is division of l a b ~ u r . ~  

Cohen, h g i k  der reinen Erkenntnis, p. 349. 
Hertwig, Allgemeine Biologic, 4th ed. uena, 1912), pp. 500 ff; Hertwig, Zur Ahehr  des eth~schen, des 

sozialen und des politischen Daminismus (Jena, 1918), pp. 6q ff. 
Izoulet, La citt moderne (Paris, 1894), pp. 35 ff. 
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To do justice to this idea we must take into account all the aims which men 
set themselves and the means by which these are to be attained. It includes 
every inter-relation of thinking and willing man. Modern man is a social 
being, not only as one whose material needs could not be supplied in 
isolation, but also as one who has achieved a development of reason and of 
the perceptive faculty that would have been impossible except within society. 
Man is inconceivable as an isolated being, for humanity exists only as a social 
phenomenon and mankind transcended the stage of animality only in so far 
as co-operation evolved the social relationships between the individuals. 
Evolution from the human animal to the human being was made possible 
by and achieved by means of social cooperation and by that alone. And 
therein lies the interpretation of Aristotle's dictum that man is the &ov 
ITUALTLX~)~ (the living body politic). 

The Division of Labour as the Principle of Social Development 

We are still far from understanding the ultimate and most profound secret 
of life, the principle of the origin of organisms. Who knows whether we shall 
ever discover it? All we know today is that when organisms are formed, 
something which did not exist before. is created out of individuals. Vegetable 
and animal organisms are more than conglomerations of single cells, and 
society is more than the sum of the individuals of which it is composed. We 
have not yet grasped the whole significance of this fact. Our thoughts are 
still limited by the mechanical theory of the conservation of energy and of 
matter, which is never able to tell us how one can become two. Here again, 
if we are to extend our knowledge of the nature of life, understanding of the 
social organization will have to precede that of the biological. 

Historically division of labour originates in two facts of nature: the ine- 
quality of human abilities and the variety of the external conditions of human 
life on the earth. These two facts are really one: the diversity of Nature, 
which does not repeat itself but creates the universe in infinite, inexhaustible 293 

variety. The special nature of our inquiry, however, which is directed towards 
sociological knowledge, justifies us in treating these two aspects separately. 

It is obvious that as soon as human action becomes conscious and logical 
it must be influenced by these two conditions. They are indeed such as 
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almost to force the division of labour on mankind.7 Old and young, men and 
women co-operate by making appropriate use of their various abilities. Here 
also is the germ of the geographical division of labour; man goes to the hunt 
and woman to the spring to fetch water. Had the strength and abilities of 
all individuals and the external conditions of production been everywhere 
equal the idea of division of labour could never have arisen.  an- would 
never of himself have hit upon the idea of making the struggle for existence 
easier by co-operation in the division of labour. No social life could have 
arisen among men of equal natural capacity in a world which was geograph- 
ically u n i f ~ r m . ~  Perhaps men would have joined together to cope with tasks 
which were beyond the strength of individuals, but such alliances do not 
make a society. The relations they create are transient, and endure only for 
the occasion that brings them about. Their only importance in the origin of 
social life is that they create a rapprochement between men which brings with 
it mutual recognition of the difference in the natural capacities of individuals 
and thus in turn gives rise to the division of labour. 

Once labour has been divided, the division itself exercises a differentiating 
inhence. The fact that labour is &);ided makes possib!e frrr-her eu:tivation 

of individual talent and thus co-operation becomes more and more produc- 
294 tive. Through co-operation men are able to achieve what would have been 

beyond them as individuals, and even the work which individuals are capable 
of doing alone is made more productive. But all this can only be grasped 
fully when the conditions which govern increase of productivity under co- 
operation are set out with analytical precision. 

The theory of the international division of labour is one of the most 
important contributions of Classical Political Economy. It shows that as long 
as-for any reasons-movements of capital and labour between countries 
are prevented, it is the comparative, not the absolute, costs of production 

' Durkheim, De la division du travail social (Paris, 1893), pp. 294 ff. endeavours (following Comte and 
.gainst Spexer) tc prew that the divieicm ef Iabsur prevails xct because, as the ec~nomists think, 
it increases output but as a result of the struggle for existence. The denser the social mass the 
sharper the struggle for existence. This forces individuals to specialize in their work, as otherwise 
they would not be able to maintain themselves. But Durkheim overlooks the fact that the division 
of labour makes this possible only because it makes labour more productive. Durkheim comes to 
reject the theory of the importance of the greater productivity in the division of labour th~ough 
a false conception of the fundamental idea of utilitarianism and of the law of the satiation of 
wants (op. cit., 218 ff., 257 ff.). His view that civilization is called forth by changes in the volume 
and density of society is untenable. Population grows because labour becomes more productive 
and is able to nourish more people, not vice versa. 

On the important part played by the local variety of productive conditions in the origin of the 
division of labour see von den Steinen, Unter den Naturvolkern Zentralbrasiliens, m d  ed. (Berlin, 
1897), pp. 196 ff. 
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which govern the geographical division of l a b ~ u r . ~  When the same principle 
is applied to the personal division of labour it is found that the individual 
enjoys an advantage in co-operating not only with people superior to himself 
in this or that capacity but also with those who are inferior to himself in 
every relevant way. If, through his superiority to B, A needs three hours' 
labour for the production of one unit of commodity p compared with Brs 
five, and for the production of commodity 4 two hours against B's four, then 
A will gain if he confines his labour to producing q and leaves B to produce 
p. If each gives sixty hours to producing both p and q, the result of A's labour 
is 20p + 3oqr of B's 12p + 159, and for both together 32p + 454. If however, 
A confines himself to producing q alone he produces sixty units in 120 hours, 
whilst B, if he confines himself to producing p, produces in the same time 
twenty-four units. The result of the activity is then 24p + 60q, which, as p 
has for A a substitution value of 3:24 and for B one of 5:4qr signifies a larger 
production than 32p + 454. Therefore it is obvious that every expansion of 
the personal division of labour brings advantages to all who take part in it. 
He who collaborates with the less talented, less able, and less industrious 
individuals gains an advantage just as the man who associated with the more 
talented, more able, and more hdustrious. The advantage of the division of 
labour is mutual; it is not limited to the case where work is done which the 
solitary individual could never have carried out. 

The greater productivity of work under the division of labour is a unifying 
influence. It leads men to regard each other as comrades in a joint struggle 295 

for welfare, rather than as competitors in a struggle for existence. It makes 
friends out of enemies, peace out of war, society out of individuals.'O 

Organism and Organization 

Organism and organization are as different from each other as life is from 
a machine, as a flower which is natural from one which is artificial. In the 
natural plant each cell lives its own life for itself while functioning reciprocally 

Ricardo, Principles of Political Economy and Taxation, pp. 76 ff.; Mill, Principles of Political Economy, 
pp. 348 ff.; Bastable, The Theory of International Trade, 3rd ed. (London,  goo), pp. 16 ff. 

Trade makes the human race, which originally has only the unity of the species, into a really 
unitary society." See Steinthal, Allgemeine Ethik (Berlin, 1885), p. 208. Trade, however, is nothing 
more than a technical aid of the division of labour. On the division of labour in the sociology of 
Thomas Aquinas see Schreiber, Die volkswirtschaftlichen Anschauungen der Scholasfik seit Thomas von 
Aquin (Jena, 1913). pp. 19 ff. 
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with the others. What we call living is just this self-existence and self- 
maintenance. In the artificial plant the separate parts are members of the 
whole only as far as the will of him, who united them, has been effective. 
Only to the extent to which this will is effective are the parts within the 
organization inter-related. Each part occupies only the place given to it, and 
le&es that place, so to speak, ohy  on instructions. Within this framework 
the parts can live, that is, exist for themselves, only in so far as the creator 
has put them alive into his creation. The horse which the driver has harnessed 
to the cart lives as a horse. In the organization, the "team," the horse is just 
as foreign to the vehicle as is an engine to the car it drives. The parts may 
use their life in opposition to the organization, as, for instance, when the 
horse runs away with the carriage or the tissue out of which the artificial 
flower is made disintegrates under chemical action. Human organization is 
no different. Like society it is a result of will. But in this case the will no 
more produces a living social organism than the flower-maker produces a 
living rose. The organization holds together as long as the creating will is 
effective, no longer. The parts which compose the organization merge into 
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and their life can be fixed in the organization. In the battalion on parade 
there is one will, the will of the commander. Everything else so far as it 
functions within the organization is lifeless machinery. In this destruction 

296 of the will, or that portion of it which does not serve the purpose of the body 
of troops, lies the essence of military drill. The soldier in the phalangial 
order, fighting in line, in which the body of troops must be nothing more 
than an organization-is drilled. Within the mass there is no life. Whatever 
life the individual lives is by the side of, or outside the body of troops- 
against it perhaps, but never in it. Modern warfare, based on the skirmisher's 
personal enterprise, has to make use of the individual soldier, of his thought 
and his will. So the army no longer simply drills the soldier. It seeks to 
educate him. 

Organization is an association based on authority, organism is mutuality. 
The primitive thinker always sees things as having been organized from 
outside, never as having grown themselves, organically. He sees the arrow 
which he has carved, he knows how it came into existence and how it was 
set in motion. So he asks of everything he sees, who made it and who sets 
it in motion. He inquires after the creation of every form of life, the authors 
of every change in nature, and discovers an animistic explanation. Thus the 
Gods are born. Man sees the organized community with its contrast of rulers 
and ruled, and, accordingly, he tries to understand life as an organization, 
not as an organism. Hence the ancient conception of the head as the master 
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of the body, and the use of the same term 'head' for the chief of the 
organization. 

In recognizing the nature of the organism and sweeping away the exclu- 
siveness of the concept of organization, science made one of its great steps 
forward. With all deference to earlier thinkers one may say that in the domain 
of Social Science this was achieved mainly in the eighteenth century, and 
that Classical Political Economy and its immediate precursors played the 
chief part. Biology took up the good work, flinging off all animistic and 
vitalistic beliefs. For modern biology the head is no longer the crown, the 
ruler of the body. In the living body there is no longer leader and followers, 
a contrast of sovereign and subjects, of means and purpose. There are only 
members, organs. 

To seek to organize society is just as crazy as it would be to tear a living 
plant to bits in order to make a new one out of the dead parts. An organization 
of mankind can only be conceived after the l i ~ n g  social organism has been 
killed. The collectivist movements are therefore fore-doomed to failure. It 
may be possible to create an organization embracing all mankind. But this 
would always be merely an organization, side by side with which social life 297 

would continue. It could be altered and destroyed by the forces of social life, 
and it certainly would be destroyed from the moment it tried to rebel against 
these forces. To make Collectivism a fact one must first kill all social life, 
then build up the collectivist state. The Bolshevists are thus quite logical in 
wishing to dissolve all traditional social ties, to destroy the social edifice built 
up through countless centuries, in order to erect a new structure on the 
ruins. Only they overlook the fact that isolated individuals, between whom 
no kind of social relations exist, can no longer be organized. 

Organizations are possible only as long as they are not directed against 
the organic or do it any injury. All attempts to coerce the living will of human 
beings into the service of something they do not want must fail. An orga- 
nization cannot flourish unless it is founded on the will of those organized 
and serves their purposes. 

4 

The Individual and Society 

Society is not mere reciprocity. There is reciprocity amongst animals, for 
example when the wolf eats the lamb or when the wolf and she-wolf mate. 
Yet we do not speak of animal societies or of a society of wolves. Wolf and 
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lamb, wolf and she-wolf, are indeed members of an organism-the organism 
of Nature. But this organism lacks the specific characteristic of the social 
organism: it is beyond the reach of will and action. For the same reason, the 
relation between the sexes is not, as such, a social relation. When a man and 
a woman come together they follow the law which assigns to them their 
place in Nature. Thus far they are ruled by instinct. society-exists only where 
willing becomes a co-willing and action co-action. To strive jointly towards 
aims which alone individuals could not reach at all, or not with equal 
effectiveness-that is society.ll 

Therefore, Society is not an end but a means, the means by which each 
individual member seeks to attain his own ends. That society is possible at 

298 all is due to the fact that the will of one person and the will of another find 
themselves linked in a joint endeavour. Community of work springs from 
community of will. Because I can get what I want only if my fellow citizen 
gets what he wants, his will and action become the means by which I can 
attain my own end. Because my willing necessarily includes his willing, my 
intention cannot be to frustrate his will. On this fundamental fact all social 
!ife is built ~ n . 1 2  

Y 

Therefore, too, one must reject the idea of Guyau, which derives the social bond directly from 
bi-sexuality. See Guyau, Sittlichkeit ohne Pflicht, translated by Schwarz (Leipzig, igog), p. 113 ff.  
lZ FouillCe argues as follows against the utilitarian theory of society, which calls society a "moyen 
universal" ("universal means") (Belot): "Tout moyen n'a qu'une valeur provisoire; le jour ou un instrument 
dont je me servais me dmient inutile ou nuisible, je le mets de c6ti. Si la sociiti n'est qu'un moyen, le jour 
du, exceptionellement, elle se trouvera contraire d mes fins, je me delivrerai des lois sociales et moyens 
sociaux. . . . Aucune considiration sociale ne pourra empgcher la revolte de l'individu tant qu'on ne lui aura 
pas montri que la sociiti est itablie pour des fins qui sont d'abord et avant tout ses vraies fins ri lui-mime 
et qui, de plus, ne sont pas simplement des fins de plaisir ou d'intirtt, I'intMt n'etant que le plaisir d i f f r i  
et attendu pour l'avenir . . . L'idie d'intirtt est pricisiment ce qui divise les hommes, malgrk les rapproche- 
ments qu'elle peut produire lorsqu'il y a convergence d'int2rtts sur certains points." ("Every means has 
only a temporary value; the day when a means ceases to serve me or becomes harmful to me, I 
cast it aside. If society is only a means, the day when, by some special circumstances, it is found 
to act contrary to my ends, I will free myself from its social laws and social means. . . . No snda! 
consideration can prevent an individual from rebelling when it has not been demonstrated to him 
that society exists for ends which are primarily and above all his own true ends and, further, 
which are not simply for the ends of pleasure or self-interest, self-interest being only pleasure 
postponed and expected in the future. . . . The idea of self-interest is precisely what divides men, 
in spite of the cooperation it can produce when self-interests coincide in certain instances.") 
Fouillke, Humanitaires et libertaires au point de vue sociologique et moral (Paris, 1914). pp. 146 ff.; 
see also Guyau, Die englische Ethik der Gegenwart, translated by Peusner (Leipzig, 1914)~ pp. 372 ff. 
FouiMe does not see that the provisional value which society gets as a means, lasts as long as 
the conditions of human life, given by nature, continue unchanged and as long as man continues 
to recognize the advantages of human co-operation. The "eternal," not merely provisional, 
existence of society follows from the eternity of the conditions on which it is built up. Those in 
power may demand of social theory that it should serve them by preventing the individual from 
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The principle of the division of labour revealed the nature of the growth 
of society. Once the significance of the division of labour had been grasped, 
social knowledge developed at an extraordinary pace, as we see from a 
comparison between Kant and those who came after him. The doctrine of 
the division of labour as put forward by eighteenth-century economists, was 
far from fully developed when Kant wrote. It had yet to be made precise by 
the Ricardian Theory of International Trade. But the Doctrine of the Harmony 
of Interests had already anticipated its far-reaching application to social 
theory. Kant was untouched by these ideas. His only explanation of society, 
therefore, is that there is an impulse in human beings to form a society, and 
a second contrary impulse that seeks to split up society. The antagonism of 
these two tendencies is used by Nature to lead men towards the ultimate 
goal to which it wishes to lead them.13 It is difficult to imagine a more 
threadbare idea than such an attempt to explain society by the interplay of 
two impulses, the impulse "to socialize oneself' and the impulse "to isolate 299 

oneself." Obviously it goes no farther than the attempt to explain the effects 
of opium from the virtus dormitiva, cuius est natura sensus assupire (the sleep- 
inducing property whose nature is to duI1 the senses). 

0nce;t'has been perceived that the division of labour is the essence of 
society, nothing remains of the antithesis between individual and society. 
The contradiction between individual principle and social principle disap- 
pears. 

5 

The Development of the Division of Labour 

In so far as the individual becomes a social being under the influence of 
blind instinct, before thefight and wi!! are fu!!y conscinus, the fom.ation of 
society cannot be the subject of sociological inquiry. But this does not mean 
that Sociology must shift the task of explaining the origins of society on to 
another science, accepting the social web of mankind as a given fact. For if 

revolting against society, but this is by no means a scientific demand. Besides no social theory 
could, as easily as the utilitarian, induce the social individual to enrol himself voluntarily in the 
social union. But when an individual shows that he is an enemy of society there is nothing left 
for society to do but make him harmless. 
l3 Kant, "Idee zu einer allgemeinen Geschichte in weltbiirgerlicher Absicht" (Collected Works, Vol. 
I), pp. 227 ff. Publisher's Note: In English pp. 17 ff. in On History, ed. Lewis White Beck. 
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we decide-and this is the immediate consequence of equating society and 
division of labour-that the structure of society was incomplete at the ap- 
pearance of the thinking and willing human being and that the constructive 
process is continuous throughout history, then we must seek a principle 
which makes this evolution intelligible to us. The economic theory of the 
division of labour gives us this It has been said that the happy 
accident which made possible the birth of civilization was the fact that divided 
labour is more productive than labour without division. The division of 
labour extends by the spread of the realization that the more labour is divided 
the more productive it is. In this sense the extension of the division of labour 
is economic progress: it brings production nearer to its goal-the greatest 
possible satisfaction of wants, and this progress is sociological progress also, 
for it involves the intensification of the social relation. 

It is only in this sense, and if all teleological or ethical valuation is excluded, 
that it is legitimate to use the expression "progress" sociologically in historical 
inquiry. We believe that we can observe a certain tendency in the changes 
of social conditions and we examine each single change separately, to see 
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300 we make various assumptions of this kind, each of which corresponds in 
like measure to experience. The problem next arises of the relations between 
these assumptions, whether they are independent of each other or whether 
they are connected internally. We should then have to go further, and define 
the nature of the connection. But all that this amounts to is a study, free 
from valuation and based on a hypothesis, of the course of successive 
changes. 

If we disregard those theories of evolution that are naively built up on 
value judgments, we shall find, in the majority of the theories claiming to 
interpret social evolution, two outstanding defects which render them un- 
satisfactory. The first is that their evolutionary principle is not connected 
with society as such. Neither Comte's law of the three stages of the human 
mind nor Lamprecht's five stages of social-psychical development gives any 
clue to the inner and necessary connection between evolution of the mind 
and evolution of society. We are shown how society behaves when it has 
entered a new stage, but we want to know more, namely by what law society 
originates and transforms itself. The changes which we see as social changes 
are treated by such theories as facts acting on society from outside; but we 
need to understand them as the workings of a constant law. The second 
defeat is that all these theories are "stage" theories (Stufentheorien). For the 
stage-theories there is really no such thing as evolution, that is, no continuous 
change in which we can recognize a definite trend. The statements of these 
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theories do not go beyond establishing a definite sequence of events; they 
give no proof of the causal connection between the stages constituting the 
sequence. At best they succeed in establishing parallels between the sequence 
of events in different nations. But it is one thing to divide human life into 
childhood, youth, maturity, and old age, it is another to reveal the law which 
governs the growth and decay of the organism. A certain arbitrariness 
attaches to every theory of stages. The delimitation of the stages always 
fluctuates. 

Modern German economic history has undoubtedly done right in making 
the division of labour the basis of its theory of evolution. But it has not been 
able to free itself from the old traditional scheme of development by stages. 
Its theory is still a stage-theory. Thus Biicher distinguishes the stage of the 
closed domestic economy (pure production for one's own use, barterless 
economy), the stage of town economy (production for clients, the stage of 
direct exchange), and the stage of national economy (production for markets, 301 

the stage of the circulation of goods).14 Schmoller differentiates the periods 
of village economy, town economy, territorial economy, and state economy.15 
Philippovich distinguishes closed domestic economy and trade economy, 
and &thin trade economy he finds the period of the locally limited trade, 
the period of trade controlled by the state and limited to the state area, and 
the period of free trade (developed national economy, Capitalism).16 Against 
these attempts to force evolution into a general scheme many grave objections 
have been raised. We need not discuss what value such classification may 
have in revealing the characteristics of clearly defined historical epochs and 
how far they may be admitted as aids to description. At any rate they should 
be used with great discretion. The barren dispute over the economic life of 
the nations of antiquity shows how easily such classifying may lead to our 
mistaking the shadow of scholastic word-splitting for the substance of his- 
torical reality. For sociological study the stage theories are useless.17 They 
mislead us in regard to one of the most important problems of history-that 
of deciding how far historical ~volufim is continrrrrus. The snlntien r?f this 
problem usually takes the form either of an assumption, that social evolu- 
tion-which it should be remembered is the development of the division of 

-- - 

l4 Biicher, Die Entstehung der Volkswirtschaft, First collection, loth ed. (Tubingen, 1917)~ p. 91. 
l5 Schmoller, Grundriss der allgemeinen Volkswirtschnftslehre (Munich, 1920), Vol. TI, pp. 760 ff. 
l6 Philippovich, Grundriss der politischen Okonomie, Vol. I ,  11th ed. (Tiibingen, 1916), pp. 11 ff. 
l7 On the stages theory see also my Grundprobleme der Nationaliikonomie (Jena, 1933), pp. 106 ff. 
Publisher's Note: In English, Epistemological Problems of Economics, trans. George Reisman (Prince- 
ton, N.J.: D. Van Nostrand, 1960). The reference to pp. 106 ff. in this footnote in the German book 
is to the essay "Sociology and History" (pp. 68-129) in the English translation, especially the section 
starting on p. 108. 
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labour-has moved in an uninterrupted line, or by the assumption that each 
nation has progressed step-by-step over the same ground. Both assumptions 
are beside the point. It is absurd to say that evolution is uninterrupted when 
we can clearly discern periods of decay in history, periods when the division 
of labour has retrogressed. On the other hand, the progress achieved by 
individual nations by reaching a higher stage of the-division of labour is 
never completely lost. It spreads to other nations and hastens their evolution. 
The fall of the ancient world undoubtedly put back economic evolution for 
centuries. But more recent historical research has shown that the ties con- 
necting the economic civilization of antiquity with that of the Middle Ages 

302 were much stronger than people used to assume. The Exchange Economy 
certainly suffered badly under the storm of the great migration of peoples, 
but it survived them. The towns on which it depended, were not entirely 
ruined, and a link was soon made between the remnants of town-life and 
the new development of traffic by barter.18 In the civilization of the towns 
a fragment of the social achievements of antiquity was preserved and carried 
over into the life of the Middle Ages. 

progress in :he &p"<s;on of !aIr;o.;r depends er;tire!y ofi a reafizatiol? of i ts 

advantages, that is, of its higher productivity. The truth of this first became 
fully evident through the free-trade doctrines of the physiocrats and the 
classical eighteenth-century political economy. But in rudiments it is found 
in all arguments favouring peace, wherever peace is praised, or war con- 
demned. History is a struggle between two principles, the peaceful principle, 
which advances the development of trade, and the militarist-imperialist 
principle, which interprets human society not as a friendly division of labour 
but as the forcible repression of some of its members by others. The imper- 
ialistic principle continually regains the upper hand. The liberal principle 
cannot maintain itself against it until the inclination for peaceful labour 
inherent in the masses shall have struggled through to full recognition of its 
own importance as a principle of social evolution. Wherever the imperialistic 
principle is in force peace can only be local and temporary: it never lasts 
longer than the facts which created it. The mental atmosphere with which 
Imperialism surrounds itself is little suited to the promotion of the growth 
of the division of labour within state frontiers; it practically prohibits the 
extension of the division of labour beyond the political-military barriers which 
separate the states. The division of labour needs liberty and peace. Only 
when the modern liberal thought of the eighteenth century had supplied a 

Is Dopsch, Wirtschaftliche und soziale Grundlagen der europaischen Kulturentwicklung (Vienna, 1918), 
Vol. I, pp. 91 ff. 
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philosophy of peace and social collaboration was the basis laid for the 
astonishing development of the economic civilization of that age-an age 
branded by the latest imperialistic and socialistic doctrines as the age of crass 
materialism, egotism and capitalism. 

Nothing could be more perverted than the conclusions drawn in this 
connection by the materialistic conception of history, which represents the 
development of social ideology as dependent on the stage of technical evo- 30.3 

lution which has been attained. Nothing is more erroneous than Marx's 
well-known saying: "The handmill produces a society with feudal lords, the 
steam-mill a society with industrial  capitalist^."'^ It is not even formally 
correct. To try and explain social evolution through the evolution of technique 
is merely to side-track the problem without in any way solving it. For on 
such a conception, how are we to explain technical evolution itself? 

Ferguson showed that the development of technique depends on social 
conditions, and that each age gets as far in technique as is permitted by the 
stages it has reached in the social division of labour.20 Technical advances are 
possible only where the division of labour has prepared the way for their 
application. The mass manufacturing of shoes presupposes a society in which 
the production of shoes for hundreds of thousands or millions of human 
beings can be united in a few enterprises. In a society of self-sufficing peasants 
there is no possible use for the steam mill. Only the division of labour could 
inspire the idea of placing mechanical forces at the service of manufacture.2' 

To trace the origin of everything concerned with society in the development 
of the division of labour has nothing in common with the gross and naive 
materialism of the technological and other materialistic theories of history. 
Nor does it by any means signify, as disciples of the idealistic philosophy 
are apt to maintain, an inadmissible limitation of the concept of social 
relations. Neither does it restrict society to the specifically material. That part 

l9 Marx, Das Elend der Philosophie, p. 91. In the formulations which Marx later on gave to his 
cGxcepticE =f histcry ble a.Jcided the r+-Jpj =f this earKest version, E&ind sr;& in&fiiiiie 
expressions as "productive forces" and "conditions of production" are hidden the critical doubts 
which Marx may meanwhile have experienced. But obscurity, opening the way to multitudinous 
interpretations, does not make an untenable theory tenable. Publisher's Note: In the English 
edition p. 105. 
20 Ferguson, Abhandlung uber die Geschichte der burgerlichen Gesellschaft, trans. Dorn (Jena, 1904). 
pp. 237 ff.; also Barth, Die Philosophie der Geschichte als Soziologie, 2nd ed. (Leipzig, 1915)~ Part I, pp. 
578 ff. 
2' All that remains of the materialist conception of history, which appeared with the widest possible 
claims, is the discovery that all human and social action is decisively influenced by the scarcity 
of goods and the disutility of labour. But the Marxists can least admit just this, for all they say 
about the future socialist order of society disregards these two economic conditions. 
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of social life which lies beyond the economic is indeed the ultimate aim, but 
the ways which lead to it are governed by the law of all rational action; 
wherever they come into question there is economic action. 

Changes in the individual in Society 

The most important effect of the division of labour is that it turns the 
independent individual into a dependent social being. Under the division 
of labour social man changes, like the cell which adapts itself to be part of 
an organism. He adapts himself to new ways of life, permits some energies 
and organs to atrophy and develops others. He becomes one-sided. The 
whole tibe of romantics, the unbending laudatores temporis acti (praisers of 
time past), have deplored this fact. For them the man of the past who 
developed his powers "harmoniously" is the ideal: an ideal which alas no 
longer inspires our degenerate age. They recommend retrogression in the 
division of labour, hence their praise of agricultural labour, by which they 
always mean the almost self-sufficing peasant." 

Here, again the modern socialist outdoes the rest. Mam promises that in 
the higher phase of the communist society "the enslaving subjection of 
individuals under the division of labour, and with this also the contrast 
between mental and bodily labour, shall have di~appeared."~~ Account will 

Adam Miiller says about "the vicious tendency to divide labour in all branches of private 
industry and in government business too," that man needs "an all round, I might say a sphere- 
round field of activity." If the "division of labour in large cities or industrial or mining provinces 
cuts up man, the completely free man, into wheels, rollers, spokes, shafts, etc., forces on him an 
utterly one-sided scope in the already one-sided field of the provisioning of one single want, how 
can one then demand that this fragment should accord with the whole complete life and with its 
law, or with legality; how should the rhombuses, triangles, and figures of all kinds accord 
separately with the great sphere of political life and its law?' See Adam Miiller, Ausgewahlte 
Abhndlungen, ed. Baxa (Jena, 1921), p. 46. 
23 Marx, Zur Kritik des sozialdemokratischen Parteiprogramms von G o t h ,  p. 17. Innumerable passages 
in his writings show how falsely Marx conceived the nature of labour in industry. Thus he thought 
also that "the division of labour in the mechanical factory" is characterized by "having lost every 
specialized character . . . The automatic factory abolishes the specialist and the one-track mind." 
And he blames Proudhon, "who did not understand even this one revolutionary side of the 
automatic factory." Marx, Das Elend der Philosophie, p. 129. Publisher's Note: p. 138 of the English 
translation. 
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be taken of the human "need for change." "Alternation of mental and bodily 
labour" will "safeguard man's harmonious devel~pment."~~ 

We have already dealt with this illusion.25 Were it possible to achieve all 
human aims with only that amount of labour which does not itself cause any 
discomfort but at the same time relieves the sensation of displeasure that 305 

arises from doing nothing, then labour would not be an economic object at 
all. To satisfy needs would not be work but play. This, however, is not 
possible. Even the self-sufficient worker, for the most part, must labour far 
beyond the point where the effort is agreeable. One may assume that work 
is less unpleasant to him than to the worker who is tied to a definite task, 
as he finds at the beginning of each job he tackles fresh sensations of pleasure 
in the activity itself. If, nevertheless, man has given himself up more and 
more to the division of labour, it is because he has recognized that the higher 
productivity of labour thus specialized more than repays him for the loss of 
pleasure. The extent of the division of labour cannot be curtailed without 
reducing the productivity of labour. This is true of all kinds of labour. It is 
an illusion to believe that one can maintain productivity and reduce the 
division of labour. 

Abolition of the division of labour would be no remedy for the injuries 
inflicted on the individual, body and soul, by specialized labour, unless we 
are prepared to set back social development. It is for the individual himself 
to set about becoming a complete human being. The remedy lies in reforming 
consumption, not in "reforming" labour. Play and sport, the pleasure of art, 
reading are the obvious way of escape. 

It is futile to look for the harmoniously developed man at the outset of 
economic evolution. The almost self-sufficient economic subject as we know 
him in the solitary peasant of remote valleys shows none of that noble, 
harmonious development of body, mind, and feeling which the romantics 
ascribe to him. Civilization is a product of leisure and the peace of mind that 
only the division of labour can make possible. Nothing is more false than to 
assume that man first appeared in history with an independent inclisi-durlity 
and that only during the evolution which led to the Great Society did he 
lose, together with material freedom, his spiritual independence. All history, 
evidence and observation of the lives of primitive peoples is directly contrary 
to this view. Primitive man lacks all individuality in our sense. Two South 
Sea Islanders resemble each other far more closely than two twentieth-century 

" Bebel, Die Frau und der Sozialismus, pp. 283 ff .  Publisher's Note: In English translation pp. 283 f f .  
" See pp. 144 ff. 
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Londoners. Personality was not bestowed upon man at the outset. It has 
been acquired in the course of evolution of society.26 

7 

Social Regression 

Social evolution-in the sense of evolution of the division of labour-is a 
will-phenomenon: it depends entirely on the human will. We do not consider 
whether one is justified in regarding every advance in the division of labour 
and hence in the intensification of the social bond, as a rise to a higher stage; 
we must ask whether such a development is a necessary phenomenon. Is 
an ever greater development of society the content of history? Is it possible 
for society to stand still or retrogress? 

We must reject a priori any assumption that historical evolution is provided 
with a goal by any "intention," or "hidden pian" of Nature, such as Kant 
imagined and Hegel and Mam had in mind; but we cannot avoid the inquiry 
whether a principle might not be found to demonstrate that continuous social 
growth is inevitable. The first principle that offers itself to our attention is 
the principle of natural selection. More highly developed societies attain 
greater material wealth than the less highly developed; therefore they have 
more prospect of preserving their members from misery and poverty. They 
are also better equipped to defend themselves from the enemy. One must 
not be misled by the observation that richer and more civilized nations were 
often crushed in war by nations less wealthy and civilized. Nations in an 
advanced stage of social evolution have always been able at least to resist a 
superior force of less developed nations. It is only decaying nations, civili- 
zations inwardly disintegrated, which have fallen a prey to nations on the 
up grade. where a more highly organized society has- succumbed to the 
attack of a less developed people, the victors have in the end been culturally 
submerged, accepting the economic and social order, and even the language 
and faith of the conquered race. 

The superiority of the more highly developed societies lies not only in their 
material welfare but also quantitatively in the number of their members and 
qualitatively in the greater solidity of their internal structure. For this, pre- 
cisely, is the key to higher social development: the widening of the social 

26 Durkheim, De la division du travail social, pp. 452 ff. 
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range, the inclusion in the division of labour of more human beings and its 
stronger grip on each individual. The more highly developed society differs 
from the less developed in the closer union of its members; this precludes 307 

the violent solution of internal conflict and forms externally a closed defensive 
front against any enemy. In less developed societies, where the social bond 
is still weak, and between the separate parts of which there exists a confed- 
eration for the purposes of war rather than true solidarity based on joint 
work and economic co-operation-disagreement breaks out more easily and 
more quickly than in highly developed societies. For the military confeder- 
ation has no firm and lasting hold upon its members. By its very nature it 
is merely a temporary bond which is upheld by the prospect of momentary 
advantage, but dissolves as soon as the enemy has been defeated and the 
scramble for the booty sets in. In fighting against the less developed societies 
the more developed ones have always found that their greatest advantage 
lay in the lack of unity in the enemy's ranks. Only temporarily do the nations 
in a lower state of organization manage to co-operate for great military 
enterprises. Internal disunity has always dispersed their armies quickly. Take 
fnr ~xample the Mongol raids nn fhe Central European civiliz;ltion of the - - - -. - - - - - 
thirteenth century or the efforts of the Turks to penetrate into the West. The 
superiority of the industrial over the military type of society, to use Herbert 
Spencer's expression, consists largely in the fact that associations which are 
merely military always fall to pieces through internal disunity.27 

But there is another circumstance which advances further social devel- 
opment. It has been shown that it is to the interest of all members of society 
that the social range should be extended. For a highly developed social 
organism it is by no means a matter of indifference whether or not nations 
outside its range continue to lead a self-sufficient existence on a lower plane 
of social evolution. It is to the interest of the more advanced organism to 308 

draw the less advanced into the area of its economic and social community, 

27 The romantic-militarist notion of the military superiority of the nations which have made little 
progress in Capitalism, completely refuted afresh by the World War, arises from the view that 
what tells in a fight is man's physical strength alone. This, however, is not completely true, even 
of the fights of the Homeric Age. Not physical but mental power decides a fight. On these mental 
powers depend the fighters' tactics and the way he is armed. The A B C of the art of warfare is 
to have the superiority at the decisive moment, though otherwise one may be numerically weaker 
than the enemy. The A B C of the preparation for war is to set up armies as strong as possible 
and to provide them with all war materials in the best way. One has to stress this only because 
people are again endeavouring to obscure these connections, by trying to differentiate between 
the military and economic-political causes of victory and defeat in war. It always has been and 
always will be the fact, that victory or defeat is decided by the whole social position of the 
combatants before their armies meet in battle. 
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even though its persistence in remaining on a lower plane makes it politically 
and militarily innocuous, and even though no immediate advantages are 
likely to accrue from the occupation of its territory, in which, presumably, 
the natural conditions of production are unfavourable. We have seen that 
-I :- -1 -- - 2  L--- L- -.-:_l-- LL- - c  I-. i r  1s always a11 auvarwagt: LU W I U ~ I I  me range ur wvrKers in a socie j that 
divides labour, so that even a more efficient people may have an interest in 
co-operating with a less efficient. This is what so often drives nations of a 
high social development to expand their field of economic activity by ab- 
sorbing hitherto inaccessible territories. The opening up of the backward 
regions of the Near and Far East, of Africa and America, cleared the way for 
a world-wide economic community, so that shortly before the World War 
we were in sight of realizing the dream of an cecumenical society. Has the 
war merely interrupted this development for a brief period or has it utterly 
destroyed it? Is it conceivable that this development can cease, that society 
can even retrogress? 

This problem cannot be approached except in connection with another: 
the problem of the death of nations. It is customary to talk of nations aging - - 

and dying, of young and old communities. The comparison is lame-as are 
all comparisons-and in discussing such things we are well advised to discard 
metaphorical phrases. What is the core of the problem that here presents 
itself? 

It is clear that we must not confuse it with another not less difficult 
problem, the problem of the changes of the national quality. A thousand or 
fifteen hundred years ago the Germans spoke a different language from that 
of today, but we should not think of saying, on that account, that German 
medieval culture was "dead." On the contrary we see in the German culture 
an uninterrupted evolutionary chain, stretching (without mentioning lost 
monuments of literature) from the "Heliand," and Otfried's Gospels to the 
present day. We do indeed say of the Pomeranians and Prussians, who in 
the ceurse of centuries have been assimilated by the Ge-ar: cd~nists,  that 
they have died out, yet we shall hardly maintain that as nations they grew 
"old." To carry through the simile one would have to talk of nations that 
had died young. We are not concerned with national transformation; our 
problem is different. Neither does the decay of states come into the question, 

309 for this phenomenon sometimes appears as a sequence to the aging nations 
and sometimes independently of it. The fall of the ancient state of Poland 
had nothing to do with any decay of Polish civilization or of the Polish 
people. It did not stop the social development of Poland. 

The facts which are present in practically all the examples brought forward 
of the aging of a culture are: a decline in population, a diminution of welfare, 
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and the decay of the towns. The historical significance of all these phenomena 
becomes clear as soon as we conceive of the aging of nations as the retrogres- 
sion of the social division of labour and of society. The decline of the ancient 
world for instance, was a social retrogression. The decline of the Roman 
Empire was only a result of the disintegration of ancient society which after 
reaching a high level of division of labour sank back into an almost moneyless 
economy. Thus towns were depopulated and thus, also, did the population 
of the countryside diminish and want and misery set in simply because an 
economic order working on a lower level in respect of the social division of 
labour is less productive. Technical skill was gradually lost, artistic talent 
decayed, scientific thought was slowly extingusihed. The word which most 
aptly describes this process is disintegration. The Classical culture died 
because Classical society retrogressed. 28 

The death of nations is the retrogression of the social relation, the ret- 
rogression of the division of labour. Whatever may have been the cause in 
individual cases, it has always been the cessation of the disposition to social 
co-operation which actually effected the decline. This may once have seemed 
D n  ;~onmpre~,er?s&~e r;,ddIe t= us, but n=.,t. that 5.l.e watch with ter;or the 
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process at work in our own experience we come nearer to understanding it, 
though we still fail to recognize the deepest, most ultimate causes of the 
change. 

It is the social spirit, the spirit of social co-operation, which forms, develops, 
and upholds societies. Once it is lost, the society falls apart again. The death 
of a nation is social retrogression, the decline from the division of labour to 
self-sufficiency. The social organism disintegrates into the cells from which 
it began. Man remains, but society dies.29 

  here is no evidence that social~evolution must move steadily upwards in 310 

a straight line. Social standstill and social retrogression are historical facts 
which we cannot ignore. World history is the graveyard of dead civilizations, 
and in India and Eastern Asia we see large-scale examples of civilization at 
a standstiii. 

Our literary and artistic cliques whose exaggerated opinion of their own 
trifling productions contrast so vividly with the modesty and self-criticism 
of the really great artists, say that it does not matter much whether economic 
evolution continues so long as inner culture is intensified. But all inner 
culture requires external means for its realization, and these external means 
can be attained only by economic effort. When the productivity of labour 

28 On the decline of Ancient Greek Civilization see Pareto, Les S y s t h e s  Socialistes (Paris, 1go2), Vol. 
I, pp. 155 ff. 
29 Izoulet, La Citfi rnoderne, pp. 488 ff. 
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decays through the retrogression of social co-operation the decay of inner 
culture follows. 

All the older civilizations were born and grew up without being fully 
conscious of the basic laws of cultural evolution and the significance of 
11- .1-1- . -  - C 1 - 1  ---A -- r-- T.- L 1 _ -  - C  ~ 1 -  _?.. 3 _ _ - _  1 - . I  1 1 -  - - -  
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had often to combat tendencies and movements inimical to civilization. Often 
they triumphed over these, but sooner or later they fell. They succumbed 
to the spirit of disintegration. Through the social philosophy of Liberalism 
men became conscious of the laws of social evolution for the first time, and 
for the first time clearly recognized the basis of civilization and cultural 
progress. Those were days when hopes for the future ran high. Unimagined 
vistas seemed to be opening up. But it was not to be. Liberalism had to meet 
the opposition of militaristic-nationalist and, above all, of socialist-communist 
doctrines which tended to bring about social dissolution. The nationalist 
theory calls itself organic, the socialist theory calls itself social, but in reality 
both are disorganizing and anti-social in their effect. 

Of all accusations against the system of Free Trade and Private Property, 
none is more foolish than the statement that it is anti-social and individual- 
istic and that it atomizes the body social. Trade does not disintegrate, as 
romantic enthusiasts for the autarky of small portions of the earth's surface 
assert; it unites. The division of labour is what first makes social ties: it is the 
social element pure and simple. Whoever advocates the economic self-suf- 
ficiency of nations and states, seeks to disintegrate the ecumenical society; 
whoever seeks to destroy the social division of labour within a nation by 
means of class war is anti-social. 

311 A decline of the ecumenical society, which has been slowly forming itself 
during the last two hundred years under the influence of the gradual ger- 
mination of the liberal idea, would be a world catastrophe absolutely without 
parallel in history as we know it. No nation would be spared. Who then 
wG-d!d tbte shattered 

8 

Private Property and Social Evolution 

The division of individuals into owners and non-owners is an outcome of 
the division of labour. 

The second great sociological achievement of Classical Political Economy 
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and the "individualistic" social theory of the eighteenth century was to 
recognize the social function of private property. From the older point of 
view property was always considered more or less a privilege of the Few, 
a raid upon the common stock, an institution regarded ethically as an evil, 
if sometimes as an inevitable one. Liberalism was the first to recognize that 
the social function of private ownership in the means of production is to put 
the goods into the hands of those who know best how to use them, into the 
hands, that is, of the most expert managers. Nothing therefore is more 
foreign to the essence of property than special privileges for special property 
and protection for special producers. Any kind of constraint such as exclusive 
rights and other privileges of producers, are apt to obstruct the working of 
the social function of property. Liberalism fights such institutions as vigor- 
ously as it opposes every attempt to limit the freedom of the worker. 

The owner takes nothing away from anyone. No one can say that he goes 
short because of another's abundance. It is flattering the envious instincts 
of the masses to give them a calculation of how much more the poor man 
would have to dispose of, if property were equally distributed. What is 
~vzrlooked is :he fact that the ~ o h i i i e  of prodrr~tl~ii and of the social income 
are not fixed and unchangeable but depend essentially upon the distribution 
of property. If this is interfered with, there is danger that property may fall 
into the hands of those not so competent to maintain it, those whose foresight 
is less, whose disposal of their means is less productive; this would necessarily 312 

reduce the amount The ideas of distributive Communism are 
atavistic, harking back to the times before social relations existed or reached 
their present stage of development, when the yield of production was cor- 
respondingly much lower. The landless man of an economic order based on 
production without exchange is quite logical in making the redistribution of 
fields the goal of his ambition. But the modern proletarian misunderstands 
the nature of social production when he hankers after a similar redistribution. 

Liberalism combats the socialist ideal of transferring the means of pro- 
duction to the hands of organized society with the argument that sociaiist 
production would give a lower yield. Against this the Socialism of the 
Hegelian school seeks to prove that the evolution of history leads inevitably 
to the abolition of private ownership in the means of production. 

3U "The laws, in creating property, have created wealth, but with respect to poverty, it is not the 
work of the laws-it is the primitive condition of the human race. The man who lives only from 
day to day, is precisely the man in a state of nature. . . . The laws, in creating property, have 
been benefactors to those who remain in the original poverty. They participate more or less in 
the pleasures, advantages and resources of civilized society," Bentham, Principles of the Civil Code, 
ed. Bowring (Edinburg, 1843). Vol. I, p. 309. 
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It was the view of Lassalle that "the course of all legal history consists, 
generally speaking, in an ever greater limitation of the property of the 
individual, and in placing more and more objects outside private ownership." 
The tendency to enlarge the freedom of property which is read into historical 
o x , n l , , + ; n n  L v WIULIUIL 1- ; c WLLJ nnl apparent. HGF~rexvrer m~dch tbne "idea = f  the increasipLrrl~r W Y  

rapid reduction of the sphere of private property as a principle working in 
the cultural and historical development of law could be held to be para- 
doxical," yet, according to Lassalle it survived the most detailed examination. 
Unfortunately Lassalle produced no details of the examination of this idea. 
According to his own words he "honoured it (the idea) with a few very 
superficial glances instead."31 Neither has anyone since Lassalle's time un- 
dertaken to provide a proof. But even if the attempt had been made, this fact 
would by no means have demonstrated the necessity of the development in 
question. The conceptual constructions of speculative jurisprudence steeped 
in the Hegelian spirit serve at best to exhibit historical tendencies of evolution 
in the past. That the evolutionary tendency thus discovered must necessarily 

313 continue to develop is a thoroughly arbitrary assumption. Only if it could 
be shown that the force behind evolution was still active would the hypo- 
thetical proof which is needed be adduced. The Hegelian Lassalle did nothing 
of the kind. For him, the matter is disposed of when he realizes "that this 
progressive reduction of the sphere of private property is based on nothing 
else than the positive development of human liberty."32 Having fitted his 
law of evolution into the great Hegelian scheme of historical evolution, he 
had done all that his school could ask. 

Marx saw the faults in the Hegelian scheme of evolution. He too holds it 
to be an indisputable truth that the course of history leads from private 
property to common property. But unlike Hegel and Lassalle he does not 
deal with the idea of property and the juristic concept of property. Private 
property "in its political-economic tendencies" is drifting towards its dis- 
solution, "but only by a development independent of it: of which it is 
unconscious, which is taking place against its will, and is conditioned by the 
nature of the question; only by creating the proletariat qua proletariat, the 
misery that is conscious of its spiritual and physical misery, the dehuman- 
ization that is conscious of its deh~manization."~~ Thus the doctrine of the 
class struggle is introduced as the driving element of historical evolution. 

31 Lassalle, Das System der emorbenen Rechte, 2nd ed. (Leipzig, z880), Vol. I, pp. 217 ff. 
" Lassalle, op. cit., Vol. I ,  pp. 222 ff. 
33 Marx, Die Heilige Familie. Aus dem literarischen Nachlass von Karl Marx, Friedrick Engels und 
Ferdinand Lassalle, ed. Mehring, Vol. I1 (Stuttgart, igoz), p. 132. Publisher's Note: In English, The 
Holy Family (Moscow: Foreign Language Publishing House, 1956). 
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Conflict as a Factor in Social Evolution 

The Cause of Social Evolution 

T he simplest way to depict the evolution of society is to show the distinction 314 

between two evolutionary tendencies which are related to each other in 
the same way as intension and extensinn: Society develops S I I ~ ~ P C ~ ~ V P ! ~  and 
objectively; subjectively by enlarging its membership, objectively by enlarging 
the aims of its activities. Originally confined to the narrowest circles of 
people, to immediate neighbours, the division of labour gradually becomes 
more general until eventually it includes all mankind. This process, still far 
from complete and never at any point in history completed, is finite. When 
all men on earth form a unitary system of division of labour, it will have 
reached its goal. Side by side with this extension of the social bond goes a 
process of intensification. Social action embraces more and more aims; the 
area in which the individual provides for his own consumption becomes 
constantly narrower. We need not pause at this stage to ask whether this 
process will eventually result in the specialization of all productive activity. 

Social development is always a collaboration for joint action; the social 
re!at;,onship always means peace, =ever war. D e ~ t h - d d h g  actions and war 
are anti-social.' All those theories which regard human progress as an out- 
come of conflicts between human groups have overlooked this truth. 

"La guerre est une dissociation." ("War is a breakdown of social cooperation.") See Novicow, La 
Critique du Daminisme Social (Paris, ig~o),  p. 124. See also the refutation of the struggle theories 
of Gumplowicz, Ratzenhofer, and Oppenheimer by Holsti, The Relation of War to the Origin of the 
State (Helsingfors, 1913)~ pp. 276 ff. 
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Darwinism 

The in&5+dua!'s f2te is determined GneTd+vroca!!;. by his Being. Ever7thin- 
J CL'AL'b 

that is has necessarily proceeded from his Becoming, and everything that 
315 will be results necessarily from that which is. The situation at any given 

moment is the consummation of h i s t ~ r y . ~  He who understood it completely 
would be able to foresee the whole future. For a long time it was thought 
necessary to exclude human volition and action from the determination of 
events, for the special significance of "imputationu-that thought-process 
peculiar to all rational action-had not been grasped. It was believed that 
causal explanation was incompatible with imputation. This is no longer so. 
Economics, the Philosophy of Law, and Ethics have cleared up the problem 
of imputation sufficiently to remove the old misunderstandings. 

If, to simplify our study, we analyse the unity we call the individual into 
certain complexes it must be clearly understood that only the heuristic value 
of the division can justify our doing so. Attempts to separate, according to 
external characteristics, what is essentially similar can never survive ultimate 
examination. Only subject to this admission can we proceed to group the 
determinants of individual life. 

That which man brings into the world at birth, the innate, we call racial 
inheritance or, for short, the race.3 The innate in man is the precipitate of the 
history of all his ancestors, their fate, and all their experiences. The life and 
fate of the individual do not start at birth, but stretch back into the infinite, 
unimaginable past. The descendant inherits from the ancestors; this fact is 
outside the sphere of the dispute over the inheritance of acquired charac- 
teristics. 

After birth, direct experience begins. The individual begins to be influenced 
by his environment. Together with what is innate, this influence produces 
the individual's Being in each moment of his life. The environment is natural 
in the form of soil, climate, nourishment, fauna, flora, in short, external 
natural surroundings. It is social in the shape of society. The social forces 
acting on the individual are language, his position in the process of work 
and exchange, ideology and the forces of compulsion: unrestrained and 
ordered coercion. The ordered organization of coercion we caIl the State. 

Taine, Histoire de la litttrature anglaise (Paris, 1863), Vol. I, p. xxv. 
Ibid., p. xxiii: "Ce qu'on appelle la race, ce sont ces dispositions inntes el htrtditaires que l'homme apporte 

avec lui d la lumikre." ("Race is the innate and hereditary characteristics and tendencies with which 
man is born. ") 
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Since Darwin we have been inclined to regard the dependence of human 
life on natural environment as a struggle against antagonistic forces. There 
was no objection to this as long as people did not transfer the figurative 316 

expression to a field where it was quite out of place and was bound to cause 
grave errors. When the formulas of Darwinism, which had sprung from 
ideas taken over by Biology from Social Science, reverted to Social Science, 
people forgot what the ideas had originally meant. Thus arose that mon- 
strosity, sociological Darwinism, which, ending in a romantic glorification 
of war and murder, was peculiarly responsible for the overshadowing of 
liberal ideas and for creating the mental atmosphere which led to the World 
War and the social struggles of today. 

It is well known that Darwin was under the influence of Malthus's Essay 
on the Principle of Population. But Malthus was far from believing struggle to 
be a necessary social institution. Even Darwin, when he speaks of the struggle 
for existence, does not always mean the destructive combat of living creatures, 
the life or death struggle for feeding places and females. He often uses the 
expression figuratively to show the dependence of living beings on each 
other and on their  surrounding^.^ It is a misunderstanding to take the phrase 
quite literally, for it is a metaphor. The confusion is worse confounded when 
people equate the struggle for existence with the war of extermination 
between human beings, and proceed to construct a social theory based on 
the necessity of struggle. 

The Malthusian Theory of Population is-what its critics, ignorant of 
sociology, always overlook-merely a part of the social theory of Liberalism. 
Only within such a framework can it be understood. The core of liberal social 
theory is the theory of the division of labour. Only side by side with this can 
one make use of the Law of Population to interpret social conditions. Society 
is the union of human beings for the better exploitation of the natural 
conditions of existence; in its very conception it abolishes the struggle between 
human beings and substitutes the mutual aid which provides the essential 
motive of all members united in an organism. Within the limits of society 
there is no struggle, only peace. Every struggle suspends in effect the social 
community. Society as a whole, as organism, does fight a struggle for 
existence against forces inimical to it. But inside, as far as society has absorbed 
individuals completely, there is only collaboration. For society is nothing but 
collaboration. Within modern society even war cannot break all social ties. 317 

Some remain, though Ioosened, in a war between states which acknowledge 
the binding force of International Law. Thus a fragment of peace survives 
even in wartime. 

Hertwig, Zur Abweh~  des ethischen, des sozialen und des politischen Daminismus, pp. 10 ff. 
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Private ownership in the means of production is the regulating principle 
which, within society, balances the limited means of subsistence at society's 
disposal with the less limited ability of the consumers to increase. By making 
the share in the social product which falls to each member of society depend 
on the product economically imputed to him, that is, to his labour and his 
proper&, the elimination 0; surplus human beings by the struggle for ex- 
istence, as it rages in the vegetable and animal kingdom, is replaced by a 
reduction in the birth-rate as a result of social forces. "Moral restraint," the 
limitations of offspring imposed by social positions, replaces the struggle for 
existence. 

In society there is no struggle for existence. It is a grave error to suppose 
that the logically developed social theory of liberalism could lead to any other 
conclusion. Certain isolated phrases in Malthus's essay, which might be 
interpreted otherwise, are easily accounted for by the fact that Malthus 
composed the original incomplete draft of his famous first work before he 
had completely absorbed the spirit of Classical Political Economy. As proof 
that his doctrine permits of no other interpretation, it may be pointed out 
:hat, befoie CJpeiicei and Darvt'in, - - -- - LL -- -LL -L  1 -- -:- - -- 11- - -%--- --I - 
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for existence (in the modem sense of the expression) as a principle active 
within human society. Darwinism first suggested the theories which regard 
the struggle of individuals, races, nations, and classes as the basic social 
element; and it was in Darwinism, which had originated in the intellectual 
circle of liberal social theory, that people now found weapons to fight the 
Liberalism they abhorred. In Darwin's hypothesis, long regarded as irrefut- 
able scientific fact, Mamism,j Racial Mystici~rn,~ and Nationalism found, as 
they believed, an unshakable foundation for their teachings. Modern Im- 
perialism especially relies on the catchwords coined by popular science out 
of Darwinism. 

318 The Darwinian--or more correctly, pseudo-Darwinian-social theories have 
never realized the main difficulty involved in applying to social relations 
their catchwords about the struggle for existence. In Nature it is individuals 
who struggle for existence. It is exceptional to find in Nature phenomena 
which could be interpreted as struggles between animal groups. There are, 
of course, the fights between groups of ants-though here we may be one 

Ferri, Sozialismus und moderne Wissenschaff, trans. Kurella (Leipzig, 18qg), pp. 65 ff. 
Gumplowicz, Der Rassenkampf (Innsbruck, 1883), p. 176. On Gumplowiu's dependence on 

Darwinism see Barth, Die Philosophie der Geschichte als Soziologie, p. 253. The "liberal" Darwinism 
is a badly thought out product of an epoch which could no longer grasp the meaning of the liberal 
social philosophy. 
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day obliged to adopt explanations very different from those hitherto ac- 
~ e p t e d . ~  A social theory that was founded on Darwinism would either come 
to the point of declaring that the war of all against all was the natural and 
necessary form of human intercourse, thus denying that any social bonds 
were possible; or it would have, on the one hand, to show why peace does 
and must reign within certain groups and yet, on the other, to prove that 
the principle of peaceful union which leads to the formation of these asso- 
ciations is ineffective beyond the circle of the group, so that the groups 
among themselves must struggle. This is precisely the rock on which all non- 
liberal social theories founder. If one recognizes a principle which results in 
the union of all Germans, all Dolichocephalics or all Proletarians and forms 
a special nation, race, or class out of individuals, then this principle cannot 
be proved to be effective only within the collective groups. The anti-liberal 
social theories skim over the problem by confining themselves to the as- 
sumption that the solidarity of interests within the groups is so self-evident 
as to be accepted without further discussion, and by taking pains only to 
prove the existence of the conflict of interests between groups and the 
necessity of conflict as the sole dynamic force of historical development. But 
if war is to be the father of all things, the fruitful source of historical progress, 
it is difficult to see why its fruitful activity should be restricted within states, 
nations, races, and classes. If Nature needs war, why not the war of all 
against all, why merely the war of all groups against all groups? The only 
theory which explains how peace is possible between individuals and how 
society grows out of individuals is the liberal social theory of the division of 
labour. But the acceptance of this theory makes it impossible to believe the 
enmity of collective groups to be necessary. If Brandenburgers and Hano- 
verians live in society peacefully side by side, why cannot Germans and 
Frenchmen do so too? 

Sociological Darwinism is unable to explain the phenomenon of the rise 319 

of society. It is not a social theory, but "a theory of un~ociability."~ 
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decades, is that people now begin to combat sociological Darwinism by 
pointing to examples of mutual aid (symbiosis) which, Biology has only lately 
discovered in the vegetable and animal kingdoms. Kropotkin, a defiant 
antagonist of liberal social theory, who never understood what he rejected 
and combated, found among animals the rudiments of social ties and set 
these up in opposition to conflict, contrasting the beneficial principle of 

Novicow, La Critique du Danoinisme Sociul, p. 45. 
Barth, Die Philosophie der Geschichte als Soziologie, p. 243. 
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mutual aid with the harmful principle of war-to-the-knife.9 Kammerer, a 
biologist enslaved by the ideas of Marxist Socialism, demonstrated that in 
addition to conflict the principle of aid dominates life in Nature.lo At this 
point Biology returns to its starting-point, Sociology. It hands back the 
principle of divided labour given it by Sndnlngy. It teaches Sncin!nuxr OJ nn.rthin~ -----' 0 

new, nothing essential that had not been included in the theory of the 
division of labour as defined by the despised Classical Political Economy. 

Conflict and Competition 

The social theories which are based on natural law start from the dogma 
that human beings are equal. Since all men are equal, they are supposed to 
have a natural claim to be treated as members of society with full rights, 
and, because everybody has a naturai right to h e ,  it wouid be a violation 
of right to try to take his life. Thus are formulated the postulates of the all- 
inclusiveness of society, of equality within society, and of peace. Liberal 
theory, on the other hand, deduces these principles from utility. To Liberalism 
the concepts man and social man are the same. Society welcomes as members 
all who can see the benefit of peace and social collaboration in work. It is to 

320 the personal advantage of every individual that he should be treated as a 
citizen with equal rights. But the man who, ignoring the advantages of 
peaceful collaboration, prefers to fight and refuses to fit himself into the 
social order, must be fought like a dangerous animal. It is necessary to take 
up this attitude against the anti-social criminal and savage tribes. Liberalism 
can approve of war only as a defence. For the rest it sees in war the anti- 
social principle by which social co-operation is annihilated. 

By confusing the fundamental difference between fighting and competi- 
tion, the anti-liberal social theories sought to discredit the liberal principle 
of peace. In the original sense of the word, "fight" means the conflict of men 
and animals in order to destroy each other. Man's social life begins with the 
overcoming of instincts and considerations which impel him to fight to the 

Kropotkin, Gegenseifige Hilfe in der Tier und Menschenwelf, German edition by Landauer (Leipzig, 
19081, PP 69 ff. 
lo Kammerer, Genossenschaften von Lebewesen auf Grund gegenseitiger Vorfeile (Stuttgart, 1913); Kam- 
merer, Allgemeine BioZogie (Stuttgart, 1915)~ p. 306; Kammerer, Einzeltod, Volkertod, biologische 
Unsferblichkeit (Vienna, 1918), pp. 29 ff. 
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death. History shows us a constant retreat from conflict as a form of human 
relations. Fights become less intense and less frequent. The defeated op- 
ponent is no longer destroyed; if society can find a way of absorbing him, 
his life is spared. Fighting itself is bound by rules and is thus somewhat 
mitigated. Nevertheless war and revolution remain the instruments of de- 
struction and annihilation. For this reason Liberalism never ceases to stress 
the fact that they are anti-social. 

It is merely a metaphor to call competition competitive war, or simply, 
war. The function of battle is destruction; of competition, construction. 
Economic competition provides that production shall be carried on in the 
most rational manner. Here, as everywhere else, its task is the selection of 
the best. It is a fundamental principle of social collaboration which cannot 
be thought out of the picture. Even a socialist community could not exist 
without it in some form, though it might be necessary to introduce it in the 
guise, say, of examinations. The efficiency of a socialist order of life would 
depend on its ability to make the competition sufficiently ruthless and keen 
to be properly selective. 

--- LL--- --:-L̂  -1 :--- - -1-:-I- - -  --- L -  
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phorical use of the word "fight" for competition. In the first place it is clear 
that enmity and conflict of interests exist between the opponents in a fight 
as they do between competitors. The hate which a small shopkeeper feels 
for his immediate competitor may be no less in degree than the hate which 
a Moslem inspired in a Montenegrin. But the feelings responsible for men's 
actions have no bearing on the social function of these actions. What the 
individual feels does not matter as long as the limits set by the social order 321 

inhibit his actions. 
The second point of comparison is found in the selective function of both 

fighting and competition. To what extent fighting is capable of making the 
best selection is open to question; later we shall show that many people 
ascribe anti-selective effects to wars and  revolution^.^^ But because they both 
fuifii a seiective function one must not forget that there is an essential 
difference between fighting and competition. 

The third point of comparison is sought in the consequences which defeat 
lays on the vanquished. People say that the vanquished are destroyed, not 
reflecting that they use the word destruction in the one case only figuratively. 
Whoever is defeated in fight is killed; in modern war, even where the surviving 
vanquished are spared, blood flows. People say that in the competitive 
struggle, economic lives are destroyed. This, however, merely means that 

See p. 290 of this work. 
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those who succumb are forced to seek in the structure of the social division 
of labour a position other than the one they would like to occupy. It does 
not by any means signify that they are to starve. In the capitalist society 
there is a place and bread for all. Its ability to expand provides sustenance 
L,.- --.--. -.--..Irm.. D#.- ..---+ :- --4 .-. 4*- I.....- -f l..-- n-.&&-l:m- 
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Fighting in the actual original sense of the word is anti-social. It renders 
co-operation, which is the basic element of the social relation, impossible 
among the fighters, and where the co-operation already exists, destroys it. 
Competition is an element of social collaboration, the ruling principle within 
the social body. Viewed sociologically, fighting and competition are extreme 
contrasts. 

The realization of this provides a criterion for judging all those theories 
which regard social evolution as a fight between conflicting groups. Class 
struggle, race conflicts, and national wars cannot be the constructive prin- 
ciple. No edifice will ever rise from a foundation of destruction and anni- 
hilation. 

National War 

The most important medium for social co-operation is language. Language 
322 bridges the chasm between individuals and only with its help can one man 

communicate to another something at least of what he is feeling. We need 
not discuss at this point the wider significance of language in relation to 
thought and will: how it conditions thought and will and how, without it, 
there could be no thought but only instinct, no will but only impulse.12 
Thn~ght alsn is a sndal yhennmennn; if is nnf the pmdud nf an isohfed 
mind but of the mutual stimulus of men who strive towards the same aims. 
The work of the solitary thinker, brooding in retirement over problems which 
few people trouble to consider, is talk too, is conversation with the residue 
of thought which generations of mental labour have deposited in language 
in everyday concepts, and in written tradition. Thought is bound up with 
speech. The thinker's conceptual edifice is built on the elements of language. 

The human mind works only in language; it is by the Word that it first 
breaks through from the obscurity of uncertainty and the vagueness of 

lZ Cohen, Ethik des reinen Willens (Berlin, igoq), pp. 183 ff. 
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instinct to such clarity as it can ever hope to attain. Thinking and that which 
is thought cannot be detached from the language to which they owe their 
origin. Some day we may get a universal language, but certainly not by 
means of the method employed by the inventors of Volapuk, Esperanto, and 
other similar devices. The difficulties of a universal language and of the 
mutual understanding of peoples are not to be solved by hatching out 
identical combinations of syllables for the terms of every day life and for use 
by those who speak without overmuch thinking. The untranslatable element 
in ideas, which vibrates in the words expressing them, is what separates 
languages quite as much as the variety of sounds in words, which can be 
transposed intact. If everyone, all the world over, used the same words for 
"waiter" and "doorstep" we should still not have bridged the gap between 
languages and nations. But suppose everything expressed in one language 
could be translated into other languages without losing anything in the 
process, we should then have achieved unity of language, even though we 
had not found identical sounds for the syllables. Different languages would 
then be only different tongues, and our inability to translate a word would ,.- ;--n,-ln & L o  A & h m - * m h 4  LA- --GA- &- --&:,.- 
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Until that day comes---and it is possible that it never will come--political 
friction is bound to arise among members of different nations living together 323 

with mixed languages, friction that may lead to serious political antagonism.I3 
Directly or indirectly, these disputes are responsible for the modern "hate" 
between nations, on which Imperialism is based. 

Imperialist theory simplifies its task when it limits itself to proving that 
conflicts between nations exist. To clinch its arguments it would have to 
show also that there is a solidarity of interests within the nations. The 
nationalist-imperialist doctrine made its appearance as a reaction against the 
ecumenical-solidarism of the Free Trade doctrine. At its advent the cosmo- 
politan idea of world-citizenship and the fraternity of the nations dominated 
men's minds. All that seemed necessary, therefore, was to prove that there 
were conflicting interests between the various nations. The fact, that aii the 
arguments it used to prove the incompatibility of national interests could 
with equal justification be used to prove the incompatibility of regional 
interests and finally even of the individual's personal interests, was quite 
overlooked. If the Germans suffer from consuming English cloth and Russian 
corn, the inhabitants of Berlin must, presumably, suffer from consuming 
Bavarian beer and Rhine wine. If it is not well to let the division of labour 
pass the frontiers of the state, it would no doubt be best in the end to return 

l3 See my Nation, Staat und Wirtschaft, pp. 31 ff. 
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to the self-sufficiency of the closed domestic economy. The slogan "Away 
with foreign goods!" would lead us, if we accepted all its implications, to 
abolish the division of labour altogether. For the principle that makes the 
international division of labour seem advantageous is precisely the principle 
which recemmends divisien ef labour in any circumstances. 

It is no accident, that of all nations the German people has least sense of 
national cohesion, and that among all European nations it was the last to 
understand the idea of a political union in which one state comprises all 
members of the nation. The idea of national union is a child of Liberalism, 
of free trade, and of laissez-faire. The German nation, of which important 
parts are living as minorities in areas settled by people of different tongues, 
was among the first to learn the disadvantages of nationalistic oppression. 
This experience led to a negative attitude to Liberalism. But without Liber- 
alism, it lacked the intellectual equipment necessary to overcome the regional 

324 particularism of separate groups. It is no accident that the sentiment of 
national cohesion is in no other people so strongly developed as among the 
Anglo-Saxons, the traditional home of Liberalism. 

Imperialists delude themselves fatally when they suppose it possible to 
strengthen the cohesion of members of a nation by rejecting cosmopolitanism. 
They overlook the fact that the basic anti-social element of their doctrine 
must, if logically applied, split up every community. 

Racial War 

Scientific knowledge of the innate qualities of man is still in its infancy. 
We cannot really say any more about the inherited characteristics of the 
individual than that some men are more gifted from birth than others. Where 
the difference between good and bad is to be sought we cannot say. We 
know that men differ in their physical and psychic qualities. We know that 
certain families, breeds, and groups of breeds reveal similar traits. We know 
that we are justified in differentiating between races and in speaking of the 
different racial qualities of individuals. But so far, attempts to find somatic 
characteristics of racial relationships have had no result. At one time it was 
thought that a racial characteristic had been discovered in the cranial index, 
but now it is clear that those relations between the cranial index and the 
psychic and mental qualities of the individual on which Lapouge's anthro- 
posociological school based its system do not exist. More recent measure- 
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ments have shown that long-headed men are not always blond, good, noble, 
and cultured, and that the short-headed are not always black, evil, common 
and uncultured. Amongst the most long-headed races are the Australian 
aborigines, the Eskimos, and the Kaffirs. Many of the greatest geniuses were 
round-heads. Kant's cranial index was 88.14 We have learnt that changes in 
the cranial index very probably can take place without racial mixtureas the 
result of the mode of life and geographical environment.15 

It is impossible to condemn too emphatically the procedure of the "race 32s 

experts." They set up criteria of race in an entirely uncritical spirit. More 
anxious to coin catchwords than to advance knowledge, they scoff at all the 
standards demanded by scientific thought. But the critics of such dilettantism 
take their job too lightly in directing their attention solely to the concrete 
form which individual writers give their theories and to the content of their 
statements about particular races, their physical characteristics and psychic 
qualities. Though Gobineau and Chamberlain's arbitrary and contradictory 
hypotheses are utterly without foundation and have been pooh-poohed as 
empty chimeras, there still remains a germ of the race theory which is 
independent of the specific differentiation between noble and ignoble - races. 

In Gobineau's theory the race is a beginning; originating in a special act 
of creation, it is fitted out with special qualities.16 The influence of environment 
is estimated to be low: mixture of races creates bastards, in whom the good 
hereditary qualities of the nobler races deteriorate or are lost. To contest the 
sociological importance of the race theories, however, it will not suffice to 
prove that this view is untenable, or to show that race is the outcome of an 
evolution that has proceeded under the most varied influences. This objection 
might be overruled by asserting that certain influences, operating over a long 
period, have bred one race or several, with specially favourable qualities, 
and that the members of these races had by means of these advantages 
obtained so long a lead that members of other races could not overtake them 
within a limited time. In its most modern variations the race theory does, 
in hrt, put fnrward arguments of this knd. It is necessary to study this form 
of the race theory and to ask how it stands in relation to the theory of social 
co-operation which has here been developed. 

We see at once that it contains nothing directly inimical to the doctrine of 

l4 Oppenheimer, "Die rassentheoretische Geschichtsphilosophie" in Verhandlungen des, Zweiten 
Deutschen Soziologerttages (Tiibingen, 1913)~ p. 106; also Hertz, Rasse und Kultur, 3rd ed. (Leipzig, 
1925), p. 37; Weidenreich, Rasse und Korperbau (Berlin, i927), pp. 133 ff. 
'5 Nystrom, iiber die Formenveranderungen des menschlichen Schiidels und deren Ursachen (Archiv fiir 
Anthropologie, Vol. XXVII, pp. 321 ff., 630 ff . ,  642). 
'Wppenheimer, "Die rassentheoretische Geschichtsphilosophie," pp. 110 ff. 
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the division of labour. The two are quite compatible. It may be assumed that 
races do differ in intelligence and will power, and that, this being so, they 
are very unequal in their ability to form society, and further that the better 
races distinguish themselves precisely by their special aptitude for strength- 
ening social co-operation. This hypothesis throws light on various aspects 
of social evoluti& not otherwise-easily comprehensible. It enables i s  to 

326 explain the development and regression of the social division of labour and 
the flowering and decline of civilizations. We leave it open whether the 
hypothesis itself and the hypothesis erected on it are tenable. At the moment 
this does not concern us. We are solely concerned to show that the race 
theory is easily compatible with our theory of social co-operation. 

When the race theory combats the natural law postulate of the equality 
and equal rights of all men, it does not affect the free trade argument of the 
liberal school. For Liberalism does not advocate the liberty of the workers 
for reasons of natural law but because it regards unfree labour-the failure 
to reward the labourer with the whole produce economically imputed to his 
labour, and the divorce of his income from the productivity of his labour- 
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arguments to refute free trade theory as to the effects of the expanding social 
division of labour. It may be admitted that the races differ in talent and 
character and that there is no hope of ever seeing those differences resolved. 
Still, free trade theory shows that even the more capable races derive an 
advantage from associating with the less capable and that social co-operation 
brings them the advantage of higher productivity in the total labour process.17 

The race theory begins to conflict with the liberal social theory at the point 
where it begins to preach the struggle between races. But it has no better 
arguments to advance in this connection than those of other militaristic social 
theories. The saying of Heraclitus "that war is the father of all things" 
remains unproven dogma. It, too, fails to demonstrate how the social struc- 
ture could have grown out of destruction and annihilation. Nay, the race 
theorists too-in so far as they try to judge unbiased and not simply to follow 
their sympathy for the ideology of militarism and conflict-have to admit 
that war has to be condemned precisely from the point of view of selection. 
Lapouge has pointed out that only in the case of primitive peoples does war 
lead to the selection of the stronger and more gifted, and that among civilized 
peoples it leads to a deterioration of the race by unfavourable selection.18 

l7 See p. 260. 
l8 "Chez les peuples modernes, la guerre et le militarisme sont de vhitables fltaux dont le rtsultat dtfinitif 
est de d@imer la race." ("For modem people, war and militarism are true calamities, of which the 
ultimate result is to debase the human race.") Lapouge, Les stlecfims sociales (Paris, 1896), p. 230. 
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The fit are more likely to be killed than the unfit, who are kept longer, if not 
altogether, away from the front. Those who survive the war find their power 327 

to produce healthy children impaired by the various injuries they have 
received in the fight. 

The results of the scientific study of races cannot in any way refute the 
liberal theory of social development. Rather they confirm it. The race theories 
of Gobineau and many others originated in the resentment of a defeated 
military and noble caste against bourgeois democracy and capitalist economy. 
For use in the daily politics of modern Imperialism they have taken a form 
which re-embodies old theories of violence and war. But their critical strictures 
are applicable only to the catchwords of the old natural law philosophy. They 
are irrelevant so far as Liberalism is concerned. Even the race theory cannot 
shake the assertion that civilization is a work of peaceful co-operation. 



CHAPTER 20 

The Clash of Class lnterests and the Class War 

1 

The Concept of Class and of Class Conflict 

t any given moment the position of the individual in the social economy 
328 A determines his relation to all other members of society. He is related 

to them in respect of exchange, as giver and receiver, as seller and buyer. 
His position in the society need not necessarily tie him down to one and the 
same activity. One man may be simultaneously landlord, wage-earner, and 
capitalist; another simultaneously entrepreneur, employee, and landlord; a 
third entrepreneur, capitalist, and landlord, etc. One may produce cheese 
and baskets and hire himself out occasionally as a day labourer. But even 
the situation of those who find themselves in approximately equal positions 
differs according to the special circumstances in which they appear on the 
market. Even as a buyer for his own consumption every man is situated 
differently from others according to his special needs. On the market there 
are always only single individuals. In a free economy the market permits the 
emergence of individual differences: it "atomizes" as is sometimes said- 
usually somewhat regretfully. Even Marx had to make a point of explaining 
that "As purchases and sales are made only between single individuals, it 
is not admissible to look to them for relations between whole social classes."l 

Marx, Das Kapital, Vol. I, p. 550. The passage from which the above quotation is taken was not 
in the first edition, published 1867 Marx first inserted it in the French version, published 1873, 
whence Engels took it over into the fourth German edition. Publisher's Note: p. 643 in the 
English translation. Masaryk, Die philosophischen und soziologischen Grundlagen des Marxismus (Vi- 
enna, 1899), p. 299, justly remarks that the alteration is presumably connected with the change 
Marx made in his theory in Vol. I11 of Das Kapital. It can be regarded as a recantation of the 
Marxist class theory. Significantly the third volume breaks off after a few sentences in the chapter 
headed "The Classes." In treating the problem of class Marx got only as far as setting up a dogma 
without proof, and no further. 
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If we use the term class to denote all those in approximately equal social 
positions, it is important to remember that the problem whether classes have 
any special importance in social life is not thereby solved. Schematization 
and classification per se have no cognitive value. The scientific significance 329 

of a concept arises out of its function in the theories to which it belongs; 
outside the context of these theories it is no more than an intellectual 
plaything. The usefulness of the class theory is not proved when it is pointed 
out that since men find themselves in different social positions, the existence 
of social classes is undeniable. What matters is not the social position of the 
individual but the significance of this position in the life of society. It has 
long been recognized that the contrast between rich and poor, like all eco- 
nomic contrasts, plays a great part in politics. Equally well known is the 
historical importance of differences in rank and caste, that is, differences in 
legal position, or inequality before the Law. Classical Political Economy did 
not contest this. But it undertook to show that all these contrasts derived 
from wrong political institutions. According to Classical Political Economy, 
correctly understood, the interests of individuals are never incompatible. 
Belief in conflicts of interest, which formerly was very important, really 
sprang from ignorance of the natural laws of social life. once men recognized 
that, rightly understood, all interests were identical, these issues would cease 
to influence political discussion. 

But Classical Political Economy, which taught the solidarity of interests, 
itself laid the foundation stone for a new theory of class conflict. The mer- 
cantilists had placed goods in the centre of economics, which in their eyes 
was a theory of objective wealth. It was the great achievement of the Classics 
in this respect that beside the goods they set up economic man. They thus 
prepared the way for modern Economics which puts man and his subjective 
valuations into the centre of its system. A system in which man and goods 
are placed, so to speak, on an equal footing falls inevitably into two parts, 
the one treating of the production of wealth, the other of its distribution. 
The more Economics becomes a strict science; a system of catallactics; the 
more this conception tends to recede. But the idea of distribution remains 
for a time. And this gives rise in turn to the idea of a division between the 
process of production and that of distribution. The goods are first produced, 
then distributed. However clear it is that, in the capitalist economy, pro- 
duction and "distribution" are indissolubly interconnected, this unhappy 
conception tends to confuse the issue.2 

On the history of the concept of distribution, see Cannan, A History of the Theories of Production 
and Distribution, pp. 183 H. 
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330 Such misunderstandings are indeed inevitable as soon as this term "dis- 
tribution" is adopted and the problem of imputation is considered as a 
problem of distribution. For such a theory of imputation or, to use a term 
corresponding more closely to the classic setting of the problem, a theory of 
income, must distinguish between the various categories of factors of qro- 
duction, though in fact the same fundamental principle of value formation 
are to be applied to all of them. "Laboui' is separated from "Capital" and 
from "Land." Nothing is easier in such a context, than to regard labourers, 
capitalists, and landowners as separate classes, as Ricardo first did in the 
preface to his Principles. The fact that the classic economists do not split up 
"profit" into its component parts, only increased this tendency and gave 
us the picture of society divided into three great classes. 

But Ricardo goes still further. By showing how "in different stages of 
societyv3 the proportions of the total produce which will be allotted to each 
of the three classes are different, he extends the class conflict to dynamics. 
His successors follow him here. And it is here that Mam steps in with the 
economic theory that he puts forward in Dus Kapital. In his earlier writings, 
especially in the introductory words of the Communist ~anifesto,  am stiii 
conceives class and class conflict in the old sense of a contrast in legal position 
and the size of fortune. The link between the two notions is provided by a 
view of modem industrial relations as the domination of capitalists over 
workers. But even in Das Kapital Mam does not delimit precisely the concept 
of class, although it is of fundamental importance for his theory. He does 
not define what class is, but limits himself to enumerating the "great classes" 
into which modern capitalist society is divided.4 Here he follows Ricardo's 
division, neglecting the fact that for Ricardo the division of classes is only 
of importance for the theory of catallactics. 

The success of the Marxist theory of class and class conflicts has been 
tremendous. Today the Marxian distinction of classes within society and the 
theory of the irreconcilable conflict between these classes is almost universallv 
accepted. Even those who desire, and work for, peace between classes db 
not as a rule contest the view that there are class contrasts and class struggles. 

331 But the concept of class remains as uncertain as before. For the followers of 
Mam, as for Mam himself, the concept corruscates in all the colours of the 
rainbow. 

If, following the system of Das Kapital, this concept is based on the classical 
division of the factors of production, then a classification that was invented 
only for purposes of the theory of exchange and is only justifiable there, is 

- 

Ricardo, Principles of Political Economy and Taxation, p. 5 .  
' Marx, Das Kapital, Vol. 111, Part 2, 3rd ed., p. 421. 
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transformed into the basis of general sociological knowledge. The fact is 
overlooked that the assembling of the factors of production into two, three 
or four large groups is merely a problem of the arrangement of economic 
theory, and that it can be valid within this context only. The classification 
of the factors of production is not a classification of men or groups of men, 
but of functions; the rationale of the division lies solely in the purpose of the 
theory of catallactics it is intended to serve. The separation of "Land for 
example, owes its special position to the Classical theory of ground-rent. 
According to this theory, land is that requisite of production which, under 
certain assumptions, can yield a rent. Similarly, the position of capital as the 
source of profit, and of labour as the source of wages, is due to the peculiarities 
of the classical system. In subsequent solutions of the problem of distribution 
which divided the "profit" of the classical school into entrepreneur's profit 
and interest on capital, the grouping of the factors of production was entirely 
different. In the modern imputation theory on the contrary, the grouping of 
the factors of production according to the scheme of the classical theory is 
no longer of any importance. What was formerly called the problem of 
distribution is now the problem of the formation of prices nf goods of higher 
orders. Only conservatism of scientific classification has tended to retain the 
old terminology. A grouping more in accordance with the spirit of imputation 
theory would have to proceed on an entirely different basis-for example, 
the separation of static and dynamic branches of income. 

But-and this is the essential point-in no system is the basis for the 
grouping of factors determined by their natural characteristics. It is the failure 
to perceive this that constitutes the gravest error of the theory of economic 
classes. This theory began by naively assuming an inner relation (created by 
natural economic conditions) between those factors of production which 
have been grouped together for analytical reasons. It constructs a uniform 
land, which can be used for at least all kinds of agriculture, and a uniform 332 

labour, which can work at anything. It makes a concession, an attempt to 
conform to rea!iv, when it bistingiishzs bevvt'eeii !and to be wed agi"lcii1- 
turally, land to be used for mining, and urban land, and when it differentiates 
between skilled and unskilled labour. But this concession does not improve 
matters. Skilled labour is just as much an abstraction as "labour" pure and 
simple, and agricultural land is just as much an abstraction as "land pure 
and simple. And-what is important here-they are abstractions which leave 
out just those characteristics essential to sociological study. When dealing 
with the peculiarities of price formation we may, in certain circumstances, 
be permitted to make the contrast between the three groups: land, capital, 
and labour. But this does not prove at all that such grouping is permissible 
when we are dealing with a quite different problem. 



The Clash of Class Interests and the Class War 

Estates and Classes 

The the or^ J ~f the class war cnnstant!y r ~ n f w e s  the n ~ f i o ~ l s  of Estate 
("Stand") and c1ass.j Estates were legal institutions, not economically deter- 
mined facts. Every man was born into an estate and generally remained in 
it until he died. All through life one possessed estate-membership, the quality 
of being a member of a certain estate. One was master or serf, freeman or 
slave, lord of the land or tied to it, patrician or plebeian, not because one 
occupied a certain position in economic life, but because one belonged to a 
certain estate. Admittedly the estates were in their origins an economic 

333 institution, in the sense that, like every social order, they had arisen ultimately 
from the need to safeguard social co-operation. But the social theory under- 
lying this institution was fundamentally different from the liberal theory, for 
human co-operation was conceived only as a "taking" by some and a "giving" 
by others. That the give and take could be mutual and all parties gain thereby 
was utterly incomprehensible to such a theory. A later epoch, seeking to 
justify the estate system which, in the light of the liberal ideas then slowly 
dawning in the world, had begun to appear unsocial and also unjust, based 
on a one-sided burdening of the lower orders, fabricated an artificial reci- 
procity in the relationship: the higher orders gave the lower protection, 
sustenance, the use of the land, and so on. But the very existence of this 
doctrine reveals that the decay of the estate ideology had already begun. 
Such ideas were alien to the institution in its heyday, when the relationship 
was frankly one of violence, as may be clearly seen in the first essential 
distinction drawn by estate-the distinction between free and unfree. The 
reason why the slave looked on slavery as natural, resigning himself to his 
lot instead of continuing to rebel and run away as long as there was breath 

Cunow, DieMarxsche Geschichts-,Gesellschafts-und Staatstheorie, Vol. I1 (Berlin, 1921), pp. 61 ff., tried 
to protect Mam from the accusation that he has mixed up the concepts class and estate. But his 
own remarks and the passages he quotes from Marx and Engels show how justified is this 
accusation. Read, for example, the first six paragraphs of the first part of the Communist Manifesto, 
headed "Bourgeois and Proletarians" and you will be convinced that there at least the expressions 
"Stand" and class are used indiscriminately. We have already said that when, later on in London, 
Marx became familiar with the Ricardian system, he separated his concept class from the concept 
"stand" and connected it with the three factors of production of the Ricardian system. But he 
never developed this new concept of class. Neither has Engels or any other Marxist tried to show 
what really welds the competitorsfor these are the people of whom the "uniformity of incomes 
and of sources of incomes" makes a conceptual unit-into a class inspired by the same special 
interests. 
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in his body, was not that he believed slavery to be a just institution, equally 
advantageous to master and slave, but simply that he did not want to 
endanger his life by insubordination. 

By stressing the historical role of slavery it has been sought to refute the 
liberal view of subjection and of the institution of the estate also. Slavery 
was said to mark an advance in civilization, when men taken in battle were 
enslaved instead of being killed. Without slavery a society dividing labour, 
in which trades are separated from primary production, could not have 
developed until all free soil had been disposed of; for everyone would have 
preferred to be free master of his own land rather than a landless worker on 
raw materials produced by others, let alone a propertyless labourer on 
someone else's land. On this view slavery has an historical justification, as 
higher civilization is inconceivable without the division of labour which gives 
part of the population a life of leisure, freed from common worries over daily 
bread.6 

It is only for those who study history with the eyes of the moralist that the 
question of whether an historical institution can be justified or not can arise 
at all. The fact that it has appeared in history shows that forces were active 
to bring it about. The only question that can be asked scientifically is whether 334 

the institution actually fulfilled the function ascribed to it. In this instance 
the answer is definitely in the negative. Slavery did not prepare the way for 
division of labour. On the contrary it blocked the way. Indeed modern 
industrial society, with its highly developed division of labour, could not 
begin to grow until slavery had been abolished. Free, ownerless land has 
continued to exist for settlement without preventing the rise of special trades 
or of a class of free wage earners. For the free land had first to be made 
cultivable. Before it yielded its fruits it needed stock and improvements. 
Often in its fertility and nearly always in its situation, it was worse than land 
already under cultivation.' Private ownership in the means of production is 
the only necessary condition for the extensive development of the division 
~f !ab=ur. The ens!avement of the worker was m t  necessary' to create it. 

In the relation between estates, two types are characteristic. One is the 
relation between feudal lord and the cultivator. The feudal lord stands quite 
outside the process of production. He appears on the stage only when the 
crop has been harvested and the process of production has been completed. 
Then he takes his share. To understand the nature of this relationship we 

"agehot, Physics and Politics (London, 1872), pp. 71 ff .  
Even today there is plenty of ownerless land which anyone who wishes can appropriate. Yet 

the European proletarian does not migrate to the interior of Africa or Brazil, but remains a wage 
labourer at home. 
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do not need to know whether it originated in the subjection of formerly free 
peasants or in the settlement of people on land owned by the lord. The one 
relevant fact is that the relationship is outside production and cannot, there- 
fore, be dissolved through an economic process, such as commutation of 
rent and tithes by the cultivator. As soon as the rent is commutable it ceases 
to be a dependent relationship and becomes a property right. The second 
typical relation is that of master to slave. Here the master demands labour, 
not goods, and receives what he demands without any counterservice to the 
slave. For giving food, clothing, and shelter is not a counterservice, but a 
necessary expenditure unless he is to lose the slave's labour. Under the 
strictly developed institution of slavery the slave is fed only so long as his 
labour brings in a surplus over his subsistence costs. 

Nothing is less reasonable than to compare these two relationships with 
that of entrepreneur and worker in a free economy. Historically, free wage 

335 labour grew to a certain extent out of the labour of slaves and serfs, and it 
was a long time before it cast off all trace of its origin and became what it 
is in the capitalist economy. But it is a complete misunderstanding of the 
capitaiist economy to equate economicaiiy pee labour for wages with the 
work done by the unfree. One may draw sociological comparisons between 
the two systems. For both involve division of labour and social co-operation, 
and in this reveal common features. But sociological study must not overlook 
the fact that the economic character of the two systems is quite different. 
Analysis of the economic character of free labour with arguments derived 
from the study of slave labour is bound to be worthless. The free worker 
receives in wages what is economically imputed to his labour. The slave 
owner expends the same amount-by providing for the sustenance of the 
slave and by paying the slave dealer a price for the slave that corresponds 
to the present value of the amounts by which the wages of free labour are 
or would be higher than the slave's sustenance costs. The surplus of the 
wages of labour over the workers' sustenance costs thus goes - to the man 
who transforms free men into slaves-to the slave hunter, not to the slave 
dealer or the slave owner. These two do not derive any specific income in 
the slave economy. It is clear, therefore, that anyone who tries to support 
the exploitation theory by referring to conditions of a slave economy com- 
pletely misunderstands the p r~b lem.~  

"The source of the slave owner's profits," says Lexis (in discussing Wicksell's "Uber Wert, 
Kapital, und Rente" in Schmoller's Jahrbuch, Vol. X I X ,  pp. 335 ff.) "is unmistakable, and this is 
probably still true of the 'sweater.' In the normal relationship between entrepreneur and worker 
there is no such exploitation, but rather an economic dependence on the part of the worker, 
which undeniably influences the distribution of the produce of labour. The propertyless worker 
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In a society divided into estates all members of the estates who lack 
complete rights before the law have one interest in common with other 336 

members: they struggle to improve the legal position of their estate. All who 
are bound to the soil strive to have the burden of rent lightened; all slaves 
strive for freedom, that is, for a condition under which they can use their 
labour for themselves. The community of interest of all the members of an 
estate is stronger, the less the individual is able to raise himself above the 
legal sphere of his estate. It does not matter very much here that in some 
rare cases, especially gifted individuals, aided by happy accidents, are able 
to rise into higher estates. No mass movements are born of the unsatisfied 
wishes and hopes of isolated individuals. Desire to renew their own strength 
rather than a wish to smother social discontent is what causes the privileged 
estates to clear the way for the rise of the talented. Gifted individuals who 
have been prevented from rising can become dangerous only if their call to 
violent action finds an echo in wide strata of discontented men. 

Class War 

The settlement of particular conflicts between estates could not remove 
the distinction between estates, as long as the idea of dividing society in this 
way remained. Even when the oppressed shook off the yoke, all differences 
in status were not abolished. Liberalism alone could overcome the funda- 
mental conflict of estates. It did so by abolishing slavery-on the ground 
that free labour was more productive than unfree-and by proclaiming 

must absolutely procure 'present goods' for himself; otherwise he dies. He can generally realize 
his labour only by collaborating in the prduction of 'future goods.' But this is not the decisive 
factor, for even though he produces, like the baker's labourer, a commodity to be consumed on 
the day of its production, yet his share in the yield is conditioned by the circumstances disad- 
vantageous to him, that he cannot make an independent use of his labour, but is forced to sell 
it against more or less sufficient means of life, renouncing his claim to its product. These are 
trivial propositions, but I believe that they will always have a convincing force for unprejudiced 
observers because of their direct self-evidence." One agrees with Bohm-Bawerk, Einige strittige 
Fragen der Kapitalstheorie (Vienna and Leipzig, igoo), p. 112; and Engels, Preface to the third 
volume of Das Kapital, p. xii, that in these ideas, which, by the way, only reproduce the views 
dominant in German "Popular Economics," is to be found a recognition dressed up in careful 
words, of the socialist theory of exploitation. The economic fallacies of the exploitation theory are 
nowhere exposed more clearly than in this attempt of Lexis to find a basis for it. Publisher's Note: 
The reference to page xii in the Engels citation is in Vol. 111, pp. 19-21 of the English translation. 
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freedom of movement and choice of occupation as the fundamental desiderata 
of a rational policy. Nothing exposes more clearly the inability of anti-lib- 
eralism to grasp the historical significance of Liberalism than its attempt to 
represent this achievement as the product of special group "interests." 

!n the struggk h e t ~ e e n  estates a!! members of an  estate s tand +noo+hor --aLubL 

because they have a common aim. However much their interests otherwise 
diverge they meet on this one ground. They want a better legal position for 
their estate. Economic advantages usually accompany this, for the reason 
why legal differences are maintained between estates is precisely that they 
confer economic advantages on some to the economic prejudice of others. 

337 But the "class" of the theory of the class-war is a different matter altogether. 
The theory of irreconcilable class conflict is illogical when it stops short at 
dividing society into three or four large classes. Carried to its logical conclu- 
sions, the theory would have to go on dissolving society into groups of 
interests till it reached groups whose members fulfilled precisely the same 
function. It is not enough to separate owners into landowners and capitalists. 
The differentiation must proceed until it reaches such groups as cotton 
spinners who manufacture the same count of yarn, or the manufacturers of 
black kid leather, or the brewers of light beer. Such groups have, it is true, 
one common interest as against the mass of others: they are vitally interested 
in the favourable sale of their products. But this common interest is narrowly 
limited. In a free economy a singIe branch of production cannot in the long 
run obtain more than an average profit and cannot, on the other hand, work 
at a loss. The common interest of members of a trade does not extend, 
therefore, beyond the trend of the market within a limited space of time. For 
the rest, competition, not immediate solidarity of interest, operates between 
them. This competition is suspended by special interests only when economic 
liberty is limited in some way. But if the scheme is to retain its usefulness 
for the critique of the theory of the solidarity of class interests, evidence must 
be produced that this competition is suspended under a free economy. The 
class struggle theory cannot be proved to be sound by a reference to the 
common interests of landowners as being in conflict with the urban popu- 
lation on tariff policy, or to the conflict between landowners and town 
dwellers on the matter of political government. Liberal theory does not deny 
that state interference in trade creates special interests, nor that by this means 
particular groups can extract privileges for themselves. It merely says that 
such special favours, when they are exceptional privileges of small groups, 
lead to violent political conflict, to revolts of the non-privileged many against 
the privileged few, which by constantly disturbing the peace, hold up social 
development. It explains further that where these special privileges constitute 
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a general rule, they injure everyone, for they take on the one hand what 
they give on the other, and leave behind, as a permanent result, only a 
general decline in the productivity of labour. 

In the long run the community of interests among the members of a group 
and the contrast between their interests of other groups arise always from 
limitations of the right of ownership, of the freedom of trade, of the choice 338 

of occupation. Only in the short run can they arise from the condition of the 
market as such. But if among the groups whose members occupy the same 
position in the economy there is no community of interest which would place 
them in opposition to all other groups, there can certainly be no such 
community within the larger groups whose members occupy not the same 
but merely a similar position. If there is no community of special interests 
between the cotton-spinners among themselves, neither is there any within 
the cotton industry or between the spinners and the machine makers. Be- 
tween spinner and weaver, machine maker and machine user, the direct 
contrast of interests is as marked as it can possibly be. A community of 
interests exists only where competition is ruled out, for example, between 
the owners of land of a certain quality or situation 

The theory that the population is divided into three or four large groups, 
each with a common interest, errs in regarding land owners as a class with 
unitary interests. No special common interest unites the owners of arable 
land, of forests, of vineyards, of mines, or of urban real estate, unless it be 
that they defend the right of private property in land. But that is not the 
special interest of the owners. Whoever has recognized the significance of 
private ownership in the means of production must, whether he possesses 
property or not, advocate the principle in his own as well as the owner's 
interest. Landowners have genuine special interests only where the liberty 
of acquiring property and of trading has been limited. 

There are no common interests among labourers either. Homogeneous 
labour is as non-existent as the universal worker. The work of the spinner 
is different f rom the work of the miner and the work of the doctor. The 
theorists of Socialism and of irreconcilable class conflict talk as though there 
was some kind of abstract labour which everyone was qualified to perform 
and as though skilled labour hardly came into the question. In reality no 
such "absolute" labour exists. Nor is unskilled labour homogeneous. A 
scavenger is different from a porter. Moreover the role of unskilled labour 
is much smaller, considered purely numericalIy, than orthodox class theory 
assumes. 

In deducing the laws of the theory of imputation we are justified in 
speaking simply of " land and "labour." For from this point all goods of the 
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higher order are significant only as economic objects. The reason for sim- 
339 plifying the infinite variety of goods of higher orders into a few large groups 

is convenience in working out the theory which is of course directed towards 
a definite aim. It is often complained that economic theory works with 
abstractions; h ~ f  precisely fhne who make this comp!aif.t themselves fnr-+ uL h" 

that the concepts "labour" and "worker," "capital" and "capitalist," and so 
on, are abstract; and do not hesitate to transplant the "worker" of theoretical 
Economics into a picture of what is supposed to be actual social life. 

The members of a class are competitors. If the number of workers dimin- 
ishes, and if the marginal productivity of labour grows accordingly, wages 
rise, and with them the income and standard of living of the worker. Trade 
unions cannot alter this. When they, who were supposed to be called into 
being to fight the entrepreneurs, close their membership like guilds, they 
implicitly recognize the fact. 

Competition operates among the workers when they compete for higher 
positions and for promotion to higher ranks. Members of other classes can 
afford to remain indifferent as to the precise persons who are numbered 
among the relative minority which rises from the iower to the higher strata, 
so Iong as these are the most capable. But for the workers themselves this 
is an important matter. Each is in competition with the others. Of course 
each is interested to see that every other foreman's job shall be occupied by 
the most suitable man and the best. But each is anxious that that one job 
which comes within his reach shall fall to him, even though he is not the 
most suitable man for the job; and the advantage to him outweighs the 
fraction of the general disadvantages which may eventually also come his 
way. 

The theory of the solidarity of the interests of all members of society is the 
only theory which shows how society is possible; and if it is dropped, the 
social unity dissolves not only into classes, but into individuals confronting 
each other as opponents. Conflict between individual interests is overcome 
in society but k t  in the class. Society knows no components other than 
individuals. The class united by a community of special interests does not 
exist; it is the invention of a theory incompletely articulated. The more 
complicated society is, and the further differentiation has progressed within 
it, so much the more numerous are the groups of persons similarly placed 
within the social organism; though necessarily, the number of members in 
each group diminishes as the number of groups increase. The fact that the 

340 members of each group have certain immediate interest in common does 
not, of itself, create universal equality of interests between them. The equality 
of position makes them competitors, not people with common aspirations. 
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Nor can any absolute community of interests arise from the incomplete 
similarity between the positions of allied groups. As far as their positions are 
similar, competition will operate between them. 

The interests of all cotton mill owners may run parallel in certain directions, 
but in so far as this is the case, the more are they competitors among 
themselves. In other respects only those owners of mills who produce the 
same count of yarn will be in exactly parallel positions. Here again to this 
extent they are in competition with each other. In other respects however, 
the common interests are similar over a much wider field; they may comprise 
all workers in the cotton industry, then, again, all cotton producers, including 
planters and workers, or further, all industrialists of any kind, etc.: the 
grouping varies perpetually according to the aim and interests to be pursued. 
But complete similarity there is rare, and where it does exist, it leads not 
only to common interests vis-a-vis third parties but, simultaneously, to com- 
petition between the parties within the group. 

A theory which made all social development proceed from class struggles 
would have to show that the position of each individual in the social organism 
~ 2 s  uEq~iv~ca!ly determined by his class psitien, ,hat is, hv hic rnprn- 

-I "" "'-"' 

bership of a certain class and the relation of this class to other classes. The 
fad that in all political struggles certain social groups are in conflict with 
each other is by no means a proof of this theory. To be correct it must be 
capable of demonstrating that the grouping is necessarily directed into a 
certain path and cannot be influenced by ideologies which are independent 
of the class position; that the way in which the smaller groups combine to 
form larger groups, and these again form classes which divide the whole of 
society, is not a way of compromises and alliances formed for temporary co- 
operation but results from facts created by social necessities, from an une- 
quivocal community of interests. 

Let us consider, for example, the different elements of which an Agrarian 
Party is composed. In Austria, the wine-growers, the cereal-growers, and 
L t ^  ^ ~ ^ ^ 1 <  l-.^^A^-.^ ---- L^ 
LIK >LVCK-VI~XU~~> UL& io form a commoii party. h i  ii certainly cannot be 
asserted that similarity of interest has brought them together. For each of 
these three groups has different interests. The fusion with a view to securing 
certain protective policies is a compromise between conflicting interests. 341 

Such a compromise is, however, only possible on the basis of an ideology 
that goes beyond the interests of the class. The class interest of each of these 
three groups is opposed to that of the other groups. They can meet only by 
setting certain special interests wholly or partly aside, though they do this 
so as to fight all the more effectively for other special interests. 

It is the same with the workers, who are contrasted with the owners of 
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the means of production. The special interests of the separate workers' 
groups are also not unitary. They have quite different interests according to 
the knowledge and skill of their members. It is certaintly not in virtue of its 
class position that the proletariat is that homogeneous class the socialist 
nnrtips imaoinp jt to he. &&7 ~ d h ~ r ~ n r ~  the so&!ist i d e ~ l q y ,  which r -- ---- --- 0-- -- J -----"" 
obliges every individual and every group to give up his or its special interests, 
brings it about that it is so. The daily work of the trade unions consists 
precisely in effecting compromises between these conflicts of in te re~ t .~  

Coalitions and alliances between group interests, other than existing co- 
alitions and alliances, are always possible. And those which actually exist 
depend on the ideology, not on the class position, of the groups. Political aims, 
not identity of interests, is what determines the coherence of the group. The 
community of special interests is always restricted to a narrow field and is 
obliterated or counter-vailed by the conflict of other special interests, unless 
a certain ideology makes the community of interests seem stronger than the 
conflict of interests. 

The community of class interests does not exist independently of class 
consciousness, and ciass consciousness is not merely additional to a corn- 
munity of special interests; it creates such a community. The proletarians are 
not a special group within the framework of modern society, whose attitude 
is unequivocally determined by their class position. Individuals are brought 
together for common political action by the socialist ideology; the unity of 
the proletariat comes, not from its class position, but from the ideology of 
the class-war. As a class the proletariat does not exist before Socialism: the 

,342 socialist idea first created it by combining certain individuals to attain a 
certain political end. There is nothing in Socialism which makes it especially 
appropriate to forwarding the real interests of the proletarian classes. 

In principle class ideology is no different from national ideology. In fact 
there is no contrast between the interests of particular nations and races. It 
is national ideology -., which first creates the belief in special interests and turns 
nations into special groups which fight each other. Nationalist ideology 
divides society vertically; the socialist ideology divides society horizontally. 
In this sense the two are mutually exclusive. Sometimes the one has the 
upper hand, sometimes the other. In Germany in 1914 the nationalist ideology 
shouldered the socialist ideology into the background-and suddenly there 

9 Even the Communist Manifesto has to admit: "The organization of the proletarians into a class, 
and thus into a political party, is ever and again broken up by competition among the workers 
themselves." (Marx and Engels: Das Kommunistische Manifest, p. 30). See also Marx, Das Elend der 
Philosophie, 8th ed. (Stuttgart, 192o), p. 161. Publisher's Note: pp. 165-166 in the English edition of 
The Poverty of Philosophy. 
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was a nationalist united front. In 1918 the socialist triumphed over the 
nationalist. 

In a free society no classes are separated by irreconcilably contrasted 
interests. Society is the solidarity of interests. The union of special groups 
has always as its safe aim the destruction of this cohesion. Its aim is anti- 
social. The special community of proletarian interests extends only so far as 
they pursue one aim-to break up society. It is the same with the special 
community of interests which is supposed to exist for a whole nation. 

Because Marxian theory does not define its notion of class more closely, 
people have been able to use it for the expression of the most diverse ideas. 
When they define the decisive conflict as that between owners and non- 
owners, or between urban and rural interests, or between burgeois, peasant, 
and worker; when they speak of the interests of "armament capital," of 
"alcohol capital," of "finance capital";1° when at one moment they talk about 
the Glorious International and in the next breath explain that Imperialism 
is due to the conflicts of capital, it is easy to see that these are the merest 
catchwords of the demagogue, devoid of any real sociological interest. Thus 
in its mnst fundamental contentions Marxism- has never riser! above the level 
of a doctrine for the soap box orator.'l 

The Forms of Class War 

The total national product is divided into wages, rent, interest, and profits. 
All economic theory considers it definitely settled that this division proceeds, 
not according to the non-economic power of the individual classes, but 
according to the importance which the market imputes to individual factors 
,C,,,.l..,s:,, Pl- , , : , , l  D,l:~:,, l  C,,,,,,. ,,A cL,- , i l , , ,  LL,,,, ,L-,,,:,,l 
UI PI UUUCLIUI L.  L I ~ ~ I C ~ I ~  ulluCal LLUILUII LY a1 LU LI LC IILUUCIL L LILCUIY u1 I l l a l p  la1 

value agree in this. Even Mamian doctrine, which has borrowed its theory 
of distribution from classical theory, agrees. By deducing in this way the 
laws according to which the value of labour is determined, it, too, sets up 
a theory of distribution in which economic elements alone are decisive. The 

:fl At which point people quite illogically overlook the fact that the wage-earner too is interested 
in the prosperity of the branch of production and of the plant in which he is engaged. 
" Even Cunow, Die Marxsche Geschichts-, Gesellschafts-und Sfaafsfheorie, Vol. 11, p. 53, in his uncritical 
Marx apology has to admit that Marx and Engels in their political writings speak not only of the 
three main classes but differentiate between a whole series of minor and side classes. 
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Mamian theory of distribution seems to us full of contradictions and ab- 
surdities. Nevertheless it is an attempt to find a purely economic explanation 
for the way in which the prices of the factors of production are formed. Later 
on, when Marx was moved for political reasons to recognize the advantages 
ef the trade mien mevernent, he did make certain dight cmcessims m this 
point. But the fact that he stuck to his system of economics shows that these 
were only concessions which left his fundamental views untouched. 

If we were to describe as a "struggle" the effort of all parties on the market 
to get the best price obtainable, then we might say that there is a constant 
war of each against each throughout economic life; but not by any means 
that there is a class-war. The fight is not between class and class but between 
individuals. When groups of competitors come together for joint action, class 
does not confront class, but group opposes group. What a single workers' 
group has obtained for itself does not benefit all workers; the interests of the 
workers of different branches of production are as conflicting as those of 
entrepreneurs and workers. When it speaks of class war, socialist theory 
cannot have in mind this opposition of the interests of buyers and sellers in 
the market.12 What it means by class war takes place outside economic life, 
though as a result of economic motives. When it considers the class war as 
being analogous to the war between estates it can only refer to a political 

344 fight which takes place outside the market. After all this was the only kind 
of conflict possible between masters and slaves, landowners and serfs; on 
the market they had no dealings with each other. 

But Marxism goes beyond this. It assumes it to be self-evident that only 
the owners are interested in maintaining private ownership in the means of 
production, that the proletarians have the contrary interest, and that both 
know their interests and act accordingly. We have already seen that this view 
is acceptable only if we are prepared to swallow the Mamian theory whole. 
Private ownership in the means of production serves equally the interests 
of owners and non-owners. It is certainly by no means true that the members 
of the two great classes into which according to Marxian theory society is 
divided, are naturally conscious of their interest in the class struggle. The 
Marxians had to work hard to awaken the class consciousness of the workers, 
that is, to make the workers support Mamian plans for the socialization of 
property. What joins the workers for co-operative action against the bourgeois 
class is precisely the theory of irreconcilable class conflict. Class conscious- 
ness, created by the ideology of the class conflict, is the essence of the 
struggle, and not vice versa. The idea created the class, not the class the 
idea. 

IZ See Marx's words quoted on p. 292. 



Class War  as a Factor in Evolution 307 

The weapons of the class struggle are no more economic than its origins. 
Strikes, sabbotage, violent action and terrorism of every kind are not economic 
means. They are destructive means, designed to interrupt the movement of 
economic life. They are weapons of war which must inevitably lead to the 
destruction of society. 

Class War as a Factor in Social Evolution 

From the theory of the class-war, Marxians argue that the socialist order 
of society is the inevitable future of the human race. In any society based on 
private property, says Marxism, there must of necessity be an irreconcilable 
conflict between the interests of separate classes: exploiters oppose the 
exploited. This contrast of interests, it is assumed, determines the historical 
position of the ciasses; it prescribes the policy they must follow. Thus history 
becomes a chain of class struggles, until finally, in the modern proletariat, 
there appears a class which can free itself from class rule only by abolishing 345 

all class conflicts and all exploitation generally. 
The Marxist theory of class war has extended its influence far beyond 

socialist circles. That the liberal theory of the solidarity of the ultimate interests 
of all members of society has been thrust into the background was, of course, 
not due to this theory only, but also to the revival of imperialist and pro- 
tectionist ideas. But as the liberal idea lost its glamour, the fascinations of 
the Mamian promises were bound to be more widely felt. For it has one 
thing in common with the liberal theory which the other anti-liberal theories 
lack: it affirms the possibility of social life. All other theories which deny the 
solidarity of interests deny also by implications social life itself. Whoever 
argues with the nationalists, the race dogmatists, and even the protectionists, 
that the conflict of interests between nations and races cannot be reconciled, 
denies the possibility of peaceful co-operation between nations and thereby 
the possibility of international organization. Those who, with the implacable 
champions of peasant or petty bourgeois interests, consider the unflinching 
pursuit of class interests as the essence of politics, would be only logical if 
they were to deny all advantages of social co-operation. Compared with 
these theories, which necessarily lead to very pessimistic views of the future 
of society, Socialism seems to be an optimistic doctrine. At least for the 
desired coming social order, it claims the solidarity of the interests of all 
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members of society. The desire for a philosophy, which does not altogether 
deny the advantages of social co-operation is so intensive, that many people 
have been driven into the arms of Socialism who would otherwise have 
avoided it altogether. The only oasis they find in the desert of anti-liberal 
thenries is %ridism. 

But in their readiness to accept the Marxian dogmas, such people overlook 
the fact that its promise of a classless future for society rests entirely on the 
assertion, presented as irrefutable, that the productivity of socialistically 
organized labour would be higher-indeed, limitless. The argument is well 
known: "The possibility of giving all members of society, by social production, 
an existence which shall be not merely materially adequate, increasing in 
wealth from day to day, but which shall guarantee them also the complete 
freedom to develop and practice their physical and mental abilities-this 
possibility now exists for the first time, but it exists."lVrivate ownership in 

346 the means of production is the Red Sea which bars our path to this Promised 
Land of general well-being. From being an "evolutionary form of the forces 
of production" it became their "chains."I4 The liberation of the productive 
forces from the shackles of capitalism is the "sole presupposition to an 
uninterrupted development at an ever-increasing pace of the productive 
forces and, thus, to a practically unlimited increase in production itself."15 
"As the development of modern technique makes possible a sufficient, even 
abundant, satisfaction of wants for all, on condition that production is 
directed economically by and for the country, the class conflict now appears, 
for the first time, not as a condition of social development but as the obstacle 
to its conscious and planned organization. In the light of this knowledge the 
class interest of the oppressed proletarians is directed towards abolishing all 
class interests and setting up a classless society. The old, apparently eternal 
law of the class struggle practically necessitates by its own logic, by the 
interest of the last and most numerous class-the proletariat-the abolition 
of all class contrasts and the creation of a society in which interests are 
unitary and which is humanly ~ol idary ."~~ Ultimately, therefore, the Marxian 
demonstration is this: Socialism must come, because the socialist way of 

l3 Engels, Herrn Eugen Diihrings Umwalzung der Wissenschaft, p. 305. Publisher's Note: In English 
translation p. 392. 
l4 Man,  Zur Kritik der Politischen ~konomie ,  ed. Kautsky (Stuttgart, 18971, p. xi. Publisher's Note: 
The quote cited in Marx's Zur Kritik der Politischen 0konomie ( A  Contribution to the Critique of Political 
Economy) may be found on p. 11 of the Eastman anthology; p. 12 of the Kerr edition. 
l5 Engels, Herrn Eugen Diihrings Umwalzung der Wzssenschaft, p. 304. Publisher's Note: In English 
translation, p. 391. 
' W a x  Adler, Marx als Denker, 2nd ed. (Vienna, 1921), p. 68. 
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production is more rational than the capitalist. But in all this the alleged 
superiority of socialist production is simply taken for granted. Except for a 
few casual remarks no attempt to prove anything is made.17 

If one assumes that production under Socialism would be higher than 
under any other system, how can one limit the assertion by saying that it 
is true only under certain historical conditions and has not always been so? 
Why must time ripen for Socialism? It would be understandable if the 
Mamians were to explain why, before the nineteenth century, people did 
not hit upon this happy idea or why even if it had been conceived earlier, 
it could not have been realized. But why must a community, to attain 
Socialism, go through all the stages of evolution, although it is already 
familiar with the idea of Socialism? One can understand that "a nation is not 
ripe for Socialism as long as the majority of the masses oppose Socialism and 
want to have nothing to do with Socialism." But it is not easy to see why 347 

"one cannot say definitely" that the time is ripe "when the proletariat forms 
the majority of the nation and when the latter in its majority manifests the 
will to So~ialism."'~ Is it not quite illogical, to maintain that the World War" 
has put hack our evolution and thus retarded the coming of the right moment 
for Socialism? "Socialism, that is, general well-being within modern civili- 
zation, becomes possible only through the enormous development of the 
productive forces brought about by Capitalism, through the enormous wealth 
Capitalism has created and concentrated in the hands of the capitalist class. 
A state which has wasted this wealth in senseless policy, such as an unsuc- 
cessful war, offers no favourable opportunity for the quickest spread of well- 
being amongst all classes."19 But surely those who believe that Socialism will 
multiply productivity should see in the fact that war has impoverished us 
one reason more for hastening its coming. 

To this Marx answers: "a social order never succumbs until all the pro- 
ductive forces of which it is capable are developed, and new and higher 
conditions of production never replace it until the old society itself has 
fi,,c,:,,,A ,.,:+L:- :L  rrrrrmL +h, -,hnr:,l ,,-A:+:,-,. ,C +LA:, ,.T:~+,-,, 1/20 R..L 
LUILLCIVCU V V ~ L L L L L L  ILJ vv U L ~ L V  LLIC 1 l L a L c x l a l  C U ~ L U ~ L L U L L J  VI LILCLI CA~JLCILCC. UUL 

this answer assumes that what needs to be demonstrated is proved already: 
that socialist production would be more productive and that socialist pro- 
duction is a "higher" one, that is, on a higher stage of social development. 

l7 On Kautsky's attempted proofs, pp. 159 ff. 
lY Kautsky, Die Diktatur des Proletariats, 2nd ed. (Vienna, 1918), p. 12. 

l9 Ibid., p. 40. 
2o Marx, Zur Kritikder Politischen dkonomie, p. xii. Publisher's Note: In English, p. 11 of the Eastman 
anthology; p. 12 of the Kerr edition. 
* World War I (Pub.). 



The  Clash of Class Interests and the Class W a r  

The Theo y of the Class War and the Interpretation of History 

The opinion that history leads to Socialism is almost universal today. From 
Feudalism through Capitalism to Socialism, from the rule of the aristocracy 
through the rule of the bourgeoisie to proletarian democracy-thus, ap- 
proximately, people conceive the inevitable evolution. The gospel that So- 
cialism is our inescapable destiny is acclaimed by many with joy, accepted 
by others with regret, doubted by only the courageous few. This scheme of 
evolution was known before Mam, but Marx developed it and made it 
popular. Above all Marx managed to fit it into a philosophic system. 

348 Of the great systems of German idealist philosophy only those of Schelling 
and Hegel have had a direct and lasting influence on the formation of the 
individual sciences. Out of Schelling's Natural Philosophy grew a speculative 
school whose achievements, once so much admired, have long been for- 
gotten. Hegel's Philosophy of History mesmerized the German historians of 
a whole generation. Peopie wrote Universal History, iiisiory of Pniiosophy, 
History of Religion, History of Law, History of Art, History of Literature 
according to the Hegelian scheme. These arbitrary and often eccentric evo- 
lutionary hypotheses have also vanished. The disrespect into which the 
schools of Hegel and Schelling brought philosophy led Natural Science to 
reject everything that went beyond laboratory experiment and analysis, and 
caused the Moral Sciences to reject everything except the collection and 
sifting of sources. Science limited itself to mere facts and rejected all synthesis 
as unscientific. The impulse to permeate science once more with the philo- 
sophic spirit had to come from elsewhere-from biology and sociology. 

Of all the creations of the Hegelian School only one was fated to a longer 
lease of life-the Marxian Social Theory. But its place was outside scholarship. 
Marxian ideas have proved utterly useless as guides to historical research. 
All attempts to write history according to the Mamian scheme have failed 
lamentably. The historical works of the orthodox Marxists, such as Kautsky 
and Mehring, made no progress at all in original and exhaustive research. 
They produced only expositions based on the researches of others, exposi- 
tions whose only original feature was an effort to see everything through 
Marxist spectacles. But the influence of Marxist ideas extends far beyond the 
circle of orthodox disciples. Many historians, by no means to be classed 
politically as Mamian socialists, approach them closely in their views on the 
philosophy of history. In their works the Marxian influence is a disturbing 
element. The use of such indefinite expressions as "exploitation," "the 
striving of capital for surplus value," and "proletariat" dulls the vision that 
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should be kept clear for the impartial scrutiny of the material, and the idea 
that all history is merely a preliminary to the socialist society prompts the 
historian to do violence in his interpretation of the sources. 

The notion that the rule of the proletariat must replace the rule of the 
bourgeoisie is largely based on that grading of the estates and classes which 349 

has become general since the French Revolution. People call the French 
Revolution and the movement it introduced into the various states of Europe 
and America the emancipation of the Third Estate and think that now the 
Fourth Estate must have its turn. We may overlook here the fact that a view 
which regards the victory of liberal ideas as a class triumph of the bourgeoisie 
and the Free Trade Period as an epoch of the rule of the bourgeoisie, 
presupposes that all elements of the socialist theory of society are already 
proved. But another question immediately occurs to us. Must this Fourth 
Estate, whose turn is now supposed to come, be sought in the proletariat? 
Might not one look for it with equal or greater justice in the peasantry? Mam, 
of course, could have no doubts on the subject. In his view it was a settled 
thing that in agriculture big-scale concerns would oust small-scale enterprises 
and the peasant make way for the landless labourer of the latifundia. Now, 
when the theory of the -inability of medium and small-scale agricultural 
enterprise to compete has long been buried, a problem arises which Marxism 
cannot answer. The evolution which is going on before our eyes would 
permit us to suppose that domination was passing into the hands of the 
peasants rather than that of the  proletarian^.^^ 

But here, too, our decision must rest on our judgment of the efficiency of 
the two social orders, the capitalist and the socialist. If Capitalism is not the 
diabolical scheme shown in socialist caricature, if Socialism is not the ideal 
order which socialists assert it to be, then the whole doctrine collapses. The 
discussion always returns to the same point-the fundamental question 
whether the socialist order of society promises a higher productivity than 
Capitalism. 

Summa y 

Race, nationality, citizenship, estate-rights: these things directly affect 
action. It does not matter whether a party ideology unites all thos&belonging 
to the same race or nation, the same state or estate. The fact that races, 

21 Gerhard Hildebrand, Die Erschutterung der Industrieherrschaft und des Industriesozialismus (Jena, 
lqlo), pp. 213 ff. 
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nations, states or estates exist determines human action even when there is 
350 no ideology to guide members of a group in a certain direction. A German's 

thought and actions are influenced by the kind of mind he has acquired as 
a member of the German language community. Whether or not he is influ- 
enced by nationalist party ideology is here unimportant. As a German he 
thinks and acts differently from the Rumanian whose thought the history of 
the Rumanian, and not the German, language determines. 

The nationalist party ideology is a factor quite independent of one's mem- 
bership of any given nation. Various mutually contradictory nationalist party 
ideologies can exist concurrently and fight for the individual's soul; on the 
other hand there may be no sort of nationalist party ideology in existence. 
A party ideology is always something specially introduced from outside into 
the already established membership of a certain social group, and for which 
it thereafter forms a special source of action. Mere living in a society does 
not create party doctrine in one's mind. Party attitudes always arise from a 
theory of what is and is not advantageous. Social life may, under certain 
circumstances, predispose one to accept a certain ideology, and occasionally 
party doctrines are so formed that they specially attract members of a par- 
ticular social group. But the ideology must always be kept separate from the 
actual social and natural being. 

Social being itself is ideological in so far as society is a product of human 
will, and so of human thought. The materialistic conception of history errs 
profoundly when it regards social life as independent of thought. 

If the position of the individual in the co-operative organism of economic 
life is considered to be his class position, then what we have said above 
applies also to the class. But again, one has to differentiate here, too, between 
the influences to which his class position exposes the individual and the 
political ideologies which influence him. The fact that he occupies his par- 
ticular position in society has its influence on the life of the bank clerk. 
Whether he deduces from this that he ought to advocate the capitalist or the 
socialist policy depends on the ideas which dominate him. 

But if one conceives "class" in the Marxist sense, as a tripartite division 
of society into capitalists, land owners, and workers, it loses all definiteness. 
It becomes nothing more than a fiction to justify a concrete party-political 
ideology. Thus the concepts Bourgeoisie, Working Class, Proletariat are 

351 fictions, the cognitive value of which depends on the theory in the service 
of which they are applied. This theory is the Marxian doctrine that class 
conflict is irreconcilable. If we consider this theory inadmissible, then no 
class differences and no class conflicts in the Mamian sense exist. If we prove 
that, correctly understood, the interests of all members of society are not in 
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conflict, we have shown not merely that the Marxian idea of a conflict of 
interests is untenable: we have discarded as valueless the very concept of 
class as it figures in socialist theory. For only within the framework of this 
theory has the attempt to classify societv into capitalists, landowners, and 
workers any meaning. Outside this theory it is as purposeless as, for example, 
any attempt to lump together all fair or a 1  dark people-unless indeed we 
propose, with certain race theorists, to give special importance to the colour 
of the hair, whether as an external characteristic or as a constitutive element. 

The position of the individual in the division of labour influences his whole 
way of living, his thought, and his attitude towards the world. This is true 
in some respects also of the differences in the situations which individuals 
occupy in social production. Entrepreneurs and workers think differently 
because the habits of their daily work give them different points of view. 
The entrepreneur always has in mind the large and the whole, the worker 
only the near and the small." The first learns to think and act on a large 
scale, the other remains stuck in the groove of small preoccupations. These 
facts are certainly of importance in a knowledge of social conditions, but it 
does not follow that to introduce the concept of the class in the sense of 
socialist theory would serve any useful purpose. For these differences do 
not derive simply and solely from differences of position in the process of 
production. The small entrepreneur's way of thinking is nearer to that of the 
worker than to that of the large-scale entrepreneur; the salaried manager of 
large undertakings is more closely allied to the entrepreneur than to the 
worker. The difference between poor and rich is, in many respects, more 
helpful to our understanding of the social conditions we are studying than 
the difference between worker and entrepreneur. The level of income, rather 
than the individual's relation to the factors of production, determines a man's 
standard of life. His position as producer becomes important only in so far 
as it affects the grading of his income. 

Ehrenberg, Der Gesichtskreis eines deutsckrn Fabrikarbeiters (Thiinen-Archiv, Vol. I ) ,  pp. 320 f f .  



CHAPTER 21 

The Materialist Conception of Histo y 

Thought and Being 

352 I t was said by Feuerbach: "thought proceeds from being, but not being from 
thought."' This remark, which was intended to express merely the re- 

nunciation of Hegelian Idealism, becomes in the famous aphorism, "Man is 
what he eats" ("Der Mensch ist was er i~st")~, the watchword of Materialism, 
as represented by Biichner and Moleschott. Vogt stiffened the materialist 
thesis by defending the statement "that thoughts stand in about the same 
relation to the brain as the gall to the liver or urine to the kidneysSu3 The 
same naive materialism, which, ignoring all the difficulties, attempts to solve 
the basic problem of philosophy simply and completely by referring every- 
thing concerned with the mind to a physical phenomenon, is revealed also 
in the economic conception of history of Mam and Engels. The title "Ma- 
terialist Conception of History" is true to the nature of the theory; it em- 
phasizes, in the striking manner intended by its founders, the epistemological 
homogeneity between their belief and the materialism of their time." 

According to the materialist conception of history thought depends on 
social being. This doctrine has two different versions fundamentally contra- 
dichry tn each other, The m e  explains thought as a simple and direct 
development of the economic environment, of the conditions of production, 
under which men live. According to this version there is no history of science 

Feuerbach, Vorliiufige Thesen zur Reform der Philosophie, 1842, Collected Works, Vol. I1 (Stuttgart, 
1904)t P. 239. 

Feuerbach, Die Naturwissenschaft und die Rmolution, 1850, Vol. X (Stuttgart, 1911), p. 22. 

Vogt, Kohlerglaube und Wissenschaft, 2nd ed. (Giessen, 1855)~ p. 32. 
' Max Adler, who tries to reconcile Marxism with the Kantian New Criticism, vainly tries to prove 
that Marxism and philosophic materialism have nothing in common. See especially Marxistische 
Probleme (Stuttgart, 1913)~ pp. 60 ff., 216 ff., in which he conflicts sharply with other Marxists. See, 
for example, Plekhanow, Grundprobleme des Marxismus (Stuttgart, 19x0). 
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and no history of the individual sciences as independent evolutionary se- 
quences because the setting of problems and their solutions do not represent 353 

a progressive intellectual process, but merely reflect the momentary condi- 
tions of production. Descartes, says Marx, regarded the animal as a machine, 
because he "sees with the eyes of the manufacturing period, as distinguished 
from the eyes of the Middle Ages, when the animal was regarded as the 
assistant of man-a position assigned to it also at a later date by Herr von 
Haller in his Restauration der Sfat tswissenschaf t .~  In such a passage it is clear 
that the conditions of production are regarded as facts independent of human 
thought. They "correspond in turn to a "definite stage of development" in 
the "material productive forcesIu6 or, what is only another way of putting 
the same thing, to "a definite stage in the development of the means of 
production and of transport."' The productive forces, the means of work, 
"result in" a definite order of so~ i e ty .~  "Technology reveals the active conduct 
of man towards nature, the direct productive process of his life, and con- 
sequently his social conditions of life and the spiritual ideas which arise from 
them.9 It never seems to have occurred to Mam that the productive forces 
.re themseIsres 2 n r n A i i r t  of hgmar. thought, se that one mere!.. m n x m r  r -- --' J l*L 

a circle when one tries to derive thought from them. He was completely 
bewitched by the word-fetish, "material production." Material, materialistic, 
and materialism were the fashionable philosophic catch-words in his time, 
and he could not escape their influence. He felt that his foremost task as a 
philosopher was to remove the "deficiencies of the abstract natural-science 
materialism which exclude the historical process"; those deficiencies which 
he thought he could perceive "in the abstract and ideological theories of its 
spokesmen, as soon as they venture beyond their special sphere." And that 
is why he called his procedure "the only materialistic, hence the only scientific 
method."1° 

According to the second version of the materialist conception of history, 
class interest determines thought. Marx says of Locke that he "represented 

Marx, Das Kapital, Vol. I ,  p. 354, note. But between Descartes and Haller stands La Mettrie, with 
his "homme machine," whose philosophy Marx has unfortunately omitted to interpret genetically. 
Publisher's Note: p. 426n in the Kerr and Eastman anthology. 

Marx, Zur Kritik der politischen ~konornie, p. xi. Publisher's Note: p. 11 in the Eastman anthology, 
p. 12 in the Kerr edition. 

Marx and Engels, Das Komrnunistische Manifest, p. 27. Publisher's Note: This quote appears on 
p. 326 of the Eastman anthology. 

Marx, Das Elend der Philosophie, ibid., p. 91. See also p. 269 of the present work. Publisher's Note: 
p. 105 in the English translation. 

Marx, Das Kapital, Vol. I ,  p. 336. Publisher's Note: p. 406n in the English translation. 
lo lbid. 
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the new bourgeoisie in all its forms: the industrialists versus the working 
354 classes and paupers, the merchants versus the old-fashioned usurers, high 

finance versus state debtors, and in one of his own works he even demon- 
strated the bourgeois intelligence to be the normal human intellect."ll For 
Mehring, the z e s t  prdific ~f the ?.4arxiax hist~rians, Sch~penhauer is "the 
philosopher of the terrified philistines . . . in his sneaking, selfish, and 
slandering way the spiritual image of the bourgeoisie which, frightened by 
the clash of arms, trembling like the aspen, retired to live on its revenues 
and foreswore the ideals of its epoch like the plague."12 In Nietzsche he sees 
"the philosopher of the Upper Bo~rgeoisie."'~ 

His judgments in economics represent this point of view most clearly. 
Mam was the first to divide economists into bourgeois and proletarian, a 
division which etatism afterwards made its own. Held explains Ricardo's 
theory of rent as "dictated simply by the hate of the moneyed capitalists 
against the landed proprietors," and thinks that Ricardo's whole theory of 
value can only be looked upon "as the attempt to justify, under the semblance 
of an endeavour to secure natural rights, the domination and profits of 
Capitali~m."'~ The best way to disprove this view is to point out the obvious 
fact that Mam's economic theory is nothing more than a product of the 
Ricardo school. All its essential elements are taken from the Ricardian system, 
from which it derives also the methodological principle of the separation of 
theory and politics and the exclusion of the ethical point of view. JTolitically, 
classical economics was employed both for defending and for attacking 
Capitalism, for advocating as well as for rejecting Socialism. 

Marxism makes use of the same method with regard to modern subjective 
economics. Unable to oppose it by a single word of reasonable criticism, the 
Marxian tries to dispose of it by denouncing it as "bourgeosis  economic^."^^ 

355 TO show that subjective economics is not "capitalist apologetics" it should 
be sufficient, surely, to point out that there are socialists who stand firmly 

" Marx, Zur Kritik der politischen ~ k o n o m i e ,  p. 62. Barth, Die Philosophie der Geschichte als Soziologie, 
Vol. I ,  pp. 658 ff., says rightly that the comparison between the innate privileges of the nobility 
and the presumably innate ideas can be considered as at most a joke. But the first part of Marx's 
characterization of Locke is no less untenable than the second. Publisher's Note: p. 93 of the Kerr 
edition. Please note that this particular quotation is not in the excerpt reprinted in the Eastman 
anthology. 
l2 Mehring, Die Lessing-Legende, 3rd ed. (Stuttgart, qq), p. 422. 
l3 Ibid., p. 423. 
l4 Held, Zwei Biicher zur sozialen Geschichte Englands (Leipzig, 1881), pp. 176, 183. 
l5 Schumpeter, "Epochen der Dogmen und Methodengeschichte," Grundriss der Sozlalokonomik, Pt. 
I (Tiibingen, 19x4)~ p p  81 ff. 
lh Hilferding, Bohm-Buwerk's Marx-Kritik (Vienna, igoq), pp. I, 61. For the Catholic Marxist Hohoff, 
Warenwert und Kapitalprofit (Paderborn, ~goz), p. 57. Bohm-Bawerk is "an indeed well gifted, 
ordinary economist who could not lift himself out of the capitalistic prejudices among which he 
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by the theory of sdbjective value.17 The evolution of economics is a process 
of the mind, independent of the supposed class interests of economists, and 
has nothing to do with supporting or condemning any particular social 
institutions. Every scientific theory can be misused for political purpose; the 
politician does not need to construct a theory to support the aims he happens 
to pursue. l8 The ideas of modern Socialism have not sprung from proletarian 
brains. They were originated by intellectuals, sons of the bourgeoisie, not 
of wage-earners.19 Socialism has captured not only the working class; it has 
supporters, open and secret, even amongst the propertied classes too. 

Science and Socialism 

Abstract thought is independent of the wishes which move the thinker 
and of the aims for which he strives.20 Only this independence qualifies it 
as thought. Wishes and ptxpnses regulate ~zctim. Whernr it is said that e c ~ x ~ m i c  

grew up." See my Grundprobleme der Nationalokonomie (Jena, 1933)~ pp. 170 ff.  Publisher's Note: The 
Hilferding essay is available in English as Karl Marx and the Close of his System by Eugen Bohm- 
Bawerk G. Bohm-Bawerk's C~iticism of Mark by Rudolf Hilferding, ed. Paul M .  Sweezy (New York: 
Augustus M. Kelly, 1949), pp. 121-196. The pages cited here are pp. 121 and 196. Please also note 
that Mises' book, Grundprobleme der Nationalokonomie is in English as Epistemological Problems of 
Economics (Princeton, N.J.: D. Van Nostrand, 1960). The particular citation here is to the essay 
entitled "The Psychological Basis of the Opposition to Economic Theory," essay VI in this 
collection, pp. 183-203. This was first published in 1931. 
l7 See Bernard Shaw, for example, Fabian Essays (1889), pp. 16 ff. In the same way, in sociology and 
political science, natural law and contract theory have served both to advocate and fight Absolutism. 

If one wants to credit the materialist conception of history with having stressed the fact that 
social relations are dependent on the natural conditions of life and production, one must remember 
that this can appear as a special merit only in contrast to the excesses of the Hegelian historians 
and philosophers of history. The liberal philosophy of society and history and the writing of 
historv since the end of the XVIIIth Centurv. even the German, see below, Die Dmfsrhe Gee 
chichtsschreibung von den Befreiungskriegen bis zu unsereiz Tagen (Leipzig, 1916), pp. 124 ff., were 
beforehand with this knowledge. 
l9 Of the chief representatives of French and Italian Syndicalism, Sombart, Sozialismus und soziale 
Bewegung, 7th ed. (Jena, i919), p. 110, says, "So far as I know them personally-amiable, fine, 
educated people. Cultured people with clean linen, good manners and elegant wives, whom one 
meets as gladly as one's own kind of people, and who certainly do not look as if they represented 
a movement which turns above all against the increasingly bourgeois nature of Socialism and wants 
to help the wealed fist, the genuine and true only-manual-workers to their rights." And De Man, 
Zur Psychologie des Sozialismus, pp. 16 ff., says, "If one accepted the misleading Marxist expression 
which connects every social ideology with a definite class attachment, one would have to say that 
Socialism as a doctrine, even Marxism, is of bourgeois origin." 
2The wish is father to the thought, says a figure of speech. What it means is that the wish is the 
father of faith. 
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life influences thought the facts are reversed. Economy as rational action is 
dependent on thought, not thought on economy. 

356 Even if it were wished to admit that thought is determined by class-interest, 
it could only be done by considering recognized class interests. But the 
wonnmm;+; f i+ . r  r \C  r l ~ r c  ktarnct ;c 11raIrlrr I rac~*lt  n C  thfiiimht Ulhnthar cliirh 
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thought shows that special class interests exist or that the interests of all 
classes in society harmonize, the process of thought itself has taken place 
before the idea of class influenced thought. 

For proletarian thought, it is true, Marxism assumes a truth and eternal 
value, free of all limitations of class interest. Though itself admittedly a class, 
the proletariat must, transcending class interests, guard the interests of 
humanity by abolishing the division of society into classes. In the same way, 
proletarian thought contains in place of the relativity of class-determined 
thought, the absolute truth content of the pure science which will come to 
fruition in the future socialist society. In other words, Marxism alone is 
science. What preceded Marx historically, may be reckoned the pre-history 
of science. Marxism gives philosophers before Hegel about the same place 
which Christianity gives to the prophets, and grants Hegel the same position 
which Christianity assigns to the Baptist in relation to the Redeemer. Since 
the appearance of Marx, however, all truth is with the Marxist, and everything 
else is lies, deception, and capitalist apologetics. 

This is a very simple and clear philosophy, and in the hands of M a d s  
successors it becomes still simpler and clearer. To them science and Mamian 
Socialism are identical. Science is the exegesis of the words of Marx and 
Engels. Proofs are demonstrated by the quotation and interpretation of these 
words. The protagonists exchange accusations of ignorance of the "Writ." 
Thus a real cult of the proletariat arises. Engels says: "Only in the working 
class does the German theoretic mind persist unstunted. Here it is not to be 
exterminated. Here no regard is paid to career, profit-making, gracious 
patronage from above. On the contrary, the more regardlessly and disinter- 
estedly science proceeds the more it finds itself in unison with the workers' 
interests and striving~."~~ According to Tonnies "only the proletariat, i.e. its 
literary spokesmen and leaders," suscribe, "on principle, to the unscientific 
view and all its  consequence^."^^ 

357 TO reveal these presumptuous assertions in their proper light we have only 
to recall the socialist attitude towards all scientific achievements during recent 

Engels, Ludwig Feuerbach und der Ausgang der klassischen deutschen Philosophie, 5th ed. (Stuttgart, 
1910), p. 58. 

Tonnies, Der Nietzsche-Kultur (Leipzig, 1897), p. 6 .  
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decades. When about a quarter of a century ago, a number of Mamian writers 
tried to cleanse the party doctrine of its grossest errors, a heresy hunt was 
instituted to preserve the purity of the system. Revisionism succumbed to 
Orthodoxy. Within Marxism there is no place for free thought. 

The Psychological Presuppositions of Socialism 

According to Marxism, the proletariat in capitalist society necessarily think 
socialistically. But why is this the case? It is easy to see why the socialist idea 
could not arise before there was large scale enterprise in industry, transport, 
and mining. As long as one could conceive of redistributing the actual 
physical property of the wealthy, it occurred to no one to devise any other 
way of securing equality of income. Only when the development of the 
division of labour had created large scale enterprise, unmistakably indivisible, 
did it become necessary to invoke the socialistic way of achieving equality. 
But although this explains why in the capitalist system there can no longer 
be any question of "dividing up," it by no means explains why the policy 
of the proletariat must be Socialism. 

In our day we take it for granted that the workman must think and act 
socialistically. But we arrive at this conclusion only by assuming that the 
socialist order of society is either the form of social life most advantageous 
to the proletariat or, at least, that the proletariat thinks it so. The first 
alternative has already been discussed in these pages. In view of the un- 
doubted fact that Socialism, though it counts numerous supporters in other 
classes, is most widespread amongst the workers, there remains only the 
question why the worker, because of the position he occupies, tends to be 
the more receptive to the socialist ideology. 

The demagogic cf the soci2!ist n~wt ;nc  praises the wGrker =f r blLU 

modern Capitalism as a being distinguished by every excellency of mind and 
character. A sober and less biased study might perhaps arrive at a very 
different opinion. But this kind of inquiry may safely be left to the party 
hacks of the various movements. For knowledge of social conditions in 
general and the sociology of the party system in particular it is quite valueless. 35s 

Our problem is simply to discover why the worker's position in production 
should incline him to the view that the socialist method of production is not 
only possible in principle, but that it would be more rational than the capitalist 
method. 
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The answer is not difficult. The workman in the large or medium scale 
capitalist enterprise sees and knows nothing of the connections uniting the 
individual parts of the work to the economic system as a whole. His horizon 
as worker and producer does not extend beyond the process which is his 
tdc .  He hdds that he alone is a prductiw member nf snciety, a d  thinks 
that everyone, engineer and overseer equally well as entrepreneur, who does 
not, like himself, stand at the machine or carry loads, is a parasite. Even the 
bank clerk believes that he alone is actively productive in banking, that he 
earns the profit of the undertaking, and that the manager who concludes 
transactions is a superfluity, easily replaceable without loss. Now from where 
he stands, the worker cannot see how things hang together. He might find 
out by means of hard thinking and the aid of books, never from the facts of 
his own working environment. Just as the average man can only conclude 
from the facts of daily experience that the earth stands still and the sun 
moves from east to west, so the worker, judging by his own experience can 
never arrive at a true knowledge of the nature and functioning of economic 
life. 

- 
But when the sociaiist ideoiogy comes to this economicaiiy ignorant man 

and shouts: 

Working man, awake, awake! 
Of thy strength full measure take, 
All the wheels must needs stand still 
If thy strong arm so doth will, (Henvegh) 

is it any wonder if, dizzy with dreams of power, he follows this invitation? 
Socialism is the expression of the principle of violence crying from the 
workers' soul, just as Imperialism is the principle of violence speaking from 
the soul of the official and the soldier. 

The masses incline towards Socialism, not because it really tends to their 
interests hut hecause they believe that it d o e  so. 



PART I11 
THE ALLEGED INEVITABILITY OF SOCIALISM 

SECTION 2 

THE CONCENTRATION OF CAPITAL AND THE FORMATION OF 
MONOPOLIES AS PRELIMINARY STEPS TO SOCIALISM 





CHAPTER 22 

The Problem 

The Marxian Theory of Concentration 

M am seeks to establish an economic foundation for the thesis that the 361 

evolution towards Socialism is inevitable, by demonstrating the pro- 
gressive concentration of capital. Capitalism has succeeded in depriving the 
worker of private ownership in the means of production; it has consummated 
the "expropriation of the direct producers." As soon as this process is 
completed "the further socialization of labour and the further transformation 
of land and other agents into socially exploited and therefore collective means 
of production, together with the ensuing expropriation of private owners, 
assume a new form. That which is now to be expropriated is no longer the 
worker labouring independently but the capitalist exploiting the worker. This 
expropriation is carried out by the play of the inherent forces of capitalist 
production itself; by the centralization of capital, each individual capitalist 
deals the death-blow to a number of others." Hand in hand with this goes 
the socialization of production. The number of the "capitalist magnates" is 
continually decreasing. "The centralization of the means of production and 
the socialization of labour reach a point where they become incompatible 
with their capitalist framework. They burst it. The last hour of capitalist 
private property has arrived. The expropriators are expropriated." This is 
the "expropriation of the few usurpers by the mass of the people," through 
the "transformation of capitalist ownership, which actually rests already on 
social production, into social ownership," a process much less "lengthy, 
hard, and difficult" than was, in its own time, the process that transformed 
the private ownership of individuals doing their own work into capitalist 
ownership. l 

' Man, Das Kapital, Vol. I, pp. 726 ff.  Publisher's Note: p. 835 in the English translation. 
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Marx gives a dialectical turn to his contentions. "Capitalist private own- 
362 ership is the first negation of the individual private ownership created by 

the workers' toil. But, with the inevitability of a natural process, capitalist 
production brings forth its own negation. It is the negation of the negation. 

-,, ,- 
1113 dut.3 1 ~t re-estiiblish private ownership, by only individual ownership 

based on the achievements of the capitalist era: co-operation and the collective 
ownership of land and of the means or production produced by labour."' 
Strip these statements of the dialectic accessories and there remains the fact 
that the concentration of establishments, enterprises, and fortunes is inevi- 
table. (Marx does not distinguish between these three and obviously regards 
them as identical.) This concentration would eventually lead to Socialism, 
as the world, once it was transformed into one single gigantic enterprise, 
could be taken over by society with perfect ease; but before that stage has 
been reached, the result will have been achieved by "the revolt of the ever- 
expanding working class which has been schooled, united, and organized 
by the very mechanism of the capitalist prod~ction."~ 

To Kautsky it is clear that "capitalist production tends to unite the means 
of production, which have become the monopoly of the capitalist class, into 
fewer and fewer hands. This evolution finally makes all the means of pro- 
duction of a nation, indeed of the whole world economy, the private property 
of a single individual or company, which disposes of them arbitrarily. The 
whole economy will be drawn together into one colossal undertaking, in 
which everything has to serve one master. In capitalist society private own- 
ership in the means of production ends with all except one person being 
propertyless. It thus leads to its own abolition, to the lack of property by all 
and to the enslavement of all." This is a condition towards which we are 
rapidly advancing "more rapidly than most people believe." Of course, we 
are told, the matter will not go so far. "For the mere approach to this 
condition must increase the sufferings, conflicts, and contradictions in society 
to such an extent, that they become intolerable and society bursts its bounds 
and falls to pieces" unless evolution has previously been given a different 
dire~tion.~ 

It should be observed that, according to this view, the transition from 
"High Capitalism to Socialism is to be effected only by the deliberate action 
of the Masses. The Masses believe that certain evils are to be ascribed to 

363 private ownership in the means of production. They believe that socialist 

- - 

Marx, Das Kapital, Vol. I ,  pp. 728 ff .  Publisher's Note: pp. 837 ff .  in the English translation. 
Ibid., p. 728. Publisher's Note: pp. 83&837 in the English translation. 
Kautsky, Das Erfurter Programm, pp. 83 ff. 
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production is likely to improve their condition. It is therefore a theoretical 
insight which guides them. According to the materialist conception of history, 
however, this theory must itself be the inevitable result of a certain organi- 
zation of production. Here we observe once more how Marxism moves in 
a circle when it tries to demonstrate its propositions. A certain condition 
must arise because evolution leads to it; evolution leads there because thought 
demands it; but thought is determined by being. This being, however, can 
be nothing more than that of the existing social condition. From the thinking 
determined by the existing condition the necessity of another condition 
follows. 

There are two objections against which this whole chain of reasoning has 
no defence. It is unable to refute the contention of anyone who, though 
arguing on the same lines, regards thought as the cause, and society as that 
which is caused. And it has similarly no reply to the objection that future 
conditions may very well be misconceived, and that that which now seems 
so desirable may prove to be less tolerable than existing conditions. This, 
however, re-opens discussion on the advantages and disadvantages of types 
of societies, those existing and those sketched out by would-be refnnners. 
But this is the very discussion which Marxism desired to suppress. 

Let no one suppose that the Marxian doctrine of the concentration of 
capital can be verified by the simple method of consulting the statistics of 
establishments, incomes, and fortunes. The statistics of incomes and fortunes 
utterly contradict it. This can be definitely asserted in spite of all the imper- 
fections of present statistical methods and all the difficulties which fluctua- 
tions in the value of money place in the way of using the material. With 
equal confidence one can say that the counterpart of the theory of concen- 
tration, the much discussed theory of increasing poverty-in which even 
orthodox Marxists can hardly continue to believe-is incompatible with the 
results of statistical in~estigation.~ The statistics of agricultural holdings also 
contradict the Mamian assumptions. Those giving the number of the estab- - - 
Iishments iE ir.dustr;, mining and transpert appear to confirm it. B=t figrrrss 
that indicate a particular evolution during a limited period cannot be con- 
clusive. The development in this brief span might run contrary to the long 364 

term trend. We shall do better, therefore, to leave statistics on both sides, 
both for and against. For it must not be forgotten that there is a theory 
underlying every statistical demonstration. Figures alone prove or disprove 
nothing. Only the conclusions drawn from the collected material can do this. 
And these are theoretical. 

Wolf, Sozialismus und kapitalistische Gesellschaftsordnung (Stuttgart, 1892), pp. 149 ff. 



The Problem 

The Theo y of Anti-Monopolistic Policy 

The themy ef mexcpdy p e s  deeper than the Marxian them7 J nf LuAILbLL mnran- 

tration. According to it, free competition, the life blood of a society based on 
private ownership in the means of production, is weakened by the steady 
growth of monopoly. The disadvantages bred within the economy by the 
unlimited rule of private monopolies are, however, so great that society has 
no choice but to transform private monopoly by socialization into state 
ownership. However great an evil Socialism might be, it would be less 
harmful than private monopoly. Should it prove impossible to counteract 
the tendency towards monopoly in ever widening fields of production, then 
private ownership in the means of production is already doomedq6 

It is clear that this doctrine calls for a searching investigation: first, as to 
whether evolution is really in the direction of monopoly control, and secondly 
as to what are the economic effects of such monopoly. Here one has to 
proceed with special care. The time at which this doctrine was first expounded 
was generally not favourable to the theoretical study of such problems. The 
emotional judgment of appearances rather than the cool examination of the 
essence of things was the order of the day. Even the arguments of such an 
outstanding economist as J. B. Clark are imbued with the popular hatred of 
the trusts. Utterances typical of contemporary politicians are to be found in 
the report of the German Socialization Commission of February 15th, 1919, 
where it was affirmed as "indisputable" that the monopolistic position of 
the German coal industry "constitutes an independent power which is in- 
compatible with the nature of the modern state, and not merely the socialist 

36s one." It was, in the opinion of the Commission, "unnecessary to discuss 
anew the question whether and to what degree this power is misused to the 
detrim-ent of the remaining members of society, those to whom it is raw 
material, the consumers, and the workers; its existence suffices to make 
evident the necessity for completely abolishing it."' 

Clark, Essentials of Economic Theory, pp. 374 ff., 397. 
Report of the Sozialisierungskommission iiber die Frage der Sozialisierung des Kohlenbergbaus vom 3 1  

Juli 1920 (Appendix: Vorluufger Bericht vom 15 Februar 1919), op. cit., p. 32. 



CHAPTER 23 

The Concentration of Establishments 

The Concentration of Establishments as the Complement of the Division of Labour 

T he concentration of establishments comes automatically with the division 366 
of labour. In the shoemaker's workshop the production of footwear, 

formerly carried on in each individual household, is united in one single 
establishment. The shoemaking village, the shoe-manufactory, becomes the 
maxufacturing centre f ~ r  a large area. T h e  s h e  factmy that is organized for 
the mass-production of footwear represents a still wider union of establish- 
ments, and the basic principle of its internal organization is on the one side, 
division of labour, and, on the other side, concentration of similar work in 
special departments. In short, the more the work is split up, the more must 
similar labour processes be concentrated. 

Neither from the results of the census undertaken in various countries to 
verify the doctrine of the concentration of productive units, nor from other 
statistical evidence of changes in the number of establishments, can we learn 
all there is to be known about them. For what appears in these enumerations 
as a unit is always, in a certain sense, a unit of business, not a unit of 
production. Only in certain cases do these investigations count separately 
works which, whilst united in locality, are conducted separately inside a 
single enterprise. Tne conception of the estabiishment and its evoiution has 
to be elaborated from a point of view other than that which lies at the basis 
of trade statistics. 

The higher productivity of the division of labour results, above all, from 
the specialization of processes which it makes possible. The more often a 
process has to be repeated the more does it pay to install a specially adapted 
tool. The splitting up of labour goes farther than the specialization of oc- 
cupations, or at least than the specialization of enterprises. In the shoe factory 
shoes are produced by various part processes. It is quite conceivable that 367 
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each part process might take place in a special establishment and in a special 
enterprise. In fact, there are factories which make only parts of shoes and 
supply them to the shoe factories. Nevertheless, we usually consider as one 
productive unit the sum of part processes combined in a single shoe factory 
which itself produces all the component parts of shoes. If to the shoe factory 
is joined also a leather factory or a department for producing the boxes in 
which the shoes are packed, we speak of the union of several productive 
units for a common enterprise. This is a purely historical distinction which 
neither the technical circumstances of production nor the peculiarities of 
business enterprise suffice by themselves to explain. 

When we regard as an establishment that totality of process involved in 
economic activity which businessmen regard as a unity, we must remember 
that this unit is by no means an indivisible thing. Each productive unit is 
itself composed of technical processes already horizontally and vertically 
combined. The concept of an establishment, therefore, is economic, not 
technical. Its delimitation in individual cases is determined by economic, not 
by technical, considerations. 

1 - _ _  _'-&I-_ 1 . . - L : - . -  ..._ :L:- 3 - L  _...-- :.___11__. ~ 1 _ _  1 1 _ . . - I . , - -  
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of the factors of production. The aim is the optimal combination of these 
factors, i.e. that combination by which the greatest return can be produced 
economically. Economic development drives industry to ever greater division 
of labour, involving at once an increase in the size and a limiting of the scope 
of the unit of production. The actual size of the unit is the result of the 
interaction of these two forces. 

The Optimal Size of Establishments in Primary Production and in Transport 

The Law of Proportionality in combining the factors of production was 
first formulated in connection with agricultural production, as the Law of 
Diminishing Returns. For a long time its general character was misunder- 
stood, and it was regarded as a law of agricultural technique. It was contrasted 

368 with a Law of Increasing Returns, which was thought to be valid for industrial 
production. These errors have since been c0rrected.l 

Vogelstein, "Die finanzielle Organisation der kapitalistischen Industrie und die Monopolbil- 
dungen," Grundriss der Sozialokonomik, Pt. VI (Tiibingen, 1914)~ pp. 203 ff. Weiss, "Abnehmender 
Ertrag," Handworterbuch der Staatswissenschaften, 4th ed., Vol. 1, pp. 11 ff. 
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The Law of the Optimal Combination of the factors of production indicates 
the most profitable size of the establishment. Net profit is greater according 
to the degree to which its size permits all factors of production to be employed 
without residue. In this way alone is to be estimated the superiority which 
the size of one particular establishment gives it over another establishment- 
at the given level of productive technique. It was a mistake to think that 
enlargement of the industrial establishment must always lead to an economy 
of costs, a mistake of which Marx and his school have been guilty, although 
occasional remarks betray the fact that he recognized the true state of affairs. 
For here, too, there is a limit beyond which enlargement of the establishment 
does not result in a more economical application of the factors of production. 
In principle, the same may be said of agriculture and mining; the concrete 
data only differ. It is merely certain peculiarities of the conditions of agri- 
cultural production which cause us to regard the Law of Diminishing Returns 
as primarily affecting land. 

The concentration of establishments is primarily concentration in space. 
As the land suitable to agriculture and forestry extends in space, every effort 
to enlarge the establishment increases the difficulties that spring from dis- 
tance. Thus an upper limit is set for the size of the agricultural unit of 
exploitation. Because agriculture and forestry extend in space it is possible 
to concentrate the establishment only up to definite point. It is superfluous 
to enter into the question-often raised in discussion of this problem- 
whether large or small scale production is the more economical in agriculture. 
This has nothing to do with the Law of the Concentration of Establishments. 
Even supposing large scale production to be superior, one cannot deny that 
there could be no question of a Law of the Concentration of Establishments 
in agriculture or forestry. The fact that land is owned on a large scale does 
not mean that it is worked on a large scale. The great estates are always 
composed of numerous farms. 

This appears even more clearly in a different branch of primary production, 
-;m;nm JL L ~ J  LLA L hA;n;ng enterpr;,se is t;,?d t= the where the =re is fGund, The 369 6- LvlLILILL 

establishments are as large as these separate places permit. They can be 
concentrated only to the degree in which the geographical position of the 
separate beds of ore make concentration seem profitable. In short, one can 
see nowhere in primary production any tendency to concentrate productive 
units. This is equally true of transport. 
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The Optimal Size of Establishments in Manufacturing 

TL- -,-,-,, -1 mm-..Cnn~....r. -..+ -1 -m~,-...:mlC :O L- - A-..c-:... -..L--L 
L ~ L C  y l u ~ c a a  u1 u t a l i u l a L L u L c  UUL ul l a w  I u a L c l l a l a  13 LU a L C ~ L ~ U L  C A L C ~ L L  ucc 

from the limitations of space. The working of cotton plantations cannot be 
concentrated, but the spinning and weaving works may be united. But, here 
too, it would be rash to derive without further consideration a Law of the 
Concentration of Establishments from the fact that the larger plant generally 
proves superior to the smaller. 

For in industry too localization is of importance, quite apart from the fact 
that (other things being equal, i.e. at a given level of the division of labour) 
the economic superiority of the larger productive unit exists only in so far 
as the Law of the Optimal Combination of Factors of Production demands 
it and that consequently no advantage is to be gained by enlarging the 
establishment beyond the point where the instruments are most efficiently 
utilized. Each type of production has a natural location, which depends 
ultimately on the geographical distribution of primary production. The fact 
that primary production cannot be concentrated must influence the subse- 
quent process of manufacture. The power of this influence varies with the 
importance attaching to the transport of raw materials and finished products 
in the separate branches of production. 

A Law of the Concentration of Establishments operates therefore only in 
so far as the division of labour leads to progressive division of production 
into new branches. This concentration is really nothing more than the reverse 
side of the division of labour. As a result of the division of labour numerous 
dissimilar establishments, within which uniformity is the rule, replace nu- 
merous similar establishments within which various different processes of 

370 production are carried out. It causes the number of similar plants to decrease, 
whilst the circle of persons, for whose needs they wnrlc directly Or indirectly, 
grows. If the production of raw materials was not geographically fixed, a 
circumstance which acts counter to the process initiated by the division of 
labour, one single plant only wouId exist for every branch of producti~n.~ 

See Alfred Weber, "Industrielle Standortslehre," Grundriss der Sozialokonomik, Pt. IV (Tiibingen, 
1914)~ pp. 54 ff. The remaining factors of localization can be passed over, as the present, or the 
historically transmitted, distribution of primary prodution ultimately determines them. 
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The Concentration of Enterprises 

The Horizontal Concentration of Enterprises 

T he merger of several similar independent establishments into one enter- ,371 

prise may be called horizontal concentration of production. Here we 
follow broadly the usage of writers on cartels, though their definition is not 
in complete accord with ours. If the separate establishments do not remain 
comp!ete!y inbepenbeii:, if, for example the management or some depart- 
ments are amalgamated, there is concentration of establishments. A mere 
concentration of enterprises occurs only when the individual units remain 
independent in everything except the taking of decisive economic decisions. 
The typical example of this is a cartel or a syndicate. Everything stays as it 
was, but, according to whether it is a buying cartel or a selling cartel or both, 
decisions about purchases and sales are taken unitarily. 

When it is not merely the preliminary step to an amalgamation of estab- 
lishments, the purpose of these unions is monopolistic domination of the 
market. Horizontal concentration originates only in the efforts of separate 
entrepreneurs to derive those advantages enjoyed under certain circum- 
stances by the monopolist. 

L 

The Vertical Concentration of Enterprises 

Vertical concentration is the union into one unitary enterprise of inde- 
pendent enterprises, some of which use the products of the others. This 
terminology follows the usage of modern economic literature. Examples of 
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vertical concentration are the union of weaving, spinning, bleaching and 
dyeing works; a printing works to which a paper factory and a newspaper 
enterprise are joined; the mixed works of the iron industry and of coal 
mining, etc. 

372 Each productive unit is a vertical concentration of part processes and of 
apparatus. Unity of production is created by the fact that part of the means 
of production--certain machines, buildings, the direction of the works-is 
jointly held. Such joint holding is lacking in the vertical union of enterprises. 
Here the essence of the union lies in the will of the entrepreneur to make 
one enterprise serve another. The mere fact that one man owns two enter- 
prises is not in itself sufficient if this will does not exist. Where a chocolate 
manufacturer owns also an iron works there is no vertical concentration. 
Vertical concentration is usually considered to aim at ensuring an outlet for 
the product or safeguarding the source of raw materials and half finished 
goods. This is what entrepreneurs reply when questioned as to the advan- 
tages of such combinations. Many economists accept it without question, for 
apparently they do not think it is their job to scrutinize what is said by 
I ,  practical men"; and after accepting the statement as iinai they proceed to 
examine it from the ethical point of view. Still, even if they avoid thinking 
about it, closer research into facts should show them the truth. There is the 
fact that managers of plants attached to a vertical combination often have to 
make complaints. The manager of the paper-mill says: "I could get much 
better value for my paper if I did not have to supply it to 'our' printing 
works." The manager of the weaving-mill: "If I didn't have to get the yarn 
from 'our' spinning works I could get it cheaper." Such complaints are the 
order of the day, and it is not difficult to understand why they must accom- 
pany every vertical concentration. 

If the amalgamated establishments were individually so efficient that they 
did not have to shun competition, vertical combination would serve no 
special purpose. A paper factory of the best type never needs to ensure its 
market. A printing works which is on a level with its competitors does not 
need to ensure its paper supply. The efficient enterprise sells where it gets 
the best prices, buys where it can do so most economically., Hence, it does 
not follow that two enterprises, working at different stages of the same 
branch of production and held by one owner, must necessarily unite in 
vertical combination. Only when one or other of them shows itself less able 
to sustain competition does the entrepreneur conceive the idea of supporting 
it by tying it to the strong one. He looks to the profits of the prosperous 

373 business for a fund to cover the deficits of the non-prosperous. Apart from 
tax remissions and other special advantages, such as those which the mixed 
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works in the German iron industry were able to derive from cartel agreements, 
union achieves nothing but an apparent profit in one enterprise and an 
apparent loss in the other. 

The number and importance of vertical concentrations is extraordinarily 
overestimated. In modern capitalist economic life on the contrary, new 
branches of enterprise are constantly forming and parts of those existing are 
constantly breaking away to become independent. 

The progressive tendency to specialization in modern industry shows that 
development is moving away from vertical concentration, which, except 
where it is demanded by considerations of productive technique, is always 
an exceptional phenomenon, generally to be explained by regard for the legal 
and other political conditions of production. But even here the break-up of 
such unions and the re-establishment of individual enterprise is to be wit- 
nessed over and over again. 



CHAPTER 25 

The Concentration of Fortunes 

The Problem 

374 A tendency to the concentration of establishments or to the concentration 
of enterprises is not by any means equivalent to a tendency to the 

concentration of fortunes. In the same degree in which establishments and 
enterprises became bigger and bigger modern capitalism has developed forms 
of enterprise which enable people with small fortunes to undertake big 
businesses. The proof that there is no tendency to concentrate fortunes lies 
in the number of these types of enterprises that have come up and are 
growing daily in importance, while the individual merchant has almost 
disappeared from large scale industry, mining, and transport. The history 
of forms of enterprise, from the societas unius acti to the modern joint stock 
company, is a wholesale contradiction of the doctrine of the concentration 
of capital so arbitrarily set up by Mam. 

If WP wish to prove h f  the pew "re hecnmhg ever mere n m x r m s  a ~ l d  
poorer, and the rich ever less numerous and richer, it is useless to point out 
that in a period of remote antiquity, as elusive to us as the Golden Age to 
Ovid and Virgil, the differences of wealth were less than they are today. We 
must prove that there is an economic cause which leads imperatively to the 
concentration of fortunes. The Marxians have not even attempted this. Their 
theory which ascribes to the capitalist age a special tendency towards the 
concentration of fortunes, is pure invention. The attempt to give it some sort 
of historical foundation is hopeless and adduces just the contrary of that 
which Mam asserts to be demonstrable. 
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The Foundation of Fortunes Outside the Market Economy 

The desire for an increase of wealth can be satisfied through exchange, 
which is the only method possible in a capitalist economy, or by violence 375 

and petition as in a militarist society, where the strong acquire by force, the 
weak by petitioning. In the feudal society ownership of the strong endures 
only so long as they have the power to hold it; that of the weak is always 
precarious, for having been acquired by grace of the strong it is always 
dependent on them. The weak hold their property without legal protection. 
In a militarist society, therefore, there is nothing but power to hinder the 
strong from extending their wealth. They can go on enriching themselves 
as long as no stronger men oppose them. 

Nowhere and at no time has the large scale ownership of land come into 
being through the working of economic forces in the market. It is the result 
of military and political effort. Founded by violence, it has been upheld by 
violence and by that alone. As soon as the latifundia are drawn into the 
cnhnrn Of transact;lens thnw hnoin t, idnt',! at last + L o x ,  
"YALbA' ""J "'6"' '" J 
disappear completely. Neither at their formation nor in their maintenance 
have economic causes operated. The great landed fortunes did not arise 
through the economic superiority of large scale ownership, but through 
violent annexation outside the area of trade. "And they covet fields" com- 
plains the prophet Micah,' "and take them by violence; and houses, and 
take them away." Thus comes into existence the property of those who, in 
the words of Isaiah, "join house to house . . . lav field to field, till there be 
no place, that they may be placed alone in the midst of the earth."' 

The non-economic origin of landed fortunes is clearly revealed by the fact 
that, as a rule, the expropriation by which they have been created in no way 
alters the manner of production. The old owner remains on the soil under 
a different legal title and continues to carry on production. 

T --- 1 I-:.- --- ---  I - -  c -..._ 1 - 1 - I - -  - ! r .  - T I  - - - ! 1 - - -  1 1  I LaIw uwIvxsIup I I W ~  ve ruunueu also un gms. l r  was m rnis way mar the 
Church acquired its great possessions in the Frankish kingdom. Not later 
than the eighth century, these latifundia fell into the hands of the nobility; 
according to the older theory this was the result of secularizations by Charles 
Martel and his successors, but recent research is inclined to make "an 
offensive of the lay aristocrats" re~ponsible.~ 

Micah, 11, 2. 

Isaiah, v, 8. 
Schroder, Lehrbuch der deutschen Rechtsgeschichte, pp. 159 ff.; Dopsch, Wirtschaftliche und soziale 

Grundlagen der europaischen Kulturentwicklung, Part 2 (Vienna, qw), pp. 289, 309 ff. 
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376 That in a market economy it is difficult even now to uphold the latifundia, 
is shown by the endeavours to create legislation institutions like the "Fidei- 
kommiss" (feoffment in trust) and related legal institutions such as the English 
"entail." The purpose of the "Fideikommiss" was to maintain large-scale 
landed propxietmshhip, hecase it c d d  not be kept together otherwise. The 
Law of Inheritance is changed, mortgaging and alienation are made impos- 
sible, and the State is appointed guardian of the indivisibility and inalien- 
ability of the property, so that the prestige of family tradition shall not be 
impaired. If economic circumstances had tended towards the continuous 
concentration of land ownership such laws would have been superfluous. 
Legislation would have been enacted against the formation of estates rather 
than for their protection. But of such laws legal history knows nothing. The 
regulations against "Bauernlegen," against enclosing arable land, etc., are 
directed against movements outside the area of trade, that is, against force. 
The legal restrictions of mortmain are similar. The lands of the mortmain, 
which, incidentally, are legally protected in much the same way as the 
"Fideikommiss," do not increase by force of economic development but 
through pious donations. 

Now the highest concentration of fortunes is to be found just in agriculture, 
where concentration of establishments is impossible and the concentration 
of enterprises economically purposeless, where the large property appears 
to be economically inferior to the small and unable to withstand it in free 
competition. Never was the ownership of the means of production more 
closely concentrated than at the time of Pliny, when half the province of 
Africa was owned by six people, or in the days of the Merovingians, when 
the Church possessed the greater part of all French soil. And in no part of 
the world is there less large-scale land ownership than in capitalist North 
America. 

3 

The Formation of Fortunes Within the Market Economy 

The assertion that wealth on the one hand and poverty on the other are 
ever increasing was maintained at first without any conscious connection 
with an economic theory. Its supporters think they have derived it from an 

377 observation of social relations. But the observer's judgment is influenced by 
the idea that the sum of wealth in any society is a given quantity, so that if 
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some possess more others must possess less.4 As, however, in every society 
the growth of new riches and the coming into existence of new poverty are 
always to be found in a conspicuous manner whilst the slow decline of 
ancient fortunes and the slow enrichment of less propertied classes easily 
escape the eye of the inattentive student, it is easy to arrive at the premature 
conclusion summed up in the socialist catchword "the rich richer, the poor 
poorer." 

No protracted argument is required to prove that the evidence completely 
fails to substantiate this assertion. It is quite an unfounded hypothesis that 
in a society based on the division of labour the wealth of some implies the 
poverty of others. Under certain assumptions it is true of militarist societies, 
where there is no division of labour. But of a capitalist society it is untrue. 
Moreover an opinion formed on the basis of casual observations of that 
narrow section with which the individual is personally acquainted is quite 
insufficient proof of the theory of concentration. 

The foreigner who visits England equipped with good recommendations 
has opportunities for learning something of the noble and wealthy families, 
and their manner nf living. If he wants to k n ~ w  mnre m feels if his d ~ t ~ 7  tn J 

make his visit more than a mere pleasure trip, he is allowed to make a flying 
tour of the works of great enterprises. For the layman, there is nothing 
particularly attractive about this. At first the noise, the bustle, the activity 
astonish the visitor, but after inspecting two or three factories the spectacle 
grows monotonous. Such a study of social relations, on the other hand, as 
can be undertaken during a short visit to England, is more stimulating. A 
walk through the slums of London or any other large city produces more 
vivid impressions, and the effect on the traveller who, when not occupied 
in this study, will be hurrying from one entertainment to another, is twice 
as powerful. Thus visits to the slums have become a popular item in the 
itinerary of the Continental's obligatory tour of England. In this way the 
future statesman and economist gathered an impression of the effects of 
.,,a..,4,, ,, cL, ,,,,,, ,..L' 1, L,",.,, La,:, L,, AL, ,,,:,.1 -.: --.-- 
; r l u u > n y  u l l  u t c  llka33c3, vvl~icl~ u c L a u l t .  ii Ua313 IUI LILC ~ U L I C I I  V I T W ~  of a 
lifetime. He went home firm in the opinion that industry makes few rich 
and many poor. When later he wrote or spoke about industrial conditions 378 

he never forgot to describe the misery he had found in the slums, elaborating 
the most painful details, often with more or less conscious exaggeration. A11 
the same his picture tells us nothing more than that some people are rich 
and some poor. But to know this, we do not need the report of people who 
have seen the suffering with their own eyes. Before they wrote we knew 

Michels, Die Verelendungstheorie (Leipzig, 1928), pp. 19 ff. 
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that Capitalism has not yet abolished all misery in the world. What they 
have to set about proving is that the number of wealthy people is decreasing, 
while the wealthy individual grows richer, and that the number and the 
poverty of the poor is steadily on the increase. It would, however, take a 
themy of economic evolution to prove this. 

Attempts to demonstrate by statistical research the progressive increase 
of the misery of the masses and the growth of wealth among a numerically 
diminishing rich class are no better than these mere appeals to emotion. The 
estimates of money incomes at the disposal of statistical inquiry are unusable 
because the purchasing power of money alters. This fact alone is enough to 
show that we lack any basis for comparing arithmetically the distribution of 
income over a number of years. For where it is not possible to reduce to a 
common denominator the various goods and services of which incomes are 
composed, one cannot form any series for historical comparison from known 
statistics of income and capital. 

The attention of sociologists is often drawn to the fact that mercantile and 
industrial wealth, that is, wealth not invested in land and mining property, 
seidom maintains itseif in one family for a long period. The bourgeois families 
rise steadily from poverty to wealth, sometimes so quickly that a man who 
has been in want a few years previously becomes one of the richest of his 
time. The history of modem fortunes is full of stories of beggar boys who 
have made themselves millionaires. Little is said of the decay of fortunes 
among the well-to-do. This does not usually take place so quickly as to strike 
the casual observer; closer examination, however, will reveal how unceasing 
the process is. Seldom does mercantile and industrial wealth maintain itself 
in one family for more than two or three generations, unless, by investment 
in land, it has ceased to be wealth of this n a t ~ r e . ~  It becomes property in 
land, no longer used in the business of active acquisition. 

379 Fortunes invested in capital do not, as the naive economic philosophy of 
the common man imagines, represent eternal sources of income. That capital 
yields a profit, that it even maintains itself at all, is by no means a self-evident 
fact following a priori from the fact of its existence. The capital goods, of 
which capital is concretely composed, appear and disappear in production; 
in their place come other goods, ultimately consumption goods, out of the 
value of which the value of the capital mass must be reconstituted. This is 
possibly only when the production has been successful, that is when it has 
produced more value than it absorbed. Not only profits of capital, but the 
reproduction of capital presupposes a successful process of production. The 

Hansen, Die drei Bezdkerungsstufen (Munich, 1889), pp. 181 ff. 
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profits of capital and maintenance of capital are always the result of successful 
enterprise. If this enterprise fails, the investor loses not only the yield on the 
capital, but his original capital fund as well. One ought carefuIly to distinguish 
between produced means of production and the primary factors of produc- 
tion. In agriculture and forestry the original and indestructible forces of the 
soil are maintained even though production fails, for faulty management 
cannot dissipate them. They may become valueless through changes in 
demand, but they cannot lose their inherent capacity to yield produce. This 
is not so in manufacturing production. There everything can be lost, root 
and branch. Production must continually replenish capital. The individual 
capital goods which compose it have a limited life; the existence of capital 
is prolonged only by the manner in which the owner deliberately reinvests 
it in production. To own capital one must earn it afresh day by day. In the 
long run a capital fortune is not a source of income which can be enjoyed 
in idleness. 

To combat these arguments by pointing to the steady yield from "good 
capital investments would be wrong. The point is that the investments must 
b e  llgmdll' md tc be that, they must be the r e s d t  d s.;ccessfd s p e d a t i m .  
Arithmetical jugglers have calculated the amount to which a penny, invested 
at compound interest at the time of Christ, would have grown by now. The 
result is so striking that one might very well ask why nobody was clever 
enough to reap a fortune this way. But quite apart from all the other obstacles 
to such a course of action, there is the crowning disability that to every 
capital investment is attached the risk of a total or partial loss of the original 
capital sum. This is true not only of the entrepreneur's investment, but also 
of the investment the capitalist makes in lending to the entrepreneur, for his 380 

investment naturally depends completely on the entrepreneur's. His risk is 
smaller, because the entrepreneur offers him as security that part of his own 
wealth which is outside the immediate undertaking, but qualitatively the two 
risks are the same. The moneylender too can, and often does, lose his 
wealth." 

An eternal capital investment is as non-existent as a secure one. Every 
capital investment is speculative; its success cannot be foreseen with absolute 
assurance. Not even the idea of an "eternal and secure" capital yield could 
have arisen if the concepts of capital investment had been taken from the 
sphere of business and capital enterprise. The ideas of eternity and security 
come from rents secured on landed property and from the related government 
securities. It corresponds to actual conditions when the law recognizes as 

This is quite apart from the effects of currency depreciation. 
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trustee investments only those which are in land or in incomes secured on 
land or afforded by the State or by other public corporations. In capitalist 
enterprise there is no secure income and no security of wealth. It is obvious 
that an entail invested in enterprises outside agriculture, forestry, and mining ...-.. 1A L,. mn-",.ln"" 
W U U I U  UC 5ClL3ClC33. 

If, then, capital sums do not grow of themselves, if for their maintenance 
alone, quite apart from their fructification and increase, successful speculation 
is constantly required, there can be no question whatever of a tendency for 
fortunes to grow bigger and bigger. Fortunes cannot grow; someone has to 
increase themS7 For this the successful activity of an entrepreneur is needed. 
The capital reproduces itself, bears fruit and increases only so long as a 
successful and lucky investment endures. The more rapid the change in 
economic environment the shorter the time in which an investment is to be 
considered as good. For the making of new investments, for reorganization 
of production, for innovations in technique, abilities are needed which only 
a few possess. If under exceptional circumstances these are inherited from 
generation to generation, the successors are able to maintain the wealth left 
by their ancestors, even perhaps to increase it, despite the fact that it may 
have been split up on inheritance. But if, as is generally the case, the heirs 

381 are not equal to the demands which life makes on an entrepreneur, the 
inherited wealth rapidly vanishes. 

When rich entrepreneurs wish to perpetuate their wealth in the family 
they take refuge in land. The descendants of the Fuggers and the Welsers* 
live even today in considerable affluence, if not luxury, but they have long 
since ceased to be merchants and have transformed their wealth into landed 
property. They became members of the German nobility, differing in no way 
from other South German noble families. Numerous merchant families in 
other countries have undergone the same development; having become rich 
in trade and industry they have ceased to be merchants and entrepreneurs 
and have hecome landownersi not to increase their fortunes hut to maintain 
them and transmit them to their children and their children's children. The 

Considerant tries to prove the theory of concentration with a metaphor borrowed from mechanics: 
"Les capifaux suivent aujourd'hui sans contrepoids la loi de leur propre gravitation; c'est que, s'attirant en 
raison de leurs masses, les rickesses sociales se concentrent de plus en plus entre les mains des grands 
possesseurs." ("Capital today follows, without any opposing force, the law of its own magnetism. 
Capital attracts capita1 to itself, by reason of its very size. Social wealth is concentrated more and 
more in the hands of the largest owners.") Quoted by Tugan-Baranowsky, Der moderne Sozialismus 
in seiner geschichtlichen Entwicklung, p. 62. That is word play, nothing more. 
* The Fuggers and the Welsers were prominent, wealthy German families, descended respectively 
from Johannes Fugger, a successful weaver of the first half of the 19th century, and Bartholomeus 
Welser (d.1559)~ the head of a large banking and commercial firm (Pub.). 
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families which did otherwise soon disappeared in obscure poverty. There 
are few banking families whose business has existed for a hundred years or 
more, and a closer glance at the affairs of these few will show that they are 
generally commercially active only in administering fortunes really invested 
in land and mines. There are no ancient fortunes which thrive in the sense 
that they continually increase. 

The Theory of Increasing Poverty 

The theory of increasing poverty among the masses stands at the centre 
of Marxist thought as well as of older socialist doctrines. The accumulation 
of poverty parallels the accumulation of capital. It is the "antagonistic char- 
acter of capitalist production" that "the accumulation of wealth at one pole" 
is simu!tan~~m!y "a~cumulatinn nf misery, work tor t~re,  & p ~ r x ~  . +&,, ieqn*an- bL vLwL tLL, 

brutalization, and moral degeneracy at the ~ t h e r . " ~  This is the theory of the 
progressive increase in the absolute poverty of the masses. Based on nothing 
but the tortuous processes of an abstruse system of thought, it need occupy 
us all the less in that it is gradually receding into the background, even in 
the writings of orthodox Marxian disciples and the official programmes of 
the Social-Democratic parties. Even Kautsky, during the revisionism quarrel, 
was reduced to conceding that, according to all the facts, it was precisely in 382 

the most advanced capitalist countries that physical misery was on the 
decline, and that the working classes had a higher standard of life than fifty 
years The Marxians still cling to the theory of increasing poverty purely 
on account of its propaganda value, and exploit it today just as much as 
during the youth of the now aged Party. 

R..& : - ~ - l l - " L . , . l l - ~  L L -  &L --..*- -L L L -  --I l.:--- LL - L  L-- 3 -  --1- - - 2  
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by Rodbertus, has replaced the theory of absolute growth. "Poverty," says 
Rodbertus, "is a social, that is, a relative, concept. Now, I maintain that the 
justifiable needs of the working classes, since these have attained a higher 
social position, have become considerably more numerous. It would be as 
wrong, now that they have attained this position, not to speak, even with 
unchanged wages, of a deterioration in their material condition as it would 

Mam, Das Kapital, Vol. I ,  p. 611. Publisher's Note: In the English Capital, Vol. I, pp. 736737. 
qautsky,  Bernstein u n d  das Sozialdemokratische Programlrr (Stuttgart, 1899), p. 116. 
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have been at an earlier stage when their wages fell, and they had not yet 
attained this position."1° This thought is derived entirely from the point of 
view of the State Socialist, which considers a raising of the workers1 claims 
to be "justified and assigns them a "higher position" in the social order. 
Against arbitrary judgments of this kind, no argument is possibie. 

The Marxians have taken over the doctrine of the relative growth of 
poverty. "If in the course of evolution the grandson of a small master weaver, 
who had lived with his own journeymen, comes to inhabit a palatial, mag- 
nificently furnished villa, while the journeyman's grandson lives in lodgings, 
which though more comfortable, no doubt, than his grandfather's garret in 
the master weaver's house, yet serves to widen the social gulf between the 
two, then the journeyman's grandson will feel his poverty all the more for 
seeing the comforts that are within his employer's reach. His own position 
is better than his ancestor's, his standard of living has risen, but relatively 
his situation has become worse. Social misery becomes greater . . . the 
workers relatively more wretched."'l Assuming that this were true, it would 
be no indictment against the capitalist system; If Capitalism impr~ves the 
economic position all round, it is of secondary importance that it does not 
raise all to the same level. A social order is not bad simply because it helps 

383 one more than another. If I am doing better, what can it harm me that others 
are doing better still? Must one destroy Capitalism which better satisfies from 
day to day the wants of all people, merely because some individuals become 
rich and a few of them very rich? How, then, can it be asserted as "logically 
unassailable1' that "a growth in the relative poverty of the masses . . . must 
finally end in cata~trophe."'~ 

Kautsky tries to make his conception of the Marxian theory of increasing 
poverty different from that which emerges from an unprejudiced reading of 
Das Kapital. "The word poverty," he says, "may mean physical poverty, but 
it may also mean social poverty. In the first sense it is measured by man's 
physiological needs. These are indeed not everywhere and at all times the 
same, still they do not show differences nearly so great as the social needs, 
non-satisfaction of which produces social poverty."13 It is social poverty, says 
Kautsky, that Marx had in mind. Considering the clarity and precision of 
Marx's style this interpretation is a masterpiece of sophistry, and it was 
accordingly rejected by the revisionists. To the person who does not take 

lo Rodbertus, "Erster sozialer Brief an v. Kirchrnann" (Ausgabe von Zeller, Zur Erkenntnis unserer 
staatwirtschaftlichen Zustande, 2nd ed. (Berlin, 1885), p. 273 n. 
" Herman Miiller, Karl Marx und die Gezoerkschafren (Berlin, 1918) pp. 82 ff .  
IZ As is done by Ballod, Der Zukunftsstaat, 2nd ed. (Stuttgart, ~ y g ) ,  p. 12. 

l3 Kautsky, Bernstein und das Sozialdem~kratische Prograrnrn, p. 116. 
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Marx's words as revelation it may, indeed, be a matter of indifference whether 
the theory of increasing social poverty is contained in the first volume of Das 
Kapital or is taken from Engels or was first put forward by the neo-Marxists. 
The important questions are whether it is tenable and what conclusions 
follow from it. 

Kautsky holds that the growth of poverty in the social sense is "attested 
by the bourgeoisie themselves, only they have given the matter a different 
name; they call it covetousness . . . The decisive fact is that the contrast 
between the wage-earners' needs and the possibiiity of satisfying them out 
of wages, the contrast therefore between wage-earning and capital, is be- 
coming greater and greater."14 Covetousness has always existed, however; 
it is no new phenomenon. We may even admit that it is more prevalent now 
than formerly; the general striving after improvement of economic position 
is a peculiarly characteristic mark of capitalist society. But how one can 
conclude from this that the capitalist order of society must necessarily change 
into the socialist, is inexplicable. 

The fact is, that the doctrine of increasing relative social poverty is nothing 
more than an attempt to give an economic justification to policies based on 384 

the resentment of the masses. Growing social poverty means merely growing 
envy.15 Mandeville and Hume, two of the greatest observers of human nature, 
have remarked that the intensity of envy depends on the distance between 
the envier and the envied. If the distance is great one does not compare 
oneself with the envied, and, in fact, no envy is felt. The smaller the distance, 
however, the greater the envy.16 Thus one can deduce from the growth of 
resentment in the masses that inequalities of income are diminishing. The 
increasing "covetousness" is not, as Kautsky thinks, a proof of the relative 
growth of poverty; on the contrary, it shows that the economic distance 
between the classes is becoming less and less. 

l4 Ibid., p. 120. 

l5 Compare the remarks of Weitling, quoted in Sombart, Der proletarische Sozialismus (Jena, 1924), 
Vol. I, p. 106. 
lh  Hume, A Treatise of Human Nature, Philosophical Works, ed. Green and Grose (London, 1873). 
Vol. 11, pp. 162 ff.; Mandeville, Bienenfabel, ed. Bobertag (Munich, 1914). p. 123. Publisher's Note: 
In English, Mandeville, The Fable of the Bees, ed. F .  B. Kaye (Oxford University Press, 1924), pp. 
135-136; Schatz, L'lndividualisrne tkonomique et social (Paris, 1907), p. 73 n2, calls this an "idke fon- 
damentale pour bien comprendre la cause profonde des antagonismes sociaux." ("Fundamental idea for a 
good understanding of the profound cause of social animosities.") 



CHAPTER 26 

Monopoly and Its Efjecfs 

The Nature of Monopoly and its Significance for the Formation of Prices 

385 N o other part of economic theory has been so much misunderstood as 
the theory of monopoly. The mere mention of the word monopoly 

usually stirs up emotions which make clear judgment impossible and pro- 
vokes, instead of economic arguments, the usuai moral indignation evinced 
in etatistic and other anti-capitalist literature. Even in the United States the 
controversy raging over the trust problem has supplanted all impartial dis- 
cussion of the problem of monopoly. 

The widespread view that the monopolist can fix prices at will, that-in 
common phrase-he can dictate prices, is as erroneous as the conclusion, 
derived from this view, that he has in his hands the power to do whatever 
he likes. This could only be the case if the commodity monopolized were, 
by its very essence, completely outside the range of other goods. A man 
who could monopolize the atmosphere or drinking water could undoubtedly 
force all other human beings to obey him blindly. Such a monopoly would 
be unhampered by any competing economic agency. The monopolist would 
be able to dispose freely of the lives and property of his fellowmen. Such 
monopolies, however, do not come under our theory of monopoly. Water 
and air are free goods, and where they are not free-as in the case of water 
on a mountain top-one can evade the effect of monopoly by moving to a 
different place. Perhaps the nearest approach to such a monopoly was the 
power to administer grace to believers, exercised by the medieval Church. 
Excommunication and interdict were no less terrible than death from thirst 
or suffocation. In a socialist community the State as organized society would 
form such a monopoly. All economic goods would be united in its hands 
and it would therefore be in a position to force the citizen to fulfil its 
commands, would in fact confront the individual with a choice between 
obedience and starvation. 
344 
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The only monopolies which concern us here are trade monopolies. They 386 

affect only economic goods which, however important and indispensable 
they may seem, do not of themselves exert any decisive power over human 
life. When a commodity of which a definite minimum is essential to everyone 
who wishes to go on living, falls under a monopoly, then indeed do all those 
consequences popularly assigned to monopolies inevitably follow. But we 
need not discuss this hypothesis. It is of no practical importance as it lies 
outside the range of economics, and therefore of price theory-except in the 
case of strikes in certain enterprises.] A distinction between goods which are 
essential to life and those which are not, is sometimes made when the effects 
of monopoly are being considered. But these supposedly indispensable 
commodities are, strictly speaking, not what they seem. As the whole ar- 
gument is based on the strict concept indispensability, we have first of all 
to consider whether we have to deal with indispensability in the exact and 
full meaning of the word. Actually we can dispense with the commodities 
in question, either by renouncing the services we obtain from them or by 
procuring those services from some alternative commodity. Bread is certainly 
an important commodity. Yet one can Iive without it, by living on potatoes, 
cakes made from maize, and so on. Coal, so important today that it might 
be called the bread of industry, is not, in the strict sense of the word, 
indispensable, for power and heat can be produced without coal too. And 
this is all that matters. The concept "monopoly" which alone concerns us 
here is that contained in the theory of price monopoly and is the only one 
which contributes materially to an understanding of economic conditions; 
it does not demand that a monopolized commodity shall be indispensable, 
unique, and without substitute. It assumes only the absence of perfect 
competition on the side of ~ u p p l y . ~  

Such loose concepts of monopoly are, moreover, not merely inappropriate; 
they are also theoretically misleading. They lead to the supposition that price 
phenomena can be explained without further investigation by demonstrating 
a monopolistic condition. Having once laid it down that the monopolist 
"dictates" prices, that his attempt to raise prices as high as possible could 
only be restrained by a "power" influencing the market from outside, such 387 

theorists proceed to render the concept of monopoly so elastic as to include 
all commodities not increasable or only increasable with increasing costs. As 
this already comprises most price phenomena, they are able to avoid the 
necessity of working out a theory of prices themselves. As a result many 

See p. 437. 
As there cannot be any question here of giving a theory of monopoly price, the tnonopoly of 

supply alone is examined. 
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come to speak of the monopoly ownership of land and believe that they have 
solved the problem of rent by pointing out that this monopolistic relation 
exists. Others go furthersand seek to explain interest, profit, and even wages 
as monopoly prices and monopoly profits. Quite apart from other defects in 
these "explanations," their authors fail to perceive that, while alleging that 
a monopdly exists, they say nothing at all about the nature of price f&&ation 
and that therefore the catchword monopoly is no substitute for a properly 
developed theory of  price^.^ 

The laws determining monopoly prices are the same as those which 
determine other prices. The monopolist cannot ask any price he fancies. The 
price offers with which he enters the market influence the attitude of the 
buyers. Demand expands or contracts according to the price he demands, 
and he has to reckon with this like any other seller. The one and only 
peculiarity of monopoly is that, assuming a certain shape for the demand 
curve, the maximum net profit lies at a higher price than would have been 
the case in competition between  seller^.^ If we assume these conditions and 
if the monopolist cannot so discriminate as to exploit the purchasing power 
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price than at the lower competitive price, even though sales are thereby 
diminished. Therefore, monopoly under such conditions has three results: 
the market price is higher, the profit is greater, both the quantity sold and 
the consumption are smaller than they would have been under free com- 
petition. 

The last of these results must be examined more closely. If there is more 
of the monopolized commodity than can be placed at the monopoly price 

388 the monopolist must lock up or destroy so many surplus units that the 
remainder may attain the price needed. Thus the Dutch East India Company, 
which monopolized the European coffee market in the seventeenth century, 
destroyed some of its stocks. Other monopolists have done likewise: the 
Greek Government, for instance, destroyed currants in order to raise the 
price. Economically only one verdict on these proceedings is possible: they 
diminish the stock of wealth which serves to satisfy needs, they reduce 

Ely, Monopolies and Trusts (New York,  goo), pp. 11 ff.; Vogelstein, "Die finanzielle Organisation 
der kapitalistischen Industrie und die Monopolbildungen" (op. cit., p. 231) too, and following him 
the German Socialization Commission (op. cit., pp. 31 ff.), start from a concept of monopoly which 
comes very close to the views criticized by Ely and generally abandoned by the price theory of 
modern science. 
Carl Menger, Grundsiitze der Volkswirtschaftslehre (Vienna, 1871), p. 195; further Forchheimer, 

"Theoretisches zum unvollstandigen Monopole" (Schmoller's Jahrbuck XXXII), pp. 3 ff. Publish- 
er's Note: In English, Menger, Principles of Economics, trans. and ed. James Dingwall and Bert F. 
Hoselitz (Glencoe, Illinois: The Free Press, 1950)~ pp. 211 ff. 
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welfare, they diminish riches. That goods which could have satisfied wants, 
and foodstuffs which could have stilled the hunger of the many, should be 
destroyed is a state of things which the outraged populace and the discerning 
economist unite, for once, in condemning. 

Even in monopolistic undertakings, however, destruction of economic 
goods is rare. The far-sighted monopolist does not produce goods for the 
incinerator. If he wishes to place fewer goods on the market he takes steps 
to reduce his output. The problem of monopoly must be considered, not 
from the point of view of goods destroyed, but from that of production 
restricted. 

The Economic Effects of Isolated Monopolies 

Whether the mnnopnlist can exploit his position at all depends on the 
shape of the demand curve of the monopolized commodity and on the costs 
of producing the marginal unit of the commodity at the existing scale of 
production. Only when the conditions are such that the sale of a smaller 
quantity at higher prices yields a greater net profit than the sale of a larger 
quantity at lower prices, is it possible to apply the specific principle of 
monopolistic policy.5 But even then it is applied only if the monopolist fails 
to find a method of securing still higher profits. The monopolist serves his 
interests best if he can separate buyers into classes according to their pur- 
chasing power, for he can then exploit the purchasing power of each class 
separately and exact the highest prices from its members. Railways and other 
transport undertakings, which grade their tariffs according to what the traffic 
will bear are in this class. If, following the general method of monopolists, 389 
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be excluded from transport and for those able to stand higher charges 
transport would be cheapened. The effect of this on the local distribution of 
industry is clear; amongst the factors determining the localization of indi- 
vidual industries the transport factor would make itself felt in a different 
way. 

Compare on this important principle the large literature on the monopoly price. For example, 
Wieser, "Theorie der gesellschaftlichen Wirtschaft," in Grundriss fiir Sozialokonomik, Part I 
(Tiibingen, 1914). p. 276. 
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In examining the economic effect of monopoly, we must limit investigation 
to the type which restricts the production of its commodity. Now the result 
of this restriction is not that less is produced quantitatively. Capital and 
labour, set free by the restriction of production, must find employment in 
other production. For in the long run in the free economy there is neither 
unemployed capital nor unemployed labour. Thus against the smaller pro- 
duction of the monopolized goods one must set the increased production of 
other goods. But these, of course, are less important goods, which would 
not have been produced and consumed if the more pressing demands for 
a larger quantity of the monopolized commodity could have been satisfied. 
The difference between the value of these goods and the higher value of the 
quantity of the monopolized commodity not produced represents the loss 
of welfare which the monopoly has inflicted on the national economy. Here 
private profit and social productivity are at variance. A social society under 
such circumstances would act differently from a capitallst society. 

It has sometimes been pointed out that although the monopoly can prove 
harmful to the consumer it might, on the other hand, be turned to his 
advantage. ivionopoiy couid produce more cheapiy because it eiiminates aii 
the expenses of competition and because, being adapted to large scale op- 
erations it enjoys all advantages of the division of labour. But this in no wise 
alters the fact that monopoly deflects production from more important prod- 
ucts to less important ones. It may be as the defender of trusts is fond of 
repeating, that the monopolist, unable to increase his profit otherwise, 
endeavours to improve productive technique, but it is difficult to understand 
why the urge to this should be greater in him than in the competitive 
producer. Even if this be admitted, however, it does not alter what we have 
said about the social effects of monopoly. 

The Limits of Monopoly Formation 

The possibility of monopolizing the market varies radically with different 
goods. Even the producer who is protected from competition need not 
necessarily be in a position to sell at monopoly prices and obtain monopoly 
profits. If the quantity sold falls so steeply with the rise of prices that the 
extra sum obtained does not cover the deficiency in the number sold, then 
the monopolist is forced to content himself with the price which would have 
emerged under competitive selling6 

According to Wieser, ibid., this is "perhaps even the rule." 
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Apart from the enjoyment of artificial support-the grant of special legal 
privileges, for example-we shall find that a monopoly can, as a rule, maintain 
itself only by the exclusive power to dispose of certain natural factors of 
production. Similar power over reproducible means of production does not 
as a rule allow permanent monopolization. New enterprises may always 
spring up. As already pointed out, the progressive division of labour tends 
towards a condition in which, at the highest specialization of production, 
everyone will be the sole producer of one or several articles. But this would 
by no means necessarily involve a monopolized market for all these articles. 
The attempts of manufacturers to extract monopoly prices would, apart from 
other circumstances, be checked by the appearance of new competitors. 

Experience of cartels and trusts during the last generation completely 
confirms this. All enduring monopolistic organizations are built up on the 
power of the monopoly to dispose of natural resources or of particular land 
sites. A man who tried to become a monopolist without the control of such 
resources-and without special legal aids such as tariffs, patents, etc.-had 
to resort to all sorts of tricks and artifices to secure even a temporary success. 
The complaints raised against cartels and trusts and investigated h17 J the 
commissions of inquiry whose published records are so voluminous, deal 
almost exclusively with these tricks and practices, which aim at creating 
monopolies artificially where the conditions for them do not exist. Most 
cartels and trusts would never have been set up had not the governments 
created the necessary conditions by protectionist measures. Manufacturing 
and commercial monopolies owe their origin not to a tendency immanent 391 

in capitalist economy but to governmental interventionist policy directed 
against free trade and laisser-faire. 

Without the special power to dispose of natural resources, or of advan- 
tageously situated land, monopolies could arise only where the capital re- 
quired to erect a competing enterprise was not able to count on an adequate 
return. A railway company can achieve a monopoly where it would not pay 
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profitable. The same may be true in other cases. But while this shows that 
a few monopolies of this kind are possible it does not reveal a general 
tendency to their formation. 

The effect of such monopolies, e.g. the railway company or the electric 
power plant, is that the monopolist may be able, according to the circum- 
stances of the case, to absorb a greater or smaller quantity of the ground 
rents of adjoining properties. The result of this may be a change in the 
distribution of income and property which is felt to be disagreeable-at least, 
by those directly affected. 
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The Significance of Monopoly in Prima y Production 
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specific primary production is the only field liable to monopolization without 
special protection from the State. Monopolies in certain branches of primary 
production are possible. Mining, in the widest sense of the word, is their 
true domain. Where today we have monopolistic structures which do not 
spring from government intervention, they a reapa r t  from such instances 
as the railway company and the power works--almost exclusively organi- 
zations built up on a power to dispose of certain kinds of natural resources. 
These natural resources must be such as are found in relatively few places, 
for this alone makes the monopoly possible. A world monopoly of potato 
farmers or milk producers is ~nthinkable.~ Potatoes and milk, or at least 
substitutes for them, can be produced over the greater part of the earth's 
surface. World monopolies of oil, mercury, zinc, nickel, and other materials 

392 can occasionally be formed if the owners of the rare places where they exist 
can combine; examples of this are found in the history of recent years. 

When such a monopoly is formed the higher monopoly price replaces the 
competitive price. The income of mine owners rises, production and con- 
sumption of their product fall. A quantity of capital and labour which would 
otherwise have been active in this branch of production is diverted to other 
fields. If we consider the effects of monopoly from the standpoint of the 
separate branches of world economy we see only the rise in the monopolists' 
income and the corresponding decline in the income of all other branches. 
Considered, however, from the standpoint of world economy and subspecie 
aeternitatis (from the point of view of eternity), monopolies would appear to 
economize consumption of irreplaceable natural resources. People come to 
ded mnre thriftily with these precious resn~rces when as in mir?i~.o or + h ~  ---- 
monopoly price occasionally replaces the competitive price and they are 
driven to do less digging and more working up. Since in every mine in 
operation nature's irreplaceable gift to man is being used up, the less we 
touch this stock the better we provide for the supply of coming generations. 
We see now what it means when people detect in monopoly a conflict 
between social productivity and private profit. True, a socialist community 
would have no occasion to restrict production as Capitalism does under 

It is different, perhaps, with agricultural productions which flourish only on relatively restricted 
soils; for example, coffee growing. 
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monopolies, but this would only mean that Socialism would deal less thriftily 
with irreplaceable natural treasures, that it would sacrifice the future to the 
present. 

When we find that monopoly causes a conflict between profit and pro- 
ductivity which is not to be found anywhere else, we do not necessarily say 
that the effects of monopoly are pernicious. The naive assumption that the 
behavior of the socialist community-as typifying the idea of productivity- 
constitutes the Absolute Good is quite arbitrary. We have no standard on 
which to base a valid decision between what is good and what is evil in this 
context. 

If, then, we consider the effects of monopoly without being biased by 
popular writers on cartels and trusts, we can discover nothing which could 
justify the assertion that growing monopolization makes the capitalist system 
intolerable. The monopolist's scope in a capitalist economy free from state 
interference is much smaller than this type of writer commonly assumes; 
and the consequences of monopoly must be judged by other standards than 
the mere catchwords Price Dictation and the Rule of the Trust Magnates. 





PART IV 
SOCIALISM AS A MORAL IMPERATIVE 





CHAPTER 27 

Socialism and Ethics 

The Socialist Attitude to Ethics 

F or pure Marxism Socialism is not a political programme. It does not 395 

demand that society shall be transformed into the socialist order, nor does 
it condemn the liberal order of society. It presents itself as a scientific theory 
which claims to have discovered in the dynamic laws of historical develop- 

m nient a movement towards the socialization of the means oi pruduction. l o  
say that pure Marxism pronounces itself in favour of Socialism or that it 
desires Socialism or wishes to bring it about would be just as absurd as to 
say that Astronomy wishes or thought it desirable to bring about a solar 
eclipse which it had predicted. We know that Mam's life and even many 
of his writings and sayings sharply contradict his theoretic outlook and that 
the Socialism of resentment is always showing its cloven hoof. In practical 
politics at least, his supporters have long since forgotten what they owe 
strictly to his doctrine. Their words and deeds go far beyond what the 
"midwife theory" permits.' This, however, is of secondary importance for 
our study, which here deals only with the doctrine pure and undefiled. 

Besides the pure Marxist view that Socialism must come of inexorable 
necessity, there are two other motives which guide the advocates of Com- 
munism. They are sociaiists either because they expect socialist society to 
increase productivity, or because they believe that a socialist society would 
be more just. Marxism is unable to reconcile itself to ethical Socialism. But 

How little the Social-Democrats have made this fundamental doctrine of Marxism their own, 
one sees from a glance at their literature. A leader of German Social-Democracy, the former 
German Minister of National Economy Wissell, confesses succinctly: "I am Socialist and shall 
remain Socialist, for I see in socialist economy, with its subordination of the Individual to the 
Whole, the expression of a higher moral principle than that which lies at the basis of individualistic 
economy." Praktische Wirtschaftspolitik (Berlin, 1919), p. 53. 
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its attitude to economic-rationalist Socialism is quite different: it is possible 
396 to interpret the materialistic conception of history as meaning that the trend 

of economic development naturally leads to the most productive type of 
economy, that is to say Socialism. Of course, this view is very different from 
that held by the majority of Marxists. They are for Socialism, firstly because 
it is bound to come in any case, secondly because it is morally preferable, 
and finally because it involves more rational economic organization. 

The two motives of non-Marxian Socialism are mutually exclusive. If a man 
advocates Socialism because he expects it to increase the productivity of 
social labour he need not try to bolster up his demands with a higher moral 
valuation of the socialist order. If he elects to do so, he is open to the question 
whether he would be prepared to advocate Socialism if he discovered that 
it was after all not the morally perfect order. On the other hand it is clear 
that one who advocates the socialistic order for moral reasons would have 
to go on doing so even if he were convinced that the order based on private 
ownership in the means of production yielded greater productivity of labour. 

Eudaemonistic Ethics and Socialism 

To eudaemonism, which looks at social phenomena rationalistically, the 
very way in which ethical Socialism states its problems seems unsatisfactory. 
Unless Ethics and "Economy" are regarded as two systems of objectivization 
which have nothing to do with each other, then ethical and economic 
valuation and judgment cannot appear as mutually independent factors. All 
ethical ends are merely a part of human aims. This implies that on the one 
hand the ethical aim is a means, in so far as it assists in the human struggle 
for happiness, but that on the other hand it is comprised in the process of 
valuation which unites all intermediate aims into a unitary scale of values 
and grades them according to their importance. The conception of absolute 
ethical values, which might be opposed to economic values, cannot therefore 
be maintained. 

Of course one cannot discuss this point with the ethical apriorist or the 
intuitionist. Those who uphold the Moral as ultimate fact, and who rule out 
scientific examination of its elements by referring to a transcendental origin, 
will never be able to agree with those who are dragging down the concept 
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of Right into the dust of scientific analysis. Ethical ideas of duty and conscience 397 

demand nothing less than the blindest submi~sion.~ A priori ethics, claiming 
unconditional validity for its norms, approaches all earthly relations from 
the outside and aims at transmuting them into its own form with no concern 
whatever for the consequences. Fiat iustitia, pereat mundus (let justice be done 
even though the world be destroyed) is its motto, and it is when it becomes 
honestly indignant about the eternally misunderstood plea, "the end justifies 
the means," that it is most sincere. 

Isolated man settles all his ends according to his own law. He sees and 
knows nothing but himself and arranges his actions accordingly. In society, 
however, he must temper his actions to the fact that he lives in society and 
that his actions must affirm the existence and progress of society. From the 
basic law of social life it follows that he does not do this to achieve aims 
lying outside his own personal system of ends. In making the social ends 
his own he does not thereby subordinate his personality and his wishes to 
those of a higher personality or renounce the fulfilment of any of his own 
desires in favour of those of a mystical universe. For, from the standpoint 
of his own valuation; social ends are not ultimate but intermediate in his 
own scale of values. He must accept society because social life helps him to 
fulfil his own wishes more completely. If he denied it he would be able to 
create only transitory advantages for himself; by destroying the social body 
he would in the long run injure himself. 

The idea of a dualism of motivation assumed by most ethical theorists, 
when they distinguish between egoistic and altruistic motives of action, 
cannot therefore be maintained. This attempt to contrast egoistic and altruistic 
action springs from a misconception of the social interdependence of indi- 
viduals. The power to choose whether my actions and conduct shall serve 
myself or my fellow beings is not given to m e w h i c h  perhaps may be 
regarded as fortunate. If it were, human society would not be possible. In 
the society based on division of labour and co-operation, the interests of all 
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ultimately action in the interests of myself and action in the interest of others 
do not conflict, since the interests of individuals come together in the end. 
Thus the famous scientific dispute as to the possibility of deriving the altruistic 398 

from the egoistic motives of action may be regarded as definitely disposed 
of. 

There is no contrast between moral duty and selfish interests. What the 
individual gives to society to preserve it as society, he gives, not for the sake 

Jodl, Geschichte der Ethik als philosophischer Wissenschaft, Vol. 11, 2nd e d .  (Stuttgart, 1921), p. 450. 
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of aims alien to himself, but in his own in te re~ t .~  The individual, who is a 
product of society not only as a thinking, willing, sentient man, but also 
simply as a living creature, cannot deny society without denying himself. 

This position of social ends in the system of individual ends is perceived 
L7 +Lo ;mA;TAAT*-lfo vn-on- *.rL:nL ---Ll-.- I-:- ",, LllC; l l a u l v l u u a l  3 1==="11, W l l l L l t  = l l a ~ ~ 3  111111 to recqpize aright his ow-n 
interests. But society cannot always trust the individual to see which are his 
true interests. If it left everyone to judge of his own it would expose itself 
to the caprice of every foolish, sick, and weak-willed person, leaving him 
free to put its very existence into question, thus imperilling the continuity 
of development. This is what led to the creation of powers of social coercion 
which, vis-a-vis the individual, appear as external constraints because they 
demand imperative obedience. And here we see the social significance of 
the State and the Law. They are not something outside the individual, 
demanding from him actions which run counter to his own interests, forcing 
him to serve alien purposes. They merely prevent the misguided, asocial 
individual, blind to his own interests, from injuring his fellow men by a 
revolt against the social order. 

It is therefore absurd to maintain that Liberalism, Utilitarianism and Eu- 
daemonism are "inimical to the State." They reject the idea of Etatism, which 
under the name State adores as God a mysterious being not comprehensible 
to human understanding; they dissent from Hegel, to whom the State is 
"divine will"; they reject the Hegelian Marx and his school who have replaced 
the cult of "State" with the cult of "Society"; they combat all those who want 
the State or "Society" to perform tasks other than those corresponding to 
that social order which they themselves believe the most proper to the end 
in view. Because they favour private ownership in the means of production 
they demand that the State coercive apparatus shall be directed to maintain 
this, and thev reject all proposals intended to restrict or abolish private 
property. ~ucneve r  for a moment do they think of "abolishing the State." 
The liberal conception of society by no means omits the apparatus of the 

399 State; it assigns to this the task of safeguarding life and property. Anybody 
who calls opposition to State railways, State theatres, or State dairies "enmity 
to the State" must be deeply enmeshed indeed in the realistic (in the scholastic 
sense) conception of the State. 

Occasionally society can prevail against the individual even without coer- 
cion. Not every social norm requires that the most extreme coercive measures 
shall at once be put into force. In many things, morals and custom can wring 
from the individual a recognition of social aims without assistance from the 

Izoulet, La citk moderne, pp. 413 ff. 
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sword of justice. Morals and customs go further than State law in so far as 
they protect more extensive social aims. In this respect, there may be a 
difference in extent between them, but no incompatibility of principle. Es- 
sential contrasts between the legal order and moral laws occur only where 
the two derive from different conceptions of the social order, that is, where 
they appertain to different social systems. The contrast is then dynamic, not 
static. 

The ethical valuation "good" or "evil" can be applied only in respect of 
ends towards which action strives. As Epicurus said: "AGLxB ai, xa0' i m q v  
XaX6v'f ("Vice without injurious consequences would not be ~ i c e . " ) ~  Since 
action is never its own end, but rather the means to an end, we call an action 
good or evil only in respect of the consequences of the action. It is judged 
according to its place in the system of cause and effect. It is valued as a 
means. And for the value of the means of valuation of the end is decisive. 
Ethical, like all other, valuation proceeds from valuation of ends, of the 
ultimate good. The value of an action is the value of the end it serves. 
Intention, too, has value in so far as it leads to action. 

fiiv nf action can ~ n ] y  when a!] ~ ! t i _ m a f ~  T.TZ]U~S be hrgzohf inin b"' """ 
a unitary scale of values. If this were not possible, man would always be 
finding himself in a position where he could not act, that is, work as a 
creature conscious of his striving towards a goal; he would have to abandon 
the issue to forces beyond his control. Conscious scaling of values precedes 
every human action. The man who chooses to attain A while renouncing B, 

c, D, etc., has decided that in the given circumstances the attainment of A 

is more valuable to him than the attainment of the others. 
Philosophers had been arguing about this ultimate Good for a long time 400 

before it was settled by modern investigation. At the present day Eudae- 
monism is no longer open to attack. In the long run all the arguments which 
philosophers from Kant to Hegel brought against it were unable to dissociate 
the concept Morality from that of Happiness. Never in history has more 
ii-itdec; and iiigeiiuiv been expended in defending an iinieiiable psiiiun. 
We are lost in admiration of the magnificent performance of these philoso- 
phers. We might almost say that what they have done to prove the impossible 
elicits more admiration than the achievements of the great thinkers and 
sociologists who have made Eudaemonism and Utilitarianism a permanent 
possession of the human mind. Certainly their efforts were not in vain. Their 
gigantic struggle for anti-eudaemonistic ethics were necessary to expose the 
problem in all its wide ramifications and so enable a conclusive solution to 
be reached. 

Guyau, Die englische Ethik der Gegenwart, trans. Peusner (Leipzig, 1914)~ p. 20. 
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Since the tenets of intuitionist ethics, which are irreconcilable with scientific 
method, have been deprived of their very foundations, anyone who recog- 
nizes the eudaemonistic character of all ethical valuation is exempt from 
further discussion of ethical Socialism. For such a one the Moral does not 
staxd cutside the scale ef vdues which c~rnplrises a!! va!ues ~f !ife. For him 
no moral ethic is valid per se. He must first be allowed to inquire why it is 
so rated. He can never reject that which has been recognized as beneficial 
and reasonable simply because a norm, based on some mysterious intuition, 
declares it to be immoral-a norm the sense and purpose of which he is not 
entitled even to in~estigate.~ His principle is not fiat iustitia, pereat mundus, 
but fiat iustitia, ne pereat mundus (let justice be done, but do not destroy the 
world). 

If nevertheless it appears not entirely superfluous to discuss separately 
the arguments of ethical Socialism, this is not merely because it counts many 
adherents, but, what is more important, because it provides an opportunity 
of showing how eudaemonistic ideas lie concealed in every train of aprioristic- 
intuitive ethical thought, and how this system can be traced back, in every 
one of its utterances, to untenable notions of economic conduct and of social 
co-operation. Every ethical system built up on the idea of duty, even though 
it exhibits itself as strictly as Kantls, is finally obliged to yield so much to 

401 Eudaemonism that its principles can no longer be maintained.6 In the same 
way every single requirement of aprioristic-intuitive ethics displays ultimately 
an eudaemonistic character. 

A Contribution to the Understanding of Eudaemonism 

Formalist ethics takes its differences with Eudaemonism altogether too 
lightly when it interprets the happiness of which the latter speaks as satis- 
faction of sensual desires. More or less consciously, formalistic ethics foists 
upon Eudaemonism the assertion that all human striving is directed solely 
towards filling the belly and the basest forms of sensual enjoyment. It is of 
course not to be denied that the thoughts and endeavors of many, very many 
people are concentrated on these things. This, however, is no fault of social 

Bentham, Deontology or the Science of Morality, ed. Bowring (London, 1834), Vol. I, pp. 8 ff. 
Mill, Utilitarianism (London, 1863), pp. 5 ff.; Jodl, Geschichte der Ethikals philosophischer Wissenschaft, 

Vol. 11, p. 36. 
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science, which merely points it out as a fact. Eudaemonism does not advise 
men to strive after happiness; it merely shows that human striving necessarily 
tends in this direction. And after all, happiness is not to be found only in 
sexual enjoyment and a good digestion. 

The energistic conception of the Moral sees the highest good in fulfilling 
oneself, in the full exercise of one's own powers, and this is perhaps only 
another way of saying what eudaemonists have in mind when they speak 
of happiness. The happiness of the strong and the healthy certainly does not 
lie in idle dreaming. But when this conception is contrasted with Eudae- 
monism it becomes untenable. What are we to make of Guyau when he says: 
"Life is not calculation, but action. In every living being there is a store of 
strength, a surplus of energy, which strives to spend itself, not for the sake 
of the accompanying pleasurable sensations but because it must spend itself. . . Duty 
derives from strength, which necessarily urges towards action. "7 Action means 
working with a conscious end, that is, on a basis of reflection and calculation. 
Guyau is guilty of a lapse into intuitionism, which he otherwise rejects, 
when he represents a mysterious urge as the guide of moral action. In the 
idCes-forces of Fouillee the intuitionist element is still more clearly r e~ea l ed .~  
What was thought is supposed to urge towards realization. But presumably 402 

this is only when the end, which the action serves, seems desirable. To the 
question why an end appears good or evil, however, Fouillee offers no reply. 

Nothing is gained when the teacher of morals constructs an absolute ethic 
without reference to the nature of man and his life. The declamations of 
philosophers cannot alter the fact that life strives to live itself out, that the 
living being seeks pleasure and avoids pain. All one's scruples against 
acknowledging this as the basic law of human actions fall away as soon as 
the fundamental principle of social co-operation is recognized. That everyone 
lives and wishes to live primarily for himself does not disturb social life but 
promotes it, for the higher fulfilment of the individual's life is possible only 
in and through society. This is the true meaning of the doctrine that egoism 
is the bagjr law of snci&xr. 

3 

The highest demand that Society makes of the individual is the sacrifice 
of his life. Though all other restrictions of his action which the individual 
has to accept from society may be considered ultimately in his own interests, 
this, says the anti-eudaemonistic ethic, can be explained by no method which 
smooths over the opposition between individual and general interests. The 
hero's death may be useful to the community, but that is no great consolation 

Guyau, Sitflichkeit ohne "PfZicht," pp. 272 ff .  
Vouill6e, Hurnanitaires et libertaires au point de vue sociologique et moral, pp. 157 ff. 
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to him. Only an ethic based on duty could help one over this difficulty. On 
closer considerations we see that this objection may be easily disproved. 
When society's existence is threatened, each individual must risk his best to 
avoid destruction. Even the prospect of perishing in the attempt can no 
longer deter him. For there is then no choice between either living on as one 
formerly lived or sacrificing oneself for one's country, for society, or for one's 
convictions. Rather, must the certainty of death, servitude, or insufferable 
poverty be set against the chance of returning victorious from the struggle. 
War carried on pro aris et focis (For our altars and our hearths) demands no 
sacrifice from the individual. One does not engage in it merely to reap 
benefits for others, but to preserve one's own existence. This of course, is 
only true of wars in which individuals fight for their very existence. It is not 
true of wars which are merely a means of enrichment, such as the quarrels 
of feudal lords or the cabinet wars of princes. Thus Imperialism, ever covetous 
of conquests, cannot do without an ethic which demands from the individual 
"sacrifices" for the "good of the State." 

403 The long fight carried on by moralists against the convenient eudaemonistic 
expianation of the iviorai finds its counterpart in the efforts of economists to 
solve the problem of economic value otherwise than through the utility of 
consumption goods. Economists had nothing nearer to hand than the idea 
of value as reflecting in some way the significance of a commodity to human 
welfare, nevertheless the attempt to explain the phenomena of value with 
the help of this concept has been given up again and again and other theories 
of value have been persistently sought. This is because of the difficulties 
presented by the problem of the quantity of value. There was, for instance, 
the apparent contradiction that precious stones, satisfying an obviously minor 
want, have a higher value than bread, which satisfies one of the most 
important needs, and that air and water, without which man simply cannot 
live, are generally without value. The basis for erecting a theory of value on 
the utility of goods was laid only when the idea of a scale of importance of 
classes of wants was separated from that of the concrete wants ihemselves, 
and the fact recognized that the scale according to which the importance of 
the wants depending on the power to dispose of goods is judged, is that of 
the concrete wants themsel~es.~ 

The difficulty which the utilitarian-eudaemonistic explanation of the Moral 
had to overcome was not less than that with which economic theory had to 
fight in the effort to trace economic values back to utility. No one could 

Bohm-Bawerk, Kapital und  Kapitalzins, 3rd ed., Part I1 (Innsbruck, ~gog),  pp. 233 ff. Publisher's 
Note: This is pp. 135 ff. in Volume I1 of the English edition. 
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discover how to bring eudaemonistic doctrine into harmony with the obvious 
fact that moral action consists just in the individual's avoiding actions which 
seem directly useful to him and doing that which seems directly harmful to 
him. Liberal social philosophy was the first to find the solution. It showed 
that by maintaining and developing the social bond each individual serves 
his highest interest, so that the sacrifices made in the fulfilment of social life 
are only temporary ones. He exchanges a smaller direct advantage for a 
considerably greater indirect advantage. Thus duty and interest 
This is the meaning of the harmony of interests of which the liberal theory 
of society speaks. 

lo Bentham, Deontology, Vol. I ,  p. 87 ff. 



CHAPTER 28 

Socialism as an Emanation of Asceticism 

I 

The Ascetic Point of View 

" 4  w ithdrawal from the world and denial of life are, even from the religious 
point of view, not ultimate ends, pursued for their own sakes, but 

means to the attainment of certain transcendental ends. But though they 
appear in the believer's universe as means, they must be regarded as ultimate 
ends by an inquiry which cannot go beyond the limits of this life. In what 
followsl we shall mean by asceticism only that which is inspired by a 
philosophy of life or by religious motives. With these restrictions, asceticism 
is the subject of our study. We must not confuse it with that kind of asceticism 
which is only a means to certain earthly ends. If he is convinced of the 
poisonous effects of liquor, a man abstains from them either to protect his 
health generally or to steel his strength for a special effort. He is no ascetic 
in the sense defined above. 

Nowhere has the idea of withdrawal from the world and denial of life been 
manifested more logically and completely than in the Indian religion of 
Jainism, which is able to look back on a history of 2500 years. "Homelessnessl" 

3 n Z T A T  1 saia lwax vveuer, "is ihe fundamental idea of salvation in jainism. it means 
the breaking off of all earthly relations, and therefore, above all, indifference 
to general impressions and avoidance of all worldly motives, the ceasing to 
act, to hope, to desire. A man who has only the capacity left to feel and 
think 'I am I' is homeless in this sense. He wishes neither life nor death- 
because in either case it would mean desire, and that might wake Karma. 
He neither has friends nor raises objections to the actions of others towards 
him (for example, to the usual washing of feet which the pious person 
performs for the saint). He behaves according to the principle that one should 
not resist evil and that the individual's state of grace during life must be 
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tested by his capacity to bear trouble and pain."l Jainism prohibits most 40.5 

strictly any killing of living beings. Orthodox Jains burn no light during the 
dark months because it would burn the moths, make no fire because it would 
kill insects, strain the water before boiling it, wear a mouth and nose veil to 
prevent themselves from inhaling insects. It is the highest piety to let oneself 
be tortured by insects without driving them awayS2 

Only a section of society can realize the ideal of ascetic living, for the 
ascetic cannot be a worker. The body that is exhausted by penitential exercises 
and castigations can do nothing but lie in passive contemplation and let 
things come to it or consume the rest of its strength in ecstatic trances and 
thus hasten the end. The ascetic who embarks on work and economic activity 
to earn for himself only the smallest quantity of the necessities of life abandons 
his principles. The history of monasticism, not only of Christian monasticism, 
reveals this. From being abodes of asceticism the monasteries sometimes 
became the seat of a refined enjoyment of life. 

The non-working ascetic can only exist if asceticism is not obligatory for 
all. Since he cannot nourish himself without the labour of others, labourers 
rr?tlst exist on whom he may IIe needs tribtltary !ayrr.en. His sexua! 
abstinence requires laymen who will bear successors. If this necessary com- 
plement is lacking, the race of ascetics quickly dies out. As a general rule of 
conduct asceticism would mean the end of the human race. The holocaust 
of his own life is the end towards which the individual ascetic strives, and 
though this principle may not include abstinence from all actions necessary 
to maintain life with the object of putting a premature end to it, it implies, 
by suppression of the sexual desire, the destruction of society. The ascetic 
ideal is the ideal of voluntary death. That no society can be built on the 
ascetic principle is too obvious to need closer explanation. For it is a destroyer 
of society and life. 

This fact can be overlooked only because the ascetic ideal is seldom thought 
out, and still more seldom carried out, to its logical conclusion. The ascetic 
in the forest who lives like the animals on ruuts and herbs is the only one 406 

who lives and acts according to his principles. This strictly logical behaviour 
is rare; there are, after all, not many people who are prepared to renounce 
light-heartedly the fruits of culture, however much they may despise them 
in thought and abuse them in words, few who are willing to return without 
more ado to the way of life of the deer and the stag. St. Aegidius, one of St. 

Weber, Gesammelte Aufsiitze zur Religionssoziologie (Tiibingen, 1920), Vo1. 11, p. 206. 
Ibid., p. 211. 
Weber, op. cit., Vol. I ,  p. 262. 
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Francis's most zealous companions, found fault with the ants because they 
were too much preoccupied with collecting supplies; he approved only of 
the birds, because they do not store food in barns. For the birds in the air, 
the animals on earth, the fish in the sea, are satisfied when they have 
sufficient nourishment= He himself believed that he lived according to the 
same ideal when he fed himself with the labour of his hands and the collection 
of alms. When he went gleaning with the rest of the poor at harvest-time, 
and people wanted to add to his gleanings, he would refuse saying: "I have 
no barn for storing. I do not wish for one." Yet this saint did derive advantages 
from the economic order he condemned. His life in poverty, possibly only 
in and by this economic order, was infinitely better off than that of the fishes 
and birds he believed he was imitating. He received income for his labour 
out of the stores of an ordered economy. If others had not gathered in barns 
the saint would have gone hungry. Only if everybody else had taken the 
fish as their example, could he have known what it was to live like a fish. 
Critically disposed contemporaries recognized this. The English Benedictine, 
Matthew Paris, reports that Pope Innocent I11 advised St. Francis, after 
iistening to his ruie, to go to the swine, whom he resembied more than men, 
to roll with them in the mud, and to teach his rule to them.4 

Ascetic morals can never have universal application as binding principles 
of life. The ascetic who acts logically passes voluntarily out of the world. 
Asceticism which seeks to maintain itself on earth does not carry its principles 
to the logical end; it stops at a certain point. It is immaterial by what sophistry 
it tries to explain this; it is sufficient that it does so and must do so. Moreover, 
it is compelled at least to tolerate non-ascetics. By thus developing a double 
morality, one for saints, one for worldlings, it splits ethics in two. The only 
truly moral folk are the monks, or whatever else they may be called, who 

407 strive for perfection by asceticism. By splitting morality in this way asceticism 
renounces its claim to rule life. The only demand that it still ventures to make 
upon laymen is for small donations to keep the saint's body and soul together. 

As a strict ideal, asceticism knows no satisfaction of wants at afi. It is 
therefore non-economic in the most literal sense. The watered-down ideal 
of asceticism, conceived by the laymen of a society that reveres the asceticism 
of the perfect, or by monks living in a self-sufficient community, may demand 
only the most primitive hand to mouth production, but it by no means 
opposes the extreme rationalization of economic activity. On the contrary, 
it demands this. For, since all preoccupation with worldly matters keeps 
people away from the only purely moral way of life and is to be tolerated 

Glaser, Diefranziskanische Bezuegung (Stuttgart and Berlin, 1903), pp. 53 ff.,  59. 
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at all only as a means to an intermediate-unfortunately unavoidable- 
purpose, then it is essential that this unholy activity should be as economical 
as possible, so as to reduce it to a minimum. Rationalization, desirable to the 
worldling in his efforts to reduce painful and increase pleasant sensations, 
is imposed upon the ascetic, to whom the painful sensations aroused by 
work and privation are valuable castigations, because it is his duty to devote 
himself to the transitory no longer than is absolutely necessary. 

From the ascetic point of view too, therefore, socialistic production cannot 
be preferred to the capitalistic unless it is held to be more rational. Asceticism 
may recommend its devotees to limit the activities by which they satisfy their 
wants because it abhors a too comfortable existence. But within the limits 
which it leaves for the satisfaction of these wants, it cannot regard as right 
anything but what rational economy demands. 

Asceticism and Socialism 

Socialist thought at first cold-shouldered all principles of asceticism. It 
harshly rejected any consoling promise of a life after death and aimed at an 
earthly paradise for everybody. Neither the world to come nor any other 
religious inducements have any interest for it. Socialism's one aim was to 
guarantee that everyone should reach the highest standard of well-being 
attainable. Not self-denial, but enjoyment was its criterion. Socialist leaders 408 

have always definitely opposed all those who show themselves indifferent 
to the increase in productivity. They have pointed out that, to lessen the 
hardships of labour and increase the pleasures of enjoyment, the productivity 
of human labour must be multiplied. The grandiose gestures of degenerate 
scions of wealthy families in praise of the charms of poverty and the simple 
life made no appeal to them. 

But on looking into this more closely, we may detect a gradual change in 
their attitude. In proportion as the uneconomic nature of socialistic production 
becomes apparent, socialists are beginning to transform their views on the 
desirability of a more abundant satisfaction of human wants. Many of them 
are even beginning to show some sympathy with writers who praise the 
Middle Ages and look with contempt on the riches which Capitalism adds 
to the means of e~istence.~ 

Weichen, "Sozialismus und Ethik in Die Neue Zeit, 38 Jahrg., Vol. I, pp. 312 ff. Specially 
remarkable in this context are also the remarks of Charles Gide, "Le Materialisme et ~ ~ c o n o m i e  
Politique" in Le Matkrialisme actuel (Paris, 1924). 
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The assertion that we could be happy, or even happier, with fewer goods 
can no more be refuted than it can itself be proved. Of course, most people 
imagine that they have not enough material goods; and, because they value 
the increase of well-being that greater exertions on their part can bring more 
than they value the leisure which they would gain by renouncing it: they 
exhaust themselves by laborious work. But even if we admit the assertions 
of those semi-ascetics whose outlook we have been discussing, this by no 
means commits us to giving the socialist method of production precedence 
over the capitalist. For supposing too many goods are produced under 
Capitalism, the matter could be remedied quite simply by reducing the 
quantity of work to be done. The demand that we should reduce the pro- 
ductivity of labour by adopting a less fruitful way of production cannot be 
justified by such arguments. 



CHAPTER 29 

Christianity and Socialism 

Religion and Social Ethics 

R eligion, not merely as a church but as a philosophy too, is like any other 409 

raft of spiritual life, a product of men's social co-operation. Our thinking 
is by no means an individual phenomenon independent of all social relations 
and traditions; it has a social character by reason of the very fact that it 
follows methods of thought formed during millennia of co-operation between 
innumerable groups. And we, again, are able to take over these methods of 
thought only because we are members of society. Now, for exactly the same 
reasons, we cannot imagine religion as an isolated phenomenon. Even the 
mystic, who forgets his surroundings in awestruck joy as he experiences 
communion with his God, has not made his religion by his own efforts. The 
forms of thought which have led him to it are not his own individual creation; 
they belong to society. A Kaspar Hauser" cannot evolve a religion without 
help from outside. Religion, like everything else, has grown up historically, 
and is subject to the constant change that affects every social phenomenon. 

But religion is also a social factor in the sense that it regards social relations 
from a special angle and sets up rules for human conduct in society accord- 
ingly. It cannot refuse to state its principles in matters of social ethics. No 
religion which sets out to give its devote& an answer to the problems of life, 
and to console them where they most need consolation, can rest content 

* The first fact known positively about Kaspar Hauser is that he appeared in Nuremberg in 1828 
with a letter purporting to give some of his background. According to the letter, he had been 
found in 1812, when only a few months old, by a German laborer who had raised him. The boy 
said that he had been confined in a dark room all his life until he was sent forth into the world. 
In time he was placed in the care of the German poet and philosopher, Georg Friedrich Daumer 
(1800-1875). Hauser died in 1833 from a wound inflicted, he said, by a stranger who had promised 
information about his origin. Many myths and romances developed over the years as to Hauser's 
true identity and ancestry (Pub.). 
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with interpreting the relations of man to Nature, to becoming, and to passing 
away. If it leaves out the relations of man to man, it can produce no rules 
for earthly conduct but abandons the believer so soon as he starts thinking 
about the inadequacy of social conditions. Religion must provide him an 
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and peace, or it will force him to look for an answer elsewhere. This would 
410 mean losing its hold on its adherents and its power over the spirit. Without 

social ethics religion would be dead. 
Today the Islamic and Jewish religions are dead. They offer their adherents 

nothing more than a ritual. They know how to prescribe prayers and fasts, 
certain foods, circumcision and the rest; but that is all. They offer nothing 
to the mind. Completely despiritualized, all they teach and preach are legal 
forms and external rule. They lock their follower into a cage of traditional 
usages, in which he is often hardly able to breathe; but for his inner soul 
they have no message. They suppress the soul, instead of elevating and 
saving it. For many centuries in Islam, for nearly two thousand years in 
Jewry, there have been no new religious movements. Today the religion of 
the Jews is just as it was when the Talmud was drawn up. The religion of 
Islam has not changed since the days of the Arab conquests. Their literature, 
their philosophies continue to repeat the old ideas and do not penetrate 
beyond the circle of theology. One looks in vain among them for men and 
movements such as Western Christianity has produced in each century. They 
maintain their identity only by rejecting everything foreign and "different," 
by traditionalism and conservatism. Only their hatred of everything foreign 
rouses them to great deeds from time to time. A11 new sects, even the new 
doctrines which arise with them, are nothing more than echoes of this fight 
against the foreign, the new, the infidel. Religion has no influence on the 
spiritual life of the individual, where indeed this is able to develop at all 
against the stifling pressure of rigid traditionalism. We see this most clearly 
in the lack of deri-ca! influence. I?especf for the clergy is purely superficial. 
In these religions there is nothing which could be compared to the profound 
influence which the clergy exercises in the Western Churches-though of a 
different order in each church; there is nothing to compare to the Jesuit, the 
Catholic bishop, and the Protestant pastor. There was the same inertia in the 
polytheistic religions of antiquity and there still is in the Eastern Church. 
The Greek Church has been dead for over a thousand years.l Only in the 
second half of the nineteenth century did it once more produce a man in 

' Compare the characterization of the Eastern Church given by Harnack, Das Monchtum, 7th 
ed. (Giessen, 1907), p. 32 ff. 
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whom faith and hope flared up like fire. But Tolstoy's Christianity, however 
much it may bear a superficially Eastern and Russian hue, is at bottom 
founded on Western ideas. It is particularly characteristic of this great Gos- 411 

peller that, unlike the Italian merchant's son, Francis of Assisi, or the German 
miner's son, Martin Luther, he did not come from the people but from the 
nobility which, by upbringing and education, had been completely Wester- 
nized. The Russian Church proper has produced at most men like John of 
Kronstadt* or Rasputin. 

These dead churches lack any special ethics. Harnack says of the Greek 
Church? "The real sphere of the working life whose morality is to be regulated 
by the Faith, falls outside its direct observation. This is left to the state and 
the nation." But it is otherwise in the living Church of the West. Here, where 
faith is not yet extinct, where it is not merely external form that conceals 
nothing but the priest's meaningless ritual, where, in a word, it grips the 
whole man, there is continuous striving after a social ethic. Again and again 
do its members go back to the Gospels to renew their life in the Lord and 
His Message. 

The Gospels as a Source of Christian Ethics 

To the believer Holy Writ is the deposit of divine revelation, God's word 
to humanity, which must forever be the unshakable foundation of all religion 
and all conduct controlled by it. This is true not only of the Protestant, who 
accepts the teaching of the pulpit only in so far as it can be reconciled with 
Holy Writ; it is true also of the Catholics who, on the one hand, derive the 
authority of Holy Writ from the Church, but, on the other, ascribe Holy Writ 
itself to divine origin by teaching that it came into being with the help of the 
Edy C-hest. The dualism here is reso!ved by entitling the Church a!me tc 
make what is the finally authentic-infallible-interpretation of Holy Writ. 
Both creeds assume the logical and systematic unity of the whole of the 
sacred writings; to bridge over the difficulties arising from this assumption 
must, therefore, be one of the most important tasks of ecclesiastical doctrine 
and science. 

Harnack, Das Monchtum, p. 33. 
* John of Kronstadt, a leader of the Reformation in central Rumania, was also known as "Johannes 
Honterus, the apostle of Transylvania." His home town of Kronstadt has since been renamed 
Brass6 or Bragov. 
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Scientific research regards the writings of the Old and New Testament as 
historical sources to be approached in the same manner as all other historical 

412 documents. It breaks up the unity of the Bible and tries to give each section 
its place in the history of literature. Now, modern biblical research of this 
order i incompatible with theology, The Catholic Church has recognized 
this fact but the Protestant Church still tries to delude itself. It is senseless 
to reconstruct the character of an historical Jesus in order to build up a 
doctrine of faith and morals on the results. Efforts of this kind hamper 
documentary research of a scientific kind by deflecting it from its real aim 
and assigning to it tasks which it cannot fulfill without introducing modern 
scales of value; moreover they are contradictory in themselves. On the one 
hand they try to explain Christ and the origin of Christianity historically; on 
the other, to regard these historical phenomena as the eternal source from 
which spring all the rules of ecclesiastical conduct, even in the totally different 
world of today. What is it but a contradiction to examine Christianity with 
the eye of a historian and then to seek a clue to the present in the results of 
the study. History can never present Christianity in its "pure form," but 
oniy in its "originai form." To confuse the two is to shut one's eyes to two 
thousand years of development.The error into which many Protestant 
theologians fall in this matter is the same as that committed by a section of 
the historical school of law when it attempted to impose the results of its 
researches into the history of jurisprudence upon present-day legislation and 
administration of justice. This is not the procedure of the true historian but 
rather of one who denies all evolution and all possibility of evolution. 
Contrasted with the absolutism of this point of view, the absolutism of the 
much condemned "shallow" eighteenth-century rationalists, who stressed 
precisely this element of progress and evolution, seems genuinely historical 
in its outlook. 

The relation of Christian ethics to the problem of Socialism must not 
therefore be viewed through the eyes of Protestant theologians whose re- 
search is directed towards-an unchangeable and immovable "essence" of 
Christianity. If one looks on Christianity as a living, and hence a constantly 
changing, phenomenon-a view not so incompatible with the outlook of the 
Catholic Church as one might at first imagine-then one must decline a priori 
to inquire whether Socialism or private property is more in keeping with its 
idea. The best we can do is to pass the history of Christianity in review and 

413 consider whether it has ever shown a bias in favour of this or that form of 
social organization. The attention we pay to the writings of the Old and New 

Troeltsch, Gesammeite Schriften, Vol. I1 (Tiibingen, ry3) ,  yp. 386 ff. 
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Testament in the process is justified by their importance even today as 
sources of ecclesiastical doctrine, but not by the supposition that from them 
alone can one glean what Christianity really is. 

The ultimate aim of research of this kind should be to ascertain whether, 
both now and in the future, Christianity must necessarily reject an economy 
based on private property in the means of production. This question cannot 
be settled merely by establishing the fact, already familiar, that ever since 
its inception close on two thousand years ago Christianity has found its own 
ways of coming to terms with private property. For it might happen that 
either Christianity or "private property" should reach a point in its evolution 
which renders the compatibiIity of the two impossible-supposing that it 
had ever existed. 

Primitive Christianity and Society 

Primitive Christianity was not ascetic. With a joyful acceptance of life it 
deliberately pushed into the background the ascetic ideals which permeated 
many contemporary sects. (Even John the Baptist lived as an ascetic.) Only 
in the third and fourth centuries was ascetisism introduced into Christianity, 
from this time dates the ascetic re-interpretation and reformation of Gospel 
teachings. The Christ of the Gospels enjoys life among his disciples, refreshes 
himself with food and drink and shares the feasts of the people. He is as far 
removed from asceticism and a desire to flee the world as he is from intem- 
perance and deba~chery .~  Alone his attitude to the relations of the sexes 
strikes us as ascetic, but we can explain this, as we can explain all practical 
Gospel Teachings-and they offer no rules of life except practical ones-by 
the basic conception which gives us our whole idea of Jesus, the conception 
of the Messiah. 

"The Time is fulfilled, and the Kingdom of God is at hand: repent ye, and 
believe the gospel." These are the words with which, in the Gospel of Mark, 
the Redeemer makes his entry.' Jesus regards himself as the prophet of the 414 

approaching Kingdom of God, the Kingdom which according to ancient 
prophecy shall bring redemption from all earthly insufficiency, and with it 
from all economic cares. His followers have nothing to do but to prepare 

" Harnack, Das Wesen des Christenturns (Leipzig, 1907), pp. 50 ff. 
Mark, 1, 15. 
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themselves for this Day. The time for worrying about earthly matters is past, 
for now, in expectation of the Kingdom, men must attend to more important 
things. Jesus offers no rules for earthly action and struggle; his Kingdom is 
not of this world. Such rules of conduct as he gives his followers are valid 
only for the short interval of time which has still to be lived while waiting 
for the great things to come. In the Kingdom of God there will be no economic 
cares. There the believers will eat and drink at the Lord's table.6 For this 
Kingdom therefore, all economic and political counsel would be superfluous. 
Any preparations made by Jesus must be regarded as merely transitional 
 expedient^.^ 

It is only in this way that we can understand why, in the Sermon on the 
Mount, Jesus recommends his own people to take no thought for food, drink, 
and clothing; why he exhorts them not to sow or reap or gather in barns, 
not to labour or spin. It is the only explanation, too, of his and his disciples' 
/ / communism." This "communism" is not Socialism; it is not production 
with means of production belonging to the community. It is nothing more 
than a distribution of consumption goods among the members of the com- 
munity-"unto each, according as any one had need.""t is a communism 
of consumption goods, not of the means of production, a community of 
consumers, not of producers. The primitive Christians do not produce, 
labour, or gather anything at all. The newly converted realize their posses- 
sions and divide the proceeds with the brethren and sisters. Such a way of 
living is untenable in the long run. It can be looked upon only as a temporary 
order which is what it was in fact intended to be. Christ's disciples lived in 
daily expectation of Salvation. 

The primitive Christian's idea of imminent fulfilment transforms itself 
gradually into that conception of the Last Judgment which lies at the root 
of all ecclesiastical movements that have had any prolonged existence. Hand 
in hand with this transformation went the entire reconstruction of the Chris- 

41.5 tian rules of life. Expectation of the coming of the Kingdom of God could no 
longer serve as a basis. When the congregations sought to organize them- 
selves for a prolonged life on earth they had to cease demanding that their 
members should abstain from work and dedicate themselves to the contem- 
plative life in preparation for the Divine Kingdom. Not only did they have 
to tolerate their brethren's participation in the world's work, they had to 
insist upon it, as otherwise they would have destroyed the conditions nec- 

Luke, XXII, 30. 
' Harnack, Aus Wissenschaft und Leben, Vol. I1 (Giessen, 1911), pp. 257 ff.; Troeltsch, Die Soziallehren 
der christlichen Kirchen und Gruppen, pp. 31 ff. 
"Apostles, IV, 35. 
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essary to the existence of their religion. And thus, Christianity, which began 
with complete indifference to all social conditions, practically canonized the 
social order of the declining Roman Empire once the process of adapting the 
Church to that order had begun. 

It is an error to speak of the social teachings of primitive Christianity. The 
historical Christ and his teachings, as the oldest part of the New Testament 
represents them, are quite indifferent to all social considerations. Not that 
Christ did not sharply criticize the existing state of affairs, but he did not 
think it worth while to consider how matters could be improved or even to 
think about them at all. That was God's affair. He would set up his own 
glorious and faultless Kingdom, and its coming would be soon. Nobody 
knew what this Kingdom would look like, but one thing was certain: in it 
one would live carefree. Jesus omits all minuter details, and they were not 
needed; for the Jews of his time did not doubt the splendour of life in the 
Kingdom of God. The Prophets had announced this Kingdom and their 
words continued to live in the minds of the people, forming indeed the 
essential content of their religious thought. 

The expectation of God's own reorganization when the timw came and the 
exclusive transfer of all action and thought to the future Kingdom of God, 
made Jesus's teaching utterly negative. He rejects everything that exists 
without offering anything to replace it. He arrives at dissolving all existing 
social ties. The disciple shall not merely be indifferent to supporting himself, 
shall not merely refrain from work and dispossess himself of all goods, but 
he shall hate "father, and mother, and wife, and children, and brethren, 
and sisters, yea, and his own life."9 Jesus is able to tolerate the worldly laws 
of the Roman Empire and the prescriptions of the Jewish Law because he 
is indifferent to them, despising them as things important only within the 
narrow limits of time and not because he acknowledges their value. His zeal 416 

in destroying social ties knows no limits. The motive force behind the purity 
and power of this complete negation is ecstatic inspiration and enthusiastic 
hnno =-Y- ef a new7 wor!d. Hence his passicmate attack upon everythi~g :hat 
exists. Everything may be destroyed because God in His omnipotence will 
rebuild the future order. No need to scrutinize whether anything can be 
carried over from the old to the new order, because this new order will arise 
without human aid. It demands therefore from its adherents no system of 
ethics, no particular conduct in any positive direction. Faith and faith alone, 
hope, expectation-that is all he needs. He need contribute nothing to the 
reconstruction of the future, this God Himself has provided for. The clearest 

Luke, XIV, 26. 
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modern parallel to the attitude of complete negation of primitive Christianity 
is Bolshevism. The Bolshevists, too, wish to destroy everything that exists 
because they regard it as hopelessly bad. But they have in mind ideas, 
indefinite and contradictory though they may be, of the future social order. 
TheY demand net en!y that their fe!bvrers sh.11 dpsfrev J 211 -" th2t "'-' is, hfit &Q 

that they pursue a definite line of conduct leading towards the future King- 
dom of which they have dreamt. Jesus teaching in this respect, on the other 
hand, is merely negation.1° 

Jesus was no social reformer. His teachings had no moral application to 
life on earth, and his instructions to the disciples only have a meaning in the 
light of their immediate aim-to await the Lord with girded loins and burning 
lamps, "that when he cometh and knocketh, they may straightaway open 
unto him."" It is just this that has enabled Christianity to make its triumphant 
progress through the world. Being neutral to any social system, it was able 
to traverse the centuries without being destroyed by the tremendous social 
revolutions which took place. Only for this reason could it become the 
religion of Roman Emperors and Anglo-Saxon entrepreneurs, of African 
negroes and European Teutons, medievai feudai lords and modern industriai 
labourers. Each epoch and every party has been able to take from it what 
they wanted, because it contains nothing which binds it to a definite social 
order. 

The Canon Law Prohibition of Interest 

Each epoch has found in the Gospels what it sought to find there, and has 
overlooked what it wished to overlook. This is best proved by reference to 
the preponderant importance which ecclesiastical social ethics for many 
centuries attached to the doctrine of usury.12 The demand made upon Christ's 
disciples in the Gospels and other writings of the New Testament is something 
very different from the renunciation of interest on capital lent out. The 
canonic prohibition of interest is a product of the medieval doctrine of society 

'Vfleiderer, Das Urchristentum, Vol. I ,  pp. 649 ff. 
Luke, XI, 35-36. 

l2 "The doctrine of the medieval law of trade is rooted in the canonic dogma of the barrenness 
of money and in the sum of corollaries which are to be understood under the name of the usury 
law. The history of the trade law of those times cannot be anything except the history of the rule 
of the doctrine of usury in legal doctrine." Endemann, Studien in der rornanisch-kanonistischen 
Wirtschafts-und Rechtslehre bis gegen Ende des siebzehnten Jahrhunderts (Berlin, 1874-83)~ Vol. I, p. 2. 
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and trade, and had originally nothing to do with Christianity and its teach- 
ings. Moral condemnation of usury and the prohibition of interest preceded 
Christianity. They were taken over from the writers and the legislators of 
antiquity and enlarged as the struggle between agriculturists and the rising 
merchants and tradesmen developed. Only then did the people try to support 
them with quotations from Holy Writ. The taking of interest was not opposed 
because Christianity required it, but rather, because the public condemned 
it, people tried to read into the Christian writings a condemnation of usury. 
For this purpose the New Testament seemed at first to be useless, and 
accordingly the Old Testament was drawn on. For centuries no one thought 
of quoting any passage from the New Testament in support of the prohibition. 
It was some time before the scholastic art of interpretation succeeded in 
reading what it sought into that much quoted passage from Luke, and so 
finding support in the Gospels from the suppression of usury.13 This was 
not until the beginning of the twelfth century. Only after the decree of Urban 
I11 is that passage quoted as proof of the prohibition.14 The construction then 
put on Luke's words was, however, quite untenable. The passage is certainly 
not concerned with the taking of interest. It is possible that in the context 418 

of that passage M 7 S i v  & n ~ A n i ~ o v ~ ~ s  may mean "do not count on the resti- 
tution of what is lent." Or more probably: "you shall lend not only to the 
well-to-do, who can also lend to you at some time, but also to him from 
whom there is no prospect of this, to the poor."15 

The great importance people attached to this passage contrasts sharply 
with their disregard of other Gospel commands and prohibitions. The me- 
dieval Church was intent on carrying the order against usury to its logical 
conclusion, but it wilfully omitted to enforce many clear and unambiguous 
commands of the Gospels with a fraction of the energy devoted to stamping 
out this particular practice. In the very same chapter of Luke other things 
are ordained or forbidden in precise words. The Church has never, for 
example, been seriously at pains to forbid a man who has been robbed from 
demaxdixg back his mAm, ner has it deprecated resistance to the robber, nor 
tried to brand an act of judgment as an unchristian act. Other injunctions 
of the Sermon on the Mount, such as indifference to food and drink, have 
similarly never been whole-heartedly enforced.16 

l3 Luke, VI, 35. 
l4 C. lo. X. De usuris (111, 19). See Schaub, Der Kampf gegen den Zinswucher, ungerechten Preis und 
unlautern Handel im Mittelalter (Freiburg, lgog), pp. 61 f f .  
j5 The passage is thus interpreted by Knies, Geld und Kredit, Part I1 (Berlin, 1876), pp. 333-5 note. 
l6 On the latest legislation of the Church, which in c. 1543, Cod. iur. can., has come to acknowledge 
conditionally the legality of the taking of interest, see Zehentbauer, Das Zinsproblem nach Moral 
und Recht (Vienna, 1920), pp. 138 ff. 
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Christianity and Property 

Since the third century Christianity has always sewed simultane~udy 
those who supported the social order and those who wished to overthrow 
it. Both parties have taken the same false step of appealing to the Gospels 
and have found Biblical passages to support them. It is the same today: 
Christianity fights both for and against Socialism. 

But all efforts to find support for the institution of private property gen- 
erally, and for private ownership in the means of production in particular, 
in the teachings of Christ are quite vain. No art of interpretation can find a 
single passage in the New Testament that could be read as upholding private 
property. Those who look for a Biblical ukase must go back to the Old 

419 Testament, or content themselves with disputing the assertion that com- 
munism prevailed in the congregation of the early Christians.17 No one has 
ever denied that the Jewish community was familiar with private property, 
but this brings us no further towards defining the attitude towards it of 
primitive Christianity. There is as little proof that Jesus approved the eco- 
nomic and political ideas of the Jewish Law as that he did not. Christ does 
say, indeed, that he has not come to destroy the Law but to fulfil it.ls But 
this we should try to understand from the standpoint which alone makes 
Jesus' work intelligible. The words can hardly refer to the rules of the Mosaic 
Law, made for earthly life before the coming of the Kingdom of God, since 
several of his commands are in sharp contrast to that Law. We may admit 
that the reference to the "communism" of the first Christians proves nothing 
in favour of "the collectivist communism according to modern notions,"lg 
and yet not deduce from this that Christ approved of property.*O 

l7 Pesch, Lehrbuck der Nationalokonomie, pp. 212 ff.  
l8 Matthew v, 17. 
l9 Pesch, op. cit., p. 212. 

Pfleiderer, Das Urchristentum, Vol. I ,  p. 651, explains Jesus' pessimistic judgment of earthly 
possessions by the apocalyptic expectation of the near world catastrophe. "Instead of trying to 
reinterpret and adapt His rigoristic expressions on this subject in the sense of our modern social 
ethics, one should make oneself familiar, once and for all, with the idea that Jesus did not appear 
as a rational moralist but as an enthusiastic prophet of the impending Kingdom of God and has 
only thus become the source of the religion of salvation. He who wants to make the eschatological 
enthusiasm of the prophet the direct and permanent authority for social ethics does just as wisely 
as he who would wish to warm his hearth and cook his soup with the flames of a volcano." On 
May 25th, 1525, Luther wrote to the Danzig Council: "The Gospel is a spiritual law by which one 
cannot well govern." See Neumann, Geschickte des Wuchers in Deutschland (Halle, 1865)~ p. 618. 
Also traub, Ethik und Knpitalismus, 2nd ed. (Heilbronn, ~gog), p. 71. 
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One thing of course is clear, and no skilful interpretation can obscure it. 
Jesusf words are full of resentment against the rich, and the Apostles are no 
meeker in this respect. The Rich Man is condemned because he is rich, the 
Beggar praised because he is poor. The only reason why Jesus does not 
declare war against the rich and preach revenge on them is that God has 
said: "Revenge is mine." In God's Kingdom the poor shall be rich, but the 
rich shall be made to suffer. Later revisers have tried to soften the words of 
Christ against the rich, of which the most complete and powerful version is 
found in the Gospel of Luke, but there is quite enough left to support those 
who incite the world to hatred of the rich, revenge, murder and arson. Up 
to the time of modern Socialism no movement against private poverty which 
has arisen in the Christian world has failed to seek authority in Jesus, the 420 

Apostles, and the Christian Fathers, not to mention those who, like Tolstoy, 
made the Gospel resentment against the rich the very heart and soul of their 
teaching. This is a case in which the Redeemer's words bore evil seed. More 
harm has been done, and more blood shed, on account of them than by the 
persecution of heretics and the burning of witches. They have always ren- 
dered the Church defenceless against all movements which aim at destroying 
human society. The Church as an organization has certainly always stood 
on the side of those who tried to ward off communistic attack. But it could 
not achieve much in this struggle. For it was continually disarmed by the 
words: "Blessed be ye poor: for yours is the Kingdom of God." 

Nothing, therefore, is less tenable than the constantly repeated assertion 
that religion, that is, the confession of the Christian Faith, forms a defence 
against doctrines inimical to property, and that it makes the masses unre- 
ceptive to the poison of social incitement. Every church which grows up in 
a society built on private property must somehow come to terms with private 
property. But considering the attitude of Jesus to questions of social life, no 
Christian Church can ever make anything more than a compromise here, a 
compromise which is effective only as long as nobody insists on a literal 
interpretation of the words of the Scriptures. It would be foolish to maintain 
that Enlightenment, by undermining the religious feeling of the masses, had 
cleared the way for Socialism. On the contrary, it is the resistance which the 
Church has offered to the spread of liberal ideas which has prepared the soil 
for the destructive resentment of modern socialist thought. Not only has the 
Church done nothing to extinguish the fire, it has even blown upon the 
embers. Christian Socialism grew up in the Catholic and Protestant countries, 
while the Russian Church witnessed the birth of Tolstoy's teachings, which 
are unequalled in the bitterness of their antagonism to society. True, the 
official Church tried at first to resist these movements, but it had to submit 
in the end, just because it was defenceless against the words of the Scriptures. 
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The Gospels are not socialistic and not communistic. They are, as we have 
seen, indifferent to all social questions on the one hand, full of resentment 
against all property and against all owners on the other. So it is that Christian 
doctrine, once separated from the context in which Christ preached it- 

421 expectation of the imminent Kingdom of God--can be extremely destructive. 
Never and nowhere can a system of social ethics embracing social co-operation 
be built up on a doctrine which prohibits any concern for sustenance and 
work, while it expresses fierce resentment against the rich, preaches hatred 
of the family, and advocates voluntary castration. 

The cultural achievements of the Church in its centuries of development 
are the work of the Church, not of Christianity. It is an open question how 
much of this work is due to the civilization inherited from the Roman state 
and how much to the idea of Christian love completely transformed under 
the influence of the Stoics and other ancient philosophers. The social ethics 
of Jesus have no part in this cultural development. The Church's achievement 
in this case was to render them harmless, but always only for a limited period 
of time. Since the Church is obliged to maintain the Gospels as its foundation, 
it ~ u s t  = h a y s  b e  prepared for a revolt on the par: of thos? among its 
members who put on Christ's words an interpretation different from that 
ordained by the Church. 

Social ethics applicable to earthly life can never be derived from the words 
of the Gospels. It matters little whether they are a true and just report of 
what, as a matter of history, Jesus taught. For to every Christian Church 
these, together with the other books of the New Testament, must represent 
the foundation without which its essential character is destroyed. Even 
should historical research show, with a high degree of probability, that the 
historical Jesus thought and spoke about human society otherwise than he 
is made to do in the New Testament, its doctrines would still remain unaltered 
for the Church. For the Church, that which is written in the New Testament 
must forever remain the Word of God. Here, apparently, only two things 
are possible. Either the Church may renounce, in the manner of the Eastern 
Church, the responsibility of taking up any attitude to the problems of social 
ethics, at which point it ceases to be a moral force and limits itself to purely 
decorative action in life. Or it may follow the other path taken by the Western 
Church, which has always incorporated in its teachings those social ethics 
which best served its interests at the moment and its position in state and 
society. It has allied itself with the feudal lords against the serfs, it has 
supported the slave-economy of American plantations, but it has also-in 

422 the case of Protestantism and especially in Calvinism-made the morals of 
the rising Rationalism its own. It has promoted the struggle of the Irish 
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tenants against the English aristocrats, it has fought with the Catholic trade 
unions against the entrepreneurs, and with the conservative governments 
against social democracy. And in each case it has been able to justify its 
attitude by quotations from the Bible. This too amounts in fact to an abdication 
by Christianity in the field of social ethics, for the Church becomes thus a 
volitionless tool in the hands of time and fashion. But what is worse: it 
attempts to base each phase of partisanship on the teaching of the Gospels 
and in this way encourages every movement to seek scriptural justification 
for its ends. Considering the character of the scriptural passages so exploited, 
it is clear that the more destructive doctrines are bound to win. 

But even if it is hopeless to try to build up an independent Christian social 
ethic on the Gospels, might it not be possible to bring Christian doctrines 
into harmony with a social ethic that promotes social life instead of destroying 
it, and thus to utilize the great forces of Christianity in the service of 
Civilization? Such a transformation would not be unprecedented in history. 
The Church is now reconciled to the fact that modern research has exploded 
the fallacies of the Old and New Testaments with regard to natural science. 
It no longer burns at the stake heretics who maintain that the world moves 
in space, or institutes inquisitional proceedings against the man who dares 
to doubt the raising of Lazarus and the bodily resurrection of the dead. Even 
priests of the Church of Rome are today permitted to study astronomy and 
the history of evolution. Might not the same be possible then in sociology? 
Might not the Church reconcile itself with the social principle of free co- 
operation by the division of labour? Might not the very principle of Christian 
love be interpreted to this end? 

These are questions which interest not only the Church. The fate of 
Civilization is involved. For it is not as if the resistance of the Church to 
liberal ideas was harmless. The Church is such a tremendous power that its 
enmity to the forces which bring society into existence would be enough to 
break our whole culture into fragments. In the last decades we have witnessed 
with horror its terrible trmsformation i ~ t o  an efieml7 J ~f s~rietv. J FOT the 
Church, Catholic as well as Protestant, is not the least of the factors respon- 
sible for the prevalence of destructive ideals in the world today; Christian 
Socialism has done hardly less than atheist socialism to bring about the 423 

present state of confusion. 
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Christian Socialism 

Historically it is easy to understand the dislike which the Church has 
shown for economic liberty and political Liberalism in any form. Liberalism 
is the flower of that rational enlightenment which dealt a death blow to the 
regime of the old Church and from which modern historical criticism has 
sprung. It was Liberalism that undermined the power of the classes that had 
for centuries been closely bound up with the Church. It transformed the 
world more than Christianity had ever done. It restored humanity to the 
world and to life. It awakened forces which shook the foundations of the 
inert traditionalism on which Church and creed rested. The new outlook 
caused the Church great uneasiness, and it has not yet adjusted itself to even 
the externals of the modern epoch. True, the priests in Catholic countries 
sprinkle holy water on newly laid railways and dynamos of new power 
stations, but the professed Christian still shudders inwardly at the workings 
of a civiiization which his faith cannot grasp. Tne Z'nurch strongiy resented 
modernity and the modern spirit. What wonder, then, that it allied itself 
with those whom resentment had driven to wish for the break-up of this 
wonderful new world, and feverishly explored its well-stocked arsenal for 
the means to denounce the earthly struggle for work and wealth. The religion 
which called itself the religion of love became a religion of hatred in a world 
that seemed ripe for happiness. Any would-be destroyers of the modern 
social order could count on finding a champion in Christianity. 

It is tragic that it should have been just the greatest minds of the Church, 
those who realized the significance of Christian love and acted on it, who 
took part in this work of destruction. Priests and monks who practised true 
Christian charity, ministered and taught in hospitals and prisons and knew 
all there was to know about suffering and sinning humanity-these were 
the first to be ensnared by the new of social-destructiom Only a firm 
grasp of liberal philosophy could have innoculated them against the infectious 
resentment which raged among their prot6gGs and was justified by the 

424 Gospels. As it was, they became dangerous enemies of society. From the 
work of charity sprang hatred of society. 

Some of these emotional opponents of the liberal economic orders stopped 
short at open opposition. Many, however, became socialists-not, of course, 
atheistical socialists like the proletarian social-democrats, but Christian So- 
cialists. And Christian Socialism is none the less Socialism. 

It was no less a mistake for Socialism to seek a parallel with itself in the 
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early centuries of the Christian Era as in the first congregation. Even the 
"consumers communism" of that early congregation vanished when expec- 
tation of the coming of the Kingdom began to recede into the background. 
Socialist methods of production did not, however, replace it in the com- 
munity. What the Christians produced, was produced by the individual 
within his own farm or shop. The revenues which provided for the needy 
and met the cost of joint activities came from contributions, voluntary or 
compulsory, of members of the congregation, who produced on their own 
account with their own means of production. A few isolated instances of 
socialist production may have occurred in the Christian congregations of the 
first centuries, but there is no documentary evidence of it. There was never 
a teacher of Christianity, whose teachings and writings are known to us, 
who recommended it. We often find the Apostolic Fathers and the Fathers 
of the Church, exhorting their followers to return to the communism of the 
first congregation, but this is always a communism of consumption. They 
never recommend the socialistic organization of p r o d ~ c t i o n . ~ ~  

The best known of these exhortations in praise of communism is that of 
Tnhn Chrysostnm; In the eleventh of his homilies to the Acts of the Apostles 
the Saint applauds the consumers' communism of the first Christian con- 
gregation, and with all his fiery eloquence advocates its revival. Not only 
does he recommend this form of communism by reference to the example 
of the Apostles and their contemporaries, but tries to set forth rationally the 
advantages of communism as he conceives it. If all the Christians of Con- 
stantinople were to hand over their possessions to a common ownership, 
then so much would be amassed that all the Christian poor could be fed and 
no one would suffer want, for the costs of joint living are far smaller than 
those of single households. Here St. Chrysostom adduces arguments similar 425 

to those brought forward today by people who advocate one-kitchen houses 
or communal kitchens and try to prove arithmetically the economies which 
a concentration of cooking and housekeeping would achieve. The costs, says 
4L:- E+.4LAw -g 4hn CL**,.fiL y.,,-.~~l,4 hn +Lo amnw-n,qc $,,,-,,-I x, ,h;~h 
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would be amassed by uniting the goods of individuals would be inexhaustible, 
especially as God's blessings would then be poured yet more lavishly on the 
faithful. Moreover, every newcomer would have to add something to the 
general fund." These sober, matter of fact expositions show us that what 
Chrysostom had in mind was merely joint consumption. His comments on 
the economic advantages of unification, culminating in the statement that 

2' Seipel, Die wirtschaftsethishchen Lehren der Kirchenvater (Vienna, 1907), pp. 84 ff.  
Migne, Patrologiae Graecae, Vol. LX, pp. 96 ff. 
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division into fragments leads to diminution, while unity and co-operation 
lead to increase, of well-being, do credit to their author's economic perception. 
On the whole, however, his proposals reveal a complete lack of understand- 
ing of the problem of production. His thoughts are directed exclusively to 
c m s u m p t i m .  That p r c d u c t i m  ccmes b e h e  c~nsumption had never oc- 
curred to him. All goods were to be transferred to the community (St. 
Chrysostom presumably thinks here of their sale, folIowing the example of 
the Gospels and the Acts of the Apostles) after which the community was 
to begin consuming in common. He had not realized that this could not go 
on for ever. He believed that the millions which would be gathered together- 
he estimates the treasure at between one and three million pounds weight 
of gold--could never be used up. One notices that the saint's economic 
insight ends just where the wisdom of our social politicians also tends to 
end, when they try to reorganize the whole national economy in the light 
of experience gained in charitable work in the field of consumption. 

St. Chrysostom explains that people fear to risk the change to the com- 
munism, which he recommends, more than a plunge into the ocean. And 
so the Church, too, soon dropped the communistic idea. 

For monastic economy cannot be regarded as Socialism. Monastries which 
could not subsist on private donations usually lived on the tithes and dues 
of rent-paying peasants and the yields of farms and other property. Very 
occasionally the monks themselves worked, on a sort of producers' co- 
operative basis. The whole monastic existence is an ideal of life accessible 

426 only to the few, and monastic production can never be taken as a standard 
for the whole commonwealth. Socialism, on the other hand, is a general 
economic system. 

The roots of Christian Socialism are found neither in the primitive nor in 
the medieval Church. It was the Christianity that emerged revitalized from 
the tremendous struggles of faith in the sixteenth century which first adopted 
it; though only gradually and in the face of strong opposition: 

The modern Church differs from the medieval Church in that it has 
continually to fight for its existence. The medieval Church ruled unchal- 
lenged; all that men thought, taught, or wrote emanated from it and even- 
tually returned to it. The spiritual inheritance of classic antiquity could not 
shake its dominion, for its ultimate meaning was beyond the understanding 
of a generation cramped by feudal concepts and ideas. But in proportion as 
social evolution progressed in the direction of rational thought and action, 
men's efforts to shake off the fetters of traditional thought in respect of 
ultimate truths became more successful. The Renaissance strikes at the root 
of Christianity. Based on classical reasoning and classical art, its influence 



Christian Socialism 385 

inevitably tended to lead away from the Church or at best to leave it out of 
account. Far from trying to stem the tide, churchmen became the most 
zealous protagonists of the new spirit. At the beginning of the sixteenth 
century no one was further removed from Christianity than the Church itself. 
The last hour of the old faith seemed to have sounded. 

Then came the great revulsion, the Christian counter-revolution. It did not 
come from above, from the princes of the Church or from the monasteries, 
in fact it did not come from the Church at all. It was forced upon the Church 
from outside, springing from the depths of the people where Christianity 
still survived as an inner force. The assault on the moribund Church with 
a view to its reformation came thus from outside and below. The Reformation 
and the Counter-reformation are the two great expressions of this ecclesias- 
tical rebirth. They differ in origin and in method, in their forms of worship 
and prescribed doctrines, above all in their presuppositions and achievements 
in political affairs; but they are at one in their ultimate aim: to base the world 
order once more on the Gospels, to reinstate faith as a power controlling the 
minds and hearts of men. It is the greatest revolt of faith against thought, 
of tradition against philosophy known to history. Its successes were enor- 427 

mous, and it created ~h r i s t i ak i t~  as we know it today, the religion that has 
its seat in the heart of the individual, which controls conscience and comforts 
the soul. But complete victory has been denied it. Though it warded off 
defeat-the fall of Christianity-it could not destroy the enemy. For ever 
since the sixteenth century this struggle of ideas has been pursued almost 
without intermission. 

The Church knows that it cannot win unless it can seal the fount from 
which its opponent continues to draw inspiration. As long as rationalism 
and the spiritual freedom of the individual are maintained in economic life, 
the Church will never succeed in fettering thought and shepherding the 
intellect in the desired direction. To do this it would first have to obtain 
supremacy over all human activity. Therefore it cannot rest content to live 
as a free Church in a free state; it mlust seek to dominate that fate .  The 
Papacy of Rome and the Protestant national churches both fight for such 
dominion as would enable them to order all things temporal according to 
their ideals. The Church can tolerate no other spiritual power. Every inde- 
pendent spiritual power is a menace to it, a menace which increases in 
strength as the rationalization of life progresses. 

Now independent production does not tolerate any spiritual over-lordship. 
In our day, dominion over the mind can only be obtained through the control 
of production. All Churches have long been dimly aware of this, but it was 
first made clear to them when the socialist idea, rising from an independent 
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source, made itself felt as a powerful and rapidly growing force. It then 
dawned upon the Churches that theocracy is only possible in a socialist 
community. 

On one occasion this idea was actually realized. This was when the Society 
of Jesus created that remarkable state in Paraguay, which was not unlike an 
embodiment of the ideal Republic of Plato. This unique state flourished for 
more than a century, when it was destroyed by external forces. It is certain 
that the Jesuits did not found this society with the idea of making a social 
experiment or of setting up an example for other communities of the world. 
But ultimately they were aiming in Paraguay at no more than what they have 
everywhere tried to achieve, but without success, on account of the great 
resistance encountered. They have tried to bring laymen-as children needing 
the guardianship of the Church-under the beneficial government of the 

428 Church and of their own Order. Neither the Jesuit order nor any other 
ecclesiastical body has since tried anything like the Paraguayan experiment. 
But it is plain that all Western Churches, as well as the Roman Catholic 
Church, are aiming at the same goal. Remove all the obstacles which hamper 
the Church to-day, and nothing wiii prevent it from repeating the Paraguayan 
achievement everywhere. 

That the Church, generally speaking, takes up a negative attitude to 
socialist ideas does not disprove the truth of these arguments. It opposes 
any Socialism which is to be effected on any other basis than its own. It is 
against Socialism as conceived by atheists, for this would strike at its very 
roots; but it has no hesitation in approaching socialist ideals provided this 
menace is resumed. The Prussian Church stands at the head of Prussian 
State Socialism and the Roman Catholic Church everywhere pursues its 
special Christian social ideal. 

In face of all this evidence, it would seem that only a negative answer can 
be made to the question asked above: whether it might not be possible to 
reconcile Christianity with a free social order based on private ownership in 
the means of prodGction. A living Christianity cannot, it seems, exist iide 
by side with Capitalism. Just as in the case of Eastern religions, Christianity 
must either overcome Capitalism or go under. Yet, in the fight against 
Capitalism today, there is no more effective war-cry than Socialism, now that 
suggestions of a return to the medieval social order find few supporters. 

But there may be an alternative. No one can foresee with certainty how 
Church and Christianity may change in the future. Papacy and Catholicism 
now face problems incomparably more difficult than all those they have had 
to solve for over a thousand years. The world-wide Universal Church is 
threatened in its very being by Chauvinist nationalism. By refinement of 
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political art it has succeeded in maintaining the principle of Catholicism 
through all the turmoil of national wars, but it must realize more clearly 
every day that its continuance is incompatible with nationalist ideas. Unless 
it is prepared to succumb, and make way for national churches, it must drive 
out nationalism by an ideology which makes it possible for nations to live 
and work together in peace. But in so doing the Church would find itself 
inevitably committed to Liberalism. No other doctrine would serve. 

If the Roman Church is to find any way out of the crisis into which 429 

nationalism has brought it, then it must be thoroughly transformed. It may 
be that this transformation and reformation will lead to its unconditional 
acceptance of the indispensability of private ownership in the means of 
production. At present it is still far from this, as witness the recent encyclical 
Quadragesirno anno. * 

* Issued in 1931, by Pius XI (Pope, 1922-1939) (Pub.). 



CHAPTER 30 

Ethical Socialism, Especially That of the New Criticism 

The Categorical Imperative as a Foundation for Socialism 

430 E ngels called the German Labour Movement the heir to the German 
classical philosophy.' It would be more correct to say that German (not 

only Marxian) Socialism represents the decadence of the school of idealist 
philosophy. Socialism owes the dominion it won over the German mind to 
the idea of society as conceived by the great German thinkers. Out of Kant's 
mysticism of duty and Hegel's deification of the State it is easy to trace the 
development of socialist thought; Fichte is already a socialist. 

In recent decades the revival of Kantian criticism, that much praised 
achievement of German philosophy, has benefited Socialism also. The Neo- 
Kantians, especially Friedrich Albert Lange and Hermann Cohen, have de- 
clared themselves socialists. Simultaneously marxians have tried to reconcile 
Marxism with the New Criticism. Ever since the philosophical foundations 
of Marxism have shown signs of cracking, attempts to find in critical phi- 
losophy support for socialist ideas have multiplied. 

The weakest part of Kant's system is his ethics. Although they are vitalized 
by his mighty intellect, the grandeur of individual concepts does not blind 
us to t h e  fact that h i s  starting-point is unfwrtunateiy chosen and his funda- 
mental conception a mistaken one. His desperate attempt to uproot Eudae- 
monism has failed. In ethics, Bentham, Mill, and Feuerbach triumph over 
Kant. The social philosophy of his contemporaries, Ferguson and Adam 
Smith, left him untouched. Economics remained foreign to him. All his 
perception of social problems suffers from these deficiencies. 

In this respect, Neo-Kantians have made no better progress than their 

Engels, Ludwig Feuerbach und der Ausgang der klassischen deutschen Philosophie, 5th ed. (Stuttgart, 
1910), P. 58. 

388 



Categorical Imperative Foundation 389 

master. They, too, lack insight into the fundamental social law of the division 431 

of labour. They only see that the distribution of income does not correspond 
to their ideal, that the largest incomes do not go to those whom they consider 
the most deserving, but to a class they despise. They see people poor and 
in want, but do not try to discover whether this is due to the institution of 
private property or to attempts to restrict it. And they promptly condemn 
the institution of private ownership itself, for which they-living far away 
from the troubles of business-never had any sympathies. In social cognition 
they remain bound to the external and symptomatic. They tackle all other 
problems without a qualm, but here timidity restrains them. In their em- 
barrassment, they betray their underlying bias. In social philosophy it is 
often difficult for thinkers who are otherwise quite open-minded to avoid all 
resentment. Into their thoughts obtrudes the recollection of those more 
prosperous than themselves; they make comparisons between their own 
value and the lack of it in others on the one hand, and their own poverty 
and the wealth of others on the other. In the end anger and envy, rather 
than reason, guide their pen. 

This a!me explains why such !ucid thinkers as the N e d G x t i m s  have n ~ t  
yet clearly thought out the only salient problems in social philosophy. Not 
even the rudiments of a comprehensive social philosophy are to be found 
in their works. They make numerous unfounded criticisms of certain social 
conditions, but omit to discuss the most important systems of sociology. 
They judge, without having first made themselves familiar with the results 
of economic science. 

The starting-point of their Socialism is generally the sentence: "Act in such 
a way that you use your being, equally with the being of anyone else, always 
as a purpose, never merely as a means." In these words, says Cohen, "the 
most profound and powerful meaning of the categoric imperative is ex- 
pressed; they contain the moral programme of the modern age and of all future world 
h i s t ~ y . " ~  And from that to Socialism, he seems to infer, is no great distance. 
/dTl. - . 3  - - rne luea of the purpose preference of humani j becomes transformed into 
the idea of Socialism by the definition of every individual as ultimate purpose, 
an end in himself ."3 

It is evident that this ethical argument for Socialism stands or falls by the 
assertion that in the economic order based on private ownership in the means 
of production all men, or some men, are means and not purpose. Cohen 432 

considers this to be completely proved. He believes that in such a social order 

* Cohen, Ethik des reinen Willens, Berlin, 1904, pp. 303 ff.  
Ibid., p. 304. 
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two classes of men exist, owners and non-owners, of whom only the first 
lead an existence worthy of a human being, while the second merely serve. 
It is easy to see where this notion comes from. It rests on popular ideas on 
the relations of rich and poor, and is supported by the Mamian social 
phi!csGphy, f ~ r  which n r n f ~ c c ~ c  orpat DL-...- ~ y m p t h y  Withcl?t, hewever, 
making his views about it clear.4 Cohen completely ignores the liberal social 
theory. He takes it for granted that this is untenable, and thinks that it would 
be a waste of time to criticize it. Yet only by refuting the liberal views of the 
nature of society and the function of private property could he justify the 
assertion that in a society based on private ownership in the means of 
production men serve as means, not as ends. For liberal social theory proves 
that each single man sees in all others, first of all, only means to the realization 
of his purposes, while he himself is to all others a means to the realization 
of their purposes; that finally, by this reciprocal action, in which each is 
simultaneously means and end, the highest aim of social life is attained-the 
achievement of a better existence for everyone. As society is only possible 
if everyone, while living his own life, at the same time helps others to live, 
if every individual is simultaneously means and end; if each individual's 
well-being is simultaneously the condition necessary to the well-being of the 
others, it is evident that the contrast between I and thou, means and end, 
automatically is overcome. This, after all, is just what the simile of the 
biological organism is supposed to make us perceive. In the organic structure 
no parts are to be regarded only as means and none only as ends. According 
to Kant the organism is a being "in which everything is end and reciprocally 
also  mean^."^ Now Kant was thoroughly familiar with the nature of the 
organic, but he did not see-and in this he lagged far behind the great 
sociologists who were his contemporaries-that human society is formed 
according to the same principle. 

433 The teleological view, which differentiates means and end, is permissible 

The direct purpose of capitalist production is not the production of goods but of surplus value, 
or of profit in its developed form; not of the product but of the surplus product . . . In this view 
the workers themselves appear as what, in the capitalist production, they are-mere means of 
production, not ends in themselves, not purpose of production." Marx, Theorien iiber den Mehrwert 
(Stuttgart, iyog), Part 2, pp. 333 f f .  That the workers play a role in the economic process as 
consumers also, Marx never understood. Publisher's Note: Only a part of the work by Marx, 
Theorien iiber den Mehrwert (Stuttgart, 1905) has been translated into English in the book titled 
Theories of Surplus Value: Selections, translated from the German by G. A. Bonner and Emile Burns 
(New York: International Publishers, 1952), 432 pp. 

Kant, Kritik der Urteilskraft (Works, Vol. IV), p. 265. Publisher's Note: In English, Critique of 
Judgment. In Immanuel Kant, The Critique of Judgement. Part I I .  Critique of Teleological Judgement, 
trans. James Creed Meredith (Oxford: Clarendon Press, 1952). 
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only in so far as we make the will and action of individual men or individual 
human associations the subject of investigation. It ceases to have any meaning 
as soon as we go further and look at the effects of this action in society. For 
every individual who acts there exists an ultimate purpose, the purpose 
which Eudaemonism enables us to understand; in this sense one may say 
that every man is an end to himself and an end in himself. But as an 
observation applied to the whole of society, this mode of expression is 
without any cognitive value. Here we cannot speak of purpose with more 
justification than of any other phenomenon of nature. When we ask whether, 
in society, this or that is end or means, we mentally substitute for society- 
that is, for the structure of human co-operation held together by the supe- 
riority of the division of labour over isolated labour-a structure welded 
together by one will, and then ask what is the aim of this will. This is animistic 
thought, it is not in any way sociological or scientific. 

Cohen's special argument for the abolition of private property reveals the 
obscurity in which he still labours with regard to this fundamental problem 
of social life. Things, he says, have value. Persons, however, have no value. 
They have dignity. - - The market price of the value of labour is incompatible 
with the dignity of the person.i This leads us into the abyss of Marxian 
phraseology and the doctrine of the "commodity-character" of labour and 
its objectionableness. This is the phrase which found its way into the treaties 
of Versailles and St. Germain in the form of a demand for the acceptance of 
the basic principle; "that labour should not be regarded merely as an article 
of c~mmerce."~ Enough, however, of these scholastic trivialities. 

After this we need not be surprised to find repeated in Cohen all those 
catchwords which for thousands of years have been brought to bear against 
the institution of private property. He rejects property because the owner, 
by getting control over an isolated action, becomes in fact the owner of the 
p e r ~ o n . ~  He rejects property because it withdraws from the worker the 
produce of his l a b ~ u r . ~  

Clearly the argument for Socialism presented by the Kantian school always 434 

leads us back to the economic concepts of the various socialistic writers; 
above all to Man and the "academic" socialists who followed in his steps. 
They have no arguments other than economic and sociological arguments, 
and these prove to be untenable. 

- - - - - -- 

' Cohen, Ethik des reinen Willens, p. 305. See also Steinthal, Allgemeine Ethzk, pp. 266 f f .  
' Art.  427 of the Treaty of Versailles and Art.  372 of the Treaty of Saint Germain. 

Cohen, Ethik des reinen Willens, p. 572. 
Ibid., p. 578. 
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The Duty of Work as a Foundation for Socialism 

"If any would not work, neither should he eat," says the Second Epistle 
of the Thessalonians, which was ascribed to the Apostle Paul.lo This ad- 
monition to work is directed to those who want to live on their Christianity 
at the expense of the working members of the congregation; they are to 
support themselves without burdening their fellows. l1 Torn out of its context, 
this has long been interpreted as a rejection of unearned income.12 It contains 
a most succinctly expressed moral precept which is continually being ad- 
vocated with great vigour. 

The train of thought which has led people to this principle can be followed 
in a saying of Kant: "Man may be as ingenious as he will, yet he cannot 
force Nature to accept other laws. Either he must work himself or others for 
him, and his labour will rob others of as much of their happiness as he needs 
to increase his own above the mean."I3 

It is impr tan t  t= n=te that Kant caxfiot base tFLe ir.direct r&ecfiofi -*;w-c- 
I Y L l Y  a C F  

property which lies in these words otherwise than on a utilitarian or eudae- 
monistic view. The conception from which he proceeds is that through 
private property more work is laid on some, while others are allowed to idle. 
This criticism is not proof against the objection that private ownership and 

435 the differences in the amount of property do not take anything from anyone, 
that, rather, in a social order where neither were permitted so much less 
would be produced, that the per capita quota of the product of labour would 
amount to less than what the propertyless worker receives as income in a 
social order based on private property. It collapses as soon as one disproves 
the statement that the leisure of the possessors is bought by the extra efforts 
of those without possessions. Such ethical judgments against private property 
also show clearly that all moral evaluation of economic functions rests ulti- 
mately on a view of their economic achievements-on that and nothing else. 
To reject on "moral grounds" only an institution not considered objectionable 

"' Thessalonians, 111, lo. On the letter not being Paul's see Pfleiderer, Das Urchristentum, Vol. I ,  
P P  95 ff. 
" Against this Paul, in the First Epistle to the Corinthians (IX, 6-14), favours on principle the 
Apostle's claim to live at the cost of the congregation. 
lZ Todt (Der radikale deutsche Sozialismus und die christliche Gesellschaft, 2nd ed. (Wittenberg, 1878), 
pp. 306-19, is a good example of how, out of this and similar passages, people try to justify from 
the New Testament modern catchwords of the anti-liberal movement. 
l3 Kant, "Fragmente aus dem Nachlass," Collected works, ed. Hartenstein, Vol. VIII (Leipzig, 
1868), p. 622. 
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from the utilitarian standpoint is, if we look more closely, not the aim of 
ethical considerations. Actually, in all such cases the only difference of 
opinion is a difference of opinion about the economic function of such 
institutions. 

That this fact has been overlooked is because those who tried to refute 
ethical criticism of private property have used the wrong arguments. Instead 
of pointing out its social significance they have usually been content to 
demonstrate the right of ownership or to prove that the owner, too, is not 
inactive, since he has worked to acquire his property and works to maintain 
it, and other arguments of this nature. The unsoundness of all this is obvious. 
It is absurd to refer to existing law when the problem is what the law should 
be; to refer to work which the owner does or has done when the problem 
is, not whether a certain kind of work should or should not be paid for, but 
whether private property in the means of production is to exist at all, and, 
if it exists, whether inequality of such ownership can be tolerated. 

Therefore, from the ethical point of view, one is not permitted to ask 
whether a certain price is justified or not. Ethical judgment has to choose 
hetween a social order resting on private ownership in the means of pro- 
duction and one based on common ownership. Once it has arrived at this 
decision-which, for eudaemonistic ethics, can be based only upon an opin- 
ion of what each of the two imagined forms of society would achieve-it 
cannot proceed to call immoral single consequences of the order it has 
selected. That which is necessary to the social order it has chosen is moral, 
and everything else is immoral. 

The Equality of Incomes as an Ethical Postulate 

Against the assertion that all men should have equal incomes, as little can 
be said scientifically as can be said in support of it. Here is an ethical postulate 
which can only be evaluated subjectively. All science can do is to show what 
this aim would cost us, what other aims we should have to forgo in striving 
to attain this one. 

Most people who demand the greatest possible equality of incomes do not 
realize that what they desire would only be achieved by sacrificing other 
aims. They imagine that the sum of incomes will remain unchanged and 
that all they need to do is to distribute it more equally than it is distributed 
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in the social order based on private property. The rich will give as much as 
they receive over and above the average, and the poor receive as much as 
is needed to make up their incomes to the average. But the average income 
itself will remain unchanged. It must be clearly understood, however, that 
this idea rests on a grave error. If has heen s h ~ w n  that, in whatever .r*~a.r7 ..-Y nne "-- 
envisages the equalization of incomes this must always and necessarily lead 
to a very considerable reduction of the total national income and, thus, also, 
of the average income. On this showing, the matter takes on quite a different 
complexion. For we have then to decide whether we are in favor of an equal 
distribution of income at a lower average income, or inequality of incomes 
at a higher average income. 

The decision will depend, of course, essentially, on how high one estimates 
the reduction which alteration in the social distribution of income will cause. 
If we conclude that the average income will be lower than that received today 
by the poorest, our attitude will probably be quite different from the attitude 
of most socialists of the sentimental type. If we accept what has been said 
in the second part of the book about how low productivity under Socialism 
and especiaiiy the contention that economic caicuiation would be quite 
impossible, then this argument of ethical Socialism also collapses. 

437 It is untrue that some are poor because others are rich.14 If an order of 
society in which incomes were equal replaced the capitalist order, everyone 
would become poorer. Paradoxical though it may sound, the poor receive 
what they do because rich people exist. 

And if we reject the argument for the general conscription of labour and 
for equality of wealth and incomes which is based on the statement that 
some have their leisure and fortune at the expense of the increased labour 
and poverty of others, then there remains no basis for these ethical postulates 
except resentment. No one shall be idle if I have to work; no one shall be 
rich if I am poor. Thus we see, again and again, that resentment lies behind 
all socialist ideas. 

4 

The Ethical-Aesthetic Condemnation of the Profit-Motive 

Another reproach which philosophers level against the capitalist economic 
order is that it encourages rank over-development of the acquisitive instinct. 
- 

l4 This, for example, is also how Thomas Aquinas imagines it. See Schreiber, Die volkswirtsckaftlicken 
Anschauungen der Scholastik seit Thomas von Aquin (Jena, ig13), p. 18. 
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Man, they say, is no longer lord of the economic process, but its slave. That 
economic activity exists merely to satisfy wants and is a means, not an end 
in itself, has been forgotten. Life wears itself out in the perpetual hurry and 
scurry to get rich, and men have no time left for inner composure and real 
enjoyment. They lay waste their best powers in the exhausting daily struggle 
of free competition. And the ideologists look back into a distant past, where 
all is romantically transfigured. They see the Roman patrician at his country 
seat, meditating peacefully on the problems of the stoa, the medieval monk 
dividing his hours between devotion and the classics; the prince of the 
Renaissance at whose court artists and scholars meet, the Rococo lady in 
whose salon the encyclopedists develop their ideas-marvellous pictures, 
these, which produce in us a deep longing for the past. And our loathing 
for the present deepens when we turn from these visions to the life led by 
those who lack culture in our own time. 

The weakness of this argument, which appeals to the feelings rather than 
to the mind, is not only that it contrasts the brightest flowers of all times and 
peoples with the weeds of modern life. It is clear that one cannot compare 
the life of a Pericles or Maecenas with the life of the ordinary man in the 
street. But it is still quite untrue that the haste of modern business life has 
killed man's sense of the beautiful and the sublime. The wealth of the 
"bourgeois" civilization is not spent on base enjoyments alone. If argument 438 

be necessary, one need only point to the way in which serious music has 
become popular in the last decades, particularly among that class of the 
population which is caught in the whirl of business life. There never has 
been a time when art was closer to the heart of large circles of the people. 
It is no phenomenon peculiar to our time that coarse and vulgar amusements 
appeal more to the great mass of the people than nobler forms of enjoyment. 
It was always so. And we may take it that in the socialist community good 
taste will not always predominate. 

Modern man has always before his eyes the possibility of growing rich by 
work and enterprise. In the more rigid economy of the past this was less 
easy. People were rich or poor from birth, and remained so through their 
lives unless they were given a change of position through some unforeseen 
accident, which their own work or enterprise could not have caused or 
avoided. Accordingly, we had the rich walking on the heights and the poor 
who stayed in the depths. It is not so in capitalistic society. The rich can 
more easily become poor and the poor can more easily become rich. And 
because every individual is not born with, as it were, his own or his family 
fate sealed, he tries to rise as high as he can. He can never be rich enough, 
because in capitalist society no wealth is eternal. In the past nobody could 
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touch the feudal landlord. When his lands became less fertile he had less to 
consume, but as long as he did not get into debt he stayed on his property. 
The capitalist who lends out his capital and the entrepreneur who produces 
must stand the test of the market. Whoever invests unwisely, or produces 
too dearly, is ruined. Unhampered seclusion from the market no longer 
exists. ~ i e n  landed fortunes cannot escape its influences; agriculture, too, 
must produce capitalistically. Today a man must earn or become poor. 

Let those who wish to eliminate this coercion to work and enterprise 
understand quite clearly that they are proposing to undermine the founda- 
tions of our well-being. That in 19x4 the earth nourished far more human 
beings than ever before, and that they all lived far better than their ancestors, 
was due entirely to the acquisitive instinct. If the diligence of modern industry 
were replaced by the contemplative life of the past, unnumbered millions 
would be doomed to death by starvation. 

439 In the socialist society the lordly ease of government offices will take the 
place of the keen activity of modern financial houses and factories. The civil 
servant will supplant the energetic entrepreneur. Whether civilization will 
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institutions to decide. Is the bureaucrat really the ideal human type, and 
must we aspire to fill the world with his kind at any price? 

Many socialists describe with great enthusiasm the advantages of a society 
of civil servants over a society of profit-seekers.15 In a society of the latter 
kind (the Acquisitive Society), every one pursues only his own advantage; 
in the society of those devoted to their profession (the Functional Society) 
everyone does his duty in the service of the whole. This higher evaluation 
of officialdom, in so far as it does not rest on a misconception of the social 
order based on private ownership in the means of production, is merely a 
new form of that contempt for the work of the painstaking citizen in which 
feudal landowners, soldiers, literary men, and bohemians have always in- 
dulged. 

The Cultural Achievements of Capitalism 

The inexactness and untruthfulness of ethical Socialism, its logical incon- 
sistencies and its lack of scientific criticism, characterize it as the philosophic 

l5 Ruskin, Unto this last (Tauchnitz-Ed.), pp. 19 ff.; Steinbach, Errverb und Beruf (Vienna, 1896), yp. 
13 ff.; Otto Conrad, Volkszoirtschaftsplitik oder Erroerbspolitik? (Vienna, 1918), pp. 5 ff.; Tawney, The 
Acquisitive Society, p. 38. 
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product of a period of decay. It is the spiritual expression of the decline of 
European civilization at the turn of the nineteenth and twentieth centuries. 
Under its sway the German people and with them the whole of humanity 
were swept from the height of their culture to their deepest degradation. It 
created the mental premises for the World War and for Bolshevism. Its 
theories of violence were triumphant in the carnage of 1914-18, which brought 
to a close the finest flowering of civilization that world history has ever 
known. 

In Ethical Socialism imperfect understanding of human social co-operation 
is combined with the resentment of the ne'er-do-well. It is the inability to 
understand the difficult problems of social life which renders ethical socialists 440 

so unsophisticated and so certain that they are competent to solve social 
problems offhand. Resentment strengthens that indignation which is always 
sure of a response from those of like mind. But the fire of their language 
comes from a romantic enthusiasm for unrestraint. In every man there is a 
deep-rooted desire for freedom from social ties; this is combined with a 
longing for conditions which fully satisfy all imaginable wishes and needs. 
Reason teaches us not to give way to the first unless we are prepared to sink 
back into the deepest mis&, and reminds us further that the second cannot 
be fulfilled. Where reason ceases to function the way to romanticism is open. 
The anti-social in man triumphs over the mind. 

The romantic movement, which addresses itself above all to the imagi- 
nation, is rich in words. The colourful splendour of its dreams cannot be 
surpassed. Its praises awaken infinite longing, its curses breed loathing and 
contempt. Its longing is directed towards a past envisaged not soberly, but 
as a transfigured image, and towards a future which it paints with all the 
bright colours of desire. Between the two it sees the sober, everyday working 
life of bourgeois society and for this it feels only hatred and abhorrence. In 
the bourgeois it sees embodied everything that is shameful and petty. It 
roams the world at will, praises all ages and all lands; but for the conditions 
nf the present day if has neither understanding nor respect. 

The great creative minds, whom we honour above all others as Classics, 
understood the profound significance of the bourgeois order. The romanti- 
cists lack this insight. They are too small to sing the song of bourgeois society. 
They deride the citizen, despise "shopkeepers' ethics," laugh at the law. 
They are extraordinarily quick to see all the faults of everyday life and as 
quick to trace them back to defects in social institutions. No romantic has 
perceived the grandeur of capitalist society. Compare the results achieved 
by these "shopkeepers' ethics" with the achievements of Christianity! Chris- 
tianity has acquiesced in slavery and polygamy, has practically canonized 
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war, has, in the name of the Lord, burnt heretics and devastated countries. 
The much abused "shopkeepers" have abolished slavery and serfdom, made 
woman the companion of man with equal rights, proclaimed equality before 
the law and freedom of thought and opinion, declared war on war, abolished 
torture, and mitigated - the cruelty of punishment. What cultural force can 

441 boast of similar achievements? Bourgeois civilization has created and spread 
a well-being, compared with which all the court life of the past seems meagre. 
Before the War, even the less favoured classes of the urban population could 
not only clothe and nourish themselves respectably but could enjoy genuine 
art and undertake journeys into distant lands. The romantics, however, saw 
only those who were not so well-off; the reason for their comparative poverty 
being that bourgeois civilization had not yet created sufficient wealth to make 
everybody comfortable. The same romantics had no eyes for those who were 
already comfortably circ~mstanced.'~ What they saw was always only in- 
variably the dirt and the misery capitalist civilization had inherited from the 
past, not the values which it had already achieved. 

l6  English economic history has destroyed the legend which taxed the rise of factory industry with 
having made the position of the working classes worse. See Hutt, "The Factory System of the 
Early 19th Century" in Econornica, Vol. VI, 1926, pp. 78 ff.; Clapham, An Economic History ofModern 
Britain, 2nd ed. (Cambridge, 1930)~ pp. 548 ff. Publisher's Note: The Hutt article, "The Factory 
System of the Early 19th Century," was reprinted in Capitalism and the Historians, ed. F .  A. Hayek, 
essays by T. S. Ashton, L. M. Hacker, W. H. Hutt, B. de Jouvenel (Chicago: University of Chicago 
Press, 1954)~ pp. 188 ff. 



CHAPTER 31 

Economic Democracy 

The Slogan "Economic Democracy" 

0 ne of the more important arguments in favor of Socialism is that con- 442 

tained in the slogan "self-government in industry." As in the political 
sphere the King's absolutism was broken by the peoples' right to share 
decisions and later by its sole right to decide, so the absolutism of owners 
of the means of production and of entrepreneurs is to be aboiished by 
consumers and workers. Democracy is incomplete as long as everyone is 
obliged to submit to the dictatorship of the owners. The worst part of 
Capitalism is by no means inequality of income; more unbearable still is the 
power which it gives the capitalists over their fellow citizens. As long as this 
state of affairs continues there can be no personal freedom. The People must 
take the administration of economic matters into their own hands, just as 
they have taken over the government of the state.' 

There is a double error in this argument. It misconceives on the one hand, 
the nature and function of political democracy, and on the other, the nature 
of the social order based on private ownership in the means of production. 

We have already'shown that the essence of democracy is to be found 
neither in the electoral system, nor in the discussions and resolutions of 
national councils, nor in any sort of committee appointed by these councils. 

"The central wrong of the Capitalist system is neither the poverty of the poor nor the riches of 
the rich: it is the power which the mere ownership of the instruments of production gives to a 
relatively small section of the community over the actions of their fellow-citizens and over the 
mental and physical environment of successive generations. Under such a system personal 
freedom becomes, for large masses of the people, little better than a mockery. . . . What the 
Socialist aims at is the substitution, for this Dictatorship of the Capitalist, of government of the 
people by the people and for the people, in all the industries and services by which the people 
live." Sidney and Beatrice Webb, A Constitution for the Socialist Commonwealth of Great Britain 
(London, 1920), pp. xiii ff. See also Cole, Guild Socialism Re-stated (London, 1920), pp. 12 ff. 
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These are merely the technical tools of political democracy. Its real function 
is to make peace. Democratic institutions make the will of the people effective 

443 in political matters, by ensuring that its rulers and administrators are elected 
by the people's votes. Thus are eliminated those dangers to peaceful social 
development which might result from any clash between the will of the 
rulers and public opinion. Civil war is averted through the operation of 
institutions which facilitate a peaceful change of the government. In the 
economic order based on private ownership in the means of production no 
special institutions, such as political democracy has created for itself, are 
needed to achieve corresponding success. Free competition does all that is 
needed. A11 production must bend to the consumers' will. From the moment 
it fails to conform to the consumers' demands it becomes unprofitable. Thus 
free competition compels the obedience of the producer to the consumer's 
will and also, in case of need, the transfer of the means of production from 
the hands of those unwilling or unable to achieve what the consumer de- 
mands into the hands of those better able to direct production. The lord of 
production is the consumer. From this point of view the capitalist society is 
a democracy in which every penny represents a baiiot paper. it is a democracy 
with an imperative and immediately revocable mandate to its depu t i e~ .~  

It is a consumers' democracy. By themselves the producers, as such, are 
quite unable to order the direction of production. This is as true of the 
entrepreneur as of the worker; both must bow ultimately to the consumers' 
wishes. And it could not well be otherwise. People produce, not for the sake 
of production, but for the goods that may be consumed. As producer in an 
economy based on the division of labour, a man is merely the agent of the 
community and as such has to obey. Only as a consumer can he command. 

The entrepreneur is thus no more than an overseer of production. He of 
course exercises power over the worker. But he cannot exercise it arbitrarily. 
He must use it in accordance with the requirements of that productive activity 
which corresponds to the consumers' wishes. To the individual wage-earner 
whose outlook is enclosed by the narrow horizon of daily work, the entre- 

444 preneufs decisions may seem arbitrary and capricious. Seen from too close 
up the shape of things lose their true significance. If the entrepreneur's 
disposal of production injures the worker's momentary interest, it is sure to 

"The market is a democracy where every penny gives a right to vote." Fetter, The Principles of 
Economics, pp. 394, 410. See also Schumpeter, Theorie der wirtschaftlichen Entzuicklung (Leipzig, 
1912), pp. 32 ff. Nothing is more topsy-turvy than a saying such as: "Who is less questioned at the 
building of a house in a large city than its future tenants?" Lenz, Macht und Wirtschaft (Munich, 
1915). p. 32. Every builder tries to build in a way that best suits the wishes of the future tenants, 
so that he may be able to let the dwellings as quickly and profitably as possible. See also the striking 
remarks in Withers, The Case for Capitalism (London, 192o), pp. 41 ff. 
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seem to him unfounded and arbitrary. He will not realize that the entrepre- 
neur works under the rule of a strict law. True, the entrepreneur is free to 
give full rein to his whims, to dismiss workers off hand, to cling stubbornly 
to antiquated processes, deliberately to choose unsuitable methods of pro- 
duction and to allow himself to be guided by motives which conflict with the 
demands of consumers. But when and in so far as he does this he must pay 
for it, and if he does not restrain himself in time he will be driven, by the 
loss of his property, into a position where he can inflict no further damage. 
Special means of controlling his behaviour are unnecessary. The market 
controls him more strictly and exactingly than could any government or 
other organ of society.? 

Every attempt to replace this rule of the consumers by a rule of producers 
is absurd. It would run contrary to the very nature of the productive process. 
We have already treated an example of this in greater detail-the example 
most important for modern conditions-the example of the syndicalist econ- 
omy. What is true of it, is true of any producers' policy. All economy must 
be a consumers' economy. The absurdity of these endeavours to institute 
1' -l--- - --Jf I-_- ~ 1 -  - 

~LUI~UI I~~L UeIILuLrdLy uy me crednvn of syndicaiisi insiiiuiions becomes 
apparent if we imagine these institutions transferred to the political field. 
For example, would it be democracy if judges had to decide what laws should 
be in force and how they should be administered? Or if soldiers had to decide 
at whose disposal they would place their arms and how to use them? No, 
judges and soldiers have to conform to law if the state is not to become an 
arbitrary despotism. The catchword "industrial self-government" is the most 
blatant of all misconceptions of the nature of democracy. 

In the socialist community, too, it is not the workers in separate branches 
of production who decide what is to be done in their own particular economic 
territory, but the supreme authority of society. If this were not so, we should 
have not Socialism but Syndicalism, and between these two there is no 
possible compromise. 

The Consumer as the Deciding Factor in Production 

People sometimes maintain that in guarding their own interests entrepre- 
neurs force production in a direction opposed to the interests of consumers. 

People overlook this entirely when, like the Webbs, A Constitution for the Socialist Commonwealth 
of Great Britain, p. xii, they say that the workers have to obey the orders "of irresponsible masters 
intent on their own pleasure or their own gain." 
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The entrepreneurs have no scruples about "creating or intensifying the 
public's need for things which provide for merely sensual gratification but 
inflict harm on health or spiritual welfare." For instance the fight against 
alcoholism, the dread menace to national health and welfare, is said to be 
-,An -n+n A;$$;n..I+ h n n q * * c n  I\$ +hn nnnnc;+;nm lly\$ +hn r lnc-~nrl  ;m+nrnc-+c- n $  
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alcohol capitalism to all attempts to combat it." The habit of smoking would 
not be "so widespread and so greatly on the increase among the young if 
economic interests played no role in promoting it." "Luxury articles, baubles 
and tinsel of all kinds, trashy and obscene publications" are today "forced 
upon the public because the producers profit by them or hope to do 
It is common knowledge that the large-scale arming of the Powers and 
therefore, indirectly, war itself are ascribed to the machinations of "arma- 
ment-capital." 

Entrepreneurs and capitalists in search of investments turn towards those 
branches of production from which they hope to obtain the greatest profit. 
They try to fathom the future wants of consumers so as to gain a general 
survey of demand. As Capitalism is constantly creating new wealth for all 
and extending the satisfaction of wants, consumers are frequently in the 
position of being able to satisfy wants which formerly remained unsatisfied. 
Thus it becomes a special task of the capitalist entrepreneur to find out what 
formerly unsatisfied wants can now be provided for. This is what people 
have in mind when they say that Capitalism creates wants in order to satisfy 
them. 

The nature of the things demanded by the consumer does not concern the 
entrepreneur and the capitalist. They are merely the obedient servants of 
the consumer and it is not their business to prescribe what the consumer 
shall enjoy. They give him poison and murderous weapons if he wants them. 
But nothing could be more erroneous than to suppose that products which 

446 serve a bad or harmful purpose bring in more than those which serve a good 
one. The highest profit is obtained from articles for which there is the most 
urgent demand. The profit-seeker therefore sets about producing those com- 
modities in which there is the greatest disproportion between supply and 
demand. Of course, once he has invested his capital, it is to his interest to 
see that the demand for his product increases. He tries to expand sales. But 
in the long run he cannot prevail against a change of demand. Neither can 
he obtain much advantage from growth in the demand for his products, for 
new enterprises turn their attention to his branch of industry and thereby 
tend to reduce his profits to the average. 

Messer, Ethik (Leipzig, 1918), pp. 1x1 ff.; Natorp, Sozialidealismus (Berlin, 1920), p. 13 
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Mankind does not drink alcohol because there are breweries, distilleries, 
and vineyards; men brew beer, distil spirits, and grow grapes because of the 
demand for alcoholic drinks. "Alcohol-capital" has not created drinking 
habits any more than it has created drinking songs. The capitalists who own 
shares in breweries and distilleries would have preferred shares in publishing 
firms for devotional books, had the demand been for spiritual and not 
spirituous sustenance. "Armament capital" did not create wars; wars created 
"armament capital." It was not Krupp and Schneider who incited the nations 
to war, but imperialist writers and politicians. 

If a man thinks alcohol and nicotine harmful, let him abstain from them. 
Let him try, if he will, to convert his fellows to his own views on abstinence. 
What is certain is that he cannot, in a capitalist society, whose basic principle 
is the self-determination and self-responsibility of each individual, force them 
against their will to renounce alcohol and nicotine. If this inability to impose 
his will on others causes him regret, then at least he can console himself 
with the thought that neither is he at the mercy of the commands of others. 

Some socialists reproach the capitalist social order primarily for the rich 
-.- v a f i c ~ y  :-&. ul -L :I.- lta 5uvu3. ---A Iiiskad of prodiiciiig iiniform products, which c ~ u l d  be 
brought out on the largest scale, people manufacture hundreds and thou- 
sands of types of each commodity, and production is made much more 
expensive thereby. Socialism would put at the comrades' disposal only 
uniform goods; it would unify production and thereby raise national pro- 
ductivity. Simultaneously Socialism would dissolve separate family house- 
holds, and in their place provide communal kitchens and hotel-like dwellings; 
this, too, would increase social wealth by eliminating the waste of labour 
power in tiny kitchens which serve only a few consumers. Many socialist 447 

writings, above all those of Walter Rathenau, have dealt with these ideas in 
great detail.5 

Under Capitalism each buyer has to decide whether he prefers the cheaper 
uniformity of mass production or the greater expense of articles specially 
manufactured to suit <he taste of the individual or the small group. There 
is unmistakably a tendency towards progressive uniformity of production 
and consumption through standardization. Commodities used in the pro- 
ductive process itself are daily becoming more standardized. The shrewd 
entrepreneur soon discovers the advantage of using the standard type-with 
its lower purchasing cost, its replaceability and adaptability to other pro- 
ductive processes rather than articles produced by a special process. The 

Rathenau, Die neue Wirtschaft (Berlin, 1qi8), pp. 41 ff.; also the critique of Wiese, Freie Wirtschft 
(Leipzig, 1918). 
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movement to standardize the implements of production is impeded today 
by the fact that numerous enterprises are indirectly or directly socialized. As 
they are not rationally controlled, no stress is laid on the advantage of using 
standard types. Army administrations, municipal building departments, 
State raiiways, and similar authorities resist, with bureaucratic obstinacy, the 
adoption of types in universal use. The unification of the production of 
machines, factory equipment and semi-finished products does not require 
a change to Socialism. On the contrary, Capitalism does this more quickly 
of its own accord. 

It is otherwise with goods for use and consumption. If a man satifies his 
special, personal taste in preference to using the uniform products of mass 
production and believes that his satisfaction balances the extra cost, then 
one cannot objectively prove him wrong. If my friend prefers to dress, be 
housed, and eat as it pleases him and not to do as everyone else does, who 
can blame him? For his happiness lies in the satisfaction of his wishes; he 
wants to live as he pleases and not as I or others would live were we in his 
nlare. r-- It is his val'c?at;,m that counts, net mice ~r other pe=p!e1s. I may be 
able to prove to him that the judgments on which he bases his values are 
false. For example I may demonstrate that the foods he consumes have a 
smaller nutritional value than he assumed. But if his values have been built, 
not on untenable views about the relation of cause and effect, but on subjective 

448 sentiments and feelings, my arguments cannot change his mind. If, not- 
withstanding the advantages claimed for hotel life and communal kitchens, 
he still prefers a separate household because such sentiments as "own home" 
and "own hearth" weigh with him more than arguments in favour of unitary 
organization, then nothing further remains to be said. If he wishes to furnish 
his dwelling according to his personal taste and not according to the public 
taste which guides the furniture manufacturer, there are no arguments with 
which to refute him. If, knowing the effects of alcohol, he still drinks it, 
because he is prepared to pay even dearly for the pleasure it gives him, I 
may certainly, from the standpoint of my values, call him unwise, but it is 
his will, his valuation that will decide. If I, as a dictator, or as a member of 
a despotically ruling majority, prohibit the drinking of alcohol, I do not thus 
raise the productivity of social production. Those who condemn alcohol 
would have avoided it without prohibition. For all others, the prohibition of 
an enjoyment which they value above anything they can obtain by renouncing 
it means a falling-off in satisfaction. 

The contrast of productivity and profitableness, which, as we see from 
arguments explained in a previous chapter, is valueless for the understanding 
of the working of production directed to given ends, must lead definitely to 
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false conclusions if applied to the ends of economic a c t i ~ n . ~  In dealing with 
means to a given end, one may call this process or that the more practical, 
that is, capable of a higher yeild. But when we ask whether this or that 
means gives a greater direct increase of welfare to the individual, we have 
no objective standards that will serve. Here the subjective will of man is the 
deciding factor. A man's preference for water, milk, or wine does not depend 
on the physiological effects of these drinks, but on his valuation of the effects. 
If a man drinks wine and not water I cannot say he is acting irrationally. At 
most I can say that in his place I would not do so. But his pursuit of happiness 
is his own business, not mine. 

If the socialist community does not supply the comrades with the goods 
which they themselves want to enjoy, but with those which the rulers think 
they ought to enjoy, the sum of satisfactions is not increased, but diminished. 
One certainly could not call this violation of the individual will "economic 
democracy. " 

For it is an essential difference between capitalist and socialist production 449 

that under Capitalism men provide for themselves, while under Socialism 
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cover its nakedness. But men prefer to eat, dwell, dress and generally to 
seek happiness after their own fashion. 

Socialism as Expression of the Will of the M~jority 

The number of our contemporaries who decide in favour of Socialism 
because the majority has already so decided is by no means negligible. "Most 
people want Socialism; the masses no longer support the capitalist social 
order, thereiore we must so~ia i ize .~  One hears this constantly. But it is not 
a convincing argument in the eyes of those who reject Socialism. Certainly 
if the majority want Socialism, Socialism we shall have. Nobody has shown 
more clearly than the liberal philosophers that there is no resisting public 
opinion, and that the majority decides, even when it is in error. If the 
majority makes a mistake, the minority must also suffer the consequences 
and cannot complain. Has it not been party to the error in having failed to 
enlighten the majority? 

"ee pp. 123 ff., 350 ff. 
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But in discussing what is to be, the argument that the great mass of people 
violently demand Socialism would be valid only if Socialism were desired as 
an ultimate end for its own sake. But this is by no means so. Like all other 
forms of social organization Socialism is only a means, not an end in itself. 
TL,,, ..,L, r.rmnt Cr\A31;cm 1;Ln thnco TArl.rn m;ap~ ;t rAr ln)  rArnll-ho;nm anA 
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happiness, and they are socialists only because they believe that Socialism 
is the best way to achieve this. If they were convinced that the liberal order 
of society was better able to fulfill their wishes they would become liberals. 
Therefore, the argument that one must be socialist because the masses 
demand Socialism is the worst possible argument against an enemy of 
Socialism. The will of the people is the highest law for the representatives 
of the people who have to execute its commands. But those who seek to 
direct thought must not bend to this will. Only he is a pioneer who speaks 
out and attempts to bring his fellow citizens to his ways of thinking, even 
when they differ from those generally held. This argument that one should 

450 defer to the masses is nothing else than a demand that those who still oppose 
Socialism by reasonable criticism should abdicate reason itself. That such an 
argument can be put forward only shows how far the socialization of intel- 
lectual life has already gone. In the very darkest epochs of early history, 
such arguments have not been used. Those who opposed the prejudices of 
the greatest number were never told that their opinions were false simply 
because the majority thought otherwise. 

If Socialism is inherently impracticable the fact that everyone desires it will 
not enable us to accomplish it. 
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Capitalist Ethics 

Capitalist Ethics and the Impracticability of Socialism 

I n the expositions of Ethical Socialism one constantly finds the assertion 451 

that it presupposes the moral purification of men. As long as we do not 
succeed in elevating the masses morally we shall be unable to transfer the 
socialist order of society from the sphere of ideas to that of reality. The 
diffisuiiies in the way of Sociaiism lie exciusiveiy, or predominantly, in men's 
moral shortcomings. Some writers doubt whether this obstacle will ever be 
overcome; others are content to say that the world will not be able to achieve 
Socialism for the present or in the immediate future. 

We have been able to show why the socialist economy is impracticable: 
not because men are morally too base, but because the problems that a 
socialist order would have to solve present insuperable intellectual difficulties. 
The impracticability of Socialism is the result of intellectual, not moral, 
incapacity. Socialism could not achieve its end, because a socialist economy 
could not calculate value. Even angels, if they were endowed only with 
human reason, could not form a socialistic community. 

If a socialist community were capable of economic calculation, it could be 
set up without any change in men's moral character. In a socialist society 
different ethical standards would prevail from those of a society based on 
private ownership in the means of production. The temporary sacrifices 
demanded of the individual by society would be different. Yet it would be 
no more difficult to enforce the code of socialist morals than it is to enforce 
the code of capitalist morals, if there were any posssibility of making objective 
computations within the socialist society. If a socialist society could ascertain 
separately the product of the labour of each single member of the society, 
his share in the social product could be calculated and his reward fixed 
proportionately to his productive contribution. Under such circumstances 
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452 the socialist order would have no cause to fear that a comrade would fail to 
work with the maximum of energy for lack of any incentive to sweeten the 
toil of labour. Only because this condition is lacking, Socialism will have to 
construct for its Utopia a type of human being totally different from the race 
which now walks the earth, one to whom labour is not toil and pain, but joy 
and pleasure. Because such a calculus is out of the question, the Utopian 
socialist is obliged to make demands on men which are diametrically opposed 
to nature. This inadequacy of the human type which would cause the 
breakdown of Socialism, may appear to be of a moral order; on closer 
examination it turns out to be a question of intellect. 

The Alleged Defects of Capitalist Ethics 

To act reasonably means to sacrifice the less important to the more im- 
portant. 'we make temporary sacriiices when we give up smaii things to 
obtain bigger things, as when we cease to indulge in alcohol to avoid its 
physiological after-effects. Men submit to the effort of labour in order that 
they may not starve. 

Moral behaviour is the name we give to the temporary sacrifices made in 
the interests of social co-operation, which is the chief means by which human 
wants and human life generally may be supplied. All ethics are social ethics. 
(If it be claimed that rational behaviour, directed solely towards one's own 
good, should be called ethical too, and that we had to deal with individual 
ethics and with duties to oneself, we could not dispute it; indeed this mode 
of expression emphasizes perhaps better than ours, that in the last analysis 
the hygiene of the individual and social ethics are based on the same rea- 
soning.) To behave morally, means to sacrifice the less important to the more 
important by making social co-operation possible. 

The fundamental defect of most of the anti-utilitarian systems of ethics 
lies in the misconstruction of the meaning of the temporary sacrifices which 
duty demands. They do not see the purpose of sacrifice and foregoing of 
pleasure, and they construct the absurd hypothesis that sacrifice and re- 
nunciation are morally valuable in themselves. They elevate unselfishness 
and self-sacrifice and the love of compassion, which lead to them, to absolute 
moral values. The pain that at first accompanies the sacrifice is defined as 

453 moral because it is painful-which is very near asserting that all action painful 
to the performer is moral. 
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From the discovery of this confusion we can see why various sentiments 
and actions which are socially neutral or even harmful come to be called 
moral. Of course, even reasoning of this sort cannot avoid returning furtively 
to utilitarian ideas. If we are unwilling to praise the compassion of a doctor 
who hesitates to undertake a life-saving operation on the ground that he 
thereby saves the patient pain, and distinguish, therefore, between true and 
false compassion, we re-introduce the teleological consideration of purpose 
which we tried to avoid. If we praise unselfish action, then human welfare, 
as a purpose, cannot be excluded. There thus arises a negative utilitarianism: 
we are to regard as moral that which benefits, not the persom acting, but 
others. An ethical ideal has been set up which cannot be fitted into the world 
we live in. Therefore, having condemned the society built up on "self- 
interest" the moralist proceeds to construct a society in which human beings 
are to be what his ideal requires. He begins by misunderstanding the world 
and laws; he then wishes to construct a world corresponding to his false 
theories, and he calls this the setting up  of a moral ideal. 

Man is not evil merely because he wants to enjoy pleasure and avoid 
pain-in other words, to live. Renunciation, abnegation, and self-sacrifice 
are not good in themselves. To condemn the ethics demanded by social life 
under Capitalism and to set up in their place standards for moral behaviour 
which-it is thought-might be adopted under Socialism is a purely arbitrary 
procedure. 
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DESTRUCTIONISM 





CHAPTER 33 

The Motive Powers of Destructionism 

The Nature of Destructionism 

T o the socialist, the coming of Socialism means a transition from an 457 

irrational to a rational economy. Under Socialism, planned management 
of economic life takes the place of anarchy of production; society, which is 
conceived as the incarnation of reason, takes the place of the conflicting aims 
of unreasonable and self-interested individuals. A just distribution replaces 
an unjust distribution of goods. Want and misery vanish and there is wealth 
for all. A picture of paradise is unfolded before us, a paradise which-so the 
laws of historical evolution tell us-we, or at least our heirs, must at length 
inherit. For all history leads to that promised land, and all that has happened 
in the past has only prepared the way for our salvation. 

This is how our contemporaries see Socialism, and they believe in its 
excellence. It is false to imagine that the socialist ideology dominates only 
those parties which call themselves socialist or-what is generally intended 
to mean the same thing-"social." All present-day political parties are sat- 
urated with the leading socialistic ideas. Even the stoutest opponents of 
Socialism fall within its shadow. They, too, are convinced that the socialist 
economy is more rational than the capitalist, that it guarantees a more just 
distribution of income, that historical evolution is driving man inexorably in 
that direction. When they oppose Socialism they do so with the sense that 
they are defending selfish private interests and that they are combating a 
development which from the standpoint of public welfare is desirable and 
is based upon the only ethically acceptable principle. And in their hearts 
they are convinced that their resistance is hopeless. 

Yet the socialist idea is nothing but a grandiose rationalization of petty 
resentments. Not one of its theories can withstand scientific criticism and all 
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its deductions are ill-founded. Its conception of the capitalist economy has 
458 long been seen to be false; its plan of a future social order proves to be 

inwardly contradictory, and therefore impracticable. Not only would So- 
cialism fail to make economic life more rational, it would abolish social co- 
nper&bn n~tright. That it would bring justice is merely an  arb i t rq  zssertim, 
arising, as we can show, from resentment and the false interpretation of 
what takes place under Capitalism. And that historical evolution leaves us 
no alternative but Socialism turns out to be a prophecy which differs from 
the chiliastic dreams of primitive Christian sectarians only in its claim to the 
title "science." 

In fact Socialism is not in the least what it pretends to be. It is not the 
pioneer of a better and finer world, but the spoiler of what thousands of 
years of civilization have created. It does not build; it destroys. For destruction 
is the essence of it. It produces nothing, it only consumes what the social 
order based on private ownership in the means of production has created. 
Since a socialist order of society cannot exist, unless it be as a fragment of 
Socialism within an economic order resting otherwise on private property, 
each step ieading towards Sociaiism must exhaust itself in the destruction 
of what already exists. 

Such a policy of destructionism means the consumption of capital. There 
are few who recognize this fact. Capital consumption can be detected sta- 
tistically and can be conceived intellectually, but it is not obvious to everyone. 
To see the weakness of a policy which raises the consumption of the masses 
at the cost of existing capital wealth, and thus sacrifices the future to the 
present, and to recognize the nature of this policy, requires deeper insight 
than that vouchsafed to statesmen and politicians or to the masses who have 
put them into power. As long as the walls of the factory buildings stand, 
and the trains continue to run, it is supposed that all is well with the world. 
The increasing difficulties of maintaining the higher standard of living are 
ascribed to various causes, but never to the fact that a policy of capital 
consumption is being followed. 

In the problem of the capital consumption of a destructionist society we 
find one of the key problems of the socialist economic policy. The danger of 
capital consumption would be particularly great in the sociafist community; 
the demagogue would achieve success most easily by increasing consumption 
per head at the cost of the formation of additional capital and to the detriment 
of existing capital. 

459 It is in the nature of capitalist society that new capital is continually being 
formed. The greater the capital fund becomes, the higher does the marginal 
productivity of labour rise and the higher, therefore, are wages, absolute 
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and relative. The progressive formation of capital is the only way to increase 
the quantity of goods which society can consume annually without dimin- 
ishing production in the future-the only way to increase the workers1 
consumption without harm to future generations of workers. Therefore, it 
has been laid down by Liberalism that progressive capital formation is the 
only means by which the position of the great masses can be permanently 
improved. Socialism and destructionism seek to attain this end in a different 
way. They propose to use up capital so as to achieve present wealth at the 
expense of the future. The policy of Liberalism is the procedure of the prudent 
father who saves and builds for himself and his successors. The policy of 
destructionism is the policy of the spendthrift who dissipates his inheritance 
regardless of the future. 

Demagogy 

To Marxians, Karl Marx's supreme achievement lay in the fact that he 
roused the proletariat to class-consciousness. Before he wrote, socialist ideas 
had led an academic existence in the writings of the Utopians and in the 
narrow circles of their disciples. By connecting these ideas with a revolu- 
tionary workers' movement, which till then had only a petty bourgeois aim, 
Mam created, say the Mamians, the foundations of the proletarian movement. 
This movement, they believe, will live until it has accomplished its historical 
mission, the setting up of the socialist order of society. 

Marx is supposed to have discovered the dynamic laws of capitalist society 
and, with the aid of the theory of historical evolution, to have defined the 
aims of the modern social movement as inevitable consequences of that 
ev-o:iiiioî l. He is said to have shown that the pro:eiar"lai coii:& free itself as 

a class only by itself abolishing the class conflict, and so making possible a 
society in which "the free development of each individual is the condition 
for the free development of all." 

Ecstatic enthusiasts see in Mam one of the heroic figures of world history, 
and class him among the great economists and sociologists, even among the 460 

most eminent philosophers. The unbiased observer looks on Karl M a d s  
work with different eyes. As an economist Mam entirely lacked originality. 
He was a follower of the Classical political economists, but he lacked the 
ability to approach essentially economic problems without a political bias. 
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He saw everything through the spectacles of the agitator, who considers first 
and foremost the effect made on the popular mind. Even here he was not 
really original, for the English socialist defenders of the "right to the full 
produce of labour," who with their pamphlets in the third and fourth decades 
~f ~ifietpefifh re~ tuw , n ~ r n a r d  t h ~  .-.- w a x 7  ..-, f ~ r  C1.~rt;:sm, had a]rea&r J 
anticipated him in all essentials. Moreover, he had the misfortune to be 
entirely ignorant of the revolution in theoretical economics which was pro- 
ceeding during the years when he worked out his system, a transformation 
which made itself known soon after the issue of the first volume of Das 
Kapital. As a result, the later volumes of Das Kapital, from the day they were 
published, were quite out of touch with modern science. This was a piece 
of bad luck which hit his infatuated followers particularly hard. From the 
beginning, they had to be content with barren expositions of the master's 
writings. They have timidly avoided any contact with the modern theory of 
value. As a sociologist and historical philosopher Marx was never more than 
an able agitator writing for the daily needs of his party. The materialist 
conception of history is scientifically worthless; moreover Mam never worked 
it out exactiy but propounded it in vanous incompatible forms. His philo- 
sophic standpoint was that of the Hegelians. He is one of the many writers 
of his time, now mostly forgotten, who applied the dialectic method to all 
fields of science. Decades had to pass before people had the face to call him 
a philosopher and to place him side by side with the great thinkers. 

As a scientific writer Marx was dry, pedantic, and heavy. 'The gift of 
expressing himself intelligibly had been denied him. In his political writings 
alone does he produce powerful effects, and these only by means of dazzling 
antitheses and of phrases which are easy to remember, sentences which by 
play of words hide their own vacuity. In his polemics he does not hesitate 
to distort what his own opponent had said. Instead of refuting he tends to 

461 abuse.' Here, too, his disciples (his school really exists only in Germany and 
Eastern Europe, especially in Russia) have faithfully imitated the master's 
example, reviling their opponents but never attempting to refute them by 
argument. 

Marx's originality and historical significance lie entirely in the field of 
political technique. He recognizes the immense social power that can be 
achieved by welding out of the great masses of workers, herded together in 

' See, for instance, in Das Kapital the remarks on Bentham: "the most homely platitude," "only 
copied stupidly," "trash," "a genius of bourgeois stupidity," op. cit., Vol. I, p. 573; on Malthus, 
"a schoolboyishly superficial and clerically stilted plagiarism," Ibid., Vol. I, p. 580. Publisher's Note: 
In the English edition of Mam, Capital, Volume I, these quotations appear on p. 668 (Bentham) and 
p. 675 n3 (Malthus). 
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workshops, a political factor; and he seeks and finds the slogans to unite 
these masses into a coherent movement. He produces the catchword which 
leads people otherwise indifferent to politics to attack private property. He 
preaches a doctrine of salvation which rationalizes their resentment and 
transfigures their envy and desire for revenge into a mission ordained by 
world history. He inspires them with consciousness of their mission by 
greeting them as those who carry in themselves the future of the human 
race. The rapid expansion of Socialism has been compared to that of Chris- 
tianity. More appropriate, perhaps, would be a comparison with Islam, which 
inspired the sons of the desert to lay waste ancient civilizations, cloaked their 
destructive fury with an ethical ideology and stiffened their courage with 
rigid fatal i~m.~ 

At the core of Marxism is the doctrine of the identity of interests of all 
proletarians. As an individual, however, the worker is daily in sharp com- 
petitive conflict with his fellow-workers and with those who are quite ready 
to take his job from him; together with his own comrades in his own trade 
he competes with workers in other branches of the trade and with the 
consumers of the products in the production of which he collaborates. In the 
face of all these facts, all his passions had to be raised to induce him to seek 
his salvation in union with other workers. But this was not so very difficult; 
it always pays to rouse what is evil in the human heart. Yet Mam has done 
more: he has decked out the resentment of the common man with the nimbus 
of science, and has thus made it attractive to those who live on a higher 
intellectual and ethical plane. Every socialist movement has borrowed in this 
respect from Marx, adapting the doctrine slightly for its special needs. 

As a master of demagogic technique Marx was a genius; this cannot be 462 

sufficiently emphasized. He found the propitious historical moment for 
uniting the masses into a single political movement, and was himself on the 
spot to lead this movement. For him all politics was only the continuation 
of war by other means; his political art was always political tactics. The 
secia!ist parties which trace their origir? back te Mam have kept this up, as 
have those who have taken the Marxist parties for their model. They have 
elaborated the technique of agitation, the cadging for votes and for souls, 
the stirring up of electoral excitement, the street demonstrations, and the 
terrorism. To learn the technique of these things requires years of hard study. 

Thus Marxism finds it easy to ally with Islamic zealotism. Full of pride the Marxist Otto Bauer 
cries: "In Turkestan and Azerbaijan monuments to Marx stand opposite the mosques, and the 
Mullah in Persia mingles quotations from Marx with passages from the Koran when he calls the 
people to the Holy War against European Imperialism." See Otto Bauer,"Marx als Mahnung" in 
Der Kumpf, XVI, 1923, p. 83. 
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At their party conferences and in their party literature, the Marxians give 
more attention to questions of organization and of tactics than to the most 
important basic problems of politics. In fact, if one wished to be more precise 
one would have to admit that nothing interests them at all except from the 
point nf view d party tactics and that they h v e  no interest tn spare fnr 
anything else. 

This militarist attitude to politics, which reveals the inner affinity of Marx- 
ism with Prussian and Russian etatism has quickly found adherents. The 
modern parties of the continent of Europe have completely accepted the 
Mamian ideology. Especially the parties which aim to promote particular 
interests, and which gather together the peasant class, the industrial middle 
class and the class of employers, make use of the Marxist doctrine of class- 
war for their own purposes. They have learnt all they know from Marxism. 

The defeat of the liberal ideology could not long be postponed. Liberalism 
has anxiously avoided all political artifice. It has relied entirely upon the 
inner vitality of its ideas and their power to convince, and has disdained all 
other means of political conflict. It has never pursued political tactics, never 
stooped to demagogy. The oid iiberaiism was honest through and through 
and faithful to its principles. Its opponents called this being "doctrinaire." 

Today the old liberal principles have to be submitted to a thorough re- 
examination. Science has been completely transformed in the last hundred 
years, and today the general sociological and economic foundations of the 
liberal doctrine have to be relaid. On many questions Liberalism did not 
think logically to the conclusion. There are loose threads to be gathered up.3 

463 But the mode of political activity of Liberalism cannot alter. It regards all 
social co-operation as an emanation of rationally recognized utility, in which 
all power is based on public opinion, and can undertake no course of action 
that would hinder the free decision of thinking men. Liberalism knows that 
society can advance to a higher stage only by men recognizing the usefulness 
of social co-operation; that neither God nor veiled destiny determines the 
future of the human race, but only man himself. When nations rush blindly 
towards destruction, Liberalism must try to enlighten them. But even if they 
do not hear, whether because they are deaf or because the warning voice is 
too feeble, one must not seek to seduce them to the right mode of conduct 
by tactical and demagogic artifice. It might be possible to destroy society by 
demagogy. But it can never be built up by that means. 

See my Liberalismus (Jena, 1927). Publisher's Note: In English as The Free and Prosperous Com- 
monwealth: An Exposition of the ldeas of Classical Liberalism (Princeton: Van Nostrand, 1962). 
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The Destructionism of the Literati 

The romantic and the social art of the nineteenth century have prepared 
the way for socialist destructionism. Without the help it got from this direction 
Socialism would never have gained its hold on people's minds. 

Romanticism is man's revolt against reason, as well as against the condition 
under which nature has compelled him to live. The romantic is a daydreamer; 
he easily manages in imagination to disregard the laws of logic and of nature. 
The thinking and rationally acting man tries to rid himself of the discomfort 
of unsatisfied wants by economic action and work; he produces in order to 
improve his position. The romantic is too weak-too neurasthenic-for work; 
he imagines the pleasures of success but he does nothing to achieve them. 
He does not remove the obstacles; he merely removes them in imagination. 
He has a grudge against reality because it is not like the dream world he has 
created. He hates work, economy, and reason. 

The romantic fakes all the gifts nf a soical civiiizat-;-nn fnr g r rn td  and 
desires, in addition, everything fine and beautiful that, as he thinks, distant 
times and countries had or have to offer. Surrounded by the comforts of 
European town life he longs to be an Indian rajah, Bedouin, corsair, or 
troubadour. But he sees only that portion of these people's lives which seems 464 

pleasant to him, never their lack of the things he obtains in such abundance. 
His horsemen gallop over the plains on fiery steeds, his corsairs capture 
beautiful women, his knights vanquish their enemies between episodes of 
love and song. The perilous nature of their existence, the comparative poverty 
of their circumstances, their miseries and their toils-these things his imag- 
ination tactfully overlooks: all is transfigured by a rosy gleam. Compared 
with this dream ideal, reality appears arid and shallow. There are obstacles 
to overcome which do not exist in the dream. There are very different tasks 
+ I-.- .-- ,.,..+- ,,-.- Unr rrrn -- L-.-..GC..l LA L, ,,,.-+--,I LA- r l -  -- 2- 
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of robbers, no lost treasures to be found, no dragons to kill. Here there is 
work to do, ceaselessly, assiduously, day after day, year after year. Here 
one must plough and sow if one wishes to reap. The romantic does not 
choose to admit all this. Obstinate as a child, he refuses to recognize it. He 
mocks and jeers; he despises and loathes the bourgeois. 

The spread of capitalist thought produced an attitude of mind unfriendly 
to Romanticism. The poetic figures of knights and pirates become objects of 
mirth. Now that the lives of Bedouins, maharajahs, pirates, and other ro- 
mantic heroes had been observed at close quarters, any desire to emulate 
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them vanished. The achievements of the capitalist social order made it good 
to be alive and there was a growing feeling that security of life and liberty, 
peaceful welfare, and richer satisfaction of wants could be expected only 
from Capitalism. The romantic contempt for what is bourgeois fell into 
& r ~ n i  I +P r ---- 

But the mental attitude from which Romanticism sprang was not so easy 
to eradicate. The neurasthenic protest against life sought other forms of 
expression. It found it in the "social" art of the nineteenth century. 

The really great poets and novelists of the period were not social-political 
propagandist writers. Flaubert, Maupassant, Jacobsen, Strindberg, Konrad 
Ferdinand Meyer, to name only a few, were far from being followers of the 
fashionable literature. We do not owe the statement of these social and 
political problems to the writers whose works have given the nineteenth 
century its lasting place in the history of literature. This was the task assumed 
by second- or third-rate writers. It was writers of this class who introduced 

m a; literary figures the bloodsucking capitalist entrepreneur and the noble 
proletarian. To them the rich man is in the wrong because he is rich, and the 
poor in the right because he is poor.' " h t  this is just as if weaith were a 
crime," Gerhart Hauptmann makes Frau Dreissiger exclaim in Die Weber. The 
literature of this period is full of the condemnation of property. 

This is not the place for an aesthetic analysis of these works; our task is 
to examine their political efforts. They have brought victory to Socialism by 
enlisting the allegiance of the educated classes. By means of such books 
Socialism has been carried into the houses of the wealthy, captivating the 
wives and daughters and causing the sons to turn away from the family 
business until at last the capitalist entrepreneur himself has begun to believe 
in the baseness of his activities. Bankers, captains of industry, and merchants 
have filled the boxes of theatres in which plays of a socialist tendency were 
given before enthusiastic audiences. 

Social art is tendentious art: all social literature has a thesis to demonstrate.5 
It is ever the same thesis: Capitalism is an evil, Socialism is salvation. That 
such eternal repetition has not led to boredom sooner must be attributed 
solely to the fact that the various writers have had different forms of Socialism 
in mind. But they all follow Marx's example in avoiding detailed exposition 
of the socialist social order they praise; most of them merely indicate by 
allusion, though clearly enough, that they desire a socialist order. That the 

Cazamian, LR roman social en Angleterre, 1830-50 (Paris, qoq), pp. 267 ff. 
On the socialist tendency in painting see Muther, Geschichte der Malerie im 19 Jahrhundert (Munich, 

1893)~ Vol. 11, pp. 186 ff.; Coulin, Die sozialistische Weltanschauung in derfranzasischen Malerei (Leipzig, 
1909). PP. 85 ff. 
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logic of their argument is inadequate and that the conclusions are driven 
home by an appeal to the emotions rather than to reason is hardly surprising, 
seeing that the same method is followed by soi-disant scientific authorities on 
Socialism. Fiction is a favoured vehicle for this kind of procedure, as there 
is little fear that anyone will try to refute its assertions in detail by logical 
criticism. It is not the custom to inquire into the accuracy of particular remarks 
in novels and plays. Even if it were, the author could still find a way out by 
denying responsibility for the particular words put into the mouth of a hero. 
The conclusions forced home by character-drawing cannot be invalidated by 
logic. Even if the "man of property" is always depicted as bad through and 
through, one cannot reproach the author on account of a simple example. 466 

For the total effect of the literature of his time no single writer is responsible. 
In Hard Times Dickens puts into the mouth of Sissy Jupe, the deserted little 

daughter of a circus clown and dancer, remarks designed to shatter Utili- 
tarianism and Liberalism. He makes Mr. M'Choackumchild, teacher in the 
model school of the Benthamite capitalist Gradgrind, ask how great is the 
percentage of victims when, out of ioo,ooo sea travellers, 500 are drowned. 
The good child answers, that for the relatives and  friends of the victims there 
is no percentage-and so condemns with quiet simplicity the self-compla- 
cency of Manchesterism. Leaving aside the far-fetched improbability of the 
scene, this is of course all very fine and touching. But it does not diminish 
the satisfaction which members of a capitalist community may feel when 
they contemplate the great reduction of the dangers of navigation under 
Capitalism. And if Capitalism has so contrived that out of i,ooo,ooo people 
only twenty-five starve each year, while under more ancient economic sys- 
tems a much greater proportion starved, then our estimation of this achieve- 
ment is not impaired by Sissy's platitude, that for those who starve the 
ordeal is just as bitter when a million or a million million others are starving 
at the same time or not. Moreover, we are offered no proof that in a socialist 
society fewer people would starve. The third observation which Dickens 
n x r t c  ;ntn C ; r c x ~ ' ~  mnli+h ;c ; n + o m r l a r l  t ,  show that one cannot j.;dge tbLe YUCU AILb" "Lila J 1 L L " U L l L  113 I I L C L I L U L U  

economic prosperity of a nation by the amount of its wealth, but one must 
consider also the distribution of that wealth. Dickens was too ignorant of the 
writings of the utilitarians to know that these views did not contradict the 
older utilitarianism. Bentham, particularly, maintained with special emphasis 
that a sum of wealth brings more happiness when it is evenly distributed 
than when it is so distributed as to endow some richly while others have 
little.6 

- 

Bentham, Principles of the Civil Code, pp. 304 ff. 
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Sissy's counterpart is the model boy, Bitzer. He gets his mother into the 
workhouse and then contents himself with giving her half a pound of tea 
once a year. Even this, says Dickens, is a weakness in the otherwise admirable 
youth, whom he calls an excellent young economist. For one thing, all 
almsgiving V inevitably tends to pauperize the recipient. Further, Bitzer's only 
rational action with regard to tea would have been to buy as cheaply, and 
sell it as dearly as possible. Have not philosophers demonstrated that in this 

467 consists the whole duty of man (the whole, not a part of his duty)? Millions 
who have read these observations have felt the indignation for the baseness 
of utilitarian thought which the author meant them to feel. Nevertheless, 
they are quite unjust. It is true that liberal politicians have striven against 
the encouragement of beggars by means of indiscriminate almsgiving and 
have shown the futility of any attempt at bettering the situation of the poor 
which does not proceed by increasing the productivity of labour. They have 
exposed the danger to the proletarians themselves of proposals for increasing 
the birth rate by premature marriages between persons not in a position to 
take care of their children. But they have never protested against support 
thr"ugh the pvvr TLaw "f .peopie .unal"ie Neiilier the-y 

the moral duty of children to support their parents in old age. The liberal 
social philosophy has never said that it was a "duty," let alone the beginning 
and end of morality, to buy as cheaply as possible and sell as dearly as 
possible. It has shown that this is the rational behaviour for the individual 
seeking (by buying and selling) the means for the indirect satisfaction of his 
wants. But Liberalism has no more called it rational to give tea to one's aged 
mother than it has called tea drinking in itself irrational. 

One glance into the works of the utilitarians is enough to unmask these 
sophistical distortions. But there is hardly one in every hundred thousand 
readers of Dickens who has ever read a line of a utilitarian writer. Dickens, 
with other romantics less gifted as storytellers but following the same ten- 
dencies, has taught millions to hate Liberalism and Capitalism. And yet 
Dickens was not an open and direct champion of destructionism, anymore 
than were William Morris, Shaw, Wells, Zola, Anatole France, Gerhart 
Hauptmann, Edmondo de Amicis, and many others. They all reject the 
capitalist social order and combat private ownership in the means of pro- 
duction, without perhaps always being conscious of it. Between the lines 
they suggest an inspiring picture of a better state of affairs economically and 
socially. They are recruiting agents for Socialism and, since Socialism must 
destroy society, are at the same time paving the way for destructionism. But 
just as political Socialism became finally, in Bolshevism, an open avowal of 
destructionism, so too did literary Socialism. Tolstoy is the great prophet of 
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a destructionism that goes back to the words of the Gospels. He makes the 
teachings of Christ, which rested on a belief that the Kingdom of God was 468 

imminent, a gospel for all times and all men. Like the communist sects of 
the Middle Ages and the Reformation he tries to build society on the com- 
mands of the Sermon on the Mount. He does not of course go so far as to 
take literally the exhortation to follow the example of the lilies of the field, 
which toil not. But in his idea of society there is only room for self-sufficing 
agriculturists who, with modest means, till a small piece of land, and he is 
logical enough to demand that everything else shall be destroyed. 

And now the peoples which have hailed with the greatest enthusiasm 
such writings, which call for the destruction of all cultural values, are them- 
selves on the verge of a great social catastrophe. 



CHAPTER 34 

The Methods of Destructionism 

The Means of Destructionism 

469 S ocialist policy employs two methods to accomplish its purposes: the first 
aims directly at converting society to Socialism; the second aims only 

indirectly at this conversion by destroying the social order which is based 
on private ownership. The parties of social reform and the evolutionary 
wings of the socialist parties prefer the first means; the second is the weapon 
of revolutionary Socialism, which is primarily concerned to clear the ground 
for building up a new civilization by liquidating the old one. To the first 
category belong municipalization and nationalization of enterprises; to the 
second, sabotage and revolution. 

The importance of this division is lessened materially by the fact that the 
effects achieved by both groups do not greatly differ. As we have shown, 
even the direct method which aims at the creation of a new society can only 
destroy; it cannot create. Thus the beginning and end of the socialist policy, 
which has dominated the world for decades, is destruction. In the policy of 
the communists the will to destroy is so clear that no one can overlook it. 
But although destructionism is more easily recognized in the actions of the 
m Doishevisis tlnan in "ther it is esseniiaii-y just as in all other 
socialist movements. State interference in economic life, which calls itself 
"economic policy," has done nothing but destroy economic life. Prohibitions 
and regulations have by their general obstructive tendency fostered the 
growth of the spirit of wastefulness. Already during the war period this 
policy had gained so much ground that practically all economic action of the 
entrepreneur was branded as violation of the law. That production is still 
being carried on, even semi-rationally, is to be ascribed only to the fact that 
destructionist laws and measures have not yet been able to operate completely 
and effectively. Were they more effective, hunger and mass extinction would 
be the lot of all civilized nations today. 
424 
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Our whole life is so given over to destructionism that one can name hardly 470 

a field into which it has not penetrated. "Social" art preaches it, schools teach 
it, the churches disseminate it. In recent decades the legislation of civilized 
states has created hardly one important law in which at least a few concessions 
have not been made to destructionism; some laws it completely dominates. 
To give a comprehensive account of destructionism one would have to write 
the history of the years in which the catastrophic World War and the Bolshe- 
vist Revolution were prepared and consummated. This cannot be under- 
taken here. We must content ourselves with a few remarks which may 
contribute to an understanding of destructionist development. 

Labour Legislation 

Amongst the means destructinnist policy has er??.ployed, the !egr! pmtee- - - - - - - - - 
tion of labour is, in its direct effects, the most harmless. Yet this aspect of 
social policy is specially important as an outcome of destructionist thought. 

The advocates of the protection of labour like to consider the problem as 
analogous to the situation which led to the measures taken in the eighteenth 
and the first half of the nineteenth century to protect tied labourers under 
the manorial system. Just as at that time the peasant's labour obligations 
were continually reduced by State intervention in an attempt to free the serf 
step by step, so labour legislation at the present day is supposed to be no 
more than the attempt to raise the modern proletarian from wage slavery to 
an existence worthy of a human being. But this comparison is quite invalid. 
The restriction of the labour duties of the serf did not diminish, but rather 
increased the amount of work done in the country. Forced labour, poor in 
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improve his own bit of land or work for hire. Most of the measures taken 
in favour of the unfree peasant aimed, on the one hand, at increasing the 
intensity of agricultural work, and, on the other, at freeing labour power for 
industrial production. When the peasant-policy finally abolished the forced 
labour of agricultural workers it did not abolish work but increased its 471 

opportunities. The effect is quite different when modern social policy "reg- 
ulates" working time by restricting the working day to ten, nine, and eight 
hours a day, or, as in various categories of public officials, to six hours or 
even less. For this reduces the amount of work done and thus the yield of 
production. 
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The effect of such measures for the limitation of labour have been too 
obvious to be overlooked. This is why all efforts to extend the legal protection 
of labour in calling for a radical reconstruction of conditions of work have 
encountered strong resistance. Etatist writers generally talk as though the 
eeneral shortening of working time, the gradual elhination nf wnmen's and - - - - - -  - - - - -  - - -  ----  

children's labour, and the limitation of night work were to be ascribed 
exclusively to legislative intervention and the activity of trade unions1 This 
attitude shows that they are still influenced by the views on the character 
of industrial wage labour held in circles unsympathetic to modern capitalist 
industry. According to these views factory industry has a peculiar aversion 
to using fully trained labour. It is supposed to prefer the unskilled labourer, 
the weak woman, and the frail child to the all-round trained expert. For on 
the one hand it wishes to produce only inferior mass commodities, in the 
manufacture of which it has no use for the skilled employee; on the other, 
the simplicity of the movements involved in mechanical production enables 
industry to employ the undeveloped and the physicaIly weak. As the factories 
are supposed to be profitabIe only if they under-pay the workers, it is natural 
that they should employ unskilied workers, women, and chiidren and try 
to extend the working day as much as possible. It is supposed that this view 
can be substantiated by referring to the evolution of large scale industry. But 
in its beginnings large scale industry had to be content with such labour 
because at that time it could only employ labour outside the guild organization 
of handicrafts. It had to take the untrained women and children because 
they were the only ones available, and was forced to arrange its processes 
so as to manage with inferior labour. Wages paid in the factories were lower 
than the earnings of handicraft workers because the labour yield was lower. 
For the same reason the working-day was longer than in the handicrafts. 
Only when in time these conditions changed, could large scale industry 
change the conditions of its labour. The factory had no other alternative than 

472 to employ women and children in the beginning, fully trained workers not 
beingkdilable; but when, by competition,% hadvaqdished the older labour 
systems and had attracted to itself all the workers there employed, it altered 
its processes so that skilled male workers became the main labour factor and 
women and children were forced more and more out of industry. Wages 
rose, because the production of the efficient worker was higher than the 
production of the factory girl or child. The worker's family found that the 
wife and children did not need to earn. Working hours lessened because the 
more intensive labour of the efficient worker made possible a better exploi- 

' See the criticism of this legend by Hutt, Economics, Vol. IV, pp. 91 ff. 
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tation of the machinery than could be achieved with the sluggish and un- 
skilled work of inferior l a b ~ u r . ~  

The shorter working day and the limitation of woman and child labour, 
in so far as these improvements were in operation in Germany about the 
outbreak of the War, were by no means a victory won by the champions of 
the legal protection of labour from selfish entrepreneurs. They were the 
result of an evolution in large scale industry which, being no longer compelled 
to seek its workers on the fringe of economic life, had to transform its 
working conditions to suit the better quality of labour. On the whole, leg- 
islation has only anticipated changes which were maturing, or simply sanc- 
tioned those that had already taken place. Certainly it has always tried to go 
further than the development of industry allowed, but it has not been able 
to maintain the struggle. It has been obstructed, not so much by the resistance 
of entrepreneurs, as by the resistance of the workers themselves, a resistance 
not the less effective for being unvocal and little advertised. For the workers 
themselves had to pay for every protective regulation, directly as well as 
indirectly. A restriction on female and child labour burdened the workers' 
hudget just as much as a limitation of employment in adult labour, The 
reduction in the supply of labour achieved by such measures does indeed 
raise the marginal productivity of labour and thus the wage rate correspond- 
ing to one unit of production. Whether this rise is sufficient to compensate 
the worker for the burden of rising commodity prices is questionable. One 473 

would have to examine the data of.each individual example before forming 
any conclusions about this. It is probable that the decline of production 
cannot bring an absolute rise of real income to the worker. But we need not 
go into this in detail. For one could only speak of a considerable reduction 
in the supply of labour, brought about by labour laws, if these laws were 
valid beyond a single country. As long as this was not so, as long as every 
state proceeded on its own lines, and those countries, whose recently de- 
veloped industry took every opportunity to supplant the industry of the 
-1A,, :-A..-L-:-l "I.,&," r..,.., I-.-"l.r.r-..A :- -..--..l--bL..- 1-LA.. 
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then the worker's position in the market could not be improved by labour 
protection. Efforts to generalize labour protection by international treaties 
were intended to remedy this. But of international labour protection, even 

- - 

This even Brentano has to admit, who otherwise boundlessly overvalues the effects of labour 
legislation. "The imperfect machine had replaced the family father with child labour . . . the 
perfected machine makes the father again the nourisher of family and gives the child back to the 
school . . . Grown-up workers are now needed again and only those can be used who, by their 
higher standard of living, are equal to the heightened claims of the machines." Brentano, iiber das 
Verhiiltnis uon Arbeitslohn und Arbeitszeit zur Arbeitsleistung, 2nd ed. (Leipzig, 1893), p. 43. 
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more truly than of the national movement, one may say that the process has 
not gone beyond the stage which would have been reached in the normal 
evolution of industry. 

This attitude of destructionism emerges more clearly from the theory than 
frnm tho  omitin inn ~f !&nnr p-&&ion, fcr the danger fe industfia! deve!- 
- - v A - .  .-.- -,.---.---. 
oprnent implied in the regulations has to a certain extent limited attempts 
to carry theory into practice. That the theory of the exploitation of wage 
earners has spread and been so rapidly accepted is due above all to destruc- 
tionism, which has not hesitated to use a technique for describing industrial 
working conditions which can only be called emotional. The popular figures, 
the hard-hearted entrepreneur and the grasping capitalist on the one side, 
and the noble poor, the exploited worker on the other side, have, so to 
speak, been introduced into the presuppositions of the legal system. Leg- 
islators have been taught to see in every frustration of the plans of an 
entrepreneur a victory of public welfare over the selfish interests of parasitic 
individuals. The worker has been taught to believe that he is toiling thank- 
lessly for the profit of capital, and that it is his duty to his class and to history 
to perform his work as sluggishly as possible. 

The theory of wages assumed by the advocates of legal labour protection 
has many defects. They treat Senior's arguments against the legal regulation 
of working hours with contempt, but they produce nothing relevant in 
refutation of the conclusions he reaches on the assumption of stationary 

474 conditions. The inability of the "Socialists of the Chair" ("Katheder socialist") 
school to understand economic problems is particularly evident in Brentano. 
The idea that wages correspond to the efficiency of labour is so far beyond 
his comprehension that he actually formulates a "law" that a high wage 
increases the product of labour, whilst a low wage reduces it, although 
nothing could be more clear than the fact that good work is paid for at a 
higher rate than bad.3 This mistake is again obvious when he goes on to say 
that the shortening of working hours is a cause and not a result of greater 
efficiency of labour. 

Marx and Engels, the fathers of German Socialism, well understood how 
fundamentally important to the spread of destructionist ideas was the fight 
for labour legislation. The "Inaugural Address of the International Association 
of Workers" says that the English ten-hour day was "not only a great practical 
success; it was the victory of a principle. For the first time the political 

Brentano, ober das Verhdtnis von Arbeitslohn und Arbeitszeit zur Arbeitsleistung, pp. 11, 23 ff.; 
Brentano, Arbeitszeit und Arbeitslohn nach dem Kriege (Jena, i g q ) ,  p. lo; Stucken, "Theorie der 
Lohnsteigerung" (Schmollers rahrbuch, 45th year, pp. 1x52 ff . ) .  
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economy of the bourgeoisie was openly vanquished by the political economy 
of the working ~ l a s s . "~  Over twenty years before, Engels had made an even 
more candid admission of the destructionist nature of the Ten Hour Day 
Bill. He could not help admitting that the counter-arguments of the entre- 
preneurs were half true. The Bill would, he thought, depress wages and 
make English industry unable to compete. But this did not alarm him. 
"Naturally," he added, "were the Ten Hour Day Bill a final measure, England 
would be ruined, but because it necessarily involves the passing of subsequent 
measures, which must lead England into a path quite different from that she 
has travelled up till now, it will mean pr~gress."~ If English industry were 
to succumb to foreign competition the revolution would be una~oidable.~ In 
a later essay he said of the Ten Hour Day Bill: "It is no longer an isolated 
attempt to lame industrial development. It is one link in a long chain of 
measures which will transform the whole present form of society and grad- 
ually destroy the former class conflicts. It is not a reactionary but a revolu- 
tionary measure. "7 

The fundamental importance of the fight for labour legislation cannot be 475 

overestimated. But Mam and Engels and their lihera! oppnnenfs both river- 

estimated the immediate destructive effects of the particular measures. De- 
structionism advanced on other fronts. 

Compulso y Social Insurance 

The essence of the programme of German etatism is social insurance. But 
people outside the German Empire have also come to look upon social 
insurance as the highest point to which the insight of the statesman and 
political wisdom can attain. If some praise the wonderful results of these 
institutions, others can only reproach them for not going far enough, for not 
including all classes and for not giving the favoured all that, in their opinion, 

Die Inauguraladresse der Internationalen Arbeiterassoziation, ed. Kautsky (Stuttgart, 1922), p. 27. 
Engels, Die Luge der arbeitenden KIasse in England, 2nd ed.  (Stuttgart, 1892), p. 178. Publisher's 

Note: In English, The Condition of the Working Class in England in 2844, with  a Preface written i n  1892 
(London,  George Allen & Unwin ,  Ltd., 1892), p. 177. 

Ibid., p. 297. Publisher's Note: In English edition, p. 295. 
Engels, "Die englische Zehnstundenbill" in  Aus dem literarischen Nachlass von Karl Marx, Friedrich 

Engels und Ferdinand Lassalle, Vol .  I11 (Stuttgart, ~goz) ,  p. 393. 
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they should have. Social insurance, it was said, ultimately aimed at giving 
every citizen adequate care and the best medical treatment in sickness and 
adequate sustenance if he should become incapable of work through accident, 
sickness or old age, or if he should fail to find work on conditions he 
considered necessary. 

No ordered community has callously allowed the poor and incapacitated 
to starve. There has always been some sort of institution designed to save 
from destitution people unable to sustain themselves. As general well-being 
has increased hand in hand with the development of Capitalism, so too has 
the relief of the poor improved. Simultaneously the legal basis of this relief 
has changed. What was formerly a charity on which the poor had no claim 
is now a duty of the community. Arrangements are made to ensure the 
support of the poor. But at first people took care not to give the individual 
poor a legally enforceable claim to support or sustenance. In the same way 
they did not at once think of removing the slight stigma attaching to all who 
were thus maintained by the community. This was not callousness. The 
discussions which grew out of the English Poor Law in particular show that 
people were fuliy conscious of the great sociai dangers invoived in every 
extension of poor relief. 

German social insurance and the corresponding institutions of other states 
476 are constructed on a very different basis. Maintenance is a claim which the 

person entitled to it can enforce at law. The claimant suffers no slur on his 
social standing. He is a State pensioner like the king or his ministers or the 
receiver of an insurance annuity, like anyone else who has entered into an 
insurance contract. There is also no doubt that he is entitled to look on what 
he receives as the equivalent of his own contributions. For the insurance 
contributions are always at the expense of wages, immaterial of whether they 
are collected from the entrepreneur or from the workers. What the entre- 
preneur has to pay for the insurance is a charge on labour's marginal 
productivity, it thus tends to reduce the wages - of labour. When the costs of 
maintenance are provided out of taxes the worker clearly contributes towards 
them, directly or indirectly. 

To the intellectual champions of social insurance, and to the politicians 
and statesmen who enacted it, illness and health appeared as two conditions 
of the human body sharply separated from each other and always recogniz- 
able without difficulty or doubt. Any doctor could diagnose the characteristics 
of "health." "Illness" was a bodily phenomenon which showed itself in- 
dependently of human will, and was not susceptible to influence by will. 
There were people who for some reason or other simulated illness, but a 
doctor could expose the pretence. Only the healthy person was fully efficient. 
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The efficiency of the sick person was lowered according to the gravity and 
nature of his illness, and the doctor was able, by means of objectively 
ascertainable physiological tests, to indicate the degree of the reduction of 
efficiency. 

Now every statement in this theory is false. There is no clearly defined 
frontier between health and illness. Being ill is not a phenomenon inde- 
pendent of conscious will and of psychic forces working in the subconscious. 
A man's efficiency is not merely the result of his physical condition; it 
depends largely on his mind and will. Thus the whole idea of being able to 
separate, by medical examination, the unfit from the fit and from the ma- 
lingerers, and those able to work from those unable to work, proves to be 
untenable. Those who believed that accident and health insurance could be 
based on completely effective means of ascertaining illnesses and injuries 
and their consequences were very much mistaken. The destructionist aspect 
of accident and health insurance lies above all in the fact that such institutions 
promote accidents and illness, hinder recovery, and very often create, or at 477 

any rate intensify and lengthen, the functional disorders which follow illness 
or accident. 

A special disease, traumatic neurosis, which had already appeared in some 
cases as a result of the legal regulation of claims for compensation for injury, 
has been thus turned into a national disease by compulsory social insurance. 
No one any longer denies that traumatic neurosis is a result of social legis- 
lation. Overwhelming statistics show that insured persons take much longer 
time to recover from their injuries than other persons, and that they are liable 
to more extensions and permanent functional disturbances than those of the 
uninsured. Insurance against diseases breeds disease. Individual observation 
by doctors as well as statistics prove that recovery from illnesses and injuries 
is much slower in officials and permanent employees and people compulsorily 
insured than in members of the professions and those not insured. The desire 
and the necessity of becoming well again and ready for work as soon as 
posihle assist recuperation to a degree so great as to be capable of dem- 
onstration." 

To feel healthy is quite different from being healthy in the medical sense, 
and a man's ability to work is largely independent of the physiologically 
ascertainable and measurable performances of his individual organs. The 
man who does not want to be healthy is not merely a malingerer. He is a 
sick person. If the will to be well and efficient is weakened, illness and 

Liek, Der Arzt und seine Sendung, 4th ed. (Munich, 1927), p. 54; Liek, Die Schaden der sozialen 
Versicherung, 2nd ed. (Munich, 1928), pp. 17 ff., and a steadily growing mass of medical writings. 
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inability to work is caused. By weakening or completely destroying the will 
to be well and able to work, social insurance creates illness and inability to 
work; it produces the habit of complaining-which is in itself a neurosis- 
and neuroses of other kinds. In short, it is an institution which tends to 
enmurage disease, not to say accidents; and to intensify considerably the 
physical and psychic results of accidents and illnesses. As a social institution 
it makes a people sick bodily and mentally or at least helps to multiply, 
lengthen, and intensify disease. 

The psychic forces which are active in every living thing, including man, 
in the form of a will to health and a desire to work, are not independent of 
social surroundings. Certain circumstances strengthen them; others weaken 

478 them. The social environment of an African tribe living by hunting is decid- 
edly calculated to stimulate these forces. The same is true of the quite different 
environment of the citizens of a capitalist society, based on division of labour 
and on private property. On the other hand a social order weakens these 
forces when it promises that if the individual's work is hindered by illness 
or the effects of a trauma he shall live without work or with little work and 
suffer no very noticeabie reduction in his income. ~ a t t e r s  are not so simpie 
as they appear to the naive pathology of the army or prison doctor. 

Social insurance has thus made the neurosis of the insured a dangerous 
public disease. Should the institution be extended and developed the disease 
will spread. No reform can be of any assistance. We cannot weaken or 
destroy the will to health without producing illness. 

4 

Trade Unions 

The fundamental problem for the appreciation of the economic and social 
consequences of the trade unionism is the question whether labour can 
succeed, within a market economy, by association and by collective bargain- 
ing, in getting high wages lastingly and for all workers. To this question, 
economic theory-both the classic (including its marxist wing), and the 
modern (including its socialist wing too)-answers categorically in the neg- 
ative. Public opinion believes that the facts have proved the efficiency of 
trade unionism to improve the conditions of labour, because the standard 
of living of the masses has been steadily rising in the last hundred years. But 
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economists explain this fact in an absolutely different way. According to 
them, this improvement is due to the progress of capitalism, to the progressive 
accumulation of capital and to its corollary, the increase of the marginal 
productivity of labour. And there is no doubt that we must give more credit 
to the views of the economists, substantiated as they are by the actual course 
of events, than to the naive belief of men who simply argue post hoc ergo 
propter hoc (after this, therefore, because of it). It is true that this fundamental 
point has been entirely misunderstood by many thousands of worthy labour 
leaders, who have devoted their life work to the organization of trade unions, 
and by many eminent philanthropists who have advocated trade unionism 479 

as the cornerstone of future society. It was the true tragedy of the age of 
capitalism that this attitude was wrong and that trade unionism developed 
into the most important weapon of destructionist policy. Socialist ideology 
has so successfully obscured the nature and peculiarity of the trade union 
that nowadays it is difficult to envisage what trade unions are and what they 
do. People are still inclined to treat the problem of workers' associations as 
if it were a question of the freedom to combine and the right to strike. But 
there hss beex xe questim fer decades new ~f whether the workers sha!! 
be granted liberty to form associations or whether they shall have the right 
to cease work, even in violation of a labour contract. No legislation denies 
them this right, for the legal damages which might devolve upon individual 
workers for stopping work in breach of contract have no importance in 
practice. Thus even the most extreme advocates of destructionism have 
hardly bothered to claim for the worker the right to break contractual obli- 
gations at will. When in recent years some countries, and among them Great 
Britain, the cradle of modern trade unionism, tried to limit the power of trade 
union policy, it was not part of their purpose to do away with what they 
considered the non-political action of trade unionism. The Act of 1927 at- 
tempted to outlaw general strikes and sympathetic strikes, but did not in 
any way interfere either with the freedom of association or with the strike 
for the sake of obtaining better rates of pay. 

The general stike has always been considered, both by its supporters and 
by its opponents, as a revolutionary measure, or even as the essence of 
revolution itself. The vital element in the general strike is the more or less 
complete paralysis of the economic life of the community in order to bring 
about certain desired ends. How successful a general strike can be was 
proved when the Kapp Putsch,* supported both by the German legal army 

* The Kapp Putsch (March 13, 1920) was both symptom and product of the post Worid War I 
revolutionary turmoil in Germany. Gustav Noske's (1868-1946) new army, organized by the post- 
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and by a great illegal armed force which had compelled the Government to 
flee from the capital, was defeated in a few days by the general strike. In this 
case the weapon of the general strike was used to defend democracy. But 
whether one finds the political attitude of organized labour sympathetic or 
not, is of no coiisequeiice. The fact is that in a coiintq- where trade iinionisiii 
is strong enough to set in motion a general strike, the supreme power is in 

480 the hands of trade unions and not in the hands of parliament and the 
government dependent on it. It was the comprehension of the real meaning 
of trade unionism and its working which inspired the French Syndicalists 
with their basic idea that violence is the means which political parties must 
use if they want to come to power. It should never be forgotten that the 
philosophy of violence, which replaced the conciliatory teaching of liberalism 
and democracy, started as a philosophy of trade unionism. Syndicalism is 
nothing else but the French word for trade unionism. The glorification of 
violence which characterizes the policy of Russian Sovietism, of Italian Fas- 
cism and of German Nazism, and which today seriously threatens all dem- 
ocratic governments, sprang from the teachings of revolutionary syndicalists. 
The essence of the trade union problem is the compulsion to coalesce and 
to strike. The unions claim the right to force out of employment all those 
who refuse to combine with them or those to whom they have refused 
membership. They claim the right to stop work at will, and to prevent anyone 
from taking the place of the strikers. They claim the right to prevent and 
punish by violence the contravention of their decisions, and to take all steps 
to organize this violent action so that its success shall be assured. 

Every association becomes more cumbrous and prudent when the men at 
its head have grown old. Fighting associations lose the desire to attack and 
the ability to overcome their opponents by swift action. The armies of military 
powers, above all the armies of Austria and Prussia have learned over and 
over again that victory is difficult under old leaders. The Unions are no 
exception to the d e .  So it may come aboct that some of the older and h U . 7  J 

developed trade unions have temporarily lost some of their destructionist 
lust for attack and readiness for battle. Thus when the aged resist the 
destructive policy of impetuous youth, an instrument of destruction becomes 
for the moment an instrument which supports the status quo. It is just on this 

war Majority Socialist government to crush the left, revolted against the government and Wolfgang 
Kapp (186%1922), founder of the Fatherland Party, was placed in office. Karl Legien (1861-1920) 
leader of the right wing German trade unions, then called a general strike. Response to this right- 
wing move was tremendous and the Putsch promptly collapsed. The two competing Socialist 
Parties then came to terms and formed a coalition administration in April 1920, which excluded 
the extreme leftists and Communists from political power (Pub.). 
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ground that the radicals have continually reproached the trade unions, and 
it is just this plea which the trade unions have themselves put forward when 
they have wanted help from the nonsocialist classes of the community in 
their work of extending compulsory unionism. These pauses for breath in 
the trade unions' destructive fights have always been short. Over and over 
again those who triumphed were those who advocated an uninterrupted 
continuation of the fight against the capitalist social order. The violent 
elements have either pushed out the old trade union leaders or erected new 481 

organizations in the place of the old. It could not be otherwise. For, con- 
sistently with the idea on which they have developed, the associations of 
workers in trade unions are only imaginable as a weapon of destruction. We 
have shown that the solidarity of the members of the trade union can be 
founded only on the idea of a war to destroy the social order based on private 
ownership in the means of production. The basic idea and not merely the 
practice of the trades unions is destructionist. 

The cornerstone of trade unionism is compulsory membership. The work- 
ers refuse to work with men who belong to an organization not recognized 
by them~e!ve~. They exclude the nnn-union men hy th-eatening tn strike or, 
ultimately, by striking. Those who refuse to join the union are sometimes 
compelled to do so by rough handling. It is not necessary to dilate upon the 
drastic violation of the liberty of the individual which this implies. Even the 
sophistries of advocates of trade union destructionism have not succeeded 
in reassuring public opinion on this point. When from time to time specially 
gross examples of violence against a non-union worker get publicity, even 
those newspapers which otherwise stand more or less on the side of the 
destructionist parties are moved to protest. 

The weapon of the trade union is the strike. It must be borne in mind that 
every strike is an act of coercion, a form of extortion, a measure of violence 
directed against all who might act in opposition to the strikers' intentions. 
For the purpose of the strike would be defeated if the entrepreneur were 
able to employ others to do the work of the strikers, or if only a section of 
the workers joined the strike. The long and the short of trade union rights 
is in fact the right to proceed against the strike-breaker with primitive 
violence, and this right the workers have successfully maintained. How this 
right was established by the trade unions in various countries does not 
concern us here. It is sufficient to say that in the last decades it has been 
established everywhere, less by explicit legislative sanction than by the tacit 
toleration of public authority and the law. For years it has hardly been 
possible to break a strike in any part of Europe by employing strike-breakers. 
For a long time it was at least possible to avoid strikes on railways, lighting 
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and water services, and the most important urban food supply enterprises. 
But here, too, destructionism has at last carried the day. 

482 NO one has seriously contested the destructionist function of trade union- 
ism. There has never yet been a wage-theory from which one could deduce 
that assdation by means of trade m i m s  led tc a permanent increase ix the 
real income of the workers. Certainly Marx was far from allowing that trade 
unions had any effect on wages. In a speech made in 1865 before the General 
Council of the "InternationaY9 Marx tried to win over his comrades to joint 
action with the trade unions. His introductory words reveal his object in 
doing so. The view that increase of wages could not be obtained by strikes- 
a view represented in France by the Proudhonists, in Germany by the 
Lassallians-was, he said, "most unpopular with the working class." But 
his great qualities as a tactitian, which a year before had enabled him in his 
"Inaugural Address" to weld into one unitary programme the most diverse 
opinions upon the nature, aims, and tasks of the labour movement, were 
now again brought into play, and as he was anxious to link up the trade 
union movement with the International, he produced everything that can 
be said in favour of trade unions. Nevertheless he is careful not to commit 
himself to a statement that the workers' economic position could be directly 
improved through the trade unions. As he sees it, the foremost task of the 
trade unions is to lead the fight against Capitalism. The position he assigns 
to trade unions admits of no doubt as to the results he expects from their 
intervention. "In place of the conservative motto: 'A just day's wage for a 
just day's work' they ought to print on their banners, 'Abolition of the wage 
system1-They generally miss their aim because they limit themselves to 
carrying on a guerilla war against the consequences of the present system, 
instead of working at the same time for its transformation and employing 
their organized power as a lever for the final emancipation of the working 
classes; that is, for the final abolition of the wage system."1° Mam could 
hardly have said more plainly that he could see nothing more in the trade 
unions than tools for the destruction of the capitalist social order. It remained 
for the "realistic" economists and revisionist Marxians to assert that the trade 
unions were able to maintain wages permanently above the level at which 
they would have stood without trade unionism. There is no need to argue 

483 the point, for no attempt was made even to develop a theory from it. It 

The speech, translated into German, has been published by Bernstein under the title Lohn Preis 
und Profit. I quote from the third edition, which appeared in Frankfurt in 1910. Publisher's Note: 
The speech by Marx was published originally in English as Value, Price and Profit, ed. Eleanor Marx 
Aveling (Chicago: Charles H. Kerr & Co., 1910). 
'O Ibid., p. 46. Publisher's Note: In English edition, pp. 126-128. 
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remains an assertion which is always made without any reference to the 
interdependence of economic factors and without any sort of proof. 

The policy of strike, violence, and sabotage can claim no merit whatever 
for any improvement in the workers' position." It has helped to shake to the 
foundations the skillfully constructed edifice of the capitalist economy, in 
which the lot of everyone down to the poorest worker has been continually 
rising. And it has operated not in the interests of Socialism but in that of 
Syndicalism. 

If workers in the so-called non-vital industries succeed in their demand 
for wages above the level given by the situation on the market, there ensues 
a dislocation which sets in motion forces that lead finally to a readjustment 
of the market's disturbed equilibrium. If, however, the workers in vital 
industries are able to enforce by strikes or threat of strikes their demands for 
higher wages, and to claim all those rights claimed in the wage struggle by 
other workers, the position is altogether different. It would be misleading 
to say that those workers were then virtually monopolists, for the question 
here lies outside the concept of economic monopoly. If the employees of all 
transport undertakings strike and circumvent actinn which IT\$# weaken 
the intended effect of their strike, they are absolute tyrants of the territories 
under their dominion. One may say, of course, that they make a sober use 
of their power, but this does not alter the fact that they have the power. 
That being so, there are only two classes in the country: members of the 
trade unions for the branches of production essential to life, and the remainder 
of the people, who are slaves without rights. We arrive at a position where 
"the indispensable workers dominate the remaining classes by the rule of 
violence.'f12 

And, speaking once again of power it may be well to inquire at this point 
on what this power, in common with all other power, is based. The power 
of the workers organized in trade unions, before which the world now 
trembles, has precisely the same foundations as the power of any other 484 
A -.--- A- -A ?.--- A:--. . 
L Y l C l l L L >  a L  ally nlut., it is i70thiiig more than the pidi ic i  of hiiiilaii ideologies. 
For decades it was impressed upon people that the association of workers 

" Adolf Weber, Der Karnpf zwischen Kapital und Arbeit, 3rd and 4th eds. (Tiibingen, 1921), pp. 384 ff.; 
Robbins, Wages (London, 1926), pp. 58 ff.; Hutt, The Theory of Collective Bargaining (London, 1930). 
pp. I ff.; also my Kritik des Interventionismus (Jena, q q ) ,  pp. 12 ff.; 79 ff.; 133 ff.  Publisher's Note: 
Hutt's The Theory of Collective Barxaining was reprinted in 1954 by the Free Press of Glencoe, Illinois. 
Preface to the American edition is by Ludwig von Mises. Please also note that in the English edition 
of Mises' A Critique of Interventionism, the page references are pp. 26 ff., 95 ff., and 148 ff., 
respectively. 

Kautsky, quoted by Dietzel, "Ausbeutung der Arbeiterklasse durch Arbeitergruppen" (Deutsche 
Arbeit, 4. Jahrg., 1919), pp. 145 ff. 
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in trade unions was necessary and useful to the individual as well as to the 
community, that only the wicked selfishness of exploiters could think of 
combating the unions, that in strikes the strikers were always right, that 
there could hardly be a worse infamy than strike-breaking, and that attempts 
fn pmtect those willing to work were anti-social, The senerations which grew 
up in the last decades have been taught from childhood that membership 
in a trade union was a worker's most important social duty. A strike came 
to mean a sort of holy action, a social ordinance. On this ideology rests the 
power of the workers' association. It would break down if the theory of its 
social utility were superseded by other views on the effects of trade unionism. 
Plainly, therefore, it is precisely the most powerful unions which are obliged 
to use their power sparingly, since, by putting an undue strain on society, 
they might cause people to reflect upon the nature and effect of trade 
unionism and so lead to a re-examination and rejection of these theories. 
This, of course, is and always has been true of all holders of power and is 
no peculiarity of the trade unions. 

For this surely is clear: that should there ever be a thorough dicussion of 
the right of the workers in vitai industries to strike, the whole theory of trade 
unionism and compulsory strikes would soon collapse and such strike-break- 
ing associations as the "Technische NothilfeU* would receive the applause 
which today goes to the strikers. It is possible that in the ensuing conflict 
society would be destroyed. On the other hand, it is certain that a society 
which aims at preserving trade unionism on its present lines is in a fair way 
towards destroying itself. 

Unemplmjment lnsurance 

Assistance of the unemployed has proved to be one of the most effective 
weapons of destructionism. 

The reasoning which brought about unemployment insurance was the 
same as that which led to the setting up of insurance against sickness and 

* Technische Nothilfe, established September 19x9 to help provide essential services during strikes, 
lock-outs and natural cataclysms. A voluntary politically neutral association, under the German 
Ministry of Interior, with 260,000 members in 1928, converted into a public agency in 1939, 
dissolved by the Allied Occupational Forces in 1945, then replaced by a government institution, 
Technisches Hilfswerk, in 1953 to give assistance during catastrophes (Pub.). 
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accident. Unemployment was held to be a misfortune which overwhelmed 485 

men like an avalanche. It occurred to no one that lack of wages would be a 
better term than lack of employment, for what the unemployed person 
misses is not work but the remuneration of work. The point was not that the 
"unemployed could not find work, but that they were not willing to work 
at the wages they could get in the labour market for the particular work they 
were able and willing to perform. 

The value of health and accident insurance becomes problematic by reason 
of the possibility that the insured person may himself bring about, or at least 
intensify, the condition insured against. But in the case of unempIoyment 
insurance, the condition insured against can never develop unless the insured 
persons so will. If they did not act as trade unionists, but reduced their 
demands and changed their locations and occupations according to the 
requirements of the labour market, they could eventually find work. For as 
long as we live in the real world and not in the Land of Heart's Desire, labour 
will be a scarce good, that is, there will be an unsatisfied demand for labour. 
Unemployment is a problem of wages, not of work. It is just as impossible 
to insure against unemployment as it would be to insure against, say, the 
unsaleability of commodities. 

Unemployment insurance is definitely a misnomer. There can never be 
any statistical foundation for such an insurance. Most countries have ac- 
knowledged this by dropping the name "insurance," or at least by ignoring 
its implications. It has now become undisguised "assistance." It enables the 
trade unions to keep wages up to a rate at which only a part of those seeking 
work can be employed. Therefore, the assistance of the unemployed is what 
first creates unemployment as a permanent phenomenon. At present many 
European states are devoting to the purpose sums that considerably exceed 
the capacity of their public finances. 

The fact that there exists in almost every country permanent mass un- 
employment is considered by public opinion as conclusive proof that Capi- 
t&sm is incanable r" d sdving the e c ~ x ~ m i c  p r~bkm,  and that therefore 
government interference, totalitarian planning and Socialism are necessary. 
And this argument is regarded as irrefutable when people realize that the 
only big country which does not suffer from the evils of unemployment is 
communist Russia. The logic of this argument however, is very weak. Un- 
employment in the capitalist countries is due to the fact that the policy both 
of the governments and of the trade unions aims at maintaining a level of 486 

wages which is out of harmony with the existing productivity of labour. It 
is true that as far as we can see there is no large scale unemployment in 
Russia. But the standard of living of the Russian worker is much lower than 
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the standard of living of the unemployed dole receiver in the capitalist 
countries of the West. If the British or Continental workers were ready to 
accept wages which would indeed be lower than their present wages but 
which would still be several times higher than the wages of the Russian 
~ ~ r k e r ,  unemployment would disappear in these countries too. Unemploy- 
ment in the capitalist countries is not a proof of the insufficiency of the 
capitalist system, nor is the absence of unemployment in Russia a proof of 
the efficiency of the communist system. But the fact that there is unemploy- 
ment as a mass phenomenon in almost every capitalist country is nevertheless 
the most formidable menace to the continuance of the capitalist system. 
Permanent mass unemployment destroys the moral foundations of the social 
order. The young people, who, having finished their training for work, are 
forced to remain idle, are the ferment out of which the most radical political 
movements are formed. In their ranks the soldiers of the coming revolutions 
are recruited. 

This indeed is the tragedy of our situation. The friends of trade unionism 
and of the policy of unemployment doles honestly believe that there is no 
way to ensure the maintenance of fair conditions of iife for the masses other 
than the policy of the trade unions. They do not see that in the long run all 
efforts to raise wages above a level corresponding to the market reflection 
of the marginal productivity of the labour concerned must lead to unem- 
ployment, and that in the long run unemployment doles can have no other 
effect than the perpetuation of unemployment. They do not see that the 
remedies which they recommend for the relief of the victim-doles and 
public works-lead to consumption of capital, and that finally capital con- 
sumption necessitates a lowering of the wage level still further. Under present 
conditions it is clear that it would not be feasible to abolish the dole and the 
other less important provisions for the relief of the unemployed, public works 
and so on, at one single stroke. It is indeed one of the principal drawbacks 
of every kind of interventionism that it is so difficult to reverse the process- 

487 that its abolition gives rise to problems which it is almost impossible to solve 
in a completely satisfactory way. At the present day the great problem of 
statesmanship is how to find a way out of this labyrinth of interventionist 
measures. For what has been done in recent years has been nothing else 
than a series of attempts to conceal the effects of an economic policy which 
has lowered the productivity of labour. What is now needed is first of all a 
return to a policy which ensures the higher productivity of labour. This 
includes clearly the abandonment of the whole policy of protectionism, 
import duties and quotas. It is necessary to restore to labour the possibility 
to move freely from industry to industry and from country to country. 
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It is not Capitalism which is responsible for the evils of permanent mass 
unemployment, but the policy which paralyses its working. 

Socialization 

Under Liberalism, state-owned factories and production by the State were 
abolished. The postal service was practically the only exception to the general 
principle that the means of production should be left to private ownership 
and every economic activity made over to the private citizen. The advocates 
of etatism have gone to a lot of trouble to set forth the reasons which they 
suppose to favour the nationalization of the postal and the related telegraph 
service. In the first place they put forward political arguments. But in such 
discussions of the pros and cons of state control of the post and telegraph 
system, two things are generally lumped together which ought to be con- 
sidered separately: the questions of unifying the service and of transferring 
if exc!.isive!y to the State. No one denies that the p s t  and tekgraph systems 
afford excellent facilities for unification, and that, even if they were left 
perfectly free, trusts would inevitably be formed, leading to a de facfo mo- 
nopoly of individuals over whole territories at least. With no other enterprises 
are the advantages of concentration more obvious. But to admit this is not 
by any means to decide whether the State is to be granted a legally assured 
monopoly for all branches of such services. It could easily be demonstrated 
that State management works uneconomically, that it is slow to extend the 488 

facilities for the transmission of letters and parcels in accordance with business 
requirements, and that it can only with difficulty be persuaded to introduce 
practical improvements. The great progress in this sphere of economic life 
has been achieved by private enterprise. We owe largely to private enterprise 
the development on a large scale of overland telegraphy: in England this 
was nationaiized only in 1869, in the U.S.A. it is stiii in the hands of joint 
stock companies. Submarine cables are mostly in the hands of private en- 
terprise. Even German etatism showed hesitation in "freeing" the State from 
collaboration with private enterprise in deep sea telegraphy. The liberals of 
that time also advocated the principle of full freedom in post and telegraph 
services and attempted with great success to expose the inadequacy of State 
enterprise.13 That nevertheless these branches of production have not been 

l3 Millar, "The Evils of State Trading as Illustrated by the Post Office" in A Plea for Liberty, ed. 
Mackay, 2nd ed. (London, 1891), pp. 305 ff. 
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denationalized is to be ascribed only to the fact that those holding political 
power need the post and telegraph to control public opinion. 

The military powers, everywhere ready to hinder the entrepreneur, have 
acknowledged his superiority by handing over to him the production of arms 
and munitions. The great advances in war technique date from the moment 
when private enterprise began to produce war material. The State has had 
to recognize that the entrepreneur produces better arms than the civil servant; 
this was proved on the battlefields in a way that enlightened even the most 
stubborn advocate of state production. In the nineteenth century arsenals 
and state shipyards disappeared almost completely, or were transformed 
into mere magazines, and their place was taken by private enterprises. 
Literary and parliamentary supporters of the nationalization of industry had 
scant success with their demand for the nationalization of the armaments 
industry, even in the most flourishing days of etatism in the years immediately 
preceding the World War. The general staffs knew well the superiority of 
the private undertaking. 

For reasons of public finance, certain revenue monopolies which had 
existed fmm a distant past were n o t  abolished even chring the epoch of 
Liberalism. They remained because they were looked upon as a convenient 

489 way of collecting a tax on consumption. But people had no illusions about 
the uneconomic nature of state enterprise-in the administration of the 
tobacco monopolies, for example. But before Liberalism could carry its vic- 
torious principle into this field, Socialism had already introduced a retrograde 
movement. 

The ideas from which sprang the first modem nationalizations and mu- 
nicipalizations were not altogether inspired by modern Socialism. In the 
origins of the movement, ideas of the old police state and purely military 
and political considerations played a great part. But soon the socialist ideology 
became dominant. It was a conscious socialization that was carried out by 
states and municipalities. The slogan was: away with uneconomic private 
enterprise, away with private ownership. 

At first the economic inferiority of socialist production did not hinder the 
progress of nationalization and municipalization. The voice of caution was 
not heard. It was lost in the shouting of etatists, socialists, and all the 
elements whose interests were at stake. People did not choose to see the 
faults of government enterprise, and so overlooked them. Only one circum- 
stance restricted the excessive zeal of the enemies of private property-the 
financial difficulties with which a large number of public undertakings had 
to contend. For political reasons the government could not completely pass 
on to consumers the higher costs of State management, and working losses 
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were therefore frequent. Its supporters consoled themselves by stating that 
the general economic and social political advantages of state and municipal 
enterprise were well worth the sacrifice. All the same, it became necessary 
to proceed cautiously with the etatistic policy. The embarrassment in which 
economists writing on these problems found themselves became evident 
from their reluctance to ascribe the financial failure of public enterprises to 
the uneconomic methods of this kind of enterprise. They tried instead to 
account for it by some special circumstance, such as personal mistakes in the 
management and errors in organization. And they pointed repeatedly to the 
Prussian State railways as the most brilliant model of a good administration. 
Of course the Prussian State railways have yielded good working surpluses. 
But there were special reasons. Prussia acquired the most important part of 
its State railway system in the first half of the 'eighties, that was at a time 
of specially low prices, and the whole system was equipped and expanded 
to a large extent before the rapid growth of German industrial prosperity 490 

which set in during the second half of the 'nineties. Thus there was nothing 
particularly remarkable in the fact that these railways paid well, for their 
loads grew from year to year without any solicitation, they ran mostlv 
through plains, they had coal on every hand, and could count on favourabie 
running conditions. Their situation was such that they could yield profits for 
a while although run by the State. It was the same with the gas, water, and 
electricity works and with the tramway systems of several large cities. The 
conclusions generally drawn from this were, however, far from accurate. 

Generally speaking, the result of nationalization and municipalization was 
that taxation had to contribute to running costs. So it may be said that no 
catchword has ever been made public at so inappropriate a moment as 
Goldscheid's slogan of "the suppression of the taxation state." Goldscheid 
thinks that the financial troubles into which the World War and its conse- 
quences have landed the State can no longer be remedied by the old methods 
of public finance. The taxation of private enterprise is failing. Therefore, one 
mLfist start t:! "repr=pr;i&" the State by expropsat;,ng q i t a l i s t  enternric~c r-----~ 

so that the State will be able to cover its expenses out of the profits of its 
own undertakings.14 Here we have the cart before the horse. The financial 
difficulties result from the fact that taxation can no longer pay the large 
contributions required by socialist enterprises. Were all enterprises socialized, 
the form of the evil would indeed be changed, but far from being abolished 

l4 Goldscheid, Staatssozialismus oder Staatskapitalismus (Vienna, 1917); Sozialisierung der Wirtschaft 
oder Staatsbankerott (Vienna, 1919); against: Schumpeter, Die Krise des Steuerstaates (Graz and 
Leipzig, 1918). 
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it would be intensified. The smaller yield of the public enterprises would no 
longer be visible in a budget deficit, it is true, but the population would be 
worse off. Distress and misery would increase, not diminish. To remove the 
State's financial troubles Goldscheid proposes to carry socialization to the 
bitter end. But this financial trouble has come about because socialization 
has already gone too far. It will vanish only when socialized enterprises are 
returned to private ownership. Socialism has arrived at a point where the 
impossibility of carrying out its technique is apparent to all, where even the 
blind begin to see that it is hastening the decline of all civilization. The effort 
made in Central Europe to socialize completely at a single stroke was wrecked 

491 not by the resistance of the bourgeoisie, but by the fact that further sociali- 
zation was quite impossible from a financial point of view. The systematic, 
cool and deliberate socialization practised by states and municipalities up to 
the war, came to a standstill because the result to which it was leading 
became all too clear. The attempt to pass it off under a different name, as 
the socialization commission in Germany and Austria tried to do, could have 
no success in these circumstances. If the work of socialization had to be 

ml carried on, it was nut possible to do so by the old methods. Ine voice of 
reason which warned men not to venture any further on this path must be 
silenced, criticism must be obliterated by the intoxication of enthusiasm and 
fanaticism, opponents must be killed, as there was no other way of refuting 
them. Bolshevism and Spartacism were the last weapons of Socialism. In 
this sense they are the inevitable outcome of the policy of destructionism. 

7 

Taxat ion 

For classical nineteenth-century Liberalism, which assigns to the State the 
sole task of safeguarding the citizen's property and person, the problem of 
raising the means needed for public services is a matter of small importance. 
The expenditure cause& by the apparatus of a liberal community is so small, 
compared with the total national income, that there is little appreciable 
difference between meeting it one way or another. If the liberal writers of 
that period have been concerned to find the best form of taxation, they have 
done so because they wish to arrange every detail of the social system in the 
most effective way, not because they think that public finance is one of the 
main problems of society. They have of course to take into account the fact 
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that nowhere in the world have their ideas been realized, and that the hope 
of seeing them completely realized in the near future is slender. They see clear 
evidence of liberal development everywhere, they believe that the distant 
future belongs to Liberalism; but the forces of the past still seem sufficiently 
strong to inhibit its progress, though no longer strong enough to stop it 
completely, let alone suppress it. There still exist schemes for violence and 
conquest, there are standing armies, secret diplomatic treaties, wars, tariffs, 492 

State interference in trade and industry-in short, interventionism of every 
kind in home and foreign policy. So, for a considerable time to come, the 
nations must be prepared to allow considerable sums for governmental 
expenditure. Though questions of taxation would be of minor importance 
in the purely liberal state, they call for increased attention in the authoritarian 
state in which liberal politicians of their time have to work. In the first place, 
therefore, they recommend that State expenditure shall be restricted. But if 
they do not completely succeed in this they must decide how the necessary 
funds are to be raised without more harm than is absolutely necessary. 

Liberal taxation proposals must necessarily be misunderstood unless it is 
realized that libera! pG!iti&ns en every tax as an evi]-thGu-h 7,-  b n  I 6 1 1  UY C V  U 

point an unavoidable one-and that they proceed from the supposition that 
one must try to keep State expenditure down to a minimum. When they 
recommend a certain tax, or, to speak more correctly, call it less harmful 
than other taxes, they always have in mind the raising of only a relatively 
small sum. A low rate of taxation is an integral part of all liberal programmes 
of taxation. This alone explains their attitude towards the income tax, which 
they were the first to introduce into serious discussions on public finance, 
and their willingness to agree that a modest minimum of subsistence shall 
be free from taxation and the rate of taxation on small incomes lowered.15 

The socialist financial policy also is only a temporary one, its validity being 
limited to the period of transition. For the Socialist State, where all means 
of production belong to society and all income finds its way in the first place 
to the State cotters, questions of finance and taxation do not exist at ail in 
the sense in which the social order based on private property has to deal 
with them. Those forms of the socialist community which, like State Socialism, 
intend to allow private property to continue in name and in outward form, 
would not really need to levy taxes either, although they might retain the 
name and legal form of taxation. They would simply decree how much of 
the social income obtained in the individual enterprises should remain with 

On the negative attitude of the liberals to the idea of progressive taxes see Thiers, De la Propriktk 
(Paris, 1848), pp. 352 ff, 
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the nominal owner and how much should be handed over to the State. There 
493 would not be any question here of a taxation which imposes certain obstacles 

in individual businesses, but leaves the market to deal with its effect upon 
the prices of commodities and wages, on profits, interest, and rents. Ques- 
t b n s  ef pb!ic finmce 2nd the poky ef taxatim exist d y  where th3re is 
private ownership in the means of production. 

But for socialists, too, the public finance problems of capitalist society 
increase in importance as the period of transition becomes more and more 
prolonged. This is inevitable, seeing that they are continually trying to expand 
the area of the State's tasks and that there is consequently an increase in 
expenditure. They thus take over the responsibility of increasing the income 
of the State. The socialist policy has become the decisive factor in the 
development of government expenditure, socialist demands regulate the 
policy of taxation and in the socialist programme itself public finance comes 
more and more into the foreground. Whilst in the liberal programme the 
basic principle is a low rate of taxation, the socialists think a tax is better the 
heavier it is. 

Classical economics achieved much in the theory of the incidence of taxes. 
This must be admitted in spite of all the faults of its basic theory of value. 
When liberal politicians criticized existing conditions and proposed reforms 
they started from the masterly propositions of Ricardo's admirable investi- 
gations on this subject. Socialist politicians have taken things much more 
easily. They had no new opinions of their own, and from the Classical writers 
they took merely what they needed for the politics of the moment-isolated 
remarks, tom from their context and dealing mainly with the incidence of 
taxes on consumption. They improvised a rough system which nowhere 
penetrated to the main problem, but had the virtue of being so simple that 
the masses could understand it. Taxes were to be paid by the rich, the 
entrepreneurs, the capitalists, in short, by "the others"; the workers, that 
is the electors whose votes were what mattered at the moment, should 
remain tax free. All taxes on mass consumption, even on alcoholic drinks, 
were to be rejected, because they burdened the people. Direct taxes could 
be as high as the government wished to make them, as long as the incomes 
and possessions of the workers were left alone. Not for one moment does 
it occur to the advocates of this popular taxation policy that direct taxes and 
taxes on trade may start a chain of events that will force down the standard 

494 of living of the very classes whose alleged special interests they claim to 
represent. Seldom does anyone ask whether the restriction of capital for- 
mation, which results from the taxation of property, may not harm the non- 
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propertied members of society as well. More and more the policy of taxation 
evolves into a policy of confiscation. The aim on which it concentrates is to 
tax out of existence every kind of fortune and income from property, in 
which process property invested in trade and industry, in shares and bonds, 
is generally treated more ruthlessly than property in land. Taxation becomes 
the favourite weapon of interventionism. Taxation laws no longer aim ex- 
clusively or predominantly at increasing State revenues; they are intended 
to serve other purposes besides fiscal requirements. Sometimes their relation 
to public finance vanishes completely and they fulfil an entirely different 
function. Some taxes seem to be inflicted as vunishment for behaviour that 

1 

is considered injurious; the tax on big stores is intended to make it more 
difficult for big stores to compete with small shops; the taxes on stock 
exchange transactions are designed to restrict speculation. The dues become 
so numerous and varied that in making business transactions a man must 
first of all consider what the effect on his taxation will be. Innumerable 
economic projects lie fallow because the load of taxation would make them 
unprofitable. Thus in many states the high duties on founding, maintaining, 
-,-1,-,, r:,, ,,A l:,..:A,C,, :,:,r ,r,,l ,,,,,, :,, ,,,' ,.., 1-. --..L~-L LL- alllalgauaull5, a11u  IquluaLuLE JVULL ~ L V C ~  C u u y a l  L L C ~  ~ C ~ ~ U U S I Y  IC~LIICL LIK 

development of the system. 
Nothing is more calculated to make a demagogue popular than a constantly 

reiterated demand for heavy taxes on the rich. Capital levies and high income 
taxes on the larger incomes are extraordinarily popular with the masses, who 
do not have to pay them. The assessors and collectors go about their business 
with positive enthusiasm; they are intent upon increasing the taxpayer's 
liability by the subtleties of legal interpretation. 

The destructionist policy of taxation culminates in capital levies. Property 
is expropriated and then consumed. Capital is transformed into goods for 
use and for consumption. The effect of all this should be plain to see. Yet 
the whole popular theory of taxation today leads to the same result. 

Confiscations of capital through the legal form of taxation are neither 
sociaiistic nor a means to Sociaiism. They iead, not to socialization of the 
means of production, but to consumption of capital. Only when they are set 495 

within a socialist system, which retains the name and form of private prop- 
erty, are they a part of Socialism. In "War Socialism" they supplemented the 
compulsory economic system and were instrumental in determining the 
evolution of the whole system towards Socialism.16 In a socialist system 
where the means of production are totally and formally socialized, there 

l6 See my Nation, Staat und Wirtschaft, p. 134 ff. 
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could in principle be no more taxes on property or income from property. 
When the socialist community levies dues from its members this in no way 
alters the disposal of the means of production. 

Man has spoken unfavourably of efforts to alter the social order by 
-A-m....,-.m ,d &-.,..&:-.. u- n--l..-&:"-ll-7 :-fi:"&AA &L-& &-.,?.&:-- -I,.-- 
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could not replace So~ia l i sm.~~  His views on the effect of taxes within the 
capitalist order were also different from those of the ordinary run of socialists. 
He said on one occasion, that to assert that "the income tax does not affect 
the workers" was "truly absurd." "In our present social order, where en- 
trepreneurs and workers stand opposed, the bourgeoisie generally compen- 
sates itself for higher taxation by reducing wages or raising prices."18 But the 
Communist Manifesto had already demanded "a heavy progressive tax" and 
the Social Democratic Party's demands in taxation have always been the 
most radical. In that field also, therefore, it is moving towards destructionism. 

Inflation 

Inflation is the last word in destructionism. The Bolshevists, with their 
inimitable gift for rationalizing their resentments and interpreting defeats as 
victories, have represented their financial policy as an effort to abolish 
Capitalism by destroying the institution of money. But although inflation 
does indeed destroy Capitalism, it does not do away with private property. 
It effects great changes of fortune and income, it destroys the whole finely 
organized mechanism of production based on division of labour, it can cause 
a relapse into an economy without trade if the use of metal money or at least 

496 of barter trade is not maintained. But it cannot create anything, not even a 
socialist order of society. 

By destroying the basis of reckoning values-the possibility of calculating 
with a general denominator of prices which, for short periods at least, does 
not fluctuate too wildly-inflation shakes the system of calculations in terms 
of money, the most important aid to economic action which thought has 
evolved. As long as it is kept within certain limits, inflation is an excellent 

l7 Mengelberg, Die Finanzpolitik der sozialdemokratischen Partei in ihven Zusammenhangen mit dem 
sozialistischen Staatsgedanken (Mannheim, i919), pp. 30 ff. 
lR Marx-Engels, Gesammelte Schriften, 1852-62 (Collected Writings, 1852-6z), ed. Rjasanoff (Stuttgart, 
1917). Vol. I, p. 127. 
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psychological support of an economic policy which lives on the consumption 
of capital. In the usual, and indeed the only possible, kind of capitalist book- 
keeping, inflation creates an illusion of profit where in reality there are only 
losses. As people start off from the nominal sum of the erstwhile cost price, 
they allow too little for depreciation on fixed capital, and since they take into 
account the apparent increases in the value of circulating capital as if these 
increases were real increases of value, they show profits where accounts in 
a stable currency would reveal 10sses.'~ This is certainly not a means of 
abolishing the effects of an evil etatistic policy, of war and revolution; it 
merely hides them from the eye of the multitude. People talk of profits, they 
think they are living in a period of economic progress, and finally they even 
applaud the wise policy which apparently makes everyone richer. 

But the moment inflation passes a certain point the picture changes. It 
begins to promote destructionism, not merely indirectly by disguising the 
effects of destructionist policy; it becomes in itself one of the most important 
tools of destructionism. It leads everyone to consume his fortune; it dis- 
courages saving, and thereby prevents the formation of fresh capital. It 
encourages the confiscatory policy of taxation. The depreciation of money 
raises the monetary expression of commodity values and this, reacting on 
the book values of changes in capital-which the tax administration regards 
as increases in income and capital-becomes a new legal justification for 
confiscation of part of the owners' fortune. References to the apparently high 
profits which entrepreneurs can be shown to be making, on a calculation 
assuming that the value of money remains stable, offers an excellent means 
of stimulating popular frenzy. In this way, one can easily represent all 
entrepreneurial activity as profiteering, swindling, and parasitism. And the 
chaos which follows, the money system collapsing under the avalanche of 
continuous issues of additional notes, gives a favourable opportunity for 497 

completing the work of destruction. 
The destructionist policy of interventionism and Socialism has plunged the 

w d d  i n t ~  great misery. Pditicians are he!p!ess k the face of the crisis they 
have conjured up. They cannot recommend any way out except more inflation 
or, as they call it now, reflation. Economic life is to be "cranked up again" 
by new bank credits (that is, by additional "circulation" credit) as the mod- 
erates demand, or by the issue of fresh government paper money, which is 
the more radical programme. 

But increases in the quantity of money and fiduciary media will not enrich 
the world or build up what destructionism has torn down. Expansion of 

l9 See my Nation, Stunt und Wirtschaft, pp. 129 ff.  
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credit does lead to a boom at first, it is true, but sooner or later this boom 
is bound to crash and bring about a new depression. Only apparent and 
temporary relief can be won by tricks of banking and currency. In the long 
run they must land the nation in profounder catastrophe. For the damage 
such methods inflict on national well-being is all the heavier, the longer 
people have managed to deceive themselves with the illusion of prosperity 
which the continuous creation of credit has conjured up.20 

9 

Marxism and Destructionism 

Socialism has not consciously willed the destruction of society. It believed 
it was creating a higher form of society. But since a socialist society is not 
a possibility every step towards it must harm society. 

it is the histvry "f ;"farxian Socialism -which sho-ws cieari-y every- 
socialist policy must turn into destructionism. Marxism described Capitalism 
as the inevitable preliminary to Socialism, and looked forward to the new 
society only as the result of Capitalism's fruition. If we take our stand on 
this part of M a d s  theory-it is true that he has put forward other theories 
with which this is completely incompatible-then the policy of all the parties 
that claim Marx's authority is quite non-Mamian. The Marxians ought to 
have combated everything that could in any way hinder the development 

498 of Capitalism. They should have protested against the trade unions and their 
methods, against laws protecting labour, against compulsory social insur- 
ance, against the taxation of property; they should have fought laws hindering 
the full working of the stock and produce exchanges, the fixation of prices, 
the policy which proceeds against cartels and trusts; they should have resisted 
inflationism. But they have done the reverse of all this, have been content 
to repeat Mam's condemnation of the "petty bourgeois" policy, without 
however drawing the inevitable conclusions. The Marxians who, in the 

" See my Theory of Money and Credit (London, 1934)~ pp. 339 ff.; also my Geldwertstabilisierung und 
Konjunkturpolitik (Jena, 1928), pp. 43 ff. Publisher's Note: Mises' Theory of Money and Credit has been 
reprinted since the 1934 edition cited here (Yale, 1953)~ (FEE, 1971). and (Liberty Press, 1981). 
Mises' Geldwertstabilisierung und Konjunkturpolitik is included in the anthology, On the Manipulation 
of Money and Credit, edited by Bettina Bien Graves, under the title "Monetary Stabilization and 
Cyclical Policy," pp. 58-171. This particular citation is to pp. 118 ff. of the English translation. 
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beginning, wished to dissociate themselves definitely from the policy of all 
parties looking to the pre-capitalist economic idea, arrived in the end at 
exactly the same point of view. 

The fight between Marxists and the parties calling themselves emphatically 
anti-Marxists is carried on by both sides with such a violence of expression 
that one might easily be led into suppossing them irreconcilable. But this is 
by no means the case. Both parties, Marxism and National Socialism, agree 
in opposing Liberalism and rejecting the capitalist social order. Both desire 
a socialist order of society. The only difference in their programme lies in 
slight variations in their respective pictures of the future socialist State; non- 
essential variations, as we could easily show. The foremost demands of the 
National Socialist agitation are different from those of the Marxists. While 
the Marxists speak of abolishing the commodity character of labour, the 
National Socialists speak of breaking the slavery of interest (Brechung der 
Zinsknechfschaft). While the Marxists hold the "capitalists" responsible for 
every evil, the National Socialists think to express themselves more concretely 
by shouting "Death to the Jews" (fuda v e r r e ~ k e ) . ~ ~  

Marxism, Natinna! Sndalism, and nther ant;--capitalist parties are indeed 
separated, not only by clique enmities, and personal resentments, but also 
by problems of metaphysics and the conduct of life. But they all agree on the 
decisive problem of reshaping the social order: they reject private ownership 
in the means of production and desire a socialist order of society. It is true 
that the paths by which they hope to reach the common goal run parallel 
only for short stretches, but even where they diverge they remain on adjacent 
territories. 

It is not surprising that in spite of this close relationship they fight out 499 

their feud with consuming bitterness. In a socialist community the fate of 
the political minorities would necessarily become unbearable. How would 
national socialists fare under a bolshevist rule or bolshevists under National 
Socialism? 
TL- 1A- -f A L -  A,.,.L ---- L:--:,.L --I:--- --- --A -ll.-.-A-A L-* LL- A:ff ---- A 
lilt: L t ! b U l L b  Ul Lilt: U t ! S L l U L L I U I l L S L  YUllLY Ult! l l U L  d l l C C L C U  UY L l l t :  U l l l C l t X l L  

slogans and banners employed. Whether the protagonists of the "right" or 
of the "left" happen to be in power, "tomorrow" is always unhesitatingly 

21 For a criticism of National Socialist doctrine see my Kritik des Intementionismus (Jena, 19q), pp. 
91 ff.; also Karl Wagner, "Brechung der Zinsknechtschaft?'in Jahrbuch fiir Nationalokonomie und 
Statistik, Third Series, Vol. WOUX, pp. 790 ff. Publisher's Note: In the English edition of Kritik des 
Interventionismus, p. 107. 
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sacrificed to "today." The supporters of the system continue to feed it on 
capital-as long as crumb is left.22 

The best characterization of destructionism is in the words with which Stourm tried to describe 
the financial policy of the Jacobins: "L'esprit financier des jacobins consista exclusivement en ceci: epuiser 
a outrance le prPsent, en sacrifiant l'avenir. Le lendemuin ne compta jamais pour eux: les affaires furent 
menPes chaque jour comme s'il s'agissait du dernier: tel fut le caractPre distinctif de tous les actes de la 
R6volution. Tel est aussi le secret de son Ptonnante durPe: la dkprtdation quotidienne des rPserves accumulPes 
chez une nation riche et puissante fit surgir des ressources inattendues, dkpassant toute prhision." (The 
financial spirit of the Jacobins consisted exclusively of this: Consume in the present to the utmost 
at the expense of the future. Tomorrow never counted for them: Activities were conducted each 
day as if that day were the last: Such was the distinctive spirit of all the actions of the Revolution. 
Such is also the secret of its surprising duration: The daily plundering of the accumulated reserves 
of a rich and powerful nation brought forth resources beyond all expectations.) And it applies 
word for word to the German inflation policy of 1923 when Stourm goes on: "Les assignats, tant 
qu'ils valurent quelque chose, si peu que ce fiit, inondPrent le pays en quantitPs sans cesse progressives. La 
perspective de la faillite n'arrtta pas un seul instant les Pmissions. Elles ne cessirent que sur le refus absolu 
du public d'accrpter, mtme a vil prix, n'importe quelle sorte de papier-monnaie." (The assignats, so long 
as they were worth anything, as little as that might be, flooded the country in ever-increasing 
quantities. The prospect of their collapse did not stop the emissions for a single instant; they 
stopped issuing them only when the public absolutely refused to accept, even when dirt cheap, 
any kind of paper money.) Stourm, Les Finances de I'Ancien Rggime et de la Rholution (Paris, 1885), 
Vol. 11, p. 388. 



CHAPTER 35 

Overcoming Destructionism 

The "Interest" as an Obstacle to Destructionism 

ccording to Mam the political faith of the individual depends upon the 500 A class to which he belongs; the political faith of his class depends upon 
its interests as a class. The bourgeoisie is bound to support Capitalism. On 
the other hand the proletariat can only achieve its purpose, can only free 
itself from capitalist -exploitation, by the Gay >or ~ocialism.-~hus 
the respective positions of the bourgeoisie and the proletariat in the political 
arena are defined in advance. Perhaps no doctrine of Marx has made a deeper 
or more lasting impression on political theory than this. It has found ac- 
ceptance far beyond the immediate range of Mamism. Liberalism has come 
to be regarded as the doctrine in which the class interests of the bourgeoisie 
and of big business find expression. Whoever professes liberal opinions is 
considered to be a more or less well-meaning representative of the special 
interests which stand in opposition to the general good. Economists who 
reject the Marxian doctrine are characterized as the "spiritual bodyguard of 
the profits of capital-and sometimes also of ground-rentsJt1-a remarkably 
convenient theory which saves the Mamian the trouble of arguing with them. 

Nothing ifidicates more clearly the widespread recngnitinn which has h e m  
accorded to this doctrine of Mam than its acceptance even by the opponents 
of Socialism. When people suggest that the defeat of socialist effort is a task 
chiefly or even exclusively for the propertied classes, when they attempt to 
form a "united front" of all the bourgeois parties in order to oppose Socialism, 
they then admit that the maintenance of private property in the means of 
production is the special interest of a certain class, and that it is antagonistic 

Thus by Kautsky, quoted by Georg Adler, Grundlagen der Karl Marxschen Kritik der bestechenden 
Volkswirtschaft (Tiibingen, 1887), p. 511 

453 
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to the public welfare. These strangely short-sighted adversaries of Socialism 
501 do not realize that any attempt on the part of a class, which is comparatively 

small when contrasted with the masses, to defend its particular interests 
must be futile; they do not recognize that private property is doomed when 
if is reoarrl~rl ac MU tho Us- n r i v i l ~ ~ ~  rAA. -- of its owners. Still less are thpv n h l ~  n~rr-oiv~ 

J ---- r------ - 
that their assumption is radically contradicted by the experience of the 
formation of actual political parties. 

Liberalism is not a doctrine which serves the class interests of those in 
possession of property. Whoever conceives it as such has already admitted 
one of the leading contentions of Socialism; he is no liberal. Liberalism 
upholds private property not in the interests of the owners, but in the general 
interest; it believes that the maintenance of the capitalist system is to the 
advantage not only of the capitalists but of every member of society. It admits 
that in the socialist community there will, in all probability, be little or no 
inequality of income. But it urges that owing to the smaller yield of socialist 
production, the total amount to be shared will be considerably smaller, so 
that each individual will receive less than the poorest receives today. Whether 
this thesis is accepted or rejected is another question. This is precisely the 
point upon which Socialism and Liberalism are in conflict. Whoever rejects 
it out of hand, rejects Liberalism. Yet it would be unreasonable to do this 
without careful consideration of the problem and of the arguments of either 
sides. 

In fact nothing is further from the particular interests of the entrepreneurs, 
whether as individuals or as a class, than to defend the principle of private 
property or to resist the principle of Socialism. That the introduction of 
Socialism must necessarily injure the entrepreneurs and capitalists, or at 
least their children, cannot be disputed by those who believe that Socialism 
implies want and distress for all. To this extent, therefore, the propertied 
classes are admittedly concerned in resisting Socialism. But their interest is 
no greater than that of any other member of society and is quite independent 
of their privileged position. If it were possible to imagine that Socialism 
would be introduced lock stock and barrel overnight, then it might be said 
that the entrepreneurs and capitalists had special reasons for wishing to 
maintain the capitalist system. They would have more to lose. Even if the 
distress which resulted from the reorganization were the same for all, those 
would suffer more whose fall had been the greater. But it is not possible to 

502 imagine that Socialism will be introduced so rapidly; and if it were, it may 
be assumed that the entrepreneurs, by reason of their expert knowledge and 
ability to take responsibility, would occupy, at any rate for a time, privileged 
positions within the socialist organization. 
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The entrepreneur is unable to provide for his grandchildren and great- 
grandchildren, for it is characteristic of private property in the means of 
production under the capitalist system that it creates no permanent source 
of income. Every fortune must be renewed by effort. When the feudal lord 
supported the feudal system he was defending not only his own property 
but that of his descendants. But the entrepreneur in the capitalist system 
knows that his children and grandchildren will only survive in the face of 
new competition if they can hold their ground as directors of productive 
enterprise. If he is concerned for the fate of his successors and wants to 
consolidate his property for them in a way contrary to the interests of the 
community, he will have to become an enemy of the capitalist social order 
and demand every kind of restriction on competition. Even the way to 
Socialism may strike him as the best means for this, provided the transition 
does not take place too suddenly, for he may expect compensation against 
expropriation so that, for a longer or shorter time, the expropriated will enjoy 
a secure income in place of the uncertainty and insecurity that is the lot of 
owners of an enterprise. Consideration for his own property and for the 
property of his successors may, therefore, ~ r g e  the entreprene~rs rather to 
support than to oppose Socialism. He must welcome all efforts which aim 
at suppressing newly created and newly developed fortunes, especially a11 
measures intended to limit anything in the nature of economic freedom, 
because they make secure the income which otherwise must be earned by 
daily struggle as long as competition is not restricted-because they exclude 
new  competitor^.^ 

Entrepreneurs have an interest in combining to proceed uniformly in wage 
negotiations with the workers organized in trade  union^.^ And they have an 
interest in combining to carry through tariff and other restrictions which 
conflict with the essence and principle of Liberalism or to resist government 
interference which may injure them. But they have absolutely no special 503 

interest in fighting Socialism and socialization as such. They have no special 

"Beaucoup d'ouvriers, et non les meilleurs, pr6fkrent le travail pay6 d la journ6e au travail d la tbche. 
Beaucoup d'entrepreneurs, et non les meilleurs, prt!ft?raient les conditions qu'ils espPrent pouvoir obtenir 
d'un  tat socialiste a celles que leur fait un rtgime de libre concurrence. Sous ce regime les entrepreneurs 
sont des 'fonctionnaires' pavb a la tiche; avec une organisation socialiste ils deviendraient des 'fonctionnaires' 
payis 2 la journte." (Many workers, and not the best, prefer to be paid by the day and not by the 
work completed. Many entrepreneurs, and not the best, prefer what they can hope to obtain 
from a socialist state to that which a free competitive system would award them. Under such a 
competitive system, entrepreneurs are the "officials" paid for the work completed; under a socialist 
organization, they would become "officials" paid by the day.) Pareto, Cows dlEconomie Politiqtie, 
Vol. 11, p. 97n. 

Hutt, The Theory uf Collectiae Bargaining, pp. 25 ff. 
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interest in fighting destructionism. The whole purpose of the entrepreneur 
is to adjust himself to the economic contingencies of any moment. His aim 
is not to fight Socialism, but to adjust himself to conditions created by a 
policy directed towards socialization. It is not to be expected that entrepre- 
neurs or any other particular group in the community should, out of self- 
interest, necessarily make the general principles of well-being the maxim of 
their own procedure. The necessities of life compel them to make the best 
of any given circumstances. It is not the business of the entrepreneurs to 
lead the political fight against Socialism; all that concerns them is to adjust 
themselves and their enterprises to the situations created by the measures 
directed towards socialization, so that they will make the greatest profit 
possible under the conditions prevailing. 

It follows, therefore, that neither associations of entrepreneurs, nor those 
organizations in which the entrepreneurs' support counts, are inclined to 
fight on principle against Socialism. The entrepreneur, the man who seizes 
the opportunity of the moment, has little interest in the issue of a secular 
struggle of indefinite duration. His interest is to adjust himself to the cir- 
cumstances in which he iinds himseif at the moment. An entrepreneurs' 
organization aims solely at repulsing some individual encroachment of the 
trade unions; or it may oppose acts of legislation, such as special forms of 
taxation. It carries out the tasks assigned to it by parliaments and governments 
in cases where it is desired that the organized body of entrepreneurs should 
co-operate with the organized working class in order to give the destructionist 
element its say in the national economy. To fight on principle for the main- 
tenance of an economy based on private property in the means of production 
is no part of the programme of organized entrepreneurs. Its attitude towards 
Liberalism is one of indifference or even, as in the case of tariff policy, of 
antagonism. 

Organized interests, as the socialist doctrine depicts them, correspond not 
to the entrepreneurs' associations but to the farmers' unions, which advocate 
tariff dutieson agricultural products, or those associations of small producers, 
which--above all in Austria-press for the exclusion of competition. These 
clearly are not efforts on behalf of Liberalism. 

504 Thus there are no individuals and no classes whose particular interests 
would lead them to support Capitalism as such. The policy of Liberalism is 
the policy of the common good, the policy of subjecting particular interests 
to the public welfare-a process that demands from the individual not so 
much a renunciation of his own interests as a perception of the harmony of 
all individual interests. There are, therefore, no individuals and no groups 
whose interests would ultimately be better guarded by Socialism than by a 
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society based on private ownership in the means of production. But although 
ultimately no one's interests would actually be better served by Socialism, 
there are plenty of people whose particular interests of the moment are better 
guarded by a policy directed towards socialization than by the maintenance 
of Liberalism. Liberalism has opposed everything in the nature of a sinecure 
and has sought to reduce to a minimum the number of public officials. The 
interventionist policy provides thousands and thousands of people with safe, 
placid, and not too strenuous jobs at the expense of the rest of society. All 
nationalization or setting up of a municipal or public enterprise links private 
interests with the movement against private property. Today Socialism and 
destructionism find their strongest supporters in the millions for whom a 
return to a freer economy would be at first and in the short run detrimental 
to their particular interests. 

The attitude of mind which sees in private property a privilege of the 
owners is an echo from former periods in the history of property. All property 
ownership began with appropriation of ownerless things. The history of 
property passed through a period in which forcible dispossession of the 
owners was the rule. It is safe to say that the ownership of any piece of 
ground property can be traced back to seizure by violence. This has of course 
no application to the social order of Capitalism, as property here is constantly 
being acquired in the process of market competition. But as the libe~al 
principles have nowhere-in Europe at least-been put into practice in their 
entirety, and as everywhere, especially in landed property, very much of 50s 

the old taint of violence survives, the tradition of the feudal owners is still 
upheld: "lch Zieg und besitze" (I occupy and possess). Criticism of property 
rights is met with violent abuse. This is the policy the German Junkers 
adopted against Social Democracy-with what success is well known.4 

Partisans of this order can say nothing in justification of private ownership 
in the means of production but that it is upheld by force. The right of the 
strong is the only right they can enforce. They boast of their physical force, 

The Junker is not concerned with the maintenance of private property as disposal over the means 
of production, but rather with maintaining it as title to a special source of income. Therefore State 
Socialism has easily won him over. It is to secure him his privileged income. 
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rely on their armed equipment, and consider themselves entitled to despise 
any other argument. Only when the ground begins to tremble under their 
feet, do they produce another argument by taking their stand upon acquired 
rights. Violation of their property becomes an illegality which must be 
~ w n i A o A  M70 n o o A  u r a c t o  nn u r n r r i c  it, ovpOSing the weakness =f this T \ T \ ~ +  
U V V I - L - .  7 .  L I L C L U  V V U U C L  11" I V V I U U  11, L A  YUXXIL 
of view in the struggle against a movement that wants to found new rights. 
It is quite powerless to change public opinion if that opinion has condemned 
property. Its beneficiaries recognize this with horror and turn in their distress 
to the Church, with the odd request that the Church shall keep the misera 
plebs (wretched masses) modest and humble, fight covetousness and turn 
the eyes of the propertyless from earthly goods to heavenly  thing^.^ Chris- 
tianity is to be kept alive so that the people shall not become covetous. But 
the demand thus made to the Church is monstrous. It is asked to serve the 
interests, generally assumed to be harmful to the community, of a number 
of privileged persons. It is obvious that the true servants of the Church have 
revolted against this presumptuous demand, while enemies of the Church 
have found it an effective weapon in their war of liberation against religion. 
What is surprising is that ecclesiastical enemies of Socialism, in their efforts 
to represent Socialism as a child of Liberalism, of the free school, and of 
atheism, have taken up just the same attitude towards the work which the 
Church performs in maintaining existing property relations. Thus the Jesuit 
Cathrein says: "If one assumes that with this life all is finished, that to man 
is given no greater destiny than to any other mammal that wallows in the 

506 mire, who then will ask of the poor and oppressed, whose life is a constant 
struggle for existence, that they should bear their hard fate with patience 
and resignation, and look on while others clothe themselves in silk and 
purple and have regular and ample meals? Does not the worker too carry 
in his heart the indestructible impulse towards perfect happiness? If he is robbed 
of every hope of a better world beyond, by what right is he prevented from 
seeking his happiness as far as possible on earth and so demanding imper- 
atively, his share of the earth's riches? Is he not just as much man as his 
employer? Why should some just manage to exist in want and poverty while 
others live on the fat of the land, when from their point of view there is no 
reason why the good things of this world should belong to some rather than 
to others? If the atheistic-naturalistic standpoint is justified, so also is the 
Socialist demand: that worldly goods and happiness should be distributed 
to all as equally as possible, that it is wrong for some to live a life of idle 

This, for example, was Bismarck's view. See his speech in the Landtag of June 15th, 1847 in 
Fiirst Bismarcks Reden, edited b y  Stein, Vol. I, p. 24. 
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enjoyment in palaces while others live in miserable cellars and attics, barely 
able in spite of the most strenuous efforts to earn their daily bread."6 As- 
suming matters to be just as Cathrein imagines them-th& private property 
is a privilege of the owners, that the others are poorer in proportion as these 
are rich, that some starve because others carouse, that some live in miserable 
little rooms because others live in lordly places-does he really believe that 
it could possibly be a work of the Church to maintain such conditions? 
Whatever one may read into the Church's social teaching, one cannot suppose 
that its founder or his supporters would have approved of its being used to 
bolster up unjust social institutions that are obviously disadvantageous to 
the greater part of humanity. Christianity would long since have vanished 
from the earth, were it that for which, in common with many of its bitterest 
enemies, Bismarck and Cathrein mistook it: a bodyguard for a social insti- 
tution injurious to the masses. 

The socialist idea can be suppressed neither by force nor by authority, for 
both are on the side of Socialism and not of its opponents. If guns and 
machine-guns are brought into action today they will be in the ranks of 
cA":,-.l:"- ,.-A c.v-A:"ml:"- ,.-A - A &  A--A"n..a & A  &LA- En.. & L A  -..,.,.A --"" ,.L 
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our contemporaries are imbued with the spirit of Socialism or of Syndicalism. 
Whatever system is set in authority at the present time, it can certainly not 507 

be Capitalism, for the masses do not believe in it. 

The Battle of ldeas 

It is a mistake to think that the lack of success of experiments in Socialism 
that have been made can help to overcome Socialism. Facts per se can neither 
prove nor refute anything. Everything is decided by the interpretation and 
explanation of the facts, by the ideas and the theories. 

The man who clings to Socialism will continue to ascribe all the world's 
evil to private property and to expect salvation from Socialism. Socialists 
ascribe the failures of Russian Bolshevism to every circumstance except the 
inadequacy of the system. From the socialist point of view, Capitalism alone 
is responsible for all the misery the world has had to endure in recent years. 
Socialists see only what they want to see and are blind to anything that might 
contradict their theory. 

Cathrein, Der Sozialismus, 12th and 13th eds. (Freiburg, 1920), pp. 347 ff. 
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Only ideas can overcome ideas and it is only the ideas of Capitalism and 
of Liberalism that can overcome Socialism. Only by a battle of ideas can a 
decision be reached. 

Liberalism and Capitalism address themselves to the cool, well-balanced 
m i d .  They prmeed by strict !~gic, e!imir,at;lxg a::y appeal to the emotio~s. 
Socialism, on the contrary, works on the emotions, tries to violate logical 
considerations by rousing a sense of personal interest and to stifle the voice 
of reason by awakening primitive instincts. 

Even with those of intellectually higher standing, with the few capable of 
independent reflection, this seems to give Socialism an advantage. With the 
others, the great masses who are unable to think, the Socialist position is 
considered unshakable. A speaker who inflames the passions of the masses 
is supposed to have a better chance of success than one who appeals to their 
reason. Thus the prospects of Liberalism in the fight with Socialism are 
accounted very poor. 

This pessimistic point of view is completely mistaken in its estimate of the 
influence which rational and quiet reflection can exercise on the masses. It 

508 also exaggerates enormously the importance of the part played by the masses, 
and consequently mass-psychological elements, in creating and forming the 
predominant ideas of an epoch. 

It is true that the masses do not think. But just for this reason they follow 
those who do think. The intellectual guidance of humanity belongs to the 
very few who think for themselves. At first they influence the circle of those 
capable of grasping and understanding what others have thought; through 
these intermediaries their ideas reach the masses and there condense them- 
selves into the public opinion of the time. Socialism has not become the 
ruling idea of our period because the masses first thought out the idea of the 
socialization of the means of production and then transmitted it to the 
intellectually higher classes. Even the materialistic conception of history, 
haunted as it is by "the psyche of the people" as conceived by Romanticism 
and the historical school of jurisprudence does not risk such an assertion. 
Of itself the mass psyche has never produced anything but mass crime, 
devastation, and destruction.' Admittedly the idea of Socialism is also in its 
effects nothing more than destruction, but it is nevertheless an idea. It had 
to be thought out, and this could only be the work of individual thinkers. 
Like every other great thought, it has penetrated to the masses only through 
the intellectual middle class. Neither the people nor the masses were the 
first socialists. Even today they are agrarian socialist and syndicalist rather 

' MacIver, Community, London, 1924, pp. 79 ff.  
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than socialist. The first socialists were the intellectuals; they and not the 
masses are the backbone of Sociali~m.~ The power of Socialism too, is like 
any other power ultimately spiritual; and it finds its support in ideas pro- 
ceeding from the intellectual leaders, who give them to the people. If the 
intelligentsia abandoned Socialism its power would end. In the long run the 
masses cannot withstand the ideas of the leaders. True, individual dema- 
gogues may be ready, for the sake of a career and against their better 
knowledge, to instil into the people ideas which flatter their baser instincts 
and which are therefore sure to be well received. But in the end, prophets 
who in their heart know themselves to be false cannot prevail against those 
filled with the power of sincere conviction. Nothing can corrupt ideas. Neither so9 

by money nor by other rewards can one hire men for the fight against ideas. 
Human society is an issue of the mind. Social co-operation must first be 

conceived, then willed, then realized in action. It is ideas that make history, 
not the "material productive forces," those nebulous and mystical schemata 
of the materialist conception of history. If we could overcome the idea of 
Socialism, if humanity could be brought to recognize the social necessity of 
private ownership in the means nf pmdudion, then Sncidism wndd have 
to leave the stage. That is the only thing that counts. 

The victory of the socialist idea over the Liberal idea has only come about 
through the displacement of the social attitude, which has regard to the 
social function of the single institution and the total effect of the whole social 
apparatus, by an anti-social attitude, which considers the individual parts 
of the social mechanism as detached units. Socialism sees the individuals- 
the hungry, the unemployed, and the rich-and finds fault on that account; 
Liberalism never forgets the whole and the interdependence of every phe- 
nomenon. It knows well enough that private ownership in the means of 
production is not able to transform the world into a paradise; it has never 
tried to establish anything beyond the simple fact that the socialist order of 
society is unrealizable, and therefore less able than Capitalism to promote 
the we!!-being of a!!. 

No one has understood Liberalism less than those who have joined its 
ranks during the recent decades. They have felt themselves obliged to fight 
"excrescencesf' of Capitalism, thereby taking over without a qualm the 
characteristic anti-social attitude of the socialists. A social order has no 
excrescences which can be cut off at will. If a phenomenon results inevitably 

This, of course, is true also of the German nation. Almost the whole intelligentsia of Germany 
is socialistic: in national circles it is State or, as one usually says today, National Socialism, in 
Catholic circles, Church Socialism, in other circles, Social-Democracy or Bolshevism. 
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from a social system based on private ownership in the means of production, 
no ethical or aesthetic caprice can condemn it. Speculation, for example, 
which is inherent in all economic action, in a socialistic society as well as any 
other, cannot be condemned for the form it takes under Capitalism merely 
1 - -  1 - -  L 1- .--f,l,l.-- ve~duse LIW Cellbur 0 1  rlwrals rrusraKes its social function. Nor have these 
disciples of Liberalism been any more fortunate in their criticisms of Socialism. 
They have constantly declared that Socialism is a beautiful and noble ideal 
towards which one ought to strive were it realizable, but that, alas, it could 
not be so, because it presupposed human beings more perfect morally than 

520 those with whom we have to deal. It is difficult to see how people can decide 
that Socialism is in any way better than Capitalism unless they can maintain 
that it functions better as a social system. With the same justification it might 
be said that a machine constructed on the basis of perpetual motion would 
be better than one worked according to the given laws of mechanics-if only 
it could be made to function reliably. If the concept of Socialism contains an 
error which prevents that system from doing what it is supposed to do, then 
Socialism cannot be compared with the Capitalist system, for this has proved 
itself workable. Neither can it be called nobler, more beautiful or more just. 

It is true, Socialism cannot be realized, but it is not because it calls for 
sublime and altruistic beings. One of the things this book set out to prove 
was that the socialist commonwealth lacks above all one quality which is 
indispensable for every economic system which does not live from hand to 
mouth but works with indirect and roundabout methods of production: that 
is the ability to calculate, and therefore to proceed rationally. Once this has 
been generally recognized, all socialist ideas must vanish from the minds of 
reasonable human beings. 

How untenable is the opinion that Socialism must come because social 
evolution necessarily leads to it, has been shown in earlier sections of this 
book. The world inclines to Socialism because the great majority of people 
want it. They want it because they believe that Socialism will guarantee a 
higher standard of welfare. The loss of this conviction would signify the end 
of Socialism. 
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Socialism in Histo y 

N othing is more difficult than to get a clear, historical perspective of a sii 
contemporary movement. The proximity of the phenomenon makes it 

difficult to recognize the whole in true proportion. Historical judgment above 
a!! demands distmce. 

Wherever Europeans or the descendants of European emigrants live, we 
see Socialism at work today; and in Asia it is the banner round which the 
antagonists of European civilization gather. If the intellectual dominance of 
Socialism remains unshaken, then in a short time the whole co-operative 
system of culture which Europe has built up during thousands of years will 
be shattered. For a socialist order of society is unrealizable. All efforts to 
realize Socialism lead only to the destruction of society. Factories, mines, 
and railways will come to a standstill, towns will be deserted. The population 
of the industrial territories will die out or migrate elsewhere. The farmer will 
return to the self-sufficiency of the closed, domestic economy. Without 
private ownership in the means of production there is, in the long run, no 
production other than a hand-to-mouth production for one's own needs. 

We need noi describe in deiaii the cuiturai and poiiijcai consequences of 
such a transformation. Nomad tribes from the Eastern steppes would again 
raid and pillage Europe, sweeping across it with swift cavalry. Who could 
resist them in the thinly populated land left defenceless after the weapons 
inherited from the higher technique of Capitalism had worn out? 

This is one possibility. But there are others. It might so happen that some 
nations would remain socialistic while others returned to Capitalism. Then 
the socialist countries alone would proceed towards social decline. The 
capitalist countries would progress to a higher development of the division 
of labour until at last, driven by the fundamental social law to draw the 512 
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greatest number of human beings into the personal division of labour, and 
the whole earth's surface into the geographical division of labour, they would 
impose culture upon the backward nations or destroy them if they resisted. 
This has always been the historical fate of nations who have eschewed the 
-,-.-A n g  -m-:+-l:c+ Anx~a lnm-om+ n v  t ~ ~ h n  h c s x r n  h- l+nA m w n - ~ t ~ ~ w a l ~ ~  a v m f i m  ;+ luau UL L ~ ~ L L C I I L J L  ULVL IV~ ILLLLLL  VI V V L L V  IIUVF. LLULLZU ~ILIILLILUILIJ U ~ V I K  11. 

It may be that we exaggerate enormously the importance of the present- 
day socialist movement. Perhaps it has no more significance than the out- 
breaks against private property in the medieval persecution of the Jews, in 
the Franciscan movement, or in the Reformation period. And the Bolshevism 
of Lenin and Trotsky is possibly no more important than Knipperdolling's 
and Bockelson's* anabaptist rule in Miinster; it is no greater in proportion 
to the latter than is modern Capitalism in proportion to the Capitalism of the 
sixteenth century. Just as civilization overcame those attacks so it may emerge 
stronger and purer from the upheavals of our time. 

L 

The Crisis of Civilization 

Society is a product of will and action. Only human beings are able to will 
and act. All the mysticism and symbolism of collectivist philosophy cannot 
help us over the fact that we can speak only figuratively of the thinking, 
willing, and acting of communities, and that the conception of sentient 
thinking, willing, and acting communities is merely anthropomorphism. 
Society and the individual postulate each other; those collective bodies, which 
collectivism assumes to have existed logically and historically before indi- 
viduals, may have been herds and hordes, but they were in no way societies- 
that is, associations created and existing by means of the collaboration of 
thinking creatures. Human beings construct society by making their actions 
a mutually conditioned co-operation. 

* Johann Bockelson (also spelled Beukelsz, Boockelszoon, Buckholdt or Bockholdt) (c. 1508-1535) 
was better known as John of Leiden. He and Bernt Knipperdolling (also Bernhardt or Berend 
Knipperdollinck) (c. 1 4 ~ 1 5 3 6 )  were both Dutch and followers of the Anabaptist Jan, or Johann 
Matthysz (also Matthisson or Matthyszoon). In 1533 the Anabaptists took over Munster. Bockelson 
became burgomaster. A charismatic fanatic, Bockelson often engaged in wild excesses, even 
beheading one of his four wives himself in a fit of frenzy. Anabaptist-held Munster was besieged 
and Matthysz was killed in 1534. Bockelson succeeded him as "prophet." Knipperdolling, at first 
a rival of Bockelson's, became an abject follower. Munster was taken from the Anabaptists in 
1535. Both Bockelson and Knipperdolling were then cruelly executed (Pub.). 
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The basis and starting point of social co-operation lie in peace-making, 
which consists in the mutual recognition of the "state of property." Out of 
a de facto having, maintained by force, arises the legal concept of ownership, 
and simultaneously, the legal order and the coercive apparatus to maintain 
it. All this is the result of conscious willing and awareness of the aims willed. 513 

But this willing sees and wills only the most immediate and direct result: of 
the remoter consequences it knows nothing and can know nothing. Men 
who create peace and standards of conduct are only concerned to provide 
for the needs of the coming hours, days, years; that they are, at the same 
time, working to build a great structure like human society, escapes their 
notice. Therefore the individual institutions, which collectively support the 
social organism, are created with no other view in mind than the utility of 
the moment. They seem individually necessary and useful to their creators; 
their social function remains unknown to them. 

The human mind ripens slowly to the recognition of social interdepen- 
dence. At first, society is so mysterious and incomprehensible a formation 
to man that, to grasp its origin and nature, he continues to assume a divine 
wi!! guiding human destinies from mtside !mg after he has rex~unced this 
concept in the natural sciences. Kant's Nature, which leads humanity towards 
a special aim, Hegel's World Spirit, and the Darwinian Natural Selection are 
the last great expressions of this method. It remained for the liberal social 
philosophy to explain society through the actions of mankind without having 
to draw on metaphysics. It alone succeeds in interpreting the social function 
of private property. It is not content to accept the Just as a given category 
which cannot be analysed, or to account for it by an inexplicable predilection 
for just conduct. It bases its conclusions on the considerations of the con- 
sequences of acts and from a valuation of these consequences. 

Judged from the old standpoint, property was sacred. Liberalism destroyed 
this nimbus, as it destroys all others. It "debased" property into a utilitarian, 
worldly matter. Property no longer has absolute value; it is valued as a 
Ilieiiiis, that is, for iis iiiiliiy. In phiiosophy such a change of views invoives 
no special difficulties; an inadequate doctrine is replaced by one more ade- 
quate. But a fundamental revolution of the mind cannot be carried out in life 
and in the consciousness of the masses with the same lack of friction. It is 
no trifle when an idol before which humanity has trembled and feared for 
thousands of years is destroyed and the frightened slave gets his freedom. 
That which was law because God and conscience so ordained, is now to be 
law because one can oneself make it so at will. What was certain becomes 
uncertain; right and wrong, good and evil, all these conceptions begin to 514 

totter. The old tables of the law are shattered and man is left to make new 
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commandments for himself. This cannot be achieved by means of parlia- 
mentary debate or in peaceful voting. A revision of the moral code can only 
be carried through when minds are deeply stirred and passions unloosed. 
To recognize the social utility of private property one must first be convinced . . A tho - n + n ~ n ~ ~ ~ ~ c n o c c  n C  nvrn-7  n+Ln- o ~ r c . 4 - n -  
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That this is the substance of the great fight between Capitalism and 
Socialism becomes evident when we realize that the same process is taking 
place in other spheres of moral life. The problem of property is not the only 
one which is being discussed today. It is the same with the problem of 
bloodshed which, in its many aspects-and particularly in connection with 
war and peace-agitates the whole world. In sexual morality, too, age-old 
moral precepts are undergoing transformation. Things which were held to 
be taboo, rules which have been obeyed for moral and almost sacred reasons, 
are now prescribed or prohibited according to the importance attached to 
them in respect of the promotion of public welfare. This revaluation of the 
grounds on which precepts of conduct have been based has inevitably caused 
a general revision of standards which have been in force up till now. Men 
ask: are they really useful or might they not really be abolished? 

In the inner life of the individual the fact that the moral equilibrium has 
not yet been reached causes grave psychological shocks, well known to 
medicine as neuroses.' This is the characteristic malady of our time of moral 
transition, of the spiritual adolescence of the nations. In social life the discord 
works itself out in conflicts and errors which we witness with horror. Just 
as it is decisively important in the life of the individual man whether he 
merges safe and sound from the troubles and fears of adolescence of whether 
he carries away scars which hinder him permanently from developing his 
abilities, so is it important in what manner human society will struggle 
through the vexed problems of organization. A rise to a closer interdepen- 
dence of individuals and hence to a higher well-being, on the one hand; a 
decay nf cn-operation and hence nf wealth, nn the nther: these are the choices 
before us. There is no third alternative. 

515 The great social discussion cannot proceed otherwise than by means of 
the thought, will, and action of individuals. Society lives and acts only in 
individuals; it is nothing more than a certain attitude on their part. Everyone 
carries a past of society on his shoulders; no one is relieved of his share of 
responsibility by others. And no one can find a safe way out for himself if 

' Freud, Totem und Tabu (Vienna, 1913). pp. 62 ff. Publisher's Note: In English, "Totem and Taboo," 
in The Standard Edition of The Complete Psychological Works of Sigmund Freud (London: Hogarth; 
New York: Macmillan, 1953). 
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society is sweeping towards destruction. Therefore everyone, in his own 
interests, must thrust himself vigorously into the intellectual battle. None 
can stand aside with unconcern; the interests of everyone hang on the result. 
Whether he chooses or not, every man is drawn into the great historical 
struggle, the decisive battle into which our epoch has plunged us. 

Neither God nor a mystical "Natural Force" created society; it was created 
by mankind. Whether society shall continue to evolve or whether it shall 
decay lies-in the sense in which causal determination of all events permits 
us to speak of freewill-in the hand of man. Whether Society is good or bad 
may be a matter of individual judgment; but whoever prefers life to death, 
happiness to suffering, well-being to misery, must accept society. And 
whoever desires that society should exist and develop must also accept, 
without limitation or reserve, private ownership in the means of production. 
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W e may divide the various attempts, which have been made to think out 516 

a system of economic calculation which would work under Socialism, 
into two main groups. In so doing we leave out of count works based on the 
labour theory of value which are misleading from the very outset. The first 
wouid contain those which may be designated syndicalist constructions, the 
second those which try to evade the impossibility of solving the problem by 
assuming that economic data do not change. The error in both groups of 
proposals should be clear from what we have said above (pp. 97-130). The 
following criticism, which I have made of two typical constructions of this 
kind, is intended to add further elucidations.' 

In an article entitled "Sozialistische Rechnungslegung" (Socialist Account- 
Karl Polanyi has attempted to solve what he calls "the problem of 

socialist accounting" which is, according to him, "generally recognized to 
be the key problem of the socialist economy." PoIdnyi first admits unre- 
servedly that he considers the solution of the problem impossible "in a central 
administrative ec~nomy."~ His attempt to solve the problem is designed only 
for "a functionally organized socialist transition-economy." This is the name 
he gives to a type of society corresponding approximately to the ideal of the 
English Guild Socialists. But his concept of the nature and possibilities of his 
system is, unfortunately, no less nebulous and vague than that of the Guild 
Socialists themselves. The political community "is considered to be 'the 
owner of the means of production'; but no direct right of disposing of 

Archiv fir So~ialwissenschaft, Vol. LI, pp. 49-5. Publisher's Note: The article Mises cites here 
is his "Neue Beitrage Zum Problem der sozialistischen Wirtschaftsrechnung." 

Ibid., Vol. XLIX, pp. 377-420. 
Ibid., p p  378 and 419. 
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production is implied by this ownership." This right belongs to associations 
of producers, elected by workers in the various branches of production. The 
several individual producers' associations are to be amalgamated as the 
Congress of producers' associations, which "represents the whole of pro- 

517 duction." Confronting this is the "Commun~;" as the SPCOI?~ "fi_lnctional 
main association of society." The Commune is not only the political organ, 
but also the "real bearer of the community's higher aims." Each of these two 
functional associations exercise "within its own sphere the legislative and 
executive functions." Agreements between these functional main associations 
constitute the highest power in ~ocie ty .~  

Now the defect in this system is the obscurity in which it evades the central 
problem-Socialism or Syndicalism? With the Guild-Socialists, PolAnyi ex- 
pressly assigns to society, to the Commune, ownership of the means of 
production. In doing so he seems to think he has said enough to save his 
system from the charge of Syndicalism. But in the next sentence he withdraws 
what he has said. Ownership is the right of disposal. If the right of disposal 
belongs not to the Commune, but to the producers' association, these are 
the owners, and we have before us a syndicaiist community. One or the 
other it must be; between Syndicalism and Socialism there can be no com- 
promise or reconciliation. Polinyi does not see this. He says: "Functional 
representatives (associations) of one and of the same person can never 
irreconcilably conflict with each other; this is the fundamental idea of every 
functional constitution. For the settlement of each conflict, as it arises, either 
joint committees of the Commune and the Producers1 Association are pro- 
vided or a kind of Supreme Constitutional Court (co-ordinating organs), 
which has, however, no legislative power and only limited executive power 
(guarding law and order, etc.)."j This fundamental idea of the functional 
form of constitution is, however, wrong. If the political parliament is to be 
formed by the votes of all citizens, with equal voting rights for each-and 
this condition is implied by PolAnyi and all other similar systems-then the 
parliament and the-congress of p~oducers' associations, which is the result 
of an electoral structure quite differently built up, may, easily, conflict. These 
conflicts cannot be settled by joint committees or by law courts. The com- 
mittees can settle the quarrel only if one or other of the main associations 
preponderates within them. If both are equally strong, the committee can 
come to no decision. If one of the two associations preponderates the ultimate 
decision lies with it. A law court cannot settle questions of political or 

Archivfiir So~ ia lw i s~en~chaf t ,  Vo1. XLIX, p. 404. 
"bid., p. 404 nzo. 
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economic practice. Law courts can give judgment only on the basis of already sz8 

existing norms, which they apply to individual cases. If they are to deal with 
questions of utility, then they are in reality not law courts but supreme 
political authorities, and everything we have said about the committee is true 
of them. 

If the final decision rests with neither the Commune nor the Congress of 
Producers' Associations, the system cannot live at all. If ultimate decision 
lies with the Commune, we have to deal with a "central administrative 
economy," and this, as even PolAnyi admits, could not calculate economically. 
If the Producers' Associations decide, then we have a syndicalist community. 

Polanyi's obscurity on this fundamental point allows him to accept a merely 
apparent solution as an actual workable solution of the problem. His asso- 
ciations and sub-associations maintain a mutual exchange-relationship; they 
receive and give as if they were owners. Thus a market and market-prices 
are formed. But because he thinks he has surmounted the unbridgeable gulf 
between Socialism and Syndicalism, Polanyi does not perceive that this is 
incompatible with Socialism. We might say much more about other errors 
in the details sf Poldnyil"l'ssysiem. "Dt in view uf his fundamentai mistake 
they are of little interest, as they are peculiar to PolAnyi's train of thought. 
That fundamental mistake is, however, no peculiarity of Polanyi's; all guild 
socialist systems share it. Polhnyi has the merit of having worked out this 
system more clearly than most other writers. He has thus exposed its weak- 
ness more clearly. He must also be given due credit for having realized that 
economic calculation would be impossible in a centralized administrative 
economy with no markets. 

Another contribution to our problem comes from Eduard Heimann.6 Hei- 
mann is a believer in an ethical or religious Socialism. But his political views 
do not blind him to the problem of economic calculation. In treating this, he 
follows the arguments of Max Weber. Max Weber had seen that this was the 
"absolutely central" problem for Socialism, and had shown in a detailed 
discussion, in which he rejected Otto Neurath's pet dreams of "calculation 
in kind" ("Naturalrechnung") that rational economic action was impossible 
without money and money-accounting.' Heimann therefore tries to prove 519 

that one could calculate in a socialist economy. 
Whilst Polanyi proceeds from a system allied to the English guild socialists, 

Heimann develops proposals parallel to the German ideas for a planned 

Heimann, Mehrwert und Gemeinwirtschaft, Kritische und positive Beitrage zur Theorie des Sozialismus 
(Berlin, 1922). 

Max Weber, Wirtschaff und Gesellschuft, op. cit., pp. 45-9. 
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economy. It is characteristic that the arguments, nevertheless, resemble 
Poliinyi's on the only point that matters: they are regrettably vague just 
where they ought to be explicit about the relationship between the individual 
productive groups, into which the society organized according to planned 
economy is to be divided, and society as a whole. Thus he is able to speak 
of trad; taking place as in a market,R without noticing that the planned 
economy, completely and logically carried through, is tradeless and that 
what might be called buying and selling should, according to its nature, be 
described quite otherwise. Heimann makes this mistake because he thinks 
that the characteristic mark of the planned economy is above all the monop- 
olistic amalgamation of individual branches of production, instead of the 
dependence of production on the unitary will of a central organ. This mistake 
is all the more astonishing as the very name "planned economy" and all the 
arguments brought forward to support it stress particularly that the economic 
direction would be unitary. Heimann does indeed see the hollowness of the 
propaganda which works with the catchword "anarchy of production."g But 
this ought never to have allowed him to forget that just this point and 
ii~thiiig else, i s  wha t  sharply divides Sucidiism from Capitalism. 

Like most writers who have dealt with the planned economy, Heimann 
does not notice that a planned economy logically carried out is nothing more 
than pure Socialism and differs from the strictly centrally organized socialist 
community only in externals. That under the unitary direction of the central 
authority the administration of individual branches of production is entrusted 
to seemingly independent departments does not alter the fact that only the 
central authority directs. The relations between the individual departments 
are settled, not on the market by the competition of buyers and sellers, but 
the command of authority. The problem is this: that there is no standard by 
which one may account and calculate the effects of these authoritarian 
interventions, because the central authority cannot be guided by exchange- 

520 relationships formed on a market. The authority may indeed base its cal- 
culations on substitution-relations, which it determines itself. But this de- 
cision is arbitrary; it is not based, as are market prices, on the subjective 
valuations of individuals and imputed to the producers' goods by the co- 
operation of all those active in production and trade. Rational economic 
calculation cannot therefore be based upon it. 

Heimann achieves an apparent solution of the problem by invoking the 
theory of costs. Economic calculation is to be based upon cost computations, 

Heimann, op. ci t . ,  pp. 184 ff. 
' Ibid., p. 174. 
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prices are to be calculated on the basis of the average costs of production, 
including wages, of the works attached to the accounting-office.1° This is a 
solution which might have satisfied us two or three generations ago. It is not 
enough nowadays. If by costs we mean the loss of utility which a different 
use of the factors of production could have avoided, it is easy to see that 
Heimann is moving in a circle. In the socialist community only an order from 
the central authority could enable industry to use the factors of production 
elsewhere, and the problem is just whether this authority could calculate so 
as to decide upon such an order. The competition of entrepreneurs who, in 
a social order based on private property, try to use goods and services most 
profitably, is replaced in the planned economy-as in every imaginable form 
of socialist society-by actions-according-to-plan of the supreme authority. 
Now it is only by this competition between entrepreneurs, trying to wrest 
from each other the material means of production and the services of labour, 
that the prices of the factors of production are formed. Where production is 
to be carried on "according to plan," that is, by a central authority to whom 
everything is subject, the basis of calculation of profitability vanishes; only 
accnunting in kind remains. Heimam s a y :  "-4s s m n  as real cnmn~tifinn r-------- 

exists on the market for consumersf goods, the price-relationships thus 
determined spread from there through all the stages of production, provided 
that pricing is effected reasonably; and this happens independently of the 
constitution of the parties in the markets for producers' goods."11 This, 
however, would only be the case if there were genuine competition. Heimann 
conceives society to be the association of a number of "monopolists," that 
is, of departments of the socialist community, to each of which is entrusted 
the exclusive working of a delimited field of production. If these buy producers' 521 

goods on the "market," it is not competition, because the central authority 
has in advance assigned to them the field in which they are to be active and 
which they must not leave. Competition exists only when everyone produces 
what seems to promise the best profit. I have tried to show that this can only 
L, .-.,,..,,A L,, --:rr-Lfi FI-..-fi..FIL:I. :- LL- -L -----1..-L:-- 
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Heimann's picture of the socialist community considers only the current 
transformation of raw materials into consumers' goods; it thus creates the 
impression that the individual departments could proceed independently. 
Far more important than this part of the productive process is the renewal 
of capital and the investment of newly-formed capital. This is the central 
problem of economic calculation, not the problem of disposing of the cir- 

lo  Heimann, op. cit., p. 185. 
Ibid., pp. 188 ff .  
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culating capital already in existence. One cannot base decisions of this sort, 
which are binding for years and decades ahead, on the momentary demand 
for cons.umersl goods. One must look to the future, that is, one must be 
"speculative." Heimann's scheme, which enlarges or restricts production 
mechartically and automatidy, sc! tc! speak, accnrding tr? the present demand 
for consumers' goods, fails here entirely. For to solve the problem of value 
by going back to costs would suffice only for a theoretically conceivable state 
of equilibrium, imaginatively conceivable but empirically non-existent. Only 
in such an imaginary state of equilibrium do price and costs coincide, not in 
a changing economy. 

For this reason, in my judgment, Heimann's attempt to solve the problem, 
which I submit I have shown to be unsolvable, breaks down. 
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Introductoy Remarks 

T he characteristic mark of this age of dictators, wars and revolutions is its 525 

anti-capitalistic bias. Most governments and political parties are eager to 
restrict the sphere of private initiative and free enterprise. It is an almost 
unchallenged dogma that capitalism is done for and that the c~min-  6 -C "A ‘A" -11- 

round regimentation of economic activities is both inescapable and highly 
desirable. 

None the less capitalism is still very vigorous in the Western Hemisphere. 
Capitalist production has made very remarkable progress even in these last 
years. Methods of production were greatly improved. Consumers have been 
supplied with better and cheaper goods and with many new articles unheard 
of a short time ago. Many countries have expanded the size and improved 
the quality of their manufacturing. In spite of the anti-capitalistic policies of 
all governments and of almost all political parties, the capitalist mode of 
production is in many countries still fulfilling its social function in supplying 
the consumers with more, better and cheaper goods. 

It is certainly not a merit of governments, politicians and labour union 
vfiicers that the standard ui living is improving in the countries committed 
to the principle of private ownership of the means of production. Not offices 
and bureaucrats, but big business deserves credit for the fact that most of 
the families in the United States own a motor car and a radio set. The increase 
in per capita consumption in America as compared with conditions a quarter 
of a century ago is not an achievement of laws and executive orders. It is an 
accomplishment of business men who enlarged the size of their factories or 
built new ones. 

One must stress this point because our contemporaries are inclined to 
ignore it. Entangled in the superstitions of statism and government omnip- 
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otence, they are exclusively preoccupied with governmental measures. They 
expect everything from authoritarian action and very little from the initiative 
of enterprising citizens. Yet, the only means to increase well-being is to 
increase the quantity of products. This is what business aims at. 

If is grotesque that there is mu& mnre talk ahnut the ~ C ~ ~ P V P I I ? P R ~ S  ~f the 
.5x Tennessee Valley Authority than about all the unprecedented and unpar- 

alleled achievements of American privately operated processing industries. 
However, it was only the latter which enabled the United Nations to win the 
war and today enable the United States to come to the aid of the Marshall 
Plan countries. 

The dogma that the State or the Government is the embodiment of all that 
is good and beneficial and that the individuals are wretched underlings, 
exclusively intent upon inflicting harm upon one another and badly in need 
of a guardian, is almost unchallenged. It is taboo to question it in the slightest 
way. He who proclaims the godliness of the State and the infallibility of its 
priests, the bureaucrats, is considered as an impartial student of the social 
sciences. All those raising objections are branded as biased and narrow- 
minded. Tne supporters of the new religion of statoiatry are no iess fanaticai 
and intolerant than were the Mohammedan conquerors of Africa and Spain. 

History will call our age the age of the dictators and tyrants. We have 
witnessed in the last years the fall of two of these inflated supermen. But the 
spirit which raised these knaves to autocratic power survives. It permeates 
textbooks and periodicals, it speaks through the mouths of teachers and 
politicians, it manifests itself in party programmes and in plays and novels. 
As long as this spirit prevails there cannot be any hope of durable peace, of 
democracy, of the preservation of freedom or of a steady improvement in 
the nation's economic well-being. 



The Failure of Intevventionisnr 

N othing is more unpopular today than the free market economy, i.e., 527 

capitalism. Everything that is considered unsatisfactory in present-day 
conditions is charged to capitalism. The atheists make capitalism responsible 
for the survival of Christianity. But the papal encyclicals blame capitalism 
for the spread of irreligion and the sins of our contemporaries, and the 
Protestant churches and sects are no less vigorous in their indictment of 
capitalist greed. Friends of peace consider our wars as an offshoot of capitalist 
imperialism. But the adamant nationalist warmongers of Germany and Italy 
indicted capitalism for its "bourgeois" pacifism, contrary to human nature 
and to the inescapable laws of history. Sermonizers accuse capitalism of 
disrupting the family and fostering licentiousness. But the "progressives" 
blame capitalism for the preservation of allegedly outdated rules of sexual 
restraint. Almost all men agree that poverty is an outcome of capitalism. On 
the other hand many deplore the fact that capitalism, in catering lavishly to 
the wishes of people intent upon getting more amenities and a better living, 
promotes a crass materialism. These contradictory accusations of capitalism 
cance! one another. But the fact remains that there are few pe@e !eft who 
would not condemn capitalism altogether. 

Although capitalism is the economic system of modern Western civilization, 
the policies of all Western nations are guided by utterly anti-capitalistic ideas. 
The aim of these interventionist policies is not to preserve capitalism, but to 
substitute a mixed economy for it. It is assumed that this mixed economy is 
neither capitalism nor socialism. It is described as a third system, as far from 
capitalism as it is from socialism. It is alleged that it stands midway between 
socialism and capitalism, retaining the advantages of both and avoiding the 
disadvantages inherent in each. 
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More than half a century ago the outstanding man in the British socialist 
528 movement, Sidney Webb, declared that the socialist philosophy is "but the 

conscious and explicit assertion of principles of social organization which 
have been already in gre& part unconsciously adopted." And he added that 
the economic history of the nineteenth century was "an almost continuous 
record of the progress of s~cialism."~ A few years later an eminent British 
statesman, Sir William Harcourt, stated: "We are all socialists now."2 When 
in 1913 an American, Elmer Roberts, published a book on the economic 
policies of the Imperial Government of Germany as conducted since the end 
of the 187os, he called them "monarchical s~cialism."~ 

However, it was not correct simply to identify interventionism and so- 
cialism. There are many supporters of interventionism who consider it the 
most appropriate method of realizing-step by step--full socialism. But there 
are also many interventionists who are not outright socialists; they aim at 
the establishment of the mixed economy as a permanent system of economic 
management. They endeavour to restrain, to regulate and to "improve" 
capitalism by government interference with business and by labour unionism. 

In order to comprehend the working of interventionism and of the mixed 
economy it is necessary to clarify two points: 

First: If within a society based on private ownership of the means of 
production some of these means are owned and operated by the government 
or by municipalities, this still does not make for a mixed system which would 
combine socialism and private ownership. As long as only certain individual 
enterprises are publicly controlled, the characteristics of the market economy 
determining economic activity remain essentially unimpaired. The publicly 
owned enterprises, too, as buyers of raw materials, semi-finished goods and 
labour, and as sellers of goods and services, must fit into the mechanism of 
the market economy. They are subject to the law of the market; they have 
to strive after profits or, at least, to avoid losses. When it is attempted to 
mitigate or to eliminate this dependence by covering the losses of such 
enterprises with subsidies out of public funds, the only result is a shifting 
of this dependence somewhere else. This is because the means for the 
subsidies have to be raised somewhere. They may be raised by collecting 
taxes. But the burden of such taxes has its effects on the public, not on the 

529 government collecting the tax. It is the market, and not the revenue de- 
partment, which decides upon whom the burden of the tax falls and how 

Sidney Webb in Fabian Essays in Socialism, first published in 1889 (American edition, New York, 
1891, P. 4). 

Cf. G. M. Trevelyan, A Shortened History of England (London, ig42), p. 510. 
Elmer Roberts, Monarchical Socialism in Germany (New York, 19x3). 
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it affects production and consumption. The market and its inescapable law 
are supreme. 

Second: There are two different patterns for the realization of socialism. 
The one pattern-we may call it the Mamian or Russian pattern-is purely 
bureaucratic. All economic enterprises are departments of the government 
just as the administration of the army and the navy or the postal system. 
Every single plant, shop or farm, stands in the same relation to the superior 
central organization as does a post office to the office of the Postmaster- 
General. The whole nation forms one single labour army with compulsory 
service; the commander of this army is the chief of state. 

The second pattern-we may call it the German or Zwangswirtschaft sys- 
tern4--differs from the first one in that it, seemingly and nominally, maintains 
private ownership of the means of production, entrepreneurship, and market 
exchange. So-called entrepreneurs do the buying and selling, pay the work- 
ers, contract debts and pay interest and amortization. But they are no longer 
entrepreneurs. In Nazi Germany they were called shop managers or Be- 
triebsfuhrer. The government tells these seeming entrepreneurs what and 
hew tn n~ncliiro af pices 2nd from to h i i r r ,  at what nri~oc 3 n A  - r----I w -J rU-u --- 
to whom to sell. The government decrees at what wages labourers should 
work, and to whom and under what terms the capitalists should entrust their 
funds. Market exchange is but a sham. As all prices, wages and interest rates 
are fixed by the authority, they are prices, wages and interest rates in 
appearance only; in fact they are merely quantitative terms in the authoritarian 
orders determining each citizen's income, consumption and standard of 
living. The authority, not the consumers, directs production. The central 
board of production management is supreme; all citizens are nothing else 
but civil servants. This is socialism with the outward appearance of capitalism. 
Some labels of the capitalistic market economy are retained, but they signify 
here something entirely different from what they mean in the market econ- 
omy. 

It is necessary io point out this fact io prevent a confusion of socialism and 
interventionism. The system of the hampered market economy, or interven- 530 

tionism, differs from socialism by the very fact that it is still market economy. 
The authority seeks to influence the market by the intervention of its coercive 
power, but it does not want to eliminate the market altogether. It desires 
that production and consumption should develop along lines different from 
those' prescribed by the unhindered market, and it wants to achieve its aim 

Zwang means compulsion, Wirtschft means economy. The English language equivalent for 
Zwangswirtschaff is something like compulsory economy. 
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by injecting into the working of the market orders, commands and prohi- 
bitions for whose enforcement the police power and its apparatus of coercion 
and compulsion stand ready. But these are isolated interventions; their 
authors assert that they do not plan to combine these measures into a 
~gmnl~tolxr yA---', i n t ~ o r a t d  u..-o'-"- system which regulates a!! prices, xV\~~ges 2nd ixkrest 
rates, and which thus places full control of production and consumption in 
the hands of the authorities. 

However, all the methods of interventionism are doomed to failure. This 
means: the interventionist measures must needs result in conditions which 
from the point of view of their own advocates are more unsatisfactory than the 
previous state of affairs they were designed to alter. These policies are 
therefore contrary to purpose. 

Minimum wage rates, whether enforced by government decree or by 
labour union pressure and compulsion, are useless if they fix wage rates at 
the market level. But if they try to raise wage rates above the level which the 
unhampered labour market would have determined, they result in permanent 
unemployment of a great part of the potential labour force. 

Government spending cannot create additional jobs. If the government 
provides the funds required by taxing the citizens or by borrowing from the 
public, it abolishes on the one hand as many jobs as it creates on the other. 
If government spending is financed by borrowing from the commercial banks, 
it means credit expansion and inflation. If in the course of such an inflation 
the rise in commodity prices exceeds the rise in nominal wage rates, un- 
employment will drop. But what makes unemployment shrink is precisely 
the fact that real wage rates are falling. 

The inherent tendency of capitalist evolution is to raise real wage rates 
steadily. This is the effect of the progressive accumulation of capital by means 
of which technological methods of production are improved. There is no 
means by which the height of wage rates can be raised for all those eager 
to earn wages other than through the increase of the per capita quota of 

I capital invested. Whenever the accumulation of additional capital stops, the 
tendency towards a further increase in real wage rates comes to a standstill. 
If capital consumption is substituted for an increase in capital available, real 
wage rates must drop temporarily until the checks on a further increase in 
capital are removed. Government measures which retard capital accumula- 
tion or lead to capital consumption-such as confiscatory taxation-are there- 
fore detrimental to the vital interests of the workers. 

Credit expansion can bring about a temporary boom. But such a fictitious 
prosperity must end in a general depression of trade, a slump. 

It can hardly be asserted that the economic history of the last decades has 



Epilogue 487 

run counter to the pessimistic predictions of the economists. Our age has to 
face great economic troubles. But this is not a crisis of capitalism. It is the 
crisis of interventionism, of policies designed to improve capitalism and to 
substitute a better system for it. 

No economist ever dared to assert that interventionism could result in 
anything else than in disaster and chaos. The advocates of interventionism- 
foremost among them the Prussian Historical School and the American 
Institutionalists-were not economists. On the contrary. In order to promote 
their plans they flatly denied that there is any such thing as economic law. 
In their opinion governments are free to achieve all they aim at without being 
restrained by an inexorable regularity in the sequence of economic phenom- 
ena. Like the German socialist Ferdinand Lassalle, they maintain that the 
State is God. 

The interventionists do not approach the study of economic matters with 
scientific disinterestedness. Most of them are driven by an envious resent- 
ment against those whose incomes are larger than their own. This bias makes 
it impossible for them to see things as they really are. For them the main 
thing is not tc! improve the conditions of the masses, !mt fr? harm the 
entrepreneurs and capitalists even if this policy victimizes the immense 
majority of the people. 

In the eyes of the interventionists the mere existence of profits is objec- 
tionable. They speak of profit without dealing with its corollary, loss. They 
do not comprehend that profit and loss are the instruments by means of 
which the consumers keep a tight rein on all entrepreneurial activities. It is 
profit and loss that make the consumers supreme in the direction of business. 532 

It is absurd to contrast production for profit and production for use. On the 
unhampered market a man can earn profits only by supplying the consumers 
in the best and cheapest way with the goods they want to use. Profit and 
loss withdraw the material factors of production from the hands of the 
inefficient and place them in the hands of the more efficient. It is their social 
P i i i d i ~ i i  to make a m a n  the more  in&xien:ia! in the conbiict ~f l i i i 3 i i i ~ ~ ~  the 
better he succeeds in producing commodities for which people scramble. The 
consumers suffer when the laws of the country prevent the most efficient 
entrepreneurs from expanding the sphere of their activities. What made 
some enterprises develop into "big business" was precisely their success in 
filling best the demand of the masses. 

Anti-capitalistic policies sabotage the operation of the capitalist system of 
the market economy. The failure of interventionism does not demonstrate 
the necessity of adopting socialism. It merely exposes the futility of inter- 
ventionism. All those evils which the self-styled "progressives" interpret as 
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evidence of the failure of capitalism are the outcome of their allegedly 
beneficial interference with the market. Only the ignorant, wrongly identi- 
fying interventionism and capitalism, believe that the remedy for these evils 
is socialism. 

The Dictatorial, Anti-Democratic and Socialist Character of Interventionism 

Many advocates of interventionism are bewildered when one tells them 
that in recommending interventionism they themselves are fostering anti- 
democratic and dictatorial tendencies and the establishment of totalitarian 
socialism. They protest that they are sincere believers and opposed to tyranny 
and socialism. What they aim at is only the improvement of the conditions 
of the poor. They say that they are driven by considerations of social justice, 
and favour a fairer distribution of income precisely because they are intent 
upon preserving capitalism and its political corollary or superstructure, viz., 
democratic government. 

533 What these people fail to realize is that the various measures they suggest 
are not capable of bringing about the beneficial results aimed at. On the 
contrary they produce a state of affairs which from the point of view of their 
advocates is worse than the previous state which they were designed to alter. 
If the government, faced with this failure of its first intervention, is not 
prepared to undo its interference with the market and to return to a free 
economy, it must add to its first measure more and more regulations and 
restrictions. Proceeding step by step on this way it finally reaches a point in 
which all economic freedom of individuals has disappeared. Then socialism 
nf the German patterni the Zmngsx~irf .schnff  of the blazis, emerges. 

We have already mentioned the case of minimum wage rates. Let us 
illustrate the matter further by an analysis of a typical case of price control. 

If the government wants to make it possible for poor parents to give more 
milk to their children, it must buy milk at the market price and sell it to 
those poor people with a loss at a cheaper rate; the loss may be covered from 
the means collected by taxation. But if the government simply fixes the price 
of milk at a lower rate than the market, the results obtained will be contrary 
to the aims of the government. The marginal producers will, in order to 
avoid losses, go out of the business of producing and selling milk. There will 
be less milk available for the consumers, not more. This outcome is contrary 
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to the government's intentions. The government interfered because it con- 
sidered milk as a vital necessity. It did not want to restrict its supply. 

Now the government has to face the alternative: either to refrain from any 
endeavours to control prices, or to add to its first measure a second one, i.e., 
to fix the prices of the factors of production necessary for the production of 
milk. Then the same story repeats itself on a remoter plane: the government 
has again to fix the prices of the factors of production necessary for the 
production of those factors of production which are needed for the production 
of milk. Thus the government has to go further and further, fixing the prices 
of all the factors of production-both human (labour) and material-and 
forcing every entrepreneur and every worker to continue work at these prices 
and wages. No branch of production can be omitted from this all-round 
fixing of prices and wages and this general order to continue production. If 
some branches of production were left free, the result would be a shifting 
of capital andlabour to them and a corresponding fall of the supply of the 534 

goods whose prices the government had fixed. However, it is precisely these 
goods which the government considers as especially important for the sat- 
isfaction of the needs of the masses. 

But when this state of all-round control of business is achieved, the market 
economy has been replaced by a system of planned economy, by socialism. 
Of course, this is not the socialism of immediate state management of every 
plant by the government as in Russia, but the socialism of the German or 
Nazi pattern. 

Many people were fascinated by the alleged success of German price 
control. They said: You have only to be as brutal and ruthless as the Nazis 
and you will succeed in controlling prices. What these people, eager to fight 
Nazism by adopting its methods, did not see was that the Nazis did not 
enforce price control within a market society, but they established a full 
socialist system, a totalitarian commonwealth. 

Price control is contrary to purpose if it is limited to some commodities 
=dY. It cannct wGrk satisfactGri!y \\7ithix a market ec=fi=m~~. J TC IL +ha LLIL c-rn~rarm- 6" v ~ 1 1 1  

ment does not draw from this failure the conclusion that it must abandon 
all attempts to control prices, it must go further and further until it substitutes 
socialist all-round planning for the market economy. 

Production can either be directed by the prices fixed on the market by the 
buying and by the abstention from buying on the part of the public. Or it 
can be directed by the government's central board of production manage- 
ment. There is no third solution available. There is no third social system 
feasible which would be neither market economy nor socialism. Government 
control of only a part of prices must result in a state of affairs which-without 
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any exception--everybody considers as absurd and contrary to purpose. Its 
inevitable result is chaos and social unrest. 

It is this that the economists have in mind in referring to economic law 
and asserting that interventionism is contrary to economic law. 

In the market economy the consumers are s~i.preme; Their buying and 
their abstention from buying ultimately determine what the entrepreneurs 
produce and in what quantity and quality. It determines directly the prices 
of the consumers' goods and indirectly the prices of all producers' goods, 
viz., labour and material factors of production. It determines the emergence 

535 of profits and losses and the formation of the rate of interest. It determines 
every individual's income. The focal point of the market economy is the 
market, i.e., the process of the formation of commodity prices, wage rates 
and interest rates and their derivatives, profits and losses. It makes all men 
in their capacity as producers responsible to the consumers. This dependence 
is direct with entrepreneurs, capitalists, farmers and professional men, and 
indirect with people working for salaries and wages. The market adjusts the 
efforts of all those engaged in supplying the needs of the consumers to the 
wishes of those for whom they produce, the consumers. It subjects production 
to consumption. 

The market is a democracy in which every penny gives a right to vote. It 
is true that the various individuals have not the same power to vote. The 
richer man casts more ballots than the poorer fellow. But to be rich and to 
earn a higher income is, in the market economy, already the outcome of a 
previous election. The only means to acquire wealth and to preserve it, in 
a market economy not adulterated by government-made privileges and re- 
strictions, is to serve the consumers in the best and cheapest way. Capitalists 
and landowners who fail in this regard suffer losses. If they do not change 
their procedure, they lose their wealth and become poor. It is consumers 
who make poor people rich and rich people poor. It is the consumers who 
fix the wages of a movie star and an opera singer at a higher level than those 
of a welder or an accountant. 

- - 

Every individual is free to disagree with the outcome of an election cam- 
paign or of the market process. But in a democracy he has no other means 
to alter things than persuasion. If a man were to say: "I do not like the mayor 
elected by majority vote; therefore I ask the government to replace him by 
the man I prefer," one would hardly call him a democrat. But if the same 
claims are raised with regard to the market, most people are too dull to 
discover the dictatorial aspirations involved. 

The consumers have made their choices and determined the income of the 
shoe manufacturer, the movie star and the welder. Who is Professor X to 
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arrogate to himself the privilege of overthrowing their decision? If he were 
not a potential dictator, he would not ask the government to interfere. He 
would try to persuade his fellow-citizens to increase their demand for the 
products of the welders and to reduce their demand for shoes and pictures. 

The consumers are not prepared to pay for cotton prices which would 536 

render the marginal farms, i.e., those producing under the least favourable 
conditions, profitable. This is very unfortunate indeed for the farmers con- 
cerned; they must discontinue growing cotton and try to integrate themselves 
in another way into the whole of production. 

But what shall we think of the statesman who interferes by compulsion 
in order to raise the price of cotton above the level it would reach on the free 
market? What the interventionist aims at is the substitution of police pressure 
for the choice of the consumers. All this talk: the state should do this or that, 
ultimately means: the police should force consumers to behave otherwise 
than they would behave spontaneously. In such proposals as: let us raise 
farm prices, let us raise wage rates, let us lower profits, let us curtail the 
salaries of executives, the us ultimately refers to the police. Yet the authors 
of these projects protest that they are planning for freedom and industrial 
democracy. 

In most non-socialist countries the labour unions are granted special rights. 
They are permitted to prevent non-members from working. They are allowed 
to call a strike and, when on strike, are virtually free to employ violence 
against all those who are prepared to continue working, viz., the strike- 
breakers. This system assigns an unlimited privilege to those engaged in vital 
branches of industry. Those workers whose strike cuts off the supply of 
water, light, food and other necessities are in a position to obtain all they 
want at the expense of the rest of the population. It is true that in the United 
States their unions have up to now exercised some moderation in taking 
advantage of this opportunity. Other American unions and many European 
unions have been less cautious. They are intent upon enforcing wage in- 
creases t4~ithclt bethering about the disrcter inevit&!v resilltino. 

J ------*-- b 

The interventionists are not shrewd enough to realize that labour union 
pressure and compulsion are absolutely incompatible with any system of 
social organization. The union problem has no reference whatsoever to the 
right of citizens to associate with one another in assemblies and associations; 
no democratic country denies its citizens this right. Neither does anybody 
dispute a man's right to stop work and to go on strike. The only question 
is whether or not the unions should be granted the privilege of resorting 
with impunity to violence. This privilege is no less incompatible with socialism 537 

than with capitalism. No social co-operation under the division of labour is 
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possible when some people or unions of people are granted the right to 
prevent by violence and the threat of violence other people from working. 
When enforced by violence, a strike in vital branches of production or a 
general strike are tantamount to a revolutionary destruction of society. 

A government abdicates if it tolerates any non-governmental agency's use 
of violence. If the government forsakes its monopoly of coercion and com- 
pulsion, anarchic conditions result. If it were true that a democratic system 
of government is unfit to protect unconditionally every individual's right to 
work in defiance of the orders of a union, democracy would be doomed. 
Then dictatorship would be the only means to preserve the division of labour 
and to avoid anarchy. What generated dictatorship in Russia and Germany 
was precisely the fact that the mentality of these nations made suppression 
of union violence unfeasible under democratic conditions. The dictators 
abolished strikes and thus broke the spine of labour unionism. There is no 
question of strikes in the Soviet empire. 

It is illusory to believe that arbitration of labour disputes could bring the 
unions into the framework of the market economy and make their functioning 
compatible with the preservation of domestic peace. Judicial settlement of 
controversies is feasible if there is a set of rules available, according to which 
individual cases can be judged. But if such a code is valid and its provisions 
are applied to the determination of the height of wage rates, it is no longer 
the market which fixes them, but the code and those who legislate with 
regard to it. Then the government is supreme and no longer the consumers 
buying and selling on the market. If no such code exists, a standard according 
to which a controversy between employers and employees could be decided 
is lacking. It is vain to speak of "fair" wages in the absence of such a code. 
The notion of fairness is nonsensical if not related to an established standard. 
In practice, if the employers do not yield to the threats of the unions, 
arbitration is tantamount to the determination of wage rates by the govern- 
ment-appointed arbitrator. Peremptory - - authoritarian decision is substituted 
for the-market price. The issue is always the same: the government or the 
market. There is no third solution. 

Metaphors are often very useful in elucidating complicated problems and 
538 in making them comprehensible to less intelligent minds. But they become 

misleading and result in nonsense if people forget that every comparison is 
imperfect. It is silly to take metaphorical idioms literally and to deduce from 
their interpretation features of the object one wished to make more easily 
understandable by their use. There is no harm in the economists' description 
of the operation of the market as automatic and in their custom of speaking 
of the anonymous forces operating on the market. They could not anticipate 
that anybody would be so stupid as to take these metaphors literally. 
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No "automatic" and "anonymous" forces actuate the "mechanism" of the 
market. The only factors directing the market and determining prices are 
purposive acts of men. There is no automatism; there are men consciously 
aiming at ends chosen and deliberately resorting to definite means for the 
attainment of these ends. There are no mysterious mechanical forces; there 
is only the will of every individual to satisfy his demand for various goods. 
There is no anonymity; there are you and I and Bill and Joe and all the rest. 
And each of us is engaged both in production and consumption. Each 
contributes his share to the determination of prices. 

The dilemma is not between automatic forces and planned action. It is 
between the democratic process of the market, in which every individual 
has his share, and the exclusive rule of a dictatorial body. Whatever people 
do in the market economy, is the execution of their own plans. In this sense 
every human action means planning. What those calling themselves planners 
advocate is not the'substitution of planned action for letting things go. It is 
the substitution of the planner's own plan for the plans of his fellow-men. 
The planner is a potential dictator who wants to deprive all other people of 
the power to plan and act according - to their own plans. He aims at one thing - 
only: the exclusive absolute pre-eminence of his own plan. 

It is no less erroneous to declare that a government that is not socialistic 
has no plan. Whatever a government does is the execution of a plan, i.e., 
of a design. One may disagree with such a plan. But one must not say that 
it is not a plan at all. Professor Wesley C. Mitchell maintained that the British 
liberal government "planned to have no plan."Wowever, the British gov- 
ernment in the liberal age certainly had a definite plan. Its plan was private 
ownership of the means of production, free initiative and market economy. 
Great Britain was very prosperous indeed under this plan which according 539 

to Professor Mitchell is "no plan." 
The planners pretend that their plans are scientific and that there cannot 

be disagreement with regard to them among well-intentioned and decent 
penple. H~wever, there is 110 swh thi,n.- 0 as a scientific cq$t. Scimce is 
competent to establish what is. It can never dictate what ought to be and 
what ends people should aim at. It is a fact that men disagree in their value 
judgments. It is insolent to arrogate to oneself the right to overrule the plans 
of other people and to force them to submit to the plan of the planner. Whose 
plan should be executed? The plan of the CIO or those of any other group? 
The plan of Trotsky or that of Stalin? The plan of Hitler or that of Strasser? 

When people were committed to the idea that in the field of religion only 

Wesley C. Mitchell, "The Social Sciences and National Planning" in Planned Society, ed. Findlay 
Mackenzie (New York, 1937)~ p. 112 



494 Epilogue 

one plan must be adopted, bloody wars resulted. With the acknowledgment 
of the principle of religious freedom these wars ceased. The market economy 
safeguards peaceful economic co-operation because it does not use force 
upon the economic plans of the citizens. If one master plan is to be substituted 
for the plans of each citizen, endless fighting must emerge. Those who 
disagree with the dictator's plan have no other means to carry on than to 
defeat the despot by force of arms. 

It is an illusion to believe that a system of planned socialism could be 
operated according to democratic methods of government. Democracy is 
inextricably linked with capitalism. It cannot exist where there is planning. 
Let us refer to the words of the most eminent of the contemporary advocates 
of socialism. Professor Harold Laski declared that the attainment of power 
by the British Labour Party in the normal parliamentary fashion must result 
in a radical transformation of parliamentary government. A socialist admin- 
istration needs "guarantees" that its work of transformation would not be 
"disrupted" by repeal in event of its defeat at the polls. Therefore the 
suspension of the Constitution is "ine~itable."~ How pleased would Charles 
i and George iii have been if they had known the books of Professor Laski! 

Sidney and Beatrice Webb (Lord and Lady Passfield) tell us that "in any 
corporate action a loyal unity of thought is so important that, if anything is 

540 to be achieved, public discussion must be suspended between the promul- 
gation of the decision and the accomplishment of the task." Whilst "the work 
is in progress" any expression of doubt, or even of fear that the plan will not 
be successful, is "an act of disloyalty, or even of trea~hery."~ Now as the 
process of production never ceases and some work is always in progress and 
there is always something to be achieved, it follows that a socialist government 
must never concede any freedom of speech and the press. "A loyal unity of 
thought," what a high-sounding circumlocution for the ideals of Philip I1 
and the Inquisition! In this regard another eminent admirer of the Soviets, 
Mr. T. G. Crowther, speaks without any reserve. He plainly declares that 
inquisition is "beneficial to science when it protects a rising c las~,"~ i.e., 
when Mr. Crowtherls friends resort to it. Hundreds of similar dicta could be 
quoted. 

In the Victorian age, when John Stuart Mill wrote his essay On Liberty, 
such views as those held by Professor Laski, Mr. and Mrs. Webb and Mr. 
Crowther were called reactionary. Today they are called "progressive" and 

Laski, Democracy in Crisis (Chapel Hill, 1933), pp. 87-8. 
' Sidney and Beatrice Webb, Soviet Communism: A New Civilization? (New York, 1936), Vol. 11, pp. 
1038-39. 
T. G. Crowther, Social Relations of Science (London, 1941)~ p. 333. 
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"liberal." On the other hand people who oppose the suspension of parlia- 
mentary government and of the freedom of speech and the press and the 
establishment of inquisition are scorned as "reactionaries," as "economic 
royalists" and as "Fascists." 

Those interventionists who consider interventionism as a method of bring- 
ing about full socialism step by step are at least consistent. If the measures 
adopted fail to achieve the beneficial results expected and end in disaster, 
they ask for more and more government interference until the government 
has taken over the direction of all economic activities. But those interven- 
tionists who look at interventionism as a means of improving capitalism and 
thereby preserving it are utterly confused. 

In the eyes of these people all the undesired and undesirable effects of 
government interference with business are caused by capitalism. The very 
fact that a governmental measure has brought about a state of affairs which 
they dislike is for them a justification of further measures. They fail, for 
instance, to realize that the role monopolistic schemes play in our time is the 
effect of government interference such as tariffs and patents. They advocate 
government action for the preventhi of iiionopoly. Giie c d d  hardly imagine 
a more unrealistic idea. For the governments whom they ask to fight mo- 541 

nopoly are the same governments who are devoted to the principle of 
monopoly. Thus, the American New Deal Government embarked upon a 
thorough-going monopolistic organization of every branch of American busi- 
ness, by the NRA, and aimed at organizing American farming as a vast 
monopolistic scheme, restricting farm output for the sake of substituting 
monopoly prices for the lower market prices. It was a party to various 
international commodity control agreements the undisguised aim of which 
was to establish international monopolies of various commodities. The same 
is true of all other governments. The Union of Soviet Socialist Republics was 
also a party to some of these intergovernmental monopolistic  convention^.^ 
Its repugnance for collaboration with the capitalistic countries was not so 
great as to cause it to miss any opportunity for fostering monopoiy. 

The programme of this self-contradictory interventionism is dictatorship, 
supposedly to make people free. But the liberty its supporters advocate is 
liberty to do the "right" things, i.e., the things they themselves want to be 
done. They are not only ignorant of the economic problem involved. They 
lack the faculty of logical thinking. 

The most absurd justification of interventionism is provided by those who 

The collection of these conventions, published by The International Labour Office under the title 
lntergovernmenfal Commodity Control Agreements (Montreal, 1943). 
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look upon the conflict between capitalism and socialism as if it were a contest 
over the distribution of income. Why should not the propertied classes be 
more compliant? Why should they not accord to the poor workers a part of 
their ample revenues? Why should they oppose the government's design to 
raise ihe share of ihe underprivileged by decreeing minimum wage rates and 
maximum prices and by cutting profits and interest rates down to a "fairer" 
level? Pliability in such matters, they say, would take the wind from the sails 
of the radical revolutionaries and preserve capitalism. The worst enemies of 
capitalism, they say, are those intransigent doctrinaires whose excessive 
advocacy of economic freedom, of laisser-faire and Manchesterism renders 
vain all attempts to come to a compromise with the claims of labour. These 
adamant reactionaries are alone responsible for the bitterness of contem- 
porary party strife and the implacable hatred it generates. What is needed 

542 is the substitution of a constructive programme for the purely negative 
attitude of the economic royalists. And, of course, "constructive" is in the 
eyes of these people only interventionism. 

However, this mode of reason in^ 0 is - ~ntirelv ---- J vicious. It fakes fnr 0- o r n n t ~ d  ----I 

that the various measures of government interference with business will 
attain those beneficial results which their advocates expect from them. It 
blithely disregards all that economics says about their futility in attaining the 
ends sought, and their unavoidable and undesirable consequences. The 
question is not whether minimum wage rates are fair or unfair, but whether 
or not they bring about unemployment of a part of those eager to work. By 
calling these measures just, the interventionist does not refute the objections 
raised against their expediency by the economists. He merely displays ig- 
norance of the question at issue. 

The conflict between capitalism and socialism is not a contest between two 
groups of claimants concerning the size of the portions to be allotted to each 
of them out of a definite supply of goods. It is a dispute concerning what 
system of social organization best serves human welfare. Those fighting 
socialism do not reject socialism because they envy the workers the benefits 
they (the workers) could allegedly derive from the socialist mode of pro- 
duction. They fight socialism precisely because they are convinced that it 
would harm the masses in reducing them to the status of poor serfs entirely 
at the mercy of irresponsible dictators. 

In this conflict of opinions everybody must make up his mind and take a 
definite stand. Everybody must side either with the advocates of economic 
freedom or with those of totalitarian socialism. One cannot evade this di- 
lemma by adopting an allegedly middle-of-the-road position, namely inter- 
ventionism. For interventionism is neither a middle way nor a compromise 
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between capitalism and socialism. It is a third system. It is a system the 
absurdity and futility of which is agreed upon not only by all economists but 
even by the Marxians. 

There is no such thing as an "excessive" advocacy of economic freedom. 
On the one hand, production can be directed by the efforts of each individual 
to adjust his conduct so as to fill the most urgent wants of the consumers 
in the most appropriate way. This is the market economy. On the other 
hand, production can be directed by authoritarian decree. If these decrees 
concern only some isolated items of the economic structure, they fail to attain 543 

the ends sought, and their own advocates do not like their outcome. If they 
come up to all-round regimentation, they mean totalitarian socialism. 

Men must choose between the market economy and socialism. The state 
can preserve the market economy in protecting life, health and private 
property against violent or fraudulent aggression; or it can itself control the 
conduct of all production activities. Some agency must determine what 
should be produced. If it is not the consumers by means of demand and 
supply on the market, it must be the government by compulsion. 

Socialism and Communism 

In the terminology of Mam and Engels the words communism and socialism 
are synonymous. They are alternately applied without any distinction be- 
tween them. The same was true for the practice of all Marxian groups and 
sects until 1917. The political parties of Mamism which considered the 
Communist Manifesto as the unalterable gospel of their doctrine called them- 
selves socialist parties. The most influential and most numerous of these - 

parties, the Geman party, ad~pted  the mime S d a !  Dem~cratic Party. In 
Italy, in France and in all other countries in which Mamian parties already 
played a role in political life before 1917, the term socialist likewise superseded 
the term communist. No Marxian ever ventured, before 1917, to distinguish 
between communism and socialism. 

In 1875, in his Criticism of the Gotha Programme of the German Social 
Democratic Party, Mam distinguished between a lower (earlier) and a higher 
(later) phase of the future communist society. But he did not reserve the 
name of communism to the higher phase, and did not call the lower phase 
socialism as differentiated from communism. 
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One of the fundamental dogmas of Mam is that socialism is bound to come 
"with the inexorability of a law of nature." Capitalist production begets its 
own negation and establishes the socialist system of public ownership of the 
means of production. This process "executes itself through the operation of 

544 the inherent laws of capitalist production."1° It is independent of the wills 
of people.ll It is impossible for'men to accelerate it, to delay it or to hinder 
it. For "no social system ever disappears before all the productive forces are 
developed for the development of which it is broad enough, and new higher 
methods of production never appear before the material conditions of their 
existence have been hatched out in the womb of previous society."I2 

This doctrine is, of course, irreconcilable with Mam's own political activities 
and with the teachings he advanced for the justification of these activities. 
Marx tried to organize a political party which by means of revolution and 
civil war should accomplish the transition from capitalism to socialism. The 
characteristic feature of their parties was, in the eyes of Marx and all Mamian 
doctrinaires, that they were revolutionary parties invariably committed to 
the idea of violent action. Their aim was to rise in rebellion, to establish the 
dictatorship of the proletarians and to exierr~iinate merdiessi-y aii bourgeois. 
The deeds of the Paris Cornmunards in 1871 were considered as the perfect 
model of such a civil war. The Paris revolt, of course, had lamentably failed. 
But later uprisings were expected to succeed.13 

However, the tactics applied by the Marxian parties in various European 
countries were irreconcilably opposed to each of these two contradictory 
varieties of the teachings of Karl Mam. They did not place confidence in the 
inevitability of the coming of socialism. Neither did they trust in the success 
of a revolutionary upheaval. They adopted the methods of parliamentary 
action. They solicited votes in election campaigns and sent their delegates 
into the parliaments. They "degenerated" into democratic parties. In the 
parliaments they behaved like other parties of the opposition. In some 
countries they entered into temporary alliances with other parties, and 
occasionally socialist members sat in the cabinets. Later, after the end of the 
first World War, the socialist parties became paramount in many parliaments. 
In some countries they ruled exclusively, in others in close co-operation with 
"bourgeois" parties. 

lo Marx, Das Knpital, 7th ed. (Hamburg, 1914). Vol. I, p. 728. Publisher's Note: In English edition, 
p. 836. 

Marx, Zur Kritik der politischen ~ekonornie, ed. Kautsky (Stuttgart, 1897), p. xi. Publisher's Note: 
In English edition by Kerr, pp. 11-12; by Eastrnan, p. lo. 
lZ Ibid., p. xii. Publisher's Note: In English edition by Kerr, p. 12; by Eastman, p. 11. 
l3 Marx, Der Burgerkrieg in Frankreich, ed. Pfemfert (Berlin, i919), passim. Publisher's Note: In En- 
glish, "The Civil War in France." Reprinted in Eastman anthology, pp. 367-429. 



Epilogue 499 

It is true that these domesticated socialists before 1917 never abandoned 
lip service to the rigid principles of orthodox Marxism. They repeated again 545 

and again that the coming of socialism is unavoidable. They emphasized the 
inherent revolutionary character of their parties. Nothing could arouse their 
anger more than when somebody dared to dispute their adamant revolu- 
tionary spirit. However, in fact they were parliamentary parties like all other 
parties. 

From a correct Marxian point of view, as expressed in the later writings 
of Mam and Engels (but not yet in the Communist Manifesto), all measures 
designed to restrain, to regulate and to improve capitalism were simply 
"petty-bourgeois" nonsense stemming from an ignorance of the immanent 
laws of capitalist evolution. True socialists should not place any obstacles in 
the way of capitalist evolution. For only the full maturity of capitalism could 
bring about socialism. It is not only vain, but harmful to the interests of the 
proletarians to resort to such measures. Even labour-unionism is not an 
adequate means for the improvement of the conditions of the workers.14 
Mam did not believe that interventionism could benefit the masses. He 
violently rejected the idea that such measures as minimum wage rates, p i c e  
ceilings, restriction of interest rates, social security and so on are preliminary 
steps in bringing about socialism. He aimed at the radical abolition of the 
wages system which can be accomplished only by communism in its higher 
phase. He would have sarcastically ridiculed the idea of abolishing the 
"commodity character" of labour within the frame of a capitalist society by 
the enactment of a law. 

But the socialist parties as they operated in the European countries were 
virtually no less committed to interventionism than the Sozialpolitik of the 
Kaiser's Germany and the American New Deal. It was against this policy 
that George Sorel and Syndicalism directed their attacks. Sorel, a timid 
intellectual of a bourgeois background, deprecated the "degeneration" of the 
socialist parties for which he blamed their penetration by bourgeois intellec- 
&.,I, U, ,..,,+,A 4, ",, *I., ",:A4 ,c -.cLl,,, ,,,,,,":,.,,,"" :,L ,,,, L :, 
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the masses, revived and freed from the guardianship of intellectual cowards. 
For Sorel nothing counted but riots. He advocated action directe, i.e., 
sabotage and the general strike, as initiatory steps towards the final great 
revolution. 

Sorel had success mostly among snobbish and idle intellectuals and no 546 
less snobbish and idle heirs of wealthy entrepreneurs. He did not perceptibly 
move the masses. For the Mamian parties in Western and Central Europe 
his passionate criticism was hardly more than a nuisance. His historical 

l4 Man,  Value, Price and Profit, ed. Eleanor Marx Aveling (New York, ~goi), pp. 72-74. 
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importance consisted mainly in the role his ideas played in the evolution of 
Russian Bolshevism and Italian Fascism. 

In order to understand the mentality of the Bolshevists we must again refer 
to the dogmas of Karl Marx. Marx was fully convinced that capitalism is a 
stage of economic history which i not limited tr? a few advmced colclntries 
only. Capitalism has the tendency to convert all parts of the world into 
capitalist countries. The bourgeoisie forces all nations to become capitalist 
nations. When the final hour of capitalism sounds, the whole world will be 
uniformly in the stage of mature capitalism, ripe for the transition to socialism. 
Socialism will emerge at the same time in all parts of the world. 

Marx erred on this point no less than in all his other statements. Today 
even the Marxians cannot and do not deny that there still prevail enormous 
differences in the development of capitalism in various countries. They realize 
that there are many countries which, from the point of view of the Marxian 
interpretation of history, must be described as precapitalistic. In these coun- 
tries the bourgeoisie has not yet attained a ruling position and has not yet 
set the historical stage of capitalism which is the necessary prerequisite of 
the appearance of sociaiism. These countries therefore must first accomplish 
their "bourgeois revolution" and must go through all phases of capitalism 
before there can be any question of transforming them into socialist countries. 
The only policy which Mamians could adopt in such countries would be to 
support the bourgeois unconditionally, first in their endeavours to seize 
power and then in their capitalistic ventures. A Marxian party could for a 
very long time have no other task than to be subservient to bourgeois 
liberalism. This alone is the mission which historical materialism, if consis- 
tently applied, could assign to Russian Marxians. They would be forced to 
wait quietly until capitalism should have made their nation ripe for socialism. 

But the Russian Marxians did not want to wait. They resorted to a new 
modification of Marxism according to which it was possible for a nation to 

547 skip one of the stages of historical evolution. They shut their eyes to the fact 
that this new doctrine was not a modification of Marxism, but rather the 
denial of the last remnant which was left of it. It was an undisguised return 
to the pre-Marxian and anti-Marxian socialist teachings according to which 
men are free to adopt socialism at any time if they consider it as a system 
more beneficial to the commonweal than capitalism. It utterly exploded all 
the mysticism inwrought into dialectical materialism and in the alleged 
Mamian discovery of the inexorable laws of mankind's economic evolution. 

Having emancipated themselves from Marxian determinism, the Russian 
Marxians were free to discuss the most appropriate tactics for the realization 
of socialism in their country. They were no longer bothered with economic 
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problems. They had no longer to investigate whether or not the time had 
come. They had only one task to accomplish, the seizure of the reins of 
government. 

One group maintained that lasting success could be expected only if the 
support of a sufficient number of the people, though not necessarily of the 
majority, could be won. Another group did not favour such a time-consuming 
procedure. They suggested a bold stroke. A small group of fanatics should 
be organized as the vanguard of the revolution. Strict discipline and uncon- 
ditional obedience to the chief should make these professional revolutionists 
fit for a sudden attack. They should supplant the Czarist government and 
then rule the country according to the traditional methods of the Czar's 
police. 

The terms used to signify these two groups-Bolshevists (majority) for the 
latter and Mensheviks (minority) for the former-refer to a vote taken in 1903 
at a meeting held for the discussion of these tactical issues. The only difference 
dividing the two groups from one another was this matter of tactical methods. 
They both agreed with regard to the ultimate end: socialism. 

R ~ t h  sects tried t~ j~stify their rp_sppctivp p~ints ~f view hv - n i ~ n t i n o  - - - -- .o n a s c a  - - ., - ups 
0-" 

from Marx's and Engels's writings. This is, of course, the Marxian custom. 
And each sect was in a position to discover in these sacred books dicta 
confirming its own stand. 

Lenin, the Bolshevist chief, knew his countrymen much better than his 
adversaries and their leader, Plekhanov, did. He did not, like Plekhanov, 
make the mistake of applying to Russians the standards of the Western 
nations. He remembered how foreign women had twice simply usurped 548 

supreme power and quietly ruled for a life-time. He was aware of the fact 
that the terrorist methods of the Czar's secret police were successful and he 
was confident that he could considerably improve on these methods. He was 
a ruthless dictator and he knew that the Russians lacked the courage to resist 
oppression. Like Cromwell, Robespierre and Napoleon, he was an ambitious 
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majority. The autocracy of the Romanovs was doomed because the unfor- 
tunate Nicholas I1 was a weakling. The socialist lawyer Kerensky failed 
because he was committed to the principle of parliamentary government. 
Lenin succeeded because he never aimed at anything else than his own 
dictatorship. And the Russians yearned for a dictator, for a successor of the 
Terrible Ivan. 

The rule of Nicholas I1 was not ended by a real revolutionary upheaval. 
It collapsed on the battlefields. Anarchy resulted which Kerensky could not 
master. A skirmish in the streets of Saint Petersburg removed Kerensky. A 
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short time later Lenin had his eighteenth Brumaire. In spite of all the terror 
practised by the Bolshevists the Constituent Assembly, elected by universal 
franchise for men and women, had only about twenty per cent Bolshevist 
members. Lenin dispelled by force of arms the Constituent Assembly. The 
sh~rt-fied "liberal" interlude was liquidated. Russia pasen kfmm the hands 
of the inept Romanovs into those of a real autocrat. 

Lenin did not content himself with the conquest of Russia. He was fully 
convinced that he was destined to bring the bliss of socialism to all nations, 
not only to Russia. The official name which he chose for his government- 
Union of the Soviet Socialist Republics-does not contain any reference to 
Russia. It was designed as the nucleus of a world government. It was implied 
that all foreign comrades by rights owed allegiance to this government and 
that all foreign bourgeois who dared to resist were guilty of high treason 
and deserved capital punishment. Lenin did not doubt in the least that all 
Western countries were on the eve of the great final revolution. He daily 
expected its outbreak. 

There was in the opinion of Lenin only one group in Europe that might- 
although without any prospect of success--try to prevent the revoiutionary 
upheaval: the depraved members of the intelligentsia who had usurped the 
leadership of the socialist parties. Lenin had long hated these men for their 

549 addiction to parliamentary procedure and their reluctance to endorse his 
dictatorial aspirations. He raged against them because he held them respon- 
sible for the fact that the socialist parties had supported the war effort of 
their countries. Already in his Swiss exile, which ended in 19x7, Lenin began 
to split the European socialist parties. Now he set up a new, a Third Inter- 
national which he controlled in the same dictatorial manner in which he 
directed the Russian Bolshevists. For this new party Lenin chose the name 
Communist Party. The communists were to fight unto death the various 
European socialist parties, these "social traitors," and they were to arrange 
the immediate liquidation of the bourgeoisie and seizure of power by the 
armed workers. Lenin did not differentiate between socialis& and commu- 
nism as social systems. The goal which he aimed at was not called communism 
as opposed to socialism. The official name of the Soviet government is Union 
of the Socialist (not of the Communist) Soviet Republics. In this regard he did 
not want to alter the traditional terminology which considered the terms as 
synonymous. He merely called his partisans, the only sincere and consistent 
supporters of the revolutionary principles of orthodox Marxism, communists 
and their tactical methods communism because he wanted to distinguish them 
from the "treacherous hirelings of the capitalist exploiters," the wicked Social 
Democratic leaders like Kautsky and Albert Thomas. These traitors, he 
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emphasized, were anxious to preserve capitalism. They were not true so- 
cialists. The only genuine Mamians were those who rejected the name of 
socialists, irremediably fallen into disrepute. 

Thus the distinction between communists and socialists came into being. 
Those Marxians who did not surrender to the dictator in Moscow called 
themselves social democrats or, in short, socialists. What characterized them 
was the belief that the most appropriate method for the realization of their 
plans to establish socialism, the final goal common to them as well as to the 
communists, was to win the support of the majority of their fellow-citizens. 
They abandoned the revolutionary slogans and tried to adopt democratic 
methods for the seizure of power. They did not bother about the problem 
whether or not a socialist regime is compatible with democracy. But for the 
attainment of socialism they were resolved to apply democratic procedures. 

The communists, on the other hand, were in the early years of the Third 550 

International firmly committed to the principle of revolution and civil war. 
They were loyal only to their Russian chief. They expelled from their ranks 
everybody who was suspected of feeling himself bound by any of his 
country's laws. They plotted unceasingly and squandered blood in unsuc- 
cessful riots. 

Lenin could not understand why the communists failed everywhere outside 
Russia. He did not expect much from the American workers. In the United 
States, the communists agreed, the workers lacked the revolutionary spirit 
because they were spoiled by well-being and steeped in the vice of money- 
making. But Lenin did not doubt that the European masses were class- 
conscious and therefore fully committed to revolutionary ideas. The only 
reason why the revolution had not been realized was in his opinion the 
inadequacy and cowardice of the communist officials. Again and again he 
deposed his vicars and appointed new men. But he did not succeed any 
better. 

In the Anglo-Saxon and in the Latin-American countries the socialist voters 
p h ~ e  C O R ~ ~ ~ ~ R E  h d e m ~ r r ~ f i r  methods. Here the I ? I _ ? I z ? ~  ~f n ~ n n l ~  r-r" whn """ 

seriously aim at a communist revolution is very small. Most of those who 
publicly proclaim their adherence to the principles of communism would feel 
extremely unhappy if the revolution were to arise and expose their lives and 
their property to danger. If the Russian armies were to march into their 
counties or if domestic communists were to seize power without engaging 
them in the fight, they would probably rejoice in the hope of being rewarded 
for their Marxian orthodoxy. But they themselves do not long for revolu- 
tionary laurels. 

It is a fact that in all these thirty years of passionate pro-Soviet agitation 
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not a single country outside Russia went communist of its citizens' own 
accord. Eastern Europe turned to communism only when the diplomatic 
arrangements of international power politics had converted it into a sphere 
of exclusive Russian influence and hegemony. It is unlikely that Western 
Germany, France, Italy and Spain will PS~OIISP m~ml-1nicm if the United 
States and Great Britain do not adopt a policy of absolute diplomatic 
"disintiressement." What gives strength to the communist movement in these 
and in some other countries is the belief that Russia is driven by an unflinching 
"dynamism" while the Anglo-Saxon powers are indifferent and not very 
much interested in their fate. 

551 Marx and the Mamians erred lamentably when they assumed that the 
masses long for a revolutionary overthrow of the "bourgeois" order of society. 
The militant communists are to be found only in the ranks of those who 
make a living from their communism or expect that a revolution would 
further their personal ambitions. The subversive activities of these profes- 
sional plotters are dangerous precisely on account of the naivety of those 
who are merely flirting with the revolutionary idea. Those confused and 
misguided sympathizers who caii themseives "iiberais" and whom the com- 
munists call "useful innocents," the fellow-travellers and even the majority 
of the officially registered party members, would be terribly frightened if 
they were to discover one day that their chiefs mean business when preaching 
sedition. But then it may be too late to avert disaster. 

For the time being, the ominous peril of the communist parties in the West 
lies in their stand on foreign affairs. The distinctive mark of all present-day 
communist parties is their devotion to the aggressive foreign policy of the 
Soviets. Whenever they must choose between Russia and their own country, 
they do not hesitate to prefer Russia. Their principle is: Right or wrong, my 
Russia. They strictly obey all orders issued from Moscow. When Russia was 
an ally of Hitler, the French communists sabotaged their own country's war 
effort and the American communists passionately - opposed A -  President Roo- 
sevelt's plans to aid England and ~ r a k e  in their struggle against the Nazis. 
The communists all over the world branded all those who defended them- 
selves against the German invaders as "imperialist warmongers." But as 
soon as Hitler attacked Russia, the imperialist war of the capitalists changed 
over-night into a just war of defence. Whenever Stalin conquers one more 
country, the communists justify this aggression as an act of self-defence 
against "Fascists ." 

In their blind worship of everything that is Russian, the communists of 
Western Europe and the United States by far surpass the worst excesses ever 
committed by chauvinists. They wax rapturous about Russian movies, Rus- 
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sian music and the alleged discoveries of Russian science. They speak in 
ecstatic words about the economic achievements of the Soviets. They ascribe 
the victory of the United Nations to the deeds of the Russian armed forces. 
Russia, they contend, has saved the world from the Fascist menace. Russia 
is the only free country while all other nations are subject to the dictatorship 552 

of the capitalists. The Russians alone are happy and enjoy the bliss of living 
a full life; in the capitalist countries the immense majority are suffering from 
frustration and unfulfilled desires. Just as the pious Muslim yearns for a 
pilgrimage to the Prophet's tomb at Mecca, so the communist intellectual 
deems a pilgrimage to the holy shrines of Moscow as the event of his life. 

However, the distinction in the use of the terms communists and socialists 
did not affect the meaning of the terms communism and socialism as applied 
to the final goal of the policies common to them both. It was only in 1928 
that the programme of the Communist International, adopted by the sixth 
congress in began to differentiate between communism and so- 
cialism (and not merely between communists and socialists). 

According to this new doctrine there is, in the economic evolution of 
mankind, between the historical stage of capitalism and that of communism, 
a third stage, namely that of socialism. Socialism is a social system based on 
public control of the means of production and full management of all pro- 
cesses of productian and distribution by a planning central authority. In this 
regard it is equal to communism. But it differs from communism in so far 
as there is no equality of the portions alIotted to each individual for his own 
consumption. There are still wages paid to the comrades and these wage 
rates are graduated according to economic expediency as far as the central 
authority deems it necessary for securing the greatest possible output of 
products. What Stalin calls socialism corresponds by and large to M a d s  
concept of the "early phase" of communism. Stalin reserves the term com- 
munism exclusively for what M a n  called the "higher phase" of communism. 
Socialism, in the sense in which Stalin has lately used the term, is moving 
towards communism, but is in itself not yet communism. Socialism will turn 
into communism as soon as the increase in wealth to be expected from the 
operation of the socialist methods of production has raised the lower standard 
of living of the Russian masses to the higher standard which the distinguished 
holders of important offices enjoy in present-day Russia.'" 

The apologetical character of this new terminological practice is obvious. 553 

l5 Blueprintfor World Conquest as Outlined by the Communist International, Human Events (Washington 
and Chicago, 1946), pp. 181-82. 
l6 David J .  Daltin, The Real Soviet Russia (Yale University Press, 194.4, pp. 88-95. 
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Stalin finds it necessary to explain to the vast majority of his subjects why 
their standard of living is extremely low, much lower than that of the masses 
in the capitalist countries and even lower than that of the Russian proletarians 
in the days of Czarist rule. He wants to justify the fact that salaries and wages 
avo ~ i n ~ n i ~ a l  that  2 s ~ a ! !  group of S~\&at efficia!~ e j q s  a!! the !uxzr;,es "'b """1""', .A'"' 
modern technique can provide, that a second group, more numerous than 
the first one, but less numerous than the middle class in imperial Russia, 
lives in "bourgeois" style, while the masses, ragged and barefooted, subsist 
in congested slums and are poorly fed. He can no longer blame capitalism 
for this state of affairs. Thus he was compelled to resort to a new ideological 
makeshift. 

Stalin's problem was the more burning as the Russian communists in the 
early days of their rule had passionately proclaimed income equality as a 
principle to be enforced from the first instant of the proletarians' seizure of 
power. Moreover, in the capitalist countries the most powerful demagogic 
trick applied by the Russia-sponsored communist parties is to excite the envy 
of those with lower incomes against all those with higher incomes. The main 
argument advanced by the communists for the support of their thesis that 
Hitler's National Socialism was not genuine socialism, but, on the contrary, 
the worst variety of capitalism, was that there was in Nazi Germany inequality 
in the standard of living. 

Stalin's new distinction between socialism and communism is in open 
contradiction to the policy of Lenin, and no less to the tenets of the propa- 
ganda of the communist parties outside the Russian frontiers. But such 
contradictions do not matter in the realm of the Soviets. The word of the 
dictator is the ultimate decision, and nobody is so foolhardy as to venture 
opposition. 

It is important to realize that Stalin's semantical innovation affects merely 
the terms communism and socialism. He did not alter the meaning of the 
terms socialist and communist. The Bolshevist party is just as before called 
communist. The Russophile parties beyond the borders of the Soviet Union 
call themselves communist parties and are violently fighting the socialist 
parties which, in their eyes, are simply social traitors. But the official name 
of the Union of Soviet Socialist Republics remains unchanged. 

Russia's Aggressiveness 

The German, Italian and Japanese nationalists justified their aggressive 
policies by their lack of Lebensraum. Their countries are comparatively over- 
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populated. They are poorly endowed by nature and depend on the import 
of foodstuffs and raw materials from abroad. They must export manufactures 
to pay for these badly needed imports. But the protectionist policies espoused 
by the countries producing a surplus of foodstuffs and raw materials close 
their frontiers to import of manufactures. The world is manifestly tending 
towards a state of full economic autarky of each nation. In such a world, 
what fate is in store for those nations who can neither feed nor clothe their 
citizens out of domestic resources? 

The Lebensraum doctrine of the self-styled "have-not" peoples emphasizes 
that there are in America and in Australia millions of acres of unused land 
much more fertile than the barren soil which the farmers of the have-not 
nations are tilling. Natural conditions for mining and manufacturing are 
likewise much more propitious than in the countries of the have-nots. But 
the German, Italian and Japanese peasants and workers are barred from 
access to these areas favoured by nature. The immigration laws of the 
comparatively underpopulated countries prevent their migration. These laws 
raise the marginal productivity of labour and thereby wage rates in the 
underpopulated countries and lower them in the overpopulated countries. 
The high standard of living in the United States and the British Dominions 
is paid for by a lowering of the standard of living in the congested countries 
of Europe and Asia. 

The true aggressors, say these German, Italian and Japanese nationalists, 
are those nations who by means of trade and migration barriers have arro- 
gated to themselves the lion's share of the natural riches of the earth. Has 
not the Pope" himself declared that the root causes of the World Wars are 
"that cold and calculating egoism which tends to hoard the economic re- 
sources and materials destined for the use of all to such an extent that the 
nations less favoured by nature are not permitted access to them"?17 The war 
that Hitler, Mussolini and Hirohito kindled was from this point of view a 
just war, for its only aim was to give to the have-nots what, by virtue of 555 

naftm! and divine right, be!mgs te them. 
The Russians cannot venture to justify their aggressive policy by such 

arguments. Russia is a comparatively underpopulated country. Its soil is 
much better endowed by nature than that of any other nation. It offers the 
most advantageous conditions for the growing of all kinds of cereals, fruits, 
seeds and plants. Russia owns immense pastures and almost inexhaustible 
forests. It has the richest resources for the production of gold, silver, platinum, 
iron, copper, nickel, manganese and all other metals, and of oil. But for the 

l7 Christmas Eve broadcast, New York Times, December 25, 1941. 
* Pius XI1 (pope, 19391958) (Pub.). 
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despotism of the Czars and the lamentable inadequacy of the communist 
system, its population could long since have enjoyed the highest standard 
of living. It is certainly not lack of natural resources that pushes Russia 
towards conquest. 

L&ds aggressiver?ess was an eutgmewth ef his co~.,viction that he was 
the leader of the final world revolution. He considered himself as the legit- 
imate successor of the First International, destined to accomplish the task in 
which Mam and Engels had failed. The knell of capitalism had sounded, 
and no capitalist machinations could delay the expropriation of the expro- 
priators any longer. What was needed was only the dictator of the new social 
order. Lenin was ready to take the burden upon his shoulders. 

Since the days of the Mongol invasions mankind has not had to face such 
an unflinching and thorough-going aspiration for unlimited world suprem- 
acy. In every country the Russian emissaries and the communist fifth columns 
were fanatically working for the "Anschluss" to Russia. But Lenin lacked 
the first four columns. Russia's military forces were at that time contemptible. 
When they crossed the Russian borders, they were stopped by the Poles. 
They could not march further West. The geat  campaignfor wohd conquest 
petered out. 

It was just idle talk to discuss the problems whether communism in one 
country only is possible or desirable. The communists had failed utterly 
outside the Russian frontiers. They were forced to stay at home. 

Stalin devoted all his energy to the organization of a standing army of a 
size the world had never seen before. But he was not more successful than 
Lenin and Trotsky had been. The Nazis easily defeated this army and 
occupied the most important part of Russia's territory. Russia was saved by 

556 the British and, above all, by the American forces. American Lend-Lease 
enabled the Russians to follow on the heels of the Germans when the scarcity 
of equipment and the threatening American invasion forced them to with- 
draw from Russia. They could even occasionally defeat the rearguards of the 
retreating Nazis. They could conquer Berlin and Vienna when the American 
airplanes had smashed the German defences. When the Americans had 
crushed the Japanese, the Russians could quietly stab them in the back. 

Of course, the communists inside and outside of Russia and the fellow- 
travellers passionately contend that it was Russia that defeated the Nazis 
and liberated Europe. They pass over in silence the fact that the only reason 
why the Nazis could not capture Moscow, Leningrad and Stalingrad was 
their lack of munitions, airplanes and gasoline. It was the blockade that made 
it impossible for the Nazis to provide their armies with the equipment needed, 
and to construct in the occupied Russian territory a transport system that 
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could ship this equipment to the far distant front line. The decisive battle of 
the war was the battle of the Atlantic. The great strategical events in the war 
against Germany were the conquest of Africa and Sicily and the victory in 
Normandy. Stalingrad was, when measured by the gigantic standards of this 
war, hardly more than a tactical success. In the struggle against the Italians 
and the Japanese, Russia's share was nil. 

But the spoils of the victory go to Russia alone. While the other United 
Nations do not seek for territorial aggrandizement, the Russians are in full 
swing. They have annexed the three Baltic Republics, Bessarabia, Czecho- 
slovakia's province of Carpatho-Russia,18 a part of Finland, a great part of 
Poland and huge territories in the Far East. They claim the rest of Poland, 
Rumania, Hungary, Yugoslavia, Bulgaria, Korea and China as their exclusive 
sphere of influence. They are anxious to establish in these countries "friendly" 
governments, i.e. puppet governments. But for the opposition raised by the 
United States and Great Britain they would rule today in the whole of 
continental Europe, continental Asia and Northern Africa. Only the American 
and British garrisons in Germany bar the Russians' way to the shores of the 
Atlantic. - - - - -- - - -- - . 

Today, no less than after the first World War, the real menace for the West 557 

does not lie in the military power of Russia. Great Britain could easily repel 
a Russian attack and it would be sheer lunacy for the Russians to undertake 
a war against the United States. Not the Russian armies, but the communist 
ideologies threaten the West. The Russians know it very well and place 
confidence not in their own army, but in their foreign partisans. They want 
to overthrow the democracies from within, not from without. Their main 
weapon is the pro-Russian machinations of their Fifth Columns. These are 
the crack divisions of Bolshevism. 

The communist writers and politicians inside and outside of Russia explain 
Russia's aggressive policies as mere self-defence. It is, they say, not Russia 
that plans aggression but, on the contrary, the decaying capitalist democra- 
cies. Iiissla warits merely to deferid its own indepeiideiice. This is an old 
and well-tried method of justifying aggression. Louis XIV and Napoleon I, 
Wilhelm I1 and Hitler were the most peace-loving of all men. When they 
invaded foreign countries, they did so only in just self-defence. Russia was 
as much menaced by Esthonia or Latvia as Germany was by Luxemburg or 
Denmark. 

An outgrowth of this fable of self-defence is the legend of the cordon 

lB The annexation of Carpatho-Russia utterly explodes their hypocritical indignation about the 
Munich agreements of 1938. 
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sanitaire. The political independence of the small neighbour countries of 
Russia, it is maintained, is merely a capitalist makeshift designed to prevent 
the European democracies from being infected with the germ of communism. 
Hence, it is concluded, these small nations have forfeited their right to 
independence. For Russia has the inalienable right to claim that its neigh- 
bours-and likewise its neighbours' neighbours-should only be ruled by 
"friendly," i.e., strictly communist, governments. What would happen to 
the world if all great powers were to make the same pretension? 

The truth is that it is not the governments of the democratic nations that 
aim at overthrowing the present Russian system. They do not foster pro- 
democratic fifth columns in Russia and they do not incite the Russian masses 
against their rulers. But the Russians are busy day and night fomenting 
unrest in every country. 

The very lame and hesitant intervention of the Allied Nations in the 
Russian Civil War was not a pro-capitalist and anti-communist venture. For 
the Allied Nations, involved in their struggle for life and death with the 
Germans, Lenin was at that time merely a tool of their deadly foes. Ludendorff 

558 1- - 3 3 -  -.-- L - 1 -  - 3 T nau uispdscneu  eni in tu Xussia in order to overthrow the Kerensky regime 
and to bring about the defection of Russia. The Bolshevists fought by force 
of arms all those Russians who wanted to continue the alliance with France, 
Great Britain and the United States. From a military point of view it was 
impossible for the Western nations to stay neutral while their Russian allies 
were desperately defending themselves against the Bolshevists. For the Allied 
Nations the Eastern Front was at stake. The cause of the "White" generals 
was their own cause. 

As soon as the war against Germany came to an end in 1918, the Allies 
lost interest in Russian affairs. There was no longer any need for an Eastern 
Front. They did not care a whit about the internal problems of Russia. They 
longed for peace and were anxious to withdraw from the fighting. They 
were, of course, embarrassed because they did not know how to liquidate 
their venture with propriety. Their generals were ashamed of abandoning 
companions in arms who had fought to the best of their abilities in a common 
cause. To leave these men in the lurch was in their opinion nothing short 
of cowardice and desertion. Such considerations of military honour delayed 
for some time the withdrawal of the inconspicuous Allied detachments and 
the termination of deliveries to the Whites. When this was finally accom- 
plished, the Allied statesmen felt relief. From then on they adopted a policy 
of strict neutrality with regard to Russian affairs. 

It was very unfortunate indeed that the Allied Nations had been willynilly 
entangled in the Russian Civil War. It would have been better if the military 
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situation of 1917 and 1918 had not compelled them to interfere. But one must 
not overlook the fact that the abandonment of intervention in Russia was 
tantamount to the final failure of President Wilson's policy. The United States 
had entered the war in order to make "the world safe for democracy." The 
victory had crushed the Kaiser and substituted in Germany a republican 
government for the comparatively mild and limited imperial autocracy. On 
the other hand, it had resulted in Russia in establishing a dictatorship 
compared with which the despotism of the Czars could be called liberal. But 
the Allies were not eager to make Russia safe for democracy as they had 
tried to do with Germany. After all, the Kaiser's Germany had parliaments, 
ministers responsible to the parliaments, trial by jury, freedom of thought, 
of religion and of the press not much more limited than in the West, and 
many other democratic institutions. But Soviet Russia was an unlimited 559 

despotism. 
The Americans, the French and the British failed to see things from this 

angle. But the anti-democratic forces in Germany, Italy, Poland, Hungary 
and the Balkans thought differently. As the nationalists of these countries 
interpreted it, the neutrality of the Allied Powers with regard to Russia was 
evidence of the fact that their concern for democracy had been a mere blind. 
The Allies, they argued, had fought Germany because they envied Germany's 
economic prosperity and they spared the new Russian autocracy because 
they were not afraid of Russian economic power. Democracy, these nation- 
alists concluded, was nothing else than a convenient catchword to delude 
gullible people. And they became frightened that the emotional appeal of 
this slogan would one day be used as a disguise for insidious assaults against 
their own independence. 

Since the abandonment of the intervention Russia had certainly no longer 
any reason to fear the great Western powers. Neither were the Soviets afraid 
of a Nazi aggression. The assertions to the contrary, very popular in Western 
Europe and in America, resulted from complete ignorance of German affairs. 
R g t  the Rcssians knew Germany and the Nazis. They had read ,h,leir: KamnC PI 

They learned from this book not only that Hitler coveted the Ukraine, but 
also that Hitler's fundamental strategical idea was to embark upon the 
conquest of Russia only after having definitely and forever annihilated 
France. The Russians were fully convinced that Hitler's expectation, as 
expressed in Mein Karnpf, that Great Britain and the United States would 
keep out of this war and would quietly let France be destroyed, was vain. 
They were certain that such a new world war, in which they themselves 
planned to stay neutral, would result in a new German defeat. And this 
defeat, they argued, would make Germany-if not the whole of Europe- 
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safe for Bolshevism. Guided by this opinion, Stalin already in the time of the 
Weimar Republic aided the then secret German rearmament. The German 
communists helped the Nazis as much as they could in their endeavours to 
undermine the Weimar regime. Finally Stalin entered in August 1939 into 
an open alliance with Hitler, in order to give - him a free hand against the 
west. 

What Stalin-like all other peopledid not anticipate was the overwhelm- 
560 ing success of the German armies in 1940. Hitler attacked Russia in 1941 

because he was fully convinced that not only France but also Great Britain 
was done for, and that the United States, menaced in the rear by Japan, 
would not be strong enough to interfere successfully with European affairs. 

The disintegration of the Hapsburg Empire in 1918 and the Nazi defeat in 
1945 have opened the gates of Europe to Russia. Russia is today the only 
military power on the European continent. But why are the Russians so 
intent upon conquering and annexing? They certainly do not need the 
resources of these countries. Neither is Stalin driven by the idea that such 
conquests could increase his popularity with the Russian masses. His subjects 
are indifferent to miliiaq- glory. 

It is not the masses whom Stalin wants to placate by his aggressive policy, 
but the intellectuals. For their Mamian orthodoxy is at stake, the very foun- 
dation of the Soviet might. 

These Russian intellectuals were narrow-minded enough to absorb mod- 
ifications of the Mamian creed which were in fact an abandonment of the 
essential teachings of dialectical materialism, provided that these modifica- 
tions flattered their Russian chauvinism. They swallowed the doctrine that 
their holy Russia could skip one of the inextricable stages of economic 
evolution as described by Mam. They prided themselves on being the van- 
guard of the proletariat and the world revolution who, by realizing socialism 
first in one country only, set up a glorious example for all other nations. But 
it is impossible to explain to them why the other nations do not finally catch 
up with Russia. In the writings of Mam and Engels, which one cannot keep 
out of their hands, they discover that the fathers of Marxism considered 
Great Britain and France and even Germany as the countries most advanced 
in civilization and in the evolution of capitalism. These students of the 
Mamian universities may be too dull to comprehend the philosophical and 
economic doctrines of the Mamian gospel. But they are not too dull to see 
that Mam considered those Western countries as much more advanced than 
Russia. 

Then some of these students of economic policies and statistics begin to 
suspect that the standard of living of the masses is much higher in the 
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capitalist countries than in their own country. How can this be? Why are 
conditions much more propitious in the United States which-although 
foremost in capitalist production-is most backward in awakening class- 
consciousness in the proletarians? 

The inference from these facts seems inescapable. If the most advanced 561 

countries do not adopt communism and fare rather well under capitalism, 
if communism is limited to a country which Mam considered as backward 
and does not bring about riches for all, is not perhaps the correct interpretation 
that communism is a feature of backward countries and results in general 
poverty? Must not a Russian patriot be ashamed of the fact that his country 
is committed to this system? 

Such thoughts are very dangerous in a despotic country. Whoever dared 
to express them would be mercilessly liquidated by the G.P.U. But, even 
unspoken, they are on the tip of every intelligent man's tongue. They trouble 
the sleep of the supreme officials and perhaps even that of the great dictator. 
He certainly has the power to crush every opponent. But considerations of 
expediency make it inadvisable to eradicate all somewhat judicious people 
and to run the country only with stupid blockheads. 

This is the real crisis of Russian ~a rx i sm.  Every day that passes without 
bringing the world revolution aggravates it. The Soviets must conquer the 
world or else they are menaced in their own country by a defection of the 
intelligentsia. It is concern about the ideological state of Russia's shrewdest 
minds that pushes Stalin's Russia towards unflinching aggression. 

Trotsky's Heresy 

The dictatorial doctrine as taught by the Russian Rnlshevisl, the Italian 
Fascists and the German Nazis tacitly implies that there cannot arise any 
disagreement with regard to the question who shall be the dictator. The 
mystical forces directing the course of historical events designate the prov- 
idential leader. All righteous people are bound to submit to the unfathomable 
decrees of history and to bend their knees before the throne of the man of 
destiny. Those who decline to do so are heretics, abject scoundrels who must 
be "liquidated." 

In reality the dictatorial power is seized by that candidate who succeeds 
in exterminating in time all his rivals and their helpers. The dictator paves 562 
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his way to supreme power by slaughtering all his competitors. He preserves 
his eminent position by butchering all those who could possibly dispute it. 
The history of all oriental despotisms bears witness to this, as well as the 
experience of contemporary dictatorship. 

When Lenin died in 1924, Stalin supplanted his most dangerous rival, 
Trotsky. Trotsky escaped, spent years abroad in various countries of Europe, 
Asia and America and was finally assassinated in Mexico City. Stalin remained 
the absolute ruler of Russia. 

Trotsky was an intellectual of the orthodox Marxian type. As such he tried 
to represent his personal feud with Stalin as a conflict of principles. He tried 
to construct a Trotsky doctrine as distinguished from the Stalin doctrine. He 
branded Stalin's policies as an apostasy from the sacred legacy of Marx and 
Lenin. Stalin retorted in the same way. In fact, however, the conflict was a 
rivalry of two men, not a conflict of antagonistic ideas and principles. There 
was some minor dissent with regard to tactical methods. But in all essential 
matters Stalin and Trotsky were in agreement. 

Trotsky had lived, before 1917, many years in foreign countries and was 
4- +,-: -.A&k &LA --.- 1 -L AL TA~--A--- - - - -I - -  
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posed as an expert in international affairs. Actually he did not know anything 
about Western civilization, poli'tical ideas and economic conditions. As a 
wandering exile he had moved almost exclusively in the circles of his fellow- 
exiles. The only foreigners whom he had met occasionally in coffee-houses 
and club-rooms of Western and Central Europe were radical doctrinaires, by 
their Marxian prepossessions precluded from reality. His main reading was 
Marxian books and periodicals. He scorned all other writings as "bourgeois" 
literature. He was absolutely unfitted to see events from any other angle 
than that of Marxism. Like Marx he was ready to interpret every great strike 
and every small riot as the sign of the outbreak of the final great revolution. 

Stalin is a poorly educated Georgian. He has not the slightest knowledge 
of any Western language. He does not know Europe or America. Even his 
achievements as a Marxian author are questionable. But it was precisely the 
fact that, although an adamant supporter of communism, he was not in- 
doctrinated with Marxian dogmas that made him superior to Trotsky. Stalin 
was not deluded by the spurious tenets of dialectical materialism. When 

563 faced with a problem, he did not search for an interpretation in the writings 
of Mam and Engels. He trusted his common sense. He was judicious enough 
to discern the fact that the policy of world revolution as inaugurated by Lenin 
and Trotsky in 1917 had failed completely outside the borders of Russia. 

In Germany the communists, led by Karl Liebknecht and Rosa Luxemburg, 
were crushed by detachments of the regular army and by nationalist vol- 
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unteers in a bloody battle fought in January 19x9 in the streets of Berlin. The 
communist seizure of power in Munich in spring 1919 and the Holz riot* 
in March 1921 ended likewise in disaster. In Hungary, in 1919, the com- 
munists were defeated by Horthy and Gombos and the Rumanian army. In 
Austria various communist plots failed in 1918 and 1919; a violent upheaval 
in July 1927 was easily quelled by the Vienna police. In Italy, in 1920, the 
occupation of the factories was a complete miscarriage. In France and in 
Switzerland the communist propaganda seemed to be very powerful in the 
first years following the Armistice of 1918; but it evaporated very soon. In 
Great Britain, in 1926, the general strike called by the labour unions resulted 
in lamentable failure. 

Trotsky was so blinded by his orthodoxy that he refused to admit that the 
Bolshevist methods had failed. But Stalin realized it very well. He did not 
abandon the idea of instigating revolutionary outbreaks in all foreign coun- 
tries and of conquering the whole world for the Soviets. But he was fully 
aware of the fact that it was necessary to postpone the aggression for a few 
years and to resort to new methods for its execution. Trotsky was wrong in 
accusing Stalin of strangling the communist movement outside of Russia. 
What Stalin really did was to apply other means for the attainment of ends 
which are common to him and all other Mamians. 

As an exegetic of Mamian dogmas Stalin was certainly inferior to Trotsky. 
But he surpassed his rival by far as a politician. Bolshevism owes its successes 
in world policies to Stalin, not to Trotsky. 

In the field of domestic policies, Trotsky resorted to the well-tried traditional 
tricks which Mamians had always applied in criticizing socialist measures 
adopted by other parties. Whatever Stalin did was not true socialism and 
communism, but, on the contrary, the very opposite of it, a monstrous 
perversion of the lofty principles of Marx and Lenin. All the disastrous 
features of public control of production and distribution as they appeared 
in Russia were, in Trotsky's interpretation, brought about by Stalin's policies. 564 

They Were R O ~  unavoidable cnnsquences nf cnmmunist methods. They were 
attendant phenomena of Stalinism, not of communism. It was exclusively 
Stalin's fault that an absolutist irresponsible bureaucracy was supreme, that 
a class of privileged oligarchs enjoyed luxuries while the masses lived on the 
verge of starvation, that a terrorist regime executed the old guard of revo- 
lutionaries and condemned millions to slave labour in concentration camps, 

* The Holz riot was a communist uprising in Germany (March 1921 in Mansfeldischen), led by 
World War I veteran Max Holz (18891933). Holz was sentenced to life imprisonment as a result, 
granted amnesty in 1928, and then left Germany for the Soviet Union (Pub.). 
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that the secret police was omnipotent, that the labour unions were powerless, 
that the masses were deprived of all rights and liberties. Stalin was not a 
champion of the egalitarian classless society. He was the pioneer of a return 
to the worst methods of class rule and exploitation. A new ruling class of 
3hn11+ -rn n o *  c o n +  nf t h o  nnniil~tinn n ~ + h l n c c l . r r  r r n n r a c c n A  3 n A  nvnln;+nrl  4 h n  
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immense majority of toiling proletarians. 

Trotsky was at a loss to explain how all this could be achieved by only one 
man and his few sycophants. Where were the "material productive forces," 
much talked about in Marxian historical materialism, which-"independent 
of the wills of individuals"-determine the course of human events "with 
the inexorability of a law of nature"? How could it happen that one man was 
in a position to alter the "juridical and political superstructure" which is 
uniquely and inalterably fixed by the economic structure of society? Even 
Trotsky agreed that there was no longer any private ownership of the means 
of production in Russia. In Stalinfs empire, production and distribution are 
entirely controlled by "society." It is a fundamental dogma of Marxism that 
the superstructure of such a system must necessarily be the bliss of the 
earthl; paradise. There is in ~ a & i a n  doctrines no room for an interpretation 
blaming individuals for a degenerative process which could convert the 
blessing of public control of business into evil. A consistent Marxian-if 
consistency were compatible with Marxism-would have to admit that Sta- 
l ids political system was the necessary superstructure of communism. 

All essential items in Trotsky's programme were in perfect agreement with 
the policies of Stalin. Trotsky advocated the industrialization of Russia. It 
was this that Stalin's Five-Year Plans aimed at. Trotsky advocated the col- 
lectivization of agriculture. Stalin established the Kolkhoz and liquidated the 
Kulaks. Trotsky favoured the organization of a big army. Stalin organized 

565 such an army. Neither was Trotsky when still in power a friend of democracy. 
He was, on the contrary, a fanatical supporter of dictatorial oppression of 
all "saboteurs." It is true, he did not anticipate that the dictator could consider 
him, Trotsky, author of Mamian tracts and veteran of the glorious extermi- 
nation of the Romanovs, as the most wicked saboteur. Like all other advocates 
of dictatorship, he assumed that he himself or one of his intimate friends 
would be the dictator. 

Trotsky was a critic of bureaucratism. But he did not suggest any other 
method for the conduct of affairs in a socialist system. There is no other 
alternative to profit-seeking private business than bureaucratic manage- 
ment. l9 
-- -- 

l9 Mises, Bureaucracy (Yale University Press, 1944). 
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The truth is that Trotsky found only one fault with Stalin: that he, Stalin, 
was the dictator and not himself, Trotsky. In their feud they both were right. 
Stalin was right in maintaining that his regime was the embodiment of 
socialist principles. Trotsky was right in asserting that Stalin's regime had 
made Russia a hell. 

Trotskyism did not entirely disappear with Trotsky's death. Boulangerism 
in France, too, survived for some time the end of General Boulanger. There 
are still Carlists left in Spain although the line of Don Carlos died out. Such 
posthumous movements are, of course, doomed. 

But in all countries there are people who, although themselves fanatically 
committed to the idea of all-round planning, i.e. public ownership of the 
means of production, become frightened when they are confronted with the 
real face of communism. These people are disappointed. They dream of a 
Garden of Eden. For them communism, or socialism, means an easy life in 
riches and the full enjoyment of all liberties and pleasures. They fail to realize 
the contradictions inherent in their image of the communist society. They 
have uncritically swallowed all the lunatic fantasies of Charles Fourier and 
all fhe ahsurdifies of Vehlen: They firmly helieve in Engels's assertion that 
socialism will be a realm of unlimited freedom. They indict capitalism for 
everything they dislike, and are fully convinced that socialism will deliver 
them from all evil. They ascribe their own failures and frustrations to the 
unfairness of this "mad  competitive system and expect that socialism will 
assign them that eminent position and high income which by right are due 
to them. They are Cinderellas yearning for the prince-saviour who will 
recognize their merits and virtues. The loathing of capitalism and the worship 566 

of communism are consolations for them. They help them to disguise to 
themselves their own inferiority, and to blame the "system" for their own 
shortcomings. 

In advocating dictatorship such people always advocate the dictatorship 
of their own clique. In asking for planning, what they have in mind is always 
&I.&, A,.,, -1,- ,A& A - c  ,C ,&I.,," IT.,,. , . A l l  ,,,,,, ,A,:& *I.,& ",.A-l:"& -r 
~ 1 1 ~ 1 1  U W ~ L  ylall, ~ L U L  u l a L  v l  UL~LCID. 11lcy wu ~ L C V C I  a u l l u L  u L a L  a auua1m~ UI 

communist regime is true and genuine socialism or communism, if it does 
not assign to themselves the most eminent position and the highest income. 
For them the essential feature of true and genuine communism is that all 
affairs are precisely conducted according to their own will, and that all those 
who disagree are beaten into submission. 

It is a fact that the majority of our contemporaries are imbued with socialist 
and communist ideas. However, this does not mean that they are unanimous 
in their proposals for socialization of the means of production and public 
control of production and distribution. On the contrary. Each socialist coterie 
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is fanatically opposed to the plans of all other socialist groups. The various 
socialist sects fight one another most bitterly. 

If the case of Trotsky and the analogous case of Gregor Strasser in Nazi 
Germany were isolated cases, there would be no need to deal with them. 
Rct  fhpy are ngt rascal b .~ id~nfs .  The17 a r ~  V;rpic& Study ef them reveals the 

J -=- 

psychological causes both of the popularity of socialism and of its unfeasi- 
bility . 

The Liberation of the Demons 

The history of mankind is the history of ideas. For it is ideas, theories and 
doctrines that guide human action, determine the ultimate ends men aim at, 
and the choice of the means employed for the attainment of these ends. The 
sensationai events which stir the emotions and catch the interest of superficial 
observers are merely the consummation of ideological changes. There are no 
such things as abrupt sweeping transformations of human affairs. What is 
called, in rather misleading terms, a "turning point in history" is the coming 

567 on the scene of forces which were already for a long time at work behind the 
scene. New ideologies, which had already Iong since superseded the old 
ones, throw off their last veil and even the dullest people become aware of 
the changes which they did not notice before. 

In this sense Lenin's seizure of power in October 1917 was certainly a 
turning point. But its meaning was very different from that which the 
communists attribute to it. 

The Soviet victory played only a minor role in the evolution towards 
socialism. The pro-socialist policies of the industrial countries of Central and 
Western Europe were of much greater consequence in this regard. Bismarck's 
social security scheme was a more momentous pioneering on the way towards 
socialism than was the expropriation of the backward Russian manufactures. 
The Prussian National Railways had provided the only instance of a gov- 
ernment-operated business which, for some time at least, had avoided man- 
ifest financial failure. The British had already before 1914 adopted essential 
parts of the German social security system. In all industrial countries, the 
governments were committed to interventionist policies which were bound 
to result ultimately in socialism. During the war most of them embarked 
upon what was called war socialism. The German Hindenburg Programme 
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which, of course, could not be executed completely on account of Germany's 
defeat, was no less radical but much better designed than the much talked- 
about Russian Five-Year Plans. 

For the socialists in the predominantly industrial countries of the West, 
the Russian methods could not be of any use. For these countries, production 
of manufactures for export was indispensable. They could not adopt the 
Russian system of economic autarky. Russia had never exported manufac- 
tures in quantities worth mentioning. Under the Soviet system it withdrew 
almost entirely from the world market of cereals and raw materials. Even 
fanatical socialists could not help admitting that the West could not learn 
anything from Russia. It is obvious that the technological achievements in 
which the Bolshevist gloried were merely clumsy imitations of things accom- 
plished in the West. Lenin defined communism as: "the Soviet power plus 
electrification." Now, electrification was certainly not of Russian origin, and 
the Western nations surpass Russia in the field of electrification no less than 
in every other branch of industry. 

The real significance of the Lenin revolution is to be seen in the fact that 568 

it was the bcrsting forth of the pr;lncip!z of .;nres:ric:ed \+~!eii~e a i d  oppres- 
sion. It was the negation of all the political ideals that had for three thousand 
years guided the evolution of Western civilization. 

State and government are the social apparatus of violent coercion and 
repression. Such an apparatus, the police power, is indispensable in order 
to prevent anti-social individuals and bands from destroying social co-op- 
eration. Violent prevention and suppression of anti-social activities benefit 
the whole of society and each of its members. But violence and oppression 
are none the less evils and corrupt those in charge of their application. It is 
necessary to restrict the power of those in office lest they become absolute 
despots. Society cannot exist without an apparatus of violent coercion. But 
neither can it exist if the office holders are irresponsible tyrants free to inflict 
harm upon those they dislike. 

it is the social function of the laws to curb the arbitrariness of the poiice. 
The rule of law restricts their arbitrariness of the officers as much as possible. 
It strictly limits the discretion, and thus assigns to the citizens a sphere in 
which they are free to act without being frustrated by government interfer- 
ence. 

Freedom and liberty always mean freedom from police interference. In 
nature there are no such things as liberty and freedom. There is only the 
adamant rigidity of their laws of nature to which man must unconditionally 
submit if he wants to attain any ends at all. Neither was there liberty in the 
imaginary paradisaical conditions which, according to the fantastic prattle 
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of many writers, preceded the establishment of societal bonds. Where there 
is no government, everybody is at the mercy of his stronger neighbour. 
Liberty can be realized only within an established state ready to prevent a 
gangster from killing and robbing his weaker fellows. But it is the rule of law 
alone which hinders the riders from iiirning iheliiseives into the wurst 
gangsters. 

The laws establish norms of legitimate action. They fix the procedures 
required for the repeal or alteration of existing laws and for the enactment 
of new laws. They likewise fix the procedures required for the application 
of the laws in definite cases, the due process of law. They establish courts 
and tribunals. Thus they are intent upon avoiding a situation in which the 
individuals are at the mercy of the rulers. 

569 Mortal men are liable to error, and legislators and judges are mortal men. 
It may happen again and again that the valid laws or their interpretation by 
the courts prevent the executive organs from resorting to some measures 
which could be beneficial. No great harm, however, can result. If the leg- 
islators recognize the deficiency of the valid laws, they can alter them. It is 
certainly a bad thing that a criminal may sometimes evade punishment 
because there is a loophole left in the law, or because the prosecutor has 
neglected some formalities. But it is the minor evil when compared with the 
consequences of unlimited discretionary power on the part of the "benev- 
olent" despot. 

It is precisely this point which anti-social individuals fail to see. Such 
people condemn the formalism of the due process of law. Why should the 
laws hinder the government from resorting to beneficial measures? Is it not 
fetishism to make supreme the laws, and not expediency? They advocate 
the substitution of the welfare state (Wohlfahrtsstmt) for the state governed 
by the rule of law (Rechtsstaat). In this welfare state, paternal government 
should be free to accomplish all things it considers beneficial to the com- 
menwea!. N e  "scrqx ef paper" shedd restrain an enlightened ruler ix his 
endeavours to promote the general welfare. All opponents must be crushed 
mercilessly lest they frustrate the beneficial action of the government. No 
empty formalities must protect them any longer against their well-deserved 
punishment. 

It is customary to call the point of view of the advocates of the welfare state 
the "social" point of view as distinguished from the "individualistic" and "self- 
ish" point of view of the champions of the rule of law. In fact, however, the 
supporters of the welfare state are utterly anti-social and intolerant zealots. For 
their ideology tacitly implies that the government will exactly execute what they 
themselves deem right and beneficial. They entirely disregard the possibility 



Epilogue 521 

that there could arise disagreement with regard to the question of what is right 
and expedient and what is not. They advocate enlightened despotism, but they 
are convinced that the enlightened despot will in every detail comply with their 
own opinion concerning the measures to be adopted. They favour planning, 
but what they have in mind is exclusively their own plan, not those of other 
people. They want to exterminate all opponents, that is, all those who disagree 
with them. They are utterly intolerant and are not prepared to allow any dis- 570 

cussion. Every advocate of the welfare state and of planning is a potential 
dictator. What he plans is to deprive all other men of all their rights, and to 
establish his own and his friends' unrestricted omnipotence. He refuses to 
convince his fellow-citizens. He prefers to "liquidate" them. He scorns the 
"bourgeois" society that worships law and legal procedure. He himself 
worships violence and bloodshed. 

The irreconcilable conflict of these two doctrines, rule of law versus welfare 
state, was at issue in all the struggles which men fought for liberty. It was 
a long and hard evolution. Again and again the champions of absolutism 
triumphed. But finally the rule of law predominated in the realm of Western 
cki,.i!izat;,m. The d e  cf !awl or limited government, as safeguarded by 
constitutions and bills of rights, is the characteristic mark of this civilization. 
It was the rule of law that brought about the marvellous achievements of 
modern capitalism and of its-as consistent Marxians should say-"super- 
structure," democracy. It secured for a steadily increasing population un- 
precedented well-being. The masses in the capitalist countries enjoy today 
a standard of living far above that of the well-to-do of earlier ages. 

All these accomplishments have not restrained the advocates of despotism 
and planning. However, it would have been preposterous for the champions 
of totalitarianism to disclose the inextricable dictatorial consequences of their 
endeavours openly. In the nineteenth century the ideas of liberty and the 
rule of law had won such a prestige that it seemed crazy to attack them 
frankly. Public opinion was firmly convinced that despotism was done for 
and couid never be restored. 'was not even tne Czar oi barbarian Russia 
forced to abolish serfdom, to establish trial by jury, to grant a limited freedom 
to the press and to respect the laws? 

Thus the socialists resorted to a trick. They continued to discuss the coming 
dictatorship of the proletariat, i.e., the dictatorship of each socialist author's 
own ideas, in their esoteric circles. But to the broad public they spoke in a 
different way. Socialism, they asserted, will bring true and full liberty and 
democracy. It will remove all kinds of compulsion and coercion. The state 
will "wither away." In the socialist commonwealth of the future there will 
be neither judges and policemen nor prisons and gallows. 
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571 But the Bolshevists took off the mask. They were fully convinced that the 
day of their final and unshakable victory had dawned. Further dissimulation 
was neither possible nor required. The gospel of bloodshed could be preached 
openly. It found an enthusiastic response among all the degenerate literati 
3n.r par!eur inte]!ec-da!s fGr many years had raved a';or;t the 
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writings of Sore1 and Nietzsche. The fruits of the "treason of the intellec- 
t u a l ~ " ~ ~  mellowed to maturity. The youths who had been fed on the ideas 
of Carlyle and Ruskin were ready to seize the reins. 

Lenin was not the first usurper. Many tyrants had preceded him. But his 
predecessors were in conflict with the ideas held by their most eminent 
contemporaries. They were opposed by public opinion because their prin- 
ciples of government were at variance with the accepted principles of right 
and legality. They were scorned and detested as usurpers. But Lenin's 
usurpation was seen in a different light. He was the brutal superman for 
whose coming the pseudo-philosophers had yearned. He was the counterfeit 
saviour whom history had elected to bring salvation through bloodshed. 
Was he not the most orthodox adept of Marxian "scientific" socialism? Was 
he not the man destined to realize the socialist plans for whose execution 
the weak statesmen of the decaying democracies were too timid? All well- 
intentioned people asked for socialism; science, through the mouths of the 
infallible professors, recommended it; the churches preached Christian so- 
cialism; the workers longed for the abolition of the wage system. Here was 
the man to fulfil all these wishes. He was judicious enough to know that you 
cannot make an omelet without breaking eggs. 

Half a century ago all civilized people had censured Bismarck when he 
declared that history's great problems must be solved by blood and iron. 
Now the majority of quasi-civilized men bowed to the dictator who was 
prepared to shed much more blood than Bismarck ever did. 

This was the true meaning of the Lenin revolution. All the traditional ideas 
of right and legality were overthrown. The rule of unrestrained violence and 
usurpation was substituted for the rule of law. The "narrow horizon of 
bourgeois legality," as Mam had dubbed it, was abandoned. Henceforth no 
laws could any longer limit the power of the elect. They were free to kill ad 
libitum. Man's innate impulses towards violent extermination of all whom 

572 he dislikes, repressed by a long and wearisome evolution, burst forth. The 
demons were unfettered. A new age, the age of the usurpers, dawned. The 
gangsters were called to action, and they listened to the Voice. 

20 Benda, La trahison des clercs (Paris, 1927). Publisher's Note: In English, The Treason of the 
intellectuals (New York: William Morrow, 1928) and The Betrayal of the Intellectuals (Boston: Beacon 
Press, 1955)- 
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Of course, Lenin did not mean this. He did not want to concede to other 
people the prerogatives which he claimed for himself. He did not want to 
assign to other men the privilege of liquidating their adversaries. Him alone 
had history elected and entrusted with the dictatorial power. He was the 
only "legitimate" dictator because-an inner voice had told him so. Lenin 
was not bright enough to anticipate that other people, imbued with other 
creeds, could be bold enough to pretend that they also were called by an 
inner voice. Yet, within a few years too such men, Mussolini and Hitler, 
became quite conspicuous. 

It is important to realize that Fascism and Nazism were socialist dictator- 
ships. The communists, both the registered members of the communist 
parties and the fellow-travellers, stigmatize Fascism and Nazism as the 
highest and last and most depraved stage of capitalism. This is in perfect 
agreement with their habit of calling every party which does not uncondi- 
tionally surrender to the dictates of Moscow--even the German Social Dem- 
ocrats, the classical party of Marxism-hirelings of capitalism. 

It is of much greater consequence that the communists have succeeded in 
changing the semantic connotation of the term Fascism. Fascism, as will be 
shown later, was a variety of Italian socialism. It was adjusted to the particular 
conditions of the masses in overpopulated Italy. It was not a product of 
Mussolini's mind and will survive the fall of Mussolini. The foreign policies 
of Fascism and Nazism, from their early beginnings, were rather opposed 
to one another. The fact that the Nazis and the Fascists closely co-operated 
after the Ethiopian war, and were allies in the second World War, did not 
eradicate the differences between these two tenets any more than did the 
alliance between Russia and the United States eradicate the differences 
between Sovietism and the American economic system. Fascism and Nazism 
were both committed to the Soviet principle of dictatorship and violent 
oppression of dissenters. If one wants to assign Fascism and Nazism to the 
same class of political systems, one must call this class dictatorial regime and 
nnn m a a c +  mn+ n o m l n ~ +  +fi qcc;mt, +ha Cnrr;n+e +r\ +hn e - m r \  e1mc-e 
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In recent years the communists' semantic innovations have gone even 573 

further. They call everybody whom they dislike, every advocate of the free 
enterprise system, a Fascist. Bolshevism, they say, is the only really demo- 
cratic system. All non-communist countries and parties are essentially un- 
democratic and Fascist. 

It is true that sometimes also non-socialists-the last vestiges of the old 
aristocracy-toyed with the idea of an aristocratic revolution modelled ac- 
cording to the pattern of Soviet dictatorship. Lenin had opened their eyes. 
What dupes, they moaned, have we been! We have let ourselves be deluded 
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by the spurious catchwords of the liberal bourgeoisie. We believed that it 
was not permissible to deviate from the rule of law and to crush mercilessly 
those challenging our rights. How silly were these Romanovs in granting to 
their deadly foes the benefits of a fair legal trial! If somebody arouses the 
suspicion of Lenin, he is done for. Lenin does not hesitate to exterminate, 
without any trial, not only every suspect, but all his kin and friends too. But 
the Czars were superstitiously afraid of infringing the rules established by 
those scraps of paper called laws. When Alexander Ulyanov conspired against 
the Czar's life, he alone was executed; his brother Vladimir was spared. Thus 
Alexander I11 himself preserved the life of Ulyanov-Lenin, the man who 
ruthlessly exterminated his son, his daughter-in-law and their children and 
with them all the other members of the family he could catch. Was this not 
the most stupid and suicidal policy? 

However, no action could result from the day dreams of these old Tories. 
They were a small group of powerless grumblers. They were not backed by 
any ideological forces and they had no followers. 

The idea of such an aristocratic revolution motivated the German Stahlhelrn 
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Hitler. The French Government could easily imprison the Cagoulards before 
they had any opportunity to do harm. 

The nearest approach to an aristocratic dictatorship is Franco1s regime. But 
Franco was merely a puppet of Mussolini and Hitler, who wanted to secure 
Spanish aid for the impending war against France or at least Spanish 
"friendly" neutrality. With his protectors gone, he will either have to adopt 
Western methods of government or face removal. 

Dictatorship and violent oppression of all dissenters are today exclusively 
socialist institutions. This becomes clear as we take a closer look at Fascism 
and Nazism. 

Fascism 

When the war broke out in 1914, the Italian socialist party was divided as 
to the policy to be adopted. 

* Stahlhelrn was an association of German World War veterans, established 1918. Cagoulards were 
members of a secret French extreme rightist, terrorist organization, the Cagoule. It was responsible 
for several assassinations of socialists and Italian anti-fascists and it collaborated with the Nazis 
and the French Vichy government during WWII (Pub.). 



Epilogue 525 

One group clung to the rigid principles of Marxism. This war, they main- 
tained, is a war of the capitalists. It is not seemly for the proletarians to side 
with any of the belligerent parties. The proletarians must wait for the great 
revolution, the civil war of the united socialists against the united exploiters. 
They must stand for Italian neutrality. 

The second group was deeply affected by the traditional hatred of Austria. 
In their opinion the first task of the Italians was to free their unredeemed 
brethren. Only then would the day of the socialist revolution appear. 

In this conflict Benito Mussolini, the outstanding man in Italian socialism, 
chose at first the orthodox Marxian position. Nobody could surpass Mussolini 
in Marxian zeal. He was the intransigent champion of the pure creed, the 
unyielding defender of the rights of the exploited proletarians, the eloquent 
prophet of the socialist bliss to come. He was an adamant adversary of 
patriotism, nationalism, imperialism, monarchical rule and all religious 
creeds. When Italy in 1911 opened the great series of wars by an insidious 
assault upon Turkey, Mussolini organized violent demonstrations against 
the departure of troops for Libya. Now, in 1914, he branded the war against 
Germany and Austria as an imperialist war. He was then still under the 
dominating influence of ~ n ~ e l i c a  Balabanoff, the daughter of a wealthy 
Russian landowner. Miss Balabanoff had initiated him into the subtleties of 
Marxism. In her eyes the defeat of the Romanovs counted more than the 
defeat of the Habsburgs. She had no sympathy for the ideals of the Risor- 
gimento. 

But the Italian intellectuals were first of all nationalists. As in all other 
European countries, most of the Mamians longed for war and conquest. 
Mussolini was not prepared to lose his popularity. The thing he hated most 
was not to be on the side of the victorious faction. He changed his mind and 
became the most fanatical advocate of Italy's attack on Austria. With French 
financial aid he founded a newspaper to fight for the cause of the war. 

The anti-Fascists blame Mussolini for this defection from the teachings of 575 

rigid Pl/lanrism. He W;IS bribed, they say, by the French. Now, even these 
people should know that the publication of a newspaper requires funds. 
They themselves do not speak of bribery if a wealthy American provides a 
man with the money needed for the publication of a fellow-traveller news- 
paper, or if funds mysteriously flow into the communist publishing firms. 
It is a fact that Mussolini entered the scene of world politics as an ally of the 
democracies, while Lenin entered it as a virtual ally of imperial Germany. 

More than anybody else Mussolini was instrumental in achieving Italy's 
entry into the first World War. His journalistic propaganda made it possible 
for the government to declare war on Austria. Only those few people have 
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a right to find fault with his attitude in the years 1914 to 1918 who realize 
that the disintegration of the Austro-Hungarian Empire spelled the doom of 
Europe. Only those Italians are free to blame Mussolini who begin to un- 
derstand that the only means of protecting the Italian-speaking minorities 
in the littoral districts of Austria against the threatening annihilation by the 
Slavonic majorities was to preserve the integrity of the Austrian state, whose 
constitution guaranteed equal rights to all linguistic groups. Mussolini was 
one of the most wretched figures of history. But the fact remains that his 
first great political deed still meets with the approval of all his countrymen 
and of the immense majority of his foreign detractors. 

When the war came to an end, Mussolini's popularity dwindled. The 
communists, swept into popularity by events in Russia, carried on. But the 
great communist venture, the occupation of the factories in 1920, ended in 
complete failure, and the disappointed masses remembered the former leader 
of the socialist party. They flocked to Mussolini's new party, the Fascists. 
The youth greeted with turbulent enthusiasm the self-styled successor of the 
Caesars. Mussolini boasted in later years that he had saved Italy from the 
danger ef ce~~munism. His f ~ e s  passimately dispute h i s  daims. Cornmi- 
nism, they say, was no longer a real factor in Italy when Mussolini seized 
power. The truth is that the frustration of communism swelled the ranks of 
the Fascists and made it possible for them to destroy all other parties. The 
overwhelming victory of the Fascists was not the cause, but the consequence, 
of the communist fiasco. 

576 The programme of the Fascists, as drafted in 19x9, was vehemently anti- 
capital is ti^.^^ The most radical New Dealers and even communists could agree 
with it. When the Fascists came to power, they had forgotten those points 
of their programme which referred to the liberty of thought and the press 
and the right of assembly. In this respect they were conscientious disciples 
of Bukharin and Lenin. Moreover they did not suppress, as they had prom- 
ised, the industrial and financial corporations. Italy badly needed foreign 
credits for the development of its industries. The main problem for Fascism, 
in the first years of its rule, was to win the confidence of the foreign bankers. 
It would have been suicidal to destroy the Italian corporations. 

Fascist economic policy did not-at the beginning-essentially differ from 
those of all other Western nations. It was a policy of interventionism. As the 
years went on, it more and more approached the Nazi pattern of socialism. 
When Italy, after the defeat of France, entered the second World War, its 

21 This programme is reprinted in English in Count Carlo Sforza's book, Contemporary Italy, 
translated by Drake and Denise de Kay (New York, 1944, pp. 295-6. 
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economy was by and large already shaped according to the Nazi pattern. 
The main difference was that the Fascists were less efficient and even more 
corrupt than the Nazis. 

But Mussolini could not long remain without an economic philosophy of 
his own invention. Fascism posed as a new philosophy, unheard of before 
and unknown to all other nations. It claimed to be the gospel which the 
resurrected spirit of ancient Rome brought to the decaying democratic peoples 
whose barbarian ancestors had once destroyed the Roman empire. It was 
the consummation both of the Rinascimento and the Risorgimento in every 
respect, the final liberation of the Latin genius from the yoke of foreign 
ideologies. Its shining leader, the peerless Duce, was called to find the 
ultimate solution for the burning problems of society's economic organization 
and of social justice. 

From the dust-heap of discarded socialist utopias, the Fascist scholars 
salvaged the scheme of guild socialism. Guild socialism was very popular 
with British socialists in the last years of the first World War and in the first 
years following the Armistice. It was so impracticable that it disappeared 
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attention to contradictory and confused plans of guild socialism. It was 577 

almost forgotten when the Fascists attached it to a new label, and flamboy- 
antly proclaimed corporativism as the new social panacea. The public inside 
and outside of Italy was captivated. Innumerable books, pamphlets and 
articles were written in praise of the stat0 corporative. The governments of 
Austria and Portugal very soon declared that they were committed to the 
noble principles of corporativism. The papal encyclical Quadragesirno Anno 
(1931) contained some paragraphs which could be interpreted-but need not 
b-s an approval of corporativism. In France its ideas found many eloquent 
supporters. 

It was mere idle talk. Never did the Fascists make any attempt to realize 
the corporativist programme, industrial self-government. They changed the 
name of the chambers of commerce into corporative counciis. They cakd  
wrporazione the compulsory organizations of the various branches of industry 
which were the administrative units for the execution of the German pattern 
of socialism they had adopted. But there was no question of the corporazione's 
self-government. The Fascist cabinet did not tolerate anybody's interference 
with its absolute authoritarian control of production. All the plans for the 
establishment of the corporative system remained a dead letter. 

Italy's main problem is its comparative overpopulation. In this age of 
barriers to trade and migration, the Italians are condemned to subsist per- 
manently on a lower standard of living than that of the inhabitants of the 
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countries more favoured by nature. The Fascists saw only one means to 
remedy this unfortunate situation: conquest. They were too narrow-minded 
to comprehend that the redress they recommended was spurious and worse 
than the evil. They were moreover so entirely blinded by self-conceit and 
vain-gbr7 , that LA.-. f h o x r  .-'-, .%uub- CailnA to that their p r = ~ = c a ~ ~ : e  speeches were 
simply ridiculous. The foreigners whom they insolently challenged knew 
very well how negligible Italy's military forces were. 

Fascism was not, as its advocates boasted, an original product of the Italian 
mind. It began with a split in the ranks of Mamian socialism, which certainly 
was an imported doctrine. Its economic programme was borrowed from 
German non-Mamian socialism and its aggressiveness was likewise copied 
from Germans, the All-deutsche or Pan-German forerunners of the Nazis. Its 
conduct of government affairs was a replica of Lenin's dictatorship. Cor- 

578 porativism, its much advertised ideological adornment, was of British origin. 
The only home-grown ingredient of Fascism was the theatrical style of its 
processions, shows and festivals. 

The shortlived Fascist episode ended in blood, misery and ignominy. But 
the forces which generated Fascism are not dead. Fanatical nationalism is a 
feature common to all present-day Italians. The communists are certainly not 
prepared to renounce their principle of dictatorial oppression of all dissenters. 
Neither do the Catholic parties advocate freedom of thought, of the press 
or of religion. There are in Italy only very few people indeed who comprehend 
that the indispensable prerequisite of democracy and the rights of men is 
economic freedom. 

It may happen that Fascism will be resurrected under a new label and with 
new slogans and symbols. But if this happens, the consequences will be 
detrimental. For Fascism is not as the Fascists trumpeted a "new way to 
life,"" it is a rather old way towards destruction and death. 

8 

Nazism 

The philosophy of the Nazis, the German National Socialist Labour Party, is 
the purest and most consistent manifestation of the anticapitalistic and 
socialistic spirit of our age. Its essential ideas are not German or !'Aryanv in 

For instance Mario Palrnieri, The Philosophy of Fascism (Chgago, 1936), p 248. 
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origin, nor are they peculiar to the present day Germans. In the genealogical 
tree of the Nazi doctrine such Latins as Sismondi and Georges Sorel, and 
such Anglo-Saxons as Carlyle, Ruskin and Houston Stewart Chamberlain, 
were more conspicuous than any German. Even the best known ideological 
attire of Nazism, the fable of the superiority of the Aryan master race, was 
not of German provenance; its author was a Frenchman, Gobineau. Germans 
of Jewish descent, like Lassalle, Lasson, Stahl and Walter Rathenau, con- 
tributed more to the essential tenets of Nazism than such men as Sombart, 
Spann and Ferdinand Fried. The slogan into which the Nazis condensed 
their economic philosophy, viz., Gemeinnutz geht vor Eigennutz (i. e., the 
commonweal ranks above private profit), is likewise the idea underlying the 579 

American New Deal and the Soviet management of economic affairs. It 
implies that profit-seeking business harms the vital interests of the immense 
majority, and that it is the sacred duty of popular government to prevent the 
emergence of profits by public control of production and distribution. 

The only specifically German ingredient in Nazism was its striving after 
the conquest of Lebensraum. And this, too, was an outcome of their agreement 
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all other countries. These parties proclaim income equality as the main thing. 
The Nazis do the same. What characterizes the Nazis is the fact that they are 
not prepared to acquiesce in a state of affairs in which the Germans are 
doomed forever to be "imprisoned," as they say, in a comparatively small 
and overpopulated area in which the productivity of labour must be smaller 
than in the comparatively underpopulated countries, which are better en- 
dowed with natural resources and capital. They aim at a fairer distribution 
of earth's natural resources. As a "have-not" nation they look at the wealth 
of the richer nations with the same feelings with which many people in the 
Western countries look at the higher incomes of some of their countrymen. 
The "progressives" in the Anglo-Saxon countries assert that "liberty is not 
worth having1 for those who are wronged by the comparative smallness of 
their incomes. Tne Nazis say the same with regard to internationai relations. 
In their opinion the only freedom that matters is Nahrungsfreiheit (viz., 
freedom from importing food). They aim at the acquisition of a territory so 
large and rich in natural resources that they could live in economic self- 
sufficiency at a standard not lower than that of any other nation. They 
consider themselves as revolutionaries fighting for their inalienable natural 
rights against the vested interests of a host of reactionary nations. 

It is easy for economists to explode the fallacies involved in the Nazi 
doctrines. But those who disparage economics as "orthodox and reactionary," 
and fantically support the spurious creeds of socialism and economic na- 
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tionalism, were at a loss to refute them. For Nazism was nothing but the 
logical application of their own tenets to the particular conditions of com- 
paratively overpopulated Germany. 

580 For more than seventy years the German professors of political science, 
hi~fory, !zw, d--bA..r o~noranhw , and --- nhilncnphy r-u-"- eager!;. imbued their disciples 1,zrith 
a hysterical hatred of capitalism, and preached the war of "liberation" against 
the capitalistic West. The German "socialists of the chair," much admired 
in all foreign countries, were the pacemakers of the two World Wars. At the 
turn of the century the immense majority of the Germans were already 
radical supporters of socialism and aggressive nationalism. They were then 
already firmly committed to the principles of Nazism. What was lacking and 
was added later was only a new term to signify their doctrine. 

When the Soviet policies of mass extermination of all dissenters and of 
ruthless violence removed the inhibitions against wholesale murder, which 
still troubled some of the Germans, nothing could any longer stop the 
advance of Nazism. The Nazis were quick to adopt the Soviet methods. They 
imported from Russia: the one-party system and the pre-eminence of this 
party in poiitlcai iife; the paramount position assigned to the secret police; 
the concentration camps; the administrative execution or imprisonment of 
all opponents; the extermination of the families of suspects and of exiles; the 
methods of propaganda; the organization of affiliated parties abroad and 
their employment for fighting their domestic governments and espionage 
and sabotage; the use of the diplomatic and consular service for fomenting 
revolution; and many other things besides. There were nowhere more docile 
disciples of Lenin, Trotsky and Stalin than theNazis were. 

Hitler was not the founder of Nazism; he was its product. He was, like 
most of his colIaborators, a sadistic gangster. He was uneducated and ig- 
norant; he had failed even in the lower grades of high school. He never had 
any honest job. It is a fable that he had ever been a paperhanger. His military 
career in the first World War was rather mediocre. The First Class Iron Cross 
was given to him after the end of the war as a reward for his activities as a 
political agent. He was a maniac obsessed by megalomania. But learned 
professors nourished his self-conceit. Werner Sombart, who once had boasted 
that his life was devoted to the task of fighting for the ideas of 
Sombart, whom the American Economic Association had elected to Honorary 
membership and many non-German universities to honorary degrees, can- 

581 didly declared that Fuhrerturn means a permanent revelation and that the 

23 Sombart, Das Lebenswerk von Karl Marx (Jena, ~goq), p. 3. 
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Fuhrer received his orders directly from God, the supreme Fuhrer of the 
Universe. 24 

The Nazi plan was more comprehensive and therefore more pernicious 
than that of the Marxians. It aimed at abolishing laisser-faire not only in the 
production of material goods, but no less in the production of men. The 
Fiihrer was not only the general manager of all industries; he was also the 
general manager of the breeding-farm intent upon rearing superior men and 
eliminating inferior stock. A grandiose scheme of eugenics was to be put 
into effect according to "scientific" principles. 

It is vain for the champions of eugenics to protest that they did not mean 
what the Nazis executed. Eugenics aims at placing some men, backed by the 
police power, in complete control of human reproduction. It suggests that 
the methods applied to domestic animals be applied to men. This is precisely 
what the Nazis tried to do. The only objection which a consistent eugenist 
can raise is that his own plan differs from that of the Nazi scholars and that 
he wants to rear another type of men than the Nazis. As every supporter of 
economic planning aims at the execution of his own plan only, so every 
advocate of eugenic planning aims at the execution of his r?wl-! plan and 
wants himself to act as the breeder of human stock. 

The eugenists pretend that they want to eliminate criminal individuals. 
But the qualification of a man as a criminal depends upon the prevailing 
laws of the country and varies with the change in social and political ideo- 
logies. John Huss, Giordano Bruno and Galileo Galilei were criminals from 
the point of view of the laws which their judges applied. When Stalin robbed 
the Russian State Bank of several million rubles, he committed a crime. Today 
it is an offence in Russia to disagree with Stalin. In Nazi Germany sexual 
intercourse between "Aryans" and the members of an "inferior" race was 
a crime. Whom do the eugenists want to eliminate, Brutus or Caesar? Both 
violated the laws of their country. If eighteenth-century eugenists had pre- 
vented alcohol addicts from generating children, their planning would have 
-l:-:--&-A R--&L--.-- clullll L a L c u  ucc LI IU v el  I. 

It must be emphasized again: there is no such thing as a scientific ought. 
Which men are superior and which are inferior can only be decided by 582 

personal value judgments not liable to verification or falsification. The eu- 
genists delude themselves in assuming that they themselves will be called 
to decide what qualities are to be conserved in the human stock. They are 
too dull to take into account the possibility that other people might make the 

" Sombart, A Nezu Social Philosophy, trans. and ed. K. F. Geiser (Princeton University Press, 1937). 
P- 194. 
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choice according to their own value judgments.25 In the eyes of the Nazis the 
brutal killer, the "fair-haired beast," is the most perfect specimen of mankind. 

The mass slaughters perpetrated in the Nazi horror camps are too horrible 
to be adequately described by words. But they were the logical and consistent 
application of doctrines and policies parading as applied science and ap- 
proved by some men who in a sector of the natural sciences have displayed 
acumen and technical skill in laboratory research. 

The Teachings of Soviet Experience 

Many people all over the world assert that the Soviet "experiment" has 
supplied conclusive evidence in favour of socialism and disproved all, or at 
least most, of the objections raised against it. The facts, they say, speak for 
themseives. ii is no longer permissible to pay any attention to the spurious 
aprioristic reasoning of armchair economists criticizing the socialist plans. A 
crucial experiment has exploded their fallacies. 

It is, first of all, necessary to comprehend that in the field of purposive 
human action and social relations no experiments can be made and no 
experiments have ever been made. The experimental method to which the 
natural sciences owe all their achievements is inapplicable in the social 
sciences. The natural sciences are in a position to observe in the laboratory 
experiment the consequences of the isolated change in one element only, 
while other elements remain unchanged. Their experimental observation 
refers ultimately to certain isolable elements in sense experience. What the 
natural sciences call facts are the causal relations shown in such experiments. 
Their theories and hypotheses must be in agreement with these facts. 

583 But the experience with which the sciences ofhuman action have to deal 
is essentially different. It is historical experience. It is an experience of 
complex phenomena, of the joint effects brought about by the co-operation 
of a multiplicity of elements. The social sciences are never in a position to 
control the conditions of change and to isolate them from one another in the 
way in which the experimenter proceeds in arranging his experiments. They 
never enjoy the advantage of observing the consequences of a change in one 

" The devastating critique of eugenics by H. S. Jennings, The Biological Basis of Human Nature (New 
York, 1930)) pp. 223-52. 
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element only, other conditions being equal. They are never faced with facts 
in the sense in which the natural sciences employ this term. Every fact and 
every experience with which the social sciences have to deal is open to 
various interpretations. Historical facts and historical experience can never 
prove or disprove a statement in the way in which an experiment proves or 
disproves. 

Historical experience never comments upon itself. It needs to be interpreted 
from the point of view of theories constructed without the aid of experimental 
observations. There is no need to enter into an epistemological analysis of 
the logical and philosophical problems involved. It is enough to refer to the 
fact that nobody-whether scientist or layman--ever proceeds otherwise 
when dealing with historical experience. Every discussion of the relevance 
and meaning of historical facts falls back very soon on a discussion of abstract 
general principles, logically antecedent to the facts to be elucidated and 
interpreted. Reference to historical experience can never solve any problem 
or answer any question. The same historical events and the same statistical 
figures are claimed as confirmations of contradictory theories. 
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ownership of the means of production is a necessary requisite of civilization 
and material well-being. All civilizations have up to now been based on 
private property. Only nations committed to the principle of private property 
have risen above penury and produced science, art and literature. There is 
no experience to show that any other social system could provide mankind 
with any of the achievements of civilization. Nevertheless, only few people 
consider this as a sufficient and incontestable refutation of the socialist 
programme. 

On the contrary, there are even people who argue the other way round. 
It is frequently asserted that the system of private property is done for 584 

precisely because it was the system that men applied in the past. However 
beneficial a social system may have been in the past, they say, it cannot be 
so in the future too; a new age requires a new mode of sociai organization. 
Mankind has reached maturity; it would be pernicious for it to cling to the 
principles to which it resorted in the earlier stages of its evolution. This is 
certainly the most radical abandonment of experimentalism. The experimen- 
tal method may assert: because a produced in the past the result b, it will 
produce it in the future also. It must never assert: because a produced in the 
past the result b, it is proved that it cannot produce it any longer. 

In spite of the fact that mankind has had no experience with the socialist 
mode of production, the socialist writers have constructed various schemes 
of socialist systems based on aprioristic reasoning. But as soon as anybody 
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dares to analyse these projects and to scrutinize them with regard to their 
feasibility and their ability to further human welfare, the socialists vehemently 
object. These analyses, they say, are merely idle aprioristic speculations. 
They cannot disprove the correctness of our statements and the expediency 
of our plans. They are not experimental: One must try socialism and then 
the results will speak for themselves. 

What these socialists ask for is absurd. Carried to its ultimate logical 
consequences, their idea implies that men are not free to refute by reasoning 
any scheme, however nonsensical, self-contradictory and impracticable, that 
any reformer is pleased to suggest. According to their view, the only method 
permissible for the refutation of such a-necessarily abstract and aprioristic- 
plan is to test it by reorganizing the whole of society according to its designs. 
As soon as a man sketches the plan for a better social order, all nations are 
bound to try it and to see what will happen. 

Even the most stubborn socialists cannot fail to admit that there are various 
plans for the construction of the future utopia, incompatible with one another. 
There is the Soviet pattern of all-round socialization of all enterprises and 
their outright bureaucratic management; tnere is tne German pattern of 
Zwangswirtschaff, towards the complete adoption of which the Anglo-Saxon 
countries are manifestly tending; there is guild socialism, under the name 
of corporativism still very popular in some Catholic countries. There are 

58s many other varieties. The supporters of most of these competing schemes 
assert that the beneficial results to be expected from their own scheme will 
appear only when all nations will have adopted it; they deny that socialism 
in one country only can already bring the blessings they ascribe to socialism. 
The Marxians declare that the bliss of socialism will emerge only in its "higher 
phase" which, as they hint, will appear only after the working class will 
have passed "through long struggles, through a whole series of historical 
processes, wholly transforming both circumstances and men."26 The inference 
from all this is that one must realize socialism and quietly wait for a very 
long time until its promised benefits come. No unpleasant experiences in 
the period of transition, no matter how long this period may be, can disprove 
the assertion that socialism is the best of all conceivable modes of social 
organization. He that believeth shall be saved. 

But which of the many socialist plans, contradicting one another, should 
be adopted? Every socialist sect passionately proclaims that its own brand 
is alone genuine socialism and that all other sects advocate counterfeit, 

26 Marx, Der Biirgerkrieg in Frankreich, ed. Pfemfert (Berlin, iglq), p. 54. Publisher's Note: In English, 
"The Civil War in France," p. 408. 
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entirely pernicious measures. In fighting one another, the various socialist 
factions resort to the same methods of abstract reasoning which they stig- 
matize as vain apriorism whenever they are applied against the correctness 
of their own statements and the expediency and practicability of their own 
schemes. There is, of course, no other method available. The fallacies implied 
in a system of abstract reasoning-such as socialism is-cannot be smashed 
otherwise than by abstract reasoning. 

The fundamental objection advanced against the practicability of socialism 
refers to the impossibility of economic calculation. It has been demonstrated 
in an irrefutable way that a socialist commonwealth would not be in a position 
to apply economic calculation. Where there are no market prices for the 
factors of production because they are neither bought nor sold, it is impossible 
to resort to calculation in planning future action and in determining the 
result of past action. A socialist management of production would simply 
not know whether or not what it plans and executes is the most appropriate 
means to attain the ends sought. It will operate in the dark, as it were. It will 
squander the scarce factors of production both material and human (labour). 
Chaos and poverty for all will unavoidably result. 

All earlier socialists were too narrow-minded to see this essential point. 586 

Neither did the earlier economists conceive its full importance. When the 
present writer in 1920 showed the impossibility of economic calculation under 
socialism, the apologists of socialism embarked upon the search for a method 
of calculation applicable to a socialist system. They utterly failed in these 
endeavours. The futility of the schemes they produced could easily be shown. 
Those communists who were not entirely intimidated by the fear of the 
Soviet executioners, for instance Trotsky, freely admitted that economic 
accounting is unthinkable without market relations.27 The intellectual bank- 
ruptcy of the socialist doctrine can no longer be disguised. In spite of its 
unprecedented popularity, socialism is done for. No economist can any 
longer question its impracticability. The avowal of socialist ideas is today the 
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socialist's claims are as vain as those of the astrologers and the magicians. 
With regard to this essential problem of socialism, viz., economic calcu- 

lation, the Russian "experiment" is of no avail. The Soviets are operating 
within a world the greater part of which still clings to a market economy. 
They base the calculations on which they make their decisions on the prices 
established abroad. Without the help of these prices their actions would be 
aimless and planless. Only as far as they refer to this foreign price system 

27 Hayek, Individualism and the Economic Order (Chicago University Press, 1948), pp. -1. 



536 Epilogue 

are they able to calculate, keep books and prepare their plans. In this respect 
one may agree with the statement of various socialist and communist authors 
that socialism in one or a few countries only is not yet true socialism. Of 
course, these authors attach a quite different meaning to their assertion. 
They want to say that the full blessings of socialism can be reaped only in 
a world-embracing socialist community. Those familiar with the teachings 
of economics must, on the contrary, recognize that socialism will result in 
full chaos precisely if it is applied in the greater part of the world. 

The second main objection raised against socialism is that it is a less 
efficient mode of production than is capitalism and that it will impair the 
productivity of labour. Consequently, in a socialist commonwealth the stand- 
ard of living of the masses will be low when compared with conditions 
prevailing under capitalism. There is no doubt that this objection has not 

587 been disproved by the Soviet experience. The only certain fact about Russian 
affairs under the Soviet regime with regard to which all people agree is: that 
the standard of living of the Russian masses is much lower than that of the 
masses in the country which is universally considered as the paragon of 
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regime as an experiment, we would have to say that the experiment has 
clearly demonstrated the superiority of capitalism and the inferiority of 
socialism. 

It is true that the advocates of socialism are intent upon interpreting the 
lowness of the Russian standard of living in a different way. As they see 
things, it was not caused by socialism, but was-in spite of socialism- 
brought about by other agencies. They refer to various factors, e.g., the 
poverty of Russia under the Czars, the disastrous effects of the wars, the 
alleged hostility of the capitalist democratic nations, the alleged sabotage of 
the remnants of the Russian aristocracy and bourgeoisie and of the Kulaks. 
There is no need to enter into an examination of these matters. For we do 
not contend that any historical experience could prove or disprove a theo- 
retical statement in the way in which a crucial experiment can verify or falsify 
a statement concerning natural events. It is not the critics of socialism, but 
its fanatical advocates, who maintain that the Soviet "experiment" proves 
something with regard to the effects of socialism. However, what they are 
really doing in dealing with the manifest and undisputed facts of Russian 
experience is to push them aside by impermissible tricks and fallacious 
syllogisms. They disavow the obvious facts by commenting upon them in 
such a way as to deny their bearing and their significance upon the question 
to be answered. 
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Let us, for the sake of argument, assume that their interpretation is correct. 
But then it would still be absurd to assert that the Soviet experiment has 
evidenced the superiority of socialism. All that could be said is: the fact that 
the masses' standard of living is low in Russia does not provide conclusive 
evidence that socialism is inferior to capitalism. 

A comparison with experimentation in the field of the natural sciences may 
clarify the issue. A biologist wants to test a new patent food. He feeds it to 
a number of guinea pigs. They all lose weight and finally die. The experi- 
menter believes that their decline and death were not caused by the patent 
food, but by merely accidental affliction with pneumonia. It would never- 588 

theless be absurd for him to proclaim that his experiment had evidenced the 
nutritive value of the compound because the unfavourable result is to be 
ascribed to accidental occurrences, not causally linked with the experimental 
arrangement. The best he could contend is that the outcome of the experiment 
was not conclusive, that it does not prove anything against the nutritive value 
of the food tested. Things are, he could assert, as if no experiment had been 
tried at all. 

Even if the Russian masses' standard of living were much higher than that 
of the capitalist countries, this still would not be conclusive proof of the 
superiority of socialism. It may be admitted that the undisputed fact that the 
standard of living in Russia is lower than that in the capitalist West does not 
conclusively prove the inferiority of socialism. But it is nothing short of idiocy 
to announce that the experience of Russia has demonstrated the superiority 
of public control of production. 

Neither does the fact that the Russian armies, after having suffered many 
defeats, finally-with armament manufactured by American big business 
and donated to them by the American taxpayers-could aid the Americans 
in the conquest of Germany prove the pre-eminence of communism. When 
the British forces had to sustain a temporary reverse in North Africa, Professor 
Harold Laski, that most radical advocate of socialism, was quick to announce 
the final failwe ~f rqitalism. He Was m f  c~~?sisfenf emugh ts interpret the 
German conquest of the Ukraine as the final failure of Russian communism. 
Neither did he retract his condemnation of the British system when his 
country emerged victorious from the war. If the military events are to be 
considered as the proof of any social system's excellence, it is rather the 
American than the Russian system for which they bear witness. 

Nothing that has happened in Russia since 1917 contradicts any of the 
statements of the critics of socialism and communism. Even if one bases 
one's judgment exclusively on the writings of communists and fellow-trav- 
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ellers, one cannot discover any feature in Russian conditions that tells in 
favour of the Soviet's social and political system. All the technological im- 
provements of the last decades originated in the capitalistic countries. It is 
true that the Russians have tried to copy some of these innovations. But so 
did all backward oriental peoples - - too. 

,589 Some communists are eager to have us believe that the ruthless oppression 
of dissenters and the radical abolition of the freedom of thought, speech and 
the press are not inherent marks of the public control of business. They are, 
they argue, only accidental phenomena of communism, its signature in a 
country which-as was the case with Russia-never enjoyed freedom of 
thought and conscience. However, these apologists for totalitarian despotism 
are at a loss to explain how the rights of man could be safeguarded under 
government omnipotence. 

Freedom of thought and conscience is a sham in a country in which the 
authorities are free to exile everybody whom they dislike into the Arctic or 
the desert, and to assign him hard labour for life. The autocrat may always 
try to justify such arbitrary acts by pretending that they are motivated 
n""l.*";.7nl.. L, "-..O.An*m+:--" 
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He alone is the supreme arbiter to decide all matters referring to the execution 
of the plan. Freedom of the press is illusory when the government owns and 
operates all paper mills, printing offices and publishing houses, and ulti- 
mately decides what is to be printed and what not. The right of assembly 
is vain if the government owns all assembly halls and determines for what 
purposes they shall be used. And so it is with all other liberties too. In one 
of his lucid intervals Trotsky--of course Trotsky the hunted exile, not the 
ruthless commander of the Red army-saw things realistically and declared: 
"In a country where the sole employer is the State, opposition means death 
by slow starvation. The old principle: who does not work shall not eat, has 
been replaced by a new one: who does not obey shall not eat."28 This 
confession settles the issue. 

What the Russian experience shows is a very low level of the standard of 
living of the masses and unlimited dictatorial despotism. The apologists of 
communism are intent upon explaining these uncontested facts as accidental 
only; they are, they say, not the fruit of communism, but occurred in spite 
of communism. But even if one were to accept these excuses for the sake of 
argument, it would be nonsensical to maintain that the Soviet "experiment" 
has demonstrated anything in favour of communism and socialism. 

28 Quoted by Hayek, The Road to Serfdom (1944)~ Chapter I X ,  p. 119. 
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The Alleged Inevitability of Social ism 

Many people believe that the coming of totalitarianism is inevitable. The 
"wave of the future," they say, "carries mankind inexorably towards a system 
under which all human affairs are managed by omnipotent dictators. It is 
useless to fight against the unfathomable decrees of history." 

The truth is that most people lack the intellectual ability and courage to 
resist a popular movement, however pernicious and ill-considered. Bismarck 
once deplored the lack of what he called civilian courage, i.e., bravery in 
dealing with civic affairs, on the part of his countrymen. But neither did the 
citizens of other nations display more courage and judiciousness when faced 
with the menace of communist dictatorship. They either yielded silently, or 
timidly raised some trifling objections. 

One does not fight socialism by criticizing only some accidental features 
of its schemes. In attacking many socialists' stand on divorce and birth 
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It is not enough to disapprove of the Mamian assertions that the theory of 
relativity or the philosophy of Bergson or psycho-analysis is "bourgeois" 
moonshine. Those who find fault with Bolshevism and Nazism only for their 
anti-Christian leanings implicitly endorse all the rest of these bloody schemes. 

On the other hand, it is sheer stupidity to praise the totalitarian regimes 
for alleged achievements which have no reference whatever to their political 
and economic principles. It is questionable whether the observations that in 
Fascist Italy the railway trains ran on schedule and the bug population of 
second-rate hotel beds was decreasing, were correct or not; but it is in any 
case of no importance for the problem of Fascism. The fellow-travellers are 
enraptured by Russian films, Russian music and Russian caviar. But there 
lived greater musicians in other countries and under other social systems; 
good pictures were produced in other countries too; and it is certainly not 
a merit of Generalissimo Stalin that the taste of caviar is delicious. Neither 
does the prettiness of Russian ballet dancers or the construction of a great 
power station on the Dnieper expiate for the mass slaughter of the Kulaks. 

The readers of picture magazines and the movie-fans long for the pictur- 591 

esque. The operatic pageants of the Fascists and the Nazis and the parading 
of the girl-battalions of the Red army are after their heart. It is more fun to 
listen to the radio speeches of a dictator than to study economic treatises. 
The entrepreneurs and technologists who pave the way for economic im- 
provement work in seclusion; their work is not suitable to be visualized on 
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the screen. But the dictators, intent upon spreading death and destruction, 
are spectacularly in sight of the public. Dressed in miIitary garb they eclipse 
in the eyes of the movie-goers the colourless bourgeois in plain clothes. 

The problems of society's economic organization are not suitable for light 
talk a t  fashionable cocktail parties. Neither can they be dealt with adequately 
by demagogues haranguing mass assembIies. They are serious things. They 
require painstaking study. They must not be taken lightly. 

The socialist propaganda never encountered any decided opposition. The 
devastating critique by which the economists exploded the futility and im- 
practicability of the socialist schemes and doctrines did not reach the moulders 
of public opinion. The universities were mostly dominated bv socialist or 
interventionist pedants not only in continental Europe, where they were 
owned and operated by the governments, but even in the Anglo-Saxon 
countries. The politicians and the statesmen, anxious not to lose popularity, 
were lukewarm in their defence of freedom. The policy of appeasement, so 
much criticized when applied in the case of the Nazis and the Fascists, was 
practised universally for many decades with regard to all other brands of 
socialism. It was this defeatism that made the rising generation believe that 
the victory of socialism is inevitable. 

It is not true that the masses are vehemently asking for socialism and that 
there is no means to resist them. The masses favour socialism because they 
trust the socialist propaganda of the intellectuals. The intellectuals, not the 
populace, are moulding public opinion. It is a lame excuse of the intellectuals 
that they must yield to the masses. They themselves have generated the 
socialist ideas and indoctrinated the masses with them. No proletarian or 
son of a proletarian has contributed to the eIa boration of the interventionist 
and socialist programmes. Their authors were a11 of bourgeois background. 

592 The esoteric writings of dialectical materialism, of Hegel, the father both of 
Marxism and of German aggressive nationalism, the books of Georges Sorel, 
of Gentile and of Spengler were not read by the average man; they did not 
move the masses directly. It was the intell&tuals who popularized them. 

The intellectual leaders of the peoples have produced and propagated the 
fallacies which are on the point of destroying liberty and Western civilization. 
The intellectuals alone are responsible for the mass slaughters which are the 
characteristic mark of our century. They alone can reverse the trend and pave 
the way for a resurrection of freedom. 

Not mythicaI "material productive forces," .but reason and ideas determine 
the course of human affairs. What is needed to stop the trend towards 
socialism and despotism is common sense and moral courage. 





George Reisman
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424-425, 4.4.4: 44% 501-504, 511ff.j 524, 525 
Coo "1"" l?.,cS,3 
06- S.0" ..L+o .- 

Boulanger, George~ Ernest Jean Marie (1837-1891). 
5'9 

Bourgeois (business, entrepreneurial) spirit, 37ff., 
189-vJr 198, 338-340, 395-398 
See also Entrepreneur and production 

Bourgeoisie vs. proletariat, +7o, 304ff., 309ff., 316, 
453ff. 

Brentano, Lujo (1844-1931), 427n., 428 
Bruno, Giordano (1548?-I~OO), 533 
Brutus, Decimus Junius (executed 43 B.C.), j33 
Brutzkus, Boris Davidovich (1874-1938)~ 8 
Biicher, Karl (1847-1930)~ 267ff. 
Buchner, Ludwig (1824-1899), 255, 314 
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Bukharin, Nikolai Ivanovich (1888-lgj8), 71, j28 
Biilow-Cummerow, 129n. 
Bureaucracy (bureaucratic management), 164, 183, 

19off. 

Cabet, ~ t i e n n e  (1788-1856), 166ff., 197 
Caesar, Gaius Julius (100-44 B.C.), 4, 221, 533 
Cagoulards (members of a secret French, right wing, 

organilation), 526 
Calculation. See Economic calculation 
Campanella, Tommaso (1568-16391, 164 
Canon law and interest rates, 376-377 
Capital 

accumulation, investment and wealth, 121ff., 
177ff.r 327-333, 33f-34'. 414 

consumption, 177ff., 414, 447 
economic concept of, 106 
goods and production, 28ff., 98-101, 177ff., 297, 

338 
See also Capitalism; Destructionism; Entrepreneurs; 

Liberalism; Private property; Taxation 
Capitalism 

criticism of, y, 15, 105, 204, 386, 394, 402, 408-409, 
419-423, 453, 459ff.r 481, 497-498 

culture and, 167, 271, 396398 
economic activity and, 11, 105-107, 119, 17off., 181 
economlc caicuiahon and, 118ff. 
family and, 11, 8off., 91-92 
individual freedom, ethics, morality, production 

and, 171-172, 192-193, 397, 407-409 
international trade, investment, political relations 

and, 198, zo~ff. ,  206ff. 
labor and, 23111. 
production, consumption and, 29ff., logff., 171, 

177ff., 206ff., 395, 401-405, 455, 465-466, 481, 
491ff. 

prospects for, 465-469 
See also Capital; Entrepreneurs; Foreign trade; Free 

trade; Liberalism; Speculation 
Carlos, Don (1788-1855), 519 
Carlyle, Thomas (1795-1881), 524, 531 
Cartels, trusts and protection, 331, 349ff 
"Casino communism" (Max Weber's term), 223 
Caste (status), 92, 217, 292, 296-299, 311-313, 395 

See also Class; Privileged (properticxi) classes; Spe- 
cial privileges 

Categorical imperative and socialism, 388-391 
See also Kant 

Cathrein, Viktor (1845-1931), 458ff. 
Censorship and book burning, 166ff ., 319, 515, 540 
Chamberlain, Houston Stewart (1855-1927)~ 289, 531 
Change (dynamic conditions), qqff., 270 
Charlemagne (742?-814), 81 
Charles I (1600-1649), 496 
Charles V (15-1558)~ 167 
Charles Martel (690?-741), 335 
Chartism, 416 
Child labor, 426 
Chiliasm (belief in a future utopia or millennium), 

249-2541 373ff. 
China t ~ a d e  in 19th century, 207 
Christian sodalism, 223-226, 379, 382ff. 

Christianity, religious doctrines and the church 
asceticism, monasticism, and, 364-367, 373, 383 
capitalism, liberalism and, 382ff., 386 
charity, love and, 382ff. 
family relations and, 77, 81ff., 375 
history of, 2+273, 382, 423ff. 
interest (usury) and, 376-377 
nationalism and, 386 
primitive, 225, 251, 373-376, 377, 382 
property and, 224-225, 373, 378-381, 457-459, 

505-5.06 
social eth~cs and, j6yff., 38off. 
socialism and, 71, 223-226, zjoff., 369-387, 457-459 
solidarism and, qqn. ,  235 
violence and, 71, 375, 379ff.. 385 

Chrysostom, John (345?-407)~ 383-384 
Church and state, 71, 222ff., 385ff. 
Civilization and culture 

crisis of, 465-469, j2c-526 
history of, 88, 166, 265-278, 396ff. 

Clark, John Bates (1847-1938). 326 
Class, classes 

concept of, 282, 292-295, 295ff. 
conflict of, 285, 295, 299-313, 319-320, 453ff. 
interests and ideologiesof, 6, dff. ,  46,292ff., 302ff., 

jl2ff. 
See also Bourgeoisie vs. proletariat; Caste; Privileged 

(propertied) classes; Proletarian class; Special 
privileges 

Classical political economy, theory of, 260, 263, 268, 
2931 305 

Cobden, Richard (1804-18653, 5 
Cohen, Hermann (1842-i918), 19, 256n., 286, 388ff. 
Cole, George Douglas Howard (1889-1959), 23011. 
Collectivism, community and commonweal, 39-41, 

5!-57, 263, 530 
Colon~al pollcy of European powers, 207 
Common (collective) ownership of property, 39-41, 

qlff., 66 
Communism and communists, 70, 72, 424, 499-508, 

511, 525 
See also Bolshevism; Russia; Socialism 

Communism vs. socialism, 424, 499ff., 504ff. 
Competition, 148, 160, 284-286, 300, 302ff., 326, 348, 

400 
Compromising principles, futility of, 12, 245, 498 
Compulsory social insurance, 429-432 
Comte, Auguste (1798-i857), 260n., 266 
Concentration of production and industrial establish- 

ments, 327-333 
See also Capital accumulation; Labor, division of; 

Marx; Monopoly; Privileged (propertied) 
classes 

Conceptual realism, 54 
Confiscation. See Expropriation; Taxation 
Conflict and social evolution, 279-291 
Conservative socialism (consewatism), 219, 224 

See also State socialism 
Considerant, Victor Prosper (1808--1893), 340n. 
Consumers 

communism, 374, 382 
goods, 28ff., 48 
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Consumers (cont.) 
sovereignty of on the market (economic democ- 

racy), 10, 30, 103,399-406, 48%4~491-492 
See also Capitalism; Socialism 

Contract, voluntary 
marriage, the family, and, kff. 
violence and, 32-39, 58-59, 433 
See also Ownership; Private property 

Cooperation, interpersonal. See Society 
Corporation (joint stock company), 184-185, 238 
Corporativism, 529530 

See also Guild socialism 
Credit ex~ansion, 449, 488 . .? . 
Crime a i d  punishment, 170, 521ff. 
Cromwell, Oliver (1599-16581, 503 
Crowther, T.G. (fl. 1941)~ 496 
Culture. See Art; Civilization 
Cunow, Heinrich (1862-1936), 296n., 3ojn. 

Darwin, Charles Robert (1809-1882), 281ff., 467 
Darwinism, biological and sociological, 279-284 
de Amicis, Edmondo (1846-1908), 422 
"Death of nations," 274 
Demagogy, 459-463 
De Man, Henri (1885-1953), 19n., 31711. 
Democracy,-, 164, 399ff., 496 

See also Consumers' democracy; Economic de- 
=ocraq 

Descartes, Rene (1596-1650), 315 
Destructionism, 413-469 

See also Interventionism; Socialism 
Dialectics, Marxian, 69 

See also Marx 
Dickens, Charles (1812-1870), 421ff. 
"Dictatorship of the proletariat," (Marxian slogan), 

6gff. 
See also Proletarian (class) 

Dietzel, Heinrich (1857-1935). y n .  
Dietzgen, Joseph (1828-1888), 18 
Diminishing (or increasing) returns, law of, 174ff., 

328 
Distribution of wealth, socialistic vs. market, 39, 49, 

131-141, 217ff., 221ff., zjgff., 293ff., 49off., 497 
Disutility of labor. See Labor 
Division of labor. See Labor 
Diihring, Eugen Karl (1833-lq~l), 174 
Diirkheim, Emile (1858-1917), 26011. 
Eynamic forces, 173-174, 270ii. 

Economic activity, 95-log, 169-172, &ff., 261-265, 
3'7, 359 

Economic calculation, function of, 8, 95-130, 177 
See also Capitalism; Socialism 

Economic democracy, 11, 399406, 492, 495 
Economic planning. See Planned economy; 

Socialism 
Economic production (economic progress), 180, 224, 

260, 266 
See also Capitalism 

Economic rights, 47ff. 
See also Equality; Freedom; Private property 

Economics (economic science), 95ff., 107ff. 293 
See also Social science; Science 

Edwards, Milne. See Milne Edwards 
Egoism. See Eudaemonism 
Eisenach Congress (1872), 9 
Energistic concept of morality, 361 
Engel, Ernst (1821-i896), 237 
Engels, Friedrich (1820-189j), 6, 19, 69, 174, 296n., 

299n., 314,318.388,428,429.499,50~ 503,510, 
5'4. 516 1 on history, 254n.. 314 

on the socialist society of the future, 113,214,308n., 
519 - < 

on state and society, 70n., 113, 140, 213, 214 
England, 62, 63, 207, 229, 337, 428, 495, 517 
Enterprises (establishments). See Concentration; En- 

trepreneurs; Production; Specialization 
Entrepreneurs and production, 30, 103ff., rslff. ,  

187ff., 206ff., 218, 226, 313, 336-340, 400ff., 454ff. 
Envy and resentment, 66, 181, 343, 355, 394, jg6ff., 

4x3, 417 
Epicurus (342?-270 B.C.), 359 
Equality 

economic (socialistic ideal), jgff., 47ff., 65-67, 284, 
393-394, 413ff. 

political (hberal ~deaI), 47ff., 59, h f f . ,  65-67, 89, 283 
sexual differences, the law and, Qff. 

Equilibrium, state of, 142ff. 
See also Stationary economy 

Estates, French, 296ff., yoff. 
See also Caste 

Etatism (etatistic socialism), 132, 184, 217ff., 358, 
441ff., 481ff. 

Ethical socialism, 356ff., 38&398 
Ethics (morality), 335-398 

economics, capitalism and, 356, 3 s 3 9 8 ,  407-409, 
466469 

religion and, 364-398 
socialism and, 355-409 
See also Asceticism; Christianity; Envy; Eudaemon- 

ism; Freedom, religious; Harmony of interests; 
Society 

Eudaemonism (egoism) vs. hedonism, 96, 108, 356ff.. 
3'53639 39% 408 

See also Utilitarianism 
Eugenics, Nazi, 533 
Evolution, social or historical, 41-44, 2 4 ~ 3 2 0  
Exchange, interpersonal, 38, 97ff., 137 
Exploitation theory, Marxian, 238, z*, 428 
Expropriation (confiscation), 236ff., 323ff., 447, 455 

See also Nationalization; Socialization; Taxation 

Factors of production, 103ff., 294ff., 328 
See also Capital goods; Labor; Land; Production 

goods 
Factory system and "Industrial Revolution," 398n., 

426 
Fairies' labor under socialism, according to Fourier, 

14811. 
Family life, 76-92, 175 
Fascism, Italian, 525-526, 526530, 541 
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Feminism, 86ff., 88ff. 
Ferguson, Adam (1723-1816), 269, 388 
Fetter, Frank Albert (1863-1949)~ 40011. 
Feudalism, 37, 187, 395, 455 
Feuerbach, Ludwig Andreas (1804-1872), 314, 388 
Fichte, Johann Gottlieb (1762-1814), 258, 388 
Flaubert, Gustave (1821-IS%), 420 
Foerster, Friedrich wi!he!m (1+955), 16p.. 
Foreign trade and investment, 198, zo~ff., 205-208 
Fortunes. See Capital ?ccumuIation 
FouillCe, Alfred Jules Emile (1838--1912), 264n., 361 
Fourier, Franqois Marie Charles (1772-1837), 75, 

l42ff., 148n., 519 
France, 62, 233, 236, 311, 500 
France, Anatole, pseud. for Jacques Anatole Francois 

Thibault (1844-1924). 422 
Francis of Assisi, Saint (1182-1226), 366, 371 
Franco, Francisco (1892-1975), 526 
Friedrich Wilhelm IV (1795-186i), 56 
Free love, 74, 87-91, 175, 201 

Free trade, 200, 205ff., 268, 276, 287 
Free will, 16gff. 
Freedom, 167, 168-172, 499, 521 

choice, thought, expression and, 165ff.. 319, 498, 
540 

economic or contractual, kff. ,  276ff., 433, 497ff 
political, 47, 60-61, 70, 172, 399 
religious, 167n. 
See also Liberalism 

Freud, Sigmund (1856-1939), 91 
Fried, Ferdinand, pseud. for Friedrich Zimmerman 

(b.1898), 205n., 531 
Fuggers, family of businessman Johannes Fugger 

(13$3-1409), 340 
"FulI produce of labor" (Marxian slogan), 48 

Galilei, Galileo (1564-i64z), 533 
General strike, 433, 501, 517 
General will, Will of the State, or People (volontC 

gCnCrale), 56, 62ff., 73, 112, 176 
See also Democracy 

Genius (creative spirit), 85-86, 136, 146, 166, 288 
Gentile, Giovanni (1875-1944). 542 
George I11 (1738-i8zo), 496 
German variety of socialism (Zwangswirtschaft), 222, 

487, 490ff., 520, 530-532, 536 
Germany 

inter-war (1918-1932), 61, 179, 215ff ., u7ff., 229, 
304, 329, 329n., 346n., 433, w f f .  

Nad (1932-1946)t 434,487r490ffr 513r53*534,5369 
539 

pre-1914, 77, 388, 429, 441, 512, 520 
World War I, 203, 222, 227, 304, 501, 526 

Gervinus, Georg Gottfried (1805-1871), 68 
Gide, Charles (1847-1932), 236 
Gierke, Otto von (1841-19+1), 55 
Gobineau, Joseph Arthur de (181&1882), 289, 291 
Godwin, William (1756-1836)~ 143, 531 
Goethe, Johann Wolfgang von (1749-1832), 143, 147 
Goldscheid, Rudolf (1870-1931), 443 
Goltz, Theodor von der (1836-1905), 128 
Gombos, Gyula (1886-1936), 517 

Goods, economic orders of, 28, 99 
consumption goods of the first (lowest) order, 28ff., 

48 
production goods of 2nd, 3rd and higher orders, 

28, 97-104, 297 
two-fold halving of production goods, zgff. 
See also Capital; Capitalism 

Gassen, H e r m m n  HeI~rich (IRIL-G~:%), 56, 11p  

Government, 46, 60, 111, 140, 17off., 358-359, 494, 
521-522 

Greece, ancient, 33, 63, 67, 79, 89, 221, 223 
Guild socialism, 228-232, 473ff., 529, 536 
Gumplowicz, Ludwik (1839-lgog), 279n. 
Guyau, Marie Jean (1854-1888), 264n., 361 

Haller, Karl Ludwig von (1768-1854)~ 315 
Halm, George Nikolaus (191- ), 8 
Harcourt, William George Granville Venables Vernon 

(1827-1904)~ 486 
Harmony of interests in free society, 52ff., 263-265, 

357-358, 390 
See also IndlviduaI differences and interests; Lib- 

eralism 
1 Harnack, Adolf von (1851-1930), 371, 373". 

Hauberg cooperatives, Siegen, 43 
Hauptmann, Gerhart (1862-1946), 420, 422 
Hauser, Kaspar (l812?-l8jj), 769 
Health insurance, 4zy-432 
Heart's Desire, Land of, 7, 439 
Hedonism vs. eudaemonism, @, 108 
Hegel, Georg Wilhelm Friedrich (1770-1831), 56, 67, 

253, 256, 273, 277-278, 310, 318, 358, 35% 388, 
467. 542 

Heimann, Eduard (1889-1@7), 475ff. 
Heine, Heinrich (179~1856), 17411. 
Heliand (Saxon epic poem of 9th century), 274 
Heraclitus (535?-?475 B.C.), 290 
Herder, Johann Gottfried von (1744-I@), 53 
Herkner, Heinrich (1863-lg32), 8 
Herwegh, Georg (1817-1875), 320 
Hindenburg, Paul von (1847-1934). 520 

I Hirohito (1901- ), 509 
Historical school, Prussian, 489 

I History, historical method, qlff., 267, 268, 372-373, 
482, 520, 535 I See also Marx. historical evolution and: Materialist 

interpretation of history; Social evolution 
Hitler, Adolf (1889-1945), 495,506,508, 5 9 ,  jll. 5'3, 

525ff.j 532 
Hohoff, Wilhelm (1848-19233, 316n. 
Holz riot led by Max Ho1z (1889-1933), 517 
Homosexuality, 89 
Horizontal concentration of enterprises, 331 
Horthy, de Nagybanya Nicholas (1868-1957), 517 
Hugo, Victor Marie (1802-1885), 14811. 
Human action, sciences of, 534ff. 

See also Social science 
Hume, David (1711 0.5.-1776), 343 
Hungary, 166, 216, 517 
Huss, John (i369?-1415), 533 
Hutt, William Harold (1899- ). 8, 398n., 426n., 
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Ideas (ideologies), class, national, political, lff., 287, 
301ff ., 311-313, 369, 413ff., 453-469, 52% 541- 
542 

Ideas (innovations), 167ff ., 176, 181, 183 
Imperialism, 38, 59n., zozff., zo~ff. ,  219, 268, 282, 

287ff., 362 
Imputation, 280, 282, 290, 294, 301, 305 
Incas, Peruvian, 222 

Income 
equality of, 49, 393 
of labor, produced vs. "unearned," 48, 392 
under capitalism, i j l f f .  
See also Distribution 

Increasing poverty (Marxian doctrine), 341-743 
See also Marx 

India, 207-208, 364 
Individual differences and interests, 60, 65, 16gff., 

263-265, 2 7 ~ ~ 2 7 2 ,  280, ~ 8 8 ,  292, 299, 302- 
305, 357ff. 

See also Acbon; Freedom; Harmony of interests 
Individualism vs. collectivism, 51 ff. 
"Industrial Revolution." See Factory system 
"Industrial self-government" (slogan) 227, 231-232, 

399-401 
Industries or industrial establishments. See Capital- 

ism; Concentration; Entrepreneurs; Specializa- 
tion 

Inflation. 448-450 
See also Money 

Inheritance of wealth, fortunes and property, 237, 
33a341, 455 

Innocent I11 (1161-1216; Pope, 1198-IZI~), 366 
Institutionalists, American, 489 
Insurance, 4 2 ~ 4 3 2 ,  438-441 
Intellectuals (intelligentsia), role of, 13, 39ff. 

See also Ideas (ideologies) 
Interest slavery, abolition of (Nazi slogan), 451 
Interest (usury) and canon law, 376377 
Interests. See Class; Harmony of interests; ldeas (ide- 

ologies); Individual differences and interests; 
Special privileges 

International law, 36 
International relations. See Autarky; Foreign trade and 

mvestment; Free trade; Migration; Militarism and 
war; Peace and liberalism; Protectionism 

Interventionism, 45-46, 133, 235ff., 3ooff., 34S349, 
424-452,485-499 

Isaiah (f! 71C-701 R C !, 252, 335 
Isolated mdividual, 98ff., 357 
Isolated monopolies, 347-348 
Italy, 526ff. 

Jacobsen, Jens Peter (1847-1885)~ 420 
Jainism, Jains, 364, 365 
Jesuit state in Paraguay, 386 
Jesus Christ, qzff., 339, 378ff., 386, 423 
Jewish religion and law, 224, 251, 370, 378 
John of Kronstadt (1821-1908), 371 
John, the Baptist (5 B.C.?-130 A.D.), 373 
Joint stock companies (corporations), 184-185, 

"4l. Journalism, 165, 540 

"Joy of labor" (socialist doctrine), 149-151 
See also Labor 

ludgments of value. See Values 
"Just" wages and prices, doctrine of, zqff., 489ff. 

Kammerer, Paul P.R. (1880-1926), 284 
Kant, Immanuel (1724-1804), 20, 53, 56, b n . ,  85,265, 

272, 289, 359, 388ff., 467 
Kapp Putsch, named for Wolfgang Kapp (1868-1922), 

433 
Kathedersozialisten. See "Socialists of the Chair." 
Kautsky, Karl (1854-1938)~ 18n., 19n., 143, 149,158ff., 

214ff., 309n., 310. 324. 341ff., 4 3 7 ~  453n., 504 
Kerensky, Aleksandr Feodorovich (1881-1970), 503- 

511 
Knies, Karl (1821-1899, 377". 
Knipperdolling, Bernt (1490?-1536)~ 466 
Kolkhoz (collective farm of Soviet Russia), 518 
Kropotkin, Petr Alekseevich (1842-1921), 283 
Krupp, (munitions firm) developed by the Krupp 

family, Friedrich (1787-1826), Alfred (1812-1887), 
Friedrich Alfred (1854-1902), Bertha (18861957), 
Gustav (187+1950), 403 

Kulaks, liquidation of, 518 

Labor 
commodity character of, 391, 450 
dis~~tiiity of, and production. 142-164, 231n., 

237-238, 270ff. 
division of, qff . ,  38ff., 100-101, 258, 259-261, 

265-276, 287, 289, 297, 312, 327-330, 465-466 
free and unfree, 38, 290, 296ff., 425 
migration of, zolff., 509 
productivity of, and wages, 50,114, 129ff., 151-162, 

201ff., 236-239, 300ff., 391,414,425ff., 430,432, 
43a441 

under socialism, 48, 149151, 151-159, 192ff., 270 
Labor legislation, 425-430 

unions, violence, strikes and, 432-441,493-494,501, 
517 

wagerates, unemployment and, j0,425ff., 43S441, 
488,498 

Labor theory of value, 48, 113-116, 139, miff .  
Labor under socialism, 48, 14p151, 151-159, l p f f . ,  

270 
Laissez-faire. See Capitalism; Freedom, economic; lib- 

eralism 
LaMettrile, Jdien Offray de (1705y1751); 515x1. 
Lamprecht, Karl (18561915), 266 
Land, ownership and use of, 28, 42ff., ~zoff., 295, 

zy6ff., 3olff., 328, 335ff., 346, 349, 395. 457 
Land reform, joff., 236ff., 241, 245 
Landauer, Carl (b.1891), 11th 

Landry, Adolphe (b.1874), 12pi30 
Lange, Friedrich Albert (182&1875), 388 
Language and thought, 286ff. 
Lapouge, Georges Vacher de (1854-1936)~ 288, 290 
Laski, Harold Joseph (1893-iy50), 496, 539 
Lassalle, Ferdinand (1825-1864), 133, 278, 436, 489, 

238, 531 
Lasson, Adolf (1832-1917), 531 
Latifundia (large landed estates), 219, 311, 335 
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Law 
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I Mam, Karl (1818-188?), 
liberalism and, 37, 46ff., 60, 65, 17off., 521ff. 
origin of, 33ff. 
property and, 45 
See also Government; Natural law 

Lazarus (1st century A.D.), 381 
Lebensraum (Nazi slogan), 509, 531 
Lend-lease, 510 
Lenin, Nikolai Vladimir, born Vladimir Ilyich Ulyanov 

(1870-1924). 253. 466, 508, 527ff., 532 
revolutionary tactics of, 502ff., 510, 512, j16ff., 520, 

524ff. 
views on socialist society of the future, 70, 188ff., 

520ff. 
Leo XI11 (1810-1903; Pope, 1878-lgo3), 226n. 
Lessing, Gotthold Ephraim (17291781), 55 
Lexis, WilheIm (1837-i914), 2 9 n .  -. 
Liberalism 

government, state and, 16n., 46,47,65ff. i40,358ff., 
444ff., 52lff. 

individual and, 164ff., 387-3510 
philosophy of, 9, 16n, 17, 37, 41, 46, 59, 62, 65ff., 

71, 73, 167, 199-200, 203ff., 208, 268, 276ff., 
281, 283ff., 287ff., 290, 362, 382, 417ff., 454ff., 
460 

socialism and, 27-92, 456 
See also Capitalism; Harmony of interests 

Lbeilji. See Freedoiii; Likdis i i i  
Lichtenstein. See Ulrich von L~chtenstein 
Liebknecht, Karl (1871-1919), 516 
Liechtenstein, Alois (1846-I~ZO), 218n. 
Lilienfeld, Paul von (1829-1903), 25711 
Limitation of ownership and wealth, 45, 236-237, 

244-245, 3-301 
See also Expropnabon; Special privileges; Taxahon 

Literature, books and authors, 165ff., 41cj-423 
Livy (59 B.C.-17 A.D.), 257 
Locke, John (1632-i704), 315 
Loss. See Proflt (or loss) and produchon 
Louis XIV (163&1715), 5x1 
Love, romantic, 77ff., 83 
Ludendorff, Erich Friedrich Wilhelm (1865-1937), 511 
Luke (1st century A.D.), 377, 379 
Luther, Martin (1483-1546). 167n., 371, 37811. 
Luxemburg, Rosa (1870-1919), 207n., 516 
Luxury goods, production of, 177 
Lycurgus (9th century B.C.), 197 

Machtpolitik, 129 
Maecenas, Caius Cilnius (70?-8 B.C.), 395 
Malthus, Thomas Robert (1766-i834), 49, 143, 174ff., 

z81ff., 416n. 
Man and woman in the age of violence, 7-0 
Manchesterism, 421 
Mandeville, ~ e r n a r d  (1670?-1733), 343 
Mark, Saint (1st century A.D.), 373 
Market democracy. See Consumer sovereignty; Eco- 

nomic democracy 
Marriage, 74-86 
Marshall Plan, named for George Catlett Marshall 

(18&1959), 482 
Martel, Charles. See Charles Martel 

.-, 
on agriculture and land, 128ff., 311 
on arguments and theory, 75, 306ff., 318, 388, 541 
on capitalistic production and expropriation, ~Qff ., 

308ff., y j f f . ,  329, 334, 336ff., 341ff., 3510% 510 
on classes, class interests and class conflicts, 18, 

239, zgzff., 296n., 304, jogff., 309ff., y ~ f f . ,  318, 
215, 417, 453ff 

on coming of socialism, 18, 142, 355, 499ff., 518 
on concentration of wealth and increasing poverty, 

323-326, 329. 334, 341-343 
critics of 

capitalist (liberal), 19 
socialist and interventionist, 6ff. 

dialectics (word fetishism), 69ff 
family life, women and prostitution, 75, y n .  
historical evolution, 67-68, 143, 249ff., 256, 269, 

272, 278, 310ff., 314ff., 323ff., 355, 415, 499ff., 
514ff. 

international relations, 198-200 
labor (work), production and wages, ~ q f f . ,  

146147, qoff., 428ff., 436, 501 
materialistic interpretation of history, 67-68, 

lq%igg, q~ff., z@ff., 312, 314-320, 325, 355, 
416 

private property, 41, 277-278 
revisionism, 69, 319, 341ff. 
revoiunon, strlkes and vioience, 62, 69fi., 212, 220, 

250, gooff., 506, 514-515, 516ff. 
soc~alist (or communist) society, 49, 72, 136n., 147, 

270ff.~ 309, 487, 499, 507 
state vs. society, 69-70, 75, 110-111, zlzff., 358 
tactics (terminology and polemics), gff., 19, 69ff., 

110, 130, 174, 355, 392. 415-418, 499ff. 
taxation and intervention, 447, 501, 510 
utopian socialists, 249-255 - - 
see k s o  socialism 

Marxian (or Russian variety of) socialism, 211, 213, 
219-220, 447ff., 487, 499-508, 515ff., 520ff., 
534-540 

Marx~sm. See Marx, Karl 
Masaryk, Tom% Garrigue (185*1937), 292 
Material productive forces, 314-315, 518 

See also Marx 
Materialism, 314ff. 
Materialist interpretation (conception) of history, 

w, 198-199, 2@ff., 268ff., 3x2, 314-320, 325, 
355,416 

Matthew Paris (1200?-1259), 366 
Maupassant, Guy de (1850-18933, 420 
Mehring, Franz (1846-1919), 19n., 310, 316 
Menenius Agrippa (fl.494 B.C.), 257 
Menger, Anton (1841-q06), 48, 49 
Menger, Carl (1840-I~ZI), 56, 34611. 
Mensheviks. 507 

Set, also Bol~h~viks  
Mercantilism, 132, 207, 293 
Messer, August (1867-1937), 402n. 
Metaphors, their use in economics, 494 
Meyer, Konrad Ferdinand (1825-1899, 420 
Meyer, Rudolf (18jg-lSgg). 129n. 
Micah (8th century B.C.), 335 
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Migration of labor and capital, zolff., 203, 205, 
260-261, 268, 509 

Militarism and war vs. international law and peace, 
58ff., 91-92, 108-109, 272ff., 276, 284, 441-442 

Military socialism, 22c-223 
Mill, John Stuart (1&1873), 96n., 154ff., 388, 496 
Milne Edwards, Henri (1800-1885)' 258 
Minorities, national, 202 

Mir (Russian community), 43 
Mitchell, Wesley Clair (1874-1 948), 495 
Mixed economy of privately-run and socialized en- 

terprises, 117, 215, 226ff., 23%239, 486 
Moleschott, Jakob (1822-1893), 255, 314 
Mollendorff, Wichard G. 0. von (1881-1937), 228 
Money, prices and economic calculation, 95, 97-105, 

107ff., 124ff., 137, 170, 44%489 
Monogamy, 81 
Monopoly and government, 326, 344ff., 348-349, 

411ff., 497 
Monopoly pricing, 326, 331, 344-351 
Morality. See Ethics 
More, Sir Thomas (147%1535), 128, 130 
Morris, William (1834-1896), 422 
Miiller, Adam Heinrich (1779--i829), 129n., 270n. 
Muller, Hermann (1876-1931), 342n. 
Municipal socialism (municipalization), 21, 102, 133, 

189, 213ff., 220, 226, 442, 457 
Mussoiini, Benito (iiiii3-1945j, 509, 525, 526, 527ff. 

Ndhrungsfreiheit (self-sufficiency with respect to food, 
Nazi slogan), 531 

h'apoleon Bonaparte (1769-1821), 147, 503, 511 
Nation and national characteristics (nationality), 274, 

285-288, 304, 312 
National minorities, 202 

National socialism, 197-200, 451-452 
See also Nazism 

Nationalism, philosophy of, 16, 108, 204, 276, 282, 
287, 312, 38f-387 

Nationalization vs. socialization, 21, 102, 213ff., 227, 
w f f . ,  456 

Nationalpolifik, 129 
See also Nationalism 

Natural law (natural rights), pff. ,  qiff., 47ff., 60, 64n., 
65, 171, 284 

Natural selection, 32 
See also Darwinism 

Nazism, German, 525-526, 530-534, 541 
See also National socialism 

Neurath, Otto (1882-1945), 104n., 475 
Nicholas I1 (1868-19r8), 503 
Nietzsche, Friedrich Wilhelm (1844-zgoo), 53n., 316 
Night watchman's state, 133 

See also Government 
Nominalism, 51 
Norman Conquest and landed nobility, 223 

Omar I (&?444L 166 .., 
Oppenheimer, Franz (1864-1943) 27911. 
Optimal combination, law of, 3qff.  

3vid (43 B.C.-?18 A.D.), 42, 72, 334 
3wen, Robert (1771-1858) 147, 197-198 
3wnership 

economic (sociological or praxeological), 20, 27-36, 
39ff., 45, 244ff., 466 

joint or common, 29-30, 40, 42, i84ff. 
legal, 27-28, 35-36 41-44, 45 
See also Pnvate property 

Paraguay, Jesuit state in, 386 
'areto, Vilfredo (1848-i923), 45511. 
?ark, Matthew. See Matthew Paris 
Parliamentarian government, 64ff. 

See also Democracy; Liberalism 
Partial socialism, 244-245 
Passfield, Lord & Lady. See Webb, Sidney & Beatrice 
Passow, Richard (b.1880), 1o6n., 107 
Paul, orig. Saul (d.67 A.D.?), 392 
Peace and liberalism. 34, 35, 58, 65, 73, 140, 260-261, 

268, 279, 284ff., 386 
Pecqueur, Constantin (1801-i887), 136n., 198 
PericIes (495?-429 B.C.), 395 
Peron, Juan (1895-1974), 1 

Peru, Spanish conquest of, 223n. 
Pesch, Heinrich (1854-z926), 234n., 235n., 236, 378". 
Petritsch, Leo (tl.lgoj), i8m. 
Prleiderer, Otto (1839-lgoBj, 37811. 
Philip I1 (1527-1598). 496 
Philippovich, Eugen von (1858-1917), 267 
Physiocrats, 268 
Pioneers. See Entrepreneurs; Genius; Ideas (innova- 

tions); Speculation 
Pius X I  (1857-1939; Pope, 1922-1939), 226n., 387, 529 
Pius XI1 (1876-1958; Pope, i93y-1958)~ 509n. 
Pizarro, Francisco (147o?-1541). 22311. 
Planned Chaos (epilogue, 1947)~ 47p542 
Planned economy, 12,182ff., 226-229,475ff., 495,519, 

522-523 
See also Interventionism; Socialism 

Plato (427?-347 B.C.), 51, 55, 73, 91, 3% 
Pleasure and pain. See Eudaemonism; Hedonism; 

Utilitarianism 
Plekhanov, Georgi Valentinovich (1857-1918), 19n., 

Plin;,O~The Elder" (23-79 A D ) ;  'The Younger1' 
(62?-?ii3 A.D.), 336 

Piutarch (46?-?12o AD.) ,  197 
Pohle, Ludwig (1869-1912). 8 
Polanyi, Karl (1886-1964) 473ff. 
Polemics, Marxian, 19, 415-418 
Political action, tactics and propaganda, 6 ~ 6 7 ,  317 

See also Democracy 
Polygamy, 81 
Poor Laws, q u ,  430 
Population, law of. See Malthus 
Postal and telegraph monopolies, 214, 441 
Poverty, Marxian theory of increasing, 336ff., 340-343 
Poverty and government reIief (Poor Laws), 422, 430 
~raxeoiogy, 22n. 

~ i ~ a n i z a t i o n s  vs. organisms, 257-259, 261ff.. 390 See also Social sciences 
Otfried (9th century), 274 1 Press, freedom of the, 165, 540 
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Prices, pricing 
controls and regulations, 218, 224, 227, 49c-493 
market, 491, 494 
See also Consumers' democracy; Monopoly pricing 

Prince-Smith, John (1809-1874), 1711. 
Private property 

christianity and, 372-373, 377ff. 
confiscanon or expropriation of, 67,22off., 236237, 

278, 323ff.T 453-457 
critics of, 220ff., 223ff., 226ff.. 228ff., 233ff., 278, 

392ff., 457ff. 
legal definition and origin of, 27-31, jlff., 40-43, 

82, 244-245, 457 
nature and function of, 29, y f f . ,  82, 244.245, 275, 

276ff., 453ff. 
role of, in economic production, 41, 112-114, 276, 

282, 297, 307, 455-456, 4&469, 535ff. 
See also Ownership 

Privileged (propertied) classes, 334-336 
See also Caste: Special privileges 

Production for profit vs. production for use, 125 
Production goods. See Capital; Capitalism; Goods 
Production, productivity. See Capitalism; Labor; So- 

cialism 
Productivity and profitability, 123-13o, 350, 404 
Profit (or loss) and production, zzoff., 123-130, lglff., 

147, 350, 394ff., 404.488-485)1 491 
Profit-sharing, 237-239 
Proletarian class, ideology of, 18, 6970,303ff ., 310ff., 

31g319r 415 
Property. See Ownership; Private property 
Proportionality, law of, 328 
Prostitution, 91-92 
Protectionism (trade and migration barriers), 130,202, 

203ff.r 205,348-349 
Proudhon, Pierre Joseph (1809-1865), 66n., 128,27on., 

436 
Prudhomme. See Sully Prudhomme 
Psychic ailments (neuroses) and social insurance, 

431-432 
Pythia (prophetess of Delphic oracle), 

Race theory, 39, 53, 280, 288ff., 313 
Rasputin, Grigori Efimovich (1871?-1916), 371 
Rathenau, Walter (1867-1922), 403, 531 
Rational (purposive, economic) action, 95-97, 106, 

rQ. 4 - Q  
'U', J J U  

Rationalism, 32ff., go 
Ratzenhofer, Gustav (1842-1go4), 27911, 
Realism, 51 
Redistribution, 4off ., 241 

See also Distribution 
Reflation, 449 
Regression, (retrogression) social, 272-278 
Religion 

See Asceticism; Christianity; Church and State; Eth- 
ics; Freedom, religious; Jews 

Resentment. See Envy 
Revolution and violence, 61ff., 69, 212, 434, 500, 

505ff., 514ff., 520ff. 
See also Destructionism 

Ricardo, David (1772-1823), 127-128, 200, 261n., 265, 
294, 316, 446 

Right to existence, 48ff., 175 
Right to full produce of labor, 48, 416 
Right to work, 5off. 
"Rights of Man," political and economic, 47ff. 
Robbins, Lionel Charles (1898- ), 8 
Roberts, Elmer (1863-19q), 486 
Robespierre, Maximilien Franfois Marie lsidore de 

(1758-1794L 503 
Rodbertus, Johann Karl (1805-1875), 153, 341 
Romanov dynasty, Russian (161j-iq17), 503 
Romanticism (idealism, revolt against reason), 52-j3, 

150, 257, 270, 397, 419ff. 
See also Utopian socialism 

Rome, ancient, 42, 77, 221, 275 
Roosevelt, Franklin Delano (1882-1945), 506 
Ropke, Wilhelm (1899-1966), 8 
Ruskin, John (181ylgoo), 524, 531 
Russia, 62, 117, 179, 190, 439-440, 494, 497, 501-520, 

523. 532, 534-540 
aggressiveness of, 508-515 
communist revolution (1917)~ 40, 425, 502-504, 

511-513, 520-521, 524 
See also Bolshevism; Marxian (or Russian variety of) 

socialism 

Saint-Simon, Claude Henri de (1760-1825), 73, 188, 
19: 253 

Saving and investment. See Capita1 accumulation 
Say, Jean Baptiste (1767-i832), 127 
Schelling, Friedrich Wilhelm von (1775-1854). 310 
Schiller, Johann Christoph Friedrich von (1759--1805), 

62, 83 
Schmoller, Gustav (1838-1917), 8, 267 
Schneider, munitions manufacturing firm established 

by the Schneider brothers, Joseph Eughe  
(1805-1875) and Adolphe (d.1845), 403 

Scholasticism, 225 
Schopenhauer, Arthur (1788-1860), 316 
Science, scientific method, 21 ff., 88,165ff., 256ff., 418, 

495, j33ff.t 538 
"Scientific socialism," 5-6, 17-18, 249, 253, 255, 317, 

524 
Self-determination, individual and political, 60 
Self-government, industrial, in the planned economy, 

228, 231-232, 399-401 
Seneca, Lucius Annaeus (4 B.C.?45 A.D.), 42 
Sniut,  Nassau Wiiiiam (17yw1864j. 428 
Serfdom, 425 

See also Slavery 
Sexual relations, under socialism and capitalism, 

! 7492 
Shakespeare, William (1564-1616), 136, 147 
Shaw, George Bernard (1856-1950), 4 2  i Sismondi, Jean Charles Leonard de, born Simonde 

(1773-1844, 128, 531 
Slavery, 154, 296ff., 380, 425 
Smith, Adam (1723-1790), 127, 388 
Social democracy, 67-71 
Social ethics. See Ethics 
Social evolution, theories of, qlff., 249-320 
Social insurance, compulsory, 429432 
"Social justice," doctrine of, 490 

See also "Just" wages and prices 
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Social (national) dividend, income or wealth, loo, 
132-134, 216, 276, 305 

Social regression (retrogression or decline), 272-276 
See also Destructionism 

Social science (sociology or praxeology), 22n., 27, 52, 
55, 256265, 534ff. 

Socialism, economics of 
change (dynamic conditions), 173-191 
decentralization vs. international division of labor, 

203-204 
distribution and consumption, 103-104, 131-141, 

176ff. 
economic calculation, 8, 97-103, 112-141, qzff., 

173-19'. 214-215,407-406 473-478, 53&539 
economic planning, organization and admmistra- 

tion, 102ff., 122, 123-130, 156162, 181-185, 
187-191, 402ff., 473ff., j y f f .  

economic production, capltal goods and invest- 
ment, ~ lof f . ,  122, 171-172, 177-181, 307-308, 
3 5 5 9 ,  413-4f5, 465-466, 537 

internahonal relahons, trade and migration, 
197-2081 537 

labor, 5off., l q f f . ,  134-137, 13%139, 142-162, 167, 
172, 3f9ffV 392-393 

money, pnces and exchange, lolff., 113ff., 137ff., 
206 

solution, q l f f .  
specuianon and the enirepreuriai roie, 181-185, 

187-191 
stationary conditions (equilibrium), loqff., 142-162 
taxation, confiscation and expropriation, 236, 323, 

413ff., 444ff. 
See also Destructionism 

Socialism, interpersonal (social) relations and 
anti-social (violent, revolutionary) character of, 212, 

276, 320, 461 
art, literature and cultural pursuits, 165-169, 418ff. 
authoritarian character of, 72-73, 16jff., 319 
christianity, religion and, 369-387 
democracy, 67ff. 
ethics, morality and religious philosophy, 21, 

355-363, 3 6 3 6 7 ,  388-398, 407ff. 
family life and woman's role, 74ff., 168n., 426 
individual, 72-73, 163-172 
occupation and personnel selection, 145ff., 163ff., 

182-183, 190-191 
religion. See Christianity; Ethics 
science, 21, 165if., 355ff. 
sexual reIations, 74-2 

Socialism, theories and doctrines of 
alleged inevitability of, 24~351 ,  499ff., 541-542 
"anarchical" production ("anarchy of production," 

Marxian slogan), 103, 163, 413 
arguments and tactics of, gff., 17ff., 43, 47ff., 68ff., 

142-151, 174-175, 306ff., 323ff., 414ff. 
asceticism and, 306-307 
class interests (ideology) and, ~Sff., 301-302,306ff., 

312, 315ff., 319ff., 453-462 
communism versus, 424, 499ff.. 504ff. 
defined, 9, 21-23, 67ff., 13iff., 211-212 

development of, 41, 67, 317, 319, 388ff., 46off. 
impracticability of, 117, 186194, 226228, 407-409, 

413ff., 465ff., 536ff. 

Socialism, theories and doctrines of (cont.) 
methods of, 424-452 
popular support for, 15-17, 249, 319, 405-46 

413ff., 459-462, 505, 510, 541-542 
state, society and, ~ l o f f . ,  133, 140, 163ff., 171-172, 

211, 213 
struggle against, 453-457, 459-462, 465, 49Q99. 

520-526 
See also Marx 

Socialism, varieties of 
christian, 223-226, 379, 382ff. 
conservative, 219, 224 
etatistic, 132, 184. 217ff., 358, 441ff., 481 
ethical, 356ff., 388-398 
German (Zwangswirtschaft), 222, 487, qyff., 520, 

j3*532, 536 
guild, 229-233, 473ff., 529 
Marxian (or Russian), 211,213, 219-220, 448ff., 487, 

499-508, 515ff., 52off., 534-540 
military, 220-223 
municipal (municipalization), 21, 102, 133, 190, 

212ff., 220, 227, 442, 457 
national, 197-200, 451 

See also Nazism 
scientific, 7, 18, 249, 253, 255, 338, 524 
state, 11, 212-220, 222, 223ff. 
utopian (ideals and experiments), 5, jgff., 72ff.. 

142-149, 168, 189ff., 197ff., 249 
Socialistic chiliasm, 249255 
"Socialists of the chair" (Kathedersozialisten), 8, 219, 

428, 523 
Socializahon vs. nationalization, 45, 51, 1  off., 182ff ., 

190, 212-220, 222, 229, 237, 2-40) 326, 441-444 
"Socially necessary labor ," Mandan theory of, I I 3-116 
Society (social cooperation), 52ff., 58ff., 110, lbyff., 

256278, 279, 281ff., 283ff., 288-291, 314, 357ff., 
369, 390, 408, 461, 466-469, 52lff. 

Sociological Darwinism, 282-283 
Sociology, 22n. See also Science 
Solidarism, 233-236 
Sombart, Werner (1863-1941), 317n., 343n., 531, 532 
Sophocles (495?-406 B.C.), 147 
Sorel, Georges (1847-i922), 501-502, 531, 542 
Spann, Othmar (187%1950), 531 
Special privileges, interests, rank, 204, 216ff., 3ooff. 

See also Caste; Privileged (propertied) classes; Pro- 
tectionism 

Specialization and concentration of industrial estab- 
lishments, 327-333 

See also Labor, division of 
Speculation, economic, iigff., 125, 181-184, 338ff., 

461 
Spencer, Herbert (182c+1903), 222n., 260n., 273, 282 
Spengler, Oswald (188+1936), 542 
Spranger, Eduard (1882-1963), 167n. 
Stage theories of evolution, 266ff. 
Stahl, Friedrich Julius (1802-1861), 531 
Stahlhelm (German association of World War I veter- 

ans), 526 
Stalin, Joseph (187~1953)~  495, 506ff., 510, 514, 516, 

532, 533, 541 
State vs. government, 46, 111,  off., 496, 521-522 . .  . 

See also-~overnment; Marx, state vs. society 
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State capitalism, 11, 229 
State enterprises vs. private business, 187-191, 214, 

442 
See also Mixed economy; Nationalization; Sociali- 

zation 
State intervention. See Interventionism 
State socialism, 11, 212-220, 222, 223ff. 
Stati~fiarv o r n n n m v  anr l  ql?j!$xk!m, jm lo inapr  r n n -  J ----.---. J --.- CIA--- J ---. 

cepts of, 105, 142-162, 173, 177, 223, 242-243 
Statism, ideology of, 481-482 

See also Etatism 
Statistics, use of, 3qff., 327, 338 
Status. See Caste; Special privileges 
Stourm, Ren6 (1837-i917), 45211. 
Strasser, Gregor (1@2-1934), 495, 520 
Strikes. See Labor 
Strindberg, August (1849-I~TZ), 420 
Struggle for existence or survival, 281ff., 288-291 
Subjective value theory, 97ff, 317, 403ff. 

See also Values 
Sully Prudhomme, Ren6 Fransois Armand (1839- 

1907L 234 
Sulzbach, Walter (b. 1889, 8 
Sutherland, Harriet Elizabeth Georgiana Leveson- 

Gower, Duchess of (18061868), 130 
Suttner, Bertha (1843-1914), 59 
Syndicalism, 12, 69, 204, 229, 232, 239, 239ff., 244, 

401, 434, 474 

Tacitus, Cornelius (55?-?117 A.D.), 37, 43, 72 
Tarde, Gabriel (1843-1904)~ 177" 
Tat Circle, 20511. 
Tawney, Richard Henry (1880-1962), 23111. 
Taxation, 133, 226ff.. 239, 442ff., 444-448, 449 

See also Destructionism 
Technische Nothilfe (German emergency relief pro- 

gram), 438 
Teleology and social science, 256, 265, 409 
Thaer, Albrecht (1752-1828), 130 
Theocratic state, 223ff. 
Thomas, Albert (1878-1932), 504 
Thomas Aquinas See Aquinas, Thomas 
Thiinen, Johann Heinrich von (1783-1850), 56 
Tibullus, Albius (54?-?IS B.C. ), 42 
Tolerance, reIigious, 167 
Tolstoy, Lev Nikolaevich (1828 0.S.-iglo), 371, 379, 

422 
Tonnies, Ferdinand (1855-1936). 318 
Totalitarianism, dictatorship. See Bolshevism; Fas- 

cism; Nazism; Socialism 
Trade. See Exchange; Foreign trade; Free trade 
Trade unions, 304, 432-438 

See also Labor 
Transportation, communications, monopolization of, 

104, 214, 347, 349, 442-44 
Trier Gehoferschaften, 43 
Troeltsch, Ernst (1865-1923), 2j3n. 
Trotsky, Lev Davidovich (1879-1940), 143, 466 495, 

510, 515-520, 532, 537, 540 
Trusts, cartels and protectionism, 331, 348ff. 

Ulrich von Lichtenstein (1~00?-?1275), 79 

Jlyanov, Aleksandr I., brother of V. I. Lenin (exe- 
cuted 1887), 526 

'Unearned" income, 48, 392 
Jnemployment, 51, 438-441 

See also Labor, wage rates 
Jnemployment insurance, 438-441 
Jnited Nations, 482, 511 
J.S. ir?tervmt;e~is~., dnmestic and fereigz, $ 3 ~ . 8 -  -t -$ 

497, 50'. 506. 509, 512 
Jniversalism, 52 
Jniversity professors, "socialists of the chair," 8,219, 

428, 531-532 
Jntermann, Ernest (fl. lglo), 19n. 
Jrban I11 (Pope, 1185-i187), 377 
Jsury. See Interest 
Jtilitarianism, philosophy of, 358,392,408-409, qzlff. 
Jtopian socialism, 5, 41, 72ff., 166ff., 197ff., 249 

r'alues (value judgments, value scales) 
individual, 97ff., 263, 356-360, 404, 4@+409 
non-economic, moral and ethical, 99,356f ., 361-362 
See also Economic calculation 

Veblen, Thorstein Bundt (1857-1929), 319 
Versailles and St. Germain, Treaties of, 391 
Vertical concentration of enterprises, 331-333 
Violence 

church and, 458ff. 
contract and, 32-39, 58-59, 433 
family and, 76-80 
fortunes, wealth and, 334-341 
labor and, 432-438, 493-494, 520ff. 
liberalism and, 62, 454ff., gzoff. 
marxism and, 62, @ff., 212ff. 
private property and, 31ff., 453-459 
See Destructionism 

Virgil, or Vergil (70-19 B.C.), 42, 72, 334 
Vogt, Karl (1817-1895), 314 

Wagner, Adolf (1835-1917), 129n., 181n. 
War, anti-social, 59, 279ff., 284 

See also Class conflict; Destructionism; Militarism; 
Nationalism; Peace; Revolution; Violence; 
World Wars I & I1 

War socialism, 222, 227, 424, 447, 520 
Wealth 

See Capital accumulation 
Webb. Sidney lames (185~1947) and Beatrice Potter 

(1858-1943)~ 11, 15n., 399% 486, 496 
Weber, Adolf (b.1876), 8 
Weber, Max (1864-I~ZO), zzin., 223, 364, 475 
Weitling, Wilhelm (18&1871), 343". 
Welfare state, welfare legislation, 426ff., 429-432, 

438-441, 522-523 
See also Interventionism 

Wells, Herbert George (1866-1946), 422 
Welsers, family of Bartholomeus Welser (d.1559). 

prominent German banker, 340 
Wieser, Friedrich Freiherrn von (1851-1926), 56, 

34F.l 348n. 
Wilhelm 11, Friedrich Wilhelm Viktor Albert (1859 

1941)~ j6, 511 
Wilson, Woodrow (185&1924), 513 
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Wissell, Rudolf (1869-196z), 228, 355n. 
"Withering away of the state" (Marxian slogan), 21 3 
Withers, Hartley (1867-qo), 8, 4 m .  
Woman in family and economic life, 7&92,168n., 426 
World socialism, 5, q7-zo0, 204 
World War I (1914-1918), 204, 222, 397, p f f . ,  

527-528, 532 

Zadruga (Slavic commune), 43 
Zola, Emile (184~-I~OZ), 422 
Zwangswirtschaft (German variety of socialism), 487, 

536 





BIOGRAPHICAL NOTE 

udwig von Mises (1881-1973) was the acknowledged leader of the Aus- L trian School of economic thought, a prodigious originator in economic 
theory, and a prolific author. A library of his books would total twenty-one 
volumes if confined to first editions, forty-eight volumes if all revised editions 
and translations were included, and still more if the Festschriften and other 
volumes containing contributions by him were added. 

Von Mises' writings and lectures encompassed economic theory, history, 
epistemology, government, and political philosophy. His contributions to 
economic theory include important clarifications on the quantity theory of 
money, the theory of the trade cycle, the integration of monetary theory with 
economic theory in general, and a demonstration that socialism must fail 
because it cannot solve the problem of economic calculation. Mises was the 
first scholar to recognize that economics is part of a larger science in human 
action, a science which Mises called "praxeology." 

Ludwig von Mises received doctorates in law and economics from the 
University of Vienna in 1906. In 1909 he became Economic Advisor to the 
Austrian Chamber of Commerce (comparable to the U.S. Department of 
Commerce). After serving in World War I, he became Professor of Economics 
at the University of Vienna and, in 1934, Professor of International Relations 
at the Graduate Institute of International Studies in Geneva. In 1945 he 
became Visiting Professor at New York University where he remained until 
his retirement in 1969. In a lecturing and teaching career that spanned many 
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preface

Throughout most of the twentieth century Ludwig von Mises (1881–
1973) was the leading spokesman of the Austrian school, the subjective-
value marginal-utility theory of economics. He was born in pre-World
War I Austria-Hungary. During the interwar years, he taught at the Uni-
versity of Vienna and worked as an economic adviser to the Austrian
government. A few years before the Nazis, under Adolf Hitler, occu-
pied Austria, he moved to Switzerland, where he taught at the Gradu-
ate Institute of International Studies. In 1940, after the start of World
War II, he fled war-torn Europe and migrated to the United States. He
spent the rest of his life in New York City.

Mises wrote more than twenty books, including The Theory of Money

and Credit (1912), Socialism (1922), Liberalism (1927), Monetary Stabi-

lization and Cyclical Policy (1928), Epistemological Problems of Eco-

nomics (1933), Bureaucracy (1944), Human Action (1949), Theory and

History (1957) and The Ultimate Foundation of Economic Science

(1962). He gained a reputation as an uncompromising advocate of free
trade, liberalism, and sound money, and a relentless opponent of gov-
ernment intervention, inflation and socialism.

Mises presented economics as a science developed by reasoning log-
ically step-by-step from basic a priori categories. Every individual acts
purposively, each to attain his or her own personal goals and values.
Economics dealt with human action, with the fact that individuals
act—their actions and the consequences of their actions, not with their
personal reasons or motives for acting. Thus, economics, the study of
human action, was value-free. If the basic a priori are actually true and
irrefutable, as Mises held they were, and if the step-by-step logic based
thereon was sound, as Mises maintained it was, then the conclusions
drawn from them must be logically necessary or, as he put it, apodictic.
Mises always made his assertions about economics with apodictic 
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certainty. He held that his theoretical books were scientific because
they dealt with the value-free science of human action. Mises consid-
ered his most important books were those which dealt with economics
and economic theory.

This book, however, is not a scientific book. In Mises’s Introduction,
he wrote: “[M]any people, and especially intellectuals, passionately
loathe capitalism.” To Mises it seemed incomprehensible that persons
should reject capitalism, the very system that was responsible for ex-
panding production, enabling more people to live longer, healthier,
more comfortable—and freer—lives. Thus, Mises’s goal in writing this
book was to give his view, his best judgment, as to why so many persons
were anti-capitalistic and as a result were attracted to socialism and
communism. This book does not deal with economic theory or with
the science of economics. Rather it deals with Mises’s ideas about the
opinions and psychological reasons of people for acting. It deals with
psychology and with people’s motives, topics Mises generally avoided
as unscientific. This book gives Mises’s considered judgment, on the
basis of his understanding of economics and his interpretation of the
facts, as to why he thought people acted as they do. One may or may
not agree with Mises’s view as expressed here, but his reasoning merits
consideration.

Bettina Bien Greaves
February 2005

x � preface
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Introduction

The substitution of laissez-faire capitalism for the precapitalistic meth-
ods of economic management has multiplied population figures and
raised in an unprecedented way the average standard of living. A nation
is the more prosperous today the less it has tried to put obstacles in the
way of the spirit of free enterprise and private initiative. The people of
the United States are more prosperous than the inhabitants of all other
countries because their government embarked later than the govern-
ments in other parts of the world upon the policy of obstructing busi-
ness. Nonetheless many people, and especially intellectuals, passion-
ately loathe capitalism. As they see it, this ghastly mode of society’s
economic organization has brought about nothing but mischief and
misery. Men were once happy and prosperous in the good old days pre-
ceding the “Industrial Revolution.” Now under capitalism the immense
majority are starving paupers ruthlessly exploited by rugged individual-
ists. For these scoundrels nothing counts but their moneyed interests.
They do not produce good and really useful things, but only what will
yield the highest profits. They poison bodies with alcoholic beverages
and tobacco, and souls and minds with tabloids, lascivious books and
silly moving pictures. The “ideological superstructure” of capitalism is
a literature of decay and degradation, the burlesque show and the art of
strip-tease, the Hollywood pictures and the detective stories.

The bias and bigotry of public opinion manifests itself most clearly
in the fact that it attaches the epithet “capitalistic” exclusively to things
abominable, never to those of which everybody approves. How can any
good come from capitalism! What is valuable has been produced in
spite of capitalism, but the bad things are excrescences of capitalism.

It is the task of this essay to analyze this anti-capitalistic bias and to
disclose its roots and its consequences.
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chapter 1

The Social Characteristics of
Capitalism and the Psychological
Causes of Its Vilification

1 The Sovereign Consumer

The characteristic feature of modern capitalism is mass production of
goods destined for consumption by the masses. The result is a tendency
towards a continuous improvement in the average standard of living, a
progressing enrichment of the many. Capitalism deproletarianizes the
“common man” and elevates him to the rank of a “bourgeois.”

On the market of a capitalistic society the common man is the sov-
ereign consumer whose buying or abstention from buying ultimately
determines what should be produced and in what quantity and quality.
Those shops and plants which cater exclusively or predominantly to the
wealthier citizens’ demand for refined luxuries play merely a subordi-
nate role in the economic setting of the market economy. They never
attain the size of big business. Big business always serves—directly or
indirectly—the masses.

It is this ascension of the multitude in which the radical social change
brought about by the “Industrial Revolution” consists. Those underlings
who in all the preceding ages of history had formed the herds of slaves
and serfs, of paupers and beggars, became the buying public, for whose
favor the businessmen canvass. They are the customers who are “always
right,” the patrons who have the power to make poor suppliers rich and
rich suppliers poor.

There are in the fabric of a market economy not sabotaged by the
nostrums of governments and politicians no grandees and squires keep-
ing the populace in submission, collecting tributes and imposts, and
gaudily feasting while the villeins must put up with the crumbs. The
profit system makes those men prosper who have succeeded in filling
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2 � the social characteristics of capitalism

the wants of the people in the best possible and cheapest way. Wealth
can be acquired only by serving the consumers. The capitalists lose
their funds as soon as they fail to invest them in those lines in which they
satisfy best the demands of the public. In a daily repeated plebiscite in
which every penny gives a right to vote the consumers determine who
should own and run the plants, shops and farms. The control of the ma-
terial means of production is a social function, subject to the confirma-
tion or revocation by the sovereign consumers.

This is what the modern concept of freedom means. Every adult is
free to fashion his life according to his own plans. He is not forced to live
according to the plan of a planning authority enforcing its unique plan
by the police, i.e., the social apparatus of compulsion and coercion.
What restricts the individual’s freedom is not other people’s violence or
threat of violence, but the physiological structure of his body and the in-
escapable nature-given scarcity of the factors of production. It is obvious
that man’s discretion to shape his fate can never trespass the limits drawn
by what are called the laws of nature.

To establish these facts does not amount to a justification of the indi-
vidual’s freedom from the point of view of any absolute standards or
metaphysical notions. It does not express any judgment on the fashion-
able doctrines of the advocates of totalitarianism, whether “right” or
“left.” It does not deal with their assertion that the masses are too stupid
and ignorant to know what would serve best their “true” needs and in-
terests and badly need a guardian, the government, lest they hurt them-
selves. Neither does it enter into a scrutiny of the statements that there
are supermen available for the office of such guardianship.

2 The Urge for Economic Betterment

Under capitalism the common man enjoys amenities which in ages
gone by were unknown and therefore inaccessible even to the richest
people. But, of course, these motorcars, television sets and refrigerators
do not make a man happy. In the instant in which he acquires them, he
may feel happier than he did before. But as soon as some of his wishes
are satisfied, new wishes spring up. Such is human nature.

Few Americans are fully aware of the fact that their country enjoys
the highest standard of living and that the way of life of the average
American appears as fabulous and out of the reach to the immense ma-
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jority of people inhabiting non-capitalistic countries. Most people be-
little what they have and could possibly acquire, and crave those things
which are inaccessible to them. It would be idle to lament this insatiable
appetite for more and more goods. This lust is precisely the impulse
which leads man on the way toward economic betterment. To content
oneself with what one has already got or can easily get, and to abstain ap-
athetically from any attempts to improve one’s own material conditions,
is not a virtue. Such an attitude is rather animal behavior than conduct
of reasonable human beings. Man’s most characteristic mark is that
he never ceases in endeavors to advance his well-being by purposive
activity.

However, these endeavors must be fitted for the purpose. They must
be suitable to bring about the effects aimed at. What is wrong with most
of our contemporaries is not that they are passionately longing for a
richer supply of various goods, but that they choose inappropriate
means for the attainment of this end. They are misled by spurious ide-
ologies. They favor policies which are contrary to their own rightly

understood vital interests. Too dull to see the inevitable long-run conse-
quences of their conduct, they find delight in its passing short-run ef-
fects. They advocate measures which are bound to result finally in gen-
eral impoverishment, in the disintegration of social cooperation under
the principle of the division of labor and in a return to barbarism.

There is but one means available to improve the material conditions
of mankind: to accelerate the growth of capital accumulated as against
the growth in population. The greater the amount of capital invested
per head of the worker, the more and the better goods can be produced
and consumed. This is what capitalism, the much abused profit system,
has brought about and brings about daily anew. Yet, most present-day
governments and political parties are eager to destroy this system.

Why do they all loathe capitalism? Why do they, while enjoying the
well-being capitalism bestows upon them, cast longing glances upon
the “good old days” of the past and the miserable conditions of the 
present-day Russian worker?

3 Status Society and Capitalism

Before answering this question it is necessary to put into better relief
the distinctive feature of capitalism as against that of a status society.

status society and capitalism � 3
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It is quite customary to liken the entrepreneurs and capitalists of the
market economy to the aristocrats of a status society. The basis of the
comparison is the relative riches of both groups as against the relatively
straitened conditions of the rest of their fellow men. However, in re-
sorting to this metaphor, one fails to realize the fundamental difference
between aristocratic riches and “bourgeois” or capitalistic riches.

The wealth of an aristocrat is not a market phenomenon; it does not
originate from supplying the consumers and cannot be withdrawn or
even affected by any action on the part of the public. It stems from con-
quest or from largess on the part of a conqueror. It may come to an end
through revocation on the part of the donor or through violent eviction
on the part of another conqueror, or it may be dissipated by extrava-
gance. The feudal lord does not serve consumers and is immune to the
displeasure of the populace.

The entrepreneurs and capitalists owe their wealth to the people
who patronize their businesses. They lose it inevitably as soon as other
men supplant them in serving the consumers better or cheaper.

It is not the task of this essay to describe the historical conditions
which brought about the institutions of caste and status, of the sub-
division of peoples into hereditary groups with different ranks, rights,
claims, and legally sanctified privileges or disabilities. What alone is of
importance for us is the fact that the preservation of these feudal insti-
tutions was incompatible with the system of capitalism. Their abolition
and the establishment of the principle of equality under the law re-
moved the barriers that prevented mankind from enjoying all those
benefits which the system of private ownership of the means of produc-
tion and private enterprise makes possible.

In a society based on rank, status or caste, an individual’s station in life
is fixed. He is born into a certain station, and his position in society is
rigidly determined by the laws and customs which assign to each mem-
ber of his rank definite privileges and duties or definite disabilities. Ex-
ceptionally good or bad luck may in some rare cases elevate an individ-
ual into a higher rank or debase him into a lower rank. But as a rule, the
conditions of the individual members of a definite order or rank can im-
prove or deteriorate only with a change in the conditions of the whole
membership. The individual is primarily not a citizen of a nation; he
is a member of an estate (Stand, état) and only as such indirectly in-
tegrated into the body of his nation. In coming into contact with a
countryman belonging to another rank, he does not feel any commu-

4 � the social characteristics of capitalism
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nity. He perceives only the gulf that separates him from the other man’s
status. This diversity was reflected in linguistic as well as in sartorial us-
ages. Under the ancien régime the European aristocrats spoke prefer-
ably French. The third estate used the vernacular, while the lower ranks
of the urban population and the peasants clung to local dialects, jargons
and argots which often were incomprehensible to the educated. The
various ranks dressed differently. No one could fail to recognize the rank
of a stranger whom he happened to see somewhere.

The main criticism leveled against the principle of equality under
the law by the eulogists of the good old days is that it has abolished the
privileges of rank and dignity. It has, they say, “atomized” society, dis-
solved its “organic” subdivisions into “amorphous” masses. The “much
too many” are now supreme, and their mean materialism has super-
seded the noble standards of ages gone by. Money is king. Quite worth-
less people enjoy riches and abundance, while meritorious and worthy
people go empty-handed.

This criticism tacitly implies that under the ancien régime the aristo-
crats were distinguished by their virtue and that they owed their rank and
their revenues to their moral and cultural superiority. It is hardly neces-
sary to debunk this fable. Without expressing any judgment of value, the
historian cannot help emphasizing that the high aristocracy of the main
European countries were the descendants of those soldiers, courtiers
and courtesans who, in the religious and constitutional struggles of the
sixteenth and seventeenth centuries, had cleverly sided with the party
that remained victorious in their respective countries.

While the conservative and the “progressive” foes of capitalism dis-
agree with regard to the evaluation of the old standards, they fully agree
in condemning the standards of capitalistic society. As they see it, not
those who deserve well of their fellow men acquire wealth and prestige,
but frivolous unworthy people. Both groups pretend to aim at the sub-
stitution of fairer methods of “distribution” for the manifestly unfair
methods prevailing under laissez-faire capitalism.

Now, nobody ever contended that under unhampered capitalism
those fare best who, from the point of view of eternal standards of value,
ought to be preferred. What the capitalistic democracy of the market
brings about is not rewarding people according to their “true” merits,
inherent worth and moral eminence. What makes a man more or less
prosperous is not the evaluation of his contribution from any “absolute”
principle of justice, but evaluation on the part of his fellow men who

status society and capitalism � 5
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exclusively apply the yardstick of their own personal wants, desires
and ends. It is precisely this that the democratic system of the market
means. The consumers are supreme—i.e., sovereign. They want to be
satisfied.

Millions of people like to drink Pinkapinka, a beverage prepared by
the world-embracing Pinkapinka Company. Millions like detective sto-
ries, mystery pictures, tabloid newspapers, bull fights, boxing, whiskey,
cigarettes, chewing gum. Millions vote for governments eager to arm
and to wage war. Thus, the entrepreneurs who provide in the best and
cheapest way all the things required for the satisfaction of these wants
succeed in getting rich. What counts in the frame of the market econ-
omy is not academic judgments of value, but the valuations actually
manifested by people in buying or not buying.

To the grumbler who complains about the unfairness of the market
system only one piece of advice can be given: If you want to acquire
wealth, then try to satisfy the public by offering them something that 
is cheaper or which they like better. Try to supersede Pinkapinka by
mixing another beverage. Equality under the law gives you the power
to challenge every millionaire. It is—in a market not sabotaged by 
government-imposed restrictions—exclusively your fault if you do not
outstrip the chocolate king, the movie star and the boxing champion.

But if you prefer, to the riches you may perhaps acquire in engaging
in the garment trade or in professional boxing, the satisfaction you may
derive from writing poetry or philosophy, you are free to do so. Then,
of course, you will not make as much money as those who serve the ma-
jority. For such is the law of the economic democracy of the market.
Those who satisfy the wants of a smaller number of people only col-
lect fewer votes—dollars—than those who satisfy the wants of more
people. In moneymaking the movie star outstrips the philosopher; the
manufacturers of Pinkapinka outstrip the composer of symphonies.

It is important to realize that the opportunity to compete for the
prizes society has to dispense is a social institution. It cannot remove 
or alleviate the innate handicaps with which nature has discriminated
against many people. It cannot change the fact that many are born sick
or become disabled in later life. The biological equipment of a man
rigidly restricts the field in which he can serve. The class of those who
have the ability to think their own thoughts is through an unbridgeable
gulf separated from the class of those who cannot.

6 � the social characteristics of capitalism
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4 The Resentment of Frustrated Ambition

Now we can try to understand why people loathe capitalism.
In a society based on caste and status, the individual can ascribe ad-

verse fate to conditions beyond his own control. He is a slave because
the superhuman powers that determine all becoming had assigned him
this rank. It is not his doing, and there is no reason for him to be
ashamed of his humbleness. His wife cannot find fault with his station.
If she were to tell him: “Why are you not a duke? If you were a duke, I
would be a duchess,” he would reply: “If I had been born the son of a
duke, I would not have married you, a slave girl, but the daughter of an-
other duke; that you are not a duchess is exclusively your own fault; why
were you not more clever in the choice of your parents?”

It is quite another thing under capitalism. Here everybody’s station
in life depends on his own doing. Everybody whose ambitions have not
been fully gratified knows very well that he has missed chances, that he
has been tried and found wanting by his fellow man. If his wife up-
braids him: “Why do you make only eighty dollars a week? If you were
as smart as your former pal, Paul, you would be a foreman and I would
enjoy a better life,” he becomes conscious of his own inferiority and
feels humiliated.

The much talked about sternness of capitalism consists in the fact
that it handles everybody according to his contribution to the well-
being of his fellow men. The sway of the principle, to each according to

his accomplishments, does not allow of any excuse for personal short-
comings. Everybody knows very well that there are people like himself
who succeeded where he himself failed. Everybody knows that many of
those whom he envies are self-made men who started from the same
point from which he himself started. And, much worse, he knows that
all other people know it too. He reads in the eyes of his wife and his chil-
dren the silent reproach: “Why have you not been smarter?” He sees
how people admire those who have been more successful than he and
look with contempt or with pity on his failure.

What makes many feel unhappy under capitalism is the fact that cap-
italism grants to each the opportunity to attain the most desirable posi-
tions which, of course, can only be attained by a few. Whatever a man
may have gained for himself, it is mostly a mere fraction of what his am-
bition has impelled him to win. There are always before his eyes people

the resentment of frustrated ambition � 7
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who have succeeded where he failed. There are fellows who have out-
stripped him and against whom he nurtures, in his subconsciousness,
inferiority complexes. Such is the attitude of the tramp against the man
with a regular job, the factory hand against the foreman, the executive
against the vice-president, the vice-president against the company’s
president, the man who is worth three hundred thousand dollars against
the millionaire and so on. Everybody’s self-reliance and moral equilib-
rium are undermined by the spectacle of those who have given proof of
greater abilities and capacities. Everybody is aware of his own defeat
and insufficiency.

The long line of German authors who radically rejected the “West-
ern” ideas of the Enlightenment and the social philosophy of rational-
ism, utilitarianism and laissez faire as well as the policies advanced by
these schools of thought was opened by Justus Möser. One of the novel
principles which aroused Möser’s anger was the demand that the pro-
motion of army officers and civil servants should depend on personal
merit and ability and not on the incumbent’s ancestry and noble line-
age, his age and length of service. Life in a society in which success
would exclusively depend on personal merit would, says Möser, simply
be unbearable. As human nature is, everybody is prone to overrate his
own worth and deserts. If a man’s station in life is conditioned by fac-
tors other than his inherent excellence, those who remain at the bot-
tom of the ladder can acquiesce in this outcome and, knowing their
own worth, still preserve their dignity and self-respect. But it is differ-
ent if merit alone decides. Then the unsuccessful feel themselves in-
sulted and humiliated. Hate and enmity against all those who super-
seded them must result.*

The price and market system of capitalism is such a society in which
merit and achievements determine a man’s success or failure. What-
ever one may think of Möser’s bias against the merit principle, one
must admit that he was right in describing one of its psychological con-
sequences. He had an insight into the feelings of those who had been
tried and found wanting.

In order to console himself and to restore his self-assertion, such a
man is in search of a scapegoat. He tries to persuade himself that he
failed through no fault of his own. He is at least as brilliant, efficient

8 � the social characteristics of capitalism

* Justus Möser, No Promotion According to Merit (1772; repr. in vol. 2 of Sämmtliche Werke, ed.
B. R. Abeken, Berlin, 1842, pp. 187–91).
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and industrious as those who outshine him. Unfortunately this nefarious
social order of ours does not accord the prizes to the most meritorious
men; it crowns the dishonest unscrupulous scoundrel, the swindler, the
exploiter, the “rugged individualist.” What made himself fail was his
honesty. He was too decent to resort to the base tricks to which his suc-
cessful rivals owe their ascendancy. As conditions are under capitalism,
a man is forced to choose between virtue and poverty on the one hand,
and vice and riches on the other. He, himself, thank God, chose the for-
mer alternative and rejected the latter.

This search for a scapegoat is an attitude of people living under the
social order which treats everybody according to his contribution to the
well-being of his fellow men and where thus everybody is the founder
of his own fortune. In such a society each member whose ambitions
have not been fully satisfied resents the fortune of all those who suc-
ceeded better. The fool releases these feelings in slander and defama-
tion. The more sophisticated do not indulge in personal calumny. They
sublimate their hatred into a philosophy, the philosophy of anti-
capitalism, in order to render inaudible the inner voice that tells them
that their failure is entirely their own fault. Their fanaticism in defend-
ing their critique of capitalism is precisely due to the fact that they are
fighting their own awareness of its falsity.

The suffering from frustrated ambition is peculiar to people living in
a society of equality under the law. It is not caused by equality under the
law, but by the fact that in a society of equality under the law the in-
equality of men with regard to intellectual abilities, will power and ap-
plication becomes visible. The gulf between what a man is and achieves
and what he thinks of his own abilities and achievements is pitilessly
revealed. Daydreams of a “fair” world which would treat him according
to his “real worth” are the refuge of all those plagued by a lack of self-
knowledge.

5 The Resentment of the Intellectuals

The common man as a rule does not have the opportunity of consort-
ing with people who have succeeded better than he has. He moves in
the circle of other common men. He never meets his boss socially. He
never learns from personal experience how different an entrepreneur
or an executive is with regard to all those abilities and faculties which
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are required for successfully serving the consumers. His envy and the
resentment it engenders are not directed against a living being of flesh
and blood, but against pale abstractions like “management,” “capital”
and “Wall Street.” It is impossible to abominate such a faint shadow
with the same bitterness of feeling that one may bear against a fellow
creature whom one encounters daily.

It is different with people whom special conditions of their occupa-
tion or their family affiliation bring into personal contact with the win-
ners of the prizes which—as they believe—by rights should have been
given to themselves. With them the feelings of frustrated ambition be-
come especially poignant because they engender hatred of concrete
living beings. They loathe capitalism because it has assigned to this
other man the position they themselves would like to have.

Such is the case with those people who are commonly called the in-
tellectuals. Take for instance the physicians. Daily routine and experi-
ence make every doctor cognizant of the fact that there exists a hierar-
chy in which all medical men are graded according to their merits and
achievements. Those more eminent than he himself is, those whose
methods and innovations he must learn and practice in order to be up
to date were his classmates in the medical school, they served with him
as internes, they attend with him the meetings of medical associations.
He meets them at the bedside of patients as well as in social gatherings.
Some of them are his personal friends or related to him, and they all be-
have toward him with the utmost civility and address him as their dear
colleague. But they tower far above him in the appreciation of the pub-
lic and often also in height of income. They have outstripped him and
now belong to another class of men. When he compares himself with
them, he feels humiliated. But he must watch himself carefully lest
anybody notice his resentment and envy. Even the slightest indication
of such feelings would be looked upon as very bad manners and would
depreciate him in the eyes of everybody. He must swallow down his
mortification and divert his wrath toward a vicarious target. He indicts
society’s economic organization, the nefarious system of capitalism. But
for this unfair regime his abilities and talents, his zeal and his achieve-
ments would have brought him the rich reward they deserve.

It is the same with many lawyers and teachers, artists and actors, 
writers and journalists, architects and scientific research workers, engi-
neers and chemists. They, too, feel frustrated because they are vexed 
by the ascendancy of their more successful colleagues, their former
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schoolfellows and cronies. Their resentment is deepened by precisely
those codes of professional conduct and ethics that throw a veil of com-
radeship and colleagueship over the reality of competition.

To understand the intellectual’s abhorrence of capitalism one must
realize that in his mind this system is incarnated in a definite number
of compeers whose success he resents and whom he makes responsible
for the frustration of his own farflung ambitions. His passionate dis-
like of capitalism is a mere blind for his hatred of some successful 
“colleagues.”

6 The Anti-capitalistic Bias of American Intellectuals

The anti-capitalistic bias of the intellectuals is a phenomenon not lim-
ited to one or a few countries only. But it is more general and more bit-
ter in the United States than it is in the European countries. To explain
this rather surprising fact one must deal with what one calls “society”
or, in French, also le monde.

In Europe “society” includes all those eminent in any sphere of activ-
ity. Statesmen and parliamentary leaders, the heads of the various de-
partments of the civil service, publishers and editors of the main news-
papers and magazines, prominent writers, scientists, artists, actors,
musicians, engineers, lawyers and physicians form together with out-
standing businessmen and scions of aristocratic and patrician families
what is considered the good society. They come into contact with one
another at dinner and tea parties, charity balls and bazaars, at first-nights,
and varnishing-days; they frequent the same restaurants, hotels and re-
sorts. When they meet, they take their pleasure in conversation about in-
tellectual matters, a mode of social intercourse first developed in Italy of
the Renaissance, perfected in the Parisian salons and later imitated by
the “society” of all important cities of Western and Central Europe. New
ideas and ideologies find their response in these social gatherings before
they begin to influence broader circles. One cannot deal with the history
of the fine arts and literature in the nineteenth century without ana-
lyzing the role “society” played in encouraging or discouraging their
protagonists.

Access to European society is open to everybody who has distin-
guished himself in any field. It may be easier to people of noble ancestry
and great wealth than to commoners with modest incomes. But neither
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riches nor titles can give to a member of this set the rank and prestige that
is the reward of great personal distinction. The stars of the Parisian salons
are not the millionaires, but the members of the Académie Française.
The intellectuals prevail and the others feign at least a lively interest in
intellectual concerns.

Society in this sense is foreign to the American scene. What is called
“society” in the United States almost exclusively consists of the rich-
est families. There is little social intercourse between the successful
businessmen and the nation’s eminent authors, artists and scientists.
Those listed in the Social Register do not meet socially the molders of
public opinion and the harbingers of the ideas that will determine the
future of the nation. Most of the “socialites” are not interested in books
and ideas. When they meet and do not play cards, they gossip about
persons and talk more about sports than about cultural matters. But
even those who are not averse to reading, consider writers, scientists
and artists as people with whom they do not want to consort. An almost
unsurmountable gulf separates “society” from the intellectuals.

It is possible to explain the emergence of this situation historically.
But such an explanation does not alter the facts. Neither can it remove
or alleviate the resentment with which the intellectuals react to the con-
tempt in which they are held by the members of “society.” American au-
thors or scientists are prone to consider the wealthy businessman as a
barbarian, as a man exclusively intent upon making money. The pro-
fessor despises the alumni who are more interested in the university’s
football team than in its scholastic achievements. He feels insulted if he
learns that the coach gets a higher salary than an eminent professor of
philosophy. The men whose research has given rise to new methods of
production hate the businessmen who are merely interested in the cash
value of their research work. It is very significant that such a large num-
ber of American research physicists sympathize with socialism or com-
munism. As they are ignorant of economics and realize that the univer-
sity teachers of economics are also opposed to what they disparagingly
call the profit system, no other attitude can be expected from them.

If a group of people secludes itself from the rest of the nation, espe-
cially also from its intellectual leaders, in the way American “socialites”
do, they unavoidably become the target of rather hostile criticisms on
the part of those whom they keep out of their own circles. The exclu-
sivism practiced by the American rich has made them in a certain sense
outcasts. They may take a vain pride in their own distinction. What
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they fail to see is that their self-chosen segregation isolates them and
kindles animosities which make the intellectuals inclined to favor anti-
capitalistic policies.

7 The Resentment of the White Collar Workers

Besides being harassed by the general hatred of capitalism common to
most people, the white collar worker labors under two special afflic-
tions peculiar to his own category.

Sitting behind a desk and committing words and figures to paper, he
is prone to overrate the significance of his work. Like the boss he writes
and reads what other fellows have put on paper and talks directly or
over the telephone with other people. Full of conceit, he imagines
himself to belong to the enterprise’s managing elite and compares his
own tasks with those of his boss. As a “worker by brain” he looks arro-
gantly down upon the manual worker whose hands are calloused and
soiled. It makes him furious to notice that many of these manual la-
borers get higher pay and are more respected than he himself. What 
a shame, he thinks, that capitalism fondles the simple drudgery of the
“uneducated” and does not appraise his “intellectual” work according
to its “true” value.

In nursing such atavistic ideas about the significance of office work
and manual work, the white collar man shuts his eyes to a realistic eval-
uation of the situation. He does not see that his own clerical job con-
sists in the performance of routine tasks which require but a simple
training, while the “hands” whom he envies are the highly skilled me-
chanics and technicians who know how to handle the intricate ma-
chines and contrivances of modern industry. It is precisely this com-
plete misconstruction of the real state of affairs that discloses the clerk’s
lack of insight and power of reasoning.

On the other hand, the clerical worker, like professional people, is
plagued by daily contact with men who have succeeded better than he.
He sees some of his fellow employees who started from the same level
with him make a career within the hierarchy of the office while he re-
mains at the bottom. Only yesterday Paul was in the same rank with him.
Today Paul has a more important and better paid assignment. And yet,
he thinks, Paul is in every regard inferior to himself. Certainly, he con-
cludes, Paul owes his advancement to those mean tricks and artifices
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that can further a man’s career only under this unfair system of capi-
talism which all books and newspapers, all scholars and politicians
denounce as the root of all mischief and misery.

The classical expression of the clerks’ conceit and their fanciful be-
lief that their own subaltern jobs are a part of the entrepreneurial 
activities and congeneric with the work of their bosses is to be found 
in Lenin’s description of the “control of production and distribution” 
as provided by his most popular essay. Lenin himself and most of his
fellow-conspirators never learned anything about the operation of the
market economy and never wanted to. All they knew about capitalism
was that Marx had described it as the worst of all evils. They were pro-
fessional revolutionaries. The only sources of their earnings were the
party funds which were fed by voluntary and more often involuntary—
extorted—contributions and subscriptions and by violent “expropria-
tions.” But, before 1917, as exiles in Western and Central Europe, some
of the comrades occasionally held subaltern routine jobs in business
firms. It was their experience—the experience of clerks who had to fill
out forms and blanks, to copy letters, to enter figures into books and 
to file papers—which provided Lenin with all the information he had
acquired about entrepreneurial activities.

Lenin correctly distinguishes between the work of the entrepreneurs
on the one hand, and that of “the scientifically educated staff of engi-
neers, agronomists and so on” on the other hand. These experts and
technologists are mainly executors of orders. They obey under capital-
ism the capitalists, they will obey under socialism “the armed workers.”
The function of the capitalists and entrepreneurs is different; it is, ac-
cording to Lenin, “control of production and distribution, of labor and
products.” Now the tasks of the entrepreneurs and capitalists are in fact
the determination of the purposes for which the factors of production
are to be employed in order to serve in the best possible way the wants of
the consumers—i.e., to determine what should be produced, in what
quantities and in what quality. However, this is not the meaning that
Lenin attaches to the term “control.” As a Marxian he was unaware of
the problems the conduct of production activities has to face under any
imaginable system of social organization: the inevitable scarcity of the
factors of production, the uncertainty of future conditions for which
production has to provide, and the necessity of picking out from the be-
wildering multitude of technological methods suitable for the attain-
ment of ends already chosen those which obstruct as little as possible the
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attainment of other ends—i.e., those with which the cost of production
is lowest. No allusion to these matters can be found in the writings of
Marx and Engels. All that Lenin learned about business from the tales
of his comrades who occasionally sat in business offices was that it re-
quired a lot of scribbling, recording and ciphering. Thus, he declares
that “accounting and control” are the chief things necessary for the or-
ganizing and correct functioning of society. But “accounting and con-
trol,” he goes on saying, have already been “simplified by capitalism to
the utmost, till they have become the extraordinarily simple operations
of watching, recording and issuing receipts, within the reach of anybody
who can read and write and knows the first four rules of arithmetic.”*

Here we have the philosophy of the filing clerk in its full glory.

8 The Resentment of the “Cousins”

On the market not hampered by the interference of external forces, the
process which tends to convey control of the factors of production into
the hands of the most efficient people never stops. As soon as a man or
a firm begins to slacken in endeavors to meet, in the best possible way,
the most urgent of the not yet properly satisfied needs of the consumers,
dissipation of the wealth accumulated by previous success in such en-
deavors sets in. Often this dispersion of the fortune starts already in the
lifetime of the businessman when his buoyancy, energy and resource-
fulness become weakened by the impact of old age, fatigue, and sick-
ness, and his ability to adjust the conduct of his affairs to the unceas-
ingly changing structure of the market fades away. More frequently it is
the sluggishness of his heirs that fritters away the heritage. If the dull
and stolid progeny do not sink back into insignificance and in spite of
their incompetence remain moneyed people, they owe their prosperity
to institutions and political measures which were dictated by anti-
capitalistic tendencies. They withdraw from the market where there is
no means of preserving acquired wealth other than acquiring it anew
each day in tough competition with everybody, with the already exist-
ing firms as well as with newcomers “operating on a shoestring.” In
buying government bonds they flee under the wings of the government

the resentment of the “cousins” � 15

* Cf. Lenin, State and Revolution, Little Lenin Library, no. 14 (New York: International Publish-
ers), pp. 83– 84.

01-L3803  9/1/06  7:26 AM  Page 15



which promises to safeguard them against the dangers of the market in
which losses are the penalty of inefficiency.*

However, there are families in which the eminent capacities re-
quired for entrepreneurial success are propagated through several gen-
erations. One or two of the sons or grandsons or even great-grandsons
equal or excel their forebear. The ancestor’s wealth is not dissipated, but
grows more and more.

These cases are, of course, not frequent. They attract attention not
only on account of their rarity, but also on account of the fact that men
who know how to enlarge an inherited business enjoy a double pres-
tige, the esteem shown to their fathers and that shown to themselves.
Such “patricians,” as they are sometimes called by people who ignore
the difference between a status society and the capitalistic society, for
the most part combine in their persons breeding, fineness of taste and
gracious manners with the skill and industriousness of a hardworking
businessman. And some of them belong to the country’s or even the
world’s richest entrepreneurs.

It is the conditions of these few richest among these so-called patri-
cian families which we must scrutinize in order to explain a phenom-
enon that plays an important role in modern anti-capitalistic propa-
ganda and machinations.

Even in these lucky families, the qualities required for the success-
ful conduct of big business are not inherited by all sons and grandsons.
As a rule only one, or at best two, of each generation are endowed with
them. Then it is essential for the survival of the family’s wealth and
business that the conduct of affairs be entrusted to this one or to these
two and that the other members be relegated to the position of mere 
recipients of a quota of the proceeds. The methods chosen for such ar-
rangements vary from country to country, according to the special pro-
visions of the national and local laws. Their effect, however, is always
the same. They divide the family into two categories—those who direct
the conduct of affairs and those who do not.

The second category consists as a rule of people closely related to
those of the first category whom we propose to call the bosses. They are
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brothers, cousins, nephews of the bosses, more often their sisters, wid-
owed sisters-in-law, female cousins, nieces and so on. We propose to call
the members of this second category the cousins.

The cousins derive their revenues from the firm or corporation. But
they are foreign to business life and know nothing about the problems
an entrepreneur has to face. They have been brought up in fashion-
able boarding schools and colleges, whose atmosphere was filled by a
haughty contempt for banausic moneymaking. Some of them pass their
time in night clubs and other places of amusement, bet and gamble,
feast and revel, and indulge in expensive debauchery. Others amateur-
ishly busy themselves with painting, writing, or other arts. Thus, most of
them are idle and useless people.

It is true that there have been and are exceptions, and that the
achievements of these exceptional members of the group of cousins by
far outweigh the scandals raised by the provoking behavior of the play-
boys and spendthrifts. Many of the most eminent authors, scholars and
statesmen were such “gentlemen of no occupation.” Free from the ne-
cessity of earning a livelihood by a gainful occupation and indepen-
dent of the favor of those addicted to bigotry, they became pioneers of
new ideas. Others, themselves lacking the inspiration, became the
Maecenas of artists who, without the financial aid and the applause re-
ceived, would not have been in a position to accomplish their creative
work. The role that moneyed men played in Great Britain’s intellectual
and political evolution has been stressed by many historians. The mi-
lieu in which the authors and artists of nineteenth-century France lived
and found encouragement was le monde, “society.”

However, we deal here neither with the sins of the playboys nor with
the excellence of other groups of wealthy people. Our theme is the part
which a special group of cousins took in the dissemination of doctrines
aiming at the destruction of the market economy.

Many cousins believe that they have been wronged by the arrange-
ments regulating their financial relation to the bosses and the family’s
firm. Whether these arrangements were made by the will of their father
or grandfather, or by an agreement which they themselves have signed,
they think that they are receiving too little and the bosses too much.
Unfamiliar with the nature of business and the market, they are—with
Marx—convinced that capital automatically “begets profits.” They
do not see any reason why those members of the family who are in
charge of the conduct of affairs should earn more than they. Too dull to
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appraise correctly the meaning of balance sheets and profit and loss ac-
counts, they suspect in every act of the bosses a sinister attempt to cheat
them and to deprive them of their birthright. They quarrel with them
continually.

It is not astonishing that the bosses lose their temper. They are proud
of their success in overcoming all the obstacles which governments and
labor unions place in the way of big business. They are fully aware of
the fact that, but for their efficiency and zeal, the firm would either
have long since gone astray or the family would have been forced to sell
out. They believe that the cousins should do justice to their merits, and
they find their complaints simply impudent and outrageous.

The family feud between the bosses and the cousins concerns only
the members of the clan. But it attains general importance when the
cousins, in order to annoy the bosses, join the anti-capitalistic camp
and provide the funds for all kinds of “progressive” ventures. The
cousins are enthusiastic in supporting strikes, even strikes in the facto-
ries from which their own revenues originate.* It is a well-known fact
that most of the “progressive” magazines and many “progressive” news-
papers entirely depend on the subsidies lavishly granted by them.
These cousins endow progressive universities and colleges and insti-
tutes for “social research” and sponsor all sorts of communist party ac-
tivities. As “parlor socialists” and “penthouse Bolsheviks,” they play an
important role in the “proletarian army” fighting against the “dismal
system of capitalism.”

9 The Communism of Broadway and Hollywood

The many to whom capitalism gave a comfortable income and leisure
are yearning for entertainment. Crowds throng to the theatres. There
is money in show business. Popular actors and playwrights enjoy a six-
figure income. They live in palatial houses with butlers and swimming
pools. They certainly are not “prisoners of starvation.” Yet Hollywood
and Broadway, the world-famous centers of the entertainment industry,
are hotbeds of communism. Authors and performers are to be found
among the most bigoted supporters of Sovietism.
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Various attempts have been made to explain this phenomenon. There
is in most of these interpretations a grain of truth. However, they all fail
to take account of the main motive that drives champions of the stage
and the screen into the ranks of revolutionaries.

Under capitalism, material success depends on the appreciation of a
man’s achievements on the part of the sovereign consumers. In this re-
gard there is no difference between the services rendered by a manu-
facturer and those rendered by a producer, an actor or a playwright. Yet
the awareness of this dependence makes those in the show business
much more uneasy than those supplying the customers with tangible
amenities. The manufacturers of tangible goods know that their prod-
ucts are purchased because of certain physical properties. They may
reasonably expect that the public will continue to ask for these com-
modities as long as nothing better or cheaper is offered to them, for it
is unlikely that the needs which these goods satisfy will change in the
near future. The state of the market for these goods can, to some extent,
be anticipated by intelligent entrepreneurs. They can, with a degree of
confidence, look into the future.

It is another thing with entertainment. People long for amusement
because they are bored. And nothing makes them so weary as amuse-
ments with which they are already familiar. The essence of the enter-
tainment industry is variety. The patrons applaud most what is new and
therefore unexpected and surprising. They are capricious and unac-
countable. They disdain what they cherished yesterday. A tycoon of the
stage or the screen must always fear the waywardness of the public. He
awakes rich and famous one morning and may be forgotten the next
day. He knows very well that he depends entirely on the whims and fan-
cies of a crowd hankering after merriment. He is always agitated by anx-
iety. Like the master-builder in Ibsen’s play, he fears the unknown new-
comers, the vigorous youths who will supplant him in the favor of the
public.

It is obvious that there is no relief from what makes these stage people
uneasy. Thus they catch at a straw. Communism, some of them think,
will bring their deliverance. Is it not a system that makes all people
happy? Do not very eminent men declare that all the evils of man-
kind are caused by capitalism and will be wiped out by communism?
Are not they themselves hardworking people, comrades of all other
working men?

It may be fairly assumed that none of the Hollywood and Broadway
communists has ever studied the writings of any socialist author and
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still less any serious analysis of the market economy. But it is this very
fact that, to these glamour girls, dancers and singers, to these authors
and producers of comedies, moving pictures and songs, gives the
strange illusion that their particular grievances will disappear as soon
as the “expropriators” will be expropriated.

There are people who blame capitalism for the stupidity and crude-
ness of many products of the entertainment industry. There is no need
to argue this point. But it is noteworthy to remember that no other
American milieu was more enthusiastic in the endorsement of com-
munism than that of people cooperating in the production of these silly
plays and films. When a future historian searches for those little signifi-
cant facts which Taine appreciated highly as source material, he should
not neglect to mention the role which the world’s most famous strip-
tease artist played in the American radical movement.*
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chapter 2

The Ordinary Man’s Social Philosophy

1 Capitalism as It Is and as It Is Seen by the Common Man

The emergence of economics as a new branch of knowledge was one of
the most portentous events in the history of mankind. In paving the way
for private capitalistic enterprise it transformed within a few generations
all human affairs more radically than the preceding ten thousand years
had done. From the day of their birth to the day of their demise, the
denizens of a capitalistic country are every minute benefited by the mar-
velous achievements of the capitalistic ways of thinking and acting.

The most amazing thing concerning the unprecedented change in
earthly conditions brought about by capitalism is the fact that it was ac-
complished by a small number of authors and a hardly greater number
of statesmen who had assimilated their teachings. Not only the sluggish
masses but also most of the businessmen who, by their trading, made the
laissez-faire principles effective failed to comprehend the essential fea-
tures of their operation. Even in the heyday of liberalism only a few
people had a full grasp of the functioning of the market economy. West-
ern civilization adopted capitalism upon recommendation on the part
of a small élite.

There were, in the first decades of the nineteenth century, many
people who viewed their own unfamiliarity with the problems con-
cerned as a serious shortcoming and were anxious to redress it. In the
years between Waterloo and Sebastopol, no other books were more ea-
gerly absorbed in Great Britain than treatises on economics. But the
vogue soon subsided. The subject was unpalatable to the general reader.

Economics is so different from the natural sciences and technology
on the one hand, and history and jurisprudence on the other hand, that
it seems strange and repulsive to the beginner. Its heuristic singularity
is viewed with suspicion by those whose research work is performed in
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laboratories or in archives and libraries. Its epistemological singularity
appears nonsensical to the narrow-minded fanatics of positivism.
People would like to find in an economics book knowledge that per-
fectly fits into their preconceived image of what economics ought to be,
viz., a discipline shaped according to the logical structure of physics or
of biology. They are bewildered and desist from seriously grappling with
problems the analysis of which requires an unwonted mental exertion.

The result of this ignorance is that people ascribe all improvements
in economic conditions to the progress of the natural sciences and tech-
nology. As they see it, there prevails in the course of human history a
self-acting tendency toward progressing advancement of the experi-
mental natural sciences and their application to the solution of techno-
logical problems. This tendency is irresistible, it is inherent in the des-
tiny of mankind, and its operation takes effect whatever the political and
economic organization of society may be. As they see it, the unprece-
dented technological improvements of the last two hundred years were
not caused or furthered by the economic policies of the age. They were
not an achievement of classical liberalism, free trade, laissez faire and
capitalism. They will therefore go on under any other system of society’s
economic organization.

The doctrines of Marx received approval simply because they
adopted this popular interpretation of events and clothed it with a
pseudophilosophical veil that made it gratifying both to Hegelian spiri-
tualism and to crude materialism. In the scheme of Marx the “material
productive forces” are a superhuman entity independent of the will and
the actions of men. They go their own way that is prescribed by the in-
scrutable and inevitable laws of a higher power. They change mysteri-
ously and force mankind to adjust its social organization to these
changes; for the material productive forces shun one thing: to be en-
chained by mankind’s social organization. The essential content of his-
tory is the struggle of the material productive forces to be freed from the
social bonds by which they are fettered.

Once upon a time, teaches Marx, the material productive forces
were embodied in the shape of the hand mill, and then they arranged
human affairs according to the pattern of feudalism. When, later, the
unfathomable laws that determine the evolution of the material pro-
ductive forces substituted the steam mill for the hand mill, feudalism
had to give way to capitalism. Since then the material productive forces
have developed further, and their present shape imperatively requires
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the substitution of socialism for capitalism. Those who try to check the
socialist revolution are committed to a hopeless task. It is impossible to
stem the tide of historical progress.

The ideas of the so-called leftist parties differ from one another in
many ways. But they agree in one point. They all look upon progressing
material improvement as upon a self-acting process. The American
union member takes his standard of living for granted. Fate has deter-
mined that he should enjoy amenities which were denied even to the
most prosperous people of earlier generations and are still denied to
non-Americans. It does not occur to him that the “rugged individual-
ism” of big business may have played some role in the emergence of
what he calls the “American way of life.” In his eyes “management” rep-
resents the unfair claims of the “exploiters” who are intent upon depriv-
ing him of his birthright. There is, he thinks, in the course of historical
evolution an irrepressible tendency toward a continuous increase in the
“productivity” of his labor. It is obvious that the fruits of this betterment
by rights belong exclusively to him. It is his merit that—in the age of
capitalism—the quotient of the value of the products turned out by the
processing industries divided by the number of hands employed tended
toward an increase.

The truth is that the increase in what is called the productivity of la-
bor is due to the employment of better tools and machines. A hundred
workers in a modern factory produce per unit of time a multiple of
what a hundred workers used to produce in the workshops of pre-
capitalistic craftsmen. This improvement is not conditioned by higher
skill, competence or application on the part of the individual worker.
(It is a fact that the proficiency needed by medieval artisans towered far
above that of many categories of present-day factory hands.) It is due to
the employment of more efficient tools and machines which, in turn,
is the effect of the accumulation and investment of more capital.

The terms capitalism, capital, and capitalists were employed by Marx
and are today employed by most people—also by the official propa-
ganda agencies of the United States government—with an opprobrious
connotation. Yet these words pertinently point toward the main factor
whose operation produced all the marvelous achievements of the last
two hundred years: the unprecedented improvement of the average
standard of living for a continually increasing population. What distin-
guishes modern industrial conditions in the capitalistic countries from
those of the precapitalistic ages as well as from those prevailing today in
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24 � the ordinary man’s social philosophy

the so-called underdeveloped countries is the amount of the supply of
capital. No technological improvement can be put to work if the capi-
tal required has not previously been accumulated by saving.

Saving, capital accumulation, is the agency that has transformed step-
by-step the awkward search for food on the part of savage cave dwellers
into the modern ways of industry. The pacemakers of this evolution
were the ideas that created the institutional framework within which
capital accumulation was rendered safe by the principle of private own-
ership of the means of production. Every step forward on the way toward
prosperity is the effect of saving. The most ingenious technological in-
ventions would be practically useless if the capital goods required for
their utilization had not been accumulated by saving.

The entrepreneurs employ the capital goods made available by the
savers for the most economical satisfaction of the most urgent among
the not-yet-satisfied wants of the consumers. Together with the tech-
nologists, intent upon perfecting the methods of processing, they play,
next to the savers themselves, an active part in the course of events that
is called economic progress. The rest of mankind profits from the ac-
tivities of these three classes of pioneers. But whatever their own doings
may be, they are only beneficiaries of changes to the emergence of
which they did not contribute anything.

The characteristic feature of the market economy is the fact that it
allots the greater part of the improvements brought about by the en-
deavors of the three progressive classes—those saving, those investing
the capital goods and those elaborating new methods for the employ-
ment of capital goods—to the nonprogressive majority of people. Cap-
ital accumulation exceeding the increase in population raises, on the
one hand, the marginal productivity of labor and, on the other hand,
cheapens the products. The market process provides the common man
with the opportunity to enjoy the fruits of other peoples’ achievements.
It forces the three progressive classes to serve the nonprogressive ma-
jority in the best possible way.

Everybody is free to join the ranks of the three progressive classes of
a capitalist society. These classes are not closed castes. Membership in
them is not a privilege conferred on the individual by a higher author-
ity or inherited from one’s ancestors. These classes are not clubs, and
the ins have no power to keep out any newcomer. What is needed to
become a capitalist, an entrepreneur or a deviser of new technological
methods is brains and will power. The heir of a wealthy man enjoys a
certain advantage as he starts under more favorable conditions than
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others. But his task in the rivalry of the market is not easier, but some-
times even more wearisome and less remunerative than that of a new-
comer. He has to reorganize his inheritance in order to adjust it to the
changes in market conditions. Thus, for instance, the problems that
the heir of a railroad “empire” had to face were, in the last decades, cer-
tainly more knotty than those encountered by the man who started
from scratch in trucking or in air transportation.

The popular philosophy of the common man misrepresents all these
facts in the most lamentable way. As John Doe sees it, all those new in-
dustries that are supplying him with amenities unknown to his father
came into being by some mythical agency called progress. Capital ac-
cumulation, entrepreneurship and technological ingenuity did not
contribute anything to the spontaneous generation of prosperity. If any
man has to be credited with what John Doe considers as the rise in the
productivity of labor, then it is the man on the assembly line. Unfortu-
nately, in this sinful world there is exploitation of man by man. Business
skims the cream and leaves, as the Communist Manifesto points out, to
the creator of all good things, to the manual worker, not more than “he
requires for his maintenance and for the propagation of his race.” Con-
sequently, “the modern worker, instead of rising with the progress of in-
dustry, sinks deeper and deeper. . . . He becomes a pauper, and pau-
perism develops more rapidly than population and wealth.” The authors
of this description of capitalistic industry are praised at universities as
the greatest philosophers and benefactors of mankind and their teach-
ings are accepted with reverential awe by the millions whose homes, be-
sides other gadgets, are equipped with radio and television sets.

The worst exploitation, say professors, “labor” leaders and politi-
cians, is effected by big business. They fail to realize that the charac-
teristic mark of big business is mass production for the satisfaction of
the needs of the masses. Under capitalism the workers themselves, di-
rectly or indirectly, are the main consumers of all those things that the
factories are turning out.

In the early days of capitalism there was still a considerable time lag
between the emergence of an innovation and its becoming accessible
to the masses. About sixty years ago Gabriel Tarde was right in pointing
out that an industrial innovation is the fancy of a minority before it
becomes the need of everybody; what was considered first as an extrava-
gance turns later into a customary requisite of all and sundry. This
statement was still correct with regard to the popularization of the auto-
mobile. But big-scale production by big business has shortened and
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almost eliminated this time lag. Modern innovations can only be pro-
duced profitably according to the methods of mass production and
hence become accessible to the many at the very moment of their prac-
tical inauguration. There was, for instance, in the United States no sen-
sible period in which the enjoyment of such innovations as television,
nylon stockings or canned baby food was reserved to a minority of the
well-to-do. Big business tends, in fact, toward a standardization of the
peoples’ ways of consumption and enjoyment.

Nobody is needy in the market economy because of the fact that
some people are rich. The riches of the rich are not the cause of the
poverty of anybody. The process that makes some people rich is, on the
contrary, the corollary of the process that improves many peoples’ want
satisfaction. The entrepreneurs, the capitalists and the technologists
prosper as far as they succeed in best supplying the consumers.

2 The Anti-capitalistic Front

From the very beginnings of the socialist movement and the endeavors
to revive the interventionist policies of the precapitalistic ages, both so-
cialism and interventionism were utterly discredited in the eyes of those
conversant with economic theory. But the ideas of the revolutionaries
and reformers found approval with the immense majority of ignorant
people exclusively driven by the most powerful human passions of envy
and hatred.

The social philosophy of the Enlightenment that paved the way for
the realization of the liberal program—economic freedom, consum-
mated in the market economy (capitalism), and its constitutional corol-
lary, representative government—did not suggest the annihilation of
the three old powers: the monarchy, the aristocracy and the churches.
The European liberals aimed at the substitution of the parliamentary
monarchy for royal absolutism, not at the establishment of republican
government. They wanted to abolish the privileges of the aristocrats, but
not to deprive them of their titles, their escutcheons and their estates.
They were eager to grant to everybody freedom of conscience and to put
an end to the persecution of dissenters and heretics, but they were anx-
ious to give to all churches and denominations perfect freedom in the
pursuit of their spiritual objectives. Thus the three great powers of the
ancien régime were preserved. One might have expected that princes,
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aristocrats and clergymen who indefatigably professed their conser-
vatism would be prepared to oppose the socialist attack upon the essen-
tials of Western civilization. After all, the harbingers of socialism did not
shrink from disclosing that under socialist totalitarianism no room
would be left for what they called the remnants of tyranny, privilege and
superstition.

However, even with these privileged groups resentment and envy
were more intense than cool reasoning. They virtually joined hands
with the socialists disregarding the fact that socialism aimed also at the
confiscation of their holdings and that there cannot be any religious
freedom under a totalitarian system. The Hohenzollern in Germany
inaugurated a policy that an American observer called monarchical so-
cialism.* The autocratic Romanoffs of Russia toyed with labor union-
ism as a weapon to fight the “bourgeois” endeavors to establish repre-
sentative government.† In every European country the aristocrats were
virtually cooperating with the enemies of capitalism. Everywhere emi-
nent theologians tried to discredit the free enterprise system and thus,
by implication, to support either socialism or radical interventionism.
Some of the outstanding leaders of present-day Protestantism—Barth
and Brunner in Switzerland, Niebuhr and Tillich in the United States,
and the late Archbishop of Canterbury, William Temple—openly con-
demn capitalism and even charge the alleged failures of capitalism
with the responsibility for all the excesses of Russian Bolshevism.

One may wonder whether Sir William Harcourt was right when,
more than sixty years ago, he proclaimed: We are all socialists now. But
today governments, political parties, teachers and writers, militant anti-
theists as well as Christian theologians are almost unanimous in pas-
sionately rejecting the market economy and praising the alleged
benefits of state omnipotence. The rising generation is brought up in
an environment that is engrossed in socialist ideas.

The influence of the prosocialist ideology comes to light in the way in
which public opinion, almost without any exception, explains the rea-
sons that induce people to join the Socialist or Communist parties. In
dealing with domestic politics, one assumes that, “naturally and
necessarily,” those who are not rich favor the radical programs—plan-
ning, socialism, communism—while only the rich have reason to vote
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for the preservation of the market economy. This assumption takes for
granted the fundamental socialist idea that the economic interests of the
masses are hurt by the operation of capitalism for the sole benefit of the
“exploiters” and that socialism will improve the common man’s standard
of living.

However, people do not ask for socialism because they know that so-
cialism will improve their conditions, and they do not reject capitalism
because they know that it is a system prejudicial to their interests. They
are socialists because they believe that socialism will improve their con-
ditions, and they hate capitalism because they believe that it harms
them. They are socialists because they are blinded by envy and igno-
rance. They stubbornly refuse to study economics and spurn the econ-
omists’ devastating critique of the socialist plans because, in their eyes,
economics, being an abstract theory, is simply nonsense. They pretend
to trust only in experience. But they no less stubbornly refuse to take
cognizance of the undeniable facts of experience, viz., that the com-
mon man’s standard of living is incomparably higher in capitalistic
America than in the socialist paradise of the Soviets.

In dealing with conditions in the economically backward countries
people display the same faulty reasoning. They think that these peoples
must “naturally” sympathize with communism because they are pov-
erty stricken. Now it is obvious that the poor nations want to get rid of
their penury. Aiming at an improvement of their unsatisfactory condi-
tions, they ought therefore to adopt that system of society’s economic or-
ganization which best warrants the attainment of this end; they ought to
decide in favor of capitalism. But, deluded by spurious anti-capitalistic
ideas, they are favorably disposed to communism. It is paradoxical in-
deed that the leaders of these Oriental peoples, while casting longing
glances at the prosperity of the Western nations, reject the methods that
made the West prosperous and are enraptured by Russian communism
that is instrumental in keeping the Russians and their satellites poor. It
is still more paradoxical that Americans, enjoying the products of capi-
talistic big business, exalt the Soviet system and consider it quite “natu-
ral” that the poor nations of Asia and Africa should prefer communism
to capitalism.

People may disagree on the question of whether everybody ought to
study economics seriously. But one thing is certain. A man who pub-
licly talks or writes about the opposition between capitalism and so-
cialism without having fully familiarized himself with all that eco-
nomics has to say about these issues is an irresponsible babbler.
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chapter 3

Literature Under Capitalism

1 The Market for Literary Products

Capitalism provides many with the opportunity to display initiative.
While the rigidity of a status society enjoins on everybody the unvarying
performance of routine and does not tolerate any deviation from tradi-
tional patterns of conduct, capitalism encourages the innovator. Profit is
the prize of successful deviation from customary types of procedure; loss
is the penalty of those who sluggishly cling to obsolete methods. The in-
dividual is free to show what he can do in a better way than other people.

However, this freedom of the individual is limited. It is an outcome of
the democracy of the market and therefore depends on the appreciation
of the individual’s achievements on the part of the sovereign consumers.
What pays on the market is not the good performance as such, but the
performance recognized as good by a sufficient number of customers. If
the buying public is too dull to appreciate duly the worth of a product,
however excellent, all the trouble and expense were spent in vain.

Capitalism is essentially a system of mass production for the satisfac-
tion of the needs of the masses. It pours a horn of plenty upon the com-
mon man. It has raised the average standard of living to a height never
dreamed of in earlier ages. It has made accessible to millions of people
enjoyments which a few generations ago were only within the reach of
a small élite.

The outstanding example is provided by the evolution of a broad mar-
ket for all kinds of literature. Literature—in the widest sense of the
term—is today a commodity asked for by millions. They read news-
papers, magazines and books, they listen to the broadcasts and they fill
the theatres. Authors, producers and actors who gratify the public’s
wishes earn considerable revenues. Within the frame of the social divi-
sion of labor a new subdivision evolved, the species of the literati, i.e.,
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people making a living from writing. These authors sell their services or
the product of their effort on the market just as all other specialists are
selling their services or their products. They are in their very capacity as
writers firmly integrated into the cooperative body of the market society.

In the precapitalistic ages writing was an unremunerative art. Black-
smiths and shoemakers could make a living, but authors could not. Writ-
ing was a liberal art, a hobby, but not a profession. It was a noble pursuit
of wealthy people, of kings, grandees and statesmen, of patricians and
other gentlemen of independent means. It was practiced in spare time
by bishops and monks, university teachers and soldiers. The penniless
man whom an irresistible impulse prompted to write had first to secure
some source of revenue other than authorship. Spinoza ground lenses.
The two Mills, father and son, worked in the London offices of the East
India Company. But most of the poor authors lived from the open-
handedness of wealthy friends of the arts and sciences. Kings and princes
vied with one another in patronizing poets and writers. The courts were
the asylum of literature.

It is a historical fact that this system of patronage granted to the authors
full freedom of expression. The patrons did not venture to impose upon
their protégés their own philosophy and their own standards of taste and
ethics. They were often eager to protect them against the church au-
thorities. At least it was possible for an author whom one or several courts
had banned to find refuge with a rival court.

Nonetheless, the vision of philosophers, historians and poets moving
in the midst of courtiers and depending on the good graces of a despot
is not very edifying. The old liberals hailed the evolution of a market
for literary products as an essential part of the process which emanci-
pated men from the tutelage of kings and aristocrats. Henceforth, they
thought, the judgment of the educated classes will be supreme. What
a wonderful prospect! A new florescence seemed to be dawning.

2 Success on the Book Market

However, there were some flaws in this picture.
Literature is not conformism, but dissent. Those authors who merely

repeat what everybody approves and wants to hear are of no impor-
tance. What counts alone is the innovator, the dissenter, the harbinger
of things unheard of, the man who rejects the traditional standards and
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aims at substituting new values and ideas for old ones. He is by neces-
sity antiauthoritarian and antigovernmental, irreconcilably opposed to
the immense majority of his contemporaries. He is precisely the author
whose books the greater part of the public does not buy.

Whatever one may think about Marx and Nietzsche, nobody can
deny that their posthumous success has been overwhelming. Yet they
both would have died from starvation if they had not had other sources
of income than their royalties. The dissenter and innovator has little to
expect from the sale of his books on the regular market.

The tycoon of the book market is the author of fiction for the masses.
It would be wrong to assume that these buyers always prefer bad books
to good books. They lack discrimination and are, therefore, ready to ab-
sorb sometimes even good books. It is true that most of the novels and
plays published today are mere trash. Nothing else can be expected
when thousands of volumes are written every year. Our age could still
some day be called an age of the flowering of literature if only one out
of a thousand books published would prove to be equal to the great
books of the past.

Many critics take pleasure in blaming capitalism for what they call
the decay of literature. Perhaps they should rather inculpate their own
inability to sift the chaff from the wheat. Are they keener than their pre-
decessors were about a hundred years ago? Today, for instance, all crit-
ics are full of praise for Stendhal. But when Stendhal died in 1842, he
was obscure and misunderstood.

Capitalism could render the masses so prosperous that they buy
books and magazines. But it could not imbue them with the discern-
ment of Maecenas or Can Grande della Scala. It is not the fault of cap-
italism that the common man does not appreciate uncommon books.

3 Remarks about the Detective Stories

The age in which the radical anti-capitalistic movement acquired
seemingly irresistible power brought about a new literary genre, the de-
tective story. The same generation of Englishmen whose votes swept
the Labour Party into office were enraptured by such authors as Edgar
Wallace. One of the outstanding British socialist authors, G. D. H.
Cole, is no less remarkable as an author of detective stories. A consistent
Marxian would have to call the detective story—perhaps together with
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the Hollywood pictures, the comics and the “art” of striptease—the
artistic superstructure of the epoch of labor unionism and socialization.

Many historians, sociologists and psychologists have tried to explain
the popularity of this strange genre. The most profound of these inves-
tigations is that of Professor W. O. Aydelotte. Professor Aydelotte is
right in asserting that the historical value of the detective stories is that
they describe daydreams and thus shed light on the people who read
them. He is no less right in suggesting that the reader identifies himself
with the detective and in very general terms makes the detective an ex-
tension of his ego.*

Now this reader is the frustrated man who did not attain the position
which his ambition impelled him to aim at. As we said already, he is
prepared to console himself by blaming the injustice of the capitalist
system. He failed because he is honest and law abiding. His more lucky
competitors succeeded on account of their improbity; they resorted to
foul tricks which he, conscientious and stainless as he is, would never
have thought of. If people only knew how crooked these arrogant up-
starts are! Unfortunately their crimes remained hidden and they enjoy
an undeserved reputation. But the day of judgment will come. He him-
self will unmask them and disclose their misdeeds.

The typical course of events in a detective story is this: A man whom
all people consider as respectable and incapable of any shabby action
has committed an abominable crime. Nobody suspects him. But the
smart sleuth cannot be fooled. He knows everything about such sanc-
timonious hypocrites. He assembles all the evidence to convict the cul-
prit. Thanks to him, the good cause finally triumphs.

The unmasking of the crook who passes himself off as a respectable
citizen was, with a latent antibourgeois tendency, a topic often treated
also at a higher literary level, e.g., by Ibsen in The Pillars of Society. The
detective story debases the plot and introduces into it the cheap charac-
ter of the self-righteous sleuth who takes delight in humiliating a man
whom all people considered as an impeccable citizen. The detective’s
motive is a subconscious hatred of successful “bourgeois.” His counter-
parts are the inspectors of the government’s police force. They are too
dull and too prepossessed to solve the riddle. It is sometimes even im-
plied that they are unwittingly biased in favor of the culprit because his
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social position strongly impresses them. The detective surmounts the
obstacles which their sluggishness puts into his way. His triumph is a de-
feat of the authorities of the bourgeois state who have appointed such po-
lice officers.

This is why the detective story is popular with people who suffer from
frustrated ambition. (There are, of course, also other readers of detective
stories.) They dream day and night of how to wreak their vengeance
upon successful competitors. They dream of the moment when their ri-
val, “handcuffs around his wrist, is led away by the police.” This satisfac-
tion is vicariously given to them by the climax of the story in which they
identify themselves with the detective, and the trapped murderer with
the rival who superseded them.*

4 Freedom of the Press

Freedom of the press is one of the fundamental features of a nation of
free citizens. It is one of the essential points in the political program of
old classical liberalism. No one has ever succeeded in advancing any
tenable objections against the reasoning of the two classical books:
John Milton’s Areopagítica, 1644, and John Stuart Mills’s On Liberty,

1859. Unlicensed printing is the life blood of literature.
A free press can exist only where there is private control of the means

of production. In a socialist commonwealth, where all publication fa-
cilities and printing presses are owned and operated by the government,
there cannot be any question of a free press. The government alone de-
termines who should have the time and opportunity to write and what
should be printed and published. Compared with the conditions pre-
vailing in Soviet Russia even Tsarist Russia, retrospectively, looks like a
country of a free press. When the Nazis performed their notorious book
auto-da-fés, they exactly conformed to the designs of one of the great so-
cialist authors, Cabet.†
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As all nations are moving toward socialism, the freedom of authors is
vanishing step-by-step. From day to day it becomes more difficult for a
man to publish a book or an article, the content of which displeases the
government or powerful pressure groups. The heretics are not yet “liq-
uidated” as in Russia nor are their books burned by order of the Inqui-
sition. Neither is there a return to the old system of censorship. The
self-styled progressives have more efficient weapons at their disposal.
Their foremost tool of oppression is boycotting authors, editors, pub-
lishers, booksellers, printers, advertisers and readers.

Everybody is free to abstain from reading books, magazines, and news-
papers he dislikes and to recommend to other people to shun these
books, magazines, and newspapers. But it is quite another thing when
some people threaten other people with serious reprisals in case they
should not stop patronizing certain publications and their publishers. In
many countries publishers of newspapers and magazines are frightened
by the prospect of a boycott on the part of labor unions. They avoid open
discussion of the issue and tacitly yield to the dictates of the union
bosses.*

These “labor” leaders are much more touchy than were the imperial
and royal majesties of bygone ages. They cannot take a joke. Their
touchiness has degraded the satire, the comedy and the musical com-
edy of the legitimate theatre and has condemned the moving pictures
to sterility.

In the ancien régime the theatres were free to produce Beaumarchais’s
mocking of the aristocracy and the immortal opera composed by
Mozart. Under the second French empire, Offenbach’s and Halévy’s
Grandduchess of Gerolstein parodied absolutism, militarism and court
life. Napoleon III himself and some of the other European monarchs en-
joyed the play that made them ridiculous. In the Victorian Age, the cen-
sor of the British theatres, the Lord Chamberlain, did not hinder the per-
formance of Gilbert and Sullivan’s musical comedies which made fun
of all venerable institutions of the British system of government. Noble
Lords filled the boxes while on the stage the Earl of Montararat sang:
“The House of Peers made no pretence to intellectual eminence.”

In our day it is out of the question to parody on the stage the pow-
ers that be. No disrespectful reflection on labor unions, cooperatives,
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government-operated enterprises, budget deficits and other features of
the welfare state is tolerated. The union bosses and the bureaucrats are
sacrosanct. What is left to comedy are those topics that have made the
operetta and the Hollywood farce abominable.

5 The Bigotry of the Literati

A superficial observer of present-day ideologies could easily fail to rec-
ognize the prevailing bigotry of the molders of public opinion and the
machinations which render inaudible the voice of dissenters. There
seems to be disagreement with regard to issues considered as important.
Communists, socialists and interventionists and the various sects and
schools of these parties are fighting each other with such zeal that atten-
tion is diverted from the fundamental dogmas with regard to which
there is full accord among them. On the other hand, the few indepen-
dent thinkers who have the courage to question these dogmas are virtu-
ally outlawed, and their ideas cannot reach the reading public. The
tremendous machine of “progressive” propaganda and indoctrination
has well succeeded in enforcing its taboos. The intolerant orthodoxy of
the self-styled “unorthodox” schools dominates the scene.

This “unorthodox” dogmatism is a self-contradictory and confused
mixture of various doctrines incompatible with one another. It is eclec-
ticism at its worst, a garbled collection of surmises borrowed from falla-
cies and misconceptions long since exploded. It includes scraps from
many socialist authors, both “utopian” and “scientific Marxian,” from
the German Historical School, the Fabians, the American Institutional-
ists, the French Syndicalists, the Technocrats. It repeats errors of God-
win, Carlyle, Ruskin, Bismarck, Sorel, Veblen and a host of less well-
known men.

The fundamental dogma of this creed declares that poverty is an out-
come of iniquitous social institutions. The original sin that deprived
mankind of the blissful life in the Garden of Eden was the establishment
of private property and enterprise. Capitalism serves only the selfish in-
terests of rugged exploiters. It dooms the masses of righteous men to pro-
gressing impoverishment and degradation. What is needed to make all
people prosperous is the taming of the greedy exploiters by the great god
called State. The “service” motive must be substituted for the “profit”
motive. Fortunately, they say, no intrigues and no brutality on the part of
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the infernal “economic royalists” can quell the reform movement. The
coming of an age of central planning is inevitable. Then there will be
plenty and abundance for all. Those eager to accelerate this great trans-
formation call themselves “progressives” precisely because they pretend
that they are working for the realization of what is both desirable and in
accordance with the inexorable laws of historical evolution. They dis-
parage as reactionaries all those who are committed to the vain effort of
stopping what they call “progress.”

From the point of view of these dogmas the “progressives” advocate
certain policies which, as they pretend, could alleviate immediately
the lot of the suffering masses. They recommend, e.g., credit expansion
and increasing the amount of money in circulation, minimum wage
rates to be decreed and enforced either by the government or by labor
union pressure and violence, control of commodity prices and rents
and other interventionist measures. But the economists have demon-
strated that all such nostrums fail to bring about those results which
their advocates want to attain. Their outcome is, from the very point of

view of those recommending them and resorting to their execution, even
more unsatisfactory than the previous state of affairs which they were
designed to alter. Credit expansion results in the recurrence of eco-
nomic crisis and periods of depression. Inflation makes the prices of all
commodities and services soar. The attempts to enforce wage rates
higher than those the unhampered market would have determined
produce mass unemployment prolonged year after year. Price ceilings
result in a drop in the supply of commodities affected. The economists
have proved these theorems in an irrefutable way. No “progressive”
pseudo-economist ever tried to refute them.

The essential charge brought by the “progressives” against capital-
ism is that the recurrence of crisis and depressions and mass unem-
ployment are its inherent features. The demonstration that these phe-
nomena are, on the contrary, the result of the interventionist attempts
to regulate capitalism and to improve the conditions of the common
man give the “progressive” ideology the finishing stroke. As the “pro-
gressives” are not in a position to advance any tenable objections to the
teachings of the economists, they try to conceal them from the people
and especially also from the intellectuals and the university students.
Any mentioning of these heresies is strictly forbidden. Their authors are
called names, and the students are dissuaded from reading their “crazy
stuff.”
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As the “progressive” dogmatist sees things, there are two groups of
men quarreling about how much of the “national income” each of them
should take for themselves. The propertied class, the entrepreneurs and
the capitalists, to whom they often refer as “management,” is not pre-
pared to leave to “labor”—i.e., the wage earners and employees—more
than a trifle, just a little bit more than bare sustenance. Labor, as may eas-
ily be understood, annoyed by management’s greed, is inclined to lend
an ear to the radicals, to the communists, who want to expropriate man-
agement entirely. However, the majority of the working class is moder-
ate enough not to indulge in excessive radicalism. They reject com-
munism and are ready to content themselves with less than the total
confiscation of “unearned” income. They aim at a middle-of-the-road
solution, at planning, the welfare state, socialism. In this controversy the
intellectuals who allegedly do not belong to either of the two opposite
camps are called to act as arbiters. They—the professors, the represen-
tatives of science, and the writers, the representatives of literature—
must shun the extremists of each group, those who recommend capital-
ism as well as those who endorse communism. They must side with the
moderates. They must stand for planning, the welfare state, socialism,
and they must support all measures designed to curb the greed of man-
agement and to prevent it from abusing its economic power.

There is no need to enter anew into a detailed analysis of all the fal-
lacies and contradictions implied in this way of thinking. It is enough
to single out three fundamental errors.

First: The great ideological conflict of our age is not a struggle about
the distribution of the “national income.” It is not a quarrel between
two classes each of which is eager to appropriate to itself the greatest
possible portion of a total sum available for distribution. It is a dissen-
sion concerning the choice of the most adequate system of society’s
economic organization. The question is, which of the two systems, cap-
italism or socialism, warrants a higher productivity of human efforts to
improve people’s standard of living. The question is, also, whether so-
cialism can be considered as a substitute for capitalism, whether any 
rational conduct of production activities, i.e., conduct based on eco-
nomic calculation, can be accomplished under socialist conditions.
The bigotry and the dogmatism of the socialists manifest themselves in
the fact that they stubbornly refuse to enter into an examination of
these problems. With them it is a foregone conclusion that capitalism
is the worst of all evils and socialism the incarnation of everything that
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is good. Every attempt to analyze the economic problems of a socialist
commonwealth is considered as a crime of lèse majesté. As the condi-
tions prevailing in the Western countries do not yet permit the liqui-
dation of such offenders in the Russian way, they insult and vilify them,
cast suspicion upon their motives and boycott them.*

Second: There is no economic difference between socialism and
communism. Both terms, socialism and communism, denote the same
system of society’s economic organization, i.e., public control of all 
the means of production as distinct from private control of the means
of production, namely capitalism. The two terms, socialism and com-
munism, are synonyms. The document which all Marxian socialists
consider as the unshakable foundation of their creed is called the 
Communist Manifesto. On the other hand, the official name of the 
communist Russian empire is Union of the Socialist Soviet Republics
(U.S.S.R.).†

The antagonism between the present-day communist and socialist
parties does not concern the ultimate goal of their policies. It refers
mainly to the attitude of the Russian dictators to subjugate as many
countries as possible, first of all the United States. It refers, furthermore,
to the question of whether the realization of public control of the means
of production should be achieved by constitutional methods or by a vio-
lent overthrow of the government in power.

Neither do the terms “planning” and “welfare state” as they are used
in the language of economists, statesmen, politicians and all other
people signify something different from the final goal of socialism and
communism. Planning means that the plan of the government should
be substituted for the plans of the individual citizens. It means that the
entrepreneurs and capitalists should be deprived of the discretion to em-
ploy their capital according to their own designs and should be obliged
to comply unconditionally with the orders issued by a central planning
board or office. This amounts to the transfer of control from the entre-
preneurs and capitalists to the government.
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* These last two sentences do not refer to three or four socialist authors of our time who—very
late indeed and in a very unsatisfactory way—began to examine the economic problems of so-
cialism. But they are literally true for all other socialists from the early origins of the socialist ideas
down to our day.
† About attempts of Stalin to make a spurious distinction between socialism and communism, cf.
Mises, Planned Chaos (Irvington-on-Hudson, 1947), pp. 44– 46 (reprinted in the new editions of
Socialism, Yale University Press, 1951, pp. 552–53; Liberty Fund, 1981, pp. 505– 6).
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It is, therefore, a serious blunder to consider socialism, planning or
the welfare state as solutions to the problem of society’s economic
organization which would differ from that of communism and which
would have to be estimated as “less absolute” or “less radical.” Socialism
and planning are not antidotes for communism as many people seem to
believe. A socialist is more moderate than a communist insofar as he
does not hand out secret documents of his own country to Russian agents
and does not plot to assassinate anticommunist bourgeois. This is, of
course, a very important difference. But it has no reference whatever to
the ultimate goal of political action.

Third: Capitalism and socialism are two distinct patterns of social or-
ganization. Private control of the means of production and public con-
trol are contradictory notions and not merely contrary notions. There is
no such thing as a mixed economy, a system that would stand mid-
way between capitalism and socialism. Those advocating what is erro-
neously believed to be a middle-of-the-road solution do not recommend
a compromise between capitalism and socialism, but a third pattern
which has its own particular features and must be judged according to
its own merits. This third system that the economists call intervention-
ism does not combine, as its champions claim, some of the features of
capitalism with some of socialism. It is something entirely different from
each of them. The economists who declare that interventionism does
not attain those ends which its supporters want to attain but makes
things worse—not from the economists’ own point of view, but from the
very point of view of the advocates of interventionism—are not in-
transigent and extremists. They merely describe the inevitable conse-
quences of interventionism.

When Marx and Engels in the Communist Manifesto advocated
definite interventionist measures, they did not mean to recommend a
compromise between socialism and capitalism. They considered these
measures—incidentally, the same measures which are today the essence
of the New Deal and Fair Deal policies—as first steps on the way toward
the establishment of full communism. They themselves described these
measures as “economically insufficient and untenable,” and they asked
for them only because they “in the course of the movement outstrip
themselves, necessitate further inroads upon the old social order, and
are unavoidable as a means of entirely revolutionizing the mode of
production.”
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Thus the social and economic philosophy of the “progressives” is a
plea for socialism and communism.

6 The “Social” Novels and Plays

The public, committed to socialist ideas, asks for socialist (“social”) nov-
els and plays. The authors, themselves imbued with socialist ideas, are
ready to deliver the stuff required. They describe unsatisfactory condi-
tions which, as they insinuate, are the inevitable consequence of capi-
talism. They depict the poverty and destitution, the ignorance, dirt and
disease of the exploited classes. They castigate the luxury, the stupidity
and the moral corruption of the exploiting classes. In their eyes every-
thing that is bad and ridiculous is bourgeois, and everything that is good
and sublime is proletarian.

The authors who deal with the lives of the poverty-stricken can be di-
vided into two classes. The first class are those who themselves did not
experience poverty, who were born and brought up in a “bourgeois” mi-
lieu or in a milieu of prosperous wage earners or peasants and to whom
the environment in which they place the characters of their plays and
novels is strange. These authors must, before they start writing, collect
information about the life in the underworld they want to paint. They
embark upon research. But, of course, they do not approach the subject
of their studies with an unbiased mind. They know beforehand what
they will discover. They are convinced that the conditions of the wage
earners are desolate and horrible beyond any imagination. They shut
their eyes to all things they do not want to see, and find only what
confirms their preconceived opinions. They have been taught by the so-
cialists that capitalism is a system to make the masses suffer terribly and
that the more capitalism progresses and approaches its full maturity, the
more the immense majority becomes impoverished. Their novels and
plays are designed as case studies for the demonstration of this Marxian
dogma.

What is wrong with these authors is not that they choose to por-
tray misery and destitution. An artist may display his mastership in the 
treatment of any kind of subject. Their blunder consists rather in the 
tendentious misrepresentation and misinterpretation of social condi-
tions. They fail to realize that the shocking circumstances they de-
scribe are the outcome of the absence of capitalism, the remnants of
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the precapitalistic past or the effects of policies sabotaging the opera-
tion of capitalism. They do not comprehend that capitalism, in engen-
dering big-scale production for mass consumption, is essentially a sys-
tem of wiping out penury as much as possible. They describe the wage
earner only in his capacity as a factory hand and never give a thought
to the fact that he is also the main consumer either of the manufactured
goods themselves or of the foodstuffs and raw materials exchanged
against them.

The predilection of these authors for dealing with desolation and dis-
tress turns into a scandalous distortion of truth when they imply that
what they report is the state of affairs typical and representative of capi-
talism. The information provided by the statistical data concerning the
production and the sale of all articles of big-scale production clearly
shows that the typical wage earner does not live in the depths of misery.

The outstanding figure in the school of “social” literature was Émile
Zola. He set the pattern which hosts of less gifted imitators adopted. In
his opinion art was closely related to science. It had to be founded on
research and to illustrate the findings of science. And the main result
of social science, as Zola saw it, was the dogma that capitalism is the
worst of all evils and that the coming of socialism is both inevitable and
highly desirable. His novels were “in effect a body of socialist homilet-
ics.”* But Zola was, in his prosocialist bias and zeal, very soon sur-
passed by the “proletarian” literature of his adepts.

The “proletarian” critics of literature pretend that what these “prole-
tarian” authors deal with is simply the unadulterated facts of proletar-
ian experience.† However, these authors do not merely report facts.
They interpret these facts from the point of view of the teachings of
Marx, Veblen and the Webbs. This interpretation is the gist of their
writings, the salient point that characterizes them as prosocialist propa-
ganda. These writers take the dogmas on which their explanation of
events is based as self-understood and irrefutable and are fully con-
vinced that their readers share their confidence. Thus it seems to them
often superfluous to mention the doctrines explicitly. They sometimes
refer to them only by implication. But this does not alter the fact that
everything they convey in their books depends on the validity of the so-
cialist tenets and pseudo-economic constructions. Their fiction is an 

the “social” novels and plays � 41

* Cf. P. Martino in the Encyclopaedia of the Social Sciences, Vol. 15, p. 537.
† Cf. J. Freeman, Introduction to Proletarian Literature in the United States, an Anthology (New
York, 1935), pp. 9–28.
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illustration of the lessons of the anti-capitalistic doctrinaires and col-
lapses with them.

The second class of authors of “proletarian” fiction are those who were
born in the proletarian milieu they describe in their books. These men
have detached themselves from the environment of manual workers and
have joined the ranks of professional people. They are not like the pro-
letarian authors of “bourgeois” background under the necessity to em-
bark upon special research in order to learn something about the life of
the wage earners. They can draw from their own experience.

This personal experience teaches them things that flatly contradict
essential dogmas of the socialist creed: gifted and hardworking sons of
parents living in modest conditions are not barred from access to more
satisfactory positions. The authors of “proletarian” background stand
themselves in witness of this fact. They know why they themselves suc-
ceeded while most of their brothers and mates did not. In the course of
their advance to a better station in life they had ample opportunity to
meet other young men who, like themselves, were eager to learn and
to advance. They know why some of them found their way and others
missed it. Now, living with the “bourgeois,” they discover that what dis-
tinguishes the man who makes more money from another who makes
less is not that the former is a scoundrel. They would not have risen
above the level in which they were born if they were so stupid as not to
see that many of the businessmen and professional people are self-
made men who, like themselves, started poor. They cannot fail to real-
ize that differences in income are due to factors other than to those sug-
gested by socialist resentment.

If such authors indulge in writing what is in fact prosocialist homilet-
ics, they are insincere. Their novels and plays are unveracious and
therefore nothing but trash. They are far below the standards of the
books of their colleagues of “bourgeois” origin who at least believe in
what they are writing.

The socialist authors do not content themselves with depicting the
conditions of the victims of capitalism. They also deal with the life and
the doings of its beneficiaries, the businessmen. They are intent upon
disclosing to the readers how profits come into existence. As they them-
selves—thank God—are not familiar with such a dirty subject, they first
search for information in the books of competent historians. This is what
these experts tell them about the “financial gangsters” and “robber
barons” and the way they acquired riches: “He began his career as a
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cattle drover, which means that he bought farmers’ cattle and drove
them to the market to sell. The cattle were sold to the butchers by weight.
Just before they got to the market he fed them salt and gave them large
quantities of water to drink. A gallon of water weighs about eight pounds.
Put three or four gallons of water in a cow, and you have something ex-
tra when it comes to selling her.”* In this vein dozens and dozens of
novels and plays report the transactions of the villain of their plot, the
businessman. The tycoons became rich by selling cracked steel and rot-
ten food, shoes with cardboard soles and cotton goods for silk. They
bribed the senators and the governors, the judges and the police. They
cheated their customers and their workers. It is a very simple story.

It never occurred to these authors that their narration implicitly de-
scribes all other Americans as perfect idiots whom every rascal can eas-
ily dupe. The above-mentioned trick of the inflated cows is the most
primitive and oldest method of swindling. It is hardly to be believed
that there are in any part of the world cattle buyers stupid enough to be
hoodwinked by it. To assume that there were in the United States
butchers who could be beguiled in this way is to expect too much from
the reader’s simplicity. It is the same with all similar fables.

In his private life the businessman, as the “progressive” author paints
him, is a barbarian, a gambler and a drunkard. He spends his days at
the racetracks, his evenings in nightclubs and his nights with mis-
tresses. As Marx and Engels pointed out in the Communist Manifesto,

these “bourgeois, not content with having the wives and daughters of
their proletarians at their disposal, not to speak of common prostitutes,
take the greatest pleasure in seducing each others’ wives.” This is how
American business is mirrored in a great part of American literature.†
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* Cf. W. E. Woodward (A New American History [New York, 1938], p. 608) in narrating the biog-
raphy of a businessman who endowed a theological seminary.
† Cf., the brilliant analysis by John Chamberlain, “The Businessman in Fiction,” Fortune (No-
vember 1948): pp. 134– 48.
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chapter 4

The Noneconomic Objections 
to Capitalism

1 The Argument of Happiness

Critics level two charges against capitalism: First, they say, that the pos-
session of a motor car, a television set and a refrigerator does not make
a man happy. Secondly, they add, that there are still people who own
none of these gadgets. Both propositions are correct, but they do not
cast blame upon the capitalistic system of social cooperation.

People do not toil and trouble in order to attain perfect happiness,
but in order to remove as much as possible some felt uneasiness and
thus to become happier than they were before. A man who buys a tele-
vision set thereby gives evidence to the effect that he thinks that the pos-
session of this contrivance will increase his well-being and make him
more content than he was without it. If it were otherwise, he would not
have bought it. The task of the doctor is not to make the patient happy,
but to remove his pain and to put him in better shape for the pursuit of
the main concern of every living being, the fight against all factors per-
nicious to his life and ease.

It may be true that there are among Buddhist mendicants, living on
alms in dirt and penury, some who feel perfectly happy and do not envy
any nabob. However, it is a fact that for the immense majority of people
such a life would appear unbearable. To them the impulse toward cease-
lessly aiming at the improvement of the external conditions of existence
is inwrought. Who would presume to set an Asiatic beggar as an example
to the average American? One of the most remarkable achievements of
capitalism is the drop in infant mortality. Who wants to deny that this
phenomenon has at least removed one of the causes of many people’s
unhappiness?
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No less absurd is the second reproach thrown upon capitalism—
namely, that technological and therapeutical innovations do not bene-
fit all people. Changes in human conditions are brought about by the
pioneering of the most clever and most energetic men. They take the
lead and the rest of mankind follows them little by little. The innova-
tion is first a luxury of only a few people, until by degrees it comes into
the reach of the many. It is not a sensible objection to the use of shoes
or of forks that they spread only slowly and that even today millions do
without them. The dainty ladies and gentlemen who first began to use
soap were the harbingers of the big-scale production of soap for the
common man. If those who have today the means to buy a television
set were to abstain from the purchase because some people cannot af-
ford it, they would not further, but hinder, the popularization of this
contrivance.*

2 Materialism

Again there are grumblers who blame capitalism for what they call its
mean materialism. They cannot help admitting that capitalism has the
tendency to improve the material conditions of mankind. But, they say,
it has diverted men from the higher and nobler pursuits. It feeds the
bodies, but it starves the souls and the minds. It has brought about a de-
cay of the arts. Gone are the days of the great poets, painters, sculptors
and architects. Our age produces merely trash.

The judgment about the merits of a work of art is entirely subjective.
Some people praise what others disdain. There is no yardstick to mea-
sure the aesthetic worth of a poem or of a building. Those who are de-
lighted by the Cathedral of Chartres and the Meninas of Velasquez
may think that those who remain unaffected by these marvels are boors.
Many students are bored to death when the school forces them to read
Hamlet. Only people who are endowed with a spark of the artistic men-
tality are fit to appreciate and to enjoy the work of an artist.

Among those who make pretense to the appellation of educated men
there is much hypocrisy. They put on an air of connoisseurship and
feign enthusiasm for the art of the past and artists passed away long ago.

* See above, pp. 25–26 about the inherent tendency of capitalism toward shortening the interval
between the appearance of a new improvement and the moment its use becomes general.
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They show no similar sympathy for the contemporary artist who still
fights for recognition. Dissembled adoration for the old masters is with
them a means to disparage and ridicule the new ones who deviate from
traditional canons and create their own.

John Ruskin will be remembered—together with Carlyle, the Webbs,
Bernard Shaw and some others—as one of the gravediggers of British
freedom, civilization and prosperity. A wretched character in his private
no less than in his public life, he glorified war and bloodshed and fa-
natically slandered the teachings of political economy which he did not
understand. He was a bigoted detractor of the market economy and a ro-
mantic eulogist of the guilds. He paid homage to the arts of earlier cen-
turies. But when he faced the work of a great living artist, Whistler, he
dispraised it in such foul and objurgatory language that he was sued for
libel and found guilty by the jury. It was the writings of Ruskin that pop-
ularized the prejudice that capitalism, apart from being a bad economic
system, has substituted ugliness for beauty, pettiness for grandeur, trash
for art.

As people widely disagree in the appreciation of artistic achieve-
ments, it is not possible to explode the talk about the artistic inferiority
of the age of capitalism in the same apodictic way in which one may re-
fute errors in logical reasoning or in the establishment of facts of expe-
rience. Yet no sane man would be insolent enough as to belittle the
grandeur of the artistic exploits of the age of capitalism.

The preeminent art of this age of “mean materialism and money-
making” was music. Wagner and Verdi, Berlioz and Bizet, Brahms 
and Bruckner, Hugo Wolf and Mahler, Puccini and Richard Strauss,
what an illustrious cavalcade! What an era in which such masters 
as Schumann and Donizetti were overshadowed by still superior 
genius!

Then there were the great novels of Balzac, Flaubert, Maupassant,
Jens Jacobsen, Proust, and the poems of Victor Hugo, Walt Whitman,
Rilke, Yeats. How poor our lives would be if we had to miss the work of
these giants and of many other no less sublime authors.

Let us not forget the French painters and sculptors who taught us
new ways of looking at the world and enjoying light and color.

Nobody ever contested that this age has encouraged all branches of
scientific activities. But, say the grumblers, this was mainly the work of
specialists while “synthesis” was lacking. One can hardly misconstrue
in a more absurd way the teachings of modern mathematics, physics
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and biology. And what about the books of philosophers like Croce,
Bergson, Husserl and Whitehead?

Each epoch has its own character in its artistic exploits. Imitation of
masterworks of the past is not art; it is routine. What gives value to a
work is those features in which it differs from other works. This is what
is called the style of a period.

In one respect the eulogists of the past seem to be justified. The last
generations did not bequeath to the future such monuments as the pyr-
amids, the Greek temples, the Gothic cathedrals and the churches and
palaces of the Renaissance and the Barroco. In the last hundred years
many churches and even cathedrals were built and many more gov-
ernment palaces, schools and libraries. But they do not show any orig-
inal conception; they reflect old styles or hybridize divers old styles.
Only in apartment houses, office buildings and private homes have we
seen something develop that may be qualified as an architectural style
of our age. Although it would be mere pedantry not to appreciate the
peculiar grandeur of such sights as the New York skyline, it can be ad-
mitted that modern architecture has not attained the distinction of that
of past centuries.

The reasons are various. As far as religious buildings are concerned,
the accentuated conservatism of the churches shuns any innovation.
With the passing of dynasties and aristocracies, the impulse to construct
new palaces disappeared. The wealth of entrepreneurs and capitalists
is, whatever the anti-capitalistic demagogues may fable, so much
inferior to that of kings and princes that they cannot indulge in such
luxurious construction. No one is today rich enough to plan such
palaces as that of Versailles or the Escorial. The orders for the con-
struction of government buildings do no longer emanate from despots
who were free, in defiance of public opinion, to choose a master whom
they themselves held in esteem and to sponsor a project that scan-
dalized the dull majority. Committees and councils are not likely to
adopt the ideas of bold pioneers. They prefer to range themselves on the
safe side.

There has never been an era in which the many were prepared to do
justice to contemporary art. Reverence to the great authors and artists
has always been limited to small groups. What characterizes capitalism
is not the bad taste of the crowds, but the fact that these crowds, 
made prosperous by capitalism, became “consumers” of literature—of
course, of trashy literature. The book market is flooded by a downpour
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of trivial fiction for the semibarbarians. But this does not prevent great
authors from creating imperishable works.

The critics shed tears on the alleged decay of the industrial arts. They
contrast, e.g., old furniture as preserved in the castles of European aris-
tocratic families and in the collections of the museums with the cheap
things turned out by big-scale production. They fail to see that these
collectors’ items were made exclusively for the well-to-do. The carved
chests and the intarsia tables could not be found in the miserable huts
of the poorer strata. Those caviling about the inexpensive furniture of
the American wage earner should cross the Rio Grande del Norte and
inspect the abodes of the Mexican peons which are devoid of any fur-
niture. When modern industry began to provide the masses with the
paraphernalia of a better life, their main concern was to produce as
cheaply as possible without any regard to aesthetic values. Later, when
the progress of capitalism had raised the masses’ standard of living, they
turned step-by-step to the fabrication of things which do not lack re-
finement and beauty. Only romantic prepossession can induce an ob-
server to ignore the fact that more and more citizens of the capitalistic
countries live in an environment which cannot be simply dismissed
as ugly.

3 Injustice

The most passionate detractors of capitalism are those who reject it on
account of its alleged injustice.

It is a gratuitous pastime to depict what ought to be and is not be-
cause it is contrary to inflexible laws of the real universe. Such reveries
may be considered as innocuous as long as they remain daydreams. But
when their authors begin to ignore the difference between fantasy and
reality, they become the most serious obstacle to human endeavors to
improve the external conditions of life and well-being.

The worst of all these delusions is the idea that “nature” has be-
stowed upon every man certain rights. According to this doctrine na-
ture is openhanded toward every child born. There is plenty of every-
thing for everybody. Consequently, everyone has a fair inalienable
claim against all his fellow men and against society that he should get
the full portion which nature has allotted to him. The eternal laws of
natural and divine justice require that nobody should appropriate to
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himself what by rights belongs to other people. The poor are needy
only because unjust people have deprived them of their birthright. It is
the task of the church and the secular authorities to prevent such spo-
liation and to make all people prosperous.

Every word of this doctrine is false. Nature is not bountiful but
stingy. It has restricted the supply of all things indispensable for the
preservation of human life. It has populated the world with animals
and plants to whom the impulse to destroy human life and welfare is
inwrought. It displays powers and elements whose operation is damag-
ing to human life and to human endeavors to preserve it. Man’s survival
and well-being are an achievement of the skill with which he has 
utilized the main instrument with which nature has equipped him—
reason. Men, cooperating under the system of the division of labor,
have created all the wealth which the daydreamers consider as a free
gift of nature. With regard to the “distribution” of this wealth, it is non-
sensical to refer to an allegedly divine or natural principle of justice.
What matters is not the allocation of portions out of a fund presented
to man by nature. The problem is rather to further those social institu-
tions which enable people to continue and to enlarge the production
of all those things which they need.

The World Council of Churches, an ecumenical organization of
Protestant Churches, declared in 1948: “Justice demands that the in-
habitants of Asia and Africa, for instance, should have the benefits of
more machine production.”* This makes sense only if one implies that
the Lord presented mankind with a definite quantity of machines and
expected that these contrivances will be distributed equally among the
various nations. Yet the capitalistic countries were bad enough to take
possession of much more of this stock than “justice” would have as-
signed to them and thus to deprive the inhabitants of Asia and Africa of
their fair portion. What a shame!

The truth is that the accumulation of capital and its investment in
machines, the source of the comparatively greater wealth of the West-
ern peoples, are due exclusively to laissez-faire capitalism which the
same document of the Churches passionately misrepresents and rejects
on moral grounds. It is not the fault of the capitalists that the Asiatics
and Africans did not adopt those ideologies and policies which would
have made the evolution of autochthonous capitalism possible. Neither

* Cf. The Church and the Disorder of Society (New York, 1948), p. 198.
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is it the fault of the capitalists that the policies of these nations thwarted
the attempts of foreign investors to give them “the benefits of more ma-
chine production.” No one contests that what makes hundreds of mil-
lions in Asia and Africa destitute is that they cling to primitive methods
of production and miss the benefits which the employment of better
tools and up-to-date technological designs could bestow upon them.
But there is only one means to relieve their distress—namely, the full
adoption of laissez-faire capitalism. What they need is private enterprise
and the accumulation of new capital, capitalists and entrepreneurs. It is
nonsensical to blame capitalism and the capitalistic nations of the West
for the plight the backward peoples have brought upon themselves. The
remedy indicated is not “justice” but the substitution of sound, i.e.,
laissez-faire, policies for unsound policies.

It was not vain disquisitions about a vague concept of justice that
raised the standard of living of the common man in the capitalistic
countries to its present height, but the activities of men dubbed as
“rugged individualists” and “exploiters.” The poverty of the backward
nations is due to the fact that their policies of expropriation, discrimi-
natory taxation and foreign exchange control prevent the investment of
foreign capital while their domestic policies preclude the accumula-
tion of indigenous capital.

All those rejecting capitalism on moral grounds as an unfair system
are deluded by their failure to comprehend what capital is, how it
comes into existence and how it is maintained, and what the benefits
are which are derived from its employment in production processes.

The only source of the generation of additional capital goods is saving.
If all the goods produced are consumed, no new capital comes into be-
ing. But if consumption lags behind production and the surplus of goods
newly produced over goods consumed is utilized in further production
processes, these processes are henceforth carried out by the aid of more
capital goods. All the capital goods are intermediary goods, stages on
the road that leads from the first employment of the original factors of
production, i.e., natural resources and human labor, to the final turning
out of goods ready for consumption. They all are perishable. They are,
sooner or later, worn out in the processes of production. If all the prod-
ucts are consumed without replacement of the capital goods which have
been used up in their production, capital is consumed. If this happens,
further production will be aided only by a smaller amount of capital
goods and will therefore render a smaller output per unit of the natural
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resources and labor employed. To prevent this sort of dissaving and dis-
investment, one must dedicate a part of the productive effort to capital
maintenance, to the replacement of the capital goods absorbed in the
production of usable goods.

Capital is not a free gift of God or of nature. It is the outcome of 
a provident restriction of consumption on the part of man. It is cre-
ated and increased by saving and maintained by the abstention from
dissaving.

Neither have capital or capital goods in themselves the power to raise
the productivity of natural resources and of human labor. Only if the
fruits of saving are wisely employed or invested, do they increase the
output per unit of the input of natural resources and of labor. If this is
not the case, they are dissipated or wasted.

The accumulation of new capital, the maintenance of previously ac-
cumulated capital and the utilization of capital for raising the produc-
tivity of human effort are the fruits of purposive human action. They
are the outcome of the conduct of thrifty people who save and abstain
from dissaving, viz., the capitalists who earn interest, and of people who
succeed in utilizing the capital available for the best possible satisfac-
tion of the needs of the consumers, viz., the entrepreneurs who earn
profit.

Neither capital (or capital goods) nor the conduct of the capitalists
and entrepreneurs in dealing with capital could improve the standard
of living for the rest of the people, if these noncapitalists and nonentre-
preneurs did not react in a certain way. If the wage earners were to be-
have in the way which the spurious “iron law of wages” describes and
would know of no use for their earnings other than to feed and to pro-
create more offspring, the increase in capital accumulated would not
keep pace with the increase in population figures. All the benefits de-
rived from the accumulation of additional capital would be absorbed
by multiplying the number of people. However, men do not respond to
an improvement in the external conditions of their lives in the way in
which rodents and germs do. They know also of other satisfactions than
feeding and proliferation. Consequently, in the countries of capitalistic
civilization, the increase of capital accumulated outruns the increase in
population figures. To the extent that this happens, the marginal pro-
ductivity of labor is increased as against the marginal productivity of
the material factors of production. There emerges a tendency toward
higher wage rates. The proportion of the total output of production that

injustice � 51
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goes to the wage earners is enhanced as against that which goes as in-
terest to the capitalists and as rent to the landowners.*

To speak of the productivity of labor makes sense only if one refers to
the marginal productivity of labor, i.e., to the deduction in net output
to be caused by the elimination of one worker. Then it refers to a defi-
nite economic quantity, to a determinate amount of goods or its equiv-
alent in money. The concept of a general productivity of labor as re-
sorted to in popular talk about an allegedly natural right of the workers
to claim the total increase in productivity is empty and indefinable. It
is based on the illusion that it is possible to determine the shares that
each of the various complementary factors of production has physically
contributed to the turning out of the product. If one cuts a sheet of pa-
per with scissors, it is impossible to ascertain quotas of the outcome to
the scissors (or to each of the two blades) and to the man who handled
them. To manufacture a car one needs various machines and tools, var-
ious raw materials, the labor of various manual workers and, first of 
all, the plan of a designer. But nobody can decide what quota of the
finished car is to be physically ascribed to each of the various factors the
cooperation of which was required for the production of the car.

For the sake of argument, we may for a moment set aside all the con-
siderations which show the fallacies of the popular treatment of the
problem and ask: Which of the two factors, labor or capital, caused the
increase in productivity? But precisely if we put the question in this
way, the answer must be: capital. What renders the total output in the
present-day United States higher (per head of manpower employed)
than output in earlier ages or in economically backward countries—for
instance, China—is the fact that the contemporary American worker
is aided by more and better tools. If capital equipment (per head of the
worker) were not more abundant than it was three hundred years ago
or than it is today in China, output (per head of the worker) would not
be higher. What is required to raise, in the absence of an increase in the
number of workers employed, the total amount of America’s industrial
output is the investment of additional capital that can only be accu-
mulated by new saving. It is those saving and investing to whom credit

* Profits per se are not affected. They are the gain derived from adjusting the employment of ma-
terial factors of production and of labor to changes occurring in demand and supply and solely
depend on the size of the previous maladjustment and the degree of its removal. They are tran-
sient and disappear once the maladjustment has been entirely removed. But as changes in de-
mand and supply again and again occur, new sources of profit emerge also again and again.
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is to be given for the multiplication of the productivity of the total la-
bor force.

What raises wage rates and allots to the wage earners an ever in-
creasing portion out of the output which has been enhanced by addi-
tional capital accumulation is the fact that the rate of capital accumu-
lation exceeds the rate of increase in population. The official doctrine
passes over this fact in silence or even denies it emphatically. But the
policies of the unions clearly show that their leaders are fully aware of
the correctness of the theory which they publicly smear as silly bour-
geois apologetics. They are eager to restrict the number of job seekers
in the whole country by anti-immigration laws and in each segment of
the labor market by preventing the influx of newcomers.

That the increase in wage rates does not depend on the individual
worker’s “productivity,” but on the marginal productivity of labor, is
clearly demonstrated by the fact that wage rates are moving upward also
for performances in which the “productivity” of the individual has not
changed at all. There are many such jobs. A barber shaves a customer
today precisely in the same manner his predecessors used to shave
people two hundred years ago. A butler waits at the table of the British
prime minister in the same way in which once butlers served Pitt and
Palmerston. In agriculture some kinds of work are still performed with
the same tools in the same way in which they were performed centu-
ries ago. Yet the wage rates earned by all such workers are today much
higher than they were in the past. They are higher because they are de-
termined by the marginal productivity of labor. The employer of a but-
ler withholds this man from employment in a factory and must there-
fore pay the equivalent of the increase in output which the additional
employment of one man in a factory would bring about. It is not any
merit on the part of the butler that causes this rise in his wages, but the
fact that the increase in capital invested surpasses the increase in the
number of hands.

All pseudo-economic doctrines which depreciate the role of sav-
ing and capital accumulation are absurd. What constitutes the greater
wealth of a capitalistic society as against the smaller wealth of a non-
capitalistic society is the fact that the available supply of capital goods
is greater in the former than in the latter. What has improved the wage
earners’ standard of living is the fact that the capital equipment per
head of the men eager to earn wages has increased. It is a consequence
of this fact that an ever increasing portion of the total amount of usable
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goods produced goes to the wage earners. None of the passionate tirades
of Marx, Keynes and a host of less well-known authors could show a
weak point in the statement that there is only one means to raise wage
rates permanently and for the benefit of all those eager to earn wages—
namely, to accelerate the increase in capital available as against pop-
ulation. If this be “unjust,” then the blame rests with nature and not
with man.

4 The “Bourgeois Prejudice” for Liberty

The history of Western civilization is the record of a ceaseless struggle
for liberty.

Social cooperation under the division of labor is the ultimate and
sole source of man’s success in his struggle for survival and his endeav-
ors to improve as much as possible the material conditions of his well-
being. But as human nature is, society cannot exist if there is no pro-
vision for preventing unruly people from actions incompatible with
community life. In order to preserve peaceful cooperation, one must be
ready to resort to violent suppression of those disturbing the peace. So-
ciety cannot do without a social apparatus of coercion and compulsion,
i.e., without state and government. Then a further problem emerges: to
restrain the men who are in charge of the governmental functions lest
they abuse their power and convert all other people into virtual slaves.
The aim of all struggles for liberty is to keep in bounds the armed de-
fenders of peace, the governors and their constables. The political con-
cept of the individual’s freedom means freedom from arbitrary action
on the part of the police power.

The idea of liberty is and has always been peculiar to the West. What
separates East and West is first of all the fact that the peoples of the East
never conceived the idea of liberty. The imperishable glory of the an-
cient Greeks was that they were the first to grasp the meaning and sig-
nificance of institutions warranting liberty. Recent historical research
has traced back the origin of some of the scientific achievements pre-
viously credited to the Hellenes to oriental sources. But nobody has
ever contested that the idea of liberty originated in the cities of ancient
Greece. The writings of Greek philosophers and historians transmitted
it to the Romans and later to modern Europe and America. It became
the essential concern of all Western plans for the establishment of the
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good society. It begot the laissez-faire philosophy to which mankind
owes all the unprecedented achievements of the age of capitalism.

The purpose of all modern political and judicial institutions is to
safeguard the individuals’ freedom against encroachments on the part
of the government. Representative government and the rule of law, the
independence of courts and tribunals from interference on the part of
administrative agencies, habeas corpus, judicial examination and re-
dress of acts of the administration, freedom of speech and the press,
separation of state and church, and many other institutions aimed at
one end only: to restrain the discretion of the officeholders and to ren-
der the individuals free from their arbitrariness. The age of capitalism
has abolished all vestiges of slavery and serfdom. It has put an end to
cruel punishments and has reduced the penalty for crimes committed
to the minimum indispensable for discouraging offenders. It has done
away with torture and other objectionable methods of dealing with sus-
pects and law breakers. It has repealed all privileges and promulgated
equality of all men under the law. It has transformed the subjects of
tyranny into free citizens.

The material improvements were the fruit of these reforms and in-
novations in the conduct of government affairs. As all privileges disap-
peared and everybody was granted the right to challenge the vested in-
terests of all other people, a free hand was given to those who had the
ingenuity to develop all the new industries which today render the ma-
terial conditions of people more satisfactory. Population figures multi-
plied and yet the increased population could enjoy a better life than
their ancestors.

Also in the countries of Western civilization there have always been
advocates of tyranny—the absolute arbitrary rule of an autocrat or of an
aristocracy on the one hand, and the subjection of all other people on
the other hand. But in the age of Enlightenment these voices became
thinner and thinner. The cause of liberty prevailed. In the first part of
the nineteenth century the victorious advance of the principle of free-
dom seemed to be irresistible. The most eminent philosophers and his-
torians got the conviction that historical evolution tends toward the es-
tablishment of institutions warranting freedom and that no intrigues
and machinations on the part of the champions of servilism could stop
the trend toward liberalism.

In dealing with the liberal social philosophy there is a disposition to
overlook the power of an important factor that worked in favor of the
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idea of liberty, viz., the eminent role assigned to the literature of ancient
Greece in the education of the élite. There were among the Greek au-
thors also champions of government omnipotence, such as Plato. But
the essential tenor of Greek ideology was the pursuit of liberty. Judged
by the standards of modern institutions, the Greek city-states must be
called oligarchies. The liberty which the Greek statesmen, philosophers
and historians glorified as the most precious good of man was a privilege
reserved to a minority. In denying it to metics and slaves they virtually
advocated the despotic rule of a hereditary caste of oligarchs. Yet it
would be a grave error to dismiss their hymns to liberty as mendacious.
They were no less sincere in their praise and quest of freedom than were,
two thousand years later, the slaveholders among the signers of the
American Declaration of Independence. It was the political literature of
the ancient Greeks that begot the ideas of the Monarchomachs, the phi-
losophy of the Whigs, the doctrines of Althusius, Grotius and John
Locke and the ideology of the fathers of modern constitutions and bills
of rights. It was the classical studies, the essential feature of a liberal
education, that kept awake the spirit of freedom in the England of the
Stuarts, in the France of the Bourbons, and in Italy subject to the des-
potism of a galaxy of princes. No less a man than Bismarck, among the
nineteenth-century statesmen next to Metternich the foremost foe of
liberty, bears witness to the fact that, even in the Prussia of Frederick
William III, the Gymnasium, the education based on Greek and Roman
literature, was a stronghold of republicanism.* The passionate endeav-
ors to eliminate the classical studies from the curriculum of the liberal
education and thus virtually to destroy its very character were one of the
major manifestations of the revival of the servile ideology.

It is a fact that a hundred years ago only a few people anticipated the
overpowering momentum which the antilibertarian ideas were des-
tined to acquire in a very short time. The ideal of liberty seemed to be
so firmly rooted that everybody thought that no reactionary movement
could ever succeed in eradicating it. It is true, it would have been a
hopeless venture to attack freedom openly and to advocate unfeignedly
a return to subjection and bondage. But antiliberalism got hold of peo-
ples’ minds camouflaged as superliberalism, as the fulfillment and con-
summation of the very ideas of freedom and liberty. It came disguised
as socialism, communism, planning.

* Cf. Bismarck, Gedanken und Erinnerungen, Vol. 1 (New York, 1898), p. 1.
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No intelligent man could fail to recognize that what the socialists,
communists and planners were aiming at was the most radical abolition
of the individuals’ freedom and the establishment of government om-
nipotence. Yet the immense majority of the socialist intellectuals were
convinced that in fighting for socialism they were fighting for freedom.
They called themselves left-wingers and democrats, and nowadays they
are even claiming for themselves the epithet “liberal.”

We have already dealt with the psychological factors that dimmed
the judgment of these intellectuals and the masses who followed their
lead. They were in their subconsciousness fully aware of the fact that
their failure to attain the far-flung goals which their ambition impelled
them to aim at was due to deficiencies of their own. They knew very
well that they were either not bright enough or not industrious enough.
But they were eager not to avow their inferiority both to themselves and
to their fellow men and to search for a scapegoat. They consoled them-
selves and tried to convince other people that the cause of their failure
was not their own inferiority but the injustice of society’s economic or-
ganization. Under capitalism, they declared, self-realization is only pos-
sible for the few. “Liberty in a laissez-faire society is attainable only by
those who have the wealth or opportunity to purchase it.”* Hence, they
concluded, the state must interfere in order to realize “social justice”—
what they really meant was, in order to give to the frustrated mediocrity
“according to his needs.”

As long as the problems of socialism were merely a matter of debates,
people who lack clear judgment and understanding could fall prey to
the illusion that freedom could be preserved under a socialist regime.
Such self-deceit can no longer be nurtured since the Soviet experience
has shown to everybody what conditions are in a socialist common-
wealth. Today the apologists of socialism are forced to distort facts and
to misrepresent the manifest meaning of words when they want to make
people believe in the compatibility of socialism and freedom.

The late Professor Laski—in his lifetime an eminent member and
chairman of the British Labour Party, a self-styled noncommunist or
even anticommunist—told us that “no doubt in Soviet Russia a Com-
munist has a full sense of liberty; no doubt also he has a keen sense that
liberty is denied him in Fascist Italy.”† The truth is that a Russian is free

* Cf. H. Laski, “Liberty,” Encyclopaedia of the Social Sciences 9, p. 443.
† Cf. Laski, op. cit., pp. 445– 46.
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to obey all the orders issued by his superiors. But as soon as he deviates
a hundredth of an inch from the correct way of thinking as laid down
by the authorities, he is mercilessly liquidated. All those politicians,
officeholders, authors, musicians and scientists who were “purged”
were—to be sure—not anticommunists. They were, on the contrary,
fanatical communists, party members in good standing, whom the su-
preme authorities, in due recognition of their loyalty to the Soviet
creed, had promoted to high positions. The only offense they had com-
mitted was that they were not quick enough in adjusting their ideas,
policies, books or compositions to the latest changes in the ideas and
tastes of Stalin. It is difficult to believe that these people had “a full
sense of liberty” if one does not attach to the word liberty a sense which
is precisely the contrary of the sense which all people always used to at-
tach to it.

Fascist Italy was certainly a country in which there was no liberty. It
had adopted the notorious Soviet pattern of the “one-party principle”
and accordingly suppressed all dissenting views. Yet there was still a
conspicuous difference between the Bolshevik and the Fascist applica-
tion of this principle. For instance, there lived in Fascist Italy a former
member of the parliamentary group of communist deputies, who re-
mained loyal unto death to his communist tenets, Professor Antonio
Graziadei. He received the government pension which he was entitled
to claim as professor emeritus, and he was free to write and to publish,
with the most eminent Italian publishing firms, books which were or-
thodox Marxian. His lack of liberty was certainly less rigid than that 
of the Russian communists who, as Professor Laski chose to say, “no
doubt” have “a full sense of liberty.”

Professor Laski took pleasure in repeating the truism that liberty in
practice always means liberty within law. He goes on saying that the law
always aims at “the conference of security upon a way of life which is
deemed satisfactory by those who dominate the machinery of state.”*
This is a correct description of the laws of a free country if it means that
the law aims at protecting society against conspiracies intent upon kin-
dling civil war and upon overthrowing the government by violence.
But it is a serious misstatement when Professor Laski adds that in a 
capitalistic society “an effort on the part of the poor to alter in a radical

* Cf. Laski, op. cit., p. 446.
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way the property rights of the rich at once throws the whole scheme of
liberties into jeopardy.”*

Take the case of the great idol of Professor Laski and all his friends,
Karl Marx. When in 1848 and 1849 he took an active part in the organ-
ization and the conduct of the revolution, first in Prussia and later also
in other German states, he was—being legally an alien—expelled and
moved, with his wife, his children and his maid, first to Paris and then
to London.† Later, when peace returned and the abettors of the
abortive revolution were amnestied, he was free to return to all parts of
Germany and often made use of this opportunity. He was no longer an
exile, and he chose of his own accord to make his home in London.‡
Nobody molested him when he founded, in 1864, the International
Working Men’s Association, a body whose avowed sole purpose was to
prepare the great world revolution. He was not stopped when, on be-
half of this association, he visited various continental countries. He was
free to write and to publish books and articles which, to use the words
of Professor Laski, were certainly an effort “to alter in a radical way the
property rights of the rich.” And he died quietly in his London home,
41 Maitland Park Road, on March 14, 1883.

Or take the case of the British Labour Party. Their effort “to alter in
a radical way the property rights of the rich” was, as Professor Laski
knew very well, not hindered by any action incompatible with the prin-
ciple of liberty.

Marx, the dissenter, could live, write and advocate revolution, at
ease, in Victorian England just as the Labour Party could engage in all
political activities, at ease, in post-Victorian England. In Soviet Russia
not the slightest opposition is tolerated. This is the difference between
liberty and slavery.

5 Liberty and Western Civilization

The critics of the legal and constitutional concept of liberty and the in-
stitutions devised for its practical realization are right in their assertion

* Cf. Laski, l.c., p. 446.
† About Marx’s activities in the years 1848 and 1849 see: Karl Marx, Chronik seines Lebens in

Einzeldaten (Moskau: Marx-Engels-Lenin-Institut, 1934), pp. 43– 81.
‡ In 1845 Marx voluntarily of his own accord renounced his Prussian citizenship. When later, in
the early sixties, he considered a political career in Prussia, the government denied his application
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that freedom from arbitrary action on the part of the officeholders is in
itself not yet sufficient to make an individual free. But in emphasizing
this indisputable truth they are running against open doors. For no 
advocate of liberty ever contended that to restrain the arbitrariness of
officialdom is all that is needed to make the citizens free. What gives to
the individuals as much freedom as is compatible with life in society 
is the operation of the market economy. The constitutions and bills of
rights do not create freedom. They merely protect the freedom that 
the competitive economic system grants to the individuals against en-
croachments on the part of the police power.

In the market economy people have the opportunity to strive after
the station they want to attain in the structure of the social division of
labor. They are free to choose the vocation in which they plan to serve
their fellow men. In a planned economy they lack this right. Here the
authorities determine each man’s occupation. The discretion of the
superiors promotes a man to a better position or denies him such pro-
motion. The individual depends entirely on the good graces of those in
power. But under capitalism everybody is free to challenge the vested
interests of everybody else. If he thinks that he has the ability to supply
the public better or more cheaply than other people do, he may try to
demonstrate his efficiency. Lack of funds cannot frustrate his projects.
For the capitalists are always in search of men who can utilize their
funds in the most profitable way. The outcome of a man’s business ac-
tivities depends alone on the conduct of the consumers who buy what
they like best.

Neither does the wage earner depend on the employer’s arbitrariness.
An entrepreneur who fails to hire those workers who are best fitted for the
job concerned and to pay them enough to prevent them from taking an-
other job is penalized by a reduction of net revenue. The employer does
not grant to his employees a favor. He hires them as an indispensable
means for the success of his business in the same way in which he buys
raw materials and factory equipment. The worker is free to find the em-
ployment which suits him best.

The process of social selection that determines each individual’s po-
sition and income is continuously going on in the market economy.
Great fortunes are shrinking and finally melting away completely 

for restoring his citizenship. Thus, a political career was closed to him. Perhaps this fact decided
him to remain in London.
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while other people, born in poverty, ascend to eminent positions and
considerable incomes. Where there are no privileges and where gov-
ernments do not grant protection to vested interests threatened by the
superior efficiency of newcomers, those who have acquired wealth in
the past are forced to acquire it every day anew in competition with all
other people.

Within the framework of social cooperation under the division of la-
bor everybody depends on the recognition of his services on the part of
the buying public of which he himself is a member. Everybody in buy-
ing or abstaining from buying is a member of the supreme court which
assigns to all people—and thereby also to himself—a definite place in
society. Everybody is instrumental in the process that assigns to some
people a higher, and to others a smaller, income. Everybody is free to
make a contribution which his fellow men are prepared to reward by
the allocation of a higher income. Freedom under capitalism means
not to depend more on other people’s discretion than these others de-
pend on one’s own. No other freedom is conceivable where production
is performed under the division of labor, and there is no perfect eco-
nomic autarky of everybody.

There is no need to stress the point that the essential argument ad-
vanced in favor of capitalism and against socialism is not the fact that
socialism must necessarily abolish all vestiges of freedom and convert
all people into slaves of those in power. Socialism is unrealizable as
an economic system because a socialist society would not have any
possibility of resorting to economic calculation. This is why it cannot
be considered as a system of society’s economic organization. It is a
means to disintegrate social cooperation and to bring about poverty
and chaos.

In dealing with the liberty issue one does not refer to the essential eco-
nomic problem of the antagonism between capitalism and socialism.
One rather points out that Western man as different from the Asiatics is
entirely a being adjusted to life in freedom and formed by life in free-
dom. The civilizations of China, Japan, India and the Mohammedan
countries of the near East as they existed before these nations became
acquainted with Western ways of life certainly cannot be dismissed as
barbarism. These peoples, already many hundreds, even thousands of
years ago, brought about marvelous achievements in the industrial arts,
in architecture, in literature and philosophy and in the development
of educational institutions. They founded and organized powerful
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empires. But then their effort was arrested, their cultures became numb
and torpid, and they lost the ability to cope successfully with economic
problems. Their intellectual and artistic genius withered away. Their
artists and authors bluntly copied traditional patterns. Their theolo-
gians, philosophers and lawyers indulged in unvarying exegesis of old
works. The monuments erected by their ancestors crumbled. Their em-
pires disintegrated. Their citizens lost vigor and energy and became ap-
athetic in the face of progressing decay and impoverishment.

The ancient works of oriental philosophy and poetry can compare
with the most valuable works of the West. But for many centuries the
East has not generated any book of importance. The intellectual and
literary history of modern ages hardly records any name of an oriental
author. The East has no longer contributed anything to the intellectual
effort of mankind. The problems and controversies that agitated the
West remained unknown to the East. In Europe there was commotion;
in the East there was stagnation, indolence and indifference.

The reason is obvious. The East lacked the primordial thing, the idea
of freedom from the state. The East never raised the banner of freedom,
it never tried to stress the rights of the individual against the power of
the rulers. It never called into question the arbitrariness of the despots.
And, consequently, it never established the legal framework that would
protect the private citizens’ wealth against confiscation on the part of
the tyrants. On the contrary, deluded by the idea that the wealth of the
rich is the cause of the poverty of the poor, all people approved of the
practice of the governors of expropriating successful businessmen.
Thus big-scale capital accumulation was prevented, and the nations
had to miss all those improvements that require considerable invest-
ment of capital. No “bourgeoisie” could develop, and consequently
there was no public to encourage and to patronize authors, artists and
inventors. To the sons of the people all roads toward personal distinc-
tion were closed but one. They could try to make their way in serving
the princes. Western society was a community of individuals who could
compete for the highest prizes. Eastern society was an agglomeration of
subjects entirely dependent on the good graces of the sovereigns. The
alert youth of the West looks upon the world as a field of action in which
he can win fame, eminence, honors and wealth; nothing appears too
difficult for his ambition. The meek progeny of Eastern parents know
of nothing else than to follow the routine of their environment. The
noble self-reliance of Western man found triumphant expression in
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such dithyrambs as Sophocles’ choric Antigone-hymn upon man and
his enterprising effort and Beethoven’s Ninth Symphony. Nothing of
the kind has been ever heard in the Orient.

Is it possible that the scions of the builders of the white man’s civi-
lization should renounce their freedom and voluntarily surrender to
the suzerainty of omnipotent government? That they should seek con-
tentment in a system in which their only task will be to serve as cogs in
a vast machine designed and operated by an almighty planmaker?
Should the mentality of the arrested civilizations sweep the ideals for
the ascendancy of which thousands and thousands have sacrificed their
lives?

Ruere in servitium, they plunged into slavery, Tacitus sadly observed
in speaking of the Romans of the age of Tiberius.

liberty and western civilization � 63
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chapter 5

“Anticommunism” versus Capitalism

In the universe there is never and nowhere stability and immobility.
Change and transformation are essential features of life. Each state of
affairs is transient; each age is an age of transition. In human life there
is never calm and repose. Life is a process, not a perseverance in a 
status quo. Yet the human mind has always been deluded by the image
of an unchangeable existence. The avowed aim of all utopian move-
ments is to put an end to history and to establish a final and perma-
nent calm.

The psychological reasons for this tendency are obvious. Every
change alters the external conditions of life and well-being and forces
people to adjust themselves anew to the modification of their environ-
ments. It hurts vested interests and threatens traditional ways of pro-
duction and consumption. It annoys all those who are intellectually in-
ert and shrink from revising their modes of thinking. Conservatism is
contrary to the very nature of human acting. But it has always been the
cherished program of the many, of the inert who dully resist every at-
tempt to improve their own conditions which the minority of the alert
initiate. In employing the term reactionary one mostly refers only to the
aristocrats and priests who called their parties conservative. Yet the out-
standing examples of the reactionary spirit were provided by other
groups: by the guilds of artisans blocking entrance into their field to
newcomers; by the farmers asking for tariff protection, subsidies and
“parity prices”; by the wage earners hostile to technological improve-
ments and fostering featherbedding and similar practices.

The vain arrogance of the literati and the Bohemian artists dismisses
the activities of the businessmen as unintellectual moneymaking. The
truth is that the entrepreneurs and promoters display more intellectual
faculties and intuition than the average writer and painter. The inferi-
ority of many self-styled intellectuals manifests itself precisely in the
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fact that they fail to recognize what capacity and reasoning power are
required to develop and to operate successfully a business enterprise.

The emergence of a numerous class of such frivolous intellectuals is
one of the least welcome phenomena of the age of modern capitalism.
Their obtrusive stir repels discriminating people. They are a nuisance.
It would not directly harm anybody if something would be done to 
curb their bustle or, even better, to wipe out entirely their cliques and
coteries.

However, freedom is indivisible. Every attempt to restrict the free-
dom of the decadent troublesome literati and pseudo-artists would vest
in the authorities the power to determine what is good and what is bad.
It would socialize intellectual and artistic effort. It is questionable
whether it would weed out the useless and objectionable persons; but
it is certain that it would put insurmountable obstacles in the way of the
creative genius. The powers that be do not like new ideas, new ways of
thought and new styles of art. They are opposed to any kind of innova-
tion. Their supremacy would result in strict regimentation; it would
bring about stagnation and decay.

The moral corruption, the licentiousness and the intellectual steril-
ity of a class of lewd would-be authors and artists is the ransom mankind
must pay lest the creative pioneers be prevented from accomplishing
their work. Freedom must be granted to all, even to base people, lest the
few who can use it for the benefit of mankind be hindered. The license
which the shabby characters of the quartier Latin enjoyed was one of
the conditions that made possible the ascendance of a few great writers,
painters and sculptors. The first thing a genius needs is to breathe
free air.

After all, it is not the frivolous doctrines of the Bohemians that gen-
erate disaster, but the fact that the public is ready to accept them favor-
ably. The response to these pseudo-philosophies on the part of the
molders of public opinion and later on the part of the misguided
masses is the evil. People are anxious to endorse the tenets they con-
sider as fashionable lest they appear boorish and backward.

The most pernicious ideology of the last sixty years was George
Sorel’s syndicalism and his enthusiasm for the action directe. Gener-
ated by a frustrated French intellectual, it soon captivated the literati of
all European countries. It was a major factor in the radicalization of all
subversive movements. It influenced French royalism, militarism and
anti-Semitism. It played an important role in the evolution of Russian
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Bolshevism, Italian Fascism and the German youth movement which
finally resulted in the development of Nazism. It transformed politi-
cal parties intent upon winning through electoral campaigns into fac-
tions which relied upon the organization of armed bands. It brought
into discredit representative government and “bourgeois security,” and
preached the gospel both of civil and of foreign war. Its main slogan was
violence and again violence. The present state of European affairs is to
a great extent an outcome of the prevalence of Sorel’s teachings.

The intellectuals were the first to hail the ideas of Sorel; they made
them popular. But the tenor of Sorelism was obviously anti-intellectual.
He was opposed to cool reasoning and sober deliberation. What counts
for Sorel is solely the deed, viz., the act of violence for the sake of vio-
lence. Fight for a myth whatever this myth may mean, was his advice. “If
you place yourself on this ground of myths, you are proof against any
kind of critical refutation.”* What a marvelous philosophy, to destroy for
the sake of destruction! Do not talk, do not reason, kill! Sorel rejects the
“intellectual effort” even of the literary champions of revolution. The es-
sential aim of the myth is “to prepare people to fight for the destruction
of what exists.”†

Yet the blame for the spread of the destructionist pseudophilosophy
rests neither with Sorel nor with his disciples, Lenin, Mussolini and
Rosenberg, nor with the hosts of irresponsible literati and artists. The
catastrophe came because, for many decades, hardly anybody ventured
to examine critically and to explode the trigger-consciousness of the 
fanatical desperadoes. Even those authors who refrained from unre-
servedly endorsing the ideas of reckless violence were eager to find
some sympathetic interpretation of the worst excesses of the dictators.
The first timid objections were raised only when—very late, indeed—
the intellectual abettors of these policies began to realize that even en-
thusiastic endorsement of the totalitarian ideology did not guarantee
immunity from torture and execution.

There exists today a sham anticommunist front. What these people
who call themselves “anticommunist liberals” and whom sober men
more correctly call “anti-anticommunists” are aiming at is commu-
nism without those inherent and necessary features of communism
which are still unpalatable to Americans. They make an illusory 
distinction between communism and socialism and—paradoxically

* Cf. G. Sorel, Réflexions sur la violence, 3d ed. (Paris, 1912), p. 49.
† Cf. Sorel, op. cit., p. 46.
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enough—look for a support of their recommendation of noncommu-
nist socialism to the document which its authors called the Communist

Manifesto. They think that they have proved their case by employing
such aliases for socialism as planning or the welfare state. They pretend
to reject the revolutionary and dictatorial aspirations of the “Reds” and
at the same time they praise in books and magazines, in schools and
universities, Karl Marx, the champion of the communist revolution
and the dictatorship of the proletariat, as one of the greatest econo-
mists, philosophers and sociologists and as the eminent benefactor and
liberator of mankind. They want to make us believe that untotalitarian
totalitarianism, a kind of a triangular square, is the patent medicine for
all ills. Whenever they raise some mild objection to communism, they
are eager to abuse capitalism in terms borrowed from the objurgatory
vocabulary of Marx and Lenin. They emphasize that they abhor capi-
talism much more passionately than communism, and they justify all
the unsavory acts of the communists by referring to the “unspeakable
horrors” of capitalism. In short: they pretend to fight communism in
trying to convert people to the ideas of the Communist Manifesto.

What these self-styled “anticommunist liberals” are fighting against
is not communism as such, but a communist system in which they
themselves are not at the helm. What they are aiming at is a socialist,
i.e., communist, system in which they themselves or their most intimate
friends hold the reins of government. It would perhaps be too much to
say that they are burning with a desire to liquidate other people. They
simply do not wish to be liquidated. In a socialist commonwealth, only
the supreme autocrat and his abettors have this assurance.

An “anti-something” movement displays a purely negative attitude.
It has no chance whatever to succeed. Its passionate diatribes virtually
advertise the program that they attack. People must fight for something
that they want to achieve, not simply reject an evil, however bad it may
be. They must, without any reservations, endorse the program of the
market economy.

Communism would have today, after the disillusionment brought by
the deeds of the Soviets and the lamentable failure of all socialist ex-
periments, but little chance of succeeding in the West if it were not for
this faked anticommunism.

What alone can prevent the civilized nations of Western Europe,
America and Australia from being enslaved by the barbarism of Mos-
cow is open and unrestricted support of laissez-faire capitalism.
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Preface
by Murray N. Rothbard

In the twentieth century, the advocates of free market economics al-
most invariably pin the blame for government intervention solely on
erroneous ideas—that is, on incorrect ideas about which policies will
advance the public weal. To most of these writers, any such concept as
"ruling class" sounds impossibly Marxist. In short, what they are really
saying is that there are no irreconcilable conflicts of class or group
interest in human history, that everyone's interests are always compat-
ible, and that therefore any political clashes can only stem from misap-
prehensions of this common interest.

In "The Clash of Group Interests," the most important of the little-
known essays reprinted here, Ludwig von Mises, the outstanding
champion of the free market in this century, avoids the naive trap em-
braced by so many of his colleagues. Instead, Mises sets forth a highly
sophisticated and libertarian theory of classes and of class conflict, by
distinguishing sharply between the free market and government inter-
vention. It is true that on the^ree market there are no clashes of class or
group interest; all participants benefit from the market and therefore
all their interests are in harmony. But the matter changes drastically,
Mises points but, when we move to the intervention of government. For
that very intervention necessarily creates conflict between those classes
of people who are benefited or privileged by the State, and those who
are burdened by it. These conflicting classes created by State interven-
tion Mises calls castes. As Mises states:

Thus there prevails a solidarity of interests among all caste mem-
bers and a conflict of interests among the various castes. Each priv-
ileged caste aims at the attainment of new privileges and at the
preservation of old ones. Each underprivileged caste aims at the
abolition of its disqualifications. Within a caste society there is an
irreconcilable antagonism between the interests of the various castes.

In this profound analysis Mises harkens back to the original liber-
tarian theory of class analysis, originated by Charles Comte and Charles
Dunoyer, leaders of French laissez-faire liberalism in the early 19th
century.



But Mises has a grave problem; as a utilitarian, indeed as someone
who equates utilitarianism with economics and with the free market, he
has to be able to convince everyone, even those whom he concedes are
the ruling castes, that they would be better off in a free market and a
free society, and that they too should agitate for this end. He attempts
to do this by setting up a dichotomy between "short-run" and "long-
run" interests, the latter being termed "the rightly understood" in-
terests. Even the short-run beneficiaries from statism, Mises asserts,
will lose in the long run. As Mises puts it:

In the short run an individual or a group may profit from violating
the interests of other groups or individuals. But in the long run, in
indulging in such actions, they damage their own selfish interests no
less than those of the people they have injured. The sacrifice that a
man or a group makes in renouncing some short-run gains, lest they
endanger the peaceful operation of the apparatus of social co-
operation, is merely temporary. It amounts to an abandonment of a
small immediate profit for the sake of incomparably greater advan-
tages in the long run.

The great problem here is: why should people always consult their
long-run, as contrasted to their short-run, interests? Why is the long-
run the "right understanding"? Ludwig von Mises, more than any
economist of his day, has brought to the discipline the realization of the
great and abiding importance of time preference in human action: the
preference of achieving a given satisfaction now rather than later. In
short, everyone prefers the shorter to the longer run, some to different
degrees than others. How can Mises, as a utilitarian, say that a lower
time preference for the present is "better" than a higher? In brief, some
moral doctrine beyond utilitarianism is necessary to assert that people
should consult their long-run over their short-run interests. This con-
sideration becomes even more important when we consider those cases
where government intervention confers great, not "small," gains on the
privileged, and where retribution does not arrive for a very long time, so
that the "temporary" in the above quote is a long time indeed.

This consideration becomes still more poignant in the noble and
surprising essay, "The Freedom to Move as an International Problem,"
newly translated from a 1935 newspaper in Vienna. It is surprising be-
cause it presents a remarkably sharp attack on the immigration barriers
erected by the United States and the British Dominions. For Mises
trenchantly identifies these barriers as creating a ruling class elite, albe-
it a large one, in which workers in a particular geographical area with a
high standard of living, use the State to keep immigrants from lower-
wage areas out, thereby freezing the latter into a permanently lower
wage. Mises correctly adds that, contrary to the Marxian myth of the



international solidarity of the proletariat, it is the unions in the high
living standard countries who have lobbied for the immigration restric-
tions. Mises is hard-hitting on the privileges conferred by immigration
barriers: "The oft-referred-to 'miracle' of the high wages in the United
States and Australia may be explained simply by the policy of trying to
prevent a new immigration. For decades people have not dared to dis-
cuss these things in Europe." Mises concludes his essay with an implicit
justification of overcrowded Europe making war upon the restrictive
countries: "This is a problem of the right of immigration into the largest
and most productive lands.... Without the reestablishment of freedom
of migration throughout the world, there can be no lasting peace."

Even here, Mises tries to show that, in the long run, the workers of
the privileged countries are worse off from the immigration barriers,
but it is clear that the "run" is so long and the intermediary advantages
so substantial, that the utilitarian harmony of universal interests here
breaks down.

The same breakdown occurs when Mises, in his "The Clash of
Group Interests," tries to dismiss war between nations and nation-
alisms as senseless, at least in the long run. But he does not come to
grips with the problem of national boundaries; since the essence of the
nation-State is that it has a monopoly of force over a given territorial
area, there is ineluctably a conflict of interest between States and their
rulers over the size of their territories, the size of the areas over which
their dominion is exercised. While in the free market, each man's gain
is another man's gain, one State's gain in territory is necessarily another
State's loss, and so the conflict of interest over boundaries are irrecon-
cilable—even though they are less important the fewer the government
interventions in society.

Mises' notable theory of classes has been curiously neglected by
most of his followers. By bringing it back into prominence, we have to
abandon the cozy view that all of us, we and our privileged rulers alike,
are in a continuing harmony of interest. By amending Mises' theory to
account for time preference and other problems in his "rightly under-
stood" analysis, we conclude with the still less cozy view that the in-
terests of the State privileged and of the rest of Society are at logger-
heads. And further, that only moral principles beyond utilitarianism
can ultimately settle the dispute between them.





The Clash
of Group Interests

i

To apply the term "group tensions" to denote contemporary an-
tagonisms is certainly a euphemism. What we have to face are conflicts
considered as irreconcilable and resulting in almost continual wars, civil
wars, and revolutions. As far as there is peace, the reason is not, to be
sure, love of peace based on philosophical principles, but the fact that the
groups concerned have not yet finished their preparations for the fight
and, for considerations of expediency, are waiting for a more propitious
moment to strike the first blow.

In fighting one another, people are not in disagreement with the
consensus of contemporary social doctrines. It is an almost generally
accepted dogma that there exist irreconcilable conflicts of group inter-
ests. Opinions differ by and large only with regard to the question, which
groups have to be considered as genuine groups and, consequently,
which conflicts are the genuine ones. The nationalists call the nations
(which means in Europe the linguistic groups), the racists call the races,
and the Marxians call the "social classes," the genuine groups, but there
is unanimity with regard to the doctrine that a genuine group cannot
prosper except to the detriment of other genuine groups. The natural
state of intergroup relations, according to this view, is conflict.

This social philosophy has made itself safe against any criticism by
proclaiming the principle of polylogism. Marx, Dietzgen, and the radi-
cals among the representatives of the "sociology of knowledge" teach
that the logical structure of mind is different with different social classes.
If a man deviates from the teachings of Marxism, the reason is either that
he is a member of a nonproletarian class and therefore constitutionally



incapable of grasping the proletarian philosophy; or, if he is a prole-
tarian, he is simply a traitor. Objections raised to Marxism are of no avail
because their authors are "sycophants of the bourgeoisie." In a similar
way the German racists declare that the logic of the various races is
essentially different. The principles of "non-Aryan" logic and the scien-
tific theories developed by its application are invalid for the "Aryans."

Now, if this is correct, the case for peaceful human cooperation is
hopeless. If the members of the various groups are not even in a position
to agree with regard to mathematical and physical theorems and biologi-
cal problems, they will certainly never find a pattern for a smoothly func-
tioning social organization.

It is true that most of our contemporaries, in their avowal of polyl-
ogism do not go so far as the consistent Marxians, racists, etc. But a vi-
cious doctrine is not rendered less objectionable by timidity and moder-
ation in its expression. It is a fact that contemporary social and political
science makes ample use of polylogism, although its champions refrain
from expounding clearly and openly the philosophical foundations of
polylogism's teachings. Thus, for instance, the Ricardian theory of for-
eign trade is simply disposed of by pointing out that it was the "ideologi-
cal superstructure" of the class interests of the nineteenth-century Brit-
ish bourgeoisie. Whoever opposes the fashionable doctrines of govern-
ment interference with business or of labor-unionism is—in Marxian
terminology—branded as a defender of the unfair class interests of the
"exploiters."

The very way in which social scientists, historians, editors, and poli-
ticians apply the terms "capital" and "labor" or deal with the problems
of economic nationalism is the proof that they have entirely adopted the
doctrine of the irreconcilable conflict of group interests. If it is true that
such irreconcilable conflicts exist, neither international war nor civil war
can be avoided.

Our wars and civil wars are not contrary to the social doctrines gen-
erally accepted today. They are precisely the logical outcome of these
doctrines.

II
The first queston we must answer is: What integrates those groups

whose conflicts we are discussing?
Under a caste system the answer is obvious. Society is divided into

rigid castes. Caste membership assigns to each individual certain privi-
leges (privilegia favorabilia) or certain disqualifications (privilegia
odiosa). As a rule a man inherits his caste quality from his parents,
remains in his caste for life, and bestows his status on his children. His
personal fate is inseparably linked with that of his caste. He cannot
expect an improvement of his conditions except through an improve-



ment in the conditions of his caste or estate. Thus there prevails a solidar-
ity of interests among all caste members and a conflict of interests among
the various castes. Each privileged caste aims at the attainment of new
privileges and at the preservation of the old ones. Each underprivileged
caste aims at the abolition of its disqualifications. Within a caste society
there is an irreconcilable antagonism between the interests of the various
castes.

Capitalism has substituted equality under the law for the caste sys-
tem of older days. In a free-market society, says the liberal economist,
there are neither privileged nor underprivileged. There are no castes and
therefore no caste conflicts. There prevails full harmony of the rightly
understood (we say today, of the long-run) interests of all individuals
and of all groups. The liberal economist does not contest the fact that a
privilege granted to a definite group of people can further the short-
term interests of this group at the expense of the rest of the nation. An
import duty on wheat raises the price of wheat on the domestic market
and thus increases the income of domestic farmers. (As this is not an
essay on economic problems we do not need to point out the special -
market situation required for this effect of the tariff.) But it is unlikely
that the consumers, the great majority, will lastingly acquiesce in a
state of affairs which harms them for the sole benefit of the wheat
growers. They will either abolish the tariff or try to secure similar pro-
tection for themselves. If all groups enjoy privileges, only those are real-
ly benefited who are privileged to a far greater degree than the rest.
With equal privilege for each group, what a man profits in his capacity
as producer and seller is, on the other hand, absorbed by the higher
prices he must pay in his capacity as consumer and buyer. But beyond
this, all are losers because the tariff diverts production from the places
offering the most favorable conditions for production to places offering
less favorable conditions and thus reduces the total amount of the na-
tional income. The short-run interests of a group may be served by a
privilege at the expense of other people. The rightly understood, i.e.,
the long-run interests are certainly better served in the absence of any
privilege.

The fact that people occupy the same position within the frame of a
free-market society does not result in a solidarity of their short-run
interests. On the contrary, precisely this sameness of their place in the
system of the division of labor and social co-operation makes them
competitors and rivals. The short-run conflict between competitors can
be superseded by the solidarity of the rightly understood interests of all
members of a capitalist society. But—in the absence of group privileges
—it can never result in group solidarity and in an antagonism between
the interests of the group and those of the rest of society. Under free
trade the manufacturers of shoes are simply competitors. They can be



welded together into a group with solidarity of interests only when priv-
ilege supervenes, e.g., a tariff on shoes (privilegium favorabile) or a law
discriminating against them for the benefit of some other people (privi-
legium odiosum).

It was against this doctrine that Karl Marx expounded his doctrine
of the irreconcilable conflict of class interests. There are no castes un-
der capitalism and bourgeois democracy. But there are social classes,
the exploiters and the exploited. The proletarians have one common
interest, the abolition of the wages system and the establishment of the
classless society of socialism. The bourgeois, on the other hand, are
united in their endeavors to preserve capitalism.

Marx's doctrine of class war is entirely founded on his analysis of
the operation of the capitalist system and his appraisal of the socialist
mode of production. His economic analysis of capitalism has long since
been exploded as utterly fallacious. The only reason which Marx ad-
vanced in order to demonstrate that socialism is a better system than
capitalism was his pretension to have discovered the law of historical
evolution; namely, that socialism is bound to come with "the inexor-
ability of a law of nature." As he was fully convinced that the course of
history is a continuous progress from lower and less desirable modes of
social production toward higher and more desirable modes and that
therefore each later stage of social organization must necessarily be a
better stage than the preceding stages were, he could not have any
doubts about the blessings of socialism. Having quite arbitrarily taken
for granted that the "wave of the future" is driving mankind toward
socialism, he believed that he had done everything that was needed to
prove the superiority of socialism. Marx not only refrained from any
analysis of a socialist economy. He outlawed such studies as utterly
"Utopian" and "unscientific."

Every page of the history of the past hundred years belies the Marx-
ian dogma that the proletarians are necessarily internationally minded
and know that there is an unshakable solidarity of the interests of the
wage-earners all over the world. Delegates of the "labor" parties of
various countries have consorted with one another in the various Inter-
national Working Men's Associations. But while they indulged in the
idle talk about international comradeship and brotherhood, the pres-
sure groups of labor of various countries were busy in fighting one an-
other. The workers of the comparatively underpopulated countries pro-
tect, by means of immigration barriers, their higher standard of wages
against the tendency toward an equalization of wage rates, inherent in a
system of free mobility of labor from country to country. They try to
safeguard the short-run success of "pro-labor" policies by barring com-
modities produced abroad from access to the domestic market of their
own countries. Thus they create those tensions which must result in war



whenever those injured by such policies expect that they can brush away
by violence the measures of foreign governments that are prejudicial to
their own well-being.

Our age is full of serious conflicts of economic group interests. But
these conflicts are not inherent in the operation of an unhampered cap-
italist economy. They are the necessary outcome of government policies
interfering with the operation of the market. They are not conflicts of
Marxian classes. They are brought about by the fact that mankind has
gone back to group privileges and thereby to a new caste system.

In a capitalist society the proprietary class is formed of people who
have well succeeded in serving the needs of the consumers and of the
heirs of such people. However, past merit and success give them only a
temporary and continually contested advantage over other people. They
are not only continually competing with one another, they have daily to
defend their eminent position against newcomers aiming at their elim-
ination. The operation of the market steadily removes incapable cap-
italists and entrepreneurs and replaces them by parvenus. It again and
again makes poor men rich and rich men poor. The characteristic fea-
tures of the proprietary class are that the composition of its member-
ship is continually changing, that entrance into it is open to everybody,
that continuance in membership requires an uninterrupted sequence of
successful business operations, and that the membership is divided
against itself by competition. The successful businessman is not inter-
ested in a policy of sheltering the unable capitalists and entrepreneurs
against the vicissitudes of the market. Only the incompetent capitalists
and entrepreneurs (mostly later generations) have a selfish interest in
such "stabilizing" measures. However, within a world of pure capital-
ism, committed to the principles of a consumers' policy, they have no
chance to secure such privileges.

But ours is an age of producers' policy. Present day "unorthodox"
doctrines consider it as the foremost task of a good government to place
obstacles in the way of the successful innovator for the sole benefit of
less efficient competitors and at the expense of the consumers. In the
predominantly industrial countries the main feature of this policy is the
protection of domestic farming against the competition of foreign agri-
culture working under more favorable physical conditions. In the pre-
dominantly agricultural countries it is, on the contrary, the protection
of domestic manufacturing against the competition of foreign indus-
tries producing at lower costs. It is a return to the restrictive economic
policies abandoned by the liberal countries in the course of the eight-
eenith and nineteenith centuries. If people had not discarded these pol-
icies then, the marvelous economic progress of the capitalist era would
never have been achieved. If the European countries had not opened
their frontiers to the importation of American products—cotton, tobac-



co, wheat, etc.—and if the older generations of Americans had rigidly
barred the importation of European manufactures, the United States
would never have reached its present stage of economic prosperity.

It is this co-called producers' policy that integrates groups of peo-
ple, who otherwise would consider each other simply as competitors,
into pressure groups with common interests. When the railroads came
into being, the coach drivers could not consider joint action against this
new competition. The climate of opinion would have rendered such a
struggle futile. But today the butter producers are successfully strug-
gling against margarine and the musicians against recorded music.
Present-day international conflicts are of the same origin. The American
farmers are intent upon barring access to Argentinian cereals, cattle,
and meat. European countries are acting in the same way against the
products of the Americans and of Australia.

The root causes of present-day group antagonisms must be seen in
the fact that we are on the point of going back to a system of rigid
castes. Australia and New Zealand are democratic countries. If we over-
look the fact that their domestic policies are breeding domestic pres-
sure groups fighting one another, we could say that they have built up
homogeneous societies with equality under the law. But under their im-
migration laws, barring access not only to colored but no less to white
immigrants, they have integrated their whole citizenry into a privileged
caste. Their citizens are in a position to work under conditions safe-
guarding a higher productivity of the individual's work and thereby
higher wages. The nonadmitted foreign workers and farmers are ex-
cluded from enjoyment of such opportunities. If an American labor
union bars colored Americans from access to its industry, it converts
the racial difference into a caste quality.

We do not have to discuss the problem whether or not it is true that
the preservation and the further development of occidental civilization
require the maintenance of the geographical segregation of various
racial groups. The task of this paper is to deal with the economic as-
pects of group conflicts. If it is true that racial considerations make it
inexpedient to provide an outlet for the colored inhabitants of com-
paratively overpopulated areas, this would not contradict the statement
that in an unhampered capitalist society there are no irreconcilable
conflicts of group interests. It would only demonstrate that racial fac-
tors make it inexpedient to carry the principle of capitalism and market
economy in its utmost consequences and that the conflict among var-
ious races is, for reasons commonly called noneconomic, irreconcilable.
It would certainly not disprove the statement of the liberals that within
a society of free enterprise and free mobility of men, commodities, and
capital, there are no irreconcilable conflicts of the rightly understood
interests of various individuals and groups of individuals.



Ill

The belief that there prevails an irreconcilable conflict of group in-
terests is age-old. It was the essential proposition of Mercantilist doc-
trine. The Mercantilists were consistent enough to deduce from this
principle that war is an inherent and eternal pattern of human rela-
tions. Mercantilism was a philosophy of war.

I want to quote two late manifestations of this doctrine. First a dic-
tum of Voltaire. In the days of Voltaire the spell of Mercantilism had
already been broken. French Physiocracy and British Political Econ-
omy were on the point of supplanting it. But Voltaire was not yet famil-
iar with the new doctrines, although one of his friends, David Hume,
was their foremost champion. Thus he wrote in 1764 in his Dictionnaire
Philosophique: "etre bon patriote, c'est souhaiter que su ville s'en-
richisse par le commerce et soit puissante par les armes. II est clair
qu un pays ne pent gagner sans qu 'un autre perde, et qu 'il ne pent
vaincre sansfaire des malheureux. "* Here we have in beautiful French
the formula of modern warfare, both economic and military. More than
eighty years later we find another dictum. Its French is less perfect, but
its phrasing is more brutal. Says Prince Louis Napoleon Bonaparte, the
later Emperor Napoleon III: "La quantite des merchandises qu'un
pays exporte est toujours en raison directe du nombre des boulets qu 'il
peut envoyer a ses ennemis, quand son honneur et sa dignite le com-
mandent."**

Against the background of such opinions we must hold the achieve-
ments of the classical economists and of the liberal policies inspired by
them. For the first time in human history a social philosophy emerged
that demonstrated the harmonious concord of the rightly understood
interests of all men and of all groups of men. For the first time a phi-
losophy of peaceful human co-operation came into being. It repre-
sented a radical overthrow of traditional moral standards. It was the
establishment of a new ethical code.

All older schools of morality were heteronomous. They viewed the
moral law as a restraint imposed upon man by the unfathomable de-
crees of Heaven or by the mysterious voice of conscience. Although a
mighty group has the power to improve its own earthly well-being by
inflicting damage upon weaker groups, it should abide by the moral law
and forego furthering its own selfish interests at the expense of the

*["To be a good patriot is to hope that one's town enriches itself through com-
merce and is powerful in arms. It is clear that a country cannot gain unless
another loses and it cannot prevail without making others miserable." —ed.]
**Extinction du Pauperisme, ed. Paris, 1848, p. 6. ["The quantity of goods
which a country exports is always directly related to the number of bullets
which it can send against its enemies with honor and dignity demanded"—ed.]



weak. The observance of the moral law amounts to sacrificing some ad-
vantage which the group or the individual could possibly secure.

In the light of the economic doctrine things are entirely different.
There are, within an unhampered market society, no conflicts among
the rightly understood selfish interests of various individuals and
groups. In the short run an individual or a group may profit from vio-
lating the interests of other groups or individuals. But in the long run,
in indulging in such actions, they damage their own selfish interests no
less than those of the people they have injured. The sacrifice that a man
or a group makes in renouncing some short-run gains, lest they endan-
ger the peaceful operation of the apparatus of social co-operation, is
merely temporary. It amounts to an abandonment of a small immediate
profit for the sake of incomparably greater advantages in the long run.

Such is the core of the moral teachings of nineteenth-century utili-
tarianism. Observe the moral law for your own sake, neither out of fear
of hell nor for the sake of other groups, but for your own benefit. Re-
nounce economic nationalism and conquest, not for the sake of foreign-
ers and aliens, but for the benefit of your own nation and state.

It was the partial victory of this philosophy that resulted in the mar-
velous economic and political achievements of modern capitalism. It is
its merit that today there are living many more people on the earth's
surface than at the eve of the "industrial revolution," and that in the
countries most advanced on the way to capitalism the masses enjoy a
more comfortable life than the well-to-do of earlier ages.

The scientific basis of this utilitarian ethics was the teachings of
economics. Utilitarian ethics stands and falls with economics.

It would, of course, be a faulty mode of reasoning to assume before-
hand that such a science of economics is possible and necessary because
we approve of its application to the problem of peace preservation. The
very existence of a regularity of economic phenomena and the possibility
of a scientific and systematic study of economic laws must not be
postulated a priori. The first task of any preoccupation with the prob-
lems commonly called economic is to raise the epistemological question
whether or not there is such a thing as economics.

What we must realize is this: if this scrutiny of the epistemological
foundations of economics were to confirm the statements of the Ger-
man Historical School and of the American Institutionalists that there
is no such thing as an economic theory and that the principles upon
which the economists have built their system are illusory, then violent
conflicts among various races, nations, and classes are inevitable. Then
the militarist doctrine of perpetual war and bloodshed must be substi-
tuted for the doctrine of peaceful social co-operation. The advocates of
peace are fools. Their program stems from ignorance of the basic
problems of human relations.



There is no social doctrine other than that of the "orthodox" and
"reactionary" economists that allows the conclusion that peace is desir-
able and possible. Of course, the Nazis promise us peace for the time
after their final victory, when all other nations and races will have
learned that their place in society is to serve as slaves of the Master
Race. The Marxians promise us peace for the time after the final vic-
tory of the proletarians, precisely, in the words of Marx, after the work-
ing class will have passed "through long struggles, through a whole
series of historical processes, wholly transforming both circumstances
and men."*

This is meager consolation indeed. At any rate, such statements do
not invalidate the proposition that nationalists and Marxians consider
the violent conflict of group interests as a necessary phenomenon of our
time and that they attach a moral value either to international war or to
class war.

IV
The most remarkable fact in the history of our age is the revolt

against rationalism, economics, and utilitarian social philosophy; it is
at the same time a revolt against freedom, democracy, and representa-
tive government. It is usual to distinguish within this movement a left
wing and a right wing. The distinction is spurious. The proof is that it is
impossible to classify in either of these groups the great leaders of the
movement. Was Hegel a man of the Left or of the Right? Both the left
wing and the right wing Hegelians were undoubtedly correct in refer-
ring to Hegel as their master. Was George Sorel a Leftist or a Rightist?
Both Lenin and Mussolini were his intellectual disciples. Bismarck is
commonly regarded as a reactionary. But his social-security scheme is
the acme of present-day progressivism. If Ferdinand Lassalle had not
been the son of Jewish parents, the Nazis would call him the first
German labor leader and the founder of the German socialist party,
one of their greatest men. From the point of view of true liberalism, all
the supporters of the conflict doctrine form one homogenous party.

The main weapon applied by both the right and the left wing anti-
liberals is calling their adversaries names. Rationalism is called super-
ficial and unhistoric. Utilitarianism is branded as a mean system of
stockjobber ethics. In the non-Anglo-Saxon countries it is, besides,
qualified as a product of British "peddler mentality" and of American
"dollar philosophy." Economics is scorned as "orthodox," "reaction-
ary," "economic royalism" and "Wall Street ideology."

It is a sad fact that most of our contemporaries are not familiar with
economics. All the great issues of present-day political controversies are

•Marx, Der Buergerkrieg in Frankreich, ed. by Pfemfert, Berlin, 1919, p. 54.



economic. Even if we were to leave out of account the fundamental
problem of capitalism and socialism, we must realize that the topics
daily discussed on the political scene can be understood only by means
of economic reasoning. But people, even the civic leaders, politicians,
and editors, shun any serious occupation with economic studies. They
are proud of their ignorance. They are afraid that a familiarity with
economics might interfere with the naive self-confidence and compla-
cency with which they repeat slogans picked up by the way.

It is highly probable that not more than one out of a thousand voters
knows what economists say about the effects of minimum wage rates,
whether fixed by government decree or by labor-union pressure and
compulsion. Most people take it for granted that to enforce minimum
wage rates above the level of wage rates which would have been estab-
lished on an unhampered labor market is a policy beneficial to all those
eager to earn wages. They do not suspect that such minimum wage
rates must result in permanent unemployment of a considerable part of
the potential labor force. They do not know that even Marx flatly
denied that labor unions can raise the income of all workers and that
the consistent Marxians in earlier days therefore opposed any attempts
to decree minimum wage rates. Neither do they realize that Lord
Keynes's plan for the attainment of full employment, so enthusiastically
endorsed by all "progressives," is essentially based on a reduction of
the height of real wage rates. Keynes recommends a policy of credit
expansion because he believes that "gradual and automatic lowering of
real wages as a result of rising prices" would not be so strongly resisted
by labor as any attempt to lower money wage rates.* It is not too bold
a statement to affirm that with regard to this primordial problem the
"progressive" experts do not differ from those popularly disparaged as
"reactionary labor baiters." But then the doctrine that there prevails an
irreconcilable conflict of interests between employers and employees is
deprived of any scientific foundation. A lasting rise in wage rates for all
those eager to earn wages can be attained only by the accumulation of
additional capital and by the improvement in technical methods of pro-
duction which this additional wealth makes feasible. The rightly under-
stood interests of employers and employees coincide.

It is no less probable that only small groups realize the fact that the
free traders object to the various measures of economic nationalism
because they consider such measures as detrimental to the welfare of
their own nation, not because they are anxious to sacrifice the interests

•Keynes, The General Theory of Employment, Interest and Money, London,
1939, p. 264. For a critical examination of this idea see Albert Hahn, Deficit
Spending and Private Enterprise. Postwar Readjustments Bulletin, No. 8, U.S.
Chamber of Commerce, pp. 28-29.
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of their fellow citizens to those of foreigners. It is beyond doubt that
hardly any German, in the critical years preceding Hitler's rise to
power, understood that those fighting aggressive nationalism and eager
to prevent a new war were not traitors, ready to sell the vital interests of
the German nation to foreign capitalism, but patriots who wanted to
spare their fellow citizens the ordeal of a senseless slaughter.

The usual terminology classifying people as friends or foes of labor
and as nationalists or internationalists, is indicative of the fact that this
ignorance of the elementary teachings of economics is an almost univer-
sal phenomenon. The conflict philosophy is firmly entrenched in the
minds of our contemporaries.

One of the objections raised against the liberal philosophy recom-
mendeding a free-market society runs this way: "Mankind can never go
back to any system of the past. Capitalism is done for because it was the
social organization of the nineteenth century, an epoch that has passed
away."

However, what these would-be progressives are supporting is tanta-
mount to a return to the social organization of the ages preceding the
"industrial revolution." The various measures of economic nationalism
are a replica of the policies of Mercantilism. The jurisdictional conflicts
between labor unions do not essentially differ from the struggles be-
tween mediaeval guilds and inns. Like the absolute princes of seven-
teenth- and eighteenth-century Europe, these moderns are aiming at a
system under which the government undertakes the direction of all
economic activities of its citizens. It is not consistent to exclude before-
hand the return to the policies of Cobden and Bright if one does not
find any fault in returning to the policies of Louis XIV and Colbert.

V
It is a fact that the living philosophy of our age is a philosophy of

irreconcilable conflict and dissociation. People value their party, class,
linguistic group, or nation as supreme, believe that their own group
cannot thrive but at the expense of other groups, and are not prepared
to tolerate any measures which in their opinion would have to be con-
sidered as an abandonment of vital group interests. Thus a peaceful
arrangement with other groups is out of the question. Take for instance
the implacable intransigence of Leninism or of the French nationalisme
integral or of the Nazis. It is the same with regard to domestic affairs.
No pressure group is ready to renounce the least of its pretensions for
considerations of national unity.

It is true that powerful forces are fortunately still counteracting
these tendencies toward disintegration and conflict. In this country the
traditional prestige of the Constitution is such a factor. It has nipped in
the bud the endeavors of various local pressure groups to break up the
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economic unity of the nation by the establishment of interstate trade
barriers. But in the long run even these noble traditions may prove
insufficient if not backed by a social philosophy, positively, proclaiming
the primacy of the interests of the Great Society and their harmony with
the rightly understood interests of each individual.*

*[See, Ludwig von Mises', Socialism, an Economic and Sociological Analysis (London:
Jonathan Cape, revised ed., 1951) pp. 328-351, and Theory and History, an Interpretation
of Social and Economic Evolution (Yale University Press, 1957) pp. 112-146, for a further
development of the ideas presented in "The Clash of Group Interests" —ed.]
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The Myth of the
Failure of Capitalism

(Translated by Jane E. Sanders)*

The nearly universal opinion expressed these days is that the eco-
nomic crisis of recent years marks the end of capitalism. Capitalism
allegedly has failed, has proven itself incapable of solving economic
problems, and so mankind has no alternative, if it is to survive, then to
make the transition to a planned economy, to socialism.

This is hardly a new idea. The socialists have always maintained
that economic crises are the inevitable result of the capitalistic method
of production and that there is no other means of eliminating economic
crises than the transition to socialism. If these assertions are expressed
more forcefully these days and evoke greater public response, it is not
because the present crisis is greater or longer than its predecessors, but
rather primarily because today public opinion is much more strongly
influenced by socialist views than it was in previous decades.

I
When there was no economic theory, the belief was that whoever

had power and was determined to use it could accomplish anything. In
the interest of their spiritual welfare and with a view toward their
reward in Heaven, rulers were admonished by their priests to exercise
moderation in their use of power. Also, it was not a question of what
limits the inherent conditions of human life and production set for this
power, but rather that they were considered boundless and omnipotent
in the sphere of social affairs.

*[The translator wishes to gratefully acknowledge the comments and sugges-
tions of Professor John T. Sanders, Rochester Institute of Technology, and
Professor David R. Henderson, University of Rochester, in the preparation of
the translation.!
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The foundation of social sciences, the work of a large number of
great intellects, of whom David Hume and Adam Smith are most out-
standing, has destroyed this conception. One discovered that social
power was a spiritual one and not (as was supposed) a material and, in
the rough sense of the word, a real one. And there was the recognition
of a necessary coherence within market phenomena which power is
unable to destroy. There was also a realization that something was
operative in social affairs that the powerful could not influence and to
which they had to accommodate themselves, just as they had to adjust to
the laws of nature. In the history of human thought and science there is
no greater discovery.

If one proceeds from this recognition of the laws of the market,
economic theory shows just what kind of situation arises from the inter-
ference of force and power in market processes. The isolated interven-
tion cannot reach the end the authorities strive for in enacting it and
must result in consequences which are undesirable from the standpoint
of the authorities. Even from the point of view of the authorities them-
selves the intervention is pointless and harmful. Proceeding from this
perception, if one wants to arrange market activity according to the
conclusions of scientific thought—and we give thought to these matters
not only because we are seeking knowledge for its own sake, but also
because we want to arrange our actions such that we can reach the

, goals we aspire to—one then comes unavoidably to a rejection of such
interventions as superfluous, unnecessary, and harmful, a notion
which characterizes the liberal teaching. It is not that liberalism wants
to carry standards of value over into science; it wants to take from
science a compass for market actions. Liberalism uses the results of
scientific research in order to construct society in such a way that it will
be able to realize as effectively as possible the purposes it is intended to
realize. The politico-economic parties do not differ on the end result for
which they strive but on the means they should employ to achieve their
common goal. The liberals are of the opinion that private property in
the means of production is the only way to create wealth for everyone,
because they consider socialism impractical and because they believe
that the system of interventionism (which according to the view of its
advocates is between capitalism and socialism) cannot achieve its pro-
ponents' goals.

The liberal view has found bitter opposition. But the opponents of
liberalism have not been successful in undermining its basic theory nor
the practical application of this theory. They have not sought to defend
themselves against the crushing criticism which the liberals have leveled
against their plans by logical refutation; instead they have used eva-
sions. The socialists considered themselves removed from this criticism,
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because Marxism has declared inquiry about the establishment and the
efficacy of a socialist commonwealth heretical; they continued to cher-
ish the socialist state of the future as heaven on earth, but refused to
engage in a discussion of the details of their plan. The interventionists
chose another path. They argued, on insufficient grounds, against the
universal validity of economic theory. Not in a position to dispute eco-
nomic theory logically, they could refer to nothing other than some
"moral pathos," of which they spoke in the invitation to the founding
meeting of the Vereins fiir Sozialpolitik [Association for Social Policy]
in Eisenach. Against logic they set moralism, against theory emotional
prejudice, against argument the reference to the will of the state.

Economic theory predicted the effects of interventionism and state
and municipal socialism exactly as they happened. All the warnings
were ignored. For fifty or sixty years the politics of European countries
has been anticapitalist and antiliberal. More than forty years ago Sid-
ney Webb (Lord Passfield) wrote: " . . . it can now fairly be claimed that
the socialist philosophy of to-day is but the conscious and explicit asser-
tion of principles of social organization which have been already in
great part unconsciously adopted. The economic history of the century
is an almost continuous record of the progress of Socialism."* That was
at the beginning of this development and it was in England where liber-
alism was able for the longest time to hold off the anticapitalistic eco-
nomic policies. Since then interventionist policies have made great
strides. In general the view today is that we live in an age in which the
"hampered economy" reigns—as the forerunner of the blessed socialist
collective consciousness to come.

Now, because indeed that which economic theory predicted has
happened, because the fruits of the anticapitalistic economic policies
have come to light, a cry is heard from all sides: this is the decline of
capitalism, the capitalistic system has failed!

'Liberalism cannot be deemed responsible for any of the institutions
which give today's economic policies their character. It was against the
nationalization and the bringing under municipal control of projects
which now show themselves to be catastrophes for the public sector and
a source of filthy corruption; it was against the denial of protection for
those willing to work and against placing state power at the disposal of
the trade unions, against unemployment compensation, which has
made unemployment a permanent and universal phenomenon, against
social insurance, which has made those insured into grumblers, mal-

*Cf. Webb, Fabian Essays in Socialism.... Ed. by G. Bernard Shaw. (Ameri-
can ed., edited by H.G. Wilshire. New York: The Humboldt Publishing Co.,
1891) p. 4.
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ingers, and neurasthenics, against tariffs (and thereby implicitly
against cartels), against the limitation of freedom to live, to travel, or
study where one likes, against excessive taxation and against inflation,
against armaments, against colonial acquisitions, against the oppres-
sion of minorities, against imperialism and against war. It put up stub-
born resistance against the politics of capital consumption. And liberal-
ism did not create the armed party troops who are just waiting for the
convenient opportunity to start a civil war.

II
The line of argument that leads to blaming capitalism for at least

some of these things is based on the notion that entrepreneurs and
capitalists are no longer liberal but interventionist and statist. The fact
is correct, but the conclusions people want to draw from it are wrong-
headed. These deductions stem from the entirely untenable Marxist
view that entrepreneurs and capitalists protected their special class
interests through liberalism during the time when capitalism flourished
but now, in the late and declining period of capitalism, protect them
through interventionism. This is supposed to be proof that the "ham-
pered economy" of interventionism is the historically necessary eco-
nomics of the phase of capitalism in which we find ourselves today. But
the concept of classical political economy and of liberalism as the ide-
ology (in the Marxist sense of the word) of the bourgeoisie is one of the
many distorted techniques of Marxism. If entrepreneurs and capitalists
were liberal thinkers around 1800 in England and interventionist, stat-
ist, and socialist thinkers around 1930 in Germany, the reason is that
entrepreneurs and capitalists were also captivated by the prevailing
ideas of the times. In 1800 no less than in 1930 entrepreneurs had
special interests which were protected by interventionism and hurt by
liberalism.

Today the great entrepreneurs are often cited as "economic lead-
ers." Capitalistic society knows no "economic leaders." Therein lies the
characteristic difference between socialist economies on the one hand
and capitalist economies on the other hand: in the latter, the entre-
preneurs and the owners of the means of production follow no leader-
ship save that of the market. The custom of citing initiators of great
enterprises as economic leaders already gives some indication that these
days it is not usually the case that one reaches these positions by eco-
nomic successes but rather by other means.

In the interventionist state it is no longer of crucial importance for
the success of an enterprise that operations be run in such a way that
the needs of the consumer are satisfied in the best and least expensive
way; it is much more important that one has "good relations" with the
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controlling political factions, that the interventions redound to the ad-
vantage and not the disadvantage of the enterprise. A few more Marks
worth of tariff-protection for the output of the enterprise, a few Marks
less tariff-protection for the inputs in the manufacturing process can
help the enterprise more than the greatest prudence in the conduct of
operations. An enterprise may be well run, but it will go under if it does
not know how to protect its interests in the arrangement of tariff rates,
in the wage negotiations before arbitration boards, and in governing
bodies of cartels. It is much more important to have "connections"
than to produce well and cheaply. Consequently the men who reach the
top of such enterprises are not those who know how to organize opera-
tions and give production a direction which the market situation de-
mands, but rather men who are in good standing both "above" and
"below," men who know how to get along with the press and with all
political parties, especially with the radicals, such that their dealings
cause no offense. This is that class of general directors who deal more
with federal dignitaries and party leaders than with those from whom
they buy or to whom they sell.

Because many ventures depend on political favors, those who under-
take such ventures must repay the politicians with favors. There has
been no big venture in recent years which has not had to expend con-
siderable sums for transactions which from the outset were clearly
unprofitable but which, despite expected losses, had to be concluded
for political reasons. This is not to mention contributions to non-busi-
ness concerns—election funds, public welfare institutions and the like.

Powers working toward the independence of the directors of the
large banks, industrial concerns, and joint-stock companies from the
stockholders are asserting themselves more strongly. This politically
expedited "tendency for big businesses to socialize themselves," that is,
for letting interests other than the regard "for the highest possible yield
for the stockholders" determine the management of the ventures, has
been greeted by statist writers as a sign that we have already vanquished
capitalism.* In the course of the reform of German stock rights, even
legal efforts have already been made to put the interest and well-being
of the entrepreneur, namely "his economic, legal, and social self-worth
and lasting value and his independence from the changing majority of
changing stockholders,"** above those of the shareholder.

With the influence of the state behind them and supported by a
thoroughly interventionist public opinion, the leaders of big enterprises

*Cf. Keynes, "The End of Laisser-faire," 1926, see, Essays in Persuasion (New
York: W.W. Norton & Co., Inc., 1932) pp. 314-315.

**Cf. Passow, Der Strukturwandel der Aktiengesellcschaft im Lichte der Wirt-
schaftsenquente, (Jena 1939), S.4.
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today feel so strong in relation to the stockholders that they believe they
need not take their interests into account. In their conduct of the busi-
nesses of society in those countries in which statism has most strongly
come to rule—for example in the successor states of the old Austro-
Hungarian Empire—they are as unconcerned about profitability as the
directors of public utilities. The result is ruin. The theory which has
been advanced says that these ventures are too large to be run simply
with a view toward profit. This concept is extraordinarily opportune
whenever the result of conducting business while fundamentally re-
nouncing profitability is the bankruptcy of the enterprise. It is oppor-
tune, because at this moment the same theory demands the interven-
tion of the state for support of enterprises which are too big to be al-
lowed to fail.

Ill

It is true that socialism and interventionism have not yet succeeded
in completely eliminating capitalism. If they had, we Europeans, after
centuries of prosperity, would rediscover the meaning of hunger on a
massive scale. Capitalism is still prominent enough that new industries
are coming into existence, and those already established are improving
and expanding their equipment and operations. All the economic ad-
vances which have been and will be made stem from the persistant
remnant of capitalism in our society. But capitalism is always har-
rassed by the intervention of the government and must pay as taxes a
considerable part of its profits in order to defray the inferior productiv-
ity of public enterprise.

The crisis under which the world is presently suffering is the crisis of
interventionism and of state and municipal socialism, in short the crisis
of anticapitalist policies. Capitalist society is guided by the play of the
market mechanism. On that issue there is no difference of opinion. The
market prices bring supply and demand into congruence and determine
the direction and extent of production. It is from the market that the
capitalist economy receives its sense. If the function of the market as
regulator of production is always thwarted by economic policies in so
far as the latter try to determine prices, wages, and interest rates
instead of letting the market determine them, then a crisis will surely
develop.

Bastiat has not failed, but rather Marx and Schmoller.
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The Freedom To Move
as an International Problem

(Translated by Bettina Bien Greaves)

Discussions of the problems of peace and of the League of Nations
have made substantial progress in recent months. Today one very often
hears that peace cannot be secured simply by decree. Rather, to create
a lasting peace, conditions must first be established which make life
without war possible. Since it is believed that the "unequal distribution
of raw materials" is the primary source of the conflicts that could lead
to war, the first thought is for a "more equitable" distribution of raw
materials. However, it is not very clear just what this means.

Wool is produced primarily in Australia, cotton in the United States,
India and Egypt. Is it now proposed to hand over a part of these terri-
tories to the European states who possess no wool or cotton producing
areas of their own? Let us assume the most preposterous case, that the
wool producing territories of Australia were parcelled out among the
European states. How would this improve the situation of these Europe-
an countries? After the new partition, the Europeans would still have to
purchase wool, as they did before, from the producers of wool whose
lives, after all, are no bed of roses today.

The English also buy wool in Australia. They too must pay for this
wool, just as must every other buyer. The fact that the British king is
also sovereign over Australia plays no role in these purchases. Australia
is completely independent of England, the English Parliament and the
English government—in its constitution, legislation, administration
and all its political affairs. English industry is not benefitted, as com-
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pared with its continental competition, because a considerable part of
the raw materials it fabricates comes from the British Empire. It ob-
tains raw materials in the same way and it pays as much as do German,
Italian or Austrian manufacturers. The freight situation for British in-
dustry is usually more favorable but this fact would not be altered in
anyway by a change of sovereignty. Thus, no one in Europe can say: I
am suffering because the state to which I belong does not also include
areas that are better suited for the production of raw materials. What
Europeans complain about is something else.

There are extensive tracts of land, comparable to those in Europe,
which are sparsely settled. The United States of America and the British
dominions of Canada, Australia, New Zealand, South Africa and so on,
are less heavily populated, in comparison with their nature-endowed
potential for production, than are the lands of Europe. As a result, the
productivity of labor is higher there than in Europe. Consequently also
higher wages are paid there for labor.

Because those lands offer more favorable opportunities for produc-
tion than Europe does, they have been the goals of would-be European
emigrants for more than 300 years. However, the descendants of those
earlier emigrants now say: There has been enough migration. We do
not want other Europeans to do what our forefathers did when they
emigrated to improve their situation. We do not want our wages re-
duced by a new contingent of workers from the homeland of our fathers.
We do not want the migration of workers to continue until it brings
about the equalization of the height of wages. Kindly stay in your old
homeland, you Europeans, and be satisfied with lower wages.

The oft-referred to "miracle" of the high wages in the United States
and Australia may be explained simply by the policy of trying to prevent
a new immigration. For decades people have not dared to discuss these
things in Europe. Public opinion has been led astray by the smoke-
screen laid down by Marxist ideology which would have people believe
that the union-organized "proletariat of all lands" have the same in-
terests and that only entrepreneurs and capitalists are nationalistic.
The hard fact of the matter—namely that the unions in all those coun-
tries which have more favorable conditions of production, relatively
fewer workers and thus higher wages, seek to prevent an influx of work-
ers from less favored lands—has been passed over in silence. At the
same time that the labor unions in the United States of America and
the British dominions were constructing immigration laws which pro-
hibited practically all reinforcements, the Marxist pedants were writing
their books claiming that the cause of imperialism and war was due to
the drive of capitalists for profits and that the proletariat, united in
harmony and a solidarity of interests, wanted peace.

No Italian should say that his interests are prejudiced by the fact
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that the lands from which metals and textile raw materials are extract-
ed do not look to the King of Italy as their ruler. Yet every Italian
worker does suffer because these areas do not allow the immigration of
Italian workers. For this barrier cancels out, or at least weakens, the
evening out of the height of wages that accompanies the freedom to
move. And the situation that prevails for Italian workers is equally valid
also for Germans, Czechs, Hungarians and many others.

One must certainly be careful to avoid accepting the false inter-
pretation that workers in lands where the natural conditions are more
favorable for production can fare better by prohibiting immigration
than they can if migration were free. If the European workers are pre-
vented from emigrating and thus have to stay at home, this does not
mean they will remain idle as a result. They will continue to work in
their old homeland under less favorable conditions. And because of the
less advantageous conditions of production there, they will be compen-
sated in lower wages. They will then compete on the world market, as
well as on the home market of the industry producing under more fa-
vorable conditions. These countries may then very likely strike out with
tariffs and import embargoes against what they call the "unfair" com-
petition of cheap labor. By doing this, they will be forfeiting the advan-
tages which the higher division of labor brings. They will suffer because
production opportunities which are more favorable, i.e. which bring a
higher return with the same expenditure than do the production oppor-
tunities which must be used in other lands, are not being used in their
own countries. If only the most productive resources were exploited
everywhere over the earth's surface, and the less productive resources
were left unused, their position would be better in the long run too. For
then the total yield of the world's production would be greater. And out
of this greater overall "pie," a larger portion would come to them.

The attempt to create certain industries artificially in the lands of
eastern Europe, under the protection of tariffs and import embargoes,
can certainly be considered a failure. Still, if the freedom of migration
is not reestablished, the lower wages in those lands will attract capital
and entrepreneurial effort. Then, in place of the hot-house industries,
artificially fostered by governmental measures and unviable still in spite
of these measures, industries with lower wages and lower living stan-
dards for the masses will develop there, industries which will be viable
in view of the location. These people will certainly still have just as
much cause to complain as before—not over the unequal distribution
of raw materials, but over the erection of migration barriers around the
lands with more favorable conditions of production. And it may be that
one day they will reach the conclusion that only weapons can change
this unsatisfactory situation. Thus, we may face a great coalition of the
lands of would-be emigrants standing in opposition to the lands that
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erect barricades to shut out would-be immigrants.
Through its affiliated office for intellectual cooperation the League

of Nations is undertaking investigations as to how changes that call for
general appeasement may be brought about without war. If these inves-
tigations and the conference, at which they will be presented, are con-
cerned only with the problem of raw materials, then their efforts will
have been in vain. The major problem will be side-stepped, also, if the
proposals are merely for a new apportionment of the African colonies
and mandated territories in Asia and Polynesia. The primary difficul-
ties wouldn't be settled either, even if the German Reich were to receive
back her old colonies enlarged, even if Italy's share of the African ter-
ritory were expanded and even if the Czechs and the Hungarians were
not forgotten.

What the European emigrants seek is land where Europeans can
work under climatic conditions that are tolerable for them and where
they can earn more than they can in their homeland, which is overpop-
ulated and less well provided for by nature. Under present circum-
stances this can be offered only in the New World, in America and
Australia. This is not a problem of raw materials. It is not a question as
to which state should be given sovereignty over some colonies that are
scarcely habitable by European emigrants. This is a problem of the
right of immigration into the largest and most productive lands, the
climates of which are suitable for white European workers. Without the
reestablishment of freedom of migration throughout the world, there
can be no lasting peace.
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Karl Menger and the
Austrian School of Economics

(Translated by Albert Zlabinger)

On the day of the dedication of the memorial to Karl Menger in the
arcade of the University of Vienna, it is only fitting to take a look at the
work which the Austrian School of Economics, founded by Karl
Menger, has produced. It is not a eulogy to dead and past things. Even
if the men who have produced it have passed away, their work continues
to live and has become the basis for all scientific endeavors in economic
theory. No economic thinking can occur today without building on the
basis of what Menger and his school have taught. It is generally ac-
cepted that the beginning of a new era in the history of our science is
marked by the first scientific appearance of Menger on the scene with
his Grundsdtze der Volkswirtschaftslehre [Principles of Economics)
published in 1871.

No other place is better suited for an attempt to provide a short
overview for the general audience on the works of the Austrian School
of economics than in the columns of the Neue Freie Presse. This is
because Karl Menger himself and all the others who can be counted
among the older Austrian school in the narrower or broader sense
(Eugen v. Bohm-Bawerk, Friedrich Wieser, Robert Zuckerkandl, Emil
Sax, Robert Meyer, Johann Komorzynski, Rudolf Auspitz, Richard
Lieben), have spoken out again and again in the Neue Freie Presse in
order to discuss economic issues of the day or to report about the results
of the theoretical research.

I
The historical starting point of scientific economics is the idea sug-

gested by the Physiocrats in France and the Scotsmen David Hume and
Adam Smith, that prices, wages, and interest rates are clearly deter-
mined by the market situation or at least within certain limits and that
the market price functions as the regulator of production. Where earlier
men saw only randomness and arbitrariness, they recognized a process
of regularity. The classical school of economics whose contributions
culminated in the work of David Ricardo, made it its task to develop
catallactics, the science of exchange and income, into a complete
system.
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Based on the insights of the theoretical research, important conclu-
sions for economic policy could be drawn. Gradually it was understood,
that the interventions with which governments wanted to lead economic
forces in a certain direction had to miss the target that was set. The
setting of a maximum price cannot achieve the goal of providing the
population with the cheapest supply; if the authoritarian order is car-
ried out, this leads to the restrictidn if not the complete cessation of
market supply of the goods in question. The intervention thus achieves
the opposite of what was aimed at. This is similar to the authoritarian
regulation of wages, interest rates and intervention in foreign trade.
The Mercantilists believed that balance in foreign trade had to be
secured through trade policies (tariffs, prohibitions, etc.) in order to
prevent the outflow of money. Ricardo showed that this balance will be
established automatically. Restrictions on foreign trade for the purpose
of protecting the currency are superfluous as long as it is not being
destroyed by inflation. On the other hand, these measures would be
incapable of stopping the erosion of the purchasing power of the cur-
rency that is caused by inflation. Protective trade policies divert pro-
duction from where it can best take advantage of natural conditions,
and thus reduce the abundance produced by economic activity and
depress the standard of living of the masses.

In the eyes of classical economists, the use of interventionism
appears as counter-productive in every respect; it is not from the inter-
ventions by the government, which only can hinder and hamper, but
from the free rein of all forces that they expect a continuing increase in
the welfare of all groups. In this way, the political program of liberalism
is based on the foundations of the teachings of the classical economists
and requires unimpeded trade for domestic as well as international
economic policy.

Those who wanted to attack liberalism had to attempt to disprove
these conclusions. But this was an impossibility. The part of the teach-
ing of the classical economists on which these conclusions rested was
unshakeable. For the opponents of liberalism there was only one way
out: they had to reject in principle, as the German historical school did,
every science of the social economy that claimed general validity of its
principles. Only economic history and descriptive economics was to be
valid. Investigations of the fundamentals of the relationships of eco-
nomic phenomena were declared "abstract" and "unscientific."

After Walter Bagehot, whose reputation as an economist is based
on the famous book about the London money market, Lombard Street,
had attacked these fallacies in the mid-70's, Menger appeared on the
scene in 1883 with his book Untersuchungun iiber die Methode der So-
zialwissenschaften [Problems of Economics and Sociology]. The discus-
sions known as the "Methodenstreit" which followed this book have
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successfully destroyed the logical and methodological validity of the
criticism of the historical school against the fundamental possibility of
generally valid insights into economic problems. Every economic inquiry
of a historical or descriptive nature contains at least implicity theoretical
concepts and principles whose general validity has to be asserted. With-
out resorting to these, it is impossible to say anything. In every state-
ment about the price of a good, attacks on a socio-political measure or a
group interest must already contain "theory." The fact that the "So-
cialists of the Chair" have not noticed this, does not make them "free of
theory." All they have done is to do without thorough investigation of
the correctness of the theories that they have used, to follow them to
their logical conclusion, to tie them together into a system and by doing
so check them for contradictions and to show logical consistency and
most of all to verify them against the facts. They have only replaced use-
ful theories which can stand up against criticism with untenable contra-
dictory and long disproven fallacies which they made the starting point
of their inquiries which as a result have very little value.

The practice of economic theory entails constant sharp criticism of
all statements of an economic nature with all means at the disposal of
the human mind.

II
The system of classical economics was unable to provide a satisfac-

tory solution to the problem of price determination. It should have been
obvious to derive the evaluation of goods which represents the basis of
the price determination process, from their usefulness (usefulness in
satisfying human wants). But there was a special difficulty, which the
classical economists with all their ingenuity could not overcome. Some
of the most useful goods are assigned a low value such as iron, coal or
bread or are given no value at all such as water or air, whereas doubt-
less less useful ones such as gems are valued very highly. In view of the
failure of all efforts to explain this paradox, it was decided to look for
other explanations of value which however could not be thought out
without artificial aids and without contradiction. Something was
obviously wrong.

Menger succeeded in his ingenuous first work to overcome this
seeming paradox of value. It is not the importance of an entire category
of goods that determines value, but the importance which is assigned to
that part that is presently available. It is the value of the concrete par-
tial quantity that influences price determination, not the value of the
goods category. Since we assign each individual part of a given supply
only the importance that is derived from the satisfaction of wants that it
provides, and since in each individual category of wants the urgency of
further satisfaction is reduced as satiation progresses, each concrete
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partial quantity is valued on the basis of the importance of the last and
least important of the concrete wants that can just be satisfied with the
available supply (marginal utility). The price determination of goods of
the first order, that is goods that serve the immediate use and consump-
tion, is thus traced to the subjective evaluations of consumers. The
prices of goods of higher order (also called means of production) which
are necessary for the production of consumer goods, including the
wage, i.e. the price for labor, are derived from the prices of goods of the
first order. It is ultimately the consumers who determine and pay the
prices of the means of production as well as the wages. To carry out this
derivation in a specific case is the task of the theory of imputation
which deals with the prices of land, wages, capital rent, and profit.

On these new foundations Menger and his followers built, by using
principles established by the classical economists, a complete system
for the explanation of economic phenomena.

Ill
At about the same time and independently of Menger, the British

economist William Stanley Jevons and the Frenchman Leon Walras,
working in Lausanne, taught similar theories. After the time had passed
which each new idea needs to prove itself, the subjective marginal util-
ity theory began its victorious march through the world. Menger was
more fortunate than his most significant forerunner, the Prussian gov-
ernment employee Gossen, and could witness the recognition of his
teachings by economists throughout the world.

In the United States it was mainly John Bates Clark, the founder of
the great American school, who applied the ideas of the Austrian school
and expanded them. Clark is also—as Henry Oswalt in Frankfurt and
Richard Reisch—an honorary member of the Viennese Society for
Economists. In the Netherlands and the Scandinavian countries, the
teachings bore fruit early. But especially in Italy soon a successful
scientific endeavor flourished on its basis.

Menger never formed a school of thought in the ordinary sense. He
was too great and thought too much of the dignity of science to use the
petty means which others availed themselves of to further their cause.
He did research, wrote and taught and the best people who have worked
for Austria's government and economy in the past decades have
emerged from his school. Moreover, he waited, full of the optimism of
the liberal, that reason will prevail eventually. And one day, two com-
panions joined him who would continue his work. They were a decade
younger than Menger and, as mature men, had worked their way to the
problems with the help of Menger's writing. Eugen von Bohm-Bawerk
and Friedrich von Wieser, of equal age and friends since their youth,
related through marriage and bound together by conviction, character,
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and culture of the spirit, were as different in their scientific personal-
ities as only two contemporaries could be. Each in their own way started
to continue the work where Menger left off. In the history of our
science, their names cannot be separated from that of Menger.

Both of them have since brought their work and their lives to a
close. However a new generation has moved up and the series of excel-
lent scientific inquiries which have been published in the past few years
by men under thirty shows that Austria is not willing to relinquish its
position as the home of rigorous economic research.

IV
Originally, the historical school of the ''Economic Science of the

State" (wirtschafliche Staatswissenshaften) was bothered very little by
the critical and positive work of the Austrian school and in this respect
was very similar to the schools of interventionism abroad. They con-
tinued to look down upon serious theoretical work and to spread with-
out inhibition the teachings of the omnipotence of the State over the
economy in the knowledge that their position of power was guaranteed
by governments and political parties.

The experiments in economic policy which were carried out during
the war and the years immediately following the war, catapulted inter-
ventionism and statism to the top. All these experiments, such as maxi-
mum prices, command economy, and inflation had the result that was
predicted by the theoreticians that were so detested by statesmen and
the representatives of the historical school. The opponents of the
"abstract and unrealistic Austrian value theory" attempted to hold
their position with obstinacy for a while. How far they went in their
delusion is shown by the example of one of their members who was cele-
brated as an authority on monetary matters. It was bank president
Bendixen who declared that the fact that the German currency depre-
ciated abroad during the war was "to a certain degree even desirable
since this allows us the sale of foreign exchange at more attractive
rates."

Eventually however, the reaction had to set in. The renunciation of
the hostility towards theory of the historical school began. The decades
of neglect of theoretical studies therefore led to the peculiar situation
that today a foreigner, the Swede [Gustav] Cassel, has earned the grati-
tude of the German public for enlightening them about the problems
and principles of the Germany economy. For example, Cassel has pro-
vided the German newspaper readers with the knowledge of the old
purchasing power parity theory of exchange rates originally developed
by Ricardo, as well as pointing out that unemployment as a continuing
phenomenon must be a necessary consequence of the wage policy of
trade unions. In his theoretical work, Cassel presents the teachings of
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the subjective school, although he expresses himself somewhat dif-
ferently and sometimes with a peculiar emphasis which is not quite
worthy of imitation.

Although stragglers of the historical school are still trying to sing
the old song of the end of the collapse of the marginal utility theory, one
cannot avoid noticing that the writings of all younger economists—even
in the German empire—contain more and more the ideas and thoughts
of the Austrian school. The work of Menger and his friends has become
the foundation of all modern economic science. *

•[See also, Ludwig von Mises', The Historical Setting of the Austrian School of Eco-
nomics. (New Rochelle: Arlington House, 1969)—ed.]
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LUDWIG VON MISES was born in 1881 and has been recognized as
the leading proponent of the "Austrian School of Economics" in the
twentieth century. After studying with Eugen von Bohm-Bawerk, he re-
ceived his doctorate degree from the University of Vienna in 1906. He
taught at the University of Vienna (1913 & 1918-1938), was Economic
Adviser to the Austrian Chamber of Commerce (1909-1934) and served
as Director of the League of Nations' Austrian Reparations Commis-
sion (1918-1920). In 1927, he founded the Austrian Institute for Trade
Cycle Research. Professor Mises also taught at the Graduate Institute
for International Studies in Geneva (1934-1940) and at New York Uni-
versity (1945-1969). Among his important works are The Theory of
Money and Credit (1912; revised ed., 1953), Socialism (1922; revised
ed., 1951), Liberalism [The Free and Prosperous Commonwealth]
(1927), Monetary Stabilization and Cyclical Policy (1928), Critique of
Interventionism (1929), Epistemological Problems of Economics (1933),
Human Action, a Treatise on Economics (1949; revised ed., 1966),
Theory and History (1957), The Ultimate Foundation of Economic Sci-
ence: an Essay on Method (1962) and Notes and Recollections (1978).
Professor Mises died in 1973, at the age of 92.
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Introduction

by Richard M. Ebeling

Over a twelve-day period, from June 25 to July 6, 1951, the inter-
nationally renowned Austrian economist Ludwig von Mises delivered a
series of lectures at the Foundation for Economic Education (FEE) at its

headquarters in Irvington-on-Hudson, New York. Bettina Bien Greaves, a

FEE staff member at that time, took down Mises s lectures in shorthand,
word for word, and then transcribed them into a full manuscript. It has
remained unpublished until now.

FEE is proud to finally make these lectures available to a new genera-
tion. Mises was almost 70 years old when he spoke the words that are in

this text, but they reveal a vitahty of mind that is youthful in its clarity and
vision of the free market and its critical analysis of freedom s enemies.

Ludwig von Mises: His Life and Contributions

During the decades before Mises gave these lectures at FEE he had

established himself as one of the leading voices of freedom in the Western

world.

'

Ludwig von Mises was born on September 29, 1881, in Lemberg, the

capital of the province of GaHcia in the old Austro-Hungarian Empire

(now known as Lvov in western Ukraine). He graduated from the

University of Vienna in 1906 with a doctoral degree in jurisprudence, and

1 On Misess life and contributions to economics and the philosophy of freedom,

see Richard M. EbeUng, Austrian Economics and the Political Economy of Freedom

(Northampton, Mass.: Edward Elgar, 2003), Ch. 3, "A Rational Economist in an

Irrational Age: Ludwig von Mises," pp. 61-99; and Richard M. Ebeling, "Planning for

Freedom: Ludwig von Mises as PoHtical Economist and Policy Analyst" in Richard M.

Ebeling, ed., Competition or Compulsion: The Market Economy versus the Neu' Social

Engineering (Hillsdale, Mich.: Hillsdale College Press, 2001), pp. 1-85; see also Murray

N. Rothbard, Ludwig von Mises: Scholar, Creator, Hero (Auburn, Ala.: Ludwig von Mises

Institute, 1988), and Israel M. Kirzner, Ludwig von Mises (Wilmington, Del.: ISI

Books, 2001).
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a Specialization in economics. After briefly working as a law clerk, he was

hired by the Vienna Chamber of Commerce, Crafts, and Industry in 1909,

and within a few years was promoted to the position of one of the

Chamber's senior economic analysts.

Mises was soon recognized as one of the most insightful and pene-

trating minds in Austria. In 1912, he pubHshed The Theory of Money and

Credit, a book that was quickly hailed as a major work on monetary theory

and policy, in which he first presented what became known as the Austrian

Theory of the Business Cycle. Inflations and depressions were not inherent

within a free-market economy, Mises argued, but were caused by govern-

ment mismanagement of the monetary and banking systems.^

His scholarly work was interrupted in 1914, however, v^th the coming

of the First World War. For the next four years, Mises served as an officer

in the Austrian Army, most of that time on the eastern fi-ont against the

Russian Army. He was three times decorated for bravery under fire. After

Lenin and the Bolsheviks signed a separate peace with Imperial Germany

and Austria-Hungary in March 1918 that withdrew Russia from the war,

Mises was appointed the officer in charge of currency control in that part

of the Ukraine occupied by the Austrian Army under the terms of the

peace treaty, with his headquarters in the port city of Odessa on the Black

Sea. During the last several months of the war, before the armistice of

November 11, 1918, Mises was stationed in Vienna serving as an economic

analyst for the Austrian High Command.
After being mustered out of the army at the end of 1918, he returned

to his duties at the Vienna Chamber of Commerce, with the additional

responsibility, until 1920, of being in charge of a branch of the League of

Nations' Reparations Commission overseeing the setdement of prewar

debt obligations.

In the years immediately following the war, Austria was in a state of

chaos. The old Austro-Hungarian Empire broke up, leaving a new, much

smaller Republic ofAustria. Hyperinflation and aggressive trade barriers by

neighboring countries soon reduced much of the Austrian population to

near-starvation conditions. In addition, there were several attempts to

2 Ludwig von Mises, The Theory of Money and Credit (Indianapolis: Liberty Classics

[1912; revised eds., 1924, 1953] 1980); and also by Mises, "Monetary Stabilization and

Cyclical Policy" [1928] reprinted in Israel M. Kirzner, ed., Austrian Economics: A
Samplin^il in the History of a Tradition, Vol. 3: The Age of Mises and Hayek (London: William

Pickering, 1994), pp. 33-1 1 1.
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violently establish a revolutionary socialist regime in Austria, as weU as

border wars with Czechoslovakia, Hungary, and Yugoslavia.

From his position at the Vienna Chamber of Commerce, Mises fought
day and night to ward off the collectivist destruction of his homeland. He
was influential in stopping the full nationahzation ofAustrian industry by
the government in 1918-1919. He also played a leading role in bringing
the hyperinflation in Austria to a halt in 1922, and then was a guiding
voice in reorganizing the Austrian National Bank under a re-estabhshed

gold standard under League of Nations supervision. He also forcefully

made the case for drastically lowering the income and business taxes that

were strangling all private-sector activities, and assisted in bringing to an

end the government's foreign-exchange controls that were ruining

Austria's trade with the rest of the world.^

Throughout the 1920s and early 1930s, while in his native Austria,

Mises was an uncompromising defender of the ideals of individual liberty,

limited government, and the free market. Besides his work at the Vienna

Chamber of Commerce, he taught a seminar every semester at the

University of Vienna on various aspects of economic theory and poHcy,

which attracted not only many ofthe brightest Austrian students but atten-

dees from the rest of Europe and the United States as well. He also led a

"private seminar" that met twice a month from October to June in his

Chamber offices, from 1920 to 1934, with many of the best Viennese

minds in economics, political science, history, philosophy, and sociology

regularly participating.

Mises also founded the Austrian Institute for Business Cycle Research

in 1926. He served as acting vice-president, with a young Friedrich A.

Hayek appointed as the Institute's first director.

His international stature as a champion of classical liberalism continued

to grow during this period, as well, through a series of books that chal-

lenged the rising tide of sociaHsm and the interventionist-welfare state. In

3 On Mises s work as an economic policy analyst and advocate of the free market in

Austria in the years between the two World Wars, see Richard M. Ebeling, "The

Economist as the Historian of Decline: Ludwig von Mises and Austria Between the Two

World Wars" in Richard M. Ebehng, ed., Globalization: Will Freedom or World Gouemmetu

Dominate the International Marketplace? (HiUsdale, Mich.: Hillsdale CoUege Press, 2002),

pp. 1-68. Many of Mises s articles and policy papers durmg this period are now available;

see Richard M. Ebeling, ed., Selected Writings of Ludwig von Mises, Vol. 2: Between the Tu^)

World Wars: Monetary Disorder, Interventionism, Socialism and the Great Depression

(IndianapoUs: Liberty Fund, 2002).
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1919, Mises published Nation, State and Economy, in which he traced out

the causes of the First WorldWar in the nationaUst, imperiaUst, and sociaHst

ideas of the preceding decades."^ But it was in a 1920 article on "Economic

Calculation in the SociaHst Commonwealth"^ and his 1922 book on

Socialism: An Economic and Sociological Analysis that his reputation as the

leading opponent of collectivism in the twentieth century was firmly

established.^ Mises demonstrated that with the nationaHzation ofthe means

of production, and the resulting abolition of money, market competition,

and the price system, socialism would lead to economic chaos and not to

social prosperity. Thus, besides the tyranny that sociaHsm would create due

to the government s domination over all aspects of human life, it was also

inherently unworkable as an economic system.

This was followed in 1927 with his defense of all facets of individual

freedom in his book on Liberalism, by which he meant classical Hberalism

and the market economy. He presented a clear and persuasive case for indi-

vidual liberty, private property, fi-ee markets, and limited government.^

Finally, in 1929, Mises published a collection of essays offering a Critique of

Interventionism, in which he showed that government piecemeal regulations

over prices and production inevitably lead to distortions and imbalances

that threaten the effective functioning of a fi"ee and competitive market

society." In addition, he penned a series of essays on the philosophy of

science and the nature of man and the social order that appeared in 1933

under the title Epistemological Problems of Economics!^

Mises had clearly understood during this time that Hiders National

Socialism would lead Germany down the road to destruction. In fact, in

the mid- 1920s, he had already warned that too many Germans were

hoping for the coming of the tyrant who would rule over and plan their

4 Ludwig von Mises, Nation, State and Economy: Contrihutiotis to the Politics and History of

OurTimc (New York: New York University Press (1919) 1983).

5 Ludwig von Mises, "Economic Cakulation in the Socialist Commonwealth" [1920]

reprinted in Israel M. Kirzner, ed., Austrian Economics: A Samplings in the History of a

Tradition, Wo\. 3: Tlie Aj^e of Mises and Hayek, pp. 3-35.

6 Ludwig von Mises, Socialism: An Economic and Sociological Analysis (Indianapolis: Liberty

Classics [1922; revised eds., 1932, 1951] 1981).

7 Ludwig von Mises, Liberalism: Tlie Classical Tradition (Irvington-on-Hudson, N.Y.:

Foundation for Economic Education [1927] 1995).

8 Ludwig von Mises, Critique of Intenrntionism (Irvington-on-Hudson, N.Y.: Foundation

for Economic Education [1929] 1996).

9 Ludwig von Mises, Epistemological Problems of Economics (New York: New York
University Press [1933] 1981).
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lives. ^^ When the Nazis came to power in Germany in 1933, Mises under-
stood that the future of his native Austria was now threatened. As a

classical liberal and a Jew, Mises also knew that a Nazi takeover would
probably mean his arrest and death. So, in 1934 he accepted a position as

professor of international economic relations at the Graduate Institute of
International Studies in Geneva, Switzerland, a position that he held until

he came to the United States in the summer of 1940.^^

It was during those six years in Switzerland that Mises wrote his

greatest work, the German-language edition of which was pubHshed in

Geneva in 1940,'2 and which then appeared in 1949 in a revised English-

language version as Human Action:A Treatise on Economics}^ In a volume of

almost 900 pages, Mises summarized the ideas and reflections of a lifetime

on the issues of man, society, and government; on the nature and workings

of the competitive market process and the impossibiHties of socialist central

planning and the interventionist state; and on the central role and impor-

unce of a sound monetary system for all market activities, and the harmful

effects from government s manipulation of money and credit.

In the summer of 1940, as the German Army was overrunning France,

Mises and his wife, Margit, left neutral Switzerland and made their way

through southern France and across Spain to Lisbon, Portugal, from where

they then sailed to the United States. Living in NewYork City, he received

research grants from the Rockefeller Foundation in the early 1940s that

enabled him to do a number of studies on postwar economic and political

reconstruction, as well as write several books. ^^ In 1945, he was appointed

to a visiting professorship at New York University, a position that he held

until his retirement in 1969 at the age of 87.

10 In his 1926 essay, "Social Liberalism," reprinted in Critique oflnterventionism, p. 67, Mises

warned that during the time of ideological confusion and political instability in the

Germany of the 1920s, "Some are taking refuge in mysticism, others are setting their

hopes on the coming of the 'strong man'—the tyrant who will think for them and

care for them."

1

1

On the Graduate Institute of International Studies and its founder,William E. Rappard,

see Richard M. EbeUng, "WiUiam E. Rappard: An International Man in an Age of

Nationalism," Ideas on Liberty (Jan. 2000), pp. 33-41.

12 Ludwig von Mises, NationalokonomieiTheorie des Handelns und Wirtschaftens (Mumch:

Philosophia Verlag [ 1 940] 1980).

13 Ludwig von Mises, Human Action:A Treatise on Economics (Irvington-on-Hudson, N.Y.:

Foundation for Economic Education [1949; revised eds., 1963, 1966] 1996).

14 A number of Mises s essays from this period, 1940-1944, are included in Richard M.

Ebeling, ed.. Selected Writings of Ludwig von Mises, Vol. 3: The Political Economy of

International Reform and Reconstruction (Indianapolis: Liberty Fund, 2000).
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During his years in America, Mises continued his prolific writing

career, publishing Bureaucracy (1944),^^ Omnipotent Government (1944),^^

Planned Chaos (1947), ^^ Planningfor Freedom (1952), ^^ The Anti-Capitalistic

Mentality (1956),^'^ Theory and History (\9S7),^^ The Ultimate Foundation of

Economic Science (1962),^^ and The Historical Setting of the Austrian School of

Economics (1969).^^ There also appeared, posthumously, his memoirs. Notes

and Recollections (1978),^^ and Interventionism:An Economic Analysis (1998),^"*

both originally written in 1940. And many of his other articles and essays

have been collected in two anthologies.-^^

Mises also attracted around him a new generation ofyoung Americans

dedicated to the ideal of liberty and economic fi-eedom, and who were

encouraged and assisted by Mises in their intellectual activities. He passed

away on October 10, 1973, at the age of 92.

Ludwig von Mises and FEE
There was a long relationship between Ludwig von Mises and the

Foundation for Economic Education. The late Leonard E. Read, the

founder and first president of FEE, met Mises in the early 1940s. Read told

the story of their meeting in an essay he wrote in honor of Mises s 90th

birthday:

15 Ludwig von Mises, Burcaucrac)' (New Haven: Yale University Press, 1944).

16 Ludwig von Mises, Omnipotent Goi'crnment:T}ie Rise of the Total State and Total War (New
Haven: Yale University Press, 1944).

17 Ludwig von Mises, Planned Chaos (Irvington-on-Hudson, N.Y.: Foundation for

Economic Education, 1947).

18 Ludwig von Mises, Planning for Freedom (Grove City, Pa.: Libertarian Press [1952; revised

ed., 1962, 1980] 1996).

19 Ludwig von Mises, The Anti- Capitalistic Mentality (Princeton: D.Van Nostrand, 1956).

20 Ludwig von Mises, Tlieory and History: An Interpretation of Social and Economic Ewlution

(Auburn, Ala.: Ludwig von Mises Institute (19571 1985).

21 Ludwig von Mises, Tlte Ultimate Foundation of Economic Science: An Essay on Method

(Irvington-on-Hudson, N.Y: Foundation for Economic Education [19621 2002).

22 Ludwig von Mises, "The Historical Setting of the Austrian School of Economics"

[1969] reprinted in Bettina Bien Greaves, ed., Austrian Economics: An Anthology

(Irvington-on-Hudson, N.Y: Foundation for Economic Education, 1996), pp. 53-76.

23 Ludwig von Mises, Notes and Recollections (South Holland, III.: Libertarian Press

[1940] 1978).

24 Ludwig von Mises, Ititert'entionism: An Economic Analysis (Irvington-on-Hudson, N.Y:
Foundation for Economic Education [1940] 1998).

25 See Richard M. Ebeling, ed., A/oMcy, Method and the Market Process: Essays by Ljidung von

Mises (Norwell, Mass.: Kluwer Academic Press, 1990), and Bettina Bien Greaves, ed.,

Economic Freedom and Interventionism: An Anthology of Articles and Essays by Ljidwig von

Mises (Irvington-on-Hudson, N.Y: Foundation for Economic Education, 1990).
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Professor Ludwig von Mises arrived in America during 1940.
My acquaintance with him began a year or two later when he
addressed a luncheon meeting of the Los Angeles Chamber of
Commerce of which I was General Manager. That evening he
dined at my home with renowned economists Dr. Benjamin M.
Anderson and Professor Thomas Nixon Carver, and several

businessmen such as W. C. Mullendore, all first-rate thinkers in

political economy What I would give for a recording of that

memorable discussion!

The final question was posed at midnight: "Professor Mises, I

agree with you that we are headed for troublous times. Now, let us

suppose you were the dictator of these United States.What would
you do?"

Quick as a flash came the reply '7 would abdicate!" Here we
have the renunciation side of wisdom: man knowing he should

not lord it over his fellows and rejecting even the thought.

Few among us are wise enough to know how litde we know.

... A rare individual weighs his finite knowledge on the scale of

infinite truth, and his awareness of his limitation tells him never to

lord it over others. Such a person would renounce any position of

authoritarian rulership he might be proffered or, if accidentally

finding himself in such a position, would abdicate—forthwith! ...

Professor Mises knows that he does not or cannot rule; thus,

he abdicates from even the idea of rulership. Knowing what phase

of life to renounce is one side of wisdom.^^

From FEEs founding in 1946, Ludwig von Mises served as a senior

adviser, lecturer, writer, and part-time staff member for the Foundation. It

was through Mises s influence and that of free-market economist and jour-

nalist Henry Hazlitt (one of FEEs original trustees) that the Foundation

has always had a special "Austrian School" orientation to its economic

analysis of fi^e markets and collectivism.^^

26 Leonard E. Read, "To Abdicate or Not" in E A. Harper, ed.. Toward Liberty: Essays in

Honor of LuduHg von Mises on the Occasion of His 90th Birthday, September 29, 197iyo\. 2

(Menlo Park, Calif.: Institute for Humane Studies, 1971), pp. 299-301.

27 Mary Sennholz, Uonard E. Read: Philosopher of Freedom (Irvington-on-Hudson, N.Y.:

Foundation for Economic Education, 1993), p. 140.
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It was also through the assistance of Leonard Read and a few others

among Mises's friends that funding was arranged to underwrite his

teaching position at NYU, until his retirement in 1969. And following his

departure from NYU, Leonard Read brought Mises onto FEE s staff for

the remainder of his life.

Mises's wife, Margit, described his appreciation of FEE and the oppor-

tunity to lecture at the Foundation:

In October 1946, Lu was made a regular member of the FEE staff,

and in later years he promised to give a series of lectures in

Irvington every year. The spiritual and intellectual atmosphere

there was completely to his taste.

* * *

One of the regular tasks of the Foundation was to arrange

seminars for teachers,journalists and students. Lu enjoyed speaking

there. He knew the participants were carefully questioned about

their education and interests and were eager to hear him. It was

interesting to note how many women attended these seminars.

Before the classes started, Lu regularly made the rounds. First,

he had a little talk with Read; then he went to see Edmund Opitz,

for whom he had a special appreciation; then he visited with

W. Marshall Curtiss and Paul Poirot. Paul usually had to discuss an

article he was about to publish in The Freeman, FEE's monthly

magazine. Finally, Lu went into Bettina Bien s office. As a rule,

Bettina had a pile of his books ready for him to autograph or

letters to sign, which were typed for him in his office. On his way

down to the lecture hall— all these offices, with the exception of

that of Dr. Opitz, were on the second floor—he had a friendly

word for every one of the employees.

His lectures were calculated for a special Irvington audience.

He was able to evaluate his listeners immediately by asking one or

the other question. . . . Though the content of his lectures in

Irvington was lighter, his mode of delivery was the same as at New
York University. The interest was great and so was the demand for

Lu's books, which Leonard Read always kept in print and ready

for distribution.-^^

28 Margit von Mises, My Years uHth Ludung von Mises (Cedar Falls, Iowa: Center for

Futures Education [1976] 2nd enlarged ed., 1984), pp. 94-95.
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Misess last public lecture was delivered at FEE on March 26, 1971. As
Margit von Mises explained: "He always loved lecturing in Irvington, and
he continued doing so as long as he felt able."^^

When Mises passed away, Leonard Read delivered a brief eulogy at the

memorial service for him on October 16, 1973. He said, in part:

The proudest tribute mankind can pay to one it would most

honor is to call him Teacher. The man who releases an idea which

helps men understand themselves and the universe puts mankind

forever in his debt. . . . Ludwig von Mises is truly— and 1 use this

in the present tense— a Teacher. More than two generations have

studied under him and coundess thousands of others have learned

from his books. Books and students are the enduring monuments

of a Teacher and these monuments are his. . . . We have learned

more from Ludwig Mises than economics,We have come to know

an exemplar of scholarship, a veritable giant of erudition, steadfast-

ness, and dedication. Truly one of the great Teachers of all time!

And so, all of us salute you, Ludwig Mises, as you depart this

mortal life and join the immortals.^^^

TheFEEUctt4resof1951

For those readers who are already famiHar with some of Misess works,

his 1951 lectures at FEE will offer them a sHghtly different style to his

analysis. Here is Mises the teacher. The form of exposition that Bettina

Bien Greaves has captured in her detailed shorthand of his lectures is more

colloquial, and full of many historical examples and references. The reader

is able to feel, at least a bit, what Mises was Hke face to face in the class-

room, and not simply the Olympian theorist in his great tomes.

One of Mises s students who studied with him at NewYork University

once said that "Every lecture was a mind-stretching experience." Another

student declared that "I have never known a man as erudite as was Dr.

Mises. He was extraordinarily learned in every field of knowledge. In

discussing economics he would bring in examples from history to illustrate

29 Ibid., pp. 177-178. ^ j r c ^;.
30 Leonard Read, Castles in the Air (Irvington-on-Hudson, N.Y.: Foundation for Economic

Education, 1975), pp. 150-151.
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the points he was making."^^ His FEE lectures from 1951 give a taste of

this side of Mises as a scholar-teacher.

For the readers who are relatively unfamiliar with Mises s writings,

these lectures offer an excellent starting point. Indeed, in many ways the

lectures present an encapsulated version of most of the themes that Mises

devoted his life to formulating, a summary of many of the central themes

to be found in Human Action. He explains the nature of man as a

purposeful actor who gives meaning to his actions in the context of ends

chosen and means selected to achieve his goals. It is the intentionality of

man that makes the human sciences inherently different from the subject

matter of the natural sciences. This also enables Mises to demonstrate why

Karl Marx's theory of dialectical materiaHsm and historical determinism is

fundamentally myth and fantasy.

Instead, he shows the actual workings of the market process through

which economic freedom provides the incentives and the personal liberty

for individuals to work, save, and invest. He explains how it is the

consumer-driven demand for goods and services that provides the stimulus

and profit opportunities for entrepreneurs to creatively arrange and guide

production in ways that serve the wants and desires of the buying public.

He also demonstrates that the market process is dependent upon and

would be impossible without the emergence of a medium of exchange

—

money—through which all the myriad of goods and resources can be

reduced to a common denominator in the form of money prices.

Economic calculation in the form of market prices provides the method

through which entrepreneurs are able to estimate potential profits and

possible losses from alternative Hues and methods of production. Through

this process, waste and misuse of scarce resources are kept to a minimum,
so that as many of the most highly valued goods and services desired by

consumers may be brought to market.

This also leads Mises to explain why socialist central planning means
the end of all economic rationality. With the abolition of markets and

prices under sociaHsm, the central planners are clueless about how to effi-

ciently apply the resources, capital, and labor under their control. Hence,
sociaHsm in practice means planned chaos.

At the same time, Mises shows why government mismanagement of

31 Ibid., p. 132.
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the monetary and banking system brings about inflations and depressions.

By distorting the price signals of the marketplace—including interest

rates—government-generated inflations bring about a misdirection of

resources and labor and a malinvestment of capital, which finally must lead

to a depression.

Through these lectures, the reader will see why Ludwig von Mises was

one of the most effective proponents of freedom and free enterprise in the

twentieth century. And why his contributions will remain as one of the

great legacies in the cause of liberty in the many decades to come.





1st lecture

Economics and Its

Opponents

Among the great books of mankind are the immortal writings by the

Greek philosopher Plato. The Republic and The Laws, written 2300 to 2400
years ago, dealt not only with philosophy, the theory of knowledge, episte-

mology, but also with social conditions. The treatment of these problems

was typical of the approach which philosophical and sociological problems,

discussions of state, government, and so on, continued to receive for more
than 2000 years.

Although this approach is familiar to us, a new point of view toward

social philosophy, the sciences, economics, and praxeology has developed

during the last hundred years. Plato had said that a leader is called on by

"Providence" or by his own eminence, to reorganize and to construct the

world in the same way that a builder constructs a building—without

bothering with the wishes of his fellowmen. Plato's philosophy was that

most men are "tools" and "stones" to be worked with for the construction

of a new social entity by the "superman" in control.The cooperation of the

"subjects" is unimportant for the success of the plan.The only requirement

is that the dictator have the requisite power to force the people. Plato

assigns to himself the specific task of being adviser to the dictator, the

specialist, the "social engineer" reconstructing the world according to his

plan. A comparable situation today may be seen in the position of the

college professor who goes to Washington.

The Platonic pattern remained the same for almost 2,000 years. All the

books of that era were written from this point of view. Each author was

convinced that men were merely pawns in the hands of the princes, the
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police, and so on. Anything could be done, provided the government was

strong enough. Strength was considered the greatest asset of government.

An indication of the success of this thinking may be reaUzed in reading

the adventures of Telemaque by Bishop Fenelon [Francois de SaUgnac de la

Mothe Fenelon, 1651-1715]. Bishop Fenelon, a contemporary of Louis

XIV, was an eminent and great philosopher, a critic of government, and

tutor to the Duke of Burgoyne, heir to the French throne. Telemaque,

written for the young Duke's education, was used in French schools until

recently. The book tells of world travels. In each country visited, all that is

good is credited to the police; everything of value is attributed to the

government. This is known as the "science of the police"—or in German

Polizeiwissenschaft.

The eighteenth century saw a new discovery

—

the discovery of a

different approach to social problems. The idea developed that there was a

regularity in the sequence of social problems similar to the regularity in the

sequence of natural phenomena. It was learned that legal decrees and their

enforcement alone would not remove an ill. The regular sequence or

concatenation of social phenomena must be studied to find out what

can be done, and what should be done. Although regularity had been

recognized in the field of the natural sciences, the existence of order and

of regular sequences also in the field of social problems had not been

recognized before.

The Utopian conditions of the natural state, as described by Jean

Jacques Rousseau [1712-1778], are transformed, it was held, by "wicked**

men and by their evil social institutions to produce the destitution and

misery that exists. It was beHeved that the happiest man—the one living

under the most satisfactory conditions—was the Indian of North America.

North American Indians were idealized in European literature of that time;

they were considered happy because they were not acquainted with

modern civilization.

Then came Thomas Robert Malthus [1766-1834] with the discovery

that nature does not provide the means of existence for everybody.

Malthus pointed out that there prevails for all humans a scarcity of the

requirements of subsistence. All men are in competition for the means of

survival and for a share of the world s wealth. The aim of man was to

remove the scarcity and make it possible for a greater number of persons

to survive.

Competition leads to the division of labor and to the development of

cooperation. The discovery that the division of labor is more productive
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than isolated labor was the happy accident that made social cooperation
social institutions, and civiHzation possible.

If all production is consumed immediately, any improvement ofcondi-
tions would be impossible. Improvement is possible only because some
production is saved for use in later production—that is only if capital is

accumulated. Savings are important!

In the eyes of all reformers such as Plato, the "body poHtic" could not
operate without interference from the top. Intervention by the "king," by
government, and by the police was necessary to obtain action and results.

Remember that this was also the theory of Fenelon; he described the
streets, factories, and all progress as being due to the police.

In the eighteenth century, it was discovered that even in the absence
of the police—even if no one gives orders—people naturally act in such
a way that the fruits of production finally appear.Adam Smith [1723-1790]
cited the shoemaker. The shoemaker doesn't make shoes from an altruistic

motive; the shoemaker provides us with shoes because of his own selfish

interest. Shoemakers produce shoes because they want the products of
others which they can get in exchange for shoes. Every man, in serving

himself, of necessity serves the interest of others. The "king" doesn't have

to issue orders. Action is brought about, therefore, by the autonomous
actions of people in the market.

The eighteenth century's discoveries with respect to social problems

were closely connected with, and inseparable from, the political changes

brought about during that period—the substitution of representative for

autocratic government, free trade for protection, the tendency toward

international peace instead of aggressiveness, the aboHtion of serfdom and

slavery, and so on. The new political philosophy also led to substituting

liberty for monarchism and absolutism. And it brought about changes

in industrial life and social life which altered the fact of the world in a very

short time. This transformation is customarily called the Industrial

Revolution. And this "revolution" resulted in changes in the whole struc-

ture of the world, populations multiplied, the average length of life

expectancy increased, and standards of living rose.

With specific reference to the population, it is four times greater today

[1951] than it was more than 250 years ago. If Asia and Afi-ica are elimi-

nated, the growth is even more startling. Great Britain, Germany and Italy

three countries that were completely setded and where every bit of land

was already in use by 1800, found room to support 107 million more
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people by 1925. (This seems all the more remarkable when compared with

the United States—many times the area of these three countries—which

increased its population by only 109 million in that same period.) At the

same time, the standard of living was raised everywhere as a result of the

Industrial Revolution by the introduction of mass production.

Of course, there are still unsatisfactory conditions; there are still

situations that can be improved. To this, the new philosophy responds:

Tlierc is only one way to improve the standard of living of the population—increase

capital accumulation as against the increase in population. Increase the amount of

capital invested per capita.

Although this new doctrine of economic theory was true, it was

unpopular for many reasons with certain groups—monarchs, despots, and

nobles—because it endangered their vested interests. In the nineteenth

and twentieth centuries, these opponents of this eighteenth-century

philosophy developed a number of objections, epistemological objections

which attacked the basic foundation of the new philosophy and raised

many very serious and important problems. Their attack was more or less

a philosophical attack, directed at the epistemological foundations of the

new science. Almost all their criticism was motivated by political bias; it

was not brought forth by searchers for the truth. However, this does not

alter the fact that we should study seriously the objections to the various

truths of the eighteenth century—sound philosophy and economics

—

without reference to the motives of those who bring them forth. Some
were well founded.

During the last hundred years, opposition to sound economics has

arisen. This is a very serious matter. The objections raised have been used
as arguments against the whole bourgeois civilization. These objections

cannot be simply called "ridiculous" and dismissed. They must be studied

and critically analyzed. As far as the political problem is concerned, some
people who supported sound economics did so in order to justify, or to

defend, the bourgeois civilization. But these defenders didn't know the
whole story. They Hmited their fighting to a very small territory, similar to
the situation today in Korea where one army is forbidden to attack the
strongholds of the other army^ In the intellectual struggle, the same

1 [After the capture of the North Korean stronghold, Pyongyang, it became evident that
the armies of Commumst China were amassing for attack north of the Yalu River,
the boundary between North Korea and Communist-controlled Manchuria Yet
requests by General Douglas MacArthur to do anything to forestall an attack were
demed; his planes were not allowed to bomb the bridges over the Yalu; and the Red
Chinese forces were even granted a five-mile-deep sanctuary south of the Yalu where
they could assemble.—Ed.]
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situarion exists; the defenders are fighting without attacking the real

foundation of their adversaries. We must not be content to deal with the
external paraphernalia of a doctrine; we must attack the basic philosoph-
ical problem.

The distinction between "left" and "right" in poHtics is absolutely

worthless. This distinction has been inadequate from the very beginning

and has brought about a lot of misunderstanding. Even objections to the

basic philosophy are classified from that point of view

Auguste Comte [1798-1857] was one of the most influential philoso-

phers of the nineteenth century, and probably one of the most influential

men of the last hundred years. In my own private opinion, he was a lunatic

as well. Although the ideas he expounded were not even his own, we must

deal with his writings because he was influential and especially because he

was hostile to the Christian church. He invented his own church, with its

own holidays. He advocated "real freedom," more freedom, he said, than

was offered by the bourgeoisie. According to his books, he had no use for

metaphysics, for freedom of science, for freedom of the press, or for

freedom of thought. All these were very important in the past because they

gave him the opportunity to write his books, but in the future there would

be no need for such freedom because his books had already been written.

So the police must repress these fi-eedoms.

This opposition to freedom, the Marxian attitude, is typical of those

on the "left" or "progressive" side. People are surprised to learn that

the so-called "liberals" are not in favor of freedom. Georg Wilhelm

Friedrich Hegel [1770-1831], the famous German philosopher, gave rise

to two schools—the "left" Hegelians and the "right" Hegelians. Karl Marx

[1818-1883] was the most important of the "left" Hegelians. The Nazis

came fix>m the "right" Hegelians.

The problem is to study basic philosophy. One good question is why

have the Marxists been to a certain extent famiHar with the great philo-

sophical struggle, while the defenders of freedom were not? The failure of

the defenders of fi-eedom to recognize the basic philosophical issue

explains why they have not been successful.We must first understand the

basis for the disagreement; if we do, then the answers wiU come. We will

now proceed to the objections that have been raised to the eighteenth-

century philosophy of fi-eedom.



2nd lecture

Pseudo-Science and

Historical Understanding

In the English language, the word "science" is usually applied only

to the natural sciences. There is no doubt that there are fundamental

differences between the natural sciences and the science of human action,

sometimes called social science or history. Among these fundamental

differences is the way in which knowledge is acquired.

In the natural sciences knowledge comes from experiment; a fact is

something experimentally established. Natural scientists, in contrast to

students of human action, are in a position of being able to control

changes. They can isolate the various factors involved, as in a laboratory

experiment, and observe changes when one factor is changed. The theory

of a natural science must conform to these experiments

—

they must never

contradict such an estabhshed fact. Should they contradict such a fact,

a new explanation must be sought. In the field of human action, we
are never in a position of being able to control experiments.We can never

talk of facts in the field of social sciences in the same sense in which we
refer to facts in the natural sciences. Experience in the field of human
action is complicated, produced by the cooperation of various factors, all

effecting change.

In the field of nature we have no knowledge of final causes. We do not
know the ends for which some "power" is striving. Some persons have
attempted to explain the universe as if it had been intended for the use of
man. But questions can then be raised: What is the value to man of flies,

for mstance, or of germs? In the natural sciences we know nothing but
experience. We are famiUar with certain phenomena and on the basis of
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experiments a science of mechanics has been developed. But we do not
know what electricity is.We don't know why things happen the way they
do; we don't ask. And if we do ask, we don't receive an answer. To say we
know the answer implies that we have ideas of "God." To assert that we
can find the reason impHes that we have certain "God-like" characteristics.

There is always a point beyond which the human mind can go—a
realm into which inquiry brings no more information. Through the years
this frontier has been pushed farther and farther back. Natural forces have
been traced back beyond what was formerly considered "ultimate" human
knowledge. But human knowledge must always stop at some "ultimate
given" The French physiologist Claude Bernard [1813-1878] said in his

book on experimental science that Hfe itself is something "ultimately

given"; biology can only establish the fact that there is such a phenomenon
as hfe, but it can say nothing more about it.

The situation is different in the field of history or of human action.

There we can trace our knowledge back to something behind the action;

we can trace it back to the motive. Human actions imply that men are

aiming at definite goals. The "ultimate given" in the field of human action

is the point at which an individual or a group of individuals, inspired by

definite judgments of value and by definite ideas as to the procedures to be

applied to attain a chosen end, acted. This "ultimate given" is indiuidualitY.

Being human we know something about human evaluations,

doctrines, and theories concerning the methods used to reach these ends.

We know there is some purpose behind the various moves of individuals.

We know there is conscious action on the part of each person. We know

there is a sense, a reason.We can establish that there are definite judgments

of value, definite ends aimed at, and definite means appHed in the attempt

to gain these ends. For example a stranger, dropped suddenly into a

primitive tribe, although ignorant of the language, can nevertheless

interpret the actions of the people about him to some extent, the ends

toward which they are working, and the means used to attain the ends.

Through logic he interprets their running around building fires and

putting objects in kettles as preparing food for dinner.

Dealing with judgments of value and methods is not peculiar to the

science of human action. The logic of the scientist, the brainwork, is no

different from the logic practiced by everybody in his daily life. The tools

are the same.The aim is not pecuHar to social scientists. Even a child crying

and screaming has a motive and is acting to get something he wants.

Businessmen also act to get things they want. They understand the science
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of human action and in dealing with their fellowmen they act on that

understanding every day especially in planning for the future.

This epistemological interpretation of the experience of under-

standing is not the invention of a new method. It is only the discovery of

knowledge everybody has been using since time began. Economist Phihp

H. Wicksteed [1844-1927], who published The Common Sense of Political

Economy, chose for his motto a quotation from Goethe: Einjeder lebt's, nicht

vielcn ist's hekannt. ("We are all doing it; very few of us understand what we

are doing.")

According to the French philosopher Henri Bergson [1859-1941],

understanding, ^intelligence sympathique, is the basis of the historical

sciences. The historian collects his materials to assist his interpretation just

as a policeman seeks the facts to enable him to reach a decision in court.

The historian, the judge, the entrepreneur, all begin work when they have

collected as much information as possible.

Auguste Comte, who contributed nothing to the development of the

natural sciences, described what he believed to be the task of all sciences:

he said that to be able to forecast and to act it was necessary to know. The
natural sciences give us definite methods for accomplishing this. With the

aid of the various branches of physics, chemistry, and so on, mechanics are

able to design buildings and machines and to forecast the results of their

operations. If a bridge collapses, it will be recognized that an error was

made. In human action, no such definite error may be recognized, and this

Comte considered a failing.

Auguste Comte considered history to be non-scientific and con-
sequently valueless. In his mind, there was a certain hierarchy of the various

sciences. According to him, scientific study began with the simplest science

and progressed to the more complicated; the most complicated science was
still to be developed. Comte said history was the raw material out ofwhich
this complicated study was to develop. This new study was to be a science

of laws, equivalent to the laws of mechanics developed by scientists. He
called this new science "sociology." His new word "sociology," has had
enormous success; people in all parts of the world now study and write
about sociology.

Comte knew very well that a general science of human action had
been developed during the previous hundred years—the science of
economics, political economy But Comte didn't hke its conclusions; he
wasn't in a position to refute them, nor to refute the basic laws from which
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they were derived. So he ignored them.This hostility or ignorance was ako
displayed by the sociologists who followed Comte.

Comte had in mind the development of scientific laws. He blamed
history for dealing only with individual instances, with events that
happened in a definite period of history and in a specific geographical
environment. History did not deal with things done by men in general,
Comte said, but with things done by individuals. But sociologists have not
done what Comte said they should; they have not developed general
knowledge.What they have done is just what Comte considered worthless,

they have dealt with individual events and not with generalities. For
instance, a sociological report was pubHshed on "Leisure in Westchester."

Sociologists have also studied juvenile delinquency methods of punish-

ment, forms of property, and so on. They have written an enormous
amount of material about the customs of primitive people. True, this

literature does not deal with kings or wars; it deals principally with the

"common man." But still it doesn't deal with scientific laws; it deals with

historical facts, with historical investigations of what happened at one spot

at a certain time. Such sociological studies are valuable, however, precisely

because they deal with historical investigations, investigations of various

aspects of human everyday life often neglected by other historians.

Comte s program is self-contradictory because no general laws can be

determined from the study of history. Observations of history are always

complex phenomena, interconnected in such a way that it is impossible to

assign to specific causes, with unquestioned accuracy, a certain part of the

final result. Therefore, the method of the historian has nothing in common
with the methods of the natural scientist.

The program of Auguste Comte to develop scientific laws fix)m

history has never been realized. So-called "sociology" is either history or

psychology. By psychology I do not mean the natural sciences of percep-

tion. I mean the literary psychology described by the philosopher George

Santayana [1863-1952] as the science of the understanding of historical

facts, human evaluations deaUng with human strivings.

Max Weber [1864-1920] called himself a sociologist, but he was a

great historian. His book Gesammelte Aufsdtze zur Religionssoziologie

(Sociology of the Great ReHgions) deals in the first part, "The Protestant

Ethic and the Spirit of Capitalism," with the origin of capitalism. He

attributed the development of capitaHsm to Calvinism and he wrote very

interestingly about it. But whether his theory can be logically supported is

another question.



THE FREE MARKET AND ITS ENEMIES

One essay on "the town"—which has not been translated into

English'—aimed at treating the city or town as such, at trying to give ideas

about the town in general. He was very explicit in one regard, however,

namely in maintaining that this approach was more valuable than deaUng

with the history of one town at a specific time. As a matter of fact, the

situation may be the very opposite; it may be that the more general

historical information is, the less material of value it contains.

With respect to the future, we must form certain opinions about the

understanding of future events. The statesman, the entrepreneur, and, to a

certain extent, everyone is in the same position. Each of us must deal with

uncertain future conditions that cannot be anticipated. The statesman,

the politician, the entrepreneur, and so on, are, so to speak, "historians of

the future."

There exist in nature constant quantitative relationships—specific

weights, and so on, which may be established in the laboratory. Thus

we are in a position to measure and assign quantities of magnitudes

to various physical objects. With the advance of the natural sciences,

their study has become more and more quantitative—viz., the

development of quantitative from qualitative chemistry. As Comte said,

"Science is measurement."

In the field of human action, however, especially in the field of

economics, there are no such constant relationships between magnitudes.

Opinions to the contrary have been maintained, however, and even today

many people fail to see that accurate quantitative explanations in the field

of economics are impossible. In the field of human action, we can make
explanations only with specific reference to individual cases.

Take the French Revolution, for instance. Historians search for

explanations of the factors which brought it about. Many factors cooper-
ated. They assign values to each factor—the financial situation, the queen,
her influence on the weak king, and so on. All may be suggested as

contributing.Through the use ofmental tools, historians attempt to under-
stand the several factors and to assign to each a definite relevance. But how
much each of the various factors influenced the outcome cannot be
answered precisely.

In the natural sciences, the estabhshment of experimental facts does

^ ?^' fi^^t EngUsh edition, The City, was translated and edited by Don Martindale and
Oertrud Neuwirth (Glencoe, lUinois, Free Press, 1958).—Ed.]
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not depend on the judgment of individuals. Nor on the idiosyncrasies, or
individuahty, of the specific scientist. A judgment in the field of human
action is colored by the personahty of the man doing the understanding
and offering the explanation. 1 do not speak of biased persons, nor of those
who are politically partial, nor of persons who attempt to falsify facts. I

refer only to those who are personally sincere. I do not refer to differences

due to developments in other sciences that affect historical facts. 1 do not

refer to changes in knowledge which affect historical interpretations. Nor
am I concerned with differences influencing men due to scientific, philo-

sophical, or theological points of view. I am deaHng only with how two
historians, who agree in every other regard, may nevertheless have different

opinions, for instance, as to the relevance of the factors which brought

about the French Revolution. The same unanimity will not be attained in

the field of human action as there will be, for instance, with respect to the

atomic weight of a certain metal. And with regard to the understanding of

the future operations of an entrepreneur or a politician, only later events

will prove whether certain prognostications based on their evaluations

were, or were not, correct.

There are two functions involved in understanding: to establish the

values, the judgments of people, their aims, their goals; and to establish the

methods which they use to attain their ends. The relevance of the various

factors and the way in which they influence results can only be matters of

value judgments. In a discussion of the Crusades, for instance, it would

appear that the principal causes were reHgious. But there were other causes.

For example,Venice profited by establishing her commercial supremacy It

is the historian s task to decide the relevance of the various factors involved

in a course of events.

The historical school of economics wanted to apply to economics the

same general rules that Comte aimed at in sociology. There were people

who recommended substituting something else for history—a science of

laws derived from experience in the same way physics acquires knowledge

m the laboratory. It was also held that the historical method was the only

method for dealing with problems in the field of human action.

In the late eighteenth century, some reformers wanted to revise the

existing system of laws. They pointed to the lack of success and shortcom-

ings of the existing system. They wanted government to substitute new

codes for old laws. They recommended reforms in conformity' with

"natural law." The idea developed that laws cannot be written, that they

11
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originate in the nature of individuals. This theory was personified by

Britain's Edmund Burke [1729-1797], who took the side of the colonies

and who later became a radical opponent of the French Revolution. In

Germany the Prussian jurist Friedrich Karl von Savigny [1779-1861] was

the advocate of this mode of thinking. With reference to the soul of the

people, this group of reactionaries agreed with the school of Burke. This

program was executed to some extent, and sometimes very well, in many '.

European countries—Prussia, France, Austria, and finally in 1900 in the *

German Reich. In time opposition developed to this desire to v^ite new

laws. Yet these groups were the forerunners of the present-day world.

The school of the historical method says that if you want to study a

problem, you must study its history. There are no general laws. Historical •

investigation is the study of the problem as it exists. One must first know
the facts. To study free trade or protection, you can only study the history

of its development. This is the opposite approach from that advocated

by Comte.

All this is not to disparage history. To say that history is not theory, nor

theory history, disparages neither history nor theory. It is only necessary to

point out the difference. If a historian studies a problem he discovers that

there are certain trends in history that prevailed in the past. But nothing

can be said as to the future.

Men are individuals and, therefore, unpredictable. Mathematical laws

of probability tell us nothing about any specific case. Nor does mass

psychology tell us anything but that crowds are made up of individuals.

They are not homogeneous masses. As a result of the study of masses of
people and crowds it has been learned that a small change can bring about
miportant and far-reaching results. For example, if someone yells "Fire!" in

a crowded hall, the results are different from what they would have been
in a small group. Also in a crowd, the prestige of the police and the threat

of the penal code and of the penal courts are less powerful. But ifwe can't

deal with individuals, we can't deal with masses.

If a historian establishes that a trend existed, it doesn't mean that the
trend is good or bad. The establishment of a trend and its evaluation are
txvo different things. Some historians have said that what is in agreement
with the trends of evolution is "good," even moral. But the fact that there
IS an evolutionary trend today in the United States toward more divorces
than formerly or the fact that there is a trend toward increased literacy for
mstance, doesn't make either trend "good," just because it is evolutionary.

12



3rd lecture

Acting Man
and Economics

People generally believe that economics is of interest only to

businessmen, bankers, and the Hke and that there is a separate economics

for every group, segment of society, or country. As economics is the latest

science to have been developed, it is no wonder that there are many erro-

neous ideas about the meaning and content of this branch of knowledge.

It would take hours to point out how common misunderstandings

developed, which writers were responsible, and how poHtical conditions

contributed. It is more important to enumerate the misunderstandings and

discuss the consequences of their acceptance by the pubHc.

This first misunderstanding is the beHef that economics does not deal

with the way men really live and act, but with a specter created by

economics, a phantom that has no counterpart in real life. The criticism is

made that real man is different from the specter of the "economic man."

Once this first misunderstanding is removed, a second misunder-

standing arises—the belief that economics supposes that people are driven

by one ambition and intention only—to improve their material conditions

and their own well-being. Critics of this behef say that not all men

are egoistic.

A third misunderstanding is that economics assumes all men to be

reasonable, rational, and guided by reason only, while in fact, the critics

maintain, people may be guided by "irrational" forces.

These three misunderstandings are based on entirely false assumptions.

Economics does not suppose that economic man is different from what

13
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man is in everyday life. The only supposition of economics is that there are

conditions in the world with regard to which man is not neutral, and that he wants

to chani>c the situation by purposeful action. So far as man is neutral, indifferent,

content, he takes no action, he does not act. But when a man distinguishes

between states of various affairs and sees an opportunity to improve

conditions from his point of view, he acts.

Action is the search for improvement of conditions from the point of

view of the personal value judgments of the individual concerned. This

does not mean improvement from a metaphysical view, nor from Gods

point of view. Man's aim is to substitute what he considers a better state of

affairs for a less satisfactory one. He strives for the substitution of a more

satisfactory state of affairs in place of a less satisfactory state of affairs. And

in the satisfaction of this desire, he becomes happier than he was before.

This implies nothing with reference to the content of the action, nor

whether he acts for egoistic or altruistic reasons.

To ehminate the misunderstanding that arises when a distinction is

attempted between "rationaUsm" and "irrationalism," it must be realized

that what man does consciously is done under the influence of some force

or power which we call reason. Any action aimed at a definite goal is in

this sense "rational." The popular distinction between "rational" and

"irrational" is entirely without meaning. Examples of"irrationalism" cited

are patriotism or the purchase of a new coat or a symphony ticket when
something else might have appeared a more sensible action. The theoret-

ical science of human action presupposes only one thing—that there is

action, i.e., the conscious striving of individuals to remove uneasiness

and to substitute a more satisfactory state of affairs for one that is less

satisfactory. No judgment of value is made as to the reason or content of

the action. Economics is neutral. Economics deals with the results of value

judgments, but economics itself is neutral.

Nor is there any sense in trying to distinguish between "economic"
and "non-economic" actions. Some actions deal with the preservation of
man's own vital senses and necessities

—

food, shelter, and so on. Others are

considered to be driven by "higher" motivations. But the value placed on
these various goals vary from man to man, and differ for the same man
from time to time. Economics deals merely with the action; it is the task

of history to describe the differences in goals.

Our knowledge of economic laws is derived from reason and cannot
be learned from historical experience because historical experience is

always complex and cannot be studied as m a laboratory experiment. 77ie
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source ofeconomicfacts is man's own reason, i.e., which we caU in epistemology
a priori knowledge, what one knows aheady; a priori knowledge is

distinguished from a posteriori knowledge, knowledge which is derived
from experience.

Regarding a priori knowledge, the EngHsh philosopher John Locke
11632-1704] developed the theory that the human mind is born a blank
slate on which experience writes. He said there was no such thing as

inherent knowledge. Gottfried Wilhelm von Leibniz [1646-1716], a

German philosopher and mathematician, made an exception in the case of
the intellect itself. According to Leibniz, experience does not write on
empty white pages in the human mind; there is a mental apparatus present
in the human mind, a mental apparatus that does not exist in the minds of
animals, which makes it possible for men to convert experience into

human knowledge.

I am not going to enter into the argument between "rationalism"

and "empiricism," the distinction between experience and knowledge,

which the British philosopher and economist John Stuart Mill

11806-1873] called a prioristic knowledge. However, even Mill and the

American pragmatists believed that a prioristic knowledge comes in some
way from experience.

The way in which economic knowledge, economic theory, and so on

relate to economic history and everyday life is the same as the relation of

logic and mathematics to our grasp of the natural sciences. Therefore, we

can eliminate this anti-egoism and accept the fact that the teachings of

economic theory are derived from reason. Logic and mathematics are

derived in a similar way from reason; there is no such thing as experiment

and laboratory research in the field of mathematics. According to one

mathematician, the only equipment a mathematician needs is a pencil, a

piece of paper, and a wastebasket—his tools are mental.

But, we may ask, how is it possible for mathematics, which is some-

thing developed purely from the human mind without reference to the

external world and reality, to be used for a grasp of the physical universe

that exists and operates outside of our mind? Answers to this question have

been offered by the French mathematician Henri Poincare [1854-1912]

and physicist Albert Einstein [1879-1955]. Economists can ask the same

question about economics. How is it possible that something developed

exclusively from our own reason, from our own mind, while sitting in an

armchair, can be used for a grasp ofwhat is taking place on the market and

in the world?
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The activities of every individual—all actions—stem from reason, the

same source from which come our theories. Man's actions on the market,

in the government, at v^ork, at leisure, in buying and seUing, are all guided

by reason, guided by choice between what a person prefers as against what

he does not prefer. Reason is the method by which a solution (whether

good or bad) is reached. Every action can he called an exchange insofar as it

means substituting one state of affairs for another. Hopefrilly the actor is substi-

tuting a situation he prefers for one which he likes less.

The starting points for the natural sciences are the various facts

established by experiment. From these facts, theories are built to more and

more abstractions, to more and more generaUties. Final theories are so

abstract that they are practically inaccessible to the general multitude. That

doesn't make them less valuable; it is enough that they are accessible to the

few scientists.

In an ^ prioristic science, we start with a general supposition

—

action is

taken to substitute one state of affairsfor another. This theory—meaningless to

many—leads to other ideas that become more and more understandable

and less abstract.

Natural sciences progress from the less general to the more general;

economics proceeds in the opposite direction. Natural sciences are in a

position to establish constant relations of magnitude. In the field of human
action, no such constant relations prevail, so there is no opportunity for

measurement. The value judgments which spur men to act, which lead

to prices and market activity, do not measure; they establish distinctions

of degree; they grade. They do not say "A" is equal to, or is more or less

than "B."They say "I prefer A to B." They don't establish judgments. This

has been misunderstood for 2000 years. Even today there are many
persons, even eminent philosophers, who misunderstand this completely.

It is from the system of values and preferences that the price system of
the market arises.

Aristode wrote, among other things, about the various attributes of
men and women. He was often mistaken. Had he asked Mrs. Aristode
about women, he would have found he was mistaken in some respects; he
would have learned differently He was also mistaken in stating that if two
things were to be exchanged on the market, they must have something in

common, that they were being exchanged because they were equal. Now
if they were equal, why was it necessary to exchange them? If you have a
dime and I have a dime, we don't exchange them because they are the
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same. It follows, therefore, that if there is an exchange, there must be some
inequality in the items being traded, not equaHty.

Karl Marx [1818-1883] based his theory of value on this fallacy. In

Capital and Interest, by Eugen von Bohm-Bawerk [1851-1914], see

Chapter XII dealing with Marx ("The Exploitation Theory" in Volume I,

History and Critique of Interest Theories). Long after Marx, Henri Bergson, in

a much-admired book about the two sources of morals in religion,

accepted the same fallacy—if two things are exchanged on the market they

must be equal in some way But things that are "equal" are not exchanged;

exchanges take place only because things are unequaLYou take the trouble

of going to the market because you value the loaf of bread more highly

than the money you give for it. People exchange things because at that

time they prefer other things to money. An exchange never occurs with

the intention of a loss.The acting man is never pessimistic because his action

is inspired by the idea that conditions can be improved.

The aim of action is to substitute a state of affairs better suiting the

men taking the action than the previous situation.The value of any change

in their situation is called a *'gain" if it is positive, a "loss" if it is negative.

This value is purely psychic, it cannot be measured.You can say only that

it is greater or less. It becomes measurable only insofar as things are

exchanged on the market against money. As far as the action itself is

concerned, it has no mathematical value.

But, you say, this contradicts our daily experience. Yes, because our

social environment makes calculations possible insofar as things are

exchanged for a common medium of exchange, money When things are

exchanged against money, it is possible to use monetary terms for

economic calculations, but only when three conditions are filled:

1. There must be private ownership, not only of the products, but also

of the means of production;

2. There must be division of labor and, therefore, production for the

needs of others;

3. There must be indirect exchange m the terms of a common

denominator.

By and large, given these three conditions some mathematical values

may be established, although not precisely These measurements are not

exact because they deal with what took place yesterday, historically

Business financial statements may look precise, but even the money value

of an inventory entered at "so many doUars" is a speculative value of ftiture
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anticipations; the value credited to equipment and other assets also is

speculative.The real problem of inflation is that it falsifies these calculations

and brings about tragic problems.

Monetary calculations do not necessarily exist in all kinds of

organizations or societies. They did not exist v^hen economics began. The

earliest humans acted; humans have always acted; but it was thousands of

years before the evolution of the division of labor and of a financial

apparatus made monetary calculations possible. Monetary calculations

developed step by step during the Middle Ages. In their early development

they lacked many features we think of today as necessary. (In a sociaUst

system, these conditions would again disappear and make such calculations

and measurements impossible.)

The quantitative nature of the natural sciences enables mechanics to

make plans and build bridges. Ifyou know what must be built, technology

based on the knowledge of the natural sciences is sufficient. The questions

are, however: What should be constructed? What should be done?

Technologists cannot answer these questions.

In life the materials of production are scarce. No matter what we do
there will always be other projects for which the necessary factors of

production cannot be spared. There will always be other urgent demands.

This is the factor that businessmen take into account in calculating loss and
success. When a businessman decides against a certain project because the

cost is too high, it means the pubHc is not prepared to pay the price to use

raw materials in that manner. Use is made of the available factors of
production for the reahzation of the greatest number of those projects that

satisfy the most urgent needs without wasting factors of production by
withdrawing them from more urgent to less urgent employment.

To establish this it is necessary to be in a position to compare the
oudays of various factors of production. For example, let it be assumed that
It is necessary to build a railroad between two towns—A and B. Let us
assume that there is a mountain between A and B. There are three
possibihties—to go over, through, or around the mountain. A common
denominator is necessary to calculate the comparative value. But this can
give only a picture of the monetary situation; it is not a measurement. It is

an evaluation in the Hght of present-day needs and situations. Tomorrow
conditions wiU be different.The success or failure of every business project
depends upon its success m anticipating future possibilities.

The problem with trying to develop a quantitative science of
economics is that many persons imagine that theoretical economics must
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follow the evolution of other branches of science. The natural sciences
developed from being qualitative to being quantitative in nature and
many people are inclined to believe that the same trend must take

place in economics also. However, there are no constant relationships in

economics, so no measurement is possible. And without measurement, the

quantitative development of economics cannot take place. Quantitative

facts in economics belong to economic history—not to economic theory.

A book tided Measurement of the Elasticity of Demand was reviewed

recendy by a man now in the U. S. Senate, Paul Douglas [1892-1976], who
may even be hoping for higher political office sometime. Douglas said

economics should become an exact science with fixed values like atomic

weights in chemistry. But this book itself does not refer to fixed values; it

refers to the economic history ofone definite period of time in one partic-

ular country, the United States. The results would have been different if

another period of time or if another country had been considered. Within

the framework of the universe in which we operate, atomic weights do not

change from one period of time or from one country to another. On the

other hand, economic values and economic quantities do change fi-om

time to time and from place to place.

Economics is the theory of human action. It is a historical fact of

great importance, for example, that the usefulness of the potato was

discovered by the natives of Mexico, brought to Europe by a British

gendeman, and that its use spread all over the world. This historical fact has

had important effects on Ireland, for instance, but from the point of view

of economic theory it was just an accident.

When you introduce figures into economics you are no longer in the

field of economic theory, but in the field of economic history Economic

history is also, of course, a very important field. Statistics in the field of

human action is a method of historical study Statistics give a description

of a fact, but they cannot prove any more than that fact. (It is true that some

statisticians are "swindlers" and, as a matter of fact, some statisticians in the

government were probably appointed merely for that purpose.)

Some people may misinterpret these statements and conclude that the

purpose of economics, being a purely a prioristic science, is to develop a

program for a fiiture science, and that economics is a theory practiced only

by "armchair gendemen." Both these statements are wrong. Economics is

not a program for a science that doesn't yet exist. And it is not a science

merely for purists. Therefore, we must reject the ideas of some people that

one must learn history to study human action. History is important. But
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you cannot deal with present-day conditions by studying the past.

Conditions change.

As an example of what I mean: The National Bureau of Economic

Research published a report on the subject of installment seUing which

appeared on the eve of World War II, on the eve of inflation, and on the

eve of government credit restrictions. At the moment when the study was

made, it was already "dead"; it dealt with matters that were already past.

I don't mean to say that it was useless. With good brains one can learn a

lot iTom it. But don't forget it is not economics—it is economic history.

What they were really studying was the economic history of the most

recent past.

Darwin realized this too. He saw that in studying animals, the animal

was killed at the moment when it was dissected for study, so that one could

never actually study the animal—one can never study life itself

The same is true of economics. One cannot describe the present

economic system—one can only describe the past. One cannot predict

about the future as a result of studying the past. Very often economic
historians teach history under the label of"economics." Even though you
know everything about the past, you know nothing about the ftiture.

\
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4th lecture

Marxism, Socialism, and
Pseudo-Science

Today I will deal with some of the aspects of the theories of Karl

Marx. I want to contribute a little bit to the materialistic interpretation of

history. First of all, I must say something about the general philosophy and

history of Marx.

In general, philosophical doctrines concerning historical problems are

doctrines of a very special type. They try to point out not only what

history was in the past but they presume to know what the future has in

store for mankind and to offer a solution for future problems. Most

philosophers reject this method of thinking. For example, Immanuel Kant

[1724-1804] declared that a man who tried to do this would be allocating

to himself the ability to see things with the eyes of God.

Nevertheless, in the 1820s Hegel gave such a philosophical interpreta-

tion of history. According to Hegel, the driving force of the Industrial

Revolution was an entity called Geist, i.e., spirit or mind. Geist has certain

aims which it wants to fulfill. The evolution of the Geist of history has

now reached its final goal. This final goal, according to Hegel, was the

establishment of the kingdom of Prussia of Friedrich Wilhelm III

[1770-1840], and of the Prussian Union Church. Critics of this doctrine

say this would mean there would be no history in the future because

evolution had reached its final end.

In the middle of the nineteenth century, Karl Marx, on his own,

developed a philosophy different from that of Hegel. The driving force of

Karl Marx was not Geist or spirit but something called the "material
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productive forces." These forces push the history of mankind through

various successive stages, the next to the last of w^hich is capitaUsm. After

capitalism comes inexorably the last stage—sociaUsm. Therefore, according

to this theory, the coming of socialism is inevitable, determined by the

forces of history

The predecessors ofMarx, the historic socialists, believed that to reaHze

sociaHsm it w^as necessary to convince the majority of the people that

socialism was the better, or the best system; then the people themselves

would bring about the substitution. Karl Marx said nothing about the

desirability of sociaHsm; he pretended not to be speaking in favor of

socialism. He claimed to have discovered a law of social evolution

indicating that socialism was bound to come with the inexorability of a

law of nature.

But is socialism better? This question had already been answered by

Hegel and Comte. According to their doctrines, it was tacitly assumed that

each successive stage of evolution must of necessity be "better" and

"higher" than the previous stages. Therefore, to raise the question of

whether or not a later evolutionary stage is better is beyond the point. It

was obvious. Because sociaHsm would be a later stage, it must of necessity

be better.

Marx believed that sociaHsm was just around the corner. After that, all

history would come to an end. After that there could be no further devel-

opment because once the class conflict was eliminated we would be living

in a state in which no longer anything important could happen. Here is a

quotation illustrating that point from Friedrich Engels [1820-1895], who
considered himself not only a great economist but also a great expert on
military problems:

In the first place the weapons used have reached such a stage of
perfection that further progress which would have any revolution-
izing influence is no longer possible The era of evolution is

therefore, in essentials, closed in this direction.'

Since then, today's modern weapons have all been developed.

iNrwYofw" W^'"'"^-' ^7tf"
'" ^^'^"^^ (Arrti-Duhring) [1878] by Fnednch Engels(Neu York: International Publishers, 1939), p. 188.1

^ '
' ^

^
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The most important problem for the doctrine of the inevitabiUty
of sociahsm to explain is how a superhuman entity such as Geist or the
"material productive forces" can force individuals to act so that a certain
irresistible result must prevail. People have their own individual plans—
they aim at various ends. But the inevitabihty-of-sociahsm theory
maintains that whatever people do they must finally produce the results

which Geist or the "material productive forces" wanted to have produced.
Two explanations have been suggested.

One group had a very simple solution. This group maintained that

people will be forced by "Fuhrers" or supermen to go the way that Geist

or the material productive forces indicate. There have always been kings

and dictators who have assigned to themselves this superhuman mission.

So Stalins, Hitlers, and Mussolinis are elected by history; those who
don't obey their commands must be liquidated because they are against

"historical evolution."

This was not Marx's idea. The Marxian doctrine was based on the

much-discussed "economic dialectic historical materiaHsm." MateriaHsm is

one of the ways in which people try to solve one of the most fundamental

and insoluble problems, the relation between the functions of the

individual's soul or mind, on the one hand, and the functions of the body,

on the other. Precisely what this relation is remains controversial. There

is no doubt that there is some connection, and many attempts have been

made to explain it. However, our only interest in such a materialistic

explanation at the moment is because of its relation to Karl Marx's theory.

The materialistic philosopher says that all mental functions ofmen are

simply produced by their bodily organs—by their physical brains. Some

eighteenth-century philosophers suggested this idea. In the nineteenth

century it was expressed more crudely by some of Marx's contemporaries,

among them the German philosopher Ludwig Andreas Feuerbach

[1804-1870], who said bluntly, "Man is what he eats."This is interesting,

but somewhat difficult to accept. Chemically, the secretion of the organs of

all normal men is the same. Insofar as they are not, insofar as there are

irregularities, these variations indicate a pathological condition and these

irregularities are the same for all men in the same pathological condition.

Ideas and thoughts, however, are different. Two boys may take the same

exam, but their answers to the same questions will be different. The Italian

poet Dante wrote beautiful words, while others may have difficulty writing

anything at all. Therefore, there is something "fishy" about this doctrine.

Marx rejected this type of materiaHsm, saying these materiahstic
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philosophers were weak in dealing with social problems. In spite of the fact

that superficial knowledge of Marx's own brand of materiahsm requires

very little time, it is not very well known. His particular brand of

materialism is expressed on a very few pages of his Critique of Political

Ecotuvny, the original draft for the first chapter of Das Kapital:

In the social production of their subsistence men enter into

determined and necessary relations with each other which

are independent of their wills—production-relations which

correspond to a definite stage of development of their material

productive forces.^

The material productive forces produce, independently of the will

of the people, definite legal and institutional systems called "production-

relations." Production-relations are the necessary consequences of the

material productive forces.

Over and above the production-relations there is a super-structure

which includes everything ideological—art, literature, science, religion,

and so on.These super-structures are the necessary products of the existing

production-relations. The production-relations are, in turn, the necessary

consequences of the existing material productive forces, which are the real

thing. The material productive forces alone have an individual effect.

When the material productive forces change, they inevitably bring about,

independently of the will of man, corresponding changes in the produc-

tion-relations of the social organ, of society. They also bring about changes

in the super-structure. Therefore, the important question is: What are the

material productive forces?

Here we are faced with Marx's pecuHar technique of not giving

definitions of the terms he uses. However, his occasional examples are

helpful. Most important is the example which appears in TItc Poverty of
Philosophy (1847). The hand mill gives you "feudal society"; the steam mill

gives you "industrial society." This means that the material productive
forces are the tools and machines. It is the tools and machines that are the

real things. The tools and machines change; they have a history of their

own; they produce first of all the production-relations and the social

structure, and above the social structure they produce the super-

2 [Capital, the Communist Manifesto and other Writings by Karl Marx, edited with an
introduction by Max Eastman (New York: The Modern Library, 1932), p. 10.]
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Structure—the literature, religion, and so forth. Other instances lead us to
the same conclusions, that what Marx meant by the "material productive
forces" were the tools and machines.

But two important questions arise. Tools and machines do not appear
in the universe independent of the human mind. They are products of
human thought and ideas—they are products of the human mind.
Secondly, these tools and machines can only be introduced into practice

when the social conditions make it possible—there must first be a certain

degree of division of labor in order to apply and to use machines. Without
the division of labor, machinery, the product of ideas is useless. Is this really

materialism? Thus the evolution of Marx's ideological factors—the source

of ideas, the basic material productive forces—is traced back to products

which are themselves the result of the human mind. Therefore, the whole
scheme is unsatisfactory.

Marx wanted to show how new ideas originated. He attacked the

theories of the eighteenth century, especially those of Scottish historian

and philosopher David Hume [171 1-1776J, that ideas that are the impor-

tant thing, that changing ideas result in changing conditions. Marx said that

ideas are nothing but the necessary outcomes of material factors,

products of the material productive forces. But we see that the material

productive forces are themselves the products of ideas. Marx's thinking

moves in a circle.

There were others besides Marx who attached enormous importance

to inventions and improvements in machines. A Htde later in the 1870s,

Leopold von Ranke [1795-1886] declared that the history of technology

is the most important aspect of human history; everything is continued

by technology. Marx went farther in saying that everything really and

literally depends on changes in technology. But he couldn't explain

everything from the materialistic point ofview because tools and machines

are themselves products of the human soul.

When Marx died, his friend and collaborator, Friedrich Engels,

addressed his friends at the grave. In this speech he tried to condense into

a short statement what he considered the great immortal ideas of Marx.

This speech contains a slighdy new interpretation of Karl Marx. Engels

declared that "Like Darwin, who discovered the law of evolution of

organic nature, Marx discovered the law of mankind's historical evolution,

i.e., the simple fact, hitherto hidden beneath ideological overgrowths, that

men must first of all eat, drink, have shelter and clothing before they can

pursue politics, science, art, rehgion and the like. . .
." This, said Engels,
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had been unknown before Marx discovered it. But it is obvious; nobody

has ever denied it. As a matter of fact, there is an old Latin dictum or

saying of the early Middle Ages: "First you must live, then you can be

a philosopher."

It was a wonderful trick of Engels to give this interpretation to Marx

because since then, whenever anyone tries to contradict Marx's theory, he

is asked whether he denies that one must first eat and drink before one can

write. It is obvious that one must. So you are forced to accept the basis of

the Marxian theory.

Marx continues. Society is divided into classes and every member

of a class is bound by the laws of history to think according to his class

interests. The class allegiance, not only in the present state of society but

also in preceding stages when the classes developed, determines the

content of a person's ideas. A person thinks in a certain way because he is

a member of a definite class. And as all class members think according to

their own class interest, the result is that the interests of those classes which

history has selected must finally triumph. Marx's idea is that the class, not

the individual, thinks.

Classes do not create themselves. We make classes by classifying. If a

classification is correct and logical, then the classification cannot be

attacked. Marx classified people and assumed that there existed an

irreconcilable conflict of interests among the several classes. The question

is, does such a conflict exist? Marx never proved this. He first presented the

theory of classes in the Communist Manifesto of 1848. Later he published

lots of other books. But he never told us what a "class" was; he only
explained what classes were not.

In one of the volumes of D^5 Kapital, published by Engels after Marx's
death, there is a chapter titled "Classes." Here Marx starts out by telling

what classes are not. Then the manuscript ends. A note by Engels says the
work was never finished. We could feel very sad if we did not know that

Marx's writing was not interrupted by his death; he stopped writing these
volumes many years before.

Marx gives examples of class conflict, but they all refer to conditions
of status m a caste society, when one is born into a certain caste—nobihty,
bourgeoisie, serfdom, and so on. Under such circumstances, there is a
conflict of interests. Anyone born a member of a definite caste has only as
much right and privilege as his father. And then it is correct to say that
there are class conflicts. But a society in which there is equality under law
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and in which everybody is free to do what he wants—in such a society

there are no rigid "classes" and no irreconcilable "class" interests.

It follows, therefore, that to talk of the "bourgeoisie" implies that one
group has special interests over and above those of the multitudes. This is

the philosophy implicit in the US. pohcy that we should grant subsidies to

farmers, or special privileges to labor, provide assistance to the

"Ruritanians" to keep them from going Communist, and so on. If they

want to go Communist, that is best for them. We are living in a world

dominated by this "class" philosophy. Referring to the bourgeoisie assumes

the Marxian theory of classes.

Even ifwe assume Marx's other theses, it is difficult to accept his class

argument. Marx admits in the Communist Manifesto that there are people

who are class-conscious and those who are not, that the interests of some

individual are opposed to the interests of their "class." Why should an

individual think according to the interest of his class if the class interests

are different from his own interests? It is said that the workers in the

United States are extremely backward in the development of class

consciousness. If a lack of class consciousness can exist, how is it possible

to say there is such a thing as a class interest?

There are also differences of opinion among various persons as to

what the interests of the class really are. The question is, which is right?

The Marxians say, "It is very easy to know If a member of the class thinks

differendy, he is a class-traitor, a social-traitor. If another man, not a

member of the class, thinks differently, there is no need for an explanation."

The difficulty with this is that there are in fact some class members who

don't think along the lines prescribed by their "class interests."

Another difficulty is that Karl Marx himself, who presumed to speak

for the proletarians, was not a proletarian. He was the son of a well-to-do

lawyer; he married the daughter of a Prussian >wfeer; and his brother-in-

law was chief of the Prussian poHce. Then too, his associate, Friedrich

Engels, was not a proletarian; he was the son of a manufacturer and he was

himself a manufacturer. Their answer to this criticism is:

Finally, in times when the class-struggle nears the decisive hour,

the process of dissolution going on within the ruHng class—in

fact, within the whole range of an old society—assumes such a

violent, glaring character that a small section of the ruling class
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cuts itself adrift and joins the revolutionary class, the class that

holds the future in its hand.^

But Marx and Engels were not in the rear of the movement—they

were in the forefront of the movement. They and other leaders of the

movement were also bourgeois.

In England when the Fabian movement developed, continental

socialists visiting that country to meet their eminent friends and admirers

were often amazed to find that the Fabians were a very socially eminent

set. At their dinners they appeared in white tie and tails and the ladies

wore jewelry and all the paraphernalia of Victorian society. It is at least

questionable that socialism was an outcome of the proletarian mind.

How could a man Hke Marx fail to realize that it is not "interests" that

create ideas, but rather that ideas teach people what their "interests" are?

How could he fail to see this? I believe it was because he was fully

dominated by the idea that economics is merely food, clothing, and shelter.

It was his idea that the starving masses were intent only upon getting food.

He was fully convinced that the trend of capitalism was, inevitably, to cause

impoverishment of the masses and concentration of the wealth in the

hands of a small group. He was convinced that nothing could prevent this

trend, and that this trend would finally bring about socialism.

Everybody knows this is not true. But, people answer, it is not true

because something happened that Karl Marx could not have foreseen.

He did not foresee the union movement and social legislation. But one
short paper published by Marx did discuss labor unions and it said it was
hopeless for them to try to improve the condition of the workers because
the trend of history was in another direction. Real wages inevitably go
down and down. Unions should abandon their effort for higher wages and
substitute a "conservative" aim—to do away forever with the wage system.

Marx was opposed to social legislation—social security and so forth—
at least after the 1850s when he affirmed his behef that the material
productive forces would bring about changes. If the material productive
forces change, the whole structure must necessarily change, because the
material productive forces can no longer develop in the old relationship.
On the advice ofMarx himself and, after his death, of Friedrich Engels, the
German Reichstag voted against sociaHzed medicine, social insurance, and

[Marx, op. cit., p. 331.]
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labor legislation, calling them frauds to exploit the laboring classes even
more than before.

No social formation ever disappears before all the productive

forces are developed for which it has room, and new higher

relations of production never appear before the material

conditions of their existence are matured in the womb of the

old society.'*

Therefore, it was Marx's thesis that in order to accelerate the coming
of socialism, capitalism must first reach maturity. (This is comparable to the

"mature capitalism" of the New Deal.) All these methods to "improve"

capitalism such as social security, labor legislation, and so forth, are just

petty bourgeois policies; they are detrimental to the interests of the

workers because they only postpone the maturity of capitaHsm.

If it is true that the coming of socialism—a blessing for the workers

—

is independent of the will of men, if it depends exclusively on the matu-

rity of capiulism and the development of the productive forces within

capitalism, what is the use of a Sociahst Party? Isn't it preposterous,

according to this theory, for man, who has nothing to say as to the future,

to attempt to reach a goal? The answer made to that question is that, just

as a midwife is necessary to aid a mother give birth, so is the Socialist Party

necessary to bring socialism into the world. Sometimes the midwife may

interfere and the situation changes, but she serves a purpose.

Thus we see that Marx's attempt to show that ideas are the products

of something material was not too conclusive. He demonstrated only that

ideas are produced by forces which are themselves already the products of

other ideas. All his theories teach is that among ideas some are more

important than others. According to him, the idea that brings about the

construction of a new machine, for instance, is more important than the

ideas that bring about a poem or a philosophical system. The value of all

these mental activities is attacked by Marx. What is the use of poetry, the

value of religion, if these are merely consequences of the fact that we have

certain tools of production? 1 wouldn't even call this theory of Marx's

"materialism."

In the 1840s and the 1850s, recognized sociologists and economists

4 [Marx, op. cit., p. 1

1
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devastated the teachings of the sociaHst authors with their criticism. But

their critiques did not touch the most important problems. There was no

reason for them to do so because they aboHshed the assertions of their

sociahstic contemporaries. Karl Marx reaUzed that he couldn't answer

these critiques, and his socialistic doctrines took another turn. First of all

he elaborated the theory that everybody is bound by the laws of nature to

think in such a way as the interests of his class force him to think. He
believed that a man's theory, no matter with what it deals—whether

religion, philosophy, or law—can never give us truth so long as there

are classes. Class ideologies, he felt, are obviously false because of their

deficiencies and biased to serve the interests of the author. Marxians, even

today, believe that they have proved their thesis simply by asserting that

there is no such thing as an unbiased search for truth, that man doesn't

search for truth but only for practical results.

For the sake of the argument, if we accept the thesis that all mental

activities are motivated by the desire for practical results, we must admit

that if a man wanted results, he would aim at a theory which was correct.

Pragmatists say "truth" is something that works when applied. Ludwig
Boltzmann [1844-1906], a positivist philosopher, said that the proof that

our physical theories are correct rests on the fact that machines constructed

according to these theories operate as expected. Because people wanted to

kill one another by firearms they developed the theory of ballistics.

According to Marx, the theory of ballistics was not developed because
people wanted to kill other people, but the theories are correct because
they wanted to kill. Marx developed his theory because he wanted to say

that the proletarians needn't worry about the bourgeois point of view;
what the bourgeois economists said about socialism was of no concern to
the workers.

The second point he developed was the theory of the inevitability of
the coming of socialism because of the progressive impoverishment of
the workers by the capitaHsts. As socialism is a later stage, Marx said, it is

necessarily also a higher stage. It is, therefore, beside the pomt to develop
plans for the future sociahstic state. Critics have demolished these ideas
saying they cannot work. But Marx said that we do not have to do it; the
productive forces will make the plans when everything is ripe.

Marx's success was enormous. Today many people who believe that
sociahsm is inevitable consider themselves young Marxists and young
Commumsts. There has been resistance to his historical materialism,
but there has been Htde resistance to the theory of the inevitabdity
of socialism.
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The main deficiency of the present-day mentality is precisely the
fact that people are rather weak in criticizing the fundamental thesis

of Marxism. A book by Alexander MiUer on The Christian Significance

of Karl Marx (New York: Macmillan, 1947) recommends the use of
the Christian religion to endorse not only Marxism itself but also

Marxian materialism.

Marx was consistent in rejecting attempts at labor legislation. His

theory was that the world must follow a certain sequence of events:

(1) feudalism; (2) capitalism; and (3) socialism. Because it was incompatible

with his theory, he rejected the theory that one stage could be skipped

over. However, when Marx died, Engels found among his belongings a

note by Marx on a scrap of paper suggesting that this might be possible.

Evidently Marx had scribbled this note one night—in the morning he had

thought better of it, realizing that if he agreed to this it would destroy his

basic theory. Engels copied the note in his own handwriting and sent it to

a woman in Russia who had won some fame because she had killed the

police commissar and had been acquitted—such things happened in

Russia then. She published it in the 1880s.The Bolsheviks thought this was

a wonderful idea—they knew Russia was backward and seized upon this

as grounds for believing they wouldn't have to go through capitaHsm

before attaining socialism, but could skip over that stage.

The importance of Marx is that he branded the doctrines of other

humanists as ideologies, false theories which precisely on account of

their incorrectness are useful to the class from which they emanate. As an

economist Marx was completely dominated by the doctrines of the British

classical economists. They developed the important system of political

economy, but they failed to solve one fundamental problem—the paradox

of value. Their theory seems obvious—people value external things and

services because of their utiHty, because these things can bring about

certain useful services—the more useful the service, the greater the value.

But they couldn't explain why one unit weight of gold, which is less useful

than iron, is exchanged against a number of such units of iron.

In 1870, the solution to this paradox was discovered independently

three different times by three different persons—William Stanley Jevons

[1835-1882] m England, Carl Menger [1840-1921] in Austria-Hungary,

and Leon Walras [1834-1910] in Switzerland. These three men recognized

that only a definite limited quantity of something is traded in any partic-

ular exchange. People don't exchange the total available supply for

instance, of iron or gold. If a man gives several units of iron for one of gold.
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he doesn't behave as if he were exchanging the entire stock of iron against

the entire stock of gold. The greater the quantity available, the smaller the

value per unit, the smaller the satisfaction per unit. This was the marginal-

utihty theory.

The theory of the classical economists was responsible for the fact that

values weren't traced to the ultimate consumer.This explains why so much
value was attached to the theory of buying cheap and seUing dear and it

led to the misunderstanding of the specter of "the economic man." This

theory dealt only with the businessman, not with the consumer. That

would have required starting from the utility, which was not easy for the

ordinary person to understand. The important fact is that the two great

socialists of the nineteenth century, the radical revolutionary socialist Marx
and the parlor sociaHst, philosopher, and economist John Stuart Mill

[1806-1873], were so convinced of the classical theory of value that they

never had any doubts about it. That theory of value had already been crit-

icized among others by Ferdinand Lassalle [1825-1864], who had more
influence in his day than did Marx. But this classical theory, as perfected by
Ricardo, was adopted by Marx. And Mill, in his Principles of Political

Economy, published in 1848, stated that the theory of value is solved for all

time to come—coming generations could make no further improvement
on it.

Marx called the system of the classical economics a bourgeois ideology.

Yet what he developed as economic theory was nothing but the classical

system shaped a little bit differently and expressed in slightly different

words. Marx's addition to economics is of very little importance. As an
economist he more or less repeated what he had heard from others

—

sometimes caUing them idiots, sycophants, and so on—but never deviating
very far from their teachings.

Marx explains history as the result of economic class interests. Every
situation contains groups who are profitmg or suffermg in the short run,
and it is to these interests that Marx points. For example, if there were a
plague or an epidemic, the drug manufacturers and the doctors would
profit. Long-run interests are not so obvious and can be determined only
by ideas.
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5TH LECTURE

Capitalism and Human
Progress

I WANT TO START TONIGHT WITH THE RELATION between economics and

human practical life, and the consequences of the development of the

theory of economics.

Kipling said, "East is East, and West is West, and never the tw^ain shall

meet." Differences between the East and the West have certainly existed for

thousands of years. The East never developed the idea of scientific

research—the search for knowledge and truth for its own sake—which

the Greeks gave to civilization. A second achievement of the Greeks,

which has always been foreign to the East, is the idea of political liberty of

government—of political responsibility of the individual citizen. These

ideas, widely accepted in the West, never found counterparts in the East.

Even today, only a small group of Eastern intellectuals follow these ideas.

Nevertheless, the world was more or less one world, in spite of these ideas,

until about 250 years ago.

Social relations and living conditions were more or less the same all

over the world until 250 years ago. The average standard of living varied

little between East and West. Modern methods of production and

standards of consumption, technological knowledge, and equality under

the law were unknown. Today we would consider most unsatisfactory the

conditions that prevailed then. Aside from its political meaning, Wendell

Willkie s word, "One World," was more applicable then than now.

The general improvement in poHtical tranquility, which had reached a

certain degree about 250 years ago, contributed to an increase in popula-
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tion. This additional population was too much for the social system of

those ages. The countries where poHtical conditions were most favorable

became infested with robbers, thieves, and murderers—people for whom
there was no place under the existing economic situation.

Then something occurred in Europe—first in western Europe, Great

Britain, and the Netherlands—which spread over the rest of the Western

world. It was this movement that led to considerable differences between

the East and the West. This movement is called by historians the Industrial

Revolution. Radical changes were brought about by preceding radical

intellectual changes, that is, by the intellectual movement that produced

economics as an autonomous branch of human knowledge. These radical

changes multiplied population figures and changed the face of the world.

Some of these ideas had been developing during earlier generations.

For instance, Gresham's law, the "law" of Sir Thomas Gresham
[1519?—1579] which points out that a legally overvalued (bad) money ends

up driving a legally undervalued (good) money out of circulation. This

regularity in the field ofmoney had been noted earlier by the Greek comic

dramatist Aristophanes [448?-?380 B.C.] in The Frogs and by the French

bishop Nicolas Oresme [1320P-1382]. However, there had been no
realization that similar regularity existed also in relation to the concatena-

tion and sequence of phenomena in the marketplace. The recognition

of regularity in the broader field of market activities was an achievement
of the human mind, a mental accomplishment. As a result of this new
knowledge of regularity in the marketplace, people began to look on all

productive activities from a different viewpoint.

The question has been raised as to why the ancient Greeks, for

example, whose knowledge of science was so far advanced, did not
make practical use of their discoveries. It has been said that they had the
scientific knowledge to develop railroads, but they didn't. Why not?
Their progress was handicapped by certain ideas. One idea that held them
back, an idea which still prevails today is that of "technological unemploy-
ment," the idea that improved methods of production lead to unemploy-
ment. Because of this, it was considered a crime to deviate from traditional
methods of production, no matter how unsatisfactory the old methods
were. The idea did not occur to them that reducing the amount of labor
required for the production of a certain amount of goods or
Items would make possible the freeing up of materials and labor for the
production of other items.
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The second idea that handicapped the Greeks' development was that

they looked on a business deal as one-sided—the seller profits, the buyer
loses. This attitude was especially important in its efFect on international

trade. This old superstition that foreign trade will create unemployment
still prevails today Many people still believe that the advantage to be
derived £k)m foreign trade comes from exporting, not from importing.

If this were the case, it would mean that the advantage to be derived

from buying a loaf of bread would come from "exporting" the money,

from spending the money to obtain the bread, and not from getting the

bread itself.

Because it was considered a crime to depart from traditional methods

of production and trade—and any changes are necessarily always innova-

tions

—

we are apt to ignore another development, a new idea heretofore

unknown. We are blind to the great changes that took place, not only in

production, but also in consumption.We see the mass production, but fail

to see that this mass production was produced for the satisfaction of the

needs of the masses.The guilds and handicraftsmen of the Middle Ages had

produced for the well-to-do. Before the Industrial Revolution, and in the

early days of the Industrial Revolution, there was a great trade in second-

hand clothing. Clothes that were made to order for the well-to-do were

bought secondhand by the poor. This trade in secondhand clothing, a really

important part of the economy, disappeared as a result of the development

of modern methods of production.

The Industrial Revolution started by producing for the needs of

the poor, of the masses. Mass production started by producing the

cheapest and the poorest things. The cotton industry was one of the early

developments of the Industrial Revolution. Cotton was a poor man's

material—no member of the upper or middle classes wanted cotton. The

quality of mass production improved only when the conditions of the

masses improved to the extent that they also became biased against cheap

products. Not so long ago no lady or gentlemen would have bought

factory-made shoes, or ready-made clothes. Not until 100 or 120 years ago

could one even buy a ready-made shirt in Germany All these

industries have developed during the last 100 to 150 years.

As a consequence of the Industrial Revolution in the West, an

enormous gulf developed, a gulf which today separates the West from the

East. The East still clings to the idea that once hindered the development

of capital in the Western world, the idea that one man's wealth is the cause

35



THE FREE MARKET AND ITS ENEMIES

of the poverty of others. The concept of the "underdeveloped nations" has

arisen and the idea that it is necessary to give them technological advice,

i.e., "know-how^." This is really ridiculous! There are lots of Indians,

Chinese, and students from other countries in our universities who are

very capable persons and who are acquiring know-how. And even if they

weren't, many Americans would be willing to go to those countries to

work and to give advice. What they really need is the capital. What is

lacking is capitalism.

What is the use of economics, of theoretical economic discussions?

AU the achievements of the physical and chemical sciences would have

remained a "dead letter," without any significance for real life if the ideas

spread by the economists of the eighteenth century about the division of

labor, freedom of exchange, and so on, had not paved the way for the

practical appHcation of those scientific discoveries. And yet some people

today still look askance at innovations. For instance, a German professor,

who was considered an eminent economic historian and was an honorary

member of many societies, said in one of his last books that it was a very

serious drawback that our social institutions permitted everyone the

opportunity of producing an invention to put it into practical use. He
beHeved that no harm could come from putting inventions in museums,

but unless they were miHtary inventions, that is where they should remain.

(This was the basis of the Fuhrerprinzip—the idea that the all-knowing

Fiihrer should give the orders and that the Fiihrer receives his orders

directly from God, who is the Fiihrer of the Universe.) Scientific advance

may be hindered to a certain extent but, by and large, it is impossible to

stop it completely.

Some people consider scientific progress "material." To aim at nothing

but improvement of the material or external conditions of life—better

food, clothing, homes, and so forth—they called "materialism." They said

people who have such goals care only for the "mean" necessities of daily

life. On the other hand, they think they are ethical and that they display

idealism by disparaging such material improvements. But let us see.

One of the consequences of the Industrial Revolution was that the
world is now populated by many more people than could have been
supported before. Each individual in the capitalist countries also lives at a

much higher standard of living than before. This means that the average
length of life is much longer. The growth in population was not achieved
by an increase in the birth rate, but by a decrease in the mortality rate.
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especially of infants. Queen Anne of England, the last reigning member of
the Stuarts, had seventeen children, but not a single one lived to reach

adulthood. This situation had serious significance for England; it created

the historical and religious problem of the Protestant succession. As further

evidence of the extent of infant mortality, most of the charming children

in the Habsburg famihes thatVelasquez painted died in childhood.You may
call the improvement of living standards brought about by the Industrial

Revolution "materialism." But from the point of view of the parents,

the improved life expectancy of their children may not have seemed

merely materialistic.

Engels said people must eat before they can develop philosophical

ideas. With this I can agree. The Europeans are now claiming that they are

fighting the *'Coca-Cola civilization," but it would be a mistake to say that

capitalism has developed nothing but Coca-Cola. Capitalism has certainly

led to philosophical and theological improvements also. In the light of the

great scientific discoveries of the nineteenth and twentieth centuries, to say

that the capitalist economy is the "Coca-Cola civilization" would not seem

to be an "unbiased" statement.

Several rights and liberties developed with the Industrial

Revolution—policies of economic freedom both in domestic and foreign

trade, of sound money and of abstention from government interference.

These are policies, not scientific truths; they are policies based on value

judgments that arose because of knowledge that had been developed. We

must realize the relation between knowledge and values.

It is easier to grasp this distinction in the field of medicine or

chemistry. Scientists may establish the fact, for instance, that drug A is a

poison, but they do not issue a value judgment on the drug. Pathology

and chemistry do not say how a chemical should be used. Their task is

accomplished when they determine whether it will, or will not, prolong

human life. The decision whether or not to use the poison, and how, must

come from somewhere else, not from the chemist or pathologist; that

decision must come from a value judgment. If a doctor cannot save the hfe

of both mother and child, a dilemma results: Whose life should be saved?

The answer does not come from medical science; it must come from a

judgment of value.

In the field of social relations and human conduct, science provides us

with existential propositions, statements as to the consequences of certain

causes. There is a fundamental difference between such statements of fact
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and the judgment of value which tells us what alternative is more

desirable, more preferable.A value judgment tells us what ought to be from

the point of view of those who share the same values.

It would appear that the importance of economics for daily life is

small. But that is not true. Actually economic theory is very important. In

order to take the proper steps to attain a specific goal, we must first be

familiar with the actual state of affairs—the existential situation. But then

we need economic knowledge, economic understanding, to make

decisions, to act, to make value judgments. To judge the importance of

economic knowledge, consider the case of Iran.When she confiscated the

property of the Anglo-Iranian Oil Company recently and nationalized the

oil industry, she wanted to improve the situation of her people.' The

question is whether or not the policy she is following will have that effect.

The classical economists introduced the term "the rightly understood

interests." There are various "runs" of different lengths of time. To deter-

mine "the rightly understood interests," one must consider all possibilities

because the short-run end is often different from the long-run end. One
of the most popular attacks on economics is that economists take only the

long run, not the short run, into consideration. But that is not true.

Economists simply point out that there is a distinction between the two.

One is apt to prefer short-run interests to interests in the long run, but

this doesn't mean one must consider only the long run. Governments

seeking to remedy economic ills by various interventions may not destroy

the capitalistic countries in the short run. Some poisons act quickly, others

more slowly. Like a slow poison, government interventions may bring

about consequences in the long run which are disastrous, even from
the point of view of precisely those persons who wanted to resort to

these measures.

John Maynard Keynes [1883-1946] said, "In the long run, we are all

dead." This is my only point of agreement with Keynes. Even though this

idea is correct, it means no more than does the remark of Madame de
Pompadour, mistress to King Louis XV, whose role it was to console the
king when his armies were threatened

—
"There is no reason to worry.

1 [On April 30, 1951, the Iranian Parliament under Premier Mohammed Mossadegh
enacted legislation, retroactive to March 20, 1951, expropriating the property of the
Anglo-Iraman Oil Company and nationahzing the industry "[f]or the happiness and
prosperity of the Iraman nation and for the purpose of securing world peace."—Ed-l
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*Apres nous le deluge.' " Fortunately for her, Madame de Pompadour died

early. But her successor as Louis XV s mistress, Madame du Barry, was not

so fortunate—she survived the short run but lived to be executed in the

long run.

But Keynes's ideas are unsatisfactory even from his point of view. His

credit expansion theories bring about an artificial boom which eventually

must turn into a depression and crisis. The unwanted consequences may
appear several times during one's lifetime, not only after one's death.A man
living today may have seen the depressions of 1907, 1921, 1929, 1937, and

he may live to see yet another.

Economics merely sutes that there are both short-run and long-run

consequences. One must consider both. Decisions should be made in the

light of all knowledge available. Economics doesn't say, for instance, that

free trade is better than protection. Economics merely points out the

differences between the consequences of the two. Economics merely states

that protection is not a way to improve the general standard of living.

But this does not apply to cases in which a protective tariff is advocated

for other reasons. For example, when the United States reaUzed the threat

to her supply lines on the eve of World War II, she could have introduced

an import duty on natural rubber and subsidized synthetic rubber

manufacturers. But this would then have been considered a "defense"

expenditure, not a choice based on economics, and it would have been

judged from the point of view of defense.

What the economist provides is not judgments of value, which no

science may issue, but the information one needs to make value judgments

and decisions. The valuation, the judgment, rests with the individual, with

the people, and with the voters.

The idea of the neutrality of science has been criticized, especially

by those who wish to elevate certain judgments of value to a higher

degree, to the dignity of a rule which everybody must obey In Germany,

especially after the War of 1870, the German professors who taught

the economic aspects of political science considered it regrettable

that there should be tolerance, understanding, peace, and good will

among the nations.

The idea of the neutraHty of science {Wertfreiheit—freedom from

value) is the most characteristic development of science. Because economic

science is neutral, this does not mean that it doesn't deal with practical

problems; it only means that it doesn't explain the meaning of human
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acrion. But it is precisely because of its neutrality that people with different

cvaluiUions are able to live peaceably together. This is one of the most important

ideas that came out of the Industrial Revolution and the development of

modern science. It was an idea that was absolutely foreign to the most

eminent minds of the sixteenth century.Very few persons then could have

understood that people with different reUgions, values, and ideas, could Hve

together in the same city, the same country, or the same world.

The peaceful exchange of ideas and the peaceful coexistence ofpeople

with various ideas were in triumphal progress at the beginning ofthe nine-

teenth century There was then a development toward freedom and peace,

especially toward intellectual freedom for ideas, toward the elimination of

government cruelty in punishment and of government torture in criminal

procedure, and also toward an improvement in the standard of living.

People came to beHeve that this development toward freedom and peace

was inevitable. In the nineteenth century they were friUy convinced that

nothing could stop this trend toward more freedom. The Manchester

Chamber of Commerce in Great Britain even declared in the 1820s that

the age of war was gone forever. That was the bloodless economic theory.

There need be no war if there was free trade and representative govern-

ment. But these same people failed to realize that a reaction had already

started. A movement was developing in the opposite direction.

Among the opponents of the idea of freedom was Auguste Comte. It

is this reaction against freedom that splits the world into two camps today.

Paradoxically those who support the groups that favor imprisonment,

persecution for deviations, and so on, are called "progressives."

The "ethical economists" who opposed the "materiahsm" of the

bloodless economic theory of the British, became the predecessors of
what was later called Nazism. The Nazis, imitatmg the Marxists, would
tolerate no opposition. A good German could have only German ideas;

everybody should be forced by the laws of nature to think according to
the "natural" interests of his race or nation. The Nazis had difficulty

explammg such persons as Beethoven, Goethe, Kant, and so on, all

Germans, but Germans who had un-German ideas. Now, in view of later

events, we can ask whether or not these Nazi ideas, miposed on the
German people ostensibly for their own good, were really so usefril to
them in the long run.

Some modern communists allege that they anticipated the success of
Nazism. But they did not! On the contrary not a single one foresaw it. In

40



CAPITALISM AND HUMAN PROGRESS

Germany at the end of the 1920s and the beginning of the 1930s, the Nazi

party first made its appearance. Neutral observers said, "It is true; they are

getting some votes, but it is impossible for Germany to go Nazi. Look at

the statistics. A majority of the Germans are workers and Marxists.

They will never give their votes to the Nazis." This shows that one cannot

anticipate history. One can make prognostications, but whether or not

these prognostications will be correct is questionable.

A group with special interests is likely to be in the minority.

Catdemen, dairy farmers, cotton growers, wheat farmers, and so on, are all

minorities with special interests. But if government intervenes, alliances

may be formed among such groups, even though their interests are not

identical, even though they may be in opposition to one another.The same

situation exists with respect to labor—garment workers, railroad men, coal

miners, and so on. In political life, the thing we have to face is not

pressure groups formed because of natural common interests but pressure

groups made up of government-promoted alliances of several minorities.

Privileges are of benefit only when they are granted to a minority.

Under certain circumstances minorities may secure certain privileges for a

time but eventually the advantages will deteriorate, especially for farmers

when people begin to realize the various consequences. It is not difficult

to convince the various minority groups that they are losing more on the

one side than they are receiving on the other, so such alhances can be only

temporary. In a representative government a minority can never secure for

itself a privilege except in alliance with other groups. Only when people

have true knowledge, will they reap the benefits.

Before the Nazis, Germany was called the nation of the poets and

thinkers.The Nazis developed a theory of all-round protection, protection

for every kind of national organization and for all national production.

They did not realize that if you protect everybody to the same degree

everybody wins exacdy as much as a consumer as he loses on the other end

as a producer. If this happened in Germany, the land of poets and thinkers,

what can you expect of other countries? The consequences lead to the

desire for another system, so the people vote for a government that will

protect them from their own ignorance.

In the long run, every country must be ruled in agreement with the

ideas of the majority. If the country's government is against the people's

ideas, then sooner or later the majority will cause a revolutionary upheaval

and eliminate the leaders. In "First Principles of Government," an essay by
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David Hume, he states that in the long run it is opinion that makes govern-

ment powerful. For this reason, representative government is good; it

reflects opinion. And the next election removes the disagreement.

If the majority is dominated by bad ideas, nothing can be done about

it except to try to change the bad ideas. This is the business of writers,

authors, economists, and so on. Unfortunately there are many bad writers,

bad authors, and bad economists. Still, there is no substitute for trying to

substitute good ideas for bad ideas. In the field of state, government, and

economic organizations, the consequences of a policy appear only after a

very long time and when they appear they are only historical facts. Since

it is difficult to ascribe them to one definite cause, changing ideas

may be very difficult. Still the only way to deal with bad ideas is to try to

substitute good ones.

The social philosophers and the economists of the eighteenth and

early nineteenth centuries especially were imbued with the idea that

progress toward better conditions and toward more freedom would go on

forever. They did not anticipate the events of our age.

All we can know about the future is through the methods of historical

understanding and this does not give us certainty. However, the fact that

the future is uncertain and that we are free acting individuals are one and

the same fact. If the future were known, then we wouldn't be men, we
wouldn't be free and we wouldn't be able to make decisions and to act.

We would only be ants in an anthill. There are pressures in the present

world which are trying to convert men into ants, but I don't think these

tendencies will succeed!
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6th lecture

Money and Inflation

One of the problems with which an economist must struggle
is the fact that the terminology of business was developed prior to the

development of economic theory, so that the language is not particularly

appropriate for dealing with economic problems. One such case, which has

resulted in real difficulty, is that of the money market.

At the end of the eighteenth century the British economists found the

"money market," which was concerned with the lending of money to

businesses. The terms "demand for money" and "supply of money" were

already in use to signify the demand for, and supply of, loans. These terms

were so firmly established that they could not be used for deaHng with

monetary problems, that is, for dealing with the demand for, and supply of,

money as such. On the contrary economists had to point out that the rate

of interest and the demand for loans on the market did not depend on the

amount, or quantity, of money in existence.They had to point out that there

was a demand for money, for cash money, independent of the demand for

loans. As the stock market and the money market became more

and more familiar to the people through newspaper reports, this

was difficult for them to understand. Almost every newspaper used this

business terminology to report on the state of the money market, i.e.,

the loan market.

Economists pointed out that there exists on the market a demand for

money and a supply of money similar to the demand for, and supply of,

any other article. It should be noted parenthetically, however, that this
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demand for, and supply of, money has nothing to do with the demand for,

and supply of, loans. It is significant also that while the demand for most

goods is a demand for consumption, the demand for money is not a

demand for consumption; the demand for money does not consume or

destroy the individual piece. The demand for money per se is a demand to

hold money, a demand for "cash holding."

Because future conditions are necessarily uncertain, people must keep

a definite amount of cash on hand. Should things be certain, they could

invest every bit of money for a definite time. Knowing exactly when they

would need cash, they could plan to have their investments mature at that

time. But because one cannot estimate exactly when money will be

needed, one must keep a certain amount of cash on hand or in a checking

account; one cannot lend or invest all one's cash money.

Money in circulation is the sum of all cash holdings. Concerning the

history of an individual money piece, there is no money piece that is not

held by somebody, i.e., no cash that does not occur in somebody's cash

holding. It goes from one person's cash holding to another person's cash

holding. In the case of any particular money piece, there is no instant

between these two situations. There is no such thing as money that is not

owned by someone and the disappearance of which in some way, for

instance by fire, would not hurt the individual whose money it was.

False definitions, incorrect explanations and interpretations, of money
fall into two classes, namely that money is either (1) something more than

a commodity, or (2) something less than a commodity'. But in reality

money is neither more than, nor less than, a commodity; it is everything
that a commodity is. Like any other commodity; the supply available

influences its market value and like any other commodity, it is in demand
because people consider it useful.

Because there is a demand for money for cash holdings, and because
people are ready to part with goods to get money the value of the object
used for money is enhanced by this demand. The value of gold mcreased
when it came into demand for monetary purposes. Similarly the value of
silver rose when it was demanded as money When money conditions
changed in the course of the nineteenth century and silver became less

important for use as money its value per unit, its purchasing power, tended
to go down.

Inflation is an increase in the quantity of money without a correspon-
ding increase in the demand for money i.e., for cash holdings. I do not
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mean to say that inflation in itself does not influence the demand for

money. The quantity of money and the demand for money are not

absolutely independent magnitudes. The demand for money for cash

holdings depends on the individual's specific understanding of future

conditions—his speculation and his ideas about the future.

At the start of an inflation, that is, at the beginning of an increase in

the quantity ofmoney without a corresponding increase in the demand for

money, it causes a rise in prices.Then, if the people have learned something

from theory or from history, they may anticipate still further price

increases. In that case, they expect prices to rise and the purchasing power

of each money piece to decline and they will tend to restrict their cash

holdings, as compared with what they would have in the absence of such

speculation as to the future purchasing power of money. This depends on

the speculative reaction of the public. On the other hand, if people think

prices will drop, there will be a tendency for them to increase their cash

holdings in the expectation that the purchasing power of money will rise.

By and large, an inflationary change in the purchasing power ofmoney

is caused by the fact that a few people are quick enough to realize what is

going on and to adjust their activities to the inflationary policy of the

government.They do not always have great minds. Nor are they necessarily

more intelligent than others. They just react more quickly than others. In

Germany and Austria when there was inflation after the first World War,

some "silly speculators" were pushed by accident into buying stocks on

margin. It was not that they were clever, but the bankers were less clever.

The banks held the common stocks, financed the sales, and sold the stocks

to some speculators on margin. In a very short time, the speculators

became extremely rich. And then very soon they lost what they had

gained because they didn't know what was going on.

Not everyone distrusts their government in this respect, as these quick

ones must have. So long as those who are quick in anticipating inflation are

in the minority and the slower ones are in the majority, so long as the

housewife postpones purchases in the beHef that prices will drop, telling

herself that everybody, the government especially, says prices will go down,

the inflation can continue. This mentahty is the basis for inflation, the rock

on which it is built. As more and more people discover there is something

"fishy" about the government's statements and then when one day every-

body discovers it, the whole thing begins to break down. This change

comes overnight. It comes when the housewife decides it is better to buy
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immediately rather than to wait until tomorrow, or until next year, because

then prices will be still higher. In Germany after the first World War this

was called Flucht in die Sachwerte—flight into true values.

This is a characteristic of every inflation that is not stopped in time.

The first period may last many years; the government is then triumphant.

The second period lasts for only a very short time. In Germany the first

period lasted from August 1, 1914, until the end of September 1923; the

second period lasted only three or four weeks. The second period in

Germany was characterized by the fact that the workers were paid every

morning in advance. Their wives would go with them to work; each man

received his money, handed it immediately to the Mrs., and then she went

to the nearest shop to buy something—anything

—

just to get rid of the

money. To buy something was better than to keep the money which would

lose value by tomorrow.

Such inflationary adventures have happened several times in the course

of history. Most have been stopped by the governments before the second

period. The three most important times when inflation has run its course

are (1) the United States with the Continental currency in 1781, (2) France

in 1796, and (3) Germany in 1923. There have been inflations in other

smaller countries too, such as Hungary, but they were not so important.

The situation of the southern states with their Confederate currency

in 1865, was another matter. It could be said it was different because the

Confederate government itself broke down with the defeat of its forces.

In the twentieth century, Karl Helfferich 1 1872-1924], an excellent

writer and a gifted economist but who lacked the qualities that make a

man stand up for his opinions in public, invented a slogan: the money of

the victorious nation will prove to be the best and will retain its value after

a war. But this has not been the case in history. In the United States in

1781, the colonies were victorious; they had just defeated a great country,

Great Britain, and yet the Continental currency degenerated. Also in 1796,
France had been successful in military campaigns, and yet she suffered

mflation. Helfferich was doubly wrong when it came to Germany—first,

m thmkmg Germany would be victorious in World War I, and secondly, in

behevmg that its money, as the money of a victorious nation, would
necessarily be good. Helfferich failed to realize that whether a country is

rich or poor doesn't matter—when it comes to mflation what is important
is Its basis for putting additional money into circulation.

Every inflation that isn't stopped in time consists of two periods— the
catastrophic crack-up boom, which is very unwelcome, and the runaway
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inflation. It is an economic law that things happen in this way. The
length of the first period depends on conditions which we may call

psychological; it depends on the minds of the people, on their judgment,

on their trust in their government. And it depends on their ideas, on the

pseudo-economics with which they have been indoctrinated. So it is

impossible to estimate how long the first period will last.

The Germans were definitely indoctrinated. They had confidence in

their government. Even as late as October 19, 1918, they beHeved they

would be victorious in the war and they thought their money was safe.

They blamed the speculators for raising the cost of the U.S. dollar. The

unsophisticated eighteenth-century farmers in the United States and in

France had better judgment in these matters than did the sophisticated

bankers in Germany. Let us not forget that the German banks broke

down in this period because they were ignorant of the problems involved

in the inflation.

This leads us to an explanation of why price controls cannot work.

The government increases the amount of money. This is the inflation.

Everybody has more cash in their cash holdings than before. The result is

that the individual has a surplus of money which he hasn't spent for

daily consumption. In his eyes this is a surplus cash holding. If he doesn't

prefer to buy some luxury goods, he wants to invest a part.The small man

invests it in savings banks or insurance policies.The big business enterprise

appears with this amount direcdy or indirecdy on the loan market. For a

while the government succeeds in keeping prices down. Price control

doesn't remove the danger. But by making it easier for people to buy at

low prices what they would have bought anyway, it increases the amount

of money in their pockets, in their cash holdings, which is available for

other purchases.

The inflations of the two World Wars in this country were com-

paratively mild because a great part of those workers who had earned

additional money tended to increase their cash holdings during the war.

The smaU worker really did increase his cash holdings in anticipation of a

post-war move and because some goods were not obtainable during the

war—radios, refi-igerators, automobiles, and so forth. This is a characteristic

of the first period of inflation. Remember the housewife who says, "let us

keep the money; next year prices will be lower." But as soon as people

discover that things may be otherwise, the catastrophe may occur. These

explanations of the simple man make the situation critical and dangerous.

Today [1951] there is still powerfial resistance to inflation. There is still
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a lot of talk about the necessity of restricting inflation. It is true that

90 percent of this talk is just nonsense consisting, for instance, of plans

to conceal the inevitable effects of the inflation by price control. But

nevertheless, as long as there is such a resistance and as long as the govern-

ment and Congress are forced to concede that there is danger in inflation,

the danger is not yet great. The breakdown occurs v^hen government

officials no longer care what happens and fear that they may not be in

control later.

During the last World War in most of the countries the economists

were prevented from saying what was happening in their own country

because of censorship. Or they were prevented from talking because they

were in the army. But in the first World War, not all the countries were

involved. In Sweden, which was neutral, there was an economist. Professor

Gustav Cassel [1866-1945]. As a neutral, he had the privilege of visiting

Germany one week, England the next, and in between of stopping in the

Netherlands and Belgium. He wrote about what he saw. Cassel told the

Germans, "You are inflating your currency and your profits are not real

profits but illusionary profits." He told them they must take the additional

money out of the system (1) by taxes and (2) by loans. But the Germans
did not have the courage to tax those who had received the extra part of

the money. They tried an excess profit tax, which removed only a small

part. They tried loans in this way—in order to buy 100 Marks of such a

loan, the citizen had to pay only 17 Marks and the remaining 83 Marks to

pay for the loan were provided by the governments printing new
banknotes. Thus, every new issue of bonds meant an increase in the

amount of money. This shows how even the best advice is useless in the

hands of people who have such ideas.

Now I want to deal with the second problem. In the second part of
the eighteenth century, Great Britain was on the gold standard. This was
evident to everybody because there were gold coins in use every day in

daily business transactions. Also in use were notes of the Bank of England
and, at that time already the beginning of checkbook money The
banknotes were used as money substitutes and were redeemable immedi-
ately without any delay or excuse. This was the gold standard as it existed
in England in the eighteenth century, and as it was adopted in the course
of the nineteenth century by the more important continental countries
of Europe—France, Germany the Netherlands, Belgium, and the
Scandinavian countries.
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Adam Smith had suggested that if all travel could be done by air, the
land then used for roads could be put to more productive use such as

farming. In this same vein, economists began to ask whether or not it was
really necessary that mankind devote a part of its toil and trouble to the
production of precious meuls in order to have a good currency If one
could construct a currency with less expense, it would be advantageous. In

1819, Ricardo reasoned that one could do away with gold coins and have
only banknotes which should be redeemable, not in coins, but in ingots,

bullion. This gold bullion could be used for international transactions.

This would save the money involved in making gold coins in smaller

denominations. For more than 60 years Ricardo's suggestion remained
a "dead letter."

In the 1870s, countries, that were having a hard time financially and
yet wanted to get on the gold standard in the cheapest way discovered this

solution of Ricardo s. It was called the "gold-exchange standard." Toward
the end of the nineteenth century and the beginning of the twentieth,

many countries adopted this type of gold-exchange standard. It differed

only in degree from the classical gold standard. On behalf of the American

pubHc, Professor Jeremiah Jenks [1856-1929] of New York University

studied this gold-exchange standard in the Far East— the Malayas,

the British West Indies, and so on. He was enthusiastic, as was his assistant,

Professor Edwin Walter Kemmerer [1875-1945]. People didn't see

anything questionable in this theory. I can't say that I was enthusiastic

myself, but I couldn't see any reason why it shouldn't be adopted. One
German economist said that by concentrating all the gold in the hands of

the government, it would make things easier in time of war. What it does

is to make it easy for the government to manipulate the currency, which

always means to manipulate it downward, thus preparing the way for

inflation. When a country has a gold-exchange standard and no gold in

daily circulation, no one realizes what it means when the government

declares that banknotes are no longer redeemable.

When the first World War broke out all the countries went on the

gold-exchange standard. There was still a Htde gold in circulation, but

not very much. Even the countries on the gold standard had gradually

approached the gold-exchange standard more and more. Soon in place of

the gold-exchange standard fiat money standards came in all countries.

After the war, all countries were eager to return as quickly as possible to

the gold standard. But most only returned to the gold-exchange standard
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by making the domestic currency redeemable in foreign exchange, and

giving that to the people instead of gold. But in 1929, with the crisis,

people began to advocate something else.

The gold-exchange standard w^ith a flexible parity was known as the

flexible standard. When the banks had issued banknotes they really

redeemed the money; a discrepancy ofone-tenth in the parity at which the

notes were redeemed was considered disgraceful. (Incidentally, in the

1870s, French banking was centered in Paris and the gold was in Paris,

which was in the hands of the Communists.Yet even then a deviation fix3m

parity of 5 percent in the currency was considered terrible. Today [1951] a

currency is considered stable if it deviates no more than 20 percent.) The

redemption of their notes by the central banks was controlled by the

pubHc, because the central banks were obUged to publish a statement every

week telling the public the whole situation.

Step by step, governments acquired the opportunity to replace the

gold-exchange standard with the flexible standard, which meant parity

was no longer determined by law but perhaps by a bureaucrat. Bank

transactions were transferred from the bank to a new agency. In Britain,

this was the Exchange Equalization Account. First of all, parity was no
longer fixed in the same way as before; it was surrounded by secrecy. From
time to time the newspapers printed a statement that the currency was

weaker, which meant that the bureaucrats had changed the parity a little

bit. From time to time it was changed to a greater extent depending on the

country and so forth. Devaluation could occur even in a country osten-

sibly governed by democratic methods. In Switzerland in 1936, even
though assurances had been given that the Swiss franc would not be
devalued, it was accomplished in half an hour by a meeting of Parliament.

They really had no choice—the preceding policies, such as subsidies to

agriculture, the watch industry, the hotels, and so on—had put them on
the spot. And even in such a democracy, the change was accomplished by
administrative action.

The flexible standard was defended by Keynes and his followers as

a great thmg, but it disappeared when something even "greater" was
substituted. Great Britain's return to the gold standard at US$4.86 in
April 1925, had led to higher import prices, declining exports and
unemployment. In 1931 [September 21], Britam abandoned the gold stan-
dard and the value of the pound sterling was left to fluctuate. It dechned.

Money is like any other commodity. As there is no custom line
bet^veen Manhattan and Brooklyn, prices mcrease between the two
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boroughs only by the amount of transportation charges. If there were a

custom barrier, conditions would be different. So it is with money.
If Brooklyn had a separate coin system from Manhattan, the exchange
ratio between these two moneys would be estabhshed at such a height

that it would make no difference whether the commodity was bought

in one place or the other, with one money or the other. Should a

difference appear, immediately there would arise an opportunity to

make an advantageous deal. This advantage would continue until the

difference disappeared.

We speak in the same way of Great Britain's devaluation in 1931 when
it went off gold, and her devaluation of two years ago [September 18,

1949] when the rale was changed from $4.03 to $2.80. But these are two

absolutely different things—they have nothing in common. In 1931, when
the British abandoned the gold standard, the amount of foreign money or

gold that the owner of a British banknote had been able to obtain was

reduced. It was intended by this means to keep the British currency stable

with reference to foreign currency. The British government assumed a

monopoly in the trade of gold and foreign exchange and the right also to

expropriate foreign exchange. In revaluing, what they had had in mind was

changing the rate at which British holders of foreign money would be

indemnified on the one hand, and on the other hand the rate at which the

importer would get his foreign exchange from the British government.

Two years ago in Great Britain, the $4.03 parity was a historical fact

like any other historical fact. It was a parity defacto—it was the legal norm

for the expropriation of Britishers who owed foreign money, and the price

they had to pay for foreign money. But in fact the pound on the world

market was worth only $3.00, more or less. In a treaty with the United

States the British government promised that on a certain date they would

again begin to redeem their currency against gold, dollars, and so on. But

the British government no longer had clever bank-economist advisers.

They had not considered what it would mean if it should be possible to

redeem the money in London in the relation of three to four; anybody in

the world would be able to buy a pound for $3.00 outside the United

Kingdom and then sell the same pound to Great Britain at $4.00. After

four or six weeks they discovered that this was completely unreaUstic.
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7th lecture

The Gold Standard:

Its Importance and

Restoration

The question which I want to treat tonight presents an excellent

opportunity to illustrate one of the points made in the epistemological

lectures—to explain the difference between economic ideas and judgments

of values. As an individual I have a very definite idea of the political

problem involved. The important point is that everybody who wants to

arrive at such a judgment of value should know why he is doing this and

he should understand the consequences of his action.

The question is how to return to the gold standard. And at what parity

the return of the United States to a gold standard should be effected.

We assume that we should return to a gold standard. A fiat money
system cannot go on forever and must one day come to an end. The gold

standard under present conditions is the only standard which makes the

determination of the purchasing power of money independent of the

changing ideas of political parties, governments, and pressure groups. The
question is how should this return be effected—by accepting a gold price

of $35 an ounce? Or by determining the price of the ounce of gold

according to the market conditions at the time of the transition?

First of all, we must know why such problems are important. They are

important because changes in the purchasing power of the monetary unit

must necessarily bring about social consequences with respect to the

income and wealth of various members of society. If the changes brought

about by a shift in the money relation, that is by an increase or decrease in

the quantity of money in relation to goods and services, would affect the
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various commodities and services to the same extent and at the same time,
then the only consequences would be its repercussions on the content of
old contracts concerning deferred payments, loans, and so on.

Let us deal with the social consequences due to the unevenness and
lack of synchronization in the change of purchasing power brought about
by inflation or deflation. Should these changes occur everywhere at the
same time and to the same extent, people would discover one morning
that the purchasing power of the monetary unit had changed overnight.

But otherwise there would be no difference; the prices of the services they
had been selling would also have changed by the same amount and in the

same direction.

In inflation, the additional quantity of money enters the economic
system through the wealth or income of definite individuals. If the

government prints the money, the government is the first to get the new
money. Additional demands and offers raise the prices for the products the

government wants to acquire. The persons selling the commodities and

services the government wants sell at higher prices. Then munitions

workers, munitions entrepreneurs, and the soldiers all receive more than

they did yesterday. These persons, in whose cash holdings this

additional money appears, are in the position of being able to offer more

money for their purchases. They have more money and larger incomes.

Consequendy they can spend more and they offer higher prices for the

commodities they purchase. But these people don't buy everything.

Perhaps they buy beverages but not books.

There is now a second group favored by the increase in the amount of

money, let us say the beverage producers who are getting more for the

services and commodities they sell. The members of this second group are

now in a favorable position because the services and commodities that they

wish to purchase have not yet been affected. But other individuals

—

teachers and ministers, for instance— are still paid the former rate; in

spite of the fact that the additional money has not affected the services

they are selling, they must pay more for commodities that others have bid

up in price.

In such an inflationary period there are losers and winners. The

winners are the munitions workers, those seUing products which go up in

price at an eariier date than the commodities they are buying. As long as

this continues there are problems every day The winners are satisfied and

keep silent; they don't write letters to the editor to say that this is a

wonderful thing. The entertainers, beverage salesmen, and others do good
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business at the time—they are the winners—they don't talk, but they

enjoy prosperity and spend. The losers are the other way round. Those at a

disadvantage feel it.The housewife whose husband is still earning the same

salary and has a number of children to feed is at a disadvantage. Until the

inflation ends and for a long time afterwards there are losers and winners

because such maladjustments exist. One hears in pubUc only the voices of

the losers.

In deflation, the same thing happens, but the other way round. There

is a decrease in the amount of money. Those whose selling prices drop

first of all are the losers; the winners are those whose selling prices drop at

the end.

These price changes are the most spectacular effects of inflationary and

deflationary changes in the amount of money.

Another characteristic of inflation is that all deferred payments are

changed in their importance. If on the eve of the inflation you had

borrowed $100 which could at that time buy ten As and if after six months

as the result of the inflation, $100 can buy only five As, what you pay back

to the creditor is worth less than before. You could, therefore, borrow

money, buy ten units ofA, wait six months and sell five units ofA for $100

to pay back your loan; your net inflation profit would be five units of A
worth $100; you, as the debtor, profit. The man who saved, the creditor, is

hurt by the inflation. In order to deal with today s problems, these things

must be kept in mind.

Before the war of Great Britain against Napoleon from the beginning
of the nineteenth century to 1815, there had existed in England the clas-

sical gold standard—there were gold coins, and there were banknotes of
the Bank of England in use as money substitutes. The Bank of England
notes were redeemable in gold on demand; the paper was a gold substitute.

Because people could get gold without delay Englishmen took the notes
without any hesitancy This gave the government the idea of borrowing
from the Bank of England and the British government found that was the
easiest way to get money As a consequence of their borrowing the quan-
tity of domestic money increased and prices rose.With the rise of prices in
Great Britain and not in foreign countries, merchants found it advanta-
geous to import. In order to pay for these imports it was necessary to
export gold. So more people asked for redemption of the banknotes. The
managers of the Bank of England became alarmed and feared bankruptcy
The government suggested a very easy remedy; they passed a law relieving
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the Bank of England of the obligation of redeeming their banknotes; they

suspended the payment of specie.The law made meaningless the statement

on the banknotes that they could be redeemed.

The government borrowed more and more. A higher price for gold

resulted. Gold coins were handled at an additional premium. The official

rate before the Napoleonic Wars was one ounce of gold to jTi 17s lO'^d.

In 1814, shortly before the end of the war, the actual price in terms of the

Bank of England notes was 0> 4s. The gold price had risen almost 50

percent in terms of British pounds; in other words, the value of the British

pound had declined.

After the war of Great Britain against France ended, Great Britain

decided to return to the gold sundard.The only method considered was

to deflate and return to the pre-war parity—^^3 17s lO'/jd per ounce of

gold. So they reduced the amount of money; they contracted. To deflate

the government must borrow from the public—not from the banks. And
it must not spend the money which comes in; it must destroy it. This is

difl^icult as you can imagine. You will rarely find Ministers of Finance who
are ready to do this. But at that time it occurred—because they believed it

was the only "honest" and * just" way.

Now, let us see how "just" and "fair" such a method is. If a man had

contracted a loan before 1797, and had not yet paid it back, it would have

been correct to say he should pay the pre-war value. But don't forget that

many people had borrowed money during the period of the suspension of

specie payment on the part of the Bank of England. Many British farmers

especially, who wanted to improve their property to assist England to

survive the war when imports were not easy, had mortgaged their farms

and received the devalued or "light" pounds. And now came a law which

required them to pay back "heavy" pounds. Is this "fair"? Is this "just"?

For these farmers there was still another complication. When peace

returned, imports increased and they had to compete against more imports

than before the war. While their debts and their payments of interest

and principal increased, the price of their products dropped. These two

factors contributed to a tremendous agricultural crisis in Great Britain

in the 1820s. Among the important consequences of this crisis was an

intensification of the Corn Laws, which were later abolished in the 1840s.

The government was also a borrower and had borrowed "light"

pounds. Yet according to the new law the government—which was the

taxpayers—had to pay back "heavy" pounds. Thus a privilege was granted
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those persons who had bought government bonds with "light" pounds and

who were repaid in "heavy" pounds.

There also resulted all the consequences of price changes. There were

winners and losers. This brought about a very great powerful drive for

inflation in Great Britain, led by the so-called group of "Birmingham

Litde Shilling Men." After some years, when all the changes had been

effected, the crisis disappeared. Part of the nation had been enriched at the

expense of others who were impoverished. Finally Great Britain enjoyed

stable money again.

During the firstWorld War, the British government again embarked on

an inflation.The pound was devalued against its gold equivalent.Then after

the war the government wanted to return to the gold standard. But again

they didn't realize that to return to the gold standard at the pre-war parity

of the pound would bring a sequence of events similar to that which

occurred after the Napoleonic Wars. It was inexcusable that the great

British Empire did not know how to go about it. They didn't understand

the theory, nor did they know the history. They had had the experience

but didn't recognize it.The situation was once apdy described by a Swedish

man [Count Oxenstierna] who said, "Dost thou not know, my son, with

how little wisdom the world is ruled."

In 1922, Lord Keynes had already written a book in which he pointed

out that domestic stability is more important than the stability of foreign

exchange rates. I remember when I had a talk several years before this

occurred with a British banker, not a socialist agitator, who told me,
"Never again will the British people have to pay a higher rate of interest

to the usurers of the world market for gold in order to keep a British

currency at parity." These were the ideas that prevailed, you know. And it

was the same in this country.

When Britain returned to the gold standard after World War I, the
ChanceUor of the Exchequer at the time [1925], Mr. Winston Churchill,
returned to the pre-war parity of the pound. He didn't know that
conditions were different in Great Britain than in other countries. London
was the banking center of the world before the first World War, and for this

reason foreign nations kept considerable amounts of deposits with the
British banks. When war comes, these foreign deposits are caUed "hot
money," because depositors fear inflation and devaluation of the pound.
They are anxious to withdraw their money but wiU wait if they believe
that Great Britain will return to the pre-war parity.

The British didn't know what they were doing in 1925 in returning
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to the gold standard. Even the most stupid man in England should have

known that the British labor unions v^^ere adamant in their demands for

higher wages and that wages had been raised to such a point that there was

permanent unemployment, with millions of persons out of work. Yet, in

the face of such a situation, the British government increased the value of

the pound. They made the "light" pound the "heavy" pound, thus

increasing the real wages of workers without any change in the number of

jobs.The result was that British production costs, which were already high

under the existing wage rates, too high for the world market, were

enhanced even more.

Great Britain made a bad mistake by returning to the pre-war parity

of the pound in 1925. This added to the income of persons who had

bought bonds or otherwise lent money in "light" pounds.The government

had to collect more taxes to repay those bonds in "heavy" pounds. A
catastrophe resulted. The United Kingdom cannot feed and clothe its

population out of domestic resources; it must import food and raw

materials and pay for these with manufactured goods, most of them

produced fix)m imported raw materials. They found themselves in a

situation where they were unable to export enough to preserve their

standard of living. Labor unions would not consider a reduction in wages.

To avoid hurting the interests of those who lent "heavy" pounds, it

would not have been necessary to return to the pre-war parity. It could

have been arranged that a loan contracted in 1910 would be paid back in

a higher number of pounds than when contracted. Although this might

have helped, it wouldn't necessarily have been "just" or "fair," because the

bond might have changed hands several times.

Because of the problems that developed, the government capitulated

in 1931, by devaluing the pound four times more than it had been

devalued before 1925. This meant that Great Britain, still a great creditor

nation, made a gift of hundreds of pounds to foreign debtors who, after

1931, could pay their debts to Britain in "light" pounds. What kind of

statesmen were these? Winston Churchill, as Chancellor of the Exchequer,

was badly advised.

Now in the United States, we have the question of how to return

to the gold standard. In my opinion, there can be no question as to the

necessity for doing that. But the question is at what parity we should

return. Should it be determined through stabilization, by abolition of the

laws against holding gold, and stopping the increase in the quantity of

money? Within a short time after some haggling, there would be more or
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less a price for gold which would not affect the purchasing power. One

could then return to the gold standard. Leaving aside the problem of old

debts, this wouldn't change anything—this wouldn't destroy the whole

economic system.

But there are among the minority favoring a return to the gold

standard very eminent men who favor resumption of specie payment at the

rate of $35 an ounce. They say this is the only "honest" solution. I don't

know why these gentlemen are precisely in favor of $35. One must

stabilize at the present-day gold value of the money without deflation. To

return to the gold standard at $35 per ounce of gold would cause a

deflation, because today [1951] $35 is no longer considered the equivalent

of an ounce of gold.The price of gold is much higher, as can be seen fix>m

the quotation of the American dollar in Switzerland and other neutral

countries. If the American government redeems the dollar at $35 there

would be a tremendous withdrawal of gold from this country, which

would make the whole thing unpopular.

If one wants to deflate after considering all of the tremendous

disadvantages of deflation, if one wants to go back to an old value which
has only a theoretical value, why go back to the New Deal value, which
was never anything but a specter in the law books and never had any real

significance to Americans? Why not go back to the original old United
States dollar—$20.67? Why just the New Deal dollar? They say it is a

statutory dollar. Of course, $35 is the rate for foreigners, not for

Americans—it is a criminal offense for Americans to own gold—at which
governmental international deahngs are made. [The prohibition against

owning gold in this country has since been repealed. In January 1975,
U.S. citizens regained the freedom to buy and own gold.] Many gold
producers have been forced to sell gold. But US$35 is not the real

market parity for gold. I don't see why anyone should want to take on the
disaster of a deflationary movement. Deflation is so very unpopular. Its

unpopularity is exaggerated, but it couldn't work because people are so
opposed to it.

I see only one way to return to the gold standard—abolish laws against
holding gold, re-estabUsh the gold market and see what rate establishes
itself This would cause the least possible disruption. The greater part of
gold is outside of this country The U. S. government could keep quiet for
a time, and not enter the gold market. There would be a drop in the price
of gold on the black market. Nobody can know m advance how much the
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free gold price would be

—

but I would guess somewhere between $38 and
$40. Then we could have a gold standard.

As a citizen I have my opinion. I don't say it is wrong or dishonest to

advocate a return to gold at $35 per ounce, but I say you are living in an
illusory world if you believe it is possible to present the American people
with a deflationary program such as returning to the $35 rate would mean.
S35 is nothing but the rate of Mr. Morgenthau [Secretary of the Treasury

under FDR's New Deal). Why take the New Deal dollar? If I know these

advocates, they are not very enthusiastic New Dealers. The $35 an ounce
gold ratio started in 1934, but eighteen years have elapsed since then.

Some people believe you cure inflation by causing deflation. This is

a little like suggesting that to cure a man who has been run over by an

automobile going from north to south, you should run the car back over

him again from south to north.

I agree it will be difficult to return to the gold standard. But the first

step is to re-establish the gold market. Eventually there will be a gold price.

At first the government could say it wouldn't sell more gold at this price

than it had sold on the average, for instance, over the last ten years.

The United States went ofl^ the gold standard because it was believed

that inflation was beneficial.We wanted to adjust the standard according to

prices. We imitated Great Britain, which went off the old parity in 1931.

There was the depression and unemployment in the United States, and

consequently it was necessary to adjust wages downward. This was not

done. The devaluations of 1931 in Great Britain, of 1934 in the United

States, and of 1935 in the Latin Monetary Union took place because the

governments and the people were too weak to resist the labor unions. The

labor unions believed that the higher the wages are, the better it is for

labor. But if wages are raised above the market rate the result is permanent

unemployment. Don't believe that I am in favor of low wage rates.

However, low wage rates were the necessary, inevitable consequence of the

fact that there were more and more trade barriers in the world and

more and more capital consumption. Tariffs reduce production all over the

world and wage rates must go down. Prices are adjusted according to the

standard. Trade barriers shift. Production goes from those places in which

a smaller input produces a greater output to places where it is the other

way around.

Let us say this, for instance: If the Portuguese government raises the

tariff for something that the British used to export to Portugal, and conse-
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quently there develops in Portugal an industry of this type for which

conditions in Portugal are very unfavorable and where, therefore, the costs

of production are higher, and the British are forced to restrict their exports

and must develop other industries for which the conditions in Great

Britain are very unfavorable, the result is a general drop in productivity all

over the world. Along with this there is the necessity to consume less,

which means, for the worker, lower wage rates. And you cannot change

lower wage rates by picketing. Pickets don't keep wages up.

Therefore, ifyou say it was for the first time that a country walked off

the gold standard when there was no reason to do it in world history, I

would say it was not precisely for the first time.

The quantity of gold reserves doesn't matter. If there is not a special

reason to reduce the reserves, you must effect this transition to a gold

standard at a rate at which current transactions do not change the amount
of gold. The main thing is to find the parity at which the market can

maintain without the transfer of gold.

The black market is a market. There is nothing "black** about it. A
black market price takes into consideration the risk.When the blackness is

taken away from this market, then prices will probably drop. So will it be
with gold.

I don't beHeve the danger of a runaway inflation is imminent because

there are enough powerful people who are opposed to it to prevent it.

1 am in favor of gold coins so that the individual will be involved, so

one will reaUze when the sHghtest inflation takes place. The fact that the

individual citizen can see when the situation changes is one of the most
important checks of the Constitution against inflation.

The world is on a gold standard, but the United States is on a paper
standard. A return to the gold standard is possible economically, but not
politically The present government is built on such tremendous domestic
expenditures that if the people are not actively opposed, the government
wiU always inflate.The advantage of the gold standard is that the purchasing
power depends on conditions which are not subject to governments,
political parties, and changing codes, creeds, and desires.

There is nothing divine about the gold standard but there are
some reasons for it. The gold standard is a human institution. It has come
into use through the course of history. The gold standard prevents the
government from increasing the amount of money through inflation.

It is impossible to keep a fiat money stable. A very able economist, who
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was sometimes rather fantastic, the late Irving Fisher [1867-1947], was

convinced that you could measure the purchasing power of money. He
talked about the housewife's basket filled with $10 worth of purchases. He
believed that the purpose of keeping the purchasing power stable was to

make the monetary unit such that it always buys the same assortment of

various commodities. This is wonderful ifyou pick out as the standard lady

of the world, a certain lady at a certain time. But for only a short time, for

each person s purchases are different, and each person's purchases vary from

time to time during a lifetime. How much gasoline did grandmother buy?

How about baby food when the children are in college?

Irving Fisher neglected the unevenness and dealt only with markets as

a standard of deferred payments. He started his movement in the field of

monetary stability at a time when the drop in purchasing power was not

very great. He started it because he was in favor of the creditors, which is

remarkable in itself because very few people are in favor of creditors.

Generally people are in favor of a steady slow downward movement of the

purchasing power which favors debtors.

Sound money is that money the changes in purchasing power of

which are very slow so that they do not affect business seriously.

Gladstone said, not even love had made so many people crazy as money.
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Money, Credit, and

the Business Cycle

The beginning of money substitutes is very well known. People in

Great Britain used to keep deposits of gold with the goldsmiths

in London. Later they began to use the receipts from the goldsmiths as

substitutes for money in transactions and cash holdings. The difference

between a ticket entitling a person to a definite amount of money and a

ticket entitling him to a certain amount of bread is that if he wants to get

the bread he must cash the bread ticket, although he may use the money
ticket itself to get the bread provided the baker considers the money ticket

of value and wants to use it as cash holding.

Goldsmiths soon discovered that they could issue more money tickets,

more money substitutes, than they had gold in reserve. This meant an

addition to the nation's quantity of money in the form of fiduciary media

and money certificates, over and above the quantity of gold in reserves. A
problem arises because fiduciary media may be created out of nothing;

theoretically there is no limit—or so it appears.

The creation of fiduciary media represents a factor that brings about a

rise in prices. If the fiduciary media appear on the loan market, as an

additional supply of loan money there is another effect also; the increased

supply causes, immediately and temporarily a reduction in the rate of
mterest. There cannot be any argument that the rate of interest

is a real market phenomenon that arises out of the time preferences of
individuals; it is not solely a monetary phenomenon. However, the rate of
interest is affected by an increase in the amount ofmoney appearing on the
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loan market. An increase in the amount of money appearing on the loan

market brings about a drop in the monetary rate of interest. How does this

readjustment take place? This is the problem of the trade cycle.

In dealing with money substitutes and fiduciary media, i.e., that

amount of money substitutes in excess over the reserves of the bank, we
must never forget that the position of the banker or of the bank issuing

such fiduciary media is delicate. Only if the banker has the good will of the

people can it be assumed that they will be willing to hold these excess

money substitutes and not present them for redemption, which would

push the bank into bankruptcy. It is even more important to realize in the

first place that it is not very easy to make the people accept money
substitutes as money. Originally money substitutes were looked on with

suspicion; people were not very enthusiastic about accepting them in place

of gold. It is difiicult for our contemporaries to realize this, because money

substitutes protected by the government have appeared in recent years and

been forced on the people by the government. Moreover, today these

money substitutes have been declared to be legal tender, so that if a debtor

wants to repay a debt, the creditor is bound by law to accept the money

substitutes as if they were real money.

Propagandists who wanted to make the government pre-eminent in

the issuance of money substitutes have publicized many stories about

private money substitutes. These tales were condensed by an anonymous

American who is credited with the dictum "Free trade in banking is free

trade in swindling." Economists, however, think difl^erendy; they consider

fi"ee trade in banking as the only protection against the governments

issuance of bad banknotes.

The main problem is that unfortunately all people, even in the age

of liberalism and classical economists, consider the rate of interest as a

monetary, not a market, phenomenon. The classical economists explained

that prices and wages were market phenomena, but they were not so

anxious to say that the rate of interest was also a market phenomenon. This

is one of the weaknesses ofAdam Smith s The Wealth of Nations. He refuted

the idea that a scarcity of money can make business bad. But he was not

prepared to attack the age-old laws against high interest rates, the laws

against "usury." Jeremy Bentham, in his Defense of Usury [1787], which is

still in use today, was the first to refiate these old ideas of interest.

People considered high interest rates a barrier to economic trade and

progress, and felt that anything that might lower the rate of interest a

63



THE FREE MARKET AND ITS ENEMIES

blessing. Consequently an increase in money substitutes was considered a

blessing because with it came a lowering of the rate of interest. All other

things remaining equal, ifan additional offer ofloans by the person making

the money, by the bank of issue, is made, the would-be lender must

drop the rate of interest to attract additional borrowers. This was

considered advantageous and there was enthusiasm for it on the part of

pubUc opinion.

It is tragic and fateful that not all liberals realized that the rate of

interest was an economic, not a monetary, phenomenon.These Hberals not

only failed to fight, but they even aided the foundation of additional

government central banks with special privileges because they thought

these banks would lower the rate of interest. The consequence was a

lowering of the interest rate in the short run, a short-run boom

—

but later,

inevitably, after some time, the appearance of an economic crisis, a

depression. People began to consider periodical depressions and the trade

cycle as inherent characteristics of capitalism. This has been one of the

main arguments for sociaHsm and one of the main causes ofmaking people

anti-capitalistic. The effect of the 1929 depression in this county is still

evident in the erroneous interpretation of this experience by the people.

As a consequence of the beUef in the advantages of low interest rates,

credit expansion became very popular—at first in those countries where
there was capitaUsm and a banking system. At the end of the eighteenth

century. Great Britain was already suffering from the consequences of
recurring economic crises. Later these crises began to affect other

countries—at first the European countries that were more advanced in

capitaHsm—the Netherlands, France, and the most advanced city-states

of Germany Hamburg, and Bremen. These periodical crises came to

other countries only with the spread of capitalism. For instance, in the

depression of 1857, Austria was still rather backward in the capitalistic

development so that she was affected only very slightly The Austrian
government did something which was very spectacular for those days. For
poHtical reasons, Austria wanted to aid Hamburg. She shipped a full

trainload of silver under heavy soldier guard to Hamburg to support
Hamburg's banking system. At that time, Austria was still out of the world.
But m 1873, when the next depression came, Austria was so much
involved thatVienna was the center of the crisis.

Economists began to raise the question as to what caused these crises.
Say's Law demonstrated only what could not be considered the cause-
overproduction. A litde later a group of English economists and bankers
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began to realize that the problem was the boom-bust trade cycle and

that the cause of the bust, the depression, was the preceding boom. To
ehminate the depression the preceding boom and credit expansion by the

banks must be eliminated.

But this was not a complete explanation. It was an explanation of

conditions in Great Britain and the few countries already equipped at that

time with such a banking system. This was an explanation under the

assumption that the rest of the world did not have such a credit expansion.

For example, the Currency School argued that if there is credit expansion

in England, which results in a boom and higher prices in Great Britain

while conditions hold prices in other parts of the world stable, exports

diminish and the balance of payment becomes such that gold buUion is

shipped out of England to other parts of the world. The holders of the

banknotes seek to redeem their notes. The reserve of the British banks

drops so that the banks must restrict their issue of notes in order to protect

their own solvency. This brings about the depression. This is correct as far

as it goes, but it does not take into account the fact that all countries might

expand their currency, so that then there would be no explanation for an

outflow of money.

The Currency School s theory made one great mistake— it failed to

realize that it made no difl^erence whether inflation was caused by

banknotes or by checkbook money. Legislation in 1 844, Peel s Act, made

it impossible to expand money by means of banknotes in England and

other countries adopting similar legislation. But the legislation Umiting

banknotes said nothing about checkbook money. Consequently, this law of

1844 didn't stop booms. Another boom, based on checkbook money,

appeared already the next year, leading people to feel the whole theory

was worthless.

This Currency School's theory was the basis of the Banking School's

quantity theory of money. The British Banking School developed the

theory that there is a certain demand by business for money. If the bank

restricts its creation of bank money, checkbook money, and banknotes, to

the "needs of business," they say it can never bring about an inflation. Let

us assume that the bank of issue discounts only bills of exchange which are

the result of an actual business transaction. The cotton merchant sells a

quantity of cotton to a cotton spinner, and the spinner needs money to pay

for it. He draws the bill, which is discounted by the bank, which creates

additional money. After three months when the raw cotton has been

converted into cotton yarn and is sold, the loan is paid back and the money
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disappears. Under this system it was believed that the "needs of business"

automatically produce the amount of money business needs.

This theory was as popular in the second part of the nineteenth

century as it was false. The idea that the "needs of business" would

automatically Hmit the creation of additional money is mistaken. When it

has been appHed in practice it has resulted periodically in inflationary

booms. No one minded the booms. But the booms were succeeded by

depressions which the people didn't like.

For 50 years there was no progress at all in this study. Then, at the end

of the nineteenth century there was published a book by the Swedish

economist Knut Wicksell [1851-1926], Geldzins und Guterpreise [1898,

English translation, Interest and Prices, 1936]. Wicksell pointed out that the

amount of such business transactions is not independent of the behavior of

the bank. If the banker reduces its rate of discount, the amount the

purchaser must pay for his raw material is less, and the transaction seems

more profitable than it would otherwise. Thus, banks may increase the

"needs of business" by lowering the interest rate. And when the interest

rate is lower, the banks expand, which is inflationary. Thus, the demolition

of this theory was due to Wicksell. And then in 1912, my book, TlteTtieory

of Money and Credit, came out. The foundation of this theory can be

traced to the originators of the theory of interest—W. Stanley Jevons and

Bohm-Bawerk. This is the monetary theory, the circulation theory, or the

Austrian theory, of the trade cycle.

Peel's Act was in 1844. The next boom was in 1845 and 1846.The
depression followed in 1847. In 1848 came the Communist Manifesto, which
said that the capitalistic system leads to periodical crises. Each crisis, the

Manifesto said, would be progressively worse until it would lead eventually

to the breakdown of the capitalistic system. In 1857, 1866, 1873, and again

in 1929, the Marxists were awaiting the day ''der Tag." And today in

Moscow, StaHn waits for the final crisis of the capitalistic system in

the behef that it is just around the corner. What is worse is that so many
economists think this way too. This is the philosophy of the League of
Nations and of the many "disunited" peoples in the United Nations. They
do not believe that the occurrence of depressions has anything to do
with credit expansion; they believe that trade cycles are inherent in the
capitaHstic system, and that a special committee must be formed to fight
the trade cycle.

At the beginning, the popularity of credit expansion was due to the
idea that it is a blessing for every country and for the whole world to have
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a low interest rate. Credit expansion was considered a vehicle to lower the

rate of interest. The politician wanted prosperity for his country, and for

the people. Governments wanted to keep interest rates low; even CooHdge
in 1924 wanted low interest rates. It seems to me astonishing that attempts

have been made to raise and lower wages, to raise and lower prices, but you

will never find an occasion when a government or politician was in favor

of raising interest rates. I don*t mean to say I am in favor of a high interest

rate— I am for the market rate.

When governments first fathered central banks, the aim was to create

prosperity by lowering the interest rate. But later governments favored the

central banks with special privileges because they wanted to borrow

money themselves and they considered the central banks a source of cheap

money. This was a wonderfijl discovery by the governments. First of all, the

governments granted the central bank legal-tender status for their

banknotes and fi-eed them fixjm the obligation of keeping their contracts

to redeem their banknotes in gold or silver, banknotes which people had

accepted voluntarily. (How different would have been Charles Is fate—he

was beheaded in 1649—if he had been able to finance his military

ventures without worrying about Parliament and the taxpayers.)

Now I want to discuss the consequences of artificially cheap interest

rates. It is agreed that the problem is the trade cycle, the credit expansion,

that we must fear the boom which results in a depression. The League of

Nations made a report, prepared by Professor Gottfried Haberler

[1901-1995], on the trade cycle. On its first pages it is clearly stated that

the boom which causes the following depression could not occur if the

banks did not expand credit. Therefore, one would think the solution

would be easy—we have only to prevent the banks from expanding credit

or at least fipom adopting governmental institutions and policies which

invite the bank to expand credit. But no— they began to look for another

explanation of the cycle. Marxists recognize that one cannot do away

with interest entirely by credit expansion, but they deny that lowering

it artificially will have evil consequences. They ignore the fact that the rate

of interest is the expression of the difference between the market valuation

of present goods as against that of fiature goods.

What really takes place in a credit expansion? Why do we say that

certain things may not be done because capital is lacking? Certain projects

not feasible today could be effected by cutting down present consumption

enough to permit more producers to build more durable investment

goods. Everyone contributes a share to the determination of how much is
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to be consumed and how much is to be invested. The individual

entrepreneur is aware of this fact because of the rate of interest. If people

are more willing to save, the interest rate will drop. On the contrary, if they

are ready to spend, the rate goes up. The entrepreneur in planning

estimates anticipated costs and prices, takes into consideration costs of

labor, material, and the rate of interest. If he decides a certain project

cannot be done profitably, then it is not done. There are always projects

which are not undertaken because the money is used for consumption.

The rate of interest is lowered artificially by credit expansion, so that

a project which appeared unfeasible yesterday may today appear profitable.

Therefore, the effect of credit expansion and of the lowering of the

interest rate is that certain projects which would not have been

undertaken are now started. Ifwe think it over, we realize this is not good.

There has been no increase in material goods. The only difference is that

the bank has created out of nothing additional banknotes or additional

checkbook money.

The consequence is that the businessman's calculation is falsified.

While before it reflected precisely the conditions of the available factors of

production and demonstrated what could be done and what could not be

done, it is now falsified, for there exists an additional amount of money
substitutes and fiduciary media. The businessman is led, by artificially low
interest rates, to embark on projects for which the available supply of
capital goods is insufficient. (Suppose a man owns a limited amount of
building materials. The contractor makes an error in estimating so that the

foundation is too large for the material actually on hand. He should have
realized before that the amount of material would not suflice. A crisis

results for the master builder.)

It is more difficult in life. The additional demand for projects which
would not have been undertaken earlier raises the prices asked for the
materials. True, the rate of interest is lower. But prices are higher. The
whole thing must stop if the bank's credit expansion comes to an end. But
bank credit is elastic, and the banks give more credit.

As wage rates go up, the demand for consumer goods goes up also. But
because the boom seems general, the entrepreneur decides to go ahead
with the project. Higher prices for the factors of production, including
labor, result. And there is a further increase in consumption.

Also of importance is the fact that the banks, when faced with this
increased demand, begin to raise their interest rates. In every crisis cautious
people tell the bankers, "It is an over-expansion. The expansion should be
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cut down and you should not give credit at such easy terms." But the bank

says, "Look, we have higher interest rates and there is still an additional

demand in spite of this higher rate. Therefore, you can't say our cheap

money policy is responsible for the boom."

The relation between price movements and the rate of interest was

contributed by Irving Fisher. In a period of rising prices the money lender

can make a profit by not lending, by refraining from lending, and by buying

goods and selling them himself On the other hand, the borrower makes

an additional profit because when he repays the loan the prices of the

goods he made with the borrowed money are higher. Therefore, when
there is a tendency for prices to go up, the interest rate is increased by more

than the true interest rate. This additional increase in the interest rate is the

"price premium." Therefore, a rate which is considered mathematically

higher in comparison with the prior rate is still too low for what it should

be in consideration of both the interest rate plus the price premium.

(In 1923 in Germany, the Reichsbank increased the discount rate to

the unheard-of rate of 90 percent, but the price premium at that

time was such that the discount rate should have been something like

10,000 percent.)

During a period of speculation stock market prices move up.

Everyone becomes enthusiastic and people who know nothing about it

enter the stock market. Credit is given to anybody. All these symptoms are

well known. Also well known is how such a boom breaks and the

consequences and features of such a boom. The problem is what is going

on and what makes the whole situation unsound.

In 1929, there was credit expansion in this country and money was

cheap. So loans were made to other countries causing the balance of trade

to be active. There were more exports from the United States than imports

because the other countries didn't have to pay for them—they could pay

with bonds.The "wicked" Mr. Schacht^ was more aware ofwhat was going

on than the great Bank of New York. Anybody who wanted to borrow

money could get it. (Money was so easy to get from the United States

that one small town in Silesia, for instance, built a heated outdoor lake for

tropical plants.)

It is said that the characteristic of a boom is general oi^mnvestment.

1 [Hjalmar Horace Greeley Schacht (1877-1970), German financier who held a number

of positions in German government, 1923-1943, including president of the Reichsbank

and minister of economy.—Ed.]
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This is an impossibility. The amounts available for investment are (1) the

savings of past years, and (2) that part of the previous year's production

equal to the equipment used up in the past years and available for replace-

ment ofworn-out tools. (The replacement of old machinery may be made

by substituting better or different machines. In this way, many producers

have completely changed their production.) Nothing else is available for

investment, so there cannot be general oi^erinvestment.

When the available past savings (1) and capital available for replace-

ments (2) are invested according to a plan that oi^erestimates the amount of

investment goods available, the result for the whole national economy is

m^/investment. Construction is started calling for more material than is

available. It has been said that the 1857 crisis in Great Britain was due to

the fact that they had built too many railroads. At that time those railroads

were unprofitable and capital was lacking for other requirements. Too

much circulating capital had been converted into fixed capital. In the crisis,

goods for consumption are available at very low prices as there is a surplus

of consumer goods.

An individual can overexpand. One can say, "My personal financial

situation is very bad. I spent too much money in expanding my business,

in building my new factory." The overinvestment idea appeared when
this situation, applicable to an individual, was transferred to a nation. But
it cannot be true for the whole economic system because only those

goods which are available for investment can be used for that purpose.

Money can be invested in the wrong plans, and too many projects can be
started so that some of them cannot be finished, or if finished they can be
used only at a loss.

It is obvious what happens. The question is why the situation is

suddenly discovered in only a few days, so that the crisis comes overnight.

Where there was confidence and optimism, there is depression and despair.

Of course, it is only the insight that comes overnight, not the real crisis,

which has been building over time.

Because there was no uniformity in credit expansion in various
countries in the past, the extent of the credit varied in the different

countries. With the demand for foreign exchange and credits, there was a
drain of money from some countries. Bankers became frightened. A
government official announced, "Maybe we will be forced to restrict

credit." The busmessmen became frightened: "We need credit. Let us,

therefore, get credit as long as there is any possibility." The demand for
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credit increased overnight and the banks then had to restrict it. Ifone bank

started, all the others had to restrict it also. Once it started in one country,

all other countries had to do the same, so that the restrictions spread all

over the world.

If the banks did not restrict credit, could such prosperity be made to

last forever? The fact is that in every period of prosperity businessmen have

declared, "This is not a temporary boom—this is the final great

prosperity of mankind. It will never be followed by a crisis." But it is not

possible to make the boom last forever because the boom is built upon

paper, on banknotes and checkbook money It is based on the assumption

that there are more goods available than there really are. If the banks did

not stop at the last minute, then the credit expansion would have

proceeded more and more rapidly until the complete breakdown of

the currency occurred, as it did in Germany in 1923. The inflationary

movement must come to an end either by a complete breakdown or by

voluntary restrictions on the part of the banks involved.

If people were not so optimistic, the crisis would not be so bad,

for people would prepare for it. The reasons that make the boom collapse

are individual historical facts. The problem when the boom comes to an

end is decided by accidental factors. But it cannot be avoided. And the

later the crisis comes, the more capital has been squandered, and the worse

the consequences.

I want to say something about the relation between inflation and

credit expansion. Both are very similar, in fact almost the same. The
difference is this. In the case of credit expansion, the total additional

amount of newly created money goes first into the loan market. It is

not spent for consumption, but lent to business. Therefore, the first

consequence of credit expansion is that an expansion of business is

brought about. And all the other effects come from this stimulation of

business. In the case of inflation, the additional money goes first into the

hands of a spender—for instance, the government spending for arms or

other reasons. Thus, the course of the inflation is different. In essence the

two are the same, but their sequences are different, and the characters

of the two booms are different. But sooner or later, the spending money
from the inflation reaches the investment market also, just as the credit

expansion money also finally reaches the spending market.

The idea of qualitative credit control has been popular. We want to

give additional credit for good things, for additional industrial plants and
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for agriculture, but not for bad people and bad purposes, not for frivolous

things. In the final analysis, it doesn't matter where it starts. If the

additional money goes first to farmers, the demand for credit among
farmers drops and the amount that they would have absorbed without

credit expansion is available for creating a boom somewhere else. A boom
cannot be directed. No segment of the economy is separate.
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9th lecture

The Business Cycle

and Beyond

About the end of the nineteenth century, when people began to

realize that there was something questionable about credit expansion, the

defenders of this policy found a new excuse. They declared that credit

expansion could work in an isolated country which did not connect with

the rest of the world through the medium of the gold standard. By

abolishing the gold standard and establishing a free-of-gold currency or fiat

money system it would be possible to expand credit, lower the rate of

interest, and make the country prosperous forever.This attitude was evident

among the GcrmAn Junkers who suffered in the 1880s and 1890s from the

importation ofAmerican cereals. However, they ascribed their misfortune

to the gold standard, not to their poor soil and the low yield per acre.

They said if it were not for the gold standard they could enjoy a low rate

of interest and prosperity.

The influence of these ideas was apparent when the Italian minister of

finance declared that a conference of the banks was needed. Toward the

end of World War II, these ideas led to the establishment of the

International Monetary Fund (IMF).The British government suggested an

international bank and in order to create favorable public opinion for an

"International Clearing Union" published a pamphlet written by Lord

Keynes. This pamphlet, distributed in this country by the British propa-

ganda office, declared that credit expansion was most desirable. In Keynes's

own words, credit expansion had brought about the miracle of"converting

stones into bread" within nations and it was now necessary to do this on
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an international scale. They wanted an international monetary unit. The

Bretton Woods Conference produced a document and also an institute

with members, a board, and so on. But it is very well known that

otherwise they produced nothing. From the beginning, the Conference

was abortive and useless.

Why can't credit be expanded on an international basis? The failure of

credit expansion is due not to the fact that it has been done on a national

basis only, but to the fact that it is impossible to substitute paper for

non-existing capital goods. It was not realized that what is needed for an

economic expansion is more capital goods, more previous savings. It is true

that in the past credit expansion of individual countries came to an end

because the pace of the expansion was not the same in other countries. But

it would have come to an end anyway.

The real reason why such an international bank cannot succeed is the

impossibility of answering this question: "Who should profit from this

credit expansion in the short run?" Suppose there was one central

bank—let us assume that all poHtical rivalries are forgotten. Such an

international bank could increase the amount of credit available either by

printing additional banknotes or by giving additional bank credits by

checkbook money. But then the problem appears for which no solution is

possible—to whom will the new credit, the "easy money," be offered?

Let us assume that the whole additional amount is loaned to one
country. This country will enjoy the first boom. Its people will have more
money and will bid up the prices of the things they want to buy. Having
more money at their disposal, they will be in the favorable position of
being able to buy from other countries not yet adjusted to the credit

expansion. This first country will be the winner, and the others will be the
losers. The other countries will still sell at the old prices but they will have
to buy at the new, higher prices.

The questions to be asked are: "Who will get the loans? How will the
additional money be distributed?" Every group of countries will propose a

system of distribution. The Far East will favor distribution according to
population. The advanced countries, for instance, will suggest distribution
according to the total amount of yearly production or according to
national income. Therefore, such plans are more or less useless. The only
value of the IMF, which has been one of the most conspicuous failures
of world poHcies of the last twenty years, is that it occupies office space
in Washington.
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As all these things proved useless, the defenders of credit expansion,

that is, those people who with Marx and the Banking School theorists

do not believe that the source of a depression is the credit expansion that

precedes it, have proposed elaborate countercyclical methods for

minimizing depressions. Considering depressions unavoidable, they want

to make them as smooth and as mild as possible by means of government

interference.Their idea is that the cycle comes from business or from laissez

faire, and the government should interfere with countercycHcal programs

to make it milder. But this is just the opposite of the case.

The idea of countercyclical measures is that when there is a crisis,

business is bad and there are unemployed. The government then should

step in with public works. The members of the League of Nations and

United Nations committees believe they have discovered something new,

but this is nothing new.

The boom comes to an end because the factors of production

have been malinvested. The existence of unused capacity in times of

depression is an indication of malinvestment, because errors in judgment

were made in the past. The solution would be to let wages and prices

drop until things started up again. But then someone suggests that the

government step in with public works. But why should the government

take the factors away from the private works where they are needed? The

answer made is that the government should restrict government expendi-

tures as long as there is a boom, and then, when the depression comes,

embark on great projects. In a rather childish way these reports always say

that there should be a number of projects "on the shelf," already elaborated

by the technologists. As soon as the crisis appears, the government should

take them off the shelf and start work.

This idea is erroneous because it is based on comparing the

individuals situation to that of the whole nation. An individual is cautious;

he saves for a rainy day; he may realize that he is prosperous now, but he

remembers that his business may not always be successful. When the rainy

day comes and he wants to consume, he must sell his savings to others who

make use of them.

What should the government do with the taxes it collects if such a

public works scheme is anticipated? Should it hoard the money in

advance? Should it withdraw money from the system by taxation, thus

neutralizing the credit expansion? Advocates of pubUc works feel the

government should abstain from spending during the expansion, hoard the

money, and when the depression comes spend the money, thus making a
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new inflation. Perhaps, they reason, it will be possible in this way to

prolong the boom for a few weeks. But it is also possible that the

economic system won't cooperate and the pump-priming will fail to work

as it failed in the early New Deal.

The other suggestion is that the government hoard, not the money, but

the means of production—the machines, tools, and raw materials. This

would mean that during the boom the government would make the boom
still more "boomy" by appearing on the market as a purchaser of machines,

tools, and raw materials.

Sweden boasted that she had solved the problem of the depression by

following countercycHcal policies. In the 1930s her position was rather

peculiar. Sweden exports precisely those things that Germany was

consuming for her rearmament effort—iron, lumber, machinery, etc.

Sweden's situation in this rearmament boom was like that which

Pittsburgh or the entertainment section of Broadway would have enjoyed

if they had been independent countries during the war. They would have

sold steel and provided amusement to soldiers and munitions works; they

would have enjoyed the advantages and had none of the disadvantages of

a boom. They would have been the most flourishing sections of the

Western hemisphere. This was the situation in Sweden. To say that it was
her wonderful policy is another thing. Then, when the war was over, her

lead over the whole world was due to her neutrality. You know, it would
have been a different story if Hider had gone into Sweden. One of the

Swedish economists was made head of the reconstruction of Europe,
which has been a rather miserable experiment.

No boom is possible without credit expansion, and credit expansion
must result in catastrophe. When the end of the boom comes and the

depression begins, the psychology of the people may make the depression
last longer than it would have. (The depression of 1929, for instance, lasted

as long as it did because the unions would not accept any substantial

lowering of wage rates. This important cost factor of the boom remained
for many years and could be remedied only by a new inflation.) The boom
is illusory; it is based on the assumption that we are richer than we
reaUy are. The boom started projects which could not be executed. The
depression means the readjustment of conditions to the real state of affairs.

In the depression, the main activity of business consists of salvaging what
can be rescued from the boom. The depression lasts as long as necessary to
accumulate, by new savings, the capital needed for the continuation of as
many enterprises as possible that were started during the boom. The
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depression does not mean an impoverishment of the country. Actually it

reflects a more accurate picture than the preceding boom. But due to

psychological reasons and the political situation caused by the depression,

by the drop in prices, and the decline in production, it may go much
farther than necessary to re-establish the preceding conditions.

Literature on the trade cycle, especially the earlier material, took

sadistic pleasure in describing in detail all the phenomena of the depres-

sion. Sometimes paradoxical phenomena appear. But we must not fail to

realize that the depression is the return to reality and the attempt to make

well, as far as possible, the deficiencies produced by the preceding boom.

During the nineteenth century there was an almost regular recurrence

of booms and depressions. This is what has been called the "trade cycle."

As soon as conditions begin to be normal, the people and the government

call for a new credit expansion and the boom begins again.

The people came to consider the trade cycle as an inevitable trade

phenomenon, and they began to study the length of the cycle. All efforts

to estimate the length of the trade cycle are more or less fantastic. Because

some economists declared that the length of the cycle is eleven years, the

idea arose that it is not caused by social and human events, but by cosmic

events.The sunspot theory was developed. Such theories are merely guess-

work. In the first place the cycle is not eleven years. Also, if true, why does

business, which adjusts itself to nature, climate, fertility, and other condi-

tions, never realize that and adjust its activities to the sunspots? There is not

the slightest empirical proof that the cycles and sunspots coincide.

But a regularity of some kind was recognized. There is some feeling

that the trade cycles are a new development which came with the banking

and money system of modern times. But is the trade cycle inevitable? If

capitalism continues, will this phenomenon prevail in the future as it has

prevailed in the past? The science of human action should not be confused

with the natural sciences.Trade cycles originate as the outcome of a human

action—credit expansion. Will the trade cycle remain if this knowledge

becomes general? Certainly not! If everybody realizes that the credit

expansion is the cause of the following depression, governments and

people will probably learn that credit expansion is not to their advantage

and it will be discontinued.

On the other hand, let us assume that governments and public

opinion, in spite of this insight, stubbornly cHng to a policy of credit

expansions from time to time. Would it not be probable that the reaction

of the individual businessman to credit expansion would be different?
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Might not business itself, in spite of the governmental incentives,

make adjustments so that business would be more stable? Suppose the

government embarks on credit expansion and the businessmen feel it is

questionable. Instead of expanding their operations because expansion was

possible, they might become rather cautious and not expand to the extent

possible. This is not such an impossible idea. Remember the New Deal

pump-priming. The New Deal wanted a boom but no depression. They

wanted to make only the initial movement and then stop expanding credit.

But the businessmen realized that the government was planning to stop

once the businessmen had started expanding and they did not fall into that

trap.

This makes me think the trade cycles which have occurred in capital-

istic countries from 1780 on may eventually disappear. It would be a

mistake, therefore, to say that the trade cycle belongs to the market

economy and will not disappear as long as there is a market economy. First

of all, the trade cycle is not a market phenomenon but a phenomenon of

the credit expansion which is inserted into the market economy because

governments and pubHc opinion believe that the normal operation of the

market economy doesn't produce enough bridges and wealth.They beheve

they have discovered the method for "converting stones into bread." I

would say the trade cycle may be only a passing phenomenon, one
evidence of the difference between the science of human action and the

natural sciences.

What is wrong in the boom may be described as disproportionality

between the various branches of production, between the producer goods
and consumer goods. Those who try to explain a general boom or general

nationwide losses as due to this disproportionality in business production
point out that there are durable consumer goods and producer goods.
When a new invention, such as a refrigerator, comes on the market,
everyone wants to buy That particular industry booms and expands. But,
It is asked, when everybody has bought a new refrigerator, how can the
mdustry continue to expand? The same situation applies, they say, to other
busmesses—to the building trade, and so on. After everybody who wants
these durable and producer goods has bought, the demand falls off and
there is the depression. This idea is really fantastic because economic
expansion doesn't take place in this way

The monetary theory of the trade cycle explains the disproportionality
m this way At first only a few buy the new gadget, and then more and
more.When the last ones buy those who bought the early production need
replacements. Businessmen are not so stupid as to say that a business which
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was good yesterday will necessarily be good tomorrow also. A man
embarking on a new business asks himself if there are already enough

plants. People do not enter into business as morons. This explains the

proportionate sizes of the various industries and the reason why the

number of loaves of bread produced and sold on the market is more than

the number of coffins. This is why the size of industries is adjusted to the

life of their production. It isn't necessary for the government to tell

the people what would be surplus production. The calculations of an

individual businessman may be erroneous and that man may go bankrupt.

Perhaps he increased production in the motor car industry when he should

have increased it in the refrigerator industry. He caused a surplus of auto-

mobiles and a deficiency of refrigerators. Every day there is loss to some

business and gain to others. This means that some businesses will be

overstaffed and some understaffed. But it doesn't mean a general boom or

a general nationwide loss. A general boom can only be brought about by

the illusion which is inherent in the credit expansion.

All attempts to explain the crisis by referring to the mistakes and

insufficiencies of businessmen are in error; they fail to take into con-

sideration that such mistakes counteract one another. If one sector of

business has made the mistake of overexpansion, there is necessarily under-

production and good business in other branches. Only by general credit

expansion can a boom be caused.

The idea that what is wrong with business is that the businessman

doesn't see the whole field but only a small segment and, therefore, is

bound to make mistakes is Marx's idea of the anarchy of production. Adam
Smith and others have answered this in their books. Marx failed to account

for the fact that, even if no dictator tells men what to do, there is a

tendency in the economic system to give every branch of industry

precisely that amount of capital, labor, and products that the consumers

demand. Those who guess right make profits; those who are wrong incur

losses.The result is that eventually control of the factors of production gets

into the hands of those who best satisfy the needs of consumers.

If government, by means of a tax on production, tries to eUminate the

profits, to confiscate them, and, therefore, to prevent them from bringing

about the consequences which would ensue without these taxes, the

operation of the market is considerably weakened. The result is that

economic progressiveness and the tendency toward improvement which

are inherent in the capitalistic system are eUminated and rigidity enters

into the system.

As an example, let us consider a department store developed years ago
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by an ambitious young man who started in business with "two shoelaces"

[on a "shoestring"]. The market economy prevents the old department

store from becoming rigid, conservative, and bureaucratic. If it does, and if

the founder's grandchildren operate the store inefficiently, other small

shops around the corner will make profits, consume only a part of

their profits, and invest the balance. In time the business of the old

store will shrink until it may be absorbed by the newcomer, or perhaps

sold to new management. Then one of the small shops will be the big

department store.

But today things are different. Modern taxation prevents the new-

comer from reinvesting the greater part of his funds. The government

doesn't legally and officially discriminate against the newcomer; if he

makes $250,000 he is taxed the same as an old business making $250,000.

But the future business capital is taxed away before the newcomer
can build the big store. Therefore, the old department store is some-

what protected; it doesn't need to compete so actively with the gifted

newcomer, and it may become negUgent. These conditions make it

difficult for newcomers to challenge established businesses, the "vested

interests." People think the tax laws are extremely progressive, but in reality

they are extremely conservative, favoring the existing structure against

newcomers. Rigidity results. But this has nothing to do with our subject,

credit expansion. However, if there is a credit expansion, the banks prefer

to lend to the old rather than to the new firms. This also means that the

existing structure tends to be petrified.

I want to say something about the banks and their connection with
credit expansion. We must never confuse two very different things which
have nothing in common except for the fact that the business is done by
the same person, the banker. In one case, the banker may lend his oum
money; he who lends his own money is a money-lender. In this case, there
is no question of credit expansion.

In the other case, the banker may lend other people's money The
banker who receives deposits from customers and lends this money, other
people's money is a savings bank, an intermediary. The banker may also

create fiduciary media, banknotes, and lend them also, usually by crediting
his customers' checking accounts. As these two banking fimctions—
lending the deposits of customers and lending fiduciary media—are gener-
ally connected in the same enterprises, the government, which controls the
business of the fiduciary media, has gained control of the whole lending
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business. This has given tremendous powers to the government. If there

had never been government interference with the banks, the whole

problem would never have appeared.

The defenders of government interference with the issuance of

banknotes and checkbook money justify this policy by declaring that "free

trade in banking is free trade in swindling." The poor, ignorant people must

be protected, they say, against bad banknotes. But no one would be forced

to take banknotes ifthey had not been declared legal tender by the govern-

ment. The German literature of the mid-nineteenth century considered it

really necessary to protect the poor people of Germany from the banks.

But the German central bank, the Reichsbank, devalued from 1914, when
one U. S. dollar equaled 4.20 marks, to 1923, when it took 4,200,000,000

marks to buy one dollar.The situation today in this country is not that bad,

but it is bad enough. The interference of the government in money and

banking has made government supreme in devaluing the money. The

results today are fantastic compared with the promises and reasons for

giving the government this power. Could anything be worse than to have

the money in the people s hands shrink from day to day?

Lord Keynes called the gold standard a "barbarous relic." Many books

say that the government had to step in because the gold standard failed.

But the gold standard didn't fail! The government abolished the gold

standard by making it illegal to hold gold. But even today, all international

trade is calculated in gold. It is not because gold is yellow and heavy, but

because gold alone makes the determination of the purchasing power of

the monetary unit independent of the changes in ideas ofgovernments and

political parties.

The essence of the market economy is that the economic actions

of the individuals are not performed by order of the government but spon-

taneously by the individuals. This requires also that the money, the medium

of exchange, be independent of political influence. If not, the coming years

will be nothing but a series of failures of various governmental monetary

and credit policies.To prevent this, it is necessary to make everybody realize

that there are no Keynesian miracles possible, and that you cannot improve

the situation of the people by credit expansion.

I thank you.
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PREFACE TO THE NEW EDITION 

F orty years have passed since the first German-language edition 
of this volume was published. In the course of these four dec- 

ades the world has gone through many disasters and catastrophes. 
The policies that brought about these unfortunate events have also 
affected the nations' currency systems. Sound money gave way to 
progressively depreciating fiat money. All countries are today vexed 
by inflation and threatened by the gloomy prospect of a complete 
breakdown of their currencies. 

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

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

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

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

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

LUDWIG VON MISES 
New York 
June 1952 



PREFACE TO THE ENGLISH EDITION 

T he outward guise assumed by the questions with which bank- 
ing and currency policy is concerned changes from month to 

month and from year to year. Amid this flux, the theoretical appa- 
ratus which enables us to deal with these questions remains unal- 
tered. In fact, the value of economics lies in its enabling us to 
recognize the true significance of problems, divested of their acci- 
dental trimmings. No very deep knowledge of economics is usually 
needed for grasping the immediate effects of a measure; but the 
task of economics is to foretell the remoter effects, and so to allow 
us to avoid such acts as attempt to remedy a present ill by sowing 
the seeds of a much greater ill for the future. 

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

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

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

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

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

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

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

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

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

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

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

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

The difficulties of the monetary and credit system are only a part 
of the great economic difficulties under which the world is at present 
suffering. It is not only the monetary and credit system that is out 
of gear, but the whole economic system. For years past, the eco- 
nomic policy of all countries has been in conflict with the principles 
on which the nineteenth century built up the welfare of the nations. 
International division of labor is now regarded as an evil, and there 
is a demand for a return to the autarky of remote antiquity. Every 
importation of foreign goods is heralded as a misfortune, to be 
averted at all costs. With prodigious ardour, mighty political parties 
proclaim the gospel that peace on earth is undesirable and that war 
alone means progress. They do not content themselves with de- 
scribing war as a reasonable form of international intercourse, but 
recommend the employment of force of arms for the suppression 
of opponents even in the solution of questions of domestic politics. 
Whereas liberal economic policy took pains to avoid putting obsta- 
cles in the way of developments that allotted every branch of pro- 
duction to the locality in which it secured the greatest productivity 
to labor, nowadays the endeavor to establish enterprises in places 
where the conditions of production are unfavorable is regarded as 
a patriotic action that deserves government support. To demand of 
the monetary and credit system that it should do away with the 
consequences of such perverse economic policy, is to demand some- 
thing that is a little unfair. 
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All proposals that aim to do away with the consequences of per- 
verse economic and financial policy, merely by reforming the mon- 
etary and banking system, are fundamentally misconceived. Money 
is nothing but a medium of exchange and it completely Fulfills its 
function when the exchange of goods and services is carried on 
more easily with its help than would be possible by means of barter. 
Attempts to carry out economic reforms from the monetary side can 
never amount to anything but an artificial stimulation of economic 
activity by an expansion of the circulation, and this, as must con- 
stantly be emphasized, must necessarily lead to crisis and depres- 
sion. Recurring economic crises are nothing but the consequence of 
attempts, despite all the teachings of experience and all the warn- 
ings of the economists, to stimulate economic activity by means of 
additional credit. 

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

Vienna 
I934 
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PREFACE TO THE 
SECOND GERMAN EDITION 

W hen the first edition of this book was published twelve years 
ago, the nations and their governments were just preparing 

for the tragic enterprise of the Great War. They were preparing, not 
merely by piling up arms and munitions in their arsenals, but much 
more by the proclamation and zealous propagation of the ideology 
of war. The most important economic element in this war ideology 
was inflationism. 

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

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

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

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

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

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

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

See Altmann, "Zur deutschen Geldlehre des 19. Jahrhunderts," in Die Entwicklung 
der deutscken Volkswirtsckaftslehre im 1 9 .  lahrkundert, Sckmoller Festschrift (Leipzig, 
1908). 

See Doring, Die Geldtheorien seit Knapp, 1st ed. (Greifswald, 1921; 2d ed. Greifswald, 
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The concluding chapter of part three, which deals with problems 
of credit policy, is reprinted as it stood in the first edition. Its ar- 
guments refer to the position of banking in 1911, but the significance 
of its theoretical conclusions does not appear to have altered. They 
are supplemented by the above-mentioned discussion of the prob- 
lems of present-day banking policy that concludes the present edi- 
tion. But even in this additional discussion, proposals with any 
claim to absolute validity should not be sought for. Its intention is 
merely to show the nature of the problem at issue. The choice among 
all the possible solutions in any individual case depends upon the 
evaluation of pros and cons; decision between them is the function 
not of economics but of politics. 

LUDWIG VON MISES 
Vienna 
March 1924 

1922); Palyi, Der Streit urn die Staatliche Theorie des Geldes (Munich and Leipzig, 1922) 
(also in Schrnoller's lahrbuch, 45. Jahrgang). Also see the acute investigations of G. M. 
Verrijn Stuart, Inleiding tot de Leer der Waardevastheid van het Geld ('s Gravenhage, 
1919). 
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PART ONE 

THE NATURE OF MONEY 
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CHAPTER 3 

The Function of Money 

The General Economic Conditions for the Use of Money 

W here the free exchange of goods and services is unknown, 
money is not wanted. In a state of society in which the di- 

vision of labor was a purely domestic matter and production and 
consumption were consummated within the single household it 
would be just as useless as it would be for an isolated man. But 
even in an economic order based on division of labor, money would 
still be unnecessary if the means of production were socialized, the 
control of production and the distribution of the finished product 
were in the hands of a central body, and individuals were not al- 
lowed to exchange the consumption goods allotted to them for the 
consumption goods allotted to others. 

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

The Origin of Money 

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

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

If there are more than two individuals and more than two kinds 
of commodity in the market, indirect exchange also is possible. A 
may then acquire a commodity p, not because he desires to consume 
it, but in order to exchange it for a second commodity 9 which he 
does desire to consume. Let us suppose that A brings to the market 
two units of the commodity rn, B two units of the commodity n ,  and 
C two units of the commodity o, and that A wishes to acquire one 
unit of each of the commodities n and o,  B one unit of each of the 
commodities o and rn, and C one unit of each of the commodities 
m and n.  Even in this case a direct exchange is possible if the sub- 
jective valuations of the three commodities permit the exchange of 
each unit of m ,  n ,  and o for a unit of one of the others. But if this or 
a similar hypothesis does not hold good, and in by far the greater 
number of all exchange transactions it does not hold good, then 
indirect exchange becomes necessary, and the demand for goods 
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for immediate wants is supplemented by a demand for goods to be 
exchanged for others. l 

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

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

See Wicksell, ~ b e r  Wert, Kapital und Rente (Jena, 1893; London, r933), pp. 50 f. 
The conclusion that indirect exchange is necessary in the majority of cases is ex- 

tremely obvious. As we should expect, it is among the earliest discoveries of eco- 
nomics. We find it clearly expressed in the famous fragment of the Pandects of 
Paulus: "Quia non semper nec facile concurrebat, ut, cum tu haberas, quod ego 
desiderarem, invicem haberem, quod tu accipere velles" (Paulus, lib. 33 ad edictum 
1.1 pr. D. de contr. empt. 18, I). 

Schumpeter is surely mistaken in thinking that the necessity for money can be 
proved solely from the assumption of indirect exchange (see his Wesen und Hauptinhalt 
der theoretischen Nationalokonomie [Leipzig, 19081, pp. 273 ff.). On this point, cf. Weiss, 
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Thus along with the demand in a market for goods for direct 
consumption there is a demand for goods that the purchaser does 
not wish to consume but to dispose of by further exchange. It is 
clear that not all goods are subject to this sort of demand. An in- 
dividual obviously has no motive for an indirect exchange if he does 
not expect that it will bring him nearer to his ultimate objective, the 
acquisition of goods for his own use. The mere fact that there would 
be no exchanging unless it was indirect could not induce individuals 
to engage in indirect exchange if they secured no immediate per- 
sonal advantage from it. Direct exchange being impossible, and 
indirect exchange being purposeless from the individual point of 
view, no exchange would take place at all. Individuals have recourse 
to indirect exchange only when they profit by it; that is, only when 
the goods they acquire are more marketable than those which they 
surrender. 

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

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

Die moderne Tendenz in der Lehrevom Geldwert, Zeitschrift fur Volkswirtschaft, Sozialpolitik 
und Verwaltung, vol. 19, pp. 518 ff. 

See Menger, Untersuchungen uber die Methode der Sozialwissenschaftm und der poli- 
tischen Okonomie insbesondere (Leipzig, 1883), pp. 172 ff.; Grundsake der Volkswirt- 
schaftslehre, 2d ed. (Vienna, 1923), pp. 247 ff. 
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Thus the requirements of the market have gradually led to the 
selection of certain commodities as common media of exchange. 
The group of commodities from which these were drawn was orig- 
inally large, and differed from country to country; but it has more 
and more contracted. Whenever a direct exchange seemed out of 
the question, each of the parties to a transaction would naturally 
endeavor to exchange his superfluous commodities, not merely for 
more marketable commodities in general, but for the most market- 
able commodities; and among these again he would naturally prefer 
whichever particular commodity was the most marketable of all. 
The greater the marketability of the goods first acquired in indirect 
exchange, the greater would be the prospect of being able to reach 
the ultimate objective without further maneuvering. Thus there 
would be an inevitable tendency for the less marketable of the series 
of goods used as media of exchange to be one by one rejected until 
at last only a single commodity remained, which was universally 
employed as a medium of exchange; in a word, money. 

This stage of development in the use of media of exchange, the 
exclusive employment of a single economic good, is not yet com- 
pletely attained. In quite early times, sooner in some places than in 
others, the extension of indirect exchange led to the employment 
of the two precious metals gold and silver as common media of ex- 
change. But then there was a long interruption in the steady con- 
traction of the group of goods employed for that purpose. For 
hundreds, even thousands, of years the choice of mankind has wav- 
ered undecided between gold and silver. The chief cause of this re- 
markable phenomenon is to be found in the natural qualities of the 
two metals. Being physically and chemically very similar, they are 
almost equally serviceable for the satisfaction of human wants. For 
the manufacture of ornaments and jewelry of all kinds the one has 
proved as good as the other. (It is only in recent times that tech- 
nological discoveries have been made which have considerably ex- 
tended the range of uses of the precious metals and may have 
differentiated their utility more sharply.) In isolated communities, 
the employment of one or the other metal as sole common medium - - 
of exchange has occasionally been achieved, but this short-lived 
unity has always been lost again as soon as the isolation of the 
community has succumbed to participation in international trade. 
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Economic history is the story of the gradual extension of the eco- 
nomic community beyond its original limits of the single household 
to embrace the nation and then the world. But every increase in its 
size has led to a fresh duality of the medium of exchange whenever 
the two amalgamating communities have not had the same sort of 
money. It would not be possible for the final verdict to be pro- 
nounced until all the chief parts of the inhabited earth formed a 
single commercial area, for not until then would it be impossible for 
other nations with different monetary systems to join in and modify 
the international organization. 

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

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

3 

The "Secondary" Functions of Money 

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

After Menger's review of the question, further discussion of the 
connection between the secondary functions of money and its basic 
function should be unnecessary4 Nevertheless, certain tendencies 
in recent literature on money make it appear advisable to examine 
briefly these secondary functions-some -of them are coordinated 
with the basic function by many writers-and to show once more 
that all of them can be deduced from the function of money as a 
common medium of exchange. 

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

The functions of money as a transmitter of value through time and 
space may also be directly traced back to its function as medium of 

See Menger, Grundsatze, pp. 278 ff. 
See Nicholson, A Treatise on Money and Essays on Present Monetary Problems (Edin- 

burgh, 1888), pp. 21 ff.; Laughlin, The Prznciples of Money (London, lgo3), pp. 22 f. 
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exchange. Menger has pointed out that the special suitability of 
goods for hoarding; and their consequent widespread employment 
for this purpose, has been one of the most important causes of their 
increased marketability and therefore of their qualification as media 
of e~change .~  As soon as the practice of employing a certain eco- 
nomic good as a medium of exchange becomes general, people 
begin to store up this good in preference to others. In fact, hoarding 
as a form of investment plays no great part in our present stage of 
economic development, its place having been taken by the purchase 
of interest-bearing property7 On the other hand, money still func- 
tions today as a means for transporting value through space.8 This 
function again is nothing but a matter of facilitating the exchange 
of goods. The European farmer who emigrates to America and 
wishes to exchange his property in Europe for a property in Amer- 
ica, sells the former, goes to America with the money (or a bill 
payable in money), and there purchases his new homestead. Here 
we have an absolute textbook example of an exchange facilitated by 
money. 

Particular attention has been devoted, especially in recent times, 
to the function of money as a general medium of payment. Indirect 
exchange divides a single transaction into two separate parts which 
are connected merely by the ultimate intention of the exchangers 
to acquire consumption goods. Sale and purchase thus apparently 
become independent of each other. Furthermore, if the two parties 
to a sale-and-purchase transaction perform their respective parts of 
the bargain at different times, that of the seller preceding that of the 
buyer (purchase on credit), then the settlement of the bargain, or 
the fulfillment of the seller's part of it (which need not be the same 
thing), has no obvious connection with the fulfillment of the buyer's 
part. The same is true of all other credit transactions, especially of 
the most important sort of credit transaction-lending. The appar- 
ent lack of a connection between the two parts of the single trans- 
action has been taken as a reason for regarding them as independent 

Cf. Menger, Grundsiihe, pp. 284 ff. 
That is, apart from the exceptional propensity to hoard gold, silver, and foreign 

bills, encouraged by inflation and the laws enacted to further it. 
Knies in particular (Geld und Kredit, 2d ed. [Berlin, 18851, vol. I, pp. 233 ff.) has laid 

stress upon the function of money as interlocal transmitter of value. 
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proceedings, for speaking of the payment as an independent legal 
act, and consequently for attributing to money the function of being 
a common medium of payment. This is obviously incorrect. "If the 
function of money as an object which facilitates dealings in com- 
modities and capital is kept in mind, a function that includes the 
payment of money prices and repayment of loans . . . there remains 
neither necessity nor justification for further discussion of a special 
employment, or even function of money, as a medium of pay- 
ment."9 

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

Cf. Menger, Grundsiitze, pp. 282 f .  



George Reisman
Rectangle

George Reisman
Rectangle



CHAPTER 2 

On the Measurement of Value 

I 

The Immeasurability of Subjective Use-Values 

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

But modern value theory has a different starting point. It conceives 
of value as the significance attributed to individual commodity units 
by a human being who wishes to consume or otherwise dispose of 
various commodities to the best advantage. Every economic trans- 
action presupposes a comparison of values. But the necessity for 
such a comparison, as well as the possibility of it, is due only to the 
circumstance that the person concerned has to choose between sev- 
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era1 commodities. It is quite irrelevant whether this choice is between 
a commodity in his own possession and one in somebody else's 
possession for which he might exchange it, or between the different 
uses to which he himself might put a given quantity of productive 
resources. In an isolated household, in which (as on Robinson Cru- 
soe's desert island) there is neither buying nor selling, changes in 
the stocks of goods of higher and lower orders do nevertheless occur 
whenever anything is produced or consumed; and these changes 
must be based upon valuations if their returns are to exceed the 
outlay they involve. The process of valuation remains fundamentally 
the same whether the question is one of transforming labor and flour 
into bread in the domestic bakehouse, or of obtaining bread in ex- 
change for clothes in the market. From the point of view of the 
person making the valuation, the calculation whether a certain act 
of production would justify a certain outlay of goods and labor is 
exactly the same as the comparison between the values of the com- 
modities to be surrendered and the values of the commodities to be 
acquired that must precede an exchange transaction. For this reason 
it has been said that every economic act may be regarded as a kind 
of exchange. 

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

But subjective valuation, which is the pivot of all economic activ- 
ity, only arranges commodities in order of their significance; it does 
not measure this significance. And economic activity has no other 
basis than the value scales thus constructed by individuals. An ex- 
change will take place when two commodity units are placed in a 
different order on the value scales of two different persons. In a 
market, exchanges will continue until it is no longer possible for 

See Simmel, Philosophie des Geldes, 2d ed. (Leipzig, 1go7), p. 35; Schumpeter, Wesen 
und Hauptinhalt der theoretischen Nationalokonomie (Leipzig, 1908), p. 50. 
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reciprocal surrender of commodities by any two individuals to result 
in their each acquiring commodities that stand higher on their value 
scales than those surrendered. If an individual wishes to make an 
exchange on an economic basis, he has merely to consider the com- 
parative significance in his own judgment of the quantities of com- 
modities in question. Such an estimate of relative values in no way 
involves the idea of measurement. An estimate is a direct psycho- 
logical judgment that is not dependent on any kind of intermediate 
or auxiliary process. 

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

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

Bohm-Bawerk points out that when we have to choose in actual 
life between several satisfactions which cannot be had simulta- 
neously because our means are limited, the situation is often such 
that the alternatives are on the one hand one big satisfaction and 
on the other hand a large number of homogeneous smaller satis- 
factions. Nobody will deny that it lies in our power to come to a 
rational decision in such cases. But it is equally clear that a judgment 
merely to the effect that a satisfaction of the one sort is greater than 
a satisfaction of the other sort is inadequate for such a decision; as 
would even be a judgment that a satisfaction of the first sort is 
considerably greater than one of the other sort. Bohm-Bawerk there- 
fore concludes that the judgment must definitely affirm how many 
of the smaller satisfactions outweigh one of the first sort, or in other 
words how many times the one satisfaction exceeds one of the oth- 
ers in magn i t~de .~  

The credit of having exposed the error contained in the identifi- 
cation of these two last propositions belongs to kuhel. The judgment 
that so many small satisfactions are outweighed by a satisfaction of 
another kind is in fact not identical with the judgment that the one 
satisfaction is so many times greater than one of the others. The two 
would be identical only if the satisfaction afforded by a number of 
commodity units taken together were equal to the satisfaction af- 
forded by a single unit on its own multiplied by the number of units. 
That this assumption cannot hold good follows from Gossen's law 
of the satisfaction of wants. The two judgments, "I would rather 
have eight plums than one apple" and "I would rather have one 
apple than seven plums," do not in the least justify the conclusion 
that Bohm-Bawerk draws from them when he states that therefore 
the satisfaction afforded by the consumption of an apple is more 

Cf. Bohm-Bawerk, "Grundzuge der Theorie des wirtschaftlichen Guterwertes," 
Iahrbiicher f ir  Nationalokonornie und Statistik (1886), New Series, vol. 13, p. 48. 
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than seven times but less than eight times as great as the satisfaction 
afforded by the consumption of a plum. The only legitimate conclu- 
sion is that the satisfaction from one apple is greater than the total 
satisfaction from seven plums but less than the total satisfaction from 
eight plums. 

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

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

Fisher begins by assuming that the utility of a particular good or 
service, though dependent on the supply of that good or service, 
is independent of the supply of all others. He realizes that it will 
not be possible to achieve his aim of discovering a unit for the 
measurement of utility unless he can first show how to determine 
the proportion between two given marginal utilities. If, for example, 
an individual has loo loaves of bread at his disposal during one year, 
the marginal utility of a loaf to him will be greater than if he had 150 

See euhel, Zur Lehre won den Bediirfnissen (Innsbruck, 1906), pp. 186 ff.; Weiss, Die 
moderne Tendenz in der Lehre worn Geldwert, Zeitschrift fiir Volkswirtschaft, Sozialpolitik 
und Verwaltung, vol. 19, pp. 532 ff. In the last edition of his masterpiece Capital and 
Interest, revised by himself, Bohm-Bawerk endeavored to refute Cuhel's criticism, 
but did not succeed in putting forward any new considerations that could help 
toward a solution of the problem (see Kapital und Kapitalzins, 3d ed. [Innsbruck, 
lq09--121, pp. 331 ff. Exkurse, pp. 280 ff.). 

See Fisher, Mathematical Investigations in the Theory of Value and Prices, Transactions 
of the Connecticut Academy (New Haven, 1892), vol. 9, pp. 14 ff. 

George Reisman
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loaves. The problem is, to determine the arithmetical proportion 
between the two marginal utilities. Fisher attempts to do this by 
comparing them with a third utility. He therefore supposes the in- 
dividual to have B gallons of oil annually as well, and calls P that 
increment of B whose utility is equal to that of the 100th loaf of 
bread. In the second case, when not 100 but 150 loaves are available, 
it is assumed that the supply of B remains unchanged. Then the 
utility of the 150th loaf may be equal, say, to the utility of P/2. Up to 
this point it is unnecessary to quarrel with Fisher's argument; but 
now follows a jump that neatly avoids all the difficulties of the 
problem.That is to say, Fisher simply continues, as if he were stating 
something quite self-evident: "Then the utility of the 150th loaf is 
said to be half the utility of the 100th.'' Without any further expla- 
nation he then calmly proceeds with his problem, the solution of 
which (if the above proposition is accepted as correct) involves no 
further difficulties, and so succeeds eventually in deducing a unit 
which he calls a "util." It does not seem to have occurred to him 
that in the particular sentence just quoted he has argued in defiance 
of the whole of marginal-utility theory and set himself in opposition 
to all the fundamental doctrines of modern economics. For ob- 
viously this conclusion of his is legitimate only if the utility of P is 
equal to twice the utility of pl2. But if this were really so, the problem 
of determining the proportion between two marginal utilities could 
have been solved in a quicker way, and his long process of deduction 
would not have been necessary. Just as justifiably as he assumes 
that the utility of P is equal to twice the utility of plz, he might have 
assumed straightaway that the utility of the 150th loaf is two-thirds 
of that of the 100th. 

Fisher imagines a supply of B gallons that is divisible into n small 
quantities p, or m small quantities P/2. He assumes that an individ- 
ual who has this supply B at his disposal regards the value of com- 
modity unit x as equal to that of p and the value of commodity unit 
y as equal to that of plz. And he makes the further assumption that 
in both valuations, that is, both in equating the value of x with that 
of p and in equating the value of y with that of p12, the individual 
has the same supply of B gallons at his disposal. 

He evidently thinks it possible to conclude from this that the 
utility of p is twice as great as that of plz. The error here is obvious. 
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The individual is in the one case faced with the choice between x 
(the value of the 100th loaf) an&p = @/2. He finds it impossible to 
decide between the two, i.e., hevalues both equally. In the second 
case he has to choose between y (the value of the 150th loaf) and 
plz. Here again he finds that both alternatives are of equal value. 
Now the question arises, what is the proportion between the mar- 
ginal utility of p and that of plz? We can determine this only by 
asking ourselves what the proportion is between the marginal utility 
of the nth part of a given supply and that of the mth part of the 
same supply, between that of pl, and that of pI2,. For this purpose 
let us imagine the supply B split up into 2n portions of plz,. Then 
the marginal utility of the (zn-1)th portion is greater than that of the 
znth portion. If we now imagine the same supply B divided into n 
portions, then it clearly follows that the marginal utility of the nth 
portion is equal to that of the (m-1)th portion plus that of the znth 
portion in the previous case. It is not twice as great as that of the 
2nth portion, but more than twice as great. In fact, even with an 
unchanged supply, the marginal utility of several units taken to- 
gether is not equal to the marginal utility of one unit multiplied by 
the number of units, but necessarily greater than this product. The 
value of two units is greater than, but not twice as great as, the 
value of one unit.5 

Perhaps Fisher thinks that this consideration may be disposed of 
by supposing p and plz to be such small quantities that their utility 
may be reckoned infinitesimal. If this is really his opinion, then it 
must first of all be objected that the peculiarly mathematical con- 
ception of infinitesimal quantities is inapplicable to economic prob- 
lems. The utility afforded by a given amount of commodities, is 
either great enough for valuation, or so small that it remains im- 
perceptible to the valuer and cannot therefore affect his judgment. 
But even if the applicability of the conception of infinitesimal quan- 
tities were granted, the argument would still be invalid, for it is 
obviously impossible to find the proportion between two finite mar- 
ginal utilities by equating them with two infinitesimal marginal 
utilities. 

Finally, a few words must be devoted to Schumpeter's attempt 

See also Weiss, op. cit., p. 5 3 8  
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to set up as a unit the satisfaction resulting from the consumption 
of a given quantity of commodities and to express other satisfactions 
as multiples of this unit. Value judgments on this principle would 
have to be expressed as follows: "The satisfaction that I could get 
from the consumption of a certain quantity of commodities is a 
thousand times as great as that which I get from the consumption 
of an apple a day," or "For this quantity of goods I would give at 
the most a thousand times this apple."6 Is there really anybody on 
earth who is capable of adumbrating such mental images or pro- 
nouncing such judgments? Is there any sort of economic activity 
that is actually dependent on the making of such decisions? Ob- 
viously not.' Schumpeter makes the same mistake of starting with 
the assumption that we need a measure of value in order to be able 
to compare one "quantity of value" with another. But valuation in 
no way consists in a comparison of two "quantities of value." It 
consists solely in a comparison of the importance of different wants. 
The judgment "Commodity a is worth more to me than commodity 
b" no more presupposes a measure of economic value than the judg- 
ment "A is dearer to,me-more highly esteemed-than B" presup- 
poses a measure of friendship. 

Total Value 

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

The consistent application of these principles implies a criticism 
also of Schumpeter's views on the total value of a stock of goods. 
According to Wieser, the total value of a stock of goods is given by 

Cf. Schumpeter, o p .  cit., p. 290. 
Cf. further Weiss, o p .  cit., pp. 534 ff. 
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multiplying the number of items or portions constituting the stock 
by their marginal utility at any given moment. The untenability of 
this argument is shown by the fact that it would prove that the total 
stock of a free good must always be worth nothing. Schumpeter 
therefore suggests a different formula in which each portion is mul- 
tiplied by an index corresponding to its position on the value scale 
(which, by the way, is quite arbitrary) and these products are then 
added together or integrated. This attempt at a solution, like the 
preceding, has the defect of assuming that it is possible to measure 
marginal utility and "intensity" of value. The fact that such meas- 
urement is impossible renders both suggestions equally useless. 
Mastery of the problem must be sought in some other way. 

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

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

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

See also Clark, Essentials of Economic Theory (New York, l g o ~ ) ,  p. 41. In the first 
German edition of the present work, the above argument contained two further 
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Money as a Price Index 

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

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

That is to say, opportunities for exchanging induce the individual 
to rearrange his scales of values. A person in whose scale of values 
the commodity "a cask of wine" comes after the commodity "a sack 
of oats" will reverse their order if he can exchange a cask of wine 
in the market for a commodity that he values more highly than a 
sack of oats. The position of commodities in the value scales of 

sentences that summarized in an inadequate fashion the results of investigation into 
the problem of total value. In deference to certain criticisms of C. A. Vemjn Stuart 
(Die Grundlagen der Volkswirtschaft [Jena, 19231, p. I I ~ ) ,  they were omitted from the 
second edition. 
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individuals is no longer determined solely by their own subjective 
use-value, but a1so.b~ the subjective use-value of the commodities 
that can be obtained in exchange for them, whenever the latter 
stand higher than the former in the estimation of the individual. 
Therefore, if he is to obtain the maximum utility from his resources, 
the individual must familiarize himself with all the prices in the 
market. 

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

On the indispensability of money for economic calculation, see my book Die Ge- 
meinwirtschaft: Untersuchungen uber den Sozialisrnus (Jena, 1922), pp, loo ff. 
lo  [This chapter deals with technical matters which may present difficulty to readers 
unacquainted with general economic theory. It may be omitted on a first reading, 
but it is essential to complete understanding of certain issues, such as the index- 
number problem, which are dealt with later.-Editor.] 



CHAPTER 3 

The Various Kinds of Money 

Money and Money Substitutes 

hen an indirect exchange is transacted with the aid of money, 
it is not necessary for the money to change hands physically; W 

a perfectly secure claim to an equivalent sum, payable on demand, 
may be transferred instead of the actual coins. In this by itself'there 
is nothing remarkable or peculiar to money. What is peculiar, and 
only to be explained by reference to the special characteristics of 
money, is the extraordinary frequency of this way of completing 
monetary transactions. 

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

A still more important circumstance is involved in the nature of 

George Reisman
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the function that money performs. A claim to money may be trans- 
ferred over and over again in an indefinite number of indirect ex- 
changes without the person by whom it is payable ever being called 
upon to settle it. This is obviously not true as far as other economic 
goods are concerned, for these are always destined for ultimate 
consump tion. 

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

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

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

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

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

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

Claims to money are, of course, no exception. Those which are 

See Bohm-Bawerk, Rechte und Verhiiltnisse (Innsbruck, 1881), pp. 120 ff. 
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payable on demand, if there is no doubt about their soundness and 
no expense connected with their settlement, are valued just as 
highly as cash and tendered and accepted in the same way as 
money2 Only claims of this sort-that is, claims that are payable on 
demand, absolutely safe as far as human foresight goes, and per- 
fectly liquid in the legal sense-are for business purposes exact sub- 
stitutes for the money to which they refer. Other claims, of course, 
such as notes issued by banks of doubtful credit or bills that are not 
yet mature, also enter into financial transactions and may just as 
well be employed as general media of exchange. This, according to 
our terminology, means that they are money. But then they are 
valued independently; they are reckoned equivalent neither to the 
sums of money to which they refer nor even to the worth of the 
rights that they embody. What the further special factors are that 
help to determine their exchange value, we shall discover in the 
course of our argument. 

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

On the other hand, arguments of considerable weight may be 
urged in favor of including all money substitutes without exception 
in the single concept of money. It may be pointed out, for instance, 
that the significance of perfectly secure and liquid claims to money 
is quite different from that of claims to other economic goods; that 
whereas a claim on a commodity must sooner or later be liquidated, 
this is not necessarily true of claims to money. Such claims may pass 
from hand to hand for indefinite periods and so take the place of 

Wagner, Beitriige zur Lehre von den Banken (Leipzig, 1857). pp. 34 ff. 
For instance, Helfferich, Das Geld, 6th ed. (Leipzig, 1923), pp. 267 ff.; English trans., 

Money (London, 1927), pp. 284 ff. 
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money without any attempt being made to liquidate them. It may 
be pointed out that those who require money will be quite satisfied 
with such claims as these, and that those who wish to spend money 
will find that these claims answer their purpose just as well; and 
that consequently the supply of money substitutes must be reck- 
oned in with that of money, and the demand for them with the 
demand for money. It may further be pointed out that whereas it is 
impossible to satisfy an increase in the demand, say, for bread by 
issuing more breadtickets without adding to the actual supply of 
bread itself, it is perfectly possible to satisfy an increased demand 
for money by just such a process as this. It may be argued, in brief, 
that money substitutes have certain peculiarities of which account 
is best taken by including them in the concept of money. 

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

The Peculiarities of Money Substitutes 

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

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

Exactly the same sort of significance-was enjoyed by the Reich 
Treasury notes, of which not more than 120 million marks' worth 
were allowed to be in circulation. These also (sec. 5 of the act of 
April 30, 1874) were always cashed for gold by the Reichsbank on 
behalf of the Treasury. It is beside the point that the Treasury notes 
were not legal tender in private transactions while everybody was 
obliged to accept silver coins in amounts up to twenty marks and 

See Laughlin, The Principles of Money (London, 1go3), p p  516 ff. 
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nickel and copper coins in amounts up to one mark; for, although 
they were not legally bound to'accept them in settlement of debts, 
people in fact accepted them readily. 

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

The exact nature of the token coinage in other countries has not 
always been so easy to understand as that of Germany, whose bank- 
ing and currency system was fashioned under the influence of such 
men as Bamberger, Michaelis, and Soetbeer. In some legislation, the 
theoretical basis of modern token-coinage policy may not be so easy 
to discover or to demonstrate as in the examples already dealt with. 
Nevertheless, all such policy has ultimately the same intent. The 
universal legal peculiarity of token coinage is the limitation of its 

George Reisman
to'accept
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power of payment to a specified maximum sum; and as a rule this 
provision is supplemented by legislative restriction of the amount 
that may be minted. 

There is no such thing as an economic concept of token coinage. 
All that economics can distinguish is a particular subgroup within 
the group of claims to money that are employed as substitutes for 
money, the members of this subgroup being intended for use in 
transactions where the amounts involved are small. The fact that 
the issue and circulation of token coins are subjected to special legal 
rules and regulations is to be explained by the special nature of the 
purpose that they serve. The general recognition of the right of the 
holder of a banknote to receive money in exchange for it while the 
conversion of token coins is in many countries left to administrative 
discretion is a result of the different lines of development that notes 
and token coinage have followed respectively. Token coins have 
arisen from the need for facilitating the exchange of small quantities 
of goods of little value. The historical details of their development 
have not yet been brought to light and, almost without exception, 
all that has been written on the subject is of purely numismatical or 
metrological importance.5 Nevertheless, one thing can safely be as- 
serted: token coinage is always the result of attempts to remedy 
deficiencies in the existing monetary system. It is those technical 
difficulties, that hinder the subdivision of the monetary unit into 
small coins, that have led, after all sorts of unsuccessful attempts, 
to the solution of the problem that we adopt nowadays. In many 
countries, while this development has been going on, a kind of fiat 
money6 has sometimes been used in small transactions, with the 
very inconvenient consequence of having two independent kinds 
of money performing side by side the function of a common medium 
of exchange. To avoid the inconveniences of such a situation the 
small coins were brought into a fixed legal ratio with those used in 
larger transactions and the necessary precautions were taken to pre- 

See Kalkmann, Englands @ergang zur Goldwahrung im 18. Iahrhundert (Strassburg, 
1895), pp. 64 ff .; Schmoller, "Uber die Ausbildung einer richtigen Scheidemiinzpolitik 
vom 14. bis zum 19. Jahrhundert," Iahrbuch fiir Gesetzgebung, Verwaltung und 
Volkswirtschaft im Deutschen Reich 24 (1900): 1247-74; Helfferich, Studien iiber Geld und 
Bankwessen (Berlin, q m ) ,  pp. 1-37. 

On the concepts of commodity money, credit money, and fiat money, see sec. 3 of 
this chap. 
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vent the quantity of small coins from exceeding the requirements of 
commerce. The most important means to this end has always been 
the restriction of the quantity minted to that which seems likely to 
be needed for making small payments, whether this is fixed by law 
or strictly adhered to without such compulsion. Along with this has 
gone the limitation of legal tender in private dealings to a certain 
relatively small amount. The danger that these regulations would 
prove inadequate has never seemed very great, and consequently 
legislative provision for conversion of the token coins has been either 
entirely neglected or left incomplete by omission of a clear statement 
of the holder's right to change them for money. But everywhere 
nowadays those token coins that are rejected from circulation are 
accepted without demur by the state, or some other body such as 
the central bank, and thus their nature as claims to money is estab- 
lished. Where this policy has been discontinued for a time and the 
attempt made by suspending effectual conversion of the token coins 
to force more of them into circulation than was required, they have 
become credit money, or even commodity money. Then they have 
no longer been regarded as claims to money, payable on demand, 
and therefore equivalent to money, but have been valued indepen- 
dently. 

The banknote has followed quite a different line of development. 
It has always been regarded as a claim, even from the juristic point 
of view. The fact has never been lost sight of that if its value was to 
be kept equal to that of money steps would have to be taken to 
ensure its permanent convertibility into money. That a cessation of 
cash payments would alter the economic character of banknotes 
could hardly escape notice; in the case of the quantitatively less 
important coins used in small transactions it could more easily be 
forgotten. Furthermore, the smaller quantitative importance of to- 
ken coins means that it is possible to maintain their permanent 
convertibility without establishing special funds for the purpose. 
The absence of such special funds may also have helped to disguise 
the real nature of token coinage.' 

' On the nature of token coinage, see Say, Cours complet d'lconomie politique pratique, 
3d ed. (Paris, 1852), VOI, I, p. 408; and Wagner, Theoretische Sozialokonomik (Leipzig, 
rgoq), Part I1 pp. 504 ff. Very instructive discussions are to be found in the memoranda 
and debates that preceded the Belgian Token Coinage Act of 1860. In the memoran- 
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Consideration of the monetary system of Austria-Hungary is par- 
ticularly instructive: The currency reform that was inaugurated in 
1892 was never formally completed, and until the disruption of the 
Hapsburg monarchy the standard remained legally what is usually 
called a paper standard, since the Austro-Hungarian Bank was not 
obliged to redeem its own notes, which were legal tender to any 
amount. Nevertheless, from 1900 to 1914 Austria-Hungary really 
possessed a gold standard or gold-exchange standard, for the bank 
did in fact readily provide gold for commercial requirements. Al- 
though according to the letter of the law it was not obliged to cash 
its notes, it offered bills of exchange and other claims payable abroad 
in gold (checks, notes, and the like), at a price below the upper 
theoretical gold point. Under such conditions, those who wanted 
gold for export naturally preferred to buy claims of this sort, which 
enabled them to achieve their purpose more cheaply than by the 
actual export of gold. 

For internal commerce as well, in which the use of gold was ex- 
ceptional since the population had many years before gone over to 
banknotes and token coins,s the bank cashed its notes for gold 
without being ~e~ally'bound to do so. And this policy was pursued, 
not accidentally or occasionally or without full recognition of its 
significance, but deliberately and systematically, with the object of 
permitting Austria and Hungary to enjoy the economic advantages 
of the gold standard. Both the Austrian and the Hungarian govern- 
ments, to whose initiative this policy of the bank was due, coop- 
erated as far as they were able. But in the first place it was the bank 
itself which had to ensure, by following an appropriate discount 
policy, that it would always be in a position to carry out with promp- 

dum of Pirmez, the nature of modern convertible token coins is characterized as 
follows: "With this property (of convertibility) the coins are no longer merely coins; 
they become claims, promises to pay. The holder no longer has a mere property right 
to the coin itself [ jus  in re]; he has a claim against the state to the amount of the 
nominal value of the coin [ jus  ad rem],  a right which he can exercise at any 
moment by demanding its conversion. Token coins cease to be money and be- 
come a credit instrument [une institution de credit],  banknotes inscribed on pieces 
of metal . . ." (see Loi decretant la fabrication d'une monnaie d'appoint . . . precedee 
des notes sur la monnaie de billon en Belgique ainsi que la discussion de la loi a la Chambre 
des Representants [Brussels, 18601, p. 50). 

The silver gulden in Austria-Hungary held the same position as the silver thaler 
in Germany from 1873 to 1907. It was legal tender, but economically a claim to money, 
since the bank-of-issue in fact always cashed it on demand. 
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titude its voluntary undertaking to redeem its notes. The measures 
that it took with this purpose in view did not differ fundamentally 
in any way from those adopted by the banks-of-issue in other gold- 
standard countries. Thus the notes of the Austro-Hungarian Bank 
were in fact nothing but money substitutes. The money of the coun- 
try, as of other European countries, was gold. 

Commodity Money, Credit Money, and Fiat Money 

The economic theory of money is generally expressed in a ter- 
minology that is not economic but juristic. This terminology has 
been built up by writers, statesmen, merchants, judges, and others 
whose chief interests have been in the legal characteristics of the 
different kinds of money and their substitutes. It is useful for dealing 
with those aspects of the monetary system that are of importance 
from the legal point of view; but for purposes of economic investi- 
gation it is practically valueless. Sufficient attention has scarcely 
been devoted to this shortcoming, despite the fact that confusion 
of the respective provinces of the sciences of law and economics has 
nowhere been so frequent and so fraught with mischievous con- 
sequences as in this very sphere of monetary theory It is a mistake 
to deal with economic problems according to legal criteria. The ju- 
ristic phraseology, like the results of juristic research into monetary 
problems, must be regarded by economics as one of the objects of 
its investigations. It is not the task of economics to criticize it, al- 
though i t i s  entitled to exploit it for its own purposes. There is 
nothing to be said against using juristic technical terms in economic 
argument where this leads to no undesirable consequences. But for 
its own special purposes, economics must construct its own special 
terminology 

See m y  articles "Das Problem gesetzlicher Aufnahme der Barzahlungen in  0s ter-  
reich-Ungarn,"lahrbuch fur Gesetzgebung, Veiwaltung und Volkswirtschaft im Deutschen 
Reich 33 (1909): 985-1037; " Z u m  Problem gesetzlicher Aufnahme der Barzahlungen 
in Osterreich-Ungarn," ibid. 34 ( y o ) :  1877-84; "The Foreign Exchange Policy o f  the  
Austro-Hungarian Bank," Economic Journal 19 (1909): 201-11; "Das vierte Privilegium 
der Osterreichisch-Ungarischen Bank," Zeitschrift fu'r Volkswirtschaft, Sozialpolitik und 
Verwaltung 21 (1912): 611-24. 
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There are two sorts of thing that may be used as money: on the 
one hand, physical commodities as such, like the metal gold or the 
metal silver; and, on the other hand, objects that do not differ tech- 
nologically from other objects that are not money, the factor that 
decides whether they are money being not a physical but a legal 
characteristic. A piece of paper that is specially characterized as 
money by the imprint of some authority is in no way different, 
technologically considered, from another piece of paper that has 
received a similar imprint from an unauthorized person, just as a 
genuine five-franc piece does not differ technologically from a "gen- 
uine replica." The only difference lies in the law that regulates the 
manufacture of such coins and makes it impossible without au- 
thority. (In order to avoid every possible misunderstanding, let it be 
expressly stated that all that the law can do is to regulate the issue 
of the coins and that it is beyond the power of the state to ensure 
in addition that they actually shall become money; that is, that they 
actually shall be employed as a common medium of exchange. All 
that the state can do by means of its official stamp is to single out 
certain pieces of metal or paper from all the other things of the same 
kind so that they can be subjected to a process of valuation inde- 
pendent of that of the rest. Thus it permits those objects possessing 
the special legal qualification to be used as a common medium of 
exchange while the other commodities of the same sort remain mere 
commodities. It can also take various steps with the object of en- 
couraging the actual employment of the qualified commodities as 
common media of exchange. But these commodities can never be- 
come money just because the state commands it; money can be 
created only by the usage of those who take part in commercial 
transactions.) 

We may give the name commodity money to that sort of money that 
is at the same time a commercial commodity; and the name fiat 
money to money that comprises things with a special legal qualifi- 
cation. A third category may be called credit money, this being that 
sort of money which constitutes a claim against any physical or legal 
person. But these claims must not be both payable on demand and 
absolutely secure; if they were, there could be no difference between 
their value and that of the sum of money to which they referred, 
and they could not be subjected to an independent process of val- 
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uation on the part of those who dealt with them. In some way or 
other the maturity of these claims must be postponed to some future 
time. It can hardly be contested that fiat money in the strict sense 
of the word is theoretically conceivable. The theory of value proves 
the possibility of its existence. Whether fiat money has ever actually 
existed is, of course, another question, and one that cannot offhand 
be answered affirmatively. It can hardly be doubted that most of 
those kinds of money that are not commodity money must be class- 
ified as credit money. But only detailed historical investigation could 
clear this matter up. 

Our terminology should prove more useful than that which is 
generally employed. It should express more clearly the peculiarities 
of the processes by which the different types of money are valued. 
It is certainly more correct than the usual distinction between me- 
tallic money and paper money. Metallic money comprises not only 
standard money but also token coins and such coins as the German 
thaler of the period 1873-1907; and paper money, as a rule, comprises 
not merely such fiat money and credit money as happen to be made 
of paper, but also convertible notes issued by banks or the state. This 
terminology is derived from popular usage. Previously, when more 
often than nowadays "metallic" money really was money and not 
a money substitute, perhaps the nomenclature was a little less in- 
appropriate than it is now. Furthermore, it corresponded-perhaps 
still corresponds-to the naive and confused popular conception of 
value that sees in the precious metals something "intrinsically" val- 
uable and in paper credit money something necessarily anomalous. 
Scientifically, this terminology is perfectly useless and a source of 
endless misunderstanding and misrepresentation. The greatest 
mistake that can be made in economic investigation is to fix attention 
on mere appearances, and so to fail to perceive the fundamental 
difference between things whose externals alone are similar, or to 
discriminate between fundamentally similar things whose externals 
alone are different. 

Admittedly, for the numismatist and the technologist and the 
historian of art there is very little difference between the five-franc 
piece before and after the cessation of free coinage of silver, while 
the Austrian silver gulden even of the period 1879 to 1892 appears 
to be fundamentally different from the paper gulden. But it is re- 
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grettable that such superficial distinctions as this should still play 
a part in economic discussion. 

Our threefold classification is not a matter of mere terminological 
gymnastics; the theoretical discussion of the rest of this book should 
demonstrate the utility of the concepts that it involves. 

The decisive characteristic of commodity money is the employ- 
ment for monetary purposes of a commodity in the technological 
sense. For the present investigation, it is a matter of complete in- 
difference what particular commodity this is; the important thing 
is that it is the commodity in question that constitutes the money, 
and that the money is merely this commodity. The case of fiat money 
is quite different. Here the deciding factor is the stamp, and it is not 
the material bearing the stamp that constitutes the money, but the 
stamp itself. The nature of the material that bears the stamp is a 
matter of quite minor importance. Credit money, finally, is a claim 
falling due in the future that is used as a general medium of ex- 
change. 

The Commodity Money of the Past and of the Present 

Even when the differentiation of commodity money, credit money, 
and fiat money is accepted as correct in principle and only its utility 
disputed, the statement that the freely mintable currency of the pres- 
ent day and the metallic money of previous centuries are examples 
of commodity money is totally rejected by many authorities and by 
still more of the public at large. It is true that as a rule nobody denies 
that the older forms of money were commodity money. It is further 
generally admitted that in earlier times coins circulated by weight 
and not by tale. Nevertheless, it is asserted, money changed its 
nature long ago. The money of Germany and England in 1914, it is 
said, was not gold, but the mark and the pound. Money nowadays 
consists of "specified units with a definite significance in terms of 
value, that is assigned to them by law" (Knapp). "By 'the standard' 
we mean the units of value (florins, francs, marks, etc.) that have 
been adopted as measures of value, and by 'money' we mean the 
tokens (coins and notes) that represent the units that function as a 
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measure of value. The controversy as to whether silver or gold or 
both together should function- as a standard and as currency is an 
idle one, because neither silver nor gold ever has performed these 
functions or ever could have done so" (Hammer). lo 

Before we proceed to test the truth of these remarkable assertions, 
let us make one brief observation on their genesis-although it 
would really be more correct to say renascence than to say genesis, 
since the doctrines involved exhibit a very close relationship with 
the oldest and most primitive theories of money. Just as these were, 
so the nominalistic monetary theories of the present day are, char- 
acterized by their inability to contribute a single word toward the 
solution of the chief problem of monetary theory-one might in fact 
simply call it the problem of monetary theory-namely, that of ex- 
plaining the exchange ratios between money and other economic 
goods. For their authors, the economic problem of value and prices 
simply does not exist. They have never thought it necessary to 
consider how market ratios are established or what they signify. 
Their attention is accidentally drawn to the fact that a German thaler 
(since 1873). or an Austrian silyer florin (since 1879), is essentially 
different from a quantity of silver of the same weight and fineness 
that has not been stamped at the government mint. They notice a 
similar state of affairs with regard to "paper money." They do not 
understand this, and endeavor to find an answer to the riddle. But 
at this point, just because of their lack of acquaintance with the 
theory of value and prices, their inquiry takes a peculiarly unlucky 
turn. They do not inquire how the exchange ratios between money 
and other economic goods are established. This obviously seems to 
them quite a self-evident matter. They formulate their problem in 
another way: How does it come about that three twenty-mark pieces are 
equivalent to twenty thalers despite the fact that the silver contained in the 
thalers has a lower market value than the gold contained in the marks? 
And their answer runs: Because the value of money is determined by the 
state, by statute, by the legal system. Thus, ignoring the most important 
facts of monetary history, they weave an artificial network of falla- 

lo See esp. Hammer, Die Hauptprinzipien des Geld-und Wahrungswesens und die Losung 
der Valutafrage (Vienna, 1891), pp. 7 ff.; Gesell, Die Anpassung des Geldes und seiner 
Verwaltung an die Bedurfnisse des modernen Verkehres (Buenos Aires, 1897), pp. 21 ff.; 
Knapp, Staatliche Theorie des Geldes, jd ed. (Munich, 1921), pp. 20 ff. 



78 The Nature of Money 

cies; a theoretical construction that collapses immediately the ques- 
tion is put: What exactly are we to understand by a unit of value? But 
such impertinent questions can only occur to those who are ac- 
quainted with at least the elements of the theory of prices. Others 
are able to content themselves with references to the "nominality" 
of the unit of value. No wonder, then, that these theories should 
have achieved such popularity with the man in the street, especially 
since their kinship with inflationism was bound to commend them 
strongly to all "cheap-money" enthusiasts. 

It may be stated as an assured result of investigation into mone- 
tary history that at all times and among all peoples the principal 
coins have been tendered and accepted, not by tale without consid- 
eration of their quantity and quality, but only as pieces of metal of 
specific degrees of weight and fineness. Where coins have been 
accepted by tale, this has always been in the definite belief that the 
stamp showed them to be of the usual fineness of their kind and of 
the correct weight. Where there were no grounds for this assump- 
tion, weighing and testing were resorted to again. 

Fiscal considerations have led to the promulgation of a theory 
that attributes to the minting authority the right to regulate the 
purchasing power of the coinage as it thinks fit. For just as long as 
the minting of coins has been a government function, governments 
have tied to fix the weight and content of the coins as they wished. 
Philip VI of France expressly claimed the right "to mint such money 
and give it such currency and at such rate as we desire and seems 
good to usn1' and all medieval rulers thought and did as he in this 
matter. Obliging jurists supported them by attempts to discover a 
philosophical basis for the divine right of kings to debase the coin- 
age and to prove that the true value of the coins was that assigned 
to them by the ruler of the country. 

Nevertheless, in defiance of all official regulations and prohibi- 
tions and fixing of prices and threats of punishment, commercial 
practice has always insisted that what has to be considered in val- 
uing coins is not their face value but their value as metal. The value 

" See Luschin, Allgemeine Munzkunde und Geldgeschichte des Mittelalters und dm neu- 
reren Zeit (Munich, 1904), p. 215; Babelon, La thkorie fkodale de la rnonnaie (Extrait des 
mhoires  de I'Acadhie des Inscriptions et Belles-Lettres, vol. 38, Part I [Paris, 19081, p. 
35). 
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of a coin has always been determined, not by the image and su- 
perscription it bears nor by theproclamation of the mint and market 
authorities, but by its metal content. Not every kind of money has 
been accepted at sight, but only those kinds with a good reputation 
for weight and fineness. In loan contracts, repayment in specific 
kinds of money has been stipulated for, and in the case of a change 
in the coinage, fulfillment in terms of metal required.12 In spite of 
all fiscal influences, the opinion gradually gained general accept- 
ance, even among the jurists, that it was the metal va lue the  bonitas 
intrinseca as they called it-that was to be considered when repaying 
money debts.I3 

Debasement of the coinage was unable to force commercial prac- 
tice to attribute to the new and lighter coins the same purchasing 
power as the old and heavier coins.14 The value of the coinage fell 
in proportion to the diminution of its weight and quality. Even price 
regulations took into account the diminished purchasing power of 
money due to its debasement. Thus the Schoffen or assessors of 
Schweidnitz in Silesia used to have the newly minted pfennigs 
submitted to them, assess their value, and then in consultation with 
the city council and elders fix the prices of commodities accordingly. 
There has been handed down to us from thirteenth-century Vienna 
a forma institutionis que fit per civium arbitrium annuatim tempore quo 
denarii renovantur pro rerum venalium qualibet emptione in which the 
prices of commodities and services are regulated in connection with 
the introduction of a new coinage in the years 1460 to 1474. Similar 
measures were taken on similar occasions in other cities. l5 

Wherever disorganization of the coinage had advanced so far that 
the presence of a stamp on a piece of metal was no longer any help 
in determining its actual content, commerce ceased entirely to rely 
on the official monetary system and created its own system of meas- 
uring the precious metals. In large transactions, ingots and trade 

lZ For important references, see Babelon, op. cit., p. 35. 
l3 See Seidler, "Die Schwankungen des Geldwertes und die juristische Lehre von 
dem Inhalt der Geldschulden," Jahrbiicher fiir Nationalokonornie und Statistik (1894), 
3d. Series, vol. 7, p. 688. 
l4 For earlier conditions in Russia, see Gelesnoff, Grundziige der Volkswirtschaftslehre, 
trans. into German by Altschul (Leipzig, 1918), p. 357. 
l5 See Luschin, op. cit., pp. 221 f .  
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tokens were used. Thus, the German merchants visiting the fair at 
Geneva took ingots-of refined gold with them and made their pur- 
chases with these, employing the weights used at the Paris market, 
instead of using money. This was the origin of the Markenskudo or 
scutus marcharum, which was nothing but the merchants' usual 
term for 3.765 grams of refined gold. At the beginning of the fif- 
teenth century, when the Geneva trade was gradually being trans- 
ferred to Lyons, the gold mark had become such a customary unit 
of account among the merchants that bills of exchange expressed 
in terms of it were carried to and from the market. The old Venetian 
lire di grossi had a similar origin. l6 In the giro banks that sprang up 
in all big commercial centers at the beginning of the modern era we 
see a further attempt to free the monetary system from the author- 
ities' abuse of the privilege of minting. The clearinghouse business 
of these banks was based either on coins of a specific fineness or on 
ingots. This bank money was commodity money in its most perfect 
form. 

The nominalists assert that the monetary unit, in modern coun- 
tries at any rate, is not a concrete commodity unit that can be defined 
in suitable technical terms, but a nominal quantity of value about 
which nothing can be said except that it is created by law. Without 
touching upon the vague and nebulous nature of this phraseology, 
which will not sustain a moment's criticism from the point of view 
of the theory of value, let us simply ask: What, then, were the mark, 
the franc, and the pound before 1914? Obviously, they were nothing 
but certain weights of gold. Is it not mere quibbling to assert that 
Germany had not a gold standard but a mark standard? According 
to the letter of the law, Germany was on a gold standard, and the 
mark was simply the unit of account, the designation of 112790 kg. 
of refined gold. This is in no way affected by the fact that nobody 
was bound in private dealings to accept gold ingots or foreign gold 
coins, for the whole aim and intent of state intervention in the mon- 
etary sphere is simply to release individuals from the necessity of 
testing the weight and fineness of the gold they receive, a task which 
can only be undertaken by experts and which involves very elaborate 
precautionary measures. The narrowness of the limits within which 

Iblbid., p. 155; Endemann, Studien in der romanisch-kanonistischen Wirtschafts-und 
Rechtslehre bis gegen Ende des 17 .  Jahrhunderts (Berlin, 1874), vol. 1, pp. 180 ff. 
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the weight and fineness of the coins are legally allowed to vary at 
the time of minting, and the establishment of a further limit to the 
permissible loss by wear of those in circulation, are much better 
means of securing the integrity of the coinage than the use of scales 
and nitric acid on the part of all who have commercial dealings. 
Again, the right of free coinage, one of the basic principles of modern 
monetary law, is a protection in the opposite direction against the 
emergence of a difference in value between the coined and uncoined 
metal. In large-scale international trade, where differences that are 
negligible as far as single coins are concerned have a cumulative 
importance, coins are valued, not according to their number, but 
according to their weight; that is, they are treated not as coins but 
as pieces of metal. It is easy to see why this does not occur in domestic 
trade. Large payments within a country never involve the actual 
transfer of the amounts of money concerned, but merely the assign- 
ment of claims, which ultimately refer to the stock of precious metal 
of the central bank. 

The role played by ingots in the gold reserves of the banks is a 
proof that the monetary standard consists in the precious metal, and 
not in the proclamation of the authorities. 

Even for present-day coins, so far as they are not money substi- 
tutes, credit money, or fiat money, the statement is true that they are 
nothing but ingots whose weight and fineness are officially guar- 
anteed. l7 The money of those modern countries where metal coins 
with no mint restrictions are used is commodity money just as much 
as that of ancient and medieval nations. 

l7 Chevalier, Cours d'tconomie politique, I l l . ,  La monnaie (Paris, 1850)~ pp. 21 ff; Gold- 
schmidt, Handbuch des Handelsrechts (Erlangen, 1868), vol. I, Part 11, pp. 1073 ff. 
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CHAPTER 4 

Money and the State 

1 

The Position of the State in the Market 

T he position of the state in the market differs in no way from that 
of any other parties to commercial transactions. Like these oth- 

ers, the state exchanges commodities and money on terms which 
are governed by the laws of price. It exercises its sovereign rights 
over its subjects to levy compulsory contributions from them; but 
in all other respects it adapts itself like everybody else to the com- 
mercial organization of society. As a buyer or seller the state has to 
conform to the conditions of the market. If it wishes to alter any of 
the exchange ratios established in the market, it can only do this 
through the market's own mechanism. As a rule it will be able to 
act more effectively than anyone else, thanks to the resources at its 
command outside the market. It is responsible for the most pro- 
nounced disturbances of the market because it is able to exercise the 
strongest influence on demand and supply. But it is nonetheless 
subject to the rules of the market and cannot set aside the laws of 
the pricing process. In an economic system based on private own- 
ership of the means of production, no government regulation can 
alter the terms of exchange except by altering the factors that de- 
termine them. 

George Reisman
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Kings and republics have repeatedly refused to recognize this. 
Diocletian's edict de-pretiis rerum venalium, the price regulations of 
the Middle Ages, and the maximum prices of the French Revolution 
are the most well-known examples of the failure of authoritative 
interference with the market. These attempts at intervention were 
not frustrated by the fact that they were valid only within the state 
boundaries and ignored elsewhere. It is a mistake to imagine that 
similar regulations would have led to the desired result even in an 
isolated state. It was the functional, not the geographical, limita- 
tions of the government that rendered them abortive. They could 
have achieved their aim only in a socialistic state with a centralized 
organization of production and distribution. In a state that leaves 
production and distribution to individual enterprise, such measures 
must necessarily fail of their effect. 

The concept of money as a creature of law and the state is clearly 
untenable. It is not justified by a single phenomenon of the market. 
To ascribe to the state the power of dictating the laws of exchange, 
is to ignore the fundamental principles of money-using society. 

The Legal Concept of Money 

When both parties to an exchange fulfill their obligations imme- 
diately and surrender a commodity for ready cash, there is usually 
no motive for the judicial intervention of the state. But when the 
exchange is one of present goods against future goods it may hap- 
pen that one party fails to fulfill his obligations although the other 
has carried out his share of the contract. Then the judiciary may be 
invoked. If the case is one of lending or purchase on credit, to name 
only the most important examples, the court has to decide how a 
debt contracted in terms of money can be liquidated. Its task thus 
becomes that of determining, in accordance with the intent of the 
contracting parties, what is to be understood by money in commer- 
cial transactions. From the legal point of view, money is not the 
common medium of exchange, but the common medium of pay- 
ment or debt settlement. But money only becomes a medium of 
payment by virtue of being a medium of exchange. And it is only 

George Reisman
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because it is a medium of exchange that the law also makes it the 
medium for fulfilling obligations not contracted in terms of money, 
but whose literal fulfillment is for some reason or other impossible. 

The fact that the law regards money only as a means of canceling 
outstanding obligations has important consequences for the legal 
definition of money. What the law understands by money is in fact 
not the common medium of exchange but the legal medium of pay- 
ment. It does not come within the scope of the legislator or jurist 
to define the economic concept of money. 

In determining how monetary debts may be effectively paid off 
there is no reason for being too exclusive. It is customary in business 
to tender and accept in payment certain money substitutes instead 
of money itself. If the law refused to recognize the validity of money 
substitutes that are sanctioned by commercial usage, it would only 
open the door to all sorts of fraud and deceit. This would offend 
against the principle malitiis non est indulgendum. Besides this, the 
payment of small sums would, for technical reasons, hardly be pos- 
sible without the use of token money. Even ascribing the power of 
debt settlement to banknotes does not injure creditors or other re- 
cipients in any way, so long as the notes are regarded by the busi- 
nessman as equivalent to money. 

But the state may ascribe the power of debt settlement to other 
objects as well. The law may declare anything it likes to be a medium 
of payment, and this ruling will be binding on all courts and on all 
those who enforce the decisions of the courts. But bestowing the 
property of legal tender on a thing does not suffice to make it money 
in the economic sense. Goods can become common media of .ex- 
change only through the practice of those who take part in com- 
mercial transactions; and it is the valuations of these persons alone 
that determine the exchange ratios of the market. Quite possibly, 
commerce may take into use those things to which the state has 
ascribed the power of payment; but it need not do so. It may, if it 
likes, reject them. 

Three situations are possible when the state has declared an object 
to be a legal means of fulfilling an outstanding obligation. First, the 
legal means of payment may be identical with the medium of ex- 
change that the contracting parties had in mind when entering into 
their agreement; or, if not identical, it may yet be of equal value with 
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this medium at the time of payment. For example, the state may 
proclaim gold as a legal medium for settling obligations contracted 
in terms of gold, or, at a time when the relative values of gold and 
silver are as I to 15%, it may declare that liabilities in terms of gold 
may be settled by payment of 15V2 times the quantity of silver. Such 
an arrangement is merely the legal formulation of the presumable 
intent of the agreement. It damages the interests of neither party. 
It is economically neutral. 

The case is otherwise when the state proclaims as medium of 
payment something that has a higher or lower value than the con- 
tractual medium. The first possibility may be disregarded; but the 
second, of which numerous historical examples could be cited, is 
important. From the legal point of view, in which the fundamental 
principle is the protection of vested rights, such a procedure on the 
part of the state can never be justified, although it might sometimes 
be vindicated on social or fiscal grounds. But it always means, not 
the fulfillment of obligations, but their complete or partial cancel- 
lation. When notes that are appraised commercially at only half 
their face value are proclaimed legal tender, this amounts funda- 
mentally to the same thing as granting debtors legal relief from half 
of their liabilities. 

State declarations of legal tender affect only those monetary ob- 
ligations that have already been contracted. But commerce is free 
to choose between retaining its old medium of exchange or creating 
a new one for itself, and when it adopts a new medium, so far as 
the legal power of the contracting parties reaches, it will attempt to 
make it into a standard of deferred payments also, in order to de- 
prive of its validity, at least for the future, the standard to which the 
state has ascribed complete powers of debt settlement. When, dur- 
ing the last decade of the nineteenth century, the bimetallist party 
in Germany gained so much power that the possibility of experi- 
ment with its inflationist proposals had to be reckoned with, gold 
clauses began to make their appearance in long-term contracts. The 
recent period of currency depreciation has had a similar effect. If 
the state does not wish to render all credit transactions impossible, 
it must recognize such devices as these and instruct the courts to 
acknowledge them. And, similarly, when the state itself enters into 
ordinary business dealings, when it buys or sells, guarantees loans 
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or borrows, makes payments or receives them, it must recognize 
the common business medium of exchange as money. The legal 
standard, the particular group of things that are endued with the 
property of unlimited legal tender, is in fact valid only for the set- 
tlement of existing debts, unless business usage itself adopts it as 
a general medium of exchange. 

The Influence of the State on the Moneta y System 

State activity in the monetary sphere was originally restricted to 
the manufacture of coins. To supply ingots of the greatest possible 
degree of similarity in appearance, weight, and fineness, and pro- 
vide them with a stamp that was not too easy to imitate and that 
could be recognized by everybody as the sign of the state coinage, 
was and still is the premier task of state monetary activity. Beginning 
with this, the influence of the state in the monetary sphere has 
gradually extended. 

Progress in monetary technique has been slow. At first, the 
impression on a coin was merely a proof of the genuineness of its 
material, including its degree of fineness, while the weight had to 
be separately checked at each payment. (In the present state of 
knowledge this cannot be stated dogmatically; and in any case the 
development is not likely to have followed the same lines every- 
where.) Later, different kinds of coins were distinguished, all the 
separate coins of any particular kind being regarded as interchange- 
able. The next step after the innovation of classified money was the 
development of the parallel standard. This consisted in the juxta- 
position of two monetary systems, one based on gold commodity 
money, and one on silver. The coins belonging to each separate 
system constituted a self-contained group. Their weights bore a 
definite relation to each other, and the state gave them a legal re- 
lation also, in the same proportion, by sanctioning the commercial 
practice which had gradually been established of regarding different 
coins of the same metal as interchangeable. This stage was reached 
without further state influence. All that the state had done till then 
in the monetary sphere was to provide the coins for commercial 
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use. As controller of the mint, it supplied in handy form pieces of 
metal of specific weight and fineness, stamped in such a way that 
everybody could recognize without difficulty what their metallic 
content was and whence they originated. As legislator, the state 
attributed legal tender to these coins-the significance of this has 
just been expounded-and as judge it applied this legal provision. 
But the matter did not end at this stage. For about the last two 
hundred years the influence of the state on the monetary system 
has been greater than this. One thing, however, must be made clear; 
even now the state has not the power of directly making anything 
into money, that is to say into a common medium of exchange. Even 
nowadays, it is only the practice of the individuals who take part 
in business that can make a commodity into a medium of exchange. 
But the state's influence on commercial usage, both potential and 
actual, has increased. It has increased, first, because the state's own 
importance as an economic agent has increased; because it occupies 
a greater place as buyer and seller, as payer of wages and levier of 
taxes, than in past centuries. In this there is nothing that is remark- 
able or that needs special emphasis. It is obvious that the influence 
of an economic agent on the choice of a monetary commodity will 
be the greater in proportion to its share in the dealings of the market; 
and there is no reason to suppose that there should be any difference 
in the case of the one particular economic agent, the state. 

But, besides this, the state exercises a special influence on the 
choice of the monetary commodity, which is due not to its com- 
mercial position nor to its authority as legislator and judge, but to 
its official standing as controller of the mint and to its power to 
change the character of the money substitutes in circulation. 

The influence of the state on the monetary system is usually that 
ascribed to its legislative and judicial authority. It is assumed that 
the law, which can authoritatively alter the tenor of existing debt 
relations and force new contracts of indebtedness in a particular 
direction, enables the state to exercise a deciding influence in the 
choice of the commercial medium of exchange. 

Nowadays the most extreme form of this argument is to be found 
in Knapp's State Theory of Money;' but very few German writers are 

' Knapp, Staatllche Theorle des Geldes (3d. ed., 1921); trans. into English by H. M. 
Lucas and J.  Bonar as The State Theory of Money (London, 1924). 
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completely free from it. Helfferich may be mentioned as an example. 
It is true that this writer declares, with regard to the origin of money, 
that it is perhaps doubtful whether it was not the function of com- 
mon medium of exchange alone that sufficed to make a thing money 
and to make money the standard of deferred payments of every 
kind. Nevertheless, he constantly regards it as quite beyond any 
sort of doubt that for our present economic organization certain 
kinds of money in some countries, and the whole monetary system 
in other countries, are money, and function as a medium of ex- 
change, only because compulsory payments and obligations con- 
tracted in terms of money must or may be fulfilled in terms of these 
particular  object^.^ 

It would be difficult to agree with views of this nature. They fail 
to recognize the meaning of state intervention in the monetary 
sphere. By declaring an object to be fitted in the juristic sense for 
the liquidation of liabilities expressed in terms of money, the state 
cannot influence the choice of a medium of exchange, which be- 
longs to those engaged in business. History shows that those states 
that have wanted their subjects. to accept a new monetary system 
have regularly chosen other means than this of achieving their ends. 

The establishment of a legal ratio for the discharge of obligations 
incurred under the regime of the superseded kind of money con- 
stitutes a merely secondary measure which is significant only in 
connection with the change of standard which is achieved by other 
means. The provision that taxes are in future to be paid in the new 
kind of money, and that other liabilities imposed in terms of money 
will be fulfilled only in the new money, is a consequence of the tran- 
sition to the new standard. It proves effective only when the new 
kind of money has become a common medium of exchange in com- 
merce generally. A monetary policy can never be carried out merely 
by legislative means, by an alteration in the legal definitions of the 
content of contracts of indebtedness and of the system of public 
expenditure; it must be based on the executive authority of the state 
as controller of the mint and as issuer of claims to money, payable 
on demand, that can take the place of money in commerce. The 
necessary measures must not merely be passively recorded in the 

See Helfferich, Das Geld, 6th ed. (Leipzig, 1923), p. 294; English trans., Money 
(London, 1927), p. 312. 
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protocols of legislative assemblies and official gazettes, but-often 
at great financial sacrifice-must be actually put into operation. 

A country that wishes to persuade its subjects to go over from 
one precious-metal standard to another cannot rest content with 
expressing this aspiration in appropriate provisions of the civil and 
fiscal law. It must make the new money take the commercial place 
of the old. Exactly the same is true of the transition from a credit- 
money or fiat-money standard to commodity money. No statesman 
faced with the task of such a change has ever had even a momentary 
doubt about the matter. It is not the enactment of a legal ratio and 
the order that taxes are to be paid in the new money that are the 
decisive steps, but the provision of the necessary quantity of the 
new money and the withdrawal of the old. 

This may be confirmed by a few historical examples. First, the 
impossibility of modifying the monetary system merely by the ex- 
ercise of authority may be illustrated by the ill success of bimetallistic 
legislation. This was once thought to offer a simple solution of a big 
problem. For thousands of years, gold and silver had been em- 
ployed side by side as commodity money; but the continuance of 
this practice had constantly grown more burdensome, for the par- 
allel standard, or simultaneous employment as currency of two 
kinds of commodity, has many disadvantages. Since no sponta- 
neous assistance was to be expected from the individuals engaged 
in business, the state decided to intervene in the hope of cutting the 
Gordan knot. Just as it had previously removed certain obvious 
difficulties by declaring that debts contracted in terms of thalers 
might be discharged by payment of twice as many half-thalers or 
four times as many quarter-thalers, so it now proceeded to establish 
a fixed ratio between the two different precious metals. Debts pay- 
able in silver, for instance, could be discharged by payment of 
1:151/2 times the same weight of gold. It was thought that this had 
solved the problem, while in fact the difficulties that it involved had 
not even been suspected; as events were to prove. All the results 
followed that are attributed by Gresham's law to the legislative 
equating of coins of unequal value. In all debt settlements and sim- 
ilar payments, only that money was used which the law rated more 
highly than the market. When the law had happened to hit upon 

George Reisman
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the existing market ratio as its par, then this effect was delayed a 
little until the next movement in the prices of the precious metals. 
But it was bound to occur as soon as a difference arose between the 
legislative and the market ratios of the two kinds of money. The 
parallel standard was thus turned, not into a double standard, as 
the legislators had intended, but into an alternative standard. 

The primary result of this was a decision, for a little while at least, 
between the two precious metals. Not that this was what the state 
had intended. On the contrary, the state had no thought whatever 
of deciding in favor of the use of one or the other metal; it had 
hoped to secure the circulation of both. But the official regulation, 
which in declaring the reciprocal substitutability of gold and silver 
money overestimated the market ratio of the one in terms of the 
other, merely succeeded in differentiating the utility of the two for 
monetary purposes. The consequence was the increased employ- 
ment of one of the metals and the disappearance of the other. The 
legislative and judicial intervention of the state had completely 
failed. It had been demonstrated, in striking fashion, that the state 
alone could not make a commodity into a common medium of ex- 
change, that is, into money, but that this could be done only by the 
common action of all the individuals engaged in business. 

But what the state fails to achieve through legislative means may 
be to a certain degree within its power as controller of the mint. It 
was in the latter capacity that the state intervened when the alter- 
native standard was replaced by permanent monometallism. This 
happened in various ways. The transition was quite simple and 
easy when the action of the state consisted in preventing a return 
to the temporarily undervalued metal in one of the alternating 
monometallic periods by rescinding the right of free coinage. The 
matter was even simpler in those countries where one or the other 
metal had gained the upper hand before the state had reached the 
stage necessary for the modern type of regulation, so that all that 
remained for the law to do was to sanction a situation that was 
already established. 

The problem was much more difficult when the state attempted 
to persuade businessmen to abandon the metal that was being used 
and adopt the other. In this case, the state had to manufacture the 
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necessary quantity of the new metal, exchange it for the old cur- 
rency, and either turn the metal thus withdrawn from circulation 
into token coinage or sell it for nonmonetary use or for recoinage 
abroad. The reform of the German monetary system after the foun- 
dation of the Reich in 1871 may be regarded as a perfect example of 
the transition from one metallic commodity standard to another. 
The difficulties that this involved, and that were overcome by the 
help of the French war indemnity, are well known. They were in- 
volved in the performance of two tasks-the provision of the gold 
and the disposal of the silver. This and nothing else was the essence 
of the problem that had to be solved when the decision was taken 
to change the standard. The Reich completed the transition to gold 
by giving gold and claims to gold in exchange for the silver money 
and claims to silver money held by its citizens. The corresponding 
alterations in the law were mere accompaniments of the ~ h a n g e . ~  

The change of standard occurred in just the same way in Austria- 
Hungary, Russia, and the other countries that reformed their mon- 
etary systems in the succeeding years. Here also the problem was 
merely that of providing the requisite quantities of gold and setting 
them in circulation among those engaged in business in place of the 
media previously employed. This process was extraordinarily facil- 
itated and, what was even more to the point, the amount of gold 
necessary for the changeover was considerably decreased, by the 
device of permitting the coins constituting the old fiat money or 
credit money to remain wholly or partly in circulation, while fun- 
damentally changing their economic character by transforming 
them into claims that were always convertible into the new kind of 
money. This gave a different outward appearance to the transaction, 
but it remained in essence the same. It is scarcely open to question 
that the steps taken by those countries that adopted this kind of 
monetary policy consisted essentially in the provision of quantities 
of metal. 

The exaggeration of the importance in monetary policy of the 
power at the disposal of the state in its legislative capacity can only 

See Helfferich, Die Reform des deutschen Geldwesens nach der Griindung des Reiches 
(Leipzig, 1898), vol. I, pp. 307 ff; Lotz, Geschichte und Kritik des deutschen Bankgesetzes 
vom 1 4 .  M a n  1875 (Leipzig, 1888), pp. 137 ff. 
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be attributed to superficial observation of the processes involved in 
the transition from commoditymoney to credit money. This transi- 
tion has normally been achieved by means of a state declaration that 
inconvertible claims to money were as good means of payment as 
money itself. As a rule, it has not been the object of such a declaration 
to carry out a change of standard and substitute credit money for 
commodity money. In the great majority of cases, the state has taken 
such measures merely with certain fiscal ends in view. It has aimed 
to increase its own resources by the creation of credit money. In the 
pursuit of such a plan as this, the diminution of the money's pur- 
chasing power could hardly seem desirable. And yet it has always 
been this depreciation in value which, through the coming into play 
of Gresham's law, has caused the change of monetary standard. It 
would be quite out of harmony with the facts to assert that cash 
payments had ever been stopped; that is, that the permanent con- 
vertibility of the notes had been suspended, with the intention of 
effecting a transition to a credit standard. This result has always 
come to pass against the will of the state, not in accordance with it. 

Business usage alone can transform a commodity into a common 
medium of exchange. It is not the state, but the common practice of 
all those who have dealings in the market, that creates money. It 
follows that state regulation attributing general power of debt liq- 
uidation to a commodity is unable of itself to make that commodity 
into money. If the state creates credit money-and this is naturally 
true in a still greater degree of fiat money-it can do so only by taking 
things that are already in circulation as money substitutes (that is, 
as perfectly secure and immediately convertible claims to money) 
and isolating them for purposes of valuation by depriving them of 
their essential characteristic of permanent convertibility. Commerce 
would always protect itself against any other method of introducing 
a government credit currency. The attempt to put credit money into 
circulation has never been successful, except when the coins or notes 
in question have already been in circulation as money  substitute^.^ 

This is the limit of the constantly overestimated influence of the 
state on the monetary system. What the state can do in certain 

See Subercaseaux, Essai sur la nature du papier monnaie (Paris, iqoq), pp. 5 ff. 
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circumstances, by means of its position as controller of the mint, by 
means of its power- of altering the character of money substitutes 
and depriving them of their standing as claims to money that are 
payable on demand, and above all by means of those financial re- 
sources which permit it to bear the cost of a change of currency is 
to persuade commerce to abandon one sort of money and adopt 
another. That is all. 

George Reisman



CHAPTER 5 

Money as an Economic Good 

I 

Money Neither a Production Good nor a Consumption Good 

I t is usual to divide economic goods into the two classes of those 
which satisfy human needs directly and those which only satisfy 

them indirectly: that is, consumption goods, or goods of the first 
order; and production goods, or goods of higher orders.' The at- 
tempt to include money in either of these groups meets with in- 
superable difficulties. It is unnecessary to demonstrate that money 
is not a consumption good. It seems equally incorrect to call it a 
production good. 

Of course, if we regard the twofold division of economic goods 
as exhaustive we shall have to rest content with putting money in 
one group or the other. This has been the position of most econo- 
mists; and since it has seemed altogether impossible to call money 
a consumption good, there has been no alternative but to call it a 
production good. 

This apparently arbitrary procedure has usually been given only 
a very cursory vindication. Roscher, for example, thought it suffi- 

-- 

I See Menger, Grundsatze der Volkswirtschaftslehre, 2d ed. (Vienna, 192j), pp. 20 ff.; 
W~eser, Uber den Ursprung und die Hauptgesetze des w~rtschaftlichen Wertes (Vienna, 
1884)) P P  42 ff. 
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cient to mention that money is "the chief instrument of every trans- 
fer" (vornehmstes Werkzeug jeden Verkeh~s).~ 

In opposition to Roscher, Knies made room for money in the clas- 
sification of goods by replacing the twofold division into production 
goods and consumption goods by a threefold division into means 
of production, objects of consumption, and media of e~change .~  His 
arguments on this point, which are unfortunately scanty, have 
hardly attracted any serious attention and have been often misun- 
derstood. Thus Helfferich attempts to confute Knies's proposition, 
that a sale-and-purchase transaction is not in itself an act of pro- 
duction but an act of (interpersonal) transfer, by asserting that the 
same sort of objection might be made to the inclusion of means of 
transport among instruments of production on the grounds that 
transport is not in itself an act of production but an act of (interlocal) 
transfer and that the nature of goods is no more altered by transport 
than by a change of ~wner sh ip .~  

Obviously, it is the ambiguity of the German word Verkehr that 
has obscured the deeper issues here involved. On the one hand, 
Verkehr bears a meaning that may be roughly translated by the word 
commerce; that is, the exchange of goods and services on the part 
of individuals. But it also means the transfer through space of per- 
sons, goods, and information. These two groups of things denoted 
by the German word Verkehr have nothing in common but their 
name. It is therefore impossible to countenance the suggestion of 
a relationship between the two meanings of the word that is 
involved in the practice of speaking of "Verkehr in the broader 
sense," by which is meant the transfer of goods from one per- 
son's possession to that of another, and "Verkehr in the narrower 
sense," by which is meant the transfer of goods from one point 
in space to anothet5 Even popular usage recognizes two distinct 
meanings here, not a narrower and a broader version of the 
same meaning. 

Roscher, System der Volkswirtschaft, ed. Pohlmann, 24th ed. (Stuttgart, 1906), vol. 
I, p. 123. 

See Knies, Geld und Kredit, 2d ed. (Berlin, 1885), vol. I, pp. 20 ff. 
See Helfferich, Das Geld, 6th ed. (Leipzig, 1923), pp. 264 f.; Money (London, 1924), 

p. 280. 
E.g. Philippovich, Grundriss der politischen Okonomie 1st-3d eds. (Tiibingen, 1qo7), 

vol. 2; Wagner, Theoretische Sozialokonomik (Leipzig, lqoq), vol. I, Part 2 p. I. 
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The common nomenclature of the two meanings, as also their 
incidental confusion, may well be attributable to the fact that ex- 
change transactions often, but by no means always, go hand in 
hand with acts of transport, through space and vice versa.6 But 
obviously this is no reason why science should impute an intrinsic 
similarity to these essentially different processes. 

It should never have been called in question that the transpor- 
tation of persons, goods, and information is to be reckoned part of 
production, so far as it does not constitute an act of consumption, 
as do pleasure trips for example. All the same, two things have 
hindered recognition of this fact. The first is the widespread mis- 
conception of the nature of production. There is a naive view of 
production that regards it as the bringing into being of matter that 
did not previously exist, as creation in the true sense of the word. 
From this it is easy to derive a contrast between the creative work 
of production and the mere transportation of goods. This way of 
regarding the matter is entirely inadequate. In fact, the role played 
by man in production always consists solely in combining his per- 
sonal forces with the forces of Nature in such a way that the coop- 
eration leads to some particular desired arrangement of material. 
No human act of production amounts to more than altering the 
position of things in space and leaving the rest to Nature.' This 
disposes of one of the objections to regarding transportation as a 
productive process. 

The second objection arises from insufficient insight into the 
nature of goods. It is often overlooked that, among other natural 
qualities, the position of a thing in space has important bear- 
ings on its capacity for satisfying human wants. Things that 
are of perfectly identical technological composition must yet be 
regarded as specimens of different kinds of goods if they are 
not in the same place and in the same state of readiness for con- 
sumption or further production. Till now the position of a good 

The older meaning, at least the only earlier meaning in literature, appears to have 
been that relating to the sale of goods. It is remarkable that even Grimm's Dictionary, 
vol. 12, published in 1891, contains no mention of the meaning relating to transpor- 
tation. 
'See J. S. Mill, Principles of Political Economy (London, 1867), p. 16; Bohm-Bawerk, 
Kapital und Kapitalzins, pp. 10 ff. 



98 The Nattlre of Money 

in space has been recognized only as a factor determining its eco- 
nomic or noneconomic nature. It is hardly possible to ignore 
the fact that drinking water in the desert and drinking water in 
a well-watered mountain district, despite their chemical and 
physical similarity and their equal thirst-quenching properties, 
have nevertheless a totally different significance for the satisfac- 
tion of human wants. The only water that can quench the thirst 
of the traveler in the desert is the water that is on the spot, ready 
for consumption. 

Within the group of economic goods itself, however, the factor of 
situation has been taken into consideration only for goods of certain 
kinds-those whose position has been fixed, whether by man or 
nature; and even among these, attention has seldom been given to 
any but the most outstanding example, land. As far as movable 
goods are concerned, the factor of situation has been treated as 
negligible. 

This attitude is in consonance with commercial technology. The 
microscope fails to reveal any difference between two lots of beet 
sugar, of which one i~ warehoused in Prague and the other in Lon- 
don. But for the purposes of economics it is better to regard the two 
lots of sugar as goods of different kinds. Strictly speaking, only 
those goods should be called goods of the first order which are 
already where they can immediately be consumed. All other eco- 
nomic goods, even if they are ready for consumption in the tech- 
nological sense, must be regarded as goods of higher orders which 
can be transmuted into goods of the first order only by combination 
with the complementary good, "means of transport." Regarded in 
this light, means of transport are obviously production goods. "Pro- 
duction," says Wieser, "is the utilization of the more advantageous - 
among remote conditions of  elfa are."^ There is nothing to prevent 
us from interpreting the word remote in its literal sense for once, and 
not just figuratively. 

We have seen that transfer through space is one sort of produc- 
tion; and means of transport, therefore, so far as they are not con- 
sumption goods such as pleasure yachts and the like, must be 
included among production goods. Is this true of money as well? 

Wieser, iiber den Ursprung und die Hauptgesetze des wirtschaftlichen Wertes, p. 47. See 
also Bohm-Bawerk, op. cit., pp. 131 f . ;  Clark, The Distribution of Wealth (New York, 
l908), p. 11. 
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Are the economic services that money renders comparable with 
those rendered by means of transport? Not in the least. Produc- 
tion is quite possible without money. There is no need for money 
either in the isolated household or in the socialized community. 
Nowhere can we discover a good of the first order of which we 
could say that the use of money was a necessary condition of 
its production. 

It is true that the majority of economists reckon money among 
production goods. Nevertheless, arguments from authority are 
invalid; the proof of a theory is in its reasoning, not in its sponsor- 
ship; and with all due respect for the masters, it must be said 
that they have not justifiedtheir position very thoroughly in this 
matter. This is most remarkable in Bohm-Bawerk. As has been 
said, Knies recommends the substitution of a threefold classifi- 
cation of economic goods into objects of consumption, means of 
production, and media of exchange, for the customary twofold 
division into consumption goods and production goods. In general, 
Bohm-Bawerk treats Knies with the greatest respect and, when- 
ever he feels obliged to differ ,from him, criticizes his arguments 
most carefully. But in the present case he simply disregards them. 
He unhesitatingly includes money in his concept of social capital, 
and incidentally specifies it as a product destined to assist fur- 
ther production. He refers briefly to the objection that money is 
an instrument, not of production, but of exchange; but instead of 
answering this objection, he embarks on an extended criticism of 
those doctrines that treat stocks of good in the hands of producers 
and middlemen as goods ready for consumption instead of a5 
intermediate products. 

Bohm-Bawerk's argument proves conclusively that production is 
not completed until the goods have been brought to the place where 
they are wanted, and that it is illegitimate to speak of goods being 
ready for consumption until the final process of transport is com- 
pleted. But it contributes nothing to our present discussion; for the 
chain of reasoning gives way just at the critical link. After having 
proved that the horse and wagon with which the farmer brings 
home his corn and wood must be reckoned as means of production 
and as capital, Bohm-Bawerk adds that "logically all the objects and 
apparatus of 'bringing home' in the broader economic sense, the 
things that have to be transported, the roads, railways, and ships, 
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and the commercial tool money, must be included in the concept of 
capital. "g 

This is the same jump that Roscher makes. It leaves out of con- 
sideration the difference between transport, which consists in an 
alteration of the utility of things, and exchange, which constitutes 
a separate economic category altogether. It is illegitimate to compare 
the part played by money in production with that played by ships 
and railways. Money is obviously not a "commercial tool" in the 
same sense as account books, exchange lists, the stock exchange, 
or the credit system. 

Bohm-Bawerk's argument in its turn has not remained uncon- 
tradicted. Jacoby objects that while it treats money and the stocks 
of commodities in the hands of producers and middlemen as social 
capital, it nevertheless maintains the view that social capital is a 
pure economic category and independent of all legal definitions, 
although money and the "commodity" aspect of consumption 
goods are peculiar to a "commercial" type of economic organiza- 
tion.1° 

The invalidity of this criticism, so far as it is an objection to re- 
garding commodities as production goods, is implied by what has 
been said above. There is no doubt that Bohm-Bawerk is in the right 
here, and not his critic. It is otherwise with the second point, the 
question of the inclusion of money. Admittedly, Jacoby's own dis- 
cussion of the capital concept is not beyond criticism, and Bohm- 
Bawerk's refusal to accept it is probably justified. l1 But that does not 
concern us at present. We are only concerned with the problem of 
the concept of goods. On this point as well Bohm-Bawerk disagrees 
with Jacoby. In the third edition of volume two of his masterpiece, 
Capital and Interest, he argues that even a complex socialistic orga- 
nization could hardly do without undifferentiated orders or certifi- 
cates of some sort, "like money," which refer to the product awaiting 
distribution. l2 This particular argument of his was not directly aimed 

Bohm-Bawerk, op. cit., Part I1 pp. 131 ff. See also, on the historical aspect, Jacoby, 
Der Streit urn den Kapitalsbegriff uena, 1908), pp, 90 ff; Spiethoff, "Die Lehre vom 
Kapital," Schmoller-Festschrift Die Entwicklung der deutschen Volkswirtschaftslehre im 19 .  
Iahrhundert (Leipzig, 19081, vol. 4, p. 26. 
lo See Jacoby, op, cit., pp. 59 f .  
" See Bohm-Bawerk, op, cit., p. 125 n. 
l2 Ibid., p. 132 n. 
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at our present problem. Nevertheless, it is desirable to inquire 
whether the opinion expressed in it does not contain something that 
may be useful for our purpose as well. 

Every sort of economic organization needs not only a mechanism 
for production but also a mechanism for distributing what is pro- 
duced. It will scarcely be questioned that the distribution of goods 
among individual consumers constitutes a part of production, and 
that in consequence we should include among the means of pro- 
duction not only the physical instruments of commerce such as 
stock exchanges, account books, documents, and the like, but also 
everything that serves to maintain the legal system which is the 
foundation of commerce, as, for example, fences, railings, walls, 
locks, safes, the paraphernalia of the law courts, and the equipment 
of the organs of government entrusted with the protection of prop- 
erty. In a socialist state, this category might include among other 
things Bohm-Bawerk's "undifferentiated certificates" (to which, 
however, we cannot allow the description "like money"; for since 
money is not a certificate, it will not do to say of a certificate that it 
is like money. Money is always an economic good, and to say of a 
claim, which is what a certificate is, that it is like money, is only to 
drop back into the old practice of regarding rights and business 
connections as goods. Here we can invoke Bohm-Bawerk's own 
authority against himself). l3 

What prevents us nevertheless from reckoning money among 
these "distribution goods" and so among production goods (and 
incidentally the same objection applies to its inclusion among con- 
sumption goods) is the following consideration. The loss of a con- 
sumption good or production good results in a loss of human 
satisfaction; it makes mankind poorer. The gain of such a good re- 
sults in an improvement of the human economic position; it makes 
mankind richer. The same cannot be said of the loss or gain of 
money. Both changes in the available quantity of production goods 
or consumption goods and changes in the available quantity of 
money involve changes in values; but whereas the changes in the 
value of the production goods and consumption goods do not mit- 
igate the loss or reduce the gain of satisfaction resulting from the 

l3 Bohm-Bawerk, Rechte und Verhiiltnisse, pp.  36 f f .  
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changes in their quantity, the changes in the value of money are 
accommodated in such a way to the demand for it that, despite 
increases or decreases in its quantity, the economic position of man- 
kind remains the same. An increase in the quantity of money can 
no more increase the welfare of the members of a community, than 
a diminution of it can decrease their welfare. Regarded from this 
point of view, those goods that are employed as money are indeed 
what Adam Smith called them, "dead stock, which . . . produces 
nothing. "I4 

We have shown that, under certain conditions, indirect exchange 
is a necessary phenomenon of the market. The circumstance that 
goods are desired and acquired in exchange not for their own sakes 
but only in order to be disposed of in further exchange can never 
disappear from our type of market dealing, because the conditions 
that make it inevitable are present in the overwhelming majority of 
all exchange transactions. Now the economic development of in- 
direct exchange leads to the employment of a common medium of 
exchange, to the establishment and elaboration of the institution of 
money. Money, in fact, is indispensable in our economic order. But 
as an economic good it is not a physical component of the social 
distributive apparatus in the way that account books, prisons, or 
firearms are. No part of the total result of production is dependent 
on the collaboration of money, even though the use of money may 
be one of the fundamental principles on which the economic order 
is based. 

Production goods derive their value from that of their products. 
Not so money; for no increase in the welfare of the members of a 
society can result from the availability of an additional quantity of 
money. The laws which govern the value of money are different 
from those which govern the value of production goods and from 
those which govern the value of consumption goods. All that these 
have in common is their general underlying principle, the funda- 
mental economic law of value. This is a complete justification of the 
suggestion put forward by Knies that economic goods should be 
divided into means of production, objects of consumption, and 
media of exchange; for, after all, the primary object of economic 
terminology is to facilitate investigation into the theory of value. 

l4 Smith, The Wealth of Nations, Cannan's ed. (London, 1930) 
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Money as Part of Private Capital 

We have not undertaken this investigation into the relationship 
between money and production goods merely for its terminological 
interest. What is of importance for its own sake is not our ultimate 
conclusion, but the incidental light shed by our argument upon 
those peculiarities of money that distinguish it from other economic 
goods. These special characteristics of the common medium of ex- 
change will receive closer attention when we turn to consider the 
laws that regulate the value of money and its variations. 

But the result of our reasoning, too, the conclusion that money 
is not a production good, is not entirely without significance. It will 
help us to answer the question whether money is capital or not. 
This question in its turn is not an end in itself, but it provides a 
check upon the answer to a further problem concerning the relations 
between the equilibrium rate of interest and the money rate of in- 
terest, which will be dealt with in the third part of this book. If each 
conclusion confirms the other, then we may assume with a consid- 
erable degree of assurance that our arguments have not led us into 
error. 

The first grave difficulty in the way of any investigation into the 
relation between money and capital arises from the difference of 
opinion that exists about the definition of the concept of capital. The 
views of scholars on the definition of capital are more divergent than 
their views on any other point of economics. None of the many 
definitions that have been suggested has secured general recogni- 
tion; nowadays, in fact, the controversy about the theory of capital 
rages more fiercely than ever. If from among the large number of 
conflicting concepts we select that of Bohm-Bawerk to guide us in 
our investigation into the relation of money to capital, we could jus- 
tify our procedure merely by reference to the fact that Bohm-Bawerk 
is the best guide for any serious attempt to study the problem of 
interest, even if such a study leads eventually (and by no means 
entirely without indebtedness to the labor that Bohm-Bawerk be- 
stowed on this problem) to conclusions that differ widely from those 
which he himself arrived at. Furthermore, all those weighty argu- 

George Reisman
Part
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ments with which Bohm-Bawerk established his concept and de- 
fended it against his critics support such a choice. But quite apart 
from these, a reason that appears to be quite decisive is provided 
by the fact that no other concept of capital has been developed with 
equal clarity.15 This last point is particularly important. It is not the 
object of the present discussion to arrive at any kind of conclusion 
respecting terminology or to provide any criticism of concepts, but 
merely to shed some light on one or two points that are of impor- 
tance for the problem of the relations between the equilibrium and 
the money rates of interest. Hence it is less important for us to clas- 
sify things correctly than to avoid vague ideas about their nature. 
Various opinions may be held as to whether money should be in- 
cluded in the concept of capital or not. The delimitation of concepts 
of this nature is merely a question of expediency, in connection with 
which it is quite easy for differences of opinion to arise. But the 
economic function of money is a matter about which it should be 
possible to arrive at perfect agreement. 

Of the two concepts of capital that Bohm-Bawerk distinguishes, 
following the traditional economic terminology, that of what is 
called private or acquisitive capital is both the older and the wider. 
This was the original root idea from which the narrower concept of 
social or productive capital was afterward separated. It is therefore 
logical to begin our investigation by inquiring into the connection 
between private capital and money. 

Bohm-Bawerk defines private capital as the aggregate of the prod- 
ucts that serve as a means to the acquisition of goods. l6 It has never 
been questioned that money must be included in this category. In 
fact, the development of the scientific concept of capital starts from 
the notion of an interest-bearing sum of money. This concept of 
capital has been broadened little by little until at last it has taken 
the form which it bears in modern scientific discussion, on the 
whole in approximate coincidence with popular usage. 

The gradual evolution of the concept of capital has meant at the 

l5 This is true even bearing in mind the discussions of Menger and Clark. But in any 
case, an investigation, both of this matter and of the problems dealt with in part 3, 
chap. 19, which started from Menger's or Clark's capital concept would lead even- 
tually to the same result as one based on Bohm-Bawerk's definition. 

See Bohm-Bawerk, Kapital und Kapitalzins, pp. 54 f. 
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same time an increasing understanding of the function of money as 
capital. Early in history the lay-mind discovered an explanation of 
the fact that money on loan bears interest-that money, in fact, 
"works." But such an explanation as this could not long satisfy 
scientific requirements. Science therefore countered it with the fact 
that money itself is barren. Even in ancient times general recognition 
must have been accorded to the view which later in the shape of 
the maxim pecunia pecuniam parere non potest was to be the basis of 
all discussion of the problem of interest for hundreds and even 
thousands of years, and Aristotle undoubtedly did not state it in 
the famous passage in his Politics as a new doctrine but as a generally 
accepted c~mmonplace.'~ Despite its obviousness, this perception 
of the physical unfruitfulness of money was a necessary step on the 
way to full realization of the problem of capital and interest. If sums 
of money on loan do bear "fruit," and it is not possible to explain 
this phenomenon by the physical productivity of the money, then 
other explanations must be sought. 

The next step toward an explanation was provided by the obser- 
vation that after a loan is made the borrower as a rule exchanges 
the money for other economic goods, and that those owners of 
money who wish to obtain a profit from their money without lend- 
ing it do the same. This was the starting point for the extension of 
the concept of capital referred to above, and for the development 
of the problem of the money rate of interest into the problem of the 
"natural" rate of interest. 

It is true that centuries passed before these further steps were 
accomplished. At first there was a complete halt in the development 
of the theory of capital. Further progress was in fact not desired; 
what was already attained sufficed perfectly; for the aim of science 
then was not to explain reality but to vindicate ideals. And public 
opinion disapproved of the taking of interest. Even later, when the 
taking of interest was recognized in Greek and Roman law, it was 
still not considered respectable, and all the writers of classical times 
strove to outdo one another in condemning it. When the church 
adopted this proscription of interest, and attempted to support its 
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attitude by quotations from the Bible, it cut the ground away from 
beneath all unauthorized attempts to deal with the matter. Every 
theorist who turned his attention to the problem was already con- 
vinced that the taking of interest was harmful, unnatural, and un- 
charitable, and found his principal task in the search for new 
objections to it. It was not for him to explain how interest came to 
exist, but to sustain the thesis that it was reprehensible. In such 
circumstances it was easy for the doctrine of the sterility of money 
to be taken over uncritically by one writer from another as an ex- 
traordinarily powerful argument against the payment of interest, 
and thus, not for the sake of its content but for the sake of the 
conclusion it supported, to become an obstacle in the way of the 
development of interest theory. It became a help and no longer a 
hindrance to this development, when a move was made toward the 
construction of a new theoryof capital after the downfall of the old 
canonist theory of interest. Its first effect, then, was to necessitate 
an extension of the concept of capital, and consequently of the prob- 
lem of interest. In popular usage and in the terminology of scholars, 
capital was no longer "sums of money on loan" but "accumulated 
stocks of goods."18 

The doctrine of the unfruitfulness of money has another signifi- 
cance for our problem. It sheds light on the position of money within 
the class of things constituting private capital. Why do we include 
money in capital? Why is interest paid for sums of money on loan? 
How is it possible to use sums of money, even without lending 
them, so that they yield an income? There can be no doubt about 
the answers to these questions. Money is an acquisitive instrument 
only when it is exchanged for some other economic good. In this 
respect money may be compared with those consumption goods 
that form part of private capital only because they are not consumed 
by their owners themselves but are used for the acquisition of other 
goods or services by means of exchange. Money is no more acquis- 
itive capital than these consumption goods are; the real acquisitive 
capital consists in the goods for which the money or the consump- 
tion goods are exchanged. Money that is lying "idle," that is, money 
that is not exchanged for other goods, is not a part of capital; it 

See Bohm-Bawerk, Kapital und Kapitalzins, Part I ,  pp. 16 ff., Part 11, pp. 23 f f .  
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produces no fruit. Money is part of the private capital of an indi- 
vidual only if and so far as it constitutes a means by which the 
individual in question can obtain other capital goods. 

3 

Money Not a Part of Social Capital 

By social or productive capital Bohm-Bawerk means the aggregate 
of the products intended for employment in further production. l9 

If we accept the views expounded above, according to which money 
cannot be included among productive goods, then neither can it be 
included in social capital. It is true that Bohm-Bawerk includes it in 
social capital, as the majority of the economists that preceded him 
had done. This attitude follows logically from regarding money as 
a productive good; this is its only justification, and in endeavoring 
to show that money is not a productive good we have implied how 
baseless a justification it is. 

In any case, perhaps we may suggest that those writers who 
include money among productive goods and consequently among 
capital goods are not very consistent. They usually reckon money 
as a part of social capital in that division of their systems where they 
deal with the concepts of money and capital, but certain obvious 
further conclusions are not drawn from this. On the contrary, where 
the doctrine of the nature of money as capital should logically be 
applied it appears to have been suddenly forgotten. In reviewing 
the determinants of the rate of interest, writers emphasize over and 
over again that it is not the greater or smaller quantity of money 
that is of importance, but the greater or smaller quantity of other 
economic goods. To reconcile this assertion, which is indubitably a 
correct summary of the matter, with the other assertion that money 
is a productive good, is simply impossible. 

l9 Ibid., Part I1 pp. 54 f., 130 ff.  
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CHAPTER 6 

The Enemies of Money 

Money in the Socialist Community 

I t has been shown that under certain conditions, which occur the 
more frequently as division of labor and the differentiation of 

wants are extended, indirect exchange becomes inevitable; and that 
the evolution of indirect exchange gradually leads to the employ- 
ment of a few particular commodities, or even one commodity only, 
as a common medium of exchange. When there is no exchange of 
any sort, and hence no indirect exchange, the use of media of ex- 
change naturally remains unknown. This was the situation when 
the isolated household was the typical economic unit, and this, 
according to socialist aspirations, is what it will be again one day in 
that purely socialistic order where production and distribution are 
to be systematically regulated by a central body. This vision of the 
future socialistic system has not been described in detail by its 
prophets; and, in fact, it is not the same vision which they all see. 
There are some among them who allow a certain scope for exchange 
of economic goods and services, and so far as this is the case the 
continued use of money remains possible. 

On the other hand, the certificates or orders that the organized 
society would distribute to its members cannot be regarded as 

George Reisman
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money. Supposing that a receipt was given, say, to each laborer for 
each hour's labor, and that the social income, so far as it was not 
employed for the satisfaction of collective needs or the support of 
those not able to work, was distributed in proportion to the number 
of receipts in the possession of each individual, so that each receipt 
represented a claim to an aliquot part of the total amount of goods 
to be distributed. Then the significance of any particular receipt as 
a means of satisfying the wants of an individual, in other words its 
value, would vary in proportion to the size of the total dividend. If, 
with the same number of hours of labor, the income of the society 
in a given year was only half as big as in the previous year, then the 
value of each receipt would likewise be halved. 

The case of money is different. A decrease of fifty percent in the 
real social income would certainly involve a reduction in the pur- 
chasing power of money. But this reduction in the value of money 
need not bear any direct relation to the decrease in the size of the 
income. It might accidentally happen that the purchasing power of 
money was exactly halved also; but it need not happen so. This 
difference is of fundamental importance. 

In fact, the excharige value of money is determined in a totally 
different way from that of a certificate or warrant. Titles like these 
are not susceptible of an independent process of valuation at all. If 
it is certain that a warrant or order will always be honored on de- 
mand, then its value will be equal to that of the goods to which it 
refers. If this certainty is not absolute, the value of the warrant will 
be correspondingly less. 

If we suppose that a system of exchange might be developed even 
in a socialist society-not merely the exchange of labor certificates 
but, say, the exchange of consumption goods between individuals- 
then we may conceive of a place for the function of money even 
within the framework of such a society. This money would not be 
so frequently and variously employed as in an economic order based 
on private ownership of the means of production, but its use would 
be governed by the same fundamental principles. 

These considerations dictate the attitude toward money that must 
be assumed by any attempt to construct an imaginary social order, 
if self-contradiction is to be avoided. So long as such a scheme 
completely excludes the free exchange of goods and services, then 
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it follows logically that it has no need for money; but so far as any 
sort of exchange at all is allowed, it seems that indirect exchange 
achieved by means of a common medium of exchange must be 
permitted also. 

Money Cranks 

Superficial critics of the capitalistic economic system are in the 
habit of directing their attacks principally against money. They are 
willing to permit the continuance of private ownership of the means 
of production and consequently, given the present stage of division 
of labor, of free exchange of goods also; and yet they want this 
exchange to be achieved without any medium, or at least without 
a common medium, or money. They obviously regard the use of 
money as harmful and hope to overcome all social evils by elimi- 
nating it. Their doctrine is derived from notions that have always 
been extraordinarily popular in lay circles during periods in which 
the use of money has been increasing. 

All the processes of our economic life appear in a monetary guise; 
and those who do not see beneath the surface of things are only 
aware of monetary phenomena and remain unconscious of deeper 
relationships. Money is regarded as the cause of theft and murder, 
of deception and betrayal. Money is blamed when the prostitute 
sells her body and when the bribed judge perverts the law. It is 
money against which the moralist declaims when he wishes to op- 
pose excessive materialism. Significantly enough avarice is called 
the love of money; and all evil is attributed to it.' 

The confused and vague nature of such notions as these is ob- 
vious. It is not so clear whether it is thought that a return to direct 
exchange by itself will be able to overcome all the disadvantages of 
the use of money, or whether it is thought that other reforms will 
be necessary as well. The world makers and world improvers re- 
sponsible for these notions feel no obligation to follow up their ideas 

On the history of such ideas, see Hildebrand, Die Nationalokonomie der Gegenwart 
und Zunkunft (Frankfurt, 1848), pp. 118 ff.; Roscher, System der Volkswirtschaft, ed. 
Pohlmann, 24th ed. (Stuttgart, 1906), vol. I, pp. 345 f.; Marx, Das Kapital, 7th ed. 
(Hamburg, 1914, vol. I, pp. 95 f .  n. 
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inexorably to their final consequences. They prefer to call a halt at 
the point where the. difficulties of the problem are just beginning. 
And this, incidentally, accounts for the longevity of their doctrines; 
so long as they remain nebulous, they offer nothing for criticism to 
seize upon. 

Even less worthy of serious attention are those schemes of social 
reform which, while not condemning the use of money in general, 
object to the use of gold and silver. In fact, such hostility to the 
precious metals has something very childish in it. When Thomas 
More, for example, endows the criminals in his utopia with golden 
chains and the ordinary citizens with gold and silver chamber pots,2 
it is in something of the spirit that leads primitive mankind to wreak 
vengeance on lifeless images and symbols. 

It is hardly worthwhile to devote even a moment to such fantastic 
suggestions, which have never been taken seriously. All the criti- 
cism of them that was necessary has been completed long ago.3 But 
one point, which usually escapes notice, must be emphasized. 

Among the many confused enemies of money there is one group 
that fights with other theoretical weapons than those used by its 
usual associates. These enemies of money take their arguments 
from the prevailing theory of banking and propose to cure all human 
ills by means of an "elastic credit system, automatically adapted to 
the need for currency." It will surprise no one acquainted with the 
unsatisfactory state of banking theory to find that scientific criticism 
has not dealt with such proposals as it should have done, and that 
it has in fact been incapable of doing so. The rejection of schemes 
such as Ernest Solvay's "social c~mptabilism"~ is to be attributed 
solely to the practical man's timidity and not to any strict proof of 
the weaknesses of the schemes, which has indeed not been forth- 
coming. All the banking theorists whose views are derived from the 
system of Tooke and Fullarton (and this includes nearly all present- 
day writers) are helpless with regard to Solvay's theory and others 

* More, Utopia. 
See Marx, Zur Kritik der politischen Okonomie, ed. Kautsky (Stuttgart, 1897), p p  70 

ff.; Knies, Geld und Kredit, zd ed. (Berlin, 1885), vol. I, pp. 239 ff.; Aucuy, Les s y s t h e s  
socialistes d l~xckange  (Paris, 1908), pp. 114 ff. 

See the three memoranda published in 1889 in Brussels by Solvay under the title 
La monnaie et le Compte, and also his Gesellsckaftlicker Comptabilismus (Brussels, 1897). 
Solvay's theories also contain various other fundamental errors. 
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of the same kind. They would like to condemn them, since their 
own feelings as well as the trustworthy judgments of practical men 
warn them against the airy speculations of reformers of this type; 
but they have no arguments against a system which, in the last 
analysis, involves nothing but the consistent application of their 
own theories. 

The third part of this book is devoted exclusively to problems of 
the banking system. There the theory of the elasticity of credit is 
subjected to a detailed investigation, the results of which perhaps 
render any further discussion of this kind of doctrine unnecessary. 
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CHAPTER 7 

The Concept of the Value of Money 

Suojective and Objective Factors in the Theory of the Value of Money 

T he central element in the economic problem of money is the 
objective exchange value of money, popularly called its pur- 

chasing power. This is the necessary starting point of all discussion; 
for it is only in connection with its objective exchange value that 
those peculiar properties of money that have differentiated it from 
commodities are conspicuous. 

This must not be understood to imply that subjective value is of 
less importance in the theory of money than elsewhere. The sub- 
jective estimates of individuals are the basis of the economic val- 
uation of money just as of that of other goods. And these subjective 
estimates are ultimately derived, in the case of money as in the case 
of other economic goods, from the significance attaching to a good 
or complex of goods as the recognized necessary condition for the 
existence of a utility, given certain ultimate aims on the part of some 
individual. Nevertheless, while the utility of other goods depends 
on certain external facts (the objective use-value of the commodity) 
and certain internal facts (the hierarchy of human needs), that is, 
on conditions that do not belong to the category of the economic at 

See Bohm-Bawerk, Kapital u n d  Kapitalzins, pp. 211 ff. 
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all but are partly of a technological and partly of a psychological 
nature, the subjective value of money is conditioned by its objective 
exchange value, that is, by a characteristic that falls within the scope 
of economics. 

In the case of money, subjective use-value and subjective ex- 
change value ~oinc ide .~  Both are derived from objective exchange 
value, for money has no utility other than that arising from the 
possibility of obtaining other economic goods in exchange for it. It 
is impossible to conceive of any function of money, qua money, that 
can be separated from the fact of its objective exchange value. As 
far as the use-value of a commodity is concerned, it is immaterial 
whether the commodity also has exchange value or not; but for 
money to have use-value, the existence of exchange value is essen- 
tial. 

This peculiarity of the value of money can also be expressed by 
saying that, as far as the individual is concerned, money has no 
use-value at all, but only subjective exchange value. This, for ex- 
ample, is the practice of Rau3 and Bohm-Ba~erk.~ Whether the one 
or the other phraseology is employed, scientific investigation of the 
characteristic will lead to the same conclusions. There is no reason 
to enter upon a discussion of this point, especially since the dis- 
tinction between value in use and value in exchange no longer holds 
the important place in the theory of value that it used to have.5 All 
that we are concerned with is to show that the task of economics in 
dealing with the value of money is a bigger one than its task in 
dealing with the value of commodities. When explaining the value 
of commodities, the economist can and must be content to take 
subjective use-value for granted and leave investigation of its 
origins to the psychologist; but the real problem of the value of 
money only begins where it leaves off in the case of commodity 

See Walsh, The Fundamental Problem in Moneta y Science (New York, lgo3), p. 11; and 
in like manner, Spiethoff, "Die Quantitatstheorie insbesondere in ihrer Verwertbar- 
keit als Haussetheorie," Festgaben fur Adolf Wagner (Leipzig, ~gog), p. 256. 

See Rau, Grundsatze der Volkswirtschaftslehre, 6th ed. (Leipzig, 1855), p. 80. 
See Bohm-Bawerk, op. cit., Part 11, p. 275. And similarly in Wieser, Der natiirliche 

Wert, p. 45; "Der Geldwert und seine Veranderungen," Schriften des Vereins fur So- 
zialpolitik 132: 507. 

See Bohm-Bawerk, op. cit., Part 11, pp. 273 ff.; Schumpeter, Wesen und Hauptinhalt 
der theoretischen Nationalokonomie (Leipzig, 1908), p. 108. 



The Concept of the Value of Money 119 

values, viz., at the point of tracing the objective determinants of its 
subjective value, for there is no.subjective value of money without 
objective exchange value. It is not the task of the economist, but of 
the natural scientist, to explain why corn is useful to man and valued 
by him; but it is the task of the economist alone to explain the utility 
of money. Consideration of the subjective value of money without 
discussion of its objective exchange value is impossible. In contrast 
to commodities, money would never be used unless it had an ob- 
jective exchange value or purchasing power. The subjective value 
of money always depends on the subjective value of the other eco- 
nomic goods that can be obtained in exchange for it. Its subjective 
value is in fact a derived concept. If we wish to estimate the signif- 
icance that a given sum of money has, in view of the known de- 
pendence upon it of a certain satisfaction, we can do this only on 
the assumption that the money possesses a given objective ex- 
change value. "The exchange value of money is the anticipated use- 
value of the things that can be obtained with it."6 Whenever money 
is valued by anybody it is because he supposes it to have a certain 
purchasing power. 

It might possibly be objected that the mere possession by money 
of an undefined amount of objective exchange value is not alone 
sufficient to guarantee the possibility of using it as a medium of 
exchange; that it is also necessary that this purchasing power should 
be present in a certain degree, neither too great nor too small, but 
such that the proportion between the value of the units of money 
and that of the units of commodity is a convenient one for carrying 
through the ordinary exchange transactions of daily life; that even 
if it were true that half of the money in a country could perform the 
same service as the whole stock if the value of the monetary unit 
were doubled, yet it is doubtful if a similar proposition could be 
asserted of the case in which its value was increased a millionfold, 
or diminished to one-millionth, in inverse correspondence with 
changes in the quantity of it, since such a currency would hardly be 
capable of fulfilling the functions of a common medium of exchange 
so well as the currencies in actual use; that we should try to imagine 

Wieser, Der natiirliche Wert, p. 46. 
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a commodity money of which a whole ton, or one of which only a 
thousandth of a milligram was equivalent to a dollar, and think of 
the inconveniences, the insuperable obstacles in fact, which the 
employment of such a medium would inevitably place in the way 
of commerce. 

However true this may be, the question of the actual dimensions 
of the exchange ratio between money and commodities and of the 
size of the monetary unit is not an economic problem. It is a question 
that belongs to discussion of the technical conditions that make any 
particular good suitable for use as money. The relative scarcity of 
the precious metals, great enough to give them a high objective 
exchange value but not so great as that of the precious stones or 
radium and therefore not great enough to make their exchange 
value too high, must indeed be reckoned, along with such of their 
other characteristics as their practically unlimited divisibility, their 
malleability, and their powers of resistance to destructive external 
influences, as among the factors that were once decisive in causing 
them to be recognized as the most marketable goods and conse- 
quently to be employed as money. But nowadays, as monetary sys- 
tems have developed, the particular level of value of the precious 
metals no longer has any important bearing on their use as money. 
The modern organization of the clearing system and the institution 
of fiduciary media have made commerce independent of the volume 
and weight of the monetary material. 

The Objective Exchange Value of Money 

It follows from what has been said that there can be no discussion 
of the problem of the value of money without consideration of its 
objective exchange value. Under modern conditions, objective ex- 
change value, which Wieser also calls Verkehrswert (or value in busi- 
ness transactions), is the most important kind of value, because it 
governs the social and not merely the individual aspect of economic 
life. Except in its explanation of the fundamentals of value theory, 
economics deals almost exclusively with objective exchange value.' 
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And while this is true to some extent of all goods, including those 
which are useful apart from any exchange value which they possess, 
it is still truer of money. 

"The objective exchange value of goods is their objective signif- 
icance in exchange, or, in other words, their capacity in given cir- 
cumstances to procure a specific quantity of other goods as an 
equivalent in ex~hange."~ It should be observed that even objective 
exchange value is not really a property of the goods themselves, 
bestowed on them by nature, for in the last resort it also is derived 
from the human process of valuing individual goods. But the ex- 
change ratios that are established between different goods in com- 
mercial transactions, and are determined by the collective influence 
of the subjective valuations of all the persons doing business in the 
market, present themselves to separate individuals, who usually 
have an infinitesimal influence on the determination of the ratios, 
as accomplished facts, which in most cases have to be accepted 
unconditionally. It has thus been easy for false abstraction from this 
state of affairs to give rise to the opinion that each good comes to 
the market endowed with a definite quantity of value independent 
of the valuations of  individual^.^ From this point of view, goods are 
not exchanged for one another, by human beings; they simply ex- 
change. 

Objective exchange value, as it appears in the subjective theory 
of value, has nothing except its name in common with the old idea 
developed by the Classical School of a value in exchange inherent 
in things themselves. In the value theory of Smith and Ricardo, and 
in that of their successors, value in exchange plays the leading part. 
These theories attempt to explain all the phenomena of value by 
starting from value in exchange, which they interpret as labor value 
or cost-of-production value. For modern value theory their termi- 
nology can claim only a historical importance, and a confusion of 
the two concepts of exchange value need no longer be feared. This 
removes the objections that have recently been made to the contin- 
ued use of the expression "objective exchange value."1° 

If the objective exchange value of a good is its power to command 

Bohm-Bawerk, op cit., Part 11, pp. 214 f .  
See Helfferich, Das Geld, 6th ed. (Leipzig, qq), pp. 301 f. 

lo Thus Schumpeter, op. cit., p. 109. 
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a certain quantity of other goods in exchange, its price is this actual 
quantity of other goads. It follows that the concepts of price and 
objective exchange value are by no means identical. "But it is, never- 
theless, true that both obey the same laws. For when the law of 
price declares that a good actually commands a particular price, and 
explains why it does so, it of course implies that the good is able to 
command this price, and explains why it is able to do so. The law 
of price comprehends the law of exchange value."" 

By "the objective exchange value of money" we are accordingly 
to understand the possibility of obtaining a certain quantity of other 
economic goods in exchange for a given quantity of money; and by 
"the price of money" this actual quantity of other goods. It is pos- 
sible to express the exchange value of a unit of money in units of 
any other commodity and speak of the commodity price of money; 
but in actual life this phraseology and the concept it expresses are 
unknown. For nowadays money is the sole indicator of prices. 

The Problems Involved in the Theory of the Value of Money 

The theory of money must take account of the fundamental dif- 
ference between the principles which govern the value of money 
and those which govern the value of commodities. In the theory of 
the value of commodities it is not necessary at first to pay any at- 
tention to objective exchange value. In this theory, all phenomena 
of value and price determination can be explained with subjective 
use-value as the starting point. It is otherwise in the theory of the 
value of money; for since money, in contrast to other goods, can 
fulfill its economic function only if it possesses objective exchange 
value, an investigation into its subjective value demands an inves- 
tigation first into this objective exchange value. In other words, the 
theory of the value of money leads us back through subjective ex- 
change value to objective exchange value. 

Under the present economic system, which is founded on the 
division of labor and the free exchange of products, producers as a 
rule do not work directly on their own behalf but with a view to 

" See Bohm-Bawerk, op. cit., Part 11, p. 217. 
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supplying the market. Consequently their economic calculations 
are determined not by the subjective use-values of their products, 
but by their subjective exchange values. Valuations which ignore 
the subjective exchange value, and consequently the objective ex- 
change value, of a product and take account only of its subjective 
use-value, are nowadays most exceptional. They are on the whole 
limited to those cases in which the object has a sentimental value. 
But if we disregard those things to which certain individuals attach 
a symbolical significance because they remind them of experiences 
or persons that they wish to remember, while in the eyes of others 
for which they have not this personal interest the things possess a 
very much lower value or even no value at all, it cannot be denied 
that human valuations of goods are based upon their exchange 
value. It is not use-value, but exchange value, that appears to gov- 
ern the modern economic order. Nevertheless, if we trace to its 
deepest springs, first the subjective and then the objective exchange 
value of commodities, we find that in the last resort it is still the 
subjective use-value of things that determines the esteem in which 
they are held. For, quite apart from the fact that the commodities 
acquired in exchange for the products are always valued according 
to their subjective use-value, the only valuations that are of final 
importance in the determination of prices and objective exchange 
value are those based on the subjective use-value that the products 
have for those persons who are the last to acquire them through the 
channels of commerce and who acquire them for their own con- 
sumption. 

The case of money is different. Its objective exchange value cannot 
be referred back to any sort of use-value independent of the exist- 
ence of this objective exchange value. In the origins of monetary 
systems, money is still a commodity which eventually ceases to 
circulate on reaching the hands of a final buyer or consumer.12 In 
the early stages of the history of money there were even monetary 
commodities whose natural qualities definitely precluded their em- 
ployment as money for more than a short time. An ox or a sack of 
corn cannot remain in circulation for ever; it has sooner or later to 
be withdrawn for consumption if that part of its value which does 

'2 See Wieser, "Der Geldwert und seine geschichtlichen Veranderungen," Zeitschrift 
fur Volkswirtschaft, Sozialpolitik und Verwaltung 13 (1904): 45. 
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not depend on its employment as money is not to be diminished by 
a deterioration of its substance. In a developed monetary system, 
on the other hand, we find commodity money, of which large quan- 
tities remain constantly in circulation and are never consumed or 
used in industry; credit money, whose foundation, the claim to pay- 
ment, is never made use of; and possibly even fiat money, which 
has no use at all except as money. 

Many of the most eminent economists have taken it for granted 
that the value of money and of the material of which it is made de- 
pends solely on its industrial employment and that the purchasing 
power of our present-day metallic money, for instance, and con- 
sequently the possibility of its continued employment as money, 
would immediately disappear if the properties of the monetary 
material as a useful metal were done away with by some accident 
or other. l3 Nowadays this opinion is no longer tenable, not merely 
because there is a whole series of phenomena which it leaves un- 
accounted for, but chiefly because it is in any case opposed to the 
fundamental laws of the theory of economic value. To assert that 
the value of money is based on the nonmonetary employment of 
its material is to eliminate the real problem altogether. l4 Not only 
have we to explain the possibility of fiat money, the material of 
which has a far lower value without the official stamp than with it; 
we must also answer the question, whether the possibility of a mon- 
etary employment of the commodity money material affects its util- 
ity and consequently its value, and if so to what extent. The same 
problem arises in the case of credit money. 

Part of the stock of gold at the command of mankind is used for 
monetary purposes, part for industrial. A change from one kind of 
use to the other is always possible. Ingots pass from the vaults of 
the banks to the workshops of the goldsmiths and gilders, who also 
directly withdraw current coins from circulation and melt them 
down. On the other hand, things made of gold, even with a high 
value as works of art, find their way to the mint when unfavorable 
market conditions render a sale at anything higher than the bullion 
price impossible. One and the same piece of metal can even fulfill 

l3  Thus even as late as Menger, Grundsiitze der Volkswirtschaftslehre (Vienna, 1871)~ p. 
259 n; and also Knies, Geld und Kredit (Berlin, 1885), vol. 1, p. 323. 

See Simmel, Philosophie des Geldes, 2d ed. (Leipzig, 1907), p. 130. 
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both purposes simultaneously, as will be seen if we think of orna- 
ments that are used as money oi of a coin that is worn by its owner 
as jewelry until he parts with it again.15 

Investigations into the foundations of the value of money must 
eliminate those determinants that arise from the properties of the 
monetary material as a commodity, since these present no pecu- 
liarity that could distinguish the value of money from that of other 
commodities. The value of commodity money is of importance for 
monetary theory only insofar as it depends on the peculiar economic 
position of the money, on its function as a common medium of 
exchange. Changes in the value of the monetary material that arise 
from its characteristics as a commodity are consequently to be con- 
sidered only so far as they seem likely to make it more or less suitable 
for performing the function of money. Apart from this, monetary 
theory must take the value of the monetary material that arises from 
its industrial usefulness as given. 

The material of which commodity money is made must have the 
same value whether it is used as money or otherwise. Whether a 
change in the value of gold originates in its employment as money 
or in its employment as a commodity, in either case the value of the 
whole stock changes uniformly. l6 

It is otherwise with credit money and fiat money. With these, the 
substance that bears the impression is essentially insignificant in 
the determination of the value of the money. In some circumstances 
it may have a relatively high exchange value comprising a consid- 
erable fraction of the total exchange value of the individual coin or 
note. But this value, which is not based on the monetary properties 
of the coin or note, only becomes of practical importance at the 
moment when the value based on the monetary property vanishes, 
that is, at the moment when the individuals participating in com- 
merce cease to use the coin or note in question as a common medium 
of exchange. When this is not the case, the coins or notes bearing 
the monetary impression must have a higher exchange value than 

l5 But, as a general rule, objects of art, jewelry and other things made of precious 
metal should not be regarded as constituting part of the stock of metal which per- 
forms the function of commodity money. They are goods of the first order, in relation 
to which the bullion or coined metal must be regarded as goods of superior orders. 
l6 See Wieser, "Der Geldwert und seine geschichtlichen Veranderungen," p. 46. 
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other pieces of the same material so long as these are not marked 
out by any special characteristics. 

Again, in the case of credit money the claims used as money have 
similarly a different exchange value from other claims of the same 
kind that are not used as money. The hundred-gulden notes which 
circulated as money in Austria-Hungary before the reform of the 
currency had a higher exchange value than, say, a government se- 
curity with a nominal value of a hundred gulden, notwithstanding 
the fact that the latter bore interest and the former did not. 

Until gold was used as money it was valued merely on account 
of the possibility of using it for ornamental purposes. If it had never 
been used as money, or if it had ceased to be so used, its present- 
day value would be determined solely by the extent to which it was 
known to be useful in industry. But additional opportunities of us- 
ing it provided an addition to the original reasons for esteeming it; 
gold began to be valued partly because it could be used as a common 
medium of exchange. It is not surprising that its value consequently 
rose, or that at least a decrease in its value which possibly would 
have occurred for other reasons was counterbalanced. Nowadays 
the value of gold, our principal modern monetary material, is based 
on both possibilities of employment, on that for monetary purposes 
and on that for industrial purposes. l7 

l7 More than two hundred years ago, John Law, far ahead of his time and with an 
insight amounting to genius, had seized upon this truth: "I1 est raisonnable de penser 
que l'argent s'echangeait sur le pied de ce qu'il etait evalue pour les usages, comme 
metal, et q'on le donnait comme monnaie dans les echanges a raison de sa valeur. 
Le nouvel usage de la monnaie, auquel l'argent fut applique, dut ajouter a sa valeur, 
parce que, comme monnaie, obviait aux desavantages et aux inconvenients de 
l'echange; et consequemment les demandes d'argent venant a s'augmenter, il recut 
une valeur additionnelle, egale a l'accroissement de la demande occasionnee par son 
usage comme monnaie. Et cette valeur additionnelle n'est pas plus imaginaire que 
la valeur que l'argent avait dans les echanges comme metal, parce que telle ou telle 
valeur derivait de son application a tels ou tels usages, et quelle etait plus grande ou 
moindre, suivant les demandes d'argent comme metal, en proportion de sa quantite. 
Le valeur additionnelle que l'argent recut de son usage comme monnaie provient de 
ses qualites, qui le rendaient propre a cet usage; et cette valeur fut en raison de la 
demande additionnelle occasionnee par son usage comme monnaie. Si l'une et 
I'autre de ces valeurs sont imaginaires, alors toutes les valeurs le sont; car aucune 
chose n'a de valeur que par l'usage auquel on I'applique, et a raison des demandes 
qu'on en fait, proportionellement a sa quantite" (Considkrations sur le numkraire et le 
commerce, ed. Daire, Bconornistes financiers du XVIIIe siecle, 2nd. ed. [Paris, 18511)~ 
pp. 447 f .  See further Walras, Thkorie de la monnaie (Lausanne, 1886), p. 40; Knies, 
op. cit., vol. 1, p. 324. Objective theories of value are unable to comprehend this 
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It is impossible to say how far the present value of money depends 
on its monetary employment a d  how far on its industrial employ- 
ment. When the institution of money was first established, the in- 
dustrial basis of the value of the precious metals may have 
preponderated; but with progress in the monetary organization of 
economic life the monetary employment has become more and 
more important. It is certain that nowadays the value of gold is 
largely supported by its monetary employment, and that its de- 
monetization would affect its price in an overwhelming fashion. ls 

The sharp decline in the price of silver since 1873 is recognized as 
largely due to the demonetization of this metal in most countries. 
And when, between 1914 and 1918, many countries replaced gold by 
banknotes and Treasury notes so that gold flowed to those countries 
that had remained on a gold standard, the value of gold fell very con- 
siderably. 

The value of the materials that are used for the manufacture of 
fiat money and credit money is also influenced by their use as 
money as well as by all their other uses. The production of token 
coins is nowadays one of the most important uses of silver, for 
example. Again, when the minting of coins from nickel was begun 
over fifty years ago, the price of nickel rose so sharply that the 
director of the English mint stated in 1873 that if minting from nickel 
were continued the cost of the metal alone would exceed the face 
value of the coins. lg If we prefer to regard this sort of use as indus- 
trial and not monetary, however, it is because token coins are not 
money but money substitutes, and consequently the peculiar in- 
teractions between changes in the value of money and changes in 
the value of the monetary material are absent in these cases. 

The task of the theory of the value of money is to expound the 
laws which regulate the determination of the objective exchange 
value of money. It is not its business to concern itself with the de- 
termination of the value of the material from which commodity 

fundamental principle of the theory of the value of money. This is best shown by the 
lack of comprehension with which Marx confronts the arguments of Law cited above 
(see Marx, Das Kapital, 7th ed. (Hamburg, 1914) vol. I, p. 56, n. 46; trans. E. and C .  
Paul into English). 
l8 See Heyn, Irrtiimer auf dem Gebiete des Geldwesens (Berlin, qoo), p. 3; Simmel, op. 
cit., pp. 116 ff .  
t9  Jevons, Money and the Mechanism of Exchange, 13th ed. (London, qoz), pp. 49 f. 
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money is made so far as this value does not depend on the monetary, 
but on the other, erriployment of this material. Neither is it its task 
to concern itself with the determination of the value of those ma- 
terials that are used for making the concrete embodiments of fiat 
money. It discusses the objective exchange value of money only 
insofar as this depends on its monetary function. 

The other forms of value present no special problems for the 
theory of the value of money, There is nothing to be said about the 
subjective value of money that differs in any way from what eco- 
nomics teaches of the subjective value of other economic goods. 
And all that it is important to know about the objective use-value 
of money may be summed up in the one statement-it depends on 
the objective exchange value of money. 

George Reisman
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CHAPTER 8 

The Determinants of the Objective Exchange Value, or 
Purchasing Power, of Money 

(1) 
The Element of Continuity in the 

Objective Exchange Value of Money 

The Dependence of the Subjective Valuation of Money on the Existence of 
Objective Exchange Value 

ccording to modern value theory, price is the resultant of the A interaction in the market of subjective valuations of commod- 
ities and price goods. From beginning to end, it is the product of 
subjective valuations. Goods are valued by the individuals exchang- 
ing them, according to their subjective use-values, and their ex- 
change ratios are determined within that range where both supply 
and demand are in exact quantitative equilibrium. The law of price 
stated by Menger and Bohm-Bawerk provides a complete and nu- 
merically precise explanation of these exchange ratios; it accounts 
exhaustively for all the phenomena of direct exchange. Under bi- 
lateral competition, market price is determined within a range 
whose upper limit is set by the valuations of the lowest bidder 
among the actual buyers and the highest offerer among the excluded 
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would-be sellers, and whose lower limit is set by the valuations of 
the lowest offerer am'ong the actual sellers and the highest bidder 
among the excluded would-be buyers. 

This law of price is just as valid for indirect as for direct exchange. 
The price of money, like other prices, is determined in the last resort 
by the subjective valuations of buyers and sellers. But, as has been 
said already, the subjective use-value of money, which coincides 
with its subjective exchange value, is nothing but the anticipated 
use-value of the things that are to be bought with it. The subjective 
value of money must be measured by the marginal utility of the 
goods for which the money can be exchanged.' 

It follows that a valuation of money is possible only on the as- 
sumption that the money has a certain objective exchange value. 
Such apoint d'appui is necessary before the gap between satisfaction 
and "useless" money can be bridged. Since there is no direct con- 
nection between money as such and any human want, individuals 
can obtain an idea of its utility and consequently of its value only 
by assuming a definite purchasing power. But it is easy to see that 
this supposition cannot be anything but an expression of the ex- 
change ratio ruling at the time in the market between the money 
and commodities. 

Once an exchange ratio between money and commodities has 
been established in the market, it continues to exercise an influence 
beyond the period during which it is maintained; it provides the 
basis for the further valuation of money. Thus the past objective 
exchange value of money has a certain significance for its present 
and future valuation. The money prices of today are linked with 
those of yesterday and before, and with those of tomorrow and 
after. 

But this alone will not suffice to explain the problem of the ele- 
ment of continuity in the value of money; it only postpones the 
explanation. To trace back the value that money has today to that 
which it had yesterday, the value that it had yesterday to that which 
it had the day before, and so on, is to raise the question of what 

See pp. 121-22 above. Also Bohm-Bawerk, Kapital und Kapitalzins, Part 11, p. 274; 
Wieser, Der naturliche Wert, p. 46. (Eng. trans. The Theory of Natural Value.) 

See Wieser, "Der Geldwert und seine Veranderungen," Schriften des Vereins fiir 
Sozialpolitik. q 2 : 5 q  ff. 
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determined the value of money in the first place. Consideration of 
the origin of the use of money and of the particular components of 
its value that depend on its monetary function suggests an obvious 
answer to this question. The first value of money was clearly the 
value which the goods used as money possessed (thanks to their 
suitability for satisfying human wants in other ways) at the moment 
when they were first used as common media of exchange. When 
individuals began to acquire objects, not for consumption, but to be 
used as media of exchange, they valued them according to the ob- 
jective exchange value with which the market already credited them 
by reason of their "industrial" usefulness, and only as an additional 
consideration on account of the possibility of using them as media 
of exchange. The earliest value of money links up with the com- 
modity value of the monetary material. But the value of money 
since then has been influenced not merely by the factors dependent 
on its "industrial" uses, which determine the value of the material 
of which the commodity money is made, but also by those which 
result from its use as money. Not only its supply and demand for 
industrial purposes, but also its supply and demand for use as a 
medium of exchange, have influenced the value of gold from that 
point of time onward when it was first used as money3 

The Necessity for a Value Independent of the Monetary Function Before 
an Object Can Serve as Money 

If the objective exchange value of money must always be linked 
with a preexisting market exchange ratio between money and other 
economic goods (since otherwise individuals would not be in a po- 
sition to estimate the value of the money), it follows that an object 
cannot be used as money unless, at the moment when its use as 
money begins, it already possesses an objective exchange value 
based on some other use. This provides both a refutation of those 
theories which derive the origin of money from a general agreement 

See Knies, Geld  u n d  Kredit (Berlin, 1885), vol. I, p. 324. 
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to impute fictitious value to things intrinsically valueless4 and a 
confirmation of Menger's hypothesis concerning the origin of the 
use of money. 

This link with a preexisting exchange value is necessary not only 
for commodity money, but equally for credit money and fiat moneys 
No fiat money could ever come into existence if it did not satisfy 
this condition. Let us suppose that, among those ancient and mod- 
ern kinds of money about which it may be doubtful whether they 
should be reckoned as credit money or fiat money, there have ac- 
tually been representatives of pure fiat money. Such money must 
have come into existence in one of two ways. It may have come into 
existence because money substitutes already in circulation, that is, 
claims payable in money on demand, were deprived of their char- 
acter as claims, and yet still used in commerce as media of exchange. 
In this case, the starting point for their valuation lay in the objective 
exchange value that they had at the moment when they were de- 
prived of their character as claims. The other possible case is that 
in which coins that once circulated as commodity money are trans- 
formed into fiat money by cessation of free coinage (either because 
there was no further minting at all or because minting was contin- 
ued only on behalf of the Treasury), no obligation of conversion 
being de jure or de facto assumed by anybody, and nobody having 
any grounds for hoping that such an obligation ever would be as- 
sumed by anybody. Here the starting point for the valuation lies in 
the objective exchange value of the coins at the time of the cessation 
of free coinage. 

Before an economic good begins to function as money it must 
already possess exchange value based on some other cause than its 
monetary function. But money that already functions as such may 
remain valuable even when the original source of its exchange value 
has ceased to exist. Its value then is based entirely on its function 
as common medium of e~change .~  

Thus Locke, Some Considerations of the Consequences of the Lowering of lnterest and 
Raising the Value of Money, 2d ed. (London, 1696), p. 31. 

See Subercaseaux, Essai sur la nature du papier monnaie (Paris, ~qoq), pp. 17 f .  
See Simmel, Philosophie des Geldes, 2d ed. (Leipzig, lqo7), pp. 115 f.; but, above all, 

Wieser, "Der Geldwert und seine Veranderungen," p. 513. 
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. 3 

The Significance of Preexisting Prices in the Determination of Market 
Exchange Ratios 

From what has just been said, the important conclusion follows 
that a historically continuous component is contained in the objec- 
tive exchange value of money. 

The past value of money is taken over by the present and trans- 
formed by it; the present value of money passes on into the future 
and is transformed in its turn. In this there is a contrast between 
the determination of the exchange value of money and that of the 
exchange value of other economic goods. All preexisting exchange 
ratios are quite irrelevant so far as the actual levels of the reciprocal 
exchange ratios of other economic goods are concerned. It is true 
that if we look beneath the concealing monetary veil to the real 
exchange ratios between goods we observe a certain continuity. 
Alterations in real prices occur slowly as a rule. But this stability of 
prices has its cause in the stability of the price determinants, not in 
the law of price determination itself. Prices change slowly because 
the subjective valuations of human beings change slowly. Human 
needs, and human opinions as to the suitability of goods for satis- 
fying those needs, are no more liable to frequent and sudden 
changes than are the stocks of goods available for consumption, or 
the manner of their social distribution. The fact that today's market 
price is seldom very different from yesterday's is to be explained by 
the fact that the circumstances that determined yesterday's price 
have not greatly changed overnight, so that today's price is a re- 
sultant of nearly identical factors. If rapid and erratic variations in 
prices were usually encountered in the market, the conception of 
objective exchange value would not have attained the significance 
that it is actually accorded both by consumer and producer. 

In this sense, reference to an inertia of prices is unobjectionable, 
although the errors of earlier economists should warn us of the real 
danger that the use of terms borrowed from mechanics may lead to 
a "mechanical" system, that is, to one that abstracts erroneously 
from the subjective valuations of individuals. But any suggestion 
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of a causal relationship between past and present prices must be 
decisively rejected. . ' 

It is not disputed that there are institutional forces in operation 
which oppose changes in prices that would be necessitated by 
changes in valuations, and which are responsible when changes in 
prices that would have been caused by changes in supply and de- 
mand are postponed and when small or transitory changes in the 
relations between supply and demand lead to no corresponding 
change in prices at all. It is quite permissible to speak of an inertia 
of prices in this sense. Even the statement that the closing price 
forms the starting point for the transactions of the next market7 may 
be accepted if it is understood in the sense suggested above. If the 
general conditions that determined yesterday's price have altered 
but little during the night, today's price should be but little different 
from that of yesterday, and in practice it does not seem incorrect to 
make yesterday's the starting point. Nevertheless, there is no causal 
connection between past and present prices as far as the relative 
exchange ratios of economic goods (not including money) are con- 
cerned. The fact that the price of beer was high yesterday cannot be 
of the smallest significance as far as today's price is concerned-we 
need only think of the effect upon the prices of alcoholic drinks that 
would follow a general triumph of the Prohibition movement. Any- 
body who devotes attention to market activities is daily aware of 
alterations in the exchange ratios of goods, and it is quite impossible 
for anybody who is well acquainted with economic phenomena to 
accept a theory which seeks to explain price changes by a supposed 
constancy of prices. 

It may incidentally be remarked that to trace the determination of 
prices back to their supposed inertia, as even Zwiedineck in his 
pleadings for this assumption is obliged to admit, is to resign at the 
outset any hope of explaining the ultimate causes of prices and to 
be content with explanations from secondary  cause^.^ It must un- 
reservedly be admitted that an explanation o f  the earliest forms of 
exchange transaction that can be shown to have existed-a task to 

' See Schmoller, Grundriss der allgemeinen Volkswirtschaftslehre (Leipzig, lgoz), vol. 2, 

p. 110. 

See Zwiedineck, "Kritisches und Positives zur Preislehre," Zeitschrift fur die gesamte 
Staatswissenschaft, Vol. 65, pp. loo ff. 
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the solution of which the economic historian has so far contributed 
but l i t t l ~ w o u l d  show that 'the forces that counteract sudden 
changes in prices were once stronger than they are now. But it must 
positively be denied that there is any sort of connection between 
those early prices and those of the present day; that is, if there really 
is anybody who believes it possible to maintain the assertion that the 
exchange ratios of economic goods (not the money prices) that pre- 
vail today on the German stock exchanges are in any sort of causal 
connection with those that were valid in the days of Hermann or 
Barbarossa. If all the exchange ratios of the past were erased from 
human memory, the process of market-price determination might 
certainly become more difficult, because everybody would have to 
construct a new scale of valuations for himself; but it would not be- 
come impossible. In fact, people the whole world over are engaged 
daily and hourly in the operation from which all prices result: the 
decision as to the relative significance enjoyed by specific quantities 
of goods as conditions for the satisfaction of wants. 

It is so far as the money prices of goods are determined by mon- 
eta y factors, that a historically 'continuous component is included 
in them, without which their actual level could not be explained. 
This component, too, is derived from exchange ratios which can be 
entirely explained by reference to the subjective valuations of the 
individuals taking part in the market, even though these valuations 
were not originally grounded upon the specifically monetary utility 
alone of these goods. The valuation of money by the market can 
only start from a value possessed by the money in the past, and this 
relationship influences the new level of the objective exchange value 
of money. The historically transmitted value is transformed by the 
market without regard to what has become its historical ~ o n t e n t . ~  
But it is not merely the starting point for today's objective exchange 
value of money; it is an indispensable element in its determination. 
The individual must take into account the objective exchange value 
of money as determined in the market yesterday before he can 
form an estimate of the quantity of money that he needs today. The 
demand for money and the supply of it are thus influenced by the 

See Wieser, "Der Geldwert und seine Veranderungen," p. 513. 
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value of money in the past; but they in their turn modify this value 
until they are brought into equilibrium. 

The Applicability of the Marginal-Utility Theory to Money 

Demonstration of the fact that search for the determinants of the 
objective exchange value of money always leads us back to a point 
where the value of money is not determined in any way by its use 
as a medium of exchange, but solely by its other functions, prepares 
the way for developing a complete theory of the value of money on 
the basis of the subjective theory of value and its peculiar doctrine 
of marginal utility. 

Until now the subjective school has not succeeded in doing this. 
In fact, among the few of its members who have paid any attention 
at all to the problem there have been some who have actually at- 
tempted to demonstrate its insolubility. The subjective theory of 
value has been helpless in face of the task here confronting it. 

There are two theories of money which, whatever else we may 
think of them, must be acknowledged as having attempted to deal 
with the whole problem of the value of money. 

The objective theories of value succeeded in introducing a for- 
mally unexceptionable theory of money into their systems, which 
deduces the value of money from its cost of production. lo  It is true 
that the abandonment of this monetary theory is not merely to be 
ascribed to those shortcomings of the objective theory of value in 
general which led to its supersession by the theory of the modern 
school. Apart from this fundamental weakness, the cost-of-pro- 
duction theory of the value of money exhibited one feature that was 
an easy target for criticism. While it certainly provided a theory of 
commodity money (even if only a formally correct one), it was unable 
to deal with the problem of credit money and fiat money. Never- 
theless, it was a complete theory of money insofar as it did at least 
attempt to give a full explanation of the value of commodity money. 

lo See Senior, Three Lectures on the Value of Money (London, 1840; 1934, p p  1 ff.; Three 
Lectures on the Cost of Obtaining Money (London, 1830; 1931)~ pp. 1 ff. 
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The other similarly complete theory of the value of money is that 
version of the quantity theory associated with the name of Dav- 
anzati.ll According to this theory, all the things that are able to 
satisfy human wants are conventionally equated with all the mon- 
etary metal. From this, since what is true of the whole is also true 
of its parts, the exchange ratios between commodity units and units 
of money can be deduced. Here we are confronted with a hypothesis 
that is not in any way supported by facts. To demonstrate its un- 
tenability once more would nowadays be a waste of time. Never- 
theless, it must not be overlooked that Davanzati was the first who 
attempted to present the problem as a whole and to provide a theory 
that would explain not merely the variations in an existing exchange 
ratio between money and other economic goods, but also the origin 
of this ratio. 

The same cannot be said of other versions of the quantity theory. 
These all tacitly assume a certain value of money as given, and 
absolutely refuse to investigate further into the matter. They over- 
look the fact that what is required is an explanation of what deter- 
mines the exchange ratio between money and commodities, and 
not merely of what causes changes in this ratio. In this respect, the 
quantity theory resembles various general theories of value (many 
versions of the doctrine of supply and demand, for example), which 
have not attempted to explain price as such but have been content 
to establish a law of price variations.12 These forms of the quantity 
theory are in fact nothing but the application of the law of supply 
and demand to the problem of the value of money. They introduce 
into monetary theory all the strong points of this doctrine; and of 
course all its weak points as we11.13 

The revolution in economics since 1870 has not yet been any more 
successful in leading to an entirely satisfactory solution of this prob- 
lem. Of course, this does not mean that the progress of the science 
has left no trace on monetary theory in generaland on the theory 

l1 See Davanzati, Laioni delle monete, 1588 (in Scrittori classici italiani di economia pol- 
it@, Parte Antica (Milan, 1804)~ vol. 2, p. 32. Locke and, above all, Montesquieu (De 
['Esprit des lois, edition Touquet [Paris, 18211, vol. 2, pp. 458 f.) share this view. See 
Willis, "The History and Present Application of the Quantity Theory," Journal of 
Political Economy 4 (1896): 419 ff. 
l2 See Zuckerkandl, Zur  Theorie des Preises (Leipzig, 1889), p. I+ 

l3 See Wieser, "Der Geldwert und seine Veranderungen," p. 5 4 .  
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of the value of money in particular. It is one of the many services 
of the subjective theory of value to have prepared the way for a 
deeper understanding of the nature and value of money. The in- 
vestigations of Menger have placed the theory on a new basis. But 
till now one thing has been neglected. Neither Menger nor any of 
the many investigators who have tried to follow him have even so 
much as attempted to solve the fundamental problem of the value 
of money. Broadly speaking, they have occupied themselves with 
checking and developing the traditional views and here and there 
expounding them more correctly and precisely, but they have not 
provided an answer to the question: What are the determinants of 
the objective exchange value of money? Menger and Jevons have 
not touched upon the problem at all. Carver14 and Kinley15 have 
contributed nothing of real importance to its solution. Walras16 and 
Kemmerer17 assume a given value of money and develop what is 
merely a theory of variations in the value of money. Kemmerer, it 
is true, approaches very close to a solution of the problem but passes 
it by. 

Wieser expressly refers to the incomplete nature of the previous 
treatment. In his criticism of the quantity theory he argues that the 
law of supply and demand in its older form, the application of which 
to the problem of money constitutes the quantity theory, has a very 
inadequate content, since it gives no explanation at all of the way 
in which value is really determined or of its level at any given time, 
but confines itself without any further explanation merely to stating 
the direction in which value will move in consequence of variations 
in supply or demand; that is, in an opposite direction to changes in 
the former and in the same direction as changes in the latter. He 
further argues that it is no longer possible to rest content with a 
theory of the economic value of money which deals so inadequately 
with the problem; that since the supersession of the old law of 
supply and demand as applied to commodities, the case for which 
it was originally constructed, a more searching law must also be 

l4 See Carver, "The Value of the Money Unit," Quarterly Journal of Economics 11 (1897): 
429 f. 
l5 See Kinley, Money (New York, rqog), pp. 123 ff. 
l6 See Walras, ThCorie de la Monnaie (Lausanne, 1886), pp. 25 ff. 
l7 See Kemmerer, Money and Credit Instruments in Their Relation to General Prices (New 
York, 1go7), pp. 11 ff. 
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sought to apply to the case of money.18 But Wieser does not deal 
with the problem whose solution he himself states to be the object 
of his investigation, for in the further course of his argument he 
declares that the concepts of supply of money and demand for 
money as a medium of exchange are useless for his purpose and puts 
forward a theory which attempts to explain variations in the objec- 
tive exchange value of money (objektive innere Tauschwert des Geldes) lg  
by reference to the relationship that exists in an economic com- 
munity between money income and real income. For while it is true 
that reference to the ratio between money income and real income 
may well serve to explain variations in the objective exchange value 
of money, Wieser nowhere makes the attempt to evolve a complete 
theory of money-an attempt which, admittedly, the factors of sup- 
ply and demand being excluded from consideration, would be cer- 
tain to fail. The very objection that he raises against the old quantity 
theory, that it affirms nothing concerning the actual determination 
of value or the level at which it must be established at any time, 
must also be raised against his own doctrine; and this is all the more - 
striking inasmuch as it was Wieser who, by revealing the historical 
element in the purchasing power of money, laid the foundation for 
the further development of the subjective theory of the value of 
money. 

The unsatisfactory results offered by the subjective theory of value 
might seem to justify the opinion that this doctrine and especially 
its proposition concerning the significance of marginal utility must 
necessarily fall short as a means of dealing with the problem of 
money. Characteristically enough, it was a representative of the new 
school, Wicksell, who first expressed this opinion. Wicksell consid- 
ers that the principle which lies at the basis of all modern investi- 
gation into the theory of value, namely, the concept of marginal 
utility, may well be suited to explaining the determination of ex- 
change ratios between one commodity and another, but that it has 
practically no significance at all, or at most an entirely secondary 
significance, in explaining the exchange ratios between money and 
other economic goods. Wicksell, however, does not appear to detect 
any sort of objection to the marginal-utility theory in this assertion. 

l8 See Wieser, "Der Geldwert und seine Veranderungen," pp. 514 ff. 
l9 [See p. 146 n. H.E.B.] 
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According to his argument, the objective exchange value of money 
is not determined &all by the processes of the market in which 
money and the other economic goods are exchanged. If the money 
price of a single commodity or group of commodities is wrongly 
assessed in the market, then the resulting maladjustments of the 
supply and demand and the production and consumption of this 
commodity or group of commodities will sooner or later bring about 
the necessary correction. If, on the other hand, all commodity prices, 
or the average price level, should for any reason be raised or lowered, 
there is no factor in the circumstances of the commodity market that 
could bring about a reaction. Consequently, if there is to be any 
reaction at all against a price assessment that is either too high or 
too low it must in some way or other originate outside the com- 
modity market. In the further course of his argument, Wicksell ar- 
rives at the conclusion that the regulator of money prices is to be 
sought in the relations of the commodity market to the money mar- 
ket, in the broadest sense of the term. The cause which influences 
the demand for raw materials, labor, the use of land, and other 
means of production, and thus indirectly determines the upward or 
downward movement of commodity prices, is the ratio between the 
money rate of interest (Darlehnszins) and the "natural" or equilibrium 
rate of interest (naturliche Kapitalzins), by which we are to understand 
that rate of interest which would be determined by supply and de- 
mand if real capital was itself lent directly without the intermediation 
of money. 20 

Wicksell imagines that this argument of his provides a theory of 
the determination of the objective exchange value of money. In fact, 
however, all that he attempts to prove is that forces operate from 
the loan market on the commodity market which prevent the ob- 
jective exchange value of money from rising too high or falling too 
low. He never asserts that the rate of interest on loans determines 
the actual level of this value in any way; in fact, to assert this would 
be absurd. But if we are to speak of a level of money prices that is 
"too h i g h  or "too low," we must first state how the ideal level with 
which the actual level is compared has been established. It is in no 
way sufficient to show that the position of equilibrium is returned 

20 See Wicksell, Geldzins und Guterpreise (Jena, 1898), pp. iv ff, 16 ff. 
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to after any disturbance, if the existence of this position of equilib- 
rium is not first explained. Indubitably, this is the primary problem, 
and its solution leads directly to that of the other; without it, further 
inquiry must remain unfruitful, for the state of equilibrium can only 
be maintained by those forces which first established it and continue 
to reestablish it. If the circumstances of the loan market can provide 
no explanation of the genesis of the exchange ratio subsisting be- 
tween money and other economic goods, then neither can they help 
to explain why this ratio does not alter. The objective exchange 
value of money is determined in the market where money is ex- 
changed for commodities and commodities for money. To explain 
its determination is the task of the theory of the value of money. But 
Wicksell is of the opinion that "the laws of the exchange of com- 
modities contain in themselves nothing that could determine the 
absolute level of money prices."21 This amounts to a denial of all 
possibility of scientific investigation in this sphere. 

Helfferich also is of the opinion that there is an insurmountable 
obstacle in the way of applying the marginal-utility theory to the 
problem of money; for while the marginal-utility theory attempts 
to base the exchange value of goods on the degree of their utility to 
the individual, the degree of utility of money to the individual quite 
obviously depends on its exchange value, since money can have 
utility only if it has exchange value, and the degree of the utility is 
determined by the level of the exchange value. Money is valued 
subjectively according to the amount of consumable goods that can 
be obtained in exchange for it, or according to what other goods 
have to be given in order to obtain the money needed for making 
payments. The marginal utility of money to any individual, that is, 
the marginal utility derivable from the goods that can be obtained 
with the given quantity of money or that must be surrendered for 
the required money, presupposes a certain exchange value of the 
money; so the latter cannot be derived from the former.22 

Those who have realized the significance of historically trans- 
mitted values in the determination of the objective exchange value 
of money will not find great difficulty in escaping from this appar- 

21 Ibid., p. 35. 
22 See Helfferich, Das Geld, 6th ed. (Leipzig, 1923), p. 577, 
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ently circular argument. It is true that valuation of the monetary 
unit by the individual is possible only on the assumption that an 
exchange ratio already exists in the market between the money and 
other economic goods. Nevertheless, it is erroneous to deduce from 
this that a complete and satisfactory explanation of the determi- 
nation of the objective exchange value of money cannot be provided 
by the marginal-utility theory. The fact that this theory is unable to 
explain the objective exchange value of money entirely by reference 
to its monetary utility; that to complete its explanation, as we were 
able to show, it is obliged to go back to that original exchange value 
which was based not on a monetary function at all but on other 
uses of the object that was to be used as money-this must not in 
any way be reckoned to the discredit of the theory, for it corresponds 
exactly to the nature and origin of the particular objective exchange 
value under discussion. To demand of a theory of the value of 
money that it should explain the exchange ratio between money 
and commodities solely with reference to the monetary function, 
and without the assistance of the element of historical continuity in 
the value of money, is to make demands of it that run quite contrary 
to its nature and its proper task. 

The theory of the value of money as such can trace back the 
objective exchange value of money only to that point where it ceases 
to be the value of money and becomes merely the value of a com- 
modity. At this point the theory must hand over all further inves- 
tigation to the general theory of value, which will then find no 
further difficulty in the solution of the problem. It is true that the 
subjective valuation of money presupposes an existing objective 
exchange value; but the value that has to be presupposed is not the 
same as the value that has to be explained; what has to be presup- 
posed is yesterday's exchange value, and it is quite legitimate to use 
it in an explanation of that of today. The objective exchange value 
of money which rules in the market today is derived from yester- 
day's under the influence of the subjective valuations of the indi- 
viduals frequenting the market, just as yesterday's in its turn was 
derived under the influence of subjective valuations from the ob- 
jective exchange value possessed by the money the day before yes- 
terday. 

If in this way we continually go farther and farther back we must 
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eventually arrive at a point where we no longer find any component 
in the objective exchange value-of money that arises from valuations 
based on the function of money as a common medium of exchange; 
where the value of money is nothing other than the value of an 
object that is useful in some other way than as money. But this point 
is not merely an instrumental concept of theory; it is an actual phe- 
nomenon of economic history, making its appearance at the moment 
when indirect exchange begins. 

Before it was usual to acquire goods in the market, not for per- 
sonal consumption, but simply in order to exchange them again for 
the goods that were really wanted, each individual commodity was 
only accredited with that value given by the subjective valuations 
based on its direct utility. It was not until it became customary to 
acquire certain goods merely in order to use them as media of ex- 
change that people began to esteem them more highly than before, 
on account of this possibility of using them in indirect exchange. 
The individual valued them in the first place because they were 
useful in the ordinary sense, and then additionally because they 
could be used as media of exchange. Both sorts of valuation are 
subject to the law of marginal utility Just as the original starting 
point of the value of money was nothing but the result of subjective 
valuations, so also is the present-day value of money. 

But Helfferich manages to bring fbrward yet another argument 
for the inapplicability of the marginal-utility theory to money. Look- 
ing at the economic system as a whole, it is clear that the notion of 
marginal utility rests on the fact that, given a certain quantity of 
goods, only certain wants can be satisfied and only a certain set of 
utilities provided. With given wants and a given set of means, the 
marginal degree of utility is determined also. According to the mar- 
ginal-utility theory, this fixes the value of the goods in relation to 
the other goods that are offered as an equivalent in exchange, and 
fixes it in such a manner that that part of the demand that cannot 
be satisfied with the given supply is excluded by the fact that it is 
not able to offer an equivalent corresponding to the marginal utility 
of the good demanded. Now Helfferich objects that while the ex- 
istence of a limited supply of any goods except money is in itself 
sufficient to imply the limitation of their utility also, this is not true 
of money. The utility of a given quantity of money depends directly 
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upon the exchange value of the money, not only from the point of 
view of the individual, but also for society as a whole. The higher 
the value of the unit in relation to other goods, the greater will be 
the quantity of these other goods that can be paid for by means of 
the same sum of money. The value of goods in general results from 
the limitation of the possible utilities that can be obtained from a 
given supply of them, and while it is usually higher according to 
the degree of utility which is excluded by the limitation of supply, 
the total utility of the supply itself cannot be increased by an increase 
in its value; but in the case of money, the utility of a given supply 
can be increased at will by an increase in the value of the unit.23 

The error in this argument is to be found in its regarding the utility 
of money from the point of view of the community instead of from 
that of the individual. Every valuation must emanate from some- 
body who is in a position to dispose in exchange of the object val- 
ued. Only those who have a choice between two economic goods 
are able to form a judgment as to value, and they do this by pre- 
ferring the one to the other. If we start with valuations from the 
point of view of society as a whole, we tacitly assume the existence 
of a socialized economic organization in which there is no exchange 
and in which the only valuations are those of the responsible official 
body. Opportunities for valuation in such a society would arise in 
the control of production and consumption, as, for example, in 
deciding how certain production goods were to be used when there 
were alternative ways of using them. But in such a society there 
would be no room at all for money. Under such conditions, a com- 
mon medium of exchange would have no utility and consequently 
no value either. It is therefore illegitimate to adopt the point of view 
of the community as a whole when dealing with the value of money. 
All consideration of the value of money must obviously presuppose 
a state of society in which exchange takes place and must take as 
its starting point individuals acting as independent economic agents 
within such a society,24 that is to say, individuals engaged in valuing 
things. 

23 Ibid., p. 578. 
24 Dr. B. M. Anderson. vv. ~ m n o  of his excellent work The Value of Moneu (New 
York, 1917). has objected id the theory set forth above that instead of a logical &&is 
it provides merely a temporal regressus. Nevertheless, all the acute objections that 
he manages to bring forward are directed only against the argument that finds a 
historical component in the exchange ratios subsisting between commodities, an 
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"Monetary" and "~onmonetar~"  Influences Affecting the Objective 
Exchange Value of Money 

Now, the first part of the problem of the value of money having 
been solved, it is at last possible for us to evolve a plan of further 
procedure. We no longer are concerned to explain the origin of the 
objective exchange value of money; this task has already been per- 
formed in the course of the preceding investigation. We now have 
to establish the laws which govern variations in existing exchange 
ratios between money and the other economic goods. This part of 
the problem of the value of money has occupied economists from 
the earliest times, although it is the other that ought logically to 
have been dealt with first. For this reason, as well as for many 
others, what has been dove toward its elucidation does not amount 
to very much. Of course, this part of the problem is also much more 
complicated than the first part. 

In investigations into the nature of changes in the value of money 
it is usual to distinguish between two sorts of determinants of the 
exchange ratio that connects money and other economic goods; 
those that exercise their effect on the money side of the ratio and 
those that exercise their effect on the commodity side. This distinc- 
tion is extremely useful; without it, in fact, all attempts at a solution 
would have to be dismissed beforehand as hopeless. Nevertheless 
its true meaning must not be forgotten. 

The exchange ratios between commodities-and the same is nat- 
urally true of the exchange ratios between commodities and 
money-result from determinants which affect both terms of the 
exchange ratio. But existing exchange ratios between goods may be 
modified by a change in determinants connected only with one of 
the two sets of exchanged objects. Although all the factors that de- 
termine the valuation of a good remain the same, its exchange ratio 
with another good may alter if the factors that determine the val- 

argument with which I also [see pp. 133 ff. above] am in definite disagreement. But 
Dr. Anderson recognizes the logical foundation of my theory when he declares, "I 
shall maintain that value from some source other than the monetary employment is 
an essential precondition of the monetary employment" (p. 126). 

George Reisman
onmonetar~"
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uation of this second good alter. If of two persons I prefer A to B, 
this preference may be reversed, even though my feeling for A re- 
mains unchanged, if I contract a closer friendship with B. Similarly 
with the relationships between goods and human beings. He who 
today prefers the consumption of a cup of tea to that of a dose of 
quinine may make a contrary valuation tomorrow, even though his 
liking for tea has not diminished, if he has, say, caught a fever over- 
night. Whereas the factors that determine prices always affect both 
sets of the goods that are to be exchanged, those of them which 
merely modify existing prices may sometimes be restricted to one set 
of goods only 25 

(11) 
Fluctuations in the Objective Exchange Value of Money 

Evoked by Changes in the Ratio Between the Supply of Money 
and the Demand for It 

The Quantity Theory 

That the objective exchange value of money as historically trans- 
mitted (der geschichtlich uberkommene objektive Tauschwert des Geldes) 
is affected not only by the industrial use of the material from which 
it is made, but also by its monetary use, is a proposition which 
hardly any economist would nowadays deny. It is true that lay 
opinion was molded entirely by the contrary belief until very recent 
times. To a naive observer, money made out of precious metal was 
"sound money" because the piece of precious metal was an "intrins- 

25 See Menger, Grundsatze der Volksw~rtschaftslehre (Vienna, lgq),pp. 304 ff. [In the 
German edition of this book, the above paragraph was followed by an explanation 
that German writers, following Menger, usually refer to "the question of the nature 
and extent of the influence upon the exchange ratios between money and commod- 
ities exerted by variations in those determinants of prices that lie on the monetary 
side" as the problem of the innere objektiue Tauschwert of money, and to "those con- 
cerned with variations in the objective exchange value of money throughout time 
and space in general" as the problem of its aussere objektiue Tauschwert. Since this 
distinction has not been usual in English terminology, it has been omitted from the 
present version; and, in what follows, wherever "the objective exchange value of 
money" is referred to, it is the innere exchange value that is meant unless the contrary 
is explicitly stated. H.E.B.] 
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ically" valuable object, while paper money was "bad money" be- 
cause its value was only "artificial." But even the layman who holds 
this opinion accepts the money in the course of business transac- 
tions, not for the sake of its industrial use-value, but for the sake 
of its objective exchange value, which depends largely upon its 
monetary employment. He values a gold coin not merely for the 
sake of its industrial use-value, say because of the possibility of 
using it as jewelry, but chiefly on account of its monetary utility. 
But, of course, to do something, and to render an account to oneself 
of what one does and why one does it, are quite different things.26 

Judgment upon the shortcomings of popular views about money 
and its value must be lenient, for even the attitude of science toward 
this problem has not always been free from error. Happily, the last 
few years have seen a gradual but definite change in popular mon- 
etary theory. It is now generally recognized that the value of money 
depends partly on its monetary function. This is due to the in- 
creased attention that has been devoted to questions of monetary 
policy since the commencement of the great controversy about the 
standards. The old theories proved unsatisfactory; it was not pos- 
sible to explain phenomena such as those of the Austrian or Indian 
currency systems without invoking the assumption that the value 
of money originates partly in its monetary function. The naivety of 
the numerous writings which attacked this opinion and their com- 
plete freedom from the restraining influence of any sort of knowl- 
edge of the theory of value may occasionally lead the economist to 
regard them as unimportant; but they may at least claim to have 
performed the service of shaking deep-rooted prejudices and stim- 
ulating a general interest in the problem of prices. No doubt they 
are a gratifying indication of a growing interest in economic ques- 
tions; if this is kept in mind, it is possible to think more generously 
of many erroneous monetary theories. 

It is true that there has been no lack of attempts to explain the 
peculiar phenomena of modern monetary systems in other ways. 
But they have all been unsuccessful. Thus, in particular, Laughlin's 
theory comes to grief in failing to take account of the special aspects 
of the value of money that are associated with the specifically mon- 

26 See Wieser, Liber den Ursprung und die Hauptgesetze des wirtschaftlichen Wertes, op. 
cit., pp. iii. 
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etary function. Quite correctly, Laughlin stresses as the peculiar 
characteristic of money substitutes their constant and immediate 
convertibility into money.27 Nevertheless, he would seem to be 
mistaken on a fundamental point when he applies the name of 
token money to such currencies as the rupee from 1893 to 1899 and 
the Russian ruble and Austrian gulden at the time of the suspension 
of cash payments. He accounts for the fact that a piece of paper 
which is not immediately convertible into gold can have any value 
at all, by reference to the possibility that it will nevertheless someday 
be converted. He compares inconvertible paper money with the 
shares of a concern which is temporarily not paying any dividend 
but whose shares may nevertheless have a certain exchange value 
because of the possibility of future dividends. And he says that the 
fluctuations in the exchange value of such paper money are con- 
sequently based upon the varying prospects of its ultimate conver- 
sion. 28 

The error in this conclusion may be most simply demonstrated 
by means of an actual example. Let us select for this purpose the 
monetary history of Austria, which Laughlin also uses as an illus- 
tration. From 1859 onward the Austrian National Bank was released 
from the obligation to convert its notes on demand into silver, and 
nobody could tell when the state paper money issued in 1866 would 
be redeemed, or even if it would be redeemed at all. It was not until 
the later 1890s that the transition to metallic money was completed 
by the actual resumption of cash payments on the part of the ~ u s t r o -  
Hungarian Bank. 

Now Laughlin attempts to explain the value of the Austrian cur- 
rency during this period by reference to the prospect of a future 
conversion of the notes into metallic commodity money. He finds 
the basis of its value, at first in an expectation that it would be 
converted into silver, and afterward in an expectation that it would 
be converted into gold, and traces the vicissitudes of its purchasing 
power to the varying chances of its ultimate c o n v e r s i ~ n . ~ ~  

The inadmissibility of this argument can be demonstrated in a 
striking fashion. In the year &+the year is chosen at random- 

27 See Laughlin, The Principles of Money (London, 1go3), pp. 5x3 f .  
28 Ibid., p p  530 f .  
29 lbid., pp. 531 ff. 
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the five percent Austrian government bonds were quoted on the 
Viennese Stock Exchange at an-average rate of 95.81, or 4.19 percent 
below par. The quotation was in terms of Austrian paper gulden. 
The government bonds represented claims against the Austrian 
state bearing interest at five percent. Thus both the bonds and the 
notes were claims against the same debtor. It is true that these gov- 
ernment bonds were not repayable, that is to say, not redeemable 
on the part of the creditor. Nevertheless, seeing that interest was 
paid on them, this could not prejudice their value in comparison 
with that of the non-interest-bearing currency notes, which also 
were not redeemable; furthermore, the interest on the bonds was 
payable in paper money, and, if the government redeemed them, 
it could do this also in paper money. In fact, the bonds in question 
were redeemed voluntarily in 1892, long before the currency notes 
were converted into gold. The question now arises: How could it 
come about that the government bonds, bearing interest at five 
percent, could be valued less highly than the non-interest-bearing 
currency notes? This could not possibly be attributed, say, to the 
fact that people hoped that the currency notes would be converted 
into gold before the bonds were iedeemed. There was no suggestion 
of such an expectation. Quite another circumstance decided the 
matter. 

The currency notes were common media of exchange-they were 
money-and consequently, besides the value that they possessed 
as claims against the state, they also had a value as money. It is 
beyond doubt that their value as claims alone would not have been 
an adequate basis even for a relatively large proportion of their ac- 
tual exchange value. The date of repayment of the claims that were 
embodied in these notes was in fact quite uncertain, but in any case 
very distant. As claims, it was impossible for them to have a higher 
exchange value than corresponded to the then value of the expec- 
tation of their repayment. Now, after the cessation of free coinage 
of silver it was fairly obvious that the paper gulden (and incidentally 
the silver gulden) would not be converted at a rate appreciably in 
excess of the average rate at which it circulated in the period im- 
mediately preceding the conversion. In any case, after the legal de- 
termination of the conversion ratio by the Currency Regulation Law 
of August 2,1892, it was settled that the conversion of the currency 

George Reisman
an-
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notes would not take place at any higher rate than this. How could 
it come about, then, that the gold value of the krone (the half- 
gulden) already fluctuated about this rate as early as the second half 
of the year 1892 although the date of conversion was then still quite 
unknown? Usually a claim to a fixed sum, the date of payment of 
which lies in the uncertain future, is valued considerably less highly 
than the sum to which it refers. To this question Laughlids theory 
cannot offer an answer; only by taking account of the fact that the 
monetary function also contributes toward value is it possible to find 
a satisfactory explanation. 

The attempts that have so far been made, to determine the quan- 
titative significance of the forces emanating from the side of money 
that affect the exchange ratio existing between money and other 
economic goods, have followed throughout the line of thought of 
the quantity theory. This is not to say that all the exponents of the 
quantity theory had realized that the value of money is not deter- 
mined solely by its nonmonetary, industrial employment, but also 
or even solely by its monetary function. Many quantity theorists 
have been of another opinion on this point and have believed that 
the value of money depends solely on the industrial employment 
of the monetary material. The majority have had no clear conception 
of the question at all; very few have approached its true solution. 
It is often hard to decide in which class certain of these authors 
should be placed; their phraseology is often obscure and their the- 
ories not seldom contradictory. All the same, let us suppose that all 
quantity theorists had recognized the significance of the monetary 
function in the determination of the value of the monetary material, 
and criticize the usefulness of their theory from this point of view. 

When the determinants of the exchange ratios between economic 
goods were first inquired into, attention was early devoted to two 
factors whose importance for the pricing process was not to be de- 
nied. It was impossible to overlook the well-known connection be- 
tween variations in the available quantity of goods and variations 
in prices, and the proposition was soon formulated that a good 
would rise in price if the available quantity of it diminished. Simi- 
larly, the importance of the total volume of transactions in the de- 
termination of prices was also realized. Thus, a mechanical theory 
of price determination was arrived at-the doctrine of supply and 

George Reisman
then,
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demand, which until very recently held such a prominent position 
in our science. Of all explanatioiis of prices it is the oldest. We cannot 
dismiss it offhand as erroneous; the only valid objection to it is that 
it does not go back to the ultimate determinants of prices. It is correct 
or incorrect, according to the content given to the words demand and 
supply. It is correct, if account is taken of all the factors that motivate 
people in buying and selling. It is incorrect, if supply and demand 
are interpreted and compared in a merely quantitative sense.30 

It was an obvious step to take this theory, that had been con- 
structed to explain the reciprocal exchange ratios of commodities, 
and apply it to fluctuations in the relative values of commodities 
and money also. As soon as people became conscious of the fact of 
variations in the value of money at all, and gave up the naive con- 
ception of money as an invariable measure of value, they began to 
explain these variations also by quantitative changes in supply and 
demand. 

It is true that the usual criticism of the quantity theory (often 
expressed with more resentment than is consonant with that objec- 
tivity which alone should be the distinctive mark of scientific in- 
vestigation) had an easy task so far as it was leveled against the 
older, incomplete, version. It was not difficult to prove that the 
supposition that changes in the value of money must be propor- 
tionate to changes in the quantity of money, so that for example a 
doubling of the quantity of money would lead to a doubling of 
prices also, was not in accordance with facts and could not be the- 
oretically established in any way whatever.31 It was still simpler to 
show the untenability of the naive version of the theory which re- 
garded the total quantity of money and the total stock of money as 
equivalent. 

But all these objections do not touch the essence of the doctrine. 
Neither can any sort of refutation or limitation of the quantity theory 
be deduced from the fact that a number of writers claim validity for 
it only on the assumption ceteris paribus; not even though they state 
further that this supposition never is fulfilled and never could be 

30 See Zuckerkandl, op. cit., pp. 123 ff. 
31 See Mill, Principles of Political Economy (London, 1867), p. 299 
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fulfilled.32 The assumption ceteris paribus is the self-evident ap- 
pendage of every scientific doctrine and there is no economic law 
that can dispense with it. 

Against such superficial criticism the quantity theory has been 
well able to defend itself triumphantly and through the centuries, 
condemned by some and exalted as an indisputable truth by others, 
it has always been in the very center of scientific discussion. It has 
been dealt with in an immense literature, far beyond the power of 
any one person to master. It is true that the scientific harvest of these 
writings is but small. The theory has been adjudged "right" or 
"wrong," and statistical data (mostly incomplete and incorrectly in- 
terpreted) have been used both to "prove" and to "disprove" it- 
although sufficient care has seldom been taken to eliminate varia- 
tions brought about by accidental circumstances. On the other hand, 
investigation on a basis of the theory of value has but seldom been 
attempted. 

If we wish to arrive at a just appraisal of the quantity theory we 
must consider it in the light of the contemporary theories of value. 
The core of the doctrine consists in the proposition that the supply 
of money and the demand for it both affect its value. This proposition 
is probably a sufficiently good hypothesis to explain big changes in 
prices; but it is far from containing a complete theory of the value of 
money. It describes one cause of changes in prices; it is nevertheless 
inadequate for dealing with the problem exhaustively. By itself it 
does not comprise a theory of the value of money; it needs the basis 
of a general value theory. One after another, the doctrine of supply 
and demand, the cost-of-production theory, and the subjective the- 
ory of value have had to provide the foundations for the quantity 
theory. 

If we make use in our discussion of only one fundamental idea 
contained in the quantity theory, the idea that a connection exists 
between variations in the value of money on the one hand and 
variations in the relations between the demand for money and the 
supply of it on the other hand, our reason is not that this is the most 
correct expression of the content of the theory from the historical 
point of view, but that it constitutes that core of truth in the theory 

32 Cf. Marshall, before the Indian Currency Committee, "Report" (London, 1898-99; 
Q. 11759)~ in Official Papers (London, 1926), p. 267. 
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which even the modern investigator can and must recognize as 
useful. Although the historian of economic theory may find this 
formulation inexact and produce quotations to refute it, he must 
nevertheless admit that it contains the correct expression of what 
is valuable in the quantity theory and usable as a cornerstone for a 
theory of the value of money. 

Beyond this proposition, the quantity theory can provide us with 
nothing. Above all, it fails to explain the mechanism of variations 
in the value of money. Some of its expositors do not touch upon this 
question at all; the others employ an inadequate principle for deal- 
ing with it. Observation teaches us that certain relations of the kind 
suggested between the available stock of money and the need for 
money do in fact exist; the problem is to deduce these relations from 
the fundamental laws of value and so at last to comprehend their 
true significance. 

The Stock of Money and the Demand for Money 

The process, by which supply and demand are accommodated to 
each other until a position of equilibrium is established and both are 
brought into quantitative and qualitative coincidence, is the hig- 
gling of the market. But supply and demand are only the links in 
a chain of phenomena, one end of which has this visible manifes- 
tation in the market, while the other is anchored deep in the human 
mind. The intensity with which supply and demand are expressed, 
and consequently the level of the exchange ratio at which both 
coincide, depends on the subjective valuations of individuals. This 
is true, not only of the direct exchange ratios between economic 
goods other than money, but also of the exchange ratio between 
money on the one hand and commodities on the other. 

For a long time it was believed that the demand for money was 
a quantity determined by objective factors and independently of 
subjective considerations. It was thought that the demand for 
money in an economic community was determined, on the one 
hand by the total quantity of commodities that had to be paid for 
during a given period, and on the other hand by the velocity of 
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circulation of the money. There is an error in the very starting point 
of this way of regai'ding the matter, which was first successfully 
attacked by Menger.33 It is inadmissible to begin with the demand 
for money of the community. The individualistic economic com- 
munity as such, which is the only sort of community in which there 
is a demand for money is not an economic agent. It demands money 
only insofar as its individual members demand money. The demand 
for money of the economic community is nothing but the sum of 
the demands for money of the individual economic agents com- 
posing it. But for individual economic agents it is impossible to 
make use of the formula: total volume of transactions + velocity of 
circulation. If we wish to arrive at a description of the demand for 
money of an individual we must start with the considerations that 
influence such an individual in receiving and paying out money. 

Every economic agent is obliged to hold a stock of the common 
medium of exchange sufficient to cover his probable business and 
personal requirements. The amount that will be required depends 
upon individual circumstances. It is influenced both by the custom 
and habits of the individual and by the organization of the whole 
social apparatus of production and exchange. 

But all of these objective factors always affect the matter only as 
motivations of the individual. They are never capable of a direct 
influence upon the actual amount of his demand for money. Here, 
as in all departments of economic life, it is the subjective valuations 
of the separate economic agents that alone are decisive. The store 
of purchasing power held by two such agents whose objective eco- 
nomic circumstances were identical might be quite different if the 
advantages and disadvantages of such a store were estimated dif- 
ferently by the different agents. 

The cash balance held by an individual need by no means consist 
entirely of money. If secure claims to money payable on demand, 
are employed commercially as substitutes for money, being ten- 
dered and accepted in place of money, then individuals' stores of 
money can be entirely or partly replaced by a corresponding store 
of these substitutes. In fact, for technical reasons (such, for example, 
as the need for having money of various denominations on hand) 

33 See Menger, up. cit., pp. 325 ff.; also Helfferich, op. cit., pp. 500 ff.  
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this may sometimes prove an unavoidable necessity. It follows that 
we can speak of a demand for money in a broader and in a narrower 
sense. The former comprises the entire demand of an individual for 
money and money substitutes; the second, merely his demand for 
money proper. The former is determined by the will of the economic 
agent in question. The latter is fairly independent of individual 
influences, if we disregard the question of denomination referred 
to above. Apart from this, the question whether a greater or smaller 
part of the cash balance held by an individual shall consist of money 
substitutes is only of importance to him when he has the oppor- 
tunity of acquiring money substitutes which bear interest, such as 
interest-bearing banknotes-a rare case-or bank deposits. In all 
other cases it is a matter of complete indifference to him. 

The individual's demand and stock of money are the basis of the 
demand and stock in the whole community. So long as there are no 
money substitutes in use, the social demand for money and the 
social stock of money are merely the respective sums of the indi- 
vidual demands and stocks. But this is changed with the advent of 
money substitutes. The social demand for money in the narrower 
sense is no longer the sum of the individual demands for money in 
the narrower sense, and the social demand for money in the broader 
sense is by no means the sum of the individual demands for money 
in the broader sense. Part of the money substitutes functioning as 
money in the cash holdings of individuals are "covered" by sums 
of money held as "redemption funds" at the place where the money 
substitutes are cashable, which is usually, although not necessarily, 
the issuing concern. We shall use the term money certificates for those 
money substitutes that are completely covered by the reservation 
of corresponding sums of money, and the termfiducia y for 
those which are not covered in this way. The suitability of this ter- 
minology, which has been chosen with regard to the problem to be 
dealt with in the third part of the present work, must be demon- 
strated in that place. It is not to be understood in the light of banking 
technique or in a juristic sense; it is merely intended to serve the 
ends of economic argument. 

Only in the rarest cases can any particular money substitutes be 

34 See Appendix B. 
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immediately assigned to the one or the other group. That is possible 
only for those money substitutes of which the whole species is either 
entirely covered by money or not covered by money at all. In the 
case of all other money substitutes, those the total quantity of which 
is partly covered by money and partly not covered by money, only 
an imaginary ascription of an aliquot part to each of the two groups 
can take place. This involves no fresh difficulty. If, for example, 
there are banknotes in circulation one-third of the quantity of which 
is covered by money and two-thirds not covered, then each indi- 
vidual note is to be reckoned as two-thirds fiduciary medium and 
one-third money certificate. It is thus obvious that a community's 
demand for money in the broader sense cannot be the sum of the 
demands of individuals for money and money substitutes, because 
to reckon in the demand for money certificates as well as that for 
the money that serves as a cover for them as the banks and else- 
where is to count the same amount twice over. A community's de- 
mand for money in the broader sense is the sum of the demands of 
the individual economic agents for money proper and fiduciary 
media (including the demand for cover). And a community's de- 
mands for money in the narrower sense are the sum of the demands 
of the individual economic agents for money and money certificates 
(this time not including cover). 

In this part we shall ignore the existence of fiduciary media and 
assume that the demands for money of individual economic agents 
can be satisfied merely by money and money certificates, and con- 
sequently that the demand for money of the whole economic com- 
munity can be satisfied merely by money proper.35 The third part 
of this book is devoted to an examination of the important and 
difficult problems arising from the creation and circulation of fidu- 
ciary media. 

The demand for money and its relations to the stock of money 
form the starting point for an explanation of fluctuations in the 
objective exchange value of money. Not to understand the nature 

35 Examination of the relationship of this supposition to the doctrine of the "purely 
metallic currency" as expounded by the Currency School would necessitate a dis- 
cussion of the criticism that has been leveled at it by the Banking School; but certain 
remarks in the third part of the present work on fiduciary media and the clearing 
system will fill the gap left above. 
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of the demand for money is to fail at the very outset of any attempt 
to grapple with the problem of variations in the value of money. If 
we start with a formula that attempts to explain the demand for 
money from the point of view of the community instead of from 
that of the individual, we shall fail to discover the connection be- 
tween the stock of money and the subjective valuations of individ- 
uals-the foundation of all economic activity. But on the other hand, 
this problem is solved without difficulty if we approach the phe- 
nomena from the individual agent's point of view. 

No longer explanation is necessary, of the way in which an in- 
dividual will behave in the market when his demand for money 
exceeds his stock of it. He who has more money on hand than he 
thinks he needs, will buy in order to dispose of the superfluous 
stock of money that lies useless on his hands. If he is an entrepre- 
neur, he will possibly enlarge his business. If this use of the money 
is not open to him, he may purchase interest-bearing securities; or 
possibly he may decide to purchase consumption goods. But in any 
case, he expresses by a suitable behavior in the market the fact that 
he regards his reserve of purchasing power as too large. 

And he whose demand for money is less than his stock of it will 
behave in an exactly contrary fashion. If an individual's stock of 
money diminishes (his property or income remaining the same), 
then he will take steps to reach the desired level of reserve pur- 
chasing power by suitable behavior in making sales and purchases. 
A shortage of money means a difficulty in disposing of commodities 
for money. He who is obliged to dispose of a commodity by way of 
exchange will prefer to acquire some of the common medium of 
exchange for it, and only when this acquisition involves too great 
a sacrifice will he be content with some other economic good, which 
will indeed be more marketable than that which he wishes to dis- 
pose of but less marketable than the common medium of exchange. 
Under the present organization of the market, which leaves a deep 
gulf between the marketability of money on the one hand and the 
marketability of other economic goods on the other hand, nothing 
but money enters into consideration at all as a medium of exchange. 
Only in exceptional circumstances is any other economic good 
pressed into this service. In the case mentioned, therefore, every 
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seller will be willing to accept a smaller quantity of money than he 
otherwise would have demanded, so as to avoid the fresh loss that 
he would have to suffer in again exchanging the commodity that he 
has acquired, which is harder to dispose of than money, for the com- 
modity that he actually requires for consumption. 

The older theories, which started from an erroneous conception 
of the social demand for money, could never arrive at a solution of 
this problem. Their sole contribution is limited to paraphrases of 
the proposition that an increase in the stock of money at the disposal 
of the community while the demand for it remains the same de- 
creases the objective exchange value of money, and that an increase 
of the demand with a constant available stock has the contrary ef- 
fect, and so on. By a flash of genius, the formulators of the quantity 
theory had already recognized this. We cannot by any means call it 
an advance when the formula giving the amount of the demand for 
money (volume of transactions + velocity of circulation) was re- 
duced to its elements, or when the attempt was made to give exact 
precision to the idea of a stock of money, so long as this occurred 
under a misapprehension of the nature of fiduciary media and of 
clearing transactions. No approach whatever was made toward the 
central problem of this part of the theory of money so long as the- 
orists were unable to show the way in which subjective valuations 
are affected by variations in the ratio between the stock of money 
and the demand for money. But this task was necessarily beyond 
the power of these theories; they break down at the crucial point.36 

Recently, Wieser has expressed himself against employing the 
"collective concept of the demand for money" as the starting point 
for a theory of fluctuations in the objective exchange value of money. 
He says that in an investigation of the value of money we are not 
concerned with the total demand for money. The demand for money 
to pay taxes with, for example, does not come into consideration, 
for these payments do not affect the value of money but only trans- 
fer purchasing power from those who pay the taxes to those who 
receive them. In the same way, capital and interest payments in loan 
transactions and the making of gifts and bequests merely involve 

36 It is remarkable that even investigators who otherwise take their stand upon the 
subjective theory of value have been able to fall into this error. So, for example, 
Fisher and Brown, The Purchasing Power of Money (New York, 1911), pp. 8 ff. 
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a transference of purchasing power between persons and not an 
augmentation or diminution of it. A functional theory of the value 
of money must, in stating its problem, have regard only to those 
factors by which the value of money is determined. The value of 
money is determined in the process of exchange. Consequently, the 
theory of the value of money must take account only of those quan- 
tities which enter into the process of exchange.37 

But these objections of Wieser's are not only rebutted by the fact 
that even the surrender of money in paying taxes, in making capital 
and interest payments, and in giving presents and bequests, falls 
into the economic category of exchange. Even if we accept Wieser's 
narrow definition of exchange, we must still oppose his argument. 
It is not a peculiarity of money that its value (Wieser obviously 
means its objective exchange value) is determined in the process of 
exchange; the same is true of all other economic goods. For all eco- 
nomic goods it must therefore be correct to say that the theory of 
value has to investigate only certain quantities, namely, only those 
that are involved in the process of exchange. But there is no such 
thing in economics as a quantity that is not involved in the process 
of exchange. From the economic point of view, a quantity has no 
other relationships than those which exercise some influence upon 
the valuations of individuals concerned in some process or other of 
exchange. 

This is true, even if we admit that value only arises in connection 
with exchange in the narrow sense intended by Wieser. But those 
who participate in exchange transactions, and consequently desire 
to acquire or dispose of money, do not value the monetary unit 
solely with regard to the fact that they can use it in other acts of 
exchange (in Wieser's narrower sense of the expression), but also 
because they require money in order to pay taxes, to transfer bor- 
rowed capital and pay interest, and to make presents. They consider 
the level of their purchasing-power reserves with a view to the 
necessity of having money ready for all these purposes, and their 
judgment as to the extent of their requirements for money is what 
decides the demand for money with which they enter the market. 

37 See Wieser, "Der Geldwert und seine Verandemngen," pp. 5x5 ff. 
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The Consequences of an Increase in the Quantity of Money While the 
Demand for Money Remains Unchanged or Does Not Increase to the 

Same Extent 

Those variations in the ratio between the individual's demand for 
money and his stock of it that arise from purely individual causes 
cannot as a rule have a very large quantitative influence in the mar- 
ket. In most cases they will be entirely or at least partly compen- 
sated by contrary variations emanating from other individuals in 
the market. But a variation in the objective exchange value of money 
can arise only when a force is exerted in one direction that is not 
canceled by a counteracting force in the opposite direction. If the 
causes that alter the ratio between the stock of money and the de- 
mand for it from the point of view of an individual consist merely 
in accidental and personal factors that concern that particular in- 
dividual only then, according to the law of large numbers, it is likely 
that the forces arising from this cause, and acting in both directions 
in the market, will counterbalance each other. The probability that 
the compensation will be complete is the greater, the more individ- 
ual economic agents there are. 

It is otherwise when disturbances occur in the community as a 
whole, of a kind to alter the ratio existing between the individual's 
stock of money and his demand for it. Such disturbances, of course, 
cannot have an effect except by altering the subjective valuations of 
the individual; but they are social economic phenomena in the sense 
that they influence the subjective valuations of a large number of 
individuals, if not simultaneously and in the same degree, at least 
in the same direction, so that there must necessarily be some re- 
sultant effect on the objective exchange value of money. 

In the history of money a particularly important part has been 
played by those variations in its objective exchange value that have 
arisen in consequence of an increase in the stock of money while 
the demand for it has remained unchanged or has at least not in- 
creased to the same extent. These variations, in fact, were what first 
attracted the attention of economists; it was in order to explain them 
that the quantity theory of money was first propounded. All writers 
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have dealt most thoroughly with them. It is perhaps justifiable, 
therefore, to devote special attention to them and to use them to 
illuminate certain important theoretical points. 

In whatever way we care to picture to ourselves the increase in 
the stock of money, whether as arising from increased production 
or importation of the substance of which commodity money is 
made, or through a new issue of fiat or credit money, the new money 
always increases the stock of money at the disposal of certain in- 
dividual economic agents. An increase in the stock of money in a 
community always means an increase in the money incomes of a 
number of individuals; but it need not necessarily mean at the same 
time an increase in the quantity of goods that are at the disposal of 
the community, that is to say, it need not mean an increase in the 
national dividend. An increase in the amount of fiat or credit money 
is only to be regarded as an increase in the stock of goods at the 
disposal of society if it permits the satisfaction of a demand for 
money which would otherwise have been satisfied by commodity 
money instead, since the material for the commodity money would 
then have had to be procured ,by the surrender of other goods in 
exchange or produced at the cost of renouncing some other sort of 
production. If, on the other hand, the nonexistence of the new issue 
of fiat or credit money would not have involved an increase in the 
quantity of commodity money, then the increase of money cannot 
be regarded as an increase of the income or wealth of society. 

An increase in a community's stock of money always means an 
increase in the amount of money held by a number of economic 
agents, whether these are the issuers of fiat or credit money or the 
producers of the substance of which commodity money is made. 
For these persons, the ratio between the demand for money and 
the stock of it is altered; they have a relative superfluity of money 
and a relative shortage of other economic goods. The immediate 
consequence of both circumstances is that the marginal utility to 
them of the monetary unit diminishes. This necessarily influences 
their behavior in the market. They are in a stronger position as 
buyers. They will now express in the market their demand for the 
objects they desire more intensively than before; they are able to 
offer more money for the commodities that they wish to acquire. It 
will be the obvious result of this that the prices of the goods con- 

George Reisman
withattention



162 The Value of Money 

cerned will rise, and that the objective exchange value of money 
will fall in comparison. 

But this rise of prices will by no means be restricted to the market 
for those goods that are desired by those who originally have the 
new money at their disposal. In addition, those who have brought 
these goods to market will have their incomes and their propor- 
tionate stocks of money increased and, in their turn, will be in a 
position to demand more intensively the goods they want, so that 
these goods will also rise in price. Thus the increase of prices con- 
tinues, having a diminishing effect, until all commodities, some to 
a greater and some to a lesser extent, are reached by it.3s 

The increase in the quantity of money does not mean an increase 
of income for all individuals. On the contrary, those sections of the 
community that are the last to be reached by the additional quantity 
of money have their incomes reduced, as a consequence of the de- 
crease in the value of money called forth by the increase in its quan- 
tity; this will be referred to later. The reduction in the income of 
these classes now starts a countertendency, which opposes the 
tendency to a diminution of the value of money due to the increase 
of income of the other classes, without being able to rob it com- 
pletely of its effect. 

Those who hold the mechanical version of the quantity theory 
will be the more inclined to believe that the increase in the quantity 
of money must eventually lead to a uniform increase in the prices 
of all economic goods, the less clear their concept is of the way in 
which the determination of prices is affected by it. Thorough com- 
prehension of the mechanism by means of which the quantity of 
money affects the prices of commodities makes their point of view 
altogether untenable. Since the increased quantity of money is re- 
ceived in the first place by a limited number of economic agents 
only and not by all, the increase of prices at first embraces only 
those goods that are demanded by these persons; further, it affects 
these goods more than it afterward affects any others. When the 
increase of prices spreads farther, if the increase in the quantity of 

38 See Hume, Essays, ed. Frowde (London), pp. 294 ff.; Mill, op. cit., pp. 298 ff.; 
Cairnes, Essays in Political Economy, Theoretical and Applied (London, 1873). pp. 57 ff.; 
Spiethoff, "Die Quantitatstheorie insbesondere in ihrer Verwertbarkeit als Haus- 
setheorie," Festgaben fu'r Adolf Wagner (Leipzig, qog), pp. 250 ff. 
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money is only a single transient,phenomenon, it will not be possible 
for the differential increase of prices of these goods to be completely 
maintained; a certain degree of adjustment will take place. But there 
will not be such a complete adjustment of the increases that all 
prices increase in the same proportion. The prices of commodities 
after the rise of prices will not bear the same relation to each other 
as before its commencement; the decrease in the purchasing power 
of money will not be uniform with regard to different economic 
goods. 

Hume, it may be remarked, bases his argument concerning this 
matter on the supposition that every Englishman is miraculously 
endowed with five pieces of gold during the night.39 Mill rightly 
remarks on this, that it would not lead to a uniform increase in the 
demand for separate commodities; the luxury articles of the poorer 
classes would rise more in price than the others. All the same, he 
believes that a uniform increase in the prices of all commodities, 
and this exactly in proportion to the increase in the quantity of 
money, would occur, if "the wants and inclinations of the commu- 
nity collectively in respect to consumption" remained the same. He 
assumes, no less artificially than Hume, that "to every pound, or 
shilling, or penny, in the possession of any one, another pound, 
shilling, or penny were suddenly added."40 But Mill fails to see that 
even in this case a uniform rise of prices would not occur, even 
supposing that for each member of the community the proportion 
between stock of money and total wealth was the same, so that the 
addition of the supplementary quantity of money did not result in 
an alteration of the relative wealth of individuals. For, even in this 
quite impossible case, every increase in the quantity of money 
would necessarily cause an alteration in the conditions of demand, 
which would lead to a disparate increase in the prices of the indi- 
vidual economic goods. Not all commodities would be demanded 
more intensively, and not all of those that were demanded more 
intensively would be affected in the same degree.41 

There is no justification whatever for the widespread belief that 

39 Hume, op, cit., p. 307 
40 Mill, op. cit., p. 299. 
41 See Conant, "What Determines the Value of Money?" Quarterly Journal of Economics 
18 (1904): 559 ff .  
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variations in the quantity of money must lead to inversely propor- 
tionate variations in the objective exchange value of money, so that, 
for example, a doubling of the quantity of money must lead to a 
halving of the purchasing power of money. 

Even assuming that in some way or other-it is confessedly dif- 
ficult to imagine in what way-every individual's stock of money 
were to be increased so that his relative position as regards other 
holders of property was unaltered, it is not difficult to prove that 
the subsequent variation in the objective exchange value of money 
would not be proportioned to the variation in the quantity of money. 
For, in fact, the way in which an individual values a variation in the 
quantity of money at his disposal is by no means directly dependent 
on the amount of this variation; but we should have to assume that 
it was, if we wished to conclude that there would be a proportionate 
variation in the objective exchange value of money. If the possessor 
of a units of money receives b additional units, then it is not at all 
true to say that he will value the total stock a + b exactly as highly 
as he had previously valued the stock a alone. Because he now has 
disposal over a largerstock, he will now value each unit less than he 
did before; but how much less will depend upon a whole series of 
individual circumstances, upon subjective valuations that will be 
different for each individual. Two individuals who are equally 
wealthy and who each possess a stock of money a ,  will not by any 
means arrive at the same variation in their estimation of money after 
an increase of b units in each of their stocks of money. It is nothing 
short of absurdity to assume that, say, doubling the amount of 
money at the disposal of an individual must lead to a halving of the 
exchange value that he ascribes to each monetary unit. Let us, for 
example, imagine an individual who is in the habit of holding a stock 
of a hundred kronen and assume that a sum of a further hundred 
kronen is paid by somebody or other to this individual. Mere con- 
sideration of this example is sufficient to show the complete unreality 
of all the theories that ascribe to variations in the quantity of money 
a uniformly proportionate effect on the purchasing power of money. 
For it involves no essential modification of this example to assume 
that similar increases in the quantity of money are experienced by 
all the members of the community at once. 

The mistake in the argument of those who suppose that a variation 
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in the quantity of money results in an inversely proportionate var- 
iation in its purchasing power lies in its starting point. If we wish to 
arrive at a correct conclusion, we must start with the valuations of 
separate individuals; we must examine the way in which an increase 
or decrease in the quantity of money affects the value scales of in- 
dividuals, for it is from these alone that variations in the exchange 
ratios of goods proceed. The initial assumption in the arguments of 
those who maintain the theory that changes in the quantity of money 
have a proportionate effect on the purchasing power of money is the 
proposition that if the value of the monetary unit were doubled, half 
of the stock of money at the disposal of the community would yield 
the same utility as that previously yielded by the whole stock. The 
correctness of this proposition is not disputed; nevertheless, it does 
not prove what it is meant to prove. 

In the first place, it must be pointed out that the levels of the total 
stock of money and of the value of the money unit are matters of 
complete indifference as far as the utility obtained from the use of 
the money is concerned. Society is always in enjoyment of the max- 
imum utility obtainable from the use of money. Half of the money 
at the disposal of the community would yield the same utility as the 
whole stock, even if the variation in the value of the monetary unit 
was not proportioned to the variation in the stock of money. But it 
is important to note that it by no means follows from this that dou- 
bling the quantity of money means halving the objective exchange 
value of money. It would have to be shown that forces emanate from 
the valuations of individual economic agents which are able to bring 
about such a proportionate variation. This can never be proved; in 
fact, its contrary is likely. We have already given a proof of this for 
the case in which an increase of the quantity of money held by in- 
dividual economic agents involves at the same time an increase of 
their income or wealth. But even when the increase in the quantity 
of money does not affect the wealth or income of the individual 
economic agents, the effect is still the same. 

Let us assume that a man gets half his income in the form of 
interest-bearing securities and half in the form of money; and that 
he is in the habit of saving three-quarters of his income, and does 
this by retaining the securities and using that half of his income 
which he receives in cash in equal parts for paying for current con- 

George Reisman
resultslies

George Reisman
results



166 The Value of Money 

sumption and for the purchase of further securities. Now let us 
assume that a variation in the composition of his income occurs, so 
that he receives three-quarters of it in cash and only one-quarter in 
securities. From now on this man will use two-thirds of his cash 
receipts for the purchase of interest-bearing securities. If the price 
of the securities rises or, which is the same thing, if their rate of 
interest falls, then in either case he will be less willing to buy and 
will reduce the sum of money that he would otherwise have em- 
ployed for their purchase; he is likely to find that the advantage of 
a slightly increased reserve exceeds that which could be obtained 
from the acquisition of the securities. In the second case he will 
doubtless be inclined to pay a higher price, or more correctly, to 
purchase a greater quantity at the higher price, than in the first case. 
But he will certainly not be prepared to pay double as much for a unit 
of securities in the second case as in the first case. 

As far as the earlier exponents of the quantity theory are con- 
cerned, the assumption that variations in the quantity of money 
would have an inversely proportionate effect on its purchasing 
power may nevertheless be excusable. It is easy to go astray on this 
point if the attempt is made to explain the value phenomena of the 
market by reference to exchange value. But it is inexplicable that 
those theorists also who suppose they are taking their stand on the 
subjective theory of value could fall into similar errors. The blame 
here can only be laid to the account of a mechanical conception of 
market processes. Thus even Fisher and Brown, whose concept of 
the quantity theory is a mechanical one, and who attempt to express 
in mathematical equations the law according to which the value of 
money is determined, necessarily arrive at the conclusion that var- 
iations in the ratio between the quantity of money and the demand 
for it lead to proportionate variations in the objective exchange value 
of money.42 How and through what channels this comes about is 
not disclosed by the formula, for it contains no reference at all to 
the only factors that are decisive in causing variations of the ex- 
change ratios, that is, variations in the subjective valuations of in- 
dividuals. 

Fisher and Brown give three examples to prove the correctness 

42 See Fisher and Brown, op, cit., pp. 28 ff . ,  157 ff. 
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of their conclusions. In the first, they start with the supposition that 
the government changes the denomination of the money, so that, 
for example, what was previously called a half-dollar is now called 
a whole dollar. It is obvious, they say, that this will cause an increase 
in the number of dollars in circulation and that prices reckoned in 
the new dollars will have to be twice as high as they were previously. 
Fisher and Brown may be right so far, but not in the conclusions 
that they proceed to draw. What their example actually deals with 
is not an increase in the quantity of money but merely an alteration 
in its name. What does the "money" referred to in this example 
really consist of? Is it the stuff of which dollars are made, the claim 
that lies behind a credit dollar, the token that is used as money, or 
is it the word dollar? 

The second example given by Fisher and Brown is no less incor- 
rectly interpreted. They start from the assumption that the govern- 
ment divides each dollar into two and mints a new dollar from each 
half. Here again all that occurs is a change of name. 

In their third example they do at least deal with a real increase in 
the quantity of money. But thisexample is just as artificial and mis- 
leading as those of Hume and Mill which we have already dealt 
with in some detail. They suppose that the government gives every- 
body an extra dollar for each dollar that he already possesses. We 
have already shown that even in this case a proportionate change 
in the objective exchange value of money cannot follow. 

One thing only can explain how Fisher is able to maintain his 
mechanical quantity theory. To him the quantity theory seems a 
doctrine peculiar to the value of money; in fact, he contrasts it out- 
right with the laws of value of other economic goods. He says that 
if the world's stock of sugar increases from a million pounds to a 
million hundredweight, it would not follow that a hundredweight 
would have the value that is now possessed by a pound. Money 
only is peculiar in this respect, according to Fisher. But he does not 
give a proof of this assertion. With as much justification as that of 
Fisher and Brown for their mechanical formula for the value of 
money, a similar formula could be set out for the value of any com- 
modity, and similar conclusions drawn from it. That nobody at- 
tempts to do this is to be explained simply and solely by the 
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circumstance that such a formula would so clearly contradict our 
experience of the demand curves for most commodities, that it could 
not be maintained even for a moment. 

If we compare two static economic systems, which differ in no 
way from one another except that in one there is twice as much 
money as in the other, it appears that the purchasing power of the 
monetary unit in the one system must be equal to half that of the 
monetary unit in the other. Nevertheless, we may not conclude 
from this that a doubling of the quantity of money must lead to a 
halving of the purchasing power of the monetary unit; for every 
variation in the quantity of money introduces a dynamic factor into 
the static economic system. The new position of static equilibrium 
that is established when the effects of the fluctuations thus set in 
motion are completed cannot be the same as that which existed 
before the introduction of the additional quantity of money. Con- 
sequently in the new state of equilibrium the conditions of demand 
for money, given a certain exchange value of the monetary unit, will 
also be different. If the purchasing power of each unit of the doubled 
quantity of money were halved, the unit would not have the same 
significance for each individual under the new conditions as it had 
in the static system before the increase in the quantity of money. All 
those who ascribe to variations in the quantity of money an inverse 
proportionate effect on the value of the monetary unit are applying 
to dynamic conditions a method of analysis that is only suitable for 
static conditions. 

It is also entirely incorrect to think of the quantity theory as if the 
characteristics in question affecting the determination of value were 
peculiar to money. Most of both the earlier and the later adherents 
of the theory have fallen into this error, and the fierce and often 
unfair attacks that have been directed against it appear in a better 
light when we know of this and other errors of a like kind of which 
its champions have been guilty. 

9 

Criticism of Some Arguments Against the Quantity Theory 

We have already examined one of the objections that have been 
brought against the quantity theory: the objection that it only holds 
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good ceteris paribus. No more tenable as an objection against the 
determinateness of our conclusions is reference to the possibility 
that an additional quantity of money may be hoarded. This argu- 
ment has played a prominent role in the history of monetary theory; 
it was one of the sharpest weapons in the armory of the opponents 
of the quantity theory. Among the arguments of the opponents of 
the currency theory it immediately follows the proposition relating 
to the elasticity of cash-economizing methods of payment, to which 
it also bears a close relation as far as its content is concerned. We 
shall deal with it here separately; nevertheless all that we can say 
about it in the present place needs to be set in its proper light by the 
arguments contained in the third part of this book, which is devoted 
to the doctrine of fiduciary media. 

For Fullarton, hoards are the regular deus ex machina. They absorb 
the superfluous quantity of money and prevent it from flowing into 
circulation until it is needed.43 Thus they constitute a sort of res- 
ervoir which accommodates the ebb and flow of money in the mar- 
ket to the variations in the demand for money. The sums of money 
collected in hoards lie there idle, waiting for the moment when - 
commerce needs them for maintaining the stability of the objective 
exchange value of money; and all those sums of money, that might 
threaten this stability when the demand for money decreases, flow 
back out of circulation into these hoards to slumber quietly until 
they are called forth again. This tacitly assumes 44 the fundamental 
correctness of the arguments of the quantity theory, but asserts that 
there is nevertheless a principle inherent in the economic system 
that always prevents the working out of the processes that the quan- 
tity theory describes. 

But Fullarton and his followers unfortunately neglected to indi- 
cate the way in which variations in the demand for money set in 
motion the mechanism of the hoards. Obviously they supposed this 
to proceed without the will of the transacting parties entering into 
the matter at all. Such a view surpasses the naivest versions of the 
quantity theory in its purely mechanical conception of market trans- 

43 See Fullarton, O n  the Regulation of Currencies, zd ed. (London, 1845)~ pp. 69 ff., 
138 f.; Wagner, Die Geld- und Kredittheorie der Peelschen Bankakte (Vienna, 1862), pp. 
97 ff. 
44 Elsewhere, explicitly as well. See Fullarton, op. cit., pp. 57 f.; Wagner, op. cit., p. 
70. 
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actions. Even the most superficial investigation into the problem of 
the demand for money could not have failed to demonstrate the 
untenability of the doctrine of hoards. 

In the first place, it must be recognized that from the economic 
point of view there is no such thing as money lying idle. All money, 
whether in reserves or literally in circulation (that is, in process of 
changing hands at the very moment under consideration), is de- 
voted in exactly the same way to the performance of a monetary 
function.4s In fact, since money that is surrendered in an exchange 
is immediately transferred from the ownership of the one party to 
that of the other, and no period of time can be discovered in which 
it is actually in movement, all money must be regarded as at rest in 
the cash reserve of some individual or other. The stock of money of 
the community is the sum of the stocks of individuals; there is no 
such thing as errant money, no money which even for a moment 
does not form part of somebody's stock. All money, that is to say, 
lies in some individual's stock, ready for eventual use. It is a matter 
of indifference how soon the moment occurs when a demand for 
money next arises and the sum of money in question is paid out. 
In every household or family the members of which are at least 
moderately prosperous there is a minimum reserve whose level is 
constantly maintained by replenishment. (The fact has already been 
mentioned, that besides objective conditions, subjective factors in- 
fluencing the individual economic agent help to determine the 
amount of the individual demand for money.) What is called storing 
money is a way of using wealth. The uncertainty of the future makes 
it seem advisable to hold a larger or smaller part of one's possessions 
in a form that will facilitate a change from one way of using wealth 
to another, or transition from the ownership of one good to that of 
another, in order to preserve the opportunity of being able without 
difficulty to satisfy urgent demands that may possibly arise in the 
future for goods that will have to be obtained by way of exchange. 
So long as the market has not reached a stage of development in 
which all, or at least certain, economic goods can be sold (that is, 
turned into money) at any time under conditions that are not too 
unfavorable, this aim can be achieved only by holding a stock of 

45 See also Knies, Geld und Kredit (Berlin, 1876), vol. 2, 1st half, pp. 284 ff. 
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money of a suitable size. The more active the life of the market be- 
comes, the more can this stock be diminished. At the present day, 
the possession of certain sorts of securities which have a large mar- 
ket so that they can be realized without delay and without very con- 
siderable loss, at least in normal times, may make the holding of 
large cash reserves to a certain extent unnecessary. 

The demand for money for storage purposes is not separable from 
the demand for money for other purposes. Hoarding money is 
nothing but the custom of holding a greater stock of it than is usual 
with other economic agents, at other times, or in other places. The 
hoarded sums of money do not lie idle, whether they are regarded 
from the social or from the individual point of view. They serve to 
satisfy a demand for money just as much as any other money does. 
Now the adherents of the banking principle seem to hold the opin- 
ion that the demand for storing purposes is elastic and conforms to 
variations in the demand for money for other purposes in such a 
way that the total demand for money, that is, that for storing pur- 
poses and that for other purposes taken together, adjusts itself to 
the existing stock of money without any variation in the objective 
exchange value of the monetary unit. This view is entirely mistaken. 
In fact, the conditions of demand for money, including the demand 
for storage purposes, is independent of the circumstances of the 
supply of money. The contrary supposition can be supported only 
by supporting a connection between the quantity of money and the 
rate of interest,46 that is, by asserting that the variations arising from 
changes in the ratio between the demand for money and the supply 
of it, influence to a different degree the prices of goods of the first 
order and those of goods of higher orders, so that the proportion 
between the prices of these two classes of goods is altered. The 
question of the tenability of this proposition, which is based on the 
view that the rate of interest is dependent on the greater or lesser 
quantity of money, will have to be brought up again in part three. 
There the opportunity will also arise for showing that the cash re- 
serves of the banks that issue fudiciary media no more act as a buffer 
in this way than these mythical hoards do. There is no such thing 
as a "reserve store" of money out of which commerce can at any 

46 See Fullarton, op. cit., p. 7. 
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time supply its extra requirements or into which it can direct its 
surpluses. 

The doctrine of the importance of hoards for stabilizing the ob- 
jective exchange value of money has gradually lost its adherents 
with the passing of time. Nowadays its supporters are few. Even 
Diehl's membership of this group is only apparent. He agrees, it is 
true, with the criticism directed by Fullarton against the currency 
theory. On the other hand, he concedes that Fullarton's expressions 
inert and dormant are erroneously applied to reserves of money, since 
these reserves are not idle but merely serve a different purpose from 
that served by circulating money; he also agrees that sums of money 
in such reserves and sums used for purposes of payment are not 
sharply distinguishable, and that the same sums serve now one 
purpose and now the other. In spite of this, however, he supports 
Fullarton as against Ricardo. He says that, even if the sums taken 
out of the reserves must again be replaced out of the stocks of money 
present in the community, this need not occur immediately; a long 
period may elapse before it is necessary; and that in any case it 
follows that the mechanical connection which Ricardo assumes to 
exist between the quantity of money in circulation and the prices of 
commodities cannot be accepted, even with regard to hoards.47 
Diehl does not show in greater detail why a long period may elapse 
before the sums supposed to be taken from the reserves are re- 
placed. But he does admit the fundamental correctness of the crit- 
icism leveled at Fullarton's arguments; it is possible to grant the sole 
reservation that he makes if we interpret it as meaning that time 
may and must elapse before changes in the quantity of money ex- 
press themselves all over the market in a variation of the objective 
exchange value of money. For that the increase in individuals' stocks 
of money which results from the inflow of the additional quantity 
of money must bring about a change in the subjective valuations of 
the individuals, and that this occurs immediately and begins im- 
mediately to have an effect in the market, can hardly be denied. On 
the other hand, an increase in an individual's demand for money 
while his stock remains the same, or a decrease of his stock while 
his demand remains the same, must lead at once to changes in 

47 See Diehl, Sozialwissenschaftliche Erlauterungen zu David Ricardos Grundsatzen der 
Volkswirtschaft und Besteuerung, 3d ed. (Leipzig, 194, Part z, p. 230. 
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subjective valuations which must be expressed in the market, even 
if not all at once, in an increase of the objective exchange value of 
money. It may be admitted that every variation in the quantity of 
money will impel the individual to check his judgment as to the 
extent of his requirements for money and that this may result in a 
reduction of his demand in the case of a diminishing stock of money 
and an augmentation of it in the case of an increasing stock, but the 
assumption that such a limitation or extension must occur has no 
logical foundation, not to speak of the assumption that it must occur 
in such a degree as to keep the objective exchange value of money 
stable. 

A weightier objection is the denial of the practical importance of 
the quantity theory, that is implied in the attribution to the present 
organization of the money, payment, and credit system of a ten- 
dency to cancel out variations in the quantity of money and prevent 
them from becoming effective. It is said that the fluctuating velocity 
of circulation of money, and the elasticity of methods of payment 
made possible by the credit system and the progressive improve- 
ment of banking organization ,and technique, that is, the facility 
with which methods of payment can be adjusted to expanded or 
contracted business, have made the movement of prices as far as 
is possible independent of variations in the quantity of money, es- 
pecially since there exists no quantitative relation between money 
and its substitutes, that is, between the stock of money and the 
volume of transactions and payments. It is said that if in such cir- 
cumstances we still wish to preserve the quantity theory we must 
not base it merely upon current money but "extend it to embrace 
all money whatever, including not only all the tangible money sub- 
stitutes that are capable of circulation, but also every transaction of 
the banking system or agreement between two parties to a contract 
that replaces a payment of money." It is admitted that this would 
make the theory quite useless in practice, but it would secure its 
theoretical universality. And it is not denied that this raises an al- 
most insoluble problem-that of the conditions under which credit 
comes into being and of the manner in which it affects the deter- 
mination of values and prices.4s 

48 See Spiethoff, o p .  cit., pp. 263 ff.; Kemmerer, o p .  cit., pp. 67 ff.; Mill, o p .  cit., pp, 
316 ff. 
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The answer to this is contained in the third part of the present 
work, where the prdblem of the alleged elasticity of credit is dis- 
cussed.49 

Further Applications of the Quantity Theory 

In general the quantity theory has not been used For investigating 
the consequences that would follow a decrease in the demand for 
money while the stock of money remained the same. There has 
been no historical motive for such an investigation. The problem 
has never been a live one; for there has never been even a shadow 
of justification for attempting to solve controversial questions of 
economic policy by answering it. Economic history shows us a con- 
tinual increase in the demand for money. The characteristic feature 
of the development of the demand for money is its intensification; 
the growth of division of labor and consequently of exchange trans- 
actions, which have constantly become more and more indirect and 
dependent on the use of money, have helped to bring this about, 
as well as the increase of population and prosperity. The tendencies 
which result in an increase in the demand for money became so 
strong in the years preceding the war that even if the increase in 
the stock of money had been very much greater than it actually was, 
the objective exchange value of money would have been sure to 
increase. Only the circumstance that this increase in the demand 
for money was accompanied by an extraordinarily large expansion 
of credit, which certainly exceeded the increase in the demand for 
money in the broader sense, can serve to explain the fact that the 
objective exchange value of money during this period not only failed 
to increase, but actually decreased. (Another factor that was con- 
cerned in this is referred to later in this chapter.) 

If we were to apply the mechanical version of the quantity theory 
to the case of a decrease in the demand for money while the stock 
of money remained unaltered, we should have to conclude that 
there would be a uniform increase in all commodity prices, arith- 
metically proportional to the change in the ratio between the stock 

49 See pp. 336 ff. below. 
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of money and the demand for it. We should expect the same results 
as would follow upon an increase of the stock of money while the 
demand for it remained the same. But the mechanical version of the 
theory, based as it is upon an erroneous transference of static law 
to the dynamic sphere, is just as inadequate in this case as in the 
other. It cannot satisfy us because it does not explain what we want 
to have explained. We must build up a theory that will show us how 
a decrease in the demand for money while the stock of it remains 
the same affects prices by affecting the subjective valuations of 
money on the part of individual economic agents. A diminution of 
the demand for money while the stock remained the same would 
in the first place lead to the discovery by a number of persons that 
their cash reserves were too great in relation to their needs. They 
would therefore enter the market as buyers with their surpluses. 
From this point, a general rise in prices would come into operation, 
a diminution of the exchange value of money. More detailed expla- 
nation of what would happen then is unnecessary. 

Very closely related to this case is another, whose practical sig- 
nificance is incomparably greater. Even if we think of the demand 
for money as constantly increasing it may happen that the demand 
for particular kinds of money diminishes, or even ceases altogether 
so far as it depends upon their characteristics as general media of 
exchange, and this is all we have to deal with here. If any given 
kind of money is deprived of its monetary characteristics, then nat- 
urally it also loses the special value that depends on its use as a 
common medium of exchange, and only retains that value which 
depends upon its other employment. In the course of history this 
has always occurred when a good has been excluded from the con- 
stantly narrowing circle of common media of exchange. Generally 
speaking, we do not know much about this process, which to a 
large extent took place in times about which our information is 
scanty. But recent times have provided an outstanding example: the 
almost complete demonetization of silver. Silver, which previously 
was widely used as money, has been almost entirely expelled from 
this position, and there can be no doubt that at a time not very far 
off, perhaps even in a few years only, it will have played out its part 
as money altogether. The result of the demonetization of silver has 
been a diminution of its objective exchange value. The price of silver 
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in London fell from 60 ghod. on an average in 1870 to 23 12116d. on 
an average in 1909. Its value was bound to fall, because the sphere 
of its employment had contracted. Similar examples can be pro- 
vided from the history of credit money also. For instance, the notes 
of the southern states in the American Civil War may be mentioned, 
which as the successes of the northern states increased, lost pari 
passu their monetary value as well as their value as claims.50 

More deeply than with the problem of the consequences of a 
diminishing demand for money while the stock of it remains the 
same, which possesses only a small practical importance, the ad- 
herents of the quantity theory have occupied themselves with the 
problem of a diminishing stock of money while the demand for it 
remains the same and with that of an increasing demand for money 
while the stock of it remains the same. It was believed that complete 
answers to both questions could easily be obtained in accordance 
with the mechanical version of the quantity theory, if the general 
formula, which appeared to embrace the essence of the problems, 
was applied to them. Both cases were treated as inversions of the 
case of an increase in the quantity of money while the demand for 
it remained the same; and from this the corresponding conclusions 
were drawn. Just as the attempt was made to explain the deprecia- 
tion of credit money simply by reference to the enormous increase 
in the quantity of money, so the attempt was made to explain the 
depression of the seventies and eighties by reference to an increase 
of the demand for money while the quantity of money did not 
increase sufficiently. This proposition lay at the root of most of the 
measures of currency policy of the nineteenth century. The aim was 
to regulate the value of money by increasing or diminishing the 
quantity of it. The effects of these measures appeared to provide an 
inductive proof of the correctness of this superficial version of the 
quantity theory, and incidentally concealed the weaknesses of its 
logic. This supposition alone can explain why no attempt was ever 
made to exhibit the mechanism of the increase of the value of money 
as a result of the decrease in the volume of circulation. Here again 
the old theory needs to be supplemented, as has been done in our 
argument above. 

5 0  See White, Money and Banking Illustrated by American History (Boston, i8qg), pp. 
166 ff. 
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Normally, the increase in the demand for money is slow, so that 
any effect on the exchange ratio between money and commodities 
is discernible only with difficulty. Nevertheless, cases do occur in 
which the demand for money in the narrower sense increases sud- 
denly and to an unusually large degree, so that the prices of com- 
modities drop suddenly. Such cases occur when the public loses 
faith in an issuer of fiduciary media at a time of crisis, and the 
fiduciary media cease to be capable of circulation. Many examples 
of this sort are known to history (one of them is provided by the 
experiences of the United States in the late autumn of 1go7), and it 
is possible that similar cases may occur in the future. 

(111) 
A Special Cause of Variations in the Objective Exchange Value 
of Money Arising from the Peculiarities of Indirect Exchange 

"Dearness of Living" 

Those determinants of the objective exchange value of money 
that have already been considered exhibit no sort of special pecu- 
liarity. So far as they are concerned, the exchange value of money 
is determined no differently from the exchange value of other eco- 
nomic goods. But there are other determinants of variations in the 
objective exchange value of money which obey a special law. 

No complaint is more widespread than that against "dearness of 
living." There has been no generation that has not grumbled about 
the "expensive times" that it lives in. But the fact that "everything" 
is becoming dearer simply means that the objective exchange value 
of money is falling. It is extraordinarily difficult, if not impossible, 
to subject such assertions as this to historical and statistical tests. 
The limits of our knowledge in this direction will have to be referred 
to in the chapter dealing with the problem of the measurability of 
variations in the value of money. Here we must be content to antic- 
ipate the conclusions of this chapter and state that we can expect 
no support from investigations into the history of prices or from the 
methods employed in such investigations. The statements of the 
average man, even though it may very easily happen that these are 
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founded on self-deception and even though they are so much at the 
mercy of variations in the subjective valuations of the individual, 
would almost form a better substantiation of the fact of a progressive 
fall in the objective exchange value of money than can be provided 
by all the contents of voluminous statistical publications. Certainty 
can be afforded only by demonstration that chains of causes exist, 
which are capable of evoking this sort of movement in the objective 
exchange value of money and would evoke it unless they were 
cancelled by some counteracting force. This path, which alone can 
lead to the desired goal, has already been trodden by many inves- 
tigators-with what success, we shall see. 

Wagner's Theory: The Influence of the Permanent 
Predominance of the Supply Side over the 

Demand Side on the Determination of Prices 

With many others,, and in agreement with general popular opin- 
ion, Wagner assumes the predominance of a tendency toward the 
diminution of the objective exchange value of money. He holds that 
this phenomenon can be explained by the fact that the supply side 
is almost invariably the stronger and the most capable of pursuing 
its own acquisitive interest. Even apart from actual cartels, rings, 
and combinations, and in spite of all the competition of individual 
sellers among themselves, he claims that the supply side has more 
solidarity than the opposing demand side. He argues further that 
the tradesmen engaged in retail trade are more interested in an 
increase of prices than their customers are in the continuance of the 
old prices or in price reductions; for the amount of the tradesmen's 
earnings, and consequently their whole economic and social posi- 
tion, depends largely on the prices they obtain, while as a rule only 
special, and therefore relatively unimportant, interests of the cus- 
tomers are involved. Hence the growth on the supply side of a 
tendency toward the maintenance and raising of prices, which acts 
as a kind of permanent pressure in the direction of higher prices, 
more energetically and more universally than the opposing ten- 
dency on the demand side. Prices certainly are kept down and re- 
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duced in retail trade with the object of maintaining and expanding 
sales and increasing total profits, and competition may, and often 
does, make this necessary. But neither influence, according to Wag- 
ner, is in the long run so generally and markedly effective as the 
interest in and striving for higher prices, which is in fact able to 
compete with and overcome their resistance. In this permanent pre- 
dominance of the supply side over the demand side, Wagner sees 
one of the causes of the general increases in prices.51 

Wagner, that is to say, attributes the progressive fall in the objective 
exchange value of money to a series of factors which have no effect 
on the determination of wholesale prices but only in the determi- 
nation of retail prices. Now it is a well-known phenomenon that the 
retail prices of consumption goods are affected by numerous influ- 
ences which prevent them from responding rapidly and completely 
to movements of wholesale prices. And, among the peculiar deter- 
minants of retail prices, those predominate which tend to keep them 
above the level corresponding to wholesale prices. It is, for instance, 
well known that retail prices adapt themselves more slowly to de- 
creases in wholesale prices than to increases. But it must not be 
overlooked that the adjustment must eventually take place, all the 
same, and that the retail prices of consumption goods always par- 
ticipate in the movements of the prices of production goods, even 
if they lag behind them; and that it is only small, transient move- 
ments in wholesale trade that have no effect on retail trade. 

Even if we were willing to admit the existence of a permanent 
predominance of the supply side over the demand side, it would 
still be decidedly questionable whether we could deduce a tendency 
toward a general increase of dearness from it. If no further cause 
could be shown to account for an increase of wholesale prices-and 
Wagner does not attempt this at all-then we can argue a progressive 
increase of retail prices only if we are prepared to assume that the 
time lag between the movements of retail and of wholesale prices is 
continually increasing. But Wagner makes no such assumption; and 
it would be very difficult to support it, if he did. It may be said, in 
fact, that modern commercial development has brought about a 
tendency toward a more rapid adjustment of retail prices to whole- 

51 See Wagner, Theoretische Sozialokonomik (Leipzig, rgog), vol. 2, p, 245. 
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sale and manufacturers' prices. Multiple and chain stores and co- 
operative societies follow the movements of wholesale prices much 
more closely than peddlers and small shopkeepers. 

It is entirely incomprehensible why Wagner should connect this 
tendency to a general rise of prices, arising from the predominance 
of the supply side over the demand side, with the individualistic 
system of free competition or freedom of trade, and declare that it 
is under such a system that the tendency is clearest and operates 
with the greatest force and facility. No proof is given of this asser- 
tion, which is probably a consequence of Wagner's antipathy to 
economic liberalism; neither could one easily be devised. The more 
developed the freedom of trade, the more easily and quickly are 
movements in wholesale prices reflected in retail prices, especially 
downward movements. Where legislative and other limitations on 
freedom of trade place small producers and retailers in a favored 
position, the adjustment is slower and sometimes complete ad- 
justment may even be prevented altogether. 

A striking example of this is afforded by the Austrian attempts 
during the last generation to favor craftsmen and small shopkeep- 
ers in their competit'ion against factories and large stores, together 
with the subsequent considerable rise in prices between 1890 and 
1914. It is not under free competition that the conditions which Wag- 
ner calls the permanent predominance of the supply side over the 
demand side are most strongly in evidence, but in those circum- 
stances where the development of free competition is opposed by 
the greatest obstacles. 

Wieser's Theory: The Influence on the Value of Money 
Exerted by a Change in the Relations Between 

Natural Economy and Money Economy 

Wieser's attemptsZ to explain an increase in the money prices of 
goods unaccompanied by any considerable change in their value in 

5 2  See Wieser, "Der Geldwert und seine geschichtlichen Veranderungen," pp. 57 ff. ;  
"Der Geldwert und seine Veranderungen," pp. 527 ff.; "Theorie der gesellschaft- 
lichen W~rtschaft," in Grundriss der Soz~alokonomik (Tiibingen, 1914)~ Part I pp. 327 ff. 
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terms of other goods, is not entirely satisfactory either. He holds the 
opinion that most of the changes in the value of money that have 
actually occurred are to be attributed to changes in the relations 
between the "natural economy" (Naturalwirtschaft) and the "money 
economy" (Geldwirtschaft). When the money economy flourishes, 
the value of money is reduced; when it decays, the value of money 
rises again. In the early stages of a money economy most wants are 
still satisfied by the methods of the natural economy. The family is 
self-supporting; it lives in its own house, and itself produces the 
greater part of what it needs; the sale of its products constitutes only 
a supplementary source of income. Consequently, the cost of living 
of the producer, or, what comes to the same thing, the value of his 
labor, is not fully allowed for or not allowed for at all in the cost of 
the products that are sold; all that is included is the cost of the raw 
materials used and the wear and tear of those tools or other instru- 
ments that have had to be specially constructed, which in any case 
do not amount to much under conditions of extensive production. 
So it is with the buyer also; the wants that he satisfies by purchase 
are not among his more important wants and the use-values that 
he has to estimate are not very great. 

Then gradually all this changes. The extension of the sphere of 
the money economy introduces into cost calculations factors that 
were not included before but were dealt with on "natural economic" 
principles. The list of the costs that are reckoned in monetary terms 
grows longer, and each new element in the cost calculation is esti- 
mated by comparison with the factors already expressed in money, 
and added to them, with the effect of raising prices. Thus a general 
rise of prices occurs, but this is not interpreted as a consequence of 
changes in supply conditions, but as a fall in the value of money. 

According to Wieser, if it is not possible to explain the increasing 
rise in the prices of commodities as originating in monetary factors 
alone (that is, in variations in the relations between the supply of 
money and the demand for it), then we must seek another reason 
for these changes in the general level of prices. Now it is impossible 
to find the reason by reference to such fluctuations in the values of 
commodities as are caused by factors belonging to the commodity 
side of the price ratio; for nowadays we are not worse supplied with 
goods than our forefathers were. But, to Wieser, no other explana- 
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tion seems more natural than that which attributes the diminution 
of the purchasing power of money to the extension of the money 
economy which was its historical accompaniment. For Wieser, in 
Fact, it is this very inertia of prices which has helped to bring about 
the change in the value of money during each period of fresh prog- 
ress; it must have been this that caused the older prices to be raised 
by the amount of the additional values involved whenever new 
factors were co-opted into that part of the process of production 
that was regulated by the money economy. But the higher the 
money prices of commodities rise, the lower must the value of 
money fall in comparison. Increasing dearness thus appears as an 
inevitable symptom of the development of a growing money econ- 
omy. 

It cannot be denied that this argument of Wieser's reveals im- 
portant points in connection with the market and the determination 
of prices, which, if followed up, have important bearings on the 
determination of the exchange ratios between the various economic 
goods other than money. Nevertheless, so far as Wieser's conclu- 
sions relate to the determination of money prices, they exhibit se- 
rious shortcomings. In any case, before his argument could be 
accepted as correct, it would have to be proved that, not forces 
emanating from the money side, but only forces emanating from 
the commodity side, are here involved. Not the valuation of money, 
but only that of the commodities, could have experienced the trans- 
formation supposed to be manifested in the alteration of the ex- 
change ratio. 

But the chain of reasoning as a whole must be rejected. The de- 
velopment of facilities for exchanging means that the new recruits 
to the economy increase their subjective valuations of those goods 
which they wish to dispose of. Goods which they previously valued 
solely as objects of personal use are now valued additionally on 
account of their exchangeability for other goods. This necessarily 
involves a rise in their subjective value in the eyes of those who 
possess them and are offering them for exchange. Goods which are 
to be disposed of in exchange are now no longer valued in terms of 
the use-value that they would have had for their owners if con- 
sumed by them, but in terms of the use-value of the goods that may 
be obtained in exchange for them. The latter value is always higher 
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than the former, for exchanges only occur when they are profitable 
to both of the parties concerned. 

But on the other hand-and Wieser does not seem to have 
thought of this-the subjective value of the goods acquired in ex- 
change sinks. The individuals acquiring them no longer ascribe to 
them the significance corresponding to their position in a subjective 
scale of values (Wertskala) or utilities (Nutzenskala), they ascribe to 
them only the smaller significance that belongs to the other goods 
that have to be surrendered in order to get them. 

Let us suppose that the scale of values of the possessor of an 
apple, a pear, and a glass of lemonade, is as follows: 

1. An apple 
2. A piece of cake 
3. A glass of lemonade 
4. A pear 

If now this man is given the opportunity of exchanging his pear for 
a piece of cake, this opportunity will increase the significance that 
he attaches to the pear. He will now value the pear more highly 
than the lemonade. If he is given the choice between relinquishing 
either the pear or the lemonade, he will regard the loss of the lem- 
onade as the lesser evil. But this is balanced by his reduced valuation 
of the cake. Let us assume that our man possesses a piece of cake, 
as well as the pear, the apple, and the lemonade. Now if he is asked 
whether he could better put up with the loss of the cake or of the 
lemonade, he will in any case prefer to lose the cake, because he 
can make good this loss by surrendering the pear, which ranks 
below the lemonade in his scale of values. The possibility of ex- 
change introduces considerations of the objective exchange value 
of goods into the economic decisions of every individual; the orig- 
inal primary scale of use-values is replaced by the derived secondary 
scale of exchange values and use-values, in which economic goods 
are ranked not only with regard to their use-values, but also ac- 
cording to the value of the goods that can be obtained for them in 
exchange. There has been a transposition of the goods; the order of 
their significance has been altered. But if one good is placed higher, 
then-there can be no question of it-some other must be placed 
lower. This arises simply from the very nature of the scale of values, 
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which constitutes nothing but an arrangement of the subjective 
valuations in order-of the significance of the objects valued. 

The extension of the sphere of exchange has the same effects on 
objective exchange values as on subjective values. Here also every 
increase of value on the one side must be opposed by a decrease of 
value on the other side. In fact the alteration of an exchange ratio 
between two goods in such a way that both become dearer is in- 
conceivable. And this cannot be avoided by the interposition of 
money. When it is asserted that the objective exchange value of 
money has experienced an alteration, some special cause for this 
must be demonstrated, apart from the bare fact of the extension of 
the sphere of exchange. But nobody has ever provided this dem- 
onstration. 

Wieser commences by contrasting, after the fashion of economic 
historians, the natural economy and the money economy. These 
terms fail to provide that scientific abstraction of concepts that is the 
indispensable basis of all theoretical investigation. It remains un- 
certain whether the contrast of an exchangeless state with an order 
of society based upon exchange is intended, or a contrast between 
conditions of direct exchange and of indirect exchange based upon 
the use of money. It seems most likely that Wieser intends to contrast 
an exchangeless state with one of exchange through money. This is 
certainly the sense in which the expressions natural economy and 
money economy are used by economic historians; and this defini- 
tion corresponds to the actual course of economic history after the 
full development of the institution of money. Nowadays, when new 
geographical areas or new spheres of consumption are brought 
within the scope of exchange, there is a direct transition from the 
exchangeless state to that of the money economy; but this has not 
always been so. And in any case the economist must make a clear 
distinction. 

Wieser speaks of the townsman who is in the habit of spending 
his summer holiday in the country and of always finding cheap 
prices there. One year, when this townsman goes on holiday he 
finds that prices have suddenly become higher all round; the village 
has meanwhile been brought within the scope of the money econ- 
omy. The farmers now sell their milk and eggs and poultry in the 
town and demand from their summer visitors the prices that they 
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can hope to get at market. But what Wieser describes here is only 
half the process. The other half is worked out in the town, where 
the milk, eggs, and poultry coming on the market from the newly 
tapped sources of supply in the village exhibit a tendency toward 
a reduction of price. The inclusion of what has hitherto been a nat- 
ural economy within the scope of an exchange system involves no 
one-sided rise of prices, but a leveling of prices. The contrary effect 
would be evoked by any contraction of the scope of the exchange 
system; it would have an inherent tendency to increase the differ- 
ences between prices. Thus we should not use this phenomenon, 
as Wieser does, to substantiate propositions about variations in the 
objective exchange value of money. 

The Mechanism of the Market as a Force Affecting the Objective 
Exchange Value of Money 

Nevertheless, the progressive rise of prices and its complement, 
the fall in the value of money, may quite well be explained from the 
monetary side, by reference to the nature of money and monetary 
transactions. 

The modern theory of prices has stated all its propositions with 
a view to the case of direct exchange. Even where it does include 
indirect exchange within the scope o f  its considerations, it does not 
take sufficient account of the peculiarity of that kind of exchange 
which is dependent upon the help of the common medium of ex- 
change, or money. This, of course, does not constitute an objection 
to the modern theory of prices. The laws of price determination 
which it has established for the case of direct exchange are also valid 
for the case of indirect exchange, and the nature of an exchange is 
not alteredby the use of money. Nevertheless, the monetary theorist 
has to contribute an important addition to the general theory of 
prices. 

If a would-be buyer thinks that the price demanded by a would- 
be seller is too high, because it does not correspond to his subjective 
valuations of the goods in question, a direct exchange will not be 
feasible unless the would-be seller reduces his demands. But by 
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indirect exchange, with money entering into the case, even without 
such a reduction there is still a possibility that the transaction may 
take place. In certain circumstances the would-be buyer may decide 
to pay the high price demanded, if he can hope similarly to obtain 
a better price than he had reckoned upon for those goods and serv- 
ices that he himself has to dispose of. In fact, this would very often 
be the best way for the would-be buyer to obtain the greatest pos- 
sible advantage from the transaction. Of course, this will not be 
true, as in the case of transactions like those of the stock exchange, 
or in individual bargaining, when both parties cooperate immedi- 
ately in the determination of prices and consequently are able to 
give direct expression to their subjective estimates of commodity 
and medium of exchange. But there are cases in which prices appear 
to be determined one-sidedly by the seller, and the buyer is obliged 
to abstain from purchase when the price demanded is too high. In 
such a case, when the abstention of the purchaser indicates to the 
seller that he has overreached his demand, the seller may reduce 
his price again (and, of course, in so doing, may possibly go too far, 
or not far enough). But under certain conditions a different proce- 
dure may be substituted for this roundabout process. The buyer 
may agree to the price demanded and attempt to recoup himself 
elsewhere by screwing up the prices of the goods that he himself 
has for sale. Thus a rise in the price of food may cause the laborers 
to demand higher wages. If the entrepreneurs agree to the laborers' 
demands, then they in turn will raise the prices of their products, 
and then the food producers may perhaps regard this rise in the 
price of manufactured goods as a reason for a new rise in the price 
of food. Thus increases in prices are linked together in an endless 
chain, and nobody can indicate where the beginning is and where 
the end, or which is cause and which effect. 

In modern selling policies "fixed prices" play a large part. It is 
customary for cartels and trusts and in fact all monopolists, includ- 
ing the state, to fix the prices of their products independently, with- 
out consulting the buyers; they appear to prescribe prices to the 
buyer. The same is often true in retail trade. Now this phenomenon 
is not accidental. It is an inevitable phenomenon of the unorganized 
market. In the unorganized market, the seller does not come into 
contact with all of the buyers, but only with single individuals or 
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groups. Bargaining with these few persons would be useless, for it 
is not their valuations alone butthose of all the would-be purchasers 
of the good in question that are decisive for price determination. 
Consequently the seller fixes a price that in his opinion corresponds 
approximately to what the price ought to be (in which it is under- 
standable that he is more likely to aim too high than too low), and 
waits to see what the buyers will do. In all of those cases in which 
he alone appears to fix prices, he lacks exact knowledge of the buy- 
ers' valuations. He can make more or less correct assumptions about 
them, and there are merchants who by close observation of the 
market and of the psychology of buyers have become quite re- 
markably expert at this; but there can be no certainty. In fact, esti- 
mates often have to be made of the effects of uncertain and future 
processes. The sole way by which sellers can arrive at reliable 
knowledge about the valuations of consumers is the way of trial 
and error. Therefore they raise prices until the abstention of the 
buyers shows them that they have gone too far. But even though 
the price may seem too high, given the current value of money the 
buyer may still pay it if he can ,hope in the same way to raise the 
price which he "fixes" and believes that this will lead more quickly 
to his goal than abstention from purchasing, which might not have 
its full effect for a long time and might also involve a variety of 
inconveniences to him. In such circumstances the seller is deprived 
of his sole reliable check upon the reasonableness of the prices he 
demands. He sees that these prices are paid, thinks that the profits 
of his business are increasing proportionately, and only gradually 
discovers that the fall in the purchasing power of money deprives 
him of part of the advantage he has gained. Those who have care- 
fully traced the history of prices must agree that this phenomenon 
repeats itself a countless number of times. It cannot be denied that 
much of this passing on of price increases has indeed reduced the 
value of money, but has by no means altered the exchange ratios 
between other economic goods in the intended degree. 

In order to guard against any possible misunderstanding, it 
should be explicitly stated that there is no justification for drawing 
the conclusion from this that all increases of prices can be passed 
on in this way, and so perhaps for assuming that there is a fixed 
exchange ratio between the different economic goods and human 
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efforts. To be consistent, we should then have to ascribe the rise in 
the money prices of goods to the vain efforts of human greed. A rise 
in the money price of a commodity does as a rule modify its ex- 
change ratio to the other commodities, although not always in the 
same degree as that in which its exchange ratio to money has been 
altered. 

The champions of the mechanical version of the quantity theory 
may perhaps admit the fundamental correctness of this line of ar- 
gument, but still object that every variation in the objective ex- 
change value of money that does not start from changes in the 
relations between the supply of money and the demand for it must 
be automatically self-correcting. If the objective exchange value of 
money falls, then the demand for money must necessarily increase, 
since in order to cope with the volume of transactions a larger sum 
of money is necessary. If it were permissible to regard a community's 
demand for money as the quotient obtained by dividing the volume 
of transactions by the velocity of circulation, this objection would 
be justified. But the error in it has already been exposed. The de- 
pendence of the demand for money on objective conditions, such 
as the number and size of the payments that have to be coped with, 
is only an indirect dependence through the medium of the subjec- 
tive valuations of individuals. If the money prices of commodities 
have risen and each separate purchase now demands more money 
than before, this need not necessarily cause individuals to increase 
their stocks of money. It is quite possible, despite the rise of prices, 
that individuals will form no intention of increasing their reserves, 
that they will not increase their demand for money. They will prob- 
ably endeavor to increase their money incomes; in fact this is one 
way in which the general rise of prices expresses itself. But increase 
of money incomes is by no means identical with increase of money 
reserves. It is of course possible that individuals' demands for 
money may rise with prices; but there is not the least ground for 
assuming that this will occur, and in particular for assuming that 
such an increase will occur in such a degree that the effect of the 
decrease in the purchasing power of money is completely canceled. 
Quite as justifiably, the contrary assumption might also be haz- 
arded, namely, that the avoidance of unnecessary expenditure 
forced upon the individual by the rise of prices would lead to a 
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revision of views concerning the necessary level of cash reserves 
and that the resultant decisiok would certainly be not for an in- 
crease, but rather for even a decrease, in the amount of money to 
be held. 

But here again it must be observed that this is a matter of a var- 
iation brought about through dynamic agencies. The static state, for 
which the contention attributed to the adherents of the mechanical 
version of the quantity theory would be valid, is disturbed by the 
fact that the exchange ratios between individual commodities are 
necessarily modified. Under certain conditions, the technique of 
the market may have the effect of extending this modification to the 
exchange ratio between money and other economic goods also.53 

(IV) 
Excursuses 

The Influence of the Size of the Moneta y Unit and Its Subdivisions on 
the Objective Exchange Value of Money 

The assertion is often encountered that the size of the monetary 
unit exerts a certain influence on the determination of the exchange 
ratio between money and the other economic goods. In this con- 
nection the opinion is expressed that a large monetary unit tends 
to raise the money prices of commodities while a small monetary 
unit is likely to increase the purchasing power of money Consid- 
erations of this sort played a notable part in Austria at the time of 
the currency regulation of the year 1892 and were decisive in causing 
the new krone, or half-gulden, to be substituted for the previous, 
larger, unit, the gulden. So far as this assertion touches the deter- 
mination of wholesale prices, it can hardly be seriously maintained. 
But in retail trade the size of the monetary unit admittedly has a 
certain significance, which, however, must not be overe~t imated .~~  

Money is not indefinitely divisible. Even with the assistance of 
money substitutes for expressing fractional sums that for technical 

53 See also my article "Die allgemeine Teuemng im Lichte der theoretischen Nation- 
alokonomie, Archiu fur Sozialwissenschaft 3.7: 563 ff. 
54 Menger, Beitrage zur Wahrungsfrage in Osterreich-Ungarn (Jena, 1892), pp. 53 ff. 
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reasons cannot conveniently be expressed in the actual monetary 
material (a method that has been brought to perfection in the mod- 
ern system of token coinage), it seems entirely impossible to provide 
commerce with every desired fraction of the monetary unit in a form 
adapted to the requkements of a rapid and safe transaction of busi- 
ness. In retail trade, rounding off must necessarily be resorted to. 
The retail prices of the less valuable commodities-and among these 
are the prices of the most important articles of daily use and those 
of certain services such as the carriage of letters and passenger 
transport on railways and tramways-must be adjusted in some 
way to the available coinage. The coinage can only be disregarded 
in the case of commodities whose nature allows them to be subdi- 
vided to any desired extent. In the case of commodities that are not 
so divisible, the prices of the smallest quantity of them that is offered 
for independent sale must coincide with the value of one or more 
of the available coins. But in the case of both groups of commodities, 
continual subdivision of quantities for retail sale is hindered by the 
fact that small values cannot be expressed in the available coinage. 
If the smallest available fractional coin is too large to express exactly 
the price of some commodity, then the matter may be adjusted by 
exchanging several units of the commodity on the one hand against 
one or more coins on the other. In the retail market for fruit, vege- 
tables, eggs, and other similar commodities, prices such as two for 
three heller, five for eight heller, and so on, are everyday phenom- 
ena. But in spite of this there remain a large number of fine shades 
of value that are inexpressible. Ten pfennigs of the currency of the 
German Reich (equivalent t e O  k g  of gold) could not be expressed 
in coins of the Austrian krone currency; eleven heller (equivalent to 

11 kg. of gold) were too little, twelve heller (equivalent to&m kg. 
of gold) were too much. Consequently there had to be small differ- 
ences between prices which otherwise would have been kept equal 
in both countries. 55  

This tendency is intensified by the circumstance that the prices 
of particularly common goods and services are usually expressed, 
not merely in such fractions of the monetary unit as can be expressed 

55 For example, the letter postage rates of the member countries of the International 
Postal Union. 
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in coins, but in amounts corresponding as nearly as possible to the 
denominations of the coinage. Everybody is familiar with the ten- 
dency toward "rounding off" which retail prices exhibit, and this is 
based almost entirely on the denominations of money and money 
substitutes. Still greater is the significance of the denominations of 
the coinage in connection with certain prices for which custom pre- 
scribes payment "in round figures." The chief examples of this are 
tips, fees, and the like. 

A Methodological Comment 

In a review devoted to the first edition of this book,56 Professor 
Walter Lotz deals with the criticism that I have brought forward 
against Laughlin's explanation of the value of the Austrian silver 
gulden in the years 187~92.~' His arguments are particularly inter- 
esting, inasmuch as they offer an excellent opportunity of exempli- 
fying the difference that exists between the conception and solution 
of problems in modern economic theory based on the subjective 
theory of value on the one hand, and under the empirico-realistic 
treatment of the historically and sociopolitically oriented schools of 
Schmoller and Brentano on the other. 

According to Professor Lotz it is "a question of taste" whether my 
arguments are "recognized as having any value." He does not "find 
them impressive." He says that he himself was not at first able to 
agree with Laughlin's view, until "Laughlin mentioned information, 
which makes his arguments at least very probable." Laughlin, in 
fact, told him that "in the eighties he received the information from 
the leading house of Viennese high finance, that people were reck- 
oning with the fact that the paper gulden would be eventually con- 
verted at some rate or other." Professor Lotz adds to this: "Certainly 
it was also of importance that the circulation of paper gulden and 
silver gulden was quantitatively very moderate, and that these 
means of payment were accepted by the public banks at their nom- 
inal value. All the same, the expectations for the future that the 

J6]ahrbucherfiir Nationalokonomie und Statistik, 3d Series, vol. 47, pp. 8-3. 
J 7  See pp. 148 ff .  above. 
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leading house of Viennese high finance had reason to nurse cannot 
have been quite without effect on the international valuation of the 
Austrian paper gulden. Consequently it may be justifiable in view 
of this information to ascribe some weight to Laughlin's argument, 
in spite of von Mises." 

The mysterious communication made to Laughlin by "the leading 
house of Viennese high finance," and handed on by him to Professor 
Lotz, was a secret de Polichinelle. The innumerable articles devoted 
to the question of the standard that appeared during the eighties in 
the Austrian and Hungarian papers, especially in the Neue Freie 
Presse, always assumed that Austria-Hungary would go over to the 
gold standard. Preparation for this step had been made as early as 
1879 by the suspension of the free coinage of silver. All the same, 
proof of this fact, which is denied by nobody (or at least not by me), 
in no way solves the problem we are concerned with, as Professor 
Lotz apparently supposes it to do. It merely indicates the problem 
that we have to solve. The fact that the gulden was "eventually" to 
be converted into gold "at some rate or other" does not explain why 
it was at that time valued at a certain amount and not higher or 
lower. If the gulden were to be converted into gold, and the national 
debt certificates into gulden, how did it come about that the interest- 
bearing national debt bonds were valued less highly than the gulden 
notes and coined gulden which did not bear interest? That is what 
we have to explain. It is obvious that our problem is only just be- 
ginning at the point where it is finished with for Professor Lotz. 

It is true that Professor Lotz is prepared to admit that it was "also 
of importance" that the circulation of paper gulden and silver 
gulden was "quantitatively very moderate"; and he grants the va- 
lidity of yet a third explanation in addition, namely, that this means 
of payment was accepted by the Treasury at its nominal value. But 
the relationship of these explanations to each other remains obscure. 
Possibly it has not occurred to Professor Lotz that the first and sec- 
ond are difficult to reconcile. For if the gulden was valued only in 
consideration of its eventual conversion into gold, it is fair to assume 
that it could have made no difference whether more or fewer gulden 
were in circulation, so long, say, as the funds available for conver- 
sion were not limited to a given amount. The third attempt at an 
explanation is altogether invalid, since the "nominal value" of the 
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gulden was only the "gulden" over again and the very point at issue 
is to account for the purchasing power of the gulden. 

The sort of procedure that Professor Lotz adopts here for solving 
a problem of economic science must necessarily end in failure. It is 
not enough to collect the opinions of businessmen-even if they are 
"leading" men or belong to "leading" houses-and then serve them 
up to the public, garnished with a few on the one hand's and on the 
other hand's, an admittedly or so, and a sprinkling of all the same's. The 
collection of "facts" is not science, by a long way. There are no 
grounds for ascribing authoritative significance to the opinions of 
businessmen; for economics, these opinions are nothing more than 
material, to be worked upon and evaluated. When the businessman 
tries to explain anything he becomes as much a "theorist" as any- 
body else; and there is no reason for giving a preference to the the- 
ories of the practical merchant or farmer. It is, for instance, 
impossible to prove the cost-of-production theory of the older school 
by invoking the innumerable assertions of businessmen that "ex- 
plain" variations in prices by variations in costs of production. 

Nowadays there are many who, busied with the otiose accumu- 
lation of material, have lost their understanding for the specifically 
economic in the statement and solution of problems. It is high time 
to remember that economics is something other than the work of 
the reporter whose business it is to ask X the banker and Y the 
commercial magnate what they think of the economic situation. 
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CHAPTER 9 

The Problem of the Existence of Local Differences in the 
Objective Exchange Value of Money 

Interlocal Price Relations 

et us at first ignore the possibility of various kinds of money L being employed side by side, and assume that in a given district 
one kind of money serves exclusively as the common medium of 
exchange. The problem of the reciprocal exchange ratios of different 
kinds of money will then form the subject matter of the next chapter. 
In this chapter, however, let us imagine an isolated geographical area 
of any size whose inhabitants engage in mutual trade and use a 
single good as common medium of exchange. It makes no immediate 
difference whether we think of this region as composed of several 
states, or as part of one large state, or as a particular individual state. 
It will not be necessary until a later stage in our argument to mention 
certain incidental modifications of the general formula which result 
from differences in the legal concepts of money in different states. 

It has already been mentioned that two economic goods, which 
are of similar constitution in all other respects, are not to be regarded 
as members of the same species if they are not both ready for con- 
sumption at the same place. For many purposes it seems more con- 
venient to regard them as goods of different species related to one 
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another as goods of higher and lower 0rders.l Only in the case of 
money is it permissible in certain circumstances to ignore the factor 
of position in space. For the utility of money, in contrast to that of 
other economic goods, is to a certain extent free from the limitations 
of geographical distance. Checks and clearing systems, and similar 
institutions, have a tendency to make the use of money more or less 
independent of the difficulties and costs of transport. They have had 
the effect of permitting gold stored in the cellars of the Bank of 
England, for instance, to be used as a common medium of exchange 
anywhere in the world. We can easily imagine a monetary organi- 
zation which, by the exclusive use of notes or clearinghouse meth- 
ods, allows all transfers to be made with the instrumentality of sums 
of money that never change their position in space. If we assume, 
further, that the costs associated with every transaction are not in- 
fluenced by the distance between the two parties to the contract and 
between each of them and the place where the money is (it is well 
known that this condition is already realized in some cases; for ex- 
ample, in the charges made for postal and money-order services), 
then there is sufficient justification for ignoring differences in the 
geographical situation of money. But a corresponding abstraction 
with regard to other economic goods would be inadmissible. No 
institution can make it possible for coffee in Brazil to be consumed 
in Europe. Before the consumption good "coffee in Europe" can be 
made out of the production good "coffee in Brazil," this production 
good must first be combined with the complementary good "means 
of transport." 

If differences due to the geographical position of money are dis- 
regarded in this way, we get the following law for the exchange ratio 
between money and other economic goods: every economic good, 
that is ready for consumption (in the sense in which that phrase is 
usually understood in commerce and technology), has a subjective 
use-value qua consumption good at the place where it is and qua 
production good at those places to which it may be brought for 
consumption. These valuations originate independently of each 
other; but, for the determination of the exchange ratio between 
money and commodities, both are equally important. The money 
price of any commodity in any place, under the assumption of com- 

See pp. 97 above. 
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pletely unrestricted exchange and disregarding the differences aris- 
ing from the time taken in transit, must be the same as the price at 
any other place, augmented or diminished by the money cost of 
transport. 

Now there is no further difficulty in including in this formula 
the cost of transport of money, or a further factor, on which the 
banker and exchange dealer lay great weight, namely, the costs 
arising from the recoinage which may be necessary. All these factors, 
which it is not necessary to enumerate in further detail, have a 
combined effect on the foreign exchange rate (cable rate, etc.) the 
resultant of which must be included in our calculation as a positive 
or negative quantity. To prevent any possible misunderstanding, it 
should once more be explicitly remarked that we are concerned here 
only with the rate of exchange between places in which the same 
kind of money is in use, although it is a matter of indifference 
whether the same coins are legal tender in both places. The essen- 
tially different problems of the rate of exchange between different 
kinds of money will not occupy us until the following chapter. 

Alleged Local Differences in the Purchasing Power of Money 

In contrast to the law of interlocal price relations that has just 
been explained is the popular belief in local variations in the pur- 
chasing power of money. The assertion is made again and again 
that the purchasing power of money may be different in different 
markets at the same time, and statistical data are continually being 
brought forward to support this assertion. Few economic opinions 
are so firmly rooted in the lay mind as this. Travelers are in the habit 
of bringing it home with them, usually as a piece of knowledge 
gained by personal observation. Few visitors to Austria from Ger- 
many at the beginning of the twentieth century had any doubts that 
the value of money was higher in Germany than in Austria. That 
the objective exchange value of gold, our commodity money K ~ T '  

&$ox+p, stood at different levels in different parts of the world, 
passed for established truth in even economic l i terat~re.~ 

We have seen where the fallacy lies in this, and may spare our- 

See Senior, Three Lectures on the Cost of Obtaining Money, pp. I ff. 
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selves unnecessary repetition. It is the leaving out of account of the 
positional factor in &e nature of economic goods, a relic of the 
crudely materialist conception of the economic problem, that is to 
blame for this confusion of ideas. All the alleged local differences 
in the purchasing power of money can easily be explained in this 
way. It is not permissible to deduce a difference in the purchasing 
power of money in Germany and in Russia from the fact that the 
price of wheat is different in these countries, for wheat in Russia 
and wheat in Germany represent two different species of goods. To 
what absurd conclusions should we not come if we regarded goods 
lying in bond in a customs or excise warehouse and goods of the 
same technological species on which the duty or tax had already 
been paid as belonging to the same species of goods in the economic 
sense? We should then apparently have to suppose that the pur- 
chasing power of money could vary from building to building or 
from district to district within a single town. Of course, if there are 
those who prefer to retain comm&cial terminology, and think it 
better to distinguish species of goods merely by their external char- 
acteristics, we cannot say that they shall not do this. To contend 
over terminological questions would be an idle enterprise. We are 
not concerned with words, but with facts. But if this form of expres- 
sion, in our opinion the less appropriate, is employed, care must be 
taken in some way to make full allowance for distinctions based on 
differences in the places at which the commodities are situated ready 
for consumption. It is not sufficient merely to take account of costs 
of transport and of customs duties and indirect taxes. The effect of 
direct taxes, for example, the burden of which is to a large extent 
transferable also, must be included in the calculation. 

It seems better to us to use the terminology suggested above, 
which stresses with greater clearness that the purchasing power of 
money shows a tendency to come to the same level throughout the 
world, and that the alleged differences in it are almost entirely explicable 
by differences in the quality of the commodities offered and demanded, so 
that there is only a small and almost negligible remainder left over, 
that is due to differences in the quality of the offered and demanded 
money. 

The existence of the tendency itself is hardly questioned. But the 
force which it exerts, and hence its importance also, are estimated 
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variously, and the old classical .proposition, that money like every 
other commodity always seeks out the market in which it has the 
highest value, is said to be mistaken. Wieser has said in this con- 
nection that the monetary transactions involved in exchange are 
induced by the commodity transactions; that they constitute an aux- 
iliary movement, which proceeds only so far as is necessary to per- 
mit the completion of the principal movement. But the international 
movement of commodities, Wieser declares, is even nowadays no- 
ticeably small in comparison with domestic trade. The transmitted 
national equilibrium of prices is broken through for relatively few 
commodities whose prices are world prices. Consequently, the 
transmitted value of money is still for the most part as significant 
as ever. It will not be otherwise until, in place of the national or- 
ganization of production and labor which still prevails today, a com- 
plete world organization has been established; but it will be a long 
while before this happens. At present the chief factor of production, 
labor, is still subject to national limitations everywhere; a nation 
adopts foreign advances in technique and organization only to the 
degree permitted by its national characteristics, and, in general, 
does not very easily avail itself of opportunities of work abroad, 
whereas within the nation entrepreneurs and wage laborers move 
about to a considerable extent. Consequently, wages everywhere 
retain the national level at which they have been historically deter- 
mined, and thus the most important element in costs remains na- 
tionally determined at this historical level; and the same is true of 
most other cost elements. On the whole, the transmitted value of 
money forms the basis of further social calculations of costs and 
values. Meanwhile, the international contacts are not yet strong 
enough to raise national methods of production on to a single world 
level and to efface the differences in the transmitted national ex- 
change values of money.3 

It is hardly possible to agree with these arguments, which smack 
a little too much of the cost-of-production theory of value and are 
certainly not to be reconciled with the principles of the subjective 
theory. Nobody would wish to dispute the fact that costs of pro- 
duction differ greatly from one another in different localities. But it 

See Wieser, "Der Geldwert und seine Veranderungen," Schriften des Vereins fiir 
Sozialpolitik 132: 531 f. 
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must be denied that this exercises an influence on the price of com- 
modities and on the purchasing power of money. The contrary fol- 
lows too clearly from the principles of the theory of prices, and is 
too clearly demonstrated day by day in the market, to need any 
special proof in addition. The consumer who seeks the cheapest 
supply and the producer who seeks the most paying sale concur 
in the endeavor to liberate prices from the limitations of the local 
market. Intending buyers do not bother much about the national 
costs of production when those abroad are lower. (And because this 
is so, the producer working with higher costs of production calls for 
protective duties.) That differences in the wages of labor in different 
countries are unable to influence the price levels of commodities is 
best shown by the circumstance that even the countries with high 
levels of wages are able to supply the markets of the countries with 
low levels of wages. Local differences in the prices of commodities 
whose natures are technologically identical are to be explained on 
the one hand by differences in the cost of preparing them for con- 
sumption (expenses of transport, cost of retailing, etc.) and on the 
other hand by the physical and legal obstacles that restrict the mo- 
bility of commodities and human beings. 

3 

Alleged Local Differences in the Cost of Living 

There is a certain connection between the assertion of local dif- 
ferences in the purchasing power of money and the widespread- 
belief in local differences in the cost of living. It is supposed to be 
possible "to live" more cheaply in some places than in others. It 
might be supposed that both statements come to the same thing, 
and that it makes no difference whether we say that the Austrian 
crown was "worth" less in 1913 than the eighty-five pfennigs which 
corresponded to its gold value, or that "living" was dearer in Austria 
than in Germany. But this is not correct. The two propositions are 
by no means identical. The opinion that living is more expensive in 
one place than in another in no way implies the proposition that the 
purchasing power of money is different. Even with complete equal- 
ity of the exchange ratio between money and other economic goods 
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it may happen that an individual is involved in unequal costs in 
securing the same level of satisfaction in different places. This is 
especially likely to be the case when residence in a certain place 
awakens wants which the same individual would not have been 
conscious of elsewhere. Such wants may be social or physical in 
nature. Thus, the Englishman of the richer classes is able to live more 
cheaply on the Continent, because he is obliged to fulfill a series of 
social duties at home that do not exist for him abroad. Again, living 
in a large town is dearer than in the country if only because the 
immediate propinquity in town of so many possibilities of enjoy- 
ment stimulates desires and calls forth wants that are unknown to 
the provincial. Those who often visit theaters, concerts, art exhibi- 
tions, and similar places of entertainment, naturally spend more 
money than those who live in otherwise similar circumstances, but 
have to go without these pleasures. The same is true of the physical 
wants of human beings. In tropical areas, Europeans have to take a 
series of precautions for the protection of health which would be 
unnecessary in the temperate zones. All those wants whose origin 
is dependent on local circumstances demand for their satisfaction a 
certain stock of goods which would otherwise be used for the sat- 
isfaction of other wants, and consequently they diminish the degree 
of satisfaction that a given stock of goods can afford. 

Hence, the statement that the cost of living is different in different 
localities only means that the same individual cannot secure the 
same degree bf satisfaction from the same stock of goods in different 
places. We have just given one reason for this phenomenon. But, 
besides this, the belief in local differences in the cost of living is also 
supported by reference to local differences in the purchasing power 
of money. It would be possible to prove the incorrectness of this 
view. It is no more appropriate to speak of a difference between the 
purchasing power of money in Germany and in Austria than it 
would be justifiable to conclude from differences between the prices 
charged by hotels on the peaks and in the valleys of the Alps that 
the objective exchange value of money is different in the two situ- 
ations and to formulate some such proposition as that the purchasing 
power of money varies inversely with the height above sea level. 
The purchasing power of money is the same everywhere; only the com- 
modities offered are not the same. They differ in a quality that is eco- 
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nomically significant-the position in space of the place at which 
they are ready for consumption. 

But although the exchange ratios between money and economic 
goods of completely similar constitution in all parts of a unitary 
market area in which the same sort of money is employed are at any 
time equal to one another, and all apparent exceptions can be traced 
back to differences in the spatial quality of the commodities, it is 
nevertheless true that price differentials evoked by the difference in 
position (and hence in economic quality) of the commodities may 
under certain circumstances constitute a subjective justification of 
the assertion that there are differences in the cost of living. He who 
voluntarily visits Karlsbad on account of his health would be wrong 
in deducing from the higher price of houses and food there that it 
is impossible to get as much enjoyment from a given sum of money 
in Karlsbad as elsewhere and that consequently living is dearer 
there. This conclusion does not allow for the difference in quality 
of the commodities whose prices are being compared. It is just be- 
cause of this difference in quality, just because it has a certain value 
for him, that the visitor comes to Karlsbad. If he has to pay more in 
Karlsbad for the same quantity of satisfactions, this is due to the 
fact that in paying for them he is also paying the price of being able 
to enjoy them in the immediate neighborhood of the medicinal 
springs. The case is different for the businessman and laborer and 
official who are merely tied to Karlsbad by their occupations. The 
propinquity of the waters has no significance for the satisfaction of 
their wants, and so their having to pay extra on account of it for 
every good and service that they buy will, since they obtain no 
additional satisfaction from it, appear to them as a reduction of the 
possibilities of the enjoyment that they might otherwise have. If 
they compare their standard of living with that which they could 
achieve with the same expenditure in a neighboring town, they will 
arrive at the conclusion that living is really dearer at the spa than 
elsewhere. They will then only transfer their activity to the dearer 
spa if they believe that they will be able to secure there a sufficiently 
higher money income to enable them to achieve the same standard 
of living as elsewhere. But in comparing the standards of satisfaction 
attainable they will leave out of account the advantage of being able 
to satisfy their wants in the spa itself because this circumstance has 
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no value in their eyes. Every kind of wage will therefore, under the 
assumption of complete mobility, be higher in the spa than in other, 
cheaper, places. This is generally known as far as it applies to con- 
tract wages; but it is also true of official salaries. The government 
pays a special bonus to those of its employees who have to take up 
their duties in "dear" places, in order to put them on a level with 
those functionaries who are able to live in cheaper places. The la- 
borers too have to be compensated by higher wages for the higher 
cost of living. 

This also is the clue to the meaning of the sentence, "Living is 
dearer in Austria than in Germany," a sentence which has a certain 
meaning even though there is no difference between the purchasing 
power of money in the two countries. The differences in prices in 
the two areas do not refer to commodities of the same nature; what 
are supposed to be identical commodities really differ in an essential 
point; they are available for consumption in different places. Phys- 
ical causes on the one hand, social causes on the other, give to this 
distinction a decisive importance in the determination of prices. He 
who values the opportunity of ,working in Austria as an Austrian 
among Austrians, who has been brought up to work and earn 
money in Austria, and cannot get a living anywhere else on account 
of language difficulties, national customs, economic conditions, and 
the like, would nevertheless be wrong in concluding from a com- 
parison of domestic and foreign commodity prices that living was 
dearer at home. He must not forget that part of every price he pays 
is for the privilege of being able to satisfy his wants in Austria. An 
independent rentier with a free choice of domicile is in a position 
to decide whether he prefers a life of apparently limited satisfactions 
in his native country among his own kindred to one of apparently 
more abundant satisfaction among strangers in a foreign land. But 
most people are spared the trouble of such a choice; for most, stay- 
ing at home is a matter of necessity, emigration an impossibility. 

To recapitulate: the exchange ratio subsisting between commod- 
ities and money is everywhere the same. But men and their wants 
are not everywhere the same, and neither are commodities. Only 
if these distinctions are ignored is it possible to speak of local dif- 
ferences in the purchasing power of money or to say that living is 
dearer in one place than in another. 
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CHAPTER 10 

The Exchange Ratio Between Money of Different Kinds 

The Twofold Possibility of the Coexistence of 
Different Kinds of Money 

T he existence of an exchange ratio between two sorts of money 
is dependent upon both being used side by side, at the same 

time, by the same economic agents, as common media of exchange. 
We could perhaps conceive of two economic areas, not connected 
in any other way, being linked together only by the fact that each 
exchanged the commodity it used for money against that used for 
money by the other, in order then to use the acquired monetary 
commodity otherwise than as money. But this would not be a case 
of an exchange ratio between different kinds of money simply aris- 
ing from their monetary employment. If we wish successfully to 
conduct our investigation as an investigation into the theory of 
money, then even in the present chapter we must disregard the 
nonmonetary uses of the material of which commodity money is 
made; or, at least, take account of them only where this is necessary 
for the complete clarification of all the processes connected with our 
problem. Now the assertion that, apart from the effects of the in- 
dustrial use of the monetary material, an exchange ratio can be 
established between two sorts of money only when both are used 
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as money simultaneously and side by side, is not the usual view. 
That is to say, prevailing opinion distinguishes two cases: that in 
which two or more domestic kinds of money exist side by side in 
the parallel standard, and that in which the money in exclusive use 
at home is of a kind different from the money used abroad. Both 
cases are dealt with separately, although there is no theoretical dif- 
ference between them as far as the determination of the exchange 
ratio between the two sorts of money is concerned. 

If a gold-standard country and a silver-standard country have 
business relations with each other and constitute a unitary market 
for certain economic goods, then it is obviously incorrect to say that 
the common medium of exchange consists of gold only for the in- 
habitants of the gold-standard country, and of silver only for those 
of the silver-standard country. On the contrary, from the economic 
point of view both metals must be regarded as money for each area. 
Until 1873, gold was just as much a medium of exchange for the 
German buyer of English commodities as silver was for the English 
buyer of German commodities. The German farmer who wished to 
exchange corn for English steel goods could not do so without the 
instrumentality of both gold and silver. Exceptional cases might 
arise, where a German sold in England for gold and bought again 
with gold, or where an Englishman sold in Germany for silver and 
bought with silver; but this merely demonstrates more clearly still 
the monetary characteristic of both metals for the inhabitants of 
both areas. Whether the case is one of an exchange through the 
instrumentality of money used once or used more than once, the 
only important point is that the existence of international trade re- 
lations results in the consequence that the money of each of the 
single areas concerned is money also for all the other areas 

It is true that there are important differences between that money 
which plays the chief part in domestic trade, is the instrument of 
most exchanges, predominates in the dealings between consumers 
and sellers of consumption goods, and in loan transactions, and is 
recognized by the law as legal tender, and that money which is 
employed in relatively few transactions, is hardly ever used by con- 
sumers in their purchases, does not function as an instrument of 
loan operations, and is not legal tender. In popular opinion, the 
former money only is domestic money, the latter foreign money. 
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Although we cannot accept this if we do not want to close the way 
to an understanding of the problem that occupies us, we must 
nevertheless emphasize that it has great significance in other con- 
nections. We shall have to come back to it in the chapter which deals 
with the social effects of fluctuations in the objective exchange value 
of money. 

T h e  Static or Natural Exchange Ratio Between 
Different Kinds of Money 

For the exchange ratio between two or more kinds of money, 
whether they are employed side by side in the same country (the 
parallel standard) or constitute what is popularly called foreign 
money and domestic money, it is the exchange ratio between in- 
dividual economic goods and the individual kinds of money that is 
decisive. The different kinds of money are exchanged in a ratio 
corresponding to the exchange ratios existing between each of them 
and the other economic goods. If I kg. of gold is exchanged for rn 
kg. of a particular sort of commodity, and I kg. of silver for*kg. 
of the same sort of commodity, then the exchange ratio between 
gold and silver will be established at 15%. If some disturbance 
tends to alter this ratio between the two sorts of money, which we 
shall call the static or natural ratio, then automatic forces will be set 
in motion that will tend to reestablish it.l 

Let us consider the case of two countries each of which carries on 
its domestic trade with the aid of one sort of money only, which is 
different from that used in the other country. If the inhabitants of 
two areas with different currencies who have previously exchanged 
their commodities directly without the intervention of money begin 
to make use of money in the transaction of their business, they will 
base the exchange ratio between the two kinds of money on the 
exchange ratio between each kind of money and the commodities. 
Let us assume that a gold-standard country and a silver-standard 

' The theory put forward above, which comes from Ricardo, is advocated with par- 
ticular forcefulness nowadays by Cassel, who uses the name purchasing-power par- 
ity for the static exchange ratio. See Cassel, Money and Foreign Exchange After 1914 
(London, 1922), p. 181 f .  
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country had exchanged cloth directly for wheat on such terms that 
one meter of cloth was given for one bushel of wheat. Let the price 
of cloth in the country of its origin be one gram of gold per meter; 
that of wheat, 15 grams of silver per bushel. If international trade 
is now put on a monetary basis, then the price of gold in terms of 
silver must be established at 15. If it were established higher, say at 
16, then indirect exchange through the instrumentality of money 
would be disadvantageous from the point of view of the owners of 
the wheat as compared with direct exchange; in indirect exchange 
for a bushel of wheat they would obtain only fifteen-sixteenths of 
a meter of cloth as against a whole meter in direct exchange. The 
same disadvantage would arise for the owners of the cloth if the 
price of gold was established at anything lower, say at 14 grams of 
silver. This, of course, does not imply that the exchange ratios be- 
tween the different kinds of money have actually developed in this 
manner. It is to be understood as a logical, not a historical, expla- 
nation. Of the two precious metals gold and silver it must especially 
be remarked that their reciprocal exchange ratios have slowly de- 
veloped with the development of their monetary position. 

If no other relations than those of barter exist between the inhab- 
itants of two areas, then balances in favor of one party or the other 
cannot arise. The objective exchange values of the quantities of 
commodities and services surrendered by each of the contracting 
parties must be equal, whether present goods or future goods are 
involved. Each constitutes the price of the other. This fact is not 
altered in any way if the exchange no longer proceeds directly but 
indirectly through the intermediaryship of one or more common 
media of exchange. The surplus of the balance of payments that is 
not settled by the consignment of goods and services but by the 
transmission of money was long regarded merely as a consequence 
of the state of international trade. It is one of the great achievements 
of Classical political economy to have exposed the fundamental 
error involved in this view. It demonstrated that international move- 
ments of money are not consequences of the state of trade; that they 
constitute not the effect, but the cause, of a favorable or unfavorable 
trade balance. The precious metals are distributed among individ- 
uals and hence among nations according to the extent and intensity 
of their demands for money. No individual and no nation need fear 
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at any time to have less money than it needs. Government measures 
designed to regulate the international government of money in or- 
der to ensure that the community shall have the amount it needs, 
are just as unnecessary and inappropriate as, say, intervention to 
ensure a sufficiency or corn or iron or the like. This argument dealt 
the Mercantilist theory its death blow. 

Nevertheless statesmen are still greatly exercised by the problem 
of the international distribution of money. For hundreds of years, 
the Midas theory, systematized by Mercantilism, has been the rule 
followed by governments in taking measures of commercial policy. 
In spite of Hume, Smith, and Ricardo, it still dominates men's 
minds more than would be expected. Phoenixlike, it rises again and 
again from its own ashes. And indeed it would hardly be possible 
to overcome it with objective argument; for it numbers its disciples 
among that great host of the half-educated who are proof against 
any argument, however simple, if it threatens to rob them of long- 
cherished illusions that have become too dear to part with. It is only 
regrettable that these lay opinions not only predominate in discus- 
sions of economic policy on the,part of legislators, the press-even 
the technical journals-and businessmen, but still occupy much 
space even in scientific literature. The blame for this must again be 
laid to the account of obscure notions concerning the nature of fi- 
duciary media and their significance as regards the determination 
of prices. The reasons which, first in England and then in all other 
countries, were urged in favor of the limitation of the fiduciary note 
issue have never been understood by modern writers, who know 
them only at secondhand or thirdhand. That they in general plead 
for their retention, or only demand such modifications as leave the 
principle untouched, merely expresses their reluctance to replace 
an institution which on the whole has indubitably justified itself by 
a system whose effects they, to whom the phenomena of the market 
constitute an insoluble riddle, are naturally least of all able to fore- 
see. When these writers seek for a motive in present-day banking 
policy, they can find none but that characterized by the slogan, 
"Protection of the national stock of the precious metals." We can 
pass the more lightly over these views in the present place since we 

See Senior, Three Lectures on the Transmission of the Precious Metals from Country to 
Country and the Mercantile Theory of Wealth (London, 1828), pp. 5 ff. 
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shall have further opportunity in part three to discuss the true 
meaning of the bank laws that limit the note issue. 

Money does not flow to the place where the rate of interest is 
highest; neither is it true that it is the richest nations that attract 
money to themselves. The proposition is as true of money as of 
every other economic good, that its distribution among individual 
economic agents depends on its marginal utility. Let us first com- 
pletely abstract from all geographical and political concepts, such 
as country and state, and imagine a state of affairs in which money 
and commodities are completely mobile within a unitary market 
area. Let us further assume that all payments, other than those 
cancelled out by offsetting or mutual balancing of claims, are made 
by transferring money, and not by the cession of fiduciary media; 
that is to say, that uncovered notes and deposits are unknown. This 
supposition, again, is similar to that of the "purely metallic cur- 
rency" of the English Currency School, although with the help of 
our precise concept of fiduciary media we are able to avoid the 
obscurities and shortcomings of their point of view. In a state of 
affairs corresponding to these suppositions of ours, all economic 
goods, including of course money, tend to be distributed in such a 
way that a position of equilibrium between individuals is reached, 
when no further act of exchange that any individual could under- 
take would bring him any gain, any increase of subjective value. In 
such a position of equilibrium, the total stock of money, just like the 
total stocks of commodities, is distributed among individuals ac- 
cording to the intensity with which they are able to express their 
demand for it in the market. Every displacement of the forces af- 
fecting the exchange ratio between miney and other economic 
goods brings about a corresponding change in this distribution, 
until a new position of equilibrium is reached. This is true of indi- 
viduals, but it is also true of all the individuals in a given area taken 
together. For the goods possessed and the goods demanded by a 
nation are only the sums of the goods possessed and the goods 
demanded by all the economic agents, private as well as public, 
which make up the nation, among which the state as such admit- 
tedly occupies an important position, but a very far from dominant 
one. 

Trade balances are not causes but merely concomitants of move- 
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ments of money. For if we look beneath the veil with which the 
forms of monetary transactions conceal the nature of exchanges of 
goods, then it is clear that, even in international trade, commodities 
are exchanged for commodities, through the instrumentality of 
money. Just as the single individual does, so also all the individuals 
in an economic community taken together, wish in the last analysis 
to acquire not money, but other economic goods. If the state of the 
balance of payments is such that movements of money would have 
to occur from one country to the other, independently of any altered 
estimation of money on the part of their respective inhabitants, then 
operations are induced which reestablish equilibrium. Those per- 
sons who receive more money than they need will hasten to spend 
the surplus again as soon as possible, whether they buy production 
goods or consumption goods. On the other hand, those persons 
whose stock of money falls below the amount they need will be 
obliged to increase their stock of money, either by restricting their 
purchases or by disposing of commodities in their possession. The 
price variations, in the markets of the countries in question, that 
occur for these reasons, give rise to transactions which must always 
reestablish the equilibrium of the balance of payments. A credit or 
debit balance of payments that is not dependent upon an alteration 
in the conditions of demand for money can only be t ran~ient .~ 

Thus international movements of money, so far as they are not of 
a transient nature and consequently soon rendered ineffective by 
movements in the contrary direction, are always called forth by 
variations in the demand for money. Now it follows from this that 
a country in which fiduciary media are not employed is never in 
danger of losing its stock of money to other countries. Shortage of 
money and superabundance of money can no more be a permanent 
experience for a nation than for an individual. Ultimately they are 
spread out uniformly among all economic agents using the same 
economic good as common medium of exchange, and naturally 
their effects on the objective exchange value of money which bring 
about the adjustment between the stock of money and the demand 

See Ricardo, "Principles of Political Economy and Taxation," in Works, ed. Mc- 
Culloch, 2d ed. (London, 1852), pp. 213 Ff.; Hertzka, Das Wesen des Geldes (Leipzig, 
1887), pp. 42 ff.; Kinley, Money (New York, igog), pp. 78 ff.; Wieser, "Der Geldwert 
und seine Veranderungen," Schriften des Vereins fur Sozialpolitik 132: 530 ff. 

George Reisman
risethe



212 The Value of Money 

for it are finally uniform for all economic agents. Measures of eco- 
nomic policy which- aim at increasing the quantity of money circu- 
lating in a country could be successful so far as the money circulates 
in other countries also, only if they brought about a displacement 
in relative demands for money. Nothing is fundamentally altered 
in all this by the employment of fiduciary media. So far as there 
remains a demand for money in the narrower sense despite the use 
of fiduciary media, it will express itself in the same way. 

There are many gaps in the Classical doctrine of international 
trade. It was built up at a time when international exchange relations 
were largely limited to dealings in present goods. No wonder, then, 
that its chief reference was to such goods or that it left out of account 
the possibility of an international exchange of services, and of pres- 
ent goods for future goods. It remained for a later generation to 
undertake the expansion and correction here necessary, a task that 
was all the easier since all that was wanted was a consistent expan- 
sion of the same doctrine to cover these phenomena as well. The 
classical doctrine had further restricted itself to that part of the prob- 
lem presented by international metallic money. The treatment with 
which credit money had to be content was not satisfactory, and this 
shortcoming has not been entirely remedied yet. The problem has 
been regarded too much from the point of view of the technique of 
the monetary system and too little from that of the theory of ex- 
change of goods. If the latter point of view had been adopted, it 
would have been impossible to avoid commencing the investigation 
with the proposition that the balance of trade between two areas 
with different currencies must always be in equilibrium, without the 
emergence of a balance needing to be corrected by the transport of 
money4 If we take a gold-standard and a silver-standard country 
as an example, then there still remains the possibility that the money 
of the one country will be put to a nonmonetary use in the other. 
Such a possibility must naturally be ruled out of account. The re- 
lations between two countries with fiat money would be the best 
example to take; if we merely make our example more general by 

Transitory displacements are possible, if foreign money is acquired in the specu- 
lative anticipation of its appreciating. 
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supposing that metallic money may be in use, then only the mon- 
etary use of the metallic money must be considered. It is then im- 
mediately clear that goods and services can only be paid for with 
other goods and services; that in the last analysis there can be no 
question of payment in money. 
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CHAPTER 11 

The Problem of Measuring the Objective Exchange Value of 
Money and Variations in I t  

The History of the Problem 

T he problem of measuring the objective exchange value of money 
and its variations has attracted much more attention than its 

significance warrants. If all the columns of figures and tables and 
curves that have been prepared in this connection could perform 
what has been promised of them, then we should certainly have to 
agree that the tremendous expenditure of labor upon their construc- 
tion would not have been in vain. In fact, nothing less has been 
hoped from them than the solution of the difficult questions con- 
nected with the problem of the objective exchange value of money. 
But it is very well known, and has been almost ever since the meth- 
ods were discovered, that such aids cannot avail here. 

The fact that, in spite of all this, the improvement of methods 
of calculating index numbers is still worked at most zealously, and 
that they have even been able to achieve a certain popularity 
that is otherwise denied to economic investigation, may well ap- 
pear puzzling. It becomes explicable if we take into account 
certain peculiarities of the human mind. Like the king in Riick- 
ert's Weisheit des Brahmanen, the layman always tends to seek for 
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formulae that sum up the results of scientific investigation in a 
few words. But the briefest and most pregnant expression for 
such summaries is in figures. Simple numerical statement is 
sought for even where the nature of the case excludes it. The most 
important results of research in the social sciences leave the mul- 
titude apathetic, but any set of figures awakens its interest. Its 
history becomes a series of dates, its economics a collection of 
statistical data. No other objection is more often brought against 
economics by laymen than that there are no economic laws; 
and if an attempt is made to meet this objection, then almost in- 
variably the request is made that an example of such a law should 
be named and expounded-as if fragments of systems, whose 
study demands years of thought on the part of the expert, could 
be made intelligible to the novice in a few minutes. Only by let- 
ting fall morsels of statistics is it possible for the economic theorist 
to maintain his prestige in the face of questions of this sort. 

Great names in the history of economics are associated with var- 
ious systems of index numbers. Indeed, it was but natural that the 
best brains should have been the most attracted by this extraordi- 
narily difficult problem. But in vain. Closer investigation shows us 
how little the inventors of the various index-number methods them- 
selves thought of their attempts, how justly, as a rule, they were able 
to estimate their importance. He who cares to go to the trouble of 
demonstrating the uselessness of index numbers for monetary the- 
ory and the concrete tasks of monetary policy will be able to select 
a good proportion of his weapons from the writings of the very men 
who invented them. 

L 

The Nature of the Problem 

The objective exchange value of the monetary unit can be ex- 
pressed in units of any individual commodity. Just as we are in the 
habit of speaking of a money price of the other exchangeable goods, 
so we may conversely speak of the commodity price of money, and 
have then so many expressions for the objective exchange value of 
money as there are commercial commodities that are exchanged for 
money. But these expressions tell us little; they leave unanswered 
the questions that we want to solve. There are two parts to the 
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problem of measuring the objective exchange value of money. First 
we have to obtain numerical demonstration of the fact of variations 
in the objective exchange value of money; then the question must 
be decided whether it is possible to make a quantitative examination 
of the causes of particular price movements, with special reference 
to the question whether it would be possible to produce evidence 
of such variations in the purchasing power of money as lie on the 
monetary side of the ratio. 

So far as the first-named problem is concerned, it is self-evident 
that its solution must assume the existence of a good, or complex 
of goods, of unchanging objective exchange value. The fact that 
such goods are inconceivable needs no further elucidation. For a 
good of this sort could exist only if all the exchange ratios between 
all goods were entirely free from variations. With the continually 
varying foundations on which the exchange ratios of the market 
ultimately rest, this presumption can never be true of a social order 
based upon the free exchange of goods.2 

To measure is to determine the ratio of one quantity to another 
which is invariable or assumed,to be invariable. Invariability in re- 
spect of the property to be measured, or at least the legitimacy of 
assuming such invariability, is a sine qua non of all measurement. 
Only when this assumption is admissible is it possible to determine 
the variations that are to be measured. Then, if the ratio between 
the measure and the object to be measured alter, this can only be 
referred to causes directly affecting the latter. Thus the problems of 
measuring the two kinds of variation in the objective exchange value 
of money go together. If the one is proved to be soluble, then so also 
is the other; and proof of the insolubility of the one is also proof of 
the insolubility of the other. 

3 

Methods of Calculating lndex Numbers 

Nearly all the attempts that have hitherto been made to solve the 
problem of measuring the objective exchange value of money have 

[Following Menger, we should call the first of these two problems the problem of 
the measurability of the iiussere objective exchange value of money, the second that 
of the measurability of its innere objective exchange value. See also p. 146 n. H.E.B.1 

See Menger, Grundsatze der Volkswirtschaftslehre, 2d ed. (Vienna, rgq), pp. 298 ff. 
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started from the idea that if the price movements of a large number 
of commodities weie combined by a particular method of calcula- 
tion, the effects of those determinants of the price movements 
which lie on the side of the commodities would largely cancel one 
another out, and consequently, that such calculations would make 
it possible to discover the direction and extent of the effects of those 
determinants of price movements that lie on the monetary side. 
This assumption would prove correct, and the inquiries instituted 
with its help could led to the desired results, if the exchange ratios 
between the other economic goods were constant among them- 
selves. Since this assumption does not hold good, refuge must be 
taken in all sorts of artificial hypotheses in order to obtain at least 
some sort of an idea of the significance of the results gained. But to 
do this is to abandon the safe ground of statistics and enter into a 
territory in which, in the absence of any reliable guidance (such as 
could be provided only by a complete understanding of all the laws 
governing the value of money), we must necessarily go astray. So 
long as the determinants of the objective exchange value of money 
are not satisfactorily elucidated in some other way, the sole possible 
reliable guide through the tangle of statistical material is lacking. 
But even if investigation into the determinants of prices and their 
fluctuations, and the separation of these determinants into single 
factors, could be achieved with complete precision, statistical in- 
vestigation of prices would still be thrown on its own resources at 
the very point where it most needs support. That is to say, in mon- 
etary theory, as in every other branch of economic investigation, it 
will never be possible to determine the quantitative importance of 
the separate factors. Examination of the influence exerted by the 
separate determinants of prices will never reach the stage of being 
able to undertake numerical imputation among the different factors. 
All determinants of prices have their effect only through the me- 
dium of the subjective estimates of individuals; and the extent to 
which any given factor influences these subjective estimates can 
never be predicted. Consequently, the evaluation of the results of 
statistical investigations into prices, even if they could be supported 
by established theoretical conclusions, would still remain largely 
dependent on the rough estimates of the investigator, a circum- 
stance that is apt to reduce their value considerably. Under certain 
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conditions, index numbers may do very useful service as an aid to 
investigation into the history and statistics of prices; for the exten- 
sion of the theory of the nature and value of money they are un- 
fortunately not very important. 

Wieser's Refinement of the Methods of Calculating Index Numbers 

Very recently Wieser has made a new suggestion which consti- 
tutes an improvement of the budgetary method of calculating index 
numbers, notably employed by Falkner. This is based on the view 
that when nominal wages change but continue to represent the 
same real wages, then the value of money has changed, because it 
expresses the same real quantity of value differently from before, or 
because the ratio of the monetary unit to the unit of real value has 
changed. On the other hand, the value of money is regarded as 
unchanged when nominal wages go up or down, but real wages 
move exactly parallel with them. If the contrast between money 
income and real income is substituted for that between nominal and 
real wages and the whole sum of the individuals in the community 
substituted for the single individual, then it is said to follow that 
such variations of the total money income as are accompanied by 
corresponding variations of the total real income do not indicate 
variations in the value of money at all, even if at the same time the 
prices of goods have changed in accordance with the altered con- 
ditions of supply. Only when the same real income is expressed by 
a different money income has the specific value of money changed. 
Thus to measure the value of money, a number of typical kinds of 
income should be chosen and the real expenditure corresponding 
to each determined, that is, the quantity of each kind of thing on 
which the incomes are spent. The money expenditure correspond- 
ing to this real expenditure is also to be shown, all for a particular 
base year; and then for each year the sums of money are to be 
evaluated in which the same quantities of real value were repre- 
sented, given the prices ruling at the time. The result, it is claimed, 

On Falkner's method, see Laughlin, The Principles of Money (London, l903), pp. 
213-21; Kinley, Money (New York, igog), pp. 253 ff. 
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would be the possibility of working out an average which would 
give for the whole country the monetary expression, as determined 
year by year in the market, of the real income taken as base. Thus 
it would be discovered whether a constant real value had a constant, 
a higher, or a lower, money expression year by year, and so a meas- 
ure would be obtained of variations in the value of money.4 

The technical difficulties in the way of employing this method, 
which is the most nearly perfect and the most deeply thought out 
of all methods of calculating index numbers, are apparently insur- 
mountable. But even if it were possible to master them, this method 
could never fulfill the purpose that it is intended to serve. It could 
attain its end only under the same supposition that would justify 
all other methods; namely, the supposition that the exchange ratios 
between the individual economic goods excluding money are con- 
stant, and that only the exchange ratio between money and each of 
the other economic goods is liable to fluctuation. This would nat- 
urally involve an inertia of all social institutions, of population, of 
the distribution of wealth and income, and of the subjective val- 
uations of individuals. Where everything is in a state of flux the 
supposition breaks down completely. 

It was impossible for this to escape Wieser, who insists on allow- 
ance for the fact that the types of income and the classes into which 
the community is divided gradually alter, and that in the course of 
time certain kinds of consumption are discontinued and new kinds 
begun. For short periods, Wieser is of the opinion that this involves 
no particular difficulty; that it would be easy to retain the compar- 
ability of the totals by eliminating expenditures that did not enter 
into both sets of budgets. For long periods, he recommends Mar- 
shall's chain method of always including a sufficient number of 
transitional types and restricting comparisons to any given type and 
that immediately preceding or following it. This hardly does away 
with the difficulty. The farther we went back in history, the more 
we should have to eliminate; ultimately it seems that only those 
portions of real income would remain that serve to satisfy the most 

See Wieser, "Uber die Messung der Veranderungen des Geldwerts," Schriften des 
Vereins fur Sozialpolitik 132 (Leipzig, y o ) :  544 ff. Joseph Lowe seems to have made a 
similar proposal as early as 1822; on this, see Walsh, The Measurement of General 
Exchange Value (New York, qo l ) ,  p. 84. 
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fundamental needs of existence. Even within this limited scope, 
comparisons would be impossible, as, say, between the clothing of 
the twentieth century and that of the tenth century. It is still less 
possible to trace back historically the typical incomes, which would 
necessarily involve consideration of the existing division of society 
into classes. The progress of social differentiation constantly in- 
creases the number of types of income. And this is by no means 
simply due to the splitting up of single types; the process is much 
more complicated. Members of one group break off and intermingle 
with other groups or portions of other groups in a most complicated 
manner. With what type of income of the past can we compare that, 
say, of the modern factory worker? 

But even if we were to ignore all these considerations, other dif- 
ficulties would arise. It is quite possible, even most probable, that 
subjective valuations of equal portions of real income have altered 
in the course of time. Changes in ways of living, in tastes, in opin- 
ions concerning the objective use value of individual economic 
goods, evoke quite extraordinarily large fluctuations here, even in 
short periods. If we do not take account of this in estimating the 
variations of the money value of these portions of income, then new 
sources of error arise that may fundamentally affect our results. On 
the other hand, there is no basis at all for taking account of them. 

All index-number systems, so far as they are intended to have a 
greater significance for monetary theory than that of mere playing 
with figures, are based upon the idea of measuring the utility of a 
certain quantity of money5 The object is to determine whether a 
gram of gold is more or less useful today than it was at a certain 
time in the past. As far as objective use value is concerned, such an 
investigation may perhaps yield results. We may assume the fiction, 
if we like, that, say, a loaf of bread is always of the same utility in 
the objective sense, always comprises the same food value. It is not 
necessary for us to enter at all into the question of whether this is 
permissible or not. For certainly this is-not the purpose of index 
numbers; their purpose is the determination of the subjective sig- 
nificance of the quantity of money in question. For this, recourse 

See Weiss, Die moderne Tendenz in der Lehre vom Geldwert, Zeitschrift fur Volkswirt- 
schaft, Sozialpolitik und Verwaltung, vol. 19, p. 546. 
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must be had to the quite nebulous and illegitimate fiction of an 
eternal human with invariable valuations. In Wieser's typical in- 
comes that have to be traced back through the centuries may be 
seen an attempt to refine this fiction and to free it from its limita- 
tions. But even this attempt cannot make the impossible possible, 
and was necessarily bound to fail. It represents the most perfect 
conceivable development of the index-number system, and the fact 
that this also leads to no practical.result condemns the whole busi- 
ness. Of course, this could not escape Wieser. If he neglected to lay 
particular stress upon it, this is probably due solely to the circum- 
stance that his concern was not so much to indicate a way of solving 
this insoluble problem, as to extract from a usual method all that 
could be got from it. 

5 

The Practical Utility of Index Numbers 

The inadmissibility of the methods proposed for measuring var- 
iations in the value of money does not obtrude itself too much if we 
only want to use them for solving practical problems of economic 
policy. Even if index numbers cannot fulfill the demands that theory 
has to make, they can still, in spite of their fundamental shortcom- 
ings and the inexactness of the methods by which they are actually 
determined, perform useful workaday services for the politician. 

If we have no other aim in view than the comparison of points of 
time that lie close to one another, then the errors that are involved 
in every method of calculating numbers may be so far ignored as to 
allow us to draw certain rough conclusions from them. Thus, for 
example, it becomes possible to a certain extent to span the temporal 
gap that lies, in a period of variation in the value of money, between 
movements of stock exchange rates and movements of the pur- 
chasing power that is expressed in the prices of cornmoditie~.~ 

In the same way we can follow statistically the progress of vari- 

See also pp. 243 ff. below, 
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ations in purchasing power from month to month. The practical 
utility of all these calculations for certain purposes is beyond doubt; 
they have proved their worth in quite recent events. But we should 
beware of demanding more from them than they are able to per- 
form. 
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CHAPTER 12 

The Social Consequences of Variations in the Objective 
Exchange Value of Money 

The Exchange of Present Goods for Future Goods 

ariations in the objective exchange value of money evoke dis- v placements in the distribution of income and property, on the 
one hand because individuals are apt to overlook the variability of 
the value of money, and on the othe; hand because variations in-the 
value of money do not affect all economic goods and services uni- 
formly and simultaneously. 

For hundreds, even thousands, of years, people completely failed 
to see that variations in the objective exchange value of money could 
be induced by monetary factors. They tried to explain all variations 
of prices exclusively from the commodity side. It was Bodin's great 
achievement to make the first attack upon this assumption, which 
then quickly disappeared from scientific literature. It long continued 
to dominate lay opinion, but nowadays it appears to be badly 
shaken even here. Nevertheless, when individuals are exchanging 
present goods against future goods they do not take account in their 
valuations of variations in the objective exchange value of money. 
Lenders and borrowers are not in the habit of allowing for possible 
future fluctuations in the objective exchange value of money. 
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Transactions in which present goods are exchanged for future 
goods also occur when a future obligation has to be fulfilled, not in 
money, but in other goods. Still more frequent are transactions in 
which the contracts do not have to be fulfilled by either party until 
a later point of time. All such transactions involve a risk, and this 
fact is well known to all contractors. When anybody buys (or sells) 
corn, cotton, or sugar futures, or when anybody enters into a long- 
term contract for the supply of coal, iron, or timber, he is well aware 
of the risks that are involved in the transaction. He will carefully 
weigh the chances of future variations in prices, and often take 
steps, by means of insurance or hedging transactions such as the 
technique of the modern exchange has developed, to reduce the 
aleatory factor in his dealings. 

In making long-term contracts involving money, the contracting 
parties are generally unconscious that they are taking part in a spec- 
ulative transaction. Individuals are guided in their dealings by the 
belief that money is stable in value, that its objective exchange value 
is not liable to fluctuations, at least so far as its monetary determi- 
nants are concerned'. This is shown most clearly in the attitude 
assumed by legal systems with regard to the problem of the objec- 
tive exchange value of money. 

In law, the objective exchange value of money is stable. It is some- 
times asserted that legal systems adopt the fiction of the stability of 
the exchange value of money; but this is not true. In setting up a 
fiction, the law requires us to take an actual situation and imagine 
it to be different from what it really is, either by thinking of non- 
existent elements as added to it or by thinking of existing elements 
as removed from it, so as to permit the application of legal maxims 
which refer only to the situation as thus transformed. Its purpose 
in doing this is to make it possible to decide cases according to 
analogy when a direct ruling does not apply. The whole nature of 
legal fictions is determined by this purpose, and they are sustained 
only so far as it requires. The legislator and the judge always remain 
aware that the fictitious situation does not correspond to reality. So 
it is also with the so-called dogmatic fiction that is employed in 
jurisprudence to permit legal facts to be systematically classified 
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and related to each other. Here again, the situation is thought of as 
existing, but it is not assumed to exist.l 

The attitude of the law to money is quite a different matter. The 
jurist is totally unacquainted with the problem of the value of money; 
he knows nothing of fluctuations in its exchange value. The naive 
popular belief in the stability of the value of money has been ad- 
mitted, with all its obscurity, into the law, and no great historical 
cause of large and sudden variations in the value of money has ever 
provided a motive for critical examination of the legal attitude toward 
the subject. The system of civil law had already been completed 
when Bodin set the example of attempting to trace back variations 
in the purchasing power of money to causes exerting their influence 
from the monetary side. In this matter, the discoveries of more mod- 
ern economists have left no trace on the law. For the law, the invar- 
iability of the value of money is not a fiction, but a fact. 

All the same, the law does devote its attention to certain incidental 
questions of the value of money. It deals thoroughly with the ques- 
tion of how existing legal obligations and indebtednesses should be 
reckoned as affected by a transition from one currency to another. 
In earlier times, jurisprudence devoted the same attention to the 
royal debasement of the coinage as it was later to devote to the 
problems raised by the changing policies of states in choosing first 
between credit money and metallic money and then between gold 
and silver. Nevertheless, the treatment that these questions have 
received at the hands of the jurists has not resulted in recognition of 
the fact that the value of money is subject to continual fluctuation. 
In fact, the nature of the problem, and the way in which it was dealt 
with, made this impossible from the very beginning. It was treated, 
not as a question of the attitude of the law toward variations in the 
value of money, but as a question of the power of the prince or state 
arbitrarily to modify existing obligations and thus to destroy existing 
rights. At one time, this gave rise to the question whether the legal 
validity of the money was determined by the stamp of the ruler of 

See Dernburg, Pandekten, 6th ed. (Berlin,  goo), vol. 1, p. 84. On the fact that one 
of the chief characteristics of a fiction is the explicit consciousness of its fictitiousness, 
see also Vaihinger, Die Philosophie des Als ob, 6th ed. (Leipzig, 1920), p. 173; English 
trans., The Philosophy of "As  If" (London: Kegan Paul, 1924). 
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the country or by the metal content of the coin; later, to the question 
whether the commkd of the law or the free usage of business was 
to settle if the money was legal tender or not. The answer of public 
opinion, grounded on the principles of private property and the 
protection of acquired rights, ran the same in both cases: "Prout 
quidque contractum est, ita et solvi debet; ut cum re contraximus, 
re solvi debet, veluti cum mutuum dedimus, ut retro pecuniae tan- 
tundem solvi debeat."2 The proviso in this connection, that nothing 
was to be regarded as money except what passed for such at the 
time when the transaction was entered into and that the debt must 
be repaid not merely in the metal but in the currency that was spec- 
ified in the contract, followed from the popular view, regarded as 
the only correct one by all classes of the community but especially 
by the tradesmen, that what was essential about a coin was its me- 
tallic content, and that the stamp had no other significance than as 
an authoritative certificate of weight and fineness. It occurred to 
nobody to treat coins in business transactions any differently from 
other pieces of metal of the same weight and fineness. In fact, it is 
now removed beyond doubt that the standard was a metallic one. 

The view that in the fulfillment of obligations contracted in terms 
of money the metallic content alone of the money was to be taken 
into account prevailed against the nominalistic doctrine expounded 
by the minting authorities. It is manifested in the legal measures 
taken for stabilizing the metal content of the coinage, and since the 
end of the seventeenth century when currencies developed into 
systematic monetary standards it has provided the criterion for de- 
termining the ratio between different coins of the same metal (when 
current simultaneously or successively), and for the attempts, ad- 
mittedly unsuccessful, to combine the two precious metals in a uni- 
form monetary system. 

Even the coming of credit money, and the problems that it raised, 
could not direct the attention of jurisprudence to the question of the 

* L. 80, Dig. de solutionibus et liberationibus 46, 3. Pomponius libm quarto ad Quintum 
Mucium. See further Seidler, "Die Schwankungen des Geldwertes und die juristische 
Lehre von dem Inhalt der Geldschulden,"]ahrbucherfur Nationalokonomie und Statistjk 
(1894), 3d series, vol. 7, pp. 685 ff.; Endemann, Studien in der romanische-kanonistischen 
Wirtschafts- und Rechtslehre bis gegen Ende des q Jahrhunderts (Berlin, 1874), vol. 2, 
P. '73. 
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value of money. A system of paper money was thought of as ac- 
cording with the spirit of the law only if the paper money remained 
constantly equivalent to the metallic money to which it was origi- 
nally equivalent and which it had replaced or if the metal content 
or metal value of the claims remained decisive in contracts of in- 
debtedness. But the fact that the exchange value of even metallic 
money is liable to variation has continued to escape explicit legal 
recognition and public opinion, at least as far as gold is concerned 
(and no other metal need nowadays be taken into consideration); 
there is not a single legal maxim that takes account of it, although 
it has been well known to economists for more than three centuries. 

In its naive belief in the stability of the value of money the law is 
in complete harmony with public opinion. When any sort of differ- 
ence arises between law and opinion, a reaction must necessarily 
follow; a movement sets in against that part of the law that is felt 
to be unjust. Such conflicts always tend to end in a victory of opinion 
over the law; ultimately the views of the ruling class become em- 
bodied in the law. The fact that it is nowhere possible to discover 
a trace of opposition to the atti,tude of the law on this question of 
the value of money shows clearly that its provisions relating to this 
matter cannot possibly be opposed to general opinion. That is to 
say, not only the law but public opinion also has never been troubled 
with the slightest doubt whatever concerning the stability of the 
value of money; in fact, so free has it been from doubts on this score 
that for an extremely long period money was regarded as the measure 
of value. And so when anybody enters into a credit transaction that 
is to be fulfilled in money it never occurs to him to take account of 
future fluctuations in the purchasing power of money. 

Every variation in the exchange ratio between money and other 
economic goods shifts the position initially assumed by the parties 
to credit transactions in terms of money. An increase in the pur- 
chasing power of money is disadvantageous to the debtor and ad- 
vantageous to the creditor; a decrease in its purchasing power has 
the contrary significance. If the parties to the contract took account 
of expected variations in the value of money when they exchanged 
present goods against future goods, these consequences would not 
occur. (But it is true that neither the extent nor the direction of these 
variations can be foreseen.) 
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The variability of the purchasing power of money is only taken 
into account when attention is drawn to the problem by the coex- 
istence of two or more sorts of money whose exchange ratio is liable 
to big fluctuations. It is generally known that possible future vari- 
ations in foreign-exchange rates are fully allowed for in the terms 
of credit transactions of all kinds. The part played by considerations 
of this sort, both in trade within countries where more than one sort 
of money is in use and in trade between countries with different 
currencies, is well known. But the allowance for the variability of 
the value of money in such cases is made in a fashion that is still 
not incompatible with the supposition that the value of money is 
stable. The fluctuations in value of one kind of money are measured 
by the equivalent of one of its units in terms of units of another kind 
of money, but the value of this other kind of money is for its part 
assumed to be stable. The fluctuations of the currency whose sta- 
bility is in question are measured in terms of gold; but the fact that 
gold currencies are also liable to fluctuation is not taken into ac- 
count. In their dealings individuals allow for the variability of the 
objective exchange value of money, so far as they are conscious of 
it; but they are conscious of it only with regard to certain kinds of 
money, not with regard to all. Gold, the principal common medium 
of exchange nowadays, is thought of as stable in value.3 

So far as variations in the objective exchange value of money are 
foreseen, they influence the terms of credit transactions. If a future 
fall in the purchasing power of the monetary unit has to be reck- 
oned with, lenders must be prepared for the fact that the sum of 
money which a debtor repays at the conclusion of the transaction 
will have a smaller purchasing power than the sum originally lent. 
Lenders, in fact, would do better not to lend at all, but to buy other 

In a review of the first edition (Die Neue Zeit, 30th year, vol. 2, p. 1024-10~7), 
Hilferding criticized the above arguments as "merely funny." Perhaps it is demanding 
too much to expect this detached sense of humor to be shared by those classes of the 
German nation who have suffered in consequence of the depreciation of the mark. 
Yet only a year or two ago even these do not appear to have understood the problem 
any better. Fisher (Hearings Before the Cotnmittee on Banking and Currency of the House 
of Representatives, 67th Cong., 4th sess., on H.R. 11788 [Washington, D.C., 19231, pp. 
5 ff., 25 ff.) gives typical illustrations. It was certainly an evil fate for Germany that 
its monetary and economic policy in recent years should have been in the hands of 
men like Hilferding and Havenstein, who were not qualified even for dealing with 
the depreciation of the mark in relation to gold. 
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goods with their money. The contrary is true for debtors. If they 
buy commodities with the money they have borrowed and sell them 
again after a time, they will retain a surplus over and above the sum 
that they have to pay back. The credit transaction results in a gain 
for them. Consequently it is not difficult to understand that, so long 
as continued depreciation is to be reckoned with, those who lend 
money demand higher rates of interest and those who borrow 
money are willing to pay the higher rates. If, on the other hand, it 
is expected that the value of money will increase, then the rate of 
interest will be lower than it would otherwise have been.4 

Thus if the direction and extent of variations in the exchange 
value of money could be foreseen, they would not be able to affect 
the relations between debtor and creditor; the coming alterations in 
purchasing power could be sufficiently allowed for in the original 
terms of the credit tran~action.~ But since this assumption, even so 
far as fluctuations in credit money or fiat money relatively to gold 
money are concerned, never holds good except in a most imperfect 
manner, the allowance made in debt contracts for future variations 
in the value of money is necessarily inadequate; while even now- 
adays, after the big and rapid fluctuations in the value of gold that 
have occurred since the outbreak of the world war, the great ma- 
jority of those concerned in economic life (one might, in fact, say 
all of them, apart from the few who are acquainted with theoretical 
economics) are completely ignorant of the fact that the value of gold 
is variable. The value of gold currencies is still regarded as stable. 

Those economists who have recognized that the value of even - 
the best money is variable have recommended that in settling the 
terms of credit transactions, that is to say, the terms on which pres- 
ent goods are exchanged for future goods, the medium of exchange 
should not be one good alone, as is usual nowadays, but a "bundle" 
of goods; it is possible in theory if not in practice to include all 
economic goods in such a bundle. If this proposal were adopted, 
money would still be used as a medium for the exchange of present 
goods; but in credit transactions the outstanding obligation would 

' See Knies, Geld und Kredit, (Berlin, 1876), vol. 2, Part I, pp. 105 ff.; Fisher, The Rate 
of Interest (New York, 1907)~ pp. 77 ff., 257 ff., 327 ff., 356 ff. 
' See Clark, Essentials of Economic Theory (New York, 19071, pp. 541 f f .  
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be discharged, not by payment of the nominal sum of money spec- 
ified in the contract, but by payment of a sum of money with the 
purchasing power that the original sum had at the time when the 
contract was made. Thus, if the objective exchange value of money 
rises during the period of the contract, a correspondingly smaller 
sum of money will be payable; if it falls, a correspondingly larger 
sum. 

The arguments devoted above to the problem of measuring var- 
iations in the value of money show the fundamental inadequacy of 
these recommendations. If the prices of the various economic goods 
are given equal weight in the determination of the parity coefficients 
without consideration of their relative quantities, then the evils for 
which a remedy is sought may merely be aggravated. If variations 
in the prices of such commodities as wheat, rye, cotton, coal, and 
iron are given the same significance as variations in the prices of 
such commodities as pepper, opium, diamonds, or nickel, then the 
establishment of the tabular standard would have the effect of mak- 
ing the content of long-term contracts even more uncertain than at 
present. If what is called a weighted average is used, in which in- 
dividual commodities have an effect proportioned to their signifi- 
~ a n c e , ~  then the same consequences will still follow as soon as the 
conditions of production and consumption alter. For the subjective 
values attached by human beings to different economic goods are 
just as liable to constant fluctuation as are the conditions of pro- 
duction; but it is impossible to take account of this fact in determin- 
ing the parity coefficients, because these must be invariable in order 
to permit connection with the past. 

It is probable that the immediate associations of any mention 
nowadays of the effects of variations in the value of money on ex- 
isting debt relations will be in terms of the results of the monstrous - 
experiments in inflation that have characterized the recent history 
of Europe. In all countries, during the latter part of this period, the 
jurists have thoroughly discussed the question of whether it would 
have been possible or even whether it was still possible, by means 
of the existing law, or by creating new laws, to offset the injury done 
to creditors. In these discussions it was usually overlooked that the 

See Walsh, The Measurement of General Exchange Value (New York, I~OI) ,  pp. 80 ff.; 
Ziiek, Die statistischen Mittelwerte (Leipzig, 1908), pp. 183 ff. 
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variations in the content of debt contracts that were consequent 
upon the depreciation of moriey were due to the attitude toward 
the problem taken by the law itself. It is not as if the legal system 
were being invoked to remedy an inconvenience for which it was 
not responsible. It was just its own attitude that was felt to be an 
inconvenience-the circumstance that the government had brought 
about depreciation. For the legal maxim by which an inconvertible 
banknote is legal tender equally with the gold money that was in 
circulation before the outbreak of the war, with which it has nothing 
in common but the name mark, is a part of the whole system of legal 
rules which allow the state to exploit its power to create new money 
as a source of income. It can no more be dissociated from this system 
than can the laws canceling the obligation of the banks to convert 
their notes and obliging them to make loans to the government by 
the issue of new notes. 

When jurists and businessmen assert that the depreciation of 
money has a very great influence on all kinds of debt relations, that 
it makes all kinds of business more difficult, or even impossible, 
that it invariably leads to consequences that nobody desires and 
that everybody feels to be unjust, we naturally agree with them. In 
a social order that is entirely founded on the use of money and in 
which all accounting is done in terms of money, the destruction of 
the monetary system means nothing less than the destruction of 
the basis of all exchange. Nevertheless, this evil cannot be coun- 
teracted by ad hoe laws designed to remove the burden of the de- 
preciation from single persons, or groups of persons, or classes of 
the community, and consequently to impose it all the more heavily 
on others. If we do not desire the pernicious consequences of de- 
preciation, then we must make up our minds to oppose the infla- 
tionary policy by which the depreciation is created. 

It has been proposed that monetary liabilities should be settled 
in terms of gold and not according to their nominal amount. If this 
proposal were adopted, for each mark that had been borrowed that 
sum would have to be repaid that could at the time of repayment 
buy the same weight of gold as one mark could at the time when 
the debt contract was entered into.7 The fact that such proposals are 

'See Miigel, Geldentwertung und Gesetzgebung (Berlin, 1923)~ p. q 
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now put forward and meet with approval shows that etatism has 
already lost its hold- on the monetary system and that inflationary 
policies are inevitably approaching their end. Even only a few years 
ago, such a proposal would either have been ridiculed or else 
branded as high treason. (It is, by the way, characteristic that the 
first step toward enforcing the idea that the legal tender of paper 
money should be restricted to its market value was taken without 
exception in directions that were favorable to the national exche- 
quer.) 

To do away with the consequences of unlimited inflationary pol- 
icy one thing only is necessary-the renunciation of all inflationary 
measures. The problem which the proponents of the tabular stan- 
dard seek to solve by means of a "commodity currency" supple- 
menting the metallic currency, and which Irving Fisher seeks to 
solve by his proposals for stabilizing the purchasing power of 
money, is a different one-that of dealing with variations in the 
value of gold. 

Economic Calculation and Accountancy 

The naive conception of money as stable in value or as a measure 
of value is also responsible for economic calculation being carried 
out in terms of money. 

Even in other respects, accountancy is not perfect. The precision 
of its statements is only illusory. The valuations of goods and rights 
with which it deals are always based on estimates depending on 
more or less uncertain and unknown factors. So far as this uncer- 
tainty arises from the commodity side of the valuations, commercial 
practice, sanctioned by the law, attempts to get over the difficulty 
by the exercise of the greatest possible caution. With this purpose 
it demands conservative estimates of assets and liberal estimates of 
liabilities, so that the merchant may be preserved from self-deceit 
about the success of his enterprises and his creditors protected. 

But there are also shortcomings in accountancy that are due to 
the uncertainty in its valuations that results from the liability to 
- -- 

a [It should be remembered that all this was written in 1924. H.E.B.] 
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variation of the value of money itself. Of this, the merchant, the 
accountant, and the commercial court are alike unsuspicious. They 
hold money to be a measure of price and value, and they reckon as 
freely in monetary units as in k i t s  of length, area, capacity and 
weight. And if an economist happens to draw their attention to the 
dubious nature of this proceduiej they do not even understand the 
point of his remarks. 

This disregard of variations in the value of money in economic 
calculation falsifies accounts of profit and loss. If the value of money 
falls, ordinary bookkeeping, which does not take account of mon- - - 
etary depreciation, shows apparent profits, because it balances 
against the sums of money received for sales a cost of production 
calculated in money of a higher value, and because it wriies off from 
book values originally estimated in money of a higher value items 
of money of a small& value. What is thus impro<erly regarded as 
profit, instead of as part of capital, is consumed by the entrepreneur 
br passed on either to  the consumer in the form of price reductions 

At Vienna in March 1892 at the sessions of the Currency Inquiry Commission, 
which was appointed in preparation for'the regulation of the Austrian currency, Carl 
Menger remarked: "I should like to add that not only legislators, but all of us in our 
everyday Life, are in the habit of disregarding the fluctuations in the purchasing 
power of money. Even such distinguished bankers as yourselves, gentlemen, draw 
up your balance sheet at the end of the year without inquiring whether by any 
chance the sum of money representing the share capital has gained or lost in pur- 
chasing power." These remarks of Menger's were not understood by the director of 
the Bodenkreditanstalt, Theodor von Taussig, the most outstanding of all Austrian 
bankers. He replied: "A balance sheet is a balancing of the property or assets of a 
company or individual against its liabilities, both expressed in terms of the accepted 
measure of value or monetary standard, that is, for Austria in gulden. Now I cannot 
see how, when we are thus expressing property and indebtedness in terms of the 
standard (which we have assumed to be homogeneous), we are to take account of 
variations in the standard of measurement instead of taking account of variations in 
the object to be measured, as is customary." Taussig completely failed to see that the 
point at issue concerned the estimation of the value of goods and the amount of 
depreciation to be written off, and not the balancing of monetary claims and mon- 
etary obligations, or thata profit and lossaccount, if it isnot to be hopelessly inexact, 
must take account of variations in the value of money. Menger had no occasion to 
raise this point in his reply, since he was rather concerned to show that his remarks 
were not to be interpreted, as Taussig was inclined to interpret them, as an accusation 
of dishonest practice on the part of the bank directors. Menger added: "What I said 
was merely that all of us, not only the directors of the banks ( I  said men such men as 
are at the head of the banks), make the mistake of not taking account in everyday 
life of changes in the value of money" (Stenographische Protokolle uber die vom 8. bis 
I 7 .  Marz 1892 abgehaltenen Sitzungen der nack Wien einberufenen Wakrungs-Enquete- 
Kommission [Vienna, 18921, pp. 211, 257, 270). 
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that would not otherwise have been made or to the laborer in the 
form of higher wages, and the government proceeds to tax it as 
income or profits. In any case, consumption of capital results from 
the fact that monetary depreciation falsifies capital accounting. Un- 
der certain conditions the consequent destruction of capital and 
increase of consumption may be partly counteracted by the fact that 
the depreciation also gives rise to genuine profits, those of debtors, 
for example, which are not consumed but put into reserves. But this 
can never more than partly balance the destruction of capital in- 
duced by the depreciation. lo 

The consumers of the commodities that are sold too cheaply as 
a result of the false reckoning induced by the depreciation need not 
be inhabitants of the territory in which the depreciating money is 
used as the national currency. The price reductions brought about 
by currency depreciation encourage export to countries the value 
of whose money is either not falling at all or at least falling less 
rapidly. The entrepreneur who is reckoning in terms of a currency 
with a stable value is unable to compete with the entrepreneur who 
is prepared to make. a quasi-gift of part of his capital to his cus- 
tomers. In 1920 and 1921, Dutch traders who had sold commodities 
to Austria could buy them back again after a while much more 
cheaply than they had originally sold them, because the Austrian 
traders completely failed to see that they were selling them for less 
than they had cost. 

So long as the true state of the case is not recognized, it is cus- 
tomary to rejoice in a naive Mercantilistic fashion over the increase 
of exports and to see in the depreciation of money a welcome "ex- 
port premium." But once it is discovered that the source whence 
this premium flows is the capital of the community, then the "selling 
off" procedure is usually regarded less favorably Again, in import- 
ing countries the public attitude wavers between indignation 
against "dumping" and satisfaction with the favorable conditions 
of purchase. 

Where the currency depreciation is a result of government infla- 
tion carried out by the issue of notes, it is possible to avert its 
disastrous effect on economic calculation by conducting all book- 

lo See my book, Nation, Staat und Wirtschaft (Vienna, 1919), pp. 129 ff. A whole series 
of writings dealing with these questions has since appeared in Germany and Austria. 
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keeping in a stable money instead. But so far as the depreciation is 
a depreciation of gold, the world money, there is no such easy way 
out." 

Social Consequences of Variations in the Value of Money When 
Only One Kind of Money Is Employed 

If we disregard the exchange of present goods for future goods, 
and restrict our considerations for the time being to those cases in 
which the only exchanges are those between present goods and 
present money, we shall at once observe a fundamental difference 
between the effects of an isolated variation in a single commodity 
price, emanating solely from the commodity side, and the effects 
of a variation in the exchange ratio between money and other eco- 
nomic goods in general, emanating from the monetary side. Vari- 
ations in the price of a single commodity influence the distribution 
of goods among individuals primarily because the commodity in 
question, if it plays a part in exchange transactions at all, is ex def- 
initione not distributed among individuals in proportion to their 
demands for it. There are economic agents who produce it (in the 
broadest sense of the word, so as to include dealers) and sell it, and 
there are economic agents who merely buy it and consume it. And 
it is obvious what effects would result from a displacement of the 
exchange ratio between this particular good and the other economic 
goods (including money); it is clear who would be likely to benefit 
by them and who to be injured. 

The effects in the case of money are different. As far as money is 
concerned, all economic agents are to a certain extent dealers.12 
Every separate economic agent maintains a stock of money that 
corresponds to the extent and intensity with which he is able to 
express his demand for it in the market. If the objective exchange 
value of all the stocks of money in the world could be instanta- 
neously and in equal proportion increased or decreased, if all at 
once the money prices of all goods and services could rise or fall 

l1  Cf. further pp. 440 f f .  below. 
lZ See Ricardo, Letters to Malthus, ed. Bonar (Oxford, 1887), p. 10. 
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uniformly, the relative wealth of individual economic agents would 
not be affected. Subsequent monetary calculation would be in larger 
or smaller figures; that is all. The variation in the value of money 
would have no other significance than that of a variation of the 
calendar or of weights and measures. 

The social displacements that occur as consequences of variations 
in the value of money result solely from the circumstance that this 
assumption never holds good. In the chapter dealing with the de- 
terminants of the objective exchange value of money it was shown 
that variations in the value of money always start from a given point 
and gradually spread out from this point through the whole com- 
munity. And this alone is why such variations have an effect on the 
social distribution of income. 

It is true that the variations in market exchange ratios that ema- 
nate from the commodity side are also not as a rule completed all 
at once; they also start at some particular point and then spread 
with greater or less rapidity. And because of this, price variations 
of this sort too are followed by consequences that are due to the fact 
that the variations in prices do not occur all at once but only grad- 
ually. But these are cdnsequences that are encountered in a marked 
degree by a limited number of economic agents only, namely, those 
who, as dealers or producers, are sellers of the commodity in ques- 
tion. And further, this is not the sum of the consequences of vari- 
ations in the objective exchange value of a commodity. When the 
price of coal falls because production has increased while demand 
has remained unaltered, then, for example, those retailers are in- 
volved who have taken supplies from the wholesale dealers at the 
old higher price but are now able to dispose of them only at the new 
and lower price. But this alone will not account for all the social 
changes brought about by the increase of prod;ction of coal. The 
increase in the supply of coal will have improved the economic 
position of the community. The fall in the price of coal does not 
merely amount to a rearrangement of income and property between 
producer and consumer; it also expresses an increase in the national 
dividend and national wealth. Many have gained what none have 
lost. The case of money is different. 

The most important of the causes of a diminution in the value of 
money of which we have to take account is an increase in the stock 
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of money while the demand for it remains the same, or falls off, or, 
if it increases, at least increases less than the stock. This increase in 
the stock of money, as we have seen, starts with the original owners 
of the additional quantity of money and then transfers itself to those 
that deal with these persons, and so forth. A lower subjective val- 
uation of money is then passed on from person to person because 
those who come into possession of an additional quantity of money 
are inclined to consent to pay higher prices than before. High prices 
lead to increased production and rising wages, and, because all of 
this is generally regarded as a sign of economic prosperity, a fall in 
the value of money is, and always has been, considered an extraor- 
dinarily effective means of increasing economic welfare. l3 This is a 
mistaken view, for an increase in the quantity of money results in 
no increase of the stock of consumption goods at people's disposal. 
Its effect may well consist in an alteration of the distribution of eco- 
nomic goods among human beings but in no case, apart from the 
incidental circumstance referred to on page 161 above, can it directly 
increase the total amount of goods possessed by human beings, or 
their welfare. It is true that this result may be brought about indl- 
rectly, in the way in which any change in distribution may affect 
production as well; that is, by those classes in whose favor the 
redistribution occurs using their additional command of money to 
accumulate more capital than would have been accumulated by 
those people from whom the money was withdrawn. But this does 
not concern us here. What we are concerned with is whether the 
variation in the value of money has any other economic significance 
than its effect on distribution. If it has no other economic signifi- 
cance, then the increase of prosperity can only be apparent; for it 
can only benefit a part of the community at the cost of a correspond- 
ing loss by the other part. And thus in fact the matter is. The cost 
must be borne by those classes or countries that are the last to be 
reached by the fall in the value of money. 

Let us, for instance, suppose that a new gold mine is opened in 
an isolated state. The supplementary quantity of gold that streams 
from it into commerce goes at first to the owners of the mine and 
then by turns to those who have dealings with them. If we sche- 

l 3  See Hume, Essays, ed. Frowde (London), p. 294 ff 
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matically divide the whole community into four groups, the mine 
owners, the producers of luxury goods, the remaining producers, 
and the agriculturalists, the first two groups will be able to enjoy 
the benefits resulting from the reduction in the value of money, the 
former of them to a greater extent than the latter. But even as soon 
as we reach the third group, the situation is altered. The profit ob- 
tained by this group as a result of the increased demands of the first 
two will already be offset to some extent by the rise in the prices of 
luxury goods which will have experienced the full effect of the de- 
preciation by the time it begins to affect other goods. Finally, for the 
fourth group, the whole process will result in nothing but loss. The 
farmers will have to pay dearer for all industrial products before 
they are compensated by the increased prices of agricultural prod- 
ucts. It is true that when at last the prices of agricultural products 
do rise, the period of economic hardship for the farmers is over; but 
it will no longer be possible for them to secure profits that will 
compensate them for the losses they have suffered. That is to say, 
they will not be able to use their increased receipts to purchase 
commodities at prices corresponding to the old level of the value of 
money; for the increase of prices will already have gone through the 
whole community. Thus the losses suffered by the farmers at the 
time when they still sold their products at the old low prices but 
had to pay for the products of others at the new and higher prices 
remain uncompensated. It is these losses of the groups that are the 
last to be reached by the variation in the value of money which 
ultimately constitute the source of the profits made by the mine 
owners and the groups most closely connected with them. 

There is no difference between the effects on the distribution of 
income and wealth that are evoked by the fact that variations in the 
objective exchange value of money do not affect different goods and 
services at the same time and in the same degree, whether the case 
is that of metallic money or that of fiat or credit money. When the 
increase of money proceeds by way of issue of currency notes or 
inconvertible banknotes, at first only certain economic agents ben- 
efit and the additional quantity of money only spreads gradually 
through the whole community. If, for example, there is an issue of 
paper money in time of war, the new notes will first go into the 
pockets of the war contractors. "As a result, these persons' demands 
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for certain articles will increase and so also the price and the sale of 
these articles, but especially in'so far as they are luxury articles. 
Thus the position of the producers of these articles will be improved, 
their demand for other commodities will also increase, and thus the 
increase of prices and sales will go on, distributing itself over a 
constantly augmented number of articles, until at last it has reached 
them all."14 In this case, as before, there are those who gain by 
inflation and those who lose by it. The sooner anybody is in a po- 
sition to adjust his money income to its new value, the more favor- 
able will the process be for him. Which persons, groups, and classes 
fare better in this, and which worse, depends upon the actual data 
of each individual case, without knowledge of which we are not in 
a position to form a judgment. 

Let us now leave the example of the isolated state and turn our 
attention to the international movements that arise from a fall in the 
value of money due to an increase in its amount. Here, again, the 
process is the same. There is no increase in the available stock of 
goods; only its distribution is altered. The country in which the new 
mines are situated and the countries that deal directly with it have 
their position bettered by the fact that they are still able to buy 
commodities from other countries at the old lower prices at a time 
when depreciation at home has already occurred. Those countries 
that are the last to be reached by the new stream of money are those 
which must ultimately bear the cost of the increased welfare of the 
other countries. Thus Europe made a bad bargain when the newly 
discovered gold fields of America, Australia, and South Africa 
evoked a tremendous boom in these countries. Palaces rose over 
night where there was nothing a few years before but virgin forest 
and wilderness; the prairies were intersected with railways; and 
anything and everything in the way of luxury goods that could be 
produced by the Old World found markets in territories which a 
little earlier had been populated by naked nomads and among peo- 
ple who in many cases had previously been without even the barest 
necessaries of existence. All of this wealth was imported from the 
old industrial countries by the new colonists, the fortunate diggers, 
and paid for in gold that was spent as freely as it had been received. 

l4 Auspitz and Lieben, Untersuchungen uber die Theorie des Preises (Leipzig, 1889), 
P. 65. 
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It is true that the prices paid for these commodities were higher 
than would have corresponded to the earlier purchasing power of 
money; nevertheless, they were not so high as to make full allow- 
ance for the changed circumstances. Europe had exported ships and 
rails, metal goods and textiles, furniture and machines, for gold 
which it little needed or did not need at all, for what it had already 
was enough for all its monetary transactions. 

A diminution of the value of money brought about by any other 
kind of cause has an entirely similar effect. For the economic con- 
sequences of variations in the value of money are determined, not 
by their causes, but by the nature of their slow progress, from person 
to person, from class to class, and from country to country. If we 
consider in particular those variations in the value of money which 
arise from the action of sellers in increasing prices, as described in 
the second chapter of this part, we shall find that the resultant 
gradual diminution of the value of money constitutes one of the 
motives of the groups which apparently dictate the rise of prices. 
The groups which begin the rise have it turned to their own dis- 
advantage when the,other groups eventually raise their prices too; 
but the former groups receive their higher prices at a time when the 
prices of the things they buy are still at the lower level. This con- 
stitutes a permanent gain for them. It is balanced by the losses of 
those groups who are the last to raise the prices of their goods or 
services; for these already have to pay the higher prices at a time 
when they are still receiving only the lower prices for what they 
sell. And when they eventually raise their prices also, being the last 
to do this they can no longer offset their earlier losses at the expense 
of other classes of the community. Wage laborers used to be in this 
situation, because as a rule the price of labor did not share in the 
earlier stages of upward price movements. Here the entrepreneurs 
gained what the laborers lost. For a long time, civil servants were 
in the same situation. Their multitudinous complaints were partly 
based on the fact that, since their money incomes could not easily 
be increased, they had largely to bear the cost of the continual rise 
in prices. But recently this state of affairs has been changed through 
the organization of the civil servants on trade-union lines, which 
has enabled them to secure a quicker response to demands for in- 
creases of salaries. 
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The converse of what is true of a depreciation in the value of 
money holds for an increase in its value. Monetary appreciation, 
like monetary depreciation, does not occur suddenly and uniformly 
throughout a whole community, but as a rule starts from single 
classes and spreads gradually. If this were not the case, and if the 
increase in the value of money took place almost simultaneously in 
the whole community, then it would not be accompanied by the 
special kind of economic consequences that interest us here. Let us 
assume, for instance, that bankruptcy of the credit-issuing institu- 
tions of a country leads to a panic and that everybody is ready to 
sell commodities at any price whatever in order to put himself in 
possession of cash, while on the other hand buyers cannot be found 
except at greatly reduced prices. It is conceivable that the increase 
in the value of money that would arise in consequence of such a 
panic would reach all persons and commodities uniformly and 
simultaneously. As a rule, however, an increase in the value of 
money spreads only gradually. The first of those who have to con- 
tent themselves with lower prices than before for the commodities 
they sell, while they still have to pay the old higher prices for the 
commodities they buy, are those who are injured by the increase in 
the value of money. Those, however, who are the last to have to 
reduce the prices of the commodities they sell, and have meanwhile 
been able to take advantage of the fall in the prices of other things, 
are those who profit by the change. 

The Consequences of Variations in the Exchange Ratio Between 
Two Kinds of Monq 

Among the consequences of variations in the value of money it 
is those of variations in the exchange ratio between two different 
kinds of money in which economic science has been chiefly inter- 
ested. This interest has been aroused by the events of monetary 
history. In the course of the nineteenth century, international trade 
developed in a hitherto undreamed-of manner, and the economic 
connections between countries became extraordinarily close. Now 
just at this time when commercial relations were beginning to grow 
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more active, the monetary standards of the individual states were 
becoming more diverse. A number of countries went over for a 
shorter or longer period to credit money, and the others, which were 
partly on gold and partly on silver, were soon in difficulties, because 
the ratio between the values of these two precious metals, which 
had changed but slowly during centuries, suddenly began to exhibit 
sharp variations. 'And in recent years this problem has been given 
a much greater practical significance still by monetary happenings 
in the war and postwar periods. 

Let us suppose that one kilogram of silver had been exchangeable 
for ten quintals of wheat, and that upon the objective exchange 
value of silver being halved, owing, say, to the discovery of new 
and prolific mines, one kilogram of it was no longer able to purchase 
more than five bushels of wheat. From what has been said on the 
natural exchange ratio of different kinds of money, it follows that 
the objective exchange value of silver in terms of other kinds of 
money would now also be halved. If it had previously been possible 
to purchase one kilogram of gold with fifteen kilograms of silver, 
thirty kilograms would now be needed to make the same purchase; 
for the objective exchange value of gold in relation to commodities 
would have remained unchanged, while that of silver had been 
halved. Now this change in the purchasing power of silver over 
commodities will not occur all at once, but gradually. A full account 
has been given of the way in which it will start from a certain point 
and gradually spread outward, and of the consequences of this 
process. Until now we have investigated these consequences only 
so far as they occur within an area ,with a uniform monetary stan- 
dard; but now we must trace up the further consequences involved 
in commercial relations with areas in which other sorts of money 
are employed. One thing that was found to be true of the former 
case can be predicated of this also: if the variations in the objective 
exchange value of the money occurred uniformly and simulta- 
neously throughout the whole community, then such social con- 
sequences could not appear at all. The fact that these variations 
always occur one after another is the sole reason for their remarkable 
economic effects. 

Variations in the objective exchange value of a given kind of 
money do not affect the determination of the exchange ratio be- 
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tween this and other kinds of money until they begin to affect com- 
modities that either are already objects of commercial relations 
between the two areas or at least are able to become such upon a 
moderate change in prices. The point of time at which this situation 
arises determines the effects upon the commercial relations of the 
two areas that will result from variations in the objective exchange 
value of money. These vary according as the prices of the commod- 
ities concerned in international trade are adjusted to the new value 
of money before or after those of other commodities. Under the 
modern organization of the monetary system this adjustment is 
usually first made on the stock exchanges. Speculation on the for- 
eign-exchange and security markets anticipates coming variations 
in the exchange ratios between the different kinds of money at a 
time when the variations in the value of money have by no means 
completed their course through the community, perhaps when they 
have only just begun it, but in any case before they have reached 
the commodities that play a decisive part in foreign trade. He would 
be a poor speculator who did not grasp the course of events in time 
and act accordingly. But as soon as the variation in the foreign- 
exchange rate has been brought about, it reacts upon foreign trade 
in a peculiar manner until the prices of all goods and services have 
been adjusted to the new objective exchange value of money. Dur- 
ing this interval the margins between the different prices and wages 
constitute a fund that somebody must receive and somebody sur- 
render. In a word, we are here again confronted with a redistribu- 
tion, which is noteworthy in that its influence extends beyond the 
area where the good whose objective exchange value is changing 
is employed as domestic money. It is clear that this is the only sort 
of consequence that can follow from variations in the value of 
money. The social stock of goods has in no way been increased; the 
total quantity that can be distributed has remained the same. 

As soon as an uncompleted change in the objective exchange 
value of any particular kind of money becomes expressed in the 
foreign-exchange rates, a new opportunity of making a profit is 
opened up, either for exporters or for importers according as the 
purchasing power of money is decreasing or increasing. Let us take 
the former case, that of a diminution in the value of money. Since, 
according to our assumptions, the changes in domestic prices are 
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not yet finished, exporters derive an advantage from the circum- 
stance that the commodities that they market already fetch the new 
higher prices whereas the commodities and services that they want 
themselves and, what is of particular importance, the material and 
personal factors of production that they employ, are still obtainable 
at the old lower prices. Who the "exporter" is who pockets this 
gain, whether it is the producer or the dealer, is impertinent to our 
present inquiry; all that we need to know is that in the given cir- 
cumstances transactions will result in profit for some and loss for 
others. 

In any case the exporter shares his profit with the foreign importer 
and foreign consumer. And it is even possible-this depends upon 
the organization of the export trade-that the profits which the 
exporter retains are only apparent, not real. 

Thus the result is always that the gains of foreign buyers, which 
in certain cases are shared with home exporters, are counterbal- 
anced by losses that are borne entirely at home. It is clear that what 
was said of the promotion of exportation by the falsification of mon- 
etary accounting applies also to the "export premium" arising from 
a diminution of the value of money. 

George Reisman



CHAPTER 13 

Monetary Policy 

Moneta y Policy Defined 

T he economic consequences of fluctuations in the objective ex- 
change value of money have such important bearings on the life 

of the community and of the individual that as soon as the state had 
abandoned the attempt to exploit for fiscal ends its authority in 
monetary matters, and as soon as the large-scale development of 
the modern economic community had enabled the state to exert a 
decisive influence on the kind of money chosen by the market, it 
was an obvious step to think of attaining certain sociopolitical aims 
by influencing these consequences in a systematic manner. Modern 
currency policy is something essentially new; it differs fundamen- 
tally from earlier state activity in the monetary sphere. Previously, 
good government in monetary matters-from the point of view of 
the citizen-consisted in conducting the business of minting so as 
to furnish commerce with coins which could be accepted by every- 
body at their face value; and bad government in monetary matters- 
again from the point of view of the citizen-amounted to the be- 

' [The author uses the term Geldwertpolitik in the technical sense defined in the above 
section. I have reserved the term monetary policy for this special meaning. Currency 
policy is the term I have used to translate Wahrungspolitik. H.E.B.] 
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trayal by the state of the general confidence in it. But when states 
did debase the coinage, it was always from purely fiscal motives. 
The government needed financial help, that was all; it was not con- 
cerned with questions of currency policy. 

Questions of currency policy are questions of the objective ex- 
change value of money. The nature of the monetary system affects 
a currency policy only insofar as it involves these particular prob- 
lems of the value of money; it is only insofar as they bear upon these 
questions that the legal and technical characteristics of money are 
pertinent. Measures of currency policy are intelligible only in the 
light of their intended influence on the objective exchange value of 
money. They consequently comprise the antithesis of those acts of 
economic policy which aim at altering the money prices of single 
commodities or groups of commodities. 

Not every value problem connected with the objective exchange 
value of money is a problem of currency policy. In conflicts of cur- 
rency policy there are also interests involved which are not primarily 
concerned with the alteration of the value of money for its own 
sake. In the great struggle that was involved in the demonetization 
of silver and the consequent movement of the relative exchange 
ratio of the two precious metals gold and silver, the owners of the 
silver mines and the other protagonists of the double standard or 
of the silver standard were not actuated by the same motives. While 
the latter wanted a change in the value of money in order that there 
might be a general rise in the prices of commodities, the former 
merely wished to raise the price of silver as a commodity by securing, 
or more correctly regaining, an extensive market for it. Their inter- 
ests were in no way different from those of producers of iron or oil 
in trying to extend the market for iron or oil so as to increase the 
profitability of their businesses. It is true that this is a value problem, 
but it is a commodity -value problem-that of increasing the exchange 
value of the metal silver-and not a problem of the value of money. 

Similar interests, say those of the printers, lithographers, and the like, may play 
a part in the production of paper money also. Perhaps such motives had something 
to do with Benjamin Franklin's recommendation of an increase of paper money in 
his first political writing, which was published (anonymously) in Philadelphia in 
1729: "A Modest Inquiry into the Nature and Necessity of a Paper Currency" (in The 
Works of Benjamin Franklin, ed. Sparks [Chicago, 18821, vol. 2, pp. 253-77). Shortly 
before-as he relates in his autobiography (ibid., vol. I, p. 73)-he had printed the 
notes for New Jersey, and when his pamphlet led to the decision to issue more notes 
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But although this motive has played a part in currency controversy, 
it has been a very subordinate part. Even in the United States, the 
most important silver-producing area, it has been of significance 
only inasmuch as the generous practical encouragement of the silver 
magnates has been one of the strongest supports of the bimetallistic 
agitation. But most of the recruits to the silver camp were attracted, 
not by the prospect of an increase in the value of the mines, which 
was a matter of indifference to them, but by the hope of a fall in the 
purchasing power of money, from which they promised themselves 
miraculous results. If the increase in the price of silver could have 
been brought about in any other way than through the extension of 
its use as money, say by the creation of a new industrial demand, 
then the owners of the mines would have been just as satisfied; but 
the farmers and industrialists who advocated a silver currency 
would not have benefited from it in any way. And then they would 
undoubtedly have transferred their allegiance to other currency pol- 
icies. Thus, in many states, paper inflationism was advocated, partly 
as a forerunner of bimetallism and partly in combination with it. 

But even though questions of currency policy are never more than 
questions of the value of money, they are sometimes disguised so 
that their true nature is hidden from the uninitiated. Public opinion 
is dominated by erroneous views on the nature of money and its 
value, and misunderstood slogans have to take the place of clear 
and precise ideas. The fine and complicated mechanism of the 
money and credit system is wrapped in obscurity, the proceedings 
on the stock exchange are a mystery, the function and significance 
of the banks elude interpretation. So it is not surprising that the 
arguments brought forward in the conflict of the different interests 
often missed the point altogether. Counsel was darkened with cryp- 
tic phrases whose meaning was probably hidden even from those 
who uttered them. Americans spoke of "the dollar of our fathers" 
and Austrians of "our dear old gulden note"; silver, the money of 
the common man, was set up against gold, the money of the aris- 
tocracy. Many a tribune of the people, in many a passionate dis- 

in Pennsylvania, despite the opposition of the "rich men," he got the order to print 
the notes. He remarks on this in his autobiography: "A very profitable job, and a 
great help to me. This was another advantage gained by me being able to write" 
(ibid., p. 92). 
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course, sounded the, loud praises of silver, which, hidden in deep 
mines, lay awaiting the time when it should come forth into the light 
of day to ransom miserable humanity, languishing in its wretched- 
ness. And while some thus regarded gold as nothing less than the 
embodiment of the very principle of evil, all the more enthusiasti- 
cally did others exalt the glistening yellow metal which alone was 
worthy to be the money of rich and mighty nations. It did not seem 
as if men were disputing about the distribution of economic goods; 
rather it was as if the precious metals were contending among them- 
selves and against paper for the lordship of the market. All the same, 
it would be difficult to claim that these Olympic struggles were en- 
gendered by anything but the question of altering the purchasing 
power of money. 

The Instruments of Monetary Policy 

The principal instrument of monetary policy at the disposal of the 
state is the exploitation of its influence on the choice of the kind of 
money. It has been shown above that the position of the state as 
controller of the mint and as issuer of money substitutes has allowed 
it in modern times to exert a decisive influence over individuals in 
their choice of the common medium of exchange. If the state uses 
this power systematically in order to force the community to accept 
a particular sort of money whose employment it desires for reasons 
of monetary policy, then it is actually carrying through a measure 
of monetary policy. The states which completed the transition to a 
gold standard a generation ago, did so from motives of monetary 
policy. They gave up the silver standard or the credit-money stan- 
dard because they recognized that the behavior of the value of silver 
or of credit money was unsuited to the economic policy they were 
following. They adopted the gold standard because they regarded 
the behavior of the value of gold as relatively the most suitable for 
carrying out their monetary policies. 

If a country has a metallic standard, then the only measure of 
currency policy that it can carry out by itself is to go over to another 
kind of money. It is otherwise with credit money and fiat money. 

George Reisman
the, loudawaiting the



Monetary Policy 251 

Here the state is able to influence the movement of the objective 
exchange value of money by increasing or decreasing its quantity. 
It is true that the means is extremely crude, and that the extent of 
its consequences can never be foreseen. But it is easy to apply and 
popular on account of its drastic effects. 

3 
Inflationism 

Inflationism is that monetary policy that seeks to increase the 
quantity of money. 

Native inflationism demands an increase in the quantity of money 
without suspecting that this will diminish the purchasing power of 
the money It wants more money because in its eyes the mere abun- 
dance of money is wealth. Fiat money! Let the state "create" money, 
and make the poor rich, and free them from the bonds of the cap- 
italists! How foolish to forgo the opportunity of making everybody 
rich, and consequently happy, that the state's right to create money 
gives it! How wrong to forgo it simply because this would run 
counter to the interests of the rich! How wicked of the economists 
to assert that it is not within the power of the state to create wealth 
by means of the printing press!-Xu statesmen want to build railways, 
and complain of the low state of the exchequer? Well, then, do not beg loans 
from the capitalists and anxiously calculate whether your railways will 
bring in enough to enable you to pay interest and amortization on your 
debt. Create money, and help yo~rse lves .~  

Other inflationists realize very well that an increase in the quan- 
tity of money reduces the purchasing power of the monetary unit. 
But they endeavor to secure inflation nonetheless, because of its ef- 
fect on the value of money; they want depreciation, because they 
want to favor debtors at the expense of creditors and because they 
want to encourage exportation and make importation difficult. Oth- 
ers, again, recommend depreciation for the sake of its supposed 
property of stimulating production and encouraging the spirit of 
enterprise. 

On the naive inflationary proposals that have been made in recent years by the 
motor-car manufacturer Henry Ford, the famous inventor Edison, and the American 
senator Ladd, see Yves Guyot, Les problPrnes de la dkpation (Paris, 1923), pp. 281 f .  
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Depreciation of money can benefit debtors only when it is un- 
foreseen. If inflationary measures and a reduction of the value of 
money are expected, then those who lend money will demand 
higher interest in order to compensate their probable loss of capital, 
and those who seek loans will be prepared to pay the higher interest 
because they have a prospect of gaining on capital account. Since, 
as we have shown, it is never possible to foresee the extent of mon- 
etary depreciation, creditors in individual cases may suffer losses 
and debtors make profits, in spite of the higher interest exacted. 
Nevertheless, in general it will not be possible for any inflationary 
policy, unless it takes effect suddenly and unexpectedly, to alter the 
relations between creditor and debtor in favor of the latter by in- 
creasing the quantity of money.4 Those who lend money will feel 
obliged, in order to avoid losses, either to make their loans in a 
currency that is more stable in value than the currency of their own 
country, or to include in the rate of interest they ask, over and above 
the compensation that they reckon for the probable depreciation of 
money and the loss to be expected on that account, an additional 
premium for the risk of a less probable further depreciation. And if 
those who were seeking credit were inclined to refuse to pay this 
additional compensation, the diminution of supply in the loan mar- 
ket would force them to it. During the inflation after the war it was 
seen how savings deposits decreased because savings banks were 
not inclined to adjust interest rates to the altered conditions of the 
variations in the purchasing power of money. 

It has already been shown in the preceding chapter that it is a 
mistake to think that the depreciation of money stimulates produc- 
tion. If the particular conditions of a given case of depreciation are 
such that wealth is transferred to the rich from the poor, then ad- 
mittedly saving (and consequently capital accumulation) will be en- 
couraged, production will consequently be stimulated, and so the 
welfare of posterity increased. In earlier epochs of economic history 
a moderate inflation may sometimes have had this effect. But the 
more the development of capitalism has made money loans (bank 
and savings-bank deposits and bonds, especially bearer bonds and 

This had been urged as early as 1740 by William Douglass in his anonymous writing 
A Discourse Concerning the Currencies in the British Plantations in America (Boston, 1740). 
See also Fisher, The Rate of Interest, p. 356. 
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mortgage bonds) the most important instruments of saving, the 
more has depreciation necessarily imperiled the accumulation of 
capital, by decreasing the motive for saving. How the depreciation 
of money leads to capital consumption through falsification of eco- 
nomic calculation, and how the appearance of a boom that it creates 
is an illusion, and how the depreciation of the money really reacts 
on foreign trade have similarly been explained already in the pre- 
ceding chapter. 

A third group of inflationists do not deny that inflation involves 
serious disadvantages. Nevertheless, they think that there are 
higher and more important aims of economic policy than a sound 
monetary system. They hold that although inflation may be a great 
evil, yet it is not the greatest evil, and that the state might under 
certain circumstances find itself in a position where it would do well 
to oppose greater evils with the lesser evil of inflation. When the 
defense of the fatherland against enemies, or the rescue of the hun- 
gry from starvation is at stake, then, it is said, let the currency go 
to ruin whatever the cost. 

Sometimes this sort of conditional inflation is supported by the 
argument that inflation is a kind of taxation that is advisable in 
certain circumstances. Under some conditions, according to this 
argument, it is better to meet public expenditure by a fresh issue of 
notes than by increasing the burden of taxation or by borrowing. 
This was the argument put forward during the war when the ex- 
penditure on the army and navy had to be met; and this was the 
argument put forward in Germany and Austria after the war when 
a part of the population had to be provided with cheap food, the 
losses on the operation of the railways and other public undertak- 
ings met, and reparations payments made. The assistance of infla- 
tion is invoked whenever a government is unwilling to increase 
taxation or unable to raise a loan; that is the truth of the matter. The 
next step is to inquire why the two usual methods of raising money 
for public purposes cannot or will not be employed. 

It is only possible to levy high taxes when those who bear the 
burden of the taxes assent to the purpose for which the resources 
so raised are to be expended. It must be observed here that the 
greater the total burden of taxation becomes, the harder it is to 
deceive public opinion as to the impossibility of placing the whole 
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burden of taxation upon the small richer class of the community. 
The taxation of the rich or of property affects the whole community, 
and its ultimate consequences for the poorer classes are often more 
severe than those of taxation levied throughout the community. 
These implications may perhaps be harder to grasp when taxation 
is low; but when it is high they can hardly fail to be recognized. 
There can, moreover, be no doubt that it is scarcely possible to carry 
the system of relying chiefly upon "taxation of ownership" any 
farther than it has been carried by the inflating countries, and that 
the incidence of further taxation could not have been concealed in 
the way necessary to guarantee continued popular support. 

Who has any doubt that the belligerent peoples of Europe would 
have tired of war much more quickly if their governments had 
clearly and candidly laid before them at the time the account of their 
war expenditure? In no European country did the war party dare 
to impose taxation on the masses to any considerable extent for 
meeting the cost of the war. Even in England, the classical country 
of "sound money," the printing presses were set in motion. Inflation 
had the great advantage of evoking an appearance of economic 
prosperity and of increase of wealth, of falsifying calculations made 
in terms of money, and so of concealing the consumption of capital. 
Inflation gave rise to the pseudo-profits of the entrepreneur and 
capitalist which could be treated as income and have specially heavy 
taxes imposed upon them without the public at large-or often even 
the actual taxpayers themselves-seeing that portions of capital 
were thus being taxed away. Inflation made it possible to divert the 
fury of the people to "speculators" and "profiteers." Thus it proved 
itself an excellent psychological resource of the destructive and an- 
nihilist war policy. 

What war began, revolution continued. The socialistic or semi- - 
socialistic state needs money in order to carry on undertakings 
which do not pay, to support the unemployed, and to provide the 
people with cheap food. It also is unable to secure the necessary 
resources by means of taxation. It dare not tell the people the truth. 
The state-socialist principle of running the railways as a state insti- 
tution would soon lose its popularity if it was proposed, say, to levy 
a special tax for covering their running losses. And the German and 
Austrian people would have been quicker in realizing where the 
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resources came from that made bread cheaper if they themselves 
had had to supply them in the form of a bread tax. In the same way, 
the German government that decided for the "policy of fulfillment" 
in opposition to the majority of the German people, was unable to 
provide itself with the necessary means except by printing notes. 
And when passive resistance in the Ruhr district gave rise to a need 
for enormous sums of money, these, again for political reasons, 
were only to be procured with the help of the printing press. 

A government always finds itself obliged to resort to inflationary 
measures when it cannot negotiate loans and dare not levy taxes, 
because it has reason to fear that it will forfeit approval of the policy 
it is following if it reveals too soon the financial and general eco- 
nomic consequences of that policy. Thus inflation becomes the most 
important psychological resource of any economic policy whose 
consequences have to be concealed; and so in this sense it can be 
called an instrument of unpopular, that is, of antidemocratic, policy, 
since by misleading public opinion it makes possible the continued 
existence of a system of government that would have no hope of 
the consent of the people if the~circumstances were clearly laid be- 
fore them. That is the political function of inflation. It explains why 
inflation has always been an important resource of policies of war 
and revolution and why we also find it in the service of socialism. 
When governments do not think it necessary to accommodate their 
expenditure to their revenue and arrogate to themselves the right 
of making up the deficit by issuing notes, their ideology is merely 
a disguised absolutism. 

The various aims pursued by inflationists demand that the infla- 
tionary measures shall be carried through in various special ways. 
If depreciation is wanted in order to favor the debtor at the expense 
of the creditor, then the problem is to strike unexpectedly at creditor 
interests. As we have shown, to the extent to which it could be 
foreseen, an expected depreciation would be incapable of altering 
the relations between creditors and debtors. A policy aiming at a 
progressive diminution of the value of money does not benefit 
debtors. 

If, on the other hand, the depreciation is desired in order to "stim- 
ulate production" and to make exportation easier and importation 
more difficult in relation to other countries, then it must be borne 
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in mind that the absolute level of the value of money-its purchas- 
ing power in terms.of commodities and services and its exchange 
ratio against other kinds of money-is without significance for ex- 
ternal (as for internal) trade; the variations in the objective exchange 
value of money have an influence on business only so long as they 
are in progress. The "beneficial effects" on trade of the depreciation 
of money only last so long as the depreciation has not affected all 
commodities and services. Once the adjustment is completed, then 
these "beneficial effects" disappear. If it is desired to retain them 
permanently, continual resort must be had to fresh diminutions of 
the purchasing power of money. It is not enough to reduce the 
purchasing power of money by one set of measures only, as is 
erroneously supposed by numerous inflationist writers; only the 
progressive diminution of the value of money could permanently 
achieve the aims which they have in view.5 But a monetary system 
that corresponds to these requirements can never be actually 
realized. 

Of course, the real difficulty does not lie in the fact that a pro- 
gressive diminution of the value of money must soon reach amounts 
so small that they would no longer meet the requirements of com- 
merce. Since the decimal system of calculation is customary in the 
majority of present-day monetary systems, even the more stupid 
sections of the public would find no difficulty in the new reckoning 
when a system of higher units was adopted. We could quite easily 
imagine a monetary system in which the value of money was con- 
stantly falling at the same proportionate rate. Let us assume that 
the purchasing power of this money, through variations in the de- 
terminants that lie on the side of money, sinks in the course of a 
year by one-hundredth of its amount at the beginning of the year. 
The levels of the value of the money at each new year then constitute 
a diminishing geometrical series. If we put the value of the money 
at the beginning of the first year as equivalent to loo, then the ratio 
of diminution is equivalent to 0.99, and the value of money at the 
end of the nth year is equivalent to loo x 0.99"-I. Such a convergent 
geometrical progression gives an infinite series, any member of 
which is always to the next following member in the ratio of I O O : ~ ~ .  

See Hertzka, Wahvung und Handel (Vienna, 1876), p. 42. 

George Reisman
absoluteterms.of



Moneta y Policy 257 

We could quite easily imagine a monetary system based on such a 
principle; perhaps even more easily still if we increased the ratio, 
say, to 0.995 or even 0.9975. 

But however clearly we may be able to imagine such a monetary 
system, it certainly does not lie in our power actually to create one 
like it. We know the determinants of the value of money, or think 
we know them. But we are not in a position to bend them to our 
will. For we lack the most important prerequisite for this; we do not 
so much as know the quantitative significance of variations in the 
quantity of money. We cannot calculate the intensity with which 
definite quantitative variations in the ratio of the supply of money 
and the demand for it operate upon the subjective valuations of 
individuals and through these indirectly upon the market. This re- 
mains a matter of very great uncertainty. In employing any means 
to influence the value of money we run the risk of giving the wrong 
dose. This is all the more important since in fact it is not possible 
even to measure variations in the purchasing power of money. Thus 
even though we can roughly tell the direction in which we should 
work in order to obtain the desired variation, we still have nothing 
to tell us how far we should go, and we can never find out where 
we are already, what effects our intervention has had, or how these 
are proportioned to the effects we desire. 

Now the danger involved in overdoing an arbitrary influence- 
a political influence; that is, one arising from the conscious inter- 
vention of human organizations-upon the value of money must 
by no means be underestimated, particularly in the case of a dimi- 
nution of the value of money. Big variations in the value of money 
give rise to the danger that commerce will emancipate itself from 
the money which is subject to state influence and choose a special 
money of its own. But without matters going so far as this it is still 
possible for all the consequences of variations in the value of money 
to be eliminated if the individuals engaged in economic activity 
clearly recognize that the purchasing power of money is constantly 
sinking and act accordingly. If in all business transactions they allow 
for what the objective exchange value of money will probably be in 
the future, then all the effects on credit and commerce are finished 
with. In proportion as the Germans began to reckon in terms of 
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gold, so was further depreciation rendered incapable of altering the 
relationship betwein creditor and debtor or even of influencing 
trade. By going over to reckoning in terms of gold, the community 
freed itself from the inflationary policy, and eventually even the 
government was obliged to acknowledge gold as a basis of 
reckoning . 

A danger necessarily involved in all attempts to carry out an in- 
flationary policy is that of excess. Once the principle is admitted 
that it is possible, permissible, and desirable, to take measures for 
"cheapening" money, then immediately the most violent and bitter 
controversy will break out as to how far this principle is to be carried. 
The interested parties will differ not merely about the steps still to 
be taken, but also about the results of the steps that have been taken 
already. It would be impossible for any inflationary measures to be 
taken without violent controversy. It would be practically impossi- 
ble so much as to consider counsels of moderation. And these dif- 
ficulties arise even in the case of an attempt to secure what the 
inflationists call the beneficial effects of a single and isolated depre- 
ciation. Even in the case, say, of assisting "production" or debtors 
after a serious crisis by a single depreciation of the value of money, 
the same problems remain to be solved. They are difficulties that 
have to be reckoned with by every policy aiming at a reduction of 
the value of money. 

Consistently and uninterruptedly continued inflation must even- 
tually lead to collapse. The purchasing power of money will fall 
lower and lower, until it eventually disappears altogether. It is true 
that an endless process of depreciation can be imagined. We can 
imagine the purchasing power of money getting continually lower 
without ever disappearing altogether, and prices getting continually 
higher without it ever becoming impossible to obtain commodities 
in exchange for notes. Eventually this would lead to a situation in 
which even retail transactions were in terms of millions and billions 
and even higher figures; but the monetary system itself would 
remain. 

But such an imaginary state of affairs is hardly within the bounds 
of possibility. In the long run, a money which continually fell in 
value would have no commercial utility. It could not be used as a 
standard of deferred payments. For all transactions in which com- 
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modities or services were not exchanged for cash, another medium 
would have to be sought. In fact, a money that is continually de- 
preciating becomes useless even for cash transactions. Everybody 
attempts to minimize his cash reserves, which are a source of con- 
tinual loss. Incoming money is spent as quickly as possible, and in 
the purchases that are made in order to obtain goods with a stable 
value in place of the depreciating money even higher prices will be 
agreed to than would otherwise be in accordance with market con- 
ditions at the time. When commodities that are not needed at all or 
at least not at the moment are purchased in order to avoid the hold- 
ing of notes, then the process of extrusion of the notes from use as 
a general medium of exchange has already begun. It is the beginning 
of the "demonetization" of the notes. The process is hastened by 
its paniclike character. It may be possible once, twice, perhaps even 
three or four times, to allay the fears of the public; but eventually 
the affair must run its course and then there is no longer any going 
back. Once the depreciation is proceeding so rapidly that sellers 
have to reckon with considerable losses even if they buy again as 
quickly as is possible, then the position of the currency is hopeless. 

In all countries where inflation has been rapid, it has been ob- 
served that the decrease in the value of the money has occurred 
faster than the increase in its quantity. If m represents the nominal 
amount of money present in the country before the beginning of 
the inflation, P the value of the monetary unit then in terms of gold, 
M the nominal amount of money at a given point of time during 
the inflation, and p the value in gold of the monetary unit at this 
point of time; then, as has often been shown by simple statistical 
investigations, mP > Mp. It has been attempted to prove from this 
that the money has depreciated "too rapidly" and that the level of 
the rate of exchange is not "justified." Many have drawn from it the 
conclusion that the quantity theory is obviously not true and that 
depreciation of money cannot be a result of an increase in its quan- 
tity. Others have conceded the truth of the quantity theory in its 
primitive form and argued the permissibility or even the necessity 
of continuing to increase the quantity of money in the country until 
its total gold value is restored to the level at which it stood before 
the beginning of the inflation, that is, until Mp = mP. 

The error that is concealed in all of this is not difficult to discover. 
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We may completely ignore the fact already referred to that the ex- 
change rates (including the bullion rate) move in advance of the 
purchasing power of the money unit as expressed in the prices of 
commodities, so that the gold value must not be taken as a basis of 
operations, but purchasing power in terms of commodities, which 
as a rule will not have decreased to the same extent as the gold 
value. For this form of calculation too, in which P and p do not 
represent value in terms of gold but purchasing power in terms of 
commodities, would still as a rule give the result mP > Mp. But it 
must be observed that as the depreciation of money proceeds, the 
demand for money (that is, for the kind of money in question) 
gradually begins to fall. When loss of wealth is suffered in propor- 
tion to the length of time money is kept on hand, endeavors are 
made to reduce cash holdings as much as possible. Now if every 
individual, even if his circumstances are otherwise unchanged, no 
longer wishes to maintain his cash holding at the same level as 
before the beginning of the inflation, the demand for money in the 
whole community, which can only be the sum of the individuals' 
demands, decreases too. There is also the additional fact that as 
commerce gradually begins to use foreign money and actual gold 
in place of notes, individuals begin to hold part of their reserves in 
foreign money and in gold and no longer in notes. 

An expected fall in the value of money is anticipated by specu- 
lation so that the money has a lower value in the present than would 
correspond to the relationship between the immediate supply of it 
and demand for it. Prices are asked and given that are not related 
to the present amount of money in circulation nor to present de- 
mands for money, but to future circumstances. The panic prices 
paid when the shops are crowded with buyers anxious to pick up 
something or other while they can, and the panic rates reached on 
the exchange when foreign currencies and securities that do not 
represent a claim to fixed sums of money rise precipitously, antici- 
pate the march of events. But there is not enough money available 
to pay the prices that correspond to the presumable future supply 
of money and demand for it. And so it comes about that commerce 
suffers from a shortage of notes, that there are not enough notes on 
hand for fulfilling commitments that have been entered into. The 
mechanism of the market that adjusts the total demand and the 
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total supply to each other by altering the exchange ratio no longer 
functions as far as the exchange ratio between money and other 
economic goods is concerned. Business suffers sensibly from a 
shortage of notes. This bad state of affairs, once matters have gone 
as far as this, can in no way be helped. Still further to increase the 
note issue (as many recommend) would only make matters worse. 
For, since this would accelerate the growth of the panic, it would 
also accentuate the maladjustment between depreciation and cir- 
culation. Shortage of notes for transacting business is a symptom 
of an advanced stage of inflation; it is the reverse aspect of panic 
purchases and panic prices, the reflection of the "bullishness" of 
the public that will finally lead to catastrophe. 

The emancipation of commerce from a money which is proving 
more and more useless in this way begins with the expulsion of the 
money from hoards. People begin at first to hoard other money in- 
stead so as to have marketable goods at their disposal for unforeseen 
future needs-perhaps precious-metal money and foreign notes, 
and sometimes also domestic notes of other kinds which have a 
higher value because they cannot be increased by the state (for ex- 
ample, the Romanoff ruble in Russia or the "blue" money of com- 
munist Hungary); then ingots, precious stones, and pearls; even 
pictures, other objects of art, and postage stamps. A further step is 
the adoption of foreign currency or metallic money (that is, for all 
practical purposes, gold) in credit transactions. Finally, when the 
domestic currency ceases to be used in retail trade, wages as well 
have to be paid in some other way than in pieces of paper which are 
then no longer good for anything. 

The collapse of an inflation policy carried to its extreme-as in the 
United States in 1781 and in France in 1796-does not destroy the 
monetary system, but only the credit money or fiat money of the 
state that has overestimated the effectiveness of its own policy. The 
collapse emancipates commerce from etatism and establishes me- 
tallic money again. 

It is not the business of science to criticize the political aims of 
inflationism. Whether the favoring of the debtor at the expense of 
the creditor, whether the facilitation of exports and the hindrance 
of imports, whether the stimulation of production by transferring 
wealth and income to the entrepreneur, are to be recommended or 
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not, are questions which economics cannot answer. With the in- 
struments of monetary theory alone, these questions cannot even 
be elucidated as far as is possible with other parts of the apparatus 
of economics. But there are nevertheless three conclusions that 
seem to follow from our critical examination of the possibilities of 
inflationary policy. 

In the first place, all the aims of inflationism can be secured by 
other sorts of intervention in economic affairs, and secured better, 
and without undesirable incidental effects. If it is desired to relieve 
debtors, moratoria may be declared or the obligation to repay loans 
may be removed altogether; if it is desired to encourage exportation, 
export premiums may be granted; if it is desired to render impor- 
tation more difficult, simple prohibition may be resorted to, or im- 
port duties levied. All these measures permit discrimination 
between classes of people, branches of production, and districts, 
and this is impossible for an inflationary policy. Inflation benefits 
all debtors, including the rich, and injures all creditors, including 
the poor; adjustment of the burden of debts by special legislation 
allows of differentiation. Inflation encourages the exportation of all 
commodities and hinders all importation; premiums, duties, and 
prohibitions can be employed discriminatingly. 

Second, there is no kind of inflationary policy the extent of whose 
effects can be foreseen. And finally, continued inflation must lead 
to a collapse. 

Thus we see that, considered purely as a political instrument, 
inflationism is inadequate. It is, technically regarded, bad policy, 
because it is incapable of fully attaining its goal and because it leads 
to consequences that are not, or at least are not always, part of its 
aim. The favor it enjoys is due solely to the circumstance that it is 
a policy concerning whose aims and intentions public opinion can 
be longest deceived. Its popularity, in fact, is rooted in the difficulty 
of fully understanding its consequences. 

Restrictionism or Deflationism 

That policy which aims at raising the objective exchange value of 
money is called, after the most important means at its disposal, 
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restrictionism or deflationism. This nomenclature does not really 
embrace all the policies that aim at an increase in the value of money. 
The aim of restrictionism may also be attained by not increasing the 
quantity of money when the demand for it increases, or by not 
increasing it enough. This method has quite often been adopted as 
a way of increasing the value of money in face of the problems of 
a depreciated credit-money standard; further increase of the quan- 
tity of money has been stopped, and the policy has been to wait for 
the effects on the value of money of an increasing demand for it. In 
the following discussion, following a widespread custom, we shall 
use the terms restrictionism and deflationism to. refer to all policies 
directed to raising the value of money. 

The existence and popularity of inflationism is due to the circum- 
stance that it taps new sources of public revenue. Governments had 
inflated from fiscal motives long before it occurred to anybody to 
justify their procedure from the point of view of monetary policy. 
Inflationistic arguments have always been well supported by the 
fact that inflationary measures not only do not impose any burden 
on the national exchequer, but actually bring resources to it. Looked 
at from the fiscal point of view, inflationism is not merely the cheap- 
est economic policy; it is also at the same time a particularly good 
remedy for a low state of the public finances. Restrictionism, how- 
ever, demands positive sacrifices'from the national exchequer when 
it is carried out by the withdrawal of notes from circulation (say 
through the issue of interest-bearing bonds or through taxation) 
and their cancellation; and at the least it demands from it a renun- 
ciation of potential income by forbidding the issue of notes at a time 
when the demand for money is increasing. This alone would suffice 
to explain why restrictionism has never been able to compete with 
inflationism. 

Nevertheless, the unpopularity of restrictionism has other causes 
as well. Attempts to raise the objective exchange value of money, 
in the circumstances that have existed, have necessarily been lim- 
ited either to single states or to a few states and at the best have had 
only a very small prospect of simultaneous realization throughout 
the whole world. Now as soon as a single country or a few countries 
go over to a money with a rising purchasing power, while the other 
countries retain a money with a falling or stationary exchange value, 
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or one which although it may be rising in value is not rising to the 
same extent, then, as has been demonstrated above, the conditions 
of international trade are modified. In the country whose money is 
rising in value, exportation becomes more difficult and importation 
easier. But the increased difficulty of exportation and the increased 
facility of importation, in brief the deterioration of the balance of 
trade, have usually been regarded as an unfavorable situation and 
consequently been avoided. This alone would provide an adequate 
explanation of the unpopularity of measures intended to raise the 
purchasing power of money. 

But furthermore, quite apart from any consideration of foreign 
trade, an increase in the value of money has not been to the advan- 
tage of the ruling classes. Those who get an immediate benefit from 
such an increase are all those who are entitled to receive fixed sums 
of money. Creditors gain at the expense of debtors. Taxation, it is 
true, becomes more burdensome as the value of money rises; but 
the greater part of the advantage of this is secured, not by the state, 
but by its creditors. Now policies favoring creditors at the expense 
of debtors have never been popular. Lenders of money have been 
held in odium, at all times and among all  people^.^ 

Generally speaking, the class of persons who draw their income 
exclusively or largely from the interest on capital lent to others has 
not been particularly numerous or influential at any time in any 
country. A not insignificant part of the total income from the lending 
of capital is received by persons whose incomes chiefly arise from 
other sources, and in whose budgets it plays only a subordinate 
part. This is the case, for instance, not only of the laborers, peasants, 
small industrialists, and civil servants, who possess savings that are 
invested in savings deposits or in bonds, but also of the numerous 
big industrialists, wholesalers, or shareholders, who also own large 
amounts of bonds. The interests of all of these as lenders of money 
are subordinate to their interests as landowners, merchants, man- 
ufacturers, or employees. No wonder, then, that they are not very 
enthusiastic about attempts to raise the level of interest.' 

Restrictionistic ideas have never met with any measure of popular 
sympathy except after a time of monetary depreciation when it has 

See Bentham, Defense of Usury, zd ed. (London, rygo), pp. roz ff. 
'See Wright and Harlow, The Gemini Letters (London, 1844), pp. 51 ff. 
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been necessary to decide what should take the place of the aban- 
doned inflationary policy. ÿ hey have hardly ever been seriously 
entertained except as part of the alternative: "Stabilization of money 
at the present value or revaluation at the level that it had before the 
inflation." 

When the question arises in this form, the reasons that are given 
for the restoration of the old metal parity start from the assumption 
that notes are essentially promises to pay so much metallic money. 
Credit money has always originated in a suspension of the con- 
vertibility into cash of Treasury notes or banknotes (sometimes the 
suspension was even extended to token coins or to bank deposits) 
that were previously convertible at any time on the demand of the 
bearer and were already in circulation. Now whether the original 
obligation of immediate conversion was expressly laid down by the 
law or merely founded on custom, the suspension of conversion has 
always taken on the appearance of a breach of the law that could 
perhaps be excused, but not justified; for the coins or notes that 
became credit money through the suspension of cash payment 
could never have been put into circulation otherwise than as money 
substitutes, as secure claims to a sum of commodity money payable 
on demand. Consequently, the suspension of immediate converti- 
bility has always been decreed as a merely temporary measure, and 
a prospect held out of its future rescission. But if credit money is 
thought of only as a promise to pay, "devaluation" cannot be re- 
garded as anything but a breach of the law, or as meaning anything 
less than national bankruptcy. 

Yet credit money is not merely an acknowledgment of indebted- 
ness and a promise to pay. As money, it has a different standing in 
the transactions of the market. It is true that it could not have be- 
come a money-substitute unless it had constituted a claim. Never- 
theless, at the moment when it became actual money-credit 
money-(even if through a breach of the law), it ceased to be valued 
with regard to the more or less uncertain prospect of its future full 
conversion and began to be valued for the sake of the monetary 
function that it performed. Its far lower value as an uncertain claim 
to a future cash payment has no significance so long as its higher 
value as a common medium of exchange is taken into account. 

It is therefore quite beside the point to interpret devaluation as 

George Reisman
whathey

George Reisman
hey



266 The Value of Money 

national bankruptcy. The stabilization of the value of money at its 
present-lower-leire1 is, even when regarded merely with a view 
to its effects on existing debt relations, something other than this; 
it is both more and less than national bankruptcy. It is more, for it 
affects not merely public debts, but also all private debts; it is less, 
for one thing because it also affects those claims of the state that are 
in terms of credit money while not affecting such of its obligations 
as are in terms of cash (metallic money) or foreign currency and for 
another thing because it involves no modification of the relations 
of the parties to any contract of indebtedness in terms of credit 
money made at a time when the currency stood at a low level, 
without the parties having reckoned on an increase of the value of 
money. When the value of money is increased, then those are en- 
riched who at the time possess credit money or claims to credit 
money. Their enrichment must be paid for by debtors, among them 
the state (that is, the taxpayers). Yet those who are enriched by the 
increase in the value of money are not the same as those who were 
injured by the depreciation of money in the course of the inflation; 
and those who must. bear the cost of the policy of raising the value 
of money are not the same as those who benefited by its deprecia- 
tion. To carry out a deflationary policy is not to do away with the 
consequences of inflation. You cannot make good an old breach of 
the law by committing a new one. And as far as debtors are con- 
cerned, restriction is a breach of the law. 

If it is desired to make good the injury which has been suffered 
by creditors during the inflation, this can certainly not be done by 
restriction. In the simpler circumstances of an undeveloped credit 
system, the attempt has been made to find a way out of the difficulty 
by conversion of the debts contracted before and during the period 
of inflation, every debt being recalculated in the devaluated money 
according to the value of the credit money in terms of metallic 
money on the day of origin. Supposing, for instance, that the me- 
tallic money had been depreciated to one-fifth of its former value, 
a borrower of loo gulden before the inflation would have to pay 
back after the stabilization, not loo gulden, but 500, together with 
interest on the 500; and a borrower of loo gulden at a time when the 
credit money had already sunk to half of its nominal value, would 
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have to pay interest on and pay back 250 g ~ l d e n . ~  This, however, 
only covers debt obligations which are still current; the debts which 
have already been settled in the depreciated money are not affected. 
No notice is taken of sales and purchases of bonds and other claims 
to fixed sums of money; and, in an age of bearer bonds, this is a 
quite particularly serious shortcoming. Finally, this sort of regula- 
tion is inapplicable to current-account transactions. 

It is not our business here to discuss whether something better 
than this could have been thought of. In fact, if it is possible to make 
any sort of reparation of the damage suffered by creditors at all, it 
must clearly be sought by way of some such methods of recalcula- 
tion. But in any case, increasing the purchasing power of money is 
not a suitable means to this end. 

Considerations of credit policy also are adduced in favor of in- 
creasing the value of money to the metal parity that prevailed before 
the beginning of the period of inflation. A country that has injured 
its creditors through depreciation brought about by inflation, it is 
said, cannot restore the shattered confidence in its credit otherwise 
than by a return to the old level of prices. In this way alone can those 
from whom it wishes to obtain new loans be satisfied as to the future 
security of their claims; the bondholders will be able to assume that 
any possible fresh inflation would not ultimately reduce their 
claims, because after the inflation was over the original metal parity 
would presumably be returned to. This argument has a peculiar sig- 
nificance9 for England, among whose most important sources of in- 
come is the position of the city of London as the world's banker. All 
those who availed themselves of the English banking system, it is 
said, ought to be satisfied as to the future security of the English 
deposits, in order that the English banking business should not be 
diminished by mistrust in the future of the English currency. As al- 
ways in the case of considerations of credit policy like this, a good 
deal of rather dubious psychology is assumed in this argument. It 

See Hofmann, "Die Devalvierung des osterreichischen Papiergeldes im Jahre 1811," 
Schriften des Vereins fur Sozialpolitik 165, Part I .  

[It should be remembered that the German edition from which the present version 
is translated was published in 1926. See, however, the discussion of British policy, 
pp. 23-26 above. H.E.B.] 
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may be there are more effectual ways of restoring confidence in the 
future than by measures that do not benefit some of the injured 
creditors at all-those who have already disposed of their claims- 
and do benefit many creditors who have not suffered any injury- 
those who acquired their claims after the depreciation began. 

In general, therefore, it is impossible to regard as decisive the 
reasons that are given in favor of restoring the value of money at 
the level that it had before the commencement of the inflationary 
policy, especially as consideration of the way in which trade is af- 
fected by a rise in the value of money suggests a need for caution. 
Only where and so far as prices are not yet completely adjusted to 
the relationship between the stock of money and the demand for 
it which has resulted from the increase in the quantity of money, is 
it possible to proceed to a restoration of the old parity without en- 
countering a too violent opposition. 

Invariability of the Objective Exchange Value of Mon ty  as the Aim of 
Monetary Policy 

Thus, endeavors to increase or decrease the objective exchange 
value of money prove impracticable. A rise in the value of money 
leads to consequences which as a rule seem to be desired by only 
a small section of the community; a policy with this aim is contrary 
to interests which are too great for it to be able to hold its own 
against them in the long run. The kinds of intervention which aim 
at decreasing the value of money seem more popular; but their goal 
can be more easily and more satisfactorily reached in other ways, 
while their execution meets with quite insuperable difficulties. 

Thus nothing remains but to reject both the augmentation and 
the diminution of the objective exchange value of money. This sug- 
gests the ideal of a money with an invariable exchange value, so far 
as the monetary influences on its value are concerned. But,  this is 
the ideal money of enlightened statesmen and economists, not that 
of the multitude. The latter thinks in far too confused a manner to 
be able to grasp the problems here involved. (It must be confessed 
that they are the most difficult in economics.) For most people (so 
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far as they do not incline to inflationistic ideas), that money seems 
to be the best whose objective -exchange value is not subject to any 
variation at all, whether originating on the monetary side or on the com- 
modity side. 

The ideal of a money with an exchange value that is not subject 
to variations due to changes in the ratio between the supply of 
money and the need for it-that is, a money with an invariable 
innere objektive Tuus~hwert~~-demands the intervention of a regu- 
lating authority in the determination of the value of money; and its 
continued intervention. But here immediately most serious doubts 
arise from the circumstance, already referred to, that we have no 
useful knowledge of the quantitative significance of given measures 
intended to influence the value of money. More serious still is the 
circumstance that we are by no means in a position to determine 
with precision whether variations have occurred in the exchange 
value of money from any cause whatever, and if so to what extent, 
quite apart from the question of whether such changes have been 
effected by influences working from the monetary side. Attempts 
to stabilize the exchange value of money in this sense must therefore 
be frustrated at the outset by the fact that both their goal and the 
road to it are obscured by a darkness that human knowledge will 
never be able to penetrate. But the uncertainty that would exist as 
to whether there was any need for intervention to maintain the 
stability of the exchange value of money, and as to the necessary 
extent of such intervention, would inevitably give full license again 
to the conflicting interests of the inflationists and restrictionists. 
Once the principle is so much as admitted that the state may and 
should influence the value of money, even if it were only to guar- 
antee the stability of its value, the danger of mistakes and excesses 
immediately arises again. 

These possibilities, and the remembrance of very recent experi- 
ments in public finance and inflation, have subordinated the un- 
realizable ideal of a money with an invariable exchange value to the 
demand that the state should at least refrain from exerting any sort 
of influence on the value of money. A metallic money, the augmen- 
tation or diminution of the quantity of metal available for which is 

lo [See p. 146 n above.] 
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independent of deliberate human intervention, is becoming the 
modern monetary ideal. 

The significance of adherence to a metallic-money system lies in 
the freedom of the value of money from state influence that such 
a system guarantees. Beyond doubt, considerable disadvantages 
are involved in the fact that not only fluctuations in the ratio of the 
supply of money and the demand for it, but also fluctuations in the 
conditions of production of the metal and variations in the industrial 
demand for it, exert an influence on the determination of the value 
of money. It is true that these effects, in the case of gold (and even 
in the case of silver), are not immoderately great, and these are the 
only two monetary metals that need be considered in modern times. 
But even if the effects were greater, such a money would still deserve 
preference over one subject to state intervention, since the latter 
sort of money would be subject to still greater fluctuations. 

The Limits of Monetary Policy 

The results of our investigation into the development and signif- 
icance of monetary policy should not surprise us. That the state, 
after having for a period used the power which it nowadays has of 
influencing to some extent the determination of the objective ex- 
change value of money in order to affect the distribution of income, 
should have to abandon its further exercise, will not appear strange 
to those who have a proper appreciation of the economic function 
of the state in that social order which rests upon private property 
in the means of production. The state does not govern the market; 
in the market in which products are exchanged it may quite possibly 
be a powerful party, but nevertheless it is only one party of many, 
nothing more than that. All its attempts to transform the exchange 
ratios between economic goods that are determined in the market 
can only be undertaken with the instruments of the market. It can 
never foresee exactly what the result of any particular intervention 
will be. It cannot bring about a desired result in the degree that it 
wishes, because the means that the influencing of demand and 
supply place at its disposal only affect the pricing process through 



Monetay Policy 271 

the medium of the subjective valuations of individuals; but no judg- 
ment as to the intensity of the resulting transformation of these 
valuations can be made except when the intervention is a small one, 
limited to one or a few groups of commodities of lesser importance, 
and even in such a case only approximately. All monetary policies 
encounter the difficulty that the effects of any measures taken in 
order to influence the fluctuations of the objective exchange value 
of money can neither be foreseen in advance, nor their nature and 
magnitude be determined even after they have already occurred. 

Now the renunciation of intervention on grounds of monetary 
policy that is involved in the retention of a metallic commodity 
currency is not complete. In the regulation of the issue of fiduciary 
media there is still another possibility of influencing the objective 
exchange value of money. The problem that this gives rise to must 
be investigated (in the following part) before we can discuss certain 
plans that have recently been announced for the establishment of 
a monetary system under which the value of money would be more 
stable than that of a gold currency. 

Excursus: The Concepts Inflation and Deflation 

Observant readers may perhaps be struck by the fact that in this 
book no precise definition is given of the terms inflation and deflation 
(or restriction or contraction); that they are in fact hardly employed 
at all, and then only in places where nothing in particular depends 
upon their precision. Only inflationism and deflationism (or restric- 
tionism) are spoken of, and an exact definition is given of the con- 
cepts implied by these expressions.ll Obviously this procedure 
demands special justification. 

I am by no means in agreement with those unusually influential 
voices that have been raised against the employment of the expres- 
sion inflation altogether. l2 But I do think that it is an expression that 
it is possible to do without, and that it would be highly dangerous, 
on account of a serious difference between its meaning in the pure 

l1 Cp. pp. 251 and 262-63 above. 
l2 Esp. Pigou, The Economics of Welfare (London, 1921), pp. 665 ff. 
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economic theory of money and banking and its meaning in every- 
day discussions of currency policy, to make use of it where a sharp 
scientific precision of the words employed is desirable. 

In theoretical investigation there is only one meaning that can 
rationally be attached to the expression inflation: an increase in the 
quantity of money (in the broader sense of the term, so as to include 
fiduciary media as well), that is not offset by a corresponding in- 
crease in the need for money (again in the broader sense of the 
term), so that a fall in the objective exchange value of money must 
occur. Again, deflation (or restriction, or contraction) signifies a 
diminution of the quantity of money (in the broader sense) which 
is not offset by a corresponding diminution of the demand for 
money (in the broader sense), so that an increase in the objective 
exchange value of money must occur. If we so define these concepts, 
it follows that either inflation or deflation is constantly going on, for 
a situation in which the objective exchange value of money did not 
alter could hardly ever exist for very long. The theoretical value of 
our definition is not in the least reduced by the fact that we are not 
able to measure the fluctuations in the objective exchange value of 
money, or even by the fact that we are not able to discern them at 
all except when they are large. 

If the variations in the objective exchange value of money that 
result from these causes are so great that they can no longer remain 
unobserved, it is usual in discussions of economic policy to speak 
of inflation and deflation (or restriction, or contraction). Now in 
these discussions, whose practical significance is extraordinarily 
great, it would be very little to the purpose to use those precise 
concepts which alone come up to a strictly scientific standard. It 
would be ridiculous pedantry to attempt to provide an economist's 
contribution to the controversy as to whether in this or the other 
country inflation has occurred since 1914 by saying: "Excuse me, 
there has probably been inflation throughout the whole world since 
1896, although on a small scale." In politics, the question of degree 
is sometimes the whole point, not, as in theory, the question of 
principle. 

But once the economist has acknowledged that it is not entirely 
nonsensical to use the expressions inflation and deflation to indicate 
such variations in the quantity of money as evoke big changes in the 
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objective exchange value of money, he must renounce the employ- 
ment of these expressions in pure theory. For the point at which a 
change in the exchange ratio begins to deserve to be called big is a 
question for political judgment, not for scientific investigation. 

It is incontrovertible that ideas are bound up with the popular 
usage of the terms inflation and deflation that must be combated as 
altogether inappropriate when they creep into economic investi- 
gation. In everyday usage, these expressions are based upon an 
entirely untenable idea of the stability of the value of money, and 
often also on conceptions that ascribe to a monetary system in which 
the quantity of money increases and decreases pari passu with the 
increase and decrease of the quantity of commodities the property 
of maintaining the value of money stable. Yet however worthy of 
condemnation this mistake may be, it cannot be denied that the first 
concern of those who wish to combat popular errors with regard to 
the causes of the recent tremendous variations in prices should not 
so much be the dissemination of correct views on the problems of 
the nature of money in general, as the contradiction of those fun- 
damental errors which, if they continue to be believed, must lead 
to catastrophic consequences. Those who in the years 19q-24 con- 
tested the balance-of-payments theory in Germany in order to op- 
pose the continuation of the policy of inflation may claim the 
indulgence of their contemporaries and successors if they were not 
always quite strictly scientific in their use of the word inflation. In 
fact, it is this very indulgence that we are bound to exercise toward 
the pamphlets and articles dealing with monetary problems that 
obliges us to refrain from using these misleading expressions in 
scientific discussion. 
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CHAPTER 14 

The Monetary Policy of Etatism 

The Monetary Theory of Etatism 

E tatism, as a theory, is the doctrine of the omnipotence of the 
state, and, as a policy, the attempt to regulate all mundane affairs 

by authoritative commandment and prohibition. The ideal society 
of etatism is a particular sort of socialistic community; it is usual in 
discussions involving this ideal society to speak of state socialism, 
or, in some connections, of Christian socialism. Superficially re- 
garded, the etatistic ideal society does not differ very greatly from 
the outward form assumed by the capitalistic organization of society. 
Etatism by no means aims at the formal transformation of all own- 
ership of the means of production into state ownership by a complete 
overthrow of the established legal system. Only the biggest indus- 
trial, mining, and transport enterprises are to be nationalized; in 
agriculture, and in medium- and small-scale industry, private prop- 
erty is nominally to continue. Nevertheless, all enterprises are to 
become state undertakings in fact. Owners are to be left the title and 
dignity of ownership, it is true, and to be given a right to the receipt 
of a "reasonable" income, "in accordance with their position"; but, 
in fact, every business is to be changed into a government office and 
every livelihood into an official profession. There is no room at all 
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for independent enterprise under any variety of state socialism. 
Prices are to be regulated authoritatively; authority is to fix what is 
to be produced, and how, and in what quantities. There is to be no 
speculation, no "excessive" profit, no loss. There is to be no inno- 
vation unless it be decreed by authority. The official is to direct and 
supervise everything. 

It is one of the peculiarities of etatism that it is unable to conceive 
of human beings living together in society otherwise than in ac- 
cordance with its own particular socialistic ideal. The superficial 
similarity that exists between the socialist state that is its ideal and 
pattern and the social order based upon private property in the 
means of production causes it to overlook the fundamental differ- 
ences that separate the two. Everything that contradicts the as- 
sumption that the two kinds of social order are similar is regarded 
by the etatist as a transient anomaly and a culpable transgression 
of authoritative decrees, as evidence that the state has let slip the 
reins of government and only needs to take them more firmly in 
hand for everything to be beautifully in order again. That the social 
life of human beings.is subject to definite limitations; that it is gov- 
erned by a set of laws that are comparable with those of Nature; 
these are notions that are unknown to the etatist. For the etatist, 
everything is a question of Macht-power, force, might. And his 
conception of Macht is crudely materialistic. 

Every word of etatistic thought is contradicted by the doctrines 
of sociology and economics; this is why etatists endeavor to prove 
that these sciences do not exist. In their opinion, social affairs are 
shaped by the state. To the law, all things are possible; and there is 
no sphere in which state intervention is not omnipotent. 

For a long time the modern etatists shrank from an explicit ap- 
plication of their principles to the theory of money. It is true that 
some, Adolf Wagner and Lexis in particular, expressed views on the 
domestic and foreign value of money and on the influence of the 
balance of payments on the condition of the exchanges that con- 
tained all the elements of an etatistic theory of money; but always 
with great caution and reserve. The first to attempt an explicit ap- 
plication of etatistic principles in the sphere of monetary doctrine, 
was Knapp. 

O n  this, see my book, Die Gemeinwirtschaft, 2d ed., (Jena, rgzz), pp. 211 f f .  
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The policy of etatism had its heyday during the period of the 
world war, which itself was the 'inevitable consequence of the dom- 
inance of etatistic ideology. In the "war economy" the postulates of 
etatism were r ea l i~ed .~  The war economy and the transition econ- 
omy showed what etatism is worth and what the policy of etatism 
is able to achieve. 

An examination of etatistic monetary doctrine and monetary pol- 
icy has a significance that is not limited to the history of ideas. For 
in spite of all its ill success, etatism is still the ruling doctrine, at 
least on the continent of Europe. It is, at any rate, the doctrine of 
the rulers; its ideas prevail in monetary policy. However convinced 
we may be that it is scientifically valueless, it will not do for us 
nowadays to ignore it. 

National Prestige and the Rate of Exchange 

For the etatist, money is a creature of the state, and the esteem 
in which money is held is the economic expression of the respect 
or prestige enjoyed by the state. The more powerful and the richer 
the state, the better its money. Thus, during the war, it was asserted 
that "the monetary standard of the victors" would ultimately be the 
best money. Yet victory and defeat on the battlefield can exercise 
only an indirect influence on the value of money. Generally speak- - - 
ing, a victorious state is more likely than a conquered one to be able 
to renounce the aid of the printing press, for it is likely to find it 
easier to limit its expenditure on the one hand and to obtain credit 
on the other hand.-But the same considerations suggest that in- 
creasing prospects of peace will lead to a more favorable estimation - -  
of the currencv even-of the defeated country. In October 1918 the 
mark and the krone rose; it was believed thatkven in ~ e r m a - n ~  and 

See my book, Nation, Staat und Wirtschaft (Vienna, 1919), pp. 108 ff. 
Cassel rightly says: "A perfectly clear understanding of the monetary problem, 

brought about by the world war, can never be attained until officialdom's interpre- 
tation of affairs has been disproved point by point, and full light thrown on all the 
delusions with which the authorities attempted as long as possible to obsess the 
public m i n d  (Cassel, Money and Foreign Exchange After r 9 I q [London, 19221, pp. 7 ff.). 
See Gregory's criticism of the most important etatistic arguments in his Foreign Ex- 
change Before, During and After the War (London, 1921), esp. pp. 65 ff. 
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Austria a cessation of inflation might be counted upon-an expec- 
tation which admittedly was not fulfilled. 

History likewise shows that sometimes the "monetary standard 
of the victors" can prove to be very bad. There have seldom been 
more brilliant victories than those eventually achieved by the Amer- 
ican insurgents under Washington against the English troops. But 
the American "continental" dollar did not benefit from them. The 
more proudly the star-spangled banner rose on high, the lower did 
the exchange rate fall, until, at the very moment when the victory 
of the rebels was secured, the dollar became entirely valueless. The 
course of events was no different not long afterward in France. In 
spite of the victories of the revolutionary army the metal premium 
rose continually until at last in 1796 the value of money touched 
zero point. In both cases the victorious state had carried inflation 
to its extreme. 

Neither has the wealth of a country any bearing on the valuation 
of its money. Nothing is more erroneous than the widespread habit 
of regarding the monetary standard as something in the nature of 
the shares of the state or the community. When the German mark 
was quoted at ten centimes in Zurich, bankers said: "Now is the 
time to buy marks. The German community is indeed poorer now- 
adays than before the war, so that a low valuation of the mark is 
justified. Nevertheless, the wealth of Germany is certainly not re- 
duced to a twelfth of what it was before the war; so the mark is 
bound to rise." And when the Polish mark had sunk to five centimes 
in Zurich, other bankers said: "This low level is inexplicable. Poland 
is a rich country; it has a flourishing agriculture, it has wood, coal 
and oil; so its rate of exchange ought to be incomparably higher."4 
Such observers fail to recognize that the valuation of the monetary 
unit depends not upon the wealth of the country, but upon the ratio 
between the quantity of money and the demand for it, so that even 
the richest country may have a bad currency and the poorest country 
a good one. 

A leader of the Hungarian Soviet republic said to the author in the spring of 1919: 
"The paper money issued by the Soviet republic ought really to have the highest 
exchange rate next to the Russian money, for, through the socialization of the private 
property of all Hungarians, the Hungarian state has become next to Russia the richest 
state in the world, and consequently the most deserving of credit." 
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The Regulation of Prices by Authoritative Decree 

The oldest and most popular instrument of etatistic monetary 
policy is the official fixing of maximum prices. High prices, thinks 
the etatist, are not a consequence of an increase in the quantity of 
money, but a consequence of reprehensible activity on the part of 
"bulls" and "profiteers"; it will suffice to suppress their machina- 
tions in order to ensure the cessation of the rise of prices. Thus it 
is made a punishable offense to demand, or even to pay, "excessive" 
prices. 

Like most other governments, the Austrian government during 
the war began this kind of criminal-law contest with price raising 
on the same day that it put the printing press in motion in the 
service of the national finances. Let us suppose that it had at first 
been successful in this. Let us completely disregard the fact that the 
war had also diminished the supply of commodities, and suppose 
that there had been no forces at work on the commodity side to 
alter the exchange ratio between commodities and money. We must 
further disregard the fact that the war, by increasing the period of 
time necessary for transporting money, and by limiting the opera- 
tion of the clearing system, and also in other ways, had increased 
the demand for money of individual economic agents. Let us merely 
discuss the question, what consequences would necessarily follow 
if, ceteris paribus, with an increasing quantity of money, prices were 
restricted to the old level by official compulsion? 

An increase in the quantity of money leads to the appearance in 
the market of new desire to purchase, which had previously not 
existed; "new purchasing power," it is usual to say, has been created. 
If the new would-be purchasers compete with those that are already 
in the market, then, SO long as it is not permissible to raise prices, 
only part of the total purchasing power can be exercised. This means 
that there are would-be purchasers who leave the market without 
having effected their object although they were ready to agree to 
the price demanded, would-be purchasers who return home with 
the money with which they set out in order to purchase. Whether 
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or not a would-be purchaser who is prepared to pay the official price 
gets the commodity that he desires depends upon all sorts of cir- 
cumstances, which are, from the point of view of the market, quite 
inessential; for example, upon whether he was on the spot in time, 
or has personal relations with the seller, or other similar accidents. 
The mechanism of the market no longer works to make a distinction 
between the would-be purchasers who are still able to buy and 
those who are not; it no longer brings about a coincidence between 
supply and demand through variations in price. Supply lags behind 
demand. The play of the market loses its meaning; other forces have 
to take its place. 

But the government that puts the newly created notes in circu- 
lation does so because it wishes to draw commodities and services 
out of their previous avenues in order to direct them into some other 
desired employment. It wishes to buy these commodities and serv- 
ices; not, as is also a quite conceivable procedure, to commandeer 
them by force. It must, therefore, desire that everything should be 
obtainable for money and for money alone. It is not to the advantage 
of the government that a situation should arise in the market that 
makes some of the would-be purchasers withdraw without having 
effected their object. The government desires to purchase; it desires 
to use the market, not to disorganize it. But the officially fixed price 
does disorganize the market in which commodities and services are 
bought and sold for money, Commerce, so far as it is able, seeks 
relief in other ways. It redevelops a system of direct exchange, in 
which commodities and services are exchanged without the instru- 
mentality of money. Those who are forced to dispose of commodities 
and services at the fixed prices do not dispose of them to everybody, 
but merely to those to whom they wish to do a favor. Would-be 
purchasers wait in long queues in order to snap up what they can 
get before it is too late; they race breathlessly from shop to shop, 
hoping to find one that is not yet sold out. 

For once the commodities have been sold that were already on 
the market when their price was authoritatively fixed at a level 
below that demanded by the situation of the market, then the emp- 
tied storerooms are not filled again. Charging more than a certain 
price is prohibited, but producing and selling have not been made 
compulsory. There are no longer any sellers. The market ceases to 
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function. But this means that economic organization based on di- 
vision of labor becomes impossible. The level of money prices can- 
not be fixed without overthrowing the system of social division of 
labor. 

Thus official fixing of prices, which is intended to establish them 
and wages generally below the level that they would attain in a free 
market, is completely impracticable. If the prices of individual kinds 
of commodities and services are subjected to such restrictions, then 
disturbances occur that are settled again by the capacity for adjust- 
ment possessed by the economic order based on private property 
sufficiently to make the continuance of the system possible. If such 
regulations are made general and really put into force, then their 
incompatibility with the existence of a social order based upon pri- 
vate property becomes obvious. The attempt to restrain prices 
within limits has to be given up. A government that sets out to 
abolish market prices is inevitably driven toward the abolition of 
private property; it has to recognize that there is no middle way 
between the system of private property in the means of production 
combined with free contract, and the system of common ownership 
of the means of production, or socialism. It is gradually forced 
toward compulsory production, universal obligation to labor, ra- 
tioning of consumption, and, finally, official regulation of the whole 
of production and consumption. 

This is the road that was taken by economic policy during the 
war. The etatist, who had jubilantly proclaimed the state's ability to 
do everything it wanted to do, discovered that the economists had 
nevertheless been quite right and that it was not possible to manage 
with price regulation alone. Since they wished to eliminate the play 
of the market, they had to go farther than they had originally in- 
tended. The first step was the rationing of the most i.mportant nec- 
essaries; but soon compulsory labor had to be resorted to and 
eventually the subordination of the whole of production and con- 
sumption to the direction of the state. Private property existed in 
name only; in fact, it had been abolished. 

The collapse of militarism was the end of wartime socialism also. 
Yet no better understanding of the economic problem was shown 
under the revolution than under the old regime. All the same ex- 
periences had to be gone through again. 

George Reisman
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The attempts that were made with the aid of the police and the 
criminal law to prevent a rise of prices did not come to grief because 
officials did not act severely enough or because people found ways 
of avoiding the regulations. They did not suffer shipwreck because 
the entrepreneurs were not public spirited, as the socialist-etatistic 
legend has it. They were bound to fail because the economic orga- 
nization based upon division of labor and private property in the 
means of production can function only so long as price determi- 
nation in the market is free. If the regulation of prices had been 
successful, it would have paralyzed the whole economic organism. 
They only thing that made possible the continued functioning of 
the social apparatus of production was the incomplete enforcement 
of the regulations that was due to the paralysis of the efforts of those 
who ought to have executed them. 

During thousands of years, in all parts of the inhabited earth, 
innumerable sacrifices have been made to the chimera of just and 
reasonable prices. Those who have offended against the laws reg- 
ulating prices have been heavily punished; their property has been 
confiscated, they themselves have been incarcerated, tortured, put 
to death. The agents of etatism have certainly not been lacking in 
zeal and energy. But, for all this, economic affairs cannot be kept 
going by magistrates and policemen. 

The Balance-of-Payments Theory as a Basis of Currency Policy 

According to the current view, the maintenance of sound mone- 
tary conditions is only possible with a "credit balance of payments." 
A country with a "debit balance of payments" is supposed to be 
unable permanently to stabilize the value of its money; the depre- 
ciation of the currency is supposed to have an organic basis and to 
be irremediable except by the removal of the organic defects. 

The confutation of this and related objections is implicit in the 
quantity theory and in Gresham's law. The quantity theory shows 
that money can never permanently flow abroad from a country in 
which only metallic money is used (the "purely metallic currency" 
of the currency principle). The tightness in the domestic market 
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called forth by the efflux of part of the stock of money reduces the 
prices of commodities, and so restricts importation and encourages 
exportation, until there is once more enough money at home. The 
precious metals which perform the function of money are distrib- 
uted among individuals, and consequently among separate coun- 
tries, according to the extent and intensity of the demand of each 
for money. State intervention to assure to the community the nec- 
essary quantity of money by regulating its international movements 
is supererogatory. An undesired efflux of money can never be any- 
thing but a result of state intervention endowing money of different 
values with the same legal tender. All that the state need do, and 
can do, in order to preserve the monetary system undisturbed, is 
to refrain from such intervention. That is the essence of the mon- 
etary theory of the Classical economists and their immediate suc- 
cessors, the Currency School. It is possible to refine and amplify 
this doctrine with the aid of the modern subjective theory; but it is 
impossible to overthrow it, and impossible to put anything else in 
its place. Those who are able to forget it only show that they are 
unable to think as economists. . 

When a country has substituted credit money or fiat money for 
metallic money because the legal equating of the overissued paper 
and the metallic money sets in motion the mechanism described by 
Gresham's law, it is often asserted that the balance of payments 
determines the rate of exchange. But this also is a quite inadequate 
explanation. The rate of exchange is determined by the purchasing 
power possessed by a unit of each kind of money; it must be de- 
termined at such a level that it makes no difference whether com- 
modities are purchased directly with the one kind of money or 
indirectly, through money of the other kind. If the rate of exchange 
moves away from the position that is determined by the purchasing- 
power parity, which we call the natural or equilibrium rate, then 
certain sorts of transaction would become profitable. It would be- 
come lucrative to purchase commodities with the money that was 
undervalued by the rate of exchange as compared with the ratio 
given by its purchasing power, and to sell them for the money that 
was overvalued in the rate of exchange in comparison with its pur- 
chasing power. And because there were such opportunities of profit, 
there would be a demand on the foreign-exchange market for the 
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money that was undervalued by the exchanges and this would raise 
the rate of exchange until it attained its equilibrium position. Rates 
of exchange vary because the quantity of money varies and the 
prices of commodities vary. As has already been remarked, it is 
solely owing to market technique that this basic relationship is not 
actually expressed in the temporal sequence of events. In fact, the 
determination of foreign-exchange rates, under the influence of 
speculation, anticipates the expected variations in the prices of com- 
modities. 

The balance-of-payments theory forgets that the volume of for- 
eign trade is completely dependent upon prices; that neither ex- 
portation nor importation can occur if there are no differences in 
prices to make trade profitable. The theory clings to the superficial 
aspects of the phenomena it deals with. It cannot be doubted that 
if we simply look at the daily or hourly fluctuations on the exchanges 
we shall only be able to discover that the state of the balance of 
payments at any moment does determine the supply and the de- 
mand in the foreign-exchange market. But this is a mere beginning 
of a proper investigation into the determinants of the rate of ex- 
change. The next question is, What determines the state of the 
balance of payments at any moment? And there is no other possible 
answer to this than that it is the price level and the purchases and 
sales induced by the price margins that determine the balance of 
payments. Foreign commodities can be imported, at a time when 
the rate of exchange is rising, only if they are able to find purchasers 
despite their high prices. 

One variety of the balance-of-payments theory attempts to dis- 
tinguish between the importation of necessaries and the importa- 
tion of articles that can be dispensed with. Necessaries, it is said, 
have to be bought whatever their price is, simply because they 
cannot be done without. Consequently there must be a continual 
depreciation in the currency of a country that is obliged to import 
necessaries from abroad and itself is able to export only relatively 
dispensable articles. To argue thus is to forget that the greater or 
less necessity or dispensability of individual goods is fully expressed 
in the intensity and extent of the demand for them in the market, 
and thus in the amount of money which is paid for them. However 
strong the desire of the Austrians for foreign bread, meat, coal, or 
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sugar may be, they can only get these things if they are able to pay 
for them. If they wish to import more, they must export more; if 
they cannot export manufactured and semimanufactured goods, 
then they must export shares, bonds, and securities of various 
kinds. If the note circulation were not increased, then the prices of 
the objects that were offered for sale would have to decrease if the 
demand for import goods and hence their prices were to rise. Or 
else the upward movement of the prices of necessaries would have 
to be opposed by a fall in the price of the dispensable articles the 
purchase of which was restricted so as to permit the purchase of the 
necessaries. There could be no question of a general rise of prices. 
And the balance of payments would be brought into equilibrium, 
either by the export of securities and the like, or by an increased 
export of dispensable goods. It is only when the above assumption 
does not hold good, only when the quantity of notes in circulation 
is increased, that foreign commodities can still be imported in the - 

same quantities in spite of a rise in the foreign exchange; it is only 
because this assumption does not hold good that the rise in the 
foreign exchange does not throttle importation and encourage ex- 
portation until there is again a credit balance of payments. 

Ancient Mercantilist error therefore involved a specter of which 
we need not be afraid. No country, not even the poorest, need 
abandon the hope of sound currency conditions. It is not the pov- 
erty of individuals and the community, not indebtedness to foreign 
nations, not the unfavorableness of the conditions of production, 
that force up the rate of exchange, but inflation. 

It follows that all the means that are employed for hindering a 
rise in the exchange rate are useless. If the inflationary policy con- 
tinues, they remain ineffective; if there is no inflationary policy, then 
they are superfluous. The most important of these methods is the 
prohibition or limitation of the importation of certain goods that are 
deemed dispensable, or at least less indispensable than others. This 
causes the sums of domestic money that would have been used for 
the purchase of these commodities to be used for other purchases 
and naturally the only goods here concerned are those that would 
otherwise have been sold abroad. These will now be purchased at 
home for prices that are higher than those offered for them abroad. 
Thus the reduction of imports and so of the demand for foreign 
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exchange is balanced on the other side by an equal reduction of 
exports and so of the supply of foreign exchange. Imports are in fact 
paid for by exports and not by money, as Neo-Mercantilist dilet- 
tantism still continues to believe. If it is really desired to dam up the 
demand for foreign exchange, then the amount of money to the 
extent of which it is desired to stop importation must be taken away 
from those at home-say by taxation-and kept out of circulation 
altogether; that is, not used for state purposes, but destroyed. That 
is to say, a deflationary policy must be followed. Instead of the 
importation of chocolate, wine, and lemonade being limited, the 
members of the community must be deprived of the money that 
they would otherwise spend on these commodities. Then they must 
limit their consumption either of these or of some other commod- 
ities. In the former case, less foreign exchange will be wanted, in 
the latter more foreign exchange offered, than previously. 

The Suppression of Speculation 

It is not easy to determine whether there are any who still adhere 
in good faith to the doctrine that traces back the depreciation of 
money to the activity of speculators. The doctrine is an indispens- 
able instrument of the lowest form of demagogy; it is the resource 
of governments in search of a scapegoat. There are scarcely any 
independent writers nowadays who defend it; those who support 
it are paid to do so. Nevertheless, a few words must be devoted to 
it, for the monetary policy of the present day is based largely upon 
it. 

Speculation does not determine prices; it has to accept the prices 
that are determined in the market. Its efforts are directed to correctly 
estimating future price situations, and to acting accordingly. The 
influence of speculation cannot alter the average level of prices over 
a given period; what it can do is to diminish the gap between the 
highest and the lowest prices. Price fluctuations are reduced by 
speculation, not aggravated, as the popular legend has it. 

It is true that the speculator may happen to go astray in his esti- 
mate of future prices. What is usually overlooked in considering 
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this possibility is that under the given conditions it is far beyond 
the capacities of most people to foresee the future any more cor- 
rectly. If this were not so, the opposing group of buyers or sellers 
would have got the upper hand in the market. The fact that the 
opinion accepted by the market has later proved to be false is la- 
mented by nobody with more genuine sorrow than by the specu- 
lators who held it. They do not err of malice prepense; after all, their 
object is to make profits, not losses. 

Even prices that are established under the influence of specula- 
tion result from the cooperation of two parties, the bulls and the 
bears. Each of the two parties is always equal to the other in strength 
and in the extent of its commitments. Each has an equal responsi- 
bility for the determination of prices. Nobody is from the outset and 
for all time bull or bear; a dealer becomes a bull or a bear only on 
the basis of a summing up of the market situation, or, more correctly, 
on the basis of the dealings that follow on such a summing up. 
Anybody can change his role at any moment. The price is deter- 
mined at that level at which the two parties counterbalance each 
other. The fluctuations of the foreign-exchange rate are not deter- 
mined solely by bears selling but just as much by bulls buying. 

The etatistic view traces back the rise in the price of foreign cur- 
rencies to the machinations of enemies of the state at home and 
abroad. These enemies, it is asserted, dispose of the national cur- 
rency with a speculative intent and purchase foreign currencies with 
a speculative intent. Two cases are conceivable. Either these enemies 
are actuated in their dealings by the hope of making a profit, when 
the same is true of them as of all other speculators. Or they wish to 
damage the reputation of the state of which they are enemies by 
depressing the value of its currency, even though they themselves 
are injured by the operations that lead to this end. To consider the 
possibility of such enterprises is to forget that they are hardly prac- 
ticable. The sales of the bears, if they ran against the feeling of the 
market, would immediately start a contrary movement; the sums 
disposed of would be taken up by the bulls in expectation of a 
coming reaction without any effect on the rate of exchange worth 
mentioning. 

In truth, these self-sacrificing bear maneuvers that are under- 
taken, not to make a profit, but to damage the reputation of the 
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state, belong to the realm of fables. It is true that operations may 
well be undertaken on foreign-exchange markets that have as their 
aim, not the securing of a profit, but the creation and maintenance - 
of a rate that does not correspond to market conditions. But this 
sort of intervention always proceeds from governments, who hold 
themselves responsible for the currency and always have in view 
the establishment and maintenance of a rate of exchange above the 
equilibrium rate. These are artificial bull, not bear, maneuvers. Of 
course, such intervention also must remain ineffective in the long 
run. In fact, there is only one way in the last resort to prevent a 
further fall in the value of money-ceasing to increase the note 
circulation; and only one way of raising the value of money-re- 
ducing the note circulation. Any intervention, such as that of the 
German Reichsbank in the spring of 1923, in which only a small 
part of the increasing note expansion was recovered by the banks 
through the sale of foreign bills, would necessarily be unsuccessful. 

Led by the idea of opposing speculation, inflationistic govern- 
ments have allowed themselves to become involved in measures 
whose meaning is hardly intelligible. Thus at one time the impor- 
tation of notes, then their exportation, then again both their expor- 
tation and importation, have been prohibited. Exporters have been 
forbidden to sell for their own country's notes, importers to buy 
with them. All trade in terms of foreign money and precious metals 
has been declared a state monopoly. The quotation of rates for for- 
eign money on home exchanges has been forbidden, and the com- 
munication of information concerning the rates determined at home 
outside the exchanges and the rat& negotiated on foreign ex- 
changes made severely punishable. All these measures have proved 
useless and would probably have been more quickly set aside than 
actually was the case if there had not been important factors in favor 
of their retention. Quite apart from the political significance already 
referred to attaching to the maintenance of the proposition that the 
fall in the value of money was only to be ascribed to wicked spec- 
ulators, it must not be forgotten that every restriction of trade creates 
vested interests that are from then onward opposed to its removal. 

An attempt is sometimes made to demonstrate the desirability of 
measures directed against speculation by reference to the fact that 
there are times when there is nobody in opposition to the bears in 
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the foreign-exchange market so that they alone are able to determine 
the rate of exchange. That, of-course, is not correct. Yet it must be 
noticed that speculation has a peculiar effect in the case of a currency 
whose progressive depreciation is to be expected while it is impos- 
sible to foresee when the depreciation will stop, if at all. While, in 
general, speculation reduces the gap between the highest and low- 
est prices without altering the average price level, here, where the 
movement will presumably continue in the same direction, this nat- 
urally cannot be the case. The effect of speculation here is to permit 
the fluctuation, which would otherwise proceed more uniformly, to 
proceed by fits and starts with the interposition of pauses. If foreign- 
exchange rates begin to rise, then, to those speculators who buy in 
accordance with their own view of the circumstances, are added 
large numbers of outsiders. These camp followers strengthen the 
movement started by the few that trust to an independent opinion 
and send it farther than it would have gone under the influence of 
the expert professional speculators alone. For the reaction cannot 
set in so quickly and effectively as usual. Of course, it is the general 
assumption that the depreciation of money will go still farther. But 
eventually sellers of foreign money must make an appearance, and 
then the rising movement of the exchanges comes to a standstill; 
perhaps even a backward movement sets in for a time. Then, after 
a period of "stable money," the whole thing begins again. 

The reaction admittedly begins late, but it must begin as soon as 
rates of exchange have run too far ahead of commodity prices. If the 
gap between the equilibrium rate of exchange and the market rate 
is big enough to give play for profitable commodity transactions, 
then there will also arise a speculative demand for the domestic 
paper money. Not until the scope for such transactions has again 
disappeared owing to a rise in commodity prices will a new rise in 
the price of foreign exchange set in. 

Etatism eventually comes to regard the possession of foreign 
money, balances as such, and foreign bills, as behavior reprehen- 
sible in itself. From this point of view, it is the duty of citizens-not 
that this is asserted in so many words, but it is the tone of all official 
declarations-to put up with the harmful consequences of the de- 
preciation of money to their private property and to make no at- 
tempt to avoid this by acquiring such possessions as are not eaten 
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up by the depreciation of money. From the point of view of the 
individual, they declare, it may indeed appear profitable for him to 
save himself from impoverishment by a flight From the mark, but 
from the point of view of the community this is harmful and there- 
fore to be condemned. This demand really comes to a cool request 
on the part of those who enjoy the benefits of the inflation that 
everybody else should render up his wealth for sacrifice to the de- 
structive policy of the state. In this case, as in all others in which 
similar assertions are made, it is not true that there exists an op- 
position between the interests of the individual and the interests of 
the community. The national capital is composed of the capital of 
the individual members of the state, and when the latter is con- 
sumed nothing remains of the Former either. The individual who 
takes steps to invest his property in such a way that it cannot be 
eaten up by the depreciation of money does not injure the com- 
munity; on the contrary, in taking steps to preserve his private prop- 
erty from destruction he also preserves some of the property of the 
community From destruction. If he surrendered it without opposi- 
tion to the effects of the inflation all he would do would be to further 
the destruction of part of the national wealth and enrich those to 
whom the inflationary policy brings profit. 

It is true that not inconsiderable sections of the best classes of the 
German people have given credit to the asseverations of the infla- 
tionists and their press. Many thought that they were doing a pa- 
triotic act when they did not get rid of their marks or kronen and 
mark or kronen securities, but retained them. By so doing, they did 
not serve the fatherland. That they and their families have as a 
consequence sunk into poverty only means that some of the mem- 
bers of those classes of the German people From which the cultural 
reconstruction of the nation was to be expected are reduced to a 
condition in which they are able to help neither the community nor 
themselves. 
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CHAPTER 15 

T h e  Business of Banking 

Types of Banking Activity 

he business of banking falls'into two distinct branches: the nego- 
tiation of credit through the loan of other people's money and the T 

granting of credit through the issue of fiduciary media, that is, notes 
and bank balances that are not covered by money. Both branches of 
business have always been closely connected. They have grown up 
on a common historical soil, and nowadays are still often carried on 
together by the same firm. This connection cannot be ascribed to 
merely extkrnal and accidental factors; it is founded on the peculiar 
nature of fiduciary media, and on the historical development of the 
business of banking. Nevertheless, the two kinds of activity must be 
kept strictly apart in economic theory; for only by considering each of 
them separately isit possible to understand their natureandfunctions. 
The unsatisfactory results of previous investigations into the theory 
of banking are primarily attributable to inadequate consideration of 
the fundamental difference between them. 

Modern banks, beside their banking activities proper, carry on 
various other more or less closely related branches of business. There 
is, for example, the business of exchanging money, on the basis of 
which the beginnings of the banking system in the Middle Ages were 
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developed, and to which the bill of exchange, one of the most impor- 
tant instruments of banking activity, owes its origin. Banks still carry 
on this business nowadays, but so do exchange bureaus, which 
perform no banking functions; and these also devote themselves to 
such business as the purchase and sale of securities. 

The banks have also taken over a number of functions connected 
with the general management of the property of their customers. 
They accept and look after securities as "open" deposits, detach 
interest and dividend coupons as they fall due, and receive the sums 
concerned. They superintend the allotment of shares, attend to the 
renewal of coupon sheets, and see to other similar matters. They 
carry out stock exchange dealings for their customers and also the 
purchase and sale of securities that are not quoted on the exchange. 
They let out strong rooms which are used for the secure disposal of 
articles of value under the customer's seal. All of these activities, 
whatever their bearing in individual cases upon the profitability of 
the whole undertaking, and however great their economic signifi- 
cance for the community as a whole, yet have no inherent connec- 
tion with banking proper as we have defined it above. 

The connection between banking proper and the business of 
speculation and flotation is similarly loose and superficial. This is 
the branch of their activities on which the general economic im- 
portance of the banks nowadays depends, and by means of which 
on the continent of Europe and in the United States they secured 
control of production, no less than of the provision of credit. It 
would not be easy to overestimate the influence on the organization 
of economic life that has been exerted by the change in the relation 
of the banks to industry and commerce; perhaps it would not be an 
exaggeration to describe it as the most important event in modern 
economic history. But in connection with the influence of banking 
on the exchange ratio between money and other economic goods, 
which alone concerns us here, it has no significance at all. 

The Banks as Negotiators of Credit 

The activity of the banks as negotiators of credit is characterized 
by the lending of other people's, that is, of borrowed, money. Banks 
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borrow money in order to lend it; the difference between the rate 
of interest that is paid to them'and the rate that they pay, less their 
working expenses, constitutes their profit on this kind of transac- 
tion. Banking is negotiation between granters of credit and grantees 
of credit. Only those who lend the money of others are bankers; 
those who merely lend their own capital are capitalists, but not 
bankers.l Our use of this definition of the Classical School should 
not furnish any ground for terminological controversy The expres- 
sion banking may be extended or contracted as one likes, although 
there seems little reason for departing from a terminology that has 
been usual since Smith and Ricardo. But one thing is essential: that 
activity of the banks that consists in lending other people's money 
must be sharply distinguished from all other branches of their busi- 
ness and subjected to separate consideration. 

For the activity of the banks as negotiators of credit the golden 
rule holds, that an organic connection must be created between the 
credit transactions and the debit transactions. The credit that the 
bank grants must correspond quantitatively and qualitatively to the 
credit that it takes up. More exactly expressed, "The date on which 
the bank's obligations fall due must not precede the date on which 
its corresponding claims can be reali~ed."~ Only thus can the danger 
of insolvency be avoided. It is true that a risk remains. Imprudent 
granting of credit is bound to prove just as ruinous to a bank as to 
any other merchant. That follows from the legal structure of their 
business; there is no legal connection between their credit trans- 
actions and their debit transactions, and their obligation to pay back 
the money they have borrowed is not affected by the fate of their 
investments; the obligation continues even if the investments prove 
dead losses. But it is just the existence of this risk which makes it 
worthwhile for the bank to play the part of an intermediary between 
the granter of credit and the grantee of it. It is from the acceptance 
of this risk that the bank derives its profits and incurs its losses. 

That is all that needs to be said here about this branch of the 
business of banking. For as far as money and monetary theory are 

See Bagehot, Lombard Street (London, 1906), p. 21. 
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George Reisman
them'and



296 Money and Banking 

concerned, even the function of the banks as negotiators of credit 
is of significance only so far as it is able to influence the issue of 
fiduciary media, which alone will be discussed in the rest of the 
present work. 

The Banks as Issuers of Fiduciary Media 

To comprehend the significance of fiduciary media, it is necessary 
to examine the nature of credit transactions. 

Acts of exchange, whether direct or indirect, can be performed 
either in such a way that both parties fulfill their parts of the contract 
at the same time, or in such a way that they fulfill them at different 
times. In the first case we speak of cash transactions; in the second, 
of credit transactions. A credit transaction is an exchange of present 
goods for future goads. 

Credit transactions fall into two groups, the separation of which 
must form the starting point for every theory of credit and especially 
for every investigation into the connection between money and 
credit and into the influence of credit on the money prices of goods. 
On the one hand are those credit transactions which are character- 
ized by the fact that they impose a sacrifice on that party who per- 
forms his part of the bargain before the other does-the forgoing of 
immediate power of disposal over the exchanged good, or, if this 
version is preferred, the forgoing of power of disposal over the 
surrendered good until the receipt of that for which it is exchanged. 
This sacrifice is balanced by a corresponding gain on the part of the 
other party to the contract-the advantage of obtaining earlier dis- 
posal over the good acquired in exchange, or, what is the same 
thing, of not having to fulfill his part of the bargain immediately. In 
their respective valuations both parties take account of the advan- 
tages and disadvantages that arise from the difference between the 
times at which they have to fulfill the bargain. The exchange ratio 
embodied in the contract contains an expression of the value of time 
in the opinions of the individuals concerned. 



The Business of Banking 297 

The second group of credit transactions is characterized by the 
fact that in them the gain of the party who receives before he pays 
is balanced by no sacrifice on the part of the other party. Thus the 
difference in time between fulfillment and counterfulfillment, 
which is just as much the essence of this kind of transaction as of 
the other, has an influence merely on the valuations of the one party, 
while the other is able to treat it as insignificant. This fact at first 
seems puzzling, even inexplicable; it constitutes a rock on which 
many economic theories have come to grief. Nevertheless, the ex- 
planation is not very difficult if we take into account the peculiarity 
of the goods involved in the transaction. In the first kind of credit 
transactions, what is surrendered consists of money or goods, dis- 
posal over which is a source of satisfaction and renunciation of 
which a source of dissatisfaction. In the credit transactions of the 
second group, the granter of the credit renounces for the time being 
the ownership of a sum of money, but this renunciation (given cer- 
tain assumptions that in this case are justifiable) results for him in 
no reduction of satisfaction. If a creditor is able to confer a loan by 
issuing claims which are payable on demand, then the granting of 
the credit is bound up with no economic sacrifice for him. He could 
confer credit in this form free of charge, if we disregard the technical 
costs that may be involved in the issue of notes and the like. 
Whether he is paid immediately in money or only receives claims 
at first, which do not fall due until later, remains a matter of indif- 
ference to him.3 

It seems desirable to choose special names for the two groups of 
credit transactions in order to avoid any possible confusion of the 
concepts. For the first group the name commodity credit (Sachkredit) 
is suggested, for the second the name circulation credit (Zirkulations- 
kredit). It must be admitted that these expressions do not fully in- 
dicate the essence of the distinction that they are intended to 
characterize. This objection, however, which can in some degree be 
urged against all technical terms, is not of very great importance. 
A sufficient reply to it is contained in the fact that there are no better 
and more apt expressions in use to convey the distinction intended, 
which, generally speaking, has not received the consideration it 

See Macleod, The Elements of Banking (London, 1904), p. 153. 



298 Money and Banking 

merits. In any case the expression circulation credit gives occasion for 
fewer errors than the expression emission credit (Emissionskredit), 
which is sometimes used and has been chosen merely with regard 
to the issue of notes. Besides, what applies to all such differences 
of opinion is also true of this particular terminological controversy- 
the words used do not matter; what does matter is what the words 
are intended to mean. 

Naturally, the peculiarities of circulation credit have not escaped 
the attention of economists. It is hardly possible to find a single 
theorist who has devoted serious consideration to the fundamental 
problems of the value of money and credit without having referred 
to the peculiar circumstances in which notes and checks are used. 
That this recognition of the individuality of certain kinds of credit 
transactions has not led to the distinction of commodity credit and 
circulation credit is probably to be ascribed to certain accidents in 
the history of our science. The criticism of isolated dogmatic and 
economico-political errors of the Currency principle that constituted 
the essence of most nineteenth-century investigation into the the- 
ory of banking and credit led to an emphasis being placed on all the 
factors that could be used to demonstrate the essential similarity of 
notes and other media of bank credit, and to the oversight of the 
important differences that exist between the two groups of credit 
characterized above, the discovery of which constitutes one of the 
permanent contributions of the Classical School and its successors, 
the Currency theorists. 

The peculiar attitude of individuals toward transactions involving 
circulation credit is explained by the circumstance that the claims in 
which it is expressed can be used in every connection instead of 
money. He who requires money, in order to lend it, or to buy some- 
thing, or to liquidate debts, or to pay taxes, is not first obliged to 
convert the claims to money (notes or bank balances) into money; 
he can also use the claims themselves directly as means of payment. 
For everybody they therefore are really money substitutes; they per- 
form the monetary function in the same way as money; they are 
"ready money" to him, that is, present, not future, money. The prac- 
tice of the merchant who includes under cash not merely the notes 
and token coinage which he possesses but also any bank balances 
which he has constantly at his immediate disposal by means of 
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checks or otherwise is just as correct as that of the legislator who 
endows these fiduciary media with the legal power of settling all 
obligations contracted in terms of money-in doing which he only 
confirms a usage that has been established by commerce. 

In all of this there is nothing special or peculiar to money The 
objective exchange value of an indubitably secure and mature claim, 
which embodies a right to receive a definite individual thing or a 
definite quantity of fungible things, does not differ in the least from 
the objective exchange value of the thing or quantity of things to 
which the claim refers. What is significant for us lies in the fact that 
such claims to money, if there is no doubt whatever concerning 
either their security or their liquidity, are, simply on account of their 
equality in objective exchange value to the sums of money to which 
they refer, commercially competent to take the place of money en- 
tirely Anyone who wishes to acquire bread can achieve his aim by 
obtaining in the first place a mature and secure claim to bread. If he 
only wishes to acquire the bread in order to give it up again in 
exchange for something else, he can give this claim up instead and 
is not obliged to liquidate it. But if he wishes to consume the bread, 
then he has no alternative but'to procure it by liquidation of the 
claim. With the exception of money, all the economic goods that 
enter into the process of exchange necessarily reach an individual 
who wishes to consume them; d l  claims which embody a right to 
the receipt of such goods will therefore sooner or later have to be 
realized. A person who takes upon himself the obligation to deliver 
on demand a particular individual good, or a particular quantity of 
fungible goods (with the exception of money), must reckon with 
the fact that he will be held to its fulfillment, and probably in a very 
short time. Therefore he dare not promise more than he can be 
constantly ready to perform. A person who has a thousand loaves 
of bread at his immediate disposal will not dare to issue more than 
a thousand tickets each of which gives its holder the right to demand 
at any time the delivery of a loaf of bread. It is otherwise with money. 
Since nobody wants money except in order to get rid of it again, 
since it never finds a consumer except on ceasing to be a common 
medium of exchange, it is quite possible for claims to be employed 
in its stead, embodying a right to the receipt on demand of a certain 
sum of money and unimpugnable both as to their convertibility in 
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general and as to whether they really would be converted on the 
demand of the holder; and it is quite possible for these claims to 
pass from hand to hand without any attempt being made to enforce 
the right that they embody. The obligee can expect that these claims 
will remain in circulation for so long as their holders do not lose 
confidence in their prompt convertibility or transfer them to persons 
who have not this confidence. He is therefore in a position to un- 
dertake greater obligations than he would ever be able to fulfill; it 
is enough if he takes sufficient precautions to ensure his ability to 
satisfy promptly that proportion of the claims that is actually en- 
forced against him. 

The fact that is peculiar to money alone is not that mature and 
secure claims to money are as highly valued in commerce as the 
sums of money to which they refer, but rather that such claims are 
complete substitutes for money, and, as such, are able to fulfill all 
the functions of money in those markets in which their essential 
characteristics of maturity and security are recognized. It is this 
circumstance that makes it possible to issue more of this sort of 
substitute than the issuer is always in a position to convert. And so 
the fiduciary medium comes into being in addition to the money 
certificate. 

Fiduciary media increase the supply of money in the broader 
sense of the word; they are consequently able to influence the ob- 
jective exchange value of money. To the investigation of this influ- 
ence the following chapters are devoted. 

Deposits as the Origin of Circulation Credit 

Fiduciary media have grown up on the soil of the deposit system; 
deposits have been the basis upon which notes have been issued 
and accounts opened that could be drawn upon by checks. Inde- 
pendently of this, coins, at first the smaller and then the medium- 
sized, have developed into fiduciary media. It is usual to reckon the 
acceptance of a deposit which can be drawn upon at any time by 
means of notes or checks as a type of credit transaction and juris- 
tically this view is, of course, justified; but economically, the case 
is not one of a credit transaction. If credit in the economic sense 
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means the exchange of a present good or a present service against 
a future good or a future service, then it is hardly possible to include 
the transactions in question under the conception of credit. A de- 
positor of a sum of money who acquires in exchange for it a claim 
convertible into money at any time which will perform exactly the 
same service for him as the sum it refers to, has exchanged no 
present good for a future good. The claim that he has acquired by 
his deposit is also a present good for him. The depositing of the 
money in no way means that he has renounced immediate disposal 
over the utility that it commands. 

Therefore the claim obtained in exchange for the sum of money 
is equally valuable to him whether he converts it sooner or later, or 
even not at all; and because of this it is possible for him, without 
damaging his economic interests, to acquire such claims in return 
for the surrender of money without demanding compensation for 
any difference in value arising from the difference in time between 
payment and repayment, such, of course, as does not in fact exist. 
That this could be so repeatedly overlooked is to be ascribed to the 
long accepted and widely accepted view that the essence of credit 
consists in the confidence which the lender reposes in the borrower. 
The fact that anybody hands money over to a bank in exchange for 
a claim to repayment on demand certainly shows that he has con- 
fidence in the bank's constant readiness to pay. But this is not a 
credit transaction, because the essential element, the exchange of 
present goods for future goods, is absent. But another circumstance 
that has helped to bring about the mistaken opinion referred to is 
the fact that the business performed by banks in exchanging money 
for claims to money payable on demand which can be transferred 
in the place of money, is very closely and intimately connected with 
that particular branch of their credit business that has most influ- 
enced the volume of money and entirely transformed the whole 
monetary system of the present day, namely, the provision of cir- 
culation credit. It is with this sort of banking business alone, the 
issue of notes and the opening of accounts that are not covered by 
money, that we are concerned. For this sort of business alone is of 
significance in connection with the function and value of money; 
the volume of money is affected by no other credit transactions than 
these. 

While all other credit transactions may occur singly and be per- 
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formed on both sides by persons who do not regularly occupy them- 
selves with such tra-nsactions, the provision of credit through the 
issue of fiduciary media is only possible on the part of an under- 
taking which conducts credit transactions as a mdtter of regular 
business. Deposits must be accepted and loans granted on a fairly 
considerable scale before the necessary conditions for the issue of 
fiduciary media are fulfilled. Notes cannot circulate unless the per- 
son who issues them is known and trustworthy. Moreover, payment 
by transfer from one account to another presupposes either a large 
circle of customers of the same bank or such a union of several 
banking undertakings that the total number of participants in the 
system is large. Fiduciary media can therefore be created only by 
banks and bankers; but this is not the only business that can be 
carried on by banks and bankers. 

One branch of banking business deserves particular mention be- 
cause, although closely related to that circle of banking activities 
with which we have to deal, it is quite without influence on the 
volume of money. This is that deposit business which does not serve 
the bank as a basis for the issue of fiduciary media. The activity 
carried on here by the bank is merely that of an intermediary, con- 
cerning which the English definition of a banker as a man who lends 
other people's money is perfectly apt. The sums of money handed 
over to the bank by its customers in this branch of business are not 
a part of their reserves, but investments of money which are not 
necessary for day-to-day transactions. As a rule the two groups of 
deposits are distinguished even by the form they have in banking 
technique. The current accounts can be withdrawn on demand, that 
is to say, without previous notice. Often no interest at all is paid 
upon them, but when interest is paid, it is lower than that on the 
investment deposits. On the other hand, the investment deposits 
always bear interest and are usually repayable only on notice being 
given in advance. In the course of time, the differences in banking 
technique between the two kinds of deposit have been largely ob- 
literated. The development of the savings-deposit system has made 
it possible for the banks to undertake the obligation to pay out small 
amounts of savings deposits at any time without notice. The larger 
the sums which are brought to the banks in the investment-deposit 
business, the greater, according to the law of large numbers, is the 
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probability that the sums paid in on any particular day will balance 
those whose repayment is demanded, and the smaller is the reserve 
which will guarantee the bank the possibility of not having to break 
any of its promises. Such a reserve is all the easier to maintain 
inasmuch as it is combined with the reserve of the current-account 
business. Small business people or not very well-to-do private in- 
dividuals, whose monetary affairs are too insignificant to be trans- 
ferred as a whole to a bank, now make use of this development by 
trusting part of their reserve to the banks in the form of savings 
deposits. On the other hand, the circumstance that competition 
among banks has gradually raised the rate of interest on current 
accounts causes sums of money that are not needed for current- 
account purposes, and therefore might be invested, to be left on 
current account as a temporary investment. Nevertheless, these 
practices do not alter the principle of the matter; it is not the formal 
technical aspect of a transaction but its economic character that de- 
termines its significance for us. 

From the point of view of the banks there does exist a connection 
between the two kinds of deposit business inasmuch as the possi- 
bility of uniting the two reserves permits of their being maintained 
at a lower level than their sum would have to be if they were com- 
pletely independent. This is extremely important from the point of 
view of banking technique, and explains to some degree the ad- 
vantage of the deposit banks, which carry on both branches of busi- 
ness, over the savings banks, which only accept savings deposits 
(the savings banks being consequently driven to take up current- 
account business also). For the organization of the banking system 
this circumstance is of importance; for the theoretical investigation 
of its problems it is negligible. 

The essential thing about that branch of banking business which 
alone needs to be taken into consideration in connection with the 
volume of money is this: the banks that undertake current-account 
business For their customers are, for the reasons referred to above, 
in a position to lend out part of the deposited sums of money. It is 
a matter of indifference how they do this, whether they actually 
lend out a portion of the deposited money or issue notes to those 
who want credit or open a current account for them. The only cir- 
cumstance that is of importance here is that the loans are granted 
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out of a fund that did not exist before the loans were granted. In all other 
circumstances, whenever loans are granted they are granted out of 
existing and available funds of wealth. A bank which neither pos- 
sesses the right of note issue nor carries on current-account business 
for its customers can never lend out more money than the sum of 
its own resources and the resources that other persons have en- 
trusted to it. It is otherwise with those banks that issue notes or 
open current accounts. They have a fund from which to grant loans, 
over and above their own resources and those resources of other 
people that are at their disposal. 

The Granting of Circulation Credit 

According to the prevailing opinion, a bank which grants a loan 
in its own notes plays the part of a credit negotiator between the 
borrowers and those in whose hands the notes happen to be at any 
time. Thus in the last,resort bank credit is not granted by the banks 
but by the holders of the notes. The intervention of the banks is 
said to have the single object of permitting the substitution of its 
well-known and indubitable credit for that of an unknown and per- 
haps less trustworthy debtor and so of making it easier for a bor- 
rower to get a loan taken up by "the public." It is asserted, for 
example, that if bills are discounted by the bank and the discounted 
equivalent paid out in notes, these notes only circulate in place of 
the bills, which would otherwise be passed directly from hand to 
hand in lieu of cash. It is thought that this can also be proved his- 
torically by reference to the fact that before the development of the 
bank-of-issue system, especially in England, bills circulated to a 
greater extent than afterward; that in Lancashire, for example, until 
the opening of a branch of the Bank of England in Manchester, nine- 
tenths of the total payments were made in bills and only one-tenth 
in money or bank note^.^ Now this view by no means describes the 
essence of the matter. A person who accepts and holds notes, grants 
no credit; he exchanges no present good for a future good. The 

See Fullarton, O n  the Regulation of Currencies, 2d ed. (London, 1845)~ p. 39; Mill, 
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immediately convertible note of a solvent bank is employable every- 
where as a fiduciary medium instead of money in commercial trans- 
actions, and nobody draws a distinction between the money and 
the notes which he holds as cash. The note is a present good just 
as much as the money. 

Notes might be issued by banks in either of two ways. One way 
is to exchange them for money. According to accounting principles, 
the bank here enters into a debit transaction and a credit transaction; 
but the transaction is actually a matter of indifference, since the new 
liability is balanced by an exactly corresponding asset. The bank 
cannot make a profit out of such a transaction. In fact such a trans- 
action involves it in a loss, since it brings in nothing to balance the 
expense of manufacturing the notes and storing the stocks of 
money. The issue of fully backed notes can therefore only be carried 
on in conjunction with the issue of fiduciary media. This is the 
second possible way of issuing notes, to issue them as loans to 
persons in search of credit. According to the books, this, like the 
other, is a case of a credit and a debit transaction only. It is true that 
this is not shown by the bank's balance sheet. On the credit side of 
the balance sheet are entered the loans granted and the state of the 
till, and on the debit side, the notes. We approach a better under- 
standing of the true nature of the whole process if we go instead to 
the profit-and-loss account. In this account there is recorded a profit 
whose origin is suggestive-"profit on loans." When the bank lends 
other people's money as well as its own resources, part of this profit 
arises from the difference between the rates of interest that it pays 
its depositors and the rates that it charges its borrowers. The other 
part arises from the granting of circulation credit. It is the bank that 
makes this profit, not the holders of the notes. It is possible that the 
bank may retain the whole of it; but sometimes it shares it, either 
with the holders of the notes or, more probably, with the depositors. 
But in either case there is a profik6 

Let us imagine a country whose monetary circulation consists in 
loo million ducats. In this country a bank-of-issue is established. 
For the sake of simplicity, let us assume that the bank's own capital 

See Jaffe, op. cit., p. 153. 
This is the "surplus profit" (Ubergewinn) of the business of banking, referred to by 

Hermann (op. cit., pp. 500 f . ) .  
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is invested as a reserve outside the banking business, and that it 
has to pay the annual interest on this capital to the state in return 
for the concession of the right of note issue-an assumption that 
does correspond closely with the actual situation of some banks-of- 
issue. Now let the bank have fifty million ducats paid into it and 
issue fifty million ducats' worth of one-ducat notes against this sum. 
But we must suppose that the bank does not allow the whole sum 
of fifty million ducats to remain in its vaults; it lends out forty million 
on interest to foreign businessmen. The interest on these loans con- 
situtes its gross profit which is reduced only by the cost of manu- 
facture of the notes, by administrative expenses, and the like. Is it 
possible in this case to say that the holders of the notes have granted 
credit to the foreign debtors of the bank, or to the bank itself? 

Let us alter our example in a nonessential point. Let the bank 
lend the forty million not to foreigners but to persons within the 
country. One of these, A, is indebted to B for a certain sum, say the 
cost of goods which he has bought from him. A has no money at 
his disposal, but is ready to cede to B a claim maturing in three 
months, which he himself holds against P. Can B agree to this? 
Obviously only if he himself does not need for the next three months 
the sum of money which he could demand immediately, or if he has 
a prospect of finding somebody who can do without a correspond- 
ing sum of money for three months and is therefore ready to take 
over the claim against P. Or the situation might arise in which B 
wished to buy goods immediately from C, who was willing to per- 
mit postponement of payment for three months. In such a case, if 
C was really in agreement with the postponement, this could only 
be for one of the three reasons that might also cause B to be content 
with payment after the lapse of three months instead of immediate 
payment. All these, in fact, are cases of genuine credit transactions, 
of the exchange of present goods for future goods. Now the number 
and extent of these transactions is dependent on the quantity of 
present goods available; the total of the possible loans is limited by 
the total quantity of money and other goods available for this pur- 
pose. Loans can be granted only by those who have disposal over 
money or other economic goods which they can do without for a 
period. Now when the bank enters the arena by offering forty mil- 
lion ducats on the loan market, the fund available for lending pur- 
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poses is increased by exactly this sum; what immediate influence 
this must have on the rate of interest, should not need further ex- 
planation. Is it then correct to say that when the bank discounts 
bills it does nothing but substitute a convenient note currency for 
an inconvenient bill currency?' Is the banknote really nothing but 
a handier sort of bill of exchange? By no means. The note that 
embodies the promise of a solvent bank to pay a sum to the bearer 
on demand at any time, that is, immediately if desired, differs in an 
important point from the bill that contains the promise to pay a sum 
of money after the passage of a period of time. The sight bill, which 
(as is well known) plays no part in the credit system, is comparable 
with the note; but not the time bill, which is the form regularly 
assumed by the bills that are usual in credit transactions. A person 
who pays the price of a purchased commodity in money, in notes, 
or by the transfer of any other claim payable on demand, has carried 
through a cash transaction; a person who pays the purchase price 
by the acceptance of a three-month bill has carried through a credit 
transaction. 

Let us introduce a further unessential variation into our example, 
which will perhaps help to make the matter clearer. Let us assume 
that the bank has first issued notes to the value of fifty million ducats 
and received for them fifty million ducats in money; and now let us 
suppose it to place a further forty million ducats in its own notes on 
the loan market. This case is in every way identical with the two 
considered above. 

The activity of note issue cannot in any way be described as in- 
creasing the demand for credit in the same sense as, say, an increase 
in the number of bills current. Quite the contrary. The bank-of-issue 
does not demand credit; it grants it. When an additional quantity 
of bills comes on to the market, this increases the demand for credit, 
and therefore raises the rate of interest. The placing of an additional 
quantity of notes on the loan market at first has the opposite effect; 
it constitutes an increase in the supply of credit and has therefore 
an immediate tendency to diminish the rate of in te re~t .~  

AS, for example, even Wicksell does (Geldzins und Guterpreise [Jena, 18981, p. 57). 
See Torrens, The Principles and Practical Operation of Sir Robert Peel's Act of 1844 

Explained and Defended, 2d ed. (London, 1857), p p  16 ff. 
Ibid., p. 18. 
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It is one of the most remarkable phenomena in the history of 
political economy that this fundamental distinction between notes 
and bills could have passed unnoticed. It raises an important prob- 
lem for investigators into the history of economic theory. And in 
solving this problem it will be their principal task to show how the 
beginnings of a recognition of the true state of affairs that are to be 
found even in the writings of the Classical School and were further 
developed by the Currency School, were destroyed instead of being 
continued by the work of those who came after. lo 

Fiduciary Media and the Nature of lndirect Exchange 

It should be sufficiently clear from what has been said that the 
traditional way of looking at the matter is but little in harmony with 
the peculiarities of fiduciary media. To regard notes and current 
accounts, whether they are covered by money or not, as constituting 
the same phenomenon, is to bar the way to an adequate conception 
of the nature of these peculiarities. To regard noteholders or owners 
of current accounts as granters of credit is to fail to recognize the 
meaning of a credit transaction. To treat both notes and bills of 
exchange in general (that is, not merely sight bills) as "credit in- 
struments" alike is to renounce all hope of getting to the heart of 
the matter. 

On the other hand, it is a complete mistake to assert that the 
nature of an act of exchange is altered by the employment of fidu- 
ciary media. Not only those exchanges that are carried through by 
the cession of notes or current-account balances covered by money, 
but also those exchanges that are carried through by the employ- 
ment of fiduciary media, are indirect exchanges involving the use 
of money. Although from the juristic point of view it may be sig- 
nificant whether a liability incurred in an act of exchange is dis- 

lo Since the appearance of the first edition of the present work numerous books have 
been published that still do not recognize the problem of circulation credit. Among 
the works that have grasped the nature of this problem the following should be 
mentioned: Schumpeter, Tkeorie der wirtsckaftlicken Entwicklung (Leipzig, 1912), pp. 
219 ff .; Schlesinger, Tkeorie der Geld- und Kreditwirtsckaft (Munich and Leipzig, 1914)~ 
pp. 133 f f . ;  Hahn, Volkswirtsckaftlicke Tkeorie des Bankkredits (Tiibingen, 1920), 
PP. 52 ff. 
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charged by physical transference of pieces of money or by cession 
of a claim to the immediate delivery of pieces of money that is, by 
cession of a money substitute, this has no bearing upon the eco- 
nomic nature of the act of exchange. It would be incorrect to assert, 
for instance, that when payment is made by check, commodities 
are really exchanged against commodities, only without any of the 
crude clumsiness of primitive barter. l1 Here, just as in every other 
indirect exchange made possible by money and in contrast to direct 
exchange, money plays the part of an intermediary between com- 
modity and commodity. But money is an economic good with its 
own fluctuations in value. A person who acquires money or money 
substitutes will be affected by all the variations in their objective 
exchange value. This is just as true of payment by notes or checks 
as of the physical transference of pieces of money. But this is the 
only point that matters, and not the accidental circumstance 
whether money physically "enters into" the transaction as a whole. 
Anybody who sells commodities and is paid by means of a check 
and then immediately uses either the check itself or the balance that 
it puts at his disposal to pay for commodities that he has purchased 
in another transaction, has by no means exchanged commodities 
directly for commodities. He has undertaken two independent acts 
of exchange, which are connected no more intimately than any other 
two purchases. 

It is possible that the terminology proposed is not the most suit- 
able that could be found. This must be freely admitted. But it may 
at least be claimed for it that it opens the way to a better compre- 
hension of the nature of the phenomena under discussion than 
those that have been previously employed. For if it is not quite true 
to say that inexact and superficial terminology has been chiefly re- 
sponsible for the frequently unsatisfactory nature of the results of 
investigations into the theory of banking, still a good deal of the ill 
success of such investigations is to be laid to that account. 

That economic theory puts questions of law and banking tech- 
nique in the background and draws its boundaries differently from 

" Thus Lexis, Allegemeine Volkswirtschaftslehre (Berlin, 1910) (Hinnenberg, Die Kultur 
der Gegenwart, section 11, vol. lo, Part I), p. 1.22; Lexis, Geld und Preise (Riesser- 
Festgabe, Berlin, 1913)~ p p  83 f. Similarly, with regard to the clearinghouse 
business, Schumacher, Weltwirtschaftliche Studien (Leipzig, 1911), pp. 53 f. and the 
writings there referred to. 
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those drawn by jurisprudence or business administration is or 
should be self-evident. Reference to discrepancies between the 
above theory and the legal or technical nature of particular proce- 
dures is therefore no more relevant as an argument against the the- 
ory than economic considerations would be in the settlement of 
controversial juristic questions. 



CHAPTER 16 

The Evolution of Fiduciary Media 

The Two Ways of lssuing Fiduciary Media 

T hus fiduciary media are claiins to the payment of a given sum 
on demand, which are not covered by a fund of money, and 

whose legal and technical characteristics make them suitable for 
tender and acceptance instead of money in fulfillment of obligations 
that are in terms of money. As has already been suggested, it is not 
the dead letter of the law so much as actual business practice that 
counts, so that some things function as fiduciary media, although 
they cannot be regarded as promises to pay money from the juristic 
point of view, because they nevertheless are in fact honored as such 
by somebody or other. We were able to show that, so far as they are 
not money certificates, even modern token coins and such kinds of 
money as the German thaler during the period from the establish- 
ment of the gold standard until its abolition, constitute fiduciary 
media and not money. 

Fiduciary media may be issued in two ways: by banks, and oth- 
erwise. Bank fiduciary media are characterized by being dealt with 
as constituting a debt of the issuing body. They are entered as lia- 
bilities, and the issuing body does not regard the sum issued as an 
increase of its income or capital, but as an increase on the debit side 

George Reisman
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of its account, which must be balanced by a corresponding increase 
on the credit side if the whole transaction is not to figure as a loss. 
This way of dealing with fiduciary media makes it necessary for the 
issuing body to regard them as part of its trading capital and never 
to spend them on consumption but always to invest them in busi- 
ness. These investments need not always be loans; the issuer may 
himself carry on a productive enterprise with the working capital 
that is put into his hands by the issue of fiduciary media. It is known 
that some deposit banks sometimes open deposit accounts without 
a money cover not only for the purpose of granting loans, but also 
for the purpose of directly procuring resources for production on 
their own behalf. More than one of the modern credit and com- 
mercial banks has invested a part of its capital in this manner, and 
the question of the right attitude in this case of the holders of the 
money substitutes, and of the state legislature that feels itself called 
upon to protect them, remains an open one. In earlier times there 
was a similar problem concerning banks issuing notes1 until bank- 
ing practice or the law prescribed short-term loans as "covet" 

The issuer of fiduciary media may, however, regard the value of 
the fiduciary media put into circulation as an addition to his income 
or capital. If he does this, he will not take the trouble to cover the 
increase in his obligations due to the issue by setting aside a special 
credit fund out of his capital. He will pocket the profits of the issue, 
which in the case of token coinage is called seigniorage, as com- 
posedly as any other sort of income. 

The only difference between the two ways of putting fiduciary 
media into circulation lies in the attitude of the issuer. Naturally, 
this cannot have any significance for the determination of the value 
of the fiduciary media. The difference between the methods of issue 
is a result of historical factors. Fiduciary media have sprung from 
two different roots: from the activities of the deposit and giro banks 
on the one hand, and from the state prerogative of minting on the 
other hand. The former is the source of notes and current accounts; 
the latter, that of convertible Treasury notes, token coins, and that 
current money of which the coinage is restricted, but which can be 
regarded neither as credit money nor as fiat money because it is 

See Lotz, Geschichte und Kritik des deutschen Bankgesetzes vom I 4 .  Marz 1875 (Leipzig, 
1888), pp. 72 f .  
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actually convertible into money on demand to its full amount. Today 
the difference between the two methods of issuing is gradually dis- 
appearing, all the more as the state endeavors to act in the same 
way as the banks in issuing fiduciary media. Some states are already 
in the habit of devoting the profits of their coinage to special pur- 
poses and of refusing to treat them in any way as an increase of 
wealth. 

Of the two types of money substitutes issued by the banks, the 
current account is the older. The banknote, in fact, is only a devel- 
opment of it. It is true that the two are different in the eyes of the 
law and the banker, but they do not differ at all in the eyes of the 
economist. The only distinctions between them are in those legal 
or banking or commercial peculiarities of the banknote which give 
it a special capacity of circulation. It is easily transferable and very 
like money in the way in which it is transferred. Banknotes were 
therefore able to outstrip the older money substitute, the current 
account, and penetrate into commerce with extraordinary rapidity. 
For medium and small payments they offer such great advantages 
that the current account was hardly able to maintain its ground 
beside them. It was not until the second half of the nineteenth 
century that the current account once more became important along 
with the banknote. In large transactions, check and clearing pay- 
ments are often superior to notes. But the chief reason why the 
current account was able in part to expel the banknote must by no 
means be sought in any inherent requirements of business. The 
current account is not, as it is sometimes the fashion to assert with- 
out any reason or proof, a "higher" form of money substitute than 
the banknote. The banknote has been supplanted by the current 
account in many countries because its development was artificially 
hindered and that of the current account artificially encouraged, the 
reason for this being that acceptance of the doctrines of the Currency 
principle led people to see danger for the stability of the exchange 
ratio between money and other economic goods only in the over- 
issue of notes, and not in the excessive increase of bank deposits. 

See for example on the Swiss currency reserve fund established by article 8 of the 
Currency Act of January 31,1860, Altherr, Eine Betrachtung iiber neue Wege der schweiz- 
en'schen Miinzpolitik (Bern, 1908), pp. 61 ff. 
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For the study of the credit system from the economic point of 
view, the contrast between notes and deposits is of minor impor- 
tance. There are payments for which one or other form is the more 
suitable, and payments for which both forms are suitable. If their 
development had been allowed to take its own course, this fact 
would undoubtedly have been more evident than it is today, when 
the attempt is sometimes made to bring about the employment of 
one or other kind of fiduciary medium by artificial means in circum- 
stances where it appears the less appropriate technically. 

Fiduciary Media and the Clearing System 

That want of clarity concerning the nature of fiduciary media 
which constitutes the chief characteristic of the writings of the bank- 
ing theorists and their epigoni, the modern writers on problems of 
banking theory, leads to a perpetual confusion between money sub- 
stitutes and a series .of institutions which reduce the demand for 
money in the narrower sense, and also to relative neglect of the 
differences that exist between money certificates and fiduciary me- 
dia within the group of money substitutes proper. 

The economic effect of an exchange that is carried out with the 
help of a certain quantity of a fungible good, can sometimes, if 
several persons have to transact business at the same time, be at- 
tained more indirectly in ways which, while they are formally of a 
more complicated legal structure, nevertheless fundamentally sim- 
plify the technical transaction and make it possible to dispense in 
particular instances with the physical presence of pieces of the me- 
dium of exchange. If A has to deliver a piece of cloth to B and receive 
a sheep from him for it, and if A at the same time has to give a sheep 
to C and receive from him a horse, these two exchanges can also be 
transacted if B gives a sheep to C on behalf and on account of A, so 
freeing himself from the obligation that he is under to give A a sheep 
in return for the cloth and A from the obligation that he is under to 
give C a sheep in return for the horse. Whereas the direct transaction 
of these two exchanges would have necessitated four transfers, this 
procedure necessitates only three. 

George Reisman
between

George Reisman
between
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The possibility of facilitating exchanges in this way is extraordi- 
narily increased by extension of the custom of using certain goods 
as common media of exchange. For the number of cases in which 
anybody simultaneously owes and has a claim to a certain fungible 
good will increase with the number of cases in which one and the 
same fungible good-the common medium of exchange-is the ob- 
ject of exchange in individual transactions. Full development of the 
use of money leads at first to a splitting up into two acts of indirect 
exchange even of such transactions as could in any case have been 
carried through by direct exchange. The butcher and the baker, who 
could also exchange their products directly, often prefer to have 
their mutual relations take the form of an exchange carried through 
with the help of money which their other transactions assume also. 
The butcher sells meat to the baker for money and the baker sells 
bread to the butcher for money. This gives rise to reciprocal money 
claims and money obligations. But it is clear that a settlement can 
be arrived at here, not only by each party actually handing money 
over to the other, but also by means of offsetting, in which merely 
the balance remaining over is settled by payment of money, To com- 
plete the transaction in this way by full or partial cancellation of 
counterclaims offers important advantages in comparison with di- 
rect exchange: all the freedom connected with the use of money is 
combined with the technical simplicity that characterizes direct ex- 
change transactions. 

This method of carrying through indirect exchanges by cancel- 
lation of counterclaims is very greatly stimulated at the time when 
the cases where its employment is possible are increased by the fact 
that credit transactions, or the exchange of present goods for future 
goods, are becoming customary, When all exchanges have to be set- 
tled in ready cash, then the possibility of performing them by means 
of cancellation is limited to the case exemplified by the butcher and 
baker and only then on the assumption, which of course only oc- 
casionally holds good, that the demands of both parties are simul- 
taneous. At the most, it is possible to imagine that several other 
persons might join in and so a small circle be built up within which 
drafts could be used for the settlement of transactions without the 
actual use of money. But even in this case simultaneity would still 

George Reisman
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be necessary, and, several persons being involved, would be still 
seldomer achieved. 

These difficulties could not be overcome until credit set business 
free from dependence on the simultaneous occurrence of demand 
and supply. This, in fact, is where the importance of credit for the 
monetary system lies. But this could not have its full effect so long 
as all exchange was still direct exchange, so long even as money 
had not established itself as a common medium of exchange. The - 
instrumentality of credit permits transactions between two persons 
to be treated as simultaneous for purposes of settlement even if they 
actually take place at different times. If the baker sells bread to the 
cobbler daily throughout the year and buys from him a pair of shoes 
on one occasion only, say at the end of the year, then the payment 
on the part of the baker, and naturally on that of the cobbler also, 
would have to be made in cash, if credit did not provide a means 
first for delaying the one party's liability and then for settling it by 
cancellation instead of by cash payment. 

Exchanges made with the help of money can also be settled in part 
by offsetting if claims are transferred within a group until claims and 
counterclaims come into being between the same persons, these 
being then canceled against each other, or until the claims are ac- 
quired by the debtors themselves and so extinguished. In interlocal 
and international dealing in bills, which has been developed in re- 
cent years by the addition of the use of checks and in other ways 
which have not fundamentally changed its nature, the same sort of 
thing is carried out on an enormous scale. And here again credit in- 
creases in a quite extraordinary fashion the number of cases in which 
such offsetting is fea~ible .~ In all these cases we have an exchange 
made with the help of money which is nevertheless transacted with- 
out the actual use of money or money substitutes simply by means 
of a process of offsetting between the parties. Money in these cases 
is still a medium of exchange, but its employment in this capacity is 
independent of its physical existence. Use is made of money, but not 
physical use of actually existing money or money substitutes. Money 
which is not present performs an economic function; it has its effect 
solely by reason of the possibility of its being able to be present. 

See Knies, Geld und Kredit, (Berlin, 1876), vol. 2, Part I, pp. 268 ff. 
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The reduction of the demand for money in the broader sense 
which is brought about by the use of offsetting processes for settling 
exchanges made with the help of money, without affecting the func- 
tion performed by money as a medium of exchange, is based upon 
the reciprocal cancellation of claims to money. The use of money is 
avoided because claims to money are transferred instead of actual 
money. This process is continued until claim and debt come to- 
gether, until creditor and debtor are united in the same person. 
Then the claim to money is extinguished, since nobody can be his 
own creditor or his own d e b t ~ r . ~  The same result may be reached 
at an earlier stage by reciprocal cancellation, that is by the liquidation 
of counterclaims by a process of offsetting5 In either case the claim 
to money ceases to exist, and then, and not until then, is the act of 
exchange which gave birth to the claim finally completed. 

Any transfer of a claim which does not bring it nearer to being 
extinguished by cancellation or offsetting cannot decrease the de- 
mand for money. In fact, if the transfer of the claim is not instead 
of payment in money, then it is on the contrary the source of a fresh 
demand for money. Now cession of claims instead of payment in 
money has, apart from the use of money substitutes, never been of 
very great commercial importance. As far as claims that are already 
due are concerned, the holder will as a rule prefer to call in the 
outstanding sums of money, because he will invariably find it easier 
to buy (and carry through other transactions in the market) with 
money or money substitutes than with claims whose goodness has 
not been indisputably established. But if the holder does in excep- 
tional cases transfer such a claim by way of payment, then the new 
holder will be in the same position. A further hindrance to the 
transfer of claims to money that are not yet due instead of payment 
in money is the fact that such claims can be accepted only by such 
persons as are able to agree to postponement of payment; to rest 
content with a claim that is not yet due, when immediate payment 
could be enforced, is to grant credit. 

Commercial requirements had previously made use of the legal 

See 1. 21, sec. 1 D. de liberatione legata 34, 3. Terentius Clemens libro XI1 ad legem 
luliam et Papiam. 

See 1. I D. der compensationibus 16, 2. Modestinus libro sexto pandectamm. 
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institution of the bill in a way that caused it to circulate in a manner 
fairly similar to that of fiduciary media. Toward the end of the eight- 
eenth and at the beginning of the nineteenth century bills were 
current in the European commercial centers which were endorsed 
by the merchants in place of payment in money6 Since it was the 
general custom to make payments in this way, anybody could accept 
a bill that still had some time to run even when he wanted cash 
immediately; For it was possible to reckon with a Fair amount of 
certainty that those to whom payments had to be made would also 
accept a bill not yet mature in place of ready money. It is perhaps 
hardly necessary to add that in all such transactions the element of 
time was of course taken into consideration, and discount conse- 
quently allowed for. Now it is true that this might increase the tech- 
nical difficulties in handling the circulatory apparatus, which was 
already not an easy matter to deal with for other reasons, such, for 
example, as the different amounts of the bills. But, on the other 
hand, it offered a profit to any holder who did not pass the bill on 
immediately but kept it for a while, even if only for a very short 
while, in his portfolio. Used in this way, the bill was able to make 
up to a certain extent for the lack of fid;ciary media. Even though 
it might not be due for a long time ahead, the holder could regard 
it as liquid, because he could pass it on at any time. 

Despite this, bills of this sort were not fiduciary media in the 
sense in which notes or deposits are. They lack the characteristic 
features and properties which enabled the fiduciary medium, the 
indefinitely augmentable product of the arbitrary issuing activity of 
the banks, to become a complete substitute for money for business 
purposes. It is true that the cooperation of issuers and acceptors can 
give the circulation of bills the capacity of unlimited augmentation 
and unlimited lease of life through the agency of bill jobbing and 
regular prolongation, even if technical difficulties alone are suffi- 
cient to prevent the bills from ever being used in business to the 
same extent as money substitutes. But every increase in the amount 
of bills in circulation makes negotiation of individual bills more dif- 
ficult. It reduces the resources of the market. In fact, the holder of 
a bill, as distinct from the holder of a note or of a current account, 

See Thornton, An Enquiry into the Nature and Effects of the Paper Credit of Great Britain 
(London, 1802), pp. 39 ff.  
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is a creditor. A person who accepts a bill must examine the standing 
of the previous endorser, and also that of the issuer and the others 
who are liable for the bill, but in particular the primary acceptor. 
Whoever passes a bill on, in endorsing it undertakes responsibility 
for the payment of the amount of the bill. The endorsement of the 
bill is in fact not a final payment; it liberates the debtor to a limited 
degree only. If the bill is not paid then his liability is revived in a 
greater degree than before. But the peculiar rigor of the law relating 
to its enforcement and the responsibility of its signatories could not 
be eliminated, for it was these very characteristics alone that had 
made the bill a suitable instrument for the cession, in place of money 
payment, of unmatured claims for which the common-law provi- 
sions regarding indebtedness are little suited. To whatever extent 
the custom of issuing or endorsing bills in place of payment in 
money may have established itself, every single payment that was 
made in this way nevertheless retained the character of a credit 
transaction. It was necessary in each individual case for the parties 
to the transaction to begin by coming to a special agreement as to 
the present price to be paid for, the claim that would not fall due 
until some future time; if the amount of bills in circulation increased 
greatly, or if doubts happened to arise concerning the solidity of the 
position of any of the signatories, then it became more difficult to 
place the bill even on fairly tolerable terms. Issuer and acceptor had 
then in addition to make arrangements for covering the bill before 
it fell due, even if only by negotiating a prolongation bill. There is 
none of this in the case of fiduciary media, which pass like money 
from hand to hand without any sort of friction. 

The modern organization of the payment system makes use of 
institutions for systematically arranging the settlement of claims by 
offsetting processes. There were beginnings of this as early as the 
Middle Ages, but the enormous development of the clearinghouse 
belongs to the last century. In the clearinghouse, the claims contin- 
uously arising between members are subtracted from one another 
and only the balances remain for settlement by the transfer of 
money or fiduciary media. The clearing system is the most impor- 
tant institution for diminishing the demand for money in the 
broader sense. 

In the literature of the banking system it is not as a rule customary 
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to draw a sufficient distinction between the diminution of the de- 
mand for money in the broader sense which is due to the operations 
of the clearinghouses and the diminution of the demand for money 
in the narrower sense which is due to the extension of the use of 
fiduciary media. This is the cause of much obscurity. 

Fiduciary Media in Domestic Trade 

In the domestic trade of most civilized countries, the actual use 
of money for transacting exchanges made with the help of money 
has been very largely superseded by the use of money substitutes. 
And among the money substitutes, fiduciary media play a con- 
stantly increasing part. At the same time, the number of exchanges 
made with the help of money which are settled by the offsetting of 
counterclaims is growing also. There are countries in which nearly 
all the internal payments that are not settled by the clearing process 
are made without the use of money merely with the aid of banknotes 
and deposits that are not covered by money, of token coins in the 
proper sense of the word, and of other coins convertible on demand 
into money. In other countries, again, the fiduciary medium has not 
yet been developed to a like extent; but if we disregard those coun- 
tries in which the insecurity of the law hinders the birth of that 
confidence in the soundness of the issuer which is the sine qua non 
for the circulation of money substitutes, then we shall find no part 
of the world in which a large proportion of the internal payments 
are not made by means of the use of fiduciary media alone, without 
the actual transference of money. It is only in medium-sized trans- 
actions that there is still room for the transference of actual money. 
In Germany and England before the war it was usual to make pay- 
ments of twenty to one hundred marks and £1 and £5 by the trans- 
ference of gold coins. Smaller and larger payments were made 
almost exclusively by the cession of token coins or notes or deposits 
which were only partly covered by money. It was the same in other 
countries. 

The fact that money continued to be in actual circulation at all in 
a series of states, like Germany and England, and was not entirely 
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superseded by fiduciary media and money certificates, was due 
solely to legislative intervention. For reasons which were connected 
with certain views on the nature of notes, it was thought that the 
circulation of notes of small denominations ought to be ~ p p o s e d . ~  
The battle against the one-pound note in England ended with the 
complete victory of the sovereign, and this victory had a significance 
outside England, too, for the disfavor in which small banknotes 
were held for decades on the continent of Europe was based upon 
English opinion. It is certain that in those states which have a sound 
administration of justice and a developed banking system, the em- 
ployment of actual money in commerce could be replaced without 
difficulty by the issue of a corresponding quantity of small notes. 

In some countries in which the actual transfer of money has been 
completely superseded by fiduciary media and money certificates, 
this end has been systematically sought and attained in a peculiar 
fashion and under very peculiar conditions. The silver-standard 
countries-India, primarily, but the situation was similar in other 
Asiatic states-after the great controversy about the standards had 
been decided in favor of monometallism, were forced to accept the 
world gold standard. But there were extraordinary difficulties in the 
way of the transition to a monetary system in imitation of English 
or German institutions. To introduce gold money in the circulation 
of these countries would have necessitated the conveyance of enor- 
mous quantities of gold to them, which would not have been prac- 
ticable without serious convulsion of the European money market 
and would have meant great sacrifice. The governments of these 
countries, however, had to endeavor at all costs on the one hand 
not to raise the value of gold (so as not to disturb the European 
markets), and on the other hand not to reduce the value of silver 
any more than was necessary. The English government in India did 
not dare to undertake anything which might have had an unfavor- 
able influence on the London money market; but, having regard to 
India's Asiatic competitors, which presumably would remain on the 

See Baird, The One Pound Note, Its History, Place and Power in Scotland, and Its Adapt- 
ability for England, 2d ed. (Edinburgh, qol),  pp. q ff.; Graham, The One Pound Note 
in the History of Banking in Great Britain, 2d ed. (Edinburgh, 1911), pp. 195 ff.; Ni- 
cholson, A Treatise on Money and Essays on Present Monetary Problems (Edinburgh, 
1888), pp. 177 ff.; Jevons, Investigations in Currency and Finance (London, qog), pp. 
275 ff. 
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silver standard, neither did it dare to take any steps which would 
expedite the fall in the price of silver and consequently weaken for 
a time, even if only in appearance, the ability of India to compete 
with China, Japan, the Straits Settlements, and the other silver 
countries. It therefore had the task of conducting India's transition 
to the gold standard without buying gold in considerable quantities 
or selling silver. 

The problem was not insoluble. Within limits, the circumstances 
were similar to those of the bimetallic countries which had discon- 
tinued the free coinage of silver at the end of the seventies. And 
besides, careful scientific consideration of the problem showed that 
it was possible to create a gold standard without a gold currency; 
that it was enough to discontinue the free coinage of silver and to 
announce its convertibility into gold at a specific rate, making this 
effective by establishing a suitable conversion fund, in order to give 
the country a gold standard which would differ from that of England 
only in the lower level of the stock of gold. It was only necessary 
to go back to the writings of Ricardo in order to find the plan for 
such a currency system already worked out in detail. Lindsay8 and 
Probyng followed this path and, building upon Ricardo, worked out 
plans for this kind of currency regulation. Both wanted to close the 
mints to silver and to make the rupee convertible into gold at a fixed 
ratio. For the future, only the rupee was to be legal tender. The two 
proposals differed on some minor points, of which the most im- 
portant was that while Probyn held it necessary that the rupee 
should be convertible into gold in India itself, Lindsay was of the 
opinion that it would suffice if the conversion were to be in London 
from a gold reserve to be established there. Both proposals were 
rejected, by the Indian government and by the commissions ap- 
pointed to inquire into the Indian monetary system. The opinion 
was expressed that a normal gold standard necessitates an actual 

See Lindsay, A Gold Standard Without a Gold Coinage in England and India (Edinburgh, 
1879)~ p p  12 ff. I have not been able to obtain access to a second pamphlet by the 
same author which appeared anonymously in 1892 under the title Ricardo's Exchange 
Remedy. 

See Probyn, Indian Coinage and Currency (London, 1897), pp. 1 ff. 

George Reisman
the



The Evolution of Fiduciary Media 323 

gold currency, and that the lack of such a currency would awaken 
mistrust. lo 

The report of the commission of 1898 was signed by the most 
eminent experts of the day; its comments on the recommendations 
of Probyn a id  Lindsay were supported on the decisive point by the 
expert opinions of the biggest bankers in the British Empire. The 
course of events vindicated the theorists, however, not the states- 
men and great financiers who had regarded them with amused 
commiseration. What was ultimately done in India corresponded 
roughly and on the whole to the recommendations of Probyn and 
Lindsay, even if there were variations in detail. And the monetary 
systems of other countries that had previously been on a silver 
standard were organized in a precisely similar manner. The present 
currency system of India, of the Straits Settlements, of the Philip- 
pines, and of the other Asiatic countries which have followed their 
example, is superficially characterized by the fact that in domestic 
trade, payments in money, that is, in gold, do not occur at all or at 
least are far rarer than in the gold-standard countries of Europe and 
America, and even in these the actual circulation of gold is only 
quite small in proportion to the total of all the payments made with 
the help of money. Under the system in India, payments are made, 
along with notes, checks, and giro transfers, chiefly in silver coins, 
which are partly relics of the time of the silver standard, and partly 
minted by the government for the account of the state and to the 
benefit of the Treasury, which receives the considerable profits of 
the coinage. A conversion fund, which is set up and administered 
by the government, exchanges these silver coins at a fixed ratio for 
gold, gold securities, or other claims to money, payable on demand, 
while, on the other hand, it issues such silver coins in exchange for 
gold in unlimited quantities at the same rate, allowance being made 
for the expenses of storage, transportation, etc. The minor details 
of this arrangement differ in different countries; but the differences 

lo See Report of the Indian Currency Committee 1898 (in Stability of International Ex- 
change, Report on the Introduction of the Gold-Exchange Standard into China and Other 
Silver-using Countries submitted to the Secretary of State, October 1, 1903, by the 
Commission on International Exchange [Washington, D.C., 19031, Appendix G), pp. 
315 ff.; Heyn, Die indische Wahrungsreform, (Berlin, iqo3), pp. 54 ff.; Bothe, Die indische 
Wahrungsreform seit 1893 (Stuttgart, 1906), pp. 199 ff. 
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in its legal or banking technique are insignificant as far as its nature 
is concerned. It is, for example, of no further significance, whether 
or not the silver coins are converted on the basis of a legal obligation. 
All that matters is whether the conversion actually does take place 
on demand. " 

There exists no fundamental difference at all between the cur- 
rency system of these Asiatic and American countries and that that 
the European gold-standard countries once had. Under both sys- 
tems, payments are made without the actual transference of money 
by the aid of the surrender of fiduciary media. The fact that in 
England and Germany the actual transference of money also played 
a certain part for medium-sized payments, whereas in India and in 
the Philippines the number of actual transfers of money is scarcely 
worth mentioning, or that in the former countries the proportion 
of the circulation that was not covered by money was smaller than 
in the latter, is quite inessential; it is a difference that is merely 
quantitative, not qualitative. Of no great relevance is the circum- 
stance that the fiduciary media were in the one case predominantly 
banknotes and checks and are in the other case predominantly silver 
coins. The silver rupee is in truth nothing but a metallic note, for 
the conversion of which its issuer, the state, is responsible.12 

Following up a train of thought of Ricardo's, who was the first to 
develop the plan of this monetary system more than a hundred 
years ago,I3 it is customary to speak of it as the gold-exchange 
standard. The aptness of this designation can only be conceded if 
it is intended to stress the peculiarities in banking and currency 
technique that characterize the system. But it is a name that must 
be rejected if it is intended to indicate the existence of a fundamental 
difference from what used to be the English and German type of 
gold standard. It is not correct to assert that in these countries gold 
functions merely as a measure of prices while the silver coins are 

On the fate of the Indian currency in the period of inflation during the Great War, 
see Spalding, Eastern Exchange, Currency and Finance, 3d ed. (London, 1920), pp. 
31 ff. 
IZ See Conant, "The Gold Exchange Standard in the Light of Experience," The Eco- 
nomic Journal 19 (1909): 200. 
l3 In the pamphlet published in 1816, "Proposals for an Economical and Secure Cur- 
rency with Observations on the Profits of the Bank of England," in Works, ed. 
McCulloch, 2d ed. (London, 1854, pp. 404 ff. 

George Reisman



The Evolution of Fiduciary Media 325 

used as a common medium of exchange. We know what little jus- 
tification there is for speaking of a price-measuring function of 
money. In Ricardo's sense, it was possible to speak of measurement 
and measures of value; from the point of view of the subjective 
theory of value these and similar concepts are untenable. In India 
and Austria-Hungary and in all other countries with similar cur- 
rency and banking systems, gold is or was just as much a common 
medium of exchange as in prewar England or Germany; the differ- 
ence between the two systems is only one of degree, not one of 
kind. 

Fiduciary Media in International Trade 

The practice of making payments by the writing off or reciprocal 
balancing of claims is not restricted by the boundaries of states or 
countries. It was in fact in trade between different areas that the 
need for it was earliest and most strongly felt. The transportation 
of money always involves not inconsiderable cost, loss of interest, 
and risk. If the claims arising out of various transactions are liqui- 
dated not by the actual transference of money, but by balancing or 
offsetting, then all these expenses and dangers can be avoided. This 
provided an extraordinarily effective motive for developing those 
methods of making payments over long distances which saved the 
transference of sums of money. Quite early we find the use of bills 
established for interlocal payments; then in addition we later find 
checks, and ordinary and cable transfers, all forming the basis of an 
interlocal clearing system which worked through the ordinary free 
play of the market without the help of a special clearinghouse. 
When making payments within a given locality the advantages for 
the individual of the method of settling transactions by the clearing 
process and therefore without the use of cash are smaller than those 
when making payments between localities, and therefore it was a 
longer time before the system of reciprocal cancellation came into 
full operation with the establishment of clearinghouses. 

If the clearing system has without difficulty transcursed political 
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boundaries and created for itself a world-embracing organization 
in the international bill and check system, the validity of the fidu- 
ciary media, like that of all money substitutes, is nationally limited. 
There are no money substitutes, and so no fiduciary media, that are 
recognized internationally and consequently able to take the place 
of money in international trade for settling the balances that remain 
over after the clearing process. That is often overlooked in discus- 
sions of the present position of the international system of payments 
and the possibilities of its future development. Here again, in fact, 
the confusion creeps in, that has already been criticized adversely, 
between the system of reciprocal cancellation and the circulation of 
fiduciary media. This is most clear in the usual arguments about 
international giro transactions. In domestic giro transactions, pay- 
ments are effected by the transfer of money substitutes, which are 
often fiduciary media, namely, the balances of the members at the 
giro bank. In international transactions, the money substitute is 
lacking, and even the international clearing system that is recom- 
mended in various quarters is not intended to introduce one. Rather 
it should be pointed out that this so-called international giro sys- 
tem-which incidentally was done away with again by the inflation 
during the war-while it may have changed the external form of 
the traditional manner of settling international monetary claims, 
has not changed in nature. When banks of various countries agree 
to give their clients the right to undertake direct transference from 
their balances to the balances of the clients of foreign banks, this 
may quite well constitute a new and additional method of inter- 
national settlement of accounts. A Viennese desirous of paying a 
sum of money to somebody in Berlin was previously able either to 
use an international money order or to go to the exchange and buy 
a bill on Berlin and send it to his creditor. As a rule he would have 
made use of the intermediate services of a bank, which for its part 
would perform the transaction through the purchase of a foreign 
bill or a check. Later, if he was a member of the check system of the 
Austrian Post Office Savings Bank and his creditor belonged to that 
of the German post office, he would have been able to make the 
transfer more simply by sending the appropriate order on the Vi- 
enna office of the Post Office Savings Bank. This might well be more 
convenient and better suited to the demands of business than the 
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only method that was once usual; but, however excellent a method, 
it was not a new method of international monetary intercourse. For 
the balances of this international giro system, if they could not be 
paid by bills, had to be paid by the actual transference of money. It 
is not true that the international giro system has decreased the in- 
ternational transportation of money. Even before its introduction, 
the Viennese who wanted to pay money to somebody in Berlin did 
not buy twenty-mark pieces and send them to Berlin in a parcel. 

The only thing calculated to create international money substi- 
tutes and subsequently international fiduciary media would be the 
establishment of an international giro bank or bank-of-issue. When 
it became possible to use the notes issued by the world bank and 
the accounts opened by it for the settlement of money claims of all 
kinds, there would no longer be any need to settle the national 
balances of payments by transportation of money. The actual trans- 
ference of money could be superseded by the transference of the 
notes issued by the world bank or of checks giving disposal over 
the issuer's account with the world bank, or even by simple entries 
in the books of the world bank. The balances of the international 
"clearinghouse," which already exists today although it is not con- 
centrated in any one locality and has not the rigid organization of 
the national clearinghouses, would then be paid off in the same 
way as those of the national clearinghouses are at present. 

Proposals have been made again and again for the creation of in- 
ternational fiduciary media through the establishment of an inter- 
state bank. It is true that this must not be taken to include every 
project for extending the international giro system in the sense in 
which this word is commonly used. Nevertheless, in certain writ- 
ings which demand the foundation of a world bank, or at least of 
an interstate banking organization, there gleams the idea of an in- 
ternational fiduciary medium.14 The problems of organization 
raised by the establishment of such an international institution 
could be solved in various ways. The establishment of the world 
bank as a special form of organization and as an independent legal 

l4 See Patterson, Der Krieg der Banken, trans. from the English by Holtzendorff (Ber- 
lin, 1867), pp. 17 If.; Wolf, Verstaatlichung der Silberproduktion und andere Vorschlagezur 
Wahrungsfrage (Zurich, 1892), pp. 54 ff .; Wolf, "Eine international Banknote," in Ziet- 
schrift fur Sozialwissenschaft (1908), voln, pp. 44 f f .  
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body would probably be the simplest form for the new creation. It 
would, however, also be possible, apart from this, to establish a spe- 
cial central authority for administering and investing the sums of 
money paid in to open the accounts, and for issuing the money sub- 
stitutes. An attempt could be made to avoid the obstructions which 
the susceptibilities of national vanity would probably oppose to the 
local concentration of the business of the bank by leaving the re- 
serves of the world giro authority and the world issuing authority 
in the keeping of the separate national banks. In the reserves of 
every central bank a distinction would then have to be made be- 
tween two sums: one, which would have to serve as a basis for the 
world organization of the system of payments, and over which only 
the authorities of the latter would have power of disposal; and a 
second, which would continue to be at the service of the national 
monetary system. It would even be possible to go still further and 
leave the issue of international notes and other money substitutes 
to the individual banks, which would only be required in doing this 
to follow the instructions given by the authorities of the world or- 
ganization. It is not our task to investigate which of the various pos- 
sibilities is the most practical; it is its nature alone that interests us, 
not the actual form it might take. 

Special reference must nevertheless be made to one point. If the 
balances in the books of the world bank are to be acquired only by 
cash payment of the full sum in money, or by transfer from some 
other account that has been acquired by cash payment of the full 
sum in money, and if the world bank is to issue notes only in ex- 
change for money, then its establishment may certainly render un- 
necessary the transportation of quantities of money (which still 
plays a large part nowadays in the international payments system), 
but it would not have the effect of economizing money payments. 
It is true that it would be able to reduce the demand for money, 
because transferences would perhaps be completed more quickly 
and with less friction. But, as before, the payments that were made 
through the bank would involve the actual use of money. Of course, 
the money would remain in the vaults of the world bank and only 
the right to demand its surrender would be transferred. But the 
amount of the payments would be arithmetically limited by the 
amount of the money deposits in the bank. The possibility of trans- 
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ferring sums of money would be bound up with the existence of 
these sums of money in actual monetary shape. In order to free the 
international monetary system from these fetters the world bank 
would have to be granted the right of issuing notes as loans also 
and of opening accounts on credit; that is to say, the right of partly 
lending out its reserves of money. Then, and not until then, would 
the interstate system of payments be given a fiduciary medium such 
as is already possessed by the domestic system; it would become 
independent of the quantity of money in existence. 

The realization of a world-bank project developed in this way is 
opposed by tremendous obstacles which it would hardly be possible 
to surmount in the near future. The least of these obstacles is con- 
stituted by the variety of the kinds of money that are in use in the 
individual states. Nevertheless, in spite of the inflation that was 
created by the world war and its consequences, we are every day 
approaching nearer and nearer to the situation of having a world 
monetary unit based on the metallic money gold. More important 
are the difficulties due to political considerations. The establishment 
of a world bank might come to .grief owing to the uncertainty of its 
position in international law. No state would wish to incur the dan- 
ger of the accounts of its citizens being impounded by the world 
bank in case of war. This involves questions of primary importance 
and therefore no provisions of international law, however sur- 
rounded with precautions they might be, could satisfy the individ- 
ual states so far as to overcome their opposition to membership in 
such an organization. l5 

Nevertheless, the biggest difficulty in the way of issuing inter- 
national credit instruments lies in the circumstance that it would 
scarcely be possible for the states that had joined the world-banking 
system to come to an agreement concerning the policy to be fol- 
lowed by the bank in issuing the credit instruments. Even the ques- 
tion of determining the quantity of them to be issued would disclose 
irreconcilable antagonisms. Under present conditions, therefore, 
proposals for the establishment of a world bank with power of is- 
suing fiduciary media attract hardly any notice. l6 

l5 These words, written in 1911, need no addition today. 
l6 See De Greef, "La monnaie, le credit et le change dans le commerce international," 
Revue economique internationale 4 (1911): 58 ff. 
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CHAPTER 17 

Fiduciary Media and the Demand for Money 

1 

The Influence of Fiduciary Media on the Demand for Money in 
the Narrower Sense 

T he development of the clearing system, especially the extension> 
of the clearinghouse proper, reduces the demand for money in 

the broader sense: part of the exchanges made with the help of 
money can be carried through without the actual physical circula- 
tion of'money or money substitutes. Thus a tendency has arisen 
toward the reduction of the objective exchange value of money, 
which has counteracted the tendency for it to rise which was bound 
to result from the enormous increase in the demand for money in 
consequence of the progressive extension of the exchange economy. 
The development of fiduciary media has the same sort of effect; 
fiduciary media, which can, as money substitutes, take the place of 
money in commerce, reduce the demand for money in the narrower 
sense. This constitutes the great significance of fiduciary media, in 
this their effect on the exchange ratio between money and other 
economic goods is to be sought. 

The development of fiduciary media, the most important insti- 
tution for reducing the need for money in the narrower sense, 
equally with the establishment and development of clearinghouses, 
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the most important institution for reducing the need for money in 
the broader sense, has not been merely left to the free play of eco- 
nomic forces. The demand for credit on the part of merchants and 
manufacturers and princes and states, and the endeavor to make 
a profit on the part of the bankers, were not the sole forces affecting 
its development. Intervention took place with the object of fur- 
thering and expediting the process. As the naive Midas-like trust 
in the usefulness of a large stock of precious metals disappeared 
and was replaced by sober consideration of the monetary problem, 
so the opinion gained strength that a reduction of the national de- 
mand for money in the narrower sense constituted an outstanding 
economic interest. Adam Smith suggested that the expulsion of gold 
and silver by paper, that is to say notes, would substitute for an 
expensive means of exchange a less expensive, which, however, 
would perform the same service. He compares gold and silver 
which is circulating in a country with a road over which all the corn 
has to be brought to market but on which nevertheless nothing 
grows. The issue of notes, he says, creates, as it were, a path through 
the air and makes it possible to turn a large part of the roads into 
fields and meadows and in this way considerably to increase the 
annual yield of land and labor.' Similar views are entertained by 
Ricardo. He also sees the most fundamental advantage of the use 
of notes in the diminution of the cost to the community of the 
apparatus of circulation. His ideal monetary system is one which 
would ensure to the community with the minimum cost the use of 
a money of invariable value. Starting from this point of view, he 
formulates his recommendations, which aim at expelling money 
composed of the precious metal from actual domestic circulation. 

The views on the nature of methods of payment which diminish 
the demand for money, which were developed by the Classical econ- 
omists, were already known in the eighteenth century. Their ac- 
ceptance in the writings of the Classical economists and the brilliant 
way in which they were expounded, ensured general recognition for 
them in the nineteenth and twentieth centuries also. The opposition 
which they occasionally called forth, has now sunk into silence. In 

See Smith, The Wealth of Nations, Cannan's ed. (London, 1930). vol. 2, pp. 28, 78. 
See Ricardo, "The High Price of Bullion a Proof of the Depreciation of Bank Notes," 

in Works, ed. McCulloch, 2d ed. (London, 1852), pp. 263 ff.; "Proposals For an Eco- 
nomical and Secure Currency," in ibid., pp. 397 ff.; see pp. 324-25 above and 467-68 
below. 
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all countries the aim of banking policy is to secure the greatest pos- 
sible extension of money-economizing means of payment. 

If metallic money is employed, then the advantages of a dimi- 
nution of the demand for money due to the extension of such other 
means of payment are obvious. In fact, the development of the clear- 
ing system and of fiduciary media has at least kept pace with the 
potential increase of the demand for money brought about by the 
extension of the money economy so that the tremendous increase 
in the exchange value of money which otherwise would have oc- 
curred as a consequence of the extension of the use of money has 
been completely avoided, together with its undesirable conse- 
quences. If it had not been for this the increase in the exchange value 
of money, and so also of the monetary metal, would have given an 
increased impetus to the production of the metal. Capital and labor 
would have been diverted from other branches of production to the 
production of the monetary metal. This would undoubtedly have 
meant increased returns to certain individual undertakings; but the 
welfare of the community would have suffered. The increase in the 
stock of precious metals which serve monetary purposes would not 
have improved the position of the individual members of the com- 
munity, would not have increased the satisfaction of their wants; for 
the monetary function could also have been fulfilled by a smaller 
stock. And, on the other hand, a smaller quantity of economic goods 
would have been available for the direct satisfaction of human wants 
if a part of the capital and labor power that otherwise would have 
been used for their production had been diverted to mining precious 
metals. Even apart from the diversion of production, a decrease of 
prosperity would result from the fact that as a consequence of the rise 
in value of the precious metals caused by the use for monetary pur- 
poses the stock available for industrial employment would decrease, 
since certain quantities would be transferred from the latter em- 
ployment to the former. This all becomes particularly clear if we think 
of an economic community which does not itself produce the pre- 
cious metals, but imports them. Here the amount of their cost is ex- 
pressed by the quantity of commodities that must be surrendered to 
foreign countries in order to obtain the supplementary quantity of 
monetary metal in exchange. In a country that itself produces the 
precious metals, the matter is the same in principle; all that is dif- 
ferent is the way of reckoning the loss of welfare through the sacrifice 
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of the other branches of production and the preference for mining 
the precious metals; iris perhaps less perceptible, but it is just as com- 
prehensible in theory. The measure of the additional harm done by 
the diversion of metal to monetary uses is always given by the quan- 
tity of metal that is withdrawn from other uses in favor of the mon- 
etary use. 

Where fiat or credit money is employed, these reasons in favor of 
the extension of clearing methods of payment and of the use of 
fiduciary media do not arise. The only thing in their favor is that 
they would avoid an increase in the value of money; although this 
consideration is decisive. Where they are employed, the principle 
of establishing the national monetary apparatus and maintaining it 
in working order with the minimum cost must be attained in another 
way. It must be an object of policy, for example, to manufacture the 
paper notes with the minimum cost of production. It is immediately 
obvious that nothing like the same quantitative significance can be 
attributed to this problem as to that of decreasing the monetary 
demand for precious metals. However great the care taken in pro- 
ducing the notes, their cost of production could never be anything 
near so great as that of the precious metals. If we take into further 
consideration the fact that the artistic production of the notes also 
constitutes a precautionary measure against counterfeiting, so that 
merely on this ground, economizing in this sphere is not worth 
considering, it follows that the problem of diminishing the cost of 
the circulatory apparatus when fiat or credit money is employed 
must be of an entirely different nature from what it is when com- 
modity money is employed. 

The Fluctuations in the Demand for Money 

In order to be able to make an accurate estimate of the bearing of 
clearing methods of payment and of fiduciary media on the devel- 
opment of the demand for money, it is necessary to be clear about 
the nature of variations in the demand for money. 

Fluctuations in the demand for money, insofar as the objective 
conditions of its development are concerned, are governed in all 
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communities by the same law. An extension of the procedure of 
exchange mediated by money increases the demand for money; a 
decrease of indirect exchange, a return to exchange in natura, de- 
creases it. But even apart from variations in the extent of indirect 
exchange which are insignificant nowadays, large variations in the 
demand for money occur which are determined by factors of general 
economic development. Increase of population, and progress in 
division of labor, together with the extension of exchange which 
goes hand in hand with it, increase the demand for money of in- 
dividuals, and also therefore the demand for money of the com- 
munity, which consists merely in the sum of the demands for money 
of individuals. Decrease of population and retrogression of the ex- 
change economy, bring about a contraction in it. These are the de- 
terminants of the big changes in the demand for money. Within 
these large variations, it is possible to observe smaller periodical 
movements. Such are in the first place brought about by commercial 
and industrial fluctuations, by the alternation of boom and depres- 
sion peculiar to modern economic life, by good and bad bu~ ines s .~  
The crest and the trough of the wave always cover a period of several 
years. But also within single years, quarters, months, and weeks, 
even within single days, there are considerable fluctuations in the 
level of the demand for money. The transactions involving the use 
of money are concentrated together at particular points of time; and 
even where this is not the case, the demand for money is differ- 
entiated by the practice on the part of buyers of settling ;heir share 
of transactions on particular dates. On the daily markets it may 
perhaps seldom happen that the demand for money during the 
hours of the market is greater than before or after. The periodical 
rise and fall of the demand for money can be seen much more clearly 
where transactions are concentrated in weekly, monthly and annual 
markets. A similar effect results from the custom of not paying 
wages and salaries daily, but weekly, monthly, or quarterly. Rents, 
interest, and repayment installments, are as a rule paid on particular 
days. The accounts of the tailor, the shoemaker, the butcher, the 
baker, the bookseller, the doctor, and so forth, are often settled not 
daily but periodically. The tendency in all these arrangements is 

On the question of the dependence of economic fluctuations on credit policy, see 
pp. 445 f .  below. 
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enormously strengthened by the mercantile practice of establishing 
certain days as days-of settlement, or paydays. The middle and last 
days of the month have gained a special significance in this con- 
nection, and among the last days of the month, particularly the last 
day of the quarters. But, above all, the payments that have to be 
made in a community during the year are concentrated in the au- 
tumn, the decisive circumstance being that agriculture, for natural 
reasons, has its chief business period in the autumn. All of these 
facts have been repeatedly and exhaustively illustrated by statistics; 
nowadays they are the common property of all discussions on the 
nature of banks and money4 

The Elasticity of the System of Reciprocal Cancellation 

It is usual to ascribe to the payment system elasticity that is said 
to be attained by means of the credit system and the continual im- 
provements in banking organization and technique, the capacity of 
adjusting the available stock of money to the level of the demand 
for money at any time without exerting any influence on the ex- 
change ratio between money and other economic goods. Between 
the volume of fiduciary media and the bank transactions or private 
arrangements that can take the place of a transfer of money, on the 
one hand, and the quantity of money, on the other hand, there is 
said to be no fixed relationship which could make the former rigidly 
dependent upon the latter. Instead of there being a fixed quantita- 
tive relationship between money and its substitutes, that is to say, 
between the stock of money and the various exchange and payment 
transactions, it is said that the organization of banking institutions 
and the credit system has made commerce in the highest degree 
independent of the quantity of money available. The present-day 
organization of the money, clearing, and credit system is said to 
have the tendency to balance out variations in the quantity of money 
and render them ineffective, and so to make prices as far as possible 

See Jevons, Investgations in Currency and Finance, pp. 8,  151 ff.; Palgrave, Bank Rate 
and the Money Market in England, France, Germany, Holland and Belgium 1844-1900 
(London, 1903), pp. 106 ff.; 138; J .  Laughlin, The Principles of Money (London, 1903)~ 
P P  409 ff .  
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independent of the stock of money5 By others, this adjusting ca- 
pacity is ascribed only to fiduciary media, uncovered bank note^,^ 
or unbacked deposits. ' 

Before the soundness of these assertions can be tested, they must 
be brought out of the obscurity that is due to a confusion between 
the effects of the clearing system and those of the issue of fiduciary 
media. The two must be considered separately. 

The reduction in the demand for money in the broader sense that 
results from the practice of settling counterclaims by balancing them 
against each other is limited in the first place by the number and 
amount of the claims and counterclaims falling due on the same 
date. No greater number or amount of claims can be reciprocally 
canceled between two parties than exist between them at the given 
moment. If, instead of payment in money, claims on third persons 
are transferred which are canceled by the transferee and the debtor 
by means of claims held by the latter against the former, the sphere 
of the offsetting process can be extended. The clearinghouses which 
nowadays exist in all important commercial centers are able to avoid 
the technical and legal difficulties in the way of such transfers, and 
have thus performed a quite extraordinary service in the extension 
of the system of reciprocal cancellation. Nevertheless, the clearing 
system is still capable of further improvement. Very many payments 
that could be settled by way of cancellation are still made by the 
actual transfer of money. 

If we imagine the clearing system fully developed, so that all 
payments are first attempted to be settled by balancing, even those 
in everyday retail trade (which, for practical reasons, would not 
appear-to be easy of accomplishment), then we are faced with a 
second limit to the extension of the clearing system, although this, 
unlike the first, is not surmountable. Even if the community were 
in a stable condition in which there were no variations in the relative 
incomes and wealth of individuals and in the sizes of their reserves, 
complete reciprocal cancellation of all the transfers of money that 
havd to be made at a given moment would be possible, onliif the 

See Spiethoff, "Die Quantitatstheorie insbesondere in ihrer Verwertbarkeit als 
Haussetheorie," Festgaben fiir Adolf Wagner (Leipzig, lgog), pp. 263 f .  

See Helfferich, Studien iiber Geld- und Bankwesen (Berlin, lgoo), pp. 151 f.; Schu- 
macher, Weltwirtschaftliche Studien (Leipzig, 1911), pp. 5 ff .  
'See White, A n  Elastic Currency (New York, 1893), p. 4. 
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money received by individuals was spent again immediately and 
nobody wanted to hold a sum of money in reserve against unfore- 
seen and indefinite expenditure. But since these assumptions do 
not hold good, and in fact never could hold good, so long as money 
is in demand at all as a common medium of exchange, it follows 
that there is a rigid maximum limit to the transactions that can be 
settled through the clearing system. A community's demand for 
money in the broader sense, even with the fullest possible devel- 
opment of the system of reciprocal cancellation, cannot be forced 
below a minimum which will be determined according to circum- 
stances. 

Now the degree in which a clearing system is actually developed 
within the limits which the circumstances of the time allow for it, 
is in no way dependent upon the ratio between the demand for 
money and the stock of money. A relative decline in the one or the 
other can of itself exercise neither a direct nor an indirect influence 
on the development of the clearing system. Such development is 
invariably due to special causes. It is no more justifiable to assume 
that progressive extension of settlement on the clearing principle 
reduces the demand for money precisely in the degree in which the 
increasing development of commerce augments it, than to suppose 
that the growth of the clearing system can never outstrip the in- 
crease in the demand for money. The truth is rather that the two 
lines of development are completely independent of one another. 
There is a connection between them only insofar as deliberate at- 
tempts to counteract an increase in the exchange value of money 
by reducing the demand of money through a better development 
of the clearing system may be made with greater vigor during a 
period of rising prices; assuming, of course, that the aim of currency 
policy is to prevent an increase in the purchasing power of money. 
But this is no longer a case of an automatic adjustment of the forces 
acting upon the objective exchange value of money, but one of po- 
litical experiments in influencing it, and the extent to which these 
measures are accompanied by success remains a matter of doubt. 

Thus it is easy to see what little justification there is for ascribing 
to the clearing system the property, without affecting the objective 
exchange value of money, of correcting the disparities that may arise 
between the stock of money and the demand for it, and which could 
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otherwise be eliminated only by suitable automatic variations in the 
exchange ratio between money- and other economic goods. The de- 
velopment of the clearing system is independent of the other factors 
that determine the ratio between the supply of money and the de- 
mand for it. The effect on the demand for money of an expansion 
or contraction of the system of reciprocal cancellation thus consti- 
tutes an independent phenomenon which is just as Likely to 
strengthen as to weaken the tendencies which for other reasons 
have an influence in the market on the exchange ratio between 
money and commodities. It seems self-evident that an increase in 
the number and size of payments cannot be the sole determinant 
of the demand for money. Part of the new payments will be settled 
by the clearing system; for this, too, ceteris paribus, will be extended 
in such a way as thenceforward to be responsible for the settlement 
of the same proportion of all payments as before. The rest of the 
payments could only be settled by clearing processes if there was 
an extension of the clearing system beyond the customary degree; 
but such an extension can never be called forth automatically by an 
increase in the demand for money. 

4 

The Elasticity of a Credit Circulation Based on Bills, Especially on 
Commodity Bills 

The doctrine of the elasticity of fiduciary media, or more correctly 
expressed, of their automatic adjustment at any given time to the 
demand for money in the broader sense, stands in the very center 
of modern discussions of banking theory. We have to show that this 
doctrine does not correspond to the facts, or at least not in the form 
in which it is generally expounded and understood; and the proof 
of this will at the same time refute one of the most important ar- 
guments of the opponents of the quantity t h e ~ r y . ~  

Tooke, Fullarton, Wilson, and their earlier English and German 
disciples, teach that it does not lie in the power of the banks-of- 
issue to increase or diminish their note circulation. They say that 
the quantity of notes in circulation is settled by the demand within 

See pp. 173 ff. above. 

George Reisman



340 Money and Banking 

the community for media of payment. If the number and amount 
of the payments are increasing, then, they say, the media of pay- 
ment must also increase in number and amount; if the number and 
amount of the payments are diminishing, then, they say, the num- 
ber and amount of the media of payment must also diminish. Ex- 
pansion and contraction of the quantity of notes in circulation are 
said to be never the cause, always only the effect, of fluctuations in 
business life. It therefore follows that the behavior of the banks is 
merely passive; they do not influence the circumstances which de- 
termine the amount of the total circulation, but are influenced by 
them. Every attempt to extend the issue of notes beyond the limits 
set by the general conditions of production and prices is immedi- 
ately frustrated by the reflux of the surplus notes, because they are 
not needed for making payments. Conversely, it is said, the only 
result of any attempt at an arbitrary reduction of the note circulation 
of a bank is the immediate filling of the gap by a competing bank; 
or, if this is not possible, as for instance because the issue of notes 
is legally restricted, then commerce will create for itself other media 
or circulation, such as bills, which will take the place of the notes.9 

It is in harmony with the views expounded by the Banking the- 
orists on the essential similarity of deposits and notes to apply what 
they say on this point about notes to deposits also. It is in this sense 
that the doctrine of the elasticity of fiduciary media is generally 
understood today;I0 it is in this sense alone that it is possible to 
defend it even with only an appearance of justification. We may 
further suppose, as being generally admitted, that it is not because 
of lack of public confidence in the issuing bank that the fiduciary 
media are returned to it, whether in the form of notes presented for 
conversion into cash or as demands for the withdrawal of deposits. 
This assumption also agrees with the teachings of Tooke and his 
followers. 

The fundamental error of the Banking School lies in its failure to 

See Tooke, A n  Inquiry into the Currency Principle (London, 1844), pp. 60 ff.; 122 f.; 
Fullarton, O n  the Regulation of Currencies, 2d ed. (London, 1845), pp. 82 ff.; Wilson, 
Capital, Currency and Banking (London, 1847), pp. 67 ff.; MiU, Principles of Political 
Economy (London, 18671, pp. 395 ff.; Wagner, Geld- und Kredittheorie der Peelschen 
Bankakte (Vienna, 1862), pp. 135 ff. On Mill's lack of consistency in this question, see 
Wicksell, Geldzins und Guterpreise (Jena, 1898), pp. 78 f.  
lo See Laughlin, The Principles of Money (London, 1go3), p. 412. 
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understand the nature of the issue of fiduciary media. When the 
bank discounts a bill or grants &loan in some other way, it exchanges 
a present good for a future good. Since the issuer creates the present 
good that it surrenders in the exchangethe fiduciary media-prac- 
tically out of nothing, it would only be possible to speak of a natural 
limitation of the quantity of fiduciary media if the quantity of future 
goods that are exchanged in the loan market against present goods 
was limited to a fixed amount. But this is by no means the case. The 
quantity of future goods is indeed limited by external circumstances, 
but not that of the future goods that are offered on the market in 
the form of money. The issuers of the fiduciary media are able to 
induce an extension of the demand for them by reducing the interest 
demanded to a rate below the natural rate of interest, that is below 
that rate of interest that would be established by supply and de- 
mand if the real capital were lent in natura without the mediation of 
money, l1 whereas on the other hand the demand for fiduciary media 
would be bound to cease entirely as soon as the rate asked by the 
bank was raised above the natural rate. The demand for mone; and 
money substitutes that is expressed on the loan market is in the last 
resort a demand for capital goods or, when consumption credit is 
involved, for consumption goods. He who tries to borrow "money" 
needs it solely for procuring other economic goods. Even if he only 
wishes to supplement his reserve, he has no other object in this than 
to secure the possibility of acquiring other goods in exchange at the 
given moment. The same is true if he needs the money for making 
payments that have fallen due; in this case it is the person receiving 
the payment who intends to purchase other economic goods with 
the money received. 

That demand for money and money substitutes which determines 
the exchange ratio between money and other economic goods 
achieves expression only in the behavior of individuals when buying 
and selling other economic goods. Only when, say, money is being 
exchanged for bread is the position of the economic goods, money 
and commodity, in the value scales of the individual parties to the 
transaction worked out and used as a basis of action; and from this 
the precise arithmetical exchange ratio is determined. But when 

l1 See Wicksell, op. cit., p. v. 
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what is demanded is a money loan that is to be paid back in money 
again, then such considerations do not enter into the matter. Then 
only the difference in value between present goods and future goods 
is taken into account, and this alone has an influence on the deter- 
mination of the exchange ratio, that is, on the determination of the 
level of the rate of interest. 

For this reason the Banking principle is unable to prove that no 
more fiduciary media can be put into circulation than an amount 
determined by fixed circumstances not dependent on the will of the 
issuer. It has therefore directed its chief attention to the proof of the 
assertion that any superfluous quantity of fiduciary media will be 
driven out of circulation back to the issuing body. Unlike money, 
fiduciary media do not come on to the market as payments, but as 
loans, Fullarton teaches; they must therefore automatically flow back 
to the bank when the loan is repaid.12 This is true. But Fullarton 
overlooks the possibility that the debtor may procure the necessary 
quantity of fiduciary media for the repayment by taking up a new 
loan. 

Following up trains of thought that are already to be found in 
Fullarton and the othkr writers of his circle, and in support of certain 
institutions of the English and Continental banking system, which, 
it must be said, have quite a different significance in practice than 
that which is erroneously ascribed to them, the more recent litera- 
ture of banking theory has laid stress upon the significance of the 
short-term commodity bill for the establishment of an elastic credit 
system. The system by which payments are made could, it is said, 
be made capable of the most perfect adjustment to the changing 
demands upon it, if it were brought into immediate causal connec- 
tion with the demand for media of payment. According to Schu- 
macher, that can only be done through banknotes, and has been 
done in Germany by basing the banknotes on the commodity bills, 
the quantity of which increases and decreases with the intensity of 
economic life. Through the channel of the discounting business, in 
place of interest-bearing commodity bills (which have only a limited 
capacity of circulation because their amounts are always different, 
their validity of restricted duration, and their soundness dependent 

lZ See Fullarton, op. cit., p. 64. 
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on the credit of numerous private persons), banknotes are issued 
(which are put into circulation in large quantities by a well-known 
semipublic institution and always refer to the same sums without 
limitation as to time, and therefore possess a much wider capacity 
of circulation, comparable to that of metallic money). Then on the 
redemption of the discounted bill an exchange in the contrary di- 
rection is said to take place: the banknotes, or instead of them me- 
tallic money, flow back to the bank, diminishing the quantity of 
media of payment in circulation. It is argued that if money is cor- 
rectly defined as a draft on a consideration for services rendered, 
then a banknote based on an accepted commodity bill corresponds 
to this idea to the fullest extent, since it closely unites the service 
and the consideration for it and regularly disappears again out of 
circulation after it has negotiated the latter. It is claimed that through 
such an organic connection between the issue of banknotes and 
economic life, created by means of the commodity bill, the quantity 
of the means of payment in circulation is automatically adjusted to 
variations in the need for means for payment. And that the more 
completely this is attained, the more out of the question is it that 
the money itself will experience the variations in value affecting 
prices, and the more will the determination of prices be subject to 
the supply and demand on the commodity market.13 

In the face of this, we must first of all ask how it is possible to 
justify the drawing of a fundamental distinction between banknotes 
and other money substitutes, between banknotes not covered by 
money and other fiduciary media. Deposits which can be drawn 
upon at any time by check, apart from certain minor technical and 
juristic details which make them unusable in retail trade and for 
certain other payments, are just as good a money substitute as the 
banknote. It is a matter of indifference from the economic point of 
view whether the bank discounts a bill by paying out currency in 
notes or by a credit on a giro account. From the point of view of 
banking technique there may be certain differences of importance 
to the bank official; but whether the bank issues credit in the busi- 
ness of discounting only or whether it also grants other short-term 
loans cannot be a very fundamental issue. A bill is only a form of 

l3 See Schumacher, op. n't., pp. 122 f .  
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promissory note with a special legal and commercial qualification. 
No economic difference can be found between a claim in the form 
of a bill and any other claim of equal goodness and identical time 
of maturity. And the commodity bill, again, differs only juristically 
from an open book debt that has come into being through a credit- 
purchase transaction. Thus it comes to the same thing in the end 
whether we talk of the elasticity of the note circulation based on 
commodity bills or of the elasticity of a circulation of fiduciary media 
resulting from the cession of short-term claims arising out of credit 
sales. 

Now the number and extent of purchases and sales on credit are 
by no means independent of the credit policy followed by the banks, 
the issuers of fiduciary media. If the conditions under which credit 
is granted are made more difficult, their number must decrease; if 
the conditions are made easier, their number must increase. When 
there is a delay in the payment of the purchase price, only those can 
sell who do not need money immediately; but in this case bank 
credit would not be requisitioned at all. Those, however, who want 
money immediately ,can only make sales on credit if they have a 
prospect of immediately being able to turn into money the claims 
which the transaction yields them. Other granters of credit can only 
place just so many present goods at the disposal of the loan market 
as they possess; but it is otherwise with the banks, which are able 
to procure additional present goods by the issue of fiduciary media. 
They are in a position to satisfy all the requests for credit that are 
made to them. But the extent of these requests depends merely 
upon the price that they demand for granting the credit. If they 
demand less than the natural rate of interest-and they must do 
this if they wish to do any business at all with the new issue of 
fiduciary media; it must not be forgotten that they are offering an 
additional supply of credit to the market-then these requests will 
increase. 

When the loans granted by the bank through the issue of fiduciary 
media fall due for repayment, then it is true that a corresponding 
sum of fiduciary media returns to the bank, and the quantity in 
circulation is diminished. But fresh loans are issued by the bank at 
the same time and new fiduciary media flow into circulation. Of 
course, those who hold the commodity-bill theory will object that 
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a further issue of fiduciary media can take place only if new com- 
modity bills come into existence and are presented for discounting. 
This is quite true. But whether new commodity bills come into ex- 
istence depends upon the credit policy of the banks. 

Let us just picture to ourselves the life history of a commodity 
bill, or, more correctly, of a chain of commodity bills. A cotton dealer 
has sold raw cotton to a spinner. He draws on the spinner and has 
the three-month bill discounted that the latter has accepted. After 
three months have passed, the bill will be presented by the bank to 
the spinner and redeemed by him. The spinner provides himself 
with the necessary sum of cash, having meanwhile spun the cotton 
and sold the yarn to a weaver, by negotiating a bill drawn on the 
weaver and accepted by him. Whether these two sale-and-purchase 
transactions come to pass depends now chiefly upon the level of 
the bank discount rate. The seller, in the one case the cotton dealer, 
in the second case the spinner, needs the money immediately; he 
can only make the sale with a delay in the payment of the purchase 
price if the sum due in three months less discounf at least equals the 
sum under which he is not inclined to sell his commodity. It is 
unnecessary to give any further explanation of the significance at- 
taching to the level of the bank discount rate in this calculation. Our 
example proves our point just as well even if we assume that the 
commodity that is sold reaches the consumers in the course of the 
three months during which the bill circulates and is paid for by them 
without direct requisitioning of credit. For the sums which the con- 
sumers use for this purpose have come to them as wages or profits 
out of transactions that were only made possible through the grant- 
ing of credit on the part of the banks. 

When we see that the quantity of the commodity bills presented 
for discount increases at certain times and decreases again at other 
times, we must not conclude that these fluctuations are to be ex- 
plained by variations in the demands for money of individuals. The 
only admissible conclusion is that under the conditions made by 
the banks at the time there is no greater number of people seeking 
credit. If the banks-of-issue bring the rate of interest they charge in 
their creditor transactions near to the natural rate of interest, then 
the demands upon them decrease; if they reduce their rate of in- 
terest so that it falls lower than the natural rate of interest, then 
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these demands increase. The cause of fluctuations in the demand 
for the credit of the banks-of-issue is to be sought nowhere else 
than in the credit policy they follow. 

By virtue of the power at their disposal of granting bank credit 
through the issue of fiduciary media the banks are able to increase 
indefinitely the total quantity of money and money substitutes in 
circulation. By issuing fiduciary media, they can increase the stock 
of money in the broader sense in such a way that an increase in the 
demand for money which otherwise would lead to an increase in 
the objective value of money would have its effects on the deter- 
mination of the value of money nullified. They can, by limiting the 
granting of loans, so reduce the quantity of money in%the broader 
sense in circulation as to avoid a diminution of the objective ex- 
change value of money which would otherwise occur for some rea- 
son or other. In certain circumstances, as has been said, this may 
occur. But in all the mechanism of the granting of bank credit and 
in the whole manner in which fiduciary media are created and re- 
turn again to the place whence they were issued, there is nothing 
which must necessarily lead to such a result. It may quite as well 
happen, for instance, that the banks increase the issue of fiduciary 
media at the very moment when a reduction in the demand for 
money in the broader sense or an increase in the stock of money in 
the narrower sense is leading to a reduction of the objective ex- 
change value of money; and their intervention will strengthen the 
existing tendency to a variation in the value of money. The circu- 
lation of fiduciary media is in fact not elastic in the sense that it 
automatically accommodates the demand for money to the stock of 
money without influencing the objective exchange value of money, 
as is erroneously asserted. It is only elastic in the sense that it allows 
of any sort of extension of the circulation, even completely unlim- 
ited extension, just as it allows of any sort of restriction. The quan- 
tity of fiduciary media in circulation has no natural limits. If for any 
reason it is desired that it should be limited, then it must be limited 
by some sort of deliberate human intervention-that is by banking 
policy. 

Of course, all of this is true only under the assumption that all 
banks issue fiduciary media according to uniform principles, or that 
there is only one bank that issues fiduciary media. A single bank 
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carrying on its business in competition with numerous others is not 
in a position to enter upon an independent discount policy. If regard 
to the behavior of its competitors prevents it from further reducing 
the rate of interest in bank-credit transactions, then-apart from an 
extension of its clienteleit will be able to circulate more fiduciary 
media only if there is a demand for them even when the rate of 
interest charged is not lower than that charged by the banks com- 
peting with it. Thus the banks may be seen to pay a certain amount 
of regard to the periodical fluctuations in the demand for money. 
They increase and decrease their circulation pari passu with the var- 
iations in the demand for money, so far as the lack of a uniform 
procedure makes it impossible for them to follow an independent 
interest policy. But in doing so, they help to stabilize the objective 
exchange value of money. To this extent, therefore, the theory of the 
elasticity of the circulation of fiduciary media is correct; it has rightly 
apprehended one of the phenomena of the market, even if it has 
also completely misapprehended its cause. And just because it has 
employed a false principle for explaining the phenomenon that it 
has observed, it has also completely closed the way to understand- 
ing of a second tendency of the market, that emanates from the 
circulation of fiduciary media. It was possible for it to overlook the 
fact that so far as the banks proceed uniformly, there must be a 
continual augmentation of the circulation of fiduciary media, and 
consequently a fall of the objective exchange value of money. 

The Significance of the Exclusive Employment of Bills as Cover for 
Fiduciary Media 

The German Bank Act of March 14,1875, required that the notes 
issued in excess of the gold cover should be covered by bills of 
exchange; but in practice this provision has been understood to refer 
only to commodity bills. The significance of this prescription differs 
from that popularly attributed to it. It does not make the note issue 
elastic; it does not even bring it, as is erroneously believed, into an 
organic connection with the conditions of demand for money; these 
are all illusions, which should long ago have been destroyed. Nei- 



348 Money and Banking 

ther has it the significance for maintaining the possibility of con- 
version of the notesthat is ascribed to it; this will have to be referred 
to in greater detail later. 

The limitation of the note issue not covered by metal, that is of 
fiduciary media in the form of banknotes, is the fundamental prin- 
ciple of the German act, which is based upon Peel's Act. And among 
the numerous and multiform obstacles that have been set up with 
this aim, the strict provision concerning the investment of the assets 
backing the note issue takes a not altogether unimportant place. 
That these must consist not merely in claims, but in claims in the 
form of bills; that the bills must have at the most three months to 
run; that they should bear the names, preferably of three, but at 
least of two, parties known to be solvent-all these conditions limit 
the note issue. At the very beginning, a considerable part of the 
national credit is kept away from the banks. A similar effect results 
from the further limitation of the note cover merely to commodity 
bills, as was undoubtedly intended by the legislature even though 
express provision for it was omitted from the Bank Act, probably 
because of the impossibility of giving a legal definition of the con- 
cept of a commodity bill. That this limitation did in fact amount to 
a restriction of the issue of fiduciary media is best shown by the fact 
that when the Bank Act was passed the number of commodity bills 
was already limited, and that since then, in spite of a considerable 
increase in the demand for credit, their number has decreased to 
such an extent that the Reichsbank meets with difficulties when it 
attempts to select such bills only for purposes of investing without 
decreasing the amount of credit granted. l4 

The Periodical Rise and Fall in the Extent to Which Bank Credit Is 
Requisitioned 

The requests made to the banks are requests, not for the transfer 
of money, but for the transfer of other economic goods. Would-be 
borrowers are in search of capital, not money. They are in search of 
capital in the form of money, because nothing other than power of 

l4 See Prion, Das deutsche Wechseldiskontgeschaft (Leipzig, 1907), pp. 120 ff ., 291 ff. 
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disposal over money can offer them the possibility of being able to 
acquire in the market the real capital which is what they really want. 
Now the peculiar thing, which has been the source of one of the 
most difficult puzzles in economics for more than a hundred years, 
is that the would-be borrower's demand for capital is satisfied by 
the banks through the issue of money substitutes. It is clear that 
this can only provide a provisional satisfaction of the demands for 
capital. The banks cannot evoke capital out of nothing. If the fi- 
duciary media satisfy the desire for capital, that is if they really 
procure disposition over capital goods for the borrowers, then we 
must first seek the source from which this supply of capital comes. 
It will not be particularly difficult to discover it. If the fiduciary 
media are perfect substitutes for money and do all that money could 
do, if they add to the social stock of money in the broader sense, 
then their issue must be accompanied by appropriate effects on the 
exchange ratio between money and other economic goods. The cost 
of creating capital for borrowers of loans granted in fiduciary media 
is borne by those who are injured by the consequent variation in 
the objective exchange value of.money; but the profit of the whole 
transaction goes not only to the borrowers, but also to those who 
issue the fiduciary media, although these admittedly have some- 
times to share their gains with other economic agents, as when they 
hold interest-bearing deposits, or the state shares in their profits. 

The entrepreneurs who approach banks for loans are suffering 
from shortage of capital; it is never shortage of money in the proper 
sense of the word that drives them to present their bills for dis- 
counting. In some circumstances this shortage of capital may be 
only temporary; in other circumstances it may be permanent. In the 
case of the many undertakings which constantly draw upon short- 
term bank credit, year in, year out, the shortage of capital is a per- 
manent one. 

For the problem with which we are concerned, the circumstances 
causing the shortage of capital on the part of entrepreneurs do not 
matter. We may even provisionally disregard, as of minor impor- 
tance, the question whether the shortage is one of investment cap- 
ital or working capital. Sometimes the view is propounded that it 
is unjustified to procure investment capital partly by way of bank 
credit although this is less undesirable as a way of procuring work- 
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ing capital. Such arguments as these have played an important part 
in recent discussiom of banking policy. The banks have been ad- 
versely criticized on the ground of their having used a considerable 
part of the credit issued by them for granting loans to industrial 
enterprises in search not of fixed but of working capital and of hav- 
ing thus endangered their liquidity. Legislation has been demanded 
to limit to liquid investments only the assets backing the liabilities 
arising from the issue of fiduciary media. Provisions of this sort are 
designed to deal with fiduciary media in the form of deposits in the 
same way as the note issue has been dealt with under the influence 
of the doctrines of the Currency School. We have already com- 
mented on their significance and have shown, as further discussion 
will remind us, that the only practical value of these, as of all similar 
restrictions, lies in the obstacles they oppose to unlimited expansion 
of credit. 

The cash reserve which is maintained by every business enter- 
prise also is a part of its working capital. If an enterprise feels for 
any reason obliged to increase its reserve this must be regarded as 
an increase of its capital. If it requisitions credit for this purpose, its 
action cannot be regarded as any different from a demand for credit 
that arises from any other cause-say, on account of an extension 
of plant or the like. 

But attention must now be drawn to a phenomenon which, even 
if it adds nothing new to what has been said already, may serve to 
set some important processes of the money-and-capital market in 
a clearer light. It has been repeatedly mentioned already that com- 
mercial practice concentrates all kinds of settlements on particular 
days of the year so that there is bound to be a bigger demand for 
money on these days than on others. The concentration of days of 
settlement at the end of the week, the fortnight, the month, and the 
quarter, is a factor which considerably increases the demand for 
money, and so of course the demand for capital, on the part of 
undertakings. Even though an entrepreneur could reckon safely on 
sufficient receipts on a given day to meet the obligations falling due 
on that or the following day, still it would only be in the rarest cases 
that he could use the former directly for paying the latter. The tech- 
nique of payment is not so far developed that it would always be 
possible to fulfill obligations punctually without having secured 
some days beforehand free disposal over the necessary means. A 
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person who has to redeem a bill that falls due at his bank on Sep- 
tember 30 will usually have to take steps, before that date, for 
covering it; sums which do not reach him until the very day of 
maturity of the bill will mostly prove useless for this purpose. In 
any case it is completely impracticable to use the receipts on any 
given day for making payments that fall due on the same day at 
distant places. On the days of settlement there must therefore nec- 
essarily be an increased demand for money on the part of the in- 
dividual undertaking, and this will disappear again just as quickly 
as it arose. Of course, this demand for money too is a demand for 
capital. Hypercritical theorists, following Mercantile usage, are 
accustomed to draw a subtle distinction between the demand for 
money and the demand for capital; they contrast the demand for 
short-term credit, as a demand for money, with the demand for 
long-term credit, as a demand for capital. There is little reason for 
retaining this terminology, which has been responsible for much 
confusion. What is here called the demand for money is nothing 
but a real demand for capital; this must never be forgotten. If the 
undertaking takes up a short-term loan to supplement its cash re- 
serve, then the case is one of a genuine credit transaction, of an 
exchange of future goods for present goods. 

The increased demand of the entrepreneur for money and con- 
sequently for capital which occurs on these days of settlement, ex- 
presses itself in an increase of the requests for loans that are made 
to credit-issuing banks. In those countries where notes and not 
deposits are the chief kind of fiduciary media, this is perceptible in 
an increase in the quantity of bills handed in at the banks-of-issue 
for discounting and, if these bills are actually discounted, in the 
quantity of notes in circulation. l5 Now this regular rise and fall of 
the level of the note circulation round about the days of settlement 
can in no way be explained by an increase in the total quantity of 
bills in existence in the community. No new bills, particularly no 
new short-term bills, are drawn and handed in to the banks to be 
discounted. It is bills that have the normal period to run, that are 
negotiated shortly before maturity. Until then they are retained in 
l5 Part of the rediscounting done at the Reichsbank. by the private banks shortly 
before the critical days of settlement is done not so much because the banks are short 
of capital but because they desire to pass on nearly matured bills to be called in by 
theReichsbank, which is able to perform this task more cheaply than they are, thanks 
to its extensive network of branches. See ibid., pp. 138 ff. 
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the portfolios either of nonbankers or of banks whose issue of fi- 
duciary media is limited, whether because they have a small clien- 
tele or because of legal obstacles. It is not until the demand for 
money increases that the bills reach the large banks-of-issue. It is 
clear how little justification there is for the assertion that the amount 
of the note issue of central European banks-of-issue is organically 
connected with the quantity of bills drawn in the community Only 
some of the bills are discounted at the banks by the issue of fiduciary 
media; the others complete their term without calling bank credit 
into use. But the proportion between the two amounts depends 
entirely on the credit policy that the credit-issuing banks follow. 

Bank legislation has taken particular account of the extraordinary 
increase in the demand for money round about quarter-day. Article 
two of the German Bank (Amendment) Act of June I, 1909, extends 
the usual tax-free quota of notes of 550 million marks to 750 million 
marks for the tax accounts based on information concerning the last 
days of March, June, September, and December in each year, thus 
sanctioning a procedure that the banks had been in the habit of 
following for decades. On every day of settlement, the entrepre- 
neur's demand for credit increases, and therefore the natural rate 
of interest also. But the credit-issuing banks have endeavored to 
counteract the increase in interest on loans either by not raising the 
rate of discount at all, or by not raising it to an extent corresponding 
to the increase in the natural rate of interest. Of course, the con- 
sequence of this has necessarily been to swell their circulation of 
fiduciary media. State banking policy has in general put no obstacles 
in the way of this practice of the banks, which undoubtedly helps 
to stabilize the objective exchange value of money The German 
Bank Act of 1909 was the first which took steps to give it direct 
support. 

7 

The Influence of Fiduciary Media on Fluctuations in the Objective 
Exchange Value of Money 

Thus there is no such thing as an automatic adjustment of the 
quantity of fiduciary media in circulation to fluctuations in the de- 
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mand for money without an effect on the objective exchange value 
of money. Consequently all those arguments are ill founded which 
seek to deny practical significance to the quantity theory by refer- 
ence to the alleged elasticity of the circulation of money. The increase 
and decrease of the stock of fiduciary media in a free banking system 
have no greater natural connection, direct or indirect, with the rise 
and fall of the demand for money in the broader sense, than the 
increase and decrease of the stock of money have with the rise and 
fall of the demand for money in the narrower sense. Such a con- 
nection exists only insofar as the credit banks deliberately try to 
bring it about. Apart from this, the only connection that can be 
established between the two sets of variations, which are in them- 
selves independent of each other, is like that of the policy which, 
say, in a period of increasing demand for money in the broader 
sense aims at an increase of fiduciary media in order to counteract 
the rise in the objective exchange value of money which might oth- 
erwise be expected. Since it is impossible to measure fluctuations 
in the objective exchange value of money, even only approximately, 
we are not able to judge whether the increase of fiduciary media 
that has occurred during the last century in nearly all the countries 
of the world has together with the increase in the quantity of money 
kept pace with the increase in the demand for money in the broader 
sense, or fallen behind it, or outstripped it. All that we can be sure 
of is that at least a part of the increase in the demand for money in 
the broader sense has been robbed of its influence on the purchasing 
power of money by the increase in the quantity of money and fi- 
duciary media in circulation. 
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CHAPTER 18 

The Redemption of Fiduciary Media 

The Necessity for Complete Equivalence Between Money and Money 
Substitutes 

T here is nothing remarkable in the fact that money substitutes, 
as completely liquid claims to money against persons whose 

capacity to pay is beyond all doubt, have a value as great as the 
sums of money to which they refer. Admittedly, the question does 
arise: Are there any persons whose capacity to pay is so completely 
certain as to be quite beyond all doubt? And it may be pointed out 
that more than one bank, whose solvency nobody had dared to call 
in question even the day before, has collapsed ignominiously; and 
that so long as the remembrance of events of this sort has not en- 
tirely vanished from human memory, it must evoke at least a small 
difference between the valuation of money and that of claims to 
money payable at any time, even if, as far as human foresight goes, 
these latter are to be regarded as completely sound. 

It is undeniable that such questions reveal a possible source of a 
certain lack of confidence in notes and checks, which would nec- 
essarily result in money substitutes having a lower value than 
money. But, on the other hand, there are reasons which might cause 
individuals to value money substitutes more highly than money 
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even if demands for the conversion of money into money substitutes 
were not always satisfied immediately. We shall have to speak of this 
later. Furthermore, quite apart from all these circumstances, it 
should be clearly pointed out that doubts as to the quality of fiduciary 
media are hardly tenable nowadays. In the case of money substitutes 
of medium and small denominations, among which token coins oc- 
cupy the most important place, doubts of this nature do not come 
into consideration at all. But in the case also of the money substitutes 
that are used to meet the requirements of large-scale business, the 
possibility of loss is as good as nonexistent under present conditions; 
at least the possibility of loss is no greater in connection with the 
money substitutes issued by the large central banks than is the dan- 
ger of demonetization that threatens the holders of any particular 
kind of money. 

Now the complete equivalence of sums of money and secure 
claims to immediate payment of the same sums gives rise to a con- 
sequence that has extremely important bearings on the whole mon- 
etary system; namely, the possibility of tendering or accepting claims 
of this sort wherever money might be tendered or accepted. Ex- 
changes are made through the medium of money; this fact remains 
unaltered. Buyers buy with money, and sellers sell for it. But ex- 
changes are not always made by the transfer of a sum of money. They 
may also be made by the transfer or assignment of a claim to money. 
Now claims to money which fulfill the conditions mentioned above 
pass from hand to hand without those who acquire them feeling 
any need for actually enforcing them. They completely perform all 
the functions of money. Why then should the bidders burden them- 
selves with the trouble of redeeming them? The claim which has 
been set in circulation remains in circulation, and becomes a money 
substitute. So long as confidence in the soundness of the bank is 
unshaken, and so long as the bank does not issue more money 
substitutes than its customers require for their dealings with one 
another (and everybody is to be regarded as a customer of the bank 
who accepts its money substitutes in place of money), then the 
situation in which the right behind the money substitute is enforced 
by presentation of notes for redemption or by withdrawal of de- 
posits simply does not arise. The bank-of-issue may therefore as- 
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sume that its money substitutes will remain in circulation until the 
necessity of dealing with persons outside the circle of customers 
forces holders to redeem them. This, in fact, is the very thing which 
enables the bank to issue fiduciary media at all, that is, to put money 
substitutes in circulation without maintaining in readiness the sum 
that would be necessary to keep the promise of immediate conver- 
sion that they represent. 

The body which issues the fiduciary media and is responsible for 
maintaining their equivalence with the sums of money to which 
they refer must nevertheless be able to redeem promptly those fi- 
duciary media which their holders present for conversion into 
money when they have to make payments to persons who do not 
recognize these fiduciary media as money substitutes. This is the 
only way in which a difference between the value of money on the 
one hand and of the notes and deposits on the other hand can be 
prevented from coming into existence. 

The Return of Fiduciary Media to the Issuer on Account of Lack of 
Confidence on the Part of the Holders 

The view has sometimes been expressed that if an issuing body 
wishes to secure equivalence between its fiduciary media and the 
money to which they refer, it should take precautions so as to be 
able to redeem those fiduciary media that are returned to it through 
lack of confidence on the part of the holders. It is impossible to 
subscribe to this view; for it completely fails to recognize the sig- 
nificance and object of a conversion fund. It cannot be the function 
of a conversion fund to enable the issuing body to redeem its fi- 
duciary media when its counters are besieged by holders who have 
lost confidence in them. Confidence in the capacity of circulation of 
fiduciary media is not an individual phenomenon; either it is shared 
by everybody, or it does not exist at all. Fiduciary media can fulfill 
their function only on the condition that they are fully equivalent 
to the sums of money to which they refer. They cease to be equiv- 
alent to these sums of money as soon as confidence in the issuer is 

George Reisman
persons

George Reisman



358 Money and Banking 

shaken even if only among a part of the community. The yokel who 
presents his note for redemption in order to convince himself of the 
bank's capacity to pay, which nobody else doubts, is only a comic 
figure that the bank has no need to fear. It need not make any special 
arrangements or take any special precautions on his account. But 
any bank that issues fiduciary media is forced to suspend payments 
if eueybody begins to present notes for redemption or to withdraw 
deposits. Any such bank is powerless against a panic; no system 
and no policy can help it then. This follows necessarily from the 
very nature of fiduciary media, which imposes upon those who 
issue them the obligation to pay a sum of money which they cannot 
command. 

The history of the last two centuries contains more than one ex- 
ample of such catastrophes. Those banks that have succumbed to 
the onslaughts of noteholders and depositors have been reproached 
with bringing about the collapse by granting credit imprudently, by 
tying up their capital, or by advancing loans to the state; extremely 
serious charges have been brought against their directors. Where 
the state itself has been the issuer of the fiduciary media, the im- 
possibility of maintaining their redeemability has usually been as- 
cribed to their having been issued in defiance of precepts based on 
banking experience. It is obvious that this attitude is due to a mis- 
understanding. Even if the banks had put all their assets in short 
investments, that is, in investments that could have been realized 
in a relatively short time, they would not have been able to meet 
the demands of their creditors. This follows merely from the fact 
that the banks' claims fall due only after notice has been given, 
while those of their creditors are payable on demand. Thus there 
lies an irresolvable contradiction in the nature of fiduciary media. 
Their equivalence to money depends on the promise that they will 
at any time be converted into money at the demand of the person 
entitled to them and on the fact that proper precautions are taken 
to make this promise effective. But-and this is likewise involved 
in the nature of fiduciary media-what is promised is an impossi- 
bility insofar as the bank is never able to keep its loans perfectly 
liquid. Whether the fiduciary media are issued in the course of bank- 

See Ricardo, 'Troposals," in Works, ed. McCulloch, 2d ed. (London, 1852), p. 406; 
Walras, h d e s  d'kconomie politique appliquh (Lausanne, 1898), pp. 365 f. 
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ing operations or not, immediate redemption is always impractica- 
ble if the confidence of the holders has been lost. 

The Case Against the Issue of Fiduciary Media 

Recognition of the fact, which had been pointed out before the 
time of Ricardo, that there is no way in which an issuer of fiduciary 
media can protect itself against the consequences of a panic or avoid 
succumbing to any serious run, may lead, if one likes, to a demand 
that the creation of fiduciary media should be prohibited. Many 
writers have adopted this attitude. Some have demanded the pro- 
hibition of the issue of such notes as have no metal backing; others, 
the prohibition of all clearing transactions except with full metallic 
cover; others again, and this is the only logical position, have com- 
bined both demands. 

Such demands as these have not been fulfilled. The progressive 
extension of the money economy would have led to an enormous 
extension in the demand for money if its efficiency had not been 
extraordinarily increased by the creation of fiduciary media. The 
issue of fiduciary media has made it possible to avoid the convul- 
sions that would be involved in an increase in the objective ex- 
change value of money, and reduced the cost of the monetary 
apparatus. Fiduciary media tap a lucrative source of revenue for 
their issuer; they enrich both the person that issues them and the 
community that employs them. In the early days of the modern 
banking system they played a further part still by strengthening the 
credit-negotiating activities of the banks (which in those times could 
hardly have proved profitable if carried on for their own sake alone) 
and so brought the system safely past those obstacles which ob- 
structed its beginnings. 

Prohibition of the issue of all notes except those with a full backing 
and of the lending of the deposits which serve as the basis of the 
check-and-clearing business would mean almost completely sup- 
pressing the note issue and almost strangling the check-and-clear- 

See for example, Tellkampf, Die Prinzipien des Geld- und Bankwesens (Berlin, 1867), 
pp. 181 ff.; Erfordernis voller Metalldeckung der Banknoten (Berlin, 1873), pp. 23 ff.; 
Geyer, Theorie und Praxis des Zettelbankwesens, zd ed. (Munich, 1874), p. 227. 
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ing system. If notes are still to be issued and accounts opened in 
spite of such a prohibition, then somebody must be found who is 
prepared to bear unrecompensed the costs involved. Only very 
rarely will this be the issuer, although occasionally such a thing 
happens. The United States created silver certificates in order to 
relieve the business world of the inconveniences of the clumsy silver 
coinage and to remove one of the obstacles in the way of an ex- 
tended use of the silver dollar, which it was thought desirable to 
encourage for reasons of currency policy. Similarly for reasons of 
currency policy, gold certificates were created, so as to bring gold 
money into use despite the public preference for paper.3 

Sometimes the public may be willing to use notes, checks, or giro 
transfers for technical reasons, even if it has to make a certain pay- 
ment to the bank for the facility. There are sometimes objections to 
the physical use of coins, which are not involved in the transfer of 
claims-to deposited sums of money. The storage of considerable 
sums of money and their insurance against risk from fire and flood 
and from robbery and theft are not always a small matter even for 
the individual merchant, and still less so for the private person. 
Warrants payable to order and checkbooks whose folios have no 
significance until they have been signed by an authorized person 
are less liable to dishonest handling than are coins, whose smooth 
faces tell no tales of the methods by which they have been acquired. 
But even banknotes, which retain no relationships to individuals, 
are yet easier to preserve against destruction and to secure against 
depredation than are bulky pieces of metal. It is true that the large 
accumulations of money deposited in the banks constitute all the 
more profitable and therefore attractive an objective for criminal 
enterprise; but in their case it is possible to take such precautionary 
measures as will afford almost complete safety, and it is similarly 
easier to safeguard such large deposits against the risk of accidental 
damage by the elements. It has proved a more difficult matter to 
withdraw the coffers of the banks from the grasp of those in political 
power; but even this has eventually been achieved, and such coups 
de main as those of the Stuarts or Davousts have not been repeated 
in modern times. 

See Hepburn, History of Coinage and Currency in the United States (New York, 1go3), 
p. 418. 
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A further motive for the introduction of payment through the 
mediation of the banks has been provided by the difficulty of de- 
termining the weight and fineness of coins in the ordinary course 
of daily business. In this way debasement of the coinage led to the 
establishment of the famous banks of Amsterdam and Hamburg. 
The commission of one-fortieth percent which the customers of the 
Bank of Amsterdam had to pay on each deposit or withdrawal4 was 
far outweighed by the advantages offered by the trustworthiness of 
the bank currency. Finally, the saving of costs of transport and the 
greater handiness are other advantages of banking methods of pay- 
ment that have similarly entered into consideration, especially in 
countries with a silver, or even a copper, standard. Thus in Japan 
as early as the middle of the fourteenth century, certain notes issued 
by rich merchants were in great demand because they offered a 
means of avoiding the costs and inconveniences involved in the 
transport of the heavy copper c ~ i n a g e . ~  The premium at which 
banknotes sometimes stood as against metallic currency before the 
development of the interlocal check-and-clearing business and the 
post-office-order service can most easily be explained along these 
lines. 

It is clear that prohibition of fiduciary media would by no means 
imply a death sentence for the banking system, as is sometimes 
asserted. The banks would still retain the business of negotiating 
credit, of borrowing for the purpose of lending. Not consideration 
for the banks, but appreciation of the influence of fiduciary media 
on the objective exchange value of money, is the reason why they 
have not been suppressed. 

The Redemption Fund 

A person who holds money substitutes and wishes to transact 
business with persons to whom these money substitutes are unfa- 
miliar and therefore unacceptable in lieu of money is obliged to 

See Dunbar, Chapters on the Theory and History of Banking, zd ed. (New York, 1907), 
P. 99. 

See Kiga, Das Bankwesen Japans, Leipziger lnaug. Diss., p, 9. 
See Oppenheim, Die Natur des Geldes (Mainz, 1855)~ pp. 241 f.  
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change the money substitutes into money. He goes to the body that 
is responsible for maintaining equivalence between the money sub- 
stitutes and money and proceeds to enforce the claim that the 
money substitutes embody. He presents the notes (or token coins 
or similar form of currency) for conversion or withdraws his de- 
posits. It follows from this that whoever issues money substitutes 
is never able to put more of them into circulation than will meet the 
needs of his customers for business among themselves. All issues 
in excess of this will return to the issuer, who will have to accept 
them in exchange for money if he does not wish to destroy the 
confidence on which his whole business is built up. (In view of what 
has been said in the preceding chapter and remains to be said in the 
following chapter, it should not be necessary to state expressly in 
this place also that this is true only when several coexisting banks 
issue money substitutes which have a limited capacity of circulation. 
If there is only a single bank issuing money substitutes, and if these 
money substitutes have an unlimited capacity of circulation, then 
there are no limits to the extension of the issue of fiduciary media. 
The case would be th,e same if all the banks had a common under- 
standing as to the issue of their money substitutes and extended 
the circulation of them according to uniform principles.) 

Thus, in the circumstances assumed, it is not possible for a bank 
to issue more money substitutes than its customers can use; every- 
thing in excess of this must flow back to it. There is no danger in 
this so long as the excess issue is one of money certificates; but an 
excess issue of fiduciary media is catastrophic. 

Consequently the chief rule to be observed in the business of a 
credit-issuing bank is quite clear and simple: it must never issue 
more fiduciary media than will meet the requirements of its cus- 
tomers for their business with each other. But it must be admitted 
that there are unusually big difficulties in the practical application 
of this maxim for there is no way of determining the extent of these 
requirements on the part of customers. In the absence of any exact 
knowledge on this point the bank has to rely upon an uncertain 
empirical procedure which may easily lead to mistakes. Neverthe- 
less, prudent and experienced bank directors-and most bank di- 
rectors are prudent and experienced-usually manage pretty well 
with it. 
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It is only exceptionally that the clienteles of the credit-issuing 
banks as such extend beyond political boundaries. Even those banks 
that have branches in different countries give complete independ- 
ence to their individual branches in the issue of money substitutes. 
Under present political conditions, uniform administration of bank- 
ing firms domiciled in different countries would hardly be possible; 
and difficulties of banking technique and legislation, and finally 
difficulties of currency technique, stand in the way also. Further- 
more, within individual countries it is usually possible to distin- 
guish two categories of credit banks. On the one hand there is a 
privileged bank, which possesses a monopoly or almost a monopoly 
of the note issue, and whose antiquity and financial resources, and 
still more its extraordinary reputation throughout the whole coun- 
try give it a unique position. And on the other hand there is a series 
of rival banks, which have not the right of issue and which, however 
great their reputation and the confidence in their solvency are un- 
able to compete in the capacity for circulation of their money sub- 
stitutes with the privileged bank, behind which stands the state 
with all its authority. Different principles apply to the policies of the 
two kinds of bank. For the banks of the second group, it is sufficient 
if they keep in readiness for the redemption of those money sub- 
stitutes which are returned to them a certain sum of such assets as 
will enable them to command on demand the credit of the central 
bank. They extend the circulation of their fiduciary media as far as 
possible. If in so doing they exceed the issue that their customers 
can absorb, so that some of their fiduciary media are presented for 
redemption, then they procure from the central bank the necessary 
resources for this by rediscounting bills from their portfolio, or by 
pledging securities. Thus the essence of the policy that they must 
pursue to maintain their position as credit-issuing banks consists 
in always maintaining a sufficiently large quantity of such assets as 
the central bank regards as an adequate basis for granting credit. 

The central banks have no such support from a more powerful 
and distinguished institution. They are thrown entirely upon their 
own resources, and must shape their policy accordingly. If they have 
put too many money substitutes into circulation so that holders 
apply for their redemption, then they have no other way out than 
that provided by their redemption fund. Consequently, it is nec- 



364 Money and Banking 

essary for them to see that there are never more of their fiduciary 
media in circulation than will meet the requirements of their cus- 
tomers. As has already been said, it is not possible to make a direct 
evaluation of these requirements. Only an indirect evaluation is 
practicable. The proportion of the total demand for money in the 
broader sense that cannot be satisfied by fiduciary media must be 
determined. This will be the quantity of money that is necessary for 
doing business with the persons who are not customers of the cen- 
tral bank; that is, the quantity required for purposes of foreign trade. 

The demand for money for international trade is composed of two 
different elements. It consists, first, of the demand for those sums 
of money which, as a result of variations in the relative extent and 
intensity of the demand for money in different countries, are trans- 
ported from one country to another until that position of equilib- 
rium is reestablished in which the objective exchange value of 
money has the same level everywhere. It is impossible to avoid the 
transfers of money that are necessary on this account. It is true that 
we might imagine the establishment of an international deposit 
bank in which large sums of money were deposited, perhaps even 
all the money in the world, and made the basis of an issue of money 
certificates, that is, of notes or balances completely backed by 
money. This well might put a stop to the physical use of coins, and 
might in certain circumstances tend to a considerable reduction of 
costs; instead of coins being used, notes would be sent or transfers 
made in the books of the bank. But such external differences would 
not affect the nature of the process. 

The other motive for international transfers of money is provided 
by those balances that arise in the international exchange of com- 
modities and services. These have to be settled by transfers in op- 
posite directions, and it is therefore theoretically possible to 
eliminate them completely by developing the clearing process. 

In foreign-exchange dealings and the related transactions that in 
recent times have been united with them, there is a fine mechanism 
which cancels out nearly all such transfers of money. It is only ex- 
ceptionally nowadays that two ships meet at sea, one of them taking 
gold from London to New York and the other bringing gold from 
New York to London. International transfers of money are con- 
trolled as a rule merely by variations in the ratio betwekn the de- 
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mand for money and the stock of money. Among these variations, 
those with the greatest practical importance are those which dis- 
tribute the newly mined precious metals throughout the world, a 
process in which London often plays the part of a middleman. Apart 
from this, and provided that no extraordinary cause suddenly alters 
the relative demand for money in different countries, the transfer- 
ence of money from country to country cannot be particularly ex- 
tensive. It may be assumed that, as a rule, the variations that occur 
in this way are not so great as those variations in stocks of money 
that are due to new production, or at least that they do not exceed 
them by very much. If this is true-and it is supported only by 
rough estimates-then the movements which are necessary for 
bringing the purchasing power of money to a common level will 
consist largely or entirely of variations in the distribution of the 
additional quantity of money only. 

It is possible to estimate on empirical grounds that the relative 
demand for money in a country, that is, the extent and intensity of 
its demand for money in relation to the extent and intensity of the 
demand for money in other countries (this phrase being interpreted 
throughout in the broader sense), will not decrease within a rela- 
tively short period to such an extent as to cause the quantity of 
money and fiduciary media together in circulation to sink below 
such and such a fraction of its present amount. Of course, such 
estimates are necessarily based upon more or less arbitrary combi- 
nations of factors and it is obviously never out of the question that 
they will be subsequently upset by unforeseen events. But if the 
amount is estimated very conservatively, and if due account is also 
taken of the fact that the state of international trade may necessitate 
transfers of money from country to country if only temporarily, 
then, so long as the quantity of fiduciary media circulating within 
the country is not increased beyond the estimated amount and no 
money certificates are issued either, the accumulation of a redemp- 
tion fund might prove altogether unnecessary. For so long as the 
issue of fiduciary media does not exceed this limit, and assuming 
of course the correctness of the estimate on which it is based, there 
can arise no demand for redemption of the fiduciary media. If, for 
example, the quantity of the banknotes, treasury notes, token coins, 
and deposits at present in circulation in Germany were reduced by 
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the sum deposited as cover for it in the vaults of the banks, the 
money and credit system would not be changed in any way. Ger- 
many's power to transact business through the medium of money 
with foreign countries would not be a f fe~ted .~  It is only the notes, 
deposits, and so forth, that are not covered by money that have the 
character of fiduciary media; it is these only and not those covered 
by money that have the effects on the determination of prices which 
it is the task of this part of our book to describe. 

If the amount of fiduciary media in circulation were kept at a level 
below the limit set by the presumable maximum requirements of 
foreign trade, then it would be possible to do without a redemption 
reserve altogether, if it were not for a further circumstance that en- 
ters into the question. This circumstance is the following: if persons 
who needed a sum of money for foreign payments and were obliged 
to obtain it by the exchange of money substitutes could do this only 
through numerous money-changing transactions, perhaps involv- 
ing an expenditure of time and trouble so that the procedure cost 
them something, this would militate against the complete equiva- 
lence of money substitutes and money, causing the former to cir- 
culate at a discount. Hence, if only on this account, a redemption 
fund of a certain amount would have to be maintained, even though 
the quantity of money actually in circulation was enough for trade 
with foreign countries. It follows from this that the fully backed 
note and the fully covered deposit, originally necessary in order to 
accustom the public to the use of these forms of money substitute, 
have still to be retained nowadays along with the superficially sim- 
ilar but essentially different fiduciary medium. A note or deposit 
currency with no money backing at all, that is, one which consists 
entirely of fiduciary media, still remains a practical impossibility. 

If we look at the redemption funds of the self-sufficing banks, we 
shall observe in them an apparently quite irregular multifarious- 
ness. We shall observe that the kind and amount of cover of the 
money substitutes, especially those issued in note form, are regu- 
lated by a series of rules, constructed on quite different Lines, partly 
by mercantile usage and partly by legislation. It is hardly correct to 
speak of different systems in this connection; that ambitious desig- 

This example assumes the circumstances that existed before 1914 
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nation is little suited to empirical rules that have for the most part 
been founded on erroneous views of the nature of money and fi- 
duciary media. There is, however, one idea that is expressed in all 
of them; the idea that the issue of fiduciary media needs to be limited 
by some kind of artificial restriction since it has no natural limits. 
Thus the question underlying all monetary policy, whether an un- 
limited increase of fiduciary media with its ineluctable consequence 
of a diminution in the objective exchange value of money is a thing 
to be encouraged, is implicitly answered in the negative. 

Recognition of the need for an artificial limitation of the circulation 
of fiduciary media is, both on strictly scientific grounds and also on 
grounds of practical expediency, a product of economic inquiry dur- 
ing the first half of the nineteenth century. Its triumph over other 
views ended decades of such lively discussion as our science has 
seldom known, and at the same time concluded a period of uncer- 
tain experiment in the issuing of fiduciary media. During the years 
that have since elapsed, the grounds on which it was based have 
been subjected to criticism, sometimes ill founded, sometimes 
founded upon real objections. But the principle of limiting the 
issue of uncovered notes has not been abandoned in banking leg- 
islation. Nowadays it still constitutes an essential element in the 
banking policy of civilized nations, even if the circumstance that the 
limitation only applies to the issue of fiduciary media in the form 
of notes and not to the constantly growing issue in the form of 
deposits may make its practical importance less than it was some 
decades ago. 

Limitation of fiduciary media also forms part of the money and 
credit system in India, the Philippines, and those countries that 
have imitated them, although in a different garb. No direct numer- 
ical proportion has been set up between the redemption fund ad- 
ministered by the government and the quantity of fiduciary media 
in circulation; any attempt to do this would have met with technical 
difficulties if only because it was impossible to calculate exactly what 
the quantity of fiduciary media was at the time of the transition to 
the new standard. But the further issue of fiduciary media in the 
form of legal-tender coinage is reserved to the state (it mostly re- 
quires special legislation) in a similar fashion to that in which the 
issue of token coinage and the like is regulated elsewhere. 
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The  So-called 'Banking Type of Cover for Fiducia y Media 

The expressions solvency and liquidity are not always used cor- 
rectly when they are applied to the circumstances of a bank. They 
are sometimes regarded as synonymous; but orthodox opinion un- 
derstands them to refer to two different states. (It must be admitted 
that a clear definition and distinction of the two concepts is usually 
not attempted.) 

A bank may be said to be solvent when its assets are so constituted 
that a liquidation would necessarily result at least in complete sat- 
isfaction of all of its creditors. Liquidity is that condition of the 
bank's assets which will enable it to meet all its liabilities, not merely 
in full, but also in time, that is, without being obliged to ask for 
anything in the nature of a moratorium from its creditors. Liquidity 
is a particular sort of solvency. Every enterprise-for the same is 
true of any body that participates in credit transactions-that is 
liquid is also solvent; but on the other hand not every undertaking 
that is solvent is also liquid. A person who cannot settle a debt on 
the day when it falls due has not a liquid status, even if there is no 
doubt that he will be able in three or six months' time to pay the 
debt together with interest and the other costs in which the delay 
is meanwhile involving the creditor. - 

Since ancient times commercial law has imposed on everybody 
the obligation to have regard to liquidity throughout the whole con- 
duct of his business. This requirement is characteristically expressed 
in mercantile life. Anyone who has to approach his creditor for 
permission to defer the payment of a debt, anyone who allows 
matters to reach the point of having his bills protested, has imperiled 
his business reputation, even if he is afterward able to meet all his 
outstanding obligations in full. All undertakings are subject to the 
rule that we have already encountered as the business principle of 
the credit-negotiating banks, that steps must be taken to permit the 
full and punctual settlement of every claim as it falls due.8 

See pp. 296 ff. But the fact is often ignored that this "principle of the banking 
adequate cover" is valid not only for banks but similarly for all other undertakings. 
See, for example, Schulze-Gaevernitz, "Die deutsche Kreditbank," Grundriss der 
Sozialokonornik, Part V, section 2, pp. 240 ff. 
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For credit-issuing banks, regard to this fundamental rule of pru- 
dent conduct is an impossibility. It lies in their nature to build upon 
the fact that a proportion-the larger proportion-of the fiduciary 
media remains in circulation and that the claims arising from this 
part of the issue will not be enforced, or at least will not be enforced 
simultaneously. They are bound to collapse as soon as confidence 
in their conduct is destroyed and the creditors storm their counters. 
They, therefore, are unable to aim at liquidity of investment like all 
other banks and undertakings in general; they have to be content 
with solvency as the goal of their policy. 

This is customarily overlooked when the covering of the issue of 
fiduciary media by means of short-term loans is referred to as a 
method that is peculiarly suited to their nature and function, and 
when the appellation "characteristically banking type of cover" is 
applied to it,9 because it is supposed that consistent application of 
the general rule about liquidity to the special circumstances of the 
credit-issuing banks shows it to be the system of investment that 
is proper to such banks. Whether the assets of a credit-issuing bank 
consist of short-term bills or of hypothecary loans remains a matter 
of indifference in the case of a general run. If the bank is in imme- 
diate need of large sums of money it can procure them only by 
disposing of its assets; when the panic-stricken public is clamoring 
at its counters for the redemption of notes or the repayment of 
deposits, a bill that has still thirty days to run is of no more use to 
it than a mortgage which is irredeemable for just as many years. At 
such moments the most that can matter is the greater or lesser ne- 
gotiability of the assets. But in certain circumstances, long-term or 
even irredeemable claims may be easier to realize than short-term; 

See Wagner, System der Zettelbankpolitik (Freiburg, 1873). p p  240 ff.-The "golden 
rule" found its classical expression with regard to the business of credit banks in the 
famous "Note expediee du Havre le 29 Mai 1810, a la Banque de France, par ordre de 
S. M. IfEmpereur, et par l'entremise de M. le comte Mollien, ministre du Tresor" (1 
quote from the reprint in Wolowski, La Question des Banques [Paris, 18641, pp. 83-87): 
"I1 faut qu'une banque se maintienne en etat de se liquider a tout moment, d'abord, 
vis-a-vis des porteurs de ses billets, par la realisation de son portefeuille, et, apres 
les porteurs de ses billets, viv-a-vis de ses actionnaires, par la distribution a faire 
entre eux de la portion du capital fourni par chacun d'eux. Pour ne jamais finir, une 
banque doit etre toujours prPte a finir" (p. 87). All the same, Mollien had no doubt on 
the point that a bank that does not issue its notes otherwise "qu'en echange de 
bonnes et valable lettres de change, 6 deux et trois mois de terme au plus" can only call 
in its notes from circulation "dans un espace de trois mois" (ibid., p. 84). 
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in times of crisis, government annuities and mortgages may per- 
haps find buyers more readily than commercial bills. 

It has already been mentioned that in most states two categories 
of banks exist, as far as the public confidence they enjoy is con- 
cerned. The central bank-of-issue, which is usually the only bank 
with the right to issue notes, occupies an exceptional position, ow- 
ing to its partial or entire administration by the state and the strict 
control to which all its activities are subjected. lo It enjoys a greater 
reputation than the other credit-issuing banks, which have not such 
a simple type of business to carry on, which often risk more for the 
sake of profit than they can be responsible for, and which, at least 
in some states, carry on a series of additional enterprises, the busi- 
ness of company formation for example, besides their banking ac- 
tivities proper, the negotiation of credit and the granting of credit 
through the issue of fiduciary media. These banks of the second 
order may under certain circumstances lose the confidence of the 
public without the position of the central bank being shaken. In this 
case they are able to maintain themselves in a state of liquidity by 
securing credit from the central bank on their own behalf (as indeed 
they also do in other cases when their resources are exhausted) and 
so being enabled to meet their obligations punctually and in full. It 
is therefore possible to say that these banks are in a state of liquidity 
so long as their liabilities as they fall due from day to day are bal- 
anced by such assets as the central bank considers a sufficient se- 
curity for advances. It is well known that some banks are not liquid 
even in this sense. The central banks of individual countries could 
similarly attain a state of liquidity if they only carried such assets 
against their issues of fiduciary media as would be regarded as 
possible investments by their sister institutions abroad. But even 
then it would remain true that it is theoretically impossible to main- 
tain the credit bank system in a state of liquidity. A simultaneous 
destruction of confidence in all banks would necessarily lead to a 
general collapse. 

It is true that the investment of its assets in short-term loans does 
make it possible for a bank to satisfy its creditors within a certain 

In the United States, before the reorganization of the banking system under the 
Federal Reserve Act, the lack of a central bank in times of crises was made up for by 
ad hoc organizations of the banks that were members of the clearinghouses. 
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comparatively short period. But this would prove adequate in the 
face of a loss of confidence only if the holders of notes and deposits 
did not apply simultaneously to the bank for immediate payment 
of the sums of money owing to them. Such a supposition is not 
very probable. Either there is no lack of confidence at all or it is 
general. There is only one way in which liquidity of status might be 
at least formally secured with regard to the special circumstances of 
credit-issuing banks. If such banks made loans only on the condi- 
tion that they had the right to demand repayment at any time, then 
the problem of liquidity would of course be solved for them in a 
simple manner. But from the point of view of the community as a 
whole, this is of course no solution, but only a shelving, of the 
problem. The status of the bank could only apparently be kept liquid 
at the expense of the status of those who borrowed from it, for these 
would be faced with precisely the same insurmountable difficulty. 
The banks' debtors would not have kept the borrowed sums in their 
safes, but would have put them into productive investments from 
which they certainly could not withdraw them without delay. The 
problem is thus in no way altered; it remains insoluble. 

The Significance of Short-Term Cover 

Credit-issuing banks as a rule give preference to short-term loans 
as investments. Often the law compels them to do this, but in any 
case they would be forced to do it by public opinion. But the sig- 
nificance of this preference has nothing to do with the greater ease 
with which it is generally, but erroneously, supposed to allow the 
fiduciary media to be redeemed. It is true that it is a policy that has 
preserved the bank-credit system in the past from severe shocks; it 
is true that its neglect has always avenged itself; and it is true that 
it still is important for the present and future; but the reasons for 
this are entirely different from those which the champions of short- 
term cover are in the habit of putting forward. 

One of its reasons, and the less weighty, is that it is easier to judge 
the soundness of investments made in the form of short-term loans 
than that of long-term investments. It is true that there are numer- 
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ous long-term investments that are sounder than very many short- 
term investments; nevertheless, the soundness of an investment 
can as a rule be judged with greater certainty when all that has to 
be done is to survey the circumstances of the market in general and 
of the borrower in particular for the next few weeks or months, than 
when it is a matter of years or decades. 

The second and decisive reason has already been mentioned. l1 
If the granting of credit through the issue of fiduciary media is 
restricted to loans that are to be paid back after a short space of time, 
then there is a certain limitation of the amount of the issue of fi- 
duciary media. The rule that it is desirable for credit-issuing banks 
to grant only short-term loans is the outcome of centuries of ex- 
perience. It has been its fate always to be misunderstood; but even 
so, obedience to it has had the important effect of helping to limit 
the issue of fiduciary media. 

7 

The Security of the Investments of the Credit-issuing Banks 

The solution of the problem of soundness is no more difficult for 
the credit-issuing banks than for the credit-negotiating banks. If the 
fiduciary media are issued only on good security and if a guarantee 
fund is created out of the bank's share capital for the purpose of 
covering losses, for even under prudent management losses cannot 
always be avoided, then the bank can put itself in a position to 
redeem in full the fiduciary media that it issues, although not within 
the term specified in its promises to pay. 

Nevertheless, the soundness of the cover is only of subordinate 
importance as far as fiduciary media are concerned. It may disap- 
pear entirely, at least in a certain sense, without prejudicing their 
capacity of circulation. Fiduciary media can even be issued without 
any cover at all. This occurs, for example, when the state issues 
token coins and does not devote the seigniorage to a particular fund 
for their redemption. (Under certain circumstances, the metal value 
of the coins themselves may be regarded as partial security. And of 
course the state as a whole has assets that provide far greater se- 

l 1  See above, pp. 346 f .  
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curity than any sort of special fund could offer.) On the other hand, 
even if the fiduciary media are-completely covered by the assets of 
the issuer, so that only the time of their redemption and not its 
ultimate occurrence is open to question, this cannot have any sort 
of influence whatever in support of their capacity for circulation; for 
this depends exclusively upon the expectation that the issuer will 
redeem them promptly. 

To have overlooked this is the error underlying all those proposals 
and experiments which have aimed at guaranteeing the issue of 
fiduciary media by means of funds consisting of nonliquid assets, 
such as mortgages. If those money substitutes that are presented 
for redemption are immediately and fully redeemed in money, then, 
beyond the cash reserve necessary for this redemption, no stock of 
goods is needed for maintaining equivalence between the fiduciary 
media and money. If, however, the money substitutes are not fully 
and immediately redeemed for money, then they will not be reck- 
oned as equivalent to money just because there are some goods 
somewhere that will at some time be used to satisfy the demands 
that the holders of the money substitutes are entitled to make on 
the ground of the claims that the money substitutes embody. They 
will be valued at less than the sums of money to which they refer, 
because their redemption is in doubt and at the best will not occur 
until after the passage of a period of time. And so they will cease 
to be money substitutes; if they continue to be used as media of 
exchange, it will be at an independent valuation; they will be no 
longer money substitutes, but credit money. 

For credit money also, that is for unmatured claims which serve 
as common media of exchange, "cover" by a special fund is super- 
fluous. So long as the claims are tendered and accepted as money, 
and thus have obtained an exchange value in excess of that which 
is attributed to them as mere claims, such a fund has no bearing on 
the matter. The significance of the regulations as to cover and the 
funds for that purpose lies here, as with fiduciary media, in the fact 
that they indirectly set a limit to the quantity that can be issued. l2 

l2 See Nicholson, A Treatise on Money and Essays on Present Monetary Problems (Edin- 
burgh, 1888), pp. 67 f .  
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Foreign Bills of Exchange as a Component of the Redemption Fund 

Since it is not the object of a redemption fund to provide for the 
redemption of such money substitutes as are returned to the bank 
because of lack of confidence in their goodness, but only to provide 
the bank's customers with the media of exchange necessary for 
dealing with persons who are not among its customers, it is obvious 
that such a fund might be composed at least in part of such things 
as, without being money, can be used like money for dealings with 
outsiders. These things comprise not only foreign money substi- 
tutes but also all such claims as form the basis of the international 
clearing business, primarily, that is to say, foreign bills, that is, bills 
on foreign places. The issue of money substitutes cannot be in- 
creased beyond the quantity given by the demand for money (in 
the broader sense) of the customers of the bank for intercourse 
within the clientele of the bank. Only an extension of the clientele 
could prepare the way for an extension of the circulation; for the 
national central bank-of-issue, whose influence is limited by polit- 
ical boundaries, such an extension remains impossible. Neverthe- 
less, if part of the redemption fund is invested in foreign bank- 
notes, or in foreign bills, foreign checks, and deposits at short notice 
with foreign banks, then a larger proportion of the money substi- 
tutes issued by the banks can be transformed into fiduciary media 
than if the bank held nothing but money in readiness for the foreign 
dealings of its customers. In this way a credit-issuing bank may 
even transform into fiduciary media almost all the money substi- 
tutes that it issues. The private banks of many countries are now 
.no longer far removed from this state of affairs; they are in the habit 
of providing for the prompt redemption of the money substitutes 
issued by them by holding a reserve itself consisting of money sub- 
stitutes; only so far as these covering money substitutes are money 
certificates do the issued money substitutes not bear the character 
of fiduciary media. It is only fairly recently that the central banks- 
of-issue also have begun to adopt the practice of admitting money 
substitutes and foreign bills into their conversion funds. 

Just as the goldsmiths once began to lend out part of the moneys 
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entrusted to them for safekeeping, so the central banks have taken 
the step of investing their stock of metal partly in foreign bills and 
other foreign credits. An example was set by the Hamburg Giro 
Bank, which was accustomed to hold part of its reserve in bills on 
London; it was followed during the last quarter of the nineteenth 
century by a series of banks-of-issue. It was with regard to their 
profits that the banks accepted this system of cover. The investment 
of a part of the redemption fund in foreign bills and other foreign 
balances that could be easily and quickly realized was intended to 
reduce the costs of maintaining the reserve. In certain countries the 
central banks-of-issue acquired a portfolio of foreign bills because 
the domestic discount business was not sufficiently remunerative. l3 

Generally speaking, it was the central banks-of-issue and the gov- 
ernmental redemption funds of the smaller and financially weaker 
countries that tried to save expense in this way. Since the war, which 
has made the whole world poorer, their procedure has been widely 
imitated. It is clear that the policy of investing the whole redemption 
fund in foreign claims to gold cannot become universal. If all the 
countries of the world were to go over to the gold-exchange stan- 
dard and hald their redemption funds not in gold but in foreign 
claims to gold, gold would no longer be required for monetary pur- 
poses at all. That part of its value which is founded upon its em- 
ployment as money would entirely disappear. The maintenance of 
a gold-exchange standard with the redemption fund invested in 
foreign bills undermines the whole gold-standard system. We shall 
have to return to this point in chapter 20. 

l3  See Kalkmann, "Holland's Geldwesen i m q .  Jahrhundert," inSchmoller's Iahrbuch, 
vol. 25, pp. 1249 ff.; Witten, "Die Devisenpolitik der Nationalbank von Belgien," in 
ibid., vol. 42, pp. 625 ff. 
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CHAPTER 19 

Money, Credit, and Interest 

On the Nature of the Problem 

I t is the object of this chapter to investigate the connection between 
the amount of money in circulation and the level of the rate of 

interest. It has already been shown that variations in the proportion 
between the quantity of money and the demand for money influence 
the level of the exchange ratio between money and other economic 
goods. It now remains for us to investigate whether the variations 
thus evoked in the prices of commodities affect goods of the first 
order and goods of higher orders to the same extent. Until now we 
have considered variations in the exchange ratio between money 
and consumption goods only and left out of account the exchange 
ratio between money and production goods. This procedure would 
seem to be justifiable, for the determination of the value of con- 
sumption goods is the primary process and that of the value of pro- 
duction goods is derived from it. Capital goods or production goods 
derive their value from the value of their prospective products; 
nevertheless, their value never reaches the full value of these pro- 
spective products, but as a rule remains somewhat below it. The 
margin by which the value of capital goods falls short of that of their 
expected products constitutes interest; its origin lies in the natural 
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difference of value between present goods and future goods. If price 
variations due to monetary determinants happened to affect pro- 
duction goods and consumption goods in different degreeeand 
the possibility cannot be dismissed offhand-then they would lead 
to a change in the rate of interest. The problem suggested by this is 
identical with a second, although they are usually dealt with sepa- 
rately: Can the rate of interest be affected by the credit policy of the 
banks that issue fiduciary media? Are banks able to depress the rate 
of interest charged by them, for those loans that their power to issue 
fiduciary media enables them to make, until it reaches the limit set 
by the technical working costs of their lending business? The ques- 
tion that confronts us here is the much discussed question of the 
gratuitous nature of bank credit. 

In lay circles this problem is regarded as long since solved. Money 
performs its function as a common medium of exchange in facilitat- 
ing not only the sale of present goods but also the exchange of pres- 
ent goods for future goods and of future goods for present goods. 
An entrepreneur who wishes to acquire command over capital goods 
and labor in order to begin a process of production must first of all 
have money with which to purchase them. For a long time now it 
has not been usual to transfer capital goods by way of direct ex- 
change. The capitalists advance money to the producers, who then 
use it for buying means of production and for paying wages. Those 
entrepreneurs who have not enough of their own capital at their 
disposal do not demand production goods, but money. The demand 
for capital takes on the form of a demand for money. But this must 
not deceive us as to the nature of the phenomenon. What is usually 
called plentifulness of money and scarcity of money is really plen- 

' The fact that I have followed the terminology and method of attack of Bohm- 
Bawerk's theory of interest throughout this chapter does not imply that I am an 
adherent of that theory or am able to regard it as a satisfactory solution of the problem. 
But the present work does not afford scope for the exposition of my own views on 
the problem of interest; that must be reserved for a special study which I hope will 
appear in the not too distant future. In such circumstances I have had no alternative 
but to develop my argument on the basis of Bohm-Bawerk's theory. Bohm-Bawerk's 
great achievement is the foundation of the work of all those who until now have 
dealt with the problem of interest since his time, and may well be the foundation of 
the work of those who will do so in the future. He was the first to clear the way that 
leads to understanding of the problem; he was the first to make it possible system- 
atically to relate the problem of interest to that of the value of money. 



Money,  Credit, and ln terest 379 

tifulness of capital and scarcity of capital. A real scarcity or plenti- 
fulness of money can never be directly perceptible in the community, 
that is, it can never make itself felt except through its influence on 
the objective exchange value of money and the consequences of the 
variations so induced. For since the utility of money depends exclu- 
sively upon its purchasing power, which must always be such that 
total demand and total supply coincide, the community is always in 
enjoyment of the maximum satisfaction that the use of money can 
yield. 

This was not recognized for a long time and to a large extent it is 
not recognized even nowadays. The entrepreneur who would like 
to extend his business beyond the bounds set by the state of the 
market is prone to complain of the scarcity of money. Every increase 
in the rate of discount gives rise to fresh complaints about the illiber- 
ality of the banks' methods or about the unreasonableness of the 
legislators who make the rules that limit their powers of granting 
credit. The augmentation of fiduciary media is recommended as a 
universal remedy for all the ills of economic life. Much of the pop- 
ularity of inflationary tendencies is based on similar ways of think- 
ing. And it is not only laymen who subscribe to such views. Even if 
experts have been unanimous on this point since the famous argu- 
ments of David Hume and Adam Smith,2 almost every year new 
writers come forward with attempts to show that the size and com- 
position of the stock of capital has no influence on the level of in- 
terest, that the rate of interest is determined by the supply of and 
the demand for credit, and that, without having to raise the rate of 
interest, the banks would be able to satisfy even the greatest de- 
mands for credit that are made upon them, if their hands were not 
tied by legislative  provision^.^ 

The superficial observer whose insight is not very penetrating will 
discover many symptoms which seem to confirm the above views 
and others like them. When the banks-of-issue proceed to raise the 
rate of discount because their note circulation threatens to increase 
beyond the legally permissible quantity, then the most immediate 

See Hume, Essays, ed. Frowde (London), pp. 303 ff.; Smith, The Wealth of Nations, 
Cannan's ed. (London, 1930)~ vol. 2, pp. 243 ff.; see also J. S. Mill, Principles of Political 
Economy (London, 1867), pp. 296 f .  

See, for example, Georg Schmidt, Kredit und Zins (Leipzig, qlo), pp. 38 ff. 
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cause of their procedure lies in the provisions that have been made 
by the legislators for'the regulation of their right of issue. The general 
stiffening of the rate of interest in the so-called money market, the 
market for short-term capital investments, which occurs, or at least 
should occur, as a consequence of the rise of the discount rate, is 
therefore, and with a certain appearance of justification, laid to the 
charge of national banking policy. Still more striking is the procedure 
of the central banks when they think it beyond their power to bring 
about the desired general dearness in the money market by merely 
increasing the bank rate: they take steps which have the immediate 
object of forcing up the rate of interest demanded by the other na- 
tional credit-issuing banks in their short-term-loan business. The 
Bank of England is in the habit in such circumstances of forcing 
consols on the open market,4 the German Reichsbank of offering 
Treasury bonds for discount. If these methods are considered by 
themselves, without account being taken of their function in the 
market, then it seems reasonable to conclude that legislation and 
the self-seeking policy of the banks are responsible for the rise in the 
rate of interest. Inadequate understanding of the complicated rela- 
tionships of economic life makes all such legislative provisions ap- 
pear to be measures in favor of capitalism and against the interest - 

of the producing c l a s se~ .~  
But the defenders of orthodox banking policy have been no hap- 

pier in their arguments. They evidence no very considerable insight 
into the problems lying behind such slogans as "protection of the 
standard" and "control of excessive speculation." Their prolix dis- 
cussions are generously garnished with statistical data that are in- 
capable of proving anything, and they devote scrupulous attention 
to the avoidance of the big questions of theory that constitute the 
bulk of their subject. It is undeniable that there are some excellent 
works of a descriptive nature to be found among the huge piles of 

The transaction is conducted by the bank selling part of its consols "for money" 
and buying them back immediately "on account." The on-account price is higher, 
because it contains a large part of the interest that is almost due; the margin between 
the two prices represents the compensation that the bank pays for the loan. The cost 
that this entails is made up for by the fact that the bank now gets a larger proportion 
of the lending business. See Jaffb, Das englische Bankwesen, 2d ed. (Leipzig, igio), p. 
250. 

See, for example, Arendt, Geld-Bank-Borse (Berlin, 1go7), p. 19. 
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valueless publications on banking policy of recent years, but it is 
equally undeniable that with a few honorable exceptions their con- 
tribution to theory cannot compare with the literary memorials left 
by the great controversy of the Currency and Banking Schools. 

The older English writers on the theory of the banking system 
made a determined attempt to apprehend the essence of the prob- 
lem. The question around which their investigations centered is 
whether there is a limit to the granting of credit by the banks; it is 
identical with the question of the gratuitous nature of credit; it is 
most intimately connected with the problem of interest. During the 
first four decades of the nineteenth century the Bank of England 
was able to regulate only to a limited degree the amount of credit 
granted by varying the rate of discount. Because of the legislative 
restriction of the rate of interest which was not removed until 1837 
it could not raise its rate of discount above five percent; and it never 
allowed it to fall below four p e r ~ e n t . ~  At that time the best means 
it had of adjusting its portfolio to the state of the capital market was 
the expansion and contraction of its discounting activities. That 
explains why the old writers on banking theory mostly speak only 
of increases and diminutions of the note circulation, a mode of 
expression that was still retained long after the circumstances of the 
time would have justified reference to rises and falls in the rate of 
discount. But this does not affect the essence of the matter; in both 
problems, the only point at issue is whether the banks can grant 
credit beyond the available amount of capital or not.7 

Both parties were agreed in answering this question in the neg- 
ative. This is not surprising. These English writers had an extraor- 
dinarily deep understanding of the nature of economic activities; 
they combined thorough knowledge of the theoretical literature of 
their time with an insight into economic life that was based upon 
their own observations. Their strictly logical training permitted 
them rapidly and easily to separate essentials from nonessentials 
and guarded them from mistaking the outer husk of truth for the 

See Gilbart, The His toy ,  Principles and Practice of Banking, rev. ed. (London, qoq), 
vol. I, p. 98. 

See Wicksell, Geldzins und Giiterpreise (Jena, 1898), p. 74. Indeed, even the writers 
of that period do frequently deal with the problem of a change in the rate of interest; 
see, for example, Tooke, A n  l n q u i y  into the Currency Principle (London, 1844)~ p. 124 
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kernel that it encloses. Their views on the nature of interest might 
diverge considerably-many of them, in fact, had but the vaguest 
ideas on this important problem, whose significance was not made 
explicit until a later stage in the development of the sciencebut 
they harbored no doubts that the level of the rate of interest as 
determined by general economic conditions could certainly not be 
influenced by an increase or diminution in the quantity of money 
or other media of payment in circulation, apart from considerations 
of the increase in the stock of goods available for productive pur- 
poses that might be brought about by the diminution of the demand 
for money. 

But beyond this the paths of the two schools diverged. Tooke, 
Fullarton, and their disciples flatly denied that the banks had any 
power to increase the amount of their note issue beyond the re- 
quirements of business. In their view, the media of payment issued 
by the banks at any particular time adjust themselves to the require- 
ments of business in such a way that with their assistance the pay- 
ments that have to be made at that time at a given level of prices 
can all be settled by the use of the existing quantity of money. As 
soon as the circulation is saturated, no bank, whether it has the 
right to issue notes or not, can continue to grant credit except from 
its own capital or from that of its  depositor^.^ These views were 
directly opposed to those of Lord Overstone, Torrens, and others, 
who started by assuming the possibility of the banks having the 
power of arbitrarily extending their note issue, and who attempted 
to determine the way in which the disturbed equilibrium of the 
market would reestablish itself after such a proceeding. The Cur- 
rency School propounded a theory, complete in itself, of the value 
of money and the influence of the granting of credit on the prices of 
commodities and on the rate of interest. Its doctrines were based 
upon an untenable fundamental view of the nature of economic 
value; its version of the quantity theory was a purely mechanical 

See Tooke, A n  l n q u i y  into the Currency Principle (London, 1844)~ p p  121 ff .; Fullarton, 
O n  the Regulation of Currencies, 2d ed. (London, 1845)~ p p  82 ff.; Wilson, Capital, 
Currency and Banking (London, 1847), p p  67 ff. Wagner follows the train of thought 
of these writers in his Die Geld- und Kredittheorie der Peelschen Bankakte, pp. 135 ff. 

See Torrens, The Principles and Practical Operation of Sir Robert Peel's Act of 1844 
Explained and Defended, 2d ed. (London, 1857), pp. 57 ff.; Overstone, Tracts and Other 
Publications on Metallic and Paper Currency (London, 1858), passim. 
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one. But the school should certainly not be blamed for this: its mem- 
bers had neither the desire nor the power to rise above the economic 
doctrine of their time. Within the Currency School's own sphere of 
investigation, it was extremely successful. This fact deserves grate- 
ful recognition from those who, coming after it, build upon the 
foundations it laid. This needs particular emphasis in the face of the 
belittlements of its influence which now appear to be part of the 
stock contents of all writings on banking theory. The shortcomings 
exhibited by the system of the Currency School have offered an easy 
target to the critical shafts of their opponents, and doubtless the 
adherents of the banking principle deserve much credit for making 
use of this opportunity. If this had been all that they did, if they had 
merely announced themselves as critics of the currency principle, 
no objection could be raised against them on that account. The 
disastrous thing about their influence lay in their claiming to have 
created a comprehensive theory of the monetary and banking sys- 
tems and in their imagining that their obiter dicta on the subject 
constituted such a theory. For the classical theory, whose shortcom- 
ings should not be extenuated but whose logical acuteness and deep 
insight into the complications of the problem are undeniable, they 
substituted a series of assertions that were not always formulated 
with precision and often contradicted one another. In so doing they 
paved the way for that method of dealing with monetary problems 
that was customary in our science before the labors of Menger began 
to bear their fruit. lo 

The fatal error of Fullarton and his disciples was to have over- 
looked the fact that even convertible banknotes remain permanently 
in circulation and can then bring about a glut of fiduciary media the 
consequences of which resemble those of an increase in the quantity 
of money in circulation. Even if it is true, as Fullarton insists, that 
banknotes issued as loans automatically flow back to the bank after 
the term of the loan has passed, still this does not tell us anything 
about the question whether the bank is able to maintain them in 
circulation by repeated prolongation of the loan. The assertion that 
lies at the heart of the position taken up by the Banking School, 
namely, that it is impossible to set and permanently maintain in 

lo See Wicksell, op. at . ,  pp. I ff. 
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circulation more notes than will meet the public demand, is unten- 
able; for the demand for credit is not a fixed quantity; it expands as 
the rate of interest falls, and contracts as the rate of interest rises. 
But since the rate of interest that is charged for loans made in fi- 
duciary media created expressly for that purpose can be reduced by 
the banks in the first instance down to the limit set by the marginal 
utility of the capital used in the banking business, that is, practically 
to zero, the whole edifice built up by Tooke's school collapses. 

It is not our task to give a historical exposition of the controversy 
between the two famous English schools, however tempting an 
enterprise that may be. We must content ourselves with reiterating 
that the works of the much abused Currency School contain far more 
in the way of useful ideas and fruitful thoughts than is usually 
assumed, especially in Germany where as a rule the school is 
known merely through the writings of its opponents, such as Tooke 
and Newmarch's Histo y of Prices, J .  S. Mill's Principles, and German 
versions of the banking principle which are deficient in compre- 
hension of the nature of the problems they deal with. 

Before proceeding.to investigate the influence of the creation of 
fiduciary media on the determination of the objective exchange 
value of money and on the level of the rate of interest, we must 
devote a few pages to the problem of the relationship between var- 
iations in the quantity of money and variations in the rate of interest. 

The Connection Between Variations in the Ratio Between the Stock of 
Money and the Demand for Money and Fluctuations in the Rate of 

Interest 

Variations in the ratio between the stock of money and the de- 
mand for money must ultimately exert an influence on the rate of 
interest also; but this occurs in a different way from that popularly 
imagined. There is no direct connection between the rate of interest 
and the amount of money held by the individuals who participate 
in the transactions of the market; there is only an indirect connection 
operating in a roundabout way through the displacements in the 
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social distribution of income and wealth which occur as a conse- 
quence of variations in the objective exchange value of money. 

A change in the ratio between the stock of money and the demand 
for money, and the consequent variations in the exchange ratio be- 
tween money and other economic goods, can exert a direct influence 
on the rate of interest only when metallic money is employed and 
variations arise in the quantity of metal available for industrial pur- 
poses. The augmentation or diminution of the quantity of metal 
available for nonmonetary uses signifies an augmentation or dim- 
inution of the national subsistence fund and thus it influences the 
level of the rate of interest. It is hardly necessary to state that the 
practical significance of this phenomenon is quite trifling. We may, 
for example, imagine how small in comparison with the daily ac- 
cumulation of capital was the increase in the subsistence fund 
caused by the discoveries of gold in South Africa, or even the in- 
crease in the subsistence fund that would have occurred if the whole 
of the newly mined precious metal had been used exclusively for 
industrial purposes. But however that may be, all that is important 
for us is to show that this is a phenomenon that is only connected 
with nonmonetary avenues of employment of the metal. 

Now as far as the monetary function is concerned, a long discus- 
sion is not necessary to show that everything here depends on 
whether or not the additional quantity of money is employed uni- 
formly for procuring production goods and consumption goods. If 
an additional quantity of money were to increase the demand both 
for consumption goods and for the corresponding goods of higher 
orders in exactly the same proportion, or if the withdrawal from 
circulation of a quantity of money were to diminish these demands 
in exactly the same proportion, then there could be no question of 
such variations having a permanent effect on the level of the rate 
of interest. 

We have seen that displacements in the distribution of income 
and property constitute an essential consequence of fluctuations in 
the objective exchange value of money. But every variation in the 
distribution of income and property entails variations in the rate of 
interest also. It is not a matter of indifference whether a total income 
of a million kronen is distributed among a thousand persons in such 
a way that a hundred persons get 2,800 kronen each and nine 
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hundred persons 800 kronen each or in such a way that each of the 
thousand persons gets 1,000 kronen. Generally speaking, individ- 
uals with large incomes make better provision for the future than 
individuals with small incomes. The smaller an individual's income 
is, the greater is the premium which he sets on present goods in 
comparison with future goods. Conversely, increased prosperity 
means increased provision for the future and higher valuation of 
future goods." 

Variations in the ratio between the stock of money and the de- 
mand for money can permanently influence the rate of interest only 
through the displacements in the distribution of property and in- 
come that they evoke. If the distribution of income and property is 
modified in such a way as to increase capacity for saving, then 
eventually the ratio between the value of present goods and future 
goods must be modified in favor of the latter. In fact, one of the 
elements that help to determine the rate of interest, the level of the 
national subsistence fund, is necessarily altered by the increase of 
savings. The greater the fund of means of subsistence in a com- 
munity, the lower the. rate of interest. l2 It follows immediately from 
this that particular variations in the ratio between the stock of 
money and the demand for money cannot be always accredited 
with the same effects on the level of the rate of interest; for example, 
it cannot be asserted that an increase in the stock of money causes 
the rate of interest to fall and a diminution of the stock of money 
causes it to rise. Whether the one or the other consequence occurs 
always depends on whether the new distribution of property is 
more or less favorable to the accumulation of capital. But this cir- 
cumstance may be different in each individual .case, according to 
the relative quantitative weight of the particular factors composing 
it. Without knowledge of the actual data it is impossible to say any- 
thing definite about it. 

These are the long-run effects on the rate of interest caused by 
variations in the ratio between the total demand for money and the 
total stock of it. They come about in consequence of displacements 
in the distribution of income and property evoked by fluctuations 
in the objective exchange value of money, and are as permanent as 

" See Fisher, The Rate of Interest (New York, 1907), pp. 94 f .  
l2 See Bohm-Bawerk, Kapital und Kapitalzins, p. 622. 
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these fluctuations. But during the period of transition there occur 
other variations in the rate of interest that are only of a transitory 
nature. Reference has already been made to the fact that the general 
economic consequences of variations in the exchange value of 
money arise in part from the fact that the variations do not appear 
everywhere simultaneously and uniformly, but start from a partic- 
ular point and only spread gradually throughout the market. So long 
as this process is going on, differential profits or differential losses 
occur, which are in fact the source from which the variations in the 
distribution of income and property arise. As a rule, it is the entre- 
preneurs who are first affected. If the objective exchange value of 
money falls, the entrepreneur gains; for he will still be able to meet 
part of his expenses of production at prices that do not correspond 
to the higher price level, while, on the other hand, he will be able 
to dispose of his product at a price that is in accordance with the var- 
iation that has meanwhile occurred. If the objective exchange value 
of money rises, the entrepreneur loses; for he will only be able to 
secure for his products a price in accordance with the fall in the price 
level, while his expenses of production must still be met at the higher 
prices. In the first case, the incomes of entrepreneurs will rise during 
the transition period; in the second case, they will fall. This cannot 
fail to have an influence on the rate of interest. An entrepreneur who 
is making bigger profits will be prepared if necessary to pay a higher 
rate of interest, and the competition of other would-be borrowers, 
who are attracted by the same prospect of increased profits, will 
make payment of the higher rate necessary. The entrepreneur with 
whom business is bad will only be able to pay a lower rate of interest 
and the pressure of competition will oblige lenders to be content with 
the lower rate. Thus a falling value of money goes hand in hand with 
a rising rate of interest, and a rising value of money with a falling rate 
of interest. This lasts as long as the movement of the objective ex- 
change value of money continues. When this ceases, then the rate 
of interest is reestablished at the level dictated by the general eco- 
nomic situation. l3 

Thus, variations in the rate of interest do not occur as immediate 
consequences of variations in the ratio between the demand for 

l3 See Fisher and Brown, The Purchasing Power of Money (New York, ~p), pp. 58 ff. 
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money and the stock of it; they are only produced by the displace- 
ments in the social distribution of property that accompany the fluc- 
tuations in the objective exchange value of money that the variations 
in the ratio between the stock of money and the demand for it evoke. 
Moreover, the oft-repeated question of the precise connection be- 
tween variations in the objective exchange value of money and var- 
iations in the rate of interest betrays an unfortunate confusion of 
ideas. The variations in the relative valuations of present goods and 
future goods are not different phenomena from the variations in the 
objective exchange value of money. Both are part of a single trans- 
formation of existing economic conditions, determined in the last 
resort by the same factors. In now devoting to it the consideration 
it deserves, we atone for a negligence and fill a gap in the argument 
contained in our second part. 

The Connection Between the Equilibrium Rate 
and the Money Rate of Interest 

An increase in the stock of money in the broader sense caused by 
an issue of fiduciary media means a displacement of the social dis- 
tribution of property in favor of the issuer. If the fiduciary media are 
issued by the banks, then this displacement is particularly favorable 
to the accumulation of capital, for in such a case the issuing body 
employs the additional wealth that it receives solely for productive 
purposes, whether directly by initiating and carrying through a 
process of production or indirectly by lending to producers. Thus, 
as a rule, the fall in the rate of interest in the loan market, which 
occurs as the most immediate consequence of the increase in the 
supply of present goods that is due to an issue of fiduciary media, 
must be in part permanent; that is, it will not be wiped out by the 
reaction that is afterward caused by the diminution of the property 
of other persons. There is a high degree of probability that extensive 
issues of fiduciary media by the banks represent a strong impulse 
toward the accumulation of capital and have consequently contrib- 
uted to the fall in the rate of interest. 

One thing must be clearly stated at this point: there is no direct 
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arithmetical relationship between an increase or decrease in the is- 
sue of fiduciary media on the one hand and the reduction or increase 
in the rate of interest which this indirectly brings about through its 
effects on the social distribution of property on the other hand. This 
would follow merely from the circumstance that there is no direct 
relationship between the redistribution of property and the differ- 
ences in the way in which the existing stock of goods in the com- 
munity is employed. The redistribution of property causes 
individual economic agents to take different decisions from those 
they would otherwise have taken. They deal with the goods at their 
disposal in a different way; they allocate them differently between 
present (consumptive) employment and future (productive) em- 
ployment. This may give rise to an alteration in the size of the na- 
tional subsistence fund if the alterations in the uses to which the 
goods are put by the individual economic agents do not offset one 
another but leave a surplus in the one direction or the other. This 
alteration in the size of the national subsistence fund is the most 
immediate cause of the variation which occurs in the rate of interest; 
and since, as has been shown, it is by no means unequivocally de- 
termined by the extent and direction of the fluctuation in the stock 
of money in the broader sense, but depends upon the whole social 
distributive structure, no direct relationship can be established be- 
tween the variations in the stock of money in the broader sense and 
the variations in the rate of interest. In fact it is obvious that however 
great the increase in the stock of money in the broader sense might 
be, whether it occurred by way of an increase in fiduciary media or 
by way of an increase in the stock of money in the narrower sense, 
the rate of interest could never be reduced to zero. That could take 
place only if the displacements that occurred increased the national 
subsistence fund to such an extent that all possibilities of increasing 
production by engaging in more productive "roundabout" methods 
of production were exhausted. This would mean that in all branches 
of production the time that elapsed between the commencement of 
production and the enjoyment of the product was not taken into 
consideration, and production was carried so far that the prices of 
the products were only just sufficient to pay an equal return to the 
primary factors in each employment. In particular, as far as very 
durable goods are concerned, this would mean that their quantity 

George Reisman
one
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and durability would be tremendously increased, until the prices 
of their services fell so low that they would only just provide for the 
amortization of the investments. It is impossible to conceive of the 
extent to which, for example, the supply of houses would have to 
be increased for their annual rental value to fall to a sum which 
would only just give a total return equal to their original cost by the 
time when their lengthened lives came to an end. Where the lifetime 
of a good can be almost indefinitely increased under conditions of 
decreasing cost, the result is that its services will become practically 
free goods. It seems hardly likely that a rigid proof could be given 
to show that the increase in the size of the national subsistence fund 
that may follow a redistribution of property could never go so far 
as this. But we have sufficient capacity for estimating the quantities 
involved without this unobtainable precise proof. As regards the 
displacements in the distribution of property that are evoked by an 
increase in the circulation of fiduciary media, it seems that we might 
go still further and safely assert that it can in no circumstances be 
very considerable. Although we cannot prove this in any way, 
whether deductively .or inductively, it nevertheless appears a rea- 
sonable assertion to make. And we may content ourselves with that; 
for we do not intend to base any kind of further argument on such 
an undemonstrable proposition. 

The question to which we now turn is the following: It is indis- 
putable that the banks are able to reduce the rate of interest on the 
credit they grant down to any level above their working expenses 
(for example, the cost of manufacturing the notes, the salaries of 
their staffs, etc.). If they do this, the force of competition obliges 
other lenders to follow their example. Accordingly, it would be en- 
tirely within the power of the banks to reduce the rate of interest 
down to this limit, provided that in so doing they did not set other 
forces in motion which would automatically reestablish the rate of 
interest at the level determined by the circumstances of the capital 
market, that is, the market in which present goods and future goods 
are exchanged for one another. The problem that is before us is 
usually referred to by the catch-phrase "gratuitous nature of credit." 
It is the chief problem in the theory of banking. 

It is a problem whose great theoretical and practical importance 
has often been overlooked. The chief responsibility for this belongs 
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to the not altogether fortunate manner in which it has been for- 
mulated. At the present time, the problem of the gratuitous nature 
of bank credit does not appear to be a very practical issue, and since 
the inclination toward questions of pure theory is hardly prominent 
among the economists of our day, it is a problem that has been much 
neglected. Yet, if the way in which the problem is stated is modified 
only a little the unjustifiability of neglecting it becomes obvious, 
even from the point of view of those who are only concerned with 
the needs of everyday life. A new issue of fiduciary media, as we 
have seen, indirectly gives rise to a variation in the rate of interest 
by causing displacements in the social distribution of income and 
property. But the new fiduciary media coming on to the loan market 
have also adirect effect on the rate of interest. They are an additional 
supply of present goods and consequently they tend to cause the 
rate of interest to fall. The connection between these two effects on 
the rate of interest is not obvious. Is there a force that brings both 
into harmony or not? It is probable in the highest degree that the 
increase in the supply of fiduciary media in the market in which 
present goods are exchanged ,for future goods at first exerts a 
stronger influence than the displacement of the social distribution 
which occurs as a consequence of it. Does the matter remain at that 
stage? Is the immediate reduction of interest which indubitably fol- 
lows the increase of fiduciary media definitive or not? 

Until now, the treatment that this problem has met with at the 
hands of economists has fallen a longway short of its importance. 
Its real nature has for the most part been misunderstood; and where 
the problem was incorrectly stated to start with, it was natural that 
the subsequent attempts at its solution should not have been suc- 
cessful. But even the few theories in which the essence of the prob- 
lem has been correctly apprehended have fallen into error in their 
efforts to solve it. 

To one group of writers, the problem appeared to offer little dif- 
ficulty. From the circumstance that it is possible for the banks to 
reduce the rate of interest in their bank-credit business down to the 
limit set by their working costs, these writers thought it permissible 
to deduce that credit can be granted gratuitously or, more correctly, 
almost gratuitously. In drawing this conclusion, their doctrine im- 
plicitly denies the existence of interest. It regards interest as com- 
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pensation for the temporary relinquishing of money in the broader 
s e n s e a  view, indeed, of insurpassable naivety. Scientific critics 
have been perfectly justified in treating it with contempt; it is 
scarcely worth even cursory mention. But it is impossible to refrain 
from pointing out that these very views on the nature of interest 
hold an important place in popular opinion, and that they are con- 
tinually being propounded afresh and recommended as a basis for 
measures of banking policy. l4 

No less untenable is the attitude of orthodox scientific opinion 
toward the problem. Orthodox scientific opinion, following in this 
the example set by the adherents of the banking principle, is content 
to question the problem's existence. In fact, it cannot do otherwise. 
If the opinion is held that the quantity of fiduciary media in circu- 
lation can never exceed the demand-in the sense defined above-- 
the conclusion necessarily follows that the banks have not the ability 
to grant credit gratuitously. Of course, they might not exact any 
reimbursement or compensation beyond the prime costs of the 
loans granted by them. But doing this would not fundamentally 
change the matter, except that the profits from the issue of fiduciary 
media that the banks would otherwise receive themselves would 
now go to the benefit of the borrowers. And since, according to this 
view, it does not lie in the power of the banks arbitrarily to increase 
the quantity of fiduciary media in circulation, the limitation of the 
issue of these would leave only small scope for the influence of their 
discount policy on the general rate of interest. It follows that only 
insignificant differences could arise between the rate of interest 
charged by credit-issuing banks and that determined by the general 
economic situation for other credit transactions. 

We have already had an opportunity of finding out where the 
error in this argument lies. The quantity of fiduciary media flowing 
from the banks into circulation is admittedly limited by the number 
and extent of the requests for discounting that the banks receive. 
But the number and extent of these requests are not independent 
of the credit policy of the banks; by reducing the rate of interest 

l4 See, for instance, the most recent literature on the German banking reform; for 
example, the above-cited work by Schmidt (see p. 379 n. 3). An historical study 
would have to examine the extent to which Law, Cieszkowski, Proudhon, Macleod, 
and others, are to be regarded as inventors and adherents of this doctrine. 
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charged on loans, it is possible for the banks indefinitely to increase 
the public demand for credit:And since the banks-as even the 
mosT orthodox disciples of Tooke and Fullarton cannot deny-can 
meet all these demands for credit, they can extend their issue of 
fiduciary media arbitrarily. For obvious reasons an individual bank 
is not in a position to do this so long as its competitors act otherwise; 
but there seems to be no reason why all the credit-issuing banks in 
an isolated community, or in the whole world, taken together could 
not do this by uniform procedure. If we imagine an isolated com- 
munity in which there is only a single credit-issuing bank in busi- 
ness, and if we further assume (what indeed is obvious) that the 
fiduciary media issued by it enjoy general confidence and are freely 
employed in business as money substitutes, then the weakness of 
the assertions of the orthodox theory of banking is most clear. In 
such a situation there are no other limits to the bank's issue of 
fiduciary media than those which it sets itself. 

But even the Currency School has not treated the problem in a 
satisfactory manner. It would appear-exhaustive historical inves- 
tigation might perhaps lead to .another conclusion-that the Cur- 
rency School was merely concerned to examine the consequences 
of an inflation of fiduciary media in the case of the coexistence of 
several independent groups of banks in the world, starting from 
the assumption that these groups of banks did not all follow a uni- 
form and parallel credit policy. The case of a general increase of 
fiduciary media, which for the first half of the nineteenth century 
had scarcely any immediate practical importance, was not included 
within the scope of its investigations. Thus it did not even have 
occasion to consider the most important aspect of the problem. 
What is necessary for clearing up this important problem still re- 
mains to be done; for even Wicksell's most noteworthy attempt 
cannot be said to have achieved its object. But at least it has the 
merit of having stated the problem clearly. 

Wicksell distinguishes between the natural rate of interest (na- 
tiirliche Kapitalzins), or the rate of interest that would be determined 
by supply and demand if actual capital goods were lent without the 
mediation of money, and the money rate of interest (Geldzins), or 
the rate of interest that is demanded and paid for loans in money 
or money substitutes. The money rate of interest and the natural 
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rate of interest need not necessarily coincide, since it is possible for 
the banks to extend- the amount of their issues of fiduciary media 
as they wish and thus to exert a pressure on the money rate of 
interest that might bring it down to the minimum set by their costs. 
Nevertheless, it is certain that the money rate of interest must 
sooner or later come to the level of the natural rate of interest, and 
the problem is to say in what way this ultimate coincidence is 
brought about.15 Up to this point Wicksell commands assent; but 
his further argument provokes contradiction. 

According to Wicksell, at every time and under all possible eco- 
nomic conditions there is a level of the average money rate of in- 
terest at which the general level of commodity prices no longer has 
any tendency to move either upward or downward. He calls it the 
normal rate of interest; its level is determined by the prevailing 
natural rate of interest, although, for certain reasons which do not 
concern our present problem, the two rates need not coincide ex- 
actly. When, he says, from any cause whatever, the average rate of 
interest is below this normal rate, by any amount, however small, - - 
and remains at this level, a progressive and eventually enormous 
rise of prices must occur "which would naturally cause the banks 
sooner or later to raise their rates of interest."16 Now, so far as the 
rise of prices is concerned, this may be provisionally conceded. But 
it still remains inconceivable why a general rise in commodity prices 
should induce the banks to raise their rates of interest. It is clear 
that there may be a motive for this in the regulations, whether 
legislative or established by mercantile custom, that limit the cir- 
culation of fiduciary media; or necessary consideration of the pro- 
cedure of other banks might have the same sort of effect. But if we 
start with the assumption, as Wicksell does, that only fiduciary 
media are in circulation and that the quantity of them is not legis- 
latively restricted, so that the banks are entirely free to extend their 
issues of them, then it is impossible to see why rising prices and an 
increasing demand for loans should induce them to raise the rate 
of interest they charge for loans. Even Wicksell can think of no other 
reason for this than that since the requirements of business for gold 

See Wicksell, up. cit., pp. v ff. 
l6 See ibid., pp. v f f . ,  111; also "The Influence of the Rate of Interest on Prices," 
Economic Iournal 18 (1907): 213 ff. 
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coins and banknotes becomes greater as the price level rises, the 
banks do not receive back the whole of the sums they have lent, 
part of them remaining in the hands of the public; and that the bank 
reserves are consequently depleted while the total liabilities of the 
banks increase; and that this must naturally induce them to raise 
their rate of interest. l7 But in this argument Wicksell contradicts the 
assumption that he takes as the starting point of his investigation. 
Consideration of the level of its cash reserves and their relation to 
the liabilities arising from the issue of fiduciary media cannot con- 
cern the hypothetical bank that he describes. He seems suddenly 
to have forgotten his original assumption of a circulation consisting 
exclusively of fiduciary media, on which assumption, at first, he 
rightly laid great weight. 

Wicksell incidentally makes cursory mention of a second limit to 
the circulation of fiduciary media. He thinks that the banks that 
charge a lower rate of interest than that which corresponds to the 
average level of the natural rate of interest encounter a limit which 
is set by the employment of the precious metals for industrial pur- 
poses. If the purchasing power of money is too low it discourages 
the production of gold but increases, ceteris paribus, the industrial 
consumption of gold, and the deficiency which would arise as soon 
as consumption began to exceed production has to be made up from 
the bank reserves. l8 This is perfectly true when metallic money is 
employed; an increase of fiduciary media must be stopped before 
the reduction of the objective exchange value of money that it brings 
about absorbs the value arising from the monetary employment of 
the metal. As soon as the objective exchange value of money had 
sunk below the value of the metal in industrial uses, every further 
loss in value (which, of course, would also affect the purchasing 
power of the money substitutes in the same degree), would send 
all those who needed the metal for industrial purposes to the 
counters of the banks as their cheapest source of supply. The banks 
would not be able to extend their issue any further since it would 
be possible for their customers to make a profit simply by the ex- 

l7 See Wicksell, "The Influence of the Rate of Interest," p. 2x5. 
Is See Wicksell, Geldzins und Guterpreise, pp. 104 f .  



396 Money and Banking 

change of fiduciary media for money; all fiduciary media issued 
beyond the given limit would return immediately to the banks.19 

But demonstrating this does not bring us a step nearer to the 
solution of our problem. The mechanism, by which a further issue 
of fiduciary media is restricted as soon as the falling objective ex- 
change value of the material from which the money is made has 
reached the level set by its industrial employment, is, of course, 
effective only in the case of commodity money; in the case of credit 
money it is effective only when the embodied claim refers to com- 
modity money. And it is never effective in the case of fiat money. Of 
greater importance is a second factor: this limit is a distant one, so 
that even when it is eventually effective it still leaves considerable 
scope for an increase in the issue of fiduciary media. But it by no 
means follows from this that it remains possible for the banks to 
reduce the rate of interest on loans as much as they like within these 
wide limits; as the following argument will attempt to prove. 

4 

The Influence of the Interest Policy of the Credit-issuing Banks on 
Production 

Assuming uniformity of procedure, the credit-issuing banks are 
able to extend their issues indefinitely. It is within their power to 
stimulate the demand for capital by reducing the rate of interest on 
loans, and, except for the limits mentioned above, to go so far in 
this as the cost of granting the loans permits. In doing this they 
force their competitors in the loan market, that is all those who do 
not lend fiduciary media which they have created themselves, to 
make a corresponding reduction in the rate of interest also. Thus 
the rate of interest on loans may at first be reduced by the credit- 
issuing banks almost to zero. This, of course, is true only under the 
assumption that the fiduciary media enjoy the confidence of the 
public so that if any requests are made to the banks for liquidation 
of the promise of prompt cash redemption which constitutes the 
nature of fiduciary media, it is not because the holders have any 
doubts as to their soundness. Assuming this, the only possible rea- 

l9 See Walras, ~ t u d e s  d'lconomie politique appliquke (Lausanne, 1898), pp. 345 f .  
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son for the withdrawal of deposits or the presentation of notes for 
redemption is the existence of a demand for money for making 
payments to persons who do not belong to the circle of customers 
of the individual banks. The banks need not necessarily meet such 
demands by paying out money; the fiduciary media of those banks 
among whose customers are those persons to whom the banks' own 
customers wish to make payments are equally serviceable in this 
case. Thus there ceases to be any necessity for the banks to hold a 
redemption fund consisting of money; its place may be taken by a 
reserve fund consisting of the fiduciary media of other banks. If we 
imagine the whole credit system of the world concentrated in a 
single bank, it will follow that there is no longer any presentation 
of notes or withdrawal of deposits; in fact, the whole demand for 
money in the narrower sense may disappear. These suppositions 
are not at all arbitrary. It has already been shown that the circulation 
of fiduciary media is possible only on the assumption that the is- 
suing bodies enjoy the full confidence of the public, since even the 
dawning of mistrust would immediately lead to a collapse of the 
house of cards that comprises the credit circulation. We know, fur- 
thermore, that all credit-issuing banks endeavor to extend their cur- 
culation of fiduciary media as much as possible, and that the only 
obstacles in their way nowadays are legal prescriptions and business 
customs concerning the covering of notes and deposits, not any 
resistance on the part of the public. If there were no artificial re- 
striction of the credit system at all, and if the individual credit- 
issuing banks could agree to parallel procedure, then the complete 
cessation of the use of money would only be a question of time. It 
is, therefore, entirely justifiable to base our discussion on the above 
assumption. 

Now, if this assumption holds good, and if we disregard the limit 
that has already been mentioned as applying to the case of metallic 
money, then there is no longer any limit, practically speaking, to 
the issue of fiduciary media; the rate of interest on loans and the 
level of the objective exchange value of money is then limited only 
by the banks' running costs-a minimum, incidentally, which is 
extraordinarily low. By making easier the conditions on which they 
will grant credit, the banks can extend their issue of fiduciary media 
almost indefinitely. Their doing so must be accompanied by a fall 
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in the objective exchange value of money. The course taken by the 
depreciation that is.a consequence of the issue of fiduciary media 
by the banks may diverge in some degree from that which it takes 
in the case of an increase of the stock of money in the narrower 
sense, or from that which it takes when the fiduciary media are 
issued otherwise than by banks; but the essence of the process re- 
mains the same. For it is a matter of indifference whether the dim- 
inution in the objective exchange value of money begins with the 
mine owners, with the government which issues fiat money, credit 
money, or token coins, or with the undertakings that have the newly 
issued fiduciary media placed at their disposal by way of loans. 

Painful consideration of the question whether fiduciary media 
really could be indefinitely augmented without awakening the mis- 
trust of the public would be not only supererogatory, but otiose. For 
the problems of theory that we are dealing with, it is a question that 
has scarcely any significance. We are not conducting our investi- 
gation in order to show that the objective exchange value of money 
and the rate of interest on loans could be reduced almost to zero; 
but in order to disclose the consequences that arise from the diver- 
gence (which we have shown to be possible) between the money 
rate and the natural rate of interest. For this reason, it is also a matter 
of indifference to us, as we have just shown, that under a system 
of commodity money the fiduciary media cannot continue to be 
augmented after the objective exchange value of the money is re- 
duced to the level determined by the industrial employment of the 
metal. 

If it is possible for the credit-issuing banks to reduce the rate of 
interest on loans below the rate determined at the time by the whole 
economic situation (Wicksell's naturliche Kapitalzins or natural rate 
of interest), then the question arises of the particular consequences 
of a situation of this kind. Does the matter rest there, or is some 
force automatically set in motion which eliminates this divergence 
between the two rates of interest? It is a striking thing that this 
problem, which even at a first glance cannot fail to appear extremely 
interesting, and which moreover under more detailed examination 
proves to be one of the greatest importance for comprehension of 
many of the processes of modern economic life, has until now 
hardly been dealt with seriously at all. 

George Reisman
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We shall not say anything further here of the effects of an in- 
creased issue of fiduciary media on the determination of the objec- 
tive exchange value of money; they have already been dealt with 
exhaustively. Our task now is merely to discover the general eco- 
nomic consequences of any conceivable divergence between the 
natural and money rates of interest, given uniform procedure on 
the part of the credit-issuing banks. We obviously need only con- 
sider the case in which the banks reduce the rate of interest below 
the natural rate. The opposite case, in which the rate of interest 
charged by the banks is raised above the natural rate, need not be 
considered; if the banks acted in this way, they would simply with- 
draw from the competition of the loan market, without occasioning 
any other noteworthy consequences. 

The level of the natural rate of interest is limited by the produc- 
tivity of that lengthening of the period of production which is just 
justifiable economically and of that additional lengthening of the 
period of production which is just not justifiable; for the interest on 
the unit of capital upon whose aid the lengthening depends must 
always amount to less than the marginal return of the justifiable 
lengthening and to more than the marginal return of the unjustifi- 
able lengthening. The period of production which is thus defined 
must be of such a length that exactly the whole available subsistence 
fund is necessary on the one hand and sufficient on the other for 
paying the wages of the laborers throughout the duration of the 
productive process. For if it were shorter, all the workers could no 
longer be provided for throughout its whole course, and the con- 
sequence would be an urgent offer of the unemployment economic 
factors which could not fail to bring about a transformation of the 
existing arrangement.20 Now if the rate of interest on loans is arti- 
ficially reduced below the natural rate as established by the free play 
of the forces operating in the market, then entrepreneurs are en- 
abled and obliged to enter upon longer processes of production. It 
is true that longer roundabout processes of production may yield 
an absolutely greater return than shorter processes; but the return 
from them is relatively smaller, since although continual lengthening 
of the capitalistic process of production does lead to continually in- 

20 See Bohm-Bawerk, op. ci t . ,  pp. 611 ff. 
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creasing returns, after a certain point is reached the increments 
themselves are of decreasing amount.21 Thus it is possible to enter 
upon a longer roundabout process of production only if this smaller 
additional productivity will still pay the entrepreneur. So long as the 
rate of interest on loans coincides with the natural rate, it will not 
pay him; to enter upon a longer period of production would involve 
a loss. On the other hand, a reduction of the rate of interest on loans 
must necessarily lead to a lengthening of the average period of pro- 
duction. It is true that fresh capital can be employed in production 
only if new roundabout processes are started. But every new round- 
about process of production that is started must be more round- 
about than those already started; new roundabout processes that 
are shorter than those already started are not available, for capital 
is of course always invested in the shortest available roundabout 
processes of production, because they yield the greatest returns. It 
is only when all the short roundabout processes of production have 
been appropriated that capital is employed in the longer ones. 

A lengthening of the period of production is only practicable, 
however, either when the means of subsistence have increased suf- 
ficiently to support the laborers and entrepreneurs during the longer 
period or when the wants of producers have decreased sufficiently 
to enable them to make the same means of subsistence do for the 
longer period. Now it is true that an increase of fiduciary media 
brings about a redistribution of wealth in the course of its effects on 
the objective exchange value of money which may well lead to in- 
creased saving and a reduction of the standard of living. A depre- 
ciation of money, when metallic money is employed, may also lead 
directly to an increase in the stock of goods in that it entails a diver- 
sion of some metal from monetary to industrial uses. So far as these 
factors enter into consideration, an increase of fiduciary media does 
cause a diminution of even the natural rate of interest, as we could 
show if it were necessary. But the case that we have to investigate 
is a different one. We are not concerned with a reduction in the 
natural rate of interest brought about by an increase in the issue of 
fiduciary media, but with a reduction below this rate in the money 
rate charged by the banks, inaugurated by the credit-issuing banks 

21 Ibid., pp. 151 ff. 
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and necessarily followed by the rest of the loan market. The power 
of the banks to do such a thing has already been demonstrated. 

The situation is as follows: despite the fact that there has been no 
increase of intermediate products and there is no possibility of 
lengthening the average period of production, a rate of interest is 
established in the loan market which corresponds to a longer period 
of production; and so, although it is in the last resort inadmissible 
and impracticable, a lengthening of the period of production prom- 
ises for the time to be profitable. But there cannot be the slightest 
doubt as to where this will lead. A time must necessarily come when 
the means of subsistence available for consumption are all used up 
although the capital goods employed in production have not yet 
been transformed into consumption goods. This time must come all 
the more quickly inasmuch as the fall in the rate of interest weakens 
the motive for saving and so slows up the rate of accumulation of 
capital. The means of subsistence will prove insufficient to maintain 
the laborers during the whole period of the process of production 
that has been entered upon. Since production and consumption are 
continuous, so that every day new processes of production are 
started upon and others completed, this situation does not imperil 
human existence by suddenly manifesting itself as a complete lack 
of consumption goods; it is merely expressed in a reduction of the 
quantity of goods available for consumption and a consequent re- 
striction of consumption. The market prices of consumption goods 
rise and those of production goods fall. 

This is one of the ways in which the equilibrium of the loan market 
is reestablished after it has been disturbed by the intervention of the 
banks. The increased productive activity that sets in when the banks 
start the policy of granting loans at less than the natural rate of 
interest at first causes the prices of production goods to rise while 
the prices of consumption goods, although they rise also, do so only 
in a moderate degree, namely, only insofar as they are raised by the 
rise in wages. Thus the tendency toward a fall in the rate of interest 
on loans that originates in the policy of the banks is at first strength- 
ened. But soon a countermovement sets in: the prices of consump- 
tion goods rise, those of production goods fall. That is, the rate of 
interest on loans rises again, it again approaches the natural rate. 

This countermovement is now strengthened by the fact that the 
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increase of the stock of money in the broader sense that is involved 
in the increase in the quantity of fiduciary media reduces the objec- 
tive exchange value of money. Now, as has been shown, so long as 
this depreciation of money is going on, the rate of interest on loans 
must rise above the level that would be demanded and paid if the 
objective exchange value of money remained unaltered.22 

At first the banks may try to oppose these two tendencies that 
counteract their interest policy by continually reducing the rate of 
interest charged for loans and forcing fresh quantities of fiduciary 
media into circulation. But the more they thus increase the stock of 
money in the broader sense, the more quickly does the value of 
money fall, and the stronger is its countereffect on the rate of interest. 
However much the banks may endeavor to extend their credit cir- 
culation, they cannot stop the rise in the rate of interest. Even if they 
were prepared to go on increasing the quantity of fiduciary media 
until further increase was no longer possible (whether because the 
money in use was metallic money and the limit had been reached 
below which the purchasing power of the money-and-credit unit 
could not sink without the banks being forced to suspend cash re- 
demption, or whether because the reduction of the interest charged 
on loans had reached the limit set by the running costs of the banks), 
they would still be unable to secure the intended result. For such an 
avalanche of fiduciary media, when its cessation cannot be foreseen, 
must lead to a fall in the objective exchange value of the money-and- 
credit unit to the paniclike course of which there can be no bounds. 23 

Then the rate of interest on loans must also rise in a similar degree 
and fashion. 

Thus the banks will ultimately be forced to cease their endeavors 
to underbid the natural rate of interest. That ratio between the prices 
of goods of the first order and of goods of higher orders which is 
determined by the state of the capital market and has been disturbed 
merely by the intervention of the banks will be approximately re- 

22 The fact that the two movements occur in opposite directions, so that they cancel 
one another, had been emphasized by Mill (Principles, pp. 391 ff.) in order to show 
that the increase in the rate of interest caused by inflation would be counteracted by 
the circumstance that the additional quantity of notes, if issued by the banks (and 
the additional quantity of gold so far as it was used productively), have a reducing 
effect on the bank rate of interest. 
23 See p. 259-60 above. 
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established, and the only remaining trace of the disturbance will be 
a general increase in the objective exchange value of money due to 
factors emanating from the monetary side. A precise reestablishment 
of the old price ratios between production goods and consumption 
goods is not possible, on the one hand because the intervention of 
the banks has brought about a redistribution of property, and on the 
other hand because the automatic recovery of the loan market in- 
volves certain of the phenomena of a crisis, which are signs of the 
loss of some of the capital invested in the excessively lengthened 
roundabout processes of production. It is not practicable to transfer 
all the production goods from those uses that have proved unprof- 
itable to other avenues of employment; a part of them cannot be 
withdrawn and must therefore either be left entirely unused or at 
least be used less economically. In either case there is a loss of value. 
Let us, for example, suppose that an artificial extension of bank 
credit is responsible for the establishment of an enterprise which 
only yields a net profit of four percent. So long as the rate of interest 
on loans was four and one-half percent, the establishment of such 
a business could not be thought of; we may suppose that it has been 
made possible by a fall to a rate of three and one-half percent which 
has followed an extension of the issue of fiduciary media. Now let 
us assume the reaction to begin, in the way described above. The 
rate of interest on loans rises to four and one-half percent again. It 
will no longer be profitable to conduct this enterprise. Whatever 
may now occur, whether the business is stopped entirely or whether 
it is carried on after the entrepreneur has decided to make do with 
the smaller profits, in either case-not merely from the individual 
point of view, but also from that of the community-there has been 
a loss of value. Economic goods which could have satisfied more 
important wants have been employed for the satisfaction of less 
important; only insofar as the mistake that has been made can be 
rectified by diversion into another channel can loss be prevented. 

5 

Credit and Economic Crises 

Our theory of banking, like that of the currency principle, leads 
ultimately to a theory of business cycles. It is true that the Currency 



404 Money and Banking 

School did not inquire thoroughly into even this problem. It did not 
ask what consequences follow from the unrestricted extension of 
credit on the part of the credit-issuing banks; it did not even inquire 
whether it was possible for them permanently to depress the natural 
rate of interest. It set itself more modest aims and was content to 
ask what would happen if the banks in one country extended the 
issue of fiduciary media more than those of other countries. Thus 
it arrived at its doctrine of the "external drain" and at its explanation 
of the English crises tha.t had occurred up to the middle of the 
nineteenth century 

If our doctrine of crises is to be applied to more recent history 
then it must be observed that the banks have never gone as far as 
they might in extending credit and expanding the issue of fiduciary 
media. They have always left off long before reaching this limit, 
whether because of growing uneasiness on their own part and on 
the part of all those who had not forgotten the earlier crises, or 
whether because they had to defer to legislative regulations con- 
cerning the maximum circulation of fiduciary media. And so the 
crises broke out before they need have broken out. It is only in this 
sense that we can interpret the statement that it is apparently true 
after all to say that restriction of loans is the cause of economic 
crises, or at least their immediate impulse; that if the banks would 
only go on reducing the rate of interest on loans they could continue 
to postpone the collapse of the market. If the stress is laid upon the 
word postpone, then this line of argument can be assented to without 
more ado. Certainly the banks would be able to postpone the col- 
lapse; but nevertheless, as has been shown, the moment must even- 
tually come when no further extension of the circulation of fiduciary 
media is possible. Then the catastrophe occurs, andits consequences 
are the worse and the reaction against the bull tendency of the market 
the stronger, the longer the period during which the rate of interest 
on loans has been below the natural rate of interest and the greater 
the extent to which roundabout processes of production that are not 
justified by the state of the capital market have been adopted. 



CHAPTER 20 

Problems of Credit Policy 

(1) 
Prefatory Remark 

I 

The Conflict of Credit Policies 

ince the time of the Currency School, the policy adopted by the s governments of Europe and America with regard to the issue 
of fiduciary media has been guided, on the whole, by the idea that 
it is necessary to impose some sort of restriction upon the banks in 
order to prevent them from extending the issue of fiduciary media 
in such a way as to cause a rise of prices that eventually culminates 
in an economic crisis. But the course of this policy has been contin- 
ually broken by contrary aims. Endeavors have been made by 
means of credit policy to keep the rate of interest low; "cheap 
money" (that is, low interest) and "reasonable" (that is, high) prices 
have been aimed at. Since the beginning of the twentieth century 
these endeavors have noticeably gained in strength; during the war 
and for some time after it they were the prevailing aims. 

The strange vicissitudes of credit policy cannot be described ex- 
cept by passing in review the actual tasks that it has had to solve 
and will have to solve in the future. Although the problems them- 
selves may always be the same, the form they assume changes. 

George Reisman
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And, for the very reason that our task is to strip them of their dis- 
guises, we must first study them in their contemporary garb. In 
what follows, separate consideration will be given to such prob- 
lems, first, as they exhibited themselves before the war, and then, 
as they have exhibited themselves in the period immediately after 
the war. 

(11) 
Problems of Credit Policy Before the WarZ 

Peel's Act 

Peel's Bank Act, and the ideas on which it was based, still sets the 
standard by which credit policy is ultimately governed nowadays; 
even those countries that do not follow the example of the English 
bank legislation, or do not follow it so faithfully as others, have yet 
not been able to withstand its influence altogether. Here we are 
confronted with a strange phenomenon. While the economic liter- 
ature of all countries was directing the most violent and passionate 
attacks against the system of having a fixed quota of the note issue 
not backed by metal; while people were untiring in calling Peel's Act 
the unfortunate legislative product of a mistaken theory; while the 
currency principle continued to be represented as a system of erro- 
neous hypotheses that had long been confuted; yet one legislature 
after another took steps to limit the issue of uncovered banknotes. 
And, remarkably enough, this procedure on the part of governments 
evoked but little censure, if any at all, from those whose views on 
banking theory should logically have led them most severely to con- 
demn it. To start from the banking principle, which denies the pos- 
sibility of an overissue of banknotes and regards "elasticity" as their 
essential characteristic, is necessarily to arrive at the conclusion that 
any limitation of the circulation of notes, whether they are backed 
by money or not, must prove injurious, since it prevents the exercise 
of the chief function of the note issue, the contrivance of an adjust- 
ment between the stock of money and the demand for money with- 

[Some of the problems that have arisen since are referred to on pp. 23-31. H.E.B.] 
[See editor's Introduction, pp. 21-22, above. H.E. B.] 
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out changing the objective exchange value of money. It might easily 
have appeared desirable to Tooke's followers that provision should 
be made for backing that part of the note circulation that was not 
backed by metal; but logically they should have condemned the 
prescription that a certain proportion was to be maintained between 
the stock of metal and the note circulation. There is an irreconcilable 
contradiction, however, between the theoretical arguments of these 
writers and the practical conclusions that they draw from them. 
Scarcely any writer that need be taken seriously ventures to put 
forward proposals that might fundamentally disturb the various sys- 
tems for restricting the unbacked note issue; not a single one defi- 
nitely demands their complete abolition. Nothing could show the 
inherent uncertainty and lack of independence of modern banking 
theory better than this inconsistency. That the note issue must some- 
how be restricted in order to guard against serious evils is still ac- 
cepted today as the essence of government wisdom in matters of 
banking policy, and the science which claims to have produced proof 
to the contrary always ends up by deferring to this dogma, which 
nobody is nowadays able to prove and everybody thinks himself 
able to refute. The conversatism of the English hinders them from 
meddling with a law which stands as a monument to an intellectual 
contest which went on for many years and in which the best men of 
the time participated; and the example of the world's chief bank 
influences all the other banks. The conclusions of two generations 
of economists have not been able to shake the opinions which are 
supposed to be the result of practical banking experience. 

Many serious errors are involved in the currency principle. The 
most serious lies in its failure to recognize the essential similarity of 
banknotes and bank  deposit^.^ Its opponents have skillfully dis- 
covered these weak spots in the system and directed their sharpest 
attacks accordingly4 But the doctrine of the Currency School does 
not stand or fall by its views on the nature of checks and deposits. 
It is enough to correct it on this one point-to take its propositions 
concerning the issue of notes and apply them also to the opening 
of deposit accounts-to silence the censures of those who adhere 

See Torrens, The Principles and Practical Operation of Sir Robert Peel's Act of 1844 
Explained and Defended, 2d ed. (London, 1857)~ pp. 8 ff. 

See Tooke, A n  l n q u i y  into the Currency Principle (London, 1844)~ pp. 23 ff. 
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to the banking principle. That its mistake on this point is of small 
significance in comparison with that made by the banking principle 
can hardly need further discussion. And in any case, it does not 
seem an inexcusable mistake to have made if we take into account 
the relatively backward development of even the English deposit 
system at the time when the foundations of the classical theory of 
banking were being laid, and if we further consider the ease with 
which the legal differences between payment by note and payment 
by check might give rise to error. 

As far as Peel's Act was concerned, however, this very shortcom- 
ing of the theory that had created it turned out to be an advantage; 
it caused the incorporation in it of the safety valve without which 
it would not have been able to cope with the subsequent increase 
in the requirements of business. The fundamental mistake of Peel's 
system, which it shares with all other systems which proceed by 
restricting the note circulation, lies in its failure to foresee the ex- 
tension of the quota of notes not backed by metal that went with 
the increase in the demand for money in the broader sense. As far 
as the past was concerned, the act sanctioned the creation of a cer- 
tain amount of fiduciary media and the influence that this had on 
the determination of the objective exchange value of money; it did 
not do anything to counteract the effects of this issue of fiduciary 
media. But at the same time, in order to guard the capital market 
from shocks, it removed all future possibility of partly or wholly 
satisfying the increasing demand for money by the issuing of fi- 
duciary media and so of mitigating or entirely preventing a rise in 
the objective exchange value of money. This amounts to the same 
thing as suppressing the creation of fiduciary media altogether and 
so renouncing all the attendant advantages for the stabilization of 
the objective exchange value of money. It is an heroic remedy with 
a vengeance, in essence hardly differing at all from the proposals 
of the downright opponents of all fiduciary media. 

Nevertheless, something was overlooked in the calculations of 
the currency theorists. They did not realize that unbacked deposits 
were substantially the same as unbacked notes, and so they omitted 
to legislate for them in the same way as for the notes. So far as the 
development of fiduciary media depended on the issue of notes, 
Peel's Act completely restricted it; so far as it depended on the open- 
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ing of deposit accounts, it was not interfered with at all. This forced 
the technique of the English banking system in a direction in which 
it had already been urged in some degree by the circumstance that 
the right of note issue in London and its environs was an exclusive 
privilege of the Bank of England. The deposit system developed at 
the expense of the note system. From the point of view of the com- 
munity this was a matter of indifference because notes and deposits 
both fulfill the same functions. Thus Peel's Act did not achieve its 
aim, or at least not in the degree and manner that its authors had 
intended; fiduciary media, suppressed as banknotes, developed in 
the form of deposits. 

It is true that German writers on banking held that it was possible 
to discover a fundamental difference between notes and deposits. 
But they did not succeed in demonstrating their contention; in fact 
they did not really attempt to do so. Nowhere is the inherent weak- 
ness of German banking theory more obvious than in connection 
with this particular question of the note versus the check, which for 
years has been the central issue of all discussion. Anybody who, 
like them, had learned from the English Banking School that there 
is no fundamental difference between notes and checks, and was 
in the constant habit of stressing this,5 should at least be prepared 
to supply a detailed proof in support of an assertion that the bank- 
note system represents "an earlier and lower stage of development 
of the credit economy" than the deposit bank and the check, with 
the connected system of the account current, book credit, and clear- 
i n g h ~ u s e . ~  Certainly reference to England and the United States 
cannot be accepted as proof of the correctness of this assertion, least 
of all in the mouth of a decided opponent of Peel's Act and of the 
restriction of the note issue in general; for it is undeniable that the 
great importance of the deposit system and the decreasing relative 
importance of the banknote in Anglo-Saxon countries are the result 
of that act. The consequence is that the German literature on bank- 
ing theory is full of almost unbelievable contradictions.' 

The repression of the banknote, as it has occurred in England and 

See Wagner, "Banknote," in Rentzsch, Handworterbuch der Volkswirtschaftslehre 
(Leipzig, 1866), p. 91. 

See Wagner, "Kredit," ibid., p.  201. 

See Schumacher's criticism of this contradiction, Weltwirtschaftliche Studien (Leip- 
zig, 1911), pp. 62 ff. 
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in the United States-in different ways and for different reasons, 
but as a result of the same fundamental ideas-and the correspond- 
ing growth in importance of the deposit, and the additional circum- 
stance that the organization of the deposit banks has not attained 
that soundness that would have enabled it to retain the public con- 
fidence during dangerous crises, have led to serious disturbances. 
In England, as also in the United States, it has repeatedly happened 
in times of crisis that confidence has been destroyed in those banks 
that circulate fiduciary media in the form of deposits, while confi- 
dence in banknotes has been maintained. The measures by which 
the consequences which such a collapse of a part of the national 
business organization would infallibly have involved were avoided 
are well known. In England an attempt was made to fill the gap in 
the circulation which was due to the lack of large quantities of fi- 
duciary media by the Bank of England being ready to increase the 
issue of its own notes. In the United States, where the law made 
this solution impossible, the clearinghouse certificates served the 
same p u r p o ~ e . ~  In both countries, attempts to give this device a 
legislative basis were made. But Lowe's bill was not passed, and 
even the Aldrich-Vreeland Act in the United States had only a partial 
success. 

None of the many systems of limiting the note circulation has 
proved ultimately capable of interposing an insurmountable obsta- 
cle in the way of further creation of fiduciary media. This is equally 
true of Peel's Act, which completely forbids the new issue of fidu- 
ciary media in the shape of notes, and of such bank-of-issue legis- 
lation in other states as does leave a certain scope for the 
augmentation of notes not backed by money. Between the English 
act of 1844 and, say, the German act of 1875, there seems to be a fun- 
damental difference: while the one rigidly fixes, for all time, the 
quota of the note circulation not backed by metal, the other, inas- 
much as it only requires that a certain proportion of the note circu- 
lation shall be backed by metal and puts a tax upon the rest, does 
make provision within certain limits for its future extension. But 

See Cannon, Clearinghouses: Their History, Methods and Administration (New York, 
wdt PP. 79 ff. 

The Federal Reserve Act has since provided the United States with a basis for 
issuing notes in order to allay a panic. 



Problems of Credit Policy 411 

everything depends upon the scope that is thus provided for ex- 
tending the issue of fiduciary media. If it had been wide enough to 
give free play to the development of the unbacked note circulation, 
then the German law -and the same is true, not only of other laws 
based on the same principle (for example, the Austrian), but also of 
those that attempt to limit the circulation of notes in other ways, as 
for example, the French-would have had fundamentally different 
results from the English. Since in fact it proved to be too narrow for 
this, the difference between the two laws is merely one of degree, 
not one of kind. All these laws have limited the issue of fiduciary 
media in the form of notes, but have set no limits to their issue in the 
form of deposits. Making the issue of notes more difficult was bound 
to promote an increased employment of deposits; in place of the 
note, the deposit account came into prominence. For the develop- 
ment of the credit system, this change was not altogether a matter 
of indifference. The note is technically superior to the deposit in 
medium and small transactions; in many cases for which it might - 
have been used as a money substitute, checks or clearing transfers 
could not be used, and in such cases restriction of the issue of fi- 
duciary media in the form of notes was bound to have the effect of 
restriction of the issue of fiduciary media in general. Under the law 
of the United States of America, the issue of fiduciary media in the 
shape of depositsis also restricted; but since this only applies to some 
of the banks, namely, the national banks, it is not enough to make 
a big difference between the deposit business of the United States 
and that of the other countries in which no similar regulations have 
been established. 

The real obstacle in the way of an unlimited extension of the issue 
of fiduciary media is not constituted by legislative restriction of the 
note issue, which, after all, only affects a certain kind of fiduciary 
medium, but the lack of a centralized world bank or of uniform 
procedure on the part of all credit-issuing banks. So long as the 
banks do not come to an agreement among themselves concerning 
the extension of credit, the circulation of fiduciary media can indeed 
be increased slowly, but it cannot be increased in a sweeping fashion. 
Each individual bank can only make a small step forward and must 
then wait until the others have followed its example. Every bank is 
obliged to regulate its interest policy in accordanie with that of the 
others. 

George Reisman
media.
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The Nature of Discount Policy 

The most obscure and incorrect concepts are current concerning 
the nature of the discount policy of the central banks-of-issue. Often 
the principal task of the banks is said to be the protection of their 
cash reserves, as if it would pay them to make sacrifices for such an 
aim as that. No less widespread, however, is the view that the 
banks' obligation to follow a discount policy that takes account of 
the circumstances of other banks is imposed upon them merely by 
a perverse legislation and that the ideal of cheap money-in a dou- 
ble sense, namely, a low purchasing power of money and a low rate 
of interest-could be realized by the abandonment of certain out- 
of-date legal provisions. 

It is unnecessary to devote very much time to the refutation of 
such views as these. After all that has been said on the nature of 
money and fiduciary media, there can hardly be very much doubt 
as to the aim of the discount policy of the banks. Every credit-issuing 
bank is obliged to fix the rate of interest it charges for loans in a 
certain conformity with that of the other credit-issuing banks. The 
rate cannot be allowed to sink below this level, for if it did, the sums 
of money needed by the bank's rapidly extending clientele for mak- 
ing payments to customers of other banks would increase in such 
a fashion that the bank's solvency would be imperiled. It is by rais- 
ing the rate of discount that the bank safeguards its own capacity 
to pay. This end is certainly not attained by protecting the redemp- 
tion fund, the small insignificance of which for maintaining the 
value of the fiduciary media has already been demonstrated, but by 
avoiding the artificial extension of the circulation of fiduciary media 
that would result from asking less interest than the other banks, 
and so also avoiding an increase in the demands for the redemption 
of the fiduciary media. The banks would still have to have a discount 
policy even if there were no legislative regulation of the note cover. 

In Germany there has been a controversy as to whether certain 
measures of the Reichsbank are dictated b; regard to the circum- 
stances of the domestic money market or to those of the interna- 
tional. In the form in which it is usually put, the question is 

George Reisman
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meaningless. The mobility of capital goods, which nowadays is but 
little restricted by legislative provisions such as customs duties, or 
by other obstacles, has led to the formation of a homogeneous world 
capital market. In the loan markets of the countries that take part 
in international trade, the net rate of interest is no longer deter- 
mined according to national, but according to international, consid- 
erations. Its level is settled, not by the natural rate of interest in the 
country, but by the natural rate of interest anywhere. Just as the ex- 
change ratio between money and other economic goods is the same 
in all places, so also the ratio between the prices of goods of the first 
order and those of goods of higher orders is the same everywhere. 
The whole system of modern international trade would be com- 
pletely changed if the mobility of capital goods were to be restricted. 
In Germany there are many who demand such a prohibition or at 
least a considerable restriction of the investment of capital abroad. 
It is not our task to demonstrate what a small prospect of success a 
policy like this would have, or to show that the time is now past for 
a nation to decide whether or not it will take part in international 
trade. So long and insofar, however, as a nation participates in in- 
ternational trade, its market is only a part of the world market; prices 
are determined not nationally but internationally. The fact that the 
rate of interest in Germany may rise, not because any change has 
occurred in its determinants within the Reich but because there have 
been changes, say, in the United States, should not seem any more 
remarkable than, say, a rise in the price of corn that is due to the state 
of foreign harvests. 

It has not been easy to reconcile policy with the extension and 
combination of national markets into a world market. Stronger than 
the resistance encountered centuries ago by the development of the 
town economy into the national economy is that which the nine- 
teenth and twentieth centuries have opposed to the further stage of 
development into a world economy. Nowadays there is nothing like 
the feeling of homogeneity which previously overcame regional in- 
terests; the pronounced emphasis upon national antagonisms which 
sets the keynote of modern policy would perhaps stand in the way 
of attempts at economic unification even if there were no interests 
to which these attempts might prove injurious. From the point of 
view of the producer, low prices seem to be the greatest of all evils, 



414 Money and Banking 

and in every state those producers who are unable to meet compe- 
tition strive with all the means at their disposal to keep the cheap 
commodities of the world market out of the national market. But 
whether they succeed in this in each individual case or not depends 
to a large extent on the strength of the political influence of the 
opposing interests. For in the case of every individual commodity, 
the producers' interest in high prices is opposed by the interest of 
consumers in the opening of the market to the cheapening effect of 
foreign competition. The matter is only decided by the conflict of the 
two groups. The distribution of forces is otherwise when the prob- 
lem of freedom of capital transactions is under discussion. We have 
already seen that creditor interests always get the worst of it when 
they clash with debtor interests. The interests of the capitalists are 
scarcely ever represented in monetary policy. Nobody ever objects 
to the importation of capital from abroad on the ground that it leads 
to a depression of the rate of interest in the home market and a 
reduction of the income of the capitalists; quite the reverse. The 
universally prevailing view is that it is in the interest of the com- 
munity that the rate of interest should be as low as possible. In those 
European states with large capital resources, which so far as inter- 
national dealings in capital are concerned need be considered only 
as creditors and not as debtors, this policy is expressed in the en- 
deavor to put obstacles in the way of foreign investment. Undoubt- 
edly, this is not the only point of view from which modern states 
judge the export of capital. Other considerations enter into the mat- 
ter as well, some in favor of exportation, some against it. There is, 
for instance, the fact that it is frequently impossible to export com- 
modities except by allowing the payment for them to be postponed, 
so that future goods are acquired in exchange for the present goods 
surrendered; and that for this reason alone it is consequently nec- 
essary to promote the export of capital or at least not to hinder it.lo 
Nevertheless, it must be insisted that the policy adopted by these 
states with regard to the export of capital is guided by the endeavor, 
among others, to keep the domestic rate of interest low. On the 
other hand, the same motive leads these states which because they 

'O See Sartorious von Waltershausen, Das volkswirtschaftliche System der Kapitalanlage 
im Auslande (Berlin, 1go7), pp. 126 ff. 
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are poor in capital have to play the part of international borrowers 
to encourage its importation. 

The attempt to depress the domestic rate of interest by influencing 
the international movement of capital is particularly pronounced in 
the so-called money market, that is, in the market for short-term 
capital investments. In the so-called capital market, that is, the mar- 
ket for long-term capital investments, there is less possibility of 
effecting anything by intervention; in any case, any steps that may 
be taken become effective much more quickly in the former than in 
the latter. Consequently there is a greater propensity toward exert- 
ing an influence on the rate of interest on loans in the money market 
than in the long-term capital market. But the most important cause 
of the persistence of demands for the exertion of influence upon the 
money market lies in the universally prevalent errors concerning 
the nature of fiduciary media and of bank credit. When a relatively 
small efflux of gold induces the powerful central bank-of-issue of 
a rich country to raise the discount rate there is a tendency to think 
that there must be some other way than this, by which the efflux 
of gold could be prevented without involving ihe community in 
what is regarded as the injurious effect of a rise in the rate of interest. 
It is not seen that what is happening is the automatic adjustment 
of the national to the world rate of interest owing to the way in 
which the country is involved in international trade. That the coun- 
try cannot be cut off from participation in international capital deal- 
ings simply and solely by measures of banking and currency policy, 
is completely overlooked. This alone can explain how it can come 
about in large exporting countries that the very persons who de- 
mand measures for "cheapening" credit are those who benefit most 
from the export trade. If those manufacturers, for whom every in- 
crease in the rate of discount that can be traced to events abroad is 
an inducement to plead for a modification of the banking system in 
the direction of releasing the central bank-of-issue from its obliga- 
tion to provide gold for export on demand, would realize that the 
increase in the rate of interest could be effectively stopped only by 
a suppression of the export of capital and complete exclusion of the 
country from international trade, then they would soon change 
their minds. And it seems that these implications have already won 
some degree of general recognition, even if the literary treatment 
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of the problem may still leave something to be desired. In Germany 
and Austria it was only the groups that demanded the seclusion of 
the national market that also demanded the "isolation" of the cur- 
rency. 

Further explanation is unnecessary. Nevertheless, it may not be 
supererogatory to examine one by one the measures that are rec- 
ommended by those who favor a low rate of interest and to show 
how incapable they would prove of leading to the expected result. 

The Gold-Premium Policyll 

Let us first review the systems which are supposed to be able to 
maintain the level of the rate of discount in the national money 
market by making it more difficult or more expensive to procure 
gold at a rate below that determined by the circumstances of the 
international market. The most important and most well known of 
these is the gold-premium policy, as it was carried out by the Bank 
of France. 

In view of the circumstances that nowadays the silver five-franc 
piece is still legally current coin, the Bank of France is authorized 
to redeem its notes at its own choice either in gold or in these pieces. 
It sometimes used to make use of this authority for the purpose of 
increasing the difficulty of procuring gold for export purposes. As 
a rule it made no difficulty about surrendering gold in exchange for 
notes. And it exchanged five-franc pieces in the same way for gold 
coins, although it was not obliged to do so, and by so doing it 
endowed the latter with the property of being money substitutes. 
Naturally, these facilities were not requisitioned to a great extent for 
purposes of domestic business. Notes and five-franc pieces enjoyed 
unlimited public confidence so that their employability as money 
substitutes was not in the least in question. But if the bank was 
asked to surrender gold for export, it did not necessarily do so. It 
is true that it used to hand over gold unhesitatingly for the require- 
ments of what was called "legitimate" trade, that is, when it was 
needed to pay for imported commodities, especially corn and cot- 

l1 [See pp. 21-22 above. H.E.B.] 
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ton. But if gold was demanded for the purpose of speculating on 
the difference between home and foreign interest rates, it was not 
handed over as a matter of course. For this purpose, the bank did 
not issue Napoleons, the French gold coins, at all; and it issued 
ingots and foreign gold coins only at an additional charge, varying 
from four to eight percent of the 3,437 francs at which it was legally 
bound to purchase a kilogram of fine gold. It is impossible to state 
the exact amount of this "gold premium," because the rate has never 
been published officially. l2 

The purpose of the gold-premium policy was to postpone as long 
as ever possible the moment when the condition of the international 
money market would force the bank to raise the discount rate in 
order to prevent an efflux of gold. The lowness of the rate of dis- 
count is of extraordinary importance in French financial policy. In 
the interest of those classes of the community by which it is sup- 
ported, the government of the Third Republic is obliged to avoid 
anything that might injure the high standing of the rentes which 
constitute the chief investment of those classes. Even a merely tem- 
porary high rate of discount is always dangerous to the rentes mar- 
ket, for it might induce some holders of rentes to dispose of their 
bonds in order to reinvest their capital more fruitfully, and the dis- 
turbance of the market that might result from this would have a 
disproportionately adverse effect on the quotation of the rentes. It 
is undeniable that the result aimed at was to a certain extent at- 
tained, even though the premium policy by no means possessed 
the significance that was erroneously ascribed to it. 

It is above all mistaken to ascribe the lowness of the rate of dis- 
count in France to the procedure that has been described. If the rate 
of discount has been lower in France than in other countries, this 
is due to altogether different causes. France is of all the countries 
in the whole world that which is richest in capital; but its people 
are not greatly endowed with the spirit of initiative and enterprise. l3 

Consequently its capital has to emigrate. Now in a country which 
exports capital, even disregarding the premium for risk-bearing that 

IZ See Rosendorff, "Die Goldpramienpolitik der Banque de France und ihre deut- 
schen Lobredner," Iahrbucher fur Nationalokonornie und Statistik 21 (1901): 632 ff.; Dun- 
bar, Chapters on the Theory and History of Banking, 2d ed. (New York, rgo7), pp. 147 ff. 
l3 See Kaufmann, Das franzosische Bankwesen (Tiibingen, 1911), pp. 35 ff .  
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is contained in the gross rate of interest, the rate of interest on loans 
must be lower than in a country which imports capital. Capitalists, 
when comparing the yields of home and foreign investment, are 
led by a series of psychological factors to prefer the former to the 
latter when other circumstances are equal. This is enough to explain 
why long-term and short-term investments bear lower interest in 
France than in other countries, such as Germany. The cause is a 
general economic cause; it is a matter in which measures of banking 
or currency policy can have no influence. The ratio between the rate 
of interest in France and that abroad could not for long be forced 
away by the premium policy of the Bank of France from that deter- 
mined by the general economic situation. The Bank of France was 
not above the laws that govern the course of economic affairs. In 
fixing the level of its discount rate, it was not exempt from the 
necessity for paying due attention to the level of the natural rate of 
interest. Like every other credit-issuing bank that has an influence 
on the domestic market, it had to endeavor to keep the rate of 
interest on domestic short-term investments at such a level that 
foreign investment did not appear so attractive to home capitalists 
as to endanger the bank's own solvency. Like the others, the Bank 
of France could effectively prevent an outflow of gold in one way 
only-by raising its discount rate. l4  Employing the premium policy 
could do no more than postpone for a short time a rise in the rate 
of discount that the state of the international money market had 
made necessary. The premium made it more expensive to export 
gold and so reduced the profitability of interest arbitrage transac- 
tions. When it was widely believed that the difference between the 
French and the foreign rates of interest was about to be altered in 
France's favor through a fall in the foreign rate, then arbitrage deal- 
ers would not export gold at all, since the small profit of the trans- 
action would be too greatly reduced by the premium. In this way 
the Bank of France may sometimes have avoided raising the dis- 
count rate when it would otherwise have been necessary to do so 
for a short time. But whenever the difference between the rates of 

l4 On this, see Rosendorff, op, cit., pp. 640 ff., and passages cited in the essay "Die 
neue Richtung in der Goldpolitik der Bank von Frankreich," Bank-Archiv. 7 (1907): 
72 ff. ,  taken from the statements of account of the Bank of France, in which the 
raising of the discount rate is spoken of as the "seul moyen connu de defendre 
I'encaisse." 
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interest was significant enough to make short-term foreign invest- 
ment still promise to be in spite of the increased cost of 
procuring gold due to the premium, and whenever the result of 
arbitrage dealings was not jeopardized by the prospect of an im- 
minent reduction of the foreign rate, then even the Bank of France 
could not avoid raising the rate of interest. 

It has been asserted that it is possible for a central bank to use 
successive increases of the premium so as entirely to prevent the 
export of gold if it continually forces back the gold point or export 
limit as the fall in the rate of exchange requires. l5 This is undoubt- 
edly correct. The procedure, as is well known, has been employed 
repeatedly; it is known as cessation of cash payments. The bank 
that adopts it deprives its fiduciary media of their character of 
money substitutes. If they continue to function as general media of 
exchange, it is in the role of credit money. Their value will have 
become subject to independent variation. In such a case, it is ad- 
mittedly possible for the bank to follow a completely independent 
discount policy; it may now reduce to any desired extent the rate 
of interest it charges without running the risk of insolvency. But this 
brings to light the consequences that must follow a banking policy 
that endeavors by extending the issue of fiduciary media to depress 
the rate of interest on loans below the natural rate of interest. This 
point has already been discussed in detail; in the present connection 
there is a second point that is of importance. If the intervention of 
the bank leads to the artificial retention of the rate of interest on 
loans at a level below that of the rate given by international con- 
ditions, then the capitalists will be all the more anxious to invest 
their capital abroad as the gap between the domestic and foreign 
rates of interest increases. The demand for foreign common media 
of exchange will increase, because foreign capital goods will be de- 
sired more and home capital goods less. And there is no way in 
which the fall in the rate of exchange could automatically set forces 
in motion to reestablish between the bank money and gold, the 
world money, that exchange ratio which had previously existed 
when the notes and deposits of the bank were not credit money but 
still money substitutes. The mechanism of the monetary system 

l5 See Landesberger, Wahrungssystem und Relation (Vienna, 1891), p. 104. 
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tends to bring the exchange value of the two kinds of money to that 
"natural" level determined by the exchange ratio between each of 
them and the remaining goods. But in the present case it is the 
natural exchange ratio itself which has moved against the country 
that refuses to pay out gold. An "autonomous" interest policy must 
necessarily lead to progressive depreciation. 

There are many advocates of the gold-premium policy who make 
no attempt to deny that its employment in the way in which they 
intend must infallibly lead to a credit-money or fiat-money standard 
with a rapidly falling objective exchange value of the unit. In fact, 
they are inclined to regard this very fact as a special advantage; for 
they are, more or less, inflationists.16 

Nevertheless, this was by no means the way in which the Bank 
of France carried out its premium policy. It observed a fixed limit, 
above which it never allowed the premium to rise in any circum- 
stances whatever. Eight per mill is probably the highest premium 
that it has ever demanded. And this was certainly not an error on 
the part of the bank; it was founded on the nature of the case. In 
the eyes of the French government and of the administration of the 
bank controlled by it, the amount of depreciation consequent upon 
a gold premium of eight percent was not intolerable; but, in view 
of the unpredictable reactions throughout the whole community, it 
was thought better to avoid further depreciation. Thus the French 
gold-premium policy was not able to prevent the export of gold 
altogether, but could only postpone it for a short time. Now this fact 
alone, and not only when the difference between the rates of interest 
was so inconsiderable and transient that the rate of discount did 
not need to be raised at all, meant a cheapening of the rate of interest 
on loans. But this was offset by the increase in the rate of interest 
during those periods when the rate of interest abroad was relatively 
low. Whenever the loan rate abroad sank so low that it might have 
seemed advantageous to capitalists to transfer capital to France for 
investment, they nevertheless refrained from doing so if a long 
continuance of the situation could not be reckoned with or if the 
difference between the rates was not very great, because they had 
reason to fear that a subsequent repatriation of the capital when the 

Ib  Ibid., p. 105, and Uber die Goldpriirnienpolitik der Zettelbanken (Vienna, 1892), p. 28. 
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situation was reversed would be possible only at an increased cost. 
Thus the gold-premium policy did not merely constitute a hin- 
drance to the efflux of gold from France; it also hindered an influx. 
It reduced the rate of interest on loans at certain times, but raised 
it at other times. It is true that it did not altogether exclude the 
country from international dealings in capital; it only made partic- 
ipation in them harder; but it did this in both directions. Its effect, 
the intensity of which should not be overestimated, was principally 
expressed in the fact that the rate of interest for short-term invest- 
ments has been more stable in France than in other countries. It has 
never sunk so low as in England, for example; but neither has it 
ever risen so high. This is shown quite clearly by a comparison of 
movements in the London and Paris loan rates. 

It has become more and more clearly recognized that the gold- 
premium policy could not have these effects ascribed to it. Those 
who once regarded it as the remedy for all ills are gradually becom- 
ing silent. 

Systems Similar to the Gold-Premium Policy 

The legal provisions which have permitted the Bank of France to 
follow the gold-premium policy were absent in those countries 
which until recently were on a pure gold standard. Where the gold 
coins have not been supplemented by any money substitutes, fiat 
money, or credit money, with unlimited legal tender by any payer 
including the central credit-issuing bank, the fiduciary media have 
had to be redeemed at their full face value in money without a 
premium being charged in addition. l7 But in actual fact these banks 
also were tending to adopt a policy different in degree but certainly 
not in kind from the described procedure of the Bank of France. 

l7 Even at the time when the thaler was still unlimited legal tender and so occupied 
a position analogous to that of the French five-franc piece, the German Reichsbank 
never followed a gold-premium policy on the French pattern, although it was often 
advised to do so. This is probably to be ascribed not so much to the circumstance 
that the number of thalers was relatively small as to the influence of Bamberger's 
ideas throughout the Reich. An open break with the principles of the banking and 
currency reform of the period after 187~~71 was, in view of the prevailing opinion, 
out of the question. 
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In most countries, the central bank-of-issue was only obliged to 
redeem its notes in legal tender gold coins of its own country, after 
the pattern of English banking law. It is in accordance with the spirit 
of the modern monetary system and with the ultimate aims of mon- 
etary policy that this obligation has been understood also to refer 
to the surrender of gold ingots to exporters at the legal ratio or at 
least at a price that made it more profitable to procure bullion than 
coins. Thus until 1889 the Bank of England voluntarily extended its 
obligation to redeem its notes by paying out on demand in ingots 
the value of the notes in full-weight gold coins. It did this by fixing 
its selling price for gold bullion once for all at 77s. 101hd. per ounce 
of standard gold. l8 For a time the Continental banks-of-issue fol- 
lowed this example. But they soon determined upon a different 
procedure, and eventually the Bank of England too relinquished its 
old policy and adopted the practice of the Continental banks. 

The Bank of England and the German Reichsbank, apart from the 
Bank of France the two most important credit-issuing banks in the 
world, were in the habit of issuing for export purposes worn gold 
coins only of inferior'value. Sovereigns, as issued by the Bank of 
England for export, were usually from two to three percent worse 
than newly minted sovereigns. The weight of the twenty-mark 
pieces received by a person who withdrew gold coins from the Ger- 
man Reichsbank for purposes of exportation was, according to the 
calculations of experts, 7.943 grams on an average as against a stan- 
dard average of 7.965 grams; that is, something over a quarter of 
one percent less than their mint value. l9 The Bank of England some- 
times refused altogether to issue gold ingots, and sometimes would 
only issue them at a price in excess of the 77s. lol/zd. which alone 
was usual until 1889. It sometimes raised the selling price of ingots 
to as much as 77s. I I ~ . ~ O  

As regards the range and the effect of these measures, nothing 
need be added to what has already been said about the French gold- 
premium policy. The difference-as has been said-is only quanti- 
tative, not qualitative. 21 

See Koch, Der Londoner Goldverkehr (Stuttgart, qog), p. 708. 
lg lbid., pp. 81 f .  
20 See Clare, A Money Market Primer and Key to the Exchanges, 2d ed. (London, 1893), 
p. 22. 
21 Rosendorff ("Die Goldpramienpolitik der Banque de France," p. 636) would ap- 
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The other "little devices" which have also been employed for 
making the export of gold more difficult have their effect in precisely 
the same fashion. As, for example, when the German Reichsbank 
sometimes prohibited the issue of gold for export purposes except 
in Berlin by invoking the letter of section 18 of the Bank Act, which 
had the effect of making the export of gold more costly by burdening 
the gold exporters with the risk and cost of transporting the gold 
from Berlin to the place of export. 

The Nonsatisfaction of the So-called Illegitimate Demand for Money 

In the returns of the Bank of France it has been repeatedly asserted 
that the gold-premium policy was directed only against those who 
wished to withdraw gold from the bank for speculative purposes. 
The bank, it was said, never put difficulties in the way of procuring 
gold for satisfying the legitimate demands of French trade.22 No 
explanation was given of the idea of "legitimate" demand and its 
contrary "illegitimatendemand. 

The idea on which this distinction is obviously based is that trade 
in commodities and dealings in capital are two perfectly distinct and 

pear to be mistaken in thinking it possible to detect a difference of principle between 
the procedure of the Bank of England and the Reichsbank in paying out gold and 
the gold-premium policy of the Bank of France. He bases his view on the argument 
that, whereas the latter refuses altogether to pay out French gold coins and is thus 
theoretically able to raise the amount of the premium indefinitely, the Bank of Eng- 
land and the Reichsbank, which in contrast to the Bank of France always redeem 
their notes at their full value in current gold coin and have never attempted to refuse 
to pay out gold, are able to raise the selling price of bullion only by the amount of 
the cost of minting and an allowance for wear and tear. Rosendorff, in arguing from 
the statement that the Bank of France is "theoretically" able to raise the amount of 
the gold-premium indefinitely, flatly contradicts what he says in the rest of his book. 
In fact it does not do it, quite apart from the consideration that the law forbids it also. 
But if it did it, then it would completely alter the character of the French monetary 
system. It could not be expected that the French government and the Chambers 
would sanction the transaction to a credit-money standard which would be involved 
in such a procedure. 
22 Thus, in the Compte rendu for 1898 (pp. 12 f.): "Si nous nous efforcons de conserver 
de grandes disponibilites metalliques et de les menager le mieux possible, nous ne 
devons pas non plus perdre de vue les inter6ts du commerce et lui refuser les moyens 
de payement qu'il reclame pour les besoins les plus l6gitimes, c'est-a-dire pour 
l'approvisionnement du marche fran~ais." 
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independent branches of economic activity and that it would be 
possible to restrict the one without affecting the other; that refusal 
to surrender gold for arbitrage dealing could not increase the ex- 
pense of procuring commodities from abroad so long as no difficulty 
was made about placing at the disposal of the importer the sums 
needed by him to pay for his purchases. 

On closer examination this argument can hardly be accepted as 
valid. Even if we completely ignore the fact that dealings in capital 
only constitute one form of the general process of exchange of goods 
and consider nothing beyond the technical problem of the with- 
drawal of gold, it is clear that the bank cannot achieve its aim by 
discriminatory treatment of different requests for gold. If exporti- 
tion of gold did not seem profitable because of the difference be- 
tween the rates of interest, imported raw materials would actually 
be paid for, partly or wholly by the commodities exported. The 
importer would not try to obtain gold from the bank; he would go 
into the market and buy bills originating in the French export busi- 
ness. If gold were delivered to him by the bank without a premium 
while the rate of exchange rose roughly by the amount of and on 
account of the premium that was charged to arbitrage dealers, this 
might well mean a favoring of the import business, and might pos- 
sibly in some circumstances benefit the consumer as well, although 
that depends entirely upon the state of competition among im- 
porters. But all the same, the rate of exchange would experience the 
variation that the bank wished to avoid. The upper gold point would 
be fixed too high by an amount equal to the amount of the premium. 

Finally, it must be pointed out that the distinction between a legiti- 
mate and an illegitimate demand for gold for export cannot be ap- 
plied in practice. The demand for gold with which to pay for 
imported goods may be called legitimate, the demand for gold with 
which to buy foreign bills as a temporary investment with a view 
to exploiting a difference in interest rates may be called illegitimate. 
But there are many remaining intermediate cases, which cannot be 
placed in either one or the other category. Would it have been pos- 
sible, say, for the Bank of France to put obstacles in the way of the 
withdrawal of deposits held by foreign states, municipalities, and 
companies, perhaps as the balances of loans? Or for the Austro- 
Hungarian Bank, which has repeatedly been accused of refusing to 
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issue bills to persons who intend to carry out arbitrage dealings, to 
increase the difficulty of speculative repurchase of home securities 
from abroad?23 

Other Measures for Strengthening the Stock of Metal Held by the 
Central Banks-of-lssue 

The endeavors of the central banks-of-issue to build up as large 
gold reserves as possible have led to the employment of devices 
which have just the opposite appearance to that of the premium 
policy and the systems similar to it. By raising the price they paid 
for gold imports the banks used to try to diminish the cost to the 
importer of importing gold and so to reduce the lower gold point. 

Among these devices was the practice of granting interest-free or 
low-interest-bearing advances to importers of gold, a practice which 
was not unknown in England, France, and Germany. 24 There was 
also the practice of buying gold not only at the chief office, but also 
at branches situated near the national boundary.25 Perhaps the most 
interesting of these devices was that of buying certain kinds of gold 

23 See my article Das Problem gesetzlicher Aufnahme der Barzahlungen in Osterreich- 
Ungarn, p. 1017. If the Austro-Hungarian Bank were to follow the example of the 
Bank of France in this or some other way it would achieve an exactly opposite result 
to that achieved by the French institution. Like that of the Bank of France, its action 
would restrict not merely the efflux but also the influx of gold. In France, the creditor 
nation, this means something very different from what it means in Austria, the 
debtor nation. In France, restriction of the importation of capital (which would only 
exceptionally occur) is unobjectionable; in Austria, the country that is dependent on 
constant importation of capital from abroad, it would have quite a different effect. 
The fact that there was a possibility of difficulties in subsequently repatriating the 
capital would mean that a greater gap than otherwise would have to occur between 
the Viennese and the foreign rates of interest before capital would be sent to Austria, 
and this would mean that the rate of interest in Austria would always be higher. The 
fact, on the other hand, that the export of Austrian short-term capital would also 
not be profitable except when there was a greater gap than otherwise between the 
home and foreign rates would not counteract the above disadvantage, because the 
question of capital exportation from Austria-Hungary to western countries very sel- 
dom arises. 
24 See Koch, op. cit., p. 79; Die Reichsbank 1876-1900 (Berlin, qol),  p. 146. 
25 See Obst, Banken und Bankpolitik (Leipzig, ~gog), pp. 90 f.; Hertz, "Die Diskont und 
Devisenpolitik der osterreichisch-ungarischen Bank," Zeitschrift fur Volkswirtschaft, 
Sozialpolitik und Verzualtung 12 (1903): 496. 
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coin at a price in excess of their bullion value. If the bank issued to 
a gold exporter, instead of ingots or coins of the country, coins of 
the country to which he intended to send the gold, it could get a 
higher price for them than that corresponding to their gold content. 
For the exporter would save the expense of melting and recoinage 
and avoid the loss in which he would be involved by the fact that 
the domestic coins would be worn down to some extent. So the 
bank would be able to agree to pay a higher price than that corre- 
sponding to their metal content for the current gold coins of the 
states into which a future export of gold was probable.26 

All of these measures can best be described as weapons against 
the premium policies and related devices employed by foreign 
banks. If the central bank in a country A endeavored to raise the 
upper gold point for export from A to country B, then the bank in 
B took steps to lower it. If only used coins were issued for export 
purposes in A, this procedure was rendered nugatory when a price 
in excess of the gold content was paid in B for coins of country A. 
It is very probable that the devices and counterdevices were largely 
compensatory, so that the extension of the gap between the gold 
points, which otherwise would necessarily have resulted from the 
intervention of the banks, did not in fact occur. 

The Promotion of Check and Clearing Transactions as a Means of 
Reducing the Rate of Discount 

In Germany, where before the war relatively very much gold was 
in circulation, there was a constantly growing endeavor to withdraw 
it from circulation by an extension of check and clearing transactions 
and to divert it into the vaults of the Reichsbank. The aim of this 
propaganda is set forth in a circular of the elders of the Kaufmann- 
schaft of Berlin, s.d. May 2,1907, to the following effect: "The causes 
to which the high rate of interest in Germany are to be traced are 
rooted to a large extent in the circumstance that the German people 
make greater use than those in other countries of cash media of 

26 See Koch, op. cit., pp. 79 ff.; Hertz, op,  cit., p. 521; Spitzrniiller, "Valutareform und 
Wahrungsgesetzgebung," in Oesterreichischen Staatsworterbuch, zd ed., vol. 2, p. 300. 
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circulation (gold and silver) for payments arising in and out of the 
course of business, but have not yet sufficiently accustomed them- 
selves to the procedure which might replace the use of gold and 
silver, and also of banknotes and Treasury notes,. as media of cir- 
culation, namely, the use of checks and the clearing system. If a 
considerable proportion of payments could be settled by means of 
transfers from one account to another or by checks, then this would 
save large sums of currency, in gold and silver as well as in bank- 
notes, and this saved currency would then accumulate in the re- 
serves of the banks-of-issue, especially of the central bank-of-issue, 
the Reichsbank. The more this happened, the smaller would be the 
demand for currency that had to be satisfied by the Reichsbank, and 
the stronger would be the cash reserve of the Reichsbank, which 
circumstances would contribute considerably toward a reduction of 
the rate of interest at the Reichsbank and in the whole country."27 

In this is a very clear demonstration of the weakness of the the- 
oretical views that underlie modern banking policy. The level of the 
rate of interest is said to depend on the demand for currency. A 
strengthening of the cash reserve of the central bank-of-issue is cred- 
ited with the effect of reducing the rate of interest in the whole coun- 
try, and of reducing it appreciably. And this is not just the opinion 
of some private person or other, but that of the highly respected cor- 
poration of the Berlin Kaufmannschaft, and also, as everybody 
knows, that of the leaders of German economic policy in general. On 
this one point, all parties seem to be agreed, however much their 
views on the nature of economic phenomena may otherwise di- 
verge. But even if this fundamental error is for a moment disregarded 
it is impossible to overlook the weakness of the doctrines ex- 
pounded, and, above all, their contradictoriness. The proportion of 
cover for the Reichsbank notes provided for in the banking legisla- 
tion of the seventies is treated as sacrosanct. The possibility of chang- 
ing these provisions by substituting, say, a cover of one-quarter or 
one-fifth for that of one-third is never contemplated. The letter of the 
law has to be preserved while the assumptions on which it was based 
are being altered. When money substitutes in the form of deposits 

27 See also Proebst, Die Grundlagen unseres Depositen- und Scheckwesens (Jena, 19081, 
pp. 1 ff. 
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are augmented without provision being made for a monetary cover, 
the quantity of fiduciary media is increased. This is further demon- 
strative of the fact that even that part of the argument of the banking 
principle which was theoretically correct was unable to exert any in- 
fluence on practical politics. Tooke and Fullarton repeatedly point 
out that there is no fundamental difference between notes and de- 
posits (which they speak of as checks). Their modern successors do 
not dare to draw the logical conclusion from this incontrovertible 
fact; they stand for the differential treatment of fiduciary media ac- 
cording to whether they are notes or deposits.2s 

If part of the gold in circulation in Germany and part of the bank- 
notes had been replaced by fiduciary media in the shape of deposits, 
this might have led to a diminution of the rate of interest only insofar 
as the gold that had become superfluous was employed for obtain- 
ing capital goods from abroad. The replacement of notes without a 
metal backing by deposits without a metal backing is of no conse- 
quence in this connection. Only so far as notes covered by metal 
were replaced by deposits not covered by metal would there be any 
increase of the circulation of fiduciary media at the expense of that 
of money certificates, by which gold would be released for export 
to other countries. But the same result could have been attained by 
a diminution of the ratio between cover and banknotes; neverthe- 
less this simpler device was generally held to be impracticable, in 
spite of the fact that it was precisely as safe or precisely as dangerous 
as the other. If the gold dispensed with in this way had been ex- 
ported, then the stock of other economic goods at the disposal of 
the German nation would have increased correspondingly. This 
might have led to a fall, if only a trifling one, in the rate of interest, 
assuming that the quantity of gold expelled from Germany was 
absorbed abroad with a general fall in the objective exchange value 
of money. But the German champions of an extension of the checks 
and clearing system did not think of that when making proposals 
of this sort. They recommended the extension of the circulation of 
fiduciary media in the form of deposits because they believed that 
this would reduce the number and extent of those applications that 
made demands upon the credit that the Reichsbank granted in the 
form of notes; and they hoped that this would lead to a reduction 

2s It is only in very recent years that views on this point in dominant circles have 
begun slowly to change. 
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in the rate of interest on loans. There is a serious error in all this. 
The level of the rate of interest on loans depends not on the amount 
of the national stock of money in the wider sense, nor, of course, 
on the amount of fiduciary media in circulation. It was not the legal 
regulations concerning cover that forced the Reichsbank to aim at 
a discount policy that would prevent any tension from arising be- 
tween the natural rate of interest and the discount rate, but its in- 
evitable concern for its own solvency. 

In all those countries whose credit system is organized on the so- 
called single-reserve basis so that the stock of money needed for the 
redemption on demand of money substitutes is administered by a 
central bank on which in times of emergency all the credit-issuing 
banks must ultimately fall back, it is the directors of this bank who 
are the first to notice the outward flow of gold; and it is they who 
must be the first to take steps to stop it, since its first effects are 
directed against the institution for which they are responsible. 
Therefore, the raising of the discount rate by the central bank usu- 
ally precedes the increased severity of lending terms in the open 
market and in the dealings between the private banks and their 
clients. And so superficial critics jump to the conclusion post hoc ergo 
propter hoc. Nothing could be more mistaken. Even quite apart from 
the proceedings of the central bank-of-issue, the private banks and 
others who issue money have to adjust their interest policy to the 
rate of interest ruling in the world market. Sums could be with- 
drawn from them for the purposes of interest arbitrage, just as from 
the central bank. In fact, so long as the mobility of capital is not 
restricted it remains impossible for the credit-issuing banks of any 
single country to follow an independent credit policy. 

(111) 
Problems of Credit Policy in the Period 

Immediately After the War 

9 

The Gold- Exchange S t ~ n d a r d ~ ~  

Wherever inflation has thrown the monetary system into confu- 
sion, the primary aim of currency policy has been to bring the print- 

Z9 [The reader will remember that this was written in 1924. H.E.B.] 
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ing presses to a standstill. Once that is done, once it has at last been 
learned that even the policy of raising the objective exchange value 
of money has undesirable consequences, and once it is seen that 
the chief thing is to stabilize the value of money, then attempts are 
made to establish a gold-exchange standard as quickly as possible. 
This, for example, is what occurred in Austria at the end of 1922 and 
since then, at least for the time being, the dollar rate in that country 
has been fixed. But in existing circumstances, invariability of the 
dollar rate means invariability of the price of gold also. Thus Austria 
has a dollar-exchange standard and so, indirectly, a gold-exchange 
standard. That is the currency system that seems to be the imme- 
diate aim in Germany, Poland, Hungary, and many other European 
countries. Nowadays, European aspirations in the sphere of cur- 
rency policy are limited to a return to the gold standard. This is 
quite understandable, for the gold standard previously functioned 
on the whole satisfactorily; it is true that it did not secure the un- 
attainable ideal of a money with an invariable objective exchange 
value, but it did preserve the monetary system from the influence 
of governments and changing policies. 

Yet the gold-standard system was already undermined before the 
war. The first step was the abolition of the physical use of gold in 
individual payments and the accumulation of the stocks of gold in 
the vaults of the great banks-of-issue. The next step was the adop- 
tion of the practice by a series of states of holding the gold reserves 
of the central banks-of-issue (or the redemption funds that took 
their place), not in actual gold, but in various sorts of foreign claims 
to gold. Thus it came about that the greater part of the stock of gold 
that was used for monetary purposes was gradually accumulated 
in a few large banks-of-issue; and so these banks became the central 
reserve banks of the world, as previously the central banks-of-issue 
had become central reserve banks for individual countries. The war 
did not create this development; it merely hastened it a little. Nei- 
ther has the development yet reached the stage when all the newly 
produced gold that is not absorbed into industrial use flows to a 
single center. The Bank of England and the central banks-of-issue 
of some other states still control large stocks of gold; there are still 
several of them that take up part of the annual output of gold. Yet 
fluctuations in the price of gold are nowadays essentially dependent 
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on the policy followed by the Federal Reserve Board. If the United 
States did not absorb gold to the extent to which it does, the price 
of gold would fall and the gold prices of commodities would rise. 
Since, so long as the dollar represents a fixed quantity of gold, the 
United States admits the surplus gold and surrenders commodities 
for gold to an unlimited extent, a rapid fall in the value of gold has 
hitherto been avoided. But this policy of the United States, which 
involves considerable sacrifices, might one day be changed. Varia- 
tions in the price of gold would then occur and this would be bound 
to give rise in other gold countries to the question whether it would 
not be better in order to avoid further rises in prices to dissociate 
the currency standard from gold. Just as Sweden attempted for a 
time to raise the krone above its old gold parity by closing the mint 
to gold, so other countries that are now still on the gold standard 
or intend to return to it might act similarly. This would mean a 
further drop in the price of gold and a further reduction of the 
usefulness of gold for monetary purposes. If we disregard the 
Asiatic demand for money, we might even now without undue 
exaggeration say that gold has ceased to be a commodity the fluc- 
tuations in the price of which are independent of government in- 
fluence. Fluctuations in the price of gold are nowadays substantially 
dependent on the behavior of one government, namely, that of the 
United States.30 

All that could not have been foreseen in this result of a long 
process of development is the circumstance that the fluctuations in 
the price of gold should have become dependent upon the policy 
of one government only. That the United States should have 
achieved such an economic predominance over other countries as 
it now has, and that it alone of all the countries of great economic 
importance should have retained the gold standard while the others 
(England, France, Germany, Russia, and the rest) have at least tem- 
porarily abandoned it-that is a consequence of what took place 
during the war. Yet the matter would not be essentially different if 
the price of gold was dependent not on the policy of the United 
States alone, but on those of four or five other governments as well. 
Those protagonists of the gold-exchange standard who have rec- 

30 See Keynes, A Tract on Monetary Reform (London, iqzj), pp. 163 ff. 



432 Money and Banking 

ommended it as a general monetary system and not merely as an 
expedient for poor countries, have overlooked this fact. They have 
not observed that the gold-exchange standard must at last mean 
depriving gold of that characteristic which is the most important 
from the point of view of monetary policy-its independence of 
government influence upon fluctuations in its value. The gold- 
exchange standard has not been recommended or adopted with the 
object of dethroning gold. All that Ricardo wanted was to reduce 
the cost of the monetary system. In many countries which from the 
last decade of the nineteenth century onward have wished to aban- 
don the silver or credit-money standard, the gold-exchange stan- 
dard rather than a gold standard with an actual gold currency has 
been adopted in order to prevent the growth of a new demand for 
gold from causing a rise in its price and a fall in the gold prices of 
commodities. But whatever the motives may have been by which 
the protagonists of the gold-exchange standard have been led, there 
can be no doubt concerning the results of its increasing popularity. 

If the gold-exchange standard is retained, the question must 
sooner or later arise as to whether it would not be better to substitute 
for it a credit-money standard whose fluctuations were more sus- 
ceptible to control than those of gold. For if fluctuations in the price 
of gold are substantially dependent on political intervention, it is 
inconceivable why government policy should still be restricted at 
all and not given a free hand altogether, since the amount of this 
restriction is not enough to confine arbitrariness in price policy 
within narrow limits. The cost of additional gold for monetary pur- 
poses that is borne by the whole world might well be saved, for it 
no longer secures the result of making the monetary system inde- 
pendent of government intervention. 

If this complete government control is not desired, there remains 
one alternative only: an attempt must be made to get back from the 
gold-exchange standard to the actual use of gold again. 

A Return to a Gold Currency 

A return to the actual use of gold would be certain to have effects 
that would scarcely be welcomed. It would lead to a rise in the price 
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of gold, or, what is the same thing, to a fall in the prices of com- 
modities. The fact that this is not generally desired, and the reason 
why it is not, have already been dealt with. We may confidently 
suppose that such a fall in prices would cause just as much dissat- 
isfaction as was caused by the process of expelling gold from cir- 
culation. And it hardly demands an excessive amount of insight to 
be able to predict that in such circumstances it would not be long 
before the gold standard was again accused of responsibility for the 
bad state of business. Once again the gold standard would be re- 
proached with depressing prices and forcing up the rate of interest. 
And once again proposals would be made for some sort of "modi- 
fication" of the gold standard. In spite of all these objections, the 
question of the advisability of a return to an actual gold standard 
demands serious consideration. 

One thing alone would recommend the abandonment of the gold- 
exchange standard and the reintroduction of the actual use of gold; 
this is the necessity for making a recurrence of inflationary policies 
if not impossible at least substantially more difficult. From the end 
of the last century onward it was the aim of etatism in monetary 
policy to restrict the actual circulation of gold for three reasons: first, 
because it wished to inflate, without repealing the existing banking 
laws, by concentrating gold reserves in the central bank-of-issue; 
second, because it wished to accumulate a war chest; and third, 
because it wished to wean the people from the use of gold coins so 
as to pave the way for the inflationary policy of the coming Great 
War. 

Admittedly it will not be possible to prevent either war or inflation 
by opposing such endeavors as these. Kant's proposal to prohibit 
the raising of loans for war purposes is extremely naive;31 and it 
would be still more naive to bring within the scope of such a pro- 
hibition the issue of fiduciary media too. Only one thing can con- 
quer war-that liberal attitude of mind which can see nothing in 
war but destruction and annihilation, and which can never wish to 
bring about a war, because it regards war as injurious even to the 
victors. Where liberalism prevails, there will never be war. But 
where there are other opinions concerning the profitability and in- 

31 See Kant, Werke, vol. 5, Zum ewigen Frieden (Insel-Ausgabe), pp. 661 f .  
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juriousness of war, no rules and regulations, however cunningly 
devised, can make war impossible. If war is regarded as advanta- 
geous, then laws regulating the monetary systems will not be al- 
lowed to stand in the way of going to war. On the first day of any 
war, all the laws opposing obstacles to it will be swept aside, just 
as in 1914 the monetary legislation of all the belligerent states was 
turned upside down without one word of protest being ventured. 
To try to oppose future war policies through currency legislation 
would be foolish. But it may nevertheless be conceded that the 
argument in favor of making war more difficult cannot be neglected 
when the question is being debated whether the actual domestic 
circulation of gold should be done away with in the future or not. 
If the people are accustomed to the actual use of gold in their daily 
affairs they will resist an inflationary policy more strongly than did 
the peoples of Europe in 1914. It will not be so easy for governments 
to disavow the reactions of war on the monetary system; they will 
be obliged to justify their policy. The maintenance of an actual gold 
currency would impose considerable costs on individual nations 
and would at first lead to a general fall of prices; there can hardly 
be any doubt about that. But all its disadvantages must be accepted 
as part of the bargain if other services are demanded of the monetary 
system than that of preparing for war, revolution, and destruction. 

It is from this point of view that we should approach the question 
of the denominations of notes. If the issue of notes which do not 
make up a multiple of at least the smallest gold coins is prohibited, 
then in the business of everyday life gold coins will have to be used. 
This could best be brought about by an international currency agree- 
ment. It would be easy to force countries into such an agreement 
by means of penal customs duties. 

The Problem of the Freedom of the Banks 

The events of recent years reopen questions that have long been 
regarded as closed. The question of the freedom of the banks is one 
of these. It is no longer possible to consider it completely settled as 
it must have been considered for decades now. Unfortunate expe- 
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riences with banknotes that had become valueless because they were 
no longer actually redeemable led once to the restriction of the right 
of note issue to a few privileged institutions. Yet experience of state 
regulation of banks-of-issue has been incomparably more unfavor- 
able than experience of uncontrolled private enterprise. What do all 
the failures of banks-of-issue and clearing banks known to history 
matter in comparison with the complete collapse of the banking 
system in Germany? Everything that has been said in favor of control 
of the banking system pales into insignificance beside the objections 
that can nowadays be advanced against state regulation of the issue 
of notes. The etatistic arguments, that were once brought forward 
against the freedom of the note issue, no longer carry conviction; in 
the sphere of banking, as everywhere else, etatism has been a failure. 

The safeguards erected by the liberal legislation of the nineteenth 
century to protect the bank-of-issue system against abuse by the 
state have proved inadequate. Nothing has been easier than to treat 
with contempt all the legislative provisions for the protection of the 
monetary standard. All governments, even the weakest and most 
incapable, have managed it without difficulty. Their banking policies 
have enabled them to bring about the state of affairs that the gold 
standard was designed to prevent: subjection of the value of money 
to the influence of political forces. And, having arrogated this power 
to themselves, the governments have put it to the worst conceivable 
use. But, so long as the other political and ideological factors were 
what they were, we cannot conclude that the mere freedom of the 
banks would or could have made things different. 

Let us suppose that freedom of banking had prevailed throughout 
Europe during the last two generations before the outbreak of the 
Great War; that banknotes had not become legal tender; that notes 
were always examined, not only with respect to their genuineness, 
but also with respect to their soundness, whenever they were ten- 
dered, and those issued by unknown banks rejected; but that the 
notes of large and well-known banking firms nevertheless were just 
as freely current as the notes of the great central banks-of-issue in 
the period when they were not legal tender. Let us further suppose 
that since there was no danger of a world banking cartel, the banks 
had been prevented, by the mere necessity for redeeming their 
notes in cash, from making immoderate endeavors to extend their 



436 Money and Banking 

issue by charging a low rate of interest; or at least, that the risk of 
this was no greater than under legislative regulation of the note 
system. Let us suppose, in short, that up to the outbreak of the war, 
the system had worked no better and no worse than that which 
actually existed. But the question at issue is whether it would have 
held its own any better after July 28,1914. The answer to this ques- 
tion seems to be that it would not have done so. The governments 
of the belligerent-and neutral-states overthrew the whole system 
of bank legislation with a stroke of the pen, and they could have 
done just the same if the banks had been uncontrolled. There would 
have been no necessity at all for them to proceed to issue Treasury 
notes. They could simply have imposed on the banks the obligation 
to grant loans to the state and enabled them to fulfill this obligation 
by suspending their obligation to redeem their notes and making 
the notes legal tender. The solution of a few minor technical prob- 
lems would have been different, but the effect would have been the 
same. For what enabled the governments to destroy the banking 
system was not any technical, juristic, or economic shortcoming of 
the banking organization, but the power conferred on them by the 
general sentiment in favor of etatism and war. They were able to 
dominate the monetary system because public opinion gave them 
the moral right to do so. "Necessity knows no law" was the principle 
which served as an excuse for all the actions of all governments 
alike, and not only that of Germany, which was much blamed be- 
cause of the candor with which it confessed its adherence to the 
maxim. 

At the most, as has been explained, an effective if limited protec- 
tion against future etatistic abuse of the banking system might be 
secured by prohibiting the issue of notes of small denominations. 
That is to say, not by uncontrolled private enterprise in banking, 
but on the contrary by interference with the freedom of the note 
issue. Apart from this single prohibition, it would be quite possible 
to leave the note issue without any legislative restrictions and, of 
course, without any legislative privileges either, such as the grant- 
ing of legal tender to the notes. Nevertheless, it is clear that banking 
freedom per se cannot be said to make a return to gross inflationary 
policy impossible. 

Apart from the question of financial preparation for war, the ar- 
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guments urged in favor of the centralization, monopolization, and 
state control of banks-of-issue in general and of credit-issuing banks 
in particular are thoroughly unsound. During the past twenty or 
thirty years, the literature of banking has got so thoroughly lost 
among the details of commercial technique, has so entirely aban- 
doned the economic point of view and so completely surrendered 
itself to the influence of the most undisguised kinds of etatistic 
argument, that in order to discover what the considerations are that - 
are supposed to militate against the freedom of the banks it is nec- 
essary to go back to the ideas that dominated the banking literature 
and policy of two or three generations ago. The bank-of-issue sys- 
tem was then supposed to be regulated in the interests of the poor 
and ignorant man in the street, so that bank failures might not inflict 
loss upon those who were unskilled and unpracticed in business 
matters-the laborer, the salaried employee, the civil servant, the 
farmer. The argument was that such private persons should not be 
obliged to accept notes whose value they were unable to test, an 
argument which only needs to be stated for its utter invalidity to be 
apparent. No banking policy could have been more injurious to the 
small man than recent etatism has been. 

The argument, however, that was then supposed to be the deci- 
sive one was provided by the currency principle. From the point of 
view of this doctrine, any note issue that is not covered by gold is 
dangerous, and so, in order to obviate the recurrence of economic 
crises, such issues must be restricted. On the question of the the- 
oretical importance of the currency principle, and on the question 
of whether the means proposed by the Currency School were effec- 
tive, or could have been effective, or might still be effective, there 
is nothing that need be added to what has been said already. We 
have already shown that the dangers envisaged by the currency 
principle exist only when there is uniform procedure on the part of 
all the credit-issuing banks, not merely within a given country, but 
throughout the world. Now the monopolization of the banks-of- 
issue in each separate country does not merely fail to oppose any 
hindrance to this uniformity of procedure; it materially facilitates it. 

What was supposed to be the decisive argument against freedom 
of banking in the last generation before the war is just the opposite 
to that which was held by the Currency School. Before the war, state 
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control of banking was desired with the very object of artificially 
depressing the domestic rate of interest below the level that consid- 
erations of the possibility of redemption would have dictated if the 
banks had been completely free. The attempt was made to render 
as nugatory as possible the obligations of cash redemption, which 
constitutes the foundation stone of all credit-issuing bank systems. 
This was the intention of all the little expedients, individually un- 
important but cumulatively of definite if temporary effect, which it 
was then customary to call banking policy. Their one intent may be 
summed up in the sentence: By hook or by crook to keep the rate 
of discount down. They have achieved the circumvention of all the 
natural and legal obstacles that hinder the reduction of the bank 
rate below the natural rate of interest. In fact, the object of all bank- 
ing policy has been to escape the necessity for discount policy, an 
object, it is true, which it was unable to achieve until the outbreak 
of the war left the way free for inflation. 

If the arguments for and against state regulation of the bank-of- 
issue system and of the whole system of fiduciary media are ex- 
amined without the .etatistic prejudice in favor of rules and prohi- 
bitions, they can lead to no other conclusion than that of one of the 
last of the defenders of banking freedom: "There is only one danger 
that is peculiar to the issue of notes; that of its being released from 
the common-law obligation under which everybody who enters 
into a commitment is strictly required to fulfill it at all times and in 
all places. This danger is infinitely greater and more threatening 
under a system of monopoly."32 

Fisher's Proposal for a Commodity Standard 

The more the view regains ground that general business fluctua- 
tions are to be explained by reference to the credit policy of the 
banks, the more eagerly are ways sought for by which to eliminate 
the alternation of boom and depression in economic life. It was the 
aim of the Currency School to prevent the periodical recurrence of 
general economic crises by setting a maximum limit to the issue of 

32 See Horn, Bankfreiheit (Stuttgart, 1867)~ pp. 376 f .  
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uncovered banknotes. An obvious further step is to close the gap 
that was not reckoned with in' their theory and consequently not 
provided for in their policy by limiting the issue of fiduciary media 
in whatever form, not merely that of banknotes. If this were done, 
it would no longer be possible for the credit-issuing banks to un- 
derbid the equilibrium rate of interest and introduce into circulation 
new quantities of fiduciary media with the immediate consequence 
of an artificial stimulus to business and the inevitable final conse- 
quence of the dreaded economic crisis. 

Whether a decisive step such as this will actually be taken ap- 
parently depends upon the kind of credit policy that is followed in 
the immediate future by the banks in general and by the big central 
banks-of-issue in particular. It has already been shown that it is 
impossible for a single bank by itself, and even for all banks in a 
given country or for all the banks in several countries, to increase 
the issue of fiduciary media, if the other banks do not do the same. 
The fact that tacit agreement to this effect among all the credit- 
issuing banks of the world has been achieved only with difficulty, 
and, even at that, has only effected what is after all but a small 
increase of credit, has constituted the most effective protection in 
recent times against excesses of credit policy. In this respect, we 
cannot yet33 know how circumstances will shape. If it should prove 
easier now for the credit-issuing banks to extend their circulation, 
then failure to adopt measures for limiting the issue of fiduciary 
media will involve the greatest danger to the stability of economic 
life. 

During the years immediately preceding the Great War, the ob- 
jective exchange value of gold fell continuously. From 1896 onward, 
the commodity price level rose continuously. This movement, which 
is to be explained on the one hand by the increased production of 
gold and on the other hand by the extended employment of fiduciary 
media, became still more pronounced after the outbreak of the war. 
Gold disappeared from circulation in a series of populous countries 
and flowed into the diminishing region within which it continued 
to perform a monetary function as before. Of course, this resulted 
in a decrease in the purchasing power of gold. Prices rose, not only 

33 [It should be remembered that this was written in 1924. H.E.B.] 
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in the countries with an inflated currency, but also in the countries 
that had remained on the gold standard. If the countries that now- 
adays have a paper currency should return to gold, the objective 
exchange value of gold would rise; the gold prices of commodities 
and services would fall. This effect might be modified if the gold- 
exchange variety of standard were adopted instead of a gold cur- 
rency; but if the area within which gold is employed as money is to 
be extended again, it is a consequence that can hardly be eliminated 
altogether. It would only come to stop when all countries had again 
adopted the gold standard. Then perhaps the fall in the value of gold 
which lasted for nearly thirty years might set in again. 

The prospect is not a particularly pleasant one. It is hardly sur- 
prising in the circumstances that the attention of theorists and pol- 
iticians should have been directed with special interest to a proposal 
that aims at nothing less than the creation of a money with the most 
stable purchasing power possible. 

The fundamental idea of Fisher's scheme for stabilizing the pur- 
chasing power of money is the replacement of the gold standard by 
a "commodity" standard. Previous proposals concerning the com- 
modity standard have conceived it as supplementing the precious- 
metal standard. Their intention has been that monetary obligations 
which did not fall due until after a certain period of time should be 
dischargeable, by virtue either of general compulsory legislation or 
of special contractual agreements between the parties, not in the 
nominal sum of money to which they referred, but by payment of 
that sum of money whose purchasing power at the time when the 
liability was discharged was equal to the purchasing power of the 
borrowed sum of money at the time when the liability was incurred. 
Otherwise they have intended that the precious metal should still 
fulfill its monetary office; the tabular standard was to have effect 
only as a standard of deferred payments. But Fisher has more am- 
bitious designs. His commodity standard is not intended merely to 
supplement the gold standard, but to replace it altogether. This end 
is to be attained by means of an ingenious combination of the fun- 
damental concept of the gold-exchange standard with that of the 
tabular standard. 

The money substitutes that are current under a gold-exchange 
standard are redeemable either in gold or in bills on countries that 
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are on the gold standard. Fisher wishes to retain redemption in gold, 
but in such a way that the currency units are no longer to be con- 
verted into a fixed weight of gold, but into the quantity of gold that 
corresponds to the purchasing power of the monetary unit at the 
time of the inauguration of the scheme. The dollar-according to 
the model bill worked out by Fisher for the United States-ceases 
to be a fixed quantity of gold of variable purchasing power and 
becomes a variable quantity of gold of invariable purchasing power. 
Calculations based on price statistics are used month by month for 
the construction of an index number which indicates by how much 
the purchasing power of the dollar has risen or fallen in comparison 
with the preceding month. Then, in accordance with this change in 
the value of money, the quantity of gold that represents one dollar 
is increased or diminished. This is the quantity of gold for which the 
dollar is to be redeemed at the banks entrusted with this function, 
and this is the quantity of gold for which they have to pay out one 
dollar to anybody who demands it. 

Fisher's plan is ambitious and yet simple. Perhaps it is unneces- 
sary to state that it is in no way dependent upon Fisher's particular 
theory of money, whose inadequacy as regards certain crucial matter 
has already been indicated.34 

There is no need to criticize Fisher's scheme again with reference 
to the considerable dubiety attaching to the scientific correctness of 
index numbers and to the possibility of turning them to practical 
account in eliminating those unintended modifications of long-term 
contracts that arise from variations in the value of money.35 In 
Fisher's scheme, the function of the index number is to serve as an 
indicator of variations in the purchasing power of the monetary unit 
from month to month. We may suppose that for determining 
changes in the value of money over very short periods-and in the 
present connection the month may certainly be regarded as a very 
short period-index numbers could be employed with at least suf- 
ficient exactitude for practical purposes. Yet even if we assume this, 

34 See pp. 166 f .  above. Fisher particularly refers to this independence (Stabilizing the 
Dollar LNew York, 19201, p. 90) and Anderson similarly affirms it, although in his 
book The Value of Money he has most severely criticized Fisher's version of the quan- 
tity theory of money. See Anderson, The Fallacy of "The Stabilized Dollar" (New York, 
1920). pp. 6 f. 
33 See pp. 215 ff. and 232 ff. above. 
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we shall still be forced to conclude that the execution of Fisher's 
scheme could not in any way ameliorate the social consequences of 
variations in the value of money. 

But before we enter upon this discussion, it is pertinent to inquire 
what demands the proposal makes concerning business practice. 

If it is believed that the effects of variations in the value of money 
on long-term credit transactions are compensated by variations in 
the rate of interest, then the adoption of a commodity standard 
based on the use of index numbers as a supplement to the gold 
standard must be regarded as superfluous. But, in any case, this is 
certainly not true of gradual variations in the value of money of 
which neither the extent nor even the direction can be foreseen; the 
depreciation of gold which has gone on since toward the end of the 
nineteenth century has hardly found any expression at all in vari- 
ations in the rate of interest. Thus, if it were possible to find a 
satisfactory solution of the problem of measuring variations in the 
value of money, the adoption of a tabular for long-term credit trans- 
actions (the decision as to the employment of the index being left 
to the parties to each particular contract) could by no means be 
regarded as superfluous. But the technical difficulties in the way are 
so great as to be insurmountable. The scientific inadequacy of all 
methods of calculating index numbers means that there can be no 
"correct" one and therefore none that could command general rec- 
ognition. The choice among the many possible methods which are 
all equally inadequate from the purely theoretical point of view is 
an arbitrary one. Now since each method will yield a different result, 
the opinions of debtors and creditors concerning them will differ 
also. The different solutions adopted, in the law or by the admin- 
istrative authority responsible for calculating the index numbers, as 
the various problems arise will constitute a new source of uncer- 
tainty in long-term credit transactions-an uncertainty that might 
affect the foundations of credit transactions more than variations in 
the value of gold would. 

All this would be true of Fisher's proposals also insofar as they 
concern long-term credit transactions. Insofar as they concern 
short-term credit transactions, it must be pointed out that even 
under the present organization of the monetary system future fluc- 
tuations of the value of money are not ignored. The difficulty about 
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taking account of future variations in the value of money in long- 
term credit transactions lies in the impossibility of foreknowing the 
direction and extent of long-period variations even with only rela- 
tive certainty. But for shorter periods, over weeks and even over 
periods of a few months, it is possible to a certain extent to foretell 
the movement of the commodity-price level; and this movement 
consequently is allowed for in all transactions involving short-term 
credit. The money-market rate of interest, as the rate of interest in 
the market for short-term investments is called, expresses among 
other things the opinion of the business world as to imminent var- 
iations in commodity prices. It rises with the expectation of a rise 
in prices and falls with the expectation of a fall in prices. In those 
commercial agreements in which interest is explicitly allowed for 
there would be no particular difficulty under Fisher's scheme in 
making the necessary adjustment of business technique; the only 
adjustment that would be necessary in the new circumstances 
would be to leave out of account all considerations of variations in 
the commodity-price level in future calculations of the rate of in- 
terest. But the matter is somewhat more complicated in those trans- 
actions in which an explicit rate of interest does not appear, but is 
allowed for implicitly in some other terms of the agreement. 

An example of a case of purchase on credit will assist the discus- 
sion of this point. Let us assume that in such a case the index num- 
ber over a period of five successive months rises each month in 
arithmetical progression by one percent of the index number proper 
to the first month, as shown in the following table: 

A person who had bought commodities in February on three 
months' credit would have to pay back in May .048 of a gram of fine 

Month 

1 

2 

3 
4 
5 

Index No. 

loo 
101 

102 

103 
104 

Quantity of fine gold for which a 
dollar may be redeemed, 
in hundredths of a gram 

160.0 
161.6 
163.2 
164.8 
166.4 
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gold for every dollar over and above the gold content of the dollars 
in which he had made the bargain. Now according to present prac- 
tice, the terms of the transaction entered into in February would 
make allowance for the expected general rise of prices; in the pur- 
chase then determined the views held by the buyer and the seller 
as to immediate probabilities concerning future prices would al- 
ready be expressed. Now since under Fisher's plan the purchase 
price would still have to be settled by payment of the agreed number 
of dollars, this rise of prices would be allowed for a second time. 
Clearly this will not do. In other words, the present ordinary prac- 
tice concerning purchases on credit and other credit transactions 
must be modified. 

All that a person will have to do after the introduction of the 
commodity standard, who would have bought a commodity in Jan- 
uary on three months' credit at $105 under a simple gold standard, 
is to take account of the expected fluctuations in the value of gold 
in a different way in order not to buy dearer than he would have 
bought in gold dollars. If he correctly foresees these fluctuations as 
amounting to three dollars, then he would have to agree to pay a 
purchase price of only dollars = 101.94 dollars. Fisher's proj- 
ect makes a different technique necessary in business; it cannot be 
claimed that this technique would be any simpler than that used 
under the pure gold standard. Both with and without Fisher's plan 
it is necessary for buyers and sellers to allow for variations in the 
general level of prices as well as for the particular variations in the 
prices of the commodities in which they deal; the only difference is 
in the method by which they evaluate the result of their speculative 
opinion. 

We can thus see what value Fisher's scheme has as far as the 
consequences of variations in the value of money arising in con- 
nection with credit transactions are concerned. For long-term credit 
transactions, in which Fisher's scheme is no advance on the old and 
oft-discussed tabular standard which has never been put into exe- 
cution because of its disadvantages, the use of the commodity stan- 
dard as a supplement to the gold standard is impracticable because 
of the fundamental inadequacy of all methods of calculating index 
numbers. For short-term credit transactions, in which variations in 
the value of money are already taken account of in a different way, 
it is superfluous. 
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But variations in the objective exchange value of money have 
another kind of social consequence, arising from the fact that they 
are not expressed simultaneously and uniformly with regard to all 
commodities and services. Fisher's scheme promises no relief at all 
from consequences of this sort; Fisher, indeed, never refers to this 
kind of consequence of variations in the value of money and seems 
to be aware only of such effects as arise from their reactions on debt 
relationships contracted in terms of money. 

However it may be calculated, an index number expresses noth- 
ing but an average of price variations. There will be prices that 
change more and prices that change less than the calculated average 
amount; and there will even be prices that change in the opposite 
direction. All who deal in those commodities whose prices change 
differently from the average will be affected by variations in the 
objective exchange-value of gold in the way already referred to (part 
2, chap. 12, secs. 3 and 4), and the adjustment of the value of the 
dollar to the average movement of commodity prices as expressed 
in the chosen index number will be quite unable to affect this. When 
the value of gold falls, there will be persons who are favored by the 
fact that the rise in prices begins earlier for the commodities that 
they sell than for the commodities that they have to buy; and on 
the other hand there will be persons whose interests suffer because 
of the fact that they must continue to sell the commodities in which 
they deal at the lower prices corresponding to earlier circumstances 
although they already have to buy at the higher prices. Even the 
execution of Fisher's proposal could not cause the variations in the 
value of money to occur simultaneously and uniformly in relation 
to all other economic goods. 

Thus, the social consequences of variations in the value of money 
could not be done away with even with the help of Fisher's com- 
modity standard. 

13 
The Basic Questions of Future Currency Policy 

Irving Fisher's scheme is symptomatic of a tendency in contem- 
porary currency policy which is antipathetic to gold. There is an 
inclination in the United States and in Anglo-Saxon countries gen- 
erally to overestimate in a quite extraordinary manner the signifi- 
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cance of index methods. In these countries, it is entirely overlooked 
that the scientific exactness of these methods leaves much to be 
desired, that they can never yield anything more than a rough result 
at best, and that the question whether one or other method of cal- 
culation is preferable can never be solved by scientific means. The 
question of which method is preferred is always a matter for political 
judgment. It is a serious error to fall into to imagine that the methods 
suggested by monetary theorists and currency statisticians can yield 
unequivocal results that will render the determination of the value 
of money independent of the political decisions of the governing 
parties. A monetary system in which variations in the value of 
money and commodity prices are controlled by the figure calculated 
from price statistics is not in the slightest degree less dependent 
upon government influences than any other sort of monetary sys- 
tem in which the government is able to exert an influence on values. 

There can be no doubt that the present state of the market for 
gold makes a decision between two possibilities imperative: a return 
to the actual use of gold after the fashion of the English gold stan- 
dard of the nineteenth century, or a transition to a fiat-money stan- 
dard with purchasing power regulated according to index numbers. 
The gold-exchange standard might be considered as a possible basis 
for future currency systems only if an international agreement could 
impose upon each state the obligation to maintain a stock of gold 
of a size corresponding to its capacity. A gold-exchange standard 
with a redemption fund chiefly invested in foreign bills in gold 
currencies is in the long run not a practicable general solution of the 
problem. 

The first German edition of this work, published in 1912, con- 
cluded with an attempt at a glimpse into the future history of money 
and credit. The important parts of its argument ran as follows: 

"It has gradually become recognized as a fundamental principle 
of monetary policy that intervention must be avoided as far as pos- 
sible. Fiduciary media are scarcely different in nature from money; 
a supply of them affects the market in the same way as a supply of 
money proper; variations in their quantity influence the objective 
exchange value of money in just the same way as do variations in 
the quantity of money proper. Hence, they should logically be sub- 
jected to the same principles that have been established with regard 
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to money proper; the same attempts should be made in their case 
as well to eliminate as far as possible human influence on the ex- 
change ratio between money and other economic goods. The pos- 
sibility of causing temporary fluctuations in the exchange ratios 
between goods of higher and of lower orders by the issue of fidu- 
ciary media, and the pernicious consequences connected with a 
divergence between the natural and money rates of interest, are 
circumstances leading to the same conclusion. Now it is obvious 
that the only way of eliminating human influence on the credit 
system is to suppress all further issue of fiduciary media. The basic 
conception of Peel's Act ought to be restated and more completely 
implemented than it was in the England of his time by including 
the issue of credit in the form of bank balances within the legislative 
prohibition. 

"At first it might appear as if the execution of such radical mea- 
sures would be bound to lead to a rise in the objective exchange- 
value of money. But this is not necessarily the case. It is not im- 
probable that the production of gold and the increase in the issue 
of bank credit are at present increasing considerably faster than the 
demand for money and are consequently leading to a steady dim- 
inution of the objective exchange value of money. And there can be 
no doubt that a similar result follows from the apparently one-sided 
fixing of prices by sellers, the effect of which in diminishing the 
value of money has already been examined in detail. The complaints 
about the general increase in the cost of living, which will continue 
for a long time yet, may serve as a confirmation of the correctness 
of this assumption, which can be neither confirmed nor refuted 
statistically. Thus, a restriction of the growth of the stock of money 
in the broader sense need not unconditionally lead to a rise in the 
purchasing power of the monetary unit; it is possible that it might 
have the effect of completely or partly counteracting the fall in the 
value of money which might otherwise have occurred. 

"It is not entirely out of the question that the monetary and credit 
policy of the future will attempt to check any further fall in the 
objective exchange value of money. Large classes of the popula- 
tion-wage and salary earners-feel that the continuous fall in the 
value of money is unjust. It is most certain that any proposals that 
promise them any relief in this direction will receive their warmest 

George Reisman
attemptspossible

George Reisman
attempts



448 Money and Banking 

support. What these proposals will be like, and how far they will 
go, are matters that it is difficult to foresee. In any case, economists 
are not called upon to act as prophets." 

Elsewhere in the course of the argument it was claimed that it 
would be useless to try and improve the monetary system at all in 
the way envisaged by the tabular standard. "We must abandon all 
attempts to render the organization of the market even more perfect 
than it is and content ourselves with what has been attained already; 
or rather, we must strive to retain what has been attained already; 
and that is not such an easy matter as it seems to appear to those 
who have been more concerned to improve the apparatus of ex- 
change than to note the dangers that implied its maintenance at its 
present level of perfection. 

"It would be a mistake to assume that the modern organization 
of exchange is bound to continue to exist. It carries within itself the 
germ of its own destruction; the development of the fiduciary me- 
dium must necessarily lead to its breakdown. Once common prin- 
ciples for their circulation-credit policy are agreed to by the different 
credit-issuing banks, or once the multiplicity of credit-issuing banks 
is replaced by a single world bank, there will no longer be any limit 
to the issue of fiduciary media. At first, it will be possible to increase 
the issue of fiduciary media only until the objective exchange value 
of money is depressed to the level determined by the other possible 
uses of the monetary metal. But in the case of fiat money and credit 
money there is no such limit, and even in the case of commodity 
money it cannot prove impassable. For once the employment of 
money substitutes has superseded the employment of money for 
actual employment in exchange transactions mediated by money, 
and we are by no means very far from this state of affairs, the mo- 
ment the limit was passed the obligation to redeem the money sub- 
stitutes would be removed and so the transition to bank-credit 
money would easily be completed. Then the only limit to the issue 
would be constituted by the technical costs of the banking business. 
In any case, long before these limits are reached, the consequences 
of the increase in the issue of fiduciary media will make themselves 
felt acutely." 

Since then we have experienced the collapse, sudden enough, of 
the monetary systems in a whole series of European states. The 
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inflation of the war and postwar periods, exceeding everything that 
could have been foreseen, has created an unexampled chaos. Now 
we are on the way to mastering this chaos and to returning to a new 
organization of the monetary system which will be all the better the 
less it differs from the system in force before the war. 

The organization of exchange that will thus be achieved again 
will exhibit all the shortcomings that have continually been referred 
to with emphasis throughout the present book. It will be a task for 
the future to erect safeguards against the inflationary misuse of the 
monetary system by the government and against the extension of 
the circulation of fiduciary media by the banks. 

Yet such safeguards alone will not suffice to avert the dangers that 
menace the peaceful development of the function of money and 
fiduciary media in facilitating exchange. Money is part of the mech- 
anism of the free market in a social order based on private property 
in the means of production. Only where political forces are not 
antagonistic to private property in the means of production is it 
possible to work out a policy aiming at the greatest possible stability 
of the objective exchange value'of money. 
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CHAPTER 21 

T h e  Principle of Sound Money 

I 

The Classical ldea of Sound Money 

T he principle of sound money that guided nineteenth-century 
monetary doctrines and policies was a product of classical po- 

litical economy. It was an essential part of the liberal program as 
developed by eighteenth-century social philosophy and propagated 
in the following century by the most influential political parties of 
Europe and America. 

The liberal doctrine sees in the market economy the best, even 
the only possible, system of economic organization of society. Pri- 
vate ownership of the means of production tends to shift control of 
production to the hands of those best fitted for this job and thus to 
secure for all members of society the fullest possible satisfaction of 
their needs. It assigns to the consumers the power to choose those 
purveyors who supply them in the cheapest way with the articles 
they are most urgently asking for and thus subjects the entrepre- 
neurs and the owners of the means of production, namely, the cap- 
italists and the landowners, to the sovereignty of the buying public. 
It makes nations and their citizens free and provides ample suste- 
nance for a steadily increasing population. 
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As a system of peaceful cooperation under the division of labor, 
the market economy could not work without an institution war- 
ranting to its members protection against domestic gangsters and 
external foes. Violent aggression can be thwarted only by armed 
resistance and repression. Society needs an apparatus of defense, 
a state, a government, a police power. Its undisturbed functioning 
must be safeguarded by continuous preparedness to repel aggres- 
sors. But then a new danger springs up. How keep under control 
the men entrusted with the handling of the government apparatus 
lest they turn their weapons against those whom they were ex- 
pected to serve? The main political problem is how to prevent the 
rulers from becoming despots and enslaving the citizenry. Defense 
of the individual's liberty against the encroachment of tyrannical 
governments is the essential theme of the history of Western civi- 
lization. The characteristic feature of the Occident is its peoples' 
pursuit of liberty, a concern unknown to Orientals. All the marvel- 
ous achievements of Western civilization are fruits grown on the 
tree of liberty. 

It is impossible to grasp the meaning of the idea of sound money 
if one does not realize that it was devised as an instrument for the 
protection of civil liberties against despotic inroads on the part of 
governments. Ideologically it belongs in the same class with political 
constitutions and bills of rights. The demand for constitutional 
guarantees and for bills of rights was a reaction against arbitrary rule 
and the nonobservance of old customs by kings. The postulate of 
sound money was first brought up as a response to the princely 
practice of debasing the coinage. It was later carefully elaborated 
and perfected in the age which-through the experience of the 
American continental currency, the paper money of the French Rev- 
olution and the British restriction period-had learned what a gov- 
ernment can do to a nation's currency system. 

Modern cryptodespotism, which arrogates to itself the name of 
liberalism, finds fault with the negativity of the concept of freedom. 
The censure is spurious as it refers merely to the grammatical form 
of the idea and does not comprehend that all civil rights can be as 
well defined in affirmative as in negative terms. They are negative 
as they are designed to obviate an evil, namely omnipotence of the 
police power, and to prevent the state from becoming totalitarian. 
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They are affirmative as they are designed to preserve the smooth 
operation of the system of private property, the only social system 
that has brought about what is called civilization. 

Thus the sound-money principle has two aspects. It is affirmative 
in approving the market's choice of a commonly used medium of 
exchange. It is negative in obstructing the government's propensity 
to meddle with the currency system. 

The sound-money principle was derived not so much from the 
Classical economists' analysis of the market phenomena as from 
their interpretation of historical experience. It was an experience 
that could be perceived by a much larger public than the narrow 
circles of those conversant with economic theory. Hence the sound- 
money idea became one of the most popular points of the liberal 
program. Friends and foes of liberalism considered it one of the 
essential postulates of a liberal policy. 

Sound money meant a metallic standard. Standard coins should 
be in fact a definite quantity of the standard metal as precisely de- 
termined by the law of the country. Only standard coins should 
have unlimited legal-tender quality. Token coins and all kinds of 
moneylike paper should be, on presentation and without delay, 
redeemed in lawful standard money. 

So far there was unanimity among the supporters of sound 
money. But then the battle of the standards arose. The defeat of 
those favoring silver and the unfeasibility of bimetallism eventually 
made the sound-money principle mean the gold standard. At the 
end of the nineteenth century there was all over the world unan- 
imity among businessmen and statesmen with regard to the indis- 
pensability of the gold standard. Countries which were under a fiat- 
money system or under the silver standard considered adoption of 
the gold standard the foremost goal of their economic policy. Those 
who disputed the eminence of the gold standard were dismissed as 
cranks by the representatives of the official doctrine-professors, 
bankers, statesmen, editors of the great newspapers and maga- 
zines. 

It was a serious blunder of the supporters of sound money to 
adopt such tactics. There is no use in dealing in a summary way 
with any ideology however foolish and contradictory it may appear. 
Even a manifestly erroneous doctrine should be refuted by careful 
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analysis and the unmasking of the fallacies implied. A sound doc- 
trine can win only by exploding the delusions of its adversaries. 

The essential principles of the sound-money doctrine were and 
are impregnable. But their scientific support in the last decades of 
the nineteenth century was rather shaky. The attempts to demon- 
strate their reasonableness from the point of view of the Classical 
value theory were not very convincing and made no sense at all 
when this value concept had to be discarded. But the champions of 
the new value theory for almost half a century restricted their stud- 
ies to the problems of direct exchange and left the treatment of 
money and banking to routinists unfamiliar with economics. There 
were treatises on catallactics which dealt only incidentally and cur- 
sorily with monetary matters, and there were books on currency 
and banking which did not even attempt to integrate their subject 
into the structure of a catallactic system.l Finally the idea evolved 
that the modern doctrine of value, the subjectivist or marginal utility 
doctrine, is unable to explain the problems of money's purchasing 
power.2 

It is easy to comprehend how under such circumstances even the 
least tenable objections raised by the advocates of inflationism re- 
mained unanswered. The gold standard lost popularity because for 
a very long time no serious attempts were made to demonstrate its 
merits and to explode the tenets of its adversaries. 

The Vrtues and Alleged Shortcomings of the Gold Standard 

The excellence of the gold standard is to be seen in the fact that 
it renders the determination of the monetary unit's purchasing 
power independent of the policies of governments and political 
parties. Furthermore, it prevents rulers from eluding the financial 
and budgetary prerogatives of the representative assemblies. Par- 
liamentary control of finances works only if the government is not 
in a position to provide for unauthorized expenditures by increasing 
the circulating amount of fiat money. Viewed in this light, the gold 

' See Mises, Human Action (New Haven: Yale University Press, 1949), pp. 2044.  
See pp. 1 3 ~ 4 4  above. 
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standard appears as an indispensable implement of the body of 
constitutional guarantees that make the system of representative 
government function. 

When in the 1850s gold production increased considerably in 
California and Australia, people attacked the gold standard as infla- 
tionary. In those days Michel Chevalier, in his book Probable 
Depreciation of Gold, recommended the abandonment of the gold 
standard, and Beranger dealt with the same subject in one of his 
poems. But later these criticisms subsided. The gold standard was 
no longer denounced as inflationary but on the contrary as defla- 
tionary. Even the most fanatical champions of inflation like to dis- 
guise their true intentions by declaring that they merely want to 
offset the contractionist pressure which the allegedly insufficient 
supply of gold tends to produce. 

Yet it is clear that over the last generations there has prevailed a 
tendency of all commodity prices and wage rates to rise. We may 
neglect dealing with the economic effects of a general tendency of 
money prices and money wages to drop.3 For there is no doubt that 
what we have experienced over the last hundred years was just the 
opposite, namely, a secular tendency toward a drop in the monetary 
unit's purchasing power, which was only temporarily interrupted 
by the aftermath of the breakdown of a boom intentionally created 
by credit expansion. Gold became cheaper in terms of commodities, 
not dearer. What the foes of the gold standard are asking for is not 
to reverse a prevailing tendency in the determination of prices, but 
to intensify very considerably the already prevailing upward trend 
of prices and wages. They simply want to lower the monetary unit's 
purchasing power at an accelerated pace. 

Such a policy of radical inflationism is, of course, extremely pop- 
ular. But its popularity is to a great extent due to a misapprehension 
of its effects. What people are really asking for is a rise in the prices 
of those commodities and services they are selling while the prices 
of those commodities and services which they are buying remain 
unchanged. The potato grower aims at higher prices for potatoes. 
He does not long for a rise in other prices. He is injured if these 
other prices rise sooner or in greater proportion than the price of 
potatoes. If a politician addressing a meeting declares that the gov- 

About this problem, see Human Action, pp. 463-68. 
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ernment should adopt a policy which makes prices rise, his hearers 
are likely to applaud. Yet each of them is thinking of a different price 
rise. 

From time immemorial inflation has been recommended as a 
means to alleviate the burdens of poor worthy debtors at the ex- 
pense of rich harsh creditors. However, under capitalism the typical 
debtors are not the poor but the well-to-do owners of real estate, 
of firms, and of common stock, people who have borrowed from 
banks, savings banks, insurance companies, and bondholders. The 
typical creditors are not the rich but people of modest means who 
own bonds and savings accounts or have taken out insurance pol- 
icies. If the common man supports anticreditor measures, he does 
it because he ignores the fact that he himself is a creditor. The idea 
that millionaires are the victims of an easy-money policy is an ata- 
vistic remnant. 

For the naive mind there is something miraculous in the issuance 
of fiat money. A magic word spoken by the government creates out 
of nothing a thing which can be exchanged against any merchandise 
a man would like to get. How pale is the art of sorcerers, witches, 
and conjurors when compared with that of the government's Ti-ea- 
sury Department! The government, professors tell us, "can raise all 
the money it needs by printing it."4 Taxes for revenue, announced 
a chairman of the Federal Reserve Bank of New York, are "obso- 
lete."5 How wonderful! And how malicious and misanthropic are 
those stubborn supporters of outdated economic orthodoxy who 
ask governments to balance their budgets by covering all expend- 
itures out of tax revenue! 

These enthusiasts do not see that the working of inflation is con- 
ditioned by the ignorance of the public and that inflation ceases to 
work as soon as the many become aware of its effects upon the 
monetary unit's purchasing power. In normal times, that is in pe- 
riods in which the government does not tamper with the monetary 
standard, people do not bother about monetary problems. Quite 
naively they take it for granted that the monetary unit's purchasing 
power is "stable." They pay attention to changes occurring in the 
money prices of the various commodities. They know very well that 

See A. 8.  Lerner, The Economics of Control (New York, 1944), pp. 307-8 
See B. Ruml, "Taxes for Revenue Are Obsolete," American Affairs 8 (1946): 35-36. 
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the exchange ratios between different commodities vary. But they 
are not conscious of the fact that the exchange ratio between money 
on the one side and all commodities and services on the other side 
is variable too. When the inevitable consequences of inflation ap- 
pear and prices soar, they think that commodities are becoming 
dearer and fail to see that money is getting cheaper., In the early 
stages of an inflation only a few people discern what is going on, 
manage their business affairs in accordance with this insight, and 
deliberately aim at reaping inflation gains. The overwhelming ma- 
jority are too dull to grasp a correct interpretation of the situation. 
They go on in the routine they acquired in noninflationary periods. 
Filled with indignation, they attack those who are quicker to ap- 
prehend the real causes of the agitation of the market as "profiteers" 
and lay the blame for their own plight on them. This ignorance of 
the public is the indispensable basis of the inflationary policy. In- 
flation works as long as the housewife thinks: "I need a new frying 
pan badly. But prices are too high today; I shall wait until they drop 
again," It comes to an abrupt end when people discover that the 
inflation will continue, that it causes the rise in prices, and that 
therefore prices will skyrocket infinitely. The critical stage begins 
when the housewife thinks: "I don't need a new frying pan today; 
I may need one in a year or two. But I'll buy it today because it will 
be much more expensive later." Then the catastrophic end of the 
inflation is close. In its last stage the housewife thinks: "I don't need 
another table; I shall never need one. But it's wiser to buy a table 
than keep these scraps of paper that the government calls money, 
one minute longer." 

Let us leave the problem of whether or not it is advisable to base 
a system of government finance upon the intentional deception of 
the immense majority of the citizenry. It is enough to stress the point 
that such a policy of deceit is self-defeating. Here the famous dictum 
of Lincoln holds true: You can't fool all of the people all of the time. - 
Eventually the masses come to understand the schemes of their 
rulers. Then the cleverly concocted plans of inflation collapse. 
Whatever compliant government economists may have said, infla- 
tionism is not a monetary policy that can be considered as an alter- 
native to a sound-money policy. It is at best a temporary expedient. 
The main problem of an inflationary policy is how to stop it before 
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the masses have seen through their rulers' artifices. It is a display 
of considerable naivety to recommend openly a monetary system 
that can work only if its essential features are ignored by the public. 

The index-number method is a very crude and imperfect means 
of "measuring" changes occurring in the monetary unit's purchas- 
ing power. As there are in the field of social affairs no constant 
relations between magnitudes, no measurement is possible and 
economics can never become q~antitative.~ But the index-number 
method, notwithstanding its inadequacy, plays an important role 
in the process which in the course of an inflationary movement 
makes the people inflation-conscious. Once the use of index num- 
bers becomes common, the government is forced to slow down the 
pace of the inflation and to make the people believe that the infla- 
tionary policy is merely a temporary expedient for the duration of 
a passing emergency, one that will be stopped before long. While 
government economists still praise the superiority of inflation as a 
lasting scheme of monetary management, governments are com- 
pelled to exercise restraint in its application. 

It is permissible to call a policy of intentional inflation dishonest 
as the effects sought by its application can be attained only if the 
government succeeds in deceiving the greater part of the people 
about the consequences of its policy. Many of the champions of 
interventionist policies will not scruple greatly about such cheating; 
in their eyes what the government does can never be wrong. But 
their lofty moral indifference is at a loss to oppose an objection to 
the economist's argument against inflation. In the economist's eyes 
the main issue is not that inflation is morally reprehensible but that 
it cannot work except when resorted to with great restraint and even 
then only for a limited period. Hence resort to inflation cannot be 
considered seriously as an alternative to a permanent standard such 
as the gold standard is. 

The proinflationist propaganda emphasizes nowadays the al- 
leged fact that the gold standard collapsed and that it will never be 
tried again: nations are no longer willing to comply with the rules 
of the gold-standard game and to bear all the costs which the pres- 
ervation of the gold standard requires. 

See chap. 11 above; Human Action, pp. 55-57, 347-49. 
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First of all there is need to remember that the gold standard did 
not collapse. Governments abolished it in order to pave the way for 
inflation. The whole grim apparatus of oppression and coercion- 
policemen, customs guards, penal courts, prisons, in some coun- 
tries even executioners-had to be put into action in order to destroy 
the gold standard. Solemn pledg& were broken, retroactive laws 
were promulgated, provisions of constitutions and bills of rights 
were openly defied. And hosts of servile writers praised what the 
governments had done and hailed the dawn of the fiat-money mil- 
lennium. 

The most remarkable thing about this allegedly new monetary 
policy, however, is its complete failure. True, it substituted fiat 
money in the domestic markets for sound money and favored the 
material interests of some individuals and groups of individuals at 
the expense of others. It furthermore contributed considerably to 
the disintegration of the international division of labor. But it did 
not succeed in eliminating gold from its position as the international 
or world standard. If you glance at the financial page of any news- 
paper you discover at once that gold is still the world's money, and 
not the variegated products of the divers government printing of- 
fices. These scraps of paper are the more appreciated the more stable 
their price is in terms of an ounce of gold. Whoever today dares to 
hint at the possibility that nations may return to a domestic gold 
standard is cried down as a lunatic. This terrorism may still go on 
for some time. But the position of gold as the world's standard is 
impregnable. The policy of "going off the gold standard did not 
relieve a country's monetary authorities from the necessity of taking 
into account the monetary unit's price in terms of gold. 

What those authors who speak about the rules of the gold-stan- 
dard game have in mind is not clear. Of course, it is obvious that 
the gold standard cannot function satisfactorily if to buy or to sell 
or to hold gold is illegal, and hosts of judges, constables, and in- 
formers are busily enforcing the law. But the gold standard is not 
a game; it is a market phenomenon and as such a social institution. 
Its preservation does not depend on the observation of some specific 
rules. It requires nothing else than that the government abstain from 
deliberately sabotaging it. To refer to this condition as a rule of an 
alleged game is no more reasonable than to declare that the pres- 
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ervation of Paul's life depends on compliance with the rules of the 
Paul's-life game because Paul must die if somebody stabs him to 
death. 

What all the enemies of the gold standard spurn as its main vice 
is precisely the same thing that in the eyes of the advocates of the 
gold standard is its main virtue, namely, its incompatibility with a 
policy of credit expansion. The nucleus of all the effusions of the 
antigold authors and politicians is the expansionist fallacy. 

The expansionist doctrine does not realize that interest, that is, 
the discount of future goods as against present goods, is an origi- 
nary category of human valuation, actual in any kind of human 
action and independent of any social institutions. The expansionists 
do not grasp the fact that there never were and there never can be 
human beings who attach to an apple available in a year or in a 
hundred years the same value they attach to an apple available now. 
In their opinion interest is an impediment to the expansion of pro- 
duction and consequently to human welfare that unjustified insti- 
tutions have created in order to favor the selfish concerns of money 
lenders. Interest, they say, is the price people must pay for borrow- 
ing. Its height therefore depends on the magnitude of the supply 
of money. If laws did not artificially restrict the creation of additional 
money, the rate of interest would drop, ultimately even to zero. The 
"contractionist" pressure would disappear, there would no longer 
be a shortage of capital, and it would become possible to execute 
many business projects which the "restrictionism" of the gold stan- 
dard obstructs. What is needed to make everyone prosperous is 
simply to defy "the rules of the gold-standard game," the observ- 
ance of which is the main source of all our economic ills. 

These absurd doctrines greatly impressed ignorant politicians and 
demagogues when they were blended with nationalist slogans. 
What prevents our country from fully enjoying the advantages of 
a low-interest-rate policy, says the economic isolationist, is its ad- 
herence to the gold standard. Our central bank is forced to keep its 
rate of discount at a height that corresponds to conditions on the 
international money market and to the discount rates of foreign cen- 
tral banks. Otherwise "speculators" would withdraw funds from 
our country for short-term investment abroad and the resulting out- 
flow of gold would make the gold reserves of our central bank drop 

George Reisman

George Reisman
because



The Principle of Sound Money 463 

below the legal ratio. If our central bank were not obliged to redeem 
its banknotes in gold, no such withdrawal of gold could occur and 
there would be no necessity for it to adjust the height of the money 
rate to the situation of the international money market, dominated 
by the world-embracing gold monopoly. 

The most amazing fact about this argument is that it was raised 
precisely in debtor countries for which the operation of the inter- 
national money and capital market meant an inflow of foreign funds 
and consequently the appearance of a tendency toward a drop in 
interest rates. It was popular in Germany and still more in Austria 
in the 1870s and 80s, but it was hardly ever seriously mentioned in 
those years in England or in the Netherlands, whose banks and 
bankers lent amply to Germany and Austria. It was advanced in 
England only after World War I, when Great Britain's position as 
the world's banking center had been lost. 

Of course, the argument itself is untenable. The inevitable even- 
tual failure of any attempt at credit expansion is not caused by the 
international intertwinement of the lending business. It is the out- 
come of the fact that it is impossible to substitute fiat money and a 
bank's circulation credit for nonexisting capital goods. Credit ex- 
pansion initially can produce a boom. But such a boom is bound to 
end in a slump, in a depression. What bring about the recurrence 
of periods of economic crises are precisely the reiterated attempts 
of governments and banks supervised by them to expand credit in 
order to make business good by cheap interest rates.' 

The Full-Employment Doctrine 

The inflationist or expansionist doctrine is presented in several 
varieties. But its essential content remains always the same. 

The oldest and most naive version is that of the allegedly insuf- 
ficient supply of money. Business is bad, says the grocer, because 
my customers or prospective customers do not have enough money 

Part 3 of this book is entirely devoted to the exposition of the trade-cycle theory, 
the doctrine that is called the monetary- or circulation-credit theory, sometimes also 
the Austrian theory. See also Human Action, pp. 535-83, 787-94, 
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to expand their purchases. So far he is right. But when he adds that 
what is needed to render his business more prosperous is to increase 
the quantity of money in circulation, he is mistaken. What he really 
has in mind is an increase of the amount of money in the pockets 
of his customers and prospective customers while the amount of 
money in the hands of other people remains unchanged. He asks 
for a specific kind of inflation; namely an inflation in which the 
additional new money first flows into the cash holdings of a definite 
group of people, his customers, and thus permits him to reap in- 
flation gains. Of course, everybody who advocates inflation does 
it because he infers that he will belong to those who are favored by 
the fact that the prices of the commodities and services they sell will 
rise at an earlier date and to a higher point than the prices of those 
commodities and services they buy. Nobody advocates an inflation 
in which he would be on the losing side. 

This spurious grocer philosophy was once and for all exploded by 
Adam Smith and Jean-Baptiste Say. In our day it has been revived 
by Lord Keynes, and under the name of full-employment policy is 
one of the basic policies of all governments which are not entirely 
subject to the Soviets. Yet Keynes was at a loss to advance a tenable 
argument against Say's law. Nor have his disciples or the hosts of 
economists, pseudo and other, in the offices of the various govern- 
ments, the United Nations, and divers other national or interna- 
tional bureaus done any better. The fallacies implied in the 
Keynesian full-employment doctrine are, in a new attire, essentially 
the same errors which Smith and Say long since demolished. 

Wage rates are a market phenomenon, are the prices paid for a 
definite quantity of labor of a definite quality. If a man cannot sell 
his labor at the price he would like to get for it, he must lower the 
price he is asking for it or else he remains unemployed. If the gov- 
ernment or labor unions fix wage rates at a higher point than the 
potential rate of the unhampered labor market and if they enforce 
their minimum-price decree by compulsion and coercion, a part of 
those who want to find jobs remain unemployed. Such institutional 
unemployment is the inevitable result of the methods applied by 
present-day self-styled progressive governments. It is the real out- 
come of measures falsely labeled prolabor. There is only one effica- 
cious way toward a rise in real wage rates and an improvement of 
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the standard of living of the wage earners: to increase the per-head 
quota of capital invested. This is what laissez-faire capitalism brings 
about to the extent that its operation is not sabotaged by government 
and labor unions. 

We do not need to investigate whether the politicians of our age 
are aware of these facts. In most universities it is not good form to 
mention them to the students. Books that are skeptical with regard 
to the official doctrines are not widely bought by the libraries or used 
in courses, and consequently publishers are afraid to publish them. 
Newspapers seldom criticize the popular creed because they fear a 
boycott on the part of the unions. Thus politicians may be utterly 
sincere in believing that they have won "social gains" for the "peo- 
ple" and that the spread of unemployment is one of the evils inherent 
in capitalism and is in no way caused by the policies of which they 
are boasting. However this may be, it is obvious that the reputation 
and the prestige of the men who are now ruling the countries outside 
the Soviet bloc and of their professorial and journalistic allies are so 
inseparably tied up with the "progressive" doctrine that they must 
cling to it. If they do not want to forsake their political ambitions, 
they must stubbornly deny that their own policy tends to make mass 
unemployment a permanent phenomenon and must try to put on 
capitalism the blame for the undesired effects of their procedures. 

The most characteristic feature of the full-employment doctrine 
is that it does not provide information about the way in which wage 
rates are determined on the market. To discuss the height of wage 
rates is taboo for the "progressives." When they deal with unem- 
ployment, they do not refer to wage rates. As they see it, the height 
of wage rates has nothing to do with unemployment and must never 
be mentioned in connection with it. 

If there are unemployed, says the progressive doctrine, the gov- 
ernment must increase the amount of money in circulation until full 
employment is reached. It is, they say, a serious mistake to call in- 
flation an increase in the quantity of money in circulation effected 
under these conditions. It is just "full-employment policy." 

We may refrain from frowning upon this terminological oddity of 
the doctrine. The main point is that every increase in the quantity 
of money in circulation brings about a tendency of prices and wages 
to rise. If, in spite of the rise of commodity prices, wage rates do not 
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rise at all or if their rise lags sufficiently behind the rise in commodity 
prices, the number of people unemployed on account of the height 
of wage rates will drop. But it will drop merely because such a con- 
figuration of commodity prices and wage rates means a drop in real 
wage rates. In order to attain this result it would not have been 
necessary to embark upon increasing the amount of money in cir- 
culation. A reduction in the height of the minimum-wage rates en- 
forced by the government or union pressure would have achieved 
the same effect without at the same time starting all the other con- 
sequences of an inflation. 

It is a fact that in some countries in the 193os, recourse to inflation 
was not immediately followed by a rise in the height of money wage 
rates as fixed by the governments or unions, that this was tanta- 
mount to a drop in real wage rates, and that consequently the num- 
ber of unemployed decreased. But this was merely a passing 
phenomenon. When in 1936 Lord Keynes declared that a movement 
of employers to revise money-wage bargains downward would be 
much more strongly resisted than a gradual and "automatic" low- 
ering of real wage rates as a result of rising  price^,^ he had already 
been outdated and refuted by the march of events. The masses had 
already begun to see through the artifices of inflation. Problems of 
purchasing power and index numbers became an important issue 
in the unions' dealings with wage rates. The full-employment ar- 
gument in favor of inflation was already behind the times at the very 
moment when Keynes and his followers proclaimed it as the fun- 
damental principle of progressive economic policies. 

The Emergency Argument in Favor of Inflation 

All the economic arguments in favor of inflation are untenable. 
The fallacies have long since been exploded in an irrefutable way. 

There is, however, a political argument in favor of inflation that 
requires special analysis. This political argument is only rarely re- 
sorted to in books, articles, and political speeches. It does not lend 
- - -- -- - - - 

See Keynes, The General Theory of Employment, Interest and Money (London, 1936), 
p 264. 
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itself to such public treatment. But the underlying idea plays an 
important role in the thinking of statesmen and historians. 

Its supporters fully accept all the teachings of the sound-money 
doctrine. They do not share the errors of the inflationist quacks. 
They realize that inflationism is a self-defeating policy which must 
inevitably lead to an economic cataclysm and that all its allegedly 
beneficial effects are, even from the point of view of the authors of 
the inflationary policy, more undesirable than the evils which were 
to be cured by inflation. In full awareness of all this, however, they 
still believe that there are emergencies which peremptorily require 
or at least justify recourse to inflation. A nation, they say, can be 
menaced by evils which are incomparably more disastrous than the 
effects of inflation. If it is possible to avoid the total annihilation of 
a nation's freedom and culture by a temporary abandonment of 
sound money, no reasonable objection can be raised against such 
a procedure. It would simply mean preferring a smaller evil to a 
greater one. 

In order to appraise correctly the weight of this emergency ar- 
gument in favor of inflation, there is need to realize that inflation 
does not add anything to a nation's power of resistance, either to 
its material resources or to its spiritual and moral strength. Whether 
there is inflation or not, the material equipment required by the 
armed forces must be provided out of the available means by re- 
stricting consumption for nonvital purposes, by intensifying pro- 
duction in order to increase output, and by consuming a part of the 
capital previously accumulated. All these things can be done if the 
majority of citizens are firmly resolved to offer resistance to the best 
of their abilities and are prepared to make such sacrifices for the 
sake of preserving their independence and culture. Then the leg- 
islature will adopt fiscal methods which warrant the achievement 
of these goals. They will attain what is called economic mobilization 
or a defense economy without tampering with the monetary sys- 
tem. The great emergency can be dealt with without recourse to 
inflation. 

But the situation those advocating emergency inflation have in 
mind is of a quite different character. Its characteristic feature is an 
irreconcilable antagonism between the opinions of the government 
and those of the majority of the people. The government, in this 
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regard supported by only a minority of the people, believes that 
there exists an emergency that necessitates a considerable increase 
in public expenditure and a corresponding austerity in private 
households. But the majority of the people disagree. They do not 
believe that conditions are so bad as the government depicts them 
or they think that the preservation of the values endangered is not 
worth the sacrifices they would have to make. There is no need to 
raise the question whether the government's or the majority's opin- 
ion is right. Perhaps the government is right. However, we deal not 
with the substance of the conflict but with the methods chosen by 
the rulers for its solution. They reject the democratic way of per- 
suading the majority. They arrogate to themselves the power and 
the moral right to circumvent the will of the people. They are eager 
to win its cooperation by deceiving the public about the costs in- 
volved in the measures suggested. While seemingly complying with 
the constitutional procedures of representative government, their 
conduct is in effect not that of elected officeholders but that of guard- 
ians of the people. The elected executive no longer deems himself 
the people's mandatory; he turns into a fiihrer. 

The emergency that brings about inflation is this: the people or 
the majority of the people are not prepared to defray the costs in- 
curred by their rulers' policies. They support these policies only to 
the extent that they believe their conduct does not burden them- 
selves. They vote, for instance, only for such taxes as are to be paid 
by other people, namely, the rich, because they think that these 
taxes do not impair their own material well-being. The reaction of 
the governmen;to this attitude of the nation is, aileast sometimes, 
directed by the sincere wish to serve what it believes to be the true 
interests of the people in the best possible way. But if the govern- 
ment resorts for this purpose to inflation, it is employing methods 
which are contrary to the principles of representative government, 
although formally it may have fully complied with the letter of the 
constitution. It is taking advantage of the masses' ignorance, it is 
cheating the voters instead of trying to convince them. 

It is not just an accident that in our age inflation has become the 
accepted method of monetary management. Inflation is the fiscal 
complement of statism and arbitrary government. It is a cog in the 
complex of policies and institutions which gradually lead toward 
totalitarianism. 
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Western liberty cannot hold its ground against the onslaughts of 
Oriental slavery if the peoples do not realize what is at stake and 
are not ready to make the greatest sacrifices for the ideals of their 
civilization. Recourse to inflation may provide the government with 
the funds which it could neither collect by taxation nor borrow from 
the savings of the public because the people and its parliamentary 
representatives objected. Spending the newly created fiat money, 
the government can buy the equipment the armed forces need. But 
a nation reluctant to make the material sacrifices necessary for vic- 
tory will never display the requisite mental energy. What warrants 
success in a fight for freedom and civilization is not merely material 
equipment but first of all the spirit that animates those handling the 
weapons. This heroic spirit cannot be bought by inflation. 
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CHAPTER 22 

Contemporavy Currency Systems 

The Inflexible Gold Standard 

T he mark of all the varieties of the gold standard and the gold- 
exchange standard as they existed on the eve of World War I was 

the gold parity of the country's monetary unit, precisely determined 
by a duly promulgated law. It was understood that this parity would 
never be changed. In virtue of the parity law the unit of the national 
currency system was practically a definite quantity of the metal 
gold. It was of no consequence whether or not banknotes had been 
endowed with legal-tender power. They were redeemable in gold, 
and the central banks really did redeem them fully on demand. 

The difference between the standard that was later called the 
orthodox or the classical gold standard and the gold-exchange stan- 
dard was a difference of degree. Under the former there were gold 
coins in the cash holdings of the individual citizens and firms and 
they were-together with banknotes, checks, and fractional coins- 
employed in business transactions. Under the gold-exchange stan- 
dard no gold was used in transacting domestic business. But the 
central bank sold gold bullion and foreign exchange against do- 
mestic currency at rates that did not exceed the legal parity by more 
than the gold margin would be under the classical gold standard. 
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Thus the countries under the gold-exchange standard were no less 
integrated into the system of the international gold standard than 
those under the classical gold standard. 

The Flexible Standard 

The flexible standard, a development of the period between World 
War I and World War 11, originated from the gold-exchange stan- 
dard. Its characteristic features are: 

I. The domestic standard's parity as against gold and foreign 
exchange is not fixed by a law but simply by the government agency 
entrusted with the conduct of monetary affairs. 

2 .  This parity is subject to sudden changes without previous no- 
tice to the public. It is flexible. But this flexibility is practically always 
employed for lowering the domestic currency's exchange value as 
against gold and those foreign currencies which did not drop against 
gold. If the downward jump of parity was rather conspicuous, it 
was called a devaluation. If it was slight only, it was usual to speak 
of a newly manifested weakness of the currency concerned. 

3. The only method available for preventing a currency's ex- 
change value from dropping below the parity chosen is uncondi- 
tional redemption of any amount offered. But the term redemption 
has in the ears of the self-styled unorthodox statesman an unpleas- 
ant connotation. It reminds him of the past when the holder of a 
banknote had a legally warranted right to redemption at par. The 
modern bureaucrat prefers the term pegging. In fact, in this connec- 
tion pegging and redeeming mean exactly the same thing. They 
mean that the currency concerned is prevented from dropping be- 
low a certain point by the fact that any amount offered for sale is 
bought at this price by the redeeming or pegging agency. 

Of course, this point-the parity-is not fixed by a law under the 
flexible standard, and the agency is free to decline to buy an amount 
offered at this rate. Then the price of foreign exchange begins to rise 
as against this parity. If the government does not intend to adopt 
the freely vacillating standard, the pegging is soon resumed at a 
lower level, that is, the price of foreign exchange is now higher in 
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terms of the domestic currency.. Such an event is sometimes referred 
to as raising the price of gold. 

4. In some countries the conduct of pegging operations is en- 
trusted to the central bank, in others to a special agency called for- 
eign-exchange equalization account or a similar name. l 

The Freely Vacillating Currency 

If the government practices restraint in the issuance of additional 
amounts of its credit or fiat money and if public opinion assumes 
that the inflationary policy will be stopped altogether in a not too 
distant future, an inflationary currency system can prevail for a 
series of years. The country experiences all the effects resulting from 
a currency the unit of which vacillates in exchange value as against 
the international gold standard. With regard to these effects the 
freely vacillating currency may be called a bad currency. But it can 
last and is not inevitably headed for a breakdown. 

The characteristic mark of this freely vacillating currency is that 
the owner of any amount of it has no claim whatever against the 
Treasury, a bank, or any other agency. There is no redemption either 
de jure or de facfo. The pieces are not money substitutes but money 
proper in themselves. 

It sometimes happened, especially in the European inflations of 
the 19205, that the government, frightened by a speedy decline in 
its currency's price in terms of gold or foreign exchange, tried to 
counteract the decline by selling on the market a certain amount of 
gold and foreign exchange against domestic currency. It was a rather 
nonsensical operation. It would have been much simpler and much 
more effective if the government had never issued those amounts 
which it later bought back on the market. Such ventures did not 
affect the course of events. The only reason they must be mentioned 
is that governments and their agents sometimes falsely referred to 
them as pegging. 

The outstanding instance of a freely vacillating currency today is 
- - 

'For the reasons that led to the establishment of such foreign-exchange equalization 
accounts, see Human Actton, pp. 458-59. 
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the United States dollar, the New Deal dollar. It is not redeemable 
in gold or any foreign exchange. The administration is committed 
to an inflationary policy, increasing more and more the amount of 
notes in circulation and of bank deposits subject to check. If the 
Treasury had been permitted to act according to the designs of its 
advisers, the dollar would have long since gone the way of the 
German mark of 1923. But lively protests on the part of a few econ- 
omists alarmed the nation and enjoined restraint on the Treasury. 
The speed of the inflation was slowed down. Yet the future of the 
dollar is precarious, dependent on the vicissitudes of the continuing 
struggle between a small minority of economists on the one hand 
and hosts of ignorant demagogues and their "unorthodox" allies on 
the other hand. 

The Illusive Standard 

The illusive standard is based on a falsehood. The government 
decrees that there exists a parity between the domestic currency and 
gold or foreign exchange. It is fully aware of the fact that on the 
market there prevail exchange ratios lower than the illusory parity 
it is pleased to ordain. It knows that nothing is done to make the 
illusory parity an effective parity. It knows that there is no convert- 
ibility. But it clings to its pretense and forbids transactions at a ratio 
deviating from its fictitious exchange rate. He who sells or buys at 
any other ratio is guilty of a crime and severely punished. 

Strict enforcement of such a decree would make all monetary 
transactions with foreign countries cease. Therefore the govern- 
ment goes a step further. It expropriates all foreign exchange owned 
by its subjects and indemnifies the expropriated by paying them 
the amount of domestic currency which according to the official 
decree is the equivalent of the confiscated foreign-exchange hold- 
ings. These confiscations convey to the government the national 
monopoly of dealing with foreign exchange. It is now the only seller 
of foreign exchange in the country. In compliance with its own de- 
cree it should sell foreign exchange at the official rate. 

On the market not hampered by government interference there 
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prevails a tendency to establish and to maintain such an exchange 
ratio between the domestic currency (A) and foreign exchange (B) 
that it does not make any difference whether one buys or sells mer- 
chandise against A or against B. As long as it is possible to make a 
profit buying a definite commodity against B and selling it against 
A, there will be a specific demand for amounts of B originating from 
merchants selling amounts of A. This specific demand will cease 
only when no further profits can be reaped on account of price 
discrepancies between prices expressed in terms of each of these 
two currencies. The market rate is maintained by the fact that there 
is no longer an advantage for anybody in paying a higher price for 
foreign exchange. Buying either of A against B or of B against A at 
a higher price (expressed in the first case in terms of B and in the 
second in terms of A) than the market price would not bring specific 
profits. Arbitrage operations tend to cease at this price. This is the 
process that the purchasing-power-parity theory of foreign ex- 
change describes. 

The policy pretentiously called foreign-exchange control tries to 
counteract the operation of the' purchasing-power-parity principle 
and fails lamentably. Confiscating foreign exchange against an in- 
demnity below its market price is tantamount to an export duty. It 
tends to lower exports and thus the amount of foreign exchange 
that the government can seize. On the other hand, selling foreign 
exchange below its market price is tantamount to subsidizing im- 
ports and thereby to increasing the demand for foreign exchange. 
The illusive standard and its main tool, foreign-exchange control, 
result in a state of affairs which is-rather inappropriately-called 
shortage of foreign exchange. 

Scarcity is the essential feature of an economic good. Goods 
which are not scarce in relation to the demand for them are not 
economic goods but free goods. Human action is not concerned 
with them, and economics does not deal with them. No prices are 
paid for such free goods and nothing can be obtained in exchange 
for them. To establish the fact that gold or dollars are in short supply 
is to pronounce a truism. 

The state of affairs which those talking of a scarcity of dollars want 
to describe is this: At the fictitious parity, arbitrarily fixed by the 
government and enforced by the whole governmental apparatus of 
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oppression and compulsion, demand for dollars exceeds the supply 
of dollars offered for sale. This is the inescapable consequence of 
every attempt on the part of a government or other agency to en- 
force a maximum price below the height at which the unhampered 
market would have determined ,the market price. 

The Ruritanians would like to consume more foreign goods than 
they can buy by exporting Ruritanian products. It is a rather clumsy 
way of describing this situation to declare that the Ruritanians suffer 
from a shortage of foreign exchange. Their plight is brought about 
by the fact that they are not producing more and better things either 
for domestic or for foreign consumption. If the dollar buys at the 
free market loo Ruritanian rurs and the government fixes a fictitious 
parity of 50 rurs and tries to enforce it by foreign-exchange control, 
things become worse. Ruritanian exports drop and the demand for 
foreign goods increases. 

Of course, the Ruritanian government will then resort to various 
measures allegedly devised to "improve" the balance of payments. 
But no matter what is tried, the "scarcity" of dollars does not dis- 
appear. 

Foreign-exchange control is today primarily a device for the vir- 
tual expropriation of foreign investments. It has destroyed the in- 
ternational capital and money market. It is the main instrument of 
policies aiming at the elimination of imports and thereby at the 
economic isolation of the various countries. It is thus one of the 
most important factors in the decline of Western civilization. Future 
historians will have to deal with it circumstantially. In referring to 
the actual monetary problems of our day it is enough to stress the 
point that it is an abortive policy. 
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The Return to Sound Money 

Monetary Policy and the Present Trend Toward All-round Planning 

T he people of all countries agree that the present state of mone- 
tary affairs is unsatisfactory and that a change is highly desir- 

able. However, ideas about the kind of reform needed and about 
the goal to be aimed at differ widely. There is some confused talk 
about stability and about a standard which is neither inflationary 
nor deflationary. The vagueness of the terms employed obscures 
the fact that people are still committed to the spurious and self- 
contradictory doctrines whose very application has created the 
present monetary chaos. 

The destruction of the monetary order was the result of deliberate 
actions on the part of various governments. The government-con- 
trolled central banks and, in the United States, the government- 
controlled Federal Reserve System were the instruments applied in 
this process of disorganization and demolition. Yet without excep- 
tion all drafts for an improvement of currency systems assign to the 
governments unrestricted supremacy in matters of currency and 
design fantastic images of superprivileged superbanks. Even the 
manifest futility of the International Monetary Fund does not deter 
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authors from indulging in dreams about a world bank fertilizing 
mankind with floods of cheap credit. 

The inanity of all these plans is not accidental. It is the logical 
outcome of the social philosophy of their authors. 

Money is the commonly used medium of exchange. It is a market 
phenomenon. Its sphere is that of business transacted by individ- 
uals or groups of individuals within a society based on private own- 
ership of the means of production and the division of labor. This 
mode of economic organization-the market economy or capital- 
ism-is at present unanimously condemned by governments and 
political parties. Educational institutions, from universities down 
to kindergartens, the press, the radio, the legitimate theater as well 
as the screen, and publishing firms are almost completely domi- 
nated by people in whose opinion capitalism appears as the most 
ghastly of all evils. The goal of their policies is to substitute "plan- 
ning" for the alleged planlessness of the market economy. The term 
planning as they use it means, of course, central planning by the 
authorities, enforced by the police power. It implies the nullification 
of each citizen's righf to plan his own life. It converts the individual 
citizens into mere pawns in the schemes of the planning board, 
whether it is called Politburo, Reichswirtschaftsministerium, or 
some other name. Planning does not differ from the social system 
that Marx advocated under the names of socialism and communism. 
It transfers control of all production activities to the government 
and thus eliminates the market altogether. Where there is no mar- 
ket, there is no money either. 

Although the present trend of economic policies leads toward 
socialism, the United States and some other countries have still 
preserved the characteristic features of the market economy. Up to 
now the champions of government control of business have not yet 
succeeded in attaining their ultimate goal. 

The Fair Deal party has maintained that it is the duty of the gov- 
ernment to determine what prices, wage rates, and profits are fair 
and what not, and then to enforce its rulings by the police power 
and the courts. It further maintains that it is a function of the gov- 
ernment to keep the rate of interest at a fair level by means of credit 
expansion. Finally, it urges a system of taxation that aims at the 
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equalization of incomes and wealth. Full application of either the 
first or the last of these principles would by itself consummate the 
establishment of socialism. But things have not yet moved so far in 
this country. The resistance of the advocates of-economic freedom 
has not yet been broken entirely. There is still an opposition that has 
prevented the permanent establishment of direct control of all prices 
and wages and the total confiscation of all incomes above a height 
deemed fair by those whose income is lower. In the countries on 
this side of the Iron Curtain the battle between the friends and the 
foes of totalitarian all-round planning is still undecided. 

In this great conflict the advocates of public control cannot do 
without inflation. They need it in order to finance their policy of 
reckless spending and70f lavishly subsidizing and bribin; the "ot- 
ers. The undesirable but inevitable consequence of inflation, the 
rise in prices, provides them with a welcome pretext to establish 
price control and thus step by step to realize their scheme of all- 
round planning. The illusory profits which the inflationary falsifi- 
cation of economic calculation makes appear are dealt with as if they 
were real profits; in taxing them away under the misleading label 
of excess profits, parts of the capital invested are confiscated. In 
spreading discontent and social unrest, inflation generates favor- 
able conditions for the subversive propaganda of the self-styled 
champions of welfare and progress. The spectacle that the political 
scene of the last two decades has offered has been really amazing. 
Governments without any hesitation have embarked upon vast in- 
flation and government economists have proclaimed deficit spend- 
ing and "expansionist" monetary and credit management as the 
surest way toward prosperity, steady progress, and economic im- 
provement. But the same governments and their henchmen have 
indicted business for the inevitable consequences of inflation. While 
advocating high prices and wage rates as a panacea and praising 
the administration for having raised the "national income" (of 
course, expressed in terms of a depreciating currency) to an un- 
precedented height, they blamed private enterprise for charging 
outrageous prices and profiteering. While deliberately restricting 
the output of agricultural products in order to raise prices, states- 
men have had the audacity to contend that capitalism creates scar- 
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city and that but for, the sinister machinations of big business there 
would be plenty of everything. And millions of voters have swal- 
lowed all this. 

There is need to realize that the economic policies of self-styled 
progressives cannot do without inflation. They cannot and never 
will accept a policy of sound money. They can abandon neither their 
policies of deficit spending nor the help their anticapitalist propa- 
ganda receives from the inevitable consequences of inflation. It is 
true they talk about the necessity of doing away with inflation. But 
what they mean is not to end the policy of increasing the quantity 
of money in circulation but to establish price control, that is, futile 
schemes to escape the emergency arising inevitably from their 
policies. 

Monetary reconstruction, including the abandonment of inflation 
and the return to sound money, is not merely a problem of financial 
technique that can be solved without change in the structure of 
general economic policies. There cannot be stable money within an 
environment dominated by ideologies hostile to the preservation of 
economic freedom. Bent on disintegrating the market economy, the 
ruling parties will certainly not consent to reforms that would de- 
prive them of their most formidable weapon, inflation. Monetary 
reconstruction presupposes first of all total and unconditional re- 
jection of those allegedly progressive policies which in the United 
States are designated by the slogans New Deal and Fair Deal. 

The Integral Gold Standard 

Sound money still means today what it meant in the nineteenth 
century: the gold standard. 

The eminence of the gold standard consists in the fact that it 
makes the determination of the monetary unit's purchasing power 
independent of the measures of governments. It wrests from the 
hands of the "economic tsars" their most redoubtable instrument. 
It makes it impossible for them to inflate. This is why the gold 
standard is furiously attacked by all those who expect that they will 
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be benefited by bounties from the seemingly inexhaustible govern- 
ment purse. 

What is needed first of all is to force the rulers to spend only what, 
by virtue of duly promulgated laws, they have collected as taxes. 
Whether governments should borrow from the public at all and, if 
so, to what extent are questions that are irrelevant to the treatment 
of monetary problems. The main thing is that the government 
should no longer be in a position to increase the quantity of money 
in circulation and the amount of checkbook money not fully-that 
is, loo percent-covered by deposits paid in by the public. No back- 
door must be left open where inflation can slip in. No emergency 
can justify a return to inflation. Inflation can provide neither the 
weapons a nation needs to defend its independence nor the capital 
goods required for any project. It does not cure unsatisfactory con- 
ditions. It merely helps the rulers whose policies brought about the 
catastrophe to exculpate themselves. 

One of the goals of the reform suggested is to explode and to kill 
forever the superstitious belief that governments and banks have 
the power to make the nation or individual citizens richer, out of 
nothing and without making anybody poorer. The shortsighted ob- 
server sees only the things the government has accomplished by 
spending the newly created money. He does not see the things the 
nonperformance of which provided the means for the government's 
success. He fails to realize that inflation does not create additional 
goods but merely shifts wealth and income from some groups of 
people to others. He neglects, moreover, to take notice of the sec- 
ondary effects of inflation: malinvestment and decumulation of 
capital. 

Notwithstanding the passionate propaganda of the inflationists 
of all shades, the number of people who comprehend the necessity 
of entirely stopping inflation for the benefit of the public treasury 
is increasing. Keynesianism is losing face even at the universities. 
A few years ago governments proudly boasted of the "unorthodox" 
methods of deficit spending, pump-priming, and raising the "na- 
tional income." They have not discarded these methods but they 
no longer brag about them. They even occasionally admit that it 
would not be such a bad thing to have balanced budgets and mon- 
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etary stability. The political chances for a return to sound money are 
still slim, but they are certainly better than they have been in any 
other period since 1914. 

Yet most of the supporters of sound money do not want to go 
beyond the elimination of inflation for fiscal purposes. They want 
to prevent any kind of government borrowing from banks issuing 
banknotes or crediting the borrower on an account subject to check. 
But they do not want to prevent in the same way credit expansion 
for the sake of lending to business. The reform they have in mind 
is by and large bringing back the state of affairs prevailing before 
the inflations of World War I. Their idea of sound money is that of 
the nineteenth-century economists with all the errors of the British 
Banking School that disfigured it. They still cling to the schemes 
whose application brought about the collapse of the European bank- 
ing systems and currencies and discredited the market economy by 
generating the almost regular recurrence of periods of economic 
depression. 

There is no need to add anything to the treatment of these prob- 
lems as provided in part three of this volume and also in my book 
Human Action. If one wants to avoid the recurrence of economic 
crises, one must avoid the expansion of credit that creates the boom 
and inevitably leads into the slump. 

Even if for the sake of argument we neglect to refer to these issues, 
one must realize that conditions are no longer such as the nine- 
teenth-century champions of bank-credit expansion had in mind. 

These statesmen and authors regarded the government's finan- 
cial needs as the main and practically the only threat to the privi- 
leged bank's or banks' solvency. Ample historical experience had 
proved that the government could and did force the banks to lend 
to them. Suspension of the banknotes' convertibility and legal- 
tender provisions had transformed the "hard" currencies of many 
countries into questionable paper money. The logical conclusion to 
be drawn from these facts would have been to do away with priv- 
ileged banks altogether and to subject all banks to the rule of com- 
mon law and the commercial codes that oblige everybody to 
perform contracts in full faithfulness to the pledged word. Free 
banking would have spared the world many crises and catastro- 
phes. But the tragic error of nineteenth-century bank doctrine was 
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the belief that lowering the rate of interest below the height it would 
have on an unhampered market is a blessing for a nation and that 
credit expansion is the right means for the attainment of this end. 
Thus arose the characteristic duplicity of the bank policy. The central 
bank or banks must not lend to the government but should be free, 
within certain limits, to expand credit to business. The idea was that 
in this way one could make the central banking function indepen- 
dent of the government. 

Such an arrangement presupposes that government and business 
are two distinct realms of the conduct of affairs. The government 
levies taxes but it does not interfere with the way the various en- 
terprises operate. If the government meddles with central-bank af- 
fairs, its objective is to borrow for the treasury and not to induce 
the banks to lend more to business. In making bank loans to the 
government illegal, the bank's management is enabled to gauge its 
credit transactions in accordance with the needs of business only. 

Whatever the merits or demerits of this point of view may have 
been in older days,l it is obvious that it is no longer of any conse- 
quence. The main inflationary ,motive of our day is the so-called 
full-employment policy, not the treasury's incapacity to fill its empty 
vaults from sources other than bank loans. Monetary policy is re- 
garded-wrongly, of course-as an instrument for keeping wage 
rates above the height they would have reached on an unhampered 
labor market. Credit expansion is subservient to the unions. If a 
hundred or seventy years ago the government of a Western nation 
had ventured to extort a loan from the central bank, the public 
would unanimously have sided with the bank and thwarted the 
plot. But for many years there has been little opposition to credit 
expansion for the sake of "creating jobs," that is, for providing busi- 
ness with the money needed for the payment of the wage rates 
which the unions, strongly aided by the government, force business 
to grant. Nobody took notice of warning voices when England in 
1931 and the United States in 1933 entered upon the policy for which 
Lord Keynes, a few years later in his General Theory, tried to concoct 
a justification, and when in 1936 Blum, in imposing upon the French 
employers the so-called Matignon agreements, ordered the Bank of 

About the fundamental error of this point of view, see chap. 19 above 
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France to lend freely the sums business needed for complying with 
the dictates of the unions. 

Inflation and credit expansion are the means to obfuscate the fact 
that there prevails a nature-given scarcity of the material things on 
which the satisfaction of human wants depends. The main concern 
of capitalist private enterprise is to remove this scarcity as much as 
possible and to provide a continuously improving standard of living 
for an increasing population. The historian cannot help noting that 
laissez-faire and rugged individualism have to an unprecedented 
extent succeeded in their endeavors to supply the common man 
more and more amply with food, shelter, and many other amenities. 
But however remarkable these improvements may be, there will 
always be a strict limit to the amount that can be consumed without 
reducing the capital available for the continuation and, even more, 
the expansion of production. 

In older ages social reformers believed that all that was needed 
to improve the material conditions of the poorer strata of society 
was to confiscate the surplus of the rich and to distribute it among 
those having less. The falsehood of this formula, despite the fact 
that it is still the ideological principle guiding present-day taxation, 
is no longer contested by any reasonable man. One may neglect 
stressing the point that such a distribution can add only a negligible 
amount to the income of the immense majority. The main thing is 
that the total amount produced in a nation or in the whole world 
over a definite period of time is not a magnitude independent of the 
mode of society's economic organization. The threat of being de- 
prived by confiscation of a considerable or even the greater part of 
the yield of one's own activities slackens the individual's pursuit of 
wealth and thus results in a diminution of the national product. The 
Marxian socialists once indulged in reveries concerning a fabulous 
increase in riches to be expected from the socialist mode of produc- 
tion. The truth is that every infringement of property rights and 
every restriction of free enterprise impairs the productivity of labor. 
One of the foremost concerns of all parties hostile to economic free- 
dom is to withhold this knowledge from the voters. The various 
brands of socialism and interventionism could not retain their pop- 
ularity if people were to discover that the measures whose adoption 
is hailed as social progress curtail production and tend to bring 
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about capital decumulation. To conceal these facts from the public 
is one of the services inflation renders to the so-called progressive 
policies. Inflation is the true opium of the people and it is admin- 
istered to them by anticapitalist governments and parties. 

Currency Reform in Ruritania 

When compared with conditions in the United States or in Switz- 
erland, Ruritania appears a poor country. The average income of a 
Ruritanian is below the average income of an American or a Swiss. 

Once, in the past, Ruritania was on the gold standard. But the 
government issued little sheets of printed paper to which it assigned 
legal-tender power in the ratio of one paper rur to one gold mr. All 
residents of Ruritania were made to accept any amount of paper 
rurs as the equivalent of the same nominal amount of gold rurs. The 
government alone did not comply with the rule it had decreed. It 
did not convert paper rurs into gold rurs in accordance with the 
ratio I : I. As it went on increasing the quantity of paper rurs, the 
effects resulted which Gresham's law describes. The gold rurs dis- 
appeared from the market. They were either hoarded by Ruritanians 
or sold abroad. 

Almost all the nations of the earth have behaved in the way the 
Ruritanian government did. But the rates of the inflationary increase 
of the quantities of their national fiat money have been different. 
Some nations were more moderate in issuing additional quantities, 
some less. The result is that the exchange ratios between the various 
nations' local fiat-money currencies are no longer the same ratios 
that prevailed between their currencies in the period before they 
went off the gold standard. In those old days five gold mrs were 
equal to one gold dollar. Although today's dollar is no longer the 
equivalent of the weight of gold it represented under the gold stan- 
dard, that is, before 1933, 100 paper rurs are needed to buy one of 
these depreciated dollars. A short time ago eighty paper rurs could 
buy one dollar. If the present rates of inflation both in the United 
States and in Ruritania do not change, the paper mr will drop more 
and more in terms of dollars. 
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The Ruritanian government knows very well that all it has to do 
in order to prevent a further depreciation of the paper rur as against 
the dollar is to slow down the deficit spending it finances by con- 
tinued inflation. In fact, in order to maintain a stable exchange rate 
against the dollar, it would not be forced to abandon inflation al- 
together. It would only have to reduce it to a rate in due proportion 
to the extent of American inflation. But, government officials say, 
it is impossible for Ruritania, being a poor country, to balance its 
budget with a smaller amount of inflation than the present one. For 
such a reduction would enjoin upon it the necessity of undoing 
some of the results of social progress and of relapsing into the con- 
ditions of "social backwardness" of the United States. The govern- 
ment has nationalized railroads, telegraphs, and telephones and 
operates various plants, mines, and branches of industry as national 
enterprises. Every year the conduct of affairs of almost all the public 
undertakings produces a deficit that must be covered by taxes col- 
lected from the shrinking group of nonnationalized and nonmunici- 
palized businesses. Private business is a source of the treasury's 
revenue. Nationalized industry is a drain upon the government's 
funds. But these funds would be insufficient in Ruritania if not 
swelled by more and more inflation. 

From the point of view of monetary technique the stabilization of 
a national currency's exchange ratio as against foreign, less-inflated 
currencies or against gold is a simple matter. The preliminary step 
is to abstain from any further increase in the quantity of domestic 
currency. This will at the outset stop the further rise in foreign- 
exchange rates and the price of gold. After some oscillations a some- 
what stable exchange rate will appear, the height of which depends 
on the purchasing-power parity. At this rate it no longer makes 
any difference whether one buys or sells against currency A or cur- 
rency B. 

But this stability cannot last indefinitely. While an increase in the 
production of gold or an increase in the issuance of dollars continues 
abroad, Ruritania now has a currency the quantity of which is rigidly 
limited. Under these conditions there can no longer prevail full 
correspondence between the movements of commodity prices on 
the Ruritanian markets and those on foreign markets. If prices in 
terms of gold or dollars are rising, those in terms of rurs will lag 
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behind them or even drop. This means that the purchasing-power 
parity is changing. A tendency will emerge toward an enhancement 
of the price of the rur as expressed in gold or dollars. When this 
trend becomes manifest, the propitious moment for the completion 
of the monetary reform has arrived. The exchange rate that prevails 
on the market at this juncture is to be promulgated as the new legal 
parity between the rur and either gold or the dollar. Unconditional 
convertibility at this legal rate of every paper rur against gold or 
dollars and vice versa is henceforward to be the fundamental 
principle. 

The reform thus consists of two measures. The first is to end 
inflation by setting an insurmountable barrier to any further in- 
crease in the supply of domestic money. The second is to prevent 
the relative deflation that the first measure will, after a certain time, 
bring about in terms of other currencies the supply of which is not 
rigidly limited in the same way. As soon as the second step has been 
taken, any amount of rurs can be converted into gold or dollars 
without any delay and any amount of gold or dollars into rurs. The 
agency, whatever its appellation may be, that the reform law en- 
trusts with the performance of these exchange operations needs for 
technical reasons a certain small reserve of gold or dollars. But its 
main concern is, at least in the initial stage of its functioning, how 
to provide the rurs necessary for the exchange of gold or foreign 
currency against rurs. To enable the agency to perform this task, it 
has to be entitled to issue additional rurs against a full-loo per- 
cent-coverage by gold or foreign exchange bought from the public. 

It is politically expedient not to charge this agency with any re- 
sponsibilities and duties other than those of buying and selling gold 
or foreign exchange according to the legal parity, Its task is to make 
this legal parity an effective real market rate, preventing, by uncon- 
ditional redemption of rurs, a drop of their market price against 
legal parity, and, by unconditional buying of gold or foreign ex- 
change, an enhancement of the price of rurs as against legal parity. 

At the very start of its operations the agency needs, as has been 
mentioned, a certain reserve of gold or foreign exchange. This re- 
serve has to be lent to it either by the government or by the central 
bank, free of interest and never to be recalled. No business other 
than this preliminary loan must be negotiated between the govern- 
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ment and any bank or institution dependent on the government on 
the one hand and the agency on the other hand.2 The total amount 
of rurs issued before the start of the new monetary regime must not 
be increased by any operations on the part of the government; only 
the agency is free to issue additional new rurs, rigidly complying 
in such issuance with the rule that each of these new rurs must be 
fully covered by gold or foreign exchange paid in by the public in 
exchange for them. 

The government's mint may go on to coin and to issue as many 
fractional or subsidiary coins as seem to be needed by the public. 
In order to prevent the government from misusing its monopoly of 
mintage for inflationary ventures and flooding the market, under 
the pretext of catering to peoples' demand for "change," with huge 
quantities of such tokens, two provisons are imperative. To these 
fractional coins only a strictly limited legal-tender power should be 
given for payments to any payee but the government. Against the 
government alone they should have unlimited legal-tender power, 
and the government, moreover, must be obliged to redeem in rurs, 
without any delay and without any cost to the bearer, any amount 
presented, either by any private individual, firm, or corporation or 
by the agency. Unlimited legal-tender power must be reserved to 
the various denominations of banknotes of one rur and upward, 
issued either before the reform or, if after the reform, against full 
coverage in gold or foreign exchange. 

Apart from this exchange of fractional coins against legal-tender 
rurs the agency deals exclusively with the public and not with the 
government or any of the institutions dependent on it, especially 
not with the central bank. The agency serves the public and deals 
exclusively with that part of the public that wants to avail itself, of 
its own free accord, of the agency's services. But no privileges are 
accorded to the agency. It does not get a monopoly for dealing in 
gold or foreign exchange. The market is perfectly free from any 
restriction. Everybody is free to buy or sell gold or foreign exchange. 
There is no centralization of such transactions. Nobody is forced to 
sell gold or foreign exchange to the agency or to buy gold or foreign 
exchange from it. 

For the only exception to this rule, see next paragraph below. 

George Reisman
orthe



The Return to Sound Money 489 

When these measures are once achieved, Ruritania is either on 
the gold-exchange standard or on the dollar-exchange standard. It 
has stabilized its currency as against gold or the dollar. This is 
enough for the beginning. There is no need for the moment to go 
further. No longer threatened by a breakdown of its currency, the 
nation can calmly wait to see how monetary affairs in other countries 
will develop. 

The reform suggested would deprive the government of Ruritania 
of the power to spend any rur above the sums collected by taxing 
the citizens or by borrowing from the public, whether domestic or 
foreign. Once this is achieved, the specter of an unfavorable balance 
of payment fades away. If Ruritanians want to buy foreign products, 
they must export domestic products. If they do not export, they 
cannot import. 

But, says the inflationist, what about the flight of capital? Will not 
unpatriotic citizens of Ruritania and foreigners who have invested 
capital within the country try to transfer their capital to other coun- 
tries offering better prospects for business? 

John Badman, a Ruritanian, and Paul Yank, an American, have 
invested in Ruritania in the past. Badman owns a mine, Yank a 
factory. Now they realize that their investments are unsafe. The 
Ruritanian government is committed to a policy that confiscates not 
only all the yields of their investments but step by step the substance 
too. Badman and Yank want to salvage what still can be salvaged; 
they want to sell against rurs and to transfer the proceeds by buying 
dollars and exporting them. But their problem is to find a buyer. If 
all those who have the funds needed for such a purchase think like 
them, it will be absolutely impossible to sell even at the lowest price. 
Badman and Yank have missed the right moment. Now it is too late. 

But perhaps there are buyers. Bill Sucker, an American, and Peter 
Simple, a Ruritanian, believe that the prospects of the investments 
concerned are more propitious than Badman and Yank assume. 
Sucker has dollars ready; he buys rurs and against these mrs Yank's 
factory. Yank buys the dollars Sucker has sold to the agency. Simple 
has saved rurs and invests his savings in purchasing Badman's 
mine. It would have been possible for him to employ his savings in 
a different way, to buy producers' or consumers' goods in Ruritania. 
The fact that he does not buy these goods brings about a drop in 
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their prices or prevents a rise which would have occurred if he had 
bought them. It disarranges the price structure on the domestic 
market in such a way as to make exports possible that could not be 
effected before or to prevent imports which were effected before. 
Thus it produces the amount of dollars which Badman buys and 
sends abroad. 

A specter that worries many advocates of foreign-exchange con- 
trol is the assumption that the Ruritanians engaged in export trade 
could leave the foreign-exchange proceeds of their business abroad 
and thus deprive their country of a part of its foreign exchange. 

Miller is such an exporter. He buys commodity A in Ruritania and 
sells it abroad. Now he chooses to go out of business and to transfer 
all his assets to a foreign country. But this does not stop Ruritania's 
exporting A. As according to our assumption there can be profits 
earned by buying A in Ruritania and selling it abroad, the trade will 
go on. If no Ruritanian has the funds needed for engaging in it, 
foreigners will fill the gap. For there are always people in markets 
not entirely destroyed by government sabotage who are eager to 
take advantage of any opportunity to earn profits. 

Let us emphasize this point again: If people want to consume 
what other people have produced, they must pay for it by giving 
the sellers something they themselves have produced or by ren- 
dering them some services. This is true in the relation between the 
people of the state of New York and those of Iowa no less than in 
the relation between the people of Ruritania and those of Laputania. 
The balance of payments always balances. For if the Ruritanians 
(or New Yorkers) do not pay, the Laputanians (or Iowans) will not 
sell. 

The United States' Return to a Sound Currency 

With Washington politicians and Wall Street pundits the problem 
of a return to the gold standard is taboo. Only imbecile or ignorant 
people, say the professorial and journalistic apologists of inflation, 
can nurture such an absurd idea. 

These gentlemen would be perfectly right if they were merely to 
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assert that the gold standard is incompatible with the methods of 
deficit spending. One of the main aims of a return to gold is precisely 
to do away with this system of waste, corruption, and arbitrary 
government. But they are mistaken if they would have us believe 
that the reestablishment and preservation of the gold standard is 
economically and technically impossible. 

The first step must be a radical and unconditional abandonment 
of any further inflation. The total amount of dollar bills, whatever 
their name or legal characteristic may be, must not be increased by 
further issuance. No bank must be permitted to expand the total 
amount of its deposits subject to check or the balance of such de- 
posits of any individual customer, be he a private citizen or the U.S. 
Treasury, otherwise than by receiving cash deposits in legal-tender 
banknotes from the public or by receiving a check payable by an- 
other domestic bank subject to the same limitations. This means a 
rigid roo percent reserve for all future deposits; that is, all deposits 
not already in existence on the first day of the reform. 

At the same time all restrictions on trading and holding gold must 
be repealed. The free market for gold is to be reestablished. Every- 
body whether a resident of the United States or of any foreign 
country, will be free to buy and to sell, to lend and to borrow, to 
import and to export, and, of course, to hold any amount of gold, 
whether minted or not minted, in any part of the nation's territory 
as well as in foreign countries. 

It is to be expected that this freedom of the gold market will result 
in the inflow of a considerable quantity of gold from abroad. Private 
citizens will probably invest a part of their cash holdings in gold. In 
some foreign countries the sellers of this gold exported to the United 
States may hoard the dollar bills received and leave the balances 
with American banks untouched. But many or most of these sellers 
of gold will probably buy American products. 

In this first period of the reform it is imperative that the American 
government and all institutions dependent upon it, including the 
Federal Reserve System, keep entirely out of the gold market. A 
free gold market could not come into existence if the administration 
were to try to manipulate the price by underselling. The new mon- 
etary regime must be protected against malicious acts by officials of 
the Treasury and the Federal Reserve System. There cannot be any 
doubt that officialdom will be eager to sabotage a reform whose 
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main purpose is to curb the power of the bureaucracy in monetary 
matters. 

The unconditional prohibition of the further issuance of any piece 
of paper to which legal-tender power is granted refers also to the 
issuance of the type of bills called silver certificates. The constitu- 
tional prerogative of Congress to decree that the United States is 
bound to buy definite quantities of a definite commodity, whether 
silver or potatoes or something else, at a definite price exceeding 
the market price and to store or to dump the quantities purchased 
must not be infringed. But such purchases are henceforth to be paid 
out of funds collected by taxing the people or by borrowing from 
the public. 

It is probable that the price of gold established after some oscil- 
lations on the American market will be higher than $35 per ounce, 
the rate of the Gold Reserve Act of 1934. It may be somewhere 
between $36 and $38, perhaps even somewhat higher. Once the 
market price has attained some stability, the time will have come to 
decree this market rate as the new legal parity of the dollar and to 
secure its unconditional convertibility at this parity. 

A new agency is to be established, the Conversion Agency. The 
United States government lends to it a certain amount, let us say 
one billion dollars, in gold bullion (computed at the new parity), 
free of interest and never to be recalled. The Conversion Agency 
has two functions only: First, to sell gold bullion at the parity price 
to the public against dollars without any restriction. After a short 
time, when the mint will have coined a sufficient quantity of new 
American gold coins, the Conversion Agency will be obliged to 
hand out such gold pieces against paper dollars and checks drawn 
upon a solvent American bank. Second, to buy, against dollar bills 
at the legal parity, any amount of gold offered to it. To enable the 
Conversion Agency to execute this second task it is to be entitled 
to issue dollar bills against a loo percent reserve in gold. 

The Treasury is bound to sell gold-bullion or new American 
coins-to the Conversion Agency at legal parity against any kind 
of American legal-tender bills issued before the start of the reform, 
against American token coins, or against checks drawn upon a 
member bank. To the extent that such sales reduce the government's 
gold holdings, the total amount of all varieties of legal-tender paper 
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sheets, issued before the start of the reform, and of member-bank 
deposits subject to check is to be reduced. How this reduction is to 
be distributed among the various classes of these types of currency 
can be left, apart from the problem of the banknotes of small de- 
nominations, to be dealt with later,3 to the discretion of the Treasury 
and the Federal Reserve Board. 

It is essential for the reform suggested that the Federal Reserve 
System should be kept out of its way. Whatever one may think 
about the merits or demerits of the Federal Reserve legislation of 
1913, the fact remains that the system has been abused by the most 
reckless inflationary policy. No institution and no man connected 
in any way with the blunders and sins of the past decades must be 
permitted to influence future monetary conditions. 

The Federal Reserve System is saddled with an awkward prob- 
lem, namely, the huge amount of government bonds held by the 
member banks. Whatever solution may be adopted for this ques- 
tion, it must not affect the purchasing power of the dollar. Govern- 
ment finance and the nation's medium of exchange have in the 
future to be two entirely separate things. 

The banknotes issued by the Federal Reserve System as well as 
the silver certificates may remain in circulation. Unconditional con- 
vertibility and the strict prohibition of any further increase of their 
amount will have radically changed their catallactic character. It is 
this alone that counts. 

However, a very important change concerning the denomination 
of these notes is indispensable. What the United States needs is not 
the gold-exchange standard but the classical old gold standard, de- 
cried by the inflationists as orthodox. Gold must be in the cash 
holdings of everybody. Everybody must see gold coins changing 
hands, must be used to having gold coins in his pockets, to receiving 
gold coins when he cashes his paycheck, and to spending gold coins 
when he buys in a store. 

This state of affairs can be easily achieved by withdrawing all bills 
of the denominations of five, ten, and perhaps also twenty dollars 
from circulation. There will be under the suggested new monetary 
regime two classes of legal-tender paper bills: the old stock and the 

See pp. 493-94 below. 
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new stock. The old stock consists of all those paper sheets that at 
the start of the reform were in circulation as legal-tender paper, 
without regard to their appellation and legal quality other than le- 
gal-tender power. It is strictly forbidden to increase this stock by the 
further issuance of any additional notes of this class. On the other 
hand, it will decrease to the extent that the Treasury and the Federal 
Reserve Board decree that the reduction in the total amount of legal- 
tender notes of this old stock plus bank deposits subject to check, 
existing at the start of the reform, has to be effected by the final 
withdrawal and destruction of definite quantities of such old-stock 
legal-tender notes. Moreover, the Treasury is bound to withdraw 
from circulation, against the new gold coins, and to destroy, within 
a period of one year after the promulgation of the new legal gold 
parity of the dollar, all notes of five, ten, and perhaps also twenty 
dollars. 

It does not require any special mention that the new-stock legal- 
tender notes to be issued by the Conversion Agency must be issued 
only in denominations of one dollar or fifty dollars and upward. 

Old British banking doctrine banned small banknotes (in their 
opinion, notes smaller than f i 5 )  because it wanted to protect the 
poorer strata of the population, supposed to be less familiar with 
the conditions of the banking business and therefore more liable to 
be cheated by wicked bankers. Today the main concern is to protect 
the nation against a repetition of the inflationary practices of gov- 
ernments. The gold-exchange standard, whatever argument may 
be advanced in its favor, is vitiated by an incurable defect. It offers 
to governments an easy opportunity to embark upon inflation un- 
beknown to the nation. With the exception of a few specialists, 
nobody becomes aware in time of the fact that a radical change in 
monetary matters has occurred. Laymen, that is 9,999 out of io,ooo 
citizens, do not realize that it is not commodities that are becoming 
dearer but their tender that is becoming cheaper. 

What is needed is to alarm the masses in time. The workingman 
in cashing his paycheck should learn that some foul trick has been 
played upon him. The President, Congress, and the Supreme Court 
have clearly proved their inability or unwillingness to protect the 
common man, the voter, from being victimized by inflationary 
machinations. The function of securing a sound currency must pass 
into new hands, into those of the whole nation. As soon as Gres- 
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ham's law begins to come into play and bad paper drives good gold 
out of the pockets of the common man, there should be a stir. Per- 
petual vigilance on the part of the citizens can achieve what a thou- 
sand laws and dozens of alphabetical bureaus with hordes of 
employees never have and never will achieve: the preservation of 
a sound currency. 

The classical or orthodox gold standard alone is a truly effective 
check on the power of the government to inflate the currency. With- 
out such a check all other constitutional safeguards can be rendered 
vain. 

The Controversy Concerning the Choice of the New Gold Parity 

Some advocates of a return to the gold standard disagree on an 
important point with the scheme designed in the preceding section. 
In the opinion of these dissenters there is no reason to deviate from 
the gold price of $35 per ounce as decreed in 1934. This rate, they 
assert, is the legal parity, and it would be iniquitous to devalue the 
dollar in relation to it. 

The controversy between the two groups, those advocating the 
return to gold at the previous parity (whom we may call the restor- 
ers) and those recommending the adoption of a new parity conso- 
nant with the present market value of the currency that is to be put 
upon a gold basis (we may call them the stabilizers), is not new. It 
has flared up whenever a currency depreciated by inflation has had 
to be returned to a sound basis. 

The restorers look upon money primarily as the standard of de- 
ferred payments. A consistent restorer would have to argue in this 
way: People have in the past, that is, before 1933, made contracts 
in virtue of which they promised to pay a definite amount of dollars 
which at that time meant standard dollars, containing 25.8 grains 
of gold, nine-tenths fine. It would be manifestly unfair to the cred- 
itors to give the debtors the right to fulfill such contracts by the 
payment of the same nominal number of dollars containing a 
smaller weight of gold. 

However, the reasoning of such consistent restorers would be 
correct only if all existing claims to deferred payments had been 
contracted before 1933 and if the present creditors of such contracts 
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were the same people (or their heirs) who had originally made the 
contracts. Both these assumptions are contrary to fact. Most of the 
pre-1933 contracts have already been settled in the two decades that 
have elapsed. There are, of course, also government bonds, cor- 
porate bonds, and mortgages of pre-1933 origin. But in many or 
even in most cases these claims are no longer held by the same 
people who held them before 1933. Why should a man who in 1951 
bought a corporate bond issued in 1928 be indemnified for losses 
which not he himself but one of the preceding owners of this bond 
suffered? And why should a municipality or a corporation that bor- 
rowed depreciated dollars in 1945 be liable to pay back dollars of 
greater gold weight and purchasing power? 

In fact there are in present-day America hardly any consistent 
restorers who would recommend a return to the old pre-Roosevelt 
dollar. There are only inconsistent restorers who advocate a return 
to the Roosevelt dollar of 1934, the dollar of 15 5/21 grains of gold, 
nine-tenths fine. But this gold content of the dollar, fixed by the 
President in virtue of the Gold Reserve Act of January 30,1934, was 
never a legal parity.. It was, as far as the domestic affairs of the 
United States are concerned, merely of academic value. It was with- 
out any legal-tender validity. Legal tender under the Roosevelt leg- 
islation was only various sheets of printed paper. These sheets of 
paper could not be converted into gold. There was no longer any 
gold parity of the dollar. To hold gold was a criminal offense for the 
residents of the United States. The Roosevelt gold price of $35 per 
ounce (instead of the old price of $20.67 per ounce) had validity 
only for the government's purchases of gold and for certain trans- 
actions between the American Federal Reserve and foreign govern- 
ments and central banks. Those juridical considerations that the 
consistent restorers could possibly advance in favor of a return to 
the pre-Roosevelt dollar parity are of no avail when advanced in 
favor of the rate of 1934 that was not a parity. 

It is paradoxical indeed that the inconsistent restorers try to justify 
their proposal by referring to honesty. For the role the gold content 
of the dollar they want to restore played in American monetary 
history was certainly not honest in the sense in which they employ 
this term. It was a makeshift in a scheme which these very restorers 
themselves condemn as dishonest. 
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However, the main deficiency of any form of the restorers' ar- 
guments, whether they consistently advocate the McKinley dollar 
or inconsistently the Roosevelt dollar, is to be seen in the fact that 
they look upon money exclusively from the point of view of its 
function as the standard of deferred payments. As they see it, the 
main fault or even the only fault of an inflationary policy is that it 
favors the debtors at the expense of the creditors. They neglect the 
other more general and more serious effects of inflation. 

Inflation does not affect the prices of the various commodities 
and services at the same time and to the same extent. Some prices 
rise sooner, some lag behind. While inflation takes its course and 
has not yet exhausted all its price-affecting potentialities, there are 
in the nation winners and losers. Winners-popularly called prof- 
iteers if they are entrepreneurs-are people who are in the fortunate 
position of selling commodities and services the prices of which are 
already adjusted to the changed relation of the supply of and the 
demand for money while the prices of commodities and services 
they are buying still correspond to a previous state of this relation. 
Losers are those who are forced to pay the new higher prices for 
the things they buy while the things they are selling have not yet 
risen at all or not sufficiently. The serious social conflicts which 
inflation kindles, all the grievances of consumers, wage earners, 
and salaried people it originates, are caused by the fact that its 
effects appear neither synchronously nor to the same extent. If an 
increase in the quantity of money in circulation were to produce at 
one blow proportionally the same rise in the prices of every kind of 
commodities and services, changes in the monetary unit's pur- 
chasing power would, apart from affecting deferred payments, be 
of no social consequence; they would neither benefit nor hurt any- 
body and would not arouse political unrest. But such an evenness 
in the effects of inflation-or, for that matter, of deflation-can never 
happen. 

The great Roosevelt-Truman inflation has, apart from depriving 
all creditors of a considerable part of principal and interest, gravely 
hurt the material concerns of a great number of Americans. But one 
cannot repair the evil done by bringing about a deflation. Those 
favored by the uneven course of the deflation will only in rare cases 
be the same people who were hurt by the uneven course of the 
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inflation. Those losing on account of the uneven course of the de- 
flation will only in rare cases be the same people whom the inflation 
has benefited. The effects of a deflation produced by the choice of 
the new gold parity at $35 per ounce would not heal the wounds 
inflicted by the inflation of the two last decades. They would merely 
open new sores. 

Today people complain about inflation. If the schemes of the re- 
storers are executed, they will complain about deflation. As for psy- 
chological reasons, the effects of deflation are much more unpopular 
than those of inflation; a powerful proinflation movement would 
spring up under the disguise of an antideflation program and would 
seriously jeopardize all attempts to reestablish a sound-money 
policy. 

Those questioning the conclusiveness of these statements should 
study the monetary history of the United States. There they will 
find ample corroborating material. Still more instructive is the mon- 
etary history of Great Britain. 

When, after the Napoleonic wars, the United Kingdom had to 
face the problem of reforming its currency, it chose the return to the 
prewar gold parity of the pound and gave no thought to the idea 
of stabilizing the exchange ratio between the paper pound and gold 
as it had developed on the market under the impact of the inflation. 
It preferred deflation to stabilization and to the adoption of a new 
parity consonant with the state of the market. Calamitous economic 
hardships resulted from this deflation; they stirred social unrest and 
begot the rise of an inflationist movement as well as the anticapi- 
talistic agitation from which after a while Engels and Mam drew 
their inspiration. 

After the end of World War I England repeated the error com- 
mitted after Waterloo. It did not stabilize the actual gold value of the 
pound. It returned in 1925 to the old prewar and preinflation parity 
of the pound. As the labor unions would not tolerate an adjustment 
of wage rates to the increased gold value and purchasing power of 
the pound, a crisis of British foreign trade resulted. The government 
and the journalists, both terrorized by the union leaders, timidly 
refrained from making any allusion to the height of wage rates and 
the disastrous effects of the union tactics. They blamed a mysterious 
overvaluation of the pound for the decline in British exports and 
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the resulting spread of unemployment. They knew only one rem- 
edy, inflation. In 1931 the British government adopted it. 

There cannot be any doubt that British inflationism got its 
strength from the conditions that had developed out of the defla- 
tionary currency reform of 1925. It is true that but for the stubborn 
policy of the unions the effects of the deflation would have been 
absorbed long before 1931. Yet the fact remains that in the opinion 
of the masses, conditions gave an apparent justification to the 
Keynesian fallacies. There is a close connection between the 1925 
reform and the popularity that inflationism enjoyed in Great Britain 
in the thirties and forties. 

The inconsistent restorers advance in favor of their plans the fact 
that the deflation they would bring about would be small, since the 
difference between a gold price of $35 and a gold price of $37 or $38 
is rather slight. Now whether this difference is to be regarded as 
slight or not is a matter of an arbitrary judgment. Let us for the sake 
of argument accept its qualification as slight. It is certainly true that 
a smaller deflation has less undesirable effects than a bigger one. 
But this truism is no valid argument in favor of a deflationary policy 
the inexpediency of which is undeniable. 

Concluding Remarks 

The present unsatisfactory state of monetary affairs is an outcome 
of the social ideology to which our contemporaries are committed 
and of the economic policies which this ideology begets. People 
lament over inflation, but they enthusiastically support policies that 
could not go on without inflation. While they grumble about the 
inevitable consequences of inflation, they stubbornly oppose any 
attempt to stop or to restrict deficit spending. 

The suggested reform of the currency system and the return to 
sound monetary conditions presuppose a radical change in eco- 
nomic philosophies. There cannot be any question of the gold stan- 
dard as long as waste, capital decumulation, and corruption are the 
foremost characteristics of the conduct of public affairs. 

Cynics dispose of the advocacy of a restitution of the gold stan- 
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dard by calling it utopian. Yet we have only the choice between two 
utopias: the utopia of a market economy, not paralyzed by govern- 
ment sabotage on the one hand, and the utopia of totalitarian all- 
round planning on the other hand. The choice of the first alternative 
implies the decision in favor of the gold standard. 

George Reisman
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APPENDIX A 

On the Classification of Monetary Theories 

(This Appendix was first published as a journal article 
in 1917-1918, it was later used as a chapter in the 2nd 
German edition of 1924, but was then relegated to 

the Appendix in the Batson translation of 1934.) 

Catallactic and Acatallactic Monetary Doctrine 

e phenomenon of money occupies so prominent a position 
among the other phenomena of economic life, that it has been T 

speculated upon even by persons who have devoted no further 
attention to the problems of economic theory, and even at a time 
when thorough investigation into the processes of exchange was 
still unknown. The results of such speculations were various. The 
merchants and, following them, the jurists who were closely con- 
nected with mercantile affairs, ascribed the use of money to the 
properties of the precious metals, and said that the value of money 
depended on the value of the precious metals. Canonist jurispm- 
dence, ignorant of the ways of the world, saw the origin of the 
employment of money in the command of the state; it taught that 
the value of money was a valor impositus. Others, again, sought to 
explain the problem by means of analogy. From a biological point 
of view, they compared money with the blood; as the circulation of 
the blood animates the body, so the circulation of money animates 
the economic organism. Or they compared it with speech, which 
likewise had the function of facilitating human Verkehr (interchange, 
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trade). Or they made use of juristic terminology and defined money 
as a draft by everybody on everybody else. 

All these points of view have this in common: they cannot be 
built into any system that deals realistically with the processes of 
economic activity. It is utterly impossible to employ them as foun- 
dations for a theory of exchange. And the attempt has hardly been 
made; for it is clear that any endeavor to bring, say, the doctrine of 
money as a draft into harmony with any explanation of prices must 
lead to disappointing results. If it is desired to have a general name 
for these attempts to solve the problem of money, they may be called 
acatallactic, because no place can be found for them in catallactics. 

The catallactic theories of money, on the other hand, do fit into 
a theory of exchange ratios. They look for what is essential in money 
in the negotiation of exchanges; they explain its value by the laws 
of exchange. It should be possible for every general theory of value 
to provide a theory of the value of money also, and for every theory 
of the value of money to be included in a general theory of value. 
The fact that a general theory of value or a theory of the value of 
money fulfills these .conditions is by no means a proof of its cor- 
rectness. But no theory can prove satisfactory if it does not fulfill 
these conditions. 

It may seem strange that acatallactic views on money were not 
completely suppressed by the growth of the catallactic doctrine. 
There were many reasons for this. 

It is not possible to master the problems of theoretical economics 
unless questions of the determination of prices (commodity prices, 
wages, rent, interest, etc.) are at first dealt with under the suppo- 
sition of direct exchange, indirect exchange being temporarily left 
out of account. This necessity gives rise to a division of the theory 
of catallactics into two parts-the doctrine of direct, and that of 
indirect, exchange. Now so abundant and difficult are the problems 
of pure theory, that the opportunity of putting part of them on one 
side, at least for the time being, has been very welcome. So it has 
come about that most recent investigators have devoted either no 
attention at all or very little to the theory of indirect exchange; any 
way, it has been the most neglected section of our science. The 
consequences of this omission have been most unfortunate. They 
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have been expressed not only in the sphere of the theory of indirect 
exchange, the theory of money and banking, but also in the sphere 
of the theory of direct exchange. There are problems of theory full 
comprehension of which can be attained only with the aid of the 
theory of indirect exchange. To seek a solution of these problems, 
among which, for example, is the problem of crises, with no instru- 
ments but those of the theory of direct exchange, is inevitably to go 
astray. 

Thus the theory of money was meanwhile surrendered to the 
acatallactists. Even in the writings of many catallactic theorists, odd 
relics of acatallactic views are to be found. Now and then statements 
are met with which are not in harmony with their authors' other 
statements on the subject of money and exchange and which ob- 
viously have been accepted merely because they were traditional 
and because the author had not noticed that they clashed with the 
rest of his system. 

On the other hand, the currency controversy had aroused greater 
interest than ever in questions of monetary theory just at the time 
when the coming modern theory was devoting very little attention 
to them. Many "practical men" ventured into this sphere. Now the 
practical man without general economic training who begins to 
meditate upon monetary problems at first sees nothing else and lim- 
its his investigation to their immediate restricted sphere without 
taking account of their connections with other things; it is therefore 
easy for his monetary theory to become acatallactic. That the "prac- 
tical man," so proudly looked down upon by the professional 
"theorist," can proceed from investigations of monetary problems 
to the most penetrating comprehension of economic theory, is best 
shown by the development of Ricardo. The period .of which we 
speak saw no such development. But it produced writers on mon- 
etary theory who did all that was necessary for the monetary policy 
of the time. From among a large number it is only necessary to men- 
tion two names-Bamberger and Soetbeer. A considerable portion 
of their activity was devoted to fighting the doctrines of contem- 
porary acatallactists. 

At present, acatallactic doctrines of money find ready acceptance 
among those economists who have no use for "theory." Those who, 
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openly or implicitly, deny the necessity of theoretical investigation 
are not in a position to demand of a monetary doctrine that it should 
be possible to fit it into a theoretical system. 

The "State" Theory of Money 

The common characteristic of all acatallactic monetary doctrines 
is a negative one; they cannot be fitted into any theory of catallactics. 
This does not mean that they involve a complete absence of views 
as to the value of money. Without any such views, they would not 
be monetary doctrines at all. But their theories of the value of money 
are constructed subconsciously; they are not made explicit; they are 
not completely thought out. For if they were consistently thought 
out to their logical conclusions, it would become obvious that they 
were self-contradictory. A consistently developed theory of money 
must be merged into a theory of exchange, and so cease to be aca- 
tallactic. 

According to the naivest and most primitive of the acatallactic 
doctrines, the value of money coincides with the value of the mon- 
etary material. But to attempt to go farther and begin to inquire into 
the grounds of the value of the precious metals, is already to have 
arrived at the construction of a catallactic system. The explanation 
of the value of goods is sought either in their utility or in the diffi- 
culty of obtaining them. In either case, the starting point has been 
discovered for a theory of the value of money also. Thus this naive 
approach, logically developed, conducts us automatically to the real 
problems. It is acatallactic, but it leads to catallactics. 

Another acatallactic doctrine seeks to explain the value of money 
by the command of the state. According to this theory, the value of 
money rests on the authority of the highest civil power, not on the 
estimation of commerce. l The law commands, the subject obeys. 
This doctrine can in no way be fitted into a theory of exchange; for 
apparently it would have a meaning only if the state fixed the actual 
level of the money prices of all economic goods and services as by 

See Endemann, Studien in der romanisch-kanonistischen Wirtschafts- und Rechtslehre 
bis gegen Ende des 17 .  Jahrhunderts (Berlin, 1874-1883)~ vol. z, p. 199. 
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means of general price regulation. Since this cannot be asserted to 
be the case, the state theory of money is obliged to limit itself to the 
thesis that the state command establishes only the Geltung or valid- 
ity of the money in nominal units, but not the validity of these 
nominal units in commerce. But this limitation amounts to aban- 
donment of the attempt to explain the problem of money. By stress- 
ing the contrast between valor impositus and bonitas intrinseca, the 
canonists did indeed make it possible for scholastic sophistry to 
reconcile the Roman-canonist legal system with the facts of eco- 
nomic life. But at the same time they revealed the intrinsic futility 
of the doctrine of valor impositus; they demonstrated the impossi- 
bility of explaining the processes of the market with its assistance. 

Nevertheless the nominalistic doctrine did not disappear from 
monetary literature. The princes of the time, who saw in the de- 
basement of money an important means of improving their financial 
position, needed the justification of this theory. If, in its endeavors 
to construct a complete theory of the human economy, the strug- 
gling science of economics kept itself free from nominalism, there 
were nevertheless always enough nominalists for fiscal needs. At 
the beginning of the nineteenth century, nominalism still had rep- 
resentatives in Gentz and Adam Miiller, writing in support of the 
Austrian monetary policy of the Bankozettel period. And nominalism 
was used as a foundation for the demands of the inflationists. But 
it was to experience its full renascence in the German "realistic" 
economics of the twentieth century. 

An acatallactic monetary theory is a logical necessity for the em- 
pirico-realistic trend in economics. Since this school, unfavorable 
to all "theory," refrains from propounding any system of catallactics, 
it is bound to oppose any monetary doctrine that leads to such a 
system. So at first it avoided any treatment of the problem of money 
whatever; so far as it did touch upon this problem (in its often 
admirable work on the history of coinage and in its attitude toward 
political questions), it retained the traditional Classical theory of 
value. But gradually its views on the problem of money glided un- 
consciously into the primitive acatallactic ideas described above, 
which regard money made of precious metal as a good that is val- 
uable "in itself." Now this was inconsistent. To a school that has 
inscribed the device of etatism on its banner, and to which all eco- 
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nomic problems appear as questions of administration, the state 
theory of nominalism is more suitable. Knapp completed this con- 
nection. Hence the success of his book in Germany. 

The fact that Knapp has nothing to say about the catallactic mon- 
etary problem, the problem of purchasing power, cannot be re- 
garded as an objection from the point of view of a doctrine which 
repudiates catallactics and has abandoned in advance any attempt 
at a causal explanation of the determination of prices. The difficulty 
over which the older nominalistic theories had come to grief did not 
exist for Knapp, whose public consisted solely of the disciples of 
the realistic economics. He was a b l e i n  fact, considering his public, 
he was bound-to abandon all attempt at an explanation of the 
validity of money in commerce. If important questions of monetary 
policy had arisen in Germany in the years immediately succeeding 
the appearance of Knapp's work, then the inadequacy of a doctrine 
that was unable to say anything about the value of money would 
naturally have soon become evident. 

That the new state theory did compromise itself immediately it 
was put forward, was due to its unlucky attempt to deal with cur- 
rency history from an acatallactic point of view. Knapp himself, in 
the fourth chapter of his work, had briefly related the monetary 
history of England, France, Germany, and Austria. Works on other 
countries followed, by members of his seminar. All of these accounts 
are purely formal. They endeavor to apply Knapp's scheme to the 
individual circumstances of different states. They provide a history 
of money in Knappian terminology. 

There could be no doubt of the results that were bound to follow 
from these attempts. They expose the weaknesses of the state the- 
ory. Currency policy is concerned with the value of money, and a 
doctrine that cannot tell us anything about the purchasing power 
of money is not suitable for dealing with questions of currency pol- 
icy. Knapp and his disciples enumerate laws and decrees, but are 
unable to say anything about their motives and effects. They do not 
mention that there have been parties supporting different currency 
policies. They know nothing, or nothing of great importance, about 
bimetallists, inflationists, or restrictionists; for them, the supporters 

See Voigt, "Die staatliche Theorie des Geldes," Zeitschrift fur die gesamte Staatswis- 
senschaft 62: 318 f .  
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of the gold standard were led by "metallistic superstition," the op- 
ponents of the gold standard were those who were free from "prej- 
udices." They studiously avoid all reference to commodity prices 
and wages and to the effects of the monetary system on production 
and exchange. Beyond making a few remarks about the "fixed rate 
of exchange," they never touch upon the connections between the 
monetary standard and foreign trade, the problem which has played 
so great a part in currency policy. Never has there been a more 
miserable and empty representation of monetary history. 

As a result of the World War, questions of currency policy have 
again become very important, and the state theory feels itself 
obliged to produce something on topical questions of currency pol- 
icy. That it has nothing more to say about these than about the cur- 
rency problems of the past is shown by Knapp's article "Die 
Wahrungsfrage bei einem deutsch-osterreichischen Zollbundnis" 
in the first part of the work published by the Verein fur Sozialpolitik: 
Die wirtschaftlicheAnnaherungzwischen dem deutschen Reicheund seinen 
Verbundeten. There can hardly be two opinions about this essay. 

The absurdity of the results at which the nominalistic doctrine of 
money is bound to arrive as soon as it begins to concern itself with 
the problems of monetary policy is shown by what has been written 
by Bendixen, one of Knapp's disciples. Bendixen regards the cir- 
cumstance that the German currency had a low value abroad during 
the war as "even in some ways desirable, because it enabled us to 
sell foreign securities at a favourable rate."3 From the nominalistic 
point of view this monstrous assertion is merely logical. 

Bendixen, incidentally, is not merely a disciple of the state theory 
of money; he is at the same time a representative of that doctrine 
also which regards money as a claim. In fact, acatallactic views can 
be blended according to taste. Thus Diihring, who in general re- 
gards metallic money as "an institution of Nature," holds the claim 
theory but at the same time rejects n~minal ism.~ 

The assertion that the state theory of money has been disproved 
by the events of currency history since 1914 must not be understood 
to mean that it has been disproved by "facts." Factsper se can neither 

Bendixen, Wahruugspolitik und Geldtheorie im Lichte des Weltkriegs (Munich and Leip- 
rig, 1916), p. 37 (2d ed., 1919, p. 44). 

Diihring, Cursus der National-und Sozialokonomie, 3d ed. (Leipzig, 1892), pp. 42 ff., 
401. 
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prove nor disprove; everything depends upon the significance that 
can be given to the facts. So long as a theory is not thought out and 
worked up in an absolutely inadequate manner, thenit is not a matter 
of supreme difficulty to expound it so as to explain the "factsu-even 
if only superficially and in a way that can by no means satisfy truly 
intelligent criticism. It is not true, as the naive scientific doctrine of 
the empirico-realistic school has it, that one can save oneself the 
trouble of thinking if one will only allow the facts to speak. Facts do 
not speak; they need to be spoken about by a theory. 

The state theory of money-and all acatallactic theories of money 
in general-breaks down not so much because of the facts as because 
of its inability even to attempt to explain them. On all the important 
questions of monetary policy that have arisen since 1914, the follow- 
ers of the state theory of money have maintained silence. It is true 
that even in this period their industry and zeal have been demon- 
strated in the publication of ample works; but they have not been 
able to say anything on the problems that occupy us nowadays. 
What could they, who deliberately reject the problem of the value of 
money, have to say about those problems of value and price which 
alone constitute all that is important in the monetary system? Their 
peculiar terminology does not bring us a step nearer to a decision 
about the questions that are agitating the world at p r e ~ e n t . ~  Knapp 
is of the opinion that these questions do not need to be solved except 
by the "economists," and concedes that his doctrine has nothing to 
say about them.6 But if the state theory does not help to elucidate 
the questions that seem important to us, what is its use? The state 
theory is not a bad monetary theory; it is not a monetary theory at 
all. 

To ascribe to the state theory a large share of the blame for the 
collapse of the German monetary system, does not imply that 
Knapp directly provoked the inflationary policy that led to it. He 
did not do that. Nevertheless, a doctrine that does not mention the 

See also Palyi, Der Streit urn die staatliche Theorie des Geldes (Munich and Leipzig, 
1922), pp. 88 ff. 

Knapp, Staatliche Theorie des Geldes, 3d ed. (1921), pp. 445 ff. 
' TO imagine that the state theory is a juristic theory, is to be ignorant of the purpose 
that a juristic theory of money has to fulfill. Anybody who holds this opinion should 
refer to any work on the law of contract and note what questions are there dealt with 
in the chapter on money 
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quantity of money at all, that does not speak of the connection 
between money and prices, and that asserts that the only thing that 
is essential in money is the authentication of the state, directly en- 
courages fiscal exploitation of the "right" of creating money. What 
is to prevent a government from pouring more and more notes into 
circulation if it knows that this will not affect prices, because all rises 
in prices can be explained by "disturbed trade conditions" or "dis- 
turbances in the home market," but on no account whatever by 
anything to do with money? Knapp is not so incautious as to speak 
of the valor impositus of money as did the canonists and jurists of 
past generations. All the same, his doctrine and theirs lead indif- 
ferently to the same conclusions. 

Knapp, unlike some of his enthusiastic disciples, was certainly 
not a government hireling. When he said anything, he said it from 
genuine personal conviction. That speaks well for his own trustwor- 
thiness, but it has no bearing on that of his doctrine. 

It is quite incorrect to say that the monetary doctrine of etatism 
springs from Knapp. The monetary doctrine of etatism is the bal- 
ance-of-payments theory, which Knapp only refers to casually in 
speaking of the "pantopolic origin of the exchange  rate^."^ The bal- 
ance-of-payments theory, if an untenable, is at least a catallactic, 
theory of money. But it was invented long before Knapp's time. It 
had already been propounded, with its distinction between the in- 
ternal value (Binnenwert) and the external value (Aussenwert) of 
money, by the etatists, by Lexis, for e ~ a m p l e . ~  Knapp and his school 
added nothing to it. 

But the etatist school is responsible for the facility and rapidity 
with which the state theory of money succeeded in becoming the 
accepted doctrine in Germany, Austria, and Russia. This school had 
struck out catallactics, the theory of exchange and prices, as super- 
fluous from the series of problems with which economics was con- 
cerned; it undertook the attempt to represent all the phenomena of 
social life merely as emanations of the exercise of power by princes 
and others in authority. It is only a logical extension of its doctrine 
to endeavor eventually to represent money also as being created 

Knapp, op. cit., pp. 206, 214. 
Lexis, "Papiergeld," in Handworterbuch der Staatswissenschaften, jd. ed., vol. 6, pp. 

987 ff. 
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merely by force. The younger generation of etatists had so little 
notion even of what economics really was concerned with, that it 
was able to accept Knapp's paltry discussion as a theory of money. 

3 

Schumpeter's Attempt to Formulate a Catallactic Claim Theory 

To call money a claim is to suggest an analogy to which there is 
no real objection. Although this comparison, like all others, falls 
short at certain points, it may nevertheless make it easier for many 
to form a conception of the nature of money. Admittedly, analogies 
are not explanations, and it would be a gross exaggeration to speak 
of a claim theory of money, for mere construction of an analogy does 
not take us even halfway to any sort of monetary theory that can 
be expressed in intelligible arguments. The only possible way of 
building a monetary theory upon the claim analogy would be to 
regard the claim, say, as a ticket of admission to a room of limited 
size, so that an increase in the number of tickets issued would mean 
a corresponding diminution of the amount of room at the disposal 
of each ticketholder. But the danger in this way of thinking is that 
taking this illustration as a starting point could lead only to the 
drawing of a contrast between the total amount of money and the 
total amount of commodities; but this amounts to nothing but one 
of the oldest and most primitive versions of the quantity theory, the 
untenability of which needs no further discussion. 

Thus until recently the claim analogy led a precarious existence 
in the expositions of monetary doctrine, without having any greater 
significance-as was imagined-than that of a means of expression 
that could easily be understood by all. Even in the writings of Ben- 
dixen, who would have been glad to see his obscure arguments 
designated a claim theory, the claim concept has no greater signif- 
icance ascribed to it. But very recently an ingenious attempt has 
been made by Schumpeter to arrive at a real theory of the value of 
money starting from the claim analogy, that is, an attempt to con- 
struct a catallactic claim theory. 

The fundamental difficulty that has to be reckoned with in every 
attempt to construct a theory of the value of money starting from 
the claim concept is the necessity for comparing the quantity of 
money with some other total, just as in the ticket illustration the 
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total number of tickets is compared with the total amount of room 
available. Such a comparison is a necessity for a doctrine which 
regards money as "claims" whose peculiarity consists in the fact 
that they do not refer to definite objects but to shares in a mass of 
goods. Schumpeter seeks to avoid this difficulty by starting, in elab- 
oration of a line of argument first developed by Wieser, not from the 
quantity of money, but from the sum of money incomes, which he 
compares with the total prices of all consumption goods.1° There 
might be some justification for such a comparison if money had no 
other use than to purchase consumption goods. But such an as- 
sumption is obviously quite unjustifiable. Money bears a relation- 
ship, not only to consumption goods, but also to production goods; 
and-the point is a particularly important one-it does not serve 
only for the exchange of production goods against consumption 
goods but very much oftener for the exchange of production goods 
against other production goods. So Schumpeter is only able to 
maintain his theory by simply putting out of consideration a large 
part of that which circulates as money. He says that commodities 
are actually related only to the circulating portion of the total quantity 
of money, that only this portion has an immediate connection with 
the sum of all incomes, that it alone fulfills the essential function of 
money. Thus "to obtain the quantity of money in circulation, which 
is what we are concerned with," the following items, among others, 
have to be eliminated: 

1 Hoards 
2 "Sums that are unemployed but awaiting employment" 
3 Reserves by which we are to understand those sums of 

money "below which the economic agents never let their 
holdings fall; in order to be prepared for unexpected 
demands" 

But even the elimination of these sums is not enough; we must 
go still farther. For the total incomes theory is "not concerned even 
with the total quantity of money in circulation." In addition we must 
exclude "all those sums that circulate in the 'income-distributing' - 
markets, in the real estate, mortgage, security and similar mar- 
kets."ll 

lo Schumpeter, "Das Sozialprodukt und die Rechenpfennige," Archiv fur Sozialwis- 
seilschaft utld Sozialpolitik 44: 635, 647 f f .  
' I  Ibid., pp. 665 f .  
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These limitations do not merely serve, as Schumpeter thinks, to 
demonstrate the impossibility of dealing statistically with the notion 
of money in effective circulation; they also cut away the ground 
from beneath his own theory. All that needs to be said about the 
separation of hoards, unemployment sums, and reserves, from the 
remaining amount of money has already been mentioned above. l2 

It is inadmissible to speak of "sums that are unemployed but await- 
ing employment." In a strict and exact sense-and theory must take 
everything in a strict and exact sense-all money that is not chang- 
ing owners at the very moment under consideration is awaiting 
employment. Nevertheless, it would be incorrect to call such money 
"unemployed"; as part of a reserve it satisfies a demand for money, 
and consequently fulfills the characteristic function of money. And 
when Schumpeter further proposes to eliminate the sums in cir- 
culation in the income-distributing markets, we can only ask, What 
then remains? 

Schumpeter has to do violence to his own theory in order to make 
it appear even fairly tenable. It cannot be compared with the point 
of view which opposes the total stock of money to the total demand 
for it (that is, to the total demand of economic agents for reserves), 
because it does not really attempt to solve more than a small part 
of the problem. To be of any use, a theory must try to explain the 
whole of the problem that is before us. Schumpeter's theory arbi- 
trarily splits up the stock of money and the demand for money in 
order to institute a comparison that would otherwise be impossible. 
If. Schumpeter starts from the statement that the total quantity of 
money is distributed between three spheres, the sphere of circula- 
tion, that of hoards and reserves, and that of capital, then, if he 
wishes to provide a complete theory of money, the comparison 
which he makes for the sphere of circulation between total incomes 
and total amount of consumption goods should be repeated for the 
two other spheres also; for these also are not without significance 
in the determination of the value of money. Variations in the amount 
of money demanded or available for hoards and reserves-to retain 
this vague distinction-or for the sphere of capital, influence the 
value of money just as much as variations in the sphere of circula- 

l2 See above, pp. 168 f f .  
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tion. No theory of the value of money with pretensions to com- 
pleteness dare omit an explanation of the influence on the value of 
money exerted by processes in the sphere of hoards and reserves 
and in that of capital. 

We see, then, that even Schumpeter has not been able to make 
a complete catallactic theory of money out of the claim theory. The 
fact that his attempt to make the claim theory into a catallactic theory 
of money obliged him to set such extraordinary limits to the problem 
is the best proof that a comprehensive catallactic theory of money 
cannot be constructed on the basis of the claim analogy. His having 
arrived in the course of his admirable discussion at conclusions for 
the rest which do not differ essentially from those which have been 
discovered in other ways and with other instruments by the catal- 
lactic doctrine of money is merely to be ascribed to his having found 
them in the theory of money already and having therefore been able 
to adopt them. They by no means follow from the fragmentary 
theory of money that he himself has put forward. 

It is no longer necessary to continue to argue against the nom- 
inalistic theory of money. For theoretical economics it has long been 
finished with. Nevertheless, the nominalist controversy has prop- 
agated errors in the history of doctrine that need to be weeded out. 

First of all, there is the use of the term metallism. The expression 
comes from Knapp. "Those writers who start from weight and fine- 
ness and see in the stamp nothing but an attestation of these prop- 
erties," Knapp christens metallists. "The metallist defines the unit 
of value as a certain quantity of metal."13 

This definition of metallism given by Knapp is by no means a 
clear one. It should be pretty well known that there can hardly have 
been a single writer worth mentioning who has thought of the unit 
of value as consisting of a quantity of metal. But it must be remem- 

l3 Knapp, op. cit., p. 281; "Die Beziehungen Oesterreichs zur staatlichen Theorie des 
Geldes," Zeitschriff fur Volkswirtschaft, etc. 17: 440. 
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bered that, with the exception of the nominalists, there has never 
been a school so easily satisfied in the interpretation of the concept 
of value as that of Knapp, for whom the unit of value "is nothing 
but the unit in which the amount of payments is expressed."14 

But it is easy to see what Knapp means by metallism even if he 
does not explicitly say it. For Knapp metallism is all the theories of 
money that are not nominal is ti^;^^ and since he formulates the nom- 
inalistic doctrine with precision, it is clear what he understands by 
metallism. That those theories of money which are not nominalistic 
have no uniform characteristic, that there are catallactic and acatal- 
lactic theories among them, that each of these two groups is again 
divided into various opposed doctrines, is either unknown to 
Knapp, or willfully overlooked by him. For him, all nonnominal- 
istic theories of money are but one. Nowhere in his writing is there 
anything to suggest that he knows of the existence of other mon- 
etary doctrines than that which regards metallic money as material 
valuable "in itself." He even completely ignores the existence of 
economic theories of value-not merely the existence of any partic- 
ular theory, but the existence of all of them. He invariably polemizes 
against the only theory of money known to him, which he believes 
to be the only theory opposed to nominalism, and which he calls 
metallism. His arguments are useless because they apply only to 
this one acatallactic doctrine which, with all other acatallactic the- 
ories, including nominalism, was long ago overthrown by economic 
science. 

All controversial writers have to set themselves limits. In any field 
that has been much worked over it is impossible to confute all op- 
posing views. The most important opposing opinions, the typical 
ones, those which seem to threaten most one's own point of view, 
must be selected, and the rest passed over in silence. Knapp writes 
for the German public of the present day, which, under the influ- 
ence of the etatistic version of political economy, acquainted only 
with acatallactic theories of money, and even among these only with 
those which he calls metallistic. The success that he has met with 
here shows that he was right in directing his criticism only against 

l4 Knapp, Staatliche Theorie, pp. 6 f .  
"Alle unsere Nationalokonomen sind Metallisten," Knapp, " ~ b e r  die Theorien 

des Geldwesens," Iahrbuch ftir Gesetzgebung, etc. 33: 432. 
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this version, which is hardly represented in literature, and on the 
other hand in ignoring Bodin, Law, Hume, Senior, Jevons, Menger, 
Walras, and everybody else. 

Knapp makes no attempt at all to determine what economics says 
about money. He only asks, "What does the educated man think of 
when he is asked about the nature of money?" l6 He then criticizes 
the views of the "educated man," that is, apparently, the layman. 
Nobody will deny him the right to do this. But it is not permissible, 
having done it, to set up these views of the educated man as those 
of scientific economics. Nevertheless, this is what Knapp does when 
he describes the monetary theory of Adam Smith and David Ricardo 
as "entirely metallistic" and adds: "This theory teaches that the unit 
of value (the pound sterling) is definable as a certain weight of 
metal."" The mildest thing that can be said about this assertion of 
Knapp's is that it is entirely unfounded. It most bluntly contradicts 
the views of Smith and Ricardo on the theory of value, and it does 
not find the least support in any of their writings. It will be obvious 
to all who have even only a superficial acquaintance with the value 
theory of the Classicals and their theory of money that Knapp has 
here committed an incomprehensible error. 

But neither were the Classicals "metallists" in the sense that their 
only contribution to the problems of paper money was "indigna- 
tion."18 Adam Smith expounded the social advantages arising from 
the "substitution of paper in the room of gold and silver money" in 
a manner that has hardly been equaled by any writer before or after 
him.19 But it was Ricardo, in his pamphlet "Proposals for an Eco- 
nomical and Secure Currency," published in 1816, who elaborated 
this point of view and recommended a monetary system under 
which precious-metal money should be entirely eliminated from ac- 
tual domestic circulation. This suggestion of Ricardo's was the basis 
of that monetary system, first established at the end of the last cen- 
tury in India, then in the Straits Settlements, then in the Philippines, 
and finally in Austria-Hungary, that is usually known nowadays as 

l6 Knapp, "Die Wahmngsfrage vom Staat aus betrachtet," Iahrbuch fur Gesetzgebung, 
etc. 41: 1528.,, 
l7 Knapp, "Uber die Theorien des Geldwesens," p. 430. 

lbid., p. 432. 
l9 See also pp. 332 f. above. 
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the gold-exchange standard. Knapp and his fellow enthusiasts for 
"modern monetary theory" could easily have avoided the mis- 
takes they made in explaining the policy followed by the Austro- 
Hungarian Bank between 1900 and 1911, if they had taken note of 
what Smith and Ricardo had said in these passages.2o 

The Concept of "Metallism" in Wieser and Philippovich 

Knapp's mistakes in the history of theory have unfortunately 
already been accepted by other writers. This started with the at- 
tempt to expound Knapp's theory in the most kindly manner pos- 
sible, that is, to judge its weaknesses gently and if possible to credit 
it with some sort of usefulness. But this was not possible without 
reading into the state theory things that simply cannot be found in 
it, things in fact which definitely contradict both its spirit and its 
letter, or without taking over Knapp's mistakes in the history of 
theory. 

First, Wieser must be mentioned. Wieser draws a contrast be- 
tween two monetary theories. "For the metallists, money has an 
independent value, arising from itself, from its substance; for mod- 
ern theory, its value is derived from that of the objects of exchange, 
the cornmoditie~."~~ Again, in another place, Wieser says: "The 
value of the monetary material is a conflux from two different 
sources. It is constituted from the use value which the monetary 
material obtains by reason of its various industrial employments- 
for jewelry, for utensils, for technical uses of all kinds-and from 
the exchange value which the money obtains by reason of being a 

20 From the pamphlet of Ricardo's referred to above it may suffice to quote the 
following passage only: "A well-regulated paper currency is so great an improvement 
in commerce that I should greatly regret if prejudice should induce us to return to 
a system of less utility. The introduction of the precious metals for the purposes of 
money may with truth be considered as one of the most important steps toward the 
improvement of commerce and the arts of civilized life; but it is no less true, that, 
with the advancement of knowledge and science, we discover that it would be 
another improvement to banish them again from the employment to which, during 
a less enlightened period, they had been so advantageously applied" (Works, zd ed. 
[London, 18521, p. 404). Thus the real appearance of Ricardo's "metallistic indigna- 
tion." 

Wieser, ~ b e r  die Messung der Veriinderungen des Geldwerts, p. 542. 
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means of payment . . . The service performed by the coins as a 
medium of exchange and that performed by the money in its in- 
dustrial uses, lead in combination to a common estimate of its value 
. . . We may . . . assert, that each of the two services is independent 
enough to be able to go on existing even if the other ceased. Just as 
the industrial functions of gold would not cease if gold were no 
longer coined, so its monetary functions would not come to an end 
if the state decided to forbid its use in industry and requisitioned 
it all for minting . . . The dominant metallistic opinion is different. 
From this point of view, the metal value of the money means the 
same thing as the use value of the metal; it has only the one source- 
industrial employment-and if the exchange value of the money 
coincides with its metal value, then it is nothing but a reflection of 
the use value of the metal. According to the prevailing metallistic 
opinion, money made from valueless material is inconceivable; for, 
it is said, money could not measure the value of commodities if it 
was not valuable itself, by virtue of the material from which it is 
made. "22 

Here Wieser contrasts two theories of the value of money: the 
modern and the metallistic. The theory which he calls the modern 
is the monetary theory that logically follows from that theory of 
value which traces value to utility. Now since the utility theory has 
only recently received scientific exposition (to have contributed to 
which is one of Wieser's great merits), and since it undoubtedly 
may nowadays be regarded as the prevailing doctrine (pace Wieser 
himself, who calls metallism the prevailing doctrine), it may well be 
admissible to call that monetary theory which is based upon it the 
modern theory K ~ T '  E[ox.rjv. But in so doing we must not forget 
that, just as the subjective theory of value can look back over a long 
history, so also the theory of money corresponding to it is already 
more than two hundred years old. For example, as early as the year 
1705 John Law had expressed it in classical form in his Money and 
Trade. A comparison of Law's arguments with those of Wieser will 
demonstrate the fundamental agreement between their views.23 

But this theory, which Wieser calls the modern, is certainly not 
the doctrine of Knapp; in Knapp, not the slightest suggestion of it 

22 Wieser, "Theorie der gesellschaftlichen Wirtschaft," Grundriss der Sozialokonornik 
(Tiibingen, 194, p. 316. 
23 See the passages quoted on pp. 125 f. above. 
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can be discovered. All that it has in common with his nominalism, 
which ignores the problem of the value of money is the fact that 
neither is "metallistic." 

Wieser himself sees quite clearly that his theory has nothing to 
do with that of Knapp. Unfortunately however, he takes over from 
Knapp the opinion that according to the "prevailing metallistic 
opinion," the "metal value of the money means the same as the use 
value of the metal." Several serious mistakes in the history of theory 
are here all mixed up together. 

The first thing to observe is that by metallism Wieser means some- 
thing different from Knapp. Wieser contrasts the "modern" theory 
of the value of money with the "metallistic," and describes exactly 
what he understands by the terms. According to this, the two views 
are opposed to each other; the one excludes the other. But, for 
Knapp, the theory that Wieser calls the modern theory is just as 
metallistic as the others. The truth of this can easily be demon- 
strated. 

In his principal book, Knapp never mentions the names of any 
writers who themselves have dealt with the problem of money; 
neither does he quote any work on the subject. He nowhere argues 
against any of the trains of thought that are usually met with in the 
abundant literature of money. His quarrel is always only with the 
metallism that he sets up as the general opinion on money. In his 
preface, it is true, he refers expressly to two writers as metallists: 
Hermann and K n i e ~ . ~ ~  But both Hermann and Knies expounded 
theories very similar to the "modern" theory expounded by Wieser. 
This should not appear strange, for both of these writers take their 
stand on the subjective theory of value,25 from which the "modern" 
doctrine of the value of money logically follows, so that both regard 
the foundation of the use-value of the precious metals as lying both 
in their monetary uses and their "other" uses.26 Between Wieser 
and Knies there is a difference, it is true, concerning the effect on 
the monetary function of the possibility of cessation of the "other" 
functions. Yet Knapp could not have regarded this as the decisive 

24 See Knapp, Staatliche Theorie, 1st ed., pp. 5, 7. 
25 See Zuckerkandl, Zur Theorie des Preises mit besonderer Beriicksichtigung der ge- 
schichtlichen Entwicklung der Lehre (Leipzig, 1899), pp. $3, 115 f. 
26 See Hermann, Staatswirtschaftliche Untersuchungen, 2d ed. (Munich, 1870)~ p. 444; 
Knies, Das Geld, 2d ed. (Berlin, 1885), p. 324. 
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characteristic, or he would have been sure to mention it somewhere, 
and in fact he has nothing more to say about it than about any other 
problem of the value of money. 

It is, indeed, not among the economists that we must seek the 
metallists, as they are portrayed by Knapp and his school. Knapp 
knows very well why he always argues only against this arbitrary 
caricature of a metallist, and prudently refrains from quoting chap- 
ter and verse for the opinions that he puts in the mouth of this 
metallist. In fact the metallist that Knapp has in mind is none other 
than Knapp himself; not the Knapp that wrote the State Theory of 
Money, but the Knapp that, "disregarding all theory," as he himself 
testifies, used to lecture on the "pragmatic" of the monetary sys- 

the Knapp that, as one of the standard-bearers of historicism 
in political economy, had thought that a substitute for thinking 
about economic problems could be found in the publication of old 
documents. If Knapp had not looked down so arrogantly on the 
work of the much abused "theorists," if he had not disdained to 
have anything to do with it, he would have discovered that he had 
been entertaining an entirely false opinion of its content. The same 
is true of Knapp's disciples. Indeed, their leader Bendixen openly 
admits that he was once a "metalli~t."~~ 

It is by no means desirable to follow Wieser's example in giving 
the title of prevailing doctrine to the view that the value of the 
monetary material arises solely from its industrial employment. 
Surely a view concerning money that has been rejected by Knies 
cannot be regarded as the prevailing doctrine.29 There can be no 
question that the whole literature of money, so far as it is based on 
the conclusions of modern theory, is not metallistic in Wieser's 
sense; but neither, for that matter, is any other catallactic theory of 
money. 

In fact Wieser's opinion of the monetary theories of his precursors 
has been distorted by his acceptance of the expression metallism. He 
himself did not fail to notice this; for he supplements the remarks 
quoted above with the following words: "The dominant doctrine 
does not remain true to itself, for it . . . develops a special theory to 
explain the exchange value of money. If the value of money was 

27 Knapp, Staatlicke Theorie, p. 5. 
28 Bendixen, op. n't., p. 134. 
29 See Wieser, "Theorie der gesellschaftlichen Wirtschaft," p. 317. 

George Reisman
havemore



522 Appendices 

always limited by the use value of the metal, what influence would 
remain to be exerted by the demand for money, the velocity of cir- 
culation, or the amount of credit substitutes?" The solution of this 
apparent contradiction must be sought in the fact that what Wieser 
calls the prevailing metallistic doctrine is in the very sharpest con- 
trast to those catallactic theories which "develop a special theory to 
explain the exchange value of money." 

Like Wieser, Philippovich also draws a contrast between two the- 
ories of the value of money; the nominalistic (represented by Adam 
Miiller, Knapp, and others; Philippovich also includes Adolf Wagner 
in this group); and those which reject the nominalistic attitude. As 
representing this second group, he names only my Theorie des Geldes 
und der Umla~fsmittel.3~ He adds the remark that, in discussing the 
value of money, I had been forced to admit that the value of com- 
modity money only bears upon the theory of the value of money 
insofar as it depends upon its function as a common medium of 
exchange.31 In this, through following the historical views of 
Knapp, Philippovich falls into the same errors as Wieser. 

While Wieser rejects the chartal and nominal theory of money, 
Philippovich confesses his allegiance to it, but at the same time 
interprets it in a way that entirely effaces the difference between the 
catallactic and the nominalistic conception. On the one hand, he 
declares that "the essential thing about the monetary unit is its 
nominal Geltung or validity as a unit of value." And on the other 
hand, he says that "the monetary unit is not really this technically 
defined quantity of precious metal, but its power of purchase or 
payment."32 These are two theses that cannot be reconciled. We 
have already met the former, as Knapp's definition; the latter is the 
starting point of all catallactic theories of money. A sharper contrast 
could hardly be imagined. 

That the identification of the monetary unit with purchasing 
power, so far from expressing Knapp's views, completely contradicts 
them, may be clearly deduced from several passages in his writ- 
ings.33 The very thing that characterizes nominalism-like all aca- 

30 [Of which the present work is a translation. H.E.B.] 
" Philippovich, Grundriss (Tiibingen, 1916), p. 275. 
32 Ibid. 
33 See esp. Knapp, Schriften des Vereins fiir Sozialpolitik, vol. 132, pp. 560 ff. 
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tallactic theory in general-is the fact that it does not speak of the 
value, the purchasing power, of money. It is easy to show how ir- 
reconcilable are the two theses that Philippovich propounds. Within 
the limits of his own theory, Knapp is formally correct when he de- 
fines the mark as "the third part of the preceding unit of value, the 
thaler. "34 However uninformative this definition may be, it contains 
nothing contradictory in itself. It is otherwise when Philippovich 
declares that "the silver mark, as the third part of the thaler, was 
previously the unit of money for reckoning purposes, which, in the 
experience of economic agents, represented a certain purchasing 
power. This purchasing power had to be retained in the unit of coin- 
age of the new metal; that is, the mark as a gold coin had to represent 
the same quantity of value as had previously been represented by 
the silver mark. The technical determination of the unit of coinage 
therefore has the aim of maintaining the value of the monetary unit. "35 

These sentences, in connection with those previously quoted, can 
apparently only mean that the reform of the German monetary sys- 
tem had aimed to establish the purchasing power of the thaler at its 
transmitted level. But this can hardly be Philippovich's real opinion. 

There is yet another historical error that has been taken over by 
Philippovich from Knapp, namely, the belief that the catallactic doc- 
trine of money disregards actual experience, "which provides ex- 
amples enough of the forced circulation of state paper money."36 
Any catallactic writing, including the first edition of the present 
book, which is the only work referred to by Philippovich in this 
connection, would prove the contrary. It is possible to assert that 
the catallactists have not solved the problem of such paper money 
in a satisfactory manner-that is still an open question; but it will 
not do to assert that they have disregarded its existence. This is a 
particularly important point, because many of Knapp's disciples 
think that catallactic theories of money have been confuted by the 
paper-money economics of the war period; as if this was not a prob- 
lem that has been dealt with by all monetary theories since Ricardo. 

When Knappfs mistakes about the views on monetary theory of 
earlier and contemporary economists have been accepted by two 

34 Knapp, Geldtheorie, staatliche in H. d . S . ,  3d ed. 
35  Philippovich, op. cit. 
36 Ibid., pp. 272 ff. 
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such eminent experts in the history and literature of political econ- 
omy as Wieser and Philippovich, it should not surprise us if the 
majority of those now at work in Germany on monetary problems 
base their history of theory entirely on Knapp. 

Note: The Relation of the Controversy About Nominalism to the 
Problems of the Two English Schools of Banking Theory 

A writer identifies the metallistic theory with the currency prin- 
ciple and calls the chartal theory "a variety of the old banking prin- 
~ i p l e . " ~ ~  Again, another writer is of the opinion that there is "a 
certain justification for giving the name of economic nominalism to 
the doctrine of the Currency School, so far as it is based upon a like 
treatment of both metallic and paper money."38 Both would appear 
to be mistaken. The opposition between the two famous schools of 
the theory of credit lies in quite another sphere.39 Knapp and his 
disciples have never so much as perceived the problems with which 
they were concerned, much less attempted to solve them. 

Bendixen's doctrine of the creation of money, which is connected 
only accidentally and loosely with Knapp's nominalism, is admit- 
tedly nothing but an exaggerated and extremely naive version of 
the Banking principle. It is a particularly characteristic sign of the 
low state of German economic theory that for many years Ben- 
dixen's doctrine could have been regarded as something new with- 
out it being remarked that it was at most only in the way in which 
it was expounded that it differed from the doctrine that had been 
predominant in Germany for decades. 

37 Lansburgh, Kriegskostendeckung (Berlin, 1915)~ pp. 52 ff. 
38 Bortkiewicz, Frage der Reform, A. s. I! G., vol. 6, p. 98. 
39 See pp. 379 ff. above. 
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APPENDIX B 

Translator's Note on the Translation of Certain Technical 
Terms 

I t is never possible to be certain that the full significance of a tech- 
nical term has been brought out in a translation. A short list of the 

original German terms for the 'kinds of money and money substi- 
tutes mentioned in the present work, and of the English expressions 
which have been used to translate them, is therefore appended. 

The word Umlaufsmittel presented a peculiarly difficult problem. 
There is no established English equivalent for the sense in which 
Professor Mises uses the term. "Circulating medium," the literal 
translation, is clearly inappropriate, for it suggests associations with 
currency which are quite foreign to Professor Mises' meaning. "Bank 
money" is inadequate, for Umlaufsmittel includes, not merely bank 
deposits, but also money substitutes issued by the state (such as 
token money). "Credit instrument," which at first sight might ap- 
pear satisfactory, is inconsistent with Professor Mises' insistence on 
the difference between Umlaufsmitteln and bills of exchange; and, 
furthermore, Professor Mises explicitly argues that the issue of Um- 
laufsmitteln is not a credit transaction in the more fundamental sense. 
For want of a better equivalent, therefore, the expression "fiduciary 
medium" has been adopted. It accords with Professor Mises' defi- 
nition of Umlaufsmitteln as money substitutes not covered by money, 

See p. 155 above. 
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and it evokes associations with the controversies about the Peel Act 
of 1844 that are in harmony with Professor Mises' attitude. It also 
draws attention to Professor Mises' emphasis upon the similarity 
between uncovered bank deposits and uncovered notes. 

The following equivalents for other technical terms have also been 
a d ~ p t e d : ~  

Money in the broader sense (Geld irn weiteren Sinne) 
Money in the narrower sense (Geld irn engeren Sinne) 
Money substitute (Geldsurrogat) 
Commodity money (Sachgeld) 
Credit money (Kreditgeld) 
Fiat money (Zeichengeld) 
Token money (Scheiderniinzen) 
Money certificate (Geldzertifikat) 
Commodity credit (Sachkredit) 
~irculation credit (Zirkulationskredit) 

The following diagram shows the relationships between some of 
these terms in Professor Mises' system: 

Monev 
J 

in the broader sense 

/ \ 
Money Money 

in the narrower substitutes 

' \  Fiduciary 
media \ 

Commodity Credit Fiat Token Uncovered Money 
money money money money, bank certifi- 

etc. deposits cates 
and notes 

See also pp. 146 n and 247 n above. 

George Reisman
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SILVER DEMERETEIA OF SYRACUSE 
(480-479 B-CJ 

T he silver Demereteia, which is used in the jacket design, was 
struck by Gelon, Lord of Syracuse, celebrating his victory over 

the Carthaginians in the decisive battle of Himera in Sicily. On one 
side of the coin is a charioteer, symbolizing Gelon's forces, with the 
winged goddess of Victory, Nike, crowning the chariot with laurel. 
The lion in flight below represents the defeated Carthaginians. On 
the other side is a head, possibly that of the goddess Arethusa, since 
the dolphins surrounding her stand for the sea around the island 
of Ortygia on which the goddess was worshipped. Or, the head 
could be that of Gelon's queen, Demerete, whose name was given 
to the coin (Demereteia) and all others of the same issue (Demere- 
teion) in honor of her gift of personal jewelry to the treasury of 
Syracuse in the war with Carthage. Another legend has it that De- 
merete gained favorable terms for the vanquished Carthaginians 
and received from them a hundred talents of gold which she con- 
tributed to financing the striking of the Demereteia. 

The Greeks had learned the art of coinage from the Lydians who 
had invented it around 700 B.C. The Lydian Empire comprised most 
of what is now Turkey. The first Lydian coinage was developed by 
private individuals-goldsmiths, bankers, merchants-not by au- 
thority of the Emperor. The need for coinage as a reliable medium 
of exchange derived from Lydia's position as the industrial power 
of the ancient world. Prior to the development of coinage, media 
of exchange were clumsy bars or pieces of metal. 

The Greek city states adopted coinage but habitually and shame- 
lessly debased their coins. Said Demosthenes: "the majority of 
states are quite open in using silver coins diluted with copper and 
lead." Only Athens, excepting its one major devaluation by Solon, 
maintained throughout its history the purity of its coinage, a fact 
which does much to explain the extension of Athenian commercial 
and political power over all of Greece. 
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preface

This essay is not a contribution to philosophy. It is merely the exposi-
tion of certain ideas that attempts to deal with the theory of knowledge
ought to take into full account.

Traditional logic and epistemology have produced, by and large,
merely disquisitions on mathematics and the methods of the natural
sciences. The philosophers considered physics as the paragon of sci-
ence and blithely assumed that all knowledge is to be fashioned on its
model. They dispensed with biology, satisfying themselves that one day
later generations would succeed in reducing the phenomena of life to
the operation of elements that can be fully described by physics. They
slighted history as “mere literature” and ignored the existence of eco-
nomics. Positivism, as foreshadowed by Laplace, baptized by Auguste
Comte, and resuscitated and systematized by contemporary logical or
empirical positivism, is essentially pan-physicalism, a scheme to deny
that there is any other method of scientific thinking than that starting
from the physicist’s recording of “protocol sentences.” Its materialism
encountered opposition only on the part of metaphysicians who freely
indulged in the invention of fictitious entities and of arbitrary systems
of what they called “philosophy of history.”

This essay proposes to stress the fact that there is in the universe
something for the description and analysis of which the natural sci-
ences cannot contribute anything. There are events beyond the range
of those events that the procedures of the natural sciences are fit to ob-
serve and to describe. There is human action.

It is a fact that up to now nothing has been done to bridge over the
gulf that yawns between the natural events in the consummation of
which science is unable to find any finality and the conscious acts of
men that invariably aim at definite ends. To neglect, in the treatment
of human action, reference to the ends aimed at by the actors is no less



absurd than were the endeavors to resort to finality in the interpretation
of natural phenomena.

It would be a mistake to insinuate that all the errors concerning the
epistemological interpretation of the sciences of human action are to
be ascribed to the unwarranted adoption of the epistemology of posi-
tivism. There were other schools of thought that confused the philo-
sophical treatment of praxeology and history even more seriously than
positivism, e.g., historicism. Yet, the following analysis deals first of all
with the impact of positivism.1

In order to avoid misinterpretation of the point of view of this essay,
it is advisable, even necessary, to stress the fact that it deals with knowl-
edge, science, and reasonable belief and that it refers to metaphysical
doctrines only as far as it is necessary to demonstrate in what respects
they differ from scientific knowledge. It unreservedly endorses Locke’s
principle of “not entertaining any proposition with greater assurance
than the proofs it is built upon will warrant.” The viciousness of posi-
tivism is not to be seen in the adoption of this principle, but in the fact
that it does not acknowledge any other ways of proving a proposition
than those practiced by the experimental natural sciences and qualifies
as metaphysical—which, in the positivist jargon, is synonymous with
nonsensical— all other methods of rational discourse. To expose the
fallaciousness of this fundamental thesis of positivism and to depict its
disastrous consequences is the only theme of this essay.

Although full of contempt for all it considers as metaphysics, the
epistemology of positivism is itself based upon a definite brand of meta-
physics. It is beyond the pale of a rational inquiry to enter into an
analysis of any variety of metaphysics, to try to appraise its value or its
tenability and to affirm or to reject it. What discursive reasoning can
achieve is merely to show whether or not the metaphysical doctrine in
question contradicts what has been established as scientifically proved
truth. If this can be demonstrated with regard to positivism’s assertions
concerning the sciences of human action, its claims are to be rejected
as unwarranted fables. The positivists themselves, from the point of view
of their own philosophy, could not help but approve of such a verdict.

General epistemology can be studied only by those who are per-
fectly familiar with all branches of human knowledge. The special

1. About historicism, see Mises, Theory and History (New Haven: Yale University Press, 1957
[Auburn, Ala.: Ludwig von Mises Institute, 1985]), pp. 198 ff.
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epistemological problems of the different fields of knowledge are 
accessible only to those who have a perfect acquaintance with the 
respective field. There would not be any need to mention this point if
it were not for the shocking ignorance of everything concerning the sci-
ences of human action that characterizes the writings of almost all con-
temporary philosophers.2

It may even be doubted whether it is possible to separate the analysis
of epistemological problems from the treatment of the substantive
issues of the science concerned. The basic contributions to the mod-
ern epistemology of the natural sciences were an accomplishment of
Galilei, not of Bacon, of Newton and Lavoisier, not of Kant and Comte.
What is tenable in the doctrines of logical positivism is to be found in
the works of the great physicists of the last hundred years, not in the
“Encyclopedia of Unified Science.” My own contributions to the the-
ory of knowledge, however modest they may be, are in my economic
and historical writings, especially in my books Human Action and The-

ory and History. The present essay is merely a supplement to and a com-
mentary on what economics itself says about its own epistemology.

He who seriously wants to grasp the purport of economic theory
ought to familiarize himself first with what economics teaches and only
then, having again and again reflected upon these theorems, turn to the
study of the epistemological aspects concerned. Without a most care-
ful examination of at least some of the great issues of praxeological
thinking — as, e.g., the law of returns (mostly called the law of dimin-
ishing returns), the Ricardian law of association (better known as the
law of comparative cost), the problem of economic calculation, and so
on — nobody can expect to comprehend what praxeology means and
what its specific epistemological problems involve.

preface � xiii

2. A striking example of this ignorance displayed by an eminent philosopher, Henri Bergson, is
quoted in Mises, Human Action (New Haven: Yale University Press, 1949 [4th ed., Irvington, N.Y.:
Foundation for Economic Education, 1996]), p. 33 note.
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Some Preliminary Observations
Concerning Praxeology Instead of
an Introduction

1 The Permanent Substratum of Epistemology

Pavnta rJ�ì, everything is in a ceaseless flux, says Heraclitus; there is no
permanent being; all is change and becoming. It must be left to meta-
physical speculation to deal with the problems whether this proposi-
tion can be borne out from the point of view of a superhuman intelli-
gence and furthermore whether it is possible for a human mind to think
of change without implying the concept of a substratum that, while it
changes, remains in some regard and sense constant in the succession
of its various states. For epistemology, the theory of human knowledge,
there is certainly something that it cannot help considering as perma-
nent, viz., the logical and praxeological structure of the human mind, on
the one hand, and the power of the human senses, on the other hand.
Fully aware of the fact that human nature as it is in this epoch of cosmic
changes in which we are living is neither something that existed from the
very beginning of all things nor something that will remain forever, epis-
temology must look upon it as if it were unchanging. The natural sci-
ences may try to go further and to study the problems of evolution. But
epistemology is a branch—or rather, the basis—of the sciences of man.
It deals with one aspect of the nature of man as he emerged from the eons
of cosmic becoming and as he is in this period of the history of the uni-
verse. It does not deal with thinking, perceiving and knowing in general,
but with human thinking, perceiving and knowing. For epistemology
there is something that it must take as unchanging, viz., the logical and
praxeological structure of the human mind.

One must not confuse knowledge with mysticism. The mystic may
say that “shadow and sunlight are the same.” 1 Knowledge starts from
the clear distinction between A and non-A.

1. R. W. Emerson, Brahma.



We know that there were ages of cosmic history in which there did
not exist beings of the kind we call Homo sapiens, and we are free to as-
sume that there will be again ages in which this species will not exist.
But it is vain for us to speculate about the conditions of beings that are,
in the logical and praxeological structure of their minds and in the
power of their senses, essentially different from man as we know him
and as we are ourselves. Nietzsche’s concept of a superman is devoid of
any epistemological meaning.

2 On Action

Epistemology deals with the mental phenomena of human life, with
man as he thinks and acts. The main deficiency of traditional episte-
mological attempts is to be seen in their neglect of the praxeological as-
pects. The epistemologists dealt with thinking as if it were a separate
field cut off from other manifestations of human endeavor. They dealt
with the problems of logic and mathematics, but they failed to see the
practical aspects of thinking. They ignored the praxeological a priori.

The shortcomings of this approach became manifest in the teachings
of natural theology as distinguished from revealed theology. Natural
theology saw the characteristic mark of deity in freedom from the limi-
tations of the human mind and the human will. Deity is omniscient and
almighty. But in elaborating these ideas the philosophers failed to see
that a concept of deity that implies an acting God, that is, a God behav-
ing in the way man behaves in acting, is self-contradictory. Man acts be-
cause he is dissatisfied with the state of affairs as it prevails in the absence
of his intervention. Man acts because he lacks the power to render con-
ditions fully satisfactory and must resort to appropriate means in order
to render them less unsatisfactory. But for an almighty supreme being
there cannot be any dissatisfaction with the prevailing state of affairs.
The Almighty does not act, because there is no state of affairs that he can-
not render fully satisfactory without any action, i.e., without resorting to
any means. For Him there is no such thing as a distinction between ends
and means. It is anthropomorphism to ascribe action to God. Starting
from the limitations of his human nature, man’s discursive reasoning
can never circumscribe and define the essence of omnipotence.

However, it must be emphasized that what prevented people
from paying attention to the praxeological issues was not theological

2 � preliminary observations concerning praxeology



considerations. It was the passionate longing for the realization of the
utopian chimera of the land of Cockaigne. As the science of economics,
the up-to-now best elaborated part of praxeology, exploded the falla-
cies of every brand of utopianism, it was outlawed and stigmatized as
unscientific.

The most characteristic trait of modern epistemology is its entire 
neglect of economics, that branch of knowledge whose development
and practical application was the most spectacular event of modern
history.

3 On Economics

The study of economics has been again and again led astray by the vain
idea that economics must proceed according to the pattern of other sci-
ences. The mischief done by such misconstructions cannot be avoided
by admonishing the economist to stop casting longing glances upon
other fields of knowledge or even to ignore them entirely. Ignorance,
whatever subject it may concern, is in no case a quality that could be
useful in the search for truth. What is needed to prevent a scholar from
garbling economic studies by resorting to the methods of mathematics,
physics, biology, history or jurisprudence is not slighting and neglecting
these sciences, but, on the contrary, trying to comprehend and to mas-
ter them. He who wants to achieve anything in praxeology must
be conversant with mathematics, physics, biology, history, and juris-
prudence, lest he confuse the tasks and the methods of the theory of
human action with the tasks and the methods of any of these other
branches of knowledge. What was wrong with the various Historical
Schools of economics was first of all that their adepts were merely dilet-
tantes in the field of history. No competent mathematician can fail to
see through the fundamental fallacies of all varieties of what is called
mathematical economics and especially of econometrics. No biologist
was ever fooled by the rather amateurish organicism of such authors as
Paul de Lilienfeld.

When I once expressed this opinion in a lecture, a young man in the
audience objected. “You are asking too much of an economist,” he ob-
served; “nobody can force me to employ my time in studying all these
sciences.” My answer was: “Nobody asks or forces you to become an
economist.”
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4 The Starting Point of Praxeological Thinking

The a priori knowledge of praxeology is entirely different—categorially
different—from the a priori knowledge of mathematics or, more pre-
cisely, from mathematical a priori knowledge as interpreted by logical
positivism. The starting point of all praxeological thinking is not arbi-
trarily chosen axioms, but a self-evident proposition, fully, clearly and
necessarily present in every human mind. An unbridgeable gulf sepa-
rates those animals in whose minds this cognition is present from those
in whose minds it is not fully and clearly present. Only to the former is
the appellation man accorded. The characteristic feature of man is pre-
cisely that he consciously acts. Man is Homo agens, the acting animal.

All—apart from zoology—that has ever been scientifically stated to
distinguish man from nonhuman mammals is implied in the proposi-
tion: man acts. To act means: to strive after ends, that is, to choose a
goal and to resort to means in order to attain the goal sought.

The essence of logical positivism is to deny the cognitive value of a
priori knowledge by pointing out that all a priori propositions are
merely analytic. They do not provide new information, but are merely
verbal or tautological, asserting what has already been implied in the
definitions and premises. Only experience can lead to synthetic propo-
sitions. There is an obvious objection against this doctrine, viz., that
this proposition that there are no synthetic a priori propositions is in it-
self a—as the present writer thinks, false—synthetic a priori proposi-
tion, for it can manifestly not be established by experience.

The whole controversy is, however, meaningless when applied to
praxeology. It refers essentially to geometry. Its present state, especially
its treatment by logical positivism, has been deeply influenced by the
shock that Western philosophy received from the discovery of non-
Euclidian geometries. Before Bolyai and Lobachevsky, geometry was,
in the eyes of the philosophers, the paragon of perfect science; it was as-
sumed that it provided unshakable certainty forever and for everybody.
To proceed also in other branches of knowledge more geometrico was
the great ideal of truth-seekers. All traditional epistemological concepts
began to totter when the attempts to construct non-Euclidian geome-
tries succeeded.

Yet praxeology is not geometry. It is the worst of all superstitions 
to assume that the epistemological characteristics of one branch of
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knowledge must necessarily be applicable to any other branch. In deal-
ing with the epistemology of the sciences of human action, one must
not take one’s cue from geometry, mechanics, or any other science.

The assumptions of Euclid were once considered as self-evidently
true. Present-day epistemology looks upon them as freely chosen
postulates, the starting point of a hypothetical chain of reasoning.
Whatever this may mean, it has no reference at all to the problems of
praxeology.

The starting point of praxeology is a self-evident truth, the cognition
of action, that is, the cognition of the fact that there is such a thing as
consciously aiming at ends. There is no use cavilling about these words
by referring to philosophical problems that have no bearing upon our
problem. The truth of this cognition is as self-evident and as indispens-
able for the human mind as is the distinction between A and non-A.

5 The Reality of the External World

From the praxeological point of view it is not possible to question the
real existence of matter, of physical objects and of the external world.
Their reality is revealed by the fact that man is not omnipotent. There
is in the world something that offers resistance to the realization of his
wishes and desires. Any attempt to remove by a mere fiat what annoys
him and to substitute a state of affairs that suits him better for a state of
affairs that suits him less is vain. If he wants to succeed, he must pro-
ceed according to methods that are adjusted to the structure of some-
thing about which perception provides him with some information.
We may define the external world as the totality of all those things and
events that determine the feasibility or unfeasibility, the success or fail-
ure, of human action.

The much discussed question whether physical objects can or can-
not be conceived as existing independently of the mind is vain. For
thousands of years the minds of physicians did not perceive germs and
did not divine their existence. But the success or failure of their en-
deavors to preserve their patients’ health and lives depended on the way
germs influenced or did not influence the functioning of the patients’
bodily organs. The germs were real because they conditioned the out-
come of events either by interfering or by not interfering, either by be-
ing present in or by being absent from the field.
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6 Causality and Teleology

Action is a category that the natural sciences do not take into account.
The scientist acts in embarking upon his research work, but in the orbit
of natural events of the external world which he explores there is no such
thing as action. There is agitation, there is stimulus and response, and,
whatever some philosophers may object, there is cause and effect. There
is what appears to be an inexorable regularity in the concatenation and
sequence of phenomena. There are constant relations between entities
that enable the scientist to establish the process called measurement.
But there is nothing that would suggest aiming at ends sought; there is
no ascertainable purpose.

The natural sciences are causality research; the sciences of human
action are teleological. In establishing this distinction between the two
fields of human knowledge, we do not express any opinion concerning
the question whether the course of all cosmic events is or is not ulti-
mately determined by a superhuman being’s design. The treatment of
this great problem transcends the range of man’s reason and is outside
the domain of any human science. It is in the realm that metaphysics
and theology claim for themselves.

The purpose to which the sciences of human action refer is not the
plans and ways of God, but the ends sought by acting men in the pur-
suit of their own designs. The endeavors of the metaphysical discipline
commonly called philosophy of history to reveal in the flux of histori-
cal events the hidden plans of God or of some mythical agency (as, for
instance, in the scheme of Marx, the material productive forces) are
not science.

In dealing with a definite historical fact, for instance with the first
World War, the historian has to find out the ends sought by the various
individuals and groups of individuals who were instrumental in organ-
izing these campaigns or in fighting the aggressors. He has to examine
the outcome resulting from the actions of all people involved and com-
pare it with the preceding state of affairs as well as with the intentions of
the actors. But it is not the historian’s business to search after a “higher”
or “deeper” sense that manifested itself in the events or was realized by
them. Perhaps there is such a hidden “higher” or “deeper” purpose or
significance in the succession of historical events. But for mortal man
there is no way open to learn something about such “higher” or “deeper”
meanings.
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7 The Category of Action

All the elements of the theoretical sciences of human action are already
implied in the category of action and have to be made explicit by ex-
pounding its contents. As among these elements of teleology is also the
category of causality, the category of action is the fundamental category
of epistemology, the starting point of any epistemological analysis.

The very category or concept of action comprehends the concepts of
means and ends, of preferring and putting aside, viz., of valuing, of suc-
cess and failure, of profit and loss, of costs. As no action could be de-
vised and ventured upon without definite ideas about the relation of
cause and effect, teleology presupposes causality.

Animals are forced to adjust themselves to the natural conditions of
their environment; if they do not succeed in this process of adjustment,
they are wiped out. Man is the only animal that is able—within definite
limits—to adjust his environment purposively to suit him better.

We can think of the evolutionary process that transformed the non-
human ancestors of mankind into human beings as a succession of
small, gradual changes spread over millions of years. But we cannot
think of a mind in which the category of action would have been present
only in an incomplete form. There is nothing in between a being driven
exclusively by instincts and physiological impulses and a being that
chooses ends and the means for the attainment of these ends. We cannot
think of an acting being that would not in concreto distinguish what is
end and what is means, what is success and what is failure, what he likes
more and what he likes less, what is his profit or his loss derived from the
action and what his costs are. In grasping all these things, he may, of
course, err in his judgments concerning the role various external events
and materials play in the structure of his action.

A definite mode of behavior is an action only if these distinctions are
present in the mind of the man concerned.

8 The Sciences of Human Action

The German language has developed a term that would have been ex-
pedient to denote the totality of the sciences dealing with human action
as distinguished from the natural sciences, viz., the term Geisteswis-

senschaften. Unfortunately some authors have heavily loaded this term
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with metaphysical and mystical implications that detract from its
usefulness. In English the term pneumatology (suggested by Bentham 2

as the opposite of somatology) would have served the purpose, but it was
never accepted. The term moral sciences as employed by John Stuart
Mill is unsatisfactory on account of its etymological affinity with the
normative discipline of ethics. The term humanities is traditionally em-
ployed exclusively for the historical branches of the sciences of human
action. Thus we are forced to employ the rather heavy term “sciences of
human action.”
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chapter 1

The Human Mind

1 The Logical Structure of the Human Mind

On the earth man occupies a peculiar position that distinguishes him
from and elevates him above all other entities constituting our planet.
While all the other things, animate or inanimate, behave according to
regular patterns, man alone seems to enjoy—within definite limits—a
modicum of freedom. Man meditates about the conditions of his own
self and of his environment, devises states of affairs that, as he believes,
would suit him better than the existing states, and aims by purposive
conduct at the substitution of a more desired state for a less desired that
would prevail if he were not to interfere.

There is within the infinite expanse of what is called the universe or
nature a small field in which man’s conscious conduct can influence
the course of events.

It is this fact that induces man to distinguish between an external
world subject to inexorable and inextricable necessity and his human
faculty of thinking, cognizing, and acting. Mind or reason is contrasted
with matter, the will with self-acting impulses, instincts, and physio-
logical processes. Fully aware of the fact that his own body is subject to
the same forces that determine all other things and beings, man im-
putes his ability to think, to will and to act to an invisible and intangi-
ble factor he calls his mind.

There were in the early history of mankind attempts to ascribe such
a faculty of thinking and purposively aiming at ends chosen to many or
even to all nonhuman things. Later people discovered that it was vain
to deal with nonhuman things as if they were endowed with something
analogous to the human mind. Then the opposite tendency developed.
People tried to reduce mental phenomena to the operation of factors
that were not specifically human. The most radical expression of this
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doctrine was already implied in the famous dictum of John Locke 
according to which the mind is a sheet of white paper upon which the
external world writes its own story.

A new epistemology of rationalism aimed at the refutation of this in-
tegral empiricism. Leibniz added to the doctrine that nothing is in the
intellect that has not previously been in the senses the proviso: except
the intellect itself. Kant, awakened by Hume from his “dogmatic slum-
bers,” put the rationalistic doctrine upon a new basis. Experience, he
taught, provides only the raw material out of which the mind forms what
is called knowledge. All knowledge is conditioned by the categories that
precede any data of experience both in time and in logic. The categories
are a priori; they are the mental equipment of the individual that en-
ables him to think and—we may add—to act. As all reasoning presup-
poses the a priori categories, it is vain to embark upon attempts to prove
or to disprove them.

The empiricist reaction against apriorism centers around a mislead-
ing interpretation of the non-Euclidean geometries, the nineteenth
century’s most important contribution to mathematics. It stresses the
arbitrary character of axioms and premises and the tautological char-
acter of deductive reasoning. Deduction, it teaches, cannot add any-
thing to our knowledge of reality. It merely makes explicit what was al-
ready implicit in the premises. As these premises are merely products
of the mind and not derived from experience, what is deduced from
them cannot assert anything about the state of the universe. What
logic, mathematics, and other aprioristic deductive theories bring for-
ward are at best convenient or handy tools for scientific operations. It is
one of the tasks incumbent upon the scientist to choose for his work out
of the multiplicity of the various existing systems of logic, geometry,
and algebra the system that is most convenient for his specific purpose.1
The axioms from which a deductive system departs are arbitrarily se-
lected. They do not tell us anything about reality. There is no such
thing as first principles a priori given to the human mind.2 Such is the
doctrine of the famous “Vienna Circle” and of other contemporary
schools of radical empiricism and logical positivism.

In order to examine this philosophy, let us refer to the conflict be-
tween the Euclidian geometry and the non-Euclidian geometries which

1. Cf. Louis Rougier, Traité de la connaissance (Paris, 1955), pp. 13 ff.
2. Ibid., pp. 47 ff.



gave rise to these controversies. It is an undeniable fact that technologi-
cal planning guided by the Euclidian system resulted in effects that had
to be expected according to the inferences derived from this system. The
buildings do not collapse, and the machines run in the expected way.
The practical engineer cannot deny that this geometry aided him in his
endeavors to divert events of the real external world from the course they
would have taken in the absence of his intervention and to direct them
towards goals that he wanted to attain. He must conclude that this geom-
etry, although based upon definite a priori ideas, affirms something
about reality and nature. The pragmatist cannot help admitting that Eu-
clidian geometry works in the same way in which all a posteriori knowl-
edge provided by the experimental natural sciences works. Aside from
the fact that the arrangement of laboratory experiments already presup-
poses and implies the validity of the Euclidian scheme, we must not
forget that the fact that the George Washington bridge over the Hudson
River and many thousand other bridges render the services the con-
structors wanted to get confirms the practical truth not only of the ap-
plied teachings of physics, chemistry, and metallurgy, but no less of
those of the geometry of Euclid. This means that the axioms from which
Euclid starts tell us something about the external world that to our
mind must appear no less “true” than the teachings of the experimental
natural sciences.

The critics of apriorism refer to the fact that for the treatment of cer-
tain problems recourse to one of the non-Euclidian geometries appears
more convenient than recourse to the Euclidian system. The solid bod-
ies and light rays of our environment, says Reichenbach, behave accord-
ing to the laws of Euclid. But this, he adds, is merely “a fortunate empir-
ical fact.” Beyond the space of our environment the physical world
behaves according to other geometries.3 There is no need to argue this
point. For these other geometries also start from a priori axioms, not from
experimental facts. What the panempiricists fail to explain is how a de-
ductive theory, starting from allegedly arbitrary postulates, renders valu-
able, even indispensable, services in the endeavors to describe correctly
the conditions of the external world and to deal with them successfully.

The fortunate empirical fact to which Reichenbach refers is the
fact that the human mind has the ability to develop theories which,
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although a priori, are instrumental in the endeavors to construct any a
posteriori system of knowledge. Although logic, mathematics, and prax-
eology are not derived from experience, they are not arbitrarily made,
but imposed upon us by the world in which we live and act and which
we want to study.4 They are not empty, not meaningless, and not merely
verbal. They are—for man—the most general laws of the universe, and
without them no knowledge would be accessible to man.

The a priori categories are the endowment that enables man to at-
tain all that is specifically human and distinguishes him from all other
beings. Their analysis is analysis of the human condition, the role man
plays in the universe. They are the force that enables man to create and
to produce all that is called human civilization.

2 A Hypothesis about the Origin of 
the A Priori Categories

The concepts of natural selection and evolution make it possible to de-
velop a hypothesis about the emergence of the logical structure of the
human mind and the a priori.

Animals are driven by impulses and instincts. Natural selection elim-
inated those specimens and species which developed instincts that
were a liability in the struggle for survival. Only those endowed with
impulses serviceable to their preservation survived and could propa-
gate their species.

We are not prevented from assuming that in the long way that led
from the nonhuman ancestors of man to the emergence of the species
Homo sapiens some groups of advanced anthropoids experimented, as
it were, with categorial concepts different from those of Homo sapiens
and tried to use them for the guidance of their conduct. But as such
pseudo categories were not adjusted to the conditions of reality, behav-
ior directed by a quasi reasoning based upon them was bound to fail
and to spell disaster to those committed to it. Only those groups could
survive whose members acted in accordance with the right categories,
i.e., with those that were in conformity with reality and therefore—to
use the concept of pragmatism—worked.5
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However, reference to this interpretation of the origin of the a priori
categories does not entitle us to call them a precipitate of experience,
of a prehuman and prelogical experience as it were.6 We must not blot
out the fundamental difference between finality and the absence of
finality.

The Darwinian concept of natural selection tries to explain phylo-
genetic change without recourse to finality as a natural phenomenon.
Natural selection is operative not only without any purposive interfer-
ence on the part of external elements; it operates also without any in-
tentional behavior on the part of the various specimens concerned.

Experience is a mental act on the part of thinking and acting men. It
is impossible to assign to it any role in a purely natural chain of causation
the characteristic mark of which is the absence of intentional behavior.
It is logically impossible to compromise between design and the absence
of design. Those primates who had the serviceable categories survived,
not because, having had the experience that their categories were serv-
iceable, they decided to cling to them. They survived because they did
not resort to other categories that would have resulted in their own ex-
tirpation. In the same way in which the evolutionary process eliminated
all other groups whose individuals, because of specific properties of their
bodies, were not fit for life under the special conditions of their envi-
ronment, it eliminated also those groups whose minds developed in a
way that made their use for the guidance of conduct pernicious.

The a priori categories are not innate ideas. What the normal—
healthy—child inherits from his parents are not any categories, ideas, or
concepts, but the human mind that has the capacity to learn and to con-
ceive ideas, the capacity to make its bearer behave as a human being,
i.e., to act.

However we may think about this problem, one thing is certain. Since
the a priori categories emanating from the logical structure of the hu-
man mind have enabled man to develop theories the practical applica-
tion of which has aided him in his endeavors to hold his own in the
struggle for survival and to attain various ends that he wanted to attain,
these categories provide some information about the reality of the uni-
verse. They are not merely arbitrary assumptions without any informa-
tive value, not mere conventions that could as well be replaced by some
other conventions. They are the necessary mental tool to arrange sense
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data in a systematic way, to transform them into facts of experience, then
[to transform] these facts into bricks to build theories, and finally [to
transform] the theories into technics to attain ends aimed at.

The animals too are equipped with senses; some of them are even ca-
pable of sensing stimuli that do not affect man’s senses. What prevents
them from taking advantage of what their senses convey to them in the
way man does, is not an inferiority of their sense equipment, but the
fact that they lack what is called the human mind with its logical struc-
ture, its a priori categories.

Theory as distinct from history is the search for constant relations be-
tween entities or, what means the same, for regularity in the succession
of events. In establishing epistemology as a theory of knowledge, the
philosopher implicitly assumes or asserts that there is in the intellectual
effort of man something that remains unchanged, viz., the logical
structure of the human mind.

If there were nothing permanent in the manifestations of the human
mind, there could not be any theory of knowledge, but merely a histor-
ical account of the various attempts made by men to acquire knowl-
edge. The condition of epistemology would resemble that of the various
branches of history, e.g., what is called political science. In the same
way in which political science merely records what has been done or
has been suggested in its field in the past, but is at a loss to tell anything
about invariant relations among the elements with which it deals, epis-
temology would have to restrict its work to the assemblage of historical
data about the mental activities of the past.

In stressing the fact that the logical structure of the human mind is
common to all specimens of the species Homo sapiens, we do not want
to assert that this human mind as we know it is the only or the best pos-
sible mental tool that could be devised or that has ever been and will ever
be called into existence. In epistemology, as well as in all other sciences,
we are dealing neither with eternity nor with conditions in parts of the
universe from which no sign reaches our orbit nor with what may possi-
bly happen in future eons. Perhaps there are somewhere in the infinite
universe beings whose minds outrank our minds to the same extent as
our minds surpass those of the insects. Perhaps there will once some-
where live beings who will look upon us with the same condescension
as we look upon amoebae. But scientific thinking cannot indulge
in such imagery. It is bound to limit itself to what is accessible to the
human mind as it is.
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3 The A Priori

One does not annul the cognitive significance of the a priori by qualify-
ing it as tautological. A tautology must ex definitione be the tautology—
restatement—of something said already previously. If we qualify Eu-
clidian geometry as a hierarchical system of tautologies, we may say:
The theorem of Pythagoras is tautological as it expresses merely some-
thing that is already implied in the definition of a right-angled triangle.

But the question is: How did we get the first—the basic—proposition
of which the second—the derived—proposition is merely a tautology?
In the case of the various geometries the answers given today are either
(a) by an arbitrary choice or (b) on account of its convenience or suit-
ability. Such an answer cannot be given with regard to the category of
action.

Neither can we interpret our concept of action as a precipitate of ex-
perience. It makes sense to speak of experience in cases in which also
something different from what was experienced in concreto could have
possibly been expected before the experience. Experience tells us some-
thing we did not know before and could not learn but for having had the
experience. But the characteristic feature of a priori knowledge is that
we cannot think of the truth of its negation or of something that would
be at variance with it. What the a priori expresses is necessarily implied
in every proposition concerning the issue in question. It is implied in all
our thinking and acting.

If we qualify a concept or a proposition as a priori, we want to say:
first, that the negation of what it asserts is unthinkable for the human
mind and appears to it as nonsense; secondly, that this a priori concept
or proposition is necessarily implied in our mental approach to all the
problems concerned, i.e., in our thinking and acting concerning these
problems.

The a priori categories are the mental equipment by dint of which
man is able to think and to experience and thus to acquire knowledge.
Their truth or validity cannot be proved or refuted as can those of a pos-
teriori propositions, because they are precisely the instrument that en-
ables us to distinguish what is true or valid from what is not.

What we know is what the nature or structure of our senses and of
our mind makes comprehensible to us. We see reality, not as it “is” and
may appear to a perfect being, but only as the quality of our mind and
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of our senses enables us to see it. Radical empiricism and positivism do
not want to admit this. As they describe it, reality writes, as experience,
its own story upon the white sheets of the human mind. They admit
that our senses are imperfect and do not fully and faithfully reflect re-
ality. But they do not examine the power of the mind to produce, out
of the material provided by sensation, an undistorted representation of
reality. In dealing with the a priori we are dealing with the mental tools
that enable us to experience, to learn, to know, and to act. We are deal-
ing with the mind’s power, and this implies that we are dealing with the
limits of its power.

We must never forget that our representation of the reality of the uni-
verse is conditioned by the structure of our mind as well as of our senses.
We cannot preclude the hypothesis that there are features of reality that
are hidden to our mental faculties but could be noticed by beings
equipped with a more efficient mind and certainly by a perfect being.
We must try to become aware of the characteristic features and limita-
tions of our mind in order not to fall prey to the illusion of omniscience.

The positivistic conceit of some of the forerunners of modern posi-
tivism manifested itself most blatantly in the dictum: God is a mathe-
matician. How can mortals, equipped with manifestly imperfect senses,
claim for their mind the faculty of conceiving the universe in the same
way in which the wholly perfect may conceive it? Man cannot analyze
essential features of reality without the help provided by the tools of
mathematics. But the perfect being?

After all, it is quite supererogatory to waste time upon controversies
concerning the a priori. Nobody denies or could deny that no human
reasoning and no human search for knowledge could dispense with what
these a priori concepts, categories, and propositions tell us. No quib-
bling can in the least affect the fundamental role played by the category
of action for all the problems of the science of man, for praxeology, for
economics, and for history.

4 The A Priori Representation of Reality

No thinking and no acting would be possible to man if the universe
were chaotic, i.e., if there were no regularity whatever in the succession
and concatenation of events. In such a world of unlimited contingency
nothing could be perceived but ceaseless kaleidoscopic change. There
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would be no possibility for man to expect anything. All experience
would be merely historical, the record of what has happened in the
past. No inference from past events to what might happen in the future
would be permissible. Therefore man could not act. He could at best
be a passive spectator and would not be able to make any arrangements
for the future, be it only for the future of the impending instant. The
first and basic achievement of thinking is the awareness of constant re-
lations among the external phenomena that affect our senses. A bundle
of events that are regularly related in a definite way to other events is
called a specific thing and as such distinguished from other specific
things. The starting point of experimental knowledge is the cognition
that an A is uniformly followed by a B. The utilization of this knowl-
edge either for the production of B or for the avoidance of the emer-
gence of B is called action. The primary objective of action is either to
bring about B or to prevent its happening.

Whatever philosophers may say about causality, the fact remains that
no action could be performed by men not guided by it. Neither can we
imagine a mind not aware of the nexus of cause and effect. In this sense
we may speak of causality as a category or an a priori of thinking and
acting.

To the man anxious to remove by purposive conduct some uneasi-
ness felt, the question occurs: Where, how, and when would it be nec-
essary to interfere in order to obtain a definite result? Cognizance of
the relation between a cause and its effect is the first step toward man’s
orientation in the world and is the intellectual condition of any suc-
cessful activity. All attempts to find a satisfactory logical, epistemologi-
cal, or metaphysical foundation for the category of causality were
doomed to fail. All we can say about causality is that it is a priori not
only of human thought but also of human action.

Eminent philosophers have tried to elaborate a complete list of the
a priori categories, the necessary conditions of experience and thought.
One does not belittle these attempts at analysis and systematization if
one realizes that any proposed solution leaves a broad margin for the
individual thinker’s discretion. There is only one point about which
there cannot be any disagreement, viz., that they all can be reduced to
the a priori insight into the regularity in the succession of all observable
phenomena of the external world. In a universe lacking this regularity
there could not be any thinking and nothing could be experienced. For
experience is the awareness of identity or the absence of identity in
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what is perceived; it is the first step toward a classification of events.
And the concept of classes would be empty and useless if there were no
regularity.

If there were no regularity, it would be impossible to resort to classifi-
cation and to construct a language. All words signify bundles of regularly
connected acts of perception or regular relations among such bundles.
This is valid also of the language of physics, which the positivists want to
elevate to the rank of a universal language of science. In a world without
regularity there would not be any possibility of formulating “protocol
sentences.” 7 But even if it could be done, such a “protocol language”
could not be the starting point of a science of physics. It would merely
express historical facts.

If there were no regularity, nothing could be learned from experi-
ence. In proclaiming experience as the main instrument of acquiring
knowledge, empiricism implicitly acknowledges the principles of regu-
larity and causality. When the empiricist refers to experience, the mean-
ing is: as A was in the past followed by B, and as we assume that there pre-
vails a regularity in the concatenation and succession of natural events,
we expect that A will also in the future be followed by B. Therefore there
is a fundamental difference between the meaning of experience in the
field of natural events and in the field of human action.

5 Induction

Reasoning is necessarily always deductive. This was implicitly admit-
ted by all the attempts to justify ampliative induction by demonstrating
or proving its logical legitimacy, i.e., by providing a deductive inter-
pretation of induction. The plight of empiricism consists precisely in
its failure to explain satisfactorily how it is possible to infer from ob-
served facts something concerning facts yet unobserved.

All human knowledge concerning the universe presupposes and
rests upon the cognition of the regularity in the succession and con-
catenation of observable events. It would be vain to search for a rule if
there were no regularity. Inductive inference is conclusion from prem-
ises that invariably include the fundamental proposition of regularity.
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The practical problem of ampliative induction must be clearly dis-
tinguished from its logical problem. For the men who embark upon in-
ductive inference are faced with the problem of correct sampling. Did
we or did we not, out of the innumerable characteristics of the individ-
ual case or cases observed, choose those which are relevant for the pro-
duction of the effect in question? Serious shortcomings of endeavors to
learn something about the state of reality, whether in the mundane
search for truth in everyday life or in systematic scientific research, are
due to mistakes in this choice. No scientist doubts that what is correctly

observed in one case must also be observed in all other cases offering the
same conditions. The aim of laboratory experiments is to observe the ef-
fects of a change in one factor only, all the other factors remaining un-
changed. Success or failure of such experiments presupposes, of course,
the control of all the conditions that enter into their arrangement. The
conclusions derived from experimentation are not based upon the rep-
etition of the same arrangement, but upon the assumption that what
happened in one case must necessarily also happen in all other cases of
the same type. It would be impossible to infer anything from one case
or from an innumerable series of cases without this assumption, which
implies the a priori category of regularity. Experience is always the ex-
perience of past events and could not teach us anything about future
events if the category of regularity were merely a vain assumption.

The panphysicalists’ probability approach to the problem of induc-
tion is an abortive attempt to deal with induction without reference to
the category of regularity. If we do not take account of regularity, there
is no reason whatever to infer from anything that happened in the past
what will happen in the future. As soon as we try to dispense with the
category of regularity, all scientific effort appears useless, and the
search for knowledge about what is popularly called the laws of nature
becomes meaningless and futile. What is natural science about if not
about the regularity in the flux of events?

Yet the category of regularity is rejected by the champions of logical
positivism. They pretend that modern physics has led to results incom-
patible with the doctrine of a universally prevailing regularity and has
shown that what has been considered by the “school philosophy” as the
manifestation of a necessary and inexorable regularity is merely the
product of a great number of atomic occurrences. In the microscopic
sphere there is, they say, no regularity whatever. What macroscopic
physics used to consider as the outcome of the operation of a strict
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regularity is merely the result of a great number of purely accidental el-
ementary processes. The laws of macroscopic physics are not strict laws,
but actually statistical laws. It could happen that the events in the mi-
croscopic sphere produce in the macroscopic sphere events that are dif-
ferent from those described by the merely statistical laws of macroscopic
physics, although, they admit, the probability of such an occurrence is
very small. But, they contend, the cognition of this possibility demol-
ishes the idea that there prevails in the universe a strict regularity in
the succession and concatenation of all events. The categories of regu-
larity and causality must be abandoned and replaced by the laws of
probability.8

It is true that the physicists of our age are faced with behavior on
the part of some entities that they cannot describe as the outcome of a
discernible regularity. However, this is not the first time that science has
been faced with such a problem. The human search for knowledge
must always encounter something that it cannot trace back to something
else of which it would appear as the necessary effect. There is always in
science some ultimate given. For contemporary physics the behavior of
the atoms appears as such an ultimate given. The physicists are today at
a loss to reduce certain atomic processes to their causes. One does not
detract from the marvelous achievements of physics by establishing the
fact that this state of affairs is what is commonly called ignorance.

What makes it possible for the human mind to orient itself in the 
bewildering multiplicity of external stimuli that affect our senses, to ac-
quire what is called knowledge, and to develop the natural sciences is
the cognition of an inevitable regularity and uniformity prevailing in
the succession and concatenation of such events. The criterion that in-
duces us to distinguish various classes of things is the behavior of these
things. If a thing in only one regard behaves (reacts to a definite stimu-
lus) in a way different from the behavior of other things to which it is
equal in all other respects, it must be assigned to a different class.

We may look upon the molecules and the atoms the behavior of
which is at the bottom of the probabilistic doctrines either as original el-
ements or as derivatives of the original elements of reality. It does not
matter which of these alternatives we choose. For in any case their be-
havior is the outcome of their very nature. (To say it more correctly: It is
their behavior that constitutes what we call their nature.) As we see it,
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there are different classes of these molecules and atoms. They are not
uniform; what we call molecules and atoms are groups composed of
various subgroups the members of each of which in some regards differ
in their behavior from the members of the other subgroups. If the be-
havior of the members of the various subgroups were different from
what it is or if the numerical distribution of subgroup membership were
different, the joint effect produced by the behavior of all the members
of the groups would be different too. This effect is determined by two
factors: the specific behavior of the members of each subgroup and the
size of subgroup membership.

If the proponents of the probabilistic doctrine of induction had ac-
knowledged the fact that there are various subgroups of microscopic en-
tities, they would have realized that the joint effect of the operation of
these entities results in what the macroscopic doctrine calls a law ad-
mitting of no exception. They would have had to confess that we do not
know today why the subgroups differ from one another in some regards
and how, out of the interaction of the members of the various sub-
groups, the definite joint effect emerges in the macroscopic sphere. In-
stead of this procedure they arbitrarily ascribe to the individual mole-
cules and atoms the faculty of choosing among various alternatives of
behavior. Their doctrine does not essentially differ from primitive ani-
mism. Just as the primitives ascribed to the “soul” of the river the power
to choose between quietly flowing in its customary bed or inundating
the adjacent fields, so they believe that these microscopic entities are
free to determine some characteristics of their behavior, e.g., the speed
and the path of their movements. In their philosophy it is implied that
these microscopic entities are acting beings just like men.

But even if we were to accept this interpretation, we must not forget
that human action is entirely determined by the individuals’ physiolog-
ical equipment and by all the ideas that were working in their minds. As
we do not have any reason to assume that these microscopic entities are
endowed with a mind generating ideas, we must assume that what are
called their choices necessarily correspond to their physical and chemi-
cal structure. The individual atom or molecule behaves in a definite en-
vironment and under definite conditions precisely as its structure en-
joins it. The speed and the path of its movements and its reaction to any
encounters with factors external to its own nature or structure are strictly
determined by this nature or structure. If one does not accept this inter-
pretation, one indulges in the absurd metaphysical assumption that
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these molecules and atoms are equipped with free will in the sense
which the most radical and naive indeterminist doctrines ascribed
to man.

Bertrand Russell tries to illustrate the problem by comparing the po-
sition of quantum mechanics with regard to the behavior of the atoms to
that of a railroad with regard to the behavior of the people making use of
its facilities. The booking-office clerk at Paddington can discover, if he
chooses, what proportion of travellers from that station go to Birming-
ham, what proportion to Exeter, and so on, but he knows nothing of the
individual reasons that lead to one choice in one case and another in an-
other. But Russell has to admit that the cases are not “wholly analogous”
because the clerk can in his nonprofessional moments find out things
about human beings that they do not mention when they are taking tick-
ets, while the physicist in observing atoms has no such advantage.9

It is characteristic of the reasoning of Russell that he exemplifies his
case by referring to the mind of a subaltern clerk to whom the unvary-
ing performance of a strictly limited number of simple operations is as-
signed. What such a man (whose work could be performed as well by a
vending automaton) thinks about things that transcend the narrow
sphere of his duties is without avail. To the promoters who took the ini-
tiative in advancing the project of the railroad, to the capitalists who in-
vested in the company, and to the managers who administer its opera-
tions, the problems involved appear in a quite different light. They built
and operate the road because they anticipate the fact that there are cer-
tain reasons that will induce a number of people to travel from one point
of their route to another. They know the conditions that determine
these people’s behavior, they know also that these conditions are chang-
ing, and they are intent upon influencing the size and the direction of
these changes in order to preserve and to increase their patronage and
the enterprise’s proceeds. Their conduct of business has nothing to do
with a reliance upon the existence of a mythical “statistical law.” It is
guided by the insight that there is a latent demand for travel facilities on
the part of such a number of people that it pays to satisfy it by the oper-
ation of a railroad. And they are fully aware of the fact that the quantity
of service they are able to sell could be drastically reduced one day to
such an extent that they would be forced to go out of business.
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Bertrand Russell and all other positivists referring to what they call
“statistical laws” are committing a serious blunder in commenting
upon human statistics, i.e., statistics dealing with facts of human action
as distinguished from the facts of human physiology. They do not take
into account the fact that all these statistical figures are continually
changing, sometimes more, sometimes less rapidly. There is in human
valuations and consequently in human actions no such regularity as in
the field investigated by the natural sciences. Human behavior is guided
by motives, and the historian dealing with the past as well as the busi-
nessman intent upon anticipating the future must try to “understand”
this behavior.10

If the historians and the acting individuals were not able to apply this
specific understanding of their fellow men’s behavior, and if the natu-
ral sciences and the acting individuals were not in a position to grasp
something about the regularity in the concatenation and succession of
natural events, the universe would appear to them as an unintelligible
chaos and they could not contrive any means for the attainment of any
ends. There would not be any reasoning, any knowledge, or any sci-
ence, and there would not be any purposive influencing of environ-
mental conditions on the part of man.

The natural sciences are possible only because there prevails regu-
larity in the succession of external events. Of course, there are limits to
what man can learn about the structure of the universe. There are un-
observables and there are relations about which science up to now has
not provided an interpretation. But the awareness of these facts does
not falsify the categories of regularity and causality.

6 The Paradox of Probability Empiricism

Empiricism proclaims that experience is the only source of human
knowledge and rejects as a metaphysical prepossession the idea that all
experience presupposes a priori categories. But starting from its em-
piricistic approach, it postulates the possibility of events that have never
been experienced by any man. Thus, we are told, physics cannot ex-
clude the possibility that “when you put an ice cube into a glass of water,
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the water starts boiling and the ice cube gets as cold as the interior of a
deep-freezing cabinet.” 11

However, this neoempiricism is far from being consistent in the ap-
plication of its doctrine. If there is no regularity in nature, nothing
justifies the distinction between various classes of things and events. 
If one calls some molecules oxygen and others nitrogen, one implies
that each member of these classes behaves in a definite way different
from the behavior of the members of other classes. If one assumes that
the behavior of an individual molecule can deviate from the way in
which other molecules behave, one must either assign it to a special
class or one must assume that its deviation was induced by the inter-
vention of something to which other members of its class had not been
exposed. If one says that one cannot exclude the possibility “that some
day the molecules of the air in our room, by pure chance, arrive at an
ordered state such that the molecules of oxygen are assembled on one
side of the room and those of nitrogen on the other,” 12 one implies 
that there is nothing either in the nature of oxygen and nitrogen or in 
the environment in which they are dwelling that results in the way in
which they are distributed in the air. One assumes that the behav-
ior of the individual molecules in all other regards is determined by 
their constitution, but that they are “free” to choose the place of their
dwelling. One assumes quite arbitrarily that one of the characteristics
of the molecules, viz., their movement, is not determined, while all
their other characteristics are determined. One implies that there is
something in the nature of the molecules—one is tempted to say: in
their “soul”—that gives them the faculty of “choosing” the path of 
their wanderings. One fails to realize that a complete description of the 
behavior of the molecules ought also to include their movements. It
would have to deal with the process that makes the molecules of oxy-
gen and nitrogen associate with one another in the way in which they
do in the air.

If Reichenbach had lived as a contemporary of magicians and tribal
medicine men, he would have argued: Some people are afflicted with
a disease having definite symptoms that kills them; others remain
healthy and alive. We do not know of any factor the presence of which
would cause the suffering of those stricken and the absence of which
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would cause the immunity of others. It is obvious that these phenomena
cannot be dealt with scientifically if you cling to the superstitious con-
cept of causality. All that we can know about them is the “statistical law”
that x% of the population were afflicted and the rest not.

7 Materialism

Determinism must be clearly distinguished from materialism. Materi-
alism declares that the only factors producing change are those that are
accessible to investigation by the methods of the natural sciences. It
does not necessarily deny the fact that human ideas, judgments of
value, and volitions are real too and can produce definite changes. But
as far as it does not deny this, it asserts that these ideal factors are the in-
evitable result of external events that necessarily beget in the bodily
structure of men definite reactions. It is only a deficiency of the present
state of the natural sciences that prevents us from imputing all mani-
festations of the human mind to the material—physical, chemical, bi-
ological and physiological—events that have brought them about. A
more perfect knowledge, they say, will show how the material factors
have necessarily produced in the man Mohammed the Moslem reli-
gion, in the man Descartes co-ordinate geometry, and in the man
Racine Phaedra.

It is useless to argue with the supporters of a doctrine that merely es-
tablishes a program without indicating how it could be put into effect.
What can be done and must be done is to disclose how its harbingers
contradict themselves and what consequences must result from its con-
sistent application.

If the emergence of every idea is to be dealt with as one deals with the
emergence of all other natural events, it is no longer permissible to dis-
tinguish between true and false propositions. Then the theorems of
Descartes are neither better nor worse than the bungling of Peter, a dull
candidate for a degree, in his examination paper. The material factors
cannot err. They have produced in the man Descartes co-ordinate
geometry and in the man Peter something that his teacher, not enlight-
ened by the gospel of materialism, considers as nonsense. But what en-
titles this teacher to sit in judgment upon nature? Who are the materi-
alist philosophers to condemn what the material factors have produced
in the bodies of the “idealistic” philosophers?
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It would be useless for the materialists to point to pragmatism’s dis-
tinction between what works and what does not work. For this distinc-
tion introduces into the chain of reasoning a factor that is foreign to the
natural sciences, viz., finality. A doctrine or proposition works if con-
duct directed by it brings about the end aimed at. But the choice of the
end is determined by ideas, is in itself a mental fact. So is also the judg-
ment whether or not the end chosen has been attained. For consistent
materialism it is not possible to distinguish between purposive action
and merely vegetative, plant-like living.

Materialists think that their doctrine merely eliminates the distinc-
tion between what is morally good and morally bad. They fail to see
that it no less wipes out any difference between what is true and what
is untrue and thus deprives all mental acts of any meaning. If there
stands between the “real things” of the external world and the mental
acts nothing that could be looked upon as essentially different from the
operation of the forces described by the traditional natural sciences,
then we must put up with these mental phenomena in the same way as
we respond to natural events. For a doctrine asserting that thoughts are
in the same relation to the brain in which gall is to the liver,13 it is not
more permissible to distinguish between true and untrue ideas than be-
tween true and untrue gall.

8 The Absurdity of Any Materialistic Philosophy

The insurmountable difficulties that any materialistic interpretation of
reality encounters can be shown in an analysis of the most popular ma-
terialistic philosophy, Marxian dialectical materialism.

Of course, what is called dialectical materialism is not a genuine ma-
terialistic doctrine. In its context the factor that produces all changes in
the ideological and social conditions of man’s history is the “material
productive forces.” Neither Marx nor any of his followers defined this
term. But from all the examples they provided one must infer that what
they had in mind was the tools, machines, and other artifacts that men
employ in their productive activities. Yet these instruments are in them-
selves not ultimate material things, but the products of a purposive men-
tal process.14 But Marxism is the only attempt to carry a materialistic or
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quasi-materialistic doctrine beyond the mere enunciation of a meta-
physical principle and to deduce from it all other manifestations of the
human mind. Thus, we must refer to it if we want to show the funda-
mental shortcoming of materialism.

As Marx sees it, the material productive forces bring forth—inde-
pendently of the will of men—the “production relations,” i.e., the social
system of property laws, and their “ideological superstructure,” i.e., the
juridical, political, religious, artistic, or philosophical ideas.15 In this
scheme, action and volition are ascribed to the material productive
forces. They want to attain a definite goal, viz., they want to be freed from
fetters that are hindering their development. Men are mistaken when
they believe that they themselves are thinking, resorting to judgments of
value, and acting. In fact, the production relations, the necessary effect
of the prevailing stage of the material productive forces, are determining
their ideas, volitions, and actions. All historical changes are ultimately
produced by the changes in the material productive forces, which—as
Marx implicitly assumes—are independent of human influence. All
human ideas are the adequate superstructure of the material productive
forces. These forces aim ultimately at the establishment of socialism, a
transformation that is bound to come “with the inexorability of a law of
nature.”

Now let us for the sake of argument admit that the material produc-
tive forces have a constitution such that they are continually trying to
free themselves from fetters upon their development. But why must,
out of these attempts, first capitalism and, at a later stage of their devel-
opment, socialism emerge? Do these forces reflect upon their own
problems and finally reach the conclusion that the existing property re-
lations, from having been forms of their own (viz., the forces’) develop-
ment, have turned into fetters 16 and that therefore they no longer cor-
respond (“entsprechen”) to the present stage of their (viz., the forces’)
development?17 And do they, on the ground of this insight, resolve that
these fetters have to “burst asunder,” and do they then proceed to action
that causes them to burst asunder? And do they determine what new
production relations have to take the place of the burst ones?

The absurdity of ascribing such thinking and acting to the mate-
rial productive forces is so blatant that Marx himself paid but little 
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attention to his famous doctrine when later, in his main treatise, Cap-

ital, he made more specific his prognostication about the coming of so-
cialism. Here he refers not merely to action on the part of the material
productive forces. He speaks of the proletarian masses who, dissatisfied
with the progressive impoverishment that capitalism allegedly brings
upon them, aim at socialism, obviously because they consider it as a
more satisfactory system.18

Every variety of materialistic or quasi-materialistic metaphysics must
imply converting an inanimate factor into a quasi man and ascribing to
it the power to think, to pass judgments of value, to choose ends, and
to resort to means for the attainment of the ends chosen. It must shift
the specifically human faculty of acting to a nonhuman entity that it
implicitly endows with human intelligence and discernment. There is
no way to eliminate from an analysis of the universe any reference to
the mind. Those who try it merely substitute a phantom of their own
invention for reality.

From the point of view of his professed materialism—and, for that
matter, from the point of view of any materialistic doctrine—Marx did
not have the right to reject as false any doctrines developed by those
with whom he disagreed. His materialism would have enjoined upon
him a kind of listless recognition of any opinion and a readiness to at-
tach to every idea advanced by a human being the same value as to any
other idea advanced by somebody else. To escape such a self-defeating
conclusion, Marx took recourse to his scheme of philosophy of history.
He pretended that, by dint of a special charisma, denied to other mor-
tals, he had a revelation that told him what course history must neces-
sarily and unavoidably take. History leads to socialism. The meaning of
history, the purpose for which man has been created (it is not said, by
whom) is to realize socialism. There is no need to pay any attention to
the ideas of people whom this message did not reach or who stubbornly
refuse to believe in it.

What epistemology has to learn from this state of affairs is this: Any
doctrine that teaches that some “real” or “external” forces write their
own story in the human mind and thus tries to reduce the human mind
to an apparatus that transforms “reality” into ideas in the way in which
the digestive organs assimilate food is at a loss to distinguish between
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what is true and what is not. The only way it can avoid a radical skepti-
cism that does not have any means of sifting truth from falsehood
in ideas is by distinguishing between “good” men, i.e., those who are
equipped with the faculty of judging in conformity with the mysterious
superhuman power that directs all affairs of the universe, and “bad”
men, who lack this faculty. It must consider as hopeless any attempts to
change the opinions of the “bad” men by discursive reasoning and per-
suasion. The only means to bring to an end the conflict of antagonistic
ideas is to exterminate the “bad” men, i.e., the carriers of ideas that are
different from those of the “good” men. Thus, materialism ultimately
engenders the same methods of dealing with dissent that tyrants used
always and everywhere.

In establishing this fact epistemology provides a clue for the under-
standing of the history of our age.
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chapter 2

The Activistic Basis of Knowledge

1 Man and Action

The characteristic feature of man is action. Man aims at changing
some of the conditions of his environment in order to substitute a state
of affairs that suits him better for another state that suits him less. All
manifestations of life and behavior with regard to which man differs
from all other beings and things known to him are instances of action
and can be dealt with only from what we may call an activistic point of
view. The study of man, as far as it is not biology, begins and ends with
the study of human action.

Action is purposive conduct. It is not simply behavior, but behavior
begot by judgments of value, aiming at a definite end and guided by
ideas concerning the suitability or unsuitability of definite means. It is
impossible to deal with it without the categories of causality and final-
ity. It is conscious behavior. It is choosing. It is volition; it is a display of
the will.

Action is sometimes viewed as the human variety of the struggle for
survival common to all living beings. However, the term “struggle for
survival” as applied to animals and plants is a metaphor. It would be a
mistake to infer anything from its use. In applying literally the term
struggle to animals and plants one would ascribe to them the power to
become aware of factors threatening their existence, the will to pre-
serve their own integrity, the mental faculty of finding means for its 
preservation.

Seen from an activist point of view, knowledge is a tool of action. Its
function is to advise man how to proceed in his endeavors to remove
uneasiness. At the higher stages of man’s evolution from the conditions
of the Stone Age to those of the age of modern capitalism, uneasiness
is also felt by the mere prevalence of ignorance concerning the nature
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and the meaning of all things, no matter whether knowledge about
these fundamental things would be of practical use for any technolog-
ical planning. To live in a universe with whose final and real structure
one is not familiar creates in itself a feeling of anxiety. To remove this
anguish and to give men certainty about the last things has been from
the earliest days the solicitude of religion and metaphysics. Later the
philosophy of the Enlightenment and its affiliated schools promised
that the natural sciences would solve all the problems involved. At any
rate, it is a fact that to brood over the origin and essence of things, man’s
nature and his role in the universe, is one of the concerns of many
people. Seen from this angle, the pure search for knowledge, not mo-
tivated by the desire to improve the external conditions of life, is also
action, i.e., an effort to attain a more desirable state of affairs.

Another question is whether the human mind is fitted for the full 
solution of the problems involved. It may be argued that the biological
function of reason is to aid man in his struggle for survival and the re-
moval of uneasiness. Any step beyond the limits drawn by this function,
it is said, leads to fantastic metaphysical speculations which are liable
neither to demonstration nor to refutation. Omniscience is forever de-
nied to man. Every search for truth must, sooner or later, but inevita-
bly, lead to an ultimate given.1

The category of action is the fundamental category of human knowl-
edge. It implies all the categories of logic and the category of regularity
and causality. It implies the category of time and that of value. It en-
compasses all the specific manifestations of human life as distinguished
from the manifestations of man’s physiological structure which he has
in common with all other animals. In acting, the mind of the individ-
ual sees itself as different from its environment, the external world, and
tries to study this environment in order to influence the course of the
events happening in it.

2 Finality

What distinguishes the field of human action from the field of external
events as investigated by the natural sciences is the category of finality.
We do not know of any final causes operating in what we call nature.

1. See below, p. 54.



But we know that man aims at definite goals chosen. In the natural sci-
ences we search after constant relations among various events. In deal-
ing with human action we search after the ends the actor wants or
wanted to attain and after the result that his action brought about or
will bring about.

The clear distinction between a field of reality about which man
cannot learn anything else than that it is characterized by a regularity
in the concatenation and succession of events and a field in which pur-
poseful striving after ends chosen takes place is an achievement of a
long evolution. Man, himself an acting being, was first inclined to ex-
plain all events as the manifestation of the action of beings acting in a
way that was essentially not different from his own. Animism ascribed
to all things of the universe the faculty of action. When experience
moved people to drop this belief, it was still assumed that God or na-
ture acts in a way not different from the ways of human action. The
emancipation from this anthropomorphism is one of the epistemolog-
ical foundations of modern natural science.

Positivist philosophy, which nowadays styles itself also scientific phi-
losophy, believes that this rejection of finalism by the natural sciences
implies the refutation of all theological doctrines as well as that of the
teachings of the sciences of human action. It pretends that the natural
sciences can solve all the “riddles of the universe” and provide an al-
legedly scientific answer to all the questions that may trouble mankind.

However, the natural sciences did not contribute and cannot con-
tribute anything to the clarification of those problems with which reli-
gion tries to cope. The repudiation of naive anthropomorphism that
imagined a supreme being either as a dictator or as a watchmaker was
an achievement of theology and of metaphysics. With regard to the doc-
trine that God is wholly other than man and that his essence and nature
cannot be grasped by mortal man, the natural sciences and a philoso-
phy derived from them have nothing to say. The transcendent is beyond
the realm about which physics and physiology convey information.
Logic can neither prove nor disprove the core of theological doctrines.
All that science—apart from history—can do in this regard is to expose
the fallacies of magic and fetishistic superstitions and practices.

In denying the autonomy of the sciences of human action and their
category of final causes, positivism enounces a metaphysical postulate
that it cannot substantiate with any of the findings of the experimental
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methods of the natural sciences. It is a gratuitous pastime to apply to
the description of the behavior of man the same methods the natural
sciences apply in dealing with the behavior of mice or of iron. The
same external events produce in different men and in the same men at
different times different reactions. The natural sciences are helpless in
face of this “irregularity.” Their methods can deal only with events that
are governed by a regular pattern. Besides, they do not have any room
for the concepts of meaning, of valuation, and of ends.

3 Valuation

Valuing is man’s emotional reaction to the various states of his envi-
ronment, both that of the external world and that of the physiological
conditions of his own body. Man distinguishes between more and less
desirable states, as the optimists may express it, or between greater and
lesser evils, as the pessimists are prepared to say. He acts when he be-
lieves that action can result in substituting a more desirable state for a
less desirable.

The failure of the attempts to apply the methods and the epistemo-
logical principles of the natural sciences to the problems of human ac-
tion is caused by the fact that these sciences have no tool to deal with
valuing. In the sphere of the phenomena they study there is no room
for any purposive behavior. The physicist himself and his physical re-
search are entities outside the orbit he investigates. Judgments of value
cannot be perceived by the observational attitudes of the experimenter
and cannot be described in the protocol sentences of the language of
physics. Yet they are, also from the viewpoint of the natural sciences,
real phenomena, as they are a necessary link in chains of events that
produce definite physical phenomena.

The physicist may laugh today at the doctrine that interpreted cer-
tain phenomena as the effect of a horror vacui [Medieval Latin, “hor-
ror of a vacuum,” a supposed attribute of nature]. But he fails to realize
that the postulates of panphysicalism are no less ridiculous. If one elim-
inates any reference to judgments of value, it is impossible to say any-
thing about the actions of man, i.e., about all the behavior that is not
merely the consummation of physiological processes taking place in
the human body.
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4 The Chimera of Unified Science

The aim of all brands of positivism is to silence the sciences of hu-
man action. For the sake of argument we may abstain from analyzing 
positivism’s contributions to the epistemology of the natural sciences 
both with regard to their originality and to their soundness. Neither do 
we have to dwell too long upon the motives that incited the posi-
tivist authors’ passionate attacks upon the “unscientific procedure” of 
economics and history. They are advocating definite political, eco-
nomic and cultural reforms which, as they believe, will bring about 
the salvation of mankind and the establishment of eternal bliss. As 
they cannot refute the devastating criticism that their fantastic plans 
met on the part of the economists, they want to suppress the “dismal 
science.”

The question whether the term “science” ought to be applied only to
the natural sciences or also to praxeology and to history is merely lin-
guistic and its solution differs with the usages of various languages. In
English the term science for many people refers only to the natural sci-
ences.2 In German it is customary to speak of a Geschichtswissenschaft

[science of history] and to call various branches of history Wissenschaft,

such as Literaturwissenschaft [science of literature], Sprachwissenschaft

[science of speech (or linguistics)], Kunstwissenschaft [science of art],
Kriegswissenschaft [science of war]. One can dismiss the problem as
merely verbal, an inane quibbling about words.

Auguste Comte postulated an empirical science of sociology which,
modelled after the scheme of classical mechanics, should deal with the
laws of society and social facts. The many hundreds and thousands of
the adepts of Comte call themselves sociologists and the books they are
publishing contributions to sociology. In fact, they deal with various
hitherto more or less neglected chapters of history and by and large pro-
ceed according to the well-tried methods of historical and ethnological
research. It is immaterial whether they mention in the title of their books

2. Says R. G. Collingwood (The Idea of History [Oxford, 1946], p. 249): “There is a slang usage,
like that for which ‘hall’ means a music hall or ‘pictures’ moving pictures, according to which ‘sci-
ence’ means natural science.” But “in the tradition of European speech . . . continuing unbroken
down to the present day, the word ‘science’ means any organized body of knowledge.” About the
French usage, see Lalande, Vocabulaire technique et critique de la philosophie (5th ed.: Paris,
1947), pp. 933–940.
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the period and the geographical area with which they are dealing. Their
“empirical” studies necessarily always refer to a definite epoch of history
and describe phenomena that come into existence, change, and disap-
pear in the flux of time. The methods of the natural sciences cannot be
applied to human behavior because this behavior, apart from what
qualifies it as human action and is studied by the a priori science of prax-
eology, lacks the peculiarity that characterizes events in the field of the
natural sciences, viz., regularity.

There is no way either to confirm or to reject by discursive reasoning
the metaphysical ideas that are at the bottom of the blatantly advertised
program of “Unified Science” as expounded in the International En-

cyclopedia of Unified Science, the holy writ of logical positivism, pan-
physicalism, and intolerant empiricism. Paradoxically enough, these
doctrines, which started from a radical rejection of history, ask us to
look upon all events as part of the subject matter of a comprehensive
cosmic history. What we know about natural events, e.g., the behavior
of sodium and levers, may, as they say, be valid only for the period of
cosmic aggregation in which we ourselves and earlier generations of
scientists lived. There is no reason whatever to assign to chemical and
mechanical statements “any kind of universality” instead of treating
them as historical ones.3 Seen from this point of view, the natural sci-
ences turn into a chapter of cosmic history. There is no conflict be-
tween physicalism and cosmic history.

We must admit that we do not know anything about conditions in a
period of cosmic history for which the statements of what we call in our
period the natural sciences will no longer be valid. In speaking about
science and knowledge we have in mind only the conditions that our
living, thinking, and acting permit us to investigate. What is beyond the
conditions of this—perhaps temporarily limited—state of affairs is for
us an unknown and unknowable region. In that sector of the universe
which is accessible to our searching mind there prevails a dualism in
the succession and concatenation of events. There is, on the one hand,
the field of external events, about which we can learn only that there
prevail mutual constant relations among them, and there is the field of
human action, about which we cannot learn anything without resort-
ing to the category of finality. All attempts to disregard this dualism are

3. Otto Neurath, Foundations of the Social Sciences (International Encyclopedia of Unified Sci-

ence, Vol. II, No. 1 [3rd impression; University of Chicago Press, 1952]), p. 9.
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dictated by arbitrary metaphysical repossessions, bring forth merely
nonsense, and are useless for practical action.

The difference that exists in our environment between the behavior
of sodium and that of an author who in his writings refers to sodium
cannot be wiped out by any reference to the possibility that there were
once or will be in the future periods of cosmic history about the con-
ditions of which we do not know anything. All our knowledge must
take into account the fact that with regard to sodium we do not know
anything about final causes directing its behavior, while we know that
man, e.g., in writing an essay about sodium, aims at definite ends. The
attempts of behaviorism (or “behavioristics”)4 to deal with human ac-
tion according to the stimulus-response scheme have failed lamenta-
bly. It is impossible to describe any human action if one does not refer
to the meaning the actor sees in the stimulus as well as in the end his
response is aiming at.

We know also the end that impels the champions of all these fads that
nowadays parade under the name of Unified Science. Their authors are
driven by the dictatorial complex. They want to deal with their fellow
men in the way an engineer deals with the materials out of which he
builds houses, bridges, and machines. They want to substitute “social
engineering” for the actions of their fellow citizens and their own
unique all-comprehensive plan for the plans of all other people. They
see themselves in the role of the dictator—the duce, the Führer, the
production tsar—in whose hands all other specimens of mankind are
merely pawns. If they refer to society as an acting agent, they mean
themselves. If they say that conscious action of society is to be substi-
tuted for the prevailing anarchy of individualism, they mean their own
consciousness alone and not that of anybody else.

5 The Two Branches of the Sciences of Human Action

There are two branches of the sciences of human action, praxeology on
the one hand, history on the other hand.

Praxeology is a priori. It starts from the a priori category of action and
develops out of it all that it contains. For practical reasons praxeology
does not as a rule pay much attention to those problems that are of no

4. Ibid., p. 17.
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use for the study of the reality of man’s action, but restricts its work to
those problems that are necessary for the elucidation of what is going
on in reality. Its intent is to deal with action taking place under condi-
tions that acting man has to face. This does not alter the purely aprior-
istic character of praxeology. It merely circumscribes the field that the
individual praxeologists customarily choose for their work. They refer
to experience only in order to separate those problems that are of inter-
est for the study of man as he really is and acts from other problems that
offer a merely academic interest. The answer to the question whether
or not definite theorems of praxeology apply to a definite problem of ac-
tion depends on the establishment of the fact whether or not the spe-
cial assumptions that characterize this theorem are of any value for the
cognition of reality. To be sure, it does not depend on the answer to the
question whether or not these assumptions correspond to the real state
of affairs that the praxeologists want to investigate. The imaginary con-
structions that are the main—or, as some people would rather say, the
only—mental tool of praxeology describe conditions that can never be
present in the reality of action. Yet they are indispensable for conceiv-
ing what is going on in this reality. Even the most bigoted advocates of
an empiricist interpretation of the methods of economics employ the
imaginary construction of an evenly rotating economy (static equilib-
rium), although such a state of human affairs can never be realized.5

Following in the wake of Kant’s analyses, philosophers raised the
question: How can the human mind, by aprioristic thinking, deal with
the reality of the external world? As far as praxeology is concerned, the
answer is obvious. Both, a priori thinking and reasoning on the one
hand and human action on the other, are manifestations of the human
mind. The logical structure of the human mind creates the reality of
action. Reason and action are congeneric and homogeneous, two as-
pects of the same phenomenon. In this sense we may apply to praxeol-
ogy the dictum of Empedocles gnw'si~ tou' oJmoivou tw/' oJmoivw/ [“knowl-
edge of like is by like”*].

Some authors have raised the rather shallow question how a praxeol-
ogist would react to an experience contradicting theorems of his aprior-
istic doctrine. The answer is: in the same way in which a mathematician
will react to the “experience” that there is no difference between two

5. Mises, Human Action, pp. 237 ff.
* The passage is actually from Aristotle, who is referring to Empedocles, in Metaphysics and De

Anima. (Translation by Professor Patricia Curd of Purdue University.)
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apples and seven apples or a logician to the “experience” that A and
non-A are identical. Experience concerning human action presupposes
the category of human action and all that derives from it. If one does not
refer to the system of the praxeological a priori, one must not and can-
not talk of action, but merely of events that are to be described in terms
of the natural sciences. Awareness of the problems with which the sci-
ences of human action are concerned is conditioned by familiarity with
the a priori categories of praxeology. Incidentally, we may also remark
that any experience in the field of human action is specifically histori-
cal experience, i.e., the experience of complex phenomena, which can
never falsify any theorem in the way a laboratory experiment can do
with regard to the statements of the natural sciences.

Up to now the only part of praxeology that has been developed 
into a scientific system is economics. A Polish philosopher, Tadeusz 
Kotarbiński, is trying to develop a new branch of praxeology, the prax-
eological theory of conflict and war as opposed to the theory of coop-
eration or economics.6

The other branch of the sciences of human action is history. It com-
prehends the totality of what is experienced about human action. It 
is the methodically arranged record of human action, the description
of the phenomena as they happened, viz., in the past. What distin-
guishes the descriptions of history from those of the natural sciences is
that they are not interpreted in the light of the category of regularity.
When the physicist says: if A encounters B, C results, he wants, what-
ever philosophers may say, to assert that C will emerge whenever or
wherever A will encounter B under analogous conditions. When the
historian refers to the battle of Cannae, he knows that he is talking
about the past and that this particular battle will never be fought again.

Experience is a uniform mental activity. There are not two different
branches of experience, one resorted to in the natural sciences, the
other in historical research. Every act of experience is a description of
what happened in terms of the observer’s logical and praxeological
equipment and his knowledge of the natural sciences. It is the observer’s
attitude that interprets the experience by adding it to his own already

6. T. Kotarbiński, “Considérations sur la théorie générale de la lutte,” Appendix to Z Zagadnien

Ogólnej Teorii Walki (Warsaw, 1938), pp. 65–92; the same author, “Idée de la methodologie
générale praxeologie,” Travaux du IXe Congrès International de Philosophie (Paris, 1937), IV,
190–194. The theory of games has no reference whatever to the theory of action. Of course, play-
ing a game is action, but so is smoking a cigarette or munching a sandwich. See below, pp. 89 ff.



previously accumulated store of experienced facts. What distinguishes
the experience of the historian from that of the naturalist and the physi-
cist is that he searches for the meaning that the event had or has for
those who were either instrumental in bringing it about or were affected
by its happening.

The natural sciences do not know anything about final causes. For
praxeology finality is the fundamental category. But praxeology ab-
stracts from the concrete content of the ends men are aiming at. It is
history that deals with the concrete ends. For history the main question
is: What was the meaning the actors attached to the situation in which
they found themselves and what was the meaning of their reaction,
and, finally, what was the result of these actions? The autonomy of his-
tory or, as we may say, of the various historical disciplines consists in
their dedication to the study of meaning.

It is perhaps not superfluous to emphasize again and again that 
when historians say “meaning,” they refer to the meaning individual 
men—the actors themselves and those affected by their actions or the
historians—saw in the actions. History as such has nothing in common
with the point of view of philosophies of history that pretend to know
the meaning that God or a quasi-God—such as the material produc-
tive forces in the scheme of Marx—attaches to the various events.

6 The Logical Character of Praxeology

Praxeology is a priori. All its theorems are products of deductive rea-
soning that starts from the category of action. The questions whether
the judgments of praxeology are to be called analytic or synthetic and
whether or not its procedure is to be qualified as “merely” tautological
are of verbal interest only.

What praxeology asserts with regard to human action in general is
strictly valid without any exception for every action. There is action and
there is the absence of action, but there is nothing in between. Every ac-
tion is an attempt to exchange one state of affairs for another, and every-
thing that praxeology affirms with regard to exchange refers strictly to it.
In dealing with every action we encounter the fundamental concepts
end and means, success or failure, profit or loss, costs. An exchange can
be either direct or indirect, i.e., effected through the interposition of an
intermediary stage. Whether a definite action was indirect exchange
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has to be determined by experience. But if it was indirect exchange,
then all that praxeology says about indirect exchange in general strictly
applies to it.

Every theorem of praxeology is deduced by logical reasoning from
the category of action. It partakes of the apodictic certainty provided by
logical reasoning that starts from an a priori category.

Into the chain of praxeological reasoning the praxeologist introduces
certain assumptions concerning the conditions of the environment in
which an action takes place. Then he tries to find out how these special
conditions affect the result to which his reasoning must lead. The ques-
tion whether or not the real conditions of the external world correspond
to these assumptions is to be answered by experience. But if the answer
is in the affirmative, all the conclusions drawn by logically correct prax-
eological reasoning strictly describe what is going on in reality.

7 The Logical Character of History

History in the broadest sense of the term is the totality of human expe-
rience. History is experience, and all experience is historical. History
comprehends also all the experience of the natural sciences. What char-
acterizes the natural sciences as such is the fact that they approach the
material of experience with the category of a strict regularity in the suc-
cession of events. History in the narrower sense of the term, i.e., the to-
tality of experience concerning human action, must not and does not
refer to this category. This distinguishes it epistemologically from the
natural sciences.

Experience is always experience of the past. There is no experience
and no history of the future. It would be unnecessary to repeat this tru-
ism if it were not for the problem of business forecasting by statisticians,
about which something will be said later.7

History is the record of human actions. It establishes the fact that
men, inspired by definite ideas, made definite judgments of value, chose
definite ends, and resorted to definite means in order to attain the ends
chosen, and it deals furthermore with the outcome of their actions, the
state of affairs the action brought about.

What distinguishes the sciences of human action from the natural
sciences is not the events investigated, but the way they are looked

7. See below, p. 67.
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upon. The same event appears different when seen in the light of his-
tory and when seen in the light of physics or biology. What interests the
historian in a case of murder or in a fire is not what interests the physi-
ologist or the chemist if they are not acting as experts for a court of law.
To the historian the events of the external world that are studied by the
natural sciences count only as far as they affect human action or are
produced by it.

The ultimate given in history is called individuality. When the his-
torian reaches the point beyond which he cannot go farther, he refers
to individuality. He “explains” an event—the origin of an idea or the
performance of an action—by tracing it back to the activity of one man
or of a multitude of men. Here he faces the barrier that prevents the
natural sciences from dealing with the actions of men, viz., our inabil-
ity to learn how definite external events produce in the minds of men
definite reactions, i.e., ideas and volitions.

Futile attempts have been made to trace back human action to fac-
tors that can be described by the methods of the natural sciences. Stress-
ing the fact that the urge to preserve one’s own life and to propagate
one’s own species is inwrought in every creature, hunger and sex were
proclaimed as the foremost or even as the only springs of human action.
However, one could not deny that there prevail considerable differences
between the way in which these biological urges affect the behavior of
man and that of nonhuman beings and that man, besides aiming at sat-
isfying his animal impulses, is also intent upon attaining other ends that
are specifically human and therefore usually styled higher ends. That
the physiological structure of the human body—first of all the appetites
of the belly and of the sex glands—affects the choices of acting man has
never been forgotten by the historians. After all, man is an animal. But
he is the acting animal; he chooses between conflicting ends. It is pre-
cisely this that is the theme both of praxeology and of history.

8 The Thymological Method

The environment in which man acts is shaped by natural events on the
one hand and by human action on the other. The future for which he
plans will be codetermined by the actions of people who are planning
and acting like himself. If he wants to succeed, he must anticipate their
conduct.
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The uncertainty of the future is caused not only by uncertainty con-
cerning the future actions of other people, but also by insufficient
knowledge concerning many natural events that are important for ac-
tion. Meteorology provides some information about the factors that de-
termine atmospheric conditions; but this knowledge at best enables the
expert to predict the weather with some likelihood for a few days, never
for longer periods. There are other fields in which man’s foresight is even
more limited. All that man can do in dealing with such insufficiently
known conditions is to use what the natural sciences give him, however
scanty this may be.

Radically different from the methods applied in dealing with natural
events are those resorted to by man in anticipating the conduct of his
fellow men. Philosophy and science for a long time paid little attention
to these methods. They were considered as unscientific and not worthy
of notice on the part of serious thinkers. When philosophers began 
to deal with them, they called them psychological. But this term be-
came inappropriate when the techniques of experimental psychology 
were developed and almost all that earlier generations had called psy-
chology was either altogether rejected as unscientific or assigned to a 
class of pursuits contemptuously styled as “mere literature” or “liter-
ary psychology.” The champions of experimental psychology were 
confident that one day their laboratory experiments would provide a
scientific solution of all the problems about which, as they said, the tra-
ditional sciences of human behavior babbled in childish or metaphysi-
cal talk.

In fact, experimental psychology has nothing to say and never did say
anything about the problems that people have in mind when they refer
to psychology in regard to the actions of their fellow men. The primary
and central problem of “literary psychology” is meaning, something
that is beyond the pale of any natural science and any laboratory activi-
ties. While experimental psychology is a branch of the natural sciences,
“literary psychology” deals with human action, viz., with the ideas, judg-
ments of value, and volitions that determine action. As the term “liter-
ary psychology” is rather cumbersome and does not permit one to form
a corresponding adjective, I have suggested substituting for it the term
thymology.8

8. Mises, Theory and History, pp. 264 ff.
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Thymology is a branch of history or, as Collingwood formulated it,
it belongs in “the sphere of history.” 9 It deals with the mental activities
of men that determine their actions. It deals with the mental processes
that result in a definite kind of behavior, with the reactions of the mind
to the conditions of the individual’s environment. It deals with some-
thing invisible and intangible that cannot be perceived by the methods
of the natural sciences. But the natural sciences must admit that this
factor must be considered as real also from their point of view, as it is a
link in a chain of events that result in changes in the sphere the de-
scription of which they consider as the specific field of their studies.

In analyzing and demolishing the claims of Comte’s positivism, a
group of philosophers and historians known as the südwestdeutsche

Schule [southwestern German school] elaborated the category of un-
derstanding (Verstehen) that had already in a less explicit sense been
familiar to older authors. This specific understanding of the sciences of
human action aims at establishing the facts that men attach a definite
meaning to the state of their environment, that they value this state and,
motivated by these judgments of value, resort to definite means in or-
der to preserve or to attain a definite state of affairs different from that
which would prevail if they abstained from any purposeful reaction.
Understanding deals with judgments of value, with the choice of ends
and of the means resorted to for the attainment of these ends, and with
the valuation of the outcome of actions performed.

The methods of scientific inquiry are categorically not different
from the procedures applied by everybody in his daily mundane com-
portment. They are merely more refined and as far as possible purified

9. When H. Taine in 1863 wrote, “L’histoire au fond est un problème de psychologie” (Histoire

de la litérature anglaise [10th ed.; Paris, 1899], Vol. I, Introduction, p. xlv), he did not realize that
the kind of psychology he had in mind was not the natural science called experimental psychol-
ogy, but that kind of psychology we call thymology and that thymology is in itself a historical dis-
cipline, a Geisteswissenschaft in the terminology of W. Dilthey (Einleitung in die Geisteswis-

senschaften [Leipzig, 1883]). R. G. Collingwood (The Idea of History [Oxford, 1946], p. 221)
distinguishes between “historical thought” that “studies mind as acting in certain determinate
ways in certain determinate situations” and a problematic other way of studying mind, viz., by “in-
vestigating its general characteristics in abstraction from any particular situation or particular ac-
tion.” The latter would be “not history, but mental science, psychology, or the philosophy of mind.”
Such “a positive mental science as rising above the sphere of history, and establishing the perma-
nent and unchanging laws of human nature,” he points [out] (p. 224), is “possible only to a person
who mistakes the transient conditions of a certain historical age for the permanent conditions of
human life.”
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of inconsistencies and contradictions. Understanding is not a method
of procedure peculiar only to historians. It is practiced by infants as
soon as they outgrow the merely vegetative stage of their first days and
weeks. There is no conscious response of man to any stimuli that is not
directed by understanding.

Understanding presupposes and implies the logical structure of the
human mind with all the a priori categories. The biogenetic law repre-
sents the ontogeny of the individual as an abbreviated recapitulation of
the phylogeny of the species. In an analogous way one may describe
changes in the intellectual structure. The child recapitulates in his
postnatal development the history of mankind’s intellectual evolution.10

The suckling becomes thymologically human when it begins faintly to
dawn in his mind that a desired end can be attained by a definite mode
of conduct. The nonhuman animals never proceed beyond instinctive
urges and conditioned reflexes.

The concept of understanding was first elaborated by philosophers
and historians who wanted to refute the positivists’ disparagement of the
methods of history. This explains why it was originally dealt with only as
the mental tool of the study of the past. But the services understanding
renders to man in throwing light on the past are only a preliminary stage
in the endeavors to anticipate what may happen in the future. Seen
from the practical point of view, man appears to be interested in the past
only in order to be able to provide for the future. The natural sciences
deal with experience—which necessarily is always the record of what
happened in the past—because the categories of regularity and causal-
ity render such studies useful for the guidance of technological action,
which inevitably always aims at an arrangement of future conditions.
The understanding of the past performs a similar service in making ac-
tion as successful as possible. Understanding aims at anticipating future
conditions as far as they depend on human ideas, valuations, and ac-
tions. There is, but for Robinson Crusoe before he met his man Friday,
no action that could be planned or executed without paying full atten-
tion to what the actor’s fellow men will do. Action implies understand-
ing other men’s reactions.

The anticipation of events in the sphere explored by the natural sci-
ences is based upon the categories of regularity and causality. There

10. Language, Thought and Culture, ed. by Paul Henle (University of Michigan Press, 1958), p. 48.
Of course, the analogy is not complete, as the immense majority stop in their cultural evolution
long before they reach the thymological heights of their age.



are in some byroads bridges that would collapse if a truck loaded with
ten tons passed over them. We do not expect that such a load would
make the George Washington bridge tumble. We firmly trust in the
categories that are the foundations of our physical and chemical
knowledge.

In dealing with the reactions of our fellow men we cannot rely upon
such a regularity. We assume that, by and large, the future conduct of
people will, other things being equal, not deviate without special reason
from their past conduct, because we assume that what determined their
past conduct will also determine their future conduct. However differ-
ent we may know ourselves to be from other people, we try to guess how
they will react to changes in their environment. Out of what we know
about a man’s past behavior, we construct a scheme about what we call
his character. We assume that this character will not change if no spe-
cial reasons interfere, and, going a step farther, we even try to foretell
how definite changes in conditions will affect his reactions. Compared
with the seemingly absolute certainty provided by some of the nat-
ural sciences, these assumptions and all the conclusions derived from
them appear as rather shaky; the positivists may ridicule them as unsci-
entific. Yet they are the only available approach to the problems con-
cerned and indispensable for any action to be accomplished in a social
environment.

Understanding does not deal with the praxeological side of human
action. It refers to value judgments and the choice of ends and of means
on the part of our fellow men. It refers not to the field of praxeology and
economics, but to the field of history. It is a thymological category. The
concept of a human character is a thymological concept. Its concrete
content in each instance is derived from historical experience.

No action can be planned and executed without understanding of
the future. Even an action of an isolated individual is guided by definite
assumptions about the actor’s future value judgments and is so far de-
termined by the actor’s image of his own character.

The term “speculate” was originally employed to signify any kind of
meditation and forming of an opinion. Today it is employed with an op-
probrious connotation to disparage those men who, in the capitalistic
market economy, excel in better anticipating the future reactions of
their fellow men than the average man does. The rationale of this se-
mantic usage is to be seen in the inability of short-sighted people to no-
tice the uncertainty of the future. These people fail to realize that all
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production activities aim at satisfying the most urgent future wants and
that today no certainty about future conditions is available. They are
not aware of the fact that there is a qualitative problem in providing for
the future. In all the writings of the socialist authors there is not the
slightest allusion to be found to the fact that one of the main problems
of the conduct of production activities is to anticipate the future de-
mands of the consumers.11

Every action is a speculation, i.e., guided by a definite opinion con-
cerning the uncertain conditions of the future. Even in short-run ac-
tivities this uncertainty prevails. Nobody can know whether some un-
expected fact will not render vain all that he has provided for the next
day or the next hour.

11. Mises, Theory and History, pp. 140 ff.



chapter 3

Necessity and Volition

1 The Infinite

Negation, the notion of the absence or nonexistence of something or of
the denial of a proposition, is conceivable to the human mind. But the
notion of an absolute negation of everything, the representation of an
absolute nothing, is beyond man’s comprehension. So is the notion of
the emergence of something out of nothing, the notion of an absolute
beginning. The Lord, teaches the Bible, created the world out of noth-
ing; but God himself was there from eternity and will be there in eter-
nity, without a beginning and without an end.

As the human mind sees it, everything that happens, happens to
something that existed before. The emergence of something new is seen
as the evolution—the coming to maturity—of something that was po-
tentially already present in what existed before. The totality of the uni-
verse as it was yesterday included already potentially the totality of the
universe as it is today. The universe is an all-comprehensive context of
elements, a continuity stretching back and forward into infinity, an en-
tity to which to ascribe either an origin or an end is beyond the mental
capacity of man.

Everything that is, is such as it is and not something different, be-
cause what preceded it was of a definite shape and structure and not of
a different shape and structure.

We do not know what a superhuman, wholly perfect mind would
think about these issues. We are merely men equipped with a
human mind and cannot even imagine the potency and capacity
of such a more perfect mind, essentially different from our mental
powers.
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2 The Ultimate Given

It follows that scientific research will never succeed in providing a full
answer to what is called the riddles of the universe. It can never show how
out of an inconceivable nothing emerged all that is and how one day all
that exists may again disappear and the “nothing” alone will remain.

Scientific research sooner or later, but inevitably, encounters some-
thing ultimately given that it cannot trace back to something else of
which it would appear as the regular or necessary derivative. Scientific
progress consists in pushing further back this ultimately given. But there
will always remain something that—for the human mind thirsting after
full knowledge—is, at the given stage of the history of science, the pro-
visional stopping point. It was only the rejection of all philosophical and
epistemological thinking by some brilliant but one-sided physicists of
the last decades that interpreted as a refutation of determinism the fact
that they were at a loss to trace back certain phenomena—that for them
were an ultimately given—to some other phenomena. Perhaps it is true,
although not likely, that contemporary physics has at some points
reached a barrier beyond which no further expansion of knowledge is
possible for man. But however this may be, there is in all the teachings
of the natural sciences nothing that could in any way be considered as
incompatible with determinism.

The natural sciences are entirely based upon experience. All they
know and deal with is derived from experience. And experience could
not teach anything if there were no regularity in the concatenation and
succession of events.

But the philosophy of positivism tries to assert much more than can
be learned from experience. It pretends to know that there is nothing
in the universe that could not be investigated and fully clarified by the
experimental methods of the natural sciences. But it is admitted by
everybody that up to now these methods have not contributed anything
to the explanation of the phenomena of life as distinguished from
physico-chemical phenomena. And all the desperate efforts to reduce
thinking and valuing to mechanical principles have failed.

It is by no means the aim of the preceding remarks to express any
opinion about the nature and structure of life and of the mind. This 
essay is, as has been said in the first words of its preface, not a contri-
bution to philosophy. We have to refer to these problems only in order
to show that the treatment that positivism accords to them implies a



theorem for which no experimental justification whatever can be pro-
vided, viz., the theorem that all observable phenomena are liable to a
reduction to physical and chemical principles. Whence do the posi-
tivists derive this theorem? It would be certainly wrong to qualify it as
an a priori assumption. A characteristic mark of an a priori category is
that any different assumption with regard to the topic concerned ap-
pears to the human mind as unthinkable and self-contradictory. But
this is certainly not the case with the positivist dogma we are dealing
with. The ideas taught by certain religious and metaphysical systems
are neither unthinkable nor self-contradictory. There is nothing in
their logical structure that would force any reasonable man to reject
them for the same reasons he would, e.g., have to reject the thesis that
there is no difference and distinction between A and non-A.

The gulf that in epistemology separates the events in the field inves-
tigated by the natural sciences from those in the field of thinking and
acting has not been made narrower by any of the findings and achieve-
ments of the natural sciences. All we know about the mutual relation
and interdependence of these two realms of reality is metaphysics. The
positivist doctrine that denies the legitimacy of any metaphysical doc-
trine is no less metaphysical than many other doctrines at variance with
it. This means: What a man in the present state of mankind’s civilization
and knowledge says about such issues as the soul, the mind, believing,
thinking, reasoning, and willing does not have the epistemological
character of natural science and can in no way be considered as sci-
entific knowledge.

An honest man, perfectly familiar with all the achievements of con-
temporary natural science, would have to admit freely and unre-
servedly that the natural sciences do not know what the mind is and
how it works and that their methods of research are not fit to deal with
the problems dealt with by the sciences of human action.

It would have been wise on the part of the champions of logical pos-
itivism to take to heart Wittgenstein’s advice: “Whereof one cannot
speak, thereof one must be silent.” 1

3 Statistics

Statistics is the description in numerical terms of experiences con-
cerning phenomena not subject to regular uniformity. As far as there is
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discernible regularity in the succession of phenomena, no recourse to
statistics is needed. The objective of vital statistics is not to establish the
fact that all men are mortal, but to give information about the length
of human life, a magnitude that is not uniform. Statistics is therefore a
specific method of history.

Where there is regularity, statistics could not show anything else
than that A is followed in all cases by P and in no case by something dif-
ferent from P. If statistics show that A is in x% of all cases followed by P
and in (100 � x)% of all cases by Q, we must assume that a more per-
fect knowledge will have to split up A into two factors B and C of which
the former is regularly followed by P and the latter by Q.

Statistics is one of the resources of historical research. There are in
the field of human action certain occurrences and events characteris-
tic features of which can be described in numerical terms. Thus, e.g.,
the impact of a definite doctrine upon the minds of people does not
permit of any numerical expression. Its “quantity” can be ascertained
only by the method of the specific understanding of the historical dis-
ciplines.2 But the number of people who lost their lives in struggles to
arrange, by means of wars, revolutions, and assassinations, social con-
ditions in agreement with a definite doctrine can be precisely deter-
mined in figures if all the documentation required is available.

Statistics provides numerical information about historical facts, that
is, about events that happened at a definite period of time to definite
people in a definite area. It deals with the past and not with the future.
Like any other past experience, it can occasionally render important
services in planning for the future, but it does not say anything that is
directly valid for the future.

There is no such thing as [a] statistical [law]. People resort to the
methods of statistics precisely where they are not in a position to find
regularity in the concatenation and succession of events. The most 
celebrated statistical achievement, mortality tables, does not show sta-
bility, but changes in the mortality rates of the population. The av-
erage length of human life changes in the course of history, even if 
no changes were to emerge in the natural environment, because many 
factors that affect it are the result of human action, e.g., violence, 
diet, medical and prophylactic measures, the supply of foodstuffs, and 
others.
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The concept of [a] “statistical law” originated when some authors, in
dealing with human conduct, failed to realize why certain statistical
data change only slowly and, in blind enthusiasm, hastily identified
slowness of change with absence of change. Thus, they believed them-
selves to have discovered regularities—laws—in the conduct of people
for which neither they themselves nor anybody else had any other
explanation than the—as must be emphasized, baseless—assumption
that statistics had demonstrated them.3 From the shaky philosophy of
these authors physicists borrowed the term “statistical law,” but they
gave to it a connotation that differs from that attached to it in the
field of human action. It is not our task to deal with the meaning these
physicists and later generations of physicists attached to this term or
with the services statistics can render to experimental research and to
technology.

The orbit of the natural sciences is the field in which the human mind
is able to discover constant relations between various elements. What
characterizes the field of the sciences of human action is the absence of
constant relations apart from those dealt with by praxeology. In the for-
mer group of sciences there are laws (of nature) and measurement. In
the latter there is no measurement and—apart from praxeology—no
laws; there is only history, including statistics.

4 Free Will

Man is not, like the animals, an obsequious puppet of instincts and sen-
sual impulses. Man has the power to suppress instinctive desires, he has
a will of his own, he chooses between incompatible ends. In this sense
he is a moral person; in this sense he is free.

However, it is not permissible to interpret this freedom as indepen-
dence of the universe and its laws. Man too is an element of the uni-
verse, descended from the original x out of which everything devel-
oped. He has inherited from the infinite line of his progenitors the
physiological equipment of his self; in his postnatal life he was exposed
to a variety of physical and mental experiences. He is at any instant of
his life—his earthly pilgrimage—a product of the whole history of the
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universe. All his actions are the inevitable result of his individuality as
shaped by all that preceded. An omniscient being may have correctly
anticipated each of his choices. (However, we do not have to deal with
the intricate theological problems that the concept of omniscience
raises.)

Freedom of the will does not mean that the decisions that guide a
man’s action fall, as it were, from outside into the fabric of the universe
and add to it something that had no relation to and was independent of
the elements which had formed the universe before. Actions are di-
rected by ideas, and ideas are products of the human mind, which is
definitely a part of the universe and of which the power is strictly de-
termined by the whole structure of the universe.

What the term “freedom of the will” refers to is the fact that the ideas
that induce a man to make a decision (a choice) are, like all other ideas,
not “produced” by external “facts,” do not “mirror,” the conditions of
reality, and are not “uniquely determined” by any ascertainable exter-
nal factor to which we could impute them in the way in which we im-
pute in all other occurrences an effect to a definite cause. There is
nothing else that could be said about a definite instance of a man’s act-
ing and choosing than to ascribe it to this man’s individuality.

We do not know how, out of the encounter of a human individual-
ity, i.e., a man as he has been formed by all he has inherited and by all
he has experienced, and a new experience definite ideas result and de-
termine the individual’s conduct. We do not even have any surmise
how such knowledge could be acquired. More than that, we realize
that if such knowledge were attainable for men, and if, consequently,
the formation of ideas and thereby the will could be manipulated in the
way machines are operated by the engineer, human conditions would
be essentially altered. There would yawn a wide gulf between those
who manipulate other people’s ideas and will and those whose ideas
and will are manipulated by others.

It is precisely the lack of such knowledge that generates the funda-
mental difference between the natural sciences and the sciences of hu-
man action.

In referring to the free will we are pointing out that in the production
of events something can be instrumental about which the natural sci-
ences cannot convey any information, something that the natural sci-
ences cannot even notice. Yet our impotence to ascertain an absolute
beginning out of nothing forces us to assume that also this invisible and
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intangible something—the human mind—is an inherent part of the
universe, a product of its whole history.4

The traditional treatment of the problem of free will refers to the ac-
tor’s vacillation before the final resolution. At this stage the actor wavers
between different courses of action each of which seems to have some
merits and demerits that the others lack. In comparing their pros and
cons he is intent upon finding the decision that conforms to his person-
ality and to the specific conditions of the instant as he sees them and thus
upon satisfying best all his concerns. This means that his individuality—
the product of all that he has inherited at birth from his ancestors and of
all that he himself has experienced up to the critical moment—deter-
mines the final resolution. If later he reviews his past, he is aware of the
fact that his comportment in any situation was fully determined by the
kind of man he was at the instant of the action. It is immaterial whether
in retrospect he himself or an unaffected observer can clearly describe
all the factors that were instrumental in forming the past decision.

Nobody is in a position to predict with the same assurance with
which the natural sciences make predictions how he himself and other
people will act in the future. There is no method that would enable us
to learn about a human personality all that would be needed to make
such prognostications with the degree of certainty technology attains
in its predictions.

The way in which historians and biographers proceed in analyzing
and explaining the actions of the men with whom they are dealing
reflects a more correct view of the problems involved than voluminous
sophisticated treatises of moral philosophy. The historian refers to the
spiritual milieu and the past experiences of the actor, to his knowledge
or ignorance of all the data that could influence his decision, to his
state of health, and to many other factors that could have played a role.
But then, even after full attention has been paid to all these matters,
something remains that defies any attempts at further interpretation,
viz., the personality or individuality of the actor. When all is said about
the case, there is finally no other answer to the question why Caesar
crossed the Rubicon than: because he was Caesar. We cannot elimi-
nate in dealing with human action reference to the actor’s personality.

Men are unequal; individuals differ from one another. They differ be-
cause their prenatal as well as their postnatal history is never identical.
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5 Inevitability

All that happens was, under the prevailing conditions, bound to hap-
pen. It happened because the forces operating on its production were
more powerful than the counteracting forces. Its happening was, in this
sense, inevitable.

Yet the historian who in retrospect speaks of inevitability is not in-
dulging in a pleonasm. What he means is to qualify a definite event or ar-
ray of events A as the moving force producing a second event B; the pro-
viso: provided no sufficiently powerful counteracting factor appeared, is
self-understood. If such a counterpoise was lacking, A was bound to re-
sult in B, and it is permissible to call the outcome B inevitable.

In forecasting future events, apart from the field covered by praxeo-
logical law, reference to inevitability is a meaningless flower of speech.
It does not add anything to the conclusive force of a prediction. It merely
attests the infatuation of its author. This is all that needs to be said with
regard to the prophetic effusions of the various systems of philoso-
phy of history.5 The “inexorability of a law of nature” (Notwendigkeit

eines Naturprozesses) which Marx claimed for his prophecy 6 is just a
rhetorical trick.

The momentous changes occurring in the course of cosmic and hu-
man history are the composite effect of a multitude of events. Each of
these contributing events is strictly determined by the factors that pre-
ceded and produced it and so is the part each of them plays in the pro-
duction of the momentous change. But if and as far as the chains of
causation upon which the occurrence of these various contributing
events depends are independent of one another, a situation may result
that has induced some historians and philosophers to exaggerate the
role chance plays in the history of mankind. They fail to realize that
events are to be graded according to their size from the point of view of
the weight of their effects and of their cooperation in the production of
the composite effect. If only one of the minor events is altered, the
influence upon the total outcome will also only be small.

It is a rather unsatisfactory way to argue: If the police in Sarajevo* had
been more efficient on June 28, 1914, the archduke would not have been
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murdered and the World War and all its disastrous consequences would
have been avoided. What made—in the sense referred to above—the
Great War inevitable was the irreconcilable conflicts among the various
linguistic groups (nationalities) of the Habsburg Monarchy, on the one
hand, and, on the other hand, the German endeavors to build a navy
strong enough to defeat the British naval forces. The Russian revolution
was bound to come, as the Tsarist system and its bureaucratic methods
were passionately rejected by the immense majority of the population;
the outbreak of the war did not accelerate its coming; it rather delayed
it for a short time. The fiery nationalism and etatism of the European
peoples could not but result in war. These were the factors that made
the Great War and its consequences inevitable, no matter whether the
Serbian nationalists succeeded or failed in their attempts to murder the
heir to the Austrian throne.

Political, social, and economic affairs are the outcome of the co-
operation of all people. Although there prevail considerable differences
with regard to the importance of the various individuals’ contributions,
they are commensurable and by and large capable of being replaced
by those of other individuals. An accident that eliminates the work of
an individual, be he even a rather eminent one, diverts the course of
events only slightly from the line they would have followed if it had not
occurred.

Conditions are different in the field of the greatest intellectual and
artistic performances. The feat of the genius is outside the regular flow
of human affairs. The genius too is in many regards determined by the
conditions of his environment. But what gives to his work its specific
lustre is something that is unique and cannot be duplicated by anyone
else. We know neither what combination of genes produces the innate
potentialities of the genius nor what kind of environmental conditions
are needed to bring them to fruition. If he succeeds in avoiding all the
dangers that could harm him and his accomplishments, the better for
mankind. If an accident annihilates him, all the people lose something
irreplaceable.

If Dante, Shakespeare, or Beethoven had died in childhood, man-
kind would miss what it owes to them. In this sense we may say that
chance plays a role in human affairs. But to stress this fact does not in
the least contradict the a priori category of determinism.
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chapter 4

Certainty and Uncertainty

1 The Problem of Quantitative Definiteness

Laboratory experiments and observation of external phenomena en-
able the natural sciences to proceed with measurement and the
quantification of knowledge. Referring to this fact, one used to style
these sciences as the exact sciences and to belittle the lack of exactitude
in the sciences of human action.

Today nobody any longer denies that on account of the insufficiency
of our senses measurement is never perfect and precise in the full sense
of these terms. It is only more or less approximate. Besides, the Heisen-
berg principle shows that there are relations that man cannot mea-
sure at all. There is no such thing as quantitative exactitude in our de-
scription of natural phenomena. However, the approximations that 
measurement of physical and chemical objects can provide are by and 
large sufficient for practical purposes. The orbit of technology is an 
orbit of approximate remeasurement and approximate quantitative 
definiteness.

In the sphere of human action there are no constant relations be-
tween any factors. There is consequently no measurement and no
quantification possible. All measurable magnitudes that the sciences of
human action encounter are quantities of the environment in which
man lives and acts. They are historical facts, e.g., facts of economic or
of military history, and are to be clearly distinguished from the prob-
lems with which the theoretical science of action—praxeology and es-
pecially also its most developed part, economics—deals.

Deluded by the idea that the sciences of human action must ape the
technique of the natural sciences, hosts of authors are intent upon a
quantification of economics. They think that economics ought to imi-
tate chemistry, which progressed from a qualitative to a quantitative
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state.1 Their motto is the positivistic maxim: Science is measurement.
Supported by rich funds, they are busy reprinting and rearranging sta-
tistical data provided by governments, by trade associations, and by
corporations and other enterprises. They try to compute the arithmeti-
cal relations among various of these data and thus to determine what
they call, by analogy with the natural sciences, correlations and func-
tions. They fail to realize that in the field of human action statistics is
always history and that the alleged “correlations” and “functions” do
not describe anything else than what happened at a definite instant of
time in a definite geographical area as the outcome of the actions of a
definite number of people.2 As a method of economic analysis econo-
metrics is a childish play with figures that does not contribute anything
to the elucidation of the problems of economic reality.

2 Certain Knowledge

Radical empiricism rejects the idea that certain knowledge concerning
the conditions of the universe is accessible to the minds of mortal men.
It considers the a priori categories of logic and mathematics as as-
sumptions or conventions, freely chosen on account of their conve-
nience for the attainment of the kind of knowledge that man is able to
acquire. All that is inferred by deduction from these a priori categories
is merely tautological and does not convey any information about the
state of reality. Even if we were to accept the untenable dogma of reg-
ularity in the concatenation and succession of natural events, the falli-
bility and insufficiency of the human senses makes it impossible to as-
cribe certainty to any a posteriori knowledge. We, human beings as we
are, must acquiesce in this state of affairs. How things “really” are or
may appear when looked upon from the vista of a superhuman intelli-
gence, essentially different from the human mind as it works in the
present eon of cosmic history, is for us inscrutable.

However, this radical scepticism does not refer to praxeological
knowledge. Praxeology too starts from an a priori category and proceeds

1. J. Schumpeter, Das Wesen and der Hauptinhalt der theoretischen Nationalökonomie (Leipzig,
1908), pp. 606 ff.; W. Mitchell, “Quantitative Analysis in Economic Theory,” American Economic

Review, XV, 1 ff.; G. Cassel, On Quantitative Thinking in Economics (Oxford, 1935); and a daily in-
creasing flood of books and articles.
2. Mises, Human Action, pp. 347 ff.



by deductive reasoning. Yet the objections raised by scepticism against
the conclusiveness of a priori categories and a priori reasoning do not
apply to it. For, as must be emphasized again, the reality the elucidation
and interpretation of which is the task of praxeology is congeneric with
the logical structure of the human mind. The human mind generates
both human thinking and human action. Human action and human
thinking stem from the same source and are in this sense homogeneous.
There is nothing in the structure of action that the human mind can-
not fully explain. In this sense praxeology supplies certain knowledge.

Man as he exists on this planet in the present period of cosmic his-
tory may one day disappear. But as long as there are beings of the spe-
cies Homo sapiens there will be human action of the categorial kind
praxeology deals with. In this restricted sense praxeology provides exact
knowledge of future conditions.

In the field of human action all quantitatively determined magni-
tudes refer only to history and do not convey any knowledge that would
mean something beyond the specific historical constellation that gen-
erated them. All general knowledge, that is, all knowledge that is ap-
plicable not only to a definite constellation of the past but to all praxe-
ologically identical constellations of the past as well as of the future, is
deductive knowledge ultimately derived from the a priori category of ac-
tion. It refers rigidly to any reality of action as it appeared in the past and
will appear in the future. It conveys precise knowledge of real things.

3 The Uncertainty of the Future

According to an often quoted dictum of Auguste Comte, the objective
of the—natural—sciences is to know in order to predict what will hap-
pen in the future. These predictions are, as far as they refer to the ef-
fects of human action, conditional. They say: If A, then B. But they do
not tell anything about the emergence of A. If a man absorbs potassium
cyanide, he will die. But whether he will swallow this poison or not is
left undecided.

The predictions of praxeology are, within the range of their applica-
bility, absolutely certain. But they do not tell us anything about the
value judgments of the acting individuals and the way they will deter-
mine their actions. All we can know about these value judgments has
the categorial character of the specific understanding of the historical
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sciences of human action. Whether our anticipations of—our own or
other people’s—future value judgments and of the means that will be
resorted to for adjusting action to these value judgments will be correct
or not cannot be known in advance.

This uncertainty of the future is one of the main marks of the human
condition. It taints all manifestations of life and action.

Man is at the mercy of forces and powers beyond his control. He acts
in order to avoid as much as possible what, as he thinks, will harm him-
self. But he can at best succeed only within a narrow margin. And he
can never know beforehand to what extent his acting will attain the end
sought and, if it attains it, whether this action will in retrospect appear—
to himself or to the other people looking upon it—as the best choice
among those that were open to him at the instant he embarked upon it.

Technology based on the achievements of the natural sciences aims
at full control within a definite sphere, which, of course, comprehends
only a fraction of the events that determine man’s fate. Although the
progress of the natural sciences tends to enlarge the sphere of such sci-
entifically directed action, it will never cover more than a narrow mar-
gin of possible events. And even within this margin there can never be
absolute certainty. The result aimed at can be thwarted by the invasion
of forces not yet sufficiently known or beyond human control. Techno-
logical engineering does not eliminate the aleatory element of human
existence; it merely restricts its field a little. There always remains an
orbit that to the limited knowledge of man appears as an orbit of pure
chance and marks life as a gamble. Man and his works are always ex-
posed to the impact of unforeseen and uncontrollable events. He can-
not help banking upon the good luck not to be hit by them. Even dull
people cannot fail to realize that their well-being ultimately depends
on the operation of forces beyond man’s wisdom, knowledge, prevision,
and provision. With regard to these forces all human planning is vain.
This is what religion has in mind when it refers to the unfathomable
decrees of Heaven and turns to prayer.

4 Quantification and Understanding 
in Acting and in History

Many data with which the mind is concerned either in retrospect or 
in planning for the future can be expressed in numerical terms. Other
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relevant magnitudes can only be put into words of a nonmathematical
language. In regard to such magnitudes the specific understanding of
the sciences of human action is a substitute, as it were, for the unfeasi-
bility of measurement.

In this sense the historian as well as the acting man speaks of the rel-
evance of different events and actions in regard to their production of
other events and of definite states of affairs. In this sense they distin-
guish between more important and less important events and facts and
between greater men and lesser men.

Misjudgments in this quasi-quantitative evaluation of reality are per-
nicious if they occur in planning actions. Speculations are bound to
fail if based upon an illusory anticipation of future conditions. Even if
they are “qualitatively” correct, i.e., if the conditions they have antici-
pated really appear, they may bring disaster if they are “quantitatively”
wrong, i.e., if they have erred concerning the dimensions of the effects
or concerning the timing of their appearance. It is this that makes the
long-range speculations of statesmen and of businessmen especially
hazardous.

5 The Precariousness of Forecasting in Human Affairs

In forecasting what may or will happen in the future, man can either
be right or mistaken. But his anticipation of future events cannot
influence the course of nature. Whatever man may expect, nature will
go its own way unaffected by any human expectations, desires, wishes,
and hopes.

It is different in the sphere in which human action can operate. Fore-
casting may prove mistaken if it induces men to proceed successfully in
a way that is designed to avoid the happening of the forecast events.
What impels people to listen to the opinions of soothsayers or to con-
sult with them is frequently the desire to avoid the emergence of unde-
sirable events that, according to these prophecies, the future has in store
for them. If, on the other hand, what the oracle promised them agreed
with their wishes, they could react to the prophecy in two ways. Trust-
ing to the oracle, they could either become indolent and neglect doing
what had to be done in order to bring about the end forecast. Or they
could, full of confidence, double their effort to attain the goal desired.
In all such cases the content of the prophecy had the power to divert the
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course of affairs from the lines that it would have pursued in the ab-
sence of an allegedly authoritative forecast.

We may illustrate the issue by referring to business forecasting. If
people are told in May that the boom going on will continue for several
months and will not end in a crash before December, they will try to
sell as soon as possible, at any rate before December. Then the boom
will come to an end before the day indicated by the prediction.

6 Economic Prediction and the Trend Doctrine

Economics can predict the effects to be expected from resorting to
definite measures of economic policies. It can answer the question
whether a definite policy is able to attain the ends aimed at and, if the
answer is in the negative, what its real effects will be. But, of course, this
prediction can be only “qualitative.” It cannot be “quantitative” as there
are no constant relations between the factors and effects concerned.
The practical value of economics is to be seen in this neatly circum-
scribed power of predicting the outcome of definite measures.

Those rejecting the aprioristic science of economics on account of
its apriorism, the adepts of the various schools of Historicism and Insti-
tutionalism, ought from the point of view of their own epistemological
principles to be prevented from expressing any judgment about the fu-
ture effects to be expected from any definite policy. They cannot even
know what a definite measure, whenever resorted to, brought about in
the past. For what happened was always the result of the joint operation
of a multitude of factors. The measure in question was only one of
many factors contributing to the emergence of the final outcome. But
even if these scholars are bold enough to assert that a definite measure
in the past resulted in a definite effect, they would not—from the point
of view of their own principles—be justified in assuming that therefore
the same effect will be attained in the future too. Consistent Histori-
cism and Institutionalism would have to refrain from issuing any opin-
ion about the—necessarily future—effects of any measure or policy.
They would have to restrict their teachings to the treatment of eco-
nomic history. (We may pass over the question how economic history
could be dealt with without economic theory.)

However, the public’s interest in the studies labeled as economic is
entirely due to the expectation that one can learn something about the
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methods to be resorted to for the attainment of definite ends. The stu-
dents attending the courses of the professors of “economics” as well as
the governments appointing “economic” advisers are anxious to get in-
formation about the future, not about the past. But all that these experts
can tell them, if they remain faithful to their own epistemological prin-
ciples, refers to the past.

To comfort their customers—statesmen, businessmen, and stu-
dents—these scholars have developed the trend doctrine. They assume
that trends that prevailed in the recent past—inappropriately often
dubbed the present—will also continue in the future. If they consider
the trend as undesirable, they recommend measures to change it. If
they consider it as desirable, they are inclined to declare it as inevitable
and irresistible and do not take into account the fact that trends mani-
fested in history can change, often or rather always did change, and
may change even in the immediate future.

7 Decision-Making

There are fads and fashions in the treatment of scientific problems and
in the terminology of the scientific language.

What praxeology calls choosing is nowadays, as far as it concerns the
choice of means, called decision-making. The neologism is designed to
divert attention from the fact that what matters is not simply to make a
choice, but to make the best possible choice. This means: to proceed in
such a way that no less urgently desired end should be satisfied if its
satisfaction prevents the attainment of a more urgently desired end. In
the production processes directed in the market economy by profit-
seeking business this is accomplished as far as possible with the intel-
lectual aid of economic calculation. In a self-sufficient, closed, socialist
system, which cannot resort to any economic calculation, the making
of decisions concerning means is mere gambling.

8 Confirmation and Refutability

In the natural sciences a theory can be maintained only if it is in agree-
ment with experimentally established facts. This agreement was, up to
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a short time ago, considered as confirmation. Karl Popper, in 1935, in
Logik der Forschung 3 pointed out that facts cannot confirm a theory;
they can only refute it. Hence a more correct formulation has to declare:
A theory cannot be maintained if it is refuted by the data of experience.
In this way experience restricts the scientist’s discretion in constructing
theories. A hypothesis has to be dropped when experiments show that it
is incompatible with the established facts of experience.

It is obvious that all this cannot refer in any way to the problems of the
sciences of human action. There are in this orbit no such things as ex-
perimentally established facts. All experience in this field is, as must be
repeated again and again, historical experience, that is, experience of
complex phenomena. Such an experience can never produce some-
thing having the logical character of what the natural sciences call “facts
of experience.”

If one accepts the terminology of logical positivism and especially also
that of Popper, a theory or hypothesis is “unscientific” if in principle it
cannot be refuted by experience. Consequently, all a priori theories, in-
cluding mathematics and praxeology, are “unscientific.” This is merely
a verbal quibble. No serious man wastes his time in discussing such a ter-
minological question. Praxeology and economics will retain their para-
mount significance for human life and action however people may clas-
sify and describe them.

The popular prestige that the natural sciences enjoy in our civi-
lization is, of course, not founded upon the merely negative condi-
tion that their theorems have not been refuted. There is, apart from 
the outcome of laboratory experiments, the fact that the machines and
all other implements constructed in accordance with the teachings 
of science run in the way anticipated on the ground of these teach-
ings. The electricity-driven motors and engines provide a confirmation
of the theories of electricity upon which their production and op-
eration were founded. Sitting in a room that is lighted by electric bulbs,
equipped with a telephone, cooled by an electric fan, and cleaned 
by a vacuum cleaner, the philosopher as well as the layman cannot
help admitting that there may be something more in the theories 
of electricity than that up to now they have not been refuted by an 
experiment.

3. Now also available in an English-language edition, The Logic of Scientific Discovery (New
York, 1959).
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9 The Examination of Praxeological Theorems

The epistemologist who starts his lucubrations from the analysis of 
the methods of the natural sciences and whom blinkers prevent from
perceiving anything beyond this field tells us merely that the natural
sciences are the natural sciences and that what is not natural science 
is not natural science. About the sciences of human action he does 
not know anything, and therefore all that he utters about them is of no 
consequence.

It is not a discovery made by these authors that the theories of prax-
eology cannot be refuted by experiments nor confirmed by their suc-
cessful employment in the construction of various gadgets. These facts
are precisely one aspect of our problem.

The positivist doctrine implies that nature and reality, in providing
the sense data that the protocol sentences register, write their own story
upon the white sheet of the human mind. The kind of experience to
which they refer in speaking of verifiability and refutability is, as they
think, something that does not depend in any way on the logical struc-
ture of the human mind. It provides a faithful image of reality. On the
other hand, they suppose, reason is arbitrary and therefore liable to er-
ror and misinterpretation.

This doctrine not only fails to make allowance for the fallibility of
our apprehension of sense objects; it does not realize that perception is
more than just sensuous apprehension, that it is an intellectual act per-
formed by the mind. In this regard both associationism and Gestalt psy-
chology agree. There is no reason to ascribe to the operation the mind
performs in the act of becoming aware of an external object a higher
epistemological dignity than to the operation the mind performs in de-
scribing its own ways of procedure.

In fact, nothing is more certain for the human mind than what the
category of human action brings into relief. There is no human being
to whom the intent is foreign to substitute by appropriate conduct one
state of affairs for another state of affairs that would prevail if he did not
interfere. Only where there is action are there men.

What we know about our own actions and about those of other people
is conditioned by our familiarity with the category of action that we owe
to a process of self-examination and introspection as well as of under-
standing of other people’s conduct. To question this insight is no less
impossible than to question the fact that we are alive.



He who wants to attack a praxeological theorem has to trace it back,
step by step, until he reaches a point in which, in the chain of reason-
ing that resulted in the theorem concerned, a logical error can be un-
masked. But if this regressive process of deduction ends at the category
of action without having discovered a vicious link in the chain of rea-
soning, the theorem is fully confirmed. Those positivists who reject such
a theorem without having subjected it to this examination are no less
foolish than those seventeenth-century astronomers were who refused to
look through the telescope that would have shown them that Galileo was
right and they were wrong.
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1. John Neville Keynes, The Scope and Method of Political Economy (London, 1891), p. 165.

chapter 5

On Some Popular Errors Concerning 
the Scope and Method of Economics

1 The Research Fable

The popular ideas concerning the methods the economists employ or
ought to employ in the pursuit of their studies are fashioned by the belief
that the methods of the natural sciences are also adequate for the study
of human action. This fable is supported by the usage that mistakes eco-
nomic history for economics. A historian, whether he deals with what is
called general history or with economic history, has to study and to ana-
lyze the available records. He must embark upon research. Although the
research activities of a historian are epistemologically and methodolog-
ically different from those of a physicist or a biologist, there is no harm in
employing for all of them the same appellation, viz., research. Research
is not only time-consuming. It is also more or less expensive.

But economics is not history. Economics is a branch of praxeology,
the aprioristic theory of human action. The economist does not base his
theories upon historical research, but upon theoretical thinking like that
of the logician or the mathematician. Although history is, like all other
sciences, at the background of his studies, he does not learn directly from
history. It is, on the contrary, economic history that needs to be inter-
preted with the aid of the theories developed by economics.

The reason is obvious, as has been pointed out already. The historian
can never derive theorems about cause and effect from the analysis of
the material available. Historical experience is not laboratory experi-
ence. It is experience of complex phenomena, of the outcome of the
joint operation of various forces.

This shows why it is wrong to contend that “it is from observation that
even deductive economics obtains its ultimate premises.” 1 What we can
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“observe” is always only complex phenomena. What economic history,
observation, or experience can tell us is facts like these: Over a definite
period of the past the miner John in the coal mines of the X company
in the village of Y earned p dollars for a working day of n hours. There is
no way that would lead from the assemblage of such and similar data
to any theory concerning the factors determining the height of wage
rates.

There are plenty of institutions for alleged economic research. They
collect various materials, comment in a more or less arbitrary way upon
the events to which these materials refer, and are even bold enough to
make, on the ground of this knowledge about the past, prognostications
concerning the future course of business affairs. Considering forecast-
ing the future as their main objective, they call the series of data col-
lected “tools.” Considering the elaboration of plans for governmental
action as their most eminent pursuit, they aspire to the role of an “eco-
nomic general staff ” assisting the supreme commander of the nation’s
economic effort. Competing with the research institutes of the natural
sciences for government and foundation grants, they call their offices
“laboratories” and their methods “experimental.” Their effort may be
highly appreciated from some points of view. But it is not economics.
It is economic history of the recent past.

2 The Study of Motives

Public opinion still labors under the failure of classical economics to
come to grips with the problem of value. Unable to solve the apparent
paradox of valuation, the classical economists could not trace the chain
of market transactions back to the consumer, but were forced to start
their reasoning from the actions of the businessman, for whom the val-
uations of the buyers are a given fact. The conduct of the businessman
in his capacity as a merchant serving the public is pertinently de-
scribed by the formula: Buy in the cheapest and sell in the dearest mar-
ket. The second part of this formula refers to the conduct of the buyers
whose valuations determine the height of the prices they are prepared
to pay for the merchandise. But nothing is said about the process that
sets up these valuations. They are looked upon as given data. If one ac-
cepts this oversimplified formula, it is certainly possible to distinguish
between businesslike conduct (falsely termed economic or rational



conduct) and conduct determined by other considerations than those
of business (falsely termed uneconomic or irrational conduct). But this
mode of classification does not make any sense if we apply it to the be-
havior of the consumer.

The harm done by such and similar attempts to make distinctions
was that they removed economics from reality. The task of economics,
as many epigones of the classical economists practiced it, was to deal
not with events as they really happened, but only with forces that con-
tributed in some not clearly defined manner to the emergence of what
really happened. Economics did not actually aim at explaining the for-
mation of market prices, but at the description of something that to-
gether with other factors played a certain, not clearly described role 
in this process. Virtually it did not deal with real living beings, but 
with a phantom, “economic man,” a creature essentially different from 
real man.

The absurdity of this doctrine becomes manifest as soon as the ques-
tion is raised in what this economic man differs from real man. He is con-
sidered as a perfect egoist, as omniscient, and as exclusively intent upon
accumulating more and more wealth. But it does not make any differ-
ence for the determination of market prices whether an “egoistic” buyer
buys because he wants himself to enjoy what he bought or whether an
“altruistic” buyer buys for some other reasons, for instance in order to
make a gift to a charitable institution. Neither does it make any differ-
ence on the market whether the consumer in buying is guided by opin-
ions that an unaffected spectator considers as true or false. He buys be-
cause he believes that to acquire the merchandise in question will satisfy
him better than keeping the money or spending it for something else.
Whether or not he aims at accumulating wealth, he always aims at
employing what he owns for those ends which, as he thinks, will satisfy
him best.

There is only one motive that determines all the actions of all men,
viz., to remove, directly or indirectly, as much as possible any uneasi-
ness felt. In the pursuit of this aim men are affected with all the frailties
and weaknesses of human existence. What determines the real course
of events, the formation of prices and all other phenomena commonly
called economic as well as all other events of human history, is the 
attitudes of these fallible men and the effects produced by their actions
liable to error. The eminence of the approach of modern marginal 
utility economics consists in the fact that it pays full attention to this
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state of affairs. It does not deal with the actions of an ideal man, essen-
tially different from real man, but with the choices of all those who par-
ticipate in social cooperation under the division of labor.

Economics, say many of its critics, assumes that everybody behaves
in all his actions in a perfectly “rational” way and aims exclusively at
the highest possible gain like the speculators buying and selling on the
stock exchange. But real man, they assert, is different. He aims also at
other ends than material advantage that can be expressed in monetary
terms.

There is a whole bundle of errors and misunderstandings in this pop-
ular reasoning. The man who operates on the stock exchange is driven
in this activity by one intention only, to enlarge his own competence.
But exactly the same intention animates the acquisitive activity of all
other people. The farmer wants to sell his produce at the highest price
he can obtain, and the wage earner is anxious to sell his effort at the
highest price obtainable. The fact that in comparing the remuneration
that is offered to him the seller of commodities or services takes into 
account not only what he gets in terms of money but also all other
benefits involved is fully consonant with his behavior as characterized
in this description.

The specific goals that people aim at in action are very different and
continually change. But all acting is invariably induced by one motive
only, viz., to substitute a state that suits the actor better for the state that
would prevail in the absence of his action.

3 Theory and Practice

A popular opinion considers economics as the science of business trans-
actions. It assumes that economics is in the same relationship to the ac-
tivities of a businessman as is the discipline of technology taught at
schools and expounded in books to the activities of mechanics, engi-
neers, and artisans. The businessman is the doer of things about which
the economist merely talks and writes. Hence a businessman has, in his
capacity as a practician, a better founded and more realistic knowledge,
inside information, about the problems of economics than the theorist
who observes the affairs of trade from without. The best method the
theorist can choose to learn something about real conditions is to listen
to what the performers say.
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However, economics is not specifically about business; it deals with
all market phenomena and with all their aspects, not only with the ac-
tivities of a businessman. The conduct of the consumer—i.e., of every-
body—is no less a topic of economic studies than that of anybody else.
The businessman is, in his capacity as a businessman, not more closely
related to or involved in the process that produces market phenomena
than anybody else. The position of the economist with regard to the 
object of his studies is not to be compared to that of the author of 
books on technology to the practical engineers and workmen but rather
to that of the biologist to the living beings—including men—whose vi-
tal functions he tries to describe. Not people with the best eyesight 
are experts in ophthalmology, but ophthalmologists even if they are 
myopic.

It is a historical fact that some businessmen, foremost among them
David Ricardo, made outstanding contributions to economic theory.
But there were other eminent economists who were “mere” theorists.
What is wrong with the discipline that is nowadays taught in most uni-
versities under the misleading label of economics is not that the teach-
ers and the authors of the textbooks are either not businessmen or failed
in their business enterprises. The fault is with their ignorance of eco-
nomics and with their inability to think logically.

The economist—like the biologist and the psychologist—deals with
matters that are present and operative in every man. This distinguishes
his work from that of the ethnologist who wants to record the mores and
habits of a primitive tribe. The economist need not displace himself;
he can, in spite of all sneers, like the logician and the mathematician,
accomplish his job in an armchair. What distinguishes him from other
people is not the esoteric opportunity to deal with some special mate-
rial not accessible to others, but the way he looks upon things and dis-
covers in them aspects which other people fail to notice. It was this that
Philip Wicksteed had in mind when he chose for his great treatise a
motto from Goethe’s Faust: Human life—everybody lives it, but only
to a few is it known.

4 The Pitfalls of Hypostatization

The worst enemy of clear thinking is the propensity to hypostatize, i.e.,
to ascribe substance or real existence to mental constructs or concepts.



In the sciences of human action the most conspicuous instance of
this fallacy is the way in which the term society is employed by various
schools of pseudo science. There is no harm in employing the term to
signify the cooperation of individuals united in endeavors to attain
definite ends. It is a definite aspect of various individuals’ actions that
constitutes what is called society or the “great society.” But society itself
is neither a substance, nor a power, nor an acting being. Only individ-
uals act. Some of the individuals’ actions are directed by the intention
to cooperate with others. Cooperation of individuals brings about a
state of affairs which the concept of society describes. Society does not
exist apart from the thoughts and actions of people. It does not have 
“interests” and does not aim at anything. The same is valid for all other 
collectives.

Hypostatization is not merely an epistemological fallacy and not
only misleads the search for knowledge. In the so-called social sciences
it more often than not serves definite political aspirations in claiming
for the collective as such a higher dignity than for the individual or
even ascribing real existence only to the collective and denying the ex-
istence of the individual, calling it a mere abstraction.

The collectivists themselves disagree with one another in the appre-
ciation of the various collectivistic constructs. They claim a higher re-
ality and moral dignity for one collective than for others or, in a more
radical way, even deny both real existence and dignity to the collectivis-
tic constructs of other people. Thus, nationalists consider the “nation”
as the only true collective, to which alone all individuals they consider
as conationals owe allegiance, and stigmatize all other collectives—
e.g., the religious communities—as of minor rank. However, episte-
mology does not have to deal with the political controversies implied.

In denying perseity, i.e., independent existence of their own, to the
collectives, one does not in the least deny the reality of the effects
brought about by the cooperation of individuals. One merely estab-
lishes the fact that the collectives come into being by the thoughts and
actions of individuals and that they disappear when the individuals
adopt a different way of thinking and acting. The thoughts and actions
of a definite individual are instrumental in the emergence not only of
one, but of various collectives. Thus, e.g., the same individual’s vari-
ous attitudes may serve to constitute the collectives nation, religious 
community, political party, and so on. On the other hand, a man may, 
without discontinuing entirely his belonging to a definite collective,
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occasionally or even regularly in some of his actions proceed in a way
that is incompatible with the preservation of his membership. Thus,
e.g., it happened in the recent history of various nations that practicing
Catholics cast their votes in favor of candidates who openly avowed
their hostility to the political aspirations of the Church and spurned its
dogmas as fables. In dealing with collectives, the historian must pay at-
tention to the degree to which the various ideas of cooperation deter-
mine the thinking and the actions of their members. Thus, in dealing
with the history of the Italian Risorgimento, he has to investigate to
what extent and in what manner the idea of an Italian national state
and to what extent and in what manner the idea of a secular papal state
influenced the attitudes of the various individuals and groups whose
conduct is the subject of his studies.

The political and ideological conditions of the Germany of his day
induced Marx to employ, in the announcement of his program of
nationalization of the means of production, the term “society” instead of
the term “state” (Staat), which is the German equivalent of the
English term “nation.” The socialist propaganda endowed the term “so-
ciety” and the adjective “social” with an aura of sanctity that is mani-
fested by the quasi-religious esteem that what is called “social work,” i.e.,
the management of the distribution of alms and similar activities, enjoys.

5 On the Rejection of Methodological Individualism

No sensible proposition concerning human action can be asserted
without reference to what the acting individuals are aiming at and what
they consider as success or failure, as profit or loss. If we study the ac-
tions of the individuals, we learn everything that can be learned about
acting, as there are, as far as we can see, in the universe no other enti-
ties or beings that, dissatisfied with the state of affairs that would prevail
in the absence of their interference, are intent upon improving condi-
tions by action. In studying action, we become aware both of the pow-
ers of man and of the limits of his powers. Man lacks omnipotence and
can never attain a state of full and lasting satisfaction. All he can do is
to substitute, by resorting to appropriate means, a state of lesser dissat-
isfaction for a state of greater dissatisfaction.

In studying the actions of individuals, we learn also everything about
the collectives and society. For the collective has no existence and 
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reality but in the actions of individuals. It comes into existence by ideas
that move individuals to behave as members of a definite group and
goes out of existence when the persuasive power of these ideas subsides.
The only way to a cognition of collectives is the analysis of the conduct
of its members.

There is no need to add anything to what has already been said by
praxeology and economics to justify methodological individualism and
to reject the mythology of methodological collectivism.2 Even the most
fanatical advocates of collectivism deal with the actions of individuals
while they pretend to deal with the actions of collectives. Statistics does
not register events that are happening in or to collectives. It records
what happens with individuals forming definite groups. The criterion
that determines the constitution of these groups is definite characteris-
tics of the individuals. The first thing that has to be established in speak-
ing of a social entity is the clear definition of what logically justifies
counting or not counting an individual as a member of this group.

This is valid also with regard to those groups that are seemingly con-
stituted by “material facts and realities” and not by “mere” ideological
factors, e.g., the groups of people descended from the same ancestry or
those of people living in the same geographical area. It is neither “nat-
ural” nor “necessary” that the members of the same race or the inhabi-
tants of the same country cooperate with one another more closely than
with members of other races or inhabitants of other countries. The ideas
of race solidarity and racial hatred are no less ideas than any other ideas,
and only where they are accepted by the individuals do they result in
corresponding action. Also the primitive tribe of savages is kept together
as an acting unit—a society—by the fact that its members are imbued
with the idea that loyalty to the clan is the right way or even the only way
open to them to take care of themselves. It is true that this primitive ide-
ology was not seriously contested for thousands of years. But the fact that
an ideology dominates people’s minds for a very long time does not al-
ter its praxeological character. Other ideologies too enjoyed consider-
able longevity, e.g., the monarchical principle of government.

The rejection of methodological individualism implies the assump-
tion that the behavior of men is directed by some mysterious forces that
defy any analysis and description. For if one realizes that what sets action
in motion is ideas, one cannot help admitting that these ideas originate

2. See especially Mises, Human Action, pp. 41– 44 and 145–153, and Theory and History, pp. 250 ff.



in the minds of some individuals and are transmitted to other individu-
als. But then one has accepted the fundamental thesis of methodologi-
cal individualism, viz., that it is the ideas held by individuals that deter-
mine their group allegiance, and a collective no longer appears as an
entity acting of its own accord and on its own initiative.

All interhuman relations are the offshoot of ideas and the conduct of
individuals directed by these ideas. The despot rules because his sub-
jects chose rather to obey him than to resist him openly. The slave-
holder is in a position to deal with his slaves as if they were chattels be-
cause the slaves are willy nilly prepared to yield to his pretensions. It is
an ideological transformation that in our age weakens and threatens to
dissolve entirely the authority of parents, teachers, and clergymen.

The meaning of philosophical individualism has been lamentably
misinterpreted by the harbingers of collectivism. As they see it, the di-
lemma is whether the concerns—interests—of the individuals should
rank before those of one of the—arbitrarily selected—collectives. How-
ever, the epistemological controversy between individualism and col-
lectivism has no direct reference to this purely political issue. Individ-
ualism as a principle of the philosophical, praxeological, and historical
analysis of human action means the establishment of the facts that all
actions can be traced back to individuals and that no scientific method
can succeed in determining how definite external events, liable to a
description by the methods of the natural sciences, produce within the
human mind definite ideas, value judgments, and volitions. In this
sense the individual that cannot be dissolved into components is both
the starting point and the ultimate given of all endeavors to deal with
human action.

The collectivistic method is anthropomorphic, as it simply takes it
for granted that all concepts of the action of individuals can be applied
to those of the collectives. It does not see that all collectives are the
product of a definite way in which individuals act; they are an offshoot
of ideas determining the conduct of individuals.

6 The Approach of Macroeconomics

The authors who think that they have substituted, in the analysis of the
market economy, a holistic or social or universalistic or institutional 
or macroeconomic approach for what they disdain as the spurious 
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individualistic approach delude themselves and their public. For all
reasoning concerning action must deal with valuation and with the
striving after definite ends, as there is no action not oriented by final
causes. It is possible to analyze conditions that would prevail within a
socialist system in which only the supreme tsar determines all activities
and all the other individuals efface their own personality and virtually
convert themselves into mere tools in the hands of the tsar’s actions. For
the theory of integral socialism it may seem sufficient to consider the
valuations and actions of the supreme tsar only. But if one deals with a
system in which more than one man’s striving after definite ends directs
or affects actions, one cannot avoid tracing back the effects produced
by action to the point beyond which no analysis of actions can proceed,
i.e., to the value judgments of the individuals and the ends they are
aiming at.

The macroeconomic approach looks upon an arbitrarily selected
segment of the market economy (as a rule: upon one nation) as if it
were an integrated unit. All that happens in this segment is actions of
individuals and groups of individuals acting in concert. But macroeco-
nomics proceeds as if all these individual actions were in fact the out-
come of the mutual operation of one macroeconomic magnitude upon
another such magnitude.

The distinction between macroeconomics and microeconomics is,
as far as terminology is concerned, borrowed from modern physics’ dis-
tinction between microscopic physics, which deals with systems on an
atomic scale, and molar physics, which deals with systems on a scale
appreciable to man’s gross senses. It implies that ideally the micro-
scopic laws alone are sufficient to cover the whole field of physics, the
molar laws being merely a convenient adaptation of them to a special,
but frequently occurring problem. Molar law appears as a condensed
and bowdlerised version of microscopic law.3 Thus the evolution that
led from macroscopic physics to microscopic physics is seen as a
progress from a less satisfactory to a more satisfactory method of deal-
ing with the phenomena of reality.

What the authors who introduced the distinction between macro-
economics and microeconomics into the terminology dealing with
economic problems have in mind is precisely the opposite. Their doc-
trine implies that microeconomics is an unsatisfactory way of studying

3. A. Eddington, The Philosophy of Physical Science (New York and Cambridge, 1939), pp. 28 ff.



the problems involved and that the substitution of macroeconomics for
microeconomics amounts to the elimination of an unsatisfactory
method by the adoption of a more satisfactory method.

The macroeconomist deceives himself if in his reasoning he em-
ploys money prices determined on the market by individual buyers and
sellers. A consistent macroeconomic approach would have to shun any
reference to prices and to money. The market economy is a social sys-
tem in which individuals are acting. The valuations of individuals as
manifested in the market prices determine the course of all production
activities. If one wants to oppose to the reality of the market economy
the image of a holistic system, one must abstain from any use of prices.

Let us exemplify one aspect of the fallacies of the macroeconomic
method by an analysis of one of its most popular schemes, the so-called
national income approach.

Income is a concept of the accounting methods of profit-seeking busi-
ness. The businessman serves the consumers in order to make profit. He
keeps accounts to find out whether or not this goal has been attained. He
(and likewise also capitalists, investors, who are not themselves active in
business, and, of course, also farmers and owners of all kinds of real es-
tate) compares the money equivalent of all the goods dedicated to the
enterprise at two different instants of time and thus learns what the result
of his transactions in the period between these two instants was. Out of
such a calculation emerge the concepts of profit or loss as contrasted
with that of capital. If the owner of the outfit to which this accounting re-
fers calls the profit made “income,” what he means is: If I consume the
whole of it, I do not reduce the capital invested in the enterprise.

The modern tax laws call “income” not only what the accountant
considers as the profit made by a definite business unit and what the
owner of this unit considers as the income derived from the operations
of this unit, but also the net earnings of professional people and the sal-
aries and wages of employees. Adding together for the whole of a nation
what is income in the sense of accountancy and what is income merely
in the sense of the tax laws, one gets the figure called “national income.”

The illusiveness of this concept of national income is to be seen in
its dependence on changes in the purchasing power of the monetary
unit. The more inflation progresses, the higher rises the national in-
come. Within an economic system in which there is no increase in the
supply of money and fiduciary media, progressive accumulation of cap-
ital and the improvement of technological methods of production that
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it engenders would result in a progressive drop in prices or, what is the
same, a rise in the purchasing power of the monetary unit. The amount
of goods available for consumption would increase and the average
standard of living would improve, but these changes would not be
made visible in the figures of the national income statistics.

The concept of national income entirely obliterates the real condi-
tions of production within a market economy. It implies the idea that it
is not activities of individuals that bring about the improvement (or im-
pairment) in the quantity of goods available, but something that is
above and outside these activities. This mysterious something produces
a quantity called “national income,” and then a second process “dis-
tributes” this quantity among the various individuals. The political
meaning of this method is obvious. One criticizes the “inequality” pre-
vailing in the “distribution” of national income. One taboos the ques-
tion what makes the national income rise or drop and implies that
there is no inequality in the contributions and achievements of the in-
dividuals that are generating the total quantity of national income.

If one raises the question what factors make the national income
rise, one has only one answer: the improvement in equipment, the
tools and machines employed in production, on the one hand, and the
improvement in the utilization of the available equipment for the best
possible satisfaction of human wants, on the other hand. The former is
the effect of saving and the accumulation of capital, the latter of tech-
nological skill and of entrepreneurial activities. If one calls an increase
in national income (not produced by inflation) economic progress, one
cannot avoid establishing the fact that economic progress is the fruit of
the endeavors of the savers, of the inventors, and of the entrepreneurs.
What an unbiased analysis of the national income would have to show
is first of all the patent inequality in the contribution of various indi-
viduals to the emergence of the magnitude called national income. It
would furthermore have to show how the increase in the per-head
quota of capital employed and the perfection of technological and en-
trepreneurial activities benefit—by raising the marginal productivity of
labor and thereby wage rates and by raising the prices paid for the uti-
lization of natural resources—also those classes of individuals who
themselves did not contribute to the improvement of conditions and
the rise in “national income.”

The “national income” approach is an abortive attempt to provide 
a justification for the Marxian idea that under capitalism goods are 
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“socially” (gesellschaftlich) produced and then “appropriated” by indi-
viduals. It puts things upside down. In reality, the production processes
are activities of individuals cooperating with one another. Each indi-
vidual collaborator receives what his fellow men—competing with one
another as buyers on the market—are prepared to pay for his contribu-
tion. For the sake of argument one may admit that, adding up the prices
paid for every individual’s contribution, one may call the resulting to-
tal national income. But it is a gratuitous pastime to conclude that this
total has been produced by the “nation” and to bemoan—neglecting
the inequality of the various individuals’ contributions—the inequal-
ity in its alleged distribution.

There is no nonpolitical reason whatever to proceed with such a
summing up of all incomes within a “nation” and not within a broader
or a narrower collective. Why national income of the United States and
not rather “state income” of the State of New York or “county income”
of Westchester County or “municipal income” of the municipality of
White Plains? All the arguments that can be advanced in favor of pre-
ferring the concept of “national income” of the United States against
the income of any of these smaller territorial units can also be advanced
in favor of preferring the continental income of all the parts of the
American continent or even the “world income” as against the national
income of the United States. It is merely political tendencies that make
plausible the choice of the United States as the unit. Those responsible
for this choice are critical of what they consider as the inequality of in-
dividual incomes within the United States—or within the territory of
another sovereign nation—and aim at more equality of the incomes of
the citizens of their own nation. They are neither in favor of a world-
wide equalization of incomes nor of an equalization within the various
states that form the United States or their administrative subdivisions.
One may agree or disagree with their political aims. But one must not
deny that the macroeconomic concept of national income is a mere
political slogan devoid of any cognitive value.

7 Reality and Play

The natural conditions of their existence enjoined upon the nonhu-
man ancestors of man the necessity of mercilessly fighting one another
unto death. Inwrought in the animal character of man is the impulse
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of aggression, the urge to annihilate all those who compete with him in
the endeavors to snatch a sufficient share of the scarce means of subsis-
tence that do not suffice for the survival of all those born. Only for the
strong animal was there a chance to remain alive.

What distinguishes man from the brutes is the substitution of social
cooperation for mortal enmity. The inborn instinct of aggression is
suppressed lest it disintegrate the concerted effort to preserve life and
to make it more satisfactory by catering to specifically human wants.
Supposedly, to calm down the repressed but not fully extinguished
urges toward violent action, war dances and games were resorted to.
What was once bitterly serious was now sportingly duplicated as a pas-
time. The tournament looks like fighting, but it is only a pageant. All
the moves of the players are strictly regulated by the rules of the game.
Victory does not consist in the annihilation of the other party, but in
the attainment of a situation that the rules declare to be success. Games
are not reality, but merely play. They are civilized man’s outlet for
deeply ingrained instincts of enmity. When the game comes to an end,
the victors and the defeated shake hands and return to the reality of
their social life, which is cooperation and not fighting.

One could hardly misinterpret more fundamentally the essence of
social cooperation and the economic effort of civilized mankind than
by looking upon it as if it were a fight or the playful duplication of fight-
ing, a game. In social cooperation everyone in serving his own interests
serves the interests of his fellow men. Driven by the urge to improve his
own conditions, he improves the conditions of other people. The baker
does not hurt those for whom he bakes bread; he serves them. All
people would be hurt if the baker stopped producing bread and the
physician no longer attended to the sick. The shoemaker does not re-
sort to “strategy” in order to defeat his customers by supplying them
with shoes. Competition on the market must not be confused with the
pitiless biological competition prevailing between animals and plants
or with the wars still waged between—unfortunately not yet com-
pletely—civilized nations. Catallactic competition on the market aims
at assigning to every individual that function in the social system in
which he can render to all his fellow men the most valuable of the ser-
vices he is able to perform.

There have always been people who were emotionally unfit to con-
ceive the fundamental principle of cooperation under the system of the
division of tasks. We may try to understand their frailty thymologically.
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The purchase of any commodity curtails the buyer’s power to acquire
some other commodity that he also wishes to get, although, of course,
he considers its procurement as less important than that of the good he
actually buys. From this point of view he looks upon any purchase he
makes as an obstacle preventing him from satisfying some other wants.
If he did not buy A or if he had to spend less for A, he would have been
able to acquire B. There is, for narrow-minded people, but one step to
the inference that it is the seller of A who forces him to forgo B. He sees
in the seller not the man who makes it possible for him to satisfy one of
his wants, but the man who prevents him from satisfying some other
wants. The cold weather induces him to buy fuel for his stove and cur-
tails the funds he can spend for other things. But he blames neither the
weather nor his longing for warmth; he lays the blame on the dealer in
coal. This bad man, he thinks, profits from his embarrassment.

Such was the reasoning that led people to the conclusion that the
source from which the businessman’s profits stem is their fellow men’s
need and suffering. According to this reasoning, the doctor makes his
living from the patient’s sickness, not from curing it. Bakeries thrive on
hunger, not because they provide the means to appease the hunger. No
man can profit but at the expense of some other men; one man’s gain
is necessarily another man’s loss. In an act of exchange only the seller
gains, while the buyer comes off badly. Commerce benefits the sellers
by harming the buyers. The advantage of foreign trade, says the Mer-
cantilist doctrine, old and new, consists in exporting, not in the imports
purchased by the exports.4

In the light of this fallacy the businessman’s concern is to hurt the pub-
lic. His skill is the strategy, as it were, the art of inflicting as much evil as
possible on the enemy. The adversaries whose ruin he plots are his pro-
spective customers as well as his competitors, those who like himself em-
bark upon raids against the people. The most appropriate method to
investigate scientifically business activities and the market process, it is
said, is to analyze the behavior and strategy of people engaged in games.5

In a game there is a definite prize that falls to the victor. If the prize
has been provided by a third party, the defeated party goes away empty-
handed. If the prize is formed by contributions of the players, the 

4. Mises, Human Action, pp. 660 ff.
5. J. v. Neumann and O. Morgenstern, Theory of Games and Economic Behavior (Princeton Uni-
versity Press, 1944); R. Duncan Luce and H. Raiffa, Games and Decisions (New York, 1957); and
many other books and articles.
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defeated forfeit their stake for the benefit of the victorious party. In a
game there are winners and losers. But a business deal is always advan-
tageous for both parties. If both the buyer and the seller were not to
consider the transaction as the most advantageous action they could
choose under the prevailing conditions, they would not enter into the
deal.6

It is true that business as well as playing a game is rational behavior.
But so are all other actions of man. The scientist in his investigations,
the murderer in plotting his crime, the office-seeker in canvassing for
votes, the judge in search of a just decision, the missionary in his at-
tempts to convert a nonbeliever, the teacher instructing his pupils, all
proceed rationally.

A game is a pastime, is a means to employ one’s leisure time and to
banish boredom. It involves costs and belongs to the sphere of con-
sumption. But business is a means—the only means—to increase the
quantity of goods available for preserving life and rendering it more
agreeable. No game can, apart from the pleasure it gives to the players
and to the spectators, contribute anything to the improvement of hu-
man conditions.7 It is a mistake to equate games with the achievements
of business activity.

Man’s striving after an improvement of the conditions of his exis-
tence impels him to action. Action requires planning and the decision
which of various plans is the most advantageous. But the characteristic
feature of business is not that it enjoins upon man decision-making as
such, but that it aims at improving the conditions of life. Games are
merriment, sport, and fun; business is life and reality.

8 Misinterpretation of the Climate of Opinion

One does not explain a doctrine and actions engendered by it if one de-
clares that it was generated by the spirit of the age or by the personal or
geographical environment of the actors. In resorting to such interpreta-
tions one merely stresses the fact that a definite idea was in agreement
with other ideas held at the same time and in the same milieu by other
people. What is called the spirit of an age, of the members of a collective,

6. Mises, Human Action, pp. 661 ff.
7. Games arranged for the entertainment of spectators are not games proper, but show business.
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or of a certain milieu is precisely the doctrines prevailing among the in-
dividuals concerned.

The ideas that change the intellectual climate of a given environment
are those unheard of before. For these new ideas there is no other expla-
nation than that there was a man from whose mind they originated.

A new idea is an answer provided by its author to the challenge of
natural conditions or of ideas developed before by other people. Look-
ing backward upon the history of ideas—and the actions engendered
by them—the historian may discover a definite trend in their succes-
sion and may say that “logically” the earlier idea made the emergence
of the later idea due. However, such hindsight philosophy lacks any ra-
tional justification. Its tendency to belittle the contributions of the 
genius—the hero of intellectual history—and to ascribe his work to the
juncture of events makes sense only in the frame of a philosophy of his-
tory that pretends to know the hidden plan that God or a superhuman
power (such as the material productive forces in the system of Marx)
wants to accomplish by directing the actions of all men. From the point
of view of such a philosophy all men are puppets bound to behave ex-
actly in the ways the demiurge has assigned to them.

9 The Belief in the Omnipotence of Thought

A characteristic feature of present-day popular ideas concerning social
cooperation is what Freud has called the belief in the omnipotence of
human thought (die Allmacht des Gedankens).8 This belief is, of course,
(apart from psychopaths and neurotics) not maintained with regard to
the sphere that is investigated by the natural sciences. But in the field
of social events it is firmly established. It developed out of the doctrine
that ascribes infallibility to majorities.

The essential point in the political doctrines of the Enlightenment
was the substitution of representative government for royal despotism.
In the constitutional conflict in Spain in which champions of parlia-
mentary government were fighting against the absolutist aspirations of
the Bourbon Ferdinand VII, the supporters of a constitutional regime
were called Liberals and those of the King Serviles. Very soon the name
Liberalism was adopted all over Europe.

8. Freud, Totem und Tabu (Vienna, 1913), pp. 79 ff.
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Representative or parliamentary government (also called govern-
ment by the people or democratic government) is government by office-
holders designated by the majority of the people. Demagogues tried to
justify it by ecstatic babble about the supernatural inspiration of ma-
jorities. However, it is a serious mistake to assume that the nineteenth-
century liberals of Europe and America advocated it because they be-
lieved in the infallible wisdom, moral perfection, inherent justice, and
other virtues of the common man and therefore of majorities. The lib-
erals wanted to safeguard the smooth evolution of all people’s prosper-
ity and material as well as spiritual well-being. They wanted to do away
with poverty and destitution. As a means to attain these ends they advo-
cated institutions that would make for peaceful cooperation of all citi-
zens within the various nations as well as for international peace. They
looked upon wars, whether civil wars (revolutions) or foreign wars, as a
disturbance of the steady progress of mankind to more satisfactory con-
ditions. They realized very well that the market economy, the very basis
of modern civilization, involves peaceful cooperation and bursts asun-
der when people, instead of exchanging commodities and services, are
fighting one another.

On the other hand, the liberals understood very well the fact that the
might of the rulers ultimately rests, not upon material force, but upon
ideas. As David Hume has pointed out in his famous essay On the First

Principles of Government, the rulers are always a minority of people.
Their authority and power to command obedience on the part of the im-
mense majority of those subject to them are derived from the opinion of
the latter that they best serve their own interests by loyalty to their chiefs
and compliance with their orders. If this opinion dwindles, the majority
will sooner or later rise in rebellion. Revolution—civil war—will re-
move the unpopular system of government and the unpopular rulers
and replace them by a system and by officeholders whom the majority
consider as more favorable to the promotion of their own concerns. To
avoid such violent disturbances of the peace and their pernicious con-
sequences, to safeguard the peaceful operation of the economic system,
the liberals advocate government by the representatives of the majority.
This scheme makes peaceful change in the arrangement of public af-
fairs possible. It makes recourse to arms and bloodshed unnecessary
not only in domestic but no less in international relations. When every
territory can by majority vote determine whether it should form an
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independent state or a part of a larger state, there will no longer be wars
to conquer more provinces.9

In advocating rule by the majority of the people, the nineteenth-
century liberals did not nurture any illusions about the intellectual and
moral perfection of the many, of the majorities. They knew that all men
are liable to error and that it could happen that the majority, deluded by
faulty doctrines propagated by irresponsible demagogues, could embark
upon policies that would result in disaster, even in the entire destruction
of civilization. But they were no less aware of the fact that no thinkable
method of government could prevent such a catastrophe. If the small mi-
nority of enlightened citizens who are able to conceive sound principles
of political management do not succeed in winning the support of their
fellow citizens and converting them to the endorsement of policies that
bring and preserve prosperity, the cause of mankind and civilization is
hopeless. There is no other means to safeguard a propitious develop-
ment of human affairs than to make the masses of inferior people adopt
the ideas of the elite. This has to be achieved by convincing them. It can-
not be accomplished by a despotic regime that instead of enlightening
the masses beats them into submission. In the long run the ideas of the
majority, however detrimental they may be, will carry on. The future of
mankind depends on the ability of the elite to influence public opinion
in the right direction.

These liberals did not believe in the infallibility of any human being
nor in the infallibility of majorities. Their optimism concerning the fu-
ture was based upon the expectation that the intellectual elite will per-
suade the majority to approve of beneficial policies.

The history of the last hundred years has not fulfilled these hopes.
Perhaps the transition from the despotism of kings and aristocracies
came too suddenly. At any rate, it is a fact that the doctrine that ascribes
intellectual and moral excellence to the common man and conse-
quently infallibility to the majority became the fundamental dogma of
“progressive” political propaganda. In its farther logical development it
generated the belief that in the field of society’s political and economic
organization any scheme devised by the majority can work satisfac-
torily. People no longer ask whether interventionism or socialism can

9. The first condition for the establishment of perpetual peace is, of course, the general adoption
of the principles of laissez-faire capitalism. About this problem, see Mises, Human Action, pp. 680
ff., and Mises, Omnipotent Government (New Haven: Yale University Press, 1944 [Spring Mills,
Penn.: Libertarian Press, 1985]), pp. 89 ff.
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bring about the effects that their advocates are expecting from them.
The mere fact that the majority of the voters ask for them is considered
as an irrefutable proof that they can work and will inevitably result in
the benefits expected. No politician is any longer interested in the
question whether a measure is fit to produce the ends aimed at. What
alone counts for him is whether the majority of the voters favor or 
reject it.10 Only very few people pay attention to what “mere theory” 
says about socialism and to the experience of the socialist “experi-
ments” in Russia and in other countries. Almost all our contemporaries 
firmly believe that socialism will transform the earth into a paradise. 
One may call it wishful thinking or the belief in the omnipotence of
thought.

Yet the criterion of truth is that it works even if nobody is prepared to
acknowledge it.

10 The Concept of a Perfect System of Government

The “social engineer” is the reformer who is prepared to “liquidate” all
those who do not fit into his plan for the arrangement of human affairs.
Yet historians and sometimes even victims whom he puts to death are
not averse to finding some extenuating circumstances for his massacres
or planned massacres by pointing out that he was ultimately motivated
by a noble ambition: he wanted to establish the perfect state of mankind.
They assign to him a place in the long line of the designers of utopian
schemes.

Now it is certainly folly to excuse in this way the mass murders of such
sadistic gangsters as Stalin and Hitler. But there is no doubt that many
of the most bloody “liquidators” were guided by the ideas that inspired
from time immemorial the attempts of philosophers to meditate on a
perfect constitution. Having once hatched out the design of such an
ideal order, the author is in search of the man who would establish it by
suppressing the opposition of all those who disagree. In this vein, Plato
was anxious to find a tyrant who would use his power for the realization
of the Platonic ideal state. The question whether other people would
like or dislike what he himself had in store for them never occurred

10. Symptomatic of this mentality is the weight ascribed by politicians to the findings of public
opinion polls.
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to Plato. It was an understood thing for him that the king who turned
philosopher or the philosopher who became king was alone entitled to
act and that all other people had, without a will of their own, to submit
to his orders. Seen from the point of view of the philosopher who is
firmly convinced of his own infallibility, all dissenters appear merely as
stubborn rebels resisting what will benefit them.

The experience provided by history, especially by that of the last two
hundred years, has not shaken this belief in salvation by tyranny and
the liquidation of dissenters. Many of our contemporaries are firmly
convinced that what is needed to render all human affairs perfectly sat-
isfactory is brutal suppression of all “bad” people, i.e., of those with
whom they disagree. They dream of a perfect system of government
that—as they think—would have already long since been realized if
these “bad” men, guided by stupidity and selfishness, had not hindered
its establishment.

A modern, allegedly scientific school of reformers rejects these vio-
lent measures and puts the blame for all that is found wanting in human
conditions upon the alleged failure of what is called “political science.”
The natural sciences, they say, have advanced considerably in the last
centuries, and technology provides us almost monthly with new instru-
ments that render life more agreeable. But “political progress has been
nil.” The reason is that “political science stood still.” 11 Political science
ought to adopt the methods of the natural sciences; it should no longer
waste its time in mere speculations, but should study the “facts.” For, as
in the natural sciences, the “facts are needed before the theory.” 12

One can hardly misconstrue more lamentably every aspect of human
conditions. Restricting our criticism to the epistemological problems
involved, we have to say: What is today called “political science” is that
branch of history that deals with the history of political institutions and
with the history of political thought as manifested in the writings of au-
thors who disserted about political institutions and sketched plans for
their alteration. It is history, and can as such, as has been pointed out
above, never provide any “facts” in the sense in which this term is used
in the experimental natural sciences. There is no need to urge the po-
litical scientists to assemble all facts from the remote past and from re-
cent history, falsely labelled “present experience.” 13 Actually they do all

11. C. Northcote Parkinson, The Evolution of Political Thought (Boston, 1958), p. 306.
12. Ibid., p. 309.
13. Ibid., p. 314.
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that can be done in this regard. And it is nonsensical to tell them that
conclusions derived from this material ought “to be tested by experi-
ments.” 14 It is supererogatory to repeat that the sciences of human ac-
tion cannot make any experiments.

It would be preposterous to assert apodictically that science will
never succeed in developing a praxeological aprioristic doctrine of po-
litical organization that would place a theoretical science by the side of
the purely historical discipline of political science. All we can say today
is that no living man knows how such a science could be constructed.
But even if such a new branch of praxeology were to emerge one day,
it would be of no use for the treatment of the problem philosophers and
statesmen were and are anxious to solve.

That every human action has to be judged and is judged by its fruits
or results is an old truism. It is a principle with regard to which the
Gospels agree with the often badly misunderstood teachings of the util-
itarian philosophy. But the crux is that people widely differ from one
another in their appraisal of the results. What some consider as good or
best is often passionately rejected by others as entirely bad. The utopi-
ans did not bother to tell us what arrangement of affairs of state would
best satisfy their fellow citizens. They merely expounded what condi-
tions of the rest of mankind would be most satisfactory to themselves.
Neither to them nor to their adepts who tried to realize their schemes
did it ever occur that there is a fundamental difference between these
two things. The Soviet dictators and their retinue think that all is good
in Russia as long as they themselves are satisfied.

But even if for the sake of argument we put aside this issue, we have
to emphasize that the concept of the perfect system of government is
fallacious and self-contradictory.

What elevates man above all other animals is the cognition that peace-
ful cooperation under the principle of the division of labor is a better
method to preserve life and to remove felt uneasiness than indulging in
pitiless biological competition for a share in the scarce means of subsis-
tence provided by nature. Guided by this insight, man alone among all
living beings consciously aims at substituting social cooperation for
what philosophers have called the state of nature or bellum omnium con-

tra omnes [“war of all against all”] or the law of the jungle. However, in
order to preserve peace, it is, as human beings are, indispensable to be

14. Ibid., p. 314.



ready to repel by violence any aggression, be it on the part of domestic
gangsters or on the part of external foes. Thus, peaceful human cooper-
ation, the prerequisite of prosperity and civilization, cannot exist with-
out a social apparatus of coercion and compulsion, i.e., without a gov-
ernment. The evils of violence, robbery, and murder can be prevented
only by an institution that itself, whenever needed, resorts to the very
methods of acting for the prevention of which it is established. There
emerges a distinction between illegal employment of violence and the
legitimate recourse to it. In cognizance of this fact some people have
called government an evil, although admitting that it is a necessary evil.
However, what is required to attain an end sought and considered as
beneficial is not an evil in the moral connotation of this term, but a
means, the price to be paid for it. Yet the fact remains that actions
that are deemed highly objectionable and criminal when perpetrated
by “unauthorized” individuals are approved when committed by the
“authorities.”

Government as such is not only not an evil, but the most necessary
and beneficial institution, as without it no lasting social cooperation
and no civilization could be developed and preserved. It is a means to
cope with an inherent imperfection of many, perhaps of the majority of
all people. If all men were able to realize that the alternative to peace-
ful social cooperation is the renunciation of all that distinguishes
Homo sapiens from the beasts of prey, and if all had the moral strength
always to act accordingly, there would not be any need for the estab-
lishment of a social apparatus of coercion and oppression. Not the state
is an evil, but the shortcomings of the human mind and character that
imperatively require the operation of a police power. Government and
state can never be perfect because they owe their raison d’être to the im-
perfection of man and can attain their end, the elimination of man’s in-
nate impulse to violence, only by recourse to violence, the very thing
they are called upon to prevent.

It is a double-edged makeshift to entrust an individual or a group of
individuals with the authority to resort to violence. The enticement im-
plied is too tempting for a human being. The men who are to protect
the community against violent aggression easily turn into the most dan-
gerous aggressors. They transgress their mandate. They misuse their
power for the oppression of those whom they were expected to defend
against oppression. The main political problem is how to prevent the
police power from becoming tyrannical. This is the meaning of all 
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the struggles for liberty. The essential characteristic of Western civiliza-
tion that distinguishes it from the arrested and petrified civilizations of 
the East was and is its concern for freedom from the state. The history 
of the West, from the age of the Greek povliı [city-state] down to the 
present-day resistance to socialism, is essentially the history of the fight
for liberty against the encroachments of the officeholders.

A shallow-minded school of social philosophers, the anarchists, chose
to ignore the matter by suggesting a stateless organization of mankind.
They simply passed over the fact that men are not angels. They were too
dull to realize that in the short run an individual or a group of individu-
als can certainly further their own interests at the expense of their own
and all other peoples’ long-run interests. A society that is not prepared
to thwart the attacks of such asocial and short-sighted aggressors is help-
less and at the mercy of its least intelligent and most brutal members.
While Plato founded his utopia on the hope that a small group of per-
fectly wise and morally impeccable philosophers will be available for
the supreme conduct of affairs, anarchists implied that all men without
any exception will be endowed with perfect wisdom and moral impec-
cability. They failed to conceive that no system of social cooperation
can remove the dilemma between a man’s or a group’s interests in the
short run and those in the long run.

Man’s atavistic propensity to beat into submission all other people
manifests itself clearly in the popularity enjoyed by the socialist scheme.
Socialism is totalitarian. The autocrat or the board of autocrats alone is
called upon to act. All other men will be deprived of any discretion to
choose and to aim at the ends chosen; opponents will be liquidated. In
approving of this plan, every socialist tacitly implies that the dictators,
those entrusted with production management and all government func-
tions, will precisely comply with his own ideas about what is desirable
and what undesirable. In deifying the state—if he is an orthodox Marx-
ian, he calls it society—and in assigning to it unlimited power, he deifies
himself and aims at the violent suppression of all those with whom he
disagrees. The socialist does not see any problem in the conduct of
political affairs because he cares only for his own satisfaction and does
not take into account the possibility that a socialist government would
proceed in a way he does not like.

The “political scientists” are free from the illusions and self-deception
that mar the judgment of anarchists and socialists. But busy with the
study of the immense historical material, they become preoccupied
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with detail, with the numberless instances of petty jealousy, envy, per-
sonal ambition, and covetousness displayed by the actors on the politi-
cal scene. They ascribe the failure of all political systems heretofore
tried to the moral and intellectual weakness of man. As they see it, these
systems failed because their satisfactory functioning would have re-
quired men of moral and intellectual qualities only exceptionally pres-
ent in reality. Starting from this doctrine, they tried to draft plans for a
political order that could function automatically, as it were, and would
not be embroiled by the ineptitude and vices of men. The ideal consti-
tution ought to safeguard a blemishless conduct of public affairs in spite
of the rulers’ and the people’s corruption and inefficiency. Those search-
ing for such a legal system did not indulge in the illusions of the utopian
authors who assumed that all men or at least a minority of superior men
are blameless and efficient. They gloried in their realistic approach to
the problem. But they never raised the question how men tainted by all
the shortcomings inherent in the human character could be induced to
submit voluntarily to an order that would prevent them from giving vent
to their whims and fancies.

However, the main deficiency of this allegedly realistic approach to
the problem is not this alone. It is to be seen in the illusion that govern-
ment, an institution whose essential function is the employment of vio-
lence, could be operated according to the principles of morality that
condemn peremptorily the recourse to violence. Government is beat-
ing into submission, imprisoning, and killing. People may be prone to
forget it because the law-abiding citizen meekly submits to the orders of
the authorities so as to avoid punishment. But the jurists are more real-
istic and call a law to which no sanction is attached an imperfect law.
The authority of man-made law is entirely due to the weapons of the
constables who enforce obedience to its provisions. Nothing of what is
to be said about the necessity of governmental action and the benefits
derived from it can remove or mitigate the suffering of those who are lan-
guishing in prisons. No reform can render perfectly satisfactory the op-
eration of an institution the essential activity of which consists in inflict-
ing pain.

Responsibility for the failure to discover a perfect system of govern-
ment does not rest with the alleged backwardness of what is called po-
litical science. If men were perfect, there would not be any need for gov-
ernment. With imperfect men no system of government could function
satisfactorily.
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The eminence of man consists in his power to choose ends and to re-
sort to means for the attainment of the ends chosen; the activities of gov-
ernment aim at restricting this discretion of the individuals. Every man
aims at avoiding what causes him pain; the activities of government ul-
timately consist in the infliction of pain. All great achievements of man-
kind were the product of a spontaneous effort on the part of individuals;
government substitutes coercion for voluntary action. It is true, govern-
ment is indispensable because men are not faultless. But designed to
cope with some aspects of human imperfection, it can never be perfect.

11 The Behavioral Sciences

The self-styled behavioral sciences want to deal scientifically with hu-
man behavior.15 They reject as “unscientific” or “rationalistic” the meth-
ods of praxeology and economics. On the other hand, they disparage his-
tory as tainted with antiquarianism and devoid of any practical use for
the improvement of human conditions. Their allegedly new discipline
will, they promise, deal with every aspect of man’s behavior and thereby
provide knowledge that will render priceless services to the endeavors to
improve the lot of mankind.

The representatives of these new sciences are not prepared to realize
that they are historians and resorting to the methods of historical re-
search.16 What frequently—but not always—distinguishes them from
the regular historians is that, like the sociologists, they choose as the
subject matter of their investigations conditions of the recent past and
aspects of human conduct that most historians of former times used to
neglect. More remarkable may be the fact that their treatises often sug-
gest a definite policy, as allegedly “taught” by history, an attitude which
most of the sound historians have abandoned long since. It is not our
concern to criticize the methods applied in these books and articles
nor to question the rather naive political pre-possessions occasionally
displayed by their authors. What makes it advisable to pay attention to
these behavioral studies is their neglect of one of the most important
epistemological principles of history, the principle of relevance.

15. One must not confuse the “behavioral sciences” with behaviorism. About the latter, see Mises,
Human Action, p. 26.
16. Of course, some of these scholars deal with problems of medicine and hygiene.
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In the experimental research of the natural sciences everything that
can be observed is relevant enough to be recorded. As, according to the
a priori that is at the outset of all research in the natural sciences, what-
ever happens is bound to happen as the regular effect of what preceded
it, every correctly observed and described event is a “fact” that has to be
integrated into the theoretical body of doctrine. No account of an ex-
perience is without some bearing on the whole of knowledge. Conse-
quently, every research project, if conscientiously and skillfully per-
formed, is to be considered as a contribution to mankind’s scientific
effort.

In the historical sciences it is different. They deal with human actions:
the value judgments that incited them, the serviceableness of the means
that were chosen for their performance, and the results brought about by
them. Each of these factors plays its own role in the succession of events.
It is the main task of the historian to assign as correctly as possible to every
factor the range of its effects. This quasi quantification, this determina-
tion of each factor’s relevance, is one of the functions that the specific un-
derstanding of the historical sciences is called upon to perform.17

In the field of history (in the broadest sense of the term) there prevail
considerable differences among the various topics that could be made
the subject of research activities. It is insignificant and meaningless to
determine in general terms “the behavior of man” as the program of a
discipline’s activities. Man aims at an infinite number of different goals
and resorts to an infinite number of different means for their attain-
ment. The historian (or, for that matter, the behavioral scientist) must
choose a subject of relevance for the fate of mankind and therefore also
for the enlargement of our knowledge. He must not waste his time in
trifles. In choosing the theme of his book he classifies himself. One man
writes the history of liberty, another man the history of a card game.
One man writes the biography of Dante, another the biography of a
fashionable hotel’s headwaiter.18

As the great subjects of mankind’s past have already been dealt with by
the traditional historical sciences, what is left to the behavioral sciences
is detailed studies about the pleasures, sorrows, and crimes of the com-
mon man. To collect recent material about these and similar matters
no special knowledge or technique is required. Every college boy can

17. See above, p. 66.
18. Karl Schriftgiesser, Oscar of the Waldorf (New York, 1943), 248 pages.



immediately embark upon some project. There is an unlimited number
of subjects for doctoral dissertations and more sizable treatises. Many of
them deal with quite trivial themes, devoid of any value for the enrich-
ment of our knowledge.

These so-called behavioral sciences badly need a thorough reorien-
tation from the point of view of the relevance principle. It is possible 
to write a voluminous book about every subject. But the question is
whether such a book deals with something that counts as relevant from
the point of view of theory or of practice.
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chapter 6

Further Implications of the Neglect 
of Economic Thinking

1 The Zoological Approach to Human Problems

Naturalism plans to deal with the problems of human action in the
way zoology deals with all other living beings. Behaviorism wants to
obliterate what distinguishes human action from the behavior of ani-
mals. In these schemes there is no room left for the specific human
quality, man’s distinctive feature, viz., the conscious striving after ends
chosen. They ignore the human mind. The concept of finality is foreign
to them.

Zoologically seen, man is an animal. But there prevails a fundamen-
tal difference between the conditions of all other animals and those of
man. Every living being is naturally the implacable enemy of every
other living being, especially of all other members of his own species.
For the means of subsistence are scarce. They do not permit all speci-
mens to survive and to consummate their existence up to the point at
which their inborn vitality is fully spent. This irreconcilable conflict of
essential interests prevails first of all among the members of the same
species because they depend for their survival on the same foodstuffs.
Nature is literally “red in tooth and claw.” 1

Man too is an animal. But he differs from all other animals as, by dint
of his reason, he has discovered the great cosmic law of the higher pro-
ductivity of cooperation under the principle of the division of labor.
Man is, as Aristotle formulated it, the ��̨̂�� ��	
�
��́� [“political ani-
mal”], the social animal, but he is “social” not on account of his animal
nature, but on account of his specifically human quality. Specimens of

1. Tennyson, In Memoriam, LVI, iv.
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his own zoological species are, for the human individual, not deadly en-
emies opposed to him in pitiless biological competition, but cooperators
or potential cooperators in joint efforts to improve the external condition
of his own welfare. An unbridgeable gulf separates man from all those
beings that lack the ability to grasp the meaning of social cooperation.

2 The Approach of the “Social Sciences”

It is customary to hypostatize social cooperation by employing the term
“society.” Some mysterious superhuman agency, it is said, created soci-
ety and peremptorily requires man to sacrifice the concerns of his petty
egoism for the benefit of society.

The scientific treatment of the problems involved starts with the rad-
ical rejection of this mythological approach. What the individual for-
goes in order to cooperate with other individuals is not his personal in-
terests opposed to that of the phantom society. He forsakes an immediate
boon in order to reap at a later date a greater boon. His sacrifice is provi-
sional. He chooses between his interests in the short run and his inter-
ests in the long run, those which the classical economists used to call his
“rightly understood” interests.

The utilitarian philosophy does not look upon the rules of morality
as upon arbitrary laws imposed upon man by a tyrannical Deity with
which man has to comply without asking any further questions. To be-
have in compliance with the rules that are required for the preservation
of social cooperation is for man the only means to attain safely all those
ends that he wants to attain.

The attempts to reject this rationalistic interpretation of morality
from the point of view of Christian teachings are futile. According to the
fundamental doctrine of Christian theology and philosophy, God has
created the human mind in endowing man with his faculty of think-
ing. As both revelation and human reason are manifestations of the
Lord’s might, there cannot be ultimately any disagreement between
them. God does not contradict himself. It is the object of philoso-
phy and theology to demonstrate the concord between revelation and
reason. Such was the problem the solution of which patristic and
scholastic philosophy tried to achieve.2 Most of these thinkers doubted

2. L. Rougier, La scolastique et le Thomisme (Paris, 1925), pp. 36 ff., 84 ff., 102 ff.



whether the human mind, unaided by revelation, would have been able
to become aware of what the dogmas, especially those of the Incarna-
tion and of the Trinity, taught. But they did not express serious doubts
concerning the faculty of human reason in all other regards.

The popular attacks upon the social philosophy of the Enlighten-
ment and the utilitarian doctrine as taught by the classical economists
did not originate from Christian theology, but from theistic, atheistic,
and antitheistic reasoning. They take for granted the existence of some
collectives and ask neither how such collectives came into existence
nor in what sense they “exist.” They ascribe to the collective of their
choice—mankind (humanité), race, nation (in the sense attached to
this term in English and in French, which corresponds to the German
Staat), nationality (the totality of all people speaking the same lan-
guage), social class (in the Marxian sense), and some others—all the at-
tributes of acting individuals. They maintain that the reality of these col-
lectives can be perceived directly and that they exist apart from and
above the actions of the individuals who belong to them. They assume
that the moral law obliges the individual to subordinate his “petty” pri-
vate desires and interests to those of the collective to which he belongs
“by rights” and to which he owes unconditional allegiance. The indi-
vidual who pursues his own interests or prefers loyalty to a “counterfeit”
collective to that of the “true” collective is just a refractory.

The main characteristic of collectivism is that it does not take notice
of the individual’s will and moral self-determination. In the light of its
philosophy the individual is born into a collective and it is “natural” and
proper for him to behave as members of this collective are expected to
behave. Expected by whom? Of course, by those individuals to whom,
by the mysterious decrees of some mysterious agency, the task of deter-
mining the collective will and directing the actions of the collective has
been entrusted.

In the ancien régime [“the old political and social order,” commonly
used to refer to the pre–French Revolution system] authoritarianism
was based upon a kind of theocratic doctrine. The anointed king ruled
by the grace of God; his mandate was from God. He was the per-
sonification of the realm. “France” was the name both of the king and
of the country; the king’s children were enfants de France [“children of
France”]. Subjects who defied the royal orders were rebels.

The social philosophy of the Enlightenment rejected this presump-
tion. It called all Frenchmen enfants de la patrie [“children of the
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homeland, or fatherland”], children of the fatherland. No longer was
compulsory unanimity in all essential and political matters to be en-
forced. The institution of representative government—government by
the people—acknowledges the fact that people may disagree with re-
gard to political issues and that those sharing the same opinions consort
with one another in parties. The party in office rules as long as it is
supported by the majority.

The neoauthoritarianism of collectivism stigmatizes this “relativism”
as contrary to human nature. The collective is seen as an entity above
the concerns of the individuals. It is immaterial whether or not the in-
dividuals spontaneously agree with the concerns of the whole. At any
rate it is their duty to agree. There are no parties; there is only the col-
lective.3 All the people are morally bound to comply with the collec-
tive’s orders. If they disobey, they are forced to yield. This is what the
Russian Marshal Zhukov called the “idealistic system” as opposed to
the “materialistic system” of Western individualism that the command-
ing general of the American forces found “a little difficult” to defend.4

The “social sciences” are committed to the propagation of the col-
lectivistic doctrine. They do not waste any words on the hopeless task
of denying the existence of individuals or proving their villainy. In
defining as the objective of the social sciences concern with “the activ-
ities of the individual as a member of a group” 5 and implying that the
social sciences so defined cover everything that does not belong to the
natural sciences, they simply ignore the existence of the individual. In
their view, the existence of groups or collectives is an ultimate given.
They do not attempt to search for the factors that make individuals 

3. Etymologically, the term “party” is derived from the term “part” as contrasted with the term
“whole.” A brotherless party does not differ from the whole and is therefore not a party. The slo-
gan “one-party system” was invented by the Russian Communists (and aped by their adepts, the
Italian Fascists and the German Nazis) to conceal the abolition of the individual’s freedom and
right to dissent.
4. About this incident, see W. F. Buckley, Up from Liberalism (New York, 1959), pp. 164–168.

Editor’s note: Buckley quoted from a July 1957 press conference of President Dwight 
D. Eisenhower’s in which he described a discussion he had had with Marshal Zhukov, when he,
Eisenhower, was the commander general of the U.S. forces. Eisenhower said he had known Mar-
shal Zhukov and had “had a most satisfactory acquaintanceship and friendship with him. I think
he was a confirmed Communist. . . . We tried each to explain to the other just what our systems
meant, to the individual, and I was very hard put to it when he insisted that their system appealed
to the idealistic, and we completely to the materialistic, and I had a very tough time trying to de-
fend our position.”
5. E. R. A. Seligman, “What Are the Social Sciences?” Encyclopedia of the Social Sciences, I, 3.



cooperate with one another and thus create what is called groups or
collectives. For them the collective, like life or mind, is a primary phe-
nomenon the origin of which science cannot trace back to the opera-
tion of some other phenomenon. Consequently, the social sciences are
at a loss to explain how it can happen that there exists a multitude of
collectives and that the same individuals are at the same time members
of different collectives.

3 The Approach of Economics

Economics or catallactics, the only branch of the theoretical sciences
of human action that has up to now been elaborated, views the collec-
tives as creations of the cooperation of individuals. Guided by the idea
that definite ends sought can be attained either better or only by coop-
eration, men associate with one another in cooperation and thus bring
forth what is called groups or collectives or simply human society.

The paragon of collectivization or socialization is the market econ-
omy, and the fundamental principle of collective action is the mutual
exchange of services, the do ut des [“I give so that you give”]. The indi-
vidual gives and serves in order to be rewarded by his fellow men’s gifts
and services. He gives away what he values less in order to receive some-
thing that at the moment of the transaction he considers as more desir-
able. He exchanges—buys or sells—because he thinks that this is the
most advantageous thing he can do at the time.

The intellectual comprehension of what individuals do in exchang-
ing commodities and services has been obscured by the way in which
the social sciences have distorted the meaning of all the terms con-
cerned. In their jargon “society” does not mean the result brought about
by the substitution of mutual cooperation among individuals for the
isolated efforts of individuals to improve their conditions; it signifies a
mythical collective entity in whose name a group of governors is ex-
pected to take care of all their fellow men. They employ the adjective
“social” and the noun “socialization” accordingly.

Socialcooperationamongindividuals—society—canbebasedeither
upon spontaneous coordination or upon command and subordination;
in the terminology of Henry Sumner Maine, either upon contract or
upon status. Into the structure of the contract society the individual inte-
grates himself spontaneously; in the structure of the status society his
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place and functions—his duties—are assigned to him by those in com-
mand of the social apparatus of compulsion and oppression. While in the
contract society this apparatus—thegovernmentor the state—interferes
only in order to quell violent or fraudulent machinations to subvert the
system of mutual exchange of services, in the status society it keeps the
whole system going by orders and prohibitions.

The market economy was not devised by a master mind; it was not
first planned as an utopian scheme and then put to work. Spontaneous
actions of individuals, aiming at nothing else than at the improvement
of their own state of satisfaction, undermined the prestige of the coer-
cive status system step by step. Then only, when the superior efficiency
of economic freedom could no longer be questioned, social philosophy
entered the scene and demolished the ideology of the status system.
The political supremacy of the supporters of the precapitalistic order
was annulled by civil wars. The market economy itself was not a prod-
uct of violent action—of revolutions—but of a series of gradual peace-
ful changes. The implications of the term “industrial revolution” are
utterly misleading.

4 A Remark about Legal Terminology

In the political sphere the violent overthrow of the precapitalistic meth-
ods of government resulted in the complete abandonment of the feu-
dal concepts of public law and the development of a new constitutional
doctrine with legal concepts and terms unknown before. (Only in En-
gland, where the transformation of the system of royal supremacy first
into that of the supremacy of a caste of privileged landowners and then
into that of representative government with adult franchise was effected
by a succession of peaceful changes,6 was the terminology of the ancien

régime for the most part preserved while its original meaning had long
since become devoid of any practical applicability.) In the sphere of

6. It was not the revolutions of the seventeenth century that transformed the British system of gov-
ernment. The effects of the first revolution were annulled by the Restoration, and in the Glorious
Revolution of 1688 the royal office was merely transferred from the “legitimate” king to other
members of his family. The struggle between dynastic absolutism and the parliamentary regime
of the landed aristocracy continued during the greater part of the eighteenth century. It came to
an end only when the attempts of the third Hanoverian king to revive the personal regime of the
Tudors and the Stuarts were frustrated. The substitution of popular rule for that of the aristocracy
was—in the nineteenth century—brought about by a succession of franchise reforms.



civil law the transition from precapitalistic to capitalistic conditions was
brought about by a long series of small changes through the actions of
people who lacked the power to alter formally the traditional legal in-
stitutions and concepts. The new methods of doing business generated
new branches of law that were developed out of older business customs
and practices. But however radically these new methods transformed
the essence and the meaning of the traditional legal institutions, it was
assumed that those terms and concepts of the old law that remained in
use continued to signify the same social and economic conditions they
had signified in ages gone by. The retention of the traditional terms pre-
vents superficial observers from noticing the full significance of the
fundamental changes effected. The outstanding example is provided
by the use of the concept of property.

Where there by and large prevails economic self-sufficiency of every
household, and consequently there is for the much greater part of all
products no regular exchange, the meaning of property in producers’
goods does not differ from the meaning of property in consumers’ goods.
In each case property serves the owner exclusively. To own something,
whether a producers’ good or a consumers’ good, means to have it for
oneself alone and to deal with it for one’s own satisfaction.

But it is quite a different thing in the frame of a market economy. The
owner of producers’ goods is forced to employ them for the best possible
satisfaction of the wants of the consumers. He forfeits his property if
other people eclipse him by better serving the consumers. In the mar-
ket economy property is acquired and preserved by serving the public
and is lost when the public becomes dissatisfied with the way in which
it is served. Private property in the factors of production is a public man-
date, as it were, which is withdrawn as soon as the consumers think that
other people would employ it more efficiently. By the instrumentality
of the profit-and-loss system, the owners are forced to deal with “their”
property as if it were other people’s property entrusted to them under
the obligation to utilize it for the best possible satisfaction of the virtual
beneficiaries, the consumers. All factors of production, including also
the human factor, viz., labor, serve the totality of the members of the
market economy. Such is the real meaning and character of private
property in the material factors of production under capitalism. It could
be ignored and misinterpreted only because people—economists
and lawyers as well as laymen—had been led astray by the fact that the
legal concept of property as developed by the juridical practices and
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doctrines of precapitalistic ages has been retained unchanged or only
slightly altered after its effective meaning had been radically altered.7

It is necessary to deal with this issue in an analysis of the epistemolog-
ical problems of the sciences of human action because it shows how rad-
ically the approach of modern praxeology differs from that of the tradi-
tional older ways of studying social conditions. Blinded by the uncritical
acceptance of the legalistic doctrines of precapitalistic ages, generations
of authors entirely failed to see the characteristic features of the market
economy and of private ownership of the means of production within
the market economy. In their view, the capitalists and entrepreneurs ap-
pear as irresponsible autocrats administering economic affairs for their
own benefit without any regard for the concerns of the rest of the people.
They depict profit as unfair lucre derived from the “exploitation” of the
employees and the consumers. Their passionate denunciation of profit
prevented them from realizing that it is precisely the necessity to make
profits and to avoid losses that forces the “exploiters” to satisfy the con-
sumers to the best of their abilities by supplying them with those com-
modities and services they are most urgently asking for. The consumers
are sovereign because they ultimately determine what has to be pro-
duced, in what quantity, and of what quality.

5 The Sovereignty of the Consumers

One of the characteristics of the market economy is the specific way in
which it deals with the problems offered by the biological, moral, and
intellectual inequality of men.

In the precapitalistic ages the superior, i.e., the smarter and more
efficient individuals, subdued and enthralled the masses of their less
efficient fellows. In the status society there are castes; there are lords
and there are servants. All affairs are managed for the sole benefit of the
former, while the latter have to drudge for their masters.

In the market economy the better people are forced by the instrumen-
tality of the profit-and-loss system to serve the concerns of everybody, in-
cluding the hosts of inferior people. In its frame the most desirable situ-
ations can be attained only by actions that benefit all the people. The
masses, in theircapacityasconsumers,ultimatelydetermineeverybody’s

7. See Mises, Die Gemeinwirtschaft (2nd ed.; Jena, 1932), pp. 15 ff. (English-language translation
Socialism [Yale University Press, 1951 (reprint, Indianapolis, Ind.: Liberty Fund, 1981)], pp. 40 ff.)



revenues and wealth. They entrust control of the capital goods to those
who know how to employ them for their own, i.e., the masses’, best
satisfaction.

It is, of course, true that in the market economy not those fare best
who, from the point of view of an enlightened judgment, ought to be
considered as the most eminent individuals of the human species. The
uncouth hordes of common men are not fit to recognize duly the mer-
its of those who eclipse their own wretchedness. They judge everybody
from the point of view of the satisfaction of their desires. Thus, boxing
champions and authors of detective stories enjoy a higher prestige and
earn more money than philosophers and poets. Those who bemoan
this fact are certainly right. But no social system could be devised that
would fairly reward the contributions of the innovator whose genius
leads mankind to ideas unknown before and therefore first rejected by
all those who lack the same inspiration.

What the so-called democracy of the market brings about is a state of
affairs in which production activities are operated by those of whose con-
duct of affairs the masses approve by buying their products. By rendering
their enterprises profitable, the consumers shift control of the factors of
production into the hands of those businessmen who serve them best. By
rendering the enterprises of the bungling entrepreneurs unprofitable,
they withdraw control from those entrepreneurs with whose services
they disagree. It is antisocial in the strict meaning of the term if govern-
ments thwart these decisions of the people by taxing profits. From a gen-
uinely social point of view, it would be more “social” to tax losses than to
tax profits.

The inferiority of the multitude manifests itself most convincingly in
the fact that they loathe the capitalistic system and stigmatize as unfair
the profits that their own behavior creates. The demand to expropriate
all private property and to redistribute it equally among all members of
society made sense in a thoroughly agricultural society. There the fact
that some people owned large estates was the corollary of the fact that
others owned nothing or not enough to support them and their families.
But it is different in a society in which the standard of living depends on
the supply of capital goods. Capital is accumulated by thrift and saving
and is maintained by abstention from decumulating and dissipating it.
The wealth of the well-to-do of an industrial society is both the cause
and the effect of the masses’ well-being. Also those who do not own it are
enriched, not impoverished, by it.
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The spectacle offered by the policies of contemporary governments
is paradoxical indeed. The much defamed acquisitiveness of promoters
and speculators succeeds daily in providing the masses with commodi-
ties and services unknown before. A horn of plenty is poured upon
people for whom the methods by means of which all these marvelous
gadgets are produced are incomprehensible. These dull beneficiaries
of the capitalistic system indulge in the delusion that it is their own per-
formance of routine jobs that creates all these marvels. They cast their
votes for rulers who are committed to a policy of sabotage and destruc-
tion. They look upon “big business,” necessarily committed to catering
to mass consumption, as upon the foremost public enemy and approve
of every measure that, as they think, improves their own conditions by
“punishing” those whom they envy.

To analyze the problems involved is, of course, not the task of 
epistemology.
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chapter 7

The Epistemological Roots of Monism

1 The Nonexperimental Character of Monism

Man’s world view is, as has been pointed out, deterministic. Man can-
not conceive the idea of an absolute nothing or of some thing originat-
ing out of nothing and invading the universe from without. The human
concept of the universe comprehends everything that exists. The hu-
man concept of time knows neither of any beginning nor of any end of
the flux of time. All that is and will be was potentially present in some-
thing that was already existing before. What happens was bound to hap-
pen. The full interpretation of every event leads to a regressus in infini-

tum [process of tracing an event back endlessly step by step].
This unbroken determinism, which is the epistemological starting

point of all that the experimental natural sciences do and teach, is not
derived from experience; it is a priori.1 Logical positivists realize the
aprioristic character of determinism and, faithful to their dogmatic em-
piricism, passionately reject determinism. But they are not aware of the
fact that there is no logical or empirical basis whatever for the essential
dogma of their creed, their monistic interpretation of all phenomena.
What the empiricism of the natural sciences shows is a dualism of two
spheres about the mutual relations of which we know very little. There
is, on the one hand, the orbit of external events about which our senses
convey information to us, and there is, on the other hand, the orbit of
invisible and intangible thoughts and ideas. If we not only assume that
the faculty to develop what is called mind was already potentially in-
wrought in the original structure of things that existed from eternity on
and was brought to fruition by the succession of events that the nature

1. “La science est déterministe; elle l’est a priori; elle posture le déterminisme, parce que sans lui
elle ne pourrait être.” Henri Poincaré, Dernières pensées (Paris, 1913), p. 244.
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of these things necessarily produced, but also that in this process there
was nothing that could not be reduced to physical and chemical events,
we are resorting to deduction from an arbitrary theorem. There is no ex-
perience that could either support or refute such a doctrine.

All that the experimental natural sciences up to now have taught us
about the mind-body problem is that there prevails some connection
between a man’s faculty of thinking and acting and the conditions of
his body. We know that injuries to the brain can seriously impair or
even entirely destroy man’s mental abilities and that death, the total dis-
integration of the physiological functions of the living tissues, invari-
ably blots out those activities of the mind that can be noticed by other
people’s minds. But we know nothing about the process that produces
within the body of a living man thoughts and ideas. Almost identical ex-
ternal events that impinge on the human mind result[,] with different
people and with the same people at different moments[,] in different
thoughts and ideas. Physiology does not have any method that could
adequately deal with the phenomena of the mind’s reaction to stimuli.
The natural sciences are unable to employ their methods for the analy-
sis of the meaning a man attaches to any event of the external world or
to other people’s meaning. The materialistic philosophy of La Mettrie
and Feuerbach and the monism of Haeckel are not natural science;
they are metaphysical doctrines aiming at an explanation of something
that the natural sciences could not explore. So are the monistic doc-
trines of positivism and neopositivism.

In establishing these facts one does not intend to ridicule the doc-
trines of materialistic monism and to qualify them as nonsense. Only
the positivists consider all metaphysical speculations as nonsense and
reject any kind of apriorism. Judicious philosophers and scientists have
admitted without any reservation that the natural sciences have not
contributed anything that could justify the tenets of positivism and ma-
terialism and that all these schools of thought are teaching is meta-
physics, and a very unsatisfactory brand of metaphysics.

The doctrines that claim for themselves the epithet of radical or pure
empiricism and stigmatize all that is not experimental natural science
as nonsense fail to realize that the allegedly empiricist nucleus of their
philosophy is entirely based upon deduction from an unwarranted
premise. All that the natural sciences can do is to trace back all the phe-
nomena that can be—directly or indirectly—perceived by the human
senses to an array of ultimately given data. One may reject a dualistic
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or pluralistic interpretation of experience and assume that all these ul-
timate data might in the future development of scientific knowledge be
traced back to a common source. But such an assumption is not ex-
perimental natural science. It is a metaphysical interpretation. And so
is the further assumption that this source will also appear as the root out
of which all mental phenomena evolved.

On the other hand, all the attempts of philosophers to demonstrate
the existence of a supreme being by mundane methods of thinking, 
either by aprioristic reasoning or drawing inferences from certain ob-
served qualities of visible and tangible phenomena, have led to an im-
passe. But we have to realize that it is no less impossible to demonstrate
logically by the same philosophical methods the nonexistence of God
or to reject the thesis that God created the x from which everything the
natural sciences deal with is derived and the further thesis that the in-
explicable powers of the human mind came and come into being by re-
iterated divine intervention in the affairs of the universe. The Christian
doctrine according to which God creates the soul of every individual
cannot be refuted by discursive reasoning as it cannot be proved in this
way. There is neither in the brilliant achievements of the natural sci-
ences nor in aprioristic reasoning anything that could contradict Du
Bois-Reymond’s Ignorabimus [“we do not know”].

There cannot be such a thing as scientific philosophy in the sense
that logical positivism and empiricism ascribe to the adjective “sci-
entific.” The human mind in its search for knowledge resorts to phi-
losophy or theology precisely because it aims at an explanation of prob-
lems that the natural sciences cannot answer. Philosophy deals with
things beyond the limits that the logical structure of the human mind
enables man to infer from the exploits of the natural sciences.

2 The Historical Setting of Positivism

One does not satisfactorily characterize the problems of human action
if one says that the natural sciences have—up to now, at least—failed
to provide anything for their elucidation. A correct description of the
situation would have to stress the fact that the natural sciences do not
even have the mental tools to become aware of the existence of such
problems. Ideas and final causes are categories for which there is no
room left in the system and in the structure of the natural sciences.
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Their terminology lacks all the concepts and words that could provide
an adequate orientation in the orbit of the mind and of action. And all
their achievements, however marvelous and beneficial they are, do not
even superficially touch the essential problems of philosophy with
which metaphysical and religious doctrines try to cope.

The development of the almost generally accepted opinion to the
contrary can easily be explained. All metaphysical and religious doc-
trines contained, besides their theological and moral teachings, also un-
tenable theorems about natural events that, with the progressive devel-
opment of the natural sciences, could be not only refuted but frequently
even ridiculed. Theologians and metaphysicians stubbornly tried to de-
fend theses, only superficially connected with the core of their moral
message, which to the scientifically trained mind appeared as most ab-
surd fables and myths. The secular power of the churches persecuted
scientists who had the courage to deviate from such teachings. The
history of science in the orbit of Western Christianity is a history of
conflicts in which the doctrines of science were always better founded
than those of the official theology. Meekly the theologians had finally in
every controversy to admit that their adversaries were right and that they
themselves were wrong. The most spectacular instance of such an in-
glorious defeat—perhaps not of theology as such, but certainly of the
theologians—was the outcome of the debates concerning evolution.

Thus originated the illusion that all the issues theology used to deal
with could be one day fully and irrefutably solved by the natural sci-
ences. In the same way in which Copernicus and Galilei had substituted
a better theory of the celestial movements for the untenable doctrines
supported by the Church, one expected future scientists to succeed in
replacing all other “superstitious” doctrines by “scientific” truth. If one
criticizes the rather naive epistemology and philosophy of Comte,
Marx, and Haeckel, one ought not to forget that their simplism was the
reaction to the even more simplicist teachings of what is today labeled
Fundamentalism, a dogmatism that no wise theologian would dare to
adopt any longer.

Reference to these facts in no way excuses, still less justifies, the cru-
dities of contemporary positivism. It merely aims at a better under-
standing of the intellectual environment in which positivism developed
and became popular. Unfortunately, the vulgarity of positivistic fanatics
is now on the point of provoking a reaction that may seriously obstruct
mankind’s intellectual future. Again, as in the late Roman Empire,
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various sects of idolatry are flourishing. There are spiritualism, voodoo,
and similar doctrines and practices, many of them borrowed from the
cults of primitive tribes. There is a revival of astrology. Our age is not
only an age of science. It is also an age in which the most absurd super-
stitions are finding credulous adepts.

3 The Case of the Natural Sciences

In view of these disastrous effects of a beginning excessive reaction
against the excrescences of positivism, there is need to repeat again that
the experimental methods of the natural sciences are the only ones ad-
equate for the treatment of the problems involved. Without discussing
anew the endeavors to discredit the category of causality and determin-
ism, we have to emphasize the fact that what is wrong with positivism is
not what it teaches about the methods of the empirical natural sciences,
but what it asserts about matters concerning which—up to now at
least—the natural sciences have not succeeded in contributing any
information. The positivistic principle of verifiability as rectified by
Popper 2 is unassailable as an epistemological principle of the natural
sciences. But it is meaningless when applied to anything about which
the natural sciences cannot supply any information.

It is not the task of this essay to deal with the claims of any metaphysi-
cal doctrine or with metaphysics as such. As the nature and logical struc-
ture of the human mind is, many a man is not satisfied with ignorance
concerning any problem and does not easily acquiesce in the agnosti-
cism in which the most fervent search for knowledge results. Meta-
physics and theology are not, as the positivists pretend, products of an ac-
tivity unworthy of Homo sapiens, remnants of mankind’s primitive age
that civilized people ought to discard. They are a manifestation of man’s
unappeasable craving for knowledge. No matter whether this thirsting
after omniscience can ever be fully gratified or not, man will not cease
to strive after it passionately.3 Neither positivism nor any other doctrine
is called upon to condemn a religious or metaphysical tenet that does not
contradict any of the reliable teachings of the a priori and of experience.

2. See above, p. 68– 69.
3. “L’homme fait de la métaphysique comme il respire, sans le vouloir et surtout sans s’en douser
la plupart du temps.” E. Meyerson, De l’explication dans les sciences (Paris, 1927), p. 20.
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4 The Case of the Sciences of Human Action

However, this essay does not deal with theology or metaphysics and the
rejection of their doctrines by positivism. It deals with positivism’s at-
tack upon the sciences of human action.

The fundamental doctrine of positivism is the thesis that the experi-
mental procedures of the natural sciences are the only method to be ap-
plied in the search for knowledge. As the positivists see it, the natural
sciences, entirely absorbed by the more urgent task of elucidating the
problems of physics and chemistry, have in the past neglected and may
also in the near future neglect to pay attention to the problems of hu-
man action. But, they add, there cannot be any doubt that once the
men imbued with a scientific outlook and trained in the exact methods
of laboratory work have the leisure to turn toward the study of such “mi-
nor” issues as human behavior, they will substitute authentic knowl-
edge of all these matters for the worthless palaver that is now in vogue.
“Unified science” will solve all the problems involved and will inaugu-
rate a blissful age of “social engineering” in which all human affairs
will be handled in the same satisfactory way in which modern tech-
nology supplies electric current.

Some rather significant steps on the way to this result, pretend the
less cautious harbingers of this creed, have already been made by be-
haviorism (or, as Neurath preferred to call it, behavioristics). They
point to the discovery of tropisms and to that of conditioned reflexes.
Progressing further with the aid of the methods that brought about
these achievements, science will one day be able to make good all the
promises of positivism. It is a vain conceit of man to presume that his
conduct is not entirely determined by the same impulses that deter-
mine the behavior of plants and of dogs.

Against all this impassioned talk we have to stress the hard fact that
the natural sciences have no intellectual tool to deal with ideas and
with finality.

An assured positivist may hope that one day physiologists may suc-
ceed in describing in terms of physics and chemistry all the events that
resulted in the production of definite individuals and in modifying
their inborn substance during their lives. We may neglect raising the
question whether such knowledge would be sufficient to explain fully
the behavior of animals in any situation they may have to face. But it



cannot be doubted that it would not enable the student to deal with the
way in which a man reacts to external stimuli. For this human reaction
is determined by ideas, a phenomenon the description of which is be-
yond the reach of physics, chemistry, and physiology. There is no ex-
planation in terms of the natural sciences of what causes hosts of people
to remain faithful to the religious creed in which they were brought up
and others to change their faith, why people join or desert political par-
ties, why there are different schools of philosophy and different opin-
ions concerning a multiplicity of problems.

5 The Fallacies of Positivism

Consistently aiming at an improvement of the conditions under which
men have to live, the nations of Western and Central Europe and their
scions settled in overseas territories have succeeded in developing what
is called—and more often smeared as—Western bourgeois civilization.
Its foundation is the economic system of capitalism, the political corol-
lary of which is representative government and freedom of thought and
interpersonal communication. Although continually sabotaged by the
folly and the malice of the masses and the ideological remnants of the
precapitalistic methods of thinking and acting, free enterprise has radi-
cally changed the fate of man. It has reduced mortality rates and pro-
longed the average length of life, thus multiplying population figures.
It has, in an unprecedented way, raised the standard of living of the
average man in those nations that did not too severely impede the ac-
quisitive spirit of enterprising individuals. All people, however fanatical
they may be in their zeal to disparage and to fight capitalism, implicitly
pay homage to it by passionately clamoring for the products it turns out.

The wealth capitalism has brought to mankind is not an achievement
of a mythical force called progress. Neither is it an achievement of the
natural sciences and of the application of their teachings for the perfec-
tion of technology and therapeutics. No technological and therapeuti-
cal improvements can be practically utilized if the material means for its
utilization have not been previously made available by saving and capi-
tal accumulation. The reason why not everything about the production
and the use of which technology provides information can be made ac-
cessible to everybody is the insufficiency of the supply of capital accu-
mulated. What transformed the stagnant conditions of the good old days
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into the activism of capitalism was not changes in the natural sciences
and in technology, but the adoption of the free enterprise principle. The
great ideological movement that started with the Renaissance, contin-
ued in the Enlightenment, and in the nineteenth century culminated in
Liberalism 4 produced both capitalism—the free market economy—
and its political corollary or—as the Marxians have to say, its political
“superstructure”—representative government and the individuals’ civic
rights: freedom of conscience, of thought, of speech, and of all other
methods of communication. It was in the climate created by this capi-
talistic system of individualism that all the modern intellectual achieve-
ments thrived. Never before had mankind lived under conditions like
those of the second part of the nineteenth century, when, in the civilized
countries, the most momentous problems of philosophy, religion, and
science could be freely discussed without any fear of reprisals on the part
of the powers that be. It was an age of productive and salutary dissent.

A countermovement evolved, but not from a regeneration of the
discredited sinister forces that in the past had made for conformity. It
sprouted from the authoritarian and dictatorial complex deeply in-
wrought in the souls of the many who were benefited by the fruits of free-
dom and individualism without having contributed anything to their
growing and ripening. The masses do not like those who surpass them
in any regard. The average man envies and hates those who are different.

What pushes the masses into the camp of socialism is, even more
than the illusion that socialism will make them richer, the expectation
that it will curb all those who are better than they themselves are. The
characteristic feature of all utopian plans from that of Plato down to that
of Marx is the rigid petrification of all human conditions. Once the
“perfect” state of social affairs is attained, no further changes ought to
be tolerated. There will no longer be any room left for innovators and
reformers.

In the intellectual sphere the advocacy of this intolerant tyranny is
represented by positivism. Its champion, Auguste Comte, did not con-
tribute anything to the advancement of knowledge. He merely drafted
the scheme of a social order under which, in the name of progress, 
science, and humanity, any deviation from his own ideas was to be 
prohibited.

4. The term Liberalism as employed in this essay is to be understood in its classical nineteenth-
century connotation, not in its present-day American sense, in which it signifies the opposite of
everything that it used to signify in the nineteenth century.



The intellectual heirs of Comte are the contemporary positivists.
Like Comte himself, these advocates of “Unified Science,” of pan-
physicalism, of “logical” or “empirical positivism,” and of “scientific”
philosophy did not themselves contribute to the advancement of the
natural sciences. The future historians of physics, chemistry, biology,
and physiology will not have to mention their names and their work. All
that “Unified Science” brought forward was to recommend the pro-
scription of the methods applied by the sciences of human action and
their replacement by the methods of the experimental natural sciences.
It is not remarkable for that which it contributed, but only for that
which it wants to see prohibited. Its protagonists are the champions of
intolerance and of a narrow-minded dogmatism.

Historians have to understand the political, economic, and intellec-
tual conditions that brought about positivism, old and new. But the
specific historical understanding of the milieu out of which definite
ideas developed can neither justify nor reject the teachings of any
school of thought. It is the task of epistemology to unmask the fallacies
of positivism and to refute them.
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chapter 8

Positivism and the Crisis of 
Western Civilization

1 The Misinterpretation of the Universe

The way in which the philosophy of logical positivism depicts the uni-
verse is defective. It comprehends only what can be recognized by the
experimental methods of the natural sciences. It ignores the human
mind as well as human action.

It is usual to justify this procedure by pointing out that man is only a
tiny speck in the infinite vastness of the universe and that the whole his-
tory of mankind is but a fleeting episode in the endless flux of eternity.
Yet the importance and significance of a phenomenon defies such a
merely quantitative appraisal. Man’s place in that part of the universe
about which we can learn something is certainly modest only. But as far
as we can see, the fundamental fact about the universe is that it is di-
vided into two parts, which — employing terms suggested by some phi-
losophers, but without their metaphysical connotation —we may call
res extensa [“a thing which has spatial extent”], the hard facts of the
external world, and res cogitans [“a thing of thinking”], man’s power to
think. We do not know how the mutual relations of these two spheres
may appear in the vista of a superhuman intelligence. For man their dis-
tinction is peremptory. Perhaps it is only the inadequacy of our mental
powers that prevents us from recognizing the substantial homoge-
neousness of what appears to us as mind and as matter. But certainly no
palaver about “unified science” can convert the metaphysical character
of monism into an unassailable theorem of experiential knowledge.
The human mind cannot help distinguishing two realms of reality, its
own sphere and that of external events. And it must not relegate the
manifestations of the mind to an inferior rank, as it is only the mind that
enables man to cognize and to produce a mental representation of
what it is.
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Positivism’s world view distorts the fundamental experience of man-
kind, for which the power to perceive, to think, and to act is an ultimate
fact clearly distinguishable from all that happens without the inter-
ference of purposive human action. It is vain to talk about experience
without reference to the factor that enables man to have experience.

2 The Misinterpretation of the Human Condition

As all brands of positivism see it, the eminent role man plays on the earth
is the effect of his progress in the cognition of the interconnectedness of
natural— i.e., not specifically mental and volitional— phenomena and
in its utilization for technological and therapeutical behavior. Modern
industrial civilization, the spectacular affluence it has produced, and the
unprecedented increase in population figures it has made possible are
the fruits of the progressive advancement of the experimental natural
sciences. The main factor in improving the lot of mankind is science,
i.e., in the positivistic terminology, the natural sciences. In the context
of this philosophy society appears as a gigantic factory and all social
problems as technological problems to be solved by “social engineer-
ing.” What, for example, is lacking to the so-called underdeveloped
countries is, in the light of this doctrine, the “know-how,” sufficient
familiarity with scientific technology.

It is hardly possible to misinterpret mankind’s history more thor-
oughly. The fundamental fact that enabled man to elevate his species
above the level of the beasts and the horrors of biological competition
was the discovery of the principle of the higher productivity of cooper-
ation under a system of the division of labor, that great cosmic principle
of becoming. What improved and still improves the fecundity of hu-
man efforts is the progressive accumulation of capital goods without
which no technological innovation could ever be practically utilized.
No technological computation and calculation would be possible in an
environment that would not employ a generally used medium of ex-
change, money. Modern industrialization, the practical employment of
the discoveries of the natural sciences, is intellectually conditioned by
the operation of a market economy in which prices, in terms of money,
for the factors of production are established and thus the opportunity
is given to the engineer to contrast the costs and the proceeds to be
expected from alternative projects. The quantification of physics and



chemistry would be useless for technological planning if there were no
economic calculation.1 What is lacking to the underdeveloped nations
is not knowledge, but capital.2

The popularity and the prestige that the experimental methods of the
natural sciences enjoy in our age and the dedication of ample funds for
the conduct of laboratory research are attendant phenomena of capital-
ism’s progressive accumulation of capital. What transformed the world
of horse-drawn carriages, sailing ships, and windmills step by step into a
world of airplanes and electronics was the laissez-faire principle of Man-
chesterism. Large savings, continuously in search of the most profitable
investment opportunities, are providing the resources needed for ren-
dering the accomplishments of the physicists and chemists utilizable
for the improvement of business activities. What is called economic
progress is the joint effect of the activities of the three progressive
groups — or classes — of the savers, the scientist-inventors, and the en-
trepreneurs, operating in a market economy as far as it is not sabotaged
by the endeavors of the nonprogressive majority of the routinists and the
public policies supported by them.

What begot all those technological and therapeutical achievements
that characterize our age was not science, but the social and political
system of capitalism. Only in the climate of huge capital accumula-
tion could experimentalism develop from a pastime of geniuses like
Archimedes and Leonardo da Vinci into a well-organized systematic
pursuit of knowledge. The much decried acquisitiveness of the promot-
ers and speculators was intent upon applying the accomplishments of
scientific research to the improvement of the masses’ standard of living.
In the ideological environment of our age, which, driven by a fanatical
hatred of the “bourgeois,” is anxious to substitute the “service” principle
for the “profit” principle, technological innovation is more and more
directed toward the fabrication of efficient instruments of war and
destruction.

The research activities of the experimental natural sciences are in
themselves neutral with regard to any philosophical and political issue.
But they can thrive and become beneficial for mankind only where
there prevails a social philosophy of individualism and freedom.
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1. About the problems of economic calculation, see Mises, Human Action, pp. 201–232 and 691–711.
2. This answers also the often raised question why the ancient Greeks did not construct steam en-
gines although their physics gave them the theoretical knowledge required. They did not con-
ceive the primary importance of saving and capital formation.



In stressing the fact that the natural sciences owe all their achieve-
ments to experience, positivism merely repeated a truism which since
the demise of Naturphilosophie* nobody any longer disputed. In dis-
paraging the methods of the sciences of human action, it paved the way
for the forces that are sapping the foundations of Western civilization.

3 The Cult of Science

The characteristic feature of modern Western civilization is not its sci-
entific achievements and their service for the improvement of people’s
standard of living and the prolongation of the average length of life.
These are merely the effect of the establishment of a social order in
which, by the instrumentality of the profit-and-loss system, the most
eminent members of society are prompted to serve to the best of their
abilities the well-being of the muses of less gifted people. What pays
under capitalism is satisfying the common man, the customer. The
more people you satisfy, the better for you.3

This system is certainly not ideal or perfect. There is in human af-
fairs no such thing as perfection. But the only alternative to it is the to-
talitarian system, in which in the name of a fictitious entity, “society,”
a group of directors determines the fate of all the people. It is paradox-
ical indeed that the plans for the establishment of a system that, by fully
regulating the conduct of every human being, would annihilate the in-
dividual’s freedom were proclaimed as the cult of science. Saint-Simon
usurped the prestige of Newton’s laws of gravitation as a cloak for his
fantastic totalitarianism, and his disciple, Comte, pretended to act as
the spokesman of science when he tabooed, both as vain and as use-
less, certain astronomical studies that only a short time later produced
some of the nineteenth-century’s most remarkable scientific results.
Marx and Engels arrogated for their socialist plans the label “scientific.”
The socialist or communist prepossession and activities of outstanding
champions of logical positivism and “unified science” are well known.

116 � positivism and the crisis of western civilization

* Mises probably means by Naturphilosophie the type of anthropomorphism to which he refers
in chapter II, section 2, which held that “God or nature acts in a way not different from the ways
of human action.”
3. “Modern civilization, nearly all civilization, is based on the principle of making things pleas-
ant for those who please the market and unpleasant for those who fail to do so.” Edwin Cannan,
An Economist’s Protest (London, 1928), pp. vi ff.



The history of science is the record of the achievements of individ-
uals who worked in isolation and, very often, met with indifference
or even open hostility on the part of their contemporaries. You cannot
write a history of science “without names.” What matters is the individ-
ual, not “team work.” One cannot “organize” or “institutionalize” the
emergence of new ideas. A new idea is precisely an idea that did not oc-
cur to those who designed the organizational frame, that defies their
plans, and may thwart their intentions. Planning other people’s actions
means to prevent them from planning for themselves, means to deprive
them of their essentially human quality, means enslaving them.

The great crisis of our civilization is the outcome of this enthusiasm
for all-round planning. There have always been people prepared to
restrict their fellow citizens’ right and power to choose their own con-
duct. The common man always looked askance upon all those who
eclipsed him in any regard, and he advocated conformity, Gleichschal-

tung [“bringing into line, elimination of political opponents”]. What is
new and characterizes our age is that the advocates of uniformity and
conformity are raising their claims on behalf of science.

4 The Epistemological Support of Totalitarianism

Every step forward on the way toward substituting more efficient meth-
ods of production for the obsolete methods of the precapitalistic ages
met with fanatical hostility on the part of those whose vested interests
were in the short run hurt by any innovation. The landed interest of the
aristocrats was no less anxious to preserve the economic system of the an-

cien régime than were the rioting workingmen who destroyed machines
and demolished factory buildings. But the cause of innovation was sup-
ported by the new science of political economy, while the cause of the
obsolete methods of production lacked a tenable ideological basis.

As all the attempts to prevent the evolution of the factory system and
its technological accomplishments aborted, the syndicalist idea began
to take shape. Throw out the entrepreneur, that lazy and useless parasite,
and hand over all the proceeds — the “whole produce of labor”— to the
men who create them by their toil! But even the most bigoted enemies
of the new industrial methods could not fail to realize the inadequacy
of these schemes. Syndicalism remained the philosophy of illiterate
mobs and got the approbation of intellectuals only much later in the
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guise of British Guild Socialism, Italian Fascism’s stato corporativo, and
twentieth-century “labor economics” and labor union politics.4

The great anticapitalistic device was socialism, not syndicalism. But
there was something that embarrassed the socialist parties from the early
beginnings of their propaganda, their inability to refute the criticism
that their schemes met on the part of economics. Fully aware of his im-
potence in this regard, Karl Marx resorted to a subterfuge. He and his
followers, down to those who called their doctrines “sociology of knowl-
edge,” tried to discredit economics by their spurious ideology-concept.
As the Marxians see it, in a “class society” men are inherently unfit to
conceive theories that are a substantially true description of reality. A
man’s thoughts are necessarily tainted “ideologically.” An ideology, in
the Marxian sense of the term, is a false doctrine, which, however, pre-
cisely on account of its falsity, serves the interests of the class from which
its author stems. There is no need to answer any critique of the socialist
plans. It is fully sufficient to unmask the nonproletarian background of
its author.5

This Marxian polylogism is the living philosophy and epistemology
of our age. It aims at making the Marxian doctrine impregnable, as it im-
plicitly defines truth as agreement with Marxism. An adversary of Marx-
ism is necessarily always wrong on account of the very fact that he is
an adversary. If the dissenter is of proletarian origin, he is a traitor; if he
belongs to another “class,” he is an enemy of “the class that holds the
future in its hands.” 6

The spell of this Marxian eristic trick was and is so enormous that even
the students of the history of ideas failed for a long time to realize that
positivism, following in the wake of Comte, offered another makeshift
to discredit economics wholesale without entering into any critical
analysis of its argumentation. For the positivists, economics is no science
because it does not resort to the experimental methods of the natural sci-
ences. Thus, Comte and those of his followers who under the label of so-
ciology preached the total state could dub economics as metaphysical
nonsense and were freed from the necessity to refute its teachings by
discursive reasoning. When the revisionism of Bernstein had temporar-
ily weakened the popular prestige of Marxian orthodoxy, some younger
members of the Marxian parties began to search in the writings of
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4. See Mises, Human Action, pp. 808– 816.
5. Ibid., pp. 72–91.
6. Communist Manifesto, I.



Avenarius and Mach for a philosophical justification of the socialist
creed. This defection from the straight line of dialectical materialism
appeared as sacrilege in the eyes of the uncompromising guardians of
the undefiled doctrine. Lenin’s most voluminous contribution to the so-
cialist literature is a passionate attack upon the “middle-class philoso-
phy” of empirio-criticism and its adepts in the ranks of the socialist
parties.7 In the spiritual ghetto into which Lenin had confined himself
during all of his life he could not become aware of the fact that the
Marxian ideology-doctrine had lost its persuasive power in the circles of
the natural scientists and that positivism’s panphysicalism could render
better services in the campaigns to vilify economic science in the eyes of
mathematicians, physicists, and biologists. However, a few years later,
Otto Neurath instilled into the methodological monism of “unified sci-
ence” its definite anticapitalistic note and converted neopositivism into
an auxiliary of socialism and communism. Today both doctrines, Marx-
ian polylogism and positivism, amicably vie with each other in lending
theoretical support to the “Left.” For the philosophers, mathematicians,
and biologists there is the esoteric doctrine of logical or empirical posi-
tivism, while the less sophisticated masses are still fed a garbled variety
of dialectical materialism.

Even if, for the sake of argument, we may assume that the rejection of
economics by panphysicalism was motivated by logical and epistemo-
logical considerations only and that neither political bias nor envy of
people with higher salaries or greater wealth played any role in the mat-
ter, we must not pass over in silence the fact that the champions of rad-
ical empiricism stubbornly refuse to pay any attention to the teachings
of daily experience contradicting their socialist predilections. They not
only neglect the failure of all “experiments” with nationalized business
in the Western countries. They do not care a whit about the undisputed
fact that the average standard of living is incomparably higher in the cap-
italistic countries than in the communist countries. If pressed hard, they
try to push aside this “experience” by interpreting it as a consequence of
the capitalists’ alleged anticommunist machinations.8 Whatever one
may think about this poor excuse, it cannot be denied that it amounts
to a spectacular repudiation of the very principle that considers experi-
ence as the only source of knowledge. For in the view of this principle,
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7. Lenin, Materialism and Empirio-Criticism (first published in Russian, 1908).
8. See Mises, Planned Chaos (1947; reprint ed., Irvington, N.Y.: Foundation for Economic Educa-
tion, 1977), pp. 80– 87. (Reprinted in Socialism [new ed., Yale University Press, 1951], pp. 582–589.)



it is not permitted to conjure away a fact of experience by referring to
some allegedly theoretical reflections.

5 The Consequences

The outstanding fact about the contemporary ideological situation is
that the most popular political doctrines aim at totalitarianism, the thor-
ough abolition of the individual’s freedom to choose and to act. No less
remarkable is the fact that the most bigoted advocates of such a system
of conformity call themselves scientists, logicians, and philosophers.

This is, of course, not a new phenomenon. Plato, who even more
than Aristotle was for centuries the maestro di color che sanno [“master
of those who know” (Dante)], elaborated a plan of totalitarianism the
radicalism of which was surpassed only in the nineteenth century by
the schemes of Comte and Marx. It is a fact that many philosophers are
utterly intolerant of any dissent and want to have any criticism of their
own ideas prevented by the government’s police apparatus.

As far as the empiricist principle of logical positivism refers to the 
experimental methods of the natural sciences, it merely asserts what is
not questioned by anybody. As far as it rejects the epistemological prin-
ciples of the sciences of human action, it is not only entirely wrong. It
is also knowingly and intentionally undermining the intellectual foun-
dations of Western civilization.
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Foreword

This book is a collection of papers written by Mises during the 1920s 
and 1930s on money and the boom/bust trade cycle, the field in which 
one finds perhaps Mises’s greatest contribution to economics. The pa-
pers included in this volume were first published in English with other 
materials by Free Market Books in 1978 and were reprinted later by the 
Ludwig von Mises Institute under the title The Causes of Economic 
Crisis and Other Essays Before and After the Great Depression (2006). 
Although Mises had long been interested in all aspects of monetary 
theory, these particular essays are devoted more specifically to his the-
ory of monetary crises than are his other more general works.

Soon after Mises had earned his doctorate from the University of Vi-
enna, he determined to write a book on money. To do a thorough job, 
he thought he should start with direct exchange, but he didn’t believe 
he would have time, as he saw war looming in Europe. Although he 
had completed the compulsory military service required of all young 
men in the Austria-Hungary of his day, he would be subject to recall 
if war came. So he didn’t begin with direct exchange but with indi-
rect (nonbarter) exchange, building on the subjective marginal utility 
theory of value developed by his Austrian predecessors Carl Menger 
and Eugen von Böhm-Bawerk. His explanation was in direct opposi-
tion to the then-popular “state theory of money,” which defined money 
as whatever the government decreed to be money.

That book, titled in German Theorie des Geldes und der Umlaufs-
mittel, appeared in 1912.1 Mises explained there that money was a mar-
ket phenomenon, which developed out of barter as individuals traded 
with one another in the attempt to discover something they could use 

1. Die Theorie des Geldes und der Umlaufsmittel (Munich and Leipzig: Duncker & Humblot, 
1912), expanded in 1924, and translated into English and first published in 1934 as The Theory of 
Money and Credit (Indianapolis: Liberty Fund, 1981).
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as a medium of exchange. After dealing with money, Mises discussed 
banking. In this 1912 book he first raised the possibility that the banks 
might lower interest rates below market rates by increasing their issue 
of fiduciary media. Mises even considered that a bank might increase 
the quantity of money so much that its purchasing power might go 
down to 1/100th of its previous value, or even less if the monetary in-
creases were continued. In that case, he then posited its purchasing 
power might decline until businesses would avoid it altogether and 
find something else to use as a medium of exchange. His contempo-
raries dismissed and discounted this possibility.

Mises described how the inflation (monetary expansion) fostered 
by the banks would lead to widespread price increases and economic 
malinvestment; however, if and when the banks stopped inflating, 
businesses would crash, the economy would stagnate, and all prices of 
goods and services would be readjusted. Thus, in 1912 Mises laid the 
groundwork for explaining the causes of the economic crises which 
afflicted capitalistic economies periodically and how to prevent them. 
But the world paid little attention; Mises’s book was practically ignored, 
even ridiculed.

Mises’s work in economics was interrupted by World War I, when he 
was called back into military service and served on the Eastern front. 
After the war, however, he continued to write on money. During the 
1920s and 1930s, he built on and expanded the general monetary theory 
first set forth in The Theory of Money and Credit, and subsequently 
elaborated upon it in his later major works on economics, the German-
language Nationalökonomie (1940) and its English language version, 
Human Action (1949).2 The several monographs included in this pres-
ent collection, written between the two World Wars, are devoted spe-
cifically to the theory of the trade cycle and include some of Mises’s 
most important contributions to monetary theory.

My economist and historian husband, Percy L. Greaves, Jr.—like 
me, a longtime student of Mises—selected the papers included in this 
anthology as Mises’s most important papers on money which had not 
previously appeared in English. The 1978 edition and 2006 reprint in-
cluded an epilogue with articles on monetary theory by my husband. 
The epilogue has been omitted from this Liberty Fund edition in or-
der to focus solely on the ideas of Mises.

2. Human Action: An Economic Treatise (Indianapolis: Liberty Fund, 2007).
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In reading these works, keep in mind that Mises used the term 
“liberal” in the classical sense to refer to a free society and the term 
“inflation” to mean an increase in the quantity of money and credit, 
rather than one of the inevitable consequences of that increase, higher 
prices.

Bettina Bien Greaves 
May 2008
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Introduction

Attempts to stabilize the value of the monetary unit strongly influence 
the monetary policy of almost every nation today. They must not be 
confused with earlier endeavors to create a monetary unit whose ex-
change value would not be affected by changes from the money side. 
In those olden and happier times, the concern was with how to bring 
the quantity of money into balance with the demand, without chang-
ing the purchasing power of the monetary unit. Thus, attempts were 
made to develop a monetary system under which no changes would 
emerge from the side of money to alter the ratios between the generally 
used medium of exchange (money) and other economic goods. The 
economic consequences of the widely deplored changes in the value of 
money were to be completely avoided.

There is no point nowadays in discussing why this goal could not 
then, and in fact cannot, be attained. Today we are motivated by other 
concerns. We should be happy just to return again to the monetary 
situation we once enjoyed. If only we had the gold standard back again, 
its shortcomings would no longer disturb us; we would just have to 
make the best of the fact that even the value of gold undergoes certain 
fluctuations.

Today’s monetary problem is a very different one. During and af-
ter the war [World War 1, 1914–1918], many countries put into circula-
tion vast quantities of credit money, which were endowed with legal 
tender quality. In the course of events described by Gresham’s Law, 
gold disappeared from monetary circulation in these countries. These 
countries now have paper money, the purchasing power of which is 

[Die geldtheoretische Seite des Stabilisierungsproblems (Schriften des Vereins für Sozialpolitik. 
Vol. 164, Part 2. Munich and Leipzig: Duncker & Humblot, 1923). Mises presented the original 
manuscript of this essay to the publisher in January 1923, more than eight months before the 
final breakdown of the German mark, but its publication was delayed.—Ed.]
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subject to sudden changes. The monetary economy is so highly devel-
oped today that the disadvantages of such a monetary system, with sud-
den changes brought about by the creation of vast quantities of credit 
money, cannot be tolerated for long. Thus the clamor to eliminate the 
deficiencies in the field of money has become universal. People have 
become convinced that the restoration of domestic peace within na-
tions and the revival of international economic relations are impossible 
without a sound monetary system.
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The Outcome of Inflation

1. Monetary Depreciation

If the practice persists of covering government deficits with the issue 
of notes, then the day will come without fail, sooner or later, when 
the monetary systems of those nations pursuing this course will break 
down completely. The purchasing power of the monetary unit will de-
cline more and more, until finally it disappears completely. To be sure, 
one could conceive of the possibility that the process of monetary de-
preciation could go on forever. The purchasing power of the monetary 
unit could become increasingly smaller without ever disappearing en-
tirely. Prices would then rise more and more. It would still continue to 
be possible to exchange notes for commodities. Finally, the situation 
would reach such a state that people would be operating with billions 
and trillions and then even higher sums for small transactions. The 
monetary system would still continue to function. However, this pros-
pect scarcely resembles reality.

In the long run, trade is not helped by a monetary unit which con-
tinually deteriorates in value. Such a monetary unit cannot be used 
as a “standard of deferred payments.” Another intermediary must be 
found for all transactions in which money and goods or services are not 
exchanged simultaneously. Nor is a monetary unit which continually 
depreciates in value serviceable for cash transactions either. Everyone 
becomes anxious to keep his cash holding, on which he continually 
suffers losses, as low as possible. All incoming money will be quickly 
spent. When purchases are made merely to get rid of money, which is 
shrinking in value, by exchanging it for goods of more enduring worth, 
higher prices will be paid than are otherwise indicated by other cur-
rent market relationships.

In recent months, the German Reich has provided a rough picture 
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of what must happen, once the people come to believe that the course 
of monetary depreciation is not going to be halted. If people are buy-
ing unnecessary commodities, or at least commodities not needed at 
the moment, because they do not want to hold on to their paper notes, 
then the process which forces the notes out of use as a generally accept-
able medium of exchange has already begun. This is the beginning 
of the “demonetization” of the notes. The panicky quality inherent in 
the operation must speed up the process. It may be possible to calm 
the excited masses once, twice, perhaps even three or four times. How-
ever, matters must finally come to an end. Then there is no going back. 
Once the depreciation makes such rapid strides that sellers are fearful 
of suffering heavy losses, even if they buy again with the greatest pos-
sible speed, there is no longer any chance of rescuing the currency.

In every country in which inflation has proceeded at a rapid pace, it 
has been discovered that the depreciation of the money has eventually 
proceeded faster than the increase in its quantity. If m represents the 
actual number of monetary units on hand before the inflation began 
in a country, P represents the value then of the monetary unit in gold, 
M the actual number of monetary units which existed at a particular 
point in time during the inflation, and p the gold value of the mon-
etary unit at that particular moment, then (as has been borne out many 
times by simple statistical studies):

mP > Mp.

On the basis of this formula, some have tried to conclude that the 
devaluation had proceeded too rapidly and that the actual rate of ex-
change was not justified. From this, others have concluded that the 
monetary depreciation is not caused by the increase in the quantity of 
money, and that obviously the Quantity Theory could not be correct. 
Still others, accepting the primitive version of the Quantity Theory, 
have argued that a further increase in the quantity of money was per-
missible, even necessary. The increase in the quantity of money should 
continue, they maintain, until the total gold value of the quantity of 
money in the country was once more raised to the height at which it 
was before the inflation began. Thus:

Mp = mP.

The error in all this is not difficult to recognize. For the moment, let 
us disregard the fact—which will be analyzed more fully below—that 
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at the start of the inflation the rate of exchange on the Bourse,1 as well 
as the agio [premium] against metals, races ahead of the purchasing 
power of the monetary unit expressed in commodity prices. Thus, it is 
not the gold value of the monetary units, but their temporarily higher 
purchasing power vis-à-vis commodities which should be considered. 
Such a calculation, with P and p referring to the monetary unit’s pur-
chasing power in commodities rather than to its value in gold, would 
also lead, as a rule, to this result:

mP > Mp.

However, as the monetary depreciation progresses, it is evident that 
the demand for money, that is for the monetary units already in exis-
tence, begins to decline. If the loss a person suffers becomes greater 
the longer he holds on to money, he will try to keep his cash holding 
as low as possible. The desire of every individual for cash no longer 
remains as strong as it was before the start of the inflation, even if his 
situation may not have otherwise changed. As a result, the demand for 
money throughout the entire economy, which can be nothing more 
than the sum of the demands for money on the part of all individuals 
in the economy, goes down.

To the extent to which trade gradually shifts to using foreign money 
and actual gold instead of domestic notes, individuals no longer invest 
in domestic notes but begin to put a part of their reserves in foreign 
money and gold. In examining the situation in Germany, it is of par-
ticular interest to note that the area in which Reichsmarks circulate is 
smaller today than in 1914,2 and that now, because they have become 
poorer, the Germans have substantially less use for money. These cir-
cumstances, which reduce the demand for money, would exert much 
more influence if they were not counteracted by two factors which in-
crease the demand for money:

1. The demand from abroad for paper marks, which continues 
to some extent today, among speculators in foreign exchange 
(Valuta); and

1. [Bourse (French). A continental European stock exchange, on which trades are also made in 
commodities and foreign exchange.—Ed.]
2. [The Treaty of Versailles at the end of World War I (1914–1918) reduced German-controlled 
territory considerably, restored Alsace-Lorraine to France, ceded large parts of West Prussia and 
Posen to Poland, ceded small areas to Belgium and stripped Germany of her former colonies in 
Africa and Asia.—Ed.]
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2. The fact that the impairment of [credit] techniques for making 
payments, due to the general economic deterioration, may have 
increased the demand for money [cash holdings] above what it 
would have otherwise been.

2. Undesired Consequences

If the future prospects for a money are considered poor, its value in 
speculations, which anticipate its future purchasing power, will be 
lower than the actual demand and supply situation at the moment 
would indicate. Prices will be asked and paid which more nearly corre-
spond to anticipated future conditions than to the present demand for, 
and quantity of, money in circulation.

The frenzied purchases of customers who push and shove in the 
shops to get something, anything, race on ahead of this development; 
and so does the course of the panic on the Bourse where stock prices, 
which do not represent claims in fixed sums of money, and foreign ex-
change quotations are forced fitfully upward. The monetary units avail-
able at the moment are not sufficient to pay the prices which corre-
spond to the anticipated future demand for, and quantity of, monetary 
units. So trade suffers from a shortage of notes. There are not enough 
monetary units [or notes] on hand to complete the business transac-
tions agreed upon. The processes of the market, which bring total de-
mand and supply into balance by shifting exchange ratios [prices], no 
longer function so as to bring about the exchange ratios which actually 
exist at the time between the available monetary units and other eco-
nomic goods. This phenomenon could be clearly seen in Austria in the 
late fall of 1921.3 The settling of business transactions suffered seriously 
from the shortage of notes.

Once conditions reach this stage, there is no possible way to avoid 
the undesired consequences. If the issue of notes is further increased, 
as many recommend, then things would only be made still worse. 

3. [The post–World War I inflation in Austria is not as well known as the German inflation of 
1923. The Austrian crown depreciated disastrously at that time, although not to the same extent 
as the German mark. The leader of the Christian-Social Party and chancellor of Austria (1922–
1924 and 1926–1929), Dr. Ignaz Seipel (1876–1932), acting on the advice of Mises and some of his 
associates, succeeded in stopping the Austrian inflation in 1922.—Ed.]
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Since the panic would keep on developing, the disproportionality be-
tween the depreciation of the monetary unit and the quantity in circu-
lation would become still more exaggerated. The shortage of notes for 
the completion of transactions is a phenomenon of advanced inflation. 
It is the other side of the frenzied purchases and prices; it is the other 
side of the “crack-up boom.”

3. Effect on Interest Rates

Obviously, this shortage of monetary units should not be confused 
with what the businessman usually understands by a scarcity of money, 
accompanied by an increase in the interest rate for short-term in-
vestments. An inflation, whose end is not in sight, brings that about 
also. The old fallacy—long since refuted by David Hume and Adam 
Smith—to the effect that a scarcity of money, as defined in the busi-
nessman’s terminology, may be alleviated by increasing the quantity of 
money in circulation, is still shared by many people. Thus, one contin-
ues to hear astonishment expressed at the fact that a scarcity of money 
prevails in spite of the uninterrupted increase in the number of notes 
in circulation. However, the interest rate is then rising, not in spite of, 
but precisely on account of, the inflation.

If a halt to the inflation is not anticipated, the money lender must 
take into consideration the fact that, when the borrower ultimately re-
pays the sum of money borrowed, it will then represent less purchasing 
power than originally lent out. If the money lender had not granted 
credit but instead had used his money himself to buy commodities, 
stocks, or foreign exchange, he would have fared better. In that case, 
he would have either avoided loss altogether or suffered a lower loss. 
If he lends his money, it is the borrower who comes out well. If the 
borrower buys commodities with the borrowed money and sells them 
later, he has a surplus after repaying the borrowed sum. The credit 
transaction yields him a profit, a real profit, not an illusory, inflationary 
profit. Thus, it is easy to understand that, as long as the continuation 
of monetary depreciation is expected, the money lender demands, and 
the borrower is ready to pay, higher interest rates. Where trade or legal 
practices are antagonistic to an increase in the interest rate, the making 
of credit transactions is severely hampered. This explains the decline in 
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savings among those groups of people for whom capital accumulation 
is possible only in the form of money deposits at banking institutions or 
through the purchase of securities at fixed interest rates.

4. The Run from Money

The divorce of trade from a money that is proving increasingly useless 
begins with its being replaced from the hoards. If people want mar-
ketable goods available to meet unanticipated future needs, they start 
to accumulate other moneys—for instance, metallic (gold and silver) 
moneys, foreign notes, and occasionally also domestic notes which are 
valued more highly because their quantity cannot be increased by the 
government, such as the Romanov ruble of Russia or the “blue” money 
of Communist Hungary.4 Then too, for the same purpose, people be-
gin to acquire metal bars, precious stones and pearls, even pictures, 
other art objects and postage stamps. An additional step in displacing 
a no-longer-useful money is the shift to making credit transactions in 
foreign currencies or metallic commodity money which, for all practi-
cal purposes, means only gold. Finally, if the use of domestic money 
comes to a halt even in commodity transactions, wages too must be 
paid in some other way than with pieces of paper with which transac-
tions are no longer being made.

Only the hopelessly confirmed statist can cherish the hope that a 
money, continually declining in value, may be maintained in use as 
money over the long run. That the German mark is still used as money 
today [January 1923] is due simply to the fact that the belief generally 
prevails that its progressive depreciation will soon stop, or perhaps even 
that its value per unit will once more improve. The moment that this 
opinion is recognized as untenable, the process of ousting paper notes 
from their position as money will begin. If the process can still be de-
layed somewhat, it can only denote another sudden shift of opinion as 
to the state of the mark’s future value. The phenomena described as 
frenzied purchases have given us some advance warning as to how the 
process will begin. It may be that we shall see it run its full course.

Obviously the notes cannot be forced out of their position as the 

4. [Moneys issued by no longer existing governments. The Romanovs were thrown out of 
power in Russia by the Communist Revolution in 1917; Hungary’s post–World War I Commu-
nist government lasted only from March 21 to August 1, 1919.—Ed.]
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legal media of exchange, except by an act of law. Even if they become 
completely worthless, even if nothing at all could be purchased for a 
billion marks, obligations payable in marks could still be legally satis-
fied by the delivery of mark notes. This means simply that creditors, to 
whom marks are owed, are precisely those who will be hurt most by 
the collapse of the paper standard. As a result, it will become impos-
sible to save the purchasing power of the mark from destruction.

5. Effect of Speculation

Speculators actually provide the strongest support for the position 
of the notes as money. yet, the current statist explanation maintains  
exactly the opposite. According to this doctrine, the unfavorable con-
figuration of the quotation for German money since 1914 is attributed 
primarily, or at least in large part, to the destructive effect of specu-
lation in anticipation of its decline in value. In fact, conditions were 
such that during the war, and later, considerable quantities of marks 
were absorbed abroad precisely because a future rally of the mark’s ex-
change rate was expected. If these sums had not been attracted abroad, 
they would necessarily have led to an even steeper rise in prices on 
the domestic market. It is apparent everywhere, or at least it was until 
recently, that even residents within the country anticipated a further 
reduction of prices. One hears again and again, or used to hear, that 
everything is so expensive now that all purchases, except those which 
cannot possibly be postponed, should be put off until later. Then again, 
on the other hand, it is said that the state of prices at the moment is es-
pecially favorable for selling. However, it cannot be disputed that this 
point of view is already on the verge of undergoing an abrupt change.

Placing obstacles in the way of foreign exchange speculation, and 
making transactions in foreign exchange futures especially difficult, 
were detrimental to the formation of the exchange rate for notes. Still, 
not even speculative activity can help at the time when the opinion 
becomes general that no hope remains for stopping the progressive de-
preciation of the money. Then, even the optimists will retreat from 
German marks and Austrian crowns, part company with those who an-
ticipate a rise and join with those who expect a decline. Once only one 
view prevails on the market, there can be no more exchanges based on 
differences of opinion.
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6. Final Phases

The process of driving notes out of service as money can take place either 
relatively slowly or abruptly in a panic, perhaps in days or even hours. If 
the change takes place slowly that means trade is shifting, step by step, 
to the general use of another medium of exchange in place of the notes. 
This practice of making and settling domestic transactions in foreign 
money or in gold, which has already reached substantial proportions in 
many branches of business, is being increasingly adopted. As a result, to 
the extent that individuals shift more and more of their cash holdings 
from German marks to foreign money, still more foreign exchange en-
ters the country. As a result of the growing demand for foreign money, 
various kinds of foreign exchange, equivalent to a part of the value of 
the goods shipped abroad, are imported instead of commodities. Gradu-
ally, there is accumulated within the country a supply of foreign mon-
eys. This substantially softens the effects of the final breakdown of the 
domestic paper standard. Then, if foreign exchange is demanded even 
in small transactions, if, as a result, even wages must be paid in foreign 
exchange, at first in part and then in full, if finally even the government 
recognizes that it must do the same when levying taxes and paying its 
officials, then the sums of foreign money needed for these purposes are, 
for the most part, already available within the country. The situation, 
which emerges then from the collapse of the government’s currency, 
does not necessitate barter, the cumbersome direct exchange of com-
modities against commodities. Foreign money from various sources 
then performs the service of money, even if somewhat unsatisfactorily.

Not only do incontrovertible theoretical considerations lead to this 
hypothesis. So does the experience of history with currency break-
downs. With reference to the collapse of the “Continental Currency” 
in the rebellious American colonies (1781), Horace White says: “As soon 
as paper was dead, hard money sprang to life, and was abundant for all 
purposes. Much had been hoarded and much more had been brought 
in by the French and English armies and navies. It was so plentiful that 
foreign exchange fell to a discount.” 5

In 1796, the value of French territorial mandats fell to zero. Louis 
Adolphe Thiers commented on the situation as follows:

5. White, Horace. Money and Banking: Illustrated by American History. Boston, 1895, p. 142.  
[Op. cit., 5th ed., 1911, p. 99.—Ed.]
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Nobody traded except for metallic money. The specie, which people 
had believed hoarded or exported abroad, found its way back into cir-
culation. That which had been hidden appeared. That which had left 
France returned. The southern provinces were full of piasters, which 
came from Spain, drawn across the border by the need for them. Gold 
and silver, like all commodities, go wherever demand calls them. An in-
creased demand raises what is offered for them to the point that attracts 
a sufficient quantity to satisfy the need. People were still being swindled 
by being paid in mandats, because the laws, giving legal tender value to 
paper money, permitted people to use it for the satisfaction of written ob-
ligations. But few dared to do this and all new agreements were made in 
metallic money. In all markets, one saw only gold or silver. The workers 
were also paid in this manner. One would have said there was no longer 
any paper in France. The mandats were then found only in the hands of 
speculators, who received them from the government and resold them 
to the buyers of national lands. In this way, the financial crisis, although 
still existing for the state, had almost ended for private persons.6

7. Greater Importance of Money to a Modern Economy

Of course, one must be careful not to draw a parallel between the ef-
fects of the catastrophe, toward which our money is racing headlong 
on a collision course, with the consequences of the two events de-
scribed above. In 1781, the United States was a predominantly agricul-
tural country. In 1796, France was also at a much lower stage in the 
economic development of the division of labor and use of money and, 
thus, in cash and credit transactions. In an industrial country, such as 
Germany, the consequences of a monetary collapse must be entirely 
different from those in lands where a large part of the population re-
mains submerged in primitive economic conditions.

6. Thiers, Louis Adolphe. Histoire de la Révolution Française. 7th ed., Vol. V. Brussels, 1838, 
p. 171. The interpretation placed on these events by the “School” of G. F. Knapp is especially 
fantastic. See H. Illig’s Das Geldwesen Frankreichs zur Zeit der ersten Revolution bis zum Ende 
der Papiergeldwährung [The French Monetary System at the Time of the First Revolution to the 
End of the Paper Currency], Strassburg, 1914, p. 56. After mentioning attempts by the state to 
“manipulate the exchange rate of silver,” he points out: “Attempts to reintroduce the desired 
cash situation began to succeed in 1796.” Thus, even the collapse of the paper money standard 
was a “success” for the State Theory of Money. [Mises refers to State Theory of Money by Georg 
Friedrich Knapp (3rd Germaned., 1921; English translation by H. M. Lucas and J. Bonar, Lon-
don, 1924), which Mises credits with having popularized the idea that money is whatever the 
government decrees to be money.—Ed.]
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Things will necessarily be much worse if the breakdown of the pa-
per money does not take place step by step, but comes, as now seems 
likely, all of a sudden in panic. The supplies within the country of gold 
and silver money and of foreign notes are insignificant. The practice, 
pursued so eagerly during the war, of concentrating domestic stocks of 
gold in the central banks and the restrictions, for many years placed 
on trade in foreign moneys, have operated so that the total supplies of 
hoarded good money have long been insufficient to permit a smooth 
development of monetary circulation during the early days and weeks 
after the collapse of the paper note standard. Some time must elapse 
before the amount of foreign money needed in domestic trade is ob-
tained by the sale of stocks and commodities, by raising credit, and by 
withdrawing balances from abroad. In the meantime, people will have 
to make out with various kinds of emergency money tokens.

Precisely at the moment when all savers and pensioners are most 
severely affected by the complete depreciation of the notes, and when 
the government’s entire financial and economic policy must undergo 
a radical transformation, as a result of being denied access to the print-
ing press, technical difficulties will emerge in conducting trade and 
making payments. It will become immediately obvious that these dif-
ficulties must seriously aggravate the unrest of the people. Still, there is 
no point in describing the specific details of such a catastrophe. They 
should only be referred to in order to show that inflation is not a policy 
that can be carried on forever. The printing presses must be shut down 
in time, because a dreadful catastrophe awaits if their operations go on 
to the end. No one can say how far we still are from such a finish.

It is immaterial whether the continuation of inflation is considered 
desirable or merely not harmful. It is immaterial whether inflation is 
looked on as an evil, although perhaps a lesser evil in view of other pos-
sibilities. Inflation can be pursued only so long as the public still does 
not believe it will continue. Once the people generally realize that the 
inflation will be continued on and on and that the value of the mon-
etary unit will decline more and more, then the fate of the money is 
sealed. Only the belief, that the inflation will come to a stop, maintains 
the value of the notes.
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II

The Emancipation of Monetary Value 
from the Influence of Government

1. Stop Presses and Credit Expansion

The first condition of any monetary reform is to halt the printing 
presses. Germany must refrain from financing government deficits by 
issuing notes, directly or indirectly. The Reichsbank [Germany’s cen-
tral bank from 1875 until shortly after World War II] must not further 
expand its notes in circulation. Reichsbank deposits should be opened 
and increased, only upon the transfer of already existing Reichsbank 
accounts, or in exchange for payment in notes, or other domestic or 
foreign money. The Reichsbank should grant credits only to the ex-
tent that funds are available—from its own reserves and from other re-
sources put at its disposal by creditors. It should not create credit to 
increase the amount of its notes, not covered by gold or foreign money, 
or to raise the sum of its outstanding liabilities. Should it release any 
gold or foreign money from its reserves, then it must reduce to that 
same extent the circulation of its notes or the use of its obligations in 
transfers.1

Absolutely no evasions of these conditions should be tolerated. How-
ever, it might be possible to permit a limited increase—for two or three 
weeks at a time—only to facilitate clearings at the end of quarters, 
especially at the close of September and December. This additional 
circulation credit introduced into the economy, above the otherwise 
strictly-adhered-to limits, should be statistically moderate and gener-
ally precisely prescribed by law.

1. Foreign currencies and similar legal claims could possibly be classed as foreign money. How-
ever, foreign money here obviously means only the money of countries with at least fairly sound 
monetary conditions.
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There can be no doubt but that this would bring the continuing de-
preciation of the monetary unit to an immediate and effective halt. An 
increase in the purchasing power of the German monetary unit would 
even appear then—to the extent that the previous purchasing power of 
the German monetary unit, relative to that of commodities and foreign 
exchange, already reflected the view that the inflation would continue. 
This increase in purchasing power would rise to the point which cor-
responded to the actual situation.

2. Relationship of Monetary Unit to World Money—Gold

However, stopping the inflation by no means signifies stabilization of 
the value of the German monetary unit in terms of foreign money. 
Once strict limits are placed on any further inflation, the quantity of 
German money will no longer be changing. Still, with changes in the 
demand for money, changes will also be taking place in the exchange 
ratios between German and foreign moneys. The German economy 
will no longer have to endure the disadvantages that come from infla-
tion and continual monetary depreciation; but it will still have to face 
the consequences of the fact that foreign exchange rates remain sub-
ject to continual, even if not severe, fluctuations.

If, with the suspension of printing press operations, the monetary 
policy reforms are declared at an end, then obviously the value of the 
German monetary unit in relation to the world money, gold, would 
rise, slowly but steadily. For the supply of gold, used as money, grows 
steadily due to the output of mines while the quantity of the German 
money [not backed by gold or foreign money] would be limited once 
and for all. Thus, it should be considered quite likely that the reper-
cussions of changes in the relationship between the quantity of, and 
demand for, money in Germany and in gold standard countries would 
cause the German monetary unit to rise on the foreign exchange mar-
ket. An illustration of this is furnished by the developments of the Aus-
trian money on the foreign exchange market in the years 1888–1891.

To stabilize the relative value of the monetary unit beyond a na-
tion’s borders, it is not enough simply to free the formation of monetary  
value from the influence of government. An effort should also be made 
to establish a connection between the world money and the German 
monetary unit, firmly binding the value of the Reichsmark to the value 
of gold.
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It should be emphasized again and again that stabilization of the 
gold value of a monetary unit can only be attained if the printing 
presses are silenced. Every attempt to accomplish this by other means 
is futile. It is useless to interfere on the foreign exchange market. If 
the German government acquires dollars, perhaps through a loan, and 
sells the loan for paper marks, it is exerting pressure, in the process, on 
the dollar exchange rate. However, if the printing presses continue to 
run, the monetary depreciation will only be slowed down, not brought 
to a standstill as a result. Once the impetus of the intervention is ex-
hausted, then the depreciation resumes again, even more rapidly. How-
ever, if the increase in notes has actually stopped, no intervention is 
needed to stabilize the mark in terms of gold.

3. Trend of Depreciation

In this connection, it is pointed out that the increase in notes and the 
depreciation of the monetary unit do not exactly coincide chronologi-
cally. The value of the monetary unit often remains almost stable for 
weeks and even months, while the supply of notes increases continu-
ally. Then again, commodity prices and foreign exchange quotations 
climb sharply upward, in spite of the fact that the current increase in 
notes is not proceeding any faster or may even be slowing down. The 
explanation for this lies in the processes of market operations. The ten-
dency to exaggerate every change is inherent in speculation. Should 
the conduct inaugurated by the few, who rely on their own indepen-
dent judgment, be exaggerated and carried too far by those who fol-
low their lead, then a reaction, or at least a standstill, must take place. 
So ignorance of the principles underlying the formation of monetary 
value leads to a reaction on the market.

In the course of speculation in stocks and securities, the specula-
tor has developed the procedure which is his tool in trade. What he 
learned there he now tries to apply in the field of foreign exchange 
speculations. His experience has been that stocks which have dropped 
sharply on the market usually offer favorable investment opportunities 
and so he believes the situation to be similar with respect to the mon-
etary unit. He looks on the monetary unit as if it were a share of stock 
in the government. When the German mark was quoted in zurich 
at ten francs, one banker said: “Now is the time to buy marks. The 
German economy is surely poorer today than before the war so that a 
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lower evaluation for the mark is justified. yet the wealth of the German 
people has certainly not fallen to a twelfth of their prewar assets. Thus, 
the mark must rise in value.” And when the Polish mark had fallen 
to five francs in zurich, another banker said: “To me this low price is 
incomprehensible! Poland is a rich country. It has a profitable agricul-
tural economy, forests, coal, petroleum. So the rate of exchange should 
be considerably higher.”

Similarly, in the spring of 1919, a leading official of the Hungarian 
Soviet Republic 2 told me: “Actually, the paper money issued by the 
Hungarian Soviet Republic should have the highest rate of exchange, 
except for that of Russia. Next to the Russian government, the Hungar-
ian government, by socializing private property throughout Hungary, 
has become the richest and thus the most credit-worthy in the world.”

These observers do not understand that the valuation of a monetary 
unit depends not on the wealth of a country, but rather on the rela-
tionship between the quantity of, and demand for, money. Thus, even 
the richest country can have a bad currency and the poorest country 
a good one. Nevertheless, even though the theory of these bankers is 
false, and must eventually lead to losses for all who use it as a guide for 
action, it can temporarily slow down and even put a stop to the decline 
in the foreign exchange value of the monetary unit.

2. In power from March 21 to August 1, 1919, only.
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III

The Return to Gold

1. Eminence of Gold

In the years preceding and during the war, the authors who prepared 
the way for the present monetary chaos were eager to sever the con-
nection between the monetary standard and gold. So, in place of a 
standard based directly on gold, it was proposed to develop a standard 
which would promise no more than a constant exchange ratio in for-
eign money. These proposals, insofar as they aimed at transferring con-
trol over the formulation of monetary value to government, need not 
be discussed any further. The reason for using a commodity money is 
precisely to prevent political influence from affecting directly the value 
of the monetary unit. Gold is not the standard money solely on ac-
count of its brilliance or its physical and chemical characteristics. Gold 
is the standard money primarily because an increase or decrease in 
the available quantity is independent of the orders issued by political 
authorities. The distinctive feature of the gold standard is that it makes 
changes in the quantity of money dependent on the profitability of 
gold production.

Instead of the gold standard, a monetary standard based on a foreign 
currency could be introduced. The value of the mark would then be 
related, not to gold, but to the value of a specific foreign money, at a 
definite exchange ratio. The Reichsbank would be ready at all times 
to buy or sell marks, in unlimited quantities at a fixed exchange rate, 
against the specified foreign money. If the monetary unit chosen as the 
basis for such a system is not on a sound gold standard, the conditions 
created would be absolutely untenable. The purchasing power of the 
German money would then hinge on fluctuations in the purchasing 
power of that foreign money. German policy would have renounced its 
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influence on the creation of monetary value for the benefit of the pol-
icy of a foreign government. Then too, even if the foreign money, cho-
sen as the basis for the German monetary unit, were on an absolutely 
sound gold standard at the moment, the possibility would remain that 
its tie to gold might be cut at some later time. So there is no basis for 
choosing this roundabout route in order to attain a sound monetary 
system. It is not true that adopting the gold standard leads to economic 
dependence on England, gold producers, or some other power. Quite 
the contrary! As a matter of fact, it is the monetary standard which re-
lies on the money of a foreign government that deserves the name of a 
“subsidiary [dependent] or vassal standard.” 1

2. Sufficiency of Available Gold

There are no grounds for saying that there is not enough gold avail-
able to enable all the countries in the world to have the gold standard. 
There can never be too much, nor too little, gold to serve the purpose 
of money. Supply and demand are brought into balance by the forma-
tion of prices. Nor is there reason to fear that prices generally would be 
depressed too severely by a return to the gold standard on the part of 
countries with depreciated currencies. The world’s gold supplies have 
not decreased since 1914. They have increased. In view of the decline in 
trade and the increase in poverty, the demand for gold should be lower 
than it was before 1914, even after a complete return to the gold stan-
dard. After all, a return to the gold standard would not mean a return 
to the actual use of gold money within the country to pay for small- 
and medium-sized transactions. For even the gold exchange standard 
[Goldkernwährung] developed by Ricardo in his work, Proposals for an 
Economical and Secure Currency (1816), is a legitimate and adequate 
gold standard,2 as the history of money in recent decades clearly shows.

Basing the German monetary system on some foreign money in-
stead of the metal gold would have only one significance: By obscuring 
the true nature of reform, it would make a reversal easier for inflation-
ist writers and politicians.

1. Schaefer, Carl A. Klassische Valutastabilisierungen. Hamburg, 1922, p. 65.
2. [By 1928, Mises had rejected the flexible (gold exchange) standard as adequate for curb-
ing inflation and recommended a pure gold coin standard. See Mises’s 1928 treatise, below,  
pp. 62–67.—Ed.]
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The first condition of any real monetary reform is still to rout com-
pletely all populist doctrines advocating Chartism,3 the creation of 
money, the dethronement of gold and free money. Any imperfection 
and lack of clarity here is prejudicial. Inflationists of every variety must 
be completely demolished. We should not be satisfied to settle for com-
promises with them. The slogan, “Down with gold,” must be ousted. 
The solution rests on substituting in its place: “No governmental inter-
ference with the value of the monetary unit!”

3. [Chartism, an English working class movement, arose as a revolt against the Poor Law of 
1834 which forced those able to work to enter workhouses before receiving public support. The 
movement was endorsed by both Marx and Engels and accepted the labor theory of value. Its 
members included those seeking inconvertible paper money and all sorts of political interven-
tions and welfare measures. The advocates of various schemes were unified only in the advo-
cacy of a charter providing for universal adult male suffrage, which each faction thought would 
lead to the adoption of its particular nostrums. Chartists’ attempts to obtain popular support 
failed conspicuously and after 1848 the movement faded away.—Ed.]
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IV

The Money Relation

1. Victory and Inflation

No one can any longer maintain seriously that the rate of exchange for 
the German paper mark could be reestablished [in 1923] at its old gold 
value—as specified by the legislation of December 4, 1871, and by the 
coinage law of July 9, 1873. yet many still resist the proposal to stabilize 
the gold value of the mark at the currently low rate. Rather vague con-
siderations of national pride are often marshalled against it. Deluded by 
false ideas as to the causes of monetary depreciation, people have been 
in the habit of looking on a country’s currency as if it were the capi-
tal stock of the fatherland and of the government. People believe that  
a low exchange rate for the mark is a reflection of an unfavorable judg-
ment as to the political and economic situation in Germany. They do 
not understand that monetary value is affected only by changes in the 
relation between the demand for, and quantity of, money and the pre-
vailing opinion with respect to expected changes in that relationship, 
including those produced by governmental monetary policies.

During the course of the war, it was said that “the currency of the 
victor” would turn out to be the best. But war and defeat on the field of 
battle can only influence the formation of monetary value indirectly. It 
is generally expected that a victorious government will be able to stop 
the use of the printing press sooner. The victorious government will 
find it easier both to restrict its expenditures and to obtain credit. This 
same interpretation would also argue that the rate of exchange of the 
defeated country would become more favorable as the prospects for 
peace improved. The values of both the German mark and the Aus-
trian crown rose in October 1918. It was thought that a halt to the infla-
tion could be expected even in Germany and Austria, but obviously 
this expectation was not fulfilled.
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History shows that the foreign exchange value of the “victor’s money” 
may also be very low. Seldom has there been a more brilliant victory 
than that finally won by the American rebels under Washington’s lead-
ership over the British forces. yet the American money did not benefit 
as a result. The more proudly the Star Spangled Banner was raised, the 
lower the exchange rate fell for the “Continentals,” as the paper notes 
issued by the rebellious states were called. Then, just as the rebels’ vic-
tory was finally won, these “Continentals” became completely worth-
less. A short time later, a similar situation arose in France. In spite of 
the victory achieved by the Revolutionists, the agio [premium] for the 
metal rose higher and higher until finally, in 1796, the value of the 
paper monetary unit went to zero. In each case, the victorious govern-
ment pursued inflation to the end.

2. Establishing Gold “Ratio”

It is completely wrong to look on “devaluation” as governmental bank-
ruptcy. Stabilization of the present depressed monetary value, even 
if considered only with respect to its effect on the existing debts, is 
something very different from governmental bankruptcy. It is both 
more and, at the same time, less than governmental bankruptcy. It is 
more than governmental bankruptcy to the extent that it affects not 
only public debts, but also all private debts. It is less than governmental 
bankruptcy to the extent that it affects only the government’s outstand-
ing debts payable in paper money, while leaving undisturbed its obliga-
tions payable in hard money or foreign currency. Then too, monetary 
stabilization brings with it no change in the relationships among con-
tracting parties, with respect to paper money debts already contracted 
without any assurance of an increase in the value of the money.

To compensate the owners of claims to marks for the losses suf-
fered, between 1914 and 1923, calls for something other than raising the 
mark’s exchange rate. Debts originating during this period would have 
to be converted by law into obligations payable in old gold marks ac-
cording to the mark’s value at the time each obligation was contracted. 
It is extremely doubtful if the desired goal could be attained even by 
this means. The present title-holders to claims are not always the same 
ones who have borne the loss. The bulk of claims outstanding are rep-
resented by securities payable to the bearer and a considerable por-
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tion of all other claims have changed hands in the course of the years. 
When it comes to determining the currency profits and losses over the 
years, accounting methods are presented with tremendous obstacles by 
the technology of trade and the legal structure of business.

The effects of changes in general economic conditions on com-
merce, especially those of every cash-induced change in monetary 
value, and every increase in its purchasing power, militate against try-
ing to raise the value of the monetary unit before [redefining and] sta-
bilizing it in terms of gold. The value of the monetary unit should be 
[legally defined and] stabilized in terms of gold at the rate (ratio) which 
prevails at the moment.

As long as monetary depreciation is still going on, it is obviously im-
possible to speak of a specific “rate” for the value of money. For changes 
in the value of the monetary unit do not affect all goods and services 
throughout the whole economy at the same time and to the same ex-
tent. These changes in monetary value necessarily work themselves out 
irregularly and step by step. It is generally recognized that in the short 
or even the longer run, a discrepancy may exist between the value of 
the monetary unit, as expressed in the quotation for various foreign 
currencies, and its purchasing power in goods and services on the do-
mestic market.

The quotations on the Bourse for foreign exchange always reflect 
speculative rates in the light of the currently evolving, but not yet con-
summated, change in the purchasing power of the monetary unit. How-
ever, the monetary depreciation, at an early stage of its gradual evolu-
tion, has already had its full impact on foreign exchange rates before it 
is fully expressed in the prices of all domestic goods and services. This 
lag in commodity prices, behind the rise of the foreign exchange rates, 
is of limited duration. In the last analysis, the foreign exchange rates 
are determined by nothing more than the anticipated future purchas-
ing power attributed to a unit of each currency. The foreign exchange 
rates must be established at such heights that the purchasing power of 
the monetary unit remains the same, whether it is used to buy com-
modities directly, or whether it is first used to acquire another currency 
with which to buy the commodities. In the long run the rate cannot 
deviate from the ratio determined by its purchasing power. This ratio is 
known as the “natural” or “static” rate.

In order to stabilize the value of a monetary unit at its present value, 
the decline in monetary value must first be brought to a stop. The 
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value of the monetary unit in terms of gold must first attain some sta-
bility. Only then can the relationship of the monetary unit to gold be 
given any lasting status. First of all, as pointed out above, the progress 
of inflation must be blocked by halting any further increase in the is-
sue of notes. Then one must wait awhile until after foreign exchange 
quotations and commodity prices, which will fluctuate for a time, 
have become adjusted. As has already been explained, this adjustment 
would come about not only through an increase in commodity prices 
but also, to some extent, with a drop in the foreign exchange rate.
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V

Comments on the “Balance of Payments” 
Doctrine

1. Refined Quantity Theory of Money

The generally accepted doctrine maintains that the establishment of 
sound relationships among currencies is possible only with a “favor-
able balance of payments.” According to this view, a country with an 
“unfavorable balance of payments” cannot maintain the stability of its 
monetary value. In this case, the deterioration in the rate of exchange 
is considered structural and it is thought it may be effectively counter-
acted only by eliminating the structural defects.

The answer to this and to similar arguments is inherent in the Quan-
tity Theory and in Gresham’s Law.1

The Quantity Theory demonstrated that in a country which uses 
only commodity money, the “purely metallic currency” standard of 
the Currency Theory, money can never flow abroad continuously for 
any length of time. The outflow of a part of the gold supply brings 
about a contraction in the quantity of money available in the domestic 
market. This reduces commodity prices, promotes exports and restricts 
imports, until the quantity of money in the domestic economy is re-
plenished from abroad. The precious metals being used as money are 
dispersed among the various individual enterprises and thus among 
the several national economies, according to the extent and intensity 
of their respective demands for money. Governmental interventions, 

1. [Gresham’s Law is often stated simply as “bad money drives out good.” More precisely, this 
means that when the government has declared a depreciated money (bad money), the good 
commodity money (gold or silver) which has been legally undervalued vanishes from circula-
tion, is sent abroad, and/or is hoarded.—Ed.]
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which seek to regulate international monetary movements in order to 
assure the economy a “needed” quantity of money, are superfluous.

The undesirable outflow of money must always be simply the result 
of a governmental intervention which has endowed differently valued 
moneys with the same legal purchasing power. All that the government 
need do to avoid disrupting the monetary situation, and all it can do, 
is to abandon such interventions. That is the essence of the monetary 
theory of Classical economics and of those who followed in its foot-
steps, the theoreticians of the Currency School.2

With the help of modern subjective theory, this theory can be more 
thoroughly developed and refined. Still it cannot be demolished. And 
no other theory can be put in its place. Those who can ignore this 
theory only demonstrate that they are not economists.

2. Purchasing Power Parity

One frequently hears, when commodity money is being replaced in 
one country by credit or token money—because the legally-decreed 
equality between the over-issued paper and the metallic money has 
prompted the sequence of events described by Gresham’s Law—that 
it is the balance of payments that determines the rates of foreign ex-
change. That is completely wrong. Exchange rates are determined 
by the relative purchasing power per unit of each kind of money. As 
pointed out above, exchange rates must eventually be established at 
a height at which it makes no difference whether one uses a piece of 
money directly to buy a commodity, or whether one first exchanges 
this money for units of a foreign currency and then spends that for-
eign currency for the desired commodity. Should the rate deviate from 
that determined by the purchasing power parity, which is known as the 
“natural” or “static” rate, an opportunity would emerge for undertak-
ing profit-making ventures.

It would then be profitable to buy commodities with the money 
which is legally undervalued on the exchange, as compared with its 
purchasing power parity, and to sell those commodities for that money 

2. [See The Theory of Money and Credit (yale, 1953), pp. 180–86; (Liberty Fund, 1981),  
pp. 207–213.—Ed.]
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which is legally overvalued on the exchange, as compared with its ac-
tual purchasing power. Whenever such opportunities for profit exist, 
buyers would appear on the foreign exchange market with a demand 
for the undervalued money. This demand drives the exchange up un-
til it reaches its “final rate.” 3 Foreign exchange rates rise because the 
quantity of the [domestic] money has increased and commodity prices 
have risen. As has already been explained, it is only because of market 
technicalities that this cause and effect relationship is not revealed in 
the early course of events as well. Under the influence of speculation, 
the configuration of foreign exchange rates on the Bourse forecasts an-
ticipated future changes in commodity prices.

The balance of payments doctrine overlooks the fact that the extent 
of foreign trade depends entirely on prices. It disregards the fact that 
nothing can be imported or exported if price differences, which make 
the trade profitable, do not exist. The balance of payments doctrine 
derives from superficialities. Anyone who simply looks at what is tak-
ing place on the Bourse every day and every hour sees, to be sure, only 
that the momentary state of the balance of payments is decisive for 
supply and demand on the foreign exchange market. yet this diagnosis 
is merely the start of the inquiry into the factors determining foreign 
exchange rates. The next question is: What determines the momentary 
state of the balance of payments? This must lead only to the conclusion 
that the balance of payments is determined by the structure of prices 
and by the sales and purchases inspired by differences in prices.

3. Foreign Exchange Rates

With rising foreign exchange quotations, foreign commodities can be 
imported only if they find buyers at their higher prices. One version 
of the balance of payments doctrine seeks to distinguish between the 
importation of necessities of life and articles which are considered less 
vital or necessary. It is thought that the necessities of life must be ob-
tained at any price, because it is absolutely impossible to get along with-

3. See my paper “zahlungsbilanz und Valutenkurse,” Mitteilungen des Verbandes österreich-
ischer Banken und Bankiers, II, 1919, pp. 39ff. [Pertinent paragraphs from this paper on the bal-
ance of payments fallacy have been translated and included below; see pp. 45–50.—Ed.]
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out them. As a result, it is held that a country’s foreign exchange must 
deteriorate continuously if it must import vitally-needed commodities 
while it can export only less-necessary items. This reasoning ignores 
the fact that the greater or lesser need for certain goods, the size and 
intensity of the demand for them, or the ability to get along without 
them is already fully expressed by the relative height of the prices as-
signed to the various goods on the market.

No matter how strong a desire the Austrians may have for foreign 
bread, meat, coal or sugar, they can satisfy this desire only if they can 
pay for them. If they want to import more, they must export more. 
If they cannot export more manufactured, or semi-manufactured, 
goods, they must export shares of stock, bonds, and titles to property of  
various kinds.

If the quantity of notes were not increased, then the prices of the 
items offered for sale would be lower. If they then demand more im-
ported goods, the prices of these imported items must rise. Or else the 
rise in the prices of vital necessities must be offset by a decline in the 
prices of less vital articles, the purchase of which is restricted to permit 
the purchase of more necessities. Thus a general rise in prices is out of 
the question [without an increase in the quantity of notes]. The interna-
tional payments would come into balance either with an increase in the 
export of dispensable goods or with the export of securities and similar 
items. It is only because the quantity of notes has been increased that 
they can maintain their imports at the higher exchange rates without 
increasing their exports. This is the only reason that the increase in the 
rate of exchange does not completely choke off imports and encourage 
exports until the “balance of payments” is once again “favorable.” 4

Certainly no proof is needed to demonstrate that speculation is not 
responsible for the deterioration of the foreign exchange situation. The 
foreign exchange speculator tries to anticipate prospective fluctuations 
in rates. He may perhaps blunder. In that case he must pay for his mis-
takes. However, speculators can never maintain for any length of time 
a quotation which is not in accord with market ratios. Governments 
and politicians, who blame the deterioration of the currency on spec-
ulation, know this very well. If they thought differently with respect 

4. From the tremendous literature on the subject, I will mention here only T. E. Gregory’s 
Foreign Exchange Before, During and After the War, London, 1921.
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to future foreign exchange rates, they could speculate for the govern-
ment’s account, against a rise and in anticipation of a decline. By this 
single act they could not only improve the foreign exchange rate, but 
also reap a handsome profit for the Treasury.

4. Foreign Exchange Regulations

The ancient Mercantilist fallacies paint a specter which we have no 
cause to fear. No people, not even the poorest, need abandon sound 
monetary policy. It is neither the poverty of the individual nor of the 
group, it is neither foreign indebtedness nor unfavorable conditions of 
production, that drives foreign exchange rates way up. Only inflation 
does this.

Consequently, every other means employed in the struggle against 
the rise in foreign exchange rates is useless. If the inflation continues, 
they will be ineffective. If there is no inflation, they are superfluous. The  
most significant of these other means is the prohibition or, at least, the 
restriction of the importation of certain goods which are considered 
dispensable, or at least not vitally necessary. The sums of money within 
the country which would have been spent for the purchase of these 
goods are now used for other purchases. Obviously, the only goods in-
volved are those which would otherwise have been sold abroad. These 
goods are now bought by residents within the country at prices higher 
than those bid for them by foreigners. As a result, on the one side there 
is a decline in imports and thus in the demand for foreign exchange, 
while on the other side there is an equally large reduction in exports 
and thus also a decline in the supply of foreign exchange. Imports are 
paid for by exports, not with money as the superficial Neo-mercantilist 
doctrine still maintains.

If one really wants to check the demand for foreign exchange, then, 
to the extent that one wants to reduce imports, money must actually be 
taken away from the people—perhaps through taxes. This sum should 
be completely withdrawn from circulation, not even given out for gov-
ernment purposes, but rather destroyed. This means adopting a policy 
of deflation. Instead of restricting the importation of chocolate, wine 
and cigarettes, the sums people would have spent for these commodi-
ties must be taken away from them. The people would then either have 
to reduce their consumption of these or of some other commodities. In 
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the former case [i.e., if the consumption of imported goods is reduced] 
less foreign exchange is sought. In the latter case [i.e., if the consump-
tion of domestic articles declines] more goods are exported and thus 
more foreign exchange becomes available.

It is equally impossible to influence the foreign exchange market 
by prohibiting the hoarding of foreign moneys. If the people mistrust 
the reliability of the value of the notes, they will seek to invest a por-
tion of their cash holdings in foreign money. If this is made impos-
sible, then the people will either sell fewer commodities and stocks or 
they will buy more commodities, stocks, and the like. However, they 
will certainly not hold more domestic currency in place of foreign ex-
change. In any case, this behavior reduces total exports. The demand 
for foreign exchange for hoarding disappears and, at the same time, 
the supply of foreign exchange coming into the country in payment 
of exports declines. Incidentally, it may be mentioned that making it 
more difficult to amass foreign exchange hampers the accumulation of 
a reserve fund that could help the economy weather the critical time 
which immediately follows the collapse of a paper monetary standard. 
As a matter of fact, this policy could eventually lead to even more seri-
ous trouble.

It is entirely incomprehensible how the idea originates that making 
the export of one’s own notes more difficult is an appropriate method 
for reducing the foreign exchange rate. If fewer notes leave the country, 
then more commodities must be exported or fewer imported. The quo-
tation for notes on exchange markets abroad does not depend on the 
greater or lesser supplies of notes available there. Rather, it depends on 
commodity prices. The fact that foreign speculators buy up notes and 
hoard them, leading to a speculative boom, is only likely to raise their 
quoted price. If the sums held by foreign speculators had remained 
within the country, the domestic commodity prices and, as a result, the 
“final rate” of foreign exchange would have been driven up still higher.

If inflation continues, neither foreign exchange regulations nor 
control of foreign exchange clearings can stop the depreciation of the 
monetary unit abroad.
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VI

The Inflationist Argument

1. Substitute for Taxes

Nowadays, the thesis is maintained that sound monetary relationships 
may certainly be worth striving for, but public policy is said to have 
other higher and more important goals. As serious an evil as inflation 
is, it is not considered the most serious. If it is a choice of protecting the 
homeland from enemies, feeding the starving and keeping the country 
from destruction, then let the currency go to rack and ruin. And if the 
German people must pay off a tremendous war debt, then the only way 
they can help themselves is through inflation.

This line of reasoning in favor of inflationism must be sharply distin-
guished from the old inflationist argument which actually approved of 
the economic consequences of continual monetary depreciation and 
considered inflationism a worthwhile political goal. According to the 
later doctrine, inflationism is still considered an evil although, under 
certain circumstances, a lesser evil. In its eyes, monetary depreciation is 
not considered the inevitable outcome of a certain pattern of economic 
conditions, as it is by adherents of the “balance of payments” doctrine 
discussed in the preceding section. Advocates of limited inflationism 
tacitly, if not openly, admit in their argumentation that paper money 
inflation, as well as the resulting monetary depreciation, is always a 
product of inflationist policy. However, they believe that a government 
may get into a situation in which it would be more advantageous to 
counter a greater evil with the lesser evil of inflationism.

The argument for limited inflationism is often stated so as to rep-
resent inflationism as a kind of a tax which is called for under certain 
conditions. In some situations it is considered more advantageous to 
cover government expenditures by issuing new notes, than by increas-
ing the burden of taxes or borrowing money. This was the argument 
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during the war, when it was a question of defraying the expenses of 
army and navy. The same argument is now advanced when it comes to 
supplying some of the population with cheap foodstuffs, covering the 
operating deficits of public enterprises (the railroads, etc.) and arrang-
ing for reparations payments. The truth is that inflationism is resorted 
to when raising taxes is considered disagreeable and when borrowing is 
considered impossible. The question now is to explore the reasons why 
it is considered disagreeable or impossible to employ these two nor-
mally routine ways of obtaining money for government expenditures.

2. Financing Unpopular Expenditures

High taxes can be imposed only if the general public is in agreement 
with the purposes for which the funds collected will be used. In this 
connection, it is worth noting that the higher the general burden of 
taxes, the more difficult it becomes to deceive public opinion as to the 
fact that the taxes cannot be borne by the more affluent minority of the 
population alone. Even taxes levied on property owners and the more 
affluent affect the entire economy. Their indirect effects on the less 
well-to-do are often felt more intensely than would be those from direct 
proportional taxation. It may not be easy to detect these relationships 
when tax rates are relatively low, but they can hardly be overlooked 
when taxes are higher. However, there is no doubt that the present sys-
tem of taxing “property” can hardly be carried any farther than it al-
ready has been in the countries where inflationism now prevails. Thus 
the decision will have to be made to rely more directly on the masses 
for providing funds. For policy makers who enjoy the confidence of the 
masses only if they impose no obvious sacrifice, this is something they 
dare not risk.

Can anyone doubt that the warring peoples of Europe would have 
tired of the conflict much sooner, if their governments had clearly, can-
didly, and promptly presented them with the bill for military expenses? 
No war party in any European country would have dared to levy any 
considerable taxes on the masses to pay the costs of the war. Even in 
England, the printing presses were set in motion. Inflation had the 
great advantage of creating an appearance of economic well-being, of 
an increase of wealth. It also concealed capital consumption by falsify-
ing monetary calculations. The inflation led to illusory entrepreneurial 
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and capitalistic profits, which could be taxed as income at especially 
high rates. This could be done without the masses, and frequently 
even without the taxpayers themselves, noticing that a portion of capi-
tal itself was being taxed away. Inflation made it possible to turn the 
anger of the people against “war profiteers, speculators and smugglers.” 
Thus, inflation proved itself an excellent psychological aid to the pro-
war policy, leading to destruction and annihilation.

What the war began, the revolution continues. A socialistic or semi-
socialistic government needs money to operate unprofitable enterprises, 
to subsidize the unemployed and to provide the people with cheap 
food supplies. yet, it cannot raise the funds through taxes. It dares not 
tell the people the truth. The pro-statist, pro-socialist doctrine call-
ing for government operation of the railroads would lose its popularity 
very quickly if a special tax were levied to cover the operating losses of 
the government railroads. If the Austrian masses themselves had been 
asked to pay a special bread tax, they would very soon have realized 
from whence came the funds to make the bread cheaper.

3. War Reparations

The decisive factor for the German economy is obviously the payment 
of the reparations burden imposed by the Treaty of Versailles and its 
supplementary agreements. According to Karl Helfferich,1 these pay-
ments imposed on the German people an annual obligation estimated 
at two-thirds of their national income. This figure is undoubtedly much 
too high. No doubt, other estimates, especially those pronounced by 
French observers, considerably underestimate the actual ratio. In any 
event, the fact remains that a very sizeable portion of Germany’s cur-
rent income is consumed by the levy imposed on the nation, and that, 
if the specified sum is to be withdrawn every year from income, the liv-
ing standard of the German people must be substantially reduced.

Even though somewhat hampered by the remnants of feudalism, an 
authoritarian constitution and the rise of statism and socialism, capi-
talism was able to develop to a considerable extent on German soil. 
In recent generations, the capitalistic economic system has multiplied 

1. Helfferich, Karl. Die Politik der Erfüllung. Munich, 1922, p. 22. [Helfferich (1872–1924), as 
minister of the German Imperial Treasury, 1915–1916, and later in various official and unofficial 
positions, helped pave the way for the 1923 inflation.—Ed.]
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German wealth many times over. In 1914, the German economy could 
support three times as many people as a hundred years earlier and 
still offer them incomparably more. The war and its immediate con-
sequences have drastically reduced the living standards of the German 
people. Socialistic destruction has continued this process of impover-
ishment. Even if the German people did not have to fulfill any repara-
tions payments, they would still be much, much poorer than they were 
before the war. The burden of these obligations must inevitably reduce 
their living standard still further—to that of the thirties and forties of 
the last century. It may be hoped that this impoverishment will lead to 
a reexamination of the socialist ideology which dominates the German 
spirit today, that this will succeed in removing the obstacles now pre-
venting an increase in productivity, and that the unlimited opening up 
of possibilities for development, which exist under capitalism and only 
under capitalism, will increase many times over the output of German 
labor. Still the fact remains that if the obligation assumed is to be paid 
for out of income, the only way is to produce more and consume less.

A part of the burden, or even all of it, could of course be paid off 
by the export of capital goods. Shares of stock, bonds,2 business assets, 
land, buildings, would have to be transferred from German to foreign 
ownership. This would also reduce the total income of the people in 
the future, if not right away.

4. The Alternatives

These various means, however, are the only ways by which the repara-
tions obligations can be met. Goods or capital, which would otherwise 
have been consumed within the country, can be exported. To discuss 
which is more practical is not the task of this essay. The only question 
which concerns us is how the government can proceed in order to shift 
to the individual citizens the burden of payments, which devolves first 
of all on the German treasury. Three ways are possible: raising taxes; 
borrowing within the country; and issuing paper money. Whichever 
one of the three methods may be chosen, the nature of its effect abroad 
remains unaltered. These three ways differ only in their distribution of 
the burden among citizens.

2. Thus, raising a foreign loan falls within this category too.
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If the funds are collected by raising a domestic loan, then subscrib-
ers to the loan must either reduce their consumption or dispose of a 
part of their capital. If taxes are imposed, then the taxpayers must do 
the same. The funds which flow from taxes or loans into the govern-
ment treasury and which it uses to buy gold, foreign bills of exchange, 
and foreign currencies to fulfill its foreign liabilities are supplied by 
the lenders and the taxpayers through the sale abroad of commodities 
and capital goods. The government can only purchase available for-
eign exchange which comes into the country from these sales. So long 
as the government has the power to distribute only those funds which 
it receives from tax payments and the floating of loans, its purchases of 
foreign exchange cannot push up the price of gold and foreign curren-
cies. At any one time, the government can buy only so much gold and 
foreign exchange as the citizens have acquired through export sales. In 
fact, the world prices of goods and services cannot rise on this account. 
Rather their prices will decline as a consequence of the larger quanti-
ties offered for sale.

However, if and as the government follows the third route, issuing 
new notes in order to buy gold and foreign exchange instead of rais-
ing taxes and floating loans, then its demand for gold and foreign ex-
change, which is obviously not counterbalanced by a proportionate 
supply, drives up the prices of various kinds of foreign money. It then 
becomes advantageous for foreigners to acquire more marks so as to 
buy capital goods and commodities within Germany at prices which 
do not yet reflect the new ratios. These purchases drive prices up in 
Germany right away and bring them once again into adjustment with 
the world market. This is the actual situation. The foreign exchange, 
with which reparations obligations are paid, comes from sales abroad 
of German capital and commodities. The only difference consists in 
how the government obtains the foreign exchange. In this case, the 
government first buys the foreign exchange abroad with marks, which 
the foreigners then use to make purchases in Germany, rather than 
the German government’s acquiring the foreign exchange from those 
within Germany who have received payment for previous sales abroad.

From this one learns that the continuing depreciation of the Ger-
man mark cannot be the consequence of reparations payments. The 
depreciation of the mark is simply a result of the fact that the govern-
ment supplies the funds needed for the payments through new issues 
of notes. Even those who wish to attribute the decline in the rate of 
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exchange on the market to the payment of reparations, rather than to 
inflation, point out that the quotation for marks is inevitably disturbed 
by the government’s offering of marks for the purchase of foreign ex-
change.3 Still, if the government had available for these foreign ex-
change purchases only the number of marks which it received from 
taxes or loans, then its demand would not exceed the supply. It is only 
because it is offering newly created notes that it drives the foreign ex-
change rates up.

5. The Government’s Dilemma

Nevertheless, this is the only method available for the German gov-
ernment to defray the reparations debt. Should it try to raise the sums 
demanded through loans or taxes, it would fail. As conditions with the 
German people are now, if the economic consequences of compliance 
were clearly understood and there was no deception as to the costs of 
that policy, the government could not count on majority support for it. 
Public opinion would turn with tremendous force against any govern-
ment that tried to carry out in full the obligations to the Allied Powers. 
It is not our task to explore whether or not that might be a wise policy.

However, saying that the decline of the value of the German mark 
is not the direct consequence of making reparations payments but is 
due rather to the methods the German government uses to collect the 
funds for the payments, by no means has the significance attached 
to it by the French and other foreign politicians. They maintain that 
it is justifiable, from the point of view of world policy, to burden the 
German people with this heavy load. This explanation of the German 
monetary depreciation has absolutely nothing to do with whether, in 
view of the terms of the Armistice, the Allied demand, in general, and 
its height, in particular, are founded on justice.

The only significant thing for us, however, since it explains the po-
litical role of the inflationist procedure, is yet another insight. We have 
seen that if a government is not in a position to negotiate loans and 

3. See Walter Rathenau’s addresses—January 12, 1922, before the Senate of the Allied Powers 
at Cannes, and March 29, 1922, to the Reichstag (Cannes und Genua, Vier Reden zum Repa-
rationsproblem, Berlin, 1922, pp. 11ff. and 34ff.). [Rathenau (1867–1922), a German industrialist, 
became minister of reconstruction (1921) and foreign minister (1922) in the post–World War I 
German government.—Ed.]
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does not dare levy additional taxation for fear that the financial and 
general economic effects will be revealed too clearly too soon, so that 
it will lose support for its program, it always considers it necessary to 
undertake inflationary measures. Thus inflation becomes one of the 
most important psychological aids to an economic policy which tries 
to camouflage its effects. In this sense, it may be described as a tool of  
anti-democratic policy. By deceiving public opinion, it permits a system 
of government to continue which would have no hope of receiving the 
approval of the people if conditions were frankly explained to them.

Inflationist policy is never the necessary consequence of a specific 
economic situation. It is always the product of human action—of man-
made policy. For whatever the reason, the quantity of money in circu-
lation is increased. It may be that the people are influenced by incor-
rect theoretical doctrines as to the way the value of money develops 
and are not aware of the consequences of this action. It may be that, 
in full knowledge of the effects of inflation, they are purposely aiming, 
for some reason, at a reduction in the value of the monetary unit. So 
no apology can ever be given for inflationist policy. If it rests on theo-
retically incorrect monetary doctrines, then it is inexcusable, for there 
should never, never be any forgiveness for wrong theories. If it rests on 
a definite judgment as to the effects of monetary depreciation, then to 
want to “excuse it” is inconsistent. If monetary depreciation has been 
knowingly engineered, its advocates would not want to excuse it but 
rather to try to demonstrate that it was a good policy. They would want 
to show that, under the circumstances, it was even better to depreciate 
the money than to raise taxes further or to permit the deficit-ridden, 
nationalized railroads to be transferred from government control to 
private hands.

Even governments must learn once more to adjust their outgo to 
income. Once the end results to which inflation must lead are recog-
nized, the thesis that a government is justified in issuing notes to make 
up for its lack of funds will disappear from the handbooks of political 
strategy.
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VII

The New Monetary System

1. First Steps

The bedrock and cornerstone of the provisional new monetary system 
must be the absolute prohibition of the issue of any additional notes not 
completely covered by gold. The maximum limit for German notes in 
circulation [not completely covered by gold] will be the sum of the bank-
notes, Loan Bureau Notes (Darlehenskassenscheinen), emergency cur-
rency (Notgeld) of every kind, and small coins, actually in circulation at 
the instant of the monetary reform, less the gold stock and supply of for-
eign bills held in the reserves of the Reichsbank and the private banks of 
issue. There must be absolutely no expansion above this maximum un-
der any circumstances, except for the relaxation mentioned above at the 
end of each quarter. [See pp. 15–16.] Notes of any kind over and above 
this amount must be fully covered by deposits of gold or foreign ex-
change in the Reichsbank. As may be seen, this constitutes acceptance 
of the leading principle of Peel’s Bank Act, with all its shortcomings. 
However, these flaws have little significance at the moment. Our first 
concern is only to get rid of the inflation by stopping the printing presses. 
This goal, the only immediate one, will be most effectively served by a 
strict prohibition of the issue of additional notes not backed by metal.

Once adjustments have been made to the new situation, then it will 
be time enough to consider:

1. On the one hand, whether it might not perhaps be expedient to 
tolerate the issue, within very narrow limits, of notes not covered 
by metal.

2. On the other hand, whether it might not also be necessary to limit 
similarly the issue of other fiduciary media by establishing regu-
lations over the banks’ cash balances and their check and draft 
transactions.
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The question of banking freedom must then be discussed, again and 
again, on basic principles. Still, all this can wait until later. What is 
needed now is only to prohibit the issue of additional notes not covered 
by metal. This is all that can be done at present. Ideally, the limita-
tion on the issue of currency could also be extended, even now, to the  
Reichsbank’s transfer balances (deposits).1 However, this is not of as 
critical importance, for the present currency inflation has been and 
can be brought about only by the issue of notes.

Simultaneously with the enactment of the prohibition against the 
issue of additional notes not covered by metal, the Reichsbank should 
be required to purchase all supplies of gold offered them in exchange 
for notes at prices precisely corresponding to the new ratio. At the same 
time, the Reichsbank should be obliged to supply any amount of gold 
requested at that ratio, to anyone able to offer German notes in pay-
ment. With this reform, the German standard would become a gold 
exchange standard (Goldkernwährung). Later will be time enough to 
examine whether or not to renounce permanently the actual circula-
tion of gold within the country. Careful consideration should be given 
to whether or not the higher costs needed to maintain the actual circu-
lation of gold within the country might not be amply repaid by the fact 
that this would permit the people to discontinue using notes. Weaning 
the people away from paper money could perhaps forestall future ef-
forts aimed at the over-issue of notes endowed with legal tender status. 
Nevertheless, the gold exchange standard is undoubtedly sufficient for 
the time being.2 The legal rate for notes in making payments can be 
temporarily maintained without risk.

It should also be specifically pointed out that the obligation of the 
Reichsbank to redeem its notes must be interpreted in the strictest 
possible manner. Every subterfuge, by which European central banks 
sought to follow some form of “gold premium policy” 3 during the de-
cades preceding the World War, must be discontinued.

1. See p. 15 above.
2. [Mises later rejected this position. See below, pp. 62–67. See also Human Action, Chapter 
xxxI, Section 3, and his 1953 essay, “Monetary Reconstruction,” the epilogue to The Theory of 
Money and Credit, 1953 and later editions.—Ed.]
3. [The “gold premium policy” made gold expensive by hampering its export, manipulating 
discount rates, and limiting the redemption of domestic money in gold.—Ed.]
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2. Market Interest Rates

If the Reichsbank were operating under these principles, it would ob-
viously not be in a position to supply the money market with funds 
obtained by increasing the circulation of notes not covered by metal. 
Except for the possibilities of such transfers as may not have been pre-
viously limited, the Bank will be able to lend out only its own resources 
and funds furnished by its creditors. Inflationary increases in the note 
circulation for the benefit of private, as well as public, credit demands 
will thus be ruled out. The Bank will not then be in a position to fol-
low the policy—which it has attempted again and again—of lowering 
artificially the market rate of interest.

The explanation of the balance of payments doctrine presented 
here shows that under this arrangement the Reichsbank would not  
run the risk of an outflow of its gold and foreign exchange (Devisen) 
holdings. Citizens lacking confidence in future banking policy, who 
in the early years of the new monetary system try to exchange notes 
for gold or foreign exchange (Devisen), will not be satisfied with the 
assertion that the Bank will be required to redeem its notes only in 
larger sums, for gold bars and foreign exchange, not for gold coins. 
Then it will not be possible to eliminate all notes from circulation. 
In the beginning a larger amount [of foreign currencies and metallic 
money] may even be withdrawn from the Bank and hoarded. However, 
as soon as some confidence in the reliability of the new money devel-
ops, the hoards of foreign moneys and gold accumulated will flow into 
the Bank.

The Reichsbank must renounce every attempt to lower interest rates 
below those which reflect the actual supply and demand relationships 
existing in the capital markets, and thus encourage the demand for 
loans which can only be made by increasing the quantity of notes. 
This prerequisite for monetary reform will evoke the criticism of the 
naive inflationists of the business world. These criticisms will grow as 
the difficulties of providing credit for the German economy increase 
during the coming years. In the view of the businessman, the role of 
the central bank of issue is to provide cheap credit. The businessman 
believes that the Bank should not deny newly created notes to those 
who want additional credit. For decades, the errors of the English 
Banking School theoreticians have prevailed in Germany. Bendixen 
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has recently made them popular through his easily readable Theorie 
der klassischen Geldschöpfung.4

People keep forgetting that the increase in the cost of credit—which 
has become known by the very misleading term “scarcity of money”—
cannot be overcome in the long run by inflationist measures. They also 
forget that the interest rate cannot be reduced in the long run by credit 
expansion. The expansion of credit always leads to higher commodity 
prices and quotations for foreign exchange and foreign moneys.

4. [Friedrich Bendixen (1864–1920); no English translations of his works are known.—Ed.]
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VIII

The Ideological Meaning of Reform

1. The Ideological Conflict

The purely materialistic doctrine now used to explain every event looks 
on monetary depreciation as a phenomenon brought about by certain 
“material” causes. Attempts are made to counteract these imagined 
causes by various monetary techniques. People ignore, perhaps know-
ingly, that the roots of monetary depreciation are ideological in nature. 
It is always an inflationist policy, not “economic conditions,” which 
brings about the monetary depreciation. The evil is philosophical in 
character. The state of affairs, universally deplored today, was created 
by a misunderstanding of the nature of money and an incorrect judg-
ment as to the consequences of monetary depreciation.

Inflationism, however, is not an isolated phenomenon. It is only one 
piece in the total framework of politico-economic and socio-philo-
sophical ideas of our time. Just as the sound money policy of gold 
standard advocates went hand in hand with liberalism, free trade, 
capitalism and peace, so is inflationism part and parcel of imperial-
ism, militarism, protectionism, statism and socialism. Just as the world 
catastrophe, which has swept over mankind since 1914, is not a natural 
phenomenon but the necessary outcome of the ideas which dominate 
our time, so also is the monetary crisis nothing but the inevitable con-
sequence of the supremacy of certain ideologies concerning monetary 
policy.

Statist Theory has tried to explain every social phenomenon by the 
operation of mysterious power factors. It has disputed the possibility 
that economic laws for the formation of prices could be demonstrated. 
Failing to recognize the significance of commodity prices for the de-
velopment of exchange relationships among various moneys, it has 
tried to distinguish between the domestic and foreign values of money. 
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It has tried to attribute changes in exchange rates to various causes—
the balance of payments, speculative activity, and political factors. Ig-
noring completely the Currency Theory’s important criticism of the 
Banking Theory, Statist Theory has actually prescribed the Banking 
Theory. It has moreover even revived the doctrine of the canonists and 
of the legal authorities of the Middle Ages to the effect that money is 
a creature of the government and the legal order. Thus, Statist Theory 
prepared the philosophical groundwork from which the inflationism of 
recent years developed.

The belief that a sound monetary system can once again be attained 
without making substantial changes in economic policy is a serious 
error. What is needed first and foremost is to renounce all inflation-
ist fallacies. This renunciation cannot last, however, if it is not firmly 
grounded on a full and complete divorce of ideology from all imperial-
ist, militarist, protectionist, statist, and socialist ideas.
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Appendix

Balance of Payments and Foreign  
Exchange Rates

The printing press played an important role in creating the means for 
carrying on the war. Every belligerent nation and many neutral ones 
used it. With the cessation of hostilities, however, no halt was called 
to the money-creating activities of the banks of issue. Previously, notes 
were printed to finance the war. Today, notes are still being printed, at 
least in some countries, to satisfy domestic demands of various kinds. 
The entire world is under the sway of inflation. The prices of all goods 
and services rise from day to day and no one can say when these in-
creases will come to an end.

Inflation today is a general phenomenon, but its magnitude is not 
the same in every country. The increase in the quantity of money in 
the different currency areas is neither equal statistically—an equality 
which, given the different demands for money in the different areas, 
would be apparent only—nor has the increase proceeded in all areas in 
the same ratio to the demand for money. Thus, price increases, insofar 
as they are due to changes from the money side, have not been the 
same everywhere. . . .

Price increases, which are called into existence by an increase in the 
quantity of money, do not appear overnight. A certain amount of time 
passes before they appear. The additional quantity of money enters the 
economy at a certain point. It is only from there, step by step, that it is 
dispersed. It goes first to certain individuals in the economy only and 
to certain branches of production. As a result, in the beginning it raises 
the demand for certain goods and services only, not for all of them. 
Only later do the prices of other goods and services also rise. Foreign 

[Excerpted from “zahlungsbilanz und Devisenkurse” in Mitteilungen des Verbandes Oester-
reichischer Banken und Bankiers, Vol. 2, #3–4, 1919.—Ed.]
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exchange quotations, however, are speculative rates of exchange—that 
is, they arise out of the transactions of business people, who, in their 
operations, consider not only the present but also potential future de-
velopments. Thus, the depreciation of the money becomes apparent 
relatively soon in the foreign exchange quotations on the Bourse—long 
before the prices of other goods and services are affected. . . .

Now, there is one theory which seeks to explain the formation of 
foreign exchange rates by the balance of payments, rather than by a 
currency’s purchasing power. This theory makes a distinction in the 
depreciation of the money between the decline in the currency’s value 
on international markets and the reduction in its purchasing power do-
mestically. It maintains that there is only a very slight connection be-
tween the two or, as many say, no connection at all. The exchange rate 
of foreign currencies is a result of the momentary balance of payments. 
If the payments going abroad rise without a corresponding increase in  
the payments coming into the country, or if the payments coming from 
abroad should decline without a corresponding reduction of the pay-
ments going out of the country, then foreign exchange rates must rise.

We shall not speculate on the reasons why such a theory can be 
advanced. Between the change in the exchange rates for foreign cur-
rencies and the change in the monetary unit’s domestic purchasing 
power, there is usually a time lag—shorter or longer. Therefore, super-
ficial observation could very easily lead to the conclusion that the two 
data were independent of one another. We have also heard that the 
balance of payments is the immediate cause of the daily fluctuations 
in exchange rates. A theory which explained surface appearances only 
and did not analyze the situation thoroughly could easily overlook the 
facts that (a) the day-to-day ratio between the supply of and demand for 
foreign exchange determined by the balance of payments can evoke 
only transitory variations from the “static” rate formed by the purchas-
ing power of various kinds of money, (b) these deviations must disap-
pear promptly, and (c) these variations will vanish more quickly and 
more completely the less restraints are imposed on trade and the freer 
speculation is.

Certainly there shouldn’t be any reason to examine this theory fur-
ther. It has been settled scientifically. The fact that it plays a significant 
role in economic policy may be a reason for investigating the politi-
cal basis for its undoubted popularity among government officials and 
writers. Still that may be left to others.
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However, we must concern ourselves with a new variety of this bal-
ance of payments doctrine which originated with the war. People say it 
may be generally true that the purchasing power of the money, rather 
than the balance of payments, determines the exchange rate of foreign 
currencies. But now, in view of the reduction of trade brought about by 
the war, this is not the case. Since trade is hampered, the process which 
would restore the disrupted “static” exchange ratios among foreign cur-
rencies is held in check. As a result, therefore, the balance of payments 
becomes decisive for the exchange rates of foreign currencies.1 If it is 
desired to raise the foreign exchange rate, or to keep it from declining 
further, one must try to establish a favorable balance of payments. . . .

The basic fallacy in this theory is that it completely ignores the fact 
that the height of imports and exports depends primarily on prices. 
Neither imports nor exports are undertaken out of caprice or just for 
fun. They are undertaken to carry on a profitable trade, that is to earn 
money from the differences in prices on either side. Thus imports or 
exports are carried on until price differences disappear. . . .

The balance of payments doctrine of foreign exchange rates com-
pletely overlooks the meaning of prices for the international movement 
of goods. It proceeds erroneously from the act of payment, instead of 
from the business transaction itself. That is a result of the pseudo-legal 
monetary theory—a theory which has brought the most cruel conse-
quences to German science—the theory which looks on money as a 
means of payment only, and not as a general medium of exchange.

When deciding to undertake a business transaction, a merchant 
does not ignore the costs of obtaining the necessary foreign currency 
until the time when the payment actually comes due. A merchant who 
proceeded in this way would not long remain a merchant. The mer-
chant takes the ratio of foreign currency very much into account in his 
calculations, as he always has an eye to the selling price. Also, whether 
he hedges against future changes in the exchange rate, or whether he 
bears the risk himself of shifts in foreign currency values, he considers 
the anticipated fluctuations in foreign exchange. The same situation 
prevails mutatis mutandis with reference to tourist traffic and interna-
tional freight. . . .

It is easy to recognize that we find here only a new form of the old 

1. For the sake of completeness only, it should be mentioned that the adherents of this theory 
attribute domestic price increases not to the inflation, but to the shortage of goods exclusively.
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favorable and unfavorable balance of trade theory championed by the 
Mercantilist School of the sixteenth to eighteenth centuries. That was 
before the widespread use of banknotes and other bank currency. The 
fear was then expressed that a country with an unfavorable balance of 
trade could lose its entire supply of the precious metals to other lands. 
Therefore, it was held that by encouraging exports and limiting im-
ports so far as possible, a country could take precautions to prevent this 
from happening. Later, the idea developed that the trade balance alone 
was not decisive, that it was only one factor in creating the balance 
of payments and that the entire balance of payments must be consid-
ered. As a result, the theory underwent a partial reorganization. How-
ever, its basic tenet—namely that when a government did not control 
its foreign trade relations, all its precious metals might flow abroad— 
persisted until it lost out finally to the hard-hitting criticism of Classi-
cal economics.

The balance of payments of a country is nothing but the sum of the 
balances of payments of all its individual enterprises. The essence of 
every balance is that the debit and credit sides are equal. If one com-
pares the credit entries and the debit entries of an enterprise the two 
totals must be in balance. The situation can be no different in the case 
of the balance of payments of an entire country. Then too, the totals 
must always be in balance. This equilibrium, that must necessarily 
prevail because goods are exchanged—not given away—in economic 
trading, is not brought about by undertaking all exports and imports 
first, without considering the means of payment, and then only later 
adjusting the balance in money. Rather, money occupies precisely the 
same position in undertaking a transaction as do the other commodi-
ties being exchanged. Money may even be the usual reason for making 
exchanges.

In a society in which commodity transactions are monetary trans-
actions, every individual enterprise must always take care to have on 
hand a certain quantity of money. It must not permit its cash holding 
to fall below the definite sum considered necessary for carrying out its 
transactions. On the other hand, an enterprise will not permit its cash 
holding to exceed the necessary amount, for allowing that quantity of 
money to lie idle will lead to loss of interest. If it has too little money, 
it must reduce purchases or sell some wares. If it has too much money, 
then it must buy goods.

For our purposes here, it is immaterial whether the enterprise buys 
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producers’ or consumers’ goods. In this way, every individual sees to it 
that he is not without money. Because everyone pursues his own inter-
est in doing this, it is impossible for the free play of market forces to 
cause a drain of all money out of a city, a province or an entire country. 
The government need not concern itself with this problem any more 
than does the city of Vienna with the loss of its monetary stock to the 
surrounding countryside. Nor—assuming a precious metals standard 
(the purely metallic currency of the English Currency School)—need 
government concern itself with the possibility that the entire country’s 
stock of precious metals will flow out.

If we had a pure gold standard, therefore, the government need not 
be in the least concerned about the balance of payments. It could safely 
relinquish to the market the responsibility for maintaining a sufficient 
quantity of gold within the country. Under the influence of free trade 
forces, precious metals would leave the country only if a surplus was 
on hand and they would always flow in if too little was available, in the 
same way that all other commodities are imported if in short supply 
and exported if in surplus. Thus, we see that gold is constantly moving 
from large-scale gold producing countries to those in which the de-
mand for gold exceeds the quantity mined—without the need for any 
government action to bring this about.2 . . .

It may be asked, however, doesn’t history show many examples of 
countries whose metallic money (gold and silver) has flown abroad? 
Didn’t gold coins disappear from the market in Germany just recently? 
Didn’t the silver coins vanish here at home in Austria? Isn’t this evi-
dence a clear-cut contradiction of the assertion that trade spontane-
ously maintains the monetary stock? Isn’t this proof that the state needs 
to interfere in the balance of payments?

However, these facts do not in the least contradict our statement. 
Money does not flow out because the balance of payments is unfavor-
able and because the state has not interfered. Rather, money flows out 
precisely because the state has intervened and the interventions have 
called forth the phenomenon described by the well-known Gresham’s 
Law. The government itself has ruined the currency by the steps it has 
taken. And then the government tries in vain, by other measures, to 
restore the currency it has ruined.

2. See Hertzka, Das Wesen des Geldes, Leipzig, 1887, pp. 44ff.; Wieser, “Der Geldwert und 
seine Veränderungen” (Schriften des Vereins für Sozialpolitik, Vol. 132), Leipzig, 1910, pp. 530ff.
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The disappearance of gold money from trade follows from the fact 
that the state equates, in terms of legal purchasing power, a lesser- 
valued money with a higher-valued money. If the government intro-
duces into trade quantities of inconvertible banknotes or government 
notes, then this must lead to a monetary depreciation. The value of the 
monetary unit declines. However, this depreciation in value can affect 
only the inconvertible notes. Gold money retains all, or almost all, of 
its value internationally. However, since the state—with its power to 
use the force of law—declares the lower-valued monetary notes equal 
in purchasing power to the higher-valued gold money and forbids the 
gold money from being traded at a higher value than the paper notes, 
the gold coins must vanish from the market. They may disappear 
abroad. They may be melted down for use in domestic industry. Or 
they may be hoarded. That is the phenomenon of good money being 
driven out by bad, observed so long ago by Aristophanes, which we call 
Gresham’s Law.

No special government intervention is needed to retain the pre-
cious metals in circulation within a country. It is enough for the state 
to renounce all attempts to relieve financial distress by resorting to the 
printing press. To uphold the currency, it need do no more than that. 
And it need do only that to accomplish this goal. All orders and prohi-
bitions, all measures to limit foreign exchange transactions, etc., are 
completely useless and purposeless.

If we had a pure gold standard, measures to prevent a gold outflow 
from the country due to an unfavorable balance of payments would be 
completely superfluous. He who has no money to buy abroad, because 
he has neither exported goods nor performed services abroad, will be 
able to buy abroad only if foreigners give him credit. However, his for-
eign purchases then will in no way disturb the stability of the domestic 
currency. . . .
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Preface

In recent years the problems of monetary and banking policy have 
been approached more and more with a view to both stabilizing the 
value of the monetary unit and eliminating fluctuations in the econ-
omy. Thanks to serious attempts at explaining and publicizing these 
most difficult economic problems, they have become familiar to al-
most everyone. It may perhaps be appropriate to speak of fashions in 
economics, and it is undoubtedly the “fashion” today to establish insti-
tutions for the study of business trends.

This has certain advantages. Careful attention to these problems has 
eliminated some of the conflicting doctrines which had handicapped 
economics. There is only one theory of monetary value today—the 
Quantity Theory. There is also only one trade cycle theory—the Circu-
lation Credit Theory, developed out of the Currency Theory and usu-
ally called the “Monetary Theory of the Trade Cycle.” These theories, 
of course, are no longer what they were in the days of Ricardo and Lord 
Overstone. They have been revised and made consistent with modern 
subjective economics. yet the basic principle remains the same. The 
underlying thesis has merely been elaborated upon. So despite all its 
defects, which are now recognized, due credit should be given the 
Currency School for its achievement.

In this connection, just as in all other aspects of economics, it be-
comes apparent that scientific development goes steadily forward. 
Every single step in the development of a doctrine is necessary. No 
intellectual effort applied to these problems is in vain. A continuous, 
unbroken line of scientific progress runs from the Classical authors 
down to the modern writers. The accomplishment of Gossen, Menger, 

[Geldwertstabilisierung und Konjunkturpolitik (Jena: Gustav Fischer, 1928)—Ed.]
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Walras and Jevons, in overcoming the apparent antinomy of value dur-
ing the third quarter of the last century, permits us to divide the history 
of economics into two large subdivisions—the Classical, and the Mod-
ern or Subjective. Still it should be remembered that the contributions 
of the Classical School have not lost all value. They live on in modern 
science and continue to be effective.

Whenever an economic problem is to be seriously considered, it is 
necessary to expose the violent rejection of economics which is car-
ried on everywhere for political reasons, especially on German soil. 
Nothing concerning the problems involved in either the creation 
of the purchasing power of money or economic fluctuations can be 
learned from Historicism or Nominalism. Adherents of the Historical- 
Empirical-Realistic School and of Institutionalism either say noth-
ing at all about these problems, or else they depend on the very same 
methodological and theoretical grounds which they otherwise oppose. 
The Banking Theory, until very recently certainly the leading doc-
trine, at least in Germany, has been justifiably rejected. Hardly anyone 
who wishes to be taken seriously dares to set forth the doctrine of the 
elasticity of the circulation of fiduciary media—its principal thesis and 
cornerstone.1

However, the popularity attained by the two political problems of 
stabilization—the value of the monetary unit and fiduciary media—
also brings with it serious disadvantages. The popularization of a the-
ory always contains a threat of distorting it, if not of actually demolish-
ing its very essence. Thus the results expected of measures proposed 
for stabilizing the value of the monetary unit and eliminating business 
fluctuations have been very much overrated. This danger, especially in 
Germany, should not be underestimated. During the last ten years, the 
systematic neglect of the problems of economic theory has meant that 

1. Sixteen years ago when I presented the Circulation Credit Theory of the crisis in the first 
German edition of my book on The Theory of Money and Credit (1912), I encountered ignorance 
and stubborn rejection everywhere, especially in Germany. The reviewer for Schmoller’s year-
book [Jahrbuch für Gesetzgebung, Verwaltung und Volkswirtschaft] declared: “The conclusions 
of the entire work [are] simply not discussable.” The reviewer for Conrad’s yearbook [Jahrbuch 
für Nationalökonomie und Statistik] stated: “Hypothetically, the author’s arguments should not 
be described as completely wrong; they are at least coherent.” But his final judgment was “to 
reject it anyhow.” Anyone who follows current developments in economic literature closely, 
however, knows that things have changed basically since then. The doctrine which was ridi-
culed once is widely accepted today.



preface • 55

S
N
L
55

no attention has been paid to accomplishments abroad. Nor has any 
benefit been derived from the experiences of other countries.

The fact is ignored that proposals for the creation of a monetary 
unit with “stable value” have already had a hundred year history. Also 
ignored is the fact that an attempt to eliminate economic crises was 
made more than eighty years ago—in England—through Peel’s Bank 
Act (1844). It is not necessary to put all these proposals into practice to 
see their inherent difficulties. However, it is simply inexcusable that 
so little attention has been given during recent generations to the un-
derstanding gained, or which might have been gained if men had not 
been so blind, concerning monetary policy and fiduciary media.

Current proposals for a monetary unit of “stable value” and for a 
non-fluctuating economy are, without doubt, more refined than were 
the first attempts of this kind. They take into consideration many  
of the less important objections raised against earlier projects. How-
ever, the basic shortcomings, which are necessarily inherent in all such 
schemes, cannot be overcome. As a result, the high hopes for the pro-
posed reforms must be frustrated.

If we are to clarify the possible significance—for economic science, 
public policy and individual action—of the cyclical studies and price 
statistics so widely and avidly pursued today, they must be thoroughly 
and critically analyzed. This can, by no means, be limited to consider-
ing cyclical changes only. “A theory of crises,” as Böhm-Bawerk said, 
“can never be an inquiry into just one single phase of economic phe-
nomena. If it is to be more than an amateurish absurdity, such an in-
quiry must be the last, or the next to last, chapter of a written or unwrit-
ten economic system. In other words, it is the final fruit of knowledge 
of all economic events and their interconnected relationships.” 2

Only on the basis of a comprehensive theory of indirect exchange, 
i.e., a theory of money and banking, can a trade cycle theory be 
erected. This is still frequently ignored. Cyclical theories are carelessly 
drawn up and cyclical policies are even more carelessly put into op-
eration. Many a person believes himself competent to pass judgment, 
orally and in writing, on the problem of the formulation of monetary 
value and the rate of interest. If given the opportunity—as legislator or 
manager of a country’s monetary and banking policy—he feels called 

2. Zeitschrift für Volkswirtschaft, Sozialpolitik und Verwaltung. Vol. VII, p. 132.
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upon to enact radical measures without having any clear idea of their 
consequences. yet, nowhere is more foresight and caution necessary 
than precisely in this area of economic knowledge and policy. For the 
superficiality and carelessness with which social problems are wont to 
be handled soon misfire if applied in this field. Only by serious thought 
directed at understanding the interrelationship of all market phenom-
ena can the problems we face here be satisfactorily solved.
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I

The Problem

1. “Stable Value” Money

Gold and silver had already served mankind for thousands of years 
as generally accepted media of exchange—that is, as money—before 
there was any clear idea of the formation of the exchange relationship 
between these metals and consumers’ goods, i.e., before there was 
an understanding as to how money prices for goods and services are 
formed. At best, some attention was given to fluctuations in the mutual 
exchange relationships of the two precious metals. But so little under-
standing was achieved that men clung, without hesitation, to the naive 
belief that the precious metals were “stable in value” and hence a use-
ful measure of the value of goods and prices. Only much later did the 
recognition come that supply and demand determine the exchange 
relationship between money, on the one hand, and consumers’ goods 
and services, on the other. With this realization, the first versions of 
the Quantity Theory, still somewhat imperfect and vulnerable, were 
formulated. It was known that violent changes in the volume of pro-
duction of the monetary metals led to all-round shifts in money prices. 
When “paper money” was used alongside “hard money,” this connec-
tion was still easier to see. The consequences of a tremendous paper 
inflation could not be mistaken.

From this insight, the doctrine of monetary policy emerged that  
the issue of “paper money” should be avoided completely. How-
ever, before long other authors made still further stipulations. They  
called the attention of politicians and businessmen to the fluctua-
tions in the purchasing power of the precious metals and proposed  
that the substance of monetary claims be made independent of 
these variations. Side by side with money as the standard of deferred 
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payments,1 or in place of it, there should be a tabular, index, or mul-
tiple commodity standard. Cash transactions, in which the terms of 
both sides of the contract are fulfilled simultaneously, would not be 
altered. However, a new procedure would be introduced for credit 
transactions. Such transactions would not be completed in the sum 
of money indicated in the contract. Instead, either by means of a uni-
versally compulsory legal regulation or else by specific agreement of 
the two parties concerned, they would be fulfilled by a sum with the 
purchasing power deemed to correspond to that of the original sum at 
the time the contract was made. The intent of this proposal was to pre-
vent one party to a contract from being hurt to the other’s advantage. 
These proposals were made more than one hundred years ago by Jo-
seph Lowe (1822) and repeated shortly thereafter by G. Poulett Scrope 
(1833).2 Since then, they have cropped up repeatedly but without any 
attempt having been made to put them into practice anywhere.

2. Recent Proposals

One of the proposals, for a multiple commodity standard, was intended 
simply to supplement the precious metals standard. Putting it into 
practice would have left metallic money as a universally acceptable 
medium of exchange for all transactions not involving deferred mone-
tary payments. (For the sake of simplicity in the discussion that follows, 
when referring to metallic money we shall speak only of gold.) Side by 
side with gold as the universally acceptable medium of exchange, the 
index or multiple commodity standard would appear as a standard of 
deferred payments.

Proposals have been made in recent years, however, which go still 
farther. These would introduce a “tabular,” or “multiple commodity,” 
standard for all exchanges when one commodity is not exchanged di-
rectly for another. This is essentially Keynes’ proposal. Keynes wants 
to oust gold from its position as money. He wants gold to be replaced 

1. Standard of deferred payments is “zahlungsmittel” in German. Unfortunately this German 
expression must be avoided today because, its meaning has been so compromised through its 
use by Nominalists and Chartists that it brings to mind the recently exploded errors of the 
“state theory of money.”
2. Jevons, Wm. Stanley. Money and the Mechanism of Exchange, 13th ed. London, 1902,  
pp. 328ff.
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by a paper standard, at least for trade within a country’s borders. The 
government, or the authority entrusted by the government with the 
management of monetary policy, should regulate the quantity in circu-
lation so that the purchasing power of the monetary unit would remain 
unchanged.3

The American, Irving Fisher, wants to create a standard under which 
the paper dollar in circulation would be redeemable, not in a previously 
specified weight of gold, but in a weight of gold which has the same 
purchasing power the dollar had at the moment of the transition to the 
new currency system. The dollar would then cease to represent a fixed 
amount of gold with changing purchasing power and would become 
a changing amount of gold supposedly with unchanging purchasing 
power. It was Fisher’s idea that the amount of gold which would cor-
respond to a dollar should be determined anew from month to month, 
according to variations detected by the index number.4 Thus, in the 
view of both these reformers, in place of monetary gold, the value 
of which is independent of the influence of government, a standard 
should be adopted which the government “manipulates” in an attempt 
to hold the purchasing power of the monetary unit stable.

However, these proposals have not as yet been put into practice any-
where, although they have been given a great deal of careful consid-
eration. Perhaps no other economic question is debated with so much 
ardor or so much spirit and ingenuity in the United States as that of 
stabilizing the purchasing power of the monetary unit. Members of the 
House of Representatives have dealt with the problem in detail. Many 
scientific works are concerned with it. Magazines and daily papers 
devote lengthy essays and articles to it, while important organizations 
seek to influence public opinion in favor of carrying out Fisher’s ideas.

3. Keynes, John Maynard. A Tract on Monetary Reform. London, 1923; New york, 1924,  
pp. 177ff.
4. Fisher, Irving. Stabilizing the Dollar. New york, 1925, pp. 79ff.
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II

The Gold Standard

1. The Demand for Money

Under the gold standard, the formation of the value of the monetary 
unit is not directly subject to the action of the government. The pro-
duction of gold is free and responds only to the opportunity for profit. 
All gold not introduced into trade for consumption or for some other 
purpose flows into the economy as money, either as coins in circulation 
or as bars or coins in bank reserves. Should the increase in the quantity 
of money exceed the increase in the demand for money, then the pur-
chasing power of the monetary unit must fall. Likewise, if the increase 
in the quantity of money lags behind the increase in the demand for 
money, the purchasing power of the monetary unit will rise.1

There is no doubt about the fact that, in the last generation, the pur-
chasing power of gold has declined. yet earlier, during the two decades 
following the German monetary reform and the great economic cri-
sis of 1873, there was widespread complaint over the decline of com-
modity prices. Governments consulted experts for advice on how to 
eliminate this generally prevailing “evil.” Powerful political parties 
recommended measures for pushing prices up by increasing the quan-
tity of money. In place of the gold standard, they advocated the silver 
standard, the double standard [bimetallism] or even a paper standard, 
for they considered the annual production of gold too small to meet 
the growing demand for money without increasing the purchasing 
power of the monetary unit. However, these complaints died out in 
the last five years of the nineteenth century, and soon men everywhere 
began to grumble about the opposite situation, i.e., the increasing cost 

1. This is not the place to examine further the theory of the formation of the purchasing power 
of the monetary unit. In this connection, see The Theory of Money and Credit [(yale, 1953)  
pp. 97–165 and (Liberty Fund, 1981), pp. 117–189.—Ed.].
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of living. Just as they had proposed monetary reforms in the 1880’s and 
1890’s to counteract the drop in prices, they now suggested measures to 
stop prices from rising.

The general advance of the prices of all goods and services in terms 
of gold is due to the state of gold production and the demand for gold, 
both for use as money as well as for other purposes. There is little to 
say about the production of gold and its influence on the ratio of the 
value of gold to that of other commodities. It is obvious that a smaller 
increase in the available quantity of gold might have counteracted the 
depreciation of gold. Nor need anything special be said about the in-
dustrial uses of gold. But the third factor involved, the way demand is 
created for gold as money, is quite another matter. Very careful atten-
tion should be devoted to this problem, especially as the customary 
analysis ignores most unfairly this monetary demand for gold.

During the period for which we are considering the development 
of the purchasing power of gold, various parts of the world, which for-
merly used silver or credit money (“paper money”) domestically, have 
changed over to the gold standard. Everywhere, the volume of money 
transactions has increased considerably. The division of labor has made 
great progress. Economic self-sufficiency and barter have declined. 
Monetary exchanges now play a role in phases of economic life where 
earlier they were completely unknown. The result has been a decided 
increase in the demand for money. There is no point in asking whether 
this increase in the demand for cash holdings by individuals, together 
with the demand for gold for non-monetary uses, was sufficient to 
counteract the effect on prices of the new gold flowing into the market 
from production. Statistics on the height and fluctuations of cash hold-
ings are not available. Even if they could be known, they would tell us 
little because the changes in prices do not correspond with changes 
in the relationship between supply and demand for cash holdings. Of 
greater importance, however, is the observation that the increase in the 
demand for money is not the same thing as an increase in the demand 
for gold for monetary purposes.

As far as the individual’s cash holding is concerned, claims pay-
able in money, which may be redeemed at any time and are univer-
sally considered safe, perform the service of money. These money  
substitutes—small coins, banknotes and bank deposits subject to check 
or similar payment on demand (checking accounts)—may be used just 
like money itself for the settlement of all transactions. Only a part of 
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these money substitutes, however, is fully covered by stocks of gold on 
deposit in the banks’ reserves. In the decades of which we speak, the 
use of money substitutes has increased considerably more than has the 
rise in the demand for money and, at the same time, its reserve ratio 
has worsened. As a result, in spite of an appreciable increase in the 
demand for money, the demand for gold has not risen enough for the 
market to absorb the new quantities of gold flowing from production 
without lowering its purchasing power.

2. Economizing on Money

If one complains of the decline in the purchasing power of gold today, 
and contemplates the creation of a monetary unit whose purchasing 
power shall be more constant than that of gold in recent decades, it 
should not be forgotten that the principal cause of the decline in the 
value of gold during this period is to be found in monetary policy and 
not in gold production itself. Money substitutes not covered by gold, 
which we call fiduciary media, occupy a relatively more important po-
sition today in the world’s total quantity of money2 than in earlier years. 
But this is not a development which would have taken place without 
the cooperation, or even without the express support, of governmen-
tal monetary policies. As a matter of fact, it was monetary policy itself 
which was deliberately aimed at a “saving” of gold and which created, 
thereby, the conditions that led inevitably to the depreciation of gold.

The fact that we use as money a commodity like gold, which is 
produced only with a considerable expenditure of capital and labor, 
saddles mankind with certain costs. If the amount of capital and labor 
spent for the production of monetary gold could be released and used 
in other ways, people could be better supplied with goods for their im-
mediate needs. There is no doubt about that! However, it should be 
noted that, in return for this expenditure, we receive the advantage 
of having available, for settling transactions, a money with a relatively 
steady value and, what is more important, the value of which is not 
directly influenced by governments and political parties. However, it is 
easy to understand why men began to ponder the possibility of creating 

2. The quantity of “money in the broader sense” is equal to the quantity of money proper [i.e., 
commodity money] plus the quantity of fiduciary media [i.e., notes, bank deposits not backed 
by metal, and subsidiary coins.]
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a monetary system that would combine all the advantages offered by 
the gold standard with the added virtue of lower costs.

Adam Smith drew a parallel between the gold and silver which cir-
culated in a land as money and a highway on which nothing grew, but 
over which fodder and grain were brought to market. The substitution 
of notes for the precious metals would create, so to speak, a “waggon-
way through the air,” making it possible to convert a large part of the 
roads into fields and pastures and, thus, to increase considerably the 
yearly output of the economy. Then in 1816, Ricardo devised his fa-
mous plan for a gold exchange standard. According to his proposal, 
England should retain the gold standard, which had proved its value 
in every respect. However, gold coins should be replaced in domestic 
trade by banknotes, and these notes should be redeemable, not in gold 
coins, but in bullion only. Thus the notes would be assured of a value 
equivalent to that of gold and the country would have the advantage of 
possessing a monetary standard with all the attributes of the gold stan-
dard but at a lower cost.

Ricardo’s proposals were not put into effect for decades. As a matter 
of fact, they were even forgotten. Nevertheless, the gold exchange stan-
dard was adopted by a number of countries during the 1890’s—in the 
beginning usually as a temporary expedient only, without intending to 
direct monetary policy on to a new course. Today it is so widespread 
that we would be fully justified in describing it as “the monetary stan-
dard of our age.” 3 However, in a majority, or at least in quite a num-
ber of these countries, the gold exchange standard has undergone a 
development which entitles it to be spoken of rather as a flexible gold 
exchange standard. Under Ricardo’s plan, savings would be realized 
not only by avoiding the costs of coinage and the loss from wearing 
coins thin in use, but also because the amount of gold required for 
circulation and bank reserves would be less than under the “pure” gold 
standard.

Carrying out this plan in a single country must obviously, ceteris 
paribus, reduce the purchasing power of gold. And the more widely 
the system was adopted, the more must the purchasing power of gold 
decline. If a single land adopts the gold exchange standard, while oth-
ers maintain a “pure” gold standard, then the gold exchange standard 
country can gain an immediate advantage over costs in the other  areas. 

3. Machlup, Fritz. Die Goldkernwährung. Halberstadt, 1925, p. xi.
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The gold which is surplus under the gold exchange standard, as com-
pared with the gold which would have been called for under the “pure” 
gold standard, may be spent abroad for other commodities. These ad-
ditional commodities represent an improvement in the country’s wel-
fare as a result of introducing the gold exchange standard. The gold 
exchange standard renders all the services of the gold standard to this 
country and also brings an additional advantage in the form of this 
increase of goods.

However, should every country in the world shift at the same time 
from the “pure” gold standard to a similar gold exchange standard, no 
gain of this kind would be possible. The distribution of gold through-
out the world would remain unchanged. There would be no country 
where one could exchange a quantity of gold, made superfluous by 
the adoption of the new monetary system, for other goods. Embrac-
ing the new standard would result only in a universally more severe 
reduction in the purchasing power of gold. This monetary depre-
ciation, like every change in the value of money, would bring about 
dislocations in the relationships of wealth and income of the various 
individuals in the economy. As a result, it could also lead indirectly,  
under certain circumstances, to an increase in capital accumulation. 
However, this indirect method will make the world richer only insofar 
as (1) the demand for gold for other uses (industrial and similar pur-
poses) can be better satisfied and (2) a decline in profitability leads to a 
restriction of gold production and so releases capital and labor for other 
purposes.

3. Interest on “Idle” Reserves

In addition to these attempts toward “economy” in the operation of the 
gold standard, by reducing the domestic demand for gold, other efforts 
have also aimed at the same objective. Holding gold reserves is costly 
to the banks of issue because of the loss of interest. Consequently, it 
was but a short step to the reduction of these costs by permitting non-
interest-bearing gold reserves in bank vaults to be replaced by interest-
bearing credit balances abroad, payable in gold on demand, and by 
bills of exchange payable in gold. Assets of this type enable the banks 
of issue to satisfy demands for gold in foreign trade just as the posses-
sion of a stock of gold coins and bars would. As a matter of fact, the 



the gold standard • 67

S
N
L

67

dealer in arbitrage who presents notes for redemption will prefer pay-
ment in the form of checks, and bills of exchange—foreign financial 
paper—to redemption in gold because the costs of shipping foreign fi-
nancial papers are lower than those for the transport of gold. The banks 
of smaller and poorer lands especially converted a part of their reserves 
into foreign bills of exchange. The inducement was particularly strong 
in countries on the gold exchange standard, where the banks did not 
have to consider a demand for gold for use in domestic circulation. In 
this way, the gold exchange standard [Goldkernwährung] became the 
flexible gold exchange standard [Golddevisenkernwährung], i.e., the 
flexible standard.

Nevertheless, the goal of this policy was not only to reduce the costs 
involved in the maintenance and circulation of an actual stock of gold. 
In many countries, including Germany and Austria, this was thought 
to be a way to reduce the rate of interest. The influence of the Cur-
rency Theory had led, decades earlier, to banking legislation intended 
to avoid the consequences of a paper money inflation. These laws, lim-
iting the issue of banknotes not covered by gold, were still in force. 
Reared in the Historical-Realistic School of economic thinking, the 
new generation, insofar as it dealt with these problems, was under the 
spell of the Banking Theory, and thus no longer understood the mean-
ing of these laws.

Lack of originality prevented the new generation from embarking 
upon any startling reversal in policy. In line with currently prevail-
ing opinion, it abolished the limitation on the issue of banknotes not 
covered by metal. The old laws were allowed to stay on the books es-
sentially unchanged. However, various attempts were made to reduce 
their effect. The most noteworthy of these measures was to encourage, 
systematically and purposefully, the settlement of transactions with-
out the use of cash. By supplanting cash transactions with checks and 
other transfer payments, it was expected not only that there would be 
a reduction in the demand for banknotes but also a flow of gold coins 
back to the bank and, consequently, a strengthening of the bank’s cash 
position. As German, and also Austrian, banking legislation prescribed 
a certain percentage of gold cover for notes issued, gold flowing back 
to the bank meant that more notes could be issued—up to three times 
their gold value in Germany and two and a half times in Austria. Dur-
ing recent decades, the banking theory has been characterized by a 
belief that this should result in a reduction in the rate of interest.
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4. Gold Still Money

If we glance, even briefly, at the efforts of monetary and banking policy 
in recent years, it becomes obvious that the depreciation of gold may 
be traced in large part to political measures. The decline in the pur-
chasing power of gold and the continual increase in the gold price of 
all goods and services were not natural phenomena. They were conse-
quences of an economic policy which aimed, to be sure, at other objec-
tives, but which necessarily led to these results. As has already been 
mentioned, accurate quantitative observations about these matters can 
never be made. Nevertheless, it is obvious that the increase in gold 
production has certainly not been the cause, or at least not the only 
cause, of the depreciation of gold that has been observed since 1896. 
The policy directed toward displacing gold in actual circulation, which 
aimed at substituting the gold exchange standard and the flexible stan-
dard for the older “pure” gold standard, forced the value of gold down 
or at least helped to depress it. Perhaps, if this policy had not been fol-
lowed, we would hear complaints today over the increase, rather than 
the depreciation, in the value of gold.

Gold has not been demonetized by the new monetary policy, as sil-
ver was a short time ago, for it remains the basis of our entire monetary 
system. Gold is still, as it was formerly, our money. There is no basis 
for saying that it has been de-throned, as suggested by scatterbrained 
innovators of catchwords and slogans who want to cure the world of 
the “money illusion.” Nevertheless, gold has been removed from actual 
use in transactions by the public at large. It has disappeared from view 
and has been concentrated in bank vaults and monetary reserves. Gold 
has been taken out of common use and this must necessarily tend to 
lower its value.

It is wrong to point to the general price increases of recent years to 
illustrate the inadequacy of the gold standard. It is not the old style 
gold standard, as recommended by advocates of the gold standard in 
England and Germany, which has given us a monetary system that has 
led to rising prices in recent years. Rather these price increases have 
been the results of monetary and banking policies which permitted the 
“pure” or “classical” gold standard to be replaced by the gold exchange 
and flexible standards, leaving in circulation only notes and small coins 
and concentrating the gold stocks in bank and currency reserves.
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III

The “Manipulation” of the Gold Standard

1. Monetary Policy and Purchasing Power of Gold

Most important for the old, “pure,” or classical gold standard, as origi-
nally formulated in England and later, after the formation of the Em-
pire, adopted in Germany, was the fact that it made the formation of 
prices independent of political influence and the shifting views which 
sway political action. This feature especially recommended the gold 
standard to liberals who feared that economic productivity might be 
impaired as a result of the tendency of governments to favor certain 
groups of persons at the expense of others.

However, it should certainly not be forgotten that under the “pure” 
gold standard governmental measures may also have a significant in-
fluence on the formation of the value of gold. In the first place, govern-
mental actions determine whether to adopt the gold standard, abandon 
it, or return to it. However, the effect of these governmental actions, 
which we need not consider any further here, is conceived as very dif-
ferent from those described by the various “state theories of money”—
theories which, now at long last, are generally recognized as absurd. 
The continual displacement of the silver standard by the gold standard 
and the shift in some countries from credit money to gold added to the 
demand for monetary gold in the years before the World War [1914–
1918]. War measures resulted in monetary policies that led the belliger-
ent nations, as well as some neutral states, to release large parts of their 
gold reserves, thus releasing more gold for world markets. Every politi-
cal act in this area, insofar as it affects the demand for, and the quan-
tity of, gold as money, represents a “manipulation” of the gold standard 
and affects all countries adhering to the gold standard.

Just as the “pure” gold, the gold exchange and the flexible standards 
do not differ in principle, but only in the degree to which money sub-
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stitutes are actually used in circulation, so is there no basic difference 
in their susceptibility to manipulation. The “pure” gold standard is sub-
ject to the influence of monetary measures—on the one hand, insofar 
as monetary policy may affect the acceptance or rejection of the gold 
standard in a political area and, on the other hand, insofar as monetary 
policy, while still clinging to the gold standard in principle, may bring 
about changes in the demand for gold through an increase or decrease 
in actual gold circulation or by changes in reserve requirements for 
banknotes and checking accounts. The influence of monetary policy 
on the formation of the value [i.e., the purchasing power] of gold also 
extends just that far and no farther under the gold exchange and flexi-
ble standards. Here again, governments and those agencies responsible 
for monetary policy can influence the formation of the value of gold by 
changing the course of monetary policy. The extent of this influence 
depends on how large the increase or decrease in the demand for gold 
is nationally, in relation to the total world demand for gold.

If advocates of the old “pure” gold standard spoke of the indepen-
dence of the value of gold from governmental influences, they meant 
that once the gold standard had been adopted everywhere (and gold 
standard advocates of the last three decades of the nineteenth century 
had not the slightest doubt that this would soon come to pass, for the 
gold standard had already been almost universally accepted) no fur-
ther political action would affect the formation of monetary value. 
This would be equally true for both the gold exchange and flexible 
standards. It would by no means disturb the logical assumptions of the 
perceptive “pure” gold standard advocate to say that the value of gold 
would be considerably affected by a change in United States Federal 
Reserve Board policy, such as the resumption of the circulation of gold 
or the retention of larger gold reserves in European countries. In this 
sense, all monetary standards may be “manipulated” under today’s 
economic conditions. The advantage of the gold standard—whether 
“pure” or “gold exchange”—is due solely to the fact that, if once gener-
ally adopted in a definite form, and adhered to, it is no longer subject 
to specific political interferences.

War and postwar actions, with respect to monetary policy, have 
radically changed the monetary situation throughout the entire world. 
One by one, individual countries are now [1928] reverting to a gold 
basis and it is likely that this process will soon be completed. Now, 
this leads to a second problem: Should the exchange standard, which 
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generally prevails today, be retained? Or should a return be made once 
more to the actual use of gold in moderate-sized transactions as before 
under the “pure” gold standard? Also, if it is decided to remain on the 
exchange standard, should reserves actually be maintained in gold? 
And at what height? Or could individual countries be satisfied with 
reserves of foreign exchange payable in gold? (Obviously, the flexible 
standard cannot become entirely universal. At least one country must 
continue to invest its reserves in real gold, even if it does not use gold 
in actual circulation.) Only if the state of affairs prevailing at a given 
instant in every single area is maintained and, also, only if matters are 
left just as they are, including of course the ratio of bank reserves, can 
it be said that the gold standard cannot be manipulated in the manner 
described above. If these problems are dealt with in such a way as to 
change markedly the demand for gold for monetary purposes, then the 
purchasing power of gold must undergo corresponding changes.

To repeat for the sake of clarity, this represents no essential disagree-
ment with the advocates of the gold standard as to what they considered 
its special superiority. Changes in the monetary system of any large 
and wealthy land will necessarily influence substantially the creation 
of monetary value. Once these changes have been carried out and 
have worked their effect on the purchasing power of gold, the value 
of money will necessarily be affected again by a return to the previ-
ous monetary system. However, this detracts in no way from the truth 
of the statement that the creation of value under the gold standard is 
independent of politics, so long as no essential changes are made in its 
structure, nor in the size of the area where it prevails.

2. Changes in Purchasing Power of Gold

Irving Fisher, as well as many others, criticize the gold standard be-
cause the purchasing power of gold has declined considerably since 
1896, and especially since 1914. In order to avoid misunderstanding, it 
should be pointed out that this drop in the purchasing power of gold 
must be traced back to monetary policy—monetary policy which fos-
tered the reduction in the purchasing power of gold through measures 
adopted between 1896 and 1914, to “economize” gold and, since 1914, 
through the rejection of gold as the basis for money in many countries. 
If others denounce the gold standard because the imminent return to 
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the actual use of gold in circulation and the strengthening of gold re-
serves in countries on the exchange standard would bring about an 
increase in the purchasing power of gold, then it becomes obvious that 
we are dealing with the consequences of political changes in monetary 
policy which transform the structure of the gold standard.

The purchasing power of gold is not “stable.” It should be pointed 
out that there is no such thing as “stable” purchasing power, and never 
can be. The concept of “stable value” is vague and indistinct. Strictly 
speaking, only an economy in the final state of rest—where all prices 
remain unchanged—could have a money with fixed purchasing power. 
However, it is a fact which no one can dispute that the gold standard, 
once generally adopted and adhered to without changes, makes the for-
mation of the purchasing power of gold independent of the operations 
of shifting political efforts.

As gold is obtained only from a few sources, which sooner or later 
will be exhausted, the fear is repeatedly expressed that there may some-
day be a scarcity of gold and, as a consequence, a continuing decline 
in commodity prices. Such fears became especially great in the late 
1870’s and the 1880’s. Then they quieted down. Only in recent years 
have they been revived again. Calculations are made indicating that 
the placers and mines currently being worked will be exhausted within 
the foreseeable future. No prospects are seen that any new rich sources 
of gold will be opened up. Should the demand for money increase in 
the future, to the same extent as it has in the recent past, then a general 
price drop appears inevitable, if we remain on the gold standard.1

Now one must be very cautious with forecasts of this kind. A half 
century ago, Eduard Suess, the geologist, claimed—and he sought to 
establish this scientifically—that an unavoidable decline in gold pro-
duction should be expected.2 Facts very soon proved him wrong. And it 
may be that those who express similar ideas today will also be refuted 
just as quickly and just as thoroughly. Still we must agree that they 
are right in the final analysis, that prices are tending to fall [1928] and 
that all the social consequences of an increase in purchasing power are 
making their appearance. What may be ventured, given the circum-
stances, in order to change the economic pessimism, will be discussed 
at the end of the second part of this study.

1. Cassell, Gustav. Währungsstabilisierung als Weltproblem. Leipzig, 1928, p. 12.
2. [Eduard Suess (1831–1914) published a study in German (1877) on “The Future of 
Gold.”—Ed.]



S
N
L

73

IV

“Measuring” Changes in the Purchasing 
Power of the Monetary Unit

1. Imaginary Constructions

All proposals to replace the commodity money, gold, with a money 
thought to be better, because it is more “stable” in value, are based 
on the vague idea that changes in purchasing power can somehow be 
measured. Only by starting from such an assumption is it possible to 
conceive of a monetary unit with unchanging purchasing power as the 
ideal and to consider seeking ways to reach this goal. These proposals, 
vague and basically contradictory, are derived from the old, long since 
exploded, objective theory of value. yet they are not even completely 
consistent with that theory. They now appear very much out of place in 
the company of modern subjective economics.

The prestige which they still enjoy can be explained only by the 
fact that, until very recently, studies in subjective economics have been 
restricted to the theory of direct exchange (barter). Only lately have 
such studies been expanded to include also the theory of intermediate 
(indirect) exchange, i.e., the theory of a generally accepted medium of 
exchange (Monetary Theory) and the theory of fiduciary media (Bank-
ing Theory) with all their relevant problems.1 It is certainly high time 
to expose conclusively the errors and defects of the basic concept that 
purchasing power can be measured.

Exchange ratios on the market are constantly subject to change. If we 
imagine a market where no generally accepted medium of exchange, 
i.e., no money, is used, it is easy to recognize how nonsensical the idea 
is of trying to measure the changes taking place in exchange ratios. It is 

1. The Theory of Money and Credit [(yale, 1953), pp. 97ff.; (Liberty Fund, 1981), pp. 117ff.—Ed.].
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only if we resort to the fiction of completely stationary exchange ratios 
among all commodities, other than money, and then compare these 
other commodities with money, that we can envisage exchange rela-
tionships between money and each of the other individual exchange 
commodities changing uniformly. Only then can we speak of a uni-
form increase or decrease in the monetary price of all commodities and 
of a uniform rise or fall of the “price level.” Still, we must not forget that 
this concept is pure fiction, what Vaihinger termed an “as if.” 2 It is a de-
liberate imaginary construction, indispensable for scientific thinking.

Perhaps the necessity for this imaginary construction will become 
somewhat more clear if we express it, not in terms of the objective ex-
change value of the market, but in terms of the subjective exchange 
valuation of the acting individual. To do that, we must imagine an un-
changing man with never-changing values. Such an individual could de-
termine, from his never-changing scale of values, the purchasing power 
of money. He could say precisely how the quantity of money, which he 
must spend to attain a certain amount of satisfaction, had changed. Nev-
ertheless, the idea of a definite structure of prices, a “price level,” which  
is raised or lowered uniformly, is just as fictitious as this. However, it  
enables us to recognize clearly that every change in the exchange ratio 
between a commodity, on the one side, and money, on the other, must 
necessarily lead to shifts in the disposition of wealth and income among 
acting individuals. Thus, each such change acts as a dynamic agent also. 
In view of this situation, therefore, it is not permissible to make such an  
assumption as a uniformly changing “level” of prices.

This imaginary construction is necessary, however, to explain that 
the exchange ratios of the various economic goods may undergo a 
change from the side of one individual commodity. This fictional con-
cept is the ceteris paribus of the theory of exchange relationships. It is 
just as fictitious and, at the same time, just as indispensable as any ce-
teris paribus. If extraordinary circumstances lead to exceptionally large 
and hence conspicuous changes in exchange ratios, data on market 
phenomena may help to facilitate sound thinking on these problems. 
However, then even more than ever, if we want to see the situation at 
all clearly, we must resort to the imaginary construction necessary for 
an understanding of our theory.

The expressions “inflation” and “deflation,” scarcely known in Ger-

2. [Hans Vaihinger (1852–1933), author of The Philosophy of As If (German, 1911; English trans-
lation, 1924).—Ed.]
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man economic literature several years ago, are in daily use today. In 
spite of their inexactness, they are undoubtedly suitable for general use 
in public discussions of economic and political problems.3 But in order 
to understand them precisely, one must elaborate with rigid logic that 
fictional concept [the imaginary construction of completely stationary 
exchange ratios among all commodities other than money], the falsity 
of which is clearly recognized.

Among the significant services performed by this fiction is that it en-
ables us to distinguish and determine whether changes in exchange re-
lationships between money and other commodities arise on the money 
side or the commodity side. In order to understand the changes which 
take place constantly on the market, this distinction is urgently needed. 
It is still more indispensable for judging the significance of measures 
proposed or adopted in the field of monetary and banking policy. Even 
in these cases, however, we can never succeed in constructing a fic-
tional representation that coincides with the situation which actually 
appears on the market. The imaginary construction makes it easier to 
understand reality, but we must remain conscious of the distinction 
between fiction and reality.4

3. The Theory of Money and Credit [(yale, 1953), pp. 239ff.; (Liberty Fund, 1981),  
pp. 271ff.—Ed.].
4. Carl Menger referred to the nature and extent of the influence exerted on money/goods ex-
change ratios [prices] by changes from the money side as the problem of the “internal” exchange 
value (innere Tauschwert) of money [translated in this volume as “cash-induced changes”]. He 
referred to the variations in the purchasing power of the monetary unit due to other causes as 
changes in the “external” exchange value (aussere Tauschwert) of money [translated as “goods-
induced changes”]. I have criticized both expressions as being rather unfortunate—because of 
possible confusion with the terms “extrinsic and intrinsic value” as used in Roman canon doc-
trine, and by English authors of the seventeenth and eighteenth centuries. (See the German 
editions of my book on The Theory of Money and Credit, 1912, p. 132; 1924, p. 104). Nevertheless, 
this terminology has attained scientific acceptance through its use by Menger and it will be 
used in this study when appropriate.
 There is no need to discuss an expression which describes a useful and indispensable idea. 
It is the concept itself, not the term used to describe it, which is important. Serious mischief 
is done if an author chooses a new term unnecessarily to express a concept for which a name 
already exists. My student, Gottfried Haberler, has criticized me severely for taking this posi-
tion, reproaching me for being a slave to semantics. (See Haberler, Der Sinn der Indexzahlen, 
Tübingen, 1927, pp. 109ff.). However, in his relevant remarks on this problem, Haberler says 
nothing more than I have. He too distinguishes between price changes arising on the goods 
and money sides. Beginners should seek to expand knowledge and avoid spending time on use-
less terminological disputes. As Haberler points out, it would obviously be wasted effort to “seek 
internal and external exchange values of money in the real world.” Ideas do not belong to the 
“real world” at all, but to the world of thought and knowledge.
 It is even more astonishing that Haberler finds my critique of attempts to measure the value 
of the monetary unit “inexpedient,” especially as his analysis rests entirely on mine.
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2. Index Numbers

Attempts have been made to measure changes in the purchasing power 
of money by using data derived from changes in the money prices of 
individual economic goods. These attempts rest on the theory that, in a 
carefully selected index of a large number, or of all, consumers’ goods, 
influences from the commodity side affecting commodity prices can-
cel each other out. Thus, so the theory goes, the direction and extent 
of the influence on prices of factors arising on the money side may be 
discovered from such an index. Essentially, therefore, by computing 
an arithmetical mean, this method seeks to convert the price changes 
emerging among the various consumers’ goods into a figure which may 
then be considered an index to the change in the value of money. In 
this discussion, we shall disregard the practical difficulties which arise 
in assembling the price quotations necessary to serve as the basis for 
such calculations and restrict ourselves to commenting on the funda-
mental usefulness of this method for the solution of our problem.

First of all it should be noted that there are various arithmetical 
means. Which one should be selected? That is an old question. Rea-
sons may be advanced for, and objections raised against, each. From 
our point of view, the only important thing to be learned in such a de-
bate is that the question cannot be settled conclusively so that everyone 
will accept any single answer as “right.”

The other fundamental question concerns the relative importance 
of the various consumer goods. In developing the index, if the price of 
each and every commodity is considered as having the same weight, 
a 50% increase in the price of bread, for instance, would be offset in 
calculating the arithmetical average by a drop of one-half in the price 
of diamonds. The index would then indicate no change in purchas-
ing power, or “price level.” As such a conclusion is obviously preposter-
ous, attempts are made in fabricating index numbers, to use the prices 
of various commodities according to their relative importance. Prices 
should be included in the calculations according to the coefficient of 
their importance. The result is then known as a “weighted” average.

This brings us to the second arbitrary decision necessary for develop-
ing such an index. What is “importance”? Several different approaches 
have been tried and arguments pro and con each have been raised. 
Obviously, a clear-cut, all-round satisfactory solution to the problem 
cannot be found. Special attention has been given the difficulty arising 
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from the fact that, if the usual method is followed, the very circum-
stances involved in determining “importance” are constantly in flux; 
thus the coefficient of importance itself is also continuously changing.

As soon as one starts to take into consideration the “importance” of 
the various goods, one forsakes the assumption of objective exchange 
value—which often leads to nonsensical conclusions as pointed out 
above—and enters the area of subjective values. Since there is no gener-
ally recognized immutable “importance” to various goods, since “sub-
jective” value has meaning only from the point of view of the acting 
individual, further reflection leads eventually to the subjective method 
already discussed—namely the inexcusable fiction of a never-changing 
man with never-changing values. To avoid arriving at this conclu-
sion, which is also obviously absurd, one remains indecisively on the 
fence, midway between two equally nonsensical methods—on the one 
side the unweighted average and on the other the fiction of a never- 
changing individual with never-changing values. yet one believes he 
has discovered something useful. Truth is not the halfway point be-
tween two untruths. The fact that each of these two methods, if fol-
lowed to its logical conclusion, is shown to be preposterous, in no way 
proves that a combination of the two is the correct one.

All index computations pass quickly over these unanswerable objec-
tions. The calculations are made with whatever coefficients of impor-
tance are selected. However, we have established that even the problem 
of determining “importance” is not capable of solution, with certainty, 
in such a way as to be recognized by everyone as “right.”

Thus the idea that changes in the purchasing power of money may 
be measured is scientifically untenable. This will come as no surprise 
to anyone who is acquainted with the fundamental problems of mod-
ern subjectivistic catallactics and has recognized the significance of re-
cent studies with respect to the measurement of value5 and the mean-
ing of monetary calculation.6

One can certainly try to devise index numbers. Nowadays nothing 
is more popular among statisticians than this. Nevertheless, all these 
computations rest on a shaky foundation. Disregarding entirely the dif-
ficulties which, from time to time, even thwart agreement as to the 
commodities whose prices will form the basis of these calculations, 

5. See The Theory of Money and Credit [(yale, 1953), pp. 38ff.; (Liberty Fund, 1981),  
pp. 51ff.—Ed.].
6. See Socialism [(yale, 1951), pp. 114ff.; (Liberty Fund, 1981), pp. 97ff.—Ed.].
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these computations are arbitrary in two ways—first, with respect to 
the arithmetical mean chosen and, secondly, with respect to the coef-
ficient of importance selected. There is no way to characterize one of 
the many possible methods as the only “correct” one and the others as 
“false.” Each is equally legitimate or illegitimate. None is scientifically 
meaningful.

It is small consolation to point out that the results of the various 
methods do not differ substantially from one another. Even if that is 
the case, it cannot in the least affect the conclusions we must draw 
from the observations we have made. The fact that people can con-
ceive of such a scheme at all, that they are not more critical, may be 
explained only by the eventuality of the great inflations, especially the 
greatest and most recent one.

Any index method is good enough to make a rough statement about 
the extremely severe depreciation of the value of a monetary unit, such 
as that wrought in the German [1923] inflation. There, the index served 
an instructional task, enlightening a people who were inclined to the 
“State Theory of Money” idea. Nevertheless, a method that helps to 
open the eyes of the people is not necessarily either scientifically cor-
rect or applicable in actual practice.
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V

Fisher’s Stabilization Plan

1. Political Problem

The superiority of the gold standard consists in the fact that the value 
of gold develops independent of political actions. It is clear that its 
value is not “stable.” There is not, and never can be, any such thing as 
stability of value. If, under a “manipulated” monetary standard, it was 
government’s task to influence the value of money, the question of how 
this influence was to be exercised would soon become the main issue 
among political and economic interests. Government would be asked 
to influence the purchasing power of money so that certain politically 
powerful groups would be favored by its intervention, at the expense of 
the rest of the population. Intense political battles would rage over the 
direction and scope of the edicts affecting monetary policy. At times, 
steps would be taken in one direction, and at other times in other  
directions—in response to the momentary balance of political power. 
The steady, progressive development of the economy would continu-
ally experience disturbances from the side of money. The result of the 
manipulation would be to provide us with a monetary system which 
would certainly not be any more stable than the gold standard.

If the decision were made to alter the purchasing power of money 
so that the index number always remained unchanged, the situation 
would not be any different. We have seen that there are many pos-
sible ways, not just one single way, to determine the index number. No 
single one of these methods can be considered the only correct one. 
Moreover, each leads to a different conclusion. Each political party 
would advocate the index method which promised results consistent 
with its political aims at the time. Since it is not scientifically possible 
to find one of the many methods objectively right and to reject all oth-
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ers as false, no judge could decide impartially among groups disputing 
the correct method of calculation.

In addition, however, there is still one more very important consid-
eration. The early proponents of the Quantity Theory believed that 
changes in the purchasing power of the monetary unit caused by a 
change in the quantity of money were exactly inversely proportional 
to one another. According to this Theory, a doubling of the quantity 
of money would cut the monetary unit’s purchasing power in half. It 
is to the credit of the more recently developed monetary theory that 
this version of the Quantity Theory has been proved untenable. An in-
crease in the quantity of money must, to be sure, lead ceteris paribus to 
a decline in the purchasing power of the monetary unit. Still the extent 
of this decrease in no way corresponds to the extent of the increase in 
the quantity of money. No fixed quantitative relationship can be estab-
lished between the changes in the quantity of money and those of the 
unit’s purchasing power.1 Hence, every manipulation of the monetary 
standard will lead to serious difficulties. Political controversies would 
arise not only over the “need” for a measure, but also over the degree of 
inflation or restriction, even after agreement had been reached on the 
purpose the measure was supposed to serve.

All this is sufficient to explain why proposals for establishing a ma-
nipulated standard have not been popular. It also explains—even if one 
disregards the way finance ministers have abused their authority—why 
credit money (commonly known as “paper money”) is considered “bad” 
money. Credit money is considered “bad money” precisely because it 
may be manipulated.

2. Multiple Commodity Standard

Proposals that a multiple commodity standard replace, or supplement, 
monetary standards based on the precious metals—in their role as stan-
dards of deferred payments—are by no means intended to create a ma-
nipulated money. They are not intended to change the precious metals 
standard itself nor its effect on value. They seek merely to provide a 
way to free all transactions involving future monetary payments from 

1. See The Theory of Money and Credit [(yale, 1953), pp. 139ff.; (Liberty Fund, 1981,)  
pp. 161ff.—Ed.].
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the effect of changes in the value of the monetary unit. It is easy to 
understand why these proposals were not put into practice. Relying as 
they do on the shaky foundation of index number calculations, which 
cannot be scientifically established, they would not have produced a 
stable standard of value for deferred payments. They would only have 
created a different standard with different changes in value from those 
under the gold metallic standard.

To some extent Fisher’s proposals parallel the early ideas of advo-
cates of a multiple commodity standard. These forerunners also tried 
to eliminate only the influence of the social effects of changes in mon-
etary value on the content of future monetary obligations. Like most 
Anglo-American students of this problem, as well as earlier advocates 
of a multiple commodity standard, Fisher took little notice of the fact 
that changes in the value of money have other social effects also.

Fisher, too, based his proposals entirely on index numbers. What 
seems to recommend his scheme, as compared with proposals for in-
troducing a “multiple standard,” is the fact that he does not use in-
dex numbers directly to determine changes in purchasing power over 
a long period of time. Rather he uses them primarily to understand 
changes taking place from month to month only. Many objections 
raised against the use of the index method for analyzing longer periods 
of time will perhaps appear less justified when considering only shorter 
periods. But there is no need to discuss this question here, for Fisher 
did not confine the application of his plan to short periods only. Also, 
even if adjustments are always made from month to month only, they 
were to be carried forward, on and on, until eventually calculations 
were being made, with the help of the index number, which extended 
over long periods of time. Because of the imperfection of the index 
number, these calculations would necessarily lead in time to errors of 
very considerable proportions.

3. Price Premium

Fisher’s most important contribution to monetary theory is the em-
phasis he gave to the previously little noted effect of changes in the 
value of money on the formation of the interest rate.2 Insofar as move-

2. Fisher, Irving. The Rate of Interest. New york, 1907, pp. 77ff.
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ments in the purchasing power of money can be foreseen, they find 
expression in the gross interest rate—not only as to the direction they 
will take but also as to their approximate magnitude. That portion 
of the gross interest rate which is demanded, and granted, in view of 
anticipated changes in purchasing power is known as the purchasing- 
power-change premium or price-change premium. In place of these 
clumsy expressions we shall use a shorter term—“price premium.” 
Without any further explanation, this terminology leads to an un-
derstanding of the fact that, given an anticipation of general price 
increases, the price premium is “positive,” thus raising the gross rate 
of interest. On the other hand, with an anticipation of general price 
decreases, the price premium becomes “negative” and so reduces the 
gross interest rate.

The individual businessman is not generally aware of the fact that 
monetary value is affected by changes from the side of money. Even if 
he were, the difficulties which hamper the formation of a halfway reli-
able judgment, as to the direction and extent of anticipated changes, 
are tremendous, if, not outright insurmountable. Consequently, mon-
etary units used in credit transactions are generally regarded rather na-
ively as being “stable” in value. So, with agreement as to conditions 
under which credit will be applied for and granted, a price premium is 
not generally considered in the calculation. This is practically always 
true, even for long-term credit. If opinion is shaken as to the “stability 
of value” of a certain kind of money, this money is not used at all in 
long-term credit transactions. Thus, in all nations using credit money, 
whose purchasing power fluctuated violently, long-term credit obliga-
tions were drawn up in gold, whose value was held to be “stable.”

However, because of obstinacy and pro-government bias, this course 
of action was not employed in Germany, nor in other countries during 
the recent inflation. Instead, the idea was conceived of making loans 
in terms of rye and potash. If there had been no hope at all of a later 
compensating revaluation of these loans, their price on the exchange 
in German marks, Austrian crowns and similarly inflated currencies 
would have been so high that a positive price premium corresponding 
to the magnitude of the anticipated further depreciation of these cur-
rencies would have been reflected in the actual interest payment.

The situation is different with respect to short-term credit transac-
tions. Every businessman estimates the price changes anticipated in 
the immediate future and guides himself accordingly in making sales 
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and purchases. If he expects an increase in prices, he will make pur-
chases and postpone sales. To secure the means for carrying out this 
plan, he will be ready to offer higher interest than otherwise. If he ex-
pects a drop in prices, then he will seek to sell and to refrain from 
purchasing. He will then be prepared to lend out, at a cheaper rate, 
the money made available as a result. Thus, the expectation of price 
increases leads to a positive price premium, that of price declines to a 
negative price premium.

To the extent that this process correctly anticipates the price move-
ments that actually result, with respect to short-term credit, it cannot 
very well be maintained that the content of contractual obligations 
is transformed by the change in the purchasing power of money in a 
way which was neither foreseen nor contemplated by the parties con-
cerned. Nor can it be maintained that, as a result, shifts take place in 
the wealth and income relationship between creditor and debtor. Con-
sequently, it is unnecessary, so far as short-term credit is concerned, to 
look for a more perfect standard of deferred payments.

Thus we are in a position to see that Fisher’s proposal actually offers 
no more than was offered by any previous plan for a multiple standard. 
In regard to the role of money as a standard of deferred payments, 
the verdict must be that, for long-term contracts, Fisher’s scheme is 
inadequate. For short-term commitments, it is both inadequate and 
superfluous.

4. Changes in Wealth and Income

However, the social consequences of changes in the value of money are 
not limited to altering the content of future monetary obligations. In 
addition to these social effects, which are generally the only ones dealt 
with in Anglo-American literature, there are still others. Changes in 
money prices never reach all commodities at the same time, and they 
do not affect the prices of the various goods to the same extent. Shifts 
in relationships between the demand for, and the quantity of, money 
for cash holdings generated by changes in the value of money from the 
money side do not appear simultaneously and uniformly throughout 
the entire economy. They must necessarily appear on the market at 
some definite point, affecting only one group in the economy at first, 
influencing only their judgments of value in the beginning and, as a 
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result, only the prices of commodities these particular persons are de-
manding. Only gradually does the change in the purchasing power of 
the monetary unit make its way throughout the entire economy.

For example, if the quantity of money increases, the additional new 
quantity of money must necessarily flow first of all into the hands of 
certain definite individuals—gold producers, for example, or, in the 
case of paper money inflation, the coffers of the government. It changes 
only their incomes and fortunes at first and, consequently, only their 
value judgments. Not all goods go up in price in the beginning, but 
only those goods which are demanded by these first beneficiaries of the 
inflation. Only later are prices of the remaining goods raised, as the in-
creased quantity of money progresses step by step throughout the land 
and eventually reaches every participant in the economy.3 But even 
then, when finally the upheaval of prices due to the new quantity of 
money has ended, the prices of all goods and services will not have in-
creased to the same extent. Precisely because the price increases have 
not affected all commodities at one time, shifts in the relationships in 
wealth and income are effected which affect the supply and demand of 
individual goods and services differently. Thus, these shifts must lead 
to a new orientation of the market and of market prices.

Suppose we ignore the consequences of changes in the value of 
money on future monetary obligations. Suppose further that changes 
in the purchasing power of money occur simultaneously and uniformly 
with respect to all commodities in the entire economy. Then, it be-
comes obvious that changes in the value of money would produce no 
changes in the wealth of the individual entrepreneurs. Changes in the 
value of the monetary unit would then have no more significance for 
them than changes in weights and measures or in the calendar.

It is only because changes in the purchasing power of money never 
affect all commodities everywhere simultaneously that they bring with 
them (in addition to their influence on debt transactions) still other 
shifts in wealth and income. The groups which produce and sell the 
commodities that go up in price first are benefited by the inflation, 
for they realize higher profits in the beginning and yet they can still 
buy the commodities they need at lower prices, reflecting the previous 
stock of money. So during the inflation of the World War [1914–1918], 

3. Gossen, Hermann Heinrich. Entwicklung der Gesetze des menschlichen Verkehrs und der 
daraus fliessenden Regeln für menschliches Handeln (new ed.). Berlin, 1889, p. 206.
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the producers of war materiel and the workers in war industries, who 
received the output of the printing presses earlier than other groups of 
people, benefited from the monetary depreciation. At the same time, 
those whose incomes remained nominally the same suffered from the 
inflation, as they were forced to compete in making purchases with 
those receiving war inflated incomes. The situation became especially 
clear in the case of government employees. There was no mistaking 
the fact that they were losers. Salary increases came to them too late. 
For some time they had to pay prices, already affected by the increase 
in the quantity of money, with money incomes related to previous 
conditions.

5. Uncompensatable Changes

In the case of foreign trade, it was just as easy to see the consequences 
of the fact that price changes of the various commodities did not take 
place simultaneously. The deterioration in the value of the monetary 
unit encourages exports because a part of the raw materials, semi-
produced factors of production and labor needed for the manufacture 
of export commodities, were procured at the old lower prices. At the 
same time the change in purchasing power, which for the time being 
has affected only a part of the domestically-produced commodities, has 
already had an influence on the rate of exchange on the Bourse. The 
result is that the exporter realizes a specific monetary gain.

The changes in purchasing power arising on the money side are 
considered disturbing not merely because of the transformation they 
bring about in the content of future monetary obligations. They are 
also upsetting because of the uneven timing of the price changes of 
the various goods and services. Can Fisher’s dollar of “stable value” 
eliminate these price changes?

In order to answer this question, it must be restated that Fisher’s pro-
posal does not eliminate changes in the value of the monetary unit. It 
attempts instead to compensate for these changes continuously—from 
month to month. Thus the consequences associated with the step-by-
step emergence of changes in purchasing power are not eliminated. 
Rather they materialize during the course of the month. Then, when 
the correction is made at the end of the month, the course of mon-
etary depreciation is still not ended. The adjustment calculated at 
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that time is based on the index number of the previous month when 
the full extent of that month’s monetary depreciation had not then 
been felt because all prices had not yet been affected. However, the 
prices of goods for which demand was forced up first by the additional  
quantity of money undoubtedly reached heights that may not be main-
tained later.

Whether or not these two deviations in prices correspond in such a 
way that their effects cancel each other out will depend on the specific 
data in each individual case. Consequently, the monetary depreciation 
will continue in the following month, even if no further increase in 
the quantity of money were to appear in that month. It would continue 
to go on until the process finally ended with a general increase in com-
modity prices, in terms of gold, and thus with an increase in the value 
of the gold dollar on the basis of the index number. The social conse-
quences of the uneven timing of price changes would, therefore, not 
be avoided because the unequal timing of the price changes of various 
commodities and services would not have been eliminated.4

So there is no need to go into more detail with respect to the techni-
cal difficulties that stand in the way of realizing Fisher’s Plan. Even 
if it could be put into operation successfully, it would not provide us 
with a monetary system that would leave the disposition of wealth and 
income undisturbed.

4. See also my critique of Fisher’s proposal in The Theory of Money and Credit [(yale, 1953),  
pp. 399ff.; (Liberty Fund, 1981), pp. 438ff.—Ed.].
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VI

Goods-induced and Cash-induced 
Changes in the Purchasing Power of  
the Monetary Unit

1. The Inherent Instability of Market Ratios

Changes in the exchange ratios between money and the various other 
commodities may originate either from the money side or from the 
commodity side of the transaction. Stabilization policy does not aim 
only at eliminating changes arising on the side of money. It also seeks 
to prevent all future price changes, even if this is not always clearly 
expressed and may sometimes be disputed.

It is not necessary for our purposes to go any further into the market 
phenomena which an increase or decrease in commodities must set in 
motion if the quantity of money remains unchanged.1 It is sufficient to 
point out that, in addition to changes in the exchange ratios among in-
dividual commodities, shifts would also appear in the exchange ratios 
between money and the majority of the other commodities in the mar-
ket. A decrease in the quantity of other commodities would weaken the 
purchasing power of the monetary unit. An increase would enhance it. 
It should be noted, however, that the social adjustments which must re-
sult from these changes in the quantity of other commodities will lead 
to a reorganization in the demand for money and hence cash holdings. 
These shifts can occur in such a way as to counteract the immedi-
ate effect of the change in the quantity of goods on the purchasing 
power of the monetary unit. Still, for the time being we may ignore 
this situation.

The goal of all stabilization proposals, as we have seen, is to maintain 

1. Whether this is considered a change of purchasing power from the money side or from the 
commodity side is purely a matter of terminology.
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unchanged the original content of future monetary obligations. Credi-
tors and debtors should neither gain nor lose in purchasing power. This 
is assumed to be “just.” Of course, what is “just” or “unjust” cannot be 
scientifically determined. That is a question of ultimate purpose and 
ethical judgment. It is not a question of fact.

It is impossible to know just why the advocates of purchasing power 
stabilization see as “just” only the maintenance of an unchanged pur-
chasing power for future monetary obligations. However, it is easy to 
understand that they do not want to permit either debtor or creditor to 
gain or lose. They want contractual liabilities to continue in force as 
little altered as possible in the midst of the constantly changing world 
economy. They want to transplant contractual liabilities out of the flow 
of events, so to speak, and into a timeless existence.

Now let us see what this means. Imagine that all production has 
become more fruitful. Goods flow more abundantly than ever before. 
Where only one unit was available for consumption before, there are 
now two. Since the quantity of money has not been increased, the pur-
chasing power of the monetary unit has risen and with one monetary 
unit it is possible to buy, let us say, one and a half times as much mer-
chandise as before. Whether this actually means, if no “stabilization 
policy” is attempted, that the debtor now has a disadvantage and the 
creditor an advantage is not immediately clear.

If you look at the situation from the viewpoint of the prices of the 
factors of production, it is easy to see why this is the case. For the debtor 
could use the borrowed sum to buy at lower prices factors of produc-
tion whose output has not gone up; or if their output has gone up, 
their prices have not risen correspondingly. It might now be possible 
to buy for less money factors of production with a productive capacity 
comparable to that of the factors of production one could have bought 
with the borrowed money at the time of the loan. There is no point in 
exploring the uncertainties of theories which do not take into consid-
eration the influence that ensuing changes exert on entrepreneurial 
profit, interest and rent.

However, if we consider changes in real income due to increased 
production, it becomes evident that the situation may be viewed very 
differently from the way it appears to those who favor “stabilization.” 
If the creditor gets back the same nominal sum, he can obviously buy 
more goods. Still, his economic situation is not improved as a result. He 
is not benefited relative to the general increase of real income which 
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has taken place. If the multiple commodity standard were to reduce 
in part the nominal debt, his economic situation would be worsened. 
He would be deprived of something that, in his view, in all fairness be-
longed to him. Under a multiple commodity standard, interest payable 
over time, life annuities, subsistence allowances, pensions, and the like 
would be increased or decreased according to the index number. Thus, 
these considerations cannot be summarily dismissed as irrelevant from 
the viewpoint of consumers.

We find, on the one hand, that neither the multiple commodity 
standard nor Irving Fisher’s specific proposal is capable of eliminating 
the economic concomitants of changes in the value of the monetary 
unit due to the unequal timing in appearance and the irregularity in 
size of price changes. On the other hand, we see that these proposals 
seek to eliminate the repercussions on the content of debt agreements, 
circumstances permitting, in such a way as to cause definite shifts in 
wealth and income relations, shifts which appear obviously “unjust,” 
at least to those on whom their burden falls. The “justice” of these 
proposed reforms, therefore, is somewhat more doubtful than their ad-
vocates are inclined to assume.

2. The Misplaced Partiality to Debtors

It is certainly regrettable that this worthy goal cannot be attained, at 
least not by this particular route. These and similar efforts are usually 
acknowledged with sympathy by many who recognize their fallacy and 
their unworkability. This sympathy is based ultimately on the intellec-
tual and physical inclination of men to be both lazy and resistant to 
change at the same time. Surely everyone wants to see his situation 
improved with respect to his supply of goods and the satisfaction of 
his wants. Surely everyone hopes for changes which would make him 
richer. Many circumstances make it appear that the old and the tradi-
tional, being familiar, are preferable to the new. Such circumstances 
would include distrust of the individual’s own powers and abilities, 
aversion to being forced to adapt in thought and action to new situa-
tions and, finally, the knowledge that one is no longer able, in advanced 
years of life, to meet his obligations with the vitality of youth.

Certainly, something new is welcomed and gratefully accepted, if the 
something new is beneficial to the individual’s welfare. However, any 
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change which brings disadvantages or merely appears to bring them, 
whether or not the change is to blame, is considered “unjust.” Those 
favored by the new state of affairs through no special merit on their 
part quietly accept the increased prosperity as a matter of course and 
even as something already long due. Those hurt by the change, how-
ever, complain vociferously. From such observations, there developed 
the concepts of a “just price” and a “just wage.” Whoever fails to keep 
up with the times and is unable to comply with its demands becomes 
a eulogist of the past and an advocate of the status quo. However, the 
ideal of stability, of the stationary economy, is directly opposed to that 
of continual progress.

For some time popular opinion has been in sympathy with the 
debtor. The picture of the rich creditor, demanding payment from the 
poor debtor, and the vindictive teachings of moralists dominate popu-
lar thinking on indebtedness. A byproduct of this is to be found in the 
contrast, made by the contemporaries of the Classical School and their 
followers, between the “idle rich” and the “industrious poor.” How-
ever, with the development of bonds and savings deposits, and with the 
decline of small-scale enterprise and the rise of big business, a rever-
sal of the former situation took place. It then became possible for the 
masses, with their increasing prosperity, to become creditors. The “rich 
man” is no longer the typical creditor, nor the “poor man” the typical 
debtor. In many cases, perhaps even in the majority of cases, the rela-
tionship is completely reversed. Today, except in the lands of farmers 
and small property owners, the debtor viewpoint is no longer that of 
the masses. Consequently it is also no longer the view of the political 
demagogues.2 Once upon a time inflation may have found its strongest 
support among the masses, who were burdened with debts. But the 
situation is now very different. A policy of monetary restriction would 
not be unwelcome among the masses today, for they would hope to 
reap a sure gain from it as creditors. They would expect the decline in 
their wages and salaries to lag behind, or at any rate not to exceed, the 
drop in commodity prices.

It is understandable, therefore, that proposals for the creation of a 
“stable value” standard of deferred payments, almost completely forgot-
ten in the years when commodity prices were declining, have been re-

2. [Since this was written almost every government has become the largest borrower in its re-
spective country. Thus today’s government officials are inclined to the debtor’s viewpoint, favor-
ing low interest rates to keep down government interest payments.—Ed.]
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vived again in the twentieth century. Proposals of this kind are always 
primarily intended for the prevention of losses to creditors, hardly ever 
to safeguard jeopardized debtor interests. They cropped up in England 
when she was the great world banker. They turned up again in the 
United States at the moment when she started to become a creditor na-
tion instead of a land of debtors, and they became quite popular there 
when America became the great world creditor.

Many signs seem to indicate that the period of monetary deprecia-
tion is coming to an end. Should this actually be the case, then the 
appeal which the idea of a manipulated standard now enjoys among 
creditor nations also would abate.
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VII

The Goal of Monetary Policy

1. Liberalism and the Gold Standard

Monetary policy of the preliberal era was either crude coin debase-
ment, for the benefit of financial administration (only rarely intended 
as Seisachtheia,1 i.e., to nullify outstanding debts), or still more crude 
paper money inflation. However, in addition to, sometimes even in-
stead of, its fiscal goal, the driving motive behind paper money infla-
tion very soon became the desire to favor the debtor at the expense of 
the creditor.

In opposing the depreciated paper standard, liberalism frequently 
took the position that after an inflation the value of paper money 
should be raised, through contraction, to its former parity with me-
tallic money. It was only when men had learned that such a policy 
could not undo or reverse the “unfair” changes in wealth and income 
brought about by the previous inflationary period and that an increase 
in the purchasing power per unit [by contraction or deflation] also 
brings other unwanted shifts of wealth and income, that the demand 
for return to a metallic standard at the debased monetary unit’s current 
parity gradually replaced the demand for restoration at the old parity.

In opposing a single precious metal standard, monetary policy ex-
hausted itself in the fruitless attempt to make bimetallism an actuality. 
The results which must follow the establishment of a legal exchange 
ratio between the two precious metals, gold and silver, have long been 
known, even before Classical economics developed an understanding 
of the regularity of market phenomena. Again and again Gresham’s 

1. [According to Mises, Seisachtheia (Greek) was a term used in the seventh century b. c. to 
mean “shaking off of burdens.” It described measures enacted to cancel in full or in part public 
and private debts; creditors then had to bear any loss, except to the extent that they might be 
indemnified by the government.—Ed.]
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Law, which applied the general theory of price controls to the special 
case of money, demonstrated its validity. Eventually, efforts were aban-
doned to reach the ideal of a bimetallic standard. The next goal then 
became to free international trade, which was growing more and more 
important, from the effects of fluctuations in the ratio between the 
prices of the gold standard and the suppression of the alternating [bi-
metallic] and silver standards. Gold then became the world’s money.

With the attainment of gold monometallism, liberals believed the 
goal of monetary policy had been reached. (The fact that they con-
sidered it necessary to supplement monetary policy through banking 
policy will be examined later in considerable detail.) The value of gold 
was then independent of any direct manipulation by governments, 
political policies, public opinion or parliaments. So long as the gold 
standard was maintained, there was no need to fear severe price dis-
turbances from the side of money. The adherents of the gold standard 
wanted no more than this, even though it was not clear to them at first 
that this was all that could be attained.

2. “Pure” Gold Standard Disregarded

We have seen how the purchasing power of gold has continuously de-
clined since the turn of the century. That was not, as frequently main-
tained, simply the consequence of increased gold production. There is 
no way to know whether the increased production of gold would have 
been sufficient to satisfy the increased demand for money without in-
creasing its purchasing power, if monetary policy had not intervened 
as it did. The gold exchange and flexible standards were adopted in a 
number of countries, not the “pure” gold standard as its advocates had 
expected. “Pure” gold standard countries embraced measures which 
were thought to be, and actually were, steps toward the exchange stan-
dard. Finally, since 1914, gold has been withdrawn from actual circula-
tion almost everywhere. It is primarily due to these measures that gold 
declined in value, thus generating the current debate on monetary 
policy.

The fault found with the gold standard today is not, therefore, due to 
the gold standard itself. Rather, it is the result of a policy which delib-
erately seeks to undermine the gold standard in order to lower the costs 
of using money and especially to obtain “cheap money,” i.e., lower in-
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terest rates for loans. Obviously, this policy cannot attain the goal it 
sets for itself. It must eventually bring not low interest on loans but 
rather price increases and distortion of economic development. In view 
of this, then, isn’t it simply enough to abandon all attempts to use tricks 
of banking and monetary policy to lower interest rates, to reduce the 
costs of using and circulating money and to satisfy “needs” by promot-
ing paper inflation?

The “pure” gold standard formed the foundation of the monetary 
system in the most important countries of Europe and America, as well 
as in Australia. This system remained in force until the outbreak of 
the World War [1914]. In the literature on the subject, it was also con-
sidered the ideal monetary policy until very recently. yet the champi-
ons of this “pure” gold standard undoubtedly paid too little attention to 
changes in the purchasing power of monetary gold originating on the 
side of money. They scarcely noted the problem of the “stabilization” 
of the purchasing power of money, very likely considering it completely 
impractical. Today we may pride ourselves on having grasped the basic 
questions of price and monetary theory more thoroughly and on hav-
ing discarded many of the concepts which dominated works on mon-
etary policy of the recent past. However, precisely because we believe 
we have a better understanding of the problem of value today, we can 
no longer consider acceptable the proposals to construct a monetary 
system based on index numbers.

3. The Index Standard

It is characteristic of current political thinking to welcome every sug-
gestion which aims at enlarging the influence of government. If the 
Fisher and Keynes proposals2 are approved on the grounds that they 
are intended to use government to make the formation of monetary 
value directly subservient to certain economic and political ends, this 
is understandable. However, anyone who approves of the index stan-
dard because he wants to see purchasing power “stabilized” will find 
himself in serious error.

Abandoning the pursuit of the chimera of a money of unchanging 
purchasing power calls for neither resignation nor disregard of the so-

2. [See above, p. 61, n. 3—Ed.]
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cial consequences of changes in monetary value. The necessary con-
clusion from this discussion is that stability of the purchasing power of 
the monetary unit presumes stability of all exchange relationships and, 
therefore, the absolute abandonment of the market economy.

The question has been raised again and again: What will happen 
if, as a result of a technological revolution, gold production should in-
crease to such an extent as to make further adherence to the gold stan-
dard impossible? A changeover to the index standard must follow then, 
it is asserted, so that it would only be expedient to make this change 
voluntarily now. However, it is futile to deal with monetary problems 
today which may or may not arise in the future. We do not know un-
der what conditions steps will have to be taken toward solving them. 
It could be that, under certain circumstances, the solution may be to 
adopt a system based on an index number. However, this would appear 
doubtful. Even so, an index standard would hardly be a more suitable 
monetary standard than the one we now have. In spite of all its defects, 
the gold standard is a useful and not inexpedient standard.
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• Part II

Cyclical Policy to Eliminate  
Economic Fluctuations
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I

Stabilization of the Purchasing Power of 
the Monetary Unit and Elimination of  
the Trade Cycle

1. Currency School’s Contribution

“Stabilization” of the purchasing power of the monetary unit would 
also lead, at the same time, to the ideal of an economy without any 
changes. In the stationary economy there would be no “ups” and 
“downs” of business. Then, the sequence of events would flow smoothly 
and steadily. Then, no unforeseen event would interrupt the provision-
ing of goods. Then, the acting individual would experience no disil-
lusionment because events did not develop as he had assumed in plan-
ning his affairs to meet future demands.

First, we have seen that this ideal cannot be realized. Secondly, we 
have seen that this ideal is generally proposed as a goal only because 
the problems involved in the formation of purchasing power have not 
been thought through completely. Finally, we have seen that even if a 
stationary economy could actually be realized, it would certainly not 
accomplish what had been expected. yet neither these facts nor the 
limiting of monetary policy to the maintenance of a “pure” gold stan-
dard means that the political slogan, “Eliminate the business cycle,” is 
without value.

It is true that some authors who dealt with these problems had a 
rather vague idea that the “stabilization of the price level” was the way 
to attain the goals they set for cyclical policy. yet cyclical policy was not 
completely spent on fruitless attempts to fix the purchasing power of 
money. Witness the fact that steps were undertaken to curb the boom 
through banking policy, and thus to prevent the decline, which inevita-
bly follows the upswing, from going as far as it would if matters were al-
lowed to run their course. These efforts—undertaken with enthusiasm 
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at a time when people did not realize that anything like stabilization 
of monetary value would ever be conceived of and sought after—led to 
measures that had far-reaching consequences.

We should not forget for a moment the contribution which the Cur-
rency School made to the clarification of our problem. Not only did it 
contribute theoretically and scientifically but it contributed also to prac-
tical policy. The recent theoretical treatment of the problem—in the 
study of events and statistical data and in politics—rests entirely on the 
accomplishments of the Currency School. We have not surpassed Lord 
Overstone1 so far as to be justified in disparaging his achievement.

Many modern students of cyclical movements are contemptuous of 
theory—not only of this or that theory but of all theories—and profess 
to let the facts speak for themselves. The delusion that theory must be 
distilled from the results of an impartial investigation of facts is more 
popular in cyclical theory than in any other field of economics. yet, 
nowhere else is it clearer that there can be no understanding of the 
facts without theory.

Certainly it is no longer necessary to expose once more the errors 
in logic of the Historical-Empirical-Realistic approach to the “social 
sciences.” Only recently has this task been most thoroughly under-
taken once more by competent scholars. Nevertheless, we continually 
encounter attempts to deal with the business cycle problem while pre-
sumably rejecting theory.

In taking this approach one falls prey to a delusion which is incom-
prehensible. It is assumed that data on economic fluctuations are given 
clearly, directly and in a way that cannot be disputed. Thus it remains 
for science merely to interpret these fluctuations—and for the art of 
politics simply to find ways and means to eliminate them.

2. Early Trade Cycle Theories

All business establishments do well at times and badly at others. There 
are times when the entrepreneur sees his profits increase daily more 
than he had anticipated and when, emboldened by these “windfalls,” 
he proceeds to expand his operations. Then, due to an abrupt change 

1. [Lord Samuel Jones Loyd Overstone (1796–1883), an early opponent of inconvertible paper 
money and a leading proponent of the principles of Peel’s Act of 1844 limiting the use of bank-
notes, intended to eliminate business cycles.—Ed.]
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in conditions, severe disillusionment follows this upswing, serious 
losses materialize, long established firms collapse, until widespread 
pessimism sets in which may frequently last for years. Such were the 
experiences which had already been forced on the attention of the 
businessman in capitalistic economies, long before discussions of  
the crisis problem began to appear in the literature. The sudden turn 
from the very sharp rise in prosperity—at least what appeared to be 
prosperity—to a very severe drop in profit opportunities was too con-
spicuous not to attract general attention. Even those who wanted to 
have nothing to do with the business world’s “worship of filthy lucre” 
could not ignore the fact that people who were, or had been consid-
ered, rich yesterday were suddenly reduced to poverty, that factories 
were shut down, that construction projects were left uncompleted, and 
that workers could not find work. Naturally, nothing concerned the 
businessman more intimately than this very problem.

If an entrepreneur is asked what is going on here—leaving aside 
changes in the prices of individual commodities due to recognizable 
causes—he may very well reply that at times the entire “price level” 
tends upward and then at other times it tends downward. For inexpli-
cable reasons, he would say, conditions arise under which it is impos-
sible to dispose of all commodities, or almost all commodities, except 
at a loss. And what is most curious is that these depressing times always 
come when least expected, just when all business had been improving 
for some time so that people finally believed that a new age of steady 
and rapid progress was emerging.

Eventually, it must have become obvious to the more keenly think-
ing businessman that the genesis of the crisis should be sought in the 
preceding boom. The scientific investigator, whose view is naturally 
focused on the longer period, soon realized that economic upswings 
and downturns alternated with seeming regularity. Once this was es-
tablished, the problem was halfway exposed and scientists began to ask 
questions as to how this apparent regularity might be explained and 
understood.

Theoretical analysis was able to reject, as completely false, two at-
tempts to explain the crisis—the theories of general overproduction 
and of underconsumption. These two doctrines have disappeared from 
serious scientific discussion. They persist today only outside the realm 
of science—the theory of general overproduction, among the ideas held 
by the average citizen; and the underconsumption theory, in Marxist 
literature.
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It was not so easy to criticize a third group of attempted explana-
tions, those which sought to trace economic fluctuations back to pe-
riodical changes in natural phenomena affecting agricultural produc-
tion. These doctrines cannot be reached by theoretical inquiry alone. 
Conceivably such events may occur and reoccur at regular intervals. 
Whether this actually is the case can be shown only by attempts to 
verify the theory through observation. So far, however, none of these 
“weather theories” 2 has successfully passed this test.

A whole series of a very different sort of attempts to explain the crisis 
are based on a definite irregularity in the psychological and intellec-
tual talents of people. This irregularity is expressed in the economy by 
a change from confidence over the future, which inspires the boom, 
to despondency, which leads to the crisis and to stagnation of business. 
Or else this irregularity appears as a shift from boldly striking out in 
new directions to quietly following along already well-worn paths.

What should be pointed out about these doctrines and about the 
many other similar theories based on psychological variations is, first 
of all, that they do not explain. They merely pose the problem in a 
different way. They are not able to trace the change in business con-
ditions back to a previously established and identified phenomenon. 
From the periodical fluctuations in psychological and intellectual data 
alone, without any further observation concerning the field of labor in 
the social or other sciences, we learn that such economic shifts as these 
may also be conceived of in a different way. So long as the course of 
such changes appears plausible only because of economic fluctuations 
between boom and bust, psychological and other related theories of 
the crisis amount to no more than tracing one unknown factor back to 
something else equally unknown.

3. The Circulation Credit Theory

Of all the theories of the trade cycle, only one has achieved and re-
tained the rank of a fully-developed economic doctrine. That is the 
theory advanced by the Currency School, the theory which traces the 
cause of changes in business conditions to the phenomenon of circula-

2. Regarding the theories of Wm. Stanley Jevons, Henry L. Moore and Wm. Beveridge, see 
Wesley Clair Mitchell’s Business Cycles, New york: National Bureau of Economic Research, 
1927, pp. 12ff.
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tion credit. All other theories of the crisis, even when they try to differ 
in other respects from the line of reasoning adopted by the Currency 
School, return again and again to follow in its footsteps. Thus, our at-
tention is constantly being directed to observations which seem to cor-
roborate the Currency School’s interpretation.

In fact, it may be said that the Circulation Credit Theory of the 
Trade Cycle3 is now accepted by all writers in the field and that the 
other theories advanced today aim only at explaining why the volume 
of circulation credit granted by the banks varies from time to time. All 
attempts to study the course of business fluctuations empirically and 
statistically, as well as all efforts to influence the shape of changes in 
business conditions by political action, are based on the Circulation 
Credit Theory of the Trade Cycle.

To show that an investigation of business cycles is not dealing with 
an imaginary problem, it is necessary to formulate a cycle theory that 
recognizes a cyclical regularity of changes in business conditions. If 
we could not find a satisfactory theory of cyclical changes, then the 
question would remain as to whether or not each individual crisis arose 
from a special cause which we would have to track down first. Origi-
nally, economics approached the problem of the crisis by trying to trace 
all crises back to specific “visible” and “spectacular” causes such as war, 
cataclysms of nature, adjustments to new economic data—for example, 
changes in consumption and technology, or the discovery of easier and 
more favorable methods of production. Crises which could not be ex-
plained in this way became the specific “problem of the crisis.”

Neither the fact that unexplained crises still recur again and again 
nor the fact that they are always preceded by a distinct boom period is 
sufficient to prove with certainty that the problem to be dealt with is a 
unique phenomenon originating from one specific cause. Recurrences 
do not appear at regular intervals. And it is not hard to believe that the 
more a crisis contrasts with conditions in the immediately preceding 
period, the more severe it is considered to be. It might be assumed, 
therefore, that there is no specific “problem of the crisis” at all, and 
that the still unexplained crises must be explained by various special 
causes somewhat like the “crisis” which central European agriculture 
has faced since the rise of competition from the tilling of richer soil 

3. As mentioned above, the most commonly used name for this theory is the “Monetary The-
ory.” For a number of reasons the designation “Circulation Credit Theory” is preferable.
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in eastern Europe and overseas, or the “crisis” of the European cotton 
industry at the time of the American Civil War. What is true of the 
crisis can also be applied to the boom. Here again, instead of seeking 
a general boom theory we could look for special causes for each indi-
vidual boom.

Neither the connection between boom and bust nor the cyclical 
change of business conditions is a fact that can be established indepen-
dent of theory. Only theory, business cycle theory, permits us to detect 
the wavy outline of a cycle in the tangled confusion of events.4

4. If expressions such as cycle, wave, etc., are used in business cycle theory, they are merely il-
lustrations to simplify the presentation. One cannot and should not expect more from a simile 
which, as such, must always fall short of reality.
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II

Circulation Credit Theory

1. The Banking School Fallacy

If notes are issued by the banks, or if bank deposits subject to check or 
other claim are opened, in excess of the amount of money kept in the 
vaults as cover, the effect on prices is similar to that obtained by an in-
crease in the quantity of money. Since these fiduciary media, as notes 
and bank deposits not backed by metal are called, render the service of 
money as safe and generally accepted, payable on demand monetary 
claims, they may be used as money in all transactions. On that ac-
count, they are genuine money substitutes. Since they are in excess of 
the given total quantity of money in the narrower sense, they represent 
an increase in the quantity of money in the broader sense.

The practical significance of these undisputed and indisputable 
conclusions in the formation of prices is denied by the Banking School 
with its contention that the issue of such fiduciary media is strictly lim-
ited by the demand for money in the economy. The Banking School 
doctrine maintains that if fiduciary media are issued by the banks only 
to discount short-term commodity bills, then no more would come into 
circulation than were “needed” to liquidate the transactions. Accord-
ing to this doctrine, bank management could exert no influence on the 
volume of the commodity transactions activated. Purchases and sales 
from which short-term commodity bills originate would, by this very 
transaction, already have brought into existence paper credit which 
can be used, through further negotiation, for the exchange of goods 
and services. If the bank discounts the bill and, let us say, issues notes 
against it, that is, according to the Banking School, a neutral transac-
tion as far as the market is concerned. Nothing more is involved than 
replacing one instrument which is technically less suitable for circula-
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tion, the bill of exchange, with a more suitable one, the note. Thus, 
according to this School, the effect of the issue of notes need not be to 
increase the quantity of money in circulation. If the bill of exchange 
is retired at maturity, then notes would flow back to the bank and new 
notes could enter circulation again only when new commodity bills 
came into being once more as a result of new business.

The weak link in this well-known line of reasoning lies in the as-
sertion that the volume of transactions completed, as sales and pur-
chases from which commodity bills can derive, is independent of the 
behavior of the banks. If the banks discount at a lower, rather than at a 
higher, interest rate, then more loans are made. Enterprises which are 
unprofitable at 5%, and hence are not undertaken, may be profitable 
at 4%. Therefore, by lowering the interest rate they charge, banks can 
intensify the demand for credit. Then, by satisfying this demand, they 
can increase the quantity of fiduciary media in circulation. Once this 
is recognized, the Banking Theory’s only argument, that prices are not 
influenced by the issue of fiduciary media, collapses.

One must be careful not to speak simply of the effects of credit in 
general on prices, but to specify clearly the effects of “increased credit” 
or “credit expansion.” A sharp distinction must be made between  
(1) credit which a bank grants by lending its own funds or funds placed 
at its disposal by depositors, which we call “commodity credit,” and  
(2) that which is granted by the creation of fiduciary media, i.e., notes 
and deposits not covered by money, which we call “circulation credit.” 1 
It is only through the granting of circulation credit that the prices of all 
commodities and services are directly affected.

If the banks grant circulation credit by discounting a three month 
bill of exchange, they exchange a future good—a claim payable in 
three months—for a present good that they produce out of nothing. 
It is not correct, therefore, to maintain that it is immaterial whether 
the bill of exchange is discounted by a bank of issue or whether it re-
mains in circulation, passing from hand to hand. Whoever takes the 
bill of exchange in trade can do so only if he has the resources. But 
the bank of issue discounts by creating the necessary funds and put-
ting them into circulation. To be sure, the fiduciary media flow back 
again to the bank at expiration of the note. If the bank does not give 

1. [For further explanation of the distinction between “commodity credit” and “circulation 
credit” see mises’s 1946 essay “The Trade Cycle and Credit Expansion,” reprinted below,  
pp. 187ff., especially pp. 191–192.—Ed.]
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the fiduciary media out again, precisely the same consequences appear 
as those which come from a decrease in the quantity of money in its 
broader sense.

2. Early Effects of Credit Expansion

The fact that in the regular course of banking operations the banks 
issue fiduciary media only as loans to producers and merchants means 
that they are not used directly for purposes of consumption.2 Rather, 
these fiduciary media are used first of all for production, that is to buy 
factors of production and pay wages. The first prices to rise, therefore, 
as a result of an increase of the quantity of money in the broader sense, 
caused by the issue of such fiduciary media, are those of raw materials, 
semi-manufactured products, other goods of higher orders, and wage 
rates. Only later do the prices of goods of the first order [consumers’ 
goods] follow. Changes in the purchasing power of a monetary unit, 
brought about by the issue of fiduciary media, follow a different path 
and have different accompanying social side effects from those pro-
duced by a new discovery of precious metals or by the issue of paper 
money. Still in the last analysis, the effect on prices is similar in both 
instances.

Changes in the purchasing power of the monetary unit do not di-
rectly affect the height of the rate of interest. An indirect influence on 
the height of the interest rate can take place as a result of the fact that 
shifts in wealth and income relationships, appearing as a result of the 
change in the value of the monetary unit, influence savings and, thus, 
the accumulation of capital. If a depreciation of the monetary unit fa-
vors the wealthier members of society at the expense of the poorer, its 
effect will probably be an increase in capital accumulation since the 
well-to-do are the more important savers. The more they put aside, the 
more their incomes and fortunes will grow.

If monetary depreciation is brought about by an issue of fiduciary 
media, and if wage rates do not promptly follow the increase in com-
modity prices, then the decline in purchasing power will certainly 
make this effect much more severe. This is the “forced savings” which 

2. [In 1928, when this paper was written, fiduciary media were issued only by discounting what 
Mises called commodity bills, or short-term ninety days or less) bills of exchange endorsed by a 
buyer and a seller and constituting a lien on the goods sold.—Ed.]



108 • monetary stabilization and cyclical policy

S
N
L
108

is quite properly stressed in recent literature.3 However, three things 
should not be forgotten. First, it always depends upon the data of the 
particular case whether shifts of wealth and income, which lead to 
increased saving, are actually set in motion. Secondly, under circum-
stances which need not be discussed further here, by falsifying eco-
nomic calculation, based on monetary bookkeeping calculations, a 
very substantial devaluation can lead to capital consumption (such a 
situation did take place temporarily during the recent inflationary pe-
riod). Thirdly, as advocates of inflation through credit expansion should 
observe, any legislative measure which transfers resources to the “rich” 
at the expense of the “poor” will also foster capital formation.

Eventually, the issue of fiduciary media in such manner can also lead 
to increased capital accumulation within narrow limits and, hence, to 
a further reduction of the interest rate. In the beginning, however, an 
immediate and direct decrease in the loan rate appears with the is-
sue of fiduciary media, but this immediate decrease in the loan rate 
is distinct in character and degree from the later reduction. The new 
funds offered on the money market by the banks must obviously bring 
pressure to bear on the rate of interest. The supply and demand for 
loan money were adjusted at the interest rate prevailing before the is-
sue of any additional supply of fiduciary media. Additional loans can 
be placed only if the interest rate is lowered. Such loans are profitable 
for the banks because the increase in the supply of fiduciary media 
calls for no expenditure except for the mechanical costs of banking 
(i.e., printing the notes and bookkeeping). The banks can, therefore, 
undercut the interest rates which would otherwise appear on the loan 
market, in the absence of their intervention. Since competition from 
them compels other money lenders to lower their interest charges, the 
market interest rate must therefore decline. But can this reduction be 
maintained? That is the problem.

3. Albert Hahn and Joseph Schumpeter have given me credit for the expression “forced sav-
ings” or “compulsory savings.” See Hahn’s article on “Credit” in Handwörterbuch der Staatswis-
senschaften (4th ed., Vol. V, p. 951) and Schumpeter’s The Theory of Economic Development 
(2nd German language ed., 1926; [English trans., Harvard Univ. Press, 1934, p. 109n.]). To be 
sure, I described the phenomenon in 1912 in the first German language edition of The Theory 
of Money and Credit [see English translation (yale, 1953), pp. 208ff. and 347ff., (Liberty Fund, 
1981), pp. 238ff., 368ff.]. However, I do not believe the expression itself was actually used there. 
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3. Inevitable Effects of Credit Expansion on Interest Rates

In conformity with Wicksell’s terminology, we shall use “natural inter-
est rate” to describe that interest rate which would be established by 
supply and demand if real goods were loaned in natura [directly, as in 
barter] without the intermediary of money. “Money rate of interest” 
will be used for that interest rate asked on loans made in money or 
money substitutes. Through continued expansion of fiduciary media, it 
is possible for the banks to force the money rate down to the actual cost 
of the banking operations, practically speaking that is almost to zero. 
As a result, several authors have concluded that interest could be com-
pletely abolished in this way. Whole schools of reformers have wanted 
to use banking policy to make credit gratuitous and thus to solve the 
“social question.” No reasoning person today, however, believes that in-
terest can ever be abolished, nor doubts but what, if the “money interest 
rate” is depressed by the expansion of fiduciary media, it must sooner 
or later revert once again to the “natural interest rate.” The question is 
only how this inevitable adjustment takes place. The answer to this will 
explain at the same time the fluctuations of the business cycle.

The Currency Theory limited the problem too much. It only con-
sidered the situation that was of practical significance for the England 
of its time—that is, when the issue of fiduciary media is increased in 
one country while remaining unchanged in others. Under these as-
sumptions, the situation is quite clear: General price increases at 
home; hence an increase in imports, a drop in commodity exports; and 
with this, as notes can circulate only within the country, an outflow 
of metallic money. To obtain metallic money for export, holders of 
notes present them for redemption; the metallic reserves of the banks 
decline; and consideration for their own solvency then forces them to 
restrict the credit offered.

That is the instant at which the business upswing, brought about by 
the availability of easy credit, is demonstrated to be illusory prosper-
ity. An abrupt reaction sets in. The “money rate of interest” shoots up; 
enterprises from which credit is withdrawn collapse and sweep along 
with them the banks which are their creditors. A long persisting period 
of business stagnation now follows. The banks, warned by this experi-
ence into observing restraint, not only no longer underbid the “natural 
interest rate” but exercise extreme caution in granting credit.
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4. The Price Premium

In order to complete this interpretation, we must, first of all, consider 
the price premium. As the banks start to expand the circulation credit, 
the anticipated upward movement of prices results in the appearance 
of a positive price premium. Even if the banks do not lower the actual 
interest rate any more, the gap widens between the “money interest 
rate” and the “natural interest rate” which would prevail in the absence 
of their intervention. Since loan money is now cheaper to acquire than 
circumstances warrant, entrepreneurial ambitions expand.

New businesses are started in the expectation that the necessary cap-
ital can be secured by obtaining credit. To be sure, in the face of grow-
ing demand, the banks now raise the “money interest rate.” Still they 
do not discontinue granting further credit. They expand the supply of 
fiduciary media issued, with the result that the purchasing power of the 
monetary unit must decline still further. Certainly the actual “money 
interest rate” increases during the boom, but it continues to lag behind 
the rate which would conform to the market, i.e., the “natural interest 
rate” augmented by the positive price premium.

So long as this situation prevails, the upswing continues. Inventories 
of goods are readily sold. Prices and profits rise. Business enterprises 
are overwhelmed with orders because everyone anticipates further 
price increases and workers find employment at increasing wage rates. 
However, this situation cannot last forever!

5. Malinvestment of Available Capital Goods

The “natural interest rate” is established at that height which tends to-
ward equilibrium on the market. The tendency is toward a condition 
where no capital goods are idle, no opportunities for starting profit-
able enterprises remain unexploited and the only projects not under-
taken are those which no longer yield a profit at the prevailing “natural 
interest rate.” Assume, however, that the equilibrium, toward which 
the market is moving, is disturbed by the interference of the banks. 
Money may be obtained below the “natural interest rate.” As a result 
businesses may be started which weren’t profitable before, and which 
become profitable only through the lower than “natural interest rate” 
which appears with the expansion of circulation credit.
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Here again, we see the difference which exists between a drop in 
purchasing power, caused by the expansion of circulation credit, and 
a loss of purchasing power, brought about by an increase in the quan-
tity of money. In the latter case [i.e., with an increase in the quantity 
of money in the narrower sense] the prices first affected are either (1) 
those of consumers’ goods only or (2) the prices of both consumers’ 
and producers’ goods. Which it will be depends on whether those first 
receiving the new quantities of money use this new wealth for con-
sumption or production. However, if the decrease in purchasing power 
is caused by an increase in bank created fiduciary media, then it is the 
prices of producers’ goods which are first affected. The prices of con-
sumers’ goods follow only to the extent that wages and profits rise.

Since it always requires some time for the market to reach full “equi-
librium,” the “static” or “natural” 4 prices, wage rates and interest rates 
never actually appear. The process leading to their establishment is 
never completed before changes occur which once again indicate a 
new “equilibrium.” At times, even on the unhampered market, there 
are some unemployed workers, unsold consumers’ goods and quan-
tities of unused factors of production, which would not exist under 
“static equilibrium.” With the revival of business and productive activ-
ity, these reserves are in demand right away. However, once they are 
gone, the increase in the supply of fiduciary media necessarily leads to 
disturbances of a special kind.

In a given economic situation, the opportunities for production, 
which may actually be carried out, are limited by the supply of capital 
goods available. Roundabout methods of production can be adopted 
only so far as the means for subsistence exist to maintain the workers 
during the entire period of the expanded process. All those projects, for 
the completion of which means are not available, must be left uncom-
pleted, even though they may appear technically feasible—that is, if 
one disregards the supply of capital. However, such businesses, because 
of the lower loan rate offered by the banks, appear for the moment to be 
profitable and are, therefore, initiated. However, the existing resources 
are insufficient. Sooner or later this must become evident. Then it 
will become apparent that production has gone astray, that plans were 
drawn up in excess of the economic means available, that speculation, 
i.e., activity aimed at the provision of future goods, was misdirected.

4. In the language of Knut Wicksell and the Classical economists.
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6. “Forced Savings”

In recent years, considerable significance has been attributed to the 
fact that “forced savings,” which may appear as a result of the drop in 
purchasing power that follows an increase of fiduciary media, lead to 
an increase in the supply of capital. The subsistence fund is made to 
go farther, due to the fact that (1) the workers consume less because 
wage rates tend to lag behind the rise in the prices of commodities, 
and (2) those who reap the advantage of this reduction in the workers’ 
incomes save at least a part of their gain. Whether “forced savings” 
actually appear depends, as noted above, on the circumstances in each 
case. There is no need to go into this any further.

Nevertheless, establishing the existence of “forced savings” does not 
mean that bank expansion of circulation credit does not lead to the 
initiation of more roundabout production than available capabilities 
would warrant. To prove that, one must be able to show that the banks 
are only in a position to depress the “money interest rate” and expand 
the issue of fiduciary media to the extent that the “natural interest rate” 
declines as a result of “forced savings.” This assumption is simply ab-
surd and there is no point in arguing it further. It is almost inconceiv-
able that anyone should want to maintain it.

What concerns us is the problem brought about by the banks, in 
reducing the “money rate of interest” below the “natural rate.” For our 
problem, it is immaterial how much the “natural interest rate” may 
also decline under certain circumstances and within narrow limits, as 
a result of this action by the banks. No one doubts that “forced savings” 
can reduce the “natural interest rate” only fractionally, as compared 
with the reduction in the “money interest rate” which produces the 
“forced savings.” 5

The resources which are claimed for the newly initiated longer time 
consuming methods of production are unavailable for those processes 
where they would otherwise have been put to use. The reduction in the 
loan rate benefits all producers, so that all producers are now in a posi-
tion to pay higher wage rates and higher prices for the material factors 
of production. Their competition drives up wage rates and the prices of 

5. I believe this should be pointed out here again, although I have exhausted everything to be 
said on the subject [see above pp. 107–108] and in The Theory of Money and Credit [(yale, 1953), 
pp. 361ff.; (Liberty Fund, 1981), pp. 400ff.]. Anyone who has followed the discussions of recent 
years will realize how important it is to stress these things again and again.
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the other factors of production. Still, except for the possibilities already 
discussed, this does not increase the size of the labor force or the sup-
ply of available goods of the higher order. The means of subsistence are 
not sufficient to provide for the workers during the extended period of 
production. It becomes apparent that the proposal for the new, longer, 
roundabout production was not adjusted with a view to the actual capi-
tal situation. For one thing, the enterprises realize that the resources 
available to them are not sufficient to continue their operations. They 
find that “money” is scarce.

That is precisely what has happened. The general increase in prices 
means that all businesses need more funds than had been anticipated 
at their “launching.” More resources are required to complete them. 
However, the increased quantity of fiduciary media loaned out by the 
banks is already exhausted. The banks can no longer make additional 
loans at the same interest rates. As a result, they must raise the loan 
rate once more for two reasons. In the first place, the appearance of the 
positive price premium forces them to pay higher interest for outside 
funds which they borrow. Then also, they must discriminate among 
the many applicants for credit. Not all enterprises can afford this in-
creased interest rate. Those which cannot run into difficulties.

7. A Habit-forming Policy

Now, in extending circulation credit, the banks do not proceed by 
pumping a limited dosage of new fiduciary media into circulation and 
then stop. They expand the fiduciary media continuously for some 
time, sending, so to speak, after the first offering, a second, third, 
fourth, and so on. They do not simply undercut the “natural interest 
rate” once, and then adjust promptly to the new situation. Instead they 
continue the practice of making loans below the “natural interest rate” 
for some time. To be sure, the increasing volume of demands on them 
for credit may cause them to raise the “money rate of interest.” yet, 
even if the banks revert to the former “natural rate,” the rate which 
prevailed before their credit expansion affected the market, they still 
lag behind the rate which would now exist on the market if they were 
not continuing to expand credit. This is because a positive price pre-
mium must now be included in the new “natural rate.” With the help 
of this new quantity of fiduciary media, the banks now take care of the 
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businessmen’s intensified demand for credit. Thus, the crisis does not 
appear yet. The enterprises using more roundabout methods of pro-
duction, which have been started, are continued. Because prices rise 
still further, the earlier calculations of the entrepreneurs are realized. 
They make profits. In short, the boom continues.

8. The Inevitable Crisis and Cycle

The crisis breaks out only when the banks alter their conduct to the 
extent that they discontinue issuing any more new fiduciary media and 
stop undercutting the “natural interest rate.” They may even take steps 
to restrict circulation credit. When they actually do this, and why, is still 
to be examined. First of all, however, we must ask ourselves whether it 
is possible for the banks to stay on the course upon which they have 
embarked, permitting new quantities of fiduciary media to flow into 
circulation continuously and proceeding always to make loans below 
the rate of interest which would prevail on the market in the absence of 
their interference with newly created fiduciary media.

If the banks could proceed in this manner, with businesses improv-
ing continually, could they then provide for lasting good times? Would 
they then be able to make the boom eternal?

They cannot do this. The reason they cannot is that inflationism 
carried on ad infinitum is not a workable policy. If the issue of fiduciary 
media is expanded continuously, prices rise ever higher and at the 
same time the positive price premium also rises. (We shall disregard 
the fact that consideration for (1) the continually declining monetary 
reserves relative to fiduciary media and (2) the banks’ operating costs 
must sooner or later compel them to discontinue the further expansion 
of circulation credit.) It is precisely because, and only because, no end 
to the prolonged “flood” of expanding fiduciary media is foreseen that 
it leads to still sharper price increases and, finally, to a panic in which 
prices and the loan rate move erratically upward.

Suppose the banks still did not want to give up the race? Suppose, in 
order to depress the loan rate, they wanted to satisfy the continuously 
expanding desire for credit by issuing still more circulation credit? 
Then they would only hasten the end, the collapse of the entire system 
of fiduciary media. The inflation can continue only so long as the con-
viction persists that it will one day cease. Once people are persuaded 
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that the inflation will not stop, they turn from the use of this money. 
They flee then to “real values,” foreign money, the precious metals, 
and barter.

Sooner or later, the crisis must inevitably break out as the result of 
a change in the conduct of the banks. The later the crack-up comes, 
the longer the period in which the calculation of the entrepreneurs 
is misguided by the issue of additional fiduciary media. The greater 
this additional quantity of fiduciary money, the more factors of produc-
tion have been firmly committed in the form of investments which 
appeared profitable only because of the artificially reduced interest rate 
and which prove to be unprofitable now that the interest rate has again 
been raised. Great losses are sustained as a result of misdirected capital 
investments. Many new structures remain unfinished. Others, already 
completed, close down operations. Still others are carried on because, 
after writing off losses which represent a waste of capital, operation of 
the existing structure pays at least something.

The crisis, with its unique characteristics, is followed by stagnation. 
The misguided enterprises and businesses of the boom period are al-
ready liquidated. Bankruptcy and adjustment have cleared up the situ-
ation. The banks have become cautious. They fight shy of expanding 
circulation credit. They are not inclined to give an ear to credit applica-
tions from schemers and promoters. Not only is the artificial stimulus 
to business, through the expansion of circulation credit, lacking, but 
even businesses which would be feasible, considering the capital goods 
available, are not attempted because the general feeling of discourage-
ment makes every innovation appear doubtful. Prevailing “money in-
terest rates” fall below the “natural interest rates.”

When the crisis breaks out, loan rates bound sharply upward be-
cause threatened enterprises offer extremely high interest rates for the 
funds to acquire the resources, with the help of which they hope to 
save themselves. Later, as the panic subsides, a situation develops, as a 
result of the restriction of circulation credit and attempts to dispose of 
large inventories, causing prices [and the “money interest rate”] to fall 
steadily and leading to the appearance of a negative price premium. 
This reduced rate of loan interest is adhered to for some time, even 
after the decline in prices comes to a standstill, when a negative price 
premium no longer corresponds to conditions. Thus, it comes about 
that the “money interest rate” is lower than the “natural rate.” yet, be-
cause the unfortunate experiences of the recent crisis have made every-
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one uneasy, the incentive to business activity is not as strong as circum-
stances would otherwise warrant. Quite a time passes before capital 
funds, increased once again by savings accumulated in the meantime, 
exert sufficient pressure on the loan interest rate for an expansion of 
entrepreneurial activity to resume. With this development, the low 
point is passed and the new boom begins.
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III

The Reappearance of Cycles

1. Metallic Standard Fluctuations

From the instant when the banks start expanding the volume of cir-
culation credit until the moment they stop such behavior, the course 
of events is substantially similar to that provoked by any increase in 
the quantity of money. The difference results from the fact that fidu-
ciary media generally come into circulation through the banks, i.e., as 
loans, while increases in the quantity of money appear as additions to 
the wealth and income of specific individuals. This has already been 
mentioned and will not be further considered here. Considerably more 
significant for us is another distinction between the two.

Such increases and decreases in the quantity of money have no con-
nection with increases or decreases in the demand for money. If the 
demand for money grows in the wake of a population increase or a pro-
gressive reduction of barter and self-sufficiency resulting in increased 
monetary transactions, there is absolutely no need to increase the  
quantity of money. It might even decrease. In any event, it would be 
most extraordinary if changes in the demand for money were balanced 
by reciprocal changes in its quantity so that both changes were con-
cealed and no change took place in the monetary unit’s purchasing 
power.

Changes in the value of the monetary unit are always taking place 
in the economy. Periods of declining purchasing power alternate with 
those of increasing purchasing power. Under a metallic standard, these 
changes are usually so slow and so insignificant that their effect is not 
at all violent. Nevertheless, we must recognize that even under a pre-
cious metal standard periods of ups and downs would still alternate at 
irregular intervals. In addition to the standard metallic money, such 
a standard would recognize only token coins for petty transactions. 
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There would, of course, be no paper money or any other currency (i.e., 
either notes or bank accounts subject to check which are not fully cov-
ered). yet even then, one would be able to speak of economic “ups,” 
“downs” and “waves.” However, one would hardly be inclined to re-
fer to such minor alternating “ups” and “downs” as regularly recurring 
cycles. During these periods when purchasing power moved in one 
direction, whether up or down, it would probably move so slightly that 
businessmen would scarcely notice the changes. Only economic his-
torians would become aware of them. Moreover, the fact is that the 
transition from a period of rising prices to one of falling prices would 
be so slight that neither panic nor crisis would appear. This would also 
mean that businessmen and news reports of market activities would be 
less occupied with the “long waves” of the trade cycle.1

2. Infrequent Recurrences of Paper Money Inflations

The effects of inflations brought about by increases in paper money 
are quite different. They also produce price increases and hence “good 
business conditions,” which are further intensified by the apparent 
encouragement of exports and the hampering of imports. Once the 
inflation comes to an end, whether by a providential halt to further 
increases in the quantity of money (as for instance recently in France 
and Italy) or through complete debasement of the paper money due 
to inflationary policy carried to its final conclusions (as in Germany 
in 1923), then the “stabilization crisis” 2 appears. The cause and ap-
pearance of this crisis correspond precisely to those of the crisis which 
comes at the close of a period of circulation credit expansion. One 
must clearly distinguish this crisis [i.e., when increases in the quantity 
of money are simply halted] from the consequences which must result 
when the cessation of inflation is followed by deflation.

There is no regularity as to the recurrence of paper money infla-

1. To avoid misunderstanding, it should be pointed out that the expression “long waves” of 
the trade cycle is not to be understood here as it was used by either Wilhelm Röpke or N. D. 
Kondratieff. Röpke (Die Konjunktur, Jena, 1922, p. 21) considered “long-wave cycles” to be those 
which lasted five to ten years generally. Kondratieff (“Die langen Wellen der Konjunktur” in 
Archiv für Sozialwissenschaft, Vol. 56, pp. 573ff.) tried to prove, unsuccessfully in my judgment, 
that, in addition to the seven to eleven year cycles of business conditions which he called me-
dium cycles, there were also regular cyclical waves averaging fifty years in length.
2. [The German term, “Sanierungskrise,” means literally “restoration crisis,” i.e., the crisis 
which comes at the shift to more “healthy” monetary relationships.—Ed.]
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tions. They generally originate in a certain political attitude, not from 
events within the economy itself. One can only say, with certainty, that 
after a country has pursued an inflationist policy to its end or, at least, 
to substantial lengths, it cannot soon use this means again successfully 
to serve its financial interests. The people, as a result of their experi-
ence, will have become distrustful and would resist any attempt at a 
renewal of inflation.

Even at the very beginning of a new inflation, people would reject 
the notes or accept them only at a far greater discount than the actual 
increased quantity would otherwise warrant. As a rule, such an unusu-
ally high discount is characteristic of the final phases of an inflation. 
Thus an early attempt to return to a policy of paper money inflation 
must either fail entirely or come very quickly to a catastrophic conclu-
sion. One can assume—and monetary history confirms this, or at least 
does not contradict it—that a new generation must grow up before con-
sideration can again be given to bolstering the government’s finances 
with the printing press.

Many states have never pursued a policy of paper money inflation. 
Many have resorted to it only once in their history. Even the states tra-
ditionally known for their printing press money have not repeated the 
experiment often. Austria waited almost a generation after the bank-
note inflation of the Napoleonic era before embarking on an inflation 
policy again. Even then, the inflation was in more modest proportions 
than at the beginning of the nineteenth century. Almost a half century 
passed between the end of her second and the beginning of her third 
and most recent period of inflation. It is by no means possible to speak 
of cyclical reappearances of paper money inflations.

3. The Cyclical Process of Credit Expansions

Regularity can be detected only with respect to the phenomena origi-
nating out of circulation credit. Crises have reappeared every few years 
since banks issuing fiduciary media began to play an important role in 
the economic life of people. Stagnation followed crisis, and following 
these came the boom again. More than ninety years ago Lord Over-
stone described the sequence in a remarkably graphic manner:

We find it [the “state of trade”] subject to various conditions which are 
periodically returning; it revolves apparently in an established cycle. 



120 • monetary stabilization and cyclical policy

S
N
L
120

First we find it in a state of quiescence,—next improvement,—growing 
confidence,—prosperity,—excitement,—overtrading,—convulsion,—
pressure,—stagnation,—distress,—ending again in quiescence.3

This description, unrivaled for its brevity and clarity, must be kept in 
mind to realize how wrong it is to give later economists credit for trans-
forming the problem of the crisis into the problem of general business 
conditions.

Attempts have been made, with little success, to supplement the ob-
servation that business cycles recur by attributing a definite time period 
to the sequence of events. Theories which sought the source of eco-
nomic change in recurring cosmic events have, as might be expected, 
leaned in this direction. A study of economic history fails to support 
such assumptions. It shows recurring ups and downs in business condi-
tions, but not ups and downs of equal length.

The problem to be solved is the recurrence of fluctuations in busi-
ness activity. The Circulation Credit Theory shows us, in rough out-
line, the typical course of a cycle. However, so far as we have as yet an-
alyzed the theory, it still does not explain why the cycle always recurs.

According to the Circulation Credit Theory, it is clear that the direct 
stimulus which provokes the fluctuations is to be sought in the conduct 
of the banks. Insofar as they start to reduce the “money rate of interest” 
below the “natural rate of interest,” they expand circulation credit, and 
thus divert the course of events away from the path of normal develop-
ment. They bring about changes in relationships which must neces-
sarily lead to boom and crisis. Thus, the problem consists of asking 
what leads the banks again and again to renew attempts to expand the 
volume of circulation credit.

Many authors believe that the instigation of the banks’ behavior 
comes from outside, that certain events induce them to pump more 
fiduciary media into circulation and that they would behave differently 
if these circumstances failed to appear. I was also inclined to this view 
in the first edition of my book on monetary theory.4 I could not un-

3. Overstone, Samuel Jones Loyd (Lord). “Reflections Suggested by a Perusal of Mr. J. Horsley 
Palmer’s Pamphlet on the Causes and Consequences of the Pressure on the Money Market,” 
1837. (Reprinted in Tracts and Other Publications on Metallic and Paper Currency, London, 
1857), p. 31.
4. See Theorie des Geldes und der Umlaufsmittel (1912), pp. 433ff. I had been deeply impressed 
by the fact that Lord Overstone was also apparently inclined to this interpretation. See his Re-
flections, pp. 32ff. [These paragraphs were not included in the second German edition (1924) 
from which the English translation, The Theory of Money and Credit, was made.—Ed.]
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derstand why the banks didn’t learn from experience. I thought they 
would certainly persist in a policy of caution and restraint, if they were 
not led by outside circumstances to abandon it. Only later did I be-
come convinced that it was useless to look to an outside stimulus for 
the change in the conduct of the banks. Only later did I also become 
convinced that fluctuations in general business conditions were com-
pletely dependent on the relationship of the quantity of fiduciary me-
dia in circulation to demand.

Each new issue of fiduciary media has the consequences described 
above. First of all, it depresses the loan rate and then it reduces the 
monetary unit’s purchasing power. Every subsequent issue brings the 
same result. The establishment of new banks of issue and their step-by-
step expansion of circulation credit provides the means for a business 
boom and, as a result, leads to the crisis with its accompanying decline. 
We can readily understand that the banks issuing fiduciary media, in 
order to improve their chances for profit, may be ready to expand the 
volume of credit granted and the number of notes issued. What calls 
for special explanation is why attempts are made again and again to 
improve general economic conditions by the expansion of circulation 
credit in spite of the spectacular failure of such efforts in the past.

The answer must run as follows: According to the prevailing ide-
ology of businessman and economist-politician, the reduction of the 
interest rate is considered an essential goal of economic policy. More-
over, the expansion of circulation credit is assumed to be the appropri-
ate means to achieve this goal.

4. The Mania for Lower Interest Rates

The naive inflationist theory of the seventeenth and eighteenth centu-
ries could not stand up in the long run against the criticism of econom-
ics. In the nineteenth century, that doctrine was held only by obscure 
authors who had no connection with scientific inquiry or practical 
economic policy. For purely political reasons, the school of empirical 
and historical “Realism” did not pay attention to problems of economic 
theory. It was due only to this neglect of theory that the naive theory 
of inflation was once more able to gain prestige temporarily during the 
World War, especially in Germany.

The doctrine of inflationism by way of fiduciary media was more du-
rable. Adam Smith had battered it severely, as had others even before 
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him, especially the American William Douglass.5 Many, notably in the 
Currency School, had followed. But then came a reversal. The Bank-
ing School confused the situation. Its founders failed to see the error 
in their doctrine. They failed to see that the expansion of circulation 
credit lowered the interest rate. They even argued that it was impossi-
ble to expand credit beyond the “needs of business.” So there are seeds 
in the Banking Theory which need only to be developed to reach the 
conclusion that the interest rate can be reduced by the conduct of the 
banks. At the very least, it must be admitted that those who dealt with 
those problems did not sufficiently understand the reasons for oppos-
ing credit expansion to be able to overcome the public clamor for the 
banks to provide “cheap money.”

In discussions of the rate of interest, the economic press adopted the 
questionable jargon of the business world, speaking of a “scarcity” or 
an “abundance” of money and calling the short-term loan market the 
“money market.” Banks issuing fiduciary media, warned by experience 
to be cautious, practiced discretion and hesitated to indulge the uni-
versal desire of the press, political parties, parliaments, governments, 
entrepreneurs, landowners and workers for cheaper credit. Their reluc-
tance to expand credit was falsely attributed to reprehensible motives. 
Even newspapers, that knew better, and politicians, who should have 
known better, never tired of asserting that the banks of issue could 
certainly discount larger sums more cheaply if they were not trying to 
hold the interest rate as high as possible out of concern for their own 
profitability and the interests of their controlling capitalists.

Almost without exception, the great European banks of issue on 
the continent were established with the expectation that the loan rate 
could be reduced by issuing fiduciary media. Under the influence of 
the Currency School doctrine, at first in England and then in other 
countries where old laws did not restrict the issue of notes, arrange-
ments were made to limit the expansion of circulation credit, at least of 
that part granted through the issue of uncovered banknotes. Still, the 
Currency Theory lost out as a result of criticism by Tooke (1774–1858) 
and his followers. Although it was considered risky to abolish the laws 
which restricted the issue of notes, no harm was seen in circumventing 
them. Actually, the letter of the banking laws provided for a concen-

5. [William Douglass (1691–1752), a physician, came to America in 1716. His “A Discourse 
Concerning the Currencies of the British Plantations in America” (1739) first appeared 
anonymously.—Ed.]
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tration of the nation’s supply of precious metals in the vaults of banks 
of issue. This permitted an increase in the issue of fiduciary media 
and played an important role in the expansion of the gold exchange 
standard.

Before the war [1914], there was no hesitation in Germany in openly 
advocating withdrawal of gold from trade so that the Reichsbank might 
issue sixty marks in notes for every twenty marks in gold added to its 
stock. Propaganda was also made for expanding the use of payments by 
check with the explanation that this was a means to lower the interest 
rate substantially.6 The situation was similar elsewhere, although per-
haps more cautiously expressed.

Every single fluctuation in general business conditions—the up-
swing to the peak of the wave and the decline into the trough which 
follows—is prompted by the attempt of the banks of issue to reduce the 
loan rate and thus expand the volume of circulation credit through an 
increase in the supply of fiduciary media (i.e., banknotes and checking 
accounts not fully backed by money). The fact that these efforts are re-
sumed again and again in spite of their widely deplored consequences, 
causing one business cycle after another, can be attributed to the pre-
dominance of an ideology—an ideology which regards rising com-
modity prices and especially a low rate of interest as goals of economic 
policy. The theory is that even this second goal may be attained by the 
expansion of fiduciary media. Both crisis and depression are lamented. 
yet, because the causal connection between the behavior of the banks 
of issue and the evils complained about is not correctly interpreted, a 
policy with respect to interest is advocated which, in the last analysis, 
must necessarily always lead to crisis and depression.

5. Free Banking

Every deviation from the prices, wage rates and interest rates which 
would prevail on the unhampered market must lead to disturbances 
of the economic “equilibrium.” This disturbance, brought about by at-
tempts to depress the interest rate artificially, is precisely the cause of 
the crisis.

6. See the examples cited in The Theory of Money and Credit [(yalé, 1953), pp. 387–390; (Lib-
erty Fund, 1981), 426–429.—Ed.].
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The ultimate cause, therefore, of the phenomenon of wave after 
wave of economic ups and downs is ideological in character. The cy-
cles will not disappear so long as people believe that the rate of interest 
may be reduced, not through the accumulation of capital, but by bank-
ing policy.

Even if governments had never concerned themselves with the issue 
of fiduciary media, there would still be banks of issue and fiduciary 
media in the form of notes as well as checking accounts. There would 
then be no legal limitation on the issue of fiduciary media. Free bank-
ing would prevail. However, banks would have to be especially cautious 
because of the sensitivity to loss of reputation of their fiduciary media, 
which no one would be forced to accept. In the course of time, the in-
habitants of capitalistic countries would learn to differentiate between 
good and bad banks. Those living in “undeveloped” countries would 
distrust all banks. No government would exert pressure on the banks 
to discount on easier terms than the banks themselves could justify. 
However, the managers of solvent and highly respected banks, the only 
banks whose fiduciary media would enjoy the general confidence es-
sential for money-substitute quality, would have learned from past ex-
periences. Even if they scarcely detected the deeper correlations, they 
would nevertheless know how far they might go without precipitating 
the danger of a breakdown.

The cautious policy of restraint on the part of respected and well-
established banks would compel the more irresponsible managers of 
other banks to follow suit, however much they might want to discount 
more generously. For the expansion of circulation credit can never be 
the act of one individual bank alone, nor even of a group of individual 
banks. It always requires that the fiduciary media be generally accepted 
as a money substitute. If several banks of issue, each enjoying equal 
rights, existed side by side, and if some of them sought to expand the 
volume of circulation credit while the others did not alter their con-
duct, then at every bank clearing, demand balances would regularly 
appear in favor of the conservative enterprises. As a result of the presen-
tation of notes for redemption and withdrawal of their cash balances, 
the expanding banks would very quickly be compelled once more to 
limit the scale of their emissions.

In the course of the development of a banking system with fiduciary 
media, crises could not have been avoided. However, as soon as bank-
ers recognized the dangers of expanding circulation credit, they would 
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have done their utmost, in their own interests, to avoid the crisis. They 
would then have taken the only course leading to this goal: extreme 
restraint in the issue of fiduciary media.

6. Government Intervention in Banking

The fact that the development of fiduciary media banking took a dif-
ferent turn may be attributed entirely to the circumstance that the is-
sue of banknotes (which for a long time were the only form of fiduciary 
media and are today [1928] still the more important, even in the United 
States and England) became a public concern. The private bankers 
and joint-stock banks were supplanted by the politically privileged 
banks of issue because the governments favored the expansion of circu-
lation credit for reasons of fiscal and credit policy. The privileged insti-
tutions could proceed unhesitatingly in the granting of credit, not only 
because they usually held a monopoly in the issue of notes, but also be-
cause they could rely on the government’s help in an emergency. The 
private banker would go bankrupt if he ventured too far in the issue of 
credit. The privileged bank received permission to suspend payments 
and its notes were made legal tender at face value.

If the knowledge derived from the Currency Theory had led to the 
conclusion that fiduciary media should be deprived of all special privi-
leges and placed, like other claims, under general law in every respect 
and without exception, this would probably have contributed more to-
ward eliminating the threat of crises than was actually accomplished 
by establishing rigid proportions for the issue of fiduciary media in the 
form of notes and restricting the freedom of banks to issue fiduciary 
media in the form of checking accounts. The principle of free bank-
ing was limited to the field of checking accounts. In fact, it could not 
function here to bring about restraint on the part of banks and bankers. 
Public opinion decreed that government should be guided by a differ-
ent policy—a policy of coming to the assistance of the central banks of 
issue in times of crises. To permit the Bank of England to lend a help-
ing hand to banks which had gotten into trouble by expanding circula-
tion credit, the Peel Act was suspended in 1847, 1857 and 1866. Such 
assistance, in one form or another, has been offered time and again 
everywhere.

In the United States, national banking legislation made it techni-
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cally difficult, if not entirely impossible, to grant such aid. The system 
was considered especially unsatisfactory, precisely because of the legal 
obstacles it placed in the path of helping grantors of credit who be-
came insolvent and of supporting the value of circulation credit they 
had granted. Among the reasons leading to the significant revision of 
the American banking system [i.e., the Federal Reserve Act of 1913], the 
most important was the belief that provisions must be made for times 
of crises. In other words, just as the emergency institution of Clearing 
House Certificates was able to save expanding banks, so should tech-
nical expedients be used to prevent the breakdown of the banks and 
bankers whose conduct had led to the crisis. It was usually considered 
especially important to shield the banks which expanded circulation 
credit from the consequences of their conduct. One of the chief tasks 
of the central banks of issue was to jump into this breach. It was also 
considered the duty of those other banks who, thanks to foresight, had 
succeeded in preserving their solvency, even in the general crisis, to 
help fellow banks in difficulty.

7. Intervention No Remedy

It may well be asked whether the damage inflicted by misguiding en-
trepreneurial activity by artificially lowering the loan rate would be 
greater if the crisis were permitted to run its course. Certainly many 
saved by the intervention would be sacrificed in the panic, but if such 
enterprises were permitted to fail, others would prosper. Still the total 
loss brought about by the “boom” (which the crisis did not produce, 
but only made evident) is largely due to the fact that factors of produc-
tion were expended for fixed investments which, in the light of eco-
nomic conditions, were not the most urgent. As a result, these factors 
of production are now lacking for more urgent uses. If intervention pre-
vents the transfer of goods from the hands of imprudent entrepreneurs 
to those who would now take over because they have evidenced bet-
ter foresight, this imbalance becomes neither less significant nor less 
perceptible.

In any event, the practice of intervening for the benefit of banks ren-
dered insolvent by the crisis, and of the customers of these banks, has 
resulted in suspending the market forces which could serve to prevent 
a return of the expansion, in the form of a new boom, and the crisis 
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which inevitably follows. If the banks emerge from the crisis unscathed, 
or only slightly weakened, what remains to restrain them from embark-
ing once more on an attempt to reduce artificially the interest rate on 
loans and expand circulation credit? If the crisis were ruthlessly per-
mitted to run its course, bringing about the destruction of enterprises 
which were unable to meet their obligations, then all entrepreneurs—
not only banks but also other businessmen—would exhibit more cau-
tion in granting and using credit in the future. Instead, public opinion 
approves of giving assistance in the crisis. Then, no sooner is the worst 
over than the banks are spurred on to a new expansion of circulation 
credit.

To the businessman, it appears most natural and understandable that 
the banks should satisfy his demand for credit by the creation of fidu-
ciary media. The banks, he believes, should have the task and the duty 
to “stand by” business and trade. There is no dispute that the expan-
sion of circulation credit furthers the accumulation of capital within 
the narrow limits of the “forced savings” it brings about and to that 
extent permits an increase in productivity. Still it can be argued that, 
given the situation, each step in this direction steers business activity, 
in the manner described above, on a “wrong” course. The discrepancy 
between what the entrepreneurs do and what the unhampered mar-
ket would have prescribed becomes evident in the crisis. The fact that 
each crisis, with its unpleasant consequences, is followed once more by 
a new “boom,” which must eventually expend itself as another crisis, 
is due only to the circumstances that the ideology which dominates 
all influential groups—political economists, politicians, statesmen, the 
press and the business world—not only sanctions, but also demands, 
the expansion of circulation credit.
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IV

The Crisis Policy of the Currency School

1. The Inadequacy of the Currency School

Every advance toward explaining the problem of business fluctuations 
to date is due to the Currency School. We are also indebted to this 
School alone for the ideas responsible for policies aimed at eliminating 
business fluctuations. The fatal error of the Currency School consisted 
in the fact that it failed to recognize the similarity between banknotes 
and bank demand deposits as money substitutes and, thus, as money 
certificates and fiduciary media. In their eyes, only the banknote was a 
money substitute. In their view, therefore, the circulation of pure me-
tallic money could only be adulterated by the introduction of a bank-
note not covered by money.

Consequently, they thought that the only thing that needed to be 
done to prevent the periodic return of crises was to set a rigid limit for 
the issue of banknotes not backed by metal. The issue of fiduciary me-
dia in the form of demand deposits not covered by metal was left free.1 
Since nothing stood in the way of granting circulation credit through 
bank deposits, the policy of expanding circulation credit could be con-
tinued even in England. When technical difficulties limited further 
bank loans and precipitated a crisis, it became customary to come to 
the assistance of the banks and their customers with special issues of 
notes. The practice of restricting the notes in circulation not covered 
by metal, by limiting the ratio of such notes to metal, systematized this 
procedure. Banks could expand the volume of credit with ease if they 
could count on the support of the bank of issue in an emergency.

1. Even the countries that have followed different procedures in this respect have, for all practi-
cal purposes, placed no obstacle in the way of the development of fiduciary media in the form 
of bank deposits.
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If all further expansion of fiduciary media had been forbidden in 
any form, that is, if the banks had been obliged to hold full reserves for 
both the additional notes issued and increases in customers’ demand 
deposits subject to check or similar claim—or at least had not been 
permitted to increase the quantity of fiduciary media beyond a strictly 
limited ratio—prices would have declined sharply, especially at times 
when the increased demand for money surpassed the increase in its 
quantity. The economy would then not only have lacked the drive con-
tributed by any “forced savings,” it would also have temporarily suf-
fered from the consequences of a rise in the monetary unit’s purchas-
ing power [i.e., falling prices]. Capital accumulation would then have 
been slowed down, although certainly not stopped. In any case, the 
economy surely would not then have experienced periods of stormy 
upswings followed by dramatic reversals of the upswings into crises 
and declines.

There is little sense in discussing whether it would have been better 
to restrict, in this way, the issue of fiduciary media by the banks than 
it was to pursue the policy actually followed. The alternatives are not 
merely restriction or freedom in the issue of fiduciary media. The alter-
natives are, or at least were, privilege in the granting of fiduciary media 
or true free banking.

The possibility of free banking has scarcely even been suggested. In-
tervention cast its first shadow over the capitalistic system when bank-
ing policy came to the forefront of economic and political discussion. 
To be sure, some authors, who defended free banking, appeared on the 
scene. However, their voices were overpowered. The desired goal was 
to protect the noteholders against the banks. It was forgotten that those 
hurt by the dangerous suspension of payments by the banks of issue 
are always the very ones the law was intended to help. No matter how 
severe the consequences one may anticipate from a breakdown of the 
banks under a system of absolutely free banking, one would have to  
admit that they could never even remotely approach the severity of 
those brought about by the war and postwar banking policies of the 
three European empires.2

2. [An informal alliance of Austria-Hungary, Germany, and Russia, known as the “Three Em-
perors’ League” (1872). Its influence was declining by 1890, and World War I dealt it a final 
blow.—Ed.]
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2. “Booms” Favored

In the last two generations, hardly anyone who has given this matter 
some thought can fail to know that a crisis follows a boom. Neverthe-
less, it would have been impossible for even the sharpest and cleverest 
banker to suppress in time the expansion of circulation credit. Public 
opinion stood in the way. The fact that business conditions fluctuated 
violently was generally assumed to be inherent in the capitalistic sys-
tem. Under the influence of the Banking Theory, it was thought that 
the banks merely went along with the upswing and that their conduct 
had nothing to do with bringing it about or advancing it. If, after a long 
period of stagnation, the banks again began to respond to the general 
demand for easier credit, public opinion was always delighted by the 
signs of the start of a boom.

In view of the prevailing ideology, it would have been completely 
unthinkable for the banks to apply the brakes at the start of such a 
boom. If business conditions continued to improve, then, in confor-
mity with the principles of Lord Overstone, prophecies of a reaction 
certainly increased in number. However, even those who gave this 
warning usually did not call for a rigorous halt to all further expansion 
of circulation credit. They asked only for moderation and for restrict-
ing newly granted credits to “non-speculative” businesses.

Then finally, if the banks changed their policy and the crisis came, 
it was always easy to find culprits. But there was no desire to locate 
the real offender—the false theoretical doctrine. So no changes were 
made in traditional procedures. Economic waves continued to follow 
one another.

The managers of the banks of issue have carried out their policy 
without reflecting very much on its basis. If the expansion of circula-
tion credit began to alarm them, they proceeded, not always very skill-
fully, to raise the discount rate. Thus, they exposed themselves to pub-
lic censure for having initiated the crisis by their behavior. It is clear 
that the crisis must come sooner or later. It is also clear that the crisis 
must always be caused, primarily and directly, by the change in the 
conduct of the banks. If we speak of error on the part of the banks, 
however, we must point to the wrong they do in encouraging the up-
swing. The fault lies not with the policy of raising the interest rate, but 
only with the fact that it was raised too late.
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V

Modern Cyclical Policy

1. Pre–World War I Policy

The cyclical policy recommended today, in most of the literature deal-
ing with the problem of business fluctuations and toward which con-
siderable strides have already been made in the United States, rests 
entirely on the reasoning of the Circulation Credit Theory.1 The aim 
of much of this literature is to make this theory useful in practice by 
studying business conditions with precise statistical methods.

There is no need to explain further that there is only one business 
cycle theory—the Circulation Credit Theory. All other attempts to 
cope with the problem have failed to withstand criticism. Every crisis 
policy and every cyclical policy has been derived from this theory. Its 
ideas have formed the basis of those cyclical and crisis policies pursued 
in the decades preceding the war. Thus, the Banking Theory, then 
recognized in literature as the only correct explanation, as well as all 
those interpretations which related the problem to the theory of direct 
exchange, were already disregarded. It may have still been popular to 
speak of the elasticity of notes in circulation as depending on the dis-
counting of commodity bills of exchange. However, in the world of the 
bank managers, who made cyclical policy, other views prevailed.

To this extent, therefore, one cannot say that the theory behind 
today’s cyclical policy is new. The Circulation Credit Theory has, to 
be sure, come a long way from the old Currency Theory. The stud-
ies which Walras, Wicksell and I have devoted to the problem have 

1. [The United States Federal Reserve System, established in 1913, was intended to limit mon-
etary expansion. It responded to the post–World War I boom by raising the discount rate, 
bringing an end to credit expansion and precipitating the 1920–1921 correction period, or 
“recession.”—Ed.]
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2. [Frédéric Bastiat (1801–1850) replied to an open letter addressed to him by an editor of Voix 
du Peuple (October 22, 1849). Then the socialist Pierre Jean Proudhon (1809–1865), answered. 
Proudhon, an advocate of unlimited monetary expansion by reduction of the interest rate to 
zero, and Bastiat, who favored moderate credit expansion and only a limited reduction of in-
terest rates, carried on a lengthy exchange for several months, until March 7, 1850. (Oeuvres 
Complètes de Frédéric Bastiat. 4th ed. Vol. 5. Paris, 1878, pp. 93–336.)—Ed.]

conceived of it as a more general phenomenon. These studies have 
related it to the whole economic process. They have sought to deal 
with it especially as a problem of interest rate formulation and of “equi-
librium” on the loan market. To recognize the extent of the progress 
made, compare, for instance, the famous controversy over free credit 
between Bastiat and Proudhon.2 Or compare the usual criticism of the 
Quantity Theory in prewar German literature with recent discussions 
on the subject. However, no matter how significant this progress may 
be considered for the development of our understanding, we should 
not forget that the Currency Theory had already offered policy making 
every assistance in this regard that a theory can.

It is certainly not to be disputed that substantial progress was made 
when the problem was considered, not only from the point of view of 
fiduciary media, but from that of the entire problem of the purchasing 
power of money. The Currency School paid attention to price changes 
only insofar as they were produced by an increase or decrease of circu-
lation credit—but they considered only the circulation credit granted 
by the issue of notes. Thus, the Currency School was a long way from 
striving for stabilization of the purchasing power of the monetary unit.

2. Post–World War I Policies

Today these two problems, the issuance of fiduciary media and the pur-
chasing power of the monetary unit, are seen as being closely linked 
to the Circulation Credit Theory. One of the tendencies of modern 
cyclical policy is that these two problems are treated as one. Thus, one 
aim of cyclical policy is no more nor less than the stabilization of the 
purchasing power of money. For a discussion of this see Part I of this 
study.

Like the Currency School, the other aim is not to stabilize purchas-
ing power but only to avoid the crisis. However, a still further goal is 
contemplated—similar to that sought by the Peel Act and by prewar cy-
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clical policy. It is proposed to counteract a boom, whether caused by an 
expansion of fiduciary media or by a monetary inflation (for example, 
an increase in the production of gold). Then again, depression is to be 
avoided when there is restriction irrespective of whether it starts with 
a contraction in the quantity of money or of fiduciary media. The aim 
is not to keep prices stable, but to prevent the free market interest rate 
from being reduced temporarily by the banks of issue or by monetary 
inflation.

In order to explain the essence of this new policy, we shall now ex-
plore two specific cases in more detail:

1. The production of gold increases and prices rise. A price premium 
appears in the interest rate that would limit the demand for loans to 
the supply of lendable funds available. The banks, however, have no 
reason to raise their lending rate. As a matter of fact, they become more 
willing to discount at a lower rate as the relationship between their ob-
ligations and their stock of gold has been improved. It has certainly 
not deteriorated. The actual loan rate they are asking lags behind the 
interest rate that would prevail on a free market, thus providing the 
initiative for a boom. In this instance, prewar crisis policy would not 
have intervened since it considered only the ratio of the bank’s cover 
which had not deteriorated. As prices and wages rise [resulting in an 
increased demand for business loans], modern theory maintains that 
the interest rates should rise and circulation credit be restricted.

2. The inducement to the boom has been given by the banks in re-
sponse, let us say, to the general pressure to make credit cheaper in 
order to combat depression, without any change in the quantity of 
money in the narrower sense. Since the cover ratio deteriorates as a 
result, even the older crisis policy would have called for increasing the 
interest rate as a brake.

Only in the first of these two instances does a fundamental differ-
ence exist between old and new policies.

3. Empirical Studies

Many now engaged in cyclical research maintain that the special su-
periority of current crisis policy in America rests on the use of more 
precise statistical methods than those previously available. Presumably, 
means for eliminating seasonal fluctuations and the secular general 
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trend have been developed from statistical series and curves. Obvi-
ously, it is only with such manipulations that the findings of a market 
study may become a study of the business cycle. However, even if one 
should agree with the American investigators in their evaluation of the 
success of this effort, the question remains as to the usefulness of index 
numbers. Nothing more can be added to what has been said above on 
the subject, in Part I of this study.

The development of the Three Market Barometer3 is considered the 
most important accomplishment of the Harvard investigations. Since 
it is not possible to determine Wicksell’s natural rate of interest or  
the “ideal” price premium, we are advised to compare the change in 
the interest rate with the movement of prices and other data indicative 
of business conditions, such as production figures, the number of un-
employed, etc. This has been done for decades. One need only glance 
at reports in the daily papers, economic weeklies, monthlies and annu-
als of the last two generations to discover that the many claims, made 
so proudly today, of being the first to recognize the significance of such 
data for understanding the course of business conditions are unwar-
ranted. The Harvard institute, however, has performed a service in that 
it has sought to establish an empirical regularity in the timing of the 
movements in the three curves.

There is no need to share the exuberant expectations for the practi-
cal usefulness of the Harvard barometer which has prevailed in the 
American business world for some time. It can readily be admitted 
that this barometer has scarcely contributed anything toward increas-
ing and deepening our knowledge of cyclical movements. Neverthe-
less, the significance of the Harvard barometer for the investigation of 
business conditions may still be highly valued, for it does provide sta-
tistical substantiation of the Circulation Credit Theory. Twenty years 
ago, it would not have been thought possible to arrange and manipu-
late statistical material so as to make it useful for the study of business 
conditions. Here real success has crowned the ingenious work done by 
economists and statisticians together.

Upon examining the curves developed by institutes using the Har-
vard method, it becomes apparent that the movement of the money 
market curve (C Curve) in relation to the stock market curve (A Curve) 

3. [This Harvard barometer was developed at the university by the Committee on Economic 
Research from three statistical series which are presumed to reveal (1) the extent of stock specu-
lation, (2) the condition of industry and trade and (3) the supply of funds.—Ed.]
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and the commodity market curve (B Curve) corresponds exactly to 
what the Circulation Credit Theory asserts. The fact that the move-
ments of A Curve generally anticipate those of B Curve is explained 
by the greater sensitivity of stock, as opposed to commodity, specula-
tion. The stock market reacts more promptly than does the commodity 
market. It sees more and it sees farther. It is quicker to draw coming 
events (in this case, the changes in the interest rate) into the sphere of 
its conjectures.

4. Arbitrary Political Decisions

However, the crucial question still remains: What does the Three Mar-
ket Barometer offer the man who is actually making bank policy? Are 
modern methods of studying business conditions better suited than the 
former, to be sure less thorough, ones for laying the groundwork for 
decisions on a discount policy aimed at reducing as much as possible 
the ups and downs of business? Even prewar [World War I] banking 
policy had this for its goal. There is no doubt that government agencies 
responsible for financial policy, directors of the central banks of issue 
and also of the large private banks and banking houses, were frankly 
and sincerely interested in attaining this goal. Their efforts in this  
direction—only when the boom was already in full swing to be sure—
were supported at least by a segment of public opinion and of the press. 
They knew well enough what was needed to accomplish the desired ef-
fect. They knew that nothing but a timely and sufficiently far-reaching 
increase in the loan rate could counteract what was usually referred to 
as “excessive speculation.”

They failed to recognize the fundamental problem. They did not 
understand that every increase in the amount of circulation credit 
(whether brought about by the issue of banknotes or expanding bank 
deposits) causes a surge in business and thus starts the cycle which 
leads once more, over and beyond the crisis, to the decline in business 
activity. In short, they embraced the very ideology responsible for gen-
erating business fluctuations. However, this fact did not prevent them, 
once the cyclical upswing became obvious, from thinking about its 
unavoidable outcome. They did not know that the upswing had been 
generated by the conduct of the banks. If they had, they might well 
have seen it only as a blessing of banking policy, for to them the most 
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important task of economic policy was to overcome the depression, at 
least so long as the depression lasted. Still they knew that a progressing 
upswing must lead to crisis and then to stagnation.

As a result, the trade boom evoked misgivings at once. The immedi-
ate problem became simply how to counteract the onward course of 
the “unhealthy” development. There was no question of “whether,” but 
only of “how.” Since the method—increasing the interest rate—was al-
ready settled, the question of “how” was only a matter of timing and 
degree: When and how much should the interest rate be raised?

The critical point was that this question could not be answered pre-
cisely, on the basis of undisputed data. As a result, the decision must 
always be left to discretionary judgment. Now, the more firmly con-
vinced those responsible were that their interference, by raising the in-
terest rate, would put an end to the prosperity of the boom, the more 
cautiously they must act. Might not those voices be correct which 
maintained that the upswing was not “artificially” produced, that there 
wasn’t any “overspeculation” at all, that the boom was only the natural 
outgrowth of technical progress, the development of means of commu-
nication, the discovery of new supplies of raw materials, the opening 
up of new markets? Should this delightful and happy state of affairs be 
rudely interrupted? Should the government act in such a way that the 
economic improvement, for which it took credit, gives way to crisis?

The hesitation of officials to intervene is sufficient to explain the 
situation. To be sure, they had the best of intentions for stopping in 
time. Even so, the steps they took were usually “too little and too late.” 
There was always a time lag before the interest rate reached the point 
at which prices must start down again. In the interim, capital had be-
come frozen in investments for which it would not have been used if 
the interest rate on money had not been held below its “natural rate.”

This drawback to cyclical policy is not changed in any respect if it 
is carried out in accordance with the business barometer. No one who 
has carefully studied the conclusions drawn from observations of busi-
ness conditions made by institutions working with modern methods 
will dare to contend that these results may be used to establish, in-
controvertibly, when and how much to raise the interest rate in order 
to end the boom in time before it has led to capital malinvestment. 
The accomplishment of economic journalism in reporting regularly 
on business conditions during the last two generations should not be 
underrated. Nor should the contribution of contemporary business cy-
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cle research institutes, working with substantial means, be overrated. 
Despite all the improvements which the preparation of statistics and 
graphic interpretations have undergone, their use in the determination 
of interest rate policy still leaves a wide margin for judgment.

5. Sound Theory Essential

Moreover, it should not be forgotten that it is impossible to answer in 
a straightforward manner not only how seasonal variations and growth 
factors are to be eliminated, but also how to decide unequivocably from 
what data and by what method the curves of each of the Three Markets 
should be constructed. Arguments which cannot be easily refuted may 
be raised on every point with respect to the business barometer. Also, 
no matter how much the business barometer may help us to survey the 
many heterogeneous operations of the market and of production, they 
certainly do not offer a solid basis for weighing contingencies. Business 
barometers are not even in a position to furnish clear and certain an-
swers to the questions concerning cyclical policy which are crucial for 
their operation. Thus, the great expectations generally associated with 
recent cyclical policy today are not justified.

For the future of cyclical policy more profound theoretical knowl-
edge concerning the nature of changes in business conditions would 
inevitably be of incomparably greater value than any conceivable 
manipulation of statistical methods. Some business cycle research 
institutes are imbued with the erroneous idea that they are conduct-
ing impartial factual research, free of any prejudice due to theoretical 
considerations. In fact, all their work rests on the groundwork of the 
Circulation Credit Theory. In spite of the reluctance which exists to-
day against logical reasoning in economics and against thinking prob-
lems and theories through to their ultimate conclusions, a great deal 
would be gained if it were decided to base cyclical policy deliberately 
on this theory. Then, one would know that every expansion of circu-
lation credit must be counteracted in order to even out the waves of 
the business cycle. Then, a force operating on one side to reduce the 
purchasing power of money would be offset from the other side. The 
difficulties, due to the impossibility of finding any method for measur-
ing changes in purchasing power, cannot be overcome. It is impossible 
to realize the ideal of either a monetary unit of unchanging value or 
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economic stability. However, once it is resolved to forego the artificial 
stimulation of business activity by means of banking policy, fluctua-
tions in business conditions will surely be substantially reduced. To be 
sure this will mean giving up many a well-loved slogan, for example, 
“easy money” to encourage credit transactions. However, a still greater 
ideological sacrifice than that is called for. The desire to reduce the in-
terest rate in any way must also be abandoned.

It has already been pointed out that events would have turned out 
very differently if there had been no deviation from the principle of 
complete freedom in banking and if the issue of fiduciary media had 
been in no way exempted from the rules of commercial law. It may be 
that a final solution of the problem can be arrived at only through the 
establishment of completely free banking. However, the credit struc-
ture which has been developed by the continued effort of many gener-
ations cannot be transformed with one blow. Future generations, who 
will have recognized the basic absurdity of all interventionist attempts, 
will have to deal with this question also. However, the time is not yet 
ripe—not now nor in the immediate future.
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VI

Control of the Money Market

1. International Competition or Cooperation

There are many indications that public opinion has recognized the sig-
nificance of the role banks play in initiating the cycle by their expan-
sion of circulation credit. If this view should actually prevail, then the 
previous popularity of efforts aimed at artificially reducing the interest 
rate on loans would disappear. Banks that wanted to expand their issue 
of fiduciary media would no longer be able to count on public approval 
or government support. They would become more careful and more 
temperate. That would smooth out the waves of the cycle and reduce 
the severity of the sudden shift from rise to fall.

However, there are some indications which seem to contradict this 
view of public opinion. Most important among these are the attempts 
or, more precisely, the reasoning which underlies the attempts to bring 
about international cooperation among the banks of issue.

In speculative periods of the past, the very fact that the banks of 
the various countries did not work together systematically and accord-
ing to agreement constituted a most effective brake. With closely-knit 
international economic relations, the expansion of circulation credit 
could only become universal if it were an international phenomenon. 
Accordingly, lacking any international agreement, individual banks, 
fearing a large outflow of capital, took care in setting their interest rates 
not to lag far below the rates of the banks of other countries. Thus, in 
response to interest rate arbitrage and any deterioration in the balance 
of trade brought about by higher prices, an exodus of loan money to 
other countries would, for one thing, have impaired the ratio of the 
bank’s cover as a result of foreign claims on their gold and foreign ex-
change which such conditions impose on the bank of issue. The bank, 
obliged to consider its solvency, would then be forced to restrict credit. 
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1. [See above p. 40, n. 3.—Ed.]

In addition, this impairment of the ever-shifting balance of payments 
would create a shortage of funds on the money market which the banks 
would be powerless to combat. The closer the economic connections 
among peoples become, the less possible it is to have a national boom. 
The business climate becomes an international phenomenon.

However, in many countries, especially in the German Reich, the 
view has frequently been expressed by friends of “cheap money” that 
it is only the gold standard that forces the bank of issue to consider 
interest rates abroad in determining its own interest policy. According 
to this view, if the bank were free of this shackle, it could then better 
satisfy the demands of the domestic money market to the advantage of 
the national economy. With this view in mind, there were in Germany 
advocates of bimetallism, as well as of a gold premium policy.1 In Aus-
tria, there was resistance to formalizing legally the de facto practice of 
redeeming its notes.

It is easy to see the fallacy in this doctrine that only the tie of the 
monetary unit to gold keeps the banks from reducing interest rates at 
will. Even if all ties with the gold standard were broken, this would not 
have given the banks the power to lower with impunity the interest rate 
below the height of the “natural” interest rate. To be sure, the paper 
standard would have permitted them to continue the expansion of cir-
culation credit without hesitation, because a bank of issue, relieved of 
the obligation of redeeming its notes, need have no fear with respect 
to its solvency. Still, the increase in notes would have led first to price 
increases and consequently to a deterioration in the rate of exchange. 
Secondly, the crisis would have come—later, to be sure, but all the 
more severely.

If the banks of issue were to consider seriously making agreements 
with respect to discount policy, this would eliminate one effective 
check. By acting in unison, the banks could extend more circulation 
credit than they do now, without any fear that the consequences would 
lead to a situation which produces an external drain of funds from the 
money market. To be sure, if this concern with the situation abroad is 
eliminated, the banks are still not always in a position to reduce the 
money rate of interest below its “natural” rate in the long run. How-
ever, the difference between the two interest rates can be maintained 
longer, so that the inevitable result—malinvestment of capital—appears 
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on a larger scale. This must then intensify the unavoidable crisis and 
deepen the depression.

So far, it is true, the banks of issue have made no significant agree-
ments on cyclical policy. Nevertheless, efforts aimed at such agree-
ments are certainly being proposed on every side.

2. “Boom” Promotion Problems

Another dangerous sign is that the slogan concerning the need to 
“control the money market,” through the banks of issue, still retains its 
prestige.

Given the situation, especially as it has developed in Europe, only 
the central banks are entitled to issue notes. Under that system, at-
tempts to expand circulation credit universally can only originate with 
the central bank of issue. Every venture on the part of private banks, 
against the wish or the plan of the central bank, is doomed from the 
very beginning. Even banking techniques learned from the Anglo- 
Saxons are of no service to private banks, since the opportunity for 
granting credit by opening bank deposits is insignificant in countries 
where the use of checks (except for central bank clearings and the cir-
culation of postal checks) is confined to a narrow circle in the business 
world. However, if the central bank of issue embarks upon a policy of 
credit expansion and thus begins to force down the rate of interest, it 
may be advantageous for the largest private banks to follow suit and 
expand the volume of circulation credit they grant too. Such a proce-
dure has still a further advantage for them. It involves them in no risk. 
If confidence is shaken during the crisis, they can survive the critical 
stage with the aid of the bank of issue.

However, the bank of issue’s credit expansion policy certainly offers 
a large number of banks a profitable field for speculation—arbitrage 
in the loan rates of interest. They seek to profit from the shifting ratio 
between domestic and foreign interest rates by investing domestically 
obtained funds in short-term funds abroad. In this process, they are 
acting in opposition to the discount policy of the bank of issue and 
hurting the alleged interests of those groups which hope to benefit 
from the artificial reduction of the interest rate and from the boom it 
produces. The ideology, which sees salvation in every effort to lower 
the interest rate and regards expansion of circulation credit as the best 
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method of attaining this goal, is consistent with the policy of brand-
ing the actions of the interest rate arbitrageur as scandalous and dis-
graceful, even as a betrayal of the interests of his own people to the 
advantage of foreigners. The policy of granting the banks of issue every 
possible assistance in the fight against these speculators is also con-
sistent with this ideology. Both government and bank of issue seek to 
intimidate the malefactors with threats, to dissuade them from their 
plan. In the liberal countries of western Europe, at least in the past, 
little could be accomplished by such methods. In the interventionist 
countries of middle and eastern Europe, attempts of this kind have met 
with greater success.

It is easy to see what lies behind this effort of the bank of issue to 
“control” the money market. The bank wants to prevent its credit ex-
pansion policy, aimed at reducing the interest rate, from being im-
peded by consideration of relatively restrictive policies followed abroad. 
It seeks to promote a domestic boom without interference from inter-
national reactions.

3. Drive for Tighter Controls

According to the prevailing ideology, however, there are still other oc-
casions when the banks of issue should have stronger control over the 
money market. If the interest rate arbitrage, resulting from the expan-
sion of circulation credit, has led, for the time being, only to a with-
drawal of funds from the reserves of the issuing bank, and that bank, 
disconcerted by the deterioration of the security behind its notes, has 
proceeded to raise its discount rate, there may still be, under certain 
conditions, no cause for the loan rate to rise on the open money market. 
As yet no funds have been withdrawn from the domestic market. The 
gold exports came from the bank’s reserves, and the increase in the dis-
count rate has not led to a reduction in the credits granted by the bank. 
It takes time for loan funds to become scarce as a result of the fact that 
some commercial paper, which would otherwise have been offered to 
the bank for discount, is disposed of on the open market. The issuing 
bank, however, does not want to wait so long for its maneuver to be 
effective. Alarmed at the state of its gold and foreign exchange assets, 
it wants prompt relief. To accomplish this, it must try to make money 



control of the money market • 143

S
N
L

143

scarce on the market. It generally tries to bring this about by appearing 
itself as a borrower on the market.

Another case, when control of the money market is contested, con-
cerns the utilization of funds made available to the market by the gen-
erous discount policy. The dominant ideology favors “cheap money.” 
It also favors high commodity prices, but not always high stock market 
prices. The moderated interest rate is intended to stimulate production 
and not to cause a stock market boom. However, stock prices increase 
first of all. At the outset, commodity prices are not caught up in the 
boom. There are stock exchange booms and stock exchange profits. 
yet, the “producer” is dissatisfied. He envies the “speculator” his “easy 
profit.” Those in power are not willing to accept this situation. They 
believe that production is being deprived of money which is flowing 
into the stock market. Besides, it is precisely in the stock market boom 
that the serious threat of a crisis lies hidden.

Therefore, the aim is to withdraw money from stock exchange loans 
in order to inject it into the “economy.” Trying to do this simply by 
raising the interest rate offers no special attraction. Such a rise in the 
interest rate is certainly unavoidable in the end. It is only a question of 
whether it comes sooner or later. Whenever the interest rate rises suf-
ficiently, it brings an end to the business boom. Therefore, other mea-
sures are tried to transfer funds from the stock market into production 
without changing the cheap rate for loans. The bank of issue exerts 
pressure on borrowers to influence the use made of the sums loaned 
out. Or else it proceeds directly to set different terms for credit depend-
ing on its use.

Thus we can see what it means if the central bank of issue aims at 
domination of the money market. Either the expansion of circulation 
credit is freed from the limitations which would eventually restrict it. 
Or the boom is shifted by certain measures along a course different 
from the one it would otherwise have followed. Thus, the pressure for 
“control of the money market” specifically envisions the encourage-
ment of the boom—the boom which must end in a crisis. If a cyclical 
policy is to be followed to eliminate crises, this desire, the desire to 
control and dominate the money market, must be abandoned.

If it were seriously desired to counteract price increases resulting 
from an increase in the quantity of money—due to an increase in the 
mining of gold, for example—by restricting circulation credit, the cen-
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tral banks of issue would borrow more on the market. Paying off these 
obligations later could hardly be described as “controlling the money 
market.” For the bank of issue, the restriction of circulation credit 
means the renunciation of profits. It may even mean losses.

Moreover, such a policy can be successful only if there is agreement 
among the banks of issue. If restriction were practiced by the central 
bank of one country only, it would result in relatively high costs of 
borrowing money within that country. The chief consequence of this 
would then be that gold would flow in from abroad. Insofar as this is 
the goal sought by the cooperation of the banks, it certainly cannot be 
considered a dangerous step in the attempt toward a policy of evening 
out the waves of the business cycle.
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VII

Business Forecasting for Cyclical Policy 
and the Businessman

1. Contributions of Business Cycle Research

The popularity enjoyed by contemporary business cycle research, the 
development of which is due above all to American economic research-
ers, derives from exaggerated expectations as to its usefulness in prac-
tice. With its help, it had been hoped to mechanize banking policy 
and business activity. It had been hoped that a glance at the business 
barometer would tell businessmen and those who determine banking 
policy how to act.

At present, this is certainly out of the question. It has already been 
emphasized often enough that the results of business cycle studies have 
only described past events and that they may be used for predicting 
future developments only on the basis of extremely inadequate prin-
ciples. However—and this is not sufficiently noted—these principles 
apply solely on the assumption that the ideology calling for expansion 
of circulation credit has not lost its standing in the field of economic 
and banking policy. Once a serious start is made at directing cyclical 
policy toward the elimination of crises, the power of this ideology is 
already dissipated.

Nevertheless, one broad field remains for the employment of the 
results of contemporary business cycle studies. They should indicate 
to the makers of banking policy when the interest rate must be raised 
to avoid instigating credit expansion. If the study of business condi-
tions were clear on this point and gave answers admitting of only one 
interpretation, so that there could be only one opinion, not only as to 
whether but also as to when and how much to increase the discount rate, 
then the advantage of such studies could not be rated highly enough. 
However, this is not the case. Everything that the observation of busi-
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ness conditions contributes in the form of manipulated data and mate-
rial can be interpreted in various ways.

Even before the development of business barometers, it was already 
known that increases in stock market quotations and commodity 
prices, a rise in profits on raw materials, a drop in unemployment, an 
increase in business orders, the selling off of inventories, and so on, 
signified a boom. The question is, when should, or when must, the 
brakes be applied. However, no business cycle institute answers this 
question straightforwardly and without equivocation. What should be 
done will always depend on an examination of the driving forces which 
shape business conditions and on the objectives set for cyclical policy. 
Whether the right moment for action is seized can never be decided 
except on the basis of a careful observation of all market phenomena. 
Moreover, it has never been possible to answer this question in any 
other way. The fact that we now know how to classify and describe the 
various market data more clearly than before does not make the task 
essentially any easier.

A glance at the continuous reports on the economy and the stock 
market in the large daily newspapers and in the economic weeklies 
which appeared from 1840 to 1910 shows that attempts have been made 
for decades to draw conclusions from events of the most recent past, 
on the basis of empirical rules, as to the shape of the immediate fu-
ture. If we compare the statistical groundwork used in these attempts 
with those now at our disposal, then it is obvious that we have recourse 
to more data today. We also understand better how to organize this 
material, how to arrange it clearly and interpret it for graphic presen-
tation. However, we can by no means claim, with the modern meth-
ods of studying business conditions, to have embarked on some new 
principle.

2. Difficulties of Precise Prediction

No businessman may safely neglect any available source of informa-
tion. Thus no businessman can refuse to pay close attention to newspa-
per reports. Still diligent newspaper reading is no guarantee of business 
success. If success were that easy, what wealth would the journalists 
have already amassed! In the business world, success depends on com-
prehending the situation sooner than others do—and acting accord-
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ingly. What is recognized as “fact” must first be evaluated correctly 
to make it useful for an undertaking. Precisely this is the problem of 
putting theory into practice.

A prediction, which makes judgments which are qualitative only 
and not quantitative, is practically useless even if it is eventually proved 
right by the later course of events. There is also the crucial question of 
timing. Decades ago, Herbert Spencer recognized, with brilliant per-
ception, that militarism, imperialism, socialism and interventionism 
must lead to great wars, severe wars. However, anyone who had started 
about 1890 to speculate on the strength of that insight on a depreciation 
of the bonds of the Three Empires1 would have sustained heavy losses. 
Large historical perspectives furnish no basis for stock market specula-
tions which must be reviewed daily, weekly, or monthly at least.

It is well known that every boom must one day come to an end. The 
businessman’s situation, however, depends on knowing exactly when 
and where the break will first appear. No economic barometer can 
answer these questions. An economic barometer only furnishes data 
from which conclusions may be drawn. Since it is still possible for the  
central bank of issue to delay the start of the catastrophe with its dis-
count policy, the situation depends chiefly on making judgments  
as to the conduct of these authorities. Obviously, all available data fail 
at this point.

But once public opinion is completely dominated by the view 
that the crisis is imminent and businessmen act on this basis, then it 
is already too late to derive business profit from this knowledge. Or  
even merely to avoid losses. For then the panic breaks out. The crisis 
has come.

1. [See above, p. 129, n. 2.—Ed.]
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VIII

The Aims and Method of Cyclical Policy

1. Revised Currency School Theory

Without doubt, expanding the sphere of scientific investigation from 
the narrow problem of the crisis into the broader problem of the cycle 
represents progress.1 However, it was certainly not equally advanta-
geous for political policies. Their scope was broadened. They began to 
aspire to more than was feasible.

The economy could be organized so as to eliminate cyclical changes 
only if (1) there were something more than muddled thinking behind 
the concept that changes in the value of the monetary unit can be  
measured, and (2) it were possible to determine in advance the extent 
of the effect which accompanies a definite change in the quantity of 
money and fiduciary media. As these conditions do not prevail, the 
goals of cyclical policy must be more limited. However, even if only 
such severe shocks as those experienced in 1857, 1873, 1900/01 and 
1907 could be avoided in the future, a great deal would have been 
accomplished.

The most important prerequisite of any cyclical policy, no matter 
how modest its goal may be, is to renounce every attempt to reduce the 
interest rate, by means of banking policy, below the rate which devel-
ops on the market. That means a return to the theory of the Currency 
School, which sought to suppress all future expansion of circulation 
credit and thus all further creation of fiduciary media. However, this 
does not mean a return to the old Currency School program, the ap-
plication of which was limited to banknotes. Rather it means the intro-
duction of a new program based on the old Currency School theory, 

1. Also, as a result of this, it became easier to distinguish crises originating from definite causes 
(wars and political upheavals, violent convulsions of nature, changes in the shape of supply or 
demand) from cyclically-recurring crises.
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but expanded in the light of the present state of knowledge to include 
fiduciary media issued in the form of bank deposits.

The banks would be obliged at all times to maintain metallic back-
ing for all notes—except for the sum of those outstanding which are not 
now covered by metal—equal to the total sum of the notes issued and 
bank deposits opened. That would mean a complete reorganization of 
central bank legislation. The banks of issue would have to return to 
the principles of Peel’s Bank Act, but with the provisions expanded to 
cover also bank balances subject to check. The same stipulations with 
respect to reserves must also be applied to the large national deposit 
institutions, especially the postal savings.2 Of course, for these second-
ary banks of issue, the central bank reserves for their notes and depos-
its would be the equivalent of gold reserves. In those countries where 
checking accounts at private commercial banks play an important role 
in trade—notably the United States and England—the same obligation 
must be exacted from those banks also.

By this act alone, cyclical policy would be directed in earnest toward 
the elimination of crises.

2. “Price Level” Stabilization

Under present circumstances, it is out of the question, in the foresee-
able future, to establish complete “free banking” and place all banking 
transactions, including the granting of credit, under ordinary commer-
cial law. Those who speak and write today on behalf of “stabilization,” 
“maintenance of purchasing power” and “elimination of the trade cy-
cle” can certainly not call this more limited approach “extreme.” On 
the contrary! They will reject this suggestion as not going far enough. 
They are demanding much more. In their view, the “price level” should 
be maintained by countering rising prices with a restriction in the cir-
culation of fiduciary media and, similarly, countering falling prices by 
the expansion of fiduciary media.

The arguments that may be advanced in favor of this modest pro-
gram have already been set forth above in the first part of this work. 
In our judgment, the arguments which militate against all monetary 

2. [The Post Office Savings Institution, established in Austria in the 1880s and copied in sev-
eral other European countries, played a significant, if limited, role in monetary affairs. See 
Mises’s comments in Human Action (1966, 1996, and 2007), pp. 445–446.—Ed.]
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manipulation are so great that placing decisions as to the formation of 
purchasing power in the hands of banking officials, parliaments and 
governments, thus making it subject to shifting political influences, 
must be avoided. The methods available for measuring changes in 
purchasing power are necessarily defective. The effect of the various 
maneuvers, intended to influence purchasing power, cannot be quan-
titatively established—neither in advance nor even after they have 
taken place. Thus proposals which amount only to making approxi-
mate adjustments in purchasing power must be considered completely 
impractical.

Nothing more will be said here concerning the fundamental absur-
dity of the concept of “stable purchasing power” in a changing econ-
omy. This has already been discussed at some length. For practical 
economic policy, the only problem is what inflationist or restrictionist 
measures to consider for the partial adjustment of severe price declines 
or increases. Such measures, carried out in stages, step by step, through 
piecemeal international agreements, would benefit either creditors 
or debtors. However, one question remains: Whether, in view of the 
conflicts among interests, agreements on this issue could be reached 
among nations. The viewpoints of creditors and debtors will no doubt 
differ widely, and these conflicts of interest will complicate still more 
the manipulation of money internationally than on the national level.

3. International Complications

It is also possible to consider monetary manipulation as an aspect of na-
tional economic policy, and take steps to regulate the value of money 
independently, without reference to the international situation. Ac-
cording to Keynes,3 if there is a choice between stabilization of prices 
and stabilization of the foreign exchange rate, the decision should be 
in favor of price stabilization and against stabilization of the rate of ex-
change. However, a nation which chose to proceed in this way would 
create international complications because of the repercussions its pol-
icy would have on the content of contractual obligations.

For example, if the United States were to raise the purchasing power 

3. Keynes, John Maynard. A Tract on Monetary Reform. London, 1923; New york, 1924,  
pp. 156ff.
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of the dollar over that of its present gold parity, the interests of foreign-
ers who owed dollars would be very definitely affected as a result. Then 
again, if debtor nations were to try to depress the purchasing power 
of their monetary unit, the interests of creditors would be impaired. 
Irrespective of this, every change in value of a monetary unit would 
unleash influences on foreign trade. A rise in its value would foster 
increased imports, while a fall in its value would be recognized as the 
power to increase exports.

In recent generations, consideration of these factors has led to pres-
sure for a single monetary standard based on gold. If this situation is ig-
nored, then it will certainly not be possible to fashion monetary value 
so that it will generally be considered satisfactory. In view of the ideas 
prevailing today with respect to trade policy, especially in connection 
with foreign relations, a rising value for money is not considered desir-
able, because of its power to promote imports and to hamper exports.

Attempts to introduce a national policy, so as to influence prices in-
dependently of what is happening abroad, while still clinging to the 
gold standard and the corresponding rates of exchange, would be com-
pletely unworkable. There is no need to say any more about this.

4. The Future

The obstacles which militate against a policy aimed at the complete 
elimination of cyclical changes are truly considerable. For that reason, 
it is not very likely that such new approaches to monetary and bank-
ing policy, that limit the creation of fiduciary media, will be followed. 
It will probably not be resolved to prohibit entirely the expansion of 
fiduciary media. Nor is it likely that expansion will be limited to only 
the quantities sufficient to counteract a definite and pronounced trend 
toward generally declining prices. Perplexed as to how to evaluate the 
serious political and economic doubts which are raised in opposition to 
every kind of manipulation of the value of money, the people will prob-
ably forego decisive action and leave it to the central bank managers to 
proceed, case by case, at their own discretion. Just as in the past, cycli-
cal policy of the near future will be surrendered into the hands of the 
men who control the conduct of the great central banks and those who 
influence their ideas, i.e., the moulders of public opinion.

Nevertheless, the cyclical policy of the future will differ apprecia-
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bly from its predecessor. It will be knowingly based on the Circulation 
Credit Theory of the Trade Cycle. The hopeless attempt to reduce the 
loan rate indefinitely by continuously expanding circulation credit will 
not be revived in the future. It may be that the quantity of fiduciary 
media will be intentionally expanded or contracted in order to influ-
ence purchasing power. However, the people will no longer be under 
the illusion that technical banking procedures can make credit cheaper 
and thus create prosperity without its having repercussions.

The only way to do away with, or even to alleviate, the periodic re-
turn of the trade cycle—with its denouement, the crisis—is to reject 
the fallacy that prosperity can be produced by using banking proce-
dures to make credit cheap.
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I

The Nature and Role of the Market

1. The Marxian “Anarchy of Production” Myth

The Marxian critique censures the capitalistic social order for the anar-
chy and planlessness of its production methods. Allegedly, every entre-
preneur produces blindly, guided only by his desire for profit, without 
any concern as to whether his action satisfies a need. Thus, for Marx-
ists, it is not surprising if severe disturbances appear again and again 
in the form of periodical economic crises. They maintain it would be 
futile to fight against all this with capitalism. It is their contention that 
only socialism will provide the remedy by replacing the anarchistic 
profit economy with a planned economic system aimed at the satisfac-
tion of needs.

Strictly speaking, the reproach that the market economy is “anar-
chistic” says no more than that it is just not socialistic. That is, the 
actual management of production is not surrendered to a central office 
which directs the employment of all factors of production, but this is 
left to entrepreneurs and owners of the means of production. Calling 
the capitalistic economy “anarchistic,” therefore, means only that capi-
talistic production is not a function of governmental institutions.

yet, the expression “anarchy” carries with it other connotations. We 
usually use the word “anarchy” to refer to social conditions in which, 
for lack of a governmental apparatus of force to protect peace and re-
spect for the law, the chaos of continual conflict prevails. The word 
“anarchy,” therefore, is associated with the concept of intolerable con-
ditions. Marxian theorists delight in using such expressions. Marxian 
theory needs the implications such expressions give to arouse the emo-

[Die Ursachen der Wirtschaftskrise: Ein Vortrag (Tübingen: J. C. B. Mohr, Paul Siebeck, 1931). 
Presented February 28, 1931, at Teplitz-Schönau, Czechoslovakia, before an assembly of Ger-
man industrialists (Deutscher Hauptverband der Industrie).—Ed.]
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tional sympathies and antipathies that are likely to hinder critical anal-
ysis. The “anarchy of production” slogan has performed this service to 
perfection. Whole generations have permitted it to confuse them. It 
has influenced the economic and political ideas of all currently active 
political parties and, to a remarkable extent, even those parties which 
loudly proclaim themselves anti-Marxist.

2. The Role and Rule of Consumers

Even if the capitalistic method of production were “anarchistic,” i.e., 
lacking systematic regulation from a central office, and even if indi-
vidual entrepreneurs and capitalists did, in the hope of profit, direct 
their actions independently of one another, it is still completely wrong 
to suppose they have no guide for arranging production to satisfy need. 
It is inherent in the nature of the capitalistic economy that, in the final 
analysis, the employment of the factors of production is aimed only 
toward serving the wishes of consumers. In allocating labor and capi-
tal goods, the entrepreneurs and the capitalists are bound, by forces 
they are unable to escape, to satisfy the needs of consumers as fully 
as possible, given the state of economic wealth and technology. Thus, 
the contrast drawn between the capitalistic method of production, as 
production for profit, and the socialistic method, as production for use, 
is completely misleading. In the capitalistic economy, it is consumer 
demand that determines the pattern and direction of production, pre-
cisely because entrepreneurs and capitalists must consider the profit-
ability of their enterprises.

An economy based on private ownership of the factors of produc-
tion becomes meaningful through the market. The market operates by 
shifting the height of prices so that again and again demand and supply 
will tend to coincide. If demand for a good goes up, then its price rises, 
and this price rise leads to an increase in supply. Entepreneurs try to 
produce those goods the sale of which offers them the highest possible 
gain. They expand production of any particular item up to the point 
at which it ceases to be profitable. If the entrepreneur produces only 
those goods whose sale gives promise of yielding a profit, this means 
that they are producing no commodities for the manufacture of which 
labor and capital goods must be used which are needed for the manu-
facture of other commodities more urgently desired by consumers.
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In the final analysis, it is the consumers who decide what shall be 
produced, and how. The law of the market compels entrepreneurs and 
capitalists to obey the orders of consumers and to fulfill their wishes 
with the least expenditure of time, labor and capital goods. Competi-
tion on the market sees to it that entrepreneurs and capitalists, who are 
not up to this task, will lose their position of control over the produc-
tion process. If they cannot survive in competition, that is, in satisfy-
ing the wishes of consumers cheaper and better, then they suffer losses 
which diminish their importance in the economic process. If they do 
not soon correct the shortcomings in the management of their enter-
prise and capital investment, they are eliminated completely through 
the loss of their capital and entrepreneurial position. Henceforth, they 
must be content as employees with a more modest role and reduced 
income.

3. Production for Consumption

The law of the market applies to labor also. Like other factors of pro-
duction, labor is also valued according to its usefulness in satisfying 
human wants. Its price, the wage rate, is a market phenomenon like 
any other market phenomenon, determined by supply and demand, by 
the value the product of labor has in the eye of consumers. By shifting 
the height of wages, the market directs workers into those branches of 
production in which they are most urgently needed. Thus the market 
supplies to each type of employment that quality and quantity of labor 
needed to satisfy consumer wants in the best possible way.

In the feudal society, men became rich by war and conquest and 
through the largesse of the sovereign ruler. Men became poor if they 
were defeated in battle or if they fell from the monarch’s good graces. 
In the capitalistic society, men become rich—directly as the producer 
of consumers’ goods, or indirectly as the producer of raw materials and 
semi-produced factors of production—by serving consumers in large 
numbers. This means that men who become rich in the capitalistic 
society are serving the people. The capitalistic market economy is a 
democracy in which every penny constitutes a vote. The wealth of the 
successful businessman is the result of a consumer plebiscite. Wealth, 
once acquired, can be preserved only by those who keep on earning it 
anew by satisfying the wishes of consumers.
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The capitalistic social order, therefore, is an economic democracy 
in the strictest sense of the word. In the last analysis, all decisions are 
dependent on the will of the people as consumers. Thus, whenever 
there is a conflict between consumers’ views and those of the business 
managers, market pressures assure that the views of the consumers 
win out eventually. This is certainly something very different from the 
pseudo-economic democracy toward which the labor unions are aim-
ing. In such a system as they propose, the people are supposed to direct 
production as producers, not as consumers. They would exercise influ-
ence, not as buyers of products, but as sellers of labor, that is, as sell-
ers of one of the factors of production. If this system were carried out, 
it would disorganize the entire production apparatus and thus destroy 
our civilization. The absurdity of this position becomes apparent sim-
ply upon considering that production is not an end in itself. Its purpose 
is to serve consumption.

4. The Perniciousness of a “Producers’ Policy”

Under pressure of the market, entrepreneurs and capitalists must order 
production so as to carry out the wishes of consumers. The arrange-
ments they make and what they ask of workers are always determined 
by the need to satisfy the most urgent wants of consumers. It is precisely 
this which guarantees that the will of the consumer shall be the only 
guideline for business. yet capitalism is usually reproached for placing 
the logic of expediency above sentiment and arranging things in the 
economy dispassionately and impersonally for monetary profit only. It 
is because the market compels the entrepreneur to conduct his business 
so that he derives from it the greatest possible return that the wants of 
consumers are covered in the best and cheapest way. If potential profit 
were no longer taken into consideration by enterprises, but instead the 
workers’ wishes became the criterion, so that work was arranged for 
their greatest convenience, then the interests of consumers would be 
injured. If the entrepreneur aims at the highest possible profit, he per-
forms a service to society in managing an enterprise. Whoever hinders 
him from doing this, in order to give preference to considerations other 
than those of business profits, acts against the interests of society and 
imperils the satisfaction of consumer needs.

Workers and consumers are, of course, identical. If we distinguish 
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between them, we are only differentiating mentally between their re-
spective functions within the economic framework. We should not 
let this lead us into the error of thinking they are different groups of 
people. The fact that entrepreneurs and capitalists also are consuming 
plays a less important role quantitatively; for the market economy, the 
significant consumption is mass consumption. Directly or indirectly, 
capitalistic production serves primarily the consumption of the masses. 
The only way to improve the situation of the consumer, therefore, is to 
make enterprises still more productive, or as people may say today, to 
“rationalize” 1 still further. Only if one wants to reduce consumption 
should one urge what is known as “producers’ policy”—specifically the 
adoption of those measures which place the interests of producers over 
those of consumers.

Opposition to the economic laws which the market decrees for pro-
duction must always be at the expense of consumption. This should be 
kept in mind whenever interventions are advocated to free producers 
from the necessity of complying with the market.

The market processes give meaning to the capitalistic economy. 
They place entrepreneurs and capitalists in the service of satisfying the 
wants of consumers. If the workings of these complex processes are 
interfered with, then disturbances are brought about which hamper 
the adjustment of supply to demand and lead production astray, along 
paths which keep them from attaining the goal of economic action—
i.e., the satisfaction of wants.

These disturbances constitute the economic crisis.

1. [A loose term for a more efficient organization of industrial production through the use of 
more modern technical automation and mechanization. It came in time to imply that central 
planning and government regulation are helpful in eliminating “wasteful” competition. The 
term was later applied to the Nazi and Soviet plans for industrial organization.—Ed.]
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II

Cyclical Changes in Business Conditions

1. Role of Interest Rates

In our economic system, times of good business commonly alternate 
more or less regularly with times of bad business. Decline follows eco-
nomic upswing, upswing follows decline, and so on. The attention of 
economic theory has quite understandably been greatly stimulated by 
this problem of cyclical changes in business conditions. In the begin-
ning, several hypotheses were set forth, which could not stand up un-
der critical examination. However, a theory of cyclical fluctuations was 
finally developed which fulfilled the demands legitimately expected 
from a scientific solution to the problem. This is the Circulation Credit 
Theory, usually called the Monetary Theory of the Trade Cycle. This 
theory is generally recognized by science. All cyclical policy measures 
which are taken seriously proceed from the reasoning which lies at the 
root of this theory.

According to the Circulation Credit Theory (Monetary Theory of 
the Trade Cycle), cyclical changes in business conditions stem from at-
tempts to reduce artificially the interest rates on loans through measures 
of banking policy—expansion of bank credit by the issue or creation of 
additional fiduciary media (that is banknotes and/or checking deposits 
not covered 100% by gold). On a market which is not disturbed by the 
interference of such an “inflationist” banking policy, interest rates de-
velop at which the means are available to carry out all the plans and 
enterprises that are initiated. Such unhampered market interest rates 
are known as “natural” or “static” interest rates. If these interest rates 
were adhered to, then economic development would proceed without 
interruption—except for the influence of natural cataclysms of politi-
cal acts such as war, revolution, and the like. The fact that economic 
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development follows a wavy pattern must be attributed to the interven-
tion of the banks through their interest rate policy.

The point of view prevails generally among politicians, business 
people, the press and public opinion that reducing the interest rates 
below those developed by market conditions is a worthy goal for eco-
nomic policy, and that the simplest way to reach this goal is through 
expanding bank credit. Under the influence of this view, the attempt is 
undertaken, again and again, to spark an economic upswing through 
granting additional loans. At first, to be sure, the result of such credit 
expansion comes up to expectations. Business is revived. An upswing 
develops. However, the stimulating effect emanating from the credit 
expansion cannot continue forever. Sooner or later, a business boom 
created in this way must collapse.

At the interest rates which developed on the market, before any in-
terference by the banks through the creation of additional circulation 
credit, only those enterprises and businesses appeared profitable for 
which the needed factors of production were available in the economy. 
The interest rates are reduced through the expansion of credit, and 
then some businesses, which did not previously seem profitable, ap-
pear to be profitable. It is precisely the fact that such businesses are 
undertaken that initiates the upswing. However, the economy is not 
wealthy enough for them. The resources they need for completion are 
not available. The resources they need must first be withdrawn from 
other enterprises. If the means had been available, then the credit ex-
pansion would not have been necessary to make the new projects ap-
pear possible.

2. The Sequel of Credit Expansion

Credit expansion cannot increase the supply of real goods. It merely 
brings about a rearrangement. It diverts capital investment away from 
the course prescribed by the state of economic wealth and market con-
ditions. It causes production to pursue paths which it would not follow 
unless the economy were to acquire an increase in material goods. As 
a result, the upswing lacks a solid base. It is not real prosperity. It is 
illusory prosperity. It did not develop from an increase in economic 
wealth. Rather, it arose because the credit expansion created the illu-
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sion of such an increase. Sooner or later it must become apparent that 
this economic situation is built on sand.

Sooner or later, credit expansion, through the creation of additional 
fiduciary media, must come to a standstill. Even if the banks wanted 
to, they could not carry on this policy indefinitely, not even if they were 
being forced to do so by the strongest pressure from outside. The con-
tinuing increase in the quantity of fiduciary media leads to continual 
price increases. Inflation can continue only so long as the opinion per-
sists that it will stop in the foreseeable future. However, once the con-
viction gains a foothold that the inflation will not come to a halt, then 
a panic breaks out. In evaluating money and commodities, the public 
takes anticipated price increases into account in advance. As a conse-
quence, prices race erratically upward out of all bounds. People turn 
away from using money which is compromised by the increase in fi-
duciary media. They “flee” to foreign money, metal bars, “real values,” 
barter. In short, the currency breaks down.

The policy of expanding credit is usually abandoned well before 
this critical point is reached. It is discontinued because of the situation 
which develops in international trade relations and also, especially, be-
cause of experiences in previous crises, which have frequently led to 
legal limitations on the right of the central banks to issue notes and 
create credit. In any event, the policy of expanding credit must come 
to an end—if not sooner due to a turnabout by the banks, then later in 
a catastrophic breakdown. The sooner the credit expansion policy is 
brought to a stop, the less harm will have been done by the misdirec-
tion of entrepreneurial activity, the milder the crisis and the shorter the 
following period of economic stagnation and general depression.

The appearance of periodically recurring economic crises is the 
necessary consequence of repeatedly renewed attempts to reduce the 
“natural” rates of interest on the market by means of banking policy. 
The crises will never disappear so long as men have not learned to 
avoid such pump-priming, because an artificially stimulated boom 
must inevitably lead to crisis and depression.
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III

The Present Crisis

The crisis from which we are now suffering is also the outcome of 
a credit expansion. The present crisis is the unavoidable sequel to a 
boom. Such a crisis necessarily follows every boom generated by the 
attempt to reduce the “natural rate of interest” through increasing the 
fiduciary media. However, the present crisis differs in some essential 
points from earlier crises, just as the preceding boom differed from 
earlier economic upswings.

The most recent boom period did not run its course completely, at 
least not in Europe. Some countries and some branches of production 
were not generally or very seriously affected by the upswing which, 
in many lands, was quite turbulent. A bit of the previous depression 
continued, even into the upswing. On that account—in line with our 
theory and on the basis of past experience—one would assume that 
this time the crisis will be milder. However, it is certainly much more 
severe than earlier crises and it does not appear likely that business 
conditions will soon improve.

The unprofitability of many branches of production and the unem-
ployment of a sizeable portion of the workers can obviously not be due 
to the slowdown in business alone. Both the unprofitability and the 
unemployment are being intensified right now by the general depres-
sion. However, in this postwar period, they have become lasting phe-
nomena which do not disappear entirely even in the upswing. We are 
confronted here with a new problem, one that cannot be answered by 
the theory of cyclical changes alone.

Let us consider, first of all, unemployment.
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A. UNEMPLOyMENT

1. The Market Wage Rate Process

Wage rates are market phenomena, just as interest rates and commod-
ity prices are. Wage rates are determined by the productivity of labor. 
At the wage rates toward which the market is tending, all those seek-
ing work find employment and all entrepreneurs find the workers they 
are seeking. However, the interrelated phenomena of the market from 
which the “static” or “natural” wage rates evolve are always undergo-
ing changes that generate shifts in wage rates among the various oc-
cupational groups. There is also always a definite time lag before those 
seeking work and those offering work have found one another. As a 
result, there are always sure to be a certain number of unemployed.

Just as there are always houses standing empty and persons looking 
for housing on the unhampered market, just as there are always unsold 
wares in markets and persons eager to purchase wares they have not yet 
found, so there are always persons who are looking for work. However, 
on the unhampered market, this unemployment cannot attain vast 
proportions. Those capable of work will not be looking for work over a 
considerable period—many months or even years—without finding it.

If a worker goes a long time without finding the employment he 
seeks in his former occupation, he must either reduce the wage rate he 
asks or turn to some other field where he hopes to obtain a higher wage 
than he can now get in his former occupation. For the entrepreneur, 
the employment of workers is a part of doing business. If the wage rate 
drops, the profitability of his enterprise rises and he can employ more 
workers. So by reducing the wage rates they seek, workers are in a posi-
tion to raise the demand for labor.

This in no way means that the market would tend to push wage rates 
down indefinitely. Just as competition among workers has the tendency 
to lower wages, so does competition among employers tend to drive 
them up again. Market wage rates thus develop from the interplay of 
demand and supply.

The force with which competition among employers affects work-
ers may be seen very clearly by referring to the two mass migrations 
which characterized the nineteenth and early twentyth centuries. The 
oft-cited exodus from the land rested on the fact that agriculture had to 
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release workers to industry. Agriculture could not pay the higher wage 
rates which industry could and which, in fact, industry had to offer 
in order to attract workers from housework, hand labor and agricul-
ture. The migration of workers was continually out of regions where  
wages were held down by the inferiority of general conditions of pro-
duction and into areas where the productivity made it possible to pay 
higher wages.

Out of every increase in productivity, the wage earner receives his 
share. For profitable enterprises seeking to expand, the only means 
available to attract more workers is to raise wage rates. The prodigious 
increase in the living standard of the masses that accompanied the de-
velopment of capitalism is the result of the rise in real wages which 
kept abreast of the increase in industrial productivity.

This self-adjusting process of the market is severely disturbed now 
by the interference of unions whose effectiveness evolved under the 
protection and with the assistance of governmental power.

2. The Labor Union Wage Rate Concept

According to labor union doctrine, wages are determined by the bal-
ance of power. According to this view, if the unions succeed in intimi-
dating the entrepreneurs, through force or threat of force, and holding 
non-union workers off with the use of brute force, then wage rates can 
be set at whatever height desired without the appearance of any unde-
sirable side effects. Thus, the conflict between employers and workers 
seems to be a struggle in which justice and morality are entirely on 
the side of the workers. Interest on capital and entrepreneurial profit 
appear to be ill-gotten gains. They are alleged to come from the exploi-
tation of the worker and should be set aside for unemployment relief. 
This task, according to union doctrine, should be accomplished not 
only by increased wage rates but also through taxes and welfare spend-
ing which, in a regime dominated by pro-labor union parties, is to be 
used indirectly for the benefit of the workers.

The labor unions use force to attain their goals. Only union mem-
bers, who ask the established union wage rate and who work accord-
ing to union-prescribed methods, are permitted to work in industrial 
undertakings. Should an employer refuse to accept union conditions, 
there are work stoppages. Workers who would like to work, in spite of 
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the reproach heaped on such an undertaking by the union, are forced 
by acts of violence to give up any such plan. This tactic on the part of 
the labor unions presupposes, of course, that the government at least 
acquiesces in their behavior.

3. The Cause of Unemployment

If the government were to proceed against those who molest persons 
willing to work and those who destroy machines and industrial equip-
ment in enterprises that want to hire strikebreakers, as it normally does 
against the other perpetrators of violence, the situation would be very 
different. However, the characteristic feature of modern governments 
is that they have capitulated to the labor unions.

The unions now [1931] have the power to raise wage rates above 
what they would be on the unhampered market. However, interven-
tions of this type evoke a reaction. At market wage rates, everyone 
looking for work can find work. Precisely this is the essence of market 
wages—they are established at the point at which demand and supply 
tend to coincide. If the wage rates are higher than this, the number of  
employed workers goes down. Unemployment then develops as a last-
ing phenomenon. At the wage rates established by the unions, a sub-
stantial portion of the workers cannot find any work at all. Wage in-
creases for a portion of the workers are at the expense of an ever more 
sharply rising number of unemployed.

Those without work would probably tolerate this situation for a lim-
ited time only. Eventually they would say: “Better a lower wage than 
no wage at all.” Even the labor unions could not withstand an assault 
by hundreds of thousands, or millions, of would-be workers. The labor 
union policy of holding off those willing to work would collapse. Mar-
ket wage rates would prevail once again. It is here that unemployment 
relief is brought into play and its role [in keeping workers from compet-
ing on the labor market] needs no further explanation.

Thus, we see that unemployment, as a long-term mass phenomenon, 
is the consequence of the labor union policy of driving wage rates up. 
Without unemployment relief, this policy would have collapsed long 
ago. Thus, unemployment relief is not a means for alleviating the want 
caused by unemployment, as is assumed by misguided public opinion. 
It is, on the contrary, one link in the chain of causes which actually 
makes unemployment a long-term mass phenomenon.
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4. The Remedy for Mass Unemployment

Appreciation of this relationship has certainly become more widespread 
in recent years. With all due caution and with a thousand reservations, 
it is even generally admitted that labor union wage policy is responsible 
for the extent and duration of unemployment. All serious proposals for 
fighting unemployment depend on recognition of this theory. When 
proposals are made to reimburse entrepreneurs, directly or indirectly 
from public funds, for a part of their wage costs, if they seek to recruit 
the unemployed in their plants, then it is being recognized that entre-
preneurs would employ more workers at a lower wage scale. If it is sug-
gested that the national or municipal government undertake projects 
without considering their profitability, projects which private enterprise 
does not want to carry out because they are not profitable, this too sim-
ply means that wage rates are so high that they do not permit these 
undertakings to make profits. (Incidentally, it may be noted that this 
latter proposal entirely overlooks the fact that a government can build 
and invest only if it withdraws the necessary means from the private 
economy. So putting this proposal into effect must lead to just as much 
new unemployment on one side as it eliminates on the other.)

Then again, if a reduction in hours of work is considered, this too 
implies recognition of our thesis. For after all, this proposal seeks to 
shorten the working hours in such a way that all the unemployed  
will find work, and so that each individual worker, to the extent that 
he will have less work than he does today, will be entitled to receive 
less pay. Obviously this assumes that no more work is to be found 
at the present rate of pay than is currently being provided. The fact  
that wage rates are too high to give employment to everyone is also 
admitted by anyone who asks workers to increase production without 
raising wage rates. It goes without saying that, wherever hourly wages 
prevail, this means a reduction in the price of labor. If one assumes a 
cut in the piece rate, labor would also be cheaper where piece work 
prevails. Obviously then, the crucial factor is not the absolute height 
of hourly or daily wage rates, but the wage costs which yield a definite 
output.

However, the demand to reduce wage rates is now also being  
made openly. In fact, wage rates have already been substantially low-
ered in many enterprises. Workers are called upon by the press and 
government officials to relax some of their wage demands and to make 
a sacrifice for the sake of the general welfare. To make this bearable, 
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the prospect of price cuts is held out to the workers, and the gov-
ernments try to secure price reductions by putting pressure on the 
entrepreneurs.

However, it is not a question of reducing wage rates. This bears 
repeating with considerable emphasis. The problem is to reestablish 
freedom in the determination of wage rates. It is true that in the be-
ginning this would lead to a reduction in money wage rates for many 
groups of workers. How far this drop in wage rates must go to eliminate 
unemployment as a lasting phenomenon can be shown only by the 
free determination of wage rates on the labor market. Negotiations be-
tween union leaders and business combinations, with or without the 
cooperation of officials, decisions by arbitrators or similar techniques 
of interventionism are no substitute. The determination of wage rates 
must become free once again. The formation of wage rates should be 
hampered neither by the clubs of striking pickets nor by government’s 
apparatus of force. Only if the determination of wage rates is free will 
they be able to fulfill their function of bringing demand and supply 
into balance on the labor market.

5. The Effects of Government Intervention

The demand that a reduction in prices be tied in with the reduction 
in wage rates ignores the fact that wage rates appear too high precisely 
because wage reductions have not accompanied the practically uni-
versal reduction in prices. Granted, the prices of many articles could 
not join the drop in prices as they would on an unhampered market, 
either because they were protected by special governmental interven-
tions (tariffs, for instance) or because they contained substantial costs 
in the form of taxes and higher than unhampered market wage rates. 
The decline in the price of coal was held up in Germany because of 
the rigidity of wage rates which, in the mining of hard coal, come to 
56% of the value of production.1 The domestic price of iron in Ger-
many can remain above the world market price only because tariff 
policy permits the creation of a national iron cartel and international 
agreements among national cartels. Here too, one need ask only that 
those interferences which thwart the free market formation of prices be 

1. [This address to German industrialists was given in 1931.—Ed.]
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abolished. There is no need to call for a price reduction to be dictated 
by government, labor unions, public opinion or anyone else.

Against the assertion that unemployment is due to the extreme 
height of wages, it is entirely wrong to introduce the argument that 
wages are still higher elsewhere. If workers enjoyed complete freedom 
to move, there would be a tendency throughout the economic world for 
wage rates for similar work to be uniform. However, in recent years, the 
freedom of movement for workers has been considerably reduced, even 
almost completely abolished. The labor unions ask the government to 
forbid the migration of workers from abroad lest such immigrants frus-
trate union policy by underbidding the wage rates demanded by the 
unions.

If there had been no immigration restrictions, millions of workers 
would have migrated from Europe to the United States in recent de-
cades. This migration would have reduced the differences between 
American and European wage rates. By stopping immigration into the 
United States, wage rates are raised there and lowered in Europe. It is 
not the hardheartedness of European capitalists but the labor policy 
of the United States (and of Australia and other foreign countries too) 
which is responsible for the size of the gap between wage rates here in 
Europe and overseas. After all, the workers in most European coun-
tries follow the same policy of keeping out foreign competitors. They, 
too, restrict or even prohibit foreign workers from coming into their 
countries so as to protect in this way the labor union policy of holding 
up wage rates.

6. The Process of Progress

A popular doctrine makes “rationalization” responsible for unemploy-
ment. As a result of “rationalization,” practically universal “rationaliza-
tion,” it is held that those workers who cannot find employment any-
where become surplus.

“Rationalization” is a modern term which has been in use for only a 
short time. The concept, however, is by no means new. The capitalistic 
entrepreneur is continually striving to make production and marketing 
more efficient. There have been times when the course of “rationaliza-
tion” has been relatively more turbulent than in recent years. “Ratio-
nalization” was taking place on a large scale when the blacksmith was 
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replaced by the steel and rolling mills, handweaving and spinning by 
mechanical looms and spindles, the stagecoach by the steam engine—
even though the word “rationalization” was not then known and even 
though there were then no officials, advisory boards and commissions 
with reports, programs and dogmas such as go along with the technical 
revolution today.

Industrial progress has always set workers free. There have always 
been shortsighted persons who, fearing that no employment would be 
found for the released workers, have tried to stop the progress. Workers 
have always resisted technical improvement and writers have always 
been found to justify this opposition. Every increase in the productivity 
of labor has been carried out in spite of the determined resistance of 
governments, “philanthropists,” “moralists” and workers. If the theory 
which attributes unemployment to “rationalization” were correct, then 
ninety-nine out of a hundred workers at the end of the nineteenth cen-
tury would have been out of work.

Workers released by the introduction of industrial technology find 
employment in other positions. The ranks of newly developing branches 
of industry are filled with these workers. The additional commodities 
available for consumption, which come in the wake of “rationaliza-
tion,” are produced with their labor. Today this process is hampered 
by the fact that those workers who are released receive unemployment 
relief and so do not consider it necessary to change their occupation 
and place of work in order to find employment again. It is not on ac-
count of “rationalization,” but because the unemployed are relieved of 
the necessity of looking around for new work, that unemployment has 
become a lasting phenomenon.

B. PRICE DECLINES AND PRICE SUPPORTS

1. The Subsidization of Surpluses

The opposition to market determination of prices is not limited to 
wages and interest rates. Once the stand is taken not to permit the 
structure of market prices to work its effect on production there is no 
reason to stop short of commodity prices.
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If the prices of coal, sugar, coffee or rye go down, this means that 
consumers are asking more urgently for other commodities. As a result 
of the decline in such prices, some concerns producing these commod-
ities become unprofitable and are forced to reduce production or shut 
down completely. The capital and labor thus released are then shifted 
to other branches of the economy in order to produce commodities for 
which a stronger demand prevails.

However, politics interferes once again. It tries to hinder the adjust-
ment of production to the requirements of consumption—by coming 
to the aid of the producer who is hurt by price reductions.

In recent years, capitalistic methods of production have been ap-
plied more and more extensively to the production of raw materials. 
As always, wherever capitalism prevails, the result has been an aston-
ishing increase in productivity. Grain, fruit, meat, rubber, wool, cot-
ton, oil, copper, coal, minerals are all much more readily available now 
than they were before the war [World War I] and in the early postwar 
years. yet, it was just a short while ago that governments believed they 
had to devise ways and means to ease the shortage of raw materials. 
When, without any help from them, the years of plenty came, they 
immediately took up the cudgels to prevent this wealth from having its 
full effect for economic well-being. The Brazilian government wants 
to prevent the decline in the price of coffee so as to protect plantation 
owners who operate on poorer soil or with less capital from having to 
cut down or give up cultivation. The much richer United States gov-
ernment wants to stop the decline in the price of wheat and in many 
other prices because it wants to relieve the farmer working on poorer 
soil of the need to adjust or discontinue his enterprise.

Tremendous sums are sacrificed throughout the world in completely 
hopeless attempts to forestall the effects of the improvements made un-
der capitalistic production. Billions are spent in the fruitless effort to 
maintain prices and in direct subsidy to those producers who are less 
capable of competing. Further billions are indirectly used for the same 
goals, through protective tariffs and similar measures which force con-
sumers to pay higher prices. The aim of all these interventions—which 
drive prices up so high as to keep in business producers who would 
otherwise be unable to meet competition—can certainly never be at-
tained. However, all these measures delay the processing industries, 
which use capital and labor, in adjusting their resources to the new 
supplies of raw materials produced. Thus the increase in commodi-
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ties represents primarily an embarrassment and not an improvement in 
living standards. Instead of becoming a blessing for the consumer, the 
wealth becomes a burden for him, if he must pay for the government 
interventions in the form of higher taxes and tariffs.

2. The Need for Readjustments

The cultivation of wheat in central Europe was jeopardized by the in-
crease in overseas production. Even if European farmers were more 
efficient, more skilled in modern methods and better supplied with 
capital, even if the prevailing industrial arrangement was not small 
and pygmy-sized, wasteful, productivity-hampering enterprises, these 
farms on less fertile soil with less favorable weather conditions still 
could not rival the wheat farms of Canada. Central Europe must re-
duce its cultivation of grain, as it cut down on the breeding of sheep 
decades ago. The billions which the hopeless struggle against the bet-
ter soil of America has already cost is money uselessly squandered. The 
future of central European agriculture does not lie in the cultivation 
of grain. Denmark and Holland have shown that agriculture can exist 
in Europe even without the protection of tariffs, subsidies and special 
privileges. However, the economy of central Europe will depend in the 
future, to a still greater extent than before, on industry.

By this time, it is easy to understand the paradox of the phenomenon 
that higher yields in the production of raw materials and foodstuffs 
cause harm. The interventions of governments and of the privileged 
groups, which seek to hinder the adjustment of the market to the situa-
tion brought about by new circumstances, mean that an abundant har-
vest brings misfortune to everyone.

In recent decades, in almost all countries of the world, attempts 
have been made to use high protective tariffs to develop economic self-
sufficiency (autarky) among smaller and middle-sized domains. Tre-
mendous sums have been invested in manufacturing plants for which 
there was no economic demand. The result is that we are rich today in 
physical structures, the facilities of which cannot be fully exploited or 
perhaps not even used at all.

The result of all these efforts to annul the laws which the market 
decrees for the capitalistic economy is, briefly, lasting unemployment 
of many millions, unprofitability for industry and agriculture, and idle 
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factories. As a result of all these, political controversies become seri-
ously aggravated, not only within countries but also among nations.

C. TAx POLICy

1. The Anti-capitalistic Mentality

The harmful influence of politics on the economy goes far beyond the 
consequences of the interventionist measures previously discussed.

There is no need to mention the mobilization policies of the govern-
ment, the continual controversies constantly emerging from national-
istic conflicts in multi-lingual communities and the anxiety caused by 
saber rattling ministers and political parties. All of these things create 
unrest. Thus, they may indirectly aggravate the crisis situation and es-
pecially the uneasiness of the business world.

Financial policy, however, works directly.
The share of the people’s income which government exacts for its 

expenditures, even entirely apart from military spending, is continu-
ally rising. There is hardly a single country in Europe in which tre-
mendous sums are not being wasted on largely misguided national and 
municipal economic undertakings. Everywhere, we see government 
continually taking over new tasks when it is hardly able to carry out sat-
isfactorily its previous obligations. Everywhere, we see the bureaucracy 
swell in size. As a result, taxes are rising everywhere. At a time when 
the need to reduce production costs is being universally discussed, new 
taxes are being imposed on production. Thus the economic crisis is, 
at the same time, a crisis in public finance also. This crisis in public 
finance will not be resolved without a complete revision of government 
operations.

One widely held view, which easily dominates public opinion today, 
maintains that taxes on wealth are harmless. Thus every governmental 
expenditure is justified, if the funds to pay for it are not raised by taxing 
mass consumption or imposing income taxes on the masses. This idea, 
which must be held responsible for the mania toward extravagance in 
government expenditures, has caused those in charge of government 
financial policy to lose completely any feeling of a need for economy. 
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Spending a large part of the people’s income in senseless ways—in order 
to carry out futile price support operations, to undertake the hopeless 
task of trying to support with subsidies unprofitable enterprises which 
could not otherwise survive, to cover the losses of unprofitable public 
enterprises and to finance the unemployment of millions—would not 
be justified, even if the funds for the purpose were collected in ways 
that do not aggravate the crisis. However, tax policy is aimed primarily, 
or even exclusively, at taxing the yield on capital and the capital itself. 
This leads to a slowing down of capital formation and even, in many 
countries, to capital consumption. However, this concerns not capital-
ists only, as generally assumed. The quantitatively lower the ratio of 
capital to workers, the lower the wage rates which develop on the free 
labor market. Thus, even workers are affected by this policy.

Because of tax legislation, entrepreneurs must frequently operate 
their businesses differently from the way reason would otherwise in-
dicate. As a result, productivity declines and consequently so does the 
provision of goods for consumption. As might be expected, capitalists 
shy away from leaving capital in countries with the highest taxation 
and turn to lands where taxes are lower. It becomes more difficult, on 
that account, for the system of production to adjust to the changing 
pattern of economic demand.

Financial policy certainly did not create the crisis. However, it does 
contribute substantially to making it worse.

D. GOLD PRODUCTION

1. The Decline in Prices

One popular doctrine blames the crisis on the insufficiency of gold 
production.

The basic error in this attempt to explain the crisis rests on equat-
ing a drop in prices with a crisis. A slow, steady, downward slide in 
the prices of all goods and services could be explained by the relation-
ship to the production of gold. Businessmen have become accustomed 
to a relationship of the demand for, and supply of, gold from which a 
slow steady rise in prices emerges as a secular (continuing) trend. How-
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ever, they could just as easily have become reconciled to some other  
arrangement—and they certainly would have if developments had 
made that necessary. After all, the businessman’s most important char-
acteristic is flexibility. The businessman can operate at a profit, even if 
the general tendency of prices is downward, and economic conditions 
can even improve then too.

The turbulent price declines since 1929 were definitely not gener-
ated by the gold production situation. Moreover, gold production has 
nothing to do with the fact that the decline in prices is not universal, 
nor that it does not specifically involve wages also.

It is true that there is a close connection between the quantity of 
gold produced and the formation of prices. Fortunately, this is no lon-
ger in dispute. If gold production had been considerably greater than it 
actually was in recent years, then the drop in prices would have been 
moderated or perhaps even prevented from appearing. It would be 
wrong, however, to assume that the phenomenon of the crisis would 
not then have occurred. The attempts of labor unions to drive wages 
up higher than they would have been on the unhampered market and 
the efforts of governments to alleviate the difficulties of various groups 
of producers have nothing to do with whether actual money prices are 
higher or lower.

Labor unions no longer contend over the height of money wages, 
but over the height of real wages. It is not because of low prices that 
producers of rye, wheat, coffee and so on are impelled to ask for gov-
ernment interventions. It is because of the unprofitability of their en-
terprises. However, the profitability of these enterprises would be no 
greater, even if prices were higher. For if the gold supply had been in-
creased, not only would the prices of the products which the enterprises 
in question produce and want to sell have become or have remained 
proportionately higher, but so also would the prices of all the goods 
which comprise their costs. Then too, as in any inflation, an increase 
in the gold supply does not affect all prices at the same time, nor to the 
same extent. It helps some groups in the economy and hurts others. 
Thus no reason remains for assuming that an increase in the gold sup-
ply must, in a particular case, improve the situation for precisely those 
producers who now have cause to complain about the unprofitability of 
their undertakings. It could be that their situation would not only not 
be improved; it might even be worsened.

The error in equating the drop in prices with the crisis and, thus, 
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considering the cause of this crisis to be the insufficient production of 
gold is especially dangerous. It leads to the view that the crisis could be 
overcome by increasing the fiduciary media in circulation. Thus the 
banks are asked to stimulate business conditions with the issue of ad-
ditional banknotes and an additional credit expansion through credit 
entries. At first, to be sure, a boom can be generated in this way. How-
ever, as we have seen, such an upswing must eventually lead to a col-
lapse in the business outlook and a new crisis.

2. Inflation as a “Remedy”

It is astonishing that sincere persons can either make such a demand or 
lend it support. Every possible argument in favor of such a scheme has 
already been raised a hundred times, and demolished a thousand times 
over. Only one argument is new, although on that account no less false. 
This is to the effect that the higher than unhampered market wage rates 
can be brought into proper relationship most easily by an inflation.

This argument shows how seriously concerned our political econo-
mists are to avoid displeasing the labor unions. Although they cannot 
help but recognize that wage rates are too high and must be reduced, 
they dare not openly call for a halt to such overpayments. Instead, they 
propose to outsmart the unions in some way. They propose that the 
actual money wage rate remain unchanged in the coming inflation. 
In effect, this would amount to reducing the real wage. This assumes, 
of course, that the unions will refrain from making further wage de-
mands in the ensuing boom and that they will, instead, remain passive 
while their real wage rates deteriorate. Even if this entirely unjustified 
optimistic expectation is accepted as true, nothing is gained thereby. A 
boom caused by banking policy measures must still lead eventually to 
a crisis and a depression. So, by this method, the problem of lowering 
wage rates is not resolved but simply postponed.

yet, all things considered, many may think it advantageous to de-
lay the unavoidable showdown with labor union policy. However, this 
ignores the fact that, with each artificial boom, large sums of capital 
are malinvested and, as a result, wasted. Every diminution in soci-
ety’s stock of capital must lead toward a reduction in the “natural” or 
“static” wage rate. Thus, postponing the decision costs the masses a 
great deal. Moreover, it will make the final confrontation still more dif-
ficult, rather than easier.
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IV

Is There a Way Out?

1. The Cause of Our Difficulties

The severe convulsions of the economy are the inevitable result of poli-
cies which hamper market activity, the regulator of capitalistic produc-
tion. If everything possible is done to prevent the market from fulfill-
ing its function of bringing supply and demand into balance, it should 
come as no surprise that a serious disproportionality between supply 
and demand persists, that commodities remain unsold, factories stand 
idle, many millions are unemployed, destitution and misery are grow-
ing and that finally, in the wake of all these, destructive radicalism is 
rampant in politics.

The periodically returning crises of cyclical changes in business 
conditions are the effect of attempts, undertaken repeatedly, to un-
derbid the interest rates which develop on the unhampered market. 
These attempts to underbid unhampered market interest rates are 
made through the intervention of banking policy—by credit expan-
sion through the additional creation of uncovered notes and checking 
deposits—in order to bring about a boom. The crisis under which we 
are now suffering is of this type, too. However, it goes beyond the typi-
cal business cycle depression, not only in scale but also in character— 
because the interventions with market processes which evoked the cri-
sis were not limited only to influencing the rate of interest. The inter-
ventions have directly affected wage rates and commodity prices, too.

With the economic crisis, the breakdown of interventionist eco-
nomic policy—the policy being followed today by all governments, ir-
respective of whether they are responsible to parliaments or rule openly 
as dictatorships—becomes apparent. This catastrophe obviously comes 
as no surprise. Economic theory has long been predicting such an out-
come to interventionism.

The capitalistic economic system, that is the social system based on 
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private ownership of the means of production, is rejected unanimously 
today by all political parties and governments. No similar agreement 
may be found with respect to what economic system should replace 
it in the future. Many, although not all, look to socialism as the goal. 
They stubbornly reject the result of the scientific examination of the 
socialistic ideology, which has demonstrated the unworkability of so-
cialism. They refuse to learn anything from the experiences of the 
Russian and other European experiments with socialism.

2. The Unwanted Solution

Concerning the task of present economic policy, however, complete 
agreement prevails. The goal is an economic arrangement which is as-
sumed to represent a compromise solution, the “middle-of-the-road” 
between socialism and capitalism. To be sure, there is no intent to 
abolish private ownership of the means of production. Private property 
will be permitted to continue, although directed, regulated and con-
trolled by government and by other agents of society’s coercive appa-
ratus. With respect to this system of interventionism, the science of 
economics points out, with incontrovertible logic, that it is contrary 
to reason; that the interventions which go to make up the system can 
never accomplish the goals their advocates hope to attain, and that ev-
ery intervention will have consequences no one wanted.

The capitalistic social order acquires meaning and purpose through 
the market. Hampering the functions of the market and the formation of 
prices does not create order. Instead it leads to chaos, to economic crisis.

All attempts to emerge from the crisis by new interventionist mea-
sures are completely misguided. There is only one way out of the crisis: 
Forego every attempt to prevent the impact of market prices on produc-
tion. Give up the pursuit of policies which seek to establish interest 
rates, wage rates and commodity prices different from those the market 
indicates. This may contradict the prevailing view. It certainly is not 
popular. Today all governments and political parties have full confi-
dence in interventionism and it is not likely that they will abandon 
their program. However, it is perhaps not too optimistic to assume that 
those governments and parties whose policies have led to this crisis will 
some day disappear from the stage and make way for men whose eco-
nomic program leads not to destruction and chaos, but to economic 
development and progress.
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1. The Acceptance of the Circulation Credit Theory of 
Business Cycles

It is frequently claimed that if the causes of cyclical changes were 
understood, economic programs suitable for smoothing out cyclical 
“waves” would be adopted. The upswing would then be throttled down 
in time to soften the decline that inevitably follows in its wake. As a re-
sult, economic development would proceed at a more even pace. The 
boom’s accompanying side effects, considered by many to be undesir-
able, would then be substantially, perhaps entirely, eliminated. Most 
significantly, however, the losses inflicted by the crisis and by the de-
cline, which almost everyone deplores, would be considerably reduced, 
or even completely avoided.

For many people, this prospect has little appeal. In their opinion, 
the disadvantages of the depression are not too high a price to pay for 
the prosperity of the upswing. They say that not everything produced 
during the boom period is malinvestment, which must be liquidated 
by the crisis. In their opinion, some of the fruits of the boom remain 
and the progressing economy cannot do without them. However, 
most economists have looked on the elimination of cyclical changes 
as both desirable and necessary. Some came to this position because 
they thought that, if the economy were spared the shock of recurring 
crises every few years, it would help to preserve the capitalistic system 
of which they approved. Others have welcomed the prospect of an age 
without crises precisely because they saw—in an economy that was not 
disturbed by business fluctuations—no difficulties in the elimination 
of the entrepreneurs who, in their view, were merely the superfluous 
beneficiaries of the efforts of others.

Whether these authors looked on the prospect of smoothing out cy-
clical waves as favorable or unfavorable, all were of the opinion that a 
more thorough examination of the cause of periodic economic changes 
would help produce an age of less severe fluctuations. Were they right?

Economic theory cannot answer this question—it is not a theoretical 
problem. It is a problem of economic policy or, more precisely, of eco-
nomic history. Although their measures may produce badly muddled 

[Contribution to a Festschrift for Arthur Spiethoff, Die Stellung und der nächste Zukunft der 
Konjunkturforschung, pp. 175–180 (Munich: Duncker & Humblot, 1933). Mises addressed the 
subject of the Festschrift’s title.—Ed.]
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results, the persons responsible for directing the course of economic 
policy are better informed today concerning the consequences of an 
expansion of circulation credit than were their earlier counterparts, es-
pecially those on the European continent. yet, the question remains. 
Will measures be introduced again in the future which must lead via 
a boom to a bust?

The Circulation Credit (Monetary) Theory of the Trade Cycle must 
be considered the currently prevailing doctrine of cyclical change. 
Even persons who hold another theory find it necessary to make con-
cessions to the Circulation Credit Theory. Every suggestion made for 
counteracting the present economic crisis uses reasoning developed 
by the Circulation Credit Theory. Some insist on rescuing every price 
from momentary distress, even if such distress comes in the upswing 
following a new crisis. To do this, they would “prime the pump” by 
further expanding the quantity of fiduciary media. Others oppose such 
artificial stimulation, because they want to avoid the illusory credit ex-
pansion induced prosperity and the crisis that will inevitably follow.

However, even those who advocate programs to spark and stimulate 
a boom recognize, if they are not completely hopeless dilettantes and 
ignoramuses, the conclusiveness of the Circulation Credit Theory’s 
reasoning. They do not contest the truth of the Circulation Credit The-
ory’s objections to their position. Instead, they try to ward them off by 
pointing out that they propose only a “moderate,” a carefully prescribed 
“dosage” of credit expansion or “monetary creation” which, they say, 
would merely soften, or bring to a halt, the further decline of prices. 
Even the term “re-deflation,” newly introduced in this connection with 
such enthusiasm, implies recognition of the Circulation Credit Theory. 
However, there are also fallacies implied in the use of this term.

2. The Popularity of Low Interest Rates

The credit expansion which evokes the upswing always originates from 
the idea that business stagnation must be overcome by “easy money.” 
Attempts to demonstrate that this is not the case have been in vain. If 
anyone argues that lower interest rates have not been constantly por-
trayed as the ideal goal for economic policy, it can only be due to lack 
of knowledge concerning economic history and recent economic lit-
erature. Practically no one has dared to maintain that it would be de-
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1. That has always been so; public opinion has always sided with the debtors. (See Jeremy, Ben-
tham. Defence of Usury, 2nd ed., London, 1790, pp. 102ff.) The idea that the creditors are the 
idle rich, hardhearted exploiters of workers, and that the debtors are the unfortunate poor, has 
not been abandoned even in this age of bonds, bank deposits and savings accounts.
2. An extreme example: the discount policy of the German Reichsbank in the time of inflation. 
See Graham, Frank. Exchange, Prices and Production in Hyper-Inflation Germany, 1920–1923. 
Princeton, 1930, pp. 65ff.

sirable to have higher interest rates sooner.1 People who sought cheap 
credit clamored for the establishment of credit-issuing banks and 
for these banks to reduce interest rates. Every measure seized upon 
to avoid “raising the discount rate” has had its roots in the concept 
that credit must be made “easy.” The fact that reducing interest rates 
through credit expansion must lead to price increases has generally 
been ignored. However, the cheap money policy would not have been 
abandoned even if this had been recognized.

Public opinion is not committed to one single view with respect to 
the height of prices as it is in the case of interest rates. Concerning 
prices, there have always been two different views: On the one side, the 
demand of producers for higher prices and, on the other side, the de-
mand of consumers for lower prices. Governments and political parties 
have championed both demands, if not at the same time, then shift-
ing from time to time according to the groups of voters whose favors 
they court at the moment. First one slogan, then another is inscribed 
on their banners, depending on the temporary shift of prices desired. 
If prices are going up, they crusade against the rising cost of living. If 
prices are falling, they profess their desire to do everything possible to 
assure “reasonable” prices for producers. Still, when it comes to trying 
to reduce prices, they generally sponsor programs which cannot attain 
that goal. No one wants to adopt the only effective means—the limita-
tion of circulation credit—because they do not want to drive interest 
rates up.2 In times of declining prices, however, they have been more 
than ready to adopt credit expansion measures, as this goal is attainable 
by the means already desired, i.e., by reducing interest rates.

Today, those who would seek to expand circulation credit counter 
objections by explaining that they only want to adjust for the decline 
in prices that has already taken place in recent years, or at least to pre-
vent a further decline in prices. Thus, it is claimed, such expansion 
introduces nothing new. Similar arguments were also heard [during 
the nineteenth century] at the time of the drive for bimetallism.
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3. The Popularity of Labor Union Policy

It is generally recognized that the social consequences of changes in 
the value of money—apart from the effect such changes have on the 
value of monetary obligations—may be attributed solely to the fact that 
these changes are not effected equally and simultaneously with respect 
to all goods and services. That is, not all prices rise to the same extent 
and at the same time. Hardly anyone disputes this today. Moreover, it 
is no longer denied, as it generally was a few years ago, that the dura-
tion of the present crisis is caused primarily by the fact that wage rates 
and certain prices have become inflexible, as a result of union wage 
policy and various price support activities. Thus, the rigid wage rates 
and prices do not fully participate in the downward movement of most 
prices, or do so only after a protracted delay. In spite of all contradic-
tory political interventions, it is also admitted that the continuing mass 
unemployment is a necessary consequence of the attempts to maintain 
wage rates above those that would prevail on the unhampered market. 
However, in forming economic policy, the correct inference from this 
is not drawn.

Almost all who propose priming the pump through credit expan-
sion consider it self-evident that money wage rates will not follow the 
upward movement of prices until their relative excess [over the earlier 
market prices] has disappeared. Inflationary projects of all kinds are 
agreed to because no one openly dares to attack the union wage policy, 
which is approved by public opinion and promoted by government. 
Therefore, so long as today’s prevailing view concerning the mainte-
nance of higher than unhampered market wage rates and the interven-
tionist measures supporting them exists, there is no reason to assume 
that money wage rates can be held steady in a period of rising prices.

4. The Effect of Lower than Unhampered Market Interest 
Rates

The causal connection [between credit expansion and rising prices]  
is denied still more intensely if the proposal for limiting credit  
expansion is tied in with certain anticipations. If the entrepreneurs ex-
pect low interest rates to continue, they will use the low interest rates 
as a basis for their computations. Only then will entrepreneurs allow 



current status of business cycle research • 185

S
N
L

185

themselves to be tempted, by the offer of more ample and cheaper 
credit, to consider business enterprises which would not appear prof-
itable at the higher interest rates that would prevail on the unaltered 
loan market.

If it is publicly proclaimed that care will be taken to stop the cre-
ation of additional credit in time, then the hoped-for gains must fail to 
appear. No entrepreneur will want to embark on a new business if it is 
clear to him in advance that the business cannot be carried through to 
completion successfully. The failure of recent pump-priming attempts 
and statements of the authorities responsible for banking policy make it 
evident that the time of cheap money will very soon come to an end. If 
there is talk of restriction in the future, one cannot continue to “prime 
the pump” with credit expansion.

Economists have long known that every expansion of credit must 
someday come to an end and that, when the creation of additional 
credit stops, this stoppage must cause a sudden change in business con-
ditions. A glance at the daily and weekly press in the “boom” years 
since the middle of the last century shows that this understanding was 
by no means limited to a few persons. Still the speculators, averse to 
theory as such, did not know it, and they continued to engage in new 
enterprises. However, if the governments were to let it be known that 
the credit expansion would continue only a little longer, then its inten-
tion to stop expanding would not be concealed from anyone.

5. The Questionable Fear of Declining Prices

People today are inclined to overvalue the significance of recent ac-
complishments in clarifying the business cycle problem and to under-
value the Currency School’s tremendous contribution. The benefit 
which practical cyclical policy could derive from the old Currency 
School theoreticians has still not been fully exploited. Modern cycli-
cal theory has contributed little to practical policy that could not have 
been learned from the Currency Theory.

Unfortunately, economic theory is weakest precisely where help is 
most needed—in analyzing the effects of declining prices. A general 
decline in prices has always been considered unfortunate. yet today, 
even more than ever before, the rigidity of wage rates and the costs of 
many other factors of production hamper an unbiased consideration of 
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the problem. Therefore, it would certainly be timely now to investigate 
thoroughly the effects of declining money prices and to analyze the 
widely held idea that declining prices are incompatible with the in-
creased production of goods and services and an improvement in gen-
eral welfare. The investigation should include a discussion of whether 
it is true that only inflationistic steps permit the progressive accumu-
lation of capital and productive facilities. So long as this naive infla-
tionist theory of development is firmly held, proposals for using credit 
expansion to produce a boom will continue to be successful.

The Currency Theory described some time ago the necessary con-
nection between credit expansion and the cycle of economic changes. 
Its chain of reasoning was only concerned with a credit expansion 
limited to one nation. It did not do justice to the situation, of special 
importance in our age of attempted cooperation among the banks of 
issue, in which all countries expanded equally. In spite of the Currency 
Theory’s explanation, the banks of issue have persistently advised fur-
ther expansion of credit.

This strong drive on the part of the banks of issue may be traced 
back to the prevailing idea that rising prices are useful and absolutely 
necessary for “progress” and to the belief that credit expansion was a 
suitable method for keeping interest rates low. The relationship be-
tween the issue of fiduciary media and the formation of interest rates 
is sufficiently explained today, at least for the immediate requirements 
of determining economic policy. However, what still remains to be ex-
plained satisfactorily is the problem of generally declining prices.
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1. Introductory Remarks

The author of this paper is fully aware of its insufficiency. yet, there 
is no means of dealing with the problem of the trade cycle in a more 
satisfactory way if one does not write a treatise embracing all aspects 
of the capitalist market economy. The author fully agrees with the dic-
tum of Böhm-Bawerk: “A theory of the trade cycle, if it is not to be 
mere botching, can only be written as the last chapter or the last chap-
ter but one of a treatise dealing with all economic problems.”

It is only with these reservations that the present writer presents this 
rough sketch to the members of the Committee.

2. The Unpopularity of Interest

One of the characteristic features of this age of wars and destruction  
is the general attack launched by all governments and pressure groups 
against the rights of creditors. The first act of the Bolshevik govern-
ment was to abolish loans and payment of interest altogether. The most 
popular of the slogans that swept the Nazis into power was Brechung 
der Zinsknechtschaft, abolition of interest-slavery. The debtor countries 
are intent upon expropriating the claims of foreign creditors by various 
devices, the most efficient of which is foreign exchange control. Their 
economic nationalism aims at brushing away an alleged return to colo-
nialism. They pretend to wage a new war of independence against the 
foreign exploiters as they venture to call those who provided them with 
the capital required for the improvement of their economic conditions. 
As the foremost creditor nation today is the United States, this struggle 
is virtually directed against the American people. Only the old usages 
of diplomatic reticence make it advisable for the economic nationalists 
to name the devil they are fighting not the yankees, but “Wall Street.”

“Wall Street” is no less the target at which the monetary authori-
ties of this country are directing their blows when embarking upon an 
“easy money” policy. It is generally assumed that measures designed to 
lower the rate of interest below the height at which the unhampered 

[A memorandum, dated April 24, 1946, written in English by Professor Mises to a committee of 
businessmen.—Ed.]
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market would fix it are extremely beneficial to the immense majority 
at the expense of a small minority of capitalists and hardboiled money-
lenders. It is tacitly implied that the creditors are the idle rich while the 
debtors are the industrious poor. However, this belief is atavistic and 
utterly misjudges contemporary conditions.

In the days of Solon, Athens’ wise legislator, in the time of ancient 
Rome’s agrarian laws, in the Middle Ages and even for some centuries 
later, one was by and large right in identifying the creditors with the 
rich and the debtors with the poor. It is quite different in our age of 
bonds and debentures, of savings banks, of life insurance and social 
security. The proprietory classes are the owners of big plants and farms, 
of common stock, of urban real estate and, as such, they are very often 
debtors. The people of more modest income are bondholders, own-
ers of saving deposits and insurance policies and beneficiaries of social 
security. As such, they are creditors. Their interests are impaired by 
endeavors to lower the rate of interest and the national currency’s pur-
chasing power.

It is true that the masses do not think of themselves as creditors and 
thus sympathize with the anti-creditor policies. However, this igno-
rance does not alter the fact that the immense majority of the nation 
are to be classified as creditors and that these people, in approving of 
an “easy money” policy, unwittingly hurt their own material interests. 
It merely explodes the Marxian fable that a social class never errs in 
recognizing its particular class interests and always acts in accordance 
with these interests.

The modern champions of the “easy money” policy take pride in 
calling themselves unorthodox and slander their adversaries as ortho-
dox, old-fashioned and reactionary. One of the most eloquent spokes-
men of what is called functional finance, Professor Abba Lerner, pre-
tends that in judging fiscal measures he and his friends resort to what 
“is known as the method of science as opposed to scholasticism.” The 
truth is that Lord Keynes, Professor Alvin H. Hansen and Professor 
Lerner, in their passionate denunciation of interest, are guided by the 
essence of Medieval Scholasticism’s economic doctrine, the disappro-
bation of interest. While emphatically asserting that a return to the 
nineteenth century’s economic policies is out of the question, they are 
zealously advocating a revival of the methods of the Dark Ages and of 
the orthodoxy of old canons.
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3. The Two Classes of Credit

There is no difference between the ultimate objectives of the anti- 
interest policies of canon law and the policies recommended by mod-
ern interest-baiting. But the methods applied are different. Medieval 
orthodoxy was intent first upon prohibiting by decree interest alto-
gether and later upon limiting the height of interest rates by the so-
called usury laws. Modern self-styled unorthodoxy aims at lowering or 
even abolishing interest by means of credit expansion.

Every serious discussion of the problem of credit expansion must 
start from the distinction between two classes of credit: commodity 
credit and circulation credit.

Commodity credit is the transfer of savings from the hands of the 
original saver into those of the entrepreneurs who plan to use these 
funds in production. The original saver has saved money by not con-
suming what he could have consumed by spending it for consumption. 
He transfers purchasing power to the debtor and thus enables the latter 
to buy these non-consumed commodities for use in further produc-
tion. Thus the amount of commodity credit is strictly limited by the 
amount of saving, i.e., abstention from consumption. Additional credit 
can only be granted to the extent that additional savings have been ac-
cumulated. The whole process does not affect the purchasing power of 
the monetary unit.

Circulation credit is credit granted out of funds especially created 
for this purpose by the banks. In order to grant a loan, the bank prints 
banknotes or credits the debtor on a deposit account. It is creation of 
credit out of nothing. It is tantamount to the creation of fiat money, 
to undisguised, manifest inflation. It increases the amount of money 
substitutes, of things which are taken and spent by the public in the 
same way in which they deal with money proper. It increases the buy-
ing power of the debtors. The debtors enter the market of factors of 
production with an additional demand, which would not have existed 
except for the creation of such banknotes and deposits. This additional 
demand brings about a general tendency toward a rise in commodity 
prices and wage rates.

While the quantity of commodity credit is rigidly fixed by the 
amount of capital accumulated by previous saving, the quantity of cir-
culation credit depends on the conduct of the bank’s business. Com-
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modity credit cannot be expanded, but circulation credit can. Where 
there is no circulation credit, a bank can only increase its lending to the  
extent that the savers have entrusted it with more deposits. Where 
there is circulation credit, a bank can expand its lending by what is, 
curiously enough, called “being more liberal.”

Credit expansion not only brings about an inextricable tendency for 
commodity prices and wage rates to rise. It also affects the market rate 
of interest. As it represents an additional quantity of money offered for 
loans, it generates a tendency for interest rates to drop below the height 
they would have reached on a loan market not manipulated by credit 
expansion. It owes its popularity with quacks and cranks not only to the 
inflationary rise in prices and wage rates which it engenders, but no 
less to its short-run effect of lowering interest rates. It is today the main 
tool of policies aiming at cheap or easy money.

4. The Function of Prices, Wage Rates and Interest Rates

The rate of interest is a market phenomenon. In the market economy 
it is the structure of prices, wage rates and interest rates, as determined 
by the market, that directs the activities of the entrepreneurs toward 
those lines in which they satisfy the wants of the consumers in the best 
possible and cheapest way. The prices of the material factors of produc-
tion, wage rates and interest rates on the one hand and the anticipated 
future prices of the consumers’ goods on the other hand are the items 
that enter into the planning businessman’s calculations. The result of 
these calculations shows the businessman whether or not a definite  
project will pay. If the market data underlying his calculations are falsi-
fied by the interference of the government, the result must be mislead-
ing. Deluded by an arithmetical operation with illusory figures, the en-
trepreneurs embark upon the realization of projects that are at variance 
with the most urgent desires of consumers. The disagreement of the 
consumers becomes manifest when the products of capital malinvest-
ment reach the market and cannot be sold at satisfactory prices. Then, 
there appears what is called “bad business.”

If, on a market not hampered by government tampering with the 
market data, the examination of a definite project shows its unprofit-
ability, it is proved that under the given state of affairs the consumers 
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prefer the execution of other projects. The fact that a definite business 
venture is not profitable means that the consumers, in buying its prod-
ucts, are not ready to reimburse entrepreneurs for the prices of the com-
plementary factors of production required, while on the other hand, in 
buying other products, they are ready to reimburse entrepreneurs for 
the prices of the same factors. Thus the sovereign consumers express 
their wishes and force business to adjust its activities to the satisfaction 
of those wants which they consider the most urgent. The consumers 
thus bring about a tendency for profitable industries to expand and for 
unprofitable ones to shrink.

It is permissible to say that what proximately prevents the execution 
of certain projects is the state of prices, wage rates and interest rates. 
It is a serious blunder to believe that if only these items were lower, 
production activities could be expanded. What limits the size of pro-
duction is the scarcity of the factors of production. Prices, wage rates 
and interest rates are only indices expressive of the degree of this scar-
city. They are pointers, as it were. Through these market phenomena, 
society sends out a warning to the entrepreneurs planning a definite 
project: Don’t touch this factor of production; it is earmarked for the 
satisfaction of another, more urgent need.

The expansionists, as the champions of inflation style themselves 
today, see in the rate of interest nothing but an obstacle to the expan-
sion of production. If they were consistent, they would have to look in 
the same way at the prices of the material factors of production and at 
wage rates. A government decree cutting down wage rates to 50% of 
those on the unhampered labor market would likewise give to certain 
projects, which do not appear profitable in a calculation based on the 
actual market data, the appearance of profitability. There is no more 
sense in the assertion that the height of interest rates prevents a further 
expansion of production than in the assertion that the height of wage 
rates brings about these effects. The fact that the expansionists apply 
this kind of fallacious argumentation only to interest rates and not also 
to the prices of primary commodities and to the prices of labor is the 
proof that they are guided by emotions and passions and not by cool 
reasoning. They are driven by resentment. They envy what they be-
lieve is the rich man’s take. They are unaware of the fact that in attack-
ing interest they are attacking the broad masses of savers, bondholders 
and beneficiaries of insurance policies.
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5. The Effects of Politically Lowered Interest Rates

The expansionists are quite right in asserting that credit expansion suc-
ceeds in bringing about booming business. They are mistaken only in 
ignoring the fact that such an artificial prosperity cannot last and must 
inextricably lead to a slump, a general depression.

If the market rate of interest is reduced by credit expansion, many 
projects which were previously deemed unprofitable get the appear-
ance of profitability. The entrepreneur who embarks upon their execu-
tion must, however, very soon discover that his calculation was based 
on erroneous assumptions. He has reckoned with those prices of the 
factors of production which corresponded to market conditions as they 
were on the eve of the credit expansion. But now, as a result of credit 
expansion, these prices have risen. The project no longer appears so 
promising as before. The businessman’s funds are not sufficient for the 
purchase of the required factors of production. He would be forced to 
discontinue the pursuit of his plans if the credit expansion were not 
to continue. However, as the banks do not stop expanding credit and 
providing business with “easy money,” the entrepreneurs see no cause 
to worry. They borrow more and more. Prices and wage rates boom. 
Everybody feels happy and is convinced that now finally mankind has 
overcome forever the gloomy state of scarcity and reached everlasting 
prosperity.

In fact, all this amazing wealth is fragile, a castle built on the sands 
of illusion. It cannot last. There is no means to substitute banknotes 
and deposits for non-existing capital goods. Lord Keynes, in a poetical 
mood, asserted that credit expansion has performed “the miracle . . . of 
turning a stone into bread.” 1 But this miracle, on closer examination, 
appears no less questionable than the tricks of Indian fakirs.

There are only two alternatives.
One, the expanding banks may stubbornly cling to their expansion-

ist policies and never stop providing the money business needs in or-
der to go on in spite of the inflationary rise in production costs. They 
are intent upon satisfying the ever increasing demand for credit. The 
more credit business demands, the more it gets. Prices and wage rates 
sky-rocket. The quantity of banknotes and deposits increases beyond all 

1. Paper of the British Experts, April 8, 1943.
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measure. Finally, the public becomes aware of what is happening. People 
realize that there will be no end to the issue of more and more money 
substitutes—that prices will consequently rise at an accelerated pace. 
They comprehend that under such a state of affairs it is detrimental to 
keep cash. In order to prevent being victimized by the progressing drop 
in money’s purchasing power, they rush to buy commodities, no matter 
what their prices may be and whether or not they need them. They pre-
fer everything else to money. They arrange what in 1923 in Germany, 
when the Reich set the classical example for the policy of endless credit 
expansion, was called die Flucht in die Sachwerte, the flight into real 
values. The whole currency system breaks down. Its unit’s purchasing 
power dwindles to zero. People resort to barter or to the use of another 
type of foreign or domestic money. The crisis emerges.

The other alternative is that the banks or the monetary authorities be-
come aware of the dangers involved in endless credit expansion before 
the common man does. They stop, of their own accord, any further ad-
dition to the quantity of banknotes and deposits. They no longer satisfy 
the business applications for additional credits. Then the panic breaks 
out. Interest rates jump to an excessive level, because many firms badly 
need money in order to avoid bankruptcy. Prices drop suddenly, as dis-
tressed firms try to obtain cash by throwing inventories on the market 
dirt cheap. Production activities shrink, workers are discharged.

Thus, credit expansion unavoidably results in the economic crisis. 
In either of the two alternatives, the artificial boom is doomed. In the 
long run, it must collapse. The short-run effect, the period of prosper-
ity, may last sometimes several years. While it lasts, the authorities, the 
expanding banks and their public relations agencies arrogantly defy 
the warnings of the economists and pride themselves on the manifest 
success of their policies. But when the bitter end comes, they wash 
their hands of it.

The artificial prosperity cannot last because the lowering of the rate 
of interest, purely technical as it was and not corresponding to the real 
state of the market data, has misled entrepreneurial calculations. It has 
created the illusion that certain projects offer the chances of profitabil-
ity when, in fact, the available supply of factors of production was not 
sufficient for their execution. Deluded by false reckoning, businessmen 
have expanded their activities beyond the limits drawn by the state 
of society’s wealth. They have underrated the degree of the scarcity  
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of factors of production and overtaxed their capacity to produce. In 
short: they have squandered scarce capital goods by malinvestment.

The whole entrepreneurial class is, as it were, in the position of a 
master builder whose task it is to construct a building out of a limited 
supply of building materials. If this man overestimates the quantity of 
the available supply, he drafts a plan for the execution of which the 
means at his disposal are not sufficient. He overbuilds the groundwork 
and the foundations and discovers only later, in the progress of the con-
struction, that he lacks the material needed for the completion of the 
structure. This belated discovery does not create our master builder’s 
plight. It merely discloses errors committed in the past. It brushes away 
illusions and forces him to face stark reality.

There is need to stress this point, because the public, always in 
search of a scapegoat, is as a rule ready to blame the monetary authori-
ties and the banks for the outbreak of the crisis. They are guilty, it is 
asserted, because in stopping the further expansion of credit, they have 
produced a deflationary pressure on trade. Now, the monetary authori-
ties and the banks were certainly responsible for the orgies of credit 
expansion and the resulting boom; although public opinion, which al-
ways approves such inflationary ventures wholeheartedly, should not 
forget that the fault rests not alone with others. The crisis is not an out-
growth of the abandonment of the expansionist policy. It is the inextri-
cable and unavoidable aftermath of this policy. The question is only 
whether one should continue expansionism until the final collapse of 
the whole monetary and credit system or whether one should stop at an 
earlier date. The sooner one stops, the less grievous are the damages 
inflicted and the losses suffered.

Public opinion is utterly wrong in its appraisal of the phases of the 
trade cycle. The artificial boom is not prosperity, but the deceptive ap-
pearance of good business. Its illusions lead people astray and cause 
malinvestment and the consumption of unreal apparent gains which 
amount to virtual consumption of capital. The depression is the neces-
sary process of readjusting the structure of business activities to the real 
state of the market data, i.e., the supply of capital goods and the valu-
ations of the public. The depression is thus the first step on the return 
to normal conditions, the beginning of recovery and the foundation of 
real prosperity based on the solid production of goods and not on the 
sands of credit expansion.
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Additional credit is sound in the market economy only to the extent 
that it is evoked by an increase in the public’s savings and the resulting 
increase in the amount of commodity credit. Then, it is the public’s 
conduct that provides the means needed for additional investment. If 
the public does not provide these means, they cannot be conjured up 
by the magic of banking tricks. The rate of interest, as it is determined 
on a loan market not manipulated by an “easy money” policy, is expres-
sive of the people’s readiness to withhold from current consumption a 
part of the income really earned and to devote it to a further expansion 
of business. It provides the businessman reliable guidance in determin-
ing how far he may go in expanding investment, what projects are in 
compliance with the true size of saving and capital accumulation and 
what are not. The policy of artificially lowering the rate of interest be-
low its potential market height seduces the entrepreneurs to embark 
upon certain projects of which the public does not approve. In the 
market economy, each member of society has his share in determining 
the amount of additional investment. There is no means of fooling the 
public all of the time by tampering with the rate of interest. Sooner or 
later, the public’s disapproval of a policy of over-expansion takes effect. 
Then the airy structure of the artificial prosperity collapses.

Interest is not a product of the machinations of rugged exploiters. 
The discount of future goods as against present goods is an eternal cat-
egory of human action and cannot be abolished by bureaucratic mea-
sures. As long as there are people who prefer one apple available today 
to two apples available in twenty-five years, there will be interest. It does 
not matter whether society is organized on the basis of private owner-
ship of the means of production, viz., capitalism, or on the basis of pub-
lic ownership, viz., socialism or communism. For the conduct of affairs 
by a totalitarian government, interest, the different valuation of present 
and of future goods, plays the same role it plays under capitalism.

Of course, in a socialist economy, the people are deprived of any 
means to make their own value judgments prevail and only the gov-
ernment’s value judgments count. A dictator does not bother whether 
or not the masses approve of his decision of how much to devote for 
current consumption and how much for additional investment. If the 
dictator invests more and thus curtails the means available for current 
consumption, the people must eat less and hold their tongues. No cri-
sis emerges, because the subjects have no opportunity to utter their dis-
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satisfaction. But in the market economy, with its economic democracy, 
the consumers are supreme. Their buying or abstention from buying 
creates entrepreneurial profit or loss. It is the ultimate yardstick of busi-
ness activities.

6. The Inevitable Ending

It is essential to realize that what makes the economic crisis emerge is 
the public’s disapproval of the expansionist ventures made possible by 
the manipulation of the rate of interest. The collapse of the house of 
cards is a manifestation of the democratic process of the market.

It is vain to object that the public favors the policy of cheap money. 
The masses are misled by the assertions of the pseudo-experts that 
cheap money can make them prosperous at no expense whatever. They 
do not realize that investment can be expanded only to the extent that 
more capital is accumulated by savings. They are deceived by the fairy 
tales of monetary cranks from John Law down to Major C. H. Doug-
las. yet, what counts in reality is not fairy tales, but people’s conduct. 
If men are not prepared to save more by cutting down their current 
consumption, the means for a substantial expansion of investment are 
lacking. These means cannot be provided by printing banknotes or by 
loans on the bank books.

In discussing the situation as it developed under the expansionist 
pressure on trade created by years of cheap interest rates policy, one 
must be fully aware of the fact that the termination of this policy will 
make visible the havoc it has spread. The incorrigible inflationists will 
cry out against alleged deflation and will advertise again their patent 
medicine, inflation, rebaptising it re-deflation. What generates the 
evils is the expansionist policy. Its termination only makes the evils vis-
ible. This termination must at any rate come sooner or later, and the 
later it comes, the more severe are the damages which the artificial 
boom has caused. As things are now, after a long period of artificially 
low interest rates, the question is not how to avoid the hardships of the 
process of recovery altogether, but how to reduce them to a minimum. 
If one does not terminate the expansionist policy in time by a return to 
balanced budgets, by abstaining from government borrowing from the 
commercial banks and by letting the market determine the height of 
interest rates, one chooses the German way of 1923.
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THE "AUSTRIAN" THEORY
OF THE TRADE CYC:lE

Ludwig von Mises

N
owadays it is usual in economics to talk about the

Austrian theo...y ofthe trade cycle. This description

is extremely flattering for us Austrian economists,

and we greatly appreciate the honor thereby given us. Like all

other scientific contributions, however, the modern theory of

economic crises is not the work of one nation. As with the

other elements of our present economic knowledge, this

approach is the result of the mutual collaboration of the

economists of all countries.

The monetary explanation of the trade cycle is not

entirely new The English "Currency School" has already tried

to explain the boom by the extension of credit resulting from

the issue of bank notes without metallic backing. Neverthe

less, this school did not see that bank accounts which could

This essay was originally published as "La Theorie dite Autrichienne de Cycle

Economique," in the Bulletin of the Societe BeIge d'Etudes et d'Expansion (1936):

459-64. It was translated from the French by David O'Mahoney and J. Huston

McCulloch.

The Ludwig von Mises Institute • 25



THE AUSTRIAN THEORY OF THE TRADE CYCI.E AND OTHER ESSAYS

be drawn upon at any time by means of checks, that is to say;

current accounts, play exactly the same role in the extension

of credit as bank notes. Consequently the expansion of credit

can result not only from the excessive issue ofbank notes but

also from the opening of excessive current accounts. It is

because it misunderstood this truth that the Currency School

believed that it would suffice, in order to prevent the recur

rence of economic crises, to enact legislation restricting the

issue ofbank notes without metallic backing, while leaving the

expansion of credit by means of current accounts unregu

lated. Peel's Bank Act of 1844, and similar laws in other

countries, did not accomplish their intended effect. From this

it was wrongly concluded that the English School's attempt to

explain the trade cycle in monetary terms had been refuted

by the facts.

The Currency School's second defect is that its analysis

ofthe credit expansion mechanism and the resulting crisis was

restricted to the case where credit is expanded in only one

country while the banking policy of all the others remains

conservative. The reaction which is produced in this case

results from foreign trade effects. The internal rise in pri,:es

encourages imports and paralyses exports. Metallic money

drains away to foreign countries. As a result the banks face

increased demands for repayment of the instruments they

have put into circulation (such as unbacked notes and current

accounts), until such time as they find they have to restrict
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credit. Ultimately the outflow of specie checks the rise in

prices. The Currency School analyzed only this particular

case; it did not consider credit expansion on an international

scale by all the capitalist countries simultaneousl~

In the second half of the 19th century; this theory of the

trade cycle fell into discredit, and the notion that the trade

cycle had nothing to do with money and credit gained accep

tance. The attempt of Wicksell (1898) 1 to rehabilitate the

Currency School was short-lived.

The founders ofthe Austrian School ofEconomics-Carl

Menger, Bohm-Bawerk, and Wieser-were not interested in

the problem of the trade cycle. The analysis of this problem

was to be the task of the second generation of Austrian
. 2

economIsts.

lKnut Wicksell, Interest and Prices, R. F. Kahn, trans. (New York: Augustus M.
Kelley, 1965)-Tr.

2The principal Austrian works concerning the theory of the economic cycle

[as of 1936] are: Mises, The Theory ifMoney and Credit (New York: Foundation for

Economic Education, 1971; translation of the 2nd German edition, 1924; origi

nally published in 1912); Mises, Monetary Stabilization and 9'cIical Policy (1928)

reprinted in On the Manipulation ofMoney and Credit, Percy L. Greaves, ed., Bettina

Bien Greaves, trans. (Dobbs Ferry, N.Y.: Free Market Books, 1978; originally

published as a monograph in German); Friedrich A. von Hayek, Monetary Theory

and the Trade Cycle (New York: Augustus M. Kelley, 1966; reprint of 1933 English

edition, originally published in German in 1929); Hayek, Prices and Production (New
York: Augustus M. Kelley, 1967; reprint of 1935 2nd revised edition, originally

published in 1931); Fritz Machlup, Fuhrer durch die Krisenpolitik (1934); Richard

von Strigl, Capital and Production, Margaret Rudelich Hoppe and Hans-Hermann

Hoppe, trans. (Auburn, Ala.: Ludwig von Mises Institute, 1995; translation of
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In issuing fiduciary media, by which I mean bank notes

without gold backing or current accounts which are not

entirely backed by gold reserves, the banks are in a position

to expand credit considerabl~The creation ofthese additional

fiduciary media permits them to extend credit well beyond

the limit set by their own assets and by the funds entrusted

to them by their clients. They intervene on the market in this

case as "suppliers" ofadditional credit, created by themselves,

and they thus produce a lowering of the rate of interest, which

falls below the level at which it would have been without their

intervention. The lowering of the rate of interest stimulates

economic activi~ Projects which would not have been

thought "profitable" if the rate of interest had not been

influenced by the manipulations of the banks, and which,

therefore, would not have been undertaken, are nevertheless

found "profitable" and can be initiated. The more active state

of business leads to increased demand for production mate

rials and for labor. The prices of the means ofproduction and

the wages of labor rise, and the increase in wages leads, in

turn, to an increase in prices of consumption goods. If the

banks were to refrain from any further extension ofcredit and

limited themselves to what they had already done, the boom

would rapidly halt. But the banks do not deflect from their

edition); the best analysis of the actual crisis was made by Sir Lionel Robbins, The
Great Depression (Freeport, R.I.: Books for Ubraries Press, 1971; reprint of 1934

edition).-[Note: citations have been updated in this new edition.]
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course of action; they continue to expand credit on a larger

and larger scale, and prices and wages correspondingly con

tinue to rise.

This upward movement could not, however, continue

indefinitel)T. The material means of production and the labor

available have not increased; all that has increased is the

quantity of the fiduciary media which can play the same role

as money in the circulation ofgoods. The means ofproduction

and labor which have been diverted to the new enterprises

have had to be taken awc...y from other enterprises. Society is

not sufficiently rich to permit the creation of new enterprises

without taking anything away from other enterprises. As long

as the expansion ofcredit is continued this will not be noticed,

but this extension cannot be pushed indefinitel~ For if an

attempt were made to prevent the sudden halt of the upward

movement (and the collapse of prices which would result) by

creating more and more credit, a continuous and even more

rapid increase ofprices would result. But the inflation and the

boom can continue smoothly only as long as the public thinks

that the upward movement of prices will stop in the near

future. As soon as public opinion becomes aware that there

is no reason to expect an end to the inflation, and that prices

will continue to rise, panic sets in. No one wants to keep his

money; because its possession implies greater and greater

losses from one day to the next; everyone rushes to exchange

money for goods, people buy things they have no considerable
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use for without even considering the price, just in order to

get rid of the mone~ Such is the phenomenon that occurred

in Germany and in other countries that followed a policy of

prolonged inflation and that was known as the "flight into real

values." Commodity prices rise enormously as do foreign

exchange rates, while the price of the domestic money falls

almost to zero. The value of the currency collapses, as was the

case in Germany in 1923.

I~ on the contrary; the banks decided to halt the expan

sion of credit in time to prevent the collapse of the currency

and if a brake is thus put on the boom, it will quickly be seen

that the false impression of "profitability" created by the

credit expansion has led to unjustified investments. Many

enterprises or business endeavors which had been launched

thanks to the artificial lowering of the interest rate, and which

had been sustained thanks to the equally artificial increase of

prices, no longer appear profitable. Some enterprises cut back

their scale of operation, others close down or fail. Prices

collapse; crisis and depression follow the boom. The crisis and

the ensuing period of depression are the culmination of the

period of unjustified investment brought about by the exten

sion of credit. The projects which owe their existence to the

fact that they once appeared "profitable" in the artificial

conditions created on the market by the extension of credit

and the increase in prices which resulted from it, have ceased

to be "profitable." The capital invested in these enterprises is
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lost to the extent that it is locked in. The economy must adapt

itself to these losses and to the situation that they bring about.

In this case the thing to do, first of all, is to curtail consump

tion and, by economizing, to build up new capital funds in

order to make the productive apparatus conform to the actual

wants and not to artificial wants which could never be mani

fested and considered as real except as a consequence of the

false calculation of "profitability" based on the extension of

credit.

The artificial "boom'" had been brought on by the exten

sion of credit and by lowering of the rate of interest conse

quent on the intervention of the banks. During the period of

credit extension, it is true that the banks progressively raised

the rate of interest; from a purely arithmetical point of view

it ends up higher than it had been at the beginning of the

boom. This raising of the rate of interest is nevertheless

insufficient to reestablish equilibrium on the market and put

a stop to the unhealthy boom. For in a market where the prices

are rising continuall~ gross interest must include in addition

to interest on capital in the strict sense-Le., the net rate of

interest-still another element representing a compensation

for the rise in prices arising during the period of the loan. If

the prices rise in a continuous manner and if the borrower as

a result gains a supplementary profit from the sale of the

merchandise which he bought with the borrowed mone~ he

will be disposed to pay a higher rate of interest than he would
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have paid in a period of stable prices; the capitalist, on the

other hand, will not be disposed to lend under these condi

tions, unless the interest includes a compensation for the

losses which the diminution in the purchasing power of

money entails for creditors. If the banks do not take account

of these conditions in setting the gross interest rate they

demand, their rate ought to be considered as being main

tained artificially at too low a level, even if from a purely

arithmetical point of yiew it appears much higher than that

which prevailed under "normal" conditions. Thus in Ger

many an interest rate of several hundred per cent could be

considered too low in the autumn of 1923 because of the

accelerated depreciation of the mark.

Once the reversal of the trade cycle sets in following the

change in banking policy; it becomes very difficult to obtain

loans because of the general restriction of credit. The rate of

interest consequently rises very rapidly as a result of a sudden

panic. Presentl~ it will fall again. It is a well-known phenome

non, indeed, that in a period of depressions a very low rate of

interest-considered from the arithmetical point of

view-does not succeed in stimulating economic activitJ The

cash reserves of individuals and of banks grovv; liquid funds

accumulate, yet the depression continues. In the present

[1936] crisis, the accumulation ofthese "inactive" gold reserves

has for a particular reason, taken on inordinate proportions. As

is natural, capitalists wish to avoid the risk of losses from the
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devaluations contemplated by various governments. Given

that the considerable monetary risks which the possession of

bonds or of other interest-bearing securities entail are not

compensated by a corresponding increase of the rate of

interest, capitalists prefer to hold their funds in a form that

permits them, in such a case, to protect their money from the

losses inherent in an eventual devaluation by a rapid conver

sion to a currency not immediately menaced by the prospect

of devaluation. This is the very simple reason why capitalists

today are reluctant to tie themselves, through permanent

investments, to a particular currency: This is why they allow

their bank accounts to grow even though they return onlyvery

little interest, and hoard gold, which not only pays no interest,

but also involves storage expenses.

Another factor which is helping to prolong the present

period of depression is the rigidity of wages. Wages increase

in periods of expansion. In periods of contraction they ought

to fall, not only in money terms, but in real terms as well. By

successfully preventing the lowering ofwages during a period

of depression, the policy of the trade unions makes unem

ployment a massive and persistent phenomenon. Moreover,

this policy postpones the recovery indefinitel~ A normal

situation cannot return until prices and wages adapt them

selves to the quantity of money in circulation.

Public opinion is perfectly right to see the end ofthe boom

and the crisis as a consequence of the policy of the banks. The
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banks could undoubtedly have delayed the unfavorable

developments for some further time. They could have con

tinued their.policy of credit expansion for a while. But-as

we have already seen-they could not have persisted in it

indefinitely without risking the complete collapse of the

monetary system. The boom brought about by the banks'

policy ofextending credit must necessarily end sooner or later.

Unless they are willing to let their policy completely destroy

the monetary and credit system, the banks themselves must

cut it short before the catastrophe occurs. The longer the

period of credit expansion and the longer the banks delay in

changing their policy; the worse will be the consequences of

the malinvestments and of the inordinate speculation charac

terizing the boom; and as a result the longer will be the period

of depression and the more uncertain the date of recovery

and return to normal economic activit)r.

It has often been suggested to "stimulate" economic activity

and to "prime the pump" byrecourse to a new extension ofcredit

which would allow the depression to be ended and bring about

a recovery or at least a return to normal conditions; the advocates

of this method forget, however; that even though it might

overcome the difficulties ofthe moment, itwill certainlyproduce

a worse situation in a not too distant future.

Finan~ it will be necessary to understand that the at

tempts to artificially lower the rate of interest which arises on

the market, through an expansion of credit, can only produce
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temporary results, and that the initial recovery will be fol

lowed by a deeper decline which will manifest itself as a

complete stagnation ofcommercial and industrial activiry The

economy will not be able to develop harmoniously and

smoothly unless all artificial measures that interfere with the

level of prices, wages, and interest rates, as determined by the

free play of economic forces, are renounced once and for all.

It is not the task ofthe banks to remedy the consequences

of the scarcity of capital or the effects of wrong economic

policy by extension of credit. It is certainly unfortunate that

the return to a normal economic situation today is delayed by

the pernicious policy of shackling commerce, by armaments

and by the only too justified fear of war, not to mention the

rigidity ofwages. But it is not by banking measures and credit

expansion that this situation will be corrected.

In the preceding pages I have given only a· brief and

necessarily insufficient sketch of the monetary theory of

economic crises. It is unfortunately impossible for me in the

limits set by this article to enter into greater detail; those who

are interested in the subject will be able to find more in the

various publications I have mentioned.
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The twentieth century has witnessed the beginning, 
development, and end of the most tragic experiment 
in human history: socialism. The experiment resulted 

in tremendous human losses, destruction of potentially 
rich economies, and colossal ecological disasters. The 
experiment has ended, but the devastation will affect the 
lives and health of generations to come.

The real tragedy of this experiment is that Ludwig von 
Mises and his followers—among the best economic minds 
of this century—had exposed the truth about socialism in 
1920, yet their warnings went unheeded.

In this essay, “Economic Calculation in the Socialist 
Commonwealth,” Mises examines Marxism’s most funda-
mental claims. In doing so, Mises exposes socialism as a 
utopian scheme that is illogical, uneconomic, and unwork-
able at its core. It is “impossible” and must fail because it 
is devoid of economic rationale; it provides no means for 
any objective basis of economic calculation and thus no 
way to assign resources to their most productive uses. In 
1920, howeverthe enthusiasm for socialism was so strong, 
especially among Western intellectuals, that Mises’s short 
and insightful masterpiece was either not understood or 
deliberately distorted by his critics.

Foreword
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Yet the actual implementation of socialism showed 
the complete validity of his analysis. Socialism attempted 
to replace billions of individual decisions made by sov-
ereign consumers in the market with “rational economic 
planning” by a few vested with the power to determine 
the who, what, how, and when of production and con-
sumption. It led to widespread shortages, starvation, and 
mass frustration of the population. When the Soviet gov-
ernment set 22 million prices, 460,000 wage rates, and 
over 90 million work quotas for 110 million government 
employees, chaos and shortages were the inevitable result. 
The socialist state destroyed work ethic, deprived people 
of entrepreneurial opportunity and initiative, and led to a 
widespread welfare mentality.

Socialism produced political monsters like Stalin and Mao 
Tse-Tung, and led to unheard-of crimes against humanity in 
all communist states. The destruction of Russia and Kampu-
chea, the humiliation of the Chinese and Eastern European 
people, are not “distortions of socialism” as the defenders of 
this doctrine would like to convince us: they are inevitable 
consequences of the destruction of the market which started 
with an attempt to replace the economic decisions of free indi-
viduals by the “wisdom of the planners.”

The real character of the so-called centrally planned 
economy is well illustrated by a quip I heard several years 
ago by Soviet economist Nikolai Fedorenko. He said that 
a fully balanced, checked, and detailed economic plan for 
the next year would be ready, with the help of computers, 
in 30,000 years. There are millions of product variants; 
there are hundreds of thousands of enterprises; it is neces-
sary to make billions of decisions on inputs and outputs; 
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the plans must relate to labor force, material supplies, wag-
es, costs, prices, “planned profi ts,” investments, transpor-
tation, storage, and distribution. These decisions originate 
from different parts of the planning hierarchy. They are, 
as a rule, inconsistent and contradictory to each other be-
cause they refl ect the confl icting interests of different strata 
of bureaucracy. Because the next year’s plan must be ready 
by next year, and not in 29,999 years, it is inevitably nei-
ther balanced nor rational. And Mises proved that without 
private property in the means of production, even with 
30,000 years of computer time, they still couldn’t make 
socialism work.

The defenders of socialism found themselves in a the-
oretical and practical deadlock as soon as they destroyed 
the institution of private property. Thus they resorted to 
the creation of artifi cial schemes. In the Soviet economy, 
profi t is planned as a function of the cost. Enterprises are 
given “control fi gures” which determine the “planned prof-
its” as a percentage of the costs. Thus the more you spend, 
the higher your profi ts. Under conditions of 100 percent 
monopolization, this simple device completely ruined the 
economies of the Soviet Union, Eastern Europe, and other 
“socialist” states to an extent comparable only to the bar-
barian invasions of Rome.

Today, the disastrous consequences of enforcing the 
utopia on the unfortunate populations of the communist 
states are clear even to their leaders. As Mises predicted, 
despite the “cloud-cuckoo lands of their fancy,” roasted pi-
geons failed to fl y into the mouths of the comrades. And 
even according to offi cial Soviet statistics, 234 of 277 basic 
consumer goods included by the USSR State Committee 
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on Statistics in the “market basket” of the Soviet people are 
“missing” from the state distribution system.

Yet Western advocates of socialism are still singing the 
old tune about the necessity to restrict property rights and 
replace the market with the “wisdom” of rational central 
planning.

In 1920, the world neglected or rejected Mises’s warn-
ing that “socialism is the abolition of rational economy.” 
We cannot afford to repeat this mistake today. We must stay 
alert to all schemes that would draw us into a new round 
of state experimentation on the people and the economy.

“Private property of the material factors of produc-
tion,” Mises emphasized, “is not a restriction of the free-
dom of all other people to choose what suits them. It is, on 
the contrary, the means that assigns to the common man 
in his capacity as a buyer, supremacy in all economic af-
fairs. It is the means to stimulate a nation’s most enterpris-
ing men to exert themselves to the best of their abilities in 
the service of all of the people.”

We must never again forget or ignore the insights of 
this great thinker, for the sake of liberty and the genera-
tions to come.

Yuri N. Maltsev
Senior Fellow, International Center for Development Policy; 

The Ludwig von Mises Institute; 
and Senior Researcher, Institute of Economics, Academy

of Sciences, USSR (1987–89)
April 1990
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Ludwig von Mises’s seminal refutation of socialist eco-
nomics, republished here, was written seventy years 
ago, but it is a description of the “real socialism” of 

today—or rather yesterday. Mises’s thesis is that in a social-
ist economy rational economic calculation is impossible; 
its attempts to allocate resources effi ciently in the absence 
of private ownership of the means of production must fail. 
The East Bloc’s disastrous experience with socialism has 
shown the world that Mises was correct all along.

In this article, Mises writes of full-blown socialism, 
where the state is the sole owner of the means of produc-
tion. Although made so long ago, his description refl ects 
very well the economic realities of the Soviet Union since 
the late twenties, and of Central and Eastern Europe since 
the late forties until, practically, today.

In the socialist economy that Mises described, con-
sumption goods are freely demanded and exchanged by 
individuals of different tastes. Money can exist, but only 
within the limited sphere of the market for consumer 
goods. In the sphere of production, however, there is no 
private ownership of the means of production. They are 
not exchanged, and as a consequence, it is impossible to 

Introduction to this Edition
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establish prices that refl ect actual conditions. If there are 
no prices, there is no method of fi nding the most effective 
combination of the factors of production.

Mises’s pathbreaking article led to a famous debate 
on socialist calculation. Polish economist Oskar Lange 
contested Mises’s position and tried to show that social-
ism can work by a “trial and error” method.1 In the Lange 
model, the economy has a free market for consumption 
goods. The production sphere is organized into enterprises 
and branches, and there is a Central Planning Board. The 
bosses of enterprises are required to establish production 
plans in exactly the same way the private entrepreneurs 
would do—in a way that minimizes costs and makes mar-
ginal cost equal to price. The Central Planning Board de-
termines the rate of investment, the volume and structure 
of public goods, and the prices of all inputs. The rate of 
investment is established by equating the demand and 
supply of capital goods. The Board raises the prices when 
the demand is not satisfi ed and lowers them when supply 
is too large.

Presuming for a moment that this would work, the 
question arises: why is this method better than the real 
market? For Lange, there were two advantages. First, in-
come can be more equally distributed. Since there is no 
capital income, people are paid according to their input 
labor. (Some talented people receive additional income 
which is a sort of “rent” on their particular skills.) Sec-
ond, socialism allows for better planning of long-term 

1Oskar Lange, “On the Economic Theory of Socialism,” 
Review of Economic Studies (1936–37).
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investment. Investment will not be directed by short-term 
fl uctuation of opinions about future opportunities, and 
thus it would be less wasteful and more rational. Similar to 
John Maynard Keynes and, later, Paul Samuelson, Lange 
thought that although the free market may give proper sig-
nals concerning short-term production decisions, it does 
not give long-term signals concerning investment.

Lange used neoclassical, not Marxist terminology. Al-
though he was a socialist by conviction, he was fascinated 
by the intellectual side of marginalist economics and by 
the possibility of showing with this apparatus that Mises 
was wrong. Lange thought that, theoretically, the possi-
bility of calculation without an actual market was shown 
by the Italian economist Enrico Barone in 1908.2 Barone 
referred to a system of general equilibrium saying that if 
the sets of equations could be solved, the partial equilibria 
of producers and consumers could be established ex ante. 
Barone’s point was, however, that such a possibility is prac-
tically impossible, so (similar to Mises) he supported the 
view that socialism cannot work effi ciently. Lange’s aim 
was to show that both Mises and Barone were wrong (but 
Mises to a larger degree) and that theoretically and practi-
cally, calculation was possible.

Lange thought he had fi nally solved the problems of so-
cialist calculation that Mises had demonstrated in his essay 
“Economic Calculation in the Socialist Commonwealth.” 
And to this point Lange wrote in his article “On the Eco-
nomic Theory of Socialism”:

2Enrico Barone, “Ii zninisterio della produzione nello stato col-
lettivista,” Giornale degli Economisti e Revista di Statistica 37 (1908).
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Socialists have certainly good reason to be grate-
ful to Professor Mises, the great advocatus diabol 
of their cause. For it was his powerful challenge 
that forced the socialists to recognize the im-
portance of an adequate system of economic ac-
counting to guide the allocation of resources in a 
socialist economy. Even more, it was chiefl y due 
to Professor Mises’ challenge that many social-
ists became aware of the very existence of such a 
problem. . . . [T]he merit of having caused the 
socialists to approach this problem systematically 
belongs entirely to Professor Mises.

Thus Lange suggested the following:

Both as an expression of recognition for the great 
service rendered by him and as a memento of the 
prime importance of sound economic account-
ing, a statue of Professor Mises ought to occupy 
an honorable place in the great hall of the Min-
istry of Socialization or of the Central Planning 
Board of the socialist state.

Lange’s theoretical views, as well as his conviction of 
the practical applicability of a “shadow market” in the so-
cialist economy, were, in turn, questioned by Friedrich A. 
Hayek.3 Hayek thought that Lange had committed many 
errors. In Lange’s version of socialism, an army of con-
trollers would be needed to verify the calculations of the 
heads of enterprises. But what would motivate the heads 
of enterprises and branches? Would they be prevented 
from cheating. Moreover, the results of these calculations 

3Friedrich A. Hayek, “Socialist Calculation: the Competitive 
‘Solution’,” Economica, ns. vii, no. 26 (1940).
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would have to be compared with additional, counter-
factual calculations in order to see whether the bosses of 
enterprises have chosen the best combination of factors of 
production possible. All this would call for an enormous 
bureaucratic state.

The practical side of socialism took its own course. 
A communist economy as we know it was constructed 
in the Soviet Union in the late twenties and early thirties 
and then transplanted to Central and Eastern Europe after 
World War II. For a time it seemed to have worked well, 
at least from the point of view of the ruling bureaucracies, 
who did not hesitate to use totalitarian measures and mass 
terror.

There was no place for private ownership, nor for the 
market. The only method of coordinating economic activ-
ity was government command and bureaucratic allocation. 
The result was a prolonged crisis, marked by a stagnation 
or decrease of production, by infl ation, ecological disaster 
(because of wasteful use of all types of resources—energy, 
water, forests, etc.), by falling standards of living, and by 
widespread public frustration and social pathology. This 
crisis, coupled with political developments including the 
rise of an organized opposition, brought about the revolu-
tionary changes we witnessed in 1989.

In Eastern European countries, and in Poland in par-
ticular, there is now a strong desire to reintroduce private 
property and the free market.

When it has been accomplished, perhaps Lange’s 
suggestion should be taken up: a statue of Mises should 
be erected in Poland—in tribute to his fi nal intellectual 
triumph. For his vision of a free society provides fi rm 
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intellectual grounding for the emergence of a free and 
prosperous Poland.

Jacek Kochanowicz
Professor of Economics

University of Warsaw, Poland
April 1990
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There are many socialists who have never come to grips 
in any way with the problems of economics, and who 
have made no attempt at all to form for themselves 

any clear conception of the conditions which determine 
the character of human society. There are others, who have 
probed deeply into the economic history of the past and 
present, and striven, on this basis, to construct a theory of 
economics of the “bourgeois” society. They have criticized 
freely enough the economic structure of “free” society, but 
have consistently neglected to apply to the economics of 
the disputed socialist state the same caustic acumen, which 
they have revealed elsewhere, not always with success. Eco-
nomics, as such, fi gures all too sparsely in the glamorous 
pictures painted by the Utopians. They invariably explain 
how, in the cloud-cuckoo lands of their fancy, roast 
pigeons will in some way fl y into the mouths of the com-
rades, but they omit to show how this miracle is to take 
place. Where they do in fact commence to be more explicit 
in the domain of economics, they soon fi nd themselves at 
a loss—one remembers, for instance, Proudhon’s fantastic 
dreams of an “exchange bank”—so that it is not diffi cult to 
point out their logical fallacies. When Marxism solemnly 

Introduction
By Ludwig von Mises
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forbids its adherents to concern themselves with economic 
problems beyond the expropriation of the expropriators, it 
adopts no new principle, since the Utopians throughout 
their descriptions have also neglected all economic consid-
erations, and concentrated attention solely upon painting 
lurid pictures of existing conditions and glowing pictures 
of that golden age which is the natural consequence of the 
New Dispensation.

Whether one regards the coming of socialism as an 
unavoidable result of human evolution, or considers the 
socialization of the means of production as the greatest 
blessing or the worst disaster that can befall mankind, one 
must at least concede, that investigation into the condi-
tions of society organized upon a socialist basis is of value 
as something more than “a good mental exercise, and a 
means of promoting political clearness and consistency of 
thought.”1 In an age in which we are approaching nearer 
and nearer to socialism, and even, in a certain sense, are 
dominated by it, research into the problems of the social-
ist state acquires added signifi cance for the explanation 
of what is going on around us. Previous analyses of the 
exchange economy no longer suffi ce for a proper under-
standing of social phenomena in Germany and its eastern 
neighbors today. Our task in this connection is to embrace 
within a fairly wide range the elements of socialistic so-
ciety. Attempts to achieve clarity on this subject need no 
further justifi cation.

1Karl Kautsky, The Social Revolution and On the Morrow of the 
Social Revolution (London: Twentieth Century Press, 1907), Part II, 
p. 1.
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Under socialism all the means of production are the 
property of the community. It is the community 
alone which can dispose of them and which deter-

mines their use in production. It goes without saying that 
the community will only be in a position to employ its 
powers of disposal through the setting up of a special body 
for the purpose. The structure of this body and the ques-
tion of how it will articulate and represent the communal 
will is for us of subsidiary importance. One may assume 
that this last will depend upon the choice of personnel, 
and in cases where the power is not vested in a dictator-
ship, upon the majority vote of the members of the cor-
poration.

The owner of production goods, who has manufac-
tured consumption goods and thus becomes their owner, 
now has the choice of either consuming them himself or 
of having them consumed by others. But where the com-
munity becomes the owner of consumption goods, which 

1

The Distribution of
Consumption Goods in the
Socialist Commonwealth
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it has acquired in production, such a choice will no longer 
obtain. It cannot itself consume; it has perforce to allow 
others to do so. Who is to do the consuming and what 
is to be consumed by each is the crux of the problem of 
socialist distribution.

It is characteristic of socialism that the distribution of 
consumption goods must be independent of the question 
of production and of its economic conditions. It is irrec-
oncilable with the nature of the communal ownership of 
production goods that it should rely even for a part of its 
distribution upon the economic imputation of the yield 
to the particular factors of production. It is logically ab-
surd to speak of the worker’s enjoying the “full yield” of 
his work, and then to subject to a separate distribution 
the shares of the material factors of production. For, as we 
shall show, it lies in the very nature of socialist produc-
tion that the shares of the particular factors of production 
in the national dividend cannot be ascertained, and that 
it is impossible in fact to gauge the relationship between 
expenditure and income.

What basis will be chosen for the distribution of con-
sumption goods among the individual comrades is for us 
a consideration of more or less secondary importance. 
Whether they will be apportioned according to individual 
needs, so that he gets most who needs most, or whether 
the superior man is to receive more than the inferior, or 
whether a strictly equal distribution is envisaged as the 
ideal, or whether service to the State is to be the criterion, 
is immaterial to the fact that, in any event, the portions 
will be meted out by the State.
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Let us assume the simple proposition that distribu-
tion will be determined upon the principle that the State 
treats all its members alike; it is not diffi cult to conceive 
of a number of peculiarities such as age, sex, health, oc-
cupation, etc., according to which what each receives will 
be graded. Each comrade receives a bundle of coupons, 
redeemable within a certain period against a defi nite quan-
tity of certain specifi ed goods. And so he can eat several 
times a day, fi nd permanent lodgings, occasional amuse-
ments and a new suit every now and again. Whether such 
provision for these needs is ample or not, will depend on 
the productivity of social labor.

Moreover, it is not necessary that every man should 
consume the whole of his portion. He may let some of 
it perish without consuming it; he may give it away in 
presents; he many even in so far as the nature of the goods 
permit, hoard it for future use. He can, however, also ex-
change some of them. The beer tippler will gladly dispose 
of non-alcoholic drinks allotted to him, if he can get more 
beer in exchange, whilst the teetotaler will be ready to give 
up his portion of drink if he can get other goods for it. The 
art lover will be willing to dispose of his cinema tickets in 
order the more often to hear good music; the Philistine 
will be quite prepared to give up the tickets which admit 
him to art exhibitions in return for opportunities for plea-
sure he more readily understands. They will all welcome 
exchanges. But the material of these exchanges will always 
be consumption goods. Production goods in a socialist 
commonwealth are exclusively communal; they are an in-
alienable property of the community, and thus res extra 
commercium.
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The principle of exchange can thus operate freely in a 
socialist state within the narrow limits permitted. It need 
not always develop in the form of direct exchanges. The 
same grounds which have always existed for the building-
up of indirect exchange will continue in a socialist state, 
to place advantages in the way of those who indulge in 
it. It follows that the socialist state will thus also afford 
room for the use of a universal medium of exchange—
that is, of money. Its role will be fundamentally the same 
in a socialist as in a competitive society; in both it serves 
as the universal medium of exchange. Yet the signifi cance 
of money in a society where the means of production are 
State controlled will be different from that which attaches 
to it in one where they are privately owned. It will be, 
in fact, incomparably narrower, since the material avail-
able for exchange will be narrower, inasmuch as it will be 
confi ned to consumption goods. Moreover, just because 
no production good will ever become the object of ex-
change, it will be impossible to determine its monetary 
value. Money could never fi ll in a socialist state the role 
it fi lls in a competitive society in determining the value of 
production goods. Calculation in terms of money will here 
be impossible.

The relationships which result from this system of ex-
change between comrades cannot be disregarded by those 
responsible for the administration and distribution of 
products. They must take these relationships as their basis, 
when they seek to distribute goods per head in accordance 
with their exchange value. If, for instance 1 cigar becomes 
equal to 5 cigarettes, it will be impossible for the admin-
istration to fi x the arbitrary value of 1 cigar = 3 cigarettes 
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as a basis for the equal distribution of cigars and cigarettes 
respectively. If the tobacco coupons are not to be redeemed 
uniformly for each individual, partly against cigars, part-
ly against cigarettes, and if some receive only cigars and 
others only cigarettes, either because that is their wish or 
because the coupon offi ce cannot do anything else at the 
moment, the market conditions of exchange would then 
have to be observed. Otherwise everybody getting ciga-
rettes would suffer as against those getting cigars. For the 
man who gets one cigar can exchange it for fi ve cigarettes, 
and he is only marked down with three cigarettes.

Variations in exchange relations in the dealings be-
tween comrades will therefore entail corresponding varia-
tions in the administrations’ estimates of the representative 
character of the different consumption-goods. Every such 
variation shows that a gap has appeared between the par-
ticular needs of comrades and their satisfactions because in 
fact, some one commodity is more strongly desired than 
another.

The administration will indeed take pains to bear this 
point in mind also as regards production. Articles in great-
er demand will have to be produced in greater quantities 
while production of those which are less demanded will 
have to suffer a curtailment. Such control may be possible, 
but one thing it will not be free to do; it must not leave it 
to the individual comrade to ask the value of his tobacco 
ticket either in cigars or cigarettes at will. If the comrade 
were to have the right of choice, then it might well be 
that the demand for cigars and cigarettes would exceed the 
supply, or vice versa, that cigars or cigarettes pile up in the 
distributing offi ces because no one will take them.

Ludwig von Mises
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If one adopts the standpoint of the labor theory of 
value, the problem freely admits of a simple solution. The 
comrade is then marked up for every hour’s work put in, 
and this entitles him to receive the product of one hour’s 
labor, less the amount deducted for meeting such obliga-
tions of the community as a whole as maintenance of the 
unfi t, education, etc.

Taking the amount deducted for covering communal 
expenses as one half of the labor product, each worker who 
had worked a full hour would be entitled only to obtain 
such amount of the product as really answered to half an 
hour’s work. Accordingly, anybody who is in a position to 
offer twice the labor time taken in manufacturing an ar-
ticle, could take it from the market and transfer to his own 
use or consumption. For the clarifi cation of our problem 
it will be better to assume that the State does not in fact 
deduct anything from the workers towards meeting its ob-
ligations, but instead imposes an income tax on its work-
ing members. In that way every hour of work put in would 
carry with it the right of taking for oneself such amount of 
goods as entailed an hour’s work.

Yet such a manner of regulating distribution would 
be unworkable, since labor is not a uniform and homo-
geneous quantity. Between various types of labor there is 
necessarily a qualitative difference, which leads to a differ-
ent valuation according to the difference in the conditions 
of demand for and supply of their products. For instance, 
the supply of pictures cannot be increased ceteris paribus, 
without damage to the quality of the product. Yet one can-
not allow the laborer who had put in an hour of the most 
simple type of labor to be entitled to the product of an 
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hour’s higher type of labor. Hence, it becomes utterly im-
possible in any socialist community to posit a connection 
between the signifi cance to the community of any type of 
labor and the apportionment of the yield of the communal 
process of production. The remuneration of labor cannot 
but proceed upon an arbitrary basis; it cannot be based 
upon the economic valuation of the yield as in a competi-
tive state of society, where the means of production are in 
private hands, since—as we have seen—any such valua-
tion is impossible in a socialist community. Economic 
realities impose clear limits to the community’s power of 
fi xing the remuneration of labor on an arbitrary basis: in 
no circumstances can the sum expended on wages exceed 
the income for any length of time.

Within these limits it can do as it will. It can rule 
forthwith that all labor is to be reckoned of equal worth, 
so that every hour of work, whatever its quality, entails the 
same reward; it can equally well make a distinction in re-
gard to the quality of work done. Yet in both cases it must 
reserve the power to control the particular distribution of 
the labor product. It will never be able to arrange that he 
who has put in an hour’s labor shall also have the right 
to consume the product of an hour’s labor, even leaving 
aside the question of differences in the quality of the labor 
and the products, and assuming moreover that it would 
be possible to gauge the amount of labor represented by 
any given article. For, over and above the actual labor, the 
production of all economic goods entails also the cost of 
materials. An article in which more raw material is used 
can never be reckoned of equal value with one in which 
less is used.



8

Every man who, in the course of economic life, takes a 
choice between the satisfaction of one need as against 
another, eo ipso makes a judgment of value. Such 

judgments of value at once include only the very satisfac-
tion of the need itself; and from this they refl ect back upon 
the goods of a lower, and then further upon goods of a 
higher order.1 As a rule, the man who knows his own mind 
is in a position to value goods of a lower order. Under 
simple conditions it is also possible for him without much 
ado to form some judgment of the signifi cance to him of 
goods of a higher order. But where the state of affairs is 
more involved and their interconnections not so easily dis-
cernible, subtler means must be employed to accomplish 
a correct2 valuation of the means of production. It would 

1[By “lower order” Mises refers to those goods made for fi nal 
consumption, and by “higher order” those used in production.]

2Using that term, of course, in the sense only of the valuating 
subject, and not in an objective and universally applicable sense.

2

The Nature of
Economic Calculation
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not be diffi cult for a farmer in economic isolation to come 
by a distinction between the expansion of pasture-farming 
and the development of activity in the hunting fi eld. In 
such a case the processes of production involved are rela-
tively short and the expense and income entailed can be 
easily gauged. But it is quite a different matter when the 
choice lies between the utilization of a water-course for the 
manufacture of electricity or the extension of a coal mine 
or the drawing up of plans for the better employment of 
the energies latent in raw coal. Here the roundabout pro-
cesses of production are many and each is very lengthy; 
here the conditions necessary for the success of the enter-
prises which are to be initiated are diverse, so that one 
cannot apply merely vague valuations, but requires rather 
more exact estimates and some judgment of the economic 
issues actually involved.

Valuation can only take place in terms of units, yet 
it is impossible that there should ever be a unit of subjec-
tive use value for goods. Marginal utility does not posit 
any unit of value, since it is obvious that the value of two 
units of a given stock is necessarily greater than, but less 
than double, the value of a single unit. Judgments of value 
do not measure; they merely establish grades and scales.3 
Even Robinson Crusoe, when he has to make a decision 
where no ready judgment of value appears and where he 
has to construct one upon the basis of a more or less exact 
estimate, cannot operate solely with subjective use value, 
but must take into consideration the intersubstitutability 

3Franz Čuhel, Zur Lehre von den Bedürfnissen (Innsbruck: 
Wagner’ssche Universität-Buchhandlung, 1907), pp. 198 f.
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of goods on the basis of which he can then form his esti-
mates. In such circumstances it will be impossible for him 
to refer all things back to one unit. Rather will he, so far 
as he can, refer all the elements which have to be taken 
into account in forming his estimate to those economic 
goods which can be apprehended by an obvious judgment 
of value—that is to say, to goods of a lower order and to 
pain-cost. That this is only possible in very simple condi-
tions is obvious. In the case of more complicated and more 
lengthy processes of production it will, plainly, not answer.

In an exchange economy the objective exchange value 
of commodities enters as the unit of economic calculation. 
This entails a threefold advantage. In the fi rst place, it ren-
ders it possible to base the calculation upon the valuations 
of all participants in trade. The subjective use value of each 
is not immediately comparable as a purely individual phe-
nomenon with the subjective use value of other men. It 
only becomes so in exchange value, which arises out of the 
interplay of the subjective valuations of all who take part 
in exchange. But in that case calculation by exchange value 
furnishes a control over the appropriate employment of 
goods. Anyone who wishes to make calculations in regard 
to a complicated process of production will immediately 
notice whether he has worked more economically than 
others or not; if he fi nds, from reference to the exchange 
relations obtaining in the market, that he will not be able 
to produce profi tably, this shows that others understand 
how to make a better use of the goods of higher order in 
question. Lastly, calculation by exchange value makes it 
possible to refer values back to a unit. For this purpose, 
since goods are mutually substitutable in accordance with 
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the exchange relations obtaining in the market, any pos-
sible good can be chosen. In a monetary economy it is 
money that is so chosen.

Monetary calculation has its limits. Money is no 
yardstick of value, nor yet of price. Value is not indeed 
measured in money, nor is price. They merely consist in 
money. Money as an economic good is not of stable value 
as has been naïvely, but wrongly, assumed in using it as a 
“standard of deferred payments.” The exchange-relation-
ship which obtains between money and goods is subjected 
to constant, if (as a rule) not too violent, fl uctuations origi-
nating not only from the side of other economic goods, 
but also from the side of money. However, these fl uctua-
tions disturb value calculations only in the slightest degree, 
since usually, in view of the ceaseless alternations in other 
economic data—these calculations will refer only to com-
paratively short periods of time—periods in which “good” 
money, at least normally, undergoes comparatively trivial 
fl uctuations in regard to its exchange relations. The inad-
equacy of the monetary calculation of value does not have 
its mainspring in the fact that value is then calculated in 
terms of a universal medium of exchange, namely money, 
but rather in the fact that in this system it is exchange val-
ue and not subjective use value on which the calculation is 
based. It can never obtain as a measure for the calculation 
of those value determining elements which stand outside 
the domain of exchange transactions. If, for example, a 
man were to calculate the profi tability of erecting a water-
works, he would not be able to include in his calculation 
the beauty of the waterfall which the scheme might im-
pair, except that he may pay attention to the diminution of 
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tourist traffi c or similar changes, which may be valued in 
terms of money. Yet these considerations might well prove 
one of the factors in deciding whether or not the building 
is to go up at all.

It is customary to term such elements “extra-econom-
ic.” This perhaps is appropriate; we are not concerned with 
disputes over terminology; yet the considerations them-
selves can scarcely be termed irrational. In any place where 
men regard as signifi cant the beauty of a neighborhood or 
of a building, the health, happiness and contentment of 
mankind, the honor of individuals or nations, they are just 
as much motive forces of rational conduct as are economic 
factors in the proper sense of the word, even where they 
are not substitutable against each other on the market and 
therefore do not enter into exchange relationships.

That monetary calculation cannot embrace these 
factors lies in its very nature; but for the purposes of our 
everyday economic life this does not detract from the sig-
nifi cance of monetary calculation. For all those ideal goods 
are goods of a lower order, and can hence be embraced 
straightway within the ambit of our judgment of values. 
There is therefore no diffi culty in taking them into ac-
count, even though they must remain outside the sphere 
of monetary value. That they do not admit of such com-
putation renders their consideration in the affairs of life 
easier and not harder. Once we see clearly how highly we 
value beauty, health, honor and pride, surely nothing can 
prevent us from paying a corresponding regard to them. It 
may seem painful to any sensitive spirit to have to balance 
spiritual goods against material. But that is not the fault 
of monetary calculation; it lies in the very nature of things 
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themselves. Even where judgments of value can be estab-
lished directly without computation in value or in money, 
the necessity of choosing between material and spiritual 
satisfaction cannot be evaded. Robinson Crusoe and the 
socialist state have an equal obligation to make the choice.

Anyone with a genuine sense of moral values experi-
ences no hardship in deciding between honor and liveli-
hood. He knows his plain duty. If a man cannot make 
honor his bread, yet can he renounce his bread for honor’s 
sake. Only they who prefer to be relieved of the agony 
of this decision, because they cannot bring themselves to 
renounce material comfort for the sake of spiritual advan-
tage, see in the choice a profanation of true values.

Monetary calculation only has meaning within the 
sphere of economic organization. It is a system whereby 
the rules of economics may be applied in the disposition 
of economic goods. Economic goods only have part in 
this system in proportion to the extent to which they may 
be exchanged for money. Any extension of the sphere of 
monetary calculation causes misunderstanding. It can-
not be regarded as constituting a kind of yardstick for the 
valuation of goods, and cannot be so treated in historical 
investigations into the development of social relationships; 
it cannot be used as a criterion of national wealth and in-
come, nor as a means of gauging the value of goods which 
stand outside the sphere of exchange, as who should seek 
to estimate the extent of human losses through emigra-
tions or wars in terms of money?4 This is mere sciolistic 

4Cf. Friedrich von Wieser, Über den Ursprung und die Hauptge-
setze des wirtschaftlichen Eertes (Vienna: A. Hölder, 1884), pp. 185 f.
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tomfoolery, however much it may be indulged in by oth-
erwise perspicacious economists.

Nevertheless within these limits, which in economic 
life it never oversteps, monetary calculation fulfi ls all the 
requirements of economic calculation. It affords us a guide 
through the oppressive plenitude of economic potentiali-
ties. It enables us to extend to all goods of a higher order 
the judgment of value, which is bound up with and clearly 
evident in, the case of goods ready for consumption, or at 
best of production goods of the lowest order. It renders 
their value capable of computation and thereby gives us 
the primary basis for all economic operations with goods 
of a higher order. Without it, all production involving 
processes stretching well back in time and all the longer 
roundabout processes of capitalistic production would be 
gropings in the dark.

There are two conditions governing the possibility of 
calculating value in terms of money. Firstly, not only must 
goods of a lower, but also those of a higher order, come 
within the ambit of exchange, if they are to be included. If 
they do not do so, exchange relationships would not arise. 
True enough, the considerations which must obtain in the 
case of Robinson Crusoe prepared, within the range of his 
own hearth, to exchange, by production, labor and fl our for 
bread, are indistinguishable from those which obtain when 
he is prepared to exchange bread for clothes in the open 
market, and, therefore, it is to some extent true to say that 
every economic action, inclu ding Robinson Crusoe’s own 
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production, can be termed exchange.5 Moreover, the mind 
of one man alone—be it ever so cunning, is too weak to 
grasp the importance of any single one among the count-
lessly many goods of a higher order. No single man can 
ever master all the possibilities of production, innumerable 
as they are, as to be in a position to make straightway evi-
dent judgments of value without the aid of some system of 
computation. The distribution among a number of indi-
viduals of administrative control over economic goods in a 
community of men who take part in the labor of produc-
ing them, and who are economically interested in them, 
entails a kind of intellectual division of labor, which would 
not be possible without some system of calculating pro-
duction and without economy.

The second condition is that there exists in fact a 
universally employed medium of exchange—namely, 
money—which plays the same part as a medium in the 
exchange of production goods also. If this were not the 
case, it would not be possible to reduce all exchange-rela-
tionships to a common denominator.

Only under simple conditions can economics dis-
pense with monetary calculation. Within the narrow 
confi nes of household economy, for instance, where the 
father can supervise the entire economic management, it 
is possible to determine the signifi cance of changes in the 
processes of production, without such aids to the mind, 

5Cf. Mises, Theorie des Geldes und der Umlaufsmittel (Munich 
and Leipzig: Duncker & Humblot, 1912), p. 16, with the references 
there given. [See the English translation by H.E. Batson, The Theory 
of Money and Credit (Indianapolis: Liberty Classics, 1980), p. 52.]
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and yet with more or less of accuracy. In such a case the 
process develops under a relatively limited use of capital. 
Few of the capitalistic roundabout processes of production 
are here introduced: what is manufactured is, as a rule, 
consumption goods or at least such goods of a higher order 
as stand very near to consumption-goods. The division of 
labor is in its rudimentary stages: one and the same laborer 
controls the labor of what is in effect, a complete process 
of production of goods ready for consumption, from be-
ginning to end. All this is different, however, in developed 
communal production. The experiences of a remote and 
bygone period of simple production do not provide any 
sort of argument for establishing the possibility of an eco-
nomic system without monetary calculation.

In the narrow confi nes of a closed household econ-
omy, it is possible throughout to review the process of 
production from beginning to end, and to judge all the 
time whether one or another mode of procedure yields 
more consumable goods. This, however, is no longer pos-
sible in the incomparably more involved circumstances of 
our own social economy. It will be evident, even in the 
socialist society, that 1,000 hectolitres of wine are better 
than 800, and it is not diffi cult to decide whether it desires 
1,000 hectolitres of wine rather than 500 of oil. There is 
no need for any system of calculation to establish this fact: 
the deciding element is the will of the economic subjects 
involved. But once this decision has been taken, the real 
task of rational economic direction only commences, i.e., 
economically, to place the means at the service of the end. 
That can only be done with some kind of economic calcu-
lation. The human mind cannot orientate itself properly 
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among the bewildering mass of intermediate products and 
potentialities of production without such aid. It would 
simply stand perplexed before the problems of manage-
ment and location.6

It is an illusion to imagine that in a socialist state calcu-
lation in natura can take the place of monetary calculation. 
Calculation in natura, in an economy without exchange, 
can embrace consumption goods only; it completely fails 
when it comes to dealing with goods of a higher order. 
And as soon as one gives up the conception of a freely es-
tablished monetary price for goods of a higher order, ratio-
nal production becomes completely impossible. Every step 
that takes us away from private ownership of the means of 
production and from the use of money also takes us away 
from rational economics.

It is easy to overlook this fact, considering that the 
extent to which socialism is in evidence among us con-
stitutes only a socialistic oasis in a society with monetary 
exchange, which is still a free society to a certain degree. In 
one sense we may agree with the socialists’ assertion which 
is otherwise entirely untenable and advanced only as a 
demagogic point, to the effect that the nationalization and 
municipalization of enterprise is not really socialism, since 
these concerns in their business organizations are so much 
dependent upon the environing economic system with its 
free commerce that they cannot be said to partake today 
of the really essential nature of a socialist economy. In state 

6Friedrich von Gottl-Ottlilienfeld, Wirtschaft und Technik 
(Grundriss der Sozialökonomik, Section II; Tübingen: J.C.B. Mohr, 
1914), p. 216.
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and municipal undertakings technical improvements are 
introduced because their effect in similar private enter-
prises, domestic or foreign, can be noticed, and because 
those private industries which produce the materials for 
these improvements give the impulse for their introduc-
tion. In these concerns the advantages of reorganization 
can be established, because they operate within the sphere 
of a society based upon private ownership of the means of 
production and upon the system of monetary exchange, 
being thus capable of computation and account. This state 
of affairs, however, could not obtain in the case of social-
ist concerns operating in a purely socialistic environment.

Without economic calculation there can be no econ-
omy. Hence, in a socialist state wherein the pursuit of 
economic calculation is impossible, there can be—in our 
sense of the term—no economy whatsoever. In trivial and 
secondary matters rational conduct might still be possible, 
but in general it would be impossible to speak of rational 
production any more. There would be no means of de-
termining what was rational, and hence it is obvious that 
production could never be directed by economic consider 
ations. What this means is clear enough, apart from its 
effects on the supply of commodities. Rational conduct 
would be divorced from the very ground which is its prop-
er domain. Would there, in fact, be any such thing as ra-
tional conduct at all, or, indeed, such a thing as rationality 
and logic in thought itself? Historically, human rationality 
is a development of economic life. Could it then obtain 
when divorced therefrom?

For a time the remembrance of the experiences gained 
in a competitive economy, which has obtained for some 
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thousands of years, may provide a check to the complete 
collapse of the art of economy. The older methods of pro-
cedure might be retained not because of their rationality 
but because they appear to be hallowed by tradition. Actu-
ally, they would meanwhile have become irrational, as no 
longer comporting with the new conditions. Eventually, 
through the general reconstruction of economic thought, 
they will experience alterations which will render them 
in fact uneconomic. The supply of goods will no longer 
proceed anarchically of its own accord; that is true. All 
transactions which serve the purpose of meeting require-
ments will be subject to the control of a supreme authority. 
Yet in place of the economy of the “anarchic” method of 
production, recourse will be had to the senseless output of 
an absurd apparatus. The wheels will turn, but will run to 
no effect.

One may anticipate the nature of the future socialist 
society. There will be hundreds and thousands of factories 
in operation. Very few of these will be producing wares 
ready for use; in the majority of cases what will be manu-
factured will be unfi nished goods and production goods. 
All these concerns will be interrelated. Every good will go 
through a whole series of stages before it is ready for use. 
In the ceaseless toil and moil of this process, however, the 
administration will be without any means of testing their 
bearings. It will never be able to determine whether a given 
good has not been kept for a superfl uous length of time in 
the necessary processes of production, or whether work 
and material have not been wasted in its completion. How 
will it be able to decide whether this or that method of pro-
duction is the more profi table? At best it will only be able 
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to compare the quality and quantity of the consumable 
end product produced, but will in the rarest cases be in a 
position to compare the expenses entailed in production. 
It will know, or think it knows, the ends to be achieved by 
economic organization, and will have to regulate its activi-
ties accordingly, i.e., it will have to attain those ends with 
the least expense. It will have to make its computations 
with a view to fi nding the cheapest way. This computa-
tion will naturally have to be a value computation. It is 
eminently clear, and requires no further proof, that it can-
not be of a technical character, and that it cannot be based 
upon the objective use value of goods and services.

Now, in the economic system of private ownership of 
the means of production, the system of computation by 
value is necessarily employed by each independent mem-
ber of society. Everybody participates in its emergence in 
a double way: on the one hand as a consumer and on the 
other as a producer. As a consumer he establishes a scale 
of valuation for goods ready for use in consumption. As 
a producer he puts goods of a higher order into such use 
as produces the greatest return. In this way all goods of a 
higher order receive a position in the scale of valuations in 
accordance with the immediate state of social conditions 
of production and of social needs. Through the interplay 
of these two processes of valuation, means will be afforded 
for governing both consumption and production by the 
economic principle throughout. Every graded system of 
pricing proceeds from the fact that men always and ever 
harmonized their own requirements with their estimation 
of economic facts.
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All this is necessarily absent from a socialist state. The 
administration may know exactly what goods are most ur-
gently needed. But in so doing, it has only found what is, 
in fact, but one of the two necessary prerequisites for eco-
nomic calculation. In the nature of the case it must, how-
ever, dispense with the other—the valuation of the means 
of production. It may establish the value attained by the 
totality of the means of production; this is obviously iden-
tical with that of all the needs thereby satisfi ed. It may also 
be able to calculate the value of any means of production 
by calculating the consequence of its withdrawal in rela-
tion to the satisfaction of needs. Yet it cannot reduce this 
value to the uniform expression of a money price, as can 
a competitive economy, wherein all prices can be referred 
back to a common expression in terms of money. In a so-
cialist commonwealth which, whilst it need not of neces-
sity dispense with money altogether, yet fi nds it impossible 
to use money as an expression of the price of the factors of 
production (including labor), money can play no role in 
economic calculation.7

Picture the building of a new railroad. Should it be 
built at all, and if so, which out of a number of conceiv-
able roads should be built? In a competitive and monetary 
economy, this question would be answered by monetary 

7This fact is also recognized by Otto Neurath (Durch die Krieg-
swirtschaft zur Naturalwirtschaft [Munich: G.D.W. Callwey, 1919], 
pp. 216 f.). He advances the view that every complete adminisrtative 
economy is, in the fi nal analysis, a natural economy. “Socialization,” 
he says, “is thus the pursuit of natural economy.” Neurath merely 
overlooks the insuperable diffi culties that would have to develop 
with economic calculation in the socialist commonwealth.
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calculation. The new road will render less expensive the 
transport of some goods, and it may be possible to cal-
culate whether this reduction of expense transcends that 
involved in the building and upkeep of the next line. That 
can only be calculated in money. It is not possible to attain 
the desired end merely by counterbalancing the various 
physical expenses and physical savings. Where one can-
not express hours of labor, iron, coal, all kinds of build-
ing material, machines and other things necessary for the 
construction and upkeep of the railroad in a common unit 
it is not possible to make calculations at all. The drawing 
up of bills on an economic basis is only possible where 
all the goods concerned can be referred back to money. 
Admittedly, monetary calculation has its inconveniences 
and serious defects, but we have certainly nothing better 
to put in its place, and for the practical purposes of life 
monetary calculation as it exists under a sound monetary 
system always suffi ces. Were we to dispense with it, any 
economic system of calculation would become absolutely 
impossible.

The socialist society would know how to look after 
itself. It would issue an edict and decide for or against the 
projected building. Yet this decision would depend at best 
upon vague estimates; it would never be based upon the 
foundation of an exact calculation of value.

The static state can dispense with economic calculation. 
For here the same events in economic life are ever recurring; 
and if we assume that the fi rst disposition of the static so-
cialist economy follows on the basis of the fi nal state of the 
competitive economy, we might at all events conceive of a 
socialist production system which is rationally controlled 
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from an economic point of view. But this is only conceptu-
ally possible. For the moment, we leave aside the fact that 
a static state is impossible in real life, as our economic data 
are forever changing, so that the static nature of economic 
activity is only a theoretical assumption corresponding to 
no real state of affairs, however necessary it may be for 
our thinking and for the perfection of our knowledge of 
economics. Even so, we must assume that the transition 
to socialism must, as a consequence of the levelling out of 
the differences in income and the resultant readjustments 
in consumption, and therefore production, change all eco-
nomic data in such a way that a connecting link with the 
fi nal state of affairs in the previously existing competitive 
economy becomes impossible. But then we have the spec-
tacle of a socialist economic order fl oundering in the ocean 
of possible and conceivable economic combinations with-
out the compass of economic calculation.

Thus in the socialist commonwealth every economic 
change becomes an undertaking whose success can be nei-
ther appraised in advance nor later retrospectively deter-
mined. There is only groping in the dark. Socialism is the 
abolition of rational economy.
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Are we really dealing with the necessary consequences 
of common ownership of the means of production? 
Is there no way in which some kind of economic 

calculation might be tied up with a socialist system?

In every great enterprise, each particular business or 
branch of business is to some extent independent in its 
accounting. It reckons the labor and material against each 
other, and it is always possible for each individual group to 
strike a particular balance and to approach the economic 
results of its activities from an accounting point of view. We 
can thus ascertain with what success each particular section 
has labored, and accordingly draw conclusions about the 
reorganization, curtailment, abandonment, or expansion 
of existing groups and about the institution of new ones. 
Admittedly, some mistakes are inevitable in such a calcu-
lation. They arise partly from the diffi culties consequent 
upon an allocation of general expenses. Yet other mistakes 
arise from the necessity of calculating with what are not 

3

Economic Calculation
in the Socialist Commonwealth
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from many points of view rigorously ascertainable data, 
e.g., when in the ascertainment of the profi tability of a 
certain method of procedure we compute the amortiza-
tion of the machines used on the assumption of a given 
duration for their usefulness. Still, all such mistakes can be 
confi ned within certain narrow limits, so that they do not 
disturb the net result of the calculation. What remains of 
uncertainty comes into the calculation of the uncertainty 
of future conditions, which is an inevitable concomitant of 
the dynamic nature of economic life.

It seems tempting to try to construct by analogy a se-
par ate estimation of the particular production groups in 
the socialist state also. But it is quite impossible. For each 
separate calculation of the particular branches of one and 
the same enterprise depends exclusively on the fact that is 
precisely in market dealings that market prices to be taken 
as the bases of calculation are formed for all kinds of goods 
and labor employed. Where there is no free market, there 
is no pricing mechanism; without a pricing mechanism, 
there is no economic calculation.

We might conceive of a situation, in which exchange 
between particular branches of business is permitted, so as 
to obtain the mechanism of exchange relations (prices) and 
thus create a basis for economic calculation even in the so-
cialist commonwealth. Within the framework of a uniform 
economy knowing not private ownership of the means of 
production, individual labor groups are constituted inde-
pendent and authoritative disposers, which have indeed to 
behave in accordance with the directions of the supreme 
economic council, but which nevertheless assign each 
other material goods and services only against a payment, 
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which would have to be made in the general medium of 
exchange. It is roughly in this way that we conceive of the 
organization of the socialist running of business when we 
nowadays talk of complete socialization and the like. But 
we have still not come to the crucial point. Exchange rela-
tions between production goods can only be established 
on the basis of private ownership of the means of produc-
tion. When the “coal syndicate “provides the “iron syndi-
cate “with coal, no price can be formed, except when both 
syndicates are the owners of the means of production em-
ployed in their business. This would not be socialization 
but workers’ capitalism and syndicalism.

The matter is indeed very simple for those socialist 
theorists who rely on the labor theory of value.

As soon as society takes possession of the means 
of production and applies them to production in 
their directly socialised form, each individual’s la-
bour, however different its specifi c utility may be, 
becomes a priori and directly social labour. The 
amount of social labour invested in a product need 
not then be established indirectly; daily experience 
immediately tells us how much is necessary on an 
average. Society can simply calculate how many 
hours of labour are invested in a steam engine, a 
quarter of last harvest’s wheat, and a 100 yards of 
linen of given quality. . . . To be sure, society will 
also have to know how much labour is needed 
to produce any consumption-good. It will have 
to arrange its production plan according to its 
means of production, to which labour espe-
cially belongs. The utility yielded by the vari-
ous consumption-goods, weighted against each 
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other and against the amount of labour required 
to produce them, will ultimately determine the 
plan. People will make everything simple without 
the mediation of the notorious “value.”8

Here it is not our task once more to advance critical 
objections against the labor theory of value. In this con-
nection they can only interest us in so far as they are rel-
evant to an assessment of the applicability of labor in the 
value computations of a socialist community.

On a fi rst impression calculation in terms of labor 
also takes into consideration the natural non-human con-
ditions of production. The law of diminishing returns is 
already allowed for in the concept of socially necessary 
average labor time to the extent that its operation is due 
to the variety of the natural conditions of production. If 
the demand for a commodity increases and worse natural 
resources must be exploited, then the average socially nec-
essary labor time required for the production of a unit in-
creases too. If more favorable natural resources are discov-
ered, the amount of socially necessary labor diminishes.9 
The consideration of the natural condition of production 
suffi ces only in so far as it is refl ected in the amount of labor 
socially necessary. But it is in this respect that valuation in 
terms of labor fails. It leaves the employment of material 
factors of production out of account. Let the amount of 

8Friedrich Engels, Herrn Eugen Dührings Umwälzung des Wis-
senschaft, 7th ed., pp. 335  f. [Translated by Emile Burns as Herr 
Eugen Dühring’s Revolution in Science—Anti-Düring (London: Law-
rence & Wishart, 1943).]

9Karl Marx, Capital, translated by Eden and Cedar Paul (Lon-
don: Allen & Unwin, 1928), p. 9.
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socially necessary labor time required for the production of 
each of the commodities P and Q be 10 hours. Further, in 
addition to labor the production of both P and Q requires 
the raw material a, a unit of which is produced by an hour’s 
socially necessary labor; 2 units of a and 8 hours’ labor are 
used in the production of P, and one unit of a and 9 hours’ 
labor in the production of Q. In terms of labor P and Q 
are equivalent, but in value terms P is more valuable than 
Q. The former is false, and only the latter corresponds to 
the nature and purpose of calculation. True, this surplus, 
by which according to value calculation P is more valu-
able than Q, this material sub-stratum “is given by nature 
without any addition from man.”10 Still, the fact that it is 
only present in such quantities that it becomes an object 
of economizing, must be taken into account in some form 
or other in value calculation.

The second defect in calculation in terms of labor is 
the ignoring of the different qualities of labor. To Marx all 
human labor is economically of the same kind, as it is al-
ways “the productive expenditure of human brain, brawn, 
nerve and hand.”11

Skilled labour counts only as intensifi ed, or rather 
multiplied, simple labour, so that a smaller quan-
tity of skilled labour is equal to a larger quantity 
of simple labour. Experience shows that skilled 
labour can always be reduced in this way to the 
terms of simple labour. No matter that a com-
modity be the product of the most highly skilled 

10Ibid., p. 12.
11Ibid., p. 13 et seq.



Ludwig von Mises

29

labour, its value can be equated with that of the 
product of simple labour, so that it represents 
merely a defi nite amount of simple labour.

Böhm-Bawerk is not far wrong when he calls this argu-
ment “a theoretical juggle of almost stupefying naïveté.”12 
To judge Marx’s view we need not ask if it is possible to 
discover a single uniform physiological measure of all hu-
man labor, whether it be physical or “mental.” For it is cer-
tain that there exist among men varying degrees of capac-
ity and dexterity, which cause the products and services of 
labor to have varying qualities. What must be conclusive 
in deciding the question whether reckoning in terms of 
labor is applicable or not, is whether it is or is not possible 
to bring different kinds of labor under a common denom-
inator without the mediation of the economic subject’s 
valuation of their products. The proof Marx attempts to 
give is not successful. Experience indeed shows that goods 
are consumed under exchange relations without regard of 
the fact of their being produced by simple or complex la-
bor. But this would only be a proof that given amounts of 
simple labor are directly made equal to given amounts of 
complex labor, if it were shown that labor is their source 
of exchange value. This not only is not demonstrated, but 
is what Marx is trying to demonstrate by means of these 
very arguments.

12Cf. Eugen von Böhm-Bawerk, Capital and Interest, translated 
by William Smart (London and New York: Macmillan, 1890), p. 
384. [See the English translation by George Huncke and Hans F. 
Sennholz (South Holland, Ill.: Libertarian Press, 1959), p. 299, 
where the phrase reads “a bit of legerdemain in the theorizing line 
that is astounding in its naïveté.”]
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No more is it a proof of this homogeneity that rates of 
substitution between simple and complex labor are mani-
fested in the wage rate in an exchange economy—a fact to 
which Marx does not allude in this context. This equal-
izing process is a result of market transactions and not its 
antecedent. Calculation in terms of labor would have to 
set up an arbitrary proportion for the substitution of com-
plex by simple labor, which excludes its employment for 
purposes of economic administration.

It was long supposed that the labor theory of value 
was indispensable to socialism, so that the demand for the 
nationalization of the means of production should have an 
ethical basis. Today we know this for the error it is. Although 
the majority of socialist supporters have thus employed this 
misconception, and although Marx, however much he fun-
damentally took another point of view, was not altogether 
free from it, it is clear that the political call for the intro-
duction of socialized production neither requires nor can 
obtain the support of the labor theory of value on the one 
hand, and that on the other those people holding different 
views on the nature and origin of economic value can be 
socialist according to their sentiments. Yet the labor theory 
of value is inherently necessary for the supporters of socialist 
production in a sense other than that usually intended. In 
the main socialist production might only appear rationally 
realizable, if it provided an objectively recognizable unit of 
value, which would permit of economic calculation in an 
economy where neither money nor exchange were present. 
And only labor can conceivably be considered as such.
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The problem of responsibility and initiative in social-
ist enterprises is closely connected with that of eco-
nomic calculation. It is now universally agreed that 

the exclusion of free initiative and individual responsibil-
ity, on which the successes of private enterprise depend, 
constitutes the most serious menace to socialist economic 
organization.13

The majority of socialists silently pass this problem by. 
Others believe they can answer it with an allusion to the 
directors of companies; in spite of the fact that they are not 
the owners of the means of production, enterprises under 
their control have fl ourished. If society, instead of company 
shareholders, becomes the owner of the means of produc-
tion, nothing will have altered. The directors would not 
work less satisfactorily for society than for shareholders.

13Cf. Vorläufi ger Bericht der Sozialisierungskommission über die 
Fragse der Sozialisierung des Kohlenbergbaues, concluded 15th Febru-
ary, 1919 (Berlin, 1919), p. 13.

4

Responsibility and Initiative          
in Communal Concerns
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We must distinguish between two groups of joint-
stock companies and similar concerns. In the fi rst group, 
consisting for the large part of smaller companies, a few 
individuals unite in a common enterprise in the legal form 
of a company. They are often the heirs of the founders 
of the company, or often previous competitors who have 
amalgamated. Here the actual control and management 
of business is in the hands of the shareholders themselves 
or at least of some of the shareholders, who do business 
in their own interest; or in that of closely related share-
holders such as wives, minors, etc. The directors in their 
capacity as members of the board of management or of 
the board of control, and sometimes also in an attenuated 
legal capacity, themselves exercise the decisive infl uence in 
the conduct of affairs. Nor is this affected by the circum-
stance that sometimes part of the share-capital is held by a 
fi nancial consortium or bank. Here in fact the company is 
only differentiated from the public commercial company 
by its legal form.

The situation is quite different in the case of large-
scale companies, where only a fraction of the shareholders, 
i.e., the big shareholders, participate in the actual control 
of the enterprise. And these usually have the same interest 
in the fi rm’s prosperity as any property holder. Still, it may 
well be that they have interests other than those of the vast 
majority of small shareholders, who are excluded from the 
management even if they own the larger part of the share-
capital. Severe collisions may occur, when the fi rm’s busi-
ness is so handled on behalf of the directors that the share-
holders are injured. But be that as it may, it is clear that the 
real holders of power in companies run the business in their 



Ludwig von Mises

33

own interest, whether it coincides with that of the share-
holders or not. In the long run it will generally be to the 
advantage of the solid company administrator, who is not 
merely bent on making a transient profi t, to represent the 
shareholders’ interests only in every case and to avoid ma-
nipulations which might damage them. This holds good 
in the fi rst instance for banks and fi nancial groups, which 
should not trifl e at the public’s expense with the credit 
they enjoy. Thus it is not merely on the prescriptiveness 
of ethical motives that the success of companies depends.

The situation is completely transformed when an 
undertaking is nationalized. The motive force disappears 
with the exclusion of the material interests of private in-
dividuals, and if State and municipal enterprises thrive at 
all, they owe it to the taking over of “management” from 
private enterprise, or to the fact that they are ever driven to 
reforms and innovations by the business men from whom 
they purchase their instruments of production and raw 
material.

Since we are in a position to survey decades of State 
and socialist endeavor, it is now generally recognized that 
there is no internal pressure to reform and improvement of 
production in socialist undertakings, that they cannot be 
adjusted to the changing conditions of demand, and that 
in a word they are a dead limb in the economic organism. 
All attempts to breathe life into them have so far been in 
vain. It was supposed that a reform in the system of re-
muneration might achieve the desired end. If the manag-
ers of these enterprises were interested in the yield, it was 
thought they would be in a position comparable to that of 
the manager of large-scale companies. This is a fatal error. 
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The managers of large-scale companies are bound up with 
the interests of the businesses they administer in an en-
tirely different way from what could be the case in public 
concerns. They are either already owners of a not inconsid-
erable fraction of the share capital, or hope to become so in 
due course. Further, they are in a position to obtain prof-
its by stock exchange speculation in the company’s shares. 
They have the prospect of bequeathing their positions to, 
or at least securing part of their infl uence for, their heirs. 
The type to which the success of joint-stock companies 
is to be attributed, is not that of a complacently prosper-
ous managing director resembling the civil servant in his 
outlook and experience; rather it is precisely the manager, 
promoter, and man of affairs, who is himself interested as 
a shareholder, whom it is the aim of all nationalization and 
municipalization to exclude.

It is not generally legitimate to appeal in a socialist 
context to such arguments in order to ensure the success 
of an economic order built on socialist foundations. All 
socialist systems, including that of Karl Marx, and his or-
thodox supporters, proceed from the assumption that in a 
socialist society a confl ict between the interests of the par-
ticular and general could not possibly arise. Everybody will 
act in his own interest in giving of his best because he par-
ticipates in the product of all economic activity. The obvi-
ous objection that the individual is very little concerned 
whether he himself is diligent and enthusiastic, and that 
it is of greater moment to him that everybody else should 
be, is either completely ignored or is insuffi ciently dealt 
with by them. They believe they can construct a socialist 
commonwealth on the basis of the Categorical Imperative 
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alone. How lightly it is their wont to proceed in this way 
is best shown by Kautsky when he says, “If socialism is a 
social necessity, then it would be human nature and not 
socialism which would have to readjust itself, if ever the 
two clashed.”14 This is nothing but sheer Utopianism.

But even if we for the moment grant that these Uto-
pian expectations can actually be realized, that each indi-
vidual in a socialist society will exert himself with the same 
zeal as he does today in a society where he is subjected 
to the pressure of free competition, there still remains the 
problem of measuring the result of economic activity in 
a socialist commonwealth which does not permit of any 
economic calculation. We cannot act economically if we 
are not in a position to understand economizing.

A popular slogan affi rms that if we think less bureau-
cratically and more commercially in communal enterpris-
es, they will work just as well as private enterprises. The 
leading positions must be occupied by merchants, and 
then income will grow apace. Unfortunately “commer-
cial-mindedness” is not something external, which can be 
arbitrarily transferred. A merchant’s qualities are not the 
property of a person depending on inborn aptitude, nor 
are they acquired by studies in a commercial school or by 
working in a commercial house, or even by having been a 
business man oneself for some period of time. The entre-
preneur’s commercial attitude and activity arises from his 
position in the economic process and is lost with its dis-

14Cf. Karl Kautsky, Preface to “Atlanticus” [Gustav Jaeckh], 
Produktion und Konsum im Sozialstaat (Stuttgart: J.H.W. Dietz, 
1898), p. 14.
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appearance. When a successful business man is appointed 
the manager of a public enterprise, he may still bring with 
him certain experiences from his previous occupation, and 
be able to turn them to good account in a routine fashion 
for some time. Still, with his entry into communal activ-
ity he ceases to be a merchant and becomes as much a 
bureaucrat as any other placeman in the public employ. 
It is not a knowledge of bookkeeping, of business organi-
zation, or of the style of commercial correspondence, or 
even a dispensation from a commercial high school, which 
makes the merchant, but his characteristic position in the 
production process, which allows of the identifi cation of 
the fi rm’s and his own interests. It is no solution of the 
problem when Otto Bauer in his most recently published 
work proposes that the directors of the National Central 
Bank, on whom leadership in the economic process will be 
conferred, should be nominated by a Collegium, to which 
representatives of the teaching staff of the commercial high 
schools would also belong.15 Like Plato’s philosophers, the 
directors so appointed may well be the wisest and best of 
their kind, but they cannot be merchants in their posts as 
leaders of a socialist society, even if they should have been 
previously.

It is a general complaint that the administration of 
public undertakings lacks initiative. It is believed that this 
might be remedied by changes in organization. This also is 
a grievous mistake. The management of a socialist concern 
cannot entirely be placed in the hands of a single individual, 

15Cf. Otto Bauer, Der Weg zum Sozialismus (Vienna: Ignaz 
Brand, 1919), p. 25.
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because there must always be the suspicion that he will 
permit errors infl icting heavy damages on the community. 
But if the important conclusions are made dependent on 
the votes of committees, or on the consent of the relevant 
government offi ces, then limitations are imposed on the 
individual’s initiative. Committees are rarely inclined to 
introduce bold innovations. The lack of free initiative in 
public business rests not on an absence of organization, it 
is inherent in the nature of the business itself. One cannot 
transfer free disposal of the factors of production to an 
employee, however high his rank, and this becomes even 
less possible, the more strongly he is materially interested 
in the successful performance of his duties; for in practice 
the propertyless manager can only be held morally respon-
sible for losses incurred. And so ethical losses are juxta-
posed with opportunities for material gain. The property 
owner on the other hand himself bears responsibility, as 
he himself must primarily feel the loss arising from un-
wisely conducted business. It is precisely in this that there 
is a characteristic difference between liberal and socialist 
production.
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Since recent events helped socialist parties to obtain 
power in Russia, Hungary, Germany and Austria, 
and have thus made the execution of a socialist 

nationalization program a topical issue,16 Marxist writers 
have themselves begun to deal more closely with the prob-
lems of the regulation of the socialist commonwealth. But 
even now they still cautiously avoid the crucial question, 
leaving it to be tackled by the despised “Utopians.” They 
themselves prefer to confi ne their attention to what is to 
be done in the immediate future; they are forever drawing 
up programs of the path to Socialism and not of Socialism 
itself. The only possible conclusion from all these writings 
is that they are not even conscious of the larger problem of 
economic calculation in a socialist society.

16[The reader will remember that Mises is writing in 1920.]

5

The Most Recent Socialist
Doctrines and the Problem
of Economic Calculation
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To Otto Bauer the nationalization of the banks ap-
pears the fi nal and decisive step in the carrying through 
of the socialist nationalization program. If all banks are 
nationalized and amalgamated into a single central bank, 
then its administrative board becomes “the supreme eco-
nomic authority, the chief administrative organ of the 
whole economy. Only by nationalization of the banks does 
society obtain the power to regulate its labor according to 
a plan, and to distribute its resources rationally among the 
various branches of production, so as to adapt them to 
the nation’s needs.”17 Bauer is not discussing the monetary 
arrangements which will prevail in the socialist common-
wealth after the completion of the nationalization of the 
banks. Like other Marxists he is trying to show how sim-
ply and obviously the future socialist order of society will 
evolve from the conditions prevailing in a developed capi-
talist economy. “It suffi ces to transfer to the nation’s rep-
resentatives the power now exercised by bank shareholders 
through the Administrative Boards they elect,”18 in order 
to socialize the banks and thus to lay the last brick on the 
edifi ce of socialism. Bauer leaves his readers completely ig-
norant of the fact that the nature of the banks is entirely 
changed in the process of nationalization and amalgama-
tion into one central bank. Once the banks merge into a 
single bank, their essence is wholly transformed; they are 
then in a position to issue credit without any limitation.19 

17Cf. Otto Bauer, Der Weg zum Sozialismus (Vienna: Ignaz 
Brand, 1919), p. 26 f.

18Ibid. p. 25.
19Cf. Ludwig von Mises, Theorie des Geldes und der Umlauf-

smittel (Munich and Leipzig: Duncker & Humblot, 1912), pp. 
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In this fashion the monetary system as we know it today 
disappears of itself. When in addition the single central 
bank is nationalized in a society, which is otherwise already 
completely socialized, market dealings disappear and all 
exchange transactions are abolished. At the same time the 
Bank ceases to be a bank, its specifi c functions are extin-
guished, for there is no longer any place for it in such a so-
ciety. It may be that the name “Bank” is retained, that the 
Supreme Economic Council of the socialist community is 
called the Board of Directors of the Bank, and that they 
hold their meetings in a building formerly occupied by a 
bank. But it is no longer a bank, it fulfi ls none of those 
functions which a bank fulfi ls in an economic system rest-
ing on the private ownership of the means of production 
and the use of a general medium of exchange—money. 
It no longer distributes any credit, for a socialist society 
makes credit of necessity impossible. Bauer himself does 
not tell us what a bank is, but he begins his chapter on the 
nationalization of the banks with the sentence: “All dispos-
able capital fl ows into a common pool in the banks.”20 As a 
Marxist must he not raise the question of what the banks’ 
activities will be after the abolition of capitalism?

All other writers who have grappled with the prob-
lems of the organization of the socialist commonwealth 
are guilty of similar confusions. They do not realize 
that the bases of economic calculation are removed by 

474 ff. [See the English translation by H.E. Batson, The Theory of 
Money and Credit (Indianapolis: Liberty Classics, 1980), [Compare 
p. 411 of the 1980 English edition.]

20Cf. Bauer, Der Weg zum Sozialismus, p. 24 f.
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the exclusion of exchange and the pricing mechanism, 
and that something must be substituted in its place, if 
all economy is not to be abolished and a hopeless chaos 
is not to result. People believe that socialist institutions 
might evolve without further ado from those of a capital-
ist economy. This is not at all the case. And it becomes all 
the more grotesque when we talk of banks, banks manage-
ment, etc. in a socialist commonwealth.

Reference to the conditions that have developed in 
Russia and Hungary under Soviet rule proves nothing. 
What we have there is nothing but a picture of the destruc-
tion of an existing order of social production, for which a 
closed peasant household economy has been substituted. 
All branches of production depending on social division 
of labor are in a state of entire dissolution. What is hap-
pening under the rule of Lenin and Trotsky is merely de-
struction and annihilation. Whether, as the liberals21 hold, 
socialism must inevitably draw these consequences in its 
train, or whether, as the socialists retort, this is only a re-
sult of the fact that the Soviet Republic is attacked from 
without, is a question of no interest to us in this context. 
All that has to be established is the fact that the Soviet 
socialist commonwealth has not even begun to discuss the 
problem of economic calculation, nor has it any cause to 
do so. For where things are still produced for the market in 
Soviet Russia in spite of governmental prohibitions, they 

21[Mises is using the term “liberal” here in its nineteenth-cen-
tury European sense, meaning “classical liberal” or libertarian. On 
liberalism see Mises’s Liberalism: In the Classical Tradition, translated 
by Ralph Raico (Irvington-on-Hudson, N.Y.: Foundation for Eco-
nomic Education, 1985).]
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are valued in terms of money, for there exists to that ex-
tent private ownership of the means of production, and 
goods are sold against money. Even the Government can-
not deny the necessity, which it confi rms by increasing the 
amount of money in circulation, of retaining a monetary 
system for at least the transition period.

That the essence of the problem to be faced has not 
yet come to light in Soviet Russia, Lenin’s statements in 
his essay on Die nächsten Aufgaben der Sowjetmacht best 
show. In the dictator’s deliberations there ever recurs the 
thought that the immediate and most pressing task of 
Russian communism is “the organization of bookkeep-
ing and control of those concerns, in which the capitalists 
have already been expropriated, and of all other economic 
concerns.”22 Even so Lenin is far from realizing that an en-
tirely new problem is here involved which it is impossible 
to solve with the conceptual instruments of “bourgeois” 
culture. Like a real politician, he does not bother with is-
sues beyond his nose. He still fi nds himself surrounded by 
monetary transactions, and does not notice that with pro-
gressive socialization money also necessarily loses its func-
tion as the medium of exchange in general use, to the ex-
tent that private property and with it exchange disappear. 
The implication of Lenin’s refl ections is that he would like 
to re-introduce into Soviet business “bourgeois” book-
keeping carried on on a monetary basis. Therefore he also 

22Cf. V.I. Lenin, Die nächsten Aufgaben der Sowjetmacht (Ber-
lin: Wilmersdorf, 1919), pp. 12 f., 22 ff. [English translation, The 
Soviets at Work.—This edition.]
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desires to restore “bourgeois experts” to a state of grace.23 
For the rest Lenin is as little aware as Bauer of the fact that 
in a socialist commonwealth the functions of the bank are 
unthinkable in their existing sense. He wishes to go farther 
with the “nationalization of the banks” and to proceed” 
to a transformation of the banks into the nodal point of 
social bookkeeping under socialism.”24

Lenin’s ideas on the socialist economic system, to 
which he is striving to lead his people, are generally ob-
scure.

“The socialist state,” he says “can only arise as 
a net of producing and consuming communes, 
which conscientiously record their production 
and consumption, go about their labour eco-
nomically, uninterruptedly raise their labour pro-
ductivity and thus attain the possibility of lower-
ing the working day to seven or six hours or even 
lower.”25 . . . . “Every factor, every village appears 
as a production and consumption commune hav-
ing the right and obligation to apply the general 
Soviet legislation in its own way (‘in its own way’ 
not in the sense of its violation but in the sense 
of the variety of its forms of realisation), and to 
solve in its own way the problems of calculating 
the production and distribution of products.”26

23Ibid., pp. 15.
24Ibid., pp. 21 and 26. Compare also Bukharin, Das Programm 

der Kommunisten (Zürich: no pub., 1918), pp. 27 ff.
25Lenin, Die nächsten Aufgaben der Sowjetmacht, pp. 24 f. 
26Ibid., pp. 32. 



Economic Calculation in the Socialist Commonwealth

44

“The chief communes must and will serve the most 
backward ones as educators, teachers, and stimulating 
leaders.” The successes of the chief communes must be 
broadcast in all their details in order to provide a good 
example. The communes “showing good business results” 
should be immediately rewarded “by a curtailment of the 
working day and with an increase in wages, and by allow-
ing more attention to be paid to cultural and aesthetic 
goods and values.”27

We can infer that Lenin’s ideal is a state of society in 
which the means of production are not the property of a 
few districts, municipalities, or even of the workers in the 
concern, but of the whole community. His ideal is socialist 
and not syndicalist. This need not be specially stressed for 
a Marxist such as Lenin. It is not extraordinary of Lenin 
the theorist, but of Lenin the statesman, who is the leader 
of the syndicalist and small-holding peasant Russian revo-
lution. However, at the moment we are engaged with the 
writer Lenin and may consider his ideals separately, with-
out letting ourselves be disturbed by the picture of sober 
reality. According to Lenin the theorist, every large agri-
cultural and industrial concern is a member of the great 
commonwealth of labor. Those who are active in this 
commonwealth have the right of self-government; they 
exercise a profound infl uence on the direction of produc-
tion and again on the distribution of the goods they are 
assigned for consumption. Still labor is the property of the 
whole society, and as its product belongs to society also, it 
therefore disposes of its distribution. How, we must now 

27Ibid., p. 33.
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ask, is calculation in the economy carried on in a socialist 
commonwealth which is so organized? Lenin gives us a 
most inadequate answer by referring us back to statistics. 
We must

bring statistics to the masses, make it popular, so 
that the active population will gradually learn by 
themselves to understand and realize how much 
and what kind of work must be done, how much 
and what kind of recreation should be taken, so 
that the comparison of the economy’s industrial 
results in the case of individual communes be-
comes the object of general interest and educa-
tion.28

From these scanty allusions it is impossible to infer 
what Lenin understands by statistics and whether he is 
thinking of monetary or in natura computation. In any 
case, we must refer back to what we have said about the 
impossibility of learning the money prices of production-
goods in a socialist commonwealth and about the diffi cul-
ties standing in the way of in natura valuation.29 Statistics 
would only be applicable to economic calculation if it 
could go beyond the in natura calculation, whose ill-suit-
edness for this purpose we have demonstrated. It is natu-
rally impossible where no exchange relations are formed 
between goods in the process of trade.

28Ibid.
29Neurath, too, imputes great importance to statistics for the 

setting up of the socialist economic plan. Otto Neurath (Durch die 
Kriegswirtschaft zur Naturalwirtschaft [Munich: G.D.W. Callwey, 
1919], pp. 212 et seq.).
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It must follow from what we have been able to estab-
lish in our previous arguments that the protagonists of 
a socialist system of production claim preference for it 

on the ground of greater rationality as against an economy 
so constituted as to depend on private ownership of the 
means of production. We have no need to consider this 
opinion within the framework of the present essay, in so 
far as it falls back on the assertion that rational economic 
activity necessarily cannot be perfect, because certain 
forces are operative which hinder its pursuance. In this 
connection we may only pay attention to the economic 
and technical reason for this opinion. There hovers before 
the holders of this tenet a muddled conception of tech-
nical rationality, which stands in antithesis to economic 
rationality, on which also they are not very clear. They are 
wont to overlook the fact that “all technical rationality of 
production is identical with a low level of specifi c expen-
diture in the processes of production.”30 They overlook 

30Friedrich von Gottl-Ottlilienfeld, Wirtschaft und technik 
(Grundriss der Sozialökonomik, Section II; Tübingen: J.C.B. Mohr, 
1914), p. 220.

Conclusion
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the fact that technical calculation is not enough to realize 
the “degree of general and teleological expediency”31 of an 
event; that it can only grade individual events according to 
their signifi cance; but that it can never guide us in those 
judgments which are demanded by the economic complex 
as a whole. Only because of the fact that technical con-
siderations can be based on profi tability can we overcome 
the diffi culty arising from the complexity of the relations 
between the mighty system of present-day production on 
the one hand and demand and the effi ciency of enter-
prises and economic units on the other; and can we gain 
the complete picture of the situation in its totality, which 
rational economic activity requires.32

These theories are dominated by a confused concep-
tion of the primacy of objective use value. In fact, so far as 
economic administration is concerned, objective use value 
can only acquire signifi cance for the economy through the 
infl uence it derives from subjective use value on the forma-
tion of the exchange relations of economic goods. A sec-
ond confused idea is inexplicably involved—the observer’s 
personal judgment of the utility of goods as opposed to the 
judgments of the people participating in economic trans-
actions. If anyone fi nds it “irrational” to spend as much as 
is expended in society on smoking, drinking, and similar 
enjoyments, then doubtless he is right from the point of 
view of his own personal scale of values. But in so judging, 
he is ignoring the fact that economy is a means, and that, 
without prejudice to the rational considerations infl uencing 

31Ibid., p. 219.
32Ibid., p. 225.
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its pattern, the scale of ultimate ends is a matter for cona-
tion and not for cognition.

The knowledge of the fact that rational economic ac-
tivity is impossible in a socialist commonwealth cannot, of 
course, be used as an argument either for or against social-
ism. Whoever is prepared himself to enter upon socialism 
on ethical grounds on the supposition that the provision 
of goods of a lower order for human beings under a sys-
tem of common ownership of the means of production 
is diminished, or whoever is guided by ascetic ideals in 
his desire for socialism, will not allow himself to be infl u-
enced in his endeavors by what we have said. Still less will 
those “culture” socialists be deterred who, like Muckle, ex-
pect from socialism primarily “the dissolution of the most 
frightful of all barbarisms—capitalist rationality.”33 But he 
who expects a rational economic system from socialism 
will be forced to re-examine his views

33Friedrich Muckle, Das Kulturideal des Sozialismus (Munich 
and Leipzig: Duncker & Humblot, 1919), p. 213. On the other 
hand, Muckle demands the “highest degree of rationalisation of 
economic life in order to curtail hours of labor, and to permit man 
to withdraw to an island where he can listen to the melody of his 
being.”
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 Mises’s Thesis

In “Economic Calculation in a Socialist Common-
wealth,” Ludwig von Mises demonstrates, once and for-
ever, that, under socialist central planning, there are no 

means of economic calculation and that, therefore, social-
ist economy itself is “impossible” (“unmöglich”)—not just 
ineffi cient or less innovative or conducted without benefi t 
of decentralized knowledge, but really and truly and liter-
ally impossible.

At the same time, he establishes that the necessary and 
suffi cient conditions of the existence and evolution of hu-
man society is liberty, property, and sound money: the lib-
erty of each individual to produce and exchange according 
to independently formed value judgments and price ap-
praisements; unrestricted private ownership of all types and 
orders of producers’ goods as well as of consumers’ goods; 
and the existence of a universal medium of exchange whose 
value is not subject to large or unforeseeable variations.

Postscript

Why a Socialist Economy
is “Impossible”
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Abolish all, or even one, of these institutions and 
human society disintegrates amid a congeries of isolated 
household economies and predatory tribes. But not only 
does abolition of private ownership of the means of pro-
duction by a world embracing socialist state render human 
social existence impossible: Mises’s analysis also implies 
that socialism destroys the praxeological signifi cance of 
time and nullifi es humanity’s uniquely teleological contri-
bution to the universe.

Because Mises’s critique of socialism has been the sub-
ject of signifi cant misinterpretation by his followers as well 
as his opponents, his argument, as it is presented in this 
article, should be restated.

The Calculation Argument

(1) Mises’s pathbreaking and central insight is that 
monetary calculation is the indispensable mental tool for 
choosing the optimum among the vast array of intricately-
related production plans that are available for employing 
the factors of production within the framework of the so-
cial division of labor. Without recourse to calculating and 
comparing the benefi ts and costs of production using the 
structure of monetary prices determined at each moment 
on the market, the human mind is only capable of survey-
ing, evaluating, and directing production processes whose 
scope is drastically restricted to the compass of the primi-
tive household economy.

The practically unlimited number of alternative plans 
for allocating the factors of production and the overwhelm-
ing complexities of their interrelationships stem from two 
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related facts about our world. First, our world is endowed 
with a wide variety of relatively “nonspecifi c” resources, 
which to a greater or lesser degree are substitutable for 
one another over a broad range of production processes. 
Second, since human action itself implies the ineradicable 
scarcity of time as well as of resources, there always exists 
an almost inexhaustible opportunity to accumulate capital 
and lengthen the economy’s structure of production, thus 
multiplying beyond number the technical possibilities for 
combining the factors of production.

Given, therefore, the infi nitude of the relationships of 
complementarity and substitutability simultaneously sub-
sisting among the various types of productive resources, a 
single human mind—even if it were miraculously endowed 
with complete and accurate knowledge of the quantities 
and qualities of the available factors of production, of the 
latest techniques for combining and transforming these 
factors into consumer goods, and of the set of all individu-
als’ value rankings of consumer goods—would be utterly 
incapable of determining the optimal pattern of resource 
allocation or even if a particular plan was ludicrously and 
destructively uneconomic. Not only would this perfectly 
knowledgeable person be unable to devise a rational solu-
tion of the problem, he or she would be unable to even 
achieve a full intellectual “survey” of the problem in all its 
complexity.

Thus, as Mises (p. 15) says,

the mind of one man alone—be it never so cun-
ning, is too weak to grasp the importance of any 
single one among the countlessly many goods of 
a higher order. No single man can ever master 
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all the possibilities of production, innumerable as 
they are, as to be in a position to make straight-
way evident judgments of value without the aid 
of some system of computation.

(2) What is needed, then, to produce the cardinal 
numbers necessary for computing the costs and ben-
efi ts of production processes is what Mises (p. 15) calls 
the “intellectual division of labor” which emerges when 
private property owners are at liberty to exchange goods 
and services against money according to their individual 
value judgments and price appraisements. Thus in a mar-
ket society every individual mind is accorded a dual role 
in determining the quantities of monetary calculation. In 
their consumer roles, all people make monetary bids for 
the existing stocks of fi nal goods according to their sub-
jective valuations, leading to the emergence of objective 
monetary exchange ratios which relate the values of all 
consumer goods to one another.

In light of the system of consumer goods’ prices thus 
determined, and of the existing knowledge of the technical 
conditions of production, entrepreneurs seeking to maxi-
mize monetary profi t bid against one another to acquire 
the services of the productive factors currently available and 
owned by these same consumers (including those in en-
trepreneurial roles). In this competitive process, each and 
every type of productive service is objectively appraised in 
monetary terms according to its ultimate contribution to 
the production of consumer goods. There thus comes into 
being the market’s monetary price structure, a genuinely 
“social” phenomenon in which every unit of exchangeable 
goods and services is assigned a socially signifi cant cardinal 
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number and which has its roots in the minds of every single 
member of society yet must forever transcend the contribu-
tion of the individual human mind.

(3) Since the social price structure is continually be-
ing destroyed and recreated at every moment of time by 
the competitive appraisement process operating in the face 
of ceaseless change of the economic data, there is always 
available to entrepreneurs the means of estimating the 
costs and revenues and calculating the profi tability of any 
thinkable process of production.

Once private property in the nonhuman means of 
production is abolished, however, as it is under socialism, 
the appraisement process must grind to a halt, leaving only 
the increasingly irrelevant memory of the market’s fi nal 
price structure. In the absence of competitive bidding for 
productive resources by entrepreneurs, there is no possi-
bility of assigning economic meaning to the amalgam of 
potential physical productivities embodied in each of the 
myriad of natural resources and capital goods now in the 
hands of the socialist central planners.

Even if planners observed the money prices which 
continued to be generated on an unhampered market for 
consumer goods, or substituted their own unitary scale of 
values for those of their subject consumers, there would 
still be no possibility for the central planners to ever know 
or guess the “opportunity cost” of any social production 
process. Where actors, in principle, are not in a position 
to compare the estimated costs and benefi ts of their deci-
sions, economizing activities, by defi nition, are ruled out.

A society without monetary calculation, that is, a so-
cialist society, is therefore quite literally a society without 

Ludwig von Mises
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an economy. Thus, contrary to what has become the con-
ventional interpretation by friend and foe alike, Mises (pp. 
18 and 23) was not indulging in rhetorical hyperbole but 
drily stating a demonstrable conclusion of economic sci-
ence when he declared in this article:

Without economic calculation there can be no 
economy. Hence in a socialist state wherein the 
pursuit of economic calculation is impossible, 
there can be—in our sense of the term—no econ-
omy whatsoever. . . . Socialism is the abolition of 
rational economy.

(4) Socialism will have particularly devastating effects 
on the economy’s capital structure. Without a unitary ex-
pression for time preferences in monetary terms, central 
planners will never know whether the investment of cur-
rent resources in the higher stages of production, which 
yield physically heterogeneous and noncommensurable 
outputs, will generate an overall production structure 
whose parts fi t together or whose intended length is ad-
justed to the amount of capital available. Thus higher-or-
der technical processes will be undertaken whose outputs 
cannot be used in further production processes because the 
needed complementary producer goods are not available.

In the Soviet Union, for example, in the midst of a dire 
undersupply of food products, new and unused tractors 
stand rusting in fi elds of unharvested grain, because there 
does not exist suffi cient fuel to power them, labor to oper-
ate them, or structures to house them. One of the most 
important consequences of the fact that centrally planned 
economies exist within a world market economy is that the 
planners can observe and crudely copy capitalist economies 
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in deciding which technical processes can coexist in a rea-
sonably coherent capital structure. Had the entire world, 
rather than isolated nations, existed under central plan-
ning for the last half century, the global capital structure 
would long since have crumbled irretrievably to dust and 
humanity been catapulted back to autarkic primitivism.

(5) Thus, from the fi rst, Mises emphasized the point, 
which was conveniently ignored by hostile and disingen-
uous critics: that the existence of the Soviet Union and 
other centrally-controlled economies is no refutation of 
his thesis regarding the impossibility of socialist economy. 
Their gross ineffi ciency notwithstanding, these economies 
in fact do eke out a precarious existence as parasites on the 
social appraisement process and integrated capital struc-
ture produced by the surrounding world market. As Mises 
(pp. 17–18) points out, neither these economies nor na-
tionalized enterprises within capitalist economies are gen-
uinely socialistic, because both entities

are so much dependent upon the environing eco-
nomic system with its free commerce that they 
cannot be said to partake . . . of the really essential 
nature of a socialist economy. . . . In state and 
municipal undertakings technical improvements 
are introduced because their effect in similar pri-
vate enterprises, domestic and foreign, can be no-
ticed, and because those private industries which 
produce the materials for these improvements 
give the impulse for their introduction. In these 
concerns the advantages of reorganization can 
be established, because they operate within the 
sphere of a society based upon the private owner-
ship of the means of production and upon the 
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system of monetary exchange, being thus capable 
of computation and account.

(6) But Mises does not stop with the demonstration 
that socialism must eradicate economizing activity within 
the social nexus; he also traces out its implications for the 
development of the human mind. With the dissolution 
of social production that inevitably ensures upon the im-
position of a world-embracing socialist state, humanity is 
reduced in short order to dependence upon economic ac-
tivities carried on in relative isolation. The primitive pro-
duction processes suitable to autarkic economies do not 
require economic calculation using cardinal numbers nor 
do such simple processes offer much scope for purely tech-
nical calculation. No longer dependent upon arithmetic 
operations to sustain itself, the human mind begins to lose 
its characteristic ability to calculate.

Mises’s analysis of the effects of socialism also has 
another momentous implication. With the impossibility 
of building up and maintaining a capital structure in the 
absence of monetary calculation, human economy under 
socialism comes to consist of super-short and repetitive 
household processes utilizing minimal capital and with 
little scope for adjustment to new wants. The result is 
that time itself—in the praxeological sense of a distinc-
tion between present and future—ceases to play a role in 
human affairs. Men and women, in their capitalless, hand-
to-mouth existence, begin to passively experience time as 
the brute beasts do—not actively as a tool of planning and 
action but passively as mere duration. Humanity as a teleo-
logical force in the universe is therefore necessarily a creation 
of the inextricably related phenomena of calculation and 
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capital. In a meaningful sense, then, socialism not only 
exterminates economy and society but the human intellect 
and spirit as well.

Mises vs. the Hayekians

(1) It is of utmost importance to recognize that, in his 
original article as well as all later writings on the subject, 
Mises unswervingly identifi ed the unique and insoluble 
problem of socialism as the impossibility of calculation—
not, as in the case of F.A. Hayek, as an absence of an ef-
fi cient mechanism for conveying knowledge to the plan-
ners. This difference between Mises and Hayek is refl ected 
in their respective conceptions of the social function of 
competition as well as in their responses to the claims of 
the later market and mathematical socialists. Actually, 
Mises anticipated and refuted both groups in his original 
article. Nonetheless, Mises’s position on these issues is to-
day generally ignored or confl ated with Hayek’s.

(2) For Mises, the starting point for entrepreneurial 
planning of production in a market economy is the experi-
ence of the present (actually immediately past) price struc-
ture of the market as well as of the underlying economic 
data. Knowledge of past market prices by the entrepreneur 
does not substitute for qualitative information about the 
economy, as Hayek seems to argue, but is necessarily com-
plementary to it. The reason, for Mises, is that it is price 
structures as they emerge at future moments of time that 
are relevant to unavoidably time-consuming and therefore 
future-oriented production plans. But entrepreneurs can 
never know future prices directly; they are only able to 
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appraise them in light of their “experience” of past prices 
and of their “understanding” of what transformations will 
take place in the present confi guration of the qualitative 
economic data. Whether or not one prefers to characterize 
entrepreneurial forecasting and appraisement as a proce-
dure for “discovery” of knowledge, as Hayek does, what is 
important is that for Mises it is the indispensable starting 
point of the competitive process and not its social culmi-
nant.

In other words, the forecasting and appraisement of 
future price structures in which discovery of new knowl-
edge may be said to play a role is a precompetitive and 
nonsocial operation, that is, it precedes and conditions 
competitive entrepreneurial bidding for existing factors of 
production and is carried on wholly within the compass 
of individual minds. The social function of competition, 
on the other hand, is the objective price appraisement of 
the higher-order goods, the sine qua non of entrepreneurial 
calculation of the profi tability of alternative production 
plans. Competition therefore acquires the characteristic 
of a quintessentially social process, not because its opera-
tion presupposes knowledge discovery, which is inescap-
ably an individual function, but because, in the absence of 
competitively determined money prices for the factors of 
production, possession of literally all the knowledge in the 
world would not enable an individual to allocate produc-
tive resources economically within the social division of 
labor.

(3) Mises thus assumes in all his writings on the sub-
ject that the planners have full knowledge of consumer 
valuations of fi nal goods as well as of the various means 
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available for producing these goods under known techno-
logical conditions. For example, Mises (p. 21) writes,

The administration may know exactly what goods 
are most urgently needed. . . . It may also be able 
to calculate the value of any means of production 
by calculating the consequence of its withdrawal 
in relation to the satisfaction of needs.

Despite this knowledge, the socialist administrators would 
be unable to arrive at a useful social appraisement of the 
means of production in cardinal terms. This can only oc-
cur where there exists private ownership and exchange of 
productive resources, which generate catallactic competi-
tion among independent producers resulting in the impu-
tation of meaningful money prices to the resources.

(4) Anticipating the future arguments of market so-
cialists, Mises reasons that any attempt to implement 
monetary calculation by forcing or inducing managers of 
socialist enterprises to act as profi t-maximizing (or even 
more absurdly, price-and-marginal-cost-equalizing) entre-
preneurs founders on the fact that these managers do not 
have an ownership interest in the capital and output of 
their enterprises. Consequently, the bids they make against 
one another in seeking to acquire investment funds and 
purchase productive resources must result in interest rates 
and prices that are wholly and inescapably arbitrary and 
useless as tools of economic calculation.

The meaninglessness of these so-called “parametric 
prices” of market socialism, and their failure to replicate 
the price structure of the market, derives from the circum-
stance that they are wholly conditioned by the system of 
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rewards and penalties and other arrangements instituted 
by the monopoly owners of the factors of production (the 
planners) to guide the behavior of their managers. But this 
system of managerial incentives is itself a construct of the 
individual human mind, which would fi rst have to solve 
for itself the problem of valuing the factors of production 
before it could even hope to devise the proper (but now 
superfl uous) incentive structure.

(5) Hayek and his followers are skeptical regarding 
how quickly and effectively dispersed knowledge of the 
changing economic circumstances can be incorporated 
into the socialist price system. But for Mises’s analysis, this 
is quite beside the point. Regardless of how well-informed 
the socialist managers are, their bids in the “market” for 
factors of production, to which the central planners are 
supposed to adjust the price parameters of the system, 
emerge from an arbitrary set of directives from the plan-
ners themselves and not from competition among private 
property owners. The prices could be no more useless for 
the task of economic calculation, if the planners eschewed 
the elaborate and wasteful charade of orchestrating a pseu-
do-market and simply picked them out of a hat.

(6) From the Misesian point of view, moreover, the 
shortcomings of the prices of market socialism do not stem 
from the fact that such prices are supposed to be treated 
as “parametric” by the managers, as has been curiously ar-
gued recently by some of Mises’s followers. The problem 
is precisely that such prices are not genuinely parametric 
from the point of view of all members of the social body. 
The prices which emerge on the free market are mean-
ingful for economic calculation because and to the extent 
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that they are determine by a social appraisement process, 
which, though it is the inevitable outcome of the mental 
operations of all consumers and producers, yet enters as an 
unalterable external factor in the buying and selling plans 
of every individual actor.

(7) In the 1930s, Hayek and the British Misesian Lio-
nel (later Lord) Robbins made a fateful and wholly unwar-
ranted concession to those who contended that the meth-
ods of mathematical economics could be successfully bent 
to yield a solution for the socialist calculation problem. 
In response to the argument that prices of the factors of 
production would emerge from the solution of a set of 
simultaneous equations which incorporated the given data 
of the economic system, Hayek and Robbins argued that 
in “theory” this was true but in “practice,” highly prob-
lematic.

The reason for its impracticality, according to Hayek 
and Robbins, is that, in the real-world economy, consumer 
wants, available resources, and technology are subject to 
continual and unforeseeable change. Therefore, by the 
time the planners had assembled the vast amount of infor-
mation needed to formulate the massive equation system 
and succeeded in solving it (manually or mechanically, 
since there were no high-speed computers in the 1930s), 
the system of prices which emerged would be completely 
inapplicable to the current economy, whose underlying 
data had changed rapidly and unpredictably in the mean-
time.

Unfortunately, the Hayek-Robbins response was con-
strued by most economists to mean that the theoretical 
debate over socialist calculation had come to an end with 
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the concession from the Misesian side that socialism could 
calculate after all, though perhaps a day late in practice. 
Moreover, some modern Austrian economists, in a belated 
effort to reclaim the theoretical high ground, reconstructed 
the case against socialism along lines suggested by Hayek’s 
later articles on knowledge and competition, which, for all 
their subtle and compelling argumentation, are disturb-
ingly quasi-Walrasian, seemingly disregarding the lapse of 
time between present and future prices. The result has been 
an unacknowledged but momentous retreat from the origi-
nal and unrefuted Misesian critique emphasizing the abso-
lute impossibility of economic calculation without market 
prices to a categorically different Hayekian position criti-
cizing the relative ineffi ciency of nonmarket mechanisms 
for discovery, communication, and use of knowledge in the 
allocation of productive resources.

(8) In sharp contrast to the Hayek-Robbins rejoinder 
and the reconstructed Austrian position, Mises’s neglected 
refutation of the mathematical socialists, which is outlined 
in his original article (pp. 22–23) and elaborated upon 
in Human Action, does not deviate in the slightest from 
the fundamental and crucial calculation perspective. Thus 
Mises assumes that the economic data underlying an exist-
ing market economy are suddenly and forever frozen and 
revealed to newly appointed central planners.

With brilliant insight, Mises demonstrates that, even 
with Hayekian knowledge problems thus banished from 
consideration, the planners would still be unable to calcu-
late the optimal or any pattern of deployment for the fac-
tors of production. The reason is that the existing capital 
structure and acquired skills and locations of the labor 
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force are initially maladjusted to the newly prevailing equi-
librium confi guration of the data. The planners therefore 
would be forced to decide how to allocate the fl ow of pro-
ductive services among the myriads of potential technical 
production processes and labor retraining and relocation 
projects so as to secure the optimal path of adjustment to 
equilibrium for the existing stocks of capital goods, labor 
skills, and housing. The bewildering complexity of this al-
location decision rests on the fact that the planners will be 
confronted with altered conditions at every moment of time 
during this disequilibrium transition process, since the 
quantities and qualities of the available productive services 
themselves are in constant fl ux due to the circumstance 
that they originate in the very stocks of physical assets and 
labor skills that are being progressively transformed.

(9) Complicating this problem beyond conception is 
the added fact that the leveling of incomes under the new 
socialist regime and the inevitable fl uctuation of current 
incomes attending the transformation of the production 
structure would effect a continual revolution in the struc-
ture of consumer demands during the transition period. 
Mises (p. 23) is surely not overstating his case when he 
concludes that

the transition to socialism must . . . change all 
economic data in such a way that a connecting 
link with the fi nal state of affairs in the previously 
existent competitive economy becomes impos-
sible. But then we have the spectacle of a social-
ist economic order fl oundering in the ocean of 
possible and conceivable economic combinations 
without the compass of economic calculation.
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Even if mathematics, therefore, yields a consistent set 
of prices for the given data of equilibrium, this solution is 
inapplicable to the calculation problems of the dynamic 
approach to equilibrium. In this situation, use of such 
prices to allocate resources does not allow the economy to 
achieve equilibrium, at any rate, before the capital struc-
ture and the entire system of social production is demol-
ished.

Thus Mises’s original thesis stands on its own against 
all counterarguments and without any need for qualifi -
cation or emendation: without private ownership of the 
means of production, and catallactic competition for 
them, there cannot exist economic calculation and ratio-
nal allocation of resources under conditions of the social 
division of labor. In short, socialist economy and society 
are impossible.

Beyond Socialism

(1) But though Mises’s thesis may remain valid, is it 
sill relevant in a world in which socialist planned econo-
mies have collapsed like a house of cards? The answer is a 
resounding “yes,” for Mises’s argument (p. 17) implies that 
“Every step that takes us away from private ownership of 
the means of production and from the use of money also 
takes us away from rational economics.”

The never-ending growth of the bloated, rapacious, 
unjust, and unlovely American and other Western-style 
welfare states involves an ongoing series of such steps. 
Looking at it from another angle, the blessedly defunct 
planned economies of Eastern Europe, as noted above, 
were far from being genuinely socialist economies in the 
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Misesian sense, because of their ability to trade in and ob-
serve the capital complementarities and prices of the world 
market. They were, and the Soviet Union, China, and oth-
ers still are, gigantic monopoloid entities that suppress in-
ternal markets for capital goods yet maintain subjective 
and objective relationships with the world market order 
which enables them to crudely calculate their actions.

As the parasitic welfare state expands its power of 
monetary infl ation and of regulating and intervening into 
its host “mixed” economy, we can expect productive activi-
ties to become more chaotic and guided less and less by 
socially-determined market prices. In fact, long before a 
state of complete socialization is achieved, economy and 
society will begin to disintegrate amid failure of markets 
to clear, increasing barter, less effi cient sizes and forms of 
business organizations, misallocation, and technical inef-
fi ciency of productive resources and disastrous declines 
of gross capital investment, labor productivity, and living 
standards. The dangers currently threatening to plunge 
sectors of the U.S. economy into calculational chaos can 
be illustrated with a few examples.

(2) Let us consider infl ation. One of the most im-
portant factors operating to restrain governments of the 
United States and other mixed economies from reinsti-
tuting the infl ationary monetary policies which brought 
us the double-digit rates of price increase of the 1970s is 
the coexistence of closely integrated global capital markets 
and independent national fi at currencies issued by central 
banks jealous of their prerogatives. Any nation that at-
tempts a highly infl ationary monetary policy courts the 
prospect of a rapidly depreciating exchange rate for its 
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currency, a “fl ight” of investors from its domestic capital 
market, and a stratospheric climb in interest rates. In the 
current jargon, monetary authorities, even of large nations 
such as the United States, have “lost control of domestic 
interest rates.”

Now, there is a much ballyhooed movement afoot to 
effect greater international “coordination” of monetary 
and fi scal policies or even to introduce a supranational 
central bank empowered to issue its own fi at currency. At 
bottom, such proposals seek to loosen the restraints on 
monetary infl ation at the domestic level and allow politi-
cians and bureaucrats and their allowed special interests to 
surreptitiously extract an expanding fl ow of lucre or “wel-
fare” from the productive sectors of their economies.

More importantly from our point of view, these inter-
national monetary arrangements greatly increase the threat 
of hyperinfl ation and the consequent disintegration of the 
world market economy. Moreover, even if it were reined in 
before hiving off into hyper-infl ationary currency collapse, 
a bout of galloping infl ation in an economy with a highly 
developed and complex capital structure would drastically 
falsify monetary calculation and cause capital consump-
tion and a drastic plunge in living standards.

(3) Another area in which we face the prospect of cal-
culational chaos is health care. By wildly subsidizing and 
stimulating the demand for health care services of selected 
special interest groups beginning in the mid-1960s, the 
United States government precipitated a never ending and 
catastrophic upward-spiral of health care costs.

In addition, the irrational and labyrinthine structure 
of regulations and prohibitions imposed by government 
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on the industry has massively distorted resource alloca-
tion, restricted supply, and further driven up the costs of 
medical care. The tragic but predictable result of such in-
tervention is that many of the unsubsidized members of 
society have been effectively priced out of the market for 
health care. The simple and humane solution to this trag-
edy is to quickly terminate these antisocial subsidies and 
dismantle the destructive regulatory structure, permitting 
the competitive price appraisement and resource alloca-
tion process too operate unimpeded.

But, of course, the internal dynamic of the welfare 
state is never to retrench and risk disaffection of its pam-
pered and powerful constituencies, for example, the Amer-
ican Medical Association, the American Association for 
Retired Persons, the entrenched bureaucracies of nonprofi t 
hospitals, and so on. And so we face the prospect of “na-
tional health care insurance” which is a euphemism for the 
thoroughgoing socialization of the health care sector, with 
its resultant shortages, further suppression of competitive 
incentives, and deterioration of quality. But this is sim-
ply another example of the mad logic of the welfare state: 
since the government produces nothing that is valuable in 
terms of social appraisement, it can only supply welfare to 
some by siphoning off the resources and destroying the 
economic arrangements that support the welfare of others. 
In attempting to repair the politically unpopular destruc-
tion of its earlier policies, it is driven to further isolated 
acts of destruction until it arrives, with cruel and ultimate 
irony, at the policy for the systematic destruction of society 
and human welfare, that is, socialism.
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(4) Finally, we have environmental policies, which are 
becoming progressively broader in scope and more draco-
nian in enforcement. To the extent that such policies go 
beyond the protection of individual rights and property—
and they are now far, far beyond this point—they become 
antisocial and destructive of capital and living standards. 
In fact, in many if not in most cases, it is the oblitera-
tion of economic productivity per se which is intended and 
which constitutes the in-kind welfare subsidy to the well-
heeled and well-organized minority of upper-middle class 
environmentalists.

This is true, for example, of environmental regula-
tions that prohibit development activities for the vast ma-
jority of Alaskan land and along much of the California 
coastline as well as of recent calls for suppressing develop-
ment of Amazon rain forest and coercively maintaining 
the entire continent of Antarctica forever wild. Needless 
to say, thoroughgoing and centralized land use regula-
tions, which some fanatical environmentalists are calling 
for, is tantamount to the abolition of private property in 
national resources and business structures. The connection 
between environmentalism and socialism is even stronger 
when we realize that what socialism brings about uninten-
tionally—the abolition of humanity as a teleological force 
shaping nature to its purposes—is precisely the aim of the 
radical environmentalist program.

Conclusion

The signifi cance of Mises’s 1920 article extends far be-
yond its devastating demonstration of the impossibility of 
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socialist economy and society. It provides the rationale for 
the price system, purely free markets, the security of private 
property against all encroachments, and sound money. Its 
thesis will continue to be relevant as long as economists 
and policy-makers want to understand why even minor 
government economic interventions consistently fail to 
achieve socially benefi cial results. “Economic Calculation 
in the Socialist Commonwealth” surely ranks among the 
most important economic articles written this century.

Joseph T. Salerno
Associate Professor of Economics

Lubin Graduate School of Business
Pace University

April 1990
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Introduction

Upon the establishment of the Foundation for Economic Education (FEE)
in , Ludwig von Mises became a part-time adviser, and he served in
that capacity until his death in . Whenever FEE held a seminar in
Irvington, if he was in town he would drive out from New York City, where
he lived with his wife, Margit, to speak to the participants. His topic was
quite often inflation. I attended all those lectures, took them down in
shorthand and later transcribed them. e thought occurred to me that
eight to ten of his lectures on inflation, delivered in the s, might be
integrated, with the duplications deleted, and turned into a single piece.
Hence this paper.

Mises did not like to have his oral remarks quoted or published be-
cause, obviously, they did not represent the care and precision he devoted
to his writings. However, it does not seem to me that these lectures, as I
have edited them, misrepresent his ideas in any way. Moreover, they re-
veal his unpretentious manner and the informal simple style he used when
talking to students. He often rephrased an idea in several different ways,
repeating it for emphasis. He was frequently accused of being “simplis-
tic,” of making economic subjects appear too clear and simple, but it was
this very approach that made it possible for persons, even those without
any background in economics, to understand and appreciate what he was
saying.

Bettina Bien Greaves
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CHAPTER

ONE

Human Cooperation

Human cooperation is different from the activities that took place under
prehuman conditions in the animal kingdom and among isolated persons
or groups during the primitive ages. e specific human faculty that dis-
tinguishes man from animal is cooperation. Men cooperate. at means
that, in their activities, they anticipate that activities on the part of other
people will accomplish certain things in order to bring about the results
they are aiming at with their own work. e market is that state of affairs
under which I am giving something to you in order to receive something
from you. I don’t know how many of you have some inkling, or idea, of
the Latin language, but in a Latin pronouncement , years ago already,
there was the best description of the market—do ut des—I give in order
that you should give. I contribute something in order that you should
contribute something else. Out of this there developed human society,
the market, peaceful cooperation of individuals. Social cooperation means
the division of labor.

e various members, the various individuals, in a society do not live
their own lives without any reference or connection with other individuals.
anks to the division of labor, we are connected with others by working
for them and by receiving and consuming what others have produced for
us. As a result, we have an exchange economy which consists in the co-
operation of many individuals. Everybody produces, not only for himself
alone, but for other people in the expectation that these other people will
produce for him. is system requires acts of exchange.

e peaceful cooperation, the peaceful achievements of men are ef-
fected on the market. Cooperation necessarily means that people are ex-





changing services and goods, the products of services. ese exchanges
bring about the market. e market is precisely the freedom of people to
produce, to consume, to determine what has to be produced, in whatever
quantity, in whatever quality, and to whomever these products are to go.
Such a free system without a market is impossible; such a free system is
the market.

We have the idea that the institutions of men are either () the mar-
ket, exchange between individuals, or () the government, an institution
which, in the minds of the many people, is something superior to the
market and could exist in the absence of the market. e truth is that the
government—that is the recourse to violence, necessarily the recourse to
violence—cannot produce anything. Everything that is produced is pro-
duced by the activities of individuals and is used on the market in order
to receive something in exchange for it.

It is important to remember that everything that is done, everything
that man has done, everything that society does, is the result of such volun-
tary cooperation and agreements. Social cooperation among men—and
this means the market—is what brings about civilization and it is what has
brought about all the improvements in human conditions we are enjoying
today.





CHAPTER

TWO

e Medium of Exchange—Money

e definition of money is very simple. Money is the general medium
of exchange used on the market. Money, the medium of exchange, is
something that individuals choose in order to facilitate the exchange of
commodities. Money is a market phenomenon. What does that mean?
It means that money developed on the market, and that its development
and its functioning have nothing to do with the government, the state, or
with the violence exercised by governments.

e market developed what is called indirect exchange. e man
who couldn’t get what he wanted on the market through direct exchange,
through barter, took something else, something that was considered more
easily negotiable, something which he expected to trade later for what he
really wanted. e market, the people on the market, the people in orga-
nizing the division of labor and bringing about the system in which one
man produces shoes and another produces coats, brought about the sys-
tem in which coats can be exchanged against shoes, but only practically
on account of the difference of the importance and the value, by the in-
termediary of money. us the market system made it possible for people
who could not get today what they needed, what they wanted to buy on
the market, to take, in return for what they brought to trade, a medium of
exchange—that means something that was more easily used on the mar-
ket than what they brought to the market to exchange. With a medium
of exchange, the originators of the exchange can attain satisfaction finally
by acquiring those things which they themselves want to consume.

Money is a medium of exchange because people use it as such. People
don’t eat the money; they ask for the money because they want to use it





to give it away in a new contract. And this barter or trade is technically
possible only if there is a medium of exchange, a money, against which
he can exchange what he has for the things he wants and needs. All the
mutual givings and receivings that take place on the market, all these mu-
tual exchanges that lead to the development of money, are the voluntary
achievements of individual people.

rough a long evolution, governments, or certain groups of govern-
ments, have promoted the idea that money is not simply a market phe-
nomenon, but that it is whatever the government calls money. But money
is not what the government says. e idea of money is that it is a medium
of exchange; somebody who sells something and is not in a position to
exchange again immediately for the thing he wants to consume gets some-
thing else which he can exchange for this at a later date. is “something
else” is a medium of exchange, because the man who sells, let us say, chick-
ens or eggs, does not, or cannot get directly what he wants himself to con-
sume, but must take something else which he uses at a later date in order
to get what he needs.

If people say that money is not the most important thing in the world,
they may be perfectly right from the point of view of the ideas that are
responsible for the conduct of human affairs. But if they say that money
is not important, they do not understand what money does. Money, the
medium of exchange, makes it possible for everybody to attain what he
wants by exchanging again and again. He may not acquire directly the
things he wants to consume. But money makes it easier for the individual
to satisfy his needs through other exchanges. In other words, people first
exchange what they have produced, for a medium of exchange, something
which is more easily exchangeable than what they have produced; then
through later exchanges, they are able to acquire the things they want to
consume. And this is the service which money renders to the economic
system; it makes it easier for people to acquire the things they want and
need.





CHAPTER

THREE

e Role of the Courts and Judges

Government interference with the market and with money occurs only in
cases in which individuals are not prepared to do what they voluntarily
promised to do. Having chosen for himself the field in which he wants
to work, he must barter or trade what he himself has produced in order
to survive, in order to obtain the things he needs to live. If the acts of
exchange are such that not everybody gives and receives the goods and
services contracted for at the same time, difficulties can arise. e value
and the meaning of the things which are given away and those which are
received are never equal or identical, not only in size and quality but also,
what is still more important, as to the time period over which an exchange
is to be carried out.

If people enter into a contract, if both parties decide that something
must be done immediately, there is as a rule no reason for any disagree-
ment between the parties. Both parties to the exchange receive immedi-
ately the thing they want to acquire for what they give away. e whole
act of exchange is then finished; there are no further consequences. But
most exchanges are not of this kind. In reality there are many exchanges
wherein both parties do not have to deliver immediately what they are
obligated to deliver. If the parties to a contract, to an exchange, want to
postpone the settlement, the execution, of their contract, differences of
opinion can arise, some very serious differences of opinion, concerning
the correctness of one or the other party’s contribution. Translated from
the more abstract language used by lawyers and economists, that means
that if one man has entered into a contract with another man wherein
he has promised to do something at a later date, the question may arise





when that time comes whether this promise was really executed correctly
according to the tenets of the contract.

Money is a medium of exchange, a phenomenon that developed out
of the market. Money is the result of an historical evolution that, in the
course of many hundreds and thousands of years brought about the use
of exchange through the intermediary of a medium of exchange. Money
is the generally accepted and generally used medium of exchange; it is not
something created by the government; it is something created by the peo-
ple buying and selling on the market. But if people don’t comply with
their voluntarily accepted agreements, then the government has to inter-
fere. And in any interference of the government, the government has to
find out before it interferes whether there really was a violation of volun-
tarily entered contracts. Such contracts are the results of agreements, and
if the people do not comply with what they have promised then it is the
state that has to interfere in order to prevent individuals from resorting to
violence. e government is called on to protect the market against people
who don’t want to comply with the obligations which they have to fulfill
under the market, and among these obligations is the obligation of mak-
ing payments in definite sums of money. If somebody wants to appeal for
government interference against other people because these other people
failed to comply with what they had accepted voluntarily as an agreement,
then it is the duty of the government, of the courts, of the judges, to de-
termine what money is and what it is not. Now what governments did,
what governments had done for thousands of years, we could say, is to
misuse the position this gives them in order to declare as money what is
not money, or what has a lower purchasing power per individual piece.

e market, the real social institution, the fundamental social institu-
tion, has one terrific weakness. e weakness is not in the institution of the
market but in the human beings who are operating on the market. ere
are people who do not want to comply with the fundamental principle
of the market—voluntary agreement and action according to voluntary
agreement. ere are people who resort to violence. And there are peo-
ple who do not comply with the obligations which they have voluntarily
accepted in agreement with other people. e market, the fundamental
human social institution cannot exist if there is not an institution that
protects it against those people who either resort to violence or who are
not prepared to comply with the obligations which they have voluntarily
accepted. is institution is the state, the police power of the state, the
power to resort to violence in order to prevent other people, ordinary men,





from resorting to violence.
Now, violence is a bad thing. e fact that violence is necessary, that

it is indispensable in some situations, such as in settling disputes concern-
ing contracts, does not make the institution imposing the violence, the
government, a good institution. Nevertheless, the idea prevails, more or
less throughout the whole world that, on the one hand, government, the
institution that resorts to violence, is a great and a good thing, and that,
on the other hand, the market, the system of voluntary social coopera-
tion, though perhaps necessary—although most people don’t even realize
this—is certainly not something which must be considered good.

Now everything that human action has achieved is the outcome of the
voluntary cooperation of men. What the government does, or what the
government ought to do, is to protect these activities from people who do
not comply with the rules that are necessary for the preservation of human
society and all that it produces. As a matter of fact, the government’s main
function, or let us say even its only function, is to preserve the system of
voluntary action or cooperation among people by preventing people from
resorting to violence. What the government has to do with respect to this
medium of exchange is only to prevent people from refusing to comply
with the commitments they have made. is is not a function of building
something; it is a function of protecting those who are building.

Among the things refractory individuals sometimes do is to fail to
fulfill their obligations under market agreements. To say it very simply, an
individual made an agreement, and yet this individual does not comply
with his obligations under that agreement. en it is necessary to resort
to government action. What can you do if the other party to an agreement
says, “Yes, I know. I received something from you under an agreement by
which I was bound to give you something in exchange. But I shan’t give
it to you. I am a bad man. What can you do about it? You must just
grin and bear it.” Or it is possible that the person who has to deliver at a
later time says, “I’m sorry but I cannot, or I will not, deliver.” is makes
the whole market system of exchanges, the whole system based upon the
voluntary actions of individuals, break down.

If a man has offered in a contract to deliver potatoes in three months,
for instance, the question may come up when he delivers whether what
he gives the buyer really is potatoes in the meaning of the contract. e
party who was bound to deliver potatoes may have delivered something
that the second party does not consider potatoes. en the second party
says, “When we made an agreement concerning potatoes we had some-





thing else in mind. We had something in mind that had certain qualities
which these potatoes don’t have.” en it is the duty of the government,
of the judge whom the government appoints for this purpose, to find out
whether or not these questionable potatoes are really what was understood
by the contracting parties to be “potatoes.” ey must not be spoiled; they
must be of a certain character; they must be potatoes according to com-
mercial usage; and so on. ey may be potatoes from the point of view
of a professor of botany but not potatoes from the point of view of the
businessman. is is something which trade usage determines everywhere.
e judge cannot be familiar with everything that is going on in the world
and, therefore, he very often needs the advice of an expert. e expert must
say whether or not the potatoes in question should really be considered the
kind of potatoes meant in the agreement. And then it is the business of
the judge to consider the expert’s advice and to determine whether what
has been delivered really is potatoes or whether they are something else.

Agreements concerning products such as potatoes—or anything else
for that matter, wheat, for instance—which are made regularly on the mar-
ket through the intermediary of a medium of exchange, popularly called
“money,” can be violated, as we have seen, on the commodity side. But
they can also be violated on the side of the money. at means that a con-
flict, a difference of opinion, may arise between the two parties to a con-
tract concerning the money which has to be paid to comply with the con-
tract. And then the government, the judges, must determine whether what
is offered under the name of money in this case is really what the people
had in mind when they made the contract. Government was not directly
involved in the development of money; the task of the government in this
connection is simply to see that people fulfill the terms of their contracts
with respect to the money. Just as the judge can say what is, or what is
not, meant in the contract by the term “potatoes” or “wheat,” so under spe-
cial conditions, to preserve peaceful conditions in the country, the judge
must determine what was meant when the parties to a contract mentioned
“money.” What did the people use as a medium of exchange? What did
they have in mind in their contract when they said, “I will pay you certain
units of ‘money’ when you do what you have promised.” Whether these
units are called dollars, or thalers, or marks, or pounds doesn’t matter; the
government has only to find out what the meaning of the contract was.

is is what government has to decide. e government does not
have the power to call something “money” which the parties didn’t have
in mind as money when concluding their contract any more than it has





the power to call non-potatoes “potatoes,” or to call a piece of iron, let us
say, “copper.” It is not that the government says what money is originally;
it is just that it must say what is meant by “money” in the case of the
contract that is in conflict. I have to say all these things in order to point
out something people do not seem to know today, namely that money
is not created by government. People today don’t know this because the
étatist, statist, ideas about the market and about money have destroyed
knowledge of how money is created.

It is only in dealing with the problem of whether or not the money
obligations in contracts have been filled that the government or, let us say,
the judge, has anything to say about money. It is only in this way that the
government comes into touch, originally into touch, with money—just
as it comes into touch with everything else, that is with potatoes, wheat,
apples, motor cars, and so on. erefore, it is not true that money is
something derived from the government, that the government is sovereign
with regard to money, and that it can say what money is. It is not true that
the government’s relationship to money is different from what it is to other
things. Money is a product of market agreements just as is everything else
that enters into exchange agreements.

If a judge were to say that whatever the government calls a horse is
whatever the government calls a horse, and that the government has the
right to call a chicken a horse, everybody would consider him either cor-
rupt or insane. Yet in the course of a very long evolution, the government
has converted the situation that the government must settle disputes con-
cerning the meaning of “money” as referred to in contracts, into another
situation. Over centuries many governments and many theories of law
have brought about the doctrine that money, one side of most exchange
agreements, is whatever the government calls money. e governments
are pretending to have the right to do what this doctrine tells them, that is
to declare anything, even a piece of paper, “money.” And this is the root
of the monetary problem.

is makes it possible to do anything with money, to falsify it, or
to debase it, in any way you want so long as you have the government, its
judges and its executioners on your side. And therefore a system developed
which is very well known to everybody. e government presumes that
it is the government’s right, duty and privilege to declare what money is
and to manufacture this money. is system brings about a situation in
which it is possible for the government to do anything it wants, anything
that can be done with money. And this creates a situation in which the





government uses its power to print and to coin money for such purposes
as increasing the means, the purchasing power, with which it appears on
the market.





CHAPTER

FOUR

Gold as Money

Now, we must realize that historically people everywhere used at the be-
ginning a definite type of commodity as a medium of exchange. Some-
times you find mentioned in books what kinds of goods and commodities
were used in different countries at different ages as a general medium of
exchange, as money. People once chose various kinds of commodities as
media of exchange, as intermediaries between sellers and buyers. ese
commodities which they chose were commodities which were available in
limited quantities only. If something is available in sufficient quantity to
meet all possible kinds of demand, or can be increased in quantity in such
a way as to meet all possible kinds of demand, then it doesn’t have any
value in exchange. Only something that is available in a limited quantity
can have exchange value, can be considered as valuable by people.

Over centuries traders eliminated everything else from among the var-
ious articles and commodities used as media of exchange until only the
precious metals—gold and silver—remained. All other commodities were
eliminated as media of exchange. When I say that the other things were
eliminated from being used as money, what I mean is that people in mak-
ing agreements eliminated them; people in making agreements rejected
other things as media of exchange and turned to using only gold and silver;
they specified gold and silver in the contracts they made when trading with
other parties. us we must realize that the evolution to gold and silver
money was brought about by private persons. en silver also disappeared
as a medium of exchange in the last centuries and the fact remained that
the commodity gold was used as the medium of exchange. e function
of the government consisted of producing small pieces of this medium of





exchange, the weight and content of which was determined by the govern-
ment offices and acknowledged by the laws and by the courts. I cannot
enter into the whole history of money. But what resulted was the gold
standard. e system of the gold standard, the gold exchange standard,
is practically the only monetary system in the world. is was not done
by governments; it was done through the market; it was done by parties
exchanging on the market.

In the history of money, which is identical with the history of govern-
ment attempts to destroy money, we must distinguish two great periods.
And these two periods are not separated from one another by some mone-
tary fact or by some specific monetary problem—they are separated from
one another by the great invention made in the th century by a man
named Gutenberg. If the governments need more money—and they al-
ways need more money because they don’t earn it—the simplest way for
them to increase the quantity of money since Gutenberg is just to print it.

Just as the government says “dollar”—but let us not use the term of a
country with money which still functions today—let us say “ducats.” You
have agreed upon a definite quantity of ducats. And then, because the
government doesn’t want to restrict its expenditures, it declares: “What I
have printed in my printing office, in my government printing office and
called a Ducat is also a Ducat, the same thing as a gold Ducat.” ese
things started when there were private banks to which the government
gave privileges. At the time you made this agreement a Ducat meant a
definite quantity of gold. But the government now says it is something
else. When the government does this, the situation is similar to what it
would be if you agreed to deliver a horse to another party but instead of
a horse you delivered a chicken, saying, “is is all right . . . I say that
this chicken means a horse.” It is such a system that destroys the markets,
you know.

I want to say something about the reason why the gold standard was
adopted in the first place and also why today it is considered as the only
really sound system of money. It is because gold alone makes the deter-
mination of the purchasing power of the monetary unit independent of
the changes in ideas of governments and political parties. Gold has one
advantage. It cannot be printed. It cannot be increased ad libitum [at
pleasure]. If you think that you, or an institution with which you are con-
nected doesn’t have enough gold money, you cannot do anything about it
that would increase the quantity of gold money in a very simple and cheap
way. e reason why there is the gold standard, why the gold standard was





accepted, is that an increase in the quantity of gold costs money. Gold is
restricted; it is limited by nature; the production of an additional quantity
of gold is not cheaper than the acquisition of such a quantity by exchanges
on the market. at means that the metal gold was used as a medium of
exchange.

Governments and writers for governments make fun of the fact that
the world, the nations of the world, consider gold as money. ey say
a lot of things against the gold standard. But what they say is not what
matters. What matters is that, without any interference on the part of a
central authority, without any government action, individuals chose gold
as “money” through the process of trading on the market. People make
jokes about the uselessness of gold. It is just a silly yellow metal. We can’t
eat it, they say. It is only good for dentists and for unimportant things
like jewelry. ere are people who say, “Why gold? Why use precisely
this yellow metal as money? Leave the gold to the dentists. Don’t use it
for monetary purposes.” Now I do not have the right to talk about the den-
tists; I use the dentists only as an illustration. Whether they want the gold
is another question. Lord Keynes called the gold standard a “barbarous
relic.” Many books say that the government had to step in because the
gold standard failed. But the gold standard didn’t fail! e government
abolished the gold standard by making it illegal to hold gold. But still
today, all international trade is calculated in gold. Critics have no valid
arguments against the gold standard because the gold standard works while
the paper standard of the government does not work, not even in a way
which the government itself considers satisfactory.

e advantage of this gold money system, as of every system of non-
governmental money, is that an increase in the quantity of money does not
depend on decisions of the government. e advantage of the gold stan-
dard is that the quantity of gold available is independent of the actions,
the wishes, the projects and, I would say, of the “crimes,” of the various
governments. Gold may not be an ideal money, certainly not; there are no
ideals in the world of reality. But we can use gold as a medium of exchange
because the quantity of gold is by and large limited and the production of
additional quantities requires expenditures that do not influence the pur-
chasing power of the already existing gold to a greater extent than such
changes are occurring daily again and again in everything. We can there-
fore live, we can therefore exist, with the system of gold money. With gold
money, there is no danger that a great revolution in prices will be brought
about. e advantage of the gold standard is not that gold is yellow and





shiny and heavy, but on account of the fact that the production of gold,
like the production of everything else, depends on actors who cannot be
manipulated by the government in the way in which the government can
manipulate the production of government paper money. When the gov-
ernment prints a piece of paper, it doesn’t cost more to print “” than
it does to print “” or “” on this same piece of paper. And the market
situation, the situation for all human exchanges, the whole economic sys-
tem is undermined, destroyed, by the governments when they consider it
advisable to increase the quantity of money by increasing the quantity of
government money.

e monetary crisis, the monetary problem which faces the world to-
day is due to the fact that the governments think they are free to do any-
thing they want with regard to money, you know. Not only do individuals
sometimes fail to fulfill promises they have made, but governments do the
same. ey have already used practically all possible methods of trying to
evade the necessity of paying what they have promised. And this is the
problem which we have now.

Legal tender legislation made it impossible for anybody to refuse to
accept the paper money. Gold clauses were written into some contracts
by some people in the attempt to protect them against the legal tender
laws which would force them to accept paper. To give an example, there
is a country in Europe, a very nice country with a great history, consid-
ered even today as one of the most civilized countries of the world. I
don’t want to give the name of the nation, but let us call it Utopia. is
country issued a loan, a public loan. On every page of this loan there was
inscribed: “is government promises to pay  pieces of Utopian gold
money, that is a definite quantity of gold coins in the coinage of this na-
tion, that amount in gold, or an equivalent quantity in American dollars
redeemable in gold according to the McKinley standard.” e man who
bought this obligation, this letter of indebtedness, would have said: “I am
really protected against all accidents. It has happened in the past that a
country did not pay the same weight of gold which it had promised to pay.
But now I have the promise not only of being paid in gold, but I also have
the power to choose. I can ask them to pay me in the Utopian national
currency, or the equivalent in American dollars, which are redeemable in
gold.” en in  the United States changed the “price” of gold, as you

Speaking on another occasion (April ,  at his NYU seminar), Mises was not
so discreet; there he identified the country whose bonds he was discussing as Sweden.
—BBG





know; it reduced the ratio of gold to the U.S. dollar. In  the U.S.
Supreme Court ruled that, as the bondholders had received payment in
legal tender notes, they could not show damage and would not be paid in
gold. is country of Utopia said, “We also accept this new ‘price.’ We
will pay you, the bondholder, only the lower quantity of gold according
to the new American law, a law which didn’t exist at the time we sold you
this obligation when we bound ourselves to pay to you.” at means the
right of governments concerning money is considered as something quite
special today, something which is not subject to the general conditions
and practices of the market economy. is precisely is the reason for the
monetary problem which we now have.

All this was possible only on account of the fact that government is
the institution that determines what the agreements between the citizens
mean, what the content of these agreements are. Government has the
power to force people who, according to their government’s declaration,
do not comply with their agreement to pay the sums required. And as the
government assumes, necessarily, that the courts should have the power
to declare whether or not the parties have complied with an agreement
concluded between them, so do the governments presume that they alone
have the power to declare what money is and what money is not. Just
as the courts have to determine if there is a conflict between the parties
to an agreement as to whether a certain thing referred to in a contract
is wool, for instance, or is not wool, so do the governments presume to
say whether a certain thing is money or is not money of a certain definite
quantity. And in this way, again and again, governments have destroyed
the markets of the world. And in destroying the markets they have gone
so far as to destroy completely the system of money, making it necessary
to develop a new monetary system.

What we have to realize is this: Every kind of human arrangement is
connected in some way or other with money payments. And, therefore
if you destroy the monetary system of a country or of the whole world,
you are destroying much more than simply one aspect. When you de-
stroy the monetary system, you are destroying in some regards the basis
of all interhuman relations. If one talks of money, one talks about a field
in which governments were doing the very worst thing which could be
done, destroying the market, destroying human cooperation, destroying

e majority of the Court found on February ,  in the Gold Clause cases that
the plaintiffs had not been harmed by the abrogation of the gold clause because they did
not show that in relation to buying power they had sustained any loss whatsoever. —BBG





all peaceful relations between men.
e fact is that with the gold standard it is possible to have a monetary

standard that cannot be destroyed by the governments. ere is no rea-
son to give to the governments greater influence over monetary problems.
While it is really absolutely correct to say that it is just an accident that it
is precisely gold and not something else that serves this monetary purpose,
the fact is that with the gold standard it is impossible for governments to
destroy the monetary system. On the other hand, there is nothing easier for
governments to do than to destroy a system of money which is based upon too
much confidence in the government.





CHAPTER

FIVE

Gold Inflation

e gold standard is due to an accident, a geological accident, I would
say, that there is only a limited quantity available. Because its quantity is
limited, it has value on the market so that we can deal with it as money.
e main thing with regard to money is the question, how to restrict, how
not to increase, its quantity.

You know gold too can increase in quantity even if you have the gold
standard. In the last  years it happened again and again that the in-
crease, that the discovery of new fields in which gold, additional quantities
of gold, could be produced, brought about a slight drop in the purchasing
power of every gold unit as against the purchasing power of the gold unit
which would have remained in the absence of this new discovery. is
same tendency toward higher prices was then brought about not only by
an increase in the quantity of paper money but also by an increase in the
quantity of precious metals. For instance, in the years  to , there
was discovered gold in California and Australia. For a definite period a
new quantity of gold, above the regular yearly increase in the production
of gold, was flowing into the market. Lots of people went to these gold
fields, tried to mine gold, and when they did find gold they spent it. e
result, therefore, was that these gold miners took away from the markets
more produced goods than they had taken before.

If, for instance, a poor man, who had not formerly consumed very
much, went to California or Australia, and had some success in gold min-
ing, he was then able to buy things with his gold and to live in a very
comfortable manner. Within a very short time, within a few months or
years, there developed towns in California, places where the gold miners





lived very agreeable lives. e gold miners received in exchange for the
gold real things. Where only a short time before there had been nothing
but forests and swamps, there were cities, houses, furniture and imported
bottles of champagne. And where did all these things come from? From
the rest of the world. And what did the rest of the world, the producers
and suppliers of the goods and services get in exchange for the things the
gold miners bought? Higher prices! ey received gold, of course, but
they had to pay more for the things they wanted to buy. e effect of
these great gold discoveries was that the purchasing power of each indi-
vidual piece of gold was now lower than it would have been in the absence
of the gold discoveries. You can, if you want, call it “inflation;” it brought
about effects similar to those of a paper money inflation.

at is, in the middle of the th century the new gold discover-
ies brought about what people considered at that time as a price revo-
lution, or something like that. But the production of additional money,
gold money, was limited; it was almost without any quantitative influence
upon the great markets of the whole world. When the only real money
which was used was gold money or bills which were redeemable, convert-
ible into gold, bills giving you the right to get a quantity of money, then
as the quantity of gold was increasing, there was a drop in its purchasing
power. And adjustments were taking place which were necessary in order
to bring this in order. But this drop in purchasing power was limited be-
cause the additional quantities of gold were very soon integrated into the
whole monetary system and there were no farther extraordinary increases
in the quantity of money. Now these gold discoveries are exceptional cases
and we do not have to deal with them.

People may make jokes about the gold standard, suggesting that one
should leave the gold to the dentists, that gold is absolutely unnecessary
for money, and that besides it is a waste of money and work to use as
money something that has to be produced at such a high cost as gold.
But the gold standard has one quality, one virtue; it is that gold cannot
be printed, and that gold cannot be produced in a cheaper way by any
governmental committee, institution, office, international office, or so on.
is is the only justification for the gold standard. One has tried again and
again to find some method to substitute these qualities of gold in some
other way. But all these methods have failed, and will ever fail precisely as
long as the governments are committed to the idea that it is all right for
a government that has not collected enough money to pay its expenses by
taxing its citizens, or from borrowing on the market, that it is all right for





such a government to increase the quantity of money simply by printing it.
Now there is a doctrine that says there is not enough gold. e rea-

son why these critics of gold are against the gold standard is due to their
belief that the quantity of money must be increased. Now the quantity of
money adjusts itself necessarily through prices to the demands of the pub-
lic. Yet, there are authors, professors, textbook writers, who tell us there is
not enough money and they suggest a paper currency and regular yearly
increases in the quantity of money. ey don’t know what they are talking
about. Some of these textbook authors give another figure in every new
edition of their textbooks by which they want to increase the quantity of
money. In one edition they say , in the next edition they say , and
so on. If a professor says that we should have a paper currency and that
every year the government should add , or , or  additional new
money, he does not give us a full description of what has to be done. is
is perhaps an interesting fact to help us realize, let us say, the mentality of
these authors, but it is not the problem which we have to deal with. e
question is how the government should bring this money into circulation,
to whom should it be given. What we have to realize is that the increase
in the quantity of money cannot be neutral with regard to the conditions
of the various individuals.

It is, of course, rather puzzling that one has no other method of orga-
nizing the system of exchanges than by the use of a definite metal, a yellow
metal, gold. One may ask the question: “What would have happened if
there hadn’t been any gold?” Or one may ask the question: “What will
happen one day,” nobody can say anything today about it, “if people dis-
cover a method to produce gold at such a cheap price that gold will no
longer be useful for the monetary purpose?” To this question, I answer:
“Ask me again when this is the case.” Perhaps—I don’t know, nobody
knows—perhaps one day people will discover a method of producing gold
out of nothing, or, let us say, out of non-gold. Perhaps gold will become as
plentiful as air, and free to everyone. If everyone could have as much gold
as he wanted, it would have no value on the market. No one would then
be willing to take such a value-less commodity in trade for other goods
or services and it would not then become a “medium of exchange.” If you
have sleepless nights and have nothing else to think about, you could think
about what will happen, you know, if one day gold could be produced in
such a cheap way as, let us say, paper can be produced today. It could
happen! But nobody thinks it will happen. It probably will not happen.
But if it does happen then people will have to deal with the new problem.





And perhaps they will solve it; perhaps they will not solve it; we don’t
know that today. But it is useless today to speculate what will happen,
if this should happen. And as we don’t know anything about what the
conditions will be at that time, we can say, “Let us wait. Let us wait to see
whether really one day gold will be so abundant that it can no longer serve
monetary purposes.” All right. If this should happen, the people living
then—at that time—would have a problem to solve. But today we have
another problem. Our problem is to keep the quantity of money from
being increased and its purchasing power from being decreased through
inflation.





CHAPTER

SIX

Inflation

e first rule, or the only rule which we have to teach to everybody in
explaining the problems of money is that an increase in the quantity of
money brings about for the group, for the people, for the society, for the
king, for the emperor who does it, a temporary improvement of the situ-
ation. But if so, why do it today only and not repeat it tomorrow? is is
the only question. And this is the problem of inflation.

e problem is not to increase the quantity of money. e problem is
to increase the quantity of those things which can be bought with money.
And if you are increasing the quantity of money, and you are not increas-
ing the quantity of things which can be bought with money, you are only
increasing the prices which are paid for them. And in time, if the in-
crease in money continues, the whole system becomes a system without
any meaning and really without any possible method of dealing with it.

Unfortunately we are living in a period in which many governments
say, if we don’t have enough money for something and if we don’t want
to tax people because the people don’t want to pay taxes for this purpose,
then let us add a little bit, a little bit of paper money, not very much, just a
little bit, you know. I would like to attack the problem from another point
of view and say: “ere is nothing in the world less fit to serve as money
than paper, printed paper.” Nothing is cheaper. And practically what we
have to say is that the governments are destroying the whole economic
system of the market economy by destroying the monetary system. One
could compare this printing of paper money, and people have, with what
has happened in the field of the use of various drugs. Just as when you
start to use certain drugs you don’t know when to stop nor how to stop,





it is the same with the printing of paper money, the governments don’t
know when nor how to stop.

Prices are going up because there is an additional quantity of money,
asking, searching for a not-increased quantity of commodities. And the
newspapers or the theorists call the higher prices, “inflation.” But the infla-
tion is not the higher prices; the inflation is the new money pumped into
the market. It is this new money that then inflates the prices. And the
government asks, “What happened? How should one man know? How
should I, the man in the department of finance, know that this additional
money is really spent and that this spending must raise prices because the
quantity of goods did not increase?” e government is very innocent. It
doesn’t know what happened, you know, because this happened in an-
other department of the government.

And the governments try to find somebody who is responsible—but
not the government. ey consider the man who asks for higher prices
responsible. But he must ask for higher prices because there are now more
people wanting to buy his produce, you know. He has  units to sell
each at  pieces of money. And now people are coming—not with 
but with  pieces of money in their pockets—and the buyers must,
therefore, in order to prevent other men from getting the things they want,
pay higher prices. Now we have the inflation.

Years ago, many, many years ago— years ago—I wrote my first es-
say dealing with the problems of money. It was a study about the inflation
in Austria and the way in which one day the government decided to aban-
don the inflation and to return to stable money in spite of the very heavy
opposition of the party that was dedicated to the brilliant old system of
inflation. I gave this essay to my teacher, Böhm-Bawerk, for publication
in his economic magazine which he published with some friends. And one
of his friends, a former Minister of Finance, Dr. Ernst von Plener, having
read the manuscript, invited me to talk with him about the manuscript,
about the problem. He was very interested in view of the fact that he was
one of the Ministers of Finance dealt with in this essay. We had a very in-
teresting conversation and at the end of this conversation, Dr. von Plener
said, “It’s a very interesting study that you have given to our magazine.
But I am astonished that a young man like you is interested in a problem
of the past like inflation. ere was really, in the th century, in almost
every country of the world, inflation. But it will not return. is will never
come again. Can you imagine that the British Empire, Germany, France,
the United States, will go off the gold standard? No! Impossible! And





the fact that these countries will keep to the gold standard will force all the
other nations also to remain with the gold standard.”

I said, “I would like to be of your opinion. But as I look around
in the literature about money and what is being written and published
every day, also in the United States, also in England, and so on, about this
problem, then I see, or I believe I see, a tendency toward a return to these
problems of inflation.” And I think I was right! Twenty years later, after
the First World War, after all those things that had happened after the War,
Dr. von Plener told me, “Remember our conversation. You were right and
I was wrong. But your opinion would have been better advice for these
countries.” I admitted that without any difficulty. And I would have to
admit it today again.

In the years after the First World War, American economists frequently
visited Vienna and I had the pleasure of talking with them, and explaining
inflation and conditions as they prevailed at that time in Austria and in
other European countries. And, as you know, when people are talking
about economic problems, they are talking and talking until finally it is
late in the evening, very late in the evening. And so it was. en I told
them, “I will now give you an explanation as to why conditions in the
country are not so satisfactory. I will take you for a little walk to the center
of the city, past a definite building.” is was at  o’clock or midnight.
And we went. It was very quiet. But then they heard a noise, the sound
of the printing machines that were printing banknotes day and night for
the government. e result in Vienna was very modest you know; the
American dollar which had been five Austrian crowns became , or
, Austrian crowns. e inflation was bad, you are right. But this
was a very modest inflation; the achievement of inflation in Germany was
much greater you know. It took billions of marks you know to make one
U.S. dollar. You consider this a joke, but it was a tragedy of course. For
the people whose property it destroyed, it was a catastrophe.

Inflation today is probably the most important phenomenon in polit-
ical life and political conditions. Fortunately there is still in this country,
and I hope it will succeed one day, a very reasonable opposition against
inflationary measures. But for many governments it is simply a question
of being in a situation of needing more money and they think it is per-
fectly reasonable to increase the quantity of money. If we want to have a
system of money that works and operates, one must not increase the quan-
tity of money without realizing at every step that one is approaching a very
dangerous point, the point at which the whole thing breaks down. You





will say that this is something very general; what reference does it have to
the problems of daily policies, monetary policies. It has a very important
reference. e reference is that when you are operating with something
that can be a deadly poison, not always but it can be, then you must be
very careful. You must be very careful not to go to a certain point. is is
something which one may also say about all the medicines that influence
the nerves and minds of people. e doctor saves the lives of some people
by giving them some chemical in a quantity which he precisely determines
and knows. And if the quantity were increased up to a certain point, then
the same chemical would be a deadly poison.

We have a similar situation with inflation. Where does inflation start?
It starts as soon as you increase the quantity of money. And where does
the danger point begin? at is another problem. e question cannot be
answered precisely. People must realize that you cannot give a statesman
advice: “is is the point up to which you may go and beyond this point
you may not go, and so on, you know.” Life is not as simple as that. But
what we have to realize, what we have to know when we are dealing with
money and monetary problems, is always the same. We have to realize that
the increase in the quantity of money, the increase of those things which
have the power to be used for monetary purposes, must be restricted at
every point.

e real problem is that we have a quantity of money in most coun-
tries, including the United States, a quantity that is continually increasing.
And the effect of this increase is that prices of commodities and services are
going up and people are asking for higher wages. And the government says
this is “an inflationary pressure.” I see this word a hundred times everyday
in the newspapers, but I don’t know what “an inflationary pressure” is.
ere is no such thing as “an inflationary pressure.” Nothing is inflation-
ary except an increase in the quantity of money. Either there is an increase
in the quantity of money, or there is no increase in the quantity of money.

ere is a practical solution from the theoretical point of view—the
gold standard. As long as we are using as a medium of exchange the pre-
cious metal gold, we have under present day conditions no special prob-
lems to deal with. But as soon as we are increasing the quantity of paper
money, as soon as we say, “A little bit more, it doesn’t matter, and so on,”
then we are entering a field in which the problems become very differ-
ent. We can have today a rather satisfactory system of monetary payments
when we accept the idea that gold can be used as a medium of exchange
without any restrictions. But then we may say theoretically from the point





of view of clear fine theories, this is not very satisfactory. Perhaps! But it
is very satisfactory from the point of view of the operation of a monetary
system and the market. And this is what counts.





CHAPTER

SEVEN

Inflation Destroys Savings

Everything that is done by a government against the purchasing power of
the monetary unit is, under present conditions, done against the middle
classes and the working classes of the population. Only these people don’t
know it. And this is the tragedy. e tragedy is that the unions and all
these people are supporting a policy that makes all their savings valueless.
And this is the great danger of the whole situation.

e conditions under which people are living in the industrial coun-
tries of the west, which today means in practically all the countries where
the standard of civilization has made some progress since the th or th
century, the masses are in a position, fortunately, in the years in which
they are able to work, in which they are in full health, to provide for the
state of affairs as it will prevail in later years when they will either be abso-
lutely unfit to work or when their capacity to work will have decreased on
account of old age or other changes. Under conditions as they are today,
these people can only provide for their old age practically by either enter-
ing into labor contracts which give them a pension for their later age, or
they can save a part of their income and invest it in such a way that they
can use it in later years. ese investments can be either simple savings
deposits with banks, or they can be life insurance policies or bonds, for
instance, government bonds which appear in many countries as perfectly
safe. In all these cases the future of these people who are providing in this
way for their old age, for their families and children is closely connected
with the purchasing power of the monetary unit.

e man who owns an agricultural estate, the producer of oil or of
foods, or the businessman who owns a factory is in a different position.





When the prices of the products which he is selling go up on account of
the inflation, he will not be hurt in the same way in which other people
are hurt by the inflation. e owner of common stock will see that, by and
large, most of this common stock is going up in price to the same degree
as the prices of commodities are going up on account of the inflation. But
it is different for people with fixed incomes. e man who retired  years
ago with a yearly pension, let us say of ,, was by and large in a good
situation or was believed to be in a good situation. But this was at a time
when prices were much lower than they are today. I don’t want to say any
more about this situation and the consequences and effects of inflation for
the people. What I want to point out is that the greatest problem today is
precisely this, although the people don’t realize it. e danger is due to the
fact that people consider inflation as something which hurts other people.
ey realize very well that they too have to suffer because the prices of the
commodities they are buying go up continually, but they don’t realize fully
that the greatest danger for them is precisely the progress of inflation and
the effect it will have on the value of their savings.

All over Europe today you see unrest due to the fact that the European
masses are discovering that they have been the losers in all these financial
operations which their own governments have considered as a very won-
derful thing. And, therefore, also from the point of view of making it
possible for the masses to enjoy the improvement of economic conditions
and to make them partners, real partners, in the great development of in-
dustrial production that is going on practically now already in all countries
of Europe and North America, even including Mexico, it is necessary to
abandon the policy of inflation. e great unrest that is today character-
istic of everything that is going on in Europe, the revolutionary ideas of
the masses, especially of the sons of the middle classes who are studying at
the universities, are due to the fact that the European governments, with
the exception perhaps of the government of the little country Switzerland
and other such very small countries, have in the last sixty years again and
again embarked upon a policy of limitless inflation.

Mises was referring to the student riots that took place in Paris in the spring of .
e British had devalued the pound on November ,  from US. to US.
and there was an international gold crisis in March . e French wanted to return
to the gold standard. In May “rebellious students at the Sorbonne and elsewhere, rioted,
battled police and were joined by some ,, workers who launched nationwide
strikes and took over many factories. e nation was almost completely paralyzed.” Finally
after pay increases were awarded the strikers and Army tanks were called out, normalcy
was returned in early June. See World Almanac, , pp. , , –. —BBG





When talking about conditions in France, one should not overlook
what inflation actually means. e French were right when, in the nine-
teenth century and in the beginning of our century, they declared that the
social stability and the welfare of France is to a great extent based upon the
fact that the masses of the French population are owners of government-
issued bonds and therefore consider the financial welfare of the country,
of the government, as their own financial advantage. And now this has
been destroyed. Frenchmen who were not in business themselves, i.e., the
majority of the population, were fanatical savers. All their savings were
destroyed when the tremendous inflation reduced the value of the franc to
practically nothing. e French franc may not have declined completely to
zero, but for a Frenchman, who had  before and then had only one
dollar—for such a Frenchman, the difference was not very great. Only
a very few people can still consider themselves owners of some property
when their property is reduced to  of what it was before.

In talking about inflation, we should not forget that over and above
the consequences of destroying a country’s monetary standard, there is the
danger that depriving the masses of their savings will make them desperate.
For decades there were only a very few who would agree with me in this
position. Even so, I was astonished to read today in Newsweek that the
majority of the people in the nation are not interested in the preservation
of the purchasing power of the monetary unit. Unhappily, the article did
not say that the destruction of the savings of the masses was a much more
serious matter than the “famous” war now being waged on poverty.

It is ridiculous for the government to finance a “war on poverty” by
taxing, inflating, and spending, and so sacrificing the savings of the masses
who are trying to improve themselves through their own efforts. is is
one of the many contradictions which we have in our political, not our
economic, system. To explain what I have in mind, consider the dread-
ful contradiction of the American government when it says: “We have to
wage a war against poverty. Certainly many people are poor and we must
make them wealthier.” And yet this government taxes the people in order
to make bread more expensive. You will say, “So, bread is more expensive;
this is an exception.” But it is not an exception! e American govern-

President Lyndon Johnson had announced, in his January ,  State of the Union
address, an “unconditional war on poverty in America.” e money was intended espe-
cially for “the chronically distressed areas of Appalachia.” (World Almanac, , p. )
By December of that year, Congress had appropriated . millions for various projects
in Appalachia and parts of  other states, primarily for highways and new jobs. (World
Almanac, , pp. , )





ment spends also billions of tax money in order to make cotton more
expensive. Cotton goods are certainly not luxury goods; they are perhaps
luxury goods when compared with bread, but the government does the
same thing, it follows the same policy, with bread.

e real war on poverty was the “industrial revolution” and the in-
dustrialization of modern factories. At the beginning of the nineteenth
century, shoes and stockings were luxury items for most of the people of
continental Europe; they were not articles of daily wear. And the condi-
tion of these people was not improved by taxing, by taking money or shoes
from the rich to give to the poor. It was the shoe industry, not the riches
of the government, that improved the condition of the poor, that made a
revolutionary change in the peoples’ condition.

A statesman may say, “If I had more money to spend I could do things
which would make me very popular in my country.” e government tries
to make itself popular by doing these things, but the technique it uses is
to spend; and then it tries to ascribe to itself the good results of an expen-
diture. An expenditure is not always good. Sometimes an expenditure is
just buying bombs and throwing them into a foreign country. But if the
expenditure is beneficial, let us say if it makes it possible to improve some
things in the country, then the statesman says, “Look, you never had such
a wonderful life as you have under my regime. ere are some bad people,
some inflationists, some people who are profiteers, but I have nothing to
do with them. is is not my fault.” And so on.

Our economic situation depends largely on the relation of the govern-
ment and the ruling political party or parties to the labor unions. We have
“inflation,” in the sense of higher prices, built into our economic system
because the unions every year, every two years, or in exceptional cases ev-
ery three years, ask for higher wages. e great majority of workers want
continually higher wages and they assume wages can be manipulated ad
libitum, at will, by the government. e unions have the power, by using
violence, with the aid of certain laws and of certain institutions in Wash-
ington, to force people to agree to their wage demands. If wages do not
continue to go up, no one knows what will happen. e only possible
solution to the inflation problem is an open opposition to the unions and
to the idea that higher money wages are the only means for improving
the condition of the masses. Union members should also realize that their
conditions would improve if the money prices of the things they wanted
to buy went down, even if their money wages did not rise. I do not want to
say anything more about this problem except to add that the government





started it when it began to increase the quantity of money by printing it.
To give an example of how inflation destroys savings, there was in a

European country a poor boy educated in an asylum for orphans, very
well educated because when he had finished school and his life in the or-
phanage he emigrated to the United States. In the course of a long life
he accumulated a considerable fortune by producing and selling some-
thing which was very successful. When he died, after living  years in
the United States, he left a considerable fortune of ,,. Not every-
body leaves such a fortune; this was certainly exceptional. is man made
a will according to which this ,, was to be sent back to Europe to
establish another orphan asylum such as that in which this man had been
educated. is was just before World War I. e money was sent back to
Europe. According to the usual procedure it had to be invested in govern-
ment bonds of this country, interest to be paid every year to keep up the
asylum. But the war came, and the inflation. And the inflation reduced
to zero this fortune of ,, invested in European Marks—simply
to zero.

To give another example, a German who in  owned a fortune
which was the equivalent of US, had left from that fortune nine
years later one-half cent perhaps, something like that, or five cents—it
doesn’t make any difference; he had lost everything.

And there were similar experiences in the European universities. For
instance, lots of foundations were set up in the course of centuries by peo-
ple who wanted to make it possible for poor boys to study at the university
and to achieve what they had achieved from the good education they had
gotten at these universities. And what happened? In all these countries,
in Germany, France, Austria and Italy, there came great inflations. And
these inflations again destroyed these investments. For whose benefit? For
the benefit, of course, of the government. And what did the government
do with the money? It spent it; it threw it away.

People still believe, however, that destroying the value of the mone-
tary unit is something that does not hurt the masses. But it does hurt the
masses. And it hurts them first. ere is no better way to bring about a
tremendous revolution than to destroy the savings of the masses which are
invested in savings deposits, insurance policies, and so on. An example of
what I mean was furnished by the president of a bank in Vienna. He told
me that as a young man in his twenties he had taken out a life insurance
policy much too large for his economic condition at the time. He ex-
pected that when it was paid out it would make him a well-to-do burgher.





But when he reached his sixtieth birthday, the policy became due. e
insurance, which had been a tremendous sum when he had taken it out
thirty five years before, was just sufficient to pay for the taxi ride back to
his office after going to collect the insurance in person. Now what had
happened? Prices went up, yet the monetary quantity of the policy re-
mained the same. He had in fact for many, many decades made savings.
For whom? For the government to spend and devastate.

If you talk about a catastrophe of the money, you need not always have
in mind a total breakdown of the currency system. Such a thing did occur
in this country in  with the so-called “Continental Currency.” And
it occurred in many other countries later, for instance, the most famous
inflation, the breakdown of the German mark currency in . ese
changes are not the same, nor to the same degree in various countries. But
one should not exaggerate the difference in the effects brought about by
the greater inflations as against the smaller inflations. e effects of the
“smaller inflations” are also bad.

We must realize that in the market economy, in the capitalistic sys-
tem, all inter-human relations that are not simply personal and intimate,
all interpersonal relations, are expressed, made, counted in money terms.
A change in the purchasing power of money affects everybody and not in
such a way that you can say it is beneficial if the purchasing power of the
money is going up or down. All our relationships, the relations between
individuals and the state, and between individuals and other individuals,
are based on money. And this is true not only for the capitalistic coun-
tries. It is true for all kinds of conditions. For instance, in predominantly
agricultural countries in which the small- or medium-sized farm prevails,
it is usual, necessarily usual, that at the death of the owner of such a farm,
one of his children takes over the farm and the other children, the broth-
ers and sisters inherit only a part of the farm. e man who gets the farm
has to pay to the others in the course of his life, step-by-step, the share of
the inheritance which is theirs. at means that the man who inherits the
farm gets no more and no less than the other members of the family. But
when this is arranged by transferring the property to one heir and giving
the others claims in money terms against this heir, claims to be settled in
the course of the years, this means that everyday, if there is an inflation
in progress, the share of the man who got the farm is increasing and the
shares of the other brothers and sisters are sinking.

We have had in this country, continually now for several years, an out-
spoken inflationary increase in the quantity of circulating money. How-





ever, conditions are influenced by this situation. ere has been a general
rise in prices. You hear about it; you read about it; people compare prices
and talk about it enough. Yet I shouldn’t exaggerate what has happened al-
ready to the dollar. What has happened to the dollar is still not something
that makes a catastrophe unavoidable. If you were to go to certain other
countries—Brazil or Argentina, for instance—you would be in a country
which also has inflation, but a much bigger inflation. And if you ask a
man in Brazil what he considers a stable money which does not drop in
purchasing power, he would say, “e U.S. dollar . . . that’s wonderful!”
Of course, when compared with his country’s money.

e problem of money, the practical problem of money today in the
whole world is precisely this: e governments believe that in the situ-
ation which I have pointed out before, when there is a choice between
an unpopular tax and a very popular expenditure, there is a way out for
them—the way toward inflation. is illustrates the problem of going
away from the gold standard.

Money is the most important factor in a market economy. Money was
created by the market economy, not by the government. It was a prod-
uct of the fact that people substituted step-by-step a common medium of
exchange for direct exchange. If the government destroys the money, it
not only destroys something of extreme importance for the system, the
savings people have set aside to invest and to take care of themselves in
some emergency; it also destroys the very system itself. Monetary policy
is the center of economic policy. So all the talk about improving condi-
tions, about making people prosperous by credit expansion, by inflation,
is futile!





CHAPTER

EIGHT

Inflation and Government Controls

Human cooperation can be organized according to two different mod-
els. One is the model of absolute rule by one ruler only, the social-
ist model—everything is organized under the leadership of a leader, der
Führer. e term is not very much used in the Anglo-Saxon language be-
cause people did not think of it as a system that can really work. But in
the countries in which socialism prevails the term, der Führer, the leader,
is very well known. In those countries everything depends upon this au-
tocratic regime; everybody has to obey the orders issued from one central
authority. People who like the system call it “order;” people who don’t
like it call it “slavery.”

is system in which people must obey the orders issued from a central
authority is very well known to anybody who has served in an army. For
the army, it is the only possible system. If one criticizes the centralized
system, we must not forget that it is suitable only for a special purpose, for
the special end which it can attain.

e characteristic of the market is that government does not issue or-
ders that the people must obey; it does not control prices; prices and wages
are determined by demand and supply on the market. is system is the
system that brought about the constitutions and all those commodities
and services which together can be called modern civilized life. e op-
posite of the market is the abolition of the market and its substitution by
the socialist or communist state. at means planning, central planning,
where everything is determined by decrees and orders of the government.

Government officials cannot ignore public opinion; they cannot ig-
nore the ideas and practices of the people. e government is never in a





position to make any laws it wants. It cannot afford to take into consid-
eration only the views of the people who are running the government. So
laws tend to follow accepted practices and theories. And that is true in the
field of money too. With respect to money, government must accept and
acknowledge the money that has evolved out of the actions and ideas of
individuals.

Let us take the following political situation. e government wants
to spend more than it has spent up to yesterday, but it doesn’t have the
money. And it doesn’t want to tax more, or for political reasons it simply
cannot tax more. Nor can it borrow the money, because from their point
of view conditions for borrowing appear unsatisfactory. e government
wants to spend more and doesn’t want to tax the people. e government
wants to appear as Santa Claus, which is a very agreeable situation, a more
popular situation than that of a tax collector. erefore, the government
does not tax the people to get the money for its new expenditure; it in-
flates; it prints the money. e important point to remember regarding
inflation is that, while the money in circulation is increased, other things
remain unchanged. is inflation is very cheap, you know; it is a very
cheap procedure. What happens then? Prices go up. e government, of
course, wants a way out, a solution, so it is apt to try price-fixing. e
government fails to recognize the fact that if the public really obeys its
price-fixing orders, sellers will sell their entire supply of commodities to
regular customers at the former or fixed prices with the result that those
into whose pockets the additional money goes will find nothing to buy.

I want to give a typical example of how government price controls
work. In the First World War and again in the Second, the German gov-
ernment and the English, among others, embarked upon inflation as a
means of financing the war. e addition of new money to that already
in circulation brought about an up-trend in prices which the government
did not like. e government wanted business as usual. But it was obvi-
ously not business as usual. erefore, the German government, as well
as others, resorted to price controls.

Now, if prices are fixed below what they would have been in the un-
hampered market, high cost producers are bound to suffer losses. e
government starts, let us say, by fixing the price of milk. As a result, the
higher-cost producers cease bringing milk to the market and convert their
milk into other end products, butter, for example. us, the quantity
of milk on the market not only does not increase, but actually decreases,
precisely the opposite of what the government wanted. e government





wanted milk to be more readily available to the average family, but the
quantity of milk decreases. When the government approaches the pro-
ducers for an explanation, their answer is that they would have suffered
losses in producing milk because of the price they had to pay, let us say
for fodder, and, therefore, they turned their milk production into but-
ter for which there was no fixed maximum price. e government then
price-fixes fodder. And then the same story is repeated with fodder. us,
the government continues step-by-step until it reaches what the Germans
in the First World War referred to as the “Hindenburg Plan,” a complete
socialization of everything.

e German government broke down at the end of the War. But sev-
eral years later the Brüning government reinstated price controls which
Hitler carried to their final conclusion. Price controls transformed private
ownership and private production into a system of complete government
control of everything. German communism, national socialism, under
Hitler did not legally expropriate the owners of the means of production,
but every economic step was determined by government. ere were still
entrepreneurs, although the name “entrepreneurs” was eliminated; they
were called “shop managers.” ey were at the head of business organiza-
tions, but they had to comply completely and exactly with the government
orders. ey had to buy raw materials at prices set by government, sell to
other firms at prices determined by government, and employ workers as-
signed to them by government.

ere is no third economic system which makes it possible on the
one hand to have a free market and on the other hand to avoid socialism
or communism. Interference with the market inevitably brings about ef-
fects which, from the point of view of the interfering authorities, are even
worse than the state of affairs they wanted to alter. In order to make the
system work the authorities go farther step-by-step until they bring about
a situation under which the initiative of everybody else is destroyed, and
everything depends on the authorities, upon the leadership of government.

e reason we do not have price controls here today is because of the
experiences in other countries. Again and again the government repeats
that we need to control prices. Yet it does not tell the cigarette manufac-
turers that it is forbidden for them to raise the price of a pack by one cent.
Instead the government tries to talk with the cigarette manufacturers and
with the representatives of a thousand other firms so as to pressure them.
While the government has not as yet embarked on price control it hasn’t
really done anything to prevent the present system from operating in a





way it does not like. As a matter of fact, quite the contrary. It has built in-
flation into our present system—inflation even in the popularly-accepted
meaning in which the government uses the term, that is higher prices.

We see, therefore, that the problem of money is much more than only
the problem of the organization of the market. e market is today fight-
ing for its independence and existence. e government tries to interfere
with the market and we are now just one day, one year, nobody knows
how far away from what is called control of prices. And that means the
abolition of the market.





CHAPTER

NINE

Money, Inflation, and War

Now, one may say that there are situations when the government is forced
to increase the quantity of money, when it is the highest wisdom on the
part of the government to proceed in this way. Such a situation would
be when the country is menaced by invasion by foreign armies. What
can the government do then? It must spend more. And as the people are
not paying enough in taxes and the government can’t tax them any more
because they don’t have more money, the government has to print money.
To see if this reasoning is correct, let us now talk about historical problems.

What does this mean that there are some situations in which you can-
not avoid inflating? One talks about one particular case—war! Now,
please! In a war governments needs armaments and various other things
in order to defend the country—I don’t want to enumerate them. All
these things must be produced and they cost money. If the citizens are
not prepared to supply the armaments or to give the money to pay for
the armaments, then their country will be defeated in the war, and the
country will become dependent. But an increase in the quantity of paper
money does not change this.

ere can be certain conditions under which the government inflated
and you can say the situation was such that the alternative to inflation, to
increasing the quantity of money, was also very bad. When the American
colonies were fighting against England in the War of Independence, they
proceeded to inflation. e alternative, let us assume, would have been
defeat, because certainly in the eyes of the men responsible for this infla-
tion, for this increase in the quantity of money, this was the alternative.
You can say that, if it was really possible to preserve the independence of





what later became the United States through inflation, then the inflation
was justified. e catastrophe couldn’t be avoided then. But the catas-
trophe, the breakdown of this currency in  after the Revolutionary
War, did not mean the same thing that it would have meant years later
when the economic conditions changed. In the years of the Revolution-
ary War the American colonies were a predominantly agricultural country;
most of the people were owners or workers of an agricultural piece of land
and could survive the catastrophe which the breakdown of the American
currency, the Continental Currency, meant after the Revolutionary War.
Getting food was not then a matter of going to the market. ey didn’t
use money to buy food or hardly any other things. When the Continen-
tal government inflated in , the man who had a small farm and who
worked with his family on this farm and had a few dollars, he lost these
few dollars because of the inflation, but that didn’t affect him very much.
erefore, the whole problem of inflation was only of minor importance
for the Americans at the end of the Revolutionary War.

We cannot compare conditions today in the United States with those
in the United States of . Today we no longer have the simple system
which existed at that time under which the money economy meant very
little for most people. We have had other such examples in the past. But
under the conditions of a highly developed society, under the division of
labor under the conditions of society in which practically everybody de-
pends on working for other people and is paid by money and uses this
money in order to buy things, under these conditions which I do not have
to describe because they are known to everybody, a breakdown of the cur-
rency would mean something quite different. ere is no excuse for a
government that resorts to inflation today saying, “But, don’t forget, we
have an old tradition of inflation. We are an independent nation today be-
cause we had an inflation in the War of Independence, in the Revolution.”
You cannot compare conditions.

ere was also, for instance, the great problem of the United States,
the greatest historical problem for the United States, the Civil War in the
s. ere were the Northern States and the Southern States. And the
Southern States were in a very bad situation because they had very little
industry. eir agricultural production was great, but their industries were
not in a position to produce the needed armaments. From the first day
of the Civil War, this was a very unfortunate situation for the Southerners
especially as the Navy of the North was in a position to prevent trade
between the Southern States and the European countries which would





have been in a position to deliver armaments to the South. Now it is
impossible to improve a country’s military situation by inflation, even in
a country in which all the materials required for the war are available.
erefore, even from the point of view of the necessities of a situation in
which a country is fighting for its survival, inflation as such is not a measure
to improve conditions. Now the shortage of armaments could be affected
in no way by the fact that the secession government increased the quantity
of money. But if you were a statesman in the Southern States and you
were already approaching defeat, and somebody asked you, “Don’t you
know that printing money, banknotes, more and more dollar bills of the
southern quality, will destroy this system?” this southern statesman would
have answered, “Why are you talking about the money? e problem
now is whether the Southern States, our system, which is more important
than anything else in the world, should survive or not. Our war, or our
rebellion,” it depends on how you looked upon this problem, “is finished.”
He could print money to try to get what was needed to keep on fighting.
And so he printed the notes, and more and more notes. And they went
to zero.

With the outbreak of World War I, many governments that had not re-
sorted to inflation previously and had provided all the money they needed
by taxation, started printing additional banknotes, paper notes. e effect
necessarily was an upward movement of prices. e governments were
probably not so naive that they did not know what their new methods of
providing money for the government spending would bring about. e
governments knew that the policy of adding enormous quantities of new
additional money into the market would necessarily bring about a ten-
dency toward higher prices. But what did the government do? With the
outbreak of the war, with the change in their policies, they also began mak-
ing laws which punished people who, according to the ideas of the gov-
ernment, were asking higher prices for commodities than they had asked
before. What the governments of some countries, of many countries, did
in this regard is just unbelievable—I would say it was a “swindle”—they
introduced a new crime, a new method of punishing citizens. ey de-
clared that there was a special crime of profiteering. And they began to
imprison people. Why? Because, these governments said, these people
were profiteers; they were asking more than they had before, more than
the government thought necessary.

I don’t want to say that inflation is a vice and call it “immoral.” I don’t
care for this method of criticizing inflation. But seriously, there is one





thing about inflation that we can know for sure. You cannot tell today
whether or not people in the government tomorrow or the day after to-
morrow will not choose for some reason to increase the quantity of money,
that is to inflate. ey may have an excuse. ey will say: “Inflation is
bad. ere should never be any question of inflation.” And then they will
add: “Yes, but we didn’t take into account the conditions of an important
war. Really this situation didn’t exist before.” And then they will increase
the quantity of money.

In one of the many belligerent countries of the last fifty years, there
was one Minister of Finance who, when asked “Why do you inflate? Is it
not a crime that you are destroying the currency of your country by issuing
more money and therefore raising prices?” answered, “In time of war, it is
the duty of every citizen of every branch of the government and of every
part of the country to contribute as much as possible to the defense of the
country. From this point of view, as Minister of Finance, I contributed by
printing money.”

e Germans before the first World War were highly intelligent and
very patriotic. But unfortunately for decades and decades the government
and all the professors it had appointed to the universities had taught very
bad economics, especially monetary economics. Sixty years ago, a German
professor, a teacher of economics of great renown, G. F. Knapp, declared:
“Money is what the government says it is. Money is a government product.
e government is sovereign and free to do what it wants.” He was not say-
ing something new. e only new thing was that a professor was saying it,
that all the people in the government said, “All right,” and that even those
who did not say “all right” acted as it they considered it all right. at
meant that the governments claimed the privilege to declare what people
had in their minds when they made agreements concerning money. It was
not remarkable that the professor said this, you know—professors some-
times say things that are not remarkable. But what was very remarkable
was that the people accepted it.

An American economist, B. M. Anderson, predicted Professor Knapp’s
influence would be such that students would probably “have to read his
book if they wished to understand the next decade of German history. . . .
Look at your German theory, look at the German so-called economic
doctrine on money and then you will see what will happen to the German
money.” And he was perfectly right! e result came very soon. When

“[T]here is a fair chance that American students may have to read his book [G. F.
Knapp, Staatliche eorie des Geldes, Leipzig, ] if they wish to understand the next





Germany went to war, the government didn’t realize, and still less did the
people realize, that what one needs to fight the war is not paper money
but arms and various other things. So they printed paper money. And
they printed paper money day and night. e result was that the Ger-
man paper money from pre-World War I deteriorated in value. e parity
with the American dollar in  expressed in German marks was . as
it had been for , , and  years before. You know what the cost of a
postage stamp is. e German monetary policy of increasing the quantity
of money, printing it continually, until a German postage stamp in the
early ’s of our century cost several million marks. Imagine the situation
that developed in  when someone who bought a stamp in order to
mail a letter to the next village had to pay several hundred million marks.
Twenty million marks was more than the wealth of the richest people in
Germany in the earlier period. At the end of this inflation, nine years
later, the dollar was . billion marks, something which is purely fantastic
because there are no people who have an idea, a living idea, of what a bil-
lion is. is was the outcome of the economic doctrine that money was
a creation of the government. e fact that the government had printed
money, that the government had increased the quantity of money, did not
improve the situation of the German armed forces or the German resis-
tance. It was simply an attempt to deceive the people in Germany and
outside of Germany about the effects of the war.

It is true that the Reichsbank printed more and more paper money.
But the significance of this famous German inflation of  consisted in the
fact that these pieces of paper had legal tender value. Now what did this
mean? e government assumed the right to say, not only what money
was, but also to decree what people were bound to accept as money. Le-
gal tender legislation makes it impossible for anybody to refuse to accept
the paper money. In the same way, the American dollar inflation today
[] consists of the fact that the paper dollar has legal tender value and
at the same time that gold holding is made illegal. Holdings of gold were
confiscated and it has been made illegal to deal with gold.

decade of German monetary history. It will be well for Germany if this is not the case!”
B. M. Anderson, e Value of Money. New York: Macmillan, . p. n. —BBG

U.S. citizens regained the right to own gold only after Mises died in . Legislation
effective December , , permitted gold sales to resume in January . —BBG





CHAPTER

TEN

e Constitutional Side of Inflation

When we talk about these things we must not forget that they do not have
only an economic side; they also have a constitutional side. You may say
that government is the most important institution. e government is
very important in many regards. Perhaps one overrates the importance of
the government, but one does not overrate the importance of good gov-
ernment.

Modern constitutions, the political systems of all nations that are not
ruled by barbarian despots, are based upon the fact that the government
depends financially upon the people, indirectly upon the men that the vot-
ers have elected for the constitutional assembly. And this system means
that the government has no power to spend anything that has not been
given it by the people, through the constitutional procedures which make
it possible for the government to collect taxes. is is the fundamental
political institution. And it is a fundamental political problem if the gov-
ernment can inflate. If the government has the power to print its own
money, then this constitutional procedure becomes absolutely useless.

Our whole political system is based upon the fact that the voters are
sovereign, that the voters are electing Congress and other such institu-
tions in the various states that rule the country. We call the United States
a democracy because the rule of the country is in the hands of the vot-
ers. e voters determine everything. And this distinguishes the system,
not only from the despotic systems of other countries, but also from the
conditions as they prevailed in earlier days, in countries that already had
parliamentary institutions and parliamentary government, at that time.
However, there has developed, especially in the last decade, a problem of





constitutional law, that is whether the government must get the approval
of the people through Congress when it wants to spend, or whether the
government, because it is established and has at its disposal a number of
armed men, is free to spend as it wishes, simply by increasing the quan-
tity of money. People must realize that the question is “Who should be
supreme? e parliaments elected by the voters, who can restrict govern-
ment spending by refusing to grant the power to tax? Or institutions that
want to override the interests of the people by increasing the quantity of
money to expand government spending and so do away with the prerog-
ative and independence of the individual voter?”

If we do not succeed in restoring the monetary system that makes the
individual independent to some extent of the interference of government
institutions, government banks, government monetary authorities, gov-
ernment price ceilings, and so on, we will lose all the achievements of the
free market and of the free initiative of the individuals, whatever methods
of constitutional law we follow. If the government can inflate whenever
it wants to spend, it can take away from the people without their agree-
ment everything, their purchasing power, their savings, and so on. From
this point of view there disappears even the fundamental principle which
everybody sees as the difference between a Communist government and a
government based on the idea of individual freedom, the preservation of
free markets and the ability of the people to control the government.

If you look at the constitutional history of England in the th cen-
tury, you learn that the Stuarts had problems with the British Parliament.
e conflict consisted precisely in the fact that the Parliament was not pre-
pared to give to the King of England the money he needed for purposes of
which the Parliament didn’t approve. e people disapproved of a great
part of the government expenditures and Parliament was not anxious to
impose taxes. e Stuart kings wanted to spend more than Parliament
was prepared to give them. If the King at that time, in  let us say,
had asked one of those who are considered experts today in government fi-
nance, “What can I do? I don’t have the money!” the “expert” would have
said, “Unfortunately, your family, the Stuarts, came too early to their po-
sition as rulers. Two hundred years, three hundred years later, it would
be much easier for such a government as you want to rule the country.
A printing press would have been sufficient to make it possible for your
government to spend all the money it needed to have an army and the
other things needed to protect the King against the people.” But the poor
Stuarts were living in an age in which the technique of producing paper





money had not been developed to a considerable extent. Charles I couldn’t
inflate, you know. ere was no solution for him; he could not engage
in deficit spending. is was the undoing of the Stuart family and the
Stuart regime. And in the conflict which originated out of this, one mem-
ber of the Stuart family lost his life in a very disagreeable way—Charles I
lost his head. And the Stuart family as such lost the crown of England.
What the poor Stuarts didn’t have was the facility of the printing press as
it exists today.

e monetary problem we have to struggle with today is the prob-
lem of paying for government expenditures which are not accepted or, let
us say, not approved, by the people. e conduct of government affairs,
public affairs, is not different from the conduct of the financial and mon-
etary conduct of private affairs. If the government wants to spend, it has
to collect the money; it must tax the people. If it doesn’t tax, but increases
the quantity of money in order to spend more, then it brings about an
inflation. e difference between the conditions in th century England
and the conditions in other countries, let us say for instance in Russia,
consisted of the fact that the Russian government was free to take away
from its subjects what it wanted while the British government was not.
e British government had to comply with the provisions of a set of laws
that limited the amount of money the government had the right to collect
from its citizens. And it had to spend this money precisely according to
the wishes of the people.

All our constitutional laws and our system of government are based
upon the fact the government is not permitted to do anything that violates
this system of laws representing the moral and actual ideas and philoso-
phies of our people. But if the government is in a position to increase
the quantity of money, all these provisions become absolutely meaning-
less and useless. If it is said that the government has to spend, is entitled
to spend, a definite amount of money for keeping people in prisons, this
means something. ere is a definite reason for its spending. All our legal
provisions are influenced to some extent by the fact that this is the amount
of money which is given to the government for this purpose. But if the
government is in a position to increase the quantity of money to use for its
own purposes, then all these things become merely a theoretical expression
of something which has practically no meaning at all. We must not forget
that all the protection given to individuals through constitutions and laws
disappears if the government is in a position to destroy the meaning of ev-

Charles I was beheaded on January , 





ery inter-human relation by undermining the system of indirect exchange
and money which is called the market. And this is much more impor-
tant than any other problems we talk about today. It is the interference of
the government with violence that has spoiled money, that has destroyed
money in the past, and that is perhaps destroying it again today.

Some years ago you could frequently read quotations saying that Lenin
said that the best method to destroy the free enterprise system would be to
destroy the monetary system. Now a professor in Germany has demon-
strated that Lenin never said this. But if Lenin had said this, it would have
been the only correct thing that he ever said.

e monetary problem which we have in this country, which you have
in every country today, is the same—to keep the budget in equilibrium,
to balance income and outgo, revenue and expenditure without printing
an additional quantity of banknotes, without increasing the quantity of
the monetary units. is is not only a problem of economics. It is also the
fundamental problem of constitutional government, you know. Consti-
tutional government is based upon the fact that the government can only
spend what it has collected in taxes. And it can only tax the people if the
people accept it by the vote of their representatives in parliament. And
in this way the voters are the sovereigns. e problem of monetary man-
agement in a modern country cannot, therefore, be separated from the
constitutional problem, from the doctrine that says that all problems of
government, all governmental matters are decided ultimately by the vote
of the people. Whether you call this democracy or popular government
doesn’t make any difference. But there is no monetary or budgetary prob-
lem that can be separated from the constitutional problem of who rules the
country, who determines ultimately what has to be done in the country.





CHAPTER

ELEVEN

Capitalism, the Rich and the Poor

It is a very popular assumption, criticized only very rarely by people, that
the capitalistic system brings about satisfactory conditions for a minor-
ity of profiteers, while the masses become more and more impoverished.
Of all the enormous problems connected with the monetary crisis, I want
to deal with this problem especially because the most popular, or one of
the most popular, ideas of Marxism is that the system of capitalism brings
about the progressive impoverishment, the progressive deterioration of the
economic state of affairs of the masses, for the benefit of a shrinking num-
ber of people who become richer and richer from year to year.

People believe that what is going on with these monetary problems
today concern the well-to-do and that simple people are not so much in-
terested. I want to show you how erroneous this idea is. It is thought that
when the government inflates and as a result lowers the purchasing power
of the monetary unit, this is of advantage to the masses, to the great major-
ity of the people, and that only the rich are suffering. If you don’t want to
use the term “suffer,” let us say have to pay higher prices for things. Now
this idea, that the interested people are not the masses, not the majority
of the people, but only the wealthy people and that it is only the wealthier
and richer people that are concerned, is based on an ancient doctrine.

is doctrine was perfectly correct in the days of Solon (c. – )
of Athens, or in the days of ancient Rome, of the Gracchi brothers (d. 
and  ), or in the Middle Ages. In the pre-capitalistic ages the rich
people owned land and were, therefore, wealthy. ey could save, increase
their possessions by investing in real property, houses, businesses, landed
property. Or they could increase their fortunes by dealing in a more con-





servative way with the forests which they owned. On the other hand there
were people who were poor, very poor, people who had nothing, who
might occasionally earn a small piece of money but who really had no
opportunity to accumulate anything to improve their conditions. Under
ancient conditions, the masses had no opportunity to save; the poor man
had only the possibility of earning a few coins perhaps and of hiding these
coins somewhere, perhaps in a dark corner of their premises, but this was
all. He would always be under the temptation to spend them. Or he
could lose them. Or somebody could steal them. e poor were not in
a position to make their savings grow by lending them against interest.
Even in England, the most advanced capitalistic country in the eighteenth
century, it was not possible, for a poor man to save except by hoarding a
few coins in an old stocking hidden somewhere in his house. Such savings
bore no interest. Only the rich could invest money at interest, perhaps in
mortgages, and so on.

At that time when people talked about creditors and debtors, they had
in mind a state of affairs in which the wealthier a man was the more of a
creditor he was, and the poorer a man was the more of a debtor he was.
e whole idea was based on the assumption that the government ought
to help the poor people who have heavy debts, while the rich who have
claims are rich enough. erefore, the method by which the government
lowers the purchasing power of the monetary unit helps the debtors, be-
cause their debts are shrinking, and at the same time it goes against the
creditors because their claims also are shrinking.

We are inclined to think that the situation today is similar, that the
rich people today are creditors, certainly that they have no debts and are
not debtors. But we no longer live under the conditions in which the au-
thors dealt with these problems in the pre-capitalistic ages. e situation
is very different today. It is very different because we have a very differ-
ent organization of business, of business claims, and of the adjustment of
business to the various individuals. Capitalism has enriched the masses,
not all of them, of course, because capitalism has still to fight the hostility
of the governments. But under capitalistic conditions it is no longer true
that the creditors are the rich and the debtors are the poor. Capitalism has
developed a great system making it possible for the masses of the poorest
strata of the population, the people who have less—I don’t want to say
that they are poor in the sense in which one uses the term, only that they
are poorer, less wealthy, than the rich people, than the entrepreneurs, and
so on—to save and to invest their savings indirectly in the operation of





business. e rich people are owners, for instance, of the common stock
of a corporation. But the corporations owe money, either because they
have issued bonds, corporate bonds, or because they have some current
connection with a bank, employing money lent to them by the banks in
the conduct of their affairs. us the great millionaires, the owners of real
estate, the owners of common stock, and so on, are in this regard debtors.
e masses, the people whom we call less wealthy than the richer people,
have invested their savings in savings deposits, in bonds, in insurance poli-
cies, and so on. And the banks have money from the savings accounts of
simple citizens who, therefore, are creditors. And if you do something,
as practically all the governments do, against the purchasing power of the
monetary unit today under present conditions, you are hurting not the
rich, but the middle classes and the masses of people who are saving all
their lives in order to enjoy a better old age and in order to make it possi-
ble for them to educate their children and so on.

e fact that government bonds are to some extent tax free means the
government gives special privileges to the rich in order to attract them
to the market for government bonds and so to become creditors. It is a
very complicated system; one could call the system simply privileges in the
way of lower taxes in order to make the wealthier strata of the population
also interested in buying government bonds and in this way to make it
possible for the government to spend more. But by and large we have to
say that the great, the much greater part, of the privileges, of the “bene-
fits”—“benefits” in quotations marks—which the people derive from the
government’s inflationary policy does not go to the masses but to those
who are better off. And so the “benefits” of the inflation are paid for by
the masses.

Not so long ago, there was the very powerful Nazi movement in Ger-
many. Whatever you may say about Germany, you cannot say that it was
an illiterate country. You couldn’t say that the population of Germany
was inexperienced in problems of capitalism and modern industrialism.
In that country, Germany, one of the main slogans, a very popular slogan
which brought millions of votes to the Nazi Party was: “Do away with
interest slavery. You are slaves in paying interest to the rich people and
we shall do away with interest slavery.” Now what was this “interest slav-
ery”? is was a fantastic idea, you know, for it was really to the masses,
the poorer people, to whom the big corporations and other such insti-
tutions made interest payments. Yet practically nobody objected to this
slogan. One eminent German newspaper, perhaps the best informed Ger-





man newspaper with regard to economic problems, the FRANKFURTER
ZEITUNG, published an article in which it said: “You people who ac-
cept this program of the Nazi Party of doing away with interest slavery,
do you know that you are creditors and not debtors?” And they were, but
they didn’t know it. On the day when the FRANKFURTER ZEITUNG
published this article on its first page, I was on the way to London trav-
eling in the express train from one end of Germany to the other, from
the Austrian frontier of Germany to the Dutch frontier. I could observe
people reading this article and I told myself, “ey don’t understand these
things, and so they are bound to suffer the consequences.” And did they
suffer the consequences? Of course! e mark became zero. is meant
that all the assets, all the savings of the people, the creditors, disappeared,
to the benefit of the debtors.

People in a country like the United States are saving in the years when
they are in full vigor and can earn money. ey are saving not only to
meet unexpected conditions which could develop one day; they are sav-
ing systematically to enjoy income without working any longer in their
old age. For instance, people are taking out life insurance policies; they
are accumulating savings deposits; and they are making agreements with
their employers according to which their employers are bound to pay them
definite amounts as pension rights later; and so on. Now when there is
an inflation going on, all these people are suffering, suffering because they
are continually losing with the progress of inflation, because the progress
of inflation means that the purchasing power of the monetary unit de-
creases. If we want to have a system in which the individual can plan for
his own life and for the life of his family, if we want to have a system in
which people can say: “If I have the opportunity to work and to save I
will improve my own conditions and the conditions of my family.” en
you must have a regular system of what one used to call “bourgeois se-
curity.” But if the governments destroy the savings of their citizens again
and again by inflating they bring about a situation in which the people do
what these people in various European communist countries did and in
which you hear again and again of violence and actions of destruction.

e example of Germany may help you realize that there are still many
things to be learned about economic problems by everybody, not only by
the managers of big banks, professional editors of journals of business,
and so on. It is for this reason that I think everybody should be inter-
ested in these problems, not because they are more important than other
things, nor on account of the fact that one should increase one’s theoreti-





cal knowledge, but on account of the fact that one should know, in one’s
capacity as a voter and as a citizen, how to cooperate in the formation of
one’s own country, nation and the whole world’s economic system. is
is one of the reasons why one ought to deal with these problems. ey
are not very interesting to many people; they are not easy to study; but
there is some reason to say they are fundamental for the preservation of
one’s own economic safety. We have to change the opinion of the people
who believe that the monetary problem is something that concerns only
groups of business, small groups of people, and so on.





CHAPTER

TWELVE

Currency Debasement in Olden Times

ere is a very bad tendency for some historians to ascribe virtues to past
generations and vices to those living today. I should be very unhappy if
you were to believe that what I wanted to say was that all ages were very vir-
tuous and that inflation appeared only since the invention of the printing
press and the development of paper money. But there were inflationists
already in the ages long, long before the printing press. You should not
believe that inflation is a vice of our ages only. But the early governments
had a more difficult problem than modern governments; the old govern-
ments had to deal with money manufactured, minted, out of the precious
metals of silver or gold. And neither silver nor gold can be increased in
quantity the way paper can be increased and stamped as money.

Again and again problems developed due to the fact that these pieces,
these money pieces, were treated in a way that violated agreements and
hurt the interest of some people for the benefit of others. If you want to
study this process today, go to a museum where they have coins minted in
the past and see what happened to the silver coins of the ancient Roman
Empire of the third century. In a city like New York especially you have a
great choice of such collections. You can look at these coins from various
points of view. Most people look at them from the point of view of esthet-
ics, but you could also look at them from the point of view of the history,
not of coins, but of money. And there you will see what governments did
in order to profit by falsifying the system of money, by increasing illegally
and against the wishes of the people, the quantity of money.

e various kinds of money often had to fight two diseases. One dis-
ease, coin clipping, brought about a shrinking in the size and weight of the





money pieces. And the second disease, which was very often connected
with the first, changed the color of the silver coins, practically the only
coins that were used in those days. What these old governments very of-
ten did was mint the coins in the traditional shape, but they mixed with
the silver or gold some less precious metal like copper. Unfortunately
copper has another color from silver, and another specific weight, so it
could be discovered by people who had available the technological meth-
ods and instruments. It was a very difficult process. But they did this.
And they didn’t mention it. e coins slowly changed color in the course
of the years, became a little bit reddish, not because they were affected by
communist political ideas, which we today call “red,” but because the gov-
ernments that manufactured them put more and more copper in the coins
which were assumed to contain only pure silver. When the governments
became more and more aggressive, let us say, and added more and more
copper, the color of the coins changed still more. Also most people are
not color blind, especially not color blind in regard to money. is was
too much for the people. So it was not very easy to continue to maintain
this fiction. e coins became redder, and thinner and thinner.

e government maintained that the new coins minted by them were
not different from the coins that had been minted before. In some way
or other it was always a catastrophe for the citizens who did not know
how to fight it. But it was a small evil, in spite of the fact that the effects,
the unavoidable effects of inflation, became visible even in those days. It
took some time for the simple citizens to discover it. But even citizens
with very little information and knowledge of metal could discover the
differences between a legally and ritually [properly] coined piece of money
and another piece which was not. e people soon discovered that the
government could spend more, and did spend more, than it had before.
And prices went up.

e very famous Roman emperor, Diocletianus (– ), was
very well known in religious history—I wouldn’t say for his good deeds—
but he was also known in the history of monetary annals. e more the
silver content of the currency dropped as against the copper content, the
more prices went up. And Diocletianus behaved in the same way as does
our present government. He said it was somebody else’s fault, the fault of
the businessman. And therefore he resorted to price ceilings. Our price
ceilings are printed on paper, but in the rd century, in the time of the
emperor Diocletianus, such a system of price ceilings was printed on stone,
the way we make our monuments. erefore, his interference with the





market has been preserved because of his law of prices. We still have carved
on stone today the Law of Diocletianus in which he decreed price ceilings,
maximum price ceilings, with the same success—or let us say with the
same lack of success—with which our present day price ceilings meet.

e government’s coining power, minting power, began simply with
the fact that government said, “is is a definite quantity, a definite weight,
and a definite quality of the precious metal.” Previous to this, under the old
Roman law, the original Roman law, the act of purchasing land required
the presence of a man with scales to establish the correct weight of the
quantity of precious metals entering into the transaction. At the end of
this development, the government presumed that it had the right to say
what the precious metal is and what a definite quantity of this precious
metal is. An evolution of thousands of years—really thousands of years
because there were such problems under special conditions , years
ago—means that governments even then tried to interfere with the market
by interfering with the money.





CHAPTER

THIRTEEN

Many Economics Professors Believe the Quantity of
Money Should be Increased

Many famous professors of economics think that the supply of money is
insufficient. It’s unbelievable but we have now already for a long time,
for many years, textbooks that say, in every new edition, that the quan-
tity of money must increase by , or , or . ey change it from
year to year—this is without any importance, what quantity they recom-
mend is not so important—what is important is that they say that such
an increase is good from the point of view of their policies. Wonderful!
e government, the banks, can distribute more money, but they cannot
distribute more goods. And this is the problem. As this additional money
will raise the prices of goods, those who do not get any of this additional
money are hurt. And this is what people don’t realize, what they don’t see.
If this money is increased every year it means only that other groups can
say “Why did we not get more?” And then the government gives them a
quantity too and then again to others also. And this is the situation we
have today. e question will always be: To whom do you give this addi-
tional quantity? Because if the additional quantity is given to somebody
else, your conditions will be impaired.

I don’t say that the quantity of money should be increased, or that it
should be decreased. It is nonsensical if people complain in their textbooks
about the increase in wealth of some groups of the population and about
the decrease in wealth of other groups of the population and then rec-
ommend policies which will bring about precisely those conditions they
consider wrong. From the point of view of most people, of the masses, an
increase in the money supply is bad.





However, these inflationary methods are very popular. ey are pop-
ular because they are very comfortable for the government. ey are also
very comfortable from the point of view of the individual member of a
parliamentary body. e member of Parliament is not made responsible
for higher taxes, but he accepts with pleasure the responsibility for higher
expenditures. erefore, if you read those reports of the parliamentary
bodies which are not reprinted in all newspapers, you will find that most
members of Parliament, of any parliament—I am not talking about the
parliaments of the countries represented in this room—are very quick to
suggest additional expenditures and to suggest additional taxes of the kinds
which the voters in their district do not pay. At the same time, they have
some inhibitions with regard to what they consider as the unjust over-
burdening of their own voters with taxes.

I once heard a government official, the minister of finance of a country
which was famous for its inflation and not for anything else, say, “My
minister of education says he needs more money. I am the minister of
finance. I have to provide the money. I have to print the money.” It
doesn’t matter whether the purpose is a good one or a bad one. What it
brings about is that there is now on the market an additional demand for
commodities and services which was created out of nothing.

An increase in the quantity of many things is very good—yes, an in-
crease in the supply of those things which are useful. But an increase in the
supply of, let us say rats and mice, would not be very useful. Fortunately
this is not a problem men have to decide because the interests of all people
agree in this regard. But their interests do not agree with regard to money.
What misleads the thinking of many people, and unfortunately also the
thinking of those people who are operating our governmental and politi-
cal activities, is the idea that the quantity of money counts. It is certainly
better for the individual to have more money than less. But it is not better
for the whole economic system to have more money than less. Money is
a medium of exchange. And that means, first of all, that its quantity is
without any importance for the perfection of its functions. If you increase
the total quantity of money, the total quantity of the medium of exchange,
you do not improve conditions generally; you only change exchange ratios
between the individuals’ evaluations of goods and services and of the thing
used as money. I want to make this clearer by pointing to a very simple
case taken from daily affairs.

e most outspoken defender and preacher of inflation in our age,
Lord Keynes, was right from his point of view when he attacked what is





called “Say’s Law.” Now Say’s Law is one of the great achievements of the
early days of economic theory. e Frenchman, Jean-Baptiste Say, in
the so-called Say’s Law, said you can’t improve conditions by increasing
the quantity of money generally; when business is not good, it is not be-
cause there isn’t enough money. What Say had in mind, what he said
when he criticized the doctrine that there should be more money, was
that everything that somebody produces is at the same time a demand for
other things. If there are more shoes produced, these shoes are something
that is offered on the market in exchange for other goods. Ultimately
goods are not exchanged against money—money is only a medium of ex-
change—goods are exchanged against other commodities. And if you in-
crease the quantity of money you do not improve anybody’s situation ex-
cept the definite man to whom you give it; this man can then buy more,
can then withdraw more things from the market.

When people asked a grocer, “Why is your business not better? Why
don’t you make more money?” he answered: “People don’t have enough
money and, therefore, my business is not satisfactory.” What he meant
was not that all people didn’t have enough money but that his customers
didn’t have enough money. He said, “My customers unfortunately have
not enough money and, therefore, they can’t buy more from me.” If the
grocer wanted to earn more, and if his customers, all taken together, were
not rich enough to give him more business, it would have been necessary
for him to find more customers. But this grocer did not mean that more
money in general was needed. He does not say he is interested in the
whole world, in everybody’s money. What this grocer has in mind is more
money to his customers. is is “the grocer philosophy.”

Now the governments believe, perhaps they are innocent in this as this
belief is relayed to them by “bad” professors, that there is something which
ought to be done. Really everybody agrees that there should be more
money for this or that purpose—whether it is for schools or hospitals or
scientific research or whatever doesn’t make any difference. Let us say the
government says that the government employees have very small salaries;
they should get higher salaries. As the government itself does not produce
anything, the only successful method for the government to follow is to
tax the people and use the revenue collected by taxes for increasing the
salaries of certain government employees. ere is no possibility for the
government to improve the conditions of government employees in any
other way than by taking money away from the rest of the population
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and, therefore, impairing their conditions. If the government taxes, takes
away something from the taxpayers, then they are forced to restrict their
expenditures but there is no reason for general price changes. ose people
to whom the government gives the higher salaries are in a position to buy
what the other people used to buy and can no longer buy because they
had to pay the taxes. Changes would result from the fact that some things
which taxpayer Mr. A used to buy are now bought no longer by Mr. A but
by government employee Mr. B. is would tend to increase some prices
of the things Mr. B buys and to reduce the prices asked for the things
Mr. A can no longer buy. But no revolutionary change takes place in the
general height of prices. is is what goes on continually in a country the
government of which has a balanced budget. But there is another way,
another method. And the government uses this other method.

e government prints the additional money. As you know it is very
easy for the government to print money. And if the government prints
this money, what is the effect? e effect is that those to whom the gov-
ernment gives this new money, in this instance government employees,
are now in a position to buy more. Nothing has changed in the world;
everything is as it was yesterday; there are no more goods available; but
there is more money today because the government made it and gave it
to certain government employees, let us say armaments workers. It may
be for the best possible purpose. We do not discuss the items in the gov-
ernment budget, but only the total amount. And now the government
gives money to some people, and these people appear on the markets with
an additional demand, with a demand that didn’t exist yesterday. Lord
Keynes was enthusiastic about this demand, you know; he thought it was
wonderful; yes, it is true. He called this increasing demand bringing about
“effective demand.” Of course, this is a very correct description. But the
thing is that prices are going up. But what does it mean?

Let us take potatoes as the example. ere are no more potatoes on the
market. But there is more money in the hands of the people who want to
eat potatoes. While yesterday it was enough for a man to spend one dollar
to buy potatoes for his need, today he needs more. He needs today, let us
say, two dollars, only because there is more money, not because anything
else has changed. If he were only to offer one dollar, then the man who got
the additional money from the government would say, “Ho, ho! I will pay
. and I will get the potatoes and you can go home empty-handed.”
And this is the thing we all are experiencing today—price increases due to
inflation.





e government increases the quantity of money. All the evils under
which we are suffering in our market conditions everyday are due to the
fact that governments believe that it is permissible and natural to produce
money to increase the power of the government to spend. In order to
spend more, the governments have to do practically nothing but give an
order to a printing office: “Print a quantity of money and give it to us.”
If private citizens do this, the government doesn’t like it. ere are many
printing offices in the country; most of these printing offices are in the
position to print dollar bills. What prevents the individual citizen from
printing dollar bills, banknotes, is a series of laws which make this a crime,
and the government is powerful enough to prevent it by arresting the peo-
ple and imprisoning them, and so on. But if the government itself prints
additional dollars, then it is legal and it increases the quantity of money.
And this is the monetary problem. Apart from the fact that this brings
about a very bad situation for those people who were not receivers of the
new additional money, because they have not received more money, they
now face higher prices.





CHAPTER

FOURTEEN

Two Monetary Problems

e function of the government is to prevent violence. e function which
the government adopted, accepted, and held with respect to money, was
to say what the parties had meant and whether or not the parties to the
agreement had done what they were bound to do according to the agree-
ment which they had voluntarily accepted. In these agreements the term
“money” was used in order to specify the medium of exchange used by
the parties when they met, when they made the contract. But when the
government faced this situation they adopted the privilege of coining the
metal used in these agreements and using the coins, at first without any
bad intentions. At the beginning this didn’t mean anything more than the
government’s declaration that the coin was a piece of metal of a definite
weight and that it could be used as such by the parties. But again and again
in various nations, governments misused the position which this situation
gave them. e situation was simply this. Already in very ancient times, in
the history of almost every group of nations and of every civilization there
developed among governments that did this, that coined certain pieces of
metal, the idea that they had the right to—it is very difficult for me to
say this word—“swindle.” If one talks about all these things, one must not
forget that they did it with a bad conscience. But when government got
involved with money it led to two problems.

e first problem, the one which is not recognized as a monetary prob-
lem by the government, by official spokesmen and writers, is that of the
increase in prices, the so-called “inflation.” One of the most important fea-
tures of the “New Economics,” once simply known as “bad economics,”
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is the change in the meaning of terms. Not so long ago, “inflation” meant
a considerable increase in the quantity of money and money substitutes in
circulation. e effect of such an increase was always a general tendency
for prices to move upward. Everybody knew this and admitted it and cer-
tainly the government knew it too. Today the terminology, the official
terminology, has been changed. We have to realize that the term “infla-
tion” is used today in popular discussions of the subject in a way which is
very different from the meaning attached to it in the past. People now call
the increase in prices “inflation,” while in fact inflation is not the increase
in prices but the increase in the quantity of money that brings about the
increase in prices.

People nowadays don’t talk about the increase in the quantity ofmoney;
this is a subject that the representatives of our official doctrine do not wish
to mention. ey speak only of the fact that prices are moving upward.
is, the effect, they call “inflation.” ey do not mention at all the preced-
ing fact, the cause of the upward movement, the increase in the quantity
of money. ey imply that government has nothing to do with it, that
government wants only to keep prices stable. ey simply assume that
the upward movement of prices and wages, which they call “inflation,” is
caused by the wickedness of people outside government, by “bad people”
who are asking higher prices.

e second problem is the actual increase in the quantity of money
itself. Let us talk about a fantastically small country, let us say Ruritania.
Its government wants to raise money for some of its expenses. e gov-
ernment says, for instance, certain workers should get higher salaries. e
total amount of government taxes is one million units of the monetary
unit. Yes. But the government wants to spend two millions. e govern-
ment adds to the million units it has taxed away from the citizens a second
million which it has printed especially for this purpose. e result is that
an increased quantity of money is exchanged on the market against a not-
increased quantity of real goods, of consumers goods, and so on. And this
means that prices must necessarily go up. e government has a group of
learned men who try to conceal this very simple relation by using terms
that sometimes mean nothing and sometimes mean precisely the opposite
of what is really going on in the economic system.

To realize what this means we must first ask some questions: What
are the necessary and unavoidable effects of an increase in the quantity of

that inflation through government spending was the solution for any economic downturn.
—BBG





money? What is the effect of government’s spending more than it collects
in taxes or borrows from the people by increasing the quantity of money?
What is the effect on prices when those who receive some of this increased
quantity of money spend it?

We shouldn’t be very strict in judging the governments which increase
the quantity of money because they want to spend more than they collect
from the people. e situation in Parliament, Congress, or the parlia-
mentary body is that there is, on the one hand, a very unpopular tax, very
unpopular, and on the other side there is a very popular expenditure. You
know government expenditures are always popular with those people who
receive the money the government spends. Now this is a fact, you know;
you can’t change it. ere is a very popular expenditure. And elections
are not far away. Now what does the government do in such a situation, a
weak government? Don’t say that if you were in control, you would have
a better government; perhaps you would also be weak if you were in this
situation. e government resorts to inflation, and that means an increase
in the quantity of money. And this is the second monetary problem.





CHAPTER

FIFTEEN

Deficit Financing and Credit Expansion

I assume that you know how the banking system developed and how
the banks could improve the services rendered by gold by transferring as-
sets from one individual to another individual in the books of the banks.
When you study the development of the history of money you will dis-
cover that there were countries in which there were systems in which all
the payments were made by transactions in the books of a bank, or of
several banks. e individuals acquired an account by paying gold into
this bank. ere is a limited quantity of gold so the payments which are
made are limited. And it was possible to transfer gold from the account
of one man to the account of another. But then the governments began
something which I can only describe in general words. e governments
began to issue paper which they wanted to serve the role, perform the ser-
vice, of money. When people bought something they expected to receive
from their bank a certain quantity of gold to pay for it. But the govern-
ment asked: What’s the difference whether the people really get gold or
whether they get a title from the bank that gives them the right to ask for
gold? It will be all the same to them. So the government issued paper
notes, or gave the bank the privilege to issue paper notes, which gave the
receiver the right to ask for gold. is led to an increase in the number of
paper banknotes which gave to the bearer the right to ask for gold.

Not too long ago our government proclaimed a new method for mak-
ing everybody prosperous: a method called “deficit financing.” Now that
is a wonderful word. You know, technical terms have the bad habit of
not being understood by people. e government and the journalists who
were writing for the government told us about this “deficit spending.” It





was wonderful! It was considered something that would improve condi-
tions in the whole country. But if you translate this into more common
language, the language of the uneducated, then you say “printed money.”
e government says this is only due to your lack of education; if you had
an education you wouldn’t say “printed money;” you would call it “deficit
financing” or “deficit spending.” Now what does this mean? Deficits! is
means that the government spends more than it collects in taxes and in
borrowing from the people; it means government spending for all those
purposes for which the government wants to spend. is means inflation,
pushing more money into the market; it doesn’t matter for what purpose.
And that means reducing the purchasing power of each monetary unit.
Instead of collecting the money that the government wanted to spend, the
government fabricated the money. Printing money is the easiest thing.
Every government is clever enough to do it.

If the government wants to pay out more money than before, if it
wants to buy more commodities for some purpose or to raise the salaries
of government employees, no other way is open to it under normal con-
ditions than to collect more taxes and use this increased income to pay,
for instance, for the higher wages of its employees. e fact that people
have to pay higher taxes so that the government may pay higher wages to
its employees means that individual taxpayers are forced to restrict their
expenditures. is restriction of purchases on the part of the taxpayers
counteracts the expansion of purchases by those receiving the money col-
lected by the government. us, this simple contraction of spending on
the part of some, the taxpayers from whom money is taken to give to oth-
ers, does not bring about a general change in prices.

e thing is that the individual cannot do anything that makes the
inflationary machine and mechanism work. is is done by the govern-
ment. e government makes the inflation. And if the government com-
plains about the fact that prices are going up and appoints committees of
learned men to fight against the inflation, we have only to say: “Nobody
other than you, the government brings about inflation, you know.”

On the other hand, if the government does not raise taxes, does not in-
crease its normal revenues, but prints an additional quantity of money and
distributes it to government employees, additional buyers appear on the
market. e number of buyers is increased as a result while the quantity of
goods offered for sale remains the same. Prices necessarily go up, because
there are more people with more money asking for commodities which had
not increased in supply. e government does not speak of the increase





in the quantity of money as “inflation;” it calls the fact that commodity
prices are going up “inflation.” e government then asks who is respon-
sible for this “inflation,” that is for the higher prices? e answer—“bad”
people; they may not know why prices are going up but nevertheless they
are sinning by asking for higher prices.

e best proof that inflation, the increase in the quantity of money,
is very bad is the fact that those who are making the inflation are denying
again and again, with the greatest fervor, that they are responsible. “Infla-
tion?” they ask. “Oh! is is what you are doing because you are asking
higher prices. We don’t know why prices are going up. ere are bad peo-
ple who are making the prices go up. But not the government!” And the
government says: “Higher prices? Look, these people, this corporation,
this bad man, the president of this corporation, . . . ” Even if the govern-
ment blames the unions—I don’t want to talk about the unions—but even
then we have to realize what the unions cannot do is to increase the quan-
tity of money. And, therefore, all the activities of the unions are within
the framework that is built by the government in influencing the quantity
of money.

e situation, the political situation, the discussion of the problem
of inflation, would be very different if the people who are making the
inflation, the government, were openly saying, “Yes, we do it. We are
making the inflation. Unfortunately we have to spend more than people
are prepared to pay in taxes.” But they don’t say this. ey do not even
say openly to everybody, “We have increased the quantity of money. We
are increasing the quantity of money because we are spending more, more
than you are paying us.” And this leads us to a problem which is purely
political.

ose into whose pockets the additional money goes first profit from
the situation, whereas others are compelled to restrict their expenditures.
e government does not acknowledge this; it does not say, “We have in-
creased the quantity of money and, therefore, prices are going up.” e
government starts by saying, “Prices are going up. Why? Because peo-
ple are bad. It is the duty of the government to prevent bad people from
bringing about this upward movement of prices, this inflation. Who can
do this? e government!” en the government says: “We will prevent
profiteering, and all these things. ese people, the profiteers are the ones
who are making inflation; they are asking higher prices.” And the govern-
ment elaborates “guidelines” for those who do not wish to be in wrong
with the government. en, it adds that this is due to “inflationary pres-





sures.” ey have invented many other terms also which I cannot remem-
ber, such silly terms, to describe this situation—“cost-push inflation,” “in-
flationary pressures,” and the like. Nobody knows what an “inflationary
pressure” is; it has never been defined. What is clear is what inflation is.

Inflation is a considerable addition to the quantity of money in circu-
lation. is upward movement of prices due to the inflation, due to the
fact that the system was inflated by additional quantities of money, brings
the prices up. And this system can work for some time, but only if there is
some power that restricts the government’s wish to expand the quantity of
money and is powerful enough to succeed to some extent in this regard.
e evils which the government, its helpers, its committees, and so on, ac-
knowledge are connected with this inflation, but not in the way in which
they are discussed. is shows that the intention of the governments and
of its propagators (propagandizers, promoters) is to conceal the real cause
of what is happening. If we want to have a money that is acceptable on
the market as the medium of exchange, it must be something that cannot
be increased with a profit by anybody, whether government or a citizen.
e worst failures of money, the worst things done to money were not done by
criminals but by governments, which very often ought to be considered, by and
large, as ignoramuses but not as criminals.

Talk of “inflationary pressures” and “guidelines” dates from the s. At that time,
business firms were raising prices and wage rates because the government had expanded
the nation’s quantity of money so much and government officials were trying to persuade
private business firms to keep price and wage increases below .. is was the maximum
considered permissible “under the President’s voluntary guidelines [or “guideposts”] for
non-inflationary wage and price hikes.” And President Johnson threatened a tax increase
if “inflationary pressures” did not cease. See World Almanac, , pp. , . —BBG





CHAPTER

SIXTEEN

Credit Expansion and the Trade Cycle

Now what is credit expansion? Credit expansion is inflation also. e rea-
son for making a distinction between credit expansion and simple inflation
is because of the different effects that an additional quantity of money has
upon entering the economic system by the two different routes. In sim-
ple inflation, the new money enters by spending on the part of govern-
ment. e government spends additional sums created, for instance, for
the purpose of carrying on a war. e effect of this spending is that prices
of the things the government buys go up and consumers start to hoard.
With credit expansion the additional quantities of money enter the eco-
nomic system, not through government spending, but through loans of
newly created credit to businessmen by the banks. So the prices of the
things businesses buy go up. is brings about a “boom” in business. If
this boom is not stopped in time, it develops into a great economic crisis.
is is the trade cycle, the most interesting phenomenon of the capitalistic
system.

e trade cycle is due to the fact that banks expand credit and this
credit expansion brings about an expansion of business. But as the quan-
tities of producers’ goods, capital goods, are not increased, there is an over-
expansion of some businesses, but not a general over-investment, as it is
called by some finance brokers, throughout the whole economy. e sig-
nificant characteristic of the boom is this over-expansion by the artificial
lowering of the interest rate in order to create the credit expansion. is
misleads businessmen into thinking that there is a greater amount of cap-
ital goods available than actually exists, and that certain projects are now
possible which would have been impossible with a higher rate of inter-





est. In fact the only thing that is newly available is an increased amount of
credit created precisely for this purpose. is system, this “boom,” goes on
until finally it breaks down when it becomes apparent that the so-called
“over-investment” is actually mal-investment or over-expansion in some
areas of the economy.

Nevertheless, we have a situation now in which each of the leading
countries of the world wants to expand, to have a lower rate of interest.
People have always been hostile to interest as such, considering it “usury.”
e idea has long prevailed that the interest rate is something that can be
manipulated ad libitum [at will] by government and the banks. e reason
for this attitude is a misunderstanding of the whole modern economic
system. What makes very great problems is the wish of all countries, or let
us say of the inflationists of all countries, to have a lower rate of interest.
What I am concerned with at this time is the effects this tendency on the
part of each country has on market prices, savings and investment.

If the countries have an international currency, or if they have national
currencies which are free from gold, people will be in favor of increasing
the quantity of money. Few people are in favor of decreasing the quantity
of money and falling prices. If a government wants to become popular, it
will try to raise the prices for the benefit of the consumers, for the benefit
of the producers, and especially for the benefit of the unions. ere will,
therefore, be a tendency toward an increase in the quantity of money. An
increase in the quantity of money brings about higher prices. And if there
is a tendency toward higher prices there is also necessarily a tendency for
interest rates to go up. Recently a columnist wrote in a leading weekly that
we have tamed the business cycle. Perhaps you read his column—I read
it just an hour before leaving for this meeting. But really, there is nothing
to tame unless it be the inflationists, those who want to hold interest rates
low and expand credit artificially, those who do not think that conditions,
as determined by the savings of people, are satisfactory.

Interest rates must go up when there is a general tendency for prices
to go up because, if you buy commodities instead of lending money and
hold the commodities, you make an extra profit in such a situation by
the increase in the prices of the commodities you have bought. erefore,
people will prefer not to lend money to anybody if there is not an in-
demnification in the rate of interest which they are receiving for the profit
they could make by buying commodities or stocks themselves and keeping
them for a time until their prices went up. erefore, the state of affairs in
which prices are going up is necessarily a state of affairs in which the rate of





interest will go up also, because under such conditions the rate of interest
must contain an element which I have called the “price premium,” that is
an indemnification for the profit the money lender could earn himself by
buying commodities instead of giving a loan.

Now when the rates of interest are going up, people will say that what
is needed to fight the high rate of interest is to increase the quantity of
money. But the situation is precisely the opposite. e only method to
have lower interest rates is not to have inflation, to remove from the power
of the government the problem of increasing or decreasing the quantity
of money. e government will always be in favor of inflation, because
governments always want to spend more. erefore, there will be general
disagreement about policies.

e beginnings of the inflation are always characterized by the fact
that those who are favored by the inflation are the first to declare that
conditions are very good and that they want the government to continue.
e government wants to be able to say to the voters, to the people, “You
never had such a wonderful time as you are enjoying now.” And such a
wonderful time can very easily be brought about for a very short time
by inflation, you know. Only later do people discover what the results
are. And only later do they discover that this means, at the same time,
the destruction of the savings of all those people who are not themselves
owners of some real property or some enterprise.





CHAPTER

SEVENTEEN

Balance of Payments Doctrine, Purchasing Power
Parity and Foreign Trade

If a government doesn’t know what to do, it wants to “bribe” people by
paying something to them, paying without having collected by taxation
the means required for this payment. And this is what the governments
are doing. is is inflation, you know. Everywhere today you hear the
governments talk about inflation. ey describe inflation as higher prices,
as something that happens—one doesn’t know why. Or, according to an-
other version, they say that it is due to the activities of some people, to the
bad actions of people. e people are responsible. Let us take the most
popular case, the problem of foreign exchange. We have today a situation
in which the various governments in their inflationary measures do not
act in concert. at means, one government goes farther in its inflation-
ary measures than others. And therefore, there are continual changes in
the mutual exchange ratios of the various countries’ governmental money.

What the government that embarks upon inflation does not want to
admit is that the paper money that it has issued is in any way less valuable
than the money which it wants to replace. We have, in fact now all over the
world, inflation. We have also inflation in this country, and tremendous
deficits in the budget that are covered by the issuance of additional new
paper money. And the government maintains that this has nothing to do
with monetary problems.

What we have to realize is that on the market, on all markets with-
out any exception, whether they are domestic markets or whether it is the
world market, there prevails the purchasing power parity principle. is is
a fundamental principle of the market. It means there prevails a tendency





toward the equalization of exchange ratios between the various commodi-
ties and money—between the commodities themselves, between the com-
modities and money, and between the various kinds of money circulating
in the world. is is the interpretation, the correct interpretation of what
is going on in connection between the various commodities.

If there is a deviation from this purchasing power parity, then there
is a way open for businessmen to make profits. And the purpose of all
transactions on the market is to make such occasions to earn profits dis-
appear by buying in one currency and selling in another currency. It is
impossible for a state of affairs to remain in which such differences be-
tween the purchasing powers of the various currencies could prevail. As
far as the governments try to make such exchanges impossible there is an
end of business, an end of buying and selling, but not an equalization of
the prices expressed in the various currencies of the world. erefore, it is
impossible for a country or a government to prevent the devaluation of its
currency, if this currency is being increased, without preserving its parity
against the original money with which the government pretends the parity
still exists. All this means finally that the gold standard alone, the full and
pure gold standard, is free from government interference with prices and
with the value of all those items that are expressed in terms of money.

When our monetary problems are discussed, you never hear the rep-
resentatives of the government or the official economists of all these com-
mittees that are established for this purpose refer to the fact that there is
deficit spending, that there is an increase in the quantity of money. And
if there are some problems to deal with, the lower valuation, the lower
purchasing power, of the government-issued money as against the money
which it was once thought to represent, the gold money, then the gov-
ernments, and also first of all the American government and its advisors,
refer to a doctrine that has been discredited long, long ago—the balance
of payments doctrine. I don’t want to give the history of this doctrine,
nor to demonstrate how it was discredited. I want rather to analyze the
remedy that the government has suggested for healing the monetary evils,
the remedy from the point of view of the balance of payments doctrine.

In the eyes of the government, the evil is the lower valuation of the
government-issued money as against the money which it was once thought
to represent. And this, they say, is due to the fact that there are some very
“bad citizens” in the country who are spending “our money”—I want to
put “our money” in quotation marks. People who are using “our money”
are squandering “our money” in order to buy absolutely bad commodi-





ties abroad—in France champagne and other French wines, for instance.
And the remedy recommended is to make it impossible by acts of legisla-
tion for these people to use “our money”—again in quotation marks—for
the purchase of such useless things as French wines. ey say the reason
why prices expressed in dollars and prices expressed in other currencies are
going up is due to you, the people. e people are responsible, accord-
ing to the governments, because they are drinking imported champagne
and because they are traveling in foreign countries. Why do they speak
about champagne and about traveling in foreign countries? Because, as
the governments consider it, these are luxury things. erefore, what the
government does is simply, “Look at these bad people who are drinking
champagne. ey are responsible for the inflation, for the higher prices;
they are responsible for all evils under the sun.” e way in which the
American government deals with the problem is only one of the ways in
which the government justifies its action. is is “the luxury excuse.”

But there is a second excuse, “the necessities of life” excuse, which
countries give when imports consist predominantly of goods that are con-
sidered, by public opinion, as necessary and indispensable. In such coun-
tries—for instance, in all those European countries that are predominantly
industrial, exporting industrial products, manufactures, in order to import
food and raw materials. ey say: “What is responsible for our unfavor-
able development of foreign exchange rates is the fact that we are poor in-
sofar as we cannot produce on our own territory all the foodstuffs and raw
materials needed and we have to import them. ese other nations, the
‘have’ nations, are exploiting us.” is is the version which, for instance,
was used by Mussolini in order to justify his aggression: “Why must we
go to war against other countries? Because we are forced to import things
which are absolutely necessary for the support of the life and health, and
so on, of our population.”

What the government does not say—when it blames the balance of
payments for the effect of inflation on the purchasing power parity—is
that if people are prevented from spending dollars to import champagne,
they would buy something else. ey would not put the dollars in a pack-
age and send this package to the government so it would have more money
for paying the deficits of its enterprises, the post office, for instance. If in-
stead of buying imported champagne, they are buying other things on the
domestic market, the prices of those things would go up on account of the
fact that there is now a greater demand for them. is will bring about
higher prices for some things which previously were exported. And those





things would become more expensive, less available and would no longer
be exported. If the governments were consistent, or could be consistent in
this regard, they would make all imports impossible and prevent all busi-
ness with foreign countries; they would necessarily restrict exports to the
same extent that they are restricting imports and this would bring about
restriction, the complete end of international trade. And every country
would remain isolated economically.

Now why does this bad balance of payments situation develop only
between national units and not within the national unit? In Europe, there
are several governments, or several nations, the population of which is ei-
ther smaller or not much larger than the population of many American
states. Why don’t you hear the same complaints about the various Ameri-
can states which you hear about the comportment of some people who are
buying champagne and are therefore enriching France and impoverishing
the United States? Because the various American states of the union do not
have an independent monetary policy; there cannot be inflation in Iowa
that is not at the same time and to the same extent also an inflation in the
 other states of the union. And you need not go to the states. When
people say what is bad in the relationship between the United States and
France is that France produces and sells to the United States only goods
which are very frivolous, very bad, immoral goods—books, novels, the-
atrical performances, opera productions and concerts in Paris, and cham-
pagne which is the worst of all things—you could say the same thing also
about, let us say, Brooklyn and Manhattan. Manhattan sells theatrical
performances, conferences, concerts, and so on, in greater numbers to the
people from Brooklyn while these people of Brooklyn are spending money
in Manhattan. Typically, a man in Brooklyn might say: “Why does my
neighbor spend his money to attend the performance of an opera in Man-
hattan? Why does he not spend his money in Brooklyn?” And if you go
step by step farther in the same direction, you arrive at perfect autarky,
self-sufficiency, isolation, economic isolation of every individual family
and perhaps even within the family. Why should not a boy, as opposed
to his brother or sister or his parents, say consequently and consistently
“I want to be autarkic” for the same reasons that one of the countries in
the world wants to be autarkic and prevent the importing of things from
other countries.

Now let us analyze what will be the effect of such a measure—pre-
venting Americans from importing French wine, champagne, or other-
wise. It will certainly bring about an impairment of the business of the





French producers of wine. And the prices which they will have to charge
will have to drop in order to make it possible for them to sell all their
production, their whole production, somewhere else, either in France or
in other countries. ey will have to sell at lower prices than those which
they would have received if the Americans had bought this French prod-
uct. at means that there will be in France now people who are no longer
in a position to maintain the standard of living which they maintained be-
fore. ey will have to restrict their consumption. ey will, for instance,
have to restrict purchases of imported commodities, let us say, of Ameri-
can cars. And in this way they will adjust themselves to the new situation.
is means that when you prohibit the importation of some goods from
foreign countries, you necessarily make, not only American imports de-
crease, but also those American exports which would have been sold in
payment for these imports of French luxury goods. And this does not re-
fer only to France. e connection is a little bit more complicated; other
countries are included; the French do not only restrict their consumption
of American goods, but they restrict also the importation of goods from
other countries. And then these other countries are in the chain of causa-
tion which finally brings about necessarily a drop in American exports also.

If all countries of the world, consistently keeping to this balance of
payments theory, were to proceed in the same way in order to make their
domestic currencies independent of international valuation, i.e., their pur-
chasing power parity, this system would finally bring an end to any kind
of international trade. All imports would be prevented. And the result of
stopping all imports will mean, of course, also the end of export trade. Ev-
ery country will be self-sufficient, autarkic, as the Greek term says. Now
there was such a period in history. Not so long ago there were many
countries in the world that had no commercial relations with other coun-
tries, especially not with far distant countries. And there was once, long,
long ago, a period of history in which there was no foreign trade at all.
And when foreign trade developed it always meant both exporting and
importing.

Foreign trade is not one-sided. It is always necessarily a mutual ex-
change of commodities and services between various countries. is has
nothing to do with the appraisal of the purchasing power of the monetary
unit. It is not the import of French wines that makes the price of do-
mestic commodities go up. e price of these domestic commodities goes
up on account of the fact that the government has increased the quantity
of money and, therefore, as expressed in a very questionable way, “an in-





creased quantity of American paper bills is now chasing a not-increased
quantity of goods available for consumption.” If all imports and exports
were stopped, the various countries would return to autarky; they would
have to forego all the advantages which result from exchange in other
countries.

Now the only thing we can learn from the whole situation is this. e
market, the people buying and selling on the market outside of the gov-
ernment, have developed in the course of centuries a system of money
based on the precious metals, silver and gold. e governments interfered
again and again. Government interference excluded silver from the mone-
tary system which the market had developed, leaving only gold as money.
Yet governments—the individual governments, the various governments,
and now the cooperation of the various governments in the International
Monetary Fund—have not succeeded yet in bringing about the demoli-
tion of this system. Whatever one says about it, one has to realize that
money is a creation of the market, a creation of the people buying, selling,
and producing. It is not something that the government can manipulate
just to make it possible for the government to spend more than the people
are prepared to pay.





CHAPTER

EIGHTEEN

Inter-bank Liquidity; Bank Reserves

Now we have another problem which is usually regarded as an ordinary
monetary matter. Various government committees of professors and rep-
resentatives of various central banks are studying a problem sometimes re-
ferred to as that of inter-bank liquidity, or as the problem of bank reserves.
What exactly is this problem? I think the easiest way to understand this
problem is to refer to the conditions as they existed in world money mar-
kets from the second half of the nineteenth century until the outbreak of
the First World War. At that time the economically leading nations of the
world were all on the gold or gold exchange standard and they were inter-
ested in preserving the gold parity of their domestic national currency. At
the same time they wanted to maintain a low rate of interest in the money
markets of their respective countries and to expand credit, to have credit
expansion, in order to encourage business and bring about a “boom.”

e governments became interested in entering the market and de-
stroying the market because the governments wanted to spend money,
more money than the citizens were prepared to pay. I am not talking
about the United States but about almost all other countries in the world.
It was for the government always a problem to tell the citizens, especially
if they already were paying high taxes: “We want more money.” And for
what purpose? “To pay the deficits of our enterprises. Don’t forget the
problem of the government enterprises.” In the second part of the th
century, there was a great man, one of the most important and most in-
fluential statesmen in the world—the German Prince Bismarck, who fa-
vored nationalization. And Bismarck nationalized the Prussian railroads.
Why? Because this was considered a simple thing. What do these railroad





men do? e trains are running and the money was coming in. e gov-
ernment had said: “What a wonderful thing are the railroads. ey are
making lots of money. It is so easy, of course. Just set the trains running
and everybody will want to go somewhere. Or they will want to ship some
goods on this railroad. erefore, the railroads are a wonderful thing. Let
us nationalize the railroads and we, the government, will get their profits.”
So they nationalized the railroads. Bismarck was not the only one to do
this; he was only the most important man to do it. All other countries,
or most other countries, tried to do the same thing. ey nationalized
the telegraph, the telephone, and so on. en there appeared something
very interesting. After the railroads, that had been making profits, were
nationalized, they began making deficits. And the deficits had to be paid.
e citizens said, “You are nationalizing more and more. You are taxing
more and more. And what is the result? More deficits!”

In this regard, let us say only parenthetically that the United States did
not nationalize the railroads. But the United States pays foreign aid, subsi-
dies, to many countries that have nationalized their railroads. e United
States government collects taxes from the American railroads which, after
all, still have some surpluses and not deficits, like many foreign railroads.

And these surpluses are used by foreign countries to pay the deficits of
their nationalized railroads. Some may say it might have been better to
nationalize the American railroads also and to have deficits than to pay the
deficits of the foreign nationalized enterprises. We do have in this coun-
try one monument to this deficit system—the American Post Office: one
billion dollars almost, or perhaps more—one doesn’t know. But the fact
that the U.S. government Post Office makes deficits serves as a warning to
the U.S. government against nationalizing other industries.

In the second half of the nineteenth century, if an individual coun-
try kept the interest rate lower than it ought to be in order to increase
the quantity of money and spend more, the tendency was for short term
capital to move, within a very short period of time, to a foreign country.
For example, if Germany, so often the evil-doer preceding the First World
War, kept a very low interest rate, short term capital moved out of Ger-
many to other countries where the interest rate was not so low. is meant
people were trying to withdraw gold from Germany in order to transfer it
to England, France or the United States. e Reichsbank, seeing its gold
reserves dwindling and fearing it would not be able to fulfill its obligations
because of its shortage of gold, was forced to go up again with the interest

ese lectures were delivered by Mises in the s. —BBG





rate in order to stop the withdrawal of gold, i.e., its “gold reserves.”
Not all countries inflate, or if they do inflate, they do not inflate to

the same extent. Switzerland is considered a “bad” country because it
does not inflate sufficiently. erefore, there are continual problems with
the flow of money from countries which have more inflation to others
which have not inflated to the same extent. If the various governments and
central banks do not all act in the same way, if some banks or governments
go a little farther than the others, the situation develops that I have just
described; those who expand more are forced to return to the market rate
of interest in order to preserve their solvency through liquidity; they want
to prevent funds from being withdrawn from their country; they do not
want to see their reserves in gold or foreign money dwindling. And one
calls this the “international problem.”

In the nineteenth century one spoke of “the war of the banks.” is
term was not a good one. It would have been more correct to refer to
the useless attempts of central banks, from time to time, to maintain a
lower rate of interest within their own country than actual conditions per-
mitted. Nevertheless, this expression, “the war of the banks,” was most
popular during the first decade of the present [th] century when the
Peace Conference at the Hague was in vogue. One day the Italian Minis-
ter of Finance even suggested a “peace conference” of the central banks in
order to end “the war of the banks.” However, there was neither a “war of
the banks” nor a “peace conference” of the banks.

All countries in the past had only metallic money, no paper money,
and they used the metallic money according to weight—you know the
metallic weight of money still remains in the names of some monetary
units, for instance the “pound sterling.” Money was then valued according
to its content of metal, and governments were not in a position to increase
the quantity of money. But the problem of money connected with a purely
metallic currency is not the problem of our age. e problem we have to
meet today, what we have to face today, is that the governments pretend
that they have the right to increase the quantity of money if they want to
spend more. And the governments that do this, to the extent that they
do, become very angry if somebody says it has adopted an inflationary
policy. ey say inflationary conditions are what businessmen cause by
asking higher prices. But the question is not that the businessmen ask
for higher prices, you know; the question is why did they not ask higher
prices yesterday before the government increased the quantity of money?
If they had asked higher prices yesterday, people would not have paid the





higher prices because they did not have the money, and the businessmen
would have been forced to lower their prices if they wanted to sell their
commodities. All these things have only one cause. And all these things
can be cured in only one way, by not inflating, by not supplying additional
quantities of money, of the medium of exchange.

ere is a proverb that says: “One doesn’t talk about the gallows in the
home of a family, one of whose members was executed.” In this way, one
doesn’t talk about the international problem in terms of inflation. When
one talks about an international monetary problem, one says there is not
enough “liquidity,” not enough “reserves.”

e international monetary system of the nineteenth century, which
ended with the catastrophe of the First World War, was, by and large,
practically re-established after the war was over and again after the Second
World War. e central banks today still want to preserve the stability of
exchange rates. erefore, their attempts to lower interest rates will create
a situation which leads them to fear an external drain, with withdrawal of
funds in order to transfer them to foreign countries. At such times, the
Bank, the so-called monetary authorities, are faced with an alternative:
either to devalue, which they do not want to do, or to go up again with
the rate of interest. But the central banks like neither alternative. ey
complain, saying there is insufficient “liquidity” in international monetary
affairs.

In order to cure this evil, to make more “liquidity,” many experts have
suggested the creation of a new reserve currency. If people in Belgium, let
us say, want to withdraw funds from that country to transfer to Paris, they
need foreign exchange—French francs or the exchange of other countries
belonging to this group of several countries, not some reserve currency.
A reserve currency, of course, might be a very good way out. It would
mean printing more money and forcing people to accept it. And the In-
ternational Monetary Fund did it, you know. It is beside the point that
those who attend International Monetary Fund meetings, who serve on
the committees, join in discussions and write books, announce almost
every week some new project or invent some new method in the hope of
increasing liquidity or adding to the reserves. It is characteristic that many
new names have been invented for such a new reserve currency. You read
in the newspapers these wonderful stories about “paper gold.” Nobody
knows what paper gold is, you know. ere are paper cigarettes, but pa-

In  the IMF created Special Drawing Rights, sometimes called “paper gold,”
intended to supplement existing bank reserves. —BBG





per gold is something which the government promises. It is necessary to
abandon all ideas of an artificial currency and all those silly ideas about
paper gold, gold paper. However, the name is not really important. e
fact is that it is useless and hopeless for one country to try and keep a rate
of interest lower than the international situation permits.

In the nineteenth century the slogan of those excellent British econo-
mists who were titans at criticizing socialistic enthusiasts, was: “ere is
but one method of relieving the conditions of the future generations of
the masses, and that is to accelerate the formation of capital as against the
increase of population.” Since then, there has taken place a tremendous
increase in population, for which the silly term “population explosion”
was invented. However, we are not having a “capital explosion,” only an
“explosion” of wishes and an “explosion” of futile attempts to substitute
something else—fiat money or credit money—for money.

When a member of Mises’ audience once asked him what he thought of “paper gold,”
he responded, “You should ask the alchemists.” —BBG





CHAPTER

NINETEEN

Does the World Need a World Bank and More Money?

As a medium of exchange, the situation of money is different from that of
other commodities. If there is an increase in the quantity of other com-
modities, this always means an improvement of conditions for people. For
instance, if there is more wheat available, some people for whom there was
no wheat available before can now get some, or they can get more than
they would have received under the previous conditions. But with money
the situation is very different.

To point this out, you have only to consider what happens if there
is an increase in the quantity of money. Such an increase is considered
bad because it favors those who get the new money first at the expense of
others; it never happens in such a way as to leave relations among individ-
uals unchanged. Let us take the following situation. Imagine the world
as our world is, you know. Some people own money and also claims on
money, claims to get money from somebody else; they are creditors. en
there are also people who are debtors, who have debts in money. Now
imagine a second world which is precisely the same as the first world ex-
cept for one thing, that wherever there is a quantity of money available,
a cash holding, or a demand for money in the first world, there is in the
second world the double of it. at means that everything is the same
in both worlds, nothing is changed except something in the arithmetic.
Everything in the second world is multiplied by two. en you will say,
“It doesn’t make any difference for me whether I live in the first world or
the second world. Conditions are the same.” However, if changes in the
supply of money were to bring this about, one might think that this also
was only a problem of arithmetic, a problem for accountants; the accoun-





tants would have to use other figures, but it would not change relations
among individuals. It would be absolutely uninteresting, immaterial, for
people whether they were living in a world with larger or smaller figures
to be used for accounting and bookkeeping. But the way money changes
actually occur in our living world does not correspond to this. e way
in which changes in the quantity of money are really brought about in the
world is different for different people for different things; the changes do not
occur in a neutral way; some people gain at the expense of others. at means,
therefore, that if the quantity of money is increased or doubled it affects
different people differently. It means also that an increase in the quantity
of money doesn’t bring any general improvement of conditions. is is
what the French economist Say pointed out very clearly at the beginning
of the th century.

We could deal with this problem from the point of view of the world
market and the World Bank. Assume that there are some people who think
that the best solution for the monetary problem would be a world paper
currency, issued by a world bank or a world institution, a world office,
and so on. And now assume we have such a thing. Many people want to
have it. ey think it would be a wonderful idea. ere would be some-
where, possibly in China, an office for the whole world. And this office
alone would increase the quantity of money. Yes! But who would get this
additional quantity of money? ere is no method of distribution which
would be satisfactory to everybody. Or let us say that the international
bank issuing a world money for all countries wants to increase the quan-
tity of money because, they say, there are now more people born. All right;
give it to them. But then the question is who gets the additional money?
Everybody, every country, would say the same thing: “e quantity we
got is too small for us.” e rich countries will say, “As the per head quota
of money in our country is greater than it is in the poor countries, we
must get a greater part.” e poor country will say, “No, on the contrary.
Because they have already a greater part of money per head quota than we
have, we must get the additional quantity of money.” erefore, all these
discussions of, let us say the Bretton Woods Conference [], were ab-
solutely useless because they did not even approach the situation in which
they could deal with the real problem which, as far as I think, none of the
delegates and none of the home governments that had sent these delegates
even understood. ere will be a tendency toward higher prices in those
countries that are getting this additional quantity and those who receive it
first will be in a position to pay higher prices. So other people will want





more, you know. And the higher prices will withdraw commodities and
services from the other nations which did not get this new money or not
a sufficient quantity of it.

It is very easy to write in a textbook saying that the money should be
increased every year by  or  and so on. Nobody talks of decreasing
the quantity of money; they want only to increase it. People say: “As
economic production—or the population—is increasing, one needs more
and more money, more liquidity.” I want to repeat what I said which is very
important; there is no way of increasing—or of decreasing—the quantity
of money in a neutral way. is is one of the great mistakes that is very
popular. And this will bring about a struggle between all countries, or
groups of countries, for whatever the units of this system will be.

But one doesn’t need more and more money generally. And if one
increases the money, one can never increase the quantity in a neutral way,
in such a way that it does not further the economic conditions of one group
at the expense of other groups. is is, for instance, something that wasn’t
realized in this great error—I don’t find a nice word to describe it—in
starting the International Monetary Fund. Even that dreadful ignoramus
who was called Lord Keynes had not the slightest idea of it. Neither did
the other people. It was not all his fault—why did they permit him to
do this?

It is impossible to have a money that is only government-made, made by
the world government, if it is not once and for all limited in its quantity. And
limiting the quantity of money is not something which those who are sug-
gesting these things want to happen. Such a state of affairs cannot prevail.
In regard to a money, which unlike the gold standard is not increased ex-
cept as it is increased by the given situation of gold mining, increasing its
quantity is not only a quantitative problem; it is, first of all, a problem of
to whom this increase should be given. erefore, all those ideas that one
could bring about a world currency completely produced and operated by
some world institution is simply based upon a complete misunderstand-
ing, ignorance of the problem of the non-neutrality of money, of the fact
that increases or additions to the money cannot be dealt with in a way
which will be acknowledged by all people as a “just” distribution.





CHAPTER

TWENTY

Conclusion

We must realize that money can operate, it can work, only if we have a
system in which the government is prevented from manipulating the value
of the money. We need not ask whether it is better to have a money with
a higher or a lower purchasing power per unit. What we must realize is
that we ought not to have a system of money in which the value of the
monetary unit is in the hands of the government so that the government
can operate, manipulate the money market in the way it wants to.

If the government destroys the monetary system it destroys perhaps
the most important foundation of inter-human economic cooperation.
What we have to avoid is permitting the government to increase the quan-
tity of money as it wants. You will ask why do I not say we should keep
the government from decreasing it. Of course, they shouldn’t decrease the
money supply either. But there is no danger that this will be done. e
government will not want to do that because that would be expensive; it
would have to tax, collect money from the people, and then not spend it,
but destroy it. What is necessary is to prevent government from destroy-
ing the monetary system by inflating. erefore the quantity of money
shouldn’t be manipulated by the government, according to the wishes of
those people who want to enjoy a few minutes, a few hours, a few days, or
a few weeks of good life from increased government spending, for a very
long disastrous state of affairs.

e fundamental issue of money is that it must be something that can-
not be increased by anybody ad libitum. e fight by governments against
money had begun already long before the invention of the printing press
by Gutenberg. But at that time the method was different. e method





was by coin clipping, currency debasement, mixing into the silver coins a
cheaper metal such as copper. Inflation is much easier now with the print-
ing press. It doesn’t make any difference for the government in its cost of
production whether it produces a one dollar bill or a thousand dollar bill.
e paper and quantities of other materials are precisely the same.

Briefly, we have to say that if a government collects all that it spends
by taxing the people, and if the constitutional conditions are such that the
taxpayers themselves must give the government the right to collect taxes
and the government is prevented from taxing, from levying any taxes that
are not legally based upon the consent of the people, then we could hope
that conditions would develop in such a way that later generations would
enjoy a more, let us say, civilized and comfortable life than their ancestors
did and that conditions would improve considerably. We could then say
the conditions were better because many evils for which older generations
had no remedy were no longer such evils. We could then really speak
about progress. But if we have inflation, progressing inflation, then we
are continually working against the vital interests of the majority of the
population.

We are very proud to acknowledge the progress of technology and
especially of medical technology in the course of the last centuries which
has made conditions much more tolerable for a great part of the population
so that today people are no longer hurt by deficiencies and problems which
were really very bad dangers for the life and health of people , , 
years ago. However by inflating we are creating a situation which will
discourage the saving and investment that made technological progress
possible. At the same time by inflating, people who are getting older are
continually being punished by loss of the purchasing power of the reserves
they have accumulated for their own old age and for family circumstances
as they will develop in the course of time. We have to realize also that
such an inflation is the necessary result of the financial policies adopted
by most of the governments of the world today.

What we may say has been said again and again. eoretically also
it would be possible to have a paper currency created by the government
without inflation. Perhaps! But we must realize that it is not to blame the
statesmen and the members of parliamentary bodies that have to deter-
mine these things when we say they are not angels. If they were angels,
one could trust that they would never make any mistakes. But for com-
mon men there remains—and this is the great problem—the dilemma to
which I have referred before: the dilemma between a very unpopular tax and





a very popular expenditure on the eve of an election campaign!
While people are talking about many things as bad and making sug-

gestions concerning the improvement of many conditions, they do not re-
alize that there is one factor which brings about, not only an impairment
of economic conditions for the greater part of the population, but also
destroys the political scene by continually creating new causes of unrest.
at is inflation. But it is clear that the governments who are responsible
for the inflation always want to blame other people, to find that the actions
of other people, not their own actions, brought about the inflation.

We must say that what creates the inflation is the famous “remedy”
for the government’s problems, the “remedy” which people believed was
discovered some few years ago, but which was really discovered by the
Roman emperors—deficit spending. Deficit spending made it possible
for the government to spend more money than it had and that it collected
from the people. As everybody knows, deficit spending, that is spending
more than one’s income, is very bad for the individual. e great error is
that people believe that what is bad for the individual is not necessarily
also bad for all the individuals together. is is the great mistake. And if
this mistake is not eliminated very soon, all our technological and scientific
improvements will not prevent us from a tremendous financial catastrophe
that will destroy practically all that civilization has created in the last several
hundred years.

What we have to deal with today is the fact that with a strict gold
standard and gold exchange standard, we can arrange conditions in a way
in which this metal gold can be used as a medium of exchange. What if you
or somebody asked, what would you have suggested if there had not been
any gold and any silver in the world? What would you have suggested?
ere is a very simple answer to this. e answer is that gold and silver are
not necessarily the only media that can perform the function of a monetary
system if people realize that the quantity of money must be strictly limited by
some method. We have now no such other method.

As we see the situation today, even the most powerful, most moral,
I would say, the most intellectual governments of the world—even if I
were to ascribe all these attributes to the American government—are not
prepared to resist inflation, to go away from increasing the quantity of
money.
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foreword to the liberty fund edition

Ludwig von Mises’s early interest was in history. Because the School
of Law at the University of Vienna offered the opportunity to study
history, he enrolled in that School, graduated with “highest honors”
in 1902, and received in 1906 a doctorate in both Canon and Roman
Laws. His early writings were on economic history. He wrote about
workers’ pensions, Austria’s factory legislation, monetary and banking
policy, foreign exchange policy, etc. As he wrote in his Notes and
Recollections, published after his death (1978): “The historical method
was [then] believed to be the only scientific method for the sciences
of human action.” However, as Mises saw it, the science of economics
was an entirely different discipline from history and called for a very
different methodology.

By 1930, Mises had written books on various aspects of economics—
monetary theory, interventionism, socialism, liberalism, and cyclical
policy. But he considered it important also to discuss the theory of
economics, i.e., its methodology. He felt it should be explained how
our understanding of economic operations comes about. So he col-
lected several of his lectures and papers on the theory of knowledge,
i.e., epistemology, wrote a new introductory paper on “The Task and
Scope of the Science of Human Action,” and published this volume,
Epistemological Problems of Economics (German original, Grundprob-
leme der Nationalökonomie, 1933).

The “epistemological problem,” as he saw it, was the prevailing opin-
ion that the historical method was the only way to study economics.
His purpose in compiling Epistemological Problems of Economics was
to explain the epistemology of the sciences of human action, or eco-
nomics. Economics was not history; it was a science of reason and
logic. It concerned the actions of individuals cooperating, competing,



xii � foreword

and exchanging with one another. And it explained how the market,
trade, money, prices, and other economic factors developed and brought
about today’s modern, complex market economy. “[E]conomics pro-
vides us with universally valid knowledge” (p. 6). “Our science . . .
considers only the essential. Its goal is the comprehension of the uni-
versal, and its procedure is formal and axiomatic. It views action and
the conditions under which action takes place . . . as formal construc-
tions that enable us to grasp the patterns of human action in their
purity” (p. 12).

The future is separated from the past by the present, an infinitesimal
instant between the past and the future. No one can know or predict
the future. But it is possible to make some predictions, qualitative, not
quantitative, in the field of economics on the basis of the principles
and laws derived from the regularity in the sequence and concatena-
tion of economic (market) phenomena. “When men realized that the
phenomena of the market conform to laws, they began to develop
catallactics, the theory of the market and the theory of exchange, which
constitutes the heart of economics. After the theory of the division of
labor was elaborated, Ricardo’s law of association enabled men to grasp
its nature and significance, and thereby the nature and significance of
the formation of society. . . . The discoveries made by Hume, Smith,
Ricardo, Bentham, and many others may be regarded as constituting
the historical beginning and foundation of a truly scientific knowledge
of society” (p. 4).

This volume represents Mises’s early attempt to describe the science
of human action. He later expanded this explanation in his German-
language Nationalökonomie (1940) and still later and in greater detail
in English as Human Action (1949). But the germs of the theory of
human action are contained herewith. Here he points out that the
science of economics “is a priori, not empirical. Like logic and math-
ematics, it is not derived from experience; it is prior to experience. It
is, as it were, the logic of action and deed” (p. 12). “As thinking and
acting men, we grasp the concept of action. In grasping this concept
we simultaneously grasp the closely correlated concepts of value, wealth,
exchange, price, and cost. They are all necessarily implied in the con-
cept of action, and together with them the concepts of valuing, scale
of value and importance, scarcity and abundance, advantage and dis-
advantage, success, profit, and loss” (p. 21).
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This book’s main contribution is in explaining that economics is
“the science of human action that strives for universally valid knowl-
edge.” The science of human action is economic theory; it is not a
history of economic phenomena.

Bettina Bien Greaves
April 2012





preface to the english-language edition

The popular epistemological doctrines of our age do not admit that a
fundamental difference prevails between the realm of events that the
natural sciences investigate and the domain of human action that is
the subject matter of economics and history. People nurture some con-
fused ideas about a “unified science” that would have to study the
behavior of human beings according to the methods Newtonian phys-
ics resorts to in the study of mass and motion. On the basis of this
allegedly “positive” approach to the problems of mankind, they plan
to develop “social engineering,” a new technique that would enable
the “economic tsar” of the planned society of the future to deal with
living men in the way technology enables the engineer to deal with
inanimate materials.

These doctrines misrepresent entirely every aspect of the sciences
of human action.

As far as man can see, there prevails a regularity in the succession
and concatenation of natural phenomena. Experience, especially that
of experiments performed in the laboratory, makes it possible for man
to discern some of the “laws” of this regularity in many fields even with
approximate quantitative accuracy. These experimentally established
facts are the material that the natural sciences employ in building their
theories. A theory is rejected if it contradicts the facts of experience.
The natural sciences do not know anything about design and final
causes.

Human action invariably aims at the attainment of ends chosen.
Acting man is intent upon diverting the course of affairs by purposeful
conduct from the lines it would take if he were not to interfere. He
wants to substitute a state of affairs that suits him better for one that
suits him less. He chooses ends and means. These choices are directed
by ideas.



xvi � preface

The objects of the natural sciences react to stimuli according to
regular patterns. No such regularity, as far as man can see, determines
the reaction of man to various stimuli. Ideas are frequently, but not
always, the reaction of an individual to a stimulation provided by his
natural environment. But even such reactions are not uniform. Dif-
ferent individuals, and the same individual at various periods of his
life, react to the same stimulus in a different way.

As there is no discernible regularity in the emergence and concat-
enation of ideas and judgments of value, and therefore also not in the
succession and concatenation of human acts, the role that experience
plays in the study of human action is radically different from that which
it plays in the natural sciences. Experience of human action is history.
Historical experience does not provide facts that could render in the
construction of a theoretical science services that could be compared
to those which laboratory experiments and observation render to phys-
ics. Historical events are always the joint effect of the cooperation of
various factors and chains of causation. In matters of human action no
experiments can be performed. History needs to be interpreted by theo-
retical insight gained previously from other sources.

This is valid also for the field of economic action. The specific
experience with which economics and economic statistics are con-
cerned always refers to the past. It is history, and as such does not
provide knowledge about a regularity that will manifest itself also in
the future. What acting man wants to know is theory, that is, cognition
of the regularity in the necessary succession and concatenation of what
is commonly called economic events. He wants to know the “laws” of
economics in order to choose means that are fit to attain the ends
sought.

Such a science of human action cannot be elaborated either by
recourse to the methods praised—but never practically resorted to—
by the doctrines of logical positivism, historicism, institutionalism,
Marxism and Fabianism or by economic history, econometrics and
statistics. All that these methods of procedure can establish is history,
that is, the description of complex phenomena that happened at a
definite place on our globe at a definite date as the consequence of
the combined operation of a multitude of factors. From such cognition
it is impossible to derive knowledge that could tell us something about
the effects to be expected in the future from the application of definite
measures and policies, e.g., inflation, price ceilings, or tariffs. But it is
precisely this that people want to learn from the study of economics.
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It is the aim of the essays collected in this volume to explode the
errors implied in the negativistic doctrines rejecting economic theory
and thereby to clear the way for the systematic analysis of the phenom-
ena of human action and especially also of those commonly called
economic. They represent, as it were, the necessary preliminary study
for the thorough scrutiny of the problems involved such as I tried to
provide in my book, Human Action, a Treatise of Economics.*

* * *
Some of the authors whose statements I analyzed and criticized in
these essays are little known to the American public. But the ideas
which they developed and which I tried to refute are not different from
the doctrines that were taught by many other authors, either American
or foreign, whose books were written in English or are available in
English-language translations and are amply read in this country. Such
is, for instance, the case with the doctrines of the late professor of the
University of Berlin, Alfred Vierkandt. In order to pass over in silence
the fact that men, guided by ideas and resorting to judgments of value,
choose between different ends and between different means for the
attainment of the ends chosen, Vierkandt tried to reduce the actions
and achievements of men to the operation of instincts. What man
brings about is, he assumed, the product of an instinct with which he
has been endowed for this special purpose. Now this opinion does not
differ essentially from that of Frederick Engels as especially expressed
in his most popular book, the Anti-Dühring,† nor from that of William
McDougall and his numerous American followers.

In examining the tenets of Mr. Gunnar Myrdal I referred to the
German-language edition of his book, Das Politische Element in der
Nationalökonomischen Doktrinbildung, published in 1932. Twenty-one
years later this German-language edition served as the basis for the
English translation by Mr. Paul Streeten.‡

In his “Preface to the English Edition” Mr. Myrdal declares that
this edition is “apart from a few cuts and minor editorial rearrange-
ments” an “unrevised translation of the original version.” He does not
mention that my criticism of his analysis of the ends that wage-earners
want to attain by unionism induced him to change essentially the

* Yale University Press, 1949.
† See my book Theory and History (Yale University Press, 1957), pages 194 f.
‡ The Political Element in the Development of Economic Theory (Routledge & Kegan Paul Ltd.,
London, 1953). [See below, p. 53 n. 14—Ed.]
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wording of the passage concerned. In perusing my criticism, the reader
is asked to remember that it refers to the literally quoted passage from
pages 299 f. of the German edition and not to the purged text on page
200 of the English edition.

A further observation concerning the terminology used is needed.
When, in 1929, I first published the second essay of this collection, I
still believed that it was unnecessary to introduce a new term to signify
the general theoretical science of human action as distinguished from
the historical studies dealing with human action performed in the past.
I thought that it would be possible to employ for this purpose the term
sociology, which in the opinion of some authors was designed to signify
such a general theoretical science. Only later did I realize that this was
not expedient and adopted the term praxeology.1

* * *
Mr. George Reisman translated from the text published in 1933 un-
der the title Grundprobleme der Nationalökonomie and the subtitle
Untersuchungen über Verfahren, Aufgaben und Inhalt der Wirtschafts-
und Gesellschaftslehre. The translation was prepared for publication
by Mr. Arthur Goddard. The translator and the editor carried on their
work independently. I myself did not supply any suggestions concern-
ing the translation nor any deviations from the original German text.

It remains for me to extend my heartiest thanks both to Mr. Reisman
and to Mr. Goddard. I am especially grateful to the directors and staff
members of the foundation2 that is publishing this series of studies.

Ludwig von Mises

1. [Praxeology is the term used in the latter part (Chapters 5–8) in this edition.—Ed.]
2. [That is, the William Volker Fund.—Ed.]
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Misunderstandings about the nature and significance of economics are
not due exclusively to antipathies arising from political bias against the
results of inquiry and the conclusions to be necessarily drawn from
them. Epistemology, which for a long time was concerned solely with
mathematics and physics, and only later began to turn its attention to
biology and history as well, is presented with apparently insuperable
difficulties by the logical and methodological singularity of economic
theory. These difficulties stem for the most part from an astonishing
unfamiliarity with the fundamental elements of economics itself. When
a thinker of Bergson’s caliber, whose encyclopedic mastery of modern
science is virtually unparalleled, expresses views that show he is a stran-
ger to a basic concept of economics,1 one can well imagine what the
present situation is with regard to the dissemination of knowledge of
that science.

Under the influence of Mill’s empiricism and psychologism, logic
was not prepared for the treatment of the problems that economics
presents to it. Moreover, every attempt at a satisfactory solution was
frustrated by the inadequacy of the objective theory of value then pre-
vailing in economics. Nevertheless, it is precisely to this epoch that we
owe the most valuable contributions to the elucidation of the problems
of the scientific theory of economics. For the successful treatment of
these questions, Senior, John Stuart Mill, and Cairnes satisfied in the
highest degree the most important prerequisite: they themselves were
economists. From their discussions, which are set in the framework of

1. Bergson on exchange: et l’on ne peut le pratiquer sans s’être demandé si les deux objects échangés
sont bien de même valeur, c’est-à-dire échangeables contre un même troisieme. (Bergson, Les deux
sources de la morale et de la religion (Paris, 1932), p. 68.) [One cannot practice it (exchange)
without having asked oneself whether the two objects exchanged are goods of the same value,
that is to say (goods) exchangeable for a third (good) with the very same value.—Ed.]
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the psychologistic logic prevailing at that time, emerged ideas that
required only fecundation by a more perfect theory of the laws of
thought to lead to entirely different results.

The inadequacy of empiricist logic hampered the endeavors of Carl
Menger still more seriously than those of the English thinkers. His
brilliant Untersuchungen über die Methode der Sozialwissenschaften2

is even less satisfactory today than, for example, Cairnes’ book on meth-
odology. This is perhaps due to the fact that Menger wanted to proceed
more radically and that, working some decades later, he was in a po-
sition to see difficulties that his predecessors had passed over.

Elucidation of the fundamental logical problems of economics did
not make the progress that might have been expected from these splen-
did beginnings. The writings of the adherents of the Historical and the
Kathedersozialist Schools in Germany and England and of the Amer-
ican Institutionalists confused, rather than advanced, our knowledge
of these matters.3

It is to the investigations of Windelband, Rickert, and Max Weber
that we owe the clarification of the logical problems of the historical
sciences. To be sure, the very possibility of a universally valid science

2. [German publication, 1883; English translation, Problems of Economics and Sociology (Urbana,
Ill.: University of Illinois Press, 1963).—Ed.]
3. Not until this book was already at the printer’s did the volume devoted to Werner Sombart,
presented in honor of his seventieth birthday by Schmollers Jarbuch (56th Yearbook, Volume 6)
come into my hands. The first part is devoted to the treatment of the problem of “Theory and
History.” In discussing questions of logic and methodology, the articles in this volume make use
of the traditional arguments of historicism and empiricism and pass over in silence the arguments
against the view of the Historical School. This is true also of the most important contribution,
that of Spiethoff (“Die Allgemeine Volkswirtschaftslehre als geschichtliche Theorie”), which is
a brilliant presentation of the methodology of the school. Like the other contributors, Spiethoff
comes to grips only with the ideas of the adherents of the Historical School; he does not even
seem to be acquainted with Robbin’s important work. Spiethoff says: “The theory of the capitalist
market economy starts from the idea that individuals are guided by selfish motives. We know
that charity is practiced as well, and that still other motives are operative, but we regard this as
so insignificant in the aggregate as to be unessential . . .” (p. 900). This shows that Spiethoff’s
conception of the theory is far indeed from what modern subjectivist economics teaches. He still
views the status controversiae as it presented itself in the eighties and nineties of the nineteenth
century. He fails to see that from the point of view of economics, what is significant is not the
economy, but the economic action of men. The universally valid aprioristic theory is not, as he
thinks, an “unreal construction,” though it is certainly a conceptual construction. There can be
no theory other than an aprioristic and universally valid theory (i.e., a theory claiming validity
independent of place, time, nationality, race, and the like), because human reasoning is unable
to derive theoretical propositions from historical experience. All this escapes him entirely. In the
investigations of this book the views of Spiethoff and the Historical School are critically examined
in detail and rejected.
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of human action escaped these thinkers. Living and working in the
age of the Historical School, they failed to see that sociology and eco-
nomics can be and, indeed, are universally valid sciences of human
action. But this shortcoming on their part does not vitiate what they
accomplished for the logic of the historical sciences. They were im-
pelled to consider these problems by the positivist demand that the
traditional historical disciplines—the moral sciences—be repudiated
as unscientific and replaced by a science of historical laws. They not
only demonstrated the absurdity of this view, but they brought into
relief the distinctive logical character of the historical sciences in con-
nection with the doctrine of “understanding,” to the development of
which theologians, philologists, and historians had contributed.

No notice was taken—perhaps deliberately—of the fact that the the-
ory of Windelband and Rickert also involves an implicit repudiation
of all endeavors to produce an “historical theory” for the political sci-
ences. In their eyes the historical sciences and the nomothetic4 sciences
are logically distinct. A “universal economics,” that is, an empirical
theory of economic history that could be derived, as Schmoller thought,
from historical data, must appear just as absurd, in their view, as the
effort to establish laws of historical development, such as Kurt Breysig,
for example, attempted to discover.

In Max Weber’s view also, economics and sociology completely
merge into history. Like the latter, they are moral or cultural sciences
and make use of the same logical method. Their most important con-
ceptual tool is the ideal type, which possesses the same logical structure
in history and in what Max Weber regarded as economics and sociol-
ogy. But bestowing on ideal types names like “economic style,” “eco-
nomic system,” or “economic stage” in no way changes their logical
status. They still remain the conceptual instrument of historical, and
not of theoretical, investigation. The delineation of the characteristic
features of a historical period and the understanding of its significance,
which ideal types make possible, are indisputably tasks of the historical
sciences. The very expression “economic style” is an imitation of the
jargon and conceptual apparatus of art history. Thus far, however, no
one has thought of calling art history a theoretical science because it
classifies the historical data with which it deals into types or “styles” of
art.

4. [Nomothetic, Gesetzeswissenschaft in German, means “science of laws.”—Ed.]
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Moreover, these distinctions among art styles are based on a system-
atic classification of works of art undertaken in accordance with the
methods of the natural sciences. The method that leads to the differ-
entiation of art styles is not the specific understanding of the moral
sciences, but the systematic division of objects of art into classes. Un-
derstanding makes reference only to the results of this work of system-
atizing and schematizing. In the distinctions among economic styles
these conditions are lacking. The result of economic activity is always
want-satisfaction, which can be judged only subjectively. An economic
style does not make its appearance in the form of artifacts that could
be classified in the same way as works of art. Economic styles cannot
be distinguished, for example, according to the characteristics of the
goods produced in the various periods of economic history, as the
Gothic style and the Renaissance style are differentiated according to
the characteristics of their architecture. Attempts to differentiate eco-
nomic styles according to economic attitude, economic spirit, and the
like, do violence to the facts. They are based not on objectively distin-
guishable, and therefore rationally incontrovertible, characteristics, but
on understanding, which is inseparable from subjective judgment of
qualities.

Furthermore, everyone would find it completely absurd if an art
historian were to presume to derive laws of style for the art of the
present and the future from the relationships discovered among the
styles of the past. Yet this is precisely what the adherents of the His-
torical School presume to do with the economic laws that they purport
to discover from the study of history. Even if one were to grant that it
is possible to empirically derive laws of economic action applicable
within temporal, national, or otherwise delimited historical periods,
from the data of economic history, it would still be impermissible to
call these laws economics and to treat them as such. No matter how
much views about the character and content of economics may differ,
there is one point about which unanimity prevails: economics is a
theory capable of making assertions about future economic action,
about the economic conditions of tomorrow and the day after tomor-
row. The concept of theory, in contradistinction to the concept of
history, is, and always and universally has been, understood as involving
a regularity valid for the future as well as the past.

If the adherents of the Historical School were, in accordance with
the logic and epistemology of their program, to confine themselves to
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speaking only of the economic conditions of the past, and if they were
to decline to consider any questions touching on the economic con-
ditions of the future, they could at least spare themselves the reproach
of inconsistency. However, they maintain that what they write about
and deal with is economics. Moreover, they engage in discussions of
economic policy from the standpoint of scientific theory, as if their
science, as they themselves conceive it, were in a position to make
predictions about the economic conditions of the future.

We are not concerned here with the problems dealt with in the
debate over the permissibility of value judgments in science. What is
at issue is rather the question whether an adherent of the Historical
School has not debarred himself from participating in the discussion
of purely scientific problems, apart from all questions concerning the
desirability of the ultimate ends being aimed at: whether, for example,
he may make predictions about the future effects of a proposed change
in currency legislation. Art historians speak of the art and the styles of
the past. If they were to undertake to speak of the paintings of the
future, no painter would pay any attention to what they said. Yet the
economists of the Historical School talk more about the future than
about the past. (As far as the historian is concerned, there are funda-
mentally only the past and the future. The present is but a fleeting
instant between the two.) They speak of the effects of free trade and
protection and of the consequences of the formation of cartels. They
tell us that we must expect a planned economy, autarky, and the like.
Has an art historian ever presumed to tell us what art styles the future
holds in store for us?

The consistent adherent of the Historical School would have to
confine himself to saying: There are, to be sure, a small number of
generalizations that apply to all economic conditions.5 But they are so
few and insignificant that it is not worth while to dwell on them. The
only worthy objects of consideration are the characteristics of changing
economic styles that can be ascertained from economic history, and
the historical theories relevant to these styles. Science is able to make
statements about such matters. But it should be silent about economic
conditions in general, and therefore about the economic conditions of
tomorrow. For there cannot be an “historical theory” of future eco-
nomic conditions.

5. Consistent historicism, however, would not even have to grant this much.
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If one classifies economics as one of the moral sciences that make
use of the method of historical “understanding,” then one must also
adopt the procedure of these sciences. One may, accordingly, write a
history of the German economy, or of all economies thus far, in the
same way as one writes a history of German literature or of world
literature; but one may certainly not write a “universal economics.”
Yet even this would be possible, from the point of view of the Historical
School, if one were to contrast “universal economics,” understood as
universal economic history, to an alleged “special economics” that
would deal with individual branches of production. However, the
standpoint of the Historical School does not permit economics to be
differentiated from economic history.

The purpose of this book is to establish the logical legitimacy of the
science that has for its object the universally valid laws of human ac-
tion, i.e., laws that claim validity without respect to the place, time,
race, nationality, or class of the actor. The aim of these investigations
is not to draw up the program of a new science, but to show what the
science with which we are already acquainted has in view. The area
of thought encompassed here is one to which Windelband, Rickert,
and Max Weber were strangers. However, if they had been familiar
with it, they would certainly not have disputed its logical legitimacy.
What is denied is the possibility of deriving a posteriori from historical
experience empirical laws of history in general, or of economic history
in particular, or “laws” of “economic action” within a definite historical
period.

Consequently, it would be completely amiss to want to read into the
results of these investigations a condemnation of theories which assign
to the moral or cultural sciences that make use of the historical method
the cognition of the historical, the unique, the nonrepeatable, the in-
dividual, and the irrational, and which consider historical understand-
ing as the distinctive method of these sciences and the construction of
ideal types as their most important conceptual instrument. The method
employed by the moral and cultural sciences is not in question here.
On the contrary, my criticism is leveled only against the impermissible
confusion of methods and the conceptual vagueness involved in the
assumption—which abandons the insights that we owe to the inquiries
of Windelband, Rickert, and Max Weber—that it is possible to derive
“theoretical” knowledge from historical experience. What is under at-
tack here is the doctrine that would have us believe, on the one hand,
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that historical data can be approached without any theory of action,
and, on the other hand, that an empirical theory of action can be
derived by induction from the data of history.

Every type of descriptive economics and economic statistics falls
under the heading of historical research. They too apprise us only of
the past, albeit the most recent past. From the point of view of empir-
ical science, the present immediately becomes past. The cognitive
value of such inquiries does not consist in the possibility of deriving
from them teachings that could be formulated as theoretical proposi-
tions. Whoever fails to realize this is unable to grasp the meaning and
logical character of historical research.

One would also completely misunderstand the intention of the fol-
lowing investigations if one were to regard them as an intrusion into
the alleged conflict between history and empirical science, on the one
hand, and pure and abstract theory, on the other. All theory is neces-
sarily pure and abstract. Both theory and history are equally legitimate,
and both are equally indispensable. The logical contrast between them
is in no sense an opposition. The goal of my analysis is, rather, to
distinguish aprioristic theory from history and empirical science and
to demonstrate the absurdity of the endeavors of the Historical and the
Institutionalist Schools to reconcile the logically incompatible. Such
endeavors are inconsistent with the aims of historical research precisely
because they seek to draw from the past practical applications for the
present and the future, even if only to the extent of denying that the
propositions of the universally valid theory are applicable to the present
and the future.

The virtue of historical inquiry does not lie in the derivation of laws.
Its cognitive value is not to be sought in the possibility of its providing
direct practical applications for our action. It deals only with the past;
it can never turn toward the future. History makes one wise, but not
competent to solve concrete problems. The pseudo-historical disci-
pline that today calls itself sociology is essentially an interpretation of
historical events and a proclamation of allegedly inevitable future de-
velopments in the sense of the absurd Marxian metaphysics of progress.
This metaphysics seeks to secure itself against the strictures of scientific
sociology on the one hand and of historical investigation on the other
by its pretension to view things “sociologically,” and not economically,
historically, or in some other way that would be exposed to “non-
sociological” criticism. The proponents of the pseudo-historical disci-
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pline that calls itself “the economic aspects of the sciences of the state”
and the adherents of the Institutionalist School protect themselves
from the economists’ critique of their interventionist program by citing
the relativity of all the economic knowledge that they purport to have
acquired through the presuppositionless treatment of economic his-
tory. Both seek to substitute the irrational for logic and discursive
reasoning.

In order to examine the legitimacy of all these objections, it seemed
to me imperative not only to demonstrate positively the logical char-
acter of the propositions of economics and sociology, but also to eval-
uate critically the teachings of a few representatives of historicism,
empiricism, and irrationalism. This, of necessity, determined the out-
ward form of my work. It is divided into a number of independent
essays which, with the exception of the first and most comprehensive,
were published previously.6 From the outset, however, they were con-
ceived and planned as parts of a whole, and they have been given
further unity by means of various revisions, especially in the case of
the second investigation. Furthermore, I considered it essential to re-
formulate, in this context, several basic ideas of economic theory in
order to free them of the inconsistencies and confusions that had gen-
erally attached to them in previous presentations. I thought it pertinent
also to expose the psychological factors that nourish the opposition to
the acceptance of economic theory. And finally, I was convinced of
the necessity of showing, by way of example, what relation does subsist
between historical and economic conditions and what problems would
certainly have to be taken into consideration by a school that sought,
in turning to history, not a pretext for rejecting theoretical results that
are unacceptable to it for political reasons, but a means of furthering
knowledge. A certain amount of repetition has been inevitable in my
treatment of these topics, since the arguments against the possibility
of a universally valid economic theory, although stated in various
forms, are, in the last analysis, all rooted in the same errors.

In principle the universal validity of the propositions of economics
is no longer disputed even by the adherents of the Historical School.
They have had to abandon this maxim of historicism. They confine
themselves to restricting to a very narrow range the phenomena that

6. I am indebted to the publishing house of Duncker and Humblot for permission to print the
essays published in the 183rd volume of the publications of the Verein für Sozialpolitik.
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such propositions could explain. And they consider these propositions
so self-evident and commonplace that they regard it as unnecessary for
any science to deal with them. On the other hand, this school main-
tains—and in this lies its empiricism—that economic laws applicable
to particular historical periods can be derived from the data of eco-
nomic history. Yet whatever the proponents of historicism exhibit in
the way of such laws proves, on closer examination, to be the charac-
terization of particular periods of history and their economic usages
and to require, therefore, the specific understanding of the past. Thus
far they have not succeeded in establishing a single thesis that would
have the same logical status as the propositions of the universally valid
theory. According to the Historical School, the laws of the universally
valid theory are applicable only to the capitalism of the liberal era.
Nevertheless, these laws enable us to grasp conceptually, under a single
principle, the process by which the value of money changed in ancient
Athens and in the “early capitalism” of the sixteenth century. A prop-
osition essentially different from the laws of the universally valid theory
that would also enable us to do this has yet to be adduced.

Accordingly, one is at a loss to understand why the adherents of the
Historical School carefully avoid coming to grips directly with the
teachings of the universally valid theory, why they persistently decline
to undertake any general treatment of it,7 and why they still stubbornly
cling to such inappropriate designations as economics and economic
theory for their historical arguments. The explanation can be found
only when it is observed that political, and not scientific, considerations
are decisive here: one combats economics because one knows no other
way to protect an untenable political program against unfavorable criti-
cism that employs the findings of science. The Historical School in
Europe and the Institutionalist School in America are the harbingers
of the ruinous economic policy that has brought the world to its present
condition and will undoubtedly destroy modern culture if it continues
to prevail.

These political considerations are not treated in this book, which
concerns itself with the problems in their fundamental significance,
quite apart from all politics. Perhaps, however, in an age that turns its
back upon everything that does not, at first glance, appear to be im-

7. The fact that Sombart calls Gossen “the brilliant idiot” can hardly be regarded as a sufficient
critique. Cf. Sombart, Die drei Nationalokonömien (Munich, 1930), p. 4.
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mediately useful, it is not out of place to point out that abstract prob-
lems of logic and methodology have a close bearing on the life of every
individual and on the fate of our entire culture. And it may be no less
important to call attention to the fact that no problem of economics
or sociology, even if it appears quite simple to superficial consideration,
can be fully mastered without reverting to the logical foundations of
the science of human action.

Ludwig von Mises
Vienna, January, 1933
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chapter 1

The Task and Scope of the Science of
Human Action

i. The Nature and Development of the Social Sciences

1. origin in the historical and normative

sciences

It is in accounts of history that we find the earliest beginnings of knowl-
edge in the sciences of human action. An epistemology that is today
rejected required of the historian that he approach his subject matter
without theory and simply depict the past as it was. He has to describe
and portray past reality, and, it was said, he will best succeed in doing
this if he views events and the sources of information about them with
the least possible amount of prejudice and presupposition.

Not until very late was it realized that the historian cannot duplicate
or reproduce the past; on the contrary, he interprets and recasts it, and
this requires that he make use of some ideas that he must have already
had before setting about his work.1 Even if, in the course of his work,
the treatment of his material leads him to new ideas, concepts are
always logically prior to the understanding of the individual, the unique,
and the non-repeatable. It is impossible to speak of war and peace
unless one has a definite conception of war and peace before one turns
to the historical sources. Nor can one speak of causes and effects in
the individual case unless one possesses a theory that treats certain
connections between cause and effect as having a universal range of
applicability. The reason why we accept the sentence, “The king de-
feated the rebels and therefore remained in power,” but are not satis-
fied with the logically contradictory sentence, “The king defeated the

1. Cf. Rickert, Kulturwissenschaft und Naturwissenschaft (3rd ed.; Tübingen, 1915), pp. 28 ff.
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rebels and therefore fell from power,” is that the first conforms to our
theories about the results of military victory, while the latter contradicts
them.

The study of history always presupposes a measure of universally
valid knowledge. This knowledge, which constitutes the conceptual
tool of the historian, may sometimes seem platitudinous to one who
considers it only superficially. But closer examination will more often
reveal that it is the necessary consequence of a system of thought that
embraces all human action and all social phenomena. For example,
in using an expression such as “land hunger,” “lack of land,” or the
like, one makes implicit reference to a theory that, if consistently
thought through to its conclusion, leads to the law of diminishing
returns, or in more general terms, the law of returns. For if this law
did not hold, the farmer who wanted to obtain a greater net yield would
not require more land; by means of an increased expenditure of labor
and capital goods he would be able to obtain from even the smallest
piece of tillage the same result he wanted to achieve by increasing the
amount of acreage at his disposal. The size of the area available for
cultivation would then be a matter of indifference to him.

However, it is not only in history and in the other sciences that make
use of the conceptual tools of historical investigation that we find uni-
versally valid statements about human action. Such knowledge also
constitutes the foundation of the normative sciences—ethics, the phi-
losophy of law, and systematic jurisprudence. The primary task of po-
litical philosophy, the philosophy of law, and political science is the
attainment of universally valid knowledge of social phenomena. If they
have failed in this endeavor, the reason is to be sought not only in the
fact that they often strayed from their goal and aimed at others, and—
like the philosophy of history—instead of seeking the universally valid
in the vicissitudes of particular events, began to search for the objective
meaning of things. The determining factor in their failure was that
from the very outset they made use of a scientifically unfruitful method:
they began not with the individual and his action, but with attempts
to view the totality. What they wanted to discover was not the regularity
prevailing in the action of men, but the whole course of mankind’s
progression from its origin to the end of all things.

Psychology, in turning to the individual, found the right starting
point. However, its path necessarily leads in another direction than
that of the science of human action. The subject matter of the latter
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is action and what follows from action, whereas the subject matter of
psychology is the psychic events that result in action. Economics be-
gins at the point at which psychology leaves off.

2. economics

The scattered and fragmentary insights of the historical and normative
sciences themselves achieved scientific status only with the develop-
ment of economics in the eighteenth century. When men realized that
the phenomena of the market conform to laws, they began to develop
catallactics and the theory of exchange, which constitutes the heart of
economics. After the theory of the division of labor was elaborated,
Ricardo’s law of association enabled men to grasp its nature and sig-
nificance, and thereby the nature and significance of the formation of
society.

The development of economics and rationalistic sociology from
Cantillon and Hume to Bentham and Ricardo did more to transform
human thinking than any other scientific theory before or since. Up
to that time it had been believed that no bounds other than those drawn
by the laws of nature circumscribed the path of acting man. It was not
known that there is still something more that sets a limit to political
power beyond which it cannot go. Now it was learned that in the social
realm too there is something operative which power and force are
unable to alter and to which they must adjust themselves if they hope
to achieve success, in precisely the same way as they must take into
account the laws of nature.

This realization had enormous significance for men’s action. It led
to the program and policies of liberalism and thus unleashed human
powers that, under capitalism, have transformed the world. Yet it was
precisely the practical significance of the theories of the new science
that was responsible for its undoing. Whoever wished to combat liberal
economic policy was compelled to challenge the character of econom-
ics as a science. Enemies arose against it for political reasons.

The historian must never forget that the most momentous occur-
rence in the history of the last hundred years, the attack launched
against the universally valid science of human action and its hitherto
best developed branch, economics, was motivated from the very be-
ginning not by scientific ideas, but by political considerations. How-
ever, the science of human action itself is not concerned with these
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political backgrounds, but with the arguments with which it has been
confronted. For it has also been confronted with arguments and at-
tacked by objective reasoning. Its nature remained problematical as
long as no one succeeded in achieving clarity about the question what
this science really is and what character its propositions have.

3. the program of sociology and the quest for

historical laws

Concurrently with the achievements that stemmed from the founda-
tion of the science of human action came grandiloquent programmatic
declarations that demanded a science of social phenomena. The dis-
coveries made by Hume, Smith, Ricardo, Bentham, and many others
may be regarded as constituting the historical beginning and founda-
tion of a truly scientific knowledge of society. The term “sociology,”
however, was coined by August Comte, who, for the rest, in no way
contributed to social science. A great number of authors with him and
after him called for a science of society, most of them without appre-
ciating what had already been done toward founding it and without
being able to specify how one would go about achieving it. Many lost
themselves in empty trivialities, the most frightful example of which
may be considered the attempt to conceive of society as a biological
organism. Others concocted an ostensible science to justify their politi-
cal schemes. Still others, for example Comte himself, added new con-
structions to the philosophy of history and called the result sociology.

These prophets of a new epoch, who professed to have developed
for the first time a science of the social realm, not only failed in this
domain, which they had declared to be the proper field of their activity,
but unhesitatingly set out to destroy history and all the sciences that
make use of the historical method. Prepossessed by the idea that New-
tonian mechanics constitutes the model for all the genuine sciences,
they demanded of history that it at last begin to raise itself to the status
of an exact science through the construction of “historical laws.”

Windelband, Rickert, and their school opposed these demands and
brought into clear relief the special and peculiar characteristics of his-
torical investigation. Nevertheless, their arguments are weakened by
their failure to conceive of the possibility of universally valid knowledge
in the sphere of human action. In their view the domain of social
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science comprises only history and the historical method.2 They re-
garded the findings of economics and historical investigation in the
same light as the Historical School. Thus, they remained bound to
historicism. Moreover, they did not see that an intellectual outlook
corresponding to the empiricism that they had attacked in the field of
the sciences of human action often went hand in hand with historicism.

4. the standpoint of historicism

In the view of historicism the field of the science of human action is
constituted only by history and the historical method. Historicism
maintains that it is a waste of effort to search after universally valid
regularities that would be independent of time, place, race, nationality,
and culture. All that sociology and economics can tell us is the expe-
rience of a historical event, which can be invalidated by new experi-
ence. What was yesterday can be otherwise tomorrow. All scientific
knowledge in the social realm is derived from experience; it is a gen-
eralization drawn from past experience that can always be upset by
some later experience. Therefore, the only appropriate method of the
social sciences is the specific understanding of the historically unique.
There is no knowledge whose validity extends beyond a definite his-
torical epoch or at most beyond several historical epochs.

It is impossible to think this view through consistently to its conclu-
sion. If one attempts to do so, one must sooner or later reach a point
at which one is forced to admit that there is something in our knowl-
edge that comes before experience, something whose validity is inde-
pendent of time and place. Even Sombart, who is today the most out-
spoken representative of the view that economics must make use of
the method of understanding, is compelled to acknowledge that also
in the “field of culture, and in particular of human society, there is
such a thing as logically necessary relationships.” He believes that “they
constitute what we call the mind’s conformity to law; and we call these
principles, deduced a priori, laws.”3 Thus, unintentionally and un-
awares, Sombart has admitted all that is required to prove the necessity
of a universally valid science of human action fundamentally different

2. Cf. below p. 68.
3. Sombart, Die drei Nationalökonomien (Munich and Leipzig, 1930), p. 253.
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from the historical sciences of human action. If there are such prin-
ciples and laws at all, then there must also be a science of them; and
this science must be logically prior to every other treatment of these
problems. It will not do simply to accept these principles as they are
conceived in daily life. It is absurd to want to forbid science to enter
a field and to demand tolerance for received misconceptions and un-
clear, contradictory ideas. Nor is Sombart able to offer anything more
than a few sarcastic remarks in support of his disapproval of any attempt
to treat economics as a universally valid theory. He thinks it is “occa-
sionally very amusing to observe how an empty trifle lying concealed
behind a great show of words makes its appearance in all its pitiful
meagreness and almost arouses our scorn.”4 This is, of course, a quite
inadequate attempt to defend the procedure adopted by Sombart and
other supporters of historicism. If, as Sombart expressly admits, there
are “fundamental economic concepts . . . that are universally valid for
all economic action,”5 then science may not be prevented from con-
cerning itself with them.

Sombart admits still more. He states explicitly that “all theory is
‘pure,’ that is, independent of time and space.”6 Thus he takes issue
with Knies, who opposed the “absolutism of theory,” i.e., its “preten-
sion to set forth propositions in the scientific treatment of political
economy that are unconditional and equally valid for all times, coun-
tries, and nationalities.”7

Perhaps it will be objected that it is belaboring the obvious to insist
that economics provides us with universally valid knowledge. Unfor-
tunately, such a reproach would have no justification; in the eyes of
many people it is not obvious. Whoever has undertaken to present the
teachings of historicism in a coherent form has generally been unable
to avoid revealing, at some point in the process, the impossibility of
systematically developing the doctrine. However, the importance of
historicism does not lie in the entirely abortive attempts that have been
made to treat it as a coherent theory. Historicism by its very nature is
not a system, but the rejection and denial in principle of the possibility
of constructing a system. It exists and operates not within the structure
of a complete system of thought, but in critical aperçus, in the pro-

4. Ibid.
5. Sombart, op. cit., p. 247.
6. Sombart, op. cit., p. 298.
7. Knies, Die politische Okonomie vom geschichtlichen Standpunkte (Braunschweig, 1883), p. 24.
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paganda of economic and socio-political programs, and between the
lines of historical, descriptive, and statistical studies. The politics and
the science of the last decades have been completely dominated by
the views of historicism and empiricism. When it is recalled that an
author who, during his lifetime, stood in the highest regard in the
German-speaking countries as a theorist of “the economic aspects of
political science,” explained the necessity to economize as a specific
feature of production in a money economy,8 one will certainly appre-
ciate the need of emphasizing the untenability of historicism before
embarking upon the task of setting forth the logical character of the
science of human action.

5. the standpoint of empiricism

It is indisputable that there is and must be an aprioristic theory of
human action. And it is equally indisputable that human action can
be the subject matter of historical investigation. The protest of the
consistent representatives of historicism, who do not want to admit the
possibility of a theory that would be independent of time and place,
need disturb us no more than the contention of naturalism, which
wants to challenge the scientific character of history so long as it has
not reached the point where it can establish historical laws.

Naturalism presupposes that empirical laws could be derived a pos-
teriori from the study of historical data. Sometimes it is assumed that
these laws are valid without respect to time or place, sometimes that
they have validity only for certain periods, countries, races, or nation-
alities.9 The overwhelming majority of historians reject both varieties
of this doctrine. Indeed, it is generally rejected even by those who are
in accord with historicism and who do not want to admit that, without
the aid of the aprioristic theory of human action, the historian would
be completely at a loss to deal with his material and would be unable
to solve any of his problems. Such historians generally maintain that
they are able to carry on their work completely free of theory.

We need not enter here into the investigation of whether historicism
must lead necessarily to the one or to the other of these two views.
Whoever is of the opinion that the doctrine of historicism cannot be

8. Cf. Lexis, Allgemeine Volkswirtschaftslehre (3rd ed.; Berlin and Leipzig, 1926), p. 14.
9. For a critique of this second point of view, cf. below pp. 23 ff. and pp. 113 ff.
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consistently thought through to its conclusion will consider it futile to
undertake such an investigation. The only point worth noting is that
a sharp opposition exists between the view of the adherents of the
Historical School and that of the majority of historians. Whereas the
former believe that they can discover empirical laws from the data of
history and want to call the compilation of such laws sociology and
economics, most historians would not be willing to agree that this can
be done.

The thesis of those who affirm the possibility of deriving empirical
laws from historical data we shall call empiricism. Historicism and
empiricism are, consequently, not the same thing. As a rule, though
certainly not always, if they take any position on the problem at all,
historians profess their adherence to historicism. With few exceptions
(Buckle, for example) they are opponents of empiricism. The adher-
ents of the Historical and the Institutionalist Schools take the point of
view of historicism, although they find it impossible to maintain this
doctrine in its purity as soon as they attempt to state it in a logically
and epistemologically coherent manner; they are almost always in ac-
cord with empiricism. Thus, a sharp contrast of view generally exists
between the historians and the economists and sociologists of the His-
torical School.

The question with which we are now concerned is no longer whether
a prevailing regularity can be discovered in human action, but whether
the observation of facts without any reference to a system of aprioristic
knowledge of human action can be considered a method capable of
leading us to the cognition of such a regularity. Can economic history
furnish “building stones” for an economic theory, as Schmoller main-
tains?10 Can the “findings of economic history’s specialized description
become elements of theory and lead to universal truths”? In this con-
nection we shall not take up the question of the possibility of universal
“historical laws” (which would therefore not be economic laws) that
has often been exhaustively discussed.11 We shall limit ourselves to
examining whether, by means of the observation of facts, that is, by an
a posteriori method, we could arrive at statements of the kind sought
for by the system of economic theory.

The method used by the natural sciences for the discovery of the

10. Schmoller, “Volkswirtschaft, Volkswirtschaftslehre und Methode,” Handwörterbuch der Staats-
wissenschaften (3rd ed.), VIII, 464.
11. Concerning historical laws, cf. below pp. 101 ff.
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laws of phenomena begins with observation. However, the decisive step
is taken only with the construction of an hypothesis: a proposition does
not simply emerge from observation and experience, for these always
present us only with complex phenomena in which various factors
appear so closely connected that we are unable to determine what role
should be attributed to each. The hypothesis is already an intellectual
elaboration of experience, above all in its claim to universal validity,
which is its decisive characteristic. The experience that has led to the
construction of the proposition is always limited to the past; it is always
an experience of a phenomenon that occurred in a particular place
and at a particular time. However, the universal validity claimed for
the proposition also implies applicability to all other past and future
occurrences. It is based on an imperfect induction. (No universal the-
orems emerge from perfect induction, but only descriptions of an event
that occurred in the past.)

Hypotheses must be continually verified anew by experience. In an
experiment they can generally be subjected to a particular method of
examination. Various hypotheses are linked together into a system, and
everything is deduced that must logically follow from them. Then ex-
periments are performed again and again to verify the hypotheses in
question. One tests whether new experience conforms to the expec-
tations required by the hypotheses. Two assumptions are necessary for
these methods of verification: the possibility of controlling the condi-
tions of the experiment, and the existence of experimentally discov-
erable constant relations whose magnitudes admit of numerical deter-
mination. If we wish to call a proposition of empirical science true
(with whatever degree of certainty or probability an empirically derived
proposition can have) when a change of the relevant conditions in
all observed cases leads to the results we have been led to expect,
then we may say that we possess the means of testing the truth of
such propositions.

With regard to historical experience, however, we find ourselves in
an entirely different situation. Here we lack the possibility not only of
performing a controlled experiment in order to observe the individual
determinants of a change, but also of discovering numerical constants.
We can observe and experience historical change only as the result of
the combined action of a countless number of individual causes that
we are unable to distinguish according to their magnitudes. We never
find fixed relationships that are open to numerical calculation. The
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long cherished assumption that a proportional relationship, which
could be expressed in an equation, exists between prices and the quan-
tity of money has proved fallacious; and as a result the doctrine that
knowledge of human action can be formulated in quantitative terms
has lost its only support.

Whoever wants to derive laws of human action from experience
would have to be able to show how given situations influence action
quantitatively and qualitatively. It is psychology that generally has sought
to provide such a demonstration, and for that reason all those who
assign this task to sociology and economics are prone to recommend
to them the psychological method. What is more, by the psychological
method they understand not what was called psychological—in a rather
inappropriate and even misleading sense—in the method of the Aus-
trian School, but rather the procedures and discoveries of scientific
psychology itself.

However, psychology has failed in this sphere. With the use of its
methods it can, of course, observe unconscious reactions to stimuli in
the manner of the biological sciences. Beyond this it can accomplish
nothing that could lead to the discovery of empirical laws. It can de-
termine how definite men have behaved in definite situations in the
past, and it infers from its findings that conduct will be similar in the
future if similar men are placed in a similar situation. It can tell us
how English school boys behaved in the last decades when confronted
with a definite situation, for example, when they encountered a crip-
pled beggar. Such information tells us very little about the conduct of
English school children in the coming decades or about the conduct
of French or German school children. Psychology can establish noth-
ing more than the occurrence of an historical incident: the cases ob-
served have shown such and such; but the conclusions drawn from the
observed cases, which refer to English school children of a definite
period, are not logically justified when applied to other cases of the
same historical and ethnological character that have not been observed.

All that observation teaches us is that the same situation has a dif-
ferent effect on different men. The attempt to arrange men in classes
whose members all react in the same way has not been successful
because even the same men react differently at different times, and
there is no means of ascribing unequivocally definite modes of reaction
to different ages or other objectively distinguishable periods or condi-



the nature and development of the social sciences � 11

tions of life. Consequently, there is no hope of achieving knowledge
of a regularity in the phenomena by this method. This is what one has
in mind when one speaks of free will, of the irrationality of what is
human, spiritual, or historical, of individuality in history, and of the
impossibility of rationally comprehending life in its fullness and di-
versity. One expresses the same idea in pointing out that it is not pos-
sible for us to grasp how the action of the external world influences
our minds, our will, and, consequently, our action. It follows from this
that psychology, in so far as it deals with such things, is history or, in
the terminology of current German philosophy, a moral science.

Whoever declares that the method of historical understanding used
by the moral sciences is appropriate also for economics should be
aware of the fact that this method can never lead to the discovery of
empirical laws. Understanding is precisely the method that the his-
torical sciences (in the broadest sense of the term) employ in dealing
with the unique, the non-repeatable, that is, in treating what is simply
historical. Understanding is the mental grasp of something that we are
unable to bring under rules and explain through them.12 This is true
not only of the field traditionally designated as that of universal history,
but also of all special fields, above all that of economic history. The
position taken by the empiricist school of German economics in the
struggle against economic theory is untenable also from the standpoint
of the logic of the historical sciences as developed by Dilthey, Win-
delband, Rickert, and Max Weber.

In the empirical sciences the controlled experiment is indispensable
for the a posteriori derivation of propositions whenever experience
presents only complex phenomena in which the effect is produced by
several interlinked causes. In historical experience we can observe only
complex phenomena, and an experiment is inapplicable to such a
situation. Sometimes it is said that a mental experiment (Gedanken-
experiment) could take its place. However, a mental experiment, logi-
cally considered, has an entirely different meaning from a real exper-
iment. It involves thinking through the implications of a proposition
in the light of its compatibility with other propositions that we accept
as true. If these other propositions are not derived from experience,
then the mental experiment makes no reference to experience.

12. Cf. below pp. 118 ff.
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6. the logical character of the universally valid

science of human action

The science of human action that strives for universally valid knowl-
edge is the theoretical system whose hitherto best elaborated branch
is economics. In all of its branches this science is a priori, not empir-
ical. Like logic and mathematics, it is not derived from experience; it
is prior to experience. It is, as it were, the logic of action and deed.13

Human thought serves human life and action. It is not absolute
thought, but the forethought directed toward projected acts and the
afterthought that reflects upon acts done. Hence, in the last analysis,
logic and the universally valid science of human action are one and
the same. If we separate them, so as to contrast logic and practice, we
must show at what point their paths diverge and where the special
province of the science of action is to be found.

One of the tasks with which thought must cope in order to fulfill its
function is that of comprehending the conditions under which human
action takes place. To treat these in their concrete detail is the work of
the natural sciences and, in a certain sense, also of history and the
other historical sciences. Our science, on the other hand, disregarding
the accidental, considers only the essential. Its goal is the comprehen-
sion of the universal, and its procedure is formal and axiomatic. It views
action and the conditions under which action takes place not in their
concrete form, as we encounter them in everyday life, nor in their
actual setting, as we view them in each of the sciences of nature and
of history, but as formal constructions that enable us to grasp the pat-
terns of human action in their purity.

Only experience makes it possible for us to know the particular
conditions of action in their concrete form. Only experience can teach
us that there are lions and microbes and that their existence can present
definite problems to acting man; and it would be absurd, without ex-
perience, to indulge in speculations about the existence or nonexis-
tence of some legendary beast. The existence of the external world is
given through experience; and if we pursue definite plans, only expe-
rience can teach us how we must act vis-a-vis the external world in
concrete situations.

13. Several great economists were at the same time great logicians: Hume, Whately, John Stuart
Mill, and Stanley Jevons.
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However, what we know about our action under given conditions is
derived not from experience, but from reason. What we know about
the fundamental categories of action—action, economizing, prefer-
ring, the relationship of means and ends, and everything else that,
together with these, constitutes the system of human action—is not
derived from experience. We conceive all this from within, just as we
conceive logical and mathematical truths, a priori, without reference
to any experience. Nor could experience ever lead anyone to the
knowledge of these things if he did not comprehend them from within
himself.

As an a priori category the principle of action is on a par with the
principle of causality. It is present in all knowledge of any conduct that
goes beyond an unconscious reaction. “In the beginning was the deed.”
In our view the concept of man is, above all else, also the concept of
the being who acts. Our consciousness is that of an ego which is ca-
pable of acting and does act. The fact that our deeds are intentional
makes them actions. Our thinking about men and their conduct, and
our conduct toward men and toward our surroundings in general, pre-
suppose the category of action.

Nevertheless, we are quite incapable of thinking of this fundamental
category and the system deduced from it without also thinking, at the
same time, of the universal prerequisites of human action. For exam-
ple, we are unable to grasp the concept of economic action and of
economy without implying in our thought the concept of economic
quantity relations and the concept of an economic good. Only expe-
rience can teach us whether or not these concepts are applicable to
anything in the conditions under which our life must actually be lived.
Only experience tells us that not all things in the external world are
free goods. However, it is not experience, but reason, which is prior to
experience, that tells us what is a free and what is an economic good.

Consequently, it would be possible to construct, by the use of the
axiomatic method, a universal praxeology so general that its system
would embrace not only all the patterns of action in the world that we
actually encounter, but also patterns of action in worlds whose con-
ditions are purely imaginary and do not correspond to any experience.
A theory of money would still be meaningful even if throughout history
there had never been any indirect exchange. That such a theory would
have no practical importance in a world that did not use money would
in no way detract from the truth of its statements. Because we study
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science for the sake of real life—and, it should be remembered, the
desire for pure knowledge for its own sake is also a part of life—and
not as a form of mental gymnastics, we generally do not mind forgoing
the gratification that could be offered by a perfect, comprehensive
system of the axioms of human action, a system so universal that it
would comprise all thinkable categories of the conditions of action.
Instead, we are satisfied with the less universal system that refers to the
conditions given in the world of experience.

Nevertheless, this reference to experience in no way changes the
aprioristic character of our knowledge. In this connection, experience
is of absolutely no concern to our thinking. All that we owe to expe-
rience is the demarcation of those problems that we consider with
interest from problems that we wish to leave aside because they are
uninteresting from the point of view of our desire for knowledge.
Hence, experience by no means always refers to the existence or non-
existence of the conditions of action, but often only to the presence of
an interest in the treatment of a problem. In experience there is no
socialist community; nevertheless, the investigation of the economy of
such a community is a problem that in our age arouses the greatest of
interest.

A theory of action could conceivably be constructed on the assump-
tion that men lacked the possibility of understanding one another by
means of symbols, or on the assumption that men—immortal and
eternally young—were indifferent in every respect to the passage of
time and therefore did not consider it in their action. The axioms of
the theory could conceivably be framed in such universal terms as to
embrace these and all other possibilities; and it would be conceivable
to draw up a formal praxeological system patterned after the science
of logic or the science built upon the axioms of, for example, Hilber-
tian geometry.14 We forgo these possibilities because conditions that
do not correspond to those we encounter in our action interest us
only in so far as thinking through their implications in imaginary
constructions enables us to further our knowledge of action under
given conditions.

The method actually employed by economists in the treatment of
their problems can be seen with particular clarity in the case of the

14. Cf. Slutsky, “Ein Beitrag zur formal-praxeologischen Grundlegung der Ökonomik,” Annales
de la classe des sciences sociales-économiques (Kiev: Académie Oukraı̈enne des Sciences, 1926),
Vol. IV.
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problem of imputation. Conceivably it would be possible to formulate
the theory of the appraisement and pricing of the factors of production
(goods of higher order, producers’ goods) in the broadest generality so
that, for one thing, we would work only with an unqualified concept,
viz., means of production. We could then elaborate the theory in such
a way that the three factors of production that are enumerated in the
customary presentation would appear as special cases. But we proceed
differently. We do not bother to furnish a universal imputation theory
of the means of production as such, but proceed immediately to the
treatment of the three categories of means of production: land, labor,
and capital. This practice is altogether warranted by the object of our
investigation, of which we must never lose sight.

However, the renunciation of axiomatic universality and precision
also conceals many dangers, and it has not always been possible to
avoid them. It is not only the Marxist theory of classes15 that has failed
to grasp the categorial character of each of these specific groups of
factors of production. To be sure, it was noted that the peculiarity of
land as a factor of production lies in the difference in the usefulness
of individual pieces of land from the point of view of the goals of action;
the theory of ground rent never lost sight of the fact that land is ap-
praised differently according to its quality and location. However, the
theory of wages did overlook the fact that labor too is of different quality
and intensity and that on the market there is never a supply of or a
demand for “labor” as such, but only a supply of and a demand for
labor of a definite kind. Even after this fact was recognized, an attempt
was made to evade its consequences by assuming that what forms the
bulk of the supply and is chiefly in demand is unskilled labor and that
it is permissible to ignore, as quantitatively negligible, skilled, “higher”
labor. The theory of wages would have been spared many errors had
it been kept in mind what function the special treatment of labor in
the theory of distribution is called upon to fulfill and at what point it
becomes necessary to speak no longer simply of labor, but of labor of
a definite quality that is offered or sought at a given time in a given
place. It was still more difficult for the theory of capital to free itself of
the idea of abstract capital, where the categorial difference between
land, labor, and capital is no longer in question, but where the ap-
praisement of definite capital goods, supplied or demanded in a defi-

15. On this point cf. my Socialism, trans. by J. Kahane (new ed.; New Haven, 1951), pp. 331 f.
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nite place at a definite time, is to be considered. Likewise in the theory
of distribution and in the theory of imputation, it was not easy to shake
off the influence of the universalist view.16

Our science deals with the forms and patterns of action under the
various categories of its conditions. In pointing this out we are not
drafting a plan for a future science. We do not maintain that the sci-
ence of human action should be made aprioristic, but that it is so
already. We do not want to discover a new method, but only to char-
acterize correctly the method that is actually used. The theorems of
economics are derived not from the observation of facts, but through
deduction from the fundamental category of action, which has been
expressed sometimes as the economic principle (i.e., the necessity to
economize), sometimes as the value principle or as the cost principle.
They are of aprioristic derivation and therefore lay claim to the apo-
dictic certainty that belongs to basic principles so derived.

7. sociology and economics: some comments on

the history of economic thought

It is in sociology and above all in economics that we encounter the
universally valid science of human action. Whatever has hitherto been
accomplished in this science is to be considered either sociology or
economics in the traditional sense. Names are conventional designa-
tions that in no way can directly—that is, without reference to an
existing terminology—express the essence of what is designated, as a
still widespread view demands. Consequently, there is no point in ex-
amining the appropriateness of the terms “economics” (theory of the
economy) and “sociology” (theory of society) as names for the univer-
sally valid science of human action. Inherited from the past, they have
accompanied the science on its way to the development of a com-
pletely comprehensive theoretical system. That is why these terms, in
accordance with the way in which words are coined, refer to the his-
torical starting point of the investigation and not to the logical foun-
dation of the developed theory or to the central idea of the theory itself.
Unfortunately, this fact has not always been appreciated, and repeated
attempts have been made to define and comprehend the scope and

16. On the universalist view cf. below pp. 139 f. For a special application of the reasoning outlined
in the text to the theory of capital, cf. below pp. 197 ff.
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task of the science on the basis of nomenclature. In the spirit of a crude
form of conceptual realism, society was designated as the subject mat-
ter assigned to sociology, and the economy, or the economic aspect of
culture, as the theme of economics. And then no pains were spared
in the attempt to ascertain what, after all, society and the economy
really are.

If today we may take the view that the subject of our science is
human action, without fear of thereby arousing more hostility than
that which every scientific theory encounters, it is because of the work
of several generations of scholars. The investigations of such com-
pletely different thinkers as Cairnes, Bagehot, Menger, Max Weber,
and Robbins show that they are all guided by this idea. In view of the
history of science it is understandable that the claim of economics to
be aprioristic and not empirical may still give rise to opposition because
the existing literature has only slightly prepared the way for it. The two
hundred years in which the development of our science has taken
place have not been favorable to the acknowledgment of a new field
of aprioristic knowledge. The successes achieved by the use of the
empirical methods of the natural sciences and by the careful investi-
gation of sources on the part of the historical sciences have attracted
so much attention that no notice was taken of the advances that the
aprioristic sciences were making at the same time, although without
them the progress made by empiricism would not have been possible.
An age that wanted to deny the aprioristic character even of logic was
certainly not prepared for the recognition of the aprioristic character
of praxeology.

A glance at the theories of Senior, John Stuart Mill, Cairnes, and
Wieser will show that, in spite of different terminologies and divergent
views of the logical character of economics and of its place among the
sciences, the conception of it as an aprioristic discipline was not, in
fact, very far from the position taken not only by the economists who
adhered to the views of the classical school, but also by the authors of
the subjective theory of value. However, in this connection, one should
be careful not to draw too sweeping conclusions from their statements,
in view of the profound changes that have taken place since then in
the conception of the fundamental logical and methodological ques-
tions and, correspondingly, also in the terminology of the literature
devoted to their treatment.

According to Senior, there is no doubt that the science of economics
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“depends more on reasoning than observation.”17 Concerning the
method of the economist he states: “His premises consist of a few
general propositions, the result of observation, or consciousness, and
scarcely requiring proof, or even formal statement, which almost every
man, as soon as he hears them, admits, as familiar to his thoughts, or
at least as included in his previous knowledge.”18 Here both the ob-
servation of the external world and self-consciousness are mentioned
as the sources of our knowledge. However, it is said that these propo-
sitions, which originate from within, either are immediately evident
or follow necessarily from immediately evident propositions. Con-
sequently, they are of aprioristic derivation and are not dependent
upon experience, unless one wishes to call aprioristic cognition inner
experience.

John Stuart Mill recognizes only empirical science and rejects in
principle “a supposed mode of philosophizing, which does not profess
to be founded upon experience at all.” He distinguishes two methods
of scientific thought: the method a posteriori, “which requires, as the
basis of its conclusions, not experience merely, but specific experi-
ence,” and the method a priori, by which he understands “reasoning
from an assumed hypothesis.” In addition, he says of the latter method
that it is “not a practice confined to mathematics, but is of the essence
of all science which admits of general reasoning at all.” Political econ-
omy is to be characterized “as essentially an abstract science, and its
method as the method a priori.”19

It would lead us far from our subject to point out and examine what
separates us today from Mill’s conception of the a priori and of eco-
nomics. In his view, even axioms are “but a class, the most universal
class, of inductions from experience”; indeed, logic and mathematics
are empirical sciences.20 Just as geometry “presupposes an arbitrary
definition of a line: that which has length, but not breadth,” so “does
political economy presuppose an arbitrary definition of man, as a being
who invariably does that by which he may obtain the greatest amount
of necessaries, conveniences and luxuries, with the smallest quantity

17. Senior, Political Economy (6th ed.; London, 1872), p. 5.
18. Ibid., p. 3.
19. John Stuart Mill, Essays on Some Unsettled Questions of Political Economy (3rd ed.; London,
1877), p. 143.
20. John Stuart Mill, System of Logic Ratiocinative and Inductive (8th ed.; London, 1872), I,
290 ff.
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of labor and physical self-denial with which they can be obtained in
the existing state of knowledge.”21 Here the only important thing for
us to note is that Mill places logic, mathematics, and the “moral sci-
ences” in the category of disciplines for which the appropriate method
is the “method a priori.” For the “moral sciences” this is “the only
method,” since the impossibility of performing experiments precludes
the “method a posteriori.”22

Even the contrast that Cairnes drew between the inductive and the
deductive methods does not correspond to the distinction that we make
between empiricism and apriorism. His terminology was that of the
philosophy of his age, which was completely under the influence of
empiricism and psychologism. When Cairnes proceeds to answer the
question whether economics is to be studied according to the deduc-
tive method or—as is generally assumed—according to the inductive
method, and concludes by ascribing principal importance to the for-
mer, he employs a terminology that is so far removed from that of
modern logic and epistemology that it would require intensive analysis
to translate the meaning of his words into language familiar to the
contemporary reader. But his actual reasoning, even though formu-
lated in different terms, is closer to our own conception than would
appear at first sight. Cairnes points out that the position of the natural
scientist and that of the economist in relation to the subject matter of
their investigations are entirely different. There is no other method
available to the natural scientist than that of inductive—we would say:
empirical—investigation, for “mankind have no direct knowledge of
ultimate physical principles.”23 It is otherwise in the case of the econ-
omist. “The economist starts with a knowledge of ultimate causes.”24

We have at our disposal “direct knowledge . . . of causes in our con-
sciousness of what passes in our own minds, and in the information
which our senses convey, or at least are capable of conveying, to us of
external facts.”25 Thus, the economist is “at the outset of his researches
. . . already in possession of those ultimate principles governing the
phenomena which form the subject of his study.”26

21. John Stuart Mill, op. cit., p. 144.
22. John Stuart Mill, op. cit., pp. 146 ff.
23. Cairnes, The Character and Logical Method of Political Economy (3rd ed.; London, 1888),
p. 83.
24. Ibid., p. 87.
25. Ibid., p. 88.
26. Ibid., pp. 89 ff.
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Even more obviously than Cairnes, Wieser tends toward the view
that economics is an aprioristic science. He failed to reach this con-
clusion only because the prevailing epistemological theories barred the
way.27 The function of economic theory, according to Wieser, consists
in “scientifically explicating and developing the content of common
economic experience.” The consciousness of every economically ac-
tive human being, he continues, provides him with

a fund of experiences that are the common possession of all who practice
economy. These are experiences that every theorist already finds within
himself without first having to resort to special scientific procedures.
They are experiences concerning facts of the external world, as for in-
stance, the existence of goods and their orders; experiences concerning
facts of an internal character, such as the existence of human needs, and
concerning the consequences of this fact; and experiences concerning
the origin and course of economic action on the part of most men.

The scope of economic theory extends

exactly as far as common experience. The task of the theorist always ends
where common experience ends and where science must collect its ob-
servations by historical or statistical investigation or by whatever other
means may be deemed reliable.28

It is clear that what Wieser calls “common experience,” in contra-
distinction to the other kind, is not the experience with which the
empirical sciences are concerned. The method of economics, which
Wieser himself calls the psychological method, but which at the same
time he also sharply distinguishes from psychology, consists, he says,
in “looking outward from within the consciousness,” while the natural
scientist (and therefore empirical science) observes the facts “only from
without.” Wieser sees the cardinal error of Schumpeter precisely in his
belief that the method of the natural sciences is suitable also for eco-
nomic theory. Economics, Wieser maintains, finds “that certain acts
are performed in the consciousness with the feeling of necessity.” Why,
then, “should it first go to the trouble of deriving a law from a long

27. Menger’s pioneering investigations are still further weakened by their dependence on Mill’s
empiricism and psychologism. In this connection I wish to emphasize that I employ terms like
“empiricism,” “historicism,” etc. without any connotation of a value judgment. Cf. Husserl,
Logische Untersuchungen (3rd ed.; Halle, 1922), I, 52, footnote.
28. Wieser, “Theorie der gesellschaftlichen Wirtschaft,” Grundriss der Sozialökonomik (Tübingen,
1914), p. 133.
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chain of induction when everyone clearly hears the voice of the law
within himself?”29

What Wieser calls “common experience” is to be sharply distin-
guished from experience acquired “through observations collected in
the manner of historical or statistical studies.” Clearly, this is not ex-
perience in the sense of the empirical sciences, but the very opposite:
it is that which logically precedes experience and is, indeed, a condi-
tion and presupposition of every experience. When Wieser seeks to
mark off economic theory from the historical, descriptive, and statis-
tical treatment of economic problems, he enters upon a path that must
lead, if one follows it consistently, to the recognition of the aprioristic
character of economic theory. Of course, it should occasion no surprise
that Wieser himself did not draw this conclusion. He was unable to
rid himself of the influence of Mill’s psychologistic epistemology,
which ascribed an empirical character even to the laws of thought.30

ii. The Scope and Meaning of the System of
A Priori Theorems

1. the basic concept of action and its

categorial conditions

The starting point of our reasoning is not behavior, but action, or, as
it is redundantly designated, rational action. Human action is con-
scious behavior on the part of a human being. Conceptually it can be
sharply and clearly distinguished from unconscious activity, even though
in some cases it is perhaps not easy to determine whether given be-
havior is to be assigned to one or the other category.

As thinking and acting men, we grasp the concept of action. In
grasping this concept we simultaneously grasp the closely correlated

29. Wieser, “Das Wesen und der Hauptinhalt der theoretischen Nationalökonomie,” Gesam-
melte Abhandlungen, edited by Hayek (Tübingen, 1929), p. 17.
30. Among the most recent works devoted to the logic and methodology of the science of human
action are those of Engliš: Grundlagen des wirtschaftlichen Denkens, trans. by Saudek (Brünn,
1925); Begrundung der Teleologie als Form des empirischen Erkennens (Brünn, 1930); and Teleo-
logische Theorie der Staatswirtschaft (Brünn, 1933). The opposition between causality and tele-
ology, which is the chief concern of Engliš, is not within the scope of the problems dealt with
here.
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concepts of value, wealth, exchange, price, and cost. They are all nec-
essarily implied in the concept of action, and together with them the
concepts of valuing, scale of value and importance, scarcity and abun-
dance, advantage and disadvantage, success, profit, and loss. The log-
ical unfolding of all these concepts and categories in systematic deri-
vation from the fundamental category of action and the demonstration
of the necessary relations among them constitutes the first task of our
science. The part that deals with the elementary theory of value and
price serves as the starting point in its exposition. There can be no
doubt whatever concerning the aprioristic character of these disciplines.

The most general prerequisite of action is a state of dissatisfaction,
on the one hand, and, on the other, the possibility of removing or
alleviating it by taking action. (Perfect satisfaction and its concomitant,
the absence of any stimulus to change and action, belong properly to
the concept of a perfect being. This, however, is beyond the power
of the human mind to conceive. A perfect being would not act.) Only
this most general condition is necessarily implied in the concept of
action. The other categorial conditions of action are independent of
the basic concept; they are not necessary prerequisites of concrete ac-
tion. Whether or not they are present in a particular case can be shown
by experience only. But where they are present, the action necessarily
falls under definite laws that flow from the categorial determinacy of
these further conditions.

It is an empirical fact that man grows old and dies and that therefore
he cannot be indifferent to the passage of time. That this has been
man’s experience thus far without exception, that we do not have the
slightest evidence to the contrary, and that scarcely any other experi-
ence points more obviously to its foundation in a law of nature—all
this in no way changes its empirical character. The fact that the passage
of time is one of the conditions under which action takes place is
established empirically and not a priori. We can without contradiction
conceive of action on the part of immortal beings who would never
age. But in so far as we take into consideration the action of men who
are not indifferent to the passage of time and who therefore economize
time because it is important to them whether they attain a desired end
sooner or later, we must attribute to their action everything that nec-
essarily follows from the categorial nature of time. The empirical char-
acter of our knowledge that the passage of time is a condition of any
given action in no way affects the aprioristic character of the conclu-
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sions that necessarily follow from the introduction of the category of
time. Whatever follows necessarily from empirical knowledge—e.g.,
the propositions of the agio theory of interest—lies outside the scope
of empiricism.

Whether the exchange of economic goods (in the broadest sense,
which also includes services) occurs directly, as in barter, or indirectly,
through a medium of exchange, can be established only empirically.
However, where and in so far as media of exchange are employed, all
the propositions that are essentially valid with regard to indirect ex-
change must hold true. Everything asserted by the quantity theory of
money, the theory of the relation between the quantity of money and
interest, the theory of fiduciary media, and the circulation-credit theory
of the business cycle, then becomes inseparably connected with action.
All these theorems would still be meaningful even if there had never
been any indirect exchange; only their practical significance for our
action and for the science that explains it would then have to be ap-
praised differently. However, the heuristic1 importance of experience
for the analysis of action is not to be disregarded. Perhaps if there had
never been indirect exchange, we would not have been able to con-
ceive of it as a possible form of action and to study it in all its ramifi-
cations. But this in no way alters the aprioristic character of our science.

These considerations enable us to assess critically the thesis that all
or most of the doctrines of economics hold only for a limited period
of history and that, consequently, theorems whose validity is thus
limited historically or geographically should replace, or at least sup-
plement, those of the universally valid theory. All the propositions es-
tablished by the universally valid theory hold to the extent that the
conditions that they presuppose and precisely delimit are given. Where
these conditions are present, the propositions hold without exception.
This means that these propositions concern action as such; that is, that
they presuppose only the existence of a state of dissatisfaction, on the
one hand, and the recognized possibility, on the other, of relieving this
dissatisfaction by conscious behavior, and that, therefore, the elemen-
tary laws of value are valid without exception for all human action.
When an isolated person acts, his action occurs in accordance with
the laws of value. Where, in addition, goods of higher order are intro-
duced into action, all the laws of the theory of imputation are valid.

1. [Heuristic—helpful in discovering the truth.—Ed.]
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Where indirect exchange takes place, all the laws of monetary theory
are valid. Where fiduciary media are created, all the laws of the theory
of fiduciary media (the theory of credit) are valid. There would be no
point in expressing this fact by saying that the doctrines of the theory
of money are true only in those periods of history in which indirect
exchange takes place.

However, the case is entirely different with the thesis of those who
would subordinate theory to history. What they maintain is that prop-
ositions derived from the universally valid theory are not applicable to
historical periods in which the conditions presupposed by the theory
are present. They assert, for example, that the laws of price determi-
nation of one epoch are different from those of another. They declare
that the propositions of the theory of prices, as developed by subjective
economics, are true only in a free economy, but that they no longer
have any validity in the age of the hampered market, cartels, and gov-
ernment intervention.

In fact, the theory of prices expounds the principles governing the
formation of monopoly prices as well as of competitive prices. It dem-
onstrates that every price must be either a monopoly price or a com-
petitive price and that there can be no third kind of price. In so far as
prices on the hampered market are monopoly prices they are deter-
mined in accordance with the laws of monopoly price. Limited and
hampered competition that does not lead to the formation of monop-
oly prices presents no special problem for the theory. The formation
of competitive prices is fundamentally independent of the extent of
competition. Whether the competition in a given case is greater or
smaller is a datum that the theory does not have to take into account
since it deals with categorial, and not concrete, conditions. The extent
of the competition in a particular case influences the height of the
price, but not the manner in which the price is determined.

The Historical School has not succeeded in providing any proof of
its assertion that the laws derived from the universally valid theory do
not hold for all human action independently of place, time, race, or
nationality. In order to prove this it would have had to show that the
logical structure of human thinking and the categorial nature of hu-
man action change in the course of history and are different for par-
ticular peoples, races, classes, etc. This it could never demonstrate;
indeed, philosophy has established the very opposite as the truth.2

2. See below pp. 94 f. for a further discussion of this point.



the scope and meaning of the system of a priori theorems � 25

Nor were the adherents of the Historical School ever able to point
to any instance of a proposition for which the claim could be made
that observation had established it as an economic law with merely
temporal, local, national, or similarly limited validity. They were un-
able to discover such a proposition either a priori or a posteriori. If
thinking and action were really conditioned by place, time, race, na-
tionality, climate, class, etc., then it would be impossible for a German
of the twentieth century to understand anything of the logic and action
of a Greek of the age of Pericles. We have already shown why the a
posteriori discovery of empirical laws of action is not possible.3 All that
the “historical theory” could present was history—very poor history, to
be sure, but, considered from a logical point of view, history neverthe-
less, and in no sense a theory.

2. a priori theory and empirical confirmation

New experience can force us to discard or modify inferences we have
drawn from previous experience. But no kind of experience can ever
force us to discard or modify a priori theorems. They are not derived
from experience; they are logically prior to it and cannot be either
proved by corroborative experience or disproved by experience to the
contrary. We can comprehend action only by means of a priori theo-
rems. Nothing is more clearly an inversion of the truth than the thesis
of empiricism that theoretical propositions are arrived at through in-
duction on the basis of a presuppositionless observation of “facts.” It is
only with the aid of a theory that we can determine what the facts are.
Even a complete stranger to scientific thinking, who naively believes
in being nothing if not “practical,” has a definite theoretical concep-
tion of what he is doing. Without a “theory” he could not speak about
his action at all, he could not think about it, he could not even act.
Scientific reasoning is distinguished from the daily thinking of every-
one only in seeking to go further and in not stopping until it reaches
a point beyond which it cannot go. Scientific theories are different
from those of the average man only in that they attempt to build on a
foundation that further reasoning cannot shake. Whereas in everyday
living one is usually content to accept uncritically ideas that have been
handed down, to carry a burden of prejudices and misunderstandings
of all kinds, and to allow fallacies and errors to pass as true in cases

3. Supra, pp. 8 ff.
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where it is not easy to avoid them; scientific theories aim at unity and
compactness, clarity, precision, apodictic evidence, and freedom from
contradiction.

Theories about action are implicit in the very words we use in acting,
and still more in those we use in speaking about action. The frequently
lamented semantic ambiguities4 that plague our efforts to achieve pre-
cision in science have their roots precisely in the fact that the terms
employed are themselves the outcome of definite theories held in
common-sense thinking. The supporters of historicism were able to
believe that facts can be understood without any theory only because
they failed to recognize that a theory is already contained in the very
linguistic terms involved in every act of thought. To apply language,
with its words and concepts, to anything is at the same time to approach
it with a theory. Even the empiricist, who allegedly works without
presuppositions, makes use of theoretical tools. They are distinguished
from those produced by a scientific theory only in being less perfect
and therefore also less useful.

Consequently, a proposition of an aprioristic theory can never be
refuted by experience. Human action always confronts experience as
a complex phenomenon that first must be analyzed and interpreted by
a theory before it can even be set in the context of an hypothesis that
could be proved or disproved; hence the vexatious impasse created
when supporters of conflicting doctrines point to the same historical
data as evidence of their correctness. The statement that statistics can
prove anything is a popular recognition of this truth. No political or
economic program, no matter how absurd, can, in the eyes of its sup-
porters, be contradicted by experience. Whoever is convinced a priori
of the correctness of his doctrine can always point out that some con-
dition essential for success according to his theory has not been met.
Each of the German political parties seeks in the experience of the
second Reich confirmation of the soundness of its program. Supporters
and opponents of socialism draw opposite conclusions from the ex-
perience of Russian bolshevism. Disagreements concerning the pro-
bative power of concrete historical experience can be resolved only by
reverting to the doctrines of the universally valid theory, which are
independent of all experience. Every theoretical argument that is sup-

4. Cf. Wieser, Über den Ursprung und die Hauptgesetze des wirtschaftlichen Wertes (Wien, 1884),
pp. 1 ff.
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posedly drawn from history necessarily becomes a logical argument
about pure theory apart from all history. When arguments based on
principle concern questions of action, one should always be ready to
admit that nothing can “be found more dangerous and more unworthy
of a philosopher than the vulgar pretension to appeal to an experience
to the contrary,”5 and not, like Kant and the socialists of all schools
who follow him, only when such an appeal shows socialism in an
unfavorable light.

Precisely because the phenomena of historical experience are com-
plex, the inadequacies of an erroneous theory are less effectively re-
vealed when experience contradicts it than when it is assessed in the
light of the correct theory. The iron law of wages was not rejected be-
cause experience contradicted it, but because its fundamental absurdi-
ties were exposed. The conflict between its most clearly controvertible
thesis—that wages tend toward the minimum needed for subsistence—
and the facts of experience should have been easily recognized. Yet it is
even today just as firmly entrenched in lay discussion and public opin-
ion as in the Marxian theory of surplus value, which, incidentally, pro-
fesses to reject the iron law of wages. No past experience prevented
Knapp from presenting his state theory of money,* and no later ex-
perience has forced his supporters to give up the theory.

The obstinacy of such unwillingness to learn from experience
should stand as a warning to science. If a contradiction appears be-
tween a theory and experience, we always have to assume that a con-
dition presupposed by the theory was not present, or else that there is
some error in our observation. Since the essential prerequisite of ac-
tion—dissatisfaction and the possibility of removing it partly or en-
tirely—is always present, only the second possibility—an error in obser-
vation—remains open. However, in science one cannot be too cautious.
If the facts do not confirm the theory, the cause perhaps may lie in the
imperfection of the theory. The disagreement between the theory and
the facts of experience consequently forces us to think through the
problems of the theory again. But so long as a re-examination of the
theory uncovers no errors in our thinking, we are not entitled to doubt
its truth.

5. Kant, Critique of Pure Reason, “Transcendental Doctrine of Elements,” Part II, Second Di-
vision, Book I, Section I.

* Cf. the English translation of his book with this title by H. M. Lucas and J. Bonar (London,
1924).
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On the other hand, a theory that does not appear to be contradicted
by experience is by no means to be regarded as conclusively estab-
lished. The great logician of empiricism, John Stuart Mill, was unable
to find any contradiction whatever between the objective theory of
value and the facts of experience. Otherwise he would certainly not
have made the statement, precisely on the eve of a radical change in
the theory of value and price, that as far as the laws of value were
concerned, there remained nothing more to be explained either in the
present or in the future; the theory was quite perfect.6 An error of this
kind on the part of such a man must ever stand as a warning to all
theorists.

3. theory and the facts of experience

The science of action deals only with those problems whose solution
directly or indirectly affects practical interests. It does not concern
itself, for reasons already explained,7 with the complete development
of a comprehensive system embracing all the conceivable categories
of action in their broadest generality. The peculiar advantage of this
procedure is that, by giving preference to the problems encountered
under the actual conditions in which action takes place, our science
is obliged to direct its attention to the facts of experience. It is thereby
prevented from forgetting that one of its tasks consists in the determi-
nation of the boundary between the conditions of action accessible to
and requiring categorial comprehension, on the one hand, and the
concrete data of the individual case, on the other. The theory must
constantly concern itself with the actual facts of the individual and
non-repeatable case because only this offers it the possibility of showing
where (conceptually, though perhaps not spatially, temporally, or in
some other respect that would be perceptible to the senses) the realm
of theoretical comprehension ends and that of historical understanding
begins. When the science that aims at universally valid knowledge has
so perfected its methods as to reach the furthest limit to which the
theory can be pursued—that is, the point at which no condition of
action open to categorial comprehension remains outside its range if
experience has demonstrated the advisability of its inclusion—that sci-

6. J. S. Mill, Principles of Political Economy (London, 1867), III, 265.
7. Supra, pp. 13 ff.
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ence will still be obliged to treat also a part of the problems of descrip-
tive, statistical, and historical research. Otherwise it could in no way
succeed in recognizing and marking off its own domain. This task of
demarcation is proper to it, and not to the empirical, descriptive sci-
ences, because it is logically prior to them.

To be sure, even this procedure conceals many dangers. Sometimes
one neglects to distinguish the universally valid from the historical;
the methods are confounded, and then unsatisfactory results are ob-
tained. Thus Böhm-Bawerk’s ingenious exposition of the theory of in-
terest, for example, suffered especially from an insufficient separation
between the two modes of procedure.

4. the distinction between means and ends:

the “irrational”

Most of the objections raised against the science of action stem from
a misconception of the distinction between means and ends. In the
strict sense, the end is always the removal of a dissatisfaction. However,
we can doubtless also designate as an end the attainment of that con-
dition of the external world which brings about our state of satisfaction
either directly or indirectly, or which enables us to perform, without
further difficulties, the act through which satisfaction is to be obtained.
If the removal of the feeling of hunger is the end sought, the procuring
of food and its preparation for eating can also be considered as ends;
if one seeks the removal of the feeling of cold as an end, the heating
of one’s quarters can just as well be called an end. If additional mea-
sures are needed for the removal of dissatisfaction, then the attainment
of any particular step along the way toward the desired final condition
is also designated as an end. In this sense the acquisition of money in
the market economy and, proximately, the division of labor are des-
ignated as ends of action; in this sense too the attainment of all things
that indirectly promote the end of want-satisfaction appear as proxi-
mate or intermediate ends.

In the course of attaining the primary end, secondary ends are at-
tained. A man walks from A to B. He would choose the shortest route
if other, secondary ends did not demand satisfaction. He makes a de-
tour if he can walk in the shade a little longer; if he can include in his
walk another place, C, which he wants to look for; if, by doing so, he
can avoid dangers that may be lying in wait for him on the shortest
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route; or if he just happens to like the longer route. If he decides on
a detour, we must infer that at the moment of decision the attainment
of such secondary ends was of greater importance in his judgment than
the saving of distance. Consequently, for him the “detour” was no
detour at all, since his walk brought him greater satisfaction or—at
least from the point of view that he took of his situation at the moment
of decision—was expected to bring greater satisfaction than the attain-
ment of his destination by the shorter route. Only one who does not
have these secondary ends in mind can call the longer way a detour.
As far as our stroller was concerned, it was the correct route, that is,
the route that promised the greatest satisfaction.8

Since satisfaction and dissatisfaction depend only on the subjective
view of the individual, there is no room for argument on this question
in a science that does not presume to establish a scale of values or to
make judgments of value. Its conception of an end, in the strict sense,
is more deductive than empirical: ends are determined by the wishes
and the desires of the individual. Whenever reference is made to the
greater or lesser appropriateness of means, this can only be from the
point of view of the acting individual.

We must next deal with the objection of those who never weary of
asserting that man does not act rationally at all. It has never been
disputed that man does not always act correctly from the objective
point of view; that is, that either from ignorance of causal relations or
because of an erroneous judgment of the given situation, in order to
realize his ends he acts differently from the way in which he would
act if he had correct information. In 1833 the method of healing
wounds was different from that used in 1933, and in 2033 still another
way will presumably be thought suitable. Statesmen, field marshals,
and stock-market speculators act differently at present from the way in
which they would act if they knew exactly all the data needed for an
accurate judgment of conditions. Only a perfect being, whose omni-
science and omnipresence would enable him to survey all the data
and every causal relationship, could know how each erring human
being would have to act at every moment if he wanted to possess the
divine attribute of omniscience. If we were to attempt to distinguish
rational action from irrational action, we should not only be setting

8. Cf. Robbins, An Essay on the Nature and Significance of Economic Science (London, 1932),
p. 23.
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ourselves up as a judge over the scales of value of our fellow men, but
we should also be declaring our own knowledge to be the only correct,
objective standard of knowledge. We should be arrogating to ourselves
the position that only an all-knowing being has the power to occupy.

The assertion that there is irrational action is always rooted in an
evaluation of a scale of values different from our own. Whoever says
that irrationality plays a role in human action is merely saying that his
fellow men behave in a way that he does not consider correct. If we
do not wish to pass judgment on the ends and the scales of value of
other people and to claim omniscience for ourselves, the statement,
“He acts irrationally,” is meaningless, because it is not compatible with
the concept of action. The “seeking to attain an end” and the “striving
after a goal” cannot be eliminated from the concept of action. What-
ever does not strive after goals or seek the attainment of ends reacts
with absolute passivity to an external stimulus and is without a will of
its own, like an automaton or a stone. To be sure, man too is as far
outside the effective range of his action as a reed in the wind. But in
so far as he is able to do anything, he always acts: even negligence and
passivity are action if another course of conduct could have been cho-
sen. And the conduct that is determined by the unconscious, in the
Freudian sense, or by the subconscious, is also action in so far as con-
scious behavior could prevent it but neglects to do so. Even in the
unconscious and apparently senseless behavior of the neurotic and the
psychopath there is meaning, i.e., there is striving after ends and goals.9

Everything that we say about action is independent of the motives
that cause it and of the goals toward which it strives in the individual
case. It makes no difference whether action springs from altruistic or
from egoistic motives, from a noble or from a base disposition; whether
it is directed toward the attainment of materialistic or idealistic ends;
whether it arises from exhaustive and painstaking deliberation or fol-
lows fleeting impulses and passions. The laws of catallactics that eco-
nomics expounds are valid for every exchange regardless of whether
those involved in it have acted wisely or unwisely or whether they were
actuated by economic or noneconomic motives.10 The causes of action
and the goals toward which it strives are data for the theory of action:
upon their concrete configuration depends the course of action taken

9. Cf. Freud, Lectures on the Introduction to Psychoanalysis, 17th lecture.
10. Cf. Wicksteed, The Common Sense of Political Economy, ed. by Robbins (London, 1933), I,
28.
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in the individual case, but the nature of action as such is not thereby
affected.

These considerations have an evident bearing on the widespread
tendency of the present age to appeal to the irrational. The concepts
rational and irrational are not applicable to ends at all. Whoever wishes
to pass judgment on ends may praise or condemn them as good or
evil, fine or vulgar, etc. When the expressions “rational” and “irra-
tional” are applied to the means employed for the attainment of an
end, such a usage has significance only from the standpoint of a def-
inite technology. However, the use of means other than those pre-
scribed as “rational” by this technology can be accounted for in only
two possible ways: either the “rational” means were not known to the
actor, or he did not employ them because he wished to attain still
other ends—perhaps very foolish ones from the point of view of the
observer. In neither of these two cases is one justified in speaking of
“irrational” action.

Action is, by definition, always rational. One is unwarranted in call-
ing goals of action irrational simply because they are not worth striving
for from the point of view of one’s own valuations. Such a mode of
expressions leads to gross misunderstandings. Instead of saying that
irrationality plays a role in action, one should accustom oneself to
saying merely: There are people who aim at different ends from those
that I aim at, and people who employ different means from those I
would employ in their situation.

iii. Science and Value

1. the meaning of neutrality with regard to

value judgments

The fact that the science of economics had its origin in economic
policy explains why most economists use expressions in the presenta-
tion of the theory that involve judgments and standards of value ac-
cepted by all mankind, or certainly by almost all men. If, for example,
one is discussing the effects of tariffs, one usually employs, or at least
one used to employ, terms that call a situation in which a given amount
of capital and labor was able to produce a definite quantity of material
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economic goods “better” than a situation in which the same amount
could produce only a smaller quantity.

The use of such expressions can hardly be said to imperil seriously
the scientific character of the investigation, which precludes all stan-
dards and judgments of value. Whoever is of the opinion that eco-
nomic policy ought to be differently oriented, i.e., in such a way that
men become not richer in material goods, but poorer, can learn from
the doctrine of free trade all that he needs to know in order to enter
upon the path that leads to the goal he aspires to reach. If he himself
were to undertake to develop the theory, he would, provided his rea-
soning were correct, arrive at the same results as other theorists, except
that in his presentation he would use different expressions in a few
incidental remarks and digressions that are unimportant from the point
of view of what is essential in the theory. The objectivity of bacteriology
as a branch of biology is not in the least vitiated by the fact that the
researchers in this field regard their task as a struggle against the viruses
responsible for conditions harmful to the human organism. Their the-
ories are completely objective even though their presentation may be
interlaced with terms like “harmful” and “useful,” “favorable,” and
“unfavorable,” and the like, implying judgments of value. They neither
raise nor answer questions concerning the value of life and health; and
their findings are independent of the individual researchers’ valuation
of these endowments. Whether one wishes to destroy rather than pre-
serve human life, or whether, like the doctor, one seeks to cure and
not to kill, he will, in either case, be able to draw from the results of
their research all that he needs to know to accomplish his purpose.

One can be of the opinion that the “unfavorable” effects of tariffs,
as set forth by the theory of free trade, are more than counterbalanced
by other effects that warrant paying the price of the former. In that
case one has the task, if one wishes to be scientific, of first of all point-
ing out and demonstrating these other effects as exactly and as clearly
as possible. It then becomes the concern of politics to make the de-
cision. In this connection it is by no means undesirable for the econ-
omist to take part in the discussion of policy. No one is better qualified
to explain the matter at issue clearly and completely to those who have
to make the decision. Of course, in doing so the economist is always
under the obligation to make clear where the scientific explanation of
causal relationships ends and where a clash of values requires to be
resolved.
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What is impermissible, however, is the obliteration of the boundary
between scientific explanation and political value judgment. Although
themselves guilty of this very failing, there are those who continually
reproach economics for its alleged political bias because in writings
on this subject one often employs terms that do not call into question
generally accepted standards of value. Precisely these critics know only
too well that they would be unable to attain their political goals if they
were to admit that their proposals do not prove acceptable when gauged
by such standards. The protectionists are well aware of the fact that
they would have no hope of achieving their objectives if those called
upon to decide the issue were to realize that protectionism lowers the
productivity of labor as regards material goods. Because they know this,
and because they want to set up protective tariffs notwithstanding, they
go to great lengths to try to prove that protective tariffs are to be re-
garded as advantageous even “from the economic point of view.” And
because they fail lamentably in these endeavors, they charge econom-
ics with political bias.

2. science and technology: economics and

liberalism

Whether science seeks knowledge for its own sake or in order thereby
to obtain information for the sake of action, or whether it aims at both
ends at the same time, it is in any case permissible to make practical
use of the results of scientific investigation. Man thinks not only for
the sake of thinking, but also in order to act. There would be no need
to repeat these truisms were it not for the fact that antiliberal, partisan
propaganda in the guise of science day after day vehemently seeks to
deny them.

The fact that economics, as a science, is neutral with regard to judg-
ments of value and that it can express neither approval nor disapproval
does not prevent us from trying to learn from economics how we must
arrange our action in order to achieve the ends at which we aim. The
ends can be diverse. Caligula, who wished that the whole Roman
people had but one head so that he might decapitate them at a single
stroke, had different ends in mind from those of other mortals. How-
ever, such exceptional cases are rare; and their tendency to be self-
destructive (Caligula, indeed, would hardly have long survived the
fulfilment of his wish) makes an exhaustive concern with their ideals
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unnecessary. No matter how much their wishes, desires, and valuations
may differ in details, men aim, for biological reasons, at the same basic
ends. Regardless of world view, religion, nationality, race, class, posi-
tion, education, personal abilities, age, health, or sex, they aspire above
all to be able to pass their lives under the most favorable physiological
conditions possible. They want to eat and drink; they seek clothing,
shelter, and various other things in addition. Moreover, they are of the
opinion that more food, clothing, and the like, is better than less.

Every individual desires life, health, and well-being for himself and
for his friends and close relations. At the same time, the life, health,
and well-being of others may be indifferent to him. Filled with the
atavistic instincts of a beast of prey, he may even believe that others
stand in his way, that they are depriving him of foraging grounds, and
that the satisfaction of his wants must involve the killing and robbing
of his fellow men. But the technology based on the cognitions of the
science of human action shows him that this is not so. Work performed
under the division of labor is more productive than the isolated labor
of the individual. Even when superior men combine with those less
favored in every respect and inferior to them in capacity for work and
intellectual and physical abilities, both sides gain, as is demonstrated
by Ricardo’s law of association (usually called the law of comparative
costs). Consequently, every individual is better able to attain his ends
by the social cooperation of labor than by isolated work.

Social cooperation, however, can be based only on the foundation
of private ownership of the means of production. Socialism—the pub-
lic ownership of the means of production—would make impossible
any economic calculation and is therefore impracticable. The absurd-
ity of syndicalism is undisputed. As for interventionist encroachments,
they prove—when judged from the point of view of those who advocate
them—senseless and contrary to purpose, because they not only do
not bring about the results desired by their supporters, but involve
consequences that they themselves must deprecate.

Therefore, when one reaches the conclusion, strictly by adherence
to the canons of scientific procedure, that private ownership of the
means of production is the only practicable form of social organization,
this is neither an apology for capitalism nor an improper attempt to
lend the authority of science to the support of liberalism. To the man
who adopts the scientific method in reflecting upon the problems of
human action, liberalism must appear as the only policy that can lead
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to lasting well-being for himself, his friends, and his loved ones, and,
indeed, for all others as well. Only one who does not want to achieve
such ends as life, health, and prosperity for himself, his friends, and
those he loves, only one who prefers sickness, misery, and suffering
may reject the reasoning of liberalism on the ground that it is not
neutral with regard to value judgments.

The defenders of the prevailing etatist and interventionist system
completely misunderstand this. They think that the acceptance of lib-
eralism, on the assumptions mentioned, presupposes a definite world
view.1 Liberalism has nothing to do with world views, metaphysics, or
value judgments.

We can imagine beings similar to men who would want to extin-
guish their humanity and, by putting an end to all thought and action,
to attain to the unthinking, passive, vegetative existence of plants. It is
doubtful whether there are or have ever been such men. Even St.
Aegidius, the most radical advocate of asceticism, was not altogether
consistent in his zeal for austerity when he recommended the birds
and the fish as a model for man. To be entirely consistent, together
with the Sermon on the Mount, he would have had to extol the lilies
of the field as the embodiments of the ideal of complete abandonment
of all concern for the improvement of one’s lot.

We have nothing to say to men of this kind, consistent ascetics who
by their self-denying passivity give themselves up to death, just as they
would have nothing to say to us. If one wishes to call their doctrine
a world view, then one must not forget to add that it is not a human
world view, since it must lead to the extinction of mankind. Our sci-
ence sees men only as acting men, not as plants having the appearance
of men. Acting man aims at ends, i.e., he wants to overcome dissatis-
faction as far as possible. Our science shows that aiming at ends is
necessary to existence and that human ends, whatever they may be,
are better attained by the social cooperation of the division of labor
than in isolation. (It is worthy of note that no historical experience has
been found in conflict with this proposition.) Once one has appreci-
ated this fact, one realizes that no standard of value of any kind is

1. E.g., Vleugel’s “Probleme der Wertlehre,” Archiv für Sozialwissenschaft und Sozialpolitik,
LXVIII, 227 f. Liberalism has no thought of denying the existence of servilism and its world view.
All that liberalism endeavors to demonstrate is that the realization of the goals of servilism would
necessarily bring about consequences of whose inevitability its advocates are in ignorance and
which, even in their own eyes, must appear as too high a price to have to pay for the attainment
of their ideal.



science and value � 37

contained in the system of economic or sociological theory or in the
teachings of liberalism, which constitute the practical application of
this theory to action in society. All objections to the effect that eco-
nomics, sociology, and liberalism are predicated on a definite world
view prove untenable once it is recognized that the science of action
is concerned only with acting men and that it can say nothing about
plant-like beings living with no thought of tomorrow, whom we can
scarcely consider as human.

3. the universalist critique of methodological

individualism

The reproach of individualism is commonly levelled against econom-
ics on the basis of an alleged irreconcilable conflict between the in-
terests of society and those of the individual. Classical and subjectivist
economics, it is said, give an undue priority to the interests of the
individual over those of society and generally contend, in conscious
denial of the facts, that a harmony of interests prevails between them.
It would be the task of genuine science to show that the whole is
superior to the parts and that the individual has to subordinate himself
to, and conduct himself for, the benefit of society and to sacrifice his
selfish private interests to the common good.

In the eyes of those who hold this point of view society must appear
as a means designed by Providence to attain ends that are hidden from
us. The individual must bow to the will of Providence and must sac-
rifice his own interests so that its will may be done. His greatest duty
is obedience. He must subordinate himself to the leaders and live just
as they command.

But who, one must ask, is to be the leader? For many want to lead,
and, of course, in different directions and toward different goals. The
collectivists, who never cease to pour scorn and derision on the liberal
theory of the harmony of interests, pass over in silence the fact that
there are various forms of collectivism and that their interests are in
irreconcilable conflict. They laud the Middle Ages and its culture of
community and solidarity, and with romantic sentimentality they wax
ecstatic over the communal associations “in which the individual was
included, and in which he was kept warm and protected like fruit in
its rind.”2 But they forget that papacy and empire, for example, opposed

2. Sombart, Der proletarische Sozializmus (10th ed.; Jena, 1924), I, 31.



38 � the task and scope of the science of human action

each other for hundreds of years and that every individual could find
himself at any time in the position of having to choose between them.
Were the inhabitants of Milan also “kept warm and protected like fruit
in its rind” when they had to hand over their city to Frederick Barba-
rossa? Are there not various factions fighting today on German soil
with bitter anger, each of which claims to represent the only true col-
lectivism? And do not the Marxian socialists, the national socialists,
the church, and many other parties approach every individual with the
demand: Join us, for you belong in our ranks, and fight to the death
the “false” forms of collectivism? A collectivist social philosophy that
did not designate a definite form of collectivism as true and either treat
all others as subordinate to it or condemn them as false would be
meaningless and vain. It must always tell the individual: Here you have
an unquestionably given goal, because an inner voice has revealed it
to me; to it you must sacrifice everything else, yourself above all. Fight
to victory or death under the banner of this ideal, and concern yourself
with nothing else.

Collectivism, in fact, can be stated in no other way than as partisan
dogma in which the commitment to a definite ideal and the condem-
nation of all others are equally necessary. Loyola did not preach just
any faith, but that of the Church of Rome. Lagarde did not advocate
nationalism, but what he regarded as German nationalism. Church,
nation, state in abstracto are concepts of nominalistic science. The
collectivists idolize only the one true church, only the “great” nation—
the “chosen” people who have been entrusted by Providence with a
special mission—only the true state; everything else they condemn.

For that reason all collectivist doctrines are harbingers of irrecon-
cilable hatred and war to the death.

The theory of the division of labor—the starting point of sociology—
demonstrates that there is no irreconcilable conflict, as collectivist
metaphysics maintains, between the interests of society and those of
the individual. In isolation the individual cannot attain his ends, what-
ever they may be, or at least not to the same extent as by social coop-
eration. The sacrifices he makes for the maintenance of social co-
operation are therefore only temporary: renunciation of a momentary
benefit for the sake of an advantage that endures throughout the con-
tinued existence and evolution of the division of labor. Society comes
into being and develops not by virtue of a moral law imposed on man-
kind by mysterious powers bent on forcing the individual, against his
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interests, into subordination to the social whole, but through the action
of individuals cooperating in the attainment of ends that they severally
aim at, in order to take advantage of the higher productivity brought
about by the division of labor. The sum and substance of the “individ-
ualistic” and “atomistic” theory of society is that every individual bene-
fits from the existence of society and that no one would be better off
as a freebooting individual in an imaginary state of isolation, searching
for food on his own and engaging in the war of all against all, than as
a member of society, though a thousand times more constrained and
circumscribed.

The collectivists contend that “individualism” sees in society only
the sum total of individuals, whereas society is really something spe-
cific.3 However, science is not at all concerned with determining what
society is, but with the effect of labor performed under conditions of
social cooperation. And its first statement is that the productivity of social
cooperation surpasses in every respect the sum total of the production
of isolated individuals.

For the purposes of science we must start from the action of the
individual because this is the only thing of which we can have direct
cognition. The idea of a society that could operate or manifest itself
apart from the action of individuals is absurd. Everything social must
in some way be recognizable in the action of the individual. What
would the mystical totality of the universalists be if it were not alive in
every individual? Every form of society is operative in the actions of
individuals aiming at definite ends. What would a German national
character be that did not find expression in the Germanism of indi-
viduals? What would a church be that did not express the faith of
individuals? That one is a member of a market society, a party comrade,
a citizen, or a member of any other association must be shown through
his action.

Spann, the most prominent present-day champion of universalism,
strongly emphasizes that universalist sociology deals with spiritual facts
that cannot be drawn from experience because they “possess, by virtue
of their a priori character, a pre-empirical, supra-empirical existence.”4

In the first place, this is not accurately expressed. Only the laws of
human action can be derived a priori; but it is experience alone that

3. Spann, article “Soziologie,” Handwörterbuch der Staatswissenschaften (4th edition), VII, 655.
4. Ibid.
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can establish whether or not the categorial prerequisites of action are
also present in the concrete case. (Here we may pass over the fact that
every experience presupposes something given a priori.) One can infer
from the a priori theory of action that the division of labor is not
practicable without some way by which men can communicate with
one another. But only experience can show whether the division of
labor and language exist in fact. And experience alone can tell us that
different linguistic systems are to be found in the world and that from
this fact particular consequences must follow—consequences which,
a priori, are at best recognized as possible, but certainly not as having
been established as existing. It cannot be deduced a priori that between
the totality constituted by humanity or the totality constituted by a
world state, on the one hand, and the individual, on the other, stand
the totalities constituted by people, race, state, and linguistic com-
munity; this can be ascertained only through experience.

However, what Spann has in mind when he declares the a priori
method to be the only one appropriate for sociology as he conceives
it is not at all a priori reasoning, but intuitive insight into a whole.
Again and again science is reproached for its inability to grasp the
whole of life, becoming, and being. In its hands the living whole be-
comes a dead patchwork; the brilliance and color of creation pale, and
the infinite variety and beauty of the universe wither into a rational
pattern. A new science must arise which would teach us to grasp the
whole in its entirety. Only knowledge of this kind deserves the name of
true science. Everything else is merely rational explanation and as such
is untrue because it is unable to approach the splendor of creation.

4. the experience of a whole and scientific

cognition

Science, which is dependent both on discursive reasoning and on ex-
perience, does not present us with a unified picture of the world. It
reduces phenomena to a number of concepts and propositions that we
must accept as ultimate, without being able to establish a connection
between them. It proves incapable of closing the gap that exists be-
tween the system of the sciences of human thought and action and
the system of the sciences of physical nature. It does not know how to
find a bridge between sentience and motion or between consciousness
and matter. What life and death are eludes its grasp.



science and value � 41

But what reason and the experience of the natural sciences have
denied us is given to us by personal experience, though in a different
manner from that of science. We are unable to fathom life through
reason, nor can we experience it through science. Reason and science
deal only with isolated fragments detached from the living whole and
thereby killed. They never refer to life as it is lived and never to life as
a whole. But we experience life in living, and in living our life we live
life as such: we experience the unity and indissoluble congenerous-
ness5 of all life. We are unable to grasp the whole by reasoning, but
we can experience it in living.

This personal experience of wholeness, unity, and infinity is the
loftiest peak of human existence. It is the awakening to a higher hu-
manity. It alone transforms everyday living into true living. It is not
vouchsafed to us daily or at all places. The occasions on which we are
brought closer to the world spirit must await a propitious hour. Such
moments occur only seldom, but they are a thousandfold rewarding,
and reflection upon them illumines the passing days, weeks, months,
and years.

What we experience in these moments of exaltation fills our deepest
and most personal thoughts and feelings. They are so private and per-
sonal that we are unable to communicate them to anyone else. They
are so deep within us that they cannot make a clear impression on our
own consciousness. Whoever in the presence of his beloved or in the
contemplation of an aspect of nature or in the stirring of his own
strength has experienced the power of the infinite finds it impossible
to tell either himself or others what it is that moves him and how it
moves him. The whole remains ineffable because reason and language
are unable to enter here.

Art is nothing more than a faltering and inadequate attempt to ex-
press what has been thus experienced and to give some form to its
content. The work of art captures not the experience, but only what
its creator has been able to express of the experience. Missing are the
content, the color, and the vitality of the experience, which come
entirely from within. Of course, the work of art can kindle a new
personal experience if one allows oneself to be affected by it. However,
the experience that the work of art evokes is not adequate to what its
creator wanted to express. The artist gives the work tone, melody, color,

5. [Congenerousness—the state of being allied in nature and origin.—Ed.]
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words, and form, but not personal experience. Yet we derive more from
it than the mere sensation of tone, melody, color, words, and form: we
experience it. And this personal experience is another and a new ex-
perience of a different kind. The same is true of all forms of mysticism
and metaphysics. We grasp the words, but we ourselves must add the
meaning, the personal experience. For our means of expression and of
thought do not touch life in its fullness and wholeness. As the ancient
Brahmin sages said, it is that “which words and thoughts seek without
finding.”6

That is why there can be no progress or evolution in metaphysics,
mysticism, and art. The accuracy with which a work renders the like-
ness of the external world can be enhanced, but not what is essential,
not what is artistic in it. The most primitive work of art also can express
the strongest experience, and it speaks to us, if only we let it, and leads
us into depths that science can never make accessible.

Again and again those who want to obliterate the boundary between
scientific knowledge and mystical intuition in personal experience re-
proach science for stopping at the surface of things and not penetrating
into the depths. One has to recognize that science is not metaphysics,
and certainly not mysticism; it can never bring us the illumination and
the satisfaction experienced by one enraptured in ecstasy. Science is
sobriety and clarity of conception, not intoxicated vision.

It is true, as Bergson has seen with unsurpassed clarity, that between
reality and the knowledge that science can convey to us there is an
unbridgeable gulf.7 Science cannot grasp life directly. What it captures
in its system of concepts is always of a different character from the
living whole.8 One may therefore, if one wishes, even call it dead,
because what is not life is death. But if one thinks that one has thereby
pronounced an unfavorable judgment on science, one is mistaken.
One can call science dead, but one cannot say that it is not useful. It
is indispensable in a double sense: first, as the sole means that can lead
us to whatever measure of knowledge we can attain at all; and then,
as the only foundation for an action that brings us closer to the ends

6. Cf. Deussen, Vedânta, Platon und Kant (Vienna, 1917), p. 67.
7. Cf. Bergson, L’évolution créatrice (7th ed.; Paris, 1911), pp. 1 ff.
8. This has never been denied, not even by the empiricism of the natural sciences. Erasmus
Darwin wrote: “Following life, in creatures we dissect,/ We lose it, in the moment we detect.”
Quoted by J. S. Mill in his System der deductiven und inductiven Logik, trans. by von Gomperz
(Leipzig, 1872), II, p. 163.
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at which we aim. Whether we see the greatest value in wisdom or in
action, in neither case may we scorn science. It alone shows us the
way both to knowledge and to action. Without it our existence would
be only vegetative.

5. the errors of the universalist doctrine

Thus every argument of the universalist critique directed against the
methodological individualism of sociology, and of economics in par-
ticular, proves unwarranted. Science cannot proceed otherwise than
discursively. Its starting points must have as much certainty as human
knowledge is capable of, and it must go on from there, making logical
deductions step by step. It can begin as an aprioristic science with
propositions necessary to thought that find their support and warrant
in apodictic evidence; or as an empirical science it can start with ex-
perience. But never can it take as its starting point the vision of a whole.

One would misunderstand the nature and function of cartography
if one were to demand that maps show mountains and forests in all
their beauty and grandeur. The most exquisite description of the love-
liness of the countryside could not in the least compensate us for the
map. It would not be able to show us the path that leads to the goals
we want to reach. It is not for botany to discuss the beauty and the
charm of flowers; it may not take its starting point from forests and
meadows, but from the individual plants, and it studies plants from the
standpoint of vegetable physiology and plant biology by basing its
knowledge on that of the cell.

When universalism opposes the thesis that “natural laws of mecha-
nistic causality” underlie social phenomena, we can agree in so far as
there is a fundamental difference between the observation of nature
and the comprehension of meaning that is characteristic of the sci-
ences of human action. The view of behaviorism is just as untenable
as the epistemological position taken by Schumpeter in his first book.9
All mechanistic analogies are misleading.

However, we can no more do without the category of causality in
our scientific thinking than in everyday thinking; it is the only category
that cannot be thought away.10 Indeed, a mode of reasoning that did

9. Wesen und Hauptinhalt der theoretischen Nationalökonomie (Leipzig, 1908).
10. Cf. Schopenhauer, Die Welt as Wille und Vorstellung (Collected Works, edited by Frauen-
städt, 2nd ed.; Leipzig, 1916), II, 531.
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not involve reference to causality could not arrive at the concepts of
God and the whole. That science means, above all, conceptual think-
ing will not, of course, be disputed. But thinking must always be causal
and rational.

Human reasoning does not have the power to exhaust completely
the content of the universe. In the sciences of human action it goes as
far as conceptual thinking can go. Beyond this point nothing more can
be done than to determine what the irrational facts are by means of
the specific understanding of the moral sciences.

The error of universalism, as well as of other doctrines that attempt
to deal with the methodological and logical uncertainties of the moral
sciences, consists in the failure to see that understanding—i.e., insight
into form and quality—is not the sole or the preeminent method of
the moral sciences, but on the contrary, that it must be logically and
temporally preceded by conception, i.e., the intellectual comprehen-
sion of meaning.

6. “objective” meaning

The metaphysical systems of the philosophy of history presume to be
able to detect behind the appearance of things their “true” and “real”
essence, which is hidden to the profane eye. They imagine themselves
capable of discovering the final purpose of all mundane activity. They
want to grasp the “objective meaning” of events, which, they maintain,
is different from their subjective meaning, i.e., the meaning intended
by the actor himself. In this respect all systems of religion and all
philosophies of history proceed according to the same principles. Not-
withstanding the bitterness with which they fight one another, Marxian
socialism, German national socialism, and the non-German move-
ments related to it, which have taken a variety of forms, are all in
agreement on logical method; and it is worth noting that they can all
be traced back to the same metaphysical foundation, namely, the He-
gelian dialectic.

The science of human action knows of no way that could lead rea-
soning men to knowledge of the hidden plans of God or Nature. It is
unable to give any answer to the question of the “meaning of the
whole” that could be logically established in the manner in which the
findings of scientific thought must be in order to be acknowledged at
least as provisional truths. It deliberately abstains from intruding into
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the depths of metaphysics.11 It suffers lightly the reproach of its oppo-
nents that it stops at the “surface” of things.

It is not to be denied that the loftiest theme that human thought
can set for itself is reflection on ultimate questions. Whether such
reflection can accomplish anything is doubtful. Many of the most em-
inent minds of the past were of the opinion that thought and cognition
overstep their domain of effectiveness when they apply themselves to
such tasks. In any case, it is certain that differences of a fundamental
nature exist between metaphysical speculations and scientific investi-
gation—differences that may not be ignored without peril. It is the
function of science to think out to their ultimate conclusions the a
priori prerequisites of knowledge in their purity, to develop thereby a
comprehensive theoretical system, and, with the aid of the results so
obtained, to extract from the data of experience all that they can teach.

On the other hand, it is no part of the task of science to examine
ultimate questions or to prescribe values and determine their order of
rank. Nevertheless, one may call the fulfillment of these tasks higher,
nobler, and more important than that of the simpler task of science,
which is to develop a theoretical system of cause-and-effect relation-
ships enabling us to arrange our action in such a way that we can attain
the goals we aim at. One may hold poets, prophets, or promulgators
of new values in higher esteem than scientists. But in no case is one
free to confound these two fundamentally different functions. For ex-
ample, one may not attempt, in compliance with Novalis’s invitation,
to “poetize” the science of finance.12

Metaphysics and science perform different functions. They cannot,
therefore, adopt the same procedures, nor are they alike in their goals.
They can work side by side without enmity because they need not
dispute each other’s domain as long as they do not misconstrue their
own character. A conflict arises only when one or the other attempts
to overstep the boundary between them. Positivism thought that, in
place of uncertain speculations and poetry masquerading as philoso-
phy, it would be able, through the application of the methods of sci-
ence to the problems dealt with by metaphysics, to adopt a procedure
guaranteeing the certainty of scientific demonstration to the treatment
of the ultimate objects of knowledge. What it failed to see was that

11. Sulzbach, Die Grundlagen der politischen Parteibildung (Tübingen, 1921), pp. v f.
12. Quoted by Freyer in Die Bewertung der Wirtschaft im philosophischen Denken des 19. Jahr-
hunderts (Leipzig, 1921), p. 48.
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from the moment it undertook to treat of metaphysical problems, it
itself also necessarily engaged in metaphysics. Precisely because it did
not see this, its own metaphysics, notwithstanding its professions of
scorn for everything metaphysical, was naive in the extreme.

On the other hand, securely established conclusions of scientific
thought are again and again attacked on metaphysical grounds. Now,
of course, nothing that is scientifically established can be brought
against the assumption that things could present themselves to a mind
other than human differently from the way in which we see and ex-
perience them, so that the science of this other mind would possess a
different content from ours. Our own thinking is utterly powerless to
discover anything whatever about what such a superhuman or divine
being would think. But within the cosmos in which our action is ef-
fective and in which our thinking paves the way for action, the findings
of our scientific reasoning are so securely established as to render
meaningless the statement that, in a broader setting or in a deeper
sense, they would have to lose their validity and yield to some other
cognition.

Since we must concern ourselves here not with empirical science,
but with the apriorism of the science of human action, we need not
consider the encroachments of metaphysics upon the domain of the
former. It is obvious that the attempts to use metaphysical arguments
to refute what follows from a priori ratiocination are tantamount to
replacing discursive reasoning by the arbitrariness of intuitive flights
of fancy. No metaphysics is in any way able to undermine the concept
of action. Consequently, metaphysics can detract nothing from what-
ever is necessarily deduced from that concept. When we seek to com-
prehend categorially the prerequisites of human action, one may criti-
cize and correct our procedure, if it goes wrong, by resort to scientific
reasoning. However, whatever firmly withstands the logical scrutiny of
our reason can in no way be refuted by the assertions of metaphysics.
It is no more permissible to deny recognition to any of the propositions
of economics—for example, the theory of value and of price forma-
tion—by referring to the fact that one has a different “world view” or
that one’s “interests” give one a different—e.g., the “proletarian”—
standpoint than it would be to use the statements of metaphysics to
argue down the binomial theorem. No vision of totality, no universal-
ism, and no “sociologism” can allow us to “understand” things differ-
ently from the way in which they must present themselves to our sober
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reasoning. If I am unable to show through arithmetical reasoning that
arithmetic is contradictory in saying three times three equals nine, I
am not warranted in asserting that in a “higher” or “deeper” sense
another answer has to be true.

The conclusions that must be drawn from the findings of economics
do not meet the approval of those whose immediate, momentary in-
terests make it appear desirable that other teachings be recognized as
correct. Inasmuch as they are at a loss to discover any error in the
logical structure of economics, they call upon supramundane powers
for help.

iv. Utilitarianism and Rationalism and the Theory of Action

1. vierkandt’s instinct sociology

None of the objections that have been raised for thousands of years
against hedonism and utilitarianism has the least bearing upon the
theory of action. When the correlative concepts of pleasure and pain,
or utility and disutility, are grasped in their formal sense and are de-
prived of all material content, all the objections that have been re-
peated ad nauseam for ages have the ground cut from under them. It
requires a considerable unfamiliarity with the present state of the ar-
gument to raise once again the old charges against “immoral” hedo-
nism and “vulgar” utilitarianism.

Today it is customary, when one finds oneself compelled to acknowl-
edge the logical impossibility of any other view, to say that the formal
conception of pleasure and utility is devoid of all cognitive value. In
grasping these ideas in their purity, the concept of action, it is said,
becomes so empty that nothing more can be done with it. To answer
this criticism one need only point to all that economic theory has been
able to deduce from the allegedly empty concept of action.

If one attempts to engage in the scientific investigation of what, in
our view, constitutes the subject matter of the science of human action
without resort to the proscribed principle of hedonism, one falls un-
awares into empiricism, which cannot succeed in connecting into a
system the multiplicity of facts it encounters or in using them for the
explanation of the phenomena that are to be comprehended. An ex-
ample may make this clear.
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In his endeavor to construct a theory of society, Vierkandt knows no
other means than to ascribe to men a series of “social propensities.” In
this regard he follows the procedure of a great number of investigators.
He understands by the social propensities of man

such innate instincts (e.g., the instinct to be of help) and other innate
characteristics and modes of behavior (e.g., understanding and suscep-
tibility to influence) as presuppose for their manifestation the presence
of other men, or, more precisely, the condition of society.

In addition, there are still other propensities such as also or only “man-
ifest themselves in relation to other entities.”1 And here Vierkandt goes
on to enumerate and describe a series of instincts, propensities, and
impulses.

Such an enumeration can never, of course, be complete. The dis-
tinction between one instinct and another must necessarily be arbi-
trary. To be quite consistent one would have to link a corresponding
instinct with every goal that has ever been aimed at anywhere and at
any time. If, for example, one assumes the existence of an instinct for
food, from which one distinguishes the instinct for means of enjoy-
ment, there is no reason why one should not go further and speak also
of an instinct for meat or, even more specifically, of an instinct for beef
or, still more specifically, of an instinct for beefsteak. What one has in
view in speaking simply of the instinct for food is a summary statement
in terms of the end aimed at by the actions of men directed toward
the provision of different foods. If one represents, in summary form,
actions directed toward the consumption of carbohydrates, fats, and
proteins as the result of the instinct for food, one can, in the same way
and with the same justification, also look upon actions directed toward
providing food, shelter, and clothing, as well as a great many other
actions, as the result of the instinct for self-preservation. How far one
goes in this process of generalization is entirely a matter of arbitrary
choice, unless one makes a radical change in one’s whole mode of
reasoning and passes to the level of broadest generality, i.e., to the
formal concept of the end devoid of all material content. Because
Vierkandt rejects utilitarianism and hedonism and therefore does not
take this decisive step, he comes to a stop at an arbitrary division of
the various human wants.

1. Vierkandt, Gesellschaftslehre (2nd ed.; Stuttgart, 1928), p. 23.
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The innate social propensities appear, Vierkandt goes on to explain,
“frequently in pairs of opposites.” Thus, pitted against the “instinct of
self-esteem” is “its opposite, the instinct of obedience”; against the
“instinct to be of help,” the “fighting instinct”; against the “sociable
instinct,” an “instinct of avoidance”; against the “communicative in-
stinct,” an “instinct of secretiveness and concealment.”2 Since nothing
can be said about the strength with which these opposed instincts make
themselves felt, one cannot understand how the rise of social cooper-
ation is to be explained on the basis of them. Even if we pass over the
impermissible hypostasis involved in the statement that the “social pro-
pensities” lead to the development of social cooperation, we still lack
any adequate explanation for the fact that the social instincts are vic-
torious over the antisocial instincts. Why is it that the fighting instinct,
the instinct of self-esteem, and the instinct of avoidance do not frustrate
the formation of social bonds?

The “instinct of self-esteem,” Vierkandt maintains, cannot manifest
itself “without the instinct of subordination being active at the same
time.” Here, he continues, one has to deal with the “characteristic
coalescence of opposed instincts; in this regard the total picture is, of
course, modified by the instinct of domination.”3 Assuming an “in-
stinct of subordination,” one is forced, if one does not choose to be
completely blind to reality, to assume an opposite instinct: Vierkandt
calls it the instinct of self-esteem. (Wiese objected with good reason
that Vierkandt, when he recognizes an instinct of subordination, would
have to “allow no less for an instinct of rebellion, which is, of course,
very important in history and in the life of the individual.”4) Yet Vier-
kandt is unable to produce any other proof that the instinct of subor-
dination is victorious over the instinct of self-esteem than the fact that
in his presentation he labels the former the stronger and better instinct.
“Subordination,” he asserts, “is a condition which is healthy, normal,
and conducive to happiness; a condition in which the situation de-
mands the replacement of self-esteem by the opposite attitude.”5 It is,
after all, noteworthy that Vierkandt, the opponent of eudaemonism,
attributes to subordination effects conducive to happiness. Here Feu-

2. Ibid.
3. Op. cit., p. 37.
4. Kölner Vierteljahrschaften für Soziologie III (1923), 179.
5. Vierkandt, op. cit., p. 61.
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erbach’s observation becomes pertinent: “Every instinct is an instinct
for happiness.”6

The self-esteem that Vierkandt has in mind is, however, of a peculiar
kind. It is, as it were, a by-product of subordination. “Everywhere,
acceding to the will of the superior means at the same time that one
elevates oneself to his level: subordination means simultaneously an
inner sharing of the greatness of the superior.” He cites as an example
“the relationship of the servant to his master under patriarchal condi-
tions.”7 In another place Vierkandt again speaks of the “servant who
shows off the castle of his master with enhanced self-esteem” because
he feels “inwardly at one with his lord, his family, and their splendor.”8

The self-esteem that Vierkandt has in view reveals itself, therefore,
as nothing more than the pride of a flunky. Then, of course, there is
no wonder that it does not stand in the way of the instinct of subor-
dination. This subordination is tantamount to “unconditional obedi-
ence.” The subordinate makes himself “blindly dependent within.” He

submits completely to his superior’s judgment, especially his value judg-
ments: he receives his worth from his superior in that he regulates his
conduct according to his superior’s standards and by so doing satisfies
his self-esteem. The subordinate is, as it were, absorbed by the superior:
he loses his personality, but finds in community with the superior a new
one again, which he experiences as his own personality ennobled.9

Vierkandt is able to point with particular satisfaction to the fact that
all these instincts are to be found in animals.

In the dog the truly human inner devotion to its master shows itself in
an elementary, but very powerful, form, e.g., enlivenment in the master’s
presence and the polarization brought about by him in general.

Vierkandt considers as very noteworthy

also the satisfaction of self-esteem shown by a dog and probably by other
animals too when they succeed in the performance of a task for which
they have been trained, because of the connection of this instinct with
the instinct of subordination in the human being.10

6. Feuerbach, Sämtliche Werke (republished by Bolin and Jodl, Stuttgart, 1907), X, 231. “Hap-
piness,” says Feuerbach (ibid.), is “nothing but the healthy, normal condition of a being.”
7. Vierkandt, op. cit., p. 48.
8. Vierkandt, op. cit., pp. 31 f.
9. Vierkandt, op. cit., p. 47.
10. Vierkandt, op. cit., p. 60.
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Thus, as Vierkandt sees it, human society is, so to speak, already fore-
shadowed in the relationship of the master to the dog he trains. The
relationship of leader and led corresponds to the relationship of master
and dog: it is healthy and normal, and it is conducive to the happiness
of both, the master as well as the dog.

One cannot argue this point further with Vierkandt because, in his
view, the ultimate source of cognition is

phenomenological insight, i.e., what we directly experience personally in
ourselves and can convey to our consciousness with apodictic evidence.11

Therefore, we do not doubt that he really has inwardly experienced
all this. Indeed, we shall go still further and not deny his qualification
to speak from direct personal experience and insight about the “truly
human inner devotion of the dog to his master.” But what if someone
were to affirm that he had personally experienced and intuited some-
thing different? Suppose one chose to call “healthy, normal, and con-
ducive to happiness” not the self-esteem of lackeys and dogs, but that
of men? What if one chose to seek the basis of “inner communion”
not in the “desire for subordination,” like Vierkandt,12 but in the desire
for joint action?

Vierkandt rejects the individualist theory of action because he wants
to champion a political program that appears senseless when viewed
from the standpoint of scientific economics and sociology. He is un-
able to support his rejection of the latter except by repeatedly referring
to the rationalist, individualist, and atomistic character of everything
that does not meet with his approval.13 Rationalism, individualism, and
atomism are today condemned by all ruling parties for easily recog-
nizable reasons; and so this mode of argumentation suffices for the
sphere in which the official doctrine is accepted. In place of the sci-
ences he attacks without having understood their teachings, Vierkandt
provides an arbitrary enumeration and description of innate primary
instincts and impulses that he alleges to have experienced and intuited
just so and not otherwise, in order to found a political program on a
basis that suits his purposes. Here we can disregard all this. What is
noteworthy for us is that he who wants to avoid the path taken by the

11. Vierkandt, op. cit., p. 41.
12. Vierkandt, op. cit., p. 63.
13. Cf. also Vierkandt’s article “Kultur des 19. Jahrhunderts und Gegenwart,” Handwörterbuch
der Soziologie, pp. 141 ff.
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universally valid science of human action can explain the social co-
operation of men in no other way than by reference to the working of
inborn propensities that lead to association; that is, if he does not prefer
to represent it still more simply as a work of God or Nature.

If anyone believes that he can explain every human want, or every
class of human wants constructed by him, by correlating with it a
particular impulse, instinct, propensity, or feeling, then he is certainly
not to be forbidden to do so. Not only do we not deny that men desire,
want, and aim at different things, but we start precisely from this fact
in our reflections. When science speaks of pleasure, happiness, utility,
or wants, these signify nothing but what is desired, wished for and
aimed at, what men regard as ends and goals, what they lack, and what,
if procured, satisfies them. These terms make no reference whatever
to the concrete content of what is desired: the science is formal and
neutral with regard to values. The one declaration of the science of
“happiness” is that it is purely subjective. In this declaration there is,
therefore, room for all conceivable desires and wants. Consequently,
no statement about the quality of the ends aimed at by men can in
any way affect or undermine the correctness of our theory.

The point at which the science of action begins its work is the mu-
tual incompatibility of individual desires and the impossibility of per-
fect satisfaction. Since it is not granted to man to satisfy all his desires
completely, inasmuch as he can attain one end only by forgoing an-
other, he must differentiate among instincts: he must decide in favor
of one thing and against something else; he must choose and value,
prefer and set aside—in short, act. Even for one who calls the happi-
ness of subordination desirable, a moment can come in which he has
to choose between devotion to the leader and the satisfaction of an-
other instinct, e.g., the instinct for food; as when a republican party at
the head of the government threatens monarchist officials with dis-
missal. Everyone again and again finds himself confronted with a sit-
uation in which his conduct—whether it consist in an overt deed, an
act of omission, or acquiescence—helps to determine whether or not
his goals are attained.

However, a doctrine that rejects rationalism, individualism, and eu-
daemonism can say nothing about human action. It stops at the enu-
meration and description of a number of instincts. To be sure, it tells
us that men love and hate, that they are garrulous and taciturn, that
they are cruel and compassionate, that they are sociable and that they
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shun society. But it can say nothing about the fact that they act, work,
labor, and toil to achieve goals. For one can speak of action only if one
starts from the individual, if one takes rationality into consideration,
and if one recognizes that the goal of action is the removal of dissat-
isfaction. If one wants to explain society without reference to the ac-
tions of men, the only expedient that remains is to view it as the out-
come of mysteriously operating forces. Society is then the result of the
instinct of association; it is “inner communion”; it is basic and intrinsic;
it is not of this world.

2. myrdal’s theory of attitudes

Still another example may help to show how vain are all objections
raised against the atomism, individualism, utilitarianism, and ration-
alism of the science of action. No less clearly than in the case just
discussed, it will be seen here too that attempts to explain human
action in terms of such psychological factors as the striving for power
are incapable of refuting the conclusions that economics reaches by
cogent logical reasoning. Under the guise of nonpartisan criticism of
all the social sciences hitherto developed, an effort is made to justify
interventionism, a policy whose inexpedience and futility (as seen from
the standpoint of the goals that its advocates hope to attain by it) has
been demonstrated by economics.

Myrdal thinks one understands

the pathos of the labor movement poorly if one believes that it fights
chiefly for higher real wages. Viewed from the standpoint of social psy-
chology, something else is involved here . . . The demands for higher
wages, shorter working time, etc. are, of course, important in and of
themselves, but viewed more deeply, they are only an expression of far
more general strivings for power and demands for justice on the part of
a social class which simply feels oppressed. Even if there were no hope
of forcing through higher wages, the battle would go on. Even if the
workers had reason to believe that a decline in productivity and wages
would result, they would nevertheless demand more power and codeter-
mination in the conduct of business. In the last analysis, more is at stake
for them than money; their joy of labor is involved, their self-esteem, or,
if one will, their worth as men. Perhaps no great strike can be explained
merely as a strike for higher wages.14

14. Cf. Myrdal, Das politische Element in der nationalökonomischen Doktrinbildung, translated
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With this argument Myrdal, of course, believes he has deprived of
its importance—from the point of view of the workers’ judgment of
the goals of trade unionism—the irrefutable proof provided by eco-
nomics that trade-union policy can never permanently raise wages for
all workers. For whoever knows how to examine the matter “more
deeply” or from the standpoint of “social psychology” will realize, he
thinks, that in the eyes of the workers organized in unions, what is at
issue is by no means the height of wages or a question of money; on
the contrary, quite different things are at stake, such as their “joy of
labor,” their “self-esteem,” and their “worth as men.”

If this were really so, it would be impossible to understand why
union leaders and the socialists of the chair who give them support
place so much emphasis on again and again upholding in their public
declarations the contention, pronounced untenable by economics,
that wages can be raised permanently for all workers by trade unionism;
and why they so ardently endeavor to proscribe and silence all who
are of a different opinion. The reason for this behavior on the part of
union leaders and their literary allies is that the unionized workers
expect an increase in their real income. No worker would join a union
if he were unable to hope for a wage increase from it, but, on the
contrary, would have to reckon with a loss of wages. Even the prospect
of being compensated through joy of labor, self-esteem, human worth,
and the like could not make him a friend of the unions. Union leaders
know quite well that the expectation of an increase in income is the
one and only factor that has brought the unions into existence and still
holds them together.

However, even if Myrdal were right in saying that the unions really
do not fight chiefly for higher wages, but rather for other things, the
statements of economics on the question of the influence that the
combination of workers into trade unions has on the height of wages
would remain unaffected. Economics is neither for nor against unions.
It seeks only to show how the specific policy of trade unions affects the
labor market.

Myrdal’s position is not improved by his avoidance of plain and open
speaking. In explaining that the demand for higher wages is “of course,

by Mackenroth (Berlin, 1932), pp. 299 f. [Translator’s note: The quotations are from the German
edition of Myrdal’s book, published under the title cited. In the English-language edition, which,
as the title indicates, was translated from the German by Paul Streeten and published by Rout-
ledge and Kegan Paul, Ltd., in London in 1953, the quoted passages, perhaps in consequence of
von Mises’ critique in this text, have been considerably weakened.]
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important in and of itself,” he no doubt thinks he has sufficiently pro-
tected himself against all criticism. We encounter here the vicious
practice on the part of the socialists of the chair of concealing an
inadequacy of logic by means of an imprecise and inexact mode of
expression. Inasmuch as, in the further course of his argument, Myrdal
goes so far as to assert that workers would adhere to trade unions even
if they were to discover that this involved a sacrifice of wages, he holds
the view that the wage increase—which, in his opinion and in that of
all socialists of the chair and union leaders, union policy makes inev-
itable—is valued by the workers only as an agreeable, but secondary,
success of measures directed at the attainment of other goals. However,
such a statement makes no contribution whatever toward advancing
the discussion of the question whether the employment of union tac-
tics can result in a general and permanent wage increase, which is the
only aspect of the matter that has any importance for economic theory
and—as all unbiased critics will, of course, admit—in actual practice
as well.

Myrdal is familiar with neither the history nor the present state of
economics and is therefore fighting against windmills. According to
him, economics maintains that only “economic interests” guide hu-
man action. By “economic interests” Myrdal understands “the desire
for higher income and lower prices.” This, he contends, is an error:
“Regrettably—or perhaps fortunately—the motives of human action
are not exhausted with the mere recording of economic interests.”15

The economists of an earlier age took the view that there is a defin-
able province of the “economic” and that it is the function of econom-
ics to investigate this province. Modern economists adhered to this
view for some time, although the line of demarcation between “eco-
nomic” and “noneconomic” ends must have appeared still less clearly
visible in the light of their subjectivism than in that of the objectivism
of the classical economists. Even today this view has not yet been given
up by everyone. But more and more the realization is spreading that
neither the motivations nor the ends of action can be differentiated as
economic and noneconomic. What is economic is only the conduct
of acting men. Economic action consists in the endeavor to remedy
the state of dissatisfaction or, expressed differently, to satisfy wants as
far as the scarcity of means allows.

It cannot be maintained that either of these two views saw in the

15. Myrdal, op. cit., p. 299.
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pursuit of economic interests (in the sense in which Myrdal employs
this term) the only motive of human action. The older view distin-
guished between economic and noneconomic goals. According to the
modern view, all action is economic. Modern economics makes no
distinction among ends because it considers them all equally legiti-
mate, even those that the older view and the popular mode of expres-
sion (adopted also by Myrdal) regard as noneconomic. Modern econ-
omists do not want valuations to be smuggled into their science. For
example, they do not want efforts to obtain “ideal” goods to be consid-
ered different in any way from the striving for “material” goods. The
fact that frequently a financial gain is eschewed or expenditures are
made in order to attain political or other ends, which are usually called
noneconomic, is not only not denied, but emphasized.

Myrdal works with a concept of “interest” that he equates with that
of “economic interest” and thus with “the desire for higher income
and lower prices.” The conduct of men, he maintains, is not deter-
mined by interests alone, but by “attitudes.” The term “attitude” is to
be understood as “the emotional disposition of an individual to respond
in certain ways toward actual or potential situations.” There are “hap-
pily,” he adds, “enough men with attitudes which do not at all coincide
with their interests.”16 It certainly does not require a book of over three
hundred pages to point this out. No one has denied, least of all econ-
omists, that there are men who aim at other things besides “higher
incomes and lower prices.” Böhm-Bawerk, for instance, explicitly stated
that he used the word “well-being” in the broadest sense, in which it
does “not embrace merely the self-centered interests of a subject, but
everything that appears to him worthy of pursuit.”17 All the arguments
advanced by Myrdal against the utilitarianism of economics collapse
completely, because he has not understood the fundamental ideas of
the modern doctrines he undertakes to criticize.

3. the critique of rationalism by ethnology and

prehistory

Attempts to undermine the “rationalistic” starting point of economic
theory by drawing on the research findings of ethnology and the history
of primitive peoples also miss the mark.

16. Myrdal, op. cit., p. 300.
17. Böhm-Bawerk, Kapital und Kapitalzins (4th ed.; Jena, 1921), Part II, Vol. I, p. 236, footnote.
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Eduard Hahn traces the origin of the plow and plow farming back
to ancient myths. Tillage with the plow, he tells us, was originally a
ceremony in which the plow represented the phallus of the ox who
drew it impregnating mother earth. The wagon, according to him, was
not originally an “economic” means of conveyance. On the contrary,
it was a sacred implement whose purpose was “to repeat on earth the
wanderings of the rulers of fate in heaven.” Only later did “the wagon
sink to a commonplace implement of farming.”18

By means of these discoveries, which, to be sure, are by no means
uncontested, Hahn thinks he has cut the ground from under the util-
itarian position and furnished complete proof of the correctness of his
political program, which demands the “reestablishment of an active
social aristocracy.”19 “Modern ethnology,” Hahn believes,

finds itself . . . again and again and again in the strongest opposition to
the current view, which, in the most regrettable contradiction of the
facts of the real world, is bent on setting out pure utility as the only
operative mainspring of all the economic activity of men, and, indeed,
of all historical events in general. Gradually, however, it will have to be
recognized that the ideal aspect certainly deserves very great considera-
tion; that it is not true for all ages and peoples, as it is said to be for us,
the children of the second half of the nineteenth century, that the result
of every activity—whether it is a matter of a sack of potatoes or the
greatest discovery in philosophy or physics—can be expressed in marks
and pfennigs, or, for that matter, in dollars and cents.20

The peoples whose culture Hahn has studied had different ideas of
the relationship between cause and effect from those of the men of
the nineteenth century. Whereas today we are guided in our conduct
by ideas derived from modern chemistry, biology, and physiology, they
had notions that we are now accustomed to call beliefs in magic and
myths. They were, says Hahn, imbued with the idea that

the life of the vegetable or the animal kingdom could be influenced by
efficacious rites.21

The oldest agricultural botany, he further maintains, also certainly
stemmed from the idea that

18. Hahn, Die Entstehung der Pflugkultur (Heidelberg, 1909), pp. 40 ff., 105 ff., 139 ff., 152 ff.;
Frobenius, Paideuma, Umrisse einer Kultur und Seelenlehre (Munich, 1921), pp. 72 f.
19. Hahn, Die Entstehung der wirtschaftlichen Arbeit (Heidelberg, 1908), pp. 102 ff.
20. Hahn, Die Entstehung der Pflugkultur, p. 63.
21. Ibid., p. 86.
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before one could demand something of the land, something would have
to be done to further the growth of the vegetable kingdom; one had to
have first contributed something to it.22

Thus, Hahn himself admits that the primitive husbandmen prac-
ticed their rites because of their supposed utility and their anticipated
results. Their customs and magical rites were, according to Hahn’s own
presentation, actions consciously aiming at ends. When we call their
technology “magic” and ours “scientific,” all we are saying is that the
fundamental orientation of men’s conduct is the same in both cases
and that the difference is determined by the disparity in their concrete
ideas concerning the relationship between cause and effect. These
mythological views saw a causal relationship between, for example, the
nudity of the plowman and a rich harvest, and between many other
customs that are offensive to us today and the fertility of the soil;23 and
rites were performed in accordance with these ideas in order to ensure
the success of agricultural labor. But surely no one can find any support
in all this for the statement that men of primitive times differed from
us in that the mainspring of their actions was not utility, but idealism.
Obviously the result of economic activity could not be computed in
marks and pfennigs in an age that was not yet familiar with the use of
money. But what the men of primitive times strove for, what they
valued alone, and what they sought to attain precisely by means of
their rites, religious acts, exorcisms, prayers, and orgies was the satis-
faction of the “common” exigencies of life: the need for food, clothing,
shelter, health, and safety. For the other things we value today they
would have had no understanding—not even for “the greatest discov-
ery in philosophy or physics.”

The progress of civilization, Frobenius thinks, derives not from “need”
and “uneasiness,” but from “ideals.” Among other things the history of
cultivation with the hoe proves this.

The first step was apparently a gathering of grain that grew wild. Out of
thankfulness, and in order to propitiate mother earth, who was wounded
by the grain harvest, the custom arose, as an ideal, of again restoring
grain to her, the fruits of which flowed back not so much to the profane
life, but as holy testimony of sacrifice. Not until a later age did cultivation
with the hoe assume a more and more profane and rational character

22. Ibid., p. 87.
23. Ibid., pp. 117 ff.
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. . . Only when provident causality let ideals atrophy, when sober facts
came to dominate the spirit, did the practical, expedient utilization of
the “discovery” of cultivation with the hoe appear as profane farming.24

It may well be true that cultivation with the hoe and the plow arose
as ritual acts out of a technology of magic and mythology and that
later, after the inefficacy of the rites was realized, these methods of
tillage were retained because their suitability came to be recognized
as a result of the knowledge of agricultural botany that had been ac-
quired in the meantime. This discovery may be welcomed as a very
interesting contribution to the history of technology and the applica-
tion of technological knowledge. Yet for the purposes of the subject
under discussion it tells us nothing beyond the fact that the techno-
logical notions of primitive ages were different from ours. It would be
impermissible to infer from this that the action of men of distant times
and lands was categorially different from the action of modern men.
Berthold Schwarz intended to make gold, and in attempting to do so
is said to have discovered the preparation for gunpowder. Columbus
set sail to seek a sea route to the Indies and discovered America. Can
one therefore maintain that these two men acted in ways fundamen-
tally different from the way we act today? It has never been denied that
human action does not always attain the ends it has set for itself and
occasionally has results that would have appeared worth aiming at if
they had been known earlier.

When the husbandmen of remote antiquity sought to increase the
produce of their land by means of symbolic rites, their action was based
on the prevailing “technological” notions of their time. When today
we proceed differently, our action conforms to the technological no-
tions prevailing at the present time. He who considers them erroneous
might attempt to uncover their errors and replace a useless theory by
a more suitable one. If he is unable to do so, he should not criticize
the procedure of those who work for the dissemination of the knowl-
edge of modern agricultural technology. It is futile to criticize state-
ments such as “the shortsighted rationalism of the nineteenth century
regarded the acts and dispensations of the old ritual . . . simply as su-
perstition and thought it was to be pushed aside by instruction in the
public schools.”25 If one goes through the long list of rites—not very

24. Cf. Frobenius, Paideuma, pp. 70 ff.
25. Cf. Hahn, Die Entstehung der Pflugkultur, p. 87.
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commendable from the standpoint of present-day sentiment—that Ed-
uard Hahn has assembled in his writings on the basis of astonishingly
extensive research, one finds scarcely any whose elimination would be
regretted.26 For what purpose should the empty forms of a technology
whose fruitlessness no one can deny be retained?

In the behavior of men we can distinguish only two basic forms,
between which there is a sharp conceptual division: unconscious be-
havior, or vegetative reaction, and conscious behavior, or action. All
action, however, is necessarily in accord with the statements of the a
priori theory of human action. Goals change, ideas of technology are
transformed, but action always remains action. Action always seeks
means to realize ends, and it is in this sense always rational and mindful
of utility. It is, in a word, human.

4. instinct sociology and behaviorism

If one rejects the method of modern economics and renounces the
formal comprehension of action under the eudaemonistic principle
that action aims without exception at the enhancement of well-being
as judged by the individual according to his subjective standard of
values, then the only choice that remains is between the procedure of
instinct sociology and that of behaviorism. Instinct sociology seeks to
evade the crux of the problem by correlating with every desire an in-
stinct that is supposed to “explain” action. This is the method that
explains the effect of opium on the basis of the virtus dormitiva cuius
est natura sensus assupire. Behaviorism, on the other hand, avoids ex-
planation entirely and is satisfied with the mere recording of individual
acts. Neither “coarsely materialistic” behaviorism nor “idealistic” in-
stinct sociology would be at all able, if they were consistent, to refer
under one head to two actions that were not perfectly alike. For the
principle that leads them to treat both the instinct for bread and the
instinct for potatoes as the instinct for food, or to consider the con-
sumption of bread and the consumption of potatoes as eating, would
also have to lead them to broader generalizations until they arrived at
the most comprehensive category, “want-satisfaction” or “enhance-

26. A few examples from a compilation by Hahn (Die Entstehung der Pflugkultur, pp. 118 ff.):
sacred prostitution; lewd jokes, especially on the part of women, at agricultural festivals; the
singing of licentious songs by the most eminent women of Bautzen; running around the fields
naked by Wendish female flax-workers until as late as 1882.
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ment of well-being.” Both are helpless when confronted with the prob-
lem of the conflict of different wishes, aims, and desires in the face of
limited means for their satisfaction.

What a contrast between the wealth of knowledge that we already
owe to economic and sociological theory today, and the poverty and
inadequacy of what these two doctrines have to offer!



chapter 2

Sociology and History

Introduction

Rationalism brought about two revolutionary changes in the sciences
of human action. Into history, which had hitherto been the only sci-
ence of human action, it introduced the critical method. It freed that
science from its naive attachment to what had been handed down in
the chronicles and historical works of the past and taught it not only
to draw upon new sources—documents, inscriptions, and the like—
but to subject all sources to critical scrutiny. What the science of history
thereby gained can never be lost again, nor has its value ever been
contested. Even the attempts undertaken in recent times to “intuit”
history cannot do without the critical method. History can be investi-
gated only on the basis of sources, and no one will seriously want to
question the fact that its subject matter must be approached critically.
The only question that can raise uncertainty is not whether, but how
sources are to be analyzed and criticized.

The other great accomplishment of rationalism was the construction
of a theoretical science of human action, i.e., a science that aims at
the ascertainment of universally valid laws of human conduct. All that
this science owes to August Comte is its name. Its foundations had
been laid in the eighteenth century. What the thinkers of the eigh-
teenth and the early nineteenth centuries strove to develop above all
was economics, which is up to the present the best elaborated branch
of sociology. However, they also sought to provide the basis for a system
of thought extending beyond the relatively narrow sphere of economic
theory and embracing the whole of sociology.1

The fundamental admissibility and possibility of sociology was chal-

1. Kracauer, Soziologie als Wissenschaft (Dresden, 1922), pp. 20 ff.
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lenged in the second half of the nineteenth century. To many the idea
was intolerable that there can be laws of human action independent
of the historical milieu. Accordingly, they considered history as the
only science competent to take human action as its cognitive object.
This attack upon sociology’s right to exist was leveled almost exclusively
against economics. Its critics did not realize that economics is only a
branch of a more comprehensive science extending beyond its do-
main, but exhibiting the same logical character. Later, when sociology
became better known in Germany and all its branches came under
attack, the fact went unnoticed that it makes the same claim to uni-
versal validity for its statements as economics does. For in the mean-
while the treatment of the problem by Windelband, Rickert, and Max
Weber had set it in a new light, as a result of which the logical character
of sociology had come to be viewed differently.

The rejection of sociology and economics was also motivated, per-
haps even above all else, by political considerations. For a goodly num-
ber, like Schmoller, Brentano, and Hasbach, for example, these were
indeed decisive.2 Many wished to support political and economic pro-
grams which, had they been subjected to examination by the methods
of economic theory, would have been shown to be quite senseless, not
in terms of a different scale of value, but precisely from the point of
view of the goals that their advocates hoped to achieve by means of
them. Interventionism could appear as a suitable policy for attaining
these goals only to one who ignored all the arguments of economics.
To everyone else it had to be evident that such a policy is inexpedient.3
In the speech of May 2, 1879, before the Reichstag with which Bis-
marck sought to justify his financial and economic program, he as-
serted that he set no greater store by science in regard to all these
questions than in regard to any other judgment on organic institutions,
that the abstract theories of science in this respect left him completely
cold, and that he judged “according to the experience familiar to us.”4

The Historical-Realist School, in treating of the economic aspects of
political science, proclaimed the same view, with more words, but
scarcely with better arguments. In any case, however, there were also

2. Cf. Pohle, Die gegenwärtige Krisis in der deutschen Volkswirtschaftslehre (2nd ed.; Leipzig,
1921), pp. 86 ff., 116 ff.
3. Cf. my Kritik des Interventionismus, pp. 2 ff., 57 ff. [In the Arlington House edition of Critique,
see pp. 15 ff. In FEE’s 1996 edition, see pp. 16 ff. and pp. 45 ff.—Ed.]
4. Fürst Bismarcks Reden, ed. by Stein, VII, 202.
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unbiased objections in the debate over the scientific character of so-
ciology. The following discussions deal only with these.

There are two different ways of setting methodological and episte-
mological investigations upon a secure foundation. One can attempt
to reach solid ground by undertaking to deal directly with the ultimate
problems of epistemology. This procedure would no doubt be the best
if it offered any promise of success, so that one could hope to find truly
firm ground at that deep level. However, one can also take another
path, by starting from the definite concepts and propositions of science
and verifying their logical character. It is evident that cognition of the
ultimate foundations of our knowledge can never be attained in this
manner. But neither does the first way offer such a possibility. On the
other hand, the second way protects us from the fate that has befallen
most investigations that have been concerned with the methodological
and epistemological questions of economics in recent years. These
investigations became so badly bogged down in the difficulty of the
ultimate problems of epistemology that they never reached the point
where they could deal with the logical problems of sociology, which
are comparatively easier to solve. The ultimate problems pose diffi-
culties that are not to be mastered with the limited means of the human
mind.

The scope of the following discussions is, from the outset, much
more narrowly circumscribed. We do not propose to treat of the ulti-
mate questions of cognition. All that will be undertaken here is to
explain what sociology is and with what claim to validity it constructs
its concepts and arrives at its conclusions. The fact that we shall be
primarily concerned with economic theory requires no special justi-
fication. It is that branch of sociology which has thus far received fullest
development and has attained the greatest systematic precision. The
logical character of a science is studied to greatest advantage in its most
highly developed branches. In the following discussions the starting
point will not be, as is regrettably the practice in many works on meth-
odology and epistemology, the formulation given to the problems and
their solutions by the classical economists, which is logically unsatis-
factory, but, of course, the present state of the theory.5

5. Even Menger does not start from the modern statements of subjectivist economics in his
famous Untersuchungen über die Methode der Sozialwissenschaften, but from the system, the
methodology, and the logic of classical economics. The transition from the classical to the mod-
ern system did not take place all at once, but gradually. It took a long time until its effects were
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1. the methodological and the logical problem

To begin with, departing from the procedure usually followed, one
must distinguish the methodological from the logical problem.

As a rule, methodology is understood to be logic conceived as the
theory of the methods of thought. We shall speak of it in the less
customary sense as the technique of scientific thought (heuristic) and
contrast it, as an art (ars inveniendi), to the science of logic.

For a long time, following in the path of Bacon, the inductive
method has been held in especially high esteem. The natural sciences,
so one heard, particularly from laymen, owed their success primarily
to perfect induction. It was said that the general law could be derived
only when all individual cases had been compiled. One did not let
oneself be disconcerted by the fact that Bacon and most of those who
expounded his theory themselves had no successes to show and that
precisely the most successful inquirers had taken a different view. No
notice was taken of the fact that Galileo, for example, had declared
the customary perfect induction uncertain, and that for the comparison
of a number of individual cases he substituted the analysis of one case,
from which he derived the law that was then to be experimentally
verified. What was altogether fantastic was that perfect induction was
praised as the specific method of the natural sciences, whereas in fact
it was not used by scientists at all, but by antiquarians. Because of the
scarcity of the sources available to them, the latter set out in principle
to draw their conclusions from an exhaustive study of all the accessible
data.

What counts is not the data, but the mind that deals with them. The
data that Galileo, Newton, Ricardo, Menger, and Freud made use of
for their great discoveries lay at the disposal of every one of their con-
temporaries and of untold previous generations. Galileo was certainly
not the first to observe the swinging motion of the chandelier in the
cathedral at Pisa. Many doctors before Breuer had gone to the bedside
of a person suffering from hysteria. It is merely the routine of scientific
procedure that can be taught and presented in textbooks. The power
to accomplish feats of scientific achievement can be awakened only in

felt in all branches of economic thought, and still a longer time before the significance of the
revolution that had taken place was fully appreciated. Only to the retrospective gaze of the
historian of economic thought do the years in which Menger, Jevons, and Walras brought forth
their theories appear as the beginning of a new era in the history of our science.
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one who already possesses the necessary intellectual gifts and strength
of character. To be sure, without the foundations, which mastery of
the scientific technique and literature provides, nothing can be accom-
plished. However, the decisive factor remains the personality of the
thinker.

On this point opinions are no longer divided. We need not spend
any more time on it.

The situation is altogether different with regard to the logical prob-
lem. In the course of the Methodenstreit* the question of the logical
character of sociology fell into the background until it was finally
dropped entirely. But in the early years of the Methodenstreit this was
not the case. At that time, first Walter Bagehot and then Carl Menger
argued against the rejection in principle of every theoretical science
of human action by pointing out the character and logical necessity of
a theoretical science of social phenomena. It is well known how this
dispute ended in Germany. Economics disappeared from the univer-
sities, and its place was taken, occasionally even under its name, by
the study of the economic aspects of political science, an encyclopedic
collection of knowledge from various subjects. Whoever wished to de-
fine this study scientifically viewed it as a history of governmental ad-
ministration, economic conditions, and economic policy continued
into the most recent past. From this history one endeavored, by ad-
herence to the standards of value accepted by the authorities and the
political parties, to derive practical rules for future economic policy in
a way similar to that of the writer on military affairs who seeks to
discover rules for the conduct of coming wars from the study of the
campaigns of the past. In general, the investigator of the economic
aspects of political science differed from the historian in that he was
usually more concerned with the most recent past and with problems
of internal politics, finance, and economic policy and was less intent
on concealing his political point of view and quicker to draw from the
past practical applications for the politics of the future. The logical
character of his work scarcely ever became a problem for him. If it
did, however, his mind was soon set at rest by the dicta of Schmoller.

The first sign of disquietude is to be seen in the controversy over

* A discussion concerning the method and epistemological character of economics carried on
in the second half of the eighties and into the nineties of the nineteenth century between Carl
Menger and his supporters on the side of the Austrian School of economics, and the proponents
of the German Historical School, led by Gustav von Schmoller.
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value judgments that broke out in the second and third lustrums of
the twentieth century. The matter-of-factness with which political de-
mands were advanced as postulates of science in lectures, textbooks,
and monographs began to give offense. A group of younger professors
insisted that the world view of the instructor should not influence the
content of his teaching or at least that the instructor, as soon as he does
present his personal value judgments, point out the subjective char-
acter of what is being taught. However, the discussions connected with
this agitation scarcely touched upon the problem of the possibility of
a theoretical science of social phenomena.6

2. the logical character of history

In the meantime, completely apart from everything connected with
the logical problems involved in the relation between sociology and
history, an important advance had taken place in the logic of the moral
sciences.

The demand had long since been made that history be at last raised
to the status of a genuine science by adopting the methods of the
natural—i.e., the nomothetic7—sciences.8 Some declared this demand
unrealizable because they saw no way by which one could discover
historical laws. Imbued with the conviction that only nomothetic sci-
ence can properly lay claim to the name of science, they regretfully
admitted that history is not a science. (For this reason many wanted to
call it an art.) Others again credited themselves with the power of
formulating “laws of world history.” Kurt Breysig proved the most pro-
lific in this respect.

It should be noted that what was at issue was not the problem of a
theoretical science of human action. What was sought were laws of

6. The point in question in the dispute about the freedom of the social sciences from all valu-
ations had long since been resolved. It had never in any way constituted a problem whose solution
could have caused any difficulties. Cf. Cantillon, Essai sur la nature du commerce en general,
ed. with an English translation by Higgs (London, 1931), pp. 84–85; Ricardo, Notes on Malthus’
“Principles of Political Economy,” ed. by Hollander and Gregory (Baltimore, 1928), p. 180; Mill,
J. S., System of Logic Ratiocinative and Inductive (8th ed.; London, 1872), Book VI, chapter 12,
§6; Cairnes, Essays in Political Economy, Theoretical and Applied (London, 1873), pp. 256 ff.;
Sidgwick, The Principles of Political Economy (2nd ed.; London, 1887), pp. 12 ff.
7. [Nomothetic, Gesetzeswissenschaft in German, means “Science of laws.”—Ed.]
8. On this point cf. Bernheim, Lehrbuch der historischen Methode (6th ed.; Leipzig, 1908), pp.
101 ff.; Rothacker, Einleitung in die Geisteswissenschaften (Tübingen, 1920), p. 195.
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historical development, laws of history, not laws of sociology. Breysig’s
thirty-first law, for example, reads: “Under the rule of the Kaiser and
of the people, which developed concomitantly, the national economy
had to advance to a hitherto unheard of boom in trade and industry.”9

In France Bergson and in Germany Windelband, Rickert, and Max
Weber combatted the confusion of concepts that underlay this demand
for a new science of history. They sought to define logically the char-
acter of history and historical investigation and to demonstrate the
inapplicability of the concepts and procedures of physics to history.
What the Southwest German School of New Criticism thereby accom-
plished, notwithstanding its shortcomings, deserves the highest recog-
nition and must constitute the foundation and starting point of all
further investigations concerning the logic of history. Yet in one respect
this accomplishment is completely inadequate: it is not based on any
acquaintance with the problem of a theoretical science of social phe-
nomena and for that reason pays no heed to it. Windelband, Rickert,
and Max Weber knew only the natural sciences and history; they were
strangers to the existence of sociology as a nomothetic science.10

This statement, as far as it concerns Max Weber, requires further
elaboration. Weber was, to be sure, a professor of economics at two
universities and a professor of sociology at two others. Nevertheless, he
was neither an economist nor a sociologist, but an historian.11 He was
not acquainted with the system of economic theory. In his view eco-
nomics and sociology were historical sciences. He considered sociol-
ogy a kind of more highly generalized and summarized history.

It needs scarcely to be emphasized that in pointing this out we do
not mean to belittle Max Weber and his work. Weber was one of the
most brilliant figures of German science of the twentieth century. He
was a pioneer and trail blazer, and coming generations will have
enough to do to make his heritage intellectually their own and to digest
and elaborate it. That he was an historian and an investigator into the

9. Breysig, Der Stufenbau und die Gesetze der Weltgeschichte (2nd ed.; Berlin, 1927), p. 165.
10. Cf. above p. 112 ff. concerning Rickert’s observations, in which he admits the possibility of “a
presentation according to the methods of the natural sciences and by means of generalization”
of the “vicissitudes of civilized mankind.”
11. Jaspers (Max Weber [Oldenburg, 1932], p. 43) calls Weber a “universal historian” and adds:
“His sociology is universal history.” On Weber as an economist, cf. my Kritik des Interventionis-
mus, pp. 85 ff. [English translation, Critique of Interventionism. Arlington House, 1977, p. 102 f.;
Foundation for Economic Education, 1996, p. 84 f.—Ed.]
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logical character of history does not mean that he failed with regard
to the problems which the period presented and which he undertook
to treat. His field was just that of history, and in this field he did far
more than his share. And finally, if it is possible today to approach the
logical problems of sociology with better conceptual tools, this is pri-
marily due to the work that Max Weber devoted to the logical problems
of history.

3. the ideal type and sociological law

In Weber’s eyes,

the real configuration (i.e., the configuration in the concrete case) of
the socio-cultural life which surrounds us, in its universal, but for that
reason no less individually framed, context and in its connection with
other socio-cultural conditions, likewise individually constituted, out of
which it has come into existence

appears as the “starting point of the social sciences.”12 But wherever

the causal explanation of a “cultural phenomenon”—an “historical in-
dividual”—comes into question, knowledge of laws of causation cannot
be the end, but only the means of investigation. It facilitates and makes
possible for us the imputation of the culturally significant components
of the phenomena, in their individuality, to their concrete causes. As far
and only as far as it accomplishes this is it valuable for the cognition of
individual concatenations. And the more “general,” i.e., the more ab-
stract, the laws, the less they accomplish for the requirements of the
causal imputation of individual phenomena and thereby, indirectly, for
the understanding of the meaning of cultural events.13

Weber places “historian and sociologist” in the same category: the
task of both is “cognition of cultural reality.”14 Therefore, for him the
logical and methodological problem is the same in sociology and his-
tory, viz.,

What is the logical function and structure of the concepts with which
our science, like every science, deals? Or, more particularly, formulated

12. Max Weber, Gesammelte Aufsätze zur Wissenschaftslehre (Tübingen, 1922), pp. 172 f.
13. Ibid., p. 178.
14. Ibid., p. 181.
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with regard to the crucial problem: what importance do theory and the
formation of theoretical concepts have for the cognition of cultural
reality?15

Max Weber’s answer to this question is, in effect, that “abstract eco-
nomic theory” is but a “special case of a way of forming concepts which
is peculiar to the sciences of human culture and, in a certain sphere,
indispensable for them”; here we have “before us an example of those
syntheses which are generally termed ‘ideas’ of historical phenom-
ena.”16 It is the production of a “conceptual representation” which
coordinates “definite references and events of historical life into a cos-
mos of interrelationships immanently free of contradiction.” We make
the characteristic features of this interrelationship clear to ourselves
pragmatically by constructing an “ideal type.”17 The ideal type

is arrived at through the one-sided intensification of one or several aspects
and through integration into an immanently consistent conceptual rep-
resentation of a multiplicity of scattered and discrete individual phenom-
ena, present here in greater number, there in less, and occasionally not
at all, which are in congruity with these one-sidedly intensified aspects.18

Consequently, “abstract economic theory,” which, in Weber’s view,
presents “an ideal representation of proceedings on the commodity
market in the social organization of an exchange economy, free com-
petition, and strictly rational action,”19 has the same logical character
as the “idea of the ‘town economy’ of the Middle Ages” or as the “idea
of handicraft”20 or as ideas “like individualism, imperialism, mercan-
tilism, and innumerable conventional ideas formed in a similar way
by means of which we seek to grasp reality in thought and understand-
ing.”21 These concepts cannot be defined “according to their content
through a ‘presuppositionless’ description of any one concrete phenom-
enon or through an abstracting and lumping together of that which is
common to several concrete phenomena.”22 They are specimens, says

15. Ibid., p. 185.
16. Ibid., pp. 189 f.
17. Ibid., p. 190.
18. Ibid., p. 191.
19. Ibid., p. 190.
20. Ibid., p. 191.
21. Ibid., p. 193.
22. Ibid., p. 193.
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Weber, of the “ideal type,” a concept peculiar to history and sociol-
ogy—in short, to all cultural sciences.

Yet even for Weber sociology and history are not identical. “Soci-
ology constructs type concepts and seeks the general principles of
events,” while history

strives for causal analysis and imputation of individual culturally impor-
tant actions, institutions, and personalities . . . As is the case with every
generalizing science, the character of its abstractions postulates that its
concepts must be relatively free of content. What it offers instead is
increased clarity of concepts. This increased clarity is obtained through
the greatest possible adequacy to meaning [Sinnadäquanz], which is
what sociology strives to attain in forming its concepts.23

Hence, the difference between sociology and history is considered
as only one of degree. In both, the object of cognition is identical.
Both make use of the same logical method of forming concepts. They
are different merely in the extent of their proximity to reality, their
fullness of content, and the purity of their ideal-typical constructions.
Thus Max Weber has implicitly answered the question that had once
constituted the substance of the Methodenstreit entirely in the sense
of those who denied the logical legitimacy of a theoretical science of
social phenomena. According to him, social science is logically con-
ceivable only as a special, qualified kind of historical investigation.

However, the theory with which he is acquainted and which he
rejects is not the theory that Walter Bagehot and Carl Menger had in
mind when they attacked the epistemology of the Historical School.
What Max Weber is thinking of is something entirely different. He
wants to prove to us

the senselessness of the idea, which at times even dominates the histo-
rians of our subject, that the goal of cultural science, even if a long way
off, should be to construct a logically complete system of concepts in
which reality would be comprehended in an arrangement in some sense
definitive and from which it could again be deduced.24

Nothing appears to him more hazardous than

the intermingling of history and theory arising from “naturalistic” prej-
udices, whether one believes that the “real” substance, the “essence,” of

23. Ibid., pp. 520 f.
24. Ibid., p. 184.
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historical reality has been fixed in those theoretical, conceptual repre-
sentations,25 or one uses them as a Procrustean bed into which history
is to be squeezed, or one hypostatizes the “concepts” as a “genuine”
reality standing behind the flux of phenomena as real “forces” which
work themselves out in history.26

As far as Max Weber seeks to define the logical character of historical
investigation, as far as he rejects the endeavors to construct “historical
laws,” and as far as he demonstrates, following in the footsteps of Win-
delband and Rickert, the inapplicability to history of the methods used
by the natural sciences in forming their concepts, one can agree with
him without hesitation. In all these respects he continues and perfects
the work of his predecessors, and his contributions to epistemology are
imperishable.27 But where he went beyond this and attempted to de-
termine the character of sociological investigation, he failed and had
to fail because by sociology he understood something entirely different
from the nomothetic science of human action, the possibility of which
had constituted the subject of the Methodenstreit.28 The reason why
Weber fell into this misconception can be easily understood and ex-
plained from his personal history and from the state in which the
knowledge of the findings of sociological investigation existed in his
day in the German Reich, and especially at the universities. Historians
of the subject may concern themselves with this aspect of the question.
All that is of importance to us here is the rectification of the misun-
derstandings which, while they certainly do not owe their origin to
Max Weber, received wide dissemination through his having made
them the foundation of his epistemology.29

25. Namely, in the ideal types.
26. Ibid., p. 195.
27. Schelting aptly says: “With the concept of the ‘ideal type’ Max Weber for the first time clearly
and plainly recognized a specific mode of forming concepts. The ‘ideal type’ is a logical discovery.
It is not an ‘invention.’ In no way did Max Weber want to urge anything upon science that it had
not already accomplished. He wanted to clarify a logical state of affairs already existing because
it is of the essence of cognition in the cultural sciences.” Cf. Schelting, “Die logische Theorie
der historischen Kulturwissenschaft von Max Weber und im besonderen sein Begriff des Ideal-
typus,” Archiv für Sozialwissenschaft, XLIX, 174. Cf. further Pfister, Die Entwicklung zum Ideal-
typus (Tübingen, 1928), pp. 131 ff.
28. [See p. 66, n *.—Ed.]
29. Max Weber’s epistemology has been continued and revised by Alfred Schütz (Der sinnhafte
Aufbau der sozialen Welt (Vienna, 1932) in a way which also seeks to dispose of the judgment of
the logical character of economic propositions to which I objected. (Cf. pp. 277 ff. especially.)
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The basis of Weber’s misconceptions can be exposed only by con-
sideration of the question whether the concepts of economic theory
do in fact have the logical character of the “ideal type.” This question
is plainly to be answered in the negative. It is quite true also of the
concepts of economics that they are “never empirically identifiable in
reality” in their “conceptual purity.”30 Concepts are never and nowhere
to be found in reality; they belong rather to the province of thought.
They are the intellectual means by which we seek to grasp reality in
thought. Yet it cannot be contended that these concepts of economic
theory are obtained through “one-sided intensification of one or several
aspects and through integration into an immanently consistent con-
ceptual representation of a multiplicity of scattered and discrete indi-
vidual phenomena, present here in greater number, there in less, and
occasionally not at all, which are in congruity with these one-sidedly
intensified aspects.” On the contrary, they are obtained through re-
flections having in view the comprehension of what is contained in
each of the individual phenomena taken into consideration. To deter-
mine whether the construction of this or that concept or proposition
really succeeds in this intention in a way that is logically unobjection-
able and correctly grasps reality is one of the tasks of the science whose
logical character is the subject of dispute. What interests us here is not
the question of the material truth of individual concepts and propo-
sitions and of the theoretical structure connecting them into a system,
but the logical permissibility and expedience of formulating such prop-
ositions, not to mention their necessity for the attainment of the goals
set for that science.

Human action, which constitutes the subject matter of all investi-
gation in the social sciences, both historical and theoretical, presup-
poses a state of affairs that we shall express in Gottl’s formulation, since
Max Weber opposed it with what we regard as defective reasoning.
Gottl considers “privation” (by which he understands the fact that “an
aspiration can never be realized without in some way impairing the
fulfillment of other aspirations”) as one of the two “fundamental con-

Schütz’s penetrating investigations, based on Husserl’s system, lead to findings whose importance
and fruitfulness, both for epistemology and historical science itself, must be valued very highly.
However, an evaluation of the concept of the ideal type, as it is newly conceived by Schütz,
would exceed the scope of this treatise. I must reserve dealing with his ideas for another work.
30. Max Weber, Wissenschaftslehre, p. 191.
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ditions” that govern our action.31 Now Weber maintains that there are
exceptions to this fundamental situation in which man finds himself.
It is not true that “the conflict of several ends, and therefore the ne-
cessity of choosing among them, is a state of affairs which holds abso-
lutely.”32 However, this objection of Weber’s is correct only insofar as
there are also “free goods”; but as far as it is correct, “action” does not
take place. If all goods were “free goods,” man would economize only
with his personal activity, i.e., with the application of his personal pow-
ers and his passing life. He would disregard the things of the external
world.33 Only in a Cockaigne populated by men who were immortal
and indifferent to the passage of time, in which every man is always
and everywhere perfectly satisfied and fully sated, or in a world in
which an improvement in satisfaction and further satiation cannot be
attained, would the state of affairs that Gottl calls “privation” not exist.
Only as far as it does exist does action take place; as far as it is lacking,
action is also lacking.

Once one has realized this, one also implicitly realizes that every
action involves choice among various possibilities. All action is econ-
omizing with the means available for the realization of attainable ends.
The fundamental law of action is the economic principle. Every action
is under its sway. He who wants to deny the possibility of economic
science must begin by calling into question the universal validity of
the economic principle, i.e., that the necessity to economize is char-
acteristic of all action by its very nature. But only one who has com-
pletely misunderstood the principle can do this.

The most common misunderstanding consists in seeing in the eco-
nomic principle a statement about the material and the content of
action. One reaches into psychology, constructs the concept of want,
and then searches for the bridge between want, the presentation of a
feeling of uneasiness, and the concrete decision in action. Thus the
want becomes a judge over action: it is thought that the correct action,
the one corresponding to the want, can be contrasted to the incorrect
action. However, we can never identify the want otherwise than in the

31. Gottl, Die Herrschaft des Wortes (1901), now in Wirtschaft als Leben (Jena, 1925), pp. 165 f.
32. Weber, Wissenschaftslehre, p. 117, footnote 2. Compare with this Weber’s paraphrase: “the
fundamental state of affairs to which are connected all those phenomena which we term ‘socio-
economic’ in the broadest sense.” Ibid., p. 161.
33. Cf. my Socialism, trans. by J. Kahane (2nd ed.; New Haven, 1951), p. 113; Indianapolis, Ind.:
Liberty Fund, 1981, p. 96–97. Cf. further Heckscher, “A Plea for Theory in Economic History,”
Economic History, I, 527.
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action.34 The action is always in accord with the want because we can
infer the want only from the action. Whatever anyone says about his
own wants is always only discussion and criticism of past and future
behavior; the want first becomes manifest in action and only in action.
It is, of course, clear to everyone that with regard to what we say about
the wants of other—not to mention all—men, there can be only two
possibilities: either we state how they have acted or presumably will
act, or we state how they should have acted or how they should act in
the future.

For this reason no misunderstanding can be more fundamental than
that of historicism when it sees in the “desire for economy a part of a
later development” and adds that the “man in the state of nature does
not act with the fullest purposiveness”;35 or when it explains the eco-
nomic principle as a specific feature of production in a money econ-
omy.36 Max Scheler correctly refuted this idea, although he himself
was prevented, by his desire to find an absolute determination of the
rank of values, from drawing the conclusions from his answer that are
crucial for ethics.

That the pleasant is, ceteris paribus, preferred to the unpleasant is not a
proposition based on observation and induction; it lies in the nature of
these values and in the nature of sentient feeling. If, for example, a
traveler, an historian, or a zoologist were to describe a type of man or
animal to us in which the opposite were the case, we would “a priori”
neither believe him nor need to believe him. We would say: This is out
of the question.

At most these beings feel different things to be pleasant and unpleasant
from what we do; or else, it is not that they prefer the unpleasant to the
pleasant, but that for them there must exist a value (perhaps unknown
to us) of a modality which is “higher” than the modality of this stage and
that they can bear the unpleasant only because they “prefer” this value.
Or we are confronted by a case of perversion of desires, in consequence
of which they experience things injurious to life as “pleasant.” Like all
these relations, what our proposition expresses is also at the same time
a law of insight into alien expressions of life and concrete historical
valuations (indeed, even into one’s own remembered valuations). There-
fore, it is already presupposed in all observations and inductions. For

34. Concerning the hypostatization involved in the concept of “want,” cf. Felix Kaufmann, “Lo-
gik und Wirtschaftswissenschaft,” Archiv für Sozialwissenschaft, LIV, 620 ff.
35. Halberstädter, Die Problematik des wirtschaftlichen Prinzips (Berlin and Leipzig, 1925), p. 61.
36. Cf. Lexis, op. cit., p. 14.
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example, it is “a priori” as concerns all ethnological experience. Not
even the adoption of the point of view of the theory of evolution can
further “explain” this proposition and the facts it denotes.37

What Scheler says here about the pleasant and the unpleasant is the
fundamental law of action, which is valid independently of place, time,
race, and the like. If we substitute in Scheler’s remarks “subjectively
considered more important” for “pleasant,” and “subjectively consid-
ered less important” for “unpleasant,” this becomes even clearer.

Historicism does not take its task seriously enough in being satisfied
with the simple statement that the quality of human action is not
supertemporal and has changed in the course of evolution. In under-
taking to defend such statements, one at least has the obligation to
point out in what respects the action of the allegedly prerational era
differed from that of the rational era; how, for example, action other
than rational could take place or would have been able to take place.
Max Weber alone felt this obligation. We owe to him the only attempt
ever made to raise this basic thesis of historicism from the level of a
journalistic aperçu to that of scientific investigation.

Within the realm of “meaningful action” Weber distinguishes four
types. Action can

be (1) purposive-rational, i.e., guided by anticipations of the behavior of
the objects of the external world and of other men, and using these
anticipations as “conditions” or as “means” for the attainment of the
ends rationally considered and sought by the actor himself; (2) valua-
tional, i.e., guided by conscious belief in the unqualified intrinsic value
of a definite mode of conduct—ethical, aesthetic, religious, or any other—
purely for its own sake and independently of its consequences; (3) affec-
tive, especially emotional, when it is guided by burning passions and
moods; and (4) traditional, when it is guided by the familiarity of custom.38

Beyond every kind of meaningful action there is “a merely reactive
mode of behavior which is not attendant on a subjectively intended
meaning.” The boundaries between meaningful and merely reactive
action are in a state of flux.39

37. Scheler, Der Formalismus in der Ethik und die formale Wertethik (2nd ed.; Halle, 1921), p.
104.
38. Max Weber, “Wirtschaft und Gesellschaft,” Grundriss der Sozialökonomik (Tübingen, 1922),
Part III, p. 12.
39. Ibid., p. 2.
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First, let us consider what Max Weber calls “merely reactive” be-
havior. Biology and the natural sciences in general are able to approach
the behavior of the objects of their examination only from without.
For that reason they can establish no more than the existence of a
relationship of stimulus and response. Beyond this they must say: ig-
norabimus. The natural scientist may dimly suspect that somehow the
behavior of the object stimulated has to be explained in a way similar
to that of rational human action, but it is not given for him to see more
deeply into these matters. With regard to human behavior, however,
our position is entirely different. Here we grasp meaning, i.e., as Max
Weber says, “the meaning subjectively intended by the actor,” which
is “not an objectively ‘correct’ or a metaphysically determined ‘real’
meaning.”40 Where we observe among animals, which we are unable
to credit with human reason, a mode of behavior that we would be in
a position to grasp if we had observed it in a human being, we speak
of instinctive behavior.

The response of a human being to stimuli can be either reactive or
meaningful, or both reactive and meaningful at the same time. The
body responds reactively to poisons, but, in addition, action can also
respond meaningfully by taking an antidote. Only meaningful action,
on the other hand, responds to an increase in market prices. From the
point of view of psychology, the boundary between meaningful and
reactive behavior is indeterminate, as is the boundary between con-
sciousness and unconsciousness. However, it may be that only the
imperfection of our thinking prevents us from discovering that action
and reaction to stimuli are essentially alike and that the difference
between them is merely one of degree.

When we say that an instance of human behavior is merely reactive,
instinctive, or conative, we mean that it takes place unconsciously. It
must be noted, however, that where we deem it inexpedient to conduct
ourselves in such a way, we meaningfully set about to eliminate merely
reactive, instinctive, or conative behavior. If my hand is touched by a
sharp knife, I instinctively draw it back; but if, for example, a surgical
operation is intended, I will endeavor to overcome reactive behavior
through conscious action. Conscious volition controls all spheres of
our behavior that are at all accessible to it by tolerating only that re-
active, instinctive, or conative conduct which it sanctions as expedient

40. Ibid., p. 1.
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and would itself have carried out. Consequently, from the point of
view of the investigation proper to the science of human action, which
aims at something quite different from that proper to psychology, the
boundary between meaningful and merely reactive behavior is not at
all indeterminate. As far as the will has the power to become effica-
cious, there is only meaningful action.

This leads us to an examination of the types of behavior that Weber
contrasts with rational behavior. To begin with, it is quite clear that
what Weber calls “valuational” behavior cannot be fundamentally dis-
tinguished from “rational” behavior. The results that rational conduct
aims at are also values and, as such, they are beyond rationality. To use
Weber’s expression, they have “unqualified intrinsic value.” Rational
action is “ ‘rational’ only in its means.”41 What Weber calls “valua-
tional” conduct differs from rational conduct only in that it regards a
definite mode of behavior also as a value and accordingly arranges it
in the rank order of values. If someone not only wants to earn his
livelihood in general, but also in a way which is “respectable” and “in
accordance with his station in life”—let us say as a Prussian Junker of
the older stamp, who preferred a government career to the bar—or if
someone forgoes the advantages that a Civil Service career offers be-
cause he does not want to renounce his political convictions, this is in
no way an action that could be termed non-rational. Adherence to
received views of life or to political convictions is an end like any other,
and like any other it enters into the rank order of values.

Weber here falls into the old misunderstanding which the basic idea
of utilitarianism repeatedly encounters, namely, that of regarding as an
“end” only values that are material and can be expressed in money.
When Weber holds that “whoever acts, without consideration of the
consequences to be anticipated, in the service of his conviction of what
duty, honor, beauty, religious instruction, filial love, or the importance
of an ‘issue,’ no matter of what kind, seem to dictate to him” acts “in
a purely valuational manner,”42 he employs an inappropriate mode of
expression to describe this state of affairs. It would be more accurate
to say that there are men who place the value of duty, honor, beauty,
and the like so high that they set aside other goals and ends for their
sake. Then one sees rather easily that what is involved here are ends,

41. Ibid., p. 13.
42. Ibid., p. 12.
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different, to be sure, from those at which the masses aim, but ends
nevertheless, and that therefore an action directed at their realization
must likewise be termed rational.

The situation is no different with regard to traditional behavior. A
farmer replies to an agricultural chemist who recommends to him the
use of artificial fertilizers that he does not allow any city man to inter-
fere in his farming. He wants to continue to proceed in the same way
that has been customary in his village for generations, as his father and
grandfather, all able farmers, have taught him, a way that has up to
now always proved itself successful. This attitude on his part merely
signifies that the farmer wants to keep to the received method because
he regards it as the better method. When an aristocratic landowner
rejects the proposal of his steward to use his name, title, and coat of
arms as a trade mark on the packages of butter going to the retail market
from his estate, basing his refusal on the argument that such a practice
does not conform to aristocratic tradition, he means: I will forgo an
increase in my income that I could attain only by the sacrifice of a
part of my dignity. In the one case, the custom of the family is retained
because—whether it is warranted or not is of no importance for us—
it is considered more “rational”; in the other case, because a value is
attached to it which is placed above the value that could be realized
through its sacrifice.

Finally, there remains “affective” action. Under the impulse of pas-
sion, the rank order of ends shifts, and one more easily yields to an
emotional impulse that demands immediate satisfaction. Later, on
cooler consideration, one judges matters differently. He who endangers
his own life in rushing to the aid of a drowning man is able to do so
because he yields to the momentary impulse to help, or because he
feels the duty to prove himself a hero under such circumstances, or
because he wants to earn a reward for saving the man’s life. In each
case, his action is contingent upon the fact that he momentarily places
the value of coming to the man’s aid so high that other considera-
tions—his own life, the fate of his own family—fall into the back-
ground. It may be that subsequent reconsideration will lead him to a
different judgment. But at the moment—and this is the only thing that
matters—even this action was “rational.”

Consequently, the distinction Max Weber draws within the sphere
of meaningful action when he seeks to contrast rational and non-
rational action cannot be maintained. Everything that we can regard



80 � sociology and history

as human action, because it goes beyond the merely reactive behavior
of the organs of the human body, is rational: it chooses between given
possibilities in order to attain the most ardently desired goal. No other
view is needed for a science that wants to consider action as such, aside
from the character of its goals.

Weber’s basic error lies in his misunderstanding of the claim to
universal validity made by the propositions of sociology. The economic
principle, the fundamental law of the formation of exchange ratios,
the law of returns, the law of population, and all other like propositions
are valid always and everywhere if the conditions assumed by them are
given.

Max Weber repeatedly cites Gresham’s law as an example of a prop-
osition of economics. However, he does not neglect to place the word
“law” in quotation marks in order to show that in this case, as well as
in the case of the other propositions of sociology, understood as a dis-
cipline involving the method of historical understanding, all that is at
issue is a question of “typical chances, confirmed by observation, of a
course of social action to be expected in the presence of certain states
of affairs which can be understood from the typical motives and typical
meaning intended by the actors.”43 This “so-called ‘Gresham’s law,’ ”
is, he says,

a rationally evident anticipation of human action under given conditions
and under the ideal-typical assumption of purely rational action. Only
experience (which ultimately can in some way be expressed “statisti-
cally”) concerning the actual disappearance from circulation of specie
undervalued in the official statutes can teach us how far action really
does take place in accordance with it. This experience does in fact dem-
onstrate that the proposition has a very far-reaching validity.44

Gresham’s law—which, incidentally, was referred to by Aristophanes
in the Frogs, and clearly enunciated by Nicolaus Oresmius (1364), and
not until 1858 named after Sir Thomas Gresham by Macleod—is a
special application of the general theory of price controls to monetary
relations.45 The essential element here is not the “disappearance” of
“good” money, but the fact that payments that can be made with the

43. Ibid., p. 9.
44. Ibid., p. 5.
45. Cf. my Kritik des Interventionismus, pp. 123 ff. [Arlington House edition, 1977, pp. 137 ff.;
FEE edition, 1996, pp. 97 ff.—Ed.]
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same legal effect in “good” or in “bad” money, as suits the debtor, are
made in money undervalued by the authorities. It will not do to assert
that this is always the case “under the ideal-typical assumption of purely
rational action,” not even when one uses the word “rational” as a syn-
onym for “aiming at the greatest monetary gain,” which is apparently
what Max Weber has in mind.

A short while ago a case was reported in which Gresham’s law was
“set aside.” A number of Austrian entrepreneurs visited Moscow and
were made acquainted by the Russian rulers (who wanted to induce
them to grant long-term commodity credits to the Soviet Union) with
the situation of Russia by means of the old method that Prince Potem-
kin employed in dealing with his sovereign. The gentlemen were led
into a department store where they made use of the opportunity to
purchase small mementos of their trip and presents for their friends
back in Austria. When one of the travelers paid with a large banknote,
he received a gold piece in his change. Amazed, he remarked that he
had not known gold coins effectively circulated in Russia. To this the
cashier replied that customers occasionally paid in gold and that in
such a case he treated the gold pieces like every other kind of money
and likewise gave them out again in change. The Austrian, who was
apparently not one to believe in “miracles,” was not satisfied with this
reply and looked into the matter further. Finally, he succeeded in
learning that an hour before the visit of his party a government official
had appeared in the department store, handed over a gold piece to the
cashier, and ordered him to conspicuously hand this one gold piece
al pari to one of the foreigners in giving him his change. If the incident
really took place in this way, the “pure purposive-rationality” (in We-
ber’s sense) of the behavior of the Soviet authorities can certainly not
be denied. The costs arising for them from it—which are determined
by the premium on gold—appeared warranted in their eyes by the
end—obtaining long-term commodity credits. If such conduct is not
“rational,” I wonder what else would be.

If the conditions that Gresham’s law assumes are not given, then
action such as the law describes does not take place. If the actor does
not know the market value differing from the legally controlled value,
or if he does not know that he may make his payments in money that
is valued lower by the market, or if he has another reason for giving
the creditor more than is due him—for example, because he wants to
give him a present, or because he fears violent acts on the part of the
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creditor—then the assumptions of the law do not apply. Experience
teaches that for the mass of debtor-creditor relationships these assump-
tions do apply. But even if experience were to show that the assumed
conditions are not given in the majority of cases, this could in no way
weaken the chain of reasoning that has led to the construction of the
law or deprive the law of the importance that is its due. However,
whether or not the conditions assumed by the law are given, and
whether or not action such as the law describes takes place, “purely
purposive-rational” action occurs in any case. Even one who gives the
creditor a present or who avoids the threat of an extortionist acts ra-
tionally and purposively, as does one who acts differently, out of ig-
norance, from the way he would act if he were better informed.

Gresham’s law represents the application to a particular case of laws
of catallactics that are valid without exception always and everywhere,
provided acts of exchange are assumed. If they are conceived imper-
fectly and inexactly as referring only to direct and immediate monetary
gain—if, for example, they are interpreted to mean that one seeks to
purchase and to pay one’s debts as cheaply as possible and to sell as
dearly as possible—then, of course, they must still be supplemented
by a series of further propositions if one wants to explain, let us say,
the particularly cheap prices of advertised articles offered by depart-
ment stores in order to attract customers. No one, however, can deny
that in this case too the department stores proceed “purely rationally”
and purposively on the basis of cool consideration.

If I simply want to buy soap, I will inquire about the price in many
stores and then buy in the cheapest one. If I consider the trouble and
loss of time which such shopping requires so bothersome that I would
rather pay a few cents more, then I will go into the nearest store without
making any further inquiries. If I also want to combine the support of
a poor disabled veteran with the purchase of soap, then I will buy from
the invalid peddler, though this may be more expensive. In these cases,
if I wanted to enter my expenditures accurately in my household ac-
count book, I should have to set down the cost of the soap at its com-
mon selling price and make a separate entry of the overpayment, in
the one instance as “for my convenience,” and in the other as “for
charity.”46

The laws of catallactics are not inexact, as the formulation that many
authors have given them would lead us to believe. When we ascribe

46. Cf. further below pp. 162 f.
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the character of universal validity and objectivity to the propositions of
catallactics, objectivity is not only to be understood in the usual and
literal epistemological sense, but also in the sense of freedom from the
taint of value judgment, in accordance with the demand made—with,
of course, complete justification—for the social sciences in the most
recent dispute over this question. Only the subjective theory of value,
which treats every value judgment, i.e., every subjective valuation, in
the same way in order to explain the formation of exchange ratios and
which makes no attempt whatever to separate “normal” action from
“abnormal” action, lives up to this demand. The discussion of value
judgments would have been more fruitful if those who took part in it
had been familiar with modern economics and had understood how
it solves the problem of objectivity.

The refusal to admit that the theorems of economics have the char-
acter of scientific laws and the proposal to speak rather of “tendencies”
can be explained only by the unfamiliarity with which the Historical-
Realist School combats modern economics. Whenever economics is
spoken of, it thinks only of classical economics. Thus, Karl Muhs, to
cite the most recent representative of this school, maintains that

chains of causal connection, pure and self-contained, of such a kind that
a given fact everlastingly and unconditionally has another as a conse-
quence, appear at no time in economic life. In reality, every causal
connection is usually combined with other facts, likewise operating with
a certain intensity as causes. The latter as a rule influence to some extent
the effects of the former. The result, therefore, comes into being as the
effect of a causal complex. Reduction of the entire process to a simple
formula, in which one effect is attributed to one cause, is impossible
because it is incompatible with the multifarious causal complexity of
the process. Where definite facts do causally govern an occurrence to a
great extent . . . it is more suitable to speak of regularities or conformities
to law or tendencies, but always with the reservation that the operation
of such tendencies can be hampered or modified by other causal factors.

This is

the realization of the conditional and relative nature of all regularity in
the phenomena of the economic and social spheres,

which has long since established itself in economics.47

One can understand the wide dissemination of these and related

47. Karl Muhs, “Die ‘wertlose’ Nationalökonomie,” Jahrbücher für Nationalökonomie und Sta-
tistik, CXXIX, 808.
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views when one considers, on the one hand, how obvious they must
seem to everyone who has in mind the distinction between economic
and noneconomic principles of price determination that has come
down to us from classical economics and was at first retained in the
terminology—though it is certainly not in accordance with the pur-
port—even of the founders of the Austrian School;48 and when one
considers, on the other hand, that we are confronted here with the
basic error of the Historical-Realist School.

Every law of causation—no matter in what science—gives us infor-
mation about a relationship of cause and effect. This information, in
its theoretical value for our knowledge as well as in its practical im-
portance for the understanding of concrete events and for the orien-
tation of our action, is in no way influenced by the fact that at the
same time another causal relationship can lead to the opposite result,
so that the effect of one is entirely or in part counterbalanced by the
effect of the other. Occasionally one endeavors to take this into account
by qualifying the law with the addition ceteris paribus, but this, after
all, is self-evident. The law of returns does not lose its character as a
law because changes in technology, for example, take place that com-
pensate for its effects. The appeal to the multiplicity and complexity
of “life” is logically untenable. The human body also lives, and its
processes are subject to a “multifarious causal complexity.” Yet surely
no one would want to deny the character of a law to the proposition
that eating protein, carbohydrates, and fat is beneficial to the functions
of the body simply because eating cyanide at the same time must prove
fatal.49

To summarize: The laws of sociology are neither ideal types nor
average types. Rather, they are the expression of what is to be singled
out of the fullness and diversity of phenomena from the point of view
of the science that aims at the cognition of what is essential and nec-
essary in every instance of human action. Sociological concepts are
not derived “through one-sided intensification of one or several aspects
and through integration into an immanently consistent conceptual rep-

48. On this point cf. below pp. 159 ff.
49. I have intentionally not chosen as an example here a proposition of a natural science in-
volving mathematics, but a statement of biology. The statement is imprecise in the form in which
I present it and cannot assume the strict character of a law in any conceivable form. I have done
this because it was incumbent upon me to show that, with the argument of the joint operation
of a multiplicity of causal factors, the character of the strictest conformity to law cannot be denied
even to a statement of this kind.
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resentation of a multiplicity of scattered and discrete individual phe-
nomena, present here in greater number, there in less, and occasion-
ally not at all, which are in congruity with these one-sidedly intensified
aspects.” They are rather a generalization of the features to be found
in the same way in every single instance to which they refer. The causal
propositions of sociology are not expressions of what happens as a rule,
but by no means must always happen. They express that which nec-
essarily must always happen as far as the conditions they assume are
given.

4. the basis of the misconceptions concerning

the logical character of economics

Economic theory, like every theory and every science, is rationalistic
in the sense that it makes use of the methods of reason—ratio. What,
indeed, could science be without reason? Nevertheless, one may seek
to pit metaphysical poetry, masquerading as philosophy, against dis-
cursive reasoning. However, to do this is to reject science as such.

The rejection of science, of scientific reasoning, and, consequently,
of rationalism is in no way a requirement of life, as some would have
us believe. It is rather a postulate fabricated by eccentrics and snobs,
full of resentment against life. The average man may not trouble his
head about the teachings of “gray theory,” yet he avidly seizes upon all
the findings of science that lend themselves to the improvement of
man’s technical equipment in the battle for the increase of his material
wealth. The fact that many of those who make their living by scientific
work are unable to find inner satisfaction in this employment is not
an argument for the abolition of science.

However, those who rally round the standard of antirationalism in
the theory of social phenomena, especially in economics and in the
historical sciences, do not in the least want to do away with science.
Indeed, they want to do something altogether different. They want, on
the one hand, to smuggle into particular scientific chains of reasoning
arguments and statements that are unable to withstand the test of a
rational critique, and, on the other hand, to dispose, without relevant
criticism, of propositions to which they are at a loss to raise any tenable
objections. What is usually involved in such cases is a concession to
the designs and ideas of political parties, though often it is simply the
desire of a less gifted person—who would somehow like to be noticed



86 � sociology and history

at any cost—for scientific achievement. Not everyone is so honest as
to admit openly what his real motive is; it is no pleasure to spend one’s
whole life in the shadow of a greater man.50

If someone advocates national autarky, wants to shut his country off
from trade with other countries, and is prepared to bear all the material
and spiritual consequences of such a policy in order to reach this goal,
then this is a value judgment, which, as such, cannot be refuted by
argumentation. However, this is not really the case. The masses could
be induced to make certain small sacrifices in favor of autarky, but
they are scarcely ever to be moved to favor making large sacrifices for
such an ideal. Only the literati are enthusiastic about poverty, i.e., the
poverty of others. The rest of mankind, however, prefer prosperity to
misery. Inasmuch as one can scarcely appear before the public with
the argument that the attainment of this or that ideal of the literati is
not too dearly bought even at the price of a considerable reduction in
general prosperity, and at the same time entertain any hopes of success,
one must seek to prove that its attainment imposes only an inconsid-
erable or no material sacrifice; indeed, that it even brings a distinct
material gain. In order to prove this, in order to demonstrate that the
restriction of trade and commerce with foreign countries, nationali-
zation and municipalization, and even wars are “besides, ever so much
a good business,” one must strive to insert irrational links into the chain
of reasoning, because it is impossible to prove things of this kind with
the rational, sober arguments of science. It is obvious that the employ-
ment of irrational elements in the train of an argument is impermis-
sible. Ends are irrational, i.e., they neither require nor are capable of
a rational justification. But what is merely the means to given ends
must always be subject to rational examination.

The misunderstanding—excusable in the light of the development
of the doctrines, though for that reason all the more serious—that
identifies “rational” action with “correct” action is universally propa-
gated. Max Weber expressly combatted this confusion,51 although, as
we have seen, he repeatedly fell into it in other passages of his writings.

“The theory of marginal utility,” says Weber, “treats . . . human ac-
tion as if it took place from A to Z under the control of a businesslike

50. Freud reports a case in which this was openly admitted. Freud, “Zur Geschichte der psy-
choanalytischen Bewegung,” Sammlung Kleiner Schriften zur Neurosenlehre, 4th Series (2nd ed.;
Vienna, 1922), p. 57.
51. Cf. Max Weber, Wissenschaftslehre, p. 503.
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calculation: calculation based on knowledge of all the relevant con-
ditions.”52 This is precisely the procedure of classical economics, but
in no way that of modern economics. Because it had not succeeded
in overcoming the apparent antinomy of value, no other way remained
open for classical economics than to start with the action of the busi-
nessman. Since it could not deal with the concept of use value, which
it did not know how to divide into objective and subjective use value,
it was unable to revert to what lies behind and, in the last analysis,
governs and directs the conduct of the businessman and entrepreneur,
viz., the conduct of the consumers. Whatever did not pass through a
businessman’s calculations and account books was outside the orbit of
classical economics. However, if one limits one’s consideration to the
conduct of the businessman, then, of course, one must distinguish
between the correct and the incorrect conduct of business. For as a
businessman—though not also in his capacity as a consumer—the
entrepreneur has as his given goal the greatest possible monetary profit
of the undertaking.

Modern economics, however, does not start from the action of the
businessman, but from that of the consumers, that is to say, from the
action of everybody. In its view, therefore—and herein lies its “subjec-
tivism,” in contrast to the “objectivism” of the classical economists,
and, at the same time, its “objectivity,” in contrast to the normative
position of the older school—action on the part of the economizing
individual is neither correct nor incorrect. Modern economics is not
and cannot be concerned with whether someone prefers healthful food
or narcotic poisons; no matter how perverted may be the ethical or
other ideas that govern his conduct, its “correctness” is not a matter to
be judged by economics. Economics has to explain the formation of
prices on the market, which means how prices are really arrived at,
not how they ought to be arrived at. Prohibitionists see a serious failing
of mankind in the consumption of alcoholic beverages, which they
attribute to misunderstanding, weakness of character, and immorality.
But in the view of catallactics there is only the fact that there is a
demand for alcohol. He who has to explain the price of brandy is not
concerned with the question whether it is “rational” or moral to drink
brandy. I may think what I will about motion picture dramas, but as
an economist I have to explain the formation of the market prices for

52. Ibid., p. 370.
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the cinema, actors, and theater seats, not sit in judgment on the films.
Catallactics does not ask whether or not the consumers are right, noble,
generous, wise, moral, patriotic, or church-going. It is concerned not
with why they act, but only with how they act.

Modern subjectivist economics—the theory of marginal utility—
again takes up the old theory of supply and demand, which once had
to be given up on account of the inability of the classical economists
to resolve the paradox of value, and develops it further. If one sees the
significance of the movements of market prices, as the modern theory
does, in the fact that a state of rest is not reached until total demand
and total supply coincide, it is clear that all factors that influence the
conduct of the parties on the market—and consequently also “non-
economic” and “irrational” factors, like misunderstanding, love, hate,
custom, habit, and magnanimity—are included.

Therefore, Schelting’s statement that economic theory “assumes a
society that arose only through the operation of economic factors”53

does not apply to modern economics if one understands the term “eco-
nomic factors” in Schelting’s sense. In another section,54 I point out
that even Menger and Böhm-Bawerk did not completely grasp this
logical fundamental of the theory they founded and that not until later
was the significance of the transition from the objective to the subjec-
tive theory of value appreciated.

No less inaccurate is the assertion, made in accordance with the
view universally prevailing among the supporters of the Historical-
Realist School, that “the other chief fictions of abstract theory are ‘free
competition’ and the absolute insignificance of governmental and other
acknowledged regulations for the development of the cooperative eco-
nomic action of economic subjects.”55 This does not even apply to
classical economics. Scarcely anyone would want to maintain that the
modern theory has bestowed too little attention on the problem of
monopoly prices. The case of limited competition on the buyers’ or
sellers’ side offers the theory no special problem: it always has to deal
only with the subjects appearing and acting on the market. Nothing
else is to be predicated of those who may still enter the market if no
factors hold them back than that their supervention would change the
market situation. Nor does the theory—and this is true of both the

53. Schelting, op. cit., p. 721.
54. Cf. below pp. 156 ff.
55. Schelting, loc. cit., p. 721.
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classical and the modern—assume the “absolute insignificance of gov-
ernmental and other acknowledged regulations.” It devotes very search-
ing investigations to these “interferences” and constructs a special the-
ory of price controls and interventionism.

Mitscherlich too maintains that the theory of marginal utility is “best
tailored for the free economy.” For that reason, the Middle Ages would
“not at all have been able to think of it.” There it would have been
“pointless.” “What, indeed,” he asks, “would the Middle Ages have
said to the statement of a Carl Menger when he argues: ‘That final
degree of intensity of the want which can still be satisfied by the given
supply—i.e., the marginal utility—serves as the measure of valuation’?”56

It may be presumed that the Middle Ages would have understood
no more of the modern theory of price formation than of Newtonian
mechanics or of the modern notions of the functions of the heart.
Nevertheless, rain drops fell no differently in the Middle Ages than
they do today, and hearts did not beat otherwise than they do now.
Though the men of the Middle Ages would not have understood the
law of marginal utility, they nevertheless did not and could not act
otherwise than as the law of marginal utility describes. Even the man
of the Middle Ages sought to apportion the means at his disposal in
such a way that he attained the same level of satisfaction in every single
kind of want. Even in the Middle Ages the wealthier man did not differ
from the poorer man only in that he ate more. Even in the Middle
Ages no one voluntarily exchanged a horse for a cow unless he valued
the cow more highly than the horse. Even at that time the interven-
tionist acts of the government and other institutions of compulsion
brought about effects no different from those which the modern theory
of price controls and intervention points out.

The objection is urged against modern economic theory that “the
economy of free competition necessarily” constitutes “its basic schema”
and that it is unable to “comprehend theoretically the organized econ-
omy of the present, the economy of regulated competition” and the
“entire phenomenon of imperialism.”57 When this objection is raised,
it suffices to point out that what historically started the battle against
the theory and has given that battle its pertinacity and its popularity is
the fact that precisely on the basis of the theory, and only on this basis,

56. Mitscherlich, “Wirtschaftswissenschaft als Wissenschaft,” Schmollers Jahrbuch, L, 397.
57. Salin, Geschichte der Volkswirtschaftslehre (2nd ed.; Berlin, 1929), pp. 97 f.
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is an accurate judgment possible of the effects both of every individual
interventionist measure and of the total phenomenon of intervention-
ism in all of its historical forms. One simply turns the facts of history
upside down when one maintains that the Historical School rejected
economic theory because the latter was incapable of explaining the
historical phenomenon of interventionism. In fact, the theory was re-
jected precisely because one had to arrive at an explanation on the
basis of it. This explanation, however, was not politically acceptable to
the adherents of the Historical School, but, on the other hand, they
were at a loss to refute it. Only by equating “theoretically comprehend”
with “uncritically glorify” can one assert that modern economics has
not theoretically comprehended the phenomenon of imperialism.

And certainly no one who has followed the political and economic
discussions of recent years with even the slightest attentiveness will
want to deny that everything that has been done for the elucidation of
the problems presented by the “regulated” economy was accomplished
exclusively by theorists with the methods of “pure” theory. Not to
mention currency problems and monopoly prices, let us remind our-
selves only of the discussions concerning the cause of unemployment
as a permanent phenomenon and those concerning the problems of
protectionism.58

Three assumptions, Max Weber thinks, underlie abstract economic
theory: the social organization of an exchange economy, free compe-
tition, and strictly rational action.59 We have already discussed free
competition and strictly rational—i.e., purposive—action. For the third
assumption the reader is referred, on the one hand, to the starting point
of all investigations of the modern school, viz., the isolated, exchange-
less economy, which some sought to ridicule as the Robinson Crusoe
economy; and, on the other hand, to the investigations concerning the
economy of an imaginary socialist community.

5. history without sociology

One can completely agree with Max Weber when he declares:

Wherever the causal explanation of a “cultural phenomenon”—an “his-
torical individual”—comes into question, knowledge of laws of causa-

58. Cf. Heckscher, op. cit., p. 525.
59. Weber, Wissenschaftslehre, p. 190.



history without sociology � 91

tion cannot be the end, but only the means of investigation. It facilitates
and makes possible for us the imputation of the culturally significant
components of the phenomena, in their individuality, to their concrete
causes. As far and only as far as it accomplishes this is it valuable for the
cognition of concatenations in individual cases.60

Weber is wrong, however, when he adds:

The more “general,” i.e., the more abstract, the laws, the less they ac-
complish for the requirements of the causal imputation of individual
phenomena and thereby, indirectly, for the understanding of the mean-
ing of cultural events . . . From the point of view of exact natural science,
“laws” are all the more important and valuable the more general they
are; from the point of view of the cognition of historical phenomena in
their concrete setting, the most general laws are also always the least
valuable because they are the most empty of content. For the more
comprehensive is the validity of a generic concept—i.e., its scope—the
more it leads us away from the fullness of reality; because, in order to
contain the most common element possible of many phenomena, to be
as abstract as possible, it must consequently be devoid of content.61

Although Weber even goes so far as to speak of “all so-called ‘eco-
nomic laws’ without exception” in the arguments by which he arrives
at these conclusions, he could, nevertheless, only have had in mind
the well-known attempts to discover laws of historical development. If
one recalls Hegel’s famous proposition: “World history . . . depicts the
development of the spirit’s consciousness of its freedom, and the ma-
terial realization brought about by this consciousness,”62 or one of
Breysig’s propositions, then Weber’s statements at once become un-
derstandable. Applied to the propositions of sociology, they appear
inconceivable.

Whoever undertakes to write the history of the last decade will not
be able to ignore the problem of reparations.63 At the center of this
problem, however, stands that of the transfer of the funds involved. Its
essence is the question whether or not the stability of the gold value
of German money can be affected by the payment of sums for repa-

60. Weber, Wissenschaftslehre, p. 178.
61. Ibid., pp. 178 ff.
62. Hegel, Vorlesungen über die Philosophie der Weltgeschichte, ed. by Lasson (Leipzig, 1917),
Vol. I (Philosophische Bibliothek, Vol. 171a), p. 148.
63. In judging this example it should be noted that it has been carried over unchanged from the
first publication of this article, which appeared in 1929.
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rations, and particularly by their transfer to foreign countries. This
question can be examined only by the methods of economic theory.
Any other way of examining it would simply be nonsensical. It is worthy
of note that not just some of those who have participated in this dis-
cussion, but all without exception, from first to last resort to the uni-
versally valid propositions of economic theory. Even one who starts
from the balance-of-payments theory, which science has decisively re-
jected, adheres to a doctrine that makes the same logical claim to
universal validity as the theory that modern science acknowledges as
correct. Without recourse to such propositions, a discussion of the
consequences that must follow on certain assumptions could never be
carried on. In the absence of a universally valid theory, the historian
will be unable to make any statements connected with the transfer of
funds, no matter whether the payments are actually made according
to the Dawes Plan [1924, concerning German post-War reparations] or
whether they cease for some reason not yet given. Let us assume that
the payments are made and that the gold value of the mark does not
change. Without recourse to the principle of the theory of purchasing-
power parity, one could still not infer from this that Germany’s pay-
ment had not affected its currency. It could be that another causal
chain, acting at the same time, did not permit the effect on currency
anticipated by the balance-of-payments theory to become visible. And
if this were so, the historian would either completely overlook this
second causal chain or would not be able to understand its effect.

History cannot be imagined without theory. The naive belief that,
unprejudiced by any theory, one can derive history directly from the
sources is quite untenable. Rickert has argued in an irrefutable way
that the task of history does not consist in the duplication of reality,
but in its reconstitution and simplification by means of concepts.64 If
one renounces the construction and use of theories concerning the
connections among phenomena, on no account does one arrive at a
solution of the problems that is free of theory and therefore in closer
conformity with reality. We cannot think without making use of the
category of causality. All thinking, even that of the historian, postulates
this principle. The only question is whether one wants to have recourse
to causal explanations that have been elaborated and critically exam-

64. Cf. Rickert, Kulturwissenschaft und Naturwissenschaft, pp. 28 ff. Cf. further, Sombart, “Zur
Methode der exakten und historischen Nationalökonomie,” Schmollers Jahrbuch, LII, 647.
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ined by scientific thought or to uncritical, popular, prescientific “dog-
mas.” No explanations reveal themselves directly from the facts. Even
if one wanted to draw conclusions uncritically—post hoc, ergo propter
hoc65—one would be completely at a loss in view of the confusing
plethora and diversity of phenomena. It is precisely the “multifarious
causal complexity” of processes of which Muhs speaks,66 i.e., the con-
currence in them of a multiplicity of causal factors, that makes theory
necessary.

For ages historians have made use of theories provided by nonscien-
tific thought and laying claim to universal validity. Consider to what
an extent such a theory is contained in the simple sentence, “The
defeated king found himself forced to conclude peace under unfavor-
able conditions.” What is involved here are simple and scarcely dis-
puted theories, which, by their very character, are nonscientific, but
this does not change the fact that they are still theories, i.e., statements
understood as universally valid. In addition, the historian employs the-
ories taken from all the other sciences, and it goes without saying that
one is justified in demanding, in such cases, that the theories used
conform to the present state of science, i.e., they must, in our view, be
correct theories. The old Chinese historian could trace extraordinarily
dry weather back to moral lapses on the part of the emperor and report
that after the monarch’s expiation rain fell again. The ancient historian
could ascribe the early death of the king’s son to the jealousy of the
gods. Today, in the present state of meteorology and pathology, we look
for a different explanation. Even though the sources were to inform us
unequivocally that Numa Pompilius was acquainted with Camena
Egeria, we would be unable to believe it and would disregard them.
The intercourse of witches with the devil has been established as
proved according to the rules of legal evidence; yet, on the strength of
our theory, we deny this possibility, all documents to the contrary not-
withstanding.67 The historian must regard all other sciences as auxiliary

65. [after this, therefore on account of this—Ed.]
66. Cf. Muhs, op. cit., p. 808.
67. “Historiquement, le diable est beaucoup plus solidement prouvé que Pisistrate: nous n’avons
pas un seul mot d’un contemporain qui dise avoir vu Pisistrate; des milliers des ‘temoins oculaires’
déclarent avoir vu le diable, il y a peu de faits historiques établis sur un pareil nombre de témoi-
gnages indépendants. Pourtant nous n’hesitons plus à rejeter le diable et à admettre Pisistrate. C’est
que l’existence du diable serait inconciliable avec les lois de toutes les sciences constituées.” Langlois-
Seignobos, Introduction aux études historiques (3rd ed.; Paris, 1905), pp. 177 f. [Historically, the
devil is much more solidly proven than is Pisistratus (an Athenian ruler or tyrant, d. ca. 527 b.c.).
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to his own and must be thoroughly familiar with as much of them as
is required by the particular tasks he has set for himself. Whoever treats
of the history of the Julian-Claudian dynasty will scarcely be able to
do without a knowledge of the theory of heredity and psychiatry. Who-
ever writes a history of bridge-building will need a thorough knowledge
of bridge-building; whoever writes a history of strategy will need a thor-
ough knowledge of strategy.

Now the proponents of historicism, of course, admit all this as far
as all other sciences are concerned, but they deny it with reference to
sociology. Here the matter seems to them to be different. No substan-
tial reason for this difference is to be discovered, but, psychologically,
the resistance of many historians is easily understood. As far as the
other sciences are relevant to history, the alternative is either that the
historian needs to acquire a moderate degree of knowledge, which does
not exceed the amount possessed as a matter of course by every edu-
cated person, or that special fields of historical knowledge not closely
connected with the sphere proper to history become autonomous dis-
ciplines. One does not have to be a meteorologist to know that no
matter how serious the failings of the monarch, they cannot influence
the weather. And even one who understands only very little of the
theory of heredity will know what weight to attach to the divine ex-
traction that historical sources attribute to many dynasties. Making the
history of medicine and similar disciplines autonomous affects but
slightly the sphere proper to history. The claims of sociology, however,
even if only as a result of the failure to recognize the boundaries be-
tween sociological and historical investigations, are felt by many his-
torians as an infringement on their very own domain.

Each and every proposition of history implicitly contains theorems
of sociology. No statement concerning the effect of political measures
is conceivable that could forgo recourse to universally valid proposi-
tions about human action. Whether the topic under discussion is the
“social question,” mercantilist policy, imperialism, power politics, or
wars and revolutions, we again and again encounter in the historian’s

We do not have a single contemporary witness who claims to have seen Pisistratus. While there
are thousands of “eye witnesses” who say they have seen the devil, there are few historical facts
with a similar number of independent testimonials. However, we do not hesitate to reject the
devil and to accept Pisistratus as real. It is that the existence of the devil is irreconcilable with all
the laws of the established sciences.—Ed.]
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discussions statements that are inferences from universally valid prop-
ositions of sociology. Just as Monsieur Jourdain was astonished to learn
that what he had always been speaking was prose, so historians too
show surprise when one points out to them that they make use of the
theorems of sociology from first to last.

It is regrettable, however, that these theorems, which they unhesi-
tatingly employ, occasionally belong to prescientific thought. One who
disregards the results of modern sociology does not therefore work “free
of theory.” He employs the naive, obsolete theory of an epoch of sci-
entific thought long since superseded or else the still more naive theory
of prescientific thought. The effect this has on economic history is
nothing short of grotesque. Economic history did not become possible
until classical economics had produced a scientific apparatus for po-
litical and economic thought. Previous attempts—for example, those
dealing with the history of trade—were nothing but a compilation of
memoranda. Nowadays the economic historian seeks to emancipate
himself from theory altogether. He disdains to approach his task with
the logical tools of a developed scientific theory and prefers to content
himself with the small measure of theoretical knowledge that today
reaches everyone through the newspapers and daily conversation. The
presuppositionlessness of which these historians boast consists, in re-
ality, in the uncritical repetition of eclectic, contradictory, and logically
untenable popular misconceptions, which have been a hundred times
refuted by modern science.68 Thus, the diligent work performed by
entire generations of scholars has remained unproductive. The His-
torical School failed precisely in the province of social and economic
history, which it claimed as its proper domain.

Now the champions of history “devoid of theory” maintain, of course,
that their concepts and theorems must be derived from the historical
data, inasmuch as there are no universally valid, supertemporal laws
of human action. As we have seen, the thesis that there can also be
irrational action and that rational action is generally only the result of
a long historical development rests on a gross misunderstanding. His-
toricism, however, goes still further. It dismisses the doctrine of the
supertemporality of reason as a prejudice of the Enlightenment. The
logical structure of human reason, we are informed, has changed in

68. Cf. Bouglé, Qu’est-ce que la sociologie? (5th ed.; Paris, 1925), pp. 54 ff.
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the course of the ages, in the same way as, for example, technical
knowledge and skills.69

We shall not enter here into what is to be said in principle, from
the standpoint of sociology, against this postulate of historicism.70 In
any case, such reasoning would prove unacceptable to the proponents
of historicism, who deny the possibility of any supertemporal theory in
contradistinction to historical experience. Therefore, we must confine
ourselves to what even historicism must acknowledge as an immanent
critique of its thesis. The first point to be established, however, is that
none of the sources of historical information accessible to us contains
anything that could shake the assumption of the immutability of rea-
son. Never has even an attempt been made to state concretely in what
respects the logical structure of reason could have changed in the
course of the ages. The champions of historicism would be greatly
embarrassed if one were to require of them that they illustrate their
thesis by pointing out an example.

In this respect, the failure of ethnology has been no less conspicuous
than that of history. Wilhelm Jerusalem to be sure, has emphatically
stated: “Kant’s firm belief in the timeless, completely immutable log-
ical structure of our reason . . . has not only not been confirmed by
the findings of modern ethnology, but has been proved completely
incorrect.”71 But even Jerusalem has not undertaken in a single in-
stance to show us in what way the logic of primitive peoples is struc-
turally different from our logic. A general appeal to the writings of
ethnologists is not sufficient here. Ethnology shows only that the con-
clusions arrived at by the reasoning of primitive peoples are different
from those which we arrive at and that the range of things primitive
peoples are accustomed to think about is different from the circle of
our intellectual interests. When primitive man assumes magical and
mystical connections where we assume connections of a different kind,
or where we find no connection at all, or when he sees no connection
where we do see one, this shows only that the content of his reasoning
differs from that of our own, but not that his reasoning is of a different
logical structure from ours.

In support of his statement, Jerusalem refers repeatedly to the works

69. Cf. Mannheim, “Historismus,” Archiv für Sozialwissenschaft, LII, 9.
70. Cf. Husserl, Logische Untersuchungen, I, 136 ff.
71. Jerusalem, “Die soziologische Bedingtheit des Denkens und der Denkformen,” Versuche zu
einer Soziologie des Wissens, edited by Max Scheler (Munich and Leipzig, 1924), p. 183.
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of Lévy-Bruhl. However, nothing that Lévy-Bruhl sets forth in his ad-
mirable writings on this topic says anything more than that members
of primitive races have no understanding of the problems with which,
in the civilized countries, a narrow circle of intellectually distinguished
men concern themselves. “An African,” says Lévy-Bruhl, borrowing
from Bentley’s narrative,

never thinks a matter out if he can help it. . . . They never recognized
any similarity between their own trading and the coast factory. They
considered that when the white man wanted cloth, he opened a bale
and got it. Whence the bales came and why and how—that they never
thought of.

The primitive man has a habit of mind which makes him

stop short at his earliest perception of things and never reason if he can
in any way avoid it.72

Lévy-Bruhl and Bentley seem to have confined their association to
the members of primitive races. Had they also looked about in Eu-
rope—and, one might add, among European economists and politi-
cians—they would certainly not have considered the practice of never
thinking matters out and never reasoning as peculiarities of primitive
peoples alone. As Lévy-Bruhl says, citing a report by Mangin, the Mossi
on the Niger river are lacking in reflection. For that reason they are
also wanting in ideas.

Conversation with them turns only upon women, food, and (in the rainy
season) the crops.73

What other subjects did many contemporaries of Newton, Kant, and
Lévy-Bruhl prefer?

It must be pointed out, moreover, that from the data he compiled,
Lévy-Bruhl never draws the conclusions that Jerusalem wants to infer
from them. For example, expressly summing up his observations about
the causal reasoning of primitive races, Lévy-Bruhl remarks:

The primitive mind, like our own, is anxious to find the reasons for what
happens, but it does not seek these in the same direction as we do. It

72. Cf. Lévy-Bruhl, Primitive Mentality, trans. by Lilian Clare (New York, 1923), pp. 27 f.
73. Ibid., p. 27.



98 � sociology and history

moves in a world where innumerable occult powers are everywhere pres-
ent, and always in action or ready to act.74

And, on the basis of searching investigations, Cassirer arrives at the
conclusion:

When one compares the empirical-scientific and the mythical concep-
tions of the world, it becomes immediately obvious that the contrast
between them is not based on their employing totally different categories
in the study and explanation of reality. It is not in the nature, the quality
of these categories, that myth and empirical-scientific cognition differ,
but in their modality. The methods of connecting things that both em-
ploy in order to give the perceptibly diverse the form of unity so as to fit
the manifold into a framework demonstrates a thoroughgoing analogy
and correspondence. They exhibit the same most general “forms” of
perception and reasoning which constitute the unity of consciousness
as such and which, therefore, constitute the unity of mythical conscious-
ness in the same way as that of pure cognitive consciousness.75

What the proponents of historicism fail to see is that even proposi-
tions like: “The theorems of classical economics possessed relative
truth for the age in which they were constructed” can be enunciated
only if one has already adopted a supertemporal, universally valid the-
ory. Without such a theory the historian could not consider his task
anything more than the compilation and publication of source mate-
rials. Thus, it has been no fortuitous coincidence, but inner necessity,
that the age in which historicism has held sway has been characterized
by a progressive decline in historical research and historical writing.
With a few laudable exceptions, for history the upshot of historicism
has been, on the one hand, the publication of sources, and, on the
other hand, dilettantist constructions, such as those of Chamberlain
and Spengler.

If history is not to be a meaningless absurdity, then every statement
that it makes about a causal relationship must be thought through to
its conclusion and examined for its compatibility with the entire struc-
ture of our knowledge. However, this cannot be done without socio-
logical theory.

One must agree completely with Max Weber when he says that for
the causal explanation of cultural phenomena “knowledge of laws of

74. Ibid., p. 437.
75. Cassirer, Philosophie der symbolischen Formen (Berlin, 1925), II, 78.



universal history and sociology � 99

causation cannot be the end, but only the means of investigation.”
Sociology is an auxiliary—though, to be sure, an indispensable auxil-
iary—of history. Sociological—and especially economic—theory stands
in the same relationship to politics. Every science is an end in itself
only for him who thirsts after the knowledge of it.

6. universal history and sociology

Max Weber did not want merely to outline a program and methodology
for a science of social phenomena. In addition to excellent treatises on
history, he himself published extensive works that he termed socio-
logical. We, of course, cannot recognize their claim to this designation.
This is not meant as an unfavorable criticism. The investigations col-
lected in Weber’s posthumously published major work, Wirtschaft und
Gesellschaft, belong to the best that German scientific literature of the
last decades has produced. Yet in their most important parts they are
not sociological theory in our sense. Nor are they history in the cus-
tomary meaning of the term. History deals with one town or with
German towns or with European towns in the Middle Ages. Until
Weber’s time it knew nothing like the brilliant chapter in his book that
deals simply with the “town” in general, a universal theory of town
settlement for all times and among all peoples, the ideal type of the
town in itself.

Weber, who did not realize that there is a science that aims at uni-
versally valid propositions, considered this sociology. If we were to ac-
quiesce in this usage and to seek another name for what we understand
by sociology, we should cause hopeless confusion. Therefore, we must
maintain our distinction and attempt to give another name to what
Weber regarded as sociology. Perhaps the most suitable would be: uni-
versal teachings of history, or more briefly, universal history.

The fact that one usually designates by this name attempts at pre-
senting comprehensively the history of all ages and nations need not
prevent us from employing it to denote what Weber undertook to do.
For such presentations are unable to proceed otherwise than by joining
to the history of the development of one culture or of one people the
history of the development of another. Consequently, universal history
in this sense signifies only a series of works that do not lose their origi-
nal character and independence in being thus subsumed under a com-
mon category. Universal history in our sense—sociology in Weber’s
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sense—would consist in bringing into relief and treating individually
the ideal-typical constructions employed by history. It would correspond
approximately, but only approximately, to what Bernheim, in his the-
matic division of the province of history, designates as universal history,
or cultural history in the wider sense. To specialized history he con-
trasts universal history, within which he differentiates two subdivisions:

1. Universal history, or cultural history in the wider sense; also called
world history: the history of men in their activities as social beings at all
times and in all places, in consistent continuity of development.
2. Universal political history (Allgemeine Staatengeschichte); also called
world history, and previously universal history as well: a compendium-
like joining together of the history of all imporant nations.76

It need certainly not be especially emphasized that the point in ques-
tion is, of course, not the terminology, but only the logical and con-
ceptual distinction.

The situation is analogous in the treatment of economic problems.
Between economic theory, on the one hand, and economic history
and descriptive economics—which must also be economic history—
on the other, lies universal descriptive economics, which serves for the
special treatment of the ideal-typical constructions employed by eco-
nomic history.

The boundaries between these domains are not always observed in
actual scientific work and in its presentation for the public, and, in-
deed, there is no necessity for such a separation. The creative mind
yields what it has to offer, and for this we are indebted to it. Neverthe-
less, even one who would never think of overstepping the boundaries
that separate the individual domains of subject matter must be ac-
quainted with what is happening on the other side of the boundaries.
No sociologist can do without history, and no historian can do without
sociology.

Historicism declared the historical method the only one permissible
and appropriate for the treatment of the problems posed by the sciences
of human action. One group of the proponents of historicism consid-
ered a theoretical science of human action altogether impossible. Oth-
ers did not want to deny completely the possibility of such a science
in the distant future, which would have at its disposal the fruits of more
ample spadework on the part of historians. The opponents of histori-

76. Bernheim, op. cit., p. 53. Kracauer (op. cit., pp. 24 ff.) speaks of comparative social history
and comparative cultural history.
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cism, of course, never challenged the justification, the logical admis-
sibility, or the usefulness of historical investigation. What was called
into question in the Methodenstreit was never history, but always only
theory. From the point of view of economics and political science the
fateful error of historicism lay precisely in its rejection of theory. In-
deed, the tenor of the attack upon theory was essentially political and
was directed toward protecting from disagreeable criticism economic
policies that could not withstand scientific examination. From the
point of view of science, the failure to recognize the truth that all
historical investigation and every description of social conditions pre-
suppose theoretical concepts and propositions was more serious than
the misconception that history and descriptive economics could be
pursued without theory. The most pressing task of the logic of historical
science is to combat this error.

7. sociological laws and historical laws

We call the method of scientific work that examines the effect, ceteris
paribus, of change in one factor, the static method.77 Nearly everything
that sociology and its hitherto best developed branch, economics, have
thus far accomplished is due to the use of the static method. The
assumption it makes, viz., that all other conditions remain perfectly
unchanged, is an indispensable fiction for reasoning and science. In
life everything is continually in flux, but for thought we must construct
an imaginary state of rest.78 In this manner we conceptually isolate the
individual factors in order to be able to study the effect of changes in
them. The word “static” should not prevent us from seeing that the
method in question is one whose goal is precisely the investigation of
change.79

77. The distinction between statics and dynamics as I conceive it differs from the distinction as
Amonn conceives it. This difference cannot be gone into more thoroughly here. However, I
must, of course, call particular attention to what Amonn says regarding the entirely different
meaning that attaches to these conceptual correlates in mechanics and in economics. The con-
cepts of statics and dynamics in economics do not involve the application of an analogy drawn
from mechanics, but represent a mode of thinking appropriate to the character of economic
science, for which only the name employed by mechanics was borrowed. Cf. Amonn, Grundzüge
der Volkswohlstandslehre (Jena, 1926), Part I, pp. 275 ff.
78. Cf. J. B. Clark, Essentials of Economic Theory (New York, 1907), pp. 130 ff.
79. It is a serious misunderstanding to believe, as Flügge does (“Institutionalismus in der Na-
tionalökonomie der Vereinigten Staaten,” Jahrbüchern für Nationalökonomie und Statistik, New
Series, LXXI, 339), that the construction of a static state would not be suited to lead to the
understanding of economic changes.
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In the present state of the science, it is not yet possible to determine
whether dynamic laws are feasible within the system of catallactics. A
dynamic law would need to be able to show how changes would have
to occur on the basis of forces acting within the static system even
though no change in the data took place from without. It is well known
that Ricardo and many epigones of the classical school—even Marx,
for example—undertook such attempts, and that similar efforts have
been made on the basis of modern science as well. We need not go
into this more deeply at this time. Nor need we be concerned here
with the question whether laws of sociological dynamics could be dem-
onstrated to hold outside the narrow frame of economic theory. We
must adhere to the notion of the dynamic law only in order to contrast
it to the notion of the historical law.

The formulation of historical laws, i.e., laws of historical change, has
repeatedly been designated as the task of history. Many even set out to
formulate such laws. Of course, these laws did not meet the demands
one must make of a scientific law. They lacked universal validity.

In all these “laws,” as, for example, in Breysig’s, of which we have
given an example above,80 the basis of this deficiency lies in the fact
that ideal types were used in the construction of the law. Inasmuch as
ideal types do not possess universal validity, propositions involving
them must be similarly deficient. All the concepts encountered in the
thirty-first law of Breysig, which has already been quoted, are to be
viewed as ideal types. Not only are “rule of the Kaiser,” “rule of the
people,” and “boom in trade and industry” to be understood in this
way, but also “national economy” in the sense in which this term is
employed by Breysig.

Laws of historical stages occupy a special position. Stages of histori-
cal development arranged in a series are delineated as ideal types, and
then the statement is made that history consists in the progression from
one stage to the next, and thence on to the third, and so on. It is obvious
that as long as the necessity of such a progression cannot be established,
this does not yet signify the demonstration of a conformity to law.81 If,
however, the progression is maintained to be necessary, then this pro-
nouncement, but not the ideal-typical constructions of the stages, would
have to be regarded as a law, although only if its content were free of
every reference to ideal types.

80. Cf. above pp. 67 f.
81. Cf. Simmel, Die Probleme der Geschichtsphilosophie (4th ed.; Munich and Leipzig, 1922),
pp. 107 ff.
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The laws of progress seek to satisfy this requirement. They trace the
operation of one or several forces to whose permanent action they
unequivocally attribute the direction in which social changes take
place. Whether this development leads to good or evil, whether it
signifies improvement or decline, is immaterial. Progress means here:
progression on the necessary path. Now, it is, of course, true that all
laws of progress hitherto formulated, in so far as they are not to be
rejected from the outset as fictions in no way corresponding to reality,
lose the strict character of law through their connection with ideal-
typical constructions. Yet it would not be difficult to enucleate clearly
the sociological law underlying each of them and to verify it. Even if
we were then to deny that the historical law is a law, we should nev-
ertheless find in it a law of sociological dynamics.

Work performed under the division of labor is more productive than
isolated work. The same expenditure of labor and of goods of higher
order produces a greater quantity of output and enables feats to be
accomplished that an isolated worker would never be in a position to
achieve. Whether or not this proposition of empirical technology and
the physiology of labor is valid without exception—as far as we are at
all warranted in speaking of absolute validity in the case of an empirical
law—is of no importance for us, since, in any case, it is certain that
only one or two instances, if any, can be cited, and then only with
difficulty, for which it would not be valid. The increase in productivity
brought about by the division of labor is what gives impetus to the
formation of society and to the progressive intensification of social
cooperation. We owe the origin and development of human society
and, consequently, of culture and civilization, to the fact that work
performed under the division of labor is more productive than when
performed in isolation. The history of sociology as a science began
with the realization of the importance for the formation of society of
the increase in productivity achieved under the division of labor. How-
ever, sociology in general, and economics in particular, have viewed
the law of the division of labor not as a constituent part of their own
structure of thought, but as a datum, though one which is almost al-
ways—or, for all practical purposes, always—present. It is instructive
to see how the Historical School sought to arrive at a “historical law”
in this case.

Bücher’s theory of stages wants to comprehend “all economic de-
velopment, at least that of the Central and Western European nations,
where it can be historically traced with sufficient accuracy” under a
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“principle of central significance for understanding the essential phe-
nomena of the economy.” The theory finds this principle in the rela-
tion in which the production of goods stands to their consumption.
Specifically, it is discernible in the length of the route that goods must
travel in passing from producers to consumers. Hence follows his di-
vision into the three stages of the self-sufficient household economy,
the town economy, and the national economy.82

We shall not dwell on the fact that each one of the three stages is
delineated, and can be delineated, only as an ideal type. This is a
shortcoming characteristic of all these “laws.” What is noteworthy is
only that the freedom with which the historian may construct ideal
types enables Bücher to reject the obvious idea, apparently displeasing
to him for political reasons, that “mankind is on the point of rising to
a new stage of development, which would have to be contrasted to the
three previous stages under the name of world economy.”83 However,
it cannot be our task to point out all the minor weaknesses and flaws
in Bücher’s schematization. What concerns us is exclusively the logical
form, and not the concrete content, of the theory. All that Bücher is
in a position to state is that in the course of historical development up
to the present three stages are to be distinguished. He is unable to give
us any information about the causa movens84 of the changes that have
occurred hitherto or about future developments. One cannot under-
stand how Bücher, on the basis of his theory, comes to call every suc-
ceeding stage the “next higher” in relation to the preceding one, or
why he assumes without hesitation that “the transition from the na-
tional economy to the next higher stage . . . will come,” while expressly
adding that one cannot know how “the economic future will look in
detail.”85 The metaphorical use of the term “stage” need not have led
him to say “higher” stage instead of merely “succeeding” stage; and on
the basis of his theory nothing can warrant his predicting that any
further change will take place, much less his confident assurance that
such a change could not consist in a regression to one of the previous

82. Cf. Bücher, Die Entstehung der Volkswirtschaft, Series I (10th ed.; Tübingen, 1917), p. 91.
Bücher’s theory of historical stages is taken here as representative of an entire class of such
theories, among which, for example, we may number that of Schmoller. The dispute over prec-
edence connected with Bücher’s theory is without importance from our point of view.
83. Ibid., p. 149.
84. [Cause of moving.—Ed.]
85. Ibid., p. 150.
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stages. Consequently, it is impossible to see a “law” in a theory of this
kind; and Bücher rightly avoids designating it as such.86

A question, however, which is in any case much more important
than whether or not one is dealing with a “law” here is whether the
construction of such schemata is useful for the enlargement and deep-
ening of our knowledge of reality.

We must answer this question in the negative. The attempt to force
economic history into a concise schema is not only without value for
cognition, as we see from the remarks above; it has an effect nothing
short of detrimental. It was responsible for Bücher’s failure to see that
a shortening of the route that goods traveled in passing from producers
to consumers occurred in the later Roman Empire precisely as a result
of the decline in the division of labor. The dispute about whether or
not the economy of the ancients is to be viewed as a self-sufficient
household economy may appear idle to us when we reject Bücher’s,
as we do every similar, schematization. Yet if one does not wish to close
one’s mind to the possibility of understanding one of the greatest
changes in history, the decline of ancient civilization, one must not
fail to appreciate the fact that antiquity had gone further in the division
of labor—or, to use Bücher’s own words, in “the length of the route
that goods travel in passing from the producers to the consumers”—
than the first centuries of the Middle Ages. The realization of the
higher productivity of work performed under the division of labor
places at our disposal the indispensable means for the construction of
the ideal types necessary for the intellectual comprehension of this
event. In this respect, the concepts of the self-sufficient household
economy (production solely for one’s own consumption, the exchan-
geless economy), the town economy (production for a clientele), and
the national economy (commodity production) may prove their use-
fulness as ideal types appropriate to the subject matter. The decisive
and fateful error lies not in their construction, but in the attempt to
connect them with a schema of stages and to base this schema on the
law of the division of labor.

It was therefore with good reason that Bücher refrained from any
attempt to base his theory of stages on the law of the higher productivity
of work performed under the division of labor. This law makes only

86. On the other hand, Becher, Geisteswissenschaften und Naturwissenschaften (Munich and
Leipzig, 1921), pp. 131, 171 f. is inclined to see in these theories of historical stages “universal laws,
or, if one wishes to speak more reservedly, principles of historical economic development.”
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one statement about the objective result that can be attained through
the division of labor. It does not say that the tendency toward further
intensification of the division of labor is always operative. Whenever
and wherever an economic subject is confronted with the choice be-
tween a procedure employing a more intensive and one employing a
less intensive division of labor, he will adopt the former, provided that
he has also recognized the objectively greater output that he can
thereby attain and provided also that he values this difference in output
more highly than the other consequences which, perhaps, are bound
up with the transition to a more intensive division of labor. However,
the law as such can make no statement about whether or to what extent
this recognition does in fact take place. It can teach us to comprehend
and explain causally a change that has already taken place, whether it
be in the direction of a more intensive or of a less intensive develop-
ment of the division of labor, but the law cannot show us why or even
that the division of labor must always be more intensively cultivated.
We are able to arrive at this conclusion only on the basis of an historical
judgment—that is, one formed with the conceptual means at the dis-
posal of history—of what peoples, groups, and individuals want under
the influence of the factors determining their existence: their inborn
qualities (racial inheritance) and their natural, social, and intellectual
environment.

However, we do not know how these external factors are transformed
within the human mind to produce thoughts and volitions directed
and operating upon the outer world. We are able to ascertain this only
post factum, but in no way can we deduce it in advance from a known
regularity formulated as a law. Hence, we cannot infer from the law of
the division of labor that the division of labor must always make further
progress. The division of labor may again be set back temporarily or
even permanently. A government may be dominated by an ideology
that sees its social ideal in the reversion to autarky. One may consider
this quite improbable, but one cannot make a clear and definite pre-
diction about it, for the reasons which have already been given. In any
case, one must not overlook the fact that today an ideology hostile to
the international division of labor is beginning to exercise a great in-
fluence upon the foreign economic policy of many nations.

The law of the division of labor does not belong to the universally
valid system of a priori laws of human action. It is a datum, not an
economic law. For that reason it appears impossible to formulate on
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its basis an exact law of progress, i.e., a law free of ideal-typical con-
structions. On this point the optimists among the liberal sociologists
of the Enlightenment, who were confident of progress and who were
always reproached with “defective historical intelligence,” were logi-
cally much more correct than their critics. They never denied that
they based their firm belief in continual social progress not on “laws,”
but on the assumption that the “good” and the “reasonable” must ul-
timately prevail.

The same shortcomings can be shown in every attempt to construct
a theory of historical stages. Underlying all such theories are generally,
though not always, observations and discoveries that are correct in
themselves. But the use that these theories make of them is impermis-
sible. Even where the experience to which they refer does not exhibit
merely a nonrepeatable succession of phenomena, these theories go
far beyond what is logically legitimate. Before the beginnings of an
independent social science, historians were aware of the importance
of proper location for productivity. Since the conditions that make
locations appear more or less favorable undergo change, one acquires
a means of historically explaining shifts of location and migratory
movements. On the other hand, the theories of geographical stages,
entirely apart from the fact that they present the law of location in the
most crudely oversimplified and inadequate way, render access to the
understanding of these problems only more difficult. Hegel maintained:

World history goes from East to West; for Europe is obviously the end
of world history, and Asia, the beginning. While the “East” in itself is
something quite relative, there exists for world history an East kat’
e'qoxh́u; for, although the earth is a sphere, history, nevertheless, does
not travel in a circle around it, but has, on the contrary, a determinate
East, viz., Asia. Here rises the external, physical sun, and in the West it
sinks down; in compensation for which, however, the inner sun of self-
consciousness, which diffuses a nobler splendor, rises here.87

And according to Mougeolle, there is a “law of altitudes,” namely, that
in the course of history the city is increasingly forced down into flat
land by the mountains; and a “law of latitudes,” to the effect that
civilization has always moved from the tropics toward the poles.88 In
these laws too we find all the shortcomings that attach to every theory

87. Hegel, op. cit., pp. 232 f.
88. Cf. Mougeolle, Les problèmes de l’histoire, pp. 98 ff., 121 ff.
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of historical stages. The causa movens of the changes is not shown, and
the accuracy of the geographical concepts that they contain cannot
conceal the fact that for the rest they are based on ideal-typical con-
structions, and indeed on such as are uncertain and therefore unusa-
ble, like “world history” and “civilization.” But still more serious by far
is the fact that without any hesitation they leap from the statement of
the law of location to a volition uniquely determined by it.

Becher accounts as follows for his opinion that the possibility of
historical laws cannot be denied in principle:

One did not want to admit historical laws as such because they are of a
secondary, reducible, and derivative nature. This rejection rests upon an
unsuitable, narrowly conceived notion of law, which, if applied consis-
tently to the natural sciences, would compel us to deny the title of nat-
ural laws to many relationships that everyone designates as such. For
most of the laws of natural science—e.g., the laws of Kepler, the laws of
wave theory concerning resonance, interference, and so on, and the
geometric-optical laws of the effect of concave mirrors and lenses—are
of a secondary and derivative character. They can be traced back to more
fundamental laws. The laws of nature are no more all ultimate, irreduc-
ible, or fundamental than they are all elementary, i.e., laws of elemen-
tary, not complex phenomena. . . . However, if this designation is quite
generally conferred on numerous “laws” of natural science which are
neither fundamental nor elementary, then it will not do to deny it to
historical laws simply because they are not fundamental or elementary
in character.89

In my opinion, this argument does not get to the heart of the matter.
The question is not whether the designation “law” is to be applied only
to fundamental or elementary regularities. This, after all, is an unim-
portant question of terminology. In and of itself, it would not be im-
possible, although inexpedient in the greatest measure and disregardful
of all economy of thought, to formulate the laws of acoustics as state-
ments about concerts rather than sound waves. However, it would cer-
tainly not be possible to include in these laws, if they are to retain the
character of laws of natural science, statements about the quality and
expression of the musical performance. They would have to confine
themselves to what can be described by the methods of physics. We
are unable to include the entire course of historical phenomena in

89. Cf. Becher, op. cit., p. 175.
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laws, not because they are complicated and numerous or because fac-
tors and conditions independent of one another are involved in them,
but because they include also factors whose role we are unable to
determine precisely. The concepts of sociology extend as far as exact-
ness is possible in principle. On the other side of these boundaries lies
the domain of history, which, by means of ideal types, fills with the
data of historical life the frame provided by sociology.

8. qualitative and quantitative analysis in

economics

Sociology cannot grasp human action in its fullness. It must take the
actions of individuals as ultimately given. The predictions it makes
about them can be only qualitative, not quantitative. Accordingly, it
can say nothing about the magnitude of their effects. This is roughly
what is meant by the statement that the characteristic feature of history
is concern with the individual, the irrational, life, and the domain of
freedom.90 For sociology, which is unable to determine in advance
what they will be, the value judgments that are made in human action
are ultimate data. This is the reason why history cannot predict things
to come and why it is an illusion to believe that qualitative economics
can be replaced or supplemented by quantitative economics.91 Eco-
nomics as a theoretical science can impart no knowledge other than
qualitative. And economic history can furnish us with quantitative
knowledge only post factum.

Social science is exact in the sense that it strives with conceptual
rigor for an unequivocally defined and provable system. It is idle to
dispute over whether one should make use of mathematical forms of
presentation in sociology, and particularly in economics. The prob-
lems confronting sociology in all its branches, including economics,
present such extraordinary difficulties that, in the eyes of many, even
the most perplexing mathematical problems possess the advantage of
being more easily visualized. Whoever believes that he cannot do with-
out the help that the reasoning and terminology of mathematics affords
him in the mastery of economic problems is welcome to make use of

90. Simmel seeks in an ingenious way to express this singularity of the historical in his discussion
of individual causality. Cf. Simmel, op. cit., pp. 100 ff.
91. Mitchell shares this illusion with many others. Cf. Mitchell, “Quantitative Analysis in Eco-
nomic Theory,” American Economic Review, XV, 1 ff.
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them. Vestigia terrent! Those theorists who are usually designated as
the great masters of mathematical economics accomplished what they
did without mathematics. Only afterwards did they seek to present their
ideas in mathematical form. Thus far, the use of mathematical for-
mulations in economics has done more harm than good. The meta-
phorical character of the relatively more easily visualized concepts and
ideas imported into economics from mechanics, which may be war-
ranted as a didactic and occasionally as a heuristic expedient as well,
has been the occasion of much misunderstanding. Only too often the
criticism to which every analogy must be subjected has been neglected
in this case. Of primary importance is what is set forth in words in the
preliminary statement that has to serve as the starting point for further
mathematical elaboration. This statement, however, is always non-
mathematical.92 Whether or not its further elaboration in mathemati-
cal terms can be useful depends on the correctness of this initial non-
mathematical statement. To be sure, if the mathematical elaboration
is itself incorrect, it will arrive at incorrect results even though it may
start from a correct statement; but mathematical analysis can never
expose an error made in an incorrect statement.

Even the mathematical sciences of nature owe their theories not to
mathematical, but to nonmathematical reasoning. Mathematics has a
significance in the natural sciences altogether different from what it
has in sociology and economics. This is because physics is able to
discover empirically constant relationships, which it describes in its
equations.93 The scientific technology based on physics is thereby ren-
dered capable of solving given problems with quantitative definiteness.
The engineer is able to calculate how a bridge must be constructed in
order to bear a given load. These constant relationships cannot be
demonstrated in economics. The quantity theory of money, for ex-
ample, shows that, ceteris paribus, an increase in the quantity of money
leads to a decrease in the purchasing power of the monetary unit, but
the doubling of the quantity of money does not bring about a fifty-
percent decline in its purchasing power. The relationship between the

92. Cf. Dingler, Der Zusammenbruch der Wissenschaft (Munich, 1926), pp. 63 ff.; Schams, “Die
Casselschen Gleichungen und die mathematische Wirtschaftstheorie,” Jahrbücher für Nationa-
lökonomie und Statistik, Series III, Vol. LXXII, pp. 386 ff. Painlevé aptly states the objection to
the mathematical treatment of economics in his preface to the French edition of Jevons’ Principles
(Paris, 1909), pp. v ff.
93. Cairnes, The Character and Logical Method of Political Economy, pp. 118 ff.; Eulenburg,
“Sind historische Gesetze möglich?” Hauptprobleme der Soziologie (Munich, 1923), I, 43.
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quantity of money and its purchasing power is not constant. It is a
mistake to think that, from statistical investigations concerning the re-
lationship of the supply of and the demand for definite commodities,
quantitative conclusions can be drawn that would be applicable to the
future configuration of this relationship. Whatever can be established
in this way has only historical significance, whereas the ascertainment
of the specific gravity of different substances, for example, has universal
validity.94

Economics too can make predictions in the sense in which this
ability is attributed to the natural sciences. The economist can and
does know in advance what effect an increase in the quantity of money
will have upon its purchasing power or what consequences price con-
trols must have. Therefore, the inflations of the age of war and revo-
lution, and the controls enacted in connection with them, brought
about no results unforeseen by economics. However, this knowledge
is not quantitatively definite. For example, economics is not in a po-
sition to say just how great the reduction in demand will be with which
consumption will react to a definite quantitative increase in price. For
economics, the concrete value judgments of individuals appear only
as data. But no other science—not even psychology—can do any more
here.

To be sure, even the valuations of individuals are causally deter-
mined. We also understand how they come about. That we are unable
to foretell their concrete configuration is due to the fact that we here
come up against a boundary beyond which all scientific cognition is
denied to us. Whoever wants to predict valuations and volitions would
have to know the relationship of the world within us to the world
outside us. Laplace was unmindful of this when he dreamed of his
cosmic formula.

9. the universal validity of sociological

knowledge

If one conceives of “nature” as Kant did, as “the existence of things as
far as it is determined according to universal laws,”95 and if one says,

94. Therefore, it would also be a mistake to attempt to attack the statement in the text by referring
to the fact that the natural sciences borrowed the statistical method from sociology and now seek
to make it serve their own purposes.
95. Kant, Prolegomena zu einer jeden künftigen Metaphysik, ed. by Insel, IV, 417, §14.
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in agreement with Rickert, “Empirical reality becomes nature when
we view it with respect to the universal; it becomes history when we
view it with respect to the particular and the individual,”96 then one
must necessarily arrive at the conclusion that sociology—supposing
such a discipline at all feasible—is to be regarded as a natural science,
that is, as one making use of the methods of the sciences of nature.
On the other hand, one must, in that case, deny the possibility of
historical laws. Of course, in many instances the idea that natural sci-
ence and nomothetic science are identical concepts lay at the root of
the contention that history had only to adopt the methods of the sci-
ences of nature in order to become a nomothetic science of human
action. Terminological misunderstandings of all kinds have enveloped
discussion of these questions in the greatest confusion.

Kant’s and Rickert’s terminology is no doubt to be accounted for by
the fact that sociology remained unknown to both and even the very
possibility of a theoretical science of social phenomena never seriously
became a problem for them. As regards Kant, this requires no further
proof.97 As for Rickert, one need only note the sparse and altogether
inadequate comments he devoted to sociology. Though Rickert must
admit that there can be no objection to “a natural science or a gen-
eralized presentation of social reality,”98 it does not occur to him to
become familiar with sociology itself in order to find some way toward
the solution of its logical problems. He disregards the principle that
“occupation with the philosophy of science presupposes knowledge of
the sciences themselves.”99 It would be a mistake to reproach Rickert
for this, especially as his own contributions to the logic of history are
not to be disputed. Nevertheless, it must be pointed out with regret
that Rickert remains far behind Menger as regards the recognition of
the distinction—set forth at the very beginning of the latter’s work—

96. Rickert, Die Grenzen der naturwissenschaftlichen Begriffsbildung (2nd ed.; Tübingen, 1913),
p. 224; Rickert, Kulturwissenschaft und Naturwissenschaft, p. 60.
97. Concerning Kant’s fundamental social views, cf. my Socialism, pp. 298, 434.
98. Rickert, Die Grenzen der naturwissenschaftlichen Begriffsbildung, pp. 196 f.; similarly, p. 174.
The conclusion at which Rickert finally arrives—that sociology can never take the place of
history—is, of course, to be concurred with.
99. Weyl, “Philosophie der Mathematik und Naturwissenschaft,” Handbuch der Philosophie
(Munich and Berlin, 1927), p. 3. Wundt has endeavored to base his investigations on a more
thoroughgoing study of the social sciences. Cf. Wundt, Logik (3rd ed.; Stuttgart, 1908), III, 458 ff.
The period and milieu in which he worked explain the fact that he misunderstood modern
subjectivist economics in his study. He could not be made aware of this deficiency even, as we
have already seen, by Menger’s book on methodology.
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which appears within the social sciences themselves, between the
historical sciences, directed toward the comprehension of phenom-
ena in their particularity, and the theoretical sciences, which are di-
rected toward the comprehension of the universal characteristics of
phenomena.100

The last position still held in the dogged battle against the recog-
nition of sociology is that of those who would limit the validity of
sociological laws to a definite historical period. It was Marxism that
first fell back upon this expedient. In the view of interventionism,
whose triumph in the sphere of practical politics the adherents of the
Historical School wanted to aid in achieving, every attempt to dem-
onstrate a regularity in the sequence of social phenomena had to ap-
pear as a dangerous challenge to the dogma of the omnipotence of
government interference. Interventionism simply rejected every the-
ory. The case was different with Marxism, at least in the province of
theory. In practical politics, of course, the attitude of Marxism gradu-
ally underwent a change: step by step the Marxist parties proceeded to
adopt the slogans of interventionism. But it did not occur to the Marxist
theoreticians to call into question the demonstration by classical eco-
nomics that all forms of government interference with the market are
senseless because the goals aimed at cannot be attained by means of
them. The Marxists adopted this view all the more readily because it
enabled them to point out the futility of every attempt to reform the
existing social order and to refer all the discontented to the coming
regime of socialism.

What Marxism needed was a theory that enabled it to quash the
extremely embarrassing economic discussion of the possibility of re-
alizing the socialist community—a discussion to which it was unable
to contribute any relevant arguments. The theory of economic systems
offered it this opportunity. According to this theory, in the course of
history one economic system succeeds another, and in this succes-
sion—as is the case in all theories of historical stages—the later system
is to be regarded as the “higher” system. The basic metaphysical and
teleological orientation, which the scientific theories of historical stages
presented by List, Hildebrand, Schmoller, and Bücher seek to disguise,
is quite naively adopted by Marxism, although it insistently claims for

100. Cf. Menger, Untersuchungen über die Methode der Sozialwissenschaften und der politischen
Ökonomie insbesondere (Leipzig, 1883), pp. 3 ff. [English translation, Problems of Economics and
Sociology (Urbana, Ill.: University of Illinois Press, 1963), pp. 35 ff.—Ed.]
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itself the title of “scientific” socialism. The end and goal of all history
is the socialist Kingdom of Promise. However, inasmuch as socialism
is a new economic system and has not yet been achieved, it would be
“utopian”—and, in the language of Marxism, this means unscien-
tific—to attempt today to discover the laws by which the economy and
society of this future system will be governed. The only function of
science, on this view, is to investigate the laws of present and past
economic systems. In Kapital Marx wanted to undertake this task in
regard to the present, capitalist economic system. Later, attempts were
made to distinguish within the era of capitalism several subsidiary pe-
riods, each with its peculiar economic system (early capitalism, high
capitalism, late capitalism, and the transition period) and to delineate
the economy of each.

We can disregard here the inadequacy of the efforts that Sombart,
Rosa Luxemburg, Hilferding, Bucharin, and others devoted to these
tasks.101 The only question that concerns us here is: Would a theory
valid for only one historical era still be a theory in the sense in which
we differentiate theory from history? If we recall what we have said
above concerning the logical character of laws of historical stages, the
answer cannot be difficult to find. The division of the entire course of
history into periods can be undertaken only on the basis of ideal types.
Consequently, the idea of an individual economic period lacks uni-
versal validity from the very outset, since the characteristics that define
it need not be exhibited in every individual case comprised by it. Thus,
a “theoretical” proposition that is supposed to be valid only for the
conditions of that economic period can likewise be conceived only in
ideal-typical terms.

If one assumes, for example, the predominance of the “capitalist
spirit” as the criterion of the capitalist era of history, one, of course,
does not assert that this spirit, no matter how narrowly circumscribed,
straightway seized all men living in that era. The idea that still other
“spirits” were operative as well is quite compatible with the ideal type;
for it is certainly never maintained that the capitalist spirit prevailed
without exception, but only that it predominated, in the era of capital-
ism. However, if one then formulates, let us say, laws of price deter-
mination in the capitalist economy, these laws can surely not be in-

101. One could not arrive at such a theory by any of the procedures of thought available to us.
Cf. above pp. 8 ff., 23 ff.
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tended as having no exception. At least where different mentalities are
to be found alongside the otherwise predominant capitalist spirit, other
laws of price determination can, and indeed must, be valid. For this
reason, whoever is willing to grant recognition solely to theories that
are dependent on history disputes in fact the legitimacy of every uni-
versally valid theory. The only science he accepts in the sphere of
human action is history, with the logical structure of the ideal type
peculiar to it.

However, for this school, as well as for all other proponents of his-
toricism, the rejection of the possibility of a universally valid theory is
of merely academic significance. In effect, it is programmatic and
nothing more. In actual practice, use is unhesitatingly made of con-
cepts and propositions that, from the logical point of view, can be
understood only as having universal validity. Every particular “spirit”
that is supposed to be peculiar to each of the individual periods reveals
itself on closer examination as an ideal dominating the majority of
individuals in a given period, and the particular form of the economy
proves to be a technique of social cooperation imposed by the distinc-
tiveness of this ideal and by the prevailing views about the best way of
realizing it.

The objection may be made that the species Homo sapiens is but a
temporal phenomenon and that, accordingly, a science of human ac-
tion pure and simple could differ merely in degree, but not in logical
character, from a science of human action valid within a limited his-
torical period. However, this objection misunderstands the sole mean-
ing that can be attached to the concept of universal validity in the
realm of the science of human action, viz., valid wherever the assumed
conditions, which are to be strictly defined, are given. The determi-
nation of the subject matter of the science of human action is not
based on the empirical distinction between man and his prehuman
ancestors, but on the conceptual difference between action and the
merely reactive behavior of cells.

Conclusion

The battle of the proponents of historicism against the nomothetic
science of human action was absurd and preposterous, and the rejec-
tion of the demand of naturalism that historical investigations, pursued
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with the methods of the natural sciences, should seek for “historical
laws” was necessary and fully justified.

History cannot fulfill its task if it does not employ the most precise
logic. At every step of the way it must make use of universally valid
concepts and propositions; it must use reason—ratio—; it must, whether
it wants to or not, theorize. If this is the case, then it is obvious that
nothing but the best theory is good enough for it. The historian is not
warranted in uncritically accepting any concept or proposition from
the stock of naive popular habits of thought. He must first subject all
concepts and propositions to a sharp, critical examination. He must
think every idea through to its consequences, and again and again
question and examine it. He must connect the individual ideas into a
coherent system. In short, he must either practice theorizing himself
or accept theory where it is developed in a scientific way with all the
resources available to the human mind.

It is evident that the mere elaboration of a theory is not yet a con-
tribution to history. Yet history can get on with the task proper to it
only when the resources that theory provides are completely exhausted.
Only there does the realm of history—the realm of the individual, of
that which happens but once, of the historical whole—begin. It cannot
cross the threshold of this realm until it has been brought there by the
power of rational thinking.

Rothacker maintains that the specific “understanding” made use of
in the moral sciences proceeds along the two paths of conception and
explanation up to the point at which a leap “into an irrational rela-
tionship” paves the way for it.

If a work is conceived, no understanding in the strict sense is involved.
If it is explained, there is likewise no understanding. But where we find
ourselves compelled to look for something that is individually vital in a
work, something that is not completely analyzable in conception nor
completely explicable, we expect to encounter attempts at pure under-
standing, at understanding in the pregnant sense.

However, “rational measures” which have first been “exploited to the
full” must precede this understanding.102

At the start of the Methodenstreit, Walter Bagehot, who, in 1876, was
the first to object to the rejection of theory by the Historical School,
declared that an historical presentation of economics is

102. Rothacker, “Logik und Systematik der Geisteswissenschaften,” Handbuch der Philosophie
(Munich and Berlin, 1927), pp. 123 f.
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no substitute for a preliminary theory. You might as well try to substitute
a corollary for the proposition on which it depends. The history of . . .
is the history of a confused conflict of many causes; and unless you know
what sort of effect each cause is likely to produce, you cannot explain
any part of what happens. It is like trying to explain the bursting of a
boiler without knowing the theory of steam. Any history . . . could not
be usefully told, unless there was a considerable accumulation of appli-
cable doctrine before existing. You might as well try to write the “life”
of a ship, making up as you went along the theory of naval construction.
Clumsy dissertations would run over the narrative; and the result would
be a perfect puzzle.103

The champions of historicism forgot this. They wanted to compile
data “devoid of theory.” This made the work of even the best of them
fruitless. History can never really be history without the intellectual
tools provided by the theory of human action. History must rest on
theory, not to alienate itself from its proper tasks, but on the contrary,
in order more than ever to discharge them in the true sense of history.

And Bagehot’s words should never be forgotten:

Rightly conceived, the historical method is no rival to the abstract method
rightly conceived.104

103. Bagehot, “The Postulates of English Political Economy,” Works, edited by Russel Barrington
(London, 1915), VII, pp. 103–104. The fact that Begehot in the following pages of his treatise
makes untenable concessions to the arguments of historicism and supports the idea of laws which
are to be valid only for a definite period need not be considered here. On this point, cf. John
Neville Keynes, The Scope and Method of Political Economy (London, 1891), pp. 289 ff.
104. Bagehot, op. cit., p. 104.



chapter 3

Conception and Understanding

1. cognition from without and cognition

from within

We explain a phenomenon when we trace it back to general principles.
Any other mode of explanation is denied to us. Explanation in this
sense in no way means the elucidation of the final cause, the ontolog-
ical1 basis, of the being and becoming of a phenomenon. Sooner or
later we must always reach a point beyond which we cannot advance.

Thus far we have been unable to succeed in grasping in any way
the relationship that exists between the psychical and the physical. We
are not at present in a position to provide any explanation of it in terms
of general principles. Hence, in spite of the unity of the logical struc-
ture of our thought, we are compelled to have recourse to two separate
spheres of scientific cognition: the science of nature and the science
of human action.

We approach the subject matter of the natural sciences from with-
out. The result of our observations is the establishment of functional
relations of dependence. The propositions concerning these relation-
ships constitute the general principles by which we explain the phe-
nomena of nature. Once we have constructed the system of these prin-
ciples, we have done all that we can do. In the sciences of human
action, on the other hand, we comprehend phenomena from within.
Because we are human beings, we are in a position to grasp the mean-
ing of human action, that is, the meaning that the actor has attached
to his action. It is this comprehension of meaning that enables us to
formulate the general principles by means of which we explain the
phenomena of action.

1. [Ontological—based on reality.—Ed.]
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One will best appreciate what is accomplished by this approach to
human action, which comprehends its meaning, if one contrasts to it
the attempt of behaviorism to view the behavior of men from without,
in accordance with the methods of animal psychology. The behavior-
ists want to abandon the endeavor to grasp the conduct of man on the
basis of its meaning. They want to see in him nothing but reactions to
definite stimuli. If they were to carry out their program rigorously, they
could do nothing but record the occurrences that have taken place at
a particular time. And it would be impermissible for them to infer
from what has occurred at a particular time anything concerning what
might have occurred in other previous cases or what will take place in
the future.

As a rule, the situation to which man consciously reacts can be
analyzed only with concepts that make reference to meaning. If one
chooses to analyze the situation without entering into the meaning
that acting man sees in it, the analysis will not be successful in bringing
into relief what is essential in the situation and decisive of the nature
of the reaction to it. The conduct of a man whom another wants to
cut with a knife will be entirely different depending on whether he
beholds in the intended operation a mutilation or a surgical incision.
And without recourse to meaning, there is no art by which one can
succeed in analyzing a situation like that arising in the production of
a supply of consumers’ goods. The reaction of conscious conduct is,
without exception, meaningful, and it is to be comprehended only by
entering into its meaning. It is always an outgrowth of a theory, that
is, a doctrine that connects cause and effect, and of the desire to attain
a definite end.

Only by deceiving itself could behaviorism reach the point where it
would be in a position to say anything about action. If, true to its
resolve, behaviorism were completely to renounce the attempt to grasp
meaning, it could not even succeed in singling out what it declares to
be the subject matter of its research from all that the senses observe of
human and animal behavior.2 It would not succeed in marking off its
function from that of physiology. Physiology, Watson maintains, is con-
cerned in particular with the behavior of the parts of the animal; be-
haviorism, with the behavior of the whole animal.3 Yet surely neither

2. Cf. Bühler, Die Krise der Psychologie (Jena, 1927), p. 46.
3. Cf. Watson, Behaviorism (New York, 1924), p. 11.
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the reaction of the body to an infection nor the phenomena of growth
and age are to be classified as “behavior of the parts.” If, on the other
hand, one chooses to regard a movement of the hand as an instance
of behavior on the part of the “whole animal,” one can, of course, do
so only on the view that in this movement of the hand something
becomes operative that cannot be attributed to any particular part of
the body. This something, however, can be nothing else than “mean-
ing” or that which begets “meaning.”

Whatever results behaviorism has attained in the observation of the
behavior of animals and children it owes to the—of course, concealed
and denied—smuggling in of teleology. Without it, all that behavior-
ism would have been able to accomplish would have remained noth-
ing more than an enormous compilation of cases occurring in a given
place and at a given time.

2. conception and understanding

In German logic and philosophy the term “understanding” (Verstehen)
has been adopted to signify the procedure of the sciences of human
action, the essence of which lies in grasping the meaning of action.4
To take this term in the sense accepted by the majority of those who
have employed it, one must, above all, bear in mind that in Germany
the development and refinement of a theoretical science having in
view the attainment of universally valid principles of human action
had either not been considered at all or else had been vehemently
opposed. Historicism did not want to admit that, in addition to the
disciplines that make use of the methods of history and philology, there
is still another, a science that aims at universally valid cognition. The
champions of historicism wanted to approve only of history (in the
broadest sense) and challenged the very possibility and legitimacy of
sociology in general and of economic theory in particular. They did
not see that without recourse to propositions accepted as universally
valid, even history cannot be understood and that the theory of human
action is logically prior to history. It is to the merit of historicism that

4. Wach undertakes far-reaching historical and exegetical investigations concerning the devel-
opment of the theory of understanding in German science in his work, Das Verstehen, Grundzüge
einer Geschichte der hermeneutischen Theorie im 19. Jahrhundert (3 volumes, Tübingen, 1926–
1933). If one also wanted to sketch the history of “conception” in the sense in which this term is
used in the present text, one would have to go back, above all, to the literature of utilitarianism.
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it rejected the endeavors of naturalism, which—no less mistakenly
than historicism, though in another regard—for its part condemned
all historical disciplines and wanted to replace history with a science
of the laws of human development that was to be modeled on the
prototype of Newtonian mechanics or on that of the Darwinian theory
of evolution. The concept of understanding as the specific methodo-
logical tool of the sciences of human action was developed by histor-
icism to serve it no less in the struggle against naturalism than in that
against the nomothetic science of human action.

Today, when understanding is discussed in German scientific liter-
ature, it is, as a rule, made clear that what is meant by the term is the
method of the “moral sciences,” which comprehends meaning, in con-
trast to the method of cognition from without employed by the natural
sciences. But since, as we have mentioned, this literature is almost
completely lacking in any realization that a theoretical science of hu-
man action is also possible, it has generally sought to define understand-
ing as the specific comprehension of the unique and the irrational, as
the intuitive grasp of the historically nonrepeatable, in contrast to con-
ception, which is attainable by rational methods of thought.5 In and
of itself, it would have been possible to include in the definition of
understanding every procedure that is directed toward the comprehen-
sion of meaning. However, as things stand today, we must accommo-
date ourselves to the prevailing usage. Therefore, within the procedures
employed by the sciences of human action for the comprehension of
meaning we shall differentiate between conception and understand-
ing. Conception seeks to grasp the meaning of action through discur-
sive reasoning. Understanding seeks the meaning of action in empathic
intuition of a whole.

Where conception is at all applicable, it takes precedence over un-
derstanding in every respect. That which results from discursive rea-
soning can never be refuted or even affected by intuitive comprehen-
sion of a context of meaning. The province of understanding lies only
where conception and the concept are unable to penetrate: in the
apprehension of the quality of values. In the domain open to concep-
tion, strict logic rules: one is able to prove and disprove; there is a point
to conversing with others about what is “true” and what is “false” and
to posing problems and discussing their solution. What has been ar-

5. Cf. Rothacker, Logik und Systematik der Geisteswissenschaften, pp. 119 ff.
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rived at by means of conception must be acknowledged as established,
or else must be shown to be either unproved or confuted. It cannot be
avoided and it cannot be circumvented. On the other hand, where
understanding enters, the realm of subjectivity begins. We are unable
to impart to others any certain knowledge of what is intuitively fore-
known and apprehended, of what has not been hardened in the forge
of conceptual thought. The words in which we express it bid others to
follow us and to re-experience the complex whole that we have expe-
rienced. But whether and how we are followed depends on the per-
sonality and the inclination of the one bidden. We cannot even deter-
mine with certainty whether we have been understood as we wanted
to be understood, for only the sharp imprint of the concept ensures
unequivocalness; it is to a concept alone that words can be made to
fit precisely.

In this respect, understanding suffers from the same insufficiency as
all other efforts—artistic, metaphysical, or mystical—to reproduce the
intuition of a whole. What we are confronted with in these attempts
are words that can be understood in different senses, from which a
person takes out what he himself puts in. As far as the historian de-
scribes the political and military deeds of Caesar, no misunderstanding
can arise between him and his readers. But where he speaks of Caesar’s
greatness, his personality, his charism, then the words of the historian
can be understood in different ways. There can be no discussion con-
cerning understanding because it is always subjectively conditioned.
Conception is reasoning; understanding is beholding.

“Conception” of rational behavior does not set goals for itself as
ambitious as those that “understanding” pursues. Nevertheless, in its
own domain, it is able to accomplish all that it undertakes to do. For
we grasp and conceive rational behavior by means of the immutable
logical structure of our reason, which is the basis of all rationality. The
a priori of reasoning is at the same time the a priori of rational action.
Conception of human behavior is the gnw÷ sic tou÷ oÿmoíou tw÷Ÿ oÿmoíwŸ of
Empedocles.

3. the irrational as an object of cognition

All attempts at scientific explanation can at best succeed only in ex-
plaining the changes in something given. The given itself is inexpli-
cable. It simply is. Why it is remains hidden from us. It is the irra-
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tional—that which reasoning cannot exhaust, that which concepts are
unable to grasp without leaving something still unexplained.

For the science of human action, the valuations and goals of the
final order at which men aim constitute the ultimate given, which it
is unable to explain any further. Science can record and classify values,
but it can no more “explain” them than it can prescribe the values that
are to be acknowledged as correct or condemned as perverted. The
intuitive apprehension of values by means of understanding is still not
an “explanation.” All that it attempts to do is to see and determine
what the values in a given case are, and nothing more. Where the
historian tries to go beyond this, he becomes an apologist or a judge,
an agitator or a politician. He leaves the sphere of reflective, inquiring,
theoretical science and himself enters the arena of human action.

Science belongs completely to the domain of rationality. There can
no more be a science of the irrational than there can be irrational
science. The irrational lies outside the domain of human reasoning
and science. When confronted with the irrational, reasoning and sci-
ence can only record and classify. They are unable to penetrate more
“deeply,” not even with the aid of the “understanding.” Indeed, the
criterion of the irrational is precisely that it cannot be fully compre-
hended by reasoning. That which we are able to master completely by
reasoning is no longer irrational.

The purest example of the irrational as an object of scientific activity
is to be found in what is called Kunstwissenschaft.* Kunstwissenschaft
can never be more than the history of the arts and of artists, of art
techniques, of the subjects and themes treated by art, and of the ideas
governing it. There is no universally valid theory of the artistic, of
aesthetic values, or of artistic individuality. What writers on art say
about it, whether in commendation or in condemnation, expresses
only their own personal experience of the work of art. This may be
called “understanding,” but, as far as it goes beyond the ascertainment
of the irrational facts of the case, it is definitely not science. One who
analyzes a work of art breaks it up in the strict sense of the word. Its
specific aesthetic quality, however, is effective only in the whole of the
work, not in its parts. A work of art is an attempt to experience the
universe as a whole. One cannot analyze or dissect it into parts and

* Translator’s note: The German term Kunstwissenschaft, which is used in the original, means
a discipline that deals both with the history of art and with aesthetic evaluations of it.
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comment on it without destroying its intrinsic character. Kunstwissen-
schaft, therefore, can never do more than skirt the fringes of art and
works of art. It can never grasp art as such. This discipline may nev-
ertheless appear indispensable to many because it provides access to
the enjoyment of works of art. In the eyes of others it may be clothed
with a special dignity reflected from the splendor of the objects of art
themselves. Still others say that it cannot ever approach the specifically
artistic. This too is true, although one is not therefore justified in look-
ing down upon art historians and art history.

The position of science toward the other values of acting men is no
different from that which it adopts toward aesthetic values. Here too
science can do no more with respect to the values themselves than to
record them and, at most, classify them as well. All that it can accom-
plish with the aid of “conception” relates to the means that are to lead
to the realization of values, in short, to the rational behavior of men
aiming at ends. History and sociology are not fundamentally different
in this respect. The only distinction between them is that sociology, as
a theoretical science, strives for universally valid laws of rational be-
havior, whereas history, employing these laws, presents the temporal
course of human action. The subject matter of history is the historically
given in its individuality. It must treat this with the means provided by
theory, but as long as it does not overstep its bounds and attempt to
prescribe values, history cannot exhaust the individuality of the given
even with the help of “understanding.” History may, if one insists, be
called a science of the irrational, but one must not forget that it is able
to gain access to the irrational only by means of rational science. At
the point where these means fail, history can succeed in nothing be-
yond the ascertainment of the irrational facts of the case through em-
pathic understanding.

Understanding does not explain the individual, the personal, or
the values given in experience, because it does not grasp their mean-
ing by way of conception. It merely beholds them. Hence, as far as
understanding is involved, there can be no progress in the historical
sciences in the sense in which there is progress in the natural sciences
or in sociology. There is progress in the historical sciences only as far
as conception is involved; i.e., as far as improvement in the treatment
of sources and more penetrating sociological cognition enable us to
grasp the meaning of events better than was previously possible. To-
day, for instance, with the help of economic theory we are capable
of comprehending the events of economic history in a way that was
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not available to the older historians. However, history must be re-
peatedly rewritten because the subjective element in the passing of
time and the change in personalities again and again open up new
vistas for the understanding.

This subjective element, which is always mixed in with understand-
ing, is responsible for the fact that history can be written from a variety
of points of view. There is a history of the Reformation from the Cath-
olic standpoint and another from the Protestant standpoint. Only one
who fails to recognize the fundamental differences that exist between
conception and understanding, between sociology and history, will be
prone to assume that these differences exist in the sphere of sociology
as well and to contrast, for example, a German sociology to English
sociology or a proletarian economics to bourgeois economics.

4. sombart’s critique of economics

It is completely erroneous to believe that the theories of catallactics
can in any way be called into question by the assertion that they are
merely “rational schemata.”6 I have already attempted elsewhere to set
forth in detail the misunderstandings in regard to the logical character
of modern economics that Max Weber fell into.7 As far as Sombart
follows in his footsteps, all further comment is unnecessary.

Sombart, however, goes much further than Weber.

The concept of “exchange,” for example, says nothing whatever. It de-
rives its “meaning” exclusively through its relation with the historical
context in which the “exchange” takes place. “Exchange” in the prim-
itive economy (silent barter), “exchange” in the handicraft economy,
and “exchange” in the capitalist economy are things enormously differ-
ent from one another.8 Price and price are completely different things
from market to market. Price formation in the fair at Vera Cruz in the
seventeenth century and in the wheat market on the Chicago Exchange
in the year 1930 are two altogether incomparable occurrences.9

Yet even Sombart does not deny that there are universally valid con-
cepts in economics. He distinguishes

6. Cf. Sombart, Die drei Nationalökonomien, p. 259.
7. Cf. above pp. 69 ff. What has been said concerning the erroneous identification of “rational”
and “correct” action (above all, on pp. 86 ff.) also contains the reply to Sombart’s arguments, op.
cit., p. 261.
8. Cf. Sombart, op. cit., p. 211.
9. Op. cit., p. 305.
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three different kinds of economic concepts: 1. The universal-economic
primary concepts . . . which are valid for all economic systems; 2. the
historical-economic primary concepts . . . which . . . are valid only for a
definite economic system; and 3. the subsidiary concepts . . . which are
constructed with regard to a definite working idea.10

We need not consider this division in detail here. All that concerns
us is the question whether the assignment of the concepts of exchange
and price formation to the second group can be justified. Sombart
gives no reason for it, unless one wants to see a reason in remarks like
the following:

It would be absurd to assign the same tasks to chess-playing and to play-
ing fox and geese. It is equally absurd to construct the same schemata
for the self-sufficient household economy of a peasant and the economy
of high capitalism.11

Even Sombart did not go so far as to assert that the word “exchange”
when used in reference to primitive economy is nothing more than a
homonym of the word “exchange” when used in reference to the cap-
italist economy, or that the word “price” when used in reference to the
fair in Vera Cruz in the seventeenth century is nothing more than a
homonym of the word “price” when used in reference to the Chicago
Exchange in the year 1930; like, for example, “sole” in the sense of a
fish and “sole” in the sense of the bottom part of a shoe. He speaks
repeatedly of exchange, price, and price formation without further
qualification, which would be completely absurd if they required to
be distinguished from their homonyms. When he says, “A theory of
the formation of markets must precede a theory of price formation,”12

this is itself a proposition valid for all price formation and thus contra-
dicts his assertion: “The concept of ‘exchange,’ for example, says noth-
ing whatever.” If price formation and price formation really were “two
altogether incomparable occurrences,” it would be just as absurd to
assert this proposition as, for example, to assert a proposition suppos-
edly valid for all soles—i.e., for all of a certain species of fish and for
all bottom parts of shoes. Something, therefore, must be common to
both occurrences. In fact, we even learn that there are “requirements
of price formation” that arise “from the essential, the mathematical,

10. Op. cit., p. 247.
11. Op. cit., p. 301.
12. Op. cit., p. 305.



sombart’s critique of economics � 127

and the rational conformity to law to which, of course, price formation
is also subject.”13

If, however, it is established that unequivocal concepts are connoted
by the terms “exchange,” “price,” and “price formation,” then it is of
little avail to say that the concept itself involves “things enormously
different from one another” and “altogether incomparable occurrences.”
Such vague phrases are satisfactory only when their purpose is to point
out that identically sounding words are used to express different con-
cepts. But if we have one concept before us, we can proceed in no
other way than by first precisely defining that concept and then seeing
how far it reaches, what it includes, and what it does not comprehend.
Sombart, however, is evidently a stranger to this procedure. He does
not ask what exchange and price are. He unconcernedly employs these
terms as everyday, unscientific usage presents them.

Fully imbued with the bitter resentment of the school of thought
that was worsted in the Methodenstreit and, indeed, in all other sci-
entific respects, Sombart speaks only in terms of contempt of the eco-
nomic theory of marginal utility. This theory seeks to provide precise
definitions for the concepts that he simply picks up as he finds them
and makes use of without hesitation. It analyzes them and thereby
explicates everything contained in them, purging them of all the un-
essential elements that imprecise reasoning may have mixed in with
them. One cannot think about the concept of exchange without im-
plicitly also thinking about everything that is taught by the economic
theory of exchange. There is no exchange that conforms “more” to the
law of marginal utility, and none that conforms “less.” There is “ex-
change,” and there is “nonexchange,” but there are no differences in
degrees of exchange. Whoever misunderstands this has not taken the
trouble to become acquainted with the work of the economic theory
of the last thirty years.

If a traveler from the Germany of “high capitalism,” driven off his
course to an island inhabited by primitive tribes, observes the strange
behavior of the natives, which is at first incomprehensible and unin-
telligible to him, and suddenly realizes that they are “exchanging,”
then he has “conceived” what is going on there, even though he may
be familiar only with the exchange of “high capitalism.” When Som-
bart calls an occurrence in Vera Cruz in the seventeenth century an

13. Ibid.
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“exchange” and speaks of “price formation” in this exchange, he has
employed the concepts of exchange and price formation to compre-
hend the meaning of this occurrence. In both cases the “rational
schema” serves to make possible the comprehension of an event that
otherwise cannot be grasped at all, either in conception or in under-
standing. Sombart must make use of this rational schema because
otherwise he would be completely at a loss to deal with this event by
reasoning. However, he wants to employ the rational schema only up
to a certain point, so that he may avoid the inescapable logical con-
sequences of using it, and does not see the significance of his proce-
dure. Yet the “rational schema” is either to be employed or not to be
employed. If one has decided to use it, one must accept all the con-
sequences of this step. One must avail oneself of all that is contained
in the concept.

Sombart alleges that only he—and, of course, his supporters—should
be considered theorists “in the true sense.” The others—the “manu-
facturers of rational schemata”—can be styled “theorists” only in quo-
tation marks.14 He reproaches these “theorists” with three deficiencies.
In the first place, the majority of them have not “correctly grasped the
meaning of the schemata they have developed, owing to their own lack
of real theoretical education.” They “considered them natural laws
and, using them as a basis, constructed a system after the pattern of
the natural sciences.”15 Inasmuch as in German philosophy, following
Kant’s precedent, nomothetic science was equated with natural sci-
ence, those who maintained the feasibility of a science of human ac-
tion aiming at universally valid cognition had to classify this science
as a natural science.16 But this did not influence the character and
content of the scientific investigations they carried on.

The second fault that Sombart finds with the “theorists” is that they
have produced “much too many and often much too complicated
means of production”—Sombart labels “schemata” as “means of pro-
duction”—the use of which is “impossible, and which are more of a
hindrance than a help to the process of production (like, for example,
a tractor on a farm for which it is not suited).”17 The metaphorical
language that Sombart uses here diverts attention from the only im-

14. Sombart, op. cit., p. 303.
15. Ibid.
16. Cf. above p. 111.
17. Cf. Sombart, loc. cit., p. 303.
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portant point at issue: either the theory is correct or it is incorrect.
There cannot be too much of a correct theory. If the theory is correct,
then neither can it also be “too complicated.” Whoever finds it so has
only to replace it with a correct, yet simpler, theory. But Sombart does
not attempt this at all. On the contrary. In another passage he re-
proaches the “theory” with being too simple: “Actual relationships can
be so involved, and frequently are so involved, that a schema affords
but little help.”18

Sombart’s third criticism of the “theorists” is that they have “fre-
quently constructed inappropriate schemata, that is to say, means of
production with which nothing can be done, machines that do not
operate.” In this category he classes “in great part the theory of marginal
utility, the very modest cognitive value of which has already been re-
alized. However, this is not the place to substantiate this view more
thoroughly.”19 Thus, the “theory” is incorrect because it is incorrect,
and because one has already realized this fact. Sombart has yet to
produce the substantiation of this assertion. He makes a value judg-
ment concerning the theory of marginal utility. He himself has aptly
pointed out what is to be thought of such value judgments.20

I have so often explained what political and economic ideals moti-
vated the hostile view of theory taken by the interventionists and the
socialists that I need not repeat my observations on this point.21 More-
over, an historical explanation enables us to understand the error in-
volved here exclusively from an aspect that must appear as accidental
when viewed from the standpoint of theoretical investigation. We can
grasp Sombart’s misconception only on the basis of a strict logical
examination of his reasoning.

In the case of no other opponent of catallactics are the political
motives of this hostility so clearly evident as they are in that of Sombart.
The frank acceptance of modern economic theory would fit much
better than its rejection into the system of philosophy that he expounds
in his most recent work. Nevertheless, a fiery temperament and a feel-
ing of obligation to his own past convictions again and again make
him unfaithful to his intention of conducting an investigation neutral
with regard to value judgments. Sombart believes he has understood

18. Op. cit., p. 301.
19. Op. cit., p. 304.
20. Op. cit., pp. 289 f.
21. Cf. above, p. 63; further, my Kritik des Interventionismus, pp. 24 ff., 68 ff.
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our “economic epoch” with its “economic system”—“modern capital-
ism”—from within. Can one who styles the age “whose culmination
we are first experiencing” as the age “of means that are employed
without sense and whose abundant and elaborate use finally imper-
ceptibly becomes an end in itself”22 really make such a claim? Does
not the fact that Sombart himself again and again calls rationalization
the essence of this age stand in the most radical contradiction with it?
Rationalism means the precise weighing of means and ends.

Sombart, of course, is enthusiastic about the Middle Ages. He holds
the values that, in his opinion, were current during that era in particu-
larly high esteem. Men, he thinks, have since then shifted their field
of vision from the “eternal values to the things of this world.”23 Sombart
finds this reprehensible. But can one say that, for this reason, means
are employed “without sense”? They are—we do not wish to examine
the matter further—employed perhaps in a different sense, but cer-
tainly not “without sense.” Even if it were true that their “abundant
and elaborate use” has become an “end in itself,” a science neutral
with regard to value judgments, which understands, but does not pre-
scribe, would not be warranted in denying the “sense” of this end. It
can judge the employment of means in the light of their expediency,
i.e., from the point of view of their suitability for attaining the end that
those who employ them want to attain; but it can never sit in judgment
on the ends themselves.

In spite of the best of intentions, the inquirer who scorns the intel-
lectual help that the “rational schemata” of economic theory can give
him is all too prone to make valuations and to assume the role of a
judge.

5. logic and the social sciences

In the last generation the distinctive logic of the social sciences was
confronted with two tasks. On the one hand, it had to show the dis-
tinctive peculiarity, the feasibility, and the necessity of history. On the
other hand, it had to show not only that there is, but also how there
can be, a science of human action that aims at universally valid cog-
nition. There can be no doubt that a great deal has been accomplished

22. Cf. Sombart, p. 87.
23. Op. cit., p. 85.
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for the solution of these two problems. That these solutions are not
“final” or “definitive” is evident, for as long as the human mind does
not stop thinking, striving, and inquiring, there is no such thing as
“finality” and “definitiveness.”

The demand is repeatedly made by those who champion political
ideals that cannot be defended by logical argumentation that thinking
in the field of the social sciences be exempted from the regulative
principles necessary to all other thinking. This is a matter with which
scientific thought, which considers itself bound by these logical prin-
ciples, is unable to concern itself.

When, more than a century ago, Sismondi appeared on the scene
against Ricardo, he declared that political economy is no “science de
calcul,”24 but a “science morale,”25 for which he enunciated the prop-
osition: toute abstraction est toujours une déception.26 Neither Sismondi
nor the many who have taken over this cliché have divulged to us the
secret of how science could be pursued without abstract concepts.
Today, the “living concept,” which has the power to take on new con-
tent, is recommended to us as the most recent product of the logic of
the social sciences. In the programmatic declarations that introduce a
new Zeitschrift für geistige und politische Gestaltung,27 issued by a cir-
cle of German university professors, we read:

Concepts are living only so long as they have the power to take on new
content. Taking on new content does not mean shedding the old, nor
does it mean breaking away from the sources that gave rise to the con-
cept. Taking on new content means, on the contrary, the power of a
concept, and through it the power of its source, to prove that it is able
to overcome every threat of rigidity.28

That, using concepts of changeable content, one can argue excel-
lently and can even concoct a system is certainly to be conceded. We
“understand” very well the need of certain political parties for such
makeshifts. However, the only thing that it concerns us to establish
here is that this is not a need of scientific thought engaged in the
cognition of social phenomena, but the need of political parties that

24. [science of calculation—Ed.]
25. [moral science—Ed.]
26. [Every abstraction is always a deception.—Ed.] Sismondi, Nouveaux principes d’économie
politique (Paris, 1819), I, 288.
27. [Journal for intellectual and political organization.—Ed.]
28. Cf. Tillich, “Sozialismus,” Neue Blätter für Sozialismus (1930), I, 1.
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are unable to justify their programs logically. Today these parties are
striving for world dominion with good prospect of success. The masses
follow them, the state has handed over all the schools to them, and
the literati praise them to the skies. These facts make it all the more
necessary to repeat the truism that there is only one logic and that all
concepts are distinguished by the unequivocalness and immutability
of their content.



chapter 4

On the Development of the Subjective
Theory of Value

1. the delimitation of the “economic”

Investigations concerning the money prices of goods and services con-
stituted the historical starting point of the reflections that led to the
development of economic theory. What first opened the way to success
in these inquiries was the observation that money plays “merely” an
intermediary role and that through its interposition goods and services
are, in the last analysis, exchanged against goods and services. This
discovery led to the further realization that the theory of direct ex-
change, which makes use of the fiction that all acts of exchange are
conducted without the intervention of any medium, must be given
logical priority over the theory of money and credit, i.e., the theory of
indirect exchange, which is effected by means of money.

Still further possibilities were disclosed when it was realized that
acts of interpersonal exchange are not essentially different from those
which the individual makes within his own household without reach-
ing beyond it into the social sphere. Hence, every allocation of goods—
even those in the processes of production—is an exchange, and con-
sequently the basic law of economic action can be comprehended
also in the conduct of the isolated farmer. Thus, the foundation was
laid for the first correct formulation and satisfactory solution of the
problem of the delimitation of “economic” action from “noneco-
nomic” action.

This problem had been approached previously in two different ways,
each of which necessarily rendered its solution considerably more dif-
ficult. Classical economics had not succeeded in overcoming the dif-
ficulties posed by the apparent paradox of value. It had to construct its
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theory of value and price formation on the basis of exchange value and
to start from the action of the businessman, because it was not able to
base its system on the valuations of the marginal consumers. The spe-
cific conduct of the businessman is directed toward the attainment of
the greatest possible monetary profit. Since the classical economists
beheld in this phenomenon the essence of economic conduct, they had
to distinguish accordingly between “economic” and “noneconomic” ac-
tion. As soon as the transition was made to the subjective theory of value,
this distinction, because it contradicts the basic thought of the whole
system, could not but prove totally unserviceable and indeed nothing
short of absurd. Of course, it took a long time before it was recognized
as such.

If the distinction between the “economic” and the “noneconomic”
proved untenable when formulated in terms of the motives and im-
mediate goals of the actor, the attempt to base it on differences among
the objects of action fared no better. Material things of the external
world are exchanged not only against other things of this kind; they
are exchanged also against other—“immaterial”—goods like honor,
fame, and recognition. If one wishes to remove these actions from the
province of the “economic,” then a new difficulty arises. For a great
many of the acts in which material goods are exchanged serve one or
both parties to the transaction merely as a preliminary means for the
attainment of such “immaterial” satisfactions. However, every attempt
to draw a sharp distinction here necessarily led to barren scholastic
discussions which entangled themselves in immanent contradictions—
discussions such as the successors of the classical economists devoted
to the related endeavors to delimit the concepts of a “good” and “pro-
ductivity.” But even if one wished to disregard this problem completely,
one could not ignore the fact that human action exhibits an indissol-
uble homogeneity and that action involving the exchange of material
goods against immaterial goods differs in no significant respect from
action involving the exchange of material goods alone.

Two propositions follow from the subjective theory of value that
make a precise separation between the “economic” and the “noneco-
nomic,” such as the older economics sought, appear impracticable.
First, there is the realization that the economic principle is the fun-
damental principle of all rational action, and not just a particular fea-
ture of a certain kind of rational action. All rational action is therefore
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an act of economizing. Secondly, there is the realization that every
conscious, i.e., meaningful, action is rational. Only the ultimate goals—
the values or ends—at which action aims are beyond rationality and,
indeed, always and without exception must be. It was no longer com-
patible with subjectivism to equate “rational” and “irrational” with “ob-
jectively practical” and “objectively impractical.” It was no longer per-
missible to contrast “correct” action as “rational” to “incorrect” action,
i.e., action diverted through misunderstanding, ignorance, or negli-
gence from employing the best means available to attain the ends
sought. Nor was it henceforth possible to call an action irrational in
which values like honor, piety, or political goals are taken into consid-
eration. Max Weber’s attempt to separate rational action from other
action on the basis of such distinctions was the last of its kind. It was
necessarily doomed to failure.1

If, however, all conscious conduct is an act of rational economizing,
then one must be able to exhibit the fundamental economic categories
involved in every action, even in action that is called “noneconomic”
in popular usage. And, in fact, it is not difficult to point out in every
conceivable human—that is, conscious—action the fundamental cate-
gories of catallactics, namely, value, good, exchange, price, and costs.
Not only does the science of ethics show this, but even everyday pop-
ular usage gives us ample demonstrations of it. One has only to con-
sider, for example, how, outside the domain customarily designated as
that of science, terms and phrases are used that have these categories
as their specific denotation.

2. preferring as the basic element in human

conduct

All conscious conduct on the part of men involves preferring an A to
a B. It is an act of choice between two alternative possibilities that offer
themselves. Only these acts of choice, these inner decisions that operate
upon the external world, are our data. We comprehend their meaning
by constructing the concept of importance. If an individual prefers A
to B, we say that, at the moment of the act of choice, A appeared more
important to him (more valuable, more desirable) than B.

1. Cf. above pp. 76 ff.
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We are also wont to say that the need for A was more urgent than
the need for B. This is a mode of expression that, under certain cir-
cumstances, may be quite expedient. But as an hypostatization of what
was to be explained, it became a source of serious misunderstandings.
It was forgotten that we are able to infer the need only from the action.
Hence, the idea of an action not in conformity with needs is absurd.
As soon as one attempts to distinguish between the need and the action
and makes the need the criterion for judging the action, one leaves
the domain of theoretical science, with its neutrality in regard to value
judgments. It is necessary to recall here that we are dealing with the
theory of action, not with psychology, and certainly not with a system
of norms, which has the task of differentiating between good and evil
or between value and worthlessness. Our data are actions and conduct.
It may be left undecided how far and in what way our science needs
to concern itself with what lies behind them, that is, with actual val-
uations and volitions. For there can be no doubt that its subject matter
is given action and only given action. Action that ought to be, but is
not, does not come within its purview.

This best becomes clear to us if we consider the task of catallactics.
Catallactics has to explain how market prices arise from the action of
parties to the exchange of goods. It has to explain market prices as they
are, not as they should be. If one wishes to do justice to this task, then
in no way may one distinguish between “economic” and “noneco-
nomic” grounds of price determination or limit oneself to constructing
a theory that would apply only to a world that does not exist. In Böhm-
Bawerk’s famous example of the planter’s five sacks of grain, there is
no question of a rank order of objective correctness, but of a rank order
of subjective desires.

The boundary that separates the economic from the non-economic
is not to be sought within the compass of rational action. It coincides
with the line that separates action from nonaction. Action takes place
only where decisions are to be made, where the necessity exists of
choosing between possible goals, because all goals either cannot be
achieved at all or not at the same time. Men act because they are
affected by the flux of time. They are therefore not indifferent to the
passage of time. They act because they are not fully satisfied and sati-
ated and because by acting they are able to enhance the degree of their
satisfaction. Where these conditions are not present—as in the case of
“free” goods, for example—action does not take place.
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3. eudaemonism and the theory of value

The most troublesome misunderstandings with which the history of
philosophical thought has been plagued concern the terms “pleasure”
and “pain.” These misconceptions have been carried over into the
literature of sociology and economics and have caused harm there too.

Before the introduction of this pair of concepts, ethics was a doc-
trine of what ought to be. It sought to establish the goals that man
should adopt. The realization that man seeks satisfaction by acts both
of commission and of omission opened the only path that can lead
to a science of human action. If Epicurus sees in a'taraqía2 the final
goal of action, we can behold in it, if we wish, the state of complete
satisfaction and freedom from desire at which human action aims
without ever being able to attain it. Crude materialistic thinking seeks
to circumscribe it in visions of Paradise and Cockaigne. Whether this
construction may, in fact, be placed on Epicurus’s words remains, of
course, uncertain, in view of the paucity of what has been handed
down of his writings.

Doubtless it did not happen altogether without the fault of Epicurus
and his school that the concepts of pleasure and pain were taken in
the narrowest and coarsely materialistic sense when one wanted to
misconstrue the ideas of hedonism and eudaemonism. And they were
not only misconstrued; they were deliberately misrepresented, carica-
tured, derided, and ridiculed. Not until the seventeenth century did
appreciation of the teachings of Epicurus again begin to be shown. On
the foundations provided by it arose modern utilitarianism, which for
its part soon had to contend anew with the same misrepresentations
on the part of its opponents that had confronted its ancient forerunner.
Hedonism, eudaemonism, and utilitarianism were condemned and
outlawed, and whoever did not wish to run the risk of making the whole
world his enemy had to be scrupulously intent upon avoiding the sus-
picion that he inclined toward these heretical doctrines. This must be
kept in mind if one wants to understand why many economists went
to great pains to deny the connection between their teachings and
those of utilitarianism.

Even Böhm-Bawerk thought that he had to defend himself against
the reproach of hedonism. The heart of this defense consists in his

2. [Ataraxia—complete peace of mind.—Ed.]
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statement that he had expressly called attention already in the first
exposition of his theory of value to his use of the word “well-being” in
its broadest sense, in which it “embraces not only the self-centered
interests of a subject, but everything that seems to him worth aiming
at.”3 Böhm-Bawerk did not see that in saying this he was adopting the
same purely formal view of the character of the basic eudaemonistic
concepts of pleasure and pain—treating them as indifferent to con-
tent—that all advanced utilitarians have held. One need only compare
with the words quoted from Böhm-Bawerk the following dictum of
Jacobi:

We originally want or desire an object not because it is agreeable or
good, but we call it agreeable or good because we want or desire it; and
we do this because our sensuous or supersensuous nature so requires.
There is, thus, no basis for recognizing what is good and worth wishing
for outside of the faculty of desiring—i.e., the original desire and the
wish themselves.4

We need not go further into the fact that every ethic, no matter how
strict an opponent of eudaemonism it may at first appear to be, must
somehow clandestinely smuggle the idea of happiness into its system.
As Böhm-Bawerk has shown, the case is no different with “ethical”
economics.5 That the concepts of pleasure and pain contain no ref-
erence to the content of what is aimed at, ought, indeed, scarcely to
be still open to misunderstanding.

Once this fact is established, the ground is removed from all the
objections advanced by “ethical” economics and related schools. There
may be men who aim at different ends from those of the men we know,
but as long as there are men—that is, as long as they do not merely
graze like animals or vegetate like plants, but act because they seek to
attain goals—they will necessarily always be subject to the logic of
action, the investigation of which is the task of our science. In this
sense that science is universally human, and not limited by nationality,
bound to a particular time, or contingent upon any social class. In this
sense too it is logically prior to all historical and descriptive research.

3. Cf. Böhm-Bawerk, Kapital und Kapitalzins, Part II, Vol. I, p. 236, footnote.
4. According to Fr. A. Schmid, quoted by Jodl, Geschichte der Ethik (2nd ed.), II, 661.
5. Cf. Böhm-Bawerk’s comments on Schmoller, op. cit., p. 239, footnote; on Vierkandt, cf. above
p. 47 ff. [English translation, Capital and Interest, Vol. II (Grove City, Pa.: Libertarian Press,
1959), pp. 429–30, n. 71.—Ed.]
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4. economics and psychology

The expression “Psychological School” is frequently employed as a
designation of modern subjectivist economics. Occasionally too the
difference in method that exists between the School of Lausanne and
the Austrian School is indicated by attributing to the latter the “psy-
chological” method. It is not surprising that the idea of economics as
almost a branch of psychology or applied psychology should have arisen
from such a habit of speech. Today, neither these misunderstandings
nor their employment in the struggle carried on over the Austrian
School are of anything more than historical and literary interest.

Nevertheless, the relationship of economics to psychology is still
problematical. The position due Gossen’s law of the satiation of wants
yet remains to be clarified.

Perhaps it will be useful first to look at the route that had to be
traversed in order to arrive at the modern treatment of the problem of
price formation. In this way we shall best succeed in assigning Gossen’s
first law its position in the system, which is different from the one it
occupied when it was first discovered.

The earlier attempts to investigate the laws of price determination
foundered on the principle of universalism, which was accepted under
the controlling influence of conceptual realism. The importance of
nominalistic thought in antiquity, in the Middle Ages, and at the be-
ginning of the modern era should not, of course, be underestimated.
Nevertheless, it is certain that almost all attempts to comprehend social
phenomena were at first undertaken on the basis of the principle of
universalism. And on this basis they could not but fail hopelessly. Who-
ever wanted to explain prices saw, on the one hand, mankind, the state,
and the corporative unit, and, on the other, classes of goods here and
money there. There were also nominalistic attempts to solve these
problems, and to them we owe the beginnings of the subjective theory
of value. However, they were repeatedly stifled by the prestige of the
prevailing conceptual realism.

Only the disintegration of the universalistic mentality brought about
by the methodological individualism of the seventeenth and eigh-
teenth centuries cleared the way for the development of a scientific
catallactics. It was seen that on the market it is not mankind, the state,
or the corporative unit that acts, but individual men and groups of
men, and that their valuations and their action are decisive, not those
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of abstract collectivities. To recognize the relationship between valu-
ation and use value and thus cope with the paradox of value, one had
to realize that not classes of goods are involved in exchange, but con-
crete units of goods. This discovery signalized nothing less than a Co-
pernican revolution in social science. Yet it required more than an-
other hundred years for the step to be taken. This is a short span of
time if we view the matter from the standpoint of world history and if
we adequately appreciate the difficulties involved. But in the history
of our science precisely this period acquired a special importance,
inasmuch as it was during this time that the marvelous structure of
Ricardo’s system was first elaborated. In spite of the serious misunder-
standing on which it was constructed, it became so fruitful that it
rightly bears the designation “classical.”

The step that leads from classical to modern economics is the re-
alization that classes of goods in the abstract are never exchanged and
valued, but always only concrete units of a class of goods. If I want to
buy or sell one loaf of bread, I do not take into consideration what
“bread” is worth to mankind, or what all the bread currently available
is worth, or what 10,000 loaves of bread are worth, but only the worth
of the one loaf in question. This realization is not a deduction from
Gossen’s first law. It is attained through reflection on the essence of
our action; or, expressed differently, the experience of our action makes
any other supposition impossible for our thought.

We derive the law of the satiation of wants from this proposition and
from the further realization, which is obtained by reflecting upon our
action, that, in our scales of importance, we order individual units of
goods not according to the classes of goods to which they belong or
the classes of wants which they satisfy, but according to the concrete
emergence of wants; that is to say, before one class of wants is fully
satisfied we already proceed to the satisfaction of individual wants of
other classes that we would not satisfy if one or several wants of the
first class had not previously been satisfied.

Therefore, from our standpoint, Gossen’s law has nothing to do with
psychology. It is deduced by economics from reflections that are not
of a psychological nature. The psychological law of satiation is inde-
pendent of our law, though understandably in harmony with it, inas-
much as both refer to the same state of affairs. What distinguishes the
two is the difference of method by which they have been arrived at.
Psychology and economics are differentiated by their methods of view-
ing man.
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To be sure, Bentham, who may be numbered among the greatest
theorists of social science, and who stood at the peak of the economics
of his time, arrived at our law by way of psychology and was unable to
make any application of it to economics; and in Gossen’s exposition it
appeared as a psychological law, on which economic theory was then
constructed. But these facts in no way invalidate the distinction that
we have drawn between the laws of economics and those of psychology.
Bentham’s great intellect did not serve one science only. We do not
know how Gossen arrived at his cognition, and it is a matter of indif-
ference as far as answering our question is concerned. The investiga-
tion of the way in which this or that truth was first discovered is im-
portant only for history, not for a theoretical science. It is, of course,
obvious that the position that Gossen then assigned the law in his
system can have no authoritative standing in our view. And everyone
knows that Menger, Jevons, and Walras did not arrive at the resolution
of the paradox of value by way of Gossen’s law.

5. economics and technology

The system of economic theory is independent of all other sciences as
well as of psychology. This is true also of its relationship to technology.
By way of illustration we shall demonstrate this in the case of the law
of returns.

Even historically the law of returns did not originate in technology,
but in reflections on economics. One interpreted the fact that the
farmer who wants to produce more also wants to extend the area under
cultivation and that in doing so he even makes use of poorer soil. If
the law of returns did not hold true, it could not be explained how
there can be such a thing as “land hunger.” Land would have to be a
free good. The natural sciences, in developing a theory of agriculture,
were unable either to substantiate or to confute these reflections “em-
pirically.” The experience that it took as its starting point was the fact
that arable land is treated as an economic good.6 It is obvious that here
too economics and the natural sciences must meet on common ground.

One could not help finally expanding the law of diminishing returns
on the cultivation of land into a general law of returns. If a good of
higher order is treated as an economic good, then the law of returns—
increasing returns up to a certain point, and beyond that point dimin-

6. Cf. Böhm-Bawerk, Gesammelte Schriften, ed. by F. X. Weiss (Vienna, 1924), I, 193 ff.



142 � on the development of the subjective theory of value

ishing returns—must hold true of this good. Simple reflection shows
that a good of higher order of which the law of returns did not hold
true could never be regarded as an economic good: it would be indif-
ferent to us whether larger or smaller quantities of this good were
available.

The law of population is a special case of the law of returns. If the
increase in the number of workers were always to bring about a pro-
portional increase in returns, then the increase in the means of support
would keep pace with the increase in population.

Whoever maintains, like Henry George, Franz Oppenheimer, and
others, that the law of population is without practical importance as-
sumes that hand in hand with every increase in population beyond the
optimum necessarily go changes in technology or in the social division
of labor such that at least no decrease in returns takes place per capita
of the total population and perhaps even an increase in returns is
thereby brought about. There is no proof for this assumption.

6. monetary calculation and the “economic in

the narrower sense”

All action aims at results and takes on meaning only in relation to
results. The preferring and setting aside that are involved in action take
as their standard the importance of the anticipated result for the well-
being of the actor. Whatever directly serves well-being is, without dif-
ficulty, given a rank in accordance with its importance, and this pro-
vides the rank order in which the goals of action stand at any given
moment. How far it is possible to bring the relatively remote prereq-
uisites of well-being into this rank order without resorting to more
complicated processes of thought depends on the intelligence of the
individual. It is certain, however, that even for the most gifted person
the difficulties of weighing means and ends become insurmountable
as soon as one goes beyond the simplest processes of production in-
volving only a short period of time and few intermediary steps. Capi-
talistic production—in Böhm-Bawerk’s sense, not in that of the Marx-
ists—requires above all else the tool of economic calculation, through
which expenditures of goods and of labor of different kinds become
comparable. Those who act must be capable of recognizing which path
leads to the goal aimed at with the least expenditure of means. This is
the function of monetary calculation.
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Money—that is, the generally used medium of exchange—thus be-
comes an indispensable mental prerequisite of any action that under-
takes to conduct relatively long-range processes of production. Without
the aid of monetary calculation, bookkeeping, and the computation of
profit and loss in terms of money, technology would have had to con-
fine itself to the simplest, and therefore the least productive, methods.
If today economic calculation were again to disappear from produc-
tion—as the result, for example, of the attainment of full socializa-
tion—then the whole structure of capitalistic production would be
transformed within the shortest time into a desolate chaos, from which
there could be no other way out than reversion to the economic con-
dition of the most primitive cultures. Inasmuch as money prices of the
means of production can be determined only in a social order in which
they are privately owned, the proof of the impracticability of socialism
necessarily follows.

From the standpoint of both politics and history, this proof is cer-
tainly the most important discovery made by economic theory. Its prac-
tical significance can scarcely be overestimated. It alone gives us the
basis for pronouncing a final political judgment on all kinds of social-
ism, communism, and planned economies; and it alone will enable
future historians to understand how it came about that the victory of
the socialist movement did not lead to the creation of the socialist
order of society. Here we need not go into this further. We must con-
sider the problem of monetary calculation in another respect, namely,
in its importance for the separation of action “economic in the nar-
rower sense” from other action.

The characteristic feature of the mental tool provided by monetary
calculation is responsible for the fact that the sphere in which it is
employed appears to us as a special province within the wider domain
of all action. In everyday, popular usage the sphere of the economic
extends as far as monetary calculations are possible. Whatever goes
beyond this is called the noneconomic sphere. We cannot acquiesce
in this usage when it treats economic and noneconomic action as
heterogeneous. We have seen that such a separation is misleading.
However, the very fact that we see in economic calculation in terms
of money the most important and, indeed, the indispensable mental
tool of long-range production makes a terminological separation be-
tween these two spheres appear expedient to us. In the light of the
comments above, we must reject the terms “economic” and “noneco-
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nomic” or “uneconomic,” but we can accept the terms “economic in
the narrower sense” and “economic in the broader sense,” provided
one does not want to interpret them as indicating a difference in the
scope of rational and economic action.

(We may remark incidentally that monetary calculation is no more
a “function” of money than astronomical navigation is a “function” of
the stars.)

Economic calculation is either the calculation of future possibilities
as the basis for the decisions that guide action, or the subsequent as-
certainment of the results, i.e., the computation of profit and loss. In
no respect can it be called “perfect.” One of the tasks of the theory of
indirect exchange (the theory of money and credit) consists precisely
in showing the imperfection—or, more correctly, the limits—of what
this method is capable of. Nevertheless, it is the only method available
to a society based on the division of labor when it wants to compare
the input and the output of its production processes. All attempts on
the part of the apologists of socialism to concoct a scheme for a “so-
cialist economic calculation” must, therefore, necessarily fail.

7. exchange ratios and the limits of monetary

calculation

The money prices of goods and services that we are able to ascertain
are the ratios in which these goods and services were exchanged against
money at a given moment of the relatively recent or remote past. These
ratios are always past; they always belong to history. They correspond
to a market situation that is not the market situation of today.

Economic calculation is able to utilize to a certain extent the prices
of the market because, as a rule, they do not shift so rapidly that such
calculation could be essentially falsified by it. Moreover, certain de-
viations and changes can be appraised with so close an approximation
to what really takes place later that action—or “practice”—is able to
manage quite well with monetary calculation notwithstanding all its
deficiencies.

It cannot be emphasized strongly enough, however, that this practice
is always the practice of the acting individual who wants to discover
the result of his particular action (as far as it does not go beyond the
orbit of the economic in the narrower sense). It always occurs within
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the framework of a social order based on private ownership of the
means of production. It is the entrepreneur’s calculation of profitabil-
ity. It can never become anything more.

Therefore, it is absurd to want to apply the elements of this calcu-
lation to problems other than those confronting the individual actor.
One may not extend them to res extra commercium.7 One may not
attempt by means of them to include more than the sphere of the
economic in the narrower sense. However, this is precisely what is
attempted by those who undertake to ascertain the monetary value of
human life, social institutions, national wealth, cultural ideals, or the
like, or who enter upon highly sophisticated investigations to deter-
mine how exchange ratios of the relatively recent, not to mention the
remote, past could be expressed in terms of “our money.”

It is no less absurd to fall back upon monetary calculation when one
seeks to contrast the productivity of action to its profitability. In com-
paring the profitability and the productivity of action, one compares
the result as it appears to the individual acting within the social order
of capitalism with the result as it would appear to the central director
of an imaginary socialist community. (We may ignore for the sake of
argument the fact that he would be completely unable to carry out
such calculations.)

The height of conceptual confusion is reached when one tries to
bring calculation to bear upon the problem of what is called the “social
maximization of profit.” Here the connection with the individual’s
calculation of profitability is intentionally abandoned in order to go
beyond the “individualistic” and “atomistic” and arrive at “social” find-
ings. And again one fails to see and will not see that the system of
calculation is inseparably connected with the individual’s calculation
of profitability.

Monetary calculation is not the calculation, and certainly not the
measurement, of value. Its basis is the comparison of the more impor-
tant and the less important. It is an ordering according to rank, an act
of grading (Čuhel), and not an act of measuring. It was a mistake to
search for a measure of the value of goods. In the last analysis, eco-
nomic calculation does not rest on the measurement of values, but on
their arrangement in an order of rank.

7. [Things outside of commerce, things not privately owned.—Ed.]
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8. changes in the data

The universally valid theory of economic action is necessarily formal.
Its material content consists of the data of human circumstances,
which evoke action in the individual case: the goals at which men aim
and the means by which they seek to attain them.8

The equilibrium position of the market corresponds to the specific
configuration of the data. If the data change, then the equilibrium
position also shifts. We grasp the effect of changes in the data by means
of our theory. With its help we can also predict the quality—or, rather,
the direction—of the changes that, ceteris paribus, must follow definite
changes in the data. From the known extent of changes in the latter,
we are unable to predetermine quantitatively what these consequent
changes will be. For changes in external conditions must, in order to
influence action, be translated into volitions that move men from
within. We know nothing about this process. Even materialism, which
professes to have solved the problem of the relation between the psy-
chical and the physical by means of the famous simple formula that
thinking stands in the same relationship to the brain as gall does to the
bladder, has not even undertaken the attempt to establish a constant
relationship between definite external events, which are quantitatively
and qualitatively discernible, and thoughts and volitions.

All the endeavors that have been and are being devoted to the con-
struction of a quantitative theory of catallactics must, therefore, come
to grief. All that can be accomplished in this area is economic history.
It can never go beyond the unique and the nonrepeatable; it can never
acquire universal validity.9

9. the role of time in the economy

Classical economics distinguished three factors of production: land,
labor, and capital. Inasmuch as capital can be resolved into land and
labor, two factors remain: labor and the “conditions of well-being”
made available by nature. If consumption goods are disregarded, these

8. Cf. the fruitful investigations of Strigl: Die ökonomischen Kategorien und die Organisation der
Wirtschaft (Jena, 1923).
9. This is also true, for example, of the attempts of Moore in particular. (Synthetic Economics,
New York, 1929.) Cf. the critique by Ricci, Zeitschrift für Nationalökonomie, I, 694 ff.
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alone, according to the view to be found in the older literature, are
the objects of economizing.

The classical economists, whose attention was directed above all to
the conduct of the businessman, could not observe that time too is
economized. An account for “time” does not appear in the business-
man’s books. No price is paid for it on markets. That it is, nevertheless,
taken into consideration in every exchange could not be seen from the
standpoint of an objectivistic theory of value, nor could one be led to
this realization by reflection on the popular precept contained in the
saying, “Time is money.” It was one of the great achievements of Jevons
and Böhm-Bawerk that, in carrying on the work of Bentham and Rae,
they assigned the element of time its proper place in the system of
economic theory.

The classical economists failed to recognize the essential impor-
tance of time, which manifests its effect directly or indirectly in every
exchange. They did not see that action always distinguishes between
the present and the future—between present goods and future goods.
Yet the time differential is important for the economy in still another
respect. All changes in the data can make themselves felt only over a
period of time. A longer or a shorter period must elapse before the new
state of equilibrium, in accordance with the emergence of the new
datum, can be reached. The static—or, as the classical economists
called it, the natural—price is not reached immediately, but only after
some time has passed. In the interim, deviations ensue that become
the source of special profits and losses. The classical economists and
their epigones not only did not fail to recognize this fact; on the con-
trary, they occasionally overestimated its importance. The modern the-
ory too has paid special attention to it. This is true above all of the
theory of indirect exchange. The theory of changes in the purchasing
power of money and of their concomitant social consequences is based
entirely on this fact. A short while ago, in a spirit of remarkable ter-
minological and scholastic conscientiousness, an attempt was made to
deny to the circulation credit theory of the trade cycle its customary
name, viz., the monetary theory of crises, on the ground that it is
constructed on the basis of a “time lag.”10

10. Cf. Burchardt, “Entwicklungsgeschichte der monetären Konjunkturtheorie,” Weltwirtschaft-
liches Archiv XXVIII, 140; Löwe, “Über den Einfluss monetärer Faktoren auf den Konjunktur-
zyklus,” Schriften des Vereins für Sozialpolitik, CLXXIII, 362.



148 � on the development of the subjective theory of value

As has been stated, economic theory has failed to see the importance
of the fact that a shorter or a longer period of time must go by before
the equilibrium of the market, once it has been disturbed by emer-
gence of new data, can again be established. This assertion would never
have been made if, for political reasons, repeated attempts had not
been made to embarrass the discussion of economic questions with
irrelevant objections. The defenders of interventionism have occasion-
ally attempted to confront the arguments of the critics of this policy—
arguments supported by the irrefutable deductions of economics—
with the alleged fact that the propositions of economics hold true only
in the long run. Therefore, it was maintained, the ineluctable conclu-
sion that interventionist measures are senseless and inexpedient cannot
yet be drawn. It would exceed the scope of this treatise to examine
what force this argument has in the dispute over interventionism. It is
sufficient here to point out that the liberal doctrine provides a direct,
and not merely an indirect, demonstration of the senselessness and
inexpediency of interventionism and that its arguments can be refuted
only by pointing to interventionist measures that do not, in fact, bring
about effects that run counter to the intentions of those who have
recourse to them.

10. “resistances”

The economist is often prone to look to mechanics as a model for his
own work. Instead of treating the problems posed by his science with
the means appropriate to them, he fetches a metaphor from mechan-
ics, which he puts in place of a solution. In this way the idea arose
that the laws of catallactics hold true only ideally, i.e., on the assump-
tion that men act in a vacuum, as it were. But, of course, in life ev-
erything happens quite differently. In life there are “frictional resis-
tances” of all kinds, which are responsible for the fact that the outcome
of our action is different from what the laws would lead one to expect.
From the very outset no way was seen in which these resistances could
be exactly measured or, indeed, fully comprehended even qualita-
tively. So one had to resign oneself to admitting that economics has
but slight value both for the cognition of the relationships of our life
in society and for actual practice. And, of course, all those who rejected
economic science for political and related reasons—all the etatists, the
socialists, and the interventionists—joyfully agreed.
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Once the distinction between economic and noneconomic action
is abandoned, it is not difficult to see that in all cases of “resistance”
what is involved is the concrete data of economizing, which the theory
comprehends fully.

For example, we deduce from our theory that when the price of a
commodity rises, its production will be increased. However, if the ex-
pansion of production necessitates new investment of capital, which
requires considerable time, a certain period of time will elapse before
the price rise brings about an increase in supply. And if the new in-
vestment required to expand production would commit capital in such
a way that conversion of invested capital goods in another branch of
production is altogether impossible or, if possible, is so only at the cost
of heavy losses, and if one is of the opinion that the price of the com-
modity will soon drop again, then the expansion of production does
not take place at all. In the whole process there is nothing that the
theory could not immediately explain to us.

Therefore, it is also incorrect to make the assertion that the propo-
sitions of the theory hold true only in the case of perfectly free com-
petition. This objection must appear all the more remarkable as one
could sooner assert that the modern theory of price determination has
devoted too much attention to the problem of monopoly price. It cer-
tainly stands to reason that the propositions of the theory should first
be examined with respect to the simplest case. Hence, it is not a le-
gitimate criticism of economic theory that, in the investigation of com-
petitive prices, it generally starts from the assumption that all goods
are indefinitely divisible, that no obstacles stand in the way of the
mobility of capital and labor, that no errors are made, etc. The sub-
sequent dropping of these elementary assumptions one by one then
affords no difficulty.

It is true that the classical economists inferred from their inquiry
into the problems of catallactics that, as far as practical economic pol-
icy is concerned, all the obstacles that interventionism places in the
path of competition not only diminish the quantity and value of the
total production, but cannot lead to the goals that one seeks to attain
by such measures. The investigations that modern economics has de-
voted to the same problem lead to the identical conclusion. The fact
that the politician must draw from the teachings of economic theory
the inference that no obstacles should be placed in the way of com-
petition unless one has the intention of lowering productivity does not
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imply that the theory is unable to cope with the “fettered” economy
and “frictional resistances.”

11. costs

By costs classical economics understood a quantity of goods and labor.
From the standpoint of the modern theory, cost is the importance of
the next most urgent want that can now no longer be satisfied. This
conception of cost is clearly expressed outside the orbit of the eco-
nomic in the narrower sense in a statement like the following, for
example: The work involved in preparing for the examination cost me
(i.e., prevented) the trip to Italy. Had I not had to study for the ex-
amination, I should have taken a trip to Italy.

Only if one employs this concept of cost does one realize the im-
portance that attaches to profitability. The fact that production is dis-
continued beyond the point at which it ceases to be profitable means
that production takes place only as far as the goods of higher order and
the labor required to produce one commodity are not more urgently
needed to produce other commodities. This observation shows how
unwarranted is the popular practice of objecting to the limitation of
production to profitable undertakings without also mentioning those
enterprises that would have to be discontinued if others were main-
tained beyond the point of profitability.

The same observation also disposes of the assertion, made repeat-
edly, that the subjective theory of value does justice only to the private
aspect of price formation and not to its economic implications for
society as well. On the contrary, one could turn this objection around
and argue that whoever traces the determination of prices to the costs
of production alone does not go beyond the outlook of the individual
businessman or producer. Only the reduction of the concept of cost
to its ultimate basis, as carried out by the theory of marginal utility,
brings the social aspect of economic action entirely into view.

Within the field of modern economics the Austrian School has
shown its superiority to the School of Lausanne and the schools related
to the latter, which favor mathematical formulations, by clarifying the
causal relationship between value and cost, while at the same time
eschewing the concept of function, which in our science is misleading.
The Austrian School must also be credited with not having stopped at
the concept of cost, but, on the contrary, with carrying on its investi-
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gations to the point where it is able to trace back even this concept to
subjective value judgments.

Once one has correctly grasped the position of the concept of cost
within the framework of modern science, one will have no difficulty
in seeing that economics exhibits a continuity of development no less
definite than that presented by the history of other sciences. The pop-
ular assertion that there are various schools of economics whose the-
ories have nothing in common and that every economist begins by
destroying the work of his predecessors in order to construct his own
theory on its ruins is no more true than the other legends that the
proponents of historicism, socialism, and interventionism have spread
about economics. In fact, a straight line leads from the system of the
classical economists to the subjectivist economics of the present. The
latter is erected not on the ruins, but on the foundations, of the classical
system. Modern economics has taken from its predecessor the best that
it was able to offer. Without the work that the classical economists
accomplished, it would not have been possible to advance to the dis-
coveries of the modern school. Indeed, it was the uncertainties of the
objectivistic school itself that necessarily led to the solutions offered by
subjectivism. No work that had been devoted to the problem was done
in vain. Everything that appears to those who have come afterward as
a blind alley or at least as a wrong turning on the way toward a solution
was necessary in order to exhaust all possibilities and to explore and
think through to its logical conclusion every consideration to which
the problems might lead.



chapter 5

Remarks on the Fundamental Problem of the
Subjective Theory of Value

The following essay makes no claim to originality. It presents noth-
ing that was not already contained at least implicitly in the writings of
the founders of the modern theory and explicitly in the works of
present-day theorists and in my own writings. Nevertheless, I believe
that what I am about to present here must be said once again, and
precisely in this form, in order to put an end to the serious misunder-
standings that modern economic theory repeatedly encounters.

What needs to be especially emphasized is that, above all others,
Menger and Böhm-Bawerk are the ones responsible for this misun-
derstanding of the theory. Neither understood it in all its ramifications,
and both in turn were themselves misunderstood. The writings of Men-
ger and Böhm-Bawerk include propositions and concepts carried over
from the objective theory of value and therefore utterly incompatible
with the subjectivism of the modern school. The problem arises not
so much from imperfections of theory, because there can be no doubt
about the fundamental ideas of their system, as from stylistic faults in
the presentation of it, which do not detract from the thought, but only
from the writings in which it was expounded. It was not difficult for
those who came afterward to find the right way and to present the ideas
of the masters in logically developed form. But it may be conceded
that it is not easy for everyone to avoid error here. The great many who
want to study the system, but who are not professional economists and
turn only to the works of its masters, or who view subjectivist economics
merely from the factional standpoint of its opponents, cannot help
being led astray.
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1.

The subjective theory of value traces the exchange ratios of the market
back to the consumers’ subjective valuations of economic goods. For
catallactics the ultimate relevant cause of the exchange ratios of the
market is the fact that the individual, in the act of exchange, prefers a
definite quantity of good A to a definite quantity of good B. The reasons
he may have for acting exactly thus and not otherwise—for example,
the reasons why someone buys bread, and not milk, at a given mo-
ment—are of absolutely no importance for the determination of a mar-
ket price. What is alone decisive is that the parties on the market are
prepared to pay or to accept this price for bread and that price for milk.
Individuals as consumers value goods exactly so much and no more
or less at a given moment because of the operation of the social and
the natural forces that determine their lives. The investigation of these
determining factors is the task of other sciences, not that of economics.
Economics, the science of catallactics, does not concern itself with
them and, from its standpoint, cannot concern itself with them. Psy-
chology, physiology, cultural history, and many other disciplines may
make it their business to investigate why men like to drink alcohol; for
catallactics what is alone of importance is that a demand for alcoholic
beverages exists in a definite volume and strength. One person may
buy Kant’s works out of a thirst for knowledge; another, for reasons of
snobbery. For the market, the motivation of the buyers’ actions is in-
different. All that counts is that they are prepared to spend a definite
sum.

This and nothing else is the essential element of the economic the-
ory of wants. Only the historical development of economics as a sci-
ence can explain why the meaning of this theory could be so much
misunderstood that many even wanted to assign it entirely to psychol-
ogy and to separate it altogether from catallactics, and still others could
see in it only a materialistic theory of value and utility. The great
problem with which economics has been incessantly occupied since
its founding in the eighteenth century is the establishment of a rela-
tionship between human well-being and the valuing of the objects of
economic action by economizing individuals. The older theory did
not recognize that economic action in a social order based on private
property is never an action of the whole of mankind, but always the
action of individuals, and that it generally does not aim at the disposal
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of the entire supply of a good of a given type, but merely at the utili-
zation of a definite part. Hence arose the problem of the paradox of
value, which the earlier theory was helpless to resolve. Accordingly, in
the treatment of the problem of value and price determination it was
shunted onto a wrong track, became entangled more and more in a
morass of untenable theorems, and finally failed completely.

The great service that modern economics performed consists in
resolving the paradox of value. This was effected by the realization
that economic action is always directed only toward the utilization of
definite quantities of a good. “If I have to buy a horse,” said Böhm-
Bawerk,

it will not occur to me to form an opinion about how much a hundred
horses, or how much all the horses in the world, would be worth to me,
and then to adjust my bid accordingly; but I shall, of course, make a
judgment of value about one horse. And in this way, by virtue of an
inner compulsion, we always make exactly that value judgment which
the concrete situation requires.1

Economic action is always in accord only with the importance that
acting man attaches to the limited quantities among which he must
directly choose. It does not refer to the importance that the total supply
at his disposal has for him nor to the altogether impractical judgment
of the social philosopher concerning the importance for humanity of
the total supply that men can obtain. The recognition of this fact is
the essence of the modern theory. It is independent of all psychological
and ethical considerations. However, it was advanced at the same time
as the law of the satiation of wants and of the decrease in the marginal
utility of the unit in an increasing supply. All attention was turned
toward this law, and it was mistakenly regarded as the chief and basic
law of the new theory. Indeed, the latter was more often called the
theory of diminishing marginal utility than the doctrine of the subjec-
tivist school, which would have been more suitable and would have
avoided misunderstandings.

1. Cf. Böhm-Bawerk, “Grunzüge der Theorie des wirtschaftlichen Güterwerts,” Jahrb. f. Natio-
nalökonomie und Statistik, New Series, XIII, 16; also Kapital und Kapitalzins (3rd ed.; Innsbruck,
1909), Part II, p. 228. [English translation, Capital and Interest, trans. George D. Huncke, Hans
F. Sennholz, consulting economist (South Holland, Ill.: Libertarian Press, 1959), Vol. II, p. 131.—
Ed.]



the subjective theory of value � 155

2.

The fact that modern economics starts from acting man’s subjective
valuations and the action that is governed by these valuations, and not
from any kind of objectively “correct” scale of values, is so familiar to
everyone who is even slightly conversant with modern catallactics or
who has thought only very little about the meaning of the terms “sup-
ply” and “demand” that it would be out of place to waste any more
words on it. That it is frequently attacked by authors whose stand is
opposed to that of subjective economics—for example, recently by
Diehl2—is the result of such crass misunderstanding of the entire the-
ory that it can be passed over without further discussion. Modern eco-
nomics cannot be more clearly characterized than by the phrase “sub-
jective use value.” The explanation that the new theory gives of the
phenomena of the market does not have as its basis any “scale of wants
which is constructed on rational principles,”3 as Diehl maintains. The
scale of wants or of values, of which the theory speaks, is not “con-
structed.” We infer it from the action of the individual or even—whether
or not this is permissible can remain undecided here—from his state-
ments about how he would act under certain assumed conditions.

Diehl considers it obviously absurd to draw on “fanciful wishes,
desires, etc.” for an explanation and thinks that in that case value would
be determined by “the subjective whims of each individual” and thereby
“the theory of marginal utility would lose all meaning.”4 Here he has
indeed been misled by the oft-lamented ambiguity of the term “value,”
whose meaning for catallactics must not be confused with the “abso-
lute” values of ethics. For no one will want to doubt that market prices,
the formation of which we have to explain, really are influenced by
“fanciful wishes” and caprices in exactly the same way as by motives
that appear rational in Diehl’s eyes. Let Diehl try some time to explain,
without referring to “fanciful wishes and desires,” the formation of the
prices of goods that fluctuate in response to changes in fashion! Ca-
tallactics has the task of explaining the formation of the exchange ratios
of economic goods that are actually observed in the market, and not

2. Cf. Diehl, Theoretische Nationalökonomie (Jena, 1916), I, 287; (Jena, 1927), III, 82–87. Against
this, cf. my essays in Arch. für Geschichte des Sozialismus, X, 93 ff.
3. Loc. cit., Vol. III, p. 85.
4. Ibid.
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those which would come about if all men were to act in a way that
some critic regards as rational.

All this is so clear, as has been said, that no one will doubt it. It
cannot be the task of this essay to belabor the obvious by attempting
to prove it in detail. On the contrary, what we intend is something
altogether different. We have already pointed out that Menger and
Böhm-Bawerk made statements in various passages of their writings
that are utterly incompatible with the basic principles they advanced.
It should not be forgotten that the two masters, like all pioneers and
trail blazers, had first assimilated the old concepts and ideas that had
come down from earlier days and only later substituted more satisfac-
tory concepts and ideas for them. It is humanly excusable, even if it is
not objectively justifiable, that occasionally they were not consistent
in the elaboration of their great fundamental ideas and that in details
they clung to assertions stemming from the conceptual structure of the
old, objective theory of value. A critical consideration of this insuffi-
ciency of the work of the founders of the Austrian School is an absolute
necessity, since they seem to present great difficulties to many readers
who attempt to understand the theory. For this reason I wish to select
a passage from the chief work of each.5

In the preface to the first edition of his Principles of Economics,
Menger describes the “proper subject matter of our science,” i.e., theo-
retical economics, as the investigation of the “conditions under which
men display provisionary activity that aims at the satisfaction of their
wants.” He illustrates this in the following words:

Whether and under what conditions a thing is useful to me; whether
and under what conditions it is a good; whether and under what con-
ditions it is an economic good; whether and under what conditions it
has value to me, and how great the measure of this value is to me;
whether and under what conditions an economic exchange of goods
between two parties can take place; and the margins within which prices
can be formed in such an exchange; and so on.6

5. With regard to the problem of the measurement of value and of total value, which will not
be treated further here, I have attempted a critical examination of the works of a few of the older
representatives of the modern theory of value in my book, The Theory of Money and Credit (Yale
University Press), pp. 38–47.
6. Menger, Grundsätze der Volkswirtschaftslehre (Vienna, 1871), p. ix; (2nd ed.; Vienna, 1923),
p. xxi. [Principles of Economics. First, General Part, trans. James Dingwall and Bert F. Hoselitz
(Glencoe, Ill.: Free Press, 1950), p. 48.—Ed.]
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This, according to Menger, is the subject matter of economics. It
should be noted how the subjectivity of the phenomena of value is
repeatedly emphasized by means of the personal pronoun “me”: “use-
ful to me,” “value to me,” “measure of this value to me,” etc.

Unfortunately, Menger did not adhere to this principle of subjectiv-
ity in his description of the qualities that make things goods in the
economic sense. Although he cites Storch’s beautiful definition (l’arrêt
que notre jugement porte sur l’utilité des choses . . . en fait des biens),7
he declares that the presence of all four of the following prerequisites
is necessary for a thing to become a good:

1. A human want.
2. Such properties of the thing as enable it to be placed in a causal

relation with the satisfaction of this want.
3. Knowledge of this causal relation on the part of a human being.
4. The ability to direct the employment of the thing in such a way

that it actually can be used for the satisfaction of this want.8
The fourth prerequisite does not concern us here. There is nothing

to criticize in the first requirement. As far as it is understood in this
connection, it corresponds completely to the fundamental idea of sub-
jectivism, viz., that in the case of the individual he alone decides what
is or is not a need. Of course, we can only conjecture that this was
Menger’s opinion when he wrote the first edition. It is to be noted that
Menger cited Roscher’s definition (everything that is acknowledged as
useful for the satisfaction of a real human want) along with many
definitions9 of other predecessors, without going further into the matter.

However, in the posthumous second edition of his book, which ap-
peared more than half a century later and which (apart from the sec-
tion on money, published long before in the Handwörterbuch der
Staatswissenschaften) can in no way be called an improvement over
the epoch-making first edition, Menger distinguishes between real and
imaginary wants. The latter are those

which do not in fact originate from the nature of the person or from his
position as a member of a social body, but are only the result of defective

7. [(The attachment which our judgment has for the utility of things . . . makes them goods)—
Ed.]
8. Cf. Menger, op. cit. (1st ed.), p. 3.
9. Ibid., p. 2.
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knowledge of the exigencies of his nature and of his position in human
society.10

Menger adds the observation:

The practical economic life of men is determined not by their wants,
but by their momentary opinions about the exigencies of the preserva-
tion of their lives and well-being; indeed, often by their lusts and in-
stincts. Rational theory and practical economics will have to enter into
the investigation of real wants, i.e., wants which correspond to the ob-
jective state of affairs.11

To refute this notorious slip it suffices to quote some of Menger’s
own words a few lines below those just cited. There we read:

The opinion that physical wants alone are the subject matter of our
science is erroneous. The conception of it as merely a theory of the
physical well-being of man is untenable. If we wished to limit ourselves
exclusively to the consideration of the physical wants of men, we should
be able, as we shall see, to explain the phenomena of human economic
action only very imperfectly and in part not at all.12

Here Menger has said all that needs to be said on this subject. The
case is exactly the same with regard to the distinction between real and
imaginary wants as it is in regard to the distinction between physical
and nonphysical wants.

It follows from the preceding quotations that the second and the
third prerequisites for a thing to become a good would have to read:
the opinion of the economizing individuals that the thing is capable
of satisfying their wants. This makes it possible to speak of a category
of “imaginary” goods. The case of imaginary goods, Menger maintains,
is to be observed

where things which in no way can be placed in a causal relation with
the satisfaction of human wants are nonetheless treated as goods. This
happens when properties, and thus effects, are attributed to things to
which in reality they do not belong or when human wants that in reality
are not present are falsely presumed to exist.13

10. Ibid., 2nd ed., p. 4.
11. Ibid., p. 4 et seq.
12. Ibid., p. 5.
13. Ibid., p. 4; 2nd ed., pp. 161 f.
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To realize how pointless this dichotomy between real and imaginary
goods is, one need only consider the examples cited by Menger. Among
others, he designates as imaginary goods utensils used in idolatry, most
cosmetics, etc. Yet prices are demanded and offered for these things
too, and we have to explain these prices.

The basis of subjective use value is described very differently, but
completely in the spirit of the theories that Menger elaborated in the
latter sections of his basic work, in the words of C. A. Verrijn Stuart:
A man’s valuation of goods is based on “his insight into their useful-
ness,” in which sense anything can be conceived as useful “that is the
goal of any human desire, whether justified or not. It is for this reason
that such goods can satisfy a human want.”14

3.

Böhm-Bawerk expresses the opinion that the treatment of the theory
of price determination should be divided into two parts.

The first part has the task of formulating the law of the fundamental
phenomenon in all its purity; that is, to deduce all propositions following
from the law that lead to the phenomena of prices on the hypothesis
that for all persons interested in exchange the only impelling motive is
the desire to attain a direct gain in the transaction. To the second part
falls the task of combining the law of the fundamental phenomenon
with modifications that result from factual conditions and the emer-
gence of other motives. This will be the place to . . . demonstrate the
influence that such commonly felt and typical “motives” as habit, cus-
tom, fairness, humanity, generosity, comfort or convenience, pride, race
and nationality, hatred, etc. have in the determination of prices.15

In order to arrive at a correct judgment of this argument, one must
note the difference that exists between classical and modern econom-
ics in the starting points of their investigations. Classical economics
starts from the action of the businessman in that it places exchange
value, and not use value, at the center of its treatment of the problem
of price determination. Since it could not succeed in resolving the

14. C. A. Verrijn Stuart, Die Grundlagen der Volkswirtschaft (Jena, 1923), p. 94.
15. Cf. Böhm-Bawerk, Kapital und Kapitalzins, II, 354.
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paradox of value, it had to forgo tracing the phenomenon of price
determination further back and disclosing what lies behind the con-
duct of the businessman and governs it in every instance, viz., the
conduct of the marginal consumers. Only a theory of utility, i.e., of
subjective use value, can explain the action of the consumers. If such
a theory cannot be formulated, any attempt at an explanation must be
renounced. One certainly was not justified in leveling against the clas-
sical theory the reproach that it starts from the assumption that all men
are businessmen and act like members of a stock exchange. However,
it is true that the classical doctrine was not capable of comprehending
the most fundamental element of economics—consumption and the
direct satisfaction of a want.

Because the classical economists were able to explain only the action
of businessmen and were helpless in the face of everything that went
beyond it, their thinking was oriented toward bookkeeping, the su-
preme expression of the rationality of the businessman (but not that of
the consumer). Whatever cannot be entered into the businessman’s
accounts they were unable to accommodate in their theory. This ex-
plains several of their ideas—for example, their position in regard to
personal services. The performance of a service which caused no in-
crease in value that could be expressed in the ledger of the business-
man had to appear to them as unproductive. Only thus can it be ex-
plained why they regarded the attainment of the greatest monetary
profit possible as the goal of economic action. Because of the difficul-
ties occasioned by the paradox of value, they were unable to find a
bridge from the realization, which they owed to utilitarianism, that the
goal of action is an increase of pleasure and a decrease of pain, to the
theory of value and price. Therefore, they were unable to comprehend
any change in well-being that cannot be valued in money in the ac-
count books of the businessman.

This fact necessarily led to a distinction between economic and
noneconomic action. Whoever sees and grasps the opportunity to
make the cheapest purchase (in money) has acted economically. But
whoever has purchased at a higher price than he could have, either
out of error, ignorance, incapacity, laziness, neglectfulness, or for po-
litical, nationalistic, or religious reasons, has acted noneconomically.
It is evident that this grading of action already contains an ethical
coloration. A norm soon develops from the distinction between the
two groups of motives: You should act economically. You should buy
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in the cheapest market and sell in the dearest market. In buying and
selling you should know no other goal than the greatest monetary
profit.

It has already been shown that the situation is altogether different
for the subjective theory of value. There is little sense in distinguishing
between economic and other motives in explaining the determination
of prices if one starts with the action of the marginal consumer and
not with that of the businessman.

This can be clearly illustrated by an example drawn from the con-
ditions of a politically disputed territory, let us say Czechoslovakia. A
German intends to join a chauvinistic, athletic-military organization
and wants to acquire the necessary outfit and paraphernalia for it. If
he could make this purchase more cheaply in a store run by a Czech,
then we should have to say, if we make such a distinction among
motives, that in buying at a slightly higher price in a store run by a
German in order to give his business to a fellow national, he would
be acting uneconomically. Yet it is clear that the whole purchase as
such would have to be called uneconomic, since the procuring of the
outfit itself is to serve a chauvinistic purpose just as much as helping
a fellow national by not considering the possibility of making a cheaper
purchase from a foreigner. But then many other expenditures would
have to be called uneconomic, each according to the taste of whoever
judges them: contributions for all kinds of cultural or political pur-
poses, expenditures for churches, most educational expenses, etc. One
can see how ridiculous such scholastic distinctions are. The maxims
of the businessman cannot be applied to the action of the consumers,
which, in the last analysis, governs all business.

On the other hand, it is possible for the subjective theory of value
to comprehend from its standpoint also the action of the businessman
(whether he is a manufacturer or only a merchant) precisely because
it starts from the action of the consumers. Under the pressure of the
market the businessman must always act in accordance with the wishes
of the marginal consumers. For the same reason that he cannot, with-
out suffering a loss, produce fabrics that do not suit the taste of the
consumers, he cannot, without taking a loss, act on the basis of political
considerations that are not acknowledged and accepted by his custom-
ers. Therefore, the businessman must purchase from the cheapest
source, without any such considerations, if those whose patronage he
seeks are not prepared, for political reasons, to compensate him for his
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increased expenses in paying higher prices to a fellow national. But if
the consumers themselves—let us say in purchasing trade-marked ar-
ticles—are prepared to compensate him, he will conduct his business
affairs accordingly.

If we take the other examples cited by Böhm-Bawerk and go through
the whole series, we shall find the same thing in each case. Custom
requires that in the evening a man of “good” society appear in evening
clothes. If somewhere the prejudices of the circle in which he lives
demand that the suit not come from the shop of a radical tailor, where
it can be bought more cheaply, but that it be procured from the more
expensive shop of a tailor with conservative leanings, and if our man
acts in accordance with these views, he follows no other motive in
doing so than that of getting a suit in general. In both instances, in
agreeing to purchase evening clothes in the first place, and in procur-
ing them from the tailor with conservative leanings, he acts in accor-
dance with the views of his circle, which he acknowledges as author-
itative for himself.

What is that “direct gain in the exchange” which Böhm-Bawerk
speaks of? When, for humanitarian reasons, I do not buy pencils in
the stationery store, but make my purchase from a war-wounded ped-
dler who asks a higher price, I aim at two goals at the same time: that
of obtaining pencils and that of assisting an invalid. If I did not think
this second purpose worthy of the expense involved, I should buy in
the store. With the more expensive purchase I satisfy two wants: that
for pencils and that of helping a war veteran. When, for reasons of
“comfort and convenience,” I pay more in a nearby store rather than
buy more cheaply in one further away, I satisfy my desire for “comfort
and convenience,” in the same way as by buying an easy chair or by
using a taxi or by hiring a maid to keep my room in order. It cannot
be denied that in all these instances I make a “direct gain in the ex-
change” in the sense intended by Böhm-Bawerk. Why, then, should
the case be any different when I buy in a nearby store?

Böhm-Bawerk’s distinction can be understood only when it is rec-
ognized as a tenet taken over from the older, objective system of clas-
sical economics. It is not at all compatible with the system of subjective
economics. But in saying this, we must emphasize that such a dichot-
omy had not the slightest influence on Böhm-Bawerk’s theory of value
and price determination and that the pages in which it is propounded
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could be removed from his book without changing anything significant
in it. In the context of this work it represents nothing more than—as
we believe we have shown—an unsuccessful defense against the ob-
jections that had been raised against the possibility of a theory of value
and price determination.

Strigl expresses the matter more nearly in accordance with the sub-
jective system than does Böhm-Bawerk. He points out that the scale of
values “is fundamentally composed also of elements that popular usage
treats as noneconomic in contrast to the economic principle.” There-
fore, the “maximum quantity of available goods cannot be opposed, as
‘economic,’ to the ‘uneconomic’ goals of action.”16

For the comprehension of economic phenomena it is quite permis-
sible to distinguish “purely economic” action from other action which,
if one wishes, may be called “noneconomic,” or “uneconomic” in
popular usage, provided it is understood that “purely economic” action
is necessarily susceptible of calculation in terms of money. Indeed,
both for the scientific study of phenomena and for the practical con-
duct of men, there may even be good reason to make this distinction
and perhaps to say that under given conditions it is not advisable, from
the “purely economic” point of view, to manifest a certain conviction
or that some course of action is “bad business,” that is to say, it cannot
involve a monetary gain, but only losses. If, nevertheless, one persists
in acting in that way, he has done so not for the sake of monetary gain,
but for reasons of honor or loyalty or for the sake of other ethical values.
But for the theory of value and price determination, catallactics, and
theoretical economics, this dichotomy has no significance. For it is a
matter of complete indifference for the exchange ratios of the market,
the explanation of which is the task of these disciplines, whether the
demand for domestic products arises because they cost less money than
foreign goods (of the same quality, of course) or because nationalist
ideology makes the purchase of domestic products even at a higher
price seem right; just as, from the point of view of economic theory,
the situation remains the same whether the demand for weapons comes
from honorable men who want to enforce the law or from criminals
who are planning monstrous crimes.

16. Strigl, Die ökonomischen Kategorien und die Organisation der Wirtschaft (Jena, 1923), p. 75
et seq. Cf. further ibid., pp. 146 ff.
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4.

The much talked about homo economicus of the classical theory is the
personification of the principles of the businessman. The businessman
wants to conduct every business with the highest possible profit: he
wants to buy as cheaply as possible and sell as dearly as possible. By
means of diligence and attention to business he strives to eliminate all
sources of error so that the results of his action are not prejudiced by
ignorance, neglectfulness, mistakes, and the like.

Therefore, the homo economicus is not a fiction in Vaihinger’s sense.
Classical economics did not assert that the economizing individual,
whether engaged in trade or as a consumer, acts as if the greatest mon-
etary profit were the sole guiding principle of his conduct. The classical
scheme is not at all applicable to consumption or the consumer. It could
in no way comprehend the act of consumption or the consumer’s ex-
penditure of money. The principle of buying on the cheapest market
comes into question here only in so far as the choice is between several
possibilities, otherwise equal, of purchasing goods; but it cannot be un-
derstood, from this point of view, why someone buys the better suit even
though the cheaper one has the same “objective” usefulness, or why
more is generally spent than is necessary for the minimum—taken in
the strictest sense of the term—necessary for bare physical subsistence.
It did not escape even the classical economists that the economizing
individual as a party engaged in trade does not always and cannot always
remain true to the principles governing the businessman, that he is not
omniscient, that he can err, and that, under certain conditions, he even
prefers his comfort to a profit-making business.

On the contrary, it could be said that with the scheme of the homo
economicus classical economics comprehended only one side of man—
the economic, materialistic side. It observed him only as a man en-
gaged in business, not as a consumer of economic goods. This would
be a pertinent observation in so far as the classical theory is inappli-
cable to the conduct of the consumers. On the other hand, it is not a
pertinent observation in so far as it is understood as meaning that,
according to classical economic theory, a person engaged in business
always acts in the manner described. What classical economics asserts
is only that in general he tends to act in this way, but that he does not
always conduct himself, with or without such an intention, in con-
formity with this principle.
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Yet neither is the homo economicus an ideal type in Max Weber’s
sense. Classical economics did not want to exalt a certain human
type—for example, the English businessman of the nineteenth cen-
tury, or the businessman in general. As genuine praxeology—and eco-
nomics is a branch of praxeology—it aspired to a universal, timeless
understanding that would embrace all economic action. (That it could
not succeed in this endeavor is another matter.) But this is something
that can only be indicated here. To make it evident, it would have to
be shown that an ideal type cannot be constructed on the basis of a
formal, theoretical science like praxeology, but only on the basis of
concrete historical data.17 However, such a task goes beyond the scope
of this discussion.

By means of its subjectivism the modern theory becomes objective
science. It does not pass judgment on action, but takes it exactly as it
is; and it explains market phenomena not on the basis of “right” action,
but on the basis of given action. It does not seek to explain the ex-
change ratios that would exist on the supposition that men are gov-
erned exclusively by certain motives and that other motives, which do
in fact govern them, have no effect. It wants to comprehend the for-
mation of the exchange ratios that actually appear in the market.

The determination of the prices of what Menger calls “imaginary
goods” follows the same laws as that of “real goods.” Böhm-Bawerk’s
“other motives” cause no fundamental alteration in the market process;
they change only the data.

It was necessary to expressly point out these mistakes of Menger and
Böhm-Bawerk (which, as we have noted above, are also encountered
in other authors) in order to avoid misinterpretations of the theory. But
all the more emphatically must it be stated that neither Menger nor
Böhm-Bawerk allowed themselves to be misled in any way in the de-
velopment of their theory of price determination and imputation by
consideration for the differences in the motives that lie behind the
action of the parties on the market. The assertions that were designated
as erroneous in the preceding remarks did not in the least detract from
the great merit of their work: to explain the determination of prices in
terms of the subjective theory of value.

17. Cf. above pp. 69 ff.



chapter 6

The Psychological Basis of the Opposition to
Economic Theory

Introduction

Subjectivist economics would be guilty of an omission if it did not also
concern itself with the objections that have been raised against it from
political and factional standpoints.

There is, first of all, the assertion that the subjective theory of value
is “the class ideology of the bourgeoisie.” For Hilferding it is “bourgeois
economics’ final answer to socialism.”1 Bucharin stigmatizes it as “the
ideology of the bourgeoisie, which even now no longer corresponds to
the process of production.”2 One is free to think what one will about
these two authors, but it is to be noted that they belong to the ruling
groups of the two most populous states in Europe and are therefore
very capable of influencing public opinion. The millions of people
who come into contact with no other writings than those distributed
by the Marxist propaganda machine learn nothing of modern econom-
ics beyond these and similar condemnations.

Then we must consider the views of those who believe it to be
significant that subjectivist economics is deliberately not taught at the
universities. Even Adolf Weber, who knew enough to criticize the prej-
udices of academic socialism, comes very close to resorting to this
argument.3 It is completely in accord with the etatist thinking prevalent

1. Cf. Hilferding, “Böhm-Bawerk’s Marx-Kritik,” Marx-Studien (Vienna, 1904), I, 61.
2. Cf. Bucharin, Die politische Ökonomie des Rentners (Berlin, 1926), p. 27.
3. Adolf Weber, Allgemeine Volkswirtschaftslehre (Munich and Leipzig, 1928), p. 211. The passage
referred to is no longer contained in the most recent (fourth) edition of this well-known textbook.
That this refusal to admit economic theory into the universities has not led to satisfactory results
in actual “practice” may be seen from the address of Dr. Bücher to the Frankfurt conference on
the National Federation of German industry. Bücher objected that in the universities of Germany
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everywhere today to consider a theory to be finally disposed of merely
because the authorities who control appointments to academic posi-
tions want to know nothing of it, and to see the criterion of truth in
the approval of a government office.

No one will argue that views so widespread can simply be passed
over in silence.

1. the problem

Every new theory encounters opposition and rejection at first. The
adherents of the old, accepted doctrine object to the new theory, refuse
it recognition, and declare it to be mistaken. Years, even decades, must
pass before it succeeds in supplanting the old one. A new generation
must grow up before its victory is decisive.

To understand this one must remember that most men are accessible
to new ideas only in their youth. With the progress of age the ability
to welcome them diminishes, and the knowledge acquired earlier turns
into dogma. In addition to this inner resistance, there is also the op-
position that develops out of regard for external considerations. A man’s
prestige suffers when he sees himself obliged to admit that for a long
time he has supported a theory that is now recognized as mistaken.
His vanity is affected when he must concede that others have found
the better theory that he himself was unable to find.4 And in the course
of time the authority of the public institutions of compulsion and co-
ercion, i.e., of state, church, and political parties, has somehow be-
come very much involved with the old theory. These powers, by their
very nature unfriendly to every change, now oppose the new theory
precisely because it is new.

However, when we speak of the opposition that the subjective theory
of value encounters, we have something different in mind from these

economists are being “falsely” educated because “German economics has lost feeling for the
actual problems of the present day and in many ways has given up practical economic thought.”
It has “split itself into highly specialized branches concerned with detailed problems and has lost
sight of the connections between them.” (See the report in the “Frankfurter Zeitung,” September
4, 1927.) This devastating judgment is all the more remarkable as Bücher is, as can be seen from
the other statements in this speech, in economic and political matters thoroughly in accord with
the opponents of laissez faire and the advocates of the “completely organized economy” and
consequently agrees with the interventionist-etatist school of German economists.
4. For a psychoanalytical examination of this stubborn resistance to the acceptance of new knowl-
edge, cf. Jones, On the Psychoanalysis of the Christian Religion (Leipzig, 1928), p. 25.
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obstacles, which every new idea must overcome. The phenomenon
with which we are confronted in this case is not one that touches all
branches of human thought and knowledge. The opposition here is
not mere resistance to the new because it is new. It is of a kind to be
found exclusively in the history of praxeological, and especially of eco-
nomic, thought. It is a case of hostility to science as such—a hostility
that the years have not only not dispelled or weakened, but, on the
contrary, have strengthened.

What is at issue here is not alone the subjective theory of value, but
catallactics in general. This can best be seen from the fact that today
there is no longer a single theory of price determination that opposes
that of subjectivism. Now and then a Marxist party official tries to
defend the labor theory of value. For the rest, no one dares to expound
a doctrine essentially different from the subjective theory. All discus-
sions concerning the theory of price determination are based com-
pletely on the latter theory of value, even if many authors—like Lief-
mann and Cassel, for example—believe that what they are saying is
very different. Today whoever rejects the subjective theory of value also
rejects every economic theory and wants to admit nothing but empir-
icism and history into the scientific treatment of social problems.

It has already been shown in earlier sections of this book what logic
and epistemology have to say about this position. In this section we
shall deal with the psychological roots of the rejection of the subjective
theory of value.

Therefore, we need not consider the hostility that the sciences of
human action encounter from without. There is, to be sure, enough
of such external opposition, but it is scarcely capable of arresting the
progress of scientific thought. One must be very strongly prepossessed
by an etatist bias to believe that the proscription of a doctrine by the
coercive apparatus of the state and the refusal to place its supporters
in positions in the church or in government service could ever do
injury to its development and dissemination in the long run. Even
burning heretics at the stake was unable to block the progress of mod-
ern science. It is a matter of indifference for the fate of the sciences of
human action whether or not they are taught at the tax-supported uni-
versities of Europe or to American college students in the hours not
occupied by sports and amusements. But it has been possible in most
schools to dare to substitute for praxeology and economics subjects
that intentionally avoid all reference to praxeological and economic
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thought only because internal opposition is present to justify this prac-
tice. Whoever wants to examine the external difficulties that beset our
science must first of all concern himself with those which arise from
within.

The results of praxeological and historical investigation encounter
opposition from those who, in the conduct of their discussion, treat all
logic and experience with contempt. This peculiar phenomenon can-
not be explained merely by saying that whoever sacrifices his convic-
tion in favor of views that are popular with the authorities is generally
well rewarded. A scientific investigation may not descend to the low
level at which blind partisan hatred has carried on the struggle against
the science of economics. It may not simply turn against its opponents
the epithets that Marx used when he described the “bourgeois, vulgar”
economists as villainous literary hirelings. (In doing so, he liked to use
the word “sycophant,” which he apparently altogether misunderstood.)
Nor may it adopt the bellicose tactics with which the German aca-
demic socialists seek to suppress all opponents.5 Even if one were to
consider oneself justified in denying the intellectual honesty of all
those opposed to the subjective theory of price determination, there
would still be the question why public opinion tolerates and accepts
such spokesmen and does not follow the true prophets rather than the
false.6

2. the hypothesis of marxism and the sociology of

knowledge

Let us consider first the doctrine which teaches that thought is depen-
dent upon the class of the thinker.

According to the Marxian view, in the period between the tribal
society of the golden age of times immemorial and the transformation
of capitalism into the communist paradise of the future, human society
is organized into classes whose interests stand in irreconcilable oppo-
sition. The class situation—the social existence—of an individual de-
termines his thought. Therefore, thinking produces theories that cor-
respond to the class interests of the thinker. These theories form the

5. Cf. the description of these methods by Pohle, Die gegenwärtige Krisis in der deutschen Volks-
wirtschaftslehre (2nd ed.; Leipzig, 1921), pp. 116 ff.
6. The opposition of which we speak is not confined to one country only; it is likewise to be
found in the United States and England, though not perhaps as strong as in Germany and Italy.
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“ideological superstructure” of class interests. They are apologies for
the latter and serve to cover up their nakedness. Subjectively, the in-
dividual thinker may be honest. However, it is not possible for him to
pass beyond the limitations imposed on his thinking by his class situ-
ation. He is able to reveal and unmask the ideologies of other classes,
but he remains throughout his life biased in favor of the ideology that
his own class interests dictate.

In the volumes that have been written in defense of this thesis the
question is—characteristically—almost never raised whether there is
any truth in the supposition that society is divided into classes whose
interests stand in irreconcilable conflict.7 For Marx the case was ob-
vious. In Ricardo’s system of catallactics he found, or at least believed
that he had found, the doctrine of the organization of society into
classes and of the conflict of classes. Today, Ricardo’s theories of value,
price determination, and distribution have long since been outmoded,
and the subjective theory of distribution offers not the slightest basis
of support for a doctrine of implacable class conflict. One can no
longer cling to such a notion once one has grasped the significance of
marginal productivity for income determination.

But since Marxism and the sociology of knowledge see in the sub-
jective theory of value nothing more than a final ideological attempt
to save capitalism, we wish to limit ourselves to an immanent critique
of their theses. As Marx himself admits, the proletarian has not only
class interests, but other interests that are opposed to them. The Com-
munist Manifesto says: “The organization of the proletarians into a
class and thereby into a political party is repeatedly frustrated by the
competition among the workers themselves.”8 Therefore, it is not true
that the proletarian has only class interests. He also has other interests
that are in conflict with them. Which, then, should he follow? The
Marxist will answer: “Of course, his class interests, for they stand above
all others.” But this is no longer by any means a matter “of course.”
As soon as one admits that action in conformity with other interests is
also possible, the question is not one concerning what “is,” but what
“ought to be.” Marxism does not say of the proletarians that they cannot

7. This is true above all of those who, like the “sociologists of knowledge” and the school of Max
Adler, want to consider Marxism “sociologically,” that is to say, quite apart from all economics.
For them, the irreconcilability of the conflict of class interests is a dogma the truth of which only
the depraved can doubt.
8. Das Kommunistische Manifest (7th authorized German edition, Berlin, 1906), p. 30.
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follow interests other than those of their class. It says to the proletarians:
You are a class and should follow your class interests; become a class
by thinking and acting in conformity with your class interests. But then
it is incumbent upon Marxism to prove that class interests ought to
take precedence over other interests.

Even if we were to assume that society is divided into classes with
conflicting interests and if we were to agree that everyone is morally
obliged to follow his class interests and nothing but his class interests,
the question would still remain: What best serves class interests? This
is the point where “scientific” socialism and the “sociology of knowl-
edge” show their mysticism. They assume without hesitation that what-
ever is demanded by one’s class interests is always immediately evident
and unequivocal.9 The comrade who is of a different opinion can only
be a traitor to his class.

What reply can Marxian socialism make to those who, precisely on
behalf of the proletarians, demand private ownership of the means of
production, and not their socialization? If they are proletarians, this
demand alone is sufficient to brand them as traitors to their class, or,
if they are not proletarians, as class enemies. Or if, finally, the Marxists
do choose to engage in a discussion of the problems, they thereby
abandon their doctrine; for how can one argue with traitors to one’s
class or with class enemies, whose moral inferiority or class situation
makes it impossible for them to comprehend the ideology of the
proletariat?

The historical function of the theory of classes can best be under-
stood when it is compared to the theory of the nationalists. Nationalism
and racism also declare that there are irreconcilable conflicts of inter-
ests—not between classes, of course, but between nations and races—
and that one’s thinking is determined by one’s nationality or race. The
nationalists form “Fatherland” and “National” parties, which boast that
they and they alone pursue the goals that serve the welfare of the nation
and the people. Whoever does not agree with them—whether or not
he belongs to their nationality—is forever after regarded as an enemy
or a traitor. The nationalist refuses to be convinced that the programs
of other parties also seek to serve the interests of the nation and the
people. He cannot believe that the man who wants to live in peace

9. “The individual errs frequently in protecting his interests; a class never errs in the long run,”
says F. Oppenheimer, System der Soziologie (Jena, 1926), II, 559. This is metaphysics, not science.
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with neighboring countries or who advocates free trade rather than
protective tariffs does not make these demands in the interests of a
foreign country, but likewise wishes to act, and thinks he is acting, in
the interests of his own country. The nationalist believes so adamantly
in his own program that he simply cannot conceive how any other
could possibly be in the interests of his nation. Whoever thinks differ-
ently can only be a traitor or a foreign enemy.

Consequently, both doctrines—the Marxian sociology of knowledge
as well as the political theory of nationalism and racism—share the
assumption that the interests of one’s class, nation, or race unequivo-
cally demand a definite course of action and that for the members of
a class or nationality, or for the racially pure, no doubt can arise about
what this should be. An intellectual discussion of the pros and cons of
different party programs seems unthinkable to them. Class member-
ship, nationality, or racial endowment allow the thinker no choice: he
must think in the way his being demands. Of course, such theories are
possible only if one has drawn up beforehand a perfect program, which
it is forbidden even to doubt. Logically and temporally Marx’s accep-
tance of socialism precedes the materialist conception of history, and
the doctrine of militarism and protectionism logically and temporally
precedes the program of the nationalists.

Both theories also arose from the same political situation. No logical
or scientific arguments whatsoever could or can be brought against the
theories of liberalism, which were developed by the philosophers,
economists, and praxeologists of the eighteenth and of the first half of
the nineteenth centuries. Whoever wishes to combat these doctrines
has no other means available than to dethrone logic and science by
attacking their claim to establish universally valid propositions. To the
“absolutism” of their explanations it is countered that they produced
only “bourgeois,” “English,” or “Jewish” science; “proletarian,” “Ger-
man,” or “Aryan” science has arrived at different results. The fact that
the Marxists, from Marx and Dietzgen down to Mannheim, are eager
to assign to their own teachings a special position designed to raise
them above the rank of a mere class theory is inconsistent enough, but
need not be considered here. Instead of refuting theories, one unmasks
their authors and supporters.

What makes this procedure a matter of serious concern is that, if
adhered to in practice, it renders impossible every discussion involving
argument and counterargument. The battle of minds is replaced by
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the examination of opponents’ social, national, or racial backgrounds.
Because of the vagueness of the concepts of class, nation, and race, it
is always possible to conclude such an examination by “unmasking”
one’s opponent. It has gone so far that one acknowledges as comrades,
fellow countrymen, or racial brothers only those who share the ideas
that are alone presumed adequate to such a status. (It is a sign of a
special lack of consistency to appeal to the evidence of the existence
of supporters for one’s ideology who are outside the circle of members
of one’s own class, nation, or race, with such expressions as: “Even
those not of our own class, nation, or race must share our view if they
are enlightened and honest.”) A rule for determining the doctrine that
would be adequate to one’s being is unfortunately not stated, nor, in-
deed, can it ever be stated. A decision by the majority of those belong-
ing to the group is expressly rejected as a criterion.

The three axioms that these antiliberal doctrines all assume are:
1. Mankind is divided into groups whose interests are in irreconcil-

able conflict.
2. Group interests and the course of action that best serves them are

immediately evident to every member of every group.
3. The criterion of the separation into groups is (a) membership in

a class, (b) membership in a nationality, or (c) membership in a race.
The first and the second propositions are common to all these doc-

trines; they are distinguished by the particular meaning that they give
to the third.

It is regrettable that each of these three propositions taken individ-
ually, or the conjunction of all three into one, is completely lacking
in the self-evidence and logical necessity required of axioms. If, un-
fortunately, they are not capable of proof, one cannot simply say that
they do not require proof. For in order to be proved, they would have
to appear as the conclusion of an entire system of praxeology, which
would first need to be drawn up. But how should this be possible when
they logically and temporally precede every thought—at least every
praxeological (the sociologists of knowledge would say “situationally-
determined”)—thought? If a man begins to take these axioms seriously
in his thinking, he will fall into a skepticism far more radical than that
of Pyrrho and Aenesidemus.

But these three axioms form only the presupposition of the theory;
they are not yet the theory itself, and, as we shall see, their enumeration
by no means exhausts all its axiomatic assumptions. According to the
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doctrine of the Marxian sociology of knowledge, to which we return
and which is the only one we wish to consider in the rest of this
discussion, a man’s thought is dependent on his class membership to
such an extent that all the theories which he may arrive at express, not
universally valid truth, as their author imagines, but an ideology that
serves his class interests. However, there can be no doubt that for mem-
bers who want to further the interests of their own class as much as
they can, the knowledge of reality, unclouded by any sort of ideological
error, would be extremely useful. The better they know reality, the
better will they know how to select the means for the promotion of
their class interests. Of course, if knowledge of the truth were to lead
to the conclusion that one’s class interests should be sacrificed for other
values, it could lessen the enthusiasm with which these alleged class
interests are championed, and a false theory that avoided this disad-
vantage would be superior to the true one in tactical value. But once
this possibility has been admitted, the basis of the whole doctrine has
been given up.

Consequently, a class can be aided in its struggles by means of a
false theory only in so far as it weakens the fighting power of opposing
classes. “Bourgeois” economics, for example, helped the bourgeoisie
in the struggle against the precapitalist powers, and then later in its
opposition to the proletariat, in spreading among its opponents the
conviction that the capitalist system must necessarily prevail. Thus we
arrive at the fourth and last of the axiomatic presuppositions of Marx-
ism: The help which a class gets from the fact that its members can
think only in terms of apologetics (ideologies), and not in terms of
correct theories, outweighs the consequent loss to it of whatever ad-
vantages a knowledge of reality unclouded by false ideas might have
afforded it for practical action.

It must be made clear that the doctrine of the dependence of thought
on the class of the thinker is based on all four of these axioms. This
relation of dependence appears as an aid to the class in carrying on
class warfare. That its thinking is not absolutely correct, but condi-
tioned by its class origin, is to be attributed precisely to the fact that
interest points the way for thought. Here we definitely do not in any
way wish to challenge these four axioms, which are generally accepted
without proof for the very reason that they cannot be proved. Our
critique has to do only with answering the question whether a class
theory can be used in unmasking modern economics as the class ide-
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ology of the bourgeoisie, and we must attempt to solve this problem
immanently.

In spite of everything that has been said, one may still perhaps main-
tain the fourth of the axioms set forth above, according to which it is
more advantageous for a class to cling to a doctrine that distorts reality
than to comprehend the state of affairs correctly and to act accordingly.
But at best this can hold true only for the time during which the other
classes do not yet possess theories adequate to their own social exis-
tence. For later, the class that adjusts its action to the correct theory
will doubtless be superior to the classes that take a false—albeit sub-
jectively honest—theory as a basis for action; and the advantage that
the class-conditioned theory formerly afforded, in that it weakened the
opposition of enemy classes, would now no longer obtain, since the
latter would have already emancipated their thinking from that of other
classes.

Let us apply this to our problem. Marxists and sociologists of knowl-
edge call modern subjectivist economics “bourgeois” science, a last
hopeless endeavor to save capitalism. When this reproach was directed
against classical economics and its immediate successors, there was a
grain of truth in it. At that time, when there was not yet a proletarian
economics, it might be thought that the bourgeoisie could, by means
of its science, hinder the awakening of the proletariat to class con-
sciousness. But now “proletarian” science has entered the scene, and
the proletariat has become class-conscious. It is now too late for the
bourgeoisie to try anew to formulate an apologetic, to construct a new
bourgeois science, to develop a new “ideology.” All attempts to destroy
the class consciousness of the proletarian, who can no longer think
otherwise than in conformity with his class, can redound only to the
detriment of those who would undertake them. Today the bourgeoisie
could do nothing but harm to its own interests if it were to endeavor
to concoct a new class ideology. The classes opposed to it could no
longer be brought under the influence of such a doctrine. But because
the action of the bourgeoisie would itself be determined by this false
theory, the latter would necessarily endanger the outcome of the strug-
gle against the proletariat. If it is class interest that determines thought,
then today the bourgeoisie has need of a theory that expresses reality
without contamination by false ideas.

Therefore, one could say to the Marxists and the sociologists of
knowledge, if one wanted, in turn, to take one’s stand on one’s own
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viewpoint: Until the appearance of Karl Marx, the bourgeoisie fought
with an “ideology,” viz., the system of the classical and “vulgar” econ-
omists. But when, with the appearance of the first volume of Capital
(1867), the proletariat was provided with a doctrine corresponding to
its social existence, the bourgeoisie changed its tactics. An “ideology”
could henceforth no longer be useful to it, since the proletariat, awak-
ened to consciousness of its social existence as a class, could no longer
be seduced and lulled to sleep by an ideology. Now the bourgeoisie
needed a theory that, dispassionately viewing the true state of affairs
and free from every ideological coloration, offered it the possibility of
always availing itself of the most suitable means in the great decisive
battle of the classes. Quickly the old economics was given up; and
since 1870, first by Jevons, Menger, and Walras, and then by Böhm-
Bawerk, Clark, and Pareto, the new, correct theory has been developed
as now required by the changed class situation of the bourgeoisie. For
it has become apparent that in this stage of its struggle against an
already class-conscious proletariat the doctrine adequate to the exis-
tence of the bourgeoisie as a class, that is, best serving its class interests,
is not an “ideology,” but knowledge of the absolute truth.

Thus, with Marxism and the sociology of knowledge you can prove
everything and nothing.

3. the role of resentment

In his De officiis Cicero prescribed a code of social respectability and
propriety that faithfully reflects the conceptions of gentility and merit
that have prevailed in western civilization through the centuries. Cic-
ero presented nothing new in this work, nor did he intend to. He
availed himself of older, Greek standards. And the views that he ex-
pounded corresponded completely to those that had been generally
accepted for centuries both in the Greek and Hellenistic world and in
republican Rome. The Roman republic gave way to the empire; Rome’s
gods, to the Christian God. The Roman empire collapsed, and out of
the storms created by the migration of entire populations a new Europe
arose. Papacy and empire plunged from their heights, and other powers
took their place. But the position of Cicero’s standard of merit re-
mained unshaken. Voltaire called the De officiis the most useful hand-
book of ethics,10 and Frederick the Great considered it the best work

10. Zielinski, Cicero im Wandel der Jahrhunderts (4th ed.; Leipzig, 1929), p. 246.
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in the field of moral philosophy that had ever been or ever would be
written.11

Through all the changes in the prevailing system of social stratifi-
cation, moral philosophers continued to hold fast to the fundamental
idea of Cicero’s doctrine that making money is degrading. It expressed
the convictions of the great aristocratic landowners, princely courtiers,
officers of the army, and government officials. It was also the view of
the literati, whether they lived as paupers at the court of a great lord
or were permitted to work in security as the beneficiaries of ecclesi-
astical prebends. The secularization of the universities and the trans-
formation of the precarious posts of the court literati into publicly
supported sinecures served only to aggravate the distrust that the in-
tellectual who was paid a salary for his work as a teacher, scholar, or
author felt toward the independent scholar, who had to support himself
on the generally meager proceeds from his writings or by some other
activity. Set apart by their position in the hierarchy of church, public
office, and military service, they looked down with contempt upon the
businessman, who serves Mammon. In this respect they took the view
common to all who by virtue of an income derived from taxes are
relieved of the necessity of earning a living on the market. This con-
tempt turned to gnawing rancor when, with the spread of capitalism,
entrepreneurs began to rise to great wealth and thus to high popular
esteem. It would be a grievous error to assume that the hostility felt
toward entrepreneurs and capitalists, toward wealth and quite espe-
cially toward newly acquired wealth, toward money-making and in
particular toward business and speculation, which today dominates our
entire public life, politics, and literature stems from the sentiments of
the masses. It springs directly from the views held in the circles of the
educated classes who were in public service and enjoyed a fixed salary
and a politically recognized status. This resentment is, accordingly, all
the stronger in a nation the more docilely it allows itself to be led by
the authorities and their functionaries. It is stronger in Prussia and
Austria than in England and France; it is less strong in the United
States and weakest in the British dominions.

The very fact that many of these people in government service are
related to businessmen by blood or marriage or are closely connected
with them by school ties and social acquaintance exacerbates still fur-
ther these sentiments of envy and rancor. The feeling that they are in

11. Ibid., p. 248.
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many ways beneath the contemptible businessman brings about infe-
riority complexes that only intensify the resentment of those removed
from the market. Standards of ethical merit are fashioned not by the
active man of affairs, but by the writer who lives procul negotiis. A
system of ethics whose authors are to be found in the circles of priests,
bureaucrats, professors, and officers of the army expresses only disgust
and contempt for entrepreneurs, capitalists, and speculators.

And now these educated classes, filled with envy and hatred, are
presented with a theory that explains the phenomena of the market in
a manner deliberately neutral with regard to all value judgments. Price
rises, increases in the rate of interest, and wage reductions, which were
formerly attributed to the greed and heartlessness of the rich, are now
traced back by this theory to quite natural reactions of the market to
changes in supply and demand. Moreover, it shows that the division
of labor in the social order based on private property would be utterly
impossible without these adjustments by the market. What was con-
demned as a moral injustice—indeed, as a punishable offense—is here
looked upon as, so to speak, a natural occurrence. Capitalists, entre-
preneurs, and speculators no longer appear as parasites and exploiters,
but as members of the system of social organization whose function is
absolutely indispensable. The application of pseudomoral standards to
market phenomena loses every semblance of justification. The con-
cepts of usury, profiteering, and exploitation are stripped of their eth-
ical import and thus become absolutely meaningless. And, finally, the
science of economics proves with cold, irrefutable logic that the ideals
of those who condemn making a living on the market are quite vain,
that the socialist organization of society is unrealizable, that the inter-
ventionist social order is nonsensical and contrary to the ends at which
it aims, and that therefore the market economy is the only feasible
system of social cooperation. It is not surprising that in the circles
whose ethics culminate in the condemnation of all market activity
these teachings encounter vehement opposition.

Economics refuted the belief that prosperity is to be expected from
the abolition of private property and the market economy. It proved
that the omnipotence of the authorities, from whom wonders had been
hoped for, is a delusion and that the man who undertakes to organize
social cooperation, the qw÷ on politixón, as well as the homo faber, who
directs organic and inorganic nature in the process of production, can-
not go beyond certain limits. This too had to appear to the servitors of



freedom and necessity � 179

the apparatus of violence, both those in the imperium and those in the
magisterium, as a lowering of their personal prestige. They considered
themselves as demigods who make history, or at least as the assistants
of these demigods. Now they were to be nothing but the executors of
an unalterable necessity. Just as the deterministic theories, entirely
apart from the condemnation they received from the ecclesiastical au-
thorities on dogmatic grounds, encountered the inner opposition of
those who believed themselves to be possessed of free will, so these
theories too met with resistance on the part of rulers and their retinue,
who felt free in the exercise of their political power.

No one can escape the influence of a prevailing ideology. Even the
entrepreneurs and capitalists have fallen under the sway of ethical ideas
that condemn their activities. It is with a bad conscience that they try
to ward off the economic demands derived from the ethical principles
of the public functionary. The suspicion with which they regard all
theories that view the phenomena of the market without ethical judg-
ment is no less than that felt by all other groups. The sense of inferiority
that arouses their conscience to the feeling that their acts are immoral
is all too often more than compensated by exaggerated forms of anti-
chrematistic ethics. The interest that millionaires and the sons and
daughters of millionaires have taken in the formation and leadership
of socialist workers’ parties is an obvious case in point. But even outside
of the socialist parties we encounter the same phenomenon. In the last
analysis is it not the result of the efforts and activities of two entrepre-
neurs, Ernst Abbe and Walter Rathenau, that the intellectual leaders
of the German people condemn the social order based on private own-
ership of the means of production?

4. freedom and necessity

The ultimate statement that the theory of knowledge can make without
leaving the solid ground of science and engaging in vague speculations
on fruitless metaphysical concepts is: Changes in what is given, as far
as our experience is concerned, take place in a way that allows us to
perceive in the course of things the rule of universal laws that permit
of no exception.

We are not capable of conceiving of a world in which things would
not run their course “according to eternal, pitiless, grand laws.” But
this much is clear to us: In a world so constituted, human thought and
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“rational” human action would not be possible. And therefore in such
a world there could be neither human beings nor logical thought.

Consequently, the conformity of the phenomena of the world to
natural law must appear to us as the foundation of our human exis-
tence, as the ultimate basis of our being human. Thinking about it
cannot fill us with fear, but, on the contrary, must comfort us and give
us a feeling of security. We are able to act at all—that is to say, we have
the power to order our conduct in such a way that the ends we desire
can be attained—only because the phenomena of the world are gov-
erned not by arbitrariness, but by laws that we have the capacity to
know something about. If it were otherwise, we should be completely
at the mercy of forces that we should be unable to understand.

We can comprehend only the laws that are revealed in the changes
in the given. The given itself always remains inexplicable to us. Our
action must accept the given as it is. However, even knowledge of the
laws of nature does not make action free. It is never able to attain more
than definite, limited ends. It can never go beyond the insurmountable
barriers set for it. And even within the sphere allowed to it, it must
always reckon with the inroads of uncontrollable forces, with fate.

Here we encounter a peculiar psychological fact. We quarrel less
with the unknown that comes upon us in the form of fate than with
the result of the operation of the laws we have comprehended. For the
unknown is also the unexpected. We cannot see its approach. We do
not apprehend it until it has already taken place. Whatever follows
from a known law we can foresee and expect. If it is inimical to our
wishes, there is sheer torment in waiting for the approaching disaster
that we cannot avoid. It becomes unbearable to think that the law is
inexorable and makes no exceptions. We build our hopes on the mir-
acle that this time, this one time, the law, contrary to all expectations,
might not hold true. Faith in a miracle becomes our sole comfort.
With it we resist the harshness of natural law and silence the voice of
our reason. We expect a miracle to turn aside the foreseen course of
events, which we find disagreeable.

It was thought that in the field of human conduct, and accordingly
in that of society, men are free from the pitiless inexorability and rigor
of law, which our thought and action had long since been compelled
to recognize in “nature.” Since the eighteenth century the science of
praxeology, and especially its hitherto most highly developed branch,
economics, has enabled “law” to be apprehended in this realm too.
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Before the dawn of the realization that the phenomena of nature con-
form to laws, men felt themselves to be dependent upon superhuman
beings. At first these deities were thought to possess complete free will;
that is, they were believed to be raised above all bounds in their acts
of commission and omission. Later they were thought to be at least
sovereigns who in individual cases are capable of decreeing exceptions
to the otherwise universal law. Likewise in the domain of social rela-
tions, until that time men were aware of nothing but dependence on
authorities and autocrats whose power over others seemed boundless.
Everything and anything could be expected from these great and noble
beings. In good as well as in evil they were bound by no earthly limi-
tations. And one liked to hope that their consciences, mindful of re-
taliation in the life to come, would most often restrain them from
misusing their power for evil purposes. This whole way of thinking was
violently shaken in a twofold way by the individualist and nominalist
social philosophy of the Enlightenment. The Enlightenment disclosed
the ideological12 basis of all social power. And it showed that every
power is limited in its effect by the fact that all social phenomena
conform to law.

The opposition to these teachings was even stronger than the resis-
tance to the doctrine of the subjection of nature to law. Just as the
masses want to know nothing of the inexorable rigor of the laws of
nature and substitute for the God of the theists and the deists, who is
subject to law, the free ruling divinity from whom mercy and miracles
are to be eagerly expected, so they do not allow themselves to be de-
prived of faith in the boundless omnipotence of the social authorities.
As even the philosopher catches himself hoping for a miracle when
he is in distress, dissatisfaction with his social position leads him to
long for a reform that, restrained by no barriers, could accomplish
everything.

Nevertheless, knowledge about the inexorability of the laws of nature
has so long since forced its way into the mind of the public—at least
of the educated public—that people see in the theories of natural sci-
ence a means by which they can attain ends that would otherwise
remain unattainable. But, in addition, the educated classes are pos-
sessed by the idea that in the social domain anything can be accom-

12. The expression “ideological” is used here not in the Marxist sense or in that in which it is
understood by the sociologists of knowledge, but in its scientific meaning.



182 � the psychological basis of the opposition to economic theory

plished if only one applies enough force and is sufficiently resolute.
Consequently, they see in the teachings of the sciences of human
action only the depressing message that much of what they desire can-
not be attained. The natural sciences, it is said, show what could be
done and how it could be done, whereas praxeology shows only what
cannot be done and why it cannot be done. Engineering, which is
based on the natural sciences, is everywhere highly praised. The eco-
nomic and political teachings of liberalism are rejected, and catallac-
tics, on which they are based, is branded the dismal science.

Scarcely anyone interests himself in social problems without being
led to do so by the desire to see reforms enacted. In almost all cases,
before anyone begins to study the science, he has already decided on
definite reforms that he wants to put through. Only a few have the
strength to accept the knowledge that these reforms are impracticable
and to draw all the inferences from it. Most men endure the sacrifice
of the intellect more easily than the sacrifice of their daydreams. They
cannot bear that their utopias should run aground on the unalterable
necessities of human existence. What they yearn for is another reality
different from the one given in this world. They long for the “leap of
humanity out of the realm of necessity and into the realm of free-
dom.”13 They wish to be free of a universe of whose order they do not
approve.

Conclusion

The romantic revolt against logic and science does not limit itself to
the sphere of social phenomena and the sciences of human action. It
is a revolt against our entire culture and civilization. Both Spann and
Sombart demand the renunciation of scientific knowledge and the
return to the faith and the bucolic conditions of the Middle Ages, and
all Germans who are not in the Marxist camp joyfully agree with them.
The Marxists, however, are eager in this regard to transform their once
sober “scientific” socialism into a romantic and sentimental socialism
more pleasing to the masses.

13. Engels, Herrn Eugen Dührings Umwälzung der Wissenschaft (7th ed.; Stuttgart, 1910), p. 306.
[English translation, Herr Eugen Dühring’s Revolution in Science, trans. Emile Burns (New York:
International Publishers, 1939) p. 312.—Ed.]
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Science is reproached for addressing only the intellect while leaving
the heart empty and unsatisfied. It is hard and cold where warmth is
required. It furnishes theories and techniques where consolation and
understanding are sought. Yet it cannot be argued that the satisfaction
of religious and metaphysical needs is the task of science. Science
cannot go beyond its own sphere. It must limit itself to the develop-
ment of our system of knowledge and with its help undertake the log-
ical elaboration of experience. In this way it lays the foundations on
which scientific technology—and all politics in so far as it is the tech-
nology of the domain of social phenomena comes under this head—
constructs its system. In no way does science have to concern itself
with faith and peace of soul. The attempts to establish metaphysics
scientifically or to produce a kind of substitute for religion by means
of “ethical” ceremonies copied from religious worship have nothing
whatever to do with science. Science in no way deals with the tran-
scendent, with what is inaccessible to thought and experience. It can
express neither a favorable nor an unfavorable opinion about doctrines
that concern only the sphere of the metaphysical.

A conflict between faith and knowledge develops only when religion
and metaphysics pass beyond their proper domains and challenge sci-
ence in its own realm. They do so partly out of the necessity of de-
fending dogma that is not compatible with the state of scientific knowl-
edge, but more often in order to attack the application of science to
life if this does not conform to the conduct that they prescribe. It is
not difficult to understand why, under such conditions, subjectivist
economics is most vehemently attacked.

We should not deceive ourselves about the fact that today not only
the masses, but also the educated public—those who are called intel-
lectuals—are not to be found on the side of science in this controversy.
For many this position may be a heartfelt necessity. However, a great
many others justify their taking this point of view by arguing that it
represents the “wave of the future,” that one cannot cut oneself off
from what the masses most passionately desire, that the intellect must
humbly bow before instinct and the simplicity of religious emotion.
Thus the intellectual voluntarily steps aside. Full of self-abnegation,
he renounces his role as a leader and becomes one of the led. This
reversal of roles on the part of those who regard themselves as the
bearers of culture has been by far the most important historical oc-
currence of the last decades. It is with horror that we now witness the
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maturation of the fruits of the policy that results from this abdication
of the intellect.

In all ages the pioneer in scientific thought has been a solitary
thinker. But never has the position of the scientist been more solitary
than in the field of modern economics. The fate of mankind—progress
on the road that western civilization has taken for thousands of years,
or a rapid plunge into a chaos from which there is no way out, from
which no new life as we know it will ever develop—depends on
whether this condition persists.



chapter 7

The Controversy Over the Theory of Value1

We meet here to discuss a question of economic theory. But first of all
we must be in agreement on two principles. Otherwise, every attempt
at mutual understanding would be hopeless from the very outset.

Following in the footsteps of Kant, we must reject the common
saying: “That may be true in theory, but not in practice.” Though I do
not think this point needs any further elaboration, I mention it nev-
ertheless because at the last plenary meeting of our society the term
“theorist” was used by one of the speakers with a trace of scorn, without
immediately arousing disagreement.

For us to be able to have any discussion at all, it is far more important
that we also acknowledge a principle that Kant, to be sure, did not
explicitly state, but, like all his forerunners, implicitly assumed. We
must take it for granted that the logical structure of human thought is
immutable throughout the whole course of time and is the same for
all races, nations, and classes. We know very well that the majority of
the German people—and even most educated Germans—do not share
this point of view. Indeed, I believe one might also say that most stu-
dents of economics at the universities today hear lectures in which this
idea is rejected. If we wish to study praxeology and economics, we
cannot avoid dealing with doctrines which assert that temporal, racial,
or “class” factors determine abstract thought. However, the discussion
of such ideas can be meaningful only for those of us who assume that
logic and thought are independent of time, race, nationality, and class.
We who hold this view can attempt to carry to their ultimate conclu-
sions and examine the validity of the objections of those who say that
thought is conditioned by the thinker’s social existence. But those who

1. Speech delivered in introduction to the discussion of the problem of the theory of value,
September 30, 1932, at Dresden, before the panel on theory of the Verein für Sozialpolitik.
(Schriften des Vereins für Sozialpolitik, Vol. CLXXXIII, Part II.)
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maintain such doctrines may not, and indeed cannot, argue with us
about our criticisms of them without at the same time giving up their
own point of view.

This is no less true of epistemological discussions concerning the
foundations of praxeological knowledge than it is of the discussion of
the particular problems of our science. Yet we do want to deal with
science, not with subjective value judgments; with questions of cog-
nition, not of volition; with what is, not with what ought to be. If we
wish to discuss the theory of value, we cannot do so in a manner that
allows everyone to justify his position by appealing to considerations
of nation, race, or class. And we certainly cannot tolerate reproaches
that make reference to the class or racial determination of the opposing
point of view, like the familiar characterization of Böhm-Bawerk’s the-
ory of interest as the theory of the Phaeacian city of Vienna, or of the
subjective theory of value as the political economy of the rentier. Let
the Marxist, if he can, “unmask” Böhm-Bawerk as the representative
of “students snatching at amusement” and of “officers, resplendent,
but always suffering from a lack of money.”2 But then let him tell his
discovery to those whom he considers the comrades of his class, not
to us, who in his eyes are only playboys. Phaeacians, and rentiers, or
perhaps even worse.

A Marxist—and I understand by this term not only the members of
a political party that swears by Marx, but all who appeal to Marx in
their thinking concerning the sciences of human action—who con-
descends to discuss a scientific problem with people who are not com-
rades of his own class has given up the first and most important prin-
ciple of his theory. If thought is conditioned by the thinker’s social
existence, how can he understand me and how can I understand him?
If there is a “bourgeois” logic and a “proletarian” logic, how am I, the
“bourgeois,” to come to an understanding with him, the “proletarian”?
Whoever takes the Marxist point of view seriously must advocate a
complete division between “bourgeois” and “proletarian” science; and
the same is also true, mutatis mutandis,3 of the view of those who regard
thought as determined by the race or the nationality of the thinker.
The Marxist cannot be satisfied with separating classes in athletic con-
tests, with a “bourgeois” and a “proletarian” olympics. He must de-
mand this separation above all in scientific discussion.

2. Cf. Totomianz, Geschichte der Nationalökonomie und des Sozialismus (2nd ed.; Berlin, 1929),
p. 132.
3. [necessary changes having been made.—Ed.]
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The fruitlessness of many of the debates that were conducted here
in the Verein für Sozialpolitik as well as in the Gesellschaft für So-
ziologie are to be attributed more than anything else to the neglect of
this principle. In my opinion, the position of dogmatic Marxism is
wrong, but that of the Marxist who engages in discussions with repre-
sentatives of what he calls “bourgeois science” is confused. The con-
sistent Marxist does not seek to refute opponents whom he calls “bour-
geois.” He seeks to destroy them physically and morally.

The Marxist oversteps the bounds that he himself sets up by his
avowal of Marxism if he wishes to take part in our discussion without
first making sure that we are all comrades of his own class. The heart
of Marxism is the doctrine that thought is determined by one’s class.
One cannot simply forget about this doctrine for the time being, to
make use of it only occasionally when needed or to suit one’s conve-
nience. Without the materialist conception of history Marxist econom-
ics would be nothing but a garbled Ricardianism. Of course, no one
will deny that we would have to come to grips with Ricardo’s ideas if
defenders of his labor theory of value were to appear here.

It is certainly not the purpose of a discussion such as ours to mini-
mize or veil in any way the difference that exists between our points
of view. At political rallies it may seem desirable to make the opposition
between different schools of thought appear as slight as possible. The
purpose of such tactics, to bring about a resolution for united action,
can be achieved only when all are finally in agreement. Our purpose,
however, is not action, but cognition. And cognition is furthered only
by clarity and distinctness, never by compromises. We must endeavor
to bring what divides us as sharply into relief as possible.

As soon as we do this we shall arrive at a very important result. We
shall discover that in the province we are dealing with here today there
are and must be far fewer positions than there are labels and parties.

The task we have set for ourselves is the explanation of the phenom-
ena of the market. We wish to investigate the laws that determine the
formation of the exchange ratios of goods and services, i.e., of prices,
wages, and interest rates. I know very well that even this has been
challenged. The Historical School believes that there can be no uni-
versally valid economic laws and that it is therefore foolish to search
for them. Prices, it is said, are determined not by “economic laws,” but
by the “conditions of social power.”

It is clear that even this point of view must be analyzed if one wishes
to pursue economics at all. And we are all acquainted with the im-
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mortal, masterful works of Menger, Böhm-Bawerk, and others in which
such an analysis has been attempted. However, one cannot deal with
all scientific problems at the same time. We took up this denial of the
possibility of economic science at the conference at Würzburg. This
question should not be considered here today if our discussion is not
to wander off the topic we have agreed on.

This topic is the theory of the market. And the point at which we
must begin is the question: Are we obliged to construct a special theory
of value as the foundation of the theory of price determination?

In the theory of value we attempt to trace back the formation of
prices to factors that are operative not only in a society acquainted with
private property, and consequently with the market, but in every con-
ceivable society, even in the self-sufficient economy in which there is
no interpersonal exchange, such as the economy of the isolated house-
hold, on the one hand, and the economy of a socialist community, on
the other. We shall not go into the question of whether these two types
of economies—the isolated self-sufficient economy and the socialist
collective economy—are merely imaginary constructions, or whether
they are also historically realizable. Cassel has misunderstood the pur-
port of this procedure in supposing that it is used with the intention
of studying primitive society as the simplest case of economic action
in order to be able to proceed from there—in Cassel’s opinion, de-
ceitfully—to the study of a money economy, which is regarded as more
complicated.4 By means of this imaginary construction we want to
study not the simplest or the most primitive, but the most general case,
and not so much in order to proceed to the historically later and more
complicated, but to the more special cases. And we do not want to
assume the existence and the use of money, as Cassel does. On the
contrary, we want to comprehend and deduce the function of money
from the more general case of an economy without money.

Catallactics has accomplished its task only when it has succeeded
in this process of generalization, only when it has traced the formation
of prices back to the point where acting man makes his choice and
pronounces his decision: I prefer A to B.

However, economics also stops here. It does not go further back. It
does not inquire into what lies behind the decisions of acting men,
why they act precisely in the way they do and not otherwise. This self-

4. Cf. Cassel, Grundgedanken der theoretischen Ökonomie (Leipzig, 1926), p. 27.
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limitation on the part of economics is not arbitrary. It finds its justifi-
cation in the fact that the motives that actuate men are of no signifi-
cance for the formation of prices. It is without importance whether the
demand for weapons on the market comes from men who are on the
side of law and order or from criminals and revolutionists. What is
alone decisive is that a demand exists in a definite volume. Economics
is distinguished from psychology by the fact that it considers action
alone and that the psychic events that have led to an action are without
importance for it.

It has been repeatedly pointed out that the term “value” is ambig-
uous. No one will choose to dispute this, and no one ever has disputed
it. Every economist who wants to make use of this term has striven
above all to eliminate the ambiguity of the word “value” by means of
a strict definition designed to meet the requirements of scientific work.
The assertion that modern economics has not undertaken to do this
with all necessary rigor is to be emphatically denied. Cassel is quite
wrong as far as scientific literature is concerned in maintaining that
the notions of “use value” and “exchange value” sufficiently attest to
the ambiguity of the concept of “value.”5 At least since the middle of
the eighteenth century—and therefore as long as there has been any
economics at all—economists have sharply distinguished between these
two concepts. A difference of opinion concerning their significance
for the explanation of the phenomena of the market has nothing to do
with the alleged ambiguity of the idea of value. It is impermissible to
declare that modern economics has not forged its concept of value
with full clarity. One must ask Cassel, Gottl, and all the others to prove
their charges by means of a thoroughgoing critique of the modern
authors.

Unfortunately, the point must be made again and again that the
greater part of the repeated criticism of the modern theory of value is
based on gross misunderstanding or refers to difficulties that belong to
an older stage in the development of the theory and that have long
since been overcome. The science of the last forty years may not simply
be ignored. Today one may no longer be satisfied with a cursory con-
sideration of Menger and Böhm-Bawerk; one must also be familiar with
Pareto and have read Čuhel and Strigl, not to mention the most recent
works in this field. Cassel’s criticism of a few peculiarities in Menger’s

5. Cf. Cassel, ibid., p. 24.
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and Böhm-Bawerk’s presentation (which he made thirty-three years
ago)6 was justified in many respects, even if his positive arguments were
completely erroneous. However, Cassel is wrong in thinking that his
criticism refers not only to the form of presentation, but also to the
substance of the theory. And it is unpardonable that even today he
clings to his errors and ignores the scientific literature of the last gen-
eration as well. Everything that Cassel has to say about the problem of
the measurement of value is untenable because it does not take into
consideration the accomplishments of the last decades.

The most recent and most vehement criticism of the subjective the-
ory of value comes from universalism. Spann maintains that the con-
duct of a household can change only “if production, payments, trans-
portation, consumption, etc. have changed beforehand; in other words,
only if the collective whole of the economy (taken in its strict sense)
has first undergone a change.” Therefore, no individual member can
be conceived as an independent variable.7 Daily experience contradicts
this idea. When I change the habitual course of my conduct and begin
to consume less meat, for example, and more vegetables, this must
affect the market. The change originates in me and is not predicated
on the supposition that consumption has previously changed. Indeed,
the change in consumption consists precisely in the fact that I change
my own consumption. That this is noticeable on the market only when
not just one man changes his habits of consumption, but many, is a
quantitative question that has nothing to do with the main problem.
Equally irrelevant in this regard are general changes in consumption
that have a common cause—e.g., a shift from the consumption of meat
to the consumption of vegetables that may be caused by a change in
the prevailing views concerning the physiology of nutrition. These
changes concern motives, and we have already said why motives are
of no concern to us.

What Spann expressly designates as the most important objections
of universalism—the rejection of the assumption of the quantitative
ascertainability of changes, the measurability of wants, and the quan-
tification of value—can certainly not be cited as arguments against the

6. Cf. Cassel, “Grundriss einer elementaren Preislehre,” Zeitschrift für die gesamte Staatswissen-
schaft (1889).
7. Cf. Spann’s contribution to Vol. CLXXXIII, Part I, p. 204, of the periodical of the Verein für
Sozialpolitik. The contributions to this volume will hereafter be quoted as Schriftenband, with
the page number.
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subjective theory of value. For the starting point of the latter—which
Spann, following the arguments of Čuhel and Pareto on this point,
accepts when he speaks of the order of rank—is precisely the fact that
values are not measured, but graded. No doubt there are unique and
nonrepeatable actions, but we may not so far disregard the facts that
can be established in human experience as to assert that every action
is unique and nonrepeatable and of a special character.8 What we
actually can observe is that certain actions are regarded as repeatable
and replaceable. Spann thinks that he has proved his point when he
states that an opera by Mozart is certainly more valuable—has a higher
rank—than an opera by Flotow, but that one cannot say that it is ten
and a half times more valuable. It is regrettable that such a gifted
thinker should waste his ingenuity on theories that long before him
had already been criticized and rejected by the founders of the sub-
jective theory of value, and it is equally deplorable that thus far he has
not seen fit to concern himself with the literature on that theory that
has been published in the last forty years.

All the objections that Spann is able to advance against the subjec-
tive theory of value disintegrate when they are confronted with the
simple fact that in life men again and again have to choose between
various possibilities. The distinction in rank of which Spann speaks
manifests itself precisely in the fact that a man prefers a concrete A to
a concrete B, and nothing else. The market price comes into being as
a result of such decisions on the part of men making exchanges on the
market. If catallactics begins with the act of choice, it takes as its start-
ing point a fact whose existence can be established in a manner that
admits of no doubt—a fact that every human being knows and, because
he himself acts, grasps in its essence. If catallactics were to begin, as
Spann wants it to do, with totalities and imaginary constructions, its
point of departure would be arbitrarily chosen. For totalities and imagi-
nary constructions are not unequivocally precise, recognizable, and
confirmable in such a way that agreement could be reached about
their existence or nonexistence. Totalities and imaginary constructions
are seen very differently by Spann from the way they are viewed by the
Marxists, and Coudenhove-Kalergi certainly does not look upon them
in the same light as Friedrich Naumann did.

Spann, to be sure, considers the concepts of the subjective theory

8. Cf. Spann, Schriftenband, p. 217.
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of value to be arbitrarily chosen—for example, the concept of “quan-
tity.” Only in the figurative sense, he asserts, is there a “quantity.” For
“what unit should be taken? Should the unit be a sack of flour, a bale
of cotton or a gram, one piece or a shock?”9 We need not enter here
into the epistemological question how the concept of “quantity” is to
be formulated. For what is under discussion is not this, but the question
what quantity the theory of the market has to start from. Unfortunately,
Spann did not see that the subjective theory of value answers this
question with the greatest precision. We always have to start from that
quantity which is the object of the definite act of choice we have in
view. I must let the matter rest here with this brief comment because
I do not wish to repeat what I have said about total value in my theory
of money.10

Where Spann is correct he follows the path pointed out by the sub-
jective theory of value that he attacks. Where he opposes the subjective
theory he becomes involved in metaphysical speculations that fre-
quently hinder him even where he is right on his own account—as,
for example, in rejecting the errors of those who want to make eco-
nomics a mathematical science. However, we cannot deal with this
point today. If our present discussion is fruitful and thus proves that
the Verein für Sozialpolitik is an appropriate place to debate economic
problems, then I think there is no other question that so urgently re-
quires investigation as that of the mathematical method. But one can-
not dispose of this subject in a cursory way. One must devote thorough
preparation to its treatment and make sufficient time available for its
discussion.11

Unfortunately, we shall never be able to reach an understanding
with Spann because the goal of his work is different from ours. It is
not his purpose to understand and explain things as they are. Instead,
his object is to determine the correct, and, following from this, the just
price.12 He sees the failure of the old doctrines precisely in the fact
that they do not aim at this goal and therefore cannot attain it. Our
object is to comprehend things as they are, because we are well aware
that this is the only task that science is capable of undertaking and the
only matter about which agreement can be reached. Spann’s object is

9. Spann, Schriftenband, p. 222.
10. Cf. my Theory of Money and Credit, pp. 45–47.
11. Concerning the mathematical method, cf. above pp. 109 ff.
12. Cf. Spann, Schriftenband, p. 250.
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to comprehend what ought to be. But if someone is of the opinion
that something else ought to be, the adherent of universalism is help-
less and can only repeat over and over again: I, however, consider my
opinion right and wish to regard my solutions as just. All that univer-
salism can say to its opponents is: You are simply inferior, and your
inferiority makes it impossible for you to know what is true and what
is just, as I, who am more meritorious, do. It is obvious that with such
a deep-seated difference of viewpoint there can be no fruitful scientific
discussion.

Whoever wishes to form some idea of the importance of the theory
of marginal utility has only to look at any presentation of the theory of
the market in one of the current textbooks on the subject and to try
separating out all the ideas contained in it that we owe to the modern
subjective theory of value. Let him pick up the leading books on busi-
ness management—for example, the works of Schmalenbach—and he
will understand the contribution that subjectivism has made to this
subject. He will have to admit that today there is still only one eco-
nomics. I should like to point out expressly that this is true also of the
German-speaking countries.

For a very long time the solution of the fundamental problem of
catallactics was prevented by the apparent antinomy of value. Not until
this difficulty was overcome could one construct a comprehensive the-
ory of value and price determination that, starting from the action of
the individual, proceeds to the explanation of all the phenomena of
the market. The history of modern economics begins with the reso-
lution of the paradox of value by Menger, Jevons, and Walras. There
is no period in the history of economics more important than the one
in which these thinkers flourished. However, we recognize more clearly
today than was yet possible a generation ago that the work of the clas-
sical economists was not useless and that the substance of what they
accomplished could be incorporated into the modern system. In the
theory of value, the opposition between subjectivism and objectivism,
between utility theory and cost theory, has lost none of its distinctness.
We see it merely in another light since we have understood the proper
place of a modified concept of cost in the whole system of subjectivist
economics.

In the classical doctrine, the theory of money occupies a separate
position. Neither Ricardo nor his successors succeeded in giving an
explanation of the phenomena of the market in which the same prin-



194 � the controversy over the theory of value

ciples used to explain the exchange relationships in direct exchange
could be used to explain money prices. If one starts from a cost theory
like that of the classical economists and accepts the labor theory of
value, one cannot, of course, master the problem of indirect exchange.
In this way the theory of money and credit, and thus also of the trade
cycle, came to assume a strikingly distinctive position in the whole
system of classical economics. The triumph of the subjective theory of
value deprived these theories of their separate position. It succeeded
in developing the theory of indirect exchange in harmony with that of
direct exchange without being compelled to accept the help of hy-
potheses that are not already contained in the fundamental concepts
of its system. With the disappearance of the separate position of the
theory of money and credit, the separate treatment of the theory of the
trade cycle also disappeared. Here too we must again point out that
the subjective theory of value has derived the greatest benefit from the
intellectual heritage left by the classical economists. The modern the-
ory of credit and the modern theory of the trade cycle can truly be
designated as the successors to the currency theory, which, for its part,
is in turn based on the ideas of Ricardo.

Within modern subjectivist economics it has become customary to
distinguish several schools. We usually speak of the Austrian and the
Anglo-American Schools and the School of Lausanne. Morgenstern’s
work,13 which you have before you, has said almost all that is necessary
about the fact that these three schools of thought differ only in their
mode of expressing the same fundamental idea and that they are di-
vided more by their terminology and by peculiarities of presentation
than by the substance of their teachings.

The assertion is repeatedly made that there is not one economics,
but many kinds. Sombart mentions three, and others profess to know
still more. And many go so far as to say that there are as many kinds
of economics as there are economists. This is just as incorrect as Som-
bart’s declaration that economics does not know what its domain is in
the globus intellectualis. On this point, however, there can be no ar-
gument: the problems of catallactics constitute the field of our science.
We are faced with them and we have to solve them. Historicism, to be
sure, disputes this, but only in principle. As soon as it begins to pursue
the study of economic history, it defines its sphere. For out of the entire

13. Cf. Schriftenband, pp. 3 ff.
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range of historical phenomena it takes upon itself the study of catal-
lactic phenomena.

Today we have only one theory for the solution of the problems of
catallactics, even if it makes use of several forms of expression and
appears in different guises. It cannot be denied that there are also
opponents of this theory who reject it or who maintain that they are
able to teach something entirely different from it. The very fact that
distinguished thinkers like Cassel, Otto Conrad, Diehl, Dietzel, Gottl,
Liefmann, Oppenheimer, Spann, and Veblen believe that they must
combat it makes our discussion necessary. Its purpose is the clarifica-
tion of the points we do not agree on by means of their distinct and
precise formulation. We shall not vote at the end of our discussion.
We shall go our separate ways, unconverted even if perhaps not un-
advised. If our conference today and the forthcoming publication of
its proceedings help the younger economists in forming their opinions,
it will have done the most that a conference of this kind can do.

The chairman of the subcommittee assigned to me the task of open-
ing the discussion. I do not consider myself as one who has read a
paper in a seminar. For this reason I shall not present a summary of
the proceedings. To do so would be quite pointless at a conference like
ours. I shall, however, reserve the privilege possessed by everyone pres-
ent to engage in the open discussion, if circumstances permit. I know
quite well that my opening remarks were not neutral and that the
opponents of the subjective theory of value will regard them as partisan.
But perhaps even they will agree with me when I say in conclusion:
Is it not remarkable that this subjective theory of value, which in the
German-speaking countries is condemned and decried as heresy, which
was pronounced dead a thousand times, does not, for all that, cease to
occupy the center of scientific debate? Is it not astonishing that the
ideas of Menger and Jevons still arouse general interest, while all their
contemporaries have long since been forgotten? Does anyone still dare
today to mention in the same breath with Gossen, Menger, or Böhm-
Bawerk the names of those contemporaries who during their lifetimes
were much more famous? We feel it is a treatment thoroughly worthy
of a great subject that today books still appear that are devoted to the
struggle against the teachings of Menger and Böhm-Bawerk. For these
theories, which have again and again been pronounced dead, still live.
And the proof that they do is precisely the fact that they find opponents.
Would we not consider it fighting windmills if someone were to choose
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to devote his efforts to refuting the long-dead theories of the contem-
poraries of these thinkers, who were much more renowned in their
day? If it is true that the importance of an author consists in his effect
on posterity, then the founders of the theory of marginal utility have
attained far greater importance than any other economists of the post-
classical period. Today, whoever attempts to deal with the problems of
economics cannot avoid coming to grips with the much maligned
subjective theory of value. In this sense it can be called the prevailing
theory, in spite of the fact that anyone who acknowledges it in the
German-speaking countries must be prepared to stand a great deal of
hostility and even worse.

The most striking indication of the authority of a doctrine is the fact
that it is the target of many attacks. The Marginal Utility School proves
its sway over men’s minds by freely inviting their criticism.



chapter 8

Inconvertible Capital

1. the influence of the past on production

Suppose that, making use of our entire store of technological skill and
our present-day knowledge of geography, we were to undertake to re-
settle the earth’s surface in such a way that we should afterwards be in
a position to take maximum advantage of the natural distribution of
raw materials. And suppose further that for this purpose the entire
capital wealth of the present were at our disposal in a form that would
allow us to invest it in whatever way was regarded as the most suitable
for the end in view.

In such a case the world would certainly take on an appearance that
would be very considerably different from the one it now presents. Many
areas would be less densely populated; others, in turn, more densely
populated, than they are today. Land that is now cultivated would be
allowed to lie fallow, while other land that today lies fallow would
be farmed. Many mineral deposits that are presently exploited would
be left unused. Factories would exist in fewer number than they do
today and often in different locations. The great trade routes would
follow other courses. In the factories themselves only the most modern
machinery would be employed. Economic and commercial geography
would have to be completely rewritten, and many machines and types
of equipment still used today would remain only in museums.

It has been a repeated subject of criticism that the present actual
state of affairs does not correspond to this ideal picture that we con-
struct with the help of our technological and geographical knowledge.
The fact that production has not been “made completely rational” is
regarded as a sign of backwardness and wastefulness inimical to the
general welfare. The prevailing ideology, which makes capitalism re-
sponsible for all evils, sees in this situation a new argument in favor of
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interventionism and socialism. Everywhere commissions and councils
are set up “for the efficient use of resources.” An abundant literature
occupies itself with questions of “the most efficient utilization of the
factors of production,” and “making the economy rational” has become
one of the most popular clichés of the day. The treatment given this
subject, however, scarcely touches upon the problems involved.

First of all, catallactics must take as the basis of its reasoning the
proposition that only “true capital,” in Clark’s sense, has mobility, but
that individual capital goods do not.1 Capital goods as produced, ma-
terial factors of production are intermediary steps on the way toward a
definite goal—a consumer’s good. If in the course of the period of
production subsequent changes in the entrepreneur’s goals are caused
by a change in the data of the market, the intermediary products al-
ready available cannot always be used for the attainment of the new
goals. This holds true both of goods of fixed and goods of circulating
capital, although in greater measure of the former. Capital has mobility
in so far as it is technologically possible to transfer individual capital
goods from one branch of production to another or to transport them
from one location to another. Where this is not possible, “true capital”
can be shifted from branch to branch or from place to place only by
not being replaced as it is used up and by the production of other
capital goods elsewhere in its stead.

In accordance with the purpose of our investigation, we do not wish
to take up the question of the mobility of goods of circulating capital
any further. And for the time being, in considering the mobility of
fixed capital, we shall disregard the case of a decrease in demand for
the final product. The two questions that concern us are: What con-
sequences are brought about by limitations in the convertibility of fixed
capital in the event of a change in the conditions determining the
location of industries or in the case of technological progress?

First, let us consider the second, simpler case. A new machine, more
efficient than those used previously, comes on the market. Whether or
not the plants equipped with the old, less efficient machines will dis-
card them in spite of the fact that they are still utilizable and replace
them by the new model depends on the degree of the new machine’s
superiority. Only if this superiority is great enough to compensate for
the additional expenditure required is the scrapping of the old equip-

1. Cf. Clark, The Distribution of Wealth (New York, 1908), p. 118.
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ment economically sound. Let p be the price of the new machine, q
the price that can be realized by selling the old machine as scrap iron,
a the cost of producing one unit of product by the old machine, and
b the cost of producing one unit of product by the new machine
without taking into account the costs required for its purchase. Let
us further assume that the advantage of the new machine consists
merely in a better utilization of circulating capital—for example, by
saving labor—and not in manufacturing a greater quantity of products,
and that thus the annual output z remains unchanged. Then the re-
placement of the old machine by the new one is advantageous if the
yield z(a � b) is large enough to compensate for the expenditure of
p � q. We may disregard the writing off of depreciation in assuming
that the annual quotas are not greater for the new machine than for
the old one. Consequently, the case can very well occur that plants
equipped with the older model are able to compete with those equipped
with the better, more recent model. Every businessman will confirm
this.

The situation is exactly the same in the first case. When more pro-
pitious natural conditions of production are made accessible, plants
change their location only if the difference in net proceeds exceeds
the costs of moving. What makes this a special case is the fact that
obstacles standing in the way of the mobility of labor are also involved.
If the workers do not also migrate and if there are no workers available
in the regions favored by nature, then neither can production migrate.
However, we need not go into this further, since we are interested here
only in the question of the mobility of capital. We need merely estab-
lish the fact that production would change its location, even if labor
were perfectly mobile, only if the conditions described above were met.
This too is confirmed again and again by experience.

With regard to choice of location and technological performance,
new plants appear most efficient in the light of the existing situation.
But in both cases that have been discussed, consideration for capital
goods produced in the past under certain circumstances makes the
technologically best method of production appear uneconomical. His-
tory and the past have their say. An economic calculation that did not
take them into account would be deficient. We are not only of today;
we are heirs of the past as well. Our capital wealth is handed down
from the past, and this fact has its consequences. What is involved here
is not the play of irrational factors in the rationality of economic activ-
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ity, as we might perhaps be inclined to say were we to follow a fashion
in science that is hardly to be recommended. Nor are we confronted
here with an instance of alleged “noneconomic” motives. On the con-
trary, it is precisely strict rationality that induces the entrepreneur to
continue production in a disadvantageous location or with obsolete
equipment. Therefore it would also be a mistake to speak in this con-
nection of “symptoms of friction.” This phenomenon can be most
appropriately described as the effect of the influence of the past upon
production.2

If technologically obsolete machines are retained, or if production
is continued at an unfavorable location, it may still be profitable to
invest new capital in these plants in order to increase their efficiency
as much as the situation permits. Then a production aggregate that,
from the purely technological point of view, appears outclassed can
continue to compete profitably for a long time to come.

The merely technological view, which neglects the consideration of
the influence of the past, finds it inexplicable, from the rational stand-
point, how backward production methods can continue to exist along-
side the more advanced. It resorted to all kinds of inadequate attempts
at an explanation. One would think that the procedure of drawing
upon the factors of the past to explain present conditions would have
appeared especially obvious to the Historical School. Yet here too it
failed completely. It could see in this problem nothing but ammuni-
tion for its attack upon capitalism.

This came very opportunely for the socialists of all varieties. On the
one hand, the knowledge was growing that socialism could keep its
promise of improving the lot of everybody only if it were a more pro-
ductive system than capitalism. On the other hand, it was becoming
increasingly evident that a sharp decline in productivity would very
definitely have to be expected in the socialist planned economy. To
the extent that people were becoming aware of these facts it became
important for the socialists to collect seeming arguments with which
one could justify the prophecy of abundance in the socialist commu-
nity of the future. It seemed useful for this purpose to point repeatedly
to the fact that under capitalism there is still technological backward-

2. The influence of the past is also operative in the two cases that we have not considered:
obstruction of the mobility of circulating capital and a decrease in demand for the final product.
But this need not be gone into any further because the relationship is obvious from what has
been said. Equally simple is the application to “durable goods” in Böhm-Bawerk’s sense.
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ness everywhere. That the equipment of some enterprises does not
conform to the ideal picture presented by the most advanced estab-
lishments was attributed, not to the influence of the past upon pro-
duction or to the scarcity of available capital, but to the inherent short-
comings of capitalism. To it one contrasted the utopian vision of a
socialist planned economy. It was assumed unhesitatingly and as a
matter of course that under socialism all plants will be equipped with
the most modern machinery and will be situated in the most favorable
locations. We are not told, of course, where the resources for their
construction and equipment are to come from.

Very characteristic of this method of providing a deceptive proof of
the higher productivity of socialism is the book of Atlanticus-Ballod.3
This work attained great renown in the recent past precisely because
it harmoniously combines the bureaucratic socialism of the public
functionary and Marxism. Here the attempt is made simply “to point
out in an approximate way what could be accomplished with present-
day science and technology under the natural conditions given today
in a socialist-operated community.”4 To appreciate his method of treat-
ing the subject that he embarks on with this declaration, it is enough
to mention his statement that in German agriculture there will be
“nothing left” for the socialist state to do “but to rebuild completely
almost all farms.” In place of the existing farms 36,000 new ones are
to be set up, each with approximately 400 hectares of arable land.5
Similar measures are to be taken in industry. How simply the question
of obtaining capital is answered by Ballod is shown by his observation:
“It is therefore quite out of the question for the individualist state to
pay for the electrification of the railways. The socialist state can do so
without great difficulties.”6 The entire book demonstrates no appreci-
ation whatsoever of the fact that investment of capital is possible only
within given limits and that in view of the scarcity of capital it would
be the greatest waste to abandon still utilizable plants that have come
down from the past solely because they would have been equipped
differently if they were to be designed for the first time today.

Even a socialist community could not proceed differently from the

3. Cf. Atlanticus-Ballod, Der Zukunftsstaat, Produktion und Konsum im Sozialstaat (2nd ed.;
Stuttgart, 1919).
4. Ibid., p. 1.
5. Ibid., p. 69.
6. Ibid., p. 213.
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capitalists of the economic order based on private property. The man-
ager of a socialist economy would also have to take account of the fact
that the means of production available are limited. He too would have
to consider carefully, before abandoning a still utilizable plant to erect
a more modern one in its place, whether there is not a more urgent
need for the resources that the new plant must require. That a socialist
community could by no means make this comparison of input and
output, of costs and proceeds, because economic calculation is not
possible under socialism, does not further come into question here.
The impossibility of economic calculation makes a socialist economy
based on the division of labor altogether unfeasible. A completely so-
cialist economy can exist only in thought, not in reality. However, if
one seeks, in spite of this, to describe the communist paradise in an
imaginary construction, one must, in order not to become involved in
self-contradictory nonsense, assign to the scarcity of capital the same
role it plays in the economic life of capitalism.

In business practice the problem before us usually appears as the
opposition between the viewpoint of the businessman, who coolly and
calculatingly examines the profitability of investments, and that of the
visionary engineer, who declares himself for the “technologically most
perfect plant,” even if it is unprofitable under the given circumstances.
Wherever the pure technologist has his way, capital is malinvested,
i.e., squandered.

2. trade policy and the influence of the past

The infant industries argument advanced in favor of protective tariffs
represents a hopeless attempt to justify such measures on a purely
economic basis, without regard to political considerations. It is a griev-
ous error to fail to recognize the political motivation behind the de-
mand for tariffs on behalf of infant industries. The same arguments as
are advanced in favor of protecting a domestic product against foreign
competition could also be adduced in favor of protecting one part of
a general customs area against the competition of other parts. The fact
that, nevertheless, protection is asked only against foreign, but not also
against domestic, competition clearly points to the real nature of the
motives behind the demand.

Of course, it may happen in some cases that the industry already in
existence is not operating in the most favorable of the locations that
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are presently accessible. However, the question is whether moving to
the more favorable location offers advantages great enough to com-
pensate for the cost of abandoning the already existing plants. If the
advantages are great enough, then moving is profitable and is carried
out without the intervention of a tariff policy. If it is not profitable in
itself and becomes so only by virtue of the tariff, then the latter has led
to the expenditure of capital goods for the construction of plants that
would otherwise not have been constructed. These capital goods are
now no longer available where they would have been had the state not
intervened.

Every tariff under whose protection new plants come into existence
that otherwise would not have been built so long as the older plants
established elsewhere were still utilizable leads to the squandering of
capital. Of course, the fanatics on both sides of the ocean who want
to “make the economy rational” do not care to see this.

Under the protection of tariffs—and other interventionist measures
that bring about the same result—industries come into existence in
places where they would not have been established in a world of free
trade. If all tariff walls were now to fall at one blow, these plants would
prove to be malinvestments. It would then become evident that it
would have been more practical to have erected them in more favor-
able places. Nevertheless, they are there now, and the question whether
they should be abandoned in order to set up new ones in more advan-
tageous places is again to be decided by examining whether or not this
would be the most profitable application for the employment of capital
available for new investments. Consequently, the transfer of produc-
tion from the places to which it has been brought by the interference
of the tariff policy to the locations it would have chosen in a free
economy, and which are now still regarded as the most favored by
nature, will take place only gradually. The effects of the protectionist
policy still continue even after its abandonment and disappear only in
the course of time.

If one country alone removes its tariffs while all other countries
continue to adhere to protectionism and retain their immigration bar-
riers, its economy would have to adjust itself by concentrating on those
branches of production for which conditions in that country are rela-
tively most advantageous. Such an adjustment requires the investment
of capital, and the profitability of this capital is again dependent on
whether the difference in the costs of production between the enter-
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prises to be abandoned and the ones to be newly established is great
enough to justify the necessary expenditure of capital at that time. In
this case too the effects of the protectionist policy continue for a certain
period after its abandonment.

Everything that has been said concerning protection in foreign trade
is, of course, equally true of the protection of one group of domestic
enterprises against another. If, for example, tax rates favor savings banks
over commercial banks, consumer cooperatives over businessmen, ag-
ricultural producers of alcohol over industrial producers, small busi-
ness over big business, all those consequences appear that are brought
about by the protection of the less efficient domestic industry against
its more efficient foreign competitor.

3. the malinvestment of capital

The malinvestment of capital goods can have come about in several
ways.

1. The construction of the plant was economically justified at the
time it was established. It is not so any longer because since then new
methods of production have become known or because today other
locations are more favorable.

2. Though originally a sound investment, the plant has become un-
economic because of changes that have occurred in the data of the
market, such as, for example, a decrease in demand.

3. The plant was uneconomic from the very first. It was able to be
constructed only by virtue of interventionist measures that have now
been abandoned.

4. The plant was uneconomic from the very first. Its construction
was an incorrect speculation.

5. The incorrect speculation (case 4) that led to the malinvestment
has been brought about by the falsification of monetary calculation
consequent upon changes in the value of money. The conditions of
this case are described by the monetary theory of the trade cycle (the
circulation-credit theory of cyclical fluctuations).

If the malinvestment is recognized and it nevertheless proves prof-
itable to continue in business because the gross revenue exceeds the
current costs of operation, the book value of the plant is generally
lowered to the point where it corresponds to the now realizable return.
If the necessary writing off is considerable in relation to the total capital
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invested, it will not take place in the case of a corporation without a
reduction in the original capital. When this happens the loss of capital
occasioned by the malinvestment becomes visible and can be reported
by statistics. Its detection is still easier if the firm collapses completely.
The statistics of failures, bankruptcies, and balance sheets can also
provide much information on this point. However, a not inconsider-
able number of investments that have failed elude statistical treatment.
Corporations that have sufficient hidden reserves available can some-
times leave even the stockholders, who are, after all, the most interested
parties, completely in the dark about the fact that an investment has
failed. Governments and local administrative bodies decide to inform
the public of their mistakes only when losses have become dispropor-
tionately great. Enterprises that are not under the necessity of giving a
public accounting of their activities seek to conceal losses for the sake
of their credit. This may explain why there is a tendency to underes-
timate the extent of losses that have been brought about by the mal-
investment of fixed capital.

One must call special attention to this fact in view of the prevailing
disposition to overrate the importance of “forced saving” in the for-
mation of capital. It has led many to see in inflation in general, and
in particular in credit expansion brought about by the policy of the
banks of granting loans below the rate that would otherwise have been
established on the market, the power responsible for the increasing
capital accumulation that is the cause of economic progress. In this
connection we may disregard the fact that inflation, though it can, of
course, induce “forced saving,” need not necessarily do so, since it
depends on the particular data of the individual case whether dislo-
cations of wealth and income that lead to increased savings and capital
accumulation really do occur.7 In any case, however, credit expansion
must initiate the process that passes through the upswing and the boom
and finally ends in the crisis and the depression. The essence of this
process consists in rendering the appraisement of capital misleading.
Therefore, even if more capital is accumulated to begin with than
would have been the case in the absence of the banks’ policy of credit
expansion, capital is lost on the other hand by incorrect appraisement,
which leads it to be used in the wrong place and in the wrong way.

Whether or not the increase in capital is equalled or even exceeded

7. Cf. my Geldwertstabilisierung und Konjuncturpolitik, p. 45 et seq.
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by these losses is a quaestio facti. The advocates of credit expansion
declare that there is always an increase in capital in such cases, but
this certainly cannot be so unhesitatingly asserted. It may be true that
many of these plants were erected only prematurely and are not by
nature malinvestments, and that if there had been no trade cycle they
would certainly have been constructed later, but not otherwise. It may
even be true that in the last sixty to eighty years, especially during the
upswing of the trade cycle, plants were built that surely would have
been constructed later—railroads and power plants in particular—and
that therefore the errors that had been committed were made good by
the passage of time. However, owing to the rapid progress of technology
in the capitalist system, we cannot reject the supposition that the later
construction of a plant would have influenced its technical character,
since the technological innovations that appeared in the meanwhile
would have had to be taken into account. The loss that results from
the premature construction of a plant is then certainly greater than the
above optimistic opinion assumes. Very many of the plants whose es-
tablishment was due to the falsification of the bases of economic cal-
culation, which constitutes the essence of the boom artificially inau-
gurated by the banks’ policy of credit expansion, would never have
been built at all.

The sum total of available capital consists of three parts: circulating
capital, newly formed capital, and that part of fixed capital which is
set aside for reinvestment. A shift in the ratio of circulating capital to
fixed capital would, if not warranted by market conditions, itself rep-
resent a misdirection of capital. Consequently, the circulating capital
in general must not only be maintained, but also increased by the
allocation of a part of the newly formed capital. Thus only an amount
that is quite modest in comparison with total capital is left over for
new fixed investment. One must take this into consideration if one
wishes to estimate the quantitative importance of the malinvestment
of capital. It is not to be measured by comparison with the total amount
of capital, but by comparison with the amount of capital available for
new fixed investments.

Without doubt, in the years that have elapsed since the outbreak of
the World War, very considerable amounts of fixed capital have been
malinvested. The stoppage of international trade during the war and
the high-tariff policy that has since prevailed have promoted the con-
struction of factories in places that certainly do not offer the most
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favorable conditions for production. Inflation has operated to produce
the same result. Now these new factories are in competition with those
constructed earlier and mostly in more favorable locations—a com-
petition that they can sustain only under the protection of tariffs and
other interventionist measures. These extensive malinvestments took
place precisely in a period in which war, revolution, inflation, and
various interferences of the political authorities in economic life were
consuming capital in very great volume.

One may not neglect all these factors if one wishes to investigate
the causes of the disturbances in the economic life of the present day.

The fact that capital has been malinvested is visibly evident in the
great number of factories that either have been shut down completely
or operate at less than their total capacity.

4. the adaptability of workers

Economic progress in the narrower sense is the work of the savers, who
accumulate capital, and of the entrepreneurs, who turn capital to new
uses. The other members of society, of course, enjoy the advantages of
progress, but they not only do not contribute anything to it; they even
place obstacles in its way. As consumers they meet every innovation
with distrust, so that new products at first are unable to command the
price that they could reach if the buyers were less conservative in their
tastes. This is the reason for the not inconsiderable costs of introducing
new articles. As workers, the masses fight against every change in the
accustomed methods of production, even though this opposition only
seldom leads today to open sabotage, to say nothing of the destruction
of the new machines.

Every industrial innovation must take into account the fact that it
will encounter opposition from those who cannot easily accustom
themselves to it. The worker lacks precisely the nimbleness of mind
that the entrepreneur must have if he is not to succumb to his com-
petitors. The worker is unable and often is even unwilling to adapt
himself to the new and to meet the demands that it makes upon him.
Precisely because he does not possess this ability he is an employee
and not an entrepreneur. This slowness on the part of the masses works
as an obstacle to every economic improvement. It too represents the
effect of the influence of the past upon labor as a factor of production,
and as such it must be taken into account in every calculation of new
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undertakings. If it is not taken into consideration, then there is just as
much malinvestment in this case as in all other cases in which an
enterprise proves to be unprofitable. Every enterprise has to adapt itself
to the given situation, and not reckon on the situation it would like to
be given.

This applies in particular to enterprises established in regions in
which suitably qualified workers are not to be found. However, it is no
less valid for those that have been established with the purpose of
utilizing workers of inferior ability, as soon as this inferiority disap-
pears—that is to say, from the moment in which “cheap labor” is no
longer available. A great part of European agriculture was able to with-
stand competition from farmers working on better land abroad only so
long as culturally backward masses could be employed as workers. As
industry was able to attract these workers and the “flight from the land”
began, the wages of agricultural laborers had to be increased in order
to make remaining on the farms more attractive. Consequently, the
profitability of running these farms dwindled, and the great amounts
of capital that were invested in them in the course of time now proved
to be malinvested.

5. the entrepreneur’s view of malinvestment

The foregoing discussion makes quite clear the conduct of the indi-
vidual entrepreneur and of the individual capitalist in the face of losses
that come about through the commitment of inconvertible capital in
enterprises in which a person having complete knowledge of all the
relevant circumstances would no longer invest it today. Nevertheless,
the way in which businessmen and the press generally discuss these
matters differs markedly in many respects from our description. Yet it
is only the businessman’s view of the situation that is different; his
conduct, however, is in complete conformity with our description of it.

Let us suppose that it becomes obvious that the earning capacity of
an enterprise will be permanently diminished in the future or that a
diminution of revenue that had hitherto been regarded as temporary
proves to be lasting. This fact is appraised in different ways—particu-
larly in the case of corporations and other similar associations for rais-
ing capital—according to whether it is necessary to make clear in the
books the loss of fixed capital that has taken place, or whether this can
be avoided because the fixed investments do not at present appear in
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the books with higher appraisements than correspond to their now
diminished values. It is hardly necessary to point out that this has
nothing to do with the question whether the enterprise should be aban-
doned altogether in view of the new state of affairs. It is obvious that
what gives this secondary decision such great importance is merely
consideration for what the stockholders may think of the achievements
of the responsible management, for the credit of the firm, and for the
price of its stock.

One often hears the view expressed that when a concern writes off
a great part of its investment this very fact offers it the possibility of
entering into competition with other firms that operate under more
favorable conditions. Here too the situation is no different from the
case just mentioned. The book value of a concern’s fixed investment
has no bearing whatever on the question of its ability to withstand
competition. What is alone decisive is whether, after covering all cur-
rent operating costs and after paying interest on the circulating capital,
there is still so much left over from the gross revenue that something
more can be reaped than an adequate return on the value which, after
discontinuation of the enterprise, the fixed capital would have in view
of the possibility of using it for other production (occasionally this will
be only the scrap value of the machines and bricks). In that case the
continuation of the enterprise is more profitable than its discontinua-
tion. If the fixed capital has a higher book value than corresponds to
its present and probable future earning capacity, then the book value
must be lowered to that extent.

What the businessman wants to say in using his mode of expression
is nothing else than that an enterprise whose investment has already
been written off either wholly or to a great extent out of previous earn-
ings appears, when considered in regard to the entire duration of its
life, as still profitable even in the later periods of its existence if only
it is still able to pay interest on the circulating capital.

The case is similar where, as is generally said, competition with
enterprises operating for the rest under more favorable conditions is
possible because a source of special advantage not within their reach
is available—like the value of a popular brand name. If the remaining
conditions of production were perfectly equal, then this advantage
would constitute the source of a differential rent. As the situation
stands, the resources needed to make up an existing disadvantage are
obtained from it.
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Bücher, K., 103–6, 166n3
businessman role: classical economics

theory, 86–87, 159–62, 164–65; con-
tempt for, 177–78

Cairnes, J., 19
capital: as category in production theory,

15–16, 146–47; distribution counter-

factual, 197–98; malinvestment of, 204–
7, 208–9; mobility arguments, 198–200;
socialism’s arguments, 200–202; and
tariff policy, 202–4; time’s role, 149

capitalist spirit, 114–15
cartography example, individualism

argument, 43
Cassel, G., 188–89
Cassirer, E., 98
catallactics. See economic science
Cicero, 176
class arguments, 53–55, 169–76, 186–87
classical economics: as foundation, 150–

51, 193–94; noneconomic boundary
problem, 55–56, 86–88, 133–35, 143–
44, 160–63; omission of time’s role,
146–48; transition from, 64n. See also
economic science

clothing example, 162
Comte, August, 4, 62
conception, understanding compared,

120–22
consumer role, modern economic the-

ory, 87–88, 160–62
controlled experiments, 9–10, 11
costs, 22, 150–51
credit expansion and malinvestment,

205–6
critical method, introduction of, 62

Darwin, Erasmus, 42n8
De officiis (Cicero), 176
devil example, 93
Diehl, K., 155



212 � index

dissatisfied state: as human action pre-
requisite, 22, 23, 35–36, 73–76; and
means/ends distinction, 29–30, 52–53;
and theory/experience contradictions,
27; time’s role, 136

dog-master example, in Vierkandt’s
instinct theory, 50–51

economic/noneconomic action, bound-
ary illusion, 55–56, 86–88, 133–35,
143–44, 160–63

economic science: as aprioristic disci-
pline, 16–21; empiricism’s limitations,
7–11; freedom debate, 179–82; histori-
cism’s limitations, 5–8, 24–25; impact
of, 3–4; limitations of mathematics,
109–11; logic’s role, 12–16, 85–90; neu-
trality arguments, 32–37, 74–75, 87–
88, 153, 188–89; political perspectives,
66–67, 85–86; singularity of, 194–95.
See also specific topics, e.g., classical
economics; human action entries;
production

efficiency arguments, 197–98
emotional action, Weber’s category, 76,

79
empiricism, 7–12, 25–28
Epicurus, 137
equilibrium position, time’s role,

146–48
ethics, 137–38, 176–77
ethnology arguments, 56–60, 96–98
eudaemonism, 137–38
evening clothes example, 162
exchange: as human action element, 22,

23–24; limitations of classical econom-
ics, 193–94; Sombart’s arguments, 125–
30

experience, role of. See human action
science, knowledge attainment task

Feuerbach, L., 49–50
Frederick the Great, 176–77
free competition model, 88–90, 148–50
freedom debate, economic science,

179–82

free trade theory, 32–33
Frobenius, L., 58–59

Galileo, 65–66
geography and productivity, 107–8, 198–

200
gold coin story, 81
Gossen’s law of satiation, 139–41
Gottl, F., 73–74
government employees, resentments,

177–78
Gresham’s law, 80–82

Hahn, Eduard, 57–60
hedonism, 137–38
Hegel, G., 91, 107
Hilferding, R., 166
historical investigation: knowledge

attainment task, 1–2, 4–8; reparations
problem, 91–92; and understanding
methodology, 124–25; Weber’s univer-
sality approach, 90–91, 99–100

historical investigation, errors: action/
want conflation, 74–76; causation,
83–85; development stages, 24–27, 67–
72, 92, 101–9, 112–15; human reasoning
changes, 96–98; theory’s uses, 92–96,
98, 100–101, 115–17

household economy stage, 104–5
human action: as choice, 74–76, 78–79,

190–91; class-based arguments, 169–
76; data/equilibrium correlation, 146;
ranking approach, 52, 74–76, 78–79,
135–36, 142, 145; Weber’s categories,
76–80

human action science, knowledge
attainment task: in empiricism
approach, 7–11; with historical investi-
gation, 1–2, 4–8; impact of economic
thinking, 3–4; with logic, 12–16, 64–
67, 130–32; psychology’s approach,
2–3, 10–11; rationalism’s impact, 62–63

human action science, reasoning pro-
cess: categorical conditions, 21–25;
conception vs. understanding meth-
odologies, 120–22; empiricism’s role,



index � 213

25–28, 39–40; as internal methodol-
ogy, 118; meaning’s role, 118–20;
means/ends distinction, 29–30, 74–75;
for metaphysical problems, 44–47;
problem focus, 28–29; rationalism’s
impact, 62–64; rationality arguments,
30–32. See also subjective theory of
value

hypotheses, in natural sciences, 9

ideal type, Weber’s, 69–73
imaginary goods, Menger’s arguments,

158–59
imputation problem, production theory,

15–16
individualism principle, 38–40, 52–53,

139–40, 153–54
inductive method, 65. See also logic and

thought
inflation, 205, 207
instinct sociology, 60–61
instincts, in Vierkandt’s theories, 48–53
interventionism, 35–36, 63–64, 89–90,

113, 148, 197–98. See also politics
irrational, unknowability of, 122–25
irrationality arguments, 30–32

Jacobi, 138
Jerusalem, Wilhelm, 96–97
Jevons, W., 147

Kant, I., 96, 111–12, 185
Knies, K., 6
Kunstwissenschaft, 123–24

labor: adaptability problem, 207–8; as
category in production theory, 15–16,
146–47; historicism’s predictive errors,
105–7; social cooperation advantage,
35, 38–39, 103

land: as category in production theory,
15–16, 146–47; and law of returns, 2,
141

law of population, 142
law of returns, 2, 141–42
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Supplement To The 11th Edition.

Austrian Empire [Excerpt From Volume XXX, Pp. 323–324.]

Finance and Banking.—The third licence granted to the Austro-Hungarian Bank
expired on Dec. 31 1910. It was at first extended provisionally, as it was impossible to
reach a settlement between Austria and Hungary regarding the continuance of
common currency and banking arrangements. In Hungary a strong majority, which
the Government could not afford to ignore, insisted on the formation of an
independent Hungarian bank; on the other hand the advantages accruing to Hungary
through the community of the financial and banking organization were quite obvious.
There was an important divergence of opinion between Austria and Hungary
concerning the constitution of the bank. Since the closing years of the 19th century
the Austro-Hungarian Bank had pursued a policy which had in the main the object of
making the Austrian krone a gold exchange standard. It was decided, however, by the
Austrian financial authorities that the obligation of the Austro-Hungarian Bank to
convert its notes into gold on demand should remain suspended as hitherto, owing to
fear lest the renewal of the obligation of the bank to cash its notes in gold should lead
to a rise in the rate of interest. Hungary, on the other hand, striving for access to the
money markets of the West, desired that the obligation of the Austro-Hungarian Bank
to cash its notes should be explicitly mentioned in the law, in order to make the public
loans rank as easily negotiable securities on foreign bourses. In the banking law of
Aug. 8 1911 a compromise was formed on the following lines. The suspension of cash
payment by the Austro-Hungarian Bank was continued, but the bank was bound to
provide, by every means at its disposal, that the value of its notes as quoted on foreign
bourses should be permanently secured in proportion to the parity of the legal mint
standard of the krone currency. Hungary's wishes were met by the introduction of a
specially prompt procedure for the eventual future abolition of the suspension of the
bank's obligation to cash its notes. By the same law, besides other less important
provisions, the amount of the bank's tax-free issue of notes was raised from 400 to
600 millions of kronen, and the conditions formerly attached to the issue of 10 and 20
kronen notes were sensibly relaxed.

A 4% bank-rate had been uninterruptedly in force from May 8 1908 to Oct. 23 1901.
From Oct. 24 1901 to Feb. 3 1911 it was 5%; on Feb. 4 1911 it was reduced to 4½%,
and on Feb. 23 1911 further to 4%. From Sept. 22 1911 to Oct. 25 1912 the bank-rate
was again 5%; on Oct. 25 1912 it was increased to 5½%; and on Nov. 16 1912 a rate
of 6% came into force and so remained until Nov. 27 1913, when it was lowered to
5½%, falling on Jan. 20 1914 to 5%, on Feb. 3 1914 to 4½%, and finally on March 12
1914 to 4%.
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These changes in the bank-rate show that Austria passed through a financial crisis and
credit difficulties in 1912–3, from the consequences of which she had only just
recovered at the outbreak of the war. The stringency of the money market and the
crisis had their commencement as early as the spring of 1912. The Balkan War, which
broke out in the autumn of 1912, did not occasion the crisis, but it made it more acute.
The number of trade insolvencies in Austria-Hungary had reached its height in 1912.
The Vienna Creditors' Association for the protection of claims in bankruptcies had in
1909–11 fresh failures with liabilities of 45, 40 and 43 millions of kronen
respectively. In 1912 the value of fresh claims involved rose to 112 millions of
kronen; in 1913 it still amounted to 73 millions. One obvious sign of a crisis was the
demand for loans against security from the Austro-Hungarian Bank, which was the
result of the unfavourable position of investments on the bourse. In each of the five
years, ending Dec. 31, from 1909 to 1913 the loans granted by the Austro-Hungarian
Bank against securities amounted to 90, 149, 187, 355 and 311 millions of kronen
successively. The bank-note circulation rose in proportion. Notwithstanding the fact
that the banking law raised the tax-free note issue in 1911 from 400 to 600 millions of
kronen, in 1913 the bank was unable to avoid incurring tax payments for notes issued
in excess of the amount allowed free of tax, a state of affairs which had no parallel in
the bank's history. From Aug. 23 1912 to Jan. 23 1914 the bank return showed no tax-
free reserve of notes.

On July 23 1914 the gold reserve of the Austro-Hungarian Bank amounted to 1,238
millions of kronen, its silver to 291 millions. In its portfolio, were discounted bills to
the amount of 768 millions of kronen. It had loans on security outstanding to the
amount of 186 millions, and the bank-notes in circulation amounted to 2,130 millions
of kronen.

The outbreak of the World War compelled the bank to raise its rate on July 27 1914
from 4 to 5%, on July 31 to 6% and on Aug. 2 to 8%. The public rushed to the bank to
obtain advances by pledging securities. On Aug. 4 1914 the Bank Act was suspended
by imperial ordinance having the force of law. In this manner the bank was converted
into an institution which could supply the Government, by fresh issues of notes, with
loans to an unlimited extent. The legal forms under which this source of credit was
assured were various, but the actual result was in every case the same. The bank-rate
was reduced to 6% as early as Aug. 20 1914; and the granting of credit on depositing
securities was facilitated by extending the limits of the securities accepted.

The note issue was as follows:—

Dec. 31 1914 5,137 millions of kronen
“ 1915 7,162 ”
“ 1916 10,889”
“ 1917 18,440”
“ 1918 35,589”

In proportion to the increase of the notes in circulation prices and wages rose, and the
krone depreciated on the foreign exchanges. The Government tried to oppose the rise
in prices by penal measures, and in public attributed the rise of foreign rates to
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speculation. A Central Securities Board (Devisenzentrale) was set up on Feb. 24
1916; and regulations were issued on Dec. 19 1916 and June 18 1918, attaching a
series of conditions to dealings in foreign money, bills and securities, which amounted
actually to a monopolizing of all such operations by the Devisenzentrale. These
measures had no success. The value of the American dollar, in terms of Austro-
Hungarian paper kronen with legally fixed value, varied in fact, as shown by the
Swiss exchange market, as follows:—

End of Aug. 19145.12
End of Dec. 19145.76
" " 19157.85
" " 19169.56
" " 19178.40
" Oct. 191811.83
" Dec. 191815.77

State Finances.—The revenue from taxation rose, year by year, partly owing to the
increased profits of industry, partly to fresh increases in taxation. From the year 1902
to the financial year 1914–5 the State revenues doubled, rising from 1,730 millions of
kronen to 3,460 millions of kronen, but this increase in revenue could only be
achieved by placing an extraordinary strain on the taxable capacity of the country. In
the financial year 1913 the amount of estimated expenditure rose to 3,461 millions of
kronen. Of the estimated net revenue of 2,102 millions of kronen, 432 millions
(20.5%) came under the head of receipts from direct taxation, 905 millions (43%)
under the head of receipts from indirect taxation and taxes on commerce, while 294
millions (14%) were the proceeds of State property and State institutions. Of the
direct taxes the land tax produced 52 millions, the house taxes 127 millions, the takes
on industry 127 millions and the income tax 102 millions. Of the taxes on
consumption the spirit tax produced 95 millions, the beer duty 85 millions, and the
sugar duty 76 millions. The State debt amounted to 11,340 millions of kronen. On the
outbreak of the war it was at first impossible to contemplate meeting the cost of the
war by raising existing taxes or by imposing fresh taxation. The costs of the war were
in the first place met by loans and the assistance of the note-printing press. The means
of carrying on the war were obtained by the State becoming the debtor of the Austro-
Hungarian Bank, in so far as credit was concerned.

The debt of the Austrian State to the Austro-Hungarian Bank in direct loans made by
the bank to the State amounted at the end of 1919 to 25,088 millions of kronen. But,
besides this, the bank had also afforded credits to the State in other forms. In return
for bonds given by the Austrian and Hungarian State they issued Treasury bills, and
transferred the proceeds from them to the two finance departments. The total amount
of such Treasury bills in circulation at the end of 1918 was roughly 7,400 millions of
kronen.

The Post Office Savings Bank was also made to serve the financial needs of the State.
Whenever a war loan was impending it accepted advances from the members of the
Banking Consortium, which had to place the war loans, and as soon as the
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subscription was closed they were compensated for the underwriting. At the end of
June 1919 these advances still amounted to 2,605 millions of kronen.

Foreign credit also was laid under contribution by the Austrian State. On Oct. 31 1918
the amounts of outstanding debts incurred abroad during the war were as follows:—

2,696millions of German Reichsmarks
42.9 " Dutch florins
20.6 " Danish kroner
7.9 " Swedish kroner
3.6 " Bulgarian levas.

The home money market was approached by the Government through the issue of war
loans. The total number of such war loans was eight. They bore interest at 5½%. The
first issue took place on Nov. 1 1914, and from that time onwards a fresh war loan
was issued about every six months. In this way a State debt of 35,069 millions of
kronen was accumulated.

Up to Sept. 1915 no increases in taxation were introduced in Austria, except a slight,
increase in the duty on beer; neither were any new taxes created. Even the reform of
taxation carried out in the autumn of 1915 (modification of the inheritance and
donations duty and the taxation on insurance policies and legal charges) cannot be
regarded strictly as war taxes, as they had been planned a considerable time before the
outbreak of the war and had only been delayed by the inability of Parliament to
continue its work. It was not until 1916 that increases took place in every field of
taxation. The price of tobacco and the tariff of the State railways were considerably
increased, special, war increases were introduced in the direct taxes, and in April 1916
an entirely new tax was imposed—the “war profits tax,'” the name of which was
subsequently altered to “war tax.” But all these taxes and increases of taxation were
quite inadequate to meet the enormous expense of conducting the war. War finance
was not able to dispense with the printing of notes.
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Republic Of Austria [Excerpt From Volume XXX, Pp.
348–349.]

Finance and Banking.—When in the last days of Oct. 1918 the various parts of the
Austro-Hungarian monarchy constituted themselves on one side independent states
(the Austrian Republic, the Czechoslovakian Republic, Hungary, and the republic of
West-Ukraine), and for the other part decided on joining already established nations
(Italy, Rumania, Yugoslavia); or joined territories detached from other states. and
forming new states (Poland), there existed in all these territories one uniform paper
currency in circulation, i.e. the notes of the Austro-Hungarian Bank, enjoying a fixed
rate. It was clear that such conditions could not be maintained for any length of time,
and that, in view of the connexion between paper money of fixed rate and State
finance, it was impossible to continue this unity of currency. All the states concerned,
which succeeded the Austro-Hungarian Monarchy, were in such financial straits that
they considered the continued recourse to the issue of notes a necessity. The note-
printing press, however, was in Vienna, and the Austro-Hungarian Bank was actually
under the deciding influence of the new German-Austrian Government. It was
urgently necessary for the new states to obtain an independent currency, i.e. to make
themselves independent, so far as the printing of notes was concerned, of the Vienna
note-printing press. This was comparatively easy for those who had joined already
existing states, but more difficult for the newly formed states which were obliged in
the first instance to create a new currency. In these conditions the money problem, at
the moment of the dissolution of the Austro-Hungarian Monarchy, was merely a
technical problem of printing, and the question how to obtain printing-plates,
banknote-paper and printing-ink appeared for the moment the most important points
of currency policy. After the Italian Government as early, as Nov. 1918 and the
Rumanian Government in Feb. 1919 had made the necessary preparations to
substitute respectively the lira and the lei for the Austro-Hungarian "krone," in the
territories occupied by them, the Government of the Serbo-Croatian-Slovenian State
proceeded in Jan. 1919 to mark the Austro-Hungarian notes circulating within their
territory by stamping them. On Feb. 25 1919 the Czechoslovakian Government
followed suit by stamping the kronen notes circulating in their country. Then the
Austrian Government could not remain idle. It could not wait until all the other states
had passed from the Austro-Hungarian krone to a national krone. It had to get rid of
the Austro-Hungarian krone, in order to avoid the danger of such notes as for one
reason or another had not been stamped by the other states returning to German
Austria and there increasing the inflation. The kronen notes circulating in German-
Austria were therefore also specially marked, and, by a regulation of March 25 1919
having the force of law, it was decreed that all notes not so marked would not be legal
tender within the German-Austrian State.

A decree of Feb. 27 1919 had ordered the stamping over of all notes of the Austro-
Hungarian Bank circulating within the territory of the German-Austrian Republic,
with the exception of the notes for one and two kronen (which also subsequently were
ordered to be stamped). With the execution of this regulation the German-Austrian
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currency was separated from that of the other “succession states,” and there was only
one special kronen note, which was stamped as recognized legal tender for Austria.

The German-Austrian Republic also used the note-printing press as its chief expedient
for covering the national expenses. At the time of the carrying-out of the stamping
process, at the end of June 1919, the stamped German-Austrian notes in circulation
amounted to 7.6 milliards of kronen; at the end of 1920 the circulation had risen to 30
milliards. In consequence there was a further depreciation in the exchange. On Dec.
31 1920 the dollar was quoted in Vienna at 668 kronen, as compared to 5 kronen in
pre-war times.

The republic of Austria at first not only maintained the system of restricting exchange
operations, introduced under the Empire during the war, but even made it more
severe. Only in the summer of 1920 was any relaxation permitted, in so far as the
forced release of foreign currencies obtained for goods exported was generally
cancelled. In Nov. 1920 further modifications were made, so that by the end of 1920
the only restriction of money transactions with foreign countries remaining in force
was the prohibition to import or export kronen notes. The regular exchange operations
on the Vienna Bourse were however, not revived. They were replaced by a system of
restricted exchange business under the special supervision of the still existing
Devisenzentrale.

The general political conditions and the depreciation of money had led to such an
impasse that up to 1921 the whole financial system of the republic was in a state of
uncertainty. On the one hand, the Austrian State, by the peace treaty of St. Germain,
was made liable toward foreign countries for an amount not specifically determined.
On the other, it was found necessary for political reasons to introduce a system of
providing the population with cheap victuals. As these had to be obtained almost
exclusively against payment in foreign currency abroad, and it was desired to sell at
home at the lowest possible prices, there resulted a considerable discrepancy between
the expenses necessitated by this part of the State budget and the income derived. At
the beginning of 1921 the deficit of the Austrian budget was estimated at hardly less
than 50 milliards of kronen per annum. To cover this deficit the Austrian State, with
the help of the Allied Powers, contracted loans abroad, and for the rest relied on the
note-printing press. Only a small part of the expenses of the State could be covered by
taxation, notwithstanding that all direct taxes were greatly increased and a new direct
tax, an extraordinary property tax, was specially introduced in 1920. Of this property
tax, the fixing of which required enormous preparation, it was permitted to make
prepayments in Feb. 1920 under specially favourable conditions. Such prepayments
brought in over 7 milliards of kronen, but more than half of these prepayments were
made in war loan. The situation of the Austrian State budget was therefore in 1921 a
most unfavourable one. An improvement could only be expected on the one hand by
doing away with the system, which could not be permanently maintained, of
providing necessaries for the population below cost price at the expense of the State,
and on the other by a radical reform of the many State and municipal enterprises
(post, telegraph, telephone, State railways, salt mines, tobacco manufactories, town
railways, illumination and power works).
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lntroduction 

1. Methodological Dualism 

MORTAL MAN does not know how the universe and all 
that it contains may appear to a superhuman intelli- 
gence. Perhaps such an exalted mind is in a position to 
elaborate a coherent and comprehensive monistic inter- 
pretation of all phenomena. Man-up to now, at least 
-has always gone lamentably amiss in his attempts to 
bridge the gulf that he sees yawning between mind and 
matter, between the rider and the horse, between the 
mason and the stone. It would be preposterous to view 
this failure as a sufficient demonstration of the sound- 
ness of a dualistic philosophy. All that we can infer 
from it is that science-at least for the time being- 
must adopt a dualistic approach, less as a philosophical 
explanation than as a methodological device. 

Methodological dualism refrains from any proposi- 
tion concerning essences and metaphysical constructs. 
It merely takes into account the fact that we do not 
know how external events-physical, chemical, and 
physiological-affect human thoughts, ideas, and judg- 
ments of value. This ignorance splits the realm of 
knowledge into two separate fields, the realm of exter- 
nal events, commonly called nature, and the realm of 
human thought and action. 

Older ages looked upon the issue from a moral or 
1 
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religious point of view. Materialist monism was rejected 
as incompatible with the Christian dualism of the Cre- 
ator and the creation, and of the immortal soul and the 
mortal body. Determinism was rejected as incompatible 
with the fundamental principles of morality as well as 
with the penal code. Most of what was advanced in 
these controversies to support the respective dogmas 
was unessential and is irrelevant from the methodologi- 
cal point of view of our day. The determinists did little 
more than repeat their thesis again and again, without 
trying to substantiate it. The indeterminists denied their 
adversaries’ statements but were unable to strike at their 
weak points. The long debates were not very helpful. 

The scope of the controversy changed when the new 
science of economics entered the scene. Political parties 
which passionately rejected all the practical conclu- 
sions to which the results of economic thought inevita- 
bly lead, but were unable to raise any tenable objec- 
tions against their truth and correctness, shifted the 
argument to the fields of epistemology and method- 
ology. They proclaimed the experimental methods of 
the natural sciences to be the only adequate mode of 
research, and induction from sensory experience the 
only legitimate mode of scientific reasoning. They be- 
haved as if they had never heard about the logical 
problems involved in induction. Everything that was 
neither experimentation nor induction was in their eyes 
metaphysics, a term that they employed as synony- 
mous with nonsense. 
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2. Economics and Metaphysics 

The sciences of human action start from the fact that 
man purposefully aims at ends he has chosen. It is 
precisely this that all brands of positivism, behaviorism, 
and panphysicalism want either to deny altogether or 
to pass over in silence. Now, it would simply be silly 
to deny the fact that man manifestly behaves as if he 
were really aiming at definite ends. Thus the denial of 
purposefulness in man’s attitudes can be sustained 
only if one assumes that the choosing both of ends and 
of means is merely apparent and that human behavior 
is ultimately determined by physiological events which 
can be fully described in the terminology of physics 
and chemistry, 

Even the most fanatical champions of the “Unified 
Science” sect shrink from unambiguously espousing this 
Hunt formulation of their fundamental thesis. There 
are good reasons for this reticence. So long as no defi- 
nite relation is discovered between ideas and physical 
or chemical events of which they would occur as the 
regular sequel, the positivist thesis remains an epistemo- 
logical postulate derived not from scientifically estab- 
lished experience but from a metaphysical world view. 

The positivists tell us that one day a new scientific 
discipline will emerge which will make good their 
promises and will describe in every detail the physical 
and chemical processes that produce in the body of 
man definite ideas. Let us not quarrel today about such 
issues of the future. But it is evident that such a meta- 



4 INTRODUCTION 

physical proposition can in no way invalidate the re- 
sults of the discursive reasoning of the sciences of hu- 
man action. The positivists for emotional reasons do 
not like the conclusions that acting man must neces- 
sarily draw from the teachings of economics. As they 
are not in a position to find any flaw either in the rea- 
soning of economics or in the inferences derived from 
it, they resort to metaphysical schemes in order to dis- 
credit the epistemological foundations and the method- 
ological approach of economics. 

There is nothing vicious about metaphysics. Man 
cannot do without it. The positivists are lamentably 
wrong in employing the term metaphysics” as a 
synonym for nonsense. But no metaphysical proposition 
must contradict any of the findings of discursive rea- 
soning. Metaphysics is not science, and the appeal to 
metaphysical notions is vain in the context of a logical 
examination of scientific problems. This is true also of 
the metaphysics of positivism, to which its supporters 
have given the name of antimetaphysics. 

“ 

3. Regularity and Prediction 

Epistemologically the distinctive mark of what we 
call nature is to be seen in the ascertainable and inevita- 
ble regularity in the concatenation and sequence of phe- 
nomena. On the other hand the distinctive mark of 
what we call the human sphere or history or, better, 
the realm of human action is the absence of such a 
universally prevailing regularity. Under identical con- 
ditions stones always react to the same stimuli in the 
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same way; we can learn something about these regular 
patterns of reacting, and we can make use of this knowl- 
edge in directing our actions toward definite goals. Our 
classification of natural objects and our assigning names 
to these classes is an outcome of this cognition. A 
stone is a thing that reacts in a definite way. Men re- 
act to the same stimuli in different ways, and the same 
man at different instants of time may react in ways 
Merent from his previous or later conduct. It is im- 
possible to group men into classes whose members al- 
ways react in the same way. 

This is not to say that future human actions are 
totally unpredictable. They can, in a certain way, be 
anticipated to some extent. But the methods applied 
in such anticipations, and their scope, are logically and 
epistemologically entirely different from those applied 
in anticipating natural events, and from their scope. 

4. The Concept of the Laws of Nature 

Experience is always experience of past happenings. 
It refers to what has been and is no longer, to events 
sunk forever in the flux of time. 

The awareness of regularity in the concatenation and 
sequence of many phenomena does not affect this ref- 
erence of experience to something that occurred once 
in the past at a definite place and time under the cir- 
cumstances prevailing there and then. The cognition 
of regularity too refers exclusively to past events. The 
most experience can teach us is: in all cases observed 
in the past there was an ascertainable regularity. 
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From time immemorial all men of all races and civili- 
zations have taken it for granted that the regularity ob- 
served in the past will also prevail in the future. The 
category of causality and the idea that natural events 
will in the future follow the same pattern they showed 
in the past are fundamentaI principles of human 
thought as well as of human action. Our material civili- 
zation is the product of conduct guided by them. Any 
doubt concerning their validity within the sphere of 
past human action is dispelled by the results of tech- 
nological designing. History teaches us irrefutably that 
our forefathers and we ourselves up to this very mo- 
ment have acted wisely in adopting them. They are true 
in the sense that pragmatism attaches to the concept of 
truth. They work, or, more precisely, they have worked 
in the past. 

Leaving aside the problem of causality with its meta- 
physical implications, we have to realize that the nat- 
ural sciences are based entirely on the assumption that 
a regular conjunction of phenomena prevails in the 
realm they investigate. They do not search merely for 
frequent conjunction but for a regularity that prevailed 
without exception in all cases observed in the past and 
is expected to prevail in the same way in all cases to be 
observed in the future. Where they can discover only a 
frequent conjunction-as is often the case in biology, 
for example-they assume that it is solely the inade- 
quacy of our methods of inquiry that prevents us tem- 
porarily from discovering strict regularity. 

The two concepts of invariable and of frequent 
conjunction must not be confused. In referring to in- 
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variable conjunction people mean that no deviation 
from the regular pattern-the law-of conjunction has 
ever been observed and that they are certain, as far 
as men can be certain about anything, that no such 
deviation is possible and wiIl ever happen. The best 
elucidation of the idea of inexorable regularity in the 
concatenation of natural phenomena is provided by the 
concept of miracles. A miraculous event is something 
that simply cannot happen in the norma1 course of 
world affairs as we know it, because its happening could 
not be accounted for by the laws of nature. If none- 
theless the occurrence of such an event is reported, two 
different interpretatians are provided, both of which, 
however, fully agree in taking for granted the inexo- 
rability of the laws of nature. The devout say: “This 
could not happen in the normal course of affairs. It 
came to pass only because the Lord has the power to 
act without being restricted by the laws of nature. It is 
an event incomprehensible and inexplicable €or the 
human mind, it is a mystery, a miracle.” The rationalists 
say: “It could not happen and therefore it did not hap- 
pen. The reporters were either Iiars or victims of a 
delusion.” If the concept of laws of nature were to 
mean not inexorable regularity but merely frequent 
connection, the notion of miracles would never have 
been conceived. One would simply say: A is frequently 
followed by B, but in some instances this effect failed 
to appear. 

Nobody says that stones thrown into the air at an 
angle of 45 degrees will frequently fall down to earth 
or that a human limb lost by an accident frequently 
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does not grow again. All our thinking and all our ac- 
tions are guided by the knowledge that in such cases 
we are not faced with frequent repetition of the same 
connection, but with regular repetition. 

5. The Limitations of Human Kmowledge 

Human knowledge is conditioned by the power of 
the human mind and by the extent of the sphere in 
which objects evoke human sensations. Perhaps there 
are in the universe things that our senses cannot per- 
ceive and relations that our minds cannot comprehend. 
There may also exist outside of the orbit we call the 
universe other systems of things about which we can- 
not learn anything because, for the time being, no traces 
of their existence penetrate into our sphere in a way 
that can modify our sensations. It may also be that 
the regularity in the con junction of natural phenomena 
we are observing is not eternal but only passing, that 
it prevails only in the present stage (which may last 
millions of years) of the history of the universe and may 
one day be replaced by another arrangement. 

Such and similar thoughts may induce in a conscien- 
tious scientist the utmost caution in formulating the 
results of his studies. It behooves the philosopher to be 
still more restrained in dealing with the apriori cate- 
gories of causality and the regularity in the sequence 
of natural phenomena. 

The apriori forms and categories of human thinking 
and reasoning cannot be traced back to something of 
which they would appear as the logically necessary 
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conclusion. It is contradictory to expect that logic could 
be of any service in demonstrating the correctness or 
validity of the fundamental logical principles. All that 
can be said about them is that to deny their correctness 
or validity appears to the human mind nonsensical and 
that thinking, guided by them, has led to modes of suc- 
cessful acting. 

Hume’s skepticism was the reaction to a postulate 
of absolute certainty that is forever unattainable to 
man. Those divines who saw that nothing but revela- 
tion could provide man with perfect certainty were 
right. Human scientific inquiry cannot proceed beyond 
the limits drawn by the insufficiency of man’s senses 
and the narrowness of his mind. There is no deductive 
demonstration possible of the principle of causality and 
of the ampliative inference of imperfect induction; 
there is only recourse to the no less indemonstrable 
statement that there is a strict regularity in the conjunc- 
tion of all natural phenomena. If we were not to refer 
to this uniformity, all the statements of the natural 
sciences would appear to be hasty generalizations. 

6. ReguhAty and Choosing 

The main fact about human action is that in regard 
to it there is no such regularity in the conjunction of 
phenomena. It is not a shortcoming of the sciences of 
human action that they have not succeeded in discover- 
ing determinate stimulus-response patterns. What does 
not exist cannot be discovered. 

If there were no regularity in nature, it would be 
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impossible to assert anything with regard to the be- 
havior of classes of objects. One would have to study 
the individual cases and to combine what one has 
learned about them into a historical account. 

Let us, for the sake of argument, assume that all 
those physical quantities that we call constants are 
in fact continually changing and that the inadequacy 
of our methods of inquiry alone prevents us from be- 
coming aware of these slow changes. We do not take 
account of them because they have no perceptible in- 
fluence upon our conditions and do not noticeably affect 
the outcome of our actions. Therefore one could say 
that these quantities established by the experimental 
natural sciences may fairly be looked upon as constants 
since they remain unchanged during a period of time 
that by far exceeds the ages for which we may plan 
to provide. 

But it is not permissible to argue in an analogous way 
with regard to the quantities we observe in the field of 
human action. These quantities are manifestly variable. 
Changes occurring in them plainly affect the result of 
our actions. Every quantity that we can observe is a 
historical event, a fact which cannot be fully described 
without specifying the time and geographical point. 

The econometrician is unable to disprove this fact, 
which cuts the ground from under his reasoning. He 
cannot help admitting that there are no “behavior con- 
stants.” Nonetheless he wants to introduce some num- 
bers, arbitrarily chosen on the basis of a historical fact, 
as “unknown behavior constants.” The sole excuse he 
advances is that his hypotheses are “saying only that 
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these unknown numbers remain reasonably constant 
through a period of years."l Now whether such a 
period of supposed constancy of a definite number is 
still lasting or whether a change in the number has al- 
ready occurred can only be established later on. In 
retrospect it may be possible, although in rare cases 
only, to declare that over a (probably rather short) 
period an approximately stable ratio-which the econo- 
metrician chooses to call a "reasonably" constant ratio 
-prevailed between the numerical values of two fac- 
tors. But this is something fundamentaIIy different from 
the constants of physics. It is the assertion of a historical 
fact, not of a constant that can be resorted to in at- 
tempts to predict future events. 

Leaving aside for the present any reference to the 
problem of the human will or free will, we may say: 
Nonhuman entities react according to regular patterns; 
man chooses. Man chooses first ultimate ends and then 
the means to attain them. These acts of choosing are 
determined by thoughts and ideas about which, at least 
for the time being, the natural sciences do not know 
how to give us any information. 

In the mathematical treatment of physics the dis- 
tinction between constants and variables makes sense; 
it is essential in every instance of technological compu- 
tation. In economics there are no constant relations be- 
tween various magnitudes. Consequently a11 ascertain- 
able data are variables, or what amounts to the same 

1. See the Cowles Commission for Research in Economics, Report 
for Period, January 1, 1948-June 30, 1949 (University of Chicago), 
p. 7. 
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thing, historical data. The mathematical economists 
reiterate that the plight of mathematical economics 
consists in the fact that there are a great number of 
variables. The tnith is that there are only variables 
and no constants. It is pointless to talk of variables 
where there are no invariables. 

7. Means and Ends 

To choose is to pick one out of two or more possible 
modes of conduct and to set aside the alternatives. 
Whenever a human being is in a situation in which 
various modes of behavior, precluding one another, are 
open to him, he chooses. Thus life implies an endless 
sequence of acts of choosing. Action is conduct directed 
by choices. 

The mental acts that determine the content of a 
choice refer either to ultimate ends or to the means to 
attain ultimate ends. The former are called judgments 
of value. The latter are technical decisions derived from 
factual propositions. 

In the strict sense of the term, acting man aims only 
at one ultimate end, at the attainment of a state of 
affairs that suits him better than the alternatives. 
Philosophers and economists describe this undeniable 
fact by declaring that man prefers what makes him 
happier to what makes him Iess happy, that he aims at 
happiness.' Happiness-in the purely formal sense in 

1. There is no need to refute anew the arguments advanced for 
more than two thousand years against the principles of eudaemonism, 
hedonism, and utilitarianism. For an exposition of the formal and sub- 
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which ethical theory applies the term-is the only 
ultimate end, and all other things and states of affairs 
sought are merely means to the realization of the 
supreme ultimate end. It is customary, however, to 
employ a less precise mode of expression, frequently 
assigning the name of ultimate ends to all those means 
that are fit to produce satisfaction directly and imme- 
diately. 

The characteristic mark of ultimate ends is that they 
depend entirely on each individual’s personal and sub- 
jective judgment, which cannot be examined, measured, 
still less corrected by any other person. Each individual 
is the only and final arbiter in matters concerning his 
own satisfaction and happiness. 

As this fundamental cognition is often considered to 
be incompatible with the Christian doctrine, it may be 
proper to illustrate its truth by examples drawn from 
the early history of the Christian creed. The martyrs 
rejected what others considered supreme delights, in 
order to win salvation and eternal bliss. They did not 
heed their well-meaning fellows who exhorted them 
to save their lives by bowing to the statue of the divine 
emperor, but chose to die for their cause rather than to 
preserve their lives by forfeiting everlasting happiness 
in heaven. What arguments could a man bring for- 

jectivistic character of the concepts “pleasure” and “pain” as em- 
ployed in the context of these doctrines, see Mises, Human Action 
(New Haven, Yale University Press, 1949, pp. 14-15), and Ludwig 
Feuerbach, Eudumonismus, in Sammtliche Werke, ed. Bolin and Jodl 
(Stuttgart, 1907), 10, 230-93. Of course, those who recognize no 
“happiness” but that given by the orgasm, alcohol, and so forth cm- 
tinue to repeat the old errors and distortions. 
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ward who wanted to dissuade his fellow from martyr- 
dom? He could try to undermine the spiritual founda- 
tions of his faith in the message of the Gospels and their 
interpretation by the Church. This would have been an 
attempt to shake the Christian’s confidence in the ef- 
ficacy of his religion as a means to attain salvation and 
bliss. If this failed, further argument could avail noth- 
ing, for what remained was the decision between two 
ultimate ends, the choice between eternal bliss and 
eternal damnation. Then martyrdom appeared the 
means to attain an end which in the martyr’s opinion 
warranted supreme and everlasting happiness. 

As soon as people venture to question and to examine 
an end, they no longer look upon it as an end but 
deal with it as a means to attain a still higher end. The 
ultimate end is beyond any rational examination. All 
other ends are but provisional. They turn into means 
as soon as they are weighed against other ends or 
means. 

Means are judged and appreciated according to 
their ability to produce definite effects. While judg- 
ments of value are personal, subjective, and final, judg- 
ments about means are essentially inferences drawn 
from factual propositions concerning the power of the 
means in question to produce definite effects. About 
the power of a means to produce a definite effect there 
can be dissension and dispute between men. For the 
evaluation of ultimate ends there is no interpersonal 
standard available. 

Choosing means is a technical problem, as it were, 
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the term “technique” being taken in its broadest sense. 
Choosing ultimate ends is a personal, subjective, indi- 
vidual affair. Choosing means is a matter of reason, 
choosing ultimate ends a matter of the soul and the will. 









Chapter 1. Judgments of Value 

1. Judgments of Value and Propositions of Existence 

PROPOSITIONS asserting existence (&rmative existen- 
tial propositions ) or nonexistence (negative existential 
propositions) are descriptive. They assert something 
about the state of the whole universe or of parts of the 
universe. With regard to them questions of truth and 
falsity are significant. They must not be confounded 
with judgments of value. 

Judgments of value are voluntaristic. They express 
feelings, tastes, or preferences of the individual who 
utters them. With regard to them there cannot be any 
question of truth and falsity. They are ultimate and not 
subject to any proof or evidence. 

Judgments of value are mental acts of the individual 
concerned. As such they must be sharpIy distinguished 
from the sentences by means of which an individual 
tries to inform other people about the content of his 
judgments of value. A man may have some reason to lie 
about his valuations. We may describe this state of 
affairs in the following way: Every judgment of value 
is in itself also a fact of the actual state of the universe 
and as such may be the topic of existential propositions. 
The sentence “I prefer Beethoven to Lehar” refers to a 
judgment of value. If looked upon as an existential 
proposition, it is true if I really prefer Beethoven and 

19 
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act accordingly and false if I in fact prefer Lehar and 
for some reasons lie about my real feelings, taste, or 
preferences. In an analogous way the existential propo- 
sition “Paul prefers Beethoven to Lehar” may be true 
or false. In declaring that with regard to a judgment of 
value there cannot be any question of truth or falsity, 
we refer to the judgment as such and not to the sen- 
tences communicating the content of such a judgment 
of value to other people. 

2. Valuation and Action 

A judgment of value is purely academic if it does not 
impel the man who utters it to any action. There are 
judgments which must remain academic because it is 
beyond the power of the individual to embark upon 
any action directed by them. A man may prefer a starry 
sky to the starless sky, but he cannot attempt to substi- 
tute the former state which he likes better for the latter 
he likes less. 

The significance of value judgments consists pre- 
cisely in the fact that they are the springs of human 
action. Guided by his valuations, man is intent upon 
substituting conditions that please him better for con- 
ditions which he deems less satisfactory. He employs 
means in order to attain ends sought. 

Hence the history of human affairs has to deal with 
the judgments of value that impelled men to act and 
directed their conduct. What happened in history can- 
not be discovered and narrated without referring to 
the various valuations of the asting individuals. It is 
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not the task of the historian qua historian to pass judg- 
ments of value on the individuals whose conduct is the 
theme of his inquiries. As a branch of knowledge his- 
tory utters existential propositions only. But these exis- 
tential propositions often refer to the presence or ab- 
sence of definite judgments of value in the minds of the 
acting individuals. It is one of the tasks of the specific 
understanding of the historical sciences to establish 
what content the value judgments of the acting indi- 
viduals had. 

It is a task of history, for example, to trace back the 
origin of India’s caste system to the values which 
prompted the conduct of the generations who devel- 
oped, perfected, and preserved it. I t  is its further task 
to discover what the consequences of this system were 
and how these effects iduenced the value judgments of 
later generations. But it is not the business of the his- 
torian to pass judgments of value on the system as such, 
to praise or to condemn it. He has to deal with its rele- 
vance for the course of &airs, he has to compare it 
with the designs and intentions of its authors and sup- 
porters and to depict its effects and consequences. He 
has to ask whether or not the means employed were fit 
to attain the ends the acting individuals sought. 

It is a fact that hardly any historian has fully avoided 
passing judgments of value. But such judgments are 
always merely incidental to the genuine tasks of history. 
In uttering them the author speaks as an individual 
judging from the point of view of his personal valua- 
tions, not as a historian. 
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3. The Subjectivity of Valuation 

All judgments of value are personal and subjective. 
There are no judgments of value other than those as- 
serting Z prefer, I like better, I wish. 

It cannot be denied by anybody that various individ- 
uals disagree widely with regard to their feelings, 
tastes, and preferences and that even the same indi- 
viduals at various instants of their lives value the same 
things in a different way. In view of this fact it is use- 
less to talk about absolute and eternal values. 

This does not mean that every individual draws his 
valuations from his own mind. The immense majority 
of people take their valuations from the social environ- 
ment into which they were born, in which they grew 
up, that moulded their personality and educated them. 
Few men have the power to deviate from the traditional 
set of values and to establish their own scale of what 
appears to be better and what appears to be worse. 

What the theorem of the subjectivity of valuation 
means is that there is no standard available which 
would enable us to reject any ultimate judgment of 
value as wrong, false, or erroneous in the way we can 
reject an existential proposition as manifestly false. I t  
is vain to argue about ultimate judgments of value as 
we argue about the truth or falsity of an existential 
proposition. As soon as we start to refute by arguments 
an ultimate judgment of value, we look upon it as a 
means to attain definite ends. But then we merely shift 
the discussion to another plane. We no longer view the 
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principle concerned as an ultimate value but as a means 
to attain an ultimate value, and we are again faced with 
the same problem. We may, for instance, try to show a 
Buddhist that to act in conformity with the teachings 
of his creed results in effects which we consider disas- 
trous. But we are silenced if he replies that these effects 
are in his opinion lesser evils or no evils at  all compared 
to what would result from nonobservance of his rules 
of conduct. His ideas about the supreme good, happi- 
ness, and eternal bliss are different from ours. He does 
not care for those values his critics are concerned with, 
and seeks for satisfaction in other things than they do. 

4. The Logical and Syntactical Structure of 
ludgments of Value 

A judgment of value looks upon things from the 
point of view of the man who utters it. It does not as- 
sert anything about things as they are. It manifests a 
man’s affective response to definite conditions of the 
universe as compared with other definite conditions. 

Value is not intrinsic. It is not in things and condi- 
tions but in the valuing subject. It is impossible to 
ascribe value to one thing or state of affairs only. Val- 
uation invariably compares one thing or condition with 
another thing or condition. It grades various states of 
the external world. It contrasts one thing or state, 
whether real or imagined, with another thing or state, 
whether real or imagined, and arranges both in a scale 
of what the author of the judgment likes better and 
what less. 
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It may happen that the judging individual considers 
both things or conditions envisaged as equal. He is not 
concerned whether there is A or B. Then his judgment 
of value expresses indifference, No action can result 
from such a neutral disposition. 

Sometimes the utterance of a judgment of value is 
elliptical and makes sense only if appropriately com- 
pleted by the hearer. “I don’t like measles” means ‘I 
prefer the absence of measles to its presence.” Such 
incompleteness is the mark of all references to freedom. 
Freedom invariably means freedom from (absence of) 
something referred to expressly or implicitly. The gram- 
matical form of such judgments may be qualified as 
negative. But it is vain to deduce from this idiomatic 
attire of a class of judgments of value any statements 
abotit their content and to blame them for an alleged 
negativism. Every judgment of value allows of a formu- 
lation in which the more highly valued thing or state 
is logically expressed in both a positive and a negative 
way, although sometimes a language may not have de- 
veloped the appropriate term. Freedom of the press im- 
plies the rejection or negation of censorship. But, stated 
explicitly, it means a state of affairs in which the author 
alone determines the content of his publication as dis- 
tinct from a state in which the police has a right t o  
interfere in the matter. 

Action necessarily involves the renunciation of some- 
thing to which a lower value is assigned in order to 
attain or to preserve something to which a higher value 
is assigned. Thus, for instance, a definite amount of lei- 
sure is renounced in order to reap the product of a defi- 
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nite amount of labor. The renunciation of leisure is the 
means to attain a more highly valued thing or state. 

There are men whose nerves are so sensitive that they 
cannot endure an unvarnished account of many facts 
about the physiological nature of the human body and 
the praxeological character of human action. Such peo- 
ple take offense at the statement that man must choose 
between the most sublime things, the loftiest human 
ideals, on the one hand, and the wants of his body on 
the other, They feel that such statements detract from 
the nobility of the higher things. They refuse to notice 
the fact that there arise in the life of man situations in 
which he is forced to choose between fidelity to lofty 
ideals and such animal urges as feeding. 

Whenever man is faced with the necessity of choos- 
ing between two things or states, his decision is a 
judgment of value no matter whether or not it is ut- 
tered in the grammatical form commonly employed in 
expressing such judgments. 



Chapter 2. K w k d g e  and Value 

1. The Bias Doctrine 

THE ACCUSATION of bias has been leveled against 
economists long before Marx integrated it into his doc- 
trines, Today it is fairly generally endorsed by writers 
and politicians who, although they are in many respects 
influenced by Marxian ideas, cannot simply be consid- 
ered Marxians. We must attach to their reproach a 
meaning that differs from that which it has in the con- 
text of dialectical materialism. We must therefore dis- 
tinguish two varieties of the bias doctrine: the Mamian 
and the non-Marxian. The former will be dealt with in 
later parts of this essay in a critical analysis of Marxian 
materialism. The latter alone is treated in this chapter. 

Upholders of both varieties of the bias doctrine rec- 
ognize that their position would be extremely weak if 
they were merely to blame economics for an alleged 
bias without charging all other branches of science with 
the same fault. Hence they generalize the bias doctrine 
-but this generalized doctrine we need not examine 
here. We may concentrate upon its core, the assertion 
that economics is necessarily not weTtfTei but is tainted 
by prepossessions and prejudices rooted in value judg- 
ments. For all arguments advanced to support the doc- 
trine of general bias are also resorted to in the endeav- 
ors to prove the special bias doctrine that refers to 

26 
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economics, while some of the arguments brought for- 
ward in favor of the special bias doctrine are manifestly 
inappIicable to the general doctrine. 

Some contemporary defenders of the bias doctrine 
have tried to link it with Freudian ideas. They contend 
that the bias they see in the economists is not conscious 
bias. The writers in question are not aware of their 
prejudgments and do not intentionally seek results that 
will justify their foregone conclusions. From the deep 
recesses of the subconscious, suppressed wishes, un- 
known to the thinkers themselves, exert a disturbing in- 
fluence on their reasoning and direct their cogitations 
toward results that agree with their repressed desires 
and urges. 

However, it does not matter which variety of the bias 
doctrine one endorses. Each of them is open to the same 
objections. 

For the reference to bias, whether intentional or sub- 
conscious, is out of place if the accuser is not in a posi- 
tion to demonstrate clearly in what the deficiency of 
the doctrine concerned consists. All that counts is 
whether a doctrine is sound or unsound. This is to be 
established by discursive reasoning. It does not in the 
least detract from the soundness and correctness of a 
theory if the psychological forces that prompted its 
author are disclosed. The motives that guided the 
thinker are immaterial to appreciating his achieve- 
ment. Biographers are busy today explaining the work 
of the genius as a product of his complexes and libidi- 
nous impulses and a sublimation of his sexual desires. 
Their studies may be valuable contributions to psychol- 
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ogy, or rather to thymology (see below p. ZSS), but 
they do not affect in any way the evaluation of the biog- 
raphee’s expIoits. The most sophisticated psychoana- 
lytical examination of Pascal’s life tells us nothing about 
the scientific soundness or unsoundness of his mathe- 
matical and philosophical doctrines. 

If the failures and errors of a doctrine are unmasked 
by discursive reasoning, historians and biographers may 
try to explain them by tracing them back to their au- 
thor’s bias. But if no tenable objections can be raised 
against a theory, it is immaterial what kind of motives 
inspired its author. Granted that he was biased. But 
then we must realize that his alleged bias produced 
theorems which successfully withstood all objections. 

Reference to a thinker’s bias is no substitute for a 
refutation of his doctrines by tenable arguments. Those 
who charge the economists with bias merely show that 
they are at a loss to refute their teachings by critical 
analysis. 

2. Common Weal versus Special Interests 

Economic policies are directed toward the attain- 
ment of definite ends. In dealing with them economics 
does not question the value attached to these ends by 
acting men. It merely investigates two points: First, 
whether or not the policies concerned are fit to attain 
the ends which those recommending and applying them 
want to attain. SecondIy, whether these policies do not 
perhaps produce effects which, from the point of view 
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of those recommending and applying them, are unde- 
sirable. 

It is true that the terms in which many economists, 
especially those of the older generations, expressed the 
result of their inquiries could easily be misinterpreted. 
In dealing with a definite policy they adopted a manner 
of speech which would have been adequate from the 
point of view of those who considered resorting to it in 
order to attain definite ends. Precisely because the 
economists were not biased and did not venture to 
question the acting men’s choice of ends, they pre- 
sented the result of their deliberation in a mode of ex- 
pression which took the valuations of the actors for 
granted. People aim at definite ends when resorting to 
a tariff or decreeing minimum wage rates. When the 
economists thought such policies would attain the ends 
sought by their supporters, they called them good-just 
as a physician calIs a certain therapy good because he 
takes the end-curing his patient-for granted. 

One of the most famous of the theorems developed 
by the Classical economists, Ricardo’s theory of com- 
parative costs, is safe against all criticism, if we may 
judge by the fact that hundreds of passionate adver- 
saries over a period of a hundred and forty years have 
failed to advance any tenable argument against it. It is 
much more than merely a theory dealing with the ef- 
fects of free trade and protection. It is a proposition 
about the fundamental principles of human coopera- 
tion under the division of labor and specialization and 
the integration of vocational groups, about the origin 
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and further intensification of social bonds between men, 
and should as such be called the law of association. It 
is indispensable for understanding the origin of civili- 
zation and the course of history. Contrary to popular 
conceptions, it does not say that free trade is good and 
protection bad. It merely demonstrates that protection 
is not a means to increase the supply of goods pro- 
duced. Thus it says nothing about protection’s suita- 
bility or unsuitability to attain other ends, for instance 
to improve a nation’s chance of defending its independ- 
ence in war. 

Those charging the economists with bias refer to 
their alleged eagerness to serve “the interests.” In the 
context of their accusation this refers to selfish pursuit 
of the well-being of special groups to the prejudice of 
the common weal. Now it must be remembered that 
the idea of the common weal in the sense of a harmony 
of the interests of all members of society is a modem 
idea and that it owes its origin precisely to the teach- 
ings of the Classical economists. Older generations be- 
lieved that there is an irreconcilable conflict of interests 
among men and among groups of men. The gain of one 
is invariably the damage of others; no man profits but 
by the loss of others. We may call this tenet the Mon- 
taigne dogma because in modern times it was first 
expounded by Montaigne. It was the essence of the 
teachings of Mercantilism and the main target of the 
Classical economists’ critique of Mercantilism, to which 
they opposed their doctrine of the harmony of the 
rightly understood or long-run interests of all members 
of a market society. The socialists and interventionists 
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reject the doctrine of the harmony of interests. The 
socialists declare that there is irreconcilable conflict 
among the interests of the various social classes of a 
nation; while the interests of the proletarians demand 
the substitution of socialism for capitalism, those of the 
exploiters demand the preservation of capitalism. The 
nationalists declare that the interests of the various 
nations are irreconcilably in conflict. 

It is obvious that the antagonism of such incompati- 
bIe doctrines can be resolved only by logical reasoning. 
But the opponents of the harmony doctrine are not 
prepared to submit their views to such examination. 
As soon as somebody criticizes their arguments and 
tries to prove the harmony doctrine they cry out bias. 
The mere fact that only they and not their adversaries, 
the supporters of the harmony doctrine, raise this ze- 
proach of bias shows clearly that they are unable to 
reject their opponents’ statements by ratiocination. 
They engage in the examination of the problems con- 
cerned with the prepossession that only biased apolo- 
gists of sinister interests can possibly contest the cor- 
rectness of their socialist or interventionist dogmas. In 
their eyes the mere fact that a man disagrees with their 
ideas is the proof of his bias. 

When carried to its ultimate logical consequences 
this attitude implies the doctrine of polylogism. Poly- 
logism denies the uniformity of the logical structure of 
the human mind. Every social class, every nation, race, 
or period of history is equipped with a logic that differs 
from the logic of other classes, nations, races, or ages. 
Hence bourgeois economics differs from proletarian 
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economics, German physics from the physics of other 
nations, Aryan mathematics from Semitic mathematics. 
There is no need to examine here the essentials of the 
various brands of po1ylogism.l For polylogism never 
went beyond the simple declaration that a diversity of 
the mind's logical structure exists. It never pointed out 
in what these differences consist, for instance how the 
logic of the proletarians differs from that of the bour- 
geois. All the champions of polylogism did was to reject 
definite statements by referring to unspecified peculi- 
arities of their author's logic. 

3. Economics and Value 

The main argument of the Classical harmony doc- 
trine starts from the distinction between interests in the 
short run and those in the long run, the latter being 
referred to as the rightly understood interests. Let us 
examine the bearing of this distinction upon the prob- 
lem of privileges. 

One group of men certainly gains by a privilege 
granted to them. A group of producers protected by 
a tarif€, a subsidy, or any other modern protectionist 
method against the competition of more efficient rivals 
gains at the expense of the consumers. But will the rest 
of the nation, taxpayers and buyers of the protected 
article, tolerate the privilege of a minority? They will 
only acquiesce in it if they themselves are benefited by 
an analogous privilege. Then everybody loses as much 
in his capacity as consumer as he wins in his capacity 
1. See Mises, Human Action, pp. 74-89. 
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as producer. Moreover all are harmed by the substitu- 
tion of less efficient for more efficient methods of pro- 
duction. 

If one deals with economic policies from the point 
of view of this distinction between long- and short-run 
interests, there is no ground for charging the economist 
with bias. He does not condemn featherbedding of the 
railroadmen because it benefits the railroadmen at the 
expense of other groups whom he likes better. He shows 
that the railroadmen cannot prevent featherbedding 
from becoming a general practice and that then, that 
is, in the long run, it hurts them no less than other 
people. 

Of course, the objections the economists advanced to 
the plans of the socialists and interventionists carry no 
weight with those who do not approve of the ends 
which the peoples of Western civilization take for 
granted. Those who prefer penury and slavery to mate- 
rial well-being and all that can only develop where 
there is material well-being may deem all these objec- 
tions irrelevant. But the economists have repeatedly 
emphasized that they deal with sociaIism and interven- 
tionism from the point of view of the generally ac- 
cepted values of Western Civilization. The socialists 
and interventionists not only have not-at least not 
openly-denied these values but have emphatically de- 
clared that the realization of their own program will 
achieve them much better than will capitalism. 

It is true that most socialists and many intervention- 
ists attach value to equalizing the standard of living of 
all individuals. But the economists did not question the 
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value judgment implied. All they did was to point out 
the inevitable consequences of equalization. They did 
not say: The end you are aiming at is bad; they said: 
Realization of this end will bring effects which you 
yourselves deem more undesirable than inequality. 

4. Bias and Intolerance 

It is obvious that there are many people who let their 
reasoning be influenced by judgments of value, and that 
bias often corrupts the thinking of men. What is to be 
rejected is the popular doctrine that it is impossible to 
deal with economic problems without bias and that 
mere reference to bias, without unmasking fallacies in 
the chain of reasoning, is sufficient to explode a theory. 

The emergence of the bias doctrine implies in fact 
categorical acknowledgment of the impregnability of 
the teachings of economics against which the reproach 
of bias has been leveled. It was the first stage in the re- 
turn to intolerance and persecution of dissenters which 
is one of the main features of our age. As dissenters are 
guilty of bias, it is right to “liquidate” them. 



Chapter 3. The Quest for Absolute Values 

1. The Issue 

IN DEALING with judgments of value we refer to facts, 
that is, to the way in which people really choose ulti- 
mate ends. While the value judgments of many people 
are identical, while it is permissible to speak of certain 
almost universally accepted valuations, it would be 
manifestly contrary to fact to deny that there is diver- 
sity in passing judgments of value. 

From time immemorial an immense majority of men 
have agreed in preferring the effects produced by 
peaceful cooperation-at least among a limited number 
of people-to the effects of a hypothetical isolation of 
each individual and a hypothetical war of all against 
all. To the state of nature they have preferred the state 
of civilization, for they sought the closest possible at- 
tainment of certain ends-the preservation of life and 
health-which, as they rightly thought, require social 
cooperation. But it is a fact that there have been and 
are also men who have rejected these values and conse- 
quently preferred the solitary life of an anchorite to life 
within society. 

It is thus obvious that any scientifio treatment of the 
problems of value judgments must take into fulI account 
the fact that these judgments are subjective and chang- 
ing. Science seeks to know what is, and to formulate 
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existential propositions describing the universe as it is. 
With regard to judgments of value it cannot assert more 
than that they are uttered by some people, and inquire 
what the effects of action guided by them must be. Any 
step beyond these limits is tantamount to substituting 
a personal judgment of value for knowledge of reality. 
Science and our organized body of knowledge teach 
only what is, not what ought to be. 

This distinction between a field of science dealing 
exclusively with existential propositions and a field of 
judgments of value has been rejected by the doctrines 
that maintain there are eternal absolute values which 
it is just as much the task of scientific or philosophical 
inquiry to discover as to discover the laws of physics. 
The supporters of these doctrines contend that there is 
an absolute hierarchy of values. They tried to define 
the supreme good. They said it is permissible and nec- 
essary to distinguish in the same way between true and 
false, correct and incorrect judgments of value as be- 
tween true and false, correct and incorrect existential 
propositions.' Science is not restricted to the description 
of what is. There is, in their opinion, another fully le- 
gitimate branch of science, the normative science of 
ethics, whose task it is to show the true absolute values 
and to set up norms for the correct conduct of men. 

The plight of our age, according to the supporters of 
this philosophy, is that people no longer acknowledge 
these eternal values and do not let their actions be 
guided by them. Conditions were much better in the 

1. Franz Brentano, Vom Urspnrng sittlicher Erkenntnw, 2d ed. 
Leipzig, 1921. 
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past, when the peoples of Western civilization were 
unanimous in endorsing the values of Christian ethics. 
In what follows, we will deal with the issues raised 

by this philosophy. 

2. Conflicts within Society 

Having discussed the fact that men disagree with 
regard to their judgments of value and their choice of 
ultimate ends, we must stress that many conflicts 
which are commonly considered valuational are ac- 
tually caused by disagreement concerning the choice 
of the best means to attain ends about which the con- 
flicting parties agree. The problem of the suitability or 
unsuitability of definite means is to be solved by exis- 
tential propositions, not by judgments of value. Its 
treatment is the main topic of applied science. 

It is thus necessary to be aware in dealing with con- 
troversies concerning human conduct whether the dis- 
agreement refers to the choice of ends or to that of 
means. This is often a difficult task. For the same things 
are ends to some people, means to others. 

With the exception of the small, almost negligible 
number of consistent anchorites, all people agree in 
considering some kind of social cooperation between 
men the foremost means to attain any ends they may 
aim at. This undeniable fact provides a common ground 
on which political discussions between men become 
possible. The spiritual and intellectual unity of all speci- 
mens of homo sapiens manifests itself in the fact that 
the immense majority of men consider the same thing 
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-social cooperation-the best means of satisfying the 
biological urge, present in every living being, to pre- 
serve the life and health of the individual and to propa- 
gate the species. 

It is permissible to call this almost universal accept- 
ance of social cooperation a natural phenomenon. In 
resorting to this mode of expression and asserting that 
conscious association is in conformity with human 
nature, one implies that man is characterized as man 
by reason, is thus enabled to become aware of the great 
principle of cosmic becoming and evolution, viz., dif- 
ferentiation and integration, and to make intentional 
use of this principle to improve his condition. But one 
must not consider cooperation among the individuals 
of a biological species a universal natural phenomenon. 
The means of sustenance are scarce for every species of 
living beings. Hence biological competition prevails 
among the members of all species, an irreconcilable 
conflict of vital “interests.” Only a part of those who 
come into existence can survive. Some perish because 
others of their own species have snatched away from 
them the means of sustenance. An implacable struggle 
for existence goes on among the members of each spe- 
cies precisely because they are of the same species and 
compete with other members of it for the same scarce 
opportunities of survival and reproduction. Man alone 
by dint of his reason substituted social cooperation for 
biological competition. What made social cooperation 
possible is, of course, a natural phenomenon, the higher 
productivity of labor accomplished under the principle 
of the division of labor and specialization af tasks. But 
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it was necessary to discover this principle, to compre- 
hend its bearing upon human affairs, and to employ it 
consciously as a means in the struggIe for existence. 

The fundamental facts about social cooperation have 
been misinterpreted by the school of social Darwinism 
as well as by many of its critics. The former maintained 
that war among men is an inevitable phenomenon and 
that all attempts to bring about lasting peace among 
nations are contrary to nature. The latter retorted that 
the struggle for existence is not among members of the 
same animal species but among the members of various 
species. As a rule tigers do not attack other tigers but, 
taking the line of least resistance, weaker animals. 
Hence, they concluded, war among men, who are speci- 
mens of the same species, is unnatura1.I 

Both schools misunderstood the Darwinian concept 
of the struggle for survival. It does not refer merely to 
combat and blows. It means metaphorically the tena- 
cious impulse of beings to keep alive in spite of all 
factors detrimental to them. As the means of sustenance 
are scarce, biological competition prevails among all in- 
dividuals-whether of the same or different species- 
which feed on the same stuff. It is immaterial whether 
or not tigers fight one another. What makes every speci- 
men of an animal species a deadly foe of every other 
specimen is the mere fact of their life-and-death rivalry 
in their endeavors to snatch a sufficient amount of food. 
This inexorable rivalry is present also among animals 
gregariously roaming in droves and flocks, among ants 

1. On this controversy see Paul Barth, Die Philosophie der Ge- 
schichte als Sozwlogie (4th ed. Leipzig, 1922), pp. 289-92. 
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of the same hill and bees of the same swarm, among 
the brood hatched by common parents and among the 
seeds ripened by the same plant. Only man has the 
power to escape to some extent from the rule of this 
law by intentional cooperation. So long as there is social 
cooperation and population has not increased beyond 
the optimum size, biological competition is suspended. 
It is therefore inappropriate to refer to animals and 
plants in dealing with the social problems of man. 

Yet man’s almost universal acknowledgment of the 
principle of social cooperation did not result in agree- 
ment regarding all interhuman relations. While almost 
all men agree in looking upon socia1 cooperation as the 
foremost means for realizing all human ends, whatever 
they may be, they disagree as to the extent to which 
peaceful social cooperation is a suitable means for at- 
taining their ends and how far it should be resorted to. 

Those whom we may call the harmonists base their 
argument on Ricardo’s law of association and on 
Malthus’ principle of population. They do not, as some 
of their critics believe, assume that all men are bio- 
logically equal. They take fully into account the fact 
that there are innate biological differences among var- 
ious groups of men as well as among individuals belong- 
ing to the same group. Ricardo’s law has shown that 
cooperation under the principle of the division of labor 
is favorable to all participants. It is an advantage for 
every man to cooperate with other men, even if these 
others are in every respect-mental and bodily capac- 
ities and skills, diligence and moral worth-inferior. 
From Malthus’ principle one can deduce that there is, 
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in any given state of the supply of capital goods and 
knowledge of how to make the best use of natural 
resources, an optimum size of population. So long as 
population has not increased beyond this size, the addi- 
tion of newcomers improves rather than impairs the 
conditions of those already cooperating. 

In the philosophy of the antiharmonists, the various 
schools of nationalism and racism, two different lines 
of reasoning must be distinguished. One is the doctrine 
of the irreconcilable antagonism prevailing among var- 
ious groups, such as nations or races. As the antihar- 
monists see it, community of interests exists only within 
the group among its members. The interests of each 
group and of each of its members are implacably o p  
posed to those of all other groups and of each of their 
members. So it is “natural” there should be perpetual 
war among various groups. This natural state of war of 
each group against every other group may sometimes 
be interrupted by periods of armistice, falsely labeled 
periods of peace. It may also happen that sometimes in 
warfare a group cooperates in alliances with other 
groups. Such alliances are temporary makeshifts of 
politics. They do not in the long run affect the inexo- 
rable natural conflict of interests. Having, in coopera- 
tion with some allied groups, defeated several of the 
hostile groups, the leading group in the coalition turns 
against its previous allies in order to annihilate them too 
and to establish its own world supremacy. 

The second dogma of the nationalist and racist phi- 
losophies is considered by its supporters a logical con- 
clusion derived from their first dogma. As they see it, 
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human conditions involve forever irreconcilable con- 
flicts, first among the various groups fighting one an- 
other, later, after the final victory of the master group, 
between the latter and the enslaved rest of mankind. 
Hence this supreme elite group must always be ready 
to fight, first to crush the rival groups, then to quell re- 
bellions of the slaves. The state of perpetual prepared- 
ness for war enjoins upon it the necessity of organizing 
society after the pattern of an army. The army is not 
an instrument destined to serve a body politic; it is 
rather the very essence of social cooperation, to which 
all other social institutions are subservient. The individ- 
uals are not citizens of a commonwealth; they are sol- 
diers o€ a fighting force and as such bound to obey 
unconditionally the orders issued by the supreme com- 
mander. They have no civil rights, merely military 
duties. 

Thus even the fact that the immense majority of men 
look upon social cooperation as the foremost means to 
attain all desired ends does not provide a basis for a 
wide-reaching agreement concerning either ends or 
means. 

3. A Remark on the Alleged Medieval Unanimity 

In examining the doctrines of eternal absolute values 
we must also ask whether it is true or not that there was 
a period of history in which all peoples of the West 
were united in their acceptance of a uniform system 
of ethical norms. 

Until the beginning of the fourth century the Chris- 
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tian creed was spread by voluntary conversions. There 
were also Iater voluntary conversions of individuals and 
of whole peoples. But from the days of Theodosius 1. 
on, the sword began to play a prominent role in the dis- 
semination of Christianity, Pagans and heretics were 
compelled by force of arms to submit to the Christian 
teachings. For many centuries religious problems were 
decided by the outcome of battles and wars. Military 
campaigns determined the religious allegiance of na- 
tions. Christians of the East were forced to accept the 
creed of Mohammed, and pagans in Europe and Amer- 
ica were forced to accept the Christian faith. Secular 
power was instrumental in the struggle between the 
Reformation and the Counter Reformation. 

There was religious uniformity in Europe of the 
Middle Ages as both paganism and heresies were eradi- 
cated with fire and sword. AH of Western and Central 
Europe recognized the Pope as the Vicar of Christ. But 
this did not mean that all people agreed in their judg- 
ments of value and in the principles directing their 
conduct. There were few people in medieval Europe 
who lived according to the precepts of the Gospels. 
Much has been said and written about the truly Chris- 
tian spirit of the code of chivalry and about the reli- 
gious idealism that guided the conduct of the knights. 
Yet anything less compatible with Luke 6:27-9 than 
the rules of chivalry can hardly be conceived. The gal- 
lant knights certainly did not Iove their enemies, they 
did not bless those who cursed them, and they did not 
offer the left cheek to him who smote them on the right 
cheek. The Catholic Church had the power to prevent 
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scholars and writers from challenging the dogmas as 
defined by the Pope and the Councils and to force the 
secular rulers to yield to some of its political claims. 
But it could preserve its position only by condoning 
conduct on the part of the laity which defied most, if 
not all, of the principles of the Gospels. The values that 
determined the actions of the ruling classes were en- 
tirely different from those that the Church preached. 
Neither did the peasants comply with Matthew 6:25-8. 
And there were courts and judges in defiance of Mat- 
thew 7: 1 : “Judge not, that you be not judged.” 

4. The Idea of Natural Law 

The most momentous attempt to find an absolute and 
eternal standard of value is presented by the doctrine 
of natural law. 

The term ‘natural law” has been claimed by various 
schools of philosophy and jurisprudence. Many doc- 
trines have appealed to nature in order to provide a 
justscation for their postulates. Many manifestly spuri- 
ous theses have been advanced under the label of natu- 
ral law. It was not difficult to explode the fallacies com- 
mon to most of these lines of thought. And it is no 
wonder that many thinkers become suspicious as soon 
as natural law is referred to. 

Yet it would be a serious blunder to ignore the fact 
that all the varieties of the doctrine contained a sound 
idea which could neither be compromised by connec- 
tion with untenable vagaries nor discredited by any 
criticism. Long before the Classical economists discov- 
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ered that a regularity in the sequence of phenomena 
prevails in the fieId of human action, the champions of 
natural law were dimly aware of this inescapable fact. 
From the bewildering diversity of doctrines presented 
under the rubric of natural law there finally emerged a 
set of theorems which no caviling can ever invalidate. 
There is first the idea that a nature-given order of 
things exists to which man must adjust his actions if he 
wants to succeed. Second: the only means available to 
man for the cognizance of this order is thinking and 
reasoning, and no existing social institution is exempt 
from being examined and appraised by discursive rea- 
soning. Third: there is no standard available for ap- 
praising any mode of acting either of individuals or of 
groups of individuals but that of the effects produced 
by such action. Carried to its ultimate logical conse- 
quences, the idea of natural law led eventually to ra- 
tionalism and utilitarianism. 

The march of social philosophy toward this ines- 
capable conclusion was slowed down by many obstacles 
which could not be removed easily. There were nu- 
merous pitfalls on the way, and many inhibitions ham- 
pered the philosophers. To deal with the vicissitudes of 
the evolution of these doctrines is a task of the history 
of philosophy. In the context of our investigation it is 
enough to mention only two of these problems. 

There was the antagonism between the teachings of 
reason and the dogmas of the Church. Some philoso- 
phers were prepared to ascribe unconditional suprem- 
acy to the latter. Truth and certainty, they declared, 
are to be found only in revelation. Man’s reason can 
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err, and man can never be sure that his speculations 
were not led astray by Satan. Other thinkers did not 
accept this solution of the antagonism. To reject reason 
beforehand was in their opinion preposterous. Reason 
too stems from God, who endowed man with it, so there 
can be no genuine contradiction between dogma and 
the correct teachings of reason. I t  is the task of philoso- 
phy to show that ultimately both agree. The central 
problem of Scholastic philosophy was to demonstrate 
that human reason, unaided by revelation and Holy 
Writ, taking recourse only to its proper methods of 
ratiocination, is capable of proving the apodictic truth 
of the revealed dogmas1 A genuine conflict of faith and 
reason does not exist. Natural law and divine law do 
not disagree. 

However, this way of dealing with the matter does 
not remove the antagonism; it merely shifts it to an- 
other field. The conflict is no longer a conflict between 
faith and reason but between Thomist philosophy and 
other modes of philosophizing. We may leave aside the 
genuine dogmas such as Creation, Incarnation, the 
Trinity, as they have no direct bearing on the problems 
of interhuman relations. But many issues remain with 
regard to which most, if not all, Christian churches and 
denominations are not prepared to yield to secular rea- 
soning and an evaluation from the point of view of 
social utility. Thus the recognition of natural law on the 
part of Christian theology was only conditional. I t  
referred to a definite type of natural law, not opposed 

pp. 102-5, 116-17, 460562. 
1. Louis Rougier, La Scholastique et le Thomisme (Paris, 192,5), 
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to the teachings of Christ as each of these churches and 
denominations interpreted them. It  did not acknowl- 
edge the supremacy of reason. It was incompatible with 
the principles of utilitarian philosophy. 

A second factor that obstructed the evolution of 
natural law toward a consistent and comprehensive 
system of human action was the erroneous theory of 
the biological equality of all men. In repudiating argu- 
ments advanced in favor of legal discrimination among 
men and of a status society, many advocates of equality 
before the law overstepped the mark. To hold that “at 
birth human infants, regardless of their heredity, are 
as equal as Fords” is to deny facts so obvious that it 
brought the whole philosophy of natural law into dis- 
repute. In insisting on biological equality the natural 
law doctrine pushed aside all the sound arguments ad- 
vanced in favor of the principle of equality before the 
law. It thus opened the way for the spread of theories 
advocating all sorts of legal discrimination against in- 
dividuals and groups of individuals. It supplanted the 
teachings of liberal social philosophy. Stirring up hatred 
and violence, foreign wars and domestic revolutions, it 
prepared mankind for the acceptance of aggressive na- 
tionalism and racism. 

The chief accomplishment of the natural law idea 
was its rejection of the doctrine (sometimes called legal 
positivism) according to which the ultimate source of 
statute law is to be seen in the superior military power 
of the legislator who is in a position to beat into sub- 

2. Horace M. Kallen, “Behaviorism,” Encyclopaedia of the SrJdal 
Sciences (Macmillan, 193035), 3, 498. 
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mission all those defying his ordinances. Natural law 
taught that statutory laws can be bad laws, and it 
contrasted with the bad laws the good laws to which 
it ascribed divine or natural origin. But it was an illu- 
sion to deny that the best system of laws cannot be 
put into practice unless supported and enforced by 
military supremacy. The philosophers shut their eyes 
to manifest historical facts. They refused to admit that 
the causes they considered just made progress only 
because their partisans defeated the defenders of the 
bad causes. The Christian faith owes it success to a 
long series of victorious battles and campaigns, from 
various battles between rival Roman imperators and 
Caesars down to the campaigns that opened the Orient 
to the activities of missionaries. The cause of American 
independence triumphed because the British forces 
were defeated by the insurgents and the French. It 
is a sad truth that Mars is for the big battalions, not 
for the good causes. To maintain the opposite opinion 
implies the belief that the outcome of an armed con- 
flict is an ordeal by combat in which God always grants 
victory to the champions of the just cause. But such an 
assumption would annul all the essentials of the doc- 
trine of natural law, whose basic idea was to contrast to 
the positive laws, promulgated and enforced by those 
in power, a “higher” law grounded in the innermost na- 
ture of man. 

Yet all these deficiencies and contradictions of the 
doctrine of natural law must not prevent us from rec- 
ognizing its sound nucleus. Hidden in a heap of illusions 
and quite arbitrary prepossessions was the idea that 
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every valid law of a country was open to critical exam- 
ination by reason. About the standard to be applied 
in such an examination the older representatives of the 
school had onIy vague notions. They referred to nature 
and were reluctant to admit that the ultimate standard 
of good and bad must be found in the effects produced 
by a law. Utilitarianism finally completed the intellec- 
tual evolution inaugurated by the Greek Sophists. 

But neither utilitarianism nor any of the varieties of 
the doctrine of natural law could or did find a way to 
eliminate the conflict of antagonistic judgments of 
value. It is useless to emphasize that nature is the ulti- 
mate arbiter of what is right and what is wrong. Nature 
does not clearly reveal its plans and intentions to man. 
Thus the appeal to natural law does not settle the dis- 
pute. It merely substitutes dissent concerning the inter- 
pretation of natural law for dissenting judgments of 
value. Utilitarianism, on the other hand, does not deal 
at all with ultimate ends and judgments of value. It 
invariably rcfers onIy to means. 

5. Reuelation 

Revealed religion derives its authority and authen- 
ticity from the communication to man of the Supreme 
Being’s will. It gives the faithful indisputable certainty. 

However, people disagree widely about the content 
of revealed truth as well as about its correct-orthodox 
-interpretation. For all the grandeur, majesty, and sub- 
limity of religious feeling, irreconcilable conflict exists 
among various faiths and creeds. Even if unaaimity 
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could be attained in matters of the historical authentic- 
ity and reliability of revelation, the problem of the ve- 
racity of various exegetic interpretations would still 
remain. 

Every faith claims to possess absolute certainty. But 
no religious faction knows of any peaceful means that 
will invariably induce dissenters to divest themselves 
voluntarily of their error and to adopt the true creed. 

If peopIe of different faiths meet for peaceful discus- 
sion of their differences, they can find no common basis 
for their colloquy but the statement: by their fruits ye 
shall know them. Yet this utilitarian device is of no use 
so long as men disagree about the standard to be ap- 
plied in judging the effects. 

The religious appeal to absolute eternal values did 
not do away with conflicting judgments of value. It 
merely resulted in religious wars. 

6. Atheistic Intuition 

Other attempts to discover an absolute standard of 
values were made without reference to a divine real- 
ity. Emphatically rejecting all traditional religions and 
claiming for their teachings the epithet “scientific,” 
various writers tried to substitute a new faith for the 
old ones. They claimed to know precisely what the 
mysterious power that directs all cosmic becoming has 
in store for mankind. They proclaimed an absolute 
standard of values. Good is what works aIong the lines 
that this power wants mankind to follow; everything 
else is bad. In their vocabulary “progressive” is a 
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synonym of good and ‘‘reactionary” a synonym of bad. 
Inevitably progress will triumph over reaction because 
it is impossible for men to divert the course of history 
from the direction prescribed by the plan of the mys- 
terious prime mover. Such is the metaphysics of Karl 
Marx, the faith of contemporary self-styled progres- 
sivism. 

Marxism is a revolutionary doctrine. It expressly 
declares that the design of the prime mover will be 
accomplished by civil war. It implies that ultimately 
in the battles of these campaigns the just cause, that 
is, the cause of progress, must conquer. Then dl con- 
flicts concerning judgments of value will disappear. The 
liquidation of all dissenters will establish the undis- 
puted supremacy of the absolute eternal vaIues. 

This formula for the solution of conflicts of value 
judgments is certainly not new. It is a device known 
and practiced from time immemorial. Kill. the infidels! 
Bum the heretics1 What is new is merely the fact that 
today it is sold to the pubIic under the label of “science.” 

7. The Idea of Justice 

One of the motives that impel men to search for an 
absolute and immutable standard of value is the pre- 
sumption that peaceful cooperation is possible only 
among people guided by the same judgments of value. 

It is obvious that social cooperation would not have 
evolved and could not be preserved if the immense 
majority were not to consider it as the means for the 
attainment of all their ends. Striving after the preserva- 
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tion of his own life and health and after the best pos- 
sible removal of felt uneasiness, the individual looks 
upon society as a means, not as an end. There is no 
perfect unanimity even with regard to this point. But 
we may neglect the dissent of the ascetics and the an- 
chorites, not because they are few, but because their 
plans are not affected if other people, in the pursuit of 
their plans, cooperate in society. 

There prevails among the members of society dis- 
agreement with regard to the best method for its 
organization. But this is a dissent concerning means, 
not ultimate ends. The problems involved can be dis- 
cussed without any reference to judgments of value. 

Of course, almost all people, guided by the tradi- 
tional manner of dealing with ethical precepts, peremp- 
torily repudiate such an explanation of the issue. Social 
institutions, they assert, must be just. It is base to judge 
them merely according to their fitness to attain definite 
ends, however desirable these ends may be from any 
other point of view. What matters first is justice. The 
extreme formulation of t h i s  idea is to be found in the 
famous phrase: jiut justitirr, pereat mundus. Let justice 
be done, even if it destroys the world. Most supporters 
of the postulate of justice will reject this maxim as ex- 
travagant, absurd, and paradoxical. But it is not more 
absurd, merely more shocking, than any other reference 
to an arbitrary notion of absolute justice. It clearly 
shows the fallacies of the methods applied in the dis- 
cipline of intuitive ethics. 

The procedure of this normative quasi science is to 
derive certain precepts from intuition and to deal with 
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them as if their adoption as a guide to action would not 
affect the attainment of any other ends considered de- 
sirable. The moraIists do not bother about the necessary 
consequences of the realization of their postulates. We 
need not discuss the attitudes of people for whom the 
appeal to justice is manifestly a pretext, consciously or 
subconsciously chosen, to disguise their short-run in- 
terests, nor expose the hypocrisy of such makeshift 
notions of justice as those involved in the popular con- 
cepts of just prices and fair wages1 The philosophers 
who in their treatises of ethics assigned supreme value 
to justice and applied the yardstick of justice to all 
social institutions were not guilty of such deceit. They 
did not support selfish group concerns by declaring 
them a€one just, fair, and good, and smear all dissenters 
by depicting them as the apologists of unfair causes. 
They were Platonists who believed that a perennial 
idea of absolute justice exists and that it is the duty of 
man to organize all human institutions in conformity 
with this ideal. Cognition of justice is imparted to man 
by an inner voice, ie., by intuition. The champions of 
this doctrine did not ask what the consequences of 
realizing the schemes they called just would be. They 
silently assumed either that these consequences will be 
beneficial or that mankind is bound to put up even with 
very painful consequences of justice. StiU Iess did these 
teachers of morality pay attention to the fact that peo- 
ple can and really do disagree with regard to the inter- 
pretation of the inner voice and that no method of 
peacefuuy settling such disagreements can be found. 
1. See Mises, Human Action, ~ p .  719-25. 
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All these ethical doctrines have failed to comprehend 
that there is, outside of social bonds and preceding, 
temporally or logically, the existence of society, nothing 
to which the epithet “just” can be given. A hypothetical 
isolated individual must under the pressure of biolog- 
ical competition look upon all other people as deadIy 
foes. His only concern is to preserve his own life and 
health; he does not need to heed the consequences 
which his own survival has for other men; he has no use 
for justice. His only solicitudes are hygiene and defense. 
But in social cooperation with other men the individual 
is forced to abstain from conduct incompatible with 
Iife in society. Only then does the distinction between 
what is just and what is unjust emerge. It invariably 
refers to interhuman social relations. What is beneficial 
to the individual without affecting his fellows, such as 
the observance of certain rules in the use of some drugs, 
remains hygiene. 

The ultimate yardstick of justice is conduciveness to 
the preservation of social cooperation. Conduct suited 
to preserve social cooperation is just, conduct detri- 
mental to the preservation of society is unjust. There 
cannot be any question of organizing society according 
to the postulates of an arbitrary preconceived idea of 
justice. The problem is to organize society for the best 
possible realization of those ends which men want to 
attain by social cooperation. Social utility is the only 
standard of justice. It is the sole guide of legislation. 

Thus there are no irreconcilable confiicts between 
selfishness and altruism, between economics and ethics, 
between the concerns of the individual and those of so- 
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ciety. Utilitarian philosophy and its finest product, eco- 
nomics, reduced these apparent antagonisms to the 
opposition of short-run and long-run interests. Society 
could not have come into existence or been preserved 
without a harmony of the rightly understood interests 
of all its members. 

There is only one way of dealing with all problems 
of social organization and the conduct of the members 
of society, viz., the method applied by praxeology and 
economics. No other method can contribute anything to 
the ehcidation of these matters. 

The concept of justice as employed by jurisprudence 
refers to legality, that is, to legitimacy from the point 
of view of the valid statutes of a country. It means jus- 
tice de Zege lata. The science of law has nothing to say 
de Zege ferenda, i.e., about the laws as they ought to be. 
To enact new laws and to repeal old laws is the task of 
the legislature, whose sole criterion is social utility. The 
assistance the legislator can expect from lawyers refers 
only to matters of legal technique, not to the gist of 
the statutes and decrees. 

There is no such thing as a normative science, a sci- 
ence of what ought to be. 

8. The UtiZitarian Doctrine Restated 

The essential teachings of utilitarian philosophy as 
applied to the problems of society caa be restated as 
follows: 

Human effort exerted under the principle of the divi- 
sion of labor in social cooperation achieves, other things 
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remaining equal, a greater output per unit of input 
than the isolated efforts of solitary individuals. Man’s 
reason is capable of recognizing this fact and of adapt- 
ing his conduct accordingly. Thus social cooperation 
becomes for almost every man the great means for the 
attainment of all ends. An eminently human common 
interest, the preservation and intensification of social 
bonds, is substituted for pitiless biological competition, 
the significant mark of animal and plant life. Man be- 
comes a social being. He is no longer forced by the in- 
evitable laws of nature to look upon all other specimens 
of his animal species as deadly foes. Other people be- 
come his fellows. For animals the generation of every 
new member of the species means the appearance of a 
new rival in the struggle for life. For man, until the 
optimum size of population is reached, it means rather 
an improvement than a deterioration in his quest for 
material well-being. 

Notwithstanding all his social achievements man 
remains in biological structure a mammal. His most 
urgent needs are nourishment, warmth, and shelter. 
Only when these wants are satisfied can he concern 
himself with other needs, peculiar to the human species 
and therefore called specifically human or higher needs. 
Also the satisfaction of these depends as a rule, at least 
to  some extent, on the availability of various material 
tangible things. 

As social cooperation is for acting man a means and 
not an end, no unanimity with regard to value judg- 
ments is required to make it work. It is a fact that almost 
all men agree in aiming at certain ends, at those pleas- 
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ures which ivory-tower moralists disdain as base and 
shabby. But it is no less a fact that even the most sub- 
lime ends cannot be sought by people who have not first 
satisfied the wants of their animal body. The Ioftiest 
exploits of philosophy, art, and literature would never 
have been performed by men living outside of society. 

Moralists praise the nobility of people who seek a 
thing for its own sake. “Deutsch sein heisst eine Sache 
urn ihrer selbst willen tun,” declared Richard Wagner,’ 
and the Nazis, of all people, adopted the dictum as a 
fundamental principle of their creed. Now what is 
sought as an ultimate end is valued according to the im- 
mediate satisfaction to be derived from its attainment. 
There is no harm in declaring elliptically that it is 
sought for its own sake. Then Wagner’s phrase is re- 
duced to the truism: Ultimate ends are ends and not 
means for the attainment of other ends. 

Moralists furthermore level against utilitarianism the 
charge of (ethical) materialism. Here too they miscon- 
strue the utilitarian doctrine. Its gist is the cognition 
that action pursues definite chosen ends and that conse- 
quently there can be no other standard for appraising 
conduct but the desirability or undesirability of its 
effects. The precepts of ethics are designed to preserve, 
not to destroy, the “world.” They may call upon people 
to put up with undesirable short-run effects in order 
to avoid producing still more undesirable long-run 
effects. But they must never recommend actions whose 
effects they themselves deem undesirable for the sole 
1. In Deutsche Kunst und Deutsche Pditik, Siimtliche Werke (6th 

ed. Leipzig, Breitkopf and Hiirtel), 8, 96. 
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purpose of not defying an arbitrary rule derived from 
intuition, The formula f;Qt justitia, pereat mundus is 
exploded as sheer nonsense. An ethical doctrine that 
does not take into fuIl account the effects of action is 
mere fancy. 

Utilitarianism does not teach that people should 
strive only after sensuous pleasure (though it recog- 
nizes that most or at least many people behave in this 
way). Neither does it indulge in judgments of value. By 
its recognition that social cooperation is for the im- 
mense majority a means for attaining all their ends, it 
dispels the notion that society, the state, the nation, or 
any other social entity is an ultimate end and that in- 
dividual men are the slaves of that entity. It rejects the 
philosophies of universalism, collectivism, and totdi- 
tarianism. In this sense it is meaningful to call utili- 
tarianism a philosophy of individualism. 

The collectivist doctrine fails to recognize that social 
cooperation is for man a means for the attainment of all 
his ends. It assumes that irreconcilable conflict prevails 
between the interests of the collective and those of in- 
dividuals, and in this conflict it sides unconditionally 
with the collective entity. The collective alone has real 
existence; the individuals’ existence is conditioned by 
that of the collective. The collective is perfect and can 
do no wrong. Individuals are wretched and refractory; 
their obstinacy must be curbed by the authority to 
which God or nature has entrusted the conduct of 
society’s affairs. The powers that be, says the Apostle 
Paul, are ordained of God.2 They are ordained by nature 

2. Epistle to the Romans 13:l. 
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or by the superhuman factor that directs the course of 
all cosmic events, says the atheist collectivist. 

Two questions immediately arise. First: If it were 
true that the interests of the collective and those of in- 
dividuals are impIacabIy opposed to one another, how 
could society function? One may assume that the in- 
dividuals would be prevented by force of arms from re- 
sorting to open rebellion. But it cannot be assumed that 
their active cooperation could be secured by mere com- 
pulsion. A system of production in which the only in- 
centive to work is the fear of punishment cannot last. 
It was this fact that made slavery disappear as a sys- 
tem of managing production. 

Second: If the collective is not a means by which in- 
dividuals may achieve their ends, if the collective’s 
flowering requires sacrifices by the individuals which 
are not outweighed by advantages derived from social 
cooperation, what prompts the advocate of collectivism 
to assign to the concerns of the collective precedence 
over the personal wishes of the individuals? Can any 
argument be advanced for such exaltation of the collec- 
tive but persona1 judgments of value? 

Of course, everybody’s judgments of value are per- 
sonal. If a man assigns a higher value to the concerns 
of a collective than to his other concerns, and acts ac- 
cordingly, that is his affair. So long as the collectivist 
philosophers proceed in this way, no objection can be 
raised. But they argue differently. They elevate their 
personal judgments of value to the dignity of an absolute 
standard of value. They urge other people to stop valu- 
ing according to their own will and to adopt uncondi- 
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tionally the precepts to which coUectivism has assigned 
absolute eternal validity. 

The futility and arbitrariness of the collectivist point 
of view become still more evident when one recalls that 
various collectivist parties compete for the exclusive 
allegiance of the individuals. Even if they employ the 
same word for their collectivist ideal, various writers 
and leaders disagree on the essential features of the 
thing they have in mind. The state which Ferdinand 
Lassalle called god and to which he assigned para- 
mountcy was not precisely the collectivist idol of Hegel 
and Stahl, the state of the Hohenzollern. Is mankind as 
a whole the sole legitimate collective or is each of the 
various nations? Is the collective to which the German- 
speaking Swiss owe exclusive allegiance the Swiss Con- 
federacy or the Volksgemeimchaft comprising all Ger- 
man-speaking men? All major social entities such as 
nations, linguistic groups, religious communities, party 
organizations have been elevated to the dignity of the 
supreme collective that overshadows all other collec- 
tives and claims the submission of the whole personality 
of all right-thinking men. But an individual can re- 
nounce autonomous action and unconditionally sur- 
render his self only in favor of one collective. Which 
collective this ought to be can be determined only by 
a quite arbitrary decision. The collective creed is by 
necessity exclusive and totalitarian. It craves the whole 
man and does not want to share him with any other col- 
lective. It seeks to establish the exclusive supreme 
validity of only one system of values. 

There is, of course, but one way to make one’s o m  
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judgments of value supreme. One must beat into sub- 
mission all those dissenting. This is what all representa- 
tives of the various collectivist doctrines are striving for. 
They ultimately recommend the use of violence and 
pitiless annihiIation of aII those whom they condemn as 
heretics. Collectivism is a doctrine of war, intolerance, 
and persecution. If any of the collectivist creeds should 
succeed in its endeavors, all people but the great dicta- 
tor would be deprived of their essential human quality. 
They would become mere souUess pawns in the hands 
of a monster. 

The characteristic feature of a free society is that it 
can function in spite of the fact that its members dis- 
agree in many judgments of value. In the market 
economy business serves not only the majority but also 
various minorities, provided they are not too small in 
respect of the economic goods which satisfying their 
special wishes would require. Philosophical treatises 
are published-though few people read them, and the 
masses prefer other books or none-if enough readers 
are foreseen to recover the costs. 

9. On Aesthetic Values 

The quest for absolute standards of value was not 
limited to the field of ethics. It concerned aesthetic 
values as well. 

In ethics a common ground for the choice of rules of 
conduct is given so far as people agree in considering 
the preservation of social cooperation the foremost 
means for attaining all their ends. Thus virtually any 
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controversy concerning the rules of conduct refers to 
means and not to ends. It is consequently possible to 
appraise these rules from the point of view of their 
adequacy for the peaceful functioning of society. Even 
rigid supporters of an intuitionist ethics could not help 
eventually resorting to an appraisal of conduct from the 
point of view of its effects upon human happiness.l 

It is different with aesthetic judgments of value. In 
tliis field there is no such agreement as prevails with 
regard to the insight that social cooperation is the fore- 
most means for the attainment of all ends. All disagree- 
ment here invariably concerns judgments of value, none 
the choice of means for the realization of an end agreed 
upon. There is no way to reconcile conflicting judg- 
ments. There is no standard by which a verdict of “it 
pleases me” or “it does not please me” can be rectified. 

The unfortunate propensity to hypostatize various 
aspects of human thinking and acting has led to at- 
tempts to provide a definition of beauty and then to 
apply this arbitrary concept as a measure. However 
there is no acceptable definition of beauty but “that 
which pleases.” There are no norms of beauty, and there 
is no such thing as a normative discipline of aesthetics. 
All that a professional critic of art and literature can say 
apart from historica1 and technical observations is that 
he likes or dislikes a work. The work may stir him to 
profound commentaries and disquisitions. But his judg- 
ments of value remain personal and subjecthe and do 

1. Even Kant. See M i k  der p r a k t k c h  Vernunft, Pt. I, Bk. 11, 
Sec. I ( Insel-Ausgabe, 5, 240-1). Compare Friedrich Jodl, Geschichte 
der Ethik (2d 4. Stuttgart, 19f2), 2, 35-8. 
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not necessarily affect the judgments of other people. A 
discerning person will note with interest what a thought- 
ful writer says about the impression a work of art made 
upon him. But it depends upon a man’s own discretion 
whether or not he will let his own judgment be i d u -  
enced by that of other men, however excellent they may 
be. 

The enjoyment of art and literature presupposes a 
certain disposition and susceptibility on the part of the 
public. Taste is inborn to only a few. Others must culti- 
vate their aptitude for enjoyment. There are many 
things a man must learn and experience in order to be- 
come a connoisseur. But however a man may shine as 
a well-informed expert, his judgments of value remain 
personal and subjective. The most eminent critics and, 
for that matter, also the most noted writers, poets and 
artists widely disagreed in their appreciation of the most 
famous masterpieces. 

Only stilted pedants can conceive the idea that there 
are absolute norms to tell what is beautiful and what is 
not, They try to derive from the works of the past a code 
of rules with which, as they fancy, the writers and 
artists of the future should comply. But the genius does 
not cooperate with the pundit. 

10. The Historical Significance of the Quest 
#or Absolute Values 

The value controversy is not a scholastic quarrel of 
interest only to hair-splitting dons. It touches upon the 
vital issues of human life. 
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The world view that was displaced by modern ration- 
alism did not tolerate dissenting judgments of value. 
The mere fact of dissent was considered an insolent 
provocation, a mortal outrage to one’s own feelings. Pro- 
tracted religious wars resulted. 

Although some intolerance, bigotry, and lust for per- 
secution is still left in religious matters, it is unlikely 
that religious passion will kindle wars in the near future. 
The aggressive spirit of our age stems from another 
source, from endeavors to make the state totalitarian 
and to deprive the individual of autonomy. 

It is true that the supporters of socialist and inter- 
ventionist programs recommend them only as means to 
attain ends which they have in common with all other 
members of society. They hold that a society organized 
according to their principles will best supply people 
with those material goods they toil to acquire. What 
more desirable societal state of affairs can be thought 
of than that “higher phase of communist society” in 
which, as Marx told us, society will give “to each ac- 
cording to his needs”? 

However, the socialists failed entirely in attempts to 
prove their case. Marx was at a loss to refute the well- 
founded objections that were raised even in his time 
about the minor difEculties of the socialist schemes. It 
was his helplessness in this regard that prompted him to 
develop the three fundamental doctrines of his dog- 
matism.’ When economics later demonstrated why a 
socialist order, necessarily lacking any method of eco- 

1. Mises, Socialimn (new ed., New Haven, Yale University Press, 
1951), pp. 15-16. 
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nomic calculation, could never function as an economic 
system, all arguments advanced in favor of the great 
reform collapsed. From that time on socialists no longer 
based their hopes upon the power of their arguments 
but upon the resentment, envy, and hatred of the 
masses. Today even the adepts of “scientific” socialism 
rely exclusively upon these emotional factors. The basis 
of contemporary socialism and interventionism is judg- 
ments of value. Socialism is praised as the only fair va- 
riety of society’s economic organization. All socialists, 
Marxians as well as non-Marxians, advocate socialism 
as the only system consonant with a scale of arbitrarily 
established absolute values. These values, they claim, 
are the only values that are valid for all decent people, 
foremost among them the workers, the majority in a 
modern industrial society. They are considered absolute 
because they are supported by the majority-and the 
majority is always right. 

A rather superficial and shallow view of the problems 
of government saw the distinction between freedom 
and despotism in an outward feature of the system of 
rule and administration, viz., in the number of people 
exercising direct controI of the social apparatus of coer- 
cion and compulsion. Such a numerical standard is the 
basis of Aristotle’s famous classification of the various 
forms of government. The concepts of monarchy, oli- 
garchy, and democracy still preserve this way of dealing 
with the matter. Yet its inadequacy is so obvious that 
no philosopher could avoid referring to facts which did 
not agree with it and therefore were considered para- 
doxical. There was for instance the fact, already well 
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recognized by Greek authors, that tyranny was often, 
or even regularly, supported by the masses and was in 
this sense popular government, Modem writers have 
employed the term “Caesarism” for this type of govern- 
ment and have continued to look upon it as an excep- 
tional case conditioned by peculiar circumstances; but 
they have been at a loss to explain satisfactorily what 
made the conditions exceptional. Yet, fascinated by the 
traditional classification, people acquiesced in this 
superficial interpretation as long as it seemed that it 
had to explain only one case in modern European his- 
tory, that of the second French Empire. The final cob 
lapse of the Aristotelian doctrine came only when it 
had to face the “dictatorship of the proletariat” and the 
autocracy of Hitier, Mussolini, Peron, and other modern 
successors of the Greek tyrants. 

The way toward a realistic distinction between free- 
dom and bondage was opened, two hundred years ago, 
by David Hume’s immortal essay, On the First Prin- 
ciples of Gouernment. Government, taught Hume, is 
always government of the many by the few. Power is 
therefore always ultimately on the side of the governed, 
and the governors have nothing to support them but 
opinion. This cognition, logically followed to its conclu- 
sion, completely changed the discussion concerning 
liberty. The mechanical and arithmetical point of view 
was abandoned. If public opinion is ultimately respon- 
sible for the structure of government, it is also the 
agency that determines whether there is freedom or 
bondage. There is virtually only one factor that has the 
power to make people unfree-tyrannical public opin- 
ion. The struggle for freedom is ultimately not resistance 
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to autocrats or oligarchs but resistance to the despotism 
of public opinion. It is not the struggle of the many 
against the few but of minorities-sometimes of a mi- 
nority of but one man-against the majority. The worst 
and most dangerous form of absolutist rule is that of an 
intolerant majority. Such is the conclusion arrived at 
by Tocqueville and John Stuart Mill. 

In his essay on Bentham, Mill pointed out why this 
eminent philosopher failed to see the real issue and why 
his doctrine found acceptance with some of the noblest 
spirits. Bentham, he says, lived ‘in a time of reaction 
against the aristocratic governments of modern Europe.” 
The reformers of his age “have been accustomed to see 
the numerical majority everywhere unjust+ depressed, 
everywhere trampled upon, or at the best overlooked, by 
governments.” In such an age one could easily forget 
that “all countries which have long continued progres- 
sive, or been durably great, have been so because there 
has been an organized opposition to the ruling power, 
of whatever kind that power was. . , . Almost all the 
greatest men who ever lived have formed part of such 
an opposition. Wherever some such quarrel has not been 
going on-wherever it has been terminated by the 
complete victory of one of the contending principles, 
and no new contest has taken the place of the old- 
society has either hardened into Chinese stationariness, 
or fallen into dissolution.” 

Much of what was sound in Bentham’s political doc- 
trines was slighted by his contemporaries, was denied by 

2. John Stuart Mill on Bentham, ed. by F. R. Leavis under the 
title MU on Bentham a d  Coleridge (New York. Stewart, 19%). 
pp. 85-7. 
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later generations, and had little practical influence. But 
his failure to distinguish correctly between despotism 
and liberty was accepted without qualms by most nine- 
teenth-century writers. In their eyes true liberty meant 
the unbridled despotism of the majority. 

Lacking the power to think logically, and ignorant 
of history as well as of theory, the much admired “pro- 
gressive” writers gave up the essential idea of the En- 
lightenment: freedom of thought, speech, and com- 
munication. Not all of them were so outspoken as 
Comte and Lenin; but they all, in declaring that free- 
dom means only the right to say the correct things, not 
also the right to say the wrong things, virtually con- 
verted the ideas of freedom of thought and conscience 
into their opposite. It was not the Syllabus of Pope Pius 
IX that paved the way for the return of intolerance and 
the persecution of dissenters. It was the writings of the 
socialists. After a short-lived triumph of the idea of 
freedom, bondage made a comeback disguised as a 
consummation and completion of the philosophy of 
freedom, as the finishing of the unfinished revolution, 
as the final emancipation of the individual. 

The concept of absolute and eternal values is an in- 
dispensable element in this totalitarian ideology. A new 
notion of truth was established. Truth is what those in 
power declare to be true. The dissenting minority is 
undemocratic because it refuses to accept as true the 
opinion of the majority. All means to “liquidate” such 
rebellious scoundrels are ‘democratic” and theref ore 
morally good. 



Chapter 4. The Negation of Valuation 

IN DEALING with judgments of value we have looked 
upon them as ultimate data not liable to any reduction 
to other data. We do not contend that judgments of 
value as they are uttered by men and used as guides to 
action are primary facts independent of all the other 
conditions of the universe. Such an assumption would 
be preposterous. Man is a part of the universe, he is the 
product of the forces operating in it, and all his thoughts 
and actions are, like the stars, the atoms, and the ani- 
mals, elements of nature. They are embedded in the in- 
exorable concatenation of all phenomena and events. 

Saying that judgments of value are ultimately given 
facts means that the human mind is unable to trace 
them back to those facts and happenings with which 
the natural sciences deal. We do not know why and how 
definite conditions of the external world arouse in a 
human mind a definite reaction. We do not know why 
different people and the same people at various in- 
stants of their lives react differently to the same ex- 
ternal stimuli. We cannot discover the necessary con- 
nection between an external event and the ideas it pro- 
duces within the human mind. 

To clarify this issue we must now analyze the doc- 
trines supporting the contrary opinion. We must deal 
with a11 varieties of materialism. 
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Chapter 5. Determinism and Its Critics 

1. Determinism 

WHATEVER the true nature of the universe and of 
reality may be, man can learn about it only what the 
logical structure of his mind makes comprehensible to 
him. Reason, the sole instrument of human science and 
phiIosophy, does not convey absolute knowledge and 
final wisdom. It is vain to speculate about ultimate 
things. What appears to man’s inquiry as an ultimate 
given, defying further analysis and reduction to some- 
thing more fundamental, may or may not appear such 
to a more perfect intellect. We do not know, 

Man cannot grasp either the concept of absolute 
nothingness or that of the genesis of something out 
of nothing. The very idea of creation transcends his 
comprehension. The God of Abraham, Isaac, and Jacob, 
whom Pascal in his Mkmorial opposed to that of the 
“phiIosophes et savants,” is a living image and has a 
clear and definite meaning for the faithful believer. But 
the philosophers in their endeavors to construct a con- 
cept of God, his attributes, and his conduct of world 
affairs, became involved in insoluble contradictions and 
paradoxes. A God whose essence and ways of acting 
mortal man could neatly circumscribe and define would 
not resemble the God of the prophets, the saints, and 
the mystics. 

73 
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The logical structure of his mind enjoins upon man 
determinism and the category of causality. As man sees 
it, whatever happens in the universe is the necessary 
evolution of forces, powers, and qualities which were 
already present in the initial stage of the X out of which 
all things stem. All things in the universe are intercon- 
nected, and all changes are the effects of powers in- 
herent in things. No change occurs that would not be 
the necessary consequence of the preceding state. All 
facts are dependent upon and conditioned by their 
causes. No deviation from the necessary course of af- 
fairs is possible. Eternal law regulates everything. 

In this sense determinism is the epistemological basis 
of the human search for knowledge’ Man cannot even 
conceive the image of an undetermined universe. In 
such a world there could not be any awareness of ma- 
terial things and their changes. It would appear a sense- 
less chaos. Nothing could be identified and distin- 
guished from anything else. Nothing could be expected 
and predicted. In the midst of such an environment 
man would be as helpless as if spoken to in an unknown 
language. No action could be designed, still less put 
into execution. Man is what he is because he lives in 
a world of regularity and has the mental power to con- 
ceive the relation of cause and effect. 

Any epistemological speculation must lead toward 
determinism. But the acceptance of determinism raises 
some theoretical difficulties that have seemed to be in- 

1. “La science est dkterministe; elle rest a pdori;  elle postule le 
dbteminisrne, parce que sans lui elle ne pourrait btre.” Henri Poin- 
carb:, DernUres pensdes (Paris, Flammarion, 1913), p. 244. 
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soluble. While no philosophy has disproved determin- 
ism, there are some ideas that people have not been 
able to bring into agreement with it. Passionate attacks 
have been directed against i t  because people believed 
that it must ultimately result in absurdity. 

2. The Negation of Ideological Factors 

Many authors have assumed that determinism, fully 
implying consistent materialism, strictly denies that 
mental acts play any role in the course of events. Causa- 
tion, in the context of the doctrine so understood, means 
mechanical causation. All changes are brought about by 
material entities, processes, and events. Ideas are just 
intermediary st.ages in the process through which a ma- 
terial factor produces a definite material effect. They 
have no autonomous existence. They merely mirror the 
state of the material entities that begot them. There is 
no history of ideas and of actions directed by them, only 
a history of the evolution of the real factors that en- 
gender ideas. 

From the point of view of this integral materialism, 
the only consistent materialist doctrine, the customary 
methods of historians and biographers are to be rejected 
as idealistic nonsense. It is vain to search for the de- 
velopment of certain ideas out of other previously held 
ideas. For example, it is “unscientific” to describe how 
the philosophical ideas of the seventeenth and eight- 
eenth centuries evolved out of those of the sixteenth 
century. “Scientific” history would have to describe how 
out of the real-physical and biological-conditions 
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of each age its philosophical tenets necessarily spring. 
It is “unscientific” to describe as a mental process the 
evolution of Saint Augustine’s ideas that led him from 
Cicero to Manichaeus and from Manichaeism to Ca- 
tholicism. The “scientific” biographer would have to 
reveal the physiological processes that necessarily re- 
sulted in the corresponding philosophical doctrines. 

The examination of materialism is a task to be left 
to the following chapters. At this point it is enough to 
establish the fact that determinism in itself does not 
imply any concessions to the materialist standpoint. It 
does not negate the obvious truth that ideas have an 
existence of their own, contribute to the emergence of 
other ideas, and influence one another. It does not deny 
mental causation and does not reject history as a meta- 
physical and idealistic illusion. 

3. The Free-Will Controversy 

Man chooses between modes of action incompatible 
with one another. Such decisions, says the free-will doc- 
trine, are basically undetermined and uncaused; they 
are not the inevitable outcome of antecedent conditions. 
They are rather the display of man’s inmost disposition, 
the manifestation of his indelible moral freedom. This 
moral liberty is the essential characteristic of man, rais- 
ing him to a unique position in the universe. 

Determinists reject this doctrine as illusory. Man, 
t h y  say, deceives himself in believing that he chooses. 
Samething unknown to the individual directs his will. 
J& thinks that he weighs in his mind the pros and cons 
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of the alternatives left to his choice and then makes a 
decision. He fails to realize that the antecedent state of 
things enjoins on him a definite line of conduct and that 
there is no means to elude this pressure. Man does not 
act, he is acted upon. 

Both doctrines neglect to pay due attention to the role 
of ideas. The choices a man makes are determined by 
the ideas that he adopts. 

The determinists are right in asserting that every- 
thing that happens is the necessary sequel of the pre- 
ceding state of things. What a man does at any instant 
of his life is entirely dependent on his past, that is, on 
his physiological inheritance as well as of all he went 
through in his previous days. Yet the significance of this 
thesis is considerably weakened by the fact that nothing 
is known about the way in which ideas arise. Deter- 
minism is untenable if based upon or connected with 
the materialist d0gma.l If advanced without the sup- 
port of materialism, it says little indeed and certainly 
does not sustain the determinists’ rejection of the 
methods of history. 

The free-will doctrine is correct in pointing out the 
fundamental difference between human action and ani- 
mal behavior. While the animal cannot help yielding 
to the physiological impulse which prevails at the mo- 
ment, man chooses between alternative modes of con- 
duct. Man has the power to clioose even between yield- 
ing to the most imperative instinct, that of self-preserva- 
tion, and the aiming at other ends, All the sarcasms and 
sneers of the positivists cannot annul the fact that ideas 

1. See below, pp. 949. 
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have a real existence and are genuine factors in shaping 
the course of events. 

The offshoots of human mental efforts, the ideas and 
the judgments of value that direct the individuals’ ac- 
tions, cannot be traced back to their causes, and are in 
this sense ultimate data. In dealing with them we refer 
to the concept of individuality. But in resorting to this 
notion we by no means imply that ideas and judgments 
of value spring out of nothing by a sort of spontaneous 
generation and are in no way connected and related to 
what was already in the universe before their appear- 
ance. We merely establish the fact that we do not know 
anything about the mental process which produces 
within a human being the thoughts that respond to the 
state of his physical and ideological environment. 

This cognition is the grain of truth in the free-will 
doctrine. However, the passionate attempts to refute de- 
terminism and to salvage the notion of free will did 
not concern the problem of individuakity. They were 
prompted by the practical consequences to which, as 
people believed, determinism inevitably leads: fatalist 
quietism and absolution from moral responsibility. 

4. Foreordination and Fatalism 

As theologians teach, God in his omniscience knows 
in advance all the things that will happen in the uni- 
verse for all time to come. His foresight is unlimited and 
is not merely the result of his knowledge of the laws of 
becoming that determine all events. Even in a universe 
in which there is free will, whatever this may be, his 
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precognition is perfect. He anticipates fully and cor- 
rectly all the arbitrary decisions any individual will 
ever make. 

Laplace proudly declared that his system does not 
need to resort to the hypothesis of God's existence. But 
he constructed his own image of a quasi God and called 
it superhuman intelligence. This hypothetical mind 
knows all things and events beforehand, but only be- 
cause it is familiar with all the immutable and eternal 
laws regulating all occurrences, mental as well as phys- 
ical. 

The idea of God's omniscience has been popularly 
pictured as a book in which all future things are re- 
corded. No deviation from the lines described in this 
register is possible. All things will turn out precisely as 
written in it. What must happen will happen no matter 
what mortal man may undertake to bring about a differ- 
ent result. Hence, consistent fatalism concluded, it is 
useless for man to act. Why bother if everything must 
finally come to a preordained end? 

Fatalism is so contrary to human nature that few peo- 
ple were prepared to draw all the conclusions to which 
it leads and to adjust their conduct accordingly. It is 
a fable that the victories of the Arabian conquerors in 
the first centuries of Islam were due to the fatalist 
teachings of Mohammed. The leaders of the Moslem 
armies which within an unbelievably short time con- 
quered a great part of the Mediterranean area did not 
put a fatalistic confidence in Allah. Rather they believed 
that their God was for the big, well-equipped, and skill- 
fully led battalions. Other reasons than blind trust in 
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fate account for the courage of the Saracen warriors; 
and the Christians in the forces of Charles Martel and 
Leo the Isaurian who stopped their advance were no 
less courageous than the Moslems although fatalism had 
no hold on their minds. Nor was the lethargy which 
spread later among the Islamitic peoples caused by the 
fatalism of their religion. It was despotism that para- 
lyzed the initiative of the subjects. The harsh tyrants 
who oppressed the masses were certainly not lethargic 
and apathetic. They were indefatigable in their quest 
for power, riches, and pleasures. 

Soothsayers have claimed to have reliable knowledge 
of some pages at least of the great book in which all 
coming events are recorded. But none of these prophets 
was consistent enough to reject activism and to advise 
his disciples to wait quietly for the day of fulfillment. 

The best illustration is provided by Marxism. It 
teaches perfect foreordination, yet still aims to inflame 
people with revolutionary spirit. What is the use of 
revolutionary action if events must inevitably turn out 
according to a preordained plan, whatever men may 
do? Why are the Manrians so busy organizing socialist 
parties and sabotaging the operation of the market 
economy if socialism is bound to come anyway “with 
the inexorability of a law of nature”? It is a lame excuse 
indeed to declare that the task of a socialist party is not 
to bring about socialism but merely to provide obstet- 
rical assistance at  its birth. The obstetrician too diverts 
the course of events from the way they would run with- 
out his intervention. Otherwise expectant mothers 
would not request his aid. Yet the essential teaching of 
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Marxian dialectic materialism precludes the assumption 
that any political or ideological fact could influence the 
course of historical events, since the latter are sub- 
stantially determined by the evolution of the material 
productive forces. What brings about socialism is the 
“operation of the immanent laws of capitalistic produc- 
tion itself.” Ideas, political parties, and revolutionary 
actions are merely superstructural; they can neither de- 
lay nor accelerate the march of history. Socialism will 
come when the material conditions for its appearance 
have matured in the womb of capitalist society, neither 
sooner nor later.2 If Marx had been consistent, he would 
not have embarked upon any political a~t ivi ty .~ He 
would have quietly waited for the day on which the 
rtnell of private capitalist property sounds.” 

In dealing with fatalism we may ignore the claims of 
soothsayers. Determinism has nothing at all to do with 
the art of fortune tellers, crystal gazers, and astrologers 
or with the more pretentious effusions of the authors of 
uphilosophies of history.” It does not predict future 
events. It asserts that there is regularity in the universe 
in the concatenation of all phenomena. 

Those theologians who thought that in order to refute 
fatalism they must adopt the freewill doctrine were 

1. Man, Das Kupitd (7th ed. Hamburg, 1914), 1, 728. 
2. Cf. below pp. 107 and 128. 
3. Neither would he have written the often quoted eleventh aphor- 

ism on Feuerbach: “The philosophers have only provided different 
interpxetations of the world, but what matters is to change it.” Ac- 
cording to the teachings of dialectical materialism only the evolu- 
tion of the material productive forces, not the philosophers, can 
change the world. 

4. Max, Das Kapital, as quoted above. 
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badly mistaken. They had a very defective image of 
God’s omniscience. Their God would know only what 
is in perfect textbooks of the natural sciences; he would 
not know what is going on in human minds. He would 
not anticipate that some people might endorse the doc- 
trine of fatalism and, sitting with clasped hands, in- 
dolently await the events which God, erroneously as- 
suming that they would not indulge in inactivity, had 
meted out to them. 

5. Determinim and Penology 

A factor that often entered the controversies concern- 
ing determinism was misapprehension as to its practical 
consequences. 

All nonutilitarian systems of ethics look upon the 
moral law as something outside the nexus of means and 
ends. The moral code has no reference to human well- 
being and happiness, to expediency, and to the mun- 
dane striving after ends. It is heteronomous, i.e., en- 
joined upon man by an agency that does not depend on 
human ideas and does not bother about human con- 
cerns. Some believe that this agency is God, others that 
it is the wisdom of the forefathers, some that it is a 
mystical inner voice alive in every decent man’s con- 
science. He who violates the precepts of this code com- 
mits a sin, and his guilt makes him liable to punishment. 
Punishment does not serve human ends. In punishing 
offenders, the secular or theocratic authorities acquit 
themselves of a duty entrusted to them by the moral 
code and its author. They are bound to punish sin and 



DETERMINISM AND ITS CRITICS 83 
guilt whatever the consequences of their action may be. 

Now these metaphysical notions of guilt, sin, and 
retribution are incompatible with the doctrine of de- 
terminism. If aII human actions are the inevitabIe effect 
of their causes, if the individual cannot help acting in 
the way antecedent conditions make him act, there 
can no longer be any question of guilt. What a haughty 
presumption to punish a man who simply did what the 
eternal laws of the universe had determined1 

The philosophers and lawyers who attacked deter- 
minism on these grounds failed to see that the doctrine 
of an almighty and omniscient God led to the same con- 
clusions that moved them to reject philosophical deter- 
minism. If God is almighty, nothing can happen that 
he does not want to happen. If he is omniscient, he 
knows in advance all things that will happen. In either 
case, man cannot be considered answerable.’ The young 
Benjamin Franklin argued “from the supposed attri- 
butes of God” in this manner: “That in erecting and 
governing the world, as he was infinitely wise, he knew 
what would be best; infinitely good, he must be dis- 
posed; and infinitely powerful, he must be able to exe- 
cute it. Consequently all is right.” In fact, all attempts 

1. See Fritz Mauthner, Worterbuch der PhUosophie (2d ed. Leip- 
zig, 1923), 1, 462-7. 

2. Benjamin Franklin, Autobiogqhy (New York, A. L. Burt, n.d.), 
pp. 73-4. Franklin very soon gave up this reasoning. He declared: 
The great uncertainty I found in metaphysical reasonings disgusted 

me, and I quitted that kind of reading and study for others more satis- 
factory.” In the posthumous papers of Franz Brentano a rather un- 
convincing refutation of Franklin’s flash of thought was found. It was 
published by Oskar Kraus in his edition of Brentano’s V m  Urqrung 
sitdicher Erkenntnis (Leipzig, 1921), pp. 916. 
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to justify, on metaphysical and theological grounds, so- 
ciety’s right to punish those whose actions jeopardize 
peaceful social cooperation are open to the same criti- 
cism that is leveled against philosophical determinism. 

Utilitarian ethics approaches the problem of punish- 
ment from a different angle. The offender is not pun- 
ished because he is bad and deserves chastisement but 
so that neither he nor other people wiIl repeat the of- 
fense. Punishment is not inflicted as retribution and 
retaliation but as a means to prevent future crimes. 
Legislators and judges are not the mandataries of a 
metaphysical retributive justice. They are committed to 
the task of safeguarding the smooth operation of so- 
ciety against encroachments on the part of antisocial 
individuals. Hence it is possible to deal with the prob- 
lem of determinism without being troubled by inane 
considerations of practical consequences concerning 
the penal code. 

6.  Determinism and Statistics 

In the nineteenth century some thinkers maintained 
that statistics have irrefutably demolished the doctrine 
of free will. It was argued that statistics show a regular- 
ity in the occurrence of certain human acts, e.g., crimes 
and suicides; and this alleged regularity was inter- 
preted by Adolphe Quetelet and by Thomas Henry 
Buckle as an empirical demonstration of the correctness 
of rigid determinism. 

However, what the statistics of human actions really 
show is not regularity but irregularity. The number 
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of crimes, suicides, and acts of forgetfulness-which 
play such a conspicuous role in Buckle’s deductions- 
varies from year to year. These yearly changes are as a 
rule small, and over a period of years they often-but 
not always-show a definite trend toward either in- 
crease or decrease. These statistics are indicative of his- 
torical change, not of regularity in the sense which is 
attached to this term in the natural sciences. 

The specific understanding of history can try to in- 
terpret the why of such changes effected in the past and 
to anticipate changes likely to happen in the future. In 
doing this it deals with judgments of value determining 
the choice of ultimate ends, with reasoning and knowl- 
edge determining the choice of means, and with thy- 
mological traits of individuals.‘ It must, sooner or later, 
but inevitably, reach a point at which it can only refer 
to individuality. From beginning to end thc treatment 
of the problems involved is bound to follow the lines of 
every scrutiny of human affairs; it must be teleological 
and as such radically different from the methods of the 
natural sciences. 

But Buckle, blinded by the positivist bigotry of his 
environment, was quick to formulate his law: “In a 
given state of society a certain number of persons must 
put an end to their own life. This is the general law; 
and the special question as to who shall commit the 
crime depends of course upon special laws; which, how- 
ever, in their total action must obey the large social 
law to which they are all subordinate. And the power of 
the larger law is so irresistible that neither the love of 

1. On thymolog see pp. 264 ff. 
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life nor the fear of another world can avail anything 
towards even checking its operation.” Buckle’s law 
seems to be very definite and unambiguous in its formu- 
lation. But in fact it defeats itself entirely by including 
the phrase “a given state of society,” which even an 
enthusiastic admirer of Buckle termed “viciously 
vague.”3 As Buckle does not provide us with criteria 
for determining changes in the state of society, his 
formulation can be neither verified nor disproved by ex- 
perience and thus lacks the distinctive mark of a law 
of the natural sciences. 

Many years after Buckle, eminent physicists began 
to assume that certain or even all laws of mechanics 
may be “only” statistical in character. This doctrine 
was considered incompatible with determinism and 
causality. When later on quantum mechanics consider- 
ably enlarged the scope of “mereIy” statistical physics, 
many writers cast away all the epistemological prin- 
ciples that had guided the natural sciences for cen- 
turies. On the macroscopic scale, they say, we observe 
certain regularities which older generations erroneously 
interpreted as a manifestation of natural law. In fact, 
these regularities are the result of the statistical com- 
pensation of contingent events. The apparent causal 
arrangement on a large scale is to be explained by the 
law of large numbers.* 

2. Buckle, htroductbn to the History of Ciuilizatwn in Enghnd, 
J. M. Robertson, ed. (London, G. Routledge; New York, E. P. Dut- 
ton, n.d.), ch. 1 in I ,  15-16. 

3. J. M. Robertson, Buckle and Hb Critics (London, 1895), p. 288. 
4. John von Neumann, Mathemutkch Grundlagen &t Quunten- 

mechanik (New York, 1943), pp. 172ff. 



DETERMINISM AND ITS CRITICS 87 
Now the law of large numbers and statistical com- 

pensation is operative only in fields in which there pre- 
vail large-scale regularity and homogeneity of such a 
character that they offset any irregularity and hetero- 
geneity that may seem to exist on the small-scale level. 
If one assumes that seemingly contingent events always 
compensate one another in such a way that a regularity 
appears in the repeated observation of large numbers 
of these events, one implies that these events follow a 
definite pattern and can therefore no longer be con- 
sidered as contingent. What we mean in speaking of 
natural law is that there is a regularity in the concatena- 
tion and sequence of phenomena. If a set of events on 
the microscopic scale always produces a definite event 
on the macroscopic scale, such a regularity is present. 
If there were no regularity in the microscopic scale, no 
regularity codd emerge on the macroscopic scale 
either. 

Quantum mechanics deals with the fact that we do 
not know how an atom will behave in an individual in- 
stance. But we know what patterns of behavior can 
possibly occur and the proportion in which these pat- 
terns really occur. While the perfect form of a causal 
law is: A “produces” B, there is also a less perfect form: 
A “produces” C in n% of all cases, D in m% of all cases, 
and so an. Perhaps it will at a later day be possible to 
dissolve this A of the less perfect form into a number of 
disparate elements to each of which a definite “effect” 
will be assigned according to the perfect form. But 
whether this will happen or not is of no relevance for 
the problem of determinism. The imperfect law too is a 
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causal law, although it discloses shortcomings in our 
knowledge. And because it is a display of a peculiar 
type both of knowledge and of ignorance, it opens a 
field for the employment of the calculus of probability. 
We know, with regard to a definite problem, all about 
the behavior of the whole class of events, we know that 
class A will produce definite effects in a known propor- 
tion; but all we know about the individual A’s is that 
they are members of the A class. The mathematical 
formulation of this mixture of knowledge and ignorance 
is: We know the probability of the various effects that 
can possibly be “produced by an individual A. 

What the neo-indeterminist school of physics fails to 
see is that the proposition: A produces B in n% of the 
cases and C in the rest of the cases is, epistemologically, 
not different from the proposition: A always produces 
B. The former proposition differs from the latter only in 
combining in its notion of A two elements, X and Y, 
which the perfect form of a causal law would have to 
distinguish. But no question of contingency is raised. 
Quantum mechanics does not say: The individual atoms 
behave like customers choosing dishes in a restaurant 
or voters casting their ballots. It says: The atoms in- 
variably follow a definite pattern. This is also mani- 
fested in the fact that what it predicates about atoms 
contains no reference either to a definite period of time 
or to a definite location within the universe. One could 
not deal with the behavior of atoms in general, that is, 
without reference to time and space, if the individual 
atom were not inevitably and fully ruled by natural law. 
We are free to use the term “individual” atom, but we 
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must never ascribe to an “individual” atom individuality 
in the sense in which this term is applied to men and to 
historical events. 

In the ficld of human action the determinist philos- 
ophers referred to statistics in order to refute the doc- 
trine of free will and to prove determinism in the acts of 
man. In the field of physics the neo-indeterminist philos- 
ophers refer to statistics in order to refute the doctrine 
of determinism and to prove indeterminism in nature. 
The error of both sides arises from confusion as to the 
meaning of statistics. 

In the field of human action statistics is a method of 
historical research. It is a description in numerical terms 
of historical events that happened in a definite period 
of time with definite groups of people in a definite geo- 
graphical area. Its meaning consists precisely in the 
fact that it describes changes, not something unchang- 
ing. 

In the field of nature statistics is a method of induc- 
tive research. Its epistemological justification and its 
meaning lie in the firm belief that there are regularity 
and perfect determinism in nature, The laws of nature 
are considered perennial. They are fully operative in 
each instance. What happens in one case must also 
happen in all other like cases. Therefore the information 
conveyed by statistical material has general validity 
with regard to the classes of phenomena to which it 
refers; it does not concern only definite periods of his- 
tory and definite geographical sites. 

Unfortunately the two entirely different categories 
of statistics have been confused. And the matter has 
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been still further tangled by jumbling it together with 
the notion of probability. 

To unravel this imbroglio of errors, misunderstanding, 
and contradictions let us emphasize some truisms. 

It is impossible, as has been pointed out above, for 
the human mind to think of any event as uncaused. The 
concepts of chance and contingency, if properly ana- 
lyzed, do not refer ultimately to the course of events in 
the universe. They refer to human knowledge, pre- 
vision, and action. They have a praxeological, not an 
ontological connotation. 

Calling an event contingent is not to deny that it is 
the necessary outcome of the preceding state of affairs. 
It  means that we mortal men do not know whether or 
not it will happen. 

Our notion of nature refers to an ascertainable, per- 
manent regularity in the concatenation and sequence 
of phenomena. Whatever happens in nature and can be 
conceived by the natural sciences is the outcome of the 
operation, repeated and repeated again, of the same 
laws. Natural science means the cognition of these laws. 
The historical sciences of human action, on the other 
hand, deal with events which our mental faculties can- 
not interpret as a manifestation of a general law. They 
deal with individual men and individual events even in 
dealing with the affairs of masses, peoples, races, and 
the whole of mankind. They deal with individuality and 
with an irreversible flux of events. If the natural sciences 
scrutinize an event that happened but once, such as a 
geological change or the biological evolution of a 
species, they look upon it as an instance of the operation 
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of general laws. But history is not in a position to trace 
events back to the operation of perennial laws. There- 
fore in dealing with an event it is primarily interested 
not in the features such an event may have in common 
with other events but in its individual characteristics. 
In dealing with the assassination of Caesar history does 
not study murder but the murder of the man Caesar. 

The very notion of a natural law whose validity is re- 
stricted to a definite period of time is self-contradictory. 
Experience, whether that of mundane observation as 
made in daily life or that of deliberately prearranged 
experiments, refers to individual historical cases. But the 
natural sciences, guided by their indispensable aprior- 
istic determinism, assume that the law must manifest 
itself in every individual case, and generalize by what 
is called inductive inference. 

The present epistemological situation in the field of 
quantum mechanics would be correctly described by the 
statement: We know the various patterns according to 
which atoms behave and we know the proportion in 
which each of these patterns becomes actual. This 
would describe the state of our knowledge as an instance 
of class probability: We know all about the behavior of 
the whole class; about the behavior of the individual 
members of the class we know only that they are mem- 
bers? It is inexpedient and misleading to apply to the 
problems concerned terms used in dealing with human 
action. Bertrand Russell resorts to such figurative 
speech: the atom “will do” something, there is a 

ity, see Mises, Humn Action, pp. 107-13. 

CL 

5. On the distinction between class probability and case probabil- 
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definite set of alternatives open to it, and it chooses 
sometimes one, sometimes another.” The reason Lord 
Russell chooses such inappropriate terms becomes ob- 
vious if we take into account the tendency of his book 
and of all his other writings. He wants to obliterate the 
difference between acting man and human action on 
the one hand and nonhuman events on the other hand. 
In his eyes “the difference between us and a stone is 
only one of degree”; for “we react to stimuli, and so do 
stones, though the stimuli to which they react are 
fewer.” Lord Russell omits to mention the fundamental 
digerence in the way stones and men react.” Stones 
react according to a perennial pattern, which we call a 
law of nature. Men do not react in such a uniform way; 
they behave, as both praxeologists and historians say, 
in an individual way. Nobody has ever succeeded in 
assigning various men to classes each member of which 
behaves according to the same pattern. 

‘C 

7. The Autonomy of the Sciences of Human Action 

The phraseology employed in the old antagonism of 
determinism and indeterminism is inappropriate. It does 
not correctly describe the substance of the controversy. 

The search for knowledge is always concerned with 
the concatenation of events and the cognition of the 
factors producing change. In this sense both the natural 
sciences and the sciences of human action are com- 
mitted to the category of causality and to determinism. 

6. Bertrand Russell, ReEigion and Science, Home University Li- 

7. Ibid., p. 131. 
brary (London, Oxford University Press, 1936), pp. 152-8. 
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No action can ever succeed if not guided by a true- 
in the sense of pragmatism-insight into what is com- 
monly called a relation of cause and effect. The funda- 
mental category of action, viz., means and ends, pre- 
supposes the category of cause and effect. 

What the sciences of human action must reject is not 
determinism but the positivistic and panphysicalistic 
distortion of determinism. They stress the fact that 
ideas determine human action and that at least in the 
present state of human science it is impossible to reduce 
the emergence and the transformation of ideas to phys- 
ical, chemical, or biological factors. It is this impossibil- 
ity that constitutes the autonomy of the sciences of hu- 
man action. Perhaps natural science will one day be in 
a position to describe the physical, chemical, and bi- 
ological events which in the body of the man Newton 
necessarily and inevitably produced the theory of gravi- 
tation. In the meantime, we must be content with the 
study of the history of ideas as a part of the sciences of 
human action. 

The sciences of human action by no means reject de- 
terminism. The objective of history is to bring out in 
full relief the factors that were operative in producing 
a definite event. History is entirely guided by the cate- 
gory of cause and effect. In retrospect, there is no ques- 
tion of contingency. The notion of contingency as em- 
ployed in dealing with human action always refers to 
man’s uncertainty about the future and the limitations 
of the specific historical understanding of future events. 
I t  refers to a limitation of the human search for knowl- 
edge, not to a condition of the universe or of some of 
its parts. 



Chapter 6. Materialism 

1. Two Varieties of Materialism 

THE TERM “materialism” as applied in contemporary 
speech has two entirely different connotations. 

The first connotation refers to values. I t  characterizes 
the mentality of people who desire only material 
wealth, bodily satisfactions, and sensuous pleasures. 

The second connotation is ontological. It signifies the 
doctrine that all human thoughts, ideas, judgments of 
value, and volitions are the product of physical, chem- 
ical, and physiological processes going on in the human 
body. Consequently materialism in this sense denies the 
meaningfulness of thymology and the sciences of hu- 
man action, of praxeology as well as of history; the 
natural sciences alone are scientific. We shall deal in 
this chapter only with this second connotation. 

The materialist thesis has never yet been proved or 
particularized. The materialists have brought forward 
no more than analogies and metaphors. They have com- 
pared the working of the human mind with the opera- 
tion of a machine or with physiological processes. Both 
analogies are insignificant and do not explain anything. 

A machine is a device made by man. It is the realiza- 
tion of a design and it runs precisely according to the 
plan of its authors. What produces the product of its 
operation is not something within it but the purpose 

94 
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the constructor wanted to realize by means of its con- 
struction. It is the constructor and the operator who 
create the product, not the machine. To ascribe to a 
machine any activity is anthropomorphism and animism. 
The machine has no control over its running. It does not 
move; it is put into motion and kept in motion by men. 
It  is a dead tool which is employed by men and comes to 
a standstill as soon as the effects of the operator’s im- 
pulse cease. What the materialist who resorts to the 
machine metaphor would have to explain first of all is: 
Who constructed this human machine and who oper- 
ates it? In whose hands does it serve as a tooI? It is dif- 
ficult to see how any other answer could be given to this 
question than: I t  is the Creator. 

It is customary to call an automatic contrivance self- 
acting. This idiom too is a metaphor. It is not the cal- 
culating machine that calculates, but the operator by 
means of a tool ingeniously devised by an inventor. The 
machine has no intelligence; it neither thinks nor 
chooses ends nor resorts to means for the realization of 
the ends sought. This is always done by men. 

The physiologica1 analogy is more sensible than the 
mechanistic analogy. Thinking is inseparably tied up 
with a physiological process. As far as the physiological 
thesis merely stresses this fact, it is not metaphorical; 
but it says very little. For the problem is precisely this, 
that we do not know anything about the physiological 
phenomena constituting the process that produces 
poems, theories, and plans. Pathology provides abun- 
dant information about the impairment or total annibla- 
tion of mental faculties resulting from injuries of the 
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brain. Anatomy provides no less abundant information 
about the chemical structure of the brain cells and 
their physiological behavior. But notwithstanding the 
advance in physiological knowledge, we do not know 
more about the mind-body problem than the old philos- 
ophers who first began to ponder it. None of the doc- 
trines they advanced has been either proved or dis- 
proved by newly won physiological knowledge. 

Thoughts and ideas are not phantoms. They are real 
things. Although intangible and immaterial, they are 
factors in bringing about changes in the. realm of 
tangible and material things. They are generated by 
some unknown process going on in a human being’s 
body and can be perceived only by the same kind of 
process going on in the body of their author or in other 
human beings’ bodies. They can be called creative and 
original insofar as the impulse they give and the changes 
they bring about depend on their emergence. We can 
ascertain what we wish to about the life of an idea and 
the effects of its existence. About its birth we know only 
that it was engendered by an individual. We cannot 
trace its history further back. The emergence of an idea 
is an innovation, a new fact added to the world. It is, 
because of the deficiency of our knowledge, for human 
minds the origin of something new that did not exist be- 
fore. 

What a satisfactory materialist doctrine would have 
to describe is the sequence of events going on in matter 
that produces a definite idea. It would have to explain 
why people agree or disagree with regard to definite 
problems. It wodd have to explain why one man suc- 
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ceeded in solving a problem which other people failed 
to solve. But no materialistic doctrine has up to now 
tried to do this. 

The champions of materialism are intent upon point- 
ing out the untenability of all other doctrines that have 
been advanced for the solution of the mind-body prob- 
lem. They are especially zealous in fighting the the- 
ological interpretation. Yet the refutation of a doctrine 
does not prove the soundness of any other doctrine at 
variance with it. 

Perhaps it is too bold a venture for the human mind 
to speculate about its own nature and origin. It may be 
true, as agnosticism maintains, that knowledge about 
these problems is forever denied to mortal men. But 
even if this is so, it does not justify the logical positivists’ 
condemning the questions implied as meaningless and 
nonsensica1. A question is not nonsensical mereIy be- 
cause it cannot be answered satisfactorily by the human 
mind. 

2. The Secretion Analogy 

A notorious formulation of the materialist thesis 
states that thoughts stand in about the same relation to 
the brain as the gall to the liver or urine to the kidneys1 
As a rule materialist authors are more cautious in their 
utterances. But essentially all they say is tantamount 
to this challenging dictum. 

Physiology distinguishes between urine of a chem- 
1. C. Vogt, Kohlerglaube und Wissenrchuft (2d ed. Giessen, 1855), 

p. 32. 



98 DETERMINISM AND MATERIALISM 

i c d y  normal composition and other types of urine. De- 
viation from the normal composition is accounted for by 
certain deviations in the body’s physique or in the fun0 
tioning of the body’s organs from what is considered 
normal and healthy. These deviations too follow a regu- 
lar pattern. A definite abnormal or pathological state 
of the body is reflected in a corresponding alteration of 
the urine’s chemical composition. The assimilation of 
certain foodstuffs, beverages, and drugs brings about re- 
lated phenomena in the urine’s composition. With hale 
people, those commonly cded  normal, urine is, within 
certain narrow margins, of the same chemical nature. 

It is different with thoughts and ideas. With them 
there is no question of normalcy or of deviations from 
normalcy following a definite pattern. Certain bodily 
injuries or the assimilation of certain drugs and bever- 
ages obstruct and trouble the mind’s faculty to think. 
But even these derangements are not uniform with 
various people. Different people have different ideas, 
and no materialist ever succeeded in tracing back these 
differences to factors that could be described in terms of 
physics, chemistry, or physiology. Any reference to the 
natural sciences and to material factors they are dealing 
with is vain when we ask why some people vote the Re- 
publican and others the Democratic ticket. 

Up to now at least the natural sciences have not suc- 
ceeded in discovering any bodily or material traits to 
whose presence or absence the content of ideas and 
thoughts can be imputed. In fact, the problem of the 
diversity of the content of ideas and thoughts does not 
even arise in the natural sciences. They can deal only 
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with objects that affect or modify sensuous intuition. 
But ideas and thoughts do not directly affect sensation. 
What characterizes them is meaning-and for the cogni- 
tion of meaning the methods of the natural sciences are 
inappropriate. 

Ideas influence one another, they provide stimulation 
for the emergence of new ideas, they supersede or trans- 
form other ideas. All that materialism could offer for the 
treatment of these phenomena is a metaphorical refer- 
ence to the notion of contagion. The comparison is 
superficial and does not explain anything. Diseases are 
communicated from body to body through the migra- 
tions of germs and viruses. Nobody knows anything 
about the migration of a factor that would transmit 
thoughts from man to man. 

3. The Political Implications of Materialism 

Materialism originated as a reaction against a pri- 
meval dualistic interpretation of man’s being and es- 
sential nature. In the light of these beliefs, living man 
was a compound of two separable parts: a mortal body 
and an immortal soul. Death severed these two parts. 
The soul moved out of sight of the living and continued 
a shadow-like existence beyond the reach of earthly 
powers in the realm of the deceased. In exceptional 
cases it was permitted to a soul to reappear for a while 
in the sensible world of the living or for a still living 
man to pay a short visit to the fields of the dead. 

These rather crude representations have been sub- 
limated by religious doctrines and by idealistic philos- 
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ophy. While the primitive descriptions of a realm of 
souls and the activities of its inhabitants cannot bear 
critical examination and can easily be exposed to ridi- 
cule, it is impossible both for aprioristic reasoning and 
for the natural sciences to refute cogently the refined 
tenets of religious creeds. History can explode many of 
the historical narrations of theological literature. But 
higher criticism does not affect the core of the faith. Rea- 
son can neither prove nor disprove the essential religious 
doctrines. 

But materialism as it had developed in eighteenth- 
century France was not merely a scientific doctrine. It 
was also a part of the vocabulary of the reformers who 
fought the abuses of the ancien rkgime. The prelates of 
the Church in royal France were with few exceptions 
members of the aristocracy. Most of them were more 
interested in court intrigues than in the performance 
of their ecclesiastical duties. Their well-deserved un- 
popularity made antireligious tendencies popular. 

The debates on materialism would have subsided 
about the middle of the nineteenth century if no polit- 
ical issues had been involved. People would have real- 
ized that contemporary science has not contributed any- 
thing to the elucidation or analysis of the physiological 
processes that generate definite ideas and that it is 
doubtful whether future scientists will succeed better 
in this task. The materialist dogma would have been re- 
garded as a conjecture about a problem whose satis- 
factory solution seemed, at least for the time being, 
beyond the reach of man’s search for knowledge. Its 
supporters would no longer have been in a position to 
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consider it an irrefutable scientific truth and would not 
have been permitted to accuse its critics of obscur- 
antism, ignorance, and superstition, Agnosticism would 
have replaced materialism. 

But in most of the European and Latin American 
countries Christian churches cooperated, at least to 
some extent, with the forces that opposed representative 
government and all institutions making for freedom. In 
these countries one could hardly avoid attacking re- 
ligion if one aimed at the realization of a program that 
by and large corresponded with the ideals of Jefferson 
and of Lincoln. The political implications of the ma- 
terialism controversy prevented its fading away. 
Prompted not by epistemological, philosophical, or sci- 
entific considerations but by purely political reasons, 
a desperate attempt was made to salvage the politically 
very convenient slogan “materiaIism.” While the type 
of materialism that flourished until the middle of the 
nineteenth century receded into the background, gave 
way to agnosticism, and could not be regenerated by 
such rather crude and naive writings as those of 
Haeckel, a new type was developed by Karl Marx under 
the name of dialectical materialism, 



Chapter 7. Dialectica2 Materialimn 

1. Dialectics and Marxism 

DIALECTICAL MATERIALISM as taught by Karl Marx 
and Frederick Engels is the most popular metaphysical 
doctrine of our age. It is today the official philosophy 
of the Soviet empire and of all the schools of Marxism 
outside of this empire. It dominates the ideas of many 
people who do not consider themselves Marxians and 
even of many authors and parties who believe they are 
anti-Marxians and anti-communists. It is this doctrine 
which most of our contemporaries have in mind when 
they refer to materialism and determinism. 

When Marx was a young man, two metaphysical doc- 
trines whose teachings were incompatible with one an- 
other dominated German thought. One was Hegelian 
spiritualism, the official doctrine of the Prussian state 
and of the Prussian universities. The other was material- 
ism, the doctrine of the opposition bent upon a revolu- 
tionary overthrow of the political system of Metternich 
and of Christian orthodoxy as well as of private prop- 
erty. Marx tried to blend the two into a compound in 
order to prove that socialism is bound to come “with the 
inexorability of a law of nature.” 

In the philosophy of Hegel logic, metaphysics, and 
ontology are essentially identical. The process of real 

102 
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becoming is an aspect of the logical process of thinking. 
In grasping the laws of logic by aprioristic thinking, the 
mind acquires correct knowledge of reality. There is 
no road to truth but that provided by the study of logic. 

The peculiar principle of Hegel's logic is the dialectic 
method. Thinking takes a triadic way. It proceeds from 
thesis to antithesis, i.e., the negation of the thesis, and 
from antithesis to synthesis, i.e., the negation of the 
negation. The same trinal principle of thesis, antithesis, 
and synthesis manifests itself in real becoming. For the 
only red thing in the universe is Geist (mind or spirit). 
Matter has its substance not in itself. Natural things are 
not for themselves (fiir sich selber). But Geist is for 
itself. What-apart from reason and divine action-is 
called reality is, viewed in the light of philosophy, some- 
thing rotten or inert (ein FauZes) which may seem but 
is not in itself rea1.l 

No compromise is possible between this Hegelian 
idealism and any kind of materialism. Yet, fascinated 
by the prestige Hegelianism enjoyed in the Germany of 
the 1840's, Marx and Engels were afraid to deviate too 
radically from the only philosophical system with which 
they and their contemporary countrymen were familiar. 
They were not audacious enough to discard Hegelian- 
ism entirely as was done a few years later even in Prus- 
sia. They preferred to appear as continuators and re- 
formers of Hegel, not as iconoclastic dissenters. They 
boasted of having transformed and improved Hegelian 
dialectics, of having turned it upside down, or rather, 

1. See Hegel, Vorlesungen uber die Philosophie der Weltge- 
schichte, ed. Lasson (Leipzig, 1917), pp. 314, 55. 
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of having put it on its feet.2 They did not realize that 
it was nonsensical to uproot dialectics from its idealistic 
ground and transplant it to a system that was labeled 
materialistic and empirical. Hegel was consistent in 
assuming that the logical process is faithfully reflected 
in the processes going on in what is commonly called 
reality. He did not contradict himself in applying the 
logical apriori to the interpretation of the universe. But 
it is different with a doctrine that indiilges in a naive 
realism, materialism, and empiricism. Such a doctrine 
ought to have no use for a scheme of interpretation that 
is derived not from experience but from apriori reason- 
ing. Engels declared that dialectics is the science of the 
general laws of motion, of the external world as well as 
of human thinking; two series of laws which are sub- 
stantially identical but in their manifestation different 
insofar as the human mind can apply them consciously, 
while in nature, and hitherto also to a great extent in 
human history, they assert themselves in an uncon- 
scious way as external necessity in the midst of an in- 
finite series of apparently contingent events3 He him- 
self, says Engels, had never had any doubts about this. 
His intensive preoccupation with mathematics and the 
natural sciences, to which he confesses to have devoted 
the greater part of eight years, was, he declares, obvi- 
ousIy prompted only by the desire to test the validity 
of the laws of dialectics in detail in specific  instance^.^ 

2. Engels, Ludwig Feuerbach und der Ausgang der klassischen 
deutschen Philosophie (5th ed. Stuttgart, 1910), pp. 36-9. 
3. Ibid., p. 38. 
4. Preface, Engels, Herrn Eugen Diihrings Umwiilzung der When- 

schaft (7th ed. Stuttgart, 1910), pp. xiv and xv. 
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These studies led Engels to startling discoveries. Thus 
he found that “the whole of geology is a series of ne- 
gated negations.” Butterflies “come into existence from 
the egg through negation of the egg , . . they are ne- 
gated again as they die,” and so on. The normal life of 
barley is this: “The barleycorn , . . is negated and is 
supplanted by the barley plant, the negation of the 
corn. . . . The plant grows . . . is fructified and pro- 
duces again barleycorns and as soon as these are ripe, 
the ear withers away, is negated. As a result of this ne- 
gation of the negation we have again the original bar- 
leycorn, however not plainly single but in a quantity 
ten, twenty, or thirty times larger.” 

It did not occur to Engels that he was merely playing 
with words. It is a gratuitous pastime to apply the 
terminology of logic to the phenomena of reality. Propo- 
sitions about phenomena, events, and facts can be af- 
firmed or negated, but not the phenomena, events, and 
facts themselves. But if one is committed to such inap- 
propriate and logically vicious metaphorical language, 
it is not less sensible to call the butterfly the affirmation 
of the egg than to call it its negation. Is not the emer- 
gence of the butterfly the self-assertion of the egg, the 
maturing of its inherent purpose, the perfection of its 
merely passing existence, the fulfillment of all its PO- 
tentialities? Engels’ method consisted in substituting 
the term ‘‘negation” for the term “change.” There is, 
however, no need to dwell Ionger upon the fallacy of 
integrating Hegelian dialectics into a philosophy that 
does not endorse Hegel’s fundamental principle, the 

5. Ibid., pp. 138-9. 
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identity of logic and ontology, and does not radically 
reject the idea that anything could be learned from ex- 
perience. For in fact dialectics plays a merely orna- 
mental part in the constructions of Marx and Engels 
without substantially influencing the course of reason- 
ing6 

2. The Material Productive Forces 

The essential concept of Marxian materialism is “the 
material productive forces of society.” These forces are 
the driving power producing all historical facts and 
changes. In the social production of their subsistence, 
men enter into certain relations-production relations 
-which are necessary and independent of their will 
and correspond to the prevailing stage of development 
of the material productive forces. The totality of these 
production relations forms “the economic structure of 
society, the real basis upon which there arises a juridical 
and political superstructure and to which definite forms 
of social consciousness correspond.” The mode of pro- 
duction of material life conditions the social, political, 
and spiritual (intellectual) life process in general (in 
each of its manifestations). It is not the consciousness 
(the ideas and thoughts) of men that determines their 
being (existence) but, on the contrary, their social 
being that determines their consciousness. At a certain 
stage of their development the material productive 
forces of society come into contradiction with the exist- 

%. E. Hammacher, Das philosophisch-okmmiscnomische System &s 
Marrimus (Leipzig, 1909), pp. 506-11. 
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ing production relations, or, what is merely a juridical 
expression for them, with the property relations (the 
social system of property laws) within the frame of 
which they have hitherto operated. From having been 
forms of development of the productive forces these re- 
lations turn into fetters of them. Then comes an epoch 
of social revolution. With the change in the economic 
foundation the whole immense superstructure slowly or 
rapidly transforms’ itself. In reviewing such a trans- 
formation,l one must always distinguish between the 
material transformation ’ of the economic conditions of 
production, which can be precisely ascertained with the 
methods of the natural sciences, and the juridical, po- 
litical, religious, artistic,2 or philosophical, in short ide- 
ological, forms in which men become conscious (aware) 
of this conflict and fight it out. Such an epoch of trans- 
formation can no more be judged according to its own 
consciousness than an individual can be judged accord- 
ing to what he imagines himself to be; one must rather 
explain this consciousness out of the contradictions of 
the material life, out of the existing codict between so- 
cial productive forces and production relations. No so- 
cial formation ever disappears before all the productive 
forces have been developed for which its frame is broad 
enough, and new, higher production relations never ap- 
pear before the material conditions of their existence 
have been hatched out in the womb of the old society. 

1. The term used by Marx, irmwiilzen, Umwiillzung, is the Geman- 

2. The German term Kunst includes all branches of poetry, fiction, 
language equivalent of “revolution.” 

and playwriting. 
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Hence mankind never sets itsetf tasks other than those it 
can solve, for closer observation will always discover 
that the task itself only emerges where the material con- 
ditions of its solution are already present or at least in 
the process of becoming? 

The most remarkable fact about this doctrine is that 
it does not provide a definition of its basic concept, ma- 
terial productive forces. Marx never told us what he had 
in mind in referring to the material productive forces. 
We have to deduce it from occasional historical exem- 
plifications of his doctrine. The most outspoken of these 
incidental examples is to be found in his book, The Pov- 
erty of Philosophy, published in 1847 in French. It 
reads: The hand mill gives you feudal society, the steam 
mill industrial ~apitalism.~ This means that the state of 
practical technological knowledge or the technological 
quality of the tools and machines used in production is 
to be considered the essential feature of the material 
productive forces, which uniquely determine the pro- 
duction relations and thereby the whole “superstruc- 
ture.” The production technique is the real thing, the 
material being that ultimately determines the social, 
political, and intellectual manifestations of human life. 
This interpretation is fully confirmed by all other ex- 
amples provided by M a n  and Engels and by the re- 
sponse every new technological advance roused in their 
minds. They welcomed it enthusiastically because they 

3. K. Marx, Zur Kritik der politkchen Oekonomie, ed. Kautsky 
(Stuttgart, 1S97), Preface, pp. x-xii. 

4. “Le m o u h  bras vous donnera la socibtk avec le souzcrain; le 
moulin A vapeur, la socibtt6 avec ie capitaliste industriel.” Man, La 
Misdre de Ia philosophie (Paris and Brussels, 1847), p. 100. 
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were convinced that each such new invention brought 
them a step nearer the realization of their hopes, the 
coming of so~ialism.~ 

There have been, before Marx and after Mam, many 
historians and philosophers who emphasized the promi- 
nent role the improvement of technological methods of 
production has played in the history of civilization. A 
glance into the popular textbooks of history published 
in the last one hundred and fifty years shows that their 
authors duly stressed the importance of new inventions 
and of the changes they brought about. They never con- 
tested the truism that material well-being is the indis- 
pensable condition of a nation’s moral, intellectual, and 
artistic achievement. 

But what Marx says is entirely different. In his doc- 
trine the tools and machines are the ultimate thing, a 
material thing, viz., the material productive forces. 
Everything else is the necessary superstructure of this 
material basis. This fundamental thesis is open to three 
irrefutable objections. 

First, a technological invention is not something ma- 
terial. It is the product of a mental process, of reason- 
ing and conceiving new ideas. The tools and machines 
may be called material, but the operation of the mind 
which created them is certainly spiritual. Marxian ma- 
terialism does not trace back “superstructural” and 

5. Marx and some of his followers at times also included natural re- 
sources in the notion of material productive forces. But these remarks 
were made only incidentally and were never elaborated, obviously 
because this would have led them into the doctrine that explains 
history as determined by the structure of the people’s geographical 
environment. 
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“ideological” phenomena to “material” roots, It explains 
these phenomena as caused by an essentially mental 
process, viz., invention. It assigns to this mental process, 
which it falsely labels an original, nature-given, mate- 
rial fact, the exclusive power to beget all other social 
and intellectual phenomena. But it does not attempt to 
explain how inventions come to pass. 

Second, mere invention and designing of technologi- 
cally new implements are not sufficient to produce 
them. What is required, in addition to technological 
knowledge and planning, is capital previously accumu- 
lated out of saving. Every step forward on the road to- 
ward technological improvement presupposes the re- 
quisite capitaI. The nations today called underdeveloped 
know what is needed to improve their backward ap- 
paratus of production. Plans for the construction of all 
the machines they want to acquire are ready or could 
be completed in a very short time. Only lack of capital 
holds them up. But saving and capital accumulation 
presuppose a social structure in which it is possible to 
save and to invest. The production relations are thus 
not the product of the material productive forces but, 
on the contrary, the indispensable condition of their 
coming into existence. 

Marx, of course, cannot help admitting that capital 
accumulation is “one of the most indispensable condi- 
tions for the evolution of industrial production.” Part 
of his most voluminous treatise, Dm Kupital, provides 

8. Marx, La Mk&e de la philosophie, English trans., The Pmerty 
of Philosophy (New York, International Publishers, a d . ) ,  p. 115. 
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a history-wholly distorted-of capital accumulation. 
But as soon as he comes to his doctrine of materialism, 
he forgets all he said about this subject. Then the tools 
and machines are created by spontaneous generation, 
as it were. 

Furthermore it must be remembered that the utiliza- 
tion of machines presupposes social cooperation under 
the division of labor. No machine can be constructed 
and put into use under conditions in which there is no 
division of labor at all or only a rudimentary stage of it. 
Division of labor means social cooperation, i.e., social 
bonds between men, society. How then is it possible to 
explain the existence of society by tracing it back to the 
material productive forces which themselves can only 
appear in the frame of a previously existing social 
nexus? Mam could not comprehend this problem. He 
accused Proudhon, who had described the use of ma- 
chines as a consequence of the division of labor, of ig- 
norance of history. It is a distortion of fact, he shouted, 
to start with the division of labor and to deal with ma- 
chines only later. For the machines are ‘‘a productive 
force,” not a “social production relation,” not an “eco- 
nomic category.” * Here we are faced with a stubborn 
dogmatism that does not shrink from any absurdity. 

We may summarize the Marxian doctrine in this way: 
In the beginning there are the material productive 
forces,” i.e., the technological equipment of human pro- 
ductive efforts, the tools and machines. No question 
concerning their origin is permitted; they are, that is 

<< 

7. Ibid., pp. 112-13. 
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all; we must assume that they are dropped from heaven. 
These material productive forces compel men to enter 
into definite production relations which are independ- 
ent of their wills. These production relations farther on 
determine society’s juridical and political superstruc- 
ture as well as all religious, artistic, and philosophical 
ideas. 

3. The Class Struggle 

As will be pointed out below, any philosophy of his- 
tory must demonstrate the mechanism by means of 
which the supreme agency that directs the course of all 
human affairs induces individuals to walk in precisely 
the ways which are bound to lead mankind toward the 
goal set. In Marx’s system the doctrine of the class strug- 
gle is designed to answer this question. 

The inherent weakness of this doctrine is that it deals 
with classes and not with individuals. What has to be 
shown is how the individuals are induced to act in such 
a way that mankind finally reaches the point the pro- 
ductive forces want it to attain. Marx answers that con- 
sciousness of the interests of their class determines the 
conduct of the individuals. It still remains to be ex- 
plained why the individuals give the interests of their 
class preference over their own interests. We may for 
the moment refrain from asking how the individual 
learns what the genuine interests of his class are. But 
even Marx cannot help admitting that a conact exists 
between the interests of an individual and those of the 



DIALECTICAL M A T E R I A L I S M  113 
class to which he belongs.* He distinguishes between 
those proletarians who are class conscious, i.e., place 
the concerns of their class before their individual con- 
cerns, and those who are not. He considers it one of the 
objectives of a socialist party to awake to class con- 
sciousness those proletarians who are not spontaneously 
class conscious. 

Marx obfuscated the problem by confusing the no- 
tions of caste and class. Where status and caste differ- 
ences prevail, all members of every caste but the most 
privileged have one interest in common, viz., to wipe 
out the legal disabilities of their own caste. All slaves, 
for instance, are united in having a stake in the aboli- 
tion of slavery. But no such conflicts are present in a 
society in which all citizens are equal before the law. 
No logical objection can be advanced against distin- 
guishing various classes among the members of such a 
society. Any classification is logically permissible, how- 
ever arbitrarily the mark of distinction may be chosen. 
But it is nonsensical to classify the members of a capi- 
talistic society according to their position in the frame- 
work of the social division of labor and then to identify 
these classes with the castes of a status society. 

In a status society the individual inherits his caste 
membership from his parents, he remains through all his 
life in his caste, and his children are born as members 

1. Thus we read in the Communist Manifesto: “The organization 
of the proletarians into a class, and consequently into a political party, 
is at every instant again shattered by the competition between the 
workers themselves.” 
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of it. Only in exceptional cases can good luck raise a 
man into a higher caste. For the immense majority birth 
unalterably determines their station in life. The classes 
which Marx distinguishes in a capitalistic society are 
different. Their membership is fluctuating. Class &lia- 
tion is not hereditary. It is assigned to each individual 
by a daily repeated plebiscite, as it were, of all the 
people. The public in spending and buying determines 
who should own and run the plants, who should play 
the parts in the theater performances, who should work 
in the factories and mines. Rich men become poor, and 
poor men rich. The heirs as well as those who them- 
selves have acquired wealth must try to hoId their own 
by defending their assets against the competition of 
already established firms and of ambitious newcomers. 
In the unhampered market economy there are no privi- 
leges, no protection of vested interests, no barriers pre- 
venting anybody from striving after any prize. Access 
to any of the Marxian classes is free to everybody. The 
members of each class compete with one another; they 
are not united by a common class interest and not op- 
posed to the members of other classes by being allied 
either in the defense of a common privilege which those 
wronged by it want to see abolished or in the attempt 
to abolish an institutional disability which those deriv- 
ing advantage from it want to preserve. 

The laissez-faire liberals asserted: If the old laws es- 
tablishing status privileges and disabilities are repealed 
and no new practices of the same character-such as 
tariffs, subsidies, discriminatory taxation, indulgence 
granted for nongovernmental agencies like churches, 
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unions, and so on to use coercion and intimidation-are 
introduced, there is equality of all citizens before the 
law. Nobody is hampered in his aspirations and ambi- 
tions by any legal obstacles. Everybody is free to com- 
pete for any social position or function for which his 
personal abilities qualify him. 

The communists denied that this is the way capital- 
istic society as organized under the liberal system of 
equality before the law, is operating. In their eyes pri- 
vate ownership of the means of production conveys to 
the owners-the bourgeois or capitalists in Marx’s ter- 
minology-a privilege virtually not different from those 
once accorded to the feudal lords. The “bourgeois revo- 
lution” has not abolished privilege and discrimination 
against the masses; it has, says the Marxian, merely s u p  
planted the old ruling and exploiting class of noblemen 
by a new ruling and exploiting class, the bourgeoisie. 
The exploited class, the proletarians, did not profit from 
this reform. They have changed masters but they have 
remained oppressed and exploited. What is needed is 
a new and final revolution, which in abolishing private 
ownership of the means of production will establish the 
classless society. 

This socialist or communist doctrine fails entirely to 
take into account the essential digerence between the 
conditions of a status or caste society and those of a 
capitalistic society. Feudal property came into existence 
either by conquest or by donation on the part of a con- 
queror. It came to an end either by revocation of the 
donation or by conquest on the part of a more powerful 
conqueror. I t  was property by “the grace of God,” be- 
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cause it was ultimately derived from military victory 
which the humility or conceit of the princes ascribed to 
special intervention of the Lord. The owners of feudal 
property did not depend on the market, they did not 
serve the consumers; within the range of their property 
rights they were real lords. But it is quite different with 
the capitalists and entrepreneurs of a market economy. 
They acquire and enlarge their property through the 
services they have rendered to the consumers, and they 
can retain it only by serving daily again in the best pos- 
sible way. This difference is not eradicated by meta- 
phorically calling a successful manufacturer of spa- 
ghetti “the spaghetti king.” 

Marx never embarked on the hopeless task of refut- 
ing the economists’ description of the working of the 
market economy. Instead he was eager to show that 
capitalism must in the future lead to very unsatisfactory 
conditions. He undertook to demonstrate that the oper- 
ation of capitalism must inevitably result in the con- 
centration of wealth in the possession of an ever dimin- 
ishing number of capitalists on the one hand and in the 
progressive impoverishment of the immense majority 
on the other hand. In the execution of this task he 
started from the spurious iron law of wages according 
to which the average wage rate is that quantum of the 
means of subsistence which is absolutely required to 
enable the laborer to barely survive and to rear prog- 
eny? This alleged law has long since been entirely dis- 

2. Of course, Marx did not like the German term “dw eheme 
Lohngesetz” because it had been devised by his rival Ferdinand 
Lassalle. 
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credited, and even the most bigoted Marxians have 
dropped it. But even if one were prepared for the sake 
of argument to call the law correct, it is obvious that it 
can by no means serve as the basis of a demonstration 
that the evolution of capitalism leads to progressive im- 
poverishment of the wage earners. If wage rates under 
capitaIism are always so low that for physiological 
reasons they cannot drop any further without wiping 
out the whole class of wage earners, it is impossible to 
maintain the thesis of the Communist Manifesto that 
the laborer “sinks deeper and deeper” with the progress 
of industry. Like all Marx’s other arguments this dem- 
onstration is contradictory and self-defeating. Marx 
boasted of having discovered the immanent laws of cap- 
italist evolution. The most important of these laws he 
considered the law of progressive impoverishment of 
the wage-earning masses. It is the operation of this law 
that brings about the final collapse of capitalism and 
the emergence of ~ocialism.~ When this law is seen to 
be spurious, the foundation is pulIed from under both 
Marx’s system of economics and his theory of capitalist 
evolution. 

Incidentally we have to establish the fact that in cap- 
italistic countries the standard of living of the wage 
earners has improved in an unprecedented and un- 
dreamt-of way since the publication of the Communist 
Manifesto and the first volume of Das Kapital. Marx 
misrepresented the operation of the capitaIist system 
in every respect. 

The corollary of the alleged progressive impoverish- 
3. Marx, Dap Kapitd, I ,  728. 
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ment of the wage earners is the concentration of all 
riches in the hands of a class of capitalist exploiters 
whose membership is continually shrinking. In dealing 
with this issue Marx failed to take into account the fact 
that the evolution of big business units does not neces- 
sarily involve the concentration of wealth in a few 
hands. The big business enterprises are almost without 
exception corporations, precisely because they are too 
big for single individuals to own them entirely. The 
growth of business units has far outstripped the growth 
of individual fortunes. The assets of a corporation are 
not identical with the wealth of its shareholders. A con- 
siderable part of these assets, the equivalent of pre- 
ferred stock and bonds issued and of loans raised, be- 
long virtually, if not in the sense of the legal concept of 
ownership, to other people, viz., to owners of bonds and 
preferred stock and to creditors. Where these securities 
are held by savings banks and insurance companies and 
these loans were granted by such banks and companies, 
the virtual owners are the people who have claims 
against them. Also the common stock of a corporation 
is as a rule not concentrated in the hands of one man. 
The bigger the corporation, as a rule, the more widely 
its shares are distributed. 

Capitalism is essentially mass production to fill the 
needs of the masses. But Mam always labored under the 
deceptive conception that the workers are toiling for the 
sde benefit of an upper class of idle parasites. He did 
not see that the workers themselves consume by far the 
greater part of all the consumers’ goods turned out. The 
millionaires consume an almost negligible part of what 
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is called the national product. All branches of big busi- 
ness cater directly or indirectly to the needs of the com- 
mon man. The luxury industries never develop beyond 
small-scale or medium-size units. The evolution of big 
business is in itself proof of the fact that the masses and 
not the nabobs are the main consumers. Those who deal 
with the phenomenon of big business under the rubric 
“concentration of economic power” fail to realize that 
economic power is vested in the buying public on whose 
patronage the prosperity of the factories depends. In 
his capacity as buyer, the wage earner is the customer 
who is “always right.” But Marx declares that the bour- 
geoisie “is incompetent to assure an existence to its slave 
within his slavery.” 

Marx deduced the excelIence of socialism from the 
fact that the driving force of historical evolution, the 
material productive forces, is bound to bring about so- 
cialism. As he was engrossed in the Hegelian brand of 
optimism, there was to his mind no further need to 
demonstrate the merits of socialism. It was obvious to 
him that socialism, being a later stage of history than 
capitalism, was also a better stage: It was sheer blas- 
phemy to doubt its merits. 

What was still left to show was the mechanism by 
means of which nature brings about the transition from 
capitalism to socialism. Nature’s instrument is the class 
struggle. As the workers sink deeper and deeper with 
the progress of capitalism, as their misery, oppression, 
slavery, and degradation increase, they are driven to 
revolt, and their rebellion establishes socialism. 

4. On the fallacy implied in this reasoning, see below pp. 175ff. 
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The whole chain of this reasoning is exploded by the 
establishment of the fact that the progress of capitalism 
does not pauperize the wage earners increasingly but 
on the contrary improves their standard of living. Why 
should the masses be inevitably driven to revolt when 
they get more and better food, housing and clothing, 
cars and refrigerators, radio and television scts, nylon 
and other synthetic products? Even if, for the sake of 
argument, we were to admit that the workers are driven 
to rebellion, why should their revolutionary upheaval 
aim just at the establishment of socialism? The only mo- 
tive which could induce them to ask for sociaIism would 
be the conviction that they themselves would fare 
better under socialism than under capitalism. But Marx- 
ists, anxious to avoid dealing with the economic prob- 
lems of a socialist commonwealth, did nothing to dem- 
onstrate the superiority of socialism over capitalism 
apart from the circular reasoning that runs: Socialism 
is bound to come as the next stage of historicaI evolu- 
tion. Being a later stage of history than capitalism, it is 
necessarily higher and better than capitalism. Why is 
it bound to come? Because the laborers, doomed to pro- 
gressive impoverishment under capitalism, will rebel 
and establish socialism. But what other motive could 
impel them to aim at the establishment of socialism 
than the conviction that socialism is better than capital- 
ism? And this pre-eminence of socialism is deduced by 
Marx from the fact that the coming of socialism is in- 
evitable. The circle is closed. 

In the context of the Marxian doctrine the superiority 
of socialism is proved by the fact that the proletarians 
are aiming at socialism. What the philosophers, the 
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utopians, think does not count. What matters is the 
ideas of the proletarians, the cIass that history has en- 
trusted with the task of shaping the future. 

The truth is that the concept of socialism did not 
originate from the “proletarian mind.” No proletarian 
or son of a proletarian contributed any substantial idea 
to the socialist ideology. The intellectual fathers of so- 
cialism were members of the intelIigentsia, scions of 
the “bourgeoisie.” Marx himself was the son of a well- 
to-do lawyer. He attended a German Gymnasium, the 
school all Marxians and other socialists denounce as the 
main offshoot of the bourgeois system of education, and 
his family supported him through all the years of his 
studies; hc did not work his way through the university. 
He married the daughter of a member of the German 
nobiIity; his brother-in-law was Prussian minister of 
the interior and as such head of the Prussian police. In 
his household served a maid, Helene Demuth, who 
never married and who followed the Marx mknage in 
a11 its shifts of residence, the perfect model of the ex- 
ploited slavey whose frustration and stunted sex life 
have been repeatedly depicted in the German “social” 
novel. Friedrich Engels was the son of a wealthy manu- 
facturer and himself a manufacturer; he refused to 
marry his mistress Mary because she was uneducated 
and of “low” descent; he enjoyed the amusements of 
the British gentry such as riding to hounds. 

The workers were never enthusiastic about socialism. 

5. After the death of Mary, Engels took her sister Lizzy as mistress. 
He married her on her deathbed “in order to provide her a last pIeas- 
we.” Gustav Mayer, Frederick Engels (The Hague, Martinus Nijhoff, 
1934), 2, 329. 
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They supported the union movement whose striving 
after higher wages Marx despised as useless.‘ They 
asked for all those measures of government interference 
with business which Man branded petty-bourgeois 
nonsense. They opposed technological improvement, in 
earlier days by destroying new machines, later by union 
pressure and compulsion in favor of feather-bedding. 
Syndicalism-appropriation of the enterprises by the 
workers employed in them-is a program that the work- 
ers developed spontaneously. But socialism was brought 
to the masses by intellectuals of bourgeois background. 
Dining and wining together in the luxurious London 
homes and country seats of late Victorian “society,” la- 
dies and gentlemen in fashionable evening clothes con- 
cocted schemes for converting the British proletarians 
to the socklist creed. 

4. The IdeoZogical Impregnation of Thought 

From the supposed irreconcilable conflict of class in- 
terests hlarx deduces his doctrine of the ideological im- 
pregnation of thought. In a class society man is inher- 
ently unfit to conceive theories which are a substantially 
true description of reality. As his class affiliation, his 
social being, determines his thoughts, the products of 
his intellectual effort are ideologically tainted and dis- 
torted. They are not truth, but ideologies. An ideology 
in the Marxian sense of the term is a false doctrine 
which, however, precisely on account of its falsity, 

6. Marx, Vulue, Pricc a d  Profit, ed. E. Marx Avcling (Chicago, 
Charles H. Kerr & Ca. Cooperative), pp. 125-6. See below p. 137. 
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serves the interests of the class from which its author 
stems. 

We may omit here dealing with many aspects of this 
ideology doctrine, We need not disprove anew the doc- 
trine of polylogism, according to which the logical 
structure of mind differs in the members of various 
classes.' We may furthermore admit that the main con- 
cern of a thinker is exclusively to promote the interests 
of his class even if these clash with his interests as an 
individual. We may finally abstain from questioning the 
dogma that there is no such thing as the disinterested 
search for truth and knowledge and that all human in- 
quiry is exclusively guided by the practical purpose of 
providing mental tools for successful action. The ide- 
ology doctrine would remain untenable even if all the 
irrefutable objections that can be raised from the point 
of view of these three aspects could be rejected. 

Whatever one may think of the adequacy of the prag- 
matist definition of truth, it is obvious that at least one 
of the characteristic marks of a true theory is that action 
based on it succeeds it attaining the expected result. In 
this sense truth works, while untruth does not work. 
Precisely if we assume, in agreement with the Marxians, 
that the end of theorizing is always success in action, 
the question must be raised why and how an ideological 
(that is, in the Marxian sense, a false) theory should be 
more useful to a class than a correct theory? There is no 
doubt that the study of mechanics was motivated, at 
least to some extent, by practical considerations. Peo- 
ple wanted to make me of the theorems of mechanics to 

1. Mises, Human Action, pp. 72-91. 
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solve various problems of engineering. It was precisely 
the pursuit of these practical results that impelled them 
to search for a correct, not for a merely ideological 
(false) science of mechanics. No matter how one looks 
at it, there is no way in which a false theory can serve 
a man or a class or the whole of mankind better than a 
correct theory. How did Man come to teach such a 
doctrine? 

To answer this question we must remember the mo- 
tive that impelled Marx to all: his literary ventures. He 
was driven by one passion-to fight for the adoption of 
socialism. But he was fully aware of his inability to op- 
pose any tenable objection to the economists’ devastat- 
ing criticism of all socialist plans. He was convinced 
that the system of economic doctrine developed by the 
Classical economists was impregnable, and remained 
unaware of the serious doubts which essential theorems 
of this system had already raised in some minds. Like 
his contemporary John Stuart Mill he believed “there is 
nothing in the laws of value which remains for the 
present or any future writer to clear up; the theory of 
the subject is complete.” When in 1871 the writings of 
Carl Menger and William Stanley Jevons inaugurated 
a new epoch of economic studies, Marx’s career as a 
writer on economic problems had already come to a 
virtual end. The first volume of Dm Kapital had been 
published in 1867; the manuscript of the folIowing vol- 
umes was well along. There is no indication that Marx 
ever grasped the meaning of the new theory. Marx’s 
economic teachings are essentially a garbled rehash of 

2. Mill, Principles of Political Economy, Bk. 111, ch. 1, 0 1. 
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the theories of Adam Smith and, first of all, of Ricardo. 
Smith and Ricardo had not had any opportunity to re- 
fute socialist doctrines, as these were advanced only 
after their death. So Marx let them alone. But he vented 
his full indignation upon their successors who had tried 
to analyze the socialist schemes critically. He ridiculed 
them, calling them “vulgar economists” and “sycophants 
of the bourgeoisie.” And as it was imperative for him to 
defame them, he contrived his ideology scheme. 

These “vulgar economists” are, because of their bour- 
geois background, constitutionaIly unfit to discover 
truth. What their reasoning produces can only be ideo- 
logical, that is, as Marx employed the term “ideology,” 
a distortion of truth serving the class interests of the 
bourgeoisie. There is no need to refute their chains of 
argument by discursive reasoning and critical analysis. 
I t  is enough to unmask their bourgeois background and 
thereby thc necessarily “ideological” character of their 
doctrines. They are wrong because they are bourgeois. 
No proletarian must attach any importance to their 
speculations. 

To conceal the fact that this scheme was invented ex- 
pressly to discredit the economists, it was necessary to 
elevate it to the dignity of a general epistemological law 
valid for all ages and for all branches of knowledge. 
Thus the ideology doctrine became the nucleus of 
Marxian epistemology. Marx and all his disciples con- 
centrated their efforts upon the justification and ex- 
emplification of this makeshift. They did nut shrink 
from any absurdity. They interpreted all philosophical 
systems, physical and biological theories, all literature, 
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music, and art from the “ideological” point of view. But, 
of course, they were not consistent enough to assign to 
their own doctrines merely ideological character. The 
Marxian tenets, they implied, are not ideologies. They 
are a foretaste of the knowledge of the future classless 
society which, freed from the fetters of class conflicts, 
will be in a position to conceive pure knowledge, un- 
tainted by ideological blemishes. 

Thus we can understand the thymological motives 
that led Marx to his ideology doctrine. Yet this does not 
answer the question why an ideological distortion of 
truth should be more advantageous to the interests of 
a class than a correct doctrine. Marx never ventured to 
explain this, probably aware that any attempt to would 
entangle him in an inextricable jumble of absurdities 
and contradictions. 

There is no need to emphasize the ridiculousness of 
contending that an ideological physical, chemical, or 
therapeutical doctrine could be more advantageous for 
any class or individual than a correct one. One may pass 
over in silence the declarations of the hlarxians con- 
cerning the ideological character of the theories devel- 
oped by the bourgeois Mendel, Hertz, Planck, Heisen- 
berg, and Einstein. It is suficient to scrutinize the al- 
leged ideological character of bourgeois economics. 

As Marx saw it, their bourgeois background impelled 
the Classical economists to develop a system from 
which a justification of the unfair claims of the capital- 
ist exploiters must logically follow. (In this he contra- 
dicts himself, as he drew from the same system just the 
opposite conclusions. ) These theorems of the Classical 
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economists from which the apparent justification of cap- 
italism could be deduced were the theorems which 
Marx attacked most furiously: that the scarcity of the 
material factors of production on which man’s well- 
being depends is an inevitable, nature-given condition 
of human existence; that no system of society’s eco- 
nomic organization could create a state of abundance 
in which to everybody could be given according to his 
needs; that the recurrence of periods of economic de- 
pressions is not inherent in the very operation of an un- 
hampered market economy but, on the contrary, the 
necessary outcome of government’s interfering with 
business with the spurious aim of lowering the rate of 
interest and making business boom by inflation and 
credit expansion. But, we must ask, of what use, from 
the very Marxian point of view, could such a justifica- 
tion of capitalism be for the capitalists? They them- 
selves did not need any justification for a system which 
-according to Marx-while wronging the workers was 
beneficial to themselves. They did not need to quiet 
their own consciences since, again according to Marx, 
every class is remorseless in the pursuit of its own self- 
ish class interests. 

Neither is it, from the point of view of the Marxian 
doctrine, permissible to assume that the service which 
the ideological theory, originating from a “false con- 
sciousness” and therefore distorting the true state of af- 
fairs, rendered to the exploiting class was to beguile the 
exploited class and to make it pliable and subservient, 
and thereby to preserve or at least to prolong the unfair 
system of exploitation. For, according to M a x ,  the 
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duration of a definite system of production relations 
does not depend on any spiritual factors. I t  is exclu- 
sively determined by the state of the material produc- 
tive forces. If the material productive forces change, 
the production relations ( i.e., the property relations) 
and the whole ideological superstructure must change 
too. This transformation cannot be accelerated by any 
human effort. For as Marx said, “no social formation 
ever disappears before all the productive forces are de- 
veloped for which it is broad enough, and new higher 
production relations never appear before the material 
conditions of their existence have been hatched out in 
the womb of the old society.” a 

This is by no means merely an incidentaI observation 
of Marx. It is one of the essential points of his doctrine. 
It is the theorem on which he based his claim to call his 
own doctrine scientific socialism as distinguished from 
the merely utopian socialism of his predecessors. The 
characteristic mark of the utopian socialists, as he saw 
it, was that they believed that the realization of social- 
ism depends on spiritual and intellectual factors. You 
have to convince people that socialism is better than 
capitalism and then they will substitute socialism €or 
capitalism. In Marx’s eyes this utopian creed was ab- 
surd. The coming of socialism in no way depends on the 
thoughts and wills of men; it is an outgrowth of the de- 
velopment of the material productive forces. When the 
time is fulfilled and capitalism has reached its maturity, 
socialism will come. It can appear neither earlier nor 

3. Man, ZUT Kritik der politkchen Oekonomie, p. xii (see above 
pp. 107 f . ) .  
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later. The bourgeois may contrive the most cleverly 
elaborated ideologies-in vain; they cannot delay the 
day of the breakdown of capitalism. 

Perhaps some people, intent upon salvaging the 
Marxian “YdeoIogy” concept, would argue this way: The 
capitalists are ashamed of their role in society. They 
feel guilty at being “‘robber barons, usurers, and ex- 
ploiters” and pocketing profits. They need a class ide- 
ology in order to restore their self-assertion. But why 
should they blush? There is, from the point of view of 
the Marxian doctrine, nothing in their conduct to be 
ashamed of. Capitalism, in the Marxian view, is an in- 
dispensable stage in the historical evolution of mankind. 
It is a necessary link in the succession of events which 
finally results in the bliss of socialism. The capitalists, 
in being capitalists, are merely tools of history. They 
execute what, according to the preordained plan for 
mankind‘s evolution, must be done. They comply with 
the eternal laws which are independent of the human 
will. They cannot help acting the way they do. They do 
not need any ideology, any “false consciousness,” to tell 
them that they are right. They are right in the light of 
the Marxian doctrine. If Marx had been consistcnt, he 
would have exhorted the workers: Don’t blame the cap- 
italists; in “exploiting” you they do what is best for your- 
selves; they are paving the way for socialism. 

However one may turn the matter, one cannot dis- 
cover any reason why an ideological distortion of truth 
should be more useful to the bourgeoisie than a correct 
theory. 
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5. The Conflict of Ideologies 

Class consciousness, says Max,  produces class ideolo- 
gies. The class ideology provides the class with an inter- 
pretation of reality and at the same time teaches the 
members how to act in order to benefit their class. The 
content of the class ideology is uniquely determined by 
the historical stage of the development of the material 
productive forces and by the role the class concerned 
plays in this stage of history. The ideology is not an 
arbitrary brain child. It is the reflection of the thinker’s 
material class condition as mirrored in his head. It is 
therefore not an individual phenomenon conditional 
upon the thinker’s fancy, It is enjoined upon the mind 
by reality, i.e., by the class situation of the man who 
thinks. It is consequently identical with all members of 
the class. Of course, not every class comrade is an au- 
thor and publishes what he has thought. But all writers 
belonging to the class conceive the same ideas and all 
other members of the class approve of them. There is 
no room left in Marxism for the assumption that the 
various members of the same class could seriously dis- 
agree in ideology. There exists for all members of the 
class only one ideology. 

If a man expresses opinions at variance with the ide- 
ology of a definite class, that is because he does not be- 
long to the class concerned. There is 110 need to refute 
his ideas by discursive reasoning. It is enough to un- 
mask his background and class affiliation. This settles 
the matter. 
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But if a man whose proletarian background and 

membership in the workers’ class cannot be contested 
diverges from the correct Marxian creed, he is a traitor. 
It is impossible to assume that he could be sincere in 
his rejection of ,Marxism. As a proletarian he must nec- 
essarily think like a proletarian. An inner voice teIfs him 
in an unmistakable way what the correct proletarian 
ideology is. He is dishonest in overriding this voice and 
publicly professing unorthodox opinions. He is a rogue, 
a Judas, a snake in the grass. In fighting such a betrayer 
all means are permissible. 

Marx and Engels, two men of unquestionable bour- 
geois background, hatched out the class ideology of the 
proletarian class. They never ventured to discuss their 
doctrine with dissentcrs as scicntists, for instance, dis- 
cuss the pros and cons of the doctrines of Lamarck, Dar- 
win, Mendel, and Weismann. As they saw it, their ad- 
versaries could only be either bourgeois idiots ’ or pro- 
letarian traitors. As soon as a socialist deviated an inch 
from the orthodox creed, Mam and Engels attacked him 
furiously, ridiculed and insulted him, represented him 
as a scoundrel and a wicked and corrupt monster. After 
Engels’ death the office of supreme arbiter of what is 
and what is not correct Marxism devolved upon Karl 
Kautsky. In 1917 it passed into the hands of Lenin and 
became a function of the chief of the Soviet govern- 
ment. While Marx, Engels, and Kautsky had to content 
themselves with assassinating the character of their op- 

1. E.g., “bourgeois stupidity” (about Bentham, Das Kapital, 1, 
5‘741, “bourgeois cretinism” (about Destutt de Tracy, ibid., 2, 465), 
and so on. 
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ponents, Lenin and Stalin could assassinate them physi- 
cally. Step by step they anathematized those who once 
were considered by all Marxians, including Lenin and 
Stalin themselves, as the great champions of the prole- 
tarian cause: Kautsky, Max Adler, Otto Bauer, Plechan- 
off, Bukharin, Trotsky, Riasanov, Radek, Sinoviev, and 
many others. Those whom they could seize were im- 
prisoned, tortured, and finally murdered. Only those 
who were happy enough to dwell in countries domi- 
nated by “‘plutodernocratic reactionaries” survived and 
were permitted to die in their beds. 

A good case can be made, from the Marxian point of 
view, in favor of decision by the majority. If a doubt 
concerning the correct content of the proletarian ide- 
ology arises, the ideas held by the majority of the pro- 
letarians are to be considered those which truthfully 
reflect the genuine proletarian ideology. As Marxism 
supposes that the immense majority of people are pro- 
letarians, this would be tantamount to assigning the 
competence to make the ultimate decisions in conflicts 
of opinion to parliaments elected under adult franchise. 
But although to refuse to do this is to explode the whole 
ideology doctrine, neither Marx nor his successors were 
ever prepared to submit their opinions to majority vote. 
Throughout his career Marx mistrusted the people and 
was highly suspicious of parliamentary procedures and 
decisions by the ballot. He was enthusiastic about the 
Paris revolution of June 1848, in which a small minority 
of Parisians rebelled against the government supported 
by a parliament eIected under universal manhood suf- 
frage. The Paris Commune of the spring of 1871, in 
which again Parisian socialists fought against the re- 
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gime duly established by the overwhelming majority of 
the French people’s representatives, was still more to 
his liking. Here he found his ideal of the dictatorship of 
the proletariat, the dictatorship of a self-appointed band 
of leaders, realized. He tried to persuade the Marxian 
parties of all countries of Western and Central Europe 
to base their hopes not upon election campaigns but 
upon revolutionary methods. In this regard the Russian 
communists were his faithful disciples. The Russian 
parliament elected in 1917 under the auspices of the 
Lenin government by all adult citizens had, in spite of 
the violence offered to the voters by the ruling party, 
less than 25 per cent communist members. Three- 
quarters of the people had voted against the commu- 
nists. But Lenin dispersed the parliament by force of 
arms and firmly established the dictatorial rule of a 
minority. The head of the Soviet power became the su- 
preme pontiff of the Marxian sect. His title to this office 
is derived from the fact that he had defeated his rivals 
in a bloody civil war. 

As the Marxians do not admit that differences of opin- 
ion can be settled by discussion and persuasion or de- 
cided by majority vote, no solution is open but civil 
war. The mark of the good ideology, i.e., the ideology 
adequate to the genuine class interests of the proletar- 
ians, is the fact that its supporters succeeded in con- 
quering and liquidating their opponents. 

6. Ideas and Interests 

Marx assumes tacitly that the social condition of a 
class uniquely determines its interests and that there 
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can be no doubt what kind of policy best serves these 
interests. The class does not have to choose between 
various policies. The historical situation enjoins upon it 
a definite policy. There is no alternative. It follows that 
the class does not act, since acting implies choosing 
among various possible ways of procedure. The mate- 
rial productive forces act through the medium of the 
class members. 

But Marx, Engels, and all other Marxians ignored 
this fundamental dogma of their creed as soon as they 
stepped beyond the borders of epistemology and began 
commenting upon historical and political issues. Then 
they not only charged the nonproletarian classes with 
hostility to the proletarians but criticized their policies 
as not conducive to promoting the true interests of 
their own classes. 

The most important of Marx’s political pamphlets is 
the Address on the Civil War in France (1871). It furi- 
ously attacks the French government which, backed by 
the immense majority of the nation, was intent upon 
quelling the rebellion of the Paris Commune. It reck- 
lessly calumniates all the leading members of that gov- 
ernment, calling them swindlers, forgers, and embez- 
zlers. Jules Favre, it charges, was “living in concubinage 
with the wife of a dipsomaniac,” and General de Gallifet 
profited from the alleged prostitution of his wife. In 
short, the pamphlet set the pattern for the defamation 
tactics of the socialist press which the Marxians indig- 
nantly chastised as one of the worst excrescences of cap- 
italism when the tabloid press adopted it. Yet all these 
slanderous lies, however reprehensible, may be inter- 
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preted as partisan strategems in the implacable war 
against bourgeois civilization. They are at least not in- 
compatible with Marxian epistemological principles. 
But it is another thing to question the expediency of the 
bourgeois policy from the standpoint of the class inter- 
ests of the bourgeoisie. The Address maintains that the 
policy of the French bourgeoisie has unmasked the es- 
sential teachings of its own ideology, the only purpose 
of which is “to delay the class struggle”; henceforth it 
will no longer be possible for the class rule of the bour- 
geoisie “to hide in a nationalist uniform.” Henceforth 
there will no longer be any question of peace or annis- 
tice between the workers and their exploiters. The bat- 
tle will be resumed again and again and there can be no 
doubt about the final victory of the workingmen.’ 

It must be noted that these observations were made 
with regard to a situation in which the majority of the 
French people had only to choose between uncondi- 
tional surrender to a small minority of revolutionaries 
or fighting them. Neither Mam nor anybody else had 
ever expected that the majority of a nation would yield 
without resistance to armed aggression on the part of 
a minority. 

Still more important is the fact that Marx in these 
observations ascribes to the policies adopted by the 
French bourgeoisie a decisive influence upon the course 
of events. In this he contradicts all his other writings. 
In the Communist Manifesto he had announced the im- 
placable and relentless class struggle without any re- 

1. Marx, Der Biirgerkrieg in Frunkreich, ed. Pfemfert (Berlin, 
1919), p. 7. 
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gard to the defense tactics the bourgeois may resort to. 
He had deduced the inevitability of this struggle from 
the class situation of the exploiters and that of the ex- 
ploited. There is no room in the Marxian system for the 
assumption that the policies adopted by the bourgeoisie 
could in any way affect the emergence of the class strug- 
gle and its outcome. 

If it is true that one class, the French bourgeoisie of 
1871, was in a position to choose between alternative 
policies and through its decision to influence the course 
of events, the same must be true also of other classes 
in other historical situations. Then all the dogmas of 
Marxian materialism are exploded. Then it is not true 
that the class situation teaches a class what its genuine 
class interests are and what kind of policy best serves 
these interests. It is not true that only such ideas as are 
conducive to the real interests of a class meet with ap- 
proval on the part of those who direct the policies of 
the class. It may happen that different ideas direct those 
policies and thus get an iduence upon the course of 
events. But then it is not true that what counts in his- 
tory are only interests, and that ideas are merely an 
ideological superstructure, uniquely determined by 
these interests. It becomes imperative to scrutinize 
ideas in order to sift those which are really beneficial 
to the interests of the class concerned from those which 
are not. It becomes necessary to discuss conflicting 
ideas with the methods of logical reasoning. The make- 
shift by means of which Marx wanted to outlaw such 
dispassionate weighing of the pros and cons of definite 
ideas breaks down. The way toward an examination of 
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the merits and demerits of socialism which Marx wanted 
to prohibit as “unscientific” is reopened. 

Another important address of Marx was his paper of 
1865, Value, Price and Profit. In this document Marx 
criticizes the traditional policies of the lahor unions. 
They should abandon their “conservatiue motto, A fair 
day’s wages for a fair day’s work! and ought to inscribe 
on their banner the rmoluutwnary watchword, Aboli- 
tion of the wages system!” This is obviously a contro- 
versy about which kind of policy best selves the class 
interests of the workers. Marx in this case deviates from 
his usual procedure of branding all his proletarian op- 
ponents traitors. He implicitly admits that there can 
prevail dissent even among honest and sincere cham- 
pions of the class interests of the workers and that such 
differences must be settIed by debating the issue. Per- 
haps on second thought he himself discovered that the 
way he had dealt with the problem involved was incom- 
patible with all his dogmas, for he did not have printed 
this paper which he had read on June 26, 1865, in the 
General Council of the International Workingmen’s As- 
sociation. It was first published in 1898 by one of his 
daughters. 

But the theme we are scrutinizing is not Marx’s fail- 
ure to cling consistently to his own doctrine and his 
lapses into ways of thinking incompatible with it. We 
have to examine the tenability of the Marxian doctrine 
and must therefore turn to the peculiar connotation the 
term “‘interests” has in the context of this doctrine. 

Every individual, and for that matter every group of 
2. Marx, Value, Price and Profit, pp. 126-7. 
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individuals, aims in acting at the substitution of a state 
of affairs that suits him better for a state of affairs that 
he considers less satisfactory. Without any regard to the 
qualification of these two states of affairs from any other 
point of view, we may say in this sense that he pursues 
his own interests. But the question of what is more de- 
sirable and what is less is decided by the acting indi- 
vidual. It is the outcome of choosing among various 
possible solutions. It is a judgment of value. It is de- 
termined by the individual's ideas about the effects 
these various states may have upon his own well-being. 
But it ultimately depends upon the value he attaches to 
these anticipated effects. 

If we keep this in mind, it is not sensible to declare 
that ideas are a product of interests. Ideas tell a man 
what his interests are. At a later date, looking upon his 
past actions, the individual may form the opinion that 
he has erred and that another mode of acting would 
have served his own interests better. But this does not 
mean that at the critical instant in which he acted he 
did not act according to his interests. He acted accord- 
ing to what he, at that time, considered would serve 
his interests best. 

If an unaffected observer looks upon another man's 
action, he may think: This fellow errs; what he does will 
not serve what he considers to be his interest; another 
way of acting would be more suitable for attaining the 
ends he aims at. In this sense a historian can say today 
or a judicious contemporary could say in 1939: In invad- 
ing Poland Hitler and the Nazis made a mistake; the in- 
vasion harmed what they considered to be their inter- 
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ests. Such criticism is sensible so long as it deals only 
with the means and not with the ultimate ends of an 
action. The choice of ultimate ends is a judgment of 
value solely dependent on the judging individual’s valu- 
ation. All that another man can say about it is: I would 
have made a different choice. If a Roman had said to a 
Christian doomed to be lacerated by wild beasts in the 
circus: You will best serve your interests by bowing 
down and worshiping the statue of our divine Emperor, 
the Christian would have answered: My prime interest 
is to comply with the precepts of my creed. 

But Marxism, as a philosophy of history claiming to 
know the ends which men are bound to aim at, em- 
ploys the term “interests” with a different connotation. 
The interests it refers to are not those chosen by men 
on the ground of judgments of value. They are the ends 
the material productive forces are aiming at. These 
forces aim at the establishment of socialism. They use 
the proletarians as a means for the realization of this 
end. The superhuman material productive forces pur- 
sue their own interests, independently of the will of 
mortal men. The proletarian class is merely a tool in 
their hands. The actions of the class are not its own ac- 
tions but those which the material productive forces 
perform in using the class as an instrument without a 
will of its own. The class interests to which M a n  re- 
fers are in fact the interests of the material productive 
forces which want to be freed from “the fetters upon 
their development.” 

Interests of this kind, of course, do not depend upon 
the ideas of ordinary men. They are determined exclu- 
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sively by the ideas of the man Marx, who generated 
both the phantom of the material productive forces and 
the anthropomorphic image of their interests. 

In the world of reality, life, and human action there 
is no such thing as interests independent of ideas, pre- 
ceding them temporally and logically. What a man con- 
siders his interest is the result of his ideas. 

If there is any sense in the proposition that the inter- 
ests of the proletarians would be best served by social- 
ism, it is this: the ends which the individual proletarians 
are aiming at will be best achieved by socialism. Such a 
proposition requires proof. It is vain to substitute for 
such a proof the recourse to an arbitrarily contrived sys- 
tem of philosophy of history. 

All this could never occur to Marx because he was 
engrossed by the idea that human interests arc uniquely 
and entirely determined by the biological nature of the 
human body. Man, as he saw it, is exclusively interested 
in the procurement of the largest quantity of tangible 
goods. There is no qualitative, only a quantitative, prob- 
lem in the supply of goods and services. Wants do not 
depend on ideas but solely on physiological conditions. 
Blinded by this preconception, Marx ignored the fact 
that one of the problems of production is to decide what 
kind of goods are to be produced. 

With animals and with primitive men on the verge of 
starvation it is certainly true that nothing counts but 
the quantity of edible things they can secure. There is 
no need to point out that conditions are entirely differ- 
ent for men, even for those in the earliest stages of civi- 
lization. Civilized man is faced with the problem of 
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choosing among the satisfactions of various needs and 
among various modes of satisfying the same need. His 
interests are diversifred and are determined by the ideas 
that influence his choosing. One does not serve the in- 
terests of a man who wants a new coat by giving him a 
pair of shoes or those of a man who wants to hear a 
Beethoven symphony by giving him admission to a 
boxing match. It is ideas that are responsible for the 
fact that the interests of people are disparate. 

Incidentally it may be mentioned that this miscon- 
struing of human wants and interests prevented Marx 
and other socialists from comprehending the distinction 
between freedom and slavery, between the condition of 
a man who himself decides how to spend his income and 
that of a man whom a paternal authority supplies with 
those things which, as the authority thinks, he needs. 
In the market economy the consumers choose and 
thereby determine the quantity and the quality of the 
goods produced. Under socialism the authority takes 
care of these matters. In the eyes of Marx and the Marx- 
ians there is no substantial difference between these two 
methods of want satisfaction; it is of no consequence 
who chooses, the ‘‘paltry” individual for himself or the 
authority for all its subjects. They fail to realize that the 
authority does not give its wards what they want to get 
but what, according to the opinion, of the authority, 
they ought to get. If a man who wants to get the Bible 
gets the Koran instead, he is no longer free. 

But even if, for the sake of argument, we were to ad- 
mit that there is uncertainty neither concerning the 
kind of goods people are asking for nor concerning the 
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most expedient technological methods of producing 
them, there remains the conflict between interests in 
the shoi-t run and those in the long run. Here again the 
decision depends on ideas. It is judgments of vaIue that 
determine the amount of time preference attached to 
the value of present goods as against that of future 
goods. Should one consume or accumulate capital? And 
how far should capital depletion or accumulation go? 

Instead of dealing with alI these problcms Marx con- 
tented himself with the dogma that socialism will be 
an earthly paradise in which everybody will get all he 
needs. Of course, if one starts from this dogma, one can 
quietly declare that the interests of everybody, what- 
ever they may be, will be best served under socialism. 
In the land of Cockaigne people will no longer need any 
ideas, will no longer have to resort to any judgments of 
value, will no longer think and act. They will only open 
their mouths to let the roast pigeons fly in. 

In the world of reality, the conditions of which are 
the only object of the scientific search for truth, ideas 
determine what people consider to be their interests. 
There is no such thing as interests that could be inde- 
pendent of ideas. It is ideas that determine what people 
consider as their interests. Free men do not act in ac- 
cordance with their interests. They act in accordance 
with what they believe furthers their interests. 

7. The CEass Intsrests of the Bourgeoisie 

One of the starting points of the thinking of Karl 
Marx was the dogma that capitalism, while utterly det- 
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rimental to the working class, is favorable to the class 
interests of the bourgeoisie and that socialism, while 
thwarting only the unfair claims of the bourgeoisie, is 
highly beneficial to the whole of mankind. These were 
ideas developed by the French communists and social- 
ists and disclosed to the German public in 1842 by 
Lorenz von Stein in his voluminous book Socialism 
and Communism in Present-Day France. Without any 
qualms Marx adopted this doctrine and a11 that was im- 
plied in it. It never occurred to him that its fundamental 
dogma might require a demonstration, and the concepts 
it employs a definition. He never defined the concepts 
of a social class and of class interests and their conflicts, 
He never explained why socialism serves the class inter- 
ests of the proletarians and the true interests of the 
whole of mankind better than any other system. This 
attitude has been up to our time the characteristic mark 
of all socialists. They simply take it for granted that life 
under socialism will be blissful. Whoever dares to ask 
for reasons is by this very demand unmasked as a bribed 
apologist of the selfish class interests of the exploiters. 

The hlarxian philosophy of history teaches that what 
brings about the coming of socialism is the operation of 
the immanent laws of capitalistic production itself. 
With the inexorability of a law of nature, capitalistic 
production begets its own negation.' As no social forma- 
tion ever disappears before all the productive forces are 
developed for which it has room,2 capitalism must run 
its full course before the time comes for the emergence 

1. Marx, Das Kapital, 1, 728. 
2. See above, pp. 107 and 128, 



144 DETERMINISM AND MATERIALISM 

of socialism. The free evolution of capitalism, not upset 
by any political interference, is thercfore, from the 
Marxian point of view, highly beneficial to the-we 
would have to say “rightly understood or long-term- 
class interests of the proletarians. With the progress of 
capitalism on the way to its maturity and consequently 
to its collapse, says the Communist Manifesto, the la- 
borer “sinks deeper and deeper,” he “becomes a pau- 
per.” But seen sub specie aeternitatis, from the point 
of view of mankind’s destination and the long-run inter- 
ests of the proletariat, this “mass of misery, oppression, 
slavery, degradation, and exploitation” is in fact to be 
regarded as a step forward on the road toward eternal 
bliss. It appears therefore not only vain but manifestly 
contrary to the-rightly understood-interests of the 
working class to indulge in-necessarily futile-at- 
tempts to improve the wage earners’ conditions through 
reforms within the framework of capitalism. Hence 
Marx rejected labor union endeavors to raise wage rates 
and to shorten the hours of work. The most orthodox 
of all Marxian parties, the German Social-Democrats, 
voted in the eighties in the Reichstag against all meas- 
ures of Bismarck‘s famous SoxiaZpoZitik, including its 
most spectacular feature, social security. Likewise in 
the opinion of the communists the American New Deal 
was just a foredoomed scheme to salvage dying capital- 
ism by postponing its breakdown and thereby the ap- 
pearance of the socialist millennium. 

If employers oppose what is commonly caIIed pro- 
labor legislation, they are consequently not guilty of 
fighting what M a x  considered to be the true interests 



DIALECTICAL MATERIALISM 1 6  
of the proletarian class. On the contrary. In virtually 
freeing economic evolution from the fetters by means 
of which ignorant petty bourgeois, bureaucrats, and 
such utopian and humanitarian pseudo socialists as the 
Fabians plan to slow it down, they are serving the cause 
of labor and socialism. The very selfishness of the ex- 
ploiters turns into a boon for the exploited and for the 
whole of mankind. Would not blarx, if he had been able 
to follow his own ideas to their ultimate logical conse- 
quences, have been tempted to say, with Mandeville, 
“private vices, public benefits,” or, with Adam Smith, 
that the rich “are led by an invisible hand” in such a 
way that they “without intending it, without knowing 
it, advance the interest of the society?” 

However, Marx was always anxious to bring his rea- 
soning to an end before the point beyond which its in- 
herent contradictions would have become manifest. In 
this regard his followers copied their master’s attitude. 

The bourgeois, both capitalists and entrepreneurs, 
say these inconsistent disciples of Marx, are interested 
in the preservation of the laissez-faire system. They are 
opposed to all attempts to alleviate the lot of the most 
numerous, most useful, and most exploited class of men; 
they are intent upon stopping progress; they are reac- 
tionaries committed to the-of  course, hopeless-task 
of turning history’s clock back, Whatever one may think 
of these passionate effusions, repeated daily by news- 
papers, politicians, and governments, one cannot deny 
that they are incompatible with the essential tenets of 

(Edinburgh, 1813), 1, 419 ff. 
3. Adam Smith, The T h e q  of Moral Sentimnts, Pt. IV, ch. 1 
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Marxism. From a consistent Mamian point of view the 
champions of what is called prolabor legislation are re- 
actionary petty bourgeois, while those whom the Marx- 
ians call labor-baiters are progressive harbingers of the 
bliss to come. 

In their ignorance of all business problems, the Marx- 
ians failed to see that the present-day bourgeois, those 
who are already wealthy capitdists and entrepreneurs, 
are in their capacity as bourgeois not selfishly interested 
in the preservation of laissez faire. Under laissez faire 
their eminent position is daily threatened anew by the 
ambitions of impecunious newcomers. Laws that put 
obstacles in the way of talented upstarts are detrimental 
to the interests of the consumers but they protect those 
who have already established their position in business 
against the competition of intruders. In making it more 
d8icult for a businessman to reap profit and in taxing 
away the greater part of the profits made, they prevent 
the accumulation of capital by newcomers and thus re- 
move the inducement that impels old firms toward the 
utmost exertion in serving the customers. Measures 
sheltering the less efficient against the competition of 
the more efficient and laws that aim at reducing or con- 
fiscating profits are from the Marxian point of view con- 
servative, nay, reactionary. They tend to prevent tech- 
nological improvement and economic progress and to 
preserve inefficiency and backwardness. If the New 
Deal had started in 1900 and not in 1933, the American 
consumer would have been deprived of many things 
today provided by industries which grew in the first 
decades of the century from insignificant beginnings to 
national importance and mass production. 
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The culmination of this misconstruction of industrial 

problems is the animosity dispIayed against big business 
and against the efforts of smaller concerns to become 
bigger. Public opinion, under the spell of Marxism, con- 
siders “bigness” one of the worst vices of business and 
condones every scheme devised to curb or to hurt big 
business by government action. There is no comprehen- 
sion of the fact that it is solely bigness in business which 
makes it possible to supply the masses with all those 
products the present-day American common man does 
not want to do without. Luxury goods for the few can 
be produced in small shops. Luxury goods for the many 
require big business. Those politicians, professors, and 
union bosses who curse big business are fighting for a 
lower standard of living. They are certainly not further- 
ing the interests of the proletarians. And they are, pre- 
cisely also from the point of view of the hlarxian doc- 
trine, ultimately enemies of progress and of improve- 
ment of the conditions of the workers. 

8. The Critics of Marxism 

The materialism of Marx and Engels differs radically 
from the ideas of classical materialism. It depicts hu- 
man thoughts, choices, and actions as determined by 
the material productive forces-tools and machines. 
Marx and Engels failed to see that tools and machines 
are themselves products of the operation of the human 
mind. Even if their sophisticated attempts to describe 
all spiritual and intellectual phenomena, which they call 
superstructural, as produced by the material productive 
forces had been successful, they would only have traced 
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these phenomena back to something which in itself is 
a spiritual and inteIlectua1 phenomenon. Their reason- 
ing moves in a circle. Their alleged materialism is in 
fact no materialism at all. It provides merely a verbal 
solution of the problems involved. 

Occasionally even Man and Engels were aware of 
the fundamental inadequacy of their doctrine. When 
Engels at the grave of Marx summed up what he con- 
sidered to be the quintessence of his friend‘s achieve- 
ments, he did not mention the material productive 
forces at all. Said Engels: “As Darwin discovered the 
law of evolution of organic nature, Marx discovered the 
law of mankind’s historical evolution, that is the simple 
fact, hitherto hidden beneath ideological overgrowths, 
that men must first of all eat, drink, have shelter and 
clothing before they can pursue politics, science, art, 
religion, and the like, that consequently the production 
of the immediately required foodstuffs and therewith 
the stage of economic evolution attained by a people 
or an epoch constitute the foundation out of which the 
governmental institutions, the id.eas about right and 
wrong, art, and even the religious ideas of men have 
been developed and by means of which they must be 
explained-not, as hitherto had been done, the other 
way r0und.l Certainly no man was more competent 
than Engels to provide an authoritative interpretation 
of dialectic materialism. But if Engels was right in this 
obituary, then the whole of Marxian materialism fades 

1. Engels, Karl Mum, Rede an seinem Grub, many tditions. Re- 
printed in Franz Mehring, Kad Marx (2d ed. Leipzig, 1919, Leip- 
zger Buchdruckerei Aktiengesellschaft ), p. 535. 
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away. It is reduced to a truism known to everybody 
from time immemorial and never contested by anybody. 
It says no more than the worn-out aphorism: Primum 
vivere, deinde philosophari. 

As an eristic trick Engels’ interpretation turned out 
very well. As soon as somebody begins to unmask the 
absurdities and contradictions of dialectical material- 
ism, the Marxians retort: Do you deny that men must 
first of all eat? Do you deny that men are interested in 
improving the material conditions of their existence? 
Since nobody wants to contest these truisms, they con- 
clude that all the teachings of Marxian materialism are 
unassailable. And hosts of pseudo philosophers fail to 
see through this non sequitur. 

The main target of Marx’s rancorous attacks was the 
Prussian state of the Hohenzollem dynasty. He hated 
this regime not because it was opposed to socialism but 
precisely because it was inclined to accept socialism. 
While his rival Lassdle toyed with the idea of realizing 
socialism in cooperation with the Prussian government 
led by Bismarck, Marx’s International Workingmen’s 
Association sought to supplant the Hohenzollern. Since 
in Prussia the Protestant Church was subject to the 
government and was administered by government OB- 
cials, Marx never tired of vilifying the Christian re- 
ligion too. Anti-Christianism became all the more a 
dogma of Marxism in that the countries whose intellec- 
tuals first were converted to Marxism were Russia and 
Italy. In Russia the church was even more dependent 
on the government than in Prussia. In the eyes of the 
Italians of the nineteenth century anti-Catholic bias was 
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the mark of all who opposed the restoration of the 
Pope’s secular rule and the disintegration of the newly 
won national unity. 

The Christian churches and sects did not fight social- 
ism. Step by step they accepted its essential political 
and social ideas. Today they are, with but few excep- 
tions, outspoken in rejecting capitalism and advocating 
either socialism or interventionist policies which must 
inevitably result in the establishment of socialism. But, 
of course, no Christian church can ever acquiesce in a 
brand of socialism which is hostile to Christianity and 
aims at its suppression. The churches are implacably 
opposed to the anti-Christian aspects of Marxism. They 
try to distinguish between their own program of social 
reform and the Marxian program. The inherent vicious- 
ness of Marxism they consider to be its materialism and 
atheism. 

However, in fighting Marxian materialism the apolo- 
gists of religion have entirely missed the point. Many 
of them look upon materialism as an ethical doctrine 
teaching that men ought only to strive after satisfaction 
of the needs of their bodies and after a life of pleasure 
and revelry, and ought not to bother about anything 
else. What they advance against this ethical material- 
ism has no reference to the Marxian doctrine and no 
bearing on the issue in dispute. 

No more sensible are the objections raised to Marx- 
ian materialism by those who pick out definite historical 
events-such as the rise of the Christian creed, the cru- 
sades, the religious wars-and triumphantly assert that 
no materialist interpretation of them could be provided. 
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Every change in conditions affects the structure of de- 
mand and supply of various material things and thereby 
the short-run interests of some groups of people. It is 
therefore possible to show that there were some groups 
who profited in the short run and others who were 
prejudiced in the short run. Hence the advocates of 
Marxism are always in a position to point out that class 
interests were involved arid thus to annul the objections 
raised. Of course, this method of demonstrating the cor- 
rectness of the materialist interpretation of history is 
entirely wrong. The question is not whether group in- 
terests were affected; they are necessarily always af- 
fected at least in the short run. The question is whether 
the striving after lucre of the groups concerned was the 
cause of the event under discussion. For instance, were 
the short-run interests of the munitions industry instru- 
mental in bringing about the bellicosity and the wars 
of our age? In dealing with such problems the Marxians 
never mention that where there are interests pro there 
are necessarily also interests con. They would have to 
explain why the latter did not prevail over the former. 
But the “idealist” critics of Marxism were to dull to ex- 
pose any of the fallacies of dialectical materialism. They 
did not even notice that the Marxians resorted to their 
class-interest interpretation only in dealing with phe- 
nomena which were generally condemned as bad, never 
in dealing with phenomena of which all people approve. 
If one ascribes warring to the machinations of muni- 
tions capital and akoholism to  machinations of the li- 
quor trade, it would be consistent to ascribe cleanliness 
to the designs of the soap manufacturers and the flower- 
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ing of literature and education to the maneuvering of 
the publishing and printing industries. But neither the 
Marxians nor their critics ever thought of it. 

The outstanding fact in all this is that the Marxian 
doctrine of historical change has never received any 
judicious critique. It could triumph because its ad- 
versaries never disclosed its fallacies and inherent con- 
tradictions. 

How entirely people have misunderstood Marxian 
materialism is shown in the common practice of lump- 
ing together Marxism and Freud's psychoanalysis. Ac- 
tually no sharper contrast can be thought of than that 
between these two doctrines. Materialism aims at re- 
ducing mental phenomena to material causes. Psycho- 
analysis, on the contrary, deals with mental phenomena 
as with an autonomous field. While traditional psychia- 
try and neurology tried to explain all pathological con- 
ditions with which they were concerned as caused by 
definite pathological conditions of some bodiIy organs, 
psychoanalysis succeeded in demonstrating that ab- 
normal states of the body are sometimes produced by 
mental factors. This discovery was the achievement of 
Charcot and of Josef Breuer, and it was the great ex- 
ploit of Sigmund Freud to build upon this foundation a 
comprehensive systematic discipline. Psychoanalysis is 
the opposite of all brands of materialism. If we look 
upon it not as a branch of pure knowledge but as a 
method of healing the sick, we would have to call it a 
thymological branch ( geisteswissenschaftlicher Zweig ) 
of medicine. 

Freud was a modest man. He did not make extrava- 
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gant pretensions regarding the importance of his con- 
tributions. He was very cautious in touching upon prob- 
lems of philosophy and branches of knowledge to the 
development of which he himself had not contributed. 
He did not venture to attack any of the metaphysical 
propositions of materialism. He even went so far as to 
admit that one day science may succeed in providing a 
purely physiological explanation of the phenomena psy- 
choanalysis deals with. Only so long as this does not 
happen, psychoanalysis appeared to him scientifically 
sound and practically indispensable. I-Ie was no less 
cautious in criticizing Marxian materialism. He freeIy 
confessed his incompetence in this fields2 But all this 
does not alter the fact that the psychoanalytical ap- 
proach is essentially and substantially incompatible 
with the epistemology of materialism. 

Psychoanalysis stresses the role that the libido, the 
sexual impulse, plays in human life. This role had been 
neglected before by psychology as well as by all other 
branches of knowledge. Psychoanalysis also explains the 
reasons for this ncglect. But it by no means asserts that 
sex is the only human urge seeking satisfaction and 
that all psychic phenomena are induced by it. Its pre- 
occupation with sexual impulses arose from the fact that 
it started as a therapeutical method and that most of 
the pathological conditions it had to deal with are 
caused by the repression of sexual urges. 

The reason some authors linked psychoanalysis and 
Marxism was that both were considered to be at vari- 

2. Freud, N e w  Folge der Vorlesungen w r  Einfiihrung in die 
Psychoanalyse (Vienna, 1933), pp- 24653. 
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ance with theological ideas. However, with the passing 
of time theological schools and groups of various de- 
nominations are adopting a different evaluation of the 
teachings of Freud. They are not merely dropping their 
radical opposition as they have already done before 
with regard to modern astronomical and geological 
achievements and the theories of phylogenetic change 
in the structure of organisms. They are trying to inte- 
grate psychoanalysis into the system and the practice 
of pastoral theology. They view the study of psycho- 
analysis as an important part of the training for the 
ministry? 

As conditions are today, many defenders of the au- 
thority of the church are guideless and bewildered in 
their attitude toward philosophical and scientific prob- 
lems. They condemn what they could or even should 
endorse. In fighting spurious doctrines, they resort to 
untenable objections which in the minds of those who 
can discern the fallaciousness of the objections rather 
strengthen the tendency to believe that the attacked 
doctrines are sound. Being unable to discover the real 
flaw in false doctrines, these apologists for religion may 
finally end by approving them. This explains the curious 
fact that there are nowadays tendencies in Christian 
writings to adopt Marxian dialectical materialism. Thus 
a Presbyterian theologian, Professor Alexander Miller, 

3. Of course, few theologians would be prepared to endorse the 
interpretation of an eminent Catholic historian of medicine, Professor 
Petro L. Entralgo, according to which Freud has “brought t o  full 
development some of the possibilities offered by Christianity.” P. L. 
Entralgo, Mind and Body, trans. by A. M. Espinosa, Jr. (Xew York, 
P. J. Kennedy and Sons, 1958), p. 131. 
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believes that Christianity “can reckon with the truth 
in historical materialism and with the fact of class- 
struggle.” He not only suggests, as many eminent lead- 
ers of various Christian denominations have done be- 
fore him, that the church should adopt the essential 
principles of Marxian politics. He thinks the church 
ought to “accept Marxism” as “the essence of a scien- 
tific sociology.” How odd to reconcile with the Nicene 
creed a doctrine teaching that religious ideas are the 
superstructure of the material productive forces! 

9. Marxian Materialism and Socialism 

Like many frustrated intellectuals and like almost all 
conte~nporary Prussian noblemen, civil servants, teach- 
ers, and writers, Marx was driven by a fanatical hatred 
of business and businessmen. He turned toward social- 
ism because he considered it the worst punishment that 
could be inflicted upon the odious bourgeois. At the 
same time he realized that the only hope for socialism 
was to prevent further discussion of its pros and cons. 
People must be induced to accept it emotionally with- 
out asking questions about its effects. 

In order to achieve this, Marx a.dapted Hegel’s phi- 
losophy of history, the official creed of the schools from 
which he had graduated. Hegel had arrogated to him- 
self the faculty of revealing the Lord’s hidden plans to 
the public. There was no reason why Doctor Man 
should stand back and withhold from the people the 

4. Alexander Miller, The Christian Significance of Kurl Alurx (New 
York, Macmillan, 1947), pp. 80-1. 
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good tidings that an inner voice had communicated to 
him. Socialism, this voice announced, is bound to come 
because this is the course that destiny is steering. There 
is no use indulging in debate about the blessings or ills 
to be expected from a socialist or communist mode of 
production. Such debates would be reasonable only if 
men were free to choose between socialism and some 
alternative. Besides, being later in the succession of 
stages of historical evolution, socialism is also neces- 
sarily a higher and better stage, and all doubts about 
the benefits to be derived from it are futile.‘ 

The scheme of philosophy of history that describes 
human history as culminating and ending in socialism 
is the essence of Marxism, is Karl Marx’s main con- 
tribution to the prosocialist ideology. Like all similar 
schemes including that of Hegel, it was begot by intui- 
tion. Marx called it science, Wissenschaft, because in 
his day no other epithet could give a doctrine higher 
prestige. In pre-Marxian ages it was not customary to 
call philosophies of history scientific. Nobody ever ap- 
plied the term “science” to the prophecies of Daniel, 
the Revelation of St. John, or the writings of Joachim 
of Flora. 

For the same reasons Marx called his doctrine mate- 
rialistic. In the environment of left-wing Hegelianism 
in which Man lived before he settled in London, rnate- 
rialisrn was the accepted philosophy. It was taken for 
granted that philosophy and science admit of no treat- 
ment of the mind-body problem but that taught by ma- 
terialism. Authors who did not want to be anathema- 
tized by their set had to avoid being suspected of any 

1. See below, pp. 175 ff. 
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concession to “idealism.” Thus Marx was anxious to call 
his philosophy materialistic. In fact, as has been pointed 
out above, his doctrine does not deal at all with the 
mind-body problem. It does not raise the question of 
how the “material productive forces” come into exist- 
ence and how and why they change. Marx’s doctrine is 
not a materialist but a technological interpretation of 
history. But, from a political point of view, Marx did 
well in calling his doctrine scientific and materialistic, 
These predicates lent it a reputation it would never have 
acquired without them. 

IncidentaIly it must be noted that Marx and Engels 
made no effort to establish the validity of their tech- 
nological interpretation of history. In the earlier days 
of their careers as authors they enunciated their dogmas 
in clear-cut, challenging formulations such as the above- 
quoted dictum about the hand mill and the steam mill2 
In later years they became more reserved and cautious; 
after the death of Marx Engels occasionally even made 
remarkable concessions to the “bourgeois” and “ideal- 
istic” point of view. But never did Marx or Engels or 
any of their numerous followers try to give any specifi- 
cations about the operation of a mechanism which 
would out of a definite state of the material productive 
forces bring forth a definite juridical, political, and spir- 
itual superstructure. Their famous philosophy never 
grew beyond the abrupt enunciation of a piquant 
aperp. 

The eristic tricks of Marxism succeeded very well 
and enrolled hosts of pseudo intellectuals in the ranks of 
revolutionary socialism. But they did not discredit what 

2. See above, p. 108. 
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economists had asserted about the disastrous conse- 
quences of a socialist mode of production. Marx had 
tabooed the analysis of the operation of a socialist sys- 
tem as utopian, that is, in his terminology, as unscien- 
tific, and he as well as his successors smeared all authors 
who defied this taboo. Yet these tactics did not alter the 
fact that all Marx contributed to the discussion on so- 
cialism was to disclose what an inner voice had told him, 
namely that the end and aim of mankind's historical 
evolution is expropriation of the capitalists. 

From the epistemological point of view it must be 
emphasized that Marxian materialism does not accom- 
plish what a materialist philosophy claims to do. It does 
not explain how definite thoughts and judgments of 
value originate in the human mind. 

The exposure of an untenable doctrine is not tanta- 
mount to confirmation of a doctrine conflicting with it. 
There is need to state this obvious fact because many 
people have forgotten it. The refutation of dialectical 
materialism implies, of course, invalidation of the Mam- 
ian vindication of socialism. But it does not demonstrate 
the truth of the assertions that socialism is unrealizable, 
that it would destroy civilization and result in misery 
for all, and that its coming is not inevitable. These prop- 
ositions can be established only by economic analysis. 

Marx and all those who sympathize with his doctrines 
have been aware that an economic analysis of socialism 
will show the fallacy of the prosocialist arguments. 
The Marxists cling to historical materialism and stub- 
bornly refuse to listen to its critics because they want 
socialism for emotional reasons. 



Chapter 8.  PhiZosophy of History 

1. The Theme of History 

HISTORY deals with human action, that is, the actions 
performed by individuals and groups of individuals. It 
describes the conditions under which people lived and 
the way they reacted to these conditions. Its subject are 
human judgments of value and the ends men aimed at 
guided by these judgments, the means men resorted to 
in order to attain the ends sought, and the outcome of 
their actions. History deals with man’s conscious reac- 
tion to the state of his environment, both the natural 
environment and the social environment as determined 
by the actions of preceding generations as well as by 
those of his contemporaries. 

Every individual is born into a definite social and 
natural milieu. An individual is not simply man in gen- 
eral, whom history can regard in the abstract. An in- 
dividual is at any instant of his Me the product of all 
the experiences to which his ancestors were exposed 
plus those to which he himself has so far been exposed. 
An actual man lives as a member of his family, his race, 
his people, and his age; as a citizen of his country; as a 
member of a definite social group; as a practitioner of a 
certain vocation. He is imbued with definite religious, 
philosophical, metaphysical, and political ideas, which 
he sometimes enlarges or modifies by his own thinking. 

159 
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His actions are guided by ideologies that he has ac- 
quired through his environment. 

However, these ideologies are not immutable. They 
are products of the human mind and they change when 
new thoughts are added to the old stock of ideas or are 
substituted for discarded ideas. In searching for the 
origin of new ideas history cannot go beyond establish- 
ing that they were produced by a man’s thinking. The 
ultimate data of history beyond which no historical re- 
search can go are human ideas and actions. The his- 
torian can trace ideas back to other, previously de- 
veloped ideas. He can describe the environmental con- 
ditions to which actions were designed to react. But he 
can never say more about a new idea and a new mode of 
acting than that they originated at a definite point of 
space and time in the mind of a man and were accepted 
by other men. 

Attempts have been made to explain the birth of 
ideas out of “natural” factors. Ideas were described as 
the necessary product of the geographical environment, 
the physical structure of people’s habitat. This doctrine 
manifestly contradicts the data available. Many ideas 
are the response elicited by the stimulus of a man’s 
physical environment. But the content of these ideas is 
not determined by the environment. To the same phys- 
ical environment various individuals and groups of in- 
dividuals respond in a different way. 

Others have tried to explain the diversity of ideas and 
actions by biological factors. The species man is sub- 
divided into racial groups with distinctive hereditary 
biological traits. Historical experience does not preclude 
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the assumption that the members of some racial groups 
are better gifted for conceiving sound ideas than those 
of other races. However, what is to be explained is why 
a man’s ideas differ from those of people of the same 
race. Why do brothers differ from one another? 

It is moreover questionable whether cultural back- 
wardness conclusively indicates a racial group’s penna- 
nent inferiority. The evolutionary process that trans- 
formed the animal-like ancestors of man into modern 
men extended over many hundreds of thousands of 
years. Viewed in the perspective of this period, the fact 
that some races have not yet reached a cultural level 
other races passed several thousand years ago does not 
seem to matter very much. There are individuals whose 
physical and mental development proceeds more slowly 
than the average who yet in later life far excel most 
normally developing persons. It is not impossible that 
the same phenomenon may occur with whole races. 

There is for history nothing beyond people’s ideas 
and the ends they were aiming at motivated by these 
ideas. If the historian refers to the meaning of a fact, 
he always refers either to the interpretation acting men 
gave to the situation in which they had to live and to 
act, and to the outcome of their ensuing actions, or to 
the interpretation which other people gave to the result 
of these actions. The final causes to which history refers 
are always the ends individuals and groups of indi- 
viduals are aiming at, History does not recognize in the 
course of events any other meaning and sense than 
those attributed to them by acting men, judging from 
the point of view of their own human concerns. 



162 DETERMINISM AND MATERIALISM 

2. The Theme of the Philosophy of History 

Philosophy of history looks upon mankind's history 
from a d8erent point of view. It assumes that God or 
nature or some other superhuman entity providentially 
directs the course of events toward a definite goal dif- 
ferent from the ends which acting men are aiming at. 
There is a meaning in the sequence of events which 
supersedes the intentions of mep. The ways of Provi- 
dence are not those of mortal men. The shortsighted in- 
dividual deludes himself in believing that he chooses 
and acts according to his own concerns. In fact he un- 
knowingly must act in such a way that finally the provi- 
dential plan will be realized. The historical process has 
a definite purpose set by Providence without any regard 
to the human will. It is a progress toward a preordained 
end. The task of the philosophy of history is to judge 
every phase of history from the point of view of this 
purpose. 

If the historian speaks of progress and retrogression, 
he refers to one of the ends men are consciously aiming 
at in their actions. In his terminology progress means 
the attainment of a state of affairs which acting men 
considered or consider more satisfactory than pre- 
ceding states. In the terminology of a philosophy of his- 
tory progress means advance on the way that Ieads to 
the ultimate goal set by Providence. 

Every variety of the philosophy of history must an- 
swer two questions. First: What is the final end aimed 
at and the route by which it is to be reached? Second: 
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By what means are people induced or forced to pursue 
this course? Only if both questions are fully answered 
is the system complete. 

In answering the first question the philosopher refers 
to intuition. In order to corroborate his surmise, he may 
quote the opinions of older authors, that is, the intuitive 
speculations of other people. The ultimate source of the 
philosopher’s knowledge is invariably a divination of 
the intentions of Providence, hitherto hidden to the non- 
initiated and revealed to the philosopher by dint of his 
intuitive power. To objections raised about the correct- 
ness of his guess the philosopher can only reply: An 
inner voice tells me that I am right and you are wrong. 

Most philosophies of history not only indicate the 
final end of historical evolution but also disclose the 
way mankind is bound to wander in order to reach the 
goal. They enumerate and describe successive states or 
stages, intermediary stations on the way from the early 
beginnings to the final end. The systems of Hegel, 
Comte, and Marx belong to this class. Others ascribe to 
certain nations or races a definite mission entrusted to 
them by the plans of Providence. Such are the role of 
the Germans in the system of Fichte and the role of the 
Nordics and the Aryans in the constructions of modern 
racists. 

With regard to the answer given to the second ques- 
tion, two classes of philosophies of history are to be dis- 
tinguished. 

The first group contends that Providence elects some 
mortal men as special instruments for the execution of 
its plan. In the charismatic leader superhuman powers 



164 DETERMINISM AND MATERIALISM 

are vested. He is the plenipotentiary of Providence 
whose office it is to guide the ignorant populace the 
right way. He may be a hereditary king, or a commoner 
who has spontaneously seized power and whom the 
blind and wicked rabble in their envy and hatred call a 
usurper. For the charismatic leader but one thing mat- 
ters: the faithful performance of his mission no matter 
what the means he may be forced to resort to. He is 
above all laws and moral precepts. What he does is al- 
ways right, and what his opponents do is always wrong. 
Such was the doctrine of Lenin, who in this point de- 
viated from the doctrine of Man.' 

It is obvious that the philosopher does not attribute 
the office of charismatic leadership to every man who 
claims that he has been called. He distinguishes be- 
tween the legitimate leader and the fiendish impostor, 
between the God-sent prophet and the hell-born 
tempter. He calls only those heroes and seers legitimate 
leaders who make people walk toward the goal set by 
Providence. As the philosophies disagree with regard 
to this goal, so they disagree with regard to the distinc- 
tion between the legitimate leader and the devil in- 
carnate. They disagree in their judgments about Caesar 
and Brutus, Innocent I11 and Frederick 11, Charles I 
and Cromwell, the Bourbons and the Napoleons. 

But their dissent goes even further. There are rivalries 
between various candidates for the supreme office 
which are caused only by personal ambition. No ideo- 
logical convictions separated Caesar and Pompey, the 
house of Lancaster and that of York, Trotsky and Stalin. 

1. On the doctrine of Marx see above, pp. 112ff. 
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Their antagonism was due to the fact that they aimed at 
the same office, which of course only one man could get. 
Here the philosopher must choose among various pre- 
tenders. Having arrogated to himself the power to pro- 
nounce judgment in the name of Providence, the philos- 
opher blesses one of the pretenders and condemns his 
rivals. 

The second group suggested another solution of the 
problem. As they see it, Providence resorted to a cun- 
ning device. It implanted in every man’s mind certain 
impulses the operation of which must necessarily result 
in the realization of its own plan. The individual thinks 
that he goes his own way and strives after his own ends. 
But unwittingly he contributes his share to the realiza- 
tion of the end Providence wants to attain. Such was 
the method of Kant.?- It was restated by Hegel and later 
adopted by many Hegelians, among them by Mam. It 
was Hegel who coined the phrase “cunning of reason” 
(List dcr Vernunft) .3 

There is no use arguing with doctrines derived from 
intuition. Every system of the philosophy of history is 
an arbitrary guess which can neither be proved nor dis- 
proved. There is no rational means available €or either 
endorsing or rejecting a doctrine suggested by an inner 
voice. 

2. Kant, Idee zu einer allgemeinen Geschichte in weltbiirgerliche? 

3. Hegel, Vorksungen uber die Philosophie der Weltgeschichte, 1, 
Absicht, Werke (Inselausgabe, Leipzig, 1921 ) , 1, 2 2 1 4 .  

83. 
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3. The Diference between the Point of View of 
History and That of Philosophy of History 

Before the eighteenth century most dissertations deal- 
ing with human history in general and not merely with 
concrete historical experience interpreted history from 
the point of view of a definite philosophy of history. 
This philosophy was seldom clearly defined and par- 
ticularized. Its tenets were taken for granted and im- 
plied in commenting on events. Only in the Age of En- 
lightenment did some eminent philosophers abandon 
the traditional methods of the philosophy of history and 
stop brooding about the hidden purpose of Providence 
directing the course of events. They inaugurated a new 
social philosophy, entirely different from what is called 
the philosophy of history. They looked upon human 
events from the point of view of the ends aimed at by 
acting men, instead of from the point of view of the 
plans ascribed to God or nature. 

The significance of this radical change in the ideo- 
logical outlook can best be illustrated by referring to 
Adam Smith‘s point of view. But in order to analyze the 
ideas of Smith we must first refer to Mandeville. 

The older ethical systems were almost unanimous in 
the condemnation of self-interest. They were ready to 
find the self-interest of the tillers of the soil pardonable 
and very often tried to excuse or even to glorify the 
kings’ lust for aggrandisement. But they were adamant 
in their disapprobation of other people’s craving for 
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well-being and riches. Referring to the Sermon on the 
Mount, they exalted self-denial and indifference with 
regard to the treasures which moth and rust corrupt, 
and branded self-interest a reprehensible vice. Bernard 
de Mandeville in his Fable of the Bees tried to discredit 
this doctrine. He pointed out that self-interest and the 
desire for material well-being? commonly stigmatized as 
vices, are in fact the incentives whose operation makes 
for welfare, prosperity, and civilization. 

Adam Smith adopted this idea. I t  was not the object 
of his studies to develop a philosophy of history accord- 
ing to  the traditional pattern. He did not claim to have 
guessed the goals which Providence has set for mankind 
and aims to realize by directing men’s actions. He ab- 
stained from any assertions concerning the destiny of 
mankind and from any prognostication about the in- 
eluctable end of historical change. He merely wanted 
to determine and to analyze the factors that had been 
instrumental in man’s progress from the straitened con- 
ditions of older ages to the more satisfactory conditions 
of his own age. It was from this point of view that he 
stressed the fact that “every part of nature, when atten- 
tively surveyed, equally demonstrates the providentiaI 
care of its Author” and that “we may admire the wisdom 
and goodness of God, even in the weakness and folly of 
men.” The rich, aiming at the “‘gratification of their 
own vain and insatiable desires,” are “led by an in- 
visible hand” in such a way that they “without intend- 
ing it, without knowing it, advance the interest of so- 
ciety, and afford means for the multiplication of the 
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species.” Believing in the existence of God, Smith could 
not help tracing back all earthly things to him and his 
providential care, just as later the Catholic Bastiat spoke 
of God’s finger.’ But in referring in this way to God 
neither of them intended to make any assertion about 
the ends God may want to realize in historical evolu- 
tion. The ends they dealt with in their writings were 
those aimed at by acting men, not by Providence. The 
pre-established harmony to which they alluded did not 
affect their epistemological principles and the methods 
of their reasoning. It was merely a means devised to 
reconcile the purely secular and mundane procedures 
they applied in their scientific efforts with their re- 
ligious beliefs. They borrowed this expedient from pious 
astronomers, physicists, and biologists who had resorted 
to it without deviating in their research from the em- 
pirical methods of the natural sciences. 

What made it necessary for Adam Smith to look for 
such a reconciliation was the fact that-like Mandeville 
before him-he could not free himself from the stand- 
ards and the terminology of traditional ethics that con- 
demned as vicious man’s desire to improve his own ma- 
terial conditions. Consequently he was faced with a 
paradox. How can it be that actions commonly blamed 
as vicious generate effects commonly praised as bene- 
ficial? The utiIitarian philosophers found the right an- 
swer. What results in benefits must not be rejected as 
morally bad. Only those actions are bad which produce 

1. Adam Smith, The Theory of M o d  Sentiments, Pt. 11, Sec. 111, 

2. Bastiat, Harmonies kcmmiques (2d ed. Pans, 1851), p. 334. 
ch. 3, and Pt. IV, ch. 1 (Edinburgh, 1813), 1, 243, 419-20. 
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bad results. But the utilitarian point of view did not pre- 
vail. Public opinion still clings to pre-Mandevillian 
ideas. It does not approve of a businessman’s success in 
supplying the customers with merchandise that best 
suits their wishes. It looks askance at wealth acquired in 
trade and industry, and finds it pardonable only if the 
owner atones for it by endowing charitable institutions. 

For the agnostic, atheistic, and antitheistic historians 
and economists there is no need to refer to Smith‘s and 
Bastiat’s invisible hand. The Christian historians and 
economists who reject capitalism as at unfair system 
consider it blasphemous to describe egoism as a means 
Providence has chosen in order to attain its ends. Thus 
the theological views of Smith and Bastiat no longer 
have any meaning for our age. But it is not impossible 
that the Christian churches and sects will one day dis- 
cover that religious freedom can be realized only in a 
market economy and will stop supporting anticapital- 
istic tendencies. Then they will either cease to disap 
prove of self-interest or return to the solution suggested 
by these eminent thinkers. 

Just as important as realizing the essential distinction 
between the philosophy of history and the new, purely 
mundane social philosophy which developed from the 
eighteenth century on is awareness of the difference 
between the stage-doctrine implied in almost every 
philosophy of history and the attempts of historians to 
divide the totality of historical events into various pe- 
riods or ages. 

In the context of a philosophy of history the various 
states or stages are, as has been mentioned already, 
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intermediary stations on the way to a final stage which 
will fully realize the plan of Providence. For many 
Christian philosophies of history the pattern was set 
by the four kingdoms of the Book of Daniel. The 
modern philosophies of history borrowed from Daniel 
the notion of the final stage of human affairs, the notion 
of “an everlasting dominion, which shall not pass 
away.”3 However Hegel, Comte, and Marx may dis- 
agree with Daniel and with one another, they all accept 
this notion, which is an essential element in every phi- 
losophy of history. They announce either that the final 
stage has already been reached (Hegel), or that man- 
kind is just entering it (Comte), or that its coming is 
to be expected every day (Marx). 

The ages of history as distinguished by historians are 
of a different character. Historians do not claim to know 
anything about the future. They deal only with the past. 
Their periodization schemes aim at classifying historical 
phenomena without any presumption of forecasting 
future events. The readiness of many historians to press 
general history or special fields-like economic or social 
history or the history of warfare-into artificial sub- 
divisions has had serious drawbacks. It has been a 
handicap rather than an aid to the study of history. I t  
was often prompted by political bias. Modern historians 
agree in paying little attention to such period schemes. 
But what counts for us is merely establishing the fact 
that the epistemological character of the periodization 
of history by historians is different from the stage 
schemes of the philosophy of history. 
3. Daniel 7:14. 
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4. Philosophy of History and the Idea of God 

The three most popular pre-Darwinian philosophies 
of history of the nineteenth century-those of Hegel, 
Comte, and Marx-were adaptations of the Enlighten- 
ment’s idea of progress. And this doctrine of human 
progress was an adaptation of the Christian philosophy 
of salvation. 

Christian theology discerns three stages in human his- 
tory: the bliss of the age preceding the fall of man, the 
age of secular depravity, and finally the coming of the 
Kingdom of Heaven. If left alone, man would not be 
able to expiate the original sin and to attain salvation. 
But God in his mercy leads him to eternaI life. In spite 
of all the frustrations and adversities of man’s temporal 
pilgrimage, there is hope for a blessed future. 

The Enlightenment altered this scheme in order to 
make it agree with its scientific outlook. God endowed 
man with reason that leads him on the road toward 
perfection. In the dark past superstition and sinister 
machinations of tyrants and priests restrained the exer- 
cise of this most precious g&ft bestowed upon man. But 

1. The Marxian system of philosophy of history and dialectic ma- 
terialism was completed with the Preface, dated January 1859, of 
Zur Ksitik der  Politkchen Oekonomie. Darwin’s The Origin of Species 
appeared in the same year. Marx read it in the first part of Decem- 
ber 1860 and declared in letters to Engels and Lassalle that in spite 
of various shortcomings it provided a biological foundation (“natur- 
historische Grundlage” or ‘hatulu;issenschaft~che Unterlage”) for his 
doctrine of the class struggle. Karl Marx, Chronik seines Lebens in 
Einddaten ( Moscow, Marx-Engels-Lenin Institute, 1934 ), pp. 206, 
207. 
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at last reason has burst its chains and a new age has 
been inaugurated. Henceforth every generation will 
surpass its predecessors in wisdom, virtue, and success 
in improving earthly conditions. Progress toward per- 
fection will continue forever. Reason, now emancipated 
and put in its right place, will never again be relegated 
to the unseemly position the dark ages assigned to it. 
All “reactionary” ventures of obscurantists are doomed 
to failure. The trend toward progress is irresistible. 

Only in the doctrines of the economists did the notion 
of progress have a definite, unambiguous meaning. All 
men are striving after survival and after improvement 
of the material conditions of their existence. They want 
to live and to raise their standard of living. In employ- 
ing the term “progress” the economist abstains from 
expressing judgments of value. He appraises things 
from the point of view of acting men. He calls better 
or worse what appears as such in their eyes. Thus capi- 
taIism means progress since it brings about progressive 
improvement of the material conditions of a continually 
increasing population. It provides people with some sat- 
isfactions which they did not get before and which 
gratify some of their aspirations. 

But to most of the eighteenth-century champions of 
meliorism this ‘<mean, materialistic” content of the econ- 
omists’ idea of progress was repulsive. They nurtured 
vague dreams of an earthly paradise. Their ideas about 
the conditions of man in this paradise were rather nega- 
tive than affirmative. They pictured a state of affairs free 
of all those things which they found unsatisfactory in 
their environment: no tyrants, no oppression or perse- 
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cution, no wars, no poverty, no crime; liberty, equality, 
and fraternity; all men happy, peacefully united, and 
cooperating in brotherly love. As they assumed that 
nature is bountiful and all men were good and reason- 
able, they could see no cause for the existence of all 
that they branded evil but inherent deficiencies in man- 
kind's social and political organization. What was 
needed was a constitutional reform that would substi- 
tute good laws for bad laws, All who opposed this re- 
form dictated by reason were considered hopelessly de- 
praved individuals, enemies of the common weal, whom 
the good people were bound to annihilate physically. 

The main defect of this doctrine was its incompre- 
hension of the liberal program as developed by the econ- 
omists and put into effect by the harbingers of capital- 
istic private enterprise. The disciples of Jean Jacques 
Rousseau who raved about nature and the blissful con- 
dition of man in the state of nature did not take notice 
of the fact that the means of subsistence are scarce and 
that the natural state of man is extreme poverty and in- 
security. They disparaged as greed and predatory sel- 
fishness the businessmen's endeavors to remove need 
and want so far as possible. Witnesses to the inaupra- 
tion of new ways of economic management that were 
destined to provide unprecedented improvement in the 
standard of living for an unprecedented increase of 
population, they indulged in daydreams about a return 
to nature or to the alleged virtuous simplicity of early 
republican Rome. While manufacturers were busy im- 
proving the methods of production and turning out 
more and better commodities for the consumption of 
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the masses, the followers of Rousseau perorated about 
reason and virtue and liberty. 

It is vain to talk about progress pure and simple. One 
must first clearly designate the goal one has chosen to 
attain. Only then is it permissible to call an advance 
on the way that leads to this goal progress. The philos- 
ophers of the Enlightenment entirely failed in this re- 
gard. They did not say anything definite about the char- 
acteristics of the goal they had in mind. They only 
glorified this insufficiently described goal as the state 
of perfection and the realization of all that is good. 
But they were rather hazy in employing the epithets 
perfect and good. 

As against the pessimism of ancient and modern au- 
thors who had described the course of human history as 
the progressive deterioration of the perfect conditions 
of the fabulous golden age of the past, the Enlighten- 
ment displayed an optimistic view. As has been pointed 
out above, its philosophers derived their belief in the 
inevitability of progress toward perfection from the con- 
fidence they placed in man’s reason. By dint of his rea- 
son man learns more and more from experience. Every 
new generation inherits a treasure of wisdom from its 
forbears and adds something to it. Thus the descendents 
necessarily surpass their ancestors. 

It did not occur to the champions of this idea that 
man is not infallible and that reason can err in the 
choice both of the ultimate goal to be aimed at and 
of the means to be resorted to €or its attainment. Their 
theistic faith implied faith in the goodness of almighty 
Providence that will guide mankind along the right 
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path. Their philosophy had eliminated the Incarnation 
and all the other Christian dogmas but one: salvation. 
God’s magnificence manifested itself in the fact that 
the work of his creation was necessarily committed to 
progressive improvement. 

Hegel’s philosophy of history assimilated these ideas. 
Reason (Vernunft) rules the world, and this cognition 
is tantamount to the insight that Providence rules it. 
The task of philosophy of history is to discern the plans 
of Providence.’ The ultimate foundation of the opti- 
mism that Hegel displayed with regard to the course 
of historical events and the future of mankind was his 
firm faith in God‘s infinite goodness. God is genuine 
goodness. “The cognition of philosophy is that no power 
surpasses the might of the good, i.e., God, and could pre- 
vent God from asserting himself, that God is right at the 
last, that human history is nothing else than the plan of 
Providence. God rules the world; the content of his 
government, the realization of his plan, is the history of 
mankind.” 

In the philosophy of Comte as well as in that of Marx 
there is no room left for God and his infinite goodness. 
In the system of Hegel it made sense to speak of a nec- 
essary progress of mankind from less to more satisfac- 
tory conditions. God had decided that every later stage 
of human affairs should be a higher and better stage. 
No other decision could be expected from the almighty 
and infinitely good Lord. But the atheists Comte and 

2. Hegel, Vorlesungen iiber die Philosophie der Weltgeschichte, 1, 

3. Ibid., p. 55. 
4, 17-18. 
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Marx should not have simply assumed that the march 
of time is necessarily a march toward ever better condi- 
tions and will eventually lead to a perfect state. It was 
up to them to prove that progress and improvement are 
inevitable and a relapse into unsatisfactory conditions 
impossible. But they never embarked upon such a dem- 
onstration. 

If for the sake of argument one were prepared to ac- 
quiesce in Marx’s arbitrary prediction that society is 
moving “with the inexorability of a law of nature” to- 
ward socialism, it would still be necessary to examine 
the question whether socialism can be considered as a 
workable system of society’s economic organization and 
whether it does not rather mean the disintegration of 
social bonds, the return to primitive barbarism, and 
poverty and starvation for all. 

The purpose of Marx’s philosophy of history was to 
silence the critical voices of the economists by pointing 
out that socialism was the next and final stage of the 
historical process and therefore a higher and better 
stage than the preceding stages; that it was even the 
final state of human perfection, the ultimate goal of 
human history. But this conclusion was a non sequitur 
in the frame of a godless philosophy of history. The 
idea of an irresistible trend toward salvation and the 
establishment of a perfect state of everlasting bliss is 
an eminently theological idea. In the frame of a system 
of atheism it is a mere arbitrary guess, deprived of any 
sense. There is no theology without God. An atheistic 
system of philosophy of history must not base its opti- 
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mism upon confidence in the infinite goodness of God 
Almighty. 

5. Activistic Determinism and 
Fatalistic Determinism 

Every philosophy of history is an instance of the pop- 
ular idea, mentioned above,' that all future events are 
recorded in advance in the great book of fate. A special 
dispensation has allowed the philosopher to read pages 
of this book and to reveal their content to the unini- 
tiated. 

This brand of determinism inherent in a philosophy 
of history must be distinguished from the type of deter- 
minism that guides man's actions and search for knowl- 
edge. The latter type-we may call it activistic deter- 
minism-is the outgrowth of the insight that every 
change is the result of a cause and that there is a regu- 
larity in the concatenation of cause and effect. However 
unsatisfactory the endeavors of philosophy to throw 
light upon the problem of causality may have been 
hitherto, it is impossible for the human mind to think of 
uncaused change. Man cannot help assuming that every 
change is caused by a preceding change and causes 
further change. Notwithstanding all the doubts raised 
by the philosophers, human conduct is entirely and in 
every sphere of life-action, philosophy and science 
-directed by the category of causality. The lesson 
brought home to man by activistic determinism is: If 

1. See above, p. 79. 
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you want to attain a definite end, you must resort to 
the appropriate means; there is no other way to success. 

But in the context of a philosophy of history deter- 
minism means: This will happen however much you 
may try to avoid it. While activistic determinism is a 
call to action and the utmost exertion of a man’s physi- 
cal and mental capacities, this type of determinism-we 
may call it fatalistic determinism-paralyzes the will 
and engenders passivity and lethargy. As has been 
pointed out; it is so contrary to the innate impulse to- 
ward activity that it never could really get hold of the 
human mind and prevent people from acting. 

In depicting the history of the future the philosopher 
of history as a rule restricts himself to describing big- 
scale events and the final outcome of the historical 
process. He thinks that this limitation distinguishes his 
guesswork from the augury of common soothsayers who 
dwell upon details and unimportant little things. Such 
minor events are in his view contingent and unpredicta- 
ble. He docs not bother about them. His attention is ex- 
clusively directed toward the great destiny of the whole, 
not to the trifle which, as he thinks, does not matter. 

However, the historical process is the product of all 
these small changes going on ceaselessly. EIe who claims 
to know the final end must necessarily know them too. 
He must either take them all in at a glance with all their 
consequences or be aware of a principle that inevitably 
directs their result to a preordained end. The arrogance 
with which a writer elaborating his system of philosophy 
of history looks down upon the small fry of palmists 
2. See above, pp. 79 ff. 
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and crystal gazers is therefore hardly different from the 
haughtiness which in precapitalistic times wholesalers 
dispIayed toward retailers and peddlers. What he sells 
is essentially the same questionable wisdom. 

Activistic determinism is by no means incompatible 
with the-rightly understood-idea of freedom of the 
will. It is, in fact, the correct exposition of this often 
misinterpreted notion. Because there is in the universe a 
regularity in the concatenation and sequence of phe- 
nomena, and because man is capable of acquiring 
knowledge about some of these regularities, human 
action becomes possible within a definite margin. Free 
will means that man can aim at definite ends because 
he is familiar with some of the laws determining the 
flux of world affairs. There is a sphere within which 
man can choose between alternatives. He is not, like 
other animals, inevitably and irremediably subject to 
the operation of blind fate. He can, within definite nar- 
row limits, divert events from the course they would 
take if left alone. He is an acting being. In this consists 
his superiority to mice and microbes, plants and stones. 
In this sense he applies the-perhaps inexpedient and 
misleading-term “free will.” 

The emotional appeal of the cognizance of this free- 
dom, and the idea of moraI responsibility which it 
engenders, are as much facts as anything else called by 
that name. Comparing himself with all other beings, 
man sees his own dignity and superiority in his wiI1. 
The will is unbendable and must not yield to any 
violence and oppression, because man is capable of 
choosing between life and death and of preferring 
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death if life can be preserved only at the price of sub- 
mitting to unbearable conditions. Man alone can die for 
a cause. It was this that Dante had in mind: “Chi: 
volonti, se non vuol, non s’ammorza.” 

One of the fundamental conditions of man’s existence 
and action is the fact that he does not know what will 
happen in the future. The exponent of a philosophy of 
history, arrogating to himself the omniscience of God, 
claims that an inner voice has revealed to him knowl- 
edge of things to come. 

c 
3. Dante, Puradiso, IV, 76: “The wilI does not die if it does not 
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Chapter 9. The Concept of Historical Individuality 

1. The Ultimate Given of History 

THE H U M A N  SEARCH for knowledge cannot go on end- 
lessly. Inevitably, sooner or later, it will reach a point 
beyond which it cannot proceed. It will then be faced 
with an ultimate given, a datum that man’s reason can- 
not trace back to other data. In the course of the evolu- 
tion of knowledge science has succeeded in tracing 
back to other data some things and events which pre- 
viously had been viewed as ultimate. We may expect 
that this will also occur in the future. But there will al- 
ways remain something that is for the human mind an 
ultimate given, unanalyzable and irreducible. Human 
reason cannot even conceive a kind of knowledge that 
would not encounter such an insurmountable obstacle. 
There is for man no such thing as omniscience. 

In dealing with such ultimate data history refers to 
individuality. The characteristics of individual men, 
their ideas and judgments of value as well as the actions 
guided by those ideas and judgments, cannot be traced 
back to something of which they would be the deriva- 
tives. There is no answer to the question why Frederick 
I1 invaded Silesia except: because he was Frederick 11. 
It is customary, although not very expedient, to call the 
mental process by means of which a datum is traced 
back to other data rational. Then an ultimate datum is 
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called irrational, No historical research can be thought 
of that would not ultimately meet such irrational facts. 

Philosophies of history claim to avoid referring to in- 
dividuality and irrationality. They pretend to provide a 
thorough-going interpretation of all historical events. 
What they really do is relegate the ultimate given to 
two points of their scheme, to its supposed beginning 
and its supposed end. They assume that there is at the 
start of history an unanalyzable and irreducible agency, 
for example Geist in the system of Hegel or the material 
productive forces in that of Marx. And they further 
assume that this prime mover of history aims at a 
definite end, also unanalyzable and irreducible, for in- 
stance the Prussian state of about 1825 or socialism. 
Whatever one may think about the various systems of 
philosophy of history, it is obvious that they do not 
eliminate reference to individuality and irrationality. 
They merely shift it to another point of their interpreta- 
tion. 

Materialism wants to throw history overboard en- 
tirely. All ideas and actions should be explained as the 
necessary outcome of definite physiological processes. 
But this would not make it possible to reject any ref- 
erence to irrationality. Like history, the natural sciences 
are ultimately faced with some data defying any further 
reduction to other data, that is, with something ulti- 
mately given. 

2. The Role ofthe Indiuidwl in History 

In the context of a philosophy of history there is no 
room left for any reference to individuality other than 
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that of the prime mover and his plan determining the 
way events must go. All individual men are merely tools 
in the hand of ineluctable destiny. Whatever they may 
do, the outcome of their actions must necessarily fit into 
the preordained plan of Providence. 

What would have happened if Lieutenant Napoleon 
Bonaparte had been killed in action at Toulon? Friedrich 
Engels knew the answer: “Another would have filled the 
place.” For “the man has always been found as soon as he 
became necessary.” Necessary for whom and for what 
purpose? Obviously for the material productive forces to 
bring about, at a later date, socialism. It seems that the 
material productive forces always have a substitute at 
hand, just as a cautious opera manager has an understudy 
ready to sing the tenor’s part in case the star should 
catch a cold. If Shakespeare had died in infancy, an- 
other man would have written HamEet and the Sonnets. 
But, some people ask, how did this surrogate while 
away his time since Shakespeare’s good health relieved 
him from this chore? 

The issue has been purposely obfuscated by the 
champions of historical necessity, who confused it with 
other problems. 

Looking backward upon the past, the historian must 
say that, all conditions having been as they were, every- 
thing that happened was inevitable. At any instant the 
state of affairs was the necessary consequence of the 
immediately preceding state. But among the elements 
determining any given state of historical affairs there 

1. Letter to Starkenburg, Jan. 25, 1894, Karl Mum and Friedrich 
Engels, Correspondence 1846-1895 (London, M. Lawrence, Ltd., 
1934), p. 518. 
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are factors that cannot be traced back further than to 
the point at which the historian is faced with the ideas 
and actions of individuals. 

When the historian says that the French Revolution 
of 1789 would not have happened if some things had 
been different, he is merely trying to establish the forces 
that brought about the event and the influence of each 
of these forces. Taine did not induIge in idle specula- 
tions as to what would have happened if the doctrines 
that he called Pesprit revolutwnnaire and l'esprit clas- 
sique had not been developed. He wanted to assign to 
each of them its relevance in the chain of events that 
resulted in the outbreak and the course of the Revolu- 
tion.2 

A second confusion concerns the limits drawn upon 
the influence of great men. Simplified accounts of his- 
tory, adapted to the capacity of people slow of compre- 
hension, have presented history as a product of the feats 
of great men. The older Hohenzollern made Prussia, 
Bismarck made the Second Reich, William I1 ruined it, 
Hitler made and ruined the Third Reich. No serious 
historian ever shared in such nonsense. It has never 
been contested that the part played even by the greatest 
figures of history was much more moderate. Every man, 
whether great or small, lives and acts within the frame 
of his age's historical circumstances. These circum- 
stances are determined by all the ideas and events of 
the preceding ages as well as by those of his own age. 
The Titan may outweigh each of his contemporaries; 

2. Taine, Les Origines de la France contemporains, 1, Bk. III 
(16th ed. Paris, 1887), 221-328. 
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he is no match for the united forces of the dwarfs. A 
statesman can succeed only insofar as his plans are ad- 
justed to the climate of opinion of his time, that is to 
the ideas that have got hold of his fellows’ minds. He 
can become a leader only if he is prepared to guide 
people along the paths they want to walk and toward 
the goal they want to attain. A statesman who antago- 
nizes public opinion is doomed to failure. No matter 
whether he is an autocrat or an officer of a democracy, 
the politician must give the people what they wish to 
get, very much as a businessman must supply the cus- 
tomers with the things they wish to acquire. 

It is different with the pioneers of new ways of think- 
ing and new modes of art and literature, The path- 
breaker who disdains the applause he may get from the 
crowd of his contemporaries does not depend on his 
own age’s ideas. He is free to say with Schiller’s Marquis 
Posa: “This century is not ripe for my ideas; I live as a 
citizen of centuries to come.” The genius’ work too is 
embedded in the sequence of historical events, is condi- 
tioned by the achievements of preceding generations, 
and is merely a chapter in the evolution of ideas. But it 
adds something new and unheard of to the treasure 
of thoughts and may in t h i s  sense be called creative. 
The genuine history of mankind is the history of ideas. 
It is ideas that distinguish man from all other beings. 
Ideas engender social institutions, political changes, 
technological methods of production, and a11 that is 
called economic conditions. And in searching for their 
origin we inevitably come to a point at which all that 
can be asserted is that a man had an idea. Whether the 
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name of this man is known or not is of secondary im- 
portance. 

This is the meaning that history attaches to the notion 
of individuality. Ideas are the ultimate given of histor- 
ical inquiry. All that can be said about ideas is that 
they came to pass. The historian may point out how a 
new idea fitted into the ideas developed by earlier gen- 
erations and how it may be considered a continuation 
of these ideas and their logical sequel. New ideas do 
not originate in an ideological vacuum. They are called 
forth by the previously existing ideological structure; 
they are the response offered by a man’s mind to the 
ideas developed by his predecessors. But it is an arbi- 
trary surmise to assume that they were bound to come 
and that if A had not generated them a certain B or C 
would have performed the job. 

In this sense what the limitations of our knowledge 
induce us to call chance plays a part in history. If Aris- 
totle had died in childhood, intellectual history would 
have been affected. If Bismarck had died in 1860, world 
affairs would have taken a different course. To what ex- 
tent and with what consequences nobody can know. 

3. The Chimera of the Group Mind 

In their eagerness to eliminate from history any ref- 
erence to individuals and individual events, collectivist 
authors resorted to a chimerical construction, the group 
mind or social mind. 

At the end of the eighteenth and beginning of 
the nineteenth centuries German philologists began to 
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study German medieval poetry, which had long since 
fallen into oblivion. Most of the epics they edited from 
old manuscripts were imitations of French works. The 
names of their authors-most of them knightly warriors 
in the service of dukes or counts-were known. These 
epics were not much to boast of. But there were two 
epics of a quite different character, genuinely original 
works of high literary value, far surpassing the conven- 
tional products of the courtiers: the Nibelungenlied and 
the Gudrun. The former is one of the great books of 
world literature and undoubtedly the outstanding poem 
Germany produced before the days of Goethe and 
Schiller. The names of the authors of these master- 
pieces were not handed down to posterity. Perhaps 
the poets belonged to the class of professional enter- 
tainers ( Spielleute), who not only were snubbed by the 
nobility but had to endure mortifying legal disabilities. 
Perhaps they were heretical or Jewish, and the clergy 
was eager to make people forget them. At any rate the 
philologists called these two works “people’s epics” 
(Volksepen). This term suggested to naive minds the 
idea that they were written not by individual authors 
but by the “people.” The same mythical authorship was 
attributed to popular songs (Volkslieder) whose au- 
thors were unknown. 

Again in Germany, in the years following the Napo- 
leonic wars, the problem of comprehensive legislative 
codification was brought up for discussion. In this con- 
troversy the historical school of jurisprudence, led by 
Savigny, denied the competence of any age and any 
persons to write legislation. Like the Volksepen and the 
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Volkslieder, a nation’s laws, they declared, are a spon- 
taneous emanation of the Volksgeist, the nation’s spirit 
and peculiar character. Genuine laws are not arbitrarily 
written by legislators; they spring up and thrive organ- 
ically from the Volltsgeist. 

This Volksgeist doctrine was devised in Germany 
as a conscious reaction against the ideas of natural law 
and the “un-German” spirit of the French Revolution. 
But it was further developed and elevated to the dig- 
nity of a comprehensive social doctrine by the French 
positivists, many of whom not only were committed to 
the principles of the most radical among the revolu- 
tionary leaders but aimed at completing the “unfin- 
ished revolution” by a violent overthrow of the capital- 
istic mode of production. Bmile Durkheim and his 
school deal with the group mind as if it were a real phe- 
nomenon, a distinct agency, thinking and acting. As 
they see it, not individuals but the group is the subject 
of history. 

As a corrective of these fancies the truism must be 
stressed that only individuals think and act. In dealing 
with the thoughts and actions of individuals the histo- 
rian establishes the fact that some individuals influence 
one another in their thinking and acting more strongly 
than they influence and are influenced by other indi- 
viduals. He observes that cooperation a i d  division of 
labor exist among some, while existing to a lesser extent 
or not at all among others. He employs the term “group” 
to signify an aggregation of individuals who cooperate 
together more closely. However, the distinction of 
groups is optional. The group is not an ontological en- 
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tity like the biological species. The various group con- 
cepts intersect one another. The historian chooses, ac- 
cording to the special plan of his studies, the features 
and attributes that determine the classification of indi- 
viduals into various groups. The grouping may integrate 
people speaking the same language or professing the 
same religion or practicing the same vocation or occu- 
pation or descended from the same ancestry. The group 
concept of Gobineau was different from that of Man. 
In short, the group concept is an ideal type and as such 
is derived from the historian’s understanding of the 
historical forces and events. 

Only individuals think and act. Each individual’s 
thinking and acting is influenced by his fellows’ think- 
ing and acting. These influences are variegated. The 
individual American’s thoughts and conduct cannot be 
interpreted if one assigns him to a single group. He is 
not only an American but a member of a definite reli- 
gious group or an agnostic or an atheist; he has a job, 
he belongs to a political party, he is affected by tradi- 
tions inherited from his ancestors and conveyed to him 
by his upbringing, by the family, the schooI, the neigh- 
borhood, by the ideas prevailing in his town, state, and 
country. It is an enormous simplification to speak of 
the American mind. Every American has his own mind. 
It is absurd to ascribe any achievements and virtues or 
any misdeeds and vices of individual Americans to 
America as such. 

Most people are common men. They do not have 
thoughts of their own; they are only receptive. They 
do not create new ideas; they repeat what they have 
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heard and imitate what they have seen. If the world 
were peopled only by such as these, there would not 
be any change and any history. What produces change 
is new ideas and actions guided by them. Fi’hat distin- 
guishes one group from another is the effect of such in- 
novations. These innovations are not accomplished by 
a group mind; they are always the achievements of in- 
dividuals. Fl7hat makes the American people different 
from any other people is the joint effect produced by 
the thoughts and actions of innumerable uncommon 
Americans. 

We know the names of the men who invented and 
step by step perfected the motorcar. A historian can 
write a detailed history of the evolution of the automo- 
bile. We do not know the names of the men who, in the 
beginnings of civilization, made the greatest inventions 
-for example lighting a fire. But this ignorance does 
not pcrmit us to ascribe this fundamental invention to 
a group mind. It is always an individual who starts a 
new method of doing things, and then other people imi- 
tate his example. Customs and fashions have aIways 
been inaugurated by individuals and spread through 
imitation by other people. 

While the group-mind school tried to eliminate the 
individual by ascribing activity to the mythical Volks- 
geist, the Marxians were intent on the one hand upon 
depreciating the individual’s contribution and on the 
other hand upon crediting innovations to common men. 
Thus Marx observed that a critical history of technology 
would demonstrate that none of the eighteenth cen- 
tury’s inventions was the achievement of a single indi- 
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vidual.’ What does this prove? Nobody denies that tech- 
nological progress is a gradual process, a chain of suc- 
cessive steps performed by long lines of men each of 
whom adds something to the accomplishments of his 
predecessors. The history of every technological con- 
trivance, when completely told, leads back to the most 
primitive inventions made by cave dwellers in the ear- 
liest ages of mankind. To choose any later starting point 
is an arbitrary restriction of the whole tale. One may 
begin a history of wireless telegraphy with Maxwell 
and Hertz, but one may as well go back to the first ex- 
periments with electricity or to any previous techno- 
logical feats that had necessarily to precede the con- 
struction of a radio network. All this does not in the 
least affect the truth that each step forward was made 
by an individual and not by some mythical impersonal 
agency. It does not detract from the contributions of 
Maxwell, Hertz, and Marconi to admit that they could 
be made only because others had previously made other 
contributions. 

To ilIustrate the difference between the innovator 
and the dull crowd of routinists who cannot even im- 
agine that any improvement is possible, we need only 
refer to a passage in Engels’ most famous book.2 Here, 
in 1878, Engels apodictically announced that military 
weapons are “now so perfected that no further progress 
of any revolutionizing influence is any longer possible.” 
Henceforth “all further [technological] progress is by 

1. Dns Kapital, I, 335, n. 89. 
2. Herrn Eugen Diihrings Umwiilzung der Wissewchuft, 7th ed. 

Stuttgart, 1910. 
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and large indifferent for land warfare. The age of evo- 
lution is in this regard essentially closed.” This com- 
placent conclusion shows in what the achievement of 
the innovator consists: he accomplishes what other peo- 
ple believe to be unthinkable and unfeasible. 

Engels, who considered himself an expert in the art 
of warfare, liked to exemplify his doctrines by referring 
to strategy and tactics. Changes in military tactics, he 
declared, are not brought about by ingenious army 
leaders. They are achievements of privates who are 
usually cleverer than their officers. The privates invent 
them by dint of their instincts (instinktnziissig) and put 
them into operation in spite of the reluctance of their 
commanders.4 

Every doctrine denying to the “single paltry individ- 
uaY6 any role in history must finally ascribe changes 
and improvements to the operation of instincts. As those 
upholding such doctrines see it, man is an animal that 
has the instinct to produce poems, cathedrals, and air- 
planes. Civilization is the result of an unconscious and 
unpremeditated reaction of man to external stimuli. 
Each achievement is the automatic creation of an in- 
stinct with which man has been endowed especially for 
this purpose. There are as many instincts as there are 
human achievements. It is needless to enter into a 
critical examination of this fable invented by impotent 
people for slighting the achievements of better men 

3. Ibid., pp. 176-7. 
4. Ibid., pp. 172-6. 
5. Engels, Ver Ursprung der Familie, des Primteigentums u d  des 

Stuates (6th ed. Stuttgart, 1894), p. 186. 
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and appealing to the resentment of the dull. Even on 
the basis of this makeshift doctrine one cannot negate 
the distinction between the man who had the instinct 
to write the book On the Origin of Species and those 
who lacked this instinct, 

4. Planning History 

Individuals act in order to bring about definite re- 
sults. Whether they succeed or not depends on the suit- 
ability of the means applied and the response their ac- 
tions encounter on the part of fellow individuals. Very 
often the outcome of an action differs considerably from 
what the actor was eager to achieve. The margin within 
which a man, however great, can act successfully is 
narrow. No man can through his actions direct the 
course of affairs for more than a comparatively short 
period of the future, still less for all time to come. 

Yet every action adds something to history, affects 
the course of future events, and is in this sense a his- 
torical fact. The most trivial performance of daily row 
tine by duIl people is no less a historical datum than is 
the most startling innovation of the genius. The aggre- 
gate of the unvarying repetition of traditional modes of 
acting determines, as habits, customs and mores, the 
course of events. The common man’s historical role con- 
sists in contributing a particle to the structure of the 
tremendous power of consuetude. 

History is made by men. The conscious intentional 
actions of individuals, great and small, determine the 
course of events insofar as it is the result of the inter- 
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action of all men. But the historical process is not de- 
signed by individuals. It is the composite outcome of 
the intentional actions of all individuals. No man can 
plan history. A11 he can plan and try to put into effect 
is his own actions which, jointly with the actions of 
other men, constitute the historical process. The Pilgrim 
Fathers did not plan to found the United States. 

Of course, there have always been men who planned 
for eternity. For the most part the failure of their de- 
signs appeared very soon. Sometimes their construc- 
tions lasted quite a while, but their effect was not what 
the builders had planned. The monumental tombs of 
the Egyptian kings still exist, but it was not the inten- 
tion of their builders to make modern Egypt attractive 
for tourists and to supply present-day museums with 
mummies. Nothing demonstrates more emphatically the 
temporal limitations on human planning than the ven- 
erable ruins scattered about the surface of the earth. 

Ideas live longer than walls and other material arti- 
facts. We still enjoy the masterpieces of the poetry and 
philosophy of ancient India and Greece. But they do 
not mean for us what they meant to their authors. We 
may wonder whether Plato and Aristotle would have 
approved of the use later ages have made of their 
thoughts. 

Planning for eternity, to substitute an everlasting 
state of stability, rigidity, and changelessness for histor- 
ical evolution, is the theme of a special class of litera- 
ture. The utopian author wants to arrange future condi- 
tions according to his own ideas and to deprive the rest 
of mankind once and for all of the faculty to choose 
and to act. One plan alone, viz., the author’s plan, 
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should be executed and all other people be silenced. 
The author, and after his death his successor, will 
henceforth alone determine the course of events. There 
will no longer be any history, as history is the composite 
effect of the interaction of all men. The superhuman 
dictator will rule the universe and reduce all other peo- 
ple to pawns in his plans. He will deal with them as 
the engineer deals with the raw materials out of which 
he builds, a method pertinently called social engi- 
neering. 

Such projects are very popular nowadays. They en- 
rapture the intellectuals. A few skeptics observe that 
their execution is contrary to human nature. But their 
supporters are confident that by suppressing all dis- 
senters they can alter human nature. Then people will 
be as happy as the ants are supposed to be in their hills. 

The essential question is: Will all men be prepared 
to yield to the dictator? Will nobody have the ambition 
to contest his supremacy? Will nobody develop ideas at 
variance with those underlying the dictator’s plan? Will 
all men, after thousands of years of “anarchy” in think- 
ing and acting, tacitly submit to the tyranny of one or a 
few despots? 

It is possible that in a few years all nations will have 
adopted the system of all-round planning and totali- 
tarian regimentation. The number of opponents is very 
small, and their direct political influence almost nil. 
But even a victory of planning will not mean the end 
of history. Atrocious wars among the candidates for the 
supreme office will break out. Totalitarianism may wipe 
out civilization, even the whole of the human race. 
Then, of course, history will have come to its end too. 



Chapter 10. Historicism 

1. The Meaning of Historicism 

HISTORICISM developed from the end of the eight- 
eenth century on as a reaction against the social phi- 
losophy of rationalism. To the reforms and policies ad- 
vocated by various authors of the Enlightenment it 
opposed a program of preservation of existing institu- 
tions and, sometimes, even of a return to extinct insti- 
tutions. Against the postulates of reason it appealed to 
the authority of tradition and the wisdom of ages gone 
by. The main target of its critique was the ideas that 
had inspired the American and the French Revolutions 
and kindred movements in other countries. Its cham- 
pions proudly called themselves antirevolutionary and 
emphasized their rigid conservatism. But in later years 
the political orientation of historicism changed. It be- 
gan to regard capitalism and free trade-both domestic 
and international-as the foremost evil, and joined 
hands with the “radical” or “leftist” foes of the market 
economy, aggressive nationalism on the one hand and 
revolutionary socialism on the other. As far as histori- 
cism still has actual political importance, it is ancillary 
to socialism and to nationalism. Its conservatism has 
almost withered away. It survives only in the doctrines 
of some religious groups. 

People have again and again stressed the congenial- 
ity of historicism and artistic and literary romanticism. 

198 
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The analogy is rather superficial. Both movements had 
in common a taste for the conditions of ages gone by 
and an extravagant overestimation of old customs and 
institutions. But this enthusiasm for the past is not the 
essential feature of historicism. Historicism is first of all 
an epistemologicaI doctrine and must be viewed as 
such. 

The fundamental thesis of historicism is the proposi- 
tion that, apart from the natural sciences, mathematics, 
and logic, there is no knowledge but that provided by 
history. There is no regularity in the concatenation and 
sequence of phenomena and events in the sphere of 
human action. Consequently the attempts to develop 
a science of economics and to discover economic laws 
are vain. The only sensible method of dealing with hu- 
man action, exploits, and institutions is the historical 
method. The historian traces every phenomenon back 
to its origins. He depicts the changes going on in human 
affairs. He approaches his material, the records of the 
past, without any prepossessions and preconceived 
ideas. The historian utilizes sometimes, in preliminary, 
merely technical, and ancillary examination of these 
sources, the results of the natural sciences, as for in- 
stance in determining the age of the material on which 
a document of disputed authenticity is written, But in 
his proper field, the exposition of past events, he does 
not rely upon any other branch of knowledge. The 
standards and general ruIes to which he resorts in deal- 
ing with the historical material are to be abstracted 
from this very material. They must not be borrowed 
from any other source. 
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The extravagance of these claims was later reduced 
to a more modest measure when Dilthey stressed the 
role psychology plays in the work of the historian.’ The 
champions of historicism accepted this restriction and 
did not insist on their extreme description of the histor- 
ical method. They were merely interested in the con- 
demnation of economics and had no quarrel with psy- 
chology. 

If the historicists had been consistent, they would 
have substituted economic history for the-in their 
opinion counterfeit-science of economics. (We may 
pass over the question how economic history could be 
treated without economic theory.) But this would not 
have served their political plans. What they wanted 
was to propagandize for their interventionist or socialist 
programs. The wholesale rejection of economics was 
only one item in their strategy. It relieved them from 
the embarrassment created by their inability to explode 
the economists’ devastating critique of socialism and 
interventionism. But it did not in itself demonstrate 
the soundness of a prosocialist or interventionist policy. 
In order to justify their “unorthodox” leanings, the his- 
toricists developed a rather self-contradictory discipline 
to which various names were given such as realistic 
or institutional or ethical economics, or the economic 
aspects of political science ( wirtschafthhe Stuatswis- 
senschaften) .’ 

1. See below, p. 312. 
2. For various other names suggested see Arthur Spiethoff in the 

Preface to the English edition of his treatise on “Business Cycles,” 
International Economic Papers, No. 3 (New York, 1953), p. 75. 
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Most champions of these schools of thought did not 

bother about an epistemological explanation of their 
procedures. Only a few tried to justify their method. 
We may call their doctrine periodalism and their sup- 
porters periodalists. 

The main idea underlying all these attempts to con- 
struct a quasi-economic doctrine that could be em- 
ployed to justify policies fighting the market economy 
was borrowed from positivism. As historicists the peri- 
odalists talked indefatigably about something they 
called the historical method, and claimed to be histor- 
ians. But they adopted the essential tenets of positiv- 
ism, which rejected history as useless and meaningless 
chatter, and wanted to inaugurate in its place a new 
science to be modeled after the pattern of Newtonian 
mechanics. The periodalists accepted the thesis that it 
is possible to derive from historical experience a pos- 
teriori laws which, once they are discovered, will form 
a new-not yet existing-science of social physics or 
sociology or institutional economics. 

Only in one regard did the periodalists’ version of 
this thesis differ from that of the positivists. The posi- 
tivists had laws in mind that would be valid universally. 
The periodalists believed that every period of history 
has its own economic laws different from those of other 
periods of economic history. 

The periodalists distinguish various periods in the 
course of historical events. Obviously the criterion ac- 
cording to which this distinction is made is the charac- 
teristics of the economic laws determining economic 
becoming in each period. Thus the perioddists’ argu- 
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ment moves in a circle. The periodization of economic 
history presupposes knowledge of the economic laws 
peculiar to each period, while these laws can only be 
discovered by examining each period without any ref- 
erence to the events that happened in other periods. 

The periodalists’ image of the course of history is 
this: There are various periods or stages of economic 
evolution succeeding one another according to a defi- 
nite order; throughout each of these periods the eco- 
nomic laws remain unchanged. Nothing is said about 
the transition from one period to the next one. If we 
assume that it is not brought about at one blow, we 
must assume that between two periods there is an in- 
terval of transition, a transition period as it were. What 
happens in this interval? What kind of economic laws 
are operative in it? Is it a time of lawlessness or has it 
its own laws? Besides, if one assumes that the laws of 
economic becoming are historical facts and therefore 
changing in the flux of historical events, it is manifestly 
contradictory to assert that there are periods in which 
there is no change, i.e., periods in which there is no his- 
tory, and that between two such periods of rest there 
is a period of transition. 

The same fallacy is also implied in the concept of a 
present age as resorted to by contemporary pseudo 
economics. Studies dealing with the economic history 
of the recent past are mislabeled as dealing with pres- 
ent economic conditions. If we refer to a definite length 
of time as the present, we mean that in regard to a 
special issue conditions remain unchanged throughout 
this period. The concept of the present is therefore dif- 
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ferent for various fields of a ~ t i o n . ~  Besides, it is never 
certain how long this absence of change will last and 
consequently how much of the future has to be in- 
cluded. What a man can say about the future is always 
merely speculative anticipation. Dealing with some 
conditions of the recent past under the heading “present 
conditions” is a misnomer. The most that can be said 
is: Such were the conditions yesterday; we expect they 
will remain unchanged for some time to come. 

Economics deals with a regularity in the concatena- 
tion and sequence of phenomena that is valid in the 
whole field of human action. It can therefore contribute 
to the elucidation of future events; it can predict within 
the limits drawn to praxeoIogical predi~tion.~ If one 
rejects the idea of an economic law necessarily valid for 
all ages, one no longer has the possibility of discovering 
any regularity that remains unchanged in the flux of 
events. Then one can say no more than: If conditions 
remain unchanged for some time, they wiff remain un- 
changed. But whether or not they really remain un- 
changed can only be known afterward. 

The honest historicist would have to say: Nothing 
can be asserted about the future. Nobody can know 
how a definite policy will work in the future. A11 we 
believe to know is how similar policies worked in the 
past. Provided all relevant conditions remain un- 
changed, we may expect that the future effects will not 
widely differ from those of the past. But we do not 
know whether or not these relevant conditions will re- 

3. Mises, Human Action, p. 101. 
4. Ibid., pp. 117-18. See below, p. 309. 
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main unchanged. Hence we cannot make any prognosti- 
cation about the-necessarily future-effects of any 
measure considered. We are dealing with the history of 
the past, not with the history of the future. 

A dogma supported by many historicists asserts that 
tendencies of social and economic evolution as mani- 
fested in the past, and especially in the recent past, will 
prevail in the future too. Study of the past, they con- 
clude, discloses therefore the shape of things to come. 

Leaving aside all the metaphysical ideas with which 
this trend-philosophy has been loaded, we have only to 
realize that trends can change, have changed in the 
past, and will change in the future The historicist 
does not know when the next change will occur. What 
he can announce about trends refers only to the past, 
never to the future. 

Some of the German historicists liked to compare 
their periodization of economic history with the periodi- 
zation of the history of art. As the history of art deals 
with the succession of various styles of artistic activities, 
economic history deals with the succession of various 
styles of economic activities ( Wirtschftsstile ) . This 
metaphor is neither better nor worse than other meta- 
phors. But what the historicists who resorted to it failed 
to say was that the historians of art talk only about the 
styles of the past and do not develop doctrines about 
the art styles of the future. However, the historicists are 
writing and lecturing about the economic conditions of 
the past only in order to derive from them conclusions 

163-9. 
5. Mises, Planning for Freedom (South Holland, Ill., 1952), pp. 
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about economic policies that necessarily are directed 
toward the economic conditions of the future. 

2. The Rejection of Economics 

As historicism sees it, the essential error of economics 
consists in its assumption that man is invariably egoistic 
and aims exclusively at material well-being. 

According to Gunnar hfyrdal economics asserts that 
human actions are “soIely motivated by economic in- 
terests” and considers as economic interests “the desire 
for higher incomes and lower prices and, in addition, 
perhaps stability of earnings and employment, reason- 
able time for leisure and an environment conducive to 
its satisfactory use, good working conditions, etc.” This, 
he says, is an error. One does not completely account 
for human motivations by simply registering economic 
interests. What really determines human conduct is not 
interests alone but attitudes. “Attitude means the emo- 
tive disposition of an individual or a group to respond 
in certain ways to actual or potential situations.” There 
are “€ortunately many people whose attitudes are not 
identical with their interests.” 

Now, the assertion that economics ever maintained 
that men are solely motivated by the striving after 
higher incomes and lower prices is false. Because of 
their failure to disentangle the apparent paradox of the 
use-value concept, the Classical economists and their 

1. Gunnar Myrdal, The Political Element in the Development of 
Economic Theory, trans. by P. Streeten (Cambridge, Harvard Uni- 
versity Press, 1954), pp. 199-200. 
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epigones were prevented from providing a satisfactory 
interpretation of the conduct of the consumers. They 
virtually dealt only with the conduct of the business- 
men who serve the consumers and for whom the valua- 
tions of their customers are the ultimate standard. 
When they referred to the principle of buying on the 
cheapest market and selling on the dearest market, they 
were trying to interpret the actions of the businessman 
in his capacity as a purveyor of the buyers, not in his 
capacity as a consumer and spender of his own income. 
They did not enter into an analysis of the motives 
prompting the individual consumers to buy and to con- 
sume. So they did not investigate whether individuals 
try only to fill their bellies or whether they also spend 
for other purposes, e.g., to perfom what they consider 
to be their ethical and religious duties. When they dis- 
tinguished between purely economic motives and other 
motives, the classical economists referred only to the 
acquisitive side of human behavior. They never thought 
of denying that men are also driven by other motives. 

The approach of Classical economics appears highly 
unsatisfactory from the point of view of modern subjec- 
tive economics. Modern economics rejects as entirely 
fallacious also the argument advanced for the epistemo- 
logical justification of the Classical methods by their 
last followers, especially John Stuart Mill. According to 
this lame apology, pure economics deals only with the 
“economic” aspect of the operations of mankind, only 
with the phenomena of the production of wealth “as far 
as those phenomena are not modified by the pursuit 
of any other object.” But, says Mill, in order to deal ade- 
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quately with reality “the didactic writer on the subject 
will naturally combine in his exposition, with the truth 
of pure science, as many of the practical modifkations 
as will, in his estimation, be most conducive to the use- 
fulness of his work.” This certainly explodes Mr. Myr- 
dal’s assertion, so far as Classical economics is con- 
cerned. 

Modern economics traces all human actions back to 
the value judgments of individuals. I t  never was so 
foolish, as Myrdal charges, as to believe that all that 
people are after is higher incomes and lower prices. 
Against this unjustified criticism which has been re- 
peated a hundred times, Bohm-Bawerk already in his 
first contribution to the theory of value, and then later 
again and again, explicitly emphasized that the term 
“well-being” (Wohlfahrtszwecke) as he uses it in the 
exposition of the theory of value does not refer only 
to concerns commonly called egoistic but comprehends 
everything that appears to an individual as desirable 
and worthy of being aimed at (erstrebenswert ) .3 

In acting man prefers some things to other things, 
and chooses between various modes of conduct. The 
result of the mental process that makes a man prefer 
one thing to another thing is called a judgment of value. 
In speaking of value and valuations economics refers to 
such judgments of value, whatever their content may 

2. John Stuart Mill, Essays on Some Unsettled Questions of PolitZ- 
CUE Economy (3d ed. London, 1877), pp. 140-1. 

3. Bob-Bawerk, “Grundziige der Theorie des wirtschaftlichen 
Giitenverts,” Jahrbiicher fur Nationulokonomie und Stutistik, N.F., 
13 (IS%)), 479, n. 1; Kapital und Kapitalzina (3d ed. Innsbruck, 
1909), 2, 316-17, n. 1. 
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be. It is irrelevant for economics, up to now the best 
developed part of praxeology, whether an individual 
aims like a member of a labor union at higher wages or 
like a saint at the best performance of religious duties. 
The “institutional” fact that most people are eager to 
get more tangible good is a datum of economic history, 
not a theorem of economics. 

All brands of historicism-the German and the Brit- 
ish historical schools of the social sciences, American 
institutionalism, the adepts of Sismondi, Le Play, and 
Veblen, and many kindred “unorthodox” sects-em- 
phatically reject economics. But their writings are full 
of inferences drawn from general propositions about 
the effects of various modes of acting. I t  is, of course, 
impossible to deal with any “institutional” or historical 
problem without referring to such general propositions. 
Every historical report, no matter whether its theme is 
the conditions and events of a remote past or those of 
yesterday, is inevitably based on a definite kind of eco- 
nomic theory. The historicists do not eliminate eco- 
nomic reasoning from their treatises. While rejecting 
an economic doctrine they do not like, they resort in 
dealing with events to fallacious doctrines long since 
refuted by the economists. 

The theorems of economics, say the historicists, are 
void because they are the product of a priori reasoning. 
Only historical experience can lead to realistic econom- 
ics. They fail to see that historical experience is always 
the experience of complex phenomena, of the joint 
effects brought about by the operation of a multiplicity 
of elements. Such historical experience does not give 
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the observer facts in the sense in which the natural sci- 
ences apply this term to the results obtained in labora- 
tory experiments. (People who call their offices, studies, 
and libraries "laboratories" for research in economics, 
statistics, or the social sciences are hopelessly muddle- 
headed.) Historical facts need to be interpreted on the 
ground of previously available theorems. They do not 
comment upon themselves. 

The antagonism between economics and historicism 
does not concern the historical facts. It concerns the 
interpretation of the facts. In investigating and narrat- 
ing facts a scholar may provide a valuable contribution 
to history, but he does not contribute to the increase 
and perfection of economic knowledge. 

Let us once more refer to the often repeated proposi- 
tion that what the economists call economic laws are 
merely principles governing conditions under capital- 
ism and of no avail for a differently organized society, 
especially not for the coming socialist management of 
affairs. As these critics see it, it is only the capitalists 
with their acquisitiveness who bother about costs and 
about profit. Once production for use has been substi- 
tuted for production for profit, the categories of cost 
and profit will become meaningless. The primary error 
of economics consists in considering these and other 
categories as eternal principles determining action uk 
der any kind of institutional conditions. 

However, cost is an element in any kind of human 
action, whatever the particular features of the individ- 
ual case may be. Cost is the value of those things the 
actor renounces in order to attain what he wants to 
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attain; it is the value he attaches to the most urgently 
desired satisfaction among those satisfactions which he 
cannot have because he preferred another to it. It is 
the price paid for a thing. If a young man says: ‘This 
examination cost me a week end with friends in the 
country,” he means: “If I had not chosen to prepare for 
my examination, I would have spent this week end with 
friends in the country.” Things it costs no sacrifice to 
attain are not economic goods but free goods and as 
such no objects of any action. Economics does not deal 
with them. Man does not have to choose between them 
and other satisfactions. 

Profit is the difference between the higher value of 
the good obtained and the lower value of the good 
sacrificed for its obtainment. If the action, due to bun- 
gling, error, an unanticipated change in conditions, or 
to other circumstances, results in obtaining something 
to which the actor attaches a lower valuc than to the 
price paid, the action generates a loss. Since action 
invariably aims to substitute a state of affairs which the 
actor considers as more satisfactory for a state which he 
considers Iess satisfactory, action always aims at profit 
and never at loss. This is valid not only for the actions 
of individuals in a market economy but no less for the 
actions of the economic director of a socialist society. 

3. The Quest for Laws of Historical Change 

A widespread error confuses historicism and history. 
Yet the two have nothing in common. History is the 
presentation of the course of past events and conditions, 
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a statement of facts and of their effects. Historicism is 
an epistemological doctrine. 

Some schools of historicism have declared that his- 
tory is the only way to deal with human action and 
have denied the adequacy, possibility, and meaning- 
fulness of a general theoretical science of human action. 
Other schools have condemned history as unscientific 
and, paradoxically enough, have developed a sympa- 
thetic attitude toward the negative part of the doctrines 
of the positivists, who asked for a new science which, 
modeled on the pattern of Newtonian physics, should 
derive from historical experience laws of historical ev- 
olution and of “dynamic” change. 

The natural sciences have developed, on the basis of 
Carnot’s second law of thermodynamics, a doctrine 
about the course of the history of the universe. Free 
energy capable of work depends on thermodynamic in- 
stability. The process producing such energy is irrever- 
sible. Once all free energy produced by unstable systems 
is exhausted, life and civilization will cease. In the light 
of this cognition the universe as we know it appears as 
an evanescent episode in the flux of eternity. It moves 
toward its own extinction. 

But the Iaw from which this inference is drawn, Car- 
not’s second law, is in itself not a historical or dynamic 
law. Like all other laws of the natural sciences, it is de- 
rived from the observation of phenomena and verified 
by experiments. We call it a law because it describes a 
process that repeats itself whenever the conditions for 
its operation are present. The process is irreversible, 
and from this fact scientists infer that the conditions 
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for its operation will no longer be given once all thermo- 
dynamic instability has disappeared. 

The notion of a law of historical change is self- 
contradictory. History is a sequence of phenomena that 
are characterized by their singularity. Those features 
which an event has in common with other events are 
not historical. What murder cases have in common re- 
fers to penal law, to psychology, to the technique of 
killing. As historical events the assassination of Julius 
Caesar and that of Henri IV of France are entirely dif- 
ferent. The importance of an event for the production 
of further events is what counts for history. This effect 
of an event is unique and unrepeatable. Seen from the 
point of view of American constitutional law, the presi- 
dential elections of 18fN and of 1956 belong to the same 
class. For history they are two distinct events in the 
flux of affairs. If a historian compares them, he does so 
in order to elucidate the differences between them, not 
in order to discover laws that govern any instance of an 
American presidential election. Sometimes people for- 
mulate certain rules of thumb concerning such elec- 
tions, as for instance: the party in power wins if business 
is booming. These rules are an attempt to understand 
the conduct of the voters. Nobody ascribes to them the 
necessity and apodictic validity which is the essential 
logical feature of a law of the natural sciences. Every- 
body is fully aware that the voters might proceed in a 
different way. 

Carnot’s second law is not the result of a study of 
the history of the universe. It is a proposition about phe- 
nomena that are repeated daily and hourly in precisely 
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the way the law describes. From this law science de- 
duces certain consequences concerning the future of the 
universe. This deduced knowledge is in itself not a law. 
It is the application of a law. It is a prognostication 
of future events made on the basis of a law that de- 
scribes what is believed to be an inexorable necessity 
in the scqiience of repeatable and repeated events. 

Neither is Darwin’s principle of natural selection a 
law of historical evolution. It tries to explain biological 
change as the outcome of the operation of a biological 
law. It interprets the past, it does not prognosticate 
things to come. Although the operation of the principle 
of natural selection may be considered as perennial, it is 
not permissible to infer that man must inevitably de- 
velop into a sort of superman. A line of evolutionary 
change may lead into a dead end beyond which there 
is no further change at all or a retrogression to previous 
states. 

As it is impossible to deduce any general laws from 
the observation of historical change, the program of 
“dynamic” historicism could only be realized by dis- 
covering that the operation of one or several praxeolog- 
ical laws must inevitably result in the emergence of 
definite conditions of the future. Praxeology and its 
until now best-developed branch, economics, never 
claimed to know anything about such matters. Histori- 
cism, on account of its rejection of praxeology, was 
from the outset prevented from embarking upon such a 
study. 

Everything that has been said about future historical 
events, inevitably bound to come, stems from prophe- 
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cies elaborated by the metaphysical methods of the 
philosophy of history. By dint of intuition the author 
guesses the plans of the prime mover, and all uncer- 
tainty about the future disappears. The author of the 
Apocalypse, Hegel and, above all, Marx held them- 
selves to be perfectly familiar with the laws of historical 
evolution. But the source of their knowledge was not 
science; it was the revelation of an inner voice. 

4. Historicist Rehtizjima 

The ideas of historicism can be understood only if 
one takes into account that they sought exclusiveIy 
one end: to negate everything that rationalist social 
philosophy and economics had established. In this pur- 
suit many historicists did not shrink from any absurdity. 
Thus to the statement of the economists that there is 
an inevitable scarcity of nature-given factors upon which 
human well-being depends they opposed the fantastic 
assertion that there is abundance and plenty. What 
brings about poverty and want, they say, is the inade- 
quacy of social institutions. 

When the economists referred to progress, they looked 
upon conditions from the point of view of the ends 
sought by acting men. There was nothing metaphysical 
in their concept of progress. Most men want to live and 
to prolong their lives; they want to be healthy and to 
avoid sickness; they want to live comfortably and not to 
exist on the verge of starvation. In the eyes of acting 
men advance toward these goals means improvement, 
the reverse means impairment. This is the meaning of 
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the terms “progress” and “retrogression” as applied by 
economists. In this sense they call a drop in infant mor- 
tality or success in fighting contagious diseases progress. 

The question is not whether such progress makes peo- 
ple happy. It makes them happier than they would 
otherwise have been. Most mothers feel happier if their 
children survive, and most people feel happier without 
tuberculosis than with it. Looking upon conditions from 
his personal point of view, Nietzsche expressed mis- 
givings about the “much too many.” But the objects of 
his contempt thought differently. 

In dealing with the means to which men resorted in 
their actions history as well as economics distinguishes 
between means which were fit to attain the ends sought 
and those which were not. In this sense progress is the 
substitution of more suitable methods of action for less 
suitable. Historicism takes offense at this terminology. 
All things are relative and must be viewed from the 
point of view of their age. Yet no champion of histori- 
cism has the boldness to contend that exorcism ever 
was a suitable means to cure sick cows. But the histori- 
cists are less cautious in dealing with economics. For 
instance, they declare that what economics teaches 
about the effects of price control is inapplicable to the 
conditions of the Middle Ages. The historical works of 
authors imbued with the ideas of historicism are mud- 
dled precisely on account of their rejection of eco- 
nomics. 

While emphasizing that they do not want to judge 
the past by any preconceived standard, the historicists 
in fact try to justify the policies of the “good old days.” 
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Instead of approaching the theme of their studies with 
the best mental equipment available, they rely upon 
the fables of pseudo economics. They cling to the super- 
stition that decreeing and enforcing maximum prices 
below the height of the potential prices which the un- 
hampered market would fix is a suitable means to im- 
prove the conditions of the buyers. They omit to men- 
tion the documcntary evidence of the failure of the just 
price policy and of its effects which, from the point of 
view of the rulers who resorted to it, were more un- 
desirable than the previous state of affairs which they 
were designed to alter. 

One of the vain reproaches heaped by historicists on 
the economists is their alleged lack of historical sense. 
Economists, they say, believe that it would have been 
possible to improve the material conditions of earlier 
ages if only people had been familiar with the theories 
of modern economics, Now, there can be no doubt that 
the conditions of the Roman Empire would have been 
considerably affected if the emperors had not resorted 
to currency debasement and had not adoptcd a policy 
of price ceilings. It is no less obvious that the mass 
penury in Asia was caused by the fact that the despotic 
governments nipped in the bud all endeavors to accum- 
ulate capital. The Asiatics, unlike the Western Euro- 
peans, did not develop a legal and constitutional system 
which would have provided the opportunity for large- 
scale capital accumulation. And the public, actuated by 
the old fallacy that a businessman’s wealth is the cause 
of other people’s poverty, applauded whenever rulers 
confiscated the holdings of successful merchants. 
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The economists have always been aware that the ev- 

olution of ideas is a slow, time-consuming process. The 
history of knowledge is the account of a series of suc- 
cessive steps made by men each of whom adds some- 
thing to the thoughts of his predecessors. It is not sur- 
prising that Democritus of Abdera did not develop the 
quantum theory or that the geometry of Pythagoras and 
Euclid is different from that of Hilbert. Nobody ever 
thought that a contemporary of Pericles could have cre- 
ated the free-trade philosophy of Hume, Adam Smith, 
and Ricardo and converted Athens into an emporium of 
capitalism, 

There is no need to analyze the opinion of many his- 
toricists that to the soul of some nations the practices 
of capitalism appear so repulsive that they will never 
adopt them. If there are such peoples, they will forever 
remain poor. There is but one road that leads toward 
prosperity and freedom. Can any historicist on the 
ground of historical experience contest this truth? 

No general rules about the effects of various modes 
of action and of definite social institutions can be de- 
rived from historical experience. In this sense the fa- 
mous dictum is true that the study of history can teach 
only one thing: viz., that nothing can be learned from 
history. We could therefore agree with the historicists 
in not paying much attention to the indisputable fact 
that no people ever raised itself to a somewhat satis- 
factory state of welfare and civilization without the in- 
stitution of private ownership of the means of produc- 
tion. It is not history but economics that clarifies our 
thoughts about the effects of property rights. But we 
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must entirely reject the reasoning, very popular with 
many nineteenth-century writers, that the alleged fact 
that the institution of private property was unknown 
to peoples in primitive stages of civilization is a valid 
argument in favor of socialism, Having started as the 
harbingers of a future society which will wipe out all 
that is unsatisfactory and will transform the earth into 
a paradise, many socialists, for instance Engels, virtu- 
ally became advocates of a return to the supposedly 
blissful conditions of a fabulous golden age of the re- 
mote past. 

It never occurred to the historicists that man must 
pay a price for every achievement. People pay the price 
if they believe that the benefits derived from the thing 
to be acquired outweigh the disadvantages resulting 
from the sacrifice of something else. In dealing with 
this issue historicism adopts the illusions of romantic 
poetry. It sheds tears about the defacement of nature 
by civilization. How beautiful were the untouched vir- 
gin forests, the waterfalls, the solitary shores before the 
greed of acquisitive people spoiled their beauty! The 
romantic historicists pass over in silence the fact that 
the forests were cut down in order to win arable land 
and the falls were utilized to produce power and light. 
There is no doubt that Coney Island was more idyllic 
in the days of the Indians than it is today. But in its 
present state it gives millions of New Yorkers an oppor- 
tunity to refresh themselves which they cannot get else- 
where. Talk about the magnificence of untouched nature 
is idle if it does not take into account what man has got 
by “desecrating” nature. The earth‘s marvels were cer- 
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tainly splendid when visitors seldom set foot upon them. 
Commercially organized tourist traffic made them ac- 
cessible to the many. The man who thinks “What a pity 
not to be alone on this peak! Intruders spoil my pleas- 
ure,” fails to remember that he himself probably would 
not be on the spot if business had not provided all the 
facilities required. 

The technique of the historicists’ indictment of c a p  
italism is simple indeed. They take all its achievements 
for granted, but blame it for the disappearance of some 
enjoyments that are incompatible with it and for some 
imperfections which still may disfigure its products. 
They forget that mankind has had to pay a price for its 
achievements-a price paid wilIingly because people 
believe that the gain derived, e.g., the prolongation of 
the average length of life, is more to be desired. 

5. Dissohing History 

History is a sequence of changes, Every historical sit- 
uation has its individuality, its own characteristics that 
distinguish it from any other situation. The stream of 
history never returns to a previously occupied point. 
History is not repetitious. 

Stating this fact is not to express any opinion about 
the biological and anthropological problem of whether 
mankind is descended from a common human ancestry. 
There is no need to raise the question here whether the 
transformation of subhuman primates into the species 
Homo sapiens occurred only once at a definite time and 
in a definite part of the earth‘s surface or came to pass 
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several times and resulted in the emergence of various 
original races. Neither does the establishment of this 
fact mean that there is such a thing as unity of civiliza- 
tion. Even if we assume that all men are scions of a 
common human ancestry, there remains the fact that 
the scarcity of the means of sustenance brought about 
a dispersal of people over the globe. This dispersal re- 
sulted in the segregation of various groups. Each of 
these groups had to solve for itself man’s specific prob- 
lem of life: how to pursue the conscious striving after 
improvement of conditions warranting survival. Thus 
various civilizations emerged. I t  will probably never be 
known to what extent definite civilizations were iso- 
lated and independent of one another. But it is certain 
that for thousands of years instances of such cultural 
isolation existed. It was only the explorations of Euro- 
pean navigators and travelers that finalIy put an end 
to it. 

Many civilizations came to an impasse. They either 
were destroyed by foreign conquerors or disintegrated 
from within. ISext to the ruins of marvelous structures 
the progeny of their builders live in poverty and ig- 
norance. The cultural achievements of their forefathers, 
their philosophy, technology, and often even their lan- 
guage have fallen into oblivion, and the people have 
relapsed into barbarism. In some cases the literature of 
the extinct civilization has been preserved and, redis- 
covered by scholars, has iniluenced later generations 
and civilizations. 

Other civilizations developed to a certain point and 
then came to a standstill. They were arrested, as Bage- 
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hot said.l The people tried to preserve the achievements 
of the past but they no longer planned to add anything 
new to them. 

A firm tenet of eighteenth-century social philosophy 
was meliorism. Once the superstitions, prejudices, and 
errors that caused the downfall of older civilizations 
have givcn way to the supremacy of reason, there will 
be a steady improvement of human conditions. The 
world will become better every day. Mankind will 
never return to the dark ages. Progress toward higher 
stages of well-being and knowledge is irresistible, All 
reactionary movements are doomed to failure. Present- 
day philosophy no longer indulges in such optimistic 
views. We realize that our civilization too is vulnerable. 
True, it is safe against external attacks on the part of 
foreign barbarians. But it could be destroyed from 
within by domestic barbarians. 

Civilization is the product of human effort, the 
achievement of men eager to fight the forces adverse to 
their well-being. This achievement is dependent on 
men’s using suitable means. If the means chosen are not 
fit to produce the ends sought, disaster results. Bad pol- 
icies can disintegrate our civilization as they have de- 
stroyed many other civilizations. But neither reason 
nor experience warrants the assumption that we cannot 
avoid choosing bad policies and thereby wrecking our 
civilization. 

There are doctrines hypostatizing the notion of civ- 
ilization. In their view a civilization is a sort of living 
being. It comes into existence, thrives for some time, 

1. Walter Bagehot, Physics and Politics (London, 1872), p. 212. 
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and finally dies. All civilizations, however different 
they may appear to the superfkial observer, have the 
same structure. They must necessarily pass through the 
same sequence of successive stages. There is no history. 
What is mistakenly called history is in fact the repe- 
tition of events belonging to the same class; is, as 
Nietzsche put it, eternal recurrence. 

The idea is very old and can be traced back to an- 
cient philosophy. It was adumbrated by Giovanni Bat- 
tista Vico. I t  played some role in the attempts of several 
economists to develop schemes of parallelisms of the 
economic history of various nations. I t  owes its present 
popularity to Oswald Spengler’s Decline of the West. 
Softened to some extent and thereby rendered incon- 
sistent, it is the main idea of the voluminous Study of 
History on which Arnold J. Toynbee is stiII. working. 
There is no doubt that both Spengler and Toynbee were 
prompted by the widespread disparagement of capital- 
ism. Spengler’s motive clearly was to prognosticate the 
inevitable breakdown of our civilization. Although un- 
affected by the chiliastic prophecies of the Marxians, he 
was himself a socialist and entirely under the sway of 
the socialists’ vilification of the market economy. He 
was judicious enough to see the disastrous implications 
of the policies of the German Marxians. But, lacking 
any economic knowledge and even full of contempt for 
economics, he came to the conclusion that our civiliza- 
tion has to choose between two evils each of which is 
bound to destroy it. The doctrines of both Spengler and 
Toynbee show clearly the poor results engendered by 
neglect of economics in any treatment of human con- 
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cerns. True, Western civilization is decadent. But its de- 
cadence consists preciseIy in the endorsement of the 
anticapitalis tic creed. 

What we may call the Spengler doctrine dissolves 
history into the record of the life span of individual 
entities, the various civilizations. We are not told in 
precise terms what marks characterize an individual 
civilization as such and distinguish it from another civ- 
ilization. All that we learn about this essential matter 
is metaphorical. A civilization is like a biological being; 
it is born, grows, matures, decays, and dies. Such and- 
ogies are no substitute for unambiguous clarification 
and definition. 

HistoricaI research cannot deal with all things to- 
gether; it must divide and subdivide the totality of 
events. Out of the whole body of history it carves sep- 
arate chapters. The principles appIied in so doing are 
determined by the way the historian understands things 
and events, value judgments and the actions prompted 
by them and the relation of actions to the further course 
of affairs. Almost all historians agree in dealing sepa- 
rately with the history of various more or less isolated 
peoples and civilizations. Differences of opinion about 
the appIication of this procedure to definite problems 
must be decided by careful examination of each indi- 
vidual case. No epistemological objection can be raised 
to the idea of distinguishing various civilizations within 
the totality of history. 

But what the SpengIer doctrine means is something 
entirely different. In its context a civilization is a Gestalt, 
a whole, an individuality of a distinct nature. What de- 
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termines its origin, changes, and extinction stems from 
its own nature. It is not the ideas and actions of the 
individuals that constitute the historical process. There 
is in fact no historical process. On the earth civilizations 
come into being, live for some time, and then die just 
as various specimens of every plant species are born, 
live, and wither away. Whatever men may do is irrele- 
vant to the final outcome. Every civilization must decay 
and die. 

There is no harm in comparing different historical 
events and different events that occurred in the history 
of various civilizations. But there is no justification 
whatever for the assertion that every civilization must 
pass through a sequence of inevitable stages. 

Mr. Toynbee is inconsistent enough not to deprive us 
entirely of any hope for the survival of our civilization. 
While the whole and only content of his study is to 
point out that the process of civilization consists of pe- 
riodic repetitive movements, he adds that this “does not 
imply that the process itself is of the same cyclical order 
as they are.” Having taken pains to show that sixteen 
civilizations have perished already and nine others are 
at the point of death, he expresses a vague optimism 
concerning thc future of the twenty-sixth civilization.’ 

History is the record of human action. Human action 
is the conscious effort of man to substitute more satis- 
factory conditions for less satisfactory ones. Ideas de- 
determine what are to be considered more and less 
satisfactory conditions and what means are to be re- 

2. A. J. Toynbee, A Study of History, Abridgment of Volumes 
I-VI by D. C. Somervell (Oxford University Press, 1947), p. 254. 
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sorted to to alter them. Thus ideas are the main theme of 
the study of history. Ideas are not an invariable stock 
that existed from the very beginning of things and that 
does not change. Every idea originated at a definite 
point of time and space in the head of an individuaI. 
(Of course, it has happened again and again that the 
same idea originated independently in the heads of var- 
ious individuals at various points of time and space.) 
The genesis of every new idea is an innovation; it adds 
something new and unheard of before to the course of 
world affairs. The reason history does not repeat itself 
is that every historical state is the consummation of the 
operation of ideas different from those that operated in 
other historical states. 

Civilization differs from the mere biological and phys- 
iological aspects of life in being an offshoot of ideas. 
The essence of civilization is ideas. If we try to distin- 
guish different civilizations, the differentia specifica can 
be found only in the different meanings of the ideas 
that determined them. Civilizations differ from one an- 
other precisely in the quality of the substance that char- 
acterizes them as civilizations. In  their essential struc- 
ture they are unique individuals, not members of a class. 
This forbids us to compare their vicissitudes with the 
physiological process going on in an individual man’s or 
animal’s life. In every animal body the same physiolog- 
ical changes come to pass. A child ripens in the mother’s 
womb, it is delivered, grows, matures, decays, and dies 
in the consummation of the same cycle of life. It is 
quite another thing with civilizations. In being civiliza- 
tions they are disparate and incommensurable because 
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they are actuated by different ideas and therefore de- 
velop in different ways. 

Ideas must not be classified without regard to the 
soundness of their content. Men have had different 
ideas concerning the cure of cancer. Up to now none 
of these ideas has produced fully satisfactory results. 
But this would not justify the inference that therefore 
future attempts to cure cancer will also be futile. The 
historian of past civiiizations may declare: There was 
something wrong with the ideas upon which those civ- 
ilizations that decayed from within were buiIt. But he 
must not derive from this fact the conclusion that other 
civilizations, built on different ideas, are also doomed. 
Within the body of animals and plants forces are o p  
erating that are bound to disintegrate it eventually. No 
such forces could be discovered in the “body” of a civ- 
ilization which would not be the outcome of its partic- 
ular ideologies. 

No less vain are efforts to search in the history of 
various civilizations for parallelisms or identical stages 
in their life span. We may compare the history of vari- 
ous peoples and civilizations. But such comparisons 
must deal not only with similarities but also with differ- 
ences. The eagerness to discover similarities induces 
authors to neglect or even to conjure away discrepan- 
cies. The first task of the historian is to deal with his- 
torical events. Comparisons made afterward on the 
basis of a knowledge of events as perfect as possible 
may be harmless or sometimes even instructive. Com- 
parisons that accompany or even precede study of the 
sources create confusion if not outright fables. 
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6. Undoing History 

There have always been people who exalted the good 
old days and advocated a return to the happy past. The 
resistance offered to legal and constitutional innova- 
tions by those whom they hurt has frequently crystal- 
lized in programs that requested a reconstruction of 
old institutions or presumably old institutions. In some 
cases reforms that aimed at something essentially new 
have been rccornmended as a restoration of ancient law. 
An eminent example was provided by the role -Magna 
Charta played in the ideologies of England’s seven- 
teenth-century anti-Stuart parties. 

But it was historicism which for the first time frankly 
suggested unmaking historical changes and returning to 
extinct conditions of a remote past. We need not deal 
with the lunatic fringe of this movement, such as Ger- 
man attempts to revive the cult of Wodan. Neither do 
the sartorial aspects of these tendencies deserve more 
than ironical comments. (A magazine picture showing 
members of the Hanover-Coburg family parading in 
the garb of the Scottish clansmen who fought at Cullo- 
den would have startled the “Butcher” Cumberland. ) 
Only the linguistic and economic issues involved re- 
quire attention. 

In the course of history many Ianguages have been 
submerged. Some disappeared completely without leav- 
ing any trace. Others are preserved in old documents, 
books, and inscriptions and can be studied by scholars. 
Several of these “dead” languages-Sanskrit, Hebrew, 
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Greek, and Latin-influence contemporary thought 
through the philosophical and poetical value of the 
ideas expressed in their literature. Others are merely 
objects of philological research. 

The process that resulted in the extinction of a lan- 
guage was in many cases merely linguistic growth and 
transformation of the spoken word. A long succession 
of slight changes altered the phonetic forms, the vocab- 
ulary, and the syntax so thoroughly that later genera- 
tions could no longer read the documents bequeathed 
by their ancestors. The vernacular developed into a new 
distinct language. The old tongue could only be under- 
stood by those with special training. The death of the 
old language and the birth of the new one were the 
outcome of a slow, peaceful evolution. 

But in many cases linguistic change was the outcome 
of political and military events. People speaking a for- 
eign language acquired political and economic hegem- 
ony either by military conquest or by the superiority 
of their civilization. Those speaking the native tongue 
were relegated to a subordinate position. On account 
of their social and political disabilities it did not matter 
very much what they had to say and how they said it. 
Important business was transacted exclusively in the 
language of their masters. Rulers, courts, church, and 
schools employed only this language; it was the lan- 
guage of the laws and the literature. The old native 
tongue was used only bv the uneducated populace. 
Whenever one of these underlings wanted to rise to a 
better position, he had first to learn the language of 
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the masters. The vernacular was reserved to  the dullest 
and the least ambitious; it fell into contempt and finally 
into oblivion. A foreign language superseded the native 
idiom. 

The political and military events that actuated this 
linguistic process were in many cases characterized by 
tyrannical cruelty and pitiless persecution of all oppo- 
nents. Such methods met with the approval of some 
philosophers and moralists of precapitalistic ages, as 
they have sometimes won the praise of contemporary 
“idealists” when the socialists resort to them. But to the 
“spurious rationalistic dogmatism of the orthodox lib- 
eral doctrinaires” they appear shocking. The historical 
writings of the latter lacked that lofty relativism which 
induced self-styled “realistic” historians to explain and 
to justify all that had happened in the past and to vin- 
dicate surviving oppressive institutions. (As one critic 
reproachfully observed, in the utilitarians “old institu- 
tions awake no thrill; they are simply embodiments of 
prejudice.”) I t  does not need any further explanation 
why the descendants of the victims of those persecu- 
tions and oppressions judged in a different way the ex- 
perience of their ancestors, still less why they were in- 
tent upon abolishing those effects of past despotism 
which still hurt them. In some cases, not content with 
eliminating still existing oppression, they planned to 
undo also such changes as did not harm them any 
longer, however detrimental and malignant the proc- 

1. Leslie Stephens, The English UtilitarMns (London, 1900), 3, 
70 (on J. Stuart Mill). 
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ess that had brought them about had been in a distant 
past. It is precisely this that the attempts to undo lin- 
guistic changes aim at. 

The best example is provided by Ireland. Aliens had 
invaded and conquered the country, expropriated the 
landowners, destroyed its civilization, organized a des- 
potic regime, and tried to convert the people by force 
of arms to a religious creed which they despised. The 
establishment of an alien church did not succeed in 
making the Irish abandon Roman Catholicism. But the 
English language superseded the native Gaelic idiom. 
When later the Irish succeeded step by step in curbing 
their foreign oppressors and finally acquiring political 
independence, most of them were no longer linguis- 
tically different from the English. They spoke English 
and their eminent writers wrote English books some of 
which are among the outstanding works of modern 
world literature. 

This state of affairs hurts the feelings of many Irish. 
They want to induce their fellow citizens to return to 
the idiom their ancestors spoke in ages gone by. There 
is little open opposition to these pursuits. Few peopIe 
have the courage to fight a popular movement openly, 
and radical nationalism is today, next to socialism, the 
most popular ideology. Nobody wants to risk being 
branded an enemy of his nation. But powerful forces 
are silently resisting the linguistic reform. People cling 
to the tongue they speak no matter whether those who 
want to suppress it are foreign despots or domestic 
zealots. The modem Irish are fully aware of the ad- 
vantages they derive from the fact that English is the 
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foremost language of contemporary civilization, which 
everyone has to learn in order to read many important 
books or to play a role in international trade, in world 
affairs, and in great ideological movements. Precisely 
because the Irish are a civilized nation whose authors 
write not for a limited audience but for all educated 
people, the chances of a substitution of Gaelic for Eng- 
lish are slim. No nostalgic sentimentality can alter these 
circumstances. 

It must be mentioned that the linguistic pursuits of 
Irish nationalism were prompted by one of the most 
widely adopted poIitical doctrines of the nineteenth 
century. The principle of nationality as accepted by all 
the peoples of Europe postulates that every linguistic 
group must form an independent state and that this 
state must embrace all people speaking the same lan- 

From the point of view of this principle an 
English-speaking Ireland should belong to the United 
Kingdom of Great Britain and Ireland, and the mere 
existence of an independent Irish Free State appears 
irregular. The prestige which the principle of national- 
ity enjoyed in Europe was so enormous that various 
peoples who desired to form a state of their own the in- 
dependence of which was at variance with it tried to 
change their language in order to justify their aspira- 
tions in its light. This explains the attitude of the Irish 
nationalists, but it does not affect what has been said 
about the implications of their linguistic plans. 

A language is not simply a collection of phonetic 

2. Mises, Omnipotent Gooernlnent (New Haven, Yale University 
Press, 1944 1, pp. 8p9. 
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signs. It is an instrument of thinking and acting. Its vo- 
cabulary and grammar are adjusted to the mentality of 
the individuals whom it serves. A living language- 
spoken, written, and read by living men-changes con- 
tinually in conf onnity with changes occurring in the 
minds of those who use it. A language fallen into desue- 
tude is dead because it no longer changes. It mirrors 
the mcntality of people long since passed away. It is 
useless to the people of another age no matter whether 
these people are biologically the scions of those who 
once used it or merely believe themselves to be their 
descendants. The trouble is not with the terms signify- 
ing tangible things. Such terms couId be supplemented 
by neologisms. It is the abstract terms that provide in- 
soluble problems. The precipitate of a people’s ideolog- 
ical controversies, of their ideas concerning issues of 
pure knowledge and religion, legal institutions, political 
organization, and economic activities, these terms re- 
flect all the vicissitudes of their history. In learning their 
meaning the rising generation are initiated into the 
mental environment in which they have to live and to 
work. This meaning of the various words is in continual 
flux in response to changes in ideas and conditions. 

Those who want to revive a dead language must in 
fact create out of its phonetic elements a new language 
whose vocabulary and syntax are adjusted to the con- 
ditions of the present age, entirely different from those 
of the old age. The tongue of their ancestors is of no 
use to the modern Irish. The laws of present-day Ire- 
land could not be written in the old vocabulary; Shaw, 
Joyce, and Yeats could not have employed it in their 
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plays, novels, and poems. One cannot wipe out history 
and return to the past. 

Different from the attempts to revive dead idioms 
are the plans to elevate local dialects to the position 
of a language of literature and other manifestations of 
thinking and acting. When communication between the 
various parts of a nation’s territory was infrequent on 
account of the paucity of the interlocal division of labor 
and the primitiveness of transportation facilities, there 
was a tendency toward a disintegration of linguistic 
unity. Different dialects developed out of the tongue 
spoken by the people who had settled in an area. Some- 
times these dialects evolved into a distinct literary lan- 
guage, as was the case with the Dutch language. In 
other cases only one of the dialects became a literary 
language, while the others remained idioms employed 
in daily life but not used in the schools, the courts, in 
books, and in the conversation of educated people. Such 
was the outcome in Germany, for instance, where the 
writings of Luther and the Protestant theologians gave 
the idiom of the “Saxon Chancellery” a preponderant 
position and reduced all other dialects to subordinate 
rank. 

Under the impact of historicism movements sprang 
up which aim at undoing this process by elevating dia- 
lects into literary languages. The most remarkable of 
these tendencies is Fdlibrige, the design to restore to 
the Provenqal tongue the eminence it once enjoyed as 
Langue d’Oc. The Fdibrists, led by the distinguished 
poet Mistral, were judicious enough not to plan a com- 
plete substitution of their idiom for French. But even 
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the prospects of their more moderate ambition, to cre- 
ate a new Provenqal poesy, seem to be inauspicious. 
One cannot imagine any of the modern French master- 
pieces composed in Provenpal. 

Local dialects of various languages have been em- 
ployed in novels and plays depicting the life of the un- 
educated. There is often an inherent insincerity in such 
writings. The author condescendingly puts himself on 
a level with people whose mentality he never shared 
or has since outgrown. He behaves like an adult who 
condescends to write books for children. No present- 
day work of literature can withdraw itself from the im- 
pact of the ideologies of our age. Once having gone 
through the schools of these ideologies, an author can- 
not successfully masquerade as a simple common man 
and adopt his speech and his world view. 

History is an irreversible process. 

7. Undoing Economic History 

The history of mankind is the record of a progressive 
intensification of the division of labor. Animals live in 
perfect autarky of each individual or of each quasi 
family. What made cooperation between men possible 
is the fact that work performed under the division of 
tasks is more productive than the isolated efforts of au- 
tarkic individuals and that man’s reason is capable of 
conceiving this truth. But for these two facts men would 
have remained forever solitary food-seekers, forced by 
an inevitable law of nature to fight one another without 
pity and pardon. No social bonds, no feelings of syrn- 
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pathy, benevolence, and friendship, no civilization 
would have developed in a world in which everybody 
had to see in all other men rivals in the biological com- 
petition for a strictly limited supply of food. 

One of the greatest achievements of eighteenth-cen- 
tury social philosophy is the disclosure of the role 
which the principle of higher productivity resulting 
from division of labor has played in history. It was 
against these teachings of Smith and Ricardo that the 
most passionate attacks of historicism were directed. 

The operation of the principle of division of labor 
and its corollary, cooperation, tends ultimately toward 
a world-embracing system of production. Insofar as the 
geographical distribution of naturaI resources does not 
limit the tcndencies toward specialization and integra- 
tion in the processing trades, the unhampered market 
aims at the evolution of plants operating in a compara- 
tively narrow field of specialized production but sew- 
ing the wholc population of the earth. From the point 
of view of people who prefer more and better mcrchan- 
dise to a smaller and poorer supply the ideal system 
would consist in the highest possible concentration of 
the production of each speciality. The same principle 
that brought about the emergence of such specialists as 
blacksmiths, carpenters, tailors, bakers and also physi- 
cians, teachers, artists and writers would finally result 
in the emergence of one factory supplying the whole 
oecumene with some particular article. Although the 
geographical factor mentioned above counteracts the 
full operation of this tendency, international division of 
labor came into existence and will move forward until 
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it reaches the limits drawn by geography, geology, and 
climate. 

Every step on the road toward intensification of the 
division of labor hurts in the short run the personal in- 
terests of some people. The expansion of the more effi- 
cient plant hurts the interests of less efficient competitors 
whom it forces to go out of business. Tcchnological in- 
novation hurts the interests of workers who can no 
longer make a living by clinging to the discarded in- 
ferior methods. The vested short-run interests of small 
business and of inefficient workers are adversely affected 
by any improvement. This is not a ncw phenomenon. 
Neither is it a new phenomenon that those prejudiced 
by economic improvement ask for privileges that will 
protect them against the competition of the more effi- 
cient. The history of mankind is a long record of obsta- 
cles placed in the way of the more efkient for the ben- 
efit of the less efficient. 

I t  is customary to explain the obstinate efforts to stop 
economic improvement by referring to the “interests.” 
The explanation is very unsatisfactory. Leaving aside 
the fact that an innovation hurts merely the short-run 
interests of some people, we must emphasize that it 
hurts only the interests of a small minority while favor- 
ing those of the immense majority. The bread factory 
certainly hurts the smaU bakers. But it hurts them solely 
because it improves the conditions of all people con- 
suming bread. The importation of foreign sugar and 
watches hurts the interests of a small minority of Amer- 
icans. But it is a boon for all those who want to eat 
sugar and to buy watches. The problem is precisely 
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this: Why is an innovation unpopular although it favors 
the interests of the great majority of the people? 

A privilege accorded to a special branch of business 
is in the short run advantageous to those who at the 
instant happen to be in this branch. But it hurts all 
other people to the same extent. If everybody is priv- 
ileged to the same degree, he loses as much in his ca- 
pacity as a consumer as he wins in his capacity as a 
producer. Moreover, everybody is hurt by the fact that 
productivity in all branches of domestic production 
drops on account of these privi1eges.l To the extent that 
American legislation is successful in its endeavors to 
curb big business, all are hurt because the products are 
produced at higher costs in plants which would have 
been wiped out in the absence of this poIicy. If the 
United States had gone as far as Austria did in its fight 
against big business, the average American would not 
be much better off than the average Austrian. 

It is not the interests that motivate the struggle 
against the further intensification of the division of la- 
bor, but spurious ideas about alleged interests. As in 
any other regard, historicism in dealing with these prob- 
lems too sees only the short-run disadvantages that re- 
sult for some people and ignores the long-run advan- 
tages for all of the people. It recommends measures 
without mentioning the price that must be paid for 
them. What fun shoemaking was in the days of Hans 
Sachs and the Meistersinger! No need to analyze criti- 
cally such romantic dreams. But how many people went 
barefoot in those days? What a disgrace the big chemi- 

1. See above, pp. 32f. 
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cal concerns are! But would it have been possible for 
pharmacists in their primitive laboratories to turn out 
the drugs that kill the bacilli? 

Those who want to set the clock of history back 
ought to tell people what their policy would cost. Split- 
ting up big business is all right if you are prepared to 
put up with the consequences. If the present American 
methods of taxing incomes and estates had been adopted 
fifty years ago, most of those new things which no 
American would like to do without today would not 
have been developed at all or, if they had, would have 
been inaccessible to the greater part of the nation. What 
such authors as Professors Somhart and Tawney say 
about the blissful conditions of the Middle Ages is mere 
fantasy. The effort “to achieve a continuous and unlim- 
ited increase in material wealth,” says Professor Taw- 
ney, brings “ruin to the soul and confusion to society.” * 
No need to stress the fact that some people may feel 
that a soul so sensitive it is ruined by the awareness 
that more infants survive the first year of their lives and 
fewer peopIe die from starvation today than in the 
Middle Ages is worth being ruined. What brings con- 
fusion to society is not wealth but the efforts of histori- 
cists such as Professor Tawney to discredit “economic 
appetites.” After all it was nature, not the capitalists, 
that implanted appetites in man and impels him to sat- 
isfy them. In the colIectivist institutions of the Middle 
Ages, such as church, township, village community, clan, 
family, and guild, says Sombart, the individual “was kept 

2. R. H. Tawney, Religion and the Rise of Capitalism (New York, 
Penguin Books, n.d.), pp. 38 and 234. 
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warm and sheltered like the fruit in its rind.” Is this 
a faithful description of a time when the population 
was harassed again and again by famines, plagues, wars, 
the persecution of heretics, and other disasters? 

It is certainly possible to stop the further progress of 
capitalism or even to return to conditions in which small 
business and more primitive methods of production pre- 
vail. A police apparatus organized after the pattern of 
the Soviet constabulary can achieve many things. The 
question is only whether the nations that have built 
modern civilization will be ready to pay the price. 

3. W. Sombart, Der proletarkche Soziulismus (10th ed. Jena, 
1924), I ,  31. 



Chapter 11. The Challenge of Scientism 

1. Positizjism and Rehauiorism 

WHAT differentiates the realm of the natural sciences 
from that of the sciences of human action is the cate- 
gorial system resorted to in each in interpreting phe- 
nomena and constructing theories. The natural sciences 
do not know anything about final causes; inquiry and 
theorizing are entirely guided by the catcgory of 
causality. The field of the sciences of human action is 
the orbit of purpose and of conscious aiming at ends; 
it is teleological. 

Both categories were resorted to by primitive man 
and are resorted to today by everybody in daily think- 
ing and acting. The most simple skills and techniques 
imply knowledge gathered by rudimentary research 
into causality. Where people did not know how to seek 
the relation of cause and effect, they looked for a tele- 
ological interpretation. They invented deities and devils 
to whose purposeful action certain phenomena were 
ascribed. A god emitted lightning and thunder. An- 
other god, angry about some acts of men, killed the 
offenders by shooting arrows. A witch's evil eye made 
women barren and cows dry. Such beliefs generated 
definite methods of action. Conduct pleasing to the 
deity, offering of sacrifices and prayer were considered 
suitable means to appease the deity's anger and to 

240 
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avert its revenge; magic rites were employed to neu- 
tralize witchcraft. Slowly people came to learn that 
meteorological events, disease, and the spread of 
plagues are natural phenomena and that lightning rods 
and antiseptic agents provide effective protection while 
magic rites are useless. It was only in the modern era 
that the natural sciences in all their fields substituted 
causal research for finalism. 

The marvelous achievements of the experimental nat- 
ural sciences prompted the emergence of a materialistic 
metaphysical doctrine, positivism. Positivism flatly de- 
nies that any field of inquiry is open for teleological 
research. The experimental methods of the natural sci- 
ences are the only appropriate methods for any kind of 
investigation. They alone are scientific, while the tra- 
ditional methods of the sciences of human action are 
metaphysical, that is, in the terminology of positivism, 
superstitious and spurious. Positivism teaches that the 
task of science is exclusively the description and in- 
terpretation of sensory experience. It rejects the intro- 
spection of psychology as well as all historical disci- 
plines. It is especially fanatical in its condemnation of 
economics. Auguste Comte, by no means the founder 
of positivism but merely the inventor of its name, sug- 
gested as a substitute for the traditional methods of 
dealing with human action a new branch of science, 
sociology. Sociology should be social physics, shaped 
according to the epistemological pattern of Newtonian 
mechanics. The pIan was so shallow and impractical 
that no serious attempt was ever made to realize it. The 
first generation of Comte’s followers turned instead 
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toward what they believed to be biological and organic 
interpretation of social phenomena. They indulged 
freely in metaphorical language and quite seriously 
discussed such problems as what in the social “body” 
should be classed as “intercellular substance.” When the 
absurdity of this biologism and organicism became ob- 
vious, the sociologists completely abandoned the am- 
bitious pretensions of Comte. There was no longer any 
question of discovering a posteriori laws of social 
change. Various historical, ethnographical, and psycho- 
logical studies were put out under the label sociology. 
Many of these publications were dilettantish and con- 
fused; some are acceptable contributions to various 
fields of historical research. Without any value, on the 
other hand, were the writings of those who termed 
sociology their arbitrary metaphysical effusions about 
the recondite meaning and end of the historical process 
which had been previously styled philosophy of his- 
tory. Thus, Emile Durkheim and his school revived 
under the appellation group mind the old specter of 
romanticism and the German school of historical juris- 
prudence, the Volksgeist. 

In spite of this manifest failure of the positivist pro- 
gram, a neopositivist movement has arisen. It stub- 
bornly repeats all the fallacies of Comte. The same 
motive inspires these writers that inspired Comte. They 
are driven by an idiosyncratic abhorrence of the market 
economy and its political corollary: representative gov- 
ernment, freedom of thought, speech, and the press. 
They long for totalitarianism, dictatorship, and the 
ruthless oppression of all dissenters, taking, of course, 
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for granted that they themselves or their intimate 
friends will be vested with the supreme office and the 
power to silence all opponents. Comte without shame 
advocated suppression of all doctrines he disliked. The 
most obtrusive champion of the neopositivist program 
concerning the sciences of human action was Otto Neu- 
rath who, in 1919, was one of the outstanding leaders of 
the short-lived Soviet regime of Munich and later co- 
operated briefly in Moscow with the bureaucracy of 
the Bo1sheviks.l Knowing they cannot advance any 
tenable argument against the economists’ critique of 
their plans, these passionate communists try to  discredit 
economics wholesale on epistemological grounds. 

The two main varieties of the neopositivistic assault 
on economics are panphysicalism and behaviorism. 
Both claim to substitute a purely causal treatment of 
human action for the-as they declare unscientific- 
teleological treatment. 

Panphysicalism teaches that the procedures of phys- 
ics are the only scientific method of all branches of 
science. It denies that any essential differcnces exist 
between the natural sciences and the sciences of human 
action. This denial lies behind the panphysicalists’ slo- 
gan “unified science.” Sense experience, which conveys 
to man his information about physical events, provides 
him also with all information about the behavior of his 
fellow men. Study of the way his fellows react to var- 
ious stimuli does not differ essentially from study of the 
way other objects react. The language of physics is the 

twnal Encyclopediu of Unified Science, Vol. 2, No. 1. 
1. Otto Neurath, “Foundations of the Social Sciences,” Internu- 
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universal language of all branches of knowledge, with- 
out exception. What cannot be rendered in the lan- 
guage of physics is metaphysical nonsense. I t  is arro- 
gant pretension in man to believe that his role in the 
universe is different from that of other objects. In the 
eyes of the scientist all things are equal. All talk about 
consciousness, volition, and aiming at ends is empty. 
Man is just one of the elements in the universe. The 
applied science of social physics, social engineering, 
can deal with man in the same way technology deals 
with copper and hydrogen. 

The panpliysicalist might admit at least one essential 
difference between man and the objects of physics. The 
stones and the atoms reflect neither upon their own 
nature, properties, and behavior nor upon those of man. 
They do not engineer either themsclves or man. Man is 
at least different from them insofar as he is a physicist 
and an engineer. I t  is difficult to conceive how one 
could deal with the activities of an engineer without 
realizing that he chooses between various possible lines 
of conduct and is intent upon attaining definite ends. 
Why does he build a bridge rather than a ferry? Why 
does he build one bridge with a capacity of ten tons 
and another with a capacity of twenty tons? Why is he 
intent upon constructing bridges that do not collapse? 
Or is it onIy an accident that most bridges do not col- 
lapse? If one eliminates from the treatment of human 
action the notion of conscious aiming at definite ends, 
one must replace it by the-really metaphvsical-idea 
that some superhuman agency leads men, independ- 
entIy of their will, toward a predestined goal: that what 
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put the bridge-builder into motion was the preordained 
plan of Geist or the material productive forces which 
mortal men are forced to execute. 

To say that man reacts to stimuli and adjusts himself 
to the conditions of his environment docs not provide 
a satisfactory answer. To the stimulus offered by the 
English Channel some people have reacted by staying 
at  home; others have crossed it in rowboats, sailing 
ships, steamers, or, in modern times simply by swim- 
ming. Some fly over it in planes; others design schemes 
for tunneling under it. I t  is vain to ascribe the differ- 
ences in reaction to differences in attendant circum- 
stances such as the state of technological knowledge 
and the supply of labor and capital goods. These other 
conditions too are of human origin and can only be 
explained by resorting to teleological methods. 

The approach of behaviorism is in some respects dif- 
ferent from that of panphysicalism, but it resembles the 
latter in its hopeless attempt to deal with human action 
without reference to consciousness and aiming at ends. 
It bases its reasoning on the slogan “adjustment.” Like 
any other being, man adjusts himself to the conditions 
of his environment. But behaviorism fails to explain 
why different people adjust themselves to the same 
conditions in different ways. Why do some people flee 
violent aggression while others resist it? Why did the 
peoples of Western Europe adjust themsclves to the 
scarcity of all things on which human well-being de- 
pends in a way entirely different from that of the 
Orientals? 

Behaviorism proposes to study human behavior ac- 
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cording to the methods dcveloped by animal and infant 
psychology. I t  seeks to investigate reflexes and instincts, 
automatisms and unconscious reactions. But it has told 
us nothing about the reflexes that have built cathedrals, 
railroads, and fortresses, the instincts that have pro- 
duced philosophies, poems, and legal systems, the au- 
tomatisms that have resulted in the growth and decline 
of empires, the unconscious reactions that are splitting 
atoms. Behaviorism wants to observe f-lurnan behavior 
from without and to deal with it merely as reaction to 
a definite situation. It punctiliously avoids any refer- 
ence to meaning and purpose. However, a situation can- 
not be described without analyzing the meaning which 
the man concerned finds in it. If one avoids dealing 
with this meaning, one neglects the essential factor that 
decisivcly determines the mode of reaction. This re- 
action is not automatic but depends cntirely upon the 
interpretation and value judgments of the individual, 
who aims to bring about, if feasible, a situation which 
he prefers to the state of affairs that would prevail if he 
were not to interfere. Consider a behaviorist describing 
the situation which an offer to sell brings about without 
reference to the meaning each party attaches to it! 

In fact, behaviorism would outlaw the study of hu- 
man action and substitute physiology for it. The be- 
haviorists never succeeded in making clear the differ- 
ence between physiology and behaviorism. Watson 
declared that physiology is “particularly interested in 
the functioning of parts of the animal . . . , behavior- 
ism, on the other hand, whilc it is intensely interested 
in all of the functioning of these parts, is intrinsically 
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interested in what the whole animal will do.” How- 
ever, such physiological phenomena as the resistance 
of the body to infection or the growth and aging of an 
individual can certainly not be caIIed behavior of parts. 
On the other hand, if one wants to call such a gesture 
as the movement of an arm (either to strike or to ca- 
ress ) behavior of the whole human animal, the idea can 
only be that such a gesture cannot be imputed to any 
separate part of the being. But what else can this some- 
thing to which it must be imputed be if not the meaning 
and the intention of the actor or that unnamed thing 
from which meaning and intention originate? Behavior- 
ism asserts that it wants to predict human behavior. 
But it is impossible to predict the reaction of a man ac- 
costed by another with the words “you rat” without 
referring to the meaning that the man spoken to at- 
taches to the epithet. 

Both varieties of positivism decline to recognize the 
fact that men aim purposefully at definite ends. As they 
see it, all events must be interpreted in the relationship 
of stimulus and response, and there is no room left for 
a search for final causes. Against this rigid dogmatism 
it is necessary to stress the point that the rejection of 
finalism in dealing with events outside the sphere of 
human action is enjoined upon science only by the in- 
sufficiency of human reason. The natural sciences must 
refrain from dealing with final causes because they are 
unable to discover any final causes, not because they 
can prove that no final causes are operative. The cogni- 

p. 11. 
2. John B. Watson, Behouiorism (New York, W. W. Norton, 1930), 
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zance of the interconnectedness of all phenomena and 
of the regularity in their concatenation and sequence, 
and the fact that causality research works and has en- 
larged human knowledge, do not peremptorily preclude 
the assumption that final causes are operative in the 
universe. The reason for the natural sciences’ neglect 
of final causes and their exclusive preoccupation with 
causality research is that this method works. The con- 
trivances designed according to the scientific theories 
run the way the theories predicted and thus provide a 
pragmatic verification for their correctness. On the 
other hand the magic devices did not come up to expec- 
tations and do not bear witness to the magic world 
view. 

It is obvious that it is also impossible to demonstrate 
satisfactorily by ratiocination that the alter ego is a 
being that aims purposively at ends. But the same 
pragmatic proof that can be advanced in favor of the 
exclusive use of causal research in the field of nature 
can be advanced in favor of the exclusive use of teleo- 
logical methods in the field of human action. It works, 
while the idea of dealing with men as if they were 
stones or mice does not work. It works not only in the 
search for knowledge and theories but no less in daily 
practice. 

The positivist arrives at his point of view surrepti- 
tiously. He denies to his fellow men the faculty of 
choosing ends and the means to attain these ends, but 
at the same time he claims for himself the ability to 
choose consciously between various methods of scien- 
tific procedure. He shifts his ground as soon as it comes 
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to problems of engineering, whether technological or 
“social.” He designs plans and policies which cannot be 
interpreted as merely being automatic reactions to stim- 
uli. He wants to deprive all his fellows of the right to 
act in order to reserve this privilege for himself alone. 
He is a virtual dictator. 

As the behaviorist tells us, man can be thought of as 
“an assembled organic machine ready to run.” He dis- 
regards the fact that while machines run the way the 
engineer and the operator make them run, men run 
spontaneously here and there. “At birth human infants, 
regardless of their heredity, are as equal as Fords.’’4 
Starting from this manifest falsehood, the behaviorist 
proposes to operate the “human F o r d  the way the 
operator drives his car. He acts as if he owned human- 
ity and were called upon to control and to shape it ac- 
cording to his own designs. For he himself is above the 
law, the godsent ruler of mankind.5 

3. Watson, p. 269. 
4. Horace M. Kallen, ‘‘Behaviorism; Encyclopaedia of the Social 

Sciences, 2, 498. 
5. Karl Mannheim developed a comprehensive plan to pro- 

duce the “best possible” human types by “deliberately” reorganizing 
the various groups of social factors. “We,” that is Karl Mannheim and 
his friends, will determine what “the highest good of society and the 
peace of mind of the individual” require. Then “we” will revamp 
mankind. For our vacation is “the planned guidance of people’s lives.” 
Mannheim, Man and Society in an Age of Reconstruction (London, 
Routledge & Kegan Paul, 1940), p. 222. The most remarkable thing 
about such ideas is that in the thirties and forties they were styled 
democratic, liberal, and progressive. Joseph Goebbels was more mod- 
est than Mannheim in that he wanted only to revamp the German 
people and not the whole of mankind. But in his approach to the 
problem he did not differ essentiaIIy from Mannheim. In a Ietter of 
April 12, 1933, to Wilhelm Furtwhgler he referred to the “we” to 
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As long as positivism does not explain philosophies 
and theories, and the plans and policies derived from 
them, in terms of its stimulus-response scheme, it de- 
feats itself. 

2. The Collectiuist Dogma 

Modern collectivist philosophy is a coarse offshoot 
of the old doctrine of conceptual realism. It has severed 
itself from the general philosophical antagonism be- 
tween realism and nominalism and hardly pays any 
attention to the continued conflict of the two schools. 
It is a political doctrine and as such employs a ter- 
minology that is seemingly different from that used in 
the scholastic debates concerning universals as well 
from that of contemporary neorealism. But the nucleus 
of its teachings does not differ from that of the medieval 
realists. It ascribes to the universals objective real exist- 
ence, even an existence superior to that of individuals, 
sometimes, even, flatly denying the autonomous exist- 
ence of individuals, the only real existence. 

What distinguishes collectivism from conceptual real- 
ism as taught by philosophers is not the method of ap- 
proach but the political tendencies implied. Collectiv- 
ism transforms the epistemological doctrine into an 

whom “the responsible task has been entrusted, to fashion out of the 
raw stufF of the masses the firm and well-shaped structure of the 
nation (denen die verantwortungsvolle Aufgabe anvertraut ist, aus 
dem rohen Stoff der Masse das feste und gestalthafte Gebilde des 
Volkes zu formen).” Berta Geissmar, Musik im Schatten der Politik 
(Zurich, Atlantis Verlag, 1945), pp. 97-9. Unfortunately neither 
Mannheim nor Goebbels told us who had entrusted them with the task 
of reconstructing and re-creating men. 
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ethical claim. It tells people what they ought to do. It 
distinguishes between the true collective entity to 
which people owe loyalty and spurious pseudo entities 
about which they ought not to bother at all. There is no 
uniform collectivist ideology, but many collectivist doc- 
trines. Each of them extols a different collectivist entity 
and requests all decent people to submit to it. Each 
sect worships its own idol and is intolerant of a11 rival 
idols. Each ordains total subjection of the individual, 
each is totalitarian. 

The particularist character of the various collectivist 
doctrines could easily be ignored because they regu- 
larly start with the opposition between society in gen- 
eral and individuals. In this antithesis there appears 
only one collective comprehending all individuals. 
There cannot therefore arise any rivalry among a mul- 
titude of collective entities. But in the further course 
of the anaIysis a special collective is imperceptibly sub- 
stituted for the comprehensive image of the unique 
great society. 

Let us first examine the concept of society in general. 
Men coopcrate with one another. The totality of 

interhuman relations engendered by such cooperation 
is called society. Society is not an entity in itself. It is 
an aspect of human action. It does not exist or live out- 
side of the conduct of people. It is an orientation of hu- 
man action. Society neither thinks nor acts. Individuals 
in thinking and acting constitute a complex of relations 
and facts that are called social relations and facts. 

The issue has been confused by an arithmetical meta- 
phor. Is society, people asked, merely a sum of individ- 
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uals or is it more than this and thereby an entity en- 
dowed with independent reality? The question is non- 
sensical. Society is neither the sum of individuals nor 
more nor less. Arithmetical concepts cannot be applied 
to the matter. 

Another confusion arises from the no less empty ques- 
tion whether society is-in logic and in time-anterior 
to individuals or not. The evolution of society and that 
of civiIization were not two distinct processes but one 
and the same process. The biological passing of a spe- 
cies of primates beyond the level of a mere animal 
existence and their transformation into primitive men 
implied already the development of the first rudiments 
of social cooperation. Homo sapiens appeared on the 
stage of earthly events neither as a solitary food-seeker 
nor as a member of a gregarious flock, but as a being 
consciously cooperating with other beings of his own 
kind. Only in cooperation with his fellows could he de- 
velop language, the indispensable tool of thinking. We 
cannot even imagine a reasonable being living in per- 
fect isolation and not cooperating at least with members 
of his family, clan, or tribe. Man as man is necessarily a 
social animal. Some sort of cooperation is an essential 
characteristic of his nature. But awareness of this fact 
does not justify dealing with social relations as if they 
were something else than relations or with society as 
if it were an independent entity outside or above the 
actions of individual men. 

Finally there are the misconstructions caused by the 
organismic metaphor. We may compare society to a bi- 
ological organism. The tedium compu~ationis is the fact 
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that division of labor and cooperation exist among the 
various parts of a biological body as among the various 
members of society. But the biological evolution that 
resulted in the emergence of the structure-function 
systems of plant and animal bodies was a purely physio- 
logical process in which no trace of a conscioiis activity 
on the part of the cells can be discovered. On the other 
hand, human society is an intellectual and spiritual phe- 
nomenon. In cooperating with their fellows, individuals 
do not divest themselves of their individuality. They 
retain the power to act antisocially, and often make use 
of it. Its place in the structure of the body is invariably 
assigned to each cell. But individuals spontaneously 
choose the way in which they integrate themselves into 
social cooperation. Men have ideas and seek chosen 
ends, while the cells and organs of the body lack such 
autonomy. 

Gestalt psychology passionately rejects the psycho- 
logical doctrine of associationism. It ridicules the con- 
ception of “a sensory mosaic which nobody has ever 
observed and teaches that “analysis if it wants to re- 
veal the universe in its completeness has to  stop at the 
wholes, whatever their size, which possess functional 
reality.” Whatever one may think about Gestalt psy- 
chohgy, it is obvious that it has no reference at all to 
the problems of society. It is manifest that nobody has 
ever observed society as a whole. What can be observed 
is always actions of individuals. In interpreting the var- 
ious aspects of the individual’s actions, the theorists 

1. K. Koffka, “Gestalt,” Encyclopaedia of the Social Sciences, 6, 
644. 
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develop the concept of society. There cannot be any 
question of understanding “the properties of parts from 
the properties of wholes.” There are no properties of 
society that cannot be discovered in the conduct of its 
members. 

In contrasting society and the individual and in deny- 
ing to the latter any “true” reality, the collectivist doc- 
trines look upon the individual merely as a refractory 
rebel. This sinful wretch has the impudence to give 
preference to his petty selfish interests as against the 
sublime interests of the great god society. Of course, 
the collectivist ascribes this eminence only to the right- 
ful social idol, not to one of the pretenders. 

But who pretender is, and who is king, 
God bless us all-that’s quite another thing. 

When the collectivist extols the state, what he means 
is not every state but only that regime of which he ap- 
proves, no matter whether this legitimate state exists 
already or has to be created. For the Czech irredentists 
in the old Austria and the Irish irredentists in the 
United Kingdom the states whose governrncnts resided 
in Vienna and in London were usurpers; their rightful 
state did not yet exist. Especially remarkable is the 
terminology of the Marxians. Marx was bitterly hostile 
to the Prussian state of the Hohenzollern. To make it 
clear that the state which he wanted to see omnipotent 
and totalitarian was not that state whose rulers resided 
in Berlin, he called the future state of his program not 
state but society, The innovation was merely verbal. 

2. fiid., p. 645. 
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For what hlarx aimed at was to abolish any sphere of 
the individual’s initiative action by transferring the con- 
trol of all economic activities to the social apparatus of 
compulsion and repression which is commonly called 
state or government. The hoax did not fail to beguile 
lots of people. Even today there are still dupcs who 
think that there is a difference between state socialism 
and other types of socialism. 

The confusion of the concepts of society and of state 
originated with Hegel and Schelling. It is customary to 
distinguish two schools of HegeIians: the left wing and 
the right wing. The distinction refers only to the atti- 
tude of these authors toward the Kingdom of Prussia 
and the doctrines of the Prussian Union Church. The 
political creed of both wings was essentially the same. 
Both advocated government omnipotence. It was a left- 
wing Hegelian, Ferdinand Lassalle, who most clearly 
expressed the fundamental thesis of Hegelianism: “The 
State is Hegel himself had been a little more 
cautious. He only declared that it is “the course of 
God through the world that constitutes the State” and 
that in dealing with the State one must contemplate 
“the Idea, God as actual on earth.” 

The coIIectivist philosophers fail to realize that what 
constitutes the state is the actions of individuals. The 
legislators, those enforcing the laws by force of arms, 
and those yielding to the dictates of the laws and the 
police constitute the state by their behavior. In this 

3. Gustav Mayer, Lassalkanu, Archiv fur Geschichte der Sozialis- 

4. Hegel, Philosophy of Right, sec. 258. 
mw, 1, 196. 
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sense alone is the state real. There is no state apart from 
such actions of individual men. 

3. The Concept of the SociaE Sciences 

The collectivist philosophy denies that there are such 
things as individuals and actions of individuals. The 
individual is merely a phantom without reality, an il- 
lusory image invented by the pseudo philosophy of the 
apologists of capitalism. Consequently collectivism re- 
jects the concept of a science of human action. As it 
sees it, the only legitimate treatment of those problems 
that are not dealt with by the traditional natural sci- 
ences is provided by what they call the social sciences. 

The social sciences are supposed to deal with group 
activities. In their context the individual counts only 
as a member of a group.' But this definition implies 
that there are actions in which the individual does not 
act as a member of a group and which thcrefore do not 
interest the social sciences. If this is so, it is obvious 
that the social sciences deal only with an arbitrarily 
selected fraction of the whole field of human action. 

In acting, man must necessarily choose between var- 
ious possible modes of acting. Limiting their analysis 
to one class of actions only, the social sciences renounce 
in advance any attempt to investigate the ideas that de- 
termine the individual's choice of a definite mode of 
conduct. They cannot deal with judgments of value 
which in any actual situation make a man prefer act- 

paedia of the Social Sciences, 1,  3. 
1. E. R. A. Seligman, "What Are the Social Sciences?" Encyclo- 
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ing as a group member to acting in a different manner. 
Neither can they deal with the judgments of value that 
prompt a man to act as a member of group A rather 
than as a member of any of the non-A groups. 

Man is not the member of one group only and does 
not appear on the scene of human affairs solely in the 
role of a member of one definite group. In speaking of 
social groups it must be remembered that the members 
of one group are at the same time members of other 
groups. The conflict of groups is not a conflict between 
neatly intcgrated herds of men. It is a conflict between 
various concerns in the minds of individuals. 

What constitutes group membership is the way a 
man acts in a concrete situation. Hence group member- 
ship is not something rigid and unchangeable. It may 
change from case to case. The same man may in the 
course of a single day perform actions each of which 
qualifies him as a member of a different group. He may 
contributc to the funds of his denomination and cast his 
ballot for a candidate who antagonizes that denomina- 
tion in essential problems. He may act at one instant 
as a member of a labor union, at another as a member 
of a religious community, at another as a member of a 
political party, at another as a member of a linguistic or 
racial group, and so on. Or he may act as an individual 
working to earn more income, to get his son into col- 
lege, to purchase a home, a car, or a refrigerator. In  fact 
he always acts as an individual, always seeks ends of 
his own. In joining a group and acting as a member 
of it, he aims no less at the fulfillment of his own wishes 
than in acting without any reference to a group. He 
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may join a religious community in order to seek the sal- 
vation of his soul or to attain peace of mind. He may 
join a labor union because he believes that this is the 
best means to get higher pay or to avoid being bodily 
injured by the members of the union. He may join a 
political party because he expects that the realization 
of its program will render conditions more satisfactory 
for himself and his family. 

It is vain to deal with “the activities of the individual 
as a member of a group” while omitting other activ- 
ities of the individual. Group activities are essentially 
and necessarily activities of individuals who form 
p u p s  in order to attain their ends. There are no social 
phenomena which would not originate from the activ- 
ities of various individuals. What creates a group ac- 
tivity is a definite end sought by individuals and the 
belief of these individuals that cooperating in this 
group is a suitable means to attain the end sought. A 
group is a product of human wishes and the ideas about 
the means to realize these wishes, Its roots are in the 
value judgments of individuals and in the opinions held 
by individuals about the effects to be expected from 
definite means. 

To deal with social groups adequately and com- 
pletely, one must start from the actions of the individ- 
uals. No group activity can be understood without 
analyzing the ideology that forms the group and makes 
it live and work. The idea of dealing with group activ- 
ities without dealing with all aspects of human action 
is preposterous. There is no field distinct from the field 

2. Seligman, loc. cit. 
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of the sciences of human action that could be investi- 
gated by something called the social sciences. 

What prompted those who suggested the sibstitu- 
tion of the social sciences for the sciences of human ac- 
tion was, of course, a definite political program. In 
their eyes the social sciences were designed to oblit- 
erate the social philosophy of individualism. The cham- 
pions of the social sciences invented and popularized 
the terminology that characterizes the market economy, 
in which every individual is intent upon the realiza- 
tion of his own plan, as a planless and therefore chaotic 
system and reserves the term “plan” for the designs of 
an agency which, supported by or identical with the 
government’s police power, prevents all citizens from 
realizing their own plans and designs. One can hardly 
overrate the role which the association of ideas gen- 
erated by this terminology plays in shaping the politi- 
cal tenets of our contemporaries. 

4.  The Nature of Mass Phenomena 

Some people beIieve that the object of the social 
sciences is the study of mass phenomena. While the 
study of individual traits is of no special interest to 
them, they hope study of the behavior of social aggre- 
gates will reveal information of a really scientific char- 
acter. For these people the chief defect of the tradi- 
tional methods of historical research is that they deal 
with individuals. They esteem statistics precisely be- 
cause, as they think, it observes and records the be- 
havior of social groups. 
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In fact statistics records individual traits of the mem- 
bers of arbitrariIy selected groups. Whatever the prin- 
ciple may be that determined the scientist to set up a 
group, the traits recorded refer primarily to the individ- 
uals that form the group and only indirectly to the 
group. The individual members of the group are the 
units of observation. What statistics provides is infor- 
mation about the behavior of individuals forming a 
group. 

Modern statistics aims at discovering invariable con- 
nections between statistically established magnitudes 
by measuring their correlation. In the field of the sci- 
ences of human action this method is absurd. This has 
been clearly demonstrated by the fact that many coeffi- 
cients of correlation of a high numerical value have 
been calculated which undoubtedly do not indicate any 
connection between the two groups of facts.' 

Social phenomena and mass phenomena are not 
things outside and above individual phenomena. They 
are not the cause of individual phenomena. They are 
produced either by the cooperation of individuals or 
by paralleI action. The latter may be either independent 
or imitative. This is valid also with regard to antisocial 
actions. The intentional killing of a man by another 
man is as such merely a human action and would have 
no other significance in a hypothetical (and irrealiza- 
bIe) state in which there was no cooperation between 
men. It becomes a crime, murder, in a state where social 

1. M. R. Cohen and E. NageI, An Introduction t o  Logic a d  Scien- 
tific Method (New York, Harcourt, Brace, 1934), p. 317. 
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cooperation precludes homicide except in cases strictly 
determined by the laws of this society. 

What is commonly called a mass phenomenon is the 
frequent repetition and recurrence of a definite individ- 
ual phenomenon. The proposition: In the West bread 
is an article of mass consumption, means: In the West 
the immense majority of men eat bread daily. They do 
not eat bread because it is an article of mass consump- 
tion. Bread is an article of mass consumption because 
practically everybody eats a piece of bread each day 
From this point of view one may appreciate the endeav- 
ors of Gabriel Tarde to describe imitation and repeti- 
tion as fundamental factors of social ev~lution.~ 

The champions of the social sciences criticize the his- 
torians for concentrating their attention upon the ac- 
tions of individuals and neglecting the conduct of the 
many, the immense majority, the masses. The critique is 
spurious. A historian who deals with the spread of the 
Christian creed and of the various churches and denom- 
inations, with the events that resulted in the emergence 
of integrated linguistic groups, with the European colo- 
nization of the Western hemisphere, with the rise of 
modern capitalism certainly does not overlook the be- 
havior of the many. However, the main task of history 
is to indicate the relation of the individuals' actions to 
the course of affairs. Different individuals influence his- 
torical change in different ways. There are pioneers who 
conceive new ideas and design new modes of thinking 
and acting; there are leaders who guide people along 

2. G.  Tarde, Les lois de l'imitatwn, 3d ed. Paris, 1900. 
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the way these people want to walk, and there are the 
anonymous masses who follow the leaders. There can 
be no question of writing history without the names of 
the pioneers and the leaders. The history of Christian- 
ity cannot pass over in silence such men as Saint Paul, 
Luther, and Calvin, nor can the history of seventeenth- 
century England fail to analyze the roles of CromweU, 
Milton, and William 111. To ascribe the ideas producing 
historical change to the mass psyche is a manifestation 
of arbitrary metaphysical prepossession. The intellec- 
tual innovations which August Comte and Buckle 
rightly considered the main theme of the study of his- 
tory are not achievements of the masses. Mass move- 
ments are not inaugurated by anonymous nobodys but 
by individuals. We do not know the names of the men 
who in the early days of civilization accomplished the 
greatest exploits. But we are certain that also the tech- 
nological and institutional innovations of those early 
ages were not the result of a sudden flash of inspiration 
that struck the masses but the work of some individuals 
who by far surpassed their fellow men. 

There is no mass psyche and no mass mind but only 
ideas held and actions performed by the many in en- 
dorsing the opinions of the pioneers and leaders and 
imitating their conduct. Mobs and crowds too act only 
under the direction of ringleaders. The common men 
who constitute the masses are characterized by lack of 
initiative. They are not passive, they also act, but they 
act only at the instigation of abetters. 

The emphasis laid by sociologists upon mass phe- 
nomena and their idolization of the common man are 
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an offshoot of the myth that all men are biologically 
equal. Whatever differences exist between individuals 
are caused, it is maintained, by postnatal circumstances. 
If all people equally enjoyed the benefits of a good edu- 
cation, such differences would never appear. The sup- 
porters of this doctrine are at a loss to explain the dif- 
ferences among graduates of the same school and the 
fact that many who are self-taught far excel the doctors, 
masters, and bachelors of the most renowned univer- 
sities. They fail to see that education cannot convey to 
pupils more than the knowledge of their teachers. Edu- 
cation rears disciples, imitators, and routinists, not pio- 
neers of new ideas and creative geniuses. The schools 
are not nurseries of progress and improvement but 
conservatories of tradition and unvarying modes of 
thought. The mark of the creative mind is that it defies 
a part of what it has learned or, at least, adds something 
new to it. One utterly misconstrues the feats of the 
pioneer in reducing them to the instruction he got from 
his teachers. No matter how efficient school training 
may be, it would only produce stagnation, orthodoxy, 
and rigid pedantry if there were no uncommon men 
pushing forward beyond the wisdom of their tutors. 

It is hardly possible to mistake more thoroughly the 
meaning of history and the evolution of civilization 
than by concentrating one’s attention upon mass phe- 
nomena and neglecting individual men and their ex- 
ploits. No mass phenomenon can be adequately treated 
without analyzing the ideas implied. And no new ideas 
spring from the mythical mind of the masses. 



Chapter 12. Psychology and Thymology 

1. Naturalistic Psychology and Thymology 

MANY AUTHORS believe that psychology is basic to the 
social scienccs, even that it comprehends them all. 

Insofar as psychology proceeds with the experimental 
methods of physiology, these claims are manifestly un- 
warranted. The problems investigated in the laborato- 
ries of the various schools of experimental psychology 
have no more reference to the problems of the sciences 
of human action than those of any other scientific dis- 
cipline. Most of them are even of no use to praxeology, 
economics, and all the branches of history. In fact, no- 
body ever tried to show how the findings of naturalistic 
psychology could be utilized for any of thcse sciences. 

But the term “psychology” is applied in another sense 
too. It signifies the cognition of human emotions, moti- 
vations, ideas, judgments of value and volitions, a fac- 
ulty indispensable to everybody in the conduct of daily 
affairs and no less indispensable to the authors of po- 
ems, novels, and plays as well as to historians. Modern 
epistemology calls this mental process of the historians 
the specific understanding of the historical sciences of 
human action. Its function is twofold: it establishes, 
on the one hand, the fact that, motivated by definite 
value judgments, people have engaged in definite ac- 
tions and applied definite means to attain the ends they 

264 
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seek, It tries, on the other hand, to evaluate the effects 
and the intensity of the effects of an action, its bearing 
upon the further course of events. 

The specisc understanding of the historical disci- 
plines is not a mental process exclusively resorted to 
by historians. It is applied by everybody in daily inter- 
course with all his fellows. It is a technique employed 
in all interhuman relations. It is practiccd by children 
in the nursery and kindergarten, by businessmen in 
trade, by politicians and statesmen in affairs of state. 
AII are eager to get information about other people’s 
valuations and plans and to appraise them correctly. 
People as a rule call this insight into the minds of other 
men psychology. Thus, they say a salesman ought to 
be a good psychologist, and a political leader should be 
an expert in mass psychology. This popular use of the 
term “psychology” must not be confused with the psy- 
chology of any of the naturalistic schools. When Dilthey 
and other epistemologists declared that history must be 
based on psychology, what they had in mind was this 
mundane or common-sense meaning of the term. 

To prevent mistakes resulting from the confusion of 
these two entirely different branches of knowledge it 
is expedient to reserve the term “psychology” for natu- 
ralistic psychology and to call the knowledge of human 
valuations and volitions “thymology.” 

1. Some writers, for instance, Santayana, employed the term “lit- 
erary psychology.” See his book Scepticism and Animal Faith, ch. 24. 
However, the use of this term Seems inadvisable, not only because it 
was employed in a pejorative sense by Santayana as well as by  many 
representatives of naturalistic psychology, but because it is impossible 
to form a corresponding adjective. “Thymology” is derived from the 
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Thymology is on the one hand an offshoot of intro- 
spection and on the other a precipitate of historical ex- 
perience. It is what everybody learns from intercourse 
with his fellows. It is what a man knows about the way 
in which people value different conditions, about their 
wishes and desires and their plans to realize these 
wishes and desires. It is the knowledge of the social 
environment in which a man lives and acts or, with 
historians, of a foreign milieu about which he has 
learned by studying special sources. If an epistemolo- 
gist states that history has to be based on such knowl- 
edge as thymology, he simply expresses a truism. 

While naturalistic psychology does not deal at all 
with the content of human thoughts, judgments, de- 
sires, and actions, the field of thymology is precisely 
the study of these phenomena. 

The distinction between naturalistic psychology and 
physiology on the one hand and thyrnology on the 
other hand can best be illustrated by referring to the 
methods of psychiatry. Traditional psychopathology 
and neuropathology deal with the physiological aspects 
of the diseases of the nerves and the brain. Psychoa- 

Greek ewhs, which Homer and ather authors refer to as the seat of 
the emotions and as the mental faculty of the living body by means of 
which thinking, willing, and feeling are conducted. See Wilhelm von 
Volkmann, Lehrbuch der Psychologie (Cothen, 1884), I, 57-9; Erwin 
Rohde, Psyche, trans. by W. B. Hillis (London, 1925), 13. SO; Richard 
B. Onians, The Origins of European Thought about the Body, the 
Mind, the Soul, the WorZd, Time, and Fate (Cambridge, 1951), pp. 
49-56. Recently Professor Hermann Friedmann employed the term 
Tlymologie with a somewhat different connotation. See his book Das 
Gemiit, Gedanken zu einer Thymologie (Munich, C .  H. Beck, 1956), 
pp. 2-16. 
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nalysis deals with their thymological aspects. The object 
of its investigations is ideas and the conscious aiming 
at ends that come into conflict with physiological im- 
pulses. Ideas urge individuals to suppress certain 
natural drives, especially such as the sex impulse. But 
the attempts to repress them do not always succeed 
fuIly. The impulses are not eradicated, merely relegated 
to a hiding place, and take their vengeance. From the 
depth they exert a disturbing influence on the con- 
scious life and conduct of the individual. Psychoan- 
alytic therapy tries to remove these neurotic troubles 
by bringing the conflict into the full consciousness of 
the patient. I t  heals with ideas, not with drugs or surgi- 
cal operations. 

It is customary to assert that psychoanalysis deals 
with irrational factors influencing human conduct. This 
statement needs interpretation in order to prevent con- 
fusion. All ultimate ends aimed at by men are beyond 
the criticism of reason. Judgments of value can be 
neither justified nor refuted by reasoning. The terms 
“reasoning‘ and “rationality” always refer only to the 
suitability of means chosen for attaining ultimate ends. 
The choice of ultimate ends is in this sense always ir- 
rational. 

The sex impulse and the urge to preserve one’s own 
vital forces are inherent in the animal nature of man. 
If man were only an animal and not also a valuing 
person, he would aIways yield to the impulse that at 
the instant is most powerful. The eminence of man con- 
sists in the fact that he has ideas and, guided by them, 
chooses between incompatible ends, He chooses also 
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between life and death, between eating and hunger, 
between coition and sexual abstinence. 

In earlier days people were prepared to assume that 
there was no sense at all in the exceptional behavior 
of neurotics. Freud demonstrated that the scerningly 
senseless acts of the neurotic are designed to attain 
definite ends. The ends the neurotic wants to attain 
may differ from those for which normal people strive, 
and-very often-the means the neurotic resorts to are 
not suitable for their realization. But the fact that 
means chosen are not fit to attain the ends sought does 
not qualify an action as irrational. 

To make mistakes in pursuing one’s ends is a wide- 
spread human weakness. Some err less often than 
others, but no mortal man is omniscient and infal- 
lible. Error, inefficiency, and failure must not be con- 
fused with irrationality. He who shoots wants, as a rule, 
to hit the mark. If he misses it, he is not “irrational”; he 
is a poor marksman. The doctor who chooses the wrong 
method to treat a patient is not irrational; he may be an 
incompetent physician, The farmer who in earlier ages 
tried to increase his crop by resorting to magic rites 
acted no less rationalIy than the modern farmer who 
appIies more fertilizer. He did what according to his- 
erroneous-opinion was appropriate to his purpose. 

What characterizes the neurotic as such is not the 
fact that he resorts to unsuitable means but that he fails 
to come to grips with the conflicts that confront 
civilized man. Life in society requires that the individ- 
ual suppress instinctive urges present in every animal. 
We may leave it undecided whether the impulse of 
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aggression is one of these innate urges. There is no 
doubt that life in society is incompatible with indul- 
gence in the animal habits of satisfying sexual appetites. 
Perhaps there are better methods of regulating sexual 
intercourse than those resorted to in actual society. 
However that may be, it is a fact that the adopted 
methods put too much strain upon the minds of some 
individuals. These men and women are at a loss to 
solve problems which luckier people get over. Their 
dilemma and embarrassment make them neurotic. 

Many spurious objections have been raised to the 
philosophy of rationalism. Various nineteenth-century 
schools of thought completely misinterpreted the es- 
sence of the rationalist doctrine. As against these mis- 
interpretations it is important to realize that eighteenth- 
century classical rationalism was defective only in the 
treatment of some subordinate and merely incidental 
issues and that these minor deficiencies could easily 
lead undiscerning critics astray. 

The fundamental thesis of rationalism is unassailable. 
Man is a rational being; that is, his actions are guided 
by reason. The proposition: Man acts, is tantamount to 
the proposition: Man is eager to substitutc a state of 
&airs that suits him better for a state of affairs that 
suits him less. In order to achieve this, he must employ 
suitable means. I t  is his reason that enables him to find 
out what is a suitable means for attaining his chosen end 
and what is not. 

Rationalism was right furthermore in stressing that 
there is a far-reaching unanimity among people with 
regard to the choice of ultimate ends. With almost neg- 
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ligible exceptions, all people want to preserve their lives 
and health and improve the material conditions of 
their existence. It is this fact that determines both co- 
operation and competition among men. Rut in dealing 
with this point rationalist philosophers committed se- 
rious blunders. 

In the first place they assumed that all men are en- 
dowed with the same power of reasoning. They ignored 
the difference between clever people and dullards, even 
that bctween the pioneering genius and the vast crowds 
of simplc routinists who at best can espouse the doc- 
trines developed by the great thinkers but more often 
are incapable of comprehending them. As the ration- 
alists saw it, every sane adult was intelligent enough 
to grasp the meaning of the most complicated theory. 
If he failed to achieve it, the fault lay not in his intel- 
lect but in his education. Once all people have enjoyed 
a perfect education, all will be as wise and judicious 
as the most eminent sage. 

The second shortcoming of rationalism was its neg- 
lect of the problem of erroneous thinking. Most of the 
rationalist philosophers failed to see that even honest 
men, sincerely devoted to the search for truth, could 
err. This prepossession prevented them from doing jus- 
tice to the ideologies and the metaphysical doctrines of 
the past. A doctrine of which they disapproved could 
in their opinion have been prompted only by purpose- 
ful deceit. Many of them dismissed all religions as the 
product of the intentional fraud of wicked impostors. 

Yet these shortcomings of classical rationalism do not 
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excuse any of the passionate attacks of modem irra- 
tionalism. 

2. Thymology and Prmeology 

Thyrnology has no special relation to praxeology and 
economics. The popular belief that modern subjective 
economics, the marginal utility school, is founded on 
or closely connected with ‘‘psychology’’ is mistaken. 

The very act of valuing is a thymological phenome- 
non. But praxeology and economics do not deal with 
the thymological aspects of valuation. Their theme is 
acting in accordance with the choices made by the 
actor. The concrete choice is an offshoot of valuing. But 
praxeology is not concerned with the events which 
within a man’s soul or mind or brain produce a definite 
decision between an A and a 23. It takes it for granted 
that the nature of the universe enjoins upon man choos- 
ing between incompatible ends. Its subject is not the 
content of these acts of choosing but what results from 
them: action. It does not care about what a man chooses 
but about the fact that he chooses and acts in compIi- 
ance with a choice made. It is neutral with regard to 
the factors that determine the choice and does not arm- 
gate to itself the competence to examine, to revise, or 
to correct judgments of value. It is wertfrei. 

Why one man chooses water and another man wine 
is a thymological (or, in the traditional terminology, 
psychological) problem. But it is of no concern to praxe- 
ology and economics. 
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The subject matter of praxeology and of that part of 
it which is so far the best developed-economics-is 
action as such and not the motives that impel a man to 
aim at definite ends. 

3. Thynology as a Historical Discipline 

Psychology in the sense in which the term is em- 
ployed today by the discipline called psychology is a 
natural science. I t  is not the task of an episkemological 
treatise dealing with the sciences of human action to 
raise the question as to what distinguishes this branch 
of the natural scienccs from genera1 physiology. 

Psychology in the sense of thymology is a branch of 
history. It derives its knowledge from historical expe- 
rience. We shall deal in a later section with introspec- 
tion. At this point is suffices to stress the fact that the 
thymological observation both of other people’s choices 
and of thc observer’s own choosing necessarily always 
refers to the past, in the way that historical experience 
does. There is no method available which would pro- 
duce in this field something analogous to what the natu- 
ral sciences consider an expcrirnentally established fact. 
All that thymology can tell us is that in the past definite 
men or groups of men were valuing and acting in a defi- 
nite way. Whether they will in the future value and act 
in the same way remains uncertain. All that can be 
asserted about their future conduct is speculative an- 
ticipation of the future based on the specific under- 
standing of the historical branches of the sciences of 
human action. 
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There is no difference in this regard between the 

thymology of individuals and that of groups. What is 
called VoEkerpsycblogie and TWS psychology too are 
historical discjplines. What is called a nation’s “char- 
acter” is at best the traits displayed by members of that 
nation in the past. It remains uncertain whether or not 
the same traits will manifest themselves in the future 
too. 

All animals are endowed with the impulse of self- 
preservation. They resist forces detrimental to their sur- 
vival. If attacked, they defend themselves or counter- 
attack or seek safety in flight. Biology is in a position 
to predict, on the basis of observation of the behavior 
of various species of animals, how a healthy individual 
of each species will respond to attack. No such apodictic 
forecast concerning the conduct of men is possible. 
True, the immense majority of men are driven by the 
animal impulse of self-preservation. But thcre are ex- 
ceptions. There are men who are led by definite ideas 
to choose nonresistance. There are others whom hope- 
lessness induces to abstain from any attempt to resist or 
to flee. Before the event it is impossible to know with 
certainty how an individual will react. 

In retrospect historical analysis tries to show us that 
the outcome could not have been different from what 
it really was. Of course, the effect is always the neces- 
sary resultant of the factors operating. But it is im- 
possible to deduce with certainty from thymological 
experience the future conduct of men, whether individ- 
uals or groups of individuals. All prognostications based 
on thymological knowledge are specific understanding 
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of the future as practiced daily by everyone in their 
actions and especially also by statesmen, politicians, 
and businessmen. 

What thymology achieves is the elaboration of a cata- 
logue of human traits. It can moreover establish the 
fact that certain traits appeared in the past as a rule 
in connection with certain other traits. But it can never 
predict in the way the natural sciences can. It can never 
know in advance with what weight the various factors 
will be operative in a definite future event. 

4. History and Fiction 

History tries to describe past events as they really 
happened, It aims at faithful representation. Its con- 
cept of truth is correspondence with what was once 
reality. 

Epic and dramatic fiction depict what is to be con- 
sidered true from the point of view of thymological in- 
sight, no matter whether the story told really happened 
or not. It is not our task to deal with the effects the 
author wants to bring about by his work and with its 
metaphysical, aesthetic, and moral content. Many 
writers seek merely to entertain the public. Others are 
more ambitious. In telling a story, they try to suggest a 
general view of man’s fate, of life and death, of human 
effort and suffering, of success and frustration. Their 
message differs radically from that of science as well as 
from that of philosophy. Science, in describing and in- 
terpreting the universe, relies entirely upon reason and 
experience. It shuns propositions which are not open to 
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demonstration by means of logic (in the broadest sense 
of the term that includes mathematics and praxeology ) 
and experience. It analyzes parts of the univcrse with- 
out making any statements about the totality of things. 
Philosophy tries to build upon the foundations laid by 
science a comprehensive world view. In striving after 
this end, it feels itself bound not to contradict any of the 
well-founded theses of contemporary science. Thus its 
path too is confined by reason and experience. 

Poets and artists approach things and problems in 
another mood. In dealing with a single aspect of the 
universe they are always dealing with the whole. Nar- 
ration and description, the portrayal of individual 
things and of particular events, is for them only a 
means. The essential feature of their work is beyond 
words, designs, and colors. It is in the ineffable feelings 
and ideas that activated the crcator and move the 
reader and spectator. When Konrad Ferdinand Meyer 
described a Roman fountain and Hainer Maria Rilke a 
caged panther, they did not simply portray reality. 
They caught a glimpse of the universe. In Flaubert’s 
novel it i s  not Madame Bovary’s sad story that is of pri- 
mary concern; it is something that reaches far beyond 
the fate of this poor woman. There is a fundamental 
difference between the most faithful photograph and 
a portrait painted by an artist. What characterizes a 
work of literature and art as such is not its reporting 
of facts but the way it reveals an aspect of the uni- 
verse and man’s attitude toward it. What makes an 
artist is not experience and knowledge as such. It is his 
particular reaction to the problems of human existence 
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and fate. I t  is ErZebnis, a purely personal response to 
the reality of his environment and his experience. 

Poets and artists have a message to teII. But this 
message refers to ineffable feelings and ideas. I t  is not 
open to utterance in an unambiguous way precisely 
because it is incffable. We can never know whether 
what we expcricnce-erkben-in enjoying their work 
is what they experienced in creating it, For their work 
is not simpIy a communication. Apart from what it com- 
municates, it stirs up in the reader and spectator feel- 
ings and ideas which may differ from those of its au- 
thor. It is a hopeless task to interpret a symphony, a 
painting, or a novel. The interpreter at best tries to tell 
us something about his reaction to the work. He cannot 
tell us with certainty what the creator’s meaning was 
or what other people may see in it. Even if the creator 
himself provides a commentary on his work, as in the 
case of program-music, this uncertainty remains. There 
are no words to describe the ineffable. 

VE’hat history and fiction have in common is the fact 
that both are based on knowledge concerning the hu- 
man mind, They operate with thymological experience. 
Their method of approach is the specific understanding 
of human valuations, of the way people react to the 
challenge of their naturaI and social environment. But 
then their ways part. What the historian has to tell is 
completcly expressed in his report. He communicates to 
the reader all he has established. His message is exo- 
teric. There is nothing that would go beyond the con- 
tent of his book as intelligible to competent readers. 
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It may happen that the study of history, or for that 

matter also the study of the natural sciences, rouses in 
the mind of a man those ineffable thoughts and views 
of the universe as a whole which are the mark of the 
empathic grasp of totality. But this does not alter the 
nature and character of the historian’s work. History is 
unconditionally the search after facts and events that 
really happened. 

Fiction is free to depict events that never occurred. 
The writer creates, as people say, an imaginary story. 
He is free to deviate from reality. The tests of truth that 
apply to the work of the historian do not apply to his 
work. Yet his freedom is limited. He is not free to defy 
the teachings of thymological experience. It is not a 
requirement of novels and plays that the things related 
should really have happened. It is not even necessary 
that they could happen at a11; they may introduce 
heathen idols, fairies, animals acting in human manner, 
ghosts and other phantoms. But all the characters of a 
novel or a play must act in a thymologically intelligible 
way. The concepts of truth and falsehood as applied to 
epic and dramatic works refer to thymological plausi- 
bility. The author is free to create fictitious persons and 
plots but he must not try to invent a thymology-psy- 
chology-diff erent from that derived from the observa- 
tion of human conduct. 

Fiction, like history, does not deal with average man 
or man in the abstract or general man--homme gdndral 

Pans, 1930), pp. 35-41. 
1. P. Lacombe, De l’histoire consi&r& comme science (2d ed. 
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-but with individual men and individual events. Yet 
even here there is a conspicuous difference between 
history and fiction. 

The individuals with whom history deals may be and 
often are groups of individuals, and the individual 
events with which it deals are events that affected such 
groups of individuals. The single individual is a subject 
of the historian’s interest primarily from the point of 
view of the iduence his actions exercised upon a multi- 
tude of people or as a typical specimen representative 
of whole groups of individuals. The historian does not 
bother about other people. But for the writer of fiction 
it is always only the individual as such that counts, no 
matter what his influence upon other people or whether 
or not he is to be considered typical. 

This has been entirely misunderstood in some doc- 
trines about literature developed in the second part of 
the nineteenth century. The authors of these doctrines 
were misled by contemporary changes in the treatment 
of history. While older historians wrote chiefly about 
great men and affairs of state, modern historians shifted 
to the history of ideas, institutions, and social condi- 
tions. At a time when the prestige of science far sur- 
passed that of literature, and positivist zealots sneered 
at fiction as a useless pastime, writers tried to justify 
their profession by representing it as a branch of scien- 
tific research. In the opinion of Gmile Zola the novel 
was a sort of descriptive economics and social psychol- 
ogy, to be based upon punctilious exploration of particu- 
lar conditions and institutions. Other authors went even 
further and asserted that only the fate of classes, na- 
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tions, and races, not that of individuals, is to be treated 
in novels and plays.They obliterated the distinction be- 
tween a statistical report and a “social” novel or play. 

The books and plays written in compliance with the 
precepts of this naturalistic aesthetics were clumsy 
pieces of work. No outstanding writer paid more than 
lip service to these principles. Zola himself was very re- 
strained in the application of his doctrine. 

The theme of novels and plays is individual man as 
he lives, feels, and acts, and not anonymous collective 
wholes. The milieu is the background of the portraits 
the author paints; it is the state of external affairs to 
which the characters respond by moves and acts. There 
is no such thing as a novel or play whose hero is an ab- 
stract concept such as a race, a nation, a caste, or a 
political party. Man alone is the perennial subject of 
literature, individual real man as he lives and acts. 

The theories of the aprioristic sciences-logic, rnathe- 
matics, and praxeology-and the experimental facts es- 
tablished by the natural sciences can be viewed without 
reference to the personality of their authors. In dealing 
with the problems of Euclidian geometry we are not 
concerned with the man Euclid and may forget that 
he ever lived. The work of the historian is necessarily 
colored by the historian’s specific understanding of 
the problems involved, but it is still possible to discuss 
the various issues implied without referring to the his- 
torical fact that they originated from a definite author. 
No such objectivity is permitted in dealing with works 
of fiction. A novel or a play always has one hero more 
than the plot indicates. I t  is also a confession of the 
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author and tells no less about him than about the per- 
sons in the story. It reveals his innermost soul. 

It has sometimes been asserted that there is more 
truth in fiction than in history. Insofar as the novel or 
play is looked upon as a disclosure of the author’s mind, 
this is certainly correct. The poet always writes about 
himself, always analyzes his own soul. 

5. Rationalization 

The thymological analysis of man is essential in the 
study of history. It conveys all we can know about ulti- 
mate ends and judgments of value. But as has been 
pointed out above, it is of no avail for praxeology and 
of little use in dealing with the means applied to attain 
ends sought. 

With regard to the choice of means dl that matters 
is their suitability to attain the ends sought. There is 
no other standard for appraising means. There are suit- 
able means and unsuitable means. From the point of 
view of the actor the choice of unsuitable means is al- 
ways erroneous, an inexcusable failure. 

History is called upon to explain the origin of such 
errors by resorting to thymology and the specific under- 
standing. As man is fallible and the search aftcr appro- 
priate means is very difficult, the course of human his- 
tory is by and large a series of errors and frustration. 
Looking backward from the present state of our knowl- 
edge we are sometimes tempted to belittle past ages 
and boast of the efficiency of our time. However, even 
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the pundits of the “atomic age” are not safe against er- 
ror. 

Shortcomings in the choice of means and in acting 
are not always caused by erroneous thinking and inef- 
ficiency. Frequently frustration is the result of irreso- 
luteness with regard to the choice of ends. Wavering 
between various incompatible goals, the actor vacil- 
lates in his conduct of affairs. Indecision prevents him 
from marching straight toward one goal. He moves to 
and fro. He goes now toward the left, then toward the 
right. Thus he does not accomphh anything. Political, 
diplomatic, and military history has dealt amply with 
this type of irresolute action in the conduct of affairs of 
state. Freud has shown what role in the daily life of 
the individual subconscious repressed urges play in for- 
getting, mistakes, slips of the tongue or the pen, and 
accidents. 

A man who is obliged to justify his handling of a 
matter in the eyes of other people often resorts to a 
pretext. As the motive of his deviation from the most 
suitable way of procedure he ascribes another reason 
than that which actually prompted him. He does not 
dare to admit his real motive because he knows that 
his critics would not accept it as a sufficient justifica- 
tion. 

Rationalization is the name psychoanalysis gives to 
the construction of a pretext to justify conduct in the 
actor’s own mind. Either the actor is loath to admit the 
real motive to himself or he is not aware of the re- 
pressed urge directing him. He disguises the subcon- 
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scious impulse by attaching to his actions reasons ac- 
ceptable to his superego. He is not consciously cheating 
and lying. He is himself a victim of his illusions and 
wishful thinking. He lacks the courage to look squarely 
at reality. As he dimly surmises that the cognition of the 
true state of affairs would be unpleasant, undermine his 
self-esteem, and weaken his resolution, he shrinks from 
analyzing the problems beyond a certain point. This 
is of course a rather dangerous attitude, a retreat from 
an unwelcome reality into an imaginary world of fancy 
that pleases better. A few steps further in the same 
direction may lead to insanity. 

However, in the lives of individuals there are checks 
that prevent such rationalizations from becoming ram- 
pant and wreaking havoc. Precisely because rationaliza- 
tion is a type of behavior common to many, peo- 
ple are watchful and even often suspect it where it 
is absent. Some are always ready to unmask their 
neighbors’ sly attempts to bolster their own self-respect. 
The most cleverly constructed legends of rationalization 
cannot in the long run withstand the repeated attacks 
of debunkers. 

It is quite another thing with rationalization de- 
veloped for the benefit of social groups. That can thrive 
luxuriantly because it encounters no criticism from the 
members of the group and because the criticism of 
outsiders is dismissed as obviously biased. One of the 
main tasks of historical analysis is to study the various 
manifestations of rationalization in all fields of political 
ideologies. 
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6. Introspection 

The passionate quarrel of the introspectionists and 
anti-introspectionists refers to the problems of natural- 
istic psychology and does not affect thymology. None 
of the methods and procedures recommended by the 
anti-introspectionist schools could convey any informa- 
tion and knowledge about the phenomena which thy- 
mology explores. 

Being himself a valuing and acting ego, every man 
knows the meaning of valuing and acting. He is aware 
that he is not neutral with regard to the various states 
of his environment, that he prefers certain states to 
others, and that he consciously tries, provided the con- 
ditions for such interference on his part are given, to 
substitute a state that he likes better for one he Iikes 
less. It is impossible to imagine a sane human being 
who lacks this insight. It is no less impossible to con- 
ceive how a being lacking this insight could acquire it 
by means of any experience or instruction. The cate- 
gories of value and of action are primary and aprioristic 
elements present to every human mind. No science 
should or could attack the problems involved without 
prior knowledge of these categories. 

Only because we are aware of these categories do we 
know what meaning means and have a key to interpret 
other people’s activities. This awareness makes us dis- 
tinguish in the external world two separate realms, that 
of human affairs and that of nonhuman things, or that of 
final causes and that of causality. It is not our task here 
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to deal with causality. But we must emphasize that the 
concept of final causes does not stem from experience 
and observation of something external; it is present in 
the mind of every human being. 

It is necessary to emphasize again and again that no 
statement or proposition concerning human action can 
be made that does not imply reference to ends aimed 
at. The very concept of action is finalistic and is devoid 
of any sense and meaning if there is no referring to 
conscious aiming at chosen ends. There is no experi- 
ence in the field of human action that can be had with- 
out resorting to the category of means and ends. If the ob- 
server is not familiar with the ideology, the technology, 
and the therapeutics of the men whose behavior he ob- 
serves, he cannot make head or tail of it. He sees peo- 
ple running here and there and moving their hands, but 
he begins to understand what it is all about only when 
he begins to discover what they want to achieve. 

If in employing the term “introspection” the positivist 
refers to such statements as those expressed in the last 
four words of the sentence “Paul runs to catch the 
train,” then we must say that no sane human being 
could do without resorting to introspection in every 
thought. 



Chapter 13. Meaning and Use of the Study of Histoy 

1. The Why of History 

IN THE EYES of the positivist philosopher the study 
of mathematics and of the natural sciences is a prepara- 
tion for action. Technology vindicates the labors of the 
experimenter. No such justification can be advanced in 
favor of the traditional methods resorted to by thc his- 
torians. They should abandon their unscientific anti- 
quarianism, says the positivist, and turn to the study of 
social physics or sociology. This discipline will abstract 
from historical experience laws which could render to 
social “engineering” the same services the laws of phys- 
ics render to technological engineering. 

In the opinion of the historicist philosopher the study 
of history provides man with signposts showing him the 
ways he has to walk along. Man can succeed only if 
his actions fit into the trend of evolution. To discover 
these trend lines is the main task of history. 

The bankruptcy of both positivism and historicism 
raises anew the question about the meaning, the value, 
and the use of historical studies. 

Some self-styled idealists think that reference to a 
thirst for knowledge, inborn in all men or at least in 
the higher types of men, answers these questions satis- 
factorily. Yet the problem is to draw a boundary line 
between the thirst for knowledge that impels the phi- 

285 
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lologist to investigate the language of an African tribe 
and the curiosity that stimulates people to peer into the 
private lives of movie stars. Many historical events 
interest the average man because hearing or reading 
about them or seeing them enacted on the stage or 
screen gives him pleasant, if sometimes shuddering, 
sensations. The masses who greedily absorb newspaper 
reports about crimes and trials are not driven by 
Ranke’s eagerness to know events as they reaIly hap- 
pened. The passions that agitate them are to be dealt 
with by psychoanalysis, not by epistemology. 

The idealist philosopher’s justification of history as 
knowledge for the mere sake of knowing fails to take 
into account the fact that there are certainly things 
which are not worth knowing. History’s task is not to 
record all past things and events but only those that 
are historically meaningful. It is therefore necessary to 
find a criterion that makes it possible to sift what is his- 
toricdly meaningful from what is not. This cannot be 
done from the point of view of a doctrine which deems 
meritorious the mere fact of knowing something. 

2. The Historical Situation 

Acting man is faced with a definite situation. His ac- 
tion is a response to the challenge offered by this situa- 
tion; it is his re-action. He appraises the effects the 
situation may have upon himself, i.e., he tries t o  es- 
tablish what it means to him. Then he chooses and acts 
in order to attain the end chosen. 

As far as the situation can be completely described 



MEANING A N D  USE OF STUDY OF HISTORY 287 
by the methods of the natural sciences, as a rule the 
natural sciences also provide an interpretation that en- 
ables the individual to make his decision. If a leak in the 
pipe line is diagnosed, the course of action to be re- 
sorted to is in most cases plain. Where a full descrip- 
tion of a situation requires more than reference to the 
teachings of the applied natural sciences, recourse to 
history is inevitable. 

People have often failed to realize this because they 
were deceived by the illusion that there is, between the 
past and the future, an extended space of time that can 
be called the present. As I have pointed out before,l 
the concept of such a present is not an astronomical or 
chronometrical notion but a praxeological one. It re- 
fers to the continuation of the conditions making a 
definite kind of action possible. It is therefore different 
for various fields of action. It is, moreover, never possi- 
ble to know in advance how much of the future, of the 
time not yet past, will have to be included in what we 
call today the present, This can only be decided in 
retrospect. If a man says “At present the relations be- 
tween Ruritania and Lapputania are peaceful,” it is un- 
certain whether a later retrospective recording will in- 
clude what today is called tomorrow in this period 
of present time. This question can only be answered the 
day after tomorrow. 

There is no such thing as a nonhistorical analysis of 
the present state of affairs. The examination and de- 
scription of the present are necessarily a historical ac- 
count of the past ending with the instant just passed. 

1. Mises, Human Action, p. 101. See also above, pp. 202 f. 
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The description of the present state of politics or of 
business is inevitably the narration of the events that 
have brought about the present state. If, in business or 
in government, a new man takes the helm, his first task 
is to find out what has been done up to the last minute. 
The statesman as well as the businessman learns about 
the present situation from studying the records of the 
past. 

Historicism was right in stressing the fact that in 
order to know something in the field of human affairs 
one has to familiarize oneself with the way in which 
it developed. The historicists’ fateful error consisted 
in the belief that this analysis of the past in itself con- 
veys information about the course future action has to 
take. What the historical account provides is the de- 
scription of the situation; the reaction depends on the 
meaning the actor gives it, on the ends he wants to at- 
tain, and on the means he chooses for their attainment. 
In 1860 there was slavery in many states of the Union. 
The most careful and faithful record of the history of 
this institution in general and in the United States in 
particular did not map out the future policies of the 
nation with regard to slavery. The situation in the 
manufacturing and marketing of motorcars that Ford 
found on the eve of his embarking upon mass produc- 
tion did not indicate what had to be done in this field of 
business. The historical analysis gives a diagnosis. The 
reaction is determined, so far as the choice of ends is 
concerned, by judgments of value and, so far as the 
choice of means is concerned, by the whole body of 
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teachings placed at man’s disposal by praxeology and 
technology. 

Let those who want to reject the preceding state- 
ments undertake to describe any present situation- 
in philosophy, in politics, on a battlefield, on the stock 
exchange, in an individual business enterprise-without 
reference to the past. 

3. History of the Remote Past 

A skeptic may object: Granted that some historical 
studies are descriptions of the present state of affairs, 
but this is not true of all historical investigations. One 
may concede that the history of Nazism contributes to 
a better understanding of various phenomena in the 
present political and ideological situation, But what 
reference to our present worries have books on the 
Mithras cult, on ancient Chaldea, or on the early dynas- 
ties of the kings of Egypt? Such studies are merely 
antiquarian, a display of curiosity. They are useless, a 
waste of time, money, and manpower. 

Criticisms such as these are self-contradictory. On the 
one hand they admit that the present state can only 
be described by a full account of the events that have 
brought it about. On the other hand, they declare be- 
forehand that certain events cannot possibly have inffu- 
enced the course of affairs that has led to the present 
state. Yet this negative statement can only be made 
after careful examination of all the material avaiIabIe, 
not in advance on the ground of some hasty conclusions. 
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The mere fact that an event happened in a distant 
country and a remote age does not in itself prove that 
it has no bearing on the present. Jewish affairs of three 
thousand years ago influence the lives of millions of 
present-day Christian Americans more than what hap- 
pened to the American Indians as late as in the second 
part of the nineteenth century. In the present-day con- 
flict of the Roman Church and the Soviets there are 
elements that trace back to the great schism of the East- 
em and Western churches that originated more than a 
thousand years ago. This schism cannot be examined 
thoroughly without reference to the whole history of 
Christianity from its early beginnings; the study of 
Christianity presupposes analysis of Judaism and the 
various influences-Chaldean, Egyptian, and so on- 
that shaped it. There is no point in history at which we 
can stop our investigation fully satisfied that we have 
not overlooked any important factor. Whether civiliza- 
tion must be considered a coherent process or we 
should rather distinguish a multitude of civilizations 
does not affect our problem. For there were mutual 
exchanges of ideas between these autonomous civiliza- 
tions, the extent and weight of which must be estab- 
lished by historical research. 

A superficial observer might think that the historians 
are merely repeating what their predecessors have al- 
ready said, at best occasionally retouching minor de- 
tails of the picture. Actually the understanding of the 
past is in perpetual flux. A historian’s achievement con- 
sists in presenting the past in a new perspective of un- 
derstanding. The process of historical change is actu- 
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ated by, or rather consists in, the ceaseless transforma- 
tion of the ideas determining human action. Among 
these ideological changes those concerning the specific 
historical understanding of the past play a conspicuous 
role. What distinguishes a later from an earlier age is, 
among other ideological changes, also the change in 
the understanding of the preceding ages. Continu- 
ously examining and reshaping our historical under- 
standing, the historians contribute their share to what 
is called the spirit of the age.l 

4. Falsifying History 

Because history is not a useless pastime but a study 
of the utmost practical importance, people have been 
eager to falsify historical evidence and to misrepresent 
the course of events. The endeavors to mislead posterity 
about what really happened and to substitute a fabri- 
cation for a faithful recording are often inaugurated by 
the men who themselves played an active role in the 
events, and begin with the instant of their happening, 

1. Sometimes historical research succeeds in unmasking inveterate 
errors and substituting a correct account of events for an inadequate 
record even in fields that had up to then been considered fully and 
satisfactorily explored and described. An outstanding example is the 
startling discoveries concerning the history of the Homan emperors 
Maxentius, Licinius, and Constantinus and the events that ended the 
persecution of thc Christians and paved the way for the victory of the 
Christian Church. (See Henri GrCgoire, Les PcrsScutions dam l'Em- 
pire Romain in MCmoires de l'hcadkmie Royale de Belgique, Tome 46, 
Fascicule 1, 1951, especially pp. 79-89, 153-6.) But fundamental 
changes in the historical understanding of events are more often 
brought about without any or only slight revision of the description 
of external events. 
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or sometimes even precede their occurrence. To lie 
about historical facts and to destroy evidence has been 
in the opinion of hosts of statesmen, diplomats, politi- 
cians, and writers a legitimate part of the conduct of 
public &airs and of writing history. One of the main 
problems of historical research is to unmask such false- 
hoods. 

The falsifiers were often prompted by the desire to 
justify their own or their party’s actions from the point 
of view of the moral code of those whose support or at 
least neutrality they were eager to win. Such white- 
washing is rather paradoxical if the actions concerned 
appeared unobjectionable from the point of view of 
the moral ideas of the time when they occurred, and are 
condemned only by the moral standards of the fab- 
ricator’s contemporaries. 

No serious obstacles to the efforts of the historians are 
created by the machinations of the forgers and falsifiers. 
What is much more difEcult for the historian is to 
avoid being misled by spurious social and economic 
doctrines. 

The historian approaches the records equipped with 
the knowledge he has acquired in the fields of logic, 
praxeology, and the natural sciences. If this knowledge 
is defective, the result of his examination and analysis 
of the material will be vitiated. A good part of the last 
eighty years’ contributions to economic and social his- 
tory is almost useless on account of the writers’ insuf6- 
cient grasp of economics. The historicist thesis that the 
historian needs no acquaintance with economics and 
should even spurn it has vitiated the work of several 
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generations of historians. Still more devastating was the 
effect of historicism upon those who called their publi- 
cations describing various social and business condi- 
tions of the recent past economic research. 

5. History and Humanism 

Pragmatic philosophy appreciates knowledge because 
it gives power and makes people fit to accomplish 
things. From this point of view the positivists reject his- 
tory as useless. We have tried to demonstrate the serv- 
ice that history renders to acting man in making him 
understand the situation in which he has to act. We 
have tried to provide a practical justification of history, 

But there is more than this in the study of history. It 
not only provides knowledge indispensable to prepar- 
ing political decisions. It opens the mind toward an 
understanding of human nature and destiny. It in- 
creases wisdom. It is the very essence of that much mis- 
interpreted concept, a liberal education. It is the fore- 
most approach to humanism, the lore of the specifically 
human concerns that distinguish man from other liv- 
ing beings. 

The newborn child has inherited from his ancestors 
the physiological features of the species. He does not 
inherit the ideological characteristics of human ex- 
istence, the desire for learning and knowing. What dis- 
tinguishes civilized man from a barbarian must be 
acquired by every individual anew. Protracted strenu- 
ous exertion is needed to take possession of man’s spirit- 
ual legacy. 
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Personal culture is more than mere familiarity with 
the present state of science, technology, and civic af- 
fairs. It is more than acquaintance with books and 
paintings and the experience of travel and of visits to 
museums, It  is the assimilation of the ideas that roused 
mankind from the inert routine of a merely animal ex- 
istence to a life of reasoning and speculating. It is the 
individual's effort to humanize himself by partaking in 
the tradition of all the best that earlier generations 
have bequeathed. 

The positivist detractors of history contend that pre- 
occupation with things past diverts people's attention 
from the main task of mankind, the improvement of fu- 
ture conditions. No blame could be more undeserved. 
History looks backward into the past, but the lesson it 
teaches concerns things to come. It does not teach in- 
dolent quietism; it rouses man to emulate the deeds of 
earlier generations. It addresses men as Date's Ulysses 
addressed his companions: 

Considerate la vostra semenza: 
Fatti non foste a viver come bruti, 
Ma per seguir virtude e conoscenza.l 

The dark ages were not dark because peopIe were 
committed to study of the intellectual treasures left by 
ancient Hellenic civilization; they were dark so long as 
these treasures were hidden and dormant. Once they 

1. L'lnfem, XXVI, 118-20. In the translation by Longfellow: 

Consider ye the seed from which ye sprang; 
Ye were not made to live like unto brutes, 
But for pursuit of virtue and of knowledge. 
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came to light again and began to stimulate the minds 
of the most advanced thinkers, they contributed sub- 
stantially to the inauguration of what is called today 
Western civilization. The much criticized term “Renais- 
sance” is pertinent in that it stresses the part the legacy 
of antiquity played in the evolution of all the spiritual 
features of the West. (The question whether the begin- 
ning of the Renaissance should not be dated some cen- 
turies farther back than Burckhardt set it need not 
concern us here. ) 

The scions of the barbarian conquerors who Erst 
began to study the ancients seriously were struck with 
awe. They realized that they and their contemporaries 
were faced with ideas they themselves could not have 
developed. They could not help thinking of the philoso- 
phy, the literature, and the arts of the classical age of 
Greece and Rome as unsurpassable. They saw no road 
to knowledge and wisdom but that paved by the an- 
cients. To qualify a spiritual achievement as modern 
had for them a pejorative connotation. But slowly, 
from the seventeenth century on, people became aware 
that the West was coming of age and creating a culture 
of its own. They no longer bemoaned the disappearance 
of a golden age of the arts and of learning, irretrievably 
lost, and no longer thought of the ancient masterpieces 
as models to be imitated but never equaled, still less 
surpassed. They came to substitute the idea of progres- 
sive improvement for the previously held idea of pro- 
gressive degeneration. 

In this intellectual development that taught modern 
Europe to know its own worth and produced the self- 
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reliance of modem Western civilization, the study of 
history was paramount. The course of human affairs 
was no longer viewed as a mere struggle of ambitious 
princes and army leaders for power, wealth, and glory. 
The historians discovered in the flux of events the op- 
eration of other forces than those commonly styled 
political and military, They began to regard the histori- 
cal process as actuated by man’s urge toward better- 
ment. They disagreed widely in their judgments of 
value and in their appraisal of the various ends aimed 
at by governments and reformers. But they were nearly 
unanimous in holding that the main concern of every 
generation is to render conditions more satisfactory 
than their ancestors left them. They announced prog- 
ress toward a better state of civic affairs as the main 
theme of human endeavor. 

Faithhlness to tradition means to the historian ob- 
servance of the fundamental rule of human action, 
namely, ceaseless striving to improve conditions. It 
does not mean preservation of unsuitable old institu- 
tions and clinging to doctrines long since discredited by 
more tenable theories. It does not imply any concession 
to the point of view of historicism. 

6. History and the Rise of Aggressive Nationalism 

The historian should utilize in his studies all the 
knowledge that the other disciplines place at his dis- 
posal. Inadequacy in this knowledge affects the re- 
sults of his work. 

If we were to consider the Homeric epics merely as 
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historical narratives, we would have to judge them un- 
satisfactory on account of the theology or mythology 
used to interpret and explain facts. Personal and politi- 
cal conflicts between princes and heroes, the spread of 
a plague, meteorological conditions, and other happen- 
ings were attributed to the interference of gods. Mod- 
ern historians refrain from tracing back earthly events 
to supernatural causes. They avoid propositions that 
would manifestly contradict the teachings of the natural 
sciences. But they are often ignorant of economics and 
committed to untenable doctrines concerning the prob- 
lems of economic policies. Many cling to neomercan- 
tilism, the social philosophy adopted almost without 
exception by contemporary political parties and gov- 
ernments and taught at all universities. They approve 
the fundamental thesis of mercantilism that the gain 
of one nation is the damage of other nations; that no 
nation can win but by the loss of others. They think an 
irreconcilable conff ict of interests prevails among na- 
tions. From this point of view many or even most his- 
torians interpret all events. The violent clash of na- 
tions is in their eyes a necessary consequence of a 
nature-given and inevitable antagonism. This antago- 
nism cannot be removed by any arrangement of in- 
ternational relations. The advocates of integral free 
trade, the Manchester or laissez-faire Liberals, are, 
they think, unrealistic and do not see that free trade 
hurts the vital interests of any nation resorting to it. 

It is not surprising that the average historian shares 
the fallacies and misconceptions prevailing among his 
contemporaries. It was, however, not the historians but 
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the anti-economists who developed the modern ide- 
ology of international conflict and aggressive nation- 
alism. The historians merely adopted and applied it. It 
is not especially remarkable that in their writings they 
took the side of their own nation and tried to justify 
its claims and pretensions. 

Books on history, especially those on the history of 
one’s own country, appeal more to the general reader 
than do tracts on economic policy. The audience of the 
historians is broader than that of the authors of books 
on the balance of payments, foreign exchange control, 
and similar matters. This explains why historians are 
often considered the leading fomenters of the revival 
of the warlike spirit and of the resulting wars of our 
age. ActuaIIy they have merely popularized the teach- 
ings of pseudo economists. 

7. History and Judgments of Value 

The subject of history is action and the judgments of 
value directing action toward definite ends. History 
deals with values, but it itself does not value. I t  looks 
upon evcnts with the eyes of an unaffected observer. 
This is, of course, the characteristic mark of objective 
thought and of the scientific search for truth. Truth 
refers to what is or was, not to a state of affairs that 
is not or was not but that would suit the wishes of the 
tru th-seeker better. 

There is no need to add anything to what has been 
said in the first part of this essay about the futility of 
the search for absolute and eternal values. History is 
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no better able than any other science to provide stand- 
ards of value that would be more than personal judg- 
ments pronounced then and there by mortal men and 
rejected then and there by other mortal men. 

There are authors who assert that it is logically im- 
possible to deal with historical facts without expressing 
judgments of value. As they see it, one cannot say 
anything relevant about these things without making 
one value judgment after another. If, for example, one 
deals with such phenomena as pressure groups or prosti- 
tution, one has to realize that these phenomena them- 
selves “are, as it were, constituted by value judg- 
m e n t ~ . ” ~  Now, it is true that many people employ 
such terms as ‘‘pressure group” and almost every one 
the term “prostitution” in a way that implies a judgment 
of value. But this does not mean that the phenomena to 
which these terms refer are constituted by value judg- 
ments. Prostitution is defined by Geoffrey May as “the 
practice of habitual or intermittent sexual union, more 
or less promiscuous, for mercenary inducement.” A 
pressure group is a group aiming to attain legislation 
thought favorable to the interests of the group mem- 
bers. There is no valuation whatever implied in the 
mere use of such terms or in the reference to such 
phenomena, It is not true that history, if it has to avoid 
value judgments, would not be permitted to speak of 
cruelty? The first meaning of the word “cruel” in the 

1. Leo Strauss, Natural Right and H w y  (Chicago, University 

2. G. May, “Prostitution,” Encyclopaedia of the Social Sciences, 

3. Strauss, p. 52. 

of Chicago Press, 19531, p. 53. 

12, 553. 
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Concise Oxford Dicti~lasy is “indifferent to, delight- 
ing in, another’s pain.”4 This definition is no less ob- 
jective and free from any valuation than that given by 
the same dictionary for sadism: “sexual perversion 
marked by love of cruelty.” As a psychiatrist employs 
the term “sadism” to describe the condition of a patient, 
a historian may refer to “cruelty” in describing certain 
actions. A dispute that may arise as to what causes 
pain and what not, or as to whether in a concrete case 
pain was inflicted because it gave pleasure to the actor 
or for other reasons, is concerned with establishing 
facts, not making judgments of value. 

The problem of history’s neutrality as to judgments 
of value must not be confused with that of the attempts 
to falsify the historical account. There have been his- 
torians who were eager to represent battles lost by 
their own nation’s armed forces as victories and who 
claimed for their own people, race, party, or faith every- 
thing they regarded as meritorious and exculpated them 
from everything they regarded as objectionable. The 
textbooks of history prepared for the public schools are 
marked by a rather nayve parochialism and chauvinism. 
There is no need to dwell on such futilities. But it must 
be admitted that even for the most conscientious his- 
torian abstention from judgments of value may offer 
certain difficulties. 

As a man and as a citizen the historian takes sides 
in many feuds and controversies of his age. It is not 

4. 3d ed., 1934, p. 273. 
5. Ibid., p. 1042. 
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easy to combine scientific aloofness in historical studies 
with partisanship in mundane interests. But that can 
and has been achieved by outstanding historians. The 
historian’s world view may color his work. His repre- 
sentation of events may be interlarded with remarks 
that betray his feelings and wishes and divulge his 
party affiliation. However, the postulate of scientific his- 
tory’s abstention from value judgments is not infringed 
by occasional remarks expressing the preferences of 
the historian if the general purport of the study is 
not affected. If the writer, speaking of an inept com- 
mander of the forces of his own nation or party, says 
“unfortunately” the general was not equal to his task, 
he has not failed in his duty as a historian. The his- 
torian is free to lament the destruction of the master- 
pieces of Greek art provided his regret does not i d u -  
ence his report of the events that brought about this 
destruction. 

The problem of Wertfreiheit must also be clearly dis- 
tinguished from that of the choice of theories resorted 
to for the interpretation of facts. In dealing with the 
data available, the historian needs all the knowledge 
provided by the other disciplines, by logic, mathe- 
matics, praxeoIogy, and the natural sciences. If what 
these disciplines teach is insufficient or if the historian 
chooses an erroneous theory out of several conflicting 
theories held by the specialists, his effort is misled and 
his performance is abortive. It may be that he chose 
an untenable theory because he was biased and this 
theory best suited his party spirit. But the acceptance 
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of a faulty doctrine may often be merely the outcome 
of ignorance or of the fact that it enjoys greater popu- 
larity than more correct doctrines. 

The main source of dissent among historians is 
divergence in regard to the teachings of all the other 
branches of knowledge upon which they base their 
presentation. To a historian of earlier days who be- 
lieved in witchcraft, magic, and the devil's interfer- 
ence with human affairs, things had a different aspect 
than they have for an agnostic historian. The neo- 
mercantilist doctrines of the balance of payments and 
of the dollar shortage give an image of present-day 
world conditions very different from that provided by 
an examination of the situation from the point of view 
of modern subjectivist economics. 



Chapter 14. The Epistemological 
Features of History 

1. Prediction in the Natural Sciences 

THE NATURAL SCIENCES have two modes of predict- 
ing future events: the sweeping prediction and the 
statistical prediction. The former says: b follows a. The 
latter says: In xyo of all cases b follows a; in (100-x) % 
of all cases non-b follows (I. 

Neither of these predictions can be called apodictic. 
Both are based upon experience. Experience is neces- 
sarily of past events. It can be resorted to for the pre- 
diction of future events only with the aid of the 
assumption that an invariable uniformity prevails in 
the concatenation and succession of natural phenom- 
ena. Referring to this aprioristic assumption, the natural 
sciences proceed to ampliative induction, inferring from 
regularity observed in the past to the same regularity in 
future events. 

Ampliative induction is the epistemological basis of 
the natural sciences. The fact that the various machines 
and gadgets designed in accordance with the theorems 
of the natural sciences run and work in the expected 
way provides practical confirmation both of the theo- 
rems concerned and of the inductive method. However, 
this corroboration too refers only to the past. It does 
not preclude the possibility that one day factors up to 

303 
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now unknown to us may produce effects that will make 
a shambles of our knowledge and technological skill. 
The philosopher has to admit that there is no way 
mortal man can acquire certain knowledge about the 
future. But acting man has no reason to attach any im- 
portance to the logical and epistemological precarious- 
ness of the natural sciences. They provide the only 
mental tool that can be used in the ceaseless struggle 
for life. They have proved their practical worth. As no 
other way to knowledge is open to man, no alternative 
is left to him. If he wants to survive and to render his 
life more agreeable, he must accept the natural sciences 
as guides toward technological and therapeutical suc- 
cess. He must behave us if the predictions of the natural 
sciences were truth, perhaps not eternal, unshakable 
truth, but at least truth for that period of time for which 
human action can plan to provide. 

The assurance with which the natural sciences an- 
nounce their findings is not founded solely upon this 
as if.  It is also derived from the intersubjectivity and 
objectivity of the experience that is the raw material 
of the natural sciences and the starting point of their 
reasoning. The apprehension of external objects is such 
that among all those in a position to become aware of 
them agreement about the nature of that apprehension 
can easily be reached. There is no disagreement about 
pointer readings that cannot be brought to a final de- 
cision. Scientists may disagree about theories. They 
never lastingly disagree about the establishment of 
what is called pure facts. There can be no dispute as to 
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whether a definite piece of stuff is copper or iron or its 
weight is two pounds or five. 

It would be preposterous to fail to recognize the 
significance of the epistemological discussions concern- 
ing induction, truth, and the mathematical calculus of 
probability. Yet these philosophical disquisitions do not 
further our endeavors to analyze the epistemological 
problems of the sciences of human action. What the 
epistemology of the sciences of human action has to 
remember about the natural sciences is that their theo- 
rems, although abstracted from experience, i.e., from 
what happened in the past, have been used successfully 
for designing future action. 

2. History and Prediction 

In thcir logical aspect the procedures applied in the 
most elaborate investigations in the field of natural 
events do not differ from the mundane logic of every- 
body’s daily business. The logic of science is not differ- 
ent from the logic resorted to by any individual in the 
meditations that precede his actions or weigh their 
effects afterward. There is only one a priori and onIy 
one logic conceivable to the human mind. There is con- 
sequently onIy one body of natural science that can 
stand critical examination by the logical analysis of 
available experience. 

As there is only one mode of logical thinking, there 
is onIy one praxeology (and, for that matter, only one 
mathematics) valid for all. As there is no human think- 
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ing that would fail to distinguish between A and non-A, 
so there is no human action that would not distinguish 
between means and ends. This distinction implies that 
man values, i.e., that he prefers an A to a B. 

For the natural sciences the limit of knowledge is 
the establishment of an ultimate given, that is, of a fact 
that cannot be traced back to another fact of which it 
would appear as the necessary consequence. For the 
sciences of human action the ultimate given is the judg- 
ments of value of the actors and the ideas that engender 
these judgments of value. 

It is precisely this fact that precludes employing the 
methods of the natural sciences to solve problems of 
human action. Observing nature, man discovers an 
inexorable regularity in the reaction of objects to stim- 
uli. He classifies things according to the pattern of their 
reaction. A concrete thing, for example copper, is some- 
thing that reacts in the same way in which other speci- 
mens of the same class react. As the patterns of this 
reaction are known, the engineer knows what future 
reaction on the part of copper he has to expect. This 
foreknowledge, notwithstanding the epistemological 
reservations referred to in the preceding section, is 
considered apodictic. All our science and philosophy, 
all our civilization would at once be called into ques- 
tion if, in but one instance and for but one moment, the 
patterns of these reactions varied. 

What distinguishes the sciences of human action is 
the fact that there is no such foreknowledge of the in- 
dividuals’ value judgments, of the ends they will aim 
at under the impact of these value judgments, of the 
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means they will resort to in order to attain the ends 
sought and of the effects of their actions insofar as these 
are not entirely determined by factors the knowledge of 
which is conveyed by the natural sciences. We know 
something about these things, but our knowledge of 
them and about them is categorially different from the 
kind of knowledge the experimental natural sciences 
provide about natural events. We could call it histor- 
ical knowledge if this term were not liable to misinter- 
pretation in suggesting that this knowledge serves only 
or predominantly to elucidate past events. Yet its most 
important use is to be seen in the service it renders to 
the anticipation of future conditions and to the design- 
ing of action that necessarily always aims at affecting 
future conditions. 

Something happens in the field of the nation’s domes- 
tic politics. How will Senator X, the outstanding man 
of the green party, react? Many informed men may 
have an opinion about the senator’s expected reaction. 
Perhaps one of these opinions will prove to be correct. 
But it may also happen that none of them was right and 
that the senator reacts in a way not prognosticated by 
anybody. And then a similar dilemma arises in weigh- 
ing the effects brought about by the way the senator 
has reacted. This second dilemma cannot be resolved 
as the first one was, as soon as the senator’s action be- 
comes known, For centuries to come historians may dis- 
agree about the effects produced by certain actions. 

Traditional epistemology, exclusively preoccupied 
with the logical problems of the natural sciences and 
wholly ignorant even of the existence of the field of 
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praxeology, tried to deal with these problems from the 
point of view of its narrow-minded, dogmatic ortho- 
doxy. It condemned all the sciences that were not ex- 
perimental natural sciences as backward and committed 
to an outdated philosophical and metaphysical, i.e., in 
their usage, stupid, method. It confused probability as 
the term is used in colloquial expressions referring to 
history and practical everyday action with the concept 
of probability as employed in the mathematical calculus 
of probability. Finally sociology made its appearance. 
It promised to substitute true science for the rubbish 
and empty gossiping of the historians in developing an 
aposteriori science of “social laws” to be derived from 
historical experience. 

This disparagement of the methods of history moved 
first Dilthey, then Windelband, Rickert, Max Weber, 
Croce, and Collingwood to opposition. Their interpre- 
tations were in many regards unsatisfactory. They were 
deluded by many of the fundamental errors of histori- 
cism. All but Collingwood failed entirely to recognize 
the unique epistemological character of economics. 
They were vague in their references to psychology. The 
first four moreover were not free from the chauvinistic 
bias which in the age of pan-Germanism induccd even 
the most eminent German thinkers to belittle the teach- 
ings of what they called Western philosophy. But the 
fact remains that they succeeded brilliantly in elucidat- 
ing the epistemological features of the study of history. 
They destroyed forever the prestige of those epistemo- 
logical doctrines that blamed history for being history 
and for not being “social physics.” They exposed the fu- 
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tiIity of the search after aposteriori laws of historical 
change or historical becoming that would make possible 
the prediction of future history in the way the physicists 
predict the future behavior of copper. They made his- 
tory self-conscious. 

3. The Specific Understanding of History 

Praxcology, the a priori science of human action, 
and, more specifically, its up to now best-developed 
part, economics, provides in its field a consummate in- 
terpretation of past events recorded and a consummate 
anticipation of the effects to be expected from future 
actions of a definite kind. Neither this interpretation 
nor this anticipation tells anything about the actual 
content and quality of the acting individuals’ judgments 
of value. Both presuppose that the individuals are valu- 
ing and acting, but their theorems are independent of 
and undected by the particular characteristics of this 
valuing and acting. These characteristics are for the 
sciences of human action ultimate data, they are what 
is called historical individuality. 

However, there is a momentous difference between 
the ultimate given in the natural sciences and that in 
the field of human action. A n  ultimate given of nature 
is-for the time being, that is, until someone succeeds in 
exposing it as the necessary consequence of some other 
ultimate given-a stopping point for human reflection. 
It is as it is, that is all that man can say about it. 

But it is different with the ultimate given of human 
action, with the value judgments of individuds and the 
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actions induced by them. They are ultimately given as 
they cannot be traced back to something of which they 
would appear to be the necessary consequence. If this 
were not the case, it would not be permissible to call 
them an ultimate given. But they are not, like the uIti- 
mate given in the natural sciences, a stopping point for 
human reflection. They are the starting point of a spe- 
cific mode of reflection, of the specific understanding of 
the historicaI sciences of human action. 

If the experimenter in the laboratory has established 
a fact which, at least for the time being, cannot be 
traced back to another fact of which it would appear as 
a derivative, there is nothing more to be said about the 
issue. But if we are faced with a value judgment and 
the resulting action, we may try to understand how 
they originated in the mind of the actor. 

This specific understanding of human action as it 
i s  practiced by everybody in all his interhuman rela- 
tions and actions is a mental procedure that must not 
be confused with any of the logical schemes resorted 
to by the natural sciences and by everybody in purely 
technological or therapeutical activities. 

The specific understanding aims at the cognition of 
other people’s actions. It asks in retrospect: What was 
he doing, what was he aiming at? What did he mean in 
choosing this definite end? What was the outcome of his 
action? Or it asks analogous questions for the future: 
What ends wiI1 he choose? What will he do in order to 
attain them? What will the outcome of his action be? 

In actual life all these questions are seldom asked in 
isolation. They are mostly connected with other ques- 
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tions referring to praxeology or to the natural sciences. 
The categorial distinctions that epistemology is bound 
to make are tools of our mental operations. The real 
events are complex phenomena and can be grasped 
by the mind only if each of the various tools available 
is employed for its proper purpose. 

The main epistemological problem of the specific 
understanding is: How can a man have any knowledge 
of the future value judgments and actions of other peo- 
ple? The traditional method of dealing with this prob- 
lem, commonly called the problem of the alter ego or 
Fremduerstehen, is unsatisfactory. It focused attention 
upon grasping the meaning of other people’s behavior 
in the “present” or, more correctly, in the past. But the 
task with which acting man, that is, everybody, is faced 
in all relations with his fellows does not refer to the 
past; it refers to the future. To know the future reac- 
tions of other people is the first task of acting man. 
Knowledge of their past value judgments and actions, 
although indispensable, is only a means to this end. 

It is obvious that this knowledge which provides a 
man with the ability to anticipate to some degree other 
people’s future attitudes is not a priori knowledge. The 
a priori discipline of human action, praxeology, does 
not deal with the actual content of value judgments; 
it deals only with the fact that men value and then act 
according to their valuations. What we know about 
the actual content of judgments of value can be derived 
only from experience. We have experience of other 
people’s past value judgments and actions; and we have 
experience of our own value judgments and actions. 
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The latter is commonly called introspection. To distin- 
guish it from experimental psychology, the term thy- 
mology was suggested in an earlier chapter1 for that 
branch of knowledge which deals with human judg- 
ments of values and ideas. 

Wilhelm Dilthey stressed the roIe that thymology- 
of course he said psychology-plays in thc Geisteswis- 
senschften, the mental or moral sciences, the sciences 
dealing with human thoughts, ideas, and value judg- 
ments, and their operation in the external world.2 It is 
not our task to trace back Dilthey’s ideas to earlier au- 
thors. There is little doubt that he owed much to prede- 
cessors, especially to David Hume. But the examination 
of these influences must be left to treatises dealing with 
the history of philosophy. Dilthey’s chief contribution 
was his pointing out in what respect the kind of psy- 
chology he was referring to was epistemologically and 
methodologically different from the natural sciences 
and therefore also from experimental psychology. 

4. Thymological Experience 

Thymological experience is what we know about hu- 
man value judgments, the actions determined by them, 
and the responses these actions arouse in other people. 
As has been said, this experience stems either from in- 
trospection or from intercourse with other men, from 
our acting in various interhuman relations. 

1. See p. 265. 
2. See especially Dilthey, Einleitung in die G e ~ ~ ~ ~ s m c h f t m ,  

Leipzig, 1883. See also H. A. Hodges, 2% Philosophy of Wiulelrn 
Dilthey (London, 1952), pp. 170ff. 
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Like all experience, thymological experience too is 

necessarily knowledge of things that happened in the 
past. For reasons made sufficiently clear in the earlier 
sections of this essay, it is not permitted to assign to it 
the meaning the natural sciences assign to the results of 
experimentation. What we learn from thymological ex- 
perience never has the significance of what is called in 
the natural sciences an experimentally established fact. 
It always remains a historical fact. Thymology is a his- 
torical discipline. 

For lack of any better tool, we must take recourse to 
thymology if we want to anticipate other people’s fu- 
ture attitudes and actions. Out of our general thymo- 
logical experience, acquired either directly from observ- 
ing our fellow men and transacting business with them 
or indirectly from reading and from hearsay, as well as 
out of our special experience acquired in previous con- 
tacts with the individuals or groups concerned, we try 
to form an opinion about their future conduct. It is 
easy to see in what the fundamental difference consists 
between this kind of anticipation and that of an engi- 
neer designing the plan for the construction of a bridge. 

Thymology tells no more than that man is driven 
by various innate instincts, various passions, and various 
ideas. The anticipating individual tries to set aside those 
factors that manifestly do not play any role in the con- 
crete case under consideration. Then he chooses among 
the remaining ones. 

It is usual to qualify such prognoses as more or less 
probable and to contrast them with the forecasts of 
the natural sciences which once were called certain and 
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are still considered certain and exact by people not fa- 
miliar with the problems of logic and epistemology. 
Setting aside these latter problems, we must cmphasize 
that the probability of the prognoses concerning future 
human action has little in common with that category 
of probability which is dealt with in the mathematical 
calculus of probability. The former is case probability 
and not class probability.' In order to prevent confu- 
sion, it is advisable to refer to case probability as likeli- 
hood. 

In the specific understanding of future events there 
are as a rule two orders of likelihood to be ascertained. 
The first refers to the enumeration of the factors that 
could possibly take or have taken effect in producing 
the outcome in question. The second refers to the influ- 
ence of each of these factors in the production of the 
outcome. It can easily be seen that the likelihood that 
the enumeration of the operating factors will be correct 
and complete is much higher than the likelihood that 
the proper extent of participation will be attributed to 
each. Yet the correctness or incorrectness of a prognosis 
depends on the correctness or incorrectness of this lat- 
ter evahation. The precariousness of forecasting is 
mainly due to the intricacy of this second problem. It is 
not only a rather puzzling question in forecasting future 
events. It is no less puzzling in retrospect for the his- 
torian. 

It is not enough for the statesman, the politician, the 
general, or the entrepreneur to know all the factors that 
can possibly contribute to the determination of a future 

1. See above, p. 91. 
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event. In order to anticipate correctly they must also 
anticipate correctly the quantity as it were of each 
factor’s contribution and the instant at which its contri- 
bution will become effective. And later the historians 
will have to face the same difficulty in analyzing and 
understanding the case in retrospect. 

5.  Real Types and Ideal Types 

The natural sciences classify the things of the external 
world according to their reaction to stimuli. Since cop- 
per is something that reacts in a definite way, the name 
copper is denied to a thing that reacts in a different 
way. In establishing the fact that a thing is copper, 
we make a forecast about its future behavior. What is 
copper cannot be iron or oxygen. 

In acting-in their daily routine, as well as in tech- 
nology and therapeutics, and also in history-people 
employ “real types,” that is, class concepts distinguish- 
ing people or institutions according to neatly definable 
traits. Such classification can be based on concepts of 
praxeology and economics, of jurisprudence, of tech- 
nology, and of the natural sciences. It may refer to 
Italians, for example, either as the inhabitants of a defi- 
nite area, or as people endowed with a special legal 
characteristic, viz., Italian nationality, or as a definite 
linguistic group. This kind of classification is independ- 
ent of specific understanding. It points toward some- 
thing that is common to all members of the class. All 
Italians in the geographic sense of the term are affected 
by geological or meteorological events that touch their 
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country. All Italian citizens are concerned by legal acts 
relating to people of their nationality. All Italians in 
the linguistic sense of the term are in a position to make 
themselves understood to one another. Nothing more 
than this is meant when a man is called an Italian in one 
of these three connotations. 

The characteristic mark of an “ideal type,” on the 
other hand, is that it implies some proposition concern- 
ing valuing and acting. If an ideal type refers to peo- 
ple, it implies that in some respect these men are valu- 
ing and acting in a uniform or similar way. When it re- 
fers to institutions, it implies that these institutions are 
products of uniform or similar ways of valuing and act- 
ing or that they influence valuing and acting in a uni- 
form or similar way. 

Ideal types are constructed and employed on the 
basis of a definite mode of understanding the course of 
events, whether in order to forecast the future or to 
analyze the past. If in dealing with American elections 
one refers to the Italian vote, the implication is that 
there are voters of Italian descent whose voting is to 
some extent influenced by their Italian origin. That 
such a group of voters exists will hardly be denied; but 
people disagree widely as to the number of citizens in- 
cluded in this group and the degree to which their vot- 
ing is determined by their Italian ideologies. It is this 
uncertainty about the power of the ideology concerned, 
this impossibility of finding out and measuring its effect 
upon the minds of the individual members of the group, 
that characterizes the ideal type as such and distin- 
guishes it from real types. An ideal type is a conceptual 
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tool of understanding and the service that it renders 
depends entirely on the serviceableness of the definite 
mode of understanding. 

Ideal types must not be confused with the types 
referred to in moral or political “oughts,” which we may 
caIl “ought types.” The Marxians contend that all prole- 
tarians necessarily behave in a definite way, and the 
Nazis make the analogous statement with regard to all 
Germans. But neither of these parties can deny that its 
declaration is untenable as a proposition about what is, 
since there are proletarians and Germans who deviate 
from the modes of acting which these parties call prole- 
tarian and German respectively. What they really have 
in mind in announcing their dicta is a moral obligation. 
What they mean is: Every proletarian ought to act the 
way the party program and its legitimate expositors 
declare to be proletarian; every German ought to act 
the way the nationalist party considers genuinely Ger- 
man. Those proletarians or Germans whose conduct 
does not comply with the rules are smeared as traitors. 
The ought type belongs to the terminology of ethics and 
politics and not to that of the epistemology of the sci- 
ences of human action. 

It is furthermore necessary to separate ideal types 
from organizations having the same name. In dealing 
with nineteenth-century French history we frequently 
encounter references to the Jesuits and to the Free 
Masons. These terms may refer to acts of the organiza- 
tions designated by these names, e.g., “The Jesuit order 
opened a new school” or “The lodges of the Free 
Masons donated a s u m  of money for the relief of pee  
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ple who suffered in a fire." Or they may refer to ideal 
types, pointing out that members of these organizations 
and their friends are in definite respects acting under 
the sway of a definite Jesuit or Masonic ideology. There 
is a difference between stating that a political move- 
ment is organized, guided, and financed by the order 
or the lodges as such and saying that it is inspired by 
an ideology of which the order or the lodges are con- 
sidered the typical or outstanding representatives. The 
first proposition has no reference to the specific under- 
standing. It concerns facts that could be confirmed or 
disproved by the study of records and the hearing of 
witnesses. The second assertion regards understanding. 
In order to form a judgment on its adequacy or inade- 
quacy one has to analyze ideas and doctrines and their 
bearing upon actions and events. Methodologically 
there is a fundamental difference between the analysis 
of the impact of the ideology of Marxian socialism upon 
the mentality and the conduct of our contemporaries 
and the study of the actions of the various communist 
and socialist governments, parties, and conspiracies.l 

1. There is a distinction between the Communist party or a Com- 
munist party as an organized body on the one hand and the com- 
munist ( Marxian) ideology on the other. In dealing with contemporary 
history and poiitics people often fail to realize the fact that many 
people who are not members-"card-bearing" or dues-paying members 
-of a party organization may be, either totally or in certain regards, 
under the sway of the party ideology. Especially in weighing the 
strength of the ideas of communism or of those of Xazism in Germany 
or of Fascism in Italy serious confusion resulted from this error. 
Furthermore it is necessary to know that an ideology may sometimes 
also iduence  the minds of those who believe that they are entirely 
untouched by it or who even consider themselves its deadly foes and 
are fighting it passionately. The success of Nazism in Germany in 1933 
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The service a definite ideal type renders to the acting 

man in his endeavors to anticipate future events and to 
the historian in his analysis of the past is dependent on 
the specific understanding that led to its construction. 
To question the usefulness of an ideal type for explain- 
ing a definite problem, one must criticize the mode of 
understanding involved. 

In dealing with conditions in Latin America the ideal 
type “general” may be of some use. There have been 
definite ideologies current which in some respects deter- 
mined the role played by many-not by all-army 
leaders who became important in politics. In France too 
ideas prevailed that by and large circumscribed the 
position of generals in politics and the rule of such men 
as Cavaignac, MacMahon, Boulanger, Pktain, and de 
Gaulle. But in the United States it would make no sense 
to employ the ideal type of a political general or a gen- 
eral in politics. No American ideology exists that would 
consider the armed forces as a separate entity distin- 
guished from and opposed to the “civilian” population. 
There is consequently no political esprit de corps in 
the army and its leaders have no authoritarian prestige 
among “civilians.” A genera1 who becomes president 
ceases not onIy IegaIIy but also politically to be a mem- 
ber of the army. 

was due to the fact that the immense majority of the Germans, even 
of those voting the ticket of the Marxist parties, of the Catholic 
Centrum party, and of the various “bourgeois” splinter parties, were 
committed to the ideas of radical aggressive nationalism, while the 
Nazis themselves had adopted the basic principles of the socialist 
program. Great Britain would not have gone socialist if the Conserva- 
tives, not to speak of the “Liberals,” had not virtually endorsed 
socialist ideas. 
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In referring to ideal types the historian of the past as 
well as the historian of the future, i.e., acting man, must 
never forget that there is a fundamental difference 
between the reactions of the objects of the natural 
sciences and those of men. It is this difference that peo- 
ple have wanted to bring into relief in speaking of the 
opposition of mind and matter, of freedom of the will, 
and of individuality. Ideal types are expedients to sim- 
plify the treatment of the puzzling multipIicity and 
variety of human affairs. In employing them one must 
always be aware of the deficiencies of any kind of sim- 
plification. The exuberance and variability of human 
life and action cannot be fully seized by concepts and 
definitions. Some unanswered or even unanswerable 
questions always remain, some problems whose solution 
passes the ability even of the greatest minds. 



PART FOUR. T H E  COURSE OF HISTORY 





Chapter 15. Philosophical Interpretations of History 

1. Philosophies of History and Philosophical 

THE ATTEMPTS to provide a philosophical interpreta- 
tion of history must not be confused with any of the 
various schemes of philosophy of history. They do not 
aim at the discovery of the end toward which the proc- 
ess of human history is tending. They try to bring into 
relief factors that play a momentous part in determin- 
ing the course of historical events. They deal with the 
ends individuals and groups of individuals are aiming 
at, but they abstain from any opinion about the end 
and the meaning of the historical process as a whole 
or about a preordained destiny of mankind. They rely 
not upon intuition but upon a study of history. They 
try to demonstrate the correctness of their interpreta- 
tion by referring to historical facts. In this sense they 
can be called discursive and scientific. 

It is useless to  enter into a discussion about the merits 
and demerits of a definite brand of philosophy of his- 
tory. A philosophy of history has to be accepted as a 
whole or rejected as a whole. No logical arguments and 
no reference to facts can be advanced either for or 
against a philosophy of history. There is no question of 
reasoning about it; what matters is solely belief or dis- 
belief. It is possible that in a few years the entire earth 
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will be subject to socialism. If this occurs, it will by no 
means confirm the Mamian variety of philosophy of 
history. Socialism will not be the outcome of a law op- 
erating “independently of the will of men” with “the 
inexorability of a law of nature.” It will be precisely 
the outcome of the ideas that got into the heads of men, 
of the conviction shared by the majority that socialism 
will be more beneficial to them than capitalism. 

A philosophical interpretation of history can be mis- 
used for political propaganda. However, it is easy to 
separate the scientific core of the doctrine from its 
political adaptation and modification. 

2. Environmentalism 

Environmentalism is the doctrine that explains histor- 
ical changes as produced by the environment in which 
people are living. There are two varieties of this doc- 
trine: the doctrine of physical or geographical environ- 
mentalism and the doctrine of social or cultural envi- 
ronmentalism. 

The former doctrine asserts that the essential features 
of a people’s civiIization are brought about by geo- 
graphical factors. The physical, geological, and cli- 
matic conditions and the flora and fauna of a region 
determine the thoughts and the actions of its inhabit- 
ants. In the most radical formulation of their thesis, 
anthropogeographical authors are eager to trace back 
all differences between races, nations, and civilizations 
to the operation of man’s natural environment. 

The inherent misconception of this interpretation is 
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that it looks upon geography as an active and upon 
human action as a passive factor. However, the geo- 
graphical environment is only one of the components 
of the situation in which man is placed by his birth, 
that makes him feel uneasy and causes him to employ 
his reason and his bodily forces to get rid of this un- 
easiness as best he may. Geography (nature) provides 
on the one hand a provocation to act and on the 
other hand both means that can be utilized in acting 
and insurmountable limits imposed upon the human 
striving for betterment. It provides a stimulus but not 
the response. Geography seTs a task, but man has to 
solve it. Man lives in a definite geographical environ- 
ment and is forced to adjust his action to the conditions 
of this environment. But the way in which he adjusts 
himself, the methods of his social, technological, and 
moral adaptation, are not determined by the external 
physical factors. The North American continent pro- 
duced neither the civilization of the Indian aborigines 
nor that of the Americans of European extraction. 

Human action is conscious reaction to the stimulus 
offered by the conditions under which man lives. As 
some of the components of the situation in which he 
lives and is called upon to act vary in different parts of 
the globe, there are also geographical differences in 
civilization. The wooden shoes of the Dutch fishermen 
would not be useful to the mountaineers of Switzerland. 
Fur coats are practical in Canada but less so in Tahiti. 

The doctrine of social and cultural environmentalism 
merely stresses the fact that there is-necessarily- 
continuity in human civilization. The rising generation 
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does not create a new civiIization from the grass roots. 
It enters into the social and cultural milieu that the pre- 
ceding generations have created. The individual is born 
at a definite date in history into a definite situation 
determined by geography, history, social institutions, 
mores, and ideologies. He has daily to face the altera- 
tion in the structure of this traditional surrounding 
effected by the actions of his contemporaries. He does 
not simply live in the world. He lives in a circumscribed 
spot. He is both furthered and hampered in his acting 
by all that is peculiar to this spot. But he is not deter- 
mined by it. 

The truth contained in environmentalism is the cog- 
nition that every individual lives at a definite epoch in 
a definite geographical space and acts under the condi- 
tions determined by this environment. The environment 
determines the situation but not the response. To the 
same situation different modes of reacting are thinkable 
and feasible. Which one the actors choose depends on 
their individuality. 

3. The Egalitarians’ Interpretation of History 

Most biologists maintain that there is but one species 
of man. The fact that all people can interbreed and 
produce fertile offspring is taken as evidence of the 
zoological unity of mankind. Yet within the species 
Homo sapiens there are numerous variations which 
make it imperative to distinguish subspecies or races. 

There are considerable bodily differences between 
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the members of various races; there are also remarkable 
although Iess momentous differences between members 
of the same race, subrace, tribe, or family, even between 
brothers and sisters, even between nonidentical twins. 
Every individual is already at birth different bodily 
from all other specimens, is characterized by individual 
traits of his own. But no matter how great these dif- 
ferences may be, they do not affect the logical structure 
of the human mind. There is not the slightest evidence 
for the thesis developed by various schools of thought 
that the logic and thinking of different races are cate- 
gorialfy different. 

The scientific treatment of the inborn differences 
between individuals and of their biological and physi- 
ological inheritance has been grossly muddled and 
twisted by political prepossessions. Behavioristic psy- 
chology maintains that all differences in mental traits 
among men are caused by environmental factors. It 
denies all influence of bodily build upon mental activ- 
ities. It holds that equalizing the outer conditions of 
human life and education could wipe out all cultural 
differences between individuals, whatever their racial 
or family affiliation might be. Observation contradicts 
these assertions. It shows that there is a degree of corre- 
lation between bodily structure and mental traits. An 
individual inherits from his parents and indirectly from 
his parents’ ancestors not only the specific bioIogical 
characteristics of his body but also a constitution of 
mental powers that circumscribes the potentialities of 
his mental achievements and his personality. Some peo- 
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ple are endowed with an innate ability for definite kinds 
of activities whiIe others lack this gift entirely or possess 
it only to a lesser degree. 

The behavioristic doctrine was used to support the 
program of socialism of the egalitarian variety. Egali- 
tarian socialism attacks the classical liberal principle of 
equality before the law. In its opinion the inequalities 
of income and wealth existing in the market economy 
are in their origin and their social sisllficance not dif- 
ferent from those existing in a status society. They are 
the outcome of usurpations and expropriations and the 
resulting exploitation of the masses brought about by 
arbitrary violence. The beneficiaries of this vioIence 
form a dominating class as the instrument of which the 
state forcibly holds down the exploited. What distin- 
guishes the “capitalist” from the “common man” is the 
fact that he has joined the gang of the unscrupulous ex- 
ploiters. The only quality required in an entrepreneur 
is villainy. His business, says Lenin, is accounting and 
the control of production and distribution, and these 
things have been “simplified by capitalism to the ut- 
most till they have become the extraordinarily simple 
operations of watching, recording and issuing receipts, 
within the reach of anybody who can read and write 
and knows the first four rules of arithmetic.” Thus the 
property privileges” of the “capitalists” are no less 

superfluous and therefore parasitic than the status privi- 
leges of the aristocratic landowners were on the eve of 
the Industrial Revolution. In establishing a spurious 

1932), pp. 83 f. 

<L 

1. Lenin, State and Revolution (New York, International Publishers, 
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equality before the law and preserving the most iniqui- 
tous of all privileges, private property, the bourgeoisie 
has duped the unsuspecting people and robbed them 
of the fruits of the revolution. 

This doctrine, already dimly present in the writings 
of some earlier authors and popuIarized by Jean Jacques 
Rousseau and by Babeuf, was transformed in the Marx- 
ian class-struggle doctrine into an interpretation of the 
whole process of human history from the point of view 
of usurpation. In the context of the Marxian philosophy 
of history the emergence of status and class distinctions 
was a necessary and historically inevitable result of the 
evolution of the material productive forces. The mem- 
bers of the dominating castes and classes were not indi- 
vidually responsible for the acts of oppression and ex- 
ploitation. They were not morally inferior to those they 
held in subservience. They were simply the men in- 
scrutable destiny singled out to perform a sociany, 
economically, and historically necessary task. As the 
state of the material productive forces determined each 
individual’s role in the consummation of the historical 
process, it was their part to carry out all they accom- 
plished. 

But quite a difFerent description of the march of hu- 
man affairs is provided by those writings in which Marx 
and Engels deal with historical problems or with po- 
litical issues of their own time. There they unreservedly 
espouse the popular doctrine of the inherent moral cor- 
ruption of the “exploiters.’’ Human history appears as a 
process of progressive moral corruption that started 
when the bhssful conditions of primeval village com- 
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munities were disrupted by the greed of selfish individ- 
uals, Private ownership of land is the original sin which 
step by step brought about all the disasters that have 
plagued mankind. What elevates an “exploiter” above 
the level of his fellow men is merely villainy. In the 
three volumes of Das Kupitul iinscrupulousness is the 
only quality aIluded to as required in an “exploiter.” 
The improvement of technology and the accumulation 
of wealth that Marx considered prerequisite for the 
realization of socialism are described as a result of the 
spontaneous evolution of the mythical material pro- 
ductive forces. The “capitalists” do not get any credit 
for these achievements. All that these villains do is to 
expropriate those who should by rights have the fruits 
of the operation of the material productive forces. They 
appropriate to themselves “surplus value.” They are 
merely parasites, and mankind can do without them. 

This interpretation of history from the egalitarian 
point of view is the official philosophy of our age. It 
assumes that an automatic process of historical evolu- 
tion tends to improve technological methods of produc- 
tion, to accumulate wealth, and to provide the means 
for improving the standard of living of the masses. 
Looking back upon conditions in the capitalistic West 
as they devehped in the last century or two, statisti- 
cians see a trend of rising productivity and blithely 
surmise that this trend will continue, whatever soci- 
ety’s economic organization may be. As they see it, 
a trend of historical evolution is something above the 
level of the actions of men, a “scientifically” established 
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fact which cannot be affected by men and by the social 
system. Hence no harm can result from institutions- 
such as the contemporary tax legislation-which aim 
at ultimately wiping out the inequalities of income and 
wealth. 

The egalitarian doctrine is manifestly contrary to all 
the facts estabhhed by biology and by history. Only 
fanatical partisans of this theory can contend that what 
distinguishes the genius from the dullard is entirely 
the effect of postnatal influences. The presumption that 
civilization, progress, and improvement emanate from 
the operation of some mythical factor-in the Marxian 
philosophy, the material productive forces-shaping 
the minds of men in such a way that certain ideas are 
successively produced contemporaneously in them, is 
an absurd fable. 

There has been a lot of empty talk about the non- 
existence of differences among men. But there has never 
been an attempt to organize society according to the 
egalitarian principle. The author of an egalitarian tract 
and the leader of an egalitarian party by their very 
activity contradict the principle to which they pay lip 
service. The historical role played by the egalitarian 
creed was to disguise the most abject forms of despotic 
oppression. In Soviet Russia egalitarianism is pro- 
claimed as one of the main dogmas of the official creed, 
But Lenin was deified after his death, and Stalin was 
worshiped in life as no ruler has been since the days of 
the declining Roman Empire. 

The egalitarian fables do not explain the course of 
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past history, they are out of place in an analysis of 
economic problems, and useless in planning future 
political action. 

4. The Racial Interpretation of History 

It is a historical fact that the civilizations developed 
by various races are different. In earlier ages it was 
possible to establish this truth without attempting to 
distinguish between higher and lower civilizations. 
Each race, one could contend, develops a culture that 
conforms to its wishes, wants, and ideals. The character 
of a race finds its adequate expression in its achieve- 
ments. A race may imitate accomplishments and insti- 
tutions developed by other races, but it does not long to 
abandon its own cultural pattern entirely and to substi- 
tute an imported alien system for it. If about two thou- 
sand years ago the Greco-Romans and the Chinese had 
learned about each other’s civilizations, neither race 
would have admitted the superiority of the other’s civi- 
lization. 

But i t  is different in our age. The non-Caucasians may 
hate and despise the white man, they may plot his de- 
struction and take pleasure in extravagant praise of 
their own civilizations. But they yearn for the tangible 
achievemcnts of the West, for its science, technology, 
therapeutics, its methods of administration and of in- 
dustrial management. Many of their spokesmen declare 
that they want only to imitate the material culture of 
the West, and to do even that only so far as it does not 
conflict with their indigenous ideologies or jeopardize 
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their religious beliefs and observances. They fail to see 
that the adoption of what they disparagingly call the 
merely material achievements of the West is incom- 
patible with preserving their traditional rites and taboos 
and their customary style of life. They indulge in the 
illusion that their peoples could borrow the technology 
of the West and attain a higher material standard of 
living without having first in a Kultu~kumpf divested 
themselves of the world view and the mores handed 
down from their ancestors. They are confirmed in this 
error by the socialist doctrine, which also fails to rec- 
ognize that the material and technological achieve- 
ments of the West were brought about by the philoso- 
phies of rationalism, individualism, and utilitarianism 
and are bound to disappear if the collectivist and total- 
itarian tenets substitute socialism for capitalism. 

Whatever people may say about Western civilization, 
the fact remains that a11 peoples look with envy upon its 
achievements, want to reproduce them, and thereby 
implicitly admit its superiority. It is this state of affairs 
that has generated the modern doctrine of race differ- 
ences and its political off shoot, racism, 

The doctrine of race differences maintains that some 
races have succeeded better than others in the pursuit 
of those aims that are common to all men. All men want 
to resist the operation of the factors detrimental to the 
preservation of their lives, their health, and their well- 
being. I t  cannot be denied that modem Western capi- 
Wism has succeeded best in these endeavors. It has 
increased the average length of life and raised the av- 
erage standard of living unprecedentedly. It has made 
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accessible to the common man those higher human ac- 
complishments-philosophy, science, art-which in the 
past were everywhere, and today outside the countries 
of Western capitalism still are, accessible only to a small 
minority. Grumblers may blame Western civilization 
for its materialism and may assert that it gratified no- 
body but a small class of rugged exploiters. But their 
laments cannot wipe out the facts. Millions of mothers 
have been made happier by the drop in infant mortality. 
Famines have disappeared and epidemics have been 
curbed. The average man lives in more satisfactory con- 
ditions than his ancestors or his fellows in the noncapi- 
talistic countries. And one must not dismiss as merely 
materialistic a civilization which makes it possible for 
practically everybody to enjoy a Beethoven symphony 
performed by an orchestra conducted by an eminent 
master. 

The thesis that some races have been more successful 
than others in their efforts to develop a civilization is 
unassailable as a statement about historicaI experience. 
As a rksurn6 of what has happened in the past it is quite 
correct to assert that modern civilization is the white 
man’s achievement. However, the establishment of this 
fact justifies neither the white man’s racial self-conceit 
nor the political doctrines of racism. 

Many people take pride in the fact that their ances- 
tors or their relatives have performed great things. It 
gives some men a special satisfaction to know that they 
belong to a family, clan, nation, or race that has dis- 
tinguished itself in the past. But this innocuous vanity 
easily turns into scorn of those who do not belong to 
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the same distinguished group and into attempts to 
humiliate and to insult them. The diplomats, soldiers, 
bureaucrats, and businessmen of the Western nations 
who in their contacts with the colored races have dis- 
played overbearing effrontery had no claim at all to 
boast of the deeds of Western civilization. They were 
not the makers of this culture which they compromised 
by their behavior. Their insolence which found its ex- 
pression in such signs as “Entrance forbidden to dogs 
and natives” has poisoned the relations between the 
races for ages to come. But we do not have to deal with 
these sad facts in an analysis of racial doctrines. 

Historical experience warrants the statement that in 
the past the efforts of some subdivisions of the Cauca- 
sian race to develop a civilization have eclipsed those 
of the members of other races. It does not warrant any 
statement about the future. It does not permit us to as- 
sume that this superiority of the white stock will persist 
in the future. Nothing can be predicted from historical 
experience with a likelihood that can be compared with 
the probability of predictions made in the natural sci- 
ences on the basis of facts established by laboratory 
experiments. In 1760 a historian would have been right 
in declaring that Western civilization was mainly an 
achievement of the Latins and the British and that the 
Germans had contributed little to it. It was permissible 
at that time to maintain that German science, art, litera- 
ture, philosophy, and technology were insignificant 
compared to the accomplishments of the members of 
some other nations. One could fairly contend that those 
Germans who had distinguished themselves in these 
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fields-foremost among them the astronomers Coper- 
nicus and Kepler and the philosopher Leibniz-could 
succeed only because they had fully absorbed what 
non-Germans had contributed, that intellectually they 
did not belong to Germany, that for a long time they 
had no German followers, and that those who first appre- 
ciated their doctrines were predominantly non-German. 
3ut if somebody had inferred from these facts that the 
Germans are culturally inferior and would rank in the 
future far below the French and the British, his conclu- 
sion would have been disproved by the course of later 
history. 

A prediction about the future behavior of those races 
which today are considered culturally backward could 
only be made by biological science. If biology were to 
discover some anatomical characteristics of the mem- 
bers of the non-Caucasian races which necessarily curb 
their mental faculties, one could venture such a predic- 
tion. But so far biology has not discovered any such 
characteristics. 

It is not the task of this essay to deal with the bio- 
logical issues of the racial doctrine. It must therefore 
abstain from analysis of the controversial problems of 
racial purity and miscegenation. Nor is it our task to 
investigate the merits of the political program of racism. 
This is for praxeology and economics. 

All that can be said about racial issues on the ground 
of historical experience boils down to two statements. 
First, the prevailing differences between the various 

1. We need not go into the qnestion whether Copernicus was a 
German or a Pole. See Mises, Omnipotent Gouernment, p .  15. 
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biological strains of men are reflected in the civiliza- 
tory achievements of the group members. Second, in 
our age the main achievements in civilization of some 
subdivisions of the white Caucasian race are viewed by 
the immense majority of the members of all other races 
as more desirable than characteristic features of the 
civilization produced by the members of their respec- 
tive own races. 

5. The Secularism of Western Civilization 

An almost universally accepted interpretation of 
modem civilization distinguishes between the spiritual 
and material aspects. The distinction is suspect, as it 
originated not from a dispassionate observation of facts 
but from resentment. Every race, nation, or linguistic 
group boasts of its members’ achievements in spiritual 
matters even while admitting its backwardness in ma- 
terial matters. It is assumed that there is little connec- 
tion between the two aspects of civilization, that the 
spiritual is more sublime, deserving, and praiseworthy 
than the “merely” material, and that preoccupation 
with material improvement prevents a people from be- 
stowing sufficient attention on spiritual matters. 

Such were in the nineteenth century the ideas of the 
leaders of the Eastern peoples who were eager to re- 
produce in their own countries the achievements of the 
West. The study of Western civilization made them 
subconsciously despise the institutions and ideologies of 
their native countries and left them feeling inferior. 
They re-established their mental equilibrium by means 
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of the doctrine that depreciated Western civilization as 
merely materialistic. The Rumanians or Turks who 
longed for railroads and factories to be built by West- 
ern capital consoled themselves by exalting the spir- 
itual culture of their own nations. The Hindus and the 
Chinese were of course on firmer ground when referring 
to the literature and art of their ancestors. But it seems 
not to have occurred to them that many hundreds of 
years separated them from the generations that had 
excelled in philosophy and poetry, and that in the age 
of these famous ancestors their nations were, if not 
ahead of, certainly not second in material civilization to 
any of their contemporaries. 

In recent decades the doctrine that belittles modern 
Western civilization as merely materialistic has been 
almost universaIIy endorsed by the nations which 
brought about this civilization. It comforts Europeans 
when they compare the economic prosperity of the 
United States with present-day conditions in their own 
countries. It serves the American socialists as a leading 
argument in their endeavor to depict American capital- 
ism as a curse of mankind. Reluctantly forced to admit 
that capitalism pours a horn of plenty upon peopIe and 
that the Marxian prediction of the masses’ progressive 
impoverishment has been spectacularly disproved by 
the facts, they try to salvage their detraction of capital- 
ism by describing contemporary civilization as merely 
materialistic and sham. 

Bitter attacks upon modem civilization are launched 
by writers who think that they are pleading the cause 
of religion. They reprimand our age for its secularism. 
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They bemoan the passing of a way of life in which, they 
would have us believe, people were not preoccupied 
with the pursuit of earthly ambitions but were first of 
all concerned about the strict observance of their reli- 
gious duties. They ascribe all evils to the spread of 
skepticism and agnosticism and passionately advocate a 
return to the orthodoxy of ages gone by. 

It is hard to find a doctrine which distorts history 
more radically than this antisecularism. There have al- 
ways been devout men, pure in heart and dedicated to 
a pious life. But the religiousness of these sincere be- 
lievers had nothing in common with the established 
system of devotion. It is a myth that the political and 
social institutions of the ages preceding modern individ- 
ualistic philosophy and modern capitalism were imbued 
with a genuine Christian spirit. The teachings of the 
Gospels did not determine the official attitude of the 
governments toward religion. It was, on the contrary, 
this-worldly concerns of the secular rulers-absolute 
kings and aristocratic oIigarchies, but occasionally also 
revolting peasants and urban mobs-that transformed 
religion into an instrument of profane political ambi- 
tions. 

Nothing could be less compatible with true religion 
than the ruthless persecution of dissenters and the hor- 
rors of religious crusades and wars. No historian ever 
denied that very little of the spirit of Christ was to be 
found in the churches of the sixteenth century which 
were criticized by the theologians of the Reformation 
and in those of the eighteenth century which the phi- 
losophers of the Enlightenment attacked. 



340 THE COURSE OF HISTORY 

The ideology of individualism and utilitarianism 
which inaugurated modern capitalism brought freedom 
also to the religious longings of man. It shattered the 
pretension of those in power to impose their own creed 
upon their subjects. Religion is no longer the observ- 
ance of articles enforced by constables and execution- 
ers. It is what a man, guided by his conscience, spon- 
taneously espouses as his own faith. Modem Western 
civilization is this-worldly. But it was precisely its 
secularism, its religious indifference, that gave rein to 
the renascence of genuine religious feeling. Those who 
worship today in a free country are not driven by the 
secular arm but by their conscience. In complying with 
the precepts of their persuasion, they are not intent 
upon avoiding punishment on the part of the earthly 
authorities but upon salvation and peace of mind. 

6. The Rejection of Capitalism by Antisecularism 

The hostility displayed by the champions of anti- 
secularism to modem ways of life manifests itself in 
the condemnation of capitalism as an unjust system, 

In the opinion of the socialists as well as of the inter- 
ventionists the market economy impedes the full utiliza- 
tion of the achievements of technology and thus checks 
the evolution of production and restricts the quantity 
of goods produced and available for consumption. In 
earlier days these critics of capitalism did not deny 
that an equal distribution of the social product among 
all would hardly bring about a noticeable improvement 
in the material conditions o€ the immense majority of 
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people. In their plans equal distribution played a sub- 
ordinate role. Prosperity and abundance for all which 
they promised was, as they thought, to  be expected 
from the freeing of the productive forces from the fet- 
ters allegedly imposed upon them by the selfishness of 
the capitalists. The purpose of the reforms they sug- 
gested was to replace capitalism by a more efficient 
system of production and thereby to inaugurate an age 
of riches for all. 

Now that economic analysis has exposed the illusions 
and fallacies in the socialists’ and interventionists’ con- 
demnation of capitalism, they try to salvage their pro- 
grams by resorting to another method. The Marxians 
have developed the doctrine of the inevitability of so- 
cialism, and the interventionists, following in thcir wake, 
speak of the irreversibility of the trend toward more 
and more government interference with economic af- 
fairs. It is obvious that these makeshifts are designed 
merely to cover their intellectual defeat and to divert 
the public’s attention from the disastrous consequences 
of the socialist and interventionist policies. 

Similar motives prompt those who advocate socialism 
and interventionism for moral and religious reasons. 
They consider it supererogatory to examine the eco- 
nomic problems involved, and they try to shift the 
discussion of the pros and cons of the market economy 
from the field of economic analysis to what they call 
a higher sphere. They reject capitalism as an unfair 
system and advocate either socialism or interventionism 
as being in accord with their moral or religious princi- 
ples. It is vile, they say, to look upon human affairs 
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from the point of view of productivity, profits and a 
materialistic concern about wealth and a plentiful sup- 
ply of material goods. Man ought to strive after justice, 
not wealth. 

This mode of argumentation would be consistent if 
it were openly to ascribe inherent moral value to pov- 
erty and to condemn altogether any effort to raise the 
standard of living above the level of mere subsistence. 
Science could not object to such a judgment of value, 
since judgments of value are ultimate choices on the 
part of the individual who utters them. 

However, those rejecting capitalism from a moral 
and religious point of view do not prefer penury to 
well-being. On the contrary, they tell their flock they 
want to improve man’s material well-being. They see it 
as capitalism’s chief weakness that it does not provide 
the masses with that degree of well-being which, as 
they believe, socialism or interventionism could provide. 
Their condemnation of capitalism and their recommen- 
dation of social reforms imply the thesis that socialism 
or interventionism will raise, not lower, the standard of 
living of the common man. Thus these critics of capi- 
taIism endorse altogether the teachings of the socialists 
and interventionists without bothering to scrutinize 
what the economists have brought forward to discredit 
them. The only fault they find with the tenets of the 
Marxian socialists and the secular parties of interven- 
tionism is their commitment to atheism or secularism. 

It is obvious that the question whether material well- 
being is best served by capitalism, socialism, or inter- 
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ventionism can be decided only by careful analysis of 
the operation of each of these systems. This is what 
economics is accomplishing. There is no point in deal- 
ing with these issues without taking full account of all 
that economics has to say about them. 

It is justifiable if ethics and religion tell people that 
they ought to make better use of the well-being that 
capitalism brings them; if they try to induce the faith- 
ful to substitute better ways of spending for the objec- 
tionable habits of feasting, drinking, and gambling; if 
they condemn lying and cheating and praise the moral 
values implied in purity of family relations and in 
charity to  those in need. But it is irresponsible to con- 
demn one social system and to recommend its replace- 
ment by another system without having fuIly investi- 
gated the economic consequences of each. 

There is nothing in any ethical doctrine or in the 
teachings of any of the creeds based on the Ten Com- 
mandments that could justify the condemnation of an 
economic system which has multiplied the population 
and provides the masses in the capitalistic countries 
with the highest standard of living ever attained in his- 
tory, From the religious point of view, too, the drop in 
infant mortality, the prolongation of the average length 
of life, the successful fight against plagues and disease, 
the disappearance of famines, illiteracy, and supersti- 
tion tell in favor of capitalism. The churches are right 
to lament the destitution of the masses in the economi- 
cally backward countries. But h e y  are badly mistaken 
when they assume that anything can wipe out the 
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poverty of these wretchccl people but unconditional 
adoption of the system of profit-seeking big business, 
that is, mass production for the satisfaction of the needs 
of the many. 

A conscientious moralist or churchman would not 
consider meddling in controversies concerning tech- 
nological or therapeutical methods without having suf- 
ficiently familiarized himself with all the physical, 
chemical and physiological problems involved. Yet 
many of them think that ignorance of economics is no 
bar to handling economic issues. They even take pride 
in their ignorance, They hold that problems of the eco- 
nomic organization of society are to be considered ex- 
clusively from the point of view of a preconceived idea 
of justice and without taking account of what they call 
the shabby materialistic concern for a comfortable liEe. 
They recommend some policies, reject others, and do 
not bother about the effects that must result from the 
adoption of their suggestions. 

This neglect of the effects of policies, whether re- 
jected or recommended, is absurd. For the moralists 
and the Christian proponents of anticapitalism do not 
concern themselves with the economic organization of 
society from sheer caprice. They seek reform of existing 
conditions because they want to bring about definite 
effects. What they call the injustice of capitalism is 
the alleged fact that it causes widespread poverty and 
destitution. They advocate reforms which, as they ex- 
pect, will wipe out poverty and destitution. They are 
therefore, from the point of view of their own valua- 
tions and the ends they themselves are eager to attain, 
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inconsistcnt in referring merely to something which 
they call the higher standard of justice and morality 
and ignoring the economic analysis of both capitalism 
and the anticapitalistic policies. Their terming capital- 
ism unjust and anticapitalistic measures just is quite 
arbitrary since it has no relation to the effect of each 
of these sets of economic policies. 

The truth is that those fighting capitalism as a sys- 
tem contrary to the principles of morals and religion 
have uncritically and lightheartedly adopted all the 
economic teachings of the socialists and communists. 
Like the Maxians, they ascribe all ills-economic crises, 
unemployment, poverty, crime, and many other evils 
-to the operation of capitalism, and everything that 
is satisfactory-the higher standard of living in the 
capitalistic countries, the progress of technology, the 
drop in mortality rates, and so on-to the operation of 
government and of the labor unions. They have un- 
wittingly espoused all the tenets of Marxism minus its 
-merely incidental-atheism. This surrender of phil- 
osophical ethics and of religion to the anticapitalistic 
teachings is the greatest triumph of socialist and inter- 
ventionist propaganda. I t  is bound to degrade philo- 
sophical ethics and religion to mere auxiliaries of the 
forces seeking the destruction of Western civilization. 
In calling capitalism unjust and declaring that its aboli- 
tion will establish justice, moralists and churchmen ren- 
der a priceless service to the cause of the socialists and 
interventionists and relieve them of their greatest em- 
barrassment, the impossibility of refuting the econo- 
mists’ criticism of their plans by discursive reasoning. 
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It must be reiterated that no reasoning founded on 
the principles of philosophical ethics or of the Christian 
creed can reject as fundamentally unjust an economic 
system that succeeds in improving the material condi- 
tions of all people, and assign the epithet “just” to a 
system that tends to spread poverty and starvation. The 
evaluation of any economic system must be made by 
careful analysis of its effects upon the welfare of peo- 
ple, not by an appeal to an arbitrary concept of justice 
which neglects to take these effects into full account. 



Chapter 16. Present-Day Trends and the Future 

1. The Reversal of the Trend toward Freedom 

FROM THE SEVENTEENTH CENTURY ON, philosophers 
in dealing with the essential content of history began to 
stress the problems of liberty and bondage. Their con- 
cepts of both were rather vague, borrowed from the 
political philosophy of ancient Greece and influenced by 
the prevailing interpretation of the conditions of the 
Germanic tribes whose invasions had destroyed Rome’s 
Western empire. As these thinkers saw it, freedom was 
the original state of mankind and the rule of kings 
emerged only in the course of later history. In the scrip- 
tural relation of the inauguration of the kingship of Saul 
they found confirmation of their doctrine as well as a 
rather unsympathetic description of the characteristic 
marks of royal government.’ Historical evolution, they 
concluded, had deprived man of his inalienable right of 
freedom. 

The phiIosophers of the Enlightenment were almost 
unanimous in rejecting the claims of hereditary royalty 
and in recommending the republican form of govern- 
ment. The royal police forced them to be cautious in the 
expression of their ideas, but the public could read be- 
tween the lines. On the eve of the American and the 
French revolutions monarchy had lost its age-old hold 
1. 1 Samuel 8211-18. 

347 
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on men’s minds. The enormous prestige enjoyed by 
England, then the world’s richest and most powerful 
nation, suggested the compromise between the two in- 
compatible principles of government which had worked 
rather satisfactorily in the United Kingdom. But the old 
indigenous dynasties of continental Europe were not 
prepared to acquiesce in their reduction to a merely 
ceremonial position such as the alien dynasty of Great 
Britain had finally accepted, though onIy after some 
resistance. They lost their crowns because they dis- 
dained the role of what the Count of Charnbord had 
called “the legitimate king of the revolution.” 

In the heyday of liberalism the opinion prevailed 
that the trend toward government by the people is irre- 
sistible. Even the conservatives who advocated a return 
to monarchical absolutism, status privileges for the 
nobility, and censorship were more or less convinced 
that they were fighting for a lost cause. Hegel, the cham- 
pion of Prussian absolutism, found it convenient to pay 
lip service to the universaIIy accepted philosophical 
doctrine in defining history as “progress in the con- 
sciousness of freedom.” 

But then arose a new generation that rejected all the 
ideals of the liberal movement without, like Hegel, con- 
cealing their true intentions behind a hypocritical rever- 
ence for the word freedom. In spite of his sympathies 
with the tenets of these self-styled social reformers, John 
Stuart Mill could not help branding their projects-and 
especially those of Auguste Comte-liberticide.2 In the 

2. Letter t o  Harriet Mill, Jan. 15, 1855. F. A. Hayek, John Stuart 
Mill and Harriet TayZor (Chicago, University of Chicago Press, 1951), 
p. 216. 
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eyes of these new radicals the most depraved enemies of 
mankind were not the despots but the “bourgeois” 
who had evicted them. The bourgeoisie, they said, had 
deceived the people by proclaiming sham slogans of 
liberty, equality under the law, and representative gov- 
ernment. What the bourgeois were really intent upon 
was reckless exploitation of the immense majority of 
honest men. Democracy was in fact plutodemocracy, a 
blind to disguise the unlimited dictatorship of the capi- 
talists. What the masses needed was not freedom and 
a share in the administration of government affairs but 
the omnipotence of the “true friends” of the people, of 
the “vanguard” of the proletariat or of the charismatic 
Fuhrer. No reader of the books and pamphlets of revolu- 
tionary socialism could fail to realize that their authors 
sought not freedom but unlimited totalitarian despotism. 
But so long as the socialists had not yet seized power, 
they badly needed for their propaganda the institutions 
and the biIls of rights of “plutocratic” liberalism. As an 
opposition party they could not do without the publicity 
the parliamentary forum offered them, nor without free- 
dom of speech, conscience, and the press. Thus willy- 
nilly they had to include temporarily in their program 
the liberties and civil rights which they were Srmly 
resolved to abolish as soon as they seized power. For, 
as Bukharin declared after the conquest of Russia by 
the Bolshevists, it would have been ridiculous to demand 
from the capitalists liberty for the workers’ movement 
in any other way than by demanding liberty for aIL3 

3. Bukharin, Programme of the Communists (Bolsheviks), ed. 
by the Group of English Speaking Communists in Russia (1919), 
pp. 28-9. 
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In the first yens of their regime the Soviets did not 
bother to conceal their abhorrence of popular govern- 
ment and civil liberties, and openly praised their dicta- 
torial methods. But in the later thirties they realized 
that an undisguised antifreedom program was unpop- 
ular in Western Europe and North America. As, fright- 
ened by German rearmament, they wanted to establish 
friendly relations with the West, they suddenly changed 
their attitude toward the terms (not the idcas) of 
democracy, constitutional government, and civil liber- 
ties. They proclaimed the slogan of the “popular front” 
and entered into alliance with the rival socialist factions 
which up to that moment they had branded social 
traitors. Russia got a constitution, which all over the 
world was praised by servile scribblers as the most per- 
fect document in history in spite of its being based on 
the one-party principle, the negation of all civic liberties. 
From that time on the most barbaric and despotic of 
governments began to claim for itself the appellation 
“people’s democracy.” 

The history of the nineteenth and twentieth centuries 
has discredited the hopes and the prognostications of 
the philosophers of the Enlightenment. The peoples did 
not proceed on the road toward freedom, constitutional 
government, civil rights, free trade, peace, and good 
will among nations. Instead the trend is toward totali- 
tarianism, toward socialism. And once more there are 
people who assert that this trend is the ultimate phase 
of history and that it will never give way to another 
trend. 
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2. The Rise of the Ideology of Equality 
in Wealth and Income 

From time immemorial the living philosophy of the 
plain man has unquestioningly accepted the fact of 
status differences as well as the necessity of subordina- 
tion to those in power. Man’s primary need is protection 
against malicious onslaughts on the part of other men 
and groups of men. Only when safe from hostile attacks 
can he gather food, build a home, rear a family, in short, 
survive. Life is the first of all goods, and no price to be 
paid for its preservation appeared too high to people 
harassed by predatory raids. To remain alive as a slave, 
they thought, is still better than to be killed. Lucky are 
those who enjoy the patronage of a benevolent master, 
but even a harsh overlord is to be preferred to no pro- 
tection at all. Men are born unequal. Some are stronger 
and smarter, some are weaker and clumsier. The latter 
had no choice but to surrender to the former and link 
their own destiny with that of a mighty suzerain. God, 
declared the priests, ordained it this way. 

This was the ideology that animated the social organi- 
zation which Ferguson, Saint-Simon, and Herbert Spen- 
cer called militaristic and which present-day American 
writers call feudal. Its prestige began to decline when 
the warriors who fought the warlord’s battles became 
aware that the preservation of their chieftain’s power 
depended on their own galIantry and, made self-reliant 
by this insight, asked a share in the conduct of the affairs 
of state. The conflicts resulting from this claim of the 
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aristocrats engendcrcd iclcas which were bound to ques- 
tion and finally to demolish the doctrine of the social 
necessity of status and caste distinctions. Why, asked 
the commoners, should the noblemen enjoy privileges 
and rights that are denied to us? Does not the flowering 
of the commonwealth depend on our toil and trouble? 
Do the affairs of state concern only the king and the 
barons and not the great majority of us? We pay the 
taxes and our sons bleed on the battlefields, but we have 
no voice in the councils in which the king and the repre- 
sentatives of the nobility determine our fate. 

No tenable argument could be opposed to these pre- 
tensions of the tiers hat. It was anachronistic to preserve 
status privileges that had originated from a type of mili- 
tary organization which had long since been abandoned. 
The discrimination practiced against commoners by the 
princely courts and “good society” was merely a nui- 
sance. But the disdainful treatment, in the armies and 
in the diplomatic and civil service, of those who were 
not of noble extraction caused disasters. Led by aristo- 
cratic nincompoops, the French royal armies were 
routed; yet there were many commoners in France 
who later proved their brilliancy in the armies of the 
Revolution and the Empire. England’s diplomatic, mili- 
tary, and naval accomplishments were evidently due in 
part to the fact that it had opened virtually all careers 
to every citizen. The demolition of the Bastille and the 
abolition of the privileges of the French nobility were 
hailed all over the world by the Qlite, in Germany by 
Kant, Goethe, and Schiller, among others. In imperial 
Vienna Beethoven wrote a symphony to honor the corn- 
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mander of the armies of the Revolution who had de- 
feated the Austrian forces, and was deeply grieved when 
the news came that his hero had overthrown the repub- 
lican form of government. The principlcs of freedom, 
equality of all men under the law, and constitutional 
government were with little opposition approved by 
pubIic opinion in all Western countries. Guided by these 
principIes, it was held, mankind was marching forward 
into a new age of justice and prosperity. 

However, there was no unanimity in the interpreta- 
tion of the concept of equality. For all of its champions 
it meant the abolition of status and caste privileges and 
the legd disabilities of the “lower” strata, and especially 
of slavery and serfdom. But thcre were some who advo- 
cated the leveling of diffcrences in wealth and income. 

To understand the origin and the power of this egali- 
tarian ideology one must realize that is was stimulated 
by the resumption of an idea which for thousands of 
years all over the world had inspired reform movements 
as well as the mercly academic writings of utopian 
authors: the idea of equal ownership of land. All the 
evils that plagued mankind were ascribed to the fact 
that some people had appropriated more land than they 
needed for the support of their families. The corollary 
of the abundance of the lord of the manor was the 
penury of the landless. This iniquity w a s  seen as the 
cause of crime, robbery, conflict, and bloodshed. All 
these mischiefs would disappear in a society consisting 
exclusively of farmers who could produce in their own 
household what they needed for the support of their 
families, and neither more nor less. In such a common 
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wealth there would be no temptations. Neither indi- 
viduals nor nations would covet what by rights belongs 
to others. There would be neither tyrants nor con- 
querors, for neither aggression nor conquest would pay. 
There would be eternal peace. 

Equal distribution of land was the program that 
prompted the Gracchi in ancient Rome, the peasant 
revolts which again and again disturbed a11 European 
countries, the agrarian reforms aimed at by various 
Protestant sects and by the Jesuits in the organization 
of their famous Indian community in what is now Para- 
guay. The fascination of this utopia enticed many of the 
most noble minds, among them Thomas Jefferson. It 
influenced the program of the Social Revolutionaries, 
the party which recruited the immense majority of the 
people in Imperial Russia. It is the program today of 
hundreds of millions in Asia, Africa, and Latin America 
whose endeavors meet, paradoxically enough, with the 
support of the foreign policy of the United States. 

Yet, the idea of equal distribution of Iand is a pcrni- 
cious illusion. Its execution would plunge mankind into 
misery and starvation, and would in fact wipe out civili- 
zation itself. 

There is no room in the context of this program for 
any kind of division of labor but regional specialization 
according to the particular geographical conditions of 
the various territories. The scheme, when consistently 
carried to its ultimate consequences, does not even pro- 
vide for doctors and blacksmiths. It fails to take into 
account the fact that the present state of the produc- 
tivity of Iand in the economically advanced countries 
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is a result of the division of labor which supplies tools 
and machines, fertilizer, electric current, gasoline, and 
many other things that multiply the quantity and im- 
prove the quality of the produce. Under the system of 
the division of labor the farmer does not grow what he 
can make direct use of for himself and his family, but 
concentrates upon those crops for which his piece of 
soil offers comparatively the most favorable opportu- 
nities. He sells the produce on thc market and buys on 
the market what he and his family need. The optimum 
size of a farm no longer has any relation to the size of 
the farmer’s family. It is determined by technological 
considerations: the highest pssiblc output per unit of 
input. Like other entrepreneurs the farmer produces for 
profit, i.e., he grows what is most urgently needed by 
every member of society for his USC, and not what he and 
his family alone can directly use for their own consump- 
tion. But those who desire equal distribution of land 
stubbornly refuse to take notice of all these results of an 
evolution of many thousands of years, and dream of re- 
turning land utilization to a state long ago rendered 
obsolete. They would undo the whole of economic his- 
tory, regardless of consequences. They disregard the 
fact that under the primitive methods of land tenure 
which they recommend our globe could not support 
more than a fraction of the population now inhabiting 
it, and even this fraction only at a much lower standard 
of living. 

It is understandable that ignorant paupers in back- 
ward countries cannot think of any other way for the 
improvement of their conditions than the acquisition of 
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a piece of land. But it is unpardonable that they are 
confirmed in their illusions by representatives of ad- 
vanced nations who call themselves experts and should 
know very well what state of agriculture is required to 
make a people prosperous. The poverty of the backward 
countries can be eradicated only by industrialization and 
its agricultural corollary, the replacement of land utili- 
zation for the direct benefit of the farmer’s household 
by land utilization to supply the market. 

The sympathetic support with which schemes for 
land distribution meet today and have met in the past 
from people enjoying all the advantages of life under 
the division of labor has never bcen based in any realis- 
tic regard for the inexorable nature-given state of affairs. 
It is rather the outcome of romantic illusions. The cor- 
rupt society of decaying Rome, deprived of any share in 
the conduct of public affairs, bored and frustrated, fell 
into reveries about the imagined happiness of the simple 
life of self-sufficient farmers and shepherds. The still 
more idle, corrupt, and bored aristocrats of the ancien 
rkgime in France found pleasure in a pastime they chose 
to call dairy farming. Present-day American millionaires 
pursue farming as a hobby which has the added advan- 
tage that its costs reduce the amount of income tax due. 
These people look upon farming less as a branch of 
production than as a distraction. 

A seemingly plausible plea for expropriation of the 
landholdings of the aristocracy could be made out at 
the time the civil privileges of the nobility were revoked. 
Feudal estates were princely gifts to the ancestors of 
the aristocratic owners in compensation for military 
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services rendered in the past and to be rendered in the 
future. They provided the means to support the king’s 
armed retinue, and the size of the holding allotted to 
the individual liegeman was determined by his rank 
and position in the forces. But as military conditions 
changed and the armies were no longer composed of 
vassals called up, the prevailing system of land distribu- 
tion became anachronistic. There seemed to be no rea- 
son to let the squires keep revenues accorded as com- 
pensation €or services they no longer rendered. It 
seemed justifiable to take back the fiefs. 

Such arguments could not be refuted form the point 
of view of the doctrine to which the aristocrats them- 
selves resorted in defense of their status privileges. They 
stood on their traditional rights, pointing to the value 
of the services their forbears had rendered to the nation. 
But as it was obvious that they themselves no longer 
rendered such indispensable services, it was correct to 
infer that all the benefits received as reward for these 
services should be canceled. This included revocation 
of the land grants. 

From the point of view of the liberal economists, 
however, such confiscation appeared an unnecessary 
and dangerous disruption of the continuity of economic 
evolution. What was needed was the abolition of all 
those legal institutions that sheltered the inefficient 
proprietor against the competition of more efficient 
people who could utilize the soil to produce better and 
more cheaply. The laws that withdrew the estates of 
the noblemen from the market and the supremacy of the 
consumers-such as entails and the legal inability of 
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commoners to acquire ownership by purchase-must 
be repealed. Then the supremacy of the market would 
shift control of land into the hands of those who know 
how to supply the consumers in the most efficient way 
with what they ask for most urgently. 

Unimpressed by the dreams of the utopians, the econ- 
omists looked upon the soil as a factor of production. 
The rightly understood interests of all the people de- 
manded that the soil, like all other material factors of 
production, should be controlled by the most efficient 
entrepreneurs. The economists had no arbitrary prefer- 
ence for any special size of the farms: that size was 
best which secured the most eflicient utilization. They 
did not let themselves be fooled by the myth that it was 
in the interest of the nation to have as many of its mem- 
bers as possible employed in agriculture. On the con- 
trary, they were fully aware that is was beneficial not 
only to the rest of the nation but also to those employed 
in agriculture if waste of manpower was avoided in this 
as in all other branches of production. The increase in 
material well-being was due to the fact that, thanks to 
technological progress, a continually shrinking percent- 
age of the whole population was sufficient to turn out 
all the farm products needed. Attempts to meddle with 
this secular evolution which more and more reduced 
the ratio of the farm population as against the nonfarm 
population were bound to lower the average standard 
of living. Mankind is the more prosperous the smaller 
the percentage of its total numbers employed in produc- 
ing all the quantities of food and raw materials required, 
If any sense can be attached to the term “reactionary,” 
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then the endeavors to preserve by special measures those 
small-size farms which cannot hold their own in the 
competition of the market are certainly to be called 
reactionary. They tend to substitute a lower degree of 
the division of labor for a higher degree and thus slow 
down or entirely stop economic improvement. Let the 
consumers determine what size of farm best suits their 
interests. 

The economists’ critique of the agrarian utopia was 
highly unpopular. Nevertheless the weight of their argu- 
ments succeeded for a time in checking the zed of the 
reformers. Only after the end of the first World War 
did the ideal of an agriculture predominantly or even 
exclusively operated by small farmers again attain the 
role it pIays today in world poIitics. 

The great historical and political importance of the 
idea of equal distribution of land is to be seen in the 
fact that it paved the way for the acceptance of social- 
ism and communism. The Marxian socialists were aca- 
demically opposed to it and advocated the nationaliza- 
tion of agriculture. But they used the slogan “equal dis- 
tribution of land ownership” as a lever to incite the 
masses in the economically underdeveloped countries. 
For the illiterate rural population of these nations the 
nostrum “socialization of business” was meaningless. But 
all their instincts of envy and hatred were aroused when 
politicians promised them the land of the kulaks and the 
owners of big estates. When during F. D. Roosevelt’s 
administration pro-communists in the United States gov- 
ernment and the American press asserted that the Chi- 
nese “leftists” were not communists but “merely agar- 
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ian reformers,” they were right insofar as the Chinese 
agents of the Soviets had adopted Lenin’s clever trick 
of inaugurating the socialist revolution by resorting to 
the most popular slogans and concealing one’s own real 
intentions. Today we see how in a€l economically under- 
developed countries the scheme of land confiscation and 
redistribution makes the most effective propaganda for 
the Soviets. 

The scheme is manifestly inapplicable to the countries 
of Western civilization. The urban population of an 
industrialized nation cannot be lured by the prospect of 
such an agrarian reform. Its sinister effect upon the 
thinking of the masses in the capitalistic countries con- 
sists in its rendering sympathetic the program of wealth 
and income equality. It thus makes popular interven- 
tionist policies which must inevitably lead to full social- 
ism. To stress this fact does not mean that any socialist 
or communist regime would ever really bring about 
equalization of income. It is merely to point out that 
what makes socialism and communism popular is not 
only the illusory belief that they will give enormous 
riches to everybody but the no less illusory expectation 
that nobody will get more than anybody else. Envy is 
of course one of the deepest human emotions. 

The American “progressives” who are stirring up their 
countrymen as well as all foreigners to envy and hatred 
and are vehemently asking for the equalization of wealth 
and incomes do not see how these ideas are interpreted 
by the rest of the world. Foreign nations look upon all 
Americans, including the workers, with the same jeal- 
ousy and hostility with which the typical American 
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union member looks upon those whose income exceeds 
his own. In the eyes of foreigners, the American tax- 
payers have been motivated merely by bad conscience 
and fear when they spent billions to improve conditions 
abroad. Public opinion in Asia, Africa, Latin America, 
and many European countries views this system of 
foreign aid as socialist agitators do money laid out by 
the rich for charity: a pittance meant to bribe the poor 
and prevent them from taking what by rights belongs 
to them. Statesmen and writers who recommend that 
their nations should side with the United States against 
Russia are no less unpopular with their countrymen 
than those few Americans who have the courage to 
speak for capitalism and to reject socialism are with 
their feIIow citizens. In Gerhard Hauptmann’s play Die 
Weber, one of the most effective pieces of German anti- 
capitalistic literature, the wife of a businessman is 
startled when she realizes that people behave as if it 
were a crime to be rich. Except for an insignificant 
minority, everyone today is prepared to take this con- 
demnation of wealth for granted. This mentality spells 
the doom of American foreign policy. The United States 
is condemned and hated because it is prosperous. 

The almost uncontested triumph of the egalitarian 
ideology has entirely obliterated all other political 
ideals. The envy-driven masses do not care a whit for 
what the demagogues call the “bourgeois” concern for 
freedom of conscience, of thought, of the press, for 
habeas corpus, trial by jury, and all the rest. They long 
for the earthly paradise which the socialist leaders 
promise them. Like these leaders, they are convinced 
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that the ‘liquidation of the bourgeois” will bring them 
back into the Garden of Eden. The irony is that nowa- 
days they are calling this program the liberal program. 

3. The Chimera of a Perfect State of Mankind 

All doctrines that have sought to discover in the 
course of human history some definite trend in the se- 
quence of changes have disagreed, in reference to the 
past, with the historically established facts, and where 
they tried to predict the future have been spectacularly 
proved wrong by later events. 

Most of these doctrines were characterized by refer- 
ence to a state of perfection in human affairs. They 
placed this perfect state either at the beginning of his- 
tory or at its end or at both its beginning and its end. 
Consequently, history appeared in their interpretation 
as a progressive deterioration or a progressive improve- 
ment or as a period of progressive deterioration to be 
followed by one of progressive improvement. With some 
of these doctrines the idea of a perfect state was rooted 
in religious beliefs and dogmas. However, it is not the 
task of secular science to enter into an analysis of these 
theological aspects of the matter. 

It is obvious that in a perfect state of human affairs 
there cannot be any history. History is the record of 
changes. But the very concept of perfection implies the 
absence of any change, as a perfect state can only be 
transformed into a less perfect state, ie., can onIy be 
impaired by any alteration. If one places the state of 
perfection only at the supposed beginning of history, 
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one asserts that the age of history was preceded by an 
age in which there was no history and that one day some 
events which disturbed the perfection of this original 
age inaugurated the age of history. If one assumes that 
history tends toward the realization of a perfect state, 
one asserts that history will one day come to an end. 

It is man’s nature to strive ceaselessly after the sub- 
stitution of more satisfactory conditions for less satis- 
factory. This motive stimulates his mectal energies and 
prompts him to act. Life in a perfect frame would re- 
duce man to a purely vegetative existence. 

History did not begin with a golden age. The condi- 
tions under which primitive man lived appear in the 
eyes of later ages rather unsatisfactory. He was sur- 
rounded by innumerable dangers that do not threaten 
civilized man at all, or at least not to the same degree. 
Compared with later generations, he was extremely poor 
and barbaric. IIe would have been delighted if opportu- 
nity had been given to him to take advantage of any of 
the achievements of our age, as for instance the methods 
of healing wounds. 

Neither can mankind ever reach a state of perfec- 
tion. The idea that a state of aimlessness and indiffer- 
ence is desirable and the most happy condition that 
mankind could ever attain permeates utopian literature. 
The authors of these plans depict a society in which no 
further changes are required because everything has 
reached the best possible form. In utopia there will no 
longer be any reason to strive for improvement because 
everything is already perfect. History has been brought 
to a close. Henceforth all people will be thoroughly 
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happy.’ It never occurred to one of these writers that 
those whom they were eager to benefit by the reform 
might have different opinions about what is desirable 
and what not. 

A new sophisticated version of the image of the per- 
fect society has arisen lately out of a crass misinterpre- 
tation of the procedure of economics. In order to deal 
with the effects of changes in the market situation, the 
endeavors to adjust production to these changes, and 

1. In this sense Karl Marx too must be called a utopian. He too 
aimed at a state of affairs in which history will come to a standstill. 
For history is, in the scheme of Marx, the history of class struggles. 
Once classes and the class struggle are abolished, there can no longer 
be any history. It is true, that the Communist Manifesto merely 
declares that the history of all hitherto existing society, or, as Engels 
later added, more precisely, the history after the dissolution of the 
golden age of primeval communism, is the history of class struggles 
and thus does not exclude the interpretation that after the establish- 
ment of the socialist millennium some new content of history could 
emerge. But the other writings of Marx, Engels, and their disciples 
do not provide any indication that such a new type of historical 
changes, radically different in nature from those of the preceding 
ages of class struggles, could possibly come into being. What further 
changes can be expected once the higher phase of communism is 
attained, in which everybody gets all he needs?-The distinction 
that Marx made between his own “scientific” socialism and the socialist 
plans of older authors whom he branded as utopians refers not only 
to the nature and organization of the socialist commonwealth but 
also to the way in which this commonwealth is supposed to come into 
existence. Those whom Marx disparaged as utopians constructed the 
design of a socialist paradise and tried to convince people that its 
realization is highly desirable. Marx rejected this procedure. He pre- 
tended to have discovered the law of historical evolution according 
to which the coming of socialism is inevitable. He saw the short- 
comings of the utopian socialists, their utopian character, in the fact 
that they expected the coming of socialism from the will of people, 
i.e., their conscious action, while his own scientific socialism asserted 
that socialism will come, independently of the will of men, by the 
evolution of the material productive forces. 
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the phenomena of profit and loss, the economist con- 
structs the image of a hypothetical, although unattain- 
able, state of affairs h which production is always fully 
adjusted to the realizable wishes of the consumers and 
no further changes whatever occur. In this imaginary 
world tomorrow does not differ from today, no mal- 
adjustments can arise, and no need for any entrepre- 
neurial action emerges. The conduct of business does 
not require any initiative, it is a self-acting process un- 
consciously performed by automatons impelled by mys- 
terious quasi-instincts. There is for economists (and, 
for that matter, also for laymen discussing economic 
issues), no other way to conceive what is going on in the 
real, continually changing world than to contrast it in 
this way with a fictitious world of stability and absence 
of change. But the economists are fully aware that the 
elaboration of this image of an evenly rotating economy 
is merely a mental tool that has no counterpart in the 
reaI world in which man lives and is called to act, They 
did not even suspect that anybody could fail to grasp 
the merely hypothetical and ancillary character of their 
concept. 

Yet some people misunderstood the meaning and sig- 
nificance of this mental tool. In a metaphor borrowed 
from the theory of mechanics, the mathematical econ- 
omists call the evenly rotating economy the static state, 
the conditions prevailing in it equilibrium, and any devi- 
ation from equilibrium disequilibrium. This language 
suggests that there is something vicious in the very fact 
that there is always disequilibrium in the real economy 
and that the state of equilibrium never becomes actual. 
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The merely imagined hypothetical state of undisturbed 
equilibrium appears as the most desirable state of real- 
ity. In this sense some authors call competition as it 
prevails in the changing economy imperfect competi- 
tion. The truth is that competition can exist only in a 
changing economy. Its function is precisely to wipe out 
disequilibrium and to generate a tendency toward the 
attainment of equilibrium. There cannot be any compe- 
tition in a state of static equilibrium because in such a 
state there is no point at which a competitor could inter- 
fere in order to perform something that satisfies the con- 
sumers better than what is already performed anyway. 
The very definition of equilibrium implies that there 
is no maladjustment anywhere in the economic system, 
and consequently no need for any action to wipe out 
maladjustments, no entrepreneurial activity, no entre- 
preneurial profits and losses. It is precisely the absence 
of the profits that prompts mathematical economists 
to consider the state of undisturbed static equilibrium as 
the ideal state, for they are inspired by the preposses- 
sion that entrepreneurs are useless parasites and profits 
are unfair lucre. 

The equilibrium enthusiasts are also deluded by am- 
biguous thymological connotations of the term “equilib- 
rium,” which of course have no reference whatever to 
the way in which economics employs the imaginary con- 
struction of a state of equilibrium. The popular notion 
of a man’s mental equilibrium is vague and cannot be 
particularized without including arbitrary judgments of 
value. All that can be said about such a state of mental 
or moral equilibrium is that it cannot prompt a man 
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toward any action. For action presupposes some uneasi- 
ness felt, as its only aim can be the removal of uneasi- 
ness, The analogy with the state of perfection is obvious. 
The fully satisfied individual is purposeless, he does not 
act, he has no incentive to think, he spends his days in 
leisurely enjoyment of life. Whether such a fairy-like 
existence is desirable may be left undecided. I t  is cer- 
tain that living men can never attain such a state of 
perfection and equilibrium. It is no less certain that, 
sorely tried by the imperfections of real life, people will 
dream of such a thorough fulfillment of all their wishes. 
This explains the sources of the emotionaI praise of 
equilibrium and condemnation of disequilibrium. 

However, economists must not confuse this thymo- 
logical notion of equilibrium with the use of the imagi- 
nary construction of a static economy. The only service 
that this imaginary construction renders is to set off in 
sharp relief the ceaseless striving of living and acting 
men after the best possible improvement of their condi- 
tions. There is for the unaffected scientific observer 
nothing objectionable in his description of disequilib- 
rium. It is only the passionate pro-socialist zeaI of math- 
ematical pseudo-economists that transforms a purely 
analytical tool of logical economics into an utopian 
image of the good and most desirable state of affairs. 

4. The Alleged Unbroken Trend toward Progress 

A reaIistic philosophicaJ interpretation of history 
must abstain from any reference to the chimerical notion 
of a perfect state of human affairs. The only basis from 
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which a realistic interpretation can start is the fact that 
man, like all other living beings, is driven by the impulse 
to preserve his own existence and to remove, as far as 
possible, any uneasiness he feels. It is from this point of 
view that the immense majority of people appraise the 
conditions under which they have to live. It would be 
erroneous to scorn their attitude as materialism in the 
ethical connotation of the term. The pursuit of all  those 
nobler aims which the moralists contrast with what they 
disparage as merely materialistic satisfactions presup- 
poses a certain degree of material well-being. 

The controversy about the monogenetic or polyge- 
netic origin of Homo sapiens is, as has been pointed out 
above,l of little importance for history. Even if we as- 
sume that all men are the descendants of one group of 
primates, which alone evolved into the human species, 
we have to take account of the fact that at a very early 
date dispersion over the surface of the earth broke up 
this original unity into more or less isolated parts. For 
thousands of years each of these parts lived its own life 
with little or no intercourse with other parts. It was 
finally the development of the modern methods of 
marketing and transportation that put an end to the 
isolation of various groups of men. 

To maintain that the evolution of mankind from its 
original conditions to the present state followed a de6- 
nite line is to distort historical fact. There was neither 
uniformity nor continuity in the succession of historical 
events. It is still less permissible to apply to historical 
changes the terms growth and decay, progress and 

1. See above, pp. 219f. 
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retrogression, improvement and deterioration if the his- 
torian or philosopher does not arbitrarily pretend to 
know what the end of human endeavor ought to be. 
There is no agreement among people on a standard by 
which the achievements of civilization can be said to 
be good or bad, better or worre. 

Mankind is almost unanimous in its appraisal of the 
material accomplishments of modem capitalistic civili- 
zation. The immense majority considers the higher 
standard of living which this civilization secures to the 
average man highly desirable. It would be difficult to 
discover, outside of the small and continually shrinking 
group of consistent ascetics, people who do not wish 
for themselves and their families and friends the enjoy- 
ment of the material paraphernalia of Western capital- 
ism. If, from this point of view, people assert that "we" 
have progressed beyond the conditions of earlier ages, 
their judgment of value agrees with that of the majority. 
But if they assume that what they call progress is a 
necessary phenomenon and that there prevails in the 
course of events a law that makes progress in this sense 
go on forever, they are badly mistaken. 

To disprove this doctrine of an inherent tendency to- 
ward progress that operates automatically, as it were, 
there is no need to refer to those older civilizations in 
which periods of material improvement were followed 
by periods of material decay or by periods of standstill. 
There is no reason whatever to assume that a law of 
historical evolution operates necessarily toward the im- 
provement of material conditions or that trends which 
prevailed in the recent past will go on in the future too. 
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What is called economic progress is the effect of an 
accumulation of capital goods exceeding the increase in 
population. If this trend gives way to a standstill in the 
further accumulation of capital or to capital decumula- 
tion, there will no longer be progress in this sense of the 
term. 

Everyone but the most bigoted socialists agrees that 
the unprecedented improvement in economic conditions 
which has occurred in the last two hundred years is an 
achievement of capitalism. It is, to say the least, pre- 
mature to assume that the tendency toward progressive 
economic improvement will continue under a different 
economic organization of society. The champions of 
socialism reject as ill-considered all that economics has 
advanced to show that a socialist system, being unable 
to establish any kind of economic calculation, would 
entirely disintegrate the system of production. Even if 
the socialists were right in their disregard for the eco- 
nomic analysis of socialism, this would not yet prove 
that the trend toward economic improvement will or 
could go on under a socidist regime.. 

5. The Suppression of “Economic” Freedom 

A civilization is the product of a definite world view, 
and its philosophy manifests itself in each of its accom- 
plishments. The artifacts produced by men may be 
called material. But the methods resorted to in the ar- 
rangement of production activities are mental, the out- 
come of ideas that determine what should be done and 
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how. All the branches of a civilization are animated by 
the spirit that permeates its ideology. 

The philosophy that is the characteristic mark of the 
West and whose consistent elaboration has in the last 
centuries transformed all social institutions has been 
called individualism. It maintains that ideas, the good 
ones as well as the bad, originate in the mind of an 
individual man. Only a few men are endowed with the 
capacity to conceive new ideas. But as political ideas can 
work only if they are accepted by society, it rests with 
the crowd of those who themselves are unable to de- 
velop new ways of thinking to approve or disapprove 
the innovations of the pioneers. There is no guarantee 
that these masses of followers and routinists will make 
wise use of the power vested in them. They may reject 
the good ideas, those whose adoption would benefit 
them, and espouse bad ideas that will seriously hurt 
them. But if they choose what is worse, the fault is not 
theirs alone. It is no less the fault of the pioneers of the 
good causes in not having succeeded in bringing for- 
ward their thoughts in a more convincing form. The 
favorable evolution of human affairs depends ultimately 
on the ability of the human race to beget not only 
authors but also heralds and disseminators of beneficial 
ideas. 

One may lament the fact that the fate of mankind is 
determined by the-certainly not infallible-minds of 
men. But such regret cannot change reality. In fact, 
the eminence of man is to be seen in his power to choose 
between good and evil. It is precisely this that the theo- 
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logians had in view when they praised God for having 
bestowed upon man the discretion to make his choice 
between virtue and vice. 

The dangers inherent in the masses’ incompetence 
are not eliminated by transferring the authority to make 
ultimate decisions to the dictatorship of one or a few 
men, however excellent. It is an illusion to expect that 
despotism will always side with the good causes. It 
is characteristic of despotism that it tries to curb the 
endeavors of pioneers to improve the lot of their fellow 
men. The foremost aim of despotic government is to 
prevent any innovations that could endanger its own 
supremacy. Its very nature pushes it toward extreme 
conservatism, the tendency to retain what is, no matter 
how desirable for the welfare of the people a change 
might be. It is opposed to new ideas and to any spon- 
taneity on the part of the subjects. 

In the long run even the most despotic governments 
with all their brutality and cruelty are no match for 
ideas. Eventually the ideology that has won the support 
of the majority will prevail and cut the ground from 
under the tyrant’s feet. Then the oppressed many will 
rise in rebellion and overthrow their masters. However, 
this may be slow to come about, and in the meantime 
irreparable damage may have been inflicted upon the 
common weal. In addition a revolution necessarily 
means a violent disturbance of social cooperation, 
produces irreconcilable rifts and hatreds among the 
citizens, and may engender bitterness that even cen- 
turies cannot entirely wipe out. The main excellence and 
worth of what is called constitutional institutions, de- 
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mocracy and government by the people is to be seen in 
the fact that they make possible peaceful change in the 
methods and personnel of government. Where there is 
representative government, no revolutions and civil 
wars are required to remove an unpopular ruler and his 
system. If the men in office and their methods of con- 
ducting public affairs no longer please the majority of 
the nation, they are replaced in the next election by 
other men and another system. 

In this way the philosophy of individualism demol- 
ished the doctrine of absohtism, which ascribed heav- 
enly dispensation to princes and tyrants. To the alleged 
divine right of the anointed kings it opposed the inalien- 
able rights bestowed upon man by his Creator. As 
against the claim of the state to enforce orthodoxy and 
to exterminate what it considered heresy, it proclaimed 
freedom of conscience. Against the unyielding preser- 
vation of old institutions become obnoxious with the 
passing of time, it appealed to reason. Thus it inaugu- 
rated an age of freedom and progress toward prosperity. 

I t  did not occur to the liberal philosophers of the 
eighteenth and early nineteenth centuries that a new 
ideology would arise which would resolutely reject 
all the principles of liberty and individualism and 
would proclaim the total subjection of the individual to 
the tutelage of a paternal authority as the most desirable 
goal of political action, the most noble end of history and 
the consummation of all the plans God had in view in 
creating man. Not only Hume, Condorcet, and Ben- 
tham but even Hegel and John Stuart Mill would have 
refused to believe it if some of their contemporaries 
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had prophesied that in the twentieth century most of 
the writers and scientists of France and the Anglo-Saxon 
nations would wax enthusiastic about a system of gov- 
ernment that eclipses all tyrannies of the past in pitiless 
persecution of dissenters and in endeavors to deprive the 
individual of all opportunity for spontaneous activity. 
They would have considered that man a lunatic who 
told them that the abolition of freedom, of all civil 
rights, and of government based on the consent of the 
governed would be called liberation. Yet all this has 
happened. 

The historian may understand and give thymological 
explanations for this radical and sudden change in ideol- 
ogy. But such an interpretation in no way disproves the 
philosophers’ and the economists’ analysis and critique 
of the counterfeit doctrines that engendered this move- 
ment. 

The key stone of Western civilization is the sphere 
of spontaneous action it secures to the individual. There 
have always been attempts to curb the individual’s ini- 
tiative, but the power of the persecutors and inquisitors 
has not been absolute. It could not prevent the rise of 
Greek philosophy and its Roman offshoot or the develop- 
ment of modern science and philosophy. Driven by their 
inborn genius, pioneers have accomplished their work 
in spite of all hostility and opposition. The innovator 
did not have to wait for invitation or order from any- 
body. He could step forward of his own accord and defy 
traditional teachings. In the orbit of ideas the West has 
by and large always enjoyed the blessings of freedom. 
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Then came the emancipation of the individual in the 

field of business, an achievement of that new branch of 
philosophy, economics. A free hand was given to the 
enterprising man who knew how to enrich his fellows 
by improving the methods of production. A horn of 
plenty was poured upon the common men by the capital- 
istic business principle of mass production for the satis- 
faction of the needs of the masses. 

In order to appraise justly the effects of the Western 
idea of freedom we must contrast the West with condi- 
tions prevailing in those parts of the world that have 
never grasped the meaning of freedom. 

Some oriental peoples developed philosophy and 
science long before the ancestors of the representatives 
of modern Western civilization emerged from primitive 
barbarism. There are good reasons to assume that Greek 
astronomy and mathematics got their first impulse from 
acquaintance with what had been accomplished in the 
East. When later the Arabs acquired a knowledge of 
Greek literature from the nations they had conquered, 
a remarkable Muslim culture began to flourish in Persia, 
Mesopotamia, and Spain. Up to the thirteenth century 
Arabian learning was not inferior to the contemporary 
achievements of the West. But then religious orthodoxy 
cnforced unswerving conformity and put an end to all 
intellectual activity and independent thinking in the 
l\/luslim countries, as had happened before in China, in 
India, and in the orbit of Eastern Christianity. The 
forces of orthodoxy and persecution of dissenters, 01) 
the other hand, could not silence the voices of Western 
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science and philosophy, for the spirit of freedom and 
individuahm was already strong enough in the West 
to survive all persecutions. From the thirteenth century 
on all intellectual, political, and economic innovations 
originated in the West. Until the East, a few decades 
ago, was fructified by contact with the West, history in 
recording the great names in philosophy, science, liter- 
ature, technology, government, and business could 
hardly mention any Orientals. There was stagnation 
and rigid conservatism in the East until Western ideas 
began to filter in. To the Orientals themselves slavery, 
serfdom, untouchability, customs like sutteeism or the 
crippling of the feet of girls, barbaric punishments, mass 
misery, ignorance, superstition, and disregard of hy- 
giene did not give any offence. Unable to grasp the 
meaning of freedom and individualism, today they are 
enraptured with the program of collectivism. 

Although these facts are well known, millions today 
enthusiastically support policies that aim at the substi- 
tution of planning by an authority for autonomous plan- 
ning by each individual. They are longing for slavery. 

Of course, the champions of totalitarianism protest 
that what they want to abolish is “only economic free- 
dom” and that all “other freedoms” will remain un- 
touched. But freedom is indivisible. The distinction be- 
tween an economic sphere of human life and activity 
and a noneconomic sphere is the wurst of their fallacies. 
If an omnipotent authority has the power to assign to 
every individual the tasks he has to perform, nothing 
that can be called freedom and autonomy is left to him. 
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He has only the choice between strict obedience and 
death by starvation.' 

Committees of experts may be calIed to advise the 
planning authority whether or not a young man should 
be given the opportunity to prepare himself for and to 
work in an intellectual or artistic field. But such an ar- 
rangement can merely rear disciples committed to the 
parrot-like repetition of the ideas of the preceding gen- 
eration. It would bar innovators who disagree with the 
accepted ways of thought. No innovation would ever 
have been accomplished if its originator had been in 
need of an authorization by those from whose doctrines 
and methods he wanted to deviate. Hegel would not 
have ordained Schopenhauer or Feuerbach, nor would 
Professor Rau have ordained Marx or Carl Menger. If 
the supreme planning board is ultimately to determine 
which books are to be printed, who is to experiment in 
the laboratories and who is to paint or to sculpture, 
and which alterations in technological methods should 
be undertaken, there will be neither improvement nor 
progress. Individual man will become a pawn in the 
hands of the rulers, who in their "social engineering" 
will handle him as engineers handle the stuff of which 
they construct buildings, bridges, and machines. In 
every sphere of human activity an innovation is a chal- 
lenge not only to all routinists and to the experts and 
practitioners of traditional methods but even more to 
those who have in the past themselves been innovators. 

1. Hayek, The Rsad to Serfdom (London, 1944), pp. 66ff.; Mises, 
socialism, p. 589. 
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It meets at: the beginning chiefly stubborn opposition. 
Such obstacles can be overcome in a society where there 
is economic freedom. They are insurmountable in a 
socialist system. 

The essence of an individual's freedom is the oppor- 
tunity to deviate from traditional ways of thinking and 
of doing things. Planning by an established authority 
precludes planning on the part of individuals. 

6. The Uncertainty of the Future 

The outstanding fact about history is that it is a suc- 
cession of events that nobody anticipated before they 
occurred. What the most far-seeing statesmen and busi- 
nessmen divine is at most conditions as they will de- 
velop in the near future, in a period in which by and 
large no radical changes in ideologies and in general 
conditions will take place. The British and French 
philosophers whose writings actuated the French Revo- 
lution, and the thinkers and poets of all Western nations 
who enthusiastically hailed the first steps in this great 
transformation, foresaw neither the reign of terror nor 
the way Babeuf and his followers would very soon 
interpret the principle of equality. None of the econ- 
omists whose theories demolished the precapitalistic 
methods of restricting economic freedom and none of 
the businessmen whose operations inaugurated the In- 
dustrial Revolution anticipated either the unprecedented 
achievements of free enterprise or the hostility with 
which those most benefited by capitalism would react to 
it. Those idealists who greeted as a panacea President 
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Wilson’s policy of “making the world safe for democ- 
racy” did not foresee what the effects wou€d be. 

The fallacy inherent in predicting the course of his- 
tory is that the prophets assume no ideas will ever 
possess the minds of men but those they themselves 
already know of. Hegel, Comte, and Man, to name only 
the most popular of these soothsayers, never doubted 
their own omniscience. Each was fully convinced that 
he was the man whom the mysterious powers provi- 
dently directing all human affairs had elected to con- 
summate the evolution of historical change. Henceforth 
nothing of importance could ever happen. There was 
no longer any need for people to think. Only one task 
was left to coming generations-to arrange all things 
according to the precepts devised by the messenger of 
Providence. In this regard there was no difference be- 
tween Mohammed and Marx, between the inquisitors 
and Auguste Comte. 

Up to now in the West none of the apostles of stabili- 
zation and petrification has succeeded in wiping out 
the individual’s innate disposition to think and to apply 
to all problems the yardstick of reason. This alone, and 
no more, history and philosophy can assert in dealing 
with doctrines that claim to know exactly what the 
future has in store for mankind. 
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foreword to the fourth edition

Mises’ contribution was very simple, yet at the same time extremely profound.
He pointed out that the whole economy is the result of what individuals do. In-
dividuals act, choose, cooperate, compete, and trade with one another. In this
way Mises explained how complex market phenomena develop. Mises did not
simply describe economic phenomena—prices, wages, interest rates, money,
monopoly and even the trade cycle—he explained them as the outcomes of
countless conscious, purposive actions, choices, and preferences of individuals,
each of whom was trying as best as he or she could under the circumstances to
attain various wants and ends and to avoid undesired consequences. Hence the
title Mises chose for his economic treatise, Human Action. Thus also, in Mises’
view, Adam Smith’s “invisible hand” was explainable on the basis of logic and
utilitarian principles as the outcome of the countless actions of individuals.

Sprinkled throughout Mises’ scholarly and erudite explanations of market
operations are many colorful descriptions of economic phenomena. For in-
stance, on the difference between economic and political power: “A ‘choco-
late king’ has no power over the consumers, his patrons. He provides them with
chocolate of the best quality and at the cheapest price. He does not rule the
consumers, he serves them. The consumers . . . are free to stop patronizing his
shops. He loses his ‘kingdom’ if the consumers prefer to spend their pennies
elsewhere.” (p. 300) On why people trade: “The inhabitants of the Swiss Jura
prefer to manufacture watches instead of growing wheat. Watchmaking is for
them the cheapest way to acquire wheat. On the other hand the growing of
wheat is the cheapest way for the Canadian farmer to acquire watches.” (p. 431)
For Mises a price is a ratio arrived at on the market by the competitive bids of
consumers for money on the one hand and some particular good or service on
the other. A government may issue decrees, but “A government can no more
determine prices than a goose can lay hen’s eggs.” (pp. 433–34)

In Mises’ view, the inequality of men was the beginning of peace-
ful interpersonal social cooperation and the source of all the advan-
tages it brings: “The liberal champions of equality under the law
were fully aware of the fact that men are born unequal and that it
is precisely their inequality that generates social cooperation and civ-
ilization. Equality under the law was in their opinion not designed
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to correct the inexorable facts of the universe and to make natural inequality
disappear. It was, on the contrary, the device to secure for the whole of man-
kind the maximum of benefits it can derive from it. . . . Equality under the law
is in their eyes good because it best serves the interests of all. It leaves it to the
voters to decide who should hold public office and to the consumers to decide
who should direct production activities.” (p. 915)

Mises’ 1949 comments on Social Security and government debt read as if
they had been written yesterday: “Paul in the year 1940 saves by paying one
hundred dollars to the national social security institution. He receives in ex-
change a claim which is virtually an unconditional government IOU. If the
government spends the hundred dollars for current expenditures, no addi-
tional capital comes into existence, and no increase in the productivity of la-
bor results. The government’s IOU is a check drawn upon the future taxpayer.
In 1970 a certain Peter may have to fulfill the government’s promise although
he himself does not derive any benefit from the fact that Paul in 1940 saved one
hundred dollars. . . . The trumpery argument that the public debt is no bur-
den because ‘we owe it to ourselves’ is delusive. The Pauls of 1940 do not owe
it to themselves. It is the Peters of 1970 who owe it to the Pauls of 1940. . . . The
statesmen of 1940 solve their problems by shifting them to the statesmen of
1970. On that date the statesmen of 1940 will be either dead or elder statesmen
glorying in their wonderful achievement, social security.” (p. 921)

In the “Foreword to the Third Edition” of Human Action, Mises mentioned
the Italian and Spanish translations of this book. Since then it has been trans-
lated by Tao-Ping Hsia into Chinese (1976/77), by Raoul Audouin into French
(1985), by Donald Stewart, Jr., into Portuguese (1990), and by Toshio Murata
into Japanese (1991). Its German-language precursor, Nationalökonomie (1940)
has also been republished (1980).

The publishers of this new edition of Human Action have tried to correct the
typos that inevitably creep into almost any book, especially one of this size.
They have also included a completely new index, which they hope will help
make the ideas in this book more readily accessible to readers.

Bettina Bien Greaves
Irvington-on-Hudson, New York

February 1996
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foreword to the third edition

It gives me great satisfaction to see this book, handsomely printed by a distin-
guished publishing house, appear in its third revised edition.

Two terminological remarks may be in order.
First, I employ the term “liberal” in the sense attached to it everywhere in the

nineteenth century and still today in the countries of continental Europe. This
usage is imperative because there is simply no other term available to signify the
great political and intellectual movement that substituted free enterprise and
the market economy for the precapitalistic methods of production; constitu-
tional representative government for the absolutism of kings or oligarchies; and
freedom of all individuals for slavery, serfdom, and other forms of bondage.

Secondly, in the last decades the meaning of the term “psychology” has been
more and more restricted to the field of experimental psychology, a discipline
that resorts to the research methods of the natural sciences. On the other hand,
it has become usual to dismiss those studies that previously had been called psy-
chological as “literary psychology” and as an unscientific way of reasoning.
Whenever reference is made to “psychology” in economic studies, one has in
mind precisely this literary psychology, and therefore it seems advisable to in-
troduce a special term for it. I suggested in my book Theory and History (New
Haven, 1957, pp. 264–74) the term “thymology,” and I used this term also in my
recently published essay The Ultimate Foundation of Economic Science (Prince-
ton, 1962). However, my suggestion was not meant to be retroactive and to alter
the use of the term “psychology” in books previously published, and so I con-
tinue in this new edition to use the term “psychology” in the same way I used it
in the first edition.

Two translations of the first edition of Human Action have come out: an Ital-
ian translation by Mr. Tullio Bagiotti, Professor at the Università Bocconi in
Milano, under the title L’Azione Umana, Trattato di economia, published by
the Unione Tipografico-Editrice Torinese in 1959; and a Spanish-language
translation by Mr. Joaquin Reig Albiol under the title La Acción Humana

(Tratado de Economia), published in two volumes by Fundación Ignacio Vil-
lalonga in Valencia (Spain) in 1960.

I feel indebted to many good friends for help and advice in the preparation
of this book.
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First of all I want to remember two deceased scholars, Paul Mantoux and
William E. Rappard, who by giving me the opportunity of teaching at the fa-
mous Graduate Institute of International Studies in Geneva, Switzerland, pro-
vided me with the time and the incentive to start work upon a long-projected
plan.

I want to express my thanks for very valuable and helpful suggestions to Mr.
Arthur Goddard, Mr. Percy Greaves, Doctor Henry Hazlitt, Professor Israel
M. Kirzner, Mr. Leonard E. Read, Mr. Joaquin Reig Albiol and Doctor
George Reisman.

But most of all I want to thank my wife for her steady encouragement and
help.

Ludwig von Mises
New York

March, 1966
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Introduction

1 Economics and Praxeology

Economics is the youngest of all sciences. In the last two hundred years, it is
true, many new sciences have emerged from the disciplines familiar to the an-
cient Greeks. However, what happened here was merely that parts of knowl-
edge which had already found their place in the complex of the old system of
learning now became autonomous. The field of study was more nicely subdi-
vided and treated with new methods; hitherto unnoticed provinces were dis-
covered in it, and people began to see things from aspects different from those
of their precursors. The field itself was not expanded. But economics opened
to human science a domain previously inaccessible and never thought of. The
discovery of a regularity in the sequence and interdependence of market
phenomena went beyond the limits of the traditional system of learning. It
conveyed knowledge which could be regarded neither as logic, mathematics,
psychology, physics, nor biology.

Philosophers had long since been eager to ascertain the ends which God or
Nature was trying to realize in the course of human history. They searched for
the law of mankind’s destiny and evolution. But even those thinkers whose in-
quiry was free from any theological tendency failed utterly in these endeavors
because they were committed to a faulty method. They dealt with humanity
as a whole or with other holistic concepts like nation, race, or church. They
set up quite arbitrarily the ends to which the behavior of such wholes is bound
to lead. But they could not satisfactorily answer the question regarding what
factors compelled the various acting individuals to behave in such a way that
the goal aimed at by the whole’s inexorable evolution was attained. They had
recourse to desperate shifts: miraculous interference of the Deity either by rev-
elation or by the delegation of God-sent prophets and consecrated leaders,
preestablished harmony, predestination, or the operation of a mystic and fab-
ulous “world soul” or “national soul.” Others spoke of a “cunning of nature”
which implanted in man impulses driving him unwittingly along precisely the
path Nature wanted him to take.
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Other philosophers were more realistic. They did not try to guess the de-
signs of Nature or God. They looked at human things from the viewpoint of
government. They were intent upon establishing rules of political action, a
technique, as it were, of government and statesmanship. Speculative minds
drew ambitious plans for a thorough reform and reconstruction of society. The
more modest were satisfied with a collection and systematization of the data
of historical experience. But all were fully convinced that there was in the
course of social events no such regularity and invariance of phenomena as had
already been found in the operation of human reasoning and in the sequence
of natural phenomena. They did not search for the laws of social cooperation
because they thought that man could organize society as he pleased. If social
conditions did not fulfill the wishes of the reformers, if their utopias proved
unrealizable, the fault was seen in the moral failure of man. Social problems
were considered ethical problems. What was needed in order to construct the
ideal society, they thought, were good princes and virtuous citizens. With
righteous men any utopia might be realized.

The discovery of the inescapable interdependence of market phenomena
overthrew this opinion. Bewildered, people had to face a new view of society.
They learned with stupefaction that there is another aspect from which human
action might be viewed than that of good and bad, of fair and unfair, of just and
unjust. In the course of social events there prevails a regularity of phenomena
to which man must adjust his actions if he wishes to succeed. It is futile to ap-
proach social facts with the attitude of a censor who approves or disapproves
from the point of view of quite arbitrary standards and subjective judgments of
value. One must study the laws of human action and social cooperation as the
physicist studies the laws of nature. Human action and social cooperation seen
as the object of a science of given relations, no longer as a normative discipline
of things that ought to be—this was a revolution of tremendous consequences
for knowledge and philosophy as well as for social action.

For more than a hundred years, however, the effects of this radical 
change in the methods of reasoning were greatly restricted because 
people believed that they referred only to a narrow segment of the 
total field of human action, namely, to market phenomena. The clas-
sical economists met in the pursuit of their investigations an obstacle 
which they failed to remove, the apparent antinomy of value. Their 
theory of value was defective, and forced them to restrict the scope
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of their science. Until the late nineteenth century political economy re-
mained a science of the “economic” aspects of human action, a theory of
wealth and selfishness. It dealt with human action only to the extent that it is
actuated by what was—very unsatisfactorily—described as the profit motive,
and it asserted that there is in addition other human action whose treatment
is the task of other disciplines. The transformation of thought which the clas-
sical economists had initiated was brought to its consummation only by mod-
ern subjectivist economics, which converted the theory of market prices into
a general theory of human choice.

For a long time men failed to realize that the transition from the classical
theory of value to the subjective theory of value was much more than the sub-
stitution of a more satisfactory theory of market exchange for a less satisfac-
tory one. The general theory of choice and preference goes far beyond the
horizon which encompassed the scope of economic problems as circum-
scribed by the economists from Cantillon, Hume, and Adam Smith down to
John Stuart Mill. It is much more than merely a theory of the “economic
side” of human endeavors and of man’s striving for commodities and an im-
provement in his material well-being. It is the science of every kind of human
action. Choosing determines all human decisions. In making his choice man
chooses not only between various material things and services. All human val-
ues are offered for option. All ends and all means, both material and ideal is-
sues, the sublime and the base, the noble and the ignoble, are ranged in a
single row and subjected to a decision which picks out one thing and sets
aside another. Nothing that men aim at or want to avoid remains outside of
this arrangement into a unique scale of gradation and preference. The mod-
ern theory of value widens the scientific horizon and enlarges the field of eco-
nomic studies. Out of the political economy of the classical school emerges
the general theory of human action, praxeology.1 The economic or catallac-
tic problems2 are embedded in a more general science, and can no longer be
served from this connection. No treatment of economic problems proper can
avoid starting from acts of choice; economics becomes a part, although the
hitherto best elaborated part, of a more universal science, praxeology.

introduction � 3

1. The term praxeology was first used in 1890 by Espinas. Cf. his article “Les Origines de la tech-
nologie,” Revue Philosophique, XVth year, XXX, 114–15, and his book published in Paris in 1897,
with the same title.
2. The term Catallactics or the Science of Exchanges was first used by Whately. Cf. his book 
Introductory Lectures on Political Economy (London, 1831), p. 6.
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2 The Epistemological Problem of a General Theory 
of Human Action

In the new science everything seemed to be problematic. It was a stranger in
the traditional system of knowledge; people were perplexed and did not know
how to classify it and to assign it its proper place. But on the other hand they
were convinced that the inclusion of economics in the catalogue of knowl-
edge did not require a rearrangement or expansion of the total scheme. They
considered their catalogue system complete. If economics did not fit into it,
the fault could only rest with the unsatisfactory treatment that the economists
applied to their problems.

It is a complete misunderstanding of the meaning of the debates concern-
ing the essence, scope, and logical character of economics to dismiss them as
the scholastic quibbling of pedantic professors. It is a widespread misconcep-
tion that while pedants squandered useless talk about the most appropriate
method of procedure, economics itself, indifferent to these idle disputes, went
quietly on its way. In the Methodenstreit between the Austrian economists and
the Prussian Historical School, the self-styled “intellectual bodyguard of the
House of Hohenzollern,” and in the discussions between the school of John
Bates Clark and American Institutionalism much more was at stake than the
question of what kind of procedure was the most fruitful one. The real issue
was the epistemological foundations of the science of human action and its
logical legitimacy. Starting from an epistemological system to which prax-
eological thinking was strange and from a logic which acknowledged as
scientific—besides logic and mathematics—only the empirical natural sci-
ences and history, many authors tried to deny the value and usefulness of
economic theory. Historicism aimed at replacing it by economic history; pos-
itivism recommended the substitution of an illusory social science which
should adopt the logical structure and pattern of Newtonian mechanics. Both
these schools agreed in a radical rejection of all the achievements of eco-
nomic thought. It was impossible for the economists to keep silent in the face
of all these attacks.

The radicalism of this wholesale condemnation of economics was
very soon surpassed by a still more universal nihilism. From time imme-
morial men in thinking, speaking, and acting had taken the uniformity 
and immutability of the logical structure of the human mind as an
unquestionable fact. All scientific inquiry was based on this assump-
tion. In the discussions about the epistemological character of 
economics, writers, for the first time in human history, denied this
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proposition too. Marxism asserts that a man’s thinking is determined by his
class affiliation. Every social class has a logic of its own. The product of
thought cannot be anything else than an “ideological disguise” of the selfish
class interests of the thinker. It is the task of a “sociology of knowledge” to un-
mask philosophies and scientific theories and to expose their “ideological”
emptiness. Economics is a “bourgeois” makeshift, the economists are “syco-
phants” of capital. Only the classless society of the socialist utopia will substi-
tute truth for “ideological” lies.

This polylogism was later taught in various other forms also. Historicism as-
serts that the logical structure of human thought and action is liable to
change in the course of historical evolution. Racial polylogism assigns to each
race a logic of its own. Finally there is irrationalism, contending that reason
as such is not fit to elucidate the irrational forces that determine human
behavior.

Such doctrines go far beyond the limits of economics. They question not
only economics and praxeology but all other human knowledge and human
reasoning in general. They refer to mathematics and physics as well as to
economics. It seems therefore that the task of refuting them does not fall to
any single branch of knowledge but to epistemology and philosophy. This fur-
nishes apparent justification for the attitude of those economists who quietly
continue their studies without bothering about epistemological problems and
the objections raised by polylogism and irrationalism. The physicist does not
mind if someone stigmatizes his theories as bourgeois, Western or Jewish; in
the same way the economist should ignore detraction and slander. He should
let the dogs bark and pay no heed to their yelping. It is seemly for him to re-
member Spinoza’s dictum: Sane sicut lux se ipsam et tenebras manifestat, sic

veritas norma sui et falsi est. [Indeed, just as light defines itself and darkness,
so truth sets the standard for itself and falsity.]

However, the situation is not quite the same with regard to economics as it
is with mathematics and the natural sciences. Polylogism and irrationalism
attack praxeology and economics. Although they formulate their statements
in a general way to refer to all branches of knowledge, it is the sciences of
human action that they really have in view. They say that it is an illusion to
believe that scientific research can achieve results valid for people of all
eras, races, and social classes, and they take pleasure in disparaging cer-
tain physical and biological theories as bourgeois or Western. But if the
solution of practical problems requires the application of these stigma-
tized doctrines, they forget their criticism. The technology of Soviet Russia
utilizes without scruple all the results of bourgeois physics, chemistry,
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and biology just as if they were valid for all classes. The Nazi engineers and
physicians did not disdain to utilize the theories, discoveries, and inventions
of people of “inferior” races and nations. The behavior of people of all races,
nations, religions, linguistic groups, and social classes clearly proves that they
do not endorse the doctrines of polylogism and irrationalism as far as logic,
mathematics, and the natural sciences are concerned.

But it is quite different with praxeology and economics. The main motive
for the development of the doctrines of polylogism, historicism, and irra-
tionalism was to provide a justification for disregarding the teachings of eco-
nomics in the determination of economic policies. The socialists, racists, na-
tionalists, and étatists failed in their endeavors to refute the theories of the
economists and to demonstrate the correctness of their own spurious doc-
trines. It was precisely this frustration that prompted them to negate the logi-
cal and epistemological principles upon which all human reasoning both in
mundane activities and in scientific research is founded.

It is not permissible to dispose of these objections merely on the ground of
the political motives which inspired them. No scientist is entitled to assume
beforehand that a disapprobation of his theories must be unfounded because
his critics are imbued by passion and party bias. He is bound to reply to every
censure without any regard to its underlying motives or its background. It is
no less impermissible to keep silent in the face of the often asserted opinion
that the theorems of economics are valid only under hypothetical assump-
tions never realized in life and that they are therefore useless for the mental
grasp of reality. It is strange that some schools seem to approve of this opinion
and nonetheless quietly proceed to draw their curves and to formulate their
equations. They do not bother about the meaning of their reasoning and
about its reference to the world of real life and action.

This is, of course, an untenable attitude. The first task of every scientific in-
quiry is the exhaustive description and definition of all conditions and assump-
tions under which its various statements claim validity. It is a mistake to set up
physics as a model and pattern for economic research. But those committed to
this fallacy should have learned one thing at least: that no physicist ever believed
that the clarification of some of the assumptions and conditions of physical the-
orems is outside the scope of physical research. The main question that eco-
nomics is bound to answer is what the relation of its statements is to the reality
of human action whose mental grasp is the objective of economic studies.
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It therefore devolves upon economics to deal thoroughly with the assertion
that its teachings are valid only for the capitalistic system of the shortlived and
already vanished liberal period of Western civilization. It is incumbent upon
no branch of learning other than economics to examine all the objections
raised from various points of view against the usefulness of the statements of
economic theory for the elucidation of the problems of human action. The
system of economic thought must be built up in such a way that it is proof
against any criticism on the part of irrationalism, historicism, panphysicalism,
behaviorism, and all varieties of polylogism. It is an intolerable state of affairs
that while new arguments are daily advanced to demonstrate the absurdity
and futility of the endeavors of economics, the economists pretend to ignore
all this.

It is no longer enough to deal with the economic problems within the
traditional framework. It is necessary to build the theory of catallactics upon the
solid foundation of a general theory of human action, praxeology. This proce-
dure will not only secure it against many fallacious criticisms but clarify many
problems hitherto not even adequately seen, still less satisfactorily solved.
There is, especially, the fundamental problem of economic calculation.

3 Economic Theory and the Practice 
of Human Action

It is customary for many people to blame economics for being backward.
Now it is quite obvious that our economic theory is not perfect. There is no
such thing as perfection in human knowledge, nor for that matter in any
other human achievement. Omniscience is denied to man. The most elabo-
rate theory that seems to satisfy completely our thirst for knowledge may one
day be amended or supplanted by a new theory. Science does not give us ab-
solute and final certainty. It only gives us assurance within the limits of our
mental abilities and the prevailing state of scientific thought. A scientific sys-
tem is but one station in an endlessly progressing search for knowledge. It is
necessarily affected by the insufficiency inherent in every human effort. But
to acknowledge these facts does not mean that present-day economics is back-
ward. It merely means that economics is a living thing—and to live implies
both imperfection and change.

The reproach of an alleged backwardness is raised against economics from
two different points of view.

There are on the one hand some naturalists and physicists who cen-
sure economics for not being a natural science and not applying the

introduction � 7

00A-L3843-INT  12/5/06  11:02 AM  Page 7



methods and procedures of the laboratory. It is one of the tasks of this treatise
to explode the fallacy of such ideas. In these introductory remarks it may be
enough to say a few words about their psychological background. It is com-
mon with narrow-minded people to reflect upon every respect in which other
people differ from themselves. The camel in the fable takes exception to all
other animals for not having a hump, and the Ruritanian criticizes the
Laputanian for not being a Ruritanian. The research worker in the laboratory
considers it as the sole worthy home of inquiry, and differential equations as
the only sound method of expressing the results of scientific thought. He is
simply incapable of seeing the epistemological problems of human action.
For him economics cannot be anything but a kind of mechanics.

Then there are people who assert that something must be wrong with the
social sciences because social conditions are unsatisfactory. The natural sci-
ences have achieved amazing results in the last two or three hundred years,
and the practical utilization of these results has succeeded in improving the
general standard of living to an unprecedented extent. But, say these critics,
the social sciences have utterly failed in the task of rendering social condi-
tions more satisfactory. They have not stamped out misery and starvation,
economic crises and unemployment, war and tyranny. They are sterile and
have contributed nothing to the promotion of happiness and human welfare.

These grumblers do not realize that the tremendous progress of technolog-
ical methods of production and the resulting increase in wealth and welfare
were feasible only through the pursuit of those liberal policies which were the
practical application of the teachings of economics. It was the ideas of the clas-
sical economists that removed the checks imposed by age-old laws, customs,
and prejudices upon technological improvement and freed the genius of re-
formers and innovators from the straitjackets of the guilds, government tute-
lage, and social pressure of various kinds. It was they that reduced the prestige
of conquerors and expropriators and demonstrated the social benefits derived
from business activity. None of the great modern inventions would have been
put to use if the mentality of the pre-capitalistic era had not been thoroughly
demolished by the economists. What is commonly called the “industrial rev-
olution” was an offspring of the ideological revolution brought about by the
doctrines of the economists. The economists exploded the old tenets: that it is
unfair and unjust to outdo a competitor by producing better and cheaper
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goods; that it is iniquitous to deviate from the traditional methods of produc-
tion; that machines are an evil because they bring about unemployment; that
it is one of the tasks of civil government to prevent efficient businessmen from
getting rich and to protect the less efficient against the competition of the
more efficient; that to restrict the freedom of entrepreneurs by government
compulsion or by coercion on the part of other social powers is an appropri-
ate means to promote a nation’s well-being. British political economy and
French Physiocracy were the pacemakers of modern capitalism. It is they that
made possible the progress of the applied natural sciences that has heaped
benefits upon the masses.

What is wrong with our age is precisely the widespread ignorance of the
role which these policies of economic freedom played in the technological
evolution of the last two hundred years. People fell prey to the fallacy that the
improvement of the methods of production was contemporaneous with the
policy of laissez faire only by accident. Deluded by Marxian myths, they con-
sider modern industrialism an outcome of the operation of mysterious “pro-
ductive forces” that do not depend in any way on ideological factors. Classi-
cal economics, they believe, was not a factor in the rise of capitalism, but
rather its product, its “ideological superstructure,” i.e., a doctrine designed to
defend the unfair claims of the capitalistic exploiters. Hence the abolition of
capitalism and the substitution of socialist totalitarianism for a market econ-
omy and free enterprise would not impair the further progress of technology.
It would, on the contrary, promote technological improvement by removing
the obstacles which the selfish interests of the capitalists place in its way.

The characteristic feature of this age of destructive wars and social disin-
tegration is the revolt against economics. Thomas Carlyle branded eco-
nomics a “dismal science,” and Karl Marx stigmatized the economists as
“the sycophants of the bourgeoisie.” Quacks—praising their patent medi-
cines and short cuts to an earthly paradise—take pleasure in scorning
economics as “orthodox” and “reactionary.” Demagogues pride them-
selves on what they call their victories over economics. The “practical”
man boasts of his contempt for economics and his ignorance of the teach-
ings of “armchair” economists. The economic policies of the last decades
have been the outcome of a mentality that scoffs at any variety of sound
economic theory and glorifies the spurious doctrines of its detractors. What
is called “orthodox” economics is in most countries barred from the universi-
ties and is virtually unknown to the leading statesmen, politicians, and writers. 
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The blame for the unsatisfactory state of economic affairs can certainly not be
placed upon a science which both rulers and masses despise and ignore.

It must be emphasized that the destiny of modern civilization as developed
by the white peoples in the last two hundred years is inseparably linked with
the fate of economic science. This civilization was able to spring into exis-
tence because the peoples were dominated by ideas which were the applica-
tion of the teachings of economics to the problems of economic policy. It will
and must perish if the nations continue to pursue the course which they en-
tered upon under the spell of doctrines rejecting economic thinking.

It is true that economics is a theoretical science and as such abstains from
any judgment of value. It is not its task to tell people what ends they should
aim at. It is a science of the means to be applied for the attainment of ends cho-
sen, not, to be sure, a science of the choosing of ends. Ultimate decisions, the
valuations and the choosing of ends, are beyond the scope of any science. Sci-
ence never tells a man how he should act; it merely shows how a man must act
if he wants to attain definite ends.

It seems to many people that this is very little indeed and that a science lim-
ited to the investigation of the is and unable to express a judgment of value
about the highest and ultimate ends is of no importance for life and action.
This too is a mistake. However, the exposure of this mistake is not a task of
these introductory remarks. It is one of the ends of the treatise itself.

4 Résumé

It was necessary to make these preliminary remarks in order to explain why
this treatise places economic problems within the broad frame of a general
theory of human action. At the present stage both of economic thinking and
of political discussions concerning the fundamental issues of social organiza-
tion, it is no longer feasible to isolate the treatment of catallactic problems
proper. These problems are only a segment of a general science of human
action and must be dealt with as such.
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part 1

Human Action

chapter 1

Acting Man

1 Purposeful Action and Animal Reaction

Human action is purposeful behavior. Or we may say: Action is will put into
operation and transformed into an agency, is aiming at ends and goals, is the
ego’s meaningful response to stimuli and to the conditions of its environment,
is a person’s conscious adjustment to the state of the universe that determines
his life. Such paraphrases may clarify the definition given and prevent possible
misinterpretations. But the definition itself is adequate and does not need
complement or commentary.

Conscious or purposeful behavior is in sharp contrast to unconscious be-
havior, i.e., the reflexes and the involuntary responses of the body’s cells and
nerves to stimuli. People are sometimes prepared to believe that the bound-
aries between conscious behavior and the involuntary reaction of the forces
operating within man’s body are more or less indefinite. This is correct only as
far as it is sometimes not easy to establish whether concrete behavior is to be
considered voluntary or involuntary. But the distinction between conscious-
ness and unconsciousness is nonetheless sharp and can be clearly determined.

The unconscious behavior of the bodily organs and cells is for the acting ego

no less a datum than any other fact of the external world. Acting man must
take into account all that goes on within his own body as well as other data,
e.g., the weather or the attitudes of his neighbors. There is, of course, a mar-
gin within which purposeful behavior has the power to neutralize the working
of bodily factors. It is feasible within certain limits to get the body under con-
trol. Man can sometimes succeed through the power of his will in overcom-
ing sickness, in compensating for the innate or acquired insufficiency of his
physical constitution, or in suppressing reflexes. As far as this is possible, the
field of purposeful action is extended. If a man abstains from controlling the
involuntary reaction of cells and nerve centers, although he would be in a
position to do so, his behavior is from our point of view purposeful.

The field of our science is human action, not the psychological 
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events which result in an action. It is precisely this which distinguishes the
general theory of human action, praxeology, from psychology. The theme of
psychology is the internal events that result or can result in a definite action.
The theme of praxeology is action as such. This also settles the relation of
praxeology to the psychoanalytical concept of the subconscious. Psychoanalysis
too is psychology and does not investigate action but the forces and factors
that impel a man toward a definite action. The psychoanalytical subcon-
scious is a psychological and not a praxeological category. Whether an action
stems from clear deliberation, or from forgotten memories and suppressed de-
sires which from submerged regions, as it were, direct the will, does not in-
fluence the nature of the action. The murderer whom a subconscious urge
(the Id) drives toward his crime and the neurotic whose aberrant behavior
seems to be simply meaningless to an untrained observer both act; they like
anybody else are aiming at certain ends. It is the merit of psychoanalysis that
it has demonstrated that even the behavior of neurotics and psychopaths is
meaningful, that they too act and aim at ends, although we who consider our-
selves normal and sane call the reasoning determining their choice of ends
nonsensical and the means they choose for the attainment of these ends con-
trary to purpose.

The term unconscious, as used by praxeology, and the terms subcon-

scious and unconscious, as applied by psychoanalysis, belong to two dif-
ferent systems of thought and research. Praxeology no less than other
branches of knowledge owes much to psychoanalysis. The more necessary
is it then to become aware of the line which separates praxeology from
psychoanalysis.

Action is not simply giving preference. Man also shows preference in
situations in which things and events are unavoidable or are believed to
be so. Thus a man may prefer sunshine to rain and may wish that the
sun would dispel the clouds. He who only wishes and hopes does not
interfere actively with the course of events and with the shaping of his
own destiny. But acting man chooses, determines, and tries to reach an
end. Of two things both of which he cannot have together he selects one
and gives up the other. Action therefore always involves both taking and
renunciation.

To express wishes and hopes and to announce planned action may
be forms of action in so far as they aim in themselves at the real-
ization of a certain purpose. But they must not be confused with the
actions to which they refer. They are not identical with the ac-
tions they announce, recommend, or reject. Action is a real thing.

12 � human action
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What counts is a man’s total behavior, and not his talk about planned but not
realized acts. On the other hand action must be clearly distinguished from the
application of labor. Action means the employment of means for the attain-
ment of ends. As a rule one of the means employed is the acting man’s labor.
But this is not always the case. Under special conditions a word is all that is
needed. He who gives orders or interdictions may act without any expenditure
of labor. To talk or not to talk, to smile or to remain serious, may be action. To
consume and to enjoy are no less action than to abstain from accessible con-
sumption and enjoyment.

Praxeology consequently does not distinguish between “active” or ener-
getic and “passive” or indolent man. The vigorous man industriously striv-
ing for the improvement of his condition acts neither more nor less than
the lethargic man who sluggishly takes things as they come. For to do
nothing and to be idle are also action, they too determine the course of
events. Wherever the conditions for human interference are present, man
acts no matter whether he interferes or refrains from interfering. He who
endures what he could change acts no less than he who interferes in or-
der to attain another result. A man who abstains from influencing the op-
eration of physiological and instinctive factors which he could influence
also acts. Action is not only doing but no less omitting to do what possi-
bly could be done.

We may say that action is the manifestation of a man’s will. But this would
not add anything to our knowledge. For the term will means nothing else than
man’s faculty to choose between different states of affairs, to prefer one, to set
aside the other, and to behave according to the decision made in aiming at the
chosen state and forsaking the other.

2 The Prerequisites of Human Action

We call contentment or satisfaction that state of a human being which does
not and cannot result in any action. Acting man is eager to substitute a more
satisfactory state of affairs for a less satisfactory. His mind imagines conditions
which suit him better, and his action aims at bringing about this desired state.
The incentive that impels a man to act is always some uneasiness.1 A man per-
fectly content with the state of his affairs would have no incentive to change
things. He would have neither wishes nor desires; he would be perfectly 
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happy. He would not act; he would simply live free from care.
But to make a man act, uneasiness and the image of a more satisfactory state

alone are not sufficient. A third condition is required: the expectation that pur-
poseful behavior has the power to remove or at least to alleviate the felt un-
easiness. In the absence of this condition no action is feasible. Man must yield
to the inevitable. He must submit to destiny.

These are the general conditions of human action. Man is the being that
lives under these conditions. He is not only Homo sapiens, but no less Homo

agens. Beings of human descent who either from birth or from acquired de-
fects are unchangeably unfit for any action (in the strict sense of the term and
not merely in the legal sense) are practically not human. Although the statutes
and biology consider them to be men, they lack the essential feature of hu-
manity. The newborn child too is not an acting being. It has not yet gone the
whole way from conception to the full development of its human qualities.
But at the end of this evolution it becomes an acting being.

On Happiness

In colloquial speech we call a man “happy” who has succeeded in attaining
his ends. A more adequate description of his state would be that he is happier
than he was before. There is however no valid objection to a usage that defines
human action as the striving for happiness.

But we must avoid current misunderstandings. The ultimate goal of hu-
man action is always the satisfaction of the acting man’s desire. There is no
standard of greater or lesser satisfaction other than individual judgments of
value, different for various people and for the same people at various times.
What makes a man feel uneasy and less uneasy is established by him from
the standard of his own will and judgment, from his personal and subjective
valuation. Nobody is in a position to decree what should make a fellow man
happier.

To establish this fact does not refer in any way to the antitheses of egoism
and altruism, of materialism and idealism, of individualism and collectivism,
of atheism and religion. There are people whose only aim is to improve the
condition of their own ego. There are other people with whom awareness of
the troubles of their fellow men causes as much uneasiness as or even more
uneasiness than their own wants. There are people who desire nothing else
than the satisfaction of their appetites for sexual intercourse, food, drinks,
fine homes, and other material things. But other men care more for the sat-
isfactions commonly called “higher” and “ideal.” There are individuals eager
to adjust their actions to the requirements of social cooperation; there
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are, on the other hand, refractory people who defy the rules of social life. There
are people for whom the ultimate goal of the earthly pilgrimage is the prepara-
tion for a life of bliss. There are other people who do not believe in the teach-
ings of any religion and do not allow their actions to be influenced by them.

Praxeology is indifferent to the ultimate goals of action. Its findings are valid
for all kinds of action irrespective of the ends aimed at. It is a science of means,
not of ends. It applies the term happiness in a purely formal sense. In the prax-
eological terminology the proposition: man’s unique aim is to attain happi-
ness, is tautological. It does not imply any statement about the state of affairs
from which man expects happiness.

The idea that the incentive of human activity is always some uneasiness and
its aim always to remove such uneasiness as far as possible, that is, to make the
acting men feel happier, is the essence of the teachings of Eudaemonism and
Hedonism. Epicurean ajtaraxiva [(ataraxia, Greek) complete peace of mind]
is that state of perfect happiness and contentment at which all human activity
aims without ever wholly attaining it. In the face of the grandeur of this cog-
nition it is of little avail only that many representatives of this philosophy failed
to recognize the purely formal character of the notions pain and pleasure

and gave them a material and carnal meaning. The theological, mystical, and
other schools of a heteronomous ethic did not shake the core of Epicureanism
because they could not raise any other objection than its neglect of the
“higher” and “nobler” pleasures. It is true that the writings of many earlier
champions of Eudaemonism, Hedonism, and Utilitarianism are in some
points open to misinterpretation. But the language of modern philosophers
and still more that of the modern economists is so precise and straightforward
that no misinterpretation can possibly occur.

On Instincts and Impulses

One does not further the comprehension of the fundamental problem of hu-
man action by the methods of instinct-sociology. This school classifies the
various concrete goals of human action and assigns to each class a special in-
stinct as its motive. Man appears as a being driven by various innate instincts
and dispositions. It is assumed that this explanation demolishes once for all
the odious teachings of economics and utilitarian ethics. However, Feuer-
bach has already justly observed that every instinct is an instinct to happi-
ness.2 The method of instinct-psychology and instinct-sociology consists in
an arbitrary classification of the immediate goals of action and in a hypostasis
of each. Whereas praxeology says that the goal of an action is to remove 
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a certain uneasiness, instinct-psychology says it is the satisfaction of an
instinctive urge.

Many champions of the instinct school are convinced that they have proved
that action is not determined by reason, but stems from the profound depths
of innate forces, impulses, instincts, and dispositions which are not open to
any rational elucidation. They are certain they have succeeded in exposing
the shallowness of rationalism and disparage economics as “a tissue of false
conclusions drawn from false psychological assumptions.” 3 Yet rationalism,
praxeology, and economics do not deal with the ultimate springs and goals of
action, but with the means applied for the attainment of an end sought. How-
ever unfathomable the depths may be from which an impulse or instinct
emerges, the means which man chooses for its satisfaction are determined by
a rational consideration of expense and success.4

He who acts under an emotional impulse also acts. What distinguishes an
emotional action from other actions is the valuation of input and output.
Emotions disarrange valuations. Inflamed with passion, man sees the goal as
more desirable and the price he has to pay for it as less burdensome than
he would in cool deliberation. Men have never doubted that even in the
state of emotion means and ends are pondered and that it is possible to
influence the outcome of this deliberation by rendering more costly the
yielding to the passionate impulse. To punish criminal offenses committed
in a state of emotional excitement or intoxication more mildly than other
offenses is tantamount to encouraging such excesses. The threat of severe
retaliation does not fail to deter even people driven by seemingly irresistible
passion.

We interpret animal behavior on the assumption that the animal yields to
the impulse which prevails at the moment. As we observe that the animal
feeds, cohabits, and attacks other animals or men, we speak of its instincts of
nourishment, of reproduction, and of aggression. We assume that such in-
stincts are innate and peremptorily ask for satisfaction.

But it is different with man. Man is not a being who cannot help yielding
to the impulse that most urgently asks for satisfaction. Man is a being capable
of subduing his instincts, emotions, and impulses; he can rationalize his be-
havior. He renounces the satisfaction of a burning impulse in order to satisfy
other desires. He is not a puppet of his appetites. A man does not ravish every
female that stirs his senses; he does not devour every piece of food that entices
him; he does not knock down every fellow he would like to kill. He arranges
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his wishes and desires into a scale, he chooses; in short, he acts. What distin-
guishes man from beasts is precisely that he adjusts his behavior deliberatively.
Man is the being that has inhibitions, that can master his impulses and desires,
that has the power to suppress instinctive desires and impulses.

It may happen that an impulse emerges with such vehemence that no dis-
advantage which its satisfaction may cause appears great enough to prevent
the individual from satisfying it. In this case too there is choosing. Man
decides in favor of yielding to the desire concerned.5

3 Human Action as an Ultimate Given

Since time immemorial men have been eager to know the prime mover, the
cause of all being and of all change, the ultimate substance from which every-
thing stems and which is the cause of itself. Science is more modest. It is aware
of the limits of the human mind and of the human search for knowledge. It
aims at tracing back every phenomenon to its cause. But it realizes that these
endeavors must necessarily strike against insurmountable walls. There are
phenomena which cannot be analyzed and traced back to other phenomena.
They are the ultimate given. The progress of scientific research may succeed
in demonstrating that something previously considered as an ultimate given
can be reduced to components. But there will always be some irreducible and
unanalyzable phenomena, some ultimate given.

Monism teaches that there is but one ultimate substance, dualism that there
are two, pluralism that there are many. There is no point in quarreling about
these problems. Such metaphysical disputes are interminable. The present
state of our knowledge does not provide the means to solve them with an
answer which every reasonable man must consider satisfactory.

Materialist monism contends that human thoughts and volitions are the
product of the operation of bodily organs, the cells of the brain and the
nerves. Human thought, will, and action are solely brought about by material
processes which one day will be completely explained by the methods of
physical and chemical inquiry. This too is a metaphysical hypothesis, al-
though its supporters consider it as an unshakable and undeniable scientific
truth.

Various doctrines have been advanced to explain the relation be-
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tween mind and body. They are mere surmises without any reference to
observed facts. All that can be said with certainty is that there are relations
between mental and physiological processes. With regard to the nature and
operation of this connection we know little if anything.

Concrete value judgments and definite human actions are not open to
further analysis. We may fairly assume or believe that they are absolutely
dependent upon and conditioned by their causes. But as long as we do
not know how external facts—physical and physiological—produce in a
human mind definite thoughts and volitions resulting in concrete acts, we
have to face an insurmountable methodological dualism. In the present
state of our knowledge the fundamental statements of positivism, monism
and panphysicalism are mere metaphysical postulates devoid of any sci-
entific foundation and both meaningless and useless for scientific re-
search. Reason and experience show us two separate realms: the external
world of physical, chemical, and physiological phenomena and the inter-
nal world of thought, feeling, valuation, and purposeful action. No bridge
connects—as far as we can see today—these two spheres. Identical exter-
nal events result sometimes in different human responses, and different
external events produce sometimes the same human response. We do not
know why.

In the face of this state of affairs we cannot help withholding judgment
on the essential statements of monism and materialism. We may or may
not believe that the natural sciences will succeed one day in explaining
the production of definite ideas, judgments of value, and actions in the
same way in which they explain the production of a chemical compound
as the necessary and unavoidable outcome of a certain combination of el-
ements. In the meantime we are bound to acquiesce in a methodological
dualism.

Human action is one of the agencies bringing about change. It is an ele-
ment of cosmic activity and becoming. Therefore it is a legitimate object of
scientific investigation. As—at least under present conditions—it cannot be
traced back to its causes, it must be considered as an ultimate given and must
be studied as such.

It is true that the changes brought about by human action are but
trifling when compared with the effects of the operation of the great
cosmic forces. From the point of view of eternity and the infinite
universe man is an infinitesimal speck. But for man human action
and its vicissitudes are the real thing. Action is the essence of his na-
ture and existence, his means of preserving his life and raising him-
self above the level of animals and plants. However perishable and
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evanescent all human efforts may be, for man and for human science they are
of primary importance.

4 Rationality and Irrationality; Subjectivism and 
Objectivity of Praxeological Research

Human action is necessarily always rational. The term rational action is there-
fore pleonastic and must be rejected as such. When applied to the ultimate
ends of action, the terms rational and irrational are inappropriate and mean-
ingless. The ultimate end of action is always the satisfaction of some desires of
the acting man. Since nobody is in a position to substitute his own value judg-
ments for those of the acting individual, it is vain to pass judgment on other
people’s aims and volitions. No man is qualified to declare what would make
another man happier or less discontented. The critic either tells us what he be-
lieves he would aim at if he were in the place of his fellow; or, in dictatorial ar-
rogance blithely disposing of his fellow’s will and aspirations, declares what
condition of this other man would better suit himself, the critic.

It is usual to call an action irrational if it aims, at the expense of “material”
and tangible advantages, at the attainment of “ideal” or “higher” satisfactions.
In this sense people say, for instance—sometimes with approval, sometimes
with disapproval—that a man who sacrifices life, health, or wealth to the
attainment of “higher” goods—like fidelity to his religious, philosophical, and
political convictions or the freedom and flowering of his nation—is motivated
by irrational considerations. However, the striving after these higher ends is
neither more nor less rational or irrational than that after other human ends.
It is a mistake to assume that the desire to procure the bare necessities of life
and health is more rational, natural, or justified than the striving after other
goods or amenities. It is true that the appetite for food and warmth is common
to men and other mammals and that as a rule a man who lacks food and shel-
ter concentrates his efforts upon the satisfaction of these urgent needs and
does not care much for other things. The impulse to live, to preserve one’s own
life, and to take advantage of every opportunity of strengthening one’s vital
forces is a primal feature of life, present in every living being. However, to
yield to this impulse is not—for man—an inevitable necessity.

While all other animals are unconditionally driven by the impulse
to preserve their own lives and by the impulse of proliferation, man
has the power to master even these impulses. He can control both
his sexual desires and his will to live. He can give up his life when
the conditions under which alone he could preserve it seem in-
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tolerable. Man is capable of dying for a cause or of committing suicide. To live
is for man the outcome of a choice, of a judgment of value.

It is the same with the desire to live in affluence. The very existence of as-
cetics and of men who renounce material gains for the sake of clinging to their
convictions and of preserving their dignity and self-respect is evidence that the
striving after more tangible amenities is not inevitable but rather the result of
a choice. Of course, the immense majority prefer life to death and wealth to
poverty.

It is arbitrary to consider only the satisfaction of the body’s physiological
needs as “natural” and therefore “rational” and everything else as “artificial”
and therefore “irrational.” It is the characteristic feature of human nature that
man seeks not only food, shelter, and cohabitation like all other animals, but
that he aims also at other kinds of satisfaction. Man has specifically human de-
sires and needs which we may call “higher” than those which he has in com-
mon with the other mammals.6

When applied to the means chosen for the attainment of ends, the terms ra-
tional and irrational imply a judgment about the expediency and adequacy of
the procedure employed. The critic approves or disapproves of the method
from the point of view of whether or not it is best suited to attain the end in
question. It is a fact that human reason is not infallible and that man very of-
ten errs in selecting and applying means. An action unsuited to the end sought
falls short of expectation. It is contrary to purpose, but it is rational, i.e., the
outcome of a reasonable—although faulty—deliberation and an attempt—
although an ineffectual attempt—to attain a definite goal. The doctors who a
hundred years ago employed certain methods for the treatment of cancer
which our contemporary doctors reject were—from the point of view of
present-day pathology—badly instructed and therefore inefficient. But they
did not act irrationally; they did their best. It is probable that in a hundred
years more doctors will have more efficient methods at hand for the treatment
of this disease. They will be more efficient but not more rational than our
physicians.

The opposite of action is not irrational behavior, but a reactive
response to stimuli on the part of the bodily organs and instincts which
cannot be controlled by the volition of the person concerned. To the
same stimulus man can under certain conditions respond both by reac-
tive response and by action. If a man absorbs a poison, the organs
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react by setting up their forces of antidotal defense; in addition, action may
interfere by applying counterpoison.

With regard to the problem involved in the antithesis, rational and irra-
tional, there is no difference between the natural sciences and the social sci-
ences. Science always is and must be rational. It is the endeavor to attain a
mental grasp of the phenomena of the universe by a systematic arrangement
of the whole body of available knowledge. However, as has been pointed out
above, the analysis of objects into their constituent elements must sooner or
later necessarily reach a point beyond which it cannot go. The human mind
is not even capable of conceiving a kind of knowledge not limited by an ulti-
mate given inaccessible to further analysis and reduction. The scientific
method that carries the mind up to this point is entirely rational. The ultimate
given may be called an irrational fact.

It is fashionable nowadays to find fault with the social sciences for being
purely rational. The most popular objection raised against economics is that
it neglects the irrationality of life and reality and tries to press into dry rational
schemes and bloodless abstractions the infinite variety of phenomena. No
censure could be more absurd. Like every other branch of knowledge, eco-
nomics goes as far as it can be carried by rational methods. Then it stops by es-
tablishing the fact that it is faced with an ultimate given, i.e., a phenomenon
which cannot—at least in the present state of our knowledge—be further
analyzed.7

The teachings of praxeology and economics are valid for every human
action without regard to its underlying motives, causes, and goals. The ulti-
mate judgments of value and the ultimate ends of human action are given for
any kind of scientific inquiry; they are not open to any further analysis. Prax-
eology deals with the ways and means chosen for the attainment of such ulti-
mate ends. Its object is means, not ends.

In this sense we speak of the subjectivism of the general science of human
action. It takes the ultimate ends chosen by acting man as data, it is entirely
neutral with regard to them, and it refrains from passing any value judgments.
The only standard which it applies is whether or not the means chosen are fit
for the attainment of the ends aimed at. If Eudaemonism says happiness, if
Utilitarianism and economics say utility, we must interpret these terms in a
subjectivistic way as that which acting man aims at because it is desirable in
his eyes. It is in this formalism that the progress of the modern meaning
of Eudaemonism, Hedonism, and Utilitarianism consists as opposed to
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the older material meaning and the progress of the modern subjectivistic the-
ory of value as opposed to the objectivistic theory of value as expounded by
classical political economy. At the same time it is in this subjectivism that the
objectivity of our science lies. Because it is subjectivistic and takes the value
judgments of acting man as ultimate data not open to any further critical ex-
amination, it is itself above all strife of parties and factions, it is indifferent to
the conflicts of all schools of dogmatism and ethical doctrines, it is free from
valuations and preconceived ideas and judgments, it is universally valid and
absolutely and plainly human.

5 Causality as a Requirement of Action

Man is in a position to act because he has the ability to discover causal rela-
tions which determine change and becoming in the universe. Acting requires
and presupposes the category of causality. Only a man who sees the world in
the light of causality is fitted to act. In this sense we may say that causality is a
category of action. The category means and ends presupposes the category
cause and effect. In a world without causality and regularity of phenomena
there would be no field for human reasoning and human action. Such a world
would be a chaos in which man would be at a loss to find any orientation and
guidance. Man is not even capable of imagining the conditions of such a
chaotic universe.

Where man does not see any causal relation, he cannot act. This statement
is not reversible. Even when he knows the causal relation involved, man can-
not act if he is not in a position to influence the cause.

The archetype of causality research was: where and how must I interfere in
order to divert the course of events from the way it would go in the absence of
my interference in a direction which better suits my wishes? In this sense man
raises the question: who or what is at the bottom of things? He searches for 
the regularity and the “law,” because he wants to interfere. Only later was this
search more extensively interpreted by metaphysics as a search after the ulti-
mate cause of being and existence. Centuries were needed to bring these ex-
aggerated and extravagant ideas back again to the more modest question of
where one must interfere or should one be able to interfere in order to attain
this or that end.

The treatment accorded to the problem of causality in the last decades has
been, due to a confusion brought about by some eminent physicists, rather un-
satisfactory. We may hope that this unpleasant chapter in the history of phi-
losophy will be a warning to future philosophers.
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There are changes whose causes are, at least for the present time, unknown
to us. Sometimes we succeed in acquiring a partial knowledge so that we are
able to say: in 70 per cent of all cases A results in B, in the remaining cases in
C, or even in D, E, F, and so on. In order to substitute for this fragmentary in-
formation more precise information it would be necessary to break up A into
its elements. As long as this is not achieved, we must acquiesce in what is
called a statistical law. But this does not affect the praxeological meaning of
causality. Total or partial ignorance in some areas does not demolish the cate-
gory of causality.

The philosophical, epistemological, and metaphysical problems of causal-
ity and of imperfect induction are beyond the scope of praxeology. We must
simply establish the fact that in order to act, man must know the casual rela-
tionship between events, processes, or states of affairs. And only as far as he
knows this relationship, can his action attain the ends sought. We are fully
aware that in asserting this we are moving in a circle. For the evidence that we
have correctly perceived a causal relation is provided only by the fact that ac-
tion guided by this knowledge results in the expected outcome. But we cannot
avoid this vicious circular evidence precisely because causality is a category of
action. And because it is such a category, praxeology cannot help bestowing
some attention on this fundamental problem of philosophy.

6 The Alter Ego

If we are prepared to take the term causality in its broadest sense, teleology can
be called a variety of causal inquiry. Final causes are first of all causes. The
cause of an event is seen as an action or quasi-action aiming at some end.

Both primitive man and the infant, in a naïve anthropomorphic attitude,
consider it quite plausible that every change and event is the outcome of
the action of a being acting in the same way as they themselves do. They
believe that animals, plants, mountains, rivers, and fountains, even stones
and celestial bodies, are, like themselves, feeling, willing, and acting be-
ings. Only at a later stage of cultural development does man renounce
these animistic ideas and substitute the mechanistic world view for them.
Mechanicalism proves to be so satisfactory a principle of conduct that
people finally believe it capable of solving all the problems of thought and
scientific research. Materialism and panphysicalism proclaim mechanical-
ism as the essence of all knowledge and the experimental and mathemati-
cal methods of the natural sciences as the sole scientific mode of think-
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ing. All changes are to be comprehended as motions subject to the laws of
mechanics.

The champions of mechanicalism do not bother about the still unsolved
problems of the logical and epistemological basis of the principles of causality
and imperfect induction. In their eyes these principles are sound because they
work. The fact that experiments in the laboratory bring about the results pre-
dicted by the theories and that machines in the factories run in the way pre-
dicted by technology proves, they say, the soundness of the methods and find-
ings of modern natural science. Granted that science cannot give us
truth—and who knows what truth really means?—at any rate it is certain that
it works in leading us to success.

But it is precisely when we accept this pragmatic point of view that the emp-
tiness of the panphysicalist dogma becomes manifest. Science, as has been
pointed out above, has not succeeded in solving the problems of the mind-
body relations. The panphysicalists certainly cannot contend that the proce-
dures they recommend have ever worked in the field of interhuman relations
and of the social sciences. But it is beyond doubt that the principle according
to which an Ego deals with every human being as if the other were a thinking
and acting being like himself has evidenced its usefulness both in mundane
life and in scientific research. It cannot be denied that it works.

It is beyond doubt that the practice of considering fellow men as beings
who think and act as I, the Ego, do has turned out well; on the other hand
the prospect seems hopeless of getting a similar pragmatic verification for
the postulate requiring them to be treated in the same manner as the ob-
jects of the natural sciences. The epistemological problems raised by the
comprehension of other people’s behavior are no less intricate than those
of causality and incomplete induction. It may be admitted that it is im-
possible to provide conclusive evidence for the propositions that my logic
is the logic of all other people and by all means absolutely the only hu-
man logic and that the categories of my action are the categories of all
other people’s action and by all means absolutely the categories of all hu-
man action. However, the pragmatist must remember that these proposi-
tions work both in practice and in science, and the positivist must not
overlook the fact that in addressing his fellow men he presupposes—tacitly
and implicitly—the intersubjective validity of logic and thereby the reality
of the realm of the alter Ego’s thought and action, of his eminent human
character.8
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Thinking and acting are the specific human features of man. They are pe-
culiar to all human beings. They are, beyond membership in the zoological
species Homo sapiens, the characteristic mark of man as man. It is not the
scope of praxeology to investigate the relation of thinking and acting. For prax-
eology it is enough to establish the fact that there is only one logic that is in-
telligible to the human mind, and that there is only one mode of action which
is human and comprehensible to the human mind. Whether there are or can
be somewhere other beings—superhuman or subhuman—who think and act
in a different way, is beyond the reach of the human mind. We must restrict
our endeavors to the study of human action.

This human action which is inextricably linked with human thought is
conditioned by logical necessity. It is impossible for the human mind to
conceive logical relations at variance with the logical structure of our
mind. It is impossible for the human mind to conceive a mode of action
whose categories would differ from the categories which determine our own
actions.

There are for man only two principles available for a mental grasp of real-
ity, namely, those of teleology and causality. What cannot be brought under
either of these categories is absolutely hidden to the human mind. An event
not open to an interpretation by one of these two principles is for man incon-
ceivable and mysterious. Change can be conceived as the outcome either of
the operation of mechanistic causality or of purposeful behavior; for the
human mind there is no third way available.9 It is true, as has already been
mentioned, that teleology can be viewed as a variety of causality. But the
establishment of this fact does not annul the essential differences between
the two categories.

The panmechanistic world view is committed to a methodological mo-
nism; it acknowledges only mechanistic causality because it attributes to it
alone any cognitive value or at least a higher cognitive value than to teleol-
ogy. This is a metaphysical superstition. Both principles of cognition—
causality and teleology—are, owing to the limitations of human reason, im-
perfect and do not convey ultimate knowledge. Causality leads to a regressus

in infinitum which reason can never exhaust. Teleology is found wanting as
soon as the question is raised of what moves the prime mover. Either
method stops short at an ultimate given which cannot be analyzed and
interpreted. Reasoning and scientific inquiry can never bring full ease of
mind, apodictic certainty, and perfect cognition of all things. He who seeks
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9. Cf. Karel Engliš, Begründung der Teleologie als Form des empirischen Erkennens (Brünn, 1930),
pp. 15 ff.

01-L3843  12/5/06  11:02 AM  Page 25



this must apply to faith and try to quiet his conscience by embracing a creed
or a metaphysical doctrine.

If we do not transcend the realm of reason and experience, we cannot help
acknowledging that our fellow men act. We are not free to disregard this fact
for the sake of a fashionable prepossession and an arbitrary opinion. Daily ex-
perience proves not only that the sole suitable method for studying the condi-
tions of our nonhuman environment is provided by the category of causality;
it proves no less convincingly that our fellow men are acting beings as we our-
selves are. For the comprehension of action there is but one scheme of inter-
pretation and analysis available, namely, that provided by the cognition and
analysis of our own purposeful behavior.

The problem of the study and analysis of other people’s action is in no
way connected with the problem of the existence of a soul or of an immor-

tal soul. As far as the objections of empiricism, behaviorism, and positivism
are directed against any variety of the soul-theory, they are of no avail for
our problem. The question we have to deal with is whether it is possible to
grasp human action intellectually if one refuses to comprehend it as mean-
ingful and purposeful behavior aiming at the attainment of definite ends.
Behaviorism and positivism want to apply the methods of the empirical nat-
ural sciences to the reality of human action. They interpret it as a response
to stimuli. But these stimuli themselves are not open to description by the
methods of the natural sciences. Every attempt to describe them must re-
fer to the meaning which acting men attach to them. We may call the of-
fering of a commodity for sale a “stimulus.” But what is essential in such
an offer and distinguishes it from other offers cannot be described without
entering into the meaning which the acting parties attribute to the situa-
tion. No dialectical artifice can spirit away the fact that man is driven by
the aim to attain certain ends. It is this purposeful behavior—viz., action—
that is the subject matter of our science. We cannot approach our subject
if we disregard the meaning which acting man attaches to the situation,
i.e., the given state of affairs, and to his own behavior with regard to this
situation.

It is not appropriate for the physicist to search for final causes because
there is no indication that the events which are the subject matter of physics
are to be interpreted as the outcome of actions of a being, aiming at ends in
a human way. Nor is it appropriate for the praxeologist to disregard the op-
eration of the acting being’s volition and intention; they are undoubtedly
given facts. If he were to disregard it, he would cease to study human action.
Very often—but not always—the events concerned can be investigated both
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from the point of view of praxeology and from that of the natural sciences. But
he who deals with the discharging of a firearm from the physical and chemi-
cal point of view is not a praxeologist. He neglects the very problems which
the science of purposeful human behavior aims to clarify.

On the Serviceableness of Instincts

The proof of the fact that only two avenues of approach are available for hu-
man research, causality or teleology, is provided by the problems raised in ref-
erence to the serviceableness of instincts. There are types of behavior which
on the one hand cannot be thoroughly interpreted with the casual methods of
the natural sciences, but on the other hand cannot be considered as purpose-
ful human action. In order to grasp such behavior we are forced to resort to a
makeshift. We assign to it the character of a quasi-action; we speak of service-
able instincts.

We observe two things: first the inherent tendency of a living organism to
respond to a stimulus according to a regular pattern, and second the favor-
able effects of this kind of behavior for the strengthening or preservation of
the organism’s vital forces. If we were in a position to interpret such behav-
ior as the outcome of purposeful aiming at certain ends, we would call it ac-
tion and deal with it according to the teleological methods of praxeology. But
as we found no trace of a conscious mind behind this behavior, we suppose
that an unknown factor—we call it instinct—was instrumental. We say that
the instinct directs quasi-purposeful animal behavior and unconscious but
nonetheless serviceable responses of human muscles and nerves. Yet, the
mere fact that we hypostatize the unexplained element of this behavior as
a force and call it instinct does not enlarge our knowledge. We must never
forget that this word instinct is nothing but a landmark to indicate a point
beyond which we are unable, up to the present at least, to carry our scientific
scrutiny.

Biology has succeeded in discovering a “natural,” i.e., mechanistic, expla-
nation for many processes which in earlier days were attributed to the opera-
tion of instincts. Nonetheless many others have remained which cannot be in-
terpreted as mechanical or chemical responses to mechanical or chemical
stimuli. Animals display attitudes which cannot be comprehended otherwise
than through the assumption that a directing factor was operative.

The aim of behaviorism to study human action from without
with the methods of animal psychology is illusory. As far as ani-
mal behavior goes beyond mere physiological processes like breathing
and metabolism, it can only be investigated with the aid of the
meaning-concepts developed by praxeology. The behaviorist approaches
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the object of his investigations with the human notions of purpose and success.
He unwittingly applies to the subject matter of his studies the human concepts
of serviceableness and perniciousness. He deceives himself in excluding all
verbal reference to consciousness and aiming at ends. In fact his mind searches
everywhere for ends and measures every attitude with the yardstick of a garbled
notion of serviceableness. The science of human behavior—as far as it is not
physiology—cannot abandon reference to meaning and purpose. It cannot
learn anything from animal psychology and the observation of the uncon-
scious reactions of newborn infants. It is, on the contrary, animal psychology
and infant psychology which cannot renounce the aid afforded by the science
of human action. Without praxeological categories we would be at a loss to
conceive and to understand the behavior both of animals and of infants.

The observation of the instinctive behavior of animals fills man with aston-
ishment and raises questions which nobody can answer satisfactorily. Yet the
fact that animals and even plants react in a quasi-purposeful way is neither
more nor less miraculous than that man thinks and acts, that in the inorganic
universe those functional correspondences prevail which physics describes,
and that in the organic universe biological processes occur. All this is miracu-
lous in the sense that it is an ultimate given for our searching mind.

Such an ultimate given is also what we call animal instinct. Like the con-
cepts of motion, force, life, and consciousness, the concept of instinct too is
merely a term to signify an ultimate given. To be sure, it neither “explains”
anything nor indicates a cause or an ultimate cause.10

The Absolute End

In order to avoid any possible misinterpretation of the praxeological categories
it seems expedient to emphasize a truism.

Praxeology, like the historical sciences of human action, deals with pur-
poseful human action. If it mentions ends, what it has in view is the ends at
which acting men aim. If it speaks of meaning, it refers to the meaning which
acting men attach to their actions.

Praxeology and history are manifestations of the human mind and
as such are conditioned by the intellectual abilities of mortal men.
Praxeology and history do not pretend to know anything about the
intentions of an absolute and objective mind, about an objective
meaning inherent in the course of events and of historical evolution,
and about the plans which God or Nature or Weltgeist or Manifest
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Destiny is trying to realize in directing the universe and human affairs. They
have nothing in common with what is called philosophy of history. They do
not, like the works of Hegel, Comte, Marx, and a host of other writers, claim
to reveal information about the true, objective, and absolute meaning of life
and history.11

Vegetative Man

Some philosophies advise men to seek as the ultimate end of conduct the
complete renunciation of any action. They look upon life as an absolute evil
full of pain, suffering, and anguish, and apodictically deny that any purpose-
ful human effort can render it tolerable. Happiness can be attained only by
complete extinction of consciousness, volition, and life. The only way toward
bliss and salvation is to become perfectly passive, indifferent, and inert like the
plants. The sovereign good is the abandonment of thinking and acting.

Such is the essence of the teachings of various Indian philosophies, espe-
cially of Buddhism, and of Schopenhauer. Praxeology does not comment
upon them. It is neutral with regard to all judgments of value and the choice
of ultimate ends. Its task is not to approve or to disapprove, but to describe
what is.

The subject matter of praxeology is human action. It deals with acting man,
not with man transformed into a plant and reduced to a merely vegetative
existence.
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chapter 2

The Epistemological Problems 
of the Sciences of Human Action

1 Praxeology and History

There are two main branches of the sciences of human action: praxeology and
history.

History is the collection and systematic arrangement of all the data of ex-
perience concerning human action. It deals with the concrete content of hu-
man action. It studies all human endeavors in their infinite multiplicity and
variety and all individual actions with all their accidental, special, and partic-
ular implications. It scrutinizes the ideas guiding acting men and the outcome
of the actions performed. It embraces every aspect of human activities. It is on
the one hand general history and on the other hand the history of various nar-
rower fields. There is the history of political and military action, of ideas and
philosophy, of economic activities, of technology, of literature, art, and sci-
ence, of religion, of mores and customs, and of many other realms of human
life. There is ethnology and anthropology, as far as they are not a part of biol-
ogy, and there is psychology as far as it is neither physiology nor epistemology
nor philosophy. There is linguistics as far as it is neither logic nor the physiol-
ogy of speech.1

The subject matter of all historical sciences is the past. They cannot
teach us anything which would be valid for all human actions, that
is, for the future too. The study of history makes a man wise

1. Economic history, descriptive economics, and economic statistics are, of course, history. The
term sociology is used in two different meanings. Descriptive sociology deals with those historical
phenomena of human action which are not viewed in descriptive economics; it overlaps to some
extent the field claimed by ethnology and anthropology. General sociology, on the other hand, ap-
proaches historical experience from a more nearly universal point of view than that of the other
branches of history. History proper, for instance, deals with an individual town or with towns in a
definite period or with an individual people or with a certain geographical area. Max Weber in
his main treatise (Wirtschaft und Gesellschaft [Tübingen, 1922], pp. 513– 600) deals with the town
in general, i.e., with the whole historical experience concerning towns without any limitation to
historical periods, geographical areas, or individual peoples, nations, races, and civilizations.
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and judicious. But it does not by itself provide any knowledge and skill which
could be utilized for handling concrete tasks.

The natural sciences too deal with past events. Every experience is an ex-
perience of something passed away; there is no experience of future happen-
ings. But the experience to which the natural sciences owe all their success is
the experience of the experiment in which the individual elements of change
can be observed in isolation. The facts amassed in this way can be used for
induction, a peculiar procedure of inference which has given pragmatic evi-
dence of its expediency, although its satisfactory epistemological characteri-
zation is still an unsolved problem.

The experience with which the sciences of human action have to deal is
always an experience of complex phenomena. No laboratory experiments can
be performed with regard to human action. We are never in a position to ob-
serve the change in one element only, all other conditions of the event
remaining unchanged. Historical experience as an experience of complex
phenomena does not provide us with facts in the sense in which the natural
sciences employ this term to signify isolated events tested in experiments. The
information conveyed by historical experience cannot be used as building
material for the construction of theories and the prediction of future events.
Every historical experience is open to various interpretations, and is in fact
interpreted in different ways.

The postulates of positivism and kindred schools of metaphysics are there-
fore illusory. It is impossible to reform the sciences of human action accord-
ing to the pattern of physics and the other natural sciences. There is no means
to establish an a posteriori theory of human conduct and social events. History
can neither prove nor disprove any general statement in the manner in which
the natural sciences accept or reject a hypothesis on the ground of laboratory
experiments. Neither experimental verification nor experimental falsification
of a general proposition is possible in its field.

Complex phenomena in the production of which various causal chains are
interlaced cannot test any theory. Such phenomena, on the contrary, become
intelligible only through an interpretation in terms of theories previously de-
veloped from other sources. In the case of natural phenomena the interpreta-
tion of an event must not be at variance with the theories satisfactorily verified
by experiments. In the case of historical events there is no such restriction.
Commentators would be free to resort to quite arbitrary explanations. Where
there is something to explain, the human mind has never been at a loss to
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invent ad hoc some imaginary theories, lacking any logical justification.
In the field of human history a limitation similar to that which the exper-

imentally tested theories enjoin upon the attempts to interpret and elucidate
individual physical, chemical, and physiological events is provided by prax-
eology. Praxeology is a theoretical and systematic, not a historical, science.
Its scope is human action as such, irrespective of all environmental, acci-
dental, and individual circumstances of the concrete acts. Its cognition is
purely formal and general without reference to the material content and the
particular features of the actual case. It aims at knowledge valid for all in-
stances in which the conditions exactly correspond to those implied in its as-
sumptions and inferences. Its statements and propositions are not derived
from experience. They are, like those of logic and mathematics, a priori.
They are not subject to verification or falsification on the ground of experi-
ence and facts. They are both logically and temporally antecedent to any
comprehension of historical facts. They are a necessary requirement of any
intellectual grasp of historical events. Without them we should not be able
to see in the course of events anything else than kaleidoscopic change and
chaotic muddle.

2 The Formal and Aprioristic Character of Praxeology

A fashionable tendency in contemporary philosophy is to deny the existence
of any a priori knowledge. All human knowledge, it is contended, is derived
from experience. This attitude can easily be understood as an excessive reac-
tion against the extravagances of theology and a spurious philosophy of history
and of nature. Metaphysicians were eager to discover by intuition moral pre-
cepts, the meaning of historical evolution, the properties of soul and matter,
and the laws governing physical, chemical, and physiological events. Their
volatile speculations manifested a blithe disregard for matter-of-fact knowl-
edge. They were convinced that, without reference to experience, reason
could explain all things and answer all questions.

The modern natural sciences owe their success to the method of observa-
tion and experiment. There is no doubt that empiricism and pragmatism are
right as far as they merely describe the procedures of the natural sciences.
But it is no less certain that they are entirely wrong in their endeavors to re-
ject any kind of a priori knowledge and to characterize logic, mathematics,
and praxeology either as empirical and experimental disciplines or as mere
tautologies.

With regard to praxeology the errors of the philosophers are due
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to their complete ignorance of economics2 and very often to their shockingly
insufficient knowledge of history. In the eyes of the philosopher the treatment
of philosophical issues is a sublime and noble vocation which must not be put
upon the low level of other gainful employments. The professor resents the
fact that he derives an income from philosophizing; he is offended by the
thought that he earns money like the artisan and the farmhand. Monetary
matters are mean things, and the philosopher investigating the eminent prob-
lems of truth and absolute eternal values should not soil his mind by paying
attention to problems of economics.

The problem of whether there are or whether there are not a priori ele-
ments of thought—i.e., necessary and ineluctable intellectual conditions
of thinking, anterior to any actual instance of conception and experience—
must not be confused with the genetic problem of how man acquired his
characteristically human mental ability. Man is descended from nonhuman
ancestors who lacked this ability. These ancestors were endowed with some
potentiality which in the course of ages of evolution converted them into
reasonable beings. This transformation was achieved by the influence of a
changing cosmic environment operating upon succeeding generations.
Hence the empiricist concludes that the fundamental principles of reasoning
are an outcome of experience and represent an adaptation of man to the
conditions of his environment.

This idea leads, when consistently followed, to the further conclusion
that there were between our prehuman ancestors and Homo sapiens various
intermediate stages. There were beings which, although not yet equipped
with the human faculty of reason, were endowed with some rudimentary
elements of ratiocination. Theirs was not yet a logical mind, but a prelogi-
cal (or rather imperfectly logical) mind. Their desultory and defective
logical functions evolved step by step from the prelogical state toward the
logical state. Reason, intellect, and logic are historical phenomena. There
is a history of logic as there is a history of technology. Nothing suggests that
logic as we know it is the last and final stage of intellectual evolution.
Human logic is a historical phase between prehuman nonlogic on the one

the epistemological problems of human action � 33

2. Hardly any philosopher had a more universal familiarity with various branches of contempo-
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hand and superhuman logic on the other hand. Reason and mind, the human
beings’ most efficacious equipment in their struggle for survival, are embed-
ded in the continuous flow of zoological events. They are neither eternal nor
unchangeable. They are transitory.

Furthermore, there is no doubt that every human being repeats in his
personal evolution not only the physiological metamorphosis from a simple
cell into a highly complicated mammal organism but no less the spiritual
metamorphosis from a purely vegetative and animal existence into a rea-
sonable mind. This transformation is not completed in the prenatal life of
the embryo, but only later when the newborn child step by step awakens
to human consciousness. Thus every man in his early youth, starting from
the depths of darkness, proceeds through various states of the mind’s logical
structure.

Then there is the case of the animals. We are fully aware of the unbridge-
able gulf separating our reason from the reactive processes of their brains and
nerves. But at the same time we divine that forces are desperately struggling in
them toward the light of comprehension. They are like prisoners anxious to
break out from the doom of eternal darkness and inescapable automatism. We
feel with them because we ourselves are in a similar position: pressing in vain
against the limitation of our intellectual apparatus, striving unavailingly after
unattainable perfect cognition.

But the problem of the a priori is of a different character. It does not deal
with the problem of how consciousness and reason have emerged. It refers to
the essential and necessary character of the logical structure of the human
mind.

The fundamental logical relations are not subject to proof or disproof.
Every attempt to prove them must presuppose their validity. It is impossible to
explain them to a being who would not possess them on his own account.
Efforts to define them according to the rules of definition must fail. They are
primary propositions antecedent to any nominal or real definition. They are
ultimate unanalyzable categories. The human mind is utterly incapable of
imagining logical categories at variance with them. No matter how they may
appear to superhuman beings, they are for man inescapable and absolutely
necessary. They are the indispensable prerequisite of perception, appercep-
tion, and experience.

They are no less an indispensable prerequisite of memory. There is
a tendency in the natural sciences to describe memory as an instance
of a more general phenomenon. Every living organism conserves the
effects of earlier stimulation, and the present state of inorganic
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matter is shaped by the effects of all the influences to which it was exposed
in the past. The present state of the universe is the product of its past. We
may, therefore, in a loose metaphorical sense, say that the geological struc-
ture of our globe conserves the memory of all earlier cosmic changes, and
that a man’s body is the sedimentation of his ancestors’ and his own des-
tinies and vicissitudes. But memory is something entirely different from the
fact of the structural unity and continuity of cosmic evolution. It is a phe-
nomenon of consciousness and as such conditioned by the logical a priori.
Psychologists have been puzzled by the fact that man does not remember
anything from the time of his existence as an embryo and as a suckling.
Freud tried to explain this absence of recollection as brought about by sup-
pression of undesired reminiscences. The truth is that there is nothing to be
remembered of unconscious states. Animal automatism and unconscious
response to physiological stimulations are neither for embryos and sucklings
nor for adults material for remembrance. Only conscious states can be
remembered.

The human mind is not a tabula rasa on which the external events write
their own history. It is equipped with a set of tools for grasping reality. Man ac-
quired these tools, i.e., the logical structure of his mind, in the course of his
evolution from an amoeba to his present state. But these tools are logically
prior to any experience.

Man is not only an animal totally subject to the stimuli unavoidably deter-
mining the circumstances of his life. He is also an acting being. And the cate-
gory of action is logically antecedent to any concrete act.

The fact that man does not have the creative power to imagine categories
at variance with the fundamental logical relations and with the principles of
causality and teleology enjoins upon us what may be called methodological

apriorism.

Everybody in his daily behavior again and again bears witness to the im-
mutability and universality of the categories of thought and action. He who
addresses fellow men, who wants to inform and convince them, who asks
questions and answers other people’s questions, can proceed in this way only
because he can appeal to something common to all men—namely, the logi-
cal structure of human reason. The idea that A could at the same time be 
non-A or that to prefer A to B could at the same time be to prefer B to A is sim-
ply inconceivable and absurd to a human mind. We are not in the position to
comprehend any kind of prelogical or metalogical thinking. We cannot think
of a world without causality and teleology.

It does not matter for man whether or not beyond the sphere acces-
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sible to the human mind there are other spheres in which there is something
categorially different from human thinking and acting. No knowledge from
such spheres penetrates to the human mind. It is idle to ask whether things-in-
themselves are different from what they appear to us, and whether there are
worlds which we cannot divine and ideas which we cannot comprehend.
These are problems beyond the scope of human cognition. Human knowl-
edge is conditioned by the structure of the human mind. If it chooses human
action as the subject matter of its inquiries, it cannot mean anything else than
the categories of action which are proper to the human mind and are its pro-
jection into the external world of becoming and change. All the theorems of
praxeology refer only to these categories of action and are valid only in the or-
bit of their operation. They do not pretend to convey any information about
never dreamed of and unimaginable worlds and relations.

Thus praxeology is human in a double sense. It is human because it 
claims for its theorems, within the sphere precisely defined in the under-
lying assumptions, universal validity for all human action. It is human 
moreover because it deals only with human action and does not aspire to 
know anything about nonhuman—whether subhuman or superhuman—
action.

The Alleged Logical Heterogeneity of Primitive Man

It is a general fallacy to believe that the writings of Lucien Lévy-
Bruhl give support to the doctrine that the logical structure of mind of primi-
tive man was and is categorially different from that of civilized man. On the
contrary, what Lévy-Bruhl, on the basis of a careful scrutiny of the entire eth-
nological material available, reports about the mental functions of primitive
man proves clearly that the fundamental logical relations and the categories
of thought and action play in the intellectual activities of savages the same role
they play in our own life. The content of primitive man’s thoughts differs from
the content of our thoughts, but the formal and logical structure is common
to both.

It is true that Lévy-Bruhl himself maintains that the mentality of primitive
peoples is essentially “mystic and prelogical” in character; primitive man’s
collective representations are regulated by the “law of participation” and are
consequently indifferent to the law of contradiction. However, Lévy-Bruhl’s
distinction between prelogical and logical thinking refers to the content
and not to the form and categorial structure of thinking. For he declares
that also among peoples like ourselves ideas and relations between ideas
governed by the “law of participation” exist, more or less independently, more
or less impaired, but yet ineradicable, side by side, with those subject to the 
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law of reasoning. “The prelogical and the mystic are co-existent with the
logical.” 3

Lévy-Bruhl relegates the essential teachings of Christianity to the realm of
the prelogical mind.4 Now, many objections can possibly be raised and have
been raised against the Christian doctrines and their interpretation by theology.
But nobody ever ventured to contend that the Christian fathers and
philosophers—among them St. Augustine and St. Thomas—had minds whose
logical structure was categorially different from that of our contemporaries. The
dispute between a man who believes in miracles and another who does not
refers to the content of thought, not to its logical form. A man who tries to dem-
onstrate the possibility and reality of miracles may err. But to unmask his error
is—as the brilliant essays of Hume and Mill show—certainly no less logically
intricate than to explode any philosophical or economic fallacy.

Explorers and missionaries report that in Africa and Polynesia primitive
man stops short at his earliest perception of things and never reasons if he
can in any way avoid it.5 European and American educators sometimes re-
port the same of their students. With regard to the Mossi on the Niger Lévy-
Bruhl quotes a missionary’s observation: “Conversation with them turns only
upon women, food, and (in the rainy season) the crops.” 6 What other subjects
did many contemporaries and neighbors of Newton, Kant, and Lévy-Bruhl
prefer?

The conclusion to be drawn from Lévy-Bruhl’s studies is best expressed
in his own words: “The primitive mind, like our own, is anxious to find the
reasons for what happens, but it does not seek these in the same direction as
we do.” 7

A peasant eager to get a rich crop may—according to the content of his
ideas—choose various methods. He may perform some magical rites, he may
embark upon a pilgrimage, he may offer a candle to the image of his patron
saint, or he may employ more and better fertilizer. But whatever he does, it is
always action, i.e., the employment of means for the attainment of ends.
Magic is in a broader sense a variety of technology. Exorcism is a deliberate
purposeful action based on a world view which most of our contemporaries
condemn as superstitious and therefore as inappropriate. But the concept of
action does not imply that the action is guided by a correct theory and a tech-
nology promising success and that it attains the end aimed at. It only implies
that the performer of the action believes that the means applied will produce
the desired effect.
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7. Ibid., p. 437.

02-L3843  12/5/06  11:02 AM  Page 37



No facts provided by ethnology or history contradict the assertion that
the logical structure of mind is uniform with all men of all races, ages, and
countries.8

3 The A Priori and Reality

Aprioristic reasoning is purely conceptual and deductive. It cannot produce
anything else but tautologies and analytic judgments. All its implications
are logically derived from the premises and were already contained in them.
Hence, according to a popular objection, it cannot add anything to our
knowledge.

All geometrical theorems are already implied in the axioms. The concept of
a rectangular triangle already implies the theorem of Pythagoras. This theorem
is a tautology, its deduction results in an analytic judgment. Nonetheless
nobody would contend that geometry in general and the theorem of Pythagoras
in particular do not enlarge our knowledge. Cognition from purely deductive
reasoning is also creative and opens for our mind access to previously barred
spheres. The significant task of aprioristic reasoning is on the one hand to bring
into relief all that is implied in the categories, concepts, and premises and, on
the other hand, to show what they do not imply. It is its vocation to render
manifest and obvious what was hidden and unknown before.9

In the concept of money all the theorems of monetary theory are already
implied. The quantity theory does not add to our knowledge anything which
is not virtually contained in the concept of money. It transforms, develops, and
unfolds; it only analyzes and is therefore tautological like the theorem of
Pythagoras in relation to the concept of the rectangular triangle. However, no-
body would deny the cognitive value of the quantity theory. To a mind not en-
lightened by economic reasoning it remains unknown. A long line of abortive
attempts to solve the problems concerned shows that it was certainly not easy
to attain the present state of knowledge.

It is not a deficiency of the system of aprioristic science that
it does not convey to us full cognition of reality. Its concepts and
theorems are mental tools opening the approach to a complete grasp
of reality; they are, to be sure, not in themselves already the totality
of factual knowledge about all things. Theory and the comprehension
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8. Cf. the brilliant statements of Ernst Cassirer, Philosophie der symbolischen Formen (Berlin,
1925), II, 78.
9. Science, says Meyerson, is “l’acte per lequel nous ramenons à l’identique ce qui nous a, tout
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of living and changing reality are not in opposition to one another. Without
theory, the general aprioristic science of human action, there is no compre-
hension of the reality of human action.

The relation between reason and experience has long been one of the fun-
damental philosophical problems. Like all other problems of the critique of
knowledge, philosophers have approached it only with reference to the natu-
ral sciences. They have ignored the sciences of human action. Their contri-
butions have been useless for praxeology.

It is customary in the treatment of the epistemological problems of eco-
nomics to adopt one of the solutions suggested for the natural sciences. Some
authors recommend Poincaré’s conventionalism.10 They regard the premises
of economic reasoning as a matter of linguistic or postulational convention.11

Others prefer to acquiesce in ideas advanced by Einstein. Einstein raises the
question: “How can mathematics, a product of human reason that does not
depend on any experience, so exquisitely fit the objects of reality? Is human
reason able to discover, unaided by experience through pure reasoning the
features of real things?” And his answer is: “As far as the theorems of mathe-
matics refer to reality, they are not certain, and as far as they are certain, they
do not refer to reality.” 12

However, the sciences of human action differ radically from the natural
sciences. All authors eager to construct an epistemological system of the
sciences of human action according to the pattern of the natural sciences err
lamentably.

The real thing which is the subject matter of praxeology, human action,
stems from the same source as human reasoning. Action and reason are con-
generic and homogeneous; they may even be called two different aspects of
the same thing. That reason has the power to make clear through pure rati-
ocination the essential features of action is a consequence of the fact that ac-
tion is an offshoot of reason. The theorems attained by correct praxeological
reasoning are not only perfectly certain and incontestable, like the correct
mathematical theorems. They refer, moreover, with the full rigidity of their
apodictic certainty and incontestability to the reality of action as it appears
in life and history. Praxeology conveys exact and precise knowledge of real
things.

The starting point of praxeology is not a choice of axioms and a 
decision about methods of procedure, but reflection about the essence 
of action. There is no action in which the praxeological categories
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do not appear fully and perfectly. There is no mode of action thinkable in
which means and ends or costs and proceeds cannot be clearly distinguished
and precisely separated. There is nothing which only approximately or in-
completely fits the economic category of an exchange. There are only ex-
change and nonexchange; and with regard to any exchange all the general the-
orems concerning exchanges are valid in their full rigidity and with all their
implications. There are no transitions from exchange to nonexchange or from
direct exchange to indirect exchange. No experience can ever be had which
would contradict these statements.

Such an experience would be impossible in the first place for the reason
that all experience concerning human action is conditioned by the praxeo-
logical categories and becomes possible only through their application. If we
had not in our mind the schemes provided by praxeological reasoning, we
should never be in a position to discern and to grasp any action. We would per-
ceive motions, but neither buying nor selling, nor prices, wage rates, interest
rates, and so on. It is only through the utilization of the praxeological scheme
that we become able to have an experience concerning an act of buying and
selling, but then independently of the fact of whether or not our senses
concomitantly perceive any motions of men and of nonhuman elements of
the external world. Unaided by praxeological knowledge we would never learn
anything about media of exchange. If we approach coins without such preex-
isting knowledge, we would see in them only round plates of metal, nothing
more. Experience concerning money requires familiarity with the praxeolog-
ical category medium of exchange.

Experience concerning human action differs from that concerning natural
phenomena in that it requires and presupposes praxeological knowledge. This
is why the methods of the natural sciences are inappropriate for the study of
praxeology, economics, and history.

In asserting the a priori character of praxeology we are not drafting a plan
for a future new science different from the traditional sciences of human
action. We do not maintain that the theoretical science of human action
should be aprioristic, but that it is and always has been so. Every attempt to
reflect upon the problems raised by human action is necessarily bound to
aprioristic reasoning. It does not make any difference in this regard whether
the men discussing a problem are theorists aiming at pure knowledge only or
statesmen, politicians, and regular citizens eager to comprehend occurring
changes and to discover what kind of public policy or private conduct would
best suit their own interests. People may begin arguing about the signif-
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icance of any concrete experience, but the debate inevitably turns away from
the accidental and environmental features of the event concerned to an analy-
sis of fundamental principles, and imperceptibly abandons any reference to
the factual happenings which evoked the argument. The history of the natu-
ral sciences is a record of theories and hypotheses discarded because they were
disproved by experience. Remember for instance the fallacies of older me-
chanics disproved by Galileo or the fate of the phlogiston theory. No such case
is recorded by the history of economics. The champions of logically incom-
patible theories claim the same events as the proof that their point of view
has been tested by experience. The truth is that the experience of a complex
phenomenon—and there is no other experience in the realm of human
action—can always be interpreted on the ground of various antithetic theo-
ries. Whether the interpretation is considered satisfactory or unsatisfactory
depends on the appreciation of the theories in question established before-
hand on the ground of aprioristic reasoning.13

History cannot teach us any general rule, principle, or law. There is no
means to abstract from a historical experience a posteriori any theories or the-
orems concerning human conduct and policies. The data of history would be
nothing but a clumsy accumulation of disconnected occurrences, a heap of
confusion, if they could not be clarified, arranged, and interpreted by system-
atic praxeological knowledge.

4 The Principle of Methodological Individualism

Praxeology deals with the actions of individual men. It is only in the further
course of its inquiries that cognition of human cooperation is attained and
social action is treated as a special case of the more universal category of
human action as such.

This methodological individualism has been vehemently attacked by vari-
ous metaphysical schools and disparaged as a nominalistic fallacy. The notion
of an individual, say the critics, is an empty abstraction. Real man is necessar-
ily always a member of a social whole. It is even impossible to imagine the ex-
istence of a man separated from the rest of mankind and not connected with
society. Man as man is the product of a social evolution. His most eminent fea-
ture, reason, could only emerge within the framework of social mutuality.
There is no thinking which does not depend on the concepts and notions of
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language. But speech is manifestly a social phenomenon. Man is always
the member of a collective. As the whole is both logically and temporally prior
to its parts or members, the study of the individual is posterior to the study of
society. The only adequate method for the scientific treatment of human prob-
lems is the method of universalism or collectivism.

Now the controversy whether the whole or its parts are logically prior is
vain. Logically the notions of a whole and its parts are correlative. As logical
concepts they are both apart from time.

No less inappropriate with regard to our problem is the reference to the
antagonism of realism and nominalism, both these terms being understood
in the meaning which medieval scholasticism attached to them. It is uncon-
tested that in the sphere of human action social entities have real existence.
Nobody ventures to deny that nations, states, municipalities, parties, reli-
gious communities, are real factors determining the course of human events.
Methodological individualism, far from contesting the significance of such
collective wholes, considers it as one of its main tasks to describe and to an-
alyze their becoming and their disappearing, their changing structures, and
their operation. And it chooses the only method fitted to solve this problem
satisfactorily.

First we must realize that all actions are performed by individuals. 
A collective operates always through the intermediary of one or several indi-
viduals whose actions are related to the collective as the secondary source. It
is the meaning which the acting individuals and all those who are touched by
their action attribute to an action, that determines its character. It is the mean-
ing that marks one action as the action of an individual and another action
as the action of the state or of the municipality. The hangman, not the state,
executes a criminal. It is the meaning of those concerned that discerns in
the hangman’s action an action of the state. A group of armed men occupies a
place. It is the meaning of those concerned which imputes this occupation not
to the officers and soldiers on the spot, but to their nation. If we scrutinize the
meaning of the various actions performed by individuals we must necessarily
learn everything about the actions of collective wholes. For a social collective
has no existence and reality outside of the individual members’ actions. The
life of a collective is lived in the actions of the individuals constituting its body.
There is no social collective conceivable which is not operative in the actions
of some individuals. The reality of a social integer consists in its directing and
releasing definite actions on the part of individuals. Thus the way to a cogni-
tion of collective wholes is through an analysis of the individuals’ actions.
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As a thinking and acting being man emerges from his prehuman existence
already as a social being. The evolution of reason, language, and cooperation
is the outcome of the same process; they were inseparably and necessarily
linked together. But this process took place in individuals. It consisted in
changes in the behavior of individuals. There is no other substance in which
it occurred than the individuals. There is no substratum of society other than
the actions of individuals.

That there are nations, states, and churches, that there is social cooperation
under the division of labor, becomes discernible only in the actions of certain
individuals. Nobody ever perceived a nation without perceiving its members.
In this sense one may say that a social collective comes into being through the
actions of individuals. That does not mean that the individual is temporally
antecedent. It merely means that definite actions of individuals constitute the
collective.

There is no need to argue whether a collective is the sum resulting from the
addition of its elements or more, whether it is a being sui generis, and whether
it is reasonable or not to speak of its will, plans, aims, and actions and to at-
tribute to it a distinct “soul.” Such pedantic talk is idle. A collective whole is a
particular aspect of the actions of various individuals and as such a real thing
determining the course of events.

It is illusory to believe that it is possible to visualize collective 
wholes. They are never visible; their cognition is always the outcome of
the understanding of the meaning which acting men attribute to their acts.
We can see a crowd, i.e., a multitude of people. Whether this crowd is a mere
gathering or a mass (in the sense in which this term is used in contemporary
psychology) or an organized body or any other kind of social entity is a ques-
tion which can only be answered by understanding the meaning which they
themselves attach to their presence. And this meaning is always the meaning
of individuals. Not our senses, but understanding, a mental process, makes us
recognize social entities.

Those who want to start the study of human action from the collective units
encounter an insurmountable obstacle in the fact that an individual at the
same time can belong and—with the exception of the most primitive
tribesmen—really belongs to various collective entities. The problems raised
by the multiplicity of coexisting social units and their mutual antagonisms can
be solved only by methodological individualism.14
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I and We

The Ego is the unity of the acting being. It is unquestionably given and cannot
be dissolved or conjured away by any reasoning or quibbling.

The We is always the result of a summing up which puts together two or
more Egos. If somebody says I, no further questioning is necessary in order to
establish the meaning. The same is valid with regard to the Thou and, pro-
vided the person in view is precisely indicated, with regard to the He. But if a
man says We, further information is needed to denote who the Egos are who
are comprised in this We. It is always single individuals who say We; even if
they say it in chorus, it yet remains an utterance of single individuals.

The We cannot act otherwise than each of them acting on his own behalf.
They can either all act together in accord, or one of them may act for them all.
In the latter case the cooperation of the others consists in their bringing about
the situation which makes one man’s action effective for them too. Only in this
sense does the officer of a social entity act for the whole; the individual mem-
bers of the collective body either cause or allow a single man’s action to con-
cern them too.

The endeavors of psychology to dissolve the Ego and to unmask it as an il-
lusion are idle. The praxeological Ego is beyond any doubts. No matter what
a man was and what he may become later, in the very act of choosing and act-
ing he is an Ego.

From the pluralis logicus (and from the merely ceremonial pluralis majesta-

ticus) we must distinguish the pluralis gloriosus. If a Canadian who never tried
skating says, “We are the world’s foremost ice hockey players,” or if an Italian
boor proudly contends, “We are the world’s most eminent painters,” nobody is
fooled. But with reference to political and economic problems the pluralis glo-

riosus evolves into the pluralis imperialis and as such plays a significant role in
paving the way for the acceptance of doctrines determining international eco-
nomic policies.

5 The Principle of Methodological Singularism

No less than from the action of an individual praxeology begins its investiga-
tions from the individual action. It does not deal in vague terms with human
action in general, but with concrete action which a definite man has per-
formed at a definite date and at a definite place. But, of course, it does not con-
cern itself with the accidental and environmental features of this action and
with what distinguishes it from all other actions, but only with what is neces-
sary and universal in its performance.

The philosophy of universalism has from time immemorial blocked
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access to a satisfactory grasp of praxeological problems, and contemporary
universalists are utterly incapable of finding an approach to them. Universal-
ism, collectivism, and conceptual realism see only wholes and universals.
They speculate about mankind, nations, states, classes, about virtue and vice,
right and wrong, about entire classes of wants and of commodities. They ask,
for instance: Why is the value of “gold” higher than that of “iron”? Thus they
never find solutions, but antinomies and paradoxes only. The best-known in-
stance is the value-paradox which frustrated even the work of the classical
economists.

Praxeology asks: What happens in acting? What does it mean to say that an
individual then and there, today and here, at any time and at any place, acts?
What results if he chooses one thing and rejects another?

The act of choosing is always a decision among various opportunities open
to the choosing individual. Man never chooses between virtue and vice, but
only between two modes of action which we call from an adopted point of
view virtuous or vicious. A man never chooses between “gold” and “iron” in
general, but always only between a definite quantity of gold and a definite
quantity of iron. Every single action is strictly limited in its immediate conse-
quences. If we want to reach correct conclusions, we must first of all look at
these limitations.

Human life is an unceasing sequence of single actions. But the single
action is by no means isolated. It is a link in a chain of actions which to-
gether form an action on a higher level aiming at a more distant end.
Every action has two aspects. It is on the one hand a partial action in the
framework of a further-stretching action, the performance of a fraction of
the aims set by a more far-reaching action. It is on the other hand itself
a whole with regard to the actions aimed at by the performance of its
own parts.

It depends upon the scope of the project on which acting man is intent
at the instant whether the more far-reaching action or a partial action di-
rected to a more immediate end only is thrown into relief. There is no need
for praxeology to raise questions of the type of those raised by Gestaltpsy-

chologie. The road to the performance of great things must always lead
through the performance of partial tasks. A cathedral is something other than
a heap of stones joined together. But the only procedure for constructing
a cathedral is to lay one stone upon another. For the architect the whole
project is the main thing. For the mason it is the single wall, and for the brick-
layer the single stones. What counts for praxeology is the fact that the 
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only method to achieve greater tasks is to build from the foundations step by
step, part by part.

6 The Individual and Changing Features 
of Human Action

The content of human action, i.e., the ends aimed at and the means chosen
and applied for the attainment of these ends, is determined by the personal
qualities of every acting man. Individual man is the product of a long line of
zoological evolution which has shaped his physiological inheritance. He is
born the offspring and the heir of his ancestors, and the precipitate and sedi-
ment of all that his forefathers experienced are his biological patrimony.
When he is born, he does not enter the world in general as such, but a definite
environment. The innate and inherited biological qualities and all that life
has worked upon him make a man what he is at any instant of his pilgrimage.
They are his fate and destiny. His will is not “free” in the metaphysical sense
of this term. It is determined by his background and all the influences to
which he himself and his ancestors were exposed.

Inheritance and environment direct a man’s actions. They suggest to him
both the ends and the means. He lives not simply as man in abstracto; he lives
as a son of his family, his race, his people, and his age; as a citizen of his
country; as a member of a definite social group; as a practitioner of a certain
vocation; as a follower of definite religious, metaphysical, philosophical, and
political ideas; as a partisan in many feuds and controversies. He does not
himself create his ideas and standards of value; he borrows them from other
people. His ideology is what his environment enjoins upon him. Only very
few men have the gift of thinking new and original ideas and of changing the
traditional body of creeds and doctrines.

Common man does not speculate about the great problems. With regard to
them he relies upon other people’s authority, he behaves as “every decent fel-
low must behave,” he is like a sheep in the herd. It is precisely this intellectual
inertia that characterizes a man as a common man. Yet the common man does
choose. He chooses to adopt traditional patterns or patterns adopted by other
people because he is convinced that this procedure is best fitted to achieve his
own welfare. And he is ready to change his ideology and consequently his
mode of action whenever he becomes convinced that this would better serve
his own interests.

Most of a man’s daily behavior is simple routine. He performs
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certain acts without paying special attention to them. He does many things
because he was trained in his childhood to do them, because other people
behave in the same way, and because it is customary in his environment. He
acquires habits, he develops automatic reactions. But he indulges in these
habits only because he welcomes their effects. As soon as he discovers that
the pursuit of the habitual way may hinder the attainment of ends considered
as more desirable, he changes his attitude. A man brought up in an area in
which the water is clean acquires the habit of heedlessly drinking, washing,
and bathing. When he moves to a place in which the water is polluted by
morbific germs, he will devote the most careful attention to procedures about
which he never bothered before. He will watch himself permanently in order
not to hurt himself by indulging unthinkingly in his traditional routine and
his automatic reactions. The fact that an action is in the regular course of af-
fairs performed spontaneously, as it were, does not mean that it is not due to a
conscious volition and to a deliberate choice. Indulgence in a routine which
possibly could be changed is action.

Praxeology is not concerned with the changing content of acting, but
with its pure form and its categorial structure. The study of the accidental and
environmental features of human action is the task of history.

7 The Scope and the Specific Method of History

The study of all the data of experience concerning human action is the scope
of history. The historian collects and critically sifts all available documents.
On the ground of this evidence he approaches his genuine task.

It has been asserted that the task of history is to show how events actually
happened, without imposing presuppositions and values (wertfrei, i.e., neutral
with regard to all value judgments). The historian’s report should be a faithful
image of the past, an intellectual photograph, as it were, giving a complete and
unbiased description of all facts. It should reproduce before our intellectual
eye the past with all its features.

Now, a real reproduction of the past would require a duplication not
humanly possible. History is not an intellectual reproduction, but a con-
densed representation of the past in conceptual terms. The historian
does not simply let the events speak for themselves. He arranges them
from the aspect of the ideas underlying the formation of the general
notions he uses in their presentation. He does not report facts as they
happened, but only relevant facts. He does not approach
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the documents without presuppositions, but equipped with the whole appar-
atus of his age’s scientific knowledge, that is, with all the teachings of contem-
porary logic, mathematics, praxeology, and natural science.

It is obvious that the historian must not be biased by any prejudices and
party tenets. Those writers who consider historical events as an arsenal of
weapons for the conduct of their party feuds are not historians but pro-
pagandists and apologists. They are not eager to acquire knowledge but to
justify the program of their parties. They are fighting for the dogmas of a
metaphysical, religious, national, political or social doctrine. They usurp
the name of history for their writings as a blind in order to deceive the cred-
ulous. A historian must first of all aim at cognition. He must free himself
from any partiality. He must in this sense be neutral with regard to any value
judgments.

This postulate of Wertfreiheit [(German) neutrality with respect to values]
can easily be satisfied in the field of the aprioristic sciences—logic, mathe-
matics, and praxeology—and in the field of the experimental natural sciences.
It is logically not difficult to draw a sharp line between a scientific, unbiased
treatment of these disciplines and a treatment distorted by superstition,
preconceived ideas, and passion. It is much more difficult to comply with the
requirement of valuational neutrality in history. For the subject matter of
history, the concrete accidental and environmental content of human action,
is value judgments and their projection into the reality of change. At every step
of his activities the historian is concerned with value judgments. The value
judgments of the men whose actions he reports are the substratum of his
investigations.

It has been asserted that the historian himself cannot avoid judgments
of value. No historian—not even the naïve chronicler or newspaper
reporter—registers all facts as they happen. He must discriminate, he
must select some events which he deems worthy of being registered and
pass over in silence other events. This choice, it is said, implies in itself
a value judgment. It is necessarily conditioned by the historian’s world
view and thus not impartial but an outcome of preconceived ideas. History
can never be anything else than distortion of facts; it can never be really
scientific, that is neutral with regard to values and intent only upon discov-
ering truth.

There is, of course, no doubt that the discretion which the selection
of facts places in the hands of the historian can be abused. It can and
does happen that the historian’s choice is guided by party bias. How-
ever, the problems involved are much more intricate than this popular
doctrine would have us believe. Their solution must be sought on
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the ground of a much more thorough scrutiny of the methods of history.
In dealing with a historical problem the historian makes use of all the

knowledge provided by logic, mathematics, the natural sciences, and espe-
cially by praxeology. However, the mental tools of these nonhistorical disci-
plines do not suffice for his task. They are indispensable auxiliaries for him,
but in themselves they do not make it possible to answer those questions he
has to deal with.

The course of history is determined by the actions of individuals and by the
effects of these actions. The actions are determined by the value judgments of
the acting individuals, i.e., the ends which they were eager to attain, and by
the means which they applied for the attainment of these ends. The choice 
of the means is an outcome of the whole body of technological knowledge of
the acting individuals. It is in many instances possible to appreciate the effects
of the means applied from the point of view of praxeology or of the natural sci-
ences. But there remain a great many things for the elucidation of which no
such help is available.

The specific task of history for which it uses a specific method is the study
of these value judgments and of the effects of the actions as far as they cannot
be analyzed by the teachings of all other branches of knowledge. The histo-
rian’s genuine problem is always to interpret things as they happened. But he
cannot solve this problem on the ground of the theorems provided by all other
sciences alone. There always remains at the bottom of each of his problems
something which resists analysis at the hand of these teachings of other sci-
ences. It is these individual and unique characteristics of each event which are
studied by the understanding.

The uniqueness or individuality which remains at the bottom of every
historical fact, when all the means for its interpretation provided by logic,
mathematics, praxeology, and the natural sciences have been exhausted, is
an ultimate datum. But whereas the natural sciences cannot say anything
about their ultimate data than that they are such, history can try to make
its ultimate data intelligible. Although it is impossible to reduce them to
their causes—they would not be ultimate data if such a reduction were
possible—the historian can understand them because he is himself a hu-
man being. In the philosophy of Bergson this understanding is called an
intuition, viz., “la sympathie par laquelle on se transporte a l’intérieur d’un

objet pour coïncider avec ce qu’il a d’unique et par conséquent d’inex-

primable.” 15 [The sympathy with which one enters inside an object in order
to identify thereby what it has that is unique and therefore inexpressible.]”
German epistemology calls this act das spezifische Verstehen der
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Geisteswissenschaften [the specific understanding of the moral sciences.] or
simply Verstehen [understanding]. It is the method which all historians and all
other people always apply in commenting upon human events of the past and
in forecasting future events. The discovery and the delimitation of under-
standing was one of the most important contributions of modern epistemol-
ogy. It is, to be sure, neither a project for a new science which does not yet exist
and is to be founded nor the recommendation of a new method of procedure
for any of the already existing sciences.

The understanding must not be confused with approval, be it only condi-
tional and circumstantial. The historian, the ethnologist, and the psychologist
sometimes register actions which are for their feelings simply repulsive and
disgusting; they understand them only as actions, i.e., in establishing the un-
derlying aims and the technological and praxeological methods applied for
their execution. To understand an individual case does not mean to justify or
to excuse it.

Neither must understanding be confused with the act of aesthetic enjoy-
ment of a phenomenon. Empathy (Einfühlung) and understanding are two
radically different attitudes. It is a different thing, on the one hand, to under-
stand a work of art historically, to determine its place, its meaning, and its
importance in the flux of events, and, on the other hand, to appreciate it emo-
tionally as a work of art. One can look at a cathedral with the eyes of a histo-
rian. But one can look at the same cathedral either as an enthusiastic admirer
or as an unaffected and indifferent sightseer. The same individuals are capable
of both modes of reaction, of the aesthetic appreciation and of the scientific
grasp of understanding.

The understanding establishes the fact that an individual or a group of in-
dividuals have engaged in a definite action emanating from definite value
judgments and choices and aiming at definite ends, and that they have applied
for the attainment of these ends definite means suggested by definite techno-
logical, therapeutical, and praxeological doctrines. It furthermore tries to ap-
preciate the effects and the intensity of the effects brought about by an action;
it tries to assign to every action its relevance, i.e., its bearing upon the course
of events.

The scope of understanding is the mental grasp of phenomena which
cannot be totally elucidated by logic, mathematics, praxeology, and the
natural sciences to the extent that they cannot be cleared up by all
these sciences. It must never contradict the teachings of these other
branches of knowledge.16 The real corporeal existence of the
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devil is attested by innumerable historical documents which are rather reli-
able in all other regards. Many tribunals in due process of law have on the ba-
sis of the testimony of witnesses and the confessions of defendants established
the fact that the devil had carnal intercourse with witches. However, no appeal
to understanding could justify a historian’s attempt to maintain that the devil
really existed and interfered with human events otherwise than in the visions
of an excited human brain.

While this is generally admitted with regard to the natural sciences, there
are some historians who adopt another attitude with regard to economic the-
ory. They try to oppose to the theorems of economics an appeal to documents
allegedly proving things incompatible with these theorems. They do not real-
ize that complex phenomena can neither prove nor disprove any theorem and
therefore cannot bear witness against any statement of a theory. Economic his-
tory is possible only because there is an economic theory capable of throwing
light upon economic actions. If there were no economic theory, reports con-
cerning economic facts would be nothing more than a collection of uncon-
nected data open to any arbitrary interpretation.

8 Conception and Understanding

The task of the sciences of human action is the comprehension of the mean-
ing and relevance of human action. They apply for this purpose two different
epistemological procedures: conception and understanding. Conception is
the mental tool of praxeology; understanding is the specific mental tool of
history.

The cognition of praxeology is conceptual cognition. It refers to what is
necessary in human action. It is cognition of universals and categories.

The cognition of history refers to what is unique and individual in each
event or class of events. It analyzes first each object of its studies with the aid
of the mental tools provided by all other sciences. Having achieved this pre-
liminary work, it faces its own specific problem: the elucidation of the unique
and individual features of the case by means of the understanding.

As was mentioned above, it has been asserted that history can never be sci-
entific because historical understanding depends on the historian’s subjective
value judgments. Understanding, it is maintained, is only a euphemistic term
for arbitrariness. The writings of historians are always one-sided and partial;
they do not report the facts; they distort them.
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It is, of course, a fact that we have historical books written from various
points of view. There are histories of the Reformation written from the Cath-
olic point of view and others written from the Protestant point of view. There
are “proletarian” histories and “bourgeois” histories, Tory historians and Whig
historians; every nation, party, and linguistic group has its own historians and
its own ideas about history.

But the problem which these differences of interpretation offer must not
be confused with the intentional distortion of facts by propagandists and
apologists parading as historians. Those facts which can be established in
an unquestionable way on the ground of the source material available must
be established as the preliminary work of the historian. This is not a field
for understanding. It is a task to be accomplished by the employment of the
tools provided by all nonhistorical sciences. The phenomena are gathered
by cautious critical observation of the records available. As far as the theo-
ries of the nonhistorical sciences on which the historian grounds his criti-
cal examination of the sources are reasonably reliable and certain, there
cannot be any arbitrary disagreement with regard to the establishment of
the phenomena as such. What a historian asserts is either correct or con-
trary to fact, is either proved or disproved by the documents available, or
vague because the sources do not provide us with sufficient information.
The experts may disagree, but only on the ground of a reasonable interpre-
tation of the evidence available. The discussion does not allow any arbitrary
statements.

However, the historians very often do not agree with regard to the teachings
of the nonhistorical sciences. Then, of course, disagreement with regard to the
critical examination of the records and to the conclusions to be drawn from
them can ensue. An unbridgeable conflict arises. But its cause is not an arbi-
trariness with regard to the concrete historical phenomenon. It stems from an
undecided issue referring to the nonhistorical sciences.

An ancient Chinese historian could report that the emperor’s sin brought
about a catastrophic drought and that rain fell again when the ruler had
atoned for his sin. No modern historian would accept such a report. The un-
derlying meteorological doctrine is contrary to uncontested fundamentals
of contemporary natural science. But no such unanimity exists in regard to
many theological, biological, and economic issues. Accordingly historians
disagree.

A supporter of the racial doctrine of Nordic-Aryanism will disregard 
as fabulous and simply unbelievable any report concerning intellec-
tual and moral achievements of “inferior” races. He will treat 
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such reports in the same way in which all modern historians deal with the
above-mentioned Chinese report. No agreement with regard to any phenom-
enon of the history of Christianity can be attained between people for whom
the gospels are Holy Writ and people in whose eyes they are human docu-
ments. Catholic and Protestant historians disagree about many questions of
fact because they start from different theological ideas. A Mercantilist or Neo-
Mercantilist must necessarily be at variance with an economist. An account of
German monetary history in the years 1914 to 1923 is conditioned by the au-
thor’s monetary doctrines. The facts of the French Revolution are presented
in a quite different manner by those who believe in the sacred rights of the
anointed king and those who hold other views.

The historians disagree on such issues not in their capacity as historians,
but in their application of the nonhistorical sciences to the subject matter
of history. They disagree as agnostic doctors disagree, in regard to the mir-
acles of Lourdes, with the members of the medical committee for the col-
lection of evidence concerning these miracles. Only those who believe that
facts write their own story into the tabula rasa of the human mind blame
the historians for such differences of opinion. They fail to realize that his-
tory can never be studied without presuppositions, and that dissension with
regard to the presuppositions, i.e., the whole content of the nonhistorical
branches of knowledge, must determine the establishment of historical
facts.

These presuppositions also determine the historian’s decision concerning
the choice of facts to be mentioned and those to be omitted as irrelevant. In
searching for the causes of a cow’s not giving milk a modern veterinarian will
disregard entirely all reports concerning a witch’s evil eye; his view would have
been different three hundred years ago. In the same way the historian selects
from the indefinite multitude of events that preceded the fact he is dealing
with those which could have contributed to its emergence—or have delayed
it—and neglects those which, according to his grasp of the nonhistorical sci-
ences, could not have influenced it.

Changes in the teachings of the nonhistorical sciences conse-
quently must involve a rewriting of history. Every generation must
treat anew the same historical problems because they appear to it in
a different light. The theological world view of older times led to a
treatment of history other than the theorems of modern natural sci-
ence. Subjective economics produces historical works very differ-
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ent from those based on mercantilist doctrines. As far as divergences in the
books of historians stem from these disagreements, they are not an outcome
of alleged vagueness and precariousness in historical studies. They are, on
the contrary, the result of the lack of unanimity in the realm of those other
sciences which are popularly called certain and exact.

To avoid any possible misunderstanding it is expedient to emphasize some
further points. The divergences referred to above must not be confused:

1. With purposeful ill-intentioned distortion of facts.
2. With attempts to justify or to condemn any actions from a legal or moral

point of view.
3. With the merely incidental insertion of remarks expressing value judg-

ments in a strictly objective representation of the state of affairs. A trea-
tise on bacteriology does not lose its objectivity if the author, accepting
the human viewpoint, considers the preservation of human life as an ul-
timate end and, applying this standard, labels effective methods of
fighting germs good and fruitless methods bad. A germ writing such a
book would reverse these judgments, but the material content of its book
would not differ from that of the human bacteriologist. In the same way
a European historian dealing with the Mongol invasions of the thir-
teenth century may speak of “favorable” and “unfavorable” events be-
cause he takes the standpoint of the European defenders of Western civ-
ilization. But this approval of one party’s standard of value need not
necessarily interfere with the material content of his study. It may—from
the viewpoint of contemporary knowledge—be absolutely objective. A
Mongolian historian could endorse it completely but for such casual
remarks.

4. With a representation of one party’s action in diplomatic or military an-
tagonisms. The clash of conflicting groups can be dealt with from the
point of view of the ideas, motives, and aims which impelled either side’s
acts. For a full comprehension of what happened it is necessary to take ac-
count of what was done on both sides. The outcome was the result of the
interaction of both parties. But in order to understand their actions the
historian must try to see things as they appeared to the acting men at
the critical time, not only as we see them now from the point of view of our
present-day knowledge. A history of Lincoln’s policy in the weeks and
months preceding the outbreak of the Civil War is of course incomplete.
But no historical study is complete. Regardless of whether the historian
sympathizes with the Unionists or with the Confederates or whether he is 
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absolutely neutral, he can deal in an objective way with Lincoln’s pol-
icy in the spring of 1861. Such an investigation is an indispensable
preliminary to answering the broader question of how the Civil War
broke out.

Now finally, having settled these problems, it is possible to attack the gen-
uine question: Is there any subjective element in historical understanding,
and, if so, in what manner does it determine the result of historical studies?

As far as the task of understanding is to establish the facts that people were
motivated by definite value judgments and aimed at definite ends, there
cannot be any disagreement among true historians, i.e., people intent upon
cognition of past events. There may be uncertainty because of the insufficient
information provided by the sources available. But this has nothing to do
with understanding. It refers to the preliminary work to be achieved by the
historian.

But understanding has a second task to fulfill. It must appraise the effects
and the intensity of the effects brought about by an action; it must deal with
the relevance of each motive and each action.

Here we are faced with one of the main differences between physics
and chemistry on the one hand and the sciences of human action on the
other. In the realm of physical and chemical events there exist (or, at least, it
is generally assumed that there exist) constant relations between magnitudes,
and man is capable of discovering these constants with a reasonable degree
of precision by means of laboratory experiments. No such constant relations
exist in the field of human action outside of physical and chemical technol-
ogy and therapeutics. For some time economists believed that they had dis-
covered such a constant relation in the effects of changes in the quantity of
money upon commodity prices. It was asserted that a rise or fall in the quan-
tity of money in circulation must result in proportional changes of com-
modity prices. Modern economics has clearly and irrefutably exposed the
fallaciousness of this statement.17 Those economists who want to substi-
tute “quantitative economics” for what they call “qualitative economics” are
utterly mistaken. There are, in the field of economics, no constant relations,
and consequently no measurement is possible. If a statistician determines
that a rise of 10 per cent in the supply of potatoes in Atlantis at a definite
time was followed by a fall of 8 per cent in the price, he does not establish
anything about what happened or may happen with a change in the supply
of potatoes in another country or at another time. He has not “measured”
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the “elasticity of demand” of potatoes. He has established a unique and indi-
vidual historical fact. No intelligent man can doubt that the behavior of men
with regard to potatoes and every other commodity is variable. Different indi-
viduals value the same things in a different way, and valuations change with
the same individuals with changing conditions.18

Outside of the field of economic history nobody every ventured to maintain
that constant relations prevail in human history. It is a fact that in the armed
conflicts fought in the past between Europeans and backward peoples of other
races, one European soldier was usually a match for several native fighters.
But nobody was ever foolish enough to “measure” the magnitude of European
superiority.

The impracticability of measurement is not due to the lack of technical
methods for the establishment of measure. It is due to the absence of con-
stant relations. If it were only caused by technical insufficiency, at least an
approximate estimation would be possible in some cases. But the main fact
is that there are no constant relations. Economics is not, as ignorant posi-
tivists repeat again and again, backward because it is not “quantitative.” It
is not quantitative and does not measure because there are no constants.
Statistical figures referring to economic events are historical data. They tell
us what happened in a nonrepeatable historical case. Physical events can
be interpreted on the ground of our knowledge concerning constant rela-
tions established by experiments. Historical events are not open to such an
interpretation.

The historian can enumerate all the factors which cooperated in bringing
about a known effect and all the factors which worked against them and may
have resulted in delaying and mitigating the final outcome. But he cannot co-
ordinate, except by understanding, the various causative factors in a quantita-
tive way to the effects produced. He cannot, except by understanding, assign
to each of n factors its role in producing the effect P. Understanding is in the
realm of history the equivalent, as it were, of quantitative analysis and meas-
urement.

Technology can tell us how thick a steel plate must be in order
not to be pierced by a bullet fired at a distance of 300 yards from a
Winchester rifle. It can thus answer the question why a man who
took shelter behind a steel plate of a known thickness was hurt or
not hurt by a shot fired. History is at a loss to explain with the same
assurance why there was a rise in the price of milk of 10 per cent or
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why President Roosevelt defeated Governor Dewey in the election of
1944 or why France was from 1870 to 1940 under a republican consti-
tution. Such problems do not allow any treatment other than that of
understanding.

To every historical factor understanding tries to assign its relevance. In the
exercise of understanding there is no room for arbitrariness and capricious-
ness. The freedom of the historian is limited by his endeavor to provide a sat-
isfactory explanation of reality. His guiding star must be the search for truth.
But there necessarily enters into understanding an element of subjectivity.
The understanding of the historian is always tinged with the marks of his
personality. It reflects the mind of its author.

The a priori sciences—logic, mathematics, and praxeology—aim at a
knowledge unconditionally valid for all beings endowed with the logical struc-
ture of the human mind. The natural sciences aim at a cognition valid for all
those beings which are not only endowed with the faculty of human reason
but with human senses. The uniformity of human logic and sensation bestows
upon these branches of knowledge the character of universal validity. Such at
least is the principle guiding the study of the physicists. Only in recent years
have they begun to see the limits of their endeavors and, abandoning the ex-
cessive pretensions of older physicists, discovered the “uncertainty principle.”
They realize today that there are unobservables whose unobservability is a
matter of epistemological principle.19

Historical understanding can never produce results which must be ac-
cepted by all men. Two historians who fully agree with regard to the teachings
of the nonhistorical sciences and with regard to the establishment of the facts
as far as they can be established without recourse to the understanding of
relevance, may disagree in their understanding of the relevance of these facts.
They may fully agree in establishing that the factors a, b, and c worked to-
gether in producing the effect P; nonetheless they can widely disagree with re-
gard to the relevance of the respective contributions of a, b, and c to the final
outcome. As far as understanding aims at assigning its relevance to each fac-
tor, it is open to the influence of subjective judgments. Of course, these are
not judgments of value, they do not express preferences of the historian. They
are judgments of relevance.20
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Historians may disagree for various reasons. They may hold different views
with regard to the teachings of the nonhistorical sciences; they may base their
reasoning on a more or less complete familiarity with the records; they may
differ in the understanding of the motives and aims of the acting men and of
the means applied by them. All these differences are open to a settlement by
“objective” reasoning; it is possible to reach a universal agreement with regard
to them. But as far as historians disagree with regard to judgments of relevance
it is impossible to find a solution which all sane men must accept.

The intellectual methods of science do not differ in kind from those ap-
plied by the common man in his daily mundane reasoning. The scientist
uses the same tools which the layman uses; he merely uses them more
skillfully and cautiously. Understanding is not a privilege of the historians.
It is everybody’s business. In observing the conditions of his environment
everybody is a historian. Everybody uses understanding in dealing with the
uncertainty of future events to which he must adjust his own actions. The
distinctive reasoning of the speculator is an understanding of the relevance
of the various factors determining future events. And—let us emphasize it
even at this early point of our investigations—action necessarily always
aims at future and therefore uncertain conditions and thus is always spec-
ulation. Acting man looks, as it were, with the eyes of a historian into the
future.

Natural History and Human History

Cosmogony, geology, and the history of biological changes are historical dis-
ciplines as they deal with unique events of the past. However, they operate ex-
clusively with the epistemological methods of the natural sciences and have
no need for understanding. They must sometimes take recourse to only ap-
proximate estimates of magnitudes. But such estimates are not judgments of
relevance. They are a less perfect method of determining quantitative rela-
tions than is “exact” measurement. They must not be confused with the state
of affairs in the field of human action which is characterized by the absence
of constant relations.

If we speak of history, what we have in mind is only the history of human
action, whose specific mental tool is understanding.

The assertion that modern natural science owes all its achieve-
ments to the experimental method is sometimes assailed by referring
to astronomy. Now, modern astronomy is essentially an application of
the physical laws, experimentally discovered on the earth, to the ce-
lestial bodies. In earlier days astronomy was mainly based on the as-
sumption that the movements of the celestial bodies would not
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change their course. Copernicus and Kepler simply tried to guess in
what kind of curve the earth moves around the sun. As the circle was con-
sidered the “most perfect” curve, Copernicus chose it for his theory. Later,
by similar guesswork, Kepler substituted the ellipse for the circle. Only since
Newton’s discoveries has astronomy become a natural science in the strict
sense.

9 On Ideal Types

History deals with unique and unrepeatable events, with the irreversible flux
of human affairs. A historical event cannot be described without reference to
the persons involved and to the place and date of its occurrence. As far as a
happening can be narrated without such a reference, it is not a historical event
but a fact of the natural sciences. The report that Professor X on February 20,
1945, performed a certain experiment in his laboratory is an account of a his-
torical event. The physicist believes that he is right in abstracting from the per-
son of the experimenter and the date and place of the experiment. He relates
only those circumstances which, in his opinion, are relevant for the produc-
tion of the result achieved and, when repeated, will produce the same result
again. He transforms the historical event into a fact of the empirical natural
sciences. He disregards the active interference of the experimenter and tries to
imagine him as an indifferent observer and relater of unadulterated reality. It
is not the task of praxeology to deal with the epistemological issues of this
philosophy.

Although unique and unrepeatable, historical events have one common
feature: they are human action. History comprehends them as human actions;
it conceives their meaning by the instrumentality of praxeological cognition
and understands their meaning in looking at their individual and unique fea-
tures. What counts for history is always the meaning of the men concerned:
the meaning that they attach to the state of affairs they want to alter, the mean-
ing they attach to their actions, and the meaning they attach to the effects pro-
duced by the actions.

The aspect from which history arranges and assorts the infinite multiplicity
of events is their meaning. The only principle which it applies for the system-
ization of its objects—men, ideas, institutions, social entities, and artifacts—
is meaning affinity. According to meaning affinity it arranges the elements into
ideal types.

Ideal types are specific notions employed in historical research 
and in the representation of its results. They are concepts of under-
standing. As such they are entirely different from praxeological cate-
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gories and concepts and from the concepts of the natural sciences. An ideal
type is not a class concept, because its description does not indicate the marks
whose presence definitely and unambiguously determines class membership.
An ideal type cannot be defined; it must be characterized by an enumeration
of those features whose presence by and large decides whether in a concrete
instance we are or are not faced with a specimen belonging to the ideal type
in question. It is peculiar to the ideal type that not all its characteristics need
to be present in any one example. Whether or not the absence of some char-
acteristics prevents the inclusion of a concrete specimen in the ideal type in
question, depends on a relevance judgment by understanding. The ideal type
itself is an outcome of an understanding of the motives, ideas, and aims of the
acting individuals and of the means they apply.

An ideal type has nothing at all to do with statistical means and averages.
Most of the characteristics concerned are not open to a numerical determi-
nation, and for this reason alone they could not enter into a calculation of
averages. But the main reason is to be seen in something else. Statistical av-
erages denote the behavior of the members of a class or a type, already con-
stituted by means of a definition or characterization referring to other marks,
with regard to features not referred to in the definition or characterization.
The membership of the class or type must be known before the statistician
can start investigating special features and use the result of this investigation
for the establishment of an average. We can establish the average age of the
United States Senators or we can reckon averages concerning the behavior of
an age class of the population with regard to a special problem. But it is log-
ically impossible to make the membership of a class or type depend upon an
average.

No historical problem can be treated without the aid of ideal types. Even
when the historian deals with an individual person or with a single event, he
cannot avoid referring to ideal types. If he speaks of Napoleon, he must re-
fer to such ideal types as commander, dictator, revolutionary leader; and if
he deals with the French Revolution he must refer to ideal types such as rev-
olution, disintegration of an established regime, anarchy. It may be that the
reference to an ideal type consists merely in rejecting its applicability to the
case in question. But all historical events are described and interpreted by
means of ideal types. The layman too, in dealing with events of the past or
of the future, must always make use of ideal types and unwittingly always
does so.

Whether or not the employment of a definite ideal type is expedient 
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and conducive to an adequate grasp of phenomena can only be decided by un-
derstanding. It is not the ideal type that determines the mode of understand-
ing; it is the mode of understanding that requires the construction and use of
corresponding ideal types.

The ideal types are constructed with the use of ideas and concepts devel-
oped by all nonhistorical branches of knowledge. Every cognition of history is,
of course, conditioned by the findings of the other sciences, depends upon
them, and must never contradict them. But historical knowledge has another
subject matter and another method than these other sciences, and they in turn
have no use for understanding. Thus the ideal types must not be confused
with concepts of the nonhistorical sciences. This is valid also with regard to
the praxeological categories and concepts. They provide, to be sure, the indis-
pensable mental tools for the study of history. However, they do not refer to the
understanding of the unique and individual events which are the subject mat-
ter of history. An ideal type can therefore never be a simple adoption of a prax-
eological concept.

It happens in many instances that a term used by praxeology to signify a
praxeological concept serves to signify an ideal type for the historian. Then
the historian uses one word for the expression of two different things. He
applies the term sometimes to signify its praxeological connotation, but
more often to signify an ideal type. In the latter case the historian attaches
to the word a meaning different from its praxeological meaning; he trans-
forms it by transferring it to a different field of inquiry. The economic con-
cept “entrepreneur” belongs to a stratum other than the ideal type “entre-
preneur” as used by economic history and descriptive economics. (On a
third stratum lies the legal term “entrepreneur.”) The economic term “en-
trepreneur” is a precisely defined concept which in the framework of a the-
ory of market economy signifies a clearly integrated function.21 The histori-
cal ideal type “entrepreneur” does not include the same members. Nobody
in using it thinks of shoeshine boys, cab drivers who own their cars, small
businessmen, and small farmers. What economics establishes with regard
to entrepreneurs is rigidly valid for all members of the class without any re-
gard to temporal and geographical conditions and to the various branches
of business. What economic history establishes for its ideal types can differ
according to the particular circumstances of various ages, countries,
branches of business, and many other conditions. History has little use for
a general ideal type of entrepreneur. It is more concerned with such
types as: the American entrepreneur of the time of Jefferson, Ger-
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man heavy industries in the age of William II, New England textile manufac-
turing in the last decades preceding the first World War, the Protestant haute

finance of Paris, self-made entrepreneurs, and so on.
Whether the use of a definite ideal type is to be recommended or not de-

pends entirely on the mode of understanding. It is quite common nowadays
to employ two ideal types: Left-Wing Parties (Progressives) and Right-Wing
Parties (Fascists). The former includes the Western democracies, some Latin
American dictatorships, and Russian Bolshevism; the latter Italian Fascism
and German Nazism. This typification is the outcome of a definite mode of
understanding. Another mode would contrast Democracy and Dictatorship.
Then Russian Bolshevism, Italian Fascism, and German Nazism belong to the
ideal type of dictatorial government, and the Western systems to the ideal type
of democratic government.

It was a fundamental mistake of the Historical School of Wirtschaftliche

Staatswissenschaften in Germany and of Institutionalism in America to in-
terpret economics as the characterization of the behavior of an ideal type, the
Homo oeconomicus. According to this doctrine traditional or orthodox eco-
nomics does not deal with the behavior of man as he really is and acts, but
with a fictitious or hypothetical image. It pictures a being driven exclusively
by “economic” motives, i.e., solely by the intention of making the greatest
possible material or monetary profit. Such a being, say these critics, does not
have and never did have a counterpart in reality; it is a phantom of a spuri-
ous armchair philosophy. No man is exclusively motivated by the desire to
become as rich as possible; many are not at all influenced by this mean crav-
ing. It is vain to refer to such an illusory homunculus in dealing with life and
history.

Even if this really were the meaning of classical economics, the Homo

oeconomicus would certainly not be an ideal type. The ideal type is not an em-
bodiment of one side or aspect of man’s various aims and desires. It is always
the representation of complex phenomena of reality, either of men, of institu-
tions, or of ideologies.

The classical economists sought to explain the formation of prices. They
were fully aware of the fact that prices are not a product of the activities of a spe-
cial group of people, but the result of an interplay of all members of the market
society. This was the meaning of their statement that demand and supply
determine the formation of prices. However, the classical economists failed in
their endeavors to provide a satisfactory theory of value. They were at a loss to
find a solution for the apparent paradox of value. They were puzzled by
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the alleged paradox that “gold” is more highly valued than “iron,” al-
though the latter is more “useful” than the former. Thus they could not
construct a general theory of value and could not trace back the phenom-
ena of market exchange and of production to their ultimate sources, the
behavior of the consumers. This shortcoming forced them to abandon
their ambitious plan to develop a general theory of human action. They
had to satisfy themselves with a theory explaining only the activities of the
businessman without going back to the choices of everybody as the ulti-
mate determinants. They dealt only with the actions of businessmen eager
to buy in the cheapest market and to sell in the dearest. The consumer
was left outside the field of their theorizing. Later the epigones of classical
economics explained and justified this insufficiency as an intentional and
methodologically necessary procedure. It was, they asserted, the deliberate
design of economists to restrict their investigations to only one aspect of
human endeavor—namely, to the “economic” aspect. It was their inten-
tion to use the fictitious image of a man driven solely by “economic” mo-
tives and to neglect all others although they were fully aware of the fact
that real men are driven by many other, “noneconomic” motives. To deal
with these other motives, one group of these interpreters maintained, is not
the task of economics but of other branches of knowledge. Another group
admitted that the treatment of these “noneconomic” motives and their
influence on the formation of prices was a task of economics also, but they
believed that it must be left to later generations. It will be shown at a later
stage of our investigations that this distinction between “economic” and
“noneconomic” motives of human action is untenable.22 At this point it is
only important to realize that this doctrine of the “economic” side of hu-
man action utterly misrepresents the teachings of the classical economists.
They never intended to do what this doctrine ascribes to them. They
wanted to conceive the real formation of prices—not fictitious prices as
they would be determined if men were acting under the sway of hypo-
thetical conditions different from those really influencing them. The prices
they try to explain and do explain—although without tracing them back to
the choices of the consumers—are real market prices. The demand and
supply of which they speak are real factors determined by all motives
instigating men to buy or to sell. What was wrong with their theory was
that they did not trace demand back to the choices of the consumers; they
lacked a satisfactory theory of demand. But it was not their idea that de-
mand as they used this concept in their dissertations was exclusively
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determined by “economic” motives as distinguished from “noneconomic”
motives. As they restricted their theorizing to the actions of businessmen, they
did not deal with the motives of the ultimate consumers. Nonetheless their
theory of prices was intended as an explanation of real prices irrespective of
the motives and ideas instigating the consumers.

Modern subjective economics starts with the solution of the apparent para-
dox of value. It neither limits its theorems to the actions of businessmen alone
nor deals with a fictitious Homo oeconomicus. It treats the inexorable cate-
gories of everybody’s action. Its theorems concerning commodity prices, wage
rates, and interest rates refer to all these phenomena without any regard to the
motives causing people to buy or to sell or to abstain from buying or selling. It
is time to discard entirely any reference to the abortive attempt to justify the
shortcoming of older economists through the appeal to the Homo oeconomi-

cus phantom.

10 The Procedure of Economics

The scope of praxeology is the explication of the category of human 
action. All that is needed for the deduction of all praxeological theorems is
knowledge of the essence of human action. It is a knowledge that is our
own because we are men; no being of human descent that pathological
conditions have not reduced to a merely vegetative existence lacks it. No spe-
cial experience is needed in order to comprehend these theorems, and no ex-
perience, however rich, could disclose them to a being who did not know a
priori what human action is. The only way to a cognition of these theorems is
logical analysis of our inherent knowledge of the category of action. We must
bethink ourselves and reflect upon the structure of human action. Like logic
and mathematics, praxeological knowledge is in us; it does not come from
without.

All the concepts and theorems of praxeology are implied in the category
of human action. The first task is to extract and to deduce them, to expound
their implications and to define the universal conditions of acting as such.
Having shown what conditions are required by any action, one must go fur-
ther and define—of course, in a categorial and formal sense—the less gen-
eral conditions required for special modes of acting. It would be possible to
deal with this second task by delineating all thinkable conditions and deduc-
ing from them all inferences logically permissible. Such an all-comprehensive
system would provide a theory referring not only to human action as it is 
under the conditions and circumstances given in the real world in 
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which man lives and acts. It would deal no less with hypothetical acting
such as would take place under the unrealizable conditions of imaginary
worlds.

But the end of science is to know reality. It is not mental gymnastics or a
logical pastime. Therefore praxeology restricts its inquiries to the study of
acting under those conditions and presuppositions which are given in reality.
It studies acting under unrealized and unrealizable conditions only from
two points of view. It deals with states of affairs which, although not real in
the present and past world, could possibly become real at some future date.
And it examines unreal and unrealizable conditions if such an inquiry is
needed for a satisfactory grasp of what is going on under the conditions pres-
ent in reality.

However, this reference to experience does not impair the aprioristic
character of praxeology and economics. Experience merely directs our cu-
riosity toward certain problems and diverts it from other problems. It tells us
what we should explore, but it does not tell us how we could proceed in our
search for knowledge. Moreover, it is not experience but thinking alone which
teaches us that, and in what instances, it is necessary to investigate unrealiz-
able hypothetical conditions in order to conceive what is going on in the real
world.

The disutility of labor is not of a categorial and aprioristic character. We can
without contradiction think of a world in which labor does not cause uneasi-
ness, and we can depict the state of affairs prevailing in such a world.23 But the
real world is conditioned by the disutility of labor. Only theorems based on the
assumption that labor is a source of uneasiness are applicable for the compre-
hension of what is going on in this world.

Experience teaches that there is disutility of labor. But it does not teach it
directly. There is no phenomenon that introduces itself as disutility of labor.
There are only data of experience which are interpreted, on the ground of
aprioristic knowledge, to mean that men consider leisure—i.e., the absence of
labor—other things being equal, as a more desirable condition than the ex-
penditure of labor. We see that men renounce advantages which they could
get by working more—that is, that they are ready to make sacrifices for the at-
tainment of leisure. We infer from this fact that leisure is valued as a good and
that labor is regarded as a burden. But for previous praxeological insight, we
would never be in a position to reach this conclusion.

A theory of indirect exchange and all further theories built upon 
it—as the theory of circulation credit—are applicable only to the inter-
pretation of events within a world in which indirect exchange
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is practiced. In a world of barter trade only it would be mere intellectual play.
It is unlikely that the economists of such a world, if economic science could
have emerged at all in it, would have given any thought to the problems of
indirect exchange, money, and all the rest. In our actual world, however, such
studies are an essential part of economic theory.

The fact that praxeology, in fixing its eye on the comprehension of reality,
concentrates upon the investigation of those problems which are useful for
this purpose, does not alter the aprioristic character of its reasoning. But it
marks the way in which economics, up to now the only elaborated part of prax-
eology, presents the results of its endeavors.

Economics does not follow the procedure of logic and mathematics. It
does not present an integrated system of pure aprioristic ratiocination severed
from any reference to reality. In introducing assumptions into its reasoning,
it satisfies itself that the treatment of the assumptions concerned can render
useful services for the comprehension of reality. It does not strictly separate
in its treatises and monographs pure science from the application of its the-
orems to the solution of concrete historical and political problems. It adopts
for the organized presentation of its results a form in which aprioristic the-
ory and the interpretation of historical phenomena are intertwined.

It is obvious that this mode of procedure is enjoined upon economics by the
very nature and essence of its subject matter. It has given proof of its expedi-
ency. However, one must not overlook the fact that the manipulation of this
singular and logically somewhat strange procedure requires caution and
subtlety, and that uncritical and superficial minds have again and again been
led astray by careless confusion of the two epistemologically different methods
implied.

There are no such things as a historical method of economics or a discipline
of institutional economics. There is economics and there is economic history.
The two must never be confused. All theorems of economics are necessarily
valid in every instance in which all the assumptions presupposed are given. Of
course, they have no practical significance in situations where these condi-
tions are not present. The theorems referring to indirect exchange are not
applicable to conditions where there is no indirect exchange. But this does not
impair their validity.24

The issue has been obfuscated by the endeavors of governments 
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and powerful pressure groups to disparage economics and to defame the econ-
omists. Despots and democratic majorities are drunk with power. They must
reluctantly admit that they are subject to the laws of nature. But they reject
the very notion of economic law. Are they not the supreme legislators? Don’t
they have the power to crush every opponent? No war lord is prone to ac-
knowledge any limits other than those imposed on him by a superior armed
force. Servile scribblers are always ready to foster such complacency by ex-
pounding the appropriate doctrines. They call their garbled presumptions
“historical economics.” In fact, economic history is a long record of govern-
ment policies that failed because they were designed with a bold disregard for
the laws of economics.

It is impossible to understand the history of economic thought if one does
not pay attention to the fact that economics as such is a challenge to the con-
ceit of those in power. An economist can never be a favorite of autocrats and
demagogues. With them he is always the mischief-maker, and the more they
are inwardly convinced that his objections are well founded, the more they
hate him.

In the face of all this frenzied agitation it is expedient to establish the fact
that the starting point of all praxeological and economic reasoning, the cate-
gory of human action, is proof against any criticisms and objections. No ap-
peal to any historical or empirical considerations whatever can discover any
fault in the proposition that men purposefully aim at certain chosen ends. No
talk about irrationality, the unfathomable depths of the human soul, the spon-
taneity of the phenomena of life, automatisms, reflexes, and tropisms, can
invalidate the statement that man makes use of his reason for the realization
of wishes and desires. From the unshakable foundation of the category of hu-
man action praxeology and economics proceed step by step by means of 
discursive reasoning. Precisely defining assumptions and conditions, they con-
struct a system of concepts and draw all the inferences implied by logically
unassailable ratiocination. With regard to the results thus obtained only two
attitudes are possible: either one can unmask logical errors in the chain of
the deductions which produced these results, or one must acknowledge their
correctness and validity.

It is vain to object that life and reality are not logical. Life and re-
ality are neither logical nor illogical; they are simply given. But logic
is the only tool available to man for the comprehension of both. It is
vain to object that life and history are inscrutable and ineffable and
that human reason can never penetrate to their inner core. The crit-
ics contradict themselves in uttering words about the ineffable and
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expounding theories—of course, spurious theories—about the unfath-
omable. There are many things beyond the reach of the human mind. But as
far as man is able to attain any knowledge, however limited, he can use only
one avenue of approach, that opened by reason.

No less illusory are the endeavors to play off understanding against the the-
orems of economics. The domain of historical understanding is exclusively
the elucidation of those problems which cannot be entirely elucidated by the
nonhistorical sciences. Understanding must never contradict the theories de-
veloped by the nonhistorical sciences. Understanding can never do anything
but, on the one hand, establish the fact that people were motivated by certain
ideas, aimed at certain ends, and applied certain means for the attainment of
these ends, and, on the other hand, assign to the various historical factors their
relevance so far as this cannot be achieved by the nonhistorical sciences. Un-
derstanding does not entitle the modern historian to assert that exorcism ever
was an appropriate means to cure sick cows. Neither does it permit him to
maintain that an economic law was not valid in ancient Rome or in the em-
pire of the Incas.

Man is not infallible. He searches for truth—that is, for the most adequate
comprehension of reality as far as the structure of his mind and reason
makes it accessible to him. Man can never become omniscient. He can never
be absolutely certain that his inquiries were not misled and that what he con-
siders as certain truth is not error. All that man can do is to submit all his the-
ories again and again to the most critical reexamination. This means for the
economist to trace back all theorems to their unquestionable and certain
ultimate basis, the category of human action, and to test by the most careful
scrutiny all assumptions and inferences leading from this basis to the theorem
under examination. It cannot be contended that this procedure is a guarantee
against error. But it is undoubtedly the most effective method of avoiding
error.

Praxeology—and consequently economics too—is a deductive system. It
draws its strength from the starting point of its deductions, from the category
of action. No economic theorem can be considered sound that is not solidly
fastened upon this foundation by an irrefutable chain of reasoning. A state-
ment proclaimed without such a connection is arbitrary and floats in midair.
It is impossible to deal with a special segment of economics if one does not en-
case it in a complete system of action.

The empirical sciences start from singular events and proceed from
the unique and individual to the more universal. Their treatment is
subject to specialization. They can deal with segments without pay-
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ing attention to the whole field. The economist must never be a specialist.
In dealing with any problem he must always fix his glance upon the whole
system.

Historians often sin in this respect. They are ready to invent theorems ad
hoc. They sometimes fail to recognize that it is impossible to abstract any
causal relations from the study of complex phenomena. Their pretension to
investigate reality without any reference to what they disparage as precon-
ceived ideas is vain. In fact they unwittingly apply popular doctrines long since
unmasked as fallacious and contradictory.

11 The Limitations on Praxeological Concepts

The praxeological categories and concepts are devised for the comprehension
of human action. They become self-contradictory and nonsensical if one tries
to apply them in dealing with conditions different from those of human life.
The naïve anthropomorphism of primitive religions is unpalatable to the
philosophic mind. However, the endeavors of philosophers to define, by the
use of praxeological concepts, the attributes of an absolute being, free from all
the limitations and frailties of human existence, are no less questionable.

Scholastic philosophers and theologians and likewise Theists and Deists
of the Age of Reason conceived an absolute and perfect being, unchange-
able, omnipotent, and omniscient, and yet planning and acting, aiming at
ends and employing means for the attainment of these ends. But action can
only be imputed to a discontented being, and repeated action only to a be-
ing who lacks the power to remove his uneasiness once and for all at one
stroke. An acting being is discontented and therefore not almighty. If he were
contented, he would not act, and if he were almighty, he would have long
since radically removed his discontent. For an all-powerful being there is no
pressure to choose between various states of uneasiness; he is not under the
necessity of acquiescing in the lesser evil. Omnipotence would mean the
power to achieve everything and to enjoy full satisfaction without being re-
strained by any limitations. But this is incompatible with the very concept
of action. For an almighty being the categories of ends and means do not
exist. He is above all human comprehension, concepts, and understanding.
For the almighty being every “means” renders unlimited services, he can ap-
ply every “means” for the attainment of any ends, he can achieve every end
without the employment of any means. It is beyond the faculties of the hu-
man mind to think the concept of almightiness consistently to its ultimate
logical consequences. The paradoxes are insoluble. Has the almighty being
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the power to achieve something which is immune to his later interference? If
he has this power, then there are limits to his might and he is no longer
almighty; if he lacks this power, he is by virtue of this fact alone not almighty.

Are omnipotence and omniscience compatible? Omniscience presup-
poses that all future happenings are already unalterably determined. If there
is omniscience, omnipotence is inconceivable. Impotence to change any-
thing in the predetermined course of events would restrict the power of any
agent.

Action is a display of potency and control that are limited. It is a manifes-
tation of man who is restrained by the circumscribed powers of his mind, the
physiological nature of his body, the vicissitudes of his environment, and the
scarcity of the external factors on which his welfare depends. It is vain to re-
fer to the imperfections and weaknesses of human life if one aims at depict-
ing something absolutely perfect. The very idea of absolute perfection is in
every way self-contradictory. The state of absolute perfection must be con-
ceived as complete, final, and not exposed to any change. Change could only
impair its perfection and transform it into a less perfect state; the mere possi-
bility that a change can occur is incompatible with the concept of absolute
perfection. But the absence of change—i.e., perfect immutability, rigidity
and immobility—is tantamount to the absence of life. Life and perfection are
incompatible, but so are death and perfection.

The living is not perfect because it is liable to change; the dead is not
perfect because it does not live.

The language of living and acting men can form comparatives and
superlatives in comparing degrees. But absoluteness is not a degree; it is a
limiting notion. The absolute is indeterminable, unthinkable and ineffable. It
is a chimerical conception. There are no such things as perfect happiness,
perfect men, eternal bliss. Every attempt to describe the conditions of a land
of Cockaigne, or the life of the Angels, results in paradoxes. Where there are
conditions, there are limitations and not perfection; there are endeavors to
conquer obstacles, there are frustration and discontent.

After the philosophers had abandoned the search for the absolute,
the utopians took it up. They weave dreams about the perfect state.
They do not realize that the state, the social apparatus of compulsion
and coercion, is an institution to cope with human imperfection and
that its essential function is to inflict punishment upon minorities in
order to protect majorities against the detrimental consequences of
certain actions. With “perfect” men there would not be any need for
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compulsion and coercion. But utopians do not pay heed to human nature and
the inalterable conditions of human life. Godwin thought that man might
become immortal after the abolition of private property.25 Charles Fourier
babbled about the ocean containing lemonade instead of salt water.26 Marx’s
economic system blithely ignored the fact of the scarcity of material factors
of production. Trotsky revealed that in the proletarian paradise “the average
human type will rise to the heights of an Aristotle, a Goethe, or a Marx. And
above this ridge new peaks will rise.” 27

Nowadays the most popular chimeras are stabilization and security. We will
test these catchwords later.
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chapter 3

Economics and the Revolt Against Reason

1 The Revolt Against Reason

It is true that some philosophers were ready to overrate the power of human
reason. They believed that man can discover by ratiocination the final causes
of cosmic events, the inherent ends the prime mover aims at in creating the
universe and determining the course of its evolution. They expatiated on the
“Absolute” as if it were their pocket watch. They did not shrink from an-
nouncing eternal absolute values and from establishing moral codes uncon-
ditionally binding on all men.

Then there was the long line of utopian authors. They drafted schemes for
an earthly paradise in which pure reason alone should rule. They failed to re-
alize that what they called absolute reason and manifest truth was the fancy of
their own minds. They blithely arrogated to themselves infallibility and often
advocated intolerance, the violent oppression of all dissenters and heretics.
They aimed at dictatorship either for themselves or for men who would accu-
rately put their plans into execution. There was, in their opinion, no other sal-
vation for suffering mankind.

There was Hegel. He was a profound thinker and his writings are a treas-
ury of stimulating ideas. But he was laboring under the delusion that
Geist, the Absolute, revealed itself through his words. There was nothing in
the universe that was hidden to Hegel. It was a pity that his language was
so ambiguous that it could be interpreted in various ways. The right-wing
Hegelians interpreted it as an endorsement of the Prussian system of auto-
cratic government and of the dogmas of the Prussian Church. The left-wing
Hegelians read out of it atheism, intransigent revolutionary radicalism, and
anarchistic doctrines.

There was Auguste Comte. He knew precisely what the future had
in store for mankind. And, of course, he considered himself as the
supreme legislator. For example, he regarded certain astronomical
studies as useless and wanted to prohibit them. He planned to sub-
stitute a new religion for Christianity, and selected a lady who in
this new church was destined to replace the Virgin. Comte can

03-L3843  12/5/06  11:02 AM  Page 72



be exculpated, as he was insane in the full sense which pathology attaches to
this term. But what about his followers?

Many more facts of this kind could be mentioned. But they are no
argument against reason, rationalism, and rationality. These dreams have
nothing at all to do with the question of whether or not reason is the right
and only instrument available for man in his endeavors to attain as much
knowledge as is accessible to him. The honest and conscientious truth-
seekers have never pretended that reason and scientific research can an-
swer all questions. They were fully aware of the limitations imposed upon
the human mind. They cannot be taxed with responsibility for the crudi-
ties of the philosophy of Haeckel and the simplism of the various materi-
alist schools.

The rationalist philosophers themselves were always intent upon show-
ing the boundaries both of aprioristic theory and of empirical research.1
The first representative of British political economy, David Hume, the
Utilitarians, and the American Pragmatists are certainly not guilty of hav-
ing exaggerated the power of man to attain truth. It would be more
justifiable to blame the philosophy of the last two hundred years for too
much agnosticism and skepticism than for overconfidence in what could
be achieved by the human mind.

The revolt against reason, the characteristic mental attitude of our age,
was not caused by a lack of modesty, caution, and self-examination on the
part of the philosophers. Neither was it due to failures in the evolution of
modern natural science. The amazing achievements of technology and
therapeutics speak a language which nobody can ignore. It is hopeless to
attack modern science, whether from the angle of intuitionism and mysti-
cism, or from any other point of view. The revolt against reason was di-
rected against another target. It did not aim at the natural sciences, but at
economics. The attack against the natural sciences was only the logically
necessary outcome of the attack against economics. It was impermissible to
dethrone reason in one field only and not to question it in other branches
of knowledge also.

The great upheaval was born out of the historical situation existing
in the middle of the nineteenth century. The economists had en-
tirely demolished the fantastic delusions of the socialist utopians. The
deficiencies of the classical system prevented them from comprehend-
ing why every socialist plan must be unrealizable; but they knew
enough to demonstrate the futility of all socialist schemes produced
up to their time. The communist ideas were done for. The socialists
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were absolutely unable to raise any objection to the devastating criticism of
their schemes and to advance any argument in their favor. It seemed as if
socialism was dead forever.

Only one way could lead the socialists out of this impasse. They could at-
tack logic and reason and substitute mystical intuition for ratiocination. It was
the historical role of Karl Marx to propose this solution. On the basis of Hegel’s
dialectic mysticism, he blithely arrogated to himself the ability to predict
the future. Hegel pretended to know that Geist, in creating the universe,
wanted to bring about the Prussian monarchy of Frederick William III. But
Marx was better informed about Geist’s plans. He knew that the final cause
of historical evolution was the establishment of the socialist millennium. So-
cialism is bound to come “with the inexorability of a law of nature.” And as,
according to Hegel, every later stage of history is a higher and better stage,
there cannot be any doubt that socialism, the final and ultimate stage of man-
kind’s evolution, will be perfect from any point of view. It is consequently
useless to discuss the details of the operation of a socialist commonwealth. His-
tory, in due time, will arrange everything for the best. It does not need the
advice of mortal men.

There was still the main obstacle to overcome: the devastating criticism of
the economists. Marx had a solution at hand. Human reason, he asserted, is
constitutionally unfitted to find truth. The logical structure of mind is differ-
ent with various social classes. There is no such thing as a universally valid
logic. What mind produces can never be anything but “ideology,” that is, in
the Marxian terminology, a set of ideas disguising the selfish interests of the
thinker’s own social class. Hence, the “bourgeois” mind of the economists is
utterly incapable of producing more than an apology for capitalism. The
teachings of “bourgeois” science, an offshoot of “bourgeois” logic, are of no
avail for the proletarians, the rising class destined to abolish all classes and to
convert the earth into a Garden of Eden.

But, of course, the logic of the proletarians is not merely a class logic. “The
ideas of proletarian logic are not party ideas, but emanations of logic pure and
simple.” 2 Moreover, by virtue of a special privilege, the logic of certain elect
bourgeois is not tainted with the original sin of being bourgeois. Karl Marx,
the son of a well-to-do lawyer, married to the daughter of a Prussian noble, and
his collaborator Frederick Engels, a wealthy textile manufacturer, never
doubted that they themselves were above the law and, notwithstanding their
bourgeois background, were endowed with the power to discover absolute
truth.
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It is the task of history to describe the historical conditions which made such
a crude doctrine popular. Economics has another task. It must analyze both
Marxian polylogism and the other brands of polylogism formed after its pat-
tern, and expose their fallacies and contradictions.

2 The Logical Aspect of Polylogism

Marxian polylogism asserts that the logical structure of the mind is different
with the members of various social classes. Racial polylogism differs from
Marxian polylogism only in so far as it ascribes to each race a peculiar logical
structure of mind and maintains that all members of a definite race, no mat-
ter what their class affiliation may be, are endowed with this peculiar logical
structure.

There is no need to enter here into a critique of the concepts social class

and race as applied by these doctrines. It is not necessary to ask the Marxians
when and how a proletarian who succeeds in joining the ranks of the bour-
geoisie changes his proletarian mind into a bourgeois mind. It is superfluous
to ask the racists to explain what kind of logic is peculiar to people who are
not of pure racial stock. There are much more serious objections to be
raised.

Neither the Marxians nor the racists nor the supporters of any other brand
of polylogism ever went further than to declare that the logical structure of
mind is different with various classes, races, or nations. They never ventured
to demonstrate precisely in what the logic of the proletarians differs from
the logic of the bourgeois, or in what the logic of the Aryans differs from the
logic of the non-Aryans, or the logic of the Germans from the logic of the
French or the British. In the eyes of the Marxians the Ricardian theory of
comparative cost is spurious because Ricardo was a bourgeois. The German
racists condemn the same theory because Ricardo was a Jew, and the Ger-
man nationalists because he was an Englishman. Some German professors
advanced all these three arguments together against the validity of Ricardo’s
teachings. However, it is not enough to reject a theory wholesale by un-
masking the background of its author. What is wanted is first to expound a
system of logic different from that applied by the criticized author. Then it
would be necessary to examine the contested theory point by point and
to show where in its reasoning inferences are made which—although cor-
rect from the point of view of its author’s logic—are invalid from the point
of view of the proletarian, Aryan, or German logic. And finally, it should
be explained what kind of conclusions the replacement of the author’s
vicious inferences by the correct inferences of the critic’s own logic must
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lead to. As everybody knows, this never has been and never can be attempted
by anybody.

Then there is the fact that there is disagreement concerning essential
problems among people belonging to the same class, race, or nation. Unfor-
tunately there are, say the Nazis, Germans who do not think in a correct
German way. But if a German does not always necessarily think as he should,
but may think in the manner of a man equipped with a non-German logic,
who is to decide which German’s ideas are truly German and which un-
German? Says the late Professor Franz Oppenheimer: “The individual errs
often in looking after his interests; a class never errs in the long run.” 3 This
would suggest the infallibility of a majority vote. However, the Nazis rejected
decision by majority vote as manifestly un-German. The Marxians pay lip ser-
vice to the democratic principle of majority vote.4 But whenever it comes to a
test they favor minority rule, provided it is the rule of their own party. Let us
remember how Lenin dispersed by force the Constituent Assembly elected,
under the auspices of his own government, by adult franchise, because only
about one-fifth of its members were Bolshevik.

A consistent supporter of polylogism would have to maintain that ideas are
correct because their author is a member of the right class, nation, or race. But
consistency is not one of their virtues. Thus the Marxians are prepared to
assign the epithet “proletarian thinker” to everybody whose doctrines they
approve. All the others they disparage either as foes of their class or as social
traitors. Hitler was even frank enough to admit that the only method available
for him to sift the true Germans from the mongrels and the aliens was to enun-
ciate a genuinely German program and to see who were ready to support it.5
A dark-haired man whose bodily features by no means fitted the prototype of
the fair-haired Aryan master race, arrogated to himself the gift of discovering
the only doctrine adequate to the German mind and of expelling from the
ranks of the Germans all those who did not accept this doctrine whatever their
bodily characteristics might be. No further proof is needed of the insincerity
of the whole doctrine.

3 The Praxeological Aspect of Polylogism

An ideology in the Marxian sense of this term is a doctrine which,
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although erroneous from the point of view of the correct logic of the prole-
tarians, is beneficial to the selfish interests of the class which has developed
it. An ideology is objectively vicious, but it furthers the interests of the
thinker’s class precisely on account of its viciousness. Many Marxians believe
that they have proved this tenet by stressing the point that people do not thirst
for knowledge only for its own sake. The aim of the scientist is to pave the
way for successful action. Theories are always developed with a view to prac-
tical application. There are no such things as pure science and the disinter-
ested search for truth.

For the sake of argument we may admit that every effort to attain truth is
motivated by considerations of its practical utilization for the attainment
of some end. But this does not answer the question why an “ideological”—i.e.,
a false—theory should render better service than a correct one. The fact that
the practical application of a theory results in the outcome predicted on the
basis of this theory is universally considered a confirmation of its correctness.
It is paradoxical to assert that a vicious theory is from any point of view more
useful than a correct one.

Men use firearms. In order to improve these weapons they developed the
science of ballistics. But, of course, precisely because they were eager to hunt
game and to kill one another, a correct ballistics. A merely “ideological” bal-
listics would not have been of any use.

For the Marxians the view that scientists labor for knowledge alone is noth-
ing but an “arrogant pretense” of the scientists. Thus they declare that
Maxwell was led to his theory of electromagnetic waves by the craving of
business for wireless telegraphs.6 It is of no relevance for the problem of ide-
ology whether this is true or not. The question is whether the alleged fact
that nineteenth-century industrialism considered telegraphy without wires
“the philosopher’s stone and the elixir of youth” 7 impelled Maxwell to for-
mulate a correct theory or an ideological superstructure of the selfish class
interests of the bourgeoisie. There is no doubt that bacteriological research
was instigated not only by the desire to fight contagious diseases, but also by
the desire of the producers of wine and of cheese to improve their methods
of production. But the result obtained was certainly not “ideological” in the
Marxian sense.

What induced Marx to invent his ideology-doctrine was the wish to
sap the prestige of economics. He was fully aware of his impotence to
refute the objections raised by the economists to the practicability
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of the socialist schemes. In fact he was so fascinated by the theoretical sys-
tem of British classical economics that he firmly believed in its impreg-
nability. He either never learned about the doubts that the classical theory
of value raised in the minds of judicious scholars, or, if he ever heard of
them, he did not comprehend their weight. His own economic ideas are
hardly more than a garbled version of Ricardianism. When Jevons and
Menger inaugurated a new era of economic thought, his career as an au-
thor of economic writings had already come to an end; the first volume of
Das Kapital had already been published several years previously. Marx’s
only reaction to the marginal theory of value was that he postponed the
publication of the later volumes of his main treatise. They were made
accessible to the public only after his death.

In developing the ideology-doctrine Marx exclusively aims at economics
and the social philosophy of Utilitarianism. His only intention was to destroy
the reputation of economic teachings which he was unable to refute by means
of logic and ratiocination. He gave to his doctrine the form of a universal law
valid for the whole historical age of social classes because a statement which
is applicable only to one individual historical event could not be considered
as a law. For the same reasons he did not restrict its validity to economic
thought only, but included every branch of knowledge.

The service which bourgeois economics rendered to the bourgeoisie was
in Marx’s eyes twofold. It aided them first in their fight against feudalism and
royal despotism and then later again in their fight against the rising prole-
tarian class. It provided a rational and moral justification for capitalist ex-
ploitation. It was, if we want to use a notion developed after Marx’s death, a
rationalization of the claims of the capitalists.8 The capitalists, in their
subconsciousness ashamed of the mean greed motivating their own conduct
and anxious to avoid social disapproval, encouraged their sycophants, the
economists, to proclaim doctrines which could rehabilitate them in public
opinion.

Now, recourse to the notion of rationalization provides a psycho-
logical description of the incentives which impelled a man or a
group of men to formulate a theorem or a whole theory. But it does
not predicate anything about the validity or invalidity of the theory
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advanced. If it is proved that the theory concerned is untenable, the notion of
rationalization is a psychological interpretation of the causes which made its
authors liable to error. But if we are not in a position to find any fault in the
theory advanced, no appeal to the concept of rationalization can possibly
explode its validity. If it were true that the economists had in their subcon-
sciousness no design other than that of justifying the unfair claims of the cap-
italists, their theories could nevertheless be quite correct. There is no means
to expose a faulty theory other than to refute it by discursive reasoning and to
substitute a better theory for it. In dealing with the theorem of Pythagoras or
with the theory of comparative cost, we are not interested in the psychological
factors that impelled Pythagoras and Ricardo to construct these theorems, al-
though these things may be important for the historian and the biographer.
For science the only relevant question is whether or not these theorems can
stand the test of rational examination. The social or racial background of their
authors is beside the point.

It is a fact that people in the pursuit of their selfish interests try to use
doctrines more or less universally accepted by public opinion. Moreover,
they are eager to invent and to propagate doctrines which they could
possibly use for furthering their own interests. But this does not explain
why such doctrines, favoring the interests of a minority and contrary to
the interests of the rest of the people, are endorsed by public opinion.
No matter whether such “ideological” doctrines are the product of a
“false consciousness,” forcing a man to think unwittingly in a manner
that serves the interests of his class, or whether they are the product of
a purposeful distortion of truth, they must encounter the ideologies of
other classes and try to supplant them. Then a rivalry between antago-
nistic ideologies emerges. The Marxians explain victory and defeat in
such conflicts as an outcome of the interference of historical providence.
Geist, the mythical prime mover, operates according to a definite plan.
He leads mankind through various preliminary stages to the final bliss of
socialism. Every stage is the product of a certain state of technology; all
its other characteristics are the necessary ideological superstructure of this
technological state. Geist causes man to bring about in due time the
technological ideas adequate to the stage in which he lives, and to real-
ize them. All the rest is an outgrowth of the state of technology. The
hand-mill made feudal society; the steam-mill made capitalism.9
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Human will and reason play only an ancillary role in these changes. The in-
exorable law of historical development forces men—independently of their
wills—to think and to behave according to the patterns corresponding to the
material basis of their age. Men fool themselves in believing that they are free
to choose between various ideas and between what they call truth and error.
They themselves do not think; it is historical providence that manifests itself
in their thoughts.

This is a purely mystical doctrine. The only proof given in its support is the
recourse of Hegelian dialectics. Capitalistic private property is the first nega-
tion of individual private property. It begets, with the inexorability of a law of
nature, its own negation, namely common ownership of the means of pro-
duction.10 However, a mystical doctrine based on intuition does not lose its
mysticism by referring to another no less mystical doctrine. This makeshift by
no means answers the question why a thinker must necessarily develop an ide-
ology in accordance with the interests of his class. For the sake of argument we
may admit that man’s thoughts must result in doctrines beneficial to his 
interests. But are a man’s interests necessarily identical with those of his whole
class? Marx himself had to admit that the organization of the proletarians into
a class, and consequently into a political party, is continually being upset
again by the competition between the workers themselves.11 It is an undeni-
able fact that there prevails an irreconcilable conflict of interests between
those workers who are employed at union wage rates and those who remain
unemployed because the enforcement of union rates prevents the demand for
and the supply of labor from finding the appropriate price for meeting. It is no
less true that the interests of the workers of the comparatively overpopulated
countries and those of the comparatively underpopulated countries are antag-
onistic with regard to migration barriers. The statement that the interests of all
proletarians uniformly require the substitution of socialism for capitalism is an
arbitrary postulate of Marx and the other socialists. It cannot be proved by the
mere assertion that the socialist idea is the emanation of proletarian thought
and therefore certainly beneficial to the interests of the proletariat as such.

A popular interpretation of the vicissitudes of British foreign trade
policies, based on the ideas of Sismondi, Frederick List, Marx, and
the German Historical School, runs this way: In the second part of
the eighteenth century and in the greater part of the nineteenth cen-
tury the class interests of the British bourgeoisie required a free-
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trade policy. Therefore British political economy elaborated a free trade
doctrine, and the British manufacturers organized a popular move-
ment which finally succeeded in abolishing protective tariffs. Then
later conditions changed. The British bourgeoisie could no longer
stand the competition of foreign manufacturing and badly needed pro-
tective tariffs. Consequently the economists substituted a theory of pro-
tection for the antiquated free trade ideology, and Great Britain re-
turned to protectionism.

The first error in this interpretation is that it considers the “bourgeoisie”
as a homogeneous class composed of members whose interests are identi-
cal. A businessman is always under the necessity of adjusting the conduct
of his business to the institutional conditions of his country. In the long
run he is, in his capacity as entrepreneur and capitalist, neither favored
nor injured by tariffs or the absence of tariffs. He will turn to the produc-
tion of those commodities which under the given state of affairs he can
most profitably produce. What may hurt or further his short-run interests
are only changes in the institutional setting. But such changes do not af-
fect the various branches of business and the various enterprises in the
same way and to the same extent. A measure that benefits one branch or
enterprise may be detrimental to other branches or enterprises. What
counts for a businessman is only a limited number of customs items. And
with regard to these items the interests of various branches and firms are
mostly antagonistic.

The interests of every branch or firm can be favored by all kinds of privi-
leges granted to it by the government. But if privileges are granted to the
same extent also to the other branches and firms, every businessman loses—
not only in his capacity as consumer, but also in his capacity as buyer of raw
materials, half-finished products, machines and other equipment—on the
one hand as much as he profits on the other. Selfish group interests may
impel a man to ask for protection for his own branch or firm. They can never
motivate him to ask for universal protection for all branches or firms if he
is not sure to be protected to a greater extent than the other industries or
enterprises.

Neither were the British manufacturers from the point of view of
their class concerns more interested in the abolition of the Corn
Laws than other British citizens. The landowners were opposed to the
repeal of these laws because a lowering of the prices for agricultural
products reduced the rent of land. A special class interest of the man-
ufacturers can only be construed on the basis of the long since dis-
carded iron law of wages and the no less untenable doctrine that
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profits are an outcome of the exploitation of the workers.
Within a world organized on the basis of the division of labor, every

change must in one way or another affect the short-run interests of many
groups. It is therefore always easy to expose every doctrine supporting an
alteration of existing conditions as an “ideological” disguise of the selfish
interests of a special group of people. The main occupation of many
present-day authors is such unmasking. Marx did not invent this proce-
dure. It was known long before him. Its most curious manifestation was
the attempts of some eighteenth-century writers to explain religious creeds
as a fraudulent deception on the part of the priests eager to gain power
and wealth both for themselves and for their allies, the exploiters. The
Marxians endorsed this statement in labeling religion “opium for the
masses.” 12 It never occurred to the supporters of such teachings that where
there are selfish interests pro there must necessarily be selfish interests
contra too. It is by no means a satisfactory explanation of any event that
it favored a special class. The question to be answered is why the rest of
the population whose interests it injured did not succeed in frustrating the
endeavors of those favored by it.

Every firm and every branch of business is in the short run interested in
increased sales of its products. In the long run, however, there prevails a
tendency toward an equalization of returns in the various branches of pro-
duction. If demand for the products of a branch increases and raises profits,
more capital flows into it and the competition of the new enterprises cuts
down the profits. Returns are by no means higher in the sale of socially
detrimental articles than in the sale of socially beneficial articles. If a cer-
tain branch of business is outlawed and those engaged in it risk prosecu-
tion, penalties, and imprisonment, gross profits must be high enough to
compensate for the risks involved. But this does not interfere with the
height of net returns.

The rich, the owners of the already operating plants, have no par-
ticular class interest in the maintenance of free competition. They
are opposed to confiscation and expropriation of their fortunes, but
their vested interests are rather in favor of measures preventing new-
comers from challenging their position. Those fighting for free enter-
prise and free competition do not defend the interests of those rich
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today. They want a free hand left to unknown men who will be the entrepre-
neurs of tomorrow and whose ingenuity will make the life of coming genera-
tions more agreeable. They want the way left open to further economic im-
provements. They are the spokesmen of material progress.

The nineteenth-century success of free trade ideas was effected by the the-
ories of classical economics. The prestige of these ideas was so great that those
whose selfish class interests they hurt could not hinder their endorsements by
public opinion and their realization by legislative measures. It is ideas that
make history, and not history that makes ideas.

It is useless to argue with mystics and seers. They base their assertions on
intuition and are not prepared to submit them to rational examination.
The Marxians pretend that what their inner voice proclaims is history’s self-
revelation. If other people do not hear this voice, it is only a proof that they are
not chosen. It is insolence that those groping in darkness dare to contradict
the inspired ones. Decency should impel them to creep into a corner and
keep silent.

However, science cannot abstain from thinking although it is obvious that
it will never succeed in convincing those who dispute the supremacy of rea-
son. Science must emphasize that the appeal to intuition cannot settle the
question which of several antagonistic doctrines is the right one and which are
wrong. It is an undeniable fact that Marxism is not the only doctrine advanced
in our time. There are other “ideologies” besides Marxism. The Marxians as-
sert that the application of these other doctrines would hurt the interests of the
many. But the supporters of these doctrines say precisely the same with regard
to Marxism.

Of course, the Marxians consider a doctrine vicious if its author’s back-
ground is not proletarian. But who is proletarian? Doctor Marx, the manufac-
turer and “exploiter” Engels, and Lenin, the scion of the Russian gentry,
were certainly not of proletarian background. But Hitler and Mussolini were
genuine proletarians and spent their youth in poverty. The conflict of the
Bolsheviks and the Mensheviks or that between Stalin and Trotsky cannot
be presented as class conflicts. They were conflicts between various sects of
fanatics who called one another traitors.

The essence of Marxian philosophy is this: We are right because
we are the spokesmen of the rising proletarian class. Discursive rea-
soning cannot invalidate our teachings, for they are inspired by the
supreme power that determines the destiny of mankind. Our adver-
saries are wrong because they lack the intuition that guides our
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minds. It is, of course, not their fault that on account of their class affiliation
they are not equipped with the genuine proletarian logic and are blinded by
ideologies. The unfathomable decrees of history that have elected us have
doomed them. The future is ours.

4 Racial Polylogism

Marxian polylogism is an abortive makeshift to salvage the untenable doc-
trines of socialism. Its attempt to substitute intuition for ratiocination appeals
to popular superstitions. But it is precisely this attitude that places Marxian
polylogism and its offshoot, the so-called “sociology of knowledge,” in irrec-
oncilable antagonism to science and reason.

It is different with the polylogism of the racists. This brand of polylogism
is in agreement with fashionable, although mistaken, tendencies in present-
day empiricism. It is an established fact that mankind is divided into various
races. The races differ in bodily features. Materialist philosophers assert that
thoughts are a secretion of the brain as bile is a secretion of the gallbladder.
It would be inconsistent for them to reject beforehand the hypothesis that the
thought-secretion of the various races may differ in essential qualities. The
fact that anatomy has not succeeded up to now in discovering anatomical
differences in the brain cells of various races cannot invalidate the doctrine
that the logical structure of mind is different with different races. It does not
exclude the assumption that later research may discover such anatomical
peculiarities.

Some ethnologists tell us that it is a mistake to speak of higher and lower civ-
ilizations and of an alleged backwardness of alien races. The civilizations of
various races are different from the Western civilization of the peoples of Cau-
casian stock, but they are not inferior. Every race has its peculiar mentality. It
is faulty to apply to the civilization of any of them yardsticks abstracted from
the achievements of other races. Westerners call the civilization of China an
arrested civilization and that of the inhabitants of New Guinea primitive bar-
barism. But the Chinese and the natives of New Guinea despise our civiliza-
tion no less than we despise theirs. Such estimates are judgments of value and
hence arbitrary. Those other races have a different structure of mind. Their
civilizations are adequate to their mind as our civilization is adequate to our
mind. We are incapable of comprehending that what we call backwardness
does not appear such to them. It is, from the point of view of their logic, a bet-
ter method of coming to a satisfactory arrangement with given natural condi-
tions of life than is our progressivism.
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These ethnologists are right in emphasizing that it is not the task of a
historian—and the ethnologist too is a historian—to express value judgments.
But they are utterly mistaken in contending that these other races have been
guided in their activities by motives other than those which have actuated the
white race. The Asiatics and the Africans no less than the peoples of European
descent have been eager to struggle successfully for survival and to use reason
as the foremost weapon in these endeavors. They have sought to get rid of the
beasts of prey and of disease, to prevent famines and to raise the productivity
of labor. There can be no doubt that in the pursuit of these aims they have
been less successful than the whites. The proof is that they are eager to profit
from all achievements of the West. Those ethnologists would be right, if
Mongols or Africans, tormented by a painful disease, were to renounce the aid
of a European doctor because their mentality or their world view led them to
believe that it is better to suffer than to be relieved of pain. Mahatma Gandhi
disavowed his whole philosophy when he entered a modern hospital to be
treated for appendicitis.

The North American Indians lacked the ingenuity to invent the wheel. The
inhabitants of the Alps were not keen enough to construct skis which would
have rendered their hard life much more agreeable. Such shortcomings were
not due to a mentality different from those of the races which had long since
used wheels and skis; they were failures, even when judged from the point of
view of the Indians and the Alpine mountaineers.

However, these considerations refer only to the motives determining con-
crete actions, not to the only relevant problem of whether or not there exists
between various races a difference in the logical structure of mind. It is pre-
cisely this that the racists assert.13

We may refer to what has been said in the preceding chapters about
the fundamental issues of the logical structure of mind and the categorial
principles of thought and action. Some additional observations will suffice
to give the finishing stroke to racial polylogism and to any other brand of
polylogism.

The categories of human thought and action are neither arbitrary
products of the human mind nor conventions. They are not outside of
the universe and of the course of cosmic events. They are biological
facts and have a definite function in life and reality. They are instru-
ments in man’s struggle for existence and in his endeavors to adjust
himself as much as possible to the real state of the universe and to
remove uneasiness as much as it is in his power to do so. They are
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therefore appropriate to the structure of the external world and reflect proper-
ties of the world and of reality. They work, and are in this sense true and valid.

It is consequently incorrect to assert that aprioristic insight and pure rea-
soning do not convey any information about reality and the structure of the
universe. The fundamental logical relations and the categories of thought
and action are the ultimate source of all human knowledge. They are ade-
quate to the structure of reality, they reveal this structure to the human mind
and, in this sense, they are for man basic ontological facts.14 We do not know
what a superhuman intellect may think and comprehend. For man every
cognition is conditioned by the logical structure of his mind and implied in
this structure. It is precisely the satisfactory results of the empirical sciences
and their practical application that evidence this truth. Within the orbit in
which human action is able to attain ends aimed at there is no room left for
agnosticism.

If there had been races which had developed a different logical structure of
the mind, they would have failed in the use of reason as an aid in the struggle
for existence. The only means for survival that could have protected them
against extermination would have been their instinctive reactions. Natural se-
lection would have eliminated those specimens of such races that tried to em-
ploy reasoning for the direction of their behavior. Those individuals alone
would have survived that relied upon instincts only. This means that only
those would have had a chance to survive that did not rise above the mental
level of animals.

The scholars of the West have amassed an enormous amount of material
concerning the high civilizations of China and India and the primitive civi-
lizations of the Asiatic, American, Australian, and African aborigines. It is safe
to say that all that is worth knowing about the ideas of these races is known.
But never has any supporter of polylogism tried to use these data for a de-
scription of the allegedly different logic of these peoples and civilizations.

5 Polylogism and Understanding

Some supporters of the tenets of Marxism and racism interpret the
epistemological teachings of their parties in a peculiar way. They are
ready to admit that the logical structure of mind is uniform for all
races, nations, and classes. Marxism or racism, they assert, never in-
tended to deny this undeniable fact. What they really wanted to say

86 � human action

14. Cf. Morris R. Cohen, Reason and Nature (New York, 1931), pp. 202–5; A Preface to Logic (New
York, 1944), pp. 42– 44, 54–56, 92, 180– 87.

03-L3843  12/5/06  11:02 AM  Page 86



was that historical understanding, aesthetic empathy, and value judgments are
conditioned by a man’s background. It is obvious that this interpretation can-
not be supported on the basis of the writings of the champions of polylogism.
However, it must be analyzed as a doctrine of its own.

There is no need to emphasize again that a man’s value judgments and his
choice of ends reflect his inborn bodily features and all the vicissitudes of his
life.15 But it is a far cry from the acknowledgment of this fact to the belief
that racial inheritance or class affiliation ultimately determines judgments of
value and the choice of ends. The fundamental discrepancies in world view
and patterns of behavior do not correspond to differences in race, nationality,
or class affiliation.

There is hardly any greater divergence in value judgments than that be-
tween ascetics and those eager to enjoy life lightheartedly. An unbridgeable
gulf separates devout monks and nuns from the rest of mankind. But there
have been people dedicated to the monkish ideals among all races, nations,
classes, and castes. Some of them were sons and daughters of kings and
wealthy noblemen, others were beggars. St. Francis, Santa Clara, and their
ardent followers were natives of Italy, whose other inhabitants cannot be de-
scribed as weary of temporal things. Puritanism was Anglo-Saxon, but so
was the lasciviousness of the British under the Tudors, the Stuarts, and the
Hanoverians. The nineteenth century’s outstanding champion of asceticism
was Count Leo Tolstoy, a wealthy member of the profligate Russian aris-
tocracy. Tolstoy saw the pith of the philosophy he attacked embodied in
Beethoven’s Kreutzer Sonata, a masterpiece of the son of extremely poor
parents.

It is the same with aesthetic values. All races and nations have had both clas-
sic and romantic art. With all their ardent propaganda the Marxians have not
succeeded in bringing about a specifically proletarian art or literature. The
“proletarian” writers, painters, and musicians have not created new styles and
have not established new aesthetic values. What characterizes them is solely
their tendency to call everything they detest “bourgeois” and everything they
like “proletarian.”

Historical understanding both of the historian and of the acting
man always reflects the personality of its author.16 But if the histo-
rian and the politician are imbued with the desire for truth, they
will never let themselves be deluded by party bias, provided they are
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efficient and not inept. It is immaterial whether a historian or a politician con-
siders the interference of a certain factor beneficial or detrimental. He cannot
derive any advantage from underrating or overrating the relevance of one of
the operating factors. Only clumsy would-be historians believe that they can
serve their cause by distortion.

This is no less true of the statesman’s understanding. What use could a
champion of Protestantism derive from misunderstanding the tremendous
power and prestige of Catholicism, or a liberal from misunderstanding the
relevance of socialist ideas? In order to succeed a politician must see things
as they are; whoever indulges in wishful thinking will certainly fail. Judgments
of relevance differ from judgments of value in that they aim at the appraisal of
a state of affairs not dependent on the author’s arbitrariness. They are colored
by their author’s personality and can therefore never be unanimously agreed
upon by all people. But here again we must raise the question: What advan-
tage could a race or class derive from an “ideological” distortion of under-
standing?

As has already been pointed out, the serious discrepancies to be found in
historical studies are an outcome of differences in the field of the nonhistori-
cal sciences and not in various modes of understanding.

Today many historians and writers are imbued with the Marxian dogma
that the realization of the socialist plans is both unavoidable and the supreme
good, and that the labor movement is entrusted with the historical mission of
accomplishing this task by a violent overthrow of the capitalistic system.
Starting from this tenet, they take it as a matter of course that the parties of
the “Left,” the elect, in the pursuit of their policies, should resort to acts of
violence and to murder. A revolution cannot be consummated by peaceful
methods. It is not worthwhile to dwell upon such trifles as the butchering of
the four daughters of the last Tsar, of Leon Trotsky, of tens of thousands of
Russian bourgeois and so on. “You can’t make an omelet without breaking
eggs”; why explicitly mention the eggs broken? But, of course, it is different
if one of those assailed ventures to defend himself or even to strike back. Few
only mention the acts of sabotage, destruction, and violence committed by
strikers. But all authors enlarge upon the attempts of the companies to pro-
tect their property and the lives of their employees and their customers
against such onslaughts.

Such discrepancies are due neither to judgments of value nor to dif-
ferences in understanding. They are the outcome of antagonistic
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theories of economic and historical evolution. If the coming of socialism is un-
avoidable and can be achieved only by revolutionary methods, murders com-
mitted by the “progressives” are minor incidents of no significance. But the
self-defense and counterattacks of the “reactionaries” which can possibly de-
lay the final victory of socialism are of the greatest importance. They are re-
markable events, while the revolutionary acts are simply routine.

6 The Case for Reason

Judicious rationalists do not pretend that human reason can ever make man
omniscient. They are fully aware of the fact that, however knowledge may in-
crease, there will always remain things ultimately given and not liable to any
further elucidation. But, they say, as far as man is able to attain cognition, he
must rely upon reason. The ultimate given is the irrational. The knowable is,
as far as it is known already, necessarily rational. There is neither an irrational
mode of cognition nor a science of irrationality.

With regard to unsolved problems, various hypotheses are permissible
provided they do not contradict logic and the uncontested data of experience.
But these are hypotheses only.

We do not know what causes the inborn differences in human abilities.
Science is at a loss to explain why Newton and Mozart were full of creative
genius and why most people are not. But it is by all means an unsatisfactory
answer to say that a genius owes his greatness to his ancestry or to his race. The
question is precisely why such a man differs from his brothers and from the
other members of his race.

It is a little bit less faulty to attribute the great achievements of the white
race to racial superiority. Yet this is no more than vague hypothesis which is at
variance with the fact that the early foundations of civilization were laid by
peoples of other races. We cannot know whether or not at a later date other
races will supplant Western civilization.

However, such a hypothesis must be appraised on its own merits. It must not
be condemned beforehand because the racists base on it their postulate that
there is an irreconcilable conflict between various racial groups and that the
superior races must enslave the inferior ones. Ricardo’s law of association has
long since discarded this mistaken interpretation of the inequality of men.17

It is nonsensical to fight the racial hypothesis by negating obvious facts. It is
vain to deny that up to now certain races have contributed nothing or very
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little to the development of civilization and can, in this sense, be called
inferior.

If somebody were eager to distill at any cost a grain of truth out of the
Marxian teachings, he could say that emotions influence a man’s reasoning
very much. Nobody ever ventured to deny this obvious fact, and Marxism can-
not be credited with its discovery. But it is without any significance for episte-
mology. There are many sources both of success and of error. It is the task of
psychology to enumerate and to classify them.

Envy is a widespread frailty. It is certain that many intellectuals envy
the higher income of prosperous businessmen and that these feelings drive
them toward socialism. They believe that the authorities of a socialist
commonwealth would pay them higher salaries than those that they earn
under capitalism. But to prove the existence of this envy does not relieve
science of the duty of making the most careful examination of the social-
ist doctrines. Scientists are bound to deal with every doctrine as if its
supporters were inspired by nothing else than the thirst for knowledge.
The various brands of polylogism substitute for a purely theoretical exam-
ination of opposite doctrines the unmasking of the background and the
motives of their authors. Such a procedure is incompatible with the first
principles of ratiocination.

It is a poor makeshift to dispose of a theory by referring to its historical back-
ground, to the “spirit” of its time, to the material conditions of the country of
its origin, and to any personal qualities of its authors. A theory is subject to the
tribunal of reason only. The yardstick to be applied is always the yardstick of
reason. A theory is either correct or incorrect. It may happen that the present
state of our knowledge does not allow a decision with regard to its correctness
or incorrectness. But a theory can never be valid for a bourgeois or an Ameri-
can if it is invalid for a proletarian or a Chinese.

If the Marxians and the racists were right, it would be impossible to explain
why those in power are anxious to suppress dissenting theories and to perse-
cute their supporters. The very fact that there are intolerant governments and
political parties intent upon outlawing and exterminating dissenters, is a proof
of the excellence of reason. It is not a conclusive proof of a doctrine’s correct-
ness that its adversaries use the police, the hangman, and violent mobs to fight
it. But it is a proof of the fact that those taking recourse to violent oppression
are in their subconsciousness convinced of the untenability of their own
doctrines.

It is impossible to demonstrate the validity of the a priori founda-
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tions of logic and praxeology without referring to these foundations them-
selves. Reason is an ultimate given and cannot be analyzed or questioned by
itself. The very existence of human reason is a nonrational fact. The only state-
ment that can be predicated with regard to reason is that it is the mark that
distinguishes man from animals and has brought about everything that is
specifically human.

To those pretending that man would be happier if he were to renounce the
use of reason and try to let himself be guided by intuition and instincts only,
no other answer can be given than an analysis of the achievements of human
society. In describing the genesis and working of social cooperation, econom-
ics provides all the information required for an ultimate decision between rea-
son and unreason. If man reconsiders freeing himself from the supremacy of
reason, he must know what he will have to forsake.
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chapter 4

A First Analysis of the Category of Action

1 Ends and Means

The result sought by an action is called its end, goal, or aim. One uses these
terms in ordinary speech also to signify intermediate ends, goals, or aims;
these are points which acting man wants to attain only because he believes
that he will reach his ultimate end, goal, or aim in passing beyond them.
Strictly speaking the end, goal, or aim of any action is always the relief from a
felt uneasiness.

A means is what serves to the attainment of any end, goal, or aim. Means
are not in the given universe; in this universe there exist only things. A
thing becomes a means when human reason plans to employ it for the at-
tainment of some end and human action really employs it for this purpose.
Thinking man sees the serviceableness of things, i.e., their ability to minis-
ter to his ends, and acting man makes them means. It is of primary impor-
tance to realize that parts of the external world become means only through
the operation of the human mind and its offshoot, human action. External
objects are as such only phenomena of the physical universe and the sub-
ject matter of the natural sciences. It is human meaning and action which
transform them into means. Praxeology does not deal with the external
world, but with man’s conduct with regard to it. Praxeological reality is not
the physical universe, but man’s conscious reaction to the given state of this
universe. Economics is not about things and tangible material objects; it is
about men, their meanings and actions. Goods, commodities, and wealth
and all the other notions of conduct are not elements of nature; they are
elements of human meaning and conduct. He who wants to deal with them
must not look at the external world; he must search for them in the mean-
ing of acting men.

Praxeology and economics do not deal with human meaning and
action as they should be or would be if all men were inspired by
an absolutely valid philosophy and equipped with a perfect knowledge
of technology. For such notions as absolute validity and omniscience
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there is no room in the frame of a science whose subject matter is erring man.
An end is everything which men aim at. A means is everything which acting
men consider as such.

It is the task of scientific technology and therapeutics to explode errors in
their respective fields. It is the task of economics to expose erroneous doc-
trines in the field of social action. But if men do not follow the advice of sci-
ence, but cling to their fallacious prejudices, these errors are reality and must
be dealt with as such. Economists consider foreign exchange control as
inappropriate to attain the ends aimed at by those who take recourse to it.
However, if public opinion does not abandon its delusions and governments
consequently resort to foreign exchange control, the course of events is
determined by this attitude. Present-day medicine considers the doctrine of
the therapeutic effects of mandrake as a fable. But as long as people took this
fable as truth, mandrake was an economic good and prices were paid for its
acquisition. In dealing with prices economics does not ask what things are in
the eyes of other people, but only what they are in the meaning of those in-
tent upon getting them. For it deals with real prices, paid and received in real
transactions, not with prices as they would be if men were different from
what they really are.

Means are necessarily always limited, i.e., scarce with regard to the services
for which man wants to use them. If this were not the case, there would not
be any action with regard to them. Where man is not restrained by the in-
sufficient quantity of things available, there is no need for any action.

It is customary to call the end the ultimate good and the means goods. In
applying this terminology economists mainly used to think as technologists
and not as praxeologists. They differentiated between free goods and economic

goods. They called free goods those things which, being available in
superfluous abundance, do not need to be economized. Such goods are, how-
ever, not the object of any action. They are general conditions of human wel-
fare; they are parts of the natural environment in which man lives and acts.
Only the economic goods are the substratum of action. They alone are dealt
with in economics.

Economic goods which in themselves are fitted to satisfy human wants di-
rectly and whose serviceableness does not depend on the cooperation of other
economic goods, are called consumers’ goods or goods of the first order. Means
which can satisfy wants only indirectly when complemented by cooperation of
other goods are called producers’ goods or factors of production or goods of a
remoter or higher order. The services rendered by a producers’ good consist
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in bringing about, by the cooperation of complementary producers’ goods, a
product. This product may be a consumers’ good; it may be a producers’ good
which when combined with other producers’ goods will finally bring about a
consumers’ good. It is possible to think of the producers’ goods as arranged in
orders according to their proximity to the consumers’ good for whose produc-
tion they can be used. Those producers’ goods which are nearest to the pro-
duction of a consumers’ good are ranged in the second order, and accordingly
those which are used for the production of goods of the second order in the
third order and so on.

The purpose of such an arrangement of goods in orders is to provide a basis
for the theory of value and prices of the factors of production. It will be shown
later how the valuation and the prices of the goods of higher orders are de-
pendent on the valuation and the prices of the goods of lower orders produced
by their expenditure. The first and ultimate valuation of external things re-
fers only to consumers’ goods. All other things are valued according to the part
they play in the production of consumers’ goods.

It is therefore not necessary actually to arrange producers’ goods in various
orders from the second to the nth. It is no less superfluous to enter into pe-
dantic discussions of whether a concrete good has to be called a good of
the lowest order or should rather be attributed to one of the higher orders.
Whether raw coffee beans or roast coffee beans or ground coffee or coffee pre-
pared for drinking or only coffee prepared and mixed with cream and sugar
are to to called a consumers’ good ready for consumption is of no importance.
It is immaterial which manner of speech we adopt. For with regard to the prob-
lem of valuation, all that we say about a consumers’ good can be applied to
any good of a higher order (except those of the highest order) if we consider it
as a product.

An economic good does not necessarily have to be embodied in a tangible
thing. Nonmaterial economic goods are called services.

2 The Scale of Value

Acting man chooses between various opportunities offered for choice. He
prefers one alternative to others.

It is customary to say that acting man has a scale of wants or val-
ues in his mind when he arranges his actions. On the basis of such
a scale he satisfies what is of higher value, i.e., his more urgent wants,
and leaves unsatisfied what is of lower value, i.e., what is a less urgent
want. There is no objection to such a presentation of the state of
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affairs. However, one must not forget that the scale of values or wants mani-
fests itself only in the reality of action. These scales have no independent ex-
istence apart from the actual behavior of individuals. The only source from
which our knowledge concerning these scales is derived is the observation of
a man’s actions. Every action is always in perfect agreement with the scale of
values or wants because these scales are nothing but an instrument for the
interpretation of a man’s acting.

Ethical doctrines are intent upon establishing scales of value according to
which man should act but does not necessarily always act. They claim for
themselves the vocation of telling right from wrong and of advising man
concerning what he should aim at as the supreme good. They are normative
disciplines aiming at the cognition of what ought to be. They are not neutral
with regard to facts; they judge them from the point of view of freely adopted
standards.

This is not the attitude of praxeology and economics. They are fully aware
of the fact that the ultimate ends of human action are not open to examina-
tion from any absolute standard. Ultimate ends are ultimately given, they are
purely subjective, they differ with various people and with the same people at
various moments in their lives. Praxeology and economics deal with the
means for the attainment of ends chosen by the acting individuals. They do
not express any opinion with regard to such problems as whether or not
sybaritism is better than asceticism. They apply to the means only one yard-
stick, viz., whether or not they are suitable to attain the ends at which the act-
ing individuals aim.

The notions of abnormality and perversity therefore have no place in
economics. It does not say that a man is perverse because he prefers the dis-
agreeable, the detrimental, and the painful to the agreeable, the beneficial,
and the pleasant. It says only that he is different from other people; that he
likes what others detest; that he considers useful what others want to avoid;
that he takes pleasure in enduring pain which others avoid because it hurts
them. The polar notions normal and perverse can be used anthropologi-
cally for the distinction between those who behave as most people do and
outsiders and atypical exceptions; they can be applied biologically for the
distinction between those whose behavior preserves the vital forces and
those whose behavior is self-destructive; they can be applied in an ethical
sense for the distinction between those who behave correctly and those who
act otherwise than they should. However, in the frame of a theoretical
science of human action, there is no room for such a distinction.
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Any examination of ultimate ends turns out to be purely subjective and there-
fore arbitrary.

Value is the importance that acting man attaches to ultimate ends. Only to
ultimate ends is primary and original value assigned. Means are valued deriva-
tively according to their serviceableness in contributing to the attainment of
ultimate ends. Their valuation is derived from the valuation of the respective
ends. They are important for man only as far as they make it possible for him
to attain some ends.

Value is not intrinsic, it is not in things. It is within us; it is the way in which
man reacts to the conditions of his environment.

Neither is value in words and doctrines. It is reflected in human conduct. It
is not what a man or groups of men say about value that counts, but how they
act. The oratory of moralists and the pompousness of party programs are
significant as such. But they influence the course of human events only as far
as they really determine the actions of men.

3 The Scale of Needs

Notwithstanding all declarations to the contrary, the immense majority of
men aim first of all at an improvement of the material conditions of well-
being. They want more and better food, better homes and clothes, and a thou-
sand other amenities. They strive after abundance and health. Taking these
goals as given, applied physiology tries to determine what means are best
suited to provide as much satisfaction as possible. It distinguishes, from this
point of view, between man’s “real” needs and imaginary and spurious
appetites. It teaches people how they should act and what they should aim at
as a means.

The importance of such doctrines is obvious. From his point of view the
physiologist is right in distinguishing between sensible action and action con-
trary to purpose. He is right in contrasting judicious methods of nourishment
from unwise methods. He may condemn certain modes of behavior as absurd
and opposed to “real” needs. However, such judgments are beside the point
for a science dealing with the reality of human action. Not what a man should
do, but what he does, counts for praxeology and economics. Hygiene may be
right or wrong in calling alcohol and nicotine poisons. But economics must
explain the prices of tobacco and liquor as they are, not as they would be un-
der different conditions.

There is no room left in the field of economics for a scale of needs
different from the scale of values as reflected in man’s actual

96 � human action

04-L3843  12/5/06  11:02 AM  Page 96



behavior. Economics deals with real man, weak and subject to error as he is,
not with ideal beings, omniscient and perfect as only gods could be.

4 Action as an Exchange

Action is an attempt to substitute a more satisfactory state of affairs for a less
satisfactory one. We call such a willfully induced alteration an exchange. A
less desirable condition is bartered for a more desirable. What gratifies less
is abandoned in order to attain something that pleases more. That which is
abandoned is called the price paid for the attainment of the end sought.
The value of the price paid is called cost. Cost is equal to the value at-
tached to the satisfaction which one must forego in order to attain the end
aimed at.

The difference between the value of the price paid (the costs incurred)
and that of the goal attained is called gain or profit or net yield. Profit in
this primary sense is purely subjective, it is an increase in the acting man’s
happiness, it is a psychical phenomenon that can be neither measured nor
weighed. There is a more and a less in the removal of uneasiness felt; but
how much one satisfaction surpasses another one can only be felt; it can-
not be established and determined in an objective way. A judgment of
value does not measure, it arranges in a scale of degrees, it grades. It is ex-
pressive of an order of preference and sequence, but not expressive of mea-
sure and weight. Only the ordinal numbers can be applied to it, but not the
cardinal numbers.

It is vain to speak of any calculation of values. Calculation is possible only
with cardinal numbers. The difference between the valuation of two states of
affairs is entirely psychical and personal. It is not open to any projection into
the external world. It can be sensed only by the individual. It cannot be com-
municated or imparted to any fellow man. It is an intensive magnitude.

Physiology and psychology have developed various methods by means of
which they pretend to have attained a substitute for the unfeasible measure-
ment of intensive magnitudes. There is no need for economics to enter into
an examination of these rather questionable makeshifts. Their supporters
themselves realize that they are not applicable to value judgments. But even if
they were, they would not have any bearing on economic problems. For eco-
nomics deals with action as such, and not with the psychical facts that result
in definite actions.

It happens again and again that an action does not attain the end
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sought. Sometimes the result, although inferior to the end aimed at, is still an
improvement when compared with the previous state of affairs; then there is
still a profit, although a smaller one than that expected. But it can happen that
the action produces a state of affairs less desirable than the previous state it was
intended to alter. Then the difference between the valuation of the result and
the costs incurred is called loss.
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chapter 5

Time

1 Time as a Praxeological Factor

The notion of change implies the notion of temporal sequence. A rigid, eter-
nally immutable universe would be out of time, but it would be dead. The
concepts of change and of time are inseparably linked together. Action aims
at change and is therefore in the temporal order. Human reason is even
incapable of conceiving the ideas of timeless existence and of timeless action.

He who acts distinguishes between the time before the action, the time
absorbed by the action, and the time after the action has been finished. He
cannot be neutral with regard to the lapse of time.

Logic and mathematics deal with an ideal system of thought. The relations
and implications of their system are coexistent and interdependent. We may
say as well that they are synchronous or that they are out of time. A perfect
mind could grasp them all in one thought. Man’s inability to accomplish this
makes thinking itself an action, proceeding step by step from the less satisfac-
tory state of insufficient cognition to the more satisfactory state of better in-
sight. But the temporal order in which knowledge is acquired must not be con-
fused with the logical simultaneity of all parts of an aprioristic deductive
system. Within such a system the notions of anteriority and consequence are
metaphorical only. They do not refer to the system, but to our action in grasp-
ing it. The system itself implies neither the category of time nor that of 
causality. There is functional correspondence between elements, but there is
neither cause nor effect.

What distinguishes epistemologically the praxeological system from the log-
ical system is precisely that it implies the categories both of time and of cau-
sality. The praxeological system too is aprioristic and deductive. As a system it
is out of time. But change is one of its elements. The notions of sooner and
later and of cause and effect are among its constituents. Anteriority and con-
sequence are essential concepts of praxeological reasoning. So is the irre-
versibility of events. In the frame of the praxeological system any reference to
functional correspondence is no less metaphorical and misleading than is the
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reference to anteriority and consequence in the frame of the logical system.1

2 Past, Present, and Future

It is acting that provides man with the notion of time and makes him aware of
the flux of time. The idea of time is a praxeological category.

Action is always directed toward the future; it is essentially and necessarily
always a planning and acting for a better future. Its aim is always to render fu-
ture conditions more satisfactory than they would be without the interference
of action. The uneasiness that impels a man to act is caused by a dissatisfac-
tion with expected future conditions as they would probably develop if noth-
ing were done to alter them. In any case action can influence only the future,
never the present that with every infinitesimal fraction of a second sinks down
into the past. Man becomes conscious of time when he plans to convert a less
satisfactory present state into a more satisfactory future state.

For contemplative meditation time is merely duration, “la durée pure, dont
l’écoulement est continu, et où l’on passe, par gradations insensibles, d’un état
à l’autre: Continuité réellement vécue.” 2 [(French) “Pure duration, in which
the flow is continuous and one passes by imperceptible degrees from one state
to another. Continuity really lived (or experienced).”] The “now” of the pres-
ent is continually shifted to the past and is retained in the memory only.
Reflecting about the past, say the philosophers, man becomes aware of time.3
However, it is not recollection that conveys to man the categories of change
and of time, but the will to improve the conditions of his life.

Time as we measure it by various mechanical devices is always
past, and time as the philosophers use this concept is always either
past or future. The present is, from these aspects, nothing but an
ideal boundary line separating the past from the future. But from the
praxeological aspect there is between the past and the future a real
extended present. Action is as such in the real present because it
utilizes the instant and thus embodies its reality.4 Later retrospective
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1. In a treatise on economics there is no need to enter into a discussion of the endeavors to con-
struct mechanics as an axiomatic system in which the concept of function is substituted for that
of cause and effect. It will be shown later that axiomatic mechanics cannot serve as a model for
the treatment of the economic system. Cf. below, pp. 353–57.
2. Henri Bergson, Matière et mémoire (7th ed. Paris, 1911), p. 205.
3. Edmund Husserl, “Vorlesungen zur Phänomenologie des inneren Zeitbewusstseins,” Jahrbuch

für Philosophie und Phänomenologische Forschung, IX (1928), 391 ff.; A. Schütz, loc. cit., pp. 45 ff.
4. “Ce que j’appelle mon présent, c’est mon attitude vis-à-vis de l’avenir immédiat, c’est mon ac-
tion imminente.” Bergson, op. cit., p. 152. [(French) “What I call my present is my mental attitude
toward the immediate future, my imminent action.”]
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reflection discerns in the instant passed away first of all the action and the
conditions which it offered to action. That which can no longer be done or
consumed because the opportunity for it has passed away, contrasts the past
with the present. That which cannot yet be done or consumed, because the
conditions for undertaking it or the time for its ripening have not yet come,
contrasts the future with the past. The present offers to acting opportunities
and tasks for which it was hitherto too early and for which it will be hereafter
too late.

The present qua [as] duration is the continuation of the conditions and op-
portunities given for acting. Every kind of action requires special conditions
to which it must be adjusted with regard to the aims sought. The concept of
the present is therefore different for various fields of action. It has no reference
whatever to the various methods of measuring the passing of time by spatial
movements. The present encloses as much of the time passed away as still is
actual, i.e., of importance for acting. The present contrasts itself, according to
the various actions one has in view, with the Middle Ages, with the nineteenth
century, with the past year, month, or day, but no less with the hour, minute,
or second just passed away. If a man says: Nowadays Zeus is no longer wor-
shipped, he has a present in mind other than that the motorcar driver who
thinks: Now it is still too early to turn.

As the future is uncertain it always remains undecided and vague how
much of it we can consider as now and present. If a man had said in 1913: At
present—now—in Europe freedom of thought is undisputed, he would have
not foreseen that this present would very soon be a past.

3 The Economization of Time

Man is subject to the passing of time. He comes into existence, grows, be-
comes old, and passes away. His time is scarce. He must economize it as he
economizes other scarce factors.

The economization of time has a peculiar character because of the unique-
ness and irreversibility of the temporal order. The importance of these facts
manifests itself in every part of the theory of action.

Only one fact must be stressed at this point. The economization of 
time is independent of the economization of economic goods and 
services. Even in the land of Cockaigne man would be forced 
to economize time, provided he were not immortal and not endowed
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with eternal youth and indestructible health and vigor. Although all his
appetites could be satisfied immediately without any expenditure of labor, he
would have to arrange his time schedule, as there are states of satisfaction
which are incompatible and cannot be consummated at the same time. For
this man, too, time would be scarce and subject to the aspect of sooner

and later.

4 The Temporal Relation Between Actions

Two actions of an individual are never synchronous; their temporal relation is
that of sooner and later. Actions of various individuals can be considered as
synchronous only in the light of the physical methods for the measurement of
time. Synchronism is a praxeological notion only with regard to the concerted
efforts of various acting men.5

A man’s individual actions succeed one another. They can never be effected
at the same instant; they can only follow one another in more or less rapid suc-
cession. There are actions which serve several purposes at one blow. It would
be misleading to refer to them as a coincidence of various actions.

People have often failed to recognize the meaning of the term “scale of
value” and have disregarded the obstacles preventing the assumption of syn-
chronism in the various actions of an individual. They have interpreted a
man’s various acts as the outcome of a scale of value, independent of these acts
and preceding them, and of a previously devised plan whose realization they
aim at. The scale of value and the plan to which duration and immutability
for a certain period of time were attributed, were hypostasized into the cause
and motive of the various individual actions. Synchronism which could not be
asserted with regard to various acts was then easily discovered in the scale of
value and in the plan. But this overlooks the fact that the scale of value is noth-
ing but a constructed tool of thought. The scale of value manifests itself only
in real acting; it can be discerned only from the observation of real acting. It
is therefore impermissible to contrast it with real acting and to use it as a yard-
stick for the appraisal of real actions.

It is no less impermissible to differentiate between rational and al-
legedly irrational acting on the basis of a comparison of real acting
with earlier drafts and plans for future actions. It may be very inter-
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5. In order to avoid any possible misunderstanding it may be expedient to emphasize that this 
theorem has nothing at all to do with Einstein’s theorem concerning the temporal relation of
spatially distant events.
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esting that yesterday goals were set for today’s acting other than those really
aimed at today. But yesterday’s plans do not provide us with any more objec-
tive and nonarbitrary standard for the appraisal of today’s real acting than any
other ideas and norms.

The attempt has been made to attain the notion of a nonrational action
by this reasoning: If a is preferred to b and b to c, logically a should be pre-
ferred to c. But if actually c is preferred to a, we are faced with a mode of
acting to which we cannot ascribe consistency and rationality.6 This rea-
soning disregards the fact that two acts of an individual can never be syn-
chronous. If in one action a is preferred to b and in another action b to c,
it is, however short the interval between the two actions may be, not per-
missible to construct a uniform scale of value in which a precedes b and b

precedes c. Nor is it permissible to consider a later third action as coinci-
dent with the two previous actions. All that the example proves is that value
judgments are not immutable and that therefore a scale of value, which is
abstracted from various, necessarily nonsynchronous actions of an individ-
ual, may be self-contradictory.7

One must not confuse the logical concept of consistency (viz., absence of
contradiction) and the praxeological concept of consistency (viz., constancy
or clinging to the same principles). Logical consistency has its place only in
thinking, constancy has its place only in acting.

Constancy and rationality are entirely different notions. If one’s valuations
have changed, unremitting faithfulness to the once espoused principles of
action merely for the sake of constancy would not be rational but simply
stubborn. Only in one respect can acting be constant: in preferring the more
valuable to the less valuable. If the valuations change, acting must change
also. Faithfulness, under changed conditions, to an old plan would be non-
sensical. A logical system must be consistent and free of contradictions
because it implies the coexistence of all its parts and theorems. In acting,
which is necessarily in the temporal order, there cannot be any question of
such consistency. Acting must be suited to purpose, and purposefulness
requires adjustment to changing conditions.

Presence of mind is considered a virtue in acting man. A man has pres-
ence of mind if he has the ability to think and to adjust his acting
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7. Cf. P. H. Wicksteed, The Common Sense of Political Economy, ed. Robbins (London, 1933), I,
32 ff.; L. Robbins, An Essay on the Nature and Significance of Economic Science (2d ed. London,
1935), pp. 91 ff.
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so quickly that the interval between the emergence of new conditions and the
adaptation of his actions to them becomes as short as possible. If constancy is
viewed as faithfulness to a plan once designed without regard to changes in
conditions, then presence of mind and quick reaction are the very opposite of
constancy.

When the speculator goes to the stock exchange, he may sketch a definite
plan for his operations. Whether or not he clings to this plan, his actions are
rational also in the sense which those eager to distinguish rational acting from
irrational attribute to the term “rational.” This speculator in the course of the
day may embark upon transactions which an observer, not taking into account
the changes occurring in market conditions, will not be able to interpret as the
outcome of constant behavior. But the speculator is firm in his intention to
make profits and to avoid losses. Accordingly he must adjust his conduct to the
change in market conditions and in his own judgment concerning the future
development of prices.8

However one twists things, one will never succeed in formulating the
notion of “irrational” action whose “irrationality” is not founded upon an
arbitrary judgment of value. Let us suppose that somebody has chosen to act
inconstantly for no other purpose than for the sake of refuting the praxeologi-
cal assertion that there is no irrational action. What happens here is that a man
aims at a peculiar goal, viz., the refutation of a praxeological theorem, and that
he accordingly acts differently from what he would have done otherwise. He
has chosen an unsuitable means for the refutation of praxeology, that is all.
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8. Plans too, of course, may be self-contradictory. Sometimes their contradictions may be the effect
of mistaken judgment. But sometimes such contradictions may be intentional and serve a definite
purpose. If, for instance, a publicized program of a government or a political party promises high
prices to the producers and at the same time low prices to the consumers, the purpose of such an
espousal of incompatible goals may be demagogic. Then the program, the publicized plan, is self-
contradictory; but the plan of its authors who wanted to attain a definite end through the endorse-
ment of incompatible aims and their public announcement is free of any contradiction.
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chapter 6

Uncertainty

1 Uncertainty and Acting

The uncertainty of the future is already implied in the very notion of action.
That man acts and that the future is uncertain are by no means two indepen-
dent matters. They are only two different modes of establishing one thing.

We may assume that the outcome of all events and changes is uniquely
determined by eternal unchangeable laws governing becoming and devel-
opment in the whole universe. We may consider the necessary connection
and interdependence of all phenomena, i.e., their causal concatenation, as
the fundamental and ultimate fact. We may entirely discard the notion of
undetermined chance. But however that may be, or appear to the mind of
a perfect intelligence, the fact remains that to acting man the future is hid-
den. If man knew the future, he would not have to choose and would not
act. He would be like an automaton, reacting to stimuli without any will of
his own.

Some philosophers are prepared to explode the notion of man’s will as an il-
lusion and self-deception because man must unwittingly behave according to
the inevitable laws of causality. They may be right or wrong from the point of
view of the prime mover or the cause of itself. However, from the human point
of view action is the ultimate thing. We do not assert that man is “free” in
choosing and acting. We merely establish the fact that he chooses and acts and
that we are at a loss to use the methods of the natural sciences for answering
the question why he acts this way and not otherwise.

Natural science does not render the future predictable. It makes it possible
to foretell the results to be obtained by definite actions. But it leaves unpre-
dictable two spheres: that of insufficiently known natural phenomena and that
of human acts of choice. Our ignorance with regard to these two spheres taints
all human actions with uncertainty. Apodictic certainty is only within the or-
bit of the deductive system of aprioristic theory. The most that can be attained
with regard to reality is probability.

It is not the task of praxeology to investigate whether or not it is
permissible to consider as certain some of the theorems of the em-
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pirical natural sciences. This problem is without practical importance
for praxeological considerations. At any rate, the theorems of physics and
chemistry have such a high degree of probability that we are entitled to call
them certain for all practical purposes. We can practically forecast the
working of a machine constructed according to the rules of scientific tech-
nology. But the construction of a machine is only a part in a broader pro-
gram that aims at supplying the consumers with the machine’s products.
Whether this was or was not the most appropriate plan depends on the de-
velopment of future conditions which at the time of the plan’s execution
cannot be forecast with certainty. Thus the degree of certainty with regard
to the technological outcome of the machine’s construction, whatever it
may be, does not remove the uncertainty inherent in the whole action. Fu-
ture needs and valuations, the reaction of men to changes in conditions, fu-
ture scientific and technological knowledge, future ideologies and policies
can never be foretold with more than a greater or smaller degree of proba-
bility. Every action refers to an unknown future. It is in this sense always a
risky speculation.

The problems of truth and certainty concern the general theory of human
knowledge. The problem of probability, on the other hand, is a primary con-
cern of praxeology.

2 The Meaning of Probability

The treatment of probability has been confused by the mathematicians. From
the beginning there was an ambiguity in dealing with the calculus of proba-
bility. When the Chevalier de Méré consulted Pascal on the problems in-
volved in the games of dice, the great mathematician should have frankly told
his friend the truth, namely, that mathematics cannot be of any use to the gam-
bler in a game of pure chance. Instead he wrapped his answer in the symbolic
language of mathematics. What could easily be explained in a few sentences
of mundane speech was expressed in a terminology which is unfamiliar to the
immense majority and therefore regarded with reverential awe. People sus-
pected that the puzzling formulas contain some important revelations, hidden
to the uninitiated; they got the impression that a scientific method of gambling
exists and that the esoteric teachings of mathematics provide a key for win-
ning. The heavenly mystic Pascal unintentionally became the patron saint of
gambling. The textbooks of the calculus of probability gratuitously propagan-
dize for the gambling casinos precisely because they are sealed books to the
layman.

No less havoc was spread by the equivocations of the calculus of 
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probability in the field of scientific research. The history of every branch of
knowledge records instances of the misapplication of the calculus of proba-
bility which, as John Stuart Mill observed, made it “the real opprobrium of
mathematics.” 1

The problem of probable inference is much bigger than those problems
which constitute the field of the calculus of probability. Only preoccupation
with the mathematical treatment could result in the prejudice that probabil-
ity always means frequency.

A further error confused the problem of probability with the problem of in-
ductive reasoning as applied by the natural sciences. The attempt to substitute
a universal theory of probability for the category of causality characterizes an
abortive mode of philosophizing, very fashionable only a few years ago.

A statement is probable if our knowledge concerning its content is deficient.
We do not know everything which would be required for a definite decision
between true and not true. But, on the other hand, we do know something
about it; we are in a position to say more than simply non liquet [(Latin) not
clear or proven] or ignoramus [we do not know].

There are two entirely different instances of probability; we may call them
class probability (or frequency probability) and case probability (or the
specific understanding of the sciences of human action). The field for the ap-
plication of the former is the field of the natural sciences, entirely ruled by
causality; the field for the application of the latter is the field of the sciences of
human action, entirely ruled by teleology.

3 Class Probability

Class probability means: We know or assume to know, with regard to the prob-
lem concerned, everything about the behavior of a whole class of events or
phenomena; but about the actual singular events or phenomena we know
nothing but that they are elements of this class.

We know, for instance, that there are ninety tickets in a lottery and that five
of them will be drawn. Thus we know all about the behavior of the whole class
of tickets. But with regard to the singular tickets we do not know anything but
that they are elements of this class of tickets.

We have a complete table of mortality for a definite period of the
past in a definite area. If we assume that with regard to mortality no
changes will occur, we may say that we know everything about the
mortality of the whole population in question. But with regard to the
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life expectancy of the individuals we do not know anything but that they are
members of this class of people.

For this defective knowledge the calculus of probability provides a presen-
tation in symbols of the mathematical terminology. It neither expands nor
deepens nor complements our knowledge. It translates it into mathematical
language. Its calculations repeat in algebraic formulas what we knew before-
hand. They do not lead to results that would tell us anything about the actual
singular events. And, of course, they do not add anything to our knowledge
concerning the behavior of the whole class, as this knowledge was already
perfect—or was considered perfect—at the very outset of our consideration of
the matter.

It is a serious mistake to believe that the calculus of probability provides the
gambler with any information which could remove or lessen the risk of gam-
bling. It is, contrary to popular fallacies, quite useless for the gambler, as is any
other mode of logical or mathematical reasoning. It is the characteristic mark
of gambling that it deals with the unknown, with pure chance. The gambler’s
hopes for success are not based on substantial considerations. The nonsuper-
stitious gambler thinks: “There is a slight chance [or, in other words: ‘it is not
impossible’] that I may win; I am ready to put up the stake required. I know
very well that in putting it up I am behaving like a fool. But the biggest fools
have the most luck. Anyway!”

Cool reasoning must show the gambler that he does not improve his
chances by buying two tickets instead of one of a lottery in which the
total amount of the winnings is smaller than the proceeds from the sale of
all tickets. If he were to buy all the tickets, he would certainly lose a part
of his outlay. Yet every lottery customer is firmly convinced that it is bet-
ter to buy more tickets than less. The habitués of the casinos and slot ma-
chines never stop. They do not give a thought to the fact that, because the
ruling odds favor the banker over the player, the outcome will the more
certainly result in a loss for them the longer they continue to play. The
lure of gambling consists precisely in its unpredictability and its adventur-
ous vicissitudes.

Let us assume that ten tickets, each bearing the name of a different
man, are put into a box. One ticket will be drawn, and the man whose
name it bears will be liable to pay 100 dollars. Then an insurer can
promise to the loser full indemnification if he is in a position to insure
each of the ten for a premium of ten dollars. He will collect 100 dol-
lars and will have to pay the same amount to one of the ten. But if
he were to insure one only of them at a rate fixed by the calculus,
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he would embark not upon an insurance business, but upon gambling. He
would substitute himself for the insured. He would collect ten dollars and
would get the chance either of keeping it or of losing that ten dollars and
ninety dollars more.

If a man promises to pay at the death of another man a definite sum and
charges for this promise the amount adequate to the life expectancy as deter-
mined by the calculus of probability, he is not an insurer but a gambler. In-
surance, whether conducted according to business principles or according to
the principle of mutuality, requires the insurance of a whole class or what can
reasonably be considered as such. Its basic idea is pooling and distribution of
risks, not the calculus of probability. The mathematical operation that it re-
quires are the four elementary operations of arithmetic. The calculus of prob-
ability is mere by-play.

This is clearly evidenced by the fact that the elimination of hazardous
risk by pooling can also be effected without any recourse to actuarial meth-
ods. Everybody practices it in his daily life. Every businessman includes in
his normal cost accounting the compensation for losses which regularly oc-
cur in the conduct of affairs. “Regularly” means in this context: The
amount of these losses is known as far as the whole class of the various
items is concerned. The fruit dealer may know, for instance, that one of
every fifty apples will rot in this stock; but he does not know to which in-
dividual apple this will happen. He deals with such losses as with any other
item in the bill of costs.

The definition of the essence of class probability as given above is the
only logically satisfactory one. It avoids the crude circularity implied in
all definitions referring to the equiprobability of possible events. In stat-
ing that we know nothing about actual singular events except that they
are elements of a class the behavior of which is fully known, this vicious
circle is disposed of. Moreover, it is superfluous to add a further condi-
tion called the absence of any regularity in the sequence of the singular
events.

The characteristic mark of insurance is that it deals with the whole class
of events. As we pretend to know everything about the behavior of the
whole class, there seems to be no specific risk involved in the conduct of
the business.

Neither is there any specific risk in the business of the keeper of
a gambling bank or in the enterprise of a lottery. From the point
of view of the lottery enterprise the outcome is predictable, provided
that all tickets have been sold. If some tickets remain unsold, the
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enterpriser is in the same position with regard to them as every buyer of a ticket
is with regard to the tickets he bought.

4 Case Probability

Case probability means: We know, with regard to a particular event, some of
the factors which determine its outcome; but there are other determining
factors about which we know nothing.

Case probability has nothing in common with class probability but the
incompleteness of our knowledge. In every other regard the two are entirely
different.

There are, of course, many instances in which men try to forecast a partic-
ular future event on the basis of their knowledge about the behavior of the
class. A doctor may determine the chances for the full recovery of his patient
if he knows that 70 per cent of those afflicted with the same disease recover. If
he expresses his judgment correctly, he will not say more than that the proba-
bility of recovery is 0.7, that is, that out of ten patients not more than three on
the average die. All such predictions about external events, i.e., events in the
field of the natural sciences, are of this character. They are in fact not forecasts
about the issue of the case in question, but statements about the frequency of
the various possible outcomes. They are based either on statistical information
or simply on the rough estimate of the frequency derived from nonstatistical
experience.

So far as such types of probable statements are concerned, we are not faced
with case probability. In fact we do not know anything about the case in ques-
tion except that it is an instance of a class the behavior of which we know or
think we know.

A surgeon tells a patient who considers submitting himself to an operation
that thirty out of every hundred undergoing such an operation die. If the pa-
tient asks whether this number of deaths is already full, he has misunderstood
the sense of the doctor’s statement. He has fallen prey to the error known as
the “gambler’s fallacy.” Like the roulette player who concludes from a run of
ten red in succession that the probability of the next turn being black is now
greater than it was before the run, he confuses case probability with class
probability.

All medical prognoses, when based only on general physiological
knowledge, deal with class probability. A doctor who hears that a man
he does not know has been seized by a definite illness will, on the ba-
sis of his general medical experience, say: His chances for recovery
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are 7 to 3. If the doctor himself treats the patient, he may have a different opin-
ion. The patient is a young, vigorous man; he was in good health before he was
taken with the illness. In such cases, the doctor may think, the mortality
figures are lower; the chances for this patient are not 7:3, but 9:1. The logical
approach remains the same, although it may be based not on a collection of
statistical data, but simply on a more or less exact résumé of the doctor’s own
experience with previous cases. What the doctor knows is always only the be-
havior of classes. In our instance the class is the class of young, vigorous men
seized by the illness in question.

Case probability is a particular feature of our dealing with problems of hu-
man action. Here any reference to frequency is inappropriate, as our state-
ments always deal with unique events which as such—i.e., with regard to the
problem in question—are not members of any class. We can form a class
“American presidential elections.” This class concept may prove useful or
even necessary for various kinds of reasoning, as, for instance, for a treatment
of the matter from the viewpoint of constitutional law. But if we are dealing
with the election of 1944—either, before the election, with its future outcome
or, after the election, with an analysis of the factors which determined the out-
come—we are grappling with an individual, unique, and nonrepeatable case.
The case is characterized by its unique merits, it is a class by itself. All the
marks which make it permissible to subsume it under any class are irrelevant
for the problem in question.

Two football teams, the Blues and the Yellows, will play tomorrow. In the
past the Blues have always defeated the Yellows. This knowledge is not knowl-
edge about a class of events. If we were to consider it as such, we would have
to conclude that the Blues are always victorious and that the Yellows are always
defeated. We would not be uncertain with regard to the outcome of the game.
We would know for certain that the Blues will win again. The mere fact
that we consider our forecast about tomorrow’s game as only probable shows
that we do not argue this way.

On the other hand, we believe that the fact that the Blues were victorious
in the past is not immaterial with regard to the outcome of tomorrow’s game.
We consider it as a favorable prognosis for the repeated success of the Blues. If
we were to argue correctly according to the reasoning appropriate to class
probability, we would not attach any importance to this fact. If we were not to
resist the erroneous conclusion of the “gambler’s fallacy,” we would, on the
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contrary, argue that tomorrow’s game will result in the success of the Yellows.
If we risk some money on the chance of one team’s victory, the lawyers

would qualify our action as a bet. They would call it gambling if class proba-
bility were involved.

Everything that outside the field of class probability is commonly implied
in the term probability refers to the peculiar mode of reasoning involved in
dealing with historical uniqueness or individuality, the specific understanding
of the historical sciences.

Understanding is always based on incomplete knowledge. We may believe
we know the motives of the acting men, the ends they are aiming at, and the
means they plan to apply for the attainment of these ends. We have a definite
opinion with regard to the effects to be expected from the operation of these
factors. But this knowledge is defective. We cannot exclude beforehand the
possibility that we have erred in the appraisal of their influence or have failed
to take into consideration some factors whose interference we did not foresee
at all, or not in a correct way.

Gambling, engineering, and speculating are three different modes of deal-
ing with the future.

The gambler knows nothing about the event on which the outcome of his
gambling depends. All that he knows is the frequency of a favorable outcome
of a series of such events, knowledge which is useless for his undertaking. He
trusts to good luck, that is his only plan.

Life itself is exposed to many risks. At any moment it is endangered by dis-
astrous accidents which cannot be controlled, or at least not sufficiently.
Every man banks on good luck. He counts upon not being struck by light-
ning and not being bitten by a viper. There is an element of gambling in hu-
man life. Man can remove some of the chrematistic consequences of such
disasters and accidents by taking out insurance policies. In doing so he banks
upon the opposite chances. On the part of the insured the insurance is gam-
bling. His premiums were spent in vain if the disaster does not occur.2 With
regard to noncontrollable natural events man is always in the position of a
gambler.

The engineer, on the other hand, knows everything that is needed
for a technologically satisfactory solution of his problem, the con-
struction of a machine. As far as some fringes of uncertainty are left
in his power to control, he tries to eliminate them by taking safety
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margins. The engineer knows only soluble problems and problems which can-
not be solved under the present state of knowledge. He may sometimes dis-
cover from adverse experience that his knowledge was less complete than he
had assumed and that he failed to recognize the indeterminateness of some is-
sues which he thought he was able to control. Then he will try to render his
knowledge more complete. Of course he can never eliminate altogether the
element of gambling present in human life. But it is his principle to operate
only within an orbit of certainty. He aims at full control of the elements of his
action.

It is customary nowadays to speak of “social engineering.” Like planning,
this term is a synonym for dictatorship and totalitarian tyranny. The idea is
to treat human beings in the same way in which the engineer treats the
stuff out of which he builds bridges, roads, and machines. The social engi-
neer’s will is to be substituted for the will of the various people he plans
to use for the construction of his utopia. Mankind is to be divided into
two classes: the almighty dictator, on the one hand, and the underlings who
are to be reduced to the status of mere pawns in his plans and cogs in his
machinery, on the other. If this were feasible, then of course the social en-
gineer would not have to bother about understanding other people’s ac-
tions. He would be free to deal with them as technology deals with lumber
and iron.

In the real world acting man is faced with the fact that there are fellow men
acting on their own behalf as he himself acts. The necessity to adjust his ac-
tions to other people’s actions makes him a speculator for whom success and
failure depend on his greater or lesser ability to understand the future. Every
action is speculation. There is in the course of human events no stability and
consequently no safety.

5 Numerical Evaluation of Case Probability

Case probability is not open to any kind of numerical evaluation. What is
commonly considered as such exhibits, when more closely scrutinized, a dif-
ferent character.

On the eve of the 1944 presidential election people could have said:
(a) I am ready to bet three dollars against one that Roosevelt will be elected.
(b) I guess that out of the total amount of electors 45 millions will exercise

their franchise, 25 millions of whom will vote for Roosevelt.
(c) I estimate Roosevelt’s chances as 9 to 1.
(d) I am certain that Roosevelt will be elected.
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Statement (d) is obviously inexact. If asked under oath on the witness stand
whether he is as certain about Roosevelt’s future victory as about the fact that
a block of ice will melt when exposed to a temperature of 150 degrees, our man
would have answered no. He would have rectified his statement and would
have declared: I am personally fully convinced that Roosevelt will carry on.
That is my opinion. But, of course, this is not certainty, only the way I under-
stand the conditions involved.

The case of statement (a) is similar. This man believed that he risked very
little when laying such a wager. The relation 3:1 is the outcome of the inter-
play of two factors: the opinion that Roosevelt will be elected and the man’s
propensity for betting.

Statement (b) is an evaluation of the outcome of the impending event. Its
figures refer not to a greater or smaller degree of probability, but to the
expected result of the voting. Such a statement may be based on a systematic
investigation like the Gallup poll or simply on estimates.

It is different with statement (c). This is a proposition about the expected
outcome couched in arithmetical terms. It certainly does not mean that out of
ten cases of the same type nine are favorable for Roosevelt and one unfa-
vorable. It cannot have any reference to class probability. But what else can
it mean?

It is a metaphorical expression. Most of the metaphors used in daily
speech imaginatively identify an abstract object with another object that
can be apprehended directly by the senses. Yet this is not a necessary fea-
ture of metaphorical language, but merely a consequence of the fact that
the concrete is as a rule more familiar to us than the abstract. As
metaphors aim at an explanation of something which is less well known
by comparing it with something better known, they consist for the most
part in identifying something abstract with a better-known concrete. The
specific mark of our case is that it is an attempt to elucidate a compli-
cated state of affairs by resorting to an analogy borrowed from a branch of
higher mathematics, the calculus of probability. As it happens, this math-
ematical discipline is more popular than the analysis of the epistemologi-
cal nature of understanding.

There is no use in applying the yardstick of logic to a critique of
metaphorical language. Analogies and metaphors are always defective and
logically unsatisfactory. It is usual to search for the underlying tertium com-

parationis [(Latin) a basis for comparison]. But even this is not permissi-
ble with regard to the metaphor we are dealing with. For the comparison
is based on a conception which is in itself faulty in the very frame of
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the calculus of probability, namely the gambler’s fallacy. In asserting that Roo-
sevelt’s chances are 9:1, the idea is that Roosevelt is in regard to the impending
election in the position of a man who owns 90 per cent of all tickets of a lot-
tery in regard to the first prize. It is implied that this ratio 9:1 tells us something
substantial about the outcome of the unique case in which we are interested.
There is no need to repeat that this is a mistaken idea.

No less impermissible is the recourse to the calculus of probability in deal-
ing with hypotheses in the field of the natural sciences. Hypotheses are tenta-
tive explanations consciously based on logically insufficient arguments. With
regard to them all that can be asserted is: The hypothesis does or does not con-
tradict either logical principles or the facts as experimentally established and
considered as true. In the first case it is untenable, in the second case it is—
under the present state of our experimental knowledge—not untenable. (The
intensity of personal conviction is purely subjective.) Neither frequency prob-
ability nor historical understanding enters into the matter.

The term hypothesis, applied to definite modes of understanding historical
events, is a misnomer. If a historian asserts that in the fall of the Romanoff dy-
nasty the fact that this house was of German background played a relevant
role, he does not advance a hypothesis. The facts on which his understanding
is founded are beyond question. There was a widespread animosity against
Germans in Russia, and the ruling line of the Romanoffs, having for 200 years
intermarried exclusively with scions of families of German descent, was
viewed by many Russians as a germanized family, even by those who assumed
that Tsar Paul was not the son of Peter III. But the question remains what the
relevance of these facts was in the chain of events which brought about the de-
thronement of this dynasty. Such problems are not open to any elucidation
other than that provided by understanding.

6 Betting, Gambling, and Playing Games

A bet is the engagement to risk money or other things against another man on
the result of an event about the outcome of which we know only so much as
can be known on the ground of understanding. Thus people may bet on the
result of an impending election or a tennis match. Or they may bet on whose
opinion concerning the content of a factual assertion is right and whose is
wrong.

Gambling is the engagement to risk money or other things against
another man on the result of an event about which we do not know
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anything more than is known on the ground of knowledge concerning the
behavior of the whole class.

Sometimes betting and gambling are combined. The outcome of horse rac-
ing depends both on human action—on the part of the owner of the horse,
the trainer, and the jockey—and on nonhuman factors—the qualities of the
horse. Most of those risking money on the turf are simply gamblers. But the ex-
perts believe they know something by understanding the people involved; as
far as this factor influences their decision they are bettors. Furthermore they
pretend to know the horses; they make a prognosis on the ground of their
knowledge about the behavior of the classes of horses to which they assign the
various competing horses. So far they are gamblers.

Later chapters of this book deal with the methods business applies in
handling the problem of the uncertainty of the future. On this point of our
reasoning only one more observation must be made.

Embarking upon games can be either an end or a means. It is an end for
people who yearn for the stimulation and excitement with which the vicissi-
tudes of a game provide them, or whose vanity is flattered by the display of
their skill and superiority in playing a game which requires cunning and ex-
pertness. It is a means for professionals who want to make money by winning.

Playing a game can therefore be called an action. But it is not permissible
to reverse this statement and to call every action a game or to deal with all ac-
tions as if they were games. The immediate aim in playing a game is to defeat
the partner according to the rules of the game. This is a peculiar and special
case of acting. Most actions do not aim at anybody’s defeat or loss. They aim
at an improvement in conditions. It can happen that this improvement is
attained at some other men’s expense. But this is certainly not always the case.
It is, to put it mildly, certainly not the case within the regular operation of a
social system based on the division of labor.

There is not the slightest analogy between playing games and the con-
duct of business within a market society. The card player wins money by out-
smarting his antagonist. The businessman makes money by supplying cus-
tomers with goods they want to acquire. There may exist an analogy between
the strategy of a card player and that of a bluffer. There is no need to investi-
gate this problem. He who interprets the conduct of business as trickery is on
the wrong path.

The characteristic feature of games is the antagonism of two or more
players or groups of players.3 The characteristic feature of business
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within a society, i.e., within an order based on the division of labor, is concord
in the endeavors of its members. As soon as they begin to antagonize one an-
other, a tendency toward social disintegration emerges.

Within the frame of a market economy competition does not involve an-
tagonism in the sense in which this term is applied to the hostile clash of
incompatible interests. Competition, it is true, may sometimes or even often
evoke in the competitors those passions of hatred and malice which usually
accompany the intention of inflicting evil on other people. Psychologists are
therefore prone to confuse combat and competition. But praxeology must
beware of such artificial and misleading equivocations. From its point of view
there exists a fundamental difference between catallactic competition and
combat. Competitors aim at excellence and preeminence in accomplish-
ments within a system of mutual cooperation. The function of competition is
to assign to every member of a social system that position in which he can best
serve the whole of society and all its members. It is a method of selecting the
most able man for each performance. Where there is social cooperation, there
some variety of selection must be applied. Only where the assignment of
various individuals to various tasks is effected by the dictator’s decisions alone
and the individuals concerned do not aid the dictator by endeavors to repre-
sent their own virtues and abilities in the most favorable light, is there no
competition.

We will have to deal at a later stage of our investigations with the
function of competition.4 At this point we must only emphasize that it is
misleading to apply the terminology of mutual extermination to the prob-
lems of mutual cooperation as it works within a society. Military terms
are inappropriate for the description of business operations. It is, e.g., a
bad metaphor to speak of the conquest of a market. There is no con-
quest in the fact that one firm offers better or cheaper products than its
competitors. Only in a metaphorical sense is there strategy in business
operations.

7 Praxeological Prediction

Praxeological knowledge makes it possible to predict with apodictic
certainty the outcome of various modes of action. But, of course,
such prediction can never imply anything regarding quantitative mat-
ters. Quantitative problems are in the field of human action open
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to no other elucidation than that by understanding.
We can predict, as will be shown later, that—other things being equal—a

fall in the demand for a will result in a drop in the price of a. But we cannot
predict the extent of this drop. This question can be answered only by
understanding.

The fundamental deficiency implied in every quantitative approach to eco-
nomic problems consists in the neglect of the fact that there are no constant
relations between what are called economic dimensions. There is neither
constancy nor continuity in the valuations and in the formation of exchange
ratios between various commodities. Every new datum brings about a
reshuffling of the whole price structure. Understanding, by trying to grasp
what is going on in the minds of the men concerned, can approach the prob-
lem of forecasting future conditions. We may call its methods unsatisfactory
and the positivists may arrogantly scorn it. But such arbitrary judgments must
not and cannot obscure the fact that understanding is the only appropriate
method of dealing with the uncertainty of future conditions.
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chapter 7

Action Within the World

1 The Law of Marginal Utility

Action sorts and grades; originally it knows only ordinal numbers, not cardinal
numbers. But the external world to which acting man must adjust his conduct
is a world of quantitative determinateness. In this world there exist quantita-
tive relations between cause and effect. If it were otherwise, if definite things
could render unlimited services, such things would never be scarce and could
not be dealt with as means.

Acting man values things as means for the removal of his uneasiness. From
the point of view of the natural sciences the various events which result in
satisfying human needs appear as very different. Acting man sees in these
events only a more or a less of the same kind. In valuing very different states
of satisfaction and the means for their attainment, man arranges all things in
one scale and sees in them only their relevance for an increase in his own sat-
isfaction. The satisfaction derived from food and that derived from the en-
joyment of a work of art are, in acting man’s judgment, a more urgent or a
less urgent need; valuation and action place them in one scale of what is
more intensively desired and what is less. For acting man there exists pri-
marily nothing but various degrees of relevance and urgency with regard to
his own well-being.

Quantity and quality are categories of the external world. Only indirectly do
they acquire importance and meaning for action. Because every thing can
only produce a limited effect, some things are considered scarce and treated
as means. Because the effects which things are able to produce are different,
acting man distinguishes various classes of things. Because means of the same
quantity and quality are apt always to produce the same quantity of an effect
of the same quality, action does not differentiate between concrete definite
quantities of homogeneous means. But this does not imply that it attaches the
same value to the various portions of a supply of homogeneous means. Each
portion is valued separately. To each portion its own rank in the scale of value
is assigned. But these orders of rank can be ad libitum [(Latin) freely] inter-
changed among the various portions of the same magnitude.
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If acting man has to decide between two or more means of different classes,
he grades the individual portions of each of them. He assigns to each portion
its special rank. In doing so he need not assign to the various portions of the
same means orders of rank which immediately succeed one another.

The assignment of orders of rank through valuation is done only in acting
and through acting. How great the portions are to which a single order of rank
is assigned depends on the individual and unique conditions under which
man acts in every case. Action does not deal with physical or metaphysical
units which it values in an abstract academic way; it is always faced with alter-
natives between which it chooses. The choice must always be made between
definite quantities of means. It is permissible to call the smallest quantity
which can be the object of such a decision a unit. But one must guard oneself
against the error of assuming that the valuation of the sum of such units is de-
rived from the valuation of the units, or that it represents the sum of the valu-
ations attached to these units.

A man owns five units of commodity a and three units of commodity b. He
attaches to the units of a the rank-orders 1, 2, 4, 7, and 8, to the units of b the
rank-orders 3, 5, and 6. This means: If he must choose between two units of a
and two units of b, he will prefer to lose two units of a rather than two units of
b. But if he must choose between three units of a and two units of b, he will
prefer to lose two units of b rather than three units of a. What counts always
and alone in valuing a compound of several units is the utility of this com-
pound as a whole—i.e., the increment in well-being dependent upon it or,
what is the same, the impairment of well-being which its loss must bring
about. There are no arithmetical processes involved, neither adding nor mul-
tiplying; there is a valuation of the utility dependent upon the having of the 
portion, compound, or supply in question.

Utility means in this context simply: causal relevance for the removal of felt
uneasiness. Acting man believes that the services a thing can render are apt to
improve his own well-being, and calls this the utility of the thing concerned.
For praxeology the term utility is tantamount to importance attached to a thing
on account of the belief that it can remove uneasiness. The praxeological no-
tion of utility (subjective use-value in the terminology of the earlier Austrian
economists) must be sharply distinguished from the technological notion of
utility (objective use-value in the terminology of the same economists). Use-
value in the objective sense is the relation between a thing and the effect it has
the capacity to bring about. It is to objective use-value that people refer in em-
ploying such terms as the “heating value” or “heating power” of coal. Subjec-
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tive use-value is not always based on true objective use-value. There are things
to which subjective use-value is attached because people erroneously believe
that they have the power to bring about a desired effect. On the other hand
there are things able to produce a desired effect to which no use-value is at-
tached because people are ignorant of this fact.

Let us look at the state of economic thought which prevailed on the eve of
the elaboration of the modern theory of value by Carl Menger, William Stan-
ley Jevons, and Léon Walras. Whoever wants to construct an elementary the-
ory of value and prices must first think of utility. Nothing indeed is more plau-
sible than to assume that things are valued according to their utility. But then
a difficulty appears which presented to the older economists a problem they
failed to solve. They observed that things whose “utility” is greater are valued
less than other things of smaller utility. Iron is less appreciated than gold. This
fact seems to be incompatible with a theory of value and prices based on the
concepts of utility and use-value. The economists believed that they had to
abandon such a theory and tried to explain the phenomena of value and mar-
ket exchange by other theories.

Only late did the economists discover that the apparent paradox was the
outcome of a vicious formulation of the problem involved. The valuations and
choices that result in the exchange ratios of the market do not decide between
gold and iron. Acting man is not in a position in which he must choose be-
tween all the gold and all the iron. He chooses at a definite time and place un-
der definite conditions between a strictly limited quantity of gold and a strictly
limited quantity of iron. His decision in choosing between 100 ounces of gold
and 100 tons of iron does not depend at all on the decision he would make if
he were in the highly improbable situation of choosing between all the gold
and all the iron. What counts alone for his actual choice is whether under ex-
isting conditions he considers the direct or indirect satisfaction which 100
ounces of gold could give him as greater or smaller than the direct or indirect
satisfaction he could derive from 100 tons of iron. He does not express an aca-
demic or philosophical judgment concerning the “absolute” value of gold and
of iron; he does not determine whether gold or iron is more important for
mankind; he does not perorate as an author of books on the philosophy of his-
tory or on ethical principles. He simply chooses between two satisfactions both
of which he cannot have together.
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To prefer and to set aside and the choices and decisions in which they result
are not acts of measurement. Action does not measure utility or value; it
chooses between alternatives. There is no abstract problem of total utility or
total value.1 There is no ratiocinative operation which could lead from the val-
uation of a definite quantity or number of things to the determination of the
value of a greater or smaller quantity or number. There is no means of calcu-
lating the total value of a supply if only the values of its parts are known. There
is no means of establishing the value of a part of a supply if only the value of
the total supply is known. There are in the sphere of values and valuations no
arithmetical operations; there is no such thing as a calculation of values. The
valuation of the total stock of two things can differ from the valuation of parts
of these stocks. An isolated man owning seven cows and seven horses may
value one horse higher than one cow and may, when faced with the alterna-
tive, prefer to give up one cow rather than one horse. But at the same time the
same man, when faced with the alternative of choosing between his whole
supply of horses and his whole supply of cows, may prefer to keep the cows and
to give up the horses. The concepts of total utility and total value are mean-
ingless if not applied to a situation in which people must choose between total
supplies. The question whether gold as such and iron as such is more useful
and valuable is reasonable only with regard to a situation in which mankind
or an isolated part of mankind must choose between all the gold and all the
iron available.

The judgment of value refers only to the supply with which the concrete
act of choice is concerned. A supply is ex definitione [(Latin) by definition]
always composed of homogeneous parts each of which is capable of render-
ing the same services as, and of being substituted for, any other part. It is
therefore immaterial for the act of choosing which particular part forms its
object. All parts—units—of the available stock are considered as equally
useful and valuable if the problem of giving up one of them is raised. If the
supply decreased by the loss of one unit, acting man must decide anew how
to use the various units of the remaining stock. It is obvious that the smaller
stock cannot render all the services the greater stock could. That employ-
ment of the various units which under this new disposition is no longer pro-
vided for, was in the eyes of acting man the least urgent employment among
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all those for which he had previously assigned the various units of the greater
stock. The satisfaction which he derived from the use of one unit for this em-
ployment was the smallest among the satisfactions which the units of the
greater stock had rendered to him. It is only the value of this marginal satis-
faction on which he must decide if the question of renouncing one unit of the
total stock comes up. When faced with the problem of the value to be attached
to one unit of a homogeneous supply, man decides on the basis of the value of
the least important use he makes of the units of the whole supply; he decides
on the basis of marginal utility.

If a man is faced with the alternative of giving up either one unit of his sup-
ply of a or one unit of his supply of b, he does not compare the total value of
his total stock of a with the total value of his stock of b. He compares the mar-
ginal values both of a and of b. Although he may value the total supply of a
higher than the total supply of b, the marginal value of b may be higher than
the marginal value of a.

The same reasoning holds good for the question of increasing the available
supply of any commodity by the acquisition of an additional definite number
of units.

For the description of these facts economics does not need to employ the
terminology of psychology. Neither does it need to resort to psychological rea-
soning and arguments for proving them. If we say that the acts of choice do
not depend on the value attached to a whole class of wants, but on that
attached to the concrete wants in question irrespective of the class in which
they may be reckoned, we do not add anything to our knowledge and do not
trace it back to some better-known or more general knowledge. This mode of
speaking in terms of classes of wants becomes intelligible only if we remem-
ber the role played in the history of economic thought by the alleged paradox
of value. Carl Menger and Böhm-Bawerk had to make use of the term “class
of wants” in order to refute the objections raised by those who considered
bread as such more valuable than silk because the class “want of nourishment”
is more important than the class “want of luxurious clothing.” 2 Today the
concept “class of wants” is entirely superfluous. It has no meaning for action
and therefore none for the theory of value; it is, moreover, liable to bring
about error and confusion. Construction of concepts and classification
are mental tools; they acquire meaning and sense only in the con-
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text of theories which utilize them.3 It is nonsensical to arrange various wants
into “classes of wants” in order to establish that such a classification is of no
avail whatever for the theory of value.

The law of marginal utility and decreasing marginal value is independent
of Gossen’s law of the saturation of wants (first law of Gossen). In treating
marginal utility we deal neither with sensuous enjoyment nor with saturation
and satiety. We do not transcend the sphere of praxeological reasoning in es-
tablishing the following definition: We call that employment of a unit of a
homogeneous supply which a man makes if his supply is n units, but would
not make if, other things being equal, his supply were only n � 1 units, the
least urgent employment or the marginal employment, and the utility de-
rived from it marginal utility. In order to attain this knowledge we do not
need any physiological or psychological experience, knowledge, or reason-
ing. It follows necessarily from our assumptions that people act (choose) and
that in the first case acting man has n units of a homogeneous supply and in
the second case n � 1 units. Under these conditions no other result is think-
able. Our statement is formal and aprioristic and does not depend on any
experience.

There are only two alternatives. Either there are or there are not interme-
diate stages between the felt uneasiness which impels a man to act and the
state in which there can no longer be any action (be it because the state of per-
fect satisfaction is reached or because man is incapable of any further im-
provement in his conditions). In the second case there could be only one ac-
tion; as soon as this action is consummated, a state would be reached in which
no further action is possible. This is manifestly incompatible with our as-
sumption that there is action; this case no longer implies the general condi-
tions presupposed in the category of action. Only the first case remains. But
then there are various degrees in the asymptotic approach to the state in which
there can no longer be any action. Thus the law of marginal utility is already
implied in the category of action. It is nothing else than the reverse of the state-
ment that what satisfies more is preferred to what gives smaller satisfaction. If
the supply available increases from n � 1 units to n units, the increment can
be employed only for the removal of a want which is less urgent or less painful
than the least urgent or least painful among all those wants which could be
removed by means of the supply n � 1.
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3. Classes are not in the world. It is our mind that classifies the phenomena in order to organize
our knowledge. The question of whether a certain mode of classifying phenomena is conducive
to this end or not is different from the question of whether it is logically permissible or not.
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The law of marginal utility does not refer to objective use-value, but to sub-
jective use-value. It does not deal with the physical or chemical capacity of
things to bring about a definite effect in general, but with their relevance for
the well-being of a man as he himself sees it under the prevailing momentary
state of his affairs. It does not deal primarily with the value of things, but with
the value of the services a man expects to get from them.

If we were to believe that marginal utility is about things and their objective
use-value, we would be forced to assume that marginal utility can as well in-
crease as decrease with an increase in the quantity of units available. It can
happen that the employment of a certain minimum quantity—n units—of a
good a can provide a satisfaction which is deemed more valuable than the
services expected from one unit of a good b. But if the supply of a available
is smaller than n, a can only be employed for another service which is con-
sidered less valuable than that of b. Then an increase in the quantity of a from
n � 1 units to n units results in an increase of the value attached to one unit
of a. The owner of 100 logs may build a cabin which protects him against rain
better than a raincoat. But if fewer than 100 logs are available, he can only use
them for a berth that protects him against the dampness of the soil. As the
owner of 95 logs he would be prepared to forsake the raincoat in order to get
5 logs more. As the owner of 10 logs he would not abandon the raincoat even
for 10 logs. A man whose savings amount to $100 may not be willing to carry
out some work for a remuneration of $200. But if his savings were $2,000 and
he were extremely anxious to acquire an indivisible good which cannot be
bought for less than $2,100, he would be ready to perform this work for $100.
All this is in perfect agreement with the rightly formulated law of marginal
utility according to which value depends on the utility of the services ex-
pected. There is no question of any such thing as a law of increasing marginal
utility.

The law of marginal utility must be confused neither with Bernoulli’s doc-
trine de mensura sortis [(Latin) of measurement] nor with the Weber-Fechner
law. At the bottom of Bernoulli’s contribution were the generally known and
never disputed facts that people are eager to satisfy the more urgent wants be-
fore they satisfy the less urgent, and that a rich man is in a position to provide
better for his wants than a poor man. But the inferences Bernoulli drew from
these truisms are all wrong. He developed a mathematical theory that the in-
crement in gratification diminishes with the increase in a man’s total wealth.
His statement that as a rule it is highly probable that for a man whose income
is 5,000 ducats one ducat means not more than half a ducat for a man
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with an income of 2,500 ducats is merely fanciful. Let us set aside the objection
that there is no means of drawing comparisons other than entirely arbitrary
ones between the valuations of various people. Bernoulli’s method is no less in-
adequate for the valuations of the same individual with various amounts of in-
come. He did not see that all that can be said about the case in question is that
with increasing income every new increment is used for the satisfaction of a
want less urgently felt than the least urgently felt want already satisfied before
this increment took place. He did not see that in valuing, choosing, and acting
there is no measurement and no establishment of equivalence, but grading,
i.e., preferring and putting aside.4 Thus neither Bernoulli nor the mathemati-
cians and economists who adopted his mode of reasoning could succeed in
solving the paradox of value.

The mistakes inherent in the confusion of the Weber-Fechner law of psy-
chophysics and the subjective theory of value have already been attacked by
Max Weber. Max Weber, it is true, was not sufficiently familiar with econom-
ics and was too much under the sway of historicism to get a correct insight into
the fundamentals of economic thought. But ingenious intuition provided him
with a suggestion of a way toward the correct solution. The theory of marginal
utility, he asserts, is “not psychologically substantiated, but rather—if an epis-
temological term is to be applied—pragmatically, i.e., on the employment of
the categories: ends and means.” 5

If a man wants to remove a pathological condition by taking a definite
quantity of a remedy, the intake of a multiple will not bring about a better
effect. The surplus will have either no effect other than the appropriate
dose, the optimum, or it will have detrimental effects. The same is true of
all kinds of satisfactions, although the optimum is often reached only by the
application of a large dose, and the point at which further increments pro-
duce detrimental effects is often far away. This is so because our world is a
world of causality and of quantitative relations between cause and effect.
He who wants to remove the uneasiness caused by living in a room with a
temperature of 35 degrees will aim at heating the room to a temperature
of 65 or 70 degrees. It has nothing to do with the Weber-Fechner law that
he does not aim at a temperature of 180 or 300 degrees. Neither has it
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4. Cf. Daniel Bernoulli, Versuch einer neuen Theorie zur Bestimmung von Glücksfällen, trans. by
Pringsheim (Leipzig, 1896), pp. 27 ff.
5. Cf. Max Weber, Gesammelte Aufsätze zur Wissenschaftslehre (Tübingen, 1922), p. 372; also 
p. 149. The term “pragmatical” as used by Weber is of course liable to bring about confusion. It is
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known the term “praxeology,” he probably would have preferred it.
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anything to do with psychology. All that psychology can do for the explanation
of this fact is to establish as an ultimate given that man as a rule prefers the
preservation of life and health to death and sickness. What counts for praxeol-
ogy is only the fact that acting man chooses between alternatives. That man is
placed at crossroads, that he must and does choose, is—apart from other con-
ditions—due to the fact that he lives in a quantitative world and not in a world
without quantity, which is even unimaginable for the human mind.

The confusion of marginal utility and the Weber-Fechner law originated
from the mistake of looking only at the means for the attainment of satisfac-
tion and not at the satisfaction itself. If the satisfaction had been thought of,
the absurd idea would not have been adopted of explaining the configuration
of the desire for warmth by referring to the decreasing intensity of the sensa-
tion of successive increments in the intensity of the stimuli. That the average
man does not want to raise the temperature of his bedroom to 120 degrees has
no reference whatever to the intensity of the sensation for warmth. That a man
does not heat his room to the same degree as other normal people do and as
he himself would probably do, if he were not more intent upon buying a new
suit or attending the performance of a Beethoven symphony, cannot be ex-
plained by the methods of the natural sciences. Objective and open to a treat-
ment by the methods of the natural sciences are only the problems of objec-
tive use-value; the valuation of objective use-value on the part of acting man
is another thing.

2 The Law of Returns

Quantitative definiteness in the effects brought about by an economic good
means with regard to the goods of the first order (consumers’ goods): a quan-
tity a of cause brings about—either once and for all or piecemeal over a
definite period of time—a quantity a of effect. With regard to the goods of
the higher orders (producers’ goods) it means: a quantity b of cause brings
about a quantity b of effect, provided the complementary cause c con-
tributes the quantity g of effect; only the concerted effects b and g bring
about the quantity p of the good of the first order D. There are in this case
three quantities: b and c of the two complementary goods B and C, and p of
the product D.

With b remaining unchanged, we call that value of c which results in
the highest value of p

⁄c the optimum. If several values of c result in this
highest value of p

⁄c, then we call that the optimum which results
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also in the highest value of p. If the two complementary goods are employed
in the optimal ratio, they both render the highest output; their power to pro-
duce, their objective use-value, is fully utilized; no fraction of them is wasted.
If we deviate from this optimal combination by increasing the quantity of C
without changing the quantity of B, the return will as a rule increase further,
but not in proportion to the increase in the quantity of C. If it is at all possible
to increase the return from p to p1 by increasing the quantity of one of the com-
plementary factors only, namely by substituting cx for c, x being greater than
1, we have at any rate: p1 � p and p1c � pcx. For if it were possible to com-
pensate any decrease in b by a corresponding increase in c in such a way that
p remains unchanged, the physical power of production proper to B would
be unlimited and B would not be considered as scarce and as an economic
good. It would be of no importance for acting man whether the supply of B
available were greater or smaller. Even an infinitesimal quantity of B would be
sufficient for the production of any quantity of D, provided the supply of C is
large enough. On the other hand, an increase in the quantity of B available
could not increase the output of D if the supply of C does not increase. The
total return of the process would be imputed to C; B could not be an economic
good. A thing rendering such unlimited services is, for instance, the knowl-
edge of the causal relation implied. The formula, the recipe that teaches us
how to prepare coffee, provided it is known, renders unlimited services. It does
not lose anything from its capacity to produce however often it is used; its pro-
ductive power is inexhaustible; it is therefore not an economic good. Acting
man is never faced with a situation in which he must choose between the use-
value of a known formula and any other useful thing.

The law of returns asserts that for the combination of economic goods
of the higher orders (factors of production) there exists an optimum. If
one deviates from this optimum by increasing the input of only one of the
factors, the physical output either does not increase at all or at least not
in the ratio of the increased input. This law, as has been demonstrated
above, is implied in the fact that the quantitative definiteness of the effects
brought about by any economic good is a necessary condition of its being
an economic good.

That there is such an optimum of combination is all that the law of returns,
popularly called the law of diminishing returns, teaches. There are many
other questions which it does not answer at all and which can only be solved
a posteriori by experience.

If the effect brought about by one of the complementary factors
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is indivisible, the optimum is the only combination which results in the out-
come aimed at. In order to dye a piece of wool to a definite shade, a definite
quantity of dye is required. A greater or smaller quantity would frustrate the
aim sought. He who has more coloring matter must leave the surplus unused.
He who has a smaller quantity can dye only a part of the piece. The dimin-
ishing return results in this instance in the complete uselessness of the addi-
tional quantity which must not even be employed because it would thwart
the design.

In other instances a certain minimum is required for the production of the
minimum effect. Between this minimum effect and the optimal effect there is
a margin in which increased doses result either in a proportional increase in
effect or in a more than proportional increase in effect. In order to make a ma-
chine turn, a certain minimum of lubricant is needed. Whether an increase
of lubricant above this minimum increases the machine’s performance in
proportion to the increase in the amount applied, or to a greater extent, can
only be ascertained by technological experience.

The law of returns does not answer the following questions: (1) Whether or
not the optimum dose is the only one that is capable of producing the effect
sought. (2) Whether or not there is a rigid limit above which any increase in
the amount of the variable factor is quite useless. (3) Whether the decrease
in output brought about by progressive deviation from the optimum and the
increase in output brought about by progressive approach to the optimum
result in proportional or nonproportional changes in output per unit of the
variable factor. All this must be discerned by experience. But the law of re-
turns itself, i.e., the fact that there must exist such an optimum combination,
is valid a priori.

The Malthusian law of population and the concepts of absolute over-
population and underpopulation and optimum population derived from it
are the application of the law of returns to a special problem. They deal
with changes in the supply of human labor, other factors being equal. Be-
cause people, for political considerations, wanted to reject the Malthusian
law, they fought with passion but with faulty arguments against the law of
returns—which, incidentally, they knew only as the law of diminishing re-
turns of the use of capital and labor on land. Today we no longer need to
pay any attention to these idle remonstrances. The law of returns is not lim-
ited to the use of complementary factors of production on land. The en-
deavors to refute or to demonstrate its validity by historical and experi-
mental investigations of agricultural production are as needless as they are
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vain. He who wants to reject the law would have to explain why people are
ready to pay prices for land. If the law were not valid, a farmer would never
consider expanding the size of his farm. He would be in a position to multiply
indefinitely the return of any piece of soil by multiplying his input of capital
and labor.

People have sometimes believed that, while the law of diminishing returns
is valid in agricultural production, with regard to the processing industries a
law of increasing returns prevails. It took a long time before they realized that
the law of returns refers to all branches of production equally. It is faulty to
contrast agriculture and the processing industries with regard to this law.
What is called—in a very inexpedient, even misleading terminology—the
law of increasing returns is nothing but a reversal of the law of diminishing
returns, an unsatisfactory formulation of the law of returns. If one ap-
proaches the optimum combination by increasing the quantity of one factor
only, the quantity of other factors remaining unchanged, then the returns
per unit of the variable factor increase either in proportion to the increase or
even to a greater extent. A machine may, when operated by 2 workers, pro-
duce p; when operated by 3 workers, 3 p; when operated by 4 workers, 6 p;

when operated by 5 workers, 7 p; when operated by 6 workers, also not more
than 7 p. Then the employment of 4 workers renders the optimum return
per head of the worker, namely 6⁄4 p, while under the other combinations the
returns per head are respectively 1⁄2 p, p, 7⁄5 p and 7⁄6 p. If, instead of 2 work-
ers, 3 or 4 workers are employed, then the returns increase more than in re-
lation to the increase in the number of workers; they do not increase in the
proportion 2:3 :4, but in the proportion 1 :3 :6. We are faced with increasing
returns per head of the worker. But this is nothing else than the reverse of
the law of diminishing returns.

If a plant or enterprise deviates from the optimum combination of the
factors employed, it is less efficient than a plant or enterprise for which the
deviation from the optimum is smaller. Both in agriculture and in the pro-
cessing industries many factors of production are not perfectly divisible. It
is, especially in the processing industries, for the most part easier to attain
the optimum combination by expanding the size of the plant or enterprise
than by restricting it. If the smallest unit of one or of several factors is too
large to allow for its optimal exploitation in a small or medium-size plant
or enterprise, the only way to attain the optimum is by increasing the
outfit’s size. It is these facts that bring about the superiority of big-scale
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production. The full importance of this problem will be shown later in dis-
cussing the issues of cost accounting.

3 Human Labor as a Means

The employment of the physiological functions and manifestations of human
life as a means is called labor. The display of the potentialities of human en-
ergy and vital processes which the man whose life they manifest does not use
for the attainment of external ends different from the mere running of these
processes and from the physiological role they play in the biological consum-
mation of his own vital economy, is not labor; it is simply life. Man works in
using his forces and abilities as a means for the removal of uneasiness and in
substituting purposeful exploitation of his vital energy for the spontaneous and
carefree discharge of his faculties and nerve tensions. Labor is a means, not an
end in itself.

Every individual has only a limited quantity of energy to expend, and
every unit of labor can only bring about a limited effect. Otherwise human
labor would be available in abundance; it would not be scarce and it would
not be considered as a means for the removal of uneasiness and economized
as such.

In a world in which labor is economized only on account of its being avail-
able in a quantity insufficient to attain all ends for which it can be used as a
means, the supply of labor available would be equal to the whole quantity of
labor which all men together are able to expend. In such a world everybody
would be eager to work until he had completely exhausted his momentary ca-
pacity to work. The time which is not required for recreation and restoration
of the capacity to work, used up by previous working, would be entirely de-
voted to work. Every nonutilization of the full capacity to work would be
deemed a loss. Through the performance of more work one would have in-
creased one’s well-being. That a part of the available potential remained un-
used would be appraised as a forfeiture of well-being not compensated by any
corresponding increase in well-being. The very idea of laziness would be un-
known. Nobody would think: I could possibly do this or that; but it is not
worthwhile; it does not pay; I prefer my leisure. Everybody would consider his
whole capacity to work as a supply of factors of production which he would be
anxious to utilize completely. Even a chance of the smallest increase in well-
being would be considered a sufficient incentive to work more if it happened
that at the instant no more profitable use could be made of the quantity of la-
bor concerned.
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In our actual world things are different. The expenditure of labor is deemed
painful. Not to work is considered a state of affairs more satisfactory than work-
ing. Leisure is, other things being equal, preferred to travail. People work only
when they value the return of labor higher than the decrease in satisfaction
brought about by the curtailment of leisure. To work involves disutility.

Psychology and physiology may try to explain this fact. There is no need for
praxeology to investigate whether or not they can succeed in such endeavors.
For praxeology it is a datum that men are eager to enjoy leisure and therefore
look upon their own capacity to bring about effects with feelings different
from those with which they look upon the capacity of material factors of pro-
duction. Man in considering an expenditure of his own labor investigates not
only whether there is no more desirable end for the employment of the quan-
tity of labor in question, but no less whether it would not be more desirable
to abstain from any further expenditure of labor. We can express this fact also
in calling the attainment of leisure an end of purposeful activity, or an eco-
nomic good of the first order. In employing this somewhat sophisticated ter-
minology, we must view leisure as any other economic good from the aspect
of marginal utility. We must conclude that the first unit of leisure satisfies a de-
sire more urgently felt than the second one, the second one a more urgent
desire than the third one, and so on. Reversing this proposition, we get the
statement that the disutility of labor felt by the worker increases in a greater
proportion than the amount of labor expended.

However, it is needless for praxeology to study the question of whether or
not the disutility of labor increases in proportion to the increase in the
quantity of labor performed or to a greater extent. (Whether this problem is
of any importance for physiology and psychology, and whether or not these
sciences can elucidate it, can be left undecided.) At any rate the worker
knocks off work at the point at which he no longer considers the utility of
continuing work as a sufficient compensation for the disutility of the addi-
tional expenditure of labor. In forming this judgment he contrasts, if we dis-
regard the decrease in yield brought about by increasing fatigue, each por-
tion of working time with the same quantity of product as the preceding
portions. But the utility of the units of yield decreases with the progress of
the labor performed and the increase in the total amount of yield produced.
The products of the prior units of working time have provided for the satis-
faction of more important needs than the products of the work performed
later. The satisfaction of these less important needs may not be considered
as a sufficient reward for the further continuation of work, although they
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are compared with the same quantities of physical output.
It is therefore irrelevant for the praxeological treatment of the matter

whether the disutility of labor is proportional to the total expenditure of labor
or whether it increases to a greater extent than the time spent in working. At
any rate, the propensity to expend the still unused portions of the total poten-
tial for work decreases, other things being equal, with the increase in the por-
tions already expended. Whether this decrease in the readiness to work more
proceeds with a more rapid or a less rapid acceleration, is always a question of
economic data, not a question of categorial principles.

The disutility attached to labor explains why in the course of human his-
tory, concomitantly with the progressive increase in the physical productivity
of labor brought about by technological improvement and a more abundant
supply of capital, by and large a tendency toward shortening the hours of
work developed. Among the amenities which civilized man can enjoy in a
more abundant way than his less civilized ancestors there is also the enjoy-
ment of more leisure time. In this sense one can answer the question, often
raised by philosophers and philanthropists, whether or not economic
progress has made men happier. If the productivity of labor were lower than
it is in the present capitalist world, man would be forced either to toil more
or to forsake many amenities. In establishing this fact the economists do not
assert that the only means to attain happiness is to enjoy more material com-
fort, to live in luxury, or to have more leisure. They simply acknowledge the
truth that men are in a position to provide themselves better with what they
consider they need.

The fundamental praxeological insight that men prefer what satisfies them
more to what satisfies them less and that they value things on the basis of their
utility does not need to be corrected or complemented by an additional state-
ment concerning the disutility of labor. These propositions already imply the
statement that labor is preferred to leisure only in so far as the yield of labor is
more urgently desired than the enjoyment of leisure.

The unique position which the factor labor occupies in our world is due to
its nonspecific character. All nature-given primary factors of production—i.e.,
all those natural things and forces that man can use for improving his state of
well-being—have specific powers and virtues. There are ends for whose at-
tainment they are more suitable, ends for which they are less suitable, and
ends for which they are altogether unsuitable. But human labor is both suit-
able and indispensable for the performance of all thinkable processes and
modes of production.

It is, of course, impermissible to deal with human labor as such in

action within the world � 133

07-L3843  12/5/06  11:03 AM  Page 133



general. It is a fundamental mistake not to see that men and their abilities
to work are different. The work a certain individual can perform is more
suitable for some ends, less suitable for other ends, and altogether unsuit-
able for still other ends. It was one of the deficiencies of classical econom-
ics that it did not pay enough attention to this fact and did not take it into
account in the construction of its theory of value, prices, and wage rates.
Men do not economize labor in general, but the particular kinds of labor
available. Wages are not paid for labor expended, but for the achievements
of labor, which differ widely in quality and quantity. The production of
each particular product requires the employment of workers able to per-
form the particular kind of labor concerned. It is absurd to justify the fail-
ure to consider this point by reference to the alleged fact that the main
demand for and supply of labor concerns unskilled common labor which
every healthy man is able to perform, and that skilled labor, the labor of
people with particular inborn faculties and special training, is by and large
an exception. There is no need to investigate whether conditions were such
in a remote past or whether even for primitive tribesmen the inequality of
inborn and acquired capacities for work was the main factor in economiz-
ing labor. In dealing with conditions of civilized peoples it is impermissible
to disregard the differences in the quality of labor performed. Work which
various people are able to perform is different because men are born un-
equal and because the skill and experience they acquire in the course of
their lives differentiate their capacities still more.

In speaking of the nonspecific character of human labor we certainly do
not assert that all human labor is of the same quality. What we want to es-
tablish is rather that the differences in the kind of labor required for the
production of various commodities are greater than the differences in the
inborn capacities of men. (In emphasizing this point we are not dealing
with the creative performances of the genius; the work of the genius is out-
side the orbit of ordinary human action and is like a free gift of destiny
which comes to mankind overnight.6 We furthermore disregard the institu-
tional barriers denying some groups of people access to certain occupations
and the training they require.) The innate inequality of various individuals
does not break up the zoological uniformity and homogeneity of the spe-
cies man to such an extent as to divide the supply of labor into discon-
nected sections. Thus the potential supply of labor available for the per-
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formance of each particular kind of work exceeds the actual demand for such
labor. The supply of every kind of specialized labor could be increased by the
withdrawal of workers from other branches and their training. The quantity of
need satisfaction is in none of the branches of production permanently lim-
ited by a scarcity of people capable of performing special tasks. Only in the
short run can there emerge a dearth of specialists. In the long run it can be
removed by training people who display the innate abilities required.

Labor is the most scarce of all primary means of production because it is
in this restricted sense nonspecific and because every variety of production
requires the expenditure of labor. Thus the scarcity of the other primary
means of production—i.e., the nonhuman means of production supplied by
nature—becomes for acting man a scarcity of those primary material means
of production whose utilization requires the smallest expenditure of labor.7

It is the supply of labor available that determines to what an extent the fac-
tor nature in each of its varieties can be exploited for the satisfaction
of needs.

If the supply of labor which men are able and ready to perform increases,
production increases too. Labor cannot remain unemployed on account of its
being useless for the further improvement of need satisfaction. Isolated self-
sufficient man always has the opportunity of improving his condition by ex-
pending more labor. On the labor market of a market society there are buy-
ers for every supply of labor offered. There can be abundance and superfluity
only in segments of the labor market; it results in pushing labor to other seg-
ments and in an expansion of production in some other provinces of the eco-
nomic system. On the other hand, an increase in the quantity of land avail-
able—other things being equal—could result in an increase in production
only if the additional land is more fertile than the marginal land tilled be-
fore.8 The same is valid with regard to accumulated material equipment for
future production. The serviceableness of capital goods also depends on the
supply of labor available. It would be wasteful to use the capacity of existing
facilities if the labor required could be employed for the satisfaction of more
urgent needs.

Complementary factors of production can only be used to the ex-
tent allowed by the availability of the most scarce among them. Let
us assume that the production of 1 unit of p requires the expenditure
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8. Under free mobility of labor it would be wasteful to improve barren soil if the reclaimed area
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of 7 units of a and of 3 units of b and that neither a nor b can be used for any
production other than that of p. If 49 a and 2,000 b are available, no more than
7 p can be produced. The available supply of a determines the extent of the
use of b. Only a is considered an economic good; only for a are people ready
to pay prices; the full price of p is allowed for 7 units of a. On the other hand
b is not an economic good and no prices are allowed for it. There are quanti-
ties of b which remain unused.

We may try to imagine the conditions within a world in which all material
factors of production are so fully employed that there is no opportunity to em-
ploy all men or to employ all men to the extent that they are ready to work. In
such a world labor is abundant; an increase in the supply of labor cannot add
any increment whatever to the total amount of production. If we assume that
all men have the same capacity and application for work and if we disregard
the disutility of labor, labor in such a world would not be an economic good.
If this world were a socialist commonwealth, an increase in population figures
would be deemed an increase in the number of idle consumers. If it were a
market society, wage rates paid would not be enough to prevent starvation.
Those seeking employment would be ready to go to work for any wages, how-
ever low, even if insufficient for the preservation of their lives. They would be
happy to delay for a while death by starvation.

There is no need to dwell upon the paradoxes of this hypothesis and to dis-
cuss the problems of such a world. Our world is different. Labor is more scarce
than material factors of production. We are not dealing at this point with the
problem of optimum population. We are dealing only with the fact that there
are material factors of production which remain unused because the labor
required is needed for the satisfaction of more urgent needs. In our world
there is no abundance, but a shortage of manpower, and there are unused
material factors of production, i.e., land, mineral deposits, and even plants and
equipment.

This state of affairs could be changed by such an increase in population
figures that all material factors required for the production of the foodstuffs in-
dispensable—in the strict meaning of the word—for the preservation of hu-
man life are fully exploited. But as long as this is not the case, it cannot be
changed by any improvement in technological methods of production. The
substitution of more efficient methods of production for less efficient ones does
not render labor abundant, provided there are still material factors available
whose utilization can increase human well-being. On the contrary, it increases
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output and thereby the quantity of consumers’ goods. “Labor-saving” devices
increase supply. They do not bring about “technological unemployment.” 9

Every product is the result of the employment both of labor and of material
factors. Man economizes both labor and material factors.

Immediately Gratifying Labor and Mediately Gratifying Labor

As a rule labor gratifies the performer only mediately, namely, through the re-
moval of uneasiness which the attainment of the end brings about. The
worker gives up leisure and submits to the disutility of labor in order to enjoy
either the product or what other people are ready to give him for it. The ex-
penditure of labor is for him a means for the attainment of certain ends, a
price paid and a cost incurred.

But there are instances in which the performance of labor gratifies the
worker immediately. He derives immediate satisfaction from the expenditure
of labor. The yield is twofold. It consists on the one hand in the attainment of
the product and on the other hand in the satisfaction that the performance it-
self gives to the worker.

People have misinterpreted this fact grotesquely and have based on this mis-
interpretation fantastic plans for social reforms. One of the main dogmas of so-
cialism is that labor has disutility only within the capitalistic system of pro-
duction, while under socialism it will be pure delight. We may disregard the
effusions of the poor lunatic Charles Fourier. But Marxian “scientific” social-
ism does not differ in this point from the utopians. Some of its foremost cham-
pions, Frederick Engels and Karl Kautsky, expressly declare that a chief effect
of a socialist regime will be to transform labor from a pain into a pleasure.10

The fact is often ignored that those activities which bring about immedi-
ate gratification and are thus direct sources of pleasure and enjoyment, are
essentially different from labor and working. Only a very superficial treat-
ment of the facts concerned can fail to recognize these differences. Paddling
a canoe as it is practiced on Sundays for amusement on the lakes of public
parks can only from the point of view of hydromechanics be likened to the
rowing of boatsmen and galley slaves. When judged as a means for the at-
tainment of ends it is as different as is the humming of an aria by a rambler
from the recital of the same aria by the singer in the opera. The carefree
Sunday paddler and the singing rambler derive immediate gratification from
their activities, but not mediate gratification. What they do is therefore
not labor, not the employment of their physiological functions for the
attainment of ends other than the mere exercise of these functions.
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9. See below, pp. 773–74.
10. Karl Kautsky, Die soziale Revolution (3d ed. Berlin, 1911), II, 16 ff. About Engels see below, 
p. 591.
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It is merely pleasure. It is an end in itself; it is done for its own sake and does
not render any further service. As it is not labor, it is not permissible to call it
immediately gratifying labor.11

Sometimes a superficial observer may believe that labor performed by
other people gives rise to immediate gratification because he himself would
like to engage in a kind of play which apparently imitates the kind of labor
concerned. As children play school, soldiers, and railroad, so adults too
would like to play this and that. They think that the railroad engineer must
enjoy operating and steering his engine as much as they would if they were
permitted to toy with it. On his hurried way to the office the bookkeeper
envies the patrolman who, he thinks, is paid for leisurely strolling around
his beat. But the patrolman envies the bookkeeper who, sitting on a com-
fortable chair in a well-heated room, makes money by some scribbling
which cannot seriously be called labor. Yet the opinions of people who mis-
interpret other people’s work and consider it a mere pastime need not be
taken seriously.

There are, however, also instances of genuine immediately gratifying la-
bor. There are some kinds of labor of which, under special conditions, small
quantities provide immediate gratification. But these quantities are so in-
significant that they do not play any role at all in the complex of human ac-
tion and production for the satisfaction of wants. Our world is characterized
by the phenomenon of the disutility of labor. People trade the disutility-
bringing labor for the products of labor; labor is for them a source of medi-
ate gratification.

As far as a special kind of labor gives a limited amount of pleasure and not
pain, immediate gratification and not disutility of labor, no wages are allowed
for its performance. On the contrary, the performer, the “worker,” must buy
the pleasure and pay for it. Hunting game was and is for many people regular
disutility-creating labor. But there are people for whom it is pure pleasure. In
Europe amateur hunters buy from the owner of the hunting-ground the right
to shoot a definite number of game of a definite type. The purchase of this
right is separated from the price to be paid for the bag. If the two purchases are
linked together, the price by far exceeds the prices that can be obtained on the
market for the bag. A chamois buck still roaming on precipitous rocks has
therefore a higher cash value than later when killed, brought down to the val-
ley, and ready for the utilization of the meat, the skin, and the horns, although
strenuous climbing and some material must be expended for its killing. One
could say that one of the services which a living buck is able to render is to
provide the hunter with the pleasure of killing it.
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11. Rowing seriously practiced as a sport and singing seriously practiced by an amateur are intro-
versive labor. See below, pp. 587– 88.

07-L3843  12/5/06  11:03 AM  Page 138



The Creative Genius

Far above the millions that come and pass away tower the pioneers, the men
whose deeds and ideas cut out new paths for mankind. For the pioneering
genius 12 to create is the essence of life. To live means for him to create.

The activities of these prodigious men cannot be fully subsumed under
the praxeological concept of labor. They are not labor because they are for
the genius not means, but ends in themselves. He lives in creating and in-
venting. For him there is not leisure, only intermissions of temporary steril-
ity and frustration. His incentive is not the desire to bring about a result,
but the act of producing it. The accomplishment gratifies him neither
mediately nor immediately. It does not gratify him mediately because his
fellow men at best are unconcerned about it, more often even greet it with
taunts, sneers, and persecution. Many a genius could have used his gifts to
render his life agreeable and joyful; he did not even consider such a possi-
bility and chose the thorny path without hesitation. The genius wants to
accomplish what he considers his mission, even if he knows that he moves
toward his own disaster.

Neither does the genius derive immediate gratification from his creative
activities. Creating is for him agony and torment, a ceaseless excruciating
struggle against internal and external obstacles; it consumes and crushes him.
The Austrian poet Grillparzer has depicted this in a touching poem “Farewell
to Gastein.” 13 We may assume that in writing it he thought not only of his own
sorrows and tribulations but also of the greater sufferings of a much greater
man, of Beethoven, whose fate resembled his own and whom he understood,
through devoted affection and sympathetic appreciation, better than any other
of his contemporaries. Nietzsche compared himself to the flame that insa-
tiably consumes and destroys itself.14 Such agonies are phenomena which
have nothing in common with the connotations generally attached to the no-
tions of work and labor, production and success, breadwinning and enjoyment
of life.

The achievements of the creative innovator, his thoughts and the-
ories, his poems, paintings, and compositions, cannot be classified
praxeologically as products of labor. They are not the outcome of
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12. Leaders (Führers) are not pioneers. They guide people along the tracks pioneers have
laid. The pioneer clears a road through land hitherto inaccessible and may not care whether or
not anybody wants to go the new way. The leader directs people toward the goal they want to
reach.
13. It seems that there is no English translation of this poem. The book of Douglas Yates (Franz

Grillparzer, a Critical Biography, Oxford, 1946), I, 57, gives a short English résumé of its content.
14. For a translation of Nietzsche’s poem see M. A. Mügge, Friedrich Nietzsche (New York, 1911), p. 275.
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the employment of labor which could have been devoted to the production of
other amenities for the “production” of a masterpiece of philosophy, art, or lit-
erature. Thinkers, poets, and artists are sometimes unfit to accomplish any
other work. At any rate, the time and toil which they devote to creative activi-
ties are not withheld from employment for other purposes. Conditions may
sometimes doom to sterility a man who would have had the power to bring
forth things unheard of; they may leave him no alternative other than to die
from starvation or to use all his forces in the struggle for mere physical survival.
But if the genius succeeds in achieving his goals, nobody but himself pays the
“costs” incurred. Goethe was perhaps in some respects hampered by his func-
tions at the court of Weimar. But certainly he would not have accomplished
more in his official duties as minister of state, theatre manager, and adminis-
trator of mines if he had not written his plays, poems, and novels.

It is, furthermore, impossible to substitute other people’s work for that of the
creators. If Dante and Beethoven had not existed, one would not have been in
a position to produce the Divina Commedia or the Ninth Symphony by as-
signing other men to these tasks. Neither society nor single individuals can
substantially further the genius and his work. The highest intensity of the “de-
mand” and the most peremptory order of the government are ineffectual. The
genius does not deliver to order. Men cannot improve the natural and social
conditions which bring about the creator and his creation. It is impossible to
rear geniuses by eugenics, to train them by schooling, or to organize their ac-
tivities. But, of course, one can organize society in such a way that no room is
left for pioneers and their path-breaking.

The creative accomplishment of the genius is an ultimate fact for praxeol-
ogy. It comes to pass in history as a free gift of destiny. It is by no means the re-
sult of production in the sense in which economics uses this term.

4 Production

Action, if successful, attains the end sought. It produces the product.
Production is not an act of creation; it does not bring about something that

did not exist before. It is a transformation of given elements through arrange-
ment and combination. The producer is not a creator. Man is creative only in
thinking and in the realm of imagination. In the world of external phenomena
he is only a transformer. All that he can accomplish is to combine the means
available in such a way that according to the laws of nature the result aimed at
is bound to emerge.

It was once customary to distinguish between the production of
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tangible goods and the rendering of personal services. The carpenter who
made tables and chairs was called productive; but this epithet was denied to
the doctor whose advice helped the ailing carpenter to recover his capacity to
make tables and chairs. A differentiation was made between the doctor-
carpenter nexus and the carpenter-tailor nexus. The doctor, it was asserted,
does not himself produce; he makes a living from what other people produce,
he is maintained by carpenters and tailors. At a still earlier date the French
Physiocrats contended that all labor was sterile unless it extracted something
from the soil. Only cultivation, fishing and hunting, and the working of mines
and quarries were in their opinion productive. The processing industries did
not add to the value of the material employed anything more than the value
of the things consumed by the workers.

Present-day economists laugh at their predecessors for having made such
untenable distinctions. However, they should rather cast the  beam out of their
own eyes. The way in which many contemporary writers deal with various
problems—for instance, advertising and marketing—is manifestly a relapse
into the crude errors which should have disappeared long ago.

Another widely held opinion finds a difference between the employment of
labor and that of material factors of production. Nature, it is asserted, dis-
penses its gifts gratuitously; but labor must be paid for by submitting to its dis-
utility. In toiling and overcoming the disutility of labor man adds something
to the universe that did not exist before. In this sense labor was called creative.
This too is erroneous. Man’s capacity to work is given in the universe as are the
original and inherent capacities of the land and the animal substances. Nor
does the fact that a part of the potentiality of labor can remain unused differ-
entiate it from the nonhuman factors of production; these too can remain un-
used. The readiness of individuals to overcome the disutility of labor is the out-
come of the fact that they prefer the produce of labor to the satisfaction
derived from more leisure.

Only the human mind that directs action and production is creative. The
mind too appertains to the universe and to nature; it is a part of the given and
existing world. To call the mind creative is not to indulge in any metaphysi-
cal speculations. We call it creative because we are at a loss to trace the
changes brought about by human action farther back than to the point at
which we are faced with the intervention of reason directing human activi-
ties. Production is not something physical, material, and external; it is a spir-
itual and intellectual phenomenon. Its essential requisites are not human la-
bor and external natural forces and things, but the decision of the mind to use
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these factors as means for the attainment of ends. What produces the product
are not toil and trouble in themselves, but the fact that the toiling is guided by
reason. The human mind alone has the power to remove uneasiness.

The materialist metaphysics of the Marxians misconstrues these things en-
tirely. The “productive forces” are not material. Production is a spiritual, in-
tellectual, and ideological phenomenon. It is the method that man, directed
by reason, employs for the best possible removal of uneasiness. What distin-
guishes our conditions from those of our ancestors who lived one thousand or
twenty thousand years ago is not something material, but something spiritual.
The material changes are the outcome of the spiritual changes.

Production is alteration of the given according to the designs of reason.
These designs—the recipes, the formulas, the ideologies—are the primary
thing; they transform the original factors—both human and nonhuman—
into means. Man produces by dint of his reason; he chooses ends and employs
means for their attainment. The popular saying according to which econom-
ics deals with the material conditions of human life is entirely mistaken. Hu-
man action is a manifestation of the mind. In this sense praxeology can be
called a moral science (Geisteswissenschaft).

Of course, we do not know what mind is, just as we do not know what mo-
tion, life, electricity are. Mind is simply the word to signify the unknown fac-
tor that has enabled men to achieve all that they have accomplished: the the-
ories and the poems, the cathedrals and the symphonies, the motorcars and
the airplanes.
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part 2

Action Within the 
Framework of Society
chapter 8

Human Society

1 Human Cooperation

Society is concerted action, cooperation.
Society is the outcome of conscious and purposeful behavior. This does not

mean that individuals have concluded contracts by virtue of which they have
founded human society. The actions which have brought about social cooper-
ation and daily bring it about anew do not aim at anything else than coopera-
tion and coadjuvancy with others for the attainment of definite singular ends.
The total complex of the mutual relations created by such concerted actions is
called society. It substitutes collaboration for the—at least conceivable—
isolated life of individuals. Society is division of labor and combination of labor.
In his capacity as an acting animal man becomes a social animal.

Individual man is born into a socially organized environment. In this sense
alone we may accept the saying that society is—logically or historically—an-
tecedent to the individual. In every other sense this dictum is either empty or
nonsensical. The individual lives and acts within society. But society is noth-
ing but the combination of individuals for cooperative effort. It exists nowhere
else than in the actions of individual men. It is a delusion to search for it out-
side the actions of individuals. To speak of a society’s autonomous and inde-
pendent existence, of its life, its soul, and its actions is a metaphor which can
easily lead to crass errors.

The questions whether society or the individual is to be considered as the
ultimate end, and whether the interests of society should be subordinated to
those of the individuals or the interests of the individuals to those of society
are fruitless. Action is always action of individual men. The social or socie-
tal element is a certain orientation of the actions of individual men. The
category end makes sense only when applied to action. Theology and the
metaphysics of history may discuss the ends of society and the designs which
God wants to realize with regard to society in the same way in which they
discuss the purpose of all other parts of the created universe. For science,
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which is inseparable from reason, a tool manifestly unfit for the treatment of
such problems, it would be hopeless to embark upon speculations concerning
these matters.

Within the frame of social cooperation there can emerge between members
of society feelings of sympathy and friendship and a sense of belonging to-
gether. These feelings are the source of man’s most delightful and most sub-
lime experiences. They are the most precious adornment of life; they lift the
animal species man to the heights of a really human existence. However, they
are not, as some have asserted, the agents that have brought about social rela-
tionships. They are fruits of social cooperation, they thrive only within its
frame; they did not precede the establishment of social relations and are not
the seed from which they spring.

The fundamental facts that brought about cooperation, society, and civi-
lization and transformed the animal man into a human being are the facts
that work performed under the division of labor is more productive than iso-
lated work and that man’s reason is capable of recognizing this truth. But for
these facts men would have forever remained deadly foes of one another, ir-
reconcilable rivals in their endeavors to secure a portion of the scarce supply
of means of sustenance provided by nature. Each man would have been
forced to view all other men as his enemies; his craving for the satisfaction of
his own appetites would have brought him into an implacable conflict with
all his neighbors. No sympathy could possibly develop under such a state
of affairs.

Some sociologists have asserted that the original and elementary subjective
fact in society is a “consciousness of kind.”1 Others maintain that there would
be no social systems if there were no “sense of community or of belonging to-
gether.” 2 One may agree, provided that these somewhat vague and ambiguous
terms are correctly interpreted. We may call consciousness of kind, sense of
community, or sense of belonging together the acknowledgment of the fact
that all other human beings are potential collaborators in the struggle for sur-
vival because they are capable of recognizing the mutual benefits of coopera-
tion, while the animals lack this faculty. However, we must not forget that the
primary facts that bring about such consciousness or such a sense are the two
mentioned above. In a hypothetical world in which the division of labor
would not increase productivity, there would not be any society. There would
not be any sentiments of benevolence and good will.
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The principle of the division of labor is one of the great basic principles of
cosmic becoming and evolutionary change. The biologists were right in bor-
rowing the concept of the division of labor from social philosophy and in
adapting it to their field of investigation. There is division of labor between
the various parts of any living organism. There are, furthermore, organic en-
tities composed of collaborating animal individuals; it is customary to call
metaphorically such aggregations of the ants and bees “animal societies.” But
one must never forget that the characteristic feature of human society is pur-
poseful cooperation; society is an outcome of human action, i.e., of a con-
scious aiming at the attainment of ends. No such element is present, as far
as we can ascertain, in the processes which have resulted in the emergence
of the structure-function systems of plant and animal bodies and in the
operation of the societies of ants, bees, and hornets. Human society is an
intellectual and spiritual phenomenon. It is the outcome of a purposeful
utilization of a universal law determining cosmic becoming, viz., the higher
productivity of the division of labor. As with every instance of action, the
recognition of the laws of nature is put into the service of man’s efforts to
improve his conditions.

2 A Critique of the Holistic and 
Metaphysical View of Society

According to the doctrines of universalism, conceptual realism, holism, col-
lectivism, and some representatives of Gestaltpsychologie, society is an en-
tity living its own life, independent of and separate from the lives of the
various individuals, acting on its own behalf and aiming at its own ends
which are different from the ends sought by the individuals. Then, of
course, an antagonism between the aims of society and those of its mem-
bers can emerge. In order to safeguard the flowering and further devel-
opment of society it becomes necessary to master the selfishness of the
individuals and to compel them to sacrifice their egoistic designs to the
benefit of society. At this point all these holistic doctrines are bound to
abandon the secular methods of human science and logical reasoning and
to shift to theological or metaphysical professions of faith. They must
assume that Providence, through its prophets, apostles, and charismatic
leaders, forces men who are constitutionally wicked, i.e., prone to pursue
their own ends, to walk in the ways of righteousness which the Lord or
Weltgeist or history wants them to walk.

This is the philosophy which has characterized from time im-
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memorial the creeds of primitive tribes. It has been an element in all religious
teachings. Man is bound to comply with the law issued by a superhuman
power and to obey the authorities which this power has entrusted with the en-
forcement of the law. The order created by this law, human society, is conse-
quently the work of the Deity and not of man. If the Lord had not interfered
and had not given enlightenment to erring mankind, society would not have
come into existence. It is true that social cooperation is a blessing for man; it
is true that man could work his way up from barbarism and the moral and
material distress of his primitive state only within the framework of society.
However, if left alone he would never have seen the road to his own salvation.
For adjustment to the requirements of social cooperation and subordination
to the precepts of the moral law put heavy restraints upon him. From the point 
of view of his wretched intellect he would deem the abandonment of some
expected advantage an evil and a privation. He would fail to recognize the
incomparably greater, but later, advantages which renunciation of present
and visible pleasures will procure. But for supernatural revelation he would
never have learned what destiny wants him to do for his own good and that of
his offspring.

The scientific theory as developed by the social philosophy of eighteenth-
century rationalism and liberalism and by modern economics does not re-
sort to any miraculous interference of superhuman powers. Every step by
which an individual substitutes concerted action for isolated action results in
an immediate and recognizable improvement in his conditions. The advan-
tages derived from peaceful cooperation and division of labor are universal.
They immediately benefit every generation, and not only later descendants.
For what the individual must sacrifice for the sake of society he is amply
compensated by greater advantages. His sacrifice is only apparent and tem-
porary; he foregoes a smaller gain in order to reap a greater one later. No rea-
sonable being can fail to see this obvious fact. When social cooperation is
intensified by enlarging the field in which there is division of labor or when
legal protection and the safeguarding of peace are strengthened, the incen-
tive is the desire of all those concerned to improve their own conditions. In
striving after his own—rightly understood—interests the individual works
toward an intensification of social cooperation and peaceful intercourse. So-
ciety is a product of human action, i.e., the human urge to remove uneasi-
ness as far as possible. In order to explain its becoming and its evolution it
is not necessary to have recourse to a doctrine, certainly offensive to a truly
religious mind, according to which the original creation was so defec-
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tive that reiterated superhuman intervention is needed to prevent its failure.
The historical role of the theory of the division of labor as elaborated by Brit-

ish political economy from Hume to Ricardo consisted in the complete dem-
olition of all metaphysical doctrines concerning the origin and the operation
of social cooperation. It consummated the spiritual, moral and intellectual
emancipation of mankind inaugurated by the philosophy of Epicureanism. It
substituted an autonomous rational morality for the heteronomous and intu-
itionist ethics of older days. Law and legality, the moral code and social insti-
tutions are no longer revered as unfathomable decrees of Heaven. They are of
human origin, and the only yardstick that must be applied to them is that of
expediency with regard to human welfare. The utilitarian economist does not
say: Fiat justitia, pereat mundus [(Latin) Let justice be done, (though) the
world be destroyed]. He says: Fiat justitia, ne pereat mundus [(Latin) Let jus-
tice be done, (so) the world not be destroyed]. He does not ask a man to re-
nounce his well-being for the benefit of society. He advises him to recognize
what his rightly understood interests are. In his eyes God’s magnificence does
not manifest itself in busy interference with sundry affairs of princes and politi-
cians, but in endowing his creatures with reason and the urge toward the pur-
suit of happiness.3

The essential problem of all varieties of universalistic, collectivistic, and
holistic social philosophy is: By what mark do I recognize the true law, the
authentic apostle of God’s word, and the legitimate authority. For many
claim that Providence has sent them, and each of these prophets preaches
another gospel. For the faithful believer there cannot be any doubt; he is
fully confident that he has espoused the only true doctrine. But it is precisely
the firmness of such beliefs that renders the antagonisms irreconcilable. Each
party is prepared to make its own tenets prevail. But as logical argumentation
cannot decide between various dissenting creeds, there is no means left
for the settlement of such disputes other than armed conflict. The non-
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3. Many economists, among them Adam Smith and Bastiat, believed in God. Hence they ad-
mired in the facts they had discovered the providential care of “the great Director of Nature.”
Atheist critics blame them for this attitude. However, these critics fail to realize that to sneer at the
references to the “invisible hand” does not invalidate the essential teachings of the rationalist and
utilitarian social philosophy. One must comprehend that the alternative is this: Either association
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rationalist, nonutilitarian, and nonliberal social doctrines must beget
wars and civil wars until one of the adversaries is annihilated or subdued.
The history of the world’s great religions is a record of battles and wars, as
is the history of the present-day counterfeit religions, socialism, statolatry,
and nationalism.

Intolerance and propaganda by the executioner’s or the soldier’s sword are
inherent in any system of heteronomous ethics. The laws of God or Destiny
claim universal validity, and to the authorities which they declare legitimate
all men by rights owe obedience. As long as the prestige of heteronomous
codes of morality and of their philosophical corollary, conceptual realism,
was intact, there could not be any question of tolerance or of lasting peace.
When fighting ceased, it was only to gather new strength for further battling.
The idea of tolerance with regard to other people’s dissenting views could
take root only when the liberal doctrines had broken the spell of univer-
salism. In the light of the utilitarian philosophy, society and state no longer
appear as institutions for the maintenance of a world order that for consider-
ations hidden to the human mind pleases the Deity although it manifestly
hurts the secular interests of many or even of the immense majority of those
living today. Society and state are on the contrary the primary means for all
people to attain the ends they aim at of their own accord. They are created
by human effort and their maintenance and most suitable organization are
tasks not essentially different from all other concerns of human action. The
supporters of a heteronomous morality and of the collectivistic doctrine can-
not hope to demonstrate by ratiocination the correctness of their specific
variety of ethical principles and the superiority and exclusive legitimacy of
their particular social ideal. They are forced to ask people to accept credu-
lously their ideological system and to surrender to the authority they consider
the right one; they are intent upon silencing dissenters or upon beating them
into submission.

Of course, there will always be individuals and groups of individuals
whose intellect is so narrow that they cannot grasp the benefits which social
cooperation brings them. There are others whose moral strength and will
power are so weak that they cannot resist the temptation to strive for an
ephemeral advantage by actions detrimental to the smooth functioning of
the social system. For the adjustment of the individual to the requirements
of social cooperation demands sacrifices. These are, it is true, only tempo-
rary and apparent sacrifices as they are more than compensated for by the
incomparably greater advantages which living within society provides. How-
ever, at the instant, in the very act of renouncing an expected enjoyment,
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they are painful, and it is not for everybody to realize their later benefits and
to behave accordingly. Anarchism believes that education could make all
people comprehend what their own interests require them to do; rightly in-
structed they would of their own accord always comply with the rules of con-
duct indispensable for the preservation of society. The anarchists contend that
a social order in which nobody enjoys privileges at the expense of his fellow-
citizens could exist without any compulsion and coercion for the prevention
of action detrimental to society. Such an ideal society could do without state
and government, i.e., without a police force, the social apparatus of coercion
and compulsion.

The anarchists overlook the undeniable fact that some people are either too
narrow-minded or too weak to adjust themselves spontaneously to the condi-
tions of social life. Even if we admit that every sane adult is endowed with the
faculty of realizing the good of social cooperation and of acting accordingly,
there still remains the problem of the infants, the aged, and the insane. We
may agree that he who acts antisocially should be considered mentally sick
and in need of care. But as long as not all are cured, and as long as there are
infants and the senile, some provision must be taken lest they jeopardize soci-
ety. An anarchistic society would be exposed to the mercy of every individual.
Society cannot exist if the majority is not ready to hinder, by the application
or threat of violent action, minorities from destroying the social order. This
power is vested in the state or government.

State or government is the social apparatus of compulsion and coercion. It
has the monopoly of violent action. No individual is free to use violence or the
threat of violence if the government has not accorded this right to him. The
state is essentially an institution for the preservation of peaceful interhuman
relations. However, for the preservation of peace it must be prepared to crush
the onslaughts of peace-breakers.

Liberal social doctrine, based on the teachings of utilitarian ethics and
economics, sees the problem of the relation between the government and
those ruled from a different angle than universalism and collectivism. Liber-
alism realizes that the rulers, who are always a minority, cannot lastingly re-
main in office if not supported by the consent of the majority of those ruled.
Whatever the system of government may be, the foundation upon which it
is built and rests is always the opinion of those ruled that to obey and to be
loyal to this government better serves their own interests than insurrection
and the establishment of another regime. The majority has the power to
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do away with an unpopular government and uses this power whenever it
becomes convinced that its own welfare requires it. In the long run there is
no such thing as an unpopular government. Civil war and revolution are
the means by which the discontented majorities overthrow rulers and meth-
ods of government which do not suit them. For the sake of domestic peace
liberalism aims at democratic government. Democracy is therefore not a
revolutionary institution. On the contrary, it is the very means of preventing
revolutions and civil wars. It provides a method for the peaceful adjustment
of government to the will of the majority. When the men in office and their
policies no longer please the majority of the nation, they will—in the next
election—be eliminated and replaced by other men espousing different
policies.

The principle of majority rule or government by the people as recom-
mended by liberalism does not aim at the supremacy of the mean, of the low-
bred, of the domestic barbarians. The liberals too believe that a nation
should be ruled by those best fitted for this task. But they believe that a man’s
ability to rule proves itself better by convincing his fellow-citizens than by us-
ing force upon them. There is, of course, no guarantee that the voters will
entrust office to the most competent candidate. But no other system could of-
fer such a guarantee. If the majority of the nation is committed to unsound
principles and prefers unworthy office-seekers, there is no remedy other than
to try to change their mind by expounding more reasonable principles and
recommending better men. A minority will never win lasting success by
other means.

Universalism and collectivism cannot accept this democratic solution of
the problem of government. In their opinion the individual in complying
with the ethical code does not directly further his earthly concerns but, on
the contrary, foregoes the attainment of his own ends for the benefit of the
designs of the Deity or of the collective whole. Moreover reason alone is not
capable of conceiving the supremacy of the absolute values and the uncon-
ditional validity of the sacred law and of interpreting correctly the canons
and commandments. Hence it is in their eyes a hopeless task to try to con-
vince the majority through persuasion and to lead them to righteousness by
amicable admonition. Those blessed by heavenly inspiration, to whom their
charisma has conveyed illumination, have the duty to propagate the gospel
to the docile and to resort to violence against the intractable. The charis-
matic leader is the Deity’s vicar, the mandatory of the collective whole,
the tool of history. He is infallible and always right. His orders are the
supreme norm.
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Universalism and collectivism are by necessity systems of theocratic gov-
ernment. The common characteristic of all their varieties is that they postu-
late the existence of a superhuman entity which the individuals are bound to
obey. What differentiates them from one another is only the appellation they
give to this entity and the content of the laws they proclaim in its name. The
dictatorial rule of a minority cannot find any legitimation other than the ap-
peal to an alleged mandate obtained from a superhuman absolute authority.
It does not matter whether the autocrat bases his claims on the divine rights of
anointed kings or on the historical mission of the vanguard of the proletariat
or whether the supreme being is called Geist (Hegel) or Humanité (Auguste
Comte). The terms society and state as they are used by the contemporary ad-
vocates of socialism, planning, and social control of all the activities of indi-
viduals signify a deity. The priests of this new creed ascribe to their idol all
those attributes which the theologians ascribe to God—omnipotence, omnis-
cience, infinite goodness, and so on.

If one assumes that there exists above and beyond the individual’s actions
an imperishable entity aiming at its own ends, different from those of mortal
men, one has already constructed the concept of a superhuman being. Then
one cannot evade the question whose ends take precedence whenever an an-
tagonism arises, those of the state or society or those of the individual. The
answer to this question is already implied in the very concept of state or so-
ciety as conceived by collectivism and universalism. If one postulates the ex-
istence of an entity which ex definitione is higher, nobler, and better than the
individuals, then there cannot be any doubt that the aims of this eminent be-
ing must tower above those of the wretched individuals. (It is true that some
lovers of paradox—for instance, Max Stirner4—took pleasure in turning the
matter upside down and for all that asserted the precedence of the individ-
ual.) If society or state is an entity endowed with volition and intention and
all the other qualities attributed to it by the collectivist doctrine, then it is
simply nonsensical to set the shabby individual’s trivial aims against its lofty
designs.

The quasi-theological character of all collectivist doctrines becomes
manifest in their mutual conflicts. A collectivist doctrine does not as-
sert the superiority of a collective whole in abstracto; it always pro-
claims the eminence of a definite collectivist idol, and either flatly
denies the existence of other such idols or relegates them to a sub-
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ordinate and ancillary position with regard to its own idol. The worshipers of
the state proclaim the excellence of a definite state, i.e., their own; the na-
tionalists, the excellence of their own nation. If dissenters challenge their par-
ticular program by heralding the superiority of another collectivist idol, they
resort to no objection other than to declare again and again: We are right be-
cause an inner voice tells us that we are right and you are wrong. The conflicts
of antagonistic collectivist creeds and sects cannot be decided by ratiocina-
tion; they must be decided by arms. The alternatives to the liberal and demo-
cratic principle of majority rule are the militarist principles of armed conflict
and dictatorial oppression.

All varieties of collectivist creeds are united in their implacable hostility to
the fundamental political institutions of the liberal system: majority rule, tol-
erance of dissenting views, freedom of thought, speech, and the press, equal-
ity of all men under the law. This collaboration of collectivist creeds in their
attempts to destroy freedom has brought about the mistaken belief that the
issue in present-day political antagonisms is individualism versus collec-
tivism. In fact it is a struggle between individualism on the one hand and a
multitude of collectivist sects on the other hand whose mutual hatred and
hostility is no less ferocious than their abomination of the liberal system. It
is not a uniform Marxian sect that attacks capitalism, but a host of Marxian
groups. These groups—for instance, Stalinists, Trotskyists, Mensheviks, sup-
porters of the Second International, and so on—fight one another with the
utmost brutality and inhumanity. And then there are again many other non-
Marxian sects which apply the same atrocious methods in their mutual
struggles. A substitution of collectivism for liberalism would result in endless
bloody fighting.

The customary terminology misrepresents these things entirely. The
philosophy commonly called individualism is a philosophy of social co-
operation and the progressive intensification of the social nexus. On the
other hand the application of the basic ideas of collectivism cannot result
in anything but social disintegration and the perpetuation of armed
conflict. It is true that every variety of collectivism promises eternal peace
starting with the day of its own decisive victory and the final overthrow
and extermination of all other ideologies and their supporters. However,
the realization of these plans is conditioned upon a radical transforma-
tion in mankind. Men must be divided into two classes: the omnipotent
godlike dictator on the one hand and the masses which must surrender
volition and reasoning in order to become mere chessmen in the plans
of the dictator. The masses must be dehumanized in order to make one
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man their godlike master. Thinking and acting, the foremost characteristics of
man as man, would become the privilege of one man only. There is no need
to point out that such designs are unrealizable. The chiliastic empires of dic-
tators are doomed to failure; they have never lasted longer than a few years. We
have just witnessed the breakdown of several of such “millennial” orders.
Those remaining will hardly fare better.

The modern revival of the idea of collectivism, the main cause of all the
agonies and disasters of our day, has succeeded so thoroughly that it has
brought into oblivion the essential ideas of liberal social philosophy. Today
even many of those favoring democratic institutions ignore these ideas. The
arguments they bring forward for the justification of freedom and democ-
racy are tainted with collectivist errors; their doctrines are rather a distor-
tion than an endorsement of true liberalism. In their eyes majorities are al-
ways right simply because they have the power to crush any opposition;
majority rule is the dictatorial rule of the most numerous party, and the rul-
ing majority is not bound to restrain itself in the exercise of its power and
in the conduct of political affairs. As soon as a faction has succeeded in
winning the support of the majority of citizens and thereby attained control
of the government machine, it is free to deny to the minority all those dem-
ocratic rights by means of which it itself has previously carried on its own
struggle for supremacy.

This pseudo-liberalism is, of course, the very antithesis of the liberal
doctrine. The liberals do not maintain that majorities are godlike and in-
fallible; they do not contend that the mere fact that a policy is advocated
by the many is a proof of its merits for the common weal. They do not
recommend the dictatorship of the majority and the violent oppression of
dissenting minorities. Liberalism aims at a political constitution which
safeguards the smooth working of social cooperation and the progressive
intensification of mutual social relations. Its main objective is the avoidance
of violent conflicts, of wars and revolutions that must disintegrate the social
collaboration of men and throw people back into the primitive conditions
of barbarism where all tribes and political bodies endlessly fought one
another. Because the division of labor requires undisturbed peace, liberal-
ism aims at the establishment of a system of government that is likely to
preserve peace, viz., democracy.

Praxeology and Liberalism

Liberalism, in its nineteenth-century sense, is a political doctrine. It is
not a theory, but an application of the theories developed by praxeol-
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ogy and especially by economics to definite problems of human action within
society.

As a political doctrine liberalism is not neutral with regard to values and the
ultimate ends sought by action. It assumes that all men or at least the major-
ity of people are intent upon attaining certain goals. It gives them information
about the means suitable to the realization of their plans. The champions of
liberal doctrines are fully aware of the fact that their teachings are valid only
for people who are committed to these valuational principles.

While praxeology, and therefore economics too, uses the terms happiness
and removal of uneasiness in a purely formal sense, liberalism attaches to
them a concrete meaning. It presupposes that people prefer life to death,
health to sickness, nourishment to starvation, abundance to poverty. It teaches
man how to act in accordance with these valuations.

It is customary to call these concerns materialistic and to charge liberalism
with an alleged crude materialism and a neglect of the “higher” and “nobler”
pursuits of mankind. Man does not live by bread alone, say the critics, and they
disparage the meanness and despicable baseness of the utilitarian philosophy.
However, these passionate diatribes are wrong because they badly distort the
teachings of liberalism.

First: The liberals do not assert that men ought to strive after the goals
mentioned above. What they maintain is that the immense majority prefer a
life of health and abundance to misery, starvation, and death. The correct-
ness of this statement cannot be challenged. It is proved by the fact that all
antiliberal doctrines—the theocratic tenets of the various religious, statist,
nationalist, and socialist parties—adopt the same attitude with regard to
these issues. They all promise their followers a life of plenty. They have never
ventured to tell people that the realization of their program will impair their
material well-being. They insist—on the contrary—that while the realiza-
tion of the plans of their rival parties will result in indigence for the major-
ity, they themselves want to provide their supporters with abundance. The
Christian parties are no less eager in promising the masses a higher standard
of living than the nationalists and the socialists. Present-day churches often
speak more about raising wage rates and farm incomes than about the dog-
mas of the Christian doctrine.

Secondly: The liberals do not disdain the intellectual and spiritual
aspirations of man. On the contrary. They are prompted by a pas-
sionate ardor for intellectual and moral perfection, for wisdom and for
aesthetic excellence. But their view of these high and noble things is
far from the crude representations of their adversaries. They do not
share the naïve opinion that any system of social organization can di-
rectly succeed in encouraging philosophical or scientific thinking,
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in producing masterpieces of art and literature and in rendering the masses
more enlightened. They realize that all that society can achieve in these fields
is to provide an environment which does not put insurmountable obstacles in
the way of the genius and makes the common man free enough from material
concerns to become interested in things other than mere breadwinning. In
their opinion the foremost social means of making man more human is to
fight poverty. Wisdom and science and the arts thrive better in a world of
affluence than among needy peoples.

It is a distortion of facts to blame the age of liberalism for an alleged mate-
rialism. The nineteenth century was not only a century of unprecedented im-
provement in technical methods of production and in the material well-being
of the masses. It did much more than extend the average length of human life.
Its scientific and artistic accomplishments are imperishable. It was an age of
immortal musicians, writers, poets, painters, and sculptors; it revolutionized
philosophy, economics, mathematics, physics, chemistry, and biology. And,
for the first time in history, it made the great works and the great thoughts
accessible to the common man.

Liberalism and Religion

Liberalism is based upon a purely rational and scientific theory of social co-
operation. The policies it recommends are the application of a system of
knowledge which does not refer in any way to sentiments, intuitive creeds for
which no logically sufficient proof can be provided, mystical experiences, and
the personal awareness of superhuman phenomena. In this sense the often
misunderstood and erroneously interpreted epithets atheistic and agnostic can
be attributed to it. It would, however, be a serious mistake to conclude that the
sciences of human action and the policy derived from their teachings, liber-
alism, are antitheistic and hostile to religion. They are radically opposed to all
systems of theocracy. But they are entirely neutral with regard to religious be-
liefs which do not pretend to interfere with the conduct of social, political, and
economic affairs.

Theocracy is a social system which lays claim to a superhuman title for
its legitimation. The fundamental law of a theocratic regime is an insight
not open to examination by reason and to demonstration by logical meth-
ods. Its ultimate standard is intuition providing the mind with subjective
certainty about things which cannot be conceived by reason and ratiocina-
tion. If this intuition refers to one of the traditional systems of teaching con-
cerning the existence of a Divine Creator and Ruler of the universe, we call
it a religious belief. If it refers to another system we call it a metaphysical
belief. Thus a system of theocratic government need not be founded on
one of the great historical religions of the world. It may be the outcome of
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metaphysical tenets which reject all traditional churches and denominations
and take pride in emphasizing their antitheistic and antimetaphysical charac-
ter. In our time the most powerful theocratic parties are opposed to Chris-
tianity and to all other religions which evolved from Jewish monotheism.
What characterizes them as theocratic is their craving to organize the earthly
affairs of mankind according to the contents of a complex of ideas whose va-
lidity cannot be demonstrated by reasoning. They pretend that their leaders
are blessed by a knowledge inaccessible to the rest of mankind and contrary to
the ideas maintained by those to whom the charisma is denied. The charis-
matic leaders have been entrusted by a mystical higher power with the office
of managing the affairs of erring mankind. They alone are enlightened; all
other people are either blind and deaf or malefactors.

It is a fact that many varieties of the great historical religions were affected
by theocratic tendencies. Their apostles were inspired by a craving for power
and the oppression and annihilation of all dissenting groups. However, we
must not confuse the two things, religion and theocracy.

William James calls religious “the feelings, acts and experiences of indi-
vidual men in their solitude, so far as they apprehend themselves to stand
in relation to whatever they may consider the divine.” 5 He enumerates the
following beliefs as the characteristics of the religious life: That the visible
world is part of a more spiritual universe from which it draws its chief
significance; that union or harmonious relation with that higher universe is
our true end; that prayer or inner communion with the spirit thereof—be
that spirit “God” or “law”—is a process wherein work is really done, and
spiritual energy flows in and produces effects, psychological or material,
within the phenomenal world. Religion, James goes on to say, also includes
the following psychological characteristics: A new zest which adds itself
like a gift to life, and takes the form either of lyrical enchantment or of
appeal to earnestness and heroism, and furthermore an assurance of safety
and a temper of peace, and, in relation to others, a preponderance of loving
affection.6

This characterization of mankind’s religious experience and feelings
does not make any reference to the arrangement of social cooperation.
Religion, as James sees it, is a purely personal and individual relation
between man and a holy, mysterious, and awe-inspiring divine Reality.
It enjoins upon man a certain mode of individual conduct. But it does
not assert anything with regard to the problems of social organization.
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St. Francis d’Assisi, the greatest religious genius of the West, did not concern
himself with politics and economics. He wanted to teach his disciples how to
live piously; he did not draft a plan for the organization of production and did
not urge his followers to resort to violence against dissenters. He is not
responsible for the interpretation of his teachings by the order he founded.

Liberalism puts no obstacles in the way of a man eager to adjust his personal
conduct and his private affairs according to the mode in which he individually
or his church or denomination interprets the teachings of the Gospels. But it
is radically opposed to all endeavors to silence the rational discussion of prob-
lems of social welfare by an appeal to religious intuition and revelation. It does
not enjoin divorce or the practice of birth control upon anybody. But it fights
those who want to prevent other people from freely discussing the pros and
cons of these matters.

In the liberal opinion the aim of the moral law is to impel individuals to ad-
just their conduct to the requirements of life in society, to abstain from all acts
detrimental to the preservation of peaceful social cooperation and to the
improvement of interhuman relations. Liberals welcome the support which
religious teachings may give to those moral precepts of which they themselves
approve, but they are opposed to all those norms which are bound to bring
about social disintegration from whatever source they may stem.

It is a distortion of fact to say, as many champions of religious theocracy do,
that liberalism fights religion. Where the principle of church interference
with secular issues is in force, the various churches, denominations and sects
are fighting one another. By separating church and state, liberalism establishes
peace among the various religious factions and gives to each of them the op-
portunity to preach its gospel unmolested.

Liberalism is rationalistic. It maintains that it is possible to convince the
immense majority that peaceful cooperation within the framework of society
better serves their rightly understood interests than mutual battling and social
disintegration. It has full confidence in man’s reason. It may be that this opti-
mism is unfounded and that the liberals have erred. But then there is no hope
left for mankind’s future.

3 The Division of Labor

The fundamental social phenomenon is the division of labor and its counter-
part human cooperation.

Experience teaches man that cooperative action is more efficient
and productive than isolated action of self-sufficient individuals. The
natural conditions determining man’s life and effort are such that the
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division of labor increases output per unit of labor expended. These natural
facts are:

First: the innate inequality of men with regard to their ability to perform
various kinds of labor. Second: the unequal distribution of the nature-given,
nonhuman opportunities of production on the surface of the earth. One may
as well consider these two facts as one and the same fact, namely, the mani-
foldness of nature which makes the universe a complex of infinite varieties. If
the earth’s surface were such that the physical conditions of production were
the same at every point and if one man were as equal to all other men as is a
circle to another with the same diameter in Euclidian geometry, men would
not have embarked upon the division of labor.

There is still a third fact, viz., that there are undertakings whose accom-
plishment exceeds the forces of a single man and requires the joint effort of
several. Some of them require an expenditure of labor which no single man
can perform because his capacity to work is not great enough. Others again
could be accomplished by individuals; but the time which they would have to
devote to the work would be so long that the result would only be attained late
and would not compensate for the labor expended. In both cases only joint
effort makes it possible to attain the end sought.

If only this third condition were present, temporary cooperation between
men would have certainly emerged. However, such transient alliances to
cope with specific tasks which are beyond the strength of an individual
would not have brought about lasting social cooperation. Undertakings
which could be performed only in this way were not very numerous at the
early stages of civilization. Moreover, all those concerned may not often
agree that the performance in question is more useful and urgent than the
accomplishment of other tasks which they could perform alone. The great
human society enclosing all men in all of their activities did not originate
from such occasional alliances. Society is much more than a passing al-
liance concluded for a definite purpose and ceasing as soon as its objective
is realized, even if the partners are ready to renew it should an occasion
present itself.

The increase in productivity brought about by the division of labor
is obvious whenever the inequality of the participants is such that
every individual or every piece of land is superior at least in one re-
gard to the other individuals or pieces of land concerned. If A is fit
to produce in 1 unit of time 6 p, or 4 q and B only 2 p, but 8 q,
they both, when working in isolation, will produce together 4 p � 6 q;
when working under the division of labor, each of them producing

158 � action within the framework of society

08-L3843  12/5/06  11:03 AM  Page 158



only that commodity in whose production he is more efficient than his part-
ner, they will produce 6 p � 8 q. But what will happen, if A is more efficient
than B not only in the production of p but also in the production of q?

This is the problem which Ricardo raised and solved immediately.

4 The Ricardian Law of Association

Ricardo expounded the law of association in order to demonstrate what the
consequences of the division of labor are when an individual or a group,
more efficient in every regard, cooperates with an individual or a group less
efficient in every regard. He investigated the effects of trade between two
areas, unequally endowed by nature, under the assumption that the products,
but not the workers and the accumulated factors of future production (capi-
tal goods), can freely move from each area into the other. The division of
labor between two such areas will, as Ricardo’s law shows, increase the pro-
ductivity of labor and is therefore advantageous to all concerned, even if the
physical conditions of production for any commodity are more favorable in
one of these two areas than in the other. It is advantageous for the better
endowed area to concentrate its efforts upon the production of those com-
modities for which its superiority is greater, and to leave to the less endowed
area the production of other goods in which its own superiority is less. The
paradox that it is more advantageous to leave more favorable domestic con-
ditions of production unused and to procure the commodities they could
produce from areas in which conditions for their production are less favor-
able, is the outcome of the immobility of labor and capital, to which the
more favorable places of production are inaccessible.

Ricardo was fully aware of the fact that his law of comparative cost, which
he expounded mainly in order to deal with a special problem of international
trade, is a particular instance of the more universal law of association.

If A is in such a way more efficient than B that he needs for the produc-
tion of 1 unit of the commodity p 3 hours compared with B’s 5, and for the
production of 1 unit of q 2 hours compared with B’s 4, then both will gain if
A confines himself to producing q and leaves B to produce p. If each of them
gives 60 hours to producing p and 60 hours to producing q, the result of A’s
labor is 20 p � 30 q; of B’s, 12 p � 15 q; and for both together, 32 p � 45 q.
If, however, A confines himself to producing q alone, he produces 60 q in 120
hours, while B, if he confines himself to producing p, produces in the same
time 24 p. The result of their activities is then 24 p � 60 q, which, as p
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has for A a substitution ratio of 3⁄2 q and for B one of 5⁄4 q, signifies a larger
output than 32 p � 45 q. Therefore it is manifest that the division of labor
brings advantages to all who take part in it. Collaboration of the more talented,
more able, and more industrious with the less talented, less able, and less
industrious results in benefit for both. The gains derived from the division of
labor are always mutual.

The law of association makes us comprehend the tendencies which resulted
in the progressive intensification of human cooperation. We conceive what in-
centive induced people not to consider themselves simply as rivals in a
struggle for the appropriation of the limited supply of means of subsistence
made available by nature. We realize what has impelled them and perma-
nently impels them to consort with one another for the sake of cooperation.
Every step forward on the way to a more developed mode of the division of la-
bor serves the interests of all participants. In order to comprehend why man
did not remain solitary, searching like the animals for food and shelter for him-
self only and at most also for his consort and his helpless infants, we do not
need to have recourse to a miraculous interference of the Deity or to the
empty hypostasis of an innate urge toward association. Neither are we forced
to assume that the isolated individuals or primitive hordes one day pledged
themselves by a contract to establish social bonds. The factor that brought
about primitive society and daily works toward its progressive intensification is
human action that is animated by the insight into the higher productivity of
labor achieved under the division of labor.

Neither history nor ethnology nor any other branch of knowledge can
provide a description of the evolution which has led from the packs and
flocks of mankind’s nonhuman ancestors to the primitive, yet already
highly differentiated, societal groups about which information is provided
in excavations, in the most ancient documents of history, and in the re-
ports of explorers and travelers who have met savage tribes. The task with
which science is faced in respect of the origins of society can only con-
sist in the demonstration of those factors which can and must result in
association and its progressive intensification. Praxeology solves the prob-
lem. If and as far as labor under the division of labor is more productive
than isolated labor, and if and as far as man is able to realize this fact,
human action itself tends toward cooperation and association; man be-
comes a social being not in sacrificing his own concerns for the sake of
a mythical Moloch, society, but in aiming at an improvement in his own
welfare. Experience teaches that this condition—higher productivity
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achieved under the division of labor—is present because its cause—the in-
born inequality of men and the inequality in the geographical distribution of
the natural factors of production—is real. Thus we are in a position to com-
prehend the course of social evolution.

Current Errors Concerning the Law of Association

People cavil much about Ricardo’s law of association, better known under the
name law of comparative cost. The reason is obvious. This law is an offense to
all those eager to justify protection and national economic isolation from any
point of view other than the selfish interests of some producers or the issues of
war-preparedness.

Ricardo’s first aim in expounding this law was to refute an objection raised
against freedom of international trade. The protectionist asks: What under
free trade will be the fate of a country in which the conditions for any kind
of production are less favorable than in all other countries? Now, in a world
in which there is free mobility not only for products, but no less for capital
goods and for labor, a country so little suited for production would cease to
be used as the seat of any human industry. If people fare better without
exploiting the—comparatively unsatisfactory—physical conditions of pro-
duction offered by this country, they will not settle here and will leave it as
uninhabited as the polar regions, the tundras and the deserts. But Ricardo
deals with a world whose conditions are determined by settlement in earlier
days, a world in which capital goods and labor are bound to the soil by
definite institutions. In such a milieu free trade, i.e., the free mobility of
commodities only, cannot bring about a state of affairs in which capital and
labor are distributed on the surface of the earth according to the better or
poorer physical opportunities afforded to the productivity of labor. Here the
law of comparative cost comes into operation. Each country turns toward
those branches of production for which its conditions offer comparatively, al-
though not absolutely, the most favorable opportunities. For the inhabitants
of a country it is more advantageous to abstain from the exploitation of some
opportunities which—absolutely and technologically—are more propitious
and to import commodities produced abroad under conditions which—
absolutely and technologically—are less favorable than the unused domestic
resources. The case is analogous to that of a surgeon who finds it convenient
to employ for the cleaning of the operating room and the instruments a man
whom he excels in this performance also and to devote himself exclusively
to surgery, in which his superiority is higher.

The theorem of comparative cost is in no way connected with the
value theory of classical economics. It does not deal with value or
with prices. It is an analytic judgment; the conclusion is implied in
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the two propositions that the technically movable factors of production differ
with regard to their productivity in various places and are institutionally re-
stricted in their mobility. The theorem, without prejudice to the correctness
of its conclusions, can disregard problems of valuation because it is free to re-
sort to a set of simple assumptions. These are: that only two products are to be
produced; that these products are freely movable; that for the production of
each of them two factors are required; that one of these factors (it may be ei-
ther labor or capital goods) is identical in the production of both, while the
other factor (a specific property of the soil) is different for each of the two pro-
cesses; that the greater scarcity of the factor common to both processes deter-
mines the extent of the exploitation of the different factor. In the frame of
these assumptions, which make it possible to establish substitution ratios be-
tween the expenditure of the common factor and the output, the theorem an-
swers the question raised.

The law of comparative cost is as independent of the classical theory of
value as is the law of returns, which its reasoning resembles. In both cases we
can content ourselves with comparing only physical input and physical out-
put. With the law of returns we compare the output of the same product. With
the law of comparative costs we compare the output of two different products.
Such a comparison is feasible because we assume that for the production of
each of them, apart from one specific factor, only nonspecific factors of the
same kind are required.

Some critics blame the law of comparative cost for this simplification of as-
sumptions. They believe that the modern theory of value would require a re-
formulation of the law in conformity with the principles of subjective value.
Only such a formulation could provide a satisfactory conclusive demonstra-
tion. However, they do not want to calculate in terms of money. They prefer
to resort to those methods of utility analysis which they consider a means for
making value calculations in terms of utility. It will be shown in the further
progress of our investigation that these attempts to eliminate monetary terms
from economic calculation are delusive. Their fundamental assumptions are
untenable and contradictory and all formulas derived from them are vicious.
No method of economic calculation is possible other than one based on
money prices as determined by the market.7

The meaning of the simple assumptions underlying the law of
comparative cost is not precisely the same for the modern economists
as it was for the classical economists. Some adherents of the classi-
cal school considered them as the starting point of a theory of value
in international trade. We know now that they were mistaken in this
belief. Besides, we realize that with regard to the determination of
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value and of prices there is no difference between domestic and foreign trade.
What makes people distinguish between the home market and markets abroad
is only a difference in the data, i.e., varying institutional conditions restricting
the mobility of factors of production and of products.

If we do not want to deal with the law of comparative cost under
the simplified assumptions applied by Ricardo, we must openly employ
money calculation. We must not fall prey to the illusion that a comparison
between the expenditure of factors of production of various kinds and of the
output of products of various kinds can be achieved without the aid of money
calculation. If we consider the case of the surgeon and his handyman we
must say: If the surgeon can employ his limited working time for the perfor-
mance of operations for which he is compensated at $50 per hour, it is to his
interest to employ a handyman to keep his instruments in good order and to
pay him $2 per hour, although this man needs 3 hours to accomplish what
the surgeon could do in 1 hour. In comparing the conditions of two countries
we must say: If conditions are such that in England the production of 1 unit
of each of the two commodities a and b requires the expenditure of 1 work-
ing day of the same kind of labor, while in India with the same investment of
capital for a 2 days and for b 3 days are required, and if capital goods and a

and b are freely movable from England to India and vice versa, while there
is no mobility of labor, wage rates in India in the production of a must tend
to be 50 per cent, and in the production of b 331⁄3 per cent, of the English
rates. If the English rate is 6 shillings, the rates in India would be the equiv-
alent of 3 shillings in the production of a and the equivalent of 2 shillings in
the production of b. Such a discrepancy in the remuneration of labor of the
same kind cannot last if there is mobility of labor on the domestic Indian la-
bor market. Workers would shift from the production of b into the produc-
tion of a; their migration would tend to lower the remuneration in the a in-
dustry and to raise it in the b industry. Finally Indian wage rates would be
equal in both industries. The production of a would tend to expand and to
supplant English competition. On the other hand the production of b would
become unprofitable in India and would have to be discontinued, while it
would expand in England. The same reasoning is valid if we assume that the
difference in the conditions of production consists also or exclusively in the
amount of capital investment needed.

It has been asserted that Ricardo’s law was valid only for his age
and is of no avail for our time which offers other conditions. Ricardo
saw the difference between domestic trade and foreign trade in dif-
ferences in the mobility of capital and labor. If one assumes that
capital, labor, and products are movable, then there exists a difference
between regional and interregional trade only as far as the cost of
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transportation comes into play. Then it is superfluous to develop a theory of
international trade as distinguished from national trade. Capital and labor are
distributed on the earth’s surface according to the better or poorer conditions
which the various regions offer to production. There are areas more densely
populated and better equipped with capital, there are others less densely pop-
ulated and poorer in capital supply. There prevails on the whole earth a ten-
dency toward an equalization of wage rates for the same kind of labor.

Ricardo, however, starts from the assumption that there is mobility of capi-
tal and labor only within each country, and not between the various countries.
He raises the question what the consequences of the free mobility of products
must be under such conditions. (If there is no mobility of products either,
then every country is economically isolated and autarkic, and there is no in-
ternational trade at all.) The theory of comparative cost answers this question.
Now, Ricardo’s assumptions by and large held good for his age. Later, in the
course of the nineteenth century, conditions changed. The immobility of cap-
ital and labor gave way; international transfer of capital and labor became
more and more common. Then came a reaction. Today capital and labor are
again restricted in their mobility. Reality again corresponds to the Ricardian
assumptions.

However, the teachings of the classical theory of interregional trade are
above any change in institutional conditions. They enable us to study the
problems involved under any imaginable assumptions.

5 The Effects of the Division of Labor

The division of labor is the outcome of man’s conscious reaction to the multi-
plicity of natural conditions. On the other hand it is itself a factor bringing
about differentiation. It assigns to the various geographic areas specific func-
tions in the complex of the processes of production. It makes some areas ur-
ban, others rural; it locates the various branches of manufacturing, mining,
and agriculture in different places. Still more important, however, is the fact
that it intensifies the innate inequality of men. Exercise and practice of
specific tasks adjust individuals better to the requirements of their perfor-
mance; men develop some of their inborn faculties and stunt the development
of others. Vocational types emerge, people become specialists.

The division of labor splits the various processes of production into minute
tasks, many of which can be performed by mechanical devices. It is this fact
that made the use of machinery possible and brought about the amazing im-
provements in technical methods of production. Mechanization is the fruit of
the division of labor, its most beneficial achievement, not its motive and foun-
tain spring. Power-driven specialized machinery could be employed only in a
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social environment under the division of labor. Every step forward on the road
toward the use of more specialized, more refined, and more productive ma-
chines requires a further specialization of tasks.

6 The Individual Within Society

If praxeology speaks of the solitary individual, acting on his own behalf only
and independent of fellow men, it does so for the sake of a better comprehen-
sion of the problems of social cooperation. We do not assert that such isolated
autarkic human beings have ever lived and that the social stage of man’s his-
tory was preceded by an age of independent individuals roaming like animals
in search of food. The biological humanization of man’s nonhuman ancestors
and the emergence of the primitive social bonds were effected in the same
process. Man appeared on the scene of earthly events as a social being. The
isolated asocial man is a fictitious construction.

Seen from the point of view of the individual, society is the great means
for the attainment of all his ends. The preservation of society is an essen-
tial condition of any plans an individual may want to realize by any action
whatever. Even the refractory delinquent who fails to adjust his conduct to
the requirements of life within the societal system of cooperation does not
want to miss any of the advantages derived from the division of labor. He
does not consciously aim at the destruction of society. He wants to lay his
hands on a greater portion of the jointly produced wealth than the social
order assigns to him. He would feel miserable if antisocial behavior were to
become universal and its inevitable outcome, the return to primitive indi-
gence, resulted.

It is illusory to maintain that individuals in renouncing the alleged
blessings of a fabulous state of nature and entering into society have fore-
gone some advantages and have a fair claim to be indemnified for what
they have lost. The idea that anybody would have fared better under an
asocial state of mankind and is wronged by the very existence of society
is absurd. Thanks to the higher productivity of social cooperation the hu-
man species has multiplied far beyond the margin of subsistence offered
by the conditions prevailing in ages with a rudimentary degree of the di-
vision of labor. Each man enjoys a standard of living much higher than
that of his savage ancestors. The natural condition of man is extreme pov-
erty and insecurity. It is romantic nonsense to lament the passing of the
happy days of primitive barbarism. In a state of savagery the complainants
would either not have reached the age of manhood, or if they had, they
would have lacked the opportunities and amenities provided by civiliza-
tion. Jean Jacques Rousseau and Frederick Engels, if they had lived in the
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primitive state which they describe with nostalgic yearning, would not
have enjoyed the leisure required for their studies and for the writing of
their books.

One of the privileges which society affords to the individual is the privilege
of living in spite of sickness or physical disability. Sick animals are doomed.
Their weakness handicaps them in their attempts to find food and to repel ag-
gression on the part of other animals. Deaf, nearsighted, or crippled savages
must perish. But such defects do not deprive a man of the opportunity to ad-
just himself to life in society. The majority of our contemporaries are afflicted
with some bodily deficiencies which biology considers pathological. Our civ-
ilization is to a great extent the achievement of such men. The eliminative
forces of natural selection are greatly reduced under social conditions. Hence
some people say that civilization tends to deteriorate the hereditary qualities
of the members of society.

Such judgments are reasonable if one looks at mankind with the eyes of a
breeder intent upon raising a race of men equipped with certain qualities. But
society is not a stud-farm operated for the production of a definite type of men.
There is no “natural” standard to establish what is desirable and what is unde-
sirable in the biological evolution of man. Any standard chosen is arbitrary,
purely subjective, in short a judgment of value. The terms racial improvement
and racial degeneration are meaningless when not based on definite plans for
the future of mankind.

It is true, civilized man is adjusted to life in society and not to that of a
hunter in virgin forests.

The Fable of the Mystic Communion

The praxeological theory of society is assailed by the fable of the mystic
communion.

Society, assert the supporters of this doctrine, is not the product of man’s
purposeful action; it is not cooperation and division of tasks. It stems from un-
fathomable depths, from an urge ingrained in man’s essential nature. It is, says
one group, engrossment by the Spirit which is Divine Reality and participa-
tion, by virtue of a unio mystica, in God’s power and love. Another group sees
society as a biological phenomenon; it is the work of the voice of the blood,
the bond uniting the offspring of common ancestors with these ancestors and
with one another, and the mystical harmony between the ploughman and the
soil he tills.

That such psychical phenomena are really felt is true. There are
people who experience the unio mystica and place this experience
above everything else, and there are men who are convinced that they
hear the voice of the blood and smell with heart and soul the
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unique scent of the cherished soil of their country. The mystical experi-
ence and the ecstatic rapture are facts which psychology must consider real,
like any other psychical phenomenon. The error of the communion-
doctrines does not consist in their assertion that such phenomena really
occur, but in the belief that they are primary facts not dependent on any
rational consideration.

The voice of the blood which brings the father close to his child was not
heard by those savages who did not know the causal relation between cohabi-
tation and pregnancy. Today, as this relation is known to everybody, a man who
has full confidence in his wife’s fidelity may perceive it. But if there are doubts
concerning the wife’s fidelity, the voice of the blood is of no use. Nobody ever
ventured to assert that doubts concerning paternity could be resolved by the
voice of the blood. A mother who has kept watch over her child since its birth
can hear the voice of the blood. If she loses touch with the infant at an early
date, she may later identify it by some bodily marks, for instance those moles
and scars which once were popular with novel writers. But the blood is mute
if such observations and the conclusions derived from them do not make it
speak. The voice of the blood, contend the German racists, mysteriously
unifies all members of the German people. But anthropology reveals the fact
that the German nation is a mixture of the descendants of various races, sub-
races, and strains and not a homogeneous stock descended from a common
ancestry. The recently germanized Slav who has only a short time since
changed his paternal family name for a German-sounding name believes that
he is substantially attached to all Germans. But he does not experience any
such inner urge impelling him to join the ranks of his brothers or cousins who
remained Czechs or Poles.

The voice of the blood is not an original and primordial phenomenon. It is
prompted by rational considerations. Because a man believes that he is related
to other people by a common ancestry, he develops those feelings and senti-
ments which are poetically described as the voice of the blood.

The same is true with regard to religious ecstasy and mysticism of the soil.
The unio mystica of the devout mystic is conditioned by familiarity with the
basic teachings of his religion. Only a man who has learned about the great-
ness and glory of God can experience direct communion with Him. Mysti-
cism of the soil is connected with the development of definite geopolitical
ideas. Thus it may happen that inhabitants of the plains or the seashore in-
clude in the image of the soil with which they claim to be fervently joined
and united also mountain districts which are unfamiliar to them and to
whose conditions they could not adapt themselves, only because this terri-
tory belongs to the political body of which they are members, or would
like to be members. On the other hand they often fail to include in
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this image of the soil whose voice they claim to hear neighboring areas of a
geographic structure very similar to that of their own country if these areas
happen to belong to a foreign nation.

The various members of a nation or linguistic group and the clusters they
form are not always united in friendship and good will. The history of every
nation is a record of mutual dislike and even hatred between its subdivisions.
Think of the English and the Scotch, the Yankees and the Southerners, the
Prussians and the Bavarians. It was ideologies that overcame such animosities
and inspired all members of a nation or linguistic group with those feelings of
community and belonging together which present-day nationalists consider a
natural and original phenomenon.

The mutual sexual attraction of male and female is inherent in man’s ani-
mal nature and independent of any thinking and theorizing. It is permissible
to call it original, vegetative, instinctive, or mysterious; there is no harm in as-
serting metaphorically that it makes one being out of two. We may call it a
mystic communion of two bodies, a community. However, neither cohabita-
tion, nor what precedes it and follows, generates social cooperation and soci-
etal modes of life. The animals too join together in mating, but they have not
developed social relations. Family life is not merely a product of sexual inter-
course. It is by no means natural and necessary that parents and children live
together in the way in which they do in the family. The mating relation need
not result in a family organization. The human family is an outcome of think-
ing, planning, and acting. It is this very fact which distinguishes it radically
from those animal groups which we call per analogiam animal families.

The mystical experience of communion or community is not the source of
societal relations, but their product.

The counterpart of the fable of the mystical communion is the fable of a
natural and original repulsion between races or nations. It is asserted that an
instinct teaches man to distinguish congeners from strangers and to detest the
latter. Scions of noble races abominate any contact with members of lower
races. To refute this statement one need only mention the fact of racial mix-
ture. As there are in present-day Europe no pure stocks, we must conclude that
between members of the various stocks which once settled in that continent
there was sexual attraction and not repulsion. Millions of mulattoes and other
half-breeds are living counterevidence to the assertion that there exists a natu-
ral repulsion between the various races.

Like the mystical sense of communion, racial hatred is not a natu-
ral phenomenon innate in man. It is the product of ideologies. But
even if such a thing as a natural and inborn hatred between various
races existed, it would not render social cooperation futile and would
not invalidate Ricardo’s theory of association. Social cooperation has
nothing to do with personal love or with a general commandment to
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love one another. People do not cooperate under the division of labor because
they love or should love one another. They cooperate because this best serves
their own interests. Neither love nor charity nor any other sympathetic senti-
ments but rightly understood selfishness is what originally impelled man to ad-
just himself to the requirements of society, to respect the rights and freedoms
of his fellow men and to substitute peaceful collaboration for enmity and
conflict.

7 The Great Society

Not every interhuman relation is a social relation. When groups of men rush
upon one another in a war of outright extermination, when men fight against
men as mercilessly as they crush pernicious animals and plants, there is, be-
tween the fighting parties, reciprocal effect and mutual relation, but no soci-
ety. Society is joint action and cooperation in which each participant sees the
other partner’s success as a means for the attainment of his own.

The struggles in which primitive hordes and tribes fought one another for
watering places, hunting and fishing grounds, pastures and booty were piti-
less wars of annihilation. They were total wars. So in the nineteenth century
were the first encounters of Europeans with the aborigines of territories
newly made accessible. But already in the primeval age, long before the time
of which historical records convey information, another mode of procedure
began to develop. People preserved even in warfare some rudiments of social
relations previously established; in fighting against peoples with whom they
never before had had any contact, they began to take into account the idea
that between human beings, notwithstanding their immediate enmity, a later
arrangement and cooperation is possible. Wars were waged to hurt the
foe; but the hostile acts were no longer merciless and pitiless in the full
sense of these terms. The belligerents began to respect certain limits which
in a struggle against men—as differentiated from that against beasts—should
not be transcended. Above the implacable hatred and the frenzy of destruc-
tion and annihilation a societal element began to prevail. The idea emerged
that every human adversary should be considered as a potential partner in a
future cooperation, and that this fact should not be neglected in the conduct
of military operations. War was no longer considered the normal state of
interhuman relations. People recognized that peaceful cooperation is the
best means to carry on the struggle for biological survival. We may even say
that as soon as people realized that it is more advantageous to enslave the
defeated than to kill them, the warriors, while still fighting, gave thought to
the aftermath, the peace. Enslavement was by and large a preliminary step
toward cooperation.
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The ascendancy of the idea that even in war not every act is to be consid-
ered permissible, that there are legitimate and illicit acts of warfare, that there
are laws, i.e., societal relationships which are above all nations, even above
those momentarily fighting one another, has finally established the Great
Society embracing all men and all nations. The various regional societies
were merged into one ecumenical society.

Belligerents who do not wage war savagely in the manner of beasts, but
according to “human” and social rules of warfare, renounce the use of some
methods of destruction in order to attain the same concessions on the part
of their foes. As far as such rules are complied with, social relations exist
between the fighting parties. The hostile acts themselves are not only
asocial, but antisocial. It is inexpedient to define the term social relation-

ships in such a way as to include actions which aim at other people’s anni-
hilation and at the frustration of their actions.8 Where the only relations be-
tween men are those directed at mutual detriment, there is neither society
nor societal relations.

Society is not merely interaction. There is interaction—reciprocal
influence—between all parts of the universe: between the wolf and the sheep
he devours; between the germ and the man it kills; between the falling stone
and the thing upon which it falls. Society, on the other hand, always involves
men acting in cooperation with other men in order to let all participants attain
their own ends.

8 The Instinct of Aggression and Destruction

It has been asserted that man is a beast of prey whose inborn natural in-
stincts impel him to fight, to kill, and to destroy. Civilization, in creating
unnatural humanitarian laxity which alienates man from his animal ori-
gin, has tried to quell these impulses and appetites. It has made civilized
man a decadent weakling who is ashamed of his animality and proudly
calls his depravity true humaneness. In order to prevent further degener-
ation of the species man, it is imperative to free him from the pernicious
effects of civilization. For civilization is merely a cunning invention of
inferior men. These underlings are too weak to be a match for the vig-
orous heroes, they are too cowardly to endure the well-deserved punish-
ment of complete annihilation, and they are too lazy and too insolent to
serve the masters as slaves. Thus they have resorted to a tricky makeshift.
They have reversed the eternal standards of value, absolutely fixed by the
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immutable laws of the universe; they have propagated a morality which calls
their own inferiority virtue and the eminence of the noble heroes vice. This
moral rebellion of the slaves must be undone by a transvaluation of all values.
The ethics of the slaves, this shameful product of the resentment of weaklings,
must be entirely discarded; the ethics of the strong or, properly speaking, the
nullification of any ethical restriction must be substituted for it. Man must be-
come a worthy scion of his ancestors, the noble beasts of days gone by.

It is usual to call such doctrines social or sociological Darwinism. We need
not decide here whether this terminology is appropriate or not. At any rate it
is a mistake to assign the epithets evolutionary and biological to teachings
which blithely disparage the whole of mankind’s history from the ages in
which man began to lift himself above the purely animal existence of his non-
human ancestors as a continuous progression toward degeneration and decay.
Biology does not provide any standard for the appraisal of changes occurring
within living beings other than whether or not these changes succeeded in ad-
justing the individuals to the conditions of their environment and thereby in
improving their chances in the struggle for survival. It is a fact that civilization,
when judged from this point of view, is to be considered a benefit and not an
evil. It has enabled man to hold his own in the struggle against all other living
beings, both the big beasts of prey and the even more pernicious microbes; it
has multiplied man’s means of sustenance; it has made the average man taller,
more agile, and more versatile and it has stretched his average length of life; it
has given man the uncontested mastery of the earth; it has multiplied popu-
lation figures and raised the standard of living to a level never dreamed of by
the crude cave dwellers of prehistoric ages. It is true that this evolution stunted
the development of certain knacks and gifts which were once useful in the
struggle for survival and have lost their usefulness under changed conditions.
On the other hand it developed other talents and skills which are indispens-
able for life within the frame of society. However, a biological and evolution-
ary view must not cavil at such changes. For primitive man hard fists and pug-
nacity were as useful as the ability to be clever at arithmetic and to spell
correctly are for modern man. It is quite arbitrary and certainly contrary to any
biological standard to call only those characteristics which were useful to
primitive man natural and adequate to human nature and to condemn the tal-
ents and skills badly needed by civilized man as marks of degeneration and bi-
ological deterioration. To advise man to return to the physical and intellectual
features of his prehistoric ancestors is no more reasonable than to ask him to
renounce his upright gait and to grow a tail again.
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It is noteworthy that the men who were foremost in extolling the 
eminence of the savage impulses of our barbarian forefathers were so frail that
their bodies would not have come up to the requirements of “living danger-
ously.” Nietzsche even before his mental breakdown was so sickly that the only
climate he could stand was that of the Engadin valley and of some Italian dis-
tricts. He would not have been in a position to accomplish his work if civilized
society had not protected his delicate nerves against the roughness of life. The
apostles of violence wrote their books under the sheltering roof of “bourgeois
security” which they derided and disparaged. They were free to publish their
incendiary sermons because the liberalism which they scorned safeguarded
freedom of the press. They would have been desperate if they had had to
forego the blessings of the civilization scorned by their philosophy. And what
a spectacle was that timid writer Georges Sorel, who went so far in his praise
of brutality as to blame the modern system of education for weakening man’s
inborn tendencies toward violence! 9

One may admit that in primitive man the propensity for killing and de-
stroying and the disposition for cruelty were innate. We may also assume that
under the conditions of earlier ages the inclination for aggression and murder
was favorable to the preservation of life. Man was once a brutal beast. (There
is no need to investigate whether prehistoric man was a carnivore or a herbi-
vore.) But one must not forget that he was physically a weak animal; he would
not have been a match for the big beasts of prey if he had not been equipped
with a peculiar weapon, reason. The fact that man is a reasonable being, that
he therefore does not yield without inhibitions to every impulse, but arranges
his conduct according to reasonable deliberation, must not be called unnatu-
ral from a zoological point of view. Rational conduct means that man, in face
of the fact that he cannot satisfy all his impulses, desires, and appetites, fore-
goes the satisfaction of those which he considers less urgent. In order not to
endanger the working of social cooperation man is forced to abstain from
satisfying those desires whose satisfaction would hinder the establishment of
societal institutions. There is no doubt that such a renunciation is painful.
However, man has made his choice. He has renounced the satisfaction of
some desires incompatible with social life and has given priority to the satis-
faction of those desires which can be realized only or in a more plentiful way
under a system of the division of labor. He has entered upon the way toward
civilization, social cooperation, and wealth.
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This decision is not irrevocable and final. The choice of the fathers does not
impair the sons’ freedom to choose. They can reverse the resolution. Every day
they can proceed to the transvaluation of values and prefer barbarism to civi-
lization, or, as some authors say, the soul to the intellect, myths to reason, and
violence to peace. But they must choose. It is impossible to have things in-
compatible with one another.

Science, from the point of view of its valuational neutrality, does not blame
the apostles of the gospel of violence for praising the frenzy of murder and the
mad delights of sadism. Value judgments are subjective, and liberal society
grants to everybody the right to express his sentiments freely. Civilization has
not extirpated the original tendency toward aggression, bloodthirstiness, and
cruelty which characterized primitive man. In many civilized men they are
dormant and burst forth as soon as the restraints developed by civilization give
way. Remember the unspeakable horrors of the Nazi concentration camps.
The newspapers continually report abominable crimes manifesting the latent
urges toward bestiality. The most popular novels and moving pictures are
those dealing with bloodshed and violent acts. Bull fights and cock fights at-
tract large crowds.

If an author says: the rabble thirst for blood and I with them, he may be no
less right than in asserting that primitive man too took delight in killing. But
he errs if he passes over the fact that the satisfaction of such sadistic desires
impairs the existence of society or if he asserts that “true” civilization and
the “good” society are an achievement of people blithely indulging in their
passion for violence, murder, and cruelty, that the repression of the impulses
toward brutality endangers mankind’s evolution and that a substitution of
barbarism for humanitarianism would save man from degeneration. The so-
cial division of labor and cooperation rests upon conciliatory settlement of
disputes. Not war, as Heraclitus said, but peace is the source of all social rela-
tions. To man desires other than that for bloodshed are inborn. If he wants to
satisfy these other desires, he must forego his urge to kill. He who wants to pre-
serve life and health as well and as long as possible must realize that respect
for other people’s lives and health better serves his aim than the opposite mode
of conduct. One may regret that such is the state of affairs. But no such lamen-
tations can alter the hard facts.

It is useless to censure this statement by referring to irrationality. All
instinctive impulses defy examination by reason because reason deals
only with the means for attaining ends sought and not with ultimate
ends. But what distinguishes man from other animals is precisely that
he does not yield without any will of his own to an instinctive
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urge. Man uses reason in order to choose between the incompatible satisfac-
tions of conflicting desires.

One must not tell the masses: Indulge in your urge for murder; it is gen-
uinely human and best serves your well-being. One must tell them: If you sat-
isfy your thirst for blood, you must forego many other desires. You want to eat,
to drink, to live in fine homes, to clothe yourselves, and a thousand other
things which only society can provide. You cannot have everything, you must
choose. The dangerous life and the frenzy of sadism may please you, but they
are incompatible with the security and plenty which you do not want to miss
either.

Praxeology as a science cannot encroach upon the individual’s right to
choose and to act. The final decisions rest with acting men, not with the the-
orists. Science’s contribution to life and action does not consist in establish-
ing value judgments, but in clarification of the conditions under which man
must act and in elucidation of the effects of various modes of action. It puts
at the disposal of acting man all the information he needs in order to make
his choices in full awareness of their consequences. It prepares an estimate
of cost and yield, as it were. It would fail in this task if it were to omit from
this statement one of the items which could influence people’s choices and
decisions.

Current Misinterpretations of Modern Natural Science,
Especially of Darwinism

Some present-day antiliberals, both of the right-wing and of the left-wing
variety, base their teachings on misinterpretations of the achievements of
modern biology.

1. Men are unequal. Eighteenth-century liberalism and likewise present-
day egalitarianism start from the “self-evident truth” that “all men are created
equal, and that they are endowed by their Creator with certain unalienable
Rights.” However, say the advocates of a biological philosophy of society, nat-
ural science has demonstrated in an irrefutable way that men are different.
There is no room left in the framework of an experimental observation of nat-
ural phenomena for such a concept as natural rights. Nature is unfeeling and
insensible with regard to any being’s life and happiness. Nature is iron neces-
sity and regularity. It is metaphysical nonsense to link together the “slippery”
and vague notion of liberty and the unchangeable absolute laws of cosmic or-
der. Thus the fundamental idea of liberalism is unmasked as a fallacy.

Now it is true that the liberal and democratic movement of the
eighteenth and nineteenth centuries drew a great part of its strength
from the doctrine of natural law and the innate imprescriptible rights
of the individual. These ideas, first developed by ancient philosophy
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and Jewish theology, permeated Christian thinking. Some anti-Catholic sects
made them the focal point of their political programs. A long line of eminent
philosophers substantiated them. They became popular and were the most
powerful moving force in the pro-democratic evolution. They are still sup-
ported today. Their advocates do not concern themselves with the incon-
testable fact that God or nature did not create men equal since many are
born hale and hearty while others are crippled and deformed. With them
all differences between men are due to education, opportunity, and social
institutions.

But the teachings of utilitarian philosophy and classical economics have
nothing at all to do with the doctrine of natural right. With them the only point
that matters is social utility. They recommend popular government, private
property, tolerance, and freedom not because they are natural and just, but be-
cause they are beneficial. The core of Ricardo’s philosophy is the demonstra-
tion that social cooperation and division of labor between men who are in
every regard superior and more efficient and men who are in every regard in-
ferior and less efficient is beneficial to both groups. Bentham, the radical,
shouted: “Natural rights is simple nonsense: natural and imprescriptible rights,
rhetorical nonsense.” 10 With him “the sole object of government ought to be
the greatest happiness of the greatest possible number of the community.” 11

Accordingly, in investigating what ought to be right he does not care about pre-
conceived ideas concerning God’s or nature’s plans and intentions, forever
hidden to mortal men; he is intent upon discovering what best serves the pro-
motion of human welfare and happiness. Malthus showed that nature in lim-
iting the means of subsistence does not accord to any living being a right of ex-
istence, and that by indulging heedlessly in the natural impulse of proliferation
man would never have risen above the verge of starvation. He contended that
human civilization and well-being could develop only to the extent that man
learned to rein his sexual appetites by moral restraint. The Utilitarians do not
combat arbitrary government and privileges because they are against natural
law but because they are detrimental to prosperity. They recommend equality
under the civil law not because men are equal but because such a policy is
beneficial to the commonweal. In rejecting the illusory notions of natural law
and human equality modern biology only repeated what the utilitarian cham-
pions of liberalism and democracy long before had taught in a much more per-
suasive way. It is obvious that no biological doctrine can ever invalidate what
utilitarian philosophy says about the social utility of democratic government,
private property, freedom, and equality under the law.
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The present-day prevalence of doctrines approving social disintegration and
violent conflict is not the result of an alleged adaptation of social philosophy
to the findings of biology but of the almost universal rejection of utilitarian
philosophy and economic theory. People have substituted an ideology of
irreconcilable class conflict and international conflict for the “orthodox”
ideology of the harmony of the rightly understood, i.e., long-run, interests of
all individuals, social groups, and nations. Men are fighting one another be-
cause they are convinced that the extermination and liquidation of adversaries
is the only means of promoting their own well-being.

2. The social implications of Darwinism. The theory of evolution as ex-
pounded by Darwin, says a school of social Darwinism, has clearly demon-
strated that in nature there are no such things as peace and respect for the lives
and welfare of others. In nature there is always struggle and merciless annihi-
lation of the weak who do not succeed in defending themselves. Liberalism’s
plans for eternal peace—both in domestic and in foreign relations—are the
outcome of an illusory rationalism contrary to the natural order.

However, the notion of the struggle for existence as Darwin borrowed it
from Malthus and applied it in his theory, is to be understood in a metaphor-
ical sense. Its meaning is that a living being actively resists the forces detri-
mental to its own life. This resistance, if it is to succeed, must be appropriate
to the environmental conditions in which the being concerned has to hold its
own. It need not always be a war of extermination such as in the relations be-
tween men and morbific microbes. Reason has demonstrated that, for man,
the most adequate means of improving his condition is social cooperation and
division of labor. They are man’s foremost tool in his struggle for survival. But
they can work only where there is peace. Wars, civil wars, and revolutions are
detrimental to man’s success in the struggle for existence because they disin-
tegrate the apparatus of social cooperation.

3. Reason and rational behavior called unnatural. Christian theology depre-
cated the animal functions of man’s body and depicted the “soul” as something
outside of all biological phenomena. In an excessive reaction against this
philosophy some moderns are prone to disparage everything in which man
differs from other animals. In their eyes human reason is inferior to the ani-
mal instincts and impulses; it is unnatural and therefore bad. With them the
terms rationalism and rational behavior have an opprobrious connotation.
The perfect man, the real man, is a being who obeys his primordial instincts
more than his reason.

The obvious truth is that reason, man’s most characteristic feature, is also
a biological phenomenon. It is neither more nor less natural than any other
feature of the species Homo sapiens, for instance, the upright gait or the hair-
less skin.

176 � action within the framework of society

08-L3843  12/5/06  11:03 AM  Page 176



chapter 9

The Role of Ideas

1 Human Reason

Reason is man’s particular and characteristic feature. There is no need for
praxeology to raise the question whether reason is a suitable tool for the
cognition of ultimate and absolute truth. It deals with reason only as far as it
enables man to act.

All those objects which are the substratum of human sensation, perception,
and observation also pass before the senses of animals. But man alone has the
faculty of transforming sensuous stimuli into observation and experience. And
man alone can arrange his various observations and experiences into a coher-
ent system.

Action is preceded by thinking. Thinking is to deliberate beforehand over fu-
ture action and to reflect afterwards upon past action. Thinking and acting are
inseparable. Every action is always based on a definite idea about causal rela-
tions. He who thinks a causal relation thinks a theorem. Action without think-
ing, practice without theory are unimaginable. The reasoning may be faulty
and the theory incorrect; but thinking and theorizing are not lacking in any ac-
tion. On the other hand thinking is always thinking of a potential action. Even
he who thinks of a pure theory assumes that the theory is correct, i.e., that ac-
tion complying with its content would result in an effect to be expected from its
teachings. It is of no relevance for logic whether such action is feasible or not.

It is always the individual who thinks. Society does not think any more than
it eats or drinks. The evolution of human reasoning from the naïve thinking of
primitive man to the more subtle thinking of modern science took place
within society. However, thinking itself is always an achievement of individu-
als. There is joint action, but no joint thinking. There is only tradition which
preserves thoughts and communicates them to others as a stimulus to their
thinking. However, man has no means of appropriating the thoughts of his
precursors other than to think them over again. Then, of course, he is in a po-
sition to proceed farther on the basis of his forerunners’ thoughts. The fore-
most vehicle of tradition is the word. Thinking is linked up with language and
vice versa. Concepts are embodied in terms. Language is a tool of thinking as
it is a tool of social action.
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The history of thought and ideas is a discourse carried on from gener-
ation to generation. The thinking of later ages grows out of the thinking
of earlier ages. Without the aid of this stimulation intellectual progress
would have been impossible. The continuity of human evolution, sowing
for the offspring and harvesting on land cleared and tilled by the ances-
tors, manifests itself also in the history of science and ideas. We have in-
herited from our forefathers not only a stock of products of various orders
of goods which is the source of our material wealth; we have no less in-
herited ideas and thoughts, theories and technologies to which our think-
ing owes its productivity.

But thinking is always a manifestation of individuals.

2 World View and Ideology

The theories directing action are often imperfect and unsatisfactory. They
may be contradictory and unfit to be arranged into a comprehensive and co-
herent system.

If we look at all the theorems and theories guiding the conduct of certain
individuals and groups as a coherent complex and try to arrange them as far as
is feasible into a system, i.e., a comprehensive body of knowledge, we may
speak of it as a world view. A world view is, as a theory, an interpretation of all
things, and as a precept for action, an opinion concerning the best means for
removing uneasiness as much as possible. A world view is thus, on the one
hand, an explanation of all phenomena and, on the other hand, a technology,
both these terms being taken in their broadest sense. Religion, metaphysics,
and philosophy aim at providing a world view. They interpret the universe and
they advise men how to act.

The concept of an ideology is narrower than that of a world view. In speak-
ing of ideology we have in view only human action and social cooperation and
disregard the problems of metaphysics, religious dogma, the natural sciences,
and the technologies derived from them. Ideology is the totality of our doc-
trines concerning individual conduct and social relations. Both, world view
and ideology, go beyond the limits imposed upon a purely neutral and aca-
demic study of things as they are. They are not only scientific theories, but also
doctrines about the ought, i.e., about the ultimate ends which man should
aim at in his earthly concerns.

Asceticism teaches that the only means open to man for removing
pain and for attaining complete quietude, contentment, and happiness
is to turn away from earthly concerns and to live without bothering

178 � action within the framework of society

09-L3843  12/5/06  11:03 AM  Page 178



about worldly things. There is no salvation other than to renounce striving
after material well-being, to endure submissively the adversities of the earthly
pilgrimage and to dedicate oneself exclusively to the preparation for eternal
bliss. However, the number of those who consistently and unswervingly com-
ply with the principles of asceticism is so small that it is not easy to instance
more than a few names. It seems that the complete passivity advocated by as-
ceticism is contrary to nature. The enticement of life triumphs. The ascetic
principles have been adulterated. Even the most saintly hermits made con-
cessions to life and earthly concerns which did not agree with their rigid
principles. But as soon as a man takes into account any earthly concerns, and
substitutes for purely vegetative ideals an acknowledgment of worldly things,
however conditioned and incompatible with the rest of his professed doc-
trine, he bridges over the gulf which separated him from those who say yes
to the striving after earthly ends. Then he has something in common with
everyone else.

Human thoughts about things of which neither pure reasoning nor ex-
perience provides any knowledge may differ so radically that no agreement
can be reached. In this sphere in which the free reverie of the mind is re-
stricted neither by logical thinking nor by sensory experience man can
give vent to his individuality and subjectivity. Nothing is more personal
than the notions and images about the transcendent. Linguistic terms are
unable to communicate what is said about the transcendent; one can
never establish whether the hearer conceives them in the same way as the
speaker. With regard to things beyond there can be no agreement. Reli-
gious wars are the most terrible wars because they are waged without any
prospect of conciliation.

But where earthly things are involved, the natural affinity of all men and
the identity of the biological conditions for the preservation of their lives
come into play. The higher productivity of cooperation under division of la-
bor makes society the foremost means of every individual for the attainment
of his own ends whatever they may be. The maintenance and further in-
tensification of social cooperation become a concern of everybody. Every
world view and every ideology which is not entirely and unconditionally
committed to the practice of asceticism and to a life in anchoritic reclusion
must pay heed to the fact that society is the great means for the attainment
of earthly ends. But then a common ground is won to clear the way for an
agreement concerning minor social problems and the details of society’s
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organization. However various ideologies may conflict with one another, they
harmonize in one point, in the acknowledgment of life in society.

People fail sometimes to see this fact because in dealing with philosophies
and ideologies they look more at what these doctrines assert with regard to
transcendent and unknowable things and less at their statements about action
in this world. Between various parts of an ideological system there is often an
unbridgeable gulf. For acting man only those teachings are of real importance
which result in precepts for action, not those doctrines which are purely aca-
demic and do not apply to conduct within the frame of social cooperation. We
may disregard the philosophy of adamant and consistent asceticism because
such a rigid asceticism must ultimately result in the extinction of its support-
ers. All other ideologies, in approving of the search for the necessities of life,
are forced in some measure to take into account the fact that division of labor
is more productive than isolated work. They thus admit the need for social
cooperation.

Praxeology and economics are not qualified to deal with the transcendent
and metaphysical aspects of any doctrine. But, on the other hand, no appeal
to any religious or metaphysical dogmas and creeds can invalidate the theo-
rems and theories concerning social cooperation as developed by logically
correct praxeological reasoning. If a philosophy has admitted the necessity of
societal links between men, it has placed itself, as far as problems of social ac-
tion come into play, on ground from which there is no escape into personal
convictions and professions of faith not liable to a thorough examination by
rational methods.

This fundamental fact is often ignored. People believe that differences in
world view create irreconcilable conflicts. The basic antagonisms between
parties committed to different world views, it is contended, cannot be settled
by compromise. They stem from the deepest recesses of the human soul and
are expressive of a man’s innate communion with supernatural and eternal
forces. There can never be any cooperation between people divided by differ-
ent world views.

However, if we pass in review the programs of all parties—both
the cleverly elaborated and publicized programs and those to which
the parties really cling when in power—we can easily discover the
fallacy of this interpretation. All present-day political parties strive
after the earthly well-being and prosperity of their supporters. They
promise that they will render economic conditions more satisfactory
to their followers. With regard to this issue there is no difference
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between the Roman Catholic Church and the various Protestant denomina-
tions as far as they intervene in political and social questions, between Chris-
tianity and the non-Christian religions, between the advocates of economic
freedom and the various brands of Marxian materialism, between national-
ists and internationalists, between racists and the friends of interracial peace.
It is true that many of these parties believe that their own group cannot pros-
per except at the expense of other groups, and even go so far as to consider
the complete annihilation of other groups or their enslavement as the neces-
sary condition of their own group’s prosperity. Yet, extermination or enslave-
ment of others is for them not an ultimate end, but a means for the attain-
ment of what they aim at as an ultimate end: their own group’s flowering. If
they were to learn that their own designs are guided by spurious theories and
would not bring about the beneficial results expected, they would change
their programs.

The pompous statements which people make about things unknowable
and beyond the power of the human mind, their cosmologies, world views,
religions, mysticisms, metaphysics, and conceptual phantasies differ widely
from one another. But the practical essence of their ideologies, i.e., their
teachings dealing with the ends to be aimed at in earthly life and with the
means for the attainment of these ends, show much uniformity. There are,
to be sure, differences and antagonisms both with regard to ends and
means. Yet the differences with regard to ends are not irreconcilable; they
do not hinder cooperation and amicable arrangements in the sphere of so-
cial action. As far as they concern means and ways only, they are of a purely
technical character and as such open to examination by rational methods.
When in the heat of party conflicts one of the factions declares: “Here we
cannot go on in our negotiations with you because we are faced with a
question touching upon our world view; on this point we must be adamant
and must cling rigidly to our principles whatever may result,” one need
only scrutinize matters more carefully to realize that such declarations de-
scribe the antagonism as more pointed than it really is. In fact, for all par-
ties committed to pursuit of the people’s earthly welfare and thus approving
social cooperation, questions of social organization and the conduct of so-
cial action are not problems of ultimate principles and of world views, but
ideological issues. They are technical problems with regard to which some
arrangement is always possible. No party would wittingly prefer social dis-
integration, anarchy, and a return to primitive barbarism to a solution
which must be bought at the price of the sacrifice of some ideological
points.
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In party programs these technical issues are, of course, of primary impor-
tance. A party is committed to certain means, it recommends certain methods
of political action and rejects utterly all other methods and policies as inap-
propriate. A party is a body which combines all those eager to employ the same
means for common action. The principle which differentiates men and inte-
grates parties is the choice of means. Thus for the party as such the means
chosen are essential. A party is doomed if the futility of the means recom-
mended becomes obvious. Party chiefs whose prestige and political career are
bound up with the party’s program may have ample reasons for withdrawing
its principles from unrestricted discussion; they may attribute to them the
character of ultimate ends which must not be questioned because they are
based on a world view. But for the people as whose mandataries the party
chiefs pretend to act, for the voters whom they want to enlist and for whose
votes they canvass, things offer another aspect. They have no objection to scru-
tinizing every point of a party’s program. They look upon such a program only
as a recommendation of means for the attainment of their own ends, viz.,
earthly well-being.

What divides those parties which one calls today world view parties, i.e.,
parties committed to basic philosophical decisions about ultimate ends, is
only seeming disagreement with regard to ultimate ends. Their antagonisms
refer either to religious creeds or to problems of international relations or to
the problem of ownership of the means of production or to problems of polit-
ical organization. It can be shown that all these controversies concern means
and not ultimate ends.

Let us begin with the problems of a nation’s political organization. There
are supporters of a democratic system of government, of hereditary monar-
chy, of the rule of a self-styled elite and of Caesarist dictatorship.1 It is true
that these programs are often recommended by reference to divine institu-
tions, to the eternal laws of the universe, to the natural order, to the in-
evitable trend of historical evolution, and to other objects of transcendent
knowledge. But such statements are merely incidental adornment. In ap-
pealing to the electorate, the parties advance other arguments. They are ea-
ger to show that the system they support will succeed better than those ad-
vocated by other parties in realizing those ends which the citizens aim at.
They specify the beneficial results achieved in the past or in other coun-
tries; they disparage the other parties’ programs by relating their failures.
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They resort both to pure reasoning and to an interpretation of historical
experience in order to demonstrate the superiority of their own proposals
and the futility of those of their adversaries. Their main argument is always:
the political system we support will render you more prosperous and more
content.

In the field of society’s economic organization there are the liberals advo-
cating private ownership of the means of production, the socialists advocating
public ownership of the means of production, and the interventionists advo-
cating a third system which, they contend, is as far from socialism as it is from
capitalism. In the clash of these parties there is again much talk about basic
philosophical issues. People speak of true liberty, equality, social justice, the
rights of the individual, community, solidarity, and humanitarianism. But
each party is intent upon proving by ratiocination and by referring to histori-
cal experience that only the system it recommends will make the citizens pros-
perous and satisfied. They tell the people that realization of their program will
raise the standard of living to a higher level than realization of any other party’s
program. They insist upon the expediency of their plans and upon their util-
ity. It is obvious that they do not differ from one another with regard to ends
but only as to means. They all pretend to aim at the highest material welfare
for the majority of citizens.

The nationalists stress the point that there is an irreconcilable conflict
among the interests of various nations, but that, on the other hand, the
rightly understood interests of all the citizens within the nation are harmo-
nious. A nation can prosper only at the expense of other nations; the indi-
vidual citizen can fare well only if his nation flourishes. The liberals have
a different opinion. They believe that the interests of various nations
harmonize no less than those of the various groups, classes, and strata of
individuals within a nation. They believe that peaceful international coop-
eration is a more appropriate means than conflict for the attainment of the
end which they and the nationalists are both aiming at: their own nation’s
welfare. They do not, as the nationalists charge, advocate peace and free
trade in order to betray their own nation’s interests to those of foreigners.
On the contrary, they consider peace and free trade the best means to make
their own nation wealthy. What separates the free traders from the nation-
alists are not ends, but the means recommended for attainment of the ends
common to both.

Dissension with regard to religious creeds cannot be settled by
rational methods. Religious conflicts are essentially implacable and
irreconcilable. Yet as soon as a religious community enters the field
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of political action and tries to deal with problems of social organization, it is
bound to take into account earthly concerns, however this may conflict with
its dogmas and articles of faith. No religion in its exoteric activities ever ven-
tured to tell people frankly: The realization of our plans for social organization
will make you poor and impair your earthly well-being. Those consistently
committed to a life of poverty withdrew from the political scene and fled into
anchoritic seclusion. But churches and religious communities which have
aimed at making converts and at influencing political and social activities of
their followers have espoused the principles of secular conduct. In dealing
with questions of man’s earthly pilgrimage they hardly differ from any other
political party. In canvassing, they emphasize, more than bliss in the beyond,
the material advantages which they have in store for their brothers in faith.

Only a world view whose supporters renounce any earthly activity whatever
could neglect to pay heed to the rational considerations which show that so-
cial cooperation is the great means for the attainment of all human ends. Be-
cause man is a social animal that can thrive only within society, all ideologies
are forced to acknowledge the preeminent importance of social cooperation.
They must aim at the most satisfactory organization of society and must
approve of man’s concern for an improvement of his material well-being.
Thus they all place themselves upon a common ground. They are separated
from one another not by world views and transcendent issues not subject to
reasonable discussion, but by problems of means and ways. Such ideological
antagonisms are open to a thorough scrutiny by the scientific methods of
praxeology and economics.

The Fight Against Error

A critical examination of the philosophical systems constructed by mankind’s
great thinkers has very often revealed fissures and flaws in the impressive struc-
ture of those seemingly consistent and coherent bodies of comprehensive
thought. Even the genius in drafting a world view sometimes fails to avoid
contradictions and fallacious syllogisms.

The ideologies accepted by public opinion are still more infected by the
shortcomings of the human mind. They are mostly an eclectic juxtaposition
of ideas utterly incompatible with one another. They cannot stand a logical
examination of their content. Their inconsistencies are irreparable and defy
any attempt to combine their various parts into a system of ideas compatible
with one another.

Some authors try to justify the contradictions of generally accepted
ideologies by pointing out the alleged advantages of a compromise,
however unsatisfactory from the logical point of view, for the smooth
functioning of interhuman relations. They refer to the popular fallacy
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that life and reality are “not logical”; they contend that a contradictory system
may prove its expediency or even its truth by working satisfactorily while a log-
ically consistent system would result in disaster. There is no need to refute
anew such popular errors. Logical thinking and real life are not two separate
orbits. Logic is for man the only means to master the problems of reality. What
is contradictory in theory, is no less contradictory in reality. No ideological in-
consistency can provide a satisfactory, i.e., working, solution for the problems
offered by the facts of the world. The only effect of contradictory ideologies is
to conceal the real problems and thus to prevent people from finding in time
an appropriate policy for solving them. Inconsistent ideologies may sometimes
postpone the emergence of a manifest conflict. But they certainly aggravate
the evils which they mask and render a final solution more difficult. They
multiply the agonies, they intensify the hatreds, and make peaceful settlement
impossible. It is a serious blunder to consider ideological contradictions harm-
less or even beneficial.

The main objective of praxeology and economics is to substitute consistent
correct ideologies for the contradictory tenets of popular eclecticism. There is
no other means of preventing social disintegration and of safeguarding the
steady improvement of human conditions than those provided by reason. Men
must try to think through all the problems involved up to the point beyond
which a human mind cannot proceed farther. They must never acquiesce in
any solutions conveyed by older generations, they must always question anew
every theory and every theorem, they must never relax in their endeavors to
brush away fallacies and to find the best possible cognition. They must fight
error by unmasking spurious doctrines and by expounding truth.

The problems involved are purely intellectual and must be dealt with as
such. It is disastrous to shift them to the moral sphere and to dispose of sup-
porters of opposite ideologies by calling them villains. It is vain to insist that
what we are aiming at is good and what our adversaries want is bad. The
question to be solved is precisely what is to be considered as good and what
as bad. The rigid dogmatism peculiar to religious groups and to Marxism
results only in irreconcilable conflict. It condemns beforehand all dissenters
as evildoers, it calls into question their good faith, it asks them to surrender
unconditionally. No social cooperation is possible where such an attitude
prevails.

No better is the propensity, very popular nowadays, to brand sup-
porters of other ideologies as lunatics. Psychiatrists are vague in draw-
ing a line between sanity and insanity. It would be preposterous for
laymen to interfere with this fundamental issue of psychiatry. However,
it is clear that if the mere fact that a man shares erroneous views
and acts according to his errors qualifies him as mentally disabled, it
would be very hard to discover an individual to which the epithet
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sane or normal could be attributed. Then we are bound to call the past gen-
erations lunatic because their ideas about the problems of the natural sciences
and concomitantly their techniques differed from ours. Coming generations
will call us lunatics for the same reason. Man is liable to error. If to err were
the characteristic feature of mental disability, then everybody should be called
mentally disabled.

Neither can the fact that a man is at variance with the opinions held by the
majority of his contemporaries qualify him as a lunatic. Were Copernicus,
Galileo and Lavoisier insane? It is the regular course of history that a man con-
ceives new ideas, contrary to those of other people. Some of these ideas are
later embodied in the system of knowledge accepted by public opinion as true.
Is it permissible to apply the epithet “sane” only to boors who never had ideas
of their own and to deny it to all innovators?

The procedure of some contemporary psychiatrists is really outrageous.
They are utterly ignorant of the theories of praxeology and economics. Their
familiarity with present-day ideologies is superficial and uncritical. Yet they
blithely call the supporters of some ideologies paranoid persons.

There are men who are commonly stigmatized as monetary cranks. The
monetary crank suggests a method for making everybody prosperous by
monetary measures. His plans are illusory. However, they are the consistent
application of a monetary ideology entirely approved by contemporary public
opinion and espoused by the policies of almost all governments. The objec-
tions raised against these ideological errors by the economists are not taken
into account by the governments, political parties, and the press.

It is generally believed by those unfamiliar with economic theory that
credit expansion and an increase in the quantity of money in circulation
are efficacious means for lowering the rate of interest permanently below
the height it would attain on a nonmanipulated capital and loan market.
This theory is utterly illusory.2 But it guides the monetary and credit policy
of almost every contemporary government. Now, on the basis of this vicious
ideology, no valid objection can be raised against the plans advanced by
Pierre Joseph Proudhon, Ernest Solvay, Clifford Hugh Douglas and a host
of other would-be reformers. They are only more consistent than other
people are. They want to reduce the rate of interest to zero and thus to
abolish altogether the scarcity of “capital.” He who wants to refute them
must attack the theories underlying the monetary and credit policies of the
great nations.

The psychiatrist may object that what characterizes a man as a lu-
natic is precisely the fact that he lacks moderation and goes to ex-
tremes. While normal man is judicious enough to restrain himself,
the paranoid person goes beyond all bounds. This is quite an unsatis-
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factory rejoinder. All the arguments advanced in favor of the thesis that the
rate of interest can be reduced by credit expansion from 5 or 4 per cent to 3 or
2 per cent are equally valid for a reduction to zero. The “monetary cranks” are
certainly right from the point of view of the monetary fallacies approved by
popular opinion.

There are psychiatrists who call the Germans who espoused the principles
of Nazism lunatics and want to cure them by therapeutic procedures. Here
again we are faced with the same problem. The doctrines of Nazism are vi-
cious, but they do not essentially disagree with the ideologies of socialism and
nationalism as approved by other peoples’ public opinion. What characterized
the Nazis was only the consistent application of these ideologies to the special
conditions of Germany. Like all other contemporary nations the Nazis desired
government control of business and economic self-sufficiency, i.e., autarky, for
their own nation. The distinctive mark of their policy was that they refused to
acquiesce in the disadvantages which the acceptance of the same system by
other nations would impose upon them. They were not prepared to be forever
“imprisoned,” as they said, within a comparatively overpopulated area in
which physical conditions render the productivity of human effort lower than
in other countries. They believed that their nation’s great population figures,
the strategically propitious geographic situation of their country, and the in-
born vigor and gallantry of their armed forces provided them with a good
chance to remedy by aggression the evils they deplored.

Now, whoever accepts the ideology of nationalism and socialism as true and
as the standard of his own nation’s policy, is not in a position to refute the con-
clusions drawn from them by the Nazis. The only way for a refutation of
Nazism left for foreign nations which have espoused these two principles was
to defeat the Nazis in war. And as long as the ideology of socialism and
nationalism is supreme in the world’s public opinion, the Germans or other
peoples will try again to succeed by aggression and conquest, should the op-
portunity ever be offered to them. There is no hope of eradicating the aggres-
sion mentality if one does not explode entirely the ideological fallacies from
which it stems. This is not a task for psychiatrists, but for economists.3

Man has only one tool to fight error: reason.

3 Might

Society is a product of human action. Human action is directed by
ideologies. Thus society and any concrete order of social affairs are
an outcome of ideologies; ideologies are not, as Marxism asserts, a
product of a certain state of social affairs. To be sure, human
thoughts and ideas are not the achievement of isolated individuals.
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Thinking too succeeds only through the cooperation of the thinkers. No
individual would make headway in his reasoning if he were under the ne-
cessity of starting from the beginning. A man can advance in thinking only
because his efforts are aided by those of older generations who have formed
the tools of thinking, the concepts and terminologies, and have raised the
problems.

Any given social order was thought out and designed before it could be re-
alized. This temporal and logical precedence of the ideological factor does not
imply the proposition that people draft a complete plan of a social system as
the utopians do. What is and must be thought out in advance is not the con-
certing of individual actions into an integrated system of social organization,
but the actions of individuals with regard to their fellow men and of already
formed groups of individuals with regard to other groups. Before a man aids
his fellow in cutting a tree, such cooperation must be thought out. Before an
act of barter takes place, the idea of mutual exchange of goods and services
must be conceived. It is not necessary that the individuals concerned become
aware of the fact that such mutuality results in the establishment of social
bonds and in the emergence of a social system. The individual does not plan
and execute actions intended to construct society. His conduct and the corre-
sponding conduct of others generate social bodies.

Any existing state of social affairs is the product of ideologies previously
thought out. Within society new ideologies may emerge and may super-
sede older ideologies and thus transform the social system. However, soci-
ety is always the creation of ideologies temporally and logically anterior.
Action is always directed by ideas; it realizes what previous thinking has
designed.

If we hypostatize or anthropomorphize the notion of ideology, we may say
that ideologies have might over men. Might is the faculty or power of direct-
ing actions. As a rule one says only of a man or of groups of men that they are
mighty. Then the definition of might is: might is the power to direct other
people’s actions. He who is mighty, owes his might to an ideology. Only ide-
ologies can convey to a man the power to influence other people’s choices and
conduct. One can become a leader only if one is supported by an ideology
which makes other people tractable and accommodating. Might is thus not a
physical and tangible thing, but a moral and spiritual phenomenon. A king’s
might rests upon the recognition of the monarchical ideology on the part of
his subjects.

He who uses his might to run the state, i.e., the social apparatus of
coercion and compulsion, rules. Rule is the exercise of might in
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the political body. Rule is always based upon might, i.e., the power to direct
other people’s actions.

Of course, it is possible to establish a government upon the violent oppres-
sion of reluctant people. It is the characteristic mark of state and government
that they apply violent coercion or the threat of it against those not prepared
to yield voluntarily. Yet such violent oppression is no less founded upon ideo-
logical might. He who wants to apply violence needs the voluntary coopera-
tion of some people. An individual entirely dependent on himself can never
rule by means of physical violence only.4 He needs the ideological support of
a group in order to subdue other groups. The tyrant must have a retinue of par-
tisans who obey his orders of their own accord. Their spontaneous obedience
provides him with the apparatus he needs for the conquest of other people.
Whether or not he succeeds in making his sway last depends on the numeri-
cal relation of the two groups, those who support him voluntarily and those
whom he beats into submission. Though a tyrant may temporarily rule
through a minority if this minority is armed and the majority is not, in the long
run a minority cannot keep the majority in subservience. The oppressed will
rise in rebellion and cast off the yoke of tyranny.

A durable system of government must rest upon an ideology acknowledged
by the majority. The “real” factor, the “real forces” that are the foundation of
government and convey to the rulers the power to use violence against reni-
tent minority groups are essentially ideological, moral, and spiritual. Rulers
who failed to recognize this first principle of government and, relying upon
the alleged irresistibility of their armed troops, disdained the spirit and ideas
have finally been overthrown by the assault of their adversaries. The inter-
pretation of might as a “real” factor not dependent upon ideologies, quite
common to many political and historical books, is erroneous. The term
Realpolitik makes sense only if used to signify a policy taking account of
generally accepted ideologies as contrasted with a policy based upon ideolo-
gies not sufficiently acknowledged and therefore unfit to support a durable
system of government.

He who interprets might as physical or “real” power to carry on
and considers violent action as the very foundation of government,
sees conditions from the narrow point of view of subordinate officers
in charge of sections of an army or police force. To these subordi-
nates a definite task within the framework of the ruling ideology is
assigned. Their chiefs commit to their care troops which are not
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only equipped, armed, and organized for combat, but no less imbued with the
spirit which makes them obey the orders issued. The commanders of such
subdivisions consider this moral factor a matter of course because they them-
selves are animated by the same spirit and cannot even imagine a different
ideology. The power of an ideology consists precisely in the fact that people
submit to it without any wavering and scruples.

However, things are different for the head of the government. He must aim
at preservation of the morale of the armed forces and of the loyalty of the rest
of the population. For these moral factors are the only “real” elements upon
which continuance of his mastery rests. His power dwindles if the ideology
that supports it loses force.

Minorities too can sometimes conquer by means of superior military skill
and can thus establish minority rule. But such an order of things cannot
endure. If the victorious conquerors do not succeed in subsequently con-
verting the system of rule by violence into a system of rule by ideological
consent on the part of those ruled, they will succumb in new struggles. All
victorious minorities who have established a lasting system of government
have made their sway durable by means of a belated ideological ascen-
dancy. They have legitimized their own supremacy either by submitting to
the ideologies of the defeated or by transforming them. Where neither of
these two things took place, the oppressed many dispossessed the oppress-
ing few either by open rebellion or through the silent but steadfast opera-
tion of ideological forces.5

Many of the great historical conquests were able to endure be-
cause the invaders entered into alliance with those classes of the de-
feated nation which were supported by the ruling ideology and were
thus considered legitimate rulers. This was the system adopted by
the Tartars in Russia, by the Turks in the Danube principalities and
by and large in Hungary and Transylvania, and by the British and
the Dutch in the Indies. A comparatively insignificant number of
Britons could rule many hundred millions of Indians because the
Indian princes and aristocratic landowners looked upon British rule
as a means for the preservation of their privileges and supplied it
with the support which the generally acknowledged ideology of India
gave to their own supremacy. England’s Indian empire was firm as
long as public opinion approved of the traditional social order. The
Pax Britannica safeguarded the princes’ and the landlords’ privileges
and protected the masses against the agonies of wars between the
principalities and of succession wars within them. In our day the

190 � action within the framework of society

5. Cf. below, pp. 647–51.

09-L3843  12/5/06  11:03 AM  Page 190



infiltration of subversive ideas from abroad has ended British rule and threat-
ens the preservation of the country’s age-old social order.

Victorious minorities sometimes owe their success to their technological
superiority. This does not alter the case. In the long run it is impossible to
withhold the better arms from the members of the majority. Not the equip-
ment of their armed forces, but ideological factors safeguarded the British in
India.6

A country’s public opinion may be ideologically divided in such a way that
no group is strong enough to establish a durable government. Then anarchy
emerges. Revolutions and civil strife become permanent.

Traditionalism as an Ideology

Traditionalism is an ideology which considers loyalty to valuations, customs,
and methods of procedure handed down or allegedly handed down from an-
cestors both right and expedient. It is not an essential mark of traditionalism
that these forefathers were the ancestors in the biological meaning of the term
or can be fairly considered such; they were sometimes only the previous in-
habitants of the country concerned or supporters of the same religious creed
or only precursors in the exercise of some special task. Who is to be considered
an ancestor and what is the content of the body of tradition handed down are
determined by the concrete teachings of each variety of traditionalism. The
ideology brings into prominence some of the ancestors and relegates others to
oblivion; it sometimes calls ancestors people who had nothing to do with the
alleged posterity. It often constructs a “traditional” doctrine which is of recent
origin and is at variance with the ideologies really held by the ancestors.

Traditionalism tries to justify its tenets by citing the success they secured in
the past. Whether this assertion conforms with the facts, is another question.
Research could sometimes unmask errors in the historical statements of a tra-
ditional belief. However, this did not always explode the traditional doctrine.
For the core of traditionalism is not real historical facts, but an opinion about
them, however mistaken, and a will to believe things to which the authority of
ancient origin is attributed.

4 Meliorism and the Idea of Progress

The notions of progress and retrogression make sense only within a
teleological system of thought. In such a framework it is sensible to
call approach toward the goal aimed at progress and a movement
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in the opposite direction retrogression. Without reference to some agent’s
action and to a definite goal both these notions are empty and void of any
meaning.

It was one of the shortcomings of nineteenth-century philosophies to have
misinterpreted the meaning of cosmic change and to have smuggled into the
theory of biological transformation the idea of progress. Looking backward
from any given state of things to the states of the past one can fairly use the
terms development and evolution in a neutral sense. Then evolution signifies
the process which led from past conditions to the present. But one must guard
against the fatal error of confusing change with improvement and evolution
with evolution toward higher forms of life. Neither is it permissible to substi-
tute a pseudoscientific anthropocentrism for the anthropocentrism of religion
and the older metaphysical doctrines.

However, there is no need for praxeology to enter into a critique of this phi-
losophy. Its task is to explode the errors implied in current ideologies.

Eighteenth-century social philosophy was convinced that mankind has
now finally entered the age of reason. While in the past theological and
metaphysical errors were dominant, henceforth reason will be supreme.
People will free themselves more and more from the chains of tradition and
superstition and will dedicate all their efforts to the continuous improvement
of social institutions. Every new generation will contribute its part to this glo-
rious task. With the progress of time society will more and more become the
society of free men, aiming at the greatest happiness of the greatest number.
Temporary setbacks are, of course, not impossible. But finally the good cause
will triumph because it is the cause of reason. People called themselves
happy in that they were citizens of an age of enlightenment which through
the discovery of the laws of rational conduct paved the way toward a steady
amelioration of human affairs. What they lamented was only the fact that
they themselves were too old to witness all the beneficial effects of the new
philosophy. “I would wish,” said Bentham to Philarète Chasles, “to be
granted the privilege to live the years which I have still to live, at the end of
each of the centuries following my death; thus I could witness the effects of
my writing.”7

All these hopes were founded on the firm conviction, proper to the
age, that the masses are both morally good and reasonable. The up-
per strata, the privileged aristocrats living on the fat of the land, were

192 � action within the framework of society

7. Philarète Chasles, Études sur les hommes et les moers du XIXe siècle (Paris, 1849), p. 89.

09-L3843  12/5/06  11:03 AM  Page 192



thought depraved. The common people, especially the peasants and the work-
ers, were glorified in a romantic mood as noble and unerring in their judg-
ment. Thus the philosophers were confident that democracy, government by
the people, would bring about social perfection.

This prejudice was the fateful error of the humanitarians, the philosophers,
and the liberals. Men are not infallible; they err very often. It is not true that
the masses are always right and know the means for attaining the ends aimed
at. “Belief in the common man” is no better founded than was belief in the su-
pernatural gifts of kings, priests, and noblemen. Democracy guarantees a sys-
tem of government in accordance with the wishes and plans of the majority.
But it cannot prevent majorities from falling victim to erroneous ideas and
from adopting inappropriate policies which not only fail to realize the ends
aimed at but result in disaster. Majorities too may err and destroy our civiliza-
tion. The good cause will not triumph merely on account of its reasonableness
and expediency. Only if men are such that they will finally espouse policies
reasonable and likely to attain the ultimate ends aimed at, will civilization
improve and society and state render men more satisfied, although not happy
in a metaphysical sense. Whether or not this condition is given, only the
unknown future can reveal.

There is no room within a system of praxeology for meliorism and
optimistic fatalism. Man is free in the sense that he must daily choose anew
between policies that lead to success and those that lead to disaster, social
disintegration, and barbarism.

The term progress is nonsensical when applied to cosmic events or to a
comprehensive world view. We have no information about the plans of the
prime mover. But it is different with its use in the frame of an ideological doc-
trine. The immense majority strives after a greater and better supply of food,
clothes, homes, and other material amenities. In calling a rise in the masses’
standard of living progress and improvement, economists do not espouse a
mean materialism. They simply establish the fact that people are motivated by
the urge to improve the material conditions of their existence. They judge
policies from the point of view of the aims men want to attain. He who dis-
dains the fall in infant mortality and the gradual disappearance of famines and
plagues may cast the first stone upon the materialism of the economists.

There is but one yardstick for the appraisal of human action: whether or not
it is fit to attain the ends aimed at by acting men.
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chapter 10

Exchange Within Society

1 Autistic Exchange and Interpersonal Exchange

Action always is essentially the exchange of one state of affairs for another state
of affairs. If the action is performed by an individual without any reference to
cooperation with other individuals, we may call it autistic exchange. An in-
stance: the isolated hunter who kills an animal for his own consumption; he
exchanges leisure and a cartridge for food.

Within society cooperation substitutes interpersonal or social exchange for
autistic exchanges. Man gives to other men in order to receive from them. Mu-
tuality emerges. Man serves in order to be served.

The exchange relation is the fundamental social relation. Interpersonal ex-
change of goods and services weaves the bond which unites men into society.
The societal formula is: do ut des [(Latin) I give that you may give]. Where
there is no intentional mutuality, where an action is performed without any
design of being benefited by a concomitant action of other men, there is no
interpersonal exchange, but autistic exchange. It does not matter whether the
autistic action is beneficial or detrimental to other people or whether it does
not concern them at all. A genius may perform his task for himself, not for the
crowd; however, he is an outstanding benefactor of mankind. The robber kills
the victim for his own advantage; the murdered man is by no means a partner
in this crime, he is merely its object; what is done, is done against him.

Hostile aggression was a practice common to man’s nonhuman forebears.
Conscious and purposeful cooperation is the outcome of a long evolutionary
process. Ethnology and history have provided us with interesting information
concerning the beginning and the primitive patterns of interpersonal ex-
change. Some consider the custom of mutual giving and returning of presents
and stipulating a certain return present in advance as a precursory pattern of
interpersonal exchange.1 Others consider dumb barter as the primitive mode
of trade. However, to make presents in the expectation of being rewarded

1. Gustav Cassel, The Theory of Social Economy, trans. by S. L. Banon (new ed. London, 1932), 
p. 371.
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by the receiver’s return present or in order to acquire the favor of a man
whose animosity could be disastrous, is already tantamount to interpersonal
exchange. The same applies to dumb barter which is distinguished from
other modes of bartering and trading only through the absence of oral
discussion.

It is the essential characteristic of the categories of human action that they
are apodictic and absolute and do not admit of any gradation. There is action
or nonaction, there is exchange or nonexchange; everything which applies to
action and exchange as such is given or not given in every individual instance
according to whether there is or there is not action and exchange. In the same
way the boundaries between autistic exchange and interpersonal exchange are
sharply distinct. Making one-sided presents without the aim of being rewarded
by any conduct on the part of the receiver or of third persons is autistic ex-
change. The donor acquires the satisfaction which the better condition of the
receiver gives to him. The receiver gets the present as a God-sent gift. But if
presents are given in order to influence some people’s conduct, they are no
longer one-sided, but a variety of interpersonal exchange between the donor
and the man whose conduct they are designed to influence. Although the
emergence of interpersonal exchange was the result of a long evolution, no
gradual transition is conceivable between autistic and interpersonal exchange.
There were no intermediary modes of exchange between them. The step
which leads from autistic to interpersonal exchange was no less a jump into
something entirely new and essentially different than was the step from auto-
matic reaction of the cells and nerves to conscious and purposeful behavior,
to action.

2 Contractual Bonds and Hegemonic Bonds

There are two different kinds of social cooperation: cooperation by virtue of
contract and coordination, and cooperation by virtue of command and subor-
dination or hegemony.

Where and as far as cooperation is based on contract, the logical relation
between the cooperating individuals is symmetrical. They are all parties to
interpersonal exchange contracts. John has the same relation to Tom as Tom
has to John. Where and as far as cooperation is based on command and sub-
ordination, there is the man who commands and there are those who obey
his orders. The logical relation between these two classes of men is asym-
metrical. There is a director and there are people under his care. The direc-
tor alone chooses and directs; the others—the wards—are mere pawns in his
actions.
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The power that calls into life and animates any social body is always
ideological might, and the fact that makes an individual a member of any so-
cial compound is always his own conduct. This is no less valid with regard to
a hegemonic societal bond. It is true, people are as a rule born into the most
important hegemonic bonds, into the family and into the state, and this was
also the case with the hegemonic bonds of older days, slavery and serfdom,
which disappeared in the realm of Western civilization. But no physical vio-
lence and compulsion can possibly force a man against his will to remain in
the status of the ward of a hegemonic order. What violence or the threat of
violence brings about is a state of affairs in which subjection as a rule is
considered more desirable than rebellion. Faced with the choice between the
consequences of obedience and of disobedience, the ward prefers the former
and thus integrates himself into the hegemonic bond. Every new command
places this choice before him again. In yielding again and again he himself
contributes his share to the continuous existence of the hegemonic societal
body. Even as a ward in such a system he is an acting human being, i.e., a
being not simply yielding to blind impulses, but using his reason in choosing
between alternatives.

What differentiates the hegemonic bond from the contractual bond is the
scope in which the choices of the individuals determine the course of
events. As soon as a man has decided in favor of his subjection to a hege-
monic system, he becomes, within the margin of this system’s activities and
for the time of his subjection, a pawn of the director’s actions. Within the
hegemonic societal body and as far as it directs its subordinates’ conduct,
only the director acts. The wards act only in choosing subordination; having
once chosen subordination they no longer act for themselves, they are
taken care of.

In the frame of a contractual society the individual members exchange
definite quantities of goods and services of a definite quality. In choosing
subjection in a hegemonic body a man neither gives nor receives anything
that is definite. He integrates himself into a system in which he has to ren-
der indefinite services and will receive what the director is willing to assign
to him. He is at the mercy of the director. The director alone is free to
choose. Whether the director is an individual or an organized group of in-
dividuals, a directorate, and whether the director is a selfish maniacal tyrant
or a benevolent paternal despot is of no relevance for the structure of the
whole system.

The distinction between these two kinds of social cooperation is
common to all theories of society. Ferguson described it as the con-
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trast between warlike nations and commercial nations;2 Saint Simon as the
contrast between pugnacious nations and peaceful or industrial nations; Her-
bert Spencer as the contrast between societies of individual freedom and those
of a militant structure;3 Sombart as the contrast between heroes and peddlers.4

The Marxians distinguish between the “gentile organization” of a fabulous
state of primitive society and the eternal bliss of socialism on the one hand and
the unspeakable degradation of capitalism on the other hand.5 The Nazi phi-
losophers distinguish the counterfeit system of bourgeois security from the
heroic system of authoritarian Führertum [(German) Leadership]. The valua-
tion of both systems is different with the various sociologists. But they fully
agree in the establishment of the contrast and no less in recognizing that no
third principle is thinkable and feasible.

Western civilization as well as the civilization of the more advanced East-
ern peoples are achievements of men who have cooperated according to the
pattern of contractual coordination. These civilizations, it is true, have
adopted in some respects bonds of hegemonic structure. The state as an ap-
paratus of compulsion and coercion is by necessity a hegemonic organization.
So is the family and its household community. However, the characteristic
feature of these civilizations is the contractual structure proper to the cooper-
ation of the individual families. There once prevailed almost complete
autarky and economic isolation of the individual household units. When
interfamilial exchange of goods and services was substituted for each family’s
economic self-sufficiency, it was, in all nations commonly considered civi-
lized, a cooperation based on contract. Human civilization as it has been hith-
erto known to historical experience is preponderantly a product of contractual
relations.

Any kind of human cooperation and social mutuality is essentially
an order of peace and conciliatory settlement of disputes. In the do-
mestic relations of any societal unit, be it a contractual or a hege-
monic bond, there must be peace. Where there are violent conflicts
and as far as there are such conflicts, there is neither cooperation
nor societal bonds. Those political parties which in their eagerness
to substitute the hegemonic system for the contractual system point
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at the rottenness of peace and of bourgeois security, extol the moral nobility
of violence and bloodshed and praise war and revolution as the eminently
natural methods of interhuman relations, contradict themselves. For their
own utopias are designed as realms of peace. The Reich of the Nazis and the
commonwealth of the Marxians are planned as societies of undisturbed
peace. They are to be created by pacification, i.e., the violent subjection of
all those not ready to yield without resistance. In a contractual world various
states can quietly coexist. In a hegemonic world there can only be one Reich
or commonwealth and only one dictator. Socialism must choose between
a renunciation of the advantages of division of labor encompassing the
whole earth and all peoples and the establishment of a world-embracing
hegemonic order. It is this fact that made Russian Bolshevism, German
Nazism, and Italian Fascism “dynamic,” i.e., aggressive. Under contractual
conditions empires are dissolved into a loose league of autonomous member
nations. The hegemonic system is bound to strive after annexation of all
independent states.

The contractual order of society is an order of right and law. It is a govern-
ment under the rule of law (Rechtsstaat) as differentiated from the welfare
state (Wohlfahrtsstaat) or paternal state. Right or law is the complex of rules
determining the orbit in which individuals are free to act. No such orbit is left
to wards of a hegemonic society. In the hegemonic state there is neither right
nor law; there are only directives and regulations which the director may
change daily and apply with what discrimination he pleases and which the
wards must obey. The wards have one freedom only: to obey without asking
questions.

3 Calculative Action

All the praxeological categories are eternal and unchangeable as they are
uniquely determined by the logical structure of the human mind and by the
natural conditions of man’s existence. Both in acting and in theorizing about
acting, man can neither free himself from these categories nor go beyond
them. A kind of acting categorially different from that determined by these cat-
egories is neither possible nor conceivable for man. Man can never compre-
hend something which would be neither action nor nonaction. There is no
history of acting; there is no evolution which would lead from nonaction to ac-
tion; there are no transitory stages between action and nonaction. There is
only acting and nonacting. And for every concrete action all that is rigorously
valid which is categorially established with regard to action in general.
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Every action can make use of ordinal numbers. For the application of car-
dinal numbers and for the arithmetical computation based on them special
conditions are required. These conditions emerged in the historical evolution
of the contractual society. Thus the way was opened for computation and cal-
culation in the planning of future action and in establishing the effects
achieved by past action. Cardinal numbers and their use in arithmetical op-
erations are also eternal and immutable categories of the human mind. But
their applicability to premeditation and the recording of action depends on
certain conditions which were not given in the early state of human affairs,
which appeared only later, and which could possibly disappear again.

It was cognition of what is going on within a world in which action is
computable and calculable that led men to the elaboration of the sciences of
praxeology and economics. Economics is essentially a theory of that scope of
action in which calculation is applied or can be applied if certain conditions
are realized. No other distinction is of greater significance, both for human life
and for the study of human action, than that between calculable action and
noncalculable action. Modern civilization is above all characterized by the
fact that it has elaborated a method which makes the use of arithmetic possible
in a broad field of activities. This is what people have in mind when attribut-
ing to it the—not very expedient and often misleading—epithet of rationality.

The mental grasp and analysis of the problems present in a calculating mar-
ket system were the starting point of economic thinking which finally led to
general praxeological cognition. However, it is not the consideration of this
historical fact that makes it necessary to start exposition of a comprehensive
system of economics by an analysis of the market economy and to place before
this analysis an examination of the problem of economic calculation. Neither
historical nor heuristic aspects enjoin such a procedure, but the requirements
of logical and systematic rigor. The problems concerned are apparent and
practical only within the sphere of the calculating market economy. It is only
a hypothetical and figurative transfer which makes them utilizable for the
scrutiny of other systems of society’s economic organization which do not
allow of any calculation. Economic calculation is the fundamental issue in
the comprehension of all problems commonly called economic.
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part 3

Economic Calculation

chapter 11

Valuation Without Calculation

1 The Gradation of the Means

Acting man transfers the valuation of ends he aims at to the means. Other
things being equal, he assigns to the total amount of the various means the
same value he attaches to the end which they are fit to bring about. For the
moment we may disregard the time needed for production of the end and its
influence upon the relation between the value of the ends and that of the
means.

The gradation of the means is, like that of the ends, a process of preferring
a to b. It is preferring and setting aside. It is manifestation of a judgment that
a is more intensely desired than is b. It opens a field for application of ordinal
numbers, but it is not open to application of cardinal numbers and arithmeti-
cal operations based on them. If somebody gives me the choice among three
tickets entitling one to attend the operas Aïda, Falstaff, and Traviata and I take,
if I can only take one of them, Aïda, and if I can take one more, Falstaff also,
I have made a choice. That means: under given conditions I prefer Aïda and
Falstaff to Traviata; if I could only choose one of them, I would prefer Aïda and
renounce Falstaff. If I call the admission to Aïda a, that to Falstaff b and that
to Traviata c, I can say: I prefer a to b and b to c.

The immediate goal of acting is frequently the acquisition of countable and
measurable supplies of tangible things. Then acting man has to choose be-
tween countable quantities; he prefers, for example, 15 r to 7 p; but if he had
to choose between 15 r and 8 p, he might prefer 8 p. We can express this state
of affairs by declaring that he values 15 r less than 8 p, but higher than 7 p. This
is tantamount to the statement that he prefers a to b and b to c. The substitu-
tion of 8 p for a, of 15 r for b and of 7 p for c changes neither the meaning of
the statement nor the fact that it describes. It certainly does not render reck-
oning with cardinal numbers possible. It does not open a field for economic
calculation and the mental operations based upon such calculation.

�
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2 The Barter-Fiction of the Elementary Theory 
of Value and Prices

The elaboration of economic theory is heuristically dependent on the logical
processes of reckoning to such an extent that the economists failed to realize
the fundamental problem involved in the methods of economic calculation.
They were prone to take economic calculation as a matter of course; they did
not see that it is not an ultimate given, but a derivative requiring reduction to
more elementary phenomena. They misconstrued economic calculation.
They took it for a category of all human action and ignored the fact that it is
only a category inherent in acting under special conditions. They were fully
aware of the fact that interpersonal exchange, and consequently market ex-
change effected by the intermediary of a common medium of exchange—
money, and therefore prices, are special features of a certain state of society’s
economic organization which did not exist in primitive civilizations and
could possibly disappear in the further course of historical change.1 But they
did not comprehend that money prices are the only vehicle of economic cal-
culation. Thus most of their studies are of little use. Even the writings of the
most eminent economists are vitiated to some extent by the fallacies implied
in their ideas about economic calculation.

The modern theory of value and prices shows how the choices of individu-
als, their preferring of some things and setting aside of other things, result, in
the sphere of interpersonal exchange, in the emergence of market prices.2
These masterful expositions are unsatisfactory in some minor points and
disfigured by unsuitable expressions. But they are essentially irrefutable. As far
as they need to be amended, it must be done by a consistent elaboration of
the fundamental thoughts of their authors rather than by a refutation of their
reasoning.

In order to trace back the phenomena of the market to the uni-
versal category of preferring a to b, the elementary theory of value
and prices is bound to use some imaginary constructions. The use of
imaginary constructions to which nothing corresponds in reality is an
indispensable tool of thinking. No other method would have con-
tributed anything to the interpretation of reality. But one of the most
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important problems of science is to avoid the fallacies which ill-considered
employment of such constructions can entail.

The elementary theory of value and prices employs, apart from other imag-
inary constructions to be dealt with later,3 the construction of a market in
which all transactions are performed in direct exchange. There is no money;
goods and services are directly bartered against other goods and services. This
imaginary construction is necessary. One must disregard the intermediary role
played by money in order to realize that what is ultimately exchanged is always
economic goods of the first order against other such goods. Money is nothing
but a medium of interpersonal exchange. But one must carefully guard one-
self against the delusions which this construction of a market with direct ex-
change can easily engender.

A serious blunder that owes its origin and its tenacity to a misinterpretation
of this imaginary construction was the assumption that the medium of ex-
change is a neutral factor only. According to this opinion the only difference
between direct and indirect exchange was that only in the latter was a medium
of exchange used. The interpolation of money into the transaction, it was as-
serted, did not affect the main features of the business. One did not ignore the
fact that in the course of history tremendous alterations in the purchasing
power of money have occurred and that these fluctuations often convulsed the
whole system of exchange. But it was believed that such events were excep-
tional facts caused by inappropriate policies. Only “bad” money, it was said,
can bring about such disarrangements. In addition people misunderstood the
causes and effects of these disturbances. They tacitly assumed that changes in
purchasing power occur with regard to all goods and services at the same time
and to the same extent. This is, of course, what the fable of money’s neutrality
implies. The whole theory of catallactics, it was held, can be elaborated under
the assumption that there is direct exchange only. If this is once achieved, the
only thing to be added is the “simple” insertion of money terms into the com-
plex of theorems concerning direct exchange. However, this final completion
of the catallactic system was considered of minor importance only. It was not
believed that it could alter anything essential in the structure of economic
teachings. The main task of economics was conceived as the study of direct
exchange. What remained to be done besides this was at best only a scrutiny
of the problems of “bad” money.

Complying with this opinion, economists neglected to lay due
stress upon the problems of indirect exchange. Their treatment of
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monetary problems was superficial; it was only loosely connected with the
main body of their scrutiny of the market process. About the beginning of the
twentieth century the problems of indirect exchange were by and large rele-
gated to a subordinate place. There were treatises on catallactics which dealt
only incidentally and cursorily with monetary matters, and there were books
on currency and banking which did not even attempt to integrate their subject
into the structure of a catallactic system. At the universities of the Anglo-Saxon
countries there were separate chairs for economics and for currency and bank-
ing, and at most of the German universities monetary problems were almost
entirely disregarded.4 Only later economists realized that some of the most im-
portant and most intricate problems of catallactics are to be found in the field
of indirect exchange and that an economic theory which does not pay full re-
gard to them is lamentably defective. The coming into vogue of investigations
concerning the relation between the “natural rate of interest” and the “money
rate of interest,” the ascendancy of the monetary theory of the trade cycle, and
the entire demolition of the doctrine of the simultaneousness and evenness of
the changes in the purchasing power of money were marks of the new tenor
of economic thought. Of course, these new ideas were essentially a continua-
tion of the work gloriously begun by David Hume, the British Currency
School, John Stuart Mill and Cairnes.

Still more detrimental was a second error which emerged from the careless
use of the imaginary construction of a market with direct exchange.

An inveterate fallacy asserted that things and services exchanged are
of equal value. Value was considered as objective, as an intrinsic
quality inherent in things and not merely as the expression of various
people’s eagerness to acquire them. People, it was assumed, first es-
tablished the magnitude of value proper to goods and services by an
act of measurement and then proceeded to barter them against quan-
tities of goods and services of the same amount of value. This fallacy
frustrated Aristotle’s approach to economic problems and, for almost
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two thousand years, the reasoning of all those for whom Aristotle’s opinions
were authoritative. It seriously vitiated the marvelous achievements of the
classical economists and rendered the writings of their epigones, especially
those of Marx and the Marxian school, entirely futile. The basis of modern
economics is the cognition that it is precisely the disparity in the value at-
tached to the objects exchanged that results in their being exchanged. People
buy and sell only because they appraise the things given up less than those re-
ceived. Thus the notion of a measurement of value is vain. An act of exchange
is neither preceded nor accompanied by any process which could be called a
measuring of value. An individual may attach the same value to two things;
but then no exchange can result. But if there is a diversity in valuation, all that
can be asserted with regard to it is that one a is valued higher, that it is pre-
ferred to one b. Values and valuations are intensive quantities and not exten-
sive quantities. They are not susceptible to mental grasp by the application of
cardinal numbers.

However, the spurious idea that values are measurable and are really
measured in the conduct of economic transactions was so deeply rooted
that even eminent economists fell victim to the fallacy implied. Even
Friedrich von Wieser and Irving Fisher took it for granted that there must
be something like measurement of value and that economics must be able
to indicate and to explain the method by which such measurement is ef-
fected.5 Most of the lesser economists simply maintained that money serves
“as a measure of values.”

Now, we must realize that valuing means to prefer a to b. There is—
logically, epistemologically, psychologically, and praxeologically—only one
pattern of preferring. It does not matter whether a lover prefers one girl to
other girls, a man one friend to other people, an amateur one painting to
other paintings, or a consumer a loaf of bread to a piece of candy. Prefer-
ring always means to love or to desire a more than b. Just as there is no
standard and no measurement of sexual love, of friendship and sympathy,
and of aesthetic enjoyment, so there is no measurement of the value of
commodities. If a man exchanges two pounds of butter for a shirt, all that
we can assert with regard to this transaction is that he—at the instant of
the transaction and under the conditions which this instant offers to
him—prefers one shirt to two pounds of butter. It is certain that every act
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of preferring is characterized by a definite psychic intensity of the feelings it im-
plies. There are grades in the intensity of the desire to attain a definite goal and
this intensity determines the psychic profit which the successful action brings
to the acting individual. But psychic quantities can only be felt. They are en-
tirely personal, and there is no semantic means to express their intensity and to
convey information about them to other people.

There is no method available to construct a unit of value. Let us remem-
ber that two units of a homogeneous supply are necessarily valued differently.
The value attached to the nth unit is lower than that attached to the
(n � 1)th unit.

In the market society there are money prices. Economic calculation is
calculation in terms of money prices. The various quantities of goods
and services enter into this calculation with the amount of money for
which they are bought and sold on the market or for which they could
prospectively be bought and sold. It is a fictitious assumption that an iso-
lated self-sufficient individual or the general manager of a socialist sys-
tem, i.e., a system in which there is no market for means of production,
could calculate. There is no way which could lead one from the money
computation of a market economy to any kind of computation in a non-
market system.

The Theory of Value and Socialism

Socialists, Institutionalists and the Historical School have blamed economists
for having employed the imaginary construction of an isolated individual’s
thinking and acting. This Robinson Crusoe pattern, it is asserted, is of no use
for the study of the conditions of a market economy. The rebuke is somewhat
justified. Imaginary constructions of an isolated individual and of a planned
economy without market exchange become utilizable only through the im-
plication of the fictitious assumption, self-contradictory in thought and con-
trary to reality, that economic calculation is possible also within a system with-
out a market for the means of production.

It was certainly a serious blunder that economists did not become aware
of this difference between the conditions of a market economy and a non-
market economy. Yet the socialists had little reason for criticizing this fault.
For it consisted precisely in the fact that the economists tacitly implied the
assumption that a socialist order of society could also resort to economic
calculation and that they thus asserted the possibility of the realization of the
socialist plans.

The classical economists and their epigones could not, of course, rec-
ognize the problems involved. If it were true that the value of things is
determined by the quantity of labor required for their production
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or reproduction, then there is no further problem of economic calculation.
The supporters of the labor theory of value cannot be blamed for having mis-
construed the problems of a socialist system. Their fateful failure was their un-
tenable doctrine of value. That some of them were ready to consider the imag-
inary construction of a socialist economy as a useful and realizable pattern
for a thorough reform of social organization did not contradict the essential
content of their theoretical analysis. But it was different with subjective catal-
lactics. It was unpardonable for the modern economists to have failed to
recognize the problems involved.

Wieser was right when he once declared that many economists have un-
wittingly dealt with the value theory of communism and have on that account
neglected to elaborate that of the present state of society.6 It is tragic that he
himself did not avoid this failure.

The illusion that a rational order of economic management is possible in a
society based on public ownership of the means of production owed its origin
to the value theory of the classical economists and its tenacity to the failure of
many modern economists to think through consistently to its ultimate con-
clusions the fundamental theorem of the subjectivist theory. Thus the social-
ist utopias were generated and preserved by the shortcomings of those schools
of thought which the Marxians reject as “an ideological disguise of the selfish
class interest of the exploiting bourgeoisie.” In truth it was the errors of these
schools that made the socialist ideas thrive. This fact clearly demonstrates the
emptiness of the Marxian teachings concerning “ideologies” and its modern
offshoot, the sociology of knowledge.

3 The Problem of Economic Calculation

Acting man uses knowledge provided by the natural sciences for the elabora-
tion of technology, the applied science of action possible in the field of exter-
nal events. Technology shows what could be achieved if one wanted to achieve
it, and how it could be achieved provided people were prepared to employ the
means indicated. With the progress of the natural sciences technology pro-
gressed too; many would prefer to say that the desire to improve technological
methods prompted the progress of the natural sciences. The quantification of
the natural sciences made technology quantitative. Modern technology is es-
sentially the applied art of quantitative prediction of the outcome of possible
action. One calculates with a reasonable degree of precision the outcome of
planned actions, and one calculates in order to arrange an action in such a way
that a definite result emerges.

206 � economic calculation

6. Cf. Friedrich von Wieser, Der natürliche Wert (Vienna, 1889), p. 60, n. 3. [English translation:
Natural Value. Translation by Christian A. Malloch. Edited with a Preface (1893) and Analysis by
William Smart. New York: Kellely & Millman, 1956.]

11-L3843  12/5/06  11:03 AM  Page 206



However, the mere information conveyed by technology would
suffice for the performance of calculation only if all means of produc-
tion—both material and human—could be perfectly substituted for one
another according to definite ratios, or if they all were absolutely
specific. In the former case all means of production would be fit, al-
though according to different ratios, for the attainment of all ends
whatever; things would be as if only one kind of means—one kind of
economic goods of a higher order existed. In the latter case each
means could be employed for the attainment of one end only; one
would attach to each group of complementary factors of production the
value attached to the respective good of the first order. (Here again we
disregard provisionally the modifications brought about by the time fac-
tor.) Neither of these two conditions is present in the universe in
which man acts. The means can only be substituted for one another
within narrow limits; they are more or less specific means for the at-
tainment of various ends. But, on the other hand, most means are not
absolutely specific; most of them are fit for various purposes. The facts
that there are different classes of means, that most of the means are
better suited for the realization of some ends, less suited for the at-
tainment of some other ends and absolutely useless for the production
of a third group of ends, and that therefore the various means allow for
various uses, set man the task of allocating them to those employments
in which they can render the best service. Here computation in kind
as applied by technology is of no avail. Technology operates with
countable and measurable quantities of external things and effects; it
knows causal relations between them, but it is foreign to their rele-
vance to human wants and desires. Its field is that of objective use-
value only. It judges all problems from the disinterested point of view
of a neutral observer of physical, chemical, and biological events. For
the notion of subjective use-value, for the specifically human angle,
and for the dilemmas of acting man there is no room in the teachings
of technology. It ignores the economic problem: to employ the avail-
able means in such a way that no want more urgently felt should re-
main unsatisfied because the means suitable for its attainment were
employed—wasted—for the attainment of a want less urgently felt. For
the solution of such problems technology and its methods of counting
and measuring are unfit. Technology tells how a given end could be at-
tained by the employment of various means which can be used together
in various combinations, or how various available means could be em-
ployed for certain purposes. But it is at a loss to tell man which proce-
dures he should choose out of the infinite variety of imaginable and
possible modes of production. What acting man wants to know is how
he must employ the available means for the best possible—the most
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economic—removal of felt uneasiness. But technology provides him with
nothing more than statements about causal relations between external
things. It tells, for example, 7 a � 3 b � 5 c � . . . x n are liable to bring
about 8 P. But although it knows the value attached by acting man to the var-
ious goods of the first order, it cannot decide whether this formula or any
other out of the infinite multitude of similarly constructed formulas best
serves the attainment of the ends sought by acting man. The art of engi-
neering can establish how a bridge must be built in order to span a river at
a given point and to carry definite loads. But it cannot answer the question
whether or not the construction of such a bridge would withdraw material
factors of production and labor from an employment in which they could sat-
isfy needs more urgently felt. It cannot tell whether or not the bridge should
be built at all, where it should be built, what capacity for bearing burdens it
should have, and which of the many possibilities for its construction should
be chosen. Technological computation can establish relations between vari-
ous classes of means only to the extent that they can be substituted for one
another in the attempts to attain a definite goal. But action is bound to dis-
cover relations among all means, however dissimilar they may be, without
any regard to the question whether or not they can replace one another in
performing the same services.

Technology and the considerations derived from it would be of little
use for acting man if it were impossible to introduce into their schemes
the money prices of goods and services. The projects and designs of en-
gineers would be purely academic if they could not compare input and
output on a common basis. The lofty theorist in the seclusion of his lab-
oratory does not bother about such trifling things; what he is searching
for is causal relations between various elements of the universe. But the
practical man, eager to improve human conditions by removing uneasi-
ness as far as possible, must know whether, under given conditions, what
he is planning is the best method, or even a method, to make people
less uneasy. He must know whether what he wants to achieve will be an
improvement when compared with the present state of affairs and with
the advantages to be expected from the execution of other technically re-
alizable projects which cannot be put into execution if the project he
has in mind absorbs the available means. Such comparisons can only be
made by the use of money prices.

Thus money becomes the vehicle of economic calculation. This
is not a separate function of money. Money is the universally used
medium of exchange, nothing else. Only because money is the com-
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mon medium of exchange, because most goods and services can be sold and
bought on the market against money, and only as far as this is the case, can
men use money prices in reckoning. The exchange ratios between money and
the various goods and services as established on the market of the past and as
expected to be established on the market of the future are the mental tools of
economic planning. Where there are no money prices, there are no such
things as economic quantities. There are only various quantitative relations
between various causes and effects in the external world. There is no means
for man to find out what kind of action would best serve his endeavors to re-
move uneasiness as far as possible.

There is no need to dwell upon the primitive conditions of the household
economy of self-sufficient farmers. These people performed only very simple
processes of production. For them no calculation was needed, as they could
directly compare input and output. If they wanted shirts, they grew hemp, they
spun, wove, and sewed. They could, without any calculation, easily make up
their minds whether or not the toil and trouble expended were compensated
by the product. But for civilized mankind a return to such a life is out of the
question.

4 Economic Calculation and the Market

The quantitative treatment of economic problems must not be confused with
the quantitative methods applied in dealing with the problems of the external
universe of physical and chemical events. The distinctive mark of economic
calculation is that it is neither based upon nor related to anything which could
be characterized as measurement.

A process of measurement consists in the establishment of the numerical re-
lation of an object with regard to another object, viz., the unit of the meas-
urement. The ultimate source of measurement is that of spatial dimensions.
With the aid of the unit defined in reference to extension one measures en-
ergy and potentiality, the power of a thing to bring about changes in other
things and relations, and the passing of time. A pointer-reading is directly in-
dicative of a spatial relation and only indirectly of other quantities. The as-
sumption underlying measurement is the immutability of the unit. The unit
of length is the rock upon which all measurement is based. It is assumed that
man cannot help considering it immutable.

The last decades have witnessed a revolution in the traditional
epistemological setting of physics, chemistry, and mathematics. We are
on the eve of innovations whose scope cannot be foreseen. It may
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be that the coming generations of physicists will have to face problems in
some way similar to those with which praxeology must deal. Perhaps they
will be forced to drop the idea that there is something unaffected by cos-
mic changes which the observer can use as a standard of measurement.
But however that may come, the logical structure of the measurement of
earthly entities in the macroscopic or molar field of physics will not alter.
Measurement in the orbit of microscopic physics too is made with meter
scales, micrometers, spectrographs—ultimately with the gross sense organs
of man, the observer and experimenter, who himself is molar.7 It cannot
free itself from Euclidian geometry and from the notion of an unchange-
able standard.

There are monetary units and there are measurable physical units of var-
ious economic goods and of many—but not of all—services bought and
sold. But the exchange ratios which we have to deal with are permanently
fluctuating. There is nothing constant and invariable in them. They defy any
attempt to measure them. They are not facts in the sense in which a physi-
cist calls the establishment of the weight of a quantity of copper a fact. They
are historical events, expressive of what happened once at a definite instant
and under definite circumstances. The same numerical exchange ratio may
appear again, but it is by no means certain whether this will really happen
and, if it happens, the question is open whether this identical result was the
outcome of preservation of the same circumstances or of a return to them
rather than the outcome of the interplay of a very different constellation of
price-determining factors. Numbers applied by acting man in economic cal-
culation do not refer to quantities measured but to exchange ratios as they
are expected—on the basis of understanding—to be realized on the markets
of the future to which alone all acting is directed and which alone counts for
acting man.

We are not dealing at this point of our investigation with the problem of a
“quantitative science of economics,” but with the analysis of the mental pro-
cesses performed by acting man in applying quantitative distinctions when
planning conduct. As action is always directed toward influencing a future
state of affairs, economic calculation always deals with the future. As far as it
takes past events and exchange ratios of the past into consideration, it does so
only for the sake of an arrangement of future action.

The task which acting man wants to achieve by economic calcu-
lation is to establish the outcome of acting by contrasting input and
output. Economic calculation is either an estimate of the expected
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outcome of future action or the establishment of the outcome of past action.
But the latter does not serve merely historical and didactic aims. Its practical
meaning is to show how much one is free to consume without impairing the
future capacity to produce. It is with regard to this problem that the funda-
mental notions of economic calculation—capital and income, profit and loss,
spending and saving, cost and yield—are developed. The practical employ-
ment of these notions and of all notions derived from them is inseparably
linked with the operation of a market in which goods and services of all orders
are exchanged against a universally used medium of exchange, viz., money.
They would be merely academic, without any relevance for acting within a
world with a different structure of action.
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chapter 12

The Sphere of Economic Calculation

1 The Character of Monetary Entries

Economic calculation can comprehend everything that is exchanged against
money.

The prices of goods and services are either historical data describing past
events or anticipations of probable future events. Information about a past
price conveys the knowledge that one or several acts of interpersonal exchange
were effected according to this ratio. It does not convey directly any knowledge
about future prices. We may often assume that the market conditions which
determined the formation of prices in the recent past will not change at all or
at least not change considerably in the immediate future so that prices too will
remain unchanged or change only slightly. Such expectations are reasonable
if the prices concerned were the result of the interaction of many people ready
to buy or to sell provided the exchange ratios seemed propitious to them and
if the market situation was not influenced by conditions which are considered
as accidental, extraordinary, and not likely to return. However, the main task
of economic calculation is not to deal with the problems of unchanging or
only slightly changing market situations and prices, but to deal with change.
The acting individual either anticipates changes which will occur without his
own interference and wants to adjust his actions to this anticipated state of af-
fairs; or he wants to embark upon a project which will change conditions even
if no other factors produce a change. The prices of the past are for him merely
starting points in his endeavors to anticipate future prices.

Historians and statisticians content themselves with prices of the past. Prac-
tical man looks at the prices of the future, be it only the immediate future of
the next hour, day, or month. For him the prices of the past are merely a help
in anticipating future prices. Not only in his preliminary calculation of the ex-
pected outcome of planned action, but no less in his attempts to establish the
result of his past transactions, he is primarily concerned with future prices.

In balance sheets and in profit-and-loss statements the result of past
action becomes visible as the difference between the money equiv-
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alent of funds owned (total assets minus total liabilities) at the beginning
and at the end of the period reported, and as the difference between the
money equivalent of costs incurred and gross proceeds earned. In such
statements it is necessary to enter the estimated money equivalent of all
assets and liabilities other than cash. These items should be appraised ac-
cording to the prices at which they could probably be sold in the future
or, as is especially the case with equipment for production processes, in
reference to the prices to be expected in the sale of merchandise manu-
factured with their aid. However, old business customs and the provisions
of commercial law and of the tax laws have brought about a deviation
from sound principles of accounting which aim merely at the best attain-
able degree of correctness. These customs and laws are not so much con-
cerned with correctness in balance sheets and profit-and-loss statements as
with the pursuit of other aims. Commercial legislation aims at a method
of accounting which could indirectly protect creditors against loss. It tends
more or less to an appraisal of assets below their estimated market value
in order to make the net profit and the total funds owned appear smaller
than they really are. Thus a safety margin is created which reduces the
danger that, to the prejudice of creditors, too much might be withdrawn
from the firm as alleged profit and that an already insolvent firm might go
on until it had exhausted the means available for the satisfaction of its
creditors. Contrariwise tax laws often tend toward a method of computa-
tion which makes earnings appear higher than an unbiased method
would. The idea is to raise effective tax rates without making this raise vis-
ible in the nominal tax rate schedules. We must therefore distinguish be-
tween economic calculation as it is practiced by businessmen planning fu-
ture transactions and those computations of business facts which serve
other purposes. The determination of taxes due and economic calculation
are two different things. If a law imposing a tax upon the keeping of do-
mestic servants prescribes that one male servant should be counted as two
female servants, nobody would interpret such a provision as anything other
than a method for determining the amount of tax due. Likewise if an in-
heritance tax law prescribes that securities should be appraised at the stock
market quotation on the day of the decedent’s death, we are merely pro-
vided with a way of determining the amount of the tax.

The duly kept accounts in a system of correct bookkeeping are ac-
curate as to dollars and cents. They display an impressive precision,
and the numerical exactitude of their items seems to remove all doubts.
In fact, the most important figures they contain are speculative antic-
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ipations of future market constellations. It is a mistake to compare the items
of any commercial account to the items used in purely technological reckon-
ing, e.g., in the design for the construction of a machine. The engineer—as
far as he attends to the technological side of his job—applies only numerical
relations established by the methods of the experimental natural sciences; the
businessman cannot avoid numerical terms which are the outcome of his un-
derstanding of future human conduct. The main thing in balance sheets and
in profit-and-loss statements is the evaluation of assets and liabilities not em-
bodied in cash. All such balances and statements are virtually interim bal-
ances and interim statements. They describe as well as possible the state of af-
fairs at an arbitrarily chosen instant while life and action go on and do not stop.
It is possible to wind up individual business units, but the whole system of so-
cial production never ceases. Nor are the assets and liabilities consisting in
cash exempt from the indeterminacy inherent in all business accounting
items. They depend on the future constellation of the market no less than any
item of inventory or equipment. The numerical exactitude of business ac-
counts and calculations must not prevent us from realizing the uncertainty
and speculative character of their items and of all computations based on
them.

Yet, these facts do not detract from the efficiency of economic calcula-
tion. Economic calculation is as efficient as it can be. No reform could
add to its efficiency. It renders to acting man all the services which he can
obtain from numerical computation. It is, of course, not a means of know-
ing future conditions with certainty, and it does not deprive action of its
speculative character. But this can be considered a deficiency only by those
who do not come to recognize the facts that life is not rigid, that all things
are perpetually fluctuating, and that men have no certain knowledge about
the future.

It is not the task of economic calculation to expand man’s information about
future conditions. Its task is to adjust his actions as well as possible to his pres-
ent opinion concerning want-satisfaction in the future. For this purpose act-
ing man needs a method of computation, and computation requires a com-
mon denominator to which all items entered are to be referable. The common
denominator of economic calculation is money.

2 The Limits of Economic Calculation

Economic calculation cannot comprehend things which are not sold and
bought against money.
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There are things which are not for sale and for whose acquisition sacrifices
other than money and money’s worth must be expended. He who wants to
train himself for great achievements must employ many means, some of which
may require expenditure of money. But the essential things to be devoted to
such an endeavor are not purchasable. Honor, virtue, glory, and likewise vigor,
health, and life itself play a role in action both as means and as ends, but they
do not enter into economic calculation.

There are things which cannot at all be evaluated in money, and there are
other things which can be appraised in money only with regard to a fraction
of the value assigned to them. The appraisal of an old building must disregard
its artistic and historical eminence as far as these qualities are not a source of
proceeds in money or goods vendible. What touches a man’s heart only and
does not induce other people to make sacrifices for its attainment remains out-
side the pale of economic calculation.

However, all this does not in the least impair the usefulness of economic
calculation. Those things which do not enter into the items of accountancy
and calculation are either ends or goods of the first order. No calculation is
required to acknowledge them fully and to make due allowance for them. All
that acting man needs in order to make his choice is to contrast them with the
total amount of costs their acquisition or preservation requires. Let us assume
that a town council has to decide between two water supply projects. One of
them implies the demolition of a historical landmark, while the other at the
cost of an increase in money expenditure spares this landmark. The fact that
the feelings which recommend the conservation of the monument cannot be
estimated in a sum of money does not in any way impede the councilmen’s
decision. The values that are not reflected in any monetary exchange ratio are,
on the contrary, by this very fact lifted into a particular position which makes
the decision rather easier. No complaint is less justified than the lamentation
that the computation methods of the market do not comprehend things not
vendible. Moral and aesthetic values do not suffer any damage on account of
this fact.

Money, money prices, market transactions, and economic calcula-
tion based upon them are the main targets of criticism. Loquacious
sermonizers disparage Western civilization as a mean system of mon-
gering and peddling. Complacency, self-righteousness, and hypocrisy
exult in scorning the “dollar-philosophy” of our age. Neurotic reform-
ers, mentally unbalanced literati, and ambitious demagogues take
pleasure in indicting “rationality” and in preaching the gospel of the
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“irrational.” In the eyes of these babblers money and calculation are the
source of the most serious evils. However, the fact that men have developed a
method of ascertaining as far as possible the expediency of their actions and of
removing uneasiness in the most practical and economic way does not prevent
anybody from arranging his conduct according to the principle he considers
to be right. The “materialism” of the stock exchange and of business account-
ancy does not hinder anybody from living up to the standards of Thomas à
Kempis or from dying for a noble cause. The fact that the masses prefer de-
tective stories to poetry and that it therefore pays better to write the former
than the latter, is not caused by the use of money and monetary accounting. It
is not the fault of money that there are gangsters, thieves, murderers, prosti-
tutes, corruptible officials and judges. It is not true that honesty does not “pay.”
It pays for those who prefer fidelity to what they consider to be right to the ad-
vantages which they could derive from a different attitude.

Other critics of economic calculation fail to realize that it is a method avail-
able only to people acting in the economic system of the division of labor in a
social order based upon private ownership of the means of production. It can
only serve the considerations of individuals or groups of individuals operating
in the institutional setting of this social order. It is consequently a calculation
of private profits and not of “social welfare.” This means that the prices of the
market are the ultimate fact for economic calculation. It cannot be applied for
considerations whose standard is not the demand of the consumers as mani-
fested on the market but the hypothetical valuations of a dictatorial body man-
aging all national or earthly affairs. He who seeks to judge actions from the
point of view of a pretended “social value,” i.e., from the point of view of the
“whole society,” and to criticize them by comparison with the events in an
imaginary socialist system in which his own will is supreme, has no use for
economic calculation. Economic calculation in terms of money prices is the
calculation of entrepreneurs producing for the consumers of a market society.
It is of no avail for other tasks.

He who wants to employ economic calculation must not look at af-
fairs in the manner of a despotic mind. Prices can be used for cal-
culation by the entrepreneurs, capitalists, landowners, and wage earners
of a capitalist society. For matters beyond the pursuits of these cate-
gories it is inadequate. It is nonsensical to evaluate in money objects
which are not negotiated on the market and to employ in calculations
arbitrary items which do not refer to reality. The law determines the
amount which ought to be paid as indemnification for having
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caused a man’s death. But the statute enacted for the determination of the
amends due does not mean that there is a price for human life. Where there
is slavery, there are market prices of slaves. Where there is no slavery man, hu-
man life, and health are res extra commercium [(Latin) thing or things outside
of business or commercial transactions]. In a society of free men the preserva-
tion of life and health are ends, not means. They do not enter into any process
of accounting means.

It is possible to determine in terms of money prices the sum of the in-
come or the wealth of a number of people. But it is nonsensical to reckon
national income or national wealth. As soon as we embark upon consider-
ations foreign to the reasoning of a man operating within the pale of a mar-
ket society, we are no longer helped by monetary calculation methods. The
attempts to determine in money the wealth of a nation or of the whole of
mankind are as childish as the mystic efforts to solve the riddles of the uni-
verse by worrying about the dimensions of the pyramid of Cheops. If a busi-
ness calculation values a supply of potatoes at $100, the idea is that it will
be possible to sell it or to replace it against this sum. If a whole entrepre-
neurial unit is estimated at $1,000,000, it means that one expects to sell it
for this amount. But what is the meaning of the items in a statement of a
nation’s total wealth? What is the meaning of the computation’s final result?
What must be entered into it and what is to be left outside? Is it correct or
not to enclose the “value” of the country’s climate and the people’s innate
abilities and acquired skills? The businessman can convert his property into
money, but a nation cannot.

The money equivalents as used in acting and in economic calculation are
money prices, i.e., exchange ratios between money and other goods and ser-
vices. The prices are not measured in money; they consist in money. Prices are
either prices of the past or expected prices of the future. A price is necessarily
a historical fact either of the past or of the future. There is nothing in prices
which permits one to liken them to the measurement of physical and chemi-
cal phenomena.

3 The Changeability of Prices

Exchange ratios are subject to perpetual change because the conditions which
produce them are perpetually changing. The value that an individual attaches
both to money and to various goods and services is the outcome of a moment’s
choice. Every later instant may generate something new and bring about
other considerations and valuations. Not that prices are fluctuating, but that
they do not alter more quickly could fairly be deemed a problem requiring
explanation.
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Daily experience teaches people that the exchange ratios of the market are
mutable. One would assume that their ideas about prices would take full ac-
count of this fact. Nevertheless all popular notions of production and con-
sumption, marketing and prices are more or less contaminated by a vague and
contradictory notion of price rigidity. The layman is prone to consider the
preservation of yesterday’s price structure both as normal and as fair, and to
condemn changes in the exchange ratios as a violation of the rules of nature
and of justice.

It would be a mistake to explain these popular beliefs as a precipitate of old
opinions conceived in earlier ages of more stable conditions of production and
marketing. It is questionable whether or not prices were less changeable in
those older days. On the contrary, it could rather be asserted that the merger
of local markets into larger national markets, the final emergence of a world
embracing world market, and the evolution of commerce aiming at continu-
ously supplying the consumers have made price changes less frequent and less
sharp. In precapitalistic times there was more stability in technological meth-
ods of production, but there was much more irregularity in supplying the var-
ious local markets and in adjusting supply to their changing demands. But
even if it were true that prices were somewhat more stable in a remote past, it
would be of little avail for our age. The popular notions about money and
money prices are not derived from ideas formed in the past. It would be wrong
to interpret them as atavistic remnants. Under modern conditions every indi-
vidual is daily faced with so many problems of buying and selling that we are
right in assuming that his thinking about these matters is not simply a thought-
less reception of traditional ideas.

It is easy to understand why those whose short-run interests are hurt by a
change in prices resent such changes, emphasize that the previous prices
were not only fairer but also more normal, and maintain that price stability is
in conformity with the laws of nature and of morality. But every change in
prices furthers the short-run interests of other people. Those favored will cer-
tainly not be prompted by the urge to stress the fairness and normalcy of price
rigidity.

Neither atavistic reminiscences nor the state of selfish group interests can
explain the popularity of the idea of price stability. Its roots are to be seen in
the fact that notions concerning social relations have been constructed ac-
cording to the pattern of the natural sciences. The economists and sociologists
who aimed at shaping the social sciences according to the pattern of physics
or physiology only indulged in a way of thinking which popular fallacies had
adopted long before.
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Even the classical economists were slow to free themselves from this error.
With them value was something objective, i.e., a phenomenon of the external
world and a quality inherent in things and therefore measurable. They utterly
failed to comprehend the purely human and voluntaristic character of
value judgments. As far as we can see today, it was Samuel Bailey who first
disclosed what is going on in preferring one thing to another.1 But his book
was overlooked as were the writings of other precursors of the subjective theory
of value.

It is not only a task of economic science to discard the errors concerning
measurability in the field of action. It is no less a task of economic policy. For
the failures of present-day economic policies are to some extent due to the
lamentable confusion brought about by the idea that there is something fixed
and therefore measurable in interhuman relations.

4 Stabilization

An outgrowth of all these errors is the idea of stabilization.
Shortcomings in the governments’ handling of monetary matters and the

disastrous consequences of policies aimed at lowering the rate of interest and
at encouraging business activities through credit expansion gave birth to the
ideas which finally generated the slogan “stabilization.” One can explain its
emergence and its popular appeal, one can understand it as the fruit of the last
hundred and fifty years’ history of currency and banking, one can, as it were,
plead extenuating circumstances for the error involved. But no such sympa-
thetic appreciation can render its fallacies any more tenable.

Stability, the establishment of which the program of stabilization aims at, is
an empty and contradictory notion. The urge toward action, i.e., improve-
ment of the conditions of life, is inborn in man. Man himself changes from
moment to moment and his valuations, volitions, and acts change with him.
In the realm of action there is nothing perpetual but change. There is no fixed
point in this ceaseless fluctuation other than the eternal aprioristic categories
of action. It is vain to sever valuation and action from man’s unsteadiness and
the changeability of his conduct and to argue as if there were in the universe
eternal values independent of human value judgments and suitable to serve as
a yardstick for the appraisal of real action.2

All methods suggested for a measurement of the changes in the
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monetary unit’s purchasing power are more or less unwittingly founded on the
illusory image of an eternal and immutable being who determines by the ap-
plication of an immutable standard the quantity of satisfaction which a unit of
money conveys to him. It is a poor justification of this ill-thought idea that
what is wanted is merely to measure changes in the purchasing power of
money. The crux of the stability notion lies precisely in this concept of pur-
chasing power. The layman, laboring under the ideas of physics, once consid-
ered money as a yardstick of prices. He believed that fluctuations of exchange
ratios occur only in the relations between the various commodities and ser-
vices and not also in the relation between money and the “totality” of goods
and services. Later, people reversed the argument. It was no longer money to
which constancy of value was attributed, but the “totality” of things vendible
and purchasable. People began to devise methods for working up complexes
of commodity units to be contrasted to the monetary unit. Eagerness to find
indexes for the measurement of purchasing power silenced all scruples. Both
the doubtfulness and the incomparability of the price records employed and
the arbitrary character of the procedures used for the computation of averages
were disregarded.

Irving Fisher, the eminent economist, who was the champion of the Amer-
ican stabilization movement, contrasts with the dollar a basket containing all
the goods the housewife buys on the market for the current provision of her
household. In the proportion in which the amount of money required for the
purchase of the content of this basket changes, the purchasing power of
the dollar has changed. The goal assigned to the policy of stabilization is the
preservation of the immutability of this money expenditure.3 This would be
all right if the housewife and her imaginary basket were constant elements, if
the basket were always to contain the same goods and the same quantity of
each and if the role which this assortment of goods plays in the family’s life
were not to change. But we are living in a world in which none of these con-
ditions is realized.

First of all there is the fact that the quality of the commodities produced and
consumed changes continuously. It is a mistake to identify wheat with wheat,
not to speak of shoes, hats, and other manufactures. The great price differ-
ences in the synchronous sales of commodities which mundane speech and
statistics arrange in the same class clearly evidence this truism. An idiomatic
expression asserts that two peas are alike; but buyers and sellers distinguish
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various qualities and grades of peas. A comparison of prices paid at different
places or at different dates for commodities which technology or statistics
calls by the same name, is useless if it is not certain that their qualities—but
for the place difference—are perfectly the same. Quality means in this con-
nection: all those properties to which the buyers and would-be-buyers pay
heed. The mere fact that the quality of all goods and services of the first or-
der is subject to change explodes one of the fundamental assumptions of all
index number methods. It is irrelevant that a limited amount of goods of the
higher orders—especially metals and chemicals which can be uniquely de-
termined by a formula—are liable to a precise description of their charac-
teristic features. A measurement of purchasing power would have to rely
upon the prices of the goods and services of the first order and, what is more,
of all of them. To employ the prices of the producers’ goods is not helpful
because it could not avoid counting the various stages of the production of
one and the same consumers’ good several times and thus falsifying the re-
sult. A restriction to a group of selected goods would be quite arbitrary and
therefore vicious.

But even apart from all these insurmountable obstacles the task would re-
main insoluble. For not only do the technological features of commodities
change but new kinds of goods appear while many old ones disappear. Valua-
tions change too, and they cause changes in demand and production. The as-
sumptions of the measurement doctrine would require men whose wants and
valuations are rigid. Only if people were to value the same things always in the
same way, could we consider price changes as expressive of changes in the
power of money to buy things.

As it is impossible to establish the total amount of money spent at a
given fraction of time for consumers’ goods, statisticians must rely upon
the prices paid for individual commodities. This raises two further prob-
lems for which there is no apodictic solution. It becomes necessary to at-
tach to the various commodities coefficients of importance. It would be
manifestly wrong to let the prices of various commodities enter into the
computation without taking into account the different roles they play in
the total system of the individuals’ households. But the establishment of
such proper weighting is again arbitrary. Secondly, it becomes necessary to
compute averages out of the data collected and adjusted. But there exist
different methods for the computation of averages. There are the arithme-
tic, the geometric, the harmonic averages, there is the quasi-average known
as the median. Each of them leads to different results. None of them
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can be recognized as the unique way to attain a logically unassailable answer.
The decision in favor of one of these methods of computation is arbitrary.

If all human conditions were unchangeable, if all people were always to re-
peat the same actions because their uneasiness and their ideas about its re-
moval were constant, or if we were in a position to assume that changes in
these factors occurring with some individuals or groups are always outweighed
by opposite changes with other individuals or groups and therefore do not af-
fect total demand and total supply, we would live in a world of stability. But
the idea that in such a world money’s purchasing power could change is con-
tradictory. As will be shown later, changes in the purchasing power of money
must necessarily affect the prices of different commodities and services at dif-
ferent times and to different extents; they must consequently bring about
changes in demand and supply, in production and consumption.4 The idea
implied in the inappropriate term level of prices, as if—other things being
equal—all prices could rise or drop evenly, is untenable. Other things cannot
remain equal if the purchasing power of money changes.

In the field of praxeology and economics no sense can be given to the no-
tion of measurement. In the hypothetical state of rigid conditions there are no
changes to be measured. In the actual world of change there are no fixed
points, dimensions, or relations which could serve as a standard. The mone-
tary unit’s purchasing power never changes evenly with regard to all things
vendible and purchasable. The notions of stability and stabilization are empty
if they do not refer to a state of rigidity and its preservation. However, this state
of rigidity cannot even be thought out consistently to its ultimate logical con-
sequences; still less can it be realized.5 Where there is action, there is change.
Action is a lever of change.

The pretentious solemnity which statisticians and statistical bureaus dis-
play in computing indexes of purchasing power and cost of living is out of
place. These index numbers are at best rather crude and inaccurate illustra-
tions of changes which have occurred. In periods of slow alterations in the
relation between the supply of and the demand for money they do not con-
vey any information at all. In periods of inflation and consequently of sharp
price changes they provide a rough image of events which every individual
experiences in his daily life. A judicious housewife knows much more about
price changes as far as they affect her own household than the statistical
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averages can tell. She has little use for computations disregarding changes
both in quality and in the amount of goods which she is able or permitted to
buy at the prices entering into the computation. If she “measures” the changes
for her personal appreciation by taking the prices of only two or three com-
modities as a yardstick, she is no less “scientific” and no more arbitrary than
the sophisticated mathematicians in choosing their methods for the manipu-
lation of the data of the market.

In practical life nobody lets himself be fooled by index numbers. Nobody
agrees with the fiction that they are to be considered as measurements.
Where quantities are measured, all further doubts and disagreements con-
cerning their dimensions cease. These questions are settled. Nobody ven-
tures to argue with the meteorologists about their measurements of tempera-
ture, humidity, atmospheric pressure, and other meteorological data. But on
the other hand nobody acquiesces in an index number if he does not expect
a personal advantage from its acknowledgment by public opinion. The es-
tablishment of index numbers does not settle disputes; it merely shifts
them into a field in which the clash of antagonistic opinions and interests is
irreconcilable.

Human action originates change. As far as there is human action there is no
stability, but ceaseless alteration. The historical process is a sequence of
changes. It is beyond the power of man to stop it and to bring about an age of
stability in which all history comes to a standstill. It is man’s nature to strive af-
ter improvement, to beget new ideas, and to rearrange the conditions of his life
according to these ideas.

The prices of the market are historical facts expressive of a state of affairs
that prevailed at a definite instant of the irreversible historical process. In the
praxeological orbit the concept of measurement does not make any sense. In
the imaginary—and, of course, unrealizable—state of rigidity and stability
there are no changes to be measured. In the actual world of permanent
change there are no fixed points, objects, qualities or relations with regard to
which changes could be measured.

5 The Root of the Stabilization Idea

Economic calculation does not require monetary stability in the sense
in which this term is used by the champions of the stabilization
movement. The fact that rigidity in the monetary unit’s purchasing
power is unthinkable and unrealizable does not impair the methods
of economic calculation. What economic calculation requires is a
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monetary system whose functioning is not sabotaged by government interfer-
ence. The endeavors to expand the quantity of money in circulation either in
order to increase the government’s capacity to spend or in order to bring about
a temporary lowering of the rate of interest disintegrate all currency matters
and derange economic calculation. The first aim of monetary policy must be
to prevent governments from embarking upon inflation and from creating
conditions which encourage credit expansion on the part of banks. But this
program is very different from the confused and self-contradictory program of
stabilizing purchasing power.

For the sake of economic calculation all that is needed is to avoid great
and abrupt fluctuations in the supply of money. Gold and, up to the middle
of the nineteenth century, silver served very well all the purposes of eco-
nomic calculation. Changes in the relation between the supply of and the
demand for the precious metals and the resulting alterations in purchasing
power went on so slowly that the entrepreneur’s economic calculation could
disregard them without going too far afield. Precision is unattainable in eco-
nomic calculation quite apart from the shortcomings emanating from not
paying due consideration to monetary changes.6 The planning businessman
cannot help employing data concerning the unknown future; he deals with
future prices and future costs of production. Accounting and bookkeeping in
their endeavors to establish the result of past action are in the same position
as far as they rely upon the estimation of fixed equipment, inventories, and
receivables. In spite of all these uncertainties economic calculation can
achieve its tasks. For these uncertainties do not stem from deficiencies of the
system of calculation. They are inherent in the essence of acting that always
deals with the uncertain future.

The idea of rendering purchasing power stable did not originate
from endeavors to make economic calculation more correct. Its
source is the wish to create a sphere withdrawn from the ceaseless
flux of human affairs, a realm which the historical process does not
affect. Endowments which were designed to provide in perpetuity for
an ecclesiastic body, for a charitable institution, or for a family were
long established in land or in disbursement of agricultural prod-
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6. No practical calculation can ever be precise. The formula underlying the process of calcula-
tion may be exact; the calculation itself depends on the approximate establishment of quantities
and is therefore necessarily inaccurate. Economics is, as has been shown above (p. 39), an exact
science of real things. But as soon as price data are introduced into the chain of thought, exacti-
tude is abandoned and economic history is substituted for economic theory.
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ucts in kind. Later annuities to be settled in money were added. Endowers and
beneficiaries expected that an annuity determined in terms of a definite
amount of precious metals would not be affected by changes in economic con-
ditions. But these hopes were illusory. Later generations learned that the plans
of their ancestors were not realized. Stimulated by this experience they began
to investigate how the aims sought could be attained. Thus they embarked
upon attempts to measure changes in purchasing power and to eliminate such
changes.

The problem assumed much greater importance when governments ini-
tiated their policies of long-term irredeemable and perpetual loans. The
state, this new deity of the dawning age of statolatry, this eternal and su-
perhuman institution beyond the reach of earthly frailties, offered to the cit-
izen an opportunity to put his wealth in safety and to enjoy a stable income
secure against all vicissitudes. It opened a way to free the individual from
the necessity of risking and acquiring his wealth and his income anew each
day in the capitalist market. He who invested his funds in bonds issued by
the government and its subdivisions was no longer subject to the inescap-
able laws of the market and to the sovereignty of the consumers. He was no
longer under the necessity of investing his funds in such a way that they
would best serve the wants and needs of the consumers. He was secure, he
was safeguarded against the dangers of the competitive market in which
losses are the penalty of inefficiency; the eternal state had taken him under
its wing and guaranteed him the undisturbed enjoyment of his funds.
Henceforth his income no longer stemmed from the process of supplying
the wants of the consumers in the best possible way, but from the taxes
levied by the state’s apparatus of compulsion and coercion. He was no
longer a servant of his fellow citizens, subject to their sovereignty; he was a
partner of the government which ruled the people and exacted tribute from
them. What the government paid as interest was less than the market of-
fered. But this difference was far outweighed by the unquestionable sol-
vency of the debtor, the state whose revenue did not depend on satisfying
the public, but on insisting on the payment of taxes.

In spite of the unpleasant experiences with public debts in earlier
days, people were ready to trust freely the modernized state of the
nineteenth century. It was generally assumed that this new state
would scrupulously meet its voluntarily contracted obligations. Capi-
talists and entrepreneurs were fully aware of the fact that in the
market society there is no means of preserving acquired wealth other
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than by acquiring it anew each day in tough competition with everybody, with
the already existing firms as well as with newcomers “operating on a shoe
string.” The entrepreneur, grown old and weary and no longer prepared to risk
his hard-earned wealth by new attempts to meet the wants of consumers, and
the heir of other people’s profits, lazy and fully conscious of his own
inefficiency, preferred investment in bonds of the public debt because they
wanted to be free from the law of the market.

Now, the irredeemable perpetual public debt presupposes the stability of
purchasing power. Although the state and its compulsion may be eternal, the
interest paid on the public debt could be eternal only if based on a standard of
unchanging value. In this form the investor who for security’s sake shuns the
market, entrepreneurship, and investment in free enterprise and prefers gov-
ernment bonds is faced again with the problem of the changeability of all hu-
man affairs. He discovers that in the frame of a market society there is no room
left for wealth not dependent upon the market. His endeavors to find an inex-
haustible source of income fail.

There are in this world no such things as stability and security and no
human endeavors are powerful enough to bring them about. There is in the
social system of the market society no other means of acquiring wealth and
of preserving it than successful service to the consumers. The state is, of
course, in a position to exact payments from its subjects and to borrow
funds. However, even the most ruthless government in the long run is not
able to defy the laws determining human life and action. If the government
uses the sums borrowed for investment in those lines in which they best
serve the wants of the consumers, and if it succeeds in these entrepreneur-
ial activities in free and equal competition with all private entrepreneurs, it
is in the same position as any other businessman; it can pay interest because
it has made surpluses. But if the government invests funds unsuccessfully
and no surplus results, or if it spends the money for current expenditure,
the capital borrowed shrinks or disappears entirely, and no source is opened
from which interest and principal could be paid. Then taxing the people is
the only method available for complying with the articles of the credit con-
tract. In asking taxes for such payments the government makes the citizens
answerable for money squandered in the past. The taxes paid are not com-
pensated by any present service rendered by the government’s apparatus.
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The government pays interest on capital which has been consumed and no
longer exists. The treasury is burdened with the unfortunate results of past
policies.

A good case can be made out for short-term government debts under
special conditions. Of course, the popular justification of war loans is non-
sensical. All the materials needed for the conduct of a war must be pro-
vided by restriction of civilian consumption, by using up a part of the cap-
ital available and by working harder. The whole burden of warring falls
upon the living generation. The coming generations are only affected to
the extent to which, on account of the war expenditure, they will inherit
less from those now living than they would have if no war had been
fought. Financing a war through loans does not shift the burden to the
sons and grandsons.7 It is merely a method of distributing the burden
among the citizens. If the whole expenditure had to be provided by taxes,
only those who have liquid funds could be approached. The rest of the
people would not contribute adequately. Short-term loans can be instru-
mental in removing such inequalities, as they allow for a fair assessment
on the owners of fixed capital.

The long-term public and semipublic credit is a foreign and disturbing el-
ement in the structure of a market society. Its establishment was a futile at-
tempt to go beyond the limits of human action and to create an orbit of se-
curity and eternity removed from the transitoriness and instability of earthly
affairs. What an arrogant presumption to borrow and to lend money for ever
and ever, to make contracts for eternity, to stipulate for all times to come! In
this respect it mattered little whether the loans were in a formal manner
made irredeemable or not; intentionally and practically they were as a rule
considered and dealt with as such. In the heyday of liberalism some Western
nations really retired parts of their long-term debt by honest reimbursement.
But for the most part new debts were only heaped upon old ones. The finan-
cial history of the last century shows a steady increase in the amount of pub-
lic indebtedness. Nobody believes that the states will eternally drag the bur-
den of these interest payments. It is obvious that sooner or later all these
debts will be liquidated in some way or other, but certainly not by payment
of interest and principal according to the terms of the contract. A host
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7. Loans, in this context, mean funds borrowed from those who have money available for lend-
ing. We do not refer here to credit expansion of which the main vehicle in present-day America
is borrowing from the commercial banks.
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of sophisticated writers are already busy elaborating the moral palliation for
the day of final settlement.8

The fact that economic calculation in terms of money is unequal to the
tasks which are assigned to it in these illusory schemes for establishment of an
unrealizable realm of calm removed from the inescapable limitations of hu-
man action and providing eternal security cannot be called a deficiency.
There are no such things as eternal, absolute, and unchanging values. The
search for a standard of such values is vain. Economic calculation is not im-
perfect because it does not correspond to the confused ideas of people yearn-
ing for a stable income not dependent on the productive processes of men.
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8. The most popular of these doctrines is crystallized in the phrase: A public debt is no burden
because we owe it to ourselves. If this were true, then the wholesale obliteration of the public debt
would be an innocuous operation, a mere act of bookkeeping and accountancy. The fact is that
the public debt embodies claims of people who have in the past entrusted funds to the govern-
ment against all those who are daily producing new wealth. It burdens the producing strata for the
benefit of another part of the people. It is possible to free the producers of new wealth from this
burden by collecting the taxes required for the payments exclusively from the bondholders. But
this means undisguised repudiation.
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chapter 13

Monetary Calculation as a Tool of Action

1 Monetary Calculation as a Method of Thinking

Monetary calculation is the guiding star of action under the social system of
division of labor. It is the compass of the man embarking upon production. He
calculates in order to distinguish the remunerative lines of production from
the unprofitable ones, those of which the sovereign consumers are likely to ap-
prove from those of which they are likely to disapprove. Every single step of en-
trepreneurial activities is subject to scrutiny by monetary calculation. The pre-
meditation of planned action becomes commercial precalculation of
expected costs and expected proceeds. The retrospective establishment of the
outcome of past action becomes accounting of profit and loss.

The system of economic calculation in monetary terms is conditioned by
certain social institutions. It can operate only in an institutional setting of the
division of labor and private ownership of the means of production in which
goods and services of all orders are bought and sold against a generally used
medium of exchange, i.e., money.

Monetary calculation is the method of calculating employed by people act-
ing within the frame of society based on private control of the means of pro-
duction. It is a device of acting individuals; it is a mode of computation de-
signed for ascertaining private wealth and income and private profits and
losses of individuals acting on their own behalf within a free enterprise soci-
ety.1 All its results refer to the actions of individuals only. When statisticians
summarize these results, the outcome shows the sum of the autonomous ac-
tions of a plurality of self-directing individuals, but not the effect of the action
of a collective body, of a whole, or of a totality. Monetary calculation is entirely
inapplicable and useless for any consideration which does not look at things
from the point of view of individuals. It involves calculating the individuals’
profits, not imaginary “social” values and “social” welfare.

1. In partnerships and corporations it is always individuals who act, although not only one 
individual.
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Monetary calculation is the main vehicle of planning and acting in the so-
cial setting of a society of free enterprise directed and controlled by the mar-
ket and its prices. It developed in this frame and was gradually perfected with
the improvement of the market mechanism and with the expansion of the
scope of things which are negotiated on markets against money. It was eco-
nomic calculation that assigned to measurement, number, and reckoning the
role they play in our quantitative and computing civilization. The measure-
ments of physics and chemistry make sense for practical action only because
there is economic calculation. It is monetary calculation that made arithme-
tic a tool in the struggle for a better life. It provides a mode of using the
achievements of laboratory experiments for the most efficacious removal of
uneasiness.

Monetary calculation reaches its full perfection in capital accounting. It
establishes the money prices of the available means and confronts this total
with the changes brought about by action and by the operation of other fac-
tors. This confrontation shows what changes occurred in the state of the act-
ing men’s affairs and the magnitude of those changes; it makes success and
failure, profit and loss ascertainable. The system of free enterprise has been
dubbed capitalism in order to deprecate and to smear it. However, this term
can be considered very pertinent. It refers to the most characteristic feature
of the system, its main eminence, viz., the role the notion of capital plays in
its conduct.

There are people to whom monetary calculation is repulsive. They do not
want to be roused from their daydreams by the voice of critical reason. Reality
sickens them; they long for a realm of unlimited opportunity. They are dis-
gusted by the meanness of a social order in which everything is nicely reck-
oned in dollars and pennies. They call their grumbling the noble deportment
worthy of the friends of the spirit, of beauty, and virtue as opposed to the ig-
noble baseness and villainy of Babbittry. However, the cult of beauty and vir-
tue, wisdom and the search for truth are not hindered by the rationality of the
calculating and computing mind. It is only romantic reverie that cannot thrive
in a milieu of sober criticism. The cool-headed reckoner is the stern chastiser
of the ecstatic visionary.

Our civilization is inseparably linked with our methods of economic calcu-
lation. It would perish if we were to abandon this most precious intellectual
tool of acting. Goethe was right in calling bookkeeping by double entry “one
of the finest inventions of the human mind.” 2
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2. Cf. Goethe, Wilhelm Meister’s Apprenticeship, Bk. I, chap. x.

13-L3843  12/5/06  11:03 AM  Page 230



2 Economic Calculation and the 
Science of Human Action

The evolution of capitalist economic calculation was the necessary condition
for the establishment of a systematic and logically coherent science of human
action. Praxeology and economics have a definite place in the evolution of hu-
man history and in the process of scientific research. They could only emerge
when acting man had succeeded in creating methods of thinking that made it
possible to calculate his actions. The science of human action was at the be-
ginning merely a discipline dealing with those actions which can be tested by
monetary calculation. It dealt exclusively with what we may call the orbit of
economics in the narrower sense, that is, with those actions which within a
market society are transacted by the intermediary of money. The first steps on
the way to its elaboration were odd investigations concerning currency,
moneylending, and the prices of various goods. The knowledge conveyed by
Gresham’s Law, the first crude formulations of the quantity theory of money—
such as those of Bodin and Davanzati—and the Law of Gregory King mark
the first dawn of the cognition that regularity of phenomena and inevitable
necessity prevail in the field of action. The first comprehensive system of eco-
nomic theory, that brilliant achievement of the classical economists, was
essentially a theory of calculated action. It drew implicitly the borderline be-
tween what is to be considered economic and what extra-economic along the
line which separates action calculated in monetary terms from other action.
Starting from this basis, the economists were bound to widen step by step the
field of their studies until they finally developed a system dealing with all
human choices, a general theory of action.
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part 4

Catallactics or Economics 
of the Market Society
chapter 14

The Scope and Method of Catallactics

1 The Delimitation of Catallactic Problems

There have never been any doubts and uncertainties about the scope of eco-
nomic science. Ever since people have been eager for a systematic study of eco-
nomics or political economy, all have agreed that it is the task of this branch of
knowledge to investigate the market phenomena, that is, the determination of
the mutual exchange ratios of the goods and services negotiated on markets,
their origin in human action and their effects upon later action. The intricacy
of a precise definition of the scope of economics does not stem from uncertainty
with regard to the orbit of the phenomena to be investigated. It is due to the fact
that the attempts to elucidate the phenomena concerned must go beyond the
range of the market and of market transactions. In order to conceive the market
fully one is forced to study the action of hypothetical isolated individuals on one
hand and to contrast the market system with an imaginary socialist common-
wealth on the other hand. In studying interpersonal exchange one cannot avoid
dealing with autistic exchange. But then it is no longer possible to define neatly
the boundaries between the kind of action which is the proper field of economic
science in the narrower sense, and other action. Economics widens its horizon
and turns into a general science of all and every human action, into praxeology.
The question emerges of how to distinguish precisely, within the broader field
of general praxeology, a narrower orbit of specifically economic problems.

The abortive attempts to solve this problem of a precise delimitation of the
scope of catallactics have chosen as a criterion either the motives causing ac-
tion or the goals which action aims at. But the variety and manifoldness of
the motives instigating a man’s action are without relevance for a compre-
hensive study of acting. Every action is motivated by the urge to remove a
felt uneasiness. It does not matter for the science of action how people qual-
ify this uneasiness from a physiological, psychological, or ethical point of
view. It is the task of economics to deal with all commodity prices as they are
really asked and paid in market transactions. It must not restrict its investi-

�
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gations to the study of those prices which result or are likely to result from a
conduct displaying attitudes to which psychology, ethics, or any other way of
looking at human behavior would attach a definite label. The classification of
actions according to their various motives may be momentous for psychology
and may provide a yardstick for a moral evaluation; for economics it is incon-
sequential. Essentially the same is valid with regard to the endeavors to restrict
the scope of economics to those actions which aim at supplying people with
tangible material things of the external universe. Strictly speaking, people do
not long for tangible goods as such, but for the services which these goods are
fitted to render them. They want to attain the increment in well-being which
these services are able to convey. But if this is so, it is not permissible to except
from the orbit of “economic” action those actions which remove uneasiness
directly without the interposition of any tangible and visible things. The ad-
vice of a doctor, the instruction of a teacher, the recital of an artist, and other
personal services are no less objects of economic study than the architect’s
plans for the construction of a building, the scientist’s formula for the produc-
tion of a chemical compound, and the author’s contribution to the publishing
of a book.

The subject matter of catallactics is all market phenomena with all their
roots, ramifications, and consequences. It is a fact that people in dealing on
the market are motivated not only by the desire to get food, shelter, and sexual
enjoyment, but also by manifold “ideal” urges. Acting man is always con-
cerned both with “material” and “ideal” things. He chooses between various
alternatives, no matter whether they are to be classified as material or ideal. In
the actual scales of value material and ideal things are jumbled together. Even
if it were feasible to draw a sharp line between material and ideal concerns,
one must realize that every concrete action either aims at the realization both
of material and ideal ends or is the outcome of a choice between something
material and something ideal.

Whether it is possible to separate neatly those actions which aim at the sat-
isfaction of needs exclusively conditioned by man’s physiological constitu-
tion from other “higher” needs can be left undecided. But we must not over-
look the fact that in reality no food is valued solely for its nutritive power and
no garment or house solely for the protection it affords against cold weather
and rain. It cannot be denied that the demand for goods is widely influenced
by metaphysical, religious, and ethical considerations, by aesthetic value
judgments, by customs, habits, prejudices, tradition, changing fashions, and
many other things. To an economist who would try to restrict his investi-
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gations to “material” aspects only, the subject matter of inquiry vanishes as
soon as he wants to catch it.

All that can be contended is this: Economics is mainly concerned with the
analysis of the determination of money prices of goods and services exchanged
on the market. In order to accomplish this task it must start from a compre-
hensive theory of human action. Moreover, it must study not only the market
phenomena, but no less the hypothetical conduct of an isolated man and of a
socialist community. Finally, it must not restrict its investigations to those
modes of action which in mundane speech are called “economic” actions, but
must deal also with actions which are in a loose manner of speech called
“noneconomic.”

The scope of praxeology, the general theory of human action, can be pre-
cisely defined and circumscribed. The specifically economic problems, the
problems of economic action in the narrower sense, can only by and large be
disengaged from the comprehensive body of praxeological theory. Accidental
facts of the history of science or conventions play a role in all attempts to pro-
vide a definition of the scope of “genuine” economics.

Not logical or epistemological rigor, but considerations of expediency and
traditional convention make us declare that the field of catallactics or of eco-
nomics in the narrower sense is the analysis of the market phenomena. This is
tantamount to the statement: Catallactics is the analysis of those actions which
are conducted on the basis of monetary calculation. Market exchange and
monetary calculation are inseparably linked together. A market in which there
is direct exchange only is merely an imaginary construction. On the other
hand, money and monetary calculation are conditioned by the existence of
the market.

It is certainly one of the tasks of economics to analyze the working of an
imaginary socialist system of production. But access to this study too is possible
only through the study of catallactics, the elucidation of a system in which
there are money prices and economic calculation.

The Denial of Economics

There are doctrines flatly denying that there can be a science of economics.
What is taught nowadays at most of the universities under the label of eco-
nomics is practically a denial of it.

He who contests the existence of economics virtually denies that
man’s well-being is disturbed by any scarcity of external factors. Every-
body, he implies, could enjoy the perfect satisfaction of all his 
wishes, provided a reform succeeds in overcoming certain obstacles brought
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about by inappropriate man-made institutions. Nature is open-handed, it lav-
ishly loads mankind with presents. Conditions could be paradisiac for an
indefinite number of people. Scarcity is an artificial product of established
practices. The abolition of such practices would result in abundance.

In the doctrine of Karl Marx and his followers scarcity is a historical cate-
gory only. It is the feature of the primeval history of mankind which will be
forever liquidated by the abolition of private property. Once mankind has ef-
fected the leap from the realm of necessity into the realm of freedom1 and
thereby reached “the higher phase of communist society,” there will be abun-
dance and consequently it will be feasible to give “to each according to his
needs.” 2 There is in the vast flood of Marxian writings not the slightest allu-
sion to the possibility that a communist society in its “higher phase” might
have to face a scarcity of natural factors of production. The fact of the disutil-
ity of labor is spirited away by the assertion that to work, under communism of
course, will no longer be pain but pleasure, “the primary necessity of life.” 3

The unpleasant experiences of the Russian “experiment” are interpreted as
caused by the capitalists’ hostility, by the fact that socialism in one country
only is not yet perfect and therefore has not yet been able to bring about the
“higher phase,” and, more recently, by the war.

Then there are the radical inflationists as represented, for example, by
Proudhon and by Ernest Solvay. In their opinion scarcity is created by the
artificial checks upon credit expansion and other methods of increasing
the quantity of money in circulation, enjoined upon the gullible public by
the selfish class interests of bankers and other exploiters. They recommend
unlimited public spending as the panacea.

Such is the myth of potential plenty and abundance. Economics may leave
it to the historians and psychologists to explain the popularity of this kind of
wishful thinking and indulgence in daydreams. All that economics has to say
about such idle talk is that economics deals with the problems man has to
face on account of the fact that his life is conditioned by natural factors. It
deals with action, i.e., with the conscious endeavors to remove as far as pos-
sible felt uneasiness. It has nothing to assert with regard to the state of affairs
in an unrealizable and for human reason even inconceivable universe of un-
limited opportunities. In such a world, it may be admitted, there will be no
law of value, no scarcity, and no economic problems. These things will be
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3. Cf. ibid.
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absent because there will be no choices to be made, no action, and no tasks
to be solved by reason. Beings which would have thrived in such a world
would never have developed reasoning and thinking. If ever such a world
were to be given to the descendants of the human race, these blessed be-
ings would see their power to think wither away and would cease to be hu-
man. For the primary task of reason is to cope consciously with the limita-
tions imposed upon man by nature, is to fight against scarcity. Acting and
thinking man is the product of a universe of scarcity in which whatever
well-being can be attained is the prize of toil and trouble, of conduct pop-
ularly called economic.

2 The Method of Imaginary Constructions

The specific method of economics is the method of imaginary constructions.
This method is the method of praxeology. That it has been carefully elabo-

rated and perfected in the field of economic studies in the narrower sense is
due to the fact that economics, at least until now, has been the best-developed
part of praxeology. Everyone who wants to express an opinion about the prob-
lems commonly called economic takes recourse to this method. The employ-
ment of these imaginary constructions is, to be sure, not a procedure peculiar
to the scientific analysis of these problems. The layman in dealing with them
resorts to the same method. But while the layman’s constructions are more or
less confused and muddled, economics is intent upon elaborating them with
the utmost care, scrupulousness, and precision, and upon examining their
conditions and assumptions critically.

An imaginary construction is a conceptual image of a sequence of events
logically evolved from the elements of action employed in its formation. It is
a product of deduction, ultimately derived from the fundamental category of
action, the act of preferring and setting aside. In designing such an imagi-
nary construction the economist is not concerned with the question of
whether or not it depicts the conditions of reality which he wants to analyze.
Nor does he bother about the question of whether or not such a system as his
imaginary construction posits could be conceived as really existent and in
operation. Even imaginary constructions which are inconceivable, self-
contradictory, or unrealizable can render useful, even indispensable services
in the comprehension of reality, provided the economist knows how to use
them properly.

The method of imaginary constructions is justified by its success.
Praxeology cannot, like the natural sciences, base its teachings upon
laboratory experiments and sensory perception of external objects.
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It had to develop methods entirely different from those of physics and biol-
ogy. It would be a serious blunder to look for analogies to the imaginary
constructions in the field of the natural sciences. The imaginary construc-
tions of praxeology can never be confronted with any experience of things
external and can never be appraised from the point of view of such experi-
ence. Their function is to serve man in a scrutiny which cannot rely upon
his senses. In confronting the imaginary constructions with reality we can-
not raise the question of whether they correspond to experience and depict
adequately the empirical data. We must ask whether the assumptions of our
construction are identical with the conditions of those actions which we
want to conceive.

The main formula for designing of imaginary constructions is to abstract
from the operation of some conditions present in actual action. Then we are
in a position to grasp the hypothetical consequences of the absence of these
conditions and to conceive the effects of their existence. Thus we conceive
the category of action by constructing the image of a state in which there is
no action, either because the individual is fully contented and does not feel
any uneasiness or because he does not know any procedure from which an
improvement in his well-being (state of satisfaction) could be expected. Thus
we conceive the notion of originary interest from an imaginary construction
in which no distinction is made between satisfactions in periods of time
equal in length but unequal with regard to their distance from the instant of
action.

The method of imaginary constructions is indispensable for praxeology; it
is the only method of praxeological and economic inquiry. It is, to be sure, a
method difficult to handle because it can easily result in fallacious syllogisms.
It leads along a sharp edge; on both sides yawns the chasm of absurdity and
nonsense. Only merciless self-criticism can prevent a man from falling head-
long into these abysmal depths.

3 The Pure Market Economy

The imaginary construction of a pure or unhampered market econ-
omy assumes that there is division of labor and private ownership
(control) of the means of production and that consequently there is
market exchange of goods and services. It assumes that the operation
of the market is not obstructed by institutional factors. It assumes that
the government, the social apparatus of compulsion and coercion, is
intent upon preserving the operation of the market system, abstains
from hindering its functioning, and protects it against encroachments
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on the part of other people. The market is free; there is no interference of
factors, foreign to the market, with prices, wage rates, and interest rates. Start-
ing from these assumptions economics tries to elucidate the operation of a
pure market economy. Only at a later stage, having exhausted everything
which can be learned from the study of this imaginary construction, does it
turn to the study of the various problems raised by interference with the mar-
ket on the part of governments and other agencies employing coercion and
compulsion.

It is amazing that this logically incontestable procedure, the only one that
is fitted to solve the problems involved, has been passionately attacked.
People have branded it as a prepossession in favor of a liberal economic pol-
icy, which they stigmatize as reactionary, economic royalism, Manchester-
ism, negativism, and so on. They deny that anything can be gained for the
knowledge of reality from occupation with this imaginary construction.
However, these turbulent critics contradict themselves as they take recourse
to the same method in advancing their own assertions. In asking for mini-
mum wage rates they depict the alleged unsatisfactory conditions of a free la-
bor market and in asking for tariffs they describe the alleged disasters brought
about by free trade. There is, of course, no other way available for the eluci-
dation of a measure limiting the free play of the factors operating on an un-
hampered market than to study first the state of affairs prevailing under eco-
nomic freedom.

It is true that economists have drawn from their investigations the conclu-
sion that the goals which most people, practically even all people, are intent
on attaining by toiling and working and by economic policy can best be
realized where the free market system is not impeded by government decrees.
But this is not a preconceived judgment stemming from an insufficient
occupation with the operation of government interference with business. It is,
on the contrary, the result of a careful unbiased scrutiny of all aspects of
interventionism.

It is also true that the classical economists and their epigones used to
call the system of the unhampered market economy “natural” and gov-
ernment meddling with market phenomena “artificial” and “disturbing.”
But this terminology also was the product of their careful scrutiny of the
problems of interventionism. They were in conformity with the semantic
practice of their age in calling an undesirable state of social affairs “con-
trary to nature.”

Theism and Deism of the Age of Enlightenment viewed the regu-
larity of natural phenomena as an emanation of the decrees of Prov-
idence. When the philosophers of the Enlightenment discovered that
there prevails a regularity of phenomena also in human action and
in social evolution, they were prepared to interpret it likewise as evi-
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dence of the paternal care of the Creator of the universe. This was the true
meaning of the doctrine of the predetermined harmony as expounded by
some economists.4 The social philosophy of paternal despotism laid stress
upon the divine mission of kings and autocrats predestined to rule the peo-
ples. The liberal retorted that the operation of an unhampered market, on
which the consumer—i.e., every citizen—is sovereign, brings about more
satisfactory results than the decrees of anointed rulers. Observe the func-
tioning of the market system, they said, and you will discover in it too the
finger of God.

Along with the imaginary construction of a pure market economy the clas-
sical economists elaborated its logical counterpart, the imaginary construction
of a socialist commonwealth. In the heuristic process which finally led to the
discovery of the operation of a market economy this image of a socialist order
even had logical priority. The question which preoccupied the economists
was whether a tailor could be supplied with bread and shoes if there was no
government decree compelling the baker and the shoemaker to provide for his
needs. The first thought was that authoritarian interference is required to
make every specialist serve his fellow citizens. The economists were taken
aback when they discovered that no such compulsion is needed. In con-
trasting productivity and profitability, self-interest and public welfare,
selfishness and altruism, the economists implicitly referred to the image of a
socialist system. Their astonishment at the “automatic,” as it were, steering of
the market system was precisely due to the fact that they realized that an “an-
archic” state of production results in supplying people better than the orders
of a centralized omnipotent government. The idea of socialism—a system of
the division of labor entirely controlled and managed by a planning author-
ity—did not originate in the heads of utopian reformers. These utopians
aimed rather at the autarkic coexistence of small self-sufficient bodies; take, for
instance, Fourier’s phalanstère. The radicalism of the reformers turned toward
socialism when they took the image of an economy managed by a national
government or a world authority, implied in the theories of the economists, as
a model for their new order.

The Maximization of Profits

It is generally believed that economists, in dealing with the prob-
lems of a market economy, are quite unrealistic in assuming that all
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men are always eager to gain the highest attainable advantage. They construct,
it is said, the image of a perfectly selfish and rationalistic being for whom noth-
ing counts but profit. Such a Homo oeconomicus [(Latin) economic man] may
be a likeness of stock jobbers and speculators. But the immense majority are
very different. Nothing for the cognition of reality can be learned from the
study of the conduct of this delusive image.

It is not necessary to enter again into a refutation of all the confusion, error,
and distortion inherent in this contention. The first two parts of this book have
unmasked the fallacies implied. At this point it is enough to deal with the
problem of the maximization of profits.

Praxeology in general and economics in its special field assume with regard
to the springs of human action nothing other than that acting man wants to
remove uneasiness. Under the particular conditions of dealing on the market,
action means buying and selling. Everything that economics asserts about de-
mand and supply refers to every instance of demand and supply and not only
to demand and supply brought about by some special circumstances requir-
ing a particular description or definition. To assert that a man, faced with the
alternative of getting more or less for a commodity he wants to sell, ceteris

paribus [(Latin) other things being equal] chooses the high price, does not re-
quire any further assumption. A higher price means for the seller a better sat-
isfaction of his wants. The same applies mutatis mutandis [(Latin) with due al-
teration of details] to the buyer. The amount saved in buying the commodity
concerned enables him to spend more for the satisfaction of other needs. To
buy in the cheapest market and to sell in the dearest market is, other things be-
ing equal, not conduct which would presuppose any special assumptions con-
cerning the actor’s motives and morality. It is merely the necessary offshoot of
any action under the conditions of market exchange.

In his capacity as a businessman a man is a servant of the consumers,
bound to comply with their wishes. He cannot indulge in his own whims
and fancies. But his customers’ whims and fancies are for him ultimate
law, provided these customers are ready to pay for them. He is under the
necessity of adjusting his conduct to the demand of the consumers. If the
consumers, without a taste for the beautiful, prefer things ugly and vulgar,
he must, contrary to his own convictions, supply them with such things.5
If consumers do not want to pay a higher price for domestic products than
for those produced abroad, he must buy the foreign product, provided it
is cheaper. An employer cannot grant favors at the expense of his cus-
tomers. He cannot pay wage rates higher than those determined by the
market if the buyers are not ready to pay proportionately higher prices for
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commodities produced in plants in which wage rates are higher than in other
plants.

It is different with man in his capacity as spender of his income. He is free to
do what he likes best. He can bestow alms. He can, motivated by various doc-
trines and prejudices, discriminate against goods of a certain origin or source
and prefer the worse or more expensive product to the—technologically—
better and cheaper one.

As a rule people in buying do not make gifts to the seller. But nonetheless
that happens. The boundaries between buying goods and services needed and
giving alms are sometimes difficult to discern. He who buys at a charity sale
usually combines a purchase with a donation for a charitable purpose. He who
gives a dime to a blind street musician certainly does not pay for the ques-
tionable performance; he simply gives alms.

Man in acting is a unity. The businessman who owns the whole firm
may sometimes efface the boundaries between business and charity. If he
wants to relieve a distressed friend, delicacy of feeling may prompt him to
resort to a procedure which spares the latter the embarrassment of living on
alms. He gives the friend a job in his office although he does not need his
help or could hire an equivalent helper at a lower salary. Then the salary
granted appears formally as a part of business outlays. In fact it is the spend-
ing of a fraction of the businessman’s income. It is, from a correct point of
view, consumption and not an expenditure designed to increase the firm’s
profits.6

Awkward mistakes are due to the tendency to look only upon things tan-
gible, visible, and measurable, and to neglect everything else. What the con-
sumer buys is not simply food or calories. He does not want to feed like a
wolf, he wants to eat like a man. Food satisfies the appetite of many people
the better, the more appetizingly and tastefully it is prepared, the finer the
table is set, and the more agreeable the environment is in which the food
is consumed. Such things are regarded as of no consequence by a consid-
eration exclusively occupied with the chemical aspects of the process of di-
gestion.7 But the fact that they play an important role in the determination
of food prices is perfectly compatible with the assertion that people prefer,
ceteris paribus, to buy in the cheapest market. Whenever a buyer, in choos-
ing between two things which chemists and technologists deem perfectly
equal, prefers the more expensive, he has a reason. If he does not err, he
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pays for services which chemistry and technology cannot comprehend
with their specific methods of investigation. If a man prefers an expensive
place to a cheaper one because he likes to sip his cocktails in the neigh-
borhood of a duke, we may remark on his ridiculous vanity. But we must
not say that the man’s conduct does not aim at an improvement of his
own state of satisfaction.

What a man does is always aimed at an improvement of his own state of sat-
isfaction. In this sense—and in no other—we are free to use the term
selfishness and to emphasize that action is necessarily always selfish. Even an
action directly aiming at the improvement of other people’s conditions is
selfish. The actor considers it as more satisfactory for himself to make other
people eat than to eat himself. His uneasiness is caused by the awareness of the
fact that other people are in want.

It is a fact that many people behave in another way and prefer to fill their
own stomach and not that of their fellow citizens. But this has nothing to do
with economics; it is a datum of historical experience. At any rate, economics
refers to every kind of action, no matter whether motivated by the urge of a
man to eat or to make other people eat.

If maximizing profits means that a man in all market transactions aims
at increasing to the utmost the advantage derived, it is a pleonastic and
periphrastic circumlocution. It only asserts what is implied in the very cat-
egory of action. If it means anything else, it is the expression of an erro-
neous idea.

Some economists believe that it is the task of economics to establish how
in the whole of society the greatest possible satisfaction of all people or of
the greatest number could be attained. They do not realize that there is no
method which would allow us to measure the state of satisfaction attained
by various individuals. They misconstrue the character of judgments which
are based on the comparison between various people’s happiness. While ex-
pressing arbitrary value judgments, they believe themselves to be establish-
ing facts. One may call it just to rob the rich in order to make presents to
the poor. However, to call something fair or unfair is always a subjective
value judgment and as such purely personal and not liable to any
verification or falsification. Economics is not intent upon pronouncing
value judgments. It aims at a cognition of the consequences of certain
modes of acting.

It has been asserted that the physiological needs of all men are of
the same kind and that this equality provides a standard for the meas-
urement of the degree of their objective satisfaction. In expressing such
opinions and in recommending the use of such criteria to guide the
government’s policy, one proposes to deal with men as the breeder
deals with his cattle. But the reformers fail to realize that there is no
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universal principle of alimentation valid for all men. Which one of the vari-
ous principles one chooses depends entirely on the aims one wants to attain.
The cattle breeder does not feed his cows in order to make them happy, but in
order to attain the ends which he has assigned to them in his own plans. He
may prefer more milk or more meat or something else. What type of men do
the man breeders want to rear—athletes or mathematicians? Warriors or fac-
tory hands? He who would make man the material of a purposeful system of
breeding and feeding would arrogate to himself despotic powers and would
use his fellow citizens as means for the attainment of his own ends, which dif-
fer from those they themselves are aiming at.

The value judgments of an individual differentiate between what makes
him more satisfied and what less. The value judgments a man pronounces
about another man’s satisfaction do not assert anything about this other man’s
satisfaction. They only assert what condition of this other man better satisfies
the man who pronounces the judgment. The reformers searching for the max-
imum of general satisfaction have told us merely what state of other people’s
affairs would best suit themselves.

4 The Autistic Economy

No other imaginary construction has caused more offense than that of an iso-
lated economic actor entirely dependent on himself. However, economics
cannot do without it. In order to study interpersonal exchange it must com-
pare it with conditions under which it is absent. It constructs two varieties of
the image of an autistic economy in which there is only autistic exchange: the
economy of an isolated individual and the economy of a socialist society. In
employing this imaginary construction the economists do not bother about
the problem of whether or not such a system could really work.8 They are fully
aware of the fact that their imaginary construction is fictitious. Robinson Cru-
soe, who, for all that, may have existed, and the general manager of a perfectly
isolated socialist commonwealth that never existed, would not have been in a
position to plan and to act as people can only when taking recourse to eco-
nomic calculation. However, in the frame of our imaginary construction we
are free to pretend that they could calculate whenever such a fiction may be
useful for the discussion of the specific problem to be dealt with.

The imaginary construction of an autistic economy is at the bottom
of the popular distinction between productivity and profitability as it
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developed as a yardstick of value judgments. Those resorting to this distinc-
tion consider the autistic economy, especially that of the socialist type, the
most desirable and most perfect system of economic management. Every
phenomenon of the market economy is judged with regard to whether or not
it could be justified from the viewpoint of a socialist system. Only to acting
that would be purposeful in the plans of such a system’s manager are positive
value and the epithet productive attached. All other activities performed in
the market economy are called unproductive in spite of the fact that they
may be profitable to those who perform them. Thus, for example, sales
promotion, advertising, and banking are considered as activities profitable
but nonproductive.

Economics, of course, has nothing to say about such arbitrary value
judgments.

5 The State of Rest and the Evenly Rotating Economy

The only method of dealing with the problem of action is to conceive that ac-
tion ultimately aims at bringing about a state of affairs in which there is no
longer any action, whether because all uneasiness has been removed or be-
cause any further removal of felt uneasiness is out of the question. Action thus
tends toward a state of rest, absence of action.

The theory of prices accordingly analyzes interpersonal exchange from
this aspect. People keep on exchanging on the market until no further ex-
change is possible because no party expects any further improvement of its
own conditions from a new act of exchange. The potential buyers consider
the prices asked by the potential sellers unsatisfactory, and vice versa. No
more transactions take place. A state of rest emerges. This state of rest,
which we may call the plain state of rest, is not an imaginary construction.
It comes to pass again and again. When the stock market closes, the brokers
have carried out all orders which could be executed at the market price.
Only those potential sellers and buyers who consider the market price too
low or too high respectively have not sold or bought.9 The same is valid
with regard to all transactions. The whole market economy is a big ex-
change or marketplace, as it were. At any instant all those transactions take
place which the parties are ready to enter into at the realizable price. New
sales can be effected only when the valuations of at least one of the parties
have changed.
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It has been asserted that the notion of the plain state of rest is unsatisfactory.
It refers, people have said, only to the determination of prices of goods of
which a definite supply is already available, and does not say anything about
the effects brought about by these prices upon production. The objection is
unfounded. The theorems implied in the notion of the plain state of rest are
valid with regard to all transactions without exception. It is true, the buyers of
factors of production will immediately embark upon producing and very soon
reenter the market in order to sell their products and to buy what they want for
their own consumption and for continuing production processes. But this
does not invalidate the scheme. This scheme, to be sure, does not contend that
the state of rest will last. The lull will certainly disappear as soon as the mo-
mentary conditions which brought it about change.

The notion of the plain state of rest is not an imaginary construction but
the adequate description of what happens again and again on every market.
In this regard it differs radically from the imaginary construction of the final
state of rest.

In dealing with the plain state of rest we look only at what is going on right
now. We restrict our attention to what has happened momentarily and dis-
regard what will happen later, in the next instant or tomorrow or later. We
are dealing only with prices really paid in sales, i.e., with the prices of the im-
mediate past. We do not ask whether or not future prices will equal these
prices.

But now we go a step further. We pay attention to factors which are
bound to bring about a tendency toward price changes. We try to find out
to what goal this tendency must lead before all its driving force is ex-
hausted and a new state of rest emerges. The price corresponding to this
future state of rest was called the natural price by older economists; nowa-
days the term static price is often used. In order to avoid misleading asso-
ciations it is more expedient to call it the final price and accordingly to
speak of the final state of rest. This final state of rest is an imaginary con-
struction, not a description of reality. For the final state of rest will never
be attained. New disturbing factors will emerge before it will be realized.
What makes it necessary to take recourse to this imaginary construction is
the fact that the market at every instant is moving toward a final state of
rest. Every later new instant can create new facts altering this final state
of rest. But the market is always disquieted by a striving after a definite
final state of rest.

The market price is a real phenomenon; it is the exchange ratio
which was actual in business transacted. The final price is a hypothet-
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ical price. The market prices are historical facts and we are therefore in a
position to note them with numerical exactitude in dollars and cents. The
final price can only be defined by defining the conditions required for its
emergence. No definite numerical value in monetary terms or in quanti-
ties of other goods can be attributed to it. It will never appear on the mar-
ket. The market price can never coincide with the final price coordinated
to the instant in which this market structure is actual. But catallactics
would fail lamentably in its task of analyzing the problems of price deter-
mination if it were to neglect dealing with the final price. For in the mar-
ket situation from which the market price emerges there are already latent
forces operating which will go on bringing about price changes until, pro-
vided no new data appear, the final price and the final state of rest are es-
tablished. We would unduly restrict our study of price determination if we
were to look only upon the momentary market prices and the plain state
of rest and to disregard the fact that the market is already agitated by fac-
tors which must result in further price changes and a tendency toward a
different state of rest.

The phenomenon with which we have to cope is the fact that changes in
the factors which determine the formation of prices do not produce all their
effects at once. A span of time must elapse before all their effects are ex-
hausted. Between the appearance of a new datum and the perfect adjustment
of the market to it some time must pass. (And, of course, while this period of
time elapses, other new data appear.) In dealing with the effects of any
change in the factors operating on the market, we must never forget that we
are dealing with events taking place in succession, with a series of effects suc-
ceeding one another. We are not in a position to know in advance how much
time will have to elapse. But we know for certain that some time must elapse,
although this period may sometimes be so small that it hardly plays any role
in practical life.

Economists often erred in neglecting the element of time. Take for instance
the controversy concerning the effects of changes in the quantity of money.
Some people were only concerned with its long-run effects, i.e., with the final
prices and the final state of rest. Others saw only the short-run effects, i.e., the
prices of the instant following the change in the data. Both were mistaken and
their conclusions were consequently vitiated. Many more examples of the
same blunder could be cited.

The imaginary construction of the final state of rest is marked by
paying full regard to change in the temporal succession of events. In
this respect it differs from the imaginary construction of the evenly
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rotating economy which is characterized by the elimination of change in
the data and of the time element. (It is inexpedient and misleading to call
this imaginary construction, as is usual, the static economy or the static
equilibrium, and it is a bad mistake to confuse it with the imaginary con-
struction of a stationary economy.10) The evenly rotating economy is a ficti-
tious system in which the market prices of all goods and services coincide
with the final prices. There are in its frame no price changes whatever;
there is perfect price stability. The same market transactions are repeated
again and again. The goods of the higher orders pass in the same quanti-
ties through the same stages of processing until ultimately the produced
consumers’ goods come into the hands of the consumers and are con-
sumed. No changes in the market data occur. Today does not differ from
yesterday and tomorrow will not differ from today. The system is in perpet-
ual flux, but it remains always at the same spot. It revolves evenly round a
fixed center, it rotates evenly. The plain state of rest is disarranged again
and again, but it is instantly reestablished at the previous level. All factors,
including those bringing about the recurring disarrangement of the plain
state of rest, are constant. Therefore prices—commonly called static or
equilibrium prices—remain constant too.

The essence of this imaginary construction is the elimination of the lapse
of time and of the perpetual change in the market phenomena. The notion
of any change with regard to supply and demand is incompatible with this
construction. Only such changes as do not affect the configuration of the
price-determining factors can be considered in its frame. It is not necessary
to people the imaginary world of the evenly rotating economy with im-
mortal, non-aging and nonproliferating men. We are free to assume that in-
fants are born, grow old, and finally die, provided that total population
figures and the number of people in every age group remain equal. Then
the demand for commodities whose consumption is limited to certain age
groups does not alter, although the individuals from whom it originates are
not the same.

In reality there is never such a thing as an evenly rotating eco-
nomic system. However, in order to analyze the problems of change
in the data and of unevenly and irregularly varying movement, we
must confront them with a fictitious state in which both are hypo-
thetically eliminated. It is therefore preposterous to maintain that the
construction of an evenly rotating economy does not elucidate con-
ditions within a changing universe and to require the economists to
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substitute a study of “dynamics” for their alleged exclusive occupation with
“statics.” This so-called static method is precisely the proper mental tool for
the examination of change. There is no means of studying the complex phe-
nomena of action other than first to abstract from change altogether, then to
introduce an isolated factor provoking change, and ultimately to analyze its ef-
fects under the assumption that other things remain equal. It is furthermore
absurd to believe that the services rendered by the construction of an evenly
rotating economy are the more valuable the more the object of our studies, the
realm of real action, corresponds to this construction in respect to absence of
change. The static method, the employment of the imaginary construction of
an evenly rotating economy, is the only adequate method of analyzing the
changes concerned without regard to whether they are great or small, sudden
or slow.

The objections hitherto raised against the use of the imaginary construction
of an evenly rotating economy missed the mark entirely. Their authors did not
grasp in what respect this construction is problematic and why it can easily en-
gender error and confusion.

Action is change, and change is in the temporal sequence. But in the evenly
rotating economy change and succession of events are eliminated. Action is to
make choices and to cope with an uncertain future. But in the evenly rotating
economy there is no choosing and the future is not uncertain as it does not dif-
fer from the present known state. Such a rigid system is not peopled with liv-
ing men making choices and liable to error; it is a world of soulless unthink-
ing automatons; it is not a human society, it is an ant hill.

These insoluble contradictions, however, do not affect the service
which this imaginary construction renders for the only problems for
whose treatment it is both appropriate and indispensable: the problem of
the relation between the prices of products and those of the factors re-
quired for their production, and the implied problems of entrepreneurship
and of profit and loss. In order to grasp the function of entrepreneurship
and the meaning of profit and loss, we construct a system from which
they are absent. This image is merely a tool for our thinking. It is not the
description of a possible and realizable state of affairs. It is even out of the
question to carry the imaginary construction of an evenly rotating system
to its ultimate logical consequences. For it is impossible to eliminate the
entrepreneur from the picture of a market economy. The various com-
plementary factors of production cannot come together spontaneously.
They need to be combined by the purposive efforts of men aiming at
certain ends and motivated by the urge to improve their state of
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satisfaction. In eliminating the entrepreneur one eliminates the driving force
of the whole market system.

Then there is a second deficiency. In the imaginary construction of an
evenly rotating economy, indirect exchange and the use of money are tac-
itly implied. But what kind of money can that be? In a system without
change in which there is no uncertainty whatever about the future, no-
body needs to hold cash. Every individual knows precisely what amount of
money he will need at any future date. He is therefore in a position to
lend all the funds he receives in such a way that the loans fall due on the
date he will need them. Let us assume that there is only gold money and
only one central bank. With the successive progress toward the state of an
evenly rotating economy all individuals and firms restrict step by step their
holding of cash and the quantities of gold thus released flow into non-
monetary—industrial—employment. When the equilibrium of the evenly
rotating economy is finally reached, there are no more cash holdings; no
more gold is used for monetary purposes. The individuals and firms own
claims against the central bank, the maturity of each part of which pre-
cisely corresponds to the amount they will need on the respective dates for
the settlement of their obligations. The central bank does not need any re-
serves as the total sum of the daily payments of its customers exactly
equals the total sum of withdrawals. All transactions can in fact be ef-
fected through transfer in the bank’s books without any recourse to cash.
Thus the “money” of this system is not a medium of exchange; it is not
money at all; it is merely a numéraire, an ethereal and undetermined unit
of accounting of that vague and indefinable character which the fancy of
some economists and the errors of many laymen mistakenly have attrib-
uted to money. The interposition of these numerical expressions between
seller and buyer does not affect the essence of the sales; it is neutral with
regard to the people’s economic activities. But the notion of a neutral
money is unrealizable and inconceivable in itself.11 If we were to use the
inexpedient terminology employed in many contemporary economic writ-
ings, we would have to say: Money is necessarily a “dynamic factor”; there
is no room left for money in a “static” system. But the very notion of a
market economy without money is self-contradictory.

The imaginary construction of an evenly rotating system is a lim-
iting notion. In its frame there is in fact no longer any action. Au-
tomatic reaction is substituted for the conscious striving of thinking
man after the removal of uneasiness. We can employ this problem-
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atic imaginary construction only if we never forget what purposes it is de-
signed to serve. We want first of all to analyze the tendency, prevailing in every
action, toward the establishment of an evenly rotating economy; in doing so,
we must always take into account that this tendency can never attain its goal
in a universe not perfectly rigid and immutable, that is, in a universe which is
living and not dead. Secondly, we need to comprehend in what respects the
conditions of a living world in which there is action differ from those of a rigid
world. This we can discover only by the argumentum a contrario [(Latin) ar-
gument or proof by contrast or the direct opposite] provided by the image of a
rigid economy. Thus we are led to the insight that dealing with the uncertain
conditions of the unknown future—that is, speculation—is inherent in every
action, and that profit and loss are necessary features of acting which cannot
be conjured away by any wishful thinking. The procedures adopted by those
economists who are fully aware of these fundamental cognitions may be called
the logical method of economics as contrasted with the technique of the math-

ematical method.

The mathematical economists disregard dealing with the actions which,
under the imaginary and unrealizable assumption that no further new data
will emerge, are supposed to bring about the evenly rotating economy.
They do not notice the individual speculator who aims not at the estab-
lishment of the evenly rotating economy but at profiting from an action
which adjusts the conduct of affairs better to the attainment of the ends
sought by acting, the best possible removal of uneasiness. They stress ex-
clusively the imaginary state of equilibrium which the whole complex of all
such actions would attain in the absence of any further change in the data.
They describe this imaginary equilibrium by sets of simultaneous differen-
tial equations. They fail to recognize that the state of affairs they are deal-
ing with is a state in which there is no longer any action but only a suc-
cession of events provoked by a mystical prime mover. They devote all their
efforts to describing, in mathematical symbols, various “equilibria,” that is,
states of rest and the absence of action. They deal with equilibrium as if it
were a real entity and not a limiting notion, a mere mental tool. What they
are doing is vain playing with mathematical symbols, a pastime not suited
to convey any knowledge.12

6 The Stationary Economy

The imaginary construction of a stationary economy has sometimes
been confused with that of an evenly rotating economy. But in
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fact these two constructions differ.
The stationary economy is an economy in which the wealth and income of

the individuals remain unchanged. With this image changes are compatible
which would be incompatible with the construction of the evenly rotating
economy. Population figures may rise or drop provided that they are accom-
panied by a corresponding rise or drop in the sum of wealth and income. The
demand for some commodities may change; but these changes must occur so
slowly that the transfer of capital from those branches of production which are
to be restricted in accordance with them into those to be expanded can be ef-
fected by not replacing equipment used up in the shrinking branches and in-
stead investing in the expanding ones.

The imaginary construction of a stationary economy leads to two further
imaginary constructions: the progressing (expanding) economy and the retro-
gressing (shrinking) economy. In the former the per capita quota of wealth
and income of the individuals and the population figure tend toward a higher
numerical value, in the latter toward a lower numerical value.

In the stationary economy the total sum of all profits and of all losses is zero.
In the progressing economy the total amount of profits exceeds the total
amount of losses. In the retrogressing economy the total amount of profits is
smaller than the total amount of losses.

The precariousness of these three imaginary constructions is to be seen in
the fact that they imply the possibility of the measurement of wealth and in-
come. As such measurements cannot be made and are not even conceivable,
it is out of the question to apply them for a rigorous classification of the con-
ditions of reality. Whenever economic history ventures to classify economic
evolution within a certain period according to the scheme stationary, pro-
gressing or retrogressing, it resorts in fact to historical understanding and does
not “measure.”

7 The Integration of Catallactic Functions

When men in dealing with the problems of their own actions, and when eco-
nomic history, descriptive economics, and economic statistics in reporting
other people’s actions, employ the terms entrepreneur, capitalist, landowner,
worker, and consumer, they speak of ideal types. When economics employs
the same terms it speaks of catallactic categories. The entrepreneurs, capital-
ists, landowners, workers, and consumers of economic theory are not living
men as one meets them in the reality of life and history. They are the embod-
iment of distinct functions in the market operations. The fact that both act-
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ing men and historical sciences apply in their reasoning the results of eco-
nomics and that they construct their ideal types on the basis of and with ref-
erence to the categories of praxeological theory, does not modify the radical
logical distinction between ideal type and economic category. The eco-
nomic categories we are concerned with refer to purely integrated functions,
the ideal types refer to historical events. Living and acting man by necessity
combines various functions. He is never merely a consumer. He is in addi-
tion either an entrepreneur, landowner, capitalist, or worker, or a person sup-
ported by the intake earned by such people. Moreover, the functions of the
entrepreneur, the landowner, the capitalist, and the worker are very often
combined in the same persons. History is intent upon classifying men ac-
cording to the ends they aim at and the means they employ for the attain-
ment of these ends. Economics, exploring the structure of acting in the mar-
ket society without any regard to the ends people aim at and the means they
employ, is intent upon discerning categories and functions. These are two
different tasks. The difference can best be demonstrated in discussing the
catallactic concept of the entrepreneur.

In the imaginary construction of the evenly rotating economy there is no
room left for entrepreneurial activity, because this construction eliminates
any change of data that could affect prices. As soon as one abandons this
assumption of rigidity of data, one finds that action must needs be affected
by every change in the data. As action necessarily is directed toward
influencing a future state of affairs, even if sometimes only the immediate
future of the next instant, it is affected by every incorrectly anticipated
change in the data occurring in the period of time between its beginning
and the end of the period for which it aimed to provide (period of provi-
sion13). Thus the outcome of action is always uncertain. Action is always
speculation. This is valid not only with regard to a market economy but no
less for Robinson Crusoe, the imaginary isolated actor, and for the condi-
tions of a socialist economy. In the imaginary construction of an evenly
rotating system nobody is an entrepreneur and speculator. In any real and
living economy every actor is always an entrepreneur and speculator; the
people taken care of by the actors—the minor family members in the mar-
ket society and the masses of a socialist society—are, although themselves
not actors and therefore not speculators, affected by the outcome of the ac-
tors’ speculations.

Economics, in speaking of entrepreneurs, has in view not men, but
a definite function. This function is not the particular feature of a
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special group or class of men; it is inherent in every action and burdens every
actor. In embodying this function in an imaginary figure, we resort to a
methodological makeshift. The term entrepreneur as used by catallactic the-
ory means: acting man exclusively seen from the aspect of the uncertainty in-
herent in every action. In using this term one must never forget that every ac-
tion is embedded in the flux of time and therefore involves a speculation. The
capitalists, the landowners, and the laborers are by necessity speculators. So is
the consumer in providing for anticipated future needs. There’s many a slip
’twixt cup and lip.

Let us try to think the imaginary construction of a pure entrepreneur to
its ultimate logical consequences. This entrepreneur does not own any cap-
ital. The capital required for his entrepreneurial activities is lent to him by
the capitalists in the form of money loans. The law, it is true, considers him
the proprietor of the various means of production purchased by expanding
the sums borrowed. Nevertheless he remains propertyless as the amount of
his assets is balanced by his liabilities. If he succeeds, the net profit is his.
If he fails, the loss must fall upon the capitalists who have lent him the
funds. Such an entrepreneur would, in fact, be an employee of the capi-
talists who speculates on their account and takes a 100 per cent share in the
net profits without being concerned about the losses. But even if the entre-
preneur is in a position to provide himself a part of the capital required and
borrows only the rest, things are essentially not different. To the extent that
the losses incurred cannot be borne out of the entrepreneur’s own funds,
they fall upon the lending capitalists, whatever the terms of the contract
may be. A capitalist is always also virtually an entrepreneur and speculator.
He always runs the chance of losing his funds. There is no such thing as a
perfectly safe investment.

The self-sufficient landowner who tills his estate only to supply his own
household is affected by all changes influencing the fertility of his farm or his
personal needs. Within a market economy the result of a farmer’s activities is
affected by all changes regarding the importance of his piece of land for sup-
plying the market. The farmer is clearly, even from the point of view of mun-
dane terminology, an entrepreneur. No proprietor of any means of produc-
tion, whether they are represented in tangible goods or in money, remains
untouched by the uncertainty of the future. The employment of any tangible
goods or money for production, i.e., the provision for later days, is in itself an
entrepreneurial activity.

Things are essentially the same for the laborer. He is born the
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proprietor of certain abilities; his innate faculties are a means of production
which is better fitted for some kinds of work, less fitted for others, and not at
all fitted for still others.14 If he has acquired the skill needed for the perfor-
mance of certain kinds of labor, he is, with regard to the time and the material
outlays absorbed by this training in the position of an investor. He has made
an input in the expectation of being compensated by an adequate output. The
laborer is an entrepreneur in so far as his wages are determined by the price
the market allows for the kind of work he can perform. This price varies ac-
cording to the change in conditions in the same way in which the price of
every other factor of production varies.

In the context of economic theory the meaning of the terms con-
cerned is this: Entrepreneur means acting man in regard to the changes
occurring in the data of the market. Capitalist and landowner mean
acting man in regard to the changes in value and price which, even
with all the market data remaining equal, are brought about by the
mere passing of time as a consequence of the different valuation of
present goods and of future goods. Worker means man in regard to the
employment of the factor of production human labor. Thus every func-
tion is nicely integrated: the entrepreneur earns profit or suffers loss; the
owners of means of production (capital goods or land) earn originary
interest; the workers earn wages. In this sense we elaborate the imagi-
nary construction of functional distribution as different from the actual
historical distribution.15

Economics, however, always did and still does use the term “en-
trepreneur” in a sense other than that attached to it in the imaginary
construction of functional distribution. It also calls entrepreneurs those
who are especially eager to profit from adjusting production to the
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14. In what sense labor is to be seen as a nonspecific factor of production see above, pp. 133–35.
15. Let us emphasize again that everybody, laymen included, in dealing with the problems of in-
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expected changes in conditions, those who have more initiative, more ven-
turesomeness, and a quicker eye than the crowd, the pushing and promoting
pioneers of economic improvement. This notion is narrower than the concept
of an entrepreneur as used in the construction of functional distribution; it
does not include many instances which the latter includes. It is awkward that
the same term should be used to signify two different notions. It would have
been more expedient to employ another term for this second notion—for in-
stance, the term promoter.

It is to be admitted that the notion of the entrepreneur-promoter cannot be
defined with praxeological rigor. (In this it is like the notion of money which
also defies—different from the notion of a medium of exchange—a rigid prax-
eological definition.16) However, economics cannot do without the promoter
concept. For it refers to a datum that is a general characteristic of human na-
ture, that is present in all market transactions and marks them profoundly.
This is the fact that various individuals do not react to a change in conditions
with the same quickness and in the same way. The inequality of men, which
is due to differences both in their inborn qualities and in the vicissitudes
of their lives, manifests itself in this way too. There are in the market pace-
makers and others who only imitate the procedures of their more agile fellow
citizens. The phenomenon of leadership is no less real on the market than in
any other branch of human activities. The driving force of the market, the el-
ement tending toward unceasing innovation and improvement, is provided by
the restlessness of the promoter and his eagerness to make profits as large as
possible.

There is, however, no danger that the equivocal use of this term may result
in any ambiguity in the exposition of the catallactic system. Wherever any
doubts are likely to appear, they can be dispelled by the employment of the
term promoter instead of entrepreneur.

The Entrepreneurial Function in the Stationary Economy

The futures market can relieve a promoter of a part of his entrepreneurial
function. As far as an entrepreneur has hedged himself through suitable for-
ward transactions against losses he may possibly suffer, he ceases to be an en-
trepreneur and the entrepreneurial function devolves on the other party to
the contract. The cotton spinner who, buying raw cotton for his mill, sells the
same quantity forward has abandoned a part of his entrepreneurial function.
He will neither profit nor lose from changes in the cotton price occurring in
the period concerned. Of course, he does not entirely cease to serve in
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the entrepreneurial function. Those changes in the price of yarn in general or
in the price of the special counts and kinds he produces which are not brought
about by a change in the price of raw cotton affect him nonetheless. Even if
he spins only as a contractor for a remuneration agreed upon, he is still in an
entrepreneurial function with regard to the funds invested in his outfit.

We may construct the image of an economy in which the conditions re-
quired for the establishment of futures markets are realized for all kinds of
goods and services. In such an imaginary construction the entrepreneurial
function is fully separated from all other functions. There emerges a class of
pure entrepreneurs. The prices determined on the futures markets direct the
whole apparatus of production. The dealers in futures alone make profits and
suffer losses. All other people are insured, as it were, against the possible ad-
verse effects of the uncertainty of the future. They enjoy security in this re-
gard. The heads of the various business units are virtually employees, as it
were, with a fixed income.

If we further assume that this economy is a stationary economy and that all
futures transactions are concentrated in one corporation, it is obvious that the
total amount of this corporation’s losses precisely equals the total amount of its
profits. We need only to nationalize this corporation in order to bring about a
socialist state without profits and losses, a state of undisturbed security and sta-
bility. But this is so only because our definition of a stationary economy im-
plies equality of the total sum of losses and that of profits. In a changing econ-
omy an excess either of profits or of losses must emerge.

It would be a waste of time to dwell longer upon such oversophisticated im-
ages which do not further the analysis of economic problems. The only rea-
son for mentioning them is that they reflect ideas which are at the bottom of
some criticisms made against the economic system of capitalism and of some
delusive plans suggested for a socialist control of business. Now, it is true that
a socialist scheme is logically compatible with the unrealizable imaginary
constructions of an evenly rotating economy and of a stationary economy. The
predilection with which mathematical economists almost exclusively deal
with the conditions of these imaginary constructions and with the state of
“equilibrium” implied in them, has made people oblivious of the fact that
these are unreal, self-contradictory and imaginary expedients of thought and
nothing else. They are certainly not suitable models for the construction of a
living society of acting men.
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chapter 15

The Market

1 The Characteristics of the Market Economy

The market economy is the social system of the division of labor under private
ownership of the means of production. Everybody acts on his own behalf; but
everybody’s actions aim at the satisfaction of other people’s needs as well as at
the satisfaction of his own. Everybody in acting serves his fellow citizens.
Everybody, on the other hand, is served by his fellow citizens. Everybody is
both a means and an end in himself, an ultimate end for himself and a means
to other people in their endeavors to attain their own ends.

This system is steered by the market. The market directs the individual’s ac-
tivities into those channels in which he best serves the wants of his fellow men.
There is in the operation of the market no compulsion and coercion. The state,
the social apparatus of coercion and compulsion, does not interfere with the
market and with the citizens’ activities directed by the market. It employs its
power to beat people into submission solely for the prevention of actions de-
structive to the preservation and the smooth operation of the market economy.
It protects the individual’s life, health, and property against violent or fraudu-
lent aggression on the part of domestic gangsters and external foes. Thus the
state creates and preserves the environment in which the market economy can
safely operate. The Marxian slogan “anarchic production” pertinently charac-
terizes this social structure as an economic system which is not directed by a dic-
tator, a production tsar who assigns to each a task and compels him to obey this
command. Each man is free; nobody is subject to a despot. Of his own accord
the individual integrates himself into the cooperative system. The market di-
rects him and reveals to him in what way he can best promote his own welfare
as well as that of other people. The market is supreme. The market alone puts
the whole social system in order and provides it with sense and meaning.

The market is not a place, a thing, or a collective entity. The
market is a process, actuated by the interplay of the actions of the
various individuals cooperating under the division of labor. The forces
determining the—continually changing—state of the market are the
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value judgments of these individuals and their actions as directed by these
value judgments. The state of the market at any instant is the price structure,
i.e., the totality of the exchange ratios as established by the interaction of those
eager to buy and those eager to sell. There is nothing inhuman or mystical
with regard to the market. The market process is entirely a resultant of human
actions. Every market phenomenon can be traced back to definite choices of
the members of the market society.

The market process is the adjustment of the individual actions of the vari-
ous members of the market society to the requirements of mutual cooperation.
The market prices tell the producers what to produce, how to produce, and in
what quantity. The market is the focal point to which the activities of the in-
dividuals converge. It is the center from which the activities of the individuals
radiate.

The market economy must be strictly differentiated from the second think-
able—although not realizable—system of social cooperation under the divi-
sion of labor: the system of social or governmental ownership of the means of
production. This second system is commonly called socialism, communism,
planned economy, or state capitalism. The market economy or capitalism, as
it is usually called, and the socialist economy preclude one another. There is
no mixture of the two systems possible or thinkable; there is no such thing as
a mixed economy, a system that would be in part capitalistic and in part so-
cialist. Production is directed by the market or by the decrees of a production
tsar or a committee of production tsars.

If within a society based on private ownership by the means of production
some of these means are publicly owned and operated—that is, owned and
operated by the government or one of its agencies—this does not make for a
mixed system which would combine socialism and capitalism. The fact that
the state or municipalities own and operate some plants does not alter the
characteristic features of the market economy. These publicly owned and
operated enterprises are subject to the sovereignty of the market. They must
fit themselves, as buyers of raw materials, equipment, and labor, and as sell-
ers of goods and services, into the scheme of the market economy. They are
subject to the laws of the market and thereby depend on the consumers who
may or may not patronize them. They must strive for profits or, at least, to
avoid losses. The government may cover losses of its plants or shops by draw-
ing on public funds. But this neither eliminates nor mitigates the supremacy
of the market; it merely shifts it to another sector. For the means for covering
the losses must be raised by the imposition of taxes. But this taxation has
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its effects on the market and influences the economic structure according to
the laws of the market. It is the operation of the market, and not the govern-
ment collecting the taxes, that decides upon whom the incidence of the taxes
falls and how they affect production and consumption. Thus the market, not
a government bureau, determines the working of these publicly operated
enterprises.

Nothing that is in any way connected with the operation of a market is in
the praxeological or economic sense to be called socialism. The notion of so-
cialism as conceived and defined by all socialists implies the absence of a mar-
ket for factors of production and of prices of such factors. The “socialization”
of individual plants, shops, and farms—that is, their transfer from private into
public ownership—is a method of bringing about socialism by successive
measures. It is a step on the way toward socialism, but not in itself socialism.
(Marx and the orthodox Marxians flatly deny the possibility of such a gradual
approach to socialism. According to their doctrine the evolution of capitalism
will one day reach a point in which at one stroke capitalism is transformed into
socialism.)

Government-operated enterprises and the Russian Soviet economy are, by
the mere fact that they buy and sell on markets, connected with the capitalist
system. They themselves bear witness to this connection by calculating in
terms of money. They thus utilize the intellectual methods of the capitalist sys-
tem that they fanatically condemn.

For monetary economic calculation is the intellectual basis of the market
economy. The tasks set to acting within any system of the division of labor can-
not be achieved without economic calculation. The market economy calcu-
lates in terms of money prices. That it is capable of such calculation was in-
strumental in its evolution and conditions its present-day operation. The
market economy is real because it can calculate.

2 Capital Goods and Capital

There is an impulse inwrought in all living beings that directs them toward the
assimilation of matter that preserves, renews, and strengthens their vital en-
ergy. The eminence of acting man is manifested in the fact that he consciously
and purposefully aims at maintaining and enhancing his vitality. In the pur-
suit of this aim his ingenuity leads him to the construction of tools that first aid
him in the appropriation of food, then, at a later stage, induce him to design
methods of increasing the quantity of foodstuffs available, and, finally, enable
him to provide for the satisfaction of the most urgently felt among those
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desires that are specifically human. As Böhm-Bawerk described it: Man
chooses roundabout methods of production that require more time but com-
pensate for this delay by generating more and better products.

At the outset of every step forward on the road to a more plentiful 
existence is saving—the provisionment of products that makes it possible to
prolong the average period of time elapsing between the beginning of the pro-
duction process and its turning out of a product ready for use and consump-
tion. The products accumulated for this purpose are either intermediary
stages in the technological process, i.e., tools and half-finished products, or
goods ready for consumption that make it possible for man to substitute, with-
out suffering want during the waiting period, a more time-absorbing process
for another absorbing a shorter time. These goods are called capital goods.
Thus, saving and the resulting accumulation of capital goods are at the be-
ginning of every attempt to improve the material conditions of man; they are
the foundation of human civilization. Without saving and capital accumula-
tion there could not be any striving toward nonmaterial ends.1

From the notion of capital goods one must clearly distinguish the concept
of capital.2 The concept of capital is the fundamental concept of economic
calculation, the foremost mental tool of the conduct of affairs in the market
economy. Its correlative is the concept of income.

The notions of capital and income as applied in accountancy and in the
mundane reflections of which accountancy is merely a refinement, contrast
the means and the ends. The calculating mind of the actor draws a boundary
line between the consumer’s goods which he plans to employ for the immedi-
ate satisfaction of his wants and the goods of all orders—including those of
the first order3—which he plans to employ for providing by further acting, for
the satisfaction of future wants. The differentiation of means and ends thus
becomes a differentiation of acquisition and consumption, of business and
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household, of trading funds and of household goods. The whole complex of
goods destined for acquisition is evaluated in money terms, and this sum—the
capital—is the starting point of economic calculation. The immediate end of
acquisitive action is to increase or, at least, to preserve the capital. That
amount which can be consumed within a definite period without lowering the
capital is called income. If consumption exceeds the income available, the dif-
ference is called capital consumption. If the income available is greater than
the amount consumed, the difference is called saving. Among the main tasks
of economic calculation are those of establishing the magnitudes of income,
saving, and capital consumption.

The reflection which led acting man to the notions implied in the con-
cepts of capital and income are latent in every premeditation and planning
of action. Even the most primitive husbandmen are dimly aware of the con-
sequences of acts which to a modern accountant would appear as capital
consumption. The hunter’s reluctance to kill a pregnant hind and the un-
easiness felt even by the most ruthless warriors in cutting fruit trees were
manifestations of a mentality which was influenced by such considerations.
These considerations were present in the age-old legal institution of usufruct
and in analogous customs and practices. But only people who are in a posi-
tion to resort to monetary calculation can evolve to full clarity the distinc-
tion between an economic substance and the advantages derived from it, and
can apply it neatly to all classes, kinds, and orders of goods and services. They
alone can establish such distinctions with regard to the perpetually changing
conditions of highly developed processing industries and the complicated
structure of the social cooperation of hundreds of thousands of specialized
jobs and performances.

Looking backward from the cognition provided by modern accountancy
to the conditions of the savage ancestors of the human race, we may say
metaphorically that they too used “capital.” A contemporary accountant
could apply all the methods of his profession to their primitive tools of
hunting and fishing, to their cattle breeding and their tilling of the soil,
if he knew what prices to assign to the various items concerned. Some
economists concluded therefrom that “capital” is a category of all human
production, that it is present in every thinkable system of the conduct of
production processes—i.e., no less in Robinson Crusoe’s involuntary her-
mitage than in a socialist society—and that it does not depend upon the
practice of monetary calculation.4 This is, however, a confusion.
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The concept of capital cannot be separated from the context of monetary cal-
culation and from the social structure of a market economy in which alone
monetary calculation is possible. It is a concept which makes no sense outside
the conditions of a market economy. It plays a role exclusively in the plans and
records of individuals acting on their own account in such a system of private
ownership of the means of production, and it developed with the spread of
economic calculation in monetary terms.5

Modern accountancy is the fruit of a long historical evolution. Today there
is, among businessmen and accountants, unanimity with regard to the mean-
ing of capital. Capital is the sum of the money equivalent of all assets minus
the sum of the money equivalent of all liabilities as dedicated at a definite date
to the conduct of the operations of a definite business unit. It does not matter
in what these assets may consist, whether they are pieces of land, buildings,
equipment, tools, goods of any kind and order, claims, receivables, cash, or
whatever.

It is a historical fact that in the early days of accountancy the tradesmen,
the pacemakers on the way toward monetary calculation, did not for the
most part include the money equivalent of their buildings and land in the
notion of capital. It is another historical fact that agriculturists were slow in
applying the capital concept to their land. Even today in the most advanced
countries only a part of the farmers are familiar with the practice of sound
accountancy. Many farmers acquiesce in a system of bookkeeping that ne-
glects to pay heed to the land and its contribution to production. Their book
entries do not include the money equivalent of the land and are conse-
quently indifferent to changes in this equivalent. Such accounts are defec-
tive because they fail to convey that information which is the sole aim sought
by capital accounting. They do not indicate whether or not the operation of
the farm has brought about a deterioration in the land’s capacity to con-
tribute to production, that is, in its objective use value. If an erosion of the
soil has taken place, their books ignore it, and thus the calculated income
(net yield) is greater than a more complete method of bookkeeping would
have shown.

It is necessary to mention these historical facts because they influenced the
endeavors of the economists to construct the notion of real capital.

The economists were and are still today confronted with the su-
perstitious belief that the scarcity of factors of production could be
brushed away, either entirely or at least to some extent, by increas-
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ing the amount of money in circulation and by credit expansion. In order
to deal adequately with this fundamental problem of economic policy they
considered it necessary to construct a notion of real capital and to oppose
it to the notion of capital as applied by the businessman whose calcula-
tion refers to the whole complex of his acquisitive activities. At the time
the economists embarked upon these endeavors the place of the money
equivalent of land in the concept of capital was still questioned. Thus the
economists thought it reasonable to disregard land in constructing their
notion of real capital. They defined real capital as the totality of the pro-
duced factors of production available. Hairsplitting discussions were
started as to whether inventories of consumers’ goods held by business
units are or are not real capital. But there was almost unanimity that cash
is not real capital.

Now this concept of a totality of the produced factors of production is
an empty concept. The money equivalent of the various factors of pro-
duction owned by a business unit can be determined and summed up.
But if we abstract from such an evaluation in money terms, the totality of
the produced factors of production is merely an enumeration of physical
quantities of thousands and thousands of various goods. Such an inventory
is of no use to acting. It is a description of a part of the universe in terms
of technology and topography and has no reference whatever to the prob-
lems raised by the endeavors to improve human well-being. We may ac-
quiesce in the terminological usage of calling the produced factors of pro-
duction capital goods. But this does not render the concept of real capital
any more meaningful.

The worst outgrowth of the use of the mythical notion of real capital was
that economists began to speculate about a spurious problem called the
productivity of (real) capital. A factor of production is by definition a thing
that is able to contribute to the success of a process of production. Its mar-
ket price reflects entirely the value that people attach to this contribution.
The services expected from the employment of a factor of production (i.e.,
its contribution to productivity) are in market transactions paid according
to the full value people attach to them. These factors are considered valu-
able only on account of these services. These services are the only reason
why prices are paid for them. Once these prices are paid, nothing remains
that can bring about further payments on the part of anybody as a com-
pensation for additional productive services of these factors of production.
It was a blunder to explain interest as an income derived from the produc-
tivity of capital.6
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No less detrimental was a second confusion derived from the real capital
concept. People began to mediate upon a concept of social capital as different
from private capital. Starting from the imaginary construction of a socialist
economy, they were intent upon defining a capital concept suitable to the eco-
nomic activities of the general manager of such a system. They were right in
assuming that this manager would be eager to know whether his conduct of af-
fairs was successful (viz., from the point of view of his own valuations and the
ends aimed at in accordance with these valuations) and how much he could
expend for his wards’ consumption without diminishing the available stock of
factors of production and thus impairing the yield of further production. A so-
cialist government would badly need the concepts of capital and income as a
guide for its operations. However, in an economic system in which there is no
private ownership of the means of production, no market, and no prices for
such goods the concepts of capital and income are mere academic postulates
devoid of any practical application. In a socialist economy there are capital
goods, but no capital.

The notion of capital makes sense only in the market economy. It serves the
deliberations and calculations of individuals or groups of individuals operat-
ing on their own account in such an economy. It is a device of capitalists, en-
trepreneurs, and farmers eager to make profits and to avoid losses. It is not a
category of all acting. It is a category of acting within a market economy.

3 Capitalism

All civilizations have up to now been based on private ownership of the means
of production. In the past civilization and private property have been linked
together. Those who maintain that economics is an experimental science and
nevertheless recommend public control of the means of production, lamen-
tably contradict themselves. If historical experience could teach us anything,
it would be that private property is inextricably linked with civilization. There
is no experience to the effect that socialism could provide a standard of living
as high as that provided by capitalism.7

The system of market economy has never been fully and purely
tried. But there prevailed in the orbit of Western civilization since the
Middle Ages by and large a general tendency toward the abolition of
institutions hindering the operation of the market economy. With the
successive progress of this tendency, population figures multiplied
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15-L3843  12/5/06  8:10 AM  Page 264



and the masses’ standard of living was raised to an unprecedented and hitherto
undreamed of level. The average American worker enjoys amenities for which
Croesus, Crassus, the Medici, and Louis XIV would have envied him.

The problems raised by the socialist and interventionist critique of the mar-
ket economy are purely economic and can be dealt with only in the way in
which this book tries to deal with them: by a thorough analysis of human
action and all thinkable systems of social cooperation. The psychological
problem of why people scorn and disparage capitalism and call everything
they dislike “capitalistic” and everything they praise “socialistic” concerns his-
tory and must be left to the historians. But there are several other issues which
we must stress at this point.

The advocates of totalitarianism consider “capitalism” a ghastly evil, an
awful illness that came upon mankind. In the eyes of Marx it was an in-
evitable stage of mankind’s evolution, but for all that the worst of evils; for-
tunately salvation is imminent and will free man forever from this disaster.
In the opinion of other people it would have been possible to avoid capi-
talism if only men had been more moral or more skillful in the choice of
economic policies. All such lucubrations have one feature in common.
They look upon capitalism as if it were an accidental phenomenon which
could be eliminated without altering conditions that are essential in civi-
lized man’s acting and thinking. As they neglect to bother about the prob-
lem of economic calculation, they are not aware of the consequences
which the abolition of the monetary calculus is bound to bring about. They
do not realize that socialist men, for whom arithmetic will be of no use in
planning action, will differ entirely in their mentality and in their mode of
thinking from our contemporaries. In dealing with socialism, we must not
overlook this mental transformation, even if we were ready to pass over in
silence the disastrous consequences which would result for man’s material
well-being.

The market economy is a man-made mode of acting under the division
of labor. But this does not imply that it is something accidental or
artificial and could be replaced by another mode. The market economy is
the product of a long evolutionary process. It is the outcome of man’s en-
deavors to adjust his action in the best possible way to the given condi-
tions of his environment that he cannot alter. It is the strategy, as it were,
by the application of which man has triumphantly progressed from sav-
agery to civilization.

Some authors argue: Capitalism was the economic system which
brought about the marvelous achievements of the last two hundred
years; therefore it is done for because what was beneficial in the past
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cannot be so for our time and for the future. Such reasoning is in open con-
tradiction to the principles of experimental cognition. There is no need at this
point to raise again the question of whether or not the science of human ac-
tion can adopt the methods of the experimental natural sciences. Even if it
were permissible to answer this question in the affirmative, it would be absurd
to argue as these à rebours [(French) the wrong way] experimentalists do. Ex-
perimental science argues that because a was valid in the past, it will be valid
in the future too. It must never argue the other way around and assert that be-
cause a was valid in the past, it is not valid in the future.

It is customary to blame the economists for an alleged disregard of
history. The economists, it is contended, consider the market economy as
the ideal and eternal pattern of social cooperation. They concentrate their
studies upon investigating the conditions of the market economy and ne-
glect everything else. They do not bother about the fact that capitalism
emerged only in the last two hundred years and that even today it is re-
stricted to a comparatively small area of the earth’s surface and to a minor-
ity of peoples. There were and are, say these critics, other civilizations with
a different mentality and different modes of conducting economic affairs.
Capitalism is, when seen sub specie aeternitatis [(Latin) from the viewpoint
or mental image of eternity], a passing phenomenon, an ephemeral stage of
historical evolution, just the transition from precapitalistic ages to a post-
capitalistic future.

All these criticisms are spurious. Economics is, of course, not a branch
of history or of any other historical science. It is the theory of all human ac-
tion, the general science of the immutable categories of action and of their
operation under all thinkable special conditions under which man acts. It
provides as such the indispensable mental tool for dealing with historical
and ethnographic problems. A historian or an ethnographer who neglects in
his work to take full advantage of the results of economics is doing a poor
job. In fact he does not approach the subject matter of his research unaf-
fected by what he disregards as theory. He is at every step of his gathering
of allegedly unadulterated facts, in arranging these facts, and in his conclu-
sions derived from them, guided by confused and garbled remnants of per-
functory economic doctrines constructed by botchers in the centuries pre-
ceding the elaboration of an economic science and long since entirely
exploded.

The analysis of the problems of the market society, the only pat-
tern of human action in which calculation can be applied in plan-
ning action, opens access to the analysis of all thinkable modes of
action and of all economic problems with which historians and
ethnographers are confronted. All noncapitalistic methods of economic
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management can be studied only under the hypothetical assumption that in
them too cardinal numbers can be used in recording past action and planning
future action. This is why economists place the study of the pure market econ-
omy in the center of their investigations.

It is not the economists who lack the “historical sense” and ignore the fac-
tor of evolution, but their critics. The economists have always been fully aware
of the fact that the market economy is the product of a long historical process
which began when the human race emerged from the ranks of the other pri-
mates. The champions of what is mistakenly called “historicism” are intent
upon undoing the effects of evolutionary changes. In their eyes everything the
existence of which they cannot trace back to a remote past or cannot discover
in the customs of some primitive Polynesian tribes is artificial, even decadent.
They consider the fact that an institution was unknown to savages as a proof of
its uselessness and rottenness. Marx and Engels and the Prussian professors of
the Historical School exulted when they learned that private property is “only”
a historical phenomenon. For them this was the proof that their socialist plans
were realizable.8

The creative genius is at variance with his fellow citizens. As the
pioneer of things new and unheard of he is in conflict with their
uncritical acceptance of traditional standards and values. In his eyes
the routine of the regular citizen, the average or common man, is
simply stupidity. For him “bourgeois” is a synonym of imbecility.9
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8. The most amazing product of this widespread mode of thought is the book of a Prussian pro-
fessor, Bernhard Laum (Die geschlossene Wirtschaft [Tübingen, 1933]). Laum assembles a vast col-
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economic autarky as natural, necessary, and morally good. He concludes from this that autarky is
the natural and most expedient state of economic management and that the return to autarky
which he advocates is “a biologically necessary process.” (p. 491).
9. Guy de Maupassant analyzed Flaubert’s alleged hatred of the bourgeois in Etude sur Gustave

Flaubert (reprinted in Oeuvres complètes de Gustave Flaubert [Paris, 1885], Vol. VII). Flaubert,
says Maupassant, “aimait le monde” (p. 67); that is, he liked to move in the circle of Paris society
composed of aristocrats, wealthy bourgeois, and the élite of artists, writers, philosophers, scientists,
statesmen, and entrepreneurs (promoters). He used the term bourgeois as synonymous with im-
becility and defined it this way: “I call a bourgeois whoever has mean thoughts (pense bassement).”
Hence it is obvious that in employing the term bourgeois Flaubert did not have in mind the bour-

geoisie as a social class, but a kind of imbecility he most frequently found in this class. He was full
of contempt for the common man (“le bon peuple”) as well. However, as he had more frequent
contacts with the “gens du monde” than with workers, the stupidity of the former annoyed him
more than that of the latter (p. 59). These observations of Maupassant held good not only for
Flaubert, but for the “anti-bourgeois” sentiments of all artists. Incidentally, it must be emphasized
that from a Marxian point of view Flaubert is a “bourgeois” writer and his novels are an “ideolog-
ical superstructure” of the “capitalist or bourgeois mode of production.”
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The frustrated artists who take delight in aping the genius’s mannerism in
order to forget and to conceal their own impotence adopt this terminology.
These Bohemians call everything they dislike “bourgeois.” Since Marx has
made the term “capitalist” equivalent to “bourgeois,” they use both words
synonymously. In the vocabularies of all languages the words “capitalistic”
and “bourgeois” signify today all that is shameful, degrading, and infamous.10

Contrariwise, people call all that they deem good and praiseworthy “social-
ist.” The regular scheme of arguing is this: A man arbitrarily calls anything
he dislikes “capitalistic,” and then deduces from this appellation that the
thing is bad.

This semantic confusion goes still further. Sismondi, the romantic eulogists
of the Middle Ages, all socialist authors, the Prussian Historical School, and
the American Institutionalists taught that capitalism is an unfair system of
exploitation sacrificing the vital interests of the majority of people for the sole
benefit of a small group of profiteers. No decent man can advocate this “mad”
system. The economists who contend that capitalism is beneficial not only to
a small group but to everyone are “sycophants of the bourgeoisie.” They are
either too dull to recognize the truth or bribed apologists of the selfish class
interests of the exploiters.

Capitalism, in the terminology of these foes of liberty, democracy, and
the market economy, means the economic policy advocated by big business
and millionaires. Confronted with the fact that some—but certainly not
all—wealthy entrepreneurs and capitalists nowadays favor measures restrict-
ing free trade and competition and resulting in monopoly, they say: Con-
temporary capitalism stands for protectionism, cartels, and the abolition of
competition. It is true, they add, that at a definite period of the past British
capitalism favored free trade both on the domestic market and in interna-
tional relations. This was because at that time the class interests of the Brit-
ish bourgeoisie were best served by such a policy. Conditions, however,
changed and today capitalism, i.e., the doctrine advocated by the exploiters,
aims at another policy.

It has already been pointed out that this doctrine badly distorts
both economic theory and historical facts.11 There were and there
will always be people whose selfish ambitions demand protection for
vested interests and who hope to derive advantage from measures re-
stricting competition. Entrepreneurs grown old and tired and the
decadent heirs of people who succeeded in the past dislike the agile

268 � catallactics or economics of the market society

10. The Nazis used “Jewish” as a synonym of both “capitalist” and “bourgeois.”
11. Cf. above, pp. 80– 84.

15-L3843  12/5/06  8:10 AM  Page 268



parvenus who challenge their wealth and their eminent social position.
Whether or not their desire to make economic conditions rigid and to hinder
improvements can be realized, depends on the climate of public opinion. The
ideological structure of the nineteenth century, as fashioned by the 
prestige of the teachings of the liberal economists, rendered such wishes vain.
When the technological improvements of the age of liberalism revolutionized
the traditional methods of production, transportation, and marketing, those
whose vested interests were hurt did not ask for protection because it would
have been a hopeless venture. But today it is deemed a legitimate task of gov-
ernment to prevent an efficient man from competing with the less efficient.
Public opinion sympathizes with the demands of powerful pressure groups to
stop progress. The butter producers are with considerable success fighting
against margarine and the musicians against recorded music. The labor
unions are deadly foes of every new machine. It is not amazing that in such an
environment less efficient businessmen aim at protection against more
efficient competitors.

It would be correct to describe this state of affairs in this way: Today many
or some groups of business are no longer liberal; they do not advocate a pure
market economy and free enterprise, but, on the contrary, are asking for vari-
ous measures of government interference with business. But it is entirely mis-
leading to say that the meaning of the concept of capitalism has changed and
that “mature capitalism”—as the American Institutionalists call it—or “late
capitalism”—as the Marxians call it—is characterized by restrictive policies to
protect the vested interests of wage earners, farmers, shopkeepers, artisans, and
sometimes also of capitalists and entrepreneurs. The concept of capitalism is
as an economic concept immutable; if it means anything, it means the market
economy. One deprives oneself of the semantic tools to deal adequately with
the problems of contemporary history and economic policies if one acqui-
esces in a different terminology. This faulty nomenclature becomes under-
standable only if we realize that the pseudo-economists and the politicians
who apply it want to prevent people from knowing what the market economy
really is. They want to make people believe that all the repulsive manifesta-
tions of restrictive government policies are produced by “capitalism.”

4 The Sovereignty of the Consumers

The direction of all economic affairs is in the market society a
task of the entrepreneurs. Theirs is the control of production. They
are at the helm and steer the ship. A superficial observer would
believe that they are supreme. But they are not. They are bound
to obey unconditionally the captain’s orders. The captain is the con-
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sumer. Neither the entrepreneurs nor the farmers nor the capitalists deter-
mine what has to be produced. The consumers do that. If a businessman does
not strictly obey the orders of the public as they are conveyed to him by the
structure of market prices, he suffers losses, he goes bankrupt, and is thus 
removed from his eminent position at the helm. Other men who did better in
satisfying the demand of the consumers replace him.

The consumers patronize those shops in which they can buy what they want
at the cheapest price. Their buying and their abstention from buying decides
who should own and run the plants and the farms. They make poor people rich
and rich people poor. They determine precisely what should be produced, in
what quality, and in what quantities. They are merciless bosses, full of whims
and fancies, changeable and unpredictable. For them nothing counts other
than their own satisfaction. They do not care a whit for past merit and vested in-
terests. If something is offered to them that they like better or that is cheaper,
they desert their old purveyors. In their capacity as buyers and consumers they
are hard-hearted and callous, without consideration for other people.

Only the sellers of goods and services of the first order are in direct contact
with the consumers and directly depend on their orders. But they transmit the
orders received from the public to all those producing goods and services of the
higher orders. For the manufacturers of consumers’ goods, the retailers, the ser-
vice trades, and the professions are forced to acquire what they need for the con-
duct of their own business from those purveyors who offer them at the cheapest
price. If they were not intent upon buying in the cheapest market and arrang-
ing their processing of the factors of production so as to fill the demands of the
consumers in the best and cheapest way, they would be forced to go out of busi-
ness. More efficient men who succeeded better in buying and processing the
factors of production would supplant them. The consumer is in a position to
give free rein to his caprices and fancies. The entrepreneurs, capitalists, and
farmers have their hands tied; they are bound to comply in their operations with
the orders of the buying public. Every deviation from the lines prescribed by the
demand of the consumers debits their account. The slightest deviation,
whether willfully brought about or caused by error, bad judgment, or ineffi-
ciency, restricts their profits or makes them disappear. A more serious deviation
results in losses and thus impairs or entirely absorbs their wealth. Capitalists, en-
trepreneurs, and landowners can only preserve and increase their wealth by
filling best the orders of the consumers. They are not free to spend money
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which the consumers are not prepared to refund to them in paying more for
the products. In the conduct of their business affairs they must be unfeeling
and stony-hearted because the consumers, their bosses, are themselves un-
feeling and stony-hearted.

The consumers determine ultimately not only the prices of the con-
sumers’ goods, but no less the prices of all factors of production. They de-
termine the income of every member of the market economy. The con-
sumers, not the entrepreneurs, pay ultimately the wages earned by every
worker, the glamorous movie star as well as the charwoman. With every
penny spent the consumers determine the direction of all production pro-
cesses and the details of the organization of all business activities. This state
of affairs has been described by calling the market a democracy in which
every penny gives a right to cast a ballot.12 It would be more correct to say
that a democratic constitution is a scheme to assign to the citizens in the
conduct of government the same supremacy the market economy gives them
in their capacity as consumers. However, the comparison is imperfect. In the
political democracy only the votes cast for the majority candidate or the ma-
jority plan are effective in shaping the course of affairs. The votes polled by
the minority do not directly influence policies. But on the market no vote is
cast in vain. Every penny spent has the power to work upon the production
processes. The publishers cater not only to the majority by publishing detec-
tive stories, but also to the minority reading lyrical poetry and philosophical
tracts. The bakeries bake bread not only for healthy people, but also for the
sick on special diets. The decision of a consumer is carried into effect with
the full momentum he gives it through his readiness to spend a definite
amount of money.

It is true, in the market the various consumers have not the same voting
right. The rich cast more votes than the poorer citizens. But this inequality is
itself the outcome of a previous voting process. To be rich, in a pure market
economy, is the outcome of success in filling best the demands of the con-
sumers. A wealthy man can preserve his wealth only by continuing to serve the
consumers in the most efficient way.

Thus the owners of the material factors of production and the entrepreneurs
are virtually mandataries or trustees of the consumers, revocably appointed by
an election daily repeated.

There is in the operation of a market economy only one instance
in which the proprietary class is not completely subject to the suprem-
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acy of the consumers. Monopoly prices are an infringement of the sway of the
consumers.

The Metaphorical Employment of the
Terminology of Political Rule

The orders given by businessmen in the conduct of their affairs can be heard
and seen. Nobody can fail to become aware of them. Even messenger boys
know that the boss runs things around the shop. But it requires a little more
brains to notice the entrepreneur’s dependence on the market. The orders
given by the consumers are not tangible, they cannot be perceived by the
senses. Many people lack the discernment to take cognizance of them. They
fall victim to the delusion that entrepreneurs and capitalists are irresponsible
autocrats whom nobody calls to account for their actions.13

The outgrowth of this mentality is the practice of applying to business the
terminology of political rule and military action. Successful businessmen are
called kings or dukes, their enterprises an empire, a kingdom, or a dukedom.
If this idiom were only a harmless metaphor, there would be no need to criti-
cize it. But it is the source of serious errors which play a sinister role in con-
temporary doctrines.

Government is an apparatus of compulsion and coercion. It has the power
to obtain obedience by force. The political sovereign, be it an autocrat or the
people as represented by its mandataries, has power to crush rebellions as long
as his ideological might subsists.

The position which entrepreneurs and capitalists occupy in the market
economy is of a different character. A “chocolate king” has no power over the
consumers, his patrons. He provides them with chocolate of the best possible
quality and at the cheapest price. He does not rule the consumers, he serves
them. The consumers are not tied to him. They are free to stop patronizing his
shops. He loses his “kingdom” if the consumers prefer to spend their pennies
elsewhere. Nor does he “rule” his workers. He hires their services by paying
them precisely that amount which the consumers are ready to restore to him
in buying the product. Still less do the capitalists and entrepreneurs exercise
political control. The civilized nations of Europe and America were long con-
trolled by governments which did not considerably hinder the operation of the
market economy. Today these countries too are dominated by parties which
are hostile to capitalism and believe that every harm inflicted upon capitalists
and entrepreneurs is extremely beneficial to the people.

In an unhampered market economy the capitalists and entrepre-
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neurs cannot expect an advantage from bribing officeholders and politicians.
On the other hand, the officeholders and politicians are not in a position to
blackmail businessmen and to extort graft from them. In an interventionist
country powerful pressure groups are intent upon securing for their members
privileges at the expense of weaker groups and individuals. Then the busi-
nessmen may deem it expedient to protect themselves against discriminatory
acts on the part of the executive officers and the legislature by bribery; once
used to such methods, they may try to employ them in order to secure privi-
leges for themselves. At any rate the fact that businessmen bribe politicians
and officeholders and are blackmailed by such people does not indicate that
they are supreme and rule the countries. It is those ruled—and not the
rulers—who bribe and are paying tribute.

The majority of businessmen are prevented from resorting to bribery either
by their moral convictions or by fear. They venture to preserve the free enter-
prise system and to defend themselves against discrimination by legitimate
democratic methods. They form trade associations and try to influence pub-
lic opinion. The results of these endeavors have been rather poor, as is evi-
denced by the triumphant advance of anticapitalist policies. The best that they
have been able to achieve is to delay for a while some especially obnoxious
measures.

Demagogues misrepresent this state of affairs in the crassest way. They tell
us that these associations of bankers and manufacturers are the true rulers of
their countries and that the whole apparatus of what they call “plutodemocra-
tic” government is dominated by them. A simple enumeration of the laws
passed in the last decades by any country’s legislature is enough to explode
such legends.

5 Competition

In nature there prevail irreconcilable conflicts of interests. The means of sub-
sistence are scarce. Proliferation tends to outrun subsistence. Only the fittest
plants and animals survive. The antagonism between an animal starving to
death and another that snatches the food away from it is implacable.

Social cooperation under the division of labor removes such antagonisms.
It substitutes partnership and mutuality for hostility. The members of society
are united in a common venture.

The term competition as applied to the conditions of animal life
signifies the rivalry between animals which manifests itself in their
search for food. We may call this phenomenon biological competi-

tion. Biological competition must not be confused with social com-
petition, i.e., the striving of individuals to attain the most favorable
position in the system of social cooperation. As there will always be
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positions which men value more highly than others, people will strive for
them and try to outdo rivals. Social competition is consequently present in
every conceivable mode of social organization. If we want to think of a state
of affairs in which there is no social competition, we must construct the
image of a socialist system in which the chief in his endeavors to assign to
everybody his place and task in society is not aided by any ambition on the
part of his subjects. The individuals are entirely indifferent and do not ap-
ply for special appointments. They behave like the stud horses which do
not try to put themselves in a favorable light when the owner picks out the
stallion to impregnate his best brood mare. But such people would no
longer be acting men.

Catallactic competition is emulation between people who want to sur-
pass one another. It is not a fight, although it is usual to apply to it in a
metaphorical sense the terminology of war and internecine conflict, of at-
tack and defense, of strategy and tactics. Those who fail are not annihilated;
they are removed to a place in the social system that is more modest, but
more adequate to their achievements than that which they had planned to
attain.

In a totalitarian system, social competition manifests itself in the endeavors
of people to court the favor of those in power. In the market economy, com-
petition manifests itself in the fact that the sellers must outdo one another by
offering better or cheaper goods and services, and that the buyers must outdo
one another by offering higher prices. In dealing with this variety of social
competition which may be called catallactic competition, we must guard our-
selves against various popular fallacies.

The classical economists favored the abolition of all trade barriers pre-
venting people from competing on the market. Such restrictive laws, they
explained, result in shifting production from those places in which natural
conditions of production are more favorable to places in which they are less
favorable. They protect the less efficient man against his more efficient ri-
val. They tend to perpetuate backward technological methods of produc-
tion. In short they curtail production and thus lower the standard of living.
In order to make all people more prosperous, the economists argued, com-
petition should be free to everybody. In this sense they used the term free

competition. There was nothing metaphysical in their employment of the
term free. They advocated the nullification of privileges barring people
from access to certain trades and markets. All the sophisticated lucubrations
caviling at the metaphysical connotations of the adjective free as applied to
competition are spurious; they have no reference whatever to the catallac-
tic problem of competition.
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As far as natural conditions come into play, competition can only be “free”
with regard to those factors of production which are not scarce and therefore
not objects of human action. In the catallactic field competition is always re-
stricted by the inexorable scarcity of the economic goods and services. Even
in the absence of institutional barriers erected to restrict the number of those
competing, the state of affairs is never such as to enable everyone to compete
in all sectors of the market. In each sector only comparatively small groups can
engage in competition.

Catallactic competition, one of the characteristic features of the market
economy, is a social phenomenon. It is not a right, guaranteed by the state and
the laws, that would make it possible for every individual to choose ad libitum

the place in the structure of the division of labor he likes best. To assign to
everybody his proper place in society is the task of the consumers. Their buy-
ing and abstention from buying is instrumental in determining each individ-
ual’s social position. Their supremacy is not impaired by any privileges
granted to the individuals qua producers. Entrance into a definite branch of
industry is virtually free to newcomers only as far as the consumers approve of
this branch’s expansion or as far as the newcomers succeed in supplanting
those already occupied in it by filling better or more cheaply the demands of
the consumers. Additional investment is reasonable only to the extent that it
fills the most urgent among the not yet satisfied needs of the consumers. If the
existing plants are sufficient, it would be wasteful to invest more capital in the
same industry. The structure of market prices pushes the new investors into
other branches.

It is necessary to emphasize this point because the failure to grasp it is at
the root of many popular complaints about the impossibility of competi-
tion. Some sixty years ago people used to declare: You cannot compete with
the railroad companies; it is impossible to challenge their position by start-
ing competing lines; in the field of land transportation there is no longer
competition. The truth was that at that time the already operating lines
were by and large sufficient. For additional capital investment the prospects
were more favorable in improving the serviceableness of the already oper-
ating lines and in other branches of business than in the construction of
new railroads. However, this did not interfere with further technological
progress in transportation technique. The bigness and the economic
“power” of the railroad companies did not impede the emergence of the
motor car and the airplane.

Today people assert the same with regard to various branches of
big business: You cannot challenge their position, they are too big
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and too powerful. But competition does not mean that anybody can prosper
by simply imitating what other people do. It means the opportunity to serve
the consumers in a better or cheaper way without being restrained by privi-
leges granted to those whose vested interests the innovation hurts. What a new-
comer who wants to defy the vested interests of the old established firms needs
most is brains and ideas. If his project is fit to fill the most urgent of the un-
satisfied needs of the consumers or to purvey them at a cheaper price than
their old purveyors, he will succeed in spite of the much talked of bigness and
power of the old firms.

Catallactic competition must not be confused with prize fights and
beauty contests. The purpose of such fights and contests is to discover who
is the best boxer or the prettiest girl. The social function of catallactic
competition is, to be sure, not to establish who is the smartest boy and to
reward the winner by a title and medals. Its function is to safeguard the
best satisfaction of the consumers attainable under the given state of the
economic data.

Equality of opportunity is a factor neither in prize fights and beauty
contests nor in any other field of competition, whether biological or so-
cial. The immense majority of people are by the physiological structure of
their bodies deprived of a chance to attain the honors of a boxing cham-
pion or a beauty queen. Only very few people can compete on the labor
market as opera singers and movie stars. The most favorable opportunity
to compete in the field of scientific achievement is provided to the uni-
versity professors. Yet, thousands and thousands of professors pass away
without leaving any trace in the history of ideas and scientific progress,
while many of the handicapped outsiders win glory through marvelous
contributions.

It is usual to find fault with the fact that catallactic competition is not open
to everybody in the same way. The start is much more difficult for a poor boy
than for the son of a wealthy man. But the consumers are not concerned about
the problem of whether or not the men who shall serve them start their careers
under equal conditions. Their only interest is to secure the best possible satis-
faction of their needs. As the system of hereditary property is more efficient in
this regard, they prefer it to other less efficient systems. They look at the mat-
ter from the point of view of social expediency and social welfare, not from the
point of view of an alleged, imaginary, and unrealizable “natural” right of
every individual to compete with equal opportunity. The realization of such a
right would require placing at a disadvantage those born with better intelli-
gence and greater will power than the average man. It is obvious that this
would be absurd.
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The term competition is mainly employed as the antithesis of monopoly. In
this mode of speech the term monopoly is applied in different meanings which
must be clearly separated.

The first connotation of monopoly, very frequently implied in the popu-
lar use of the term, signifies a state of affairs in which the monopolist,
whether an individual or a group of individuals, exclusively controls one of
the vital conditions of human survival. Such a monopolist has the power to
starve to death all those who do not obey his orders. He dictates and the
others have no alternative but either to surrender or to die. With regard to
such a monopoly there is no market or any kind of catallactic competition.
The monopolist is the master and the rest are slaves entirely dependent on
his good graces. There is no need to dwell upon this kind of monopoly. It
has no reference whatever to a market economy. It is enough to cite one in-
stance. A world-embracing socialist state would exercise such an absolute
and total monopoly; it would have the power to crush its opponents by
starving them to death.14

The second connotation of monopoly differs from the first in that it de-
scribes a state of affairs compatible with the conditions of a market econ-
omy. A monopolist in this sense is an individual or a group of individuals,
fully combining for joint action, who has the exclusive control of the sup-
ply of a definite commodity. If we define the term monopoly in this way, the
domain of monopoly appears very vast. The products of the processing in-
dustries are more or less different from one another. Each factory turns out
products different from those of the other plants. Each hotel has a monop-
oly on the sale of its services on the site of its premises. The professional
services rendered by a physician or a lawyer are never perfectly equal to
those rendered by any other physician or lawyer. Except for certain raw ma-
terials, foodstuffs, and other staple goods, monopoly is everywhere on the
market.

However, the mere phenomenon of monopoly is without any significance
and relevance for the operation of the market and the determination of prices.
It does not give the monopolist any advantage in selling his products. Under
copyright law every rhymester enjoys a monopoly in the sale of his poetry. But
this does not influence the market. It may happen that no price whatever can
be realized for his stuff and that his books can only be sold at their waste paper
value.

Monopoly in this second connotation of the term becomes a fac-
tor in the determination of prices only if the demand curve for the
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monopoly good concerned is shaped in a particular way. If conditions are
such that the monopolist can secure higher net proceeds by selling a
smaller quantity of his product at a higher price than by selling a greater
quantity of his supply at a lower price, there emerges a monopoly price

higher than the potential market price would have been in the absence
of monopoly. Monopoly prices are an important market phenomenon,
while monopoly as such is only important if it can result in the formation
of monopoly prices.

It is customary to call prices which are not monopoly prices competitive

prices. While it is questionable whether or not this terminology is expedient,
it is generally accepted and it would be difficult to change it. But one must
guard oneself against its misinterpretation. It would be a serious blunder to de-
duce from the antithesis between monopoly price and competitive price that
the monopoly price is the outgrowth of the absence of competition. There is
always catallactic competition on the market. Catallactic competition is no
less a factor in the determination of monopoly prices than it is in the deter-
mination of competitive prices. The shape of the demand curve that makes
the appearance of monopoly prices possible and directs the monopolists’ con-
duct is determined by the competition of all other commodities competing
for the buyers’ dollars. The higher the monopolist fixes the price at which he
is ready to sell, the more potential buyers turn their dollars toward other
vendible goods. On the market every commodity competes with all other
commodities.

There are people who maintain that the catallactic theory of prices
is of no use for the study of reality because there has never been
“free” competition or because, at least today, there is no longer any
such thing. All these doctrines are wrong.15 They misconstrue the
phenomena and simply do not know what competition really is. It is
a fact that the history of the last decades is a record of policies aim-
ing at the restriction of competition. It is the manifest intention of
these schemes to grant privileges to certain groups of producers by
protecting them against the competition of more efficient competitors.
In many instances these policies have brought about the conditions
required for the emergence of monopoly prices. In many other in-
stances this was not the case and the result was only a state of affairs
preventing many capitalists, entrepreneurs, farmers, and workers from
entering those branches of industry in which they would have ren-
dered the most valuable services to their fellow citizens. Catallactic
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competition has been seriously restricted, but the market economy is still in
operation although sabotaged by government and labor union interference.
The system of catallactic competition is still functioning although the pro-
ductivity of labor has been seriously reduced.

It is the ultimate end of these anticompetition policies to substitute for cap-
italism a socialist system of planning in which there is no catallactic competi-
tion at all. While shedding crocodile tears about the decline of competition,
the planners want to abolish this “mad” competitive system. They have at-
tained their goal in some countries. But in the rest of the world they have only
restricted competition in some branches of business by increasing the number
of people competing in other branches.

The forces aiming at a restriction of competition play a great role in our
day. It is an important task of the history of our age to deal with them. Eco-
nomic theory has no need to refer to them in particular. The fact that there
are trade barriers, privileges, cartels, government monopolies and labor
unions is merely a datum of economic history. It does not require special the-
orems for its interpretation.

6 Freedom

Philosophers and lawyers have bestowed much pain upon attempts to define
the concept of freedom or liberty. It can hardly be maintained that these en-
deavors have been successful.

The concept of freedom makes sense only as far as it refers to interhuman
relations. There were authors who told stories about an original—natural—
freedom which man was supposed to have enjoyed in a fabulous state of na-
ture that preceded the establishment of social relations. Yet such mentally and
economically self-sufficient individuals or families, roaming about the coun-
try, were only free as long as they did not run into a stronger fellow’s way. In
the pitiless biological competition the stronger was always right, and the
weaker was left no choice except unconditional surrender. Primitive man was
certainly not born free.

Only within the frame of a social system can a meaning be attached to the
term freedom. As a praxeological term, freedom refers to the sphere within
which an acting individual is in a position to choose between alternative
modes of action. A man is free in so far as he is permitted to choose ends and
the means to be used for the attainment of those ends. A man’s freedom is
most rigidly restricted by the laws of nature as well as by the laws of praxeol-
ogy. He cannot attain ends which are incompatible with one another. If he
chooses to indulge in gratifications that produce definite effects upon the
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functioning of his body or his mind, he must put up with these conse-
quences. It would be inexpedient to say that man is not free because he
cannot enjoy the pleasures of indulgence in certain drugs without being
affected by their inevitable results, commonly considered as highly unde-
sirable. While this is admitted by and large by all reasonable people, there
is no such unanimity with regard to the appreciation of the laws of prax-
eology.

Man cannot have both the advantages derived from peaceful cooperation
under the principle of the division of labor within society and the licence
of embarking upon conduct that is bound to disintegrate society. He must
choose between the observance of certain rules that make life within soci-
ety possible and the poverty and insecurity of the “dangerous life” in a state
of perpetual warfare among independent individuals. This is no less rigid a
law determining the outcome of all human action than are the laws of
physics.

Yet there is a far-reaching difference between the sequels resulting
from a disregard of the laws of nature and those resulting from a disregard
of the laws of praxeology. Of course, both categories of law take care of
themselves without requiring any enforcement on the part of man. But
the effects of a choice made by an individual are different. A man who
absorbs poison harms himself alone. But a man who chooses to resort to
robbery upsets the whole social order. While he alone enjoys the short-
term gains derived from his action, the disastrous long-term effects harm
all the people. His deed is a crime because it has detrimental effects on
his fellow men. If society were not to prevent such conduct, it would soon
become general and put an end to social cooperation and all the boons
the latter confers upon everybody.

In order to establish and to preserve social cooperation and civilization,
measures are needed to prevent asocial individuals from committing
acts that are bound to undo all that man has accomplished in his progress
from the Neanderthal level. In order to preserve the state of affairs in which
there is protection of the individual against the unlimited tyranny of stron-
ger and smarter fellows, an institution is needed that curbs all antisocial el-
ements. Peace—the absence of perpetual fighting by everyone against
everyone—can be attained only by the establishment of a system in which
the power to resort to violent action is monopolized by a social apparatus
of compulsion and coercion and the application of this power in any indi-
vidual case is regulated by a set of rules—the man-made laws as distin-
guished both from the laws of nature and those of praxeology. The essential
implement of a social system is the operation of such an apparatus com-
monly called government.
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The concepts of freedom and bondage make sense only when referring
to the way in which government operates. It would be highly inexpedient
and misleading to say that a man is not free because, if he wants to stay alive,
his power to choose between a drink of water and one of potassium cyanide 
is restricted by nature. It would be no less inconvenient to call a man 
unfree because the law imposes sanctions upon his desire to kill another man
and because the police and the penal courts enforce them. As far as the
government—the social apparatus of compulsion and oppression—confines
the exercise of its violence and the threat of such violence to the suppression
and prevention of antisocial action, there prevails what reasonably and mean-
ingfully can be called liberty. What is restrained is merely conduct that is
bound to disintegrate social cooperation and civilization, thus throwing all
people back to conditions that existed at the time Homo sapiens emerged from
the purely animal existence of its nonhuman ancestors. Such coercion does
not substantially restrict man’s power to choose. Even if there were no
government enforcing man-made laws, the individual could not have both the
advantages derived from the existence of social cooperation on the one hand,
and, on the other, the pleasures of freely indulging in the rapacious animal
instincts of aggression.

In the market economy, the laissez-faire type of social organization, there
is a sphere within which the individual is free to choose between various
modes of acting without being restrained by the threat of being punished. If,
however, the government does more than protect people against violent or
fraudulent aggression on the part of antisocial individuals, it reduces the
sphere of the individual’s freedom to act beyond the degree to which it is re-
stricted by praxeological law. Thus we may define freedom as that state of af-
fairs in which the individual’s discretion to choose is not constrained by gov-
ernmental violence beyond the margin within which the praxeological law
restricts it anyway.

This is what is meant if one defines freedom as the condition of an in-
dividual within the frame of the market economy. He is free in the sense
that the laws and the government do not force him to renounce his au-
tonomy and self-determination to a greater extent than the inevitable prax-
eological law does. What he foregoes is only the animal freedom of living
without any regard to the existence of other specimens of his species.
What the social apparatus of compulsion and coercion achieves is that in-
dividuals, whom malice, short-sightedness or mental inferiority prevent
from realizing that by indulging in acts that are destroying society they are
hurting themselves and all other human beings, are compelled to avoid
such acts.
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From this point of view one has to deal with the often-raised problem of
whether conscription and the levy of taxes mean a restriction of freedom. If
the principles of the market economy were acknowledged by all people all
over the world, there would not be any reason to wage war and the individ-
ual states could live in undisturbed peace.16 But as conditions are in our age,
a free nation is continually threatened by the aggressive schemes of totalitar-
ian autocracies. If it wants to preserve its freedom, it must be prepared to
defend its independence. If the government of a free country forces every
citizen to cooperate fully in its designs to repel the aggressors and every able-
bodied man to join the armed forces, it does not impose upon the individual
a duty that would step beyond the tasks the praxeological law dictates. In a
world full of unswerving aggressors and enslavers, integral unconditional
pacifism is tantamount to unconditional surrender to the most ruthless op-
pressors. He who wants to remain free, must fight unto death those who are
intent upon depriving him of his freedom. As isolated attempts on the part
of each individual to resist are doomed to failure, the only workable way is to
organize resistance by the government. The essential task of government is
defense of the social system not only against domestic gangsters but also
against external foes. He who in our age opposes armaments and conscrip-
tion is, perhaps unbeknown to himself, an abettor of those aiming at the
enslavement of all.

The maintenance of a government apparatus of courts, police officers, pris-
ons, and of armed forces requires considerable expenditure. To levy taxes for
these purposes is fully compatible with the freedom the individual enjoys in a
free market economy. To assert this does not, of course, amount to a
justification of the confiscatory and discriminatory taxation methods prac-
ticed today by the self-styled progressive governments. There is need to stress
this fact, because in our age of interventionism and the steady “progress” to-
ward totalitarianism the governments employ the power to tax for the de-
struction of the market economy.

Every step a government takes beyond the fulfillment of its essential func-
tions of protecting the smooth operation of the market economy against ag-
gression, whether on the part of domestic or foreign disturbers, is a step for-
ward on a road that directly leads into the totalitarian system where there is no
freedom at all.

Liberty and freedom are the conditions of man within a contractual
society. Social cooperation under a system of private ownership of the
factors of production means that within the range of the market
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the individual is not bound to obey and to serve an overload. As far as he
gives and serves other people, he does so of his own accord in order to be
rewarded and served by the receivers. He exchanges goods and services, he
does not do compulsory labor and does not pay tribute. He is certainly not
independent. He depends on the other members of society. But this de-
pendence is mutual. The buyer depends on the seller and the seller on the
buyer.

The main concern of many writers of the nineteenth and twentieth
centuries was to misrepresent and to distort this obvious state of affairs.
The workers, they said, are at the mercy of their employers. Now, it is true
that the employer has the right to fire the employee. But if he makes use
of this right in order to indulge in his whims, he hurts his own interests.
It is to his own disadvantage if he discharges a better man in order to hire
a less efficient one. The market does not directly prevent anybody from ar-
bitrarily inflicting harm on his fellow citizens; it only puts a penalty upon
such conduct. The shopkeeper is free to be rude to his customers pro-
vided he is ready to bear the consequences. The consumers are free to
boycott a purveyor provided they are ready to pay the costs. What impels
every man to the utmost exertion in the service of his fellow men and
curbs innate tendencies toward arbitrariness and malice is, in the market,
not compulsion and coercion on the part of gendarmes, hangmen, and
penal courts; it is self-interest. The member of a contractual society is free
because he serves others only in serving himself. What restrains him is
only the inevitable natural phenomenon of scarcity. For the rest he is free
in the range of the market.

There is no kind of freedom and liberty other than the kind which the mar-
ket economy brings about. In a totalitarian hegemonic society the only free-
dom that is left to the individual, because it cannot be denied to him, is the
freedom to commit suicide.

The state, the social apparatus of coercion and compulsion, is by neces-
sity a hegemonic bond. If government were in a position to expand its
power ad libitum, it could abolish the market economy and substitute for it
all-around totalitarian socialism. In order to prevent this, it is necessary to
curb the power of government. This is the task of all constitutions, bills of
rights, and laws. This is the meaning of all struggles which men have
fought for liberty.

The detractors of liberty are in this sense right in calling it a “bourgeois”
issue and in blaming the rights guaranteeing liberty for being negative. In
the realm of state and government, liberty means restraint imposed upon the
exercise of the police power.

There would be no need to dwell upon this obvious fact if the
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champions of the abolition of liberty had not purposely brought about a se-
mantic confusion. They realized that it was hopeless for them to fight openly
and sincerely for restraint and servitude. The notions liberty and freedom
had such prestige that no propaganda could shake their popularity. Since
time immemorial in the realm of Western civilization liberty has been con-
sidered as the most precious good. What gave to the West its eminence was
precisely its concern about liberty, a social ideal foreign to the oriental peo-
ples. The social philosophy of the Occident is essentially a philosophy of
freedom. The main content of the history of Europe and the communities
founded by European emigrants and their descendants in other parts of the
world was the struggle for liberty. “Rugged” individualism is the signature of
our civilization. No open attack upon the freedom of the individual had any
prospect of success.

Thus the advocates of totalitarianism chose other tactics. They reversed
the meaning of words. They call true or genuine liberty the condition of the
individuals under a system in which they have no right other than to obey or-
ders. In the United States, they call themselves true liberals because they
strive after such a social order. They call democracy the Russian methods of
dictatorial government. They call the labor union methods of violence and
coercion “industrial democracy.” They call freedom of the press a state of af-
fairs in which only the government is free to publish books and newspapers.
They define liberty as the opportunity to do the “right” things, and, of
course, they arrogate to themselves the determination of what is right and
what is not. In their eyes government omnipotence means full liberty. To
free the police power from all restraints is the true meaning of their struggle
for freedom.

The market economy, say these self-styled liberals, grants liberty only to a
parasitic class of exploiters, the bourgeoisie. These scoundrels enjoy the free-
dom to enslave the masses. The wage earner is not free; he must toil for the
sole benefit of his masters, the employers. The capitalists appropriate to them-
selves what according to the inalienable rights of man should belong to the
worker. Under socialism the worker will enjoy freedom and human dignity be-
cause he will no longer have to slave for a capitalist. Socialism means the
emancipation of the common man, means freedom for all. It means, more-
over, riches for all.

These doctrines have been able to triumph because they did not
encounter effective rational criticism. Some economists did a brilliant
job in unmasking their crass fallacies and contradictions. But the
public ignores the teachings of economics. The arguments advanced

284 � catallactics or economics of the market society

15-L3843  12/5/06  8:10 AM  Page 284



by average politicians and writers against socialism are either silly or irrelevant.
It is useless to stand upon an alleged “natural” right of individuals to own prop-
erty if other people assert that the foremost “natural” right is that of income
equality. Such disputes can never be settled. It is beside the point to criticize
nonessential, attendant features of the socialist program. One does not refute
socialism by attacking the socialists’ stand on religion, marriage, birth control,
and art. Moreover, in dealing with such matters the critics of socialism were
often in the wrong.

In spite of these serious shortcomings of the defenders of economic free-
dom it was impossible to fool all the people all the time about the essential
features of socialism. The most fanatical planners were forced to admit that
their projects involve the abolition of many freedoms people enjoy under cap-
italism and “plutodemocracy.” Pressed hard, they resorted to a new subterfuge.
The freedom to be abolished, they emphasize, is merely the spurious “eco-
nomic” freedom of the capitalists that harms the common man. Outside the
“economic sphere” freedom will not only be fully preserved, but considerably
expanded. “Planning for Freedom” has lately become the most popular slo-
gan of the champions of totalitarian government and the Russification of all
nations.

The fallacy of this argument stems from the spurious distinction between
two realms of human life and action, entirely separated from one another, viz.,
the “economic” sphere and the “noneconomic” sphere. With regard to this is-
sue there is no need to add anything to what has been said in the preceding
parts of this book. However, there is another point to be stressed.

Freedom, as people enjoyed it in the democratic countries of Western civi-
lization in the years of the old liberalism’s triumph, was not a product of con-
stitutions, bills of rights, laws, and statutes. Those documents aimed only at
safeguarding liberty and freedom, firmly established by the operation of the
market economy, against encroachments on the part of officeholders. No gov-
ernment and no civil law can guarantee and bring about freedom otherwise
than by supporting and defending the fundamental institutions of the market
economy. Government means always coercion and compulsion and is by ne-
cessity the opposite of liberty. Government is a guarantor of liberty and is com-
patible with liberty only if its range is adequately restricted to the preservation
of what is called economic freedom. Where there is no market economy, the
best-intentioned provisions of constitutions and laws remain a dead letter.

The freedom of man under capitalism is an effect of competition.
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The worker does not depend on the good graces of an employer. If his em-
ployer discharges him, he finds another employer.17 The consumer is not at
the mercy of the shopkeeper. He is free to patronize another shop if he
likes. Nobody must kiss other people’s hands or fear their disfavor. Interper-
sonal relations are businesslike. The exchange of goods and services is mu-
tual; it is not a favor to sell or to buy, it is a transaction dictated by
selfishness on both sides.

It is true that in his capacity as a producer every man depends either
directly—e.g., the entrepreneur—or indirectly—e.g., the hired worker—on
the demands of the consumers. However, this dependence upon the suprem-
acy of the consumers is not unlimited. If a man has a weighty reason for defy-
ing the sovereignty of the consumers, he can try it. There is in the range of the
market a very substantial and effective right to resist oppression. Nobody is
forced to go into the liquor industry or into a gun factory if his conscience ob-
jects. He may have to pay a price for his conviction; there are in this world no
ends the attainment of which is gratuitous. But it is left to a man’s own deci-
sion to choose between a material advantage and the call of what he believes
to be his duty. In the market economy the individual alone is the supreme
arbiter in matters of his satisfaction.18

Capitalist society has no means of compelling a man to change his occu-
pation or his place of work other than to reward those complying with the
wants of the consumers by higher pay. It is precisely this kind of pressure which
many people consider as unbearable and hope to see abolished under social-
ism. They are too dull to realize that the only alternative is to convey to the au-
thorities full power to determine in what branch and at what place a man
should work.
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the ultima ratio [(Latin) final reason or argument] of those oppressed. However illegal and un-
bearable the oppression, however lofty and noble the motives of the rebels, and however beneficial
the consequences of their violent resistance, a revolution is always an illegal act, disintegrating the
established order of state and government. It is an essential mark of civil government that it is in
its territory the only agency which is in a position to resort to measures of violence or to declare
legitimate whatever violence is practiced by other agencies. A revolution is an act of warfare be-
tween the citizens, it abolishes the very foundations of legality and is at best restrained by the ques-
tionable international customs concerning belligerency. If victorious, it can afterwards establish a
new legal order and a new government. But it can never enact a legal “right to resist oppression.”
Such an impunity granted to people venturing armed resistance to the armed forces of the gov-
ernment is tantamount to anarchy and incompatible with any mode of government. The Constit-
uent Assembly of the first French Revolution was foolish enough to decree such a right; but it was
not so foolish as to take its own decree seriously.
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In his capacity as consumer man is no less free. He alone decides what is
more and what is less important for him. He chooses how to spend his money
according to his own will.

The substitution of economic planning for the market economy removes
all freedom and leaves to the individual merely the right to obey. The au-
thority directing all economic matters controls all aspects of a man’s life and
activities. It is the only employer. All labor becomes compulsory labor
because the employee must accept what the chief deigns to offer him. The
economic tsar determines what and how much of each the consumer may
consume. There is no sector of human life in which a decision is left to the
individual’s value judgments. The authority assigns a definite task to him,
trains him for his job, and employs him at the place and in the manner it
deems expedient.

As soon as the economic freedom which the market economy grants to its
members is removed, all political liberties and bills of rights become humbug.
Habeas corpus and trial by jury are a sham if, under the pretext of economic
expediency, the authority has full power to relegate every citizen it dislikes to
the arctic or to a desert and to assign him “hard labor” for life. Freedom of the
press is a mere blind if the authority controls all printing offices and paper
plants. And so are all the other rights of men.

A man is free as far as he shapes his life according to his own plans. A man
whose fate is determined by the plans of a superior authority, in which the ex-
clusive power to plan is vested, is not free in the sense in which this term “free”
was used and understood by all people until the semantic revolution of our day
brought about a confusion of tongues.

7 Inequality of Wealth and Income

The inequality of individuals with regard to wealth and income is an essential
feature of the market economy.

The fact that freedom is incompatible with equality of wealth and income
has been stressed by many authors. There is no need to enter into an exami-
nation of the emotional arguments advanced in these writings. Neither is it
necessary to raise the question of whether the renunciation of liberty could in
itself guarantee the establishment of equality of wealth and income and
whether or not a society could subsist on the basis of such an equality. Our task
is merely to describe the role inequality plays in the framework of the market
society.

In the market society direct compulsion and coercion are practiced
only for the sake of preventing acts detrimental to social cooperation.
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For the rest individuals are not molested by the police power. The law-abiding
citizen is free from the interference of jailers and hangmen. What pressure is
needed to impel an individual to contribute his share to the cooperative effort
of production is exercised by the price structure of the market. This pressure
is indirect. It puts on each individual’s contribution a premium graduated ac-
cording to the value which the consumers attach to this contribution. In re-
warding the individual’s effort according to its value, it leaves to everybody the
choice between a more or less complete utilization of his own faculties and
abilities. This method cannot, of course, eliminate the disadvantages of in-
herent personal inferiority. But it provides an incentive to everybody to exert
his faculties and abilities to the utmost.

The only alternative to this financial pressure as exercised by the market is
direct pressure and compulsion as exercised by the police power. The au-
thorities must be entrusted with the task of determining the quantity and
quality of work that each individual is bound to perform. As individuals are
unequal with regard to their abilities, this requires an examination of their
personalities on the part of the authorities. The individual becomes an in-
mate of a penitentiary, as it were, to whom a definite task is assigned. If he
fails to achieve what the authorities have ordered him to do, he is liable to
punishment.

It is important to realize in what the difference consists between direct
pressure exercised for the prevention of crime and that exercised for the ex-
tortion of a definite performance. In the former case all that is required from
the individual is to avoid a certain mode of conduct, precisely determined
by law. As a rule it is easy to establish whether or not this interdiction has
been observed. In the second case the individual is liable to accomplish a
definite task; the law forces him toward an indefinite action, the determina-
tion of which is left to the decision of the executive power. The individual
is bound to obey whatever the administration orders him to do. Whether or
not the command issued by the executive power was adequate to his forces
and faculties and whether or not he has complied with it to the best of his
abilities is extremely difficult to establish. Every citizen is with regard to all
aspects of his personality and with regard to all manifestations of his conduct
subject to the decisions of the authorities. In the market economy in a trial
before a penal court the prosecutor is obliged to produce sufficient evidence
that the defendant is guilty. But in matters of the performance of compul-
sory work it devolves upon the defendant to prove that the task assigned to
him was beyond his abilities or that he has done all that can be expected of
him. The administrators combine in their persons the offices of the
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legislator, the executor of the law, the public prosecutor, and the judge. The
defendants are entirely at their mercy. This is what people have in mind when
speaking of lack of freedom.

No system of the social division of labor can do without a method that
makes individuals responsible for their contributions to the joint produc-
tive effort. If this responsibility is not brought about by the price struc-
ture of the market and the inequality of wealth and income it begets, it
must be enforced by the methods of direct compulsion as practiced by
the police.

8 Entrepreneurial Profit and Loss

Profit, in a broader sense, is the gain derived from action; it is the increase in
satisfaction (decrease in uneasiness) brought about; it is the difference
between the higher value attached to the result attained and the lower value
attached to the sacrifices made for its attainment; it is, in other words, yield
minus costs. To make profit is invariably the aim sought by any action. If an
action fails to attain the ends sought, yield either does not exceed costs or lags
behind costs. In the latter case the outcome means a loss, a decrease in satis-
faction.

Profit and loss in this original sense are psychic phenomena and as such not
open to measurement and a mode of expression which could convey to other
people precise information concerning their intensity. A man can tell a fellow
man that a suits him better than b; but he cannot communicate to another
man, except in vague and indistinct terms, how much the satisfaction derived
from a exceeds that derived from b.

In the market economy all those things that are bought and sold against
money are marked with money prices. In the monetary calculus profit ap-
pears as a surplus of money received over money expended and loss as a
surplus of money expended over money received. Profit and loss can be ex-
pressed in definite amounts of money. It is possible to ascertain in terms of
money how much an individual has profited or lost. However, this is not a
statement about this individual’s psychic profit or loss. It is a statement
about a social phenomenon, about the individual’s contribution to the so-
cietal effort as it is appraised by the other members of society. It does not
tell us anything about the individual’s increase or decrease in satisfaction or
happiness. It merely reflects his fellow men’s evaluation of his contribution
to social cooperation. This evaluation is ultimately determined by the ef-
forts of every member of society to attain the highest possible psychic profit.
It is the resultant of the composite effect of all these people’s sub-
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jective and personal value judgments as manifested in their conduct on the
market. But it must not be confused with these value judgments as such.

We cannot even think of a state of affairs in which people act without the
intention of attaining psychic profit and in which their actions result neither
in psychic profit nor in psychic loss.19 In the imaginary construction of an
evenly rotating economy there are neither money profits nor money losses.
But every individual derives a psychic profit from his actions, or else he would
not act at all. The farmer feeds and milks his cows and sells the milk because
he values the things he can buy against the money thus earned more highly
than the costs expended. The absence of money profits or losses in such an
evenly rotating system is due to the fact that, if we disregard the differences
brought about by the higher valuation of present goods as compared with fu-
ture goods, the sum of the prices of all complementary factors needed for pro-
duction precisely equals the price of the product.

In the changing world of reality differences between the sum of the
prices of the complementary factors of production and the prices of the
products emerge again and again. It is these differences that bring about
money profits and money losses. As far as such changes affect the sellers of
labor and those of the original nature-given factors of production and of the
capitalists as moneylenders, we will deal with them later. At this point we
are dealing with the promoters’ entrepreneurial profit and loss. It is this
problem that people have in mind when employing the terms profit and
loss in mundane speech.

Like every acting man, the entrepreneur is always a speculator. He deals
with the uncertain conditions of the future. His success or failure depends on
the correctness of his anticipation of uncertain events. If he fails in his under-
standing of things to come, he is doomed. The only source from which an en-
trepreneur’s profits stem is his ability to anticipate better than other people
the future demand of the consumers. If everybody is correct in anticipating
the future state of the market of a certain commodity, its price and the prices
of the complementary factors of production concerned would already today
be adjusted to this future state. Neither profit nor loss can emerge for those
embarking upon this line of business.

The specific entrepreneurial function consists in determining the
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employment of the factors of production. The entrepreneur is the man
who dedicates them to special purposes. In doing so he is driven solely
by the selfish interest in making profits and in acquiring wealth. But he
cannot evade the law of the market. He can succeed only by best serving
the consumers. His profit depends on the approval of his conduct by the
consumers.

One must not confuse entrepreneurial profit and loss with other factors
affecting the entrepreneur’s proceeds.

The entrepreneur’s technological ability does not affect the specific
entrepreneurial profit or loss. As far as his own technological activities
contribute to the returns earned and increase his net income, we are con-
fronted with a compensation for work rendered. It is wages paid to the
entrepreneur for his labor. Neither does the fact that not every process of
production succeeds technologically in bringing about the product ex-
pected influence the specific entrepreneurial profit or loss. Such failures
are either avoidable or unavoidable. In the first case they are due to the
technologically inefficient conduct of affairs. Then the losses resulting are
to be debited to the entrepreneur’s personal insufficiency, i.e., either to his
lack of technological ability or to his lack of the ability to hire adequate
helpers. In the second case the failures are due to the fact that the present
state of technological knowledge prevents us from fully controlling the con-
ditions on which success depends. This deficiency may be caused either by
incomplete knowledge concerning the conditions of success or by igno-
rance of methods for controlling fully some of the known conditions. The
price of the factors of production takes into account this unsatisfactory state
of our knowledge and technological power. The price of arable land, for in-
stance, takes into full account the fact that there are bad harvests, as it is
determined by the anticipated average yield. The fact that the bursting of
bottles reduces the output of champagne does not affect entrepreneurial
profit and loss. It is merely one of the factors determining the cost of pro-
duction and the price of champagne.20

Accidents affecting the process of production, the means of produc-
tion, or the products while they are still in the hands of the entre-
preneur are an item in the bill of production costs. Experience, which
conveys to the businessman all other technological knowledge, pro-
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vides him also with information about the average reduction in the quantity
of physical output which such accidents are likely to bring about. By opening
contingency reserves, he converts their effects into regular costs of production.
With regard to contingencies the expected incidence of which is too rare and
too irregular to be dealt with in this way by individual firms of normal size,
concerted action on the part of sufficiently large groups of firms takes care of
the matter. The individual firms cooperate under the principle of insurance
against damage caused by fire, flood, or other similar contingencies. Then an
insurance premium is substituted for an appropriation to a contingency re-
serve. At any rate, the risks incurred by accidents do not introduce uncertainty
into the conduct of the technological processes.21 If an entrepreneur neglects
to deal with them duly, he gives proof of his technical insufficiency. The losses
thus incurred are to be debited to bad techniques applied, not to his entre-
preneurial function.

The elimination of those entrepreneurs who fail to give to their enter-
prises the adequate degree of technological efficiency or whose technologi-
cal ignorance vitiates their cost calculation is effected on the market in the
same way in which those deficient in the performance of the specific entre-
preneurial functions are eliminated. It may happen that an entrepreneur is
so successful in his specific entrepreneurial function that he can compen-
sate losses caused by his technological failure. It may also happen that an
entrepreneur can counterbalance losses due to failure in his entrepreneurial
function by the advantages derived from his technological superiority or
from the differential rent yielded by the higher productivity of the factors of
production he employs. But one must not confuse the various functions
which are combined in the conduct of a business unit. The technologically
more efficient entrepreneur earns higher wage rates or quasi-wage rates than
the less efficient in the same way in which the more efficient worker earns
more than the less efficient. The more efficient machine and the more fer-
tile soil produce higher physical returns per unit of costs expended; they
yield a differential rent when compared with the less efficient machine and
the less fertile soil. The higher wage rates and the higher rent are, ceteris

paribus, the corollary of higher physical output. But the specific entrepre-
neurial profits and losses are not produced by the quantity of physical out-
put. They depend on the adjustment of output to the most urgent wants
of the consumers. What produces them is the extent to which
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the entrepreneur has succeeded or failed in anticipating the future—
necessarily uncertain—state of the market.

The entrepreneur is also jeopardized by political dangers. Government
policies, revolutions, and wars can damage or annihilate his enterprise. Such
events do not affect him alone; they affect the market economy as such and all
individuals, although not all of them to the same extent. For the individual en-
trepreneur they are data which he cannot alter. If he is efficient, he will antic-
ipate them in time. But it is not always possible for him to adjust his operations
in such a way as to avoid damage. If the dangers expected concern only a part
of the territory which is accessible to his entrepreneurial activities, he can
avoid operating in the menaced areas and can prefer countries in which the
danger is less imminent. But if he cannot emigrate, he must stay where he is.
If all entrepreneurs were fully convinced that the total victory of Bolshevism
was impending, they would nevertheless not abandon their entrepreneurial
activities. The expectation of imminent expropriation will impel the capital-
ists to consume their funds. The entrepreneurs will be forced to adjust their
plans to the market situation created by such capital consumption and the
threatened nationalization of their shops and plants. But they will not stop op-
erating. If some entrepreneurs go out of business, others will take their place—
newcomers or old entrepreneurs expanding the size of their enterprises. In
the market economy there will always be entrepreneurs. Policies hostile to
capitalism may deprive the consumers of the greater part of the benefits
they would have reaped from unhampered entrepreneurial activities. But they
cannot eliminate the entrepreneurs as such if they do not entirely destroy the
market economy.

The ultimate source from which entrepreneurial profit and loss are derived
is the uncertainty of the future constellation of demand and supply.

If all entrepreneurs were to anticipate correctly the future state of the
market, there would be neither profits nor losses. The prices of all the fac-
tors of production would already today be fully adjusted to tomorrow’s prices
of the products. In buying the factors of production the entrepreneur would
have to expend (with due allowance for the difference between the prices
of present goods and future goods) no less an amount than the buyers will
pay him later for the product. An entrepreneur can make a profit only if he
anticipates future conditions more correctly than other entrepreneurs. Then
he buys the complementary factors of production at prices the sum of
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which, including allowance for the time difference, is smaller than the price
at which he sells the product.

If we want to construct the image of changing economic conditions
in which there are neither profits nor losses, we must resort to an unre-
alizable assumption: perfect foresight of all future events on the part of
all individuals. If those primitive hunters and fishermen to whom it is
customary to ascribe the first accumulation of produced factors of pro-
duction had known in advance all the future vicissitudes of human 
affairs, and if they and all their descendants until the last day of judg-
ment, equipped with the same omniscience, had appraised all factors
of production accordingly, entrepreneurial profits and losses would
never have emerged. Entrepreneurial profits and losses are created
through the discrepancy between the expected prices and the prices
later really fixed on the markets. It is possible to confiscate profits and
to transfer them from the individuals to whom they have accrued to
other people. But neither profits nor losses can ever disappear from a
changing world not populated solely with omniscient people.

9 Entrepreneurial Profits and Losses 
in a Progressing Economy

In the imaginary construction of a stationary economy the total sum
of all entrepreneurs’ profits equals the total sum of all entrepreneurs’ losses.
What one entrepreneur profits is in the total economic system counterbalanced
by another entrepreneur’s loss. The surplus which all the consumers together
expend for the acquisition of a certain commodity is counterbalanced by the re-
duction in their expenditure for the acquisition of other commodities.22

It is different in a progressing economy.
We call a progressing economy an economy in which the per capita quota

of capital invested is increasing. In using this term we do not imply value judg-
ments. We adopt neither the “materialistic” view that such a progression is
good nor the “idealistic” view that it is bad or at least irrelevant from a “higher
point of view.” Of course, it is a well-known fact that the immense majority of
people consider the consequences of progress in this sense as the most desir-
able state of affairs and yearn for conditions which can be realized only in a
progressing economy.

In the stationary economy the entrepreneurs, in the pursuit of their
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specific functions, cannot achieve anything other than to withdraw factors
of production, provided that they are still convertible,23 from one line of
business in order to employ them in another line, or to direct the restora-
tion of the equivalent of capital goods used up in the course of production
processes toward the expansion of certain branches of industry at the
expense of other branches. In the progressing economy the range of entre-
preneurial activities includes, moreover, the determination of the employ-
ment of the additional capital goods accumulated by new savings. The
injection of these additional capital goods is bound to increase the total
sum of the income produced, i.e., of that supply of consumers’ goods which
can be consumed without diminishing the capital available and thereby
without reducing the output of future production. The increase of income
is effected either by an expansion of production without altering the tech-
nological methods of production or by an improvement in technological
methods which would not have been feasible under the previous conditions
of a less ample supply of capital goods.

It is out of this additional wealth that the surplus of the total sum of entre-
preneurial profits over the total sum of entrepreneurial losses flows. But it can
be easily demonstrated that this surplus can never exhaust the total increase in
wealth brought about by economic progress. The laws of the market divide this
additional wealth between the entrepreneurs and the suppliers of labor and
those of certain material factors of production in such a way that the lion’s
share goes to the nonentrepreneurial groups.

First of all we must realize that entrepreneurial profits are not a lasting
phenomenon but only temporary. There prevails an inherent tendency for
profits and losses to disappear. The market is always moving toward the
emergence of the final prices and the final state of rest. If new changes in the
data were not to interrupt this movement and not to create the need for a
new adjustment of production to the altered conditions, the prices of all
complementary factors of production would—due allowance being made for
time preference—finally equal the price of the product, and nothing would
be left for profits or losses. In the long run every increase of productivity
benefits exclusively the workers and some groups of the owners of land and
of capital goods.

In the groups of the owners of capital goods there are benefited:
1. Those whose saving has increased the quantity of capital goods
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available. They own this additional wealth, the outcome of their re-
straint in consuming.

2. The owners of those capital goods already previously existing which,
thanks to the improvement in technological methods of production, are
now better utilized than before. Such gains are, of course, temporary
only. They are bound to disappear as they cause a tendency toward an in-
tensified production of the capital goods concerned.

On the other hand, the increase in the quantity of capital goods available
lowers the marginal productivity of these capital goods; it thus brings about a
fall in the prices of the capital goods and thereby hurts the interests of all those
capitalists who did not share at all or not sufficiently in the process of saving
and the accumulation of the additional supply of capital goods.

In the group of the landowners all those are benefited for whom the new
state of affairs results in a higher productivity of their farms, forests, fisheries,
mines, and so on. On the other hand, all those are hurt whose property may
become submarginal on account of the higher return yielded by the land
owned by those benefited.

In the group of labor all derive a lasting gain from the increase in the mar-
ginal productivity of labor. But, on the other hand, in the short run some may
suffer disadvantages. These are people who were specialized in the perfor-
mance of work which becomes obsolete as a result of technological improve-
ment and are fitted only for jobs in which—in spite of the general rise in wage
rates—they earn less than before.

All these changes in the prices of the factors of production begin immedi-
ately with the initiation of the entrepreneurial actions designed to adjust the
processes of production to the new state of affairs. In dealing with this prob-
lem as with the other problems of changes in the market data, we must guard
ourselves against the popular fallacy of drawing a sharp line between short-
run and long-run effects. What happens in the short run is precisely the first
stages of the chain of successive transformations which tend to bring about
the long-run effects. The long-run effect is in our case the disappearance of
entrepreneurial profits and losses. The short-run effects are the preliminary
stages of this process of elimination which finally, if not interrupted by a fur-
ther change in the data, would result in the emergence of the evenly rotat-
ing economy.

It is necessary to comprehend that the very appearance of an ex-
cess in the total amount of entrepreneurial profits over the total
amount of entrepreneurial losses depends upon the fact that this
process of the elimination of entrepreneurial profit and loss begins at
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the same time as the entrepreneurs begin to adjust the complex of produc-
tion activities to the changed data. There is never in the whole sequence of
events an instant in which the advantages derived from the increase in the
amount of capital available and from technical improvements benefit the
entrepreneurs only. If the wealth and the income of the other strata were to
remain unaffected, these people could buy the additional products only by
restricting their purchases of other products accordingly. Then the profits of
one group of entrepreneurs would exactly equal the losses incurred by other
groups.

What happens is this: The entrepreneurs embarking upon the utiliza-
tion of the newly accumulated capital goods and the improved technolog-
ical methods of production are in need of complementary factors of
production. Their demand for these factors is a new additional demand
which must raise their prices. Only as far as this rise in prices and wage
rates occurs, are the consumers in a position to buy the new products
without curtailing the purchase of other goods. Only so far can a surplus
of the total sum of all entrepreneurial profits over all entrepreneurial
losses come into existence.

The vehicle of economic progress is the accumulation of additional capital
goods by means of saving and improvement in technological methods of pro-
duction the execution of which is almost always conditioned by the availabil-
ity of such new capital. The agents of progress are the promoting entrepre-
neurs intent upon profiting by means of adjusting the conduct of affairs to the
best possible satisfaction of the consumers. In the performance of their proj-
ects for the realization of progress they are bound to share the benefits derived
from progress with the workers and also with a part of the capitalists and
landowners and to increase the portion allotted to these people step by step
until their own share melts away entirely.

From this it becomes evident that it is absurd to speak of a “rate of
profit” or a “normal rate of profit” or an “average rate of profit.” Profit is
not related to or dependent on the amount of capital employed by the en-
trepreneur. Capital does not “beget” profit. Profit and loss are entirely de-
termined by the success or failure of the entrepreneur to adjust production
to the demand of the consumers. There is nothing “normal” in profits and
there can never be an “equilibrium” with regard to them. Profit and loss
are, on the contrary, always a phenomenon of a deviation from “nor-
malcy,” of changes unforeseen by the majority, and of a “disequilibrium.”
They have no place in an imaginary world of normalcy and equilibrium.
In a changing economy there prevails always an inherent tendency
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for profits and losses to disappear. It is only the emergence of new changes
which revives them again. Under stationary conditions the “average rate” of
profits and losses is zero. An excess of the total amount of profits over that of
losses is a proof of the fact that there is economic progress and an improvement
in the standard of living of all strata of the population. The greater this excess
is, the greater is the increment in general prosperity.

Many people are utterly unfit to deal with the phenomenon of entrepre-
neurial profit without indulging in envious resentment. In their eyes the
source of profit is exploitation of the wage earners and the consumers, i.e., an
unfair reduction in wage rates and a no less unfair increase in the prices of the
products. By rights there should not be any profits at all.

Economics is indifferent with regard to such arbitrary value judgments. It is
not interested in the problem of whether profits are to be approved or con-
demned from the point of view of an alleged natural law and of an alleged eter-
nal and immutable code of morality about which personal intuition or divine
revelation are supposed to convey precise information. Economics merely es-
tablishes the fact that entrepreneurial profits and losses are essential phenom-
ena of the market economy. There cannot be a market economy without
them. It is certainly possible for the police to confiscate all profits. But such a
policy would by necessity convert the market economy into a senseless chaos.
Man has, there is no doubt, the power to destroy many things, and he has
made in the course of history ample use of this faculty. He could destroy the
market economy too.

If those self-styled moralists were not blinded by their envy, they would not
deal with profit without dealing simultaneously with its corollary, loss. They
would not pass over in silence the fact that the preliminary conditions of eco-
nomic improvement are an achievement of those whose saving accumulates
the additional capital goods and of the inventors, and that the utilization
of these conditions for the realization of economic improvement is effected
by the entrepreneurs. The rest of the people do not contribute to progress, but
they are benefited by the horn of plenty which other people’s activities pour
upon them.

What has been said about the progressing economy is mutatis mu-

tandis to be applied to the conditions of a retrogressing economy,
i.e., an economy in which the per capita quota of capital invested
is decreasing. In such an economy there is an excess in the total
sum of entrepreneurial losses over that of profits. People who cannot
free themselves from the fallacy of thinking in concepts of collectives
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and whole groups might raise the question of how in such a retrogressing
economy there could be any entrepreneurial activity at all. Why should any-
body embark upon an enterprise if he knows in advance that mathematically
his chances of earning profits are smaller than those of suffering losses? How-
ever, this mode of posing the problem is fallacious. Like everyone else, entre-
preneurs do not act as members of a class, but as individuals. No entrepreneur
bothers a whit about the fate of the totality of the entrepreneurs. It is irrelevant
to the individual entrepreneur what happens to other people whom theories,
according to a certain characteristic, assign to the same class they assign him.
In the living, perpetually changing market society there are always profits to
be earned by efficient entrepreneurs. The fact that in a retrogressing economy
the total amount of losses exceeds the total amount of profits does not deter a
man who has confidence in his own superior efficiency. A prospective entre-
preneur does not consult the calculus of probability which is of no avail in the
field of understanding. He trusts his own ability to understand future market
conditions better than his less gifted fellow men.

The entrepreneurial function, the striving of entrepreneurs after profits,
is the driving power in the market economy. Profit and loss are the devices
by means of which the consumers exercise their supremacy on the market.
The behavior of the consumers makes profits and losses appear and thereby
shifts ownership of the means of production from the hands of the less
efficient into those of the more efficient. It makes a man the more influen-
tial in the direction of business activities the better he succeeds in serving
the consumers. In the absence of profit and loss the entrepreneurs would
not know what the most urgent needs of the consumers are. If some entre-
preneurs were to guess it, they would lack the means to adjust production
accordingly.

Profit-seeking business is subject to the sovereignty of the consumers, while
nonprofit institutions are sovereign unto themselves and not responsible to the
public. Production for profit is necessarily production for use, as profits can
only be earned by providing the consumers with those things they most ur-
gently want to use.

The moralists’ and sermonizers’ critique of profits misses the point.
It is not the fault of the entrepreneurs that the consumers—the
people, the common man—prefer liquor to Bibles and detective sto-
ries to serious books, and that governments prefer guns to butter. The
entrepreneur does not make greater profits in selling “bad” things
than in selling “good” things. His profits are the greater the better he
succeeds in providing the consumers with those things they ask for
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most intensely. People do not drink intoxicating beverages in order to make
the “alcohol capital” happy, and they do not go to war in order to increase the
profits of the “merchants of death.” The existence of the armaments industries
is a consequence of the warlike spirit, not its cause.

It is not the business of the entrepreneurs to make people substitute sound
ideologies for unsound. It rests with the philosophers to change people’s ideas
and ideals. The entrepreneur serves the consumers as they are today, however
wicked and ignorant.

We may admire those who abstain from making gains they could reap in
producing deadly weapons or hard liquor. However, their laudable conduct
is a mere gesture without any practical effects. Even if all entrepreneurs and
capitalists were to follow their example, wars and dipsomania would not dis-
appear. As was the case in the precapitalistic ages, governments would pro-
duce the weapons in their own arsenals and drinkers would distill their own
liquor.

The Moral Condemnation of Profit

Profit is earned by the adjustment of the utilization of the human and mate-
rial factors of production to changes in conditions. It is those benefited by this
adjustment who, scrambling for the products concerned and offering and pay-
ing for them prices that exceed the costs expended by the seller, generate the
profits. Entrepreneurial profit is not a “reward” granted by the customer to the
supplier who served him better than the sluggish routinists; it is the result of
the eagerness of the buyers to outbid others who are equally anxious to acquire
a share of the limited supply.

The dividends of corporations are popularly called profits. Actually they are
interest on the capital invested plus that part of profits that is not ploughed
back into the enterprise. If the enterprise does not operate successfully, either
no dividends are paid or the dividends contain only interest on the whole or a
part of the capital.

Socialists and interventionists call profit and interest unearned income, the
result of depriving the workers of a considerable part of the fruits of their ef-
fort. As they see it, the products come into existence through toiling as such
and nothing else, and should by rights benefit the toilers alone.

Yet bare labor produces very little if not aided by the employment
of the outcome of previous saving and accumulation of capital. The
products are the outgrowth of a cooperation of labor with tools and
other capital goods directed by provident entrepreneurial design. The
savers, whose saving accumulated and maintains the capital, and the
entrepreneurs, who channel the capital into those employments in
which it best serves the consumers, are no less indispensable for the
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process of production than the toilers. It is nonsensical to impute the whole
product to the purveyors of labor and to pass over in silence the contribution
of the purveyors of capital and of entrepreneurial ideas. What brings forth us-
able goods is not physical effort as such, but physical effort aptly directed by
the human mind toward a definite goal. The greater (with the advance of gen-
eral well-being) the role of capital goods, and the more efficient their utiliza-
tion in the cooperation of the factors of production, the more absurd becomes
the romantic glorification of the mere performing of manual routine jobs.
The marvelous economic improvements of the last two hundred years were an
achievement of the capitalists who provided the capital goods required and of
the elite of technologists and entrepreneurs. The masses of the manual work-
ers were benefited by changes which they not only did not generate but which,
more often than not, they tried to cut short.

Some Observations on the Underconsumption Bogey 
and on the Purchasing Power Argument

In speaking of underconsumption, people mean to describe a state of affairs in
which a part of the goods produced cannot be consumed because the people
who could consume them are by their poverty prevented from buying them.
These goods remain unsold or can be swapped only at prices not covering the
cost of production. Hence various disarrangements and disturbances arise, the
total complex of which is called economic depression.

Now it happens again and again that entrepreneurs err in anticipating the
future state of the market. Instead of producing those goods for which the de-
mand of the consumers is most intense, they produce less urgently needed
goods or things which cannot be sold at all. These inefficient entrepreneurs
suffer losses while their more efficient competitors who anticipated the wishes
of the consumers earn profits. The losses of the former group of entrepreneurs
are not caused by a general abstention from buying on the part of the public;
they are due to the fact that the public prefers to buy other goods.

If it were true, as the underconsumption myth implies, that the workers
are too poor to buy the products because the entrepreneurs and the capital-
ists unfairly appropriate to themselves what by rights should go to the wage
earners, the state of affairs would not be altered. The “exploiters” are not
supposed to exploit from sheer wantonness. They want, it is insinuated, to in-
crease at the expense of the “exploited” either their own consumption or
their own investments. They do not withdraw their booty from the universe.
They spend it either in buying luxuries for their own household or in buying
producers’ goods for the expansion of their enterprises. Of course, their de-
mand is directed toward goods other than those the wage earners would have
bought if the profits had been confiscated and distributed among them.
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Entrepreneurial errors with regard to the state of the market of various classes
of commodities as created by such “exploitation” are in no way different from
any other entrepreneurial shortcomings. Entrepreneurial errors result in
losses for the inefficient entrepreneurs which are counterbalanced by the
profits of the efficient entrepreneurs. They make business bad for some groups
of industries and good for other groups. They do not bring about a general de-
pression of trade.

The underconsumption myth is baseless self-contradictory balderdash. Its
reasoning crumbles away as soon as one begins to examine it. It is untenable
even if one, for the sake of argument, accepts the “exploitation” doctrine as
correct.

The purchasing power argument runs in a slightly different manner. It con-
tends that a rise in wage rates is a prerequisite of the expansion of production.
If wage rates do not rise, there is no use for business to increase the quantity
and to improve the quality of the goods produced. For the additional products
would find no buyers or only such buyers as restrict their purchases of other
goods. What is needed first for the realization of economic progress is to make
wage rates rise continually. Government or labor union pressure and compul-
sion aiming at the enforcement of higher wage rates are the main vehicles of
progress.

As has been demonstrated above the emergence of an excess in the total sum
of entrepreneurial profits over the total sum of entrepreneurial losses is insep-
arably bound up with the fact that a portion of the benefits derived from the in-
crease in the quantity of capital goods available and from the improvement of
technological procedures goes to the nonentrepreneurial groups. The rise in
the prices of complementary factors of production, first among them wage
rates, is neither a concession which the entrepreneurs willy-nilly must make to
the rest of the people nor a clever device of the entrepreneurs in order to make
profits. It is an unavoidable and necessary phenomenon in the chain of suc-
cessive events which the endeavors of the entrepreneurs to make profits by ad-
justing the supply of the consumers’ goods to the new state of affairs are bound
to bring about. The same process which results in an excess of entrepreneurial
profits over losses causes first—i.e., before such an excess appears—the emer-
gence of a tendency toward a rise in wage rates and in the prices of many ma-
terial factors of production. And it is again the same process that would in the
further course of events make this excess of profits over losses disappear, pro-
vided that no further changes, increasing the amount of capital goods avail-
able, were to occur. The excess of profits over losses is not a consequence of the
rise in the prices of the factors of production. The two phenomena—the rise
in the prices of the factors of production and the excess of profits over losses—
are both steps in the process of adjustment of production to the increase in
the quantity of capital goods and to the technological changes which the

302 � catallactics or economics of the market society

15-L3843  12/5/06  8:10 AM  Page 302



entrepreneurial actions actuate. Only to the extent that the other strata of the
population are enriched by this adjustment can an excess of profits over losses
temporarily come into being.

The basic error of the purchasing power argument consists in misconstru-
ing this causal relation. It turns things upside down when considering the rise
in wage rates as the force bringing about economic improvement.

We will discuss at a later stage of this book the consequences of the attempts
of the governments and of organized labor violence to enforce wage rates
higher than those determined by a nonhampered market.24 Here we must only
add one more explanatory remark.

When speaking of profits and losses, prices and wage rates, what we have in
mind is always real profits and losses, real prices and real wage rates. It is the
arbitrary interchange of money terms and real terms that has led many people
astray. This problem too will be dealt with exhaustively in later chapters. Let
us incidentally only mention the fact that a rise in real wage rates is compati-
ble with a drop in nominal wage rates.

10 Promoters, Managers, Technicians, and Bureaucrats

The entrepreneur hires the technicians, i.e., people who have the ability and
the skill to perform definite kinds and quantities of work. The class of techni-
cians includes the great inventors, the champions in the field of applied sci-
ence, the constructors and designers as well as the performers of the most
simple tasks. The entrepreneur joins their ranks as far as he himself takes part
in the technical execution of his entrepreneurial plans. The technician con-
tributes his own toil and trouble; but it is the entrepreneur qua entrepreneur
who directs his labor toward definite goals. And the entrepreneur himself acts
as a mandatary, as it were, of the consumers.

The entrepreneurs are not omnipresent. They cannot themselves attend
to the manifold tasks which are incumbent upon them. Adjustment of pro-
duction to the best possible supplying of the consumers with the goods they
are asking for most urgently does not merely consist in determining the
general plan for the utilization of resources. There is, of course, no doubt
that this is the main function of the promoter and speculator. But besides
the great adjustments, many small adjustments are necessary too. Each of
them may seem trifling and of little bearing upon the total result. But the
cumulative effect of shortcomings in many of these minor matters can be
such as to frustrate entirely the success of a correct solution of the great
problems. At any rate, it is certain that every failure to handle the smaller
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problems results in a squandering of scarce factors of production and conse-
quently in impairing the best possible satisfaction of the consumers.

It is important to conceive in what respects the problem we have in mind
differs from the technological tasks of the technicians. The execution of
every project upon which the entrepreneur has embarked in making his de-
cision with regard to the general plan of action requires a multiplicity of
minute decisions. Each of these decisions must be effected in such a way as
to prefer that solution of the problem which—without interfering with the
designs of the general plan for the whole project—is the most economical
one. It must avoid superfluous costs in the same way as does the general plan.
The technician from his purely technological point of view either may not
see any difference in the alternatives offered by various methods for the
solution of such a detail or may give preference to one of these methods on
account of its greater output in physical quantities. But the entrepreneur is
actuated by the profit motive. This enjoins upon him the urge to prefer the
most economical solution, i.e., that solution which avoids employing factors
of production whose employment would impair the satisfaction of the more
intensely felt wants of the consumers. He will prefer among the various
methods, with regard to which the technicians are neutral, the one the ap-
plication of which requires the smallest cost. He may reject the technicians’
suggestion to choose a more costly method securing a greater physical out-
put if his calculation shows that the increase in output would not outweigh
the increase in cost required. Not only in the great decisions and plans but
no less in the daily decisions of small problems as they turn up in the cur-
rent conduct of affairs, the entrepreneur must perform his task of adjusting
production to the demand of the consumers as reflected in the prices of the
market.

Economic calculation as practiced in the market economy, and especially
the system of double-entry bookkeeping, make it possible to relieve the entre-
preneur of involvement in too much detail. He can devote himself to his great
tasks without being entangled in a multitude of trifles beyond any mortal
man’s range of sight. He can appoint assistants to whose solicitude he entrusts
the care of subordinate entrepreneurial duties. And these assistants in their
turn can be aided according to the same principle by assistants appointed for
a smaller sphere of duties. In this way a whole managerial hierarchy can be
built up.

A manager is a junior partner of the entrepreneur, as it were, no
matter what the contractual and financial terms of his employment
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are. The only relevant thing is that his own financial interests force him
to attend to the best of his abilities to the entrepreneurial functions which
are assigned to him within a limited and precisely determined sphere of
action.

It is the system of double-entry bookkeeping that makes the functioning of
the managerial system possible. Thanks to it, the entrepreneur is in a posi-
tion to separate the calculation of each part of his total enterprise in such a
way that he can determine the role it plays within his whole enterprise. Thus
he can look at each section as if it were a separate entity and can appraise it
according to the share it contributes to the success of the total enterprise.
Within this system of business calculation each section of a firm represents
an integral entity, a hypothetical independent business, as it were. It is as-
sumed that this section “owns” a definite part of the whole capital employed
in the enterprise, that it buys from other sections and sells to them, that it has
its own expenses and its own revenues, that its dealings result either in a
profit or in a loss which is imputed to its own conduct of affairs as distin-
guished from the result of the other sections. Thus the entrepreneur can as-
sign to each section’s management a great deal of independence. The only
directive he gives to a man whom he entrusts with the management of a cir-
cumscribed job is to make as much profit as possible. An examination of the
accounts shows how successful or unsuccessful the managers were in exe-
cuting this directive. Every manager and submanager is responsible for the
working of his section or subsection. It is to his credit if the accounts show a
profit, and it is to his disadvantage if they show a loss. His own interests im-
pel him toward the utmost care and exertion in the conduct of his section’s
affairs. If he incurs losses, he will be replaced by a man whom the entrepre-
neur expects to be more successful, or the whole section will be discontin-
ued. At any rate, the manager will lose his job. If he succeeds in making
profits, his income will be increased, or at least he will not be in danger of
losing it. Whether or not a manager is entitled to a share in the profit im-
puted to his section is not important with regard to the personal interest he
takes in the results of his section’s dealings. His welfare is at any rate closely
connected with that of his section. His task is not like that of the technician,
to perform a definite piece of work according to a definite precept. It is to
adjust—within the limited scope left to his discretion—the operation of his
section to the state of the market. Of course, just as an entrepreneur may
combine in his person entrepreneurial functions and those of a technician,
such a union of various functions can also occur with a manager.
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The managerial function is always subservient to the entrepreneurial func-
tion. It can relieve the entrepreneur of a part of his minor duties; it can never
evolve into a substitute for entrepreneurship. The fallacy to the contrary is due
to the error confusing the category of entrepreneurship as it is defined in the
imaginary construction of functional distribution with conditions in a living
and operating market economy. The function of the entrepreneur cannot be
separated from the direction of the employment of factors of production
for the accomplishment of definite tasks. The entrepreneur controls the fac-
tors of production; it is this control that brings him either entrepreneurial
profit or loss.

It is possible to reward the manager by paying for his services in proportion
to the contribution of his section to the profit earned by the entrepreneur. But
this is of no avail. As has been pointed out, the manager is under any circum-
stances interested in the success of that part of the business which is entrusted
to his care. But the manager cannot be made answerable for the losses in-
curred. These losses are suffered by the owners of the capital employed. They
cannot be shifted to the manager.

Society can freely leave the care for the best possible employment of cap-
ital goods to their owners. In embarking upon definite projects these own-
ers expose their own property, wealth, and social position. They are even
more interested in the success of their entrepreneurial activities than is so-
ciety as a whole. For society as a whole the squandering of capital invested
in a definite project means only the loss of a small part of its total funds;
for the owner it means much more, for the most part the loss of his total
fortune. But if a manager is given a completely free hand, things are dif-
ferent. He speculates in risking other people’s money. He sees the prospects
of an uncertain enterprise from another angle than that of the man who is
answerable for the losses. It is precisely when he is rewarded by a share of
the profits that he becomes foolhardy because he does not share in the
losses too.

The illusion that management is the totality of entrepreneurial activities
and that management is a perfect substitute for entrepreneurship is the
outgrowth of a misinterpretation of the conditions of the corporations, the
typical form of present-day business. It is asserted that the corporation is
operated by the salaried managers, while the shareholders are merely
passive spectators. All the powers are concentrated in the hands of hired
employees. The shareholders are idle and useless; they harvest what the
managers have sown.

This doctrine disregards entirely the role that the capital and
money market, the stock and bond exchange, which a pertinent
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idiom simply calls the “market,” plays in the direction of corporate business.
The dealings of this market are branded by popular anticapitalistic bias as a
hazardous game, as mere gambling. In fact, the changes in the prices of com-
mon and preferred stock and of corporate bonds are the means applied by the
capitalists for the supreme control of the flow of capital. The price structure as
determined by the speculations on the capital and money markets and on the
big commodity exchanges not only decides how much capital is available for
the conduct of each corporation’s business; it creates a state of affairs to which
the managers must adjust their operations in detail.

The general direction of a corporation’s conduct of business is exercised by
the stockholders and their elected mandataries, the directors. The directors
appoint and discharge the managers. In smaller companies and sometimes
even in bigger ones the offices of the directors and the managers are often
combined in the same persons. A successful corporation is ultimately never
controlled by hired managers. The emergence of an omnipotent managerial
class is not a phenomenon of the unhampered market economy. It was, on the
contrary, an outgrowth of the interventionist policies consciously aiming at an
elimination of the influence of the shareholders and at their virtual expropri-
ation. In Germany, Italy, and Austria it was a preliminary step on the way to-
ward the substitution of government control of business for free enterprise, as
has been the case in Great Britain with regard to the Bank of England and the
railroads. Similar tendencies are prevalent in the American public utilities.
The marvelous achievements of corporate business were not a result of the ac-
tivities of a salaried managerial oligarchy; they were accomplished by people
who were connected with the corporation by means of the ownership of a con-
siderable part or of the greater part of its stock and whom part of the public
scorned as promoters and profiteers.

The entrepreneur determines alone, without any managerial interfer-
ence, in what lines of business to employ capital and how much capital to
employ. He determines the expansion and contraction of the size of the to-
tal business and its main sections. He determines the enterprise’s financial
structure. These are the essential decisions which are instrumental in the
conduct of business. They always fall upon the entrepreneur, in corpora-
tions as well as in other types of a firm’s legal structure. Any assistance given
to the entrepreneur in this regard is of ancillary character only; he takes in-
formation about the past state of affairs from experts in the fields of law, sta-
tistics, and technology; but the final decision implying a judgment about
the future state of the market rests with him alone. The execution of the
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details of his projects may then be entrusted to managers.
The social functions of the managerial elite are no less indispensable for

the operation of the market economy than are the functions of the elite of
inventors, technologists, engineers, designers, scientists, and experimenters.
In the ranks of the managers many of the most eminent men serve the cause
of economic progress. Successful managers are remunerated by high salaries
and often by a share in the enterprise’s gross profits. Many of them in the
course of their careers become themselves capitalists and entrepreneurs.
Nonetheless, the managerial function is different from the entrepreneurial
function.

It is a serious mistake to identify entrepreneurship with management as in
the popular antithesis of “management” and “labor.” This confusion is, of
course, intentional. It is designed to obscure the fact that the functions of en-
trepreneurship are entirely different from those of the managers attending to
the minor details of the conduct of business. The structure of business, the al-
location of capital to the various branches of production and firms, the size
and the line of operation of each plant and shop are considered as given facts
and it is implied that no further changes will be effected with regard to them.
The only task is to go on in the old routine. In such a stationary world, of
course, there is no need for innovators and promoters; the total amount of
profits is counterbalanced by the total amount of losses. To explode the falla-
cies of this doctrine it is enough to compare the structure of American busi-
ness in 1960 with that of 1940.

But even in a stationary world it would be nonsensical to give “labor,” as a
popular slogan demands, a share in management. The realization of such a
postulate would result in syndicalism.25

There is furthermore a readiness to confuse the manager with a bureaucrat.
Bureaucratic management, as distinguished from profit management, is the

method applied in the conduct of administrative affairs, the result of which
has no cash value on the market. The successful performance of the duties
entrusted to the care of a police department is of the greatest importance
for the preservation of social cooperation and benefits each member of
society. But it has no price on the market, it cannot be bought or sold; it
can therefore not be confronted with the expenses incurred in the endeavors
to secure it. It results in gains, but these gains are not reflected in profits
liable to expression in terms of money. The methods of economic calcula-
tion, and especially those of double-entry bookkeeping, are not applicable
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to them. Success or failure of a police department’s activities cannot be ascer-
tained according to the arithmetical procedures of profit-seeking business. No
accountant can establish whether or not a police department or one of its sub-
divisions has succeeded.

The amount of money to be expended in every branch of profit-
seeking business is determined by the behavior of the consumers. If the
automobile industry were to treble the capital employed, it would certainly
improve the services it renders to the public. There would be more cars avail-
able. But this expansion of the industry would withhold capital from other
branches of production in which it could fill more urgent wants of the
consumers. This fact would render the expansion of the automobile industry
unprofitable and increase profits in other branches of business. In their
endeavors to strive after the highest profit obtainable, entrepreneurs are
forced to allocate to each branch of business only as much capital as can be
employed in it without impairing the satisfaction of more urgent wants of
the consumers. Thus the entrepreneurial activities are automatically, as it
were, directed by the consumers’ wishes as they are reflected in the price
structure of consumers’ goods.

No such limitation is enjoined upon the allocation of funds for the per-
formance of the tasks incumbent upon government activities. There is no
doubt that the services rendered by the police department of the City of New
York could be considerably improved by trebling the budgetary allocation.
But the question is whether or not this improvement would be considerable
enough to justify either the restriction of the services rendered by other
departments—e.g., those of the department of sanitation—or the restriction
of the private consumption of the taxpayers. This question cannot be an-
swered by the accounts of the police department. These accounts provide in-
formation only about the expenses incurred. They cannot provide any infor-
mation about the results obtained, as these results cannot be expressed in
money equivalents. The citizens must directly determine the amount of
services they want to get and are ready to pay for. They discharge this task by
electing councilmen and officeholders who are prepared to comply with
their intentions.

Thus the mayor and the chiefs of the city’s various departments are
restricted by the budget. They are not free to act upon what they
themselves consider the most beneficial solution of the various prob-
lems the citizenry has to face. They are bound to spend the funds al-
located for the purposes the budget has assigned them. They must not
use them for other tasks. Auditing in the field of public administration
is entirely different from that in the field of profit-seeking
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business. Its goal is to establish whether or not the funds allocated have been
expended in strict compliance with the provisions of the budget.

In profit-seeking business the discretion of the managers and submanagers
is restricted by considerations of profit and loss. The profit motive is the only
directive needed to make them subservient to the wishes of the consumers.
There is no need to restrict their discretion by minute instructions and rules.
If they are efficient, such meddling with details would at best be superfluous,
if not pernicious in tying their hands. If they are inefficient, it would not ren-
der their activities more successful. It would only provide them with a lame ex-
cuse that the failure was caused by inappropriate rules. The only instruction
required is self-understood and does not need to be especially mentioned:
Seek profit.

Things are different in public administration, in the conduct of government
affairs. In this field the discretion of the officeholders and their subaltern aids
is not restricted by considerations of profit and loss. If their supreme boss—no
matter whether he is the sovereign people or a sovereign despot—were to
leave them a free hand, he would renounce his own supremacy in their favor.
These officers would become irresponsible agents, and their power would su-
persede that of the people or the despot. They would do what pleased them,
not what their bosses wanted them to do. To prevent this outcome and to make
them subservient to the will of their bosses, it is necessary to give them detailed
instructions regulating their conduct of affairs in every respect. Then it be-
comes their duty to handle all affairs in strict compliance with these rules and
regulations. Their freedom to adjust their acts to what seems to them the most
appropriate solution of a concrete problem is limited by these norms. They are
bureaucrats, i.e., men who in every instance must observe a set of inflexible
regulations.

Bureaucratic conduct of affairs is conduct bound to comply with detailed
rules and regulations fixed by the authority of a superior body. It is the only al-
ternative to profit management. Profit management is inapplicable in the pur-
suit of affairs which have no cash value on the market and in the non-profit
conduct of affairs which could also be operated on a profit basis. The former
is the case of the administration of the social apparatus of coercion and com-
pulsion; the latter is the case in the conduct of an institution on a non-profit
basis, e.g., a school, a hospital, or a postal system. Whenever the operation of
a system is not directed by the profit motive, it must be directed by bureau-
cratic rules.

Bureaucratic conduct of affairs is, as such, not an evil. It is the only
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appropriate method of handling governmental affairs, i.e., the social appara-
tus of compulsion and coercion. As government is necessary, bureaucratism
is—in this field—no less necessary. Where economic calculation is unfeasi-
ble, bureaucratic methods are indispensable. A socialist government must ap-
ply them to all affairs.

No business, whatever its size or specific task, can ever become bureau-
cratic so long as it is entirely and solely operated on a profit basis. But as soon
as it abandons profit seeking and substitutes for it what is called the service
principle—i.e., the rendering of services without regard as to whether or not
the prices to be obtained for them cover the expenses—it must substitute bu-
reaucratic methods for those of entrepreneurial management.26

11 The Selective Process

The selective process of the market is actuated by the composite effort of all
members of the market economy. Driven by the urge to remove his own un-
easiness as much as possible, each individual is intent, on the one hand, upon
attaining that position in which he can contribute most to the best satisfaction
of everyone else and, on the other hand, upon taking best advantage of the ser-
vices offered by everyone else. This means that he tries to sell on the dearest
market and to buy on the cheapest market. The resultant of these endeavors is
not only the price structure but no less the social structure, the assignment of
definite tasks to the various individuals. The market makes people rich or
poor, determines who shall run the big plants and who shall scrub the floors,
fixes how many people shall work in the copper mines and how many in the
symphony orchestras. None of these decisions is made once and for all; they
are revocable every day. The selective process never stops. It goes on adjusting
the social apparatus of production to the changes in demand and supply. It re-
views again and again its previous decisions and forces everybody to submit to
a new examination of his case. There is no security and no such thing as a
right to preserve any position acquired in the past. Nobody is exempt from the
law of the market, the consumers’ sovereignty.

Ownership of the means of production is not a privilege, but a
social liability. Capitalists and landowners are compelled to employ
their property for the best possible satisfaction of the consumers. If
they are slow and inept in the performance of their duties, they
are penalized by losses. If they do not learn the lesson and do not
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reform their conduct of affairs, they lose their wealth. No investment is safe
forever. He who does not use his property in serving the consumers in the most
efficient way is doomed to failure. There is no room left for people who would
like to enjoy their fortunes in idleness and thoughtlessness. The proprietor
must aim to invest his funds in such a way that principal and yield are at least
not impaired.

In the ages of caste privileges and trade barriers there were revenues not
dependent on the market. Princes and lords lived at the expense of the
humble slaves and serfs who owed them tithes, statute labor, and tributes.
Ownership of land could only be acquired either by conquest or by largesse
on the part of a conqueror. It could be forfeited only by recantation on the
part of the donor or by conquest on the part of another conqueror. Even
later, when the lords and their liegemen began to sell their surpluses on the
market, they could not be ousted by the competition of more efficient
people. Competition was free only within very narrow limits. The acquisi-
tion of manorial estates was reserved to the nobility, that of urban real prop-
erty to the citizens of the township, that of farm land to the peasants. Com-
petition in the arts and crafts was restricted by the guilds. The consumers
were not in a position to satisfy their wants in the cheapest way, as price con-
trol made underbidding impossible to the sellers. The buyers were at the
mercy of their purveyors. If the privileged producers refused to resort to the
employment of the most adequate raw materials and of the most efficient
methods of processing, the consumers were forced to endure the conse-
quences of such stubbornness and conservatism.

The landowner who lives in perfect self-sufficiency from the fruits of his
own farming is independent of the market. But the modern farmer who
buys equipment, fertilizers, seed, labor, and other factors of production and
sells agricultural products is subject to the law of the market. His income
depends on the consumers and he must adjust his operations to their
wishes.

The selective function of the market works also with regard to labor. The
worker is attracted by that kind of work in which he can expect to earn most.
As is the case with material factors of production, the factor labor too is allo-
cated to those employments in which it best serves the consumers. There pre-
vails the tendency not to waste any quantity of labor for the satisfaction of less
urgent demand if more urgent demand is still unsatisfied. Like all other strata
of society, the worker is subject to the supremacy of the consumers. If he dis-
obeys, he is penalized by a cut in earnings.

The selection of the market does not establish social orders, castes,
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or classes in the Marxian sense. Nor do the entrepreneurs and promoters
form an integrated social class. Each individual is free to become a promoter
if he relies upon his own ability to anticipate future market conditions bet-
ter than his fellow citizens and if his attempts to act at his own peril and on
his own responsibility are approved by the consumers. One enters the ranks
of the promoters by spontaneously pushing forward and thus submitting to
the trial to which the market subjects, without respect for persons, everybody
who wants to become a promoter or to remain in this eminent position.
Everybody has the opportunity to take his chance. A newcomer does not
need to wait for an invitation or encouragement from anyone. He must leap
forward on his own account and must himself know how to provide the
means needed.

It has been contended again and again that under the conditions of
“late” or “mature” capitalism it is no longer possible for penniless people to
climb the ladder to wealth and entrepreneurial position. No attempt has
ever been made to prove this thesis. Since it was first advanced, the com-
position of the entrepreneurial and capitalist groups has changed consider-
ably. A great part of the former entrepreneurs and their heirs have been
eliminated and other people, newcomers, have taken their places. It is, of
course, true that in the last years institutions have been purposely devel-
oped which, if not abolished very soon, will make the functioning of the
market in every regard impossible.

The point of view from which the consumers choose the captains of indus-
try and business is exclusively their qualification to adjust production to the
needs of the consumers. They do not bother about other features and merits.
They want a shoe manufacturer to fabricate good and cheap shoes. They are
not intent upon entrusting the conduct of the shoe trade to handsome amiable
boys, to people of good drawing-room manners, of artistic gifts, of scholarly
habits, or of any other virtues or talents. A proficient businessman may often
be deficient in many accomplishments which contribute to the success of a
man in other spheres of life.

It is quite common nowadays to deprecate the capitalists and entrepreneurs.
A man is prone to sneer at those who are more prosperous than himself. These
people, he contends, are richer only because they are less scrupulous than he.
If he were not restrained by due consideration for the laws of morality and de-
cency, he would be no less successful than they are. Thus men glory in the au-
reole of self-complacency and Pharisaic self-righteousness.

Now it is true that under the conditions brought about by inter-
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ventionism many people can acquire wealth by graft and bribery. In many
countries interventionism has so undermined the supremacy of the market
that it is more advantageous for a businessman to rely upon the aid of
those in political office than upon the best satisfaction of the needs of the
consumers. But it is not this that the popular critics of other people’s
wealth have in mind. They contend that the methods by which wealth is
acquired in a pure market society are objectionable from the ethical point
of view.

Against such statements it is necessary to emphasize that, so far as the
operation of the market is not sabotaged by the interference of governments
and other factors of coercion, success in business is the proof of services
rendered to the consumers. The poor man need not be inferior to the pros-
perous businessman in other regards; he may sometimes be outstanding in
scientific, literary, and artistic achievements or in civic leadership. But in
the social system of production he is inferior. The creative genius may be
right in his disdain for commercial success; it may be true that he would
have been prosperous in business if he had not preferred other things. But
the clerks and workers who boast of their moral superiority deceive them-
selves and find consolation in this self-deception. They do not admit that
they have been tried and found wanting by their fellow citizens, the
consumers.

It is often asserted that the poor man’s failure in the competition of the mar-
ket is caused by his lack of education. Equality of opportunity, it is said, could
be provided only by making education at every level accessible to all. There
prevails today the tendency to reduce all differences among various peoples to
their education and to deny the existence of inborn inequalities in intellect,
will power, and character. It is not generally realized that education can never
be more than indoctrination with theories and ideas already developed. Edu-
cation, whatever benefits it may confer, is transmission of traditional doctrines
and valuations; it is by necessity conservative. It produces imitation and rou-
tine, not improvement and progress. Innovators and creative geniuses cannot
be reared in schools. They are precisely the men who defy what the school has
taught them.

In order to succeed in business a man does not need a degree from
a school of business administration. These schools train the subalterns
for routine jobs. They certainly do not train entrepreneurs. An entre-
preneur cannot be trained. A man becomes an entrepreneur in seizing
an opportunity and filling the gap. No special education is required
for such a display of keen judgment, foresight, and energy. The most
successful businessmen were often uneducated when measured by the
scholastic standards of the teaching profession. But they were equal
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to their social function of adjusting production to the most urgent demand.
Because of these merits the consumers chose them for business leadership.

12 The Individual and the Market

It is customary to speak metaphorically of the automatic and anonymous
forces actuating the “mechanism” of the market. In employing such
metaphors people are ready to disregard the fact that the only factors directing
the market and the determination of prices are purposive acts of men. There
is no automatism; there are only men consciously and deliberately aiming
at ends chosen. There are no mysterious mechanical forces; there is only the
human will to remove uneasiness. There is no anonymity; there are you and
I and Bill and Joe and all the rest. And each of us is both a producer and a
consumer.

The market is a social body; it is the foremost social body. The market
phenomena are social phenomena. They are the resultant of each individ-
ual’s active contribution. But they are different from each such contribution.
They appear to the individual as something given which he himself cannot
alter. He does not always see that he himself is a part, although a small part,
of the complex of elements determining each momentary state of the mar-
ket. Because he fails to realize this fact, he feels himself free, in criticizing
the market phenomena, to condemn with regard to his fellow men a mode
of conduct which he considers as quite right with regard to himself. He
blames the market for its callousness and disregard of persons and asks for so-
cial control of the market in order to “humanize” it. He asks on the one hand
for measures to protect the consumer against the producers. But on the other
hand he insists even more passionately upon the necessity of protecting him-
self as a producer against the consumers. The outcome of these contradictory
demands is the modern methods of government interference whose most
outstanding examples were the Sozialpolitik of imperial Germany and the
American New Deal.

It is an old fallacy that it is a legitimate task of civil government to protect
the less efficient producer against the competition of the more efficient. One
asks for a “producers’ policy” as distinct from a “consumers’ policy.” While
flamboyantly repeating the truism that the only aim of production is to provide
ample supplies for consumption, people emphasize with no less eloquence
that the “industrious” producer should be protected against the “idle”
consumer.

However, producers and consumers are identical. Production and
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consumption are different stages in acting. Catallactics embodies these
differences in speaking of producers and consumers. But in reality they are
the same people. It is, of course, possible to protect a less efficient producer
against the competition of more efficient fellows. Such a privilege conveys
to the privileged the benefits which the unhampered market provides only
to those who succeed in best filling the wants of the consumers. But it nec-
essarily impairs the satisfaction of the consumers. If only one producer or a
small group is privileged, the beneficiaries enjoy an advantage at the ex-
pense of the rest of the people. But if all producers are privileged to the
same extent, everybody loses in his capacity as consumer as much as he
gains in his capacity as a producer. Moreover, all are injured because
the supply of products drops if the most efficient men are prevented from
employing their skill in that field in which they could render the best
services to the consumers.

If a consumer believes that it is expedient or right to pay a higher price
for domestic cereals than for cereals imported from abroad, or for manu-
factures processed in plants operated by small business or employing union-
ized workers than for those of another provenance, he is free to do so. He
would only have to satisfy himself that the commodity offered for sale meets
the conditions upon which he makes the allowance of a higher price de-
pend. Laws which forbid counterfeiting of labels of origin and trademarks
would succeed in attaining the ends aimed at by tariffs, labor legislation,
and privileges granted to small business. But it is beyond doubt that the
consumers are not prepared to act in this way. The fact that a commodity
is marked as imported does not impair its salability if it is better or cheaper,
or both. As a rule the buyers want to buy as cheaply as possible without re-
gard for the origin of the article or some particular characteristics of the
producers.

The psychological root of the producers’ policy as practiced today in all
parts of the world is to be seen in spurious economic doctrines. These doc-
trines flatly deny that the privileges granted to less efficient producers burden
the consumer. Their advocates contend that such measures are prejudicial
only to those against whom they discriminate. When pressed further, they
are forced to admit that the consumers are damaged too, they maintain that
the losses of the consumers are more than compensated by an increase in
their money income which the measures in question are bound to bring
about.

Thus in the predominantly industrial countries of Europe the pro-
tectionists were first eager to declare that the tariff on agricultural
products hurts exclusively the interests of the farmers of the predomi-
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nantly agricultural countries and of the grain dealers. It is certain that these
exporting interests are damaged too. But it is no less certain that the con-
sumers of the country that adopts the tariff policy are losing with them. They
must pay higher prices for their food. Of course, the protectionist retorts, that
this is not a burden. For, he argues, the additional amount that the domestic
consumer pays increases the farmers’ income and their purchasing power;
they will spend the whole surplus in buying more of the products manufac-
tured by the nonagricultural strata of the population. This paralogism can
easily be exploded by referring to the well-known anecdote of the man who
asks an innkeeper for a gift of ten dollars; it will not cost him anything be-
cause the beggar promises to spend the whole amount in his inn. But for all
that, the protectionist fallacy got hold of public opinion, and this alone ex-
plains the popularity of the measures inspired by it. Many people simply do
not realize that the only effect of protection is to divert production from
those places in which it could produce more per unit of capital and labor ex-
pended to places in which it produces less. It makes people poorer, not more
prosperous.

The ultimate foundation of modern protectionism and of the striving for
economic autarky of each country is to be found in this mistaken belief that
they are the best means to make every citizen, or at least the immense ma-
jority of them, richer. The term riches means in this connection an increase
in the individual’s real income and an improvement in his standard of living.
It is true that the policy of national economic insulation is a necessary corol-
lary of the endeavors to interfere with domestic business, and that it is an
outcome of warlike tendencies as well as one of the factors producing these
tendencies. But the fact remains that it would never have been possible to
sell the idea of protection to the voters if one had not been able to convince
them that protection not only does not impair their standard of living but
raises it considerably.

It is important to emphasize this fact because it utterly explodes a myth
propagated by many popular books. According to these myths, contemporary
man is no longer motivated by the desire to improve his material well-being
and to raise his standard of living. The assertions of the economists to the
contrary are mistaken. Modern man gives priority to “noneconomic” or “ir-
rational” things and is ready to forego material betterment whenever its at-
tainment stands in the way of those “ideal” concerns. It is a serious blunder,
common mostly with economists and businessmen, to interpret the events
of our time from an “economic” point of view and to criticize current
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ideologies with regard to the alleged economic fallacies implied. People long
for other things more than for a good life.

It is hardly possible to misconstrue the history of our age more crassly. Our
contemporaries are driven by a fanatical zeal to get more amenities and by an
unrestrained appetite to enjoy life. A characteristic social phenomenon of our
day is the pressure group, an alliance of people eager to promote their own ma-
terial well-being by the employment of all means, legal or illegal, peaceful or
violent. For the pressure group nothing matters but the increase of its mem-
bers’ real income. It is not concerned with any other aspects of life. It does not
bother whether or not the realization of its program hurts the vital interests 
of other men, of their own nation or country, and of the whole of mankind.
But, of course, every pressure group is anxious to justify its demands as
beneficial to the general public welfare and to stigmatize its critics as abject
scoundrels, idiots, and traitors. In the pursuit of its plans it displays a quasi-
religious ardor.

Without exception all political parties promise their supporters a higher
real income. There is no difference in this respect between nationalists and in-
ternationalists and between the supporters of a market economy and the ad-
vocates of either socialism or interventionism. If a party asks its supporters to
make sacrifices for its cause, it always explains these sacrifices as the necessary
temporary means for the attainment of the ultimate goal, the improvement of
the material well-being of its members. Each party considers it as an insidious
plot against its prestige and its survival if somebody ventures to question the
capacity of its projects to make the group members more prosperous. Each
party regards with a deadly hatred the economists embarking upon such a
critique.

All varieties of the producers’ policy are advocated on the ground of their
alleged ability to raise the party members’ standard of living. Protectionism
and economic self-sufficiency, labor union pressure and compulsion, labor
legislation, minimum wage rates, public spending, credit expansion, subsi-
dies, and other makeshifts are always recommended by their advocates as
the most suitable or the only means to increase the real income of the
people for whose votes they canvass. Every contemporary statesman or
politician invariably tells his voters: My program will make you as affluent
as conditions may permit, while my adversaries’ program will bring you
want and misery.

It is true that some secluded intellectuals in their esoteric circles
talk differently. They proclaim the priority of what they call eternal
absolute values and feign in their declamations—not in their personal
conduct—a disdain of things secular and transitory. But the public
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ignores such utterances. The main goal of present-day political action is to 
secure for the respective pressure group memberships the highest material
well-being. The only way for a leader to succeed is to instill in people the con-
viction that his program best serves the attainment of this goal.

What is wrong with the producers’ policies is their faulty economics.
If one is prepared to indulge in the fashionable tendency to explain human

things by resorting to the terminology of psychopathology, one might be
tempted to say that modern man in contrasting a producers’ policy with a con-
sumers’ policy has fallen victim to a kind of schizophrenia. He fails to realize
that he is an undivided and indivisible person, i.e., an individual, and as such
no less a consumer than a producer. The unity of his consciousness is split into
two parts; his mind is inwardly divided against himself. But it matters little
whether or not we adopt this mode of describing the fact that the economic
doctrine resulting in these policies is faulty. We are not concerned with the
pathological source from which an error may stem, but with the error as such
and with its logical roots. The unmasking of the error by means of ratiocina-
tion is the primary fact. If a statement were not exposed as logically erroneous,
psychopathology would not be in a position to qualify the state of mind from
which it stems as pathological. If a man imagines himself to be the king of
Siam, the first thing which the psychiatrist has to establish is whether or not
he really is what he believes himself to be. Only if this question is answered in
the negative can the man be considered insane.

It is true that most of our contemporaries are committed to a fallacious in-
terpretation of the producer-consumer nexus. In buying they behave as if they
were connected with the market only as buyers, and vice versa in selling. As
buyers they advocate stern measures to protect them against the sellers, and as
sellers they advocate no less harsh measures against the buyers. But this anti-
social conduct which shakes the very foundations of social cooperation is not
an outgrowth of a pathological state of mind. It is the outcome of a narrow-
mindedness which fails to conceive the operation of the market economy and
to anticipate the ultimate effects of one’s own actions.

It is permissible to contend that the immense majority of our contempo-
raries are mentally and intellectually not adjusted to life in the market society,
although they themselves and their fathers have unwittingly created this soci-
ety by their actions. But this maladjustment consists in nothing else than in
the failure to recognize erroneous doctrines as such.
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13 Business Propaganda

The consumer is not omniscient. He does not know where he can obtain at
the cheapest price what he is looking for. Very often he does not even know
what kind of commodity or service is suitable to remove most efficaciously the
particular uneasiness he wants to remove. At best he is familiar with the mar-
ket conditions of the immediate past and arranges his plans on the basis of this
information. To convey to him information about the actual state of the mar-
ket is the task of business propaganda.

Business propaganda must be obtrusive and blatant. It is its aim to attract
the attention of slow people, to rouse latent wishes, to entice men to substitute
innovation for inert clinging to traditional routine. In order to succeed, ad-
vertising must be adjusted to the mentality of the people courted. It must suit
their tastes and speak their idiom. Advertising is shrill, noisy, coarse, puffing,
because the public does not react to dignified allusions. It is the bad taste of
the public that forces the advertisers to display bad taste in their publicity
campaigns. The art of advertising has evolved into a branch of applied psy-
chology, a sister discipline of pedagogy.

Like all things designed to suit the taste of the masses, advertising is repel-
lent to people of delicate feeling. This abhorrence influences the appraisal of
business propaganda. Advertising and all other methods of business propa-
ganda are condemned as one of the most outrageous outgrowths of unlimited
competition. It should be forbidden. The consumers should be instructed by
impartial experts; the public schools, the “nonpartisan” press, and coopera-
tives should perform this task.

The restriction of the right of businessmen to advertise their products
would restrict the freedom of the consumers to spend their income ac-
cording to their own wants and desires. It would make it impossible for
them to learn as much as they can and want about the state of the mar-
ket and the conditions which they may consider as relevant in choosing
what to buy and what not to buy. They would no longer be in a position
to decide on the basis of the opinion which they themselves have formed
about the seller’s appraisal of his products; they would be forced to act on
the recommendation of other people. It is not unlikely that these mentors
would save them some mistakes. But the individual consumers would be
under the tutelage of guardians. If advertising is not restricted, the con-
sumers are by and large in the position of a jury which learns about the
case by hearing the witnesses and examining directly all other means of
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evidence. If advertising is restricted, they are in the position of a jury to whom
an officer reports about the result of his own examination of evidence.

It is a widespread fallacy that skillful advertising can talk the consumers
into buying everything that the advertiser wants them to buy. The consumer
is, according to this legend, simply defenseless against “high-pressure” adver-
tising. If this were true, success or failure in business would depend on the
mode of advertising only. However, nobody believes that any kind of adver-
tising would have succeeded in making the candlemakers hold the field
against the electric bulb, the horsedrivers against the motorcars, the goose
quill against the steel pen and later against the fountain pen. But whoever
admits this implies that the quality of the commodity advertised is instru-
mental in bringing about the success of an advertising campaign. Then there
is no reason to maintain that advertising is a method of cheating the gullible
public.

It is certainly possible for an advertiser to induce a man to try an article
which he would not have bought if he had known its qualities beforehand.
But as long as advertising is free to all competing firms, the article which
is better from the point of view of the consumers’ appetites will finally out-
strip the less appropriate article, whatever methods of advertising may be
applied. The tricks and artifices of advertising are available to the seller of
the better product no less than to the seller of the poorer product. But
only the former enjoys the advantage derived from the better quality of his
product.

The effects of advertising of commodities are determined by the fact that as
a rule the buyer is in a position to form a correct opinion about the usefulness
of an article bought. The housewife who has tried a particular brand of soap
or canned food learns from experience whether it is good for her to buy and
consume that product in the future too. Therefore advertising pays the adver-
tiser only if the examination of the first sample bought does not result in the
consumer’s refusal to buy more of it. It is agreed among businessmen that it
does not pay to advertise products other than good ones.

Entirely different are conditions in those fields in which experience
cannot teach us anything. The statements of religious, metaphysical,
and political propaganda can be neither verified nor falsified by
experience. With regard to the life beyond and the absolute, any ex-
perience is denied to men living in this world. In political matters
experience is always the experience of complex phenomena which is
open to different interpretations; the only yardstick which can be ap-
plied to political doctrines is aprioristic reasoning. Thus political
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propaganda and business propaganda are essentially different things, although
they often resort to the same technical methods.

There are many evils for which contemporary technology and therapeutics
have no remedy. There are incurable diseases and there are irreparable per-
sonal defects. It is a sad fact that some people try to exploit their fellow men’s
plight by offering them patent medicines. Such quackeries do not make old
people young and ugly girls pretty. They only raise hopes. It would not impair
the operation of the market if the authorities were to prevent such advertising,
the truth of which cannot be evidenced by the methods of the experimental
natural sciences. But whoever is ready to grant to the government this power
would be inconsistent if he objected to the demand to submit the statements
of churches and sects to the same examination. Freedom is indivisible. As soon
as one starts to restrict it, one enters upon a decline on which it is difficult to
stop. If one assigns to the government the task of making truth prevail in the
advertising of perfumes and toothpaste, one cannot contest it the right to look
after truth in the more important matters of religion, philosophy, and social
ideology.

The idea that business propaganda can force the consumers to submit to the
will of the advertisers is spurious. Advertising can never succeed in supplant-
ing better or cheaper goods by poorer goods.

The costs incurred by advertising are, from the point of view of the adver-
tiser, a part of the total bill of production costs. A businessman expends money
for advertising if and as far as he expects that the increase in sales resulting will
increase the total net proceeds. In this regard there is no difference between
the costs of advertising and all other costs of production. An attempt has been
made to distinguish between production costs and sales costs. An increase in
production costs, it has been said, increases supply, while an increase in sales
costs (advertising costs included) increases demand.27 This is a mistake. All
costs of production are expended with the intention of increasing demand. If
the manufacturer of candy employs a better raw material, he aims at an in-
crease in demand in the same way as he does in making the wrappings more
attractive and his stores more inviting and in spending more for advertise-
ments. In increasing production costs per unit of the product the idea is always
to increase demand. If a businessman wants to increase supply, he must in-
crease the total cost of production, which often results in lowering production
costs per unit.
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14 The “Volkswirtschaft”

The market economy as such does not respect political frontiers. Its field is the
world.

The term Volkswirtschaft was long applied by the German champions of
government omnipotence. Only much later did the British and the French
begin to speak of the “British economy” and “l’économie francaise” as dis-
tinct from the economies of other nations. But neither the English nor the
French language produced an equivalent of the term Volkswirtschaft. With
the modern trend toward national planning and national autarky, the doc-
trine involved in this German word became popular everywhere. Nonethe-
less, only the German language is able to express in one word all the ideas
implied.

The Volkswirtschaft is a sovereign nation’s total complex of economic
activities directed and controlled by the government. It is socialism real-
ized within the political frontiers of each nation. In employing this term
people are fully aware of the fact that real conditions differ from the state
of affairs which they deem the only adequate and desirable state. But they
judge everything that happens in the market economy from the point of
view of their ideal. They assume that there is an irreconcilable conflict
between the interests of the Volkswirtschaft and those of the selfish indi-
viduals eager to seek profit. They do not hesitate to assign priority to the
interests of the Volkswirtschaft over those of the individuals. The righteous
citizen should always place the volkswirtschaftliche interests above his own
selfish interests. He should act of his own accord as if he were an officer
of the government executing its orders. Gemeinnutz geht vor Eigennutz

(the welfare of the nation takes precedence over the selfishness of the in-
dividuals) was the fundamental principle of Nazi economic management.
But as people are too dull and too vicious to comply with this rule, it is
the task of government to enforce it. The German princes of the seven-
teenth and eighteenth century, foremost among them the Hohenzollern
Electors of Brandenburg and Kings of Prussia, were fully equal to this
task. In the nineteenth century, even in Germany the liberal ideologies
imported from the West superseded the well-tried and natural policies of
nationalism and socialism. However, Bismarck’s and his successors’
Sozialpolitik and finally Nazism restored them.

The interests of a Volkswirtschaft are seen as implacably opposed
not only to those of the individuals, but no less to those of the
Volkswirtschaft of any foreign nation. The most desirable state of a
Volkswirtschaft is complete economic self-sufficiency. A nation
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which depends on any imports from abroad lacks economic independence; its
sovereignty is only a sham. Therefore a nation which cannot produce at home
all that it needs is bound to conquer all the territories required. To be really sov-
ereign and independent a nation must have Lebensraum, i.e., a territory so
large and rich in natural resources that it can live in autarky at a standard no
lower than that of any other nation.

Thus the idea of the Volkswirtschaft is the most radical denial of all the prin-
ciples of the market economy. It was this idea that guided, more or less, the
economic policies of all nations in the last decades. It was the pursuit of this
idea that brought about the terrific wars of our century and may kindle still
more pernicious wars in the future.

From the early beginnings of human history the two opposite principles
of the market economy and of the Volkswirtschaft fought each other. Gov-
ernment, i.e., a social apparatus of coercion and compulsion, is a necessary
requisite of peaceful cooperation. The market economy cannot do without
a police power safeguarding its smooth functioning by the threat or the ap-
plication of violence against peace-breakers. But the indispensable adminis-
trators and their armed satellites are always tempted to use their arms for
the establishment of their own totalitarian rule. For ambitious kings and
generalissimos the very existence of a sphere of the individuals’ lives not
subject to regimentation is a challenge. Princes, governors, and generals are
never spontaneously liberal. They become liberal only when forced to by
the citizens.

The problems raised by the plans of the socialists and the interventionists
will be dealt with in later parts of this book. Here we have only to answer the
question of whether or not any of the essential features of the Volkswirtschaft

are compatible with the market economy. For the champions of the idea of
the Volkswirtschaft do not consider their scheme merely as a pattern for the
establishment of a future social order. They declare emphatically that even
under the system of the market economy, which, of course, in their eyes is a
debased and vicious product of policies contrary to human nature, the Volk-

swirtschaften of the various nations are integrated units whose interests are ir-
reconcilably opposed to those of all other nations’ Volkswirtschaften. As they
see it, what separates one Volkswirtschaft from all the others is not, as the
economists would have us believe, merely political institutions. It is not the
trade and migration barriers established by government interference with
business and the differences in legislation and in the protection granted to
the individuals by the courts and tribunals that bring about the distinction
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between domestic trade and foreign trade. This diversity, they say, is, on the
contrary, the necessary outcome of the very nature of things, of an inextricable
factor; it cannot be removed by any ideology and produces its effects whether
the laws and the administrators and judges are prepared to take notice of it or
not. Thus in their eyes the Volkswirtschaft appears as a nature-given reality,
while the world-embracing ecumenic society of men, the world economy
(Weltwirtschaft), is only an imaginary phantom of a spurious doctrine, a plan
devised for the destruction of civilization.

The truth is that individuals in their acting, in their capacity as producers
and consumers, as sellers and buyers, do not make any distinction as between
the domestic market and the foreign market. They make a distinction as be-
tween local trade and trading with more distant places as far as the costs of
transportation play a role. If government interference, such as tariffs, renders
international transactions more expensive, they take this fact into account in
the same way in which they pay regard to shipping costs. A tariff on caviar has
no effect other than would a rise in the cost of transportation. A rigid prohibi-
tion of the importation of caviar produces a state of affairs no different from
that which would prevail if caviar could not stand shipping without an essen-
tial deterioration in its quality.

There has never been in the history of the West such a thing as regional
or national autarky. There was, as we may admit, a period in which the divi-
sion of labor did not go beyond the members of a family household. There
was autarky of families and tribes which did not practice interpersonal ex-
change. But as soon as interpersonal exchange emerged, it crossed the
boundaries of the political communities. Barter between the inhabitants of
regions more remote from one another, between the members of various
tribes, villages, and political communities preceded the practice of barter be-
tween neighbors. What people wanted first to acquire by barter and trade
were things they could not produce themselves out of their own resources.
Salt, other minerals and metals, the deposits of which are unequally distrib-
uted over the earth’s surface, cereals which one could not grow on the do-
mestic soil, and artifacts which only the inhabitants of some regions were
able to manufacture were the first objects of trade. Trade started as foreign
trade. Only later did domestic exchange develop between neighbors. The
first holes that opened the closed household economy to interpersonal ex-
change were made by the products of distant regions. No consumer cared on
his own account whether the salt and the metals he bought were of “domes-
tic” or of “foreign” provenance. If it had been otherwise, the governments
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would not have had any reason to interfere by means of tariffs and other bar-
riers to foreign trade.

But even if a government succeeds in making the barriers separating its do-
mestic market from foreign markets insurmountable and thus establishes per-
fect national autarky, it does not create a Volkswirtschaft. A market economy
which is perfectly autarkic remains for all that a market economy; it forms a
closed and isolated catallactic system. The fact that its citizens miss the ad-
vantages which they could derive from the international division of labor is
simply a datum of their economic conditions. Only if such an isolated coun-
try goes outright socialist, does it convert its market economy into a Volk-

swirtschaft.

Fascinated by the propaganda of Neo-Mercantilism, people apply idioms
which are in contrast to the principles they take as guides in their acting and
to all the characteristics of the social order in which they are living. Long ago
the British began to call plants and farms located in Great Britain, and even
those located in the Dominions, in the East Indies, and in the colonies, “ours.”
But if a man did not just want to make a show of his patriotic zeal and to im-
press other people, he was not prepared to pay a higher price for the products
of his “own” plants than for those of the “foreign” plants. Even if he had be-
haved in this way, the designation of the plants located within the political
boundaries of his nation as “ours” would not be adequate. In what sense could
a Londoner, before the nationalization, call coal mines located in England
which he did not own “our” mines and those of the Ruhr “foreign” mines?
Whether he bought “British” coal or “German” coal, he always had to pay the
full market price. It is not “America” that buys champagne from “France.” It
is always an individual American who buys it from an individual Frenchman.

As far as there is still some room left for the actions of individuals, as far as
there is private ownership and exchange of goods and services between indi-
viduals, there is no Volkswirtschaft. Only if full government control is substi-
tuted for the choices of individuals does the Volkswirtschaft emerge as a real
entity.
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chapter 16

Prices

1 The Pricing Process

In an occasional act of barter in which men who ordinarily do not resort to
trading with other people exchange goods ordinarily not negotiated, the ratio
of exchange is determined only within broad margins. Catallactics, the theory
of exchange ratios and prices, cannot determine at what point within these
margins the concrete ratio will be established. All that it can assert with regard
to such exchanges is that they can be effected only if each party values what
he receives more highly than what he gives away.

The recurrence of individual acts of exchange generates the market step
by step with the evolution of the division of labor within a society based on
private property. As it becomes a rule to produce for other people’s con-
sumption, the members of society must sell and buy. The multiplication of
the acts of exchange and the increase in the number of people offering or
asking for the same commodities narrow the margins between the valuations
of the parties. Indirect exchange and its perfection through the use of money
divide the transactions into two different parts: sale and purchase. What in
the eyes of one party is a sale, is for the other party a purchase. The divisi-
bility of money, unlimited for all practical purposes, makes it possible to de-
termine the exchange ratios with nicety. The exchange ratios are now as a
rule money prices. They are determined between extremely narrow margins:
the valuations on the one hand of the marginal buyer and those of the mar-
ginal offerer who abstains from selling, and the valuations on the other hand
of the marginal seller and those of the marginal potential buyer who abstains
from buying.

The concatenation of the market is an outcome of the activities of
entrepreneurs, promoters, speculators, and dealers in futures and in
arbitrage. It has been asserted that catallactics is based on the as-
sumption—contrary to reality—that all parties are provided with per-
fect knowledge concerning the market data and are therefore in a
position to take best advantage of the most favorable opportunities for
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buying and selling. It is true that some economists really believed that such an
assumption is implied in the theory of prices. These authors not only failed to
realize in what respects a world peopled with men perfectly equal in knowl-
edge and foresight would differ from the real world which all economists
wanted to interpret in developing their theories; they also erred in being un-
aware of the fact that they themselves did not resort to such an assumption in
their own treatment of prices.

In an economic system in which every actor is in a position to recognize
correctly the market situation with the same degree of insight, the adjust-
ment of prices to every change in the data would be achieved at one stroke.
It is impossible to imagine such uniformity in the correct cognition and ap-
praisal of changes in data except by the intercession of superhuman agen-
cies. We would have to assume that every man is approached by an angel
informing him of the change in data which has occurred and advising him
how to adjust his own conduct in the most adequate way to this change.
Certainly the market that catallactics deals with is filled with people who
are to different degrees aware of the changes in data and who, even if they
have the same information, appraise it differently. The operation of the
market reflects the fact that changes in the data are first perceived only by
a few people and that different men draw different conclusions in apprais-
ing their effects. The more enterprising and brighter individuals take the
lead, others follow later. The shrewder individuals appreciate conditions
more correctly than the less intelligent and therefore succeed better in their
actions. Economists must never disregard in their reasoning the fact that
the innate and acquired inequality of men differentiates their adjustment to
the conditions of their environment.

The driving force of the market process is provided neither by the con-
sumers nor by the owners of the means of production—land, capital goods,
and labor—but by the promoting and speculating entrepreneurs. These are
people intent upon profiting by taking advantage of differences in prices.
Quicker of apprehension and farther-sighted than other men, they look
around for sources of profit. They buy where and when they deem prices
too low, and they sell where and when they deem prices too high. They
approach the owners of the factors of production, and their competition
sends the prices of these factors up to the limit corresponding to their an-
ticipation of the future prices of the products. They approach the con-
sumers, and their competition forces prices of consumers’ goods down to
the point at which the whole supply can be sold. Profit-seeking specula-
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tion is the driving force of the market as it is the driving force of production.
On the market agitation never stops. The imaginary construction of an

evenly rotating economy has no counterpart in reality. There can never
emerge a state of affairs in which the sum of the prices of the complementary
factors of production, due allowance being made for time preference, equals
the prices of the products and no further changes are to be expected. There
are always profits to be earned by somebody. The speculators are always en-
ticed by the expectation of profit.

The imaginary construction of the evenly rotating economy is a mental
tool for comprehension of entrepreneurial profit and loss. It is, to be sure,
not a design for comprehension of the pricing process. The final prices cor-
responding to this imaginary conception are by no means identical with the
market prices. The activities of the entrepreneurs or of any other actors on
the economic scene are not guided by consideration of any such things as
equilibrium prices and the evenly rotating economy. The entrepreneurs
take into account anticipated future prices, not final prices or equilibrium
prices. They discover discrepancies between the height of the prices of the
complementary factors of production and the anticipated future prices of
the products, and they are intent upon taking advantage of such discrep-
ancies. These endeavors of the entrepreneurs would finally result in the
emergence of the evenly rotating economy if no further changes in the data
were to appear.

The operation of the entrepreneurs brings about a tendency toward an
equalization of prices for the same goods in all subdivisions of the market, due
allowance being made for the cost of transportation and the time absorbed by
it. Differences in prices which are not merely transitory and bound to be
wiped out by entrepreneurial action are always the outcome of particular ob-
stacles obstructing the inherent tendency toward equalization. Some check
prevents profit-seeking business from interfering. An observer not sufficiently
familiar with actual commercial conditions is often at a loss to recognize the
institutional barrier hindering such equalization. But the merchants con-
cerned always know what makes it impossible for them to take advantage of
such differences.

Statisticians treat this problem too lightly. When they have dis-
covered differences in the wholesale price of a commodity between
two cities or countries, not entirely accounted for by the cost of
transportation, tariffs, and excise duties, they acquiesce in asserting
that the purchasing power of money and the “level” of prices are
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different.1 On the basis of such statements people draft programs to remove
these differences by monetary measures. However, the root cause of these
differences cannot lie in monetary conditions. If prices in both countries
are quoted in terms of the same kind of money, it is necessary to answer the
question as to what prevents businessmen from embarking upon dealings
which are bound to make price differences disappear. Things are essentially
the same if the prices are expressed in terms of different kinds of money.
For the mutual exchange ratio between various kinds of money tends to-
ward a point at which there is no further margin left to profitable exploita-
tion of differences in commodity prices. Whenever differences in com-
modity prices between various places persist, it is a task for economic
history and descriptive economics to establish what institutional barriers
hinder the execution of transactions which must result in the equalization
of prices.

All the prices we know are past prices. They are facts of economic history.
In speaking of present prices we imply that the prices of the immediate future
will not differ from those of the immediate past. However, all that is asserted
with regard to future prices is merely an outcome of the understanding of fu-
ture events.

The experience of economic history never tells us more than that at a
definite date and definite place two parties A and B traded a definite quantity
of the commodity a against a definite number of units of the money p. In
speaking of such acts of buying and selling at the market price of a, we are
guided by a theoretical insight, deduced from an aprioristic starting point.
This is the insight that, in the absence of particular factors making for price
differences, the prices paid at the same time and the same place for equal
quantities of the same commodity tend toward equalization, viz., a final price.
But the actual market prices never reach this final state. The various market
prices about which we can get information were determined under different
conditions. It is impermissible to confuse averages computed from them with
the final prices.

Only with regard to fungible commodities negotiated on organized
stock or commodity exchanges is it permissible, in comparing prices,
to assume that they refer to the same quality. Apart from such prices
negotiated in exchanges and from prices of commodities the homo-
geneity of which can be precisely established by technological anal-
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ysis, it is a serious blunder to disregard differences in the quality of the com-
modity in question. Even in the wholesale trade of raw textiles the diversity of
the articles plays the main role. A comparison of prices of consumers’ goods is
mainly misleading on account of the difference in quality. The quantity
traded in one transaction too is relevant in the determination of the price paid
per unit. Shares of a corporation sold in one large lot bring a different price
than those sold in several small lots.

It is necessary to emphasize these facts again and again because it is
customary nowadays to play off the statistical elaboration of price data
against the theory of prices. However, the statistics of prices is altogether
questionable. Its foundations are precarious because circumstances for the
most part do not permit the comparison of the various data, their linking
together in series, and the computation of averages. Full of zeal to embark
upon mathematical operations, the statisticians yield to the temptation of
disregarding the incomparability of the data available. The information
that a certain firm sold at a definite date a definite type of shoes for six
dollars a pair relates a fact of economic history. A study of the behavior of
shoe prices from 1923 to 1939 is conjectural, however sophisticated the
methods applied may be.

Catallactics shows that entrepreneurial activities tend toward an abolition
of price differences not caused by the costs of transportation and trade barri-
ers. No experience has ever contradicted this theorem. The results obtained
by an arbitrary identification of unequal things are irrelevant.

2 Valuation and Appraisement

The ultimate source of the determination of prices is the value judgments of
the consumers. Prices are the outcome of the valuation preferring a to b. They
are social phenomena as they are brought about by the interplay of the valua-
tions of all individuals participating in the operation of the market. Each in-
dividual, in buying or not buying and in selling or not selling, contributes his
share to the formation of the market prices. But the larger the market is, the
smaller is the weight of each individual’s contribution. Thus the structure of
market prices appears to the individual as a datum to which he must adjust his
own conduct.

The valuations which result in determination of definite prices are dif-
ferent. Each party attaches a higher value to the good he receives than to
that he gives away. The exchange ratio, the price, is not the product of an
equality of valuation, but, on the contrary, the product of a discrepancy in
valuation.

prices � 331

16-L3843  12/5/06  8:10 AM  Page 331



Appraisement must be clearly distinguished from valuation. Appraisement
in no way depends upon the subjective valuation of the man who appraises.
He is not intent upon establishing the subjective use-value of the good con-
cerned, but upon anticipating the prices which the market will determine.
Valuation is a value judgment expressive of a difference in value. Appraise-
ment is the anticipation of an expected fact. It aims at establishing what prices
will be paid on the market for a particular commodity or what amount of
money will be required for the purchase of a definite commodity.

Valuation and appraisement are, however, closely connected. The valua-
tions of an autarkic husbandman directly compare the weight he attaches to
different means for the removal of uneasiness. The valuations of a man buy-
ing and selling on the market must not disregard the structure of market
prices; they depend upon appraisement. In order to know the meaning of a
price one must know the purchasing power of the amount of money con-
cerned. It is necessary by and large to be familiar with the prices of those goods
which one would like to acquire and to form on the ground of such knowledge
an opinion about their future prices. If an individual speaks of the costs in-
curred by the purchase of some goods already acquired or to be incurred by
the purchase of goods he plans to acquire, he expresses these costs in terms of
money. But this amount of money represents in his eyes the degree of satis-
faction he could obtain by employing it for the acquisition of other goods. The
valuation makes a detour, it goes via the appraisement of the structure of mar-
ket prices; but it always aims finally at the comparison of alternative modes for
the removal of felt uneasiness.

It is ultimately always the subjective value judgments of individuals that de-
termine the formation of prices. Catallactics in conceiving the pricing process
necessarily reverts to the fundamental category of action, the preference given
to a over b. In view of popular errors it is expedient to emphasize that catal-
lactics deals with the real prices as they are paid in definite transactions and
not with imaginary prices. The concept of final prices is merely a mental tool
for the grasp of a particular problem, the emergence of entrepreneurial profit
and loss. The concept of a “just” or “fair” price is devoid of any scientific
meaning; it is a disguise for wishes, a striving for a state of affairs different from
reality. Market prices are entirely determined by the value judgments of men
as they really act.

If one says that prices tend toward a point at which total demand
is equal to total supply, one resorts to another mode of expressing the
same concatenation of phenomena. Demand and supply are the out-
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come of the conduct of those buying and selling. If, other things being equal,
supply increases, prices must drop. At the previous price all those ready to
pay this price could buy the quantity they wanted to buy. If the supply
increases, they must buy larger quantities or other people who did not buy
before must become interested in buying. This can only be attained at a
lower price.

It is possible to visualize this interaction by drawing two curves, the demand
curve and the supply curve, whose intersection shows the price. It is no less
possible to express it in mathematical symbols. But it is necessary to compre-
hend that such pictorial or mathematical modes of representation do not af-
fect the essence of our interpretation and that they do not add a whit to our in-
sight. Furthermore it is important to realize that we do not have any
knowledge or experience concerning the shape of such curves. Always, what
we know is only market prices—that is, not the curves but only a point which
we interpret as the intersection of two hypothetical curves. The drawing of
such curves may prove expedient in visualizing the problems for undergradu-
ates. For the real tasks of catallactics they are mere byplay.

3 The Prices of the Goods of Higher Orders

The market process is coherent and indivisible. It is an indissoluble 
intertwinement of actions and reactions, of moves and countermoves. But the
insufficiency of our mental abilities enjoins upon us the necessity of dividing
it into parts and analyzing each of these parts separately. In resorting to such
artificial cleavages we must never forget that the seemingly autonomous exis-
tence of these parts is an imaginary makeshift of our minds. They are only
parts, that is, they cannot even be thought of as existing outside the structure
of which they are parts.

The prices of the goods of higher orders are ultimately determined by
the prices of the goods of the first or lowest order, that is, the consumers’
goods. As a consequence of this dependence they are ultimately deter-
mined by the subjective valuations of all members of the market society. It
is, however, important to realize that we are faced with a connection of
prices, not with a connection of valuations. The prices of the complemen-
tary factors of production are conditioned by the prices of the consumers’
goods. The factors of production are appraised with regard to the prices of
the products, and from this appraisement their prices emerge. Not the val-
uations but the appraisements are transferred from the goods of the first or-
der to those of higher orders. The prices of the consumers’ goods engender
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the actions resulting in the determination of the prices of the factors of pro-
duction. These prices are primarily connected only with the prices of the con-
sumers’ goods. With the valuations of the individuals they are only indirectly
connected, viz., through the intermediary of the prices of the consumers’
goods, the products of their joint employment.

The tasks incumbent upon the theory of the prices of factors of production
are to be solved by the same methods which are employed for treatment of the
prices of consumers’ goods. We conceive the operation of the market of con-
sumers’ goods in a twofold way. We think on the one hand of a state of affairs
which leads to acts of exchange; the situation is such that the uneasiness of var-
ious individuals can be removed to some extent because various people value
the same goods in a different way. On the other hand we think of a situation
in which no further acts of exchange can happen because no actor expects any
further improvement of his satisfaction by further acts of exchange. We pro-
ceed in the same way in comprehending the formation of the prices of factors
of production. The operation of this market is actuated and kept in motion by
the exertion of the promoting entrepreneurs, eager to profit from differences
in the market prices of the factors of production and the expected prices of the
products. The operation of this market would stop if a situation were ever to
emerge in which the sum of the prices of the complementary factors of pro-
duction—but for interest—equaled the prices of the products and nobody
believed that further price changes were to be expected. Thus we have de-
scribed the process adequately and completely by pointing out, positively,
what actuates it and, negatively, what would suspend its motion. The main im-
portance is to be attached to the positive description. The negative description
resulting in the imaginary constructions of the final price and the evenly ro-
tating economy is merely auxiliary. For the task is not the treatment of imagi-
nary concepts, which never appear in life and action, but the treatment of 
the market prices at which the goods of higher orders are really bought
and sold.

This method we owe to Gossen, Carl Menger, and Böhm-Bawerk. Its main
merit is that it implies the cognition that we are faced with a phenomenon of
price determination inextricably linked with the market process. It distin-
guishes between two things: (a) the direct valuation of the factors of produc-
tion which attaches the value of the product to the total complex of the com-
plementary factors of production, and (b) the prices of the single factors of
production which are formed on the market as the resultant of the concurring
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actions of competing highest bidders. Valuation as it can be practiced by an
isolated actor (Robinson Crusoe or a socialist board of production manage-
ment) can never result in a determination of such a thing as quotas of
value. Valuation can only arrange goods in scales of preference. It can
never attach to a good something that could be called a quantity or mag-
nitude of value. It would be absurd to speak of a sum of valuations or val-
ues. It is permissible to declare that, due allowance being made for time
preference, the value attached to a product is equal to the value of the to-
tal complex of complementary factors of production. But it would be non-
sensical to assert that the value attached to a product is equal to the “sum”
of the values attached to the various complementary factors of production.
One cannot add up values or valuations. One can add up prices expressed
in terms of money, but not scales of preference. One cannot divide values
or single out quotas of them. A value judgment never consists in anything
other than preferring a to b.

The process of value imputation does not result in derivation of the value
of the single productive agents from the value of their joint product. It does not
bring about results which could serve as elements of economic calculation. It
is only the market that, in establishing prices for each factor of production, cre-
ates the conditions required for economic calculation. Economic calculation
always deals with prices, never with values.

The market determines prices of factors of production in the same way
in which it determines prices of consumers’ goods. The market process is
an interaction of men deliberately striving after the best possible removal of
dissatisfaction. It is impossible to think away or to eliminate from the mar-
ket process the men actuating its operation. One cannot deal with the mar-
ket of consumers’ goods and disregard the actions of the consumers. One
cannot deal with the market of the goods of higher orders while disregard-
ing the actions of the entrepreneurs and the fact that the use of money is
essential in their transactions. There is nothing automatic or mechanical in
the operation of the market. The entrepreneurs, eager to earn profits, ap-
pear as bidders at an auction, as it were, in which the owners of the factors
of production put up for sale land, capital goods, and labor. The entrepre-
neurs are eager to outdo one another by bidding higher prices than their ri-
vals. Their offers are limited on the one hand by their anticipation of fu-
ture prices of the products and on the other hand by the necessity to snatch
the factors of production away from the hands of other entrepreneurs com-
peting with them.

The entrepreneur is the agency that prevents the persistence of a
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state of production unsuitable to fill the most urgent wants of the con-
sumers in the cheapest way. All people are anxious for the best possible sat-
isfaction of their wants and are in this sense striving after the highest profit
they can reap. The mentality of the promoters, speculators, and entrepre-
neurs is not different from that of their fellow men. They are merely supe-
rior to the masses in mental power and energy. They are the leaders on the
way toward material progress. They are the first to understand that there is
a discrepancy between what is done and what could be done. They guess
what the consumers would like to have and are intent upon providing them
with these things. In the pursuit of such plans they bid higher prices for
some factors of production and lower the prices of other factors of produc-
tion by restricting their demand for them. In supplying the market with
those consumers’ goods in the sale of which the highest profits can be
earned, they create a tendency toward a fall in their prices. In restricting
the output of those consumers’ goods the production of which does not of-
fer chances for reaping profit, they bring about a tendency toward a rise in
their prices. All these transformations go on ceaselessly and could stop only
if the unrealizable conditions of the evenly rotating economy and of static
equilibrium were to be attained.

In drafting their plans the entrepreneurs look first at the prices of the
immediate past which are mistakenly called present prices. Of course, the
entrepreneurs never make these prices enter into their calculations with-
out paying regard to anticipated changes. The prices of the immediate past
are for them only the starting point of deliberations leading to forecasts of
future prices. The prices of the past do not influence the determination of
future prices. It is, on the contrary, the anticipation of future prices of the
products that determines the state of prices of the complementary factors
of production. The determination of prices has, as far as the mutual ex-
change ratios between various commodities are concerned,2 no direct
causal relation whatever with the prices of the past. The allocation of the
nonconvertible factors of production among the various branches of pro-
duction3 and the amount of capital goods available for future production
are historical magnitudes; in this regard the past is instrumental in shap-
ing the course of future production and in affecting the prices of the fu-
ture. But directly the prices of the factors of production are deter-
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mined exclusively by the anticipation of future prices of the products. The
fact that yesterday people valued and appraised commodities in a different
way is irrelevant. The consumers do not care about the investments made
with regard to past market conditions and do not bother about the vested
interests of entrepreneurs, capitalists, landowners, and workers, who may
be hurt by changes in the structure of prices. Such sentiments play no
role in the formation of prices. (It is precisely the fact that the market
does not respect vested interests that makes the people concerned ask for
government interference.) The prices of the past are for the entrepreneur,
the shaper of future production, merely a mental tool. The entrepreneurs
do not construct afresh every day a radically new structure of prices or al-
locate anew the factors of production to the various branches of industry.
They merely transform what the past has transmitted in better adapting it
to the altered conditions. How much of the previous conditions they pre-
serve and how much they change depends on the extent to which the
data have changed.

The economic process is a continuous interplay of production and con-
sumption. Today’s activities are linked with those of the past through the
technological knowledge at hand, the amount and the quality of the capi-
tal goods available, and the distribution of the ownership of these goods
among various individuals. They are linked with the future through the
very essence of human action; action is always directed toward the im-
provement of future conditions. In order to see his way in the unknown and
uncertain future man has within his reach only two aids: experience of past
events and his faculty of understanding. Knowledge about past prices is a
part of this experience and at the same time the starting point of under-
standing the future.

If the memory of all prices of the past were to fade away, the pricing
process would become more troublesome, but not impossible as far as the
mutual exchange ratios between various commodities are concerned. It
would be harder for the entrepreneurs to adjust production to the demand
of the public, but it could be done nonetheless. It would be necessary for
them to assemble anew all the data they need as the basis of their opera-
tions. They would not avoid mistakes which they now evade on account
of experience at their disposal. Price fluctuations would be more violent
at the beginning, factors of production would be wasted, want-satisfaction
would be impaired. But finally, having paid dearly, people would again
have acquired the experience needed for a smooth working of the market
process.

The essential fact is that it is the competition of profit-seeking entre-
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preneurs that does not tolerate the preservation of false prices of the factors
of production. The activities of the entrepreneurs are the element that
would bring about the unrealizable state of the evenly rotating economy if
no further changes were to occur. In the world-embracing public sale called
the market they are the bidders for the factors of production. In bidding,
they are the mandataries of the consumers, as it were. Each entrepreneur
represents a different aspect of the consumers’ wants, either a different com-
modity or another way of producing the same commodity. The competition
among the entrepreneurs is ultimately a competition among the various pos-
sibilities open to men to remove their uneasiness as far as possible by the ac-
quisition of consumers’ goods. The decisions of the consumers to buy one
commodity and to postpone buying another determine the prices of factors
of production required for manufacturing these commodities. The competi-
tion among the entrepreneurs reflects the prices of consumers’ goods in the
formation of the prices of the factors of production. It reflects in the exter-
nal world the conflict which the inexorable scarcity of the factors of pro-
duction brings about in the soul of each individual. It makes effective the
subsumed decisions of the consumers as to what purpose the nonspecific
factors should be used for and to what extent the specific factors of produc-
tion should be used.

The pricing process is a social process. It is consummated by an interac-
tion of all members of the society. All collaborate and cooperate, each in
the particular role he has chosen for himself in the framework of the divi-
sion of labor. Competing in cooperation and cooperating in competition
all people are instrumental in bringing about the result, viz., the price
structure of the market, the allocation of the factors of production to the
various lines of want-satisfaction, and the determination of the share of
each individual. These three events are not three different matters. They
are only different aspects of one indivisible phenomenon which our analyt-
ical scrutiny separates into three parts. In the market process they are ac-
complished uno actu [(Latin) by a single action]. Only people prepossessed
by socialist leanings who cannot free themselves from longing glances at
socialist methods speak of three different processes in dealing with the mar-
ket phenomena: the determination of prices, the direction of productive
efforts, and distribution.

A Limitation on the Pricing of Factors of Production

The process which makes the prices of the factors of production
spring from the prices of products can achieve its results only if, of
the complementary factors not replaceable by substitutes, not more
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than one is of absolutely specific character, that is, is not suitable for any other
employment. If the production of a product requires two or more absolutely
specific factors, only a cumulative price can be assigned to them. If all factors
of production were absolutely specific, the pricing process would not achieve
more than such cumulative prices. It would accomplish nothing more than
statements like this: as combining 3 a and 5 b produces one unit of p, 3 a and
5 b together are equal to 1 p and the final price of 3 a � 5 b is—due allowance
being made for time preference—equal to the final price of 1 p. As entrepre-
neurs who want to use a and b for purposes other than the production of p do
not bid for them, a more detailed price determination is impossible. Only if a
demand emerges for a (or for b) on the part of entrepreneurs who want to em-
ploy a (or b) for other purposes, does competition between them and the en-
trepreneurs planning the production of p arise and a price for a (or for b) come
into existence, the height of which determines also the price of b (or a).

A world in which all the factors of production are absolutely specific could
manage its affairs with such cumulative prices. In such a world there would
not exist the problem of how to allocate the means of production to various
branches of want-satisfaction. In our real world things are different. There are
many scarce means of production which can be employed for various tasks.
There the economic problem is to employ these factors in such a way that no
unit of them should be used for the satisfaction of a less urgent need if this em-
ployment prevents the satisfaction of a more urgent need. It is this that the
market solves in determining the prices of the factors of production. The so-
cial service rendered by this solution is not in the least impaired by the fact
that for factors which can be employed only cumulatively no other than cu-
mulative prices are determined.

Factors of production which can be used in the same ratio of combination
for the production of various commodities but do not allow of any other use,
are to be considered as absolutely specific factors. They are absolutely specific
with regard to the production of an intermediary product which can be uti-
lized for various purposes. The price of this intermediary product can be as-
signed to them cumulatively only. Whether this intermediary product can be
directly apperceived by the senses or whether it is merely the invisible and in-
tangible outcome of their joint employment makes no difference.

4 Cost Accounting

In the calculation of the entrepreneur costs are the amount of
money required for the procurement of the factors of production.
The entrepreneur is intent upon embarking upon those business
projects from which he expects the highest surplus of proceeds over
costs and upon shunning projects from which he expects a lower
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amount of profit or even a loss. In doing this he adjusts his effort to the best
possible satisfaction of the needs of the consumers. The fact that a project is
not profitable because costs are higher than proceeds is the outcome of the fact
that there is a more useful employment available for the factors of production
required. There are other products in the purchase of which the consumers
are prepared to allow for the prices of these factors of production. But the con-
sumers are not prepared to pay these prices in buying the commodity the pro-
duction of which is not profitable.

Cost accounting is affected by the fact that the two following conditions are
not always present:

First, every increase in the quantity of factors expended for the production
of a consumers’ good increases its power to remove uneasiness.

Second, every increase in the quantity of a consumers’ good requires a pro-
portional increase in the expenditure of factors of production or even a more
than proportional increase in their expenditure.

If both these conditions were always and without any exception fulfilled,
every increment z expended for increasing the quantity m of a commodity g
would be employed for the satisfaction of a need viewed as less urgent than the
least urgent need already satisfied by the quantity m available previously. At
the same time the increment z would require the employment of factors of
production to be withdrawn from the satisfaction of other needs considered as
more pressing than those needs whose satisfaction was foregone in order to
produce the marginal unit of m. On the one hand the marginal value of the
satisfaction derived from the increase in the quantity available of g would
drop. On the other hand the costs required for the production of additional
quantities of g would increase in marginal disutility; factors of production
would be withheld from employments in which they could satisfy more urgent
needs. Production must stop at the point at which the marginal utility of the
increment no longer compensates for the marginal increase in the disutility of
costs.

Now these two conditions are present very often, but not generally with-
out exception. There exist many commodities of all orders of goods whose
physical structure is not homogeneous and which are therefore not perfectly
divisible.

It would, of course, be possible to conjure away the deviation from
the first condition mentioned above by a sophisticated play on words.
One could say: half a motorcar is not a motorcar. If one adds to half
a motorcar a quarter of a motorcar, one does not increase the “quan-
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tity” available; only the perfection of the process of production which turns
out a complete car produces a unit and an increase in the “quantity” available.
However, such an interpretation misses the point. The problem we must face
is that not every increase in expenditure increases proportionately the objec-
tive use-value, the physical power of a thing to render a definite service. The
various increments in expenditure bring about different results. There are in-
crements the expenditure of which remains useless if no further increments of
a definite quantity are added.

On the other hand—and this is the deviation from the second condition—
an increase in physical output does not always require a proportionate in-
crease in expenditure or even any additional expenditure. It may happen that
costs do not rise at all or that their rise increases output more than propor-
tionately. For many means of production are not homogeneous either and not
perfectly divisible. This is the phenomenon known to business as the superi-
ority of big-scale production. The economists speak of the law of increasing re-
turns or decreasing costs.

We consider—as case A—a state of affairs in which all factors of production
are not perfectly divisible and in which full utilization of the productive ser-
vices rendered by every further indivisible element of each factor requires full
utilization of the further indivisible elements of every other of the comple-
mentary factors. Then in every aggregate of productive agents each of the as-
sembled elements—every machine, every worker, every piece of raw mate-
rial—can be fully utilized only if all the productive services of the other
elements are fully employed too. Within these limits the production of a part
of the maximum output attainable does not require a higher expenditure 
than the production of the highest possible output. We may also say that the
minimum-size aggregate always produces the same quantity of products; it is
impossible to produce a smaller quantity of products even if there is no use for
a part of it.

We consider—as case B—a state of affairs in which one group of the pro-
ductive agents (p) is for all practical purposes perfectly divisible. On the
other hand the imperfectly divisible agents can be divided in such a way that
full utilization of the services rendered by each further indivisible part of
one agent requires full utilization of the further indivisible parts of the other
imperfectly divisible complementary factors. Then increasing production of
an aggregate of further indivisible factors from a partial to a more complete
utilization of their productive capacity requires merely an increase in the
quantity of p, the perfectly divisible factors. However, one must
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guard oneself against the fallacy that this necessarily implies a decrease in
the average cost of production. It is true that within the aggregate of im-
perfectly divisible factors each of them is now better utilized, that therefore
costs of production as far as they are caused by the cooperation of these fac-
tors remain unchanged, and that the quotas falling to a unit of output are
decreasing. But on the other hand an increase in the employment of the
perfectly divisible factors of production can be attained only by withdraw-
ing them from other employments. The value of these other employments
increases, other things being equal, with their shrinking; the price of these
perfectly divisible factors tends to rise as more of them are used for the bet-
ter utilization of the productive capacity of the aggregate of the not further
divisible factors in question. One must not limit the consideration of our
problem to the case in which the additional quantity of p is withdrawn
from other enterprises producing the same product in a less efficient way
and forces these enterprises to restrict their output. It is obvious that in this
case—competition between a more and a less efficient enterprise produc-
ing the same article out of the same raw materials—the average cost of pro-
duction is decreasing in the expanding plant. A more general scrutiny of
the problem leads to a different result. If the units of p are withdrawn from
other employments in which they would have been utilized for the pro-
duction of other articles, there emerges a tendency toward an increase in
the price of these units. This tendency may be compensated by accidental
tendencies operating in the opposite direction; it may sometimes be so fee-
ble that its effects are negligible. But it is always present and potentially
influences the configuration of costs.

Finally we consider—as case C—a state of affairs in which various im-
perfectly divisible factors of production can be divided only in such a way
that, given the conditions of the market, any size which can be chosen for
their assemblage in a production aggregate does not allow for a combina-
tion in which full utilization of the productive capacity of one factor
makes possible full utilization of the productive capacity of the other im-
perfectly divisible factors. This case C alone is of practical significance,
while the cases A and B hardly play any role in real business. The charac-
teristic feature of case C is that the configuration of production costs varies
unevenly. If all imperfectly divisible factors are utilized to less than full ca-
pacity, an expansion of production results in a decrease of average costs of
production unless a rise in the prices to be paid for the perfectly divisible
factors counterbalances this outcome. But as soon as full utilization of the
capacity of one of the imperfectly divisible factors is attained, fur-
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ther expansion of production causes a sudden sharp rise in costs. Then again
a tendency toward a decrease in average production costs sets in and goes
on working until full utilization of one of the imperfectly divisible factors is
attained anew.

Other things being equal, the more production of a certain article in-
creases, the more factors of production must be withdrawn from other em-
ployments in which they would have been used for the production of other ar-
ticles. Hence—other things being equal—average production costs increase
with the increase in the quantity produced. But this general law is by sections
superseded by the phenomenon that not all factors of production are perfectly
divisible and that, as far as they can be divided, they are not divisible in such
a way that full utilization of one of them results in full utilization of the other
imperfectly divisible factors.

The planning entrepreneur is always faced with the question: To what ex-
tent will the anticipated prices of the products exceed the anticipated costs?
If the entrepreneur is still free with regard to the project in question, because
he has not yet made any inconvertible investments for its realization, it is av-
erage costs that count for him. But if he has already a vested interest in the
line of business concerned, he sees things from the angle of additional costs
to be expended. He who already owns a not fully utilized production aggre-
gate does not take into account average cost of production but marginal cost.
Without regard to the amount already expended for inconvertible invest-
ments he is merely interested in the question whether or not the proceeds
from the sale of an additional quantity of products will exceed the additional
cost incurred by their production. Even if the whole amount invested in the
inconvertible production facilities must be wiped off as a loss, he goes on
producing provided he expects a reasonable4 surplus of proceeds over current
costs.

With regard to popular errors it is necessary to emphasize that if the condi-
tions required for the appearance of monopoly prices are not present, an en-
trepreneur is not in a position to increase his net returns by restricting pro-
duction beyond the amount conforming with consumers’ demand. But this
problem will be dealt with later in section 6.

That a factor of production is not perfectly divisible does not al-
ways mean that it can be constructed and employed in one size
only. This, of course, may occur in some cases. But as a rule it is
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possible to vary the dimensions of these factors. If out of the various dimen-
sions which are possible for such a factor—e.g., a machine—one dimension
is distinguished by the fact that the costs incurred by its production and oper-
ation are rendered lower per unit of the productive services than those for
other dimensions, things are essentially identical. Then the superiority of the
bigger plant does not consist in the fact that it utilizes a machine to full ca-
pacity while the smaller plant utilizes only a part of the capacity of a machine
of the same size. It consists rather in the fact that the bigger plant employs a
machine which operates with a better utilization of the factors of production
required for its construction and operation than does the smaller machine em-
ployed by the smaller plant.

The role played in all branches of production by the fact that many factors
of production are not perfectly divisible is very great. It is of paramount im-
portance in the course of industrial affairs. But one must guard oneself against
many misinterpretations of its significance.

One of these errors was the doctrine according to which in the processing
industries there prevails a law of increasing returns, while in agriculture and
mining a law of decreasing returns prevails. The fallacies implied have been
exploded above.5 As far as there is a difference in this regard between condi-
tions in agriculture and those in the processing industries, differences in the
data bring them about. The immobility of the soil and the fact that the per-
formance of the various agricultural operations depends on the seasons make
it impossible for farmers to take advantage of the capacity of many movable
factors of production to the degree which conditions in manufacturing for the
most part allow. The optimum size of a production outfit in agricultural pro-
duction is as a rule much smaller than in the processing industries. It is obvi-
ous and does not need any further explanation why the concentration of farm-
ing cannot be pushed to anything near the degree obtaining in the processing
industries.

However, the inequality in the distribution of natural resources over the
earth’s surface, which is one of the two factors making for the higher pro-
ductivity of the division of labor, puts a limit to the progress of concentration
in the processing industries also. The tendency toward a progressive special-
ization and the concentration of integrated industrial processes in only a few
plants is counteracted by the geographical dispersion of natural resources.
The fact that the production of raw materials and foodstuffs cannot be cen-
tralized and forces people to disperse over the various part of the earth’s
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surface enjoins also upon the processing industries a certain degree of decen-
tralization. It makes it necessary to consider the problems of transportation as
a particular factor of production costs. The costs of transportation must be
weighed against the economies to be expected from more thoroughgoing spe-
cialization. While in some branches of the processing industries the utmost
concentration is the most adequate method of reducing costs, in other
branches a certain degree of decentralization is more advantageous. In the
servicing trades the disadvantages of concentration become so great that they
almost entirely overweigh the advantages derived.

Then a historical factor comes into play. In the past capital goods were im-
mobilized on sites on which our contemporaries would not have set them. It
is immaterial whether or not this immobilization was the most economical
procedure to which the generations that brought it about could resort. In any
event the present generation is faced with a fait accompli [(French) accom-
plished fact, thing already done]. It must adjust its operations to the fact and it
must take it into account in dealing with problems of the location of the pro-
cessing industries.6

Finally there are institutional factors. There are trade and migration barri-
ers. There are differences in political organization and methods of govern-
ment between various countries. Vast areas are administered in such a way that
it is practically out of the question to choose them as a seat for any capital in-
vestment no matter how favorable their physical conditions may be.

Entrepreneurial cost accounting must deal with all these geographical, his-
torical and institutional factors. But even apart from them there are purely
technical factors limiting the optimum size of plants and firms. The greater
plant or firm may require provisions and procedures which the smaller plant
or firm can avoid. In many instances the outlays caused by such provisions and
procedures may be overcompensated by the reduction in costs derived from
better utilization of the capacity of some of the not perfectly divisible factors
employed. In other instances this may not be the case.

Under capitalism the arithmetical operations required for cost ac-
counting and the confrontation of costs and proceeds can easily be ef-
fected as there are methods of economic calculation available. How-
ever, cost accounting and calculation of the economic significance of
business projects under consideration is not merely a mathematical
problem which can be solved satisfactorily by all those familiar with
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the elementary rules of arithmetic. The main question is the determina-
tion of the money equivalents of the items which are to enter into the cal-
culation. It is a mistake to assume, as many economists do, that these
equivalents are given magnitudes, uniquely determined by the state of
economic conditions. They are speculative anticipations of uncertain fu-
ture conditions and as such depend on the entrepreneur’s understanding
of the future state of the market. The term fixed costs is also in this regard
somewhat misleading.

Every action aims at the best possible supplying of future needs. To
achieve these ends it must make the best possible use of the available
factors of production. However, the historical process which brought
about the present state of factors available is beside the point. What
counts and influences the decisions concerning future action is solely the
outcome of this historical process, the quantity and the quality of the
factors available today. These factors are appraised only with regard to
their ability to render productive services for the removal of future un-
easiness. The amount of money spent in the past for their production
and acquisition is immaterial.

It has already been pointed out that an entrepreneur who by the time he has
to make a new decision has expended money for the realization of a definite
project is in a different position from that of a man who starts afresh. The for-
mer owns a complex of inconvertible factors of production which he can em-
ploy for certain purposes. His decisions concerning further action will be
influenced by this fact. But he appraises this complex not according to what
he expended in the past for its acquisition. He appraises it exclusively from the
point of view of its usefulness for future action. The fact that he has spent
more or less for its acquisition is insignificant. This fact is only a factor in de-
termining the amount of the entrepreneur’s past losses or profits and the pres-
ent state of his fortune. It is an element in the historical process that brought
about the present state of the supply of factors of production and as such it is
of importance for future action. But it does not count for the planning of fu-
ture action and the calculation regarding such action. It is irrelevant that the
entries in the firm’s books differ from the actual price of such inconvertible
factors of production.

Of course, such consummated losses or profits may motivate a firm
to operate in a different way from which it would if it were not af-
fected by them. Past losses may render a firm’s financial position pre-
carious, especially if they bring about indebtedness and burden it
with payments of interest and installments on the principal. However,
it is not correct to refer to such payments as a part of fixed
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costs. They have no relation whatever to the current operations. They are not
caused by the process of production, but by the methods employed by the en-
trepreneur in the past for the procurement of the capital and capital goods
needed. They are only accidental with reference to the going concern. But
they may enforce upon the firm in question a conduct of affairs which it would
not adopt if it were financially stronger. The urgent need for cash in order to
meet payments due does not affect its cost accounting, but its appraisal of
ready cash as compared with cash that can only be received at a later day. It
may impel the firm to sell inventories at an inappropriate moment and to use
its durable production equipment in a way that unduly neglects its conserva-
tion for later use.

It is immaterial for the problems of cost accounting whether a firm owns the
capital invested in its enterprise or whether it has borrowed a greater or smaller
part of it and is bound to comply with the terms of a loan contract rigidly fixing
the rate of interest and the dates of maturity for interest and principal. The
costs of production include only the interest on the capital which is still exis-
tent and working in the enterprise. It does not include interest on capital
squandered in the past by bad investment or by inefficiency in the conduct of
current business operations. The task incumbent upon the businessman is al-
ways to use the supply of capital goods now available in the best possible way
for the satisfaction of future needs. In the pursuit of this aim he must not be
misled by past errors and failures the consequences of which cannot be
brushed away. A plant may have been constructed in the past which would not
have been built if one had better forecast the present situation. It is vain to la-
ment this historical fact. The main thing is to find out whether or not the plant
can still render any service and, if this question is answered in the affirmative,
how it can be best utilized. It is certainly sad for the individual entrepreneur
that he did not avoid errors. The losses incurred impair his financial situation.
They do not affect the costs to be taken into account in planning further
action.

It is important to stress this point because it has been distorted in the cur-
rent interpretation and justification of various measures. One does not “re-
duce costs” by alleviating some firms’ and corporations’ burden of debts. A
policy of wiping out debts or the interest due on them totally or in part does
not reduce costs. It transfers wealth from creditors to debtors; it shifts the in-
cidence of losses incurred in the past from one group of people to another
group, e.g., from the owners of common stock to those of preferred stock
and corporate bonds. This argument of cost reduction is often advanced in
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favor of currency devaluation. It is no less fallacious in this case than all the
other arguments brought forward for this purpose.

What are commonly called fixed costs are also costs incurred by the ex-
ploitation of the already available factors of production which are either
rigidly inconvertible or can be adapted for other productive purposes only at
a considerable loss. These factors are of a more durable character than the
other factors of production required. But they are not permanent. They are
used up in the process of production. With each unit of product turned out a
part of the machine’s power to produce is exhausted. The extent of this attri-
tion can be precisely ascertained by technology and can be appraised accord-
ingly in terms of money.

However, it is not only this money equivalent of the machine’s wearing out
which the entrepreneurial calculation has to consider. The businessman is
not merely concerned with the duration of the machine’s technological life.
He must take into account the future state of the market. Although a ma-
chine may still be technologically perfectly utilizable, market conditions
may render it obsolete and worthless. If the demand for its products drops
considerably or disappears altogether or if more efficient methods for sup-
plying the consumers with these products appear, the machine is economi-
cally merely scrap iron. In planning the conduct of his business the entre-
preneur must pay full regard to the anticipated future state of the market.
The amount of “fixed” costs which enter into his calculation depends on his
understanding of future events. It is not to be fixed simply by technological
reasoning.

The technologist may determine the optimum for a production aggre-
gate’s utilization. But this technological optimum may differ from that
which the entrepreneur on the ground of his judgment concerning future
market conditions enters into his economic calculation. Let us assume
that a factory is equipped with machines which can be utilized for a pe-
riod of ten years. Every year 10 per cent of their prime costs is laid aside
for depreciation. In the third year market conditions place a dilemma be-
fore the entrepreneur. He can double his output for the year and sell it
at a price which (apart from covering the increase in variable costs) ex-
ceeds the quota of depreciation for the current year and the present value
of the last depreciation quota. But this doubling of production trebles the
wearing out of the equipment and the surplus proceeds from the sale of
the double quantity of products are not great enough to make good also
for the present value of the depreciation quota of the ninth year. If the
entrepreneur were to consider the annual depreciation quota as a rigid
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element for his calculation, he would have to deem the doubling of produc-
tion as not profitable, as additional proceeds lag behind additional cost. He
would abstain from expanding production beyond the technological opti-
mum. But the entrepreneur calculates in a different way, although in his ac-
countancy he may lay aside the same quota for depreciation every year.
Whether or not the entrepreneur prefers a fraction of the present value of the
ninth year’s depreciation quota to the technological services which the ma-
chines could render him in the ninth year, depends on his opinion concern-
ing the future state of the market.

Public opinion, governments and legislators, and the tax laws look upon a
business outfit as a source of permanent revenue. They believe that the entre-
preneur who makes due allowance for capital maintenance by annual depre-
ciation quotas will always be in a position to reap a reasonable return from the
capital invested in his durable producers’ goods. Real conditions are different.
A production aggregate such as a plant and its equipment is a factor of pro-
duction whose usefulness depends on changing market conditions and the
skill of the entrepreneur in employing it in accordance with the change in
conditions.

There is in the field of economic calculation nothing that is certain in the
sense in which this term is used with regard to technological facts. The essen-
tial elements of economic calculation are speculative anticipations of future
conditions. Commercial usages and customs and commercial laws have es-
tablished definite rules for accountancy and auditing. There is accuracy in the
keeping of books. But they are accurate only with regard to these rules. The
book values do not reflect precisely the real state of affairs. The market value
of an aggregate of durable producers’ goods may differ from the nominal
figures the books show. The proof is that the Stock Exchange appraises them
without any regard to these figures.

Cost accounting is therefore not an arithmetical process which can be
established and examined by an indifferent umpire. It does not operate with
uniquely determined magnitudes which can be found out in an objective
way. Its essential items are the result of an understanding of future condi-
tions, necessarily always colored by the entrepreneur’s opinion about the
future state of the market.

Attempts to establish cost accounts on an “impartial” basis are
doomed to failure. Calculating costs is a mental tool of action, the
purposive design to make the best of the available means for an im-
provement of future conditions. It is necessarily volitional, not fac-
tual. In the hands of an indifferent umpire it changes its character
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entirely. The umpire does not look forward to the future. He looks backward
to the dead past and to rigid rules which are useless for real life and action.
He does not anticipate changes. He is unwittingly guided by the preposses-
sion that the evenly rotating economy is the normal and most desirable state
of human affairs. Profits do not fit into his scheme. He has a confused idea
about a “fair” rate of profit or a “fair” return on capital invested. However,
there are no such things. In the evenly rotating economy there are no profits.
In a changing economy profits are not determined with reference to any set
of rules by which they could be classified as fair or unfair. Profits are never
normal. Where there is normality, i.e., absence of change, no profits can
emerge.

5 Logical Catallactics Versus Mathematical Catallactics

The problems of prices and costs have been treated also with mathematical
methods. There have even been economists who held that the only appropri-
ate method of dealing with economic problems is the mathematical method
and who derided the logical economists as “literary” economists.

If this antagonism between the logical and the mathematical economists
were merely a disagreement concerning the most adequate procedure to be
applied in the study of economics, it would be superfluous to pay attention to
it. The better method would prove its preeminence by bringing about better
results. It may also be that different varieties of procedure are necessary for the
solution of different problems and that for some of them one method is more
useful than the other.

However, this is not a dispute about heuristic questions, but a contro-
versy concerning the foundations of economics. The mathematical method
must be rejected not only on account of its barrenness. It is an entirely vi-
cious method, starting from false assumptions and leading to fallacious in-
ferences. Its syllogisms are not only sterile; they divert the mind from the
study of the real problems and distort the relations between the various
phenomena.

The ideas and procedures of the mathematical economists are not uni-
form. There are three main currents of thought which must be dealt with
separately.

The first variety is represented by the statisticians who aim at discovering
economic laws from the study of economic experience. They aim to transform
economics into a “quantitative” science. Their program is condensed in the
motto of the Econometric Society: Science is measurement.
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The fundamental error implied in this reasoning has been shown
above.7 Experience of economic history is always experience of com-
plex phenomena. It can never convey knowledge of the kind the ex-
perimenter abstracts from a laboratory experiment. Statistics is a
method for the presentation of historical facts concerning prices and
other relevant data of human action. It is not economics and cannot
produce economic theorems and theories. The statistics of prices is
economic history. The insight that, ceteris paribus, an increase in de-
mand must result in an increase in prices is not derived from experi-
ence. Nobody ever was or ever will be in a position to observe a
change in one of the market data ceteris paribus. There is no such
thing as quantitative economics. All economic quantities we know
about are data of economic history. No reasonable man can contend
that the relation between price and supply is in general, or in respect
of certain commodities, constant. We know, on the contrary, that ex-
ternal phenomena affect different people in different ways, that the re-
actions of the same people to the same external events vary, and that
it is not possible to assign individuals to classes of men reacting in the
same way. This insight is a product of our aprioristic theory. It is true
the empiricists reject this theory; they pretend that they aim to learn
only from historical experience. However, they contradict their own
principles as soon as they pass beyond the unadulterated recording of
individual single prices and begin to construct series and to compute
averages. A datum of experience and a statistical fact is only a price
paid at a definite time and a definite place for a definite quantity of
a certain commodity. The arrangement of various price data in groups
and the computation of averages are guided by theoretical deliberations
which are logically and temporally antecedent. The extent to which
certain attending features and circumstantial contingencies of the price
data concerned are taken or not taken into consideration depends on
theoretical reasoning of the same kind. Nobody is so bold as to main-
tain that a rise of a per cent in the supply of any commodity must
always—in every country and at any time—result in a fall of b per
cent in its price. But as no quantitative economist ever ventured to
define precisely on the ground of statistical experience the special con-
ditions producing a definite deviation from the ratio a :b, the futility of
his endeavors is manifest. Moreover, money is not a standard for the
measurement of prices; it is a medium whose exchange ratio varies in
the same way, although as a rule not with the same speed and to
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the same extent, in which the mutual exchange ratios of the vendible com-
modities and services vary.

There is hardly any need to dwell longer upon the exposure of the claims of
quantitative economics. In spite of all the high-sounding pronouncements of
its advocates, nothing has been done for the realization of its program. The
late Henry Schultz devoted his research to the measurement of elasticities of
demand for various commodities. Professor Paul H. Douglas has praised the
outcome of Schultz’s studies as “a work as necessary to help make economics
a more or less exact science as was the determination of atomic weights for the
development of chemistry.” 8 The truth is that Schultz never embarked upon
a determination of the elasticity of demand for any commodity as such; the
data he relied upon were limited to certain geographical areas and historical
periods. His results for a definite commodity, for instance potatoes, do not
refer to potatoes in general, but to potatoes in the United States in the years
from 1875 to 1929.9 They are, at best, rather questionable and unsatisfactory
contributions to various chapters of economic history. They are certainly not
steps toward the realization of the confused and contradictory program of
quantitative economics. It must be emphasized that the two other varieties of
mathematical economics are fully aware of the futility of quantitative eco-
nomics. For they have never ventured to make any magnitudes as found by the
econometricians enter into their formulas and equations and thus to adapt
them for the solution of particular problems. There is in the field of human
action no means for dealing with future events other than that provided by
understanding.

The second field treated by mathematical economists is that of the rela-
tion of prices and costs. In dealing with these problems the mathematical
economists disregard the operation of the market process and moreover pre-
tend to abstract from the use of money inherent in all economic calcula-
tions. However, as they speak of prices and costs in general and confront
prices and costs, they tacitly imply the existence and the use of money.
Prices are always money prices, and costs cannot be taken into account in
economic calculation if not expressed in terms of money. If one does not
resort to terms of money, costs are expressed in complex quantities of di-
verse goods and services to be expended for the procurement of a product.
On the other hand prices—if this term is applicable at all to exchange ra-
tios determined by barter—are the enumeration of quantities of various
goods against which the “seller” can exchange a definite supply. The goods
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which are referred to in such “prices” are not the same to which the “costs”
refer. A comparison of such prices in kind and costs in kind is not feasible.
That the seller values the goods he gives away less than those he receives in
exchange for them, that the seller and the buyer disagree with regard to the
subjective valuation of the two goods exchanged, and that an entrepreneur
embarks upon a project only if he expects to receive for the product goods
that he values higher than those expended in their production, all this we
know already on the ground of praxeological comprehension. It is this apri-
oristic knowledge that enables us to anticipate the conduct of an entrepre-
neur who is in a position to resort to economic calculation. But the math-
ematical economist deludes himself when he pretends to treat these
problems in a more general way by omitting any reference to terms of
money. It is vain to investigate instances of nonperfect divisibility of factors
of production without reference to economic calculation in terms of
money. Such a scrutiny can never go beyond the knowledge already avail-
able; namely that every entrepreneur is intent upon producing those ar-
ticles the sale of which will bring him proceeds that he values higher than
the total complex of goods expended in their production. But if there is no
indirect exchange and if no medium of exchange is in common use, he can
succeed, provided he has correctly anticipated the future state of the mar-
ket, only if he is endowed with a superhuman intellect. He would have to
take in at a glance all exchange ratios determined at the market in such a
way as to assign in his deliberations precisely the place due to every good
according to these ratios.

It cannot be denied that all investigations concerning the relation of prices
and costs presuppose both the use of money and the market process. But the
mathematical economists shut their eyes to this obvious fact. They formulate
equations and draw curves which are supposed to describe reality. In fact they
describe only a hypothetical and unrealizable state of affairs, in no way simi-
lar to the catallactic problems in question. They substitute algebraic symbols
for the determinate terms of money as used in economic calculation and be-
lieve that this procedure renders their reasoning more scientific. They strongly
impress the gullible layman. In fact they only confuse and muddle things
which are satisfactorily dealt with in textbooks of commercial arithmetic and 
accountancy.

Some of these mathematicians have gone so far as to declare that economic
calculation could be established on the basis of units of utility. They call their
methods utility analysis. Their error is shared by the third variety of mathe-
matical economics.

The characteristic mark of this third group is that they are openly
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and consciously intent upon solving catallactic problems without any refer-
ence to the market process. Their ideal is to construct an economic theory ac-
cording to the pattern of mechanics. They again and again resort to analogies
with classical mechanics which in their opinion is the unique and absolute
model of scientific inquiry. There is no need to explain again why this anal-
ogy is superficial and misleading and in what respects purposive human action
radically differs from motion, the subject matter of mechanics. It is enough to
stress one point, viz., the practical significance of the differential equations in
both fields.

The deliberations which result in the formulation of an equation are
necessarily of a nonmathematical character. The formulation of the equa-
tion is the consummation of our knowledge; it does not directly enlarge our
knowledge. Yet, in mechanics the equation can render very important prac-
tical services. As there exist constant relations between various mechanical
elements and as these relations can be ascertained by experiments, it be-
comes possible to use equations for the solution of definite technological
problems. Our modern industrial civilization is mainly an accomplishment
of this utilization of the differential equations of physics. No such constant
relations exist, however, between economic elements. The equations for-
mulated by mathematical economics remain a useless piece of mental gym-
nastics and would remain so even if they were to express much more than
they really do.

A sound economic deliberation must never forget these two fundamental
principles of the theory of value: First, valuing that results in action always
means preferring and setting aside; it never means equivalence or indiffer-
ence. Second, there is no means of comparing the valuations of different in-
dividuals or the valuations of the same individuals at different instants other
than by establishing whether or not they arrange the alternatives in question
in the same order of preference.

In the imaginary construction of the evenly rotating economy all factors of
production are employed in such a way that each of them renders the most
valuable service. No thinkable and possible change could improve the state
of satisfaction; no factor is employed for the satisfaction of a need a if this
employment prevents the satisfaction of a need b that is considered more
valuable than the satisfaction of a. It is, of course, possible to describe this
imaginary state of the allocation of resources in differential equations and to
visualize it graphically in curves. But such devices do not assert anything
about the market process. They merely mark out an imaginary situation in
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which the market process would cease to operate. The mathematical econo-
mists disregard the whole theoretical elucidation of the market process and
evasively amuse themselves with an auxiliary notion employed in its context
and devoid of any sense when used outside of this context.

In physics we are faced with changes occurring in various sense phenom-
ena. We discover a regularity in the sequence of these changes and these ob-
servations lead us to the construction of a science of physics. We know noth-
ing about the ultimate forces actuating these changes. They are for the
searching mind ultimately given and defy any further analysis. What we know
from observation is the regular concatenation of various observable entities
and attributes. It is this mutual interdependence of data that the physicist de-
scribes in differential equations.

In praxeology the first fact we know is that men are purposively intent upon
bringing about some changes. It is this knowledge that integrates the subject
matter of praxeology and differentiates it from the subject matter of the natu-
ral sciences. We know the forces behind the changes, and this aprioristic
knowledge leads us to a cognition of the praxeological processes. The physi-
cist does not know what electricity “is.” He knows only phenomena attributed
to something called electricity. But the economist knows what actuates the
market process. It is only thanks to this knowledge that he is in a position to
distinguish market phenomena from other phenomena and to describe the
market process.

Now, the mathematical economist does not contribute anything to the elu-
cidation of the market process. He merely describes an auxiliary makeshift
employed by the logical economists as a limiting notion, the definition of a
state of affairs in which there is no longer any action and the market process
has come to a standstill. That is all he can say. What the logical economist sets
forth in words when defining the imaginary constructions of the final state of
rest and the evenly rotating economy and what the mathematical economist
himself must describe in words before he embarks upon his mathematical
work, is translated into algebraic symbols. A superficial analogy is spun out too
long, that is all.

Both the logical and the mathematical economists assert that human
action ultimately aims at the establishment of such a state of equilib-
rium and would reach it if all further changes in data were to cease.
But the logical economist knows much more than that. He shows
how the activities of enterprising men, the promoters and speculators,
eager to profit from discrepancies in the price structure, tend toward
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eradicating such discrepancies and thereby also toward blotting out the
sources of entrepreneurial profit and loss. He shows how this process would
finally result in the establishment of the evenly rotating economy. This is
the task of economic theory. The mathematical description of various
states of equilibrium is mere play. The problem is the analysis of the mar-
ket process.

A comparison of both methods of economic analysis makes us understand
the meaning of the often raised request to enlarge the scope of economic sci-
ence by the construction of a dynamic theory instead of the mere occupation
with static problems. With regard to logical economics this postulate is devoid
of any sense. Logical economics is essentially a theory of processes and
changes. It resorts to the imaginary constructions of changelessness merely for
the elucidation of the phenomena of change. But it is different with mathe-
matical economics. Its equations and formulas are limited to the description
of states of equilibrium and nonacting. It cannot assert anything with regard
to the formation of such states and their transformation into other states as
long as it remains in the realm of mathematical procedures. As against math-
ematical economics the request for a dynamic theory is well substantiated. But
there is no means for mathematical economics to comply with this request.
The problems of process analysis, i.e., the only economic problems that mat-
ter, defy any mathematical approach. The introduction of time parameters
into the equations is no solution. It does not even indicate the essential short-
comings of the mathematical method. The statements that every change in-
volves time and that change is always in the temporal sequence are merely a
way of expressing the fact that as far as there is rigidity and unchangeability
there is no time. The main deficiency of mathematical economics is not the
fact that it ignores the temporal sequence, but that it ignores the operation of
the market process.

The mathematical method is at a loss to show how from a state of non-
equilibrium those actions spring up which tend toward the establishment
of equilibrium. It is, of course, possible to indicate the mathematical opera-
tions required for the transformation of the mathematical description of a
definite state of nonequilibrium into the mathematical description of the
state of equilibrium. But these mathematical operations by no means de-
scribe the market process actuated by the discrepancies in the price struc-
ture. The differential equations of mechanics are supposed to describe pre-
cisely the motions concerned at any instant of the time traveled through. The
economic equations have no reference whatever to conditions as they really
are in each instant of the time interval between the state of nonequilib-
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rium and that of equilibrium. Only those entirely blinded by the preposses-
sion that economics must be a pale replica of mechanics will underrate the
weight of this objection. A very imperfect and superficial metaphor is not a
substitute for the services rendered by logical economics.

In every chapter of catallactics the devastating consequences of the math-
ematical treatment of economics can be tested. It is enough to refer to two
instances only. One is provided by the so-called equation of exchange, the
mathematical economists’ futile and misleading attempt to deal with
changes in the purchasing power of money.10 The second can be best ex-
pressed in referring to Professor Schumpeter’s dictum according to which
consumers in evaluating consumers’ goods “ipso facto [(Latin) by that very
fact] also evaluate the means of production which enter into the production
of these goods.” 11 It is hardly possible to construe the market process in a
more erroneous way.

Economics is not about goods and services, it is about the actions of living
men. Its goal is not to dwell upon imaginary constructions such as equilib-
rium. These constructions are only tools of reasoning. The sole task of eco-
nomics is analysis of the actions of men, is the analysis of processes.

6 Monopoly Prices

Competitive prices are the outcome of a complete adjustment of the sellers to
the demand of the consumers. Under the competitive price the whole supply
available is sold, and the specific factors of production are employed to the ex-
tent permitted by the prices of the nonspecific complementary factors. No
part of a supply available is permanently withheld from the market, and the
marginal unit of specific factors of production employed does not yield any net
proceed. The whole economic process is conducted for the benefit of the con-
sumers. There is no conflict between the interests of the buyers and those of
the sellers, between the interests of the producers and those of the consumers.
The owners of the various commodities are not in a position to divert con-
sumption and production from the lines enjoined by the valuations of the con-
sumers, the state of supply of goods and services of all orders and the state of
technological knowledge.

Every single seller would see his own proceeds increased if a fall
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in the supply at the disposal of his competitors were to increase the price at
which he himself could sell his own supply. But on a competitive market he
is not in a position to bring about this outcome. Except for a privilege derived
from government interference with business he must submit to the state of the
market as it is.

The entrepreneur in his entrepreneurial capacity is always subject to the
full supremacy of the consumers. It is different with the owners of vendible
goods and factors of production and, of course, with the entrepreneurs in
their capacity as owners of such goods and factors. Under certain condi-
tions they fare better by restricting supply and selling it at a higher price
per unit. The prices thus determined, the monopoly prices, are an in-
fringement of the supremacy of the consumers and the democracy of the
market.

The special conditions and circumstances required for the emergence of
monopoly prices and their catallactic features are:

1. There must prevail a monopoly of supply. The whole supply of the mo-
nopolized commodity is controlled by a single seller or a group of sell-
ers acting in concert. The monopolist—whether one individual or a
group of individuals—is in a position to restrict the supply offered for
sale or employed for production in order to raise the price per unit sold
and need not fear that his plan will be frustrated by interference on the
part of other sellers of the same commodity.

2. Either the monopolist is not in a position to discriminate among the
buyers or he voluntarily abstains from such discrimination.12

3. The reaction of the buying public to the rise in prices beyond the
potential competitive price, the fall in demand, is not such as to ren-
der the proceeds resulting from total sales at any price exceeding the
competitive price smaller than total proceeds resulting from total
sales at the competitive price. Hence it is superfluous to enter into
sophisticated disquisitions concerning what must be considered the
mark of the sameness of an article. It is not necessary to raise the
question whether all neckties are to be called specimens of the same

article or whether one should distinguish them with regard to fabric,
color, and pattern. An academic delimitation of various articles is
useless. The only point that counts is the way in which the buyers
react to the rise in prices. For the theory of monopoly prices it is ir-
relevant to observe that every necktie manufacturer turns out differ-
ent articles and to call each of them a monopolist. Catallactics does
not deal with monopoly as such but with monopoly prices. A seller
of neckties which are different from those offered for sale by other
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people could attain monopoly prices only if the buyers did not react to
any rise in prices in such a way as to make such a rise disadvantageous
for him.

Monopoly is a prerequisite for the emergence of monopoly prices
but it is not the only prerequisite. There is a further condition re-
quired, namely a certain shape of the demand curve. The mere exis-
tence of monopoly does not mean anything in this regard. The pub-
lisher of a copyright book is a monopolist. But he may not be able to
sell a single copy, no matter how low the price he asks. Not every
price at which a monopolist sells a monopolized commodity is a mo-
nopoly price. Monopoly prices are only prices at which it is more ad-
vantageous for the monopolist to restrict the total amount to be sold
than to expand his sales to the limit which a competitive market
would allow. They are the outcome of a deliberate design tending
toward a restriction of trade.

4. It is a fundamental mistake to assume that there is a third category of
prices which are neither monopoly prices nor competitive prices. If we
disregard the problem of price discrimination to be dealt with later, a
definite price is either a competitive price or a monopoly price. The as-
sertions to the contrary are due to the erroneous belief that competition
is not free or perfect unless everybody is in a position to present himself
as a seller of a definite commodity.

The available supply of every commodity is limited. If it were not
scarce with regard to the demand of the public, the thing in question
would not be considered an economic good, and no price would be paid
for it. It is therefore misleading to apply the concept of monopoly in such
a way as to make it cover the entire field of economic goods. Mere limi-
tation of supply is the source of economic value and of all prices paid; as
such it is not yet sufficient to generate monopoly prices.13

The term monopolistic or imperfect competition is applied today
to cases in which there are some differences in the products of dif-
ferent producers and sellers. This means that almost all consumers’
goods are included in the class of monopolized goods. However, the
only question relevant in the study of the determination of prices is
whether these differences can be used by the seller for a scheme of
deliberate restriction of supply for the sake of increasing his total net
proceeds. Only if this is possible and put into effect, can monopoly
prices emerge as differentiated from competitive prices. It may be
true that every seller has a clientele which prefers his brand to those
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of his competitors and would not stop buying it even if the
price were higher. But the problem for the seller is whether the
number of such people is great enough to overcompensate the re-
duction of total sales which the abstention from buying on the part
of other people would bring about. Only if this is the case, can he
consider the substitution of monopoly prices for competitive prices
advantageous.

Considerable confusion stems from a misinterpretation of the term
control of supply. Every producer of every product has his share in con-
trolling the supply of the commodities offered for sale. If he had pro-
duced more a, he would have increased supply and brought about a
tendency toward a lower price. But the question is why he did not pro-
duce more of a. Was he in restricting his production of a to the amount
of p intent upon complying to the best of his abilities with the wishes of
the consumers? Or was he intent upon defying the orders of the con-
sumers for his own advantage? In the first case he did not produce more
of a, because increasing the quantity of a beyond p would have with-
drawn scarce factors of production from other branches in which they
would have been employed for the satisfaction of more urgent needs of
the consumers. He does not produce p � r, but merely p, because such
an increase would have rendered his business unprofitable or less
profitable, while there are still other more profitable employments
available for capital investment. In the second case he did not produce
r, because it was more advantageous for him to leave a part of the avail-
able supply of a monopolized specific factor of production m unused. If
m were not monopolized by him, it would have been impossible for
him to expect any advantage from restricting his production of a. His
competitors would have filled the gap and he would not have been in a
position to ask higher prices.

In dealing with monopoly prices we must always search for the mo-
nopolized factor m. If no such factor is in the case, no monopoly prices
can emerge. The first requirement for monopoly prices is the existence
of a monopolized good. If no quantity of such a good m is withheld,
there is no opportunity for an entrepreneur to substitute monopoly
prices for competitive prices.

Entrepreneurial profit has nothing at all to do with monopoly. If an
entrepreneur is in a position to sell at monopoly prices, he owes this ad-
vantage to his monopoly with regard to a monopolized factor m. He
earns the specific monopoly gain from his ownership of m, not from his
specific entrepreneurial activities.

Let us assume that an accident cuts a city’s electrical supply for
several days and forces the residents to resort to candlelight only.
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The price of candles rises to s; at this price the whole supply available is
sold out. The stores selling candles reap a high profit in selling their
whole supply at s. But it could happen that the storekeepers combine in
order to withhold a part of their stock from the market and to sell the
rest at a price s � t. While s would have been the competitive price,
s � t is a monopoly price. The surplus earned by the storekeepers at the
price s � t over the proceeds they would have earned when selling at
s only is their specific monopoly gain.

It is immaterial in what way the storekeepers bring about the restric-
tion of the supply offered for sale. The physical destruction of a part of
the supply available is the classical case of monopolistic action. Only a
short time ago it was practiced by the Brazilian government in burning
large quantities of coffee. But the same effect can be attained by leav-
ing a part of the supply unused.

While profits are incompatible with the imaginary construction of
the evenly rotating economy, monopoly prices and specific monopoly
gains are not.

5. If the available quantities of the good m are owned not by just one man,
firm, corporation, or institution but by several owners who want to co-
operate in the substitution of a monopoly price for the competitive price,
an agreement among them (commonly called a cartel and branded in
the American antitrust legislation as a conspiracy) is required to assign to
each party the amount of m it is allowed to sell, viz., at the monopoly
price. The essential part of any cartel agreement is the assignment of
definite quotas to the partners. The art of cartel-making consists in skill
in bringing about an agreement about the quotas. A cartel collapses as
soon as the members are no longer prepared to cling to a quota agree-
ment. Mere talk among the owners of m about the desirability of higher
prices is of no avail.

As a rule the state of affairs that makes the emergence of monopoly
prices possible is brought about by government policies, e.g., customs
barriers. If the owners of m do not take advantage of the opportunity 
to combine for the achievement of monopoly prices offered to them,
governments frequently take upon themselves the organization of 
what the American law calls “restraint of trade.” The police power
forces the owners of m—mostly land and mining and fishing facili-
ties—to restrict output. The most eminent examples of this method 
are provided on the national level by the American farm policy and 
on the international level by the treaties euphemistically styled 
Intergovernmental Commodity Control Agreements. There has devel-
oped a new semantics to describe this branch of government interfer-
ence with business. The restriction of output, and consequently of the
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consumption involved, is called “avoidance of surpluses” and the effect
aimed at, a higher price for the unit sold, is called “stabilization.” It is
obvious that these quantities of m did not appear as “surpluses” in the
eyes of those who would have consumed them. It is also obvious that
these people would have preferred a lower price to the “stabilization”
of a higher price.

6. The concept of competition does not include the requirement that
there should be a multitude of competing units. Competing is always
the competition of one man or firm against another man or firm, no
matter how many others are striving after the same prize. Competition
among the few is not a kind of competition praxeologically different
from competition among the many. Nobody ever maintained that the
competition for elective office is under a two-party system less compet-
itive than under a system of many parties. The number of competitors
plays a role in the analysis of monopoly prices only as far as it is one of
the factors upon which the success of the endeavors to unite competi-
tors into a cartel depends.

7. If it is possible for the seller to increase his net proceeds by restricting
sales and increasing the price of the units sold, there are usually several
monopoly prices that satisfy this condition. As a rule one of these mo-
nopoly prices yields the highest net proceeds. But it may also happen
that various monopoly prices are equally advantageous to the monopo-
list. We may call this monopoly price or these monopoly prices most ad-
vantageous to the monopolist the optimum monopoly price or the op-
timum monopoly prices.

8. The monopolist does not know beforehand in what way the consumers
will react to a rise in prices. He must resort to trial and error in his en-
deavors to find out whether the monopolized good can be sold to his
advantage at any price exceeding the competitive price and, if this is so,
which of various possible monopoly prices is the optimum monopoly
price or one of the optimum monopoly prices. This is in practice much
more difficult than the economist assumes when, in drawing demand
curves, he ascribes perfect foresight to the monopolist. We must there-
fore list as a special condition required for the appearance of monopoly
prices the monopolist’s ability to discover such prices.

9. A special case is provided by the incomplete monopoly. The greater
part of the total supply available is owned by the monopolist; the
rest is owned by one or several men who are not prepared to coop-
erate with the monopolist in a scheme for restricting sales and
bringing about monopoly prices. However, the reluctance of these
outsiders does not prevent the establishment of monopoly prices if
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the portion p1 controlled by the monopolist is large enough when com-
pared with the sum of the outsiders’ portions p2. Let us assume that the
whole supply (p � p1 � p2) can be sold at the price c per unit and a sup-
ply of p � z at the monopoly price d. If d (p1 � z) is higher than c p1, it is
to the advantage of the monopolist to embark upon a monopolistic re-
striction of his sales, no matter what the conduct of the outsiders may be.
They may go on selling at the price c or they may raise their prices up to
the maximum of d. The only point that counts is that the outsiders are
not willing to put up with a reduction in the quantity which they them-
selves are selling. The whole reduction required must be borne by the
owner of p1. This influences his plans and will as a rule result in the emer-
gence of a monopoly price which is different from that which would have
been established under complete monopoly.14

10. Duopoly and oligopoly are not special varieties of monopoly prices, but
merely a variety of the methods applied for the establishment of a mo-
nopoly price. Two or several men own the whole supply. They all are pre-
pared to sell at monopoly prices and to restrict their total sales accord-
ingly. But for some reason they do not want to act in concert. Each of
them goes his own way without any formal or tacit agreement with his
competitors. But each of them knows also that his rivals are intent upon
a monopolistic restriction of their sales in order to reap higher prices per
unit and specific monopoly gains. Each of them watches carefully the
conduct of his rivals and tries to adjust his own plans to their actions. A
succession of moves and countermoves, a mutual outwitting results, the
outcome of which depends on the personal cunning of the adverse par-
ties. The duopolists and oligopolists have two objectives in mind: to find
out the monopoly price most advantageous to the sellers on the one hand
and to shift as much as possible of the burden of restricting the amount
of sales to their rivals. Precisely because they do not agree with regard to
the quotas of the reduced amount of sales to be allotted to each party, they
do not act in concert as the members of a cartel do.

One must not confuse duopoly and oligopoly with the incomplete
monopoly or with competition aiming at the establishment of monop-
oly. In the case of incomplete monopoly only the monopolistic group
is prepared to restrict its sales in order to make a monopoly price pre-
vail; the other sellers decline to restrict their sales. But duopolists and
oligopolists are ready to withhold a part of their supply from the mar-
ket. In the case of price slashing one group A plans to attain full
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monopoly or incomplete monopoly by forcing all or most of its com-
petitors, the B’s, to go out of business. It cuts prices to a level which
makes selling ruinous to its more vulnerable competitors. A may also in-
cur losses by selling at this low rate; but it is in a position to undergo
such losses for a longer time than the others and it is confident that it
will make good for them later by ample monopoly gains. This process
has nothing to do with monopoly prices. It is a scheme for the attain-
ment of a monopoly position.

One may wonder whether duopoly and oligopoly are of practical
significance. As a rule the parties concerned will come to at least a
tacit understanding concerning their quotas of the reduced amount
of sales.

11. The monopolized good by whose partial withholding from the market
the monopoly prices are made to prevail can be either a good of the low-
est order or a good of a higher order, a factor of production. It may con-
sist in the control of the technological knowledge required for produc-
tion, the “recipe.” Such recipes are as a rule free goods as their ability to
produce definite effects is unlimited. They can become economic
goods only if they are monopolized and their use is restricted. Any price
paid for the services rendered by a recipe is always a monopoly price. It
is immaterial whether the restriction of a recipe’s use is made possible
by institutional conditions—such as patents and copyright laws—or by
the fact that a formula is kept secret and other people fail to guess it.

The complementary factor of production the monopolization of
which can result in the establishment of monopoly prices may also
consist in a man’s opportunity to make his cooperation in the pro-
duction of a good known to consumers who attribute to this coopera-
tion a special significance. This opportunity may be given either by
the nature of the commodities or services in question or by institu-
tional provisions such as protection of trademarks. The reasons why
the consumers value the contribution of a man or a firm so highly
are manifold. They may be special confidence placed on the individ-
ual or firm concerned on account of previous experience; 15 merely
baseless prejudice or error; snobbishness; magic or metaphysical pre-
possessions whose groundlessness is ridiculed by more reasonable
people. A drug marked by a trademark may not differ in its chemical
structure and its physiological efficacy from other compounds not
marked with the same label. However, if the buyers attach a special
significance to this label and are ready to pay higher prices for the
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product marked with it, the seller can, provided the configuration of de-
mand is propitious, reap monopoly prices.

The monopoly which enables the monopolist to restrict the amount
offered without counteraction on the part of other people can consist in
the greater productivity of a factor which he has at his disposal as against
the lower productivity of the corresponding factor at the disposal of his
potential competitors. If the margin between the higher productivity of
his supply of the monopolized factor and that of his potential competi-
tors is broad enough for the emergence of a monopoly price, a situation
results which we may call margin monopoly.16

Let us illustrate margin monopoly by referring to its most frequent in-
stance in present-day conditions, the power of a protective tariff to gener-
ate a monopoly price under special circumstances. Atlantis puts a tariff t

on the importation of each unit of the commodity p, the world market
price of which is s. If domestic consumption of p in Atlantis at the price
s � t is a and domestic production of p is b, b being smaller than a, then
the costs of the marginal dealer are s � t. The domestic plants are in a po-
sition to sell their total output at the price s � t. The tariff is effective and
offers to domestic business the incentive to expand the production of p

from b to a quantity slightly smaller than a. But if b is greater than a,
things are different. If we assume that b is so large that even at the price s

domestic consumption lags behind it and the surplus must be exported
and sold abroad, the imposition of a tariff does not affect the price of p.
Both the domestic and the world market price of p remain unchanged.
However the tariff, in discriminating between domestic and foreign pro-
duction of p, accords to the domestic plants a privilege which can be
used for a monopolistic combine, provided certain further conditions
are present. If it is possible to find within the margin between s � t and s

a monopoly price, it becomes lucrative for the domestic enterprises to
form a cartel. The cartel sells in the home market of Atlantis at a mo-
nopoly price and disposes of the surplus abroad at the world market
price. Of course, as the quantity of p offered at the world market increases
as a consequence of the restriction of the quantity sold in Atlantis, the
world market price drops from s to s1. It is therefore a further requirement
for the emergence of the domestic monopoly price that the total restric-
tion in proceeds resulting from this fall in the world market price is not
so great as to absorb the whole monopoly gain of the domestic cartel.
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In the long run such a national cartel cannot preserve its monopolis-
tic position if entrance into its branch of production is free to newcom-
ers. The monopolized factor the services of which the cartel restricts (as
far as the domestic market is concerned) for the sake of monopoly prices
is a geographical condition which can easily be duplicated by every new
investor who establishes a new plant within the borders of Atlantis. Un-
der modern industrial conditions, the characteristic feature of which is
steady technological progress, the latest plant will as a rule be more
efficient than the older plants and produce at lower average costs. The
incentive to prospective newcomers is therefore twofold. It consists not
only in the monopoly gain of the cartel members, but also in the possi-
bility of outstripping them by lower costs of production.

Here again institutions come to the aid of the old firms that form the
cartel. The patents give them a legal monopoly which nobody may in-
fringe. Of course, only some of their production processes may be pro-
tected by patents. But a competitor who is prevented from resorting to
these processes and to the production of the articles concerned may be
handicapped in such a serious way that he cannot consider entrance
into the field of the cartelized industry.

The owner of a patent enjoys a legal monopoly which, other condi-
tions being propitious, can be used for the attainment of monopoly
prices. Beyond the field covered by the patent itself a patent may render
auxiliary services in the establishment and preservation of margin mo-
nopoly where the primary institutional conditions for the emergence of
such a monopoly prevail.

We may assume that some world cartels would exist even in the ab-
sence of any government interference which provides for other com-
modities the indispensable conditions required for the construction of
a monopolistic combine. There are some commodities, e.g., diamonds
and mercury, the supply of which is by nature limited to a few sources.
The owners of these resources can easily be united for concerted action.
But such cartels would play only a minor role in the setting of world
production. Their economic significance would be rather small. The
important place that cartels occupy in our time is an outcome of the in-
terventionist policies adopted by the governments of all countries. The
monopoly problem mankind has to face today is not an outgrowth of the
operation of the market economy. It is a product of purposive action on
the part of governments. It is not one of the evils inherent in capitalism
as the demagogues trumpet. It is, on the contrary, the fruit of policies
hostile to capitalism and intent upon sabotaging and destroying its
operation.

The classical country of the cartels was Germany. In the last dec-
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ades of the nineteenth century the German Reich embarked upon a vast
scheme of Sozialpolitik [(German) social politics]. The idea was to raise
the income and the standard of living of the wage earners by various
measures of what is called prolabor legislation, by the much glorified
Bismarck scheme of social security, and by labor-union pressure and
compulsion for the attainment of higher wage rates. The advocates of
this policy defied the warnings of the economists. There is no such thing
as economic law, they announced.

In stark reality the Sozialpolitik raised costs of production within Ger-
many. Every progress of the alleged prolabor legislation and every suc-
cessful strike disarranged industrial conditions to the disadvantage of
the German enterprises. It made it harder for them to outdo foreign
competitors for whom the domestic events of Germany did not raise
costs of production. If the Germans had been in a position to renounce
the export of manufactures and to produce only for the domestic mar-
ket, the tariff could have sheltered the German plants against the in-
tensified competition of foreign business. They would have been in a
position to sell at higher prices. What the wage earner would have
profited from the achievements of the legislature and the unions, would
have been absorbed by the higher prices he would have had to pay for
the articles he bought. Real wage rates would have risen only to the ex-
tent the entrepreneurs could improve technological procedures and
thereby increase the productivity of labor. The tariff would have ren-
dered the Sozialpolitik harmless.

But Germany is, and was already at the time Bismarck inaugurated his
prolabor policy, a predominantly industrial country. Its plants exported
a considerable part of their total output. These exports enabled the Ger-
mans to import the foodstuffs and raw materials they could not grow in
their own country, comparatively overpopulated and poorly endowed
with natural resources as it was. This situation could not be remedied
simply by a protective tariff. Only cartels could free Germany from the
catastrophic consequences of its “progressive” prolabor policies. The
cartels charged monopoly prices at home and sold abroad at cheaper
prices. The cartels are the necessary accompaniment and upshot of a
“progressive” labor policy as far as it affects industries dependent for
their sales on foreign markets. The cartels do not, of course, safeguard
for the wage earners the illusory social gains which the labor politicians
and the union leaders promise them. There is no means of raising wage
rates for all those eager to earn wages above the height determined by
the productivity of each kind of labor. What the cartels achieved was
merely to counterbalance the apparent gains in nominal wage rates by
corresponding increases in domestic commodity prices. But the most
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disastrous effect of minimum wage rates, permanent mass unemploy-
ment, was at first avoided.

With all industries which cannot content themselves with the do-
mestic market and are intent upon selling a part of their output abroad
the function of the tariff, in this age of government interference with
business, is to enable the establishment of domestic monopoly prices.
Whatever the purpose and the effects of tariffs may have been in the
past, as soon as an exporting country embarks upon measures designed
to increase the revenues of the wage earners or the farmers above the
potential market rates, it must foster schemes which result in domestic
monopoly prices for the commodities concerned. A national govern-
ment’s might is limited to the territory subject to its sovereignty. It has
the power to raise domestic costs of production. It does not have the
power to force foreigners to pay correspondingly higher prices for the
products. If exports are not to be discontinued, they must be subsidized.
The subsidy can be paid openly by the treasury or its burden can be
imposed upon the consumers by the cartel’s monopoly prices.

The advocates of government interference with business ascribe to
the “State” the power to benefit certain groups within the framework
of the market by a mere fiat. In fact this power is the government’s
power to foster monopolistic combines. The monopoly gains are the
funds out of which the “social gains” are financed. As far as these mo-
nopoly gains do not suffice, the various measures of interventionism
immediately paralyze the operation of the market; mass unemploy-
ment, depression, and capital consumption appear. This explains the
eagerness of all contemporary governments to foster monopoly in all
those sectors of the market which are in some way or other connected
with export trade.

If a government does not or cannot succeed in attaining its monopo-
listic aims indirectly, it resorts to other means. In the field of coal and
potash the Imperial Government of Germany fostered compulsory car-
tels. The American New Deal was prevented by the opposition of busi-
ness from organizing the nation’s great industries on an obligatory car-
tel basis. It fared better in some vital branches of farming with measures
designed to restrict output for the sake of monopoly prices. A long series
of agreements concluded between the world’s most prominent govern-
ments aimed at the establishment of world-market monopoly prices for
various raw materials and foodstuffs.17 It is the avowed purpose of the
United Nations to continue these plans.
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12. It is necessary to view this promonopoly policy of the contemporary
governments as a uniform phenomenon in order to discern the reasons
which motivated it. From the catallactic point of view these monopolies
are not uniform. The contractual cartels into which entrepreneurs en-
ter in taking advantage of the incentive offered by protective tariffs are
instances of margin monopoly. Where the government directly fosters
monopoly prices we are faced with instances of license monopoly. The
factor of production by the restriction of the use of which the monopoly
price is brought about is the license 18 which the laws make a requisite
for supplying the consumers.

Such licenses may be granted in different ways:
(a) An unlimited license is granted to practically every applicant.

This amounts to a state of affairs under which no license at all is
required.

(b) Licenses are granted only to selected applicants. Competition
is restricted. However, monopoly prices can emerge only if 
the licensees act in concert and the configuration of demand is
propitious.

(c) There is only one licensee. The licensee, e.g., the holder of a pat-
ent or a copyright, is a monopolist. If the configuration of the de-
mand is propitious and if the licensee wants to reap monopoly
gains, he can ask monopoly prices.

(d) The licenses granted are limited. They confer upon the licensee
only the right to produce or to sell a definite quantity, in order
to prevent him from disarranging the authority’s scheme. The
authority itself directs the establishment of monopoly prices.

Finally there are the instances in which a government establishes a
monopoly for fiscal purposes. The monopoly gains go to the treasury.
Many European governments have instituted tobacco monopolies.
Others have monopolized salt, matches, telegraph and telephone ser-
vice, broadcasting, and so on. Without exception every country has a
government monopoly of the postal service.

13. Margin monopoly need not always owe its appearance to an institu-
tional factor such as tariffs. It can also be produced by sufficient differ-
ences in the fertility or productivity of some factors of production.

It has already been said that it is a serious blunder to speak of a
land monopoly and to refer to monopoly prices and monopoly gains
in explaining the prices of agricultural products and the rent of land.
As far as history is confronted with instances of monopoly prices for
agricultural products, it was license monopoly fostered by govern-
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ment decree. However, the acknowledgement of these facts does not
mean that differences in the fertility of the soil could never bring about
monopoly prices. If the difference between the fertility of the poorest
soil still tilled and the richest fallow fields available for an expansion of
production were so great as to enable the owners of the already ex-
ploited soil to find an advantageous monopoly price within this margin,
they could consider restricting production by concerted action in order
to reap monopoly prices. But it is a fact that physical conditions in agri-
culture do not comply with these requirements. It is precisely on ac-
count of this fact that farmers longing for monopoly prices do not resort
to spontaneous action but ask for the interference of governments.

In various branches of mining, conditions are often more propitious
for the emergence of monopoly prices based on margin monopoly.

14. It has been asserted again and again that the economies of big-scale
production have generated a tendency toward monopoly prices in the
processing industries. Such a monopoly would be called in our termi-
nology a margin monopoly.

Before entering into a discussion of this topic one must clarify the
role an increase or decrease in the unit’s average cost of production plays
in the considerations of a monopolist searching for the most advanta-
geous monopoly price. We consider a case in which the owner of a mo-
nopolized complementary factor of production, e.g., a patent, at the
same time manufactures the product p. If the average cost of production
of one unit of p, without any regard to the patent, decreases with the in-
crease in the quantity produced, the monopolist must weigh this against
the gains expected from the restriction of output. If, on the other hand,
cost of production per unit decreases with the restriction of total pro-
duction, the incentive to embark upon monopolistic restraint is aug-
mented. It is obvious that the mere fact that big-scale production tends
as a rule to lower average costs of production is in itself not a factor driv-
ing toward the emergence of monopoly prices. It is rather a checking
factor.

What those who blame the economies of big-scale production for
the spread of monopoly prices are trying to say is that the higher
efficiency of big-scale production makes it difficult or even impossible
for small-scale plants to compete successfully. A big-scale plant could,
they believe, resort to monopoly prices with impunity because small
business is not in a position to challenge its monopoly. Now, it is cer-
tainly true that in many branches of the processing industries it would
be foolish to enter the market with the high-cost products of small,
inadequate plants. A modern cotton mill does not need to fear the
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competition of old-fashioned distaffs; its rivals are other more or less ad-
equately equipped mills. But this does not mean that it enjoys the op-
portunity of selling at monopoly prices. There is competition between
big businesses too. If monopoly prices prevail in the sale of the products
of big-size business, the reasons are either patents or monopoly in the
ownership of mines or other sources of raw material or cartels based on
tariffs.

One must not confuse the notions of monopoly and of monopoly
prices. Mere monopoly as such is catallactically of no importance if it
does not result in monopoly prices. Monopoly prices are consequential
only because they are the outcome of a conduct of business defying the
supremacy of the consumers and substituting the private interests of the
monopolist for those of the public. They are the only instance in the op-
eration of a market economy in which the distinction between produc-
tion for profit and production for use could to some extent be made if
one were prepared to disregard the fact that monopoly gains have noth-
ing at all to do with profits proper. They are not a part of what catallac-
tics can call profits; they are an increase in the price earned from the
sale of the services rendered by some factors of production, some of
these factors being physical factors, some of them merely institutional.
If the entrepreneurs and capitalists in the absence of a monopoly price
constellation abstain from expanding production in a certain branch of
industry because the opportunities offered to them in other branches
are more attractive, they do not act in defiance of the wants of the con-
sumers. On the contrary, they follow precisely the line indicated by the
demand as expressed on the market.

The political bias which has obfuscated the discussion of the mo-
nopoly problem has neglected to pay attention to the essential issues
involved. In dealing with every case of monopoly prices one must first
of all raise the question of what obstacles restrain people from chal-
lenging the monopolists. In answering this question one discovers the
role played in the emergence of monopoly prices by institutional fac-
tors. It was nonsense to speak of conspiracy with regard to the deals be-
tween American firms and German cartels. If an American wanted to
manufacture an article protected by a patent owned by Germans, he
was compelled by the American law to come to an arrangement with
German business.

15. A special case is what may be called the failure monopoly.
In the past capitalists invested funds in a plant designed for the

production of the article p. Later events proved the investment a fail-
ure. The prices which can be obtained in selling p are so low that
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the capital invested in the plant’s inconvertible equipment does not
yield a return. It is lost. However, these prices are high enough to yield
a reasonable return for the variable capital to be employed for the cur-
rent production of p. If the irrevocable loss of the capital invested in
the inconvertible equipment is written off on the books and all corre-
sponding alterations are made in the accounts, the reduced capital
working in the conduct of the business is by and large so profitable
that it would be a new mistake to stop production altogether. The
plant works at full capacity producing the quantity q of p and selling
the unit at the price s.

But conditions may be such that it is possible for the enterprise to
reap a monopoly gain by restricting output to q/2 and selling the unit of
q at the price 3 s. Then the capital invested in the inconvertible equip-
ment no longer appears completely lost. It yields a modest return,
namely, the monopoly gain.

This enterprise now sells at monopoly prices and reaps monopoly
gains although the total capital invested yields little when compared
with what the investors would have earned if they had invested in
other lines of business. The enterprise withholds from the market
the services which the unused production capacity of its durable
equipment could render and fares better than it would by produc-
ing at full capacity. It defies the orders of the public. The public
would have been in a better position if the investors had avoided
the mistake of immobilizing a part of their capital in the production
of p. They would, of course, not get any p. But they would instead
obtain those articles which they miss now because the capital re-
quired for their production has been wasted in the construction of
an aggregate for the production of p. However, as things are now af-
ter this irreparable fault has been committed, they want to get more
of p and are ready to pay for it what is now its potential competi-
tive market price, namely, s. They do not approve, as conditions are
now, the action of the enterprise in withholding an amount of vari-
able capital from employment for the production of p. This amount
certainly does not remain unused. It goes into other lines of busi-
ness and produces there something else, namely, m. But as condi-
tions are now, the consumers would prefer an increase of the avail-
able quantity of p to an increase in the available quantity of m. The
proof is that in the absence of a monopolistic restriction of the ca-
pacity for the production of p, as it is under given conditions, the
profitability of a production of the quantity q selling at the price s

would be such that it would pay better than an increase in the
quantity of the article m produced.

There are two distinctive features of this case. First, the monopoly
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prices paid by the buyers are still lower than the total cost of production
of p would be if full account is taken of the whole input of the investors.
Second, the monopoly gains of the firm are so small that they do not
make the total venture appear a good investment. It remains malinvest-
ment. It is precisely this fact that constitutes the monopolistic position
of the firm. No outsider wants to enter its field of entrepreneurial activ-
ity because the production of p results in losses.

Failure monopoly is by no means a merely academic construction. It
is, for instance, actual today in the case of some railroad companies. But
one must guard against the mistake of interpreting every instance of un-
used production capacity as a failure monopoly. Even in the absence of
monopoly it may be more profitable to employ variable capital for other
purposes instead of expanding a firm’s production to the limit fixed by
the capacity of its durable inconvertible equipment; then the output re-
striction complies precisely with the state of the competitive market and
the wishes of the public.

16. Local monopolies are, as a rule, of institutional origin. But there are
also local monopolies which originate out of conditions of the unham-
pered market. Often the institutional monopoly is designed to deal with
a monopoly which came into existence or would be likely to come into
existence without any authoritarian interference with the market.

A catallactic classification of local monopolies must distinguish
three groups: margin monopoly, limited-space monopoly and license
monopoly.

A local margin monopoly is characterized by the fact that the barrier
preventing outsiders from competing on the local market and breaking
the monopoly of the local sellers is the comparative height of transporta-
tion costs. No tariffs are needed to grant limited protection to a firm which
owns all the adjacent natural resources required for the production of
bricks against the competition of far distant tile works. The costs of trans-
portation provide them with a margin in which, the configuration of de-
mand being propitious, an advantageous monopoly price can be found.

So far local margin monopolies do not differ catallactically from
other instances of margin monopoly. What distinguishes them and
makes it necessary to deal with them in a special way is their relation to
the rent of urban land on the one hand and their relation to city devel-
opment on the other.

Let us assume that an area A offering favorable conditions for the
aggregation of an increasing urban population is subject to monop-
oly prices for building materials. Consequently building costs are
higher than they would be in the absence of such a monopoly. But
there is no reason for those weighing the pros and cons of choosing
the location of their homes and their workshops in A to pay higher
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prices for the purchase or the renting of such houses and workshops.
These prices are determined on the one hand by the corresponding
prices in other areas and on the other by the advantages which set-
tling in A offers when compared with settling somewhere else. The
higher expenditure required for construction does not affect these
prices; its incidence falls upon the yield of land. The burden of the
monopoly gains of the sellers of building materials falls on the own-
ers of the urban soil. These gains absorb proceeds which in their ab-
sence would go to these owners. Even in the—not very likely—case
that the demand for houses and workshops is such as to make it pos-
sible for the owners of the land to attain monopoly prices in selling
and leasing, the monopoly prices of the building materials would af-
fect only the proceeds of the landowners, not the prices to be paid by
the buyers or tenants.

The fact that the burden of the monopoly gains reverts to the
price of urban employment of the land does not mean that it does
not check the growth of the city. It postpones the employment of
the peripheral land for the expansion of the urban settlement. The
instant at which it becomes advantageous for the owner of a piece
of suburban land to withdraw it from agricultural or other nonurban
employment and to use it for urban development appears at a
later date.

Now arresting a city’s development is a two-edged action. Its use-
fulness for the monopolist is ambiguous. He cannot know whether
future conditions will be such as to attract more people to A, the only
market for his products. One of the attractions a city offers to new-
comers is its bigness, the multitude of its population. Industry and
commerce tend toward centers. If the monopolist’s action delays the
growth of the urban community, it may direct the stream toward
other places. An opportunity may be missed which never comes
back. Greater proceeds in the future may be sacrificed to compara-
tively small short-run gains.

It is therefore at least questionable whether the owner of a local
margin monopoly in the long run serves his own interests well by
embarking upon selling at monopoly prices. It would often be more
advantageous for him to discriminate between the various buyers. He
could sell at higher prices for construction projects in the central
parts of the city and at lower prices for such projects in peripheral
districts. The range of local margin monopoly is more restricted than
is generally assumed.
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Limited-space monopoly is the outcome of the fact that physical con-
ditions restrict the field of operation in such a way that only one or a few
enterprises can enter it. Monopoly emerges when there is only one en-
terprise in the field or when the few operating enterprises combine for
concerted action.

It is sometimes possible for two competing trolley companies to op-
erate in the same streets of a city. There were instances in which two or
even more companies shared in supplying the residents of an area with
gas, electricity, and telephone service. But even in such exceptional
cases there is hardly any real competition. Conditions suggest to the ri-
vals that they combine at least tacitly. The narrowness of the space re-
sults, one way or another, in monopoly.

In practice limited-space monopoly is closely connected with license
monopoly. It is practically impossible to enter the field without an un-
derstanding with the local authorities controlling the streets and their
subsoil. Even in the absence of laws requiring a franchise for the estab-
lishment of public utility services, it would be necessary for the enter-
prises to come to an agreement with the municipal authorities. Whether
or not such agreements are to be legally described as franchises is
unimportant.

Monopoly, of course, need not result in monopoly prices. It depends
on the special data of each case whether or not a monopolistic public
utility company could resort to monopoly prices. But there are certainly
cases in which it can. It may be that the company is ill-advised in choos-
ing a monopoly-price policy and that it would better serve its long-run
interests by lower prices. But there is no guarantee that a monopolist will
find out what is most advantageous for him.

One must realize that limited-space monopoly may often result
in monopoly prices. In this case we are confronted with a situation
in which the market process does not accomplish its democratic
function.19

Private enterprise is very unpopular with our contemporaries. Pri-
vate ownership of the means of production is especially disliked in
those fields in which limited-space monopoly emerges even if the
company does not charge monopoly prices and even if its business
yields only small profits or results in losses. A “public utility” company
is in the eyes of the interventionist and socialist politicians a public
enemy. The voters approve of any evil inflicted upon it by the
authorities. It is generally assumed that these enterprises should be
nationalized or municipalized. Monopoly gains, it is said, must
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never go to private citizens. They should go to the public funds
exclusively.

The outcome of the municipalization and nationalization policies
of the last decades was almost without exception financial failure, poor
service, and political corruption. Blinded by their anticapitalistic prej-
udices people condone poor service and corruption and for a long time
did not bother about the financial failure. However, this failure is one
of the factors which contributed to the emergence of the present-day
crisis of interventionism.20

17. It is customary to characterize labor-union policies as monopolistic
schemes aiming at the substitution of monopoly wage rates for compet-
itive wage rates. However, as a rule labor unions do not aim at monop-
oly wage rates. A union is intent upon restricting competition on its own
sector of the labor market in order to raise its wage rates. But restriction
of competition and monopoly price policy must not be confused. The
characteristic feature of monopoly prices is the fact that the sale of only
a part p of the total supply P available nets higher proceeds than the sale
of P. The monopolist earns a monopoly gain by withholding P � p from
the market. It is not the height of this gain that marks the monopoly price
situation as such, but the purposive action of the monopolists in bring-
ing it about. The monopolist is concerned with the employment of the
whole stock available. He is equally interested in every fraction of this
stock. If a part of it remains unsold, it is his loss. Nonetheless he chooses
to have a part unused because under the prevailing configuration of de-
mand it is more advantageous for him to proceed in this way. It is the pe-
culiar state of the market that motivates his decision. The monopoly
which is one of the two indispensable conditions of the emergence of
monopoly prices may be—and is as a rule—the product of an institu-
tional interference with the market data. But these external forces do not
directly result in monopoly prices. Only if a second requirement is
fulfilled is the opportunity for monopolistic action set.

It is different in the case of simple supply restriction. Here the authors of the
restriction are not concerned with what may happen to the part of the supply
they bar from access to the market. The fate of the people who own this part
does not matter to them. They are looking only at that part of the supply which
remains on the market. Monopolistic action is advantageous for the monopo-
list only if total net proceeds at a monopoly price exceed total net proceeds
at the potential competitive price. Restrictive action on the other hand is 
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always advantageous for the privileged group and disadvantageous for those
whom it excludes from the market. It always raises the price per unit and there-
fore the total net proceeds of the privileged group. The losses of the excluded
group are not taken into account by the privileged group.

It may happen that the benefits which the privileged group derives from the
restriction of competition are much more lucrative for them than any imagi-
nable monopoly price policy could be. But this is another question. It does not
blot out the catallactic differences between these two modes of action.

The labor unions aim at a monopolistic position on the labor market. But
once they have attained it, their policies are restrictive and not monopoly
price policies. They are intent upon restricting the supply of labor in their
field without bothering about the fate of those excluded. They have succeeded
in every comparatively underpopulated country in erecting immigration bar-
riers. Thus they preserve their comparatively high wage rates. The excluded
foreign workers are forced to stay in their countries in which the marginal pro-
ductivity of labor, and consequently wage rates, are lower. The tendency to-
ward an equalization of wage rates which prevails under free mobility of labor
from country to country is paralyzed. On the domestic market the unions do
not tolerate the competition of non-unionized workers and admit only a re-
stricted number to union membership. Those not admitted must go into less
remunerative jobs or must remain unemployed. The unions are not interested
in the fate of these people.

Even if a union takes over the responsibility for its unemployed members
and pays them, out of contributions of its employed members, unemploy-
ment doles not lower than the earnings of the employed members, its ac-
tion is not a monopoly price policy. For the unemployed union members
are not the only people whose earning power is adversely affected by the
union’s policy of substituting higher rates for the potential lower market
rates. The interests of those excluded from membership are not taken into
account.

The Mathematical Treatment of the Theory of Monopoly Prices

Mathematical economists have paid special attention to the theory of mo-
nopoly prices. It looks as if monopoly prices would be a chapter of catallactics
for which mathematical treatment is more appropriate than it is for other
chapters of catallactics. However, the services which mathematics can render
in this field are rather poor too.

With regard to competitive prices mathematics cannot give more
than a mathematical description of various states of equilibrium and
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of conditions in the imaginary construction of the evenly rotating economy. It
cannot say anything about the actions which would finally establish these
equilibria and this evenly rotating system if no further changes in the data
were to occur.

In the theory of monopoly prices mathematics comes a little nearer to the
reality of action. It shows how the monopolist could find out the optimum
monopoly price provided he had at his disposal all the data required. But the
monopolist does not know the shape of the curve of demand. What he
knows is only points at which the curves of demand and supply intersected
one another in the past. He is therefore not in a position to make use of the
mathematical formulas in order to discover whether there is any monopoly
price for his monopolized article and, if so, which of various monopoly
prices is the optimum price. The mathematical and graphical disquisitions
are therefore no less futile in this sector of action than in any other sector.
But, at least, they schematize the deliberations of the monopolist and do not,
as in the case of competitive prices, satisfy themselves in describing a merely
auxiliary construction of theoretical analysis which does not play a role in
real action.

Contemporary mathematical economists have confused the study of mo-
nopoly prices. They consider the monopolist not as the seller of a monopo-
lized commodity, but as an entrepreneur and producer. However, it is neces-
sary to distinguish the monopoly gain clearly from entrepreneurial profit.
Monopoly gains can only be reaped by the seller of a commodity or a service.
An entrepreneur can reap them only in his capacity as seller of a monopolized
commodity, not in his entrepreneurial capacity. The advantages and disad-
vantages which may result from the fall or rise in cost of production per unit
with increasing total production, diminish or increase the monopolist’s total
net proceeds and influence his conduct. But the catallactic treatment of mo-
nopoly prices must not forget that the specific monopoly gain stems, with due
allowance made to the configuration of demand, only from the monopoly of
a commodity or a right. It is this alone which affords to the monopolist the op-
portunity to restrict supply without fear that other people can frustrate his ac-
tion by expanding the quantity they offer for sale. Attempts to define the con-
ditions required for the emergence of monopoly prices by resorting to the
configuration of production costs are vain.

It is misleading to describe the market situation resulting in com-
petitive prices by declaring that the individual producer could sell at
the market price also a greater quantity than what he really sells.
This is true only when two special conditions are fulfilled: the pro-
ducer concerned, A, is not the marginal producer, and expanding
production does not require additional costs which cannot be recov-
ered in selling the additional quantity of products. Then A’s expan-
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sion forces the marginal producer to discontinue production; the supply of-
fered for sale remains unchanged.

The characteristic mark of the competitive price as distinguished from the
monopoly price is that the former is the outcome of a situation under which
the owners of goods and services of all orders are compelled to serve best the
wishes of the consumers. On a competitive market there is no such thing as a
price policy of the sellers. They have no alternative other than to sell as much
as they can at the highest price offered to them. But the monopolist fares bet-
ter by withholding from the market a part of the supply at his disposal in order
to make specific monopoly gains.

7 Good Will

It must be emphasized again that the market is peopled by men who are not
omniscient and have only a more or less defective knowledge of prevailing
conditions.

The buyer must always rely upon the trustworthiness of the seller. Even in
the purchase of producers’ goods the buyer, although as a rule an expert in the
field, depends to some extent on the reliability of the seller. This is still more
the case on the market for consumers’ goods. Here the seller for the most part
excels the buyer in technological and commercial insight. The salesman’s task
is not simply to sell what the customer is asking for. He must often advise the
customer how to choose the merchandise which can best satisfy his needs.
The retailer is not only a vendor; he is also a friendly helper. The public does
not heedlessly patronize every shop. If possible, a man prefers a store or a
brand with which he himself or trustworthy friends have had good experience
in the past.

Good will is the renown a business acquires on account of past achieve-
ments. It implies the expectation that the bearer of the good will in the future
will live up to his earlier standards. Good will is not a phenomenon appearing
only in business relations. It is present in all social relations. It determines a
person’s choice of his spouse and of his friends and his voting for a candidate
in elections. Catallactics, of course, deals only with commercial good will.

It does not matter whether the good will is based on real achieve-
ments and merits or whether it is only a product of imagination and
fallacious ideas. What counts in human action is not truth as it may
appear to an omniscient being, but the opinions of people liable to
error. There are some instances in which customers are prepared to
pay a higher price for a special brand of a compound although the
branded article does not differ in its physical and chemical structure
from another cheaper product. Experts may deem such conduct un-
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reasonable. But no man can acquire expertness in all fields which are relevant
for his choices. He cannot entirely avoid substituting confidence in men for
knowledge of the true state of affairs. The regular customer does not always
select the article or the service, but the purveyor whom he trusts. He pays a
premium to those whom he considers reliable.

The role which good will plays on the market does not impair or restrict
competition. Everybody is free to acquire good will, and every bearer of good
will can lose good will once acquired. Many reformers, impelled by their
bias for paternal government, advocate authoritarian grade labeling as a sub-
stitute for trademarks. They would be right if rulers and bureaucrats were en-
dowed with omniscience and perfect impartiality. But as officeholders are
not free from human weakness, the realization of such plans would merely
substitute the defects of government appointees for those of individual citi-
zens. One does not make a man happier by preventing him from discrimi-
nating between a brand of cigarettes or canned food he prefers and another
brand he likes less.

The acquisition of good will requires not only honesty and zeal in attend-
ing to the customers, but no less money expenditure. It takes time until a firm
has acquired a steady clientele. In the interval it must often put up with losses
against which it balances expected later profits.

From the point of view of the seller good will is, as it were, a necessary fac-
tor of production. It is appraised accordingly. It does not matter that as a rule
the money equivalent of the good will does not appear in book entries and bal-
ance sheets. If a business is sold, a price is paid for the good will provided it is
possible to transfer it to the acquirer.

It is consequently a problem of catallactics to investigate the nature of this
peculiar thing called good will. In this scrutiny we must distinguish three dif-
ferent cases.

Case 1. The good will gives to the seller the opportunity to sell at monopoly
prices or to discriminate among various classes of buyers. This does not differ
from other instances of monopoly prices or price discrimination.

Case 2. The good will gives to the seller merely the opportunity
to sell at prices corresponding to those which his competitors attain.
If he had no good will, he would not sell at all or only by cutting
prices. Good will is for him no less necessary than the business
premises, the keeping of a well-assorted stock of merchandise and the
hiring of skilled helpers. The costs incurred by the acquisition of
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good will play the same role as any other business expenses. They must be de-
frayed in the same way by an excess of total proceeds over total costs.

Case 3. The seller enjoys within a limited circle of staunch patrons
such a brilliant reputation that he can sell to them at higher prices than
those paid to his less renowned competitors. However, these prices are
not monopoly prices. They are not the result of a deliberate policy aim-
ing at a restriction in total sales for the sake of raising total net proceeds.
It may be that the seller has no opportunity whatsoever to sell a larger
quantity, as is the case for example, with a doctor who is busy to the limit
of his powers although he charges more than his less popular colleagues.
It may also be that the expansion of sales would require additional capi-
tal investment and that the seller either lacks this capital or believes that
he has a more profitable employment for it. What prevents an expansion
of output and of the quantity of merchandise or services offered for sale
is not a purposive action on the part of the seller, but the state of the
market.

As the misinterpretation of these facts has generated a whole mythology of
“imperfect competition” and “monopolistic competition,” it is necessary to
enter into a more detailed scrutiny of the considerations of an entrepreneur
who is weighing the pros and cons of an expansion of his business.

Expansion of a production aggregate, and no less increasing production
from partial utilization of such an aggregate to full capacity production,
requires additional capital investment which is reasonable only if there is
no more profitable investment available.21 It does not matter whether the
entrepreneur is rich enough to invest his own funds or whether he would
have to borrow the funds needed. Also that part of an entrepreneur’s own
capital which is not employed in his firm is not “idle.” It is utilized
somewhere in the framework of the economic system. In order to be em-
ployed for the expansion of the business concerned these funds must be
withdrawn from their present employment.22 The entrepreneur will only
embark upon this change of investment if he expects from it an increase
in his net returns. In addition there are other doubts which may check
the propensity to expand a prospering enterprise even if the market situ-
ation seems to offer propitious chances. The entrepreneur may
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mistrust his own ability to manage a bigger outfit successfully. He may also be
frightened by the example provided by once prosperous enterprises for which
expansion resulted in failure.

A businessman who, thanks to his splendid good will, is in a position to sell
at higher prices than less renowned competitors, could, of course, renounce
his advantage and reduce his prices to the level of his competitors. Like every
seller of commodities or of labor he could abstain from taking fullest advan-
tage of the state of the market and sell at a price at which demand exceeds sup-
ply. In doing so he would be making presents to some people. The donees
would be those who could buy at this lowered price. Others, although ready to
buy at the same price, would have to go away empty-handed because the sup-
ply was not sufficient.

The restriction of the quantity of every article produced and offered for
sale is always the outcome of the decisions of entrepreneurs intent upon
reaping the highest possible profit and avoiding losses. The characteristic
mark of monopoly prices is not to be seen in the fact that the entrepreneurs
did not produce more of the article concerned and thus did not bring
about a fall in its price. Neither is it to be seen in the fact that comple-
mentary factors of production remain unused although their fuller employ-
ment would have lowered the price of the product. The only relevant ques-
tion is whether or not the restriction of production is the outcome of the
action of the—monopolistic—owner of a supply of goods and services who
withholds a part of this supply in order to attain higher prices for the rest.
The characteristic feature of monopoly prices is the monopolist’s defiance
of the wishes of the consumers. A competitive price for copper means that
the final price of copper tends toward a point at which the deposits are ex-
ploited to the extent permitted by the prices of the required nonspecific
complementary factors of production; the marginal mine does not yield
mining rent. The consumers are getting as much copper as they themselves
determine by the prices they allow for copper and all other commodities. A
monopoly price of copper means that the deposits of copper are utilized
only to a smaller degree because this is more advantageous to the owners;
capital and labor which, if the supremacy of the consumers were not in-
fringed, would have been employed for the production of additional cop-
per, are employed for the production of other articles for which the de-
mand of the consumers is less intense. The interests of the owners of the
copper deposits take precedence over those of the consumers. The available
resources of copper are not employed according to the wishes and plans of
the public.
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Profits are, of course, also the outcome of a discrepancy between the wishes
of the consumers and the actions of the entrepreneurs. If all entrepreneurs had
had in the past perfect foresight of the present state of the market, no profits
and losses would have emerged. Their competition would have already ad-
justed in the past—due allowance being made for time preference—the
prices of the complementary factors of production to the present prices of the
products. But this statement cannot brush away the fundamental difference
between profits and monopoly gains. The entrepreneur profits to the extent he
has succeeded in serving the consumers better than other people have done.
The monopolist reaps monopoly gains through impairing the satisfaction of
the consumers.

8 Monopoly of Demand

Monopoly prices can emerge only from a monopoly of supply. A monopoly of
demand does not bring about a market situation different from that under not
monopolized demand. The monopolistic buyer—whether he is an individual
or a group of individuals acting in concert—cannot reap a specific gain cor-
responding to the monopoly gains of monopolistic sellers. If he restricts de-
mand, he will buy at a lower price. But then the quantity bought will drop too.

In the same way in which governments restrict competition in order to im-
prove the position of privileged sellers, they can also restrict competition for
the benefit of privileged buyers. Again and again governments have put an em-
bargo on the export of certain commodities. Thus by excluding foreign buy-
ers they have aimed at lowering the domestic price. But such a lower price is
not a counterpart of monopoly prices.

What is commonly dealt with as monopoly of demand are certain phe-
nomena of the determination of prices for specific complementary factors of
production.

The production of one unit of the commodity m requires, besides the em-
ployment of various nonspecific factors, the employment of one unit of each
of the two absolutely specific factors a and b. Neither a nor b can be replaced
by any other factor; on the other hand a is of no use when not combined with
b and vice versa. The available supply of a by far exceeds the available sup-
ply of b. It is therefore not possible for the owners of a to attain any price for
a. The demand for a always lags behind the supply; a is not an economic
good. If a is a mineral deposit the extraction of which requires the use of cap-
ital and labor, the ownership of the deposits does not yield a royalty. There
is no mining rent.
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But if the owners of a form a cartel, they can turn the tables. They can
restrict the supply of a offered for sale to such a fraction that the supply
of b exceeds the supply of a. Now a becomes an economic good for which
prices are paid while the price of b dwindles to zero. If then the owners
of b react by forming a cartel too, a price struggle develops between the
two monopolistic combines about the outcome of which catallactics can
make no statements. As has already been pointed out, the pricing process
does not bring about a uniquely determined result in cases in which more
than one of the factors of production required is of an absolutely specific
character.

It does not matter whether or not the market situation is such that the fac-
tors a and b together could be sold at monopoly prices. It does not make any
difference whether the price for a lot including one unit of both a and b is a
monopoly price or a competitive price.

Thus what is sometimes viewed as a monopoly of demand turns out to be
a monopoly of supply formed under particular conditions. The sellers of a

and b are intent upon selling at monopoly prices without regard to the ques-
tion whether or not the price of m can become a monopoly price. What
alone matters for them is to obtain as great a share as possible of the joint
price which the buyers are ready to pay for a and b together. The case does
not indicate any feature which would make it permissible to apply to it the
term monopoly of demand. This mode of expression becomes understand-
able, however, if one takes into account the accidental features marking the
contest between the two groups. If the owners of a (or b) are at the same time
the entrepreneurs conducting the processing of m, their cartel takes on the
outward appearance of a monopoly of demand. But this personal union com-
bining two separate catallactic functions does not alter the essential issue;
what is at stake is the settlement of affairs between two groups of monopolis-
tic sellers.

Our example fits, mutatis mutandis, the case in which a and b can also be
employed for purposes other than the production of m, provided these other
employments only yield smaller returns.

9 Consumption as Affected by Monopoly Prices

The individual consumer may react to monopoly prices in different ways.
1. Notwithstanding the rise in price, the individual consumer does not re-

strict his purchases of the monopolized article. He prefers to restrict the
purchase of other goods. (If all consumers were to react in this way, the
competitive price would have already risen to the height of the monop-
oly price.)
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2. The consumer restricts his purchase of the monopolized article to such
an extent that he does not spend for it more than he would have
spent—for the purchase of a larger quantity—under the competitive
price. (If all people were to react in this way, the seller would not get
more under the monopoly price than he did under the competitive
price; he would not derive any gain by deviating from the competitive
price.)

3. The consumer restricts his purchase of the monopolized commodity to
such an extent that he spends less for it than he would have spent under
the competitive price; he buys with the money thus saved goods which
he would not have bought otherwise. (If all people were to react in this
way, the seller would harm his interests by substituting a higher price for
the competitive price; no monopoly price could emerge. Only a bene-
factor who wanted to wean his fellow men from the consumption of per-
nicious drugs would in this case raise the price of the article concerned
above the competitive level.)

4. The consumer spends more for the monopolized commodity than he
would have spent under the competitive price and acquires only a
smaller quantity of it.

However the consumer may react, his satisfaction appears to be impaired
from the viewpoint of his own valuations. He is not so well served under mo-
nopoly prices as under competitive prices. The monopoly gain of the seller
is borne by a monopoly deprivation of the buyer. Even if some consumers (as
in case 3) acquire goods which they would not have bought in the absence
of the monopoly price, their satisfaction is lower than it would have been un-
der a different state of prices. Capital and labor which are withdrawn from
the production of products which drops on account of the monopolistic re-
striction of the supply of one of the complementary factors required for their
production, are employed for the production of other things which would
otherwise not have been produced. But the consumers value these other
things less.

Yet there is an exception to this general rule that monopoly prices
benefit the seller and harm the buyer and infringe the supremacy of
the consumers’ interests. If on a competitive market one of the com-
plementary factors, namely f, needed for the production of the con-
sumers’ good g, does not attain any price at all, although the produc-
tion of f requires various expenditures and consumers are ready to pay
for the consumers’ good g a price which makes its production
profitable on a competitive market, the monopoly price for f becomes
a necessary requirement for the production of g. It is this idea that
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people advance in favor of patent and copyright legislation. If inventors and
authors were not in a position to make money by inventing and writing, they
would be prevented from devoting their time to these activities and from de-
fraying the costs involved. The public would not derive any advantage from the
absence of monopoly prices for f. It would, on the contrary, miss the satisfac-
tion it could derive from the acquisition of g.23

Many people are alarmed by the reckless use of the deposits of minerals and
oil which cannot be replaced. Our contemporaries, they say, squander an ex-
haustible stock without any regard for the coming generations. We are con-
suming our own birthright and that of the future. Now these complaints make
little sense. We do not know whether later ages will still rely upon the same
raw materials on which we depend today. It is true that the exhaustion of the
oil deposits and even those of coal is progressing at a quick rate. But it is very
likely that in a hundred or five hundred years people will resort to other meth-
ods of producing heat and power. Nobody knows whether we, in being less
profligate with these deposits, would not deprive ourselves without any advan-
tage to men of the twenty-first or of the twenty-fourth centuries. It is vain to
provide for the needs of ages the technological abilities of which we cannot
even dream.

But it is contradictory if the same people who lament the depletion of some
natural resources are no less vehement in indicting monopolistic restraint in
their present-day exploitation. The effect of monopoly prices of mercury is
certainly a slowing down of the rate of depletion. In the eyes of those fright-
ened by the aspect of a future scarcity of mercury this effect must appear
highly desirable.

Economics in unmasking such contradictions does not aim at a
“justification” of monopoly prices for oil, minerals, and ore. Economics has
neither the task of justifying nor of condemning. It has merely to scrutinize
the effects of all modes of human action. It does not enter the arena in
which friends and foes of monopoly prices are intent upon pleading their
causes.

Both sides in this heated controversy resort to fallacious arguments.
The antimonopoly party is wrong in attributing to every monopoly
the power to impair the situation of the buyers by restricting supply
and bringing about monopoly prices. It is no less wrong in assuming
that there prevails within a market economy, not hampered and sab-
otaged by government interference, a general tendency toward the
formation of monopoly. It is a grotesque distortion of the true
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state of affairs to speak of monopoly capitalism instead of monopoly interven-

tionism and of private cartels instead of government-made cartels. Monopoly
prices would be limited to some minerals which can be mined in only a few
places and to the field of local limited-space monopolies if the governments
were not intent upon fostering them.24

The promonopoly party is wrong in crediting to the cartels the economics
of big-scale production. Monopolistic concentration of production on one
hand, they say, as a rule reduces average costs of production and thus increases
the amount of capital and labor available for additional production. However,
no cartel is needed in order to eliminate the plants producing at higher costs.
Competition on the free market achieves this effect in the absence of any mo-
nopoly and of any monopoly prices. It is, on the contrary, often the purpose of
government-sponsored cartelization to preserve the existence of plants and
farms which the free market would force to discontinue operations precisely
because they are producing at too high costs of production. The free market
would have eliminated, for example, the submarginal farms and preserved
only those for which production pays under the prevailing market price. But
the New Deal preferred a different arrangement. It forced all farmers to a pro-
portional restriction of output. It raised by its monopolistic policy the price of
agricultural products to such a height that production became reasonable
again on submarginal soil.

No less erroneous are the conclusions derived from a confusion of the econ-
omies of product standardization and monopoly. If men asked only for one
standard type of a definite commodity, production of some articles could be
arranged in a more economical way and costs would be lowered accordingly.
But if people were to behave in such a manner, standardization and the cor-
responding cost reduction would emerge also in the absence of monopoly. If,
on the other hand, one forces the consumers to be content with one standard
type only, one does not increase their satisfaction; one impairs it. A dictator
may deem the conduct of the consumers rather foolish. Why should not
women be dressed in uniforms like soldiers? Why should they be so crazy
about individually fashioned clothes? He may be right from the point of view
of his own value judgments. But the trouble is that valuation is personal, indi-
vidual, and arbitrary. The democracy of the market consists in the fact that
people themselves make their choices and that no dictator has the power to
force them to submit to his value judgments.
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10 Price Discrimination on the Part of the Seller

Both competitive prices and monopoly prices are the same for all buyers.
There prevails on the market a permanent tendency to eliminate all discrep-
ancies in prices for the same commodity or service. Although the valuations
of the buyers and the intensity of their demand as effective on the market are
different, they pay the same prices. The wealthy man does not pay more for
bread than the less wealthy man, although he would be ready to pay a higher
price if he could not buy it cheaper. The enthusiast who would rather restrict
his consumption of food than miss a performance of a Beethoven symphony
pays no more for admission than a man for whom music is merely a pastime
and who would not care for the concert if he could attend it only by renounc-
ing his desire for some trifles. The difference between the price one must pay
for a good and the highest amount one would be prepared to pay for it has
sometimes been called consumers’ surplus.25

But there can appear on the market conditions which make it possible for
the seller to discriminate between the buyers. He can sell a commodity or a
service at different prices to different buyers. He can obtain prices which may
sometimes even rise to the point at which the whole consumers’ surplus of a
buyer disappears. Two conditions must coincide in order to make price dis-
crimination advantageous to the seller.

The first condition is that those buying at a cheaper price are not in a posi-
tion to resell the commodity or the service to people to whom the discrimi-
nating seller sells only at a higher price. If such reselling cannot be prevented,
the first seller’s intention would be thwarted. The second condition is that the
public does not react in such a way that the total net proceeds of the seller lag
behind the total net proceeds he would obtain under price uniformity. This
second condition is always present under conditions which would make it ad-
vantageous to a seller to substitute monopoly prices for competitive prices.
But it can also appear under a market situation which would not bring about
monopoly gains. For price discrimination does not enjoin upon the seller the
necessity of restricting the amount sold. He does not lose any buyer com-
pletely; he must merely take into account that some buyers may restrict the
amount of their purchases. But as a rule he has the opportunity to sell the re-
mainder of his supply to people who would not have bought at all or would
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have bought only smaller quantities if they had had to pay the uniform com-
petitive price.

Consequently the configuration of production costs plays no role in the
considerations of the discriminating seller. Production costs are not affected as
the total amount produced and sold remains unaltered.

The most common case of price discrimination is that of physicians. A doc-
tor who can perform 80 treatments in a week and charges $3 for each treat-
ment is fully employed by attending to 30 patients and makes $240 a week. If
he charges the 10 wealthiest patients, who together consume 50 treatments, $4
instead of $3, they will consume only 40 treatments. The doctor sells the re-
maining 10 treatments at $2 each to patients who would not have expended $3
for his professional services. Then his weekly proceeds rise to $270.

As price discrimination is practiced by the seller only if it is more advanta-
geous to him than selling at a uniform price, it is obvious that it results in an
alteration of consumption and the allocation of factors of production to vari-
ous employments. The outcome of discrimination is always that the total
amount expended for the acquisition of the good concerned increases. The
buyers must provide for their excess expenditure by cutting down other pur-
chases. As it is very unlikely that those benefited by price discrimination will
spend their gains for the purchase of the same goods as those the other people
no longer buy in the same quantity, changes in the market data and in pro-
duction become unavoidable.

In the above example the 10 wealthiest patients are damaged; they pay $4
for a service for which they used to pay only $3. But it is not only the doctor
who derives advantage from the discrimination; the patients whom he charges
$2 are benefited too. It is true they must provide the doctor’s fees by renounc-
ing other satisfactions. However, they value these other satisfactions less than
that conveyed to them by the doctor’s treatment. Their degree of contentment
attained is increased.

For a full comprehension of price discrimination it is well to remember
that, under the division of labor, competition among those eager to acquire
the same product does not necessarily impair the individual competitor’s po-
sition. The competitors’ interests are antagonistic only with regard to the ser-
vices rendered by the complementary nature-given factors of production.
This inescapable natural antagonism is superseded by the advantages derived
from the division of labor. As far as average costs of production can be re-
duced by big-scale production, competition among those eager to acquire the
same commodity brings about an improvement in the individual competi-
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tor’s situation. The fact that not only a few people but a great number are
eager to acquire the commodity c makes it possible to manufacture it in
cost-saving processes; then even people with modest means can afford it. In
the same way it can sometimes happen that price discrimination renders the
satisfaction of a need possible which would have remained unsatisfied in its
absence.

There live in a city p lovers of music, each of whom would be prepared to
spend $2 for the recital of a virtuoso. But such a concert requires an expendi-
ture greater than 2 p dollars and can therefore not be arranged. But if dis-
crimination of admission fees is possible and among the p friends of music n
are ready to spend $4, the recital becomes feasible, provided that the amount
2 (n � p) dollars is sufficient. Then n people spend $4 each and (p � n)
people $2 each for the admission and forego the satisfaction of the least urgent
need they would have satisfied if they had not preferred to attend the recital.
Each person in the audience fares better than he would have if the unfeasi-
bility of price discrimination had prevented the performance. It is to the in-
terest of the organizers to enlarge the audience to the point at which the ad-
mission of additional customers involves higher costs than the fees they are
ready to spend.

Things would be different if the recital could have been arranged even if no
more than $2 was charged for admission. Then price discrimination would
have impaired the satisfaction of those who are charged $4.

The most common practices in selling admission tickets for artistic per-
formances and railroad tickets at different rates are not the outcome of price
discrimination in the catallactic sense of the term. He who pays a higher rate
gets something appreciated more than he who pays less. He gets a better seat,
a more comfortable traveling opportunity, and so on. Genuine price dis-
crimination is present in the case of physicians who, although attending to
each patient with the same care, charge the wealthier clients more than the
less wealthy. It is present in the case of railroads charging more for the ship-
ping of goods the transportation of which adds more to their value than for
others although the costs incurred by the railroad are the same. It is obvious
that both the doctor and the railroad can practice discrimination only within
the limits fixed by the opportunity given to the patient and the shipper to
find another solution of their problems that is more to their own advantage.
But this refers to one of the two conditions required for the emergence of
price discrimination.

It would be idle to point out a state of affairs in which price dis-
crimination could be practiced by all sellers of all kinds of commodi-
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ties and services. It is more important to establish the fact that within a mar-
ket economy not sabotaged by government interference the conditions
required for price discrimination are so rare that it can fairly be called an
exceptional phenomenon.

11 Price Discrimination on the Part of the Buyer

While monopoly prices and monopoly gains cannot be realized to the advan-
tage of a monopolistic buyer, the case is different with price discrimination.
There is only one condition required for the emergence of price discrimina-
tion on the part of a monopolistic buyer on a free market, namely, crass igno-
rance of the state of the market on the part of the sellers. As such ignorance is
unlikely to last for any length of time, price discrimination can only be prac-
ticed if the government interferes.

The Swiss Government has established a government owned and operated
trade monopoly for cereals. It buys cereals at world-market prices on foreign
markets and at higher prices from domestic farmers. In domestic purchases it
pays a higher price to farmers producing at higher costs on the rocky soil of the
mountain districts and a lower price—although still higher than the world-
market price—to the farmers tilling more fertile land.

12 The Connexity of Prices

If a definite process of production brings about the products p and q simulta-
neously, the entrepreneurial decisions and actions are directed by weighing
the sum of the anticipated prices of p and q. The prices of p and q are partic-
ularly connected with one another as changes in the demand for p (or for q)
generate changes in the supply of q (or of p). The mutual relation of the prices
of p and q can be called connexity of production. The businessman calls p (or
q) a by-product of q (or p).

The production of the consumers’ good z requires the employment of the
factors p and q, the production of p the employment of the factors a and b,

and the production of q the employment of the factors c and d. Then changes
in the supply of p (or of q) bring about changes in the demand for q (or for
p). It does not matter whether the process of producing z out of p and q is ac-
complished by the same enterprises which produce p out of a and b and q

out of c and d, or by entrepreneurs financially independent of one another,
or by the consumers themselves as a preliminary step in their consuming.
The prices of p and q are particularly connected with one another be-
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cause p is useless or of a smaller utility without q and vice versa. The mutual
relation of the prices of p and q can be called connexity of consumption.

If the services rendered by a commodity b can be substituted, even
though in a not perfectly satisfactory way, for those rendered by another
commodity a, a change in the price of one of them affects the price of the
other too. The mutual relation of the prices of a and b can be called con-
nexity of substitution.

Connexity of production, connexity of consumption, and connexity of
substitution are particular connexities of the prices of a limited number of
commodities. From these particular connexities one must distinguish the
general connexity of the prices of all goods and services. This general con-
nexity is the outcome of the fact that for every kind of want-satisfaction, be-
sides various more or less specific factors, one scarce factor is required
which, in spite of the differences in its qualitative power to produce, can,
within the limits precisely defined above,26 be called a nonspecific factor—
namely, labor.

Within a hypothetical world in which all factors of production are abso-
lutely specific, human action would operate in a multiplicity of fields of want-
satisfaction independent of one another. What links together in our actual
world the various fields of want-satisfaction is the existence of a great many
nonspecific factors, suitable to be employed for the attainment of various ends
and to be substituted in some degree for one another. The fact that one factor,
labor, is on the one hand required for every kind of production and on the
other hand is, within the limits defined, nonspecific, brings about the general
connexity of all human activities. It integrates the pricing process into a whole
in which all gears work on one another. It makes the market a concatenation
of mutually interdependent phenomena.

It would be absurd to look upon a definite price as if it were an isolated ob-
ject in itself. A price is expressive of the position which acting men attach to a
thing under the present state of their efforts to remove uneasiness. It does not
indicate a relationship to something unchanging, but merely the instanta-
neous position in a kaleidoscopically changing assemblage. In this collection
of things considered valuable by the value judgments of acting men each par-
ticle’s place is interrelated with those of all other particles. What is called a
price is always a relationship within an integrated system which is the com-
posite effect of human relations.
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13 Prices and Income

A market price is a real historical phenomenon, the quantitative ratio at which
at a definite place and at a definite date two individuals exchanged definite
quantities of two definite goods. It refers to the special conditions of the con-
crete act of exchange. It is ultimately determined by the value judgments of
the individuals involved. It is not derived from the general price structure or
from the structure of the prices of a special class of commodities or services.
What is called the price structure is an abstract notion derived from a multi-
plicity of individual concrete prices. The market does not generate prices of
land or motorcars in general nor wage rates in general, but prices for a certain
piece of land and for a certain car and wage rates for a performance of a cer-
tain kind. It does not make any difference for the pricing process to what class
the things exchanged are to be assigned from any point of view. However they
may differ in other regards, in the very act of exchange they are nothing but
commodities, i.e., things valued on account of their power to remove felt
uneasiness.

The market does not create or determine incomes. It is not a process of in-
come formation. If the owner of a piece of land and the worker husband the
physical resources concerned, the land and the man will renew and preserve
their power to render services; the agricultural and urban land for a practically
indefinite period, the man for a number of years. If the market situation for
these factors of production does not deteriorate, it will be possible in the fu-
ture too to attain a price for their productive employment. Land and working
power can be considered as sources of income if they are dealt with as such,
that is, if their capacity to produce is not prematurely exhausted by reckless ex-
ploitation. It is provident restraint in the use of factors of production, not their
natural and physical properties, which convert them into somewhat durable
sources of income. There is in nature no such thing as a stream of income. In-
come is a category of action; it is the outcome of careful economizing of scarce
factors. This is still more obvious in the case of capital goods. The produced
factors of production are not permanent. Although some of them may have a
life of many years, all of them eventually become useless through wear and
tear, sometimes even by the mere passing of time. They become durable
sources of income only if their owners treat them as such. Capital can be pre-
served as a source of income if the consumption of its products, market con-
ditions remaining unchanged, is restricted in such a way as not to impair the
replacement of the worn out parts.
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Changes in the market data can frustrate every endeavor to perpetuate a
source of income. Industrial equipment becomes obsolete if demand changes
or if it is superseded by something better. Land becomes useless if more fertile
soil is made accessible in sufficient quantities. Expertness and skill for the per-
formance of special kinds of work lose their remunerativeness when new fash-
ions or new methods of production narrow the opportunity for their employ-
ment. The success of any provision for the uncertain future depends on the
correctness of the anticipations which guided it. No income can be made safe
against changes not adequately foreseen.

Neither is the pricing process a form of distribution. As has been pointed
out already, there is nothing in the market economy to which the notion of dis-
tribution could be applied.

14 Prices and Production

The pricing process of the unhampered market directs production into those
channels in which it best serves the wishes of the consumers as manifested on
the market. Only in the case of monopoly prices have the monopolists the
power to divert production, within a limited range, from this line into other
lines to their own benefit.

The prices determine which of the factors of production should be em-
ployed and which should be left unused. The specific factors of production
are employed only if there is no more valuable employment available for
the complementary nonspecific factors. There are technological recipes,
land, and nonconvertible capital goods whose capacity to produce remains
unused because their employment would mean a waste of the scarcest of
all factors, labor. While under the conditions present in our world there
cannot be in the long run unemployment of labor in a free labor market,
unused capacity of land and of inconvertible industrial equipment is a reg-
ular phenomenon.

It is nonsense to lament the fact of unused capacity. The unused capacity
of equipment made obsolete by technological improvement is a landmark of
material progress. It would be a blessing if the establishment of durable peace
would render munitions plants unused or if the discovery of an efficient
method of preventing and curing tuberculosis would render obsolete sanato-
ria for the treatment of people affected by this evil. It would be sensible to de-
plore the lack of provision in the past which resulted in malinvestment of cap-
ital goods. Yet, men are not infallible. A certain amount of malinvestment is
unavoidable. What has to be done is to shun policies that like credit expansion
artificially foster malinvestment.
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Modern technology could easily grow oranges and grapes in hothouses in
the arctic and subarctic countries. Everybody would call such a venture lu-
nacy. But it is essentially the same to preserve the growing of cereals in rocky
mountain valleys by tariffs and other devices of protectionism while else-
where there is plenty of fallow fertile land. The difference is merely one of
degree.

The inhabitants of the Swiss Jura prefer to manufacture watches instead of
growing wheat. Watchmaking is for them the cheapest way to acquire wheat.
On the other hand the growing of wheat is the cheapest way for the Canadian
farmer to acquire watches. The fact that the inhabitants of the Jura do not
grow wheat and the Canadians do not manufacture watches is not more wor-
thy of notice than the fact that tailors do not make their shoes and shoemakers
do not make their clothes.

15 The Chimera of Nonmarket Prices

Prices are a market phenomenon. They are generated by the market process
and are the pith of the market economy. There is no such thing as prices out-
side the market. Prices cannot be constructed synthetically, as it were. They
are the resultant of a certain constellation of market data, of actions and reac-
tions of the members of a market society. It is vain to meditate what prices
would have been if some of their determinants had been different. Such fan-
tastic designs are no more sensible than whimsical speculations about what
the course of history would have been if Napoleon had been killed in the
battle of Arcole or if Lincoln had ordered Major Anderson to withdraw from
Fort Sumter.

It is no less vain to ponder on what prices ought to be. Everybody is pleased
if the prices of things he wants to buy drop and the prices of the things he
wants to sell rise. In expressing such wishes a man is sincere if he admits that
his point of view is personal. It is another question whether, from his personal
point of view, he would be well advised to prompt the government to use its
power of coercion and oppression to interfere with the market’s price struc-
ture. It will be shown in the sixth part of this book what the inescapable con-
sequences of such a policy of interventionism must be.

But one deludes oneself or practices deception if one calls such
wishes and arbitrary value judgments the voice of objective truth. In
human action nothing counts but the various individuals’ desires for
the attainment of ends. With regard to the choice of these ends there
is no question of truth; all that matters is value. Value judgments are
necessarily always subjective, whether they are passed by one man
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only or by many men, by a blockhead, a professor, or a statesman.
Any price determined on a market is the necessary outgrowth of the inter-

play of the forces operating, that is, demand and supply. Whatever the market
situation which generated this price may be, with regard to it the price is al-
ways adequate, genuine, and real. It cannot be higher if no bidder ready to of-
fer a higher price turns up, and it cannot be lower if no seller ready to deliver
at a lower price turns up. Only the appearance of such people ready to buy or
to sell can alter prices.

Economics analyzes the market process which generates commodity prices,
wage rates, and interest rates. It does not develop formulas which would en-
able anybody to compute a “correct” price different from that established on
the market by the interaction of buyers and sellers.

At the bottom of many efforts to determine nonmarket prices is the con-
fused and contradictory notion of real costs. If costs were a real thing, i.e., a
quantity independent of personal value judgments and objectively discernible
and measurable, it would be possible for a disinterested arbiter to determine
their height and thus the correct price. There is no need to dwell any longer
on the absurdity of this idea. Costs are a phenomenon of valuation. Costs are
the value attached to the most valuable want-satisfaction which remains un-
satisfied because the means required for its satisfaction are employed for that
want-satisfaction the cost of which we are dealing with. The attainment of an
excess of the value of the product over the costs, a profit, is the goal of every
production effort. Profit is the pay-off of successful action. It cannot be defined
without reference to valuation. It is a phenomenon of valuation and has no
direct relation to physical and other phenomena of the external world.

Economic analysis cannot help reducing all items of cost to value judg-
ments. The socialists and interventionists call entrepreneurial profit, inter-
est on capital, and rent of land “unearned” because they consider that only
the toil and trouble of the worker is real and worthy of being rewarded.
However, reality does not reward toil and trouble. If toil and trouble is ex-
pended according to well-conceived plans, its outcome increases the means
available for want-satisfaction. Whatever some people may consider as just
and fair, the only relevant question is always the same. What alone matters
is which system of social organization is better suited to attain those ends
for which people are ready to expend toil and trouble. The question is:
market economy, or socialism? There is no third solution. The notion of
a market economy with nonmarket prices is absurd. The very idea of
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cost prices is unrealizable. Even if the cost price formula is applied only to en-
trepreneurial profits, it paralyzes the market. If commodities and services are
to be sold below the price the market would have determined for them, sup-
ply always lags behind demand. Then the market can neither determine what
should or should not be produced, nor to whom the commodities and services
should go. Chaos results.

This refers also to monopoly prices. It is reasonable to abstain from all poli-
cies which could result in the emergence of monopoly prices. But whether
monopoly prices are brought about by such promonopoly government poli-
cies or in spite of the absence of such policies, no alleged “fact finding” and
no armchair speculation can discover another price at which demand and
supply would become equal. The failure of all experiments to find a satisfac-
tory solution for the limited-space monopoly of public utilities clearly proves
this truth.

It is the very essence of prices that they are the offshoot of the actions of in-
dividuals and groups of individuals acting on their own behalf. The catallac-
tic concept of exchange ratios and prices precludes anything that is the effect
of actions of a central authority, of people resorting to violence and threats in
the name of society or the state or of an armed pressure group. In declaring
that it is not the business of the government to determine prices, we do not
step beyond the borders of logical thinking. A government can no more de-
termine prices than a goose can lay hen’s eggs.

We can think of a social system in which there are no prices at all, and we
can think of government decrees which aim at fixing prices at a height differ-
ent from that which the market would determine. It is one of the tasks of eco-
nomics to study the problems implied. However, precisely because we want to
examine these problems it is necessary clearly to distinguish between prices
and government decrees. Prices are by definition determined by peoples’ buy-
ing and selling or abstention from buying and selling. They must not be con-
fused with fiats issued by governments or other agencies enforcing their orders
by an apparatus of coercion and compulsion.27
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chapter 17

Indirect Exchange

1 Media of Exchange and Money

Interpersonal exchange is called indirect exchange if, between the commodi-
ties and services the reciprocal exchange of which is the ultimate end of
exchanging, one or several media of exchange are interposed. The subject
matter of the theory of indirect exchange is the study of the ratios of exchange
between the media of exchange on the one hand and the goods and services
of all orders on the other hand. The statements of the theory of indirect ex-
change refer to all instances of indirect exchange and to all things which are
employed as media of exchange.

A medium of exchange which is commonly used as such is called
money. The notion of money is vague, as its definition refers to the vague term
“commonly used.” There are borderline cases in which it cannot be decided
whether a medium of exchange is or is not “commonly” used and should be
called money. But this vagueness in the denotation of money in no way affects
the exactitude and precision required by praxeological theory. For all that is to
be predicated of money is valid for every medium of exchange. It is therefore
immaterial whether one preserves the traditional term theory of money or sub-
stitutes for it another term. The theory of money was and is always the theory
of indirect exchange and of the media of exchange.1

2 Observations on Some Widespread Errors

The fateful errors of popular monetary doctrines which have led astray the
monetary policies of almost all governments would hardly have come into ex-
istence if many economists had not themselves committed blunders in deal-
ing with monetary issues and did not stubbornly cling to them.

There is first of all the spurious idea of the supposed neutrality of
money.2 An outgrowth of this doctrine was the notion of the “level”

1. The theory of monetary calculation does not belong to the theory of indirect exchange. It is a
part of the general theory of praxeology.
2. Cf. above, p. 202. Important contributions to the history and terminology of this doctrine are
provided by Hayek, Prices and Production (rev. ed. London, 1935), pp. 1 ff., 129 ff.

17-L3843  12/5/06  8:10 AM  Page 398



of prices that rises or falls proportionately with the increase or decrease in
the quantity of money in circulation. It was not realized that changes in the
quantity of money can never affect the prices of all goods and services at
the same time and to the same extent. Nor was it realized that changes in the
purchasing power of the monetary unit are necessarily linked with changes
in the mutual relations between those buying and selling. In order to prove
the doctrine that the quantity of money and prices rise and fall proportion-
ately, recourse was had in dealing with the theory of money to a procedure
entirely different from that modern economics applies in dealing with all its
other problems. Instead of starting from the actions of individuals, as catal-
lactics must do without exception, formulas were constructed designed to
comprehend the whole of the market economy. Elements of these formulas
were the total supply of money available in the Volkswirtschaft; the volume
of trade—i.e., the money equivalent of all transfers of commodities and
services as effected in the Volkswirtschaft; the average velocity of circulation
of the monetary units; and the level of prices. These formulas seemingly
provided evidence of the correctness of the price level doctrine. In fact,
however, this whole mode of reasoning is a typical cases of arguing in a
circle. For the equation of exchange already involves the level doctrines
which it tries to prove. It is essentially nothing but a mathematical expression
of the—untenable—doctrine that there is proportionality in the movements
of the quantity of money and of prices.

In analyzing the equation of exchange one assumes that one of its
elements—total supply of money, volume of trade, velocity of circulation—
changes, without asking how such changes occur. It is not recognized that
changes in these magnitudes do not emerge in the Volkswirtschaft as such,
but in the individual actors’ conditions, and that it is the interplay of the
reactions of these actors that results in alterations of the price structure.
The mathematical economists refuse to start from the various individuals’
demand for and supply of money. They introduce instead the spurious
notion of velocity of circulation fashioned according to the patterns of
mechanics.

There is at this point of our reasoning no need to deal with the
question of whether or not the mathematical economists are right in
assuming that the services rendered by money consist wholly or essen-
tially in its turnover, in its circulation. Even if this were true, it would
still be faulty to explain the purchasing power—the price—of the
monetary unit on the basis of its services. The services rendered by
water, whisky, and coffee do not explain the prices paid for these
things. What they explain is only why people, as far as they recognize
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these services, under certain further conditions demand definite quantities of
these things. It is always demand that influences the price structure, not the
objective value in use.

It is true that with regard to money the task of catallactics is broader than
with regard to vendible goods. It is not the task of catallactics, but of psychol-
ogy and physiology, to explain why people are intent on securing the services
which the various vendible commodities can render. It is a task of catallactics,
however, to deal with this question with regard to money. Catallactics alone
can tell us what advantages a man expects from holding money. But it is not
these expected advantages which determine the purchasing power of money.
The eagerness to secure these advantages is only one of the factors in bringing
about the demand for money. It is demand, a subjective element whose in-
tensity is entirely determined by value judgments, and not any objective fact,
any power to bring about a certain effect, that plays a role in the formation of
the market’s exchange ratios.

The deficiency of the equation of exchange and its basic elements is that
they look at market phenomena from a holistic point of view. They are de-
luded by their prepossession with the Volkswirtschaft notion. But where there
is, in the strict sense of the term, a Volkswirtschaft, there is neither a market
nor prices and money. On a market there are only individuals or groups of
individuals acting in concert. What motivate these actors are their own con-
cerns, not those of the whole market economy. If there is any sense in such
notions as volume of trade and velocity of circulation, then they refer to the
resultant of the individuals’ actions. It is not permissible to resort to these no-
tions in order to explain the actions of the individuals. The first question that
catallactics must raise with regard to changes in the total quantity of money
available in the market system is how such changes affect the various individ-
uals’ conduct. Modern economics does not ask what “iron” or “bread” is
worth, but what a definite piece of iron or of bread is worth to an acting indi-
vidual at a definite date and a definite place. It cannot help proceeding in the
same way with regard to money. The equation of exchange is incompatible
with the fundamental principles of economic thought. It is a relapse to the
thinking of ages in which people failed to comprehend praxeological phe-
nomena because they were committed to holistic notions. It is sterile, as were
the speculations of earlier ages concerning the value of “iron” and “bread” in
general.

The theory of money is an essential part of the catallactic theory.
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It must be dealt with in the same manner which is applied to all other catal-
lactic problems.

3 Demand for Money and Supply of Money

In the marketability of the various commodities and services there 
prevail considerable differences. There are goods for which it is not difficult to
find applicants ready to disburse the highest recompense which, under the
given state of affairs, can possibly be obtained, or a recompense only slightly
smaller. There are other goods for which it is very hard to find a customer
quickly, even if the vendor is ready to be content with a compensation much
smaller than he could reap if he could find another aspirant whose demand is
more intense. It is these differences in the marketability of the various com-
modities and services which created indirect exchange. A man who at the in-
stant cannot acquire what he wants to get for the conduct of his own house-
hold or business, or who does not yet know what kind of goods he will need in
the uncertain future, comes nearer to his ultimate goal if he exchanges a less
marketable good he wants to trade against a more marketable one. It may also
happen that the physical properties of the merchandise he wants to give away
(as, for instance, its perishability or the costs incurred by its storage or similar
circumstances) impel him not to wait longer. Sometimes he may be prompted
to hurry in giving away the good concerned because he is afraid of a deterio-
ration of its market value. In all such cases he improves his own situation in
acquiring a more marketable good, even if this good is not suitable to satisfy
directly any of his own needs.

A medium of exchange is a good which people acquire neither for their own
consumption nor for employment in their own production activities, but with
the intention of exchanging it at a later date against those goods which they
want to use either for consumption or for production.

Money is a medium of exchange. It is the most marketable good
which people acquire because they want to offer it in later acts of inter-
personal exchange. Money is the thing which serves as the generally
accepted and commonly used medium of exchange. This is its only
function. All the other functions which people ascribe to money are
merely particular aspects of its primary and sole function, that of a
medium of exchange.3

Media of exchange are economic goods. They are scarce; there is
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a demand for them. There are on the market people who desire to acquire
them and are ready to exchange goods and services against them. Media of ex-
change have value in exchange. People make sacrifices for their acquisition;
they pay “prices” for them. The peculiarity of these prices lies merely in the
fact that they cannot be expressed in terms of money. In reference to the
vendible goods and services we speak of prices or of money prices. In refer-
ence to money we speak of its purchasing power with regard to various
vendible goods.

There exists a demand for media of exchange because people want to keep
a store of them. Every member of a market society wants to have a definite
amount of money in his pocket or box, a cash holding or cash balance of a
definite height. Sometimes he wants to keep a larger cash holding, sometimes
a smaller; in exceptional cases he may even renounce any cash holding. At any
rate, the immense majority of people aim not only to own various vendible
goods; they want no less to hold money. Their cash holding is not merely a
residuum, an unspent margin of their wealth. It is not an unintentional re-
mainder left over after all intentional acts of buying and selling have been con-
summated. Its amount is determined by a deliberate demand for cash. And as
with all other goods, it is the changes in the relation between demand for and
supply of money that bring about changes in the exchange ratio between
money and the vendible goods.

Every piece of money is owned by one of the members of the market
economy. The transfer of money from the control of one actor into that
of another is temporally immediate and continuous. There is no fraction
of time in between in which the money is not a part of an individual’s
or a firm’s cash holding, but just in “circulation.”4 It is unsound to
distinguish between circulating and idle money. It is no less faulty to
distinguish between circulating money and hoarded money. What is
called hoarding is a height of cash holding which—according to the per-
sonal opinion of an observer—exceeds what is deemed normal and ade-
quate. However, hoarding is cash holding. Hoarded money is still money
and it serves in the hoards the same purposes which it serves in cash
holdings called normal. He who hoards money believes that some spe-
cial conditions make it expedient to accumulate a cash holding which
exceeds the amount he himself would keep under different conditions,
or other people keep, or an economist censuring his action considers ap-
propriate. That he acts in this way influences the configuration of the
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demand for money in the same way in which every “normal” demand
influences it.

Many economists avoid applying the terms demand and supply in the
sense of demand for and supply of money for cash holding because they fear
a confusion with the current terminology as used by the bankers. It is, in
fact, customary to call demand for money the demand for short-term loans
and supply of money the supply of such loans. Accordingly, one calls the
market for short-term loans the money market. One says money is scarce if
there prevails a tendency toward a rise in the rate of interest for short-term
loans, and one says money is plentiful if the rate of interest for such loans is
decreasing. These modes of speech are so firmly entrenched that it is out of
the question to venture to discard them. But they have favored the spread of
fateful errors. They made people confound the notions of money and of cap-
ital and believe that increasing the quantity of money could lower the rate
of interest lastingly. But it is precisely the crassness of these errors which
makes it unlikely that the terminology suggested could create any misun-
derstanding. It is hard to assume that economists could err with regard to
such fundamental issues.

Others maintained that one should not speak of the demand for and
supply of money because the aims of those demanding money differ from
the aims of those demanding vendible commodities. Commodities, they
say, are demanded ultimately for consumption, while money is demanded
in order to be given away in further acts of exchange. This objection is no
less invalid. The use which people make of a medium of exchange con-
sists eventually in its being given away. But first of all they are eager to ac-
cumulate a certain amount of it in order to be ready for the moment in
which a purchase may be accomplished. Precisely because people do not
want to provide for their own needs right at the instant at which they give
away the goods and services they themselves bring to the market, precisely
because they want to wait or are forced to wait until propitious conditions
for buying appear, they barter not directly but indirectly through the in-
terposition of a medium of exchange. The fact that money is not worn out
by the use one makes of it and that it can render its services practically
for an unlimited length of time is an important factor in the configuration
of its supply. But it does not alter the fact that the appraisement of money
is to be explained in the same way as the appraisement of all other goods:
by the demand on the part of those who are eager to acquire a definite
quantity of it.

Economists have tried to enumerate the factors which within the

indirect exchange � 403

17-L3843  12/5/06  8:10 AM  Page 403



whole economic system may increase or decrease the demand for money.
Such factors are the population figure; the extent to which the individual
households provide for their own needs by autarkic production and the extent
to which they produce for other people’s needs, selling their products and buy-
ing for their own consumption on the market; the distribution of business
activity and the settlement of payments over the various seasons of the year;
institutions for the settlement of claims and counterclaims by mutual cancel-
lation, such as clearinghouses. All these factors indeed influence the demand
for money and the height of the various individuals’ and firms’ cash holding.
But they influence them only indirectly by the role they play in the consider-
ations of people concerning the determination of the amount of cash balances
they deem appropriate. What decides the matter is always the value judgments
of the men concerned. The various actors make up their minds about what
they believe the adequate height of their cash holding should be. They carry
out their resolution by renouncing the purchase of commodities, securities,
and interest-bearing claims, and by selling such assets or conversely by in-
creasing their purchases. With money, things are not different from what they
are with regard to all other goods and services. The demand for money is de-
termined by the conduct of people intent upon acquiring it for their cash
holding.

Another objection raised against the notion of the demand for money was
this: The marginal utility of the money unit decreases much more slowly
than that of the other commodities; in fact its decrease is so slow that it can
be practically ignored. With regard to money nobody ever says that his de-
mand is satisfied, and nobody ever forsakes an opportunity to acquire more
money provided the sacrifice required is not too great. It is therefore imper-
missible to consider the demand for money as limited. The very notion of an
unlimited demand is, however, contradictory. This popular reasoning is en-
tirely fallacious. It confounds the demand for money for cash holding with
the desire for more wealth as expressed in terms of money. He who says that
his thirst for more money can never be quenched, does not mean to say that
his cash holding can never be too large. What he really means is that he can
never be rich enough. If additional money flows into his hands, he will not
use it for an increase of his cash balance or he will use only a part of it for
this purpose. He will expend the surplus either for instantaneous consump-
tion or for investment. Nobody ever keeps more money than he wants to
have as cash holding.

The insight that the exchange ratio between money on the one
hand and the vendible commodities and services on the other is determined, in
the same way as the mutual exchange ratios between the various vendible
goods, by demand and supply was the essence of the quantity theory of money.
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This theory is essentially an application of the general theory of supply and de-
mand to the special instance of money. Its merit was the endeavor to explain
the determination of money’s purchasing power by resorting to the same rea-
soning which is employed for the explanation of all other exchange ratios. Its
shortcoming was that it resorted to a holistic interpretation. It looked at the to-
tal supply of money in the Volkswirtschaft and not at the actions of the indi-
vidual men and firms. An outgrowth of this erroneous point of view was the
idea that there prevails a proportionality in the changes of the—total—quan-
tity of money and of money prices. But the older critics failed in their attempts
to explode the errors inherent in the quantity theory and to substitute a more
satisfactory theory for it. They did not fight what was wrong in the quantity
theory; they attacked, on the contrary, its nucleus of truth. They were intent
upon denying that there is a causal relation between the movements of prices
and those of the quantity of money. This denial led them into a labyrinth of
errors, contradictions, and nonsense. Modern monetary theory takes up the
thread of the traditional quantity theory as far as it starts from the cognition
that changes in the purchasing power of money must be dealt with according
to the principles applied to all other market phenomena and that there exists
a connection between the changes in the demand for and supply of money on
the one hand and those of purchasing power on the other. In this sense one
may call the modern theory of money an improved variety of the quantity
theory.

The Epistemological Import of Carl Menger’s
Theory of the Origin of Money

Carl Menger has not only provided an irrefutable praxeological theory of the
origin of money. He has also recognized the import of his theory for the elu-
cidation of fundamental principles of praxeology and its methods of research.5

There were authors who tried to explain the origin of money by
decree or covenant. The authority, the state, or a compact between
citizens has purposively and consciously established indirect exchange
and money. The main deficiency of this doctrine is not to be seen
in the assumption that people of an age unfamiliar with indirect
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exchange and money could design a plan of a new economic order, entirely
different from the real conditions of their own age, and could comprehend the
importance of such a plan. Neither is it to be seen in the fact that history does
not afford a clue for the support of such statements. There are more substan-
tial reasons for rejecting it.

If it is assumed that the conditions of the parties concerned are improved
by every step that leads from direct exchange to indirect exchange and subse-
quently to giving preference for use as a medium of exchange to certain goods
distinguished by their especially high marketability, it is difficult to conceive
why one should, in dealing with the origin of indirect exchange, resort in ad-
dition to authoritarian decree or an explicit compact between citizens. A man
who finds it hard to obtain in direct barter what he wants to acquire renders
better his chances of acquiring it in later acts of exchange by the procurement
of a more marketable good. Under these circumstances there was no need of
government interference or of a compact between the citizens. The happy
idea of proceeding in this way could strike the shrewdest individuals, and the
less resourceful could imitate the former’s method. It is certainly more plau-
sible to take for granted that the immediate advantages conferred by indirect
exchange were recognized by the acting parties than to assume that the whole
image of a society trading by means of money was conceived by a genius and,
if we adopt the covenant doctrine, made obvious to the rest of the people by
persuasion.

If, however, we do not assume that individuals discovered the fact that they
fare better through indirect exchange than through waiting for an opportunity
for direct exchange, and, for the sake of argument, admit that the authorities
or a compact introduced money, further questions are raised. We must ask
what kind of measures were applied in order to induce people to adopt a
procedure the utility of which they did not comprehend and which was
technically more complicated than direct exchange. We may assume that
compulsion was practiced. But then we must ask, further, at what time and by
what occurrences indirect exchange and the use of money later ceased to be
procedures troublesome or at least indifferent to the individuals concerned
and became advantageous to them.

The praxeological method traces all phenomena back to the actions of
individuals. If conditions of interpersonal exchange are such that indirect
exchange facilitates the transactions, and if and as far as people realize these
advantages, indirect exchange and money come into being. Historical experi-
ence shows that these conditions were and are present. How, in the absence of
these conditions, people could have adopted indirect exchange and money
and clung to these modes of exchanging is inconceivable.

The historical question concerning the origin of indirect exchange
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and money is after all of no concern to praxeology. The only relevant thing is
that indirect exchange and money exist because the conditions for their exis-
tence were and are present. If this is so, praxeology does not need to resort to
the hypothesis that authoritarian decree or a covenant invented these modes
of exchanging. The étatists may if they like continue to ascribe the “invention”
of money to the state, however unlikely this may be. What matters is that a
man acquires a good not in order to consume it or to use it in production, but
in order to give it away in a further act of exchange. Such conduct on the part
of people makes a good a medium of exchange and, if such conduct becomes
common with regard to a certain good, makes it money. All theorems of the
catallactic theory of media of exchange and of money refer to the services
which a good renders in its capacity as a medium of exchange. Even if it were
true that the impulse for the introduction of indirect exchange and money was
provided by the authorities or by an agreement between the members of soci-
ety, the statement remains unshaken that only the conduct of exchanging
people can create indirect exchange and money.

History may tell us where and when for the first time media of exchange
came into use and how, subsequently, the range of goods employed for this
purpose was more and more restricted. As the differentiation between the
broader notion of a medium of exchange and the narrower notion of money
is not sharp, but gradual, no agreement can be reached about the historical
transition from simple media of exchange to money. Answering such a
question is a matter of historical understanding. But, as has been men-
tioned, the distinction between direct exchange and indirect exchange is
sharp and everything that catallactics establishes with regard to media of ex-
change refers categorially to all goods which are demanded and acquired as
such media.

As far as the statement that indirect exchange and money were established
by decree or by covenant is meant to be an account of historical events, it is
the task of historians to expose its falsity. As far as it is advanced merely as a his-
torical statement, it can in no way affect the catallactic theory of money and
its explanation of the evolution of indirect exchange. But if it is designed as a
statement about human action and social events, it is useless because it states
nothing about action. It is not a statement about human action to declare that
one day rulers or citizens assembled in convention were suddenly struck by
the inspiration that it would be a good idea to exchange indirectly and through
the intermediary of a commonly used medium of exchange. It is merely push-
ing back the problem involved.

It is necessary to comprehend that one does not contribute anything
to the scientific conception of human actions and social phenomena
if one declares that the state or a charismatic leader or an inspiration
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which descended upon all the people have created them. Neither do such
statements refute the teachings of a theory showing how such phenomena can
be acknowledged as “the unintentional outcome, the resultant not deliber-
ately designed and aimed at by specifically individual endeavors of the mem-
bers of a society.”6

4 The Determination of the Purchasing Power of Money

As soon as an economic good is demanded not only by those who want to use it
for consumption or production, but also by people who want to keep it as a
medium of exchange and to give it away at need in a later act of exchange, the
demand for it increases. A new employment for this good has emerged and cre-
ates an additional demand for it. As with every other economic good, such an
additional demand brings about a rise in its value in exchange, i.e., in the quan-
tity of other goods which are offered for its acquisition. The amount of other
goods which can be obtained in giving away a medium of exchange, its “price”
as expressed in terms of various goods and services, is in part determined by the
demand of those who want to acquire it as a medium of exchange. If people stop
using the good in question as a medium of exchange, this additional specific
demand disappears and the “price” drops concomitantly.

Thus the demand for a medium of exchange is the composite of two partial
demands: the demand displayed by the intention to use it in consumption and
production and that displayed by the intention to use it as a medium of ex-
change.7 With regard to modern metallic money one speaks of the industrial
demand and of the monetary demand. The value in exchange (purchasing
power) of a medium of exchange is the resultant of the cumulative effect of
both partial demands.

Now the extent of that part of the demand for a medium of exchange which
is displayed on account of its service as a medium of exchange depends on its
value in exchange. This fact raises difficulties which many economists con-
sidered insoluble so that they abstained from following farther along this line
of reasoning. It is illogical, they said, to explain the purchasing power of
money by reference to the demand for money, and the demand for money by
reference to its purchasing power.

The difficulty is, however, merely apparent. The purchasing power
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which we explain by referring to the extent of specific demand is not the same
purchasing power the height of which determines this specific demand. The
problem is to conceive the determination of the purchasing power of the im-
mediate future, of the impending moment. For the solution of this problem
we refer to the purchasing power of the immediate past, of the moment just
passed. These are two distinct magnitudes. It is erroneous to object to our the-
orem, which may be called the regression theorem, that it moves in a vicious
circle.8

But, say the critics, this is tantamount to merely pushing back the prob-
lem. For now one must still explain the determination of yesterday’s
purchasing power. If one explains this in the same way by referring to the
purchasing power of the day before yesterday and so on, one slips into a
regressus in infinitum [(Latin) process of going back endlessly]. This rea-
soning, they assert, is certainly not a complete and logically satisfactory
solution of the problem involved. What these critics fail to see is that the
regression does not go back endlessly. It reaches a point at which the ex-
planation is completed and no further question remains unanswered. If we
trace the purchasing power of money back step by step, we finally arrive at
the point at which the service of the good concerned as a medium of
exchange begins. At this point yesterday’s exchange value is exclusively de-
termined by the nonmonetary—industrial—demand which is displayed
only by those who want to use this good for other employments than that
of a medium of exchange.

But, the critics continue, this means explaining that part of money’s
purchasing power which is due to its service as a medium of ex-
change by its employment for industrial purposes. The very problem,
the explanation of the specific monetary component of its exchange
value, remains unsolved. Here too the critics are mistaken. That com-
ponent of money’s value which is an outcome of the services it ren-
ders as a medium of exchange is entirely explained by reference to
these specific monetary services and the demand they create. Two facts
are not to be denied and are not denied by anybody. First, that the
demand for a medium of exchange is determined by considerations
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of its exchange value which is an outcome both of the monetary and the in-
dustrial services it renders. Second, that the exchange value of a good which
has not yet been demanded for service as a medium of exchange is determined
solely by a demand on the part of people eager to use it for industrial purposes,
i.e., either for consumption or for production. Now, the regression theorem
aims at interpreting the first emergence of a monetary demand for a good
which previously had been demanded exclusively for industrial purposes as
influenced by the exchange value that was ascribed to it at this moment on
account of its nonmonetary services only. This certainly does not involve
explaining the specific monetary exchange value of a medium of exchange on
the ground of its industrial exchange value.

Finally it was objected to the regression theorem that its approach is his-
torical, not theoretical. This objection is no less mistaken. To explain an
event historically means to show how it was produced by forces and factors
operating at a definite date and a definite place. These individual forces and
factors are the ultimate elements of the interpretation. They are ultimate
data and as such not open to any further analysis and reduction. To explain
a phenomenon theoretically means to trace back its appearance to the oper-
ation of general rules which are already comprised in the theoretical system.
The regression theorem complies with this requirement. It traces the specific
exchange value of a medium of exchange back to its function as such a
medium and to the theorems concerning the process of valuing and pricing
as developed by the general catallactic theory. It deduces a more special case
from the rules of a more universal theory. It shows how the special phenom-
enon necessarily emerges out of the operation of the rules generally valid for
all phenomena. It does not say: This happened at that time and at that place.
It says: This always happens when the conditions appear; whenever a good
which has not been demanded previously for the employment as a medium
of exchange begins to be demanded for this employment, the same effects
must appear again; no good can be employed for the function of a medium
of exchange which at the very beginning of its use for this purpose did not
have exchange value on account of other employments. And all these state-
ments implied in the regression theorem are enounced apodictically as im-
plied in the apriorism of praxeology. It must happen this way. Nobody can
ever succeed in constructing a hypothetical case in which things were to oc-
cur in a different way.

The purchasing power of money is determined by demand and sup-
ply, as is the case with the prices of all vendible goods and services.
As action always aims at a more satisfactory arrangement of future
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conditions, he who considers acquiring or giving away money is, of course,
first of all interested in its future purchasing power and the future structure of
prices. But he cannot form a judgment about the future purchasing power of
money otherwise than by looking at its configuration in the immediate past. It
is this fact that radically distinguishes the determination of the purchasing
power of money from the determination of the mutual exchange ratios be-
tween the various vendible goods and services. With regard to these latter the
actors have nothing else to consider than their importance for future want-
satisfaction. If a new commodity unheard of before is offered for sale, as was,
for instance, the case with radio sets a few decades ago, the only question that
matters for the individual is whether or not the satisfaction that the new gadget
will provide is greater than that expected from those goods he would have to
renounce in order to buy the new thing. Knowledge about past prices is for the
buyer merely a means to reap a consumer’s surplus. If he were not intent upon
this goal, he could, if need be, arrange his purchases without any familiarity
with the market prices of the immediate past, which are popularly called pres-
ent prices. He could make value judgments without appraisement. As has
been mentioned already, the obliteration of the memory of all prices of the
past would not prevent the formation of new exchange ratios between the var-
ious vendible things. But if knowledge about money’s purchasing power were
to fade away, the process of developing indirect exchange and media of ex-
change would have to start anew. It would become necessary to begin again
with employing some goods, more marketable than the rest, as media of ex-
change. The demand for these goods would increase and would add to the
amount of exchange value derived from their industrial (nonmonetary) em-
ployment a specific component due to their new use as a medium of ex-
change. A value judgment is, with reference to money, only possible if it can
be based on appraisement. The acceptance of a new kind of money presup-
poses that the thing in question already has previous exchange value on
account of the services it can render directly to consumption or production.
Neither a buyer nor a seller could judge the value of a monetary unit if he
had no information about its exchange value—its purchasing power—in the
immediate past.

The relation between the demand for money and the supply of
money, which may be called the money relation, determines the
height of purchasing power. Today’s money relation, as it is shaped
on the ground of yesterday’s purchasing power, determines today’s pur-
chasing power. He who wants to increase his cash holding restricts
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his purchases and increases his sales and thus brings about a tendency toward
falling prices. He who wants to reduce his cash holding increases his
purchases—either for consumption or for production and investment—and
restricts his sales; thus he brings about a tendency toward rising prices.

Changes in the supply of money must necessarily alter the disposition of
vendible goods as owned by various individuals and firms. The quantity of
money available in the whole market system cannot increase or decrease oth-
erwise than by first increasing or decreasing the cash holdings of certain in-
dividual members. We may, if we like, assume that every member gets a
share of the additional money right at the moment of its inflow into the sys-
tem, or shares in the reduction of the quantity of money. But whether we as-
sume this or not, the final result of our demonstration will remain the same.
This result will be that changes in the structure of prices brought about by
changes in the supply of money available in the economic system never af-
fect the prices of the various commodities and services to the same extent
and at the same date.

Let us assume that the government issues an additional quantity of paper
money. The government plans either to buy commodities and services or to
repay debts incurred or to pay interest on such debts. However this may be, the
treasury enters the market with an additional demand for goods and services;
it is now in a position to buy more goods than it could buy before. The prices
of the commodities it buys rise. If the government had expended in its pur-
chases money collected by taxation, the taxpayers would have restricted their
purchases and, while the prices of goods bought by the government would
have risen, those of other goods would have dropped. But this fall in the prices
of the goods the taxpayers used to buy does not occur if the government in-
creases the quantity of money at its disposal without reducing the quantity of
money in the hands of the public. The prices of some commodities—viz., of
those the government buys—rise immediately, while those of the other com-
modities remain unaltered for the time being. But the process goes on. Those
selling the commodities asked for by the government are now themselves in a
position to buy more than they used previously. The prices of the things these
people are buying in larger quantities therefore rise too. Thus the boom
spreads from one group of commodities and services to other groups until all
prices and wage rates have risen. The rise in prices is thus not synchronous for
the various commodities and services.

When eventually, in the further course of the increase in the quan-
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tity of money, all prices have risen, the rise does not affect the various com-
modities and services to the same extent. For the process has affected the ma-
terial position of various individuals to different degrees. While the process
is under way, some people enjoy the benefit of higher prices for the goods or
services they sell, while the prices of the things they buy have not yet risen
or have not risen to the same extent. On the other hand, there are people
who are in the unhappy situation of selling commodities and services whose
prices have not yet risen or not in the same degree as the prices of the goods
they must buy for their daily consumption. For the former the progressive
rise in prices is a boon, for the latter a calamity. Besides, the debtors are fa-
vored at the expense of the creditors. When the process once comes to an
end, the wealth of various individuals has been affected in different ways and
to different degrees. Some are enriched, some impoverished. Conditions are
no longer what they were before. The new order of things results in changes
in the intensity of demand for various goods. The mutual ratio of the money
prices of the vendible goods and services is no longer the same as before. The
price structure has changed apart from the fact that all prices in terms of
money have risen. The final prices to the establishment of which the market
tends after the effects of the increase in the quantity of money have been
fully consummated are not equal to the previous final prices multiplied by
the same multiplier.

The main fault of the old quantity theory as well as the mathematical econ-
omists’ equation of exchange is that they have ignored this fundamental issue.
Changes in the supply of money must bring about changes in other data too.
The market system before and after the inflow or outflow of a quantity of
money is not merely changed in that the cash holdings of the individuals and
prices have increased or decreased. There have been effected also changes in
the reciprocal exchange ratios between the various commodities and services
which, if one wants to resort to metaphors, are more adequately described by
the image of price revolution than by the misleading figure of an elevation or
a sinking of the “price level.”

We may at this point disregard the effects brought about by the influence
on the content of all deferred payments as stipulated by contracts. We will
deal later with them and with the operation of monetary events on consump-
tion and production, investment in capital goods, and accumulation and con-
sumption of capital. But even in setting aside all these things, we must never
forget that changes in the quantity of money affect prices in an uneven way.
It depends on the data of each particular case at what moment and to what
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extent the prices of the various commodities and services are affected. In the
course of a monetary expansion (inflation) the first reaction is not only that the
prices of some of them rise more quickly and more steeply than others. It may
also occur that some fall at first as they are for the most part demanded by those
groups whose interests are hurt.

Changes in the money relation are not only caused by governments issuing
additional paper money. An increase in the production of the precious metals
employed as money has the same effects although, of course, other classes of
the population may be favored or hurt by it. Prices also rise in the same way if,
without a corresponding reduction in the quantity of money available, the
demand for money falls because of a general tendency toward a diminution of
cash holdings. The money expended additionally by such a “dishoarding”
brings about a tendency toward higher prices in the same way as that flowing
from the gold mines or from the printing press. Conversely, prices drop when
the supply of money falls (e.g., through a withdrawal of paper money) or the
demand for money increases (e.g., through a tendency toward “hoarding,” the
keeping of greater cash balances). The process is always uneven and by steps,
disproportionate and asymmetrical.

It could be and has been objected that the normal production of the gold
mines brought to the market may well entail an increase in the quantity of
money, but does not increase the income, still less the wealth, of the owners
of the mines. These people earn only their “normal” income and thus their
spending of it cannot disarrange market conditions and the prevailing ten-
dencies toward the establishment of final prices and the equilibrium of the
evenly rotating economy. For them, the annual output of the mines does not
mean an increase in riches and does not impel them to offer higher prices.
They will continue to live at the standard at which they used to live before.
Their spending within these limits will not revolutionize the market. Thus the
normal amount of gold production, although certainly increasing the quan-
tity of money available, cannot put into motion the process of depreciation. It
is neutral with regard to prices.

As against this reasoning one must first of all observe that within a progress-
ing economy in which population figures are increasing and the division of la-
bor and its corollary, industrial specialization, are perfected, there prevails a
tendency toward an increase in the demand for money. Additional people ap-
pear on the scene and want to establish cash holdings. The extent of economic
self-sufficiency, i.e., of production for the household’s own needs, shrinks and
people become more dependent upon the market; this will, by and large,
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impel them to increase their holding of cash. Thus the price-raising tendency
emanating from what is called the “normal” gold production encounters a
price-cutting tendency emanating from the increased demand for cash hold-
ing. However, these two opposite tendencies do not neutralize each other.
Both processes take their own course, both result in a disarrangement of exist-
ing social conditions, making some people richer, some people poorer. Both
affect the prices of various goods at different dates and to a different degree. It
is true that the rise in the prices of some commodities caused by one of these
processes can finally be compensated by the fall caused by the other process.
It may happen that at the end some or many prices come back to their previ-
ous height. But this final result is not the outcome of an absence of movements
provoked by changes in the money relation. It is rather the outcome of the
joint effect of the coincidence of two processes independent of each other,
each of which brings about alterations in the market data as well as in the ma-
terial conditions of various individuals and groups of individuals. The new
structure of prices may not differ very much from the previous one. But it is
the resultant of two series of changes which have accomplished all inherent
social transformations.

The fact that the owners of gold mines rely upon steady yearly proceeds
from their gold production does not cancel the newly mined gold’s impression
upon prices. The owners of the mines take from the market, in exchange for
the gold produced, the goods and services required for their mining and the
goods needed for their consumption and their investments in other lines of
production. If they had not produced this amount of gold, prices would not
have been affected by it. It is beside the point that they have anticipated the
future yield of the mines and capitalized it and that they have adjusted their
standard of living to the expectation of steady proceeds from the mining oper-
ations. The effects which the newly mined gold exercises on their expenditure
and on that of those people whose cash holdings it enters later step by step be-
gin only at the instant this gold is available in the hands of the mine owners.
If, in the expectation of future yields, they had expended money at an earlier
date and the expected yield failed to appear, conditions would not differ from
other cases in which consumption was financed by credit based on expecta-
tions not realized by later events.

Changes in the extent of the desired cash holding of various people
neutralize one another only to the extent that they are regularly re-
curring and mutually connected by a causal reciprocity. Salaried
people and wage earners are not paid daily, but at certain pay days
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for a period of one or several weeks. They do not plan to keep their cash hold-
ing within the period between pay days at the same level; the amount of cash
in their pockets declines with the approach of the next pay day. On the other
hand, the merchants who supply them with the necessities of life increase
their cash holdings concomitantly. The two movements condition each other;
there is a causal interdependence between them which harmonizes them
both with regard to time and to quantitative amount. Neither the dealer nor
his customer lets himself be influenced by these recurrent fluctuations. Their
plans concerning cash holding as well as their business operations and their
spending for consumption respectively have the whole period in view and take
it into account as a whole.

It was this phenomenon that led economists to the image of a regular cir-
culation of money and to the neglect of the changes in the individuals’ cash
holdings. However, we are faced with a concatenation which is limited to a
narrow, neatly circumscribed field. Only as far as the increase in the cash
holding of one group of people is temporally and quantitatively related to the
decrease in the cash holding of another group and as far as these changes are
self-liquidating within the course of a period which the members of both groups
consider as a whole in planning their cash holding, can the neutralization take
place. Beyond this field there is no question of such a neutralization.

5 The Problem of Hume and Mill
and the Driving Force of Money

Is it possible to think of a state of affairs in which changes in the purchasing
power of money occur at the same time and to the same extent with regard to
all commodities and services and in proportion to the changes effected in ei-
ther the demand for or the supply of money? In other words, is it possible to
think of neutral money within the frame of an economic system which does
not correspond to the imaginary construction of an evenly rotating economy?
We may call this pertinent question the problem of Hume and Mill.

It is uncontested that neither Hume nor Mill succeeded in finding a
positive answer to this question.9 Is it possible to answer it categorically in the
negative?

We imagine two systems of an evenly rotating economy A and B.

The two systems are independent and in no way connected with one
another. The two systems differ from one another only in the fact
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that to each amount of money m in A there corresponds an amount n m in B,

n being greater or smaller than 1; we assume that there are no deferred pay-
ments and that the money used in both systems serves only monetary purposes
and does not allow of any nonmonetary use. Consequently the prices in the
two systems are in the ratio 1 :n. Is it thinkable that conditions in A can be
altered at one stroke in such a way as to make them entirely equivalent to
conditions in B?

The answer to this question must obviously be in the negative. He who
wants to answer it in the positive must assume that a deus ex machina

[(Latin) providential, god-like, intervention] approaches every individual at
the same instant, increases or decreases his cash holding by multiplying it by
n, and tells him that henceforth he must multiply by n all price data which
he employs in his appraisements and calculations. This cannot happen with-
out a miracle.

It has been pointed out already that in the imaginary construction of an
evenly rotating economy the very notion of money vanishes into an unsub-
stantial calculation process, self-contradictory and devoid of any meaning.10 It
is impossible to assign any function to indirect exchange, media of exchange,
and money within an imaginary construction the characteristic mark of which
is unchangeability and rigidity of conditions.

Where there is no uncertainty concerning the future, there is no need
for any cash holding. As money must necessarily be kept by people in their
cash holdings, there cannot be any money. The use of media of exchange
and the keeping of cash holdings are conditioned by the changeability of
economic data. Money in itself is an element of change; its existence is in-
compatible with the idea of a regular flow of events in an evenly rotating
economy.

Every change in the money relation alters—apart from its effects upon de-
ferred payments—the conditions of the individual members of society. Some
become richer, some poorer. It may happen that the effects of a change in
the demand for and supply of money encounter the effects of opposite
changes occurring by and large at the same time and to the same extent; it
may happen that the resultant of the two opposite movements is such that no
conspicuous changes in the price structure emerge. But even then the effects
on the conditions of the various individuals are not absent. Each change in
the money relation takes its own course and produces its own particular ef-
fects. If an inflationary movement and a deflationary one occur at the same
time or if an inflation is temporally followed by a deflation in such a
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way that prices finally are not very much changed, the social consequences of
each of the two movements do not cancel each other. To the social conse-
quences of an inflation those of a deflation are added. There is no reason to
assume that all or even most of those favored by one movement will be hurt
by the second one, or vice versa.

Money is neither an abstract numéraire nor a standard of value or prices. It
is necessarily an economic good and as such it is valued and appraised on its
own merits, i.e., the services which a man expects from holding cash. On the
market there is always change and movement. Only because there are fluctu-
ations is there money. Money is an element of change not because it “circu-
lates,” but because it is kept in cash holdings. Only because people expect
changes about the kind and extent of which they have no certain knowledge
whatsoever, do they keep money.

While money can be thought of only in a changing economy, it is in itself
an element of further changes. Every change in the economic data sets it in
motion and makes it the driving force of new changes. Every shift in the mu-
tual relation of the exchange ratios between the various nonmonetary goods
not only brings about changes in production and in what is popularly called
distribution, but also provokes changes in the money relation and thus further
changes. Nothing can happen in the orbit of vendible goods without affecting
the orbit of money, and all that happens in the orbit of money affects the orbit
of commodities.

The notion of a neutral money is no less contradictory than that of a money
of stable purchasing power. Money without a driving force of its own would
not, as people assume, be a perfect money; it would not be money at all.

It is a popular fallacy to believe that perfect money should be neutral
and endowed with unchanging purchasing power, and that the goal of
monetary policy should be to realize this perfect money. It is easy to un-
derstand this idea as a reaction against the still more popular postulates
of the inflationists. But it is an excessive reaction, it is in itself confused
and contradictory, and it has worked havoc because it was strengthened
by an inveterate error inherent in the thought of many philosophers and
economists.

These thinkers are misled by the widespread belief that a state of
rest is more perfect than one of movement. Their idea of perfection
implies that no more perfect state can be thought of and consequently
that every change would impair it. The best that can be said of a
motion is that it is directed toward the attainment of a state of per-
fection in which there is rest because every further movement would
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lead into a less perfect state. Motion is seen as the absence of equilibrium
and full satisfaction, as a manifestation of trouble and want. As far as such
thoughts merely establish the fact that action aims at the removal of uneasi-
ness and ultimately at the attainment of full satisfaction, they are well
founded. But one must not forget that rest and equilibrium are not only pres-
ent in a state in which perfect contentment has made people perfectly happy,
but no less in a state in which, although wanting in many regards, they do
not see any means of improving their condition. The absence of action is not
only the result of full satisfaction; it can no less be the corollary of the in-
ability to render things more satisfactory. It can mean hopelessness as well as
contentment.

With the real universe of action and unceasing change, with the economic
system which cannot be rigid, neither neutrality of money nor stability of
its purchasing power are compatible. A world of the kind which the necessary
requirements of neutral and stable money presuppose would be a world
without action.

It is therefore neither strange nor vicious that in the frame of such a
changing world money is neither neutral nor stable in purchasing power.
All plans to render money neutral and stable are contradictory. Money is
an element of action and consequently of change. Changes in the money
relation, i.e., in the relation of the demand for and the supply of money, af-
fect the exchange ratio between money on the one hand and the vendible
commodities on the other hand. These changes do not affect at the same
time and to the same extent the prices of the various commodities and
services. They consequently affect the wealth of the various members of
society in a different way.

6 Cash-Induced and Goods-Induced 
Changes in Purchasing Power

Changes in the purchasing power of money, i.e., in the exchange ratio be-
tween money and the vendible goods and commodities, can originate either
from the side of money or from the side of the vendible goods and commodi-
ties. The change in the data which provokes them can either occur in the de-
mand for and supply of money or in the demand for and supply of the other
goods and services. We may accordingly distinguish between cash-induced
and goods-induced changes in purchasing power.

Goods-induced changes in purchasing power can be brought about
by changes in the supply of commodities and services or in the de-
mand for individual commodities and services. A general rise or fall
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in the demand for all goods and services or the greater part of them can be ef-
fected only from the side of money.

Let us now scrutinize the social and economic consequences of changes in
the purchasing power of money under the following three assumptions: first,
that the money in question can only be used as money—i.e., as a medium of
exchange—and can serve no other purpose; second, that there is only ex-
change of present goods and no exchange of present goods against future
goods; third, that we disregard the effects of changes in purchasing power on
monetary calculation.

Under these assumptions all that cash-induced changes in purchasing
power bring about are shifts in the disposition of wealth among different in-
dividuals. Some get richer, others poorer; some are better supplied, others
less; what some people gain is paid for by the loss of others. It would, how-
ever, be impermissible to interpret this fact by saying that total satisfaction re-
mained unchanged or that, while no changes have occurred in total supply,
the state of total satisfaction or of the sum of happiness has been increased or
decreased by changes in the distribution of wealth. The notions of total sat-
isfaction or total happiness are empty. It is impossible to discover a standard
for comparing the different degrees of satisfaction or happiness attained by
various individuals.

Cash-induced changes in purchasing power indirectly generate further
changes by favoring either the accumulation of additional capital or the con-
sumption of capital available. Whether and in what direction such secondary
effects are brought about depends on the specific data of each case. We shall
deal with these important problems at a later point.11

Goods-induced changes in purchasing power are sometimes nothing else
but consequences of a shift of demand from some goods to others. If they are
brought about by an increase or a decrease in the supply of goods they are not
merely transfers from some people to other people. They do not mean that
Peter gains what Paul has lost. Some people may become richer although
nobody is impoverished, and vice versa.

We may describe this fact in the following way: Let A and B be two
independent systems which are in no way connected with each other.
In both systems the same kind of money is used, a money which can-
not be used for any nonmonetary purpose. Now we assume, as case 1,
that A and B differ from each other only in so far as in B the
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total supply of money is n m, m being the total supply of money in A, and
that to every cash holding of c and to every claim in terms of money d in A

there corresponds a cash holding of n c and a claim of n d in B. In every
other respect A equals B. Then we assume, as case 2, that A and B differ from
each other only in so far as in B the total supply of a certain commodity r is
n p, p being the total supply of this commodity in A, and that to every stock
v of this commodity r in A there corresponds a stock of n v in B. In both cases
n is greater than 1. If we ask every individual of A whether he is ready to make
the slightest sacrifice in order to exchange his position for the corresponding
place in B, the answer will be unanimously in the negative in case 1. But in
case 2 all owners of r and all those who do not own any r, but are eager to ac-
quire a quantity of it—i.e., at least one individual—will answer in the
affirmative.

The services money renders are conditioned by the height of its purchas-
ing power. Nobody wants to have in his cash holding a definite number of
pieces of money or a definite weight of money; he wants to keep a cash
holding of a definite amount of purchasing power. As the operation of the
market tends to determine the final state of money’s purchasing power at a
height at which the supply of and the demand for money coincide, there
can never be an excess or a deficiency of money. Each individual and all
individuals together always enjoy fully the advantages which they can derive
from indirect exchange and the use of money, no matter whether the total
quantity of money is great or small. Changes in money’s purchasing power
generate changes in the disposition of wealth among the various members
of society. From the point of view of people eager to be enriched by such
changes, the supply of money may be called insufficient or excessive, and
the appetite for such gains may result in policies designed to bring about
cash-induced alterations in purchasing power. However, the services which
money renders can be neither improved nor repaired by changing the sup-
ply of money. There may appear an excess or a deficiency of money in an
individual’s cash holding. But such a condition can be remedied by in-
creasing or decreasing consumption or investment. (Of course, one must
not fall prey to the popular confusion between the demand for money for
cash holding and the appetite for more wealth.) The quantity of money
available in the whole economy is always sufficient to secure for everybody
all that money does and can do.

From the point of view of this insight one may call wasteful all
expenditures incurred for increasing the quantity of money. The fact
that things which could render some other useful services are
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employed as money and thus withheld from these other employments appears
as a superfluous curtailment of limited opportunities for want-satisfaction. It
was this idea that led Adam Smith and Ricardo to the opinion that it was very
beneficial to reduce the cost of producing money by resorting to the use of pa-
per printed currency. However, things appear in a different light to the stu-
dents of monetary history. If one looks at the catastrophic consequences of the
great paper money inflations, one must admit that the expensiveness of gold
production is the minor evil. It would be futile to retort that these catastrophes
were brought about by the improper use which the governments made of the
powers that credit money and fiat money placed in their hands and that wiser
governments would have adopted sounder policies. As money can never be
neutral and stable in purchasing power, a government’s plans concerning the
determination of the quantity of money can never be impartial and fair to all
members of society. Whatever a government does in the pursuit of aims to
influence the height of purchasing power depends necessarily upon the rulers’
personal value judgments. It always furthers the interests of some groups of
people at the expense of other groups. It never serves what is called the com-
monweal or the public welfare. In the field of monetary policies too there is
no such thing as a scientific ought.

The choice of the good to be employed as a medium of exchange and as
money is never indifferent. It determines the course of the cash-induced
changes in purchasing power. The question is only who should make the
choice: the people buying and selling on the market, or the government? It
was the market which in a selective process, going on for ages, finally assigned
to the precious metals gold and silver the character of money. For two hundred
years the governments have interfered with the market’s choice of the money
medium. Even the most bigoted étatists do not venture to assert that this in-
terference has proved beneficial.

Inflation and Deflation; Inflationism and Deflationism

The notions of inflation and deflation are not praxeological concepts. They
were not created by economists, but by the mundane speech of the public and
of politicians. They implied the popular fallacy that there is such a thing as
neutral money or money of stable purchasing power and that sound money
should be neutral and stable in purchasing power. From this point of view the
term inflation was applied to signify cash-induced changes resulting in a drop
in purchasing power, and the term deflation to signify cash-induced changes
resulting in a rise in purchasing power.
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However, those applying these terms are not aware of the fact that purchas-
ing power never remains unchanged and that consequently there is always ei-
ther inflation or deflation. They ignore these necessarily perpetual fluctua-
tions as far as they are only small and inconspicuous, and reserve the use of the
terms to big changes in purchasing power. Since the question at what point a
change in purchasing power begins to deserve being called big depends on
personal relevance judgments, it becomes manifest that inflation and
deflation are terms lacking the categorial precision required for praxeological,
economic, and catallactic concepts. Their application is appropriate for his-
tory and politics. Catallactics is free to resort to them only when applying its
theorems to the interpretation of events of economic history and of political
programs. Moreover, it is very expedient even in rigid catallactic disquisitions
to make use of these two terms whenever no misinterpretation can possibly re-
sult and pedantic heaviness of expression can be avoided. But it is necessary
never to forget that all that catallactics says with regard to inflation and
deflation—i.e., big cash-induced changes in purchasing power—is valid also
with regard to small changes, although, of course, the consequences of smaller
changes are less conspicuous than those of big changes.

The terms inflationism and deflationism, inflationist and deflationist, sig-
nify the political programs aiming at inflation and deflation in the sense of big
cash-induced changes in purchasing power.

The semantic revolution which is one of the characteristic features of our
day has also changed the traditional connotation of the terms inflation and
deflation. What many people today call inflation or deflation is no longer the
great increase or decrease in the supply of money, but its inexorable conse-
quences, the general tendency toward a rise or a fall in commodity prices and
wage rates. This innovation is by no means harmless. It plays an important role
in fomenting the popular tendencies toward inflationism.

First of all there is no longer any term available to signify what inflation used
to signify. It is impossible to fight a policy which you cannot name. Statesmen
and writers no longer have the opportunity of resorting to a terminology
accepted and understood by the public when they want to question the expe-
diency of issuing huge amounts of additional money. They must enter into a
detailed analysis and description of this policy with full particulars and minute
accounts whenever they want to refer to it, and they must repeat this bother-
some procedure in every sentence in which they deal with the subject. As this
policy has no name, it becomes self-understood and a matter of fact. It goes on
luxuriantly.

The second mischief is that those engaged in futile and hopeless
attempts to fight the inevitable consequences of inflation—the rise
in prices—are disguising their endeavors as a fight against inflation.
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While merely fighting symptoms, they pretend to fight the root causes of the
evil. Because they do not comprehend the causal relation between the in-
crease in the quantity of money on the one hand and the rise in prices on the
other, they practically make things worse. The best example was provided by
the subsidies granted in the Second World War on the part of the governments
of the United States, Canada, and Great Britain to farmers. Price ceilings re-
duce the supply of the commodities concerned because production involves
a loss for the marginal producers. To prevent this outcome the governments
granted subsidies to the farmers producing at the highest costs. These subsi-
dies were financed out of additional increases in the quantity of money. If the
consumers had had to pay higher prices for the products concerned, no fur-
ther inflationary effects would have emerged. The consumers would have had
to use for such surplus expenditure only money which had already been issued
previously. Thus the confusion of inflation and its consequences in fact can
directly bring about more inflation.

It is obvious that this new-fangled connotation of the terms inflation and
deflation is utterly confusing and misleading and must be unconditionally
rejected.

7 Monetary Calculation and 
Changes in Purchasing Power

Monetary calculation reckons with the prices of commodities and services as
they were determined or would have been determined or presumably will be
determined on the market. It is eager to detect price discrepancies and to draw
conclusions from such a detection.

Cash-induced changes in purchasing power cannot be taken into account in
such calculations. It is possible to put in the place of calculation based on a
definite kind of money a a mode of calculating based on another kind of money
b. Then the result of the calculation is made safe against adulteration on the
part of changes effected in the purchasing power of a; but it can still be adul-
terated by changes effected in the purchasing power of b. There is no means of
freeing any mode of economic calculation from the influence of changes in the
purchasing power of the definite kind of money on which it is based.

All results of economic calculation and all conclusions derived from
them are conditioned by the vicissitudes of cash-induced changes in
purchasing power. In accordance with the rise or fall in purchasing
power there emerge between items reflecting earlier prices and those
reflecting later prices specific differences; the calculation shows profits
or losses which are merely produced by cash-induced changes effected
in the purchasing power of money. If we compare such profits or
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losses with the result of a calculation accomplished on the basis of a kind of
money whose purchasing power had been subject to less vehement changes,
we can call them imaginary or apparent only. But one must not forget that
such statements are only possible as a result of the comparison of calculations
carried out in different kinds of money. As there is no such thing as a money
with stable purchasing power, such apparent profits and losses are present with
every mode of economic calculation, no matter on what kind of money it may
be based. It is impossible to distinguish precisely between genuine profits and
losses and merely apparent profits and losses.

It is therefore possible to maintain that economic calculation is not perfect.
However, nobody can suggest a method which could free economic calcula-
tion from these defects or design a monetary system which could remove this
source of error entirely.

It is an undeniable fact that the free market has succeeded in developing a
currency system which well served all the requirements both of indirect
exchange and of economic calculation. The aims of monetary calculation are
such that they cannot be frustrated by the inaccuracies which stem from slow
and comparatively slight movements in purchasing power. Cash-induced
changes in purchasing power of the extent to which they occurred in the last
two centuries with metallic money, especially with gold money, cannot
influence the result of the businessmen’s economic calculations so consider-
ably as to render such calculations useless. Historical experience shows that
one could, for all practical purposes of the conduct of business, manage very
well with these methods of calculation. Theoretical consideration shows that
it is impossible to design, still less to realize, a better method. In view of these
facts it is vain to call monetary calculation imperfect. Man has not the power
to change the categories of human action. He must adjust his conduct
to them.

Businessmen never deemed it necessary to free economic calculation in
terms of gold from its dependence on the fluctuations in purchasing power.
The proposals to improve the currency system by adopting a tabular stan-
dard based on index numbers or by adopting various methods of commod-
ity standards were not advanced with regard to business transactions and to
monetary calculation. Their aim was to provide a less fluctuating standard
for long-run loan contracts. Businessmen did not even consider it expedi-
ent to modify their accounting methods in those regards in which it would
have been easy to narrow down certain errors induced by fluctuations in
purchasing power. It would, for instance, have been possible to discard
the practice of writing off durable equipment by means of yearly
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depreciation quotas, invariably fixed as a percentage of the cost of its acquisi-
tion. In its place one could resort to the device of laying aside in renewal funds
as much as seems necessary to provide the full cost of the replacement at the
time when it is required. But business was not eager to adopt such a procedure.

All this is valid only with regard to money which is not subject to rapid, big
cash-induced changes in purchasing power. But money with which such rapid
and big changes occur loses its suitability to serve as a medium of exchange
altogether.

8 The Anticipation of Expected 
Changes in Purchasing Power

The deliberations of the individuals which determine their conduct with
regard to money are based on their knowledge concerning the prices of the
immediate past. If they lacked this knowledge, they would not be in a position
to decide what the appropriate height of their cash holdings should be and
how much they should spend for the acquisition of various goods. A medium
of exchange without a past is unthinkable. Nothing can enter into the func-
tion of a medium of exchange which was not already previously an economic
good and to which people assigned exchange value already before it was
demanded as such a medium.

But the purchasing power handed down from the immediate past is
modified by today’s demand for and supply of money. Human action is always
providing for the future, be it sometimes only the future of the impending
hour. He who buys, buys for future consumption and production. As far as he
believes that the future will differ from the present and the past, he modifies
his valuation and appraisement. This is no less true with regard to money than
it is with regard to all vendible goods. In this sense we may say that today’s
exchange value of money is an anticipation of tomorrow’s exchange value.
The basis of all judgments concerning money is its purchasing power as it was
in the immediate past. But as far as cash-induced changes in purchasing
power are expected, a second factor enters the scene, the anticipation of these
changes.

He who believes that the prices of the goods in which he takes an
interest will rise, buys more of them than he would have bought in
the absence of this belief; accordingly he restricts his cash holding. He
who believes that prices will drop, restricts his purchases and thus en-
larges his cash holding. As long as such speculative anticipations are
limited to some commodities, they do not bring about a general ten-
dency toward changes in cash holding. But it is different if people
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believe that they are on the eve of big cash-induced changes in purchas-
ing power. When they expect that the money prices of all goods will rise
or fall, they expand or restrict their purchases. These attitudes strengthen
and accelerate the expected tendencies considerably. This goes on until
the point is reached beyond which no further changes in the purchasing
power of money are expected. Only then does this inclination to buy or
to sell stop and do people begin again to increase or to decrease their cash
holdings.

But if once public opinion is convinced that the increase in the quantity
of money will continue and never come to an end, and that consequently
the prices of all commodities and services will not cease to rise, everybody
becomes eager to buy as much as possible and to restrict his cash holding
to a minimum size. For under these circumstances the regular costs in-
curred by holding cash are increased by the losses caused by the progressive
fall in purchasing power. The advantages of holding cash must be paid for
by sacrifices which are deemed unreasonably burdensome. This phenome-
non was, in the great European inflations of the ’twenties, called flight into

real goods (Flucht in die Sachwerte) or crack-up boom (Katastrophenhausse).

The mathematical economists are at a loss to comprehend the causal
relation between the increase in the quantity of money and what they call
“velocity of circulation.”

The characteristic mark of this phenomenon is that the increase in the
quantity of money causes a fall in the demand for money. The tendency to-
ward a fall in purchasing power as generated by the increased supply of money
is intensified by the general propensity to restrict cash holdings which it brings
about. Eventually a point is reached where the prices at which people would
be prepared to part with “real” goods discount to such an extent the expected
progress in the fall of purchasing power that nobody has a sufficient amount
of cash at hand to pay them. The monetary system breaks down; all transac-
tions in the money concerned cease; a panic makes its purchasing power van-
ish altogether. People return either to barter or to the use of another kind of
money.

The course of a progressing inflation is this: At the beginning the
inflow of additional money makes the prices of some commodities and
services rise; other prices rise later. The price rise affects the various
commodities and services, as has been shown, at different dates and to a
different extent.

This first stage of the inflationary process may last for many years.
While it lasts, the prices of many goods and services are not yet
adjusted to the altered money relation. There are still people in the
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country who have not yet become aware of the fact that they are confronted
with a price revolution which will finally result in a considerable rise of all
prices, although the extent of this rise will not be the same in the various com-
modities and services. These people still believe that prices one day will drop.
Waiting for this day, they restrict their purchases and concomitantly increase
their cash holdings. As long as such ideas are still held by public opinion, it is
not yet too late for the government to abandon its inflationary policy.

But then finally the masses wake up. They become suddenly aware of the
fact that inflation is a deliberate policy and will go on endlessly. A breakdown
occurs. The crack-up boom appears. Everybody is anxious to swap his money
against “real” goods, no matter whether he needs them or not, no matter how
much money he has to pay for them. Within a very short time, within a few
weeks or even days, the things which were used as money are no longer used
as media of exchange. They become scrap paper. Nobody wants to give away
anything against them.

It was this that happened with the Continental currency in America in 1781,
with the French mandats territoriaux [(French) land-warrants, issued in 1796
by the French Revolutionary Government, supposedly to serve as money] in
1796, and with the German Mark in 1923. It will happen again whenever the
same conditions appear. If a thing has to be used as a medium of exchange,
public opinion must not believe that the quantity of this thing will increase
beyond all bounds. Inflation is a policy that cannot last.

9 The Specific Value of Money

As far as a good used as money is valued and appraised on account of the ser-
vices it renders for nonmonetary purposes, no problems are raised which
would require special treatment. The task of the theory of money consists
merely in dealing with that component in the valuation of money which is
conditioned by its function as a medium of exchange.

In the course of history various commodities have been employed 
as media of exchange. A long evolution eliminated the greater part of these
commodities from the monetary function. Only two, the precious metals gold
and silver, remained. In the second part of the nineteenth century more and
more governments deliberately turned toward the demonetization of silver.

In all these cases what is employed as money is a commodity which
is used also for nonmonetary purposes. Under the gold standard, gold
is money and money is gold. It is immaterial whether or not the laws
assign legal tender quality only to gold coins minted by the govern-
ment. What counts is that these coins really contain a fixed weight
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of gold and that every quantity of bullion can be transformed into coins. Un-
der the gold standard the dollar and the pound sterling were merely names for
a definite weight of gold, within very narrow margins precisely determined by
the laws. We may call such a sort of money commodity money.

A second sort of money is credit money. Credit money evolved out of the use
of money-substitutes. It was customary to use claims, payable on demand and
absolutely secure, as substitutes for the sum of money to which they gave a
claim. (We shall deal with the features and problems of money-substitutes in
the next sections.) The market did not stop using such claims when one day
their prompt redemption was suspended and thereby doubts about their safety
and the solvency of the obligee were raised. As long as these claims had been
daily maturing claims against a debtor of undisputed solvency and could be
collected without notice and free of expense, their exchange value was equal
to their face value; it was this perfect equivalence which assigned to them the
character of money-substitutes. Now, as redemption was suspended, the ma-
turity date postponed to an undetermined day, and consequently doubts about
the solvency of the debtor or at least about his willingness to pay emerged, they
lost a part of the value previously ascribed to them. They were now merely
claims, which did not bear interest, against a questionable debtor and falling
due on an undefined day. But as they were used as media of exchange, their
exchange value did not drop to the level to which it would have dropped if
they were merely claims.

One can fairly assume that such credit money could remain in use as a
medium of exchange even if it were to lose its character as a claim against a
bank or a treasury, and thus would become fiat money. Fiat money is a money
consisting of mere tokens which can neither be employed for any industrial
purposes nor convey a claim against anybody.

It is not a task of catallactics but of economic history to investigate whether
there appeared in the past specimens of fiat money or whether all the sorts of
money which were not commodity money were credit money. The only thing
that catallactics has to establish is that the possibility of the existence of fiat
money must be admitted.

The important thing to be remembered is that with every sort of money, de-
monetization—i.e., the abandonment of its use as a medium of exchange—
must result in a serious fall of its exchange value. What this practically means
has become manifest when in the last ninety years the use of silver as com-
modity money has been progressively restricted.
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There are specimens of credit money and fiat money which are embodied
in metallic coins. Such money is printed, as it were, on silver, nickel, or cop-
per. If such a piece of fiat money is demonetized, it still retains exchange value
as a piece of metal. But this is only a very small indemnification of the owner.
It has no practical importance.

The keeping of cash holding requires sacrifices. To the extent that a man
keeps money in his pockets or in his balance with a bank, he forsakes the in-
stantaneous acquisition of goods he could consume or employ for production.
In the market economy these sacrifices can be precisely determined by calcu-
lation. They are equal to the amount of originary interest he would have
earned by investing the sum. The fact that a man takes this falling off into
account is proof that he prefers the advantages of cash holding to the loss in
interest yield.

It is possible to specify the advantages which people expect from keeping a
definite amount of cash. But it is a delusion to assume that an analysis of these
motives could provide us with a theory of the determination of purchasing
power which could do without the notions of cash holding and demand for
and supply of money.12 The advantages and disadvantages derived from cash
holding are not objective factors which could directly influence the size of
cash holdings. They are put on the scales by each individual and weighed
against one another. The result is a subjective judgment of value, colored by
the individual’s personality. Different people and the same people at different
times value the same objective facts in a different way. Just as knowledge of a
man’s wealth and his physical condition does not tell us how much he would
be prepared to spend for food of a certain nutritive power, so knowledge about
data concerning a man’s material situation does not enable us to make definite
assertions with regard to the size of his cash holding.

10 The Import of the Money Relation

The money relation, i.e., the relation between demand for and supply of
money, uniquely determines the price structure as far as the reciprocal
exchange ratio between money and the vendible commodities and services is
involved.

If the money relation remains unchanged, neither an inflationary
(expansionist) nor a deflationary (contractionist) pressure on trade, busi-
ness, production, consumption, and employment can emerge. The as-
sertions to the contrary reflect the grievances of people reluctant to
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adjust their activities to the demands of their fellow men as manifested on
the market. However, it is not on account of an alleged scarcity of money
that prices of agricultural products are too low to secure to the submarginal
farmers proceeds of the amount they would like to earn. The cause of these
farmers’ distress is that other farmers are producing at lower costs.

An increase in the quantity of goods produced, other things being un-
changed, must bring about an improvement in people’s conditions. Its con-
sequence is a fall in the money prices of the goods the production of which
has been increased. But such a fall in money prices does not in the least
impair the benefits derived from the additional wealth produced. One may
consider as unfair the increase in the share of the additional wealth which
goes to the creditors, although such criticisms are questionable as far as the
rise in purchasing power has been correctly anticipated and adequately
taken into account by a negative price premium.13 But one must not say that
a fall in prices caused by an increase in the production of the goods con-
cerned is the proof of some disequilibrium which cannot be eliminated
otherwise than by increasing the quantity of money. Of course, as a rule
every increase in production of some or of all commodities requires a new
allocation of factors of production to the various branches of business. If the
quantity of money remains unchanged, the necessity of such a reallocation
becomes visible in the price structure. Some lines of production become
more profitable, while in others profits drop or losses appear. Thus the oper-
ation of the market tends to eliminate these much discussed disequilibria. It
is possible by means of an increase in the quantity of money to delay or to
interrupt this process of adjustment. It is impossible either to make it
superfluous or less painful for those concerned.

If the government-made cash-induced changes in the purchasing power of
money resulted only in shifts of wealth from some people to other people, it
would not be permissible to condemn them from the point of view of catal-
lactics’ scientific neutrality. It is obviously fraudulent to justify them under the
pretext of the commonweal or public welfare. But one could still consider
them as political measures suitable to promote the interests of some groups of
people at the expense of others without further detriment. However, there are
still other things involved.

It is not necessary to point out the consequences to which a
continued deflationary policy must lead. Nobody advocates such a
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policy. The favor of the masses and of the writers and politicians eager for ap-
plause goes to inflation. With regard to these endeavors we must emphasize
three points. First: Inflationary or expansionist policy must result in overcon-
sumption on the one hand and in malinvestment on the other. It thus squan-
ders capital and impairs the future state of want-satisfaction.14 Second: The
inflationary process does not remove the necessity of adjusting production and
reallocating resources. It merely postpones it and thereby makes it more
troublesome. Third: Inflation cannot be employed as a permanent policy be-
cause it must, when continued, finally result in a breakdown of the monetary
system.

A retailer or innkeeper can easily fall prey to the illusion that all that is
needed to make him and his colleagues more prosperous is more spending on
the part of the public. In his eyes the main thing is to impel people to spend
more. But it is amazing that this belief could be presented to the world as a
new social philosophy. Lord Keynes and his disciples make the lack of the
propensity to consume responsible for what they deem unsatisfactory in
economic conditions. What is needed, in their eyes, to make men more pros-
perous is not an increase in production, but an increase in spending. In order
to make it possible for people to spend more, an “expansionist” policy is
recommended.

This doctrine is as old as it is bad. Its analysis and refutation will be under-
taken in the chapter dealing with the trade cycle.15

11 The Money-Substitutes

Claims to a definite amount of money, payable and redeemable on de-
mand, against a debtor about whose solvency and willingness to pay there
does not prevail the slightest doubt, render to the individual all the services
money can render, provided that all parties with whom he could possibly
transact business are perfectly familiar with these essential qualities of the
claims concerned: daily maturity as well as undoubted solvency and will-
ingness to pay on the part of the debtor. We may call such claims money-

substitutes, as they can fully replace money in an individual’s or a firm’s
cash holding. The technical and legal features of the money-substitutes do
not concern catallactics. A money-substitute can be embodied either in a
banknote or in a demand deposit with a bank subject to check (“check-
book money” or deposit currency), provided the bank is prepared to

432 � catallactics or economics of the market society

14. Cf. below, pp. 564– 65.
15. Cf. below, pp. 548– 65.

17-L3843  12/5/06  8:10 AM  Page 432



exchange the note or the deposit daily free of charge against money proper. To-
ken coins are also money-substitutes, provided the owner is in a position to ex-
change them at need, free of expense and without delay, against money. To
achieve this it is not required that the government be bound by law to redeem
them. What counts is the fact that these tokens can be really converted free of
expense and without delay. If the total amount of token coins issued is kept
within reasonable limits, no special provisions on the part of the government
are necessary to keep their exchange value at par with their face value. The de-
mand of the public for small change gives everybody the opportunity to ex-
change them easily against pieces of money. The main thing is that every
owner of a money-substitute is perfectly certain that it can, at every instant and
free of expense, be exchanged against money.

If the debtor—the government or a bank—keeps against the whole amount
of money-substitutes a 100% reserve of money proper, we call the money-
substitute a money-certificate. The individual money-certificate is—not nec-
essarily in a legal sense, but always in the catallactic sense—a representative
of a corresponding amount of money kept in the reserve. The issuing of
money-certificates does not increase the quantity of things suitable to satisfy
the demand for money for cash holding. Changes in the quantity of money-
certificates therefore do not alter the supply of money and the money relation.
They do not play any role in the determination of the purchasing power of
money.

If the money reserve kept by the debtor against the money-substitutes issued
is less than the total amount of such substitutes, we call that amount of substi-
tutes which exceeds the reserve fiduciary media. As a rule it is not possible to
ascertain whether a concrete specimen of money-substitutes is a money-
certificate or a fiduciary medium. A part of the total amount of money-
substitutes issued is usually covered by a money reserve held. Thus a part of
the total amount of money-substitutes issued is money-certificates, the rest
fiduciary media. But this fact can only be recognized by those familiar with
the bank’s balance sheets. The individual banknote, deposit, or token coin
does not indicate its catallactic character.

The issue of money-certificates does not increase the funds which
the bank can employ in the conduct of its lending business. A bank
which does not issue fiduciary media can only grant commodity credit,

i.e., it can only lend its own funds and the amount of money which
its customers have entrusted to it. The issue of fiduciary media en-
larges the bank’s funds available for lending beyond these limits.
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It can now not only grant commodity credit, but also circulation credit, i.e.,
credit granted out of the issue of fiduciary media.

While the quantity of money-certificates is indifferent, the quantity of
fiduciary media is not. The fiduciary media affect the market phenomena in
the same way as money does. Changes in their quantity influence the deter-
mination of money’s purchasing power and of prices and—temporarily—also
of the rate of interest.

Earlier economists applied a different terminology. Many were prepared to
call the money-substitutes simply money, as they are fit to render the services
money renders. However, this terminology is not expedient. The first purpose
of a scientific terminology is to facilitate the analysis of the problems involved.
The task of the catallactic theory of money—as differentiated from the le-
gal theory and from the technical disciplines of bank management and
accountancy—is the study of the problems of the determination of prices
and interest rates. This task requires a sharp distinction between money-
certificates and fiduciary media.

The term credit expansion has often been misinterpreted. It is important to
realize that commodity credit cannot be expanded. The only vehicle of credit
expansion is circulation credit. But the granting of circulation credit does not
always mean credit expansion. If the amount of fiduciary media previously is-
sued has consummated all its effects upon the market, if prices, wage rates,
and interest rates have been adjusted to the total supply of money proper plus
fiduciary media (supply of money in the broader sense), granting of circula-
tion credit without a further increase in the quantity of fiduciary media is no
longer credit expansion. Credit expansion is present only if credit is granted by
the issue of an additional amount of fiduciary media, not if banks lend anew
fiduciary media paid back to them by the old debtors.

12 The Limitation on the Issuance of Fiduciary Media

People deal with money-substitutes as if they were money because they are
fully confident that it will be possible to exchange them at any time without
delay and without cost against money. We may call those who share in this
confidence and are therefore ready to deal with money-substitutes as if they
were money, the clients of the issuing banker, bank, or authority. It does
not matter whether or not this issuing establishment is operated according
to the patterns of conduct customary in the banking business. Token coins
issued by a country’s treasury are money-substitutes too, although the treas-
ury as a rule does not enter the amount issued into its accounts as a
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liability and does not consider this amount a part of the national debt. It is no
less immaterial whether or not the owner of a money-substitute has an action-
able claim to redemption. What counts is whether the money-substitute can
really be exchanged against money without delay and cost.16

Issuing money-certificates is an expensive venture. The banknotes must be
printed, the token coins minted; a complicated accounting system for the de-
posits must be organized; the reserves must be kept in safety; then there is
the risk of being cheated by counterfeit banknotes and checks. Against all
these expenses stands only the slight chance that some of the banknotes is-
sued may be destroyed and the still slighter chance that some depositors may
forget their deposits. Issuing money-certificates is a ruinous business if not
connected with issuing fiduciary media. In the early history of banking there
were banks whose only operation consisted in issuing money-certificates. But
these banks were indemnified by their clients for the costs incurred. At any
rate, catallactics is not interested in the purely technical problems of banks
not issuing fiduciary media. The only interest that catallactics takes in
money-certificates is the connection between issuing them and the issuing of
fiduciary media.

While the quantity of money-certificates is catallactically unimportant, an
increase or decrease in the quantity of fiduciary media affects the determi-
nation of money’s purchasing power in the same way as do changes in the
quantity of money. Hence the question of whether there are or are not lim-
its to the increase in the quantity of fiduciary media has fundamental
importance.

If the clientele of the bank includes all members of the market economy,
the limit to the issue of fiduciary media is the same as that drawn to the in-
crease in the quantity of money. A bank which is, in an isolated country or in
the whole world, the only institution issuing fiduciary media and the clientele
of which comprises all individuals and firms, is bound to comply in its con-
duct of affairs with two rules:
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First: It must avoid any action which could make the clients—i.e., the
public—suspicious. As soon as the clients begin to lose confidence, they will
ask for the redemption of the banknotes and withdraw their deposits. How far
the bank can go on increasing its issues of fiduciary media without arousing
distrust, depends on psychological factors.

Second: It must not increase the amount of fiduciary media at such a rate
and with such speed that the clients get the conviction that the rise in prices
will continue endlessly at an accelerated pace. For if the public believes that
this is the case, they will reduce their cash holdings, flee into “real” values, and
bring about the crack-up boom. It is impossible to imagine the approach of
this catastrophe without assuming that its first manifestation consists in the
evanescence of confidence. The public will certainly prefer exchanging the
fiduciary media against money to fleeing into real values, i.e., to the indis-
criminate buying of various commodities. Then the bank must go bankrupt.
If the government interferes by freeing the bank from the obligation of re-
deeming its banknotes and of paying back the deposits in compliance with the
terms of the contract, the fiduciary media become either credit money or fiat
money. The suspension of specie [metallic money, usually gold or silver] pay-
ments entirely changes the state of affairs. There is no longer any question of
fiduciary media, of money-certificates, and of money-substitutes. The govern-
ment enters the scene with its government-made legal tender laws. The bank
loses its independent existence; it becomes a tool of government policies, a
subordinate office of the treasury.

The catallactically most important problems of the issuance of fiduciary
media on the part of a single bank, or of banks acting in concert, the clien-
tele of which comprehends all individuals, are not those of the limitations
drawn to the amount of their issuance. We will deal with them in Chapter
20, devoted to the relations between the quantity of money and the rate of
interest.

At this point of our investigations we have to scrutinize the problem of the
coexistence of a multiplicity of independent banks. Independence means that
every bank in issuing fiduciary media follows its own course and does not act
in concert with other banks. Coexistence means that every bank has a clien-
tele which does not include all members of the market system. For the sake of
simplicity we will assume that no individual or firm is a client of more than
one bank. It would not affect the result of our demonstration if we were to as-
sume that there are also people who are clients of more than one bank and
people who are not clients of any bank.

The question to be raised is not whether or not there are limits

436 � catallactics or economics of the market society

17-L3843  12/5/06  8:10 AM  Page 436



to the issuance of fiduciary media on the part of such independently coexist-
ing banks. As there are even limits to the issuance of fiduciary media on the
part of a unique bank the clientele of which comprises all people, it is obvious
that there are such limits for a multiplicity of independently coexisting banks
too. What we want to show is that for such a multiplicity of independently co-
existing banks the limits are narrower than those drawn for a single bank with
an unlimited clientele.

We assume that within a market system several independent banks have
been established in the past. While previously only money was in use,
these banks have introduced the use of money-substitutes a part of which
are fiduciary media. Each bank has a clientele and has issued a certain
quantity of fiduciary media which are kept as money-substitutes in the cash
holdings of various clients. The total quantity of the fiduciary media as is-
sued by the banks and absorbed by the cash holdings of their clients has
altered the structure of prices and the monetary unit’s purchasing power.
But these effects have already been consummated and at present the mar-
ket is no longer stirred by any movements generated from this past credit
expansion.

But now, we assume further, one bank alone embarks upon an additional
issue of fiduciary media while the other banks do not follow suit. The
clients of the expanding bank—whether its old clients or new ones acquired
on account of the expansion—receive additional credits, they expand their
business activities, they appear on the market with an additional demand for
goods and services, they bid up prices. Those people who are not clients of
the expanding bank are not in a position to afford these higher prices; they
are forced to restrict their purchases. Thus there prevails on the market a
shifting of goods from the nonclients to the clients of the expanding bank.
The clients buy more from the nonclients than they sell to them; they have
more to pay to the nonclients than they receive from them. But money-sub-
stitutes issued by the expanding bank are not suitable for payments to non-
clients, as these people do not assign to them the character of money-sub-
stitutes. In order to settle the payments due to nonclients, the clients must
first exchange the money-substitutes issued by their own—viz., the expand-
ing bank—against money. The expanding bank must redeem its banknotes
and pay out its deposits. Its reserve—we suppose that only a part of the
money-substitutes it had issued had the character of fiduciary media—
dwindles. The instant approaches in which the bank will—after the ex-
haustion of its money reserve—no longer be in a position to redeem the
money-substitutes still current. In order to avoid insolvency it must as soon
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as possible return to a policy of strengthening its money reserve. It must aban-
don its expansionist methods.

This reaction of the market to a credit expansion on the part of a bank with
a limited clientele has been brilliantly described by the Currency School. The
special case dealt with by the Currency School referred to the coincidence of
credit expansion on the part of one country’s privileged central bank or of all
banks of one country and of a nonexpansionist policy on the part of the banks
of other countries. Our demonstration covers the more general case of the co-
existence of a multiplicity of banks with different clientele as well as the most
general case of the existence of one bank with a limited clientele in a system
in which the rest of the people do not patronize any bank and do not consider
any claims as money-substitutes. It does not matter, of course, whether one as-
sumes that the clients of a bank live neatly separated from those of the other
banks in a definite district or country or whether they live side by side with
those of the other banks. These are merely differences in the data not affect-
ing the catallactic problems involved.

A bank can never issue more money-substitutes than its clients can keep in
their cash holdings. The individual client can never keep a larger portion of
his total cash holding in money-substitutes than that corresponding to the pro-
portion which his turnover with other clients of his bank bears to his total
turnover. For considerations of convenience he will, as a rule, remain far be-
low this maximum proportion. Thus a limit is drawn to the issue of fiduciary
media. We may admit that everybody is ready to accept in his current transac-
tions indiscriminately banknotes issued by any bank and checks drawn upon
any bank. But he deposits without delay with his own bank not only the checks
but also the banknotes of banks of which he is not himself a client. In the fur-
ther course his bank settles its accounts with the bank engaged. Thus the pro-
cess described above comes into motion.

A lot of nonsense has been written about a perverse predilection of the
public for banknotes issued by dubious banks. The truth is that, except for
small groups of businessmen who were able to distinguish between good
and bad banks, banknotes were always looked upon with distrust. It was
the special charters which the governments granted to privileged banks that
slowly made these suspicions disappear. The often advanced argument that
small banknotes come into the hands of poor and ignorant people who
cannot distinguish between good and bad notes cannot be taken seriously.
The poorer the recipient of a banknote is and the less familiar he is with
bank affairs, the more quickly will he spend the note and the more quickly
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will it return, by way of retail and wholesale trade, to the issuing bank or to
people conversant with banking conditions.

It is very easy for a bank to increase the number of people who are ready to
accept loans granted by credit expansion and paid out in an amount of money-
substitutes. But it is very difficult for any bank to enlarge its clientele, that is,
the number of people who are ready to consider these claims as money-
substitutes and to keep them as such in their cash holdings. To enlarge this
clientele is a troublesome and slow process, as is the acquisition of any kind of
good will. On the other hand, a bank can lose its clientele very quickly. If it
wants to preserve it, it must never permit any doubt about its ability and readi-
ness to discharge all its liabilities in due compliance with the terms of the con-
tract. A reserve must be kept large enough to redeem all banknotes which a
holder may submit for redemption. Therefore no bank can content itself with
issuing fiduciary media only; it must keep a reserve against the total amount
of money-substitutes issued and thus combine issuing fiduciary media and
money-certificates.

It was a serious blunder to believe that the reserve’s task is to provide the
means for the redemption of those banknotes the holders of which have lost
confidence in the bank. The confidence which a bank and the money-
substitutes it has issued enjoy is indivisible. It is either present with all its
clients or it vanishes entirely. If some of the clients lose confidence, the rest of
them lose it too. No bank issuing fiduciary media and granting circulation
credit can fulfill the obligations which it has taken over in issuing money-
substitutes if all clients are losing confidence and want to have their banknotes
redeemed and their deposits paid back. This is an essential feature or weak-
ness of the business of issuing fiduciary media and granting circulation credit.
No system of reserve policy and no reserve requirements as enforced by the
laws can remedy it. All that a reserve can do is to make it possible for the bank
to withdraw from the market an excessive amount of fiduciary media issued. If
the bank has issued more banknotes than its clients can use in doing business
with other clients, it must redeem such an excess.

The laws which compelled the banks to keep a reserve in a definite ratio of
the total amount of deposits and of banknotes issued were effective in so far as
they restricted the increase in the amount of fiduciary media and of circula-
tion credit. They were futile as far as they aimed at safeguarding, in the event
of a loss of confidence, the prompt redemption of the banknotes and the
prompt payment on deposits.

The Banking School failed entirely in dealing with these problems.
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It was confused by a spurious idea according to which the requirements of
business rigidly limit the maximum amount of convertible banknotes that a
bank can issue. They did not see that the demand of the public for credit is
a magnitude dependent on the banks’ readiness to lend, and that banks
which do not bother about their own solvency are in a position to expand cir-
culation credit by lowering the rate of interest below the market rate. It is not
true that the maximum amount which a bank can lend if it limits its lending
to discounting short-term bills of exchange resulting from the sale and pur-
chase of raw materials and half-manufactured goods is a quantity uniquely
determined by the state of business and independent of the bank’s policies.
This quantity expands or shrinks with the lowering or raising of the rate of
discount. Lowering the rate of interest is tantamount to increasing the quan-
tity of what is mistakenly considered as the fair and normal requirements of
business.

The Currency School gave a quite correct explanation of the recurring
crises as they upset English business conditions in the ’thirties and ’forties
of the nineteenth century. There was credit expansion on the part of the
Bank of England and the other British banks and bankers, while there was
no credit expansion, or at least not to the same degree, in the countries
with which Great Britain traded. The external drain occurred as the neces-
sary consequence of this state of affairs. Everything that the Banking School
advanced in order to refute this theory was vain. Unfortunately, the Cur-
rency School erred in two respects. It never realized that the remedy it
suggested, namely strict legal limitation of the amount of banknotes issued
beyond the specie reserve, was not the only one. It never gave a thought to
the idea of free banking. The second fault of the Currency School was that
it failed to recognize that deposits subject to check are money-substitutes
and, as far as their amount exceeds the reserve kept, fiduciary media, and
consequently no less a vehicle of credit expansion than are banknotes. It
was the only merit of the Banking School that it recognized that what is
called deposit currency is a money-substitute no less than banknotes. But
except for this point, all the doctrines of the Banking School were spurious.
It was guided by contradictory ideas concerning money’s neutrality; it tried
to refute the quantity theory of money by referring to a deus ex machina,

the much talked about hoards, and it misconstrued entirely the problems of
the rate of interest.

It must be emphasized that the problem of legal restrictions upon the
issuance of fiduciary media could emerge only because governments
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had granted special privileges to one or several banks and had thus prevented
the free evolution of banking. If the governments had never interfered for the
benefit of special banks, if they had never released some banks from the obli-
gation, incumbent upon all individuals and firms in the market economy, to
settle their liabilities in full compliance with the terms of the contract, no
bank problem would have come into being. The limits which are drawn to
credit expansion would have worked effectively. Considerations of its own sol-
vency would have forced every bank to cautious restraint in issuing fiduciary
media. Those banks which would not have observed these indispensable rules
would have gone bankrupt, and the public, warned through damage, would
have become doubly suspicious and reserved.

The attitudes of the European governments with regard to banking were
from the beginning insincere and mendacious. The pretended solicitude for
the nation’s welfare, for the public in general, and for the poor ignorant masses
in particular was a mere blind. The governments wanted inflation and credit
expansion, they wanted booms and easy money. Those Americans who twice
succeeded in doing away with a central bank were aware of the dangers of such
institutions; it was only too bad that they failed to see that the evils they fought
were present in every kind of government interference with banking. Today
even the most bigoted étatists cannot deny that all the alleged evils of free
banking count little when compared with the disastrous effects of the tremen-
dous inflations which the privileged and government-controlled banks have
brought about.

It is a fable that governments interfered with banking in order to restrict
the issue of fiduciary media and to prevent credit expansion. The idea that
guided governments was, on the contrary, the lust for inflation and credit
expansion. They privileged banks because they wanted to widen the limits
that the unhampered market draws to credit expansion or because they
were eager to open to the treasury a source of revenue. For the most part
both of these considerations motivated the authorities. They were con-
vinced that the fiduciary media are an efficient means of lowering the rate
of interest, and asked the banks to expand credit for the benefit of both
business and the treasury. Only when the undesired effects of credit
expansion became visible, were laws enacted to restrict the issue of
banknotes—and sometimes also of deposits—not covered by specie. The
establishment of free banking was never seriously considered precisely
because it would have been too efficient in restricting credit expansion.
For rulers, writers, and the public were unanimous in the belief that busi-
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ness has a fair claim to a “normal” and “necessary” amount of circulation
credit and that this amount could not be attained under free banking.17

Many governments never looked upon the issuance of fiduciary media
from a point of view other than that of fiscal concerns. In their eyes the fore-
most task of the banks was to lend money to the treasury. The money-
substitutes were favorably considered as pacemakers for government-issued
paper money. The convertible banknote was merely a first step on the way to
the nonredeemable banknote. With the progress of statolatry and the policy
of interventionism these ideas have become general and are no longer ques-
tioned by anybody. No government is willing today to give any thought to the
program of free banking because no government wants to renounce what it
considers a handy source of revenue. What is called today financial war pre-
paredness is merely the ability to procure by means of privileged and
government-controlled banks all the money a warring nation may need.
Radical inflationism, although not admitted explicitly, is an essential feature
of the economic ideology of our age.

But even at the time liberalism enjoyed its highest prestige and govern-
ments were more eager to preserve peace and well-being than to foment war,
death, destruction, and misery, people were biased in dealing with the prob-
lems of banking. Outside of the Anglo-Saxon countries public opinion was
convinced that it is one of the main tasks of good government to lower the rate
of interest and that credit expansion is the appropriate means for the attain-
ment of this end.

Great Britain was free from these errors when in 1844 it reformed its
bank laws. But the two shortcomings of the Currency School vitiated this
famous act. On one hand, the system of government interference with
banking was preserved. On the other hand, limits were placed only on the
issuance of banknotes not covered by specie. The fiduciary media were
suppressed only in the shape of banknotes. They could thrive as deposit
currency.

In carrying the idea implied in the Currency Theory to its full
logical conclusion, one could suggest that all banks be forced by law
to keep against the total amount of money-substitutes (banknotes plus
demand deposits) a 100 per cent money reserve. This is the core of
Professor Irving Fisher’s 100 per cent plan. But Professor Fisher com-
bined his plan with his proposals concerning the adoption of an
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index-number standard. It has been pointed out already why such a scheme
is illusory and tantamount to open approval of the government’s power to
manipulate purchasing power according to the appetites of powerful pres-
sure groups. But even if the 100 per cent reserve plan were to be adopted on
the basis of the unadulterated gold standard, it would not entirely remove the
drawbacks inherent in every kind of government interference with banking.
What is needed to prevent any further credit expansion is to place the bank-
ing business under the general rules of commercial and civil laws com-
pelling every individual and firm to fulfill all obligations in full compliance
with the terms of the contract. If banks are preserved as privileged establish-
ments subject to special legislative provisions, the tool remains that govern-
ments can use for fiscal purposes. Then every restriction imposed upon the
issuance of fiduciary media depends upon the government’s and the parlia-
ment’s good intentions. They may limit the issuance for periods which are
called normal. The restriction will be withdrawn whenever a government
deems that an emergency justifies resorting to extraordinary measures. If an
administration and the party backing it want to increase expenditure without
jeopardizing their popularity through the imposition of higher taxes, they
will always be ready to call their impasse an emergency. Recourse to the
printing press and to the obsequiousness of bank managers willing to oblige
the authorities regulating their conduct of affairs is the foremost means of
governments eager to spend money for purposes for which the taxpayers are
not ready to pay higher taxes.

Free banking is the only method available for the prevention of the dangers
inherent in credit expansion. It would, it is true, not hinder a slow credit
expansion, kept within very narrow limits, on the part of cautious banks
which provide the public with all information required about their financial
status. But under free banking it would have been impossible for credit
expansion with all its inevitable consequences to have developed into a
regular—one is tempted to say normal—feature of the economic system.
Only free banking would have rendered the market economy secure against
crises and depressions.

Looking backward upon the history of the last two centuries, one
cannot help realizing that the blunders committed by liberalism in
handling the problems of banking were a deadly blow to the market
economy. There was no reason whatever to abandon the principle of
free enterprise in the field of banking. The majority of liberal politi-
cians simply surrendered to the popular hostility against money-

indirect exchange � 443

17-L3843  12/5/06  8:10 AM  Page 443



lending and interest taking. They failed to realize that the rate of interest is
a market phenomenon which cannot be manipulated ad libitum by the au-
thorities or by any other agency. They adopted the superstition that lower-
ing the rate of interest is beneficial and that credit expansion is the right
means of attaining such cheap money. Nothing harmed the cause of liberal-
ism more than the almost regular return of feverish booms and of the dramatic
breakdown of bull markets followed by lingering slumps. Public opinion has
become convinced that such happenings are inevitable in the unhampered
market economy. People did not conceive that what they lamented was the
necessary outcome of policies directed toward a lowering of the rate of interest
by means of credit expansion. They stubbornly kept to these policies and tried
in vain to fight their undesired consequences by more and more government
interference.

Observations on the Discussions Concerning Free Banking

The Banking School taught that an overissuance of banknotes is impossible if
the bank limits its business to the granting of short-term loans.18 When the
loan is paid back at maturity, the banknotes return to the bank and thus dis-
appear from the market. However, this happens only if the bank restricts the
amount of credits granted. (But even then it would not undo the effects of its
previous credit expansion. It would merely add to it the effects of a later credit
contraction.) The regular course of affairs is that the bank replaces the bills ex-
pired and paid back by discounting new bills of exchange. Then to the
amount of banknotes withdrawn from the market by the repayment of the ear-
lier loan there corresponds an amount of newly issued banknotes.

The concatenation which sets a limit to credit expansion under a system of
free banking works in a different way. It has no reference whatever to the pro-
cess which this so-called Principle of Fullarton has in mind. It is brought
about by the fact that credit expansion in itself does not expand a bank’s clien-
tele, viz., the number of people who assign to the demand-claims against this
bank the character of money-substitutes. Since the overissuance of fiduciary
media on the part of one bank, as has been shown above, increases the amount
to be paid by the expanding bank’s clients to other people, it increases con-
comitantly the demand for the redemption of its money-substitutes. It thus
forces the expanding bank back to a restraint.

This fact was never questioned with regard to demand deposits sub-
ject to check. It is obvious that an expanding bank would very soon
find itself in a difficult position in clearing with the other banks.
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However, people sometimes maintained that things are different as far as
banknotes are concerned.

In dealing with the problems of money-substitutes, catallactics maintains
that the claims in question are dealt with by a number of people like money,
that they are, like money, given away and received in transactions and kept in
cash holdings. Everything that catallactics asserts with regard to money-
substitutes presupposes this state of affairs. But it would be preposterous to
believe that every banknote issued by any bank really becomes a money-
substitute. What makes a banknote a money-substitute is the special kind of
good will of the issuing bank. The slightest doubt concerning the bank’s abil-
ity or willingness to redeem every banknote without any delay at any time and
with no expense to the bearer impairs this special good will and deprives the
banknotes of their character as a money-substitute. We may assume that every-
body not only is prepared to get such questionable banknotes as a loan but also
prefers to receive them as payment instead of waiting longer. But if any doubts
exist concerning their prime character, people will hurry to get rid of them as
soon as possible. They will keep in their cash holdings money and such
money-substitutes as they consider perfectly safe and will dispose of the sus-
pect banknotes. These banknotes will be traded at a discount, and this fact will
carry them back to the issuing bank which alone is bound to redeem them at
their full face value.

The issue can still better be clarified by reviewing banking conditions in
continental Europe. Here the commercial banks were free from any limita-
tion concerning the amount of deposits subject to check. They would have
been in a position to grant circulation credit and thus expand credit by adopt-
ing the methods applied by the banks of the Anglo-Saxon countries. However,
the public was not ready to treat such bank deposits as money-substitutes. As a
rule a man who received a check cashed it immediately and thereby withdrew
the amount from the bank. It was impossible for a commercial bank to lend,
except for negligible sums, by crediting the debtor’s account. As soon as the
debtor wrote out a check, a withdrawal of the amount concerned from the
bank resulted. Only big business treated deposits as money-substitutes. Al-
though the Central Banks in most of these countries were not submitted to any
legal restrictions with regard to their deposit business, they were prevented
from using it as a vehicle of large-scale credit expansion because the clientele
for deposit currency was too small. Banknotes were practically the sole instru-
ment of circulation credit and credit expansion.

In the ’eighties of the nineteenth century the Austrian government
embarked upon a project of popularizing checkbook money by estab-
lishing a checking account department with the Post Office Savings
Service. It succeeded to some degree. Balances with this department of
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the Post Office were treated as money-substitutes by a clientele which was
broader than that of the checking account department of the country’s Cen-
tral Bank of Issue. The system was later preserved by the new states which in
1918 succeeded the Habsburg Empire. It has also been adopted by many other
European nations, for instance Germany. It is important to realize that this
kind of deposit currency was a purely governmental venture and that the
circulation credit that the system granted was exclusively lent to the govern-
ments. It is characteristic that the name of the Austrian Post Office Savings
Institution, and likewise of most of its foreign replicas, was not Savings Bank,

but Savings Office (Amt). Apart from these demand deposits with the govern-
ment post system in most of the non-Anglo-Saxon countries, banknotes—and,
to a small extent, also deposits with the government-controlled Central Bank
of Issue—are the main vehicles of circulation credit. In speaking of credit ex-
pansion with regard to these countries, one refers almost entirely to banknotes.

In the United States many employers pay salaries and even wages by writ-
ing out checks. As far as the payees immediately cash the checks received and
withdraw the whole amount from the bank, the method means merely that the
onerous burden of manipulating coins and banknotes is shifted from the em-
ployer’s cashier to the bank’s cashier. It has no catallactic implications. If all
citizens were to deal in this way with checks received, the deposits would not
be money-substitutes and could not be used as instruments of circulation
credit. It is solely the fact that a considerable part of the public looks upon
deposits as money-substitutes that makes them what is popularly called check-
book money or deposit currency.

It is a mistake to associate with the notion of free banking the image of a
state of affairs under which everybody is free to issue banknotes and to cheat
the public ad libitum. People often refer to the dictum of an anonymous
American quoted by Tooke: “Free trade in banking is free trade in swindling.”
However, freedom in the issuance of banknotes would have narrowed down
the use of banknotes considerably if it had not entirely suppressed it. It was this
idea which Cernuschi advanced in the hearings of the French Banking In-
quiry on October 24, 1865: “I believe that what is called freedom of banking
would result in a total suppression of banknotes in France. I want to give every-
body the right to issue banknotes so that nobody should take any banknotes
any longer.”19

People may uphold the opinion that banknotes are more handy than
coins and that considerations of convenience recommend their use. As
far as this is the case, the public would be prepared to pay a premium
for the avoidance of the inconveniences involved in carrying a heavy
weight of coins in their pockets. Thus in earlier days banknotes issued
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by banks of unquestionable solvency stood at a slight premium as against
metallic currency. Thus travelers’ checks are rather popular although the bank
issuing them charges a commission for their issuance. But all this has no ref-
erence whatever to the problem in question. It does not provide a justification
for the policies urging the public to resort to the use of banknotes. Govern-
ments did not foster the use of banknotes in order to avoid inconvenience to
ladies shopping. Their idea was to lower the rate of interest and to open a
source of cheap credit to their treasuries. In their eyes the increase in the quan-
tity of fiduciary media was a means of promoting welfare.

Banknotes are not indispensable. All the economic achievements of
capitalism would have been accomplished if they had never existed. Besides,
deposit currency can do all the things banknotes do. And government inter-
ference with the deposits of commercial banks cannot be justified by the
hypocritical pretext that poor ignorant wage earners and farmers must be
protected against wicked bankers.

But, some people may ask, what about a cartel of the commercial banks?
Could not the banks collude for the sake of a boundless expansion of their
issuance of fiduciary media? The objection is preposterous. As long as the
public is not, by government interference, deprived of the right of with-
drawing its deposits, no bank can risk its own good- will by collusion with
banks whose good will is not so high as its own. One must not forget that
every bank issuing fiduciary media is in a rather precarious position. Its
most valuable asset is its reputation. It must go bankrupt as soon as doubts
arise concerning its perfect trustworthiness and solvency. It would be suici-
dal for a bank of good standing to link its name with that of other banks
with a poorer goodwill. Under free banking a cartel of the banks would de-
stroy the country’s whole banking system. It would not serve the interests of
any bank.

For the most part the banks of good repute are blamed for their conser-
vatism and their reluctance to expand credit. In the eyes of people not de-
serving of credit such restraint appears as a vice. But it is the first and supreme
rule for the conduct of banking operations under free banking.

It is extremely difficult for our contemporaries to conceive of the conditions
of free banking because they take government interference with banking for
granted and as necessary. However, one must remember that this government
interference was based on the erroneous assumption that credit expansion is a
proper means of lowering the rate of interest permanently and without harm
to anybody but the callous capitalists. The governments interfered precisely
because they knew that free banking keeps credit expansion within narrow
limits.

Economists may be right in asserting that the present state of bank-
ing makes government interference with banking problems advisable.
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But this present state of banking is not the outcome of the operation of the un-
hampered market economy. It is a product of the various governments’ at-
tempts to bring about the conditions required for large-scale credit expansion.
If the governments had never interfered, the use of banknotes and of deposit
currency would be limited to those strata of the population who know very
well how to distinguish between solvent and insolvent banks. No large-scale
credit expansion would have been possible. The governments alone are re-
sponsible for the spread of the superstitious awe with which the common man
looks upon every bit of paper upon which the treasury or agencies which it
controls have printed the magical words legal tender.

Government interference with the present state of banking affairs could be
justified if its aim were to liquidate the unsatisfactory conditions by prevent-
ing or at least seriously restricting any further credit expansion. In fact, the
chief objective of present-day government interference is to intensify further
credit expansion. This policy is doomed to failure. Sooner or later it must re-
sult in a catastrophe.

13 The Size and Composition of Cash Holdings

The total amount of money and money-substitutes is kept by individuals and
firms in their cash holdings. The share of each is determined by marginal util-
ity. Each is eager to keep a certain portion of his total wealth in cash. He gets
rid of an excess of cash by increased purchases and remedies a deficiency of
cash by increased sales. The popular terminology confusing the demand for
money for cash holding and the demand for wealth and vendible goods must
not delude an economist.

What is valid with regard to individuals and firms is no less true with regard
to every sum of the cash holdings of a number of individuals and firms. The
point of view from which we treat a number of such individuals and firms as a
totality and sum up their cash holdings is immaterial. The cash holdings of a
city, a province, or a country is the sum of the cash holdings of all its residents.

Let us assume that the market economy uses only one kind of money and
that money-substitutes are either unknown or used in the whole area by every-
body without any difference. There are, for example, gold money and re-
deemable banknotes, issued by a world bank and treated by everybody as
money-substitutes. On these assumptions measures hindering the exchange of
commodities and services do not affect the state of monetary affairs and the
size of cash holdings. Tariffs, embargoes, and migration barriers affect the ten-
dencies toward an equalization of prices, wages, and interest rates. They do
not react directly upon cash holdings.
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If a government aims at increasing the amount of cash kept by its subjects,
it must order them to deposit a certain amount with an office and to leave it
there untouched. The necessity of procuring this amount would force every-
body to sell more and to buy less; domestic prices would drop; exports would
be increased and imports reduced; a quantity of cash would be imported. But
if the government were simply to obstruct the importation of goods and the ex-
portation of money, it would fail to attain its goal. If imports drop, other things
being equal, exports drop concomitantly.

The role money plays in international trade is not different from that which
it plays in domestic trade. Money is no less a medium of exchange in foreign
trade than it is in domestic trade. Both in domestic trade and in international
trade purchases and sales result in a more than passing change in the cash
holdings of individuals and firms only if people are purposely intent upon in-
creasing or restricting the size of their cash holdings. A surplus of money flows
into a country only when its residents are more eager to increase their cash
holdings than are the foreigners. An outflow of money occurs only if the resi-
dents are more eager to reduce their cash holdings than are the foreigners. A
transfer of money from one country into another country which is not com-
pensated by a transfer in the opposite direction is never the unintended result
of international trade transactions. It is always the outcome of intended
changes in the cash holdings of the residents. Just as wheat is exported only if
a country’s residents want to export a surplus of wheat, so money is exported
only if the residents want to export a sum of money which they consider as a
surplus.

If a country turns to the employment of money-substitutes which are not
employed abroad, such a surplus emerges. The appearance of these money-
substitutes is tantamount to an increase in the country’s supply of money in
the broader sense, i.e., supply of money plus fiduciary media; it brings
about a surplus in the supply of money in the broader sense. The residents
are eager to get rid of their share in the surplus by increasing their pur-
chases either of domestic or of foreign goods. In the first case exports drop
and in the second case imports increase. In both cases the surplus of money
goes abroad. As, according to our assumption, money-substitutes cannot be
exported, only money proper flows out. The result is that within the do-
mestic supply of money in the broader sense (money 1 fiduciary media) the
portion of money drops and the portion of fiduciary media increases. The
domestic stock of money in the narrower sense is now smaller than it was
previously.

Now, we assume further, the domestic money-substitutes cease
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to be money-substitutes. The bank which issued them no longer redeems
them in money. These former money-substitutes are now claims against a
bank which does not fulfill its obligations, a bank whose ability and willing-
ness to pay its debts is questionable. Nobody knows whether and when they
will ever be redeemed. But it may be that these claims are used by the public
as credit money. As money-substitutes they had been considered as equivalents
of the sum of money to which they gave a claim payable at any moment. As
credit money they are now traded at a discount.

At this point the government may interfere. It decrees that these pieces
of credit money are legal tender at their face value.20 Every creditor is
bound to accept them in payment at their face value. No trader is free to
discriminate against them. The decree tries to force the public to treat
things of different exchange value as if they had the same exchange value.
It interferes with the structure of prices as determined by the market. It
fixes minimum prices for the credit money and maximum prices for the
commodity money (gold) and foreign exchange. The result is not what the
government aimed at. The difference in exchange value between credit
money and gold does not disappear. As it is forbidden to employ the coins
according to their market price, people no longer employ them in buying
and selling and in paying debts. They keep them or they export them. The
commodity money disappears from the domestic market. Bad money, says
Gresham’s Law, drives good money out of the country. It would be more
correct to say that the money which the government’s decree has underval-
ued disappears from the market and the money which the decree has over-
valued remains.

The outflow of commodity money is thus not the effect of an unfavorable
balance of payments, but the effect of a government interference with the
price structure.

14 Balances of Payments

The confrontation of the money equivalent of all incomings and outgoings of
an individual or a group of individuals during any particular period of time is
called the balance of payments. The credit side and the debit side are always
equal. The balance is always in balance.
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If we want to know an individual’s position in the frame of the market econ-
omy, we must look at his balance of payments. It tells us everything about
the role he plays in the system of the social division of labor. It shows what he
gives to his fellow men and what he receives or takes from them. It shows
whether he is a self-supporting decent citizen or a thief or an almsman. It
shows whether he consumes all his proceeds or whether he saves a part of
them. There are many human things which are not reflected in the sheets of
the ledger; there are virtues and achievements, vices and crimes that do not
leave any traces in the accounts. But as far as a man is integrated into social
life and activities, as far as he contributes to the joint effort of society and his
contributions are appreciated by his fellow men, and as far as he consumes
what is or could be sold and bought on the market, the information conveyed
is complete.

If we combine the balances of payments of a definite number of individuals
and leave out of account the items referring to transactions between the mem-
bers of this group, we draw up the group’s balance of payment. This balance
tells us how the members of the group, considered as an integrated complex
of people, are connected with the rest of the market society. Thus we can draw
up the balance of payments of the members of the New York Bar, of the
Belgian farmers, of the residents of Paris, or of those of the Swiss Canton of
Bern. Statisticians are mostly interested in establishing the balance of pay-
ments of the residents of the various countries which are organized as inde-
pendent nations.

While an individual’s balance of payments conveys exhaustive infor-
mation about his social position, a group’s balance discloses much less. It says
nothing about the mutual relations between the members of the group. The
greater the group is and the less homogeneous its members are, the more
defective is the information vouchsafed by the balance of payments. The bal-
ance of payments of Denmark tells more about the conditions of the Danes
than the United States balance of payments about the conditions of the Amer-
icans. If one wants to describe a country’s social and economic condition, one
does not need to deal with every single inhabitant’s personal balance of pay-
ments. But one must not form other groups than such as are composed of
members who are by and large homogeneous in their social standing and their
economic activities.

Reading balances of payments is thus very instructive. However, to guard
against popular fallacies, one must know how to interpret them.

It is customary to list separately the monetary and the nonmone-
tary items of a country’s balance of payments. One calls the balance
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favorable if there is a surplus of the imports of money and bullion over the ex-
ports of money and bullion. One calls the balance unfavorable if the exports
of money and bullion exceed the imports. This terminology stems from in-
veterate Mercantilist errors unfortunately still surviving in spite of the devas-
tating criticism of the economists. The imports and exports of money and bul-
lion are viewed as the unintentional outcome of the configuration of the
nonmonetary items of the balance of payments. This opinion is utterly falla-
cious. An excess in the exports of money and bullion is not the product of an
unhappy concatenation of circumstances that befalls a nation like an act of
God. It is the result of the fact that the residents of the country concerned are
intent upon reducing the amount of money held and upon buying goods in-
stead. This is why the balance of payments of the gold-producing countries is
as a rule “unfavorable”; this is why the balance of payments of a country sub-
stituting fiduciary media for a part of its money stock is “unfavorable” as long
as this process goes on.

No provident action on the part of a paternal authority is required lest a
country lose its whole money stock by an unfavorable balance of payments.
Things are in this regard not different between the personal balances of pay-
ments of individuals and those of groups. Neither are they different between
the balances of payments of a city or a district and those of a sovereign nation.
No government interference is needed to prevent the residents of New York
from spending all their money in dealings with the other forty-nine states of
the Union. As long as any American attaches any weight to the keeping of
cash, he will spontaneously take charge of the matter. Thus he will contribute
his share to the maintenance of an adequate supply of money in his country.
But if no American were interested in keeping any cash holding, no govern-
ment measure concerning foreign trade and the settlement of international
payments could prevent an outflow of America’s total monetary stock. A rigidly
enforced embargo upon the exportation of money and bullion would be
required.

15 Interlocal Exchange Rates

Let us first assume that there is only one kind of money. Then with
regard to money’s purchasing power at various places the same is
valid as with regard to commodity prices. The final price of cotton
in Liverpool cannot exceed the final price in Houston, Texas, by
more than the cost of transportation. As soon as the price in Liver-
pool rises to a higher point, merchants will ship cotton to Liverpool
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and thus will bring about a tendency toward a return to the final price. In the
absence of institutional obstacles, the price of an order for the payment of a
definite amount of guilders in Amsterdam cannot rise in New York above the
amount determined by the costs involved by reminting the coins, shipment,
insurance, and the interest during the period required for all these manipula-
tions. As soon as the difference rises above this point—the gold export point—
it becomes profitable to ship gold from New York to Amsterdam. Such ship-
ments force the guilder exchange rate in New York down below the gold
export point. A difference between the configuration of interlocal exchange
rates for commodities and those for money is brought about by the fact that as
a rule commodities move only in one direction, namely, from the places of
surplus production to those of surplus consumption. Cotton is shipped from
Houston to Liverpool and not from Liverpool to Houston. Its price is lower in
Houston than in Liverpool by the amount of shipping costs. But money is
shipped now this way, now that.

The error of those who try to interpret the fluctuations of the interlocal
exchange rates and the interlocal shipments of money as determined by
the configuration of the nonmonetary items of the balance of payments is
that they assign to money an exceptional position. They do not see that
with regard to interlocal exchange rates there is no difference between
money and commodities. If cotton trade between Houston and Liverpool
is possible at all, the cotton prices at these two places cannot differ by
more than the total amount of costs required for shipment. In the same
way in which there is a flow of cotton from the southern parts of the
United States to Europe, gold flows from the gold-producing countries like
South Africa to Europe.

Let us disregard triangular trade and the case of the gold-producing coun-
tries and let us assume that the individuals and firms trading with one
another on the basis of the gold standard do not have the intention of chang-
ing the size of their cash holdings. From their purchases and sales, claims are
generated which necessitate interlocal payments. But according to our as-
sumption these interlocal payments are equal in amount. The amount that
the residents of A have to pay to the residents of B is equal to the amount
that the residents of B have to pay to the residents of A. It is therefore pos-
sible to save the costs of shipping gold from A to B and from B to A. Claims
and debts can be settled by a sort of interlocal clearing. It is merely a techni-
cal problem whether this evening up is effected by an interlocal clearing-
house organization or by the turnovers of a special market for foreign
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exchange. At any rate, the price which a resident of A (or of B) has to pay for
a payment due in B (or in A) is kept within the margins determined by the
shipment costs. It cannot rise above the par value by more than the shipment
costs (gold export point) and cannot fall below the shipment costs (gold
import point).

It may happen that—all our other assumptions remaining unaltered—
there is a temporal discrepancy between the payments due from A to B

and those from B to A. Then an interlocal shipment of gold can only be
avoided by the interposition of a credit transaction. If the importer who to-
day has to pay from A to B can buy at the market of foreign exchange
claims against residents of B as fall due in ninety days, he can save the
costs of shipping gold by borrowing the sum concerned in B for a period
of ninety days. The dealers in foreign exchange will resort to this
makeshift if the costs of borrowing in B do not exceed the costs of bor-
rowing in A by more than double the costs of shipping gold. If the cost of
shipping gold is 1⁄8 per cent, they will be ready to pay for a three months’
loan in B up to 1 per cent (pro anno) more as interest than corresponds
to the state of the money-market interest rate at which, in the absence of
such requirements for interlocal payments, credit transactions between A

and B would be effected.
It is permissible to express these facts by contending that the daily state

of the balance of payments between A and B determines the point at which,
within the margins drawn by the gold export point and the gold import
point, the foreign exchange rates are fixed. But one must not forget to add
that this happens only if the residents of A and of B do not intend to change
the size of their cash holdings. Only because this is the case does it become
possible to avoid the transfer of gold altogether and to keep foreign ex-
change rates within the limits drawn by the two gold points. If the residents
of A want to reduce their cash holdings and those of B want to increase
theirs, gold must be shipped from A to B until the rate for cable transfer B

reaches in A the gold export point. Then gold is sent from A to B in the
same way in which cotton is regularly sent from the United States to
Europe. The rate of cable transfer B reaches the gold export point because
the residents of A are selling gold to those of B, not because their balance
of payments is unfavorable.

All this is valid with regard to any payments to be transacted be-
tween various places. It makes no difference whether the cities con-
cerned belong to the same sovereign nation or to different sovereign
nations. However, government interference has considerably changed
the conditions. All governments have created institutions which make
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it possible for the residents of their countries to make interlocal domestic
payments at par. The costs involved in shipment of currency from one
place to another are borne either by the treasury or by the country’s central
bank system or by another government bank such as the postal savings
banks of various European countries. Thus there is no longer any market
for domestic interlocal exchange. The public is not charged more for an in-
terlocal order to pay than for a local one or, if the charge is slightly differ-
ent, it no longer has any reference to the fluctuations of the interlocal
movements of currency within the country. It is this government interfer-
ence which has sharpened the difference between domestic payment and
payment abroad. Domestic payments are transacted at par, while with re-
gard to foreign payments fluctuations occur within the limits drawn by the
gold points.

If more than one kind of money is used as medium of exchange, the mu-
tual exchange ratio between them is determined by their purchasing power.
The final prices of the various commodities, as expressed in each of the
two or several kinds of money, are in proportion to each other. The final ex-
change ratio between the various kinds of money reflects their purchasing
power with regard to the commodities. If any discrepancy appears, oppor-
tunity for profitable transactions presents itself and the endeavors of busi-
nessmen eager to take advantage of this opportunity tend to make it disap-
pear again. The purchasing-power parity theory of foreign exchange is
merely the application of the general theorems concerning the determina-
tion of prices to the special case of the coexistence of various kinds of
money.

It does not matter whether the various kinds of money coexist in the same
territory or whether their use is limited to distinct areas. In any case the mu-
tual exchange ratio between them tends to a final state at which it no longer
makes any difference whether one buys and sells against this or that kind of
money. As far as costs of interlocal transfer come into play, these costs must be
added or deducted.

The changes in purchasing power do not occur at the same time with re-
gard to all commodities and services. Let us consider again the practically
very important instance of an inflation in one country only. The increase in
the quantity of domestic credit money or fiat money affects at first only the
prices of some commodities and services. The prices of the other commodi-
ties remain for some time still at their previous stand. The exchange ratio be-
tween the domestic currency and the foreign currencies is determined on
the bourse, a market organized and managed according to the pattern and
the commercial customs of the stock exchange. The dealers on this special
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market are quicker than the rest of the people in anticipating future changes.
Consequently the price structure of the market for foreign exchange reflects
the new money relation sooner than the prices of many commodities and ser-
vices. As soon as the domestic inflation begins to affect the prices of some com-
modities, at any rate long before it has exhausted all its effects upon the greater
part of the prices of commodities and services, the price of foreign exchange
tends to rise to the point corresponding to the final state of domestic prices and
wage rates.

This fact has been entirely misinterpreted. People failed to realize that
the rise in foreign exchange rates merely anticipates the movement of do-
mestic commodity prices. They explained the boom in foreign exchange
as an outcome of an unfavorable balance of payments. The demand for
foreign exchange, they maintained, has been increased by a deterioration
of the balance of trade or of other items of the balance of payments, or
simply by sinister machinations on the part of unpatriotic speculators.
The higher prices to be paid for foreign exchange cause the domestic
prices of imported goods to rise. The prices of the domestic products
must follow suit because otherwise their low state would encourage busi-
ness to withhold them from domestic consumption and to sell them
abroad at a premium.

The fallacies involved in this popular doctrine can easily be shown. If
the nominal income of the domestic public had not been increased by the
inflation, they would be forced to restrict their consumption either of im-
ported or of domestic products. In the first case imports would drop and
in the second case exports would increase. Thus the balance of trade
would again be brought back to what the Mercantilists call a favorable
state.

Pressed hard, the Mercantilists cannot help admitting the cogency of
this reasoning. But, they say, it applies only to normal trade conditions. It
does not take into account the state of affairs in countries which are un-
der the necessity of importing vital commodities such as food and essen-
tial raw materials. The importation of such goods cannot be curtailed be-
low a certain minimum. They are imported no matter what prices must
be paid for them. If the foreign exchange required for importing them
cannot be procured by an adequate amount of exports, the balance of
trade becomes unfavorable and the foreign exchange rates must rise more
and more.

This is no less illusory than all other Mercantilist ideas. However
urgent and vital an individual’s or a group of individuals’ demand
for some goods may be, they can satisfy it on the market only by
paying the market price. If an Austrian wants to buy Canadian
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wheat, he must pay the market price in Canadian dollars. He must procure
these Canadian dollars by exporting goods either directly to Canada or to
some other country. He does not increase the amount of Canadian dollars
available by paying higher prices (in schillings, the Austrian domestic cur-
rency) for Canadian dollars. Moreover, he cannot afford to pay such higher
prices (in schillings) for imported wheat if his income (in schillings) remains
unchanged. Only if the Austrian government embarks upon an inflationary
policy and thus increases the number of schillings in the pockets of its citizens,
are the Austrians in a position to continue to buy the quantities of Canadian
wheat they used to buy without curtailing other expenditures. If there were no
domestic inflation, any rise in the price of imported goods would result either
in a drop in their consumption or in a restriction in the consumption of other
goods. Thus the process of readjustment as described above would have come
into motion.

If a man lacks the money to buy bread from his neighbor, the village baker,
the cause is not to be seen in an alleged scarcity of money. The cause is that
this man did not succeed in earning the amount of money needed either by
selling goods or by rendering services for which people are prepared to pay.
The same is true with regard to international trade. A country may be dis-
tressed on account of the fact that it is at a loss to sell abroad as many com-
modities as it would have to sell in order to buy all the food its citizens want.
But this does not mean that foreign exchange is scarce. It means that the resi-
dents are poor. And domestic inflation is certainly not an appropriate means
to remove this poverty.

Neither has speculation any reference to the determination of foreign ex-
change rates. The speculators merely anticipate the expected alterations. If
they err, if their opinion that an inflation is in progress is wrong, the structure
of prices and foreign exchange rates will not correspond to their anticipations
and they will have to pay for their mistakes by losses.

The doctrine according to which foreign exchange rates are determined
by the balance of payments is based upon an illicit generalization of a special
case. If two places, A and B, use the same kind of money and if the residents
do not want to make any changes in the size of their cash holdings, over a
given period of time the amount of money paid from the residents of A to
those of B equals the amount paid from the residents of B to those of A and
all payments can be settled without shipping money from A to B or from B

to A. Then the rate of cable transfer B in A cannot rise above a point slightly
below the gold export point and cannot drop below a point slightly
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above the gold import point, and vice versa. Within this margin the daily state
of the balance of payments determines the daily state of the foreign exchange
rate. This is the case only because neither the residents of A nor those of B
want to alter the amount of their cash holdings. If the residents of A want to
decrease their cash holdings and those of B to increase theirs, money is
shipped from A to B and the cable rate B reaches in A the gold export point.
But money is not shipped because A’s balance of payments has become unfa-
vorable. What is called by the Mercantilists an unfavorable balance of pay-
ments is the effect of a deliberate restriction of cash holdings on the part of the
citizens of A and a deliberate increase in cash holdings on the part of the citi-
zens of B. If no resident of A were ready to reduce his cash holding, such an
outflow of money from A could never materialize.

The difference between the trade in money and that in the vendible com-
modities is this: As a rule commodities move on a one-way road, viz., from the
places of surplus production to those of surplus consumption. Consequently
the price of a certain commodity in the places of surplus production is as a
rule lower by the amount of shipping costs than in the places of surplus con-
sumption. Things are different with money if we do not take into account the
conditions of the gold-mining countries and of those countries whose resi-
dents deliberately aim at altering the size of their cash holdings. Money moves
now this way, now that. At one time a country exports money, at another time
it imports money. Every exporting country very soon becomes an importing
country precisely on account of its previous exports. For this reason alone it is
possible to save the costs of shipping money by the interplay of the market for
foreign exchange.

16 Interest Rates and the Money Relation

Money plays in credit transaction the same role it plays in all other business
transactions. As a rule loans are granted in money, and interest and prin-
cipal are paid in money. The payments resulting from such dealings
influence the size of cash holding only temporarily. The recipients of loans,
interest, and principal spend the sums received either for consumption or
for investment. They increase their cash holdings only if definite consider-
ations, independent of the inflow of the money received, motivate them to
act in this way.

The final state of the market rate of interest is the same for all
loans of the same character. Differences in the rate of interest are
caused either by differences in the soundness and trustworthiness of
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the debtor or by differences in the terms of the contract.21 Differences in in-
terest rates which are not brought about by these differences in conditions
tend to disappear. The applicants for credits approach the lenders who ask a
lower rate of interest. The lenders are eager to cater to people who are ready
to pay higher interest rates. Things on the money market are the same as on
all other markets.

With regard to interlocal credit transactions the interlocal exchange rates
are to be taken into account as well as differences in the monetary standard if
there are any. Let us contemplate the case of two countries, A and B. A is un-
der the gold standard, B under the silver standard. The lender who considers
lending money from A to B must first sell gold against silver and later, at the
termination of the loan, silver against gold. If at that later date the price of sil-
ver has dropped as against gold, the principal repaid by the debtor (in silver)
will buy a smaller amount of gold than that expended by the creditor when he
previously embarked upon the transaction. He will therefore only venture
lending in B if the difference in the market rate of interest between A and B is
large enough to cover an expected fall in the price of silver as against gold. The
tendency toward an equalization of the market rate of interest for short-term
loans which prevails if A and B are both under the same monetary standard is
seriously impaired under a diversity of standards.

If A and B are both under the same standard, it is impossible for the banks
of A to expand credit if those of B do not espouse the same policy. Credit ex-
pansion in A makes prices rise, and short-term interest rates temporarily drop
in A, while prices and interest rates in B remain unchanged. Consequently ex-
ports from A drop and imports to A increase. In addition, the money lenders
of A become eager to lend on the short-term loan market of B. The result is an
external drain from A which makes the money reserves of A’s banks dwindle.
If the banks of A do not abandon their expansionist policy, they will become
insolvent.

This process has been entirely misinterpreted. People speak of an impor-
tant and vital function which a country’s central bank has to fulfill on behalf
of the nation. It is, they say, the central bank’s sacred duty to preserve the sta-
bility of foreign exchange rates and to protect the nation’s gold reserve against
attacks on the part of foreign speculators and their domestic abettors. The
truth is that all that a central bank does lest its gold reserve evaporate is done
for the sake of the preservation of its own solvency. It has jeopardized its
financial position by embarking upon credit expansion and must now undo
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its previous action in order to avoid its disastrous consequences. Its expan-
sionist policy has encountered the obstacles limiting the issuance of fiduciary
media.

The use of the terminology of warfare is inappropriate in dealing with mon-
etary matters, as it is in the treatment of all other catallactic problems. There
is no such thing as a “war” between the central banks. No sinister forces are
“attacking” a bank’s position and threatening the stability of foreign exchange
rates. No “defender” is needed to “protect” a nation’s currency system. It is,
moreover, not true that what prevent a nation’s central bank or its private banks
from lowering the domestic market rate of interest are considerations of the
preservation of the gold standard and of foreign exchange stability and of frus-
trating the machinations of an international combine of capitalistic money-
lenders. The market rate of interest cannot be lowered by a credit expansion
except for a short time, and even then it brings about all those effects which
the theory of the trade cycle describes.

When the Bank of England redeemed a banknote issued according to the
terms of the contract, it did not render unselfishly a vital service to the British
people. It simply did what every housewife does in paying the grocer’s bill.
The idea that there is some special merit in a central bank’s fulfillment of its
voluntarily assumed responsibilities could originate only because again and
again governments granted to these banks the privilege of denying to their
clients the payments to which they had a legal title. In fact, the central banks
became more and more subordinate offices of the treasuries, mere tools for
the performance of credit expansion and inflation. It does not make any dif-
ference practically whether they are or are not owned by the government and
directly managed by government officials. In effect the banks granting circu-
lation credit are in every country today only affiliates of the treasuries.

There is but one means of keeping a local and national currency per-
manently at par with gold and foreign exchange: unconditional redemp-
tion. The central bank has to buy at the parity rate any amount of gold
and foreign exchange offered against domestic banknotes and deposit cur-
rency; on the other hand it has to sell, without discrimination, any amount
of gold and foreign exchange asked for by people ready to pay the parity
price in domestic banknotes, coins, or deposit currency. Such was the pol-
icy of central banks under the gold standard. Such was also the policy of
those governments and central banks which had adopted the currency sys-
tem commonly known under the name of the gold exchange standard.
The only difference between the “orthodox” or classical gold standard as it
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existed in Great Britain from the early ’twenties of the nineteenth century un-
til the outbreak of the first World War and in other countries on the one hand,
and the gold exchange standard on the other, concerned the use of gold coins
on the domestic market. Under the classical gold standard a part of the cash
holdings of the citizens consisted in gold coins and the rest in money substi-
tutes. Under the gold exchange standard the cash holdings consisted entirely
in money-substitutes.

Pegging a certain rate of foreign exchange is tantamount to redemption at
this rate.

A foreign exchange equalization account, too, can succeed in its operations
only as far as it clings to the same methods.

The reasons why in the last decades European governments have preferred
foreign exchange equalization accounts to the operation of central banks are
obvious. Central bank legislation was an achievement of liberal governments
or of governments which did not dare to challenge openly, at least in the con-
duct of financial policies, public opinion of the liberal countries. The opera-
tions of central banks were therefore adjusted to economic freedom. For that
reason they were considered unsatisfactory in this age of rising totalitarianism.
The main characteristics of the operation of a foreign exchange equalization
account as distinguished from central bank policy are:

1. The authorities keep the transactions of the account secret. The laws
have obliged the central banks to publicize their actual status at short
intervals, as a rule every week. But the status of the foreign exchange
equalization accounts is known only to the initiated. Officialdom ren-
ders a report to the public only after a lapse of time when the figures
are of interest to historians alone and of no use whatever to the
businessman.

2. This secrecy makes it possible to discriminate against people not in great
favor with the authorities. In many continental countries of Europe it
resulted in scandalous corruption. Other governments used the power to
discriminate to the detriment of businessmen belonging to linguistic or
religious minorities or supporting opposition parties.

3. A parity is no longer fixed by a law duly promulgated by parliament and
therefore known to every citizen. The determination depends upon the
arbitrariness of bureaucrats. From time to time the newspapers reported:
The Ruritanian currency is weak. A more correct description would
have been: The Ruritanian authorities have decided to raise the price of
foreign exchange.22

A foreign exchange equalization account is not a magic wand for
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remedying the evils of inflation. It cannot apply any means other than those
available to “orthodox” central banks. And it must, like the central banks, fail
in the endeavors to keep foreign exchange rates at par if there is domestic
inflation and credit expansion.

It has been asserted that the “orthodox” methods of fighting an external
drain by using the rate of discount no longer work because nations are no
longer prepared to comply with “the rules of the game.” Now, the gold stan-
dard is not a game, but a social institution. Its working does not depend on the
preparedness of any people to observe some arbitrary rules. It is controlled by
the operation of inexorable economic law.

The critics give point to their objection by citing the fact that in the inter-
war period a rise in the rate of discount failed to stop the external drain, i.e.,
the outflow of specie and the transfer of deposits into foreign countries. But
this phenomenon was caused by the governments’ anti-gold and pro-inflation
policies. If a man expects that he will lose 40 per cent of his balance by an im-
pending devaluation, he will try to transfer his deposit into another country
and will not change his mind if the bank rate in the country planning a de-
valuation rises 1 or 2 per cent. Such a rise in the rate of discount is obviously
not a compensation for a loss ten or twenty or even forty times greater. Of
course, the gold standard cannot work if governments are eager to sabotage its
operations.

17 Secondary Media of Exchange

The use of money does not remove the differences which exist between the
various nonmonetary goods with regard to their marketability. In the money
economy there is a very substantial difference between the marketability of
money and that of the vendible goods. But there remain differences between
the various specimens of this latter group. For some of them it is easier to find
without delay a buyer ready to pay the highest price which, under the state of
the market, can possibly be attained. With others it is more difficult. A first-
class bond is more marketable than a house in a city’s main street, and an old
fur coat is more marketable than an autograph of an eighteenth-century states-
man. One no longer compares the marketability of the various vendible goods
with the perfect marketability of money. One merely compares the degree
of marketability of the various commodities. One may speak of the secondary
marketability of the vendible goods.

He who owns a stock of goods of a high degree of secondary mar-
ketability is in a position to restrict his cash holding. He can expect
that when one day it is necessary for him to increase his cash holding
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he will be in a position to sell these goods of a high degree of secondary mar-
ketability without delay at the highest price attainable at the market. Thus
the size of a man’s or a firm’s cash holding is influenced by whether or not
he owns a stock of goods with a high degree of secondary marketability. The
size of cash holding and the expense incurred in keeping it can be reduced
if income-producing goods of a high degree of secondary marketability are
available.

Consequently there emerges a specific demand for such goods on the part
of people eager to keep them in order to reduce the costs of cash holding. The
prices of these goods are partly determined by this specific demand; they
would be lower in its absence. These goods are secondary media of exchange,
as it were, and their exchange value is the resultant of two kinds of demand:
the demand related to their services as secondary media of exchange, and the
demand related to the other services they render.

The costs incurred by holding cash are equal to the amount of interest
which the sum concerned would have borne when invested. The cost in-
curred by holding a stock of secondary media of exchange consists in the dif-
ference between the interest yield of the securities employed for this purpose
and the higher yield of other securities which differ from the former only in
regard to their lower marketability and are therefore not suited for the role of
secondary media of exchange.

From time immemorial jewels have been used as secondary media of ex-
change. Today the secondary media of exchange commonly used are:

1. Claims against banks, bankers, and savings banks which—although not
money-substitutes23—are daily maturing or can be withdrawn on short
notice.

2. Bonds whose volume and popularity are so great that it is, as a rule, pos-
sible to sell moderate quantities of them without depressing the market.

3. Finally, sometimes even certain especially marketable stocks or even
commodities.

Of course, the advantages to be expected from lowering the costs of holding
cash must be confronted with certain hazards incurred. The sale of securities
and still more that of commodities may only be feasible with a loss. This dan-
ger is not present with bank balances and the hazard of the bank’s insolvency
is usually negligible. Therefore interest-bearing claims against banks and
bankers, which can be withdrawn at short notice, are the most popular sec-
ondary media of exchange.
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One must not confuse secondary media of exchange with money-
substitutes. Money-substitutes are in the settlement of payments given away
and received like money. But the secondary media of exchange must first be
exchanged against money or money-substitutes if one wants to use them—in
a roundabout way—for paying or for increasing cash holdings.

Claims employed as secondary media of exchange have, because of this
employment, a broader market and a higher price. The outcome of this is
that they yield lower interest than claims of the same kind which are not fit
to serve as secondary media of exchange. Government bonds and treasury
bills which can be used as secondary media of exchange can be floated on
conditions more favorable to the debtor than loans not suitable for this pur-
pose. The debtors concerned are therefore eager to organize the market for
their certificates of indebtedness in such a way as to make them attractive for
those in search of secondary media of exchange. They are intent upon mak-
ing it possible for every holder of such securities to sell them or to use them
as collateral in borrowing under the most reasonable terms. In advertising
their bond issues to the public they stress these opportunities as a special
boon.

In the same way, banks and bankers are intent upon attracting demand
for secondary media of exchange. They offer convenient terms to their cus-
tomers. They try to outdo one another by shortening the time allowed for
notice. Sometimes they pay interest even for money maturing without
notice. In this rivalry some banks have gone too far and endangered their
solvency.

Political conditions of the last decades have given to bank balances
which can be used as secondary media of exchange an increased impor-
tance. The governments of almost all countries are engaged in a campaign
against the capitalists. They are intent upon expropriating them by means
of taxation and monetary measures. The capitalists are eager to protect their
property by keeping a part of their funds liquid in order to evade confisca-
tory measures in time. They keep balances with the banks of those coun-
tries in which the danger of confiscation or currency devaluation is for the
moment less than in other countries. As soon as the prospects change, they
transfer their balances into countries which temporarily seem to offer more
security. It is these funds which people have in mind when speaking of “hot
money.”

The significance of hot money for the constellation of monetary af-
fairs is the outcome of the one-reserve system. In order to make it
easier for the central banks to embark upon credit expansion, the
European governments aimed long ago at a concentration of their
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countries’ gold reserves with the central banks. The other banks (the private
banks, i.e., those not endowed with special privileges and not entitled to issue
banknotes) restrict their cash holdings to the requirements of their daily trans-
actions. They no longer keep a reserve against their daily maturing liabilities.
They do not consider it necessary to balance the maturity dates of their liabil-
ities and their assets in such a way as to be any day ready to comply unaided
with their obligations to their creditors. They rely upon the central bank.
When the creditors want to withdraw more than the “normal” amount, the pri-
vate banks borrow the funds needed from the central bank. A private bank con-
siders itself liquid if it owns a sufficient amount either of collateral against
which the central bank will lend or of bills of exchange which the central bank
will rediscount.24

When the inflow of hot money began, the private banks of the countries
in which it was temporarily deposited saw nothing wrong in treating these
funds in the usual way. They employed the additional funds entrusted to
them in increasing their loans to business. They did not worry about the con-
sequences, although they knew that these funds would be withdrawn as soon
as any doubts about their country’s fiscal or monetary policy emerged. The
illiquidity of the status of these banks was manifest: on the one hand large
sums which the customers had the right to withdraw at short notice, and on
the other hand loans to business which could be recovered only at a later
date. The only cautious method of dealing with hot money would have been
to keep a reserve of gold and foreign exchange big enough to pay back the
whole amount in case of a sudden withdrawal. Of course, this method would
have required the banks to charge the customers a commission for keeping
their funds safe.

The showdown came for the Swiss banks on the day in September, 1936,
on which France devalued the French franc. The depositors of hot money
became frightened; they feared that Switzerland might follow the French
example. It was to be expected that they would all try to transfer their funds
immediately to London or New York, or even to Paris, which for the im-
mediate coming weeks seemed to offer a smaller hazard of currency depre-
ciation. But the Swiss commercial banks were not in a position to pay back
these funds without the aid of the National Bank. They had lent them to
business—a great part to business in countries which, by foreign exchange
control, had blocked their balances. The only way out would have been
for them to borrow from the National Bank. Then they would have main-
tained their own solvency. But the depositors paid would have im-
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mediately asked the National Bank for the redemption, in gold or foreign ex-
change, of the banknotes received. If the National Bank were not to comply
with this request, it would thereby have actually abandoned the gold standard
and devalued the Swiss franc. If, on the other hand, the Bank had redeemed
the notes, it would have lost the greater part of its reserve. A panic would have
resulted. The Swiss themselves would have tried to procure as much gold and
foreign exchange as possible. The whole monetary system of the country
would have collapsed.

The only alternative for the Swiss National Bank would have been not to as-
sist the private banks at all. But this would have been equivalent to the insol-
vency of the country’s most important credit institutions.

Thus for the Swiss government no choice was left. It had only one means to
prevent an economic catastrophe: to follow suit forthwith and to devalue the
Swiss franc. The matter did not brook delay.

By and large, Great Britain, at the outbreak of the war in September, 1939,
had to face similar conditions. The City of London was once the world’s bank-
ing center. It has long since lost this function. But foreigners and citizens of
the Dominions still kept, on the eve of the war, considerable short-term bal-
ances in the British banks. Besides, there were the large deposits due to the
central banks in the “sterling area.” If the British government had not frozen
all these balances by means of foreign exchange restrictions, the insolvency of
the British banks would have become manifest. Foreign exchange control was
a disguised moratorium for the banks. It relieved them from the plight of hav-
ing to confess publicly their inability to fulfill their obligations.

18 The Inflationist View of History

A very popular doctrine maintains that progressive lowering of the mone-
tary unit’s purchasing power played a decisive role in historical evolution. It
is asserted that mankind would not have reached its present state of well-
being if the supply of money had not increased to a greater extent than the
demand for money. The resulting fall in purchasing power, it is said, was a
necessary condition of economic progress. The intensification of the divi-
sion of labor and the continuous growth of capital accumulation, which
have centupled the productivity of labor, could ensue only in a world of
progressive price rises. Inflation creates prosperity and wealth; deflation cre-
ates distress and economic decay.25 A survey of political literature and of the
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ideas that guided for centuries the monetary and credit policies of the nations
reveals that this opinion is almost generally accepted. In spite of all warnings
on the part of economists it is still today the core of the layman’s economic phi-
losophy. It is no less the essence of the teachings of Lord Keynes and his disci-
ples in both hemispheres.

The popularity of inflationism is in great part due to deep-rooted hatred
of creditors. Inflation is considered just because it favors debtors at the ex-
pense of creditors. However, the inflationist view of history which we have
to deal with in this section is only loosely related to this anticreditor argu-
ment. Its assertion that “expansionism” is the driving force of economic
progress and that “restrictionism” is the worst of all evils is mainly based on
other arguments.

It is obvious that the problems raised by the inflationist doctrine cannot be
solved by a recourse to the teachings of historical experience. It is beyond
doubt that the history of prices shows, by and large, a continuous, although
sometimes for short periods interrupted, upward trend. It is of course impos-
sible to establish this fact otherwise than by historical understanding. Catal-
lactic precision cannot be applied to historical problems. The endeavors of
some historians and statisticians to trace back the changes in the purchasing
power of the precious metals for centuries, and to measure them, are futile. It
has been shown already that all attempts to measure economic magnitudes are
based on entirely fallacious assumptions and display ignorance of the funda-
mental principles both of economics and of history. But what history by means
of its specific methods can tell us in this field is enough to justify the assertion
that the purchasing power of money has for centuries shown a tendency to fall.
With regard to this point all people agree.

But this is not the problem to be elucidated. The question is whether
the fall in purchasing power was or was not an indispensable factor in the
evolution which led from the poverty of ages gone by to the more satis-
factory conditions of modern Western capitalism. This question must be
answered without reference to the historical experience, which can be and
always is interpreted in different ways, and to which supporters and ad-
versaries of every theory and of every explanation of history refer as a
proof of their mutually contradictory and incompatible statements. What
is needed is a clarification of the effects of changes in purchasing power
on the division of labor, the accumulation of capital, and technological
improvement.

In dealing with this problem one cannot satisfy oneself with the
refutation of the arguments advanced by the inflationists in support
of their thesis. The absurdity of these arguments is so manifest that
their refutation and exposure is easy indeed. From its very begin-
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nings economics has shown again and again that assertions concerning the al-
leged blessings of an abundance of money and the alleged disasters of a scar-
city of money are the outcome of crass errors in reasoning. The endeavors of
the apostles of inflationism and expansionism to refute the correctness of the
economists’ teachings have failed utterly.

The only relevant question is this: Is it possible or not to lower the rate of in-
terest lastingly by means of credit expansion? This problem will be treated ex-
haustively in the chapter dealing with the interconnection between the money
relation and the rate of interest. There it will be shown what the consequences
of booms created by credit expansion must be.

But we must ask ourselves at this point of our inquiries whether it is not pos-
sible that there are other reasons which could be advanced in favor of the
inflationary interpretation of history. Is it not possible that the champions of
inflationism have neglected to resort to some valid arguments which could
support their stand? It is certainly necessary to approach the issue from every
possible avenue.

Let us think of a world in which the quantity of money is rigid. At an early
stage of history the inhabitants of this world have produced the whole quan-
tity of the commodity employed for the monetary service which can possibly
be produced. A further increase in the quantity of money is out of the ques-
tion. Fiduciary media are unknown. All money-substitutes—the subsidiary
coins included—are money-certificates.

On these assumptions the intensification of the division of labor, the evolu-
tion from the economic self-sufficiency of households, villages, districts, and
countries to the world-embracing market system of the nineteenth century,
the progressive accumulation of capital, and the improvement of technologi-
cal methods of production would have resulted in a continuous trend toward
falling prices. Would such a rise in the purchasing power of the monetary unit
have stopped the evolution of capitalism?

The average businessman will answer this question in the affirmative.
Living and acting in an environment in which a slow but continuous fall
in the monetary unit’s purchasing power is deemed normal, necessary, and
beneficial, he simply cannot comprehend a different state of affairs. He as-
sociates the notions of rising prices and profits on the one hand and of fall-
ing prices and losses on the other. The fact that there are bear operations
too and that great fortunes have been made by bears does not shake his
dogmatism. These are, he says, merely speculative transactions of people
eager to profit from the fall in the prices of goods already produced and
available. Creative innovations, new investments, and the application of
improved technological methods require the inducement brought about by
the expectation of price rises. Economic progress is possible only in a world of
rising prices.
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This opinion is untenable. In a world of a rising purchasing power of
the monetary unit everybody’s mode of thinking would have adjusted itself
to this state of affairs, just as in our actual world it has adjusted itself to a
falling purchasing power of the monetary unit. Today everybody is pre-
pared to consider a rise in his nominal or monetary income as an im-
provement of his material well-being. People’s attention is directed more
toward the rise in nominal wage rates and the money equivalent of wealth
than to the increase in the supply of commodities. In a world of rising pur-
chasing power for the monetary unit they would concern themselves more
with the fall in living costs. This would bring into clearer relief the fact
that economic progress consists primarily in making the amenities of life
more easily accessible.

In the conduct of business, reflections concerning the secular trend of
prices do not play any role whatever. Entrepreneurs and investors do not
bother about secular trends. What guides their actions is their opinion about
the movement of prices in the coming weeks, months, or at most years. They
do not heed the general movement of all prices. What matters for them is the
existence of discrepancies between the prices of the complementary factors of
production and the anticipated prices of the products. No businessman em-
barks upon a definite production project because he believes that the prices,

i.e., the prices of all goods and services, will rise. He engages himself if he
believes that he can profit from a difference between the prices of goods of
various orders. In a world with a secular tendency toward falling prices, such
opportunities for earning profit will appear in the same way in which they
appear in a world with a secular trend toward rising prices. The expectation of
a general progressive upward movement of all prices does not bring about
intensified production and improvement in well-being. It results in the “flight
to real values,” in the crack-up boom and the complete breakdown of the mon-
etary system.

If the opinion that the prices of all commodities will drop be-
comes general, the short-term market rate of interest is lowered by
the amount of the negative price premium.26 Thus the entrepreneur
employing borrowed funds is secured against the consequences of
such a drop in prices to the same extent to which, under conditions
of rising prices, the lender is secured through the price premium against the
consequences of falling purchasing power.

A secular tendency toward a rise in the monetary unit’s purchasing power
would require rules of thumb on the part of businessmen and investors
other than those developed under the secular tendency toward a fall in its pur-
chasing power. But it would certainly not influence substantially the course of
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economic affairs. It would not remove the urge of people to improve their
material well-being as far as possible by an appropriate arrangement of pro-
duction. It would not deprive the economic system of the factors making for
material improvement, namely, the striving of enterprising promoters after
profit and the readiness of the public to buy those commodities which are apt
to provide them the greatest satisfaction at the lowest costs.

Such observations are certainly not a plea for a policy of deflation. They
imply merely a refutation of the ineradicable inflationist fables. They un-
mask the illusiveness of Lord Keynes’s doctrine that the source of poverty and
distress, of depression of trade, and of unemployment is to be seen in a “con-
tractionist pressure.” It is not true that “a deflationary pressure . . . would
have . . . prevented the development of modern industry.” It is not true that
credit expansion brings about the “miracle . . . of turning a stone into
bread.”27

Economics recommends neither inflationary nor deflationary policy. It
does not urge the governments to tamper with the market’s choice of a
medium of exchange. It establishes only the following truths:

1. By committing itself to an inflationary or deflationary policy a govern-
ment does not promote the public welfare, the commonweal, or the in-
terests of the whole nation. It merely favors one or several groups of the
population at the expense of other groups.

2. It is impossible to know in advance which group will be favored by a
definite inflationary or deflationary measure and to what extent. These
effects depend on the whole complex of the market data involved. They
also depend largely on the speed of the inflationary or deflationary
movements and may be completely reversed with the progress of these
movements.

3. At any rate, a monetary expansion results in misinvestment of capital and
overconsumption. It leaves the nation as a whole poorer, not richer.
These problems are dealt with in Chapter 20.

4. Continued inflation must finally end in the crack-up boom, the com-
plete breakdown of the currency system.

5. Deflationary policy is costly for the treasury and unpopular with the
masses. But inflationary policy is a boon for the treasury and very popu-
lar with the ignorant. Practically, the danger of deflation is but slight and
the danger of inflation tremendous.
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19 The Gold Standard

Men have chosen the precious metals gold and silver for the money service on
account of their mineralogical, physical, and chemical features. The use of
money in a market economy is a praxeologically necessary fact. That gold—
and not something else—is used as money is merely a historical fact and as
such cannot be conceived by catallactics. In monetary history too, as in all
other branches of history, one must resort to historical understanding. If one
takes pleasure in calling the gold standard a “barbarous relic,”28 one cannot
object to the application of the same term to every historically determined in-
stitution. Then the fact that the British speak English—and not Danish,
German, or French—is a barbarous relic too, and every Briton who opposes
the substitution of Esperanto for English is no less dogmatic and orthodox
than those who do not wax rapturous about the plans for a managed currency.

The demonetization of silver and the establishment of gold monometallism
was the outcome of deliberate government interference with monetary mat-
ters. It is pointless to raise the question concerning what would have happened
in the absence of these policies. But it must not be forgotten that it was not the
intention of the governments to establish the gold standard. What the govern-
ments aimed at was the double standard. They wanted to substitute a rigid,
government-decreed exchange ratio between gold and silver for the fluctuat-
ing market ratios between the independently coexistent gold and silver coins.
The monetary doctrines underlying these endeavors misconstrued the market
phenomena in that complete way in which only bureaucrats can misconstrue
them. The attempts to create a double standard of both metals, gold and sil-
ver, failed lamentably. It was this failure which generated the gold standard.
The emergence of the gold standard was the manifestation of a crushing
defeat of the governments and their cherished doctrines.

In the seventeenth century the rates at which the English govern-
ment tariffed the coins overvalued the guinea with regard to silver and
thus made the silver coins disappear. Only those silver coins which
were much worn by usage or in any other way defaced or reduced in weight
remained in current use; it did not pay to export and to sell them on the bul-
lion market. Thus England got the gold standard against the intention of its
government. Only much later the laws made the de facto [actual] gold stan-
dard a de jure [legal] standard. The government abandoned further fruitless
attempts to pump silver sta ndard coins into the market and minted silver
only as subsidiary coins with a limited legal tender power. These subsidiary
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coins were not money, but money-substitutes. Their exchange value de-
pended not on their silver content, but on the fact that they could be ex-
changed at every instant, without delay and without cost, at their full face
value against gold. They were de facto silver printed notes, claims against a
definite amount of gold.

Later in the course of the nineteenth century the double standard re-
sulted in a similar way in France and in the other countries of the Latin
Monetary Union in the emergence of de facto gold monometallism.
When the drop in the price of silver in the later ’seventies would auto-
matically have effected the replacement of the de facto gold standard by
the de facto silver standard, these governments suspended the coinage of
silver in order to preserve the gold standard. In the United States the price
structure on the bullion market had already, before the outbreak of the
Civil War, transformed the legal bimetallism into de facto gold monomet-
allism. After the greenback period there ensued a struggle between the
friends of the gold standard on the one hand and those of silver on the
other hand. The result was a victory for the gold standard. Once the eco-
nomically most advanced nations had adopted the gold standard, all other
nations followed suit. After the great inflationary adventures of the first
World War most countries hastened to return to the gold standard or the
gold exchange standard.

The gold standard was the world standard of the age of capitalism,
increasing welfare, liberty, and democracy, both political and eco-
nomic. In the eyes of the free traders its main eminence was pre-
cisely the fact that it was an international standard as required by
international trade and the transactions of the international money
and capital market.29 It was the medium of exchange by means of
which Western industrialism and Western capital had borne Western
civilization into the remotest parts of the earth’s surface, everywhere
destroying the fetters of age-old prejudices and superstitions, sowing
the seeds of new life and new well-being, freeing minds and souls,
and creating riches unheard of before. It accompanied the triumphal
unprecedented progress of Western liberalism ready to unite all nations into a
community of free nations peacefully cooperating with one another.

It is easy to understand why people viewed the gold standard as the symbol
of this greatest and most beneficial of all historical changes. All those intent
upon sabotaging the evolution toward welfare, peace, freedom, and democ-
racy loathed the gold standard, and not only on account of its economic
significance. In their eyes the gold standard was the labarum [(Latin) derived
from the Roman, or Imperial, standard or symbol for which men live or die],
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the symbol, of all those doctrines and policies they wanted to destroy. In the
struggle against the gold standard much more was at stake than commodity
prices and foreign exchange rates.

The nationalists are fighting the gold standard because they want to sever
their countries from the world market and to establish national autarky as far
as possible. Interventionist governments and pressure groups are fighting the
gold standard because they consider it the most serious obstacle to their en-
deavors to manipulate prices and wage rates. But the most fanatical attacks
against gold are made by those intent upon credit expansion. With them credit
expansion is the panacea for all economic ills. It could lower or even entirely
abolish interest rates, raise wages and prices for the benefit of all except the
parasitic capitalists and the exploiting employers, free the state from the ne-
cessity of balancing its budget—in short, make all decent people prosperous
and happy. Only the gold standard, that devilish contrivance of the wicked and
stupid “orthodox” economists, prevents mankind from attaining everlasting
prosperity.

The gold standard is certainly not a perfect or ideal standard. There is no
such thing as perfection in human things. But nobody is in a position to tell
us how something more satisfactory could be put in place of the gold stan-
dard. The purchasing power of gold is not stable. But the very notions of sta-
bility and unchangeability of purchasing power are absurd. In a living and
changing world there cannot be any such thing as stability of purchasing
power. In the imaginary construction of an evenly rotating economy there is
no room left for a medium of exchange. It is an essential feature of money
that its purchasing power is changing. In fact, the adversaries of the gold
standard do not want to make money’s purchasing power stable. They want
rather to give to the governments the power to manipulate purchasing power
without being hindered by an “external” factor, namely, the money relation
of the gold standard.

The main objection raised against the gold standard is that it
makes operative in the determination of prices a factor which no
government can control—the vicissitudes of gold production. Thus
an “external” or “automatic” force restrains a national government’s
power to make its subjects as prosperous as it would like to make them.
The international capitalists dictate and the nation’s sovereignty becomes
a sham.

However, the futility of interventionist policies has nothing at all to do with
monetary matters. It will be shown later why all isolated measures of govern-
ment interference with market phenomena must fail to attain the ends sought.
If the interventionist government wants to remedy the shortcomings of its first
interferences by going further and further, it finally converts its country’s eco-
nomic system into socialism of the German pattern. Then it abolishes the do-
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mestic market altogether, and with it money and all monetary problems, even
though it may retain some of the terms and labels of the market economy.30 In
both cases it is not the gold standard that frustrates the good intentions of the
benevolent authority.

The significance of the fact that the gold standard makes the increase in
the supply of gold depend upon the profitability of producing gold is, of
course, that it limits the government’s power to resort to inflation. The gold
standard makes the determination of money’s purchasing power inde-
pendent of the changing ambitions and doctrines of political parties and
pressure groups. This is not a defect of the gold standard; it is its main
excellence. Every method of manipulating purchasing power is by necessity
arbitrary. All methods recommended for the discovery of an allegedly
objective and “scientific” yardstick for monetary manipulation are based on
the illusion that changes in purchasing power can be “measured.” The gold
standard removes the determination of cash-induced changes in purchas-
ing power from the political arena. Its general acceptance requires the
acknowledgment of the truth that one cannot make all people richer by
printing money. The abhorrence of the gold standard is inspired by the
superstition that omnipotent governments can create wealth out of little
scraps of paper.

It has been asserted that the gold standard too is a manipulated standard.
The governments may influence the height of gold’s purchasing power either
by credit expansion, even if it is kept within the limits drawn by consider-
ations of preserving the redeemability of the money-substitutes, or indirectly
by furthering measures which induce people to restrict the size of their cash
holdings. This is true. It cannot be denied that the rise in commodity
prices which occurred between 1896 and 1914 was to a great extent provoked
by such government policies. But the main thing is that the gold standard
keeps all such endeavors toward lowering money’s purchasing power
within narrow limits. The inflationists are fighting the gold standard pre-
cisely because they consider these limits a serious obstacle to the realization of
their plans.

What the expansionists call the defects of the gold standard are indeed its
very eminence and usefulness. It checks large-scale inflationary ventures on
the part of governments. The gold standard did not fail. The governments
were eager to destroy it, because they were committed to the fallacies that
credit expansion is an appropriate means of lowering the rate of interest and
of “improving” the balance of trade.

No government is, however, powerful enough to abolish the gold standard.
Gold is the money of international trade and of the supernational economic
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community of mankind. It cannot be affected by measures of governments
whose sovereignty is limited to definite countries. As long as a country is not eco-
nomically self-sufficient in the strict sense of the term, as long as there are still
some loopholes left in the walls by which national governments try to isolate
their countries from the rest of the world, gold is still used as money. It does not
matter that governments confiscate the gold coins and bullion they can seize
and punish those holding gold as felons.* The language of bilateral clearing
agreements by means of which governments are intent upon eliminating gold
from international trade, avoids any reference to gold. But the turnovers per-
formed on the ground of those agreements are calculated on gold prices. He
who buys or sells on a foreign market calculates the advantages and disadvan-
tages of such transactions in gold. In spite of the fact that a country has severed
its local currency from any link with gold, its domestic structure of prices re-
mains closely connected with gold and the gold prices of the world market. If a
government wants to sever its domestic prices structure from that of the world
market, it must resort to other measures, such as prohibitive import and export
duties and embargoes. Nationalization of foreign trade, whether effected
openly or directly by foreign exchange control, does not eliminate gold. The
governments qua traders are trading by the use of gold as a medium of exchange.

The struggle against gold which is one of the main concerns of all contem-
porary governments must not be looked upon as an isolated phenomenon. It
is but one item in the gigantic process of destruction which is the mark of our
time. People fight the gold standard because they want to substitute national
autarky for free trade, war for peace, totalitarian government omnipotence for
liberty.

It may happen one day that technology will discover a method of
enlarging the supply of gold at such a low cost that gold will be-
come useless for the monetary service. Then people will have to 
replace the gold standard by another standard. It is futile to bother today about
the way in which this problem will be solved. We do not know anything about
the conditions under which the decision will have to be made.

International Monetary Cooperation

The international gold standard works without any action on the part 
of governments. It is effective real cooperation of all members of the world-
embracing market economy. There is no need for any government to interfere
in order to make the gold standard work as an international standard.
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* [In the spring of 1933, the Emergency Banking Act, several Executive Orders and a Congres-
sional Joint Resolution prohibited U.S. citizens from owning monetary gold, required them to
turn in to the government all the gold they owned, and outlawed gold clauses in private contracts.
Thus, all U.S. citizens who retained gold holdings became “felons.” The restrictions on the own-
ership of gold were removed effective January 1, 1975.]
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What governments call international monetary cooperation is concerted
action for the sake of credit expansion. They have learned that credit expan-
sion, when limited to one country only, results in an external drain. They be-
lieve that it is only the external drain that frustrates their plans of lowering the
rate of interest and thus of creating an everlasting boom. If all governments
were to cooperate in their expansionist policies, they think, they could remove
this obstacle. What is required is an international bank issuing fiduciary me-
dia which are dealt with as money-substitutes by all people in all countries.

There is no need to stress again here the point that what makes it impossible
to lower the rate of interest by means of credit expansion is not merely the ex-
ternal drain. This fundamental issue is dealt with exhaustively in other chap-
ters and sections of this book.31

But there is another important question to be raised.
Let us assume that there exists an international bank issuing fiduciary me-

dia the clientele of which is the world’s whole population. It does not matter
whether these money-substitutes go directly into the cash holdings of the in-
dividuals and firms, or are only kept by the various nations’ central banks as re-
serves against the issuance of national money-substitutes. The deciding point
is that there is a uniform world currency. The national banknotes and check-
book money are redeemable in money-substitutes issued by the international
bank. The necessity of keeping its national currency at par with the interna-
tional currency limits the power of every nation’s central banking system to ex-
pand credit. But the world bank is restrained only by those factors which limit
credit expansion on the part of a single bank operating in an isolated eco-
nomic system or in the whole world.

We may as well assume that the international bank is not a bank issuing
money-substitutes, a part of which are fiduciary media, but a world authority is-
suing international fiat money. Gold has been entirely demonetized. The only
money in use is that created by the international authority. The international
authority is free to increase the quantity of this money provided it does not go so
far as to bring about the crack-up boom and the breakdown of the currency.

Then the ideal of the Keynesians is realized. There is an institution operat-
ing which can exercise an “expansionist pressure on world trade.”

However, the champions of such plans have neglected a fundamental prob-
lem, namely, that of the distribution of the additional quantities of this credit
money or of this paper money.

Let us assume that the international authority increases the amount of its is-
suance by a definite sum, all of which goes to one country, Ruritania. The
final result of this inflationary action will be a rise in prices of commodities
and services all over the world. But while this process is going on, the condi-
tions of the citizens of various countries are affected in a different way. The
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Ruritanians are the first group blessed by the additional manna. They have
more money in their pockets while the rest of the world’s inhabitants have not
yet got a share of the new money. They can bid higher prices, while the oth-
ers cannot. Therefore the Ruritanians withdraw more goods from the world
market than they did before. The non-Ruritanians are forced to restrict their
consumption because they cannot compete with the higher prices paid by the
Ruritanians. While the process of adjusting prices to the altered money rela-
tion is still in progress, the Ruritanians are in an advantageous position against
the non-Ruritanians. When the process finally comes to an end, the Ruritani-
ans have been enriched at the expense of the non-Ruritanians.

The main problem in such expansionist ventures is the proportion accord-
ing to which the additional money is to be allotted to the various nations. Each
nation will be eager to advocate a mode of distribution which will give it the
greatest possible share in the additional currency. The industrially backward
nations of the East will, for instance, probably recommend equal distribution
per capita of population, a mode which would obviously favor them at the ex-
pense of the industrially advanced nations. Whatever mode may be adopted,
all nations would be dissatisfied and would complain of unfair treatment.
Serious conflicts would ensue and would disrupt the whole scheme.

It would be irrelevant to object that this problem did not play an impor-
tant role in the negotiations which preceded the establishment of the
International Monetary Fund and that it was easy to reach an agreement
concerning the use of the Fund’s resources. The Bretton Woods Conference
was held under very particular circumstances. Most of the participating na-
tions were at that time entirely dependent on the benevolence of the United
States. They would have been doomed if the United States had stopped
fighting for their freedom and aiding them materially by lend-lease.* The
government of the United States, on the other hand, looked upon the mon-
etary agreement as a scheme for a disguised continuation of lend-lease
after the cessation of hostilities. The United States was ready to give and
the other participants—especially those of the European countries, most of
them at that time still occupied by the German armies, and those of the Asiatic
countries—were ready to take whatever was offered to them. The problems in-
volved will become discernible once the delusive attitude of the United States
toward financial and trade matters is replaced by a more realistic mentality.

The International Monetary Fund did not achieve what its sponsors had ex-
pected. At the annual meetings of the Fund there is a good deal of discussion,
and occasionally pertinent observations and criticisms concerning the mone-
tary and credit policies of governments and central banks are brought forward.
The Fund itself engages in lending and borrowing transactions with various
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* [“Lend-Lease,” enacted even before the United States’ formal entry into World War II, was
signed into law March 11, 1941.]

17-L3843  12/5/06  8:10 AM  Page 477



governments and central banks. It considers its main function to be that of as-
sisting governments to maintain an unrealistic exchange rate for their overex-
panded national currency. The methods it resorts to in these endeavors do not
differ essentially from those always applied for this purpose. Monetary affairs
in the world are going on as if no Bretton Woods Agreement and no Interna-
tional Monetary Fund existed.

The constellation of the world’s political and economic affairs enabled the
American government to keep its promise of letting foreign governments and
central banks get an ounce of gold by paying thirty-five dollars.* But the con-
tinuation and intensification of the American “expansionist” policy has con-
siderably increased the withdrawal of gold and makes people worry about the
future of monetary conditions. They are frightened by the spectre of a farther
increase in the demand for gold that may exhaust the gold funds of the United
States and force it to abandon its present methods of dealing with gold.

The characteristic feature of the public discussion of the problems involved
is that it carefully avoids mentioning the facts that are causing the extension of
the demand for gold. No reference is made to the policies of deficit spending
and credit expansion. Instead, complaints are raised about something called
“insufficient liquidity” and a shortage of “reserves.” The remedy suggested is
more liquidity, to be achieved by “creating” new additional “reserves.” This
means it is proposed to cure the effects of inflation by more inflation.

There is need to remember that the policies of the American government
and the Bank of England of maintaining on the London gold market a price
of 35 dollars for an ounce of gold is the only measure that today prevents the
Western nations from embarking upon boundless inflation. These policies are
not immediately affected by the size of the various nations’ “reserves.” The
plans for new “reserves” seem therefore not to concern directly the problem of
the relation of gold to the dollar. They concern it indirectly as they try to di-
vert the public’s attention from the real problem, inflation. For the rest, the
official doctrine relies upon the long since discredited balance-of-payments in-
terpretation of monetary troubles. 
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* [The U.S. dollar, traditionally defined as 1/20.67 ounce of gold, was devalued in January 1934 to
1/35 ounce. Although U.S. citizens were not permitted to own gold, foreign governments and for-
eign central banks could purchase gold from the U.S. Treasury at US$35.00 per ounce. This was
the situation in 1949 when Mises wrote Human Action.

Gold, at US$35 per ounce, was a real bargain for anyone permitted to buy it, and foreigners
were draining the United States of its gold stock. On August 15, 1971, U.S. President Richard Nixon
announced that the U.S. government would no longer sell gold. However, the official value of the
U.S. dollar remained 1/35 ounce of gold—until May 1972, when the dollar was further devalued
to 1/38 ounce of gold; on October 18, 1973, it was devalued again to 1/42.22 ounce of gold.

In January 1975, sales of gold by the U.S. government—at no fixed ratio—resumed, and the
right of U.S. citizens to own gold was restored. On October 28, 1977, President Jimmy Carter
signed the Helms Act, legalizing once more gold-clause contracts.]
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chapter 18

Action in the Passing of Time

1 Perspective in the Valuation of Time Periods

Acting man distinguishes the time before satisfaction of a want is attained and
the time for which the satisfaction continues.

Action always aims at the removal of future uneasiness, be it only the future
of the impending instant. Between the setting in of action and the attainment
of the end sought there always elapses a fraction of time, viz., the maturing
time in which the seed sown by the action grows to maturity. The most obvi-
ous example is provided by agriculture. Between the tilling of the soil and the
ripening of the fruit there passes a considerable period of time. Another ex-
ample is the improvement of the quality of wine by aging. In some cases, how-
ever, the maturing time is so short that ordinary speech may assert that the suc-
cess appears instantly.

As far as action requires the employment of labor, it is concerned with the
working time. The performance of every kind of labor absorbs time. In some
cases the working time is so short that people say the performance requires no
time at all.

Only in rare cases does a simple, indivisible and nonrepeated act suffice to
attain the end aimed at. As a rule what separates the actor from the goal of his
endeavors is more than one step only. He must make many steps. And every
further step to be added to those previously made raises anew the question
whether or not he should continue marching toward the goal once chosen.
Most goals are so far away that only determined persistence leads to them. Per-
severing action, unflinchingly directed to the end sought, is needed in order
to succeed. The total expenditure of time required, i.e., working time plus ma-
turing time, may be called the period of production. The period of production
is long in some cases and short in other cases. It is sometimes so short that it
can be entirely neglected in practice.

The increment in want-satisfaction which the attainment of the
end brings about is temporally limited. The result produced extends
services only over a period of time which we may call the duration
of serviceableness. The duration of serviceableness is shorter with
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some products and longer with other goods which are commonly called
durable goods. Hence acting man must always take into account the pe-
riod of production and the duration of serviceableness of the product. In
estimating the disutility of a project considered he is not only concerned
with the expenditure of material factors and labor required, but also with
the period of production. In estimating the utility of the expected product
he is concerned with the duration of its serviceableness. Of course, the
more durable a product is, the greater is the amount of services it renders.
But if these services are not cumulatively available on the same date, but
extended piecemeal over a certain period of time, the time element, as
will be shown, plays a particular role in their evaluation. It makes a differ-
ence whether n units of service are rendered on the same date or whether
they are stretched over a period of n days in such a way that only one unit
is available daily.

It is important to realize that the period of production as well as the du-
ration of serviceableness are categories of human action and not concepts
constructed by philosophers, economists, and historians as mental tools for
their interpretation of events. They are essential elements present in every
act of reasoning that precedes and directs action. It is necessary to stress
this point because Böhm-Bawerk, to whom economics owes the discovery
of the role played by the period of production, failed to comprehend the
difference.

Acting man does not look at his condition with the eyes of a historian.
He is not concerned with how the present situation originated. His only
concern is to make the best use of the means available today for the best
possible removal of future uneasiness. The past does not count for him. He
has at his disposal a definite quantity of material factors of production. He
does not ask whether these factors are nature-given or the product of pro-
duction processes accomplished in the past. It does not matter for him how
great a quantity of nature-given, i.e., original material factors of production
and labor, was expended in their production and how much time these pro-
cesses of production have absorbed. He values the available means exclu-
sively from the aspect of the services they can render him in his endeavors
to make future conditions more satisfactory. The period of production and
the duration of serviceableness are for him categories in planning future ac-
tion, not concepts of academic retrospection and historical research. They
play a role in so far as the actor has to choose between periods of produc-
tion of different length and between the production of more durable and
less durable goods.

Action is not concerned with the future in general, but always
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with a definite and limited fraction of the future. This fraction is limited,
on the one side, by the instant in which the action must take place. Where
its other end lies depends on the actor’s decision and choice. There are
people who are concerned with only the impending instant. There are
other people whose provident care stretches far beyond the prospective
length of their own life. We may call the fraction of future time for which
the actor in a definite action wants to provide in some way and to some ex-
tent, the period of provision. In the same way in which acting man chooses
among various kinds of want-satisfaction within the same fraction of future
time, he chooses also between want-satisfaction in the nearer and in the re-
moter future. Every choice implies also a choice of a period of provision.
In making up his mind how to employ the various means available for the
removal of uneasiness, man also determines implicitly the period of provi-
sion. In the market economy the demand of the consumers also determines
the length of the period of provision.

There are various methods available for a lengthening of the period of pro-
vision:

1. The accumulation of larger stocks of consumers’ goods destined for later
consumption.

2. The production of goods which are more durable.
3. The production of goods requiring a longer period of production.
4. The choice of methods of production consuming more time for the pro-

duction of goods which could also be produced within a shorter period
of production.

The first two methods do not require any further comment. The  third and
the fourth methods must be scrutinized more closely.

It is one of the fundamental data of human life and action that the short-
est processes of production, i.e., those with the shortest period of produc-
tion, do not remove felt uneasiness entirely. If all those goods which these
shortest processes can provide are produced, unsatisfied wants remain and
incentive to further action is still present. As acting man prefers those pro-
cesses which, other things being equal, produce the products in the short-
est time,1 only such processes are left for further action which consume
more time. People embark upon these more time-consuming processes be-
cause they value the increment in satisfaction expected more highly than
the disadvantage of waiting longer for their fruits. Böhm-Bawerk speaks of
the higher productivity of roundabout ways of production requiring more
time. It is more appropriate to speak of the higher physical productiv-
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ity of production processes requiring more time. The higher productivity of
these processes does not always consist in the fact that they produce—with the
same quantity of factors of production expended—a greater quantity of prod-
ucts. More often it consists in the fact that they produce products which could
not be produced at all in shorter periods of production. These processes are
not roundabout processes. They are the shortest and quickest way to the goal
chosen. If one wants to catch more fish, there is no other method available
than the substitution of fishing with the aid of nets and canoes for fishing with-
out the aid of this equipment. There is no better, shorter, and cheaper method
for the production of aspirin known than that adopted by the chemical plants.
If one disregards error and ignorance, there cannot be any doubt about the
highest productivity and expediency of the processes chosen. If people had not
considered them the most direct processes, viz., those leading by the shortest
way to the end sought, they would not have adopted them.

The lengthening of the period of provision through the mere accumulation
of stocks of consumers’ goods is the outcome of the desire to provide in ad-
vance for a longer period of time. The same is valid for the production of
goods the durability of which is greater in proportion to the greater expendi-
ture of factors of production required.2 But if temporally remoter goals are
aimed at, lengthening of the period of production is a necessary corollary of
the venture. The end sought cannot be attained in a shorter period of
production.

The postponement of an act of consumption means that the individual
prefers the satisfaction which later consumption will provide to the satisfac-
tion which immediate consumption could provide. The choice of a longer
period of production means that the actor values the product of the process
bearing fruit only at a later date more highly than the products which a pro-
cess consuming less time could provide. In such deliberations and the result-
ing choices the period of production appears as waiting time. It was the great
contribution of Jevons and Böhm-Bawerk to have shown the role played by
taking account of waiting time.

If acting men were not to pay heed to the length of the waiting
time, they would never say that a goal is temporally so distant that
one cannot consider aiming at it. Faced with the alternative of choos-
ing between two processes of production which render different out-
put with the same input, they would always prefer that process which
renders the greater quantity of the same products or better products
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in the same quantity, even if this result could be attained only by lengthening
the period of production. Increments in input which result in a more than pro-
portionate increase in the products’ duration of serviceableness would un-
conditionally be deemed advantageous. The fact that men do not act in this
way evidences that they value fractions of time of the same length in a differ-
ent way according as they are nearer or remoter from the instant of the actor’s
decision. Other things being equal, satisfaction in a nearer period of the fu-
ture is preferred to satisfaction in a more distant period; disutility is seen in
waiting.

This fact is already implied in the statement stressed in the opening of this
chapter that man distinguishes the time before satisfaction is attained and the
time for the duration of which there is satisfaction. If any role at all is played
by the time element in human life, there cannot be any question of equal val-
uation of nearer and remoter periods of the same length. Such an equal valu-
ation would mean that people do not care whether success is attained sooner
or later. It would be tantamount to a complete elimination of the time ele-
ment from the process of valuation.

The mere fact that goods with a longer duration of serviceableness are val-
ued more highly than those with a shorter duration does not yet in itself imply
a consideration of time. A roof that can protect a house against the weather
during a period of ten years is more valuable than a roof which renders this ser-
vice only for a period of five years. The quantity of service rendered is differ-
ent in both cases. But the question which we have to deal with is whether or
not an actor in making his choices attaches to a service to be available in a later
period of the future the same value he attaches to a service available at an ear-
lier period.

2 Time Preference as an Essential Requisite of Action

The answer to this question is that acting man does not appraise time
periods merely with regard to their dimension. His choices regarding the re-
moval of future uneasiness are directed by the categories sooner and later.

Time for man is not a homogeneous substance of which only length
counts. It is not a more or a less in dimension. It is an irreversible flux the
fractions of which appear in different perspective according to whether they
are nearer to or remoter from the instant of valuation and decision. Satis-
faction of a want in the nearer future is, other things being equal, preferred
to that in the farther distant future. Present goods are more valuable than
future goods.
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Time preference is a categorial requisite of human action. No mode of ac-
tion can be thought of in which satisfaction within a nearer period of the fu-
ture is not—other things being equal—preferred to that in a later period. The
very act of gratifying a desire implies that gratification at the present instant is
preferred to that at a later instant. He who consumes a nonperishable good in-
stead of postponing consumption for an indefinite later moment thereby re-
veals a higher valuation of present satisfaction as compared with later satisfac-
tion. If he were not to prefer satisfaction in a nearer period of the future to that
in a remoter period, he would never consume and so satisfy wants. He would
always accumulate, he would never consume and enjoy. He would not con-
sume today, but he would not consume tomorrow either, as the morrow would
confront him with the same alternative.

Not only the first step toward want-satisfaction, but also any further step is
guided by time preference. Once the desire a to which the scale of values as-
signs the rank 1 is satisfied, one must choose between the desire b to which the
rank 2 is assigned and c that desire of tomorrow to which—in the absence of
time preference—the rank 1 would have been assigned. If b is preferred to c,

the choice clearly involves time preference. Purposive striving after want-
satisfaction must needs be guided by a preference for satisfaction in the nearer
future over that in a remoter future.

The conditions under which modern man of the capitalist West must act
are different from those under which his primitive ancestors lived and acted.
As a result of the providential care of our forebears we have at our disposal
an ample stock of intermediate products (capital goods or produced factors
of production) and of consumers’ goods. Our activities are designed for a
longer period of provision because we are the lucky heirs of a past which has
lengthened, step by step, the period of provision and has bequeathed to us
the means to expand the waiting period. In acting we are concerned with
longer periods and are aiming at an even satisfaction in all parts of the pe-
riod chosen as the period of provision. We are in a position to rely upon a
continuing influx of consumers’ goods and have at our disposal not only
stocks of goods ready for consumption but also stocks of producers’ goods out
of which our continuous efforts again and again make new consumers’
goods mature. In our dealing with this increasing “stream of income,” says
the superficial observer, there is no heed paid to any considerations related
to a different valuation of present and of future goods. We synchronize, he
asserts, and thus the time element loses any importance for the conduct of
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affairs. It is, therefore, pointless, he continues, in the interpretation of modern
conditions to resort to time preference.

The fundamental error involved in this popular objection is caused, like
so many other errors, by a lamentable misapprehension of the imaginary
construction of the evenly rotating economy. In the frame of this imaginary
construction no change occurs; there prevails an unvarying course of all af-
fairs. In the evenly rotating economy consequently nothing is altered in the
allocation of goods for the satisfaction of wants in nearer and in remoter pe-
riods of the future. No one plans any change because—according to our as-
sumptions—the prevailing allocation best serves him and because he does
not believe that any possible rearrangement could improve his condition. No
one wants to increase his consumption in a nearer period of the future at the
expense of his consumption in a more distant period or vice versa because
the existing mode of allocation pleases him better than any other thinkable
and feasible mode.

The praxeological distinction between capital and income is a category
of thought based on a different valuation of want-satisfaction in various pe-
riods of the future. In the imaginary construction of the evenly rotating
economy it is implied that the whole income but not more than the in-
come is consumed and that therefore the capital remains unchanged. An
equilibrium is reached in the allocation of goods for want-satisfaction in
different periods of the future. It is permissible to describe this state of af-
fairs by asserting that nobody wants to consume tomorrow’s income today.
We have precisely designed the imaginary construction of the evenly rotat-
ing economy in such a way as to make it fit just this condition. But it is
necessary to realize that we can assert with the same apodictic assurance
that, in the evenly rotating economy, nobody wants to have more of any
commodity than he really has. These statements are true with regard to the
evenly rotating economy because they are implied in our definition of this
imaginary construction. They are nonsensical when asserted with regard to
a changing economy which is the only real economy. As soon as a change
in the data occurs, the individuals are faced anew with the necessity of
choosing both between various modes of want-satisfaction in the same pe-
riod and between want-satisfaction in different periods. An increment can
be either employed for immediate consumption or invested for further pro-
duction. No matter how the actors employ it, their choice must needs be
the result of a weighing of the advantages expected from want-satisfaction
in different periods of the future. In the world of reality, in the living and
changing universe, each individual in each of his actions is forced
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to choose between satisfaction in various periods of time. Some people con-
sume all that they earn, others consume a part of their capital, others save a
part of their income.

Those contesting the universal validity of time preference fail to explain
why a man does not always invest a sum of 100 dollars available today, al-
though these 100 dollars would increase to 104 dollars within a year’s time. It
is obvious that this man in consuming this sum today is determined by a
judgment of value which values 100 present dollars higher than 104 dollars
available a year later. But even in case he chooses to invest these 100 dollars,
the meaning is not that he prefers satisfaction in a later period to that of to-
day. It means that he values 100 dollars today less than 104 dollars a year later.
Every penny spent today is, precisely under the conditions of a capitalist
economy in which institutions make it possible to invest even the smallest
sums, a proof of the higher valuation of present satisfaction as compared with
later satisfaction.

The theorem of time preference must be demonstrated in a double way.
First for the case of plain saving in which people must choose between the
immediate consumption of a quantity of goods and the later consumption of
the same quantity. Second for the case of capitalist saving in which the
choice is to be made between the immediate consumption of a quantity of
goods and the later consumption either of a greater quantity or of goods
which are fit to provide a satisfaction which—except for the difference in
time—is valued more highly. The proof has been given for both cases. No
other case is thinkable.

It is possible to search for a psychological understanding of the problem of
time preference. Impatience and the pains caused by waiting are certainly psy-
chological phenomena. One may approach their elucidation by referring to
the temporal limitations of human life, to the individual’s coming into exis-
tence, his growth and maturing, and his inevitable decay and passing away.
There is in the course of a man’s life a right moment for everything as well as
a too early and a too late. However, the praxeological problem is in no way re-
lated to psychological issues. We must conceive, not merely understand. We
must conceive that a man who does not prefer satisfaction within a nearer pe-
riod of the future to that in a remoter period would never achieve consump-
tion and enjoyment at all.

Neither must the praxeological problem be confused with the phys-
iological. He who wants to live to see the later day, must first of all
care for the preservation of his life in the intermediate period. Sur-
vival and appeasement of vital needs are thus requirements for the
satisfaction of any wants in the remoter future. This makes us under-
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stand why in all those situations in which bare life in the strict sense of the
term is at stake satisfaction in the nearer future is preferred to that in later
periods. But we are dealing with action as such, not with the motives di-
recting its course. In the same way in which as economists we do not ask
why albumin, carbohydrates, and fat are demanded by man, we do not in-
quire why the satisfaction of vital needs appears imperative and does not
brook any delay. We must conceive that consumption and enjoyment of any
kind presuppose a preference for present satisfaction to later satisfaction.
The knowledge provided by this insight far exceeds the orbit for which the
physiological facts concerned provide explanation. It refers to every kind of
want-satisfaction, not only to the satisfaction of the vital necessities of mere
survival.

It is important to stress this point because the term “supply of subsistence,
available for advances of subsistence,” as used by Böhm-Bawerk, can easily be
misinterpreted. It is certainly one of the tasks of this stock to provide the means
for a satisfaction of the bare necessities of life and thus to secure survival. But
besides it must be large enough to satisfy, beyond the requirements of neces-
sary maintenance for the waiting time, all those wants and desires which—
apart from mere survival—are considered more urgent than the harvesting
of the physically more abundant fruits of production processes consuming
more time.

Böhm-Bawerk declared that every lengthening of the period of produc-
tion depends on the condition that “a sufficient quantity of present goods
is available to make it possible to overbridge the lengthened average in-
terval between the starting of preparatory work and the harvesting of its
product.” 3 The expression “sufficient quantity” needs elucidation. It does
not mean a quantity sufficient for necessary sustenance. The quantity in
question must be large enough to secure the satisfaction of all those
wants the satisfaction of which during the waiting time is considered
more urgent than the advantages which a still greater lengthening of the
period of production would provide. If the quantity in question were
smaller, a shortening of the period of production would appear advanta-
geous; the increase in the quantity of products or the improvement of
their quality to be expected from the preservation of the longer period of
production would no longer be considered a sufficient remuneration for
the restriction of consumption enjoined during the waiting time. Whether
or not the supply of subsistence is sufficient, does not depend on any
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physiological or other facts open to objective determination by the methods of
technology and physiology. The metaphorical term “overbridge,” suggesting a
body of water the breadth of which poses to the bridge builder an objectively
determined task, is misleading. The quantity in question is valued by men,
and their subjective judgments decide whether or not it is sufficient.

Even in a hypothetical world in which nature provides every man with the
means for the preservation of biological survival (in the strict sense of the
term), in which the most important foodstuffs are not scarce and action is not
concerned with the provision for bare life, the phenomenon of time prefer-
ence would be present and direct all actions.4

Observations on the Evolution of the Time-Preference Theory

It seems plausible to assume that the mere fact that interest is graduated in ref-
erence to periods of time should have directed the attention of the economists,
intent upon developing a theory of interest, upon the role played by time.
However, the classical economists were prevented by their faulty theory of
value and their misconstruction of the cost concept from recognizing the
significance of the time element.

Economics owes the time-preference theory to William Stanley Jevons and
its elaboration, most of all, to Eugen von Böhm-Bawerk. Böhm-Bawerk was the
first to formulate correctly the problem to be solved, the first to unmask the fal-
lacies implied in the productivity theories of interest, and the first to stress the
role played by the period of production. But he did not entirely succeed in
avoiding the pitfalls in the elucidation of the interest problem. His demonstra-
tion of the universal validity of time preference is inadequate because it is based
on psychological considerations. However, psychology can never demonstrate
the validity of a praxeological theorem. It may show that some people or many
people let themselves be influenced by certain motives. It can never make evi-
dent that all human action is necessarily dominated by a definite categorial el-
ement which, without any exception, is operative in every instance of action.5

The second shortcoming of Böhm-Bawerk’s reasoning was his mis-
construction of the concept of the period of production. He was not
fully aware of the fact that the period of production is a praxeological
category and that the role it plays in action consists entirely in the
choices acting man makes between periods of production of different
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length. The length of time expended in the past for the production of capital
goods available today does not count at all. These capital goods are valued only
with regard to their usefulness for future want-satisfaction. The “average
period of production” is an empty concept. What determines action is the fact
that in choosing among various ways which can remove future uneasiness
the length of the waiting time in each case is a necessary element.

It was an outcome of these two errors that Böhm-Bawerk in the elaboration
of his theory did not entirely avoid the productivity approach which he him-
self had so brilliantly refuted in his critical history of the doctrines of capital
and interest.

These observations do not detract at all from the imperishable merits of
Böhm-Bawerk’s contributions. It was on the foundation laid by him that later
economists—foremost among them Knut Wicksell, Frank Albert Fetter and
Irving Fisher—were successful in perfecting the time-preference theory.

It is customary to express the essence of the time-preference theory by say-
ing that there prevails a preference for present over future goods. In dealing
with this mode of expression some economists have been puzzled by the fact
that in some cases present uses are worth less than future uses. However, the
problem raised by the apparent exceptions is caused merely by a misappre-
hension of the true state of affairs.

There are enjoyments which cannot be had at the same time. A man can-
not on the same evening attend performances of Carmen and of Hamlet. In
buying a ticket he must choose between the two performances. If tickets to
both theaters for the same evening are presented to him as a gift, he must like-
wise choose. He may think with regard to the ticket which he refuses: “I don’t
care for it just now,” or “If only it had been later.”6 However, this does not
mean that he prefers future goods to present goods. He does not have to choose
between future goods and present goods. He must choose between two enjoy-
ments both of which he cannot have together. This is the dilemma in every in-
stance of choosing. In the present state of his affairs he may prefer Hamlet to
Carmen. The different conditions of a later date may possibly result in another
decision.

The second seeming exception is presented by the case of perishable goods.
They may be available in abundance in one season of the year and may be
scarce in other seasons. However, the difference between ice in winter and ice
in summer is not that between a present good and a future good. It is the dif-
ference between a good that loses its specific usefulness even if not consumed
and another good which requires a different process of production. Ice avail-
able in winter can only be used in summer when subjected to a special pro-
cess of conservation. It is, in respect to ice utilizable in summer, at best one of
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the complementary factors required for production. It is impossible to in-
crease the quantity of ice available in summer simply by restricting the con-
sumption of ice in winter. The two things are for all practical purposes differ-
ent commodities.

The case of the miser does not contradict the universal validity of time pref-
erence. The miser too, in spending some of his means for a scanty livelihood,
prefers some amount of satisfaction in the nearer future to that in the remoter
future. Extreme instances in which the miser denies himself even the indis-
pensable minimum of food represent a pathological withering away of vital
energy, as is the case with the man who abstains from eating out of fear of
morbific germs, the man who commits suicide rather than meet a dangerous
situation, and the man who cannot sleep because he is afraid of undetermined
accidents which could befall him while asleep.

3 Capital Goods

As soon as those present wants are sated, the satisfaction of which is considered
more urgent than any provision for the morrow, people begin to save a part of
the available supply of consumers’ goods for later use. This postponement of
consumption makes it possible to direct action toward temporally remoter
ends. It is now feasible to aim at goals which could not be thought of before
on account of the length of the period of production required. It is further-
more feasible to choose methods of production in which the output of prod-
ucts is greater per unit of input than in other methods requiring a shorter pe-
riod of production. The sine qua non of any lengthening of the processes of
production adopted is saving, i.e., an excess of current production over current
consumption. Saving is the first step on the way toward improvement of ma-
terial well-being and toward every further progress on this way.

The postponement of consumption and the accumulation of stocks of
consumers’ goods destined for later consumption would be practiced even
in the absence of the stimulus offered by the technological superiority of
processes with a longer period of production. The higher productivity of
such processes consuming more time strengthens considerably the propen-
sity to save. The sacrifice made by restricting consumption in nearer peri-
ods of the future is henceforth not only counterbalanced by the expecta-
tion of consuming the saved goods in remoter periods; it also opens the
way to a more ample supply in the remoter future and to the attainment
of goods which could not be procured at all without this provisional
sacrifice. If acting man, other conditions being equal, were not to prefer,
without exception, consumption in the nearer future to that in the remoter
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future, he would always save, never consume. What restricts the amount of
saving and investment is time preference.

People eager to embark upon processes with a longer period of production
must first accumulate, by means of saving, that quantity of consumers’ goods
which is needed to satisfy, during the waiting time, all those wants, the satis-
faction of which they consider more urgent than the increment in well-being
expected from the more time-consuming process. Accumulation of capital be-
gins with the formation of stocks of consumers’ goods, the consumption of
which is postponed for later days. If these surpluses are merely stored and kept
for later consumption, they are simply wealth or, more precisely, a reserve for
rainy days and emergencies. They remain outside the orbit of production.
They become integrated—economically, not physically—into production
activities only when employed as means of subsistence of workers engaged in
more time-consuming processes. If expended in this way, they are physically
consumed. But economically they do not disappear. They are replaced first
by the intermediary products of a process with a longer period of production
and then later by the consumers’ goods which are the final product of these
processes.

All these ventures and processes are intellectually controlled by capital ac-
counting, the acme of economic calculation in monetary terms. Without the
aid of monetary calculation men could not even learn whether—apart from
the length of the period of production—a definite process promises a higher
productivity than another. The expenditures required by various processes
cannot be weighed against one another without the aid of monetary terms.
Capital accounting starts with the market prices of the capital goods available
for further production, the sum of which it calls capital. It records every ex-
penditure from this fund and the price of all incoming items induced by such
expenditures. It establishes finally the ultimate outcome of all these transfor-
mations in the composition of the capital and thereby the success or the fail-
ure of the whole process. It shows not only the final result; it mirrors also every
one of its intermediary stages. It produces interim balances for every day such
a balance may be required and statements of profit and loss for every part or
stage of the process. It is the indispensable compass of production in the mar-
ket economy.

In the market economy production is a continuous, never-ending
pursuit split up into an immense variety of partial processes. Innu-
merable processes of production with different periods of production
are in progress simultaneously. They complement one another and at
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the same time are in rivalry with one another in competing for scarce 
factors of production. Continuously either new capital is accumulated by sav-
ing or previously accumulated capital is eaten up by over-consumption. Pro-
duction is distributed among numerous individual plants, farms, workshops,
and enterprises, each of which serves only limited purposes. The intermedi-
ary products or capital goods, the produced factors of further production,
change hands in the course of events; they pass from one plant to another un-
til finally the consumers’ goods reach those who use and enjoy them. The so-
cial process of production never stops. At each instant numberless processes
are in progress, some of which are nearer to, some remoter from, the achieve-
ment of their special tasks.

Every single performance in this ceaseless pursuit of wealth production is
based upon the saving and the preparatory work of earlier generations. We
are the lucky heirs of our fathers and forefathers whose saving has accumu-
lated the capital goods with the aid of which we are working today. We fa-
vorite children of the age of electricity still derive advantage from the origi-
nal saving of the primitive fishermen who, in producing the first nets and
canoes, devoted a part of their working time to provision for a remoter future.
If the sons of these legendary fishermen had worn out these intermediary
products—nets and canoes—without replacing them by new ones, they
would have consumed capital and the process of saving and capital accu-
mulation would have had to start afresh. We are better off than earlier gen-
erations because we are equipped with the capital goods they have accumu-
lated for us.7

The businessman, the acting man, is entirely absorbed in one task only:
to take best advantage of all the means available for the improvement of
future conditions. He does not look at the present state of affairs with the
aim of analyzing and comprehending it. In classifying the means for fur-
ther production and appraising their importance he adopts superficial
rules of thumb. He distinguishes three classes of factors of production: the
nature-given material factors, the human factor—labor, and capital
goods—the intermediary factors produced in the past. He does not ana-
lyze the nature of the capital goods. They are in his eyes means of in-
creasing the productivity of labor. Quite naïvely he ascribes to them pro-
ductive power of their own. He does not trace their instrumentality back
to nature and labor. He does not ask how they came into existence. They
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count only as far as they may contribute to the success of his efforts.
This mode of reasoning is all right for the businessman. But it was a 

serious mistake for the economists to agree with the businessman’s superficial
view. They erred in classifying “capital” as an independent factor of produc-
tion along with the nature-given material resources and labor. The capital
goods—the factors of further production produced in the past—are not an in-
dependent factor. They are the joint products of the cooperation of the two
original factors—nature and labor—expended in the past. They have no pro-
ductive power of their own.

Neither is it correct to call the capital goods labor and nature stored up.
They are rather labor, nature, and time stored up. The difference between
production without the aid of capital goods and that assisted by the em-
ployment of capital goods consists in time. Capital goods are intermediary
stations on the way leading from the very beginning of production to its
final goal, the turning out of consumers’ goods. He who produces with the
aid of capital goods enjoys one great advantage over the man who starts
without capital goods; he is nearer in time to the ultimate goal of his en-
deavors.

There is no question of an alleged productivity of capital goods. The differ-
ence between the price of a capital good, e.g., a machine, and the sum of
the prices of the complementary original factors of production required for its
reproduction is entirely due to the time difference. He who employs the ma-
chine is nearer the goal of production. The period of production is shorter
for him than for a competitor who must start from the beginning. In buying
a machine he buys the original factors of production that were expended in
producing it plus time, i.e., the time by which his period of production is
shortened.

The value of time, i.e., time preference or the higher valuation of want-
satisfaction in nearer periods of the future as against that in remoter periods,
is an essential element in human action. It determines every choice and every
action. There is no man for whom the difference between sooner and later
does not count. The time element is instrumental in the formation of all
prices of all commodities and services.

4 Period of Production, Waiting Time, 
and Period of Provision

If one were to measure the length of the period of production spent
in the fabrication of the various goods available now, one would
have to trace back their history to the point at which the first ex-
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penditure of original factors of production took place. One would have to es-
tablish when natural resources and labor were first employed for processes
which—besides contributing to the production of other goods—also con-
tributed ultimately to the production of the good in question. The solution of
this problem would require the solubility of the problem of physical imputa-
tion. It would be necessary to establish in quantitative terms to what extent
tools, raw materials, and labor which directly or indirectly were used in the
production of the good concerned contributed to the result. One would have
to go back in these inquiries to the very origins of capital accumulation by sav-
ing on the part of people who previously lived from hand to mouth. It is not
only practical difficulties which prevent such historical studies. The very in-
solubility of the problem of physical imputation stops us at the first step of such
ventures.

Neither acting man himself nor economic theory needs a measurement of
the time expended in the past for the production of goods available today.
They would have no use for such data even if they knew them. Acting man
is faced with the problem of how to take best advantage of the available sup-
ply of goods. He makes his choices in employing each part of this supply in
such a way as to satisfy the most urgent of the not yet satisfied wants. For the
achievement of this task he must know the length of the waiting time which
separates him from the attainment of the various goals among which he has
to choose. As has been pointed out and must be emphasized again, there is
no need for him to look backward to the history of the various capital goods
available. Acting man counts waiting time and the period of production al-
ways from today on. In the same way in which there is no need to know
whether more or less labor and material factors of production have been ex-
pended in the production of the products available now, there is no need to
know whether their production has absorbed more or less time. Things are
valued exclusively from the point of view of the services they can render for
the satisfaction of future wants. The actual sacrifices made and the time ab-
sorbed in their production are beside the point. These things belong to the
dead past.

It is necessary to realize that all economic categories are related to
human action and have nothing at all to do directly with the physi-
cal properties of things. Economics is not about goods and services;
it is about human choice and action. The praxeological concept of
time is not the concept of physics or biology. It refers to the sooner

or the later as operative in the actors’ judgments of value. The dis-
tinction between capital goods and consumers’ goods is not a rigid
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distinction based on the physical and physiological properties of the goods
concerned. It depends on the position of the actors and the choices they have
to make. The same goods can be looked upon as capital goods or as con-
sumers’ goods. A supply of goods ready for immediate enjoyment is capital
goods from the point of view of a man who looks upon it as a means for his
own sustenance and that of hired workers during a waiting time.

An increase in the quantity of capital goods available is a necessary con-
dition for the adoption of processes in which the period of production and
therefore waiting time are longer. If one wants to attain ends which are
temporally farther away, one must resort to a longer period of production
because it is impossible to attain the end sought in a shorter period of pro-
duction. If one wants to resort to methods of production with which the
quantity of output is higher per unit of input expended, one must lengthen
the period of production. For the processes with which output is smaller
per unit of input have been chosen only on account of the shorter period
of production they require. But on the other hand, not every employment
chosen for the utilization of capital goods accumulated by means of addi-
tional saving requires a process of production in which the period of pro-
duction from today on to the maturing of the product is longer than with
all processes already adopted previously. It may be that people, having
satisfied their more urgent needs, now want goods which can be produced
within a comparatively short period. The reason why these goods have not
been produced previously was not that the period of production they re-
quire was deemed too long, but that there was a more urgent employment
open for the factors required.

If one chooses to assert that every increase in the supply of capital goods
available results in a lengthening of the period of production and of waiting
time, one reasons in the following way: If a are the goods already previously
produced and b the goods produced in the new processes started with the aid
of the increase in capital goods, it is obvious that people had to wait longer for
a and b than they had to wait for a alone. In order to produce a and b it was
not only necessary to acquire the capital goods required for the production of
a, but also those required for the production of b. If one had expended for an
increase of immediate consumption the means of sustenance saved to make
workers available for the production of b, one would have attained the satis-
faction of some wants sooner.

The treatment of the capital problem customary with those econo-
mists who are opposed to the so-called “Austrian” view assumes that
the technique employed in production is unalterably determined by
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the given state of technological knowledge. The “Austrian” economists, on the
other hand, show that it is the supply of capital goods available at each mo-
ment that determines which of the many known technological methods of
production will be employed.8 The correctness of the “Austrian” point of view
can easily be demonstrated by a scrutiny of the problem of relative scarcity of
capital.

Let us look at the condition of a country suffering from such scarcity of cap-
ital. Take, for instance, the state of affairs in Rumania about 1860. What was
lacking was certainly not technological knowledge. There was no secrecy con-
cerning the technological methods practiced by the advanced nations of the
West. They were described in innumerable books and taught at many schools.
The elite of Rumanian youth had received full information about them at the
technological universities of Austria, Switzerland, and France. Hundreds of
foreign experts were ready to apply their knowledge and skill in Rumania.
What was wanting were the capital goods needed for a transformation of the
backward Rumanian apparatus of production, transportation, and communi-
cation according to Western patterns. If the aid granted to the Rumanians on
the part of the advanced foreign nations had consisted merely in providing
them with technological knowledge, they would have had to realize that it
would take a very long time until they caught up with the West. The first thing
for them to have done would have been to save in order to make workers and
material factors of production available for the performance of more time-
consuming processes. Only then could they successively produce the tools re-
quired for the construction of those plants which in the further course were to
produce the equipment needed for the construction and operation of modern
plants, farms, mines, railroads, telegraph lines, and buildings. Scores of de-
cades would have passed until they had made up for the time lost. There
would not have been any means of accelerating this process than by restrict-
ing current consumption as far as physiologically possible for the intermedi-
ary period.

However, things developed in a different way. The capitalist West
lent to the backward countries the capital goods needed for an in-
stantaneous transformation of a great part of their methods of pro-
duction. It saved them time and made it possible for them to
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multiply very soon the productivity of their labor. The effect for the Rumani-
ans was that they could immediately enjoy the advantages derived from the
modern technological procedures. It was as if they had started at a much ear-
lier date to save and to accumulate capital goods.

Shortage of capital means that one is further away from the attainment of a
goal sought than if one had started to aim at it at an earlier date. Because one
neglected to do this in the past, the intermediary products are wanting, al-
though the nature-given factors from which they are to be produced are avail-
able. Capital shortage is dearth of time. It is the effect of the fact that one was
late in beginning the march toward the aim concerned. It is impossible to de-
scribe the advantages derived from capital goods available and the disadvan-
tages resulting from the paucity of capital goods without resorting to the time
element of sooner and later.9

To have capital goods at one’s disposal is tantamount to being nearer to a
goal aimed at. An increment in capital goods available makes it possible to at-
tain temporally remoter ends without being forced to restrict consumption. A
loss in capital goods, on the other hand, makes it necessary either to abstain
from striving after certain goals which one could aim at before or to restrict
consumption. To have capital goods means, other things being equal,10 a tem-
poral gain. As against those who lack capital goods, the capitalist, under the
given state of technological knowledge, is in a position to reach a definite goal
sooner without restricting consumption and without increasing the input of la-
bor and nature-given material factors of production. His head start is in time.
A rival endowed with a smaller supply of capital goods can catch up only by
restricting his consumption.

The start which the peoples of the West have gained over the other peoples
consists in the fact that they have long since created the political and institu-
tional conditions required for a smooth and by and large uninterrupted
progress of the process of larger-scale saving, capital accumulation, and in-
vestment. Thus, by the middle of the nineteenth century, they had already
attained a state of well-being which far surpassed that of races and nations less
successful in substituting the ideas of acquisitive capitalism for those of preda-
tory militarism. Left alone and unaided by foreign capital these backward
peoples would have needed much more time to improve their methods of
production, transportation, and communication.
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It is impossible to understand the course of world affairs and the devel-
opment of the relations between West and East in the last centuries, if one
does not comprehend the importance of this large-scale transfer of capital.
The West has given to the East not only technological and therapeutical
knowledge, but also the capital goods needed for an immediate practical
application of this knowledge. These nations of Eastern Europe, Asia, and
Africa have been able, thanks to the foreign capital imported, to reap the
fruits of modern industry at an earlier date. They were to some extent re-
lieved from the necessity of restricting their consumption in order to accu-
mulate a sufficient stock of capital goods. This was the true nature of the
alleged exploitation of the backward nations on the part of Western capi-
talism about which their nationalists and the Marxians lament. It was a fe-
cundation of the economically backward nations by the wealth of the more
advanced nations.

The benefits derived were mutual. What impelled the capitalists of the
West to embark upon foreign investment was the demand on the part of the
domestic consumers. Consumers asked for goods which could not be pro-
duced at all at home and for a cheapening of goods which could be produced
at home only with rising costs. If the consumers of the capitalist West had be-
haved in a different way or if the institutional obstacles to capital export had
proved insurmountable, no capital export would have occurred. There would
have been more longitudinal expansion of domestic production instead of lat-
eral expansion abroad.

It is not the task of catallactics but of history to deal with the conse-
quences of the internationalization of the capital market, its working, and
its final disintegration brought about by the expropriation policies adopted
by the receiving countries. Catallactics has only to scrutinize the effects
of a richer or poorer supply of capital goods. We compare the conditions
of two isolated market systems A and B. Both are equal in size and pop-
ulation figures, the state of technological knowledge, and in natural re-
sources. They differ from one another only in the supply of capital goods,
this supply being larger in A than in B. This enjoins that in A many pro-
cesses of production are employed with which the output is greater per
unit of input than with those employed in B. In B one cannot consider
the adoption of these processes on account of the comparative scarcity of
capital goods. Their adoption would require a restriction of consumption.
In B many manipulations are performed by manual labor which in A are
performed by labor-saving machines. In A goods are produced with a
longer durability; in B one must abstain from producing them
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although the lengthening of durability is obtained by a less than proportion-
ate increase in input. In A the productivity of labor and consequently wage
rates and the standard of living of the wage earners are higher than in B.11

Prolongation of the Period of Provision Beyond 
the Expected Duration of the Actor’s Life

The judgments of value which determine the choice between satisfaction in
nearer and in remoter periods of the future are expressive of present valuation
and not of future valuation. They weigh the significance attached today to
satisfaction in the nearer future against the significance attached today to sat-
isfaction in the remoter future.

The uneasiness which acting man wants to remove as far as possible is
always present uneasiness, i.e., uneasiness felt in the very moment of action,
and it always refers to future conditions. The actor is discontented today with
the expected state of affairs in various periods of the future and tries to alter it
through purposive conduct.

If action is primarily directed toward the improvement of other people’s
conditions and is therefore commonly called altruistic, the uneasiness the ac-
tor wants to remove is his own present dissatisfaction with the expected state
of other people’s affairs in various periods of the future. In taking care of other
people he aims at alleviating his own dissatisfaction.

It is therefore not surprising that acting man often is intent upon prolong-
ing the period of provision beyond the expected duration of his own life.

Some Applications of the Time-Preference Theory

Every part of economics is open to intentional misrepresentation and misin-
terpretation on the part of people eager to excuse or to justify fallacious doc-
trines underlying their party programs. To prevent such misuse as far as pos-
sible it seems expedient to add some explanatory remarks to the exposition of
the time-preference theory.

There are schools of thought which flatly deny that men differ with
regard to innate characteristics inherited from their ancestors.12 In the
opinion of these authors the only difference between the white men of
Western civilization and Eskimos is that the latter are in arrears in
their progress toward modern industrial civilization. This merely tempo-
ral difference of a few thousand years is insignificant when compared
with the many hundreds of thousands of years which were absorbed
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by man’s evolution from the simian state of his apelike forebears to the condi-
tions of present-day Homo sapiens. It does not support the assumption that
racial differences prevail between the various specimens of mankind.

Praxeology and economics are foreign to the issues raised by this contro-
versy. But they must take precautionary measures lest they become implicated
by partisan spirit in this clash of antagonistic ideas. If those fanatically reject-
ing the teachings of modern genetics were not entirely ignorant of economics,
they would certainly try to turn the time-preference theory to their advantage.
They would refer to the circumstance that the superiority of the Western na-
tions consists merely in their having started earlier in endeavors to save and to
accumulate capital goods. They would explain this temporal difference by ac-
cidental factors, the better opportunity offered by environment.

Against such possible misinterpretations one must emphasize the fact that
the temporal head start gained by the Western nations was conditioned by
ideological factors which cannot be reduced simply to the operation of envi-
ronment. What is called human civilization has up to now been a progress
from cooperation by virtue of hegemonic bonds to cooperation by virtue of
contractual bonds. But while many races and peoples were arrested at an early
stage of this movement, others kept on advancing. The eminence of the West-
ern nations consisted in the fact that they succeeded better in checking the
spirit of predatory militarism than the rest of mankind and that they thus
brought forth the social institutions required for saving and investment on a
broader scale. Even Marx did not contest the fact that private initiative and pri-
vate ownership of the means of production were indispensable stages in the
progress from primitive man’s penury to the more satisfactory conditions of 
nineteenth-century Western Europe and North America. What the East 
Indies, China, Japan, and the Mohammedan countries lacked were institu-
tions for safeguarding the individual’s rights. The arbitrary administration of
pashas, kadis, rajahs, mandarins, and daimios was not conducive to large-scale
accumulation of capital. The legal guarantees effectively protecting the indi-
vidual against expropriation and confiscation were the foundations upon
which the unprecedented economic progress of the West came into flower.
These laws were not an outgrowth of chance, historical accidents, and geo-
graphical environment. They were the product of reason.

We do not know what course the history of Asia and Africa would
have taken if these peoples had been left alone. What happened was
that some of these peoples were subject to European rule and oth-
ers—like China and Japan—were forced by the display of naval power
to open their frontiers. The achievements of Western industrialism
came to them from abroad. They were ready to take advantage of the
foreign capital lent to them and invested in their territories. But they
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were rather slow in the reception of the ideologies from which modern indus-
trialism had sprung. Their assimilation to Western ways of life is superficial.

We are in the midst of a revolutionary process which will very soon do away
with all varieties of colonialism. This revolution is not limited to those coun-
tries which were subject to the rule of the British, the French and the Dutch.
Even nations which without any infringement of their political sovereignty
had profited from foreign capital are intent upon throwing off what they call
the yoke of foreign capitalists. They are expropriating the foreigners by various
devices—discriminatory taxation, repudiation of debts, undisguised confisca-
tion, foreign exchange restrictions. We are on the eve of the complete disinte-
gration of the international capital market. The economic consequences of
this event are obvious; its political repercussions are unpredictable.

In order to appreciate the political consequences of the disintegration of
the international capital market it is necessary to remember what effects were
brought about by the internationalization of the capital market. Under the
conditions of the later nineteenth century it did not matter whether or not a
nation was prepared and equipped with the required capital in order to uti-
lize adequately the natural resources of its territory. There was practically
free access for everybody to every area’s natural wealth. In searching for the
most advantageous opportunities for investment, capitalists and promoters
were not stopped by national borderlines. As far as investment for the best
possible utilization of the known natural resources was concerned, the
greater part of the earth’s surface could be considered as integrated into a
uniform world-embracing market system. It is true that this result was at-
tained in some areas, like the British and the Dutch East Indies and Malaya,
only by colonial regimes and that autochthonous governments of these terri-
tories would probably not have created the institutional setting indispensable
for the importation of capital. But Eastern and Southern Europe and the
Western Hemisphere had of their own accord joined the community of the
international capital market.

The Marxians were intent upon indicting foreign loans and investments
for the lust for war, conquest, and colonial expansion. In fact the interna-
tionalization of the capital market, together with free trade and the freedom
of migration, was instrumental in removing the economic incentives to war
and conquest. It no longer mattered for a man where the political bound-
aries of his country were drawn. The entrepreneur and the investor were
not checked by them. Precisely those nations which in the age preceding
the first World War were paramount in foreign lending and investment were
committed to the ideas of peace-loving “decadent” liberalism. Of the fore-
most aggressor nations Russia, Italy, and Japan were not capital exporters;
they themselves needed foreign capital for the development of their own
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natural resources. Germany’s imperialist adventures were not supported by its
big business and finance.13

The disappearance of the international capital market alters conditions en-
tirely. It abolishes the freedom of access to natural resources. If one of the so-
cialist governments of the economically backward nations lacks the capital
needed for the utilization of its natural resources, there will be no means to
remedy this situation. If this system had been adopted a hundred years ago, it
would have been impossible to exploit the oil fields of Mexico, Venezuela, and
Iran, to establish the rubber plantations in Malaya or to develop the banana
production of Central America. It is illusory to assume that the advanced na-
tions will acquiesce forever in such a state of affairs. They will resort to the
only method which gives them access to badly needed raw materials; they will
resort to conquest. War is the alternative to freedom of foreign investment as
realized by the international capital market.

The inflow of foreign capital did not harm the receiving nations. It was Eu-
ropean capital that accelerated considerably the marvelous economic evolu-
tion of the United States and the British Dominions. Thanks to foreign capi-
tal the countries of Latin America and Asia are today equipped with facilities
for production and transportation which they would have had to forego for a
very long time if they had not received this aid. Real wage rates and farm yields
are higher today in those areas than they would have been in the absence of
foreign capital. The mere fact that almost all nations are vehemently asking to-
day for “foreign aid” explodes the fables of the Marxians and the nationalists.

However, the mere lust for imported capital goods does not resuscitate the
international capital market. Investment and lending abroad are only possible
if the receiving nations are unconditionally and sincerely committed to the
principle of private property and do not plan to expropriate the foreign capi-
talists at a later date. It was such expropriations that destroyed the international
capital market.

Intergovernmental loans are no substitute for the functioning of an inter-
national capital market. If they are granted on business terms, they presup-
pose no less than private loans the full acknowledgment of property rights. If
they are granted, as is usually the case, as virtual subsidies without any regard
for payment of principal and interest, they impose restrictions upon the
debtor nation’s sovereignty. In fact such “loans” are for the most part the price
paid for military assistance in coming wars. Such military considerations al-
ready played an important role in the years in which the European powers
prepared the great wars of our age. The outstanding example was provided by
the huge sums which the French capitalists, pressed hard by the Govern-
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ment of the Third Republic, lent to Imperial Russia. The Tsars used the cap-
ital borrowed for armaments, not for an improvement of the Russian appara-
tus of production.

5 The Convertibility of Capital Goods

Capital goods are intermediary steps on the way toward a definite goal. If in
the course of the period of production the goal is changed, it is not always pos-
sible to use the intermediary products already available for the pursuit of the
new goal. Some of the capital goods may become absolutely useless, and all
expenditure made in their production appears now as waste. Other capital
goods could be utilized for the new project but only after having been sub-
jected to a process of adjustment; it would have been possible to spare the costs
required by this alteration if one had from the start aimed at the new goal. A
third group of capital goods can be employed for the new process without any
alteration; but if it had been known at the time they were produced that they
would be used in the new way, it would have been possible to manufacture at
smaller cost other goods which could render the same service. Finally there
are also capital goods which can be employed for the new project just as well
as for the original one.

It would hardly be necessary to mention these obvious facts if it were
not essential to refute popular misconceptions. There is no such thing as
an abstract or ideal capital that exists apart from concrete capital goods.
If we disregard the role cash holding plays in the composition of capital
(we will deal with this problem in one of the later sections) we must re-
alize that capital is always embodied in definite capital goods and is af-
fected by everything that happens with regard to them. The value of an
amount of capital is a derivative of the value of the capital goods in
which it is embodied. The money equivalent of an amount of capital is
the sum of the money equivalents of the aggregate of capital goods to
which one refers in speaking of capital in the abstract. There is nothing
which could be called “free” capital. Capital is always in the form of
definite capital goods. These capital goods are better utilizable for some
purposes, less utilizable for others, and absolutely useless for still other
purposes. Every unit of capital is therefore in some way or other fixed
capital, i.e., dedicated to definite processes of production. The business-
man’s distinction between fixed capital and circulating capital is a differ-
ence of degree, not of kind. Everything that is valid with regard to fixed
capital is also valid, although to a smaller degree, with regard to circu-
lating capital. All capital goods have a more or less specific character. Of
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course, with many of them it is rather unlikely that a change in wants and
plans will make them entirely useless.

The more a definite process of production approaches its ultimate end, the
closer becomes the tie between its intermediary products and the goal aimed
at. Iron is less specific in character than iron tubes, and iron tubes less so than
iron machine-parts. The conversion of a process of production becomes as a
rule the more difficult, the farther it has been pursued and the nearer it has
come to its termination, the turning out of consumers’ goods.

In looking at the process of capital accumulation from its very begin-
nings one can easily recognize that there cannot be such a thing as free
capital. There is only capital embodied in goods of a more specific char-
acter and in goods of a less specific character. When the wants or the
opinions concerning the methods of want-satisfaction change, the value of
the capital goods is altered accordingly. Additional capital goods can come
into existence only through making consumption lag behind current pro-
duction. The additional capital is already in the very moment of its com-
ing into existence embodied in concrete capital goods. These goods had
to be produced before they could—as an excess of production overcon-
sumption—become capital goods. The role which the interposition [ren-
dered in earlier editions as “intraposition”] of money plays in the sequence
of these events will be dealt with later. Here we need only recognize that
even the capitalist whose whole capital consists in money and in claims to
money does not own free capital. His funds are tied up with money. They
are affected by changes in money’s purchasing power and—as far as they
are invested in claims to definite sums of money—also by changes in the
debtor’s solvency.

It is expedient to substitute the notion of the convertibility of capital goods
for the misleading distinction between fixed and free or circulating capital.
The convertibility of capital goods is the opportunity offered to adjust their
utilization to a change in the data of production. Convertibility is graduated.
It is never perfect, i.e., present with regard to all possible changes in the data.
In the case of absolutely specific factors it is entirely absent. As the conver-
sion of capital goods from the employment originally planned to other em-
ployments becomes necessary through the emergence of unforeseen changes
in the data, it is impossible to speak of convertibility in general without ref-
erence to changes in the data which have already occurred or are expected.
A radical change in the data could make capital goods previously considered
to be easily convertible either not convertible at all or convertible only with
difficulty.

It is obvious that in practice the problem of convertibility plays a
greater role with goods the serviceability of which consists in render-
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ing a series of services over a period of time than with capital goods the ser-
viceability of which is exhausted by rendering only one service in the process
of production. The unused capacity of plants and transportation facilities and
the scrapping of equipment which according to the plans underlying its pro-
duction was designed for longer use are more momentous than the throwing
away of fabrics and clothing out of fashion and of physically perishable goods.
The problem of convertibility is peculiarly a problem of capital and capital
goods only in so far as capital accounting makes it especially visible with re-
gard to capital goods. Essentially it is a phenomenon present also in the case
of consumers’ goods which an individual has acquired for his own use and
consumption. If the conditions which resulted in their acquisition change, the
problem of convertibility becomes actual with them too.

Capitalists and entrepreneurs in their capacity as owners of capital are
never perfectly free; they are never on the eve of the first decision and action
which will bind them. They are always already engaged in some way or
other. Their funds are not outside the social process of production, but in-
vested in definite lines. If they own cash, this is, according to the state of the
market, either a sound or an unsound “investment”; but it is always an in-
vestment. They have either let slip the right moment for the purchase of con-
crete factors of production which they must buy sooner or later, or the right
moment to buy has not yet come. In the first case their holding of cash is un-
sound; they have missed an opportunity. In the second case their choice was
correct.

Capitalists and entrepreneurs in expending money for the purchase of con-
crete factors of production value the goods exclusively from the point of view
of the anticipated future state of the market. They pay prices adjusted to fu-
ture conditions as they themselves appraise them today. Errors committed in
the past in the production of capital goods available today do not burden the
buyer; their incidence falls entirely on the seller. In this sense the entrepre-
neur who proceeds to buy against money capital goods for future production
crosses out the past. His entrepreneurial ventures are not affected by changes
which in the past occurred in the valuation and the prices of the factors of pro-
duction he acquires. In this sense alone one may say that the owner of ready
cash owns liquid funds and is free.

6 The Influence of the Past Upon Action

The more the accumulation of capital goods proceeds, the greater
becomes the problem of convertibility. The primitive methods of
farmers and handicraftsmen of earlier ages could more easily be
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adjusted to new tasks than modern capitalist methods. But it is precisely
modern capitalism that is faced with rapid changes in conditions. Changes in
technological knowledge and in the demand of the consumers as they occur
daily in our time make obsolete many of the plans directing the course of
production and raise the question whether or not one should pursue the path
started on.

The spirit of sweeping innovation may get hold of men, may triumph over
the inhibitions of sluggishness and indolence, may incite the slothful slaves of
routine to a radical rescission of traditional valuations, and may peremptorily
urge people to enter upon new paths leading to new goals. Doctrinaires may
try to forget that we are in all our endeavors the heirs of our fathers, and that
our civilization, the product of a long evolution, cannot be transformed at one
stroke. But however strong the propensity for innovation may be, it is kept in
bounds by a factor that forces men not to deviate too hastily from the course
chosen by their forebears. All material wealth is a residuum of past activities
and is embodied in concrete capital goods of limited convertibility. The cap-
ital goods accumulated direct the actions of the living into lines which they
would not have chosen if their discretion had not been restricted by binding
action accomplished in the past. The choice of ends and of the means for the
attainment of these ends is influenced by the past. Capital goods are a con-
servative element. They force us to adjust our actions to conditions brought
about by our own conduct in earlier days and by the thinking, choosing and
acting of bygone generations.

We may picture to ourselves the image of how things would be if, equipped
with our present knowledge of natural resources, geography, technology, and
hygienics, we had arranged all processes of production and manufactured all
capital goods accordingly. We would have located the centers of production in
other places. We would have populated the earth’s surface in a different way.
Some areas which are today densely inhabited and full of plants and farms
would be less occupied. We would have assembled more people and more
shops and farms in other areas. All establishments would be equipped with the
most efficient machines and tools. Each of them would be the size required
for the most economical utilization of its capacity of production. In the world
of our perfect planning there would be no technological backwardness, no un-
used capacity to produce, and no avoidable shipping of men or of goods. The
productivity of human exertion would far surpass that prevailing in our actual,
imperfect state.

The writings of the socialists are full of such utopian fancies.
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Whether they call themselves Marxian or non-Marxian socialists, technocrats,
or simply planners, they are all eager to show us how foolishly things are ar-
ranged in reality and how happily men could live if they were to invest the re-
formers with dictatorial powers. It is, they say, only the inadequacy of the cap-
italist mode of production that prevents mankind from enjoying all the
amenities which could be produced under the contemporary state of techno-
logical knowledge.

The fundamental error involved in this rationalistic romanticism is the
misconception of the character of the capital goods available and of their
scarcity. The intermediary products available today were manufactured in
the past by our ancestors and by ourselves. The plans which guided their
production were an outgrowth of the then prevailing ideas concerning ends
and technological procedures. If we consider aiming at different ends and
choosing different methods of production, we are faced with an alternative.
We must either leave unused a great part of the capital goods available and
start afresh producing modern equipment, or we must adjust our produc-
tion processes as far as possible to the specific character of the capital goods
available. The choice rests, as it always does in the market economy, with
the consumers. Their conduct in buying or not buying settles the issue.
In choosing between old tenements and new ones equipped with all the
gadgets of comfort, between railroad and motorcar, between gas and elec-
tric light, between cotton and rayon goods, between silk and nylon hosiery,
they implicitly choose between a continued employment of previously
accumulated capital goods and their scrapping. When an old building
which could still be inhabited for years is not prematurely demolished and
replaced by a modern house because the tenants are not prepared to pay
higher rents and prefer to satisfy other wants instead of living in more com-
fortable homes, it is obvious how present consumption is influenced by
conditions of the past.

The fact that not every technological improvement is instantly applied in
the whole field is not more conspicuous than the fact that not everybody
throws away his old car or his old clothes as soon as a better car is on the mar-
ket or new patterns become fashionable. In all such things people are moti-
vated by the scarcity of goods available.

A new machine, more efficient than those used previously, is con-
structed. Whether or not the plants equipped with the old, less
efficient machines will discard them in spite of the fact that they
are still utilizable and replace them by the new model depends on
the degree of the new machine’s superiority. Only if this superiority
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is great enough to compensate for the additional expenditure required, is the
scrapping of the old equipment economically sound. Let p be the price of the
new machine, q the price that can be realized by selling the old machine as
scrap iron, a the cost of producing one unit of product by the old machine, b
the cost of producing one unit of product by the new machine without taking
into account the costs required for its purchase. Let us further assume that the
eminence of the new machine consists merely in a better utilization of raw
material and labor employed and not in manufacturing a greater quantity of
products and that thus the annual output z remains unchanged. Then the
replacement of the old machine by the new one is advantageous if the yield
z (a � b) is large enough to make good for the expenditure of p � q. We may
disregard the writing off of depreciation in assuming that the annual quotas
are not greater for the new machine than for the old one. The same consider-
ations hold true also for the transfer of an already existing plant from a place
in which conditions of production are less favorable to a location offering
more favorable conditions.

Technological backwardness and economic inferiority are two different
things and must not be confused. It can happen that a production aggregate
which from a merely technological point of view appears outclassed is in a po-
sition to compete successfully with aggregates better equipped or located at
more favorable sites. The degree of the superiority provided by the techno-
logically more efficient equipment or by the more propitious location as com-
pared with the surplus expenditure required for the transformation decides
the issue. This relation depends on the convertibility of the capital goods con-
cerned.

The distinction between technological perfection and economic expedi-
ency is not, as romantic engineers would have us believe, a feature of cap-
italism. It is true that only economic calculation as possible solely in a
market economy gives the opportunity to establish all the computations re-
quired for the cognition of the relevant facts. A socialist management
would not be in a position to ascertain the state of affairs by arithmetical
methods. It would therefore not know whether or not what it plans and
puts into operation is the most appropriate procedure to employ the means
available for the satisfaction of what it considers to be the most urgent of
the still unsatisfied wants of the people. But if it were in a position to cal-
culate, it would not proceed in a way different from that of the calculat-
ing businessman. It would not squander scarce factors of production for
the satisfaction of wants deemed less urgent if this would prevent the
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satisfaction of more urgent wants. It would not hurry to scrap still utilizable
production facilities if the investment required would impair the expansion of
the production of more urgently needed goods.

If one takes the problem of convertibility into proper account, one can
easily explode many widespread fallacies. Take, for instance, the infant in-
dustries argument advanced in favor of protection. Its supporters assert that
temporary protection is needed in order to develop processing industries in
places in which natural conditions for their operation are more favorable or,
at least, no less favorable than in the areas in which the already established
competitors are located. These older industries have acquired an advantage
by their early start. They are now fostered by a merely historical, accidental,
and manifestly “irrational” factor. This advantage prevents the establishment
of competing plants in areas the conditions of which give promise of be-
coming able to produce more cheaply than, or at least as cheaply as, the old
ones. It may be admitted that protection for infant industries is temporarily
expensive. But the sacrifices made will be more than repaid by the gains to
be reaped later.

The truth is that the establishment of an infant industry is advantageous
from the economic point of view only if the superiority of the new loca-
tion is so momentous that it outweighs the disadvantages resulting from
the abandonment of nonconvertible and nontransferable capital goods in-
vested in the already established plants. If this is the case, the new plants
will be able to compete successfully with the old ones without any aid
given by the government. If it is not the case, the protection granted to
them is wasteful, even if it is only temporary and enables the new indus-
try to hold its own at a later period. The tariff amounts virtually to a sub-
sidy which the consumers are forced to pay as a compensation for the
employment of scarce factors of production for the replacement of still
utilizable capital goods to be scrapped and the withholding of these scarce
factors from other employments in which they could render services val-
ued higher by the consumers. The consumers are deprived of the oppor-
tunity to satisfy certain wants because the capital goods required are di-
rected toward the production of goods which were already available to
them in the absence of tariffs.

There prevails a universal tendency for all industries to move to
those locations in which the potentialities for production are most
propitious. In the unhampered market economy this tendency is
slowed down as much as due consideration to the inconvertibility
of scarce capital goods requires. This historical element does not
give a permanent superiority to the old industries. It only prevents
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the waste originating from investments which bring about unused capacity
of still utilizable production facilities on the one hand and a restriction of
capital goods available for the satisfaction of unsatisfied wants on the other
hand. In the absence of tariffs the migration of industries is postponed until
the capital goods invested in the old plants are worn out or become obsolete
by technological improvements which are so momentous as to necessitate
their replacement by new equipment. The industrial history of the United
States provides numerous examples of the shifting, within the boundaries of
the country, of centers of industrial production which was not fostered by any
protective measures on the part of the authorities. The infant industries
argument is no less spurious than all the other arguments advanced in favor of
protection.

Another popular fallacy refers to the alleged suppression of useful patents.
A patent is a legal monopoly granted for a limited number of years to the in-
ventor of a new contrivance. At this point we are not concerned with the ques-
tion whether or not it is a good policy to grant such exclusive privileges to in-
ventors.14 We have to deal only with the assertion that “big business” misuses
the patent system to withhold from the public benefits it could derive from
technological improvement.

In granting a patent to an inventor the authorities do not investigate the
invention’s economic significance. They are concerned merely with the
priority of the idea and limit their examination to technological problems.
They deal with the same impartial scrupulousness with an invention
which revolutionizes a whole industry and with some trifling gadget, the
uselessness of which is obvious. Thus patent protection is provided to a
vast number of quite worthless inventions. Their authors are ready to over-
rate the importance of their contribution to the progress of technological
knowledge and build exaggerated hopes upon the material gain it could
bring them. Disappointed, they grumble about the absurdity of an eco-
nomic system that deprives the people of the benefit of technological
progress.

The conditions under which it is economical to substitute new
improved equipment for still utilizable older tools have been pointed
out above. If these conditions are absent, it does not pay, either for
private enterprise in a market economy or for the socialist manage-
ment of a totalitarian system, to adopt the new technological process
immediately. The new machinery to be produced for new plants,
the expansion of already existing plants and the replacement of old
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equipment torn out will be effected according to the new design. But the still
utilizable equipment will not be scrapped. The new process will be adopted
only step by step. The plants equipped with the old devices are for some time
still in a position to stand the competition of those equipped with the new
ones. Those questioning the correctness of this statement should ask them-
selves whether they always throw away their vacuum cleaners or radio sets as
soon as better models are offered for sale.

It does not make any difference in this regard whether the new invention
is or is not protected by a patent. A firm that has acquired a license has al-
ready expended money for the new invention. If it nonetheless does not
adopt the new method, the reason is that its adoption does not pay. It is of
no avail that the government-created monopoly which the patent provides
prevents competitors from applying it. What counts alone is the degree of
superiority secured by the new invention as against old methods. Superior-
ity means reduction in the cost of production per unit or such an im-
provement in the quality of the product that buyers are ready to pay ade-
quately higher prices. The absence of a sufficient degree of superiority to
make the cost of transformation profitable is proof of the fact that con-
sumers are more intent upon acquiring other goods than upon enjoying the
benefits of the new invention. It is the consumers with whom the ultimate
decision rests.

Superficial observers sometimes fail to see these facts because they are de-
luded by the practice of many big enterprises of acquiring the rights granted
by a patent in their field regardless of its usefulness. This practice stems from
various considerations:

1. The economic significance of the innovation is not yet recognizable.
2. The innovation is obviously useless. But the firm believes that it could

develop it in such a way as to make it useful.
3. The immediate application of the innovation does not pay. But the firm

intends to apply it later when replacing its worn-out equipment.
4. The firm wants to encourage the inventor to continue his research in

spite of the fact that up to now his endeavors have not resulted in a prac-
tically utilizable innovation.

5. The firm wants to placate litigious inventors in order to spare the
money, time, and nervous strain which frivolous infringement suits
bring about.

6. The firm resorts to hardly disguised bribery or yields to veiled black-
mail when paying for quite useless patents to officers, engineers,
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or other influential personnel of firms or institutions which are its cus-
tomers or potential customers.

If an invention is so superior to the old processes that it makes the old
equipment obsolete and peremptorily demands its immediate replacement
by new machines, the transformation will be effected no matter whether the
privilege conferred by the patent is in the hands of the owners of the old
equipment or of an independent firm. The assertions to the contrary are
based on the assumption that not only the inventor and his attorneys but also
all people already active in the field of production concerned or prepared to
enter into it if an opportunity is offered to them fail entirely to grasp the im-
portance of the invention. The inventor sells his rights to the old firm for a
trifle because no one else wants to acquire them. And this old firm is also
too dull to see the advantage that it could derive from the application of the
invention.

Now, it is true that a technological improvement cannot be adopted if
people are blind to its usefulness. Under a socialist management the incom-
petence or stubbornness of the officers in charge of the department con-
cerned would be enough to prevent the adoption of a more economical
method of production. The same is the case with regard to inventions in
fields dominated by the government. The most conspicuous examples are
provided by the failure of eminent military experts to comprehend the
significance of new devices. The great Napoleon did not recognize the help
which steamboats could give to his plans to invade Great Britain; both Foch
and the German general staff underestimated on the eve of the first World
War the importance of aviation, and later the eminent pioneer of air power,
General Billy Mitchell, had very unpleasant experiences. But things are en-
tirely different in the orbit in which the market economy is not hampered by
bureaucratic narrow-mindedness. There, a tendency to overrate rather than
to underestimate the potentialities of an innovation prevails. The history of
modern capitalism shows innumerable instances of abortive attempts to push
innovations which proved futile. Many promoters have paid heavily for
unfounded optimism. It would be more realistic to blame capitalism for its
propensity to overvalue useless innovations than for its alleged suppression of
useful innovations. It is a fact that large sums have been wasted for the pur-
chase of quite useless patent rights and for fruitless ventures to apply them in
practice.

It is absurd to speak of an alleged bias of modern big business against tech-
nological improvement. The great corporations spend huge sums in the
search for new processes and new devices.
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Those lamenting an alleged suppression of inventions on the part of free en-
terprise must not think that they have proved their case by referring to the fact
that many patents are either never utilized at all or only used after a long de-
lay. It is manifest that numerous patents, perhaps the far greater number of
them, are quite useless. Those alleging suppression of useful innovations do
not cite a single instance of such an innovation’s being unused in the countries
protecting it by a patent while it is used by the Soviets—no respecters of pat-
ent privileges.

The limited convertibility of capital goods plays an important role in
human geography. The present distribution of human abodes and indus-
trial centers over the earth’s surface is to a certain degree determined by
historical factors. The fact that definite sites were chosen in a distant past
is still operative. There prevails, it is true, a universal tendency for people
to move to those areas which offer the most propitious potentialities for
production. However, this tendency is restrained not only by institutional
factors, such as migration barriers. A historical factor also plays a momen-
tous role. Capital goods of limited convertibility have been invested in
areas which, from the point of view of our present knowledge, offer less
favorable opportunities. Their immobilization counteracts the tendency to
locate plants, farms, and dwelling places according to the state of our con-
temporary information about geography, geology, plant and animal physi-
ology, climatology, and other branches of science. Against the advan-
tages of moving toward sites offering better physical opportunities one
must weigh the disadvantages of leaving unused capital goods of limited
convertibility and transferability.

Thus the degree of convertibility of the supply of capital goods avail-
able affects all decisions concerning production and consumption. The
smaller the degree of convertibility, the more realization of technological
improvement is delayed. Yet it would be absurd to refer to this retarding
effect as irrational and antiprogressive. To consider, in planning action,
all the advantages and disadvantages expected and to weigh them against
one another is a manifestation of rationality. Not the soberly calculating
businessman, but the romantic technocrat is to blame for a delusive in-
comprehension of reality. What slows down technological improvement is
not the imperfect convertibility of capital goods, but their scarcity. We
are not rich enough to renounce the services which still utilizable capi-
tal goods could provide. The fact that a supply of capital goods is avail-
able does not check progress; it is, on the contrary, the indispensable
condition of any improvement and progress. The heritage of the past
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embodied in our supply of capital goods is our wealth and the foremost
means of further advancement in well-being. It is true we would be still better
off if our ancestors and we ourselves in our past actions had succeeded in bet-
ter anticipating the conditions under which we must act today. The cog-
nizance of this fact explains many phenomena of our time. But it does not cast
any blame upon the past nor does it show any imperfection inherent in the
market economy.

7 Accumulation, Maintenance and 
Consumption of Capital

Capital goods are intermediary products which in the further course of pro-
duction activities are transformed into consumers’ goods. All capital goods, in-
cluding those not called perishable, perish either in wearing out their ser-
viceableness in the performance of production processes or in losing their
serviceableness, even before this happens, through a change in the market
data. There is no question of keeping a stock of capital goods intact. They are
transient.

The notion of wealth constancy is an outgrowth of deliberate planning and
acting. It refers to the concept of capital as applied in capital accounting, not
to the capital goods as such. The idea of capital has no counterpart in the phys-
ical universe of tangible things. It is nowhere but in the minds of planning
men. It is an element in economic calculation. Capital accounting serves one
purpose only. It is designed to make us know how our arrangement of pro-
duction and consumption acts upon our power to satisfy future wants. The
question it answers is whether a certain course of conduct increases or de-
creases the productivity of our future exertion.

The intention of preserving the available supply of capital goods in full
power or of increasing it could also direct the actions of men who did not
have the mental tool of economic calculation. Primitive fishermen and
hunters were certainly aware of the difference between maintaining their
tools and devices in good shape and serviceableness and wearing them
out without providing for adequate replacements. An old-fashioned peas-
ant, committed to traditional routine and ignorant of accountancy, knows
very well the significance of maintaining intact his live and dead stock.
Under the simple conditions of a stationary or slowly progressing economy
it is feasible to operate successfully even in the absence of capital ac-
counting. There the maintenance of a by and large unchanged supply of
capital goods can be effected either by current production of pieces des-
tined to replace those worn out or by the accumulation of a fund of con-
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sumers’ goods which makes it possible to devote effort at a later time toward
the replacement of such capital goods without being forced to restrict con-
sumption temporarily. But a changing industrial economy cannot do with-
out economic calculation and its fundamental concepts of capital and in-
come.

Conceptual realism has muddled the comprehension of the concept of
capital. It has brought about a mythology of capital.15 An existence has
been attributed to “capital,” independent of the capital goods in which it
is embodied. Capital, it is said, reproduces itself and thus provides for its
own maintenance. Capital, says the Marxian, hatches out profit. All this is
nonsense.

Capital is a praxeological concept. It is a product of reasoning, and its place
is in the human mind. It is a mode of looking at the problems of acting, a
method of appraising them from the point of view of a definite plan. It deter-
mines the course of human action and is, in this sense only, a real factor. It is
inescapably linked with capitalism, the market economy.

The capital concept is operative as far as men in their actions let them-
selves be guided by capital accounting. If the entrepreneur has employed
factors of production in such a way that the money equivalent of the
products at least equals the money equivalent of the factors expended, he
is in a position to replace the capital goods expended by new capital
goods the money equivalent of which equals the money equivalent of
those expended. But the employment of the gross proceeds, their allot-
ment to the maintenance of capital, consumption, and the accumulation
of new capital is always the outcome of purposive action on the part of
the entrepreneurs and capitalists. It is not “automatic”; it is by necessity
the result of deliberate action. And it can be frustrated if the computation
on which it is based was vitiated by negligence, error, or misjudgment of
future conditions.

Additional capital can be accumulated only by saving, i.e., a surplus of
production over consumption. Saving may consist in a restriction of con-
sumption. But it can also be brought about, without a further restriction
in consumption and without a change in the input of capital goods, by
an increase in net production. Such an increase can appear in different
ways:

1. Natural conditions have become more propitious. Harvests are more
plentiful. People have access to more fertile soil and have discov-
ered mines yielding higher returns per unit of input. Cataclysms
and catastrophes which in repeated occurrence frustrated human
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effort have become less frequent. Epidemics and cattle plagues have sub-
sided.

2. People have succeeded in rendering some production processes more
fruitful without investing more capital goods and without a further
lengthening of the period of production.

3. Institutional disturbances of production activities have become less fre-
quent. The losses caused by war, revolutions, strikes, sabotage, and other
crimes have been reduced.

If the surpluses thus brought about are employed as additional investment,
they further increase future net proceeds. Then it becomes possible to expand
consumption without prejudice to the supply of capital goods available and
the productivity of labor.

Capital is always accumulated by individuals or groups of individuals act-
ing in concert, never by the Volkswirtschaft or the society.16 It may happen
that while some actors are accumulating additional capital, others are at the
same time consuming capital previously accumulated. If these two pro-
cesses are equal in amount, the sum of the capital funds available in the
market system remains unaltered and it is as if no change in the total
amount of capital goods available had occurred. The accumulation of ad-
ditional capital on the part of some people merely removes the necessity of
shortening the period of production of some processes. But no further
adoption of processes with a longer period of production becomes feasible.
If we look at affairs from this angle we may say that a transfer of capital took
place. But one must guard oneself against confusing this notion of capital
transfer with the conveyance of property from one individual or group of
individuals to others.

The sale and purchase of capital goods and the loans granted to business
are not as such capital transfer. They are transactions which are instrumen-
tal in conveying the concrete capital goods into the hands of those entrepre-
neurs who want to employ them for the performance of definite projects.
They are only ancillary steps in the course of a long-range sequence of acts.
Their composite effect decides the success or failure of the whole project.
But neither profit nor loss directly brings about either capital accumulation
or capital consumption. It is the way in which those in whose fortune profit
or loss occurs arrange their consumption that alters the amount of capital
available.

Capital transfer can be effected both without and with a conveyance
in the ownership of capital goods. The former is the case when
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one man consumes capital while another man independently accumulates
capital in the same amount. The latter is the case if the seller of capital goods
consumes the proceeds while the buyer pays the price out of a noncon-
sumed—saved—surplus of net proceeds over consumption.

Capital consumption and the physical extinction of capital goods are two
different things. All capital goods sooner or later enter into final products
and cease to exist through use, consumption, wear and tear. What can be
preserved by an appropriate arrangement of consumption is only the value
of a capital fund, never the concrete capital goods. It may sometimes hap-
pen that acts of God or man-made destruction result in so great an extinc-
tion of capital goods that no possible restriction of consumption can bring
about in a short time a replenishment of the capital funds to its previous
level. But what brings about such a depletion is always the fact that the net
proceeds of current production devoted to the maintenance of capital are
not sufficiently large.

8 The Mobility of the Investor

The limited convertibility of the capital goods does not immovably bind their
owner. The investor is free to alter the investment of his funds. If he is able to
anticipate the future state of the market more correctly than other people, he
can succeed in choosing only investments whose price will rise and in avoid-
ing investments whose price will drop.

Entrepreneurial profit and loss emanate from the dedication of factors of
production to definite projects. Stock exchange speculation and analogous
transactions outside the securities market determine on whom the incidence
of these profits and losses shall fall. A tendency prevails to make a sharp dis-
tinction between such purely speculative ventures and genuinely sound in-
vestment. The distinction is one of degree only. There is no such thing as a
nonspeculative investment. In a changing economy action always involves
speculation. Investments may be good or bad, but they are always speculative.
A radical change in conditions may render bad even investments commonly
considered perfectly safe.

Stock speculation cannot undo past action and cannot change any-
thing with regard to the limited convertibility of capital goods already
in existence. What it can do is to prevent additional investment in
branches and enterprises in which, according to the opinion of the
speculators, it would be misplaced. It points the specific way for a
tendency, prevailing in the market economy, to expand profitable
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production ventures and to restrict the unprofitable. In this sense the stock ex-
change becomes simply “the market,” the focal point of the market economy,
the ultimate device to make the anticipated demand of the consumers su-
preme in the conduct of business.

The mobility of the investor manifests itself in the phenomenon mislead-
ingly called capital flight. Individual investors can go away from investments
which they consider unsafe provided that they are ready to take the loss already
discounted by the market. Thus they can protect themselves against antici-
pated further losses and shift them to people who are less realistic in their ap-
praisal of the future prices of the goods concerned. Capital flight does not
withdraw inconvertible capital goods from the lines of their investment. It con-
sists merely in a change of ownership.

It makes no difference in this regard whether the capitalist “flees” into an-
other domestic investment or into a foreign investment. One of the main ob-
jectives of foreign exchange control is to prevent capital flight into foreign
countries. However, foreign exchange control only succeeds in preventing the
owners of domestic investments from restricting their losses by exchanging in
time a domestic investment they consider unsafe for a foreign investment they
consider safe.

If all or certain classes of domestic investment are threatened by partial
or total expropriation, the market discounts the unfavorable consequences
of this policy by an adequate change in their prices. When this happens, it
is too late to resort to flight in order to avoid being victimized. Only those
investors can come off with a small loss who are keen enough to forecast
the disaster at a time when the majority is still unaware of its approach and
its significance. Whatever the various capitalists and entrepreneurs may do,
they can never make inconvertible capital goods mobile and transferable.
While this, at least, is admitted by and large with regard to fixed capital, it
is denied with regard to circulating capital. It is asserted that a businessman
can export products and fail to reimport the proceeds. People do not see
that an enterprise cannot continue its operations when deprived of its cir-
culating capital. If a businessman exports his own funds employed for the
current purchase of raw materials, labor, and other essential requirements,
he must replace them by funds borrowed. The grain of truth in the fable of
the mobility of circulating capital is the fact that it is possible for an in-
vestor to avoid losses menacing his circulating capital independently of the
avoidance of such losses menacing his fixed capital. However, the process
of capital flight is in both instances the same. It is a change in the person
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of the investor. The investment itself is not affected; the capital concerned
does not emigrate.

Capital flight into a foreign country presupposes the propensity of foreign-
ers to exchange their investments abroad against those in the country from
which capital flees. A British capitalist cannot flee from his British invest-
ments if no foreigner buys them. It follows that capital flight can never result
in the much talked about deterioration of the balance of payments. Neither
can it make foreign exchange rates rise. If many capitalists—whether British
or foreign—want to get rid of British securities, a drop in their prices will en-
sue. But it will not affect the exchange ratio between the sterling and foreign
currencies.

The same is valid with regard to capital invested in ready cash. The owner
of French francs who anticipates the consequences of the French govern-
ment’s inflationary policy can either flee into “real goods” by the purchase of
goods or into foreign exchange. But he must find people who are ready to take
francs in exchange. He can flee only as long as there are still people left who
appraise the future of the franc more optimistically than he himself does.
What makes commodity prices and foreign exchange rates rise is not the con-
duct of those ready to give away francs, but the conduct of those refusing to
take them except at a low rate of exchange.

Governments pretend that in resorting to foreign exchange restrictions to
prevent capital flight they are motivated by consideration of the nation’s vi-
tal interests. What they really bring about is contrary to the material inter-
ests of many citizens without any benefit to any citizen or to the phantom
of the Volkswirtschaft. If there is inflation going on in France, it is certainly
not to the advantage either of the nation as a whole or of any citizen that
all the disastrous consequences should affect Frenchmen only. If some
Frenchmen were to unload the burden of these losses on foreigners by sell-
ing them French banknotes or bonds redeemable in such banknotes, a part
of these losses would fall upon foreigners. The manifest outcome of the pre-
vention of such transactions is to make some Frenchmen poorer without
making any Frenchmen richer. From the nationalist point of view this
hardly seems desirable.

Popular opinion finds something objectionable in every possible as-
pect of stock market transactions. If prices are rising, the speculators
are denounced as profiteers who appropriate to themselves what by
rights belongs to other people. If prices drop, the speculators are de-
nounced for squandering the nation’s wealth. The profits of the
speculators are vilified as robbery and theft at the expense of the
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rest of the nation. It is insinuated that they are the cause of the public’s pov-
erty. It is customary to draw a distinction between this dishonest bounty of 
the jobbers and the profits of the manufacturer who does not merely gamble
but supplies the consumers. Even financial writers fail to realize that stock ex-
change transactions produce neither profits nor losses, but are only the con-
summation of profits and losses arising in trading and manufacturing. These
profits and losses, the outgrowth of the buying public’s approval or disapproval
of the investments effected in the past, are made visible by the stock market.
The turnover on the stock market does not affect the public. It is, on the con-
trary, the public’s reaction to the mode in which investors arranged production
activities that determines the price structure of the securities market. It is ulti-
mately the consumers’ attitude that makes some stocks rise, others drop. Those
not saving and investing neither profit nor lose on account of fluctuations in
stock exchange quotations. The trade on the securities market merely decides
which investors shall earn profits and which shall suffer losses.17

9 Money and Capital; Saving and Investment

Capital is computed in terms of money and represents in such accounting
a definite sum of money. But capital can also consist of amounts of money.
As capital goods also are exchanged and as such exchanges are effected un-
der the same conditions as the exchange of all other goods, here too indi-
rect exchange and the use of money become peremptory. In the market
economy no participant can forego the advantages which cash holding con-
veys. Not only in their capacity as consumers, but also in their capacity as
capitalists and entrepreneurs, individuals are under the necessity of keeping
cash holdings.

Those who have seen in this fact something puzzling and contradictory
have been misled by a misconstruction of monetary calculation and capital
accounting. They attempt to assign to capital accounting tasks which it can
never achieve. Capital accounting is a mental tool of calculating and com-
puting suitable for individuals and groups of individuals acting in the market
economy. Only in the frame of monetary calculation can capital become
computable. The sole task that capital accounting can perform is to show to
the various individuals acting within a market economy whether the money
equivalent of their funds devoted to acquisitive action has changed and to
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what extent. For all other purposes capital accounting is quite useless.
If one tries to ascertain a magnitude called the volkswirtschaftliche cap-

ital or the social capital as distinct both from the acquisitive capital of var-
ious individuals and from the meaningless concept of the sum of the var-
ious individuals’ acquisitive capital funds, then, of course, one is troubled
by a spurious problem. What is the role of money, one asks, in such a
concept of social capital? One discovers a momentous difference between
capital as seen from the individual’s point of view and as seen from the
standpoint of society. However, this whole reasoning is utterly fallacious. It
is obviously contradictory to eliminate reference to money from the com-
putation of a magnitude which cannot be computed otherwise than in
terms of money. It is nonsensical to resort to monetary calculation in an
attempt to ascertain a magnitude which is meaningless in an economic
system in which there cannot be any money and no money prices for fac-
tors of production. As soon as our reasoning passes beyond the frame of a
market society, it must renounce every reference to money and money
prices. The concept of social capital can only be thought of as a collec-
tion of various goods. It is impossible to compare two collections of this
type otherwise than by declaring that one of them is more serviceable in
removing the uneasiness felt by the whole of society than the other.
(Whether or not such a comprehensive judgment can be pronounced by
any mortal man is another question.) No monetary expression can be ap-
plied to such collections. Monetary terms are void of any meaning in
dealing with the capital problems of a social system in which there is no
market for factors of production.

In recent years economists have paid special attention to the role cash hold-
ing plays in the process of saving and capital accumulation. Many fallacious
conclusions have been advanced about this role.

If an individual employs a sum of money not for consumption but
for the purchase of factors of production, saving is directly turned
into capital accumulation. If the individual saver employs his addi-
tional savings for increasing his cash holding because this is in his
eyes the most advantageous mode of using them, he brings about a
tendency toward a fall in commodity prices and a rise in the mon-
etary unit’s purchasing power. If we assume that the supply of money
in the market system does not change, this conduct on the part of
the saver will not directly influence the accumulation of capital and
its employment for an expansion of production.18 The effect of our
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saver’s saving, i.e., the surplus of goods produced over goods consumed,
does not disappear on account of his hoarding. The prices of capital
goods do not rise to the height they would have attained in the absence
of such hoarding. But the fact that more capital goods are available is
not affected by the striving of a number of people to increase their cash
holdings. If nobody employs the goods—the nonconsumption of which
brought about the additional saving—for an expansion of his consump-
tive spending, they remain as an increment in the amount of capital
goods available, whatever their prices may be. The two processes—in-
creased cash holding of some people and increased capital accumula-
tion—take place side by side.

A drop in commodity prices, other things being equal, causes a drop in the
money equivalent of the various individuals’ capital. But this is not tanta-
mount to a reduction in the supply of capital goods and does not require an
adjustment of production activities to an alleged impoverishment. It merely
alters the money items to be applied in monetary calculation.

Now let us assume that an increase in the quantity of credit money or of
fiat money or credit expansion produces the additional money required for
an expansion of the individuals’ cash holdings. Then three processes take
their course independently: a tendency toward a fall in commodity prices
brought about by the increase in the amount of capital goods available and
the resulting expansion of production activities, a tendency toward a fall in
prices brought about by an increased demand of money for cash holding,
and finally a tendency toward a rise in prices brought about by the increase
in the supply of money (in the broader sense). The three processes are to
some extent synchronous. Each of them brings about its particular effects
which, according to the circumstances, may be intensified or weakened by
the opposite effects originating from one of the other two. But the main
thing is that the capital goods resulting from the additional saving are not
destroyed by the coincident monetary changes—changes in the demand for
and the supply of money (in the broader sense). Whenever an individual
devotes a sum of money to saving instead of spending it for consumption,
the process of saving agrees perfectly with the process of capital accumula-
tion and investment. It does not matter whether the individual saver does
or does not increase his cash holding. The act of saving always has its coun-
terpart in a supply of goods produced and not consumed, of goods available
for further production activities. A man’s savings are always embodied in
concrete capital goods.

The idea that hoarded money is a barren part of the total amount
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of wealth and that its increase causes shrinkage in that part of wealth that is de-
voted to production is correct only to the extent that the rise in the monetary
unit’s purchasing power results in the employment of additional factors of pro-
duction for the mining of gold and in the transfer of gold from industrial to
monetary employment. But this is brought about by the striving after in-
creased cash holdings and not by saving. Saving, in the market economy, is
possible only through abstention from the consumption of a part of income.
The individual saver’s employment of his savings for hoarding influences the
determination of money’s purchasing power, and may thus reduce the nomi-
nal amount of capital, i.e., its money equivalent; it does not render any part of
the accumulated capital sterile.
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chapter 19

Interest

1 The Phenomenon of Interest

It has been shown that time preference is a category inherent in every human
action. Time preference manifests itself in the phenomenon of originary in-
terest, i.e., the discount of future goods as against present goods.

Interest is not merely interest on capital. Interest is not the specific income
derived from the utilization of capital goods. The correspondence between
three factors of production—labor, capital, and land—and three classes of
income—wages, profit, and rent—as taught by the classical economists is
untenable. Rent is not the specific revenue from land. Rent is a general catal-
lactic phenomenon; it plays in the yield of labor and capital goods the same
role it plays in the yield of land. Furthermore there is no homogeneous source
of income that could be called profit in the sense in which the classical econ-
omists applied this term. Profit (in the sense of entrepreneurial profit) and
interest are no more characteristic of capital than they are of land.

The prices of consumers’ goods are by the interplay of the forces operating
on the market apportioned to the various complementary factors cooperating
in their production. As the consumers’ goods are present goods, while the fac-
tors of production are means for the production of future goods, and as pres-
ent goods are valued higher than future goods of the same kind and quantity,
the sum thus apportioned, even in the imaginary construction of the evenly
rotating economy, falls behind the present price of the consumers’ goods con-
cerned. This difference is the originary interest. It is not specifically con-
nected with any of the three classes of factors of production which the classi-
cal economists distinguished. Entrepreneurial profit and loss are produced by
changes in the data and the resulting price changes which occur in the pass-
ing of the period of production.

Naïve reasoning does not see any problem in the current revenue
derived from hunting, fishing, cattle breeding, forestry, and agricul-
ture. Nature generates deer, fish, and cattle and makes them grow,
causes the cows to give milk and the chickens to lay eggs, the trees
to put on wood and to bear fruit, and the seeds to shoot into ears.
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He who has a title to appropriate for himself this recurring wealth enjoys a
steady income. Like a stream which continually carries new water, the
“stream of income” flows continually and conveys again and again new
wealth. The whole process appears as a natural phenomenon. But for the
economist a problem is presented in the determination of prices for land,
cattle, and all the rest. If future goods were not bought and sold at a discount
as against present goods, the buyer of land would have to pay a price which
equals the sum of all future net revenues and which would leave nothing for
a current reiterated income.

The yearly recurring proceeds of the owners of land and cattle are not
marked by any characteristic which would catallactically distinguish them
from the proceeds stemming from produced factors of production which
are used up sooner or later in the processes of production. The power of
disposal over a piece of land is the control of this field’s cooperation in the
production of all the fruit which can ever be grown on it, and the power
of disposal over a mine is the control of its cooperation in the extraction
of all the minerals which can ever be brought to the surface from it. In
the same way the ownership of a machine or a bale of cotton is the con-
trol of its cooperation in the manufacture of all goods which are produced
with its cooperation. The fundamental fallacy implied in all the produc-
tivity and use approaches to the problem of interest was that they traced
back the phenomenon of interest to these productive services rendered by
the factors of production. However, the serviceableness of the factors of
production determines the prices paid for them, not interest. These prices
exhaust the whole difference between the productivity of a process aided
by a definite factor’s cooperation and that of a process lacking this coop-
eration. The difference between the sum of the prices of the comple-
mentary factors of production and the products which emerges even in
the absence of changes in the market data concerned, is an outcome of
the higher valuation of present goods as compared with future goods. As
production goes on, the factors of production are transformed or ripen
into present goods of a higher value. This increment is the source of
specific proceeds flowing into the hands of the owners of the factors of
production, of originary interest.

The owners of the material factors of production—as distinct from
the pure entrepreneurs of the imaginary construction of an integra-
tion of catallactic functions—harvest two catallactically different items:
the prices paid for the productive cooperation of the factors they
control on the one hand and interest on the other hand. These
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two things must not be confused. It is not permissible to refer, in the explana-
tion of interest, to the services rendered by the factors of production in the
turning out of products.

Interest is a homogeneous phenomenon. There are no different sources of
interest. Interest on durable goods and interest on consumption-credit are like
other kinds of interest an outgrowth of the higher valuation of present goods as
against future goods.

2 Originary Interest

Originary interest is the ratio of the value assigned to want-satisfaction in
the immediate future and the value assigned to want-satisfaction in remote
periods of the future. It manifests itself in the market economy in the dis-
count of future goods as against present goods. It is a ratio of commodity
prices, not a price in itself. There prevails a tendency toward the equaliza-
tion of this ratio for all commodities. In the imaginary construction of the
evenly rotating economy the rate of originary interest is the same for all
commodities.

Originary interest is not “the price paid for the services of capital.”1 The
higher productivity of more time-consuming roundabout methods of pro-
duction which is referred to by Böhm-Bawerk and by some later economists
in the explanation of interest does not explain the phenomenon. It is, on
the contrary, the phenomenon of originary interest that explains why less
time-consuming methods of production are resorted to in spite of the fact
that more time-consuming methods would render a higher output per unit
of input. Moreover, the phenomenon of originary interest explains why
pieces of usable land can be sold and bought at finite prices. If the future
services which a piece of land can render were to be valued in the same
way in which its present services are valued, no finite price would be high
enough to impel its owner to sell it. Land could neither be bought nor sold
against definite amounts of money, nor bartered against goods which can
render only a finite number of services. Pieces of land would be bartered
only against other pieces of land. A superstructure that can yield during a
period of ten years an annual revenue of one hundred dollars would be
priced (apart from the soil on which it is built) at the beginning of this pe-
riod at one thousand dollars, at the beginning of the second year at nine
hundred dollars, and so on.

Originary interest is not a price determined on the market by the
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interplay of the demand for and the supply of capital or capital goods. Its
height does not depend on the extent of this demand and supply. It is rather
the rate of originary interest that determines both the demand for and the sup-
ply of capital and capital goods. It determines how much of the available sup-
ply of goods is to be devoted to consumption in the immediate future and how
much to provision for remoter periods of the future.

People do not save and accumulate capital because there is interest. Inter-
est is neither the impetus to saving nor the reward or the compensation
granted for abstaining from immediate consumption. It is the ratio in the mu-
tual valuation of present goods as against future goods.

The loan market does not determine the rate of interest. It adjusts the rate
of interest on loans to the rate of originary interest as manifested in the dis-
count of future goods.

Originary interest is a category of human action. It is operative in any valu-
ation of external things and can never disappear. If one day the state of affairs
were to return which was actual at the close of the first millennium of the
Christian era when some people believed that the ultimate end of all earthly
things was impending, men would stop providing for future secular wants.
The factors of production would in their eyes become useless and worthless.
The discount of future goods as against present goods would not vanish. It
would, on the contrary, increase beyond all measure. On the other hand, the
fading away of originary interest would mean that people do not care at all for
want-satisfaction in nearer periods of the future. It would mean that they pre-
fer to an apple available today, tomorrow, in one year or in ten years, two apples
available in a thousand or ten thousand years.

We cannot even think of a world in which originary interest would not ex-
ist as an inexorable element in every kind of action. Whether there is or is not
division of labor and social cooperation and whether society is organized on
the basis of private or of public control of the means of production, originary
interest is always present. In a socialist commonwealth its role would not dif-
fer from that in the market economy.

Böhm-Bawerk has once for all unmasked the fallacies of the naïve
productivity explanations of interest, i.e., of the idea that interest is
the expression of the physical productivity of factors of production.
However, Böhm-Bawerk has himself based his own theory to some
extent on the productivity approach. In referring in his explanation
to the technological superiority of more time-consuming, roundabout
processes of production, he avoids the crudity of the naïve produc-
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tivity fallacies. But in fact he returns, although in a subtler form, to the
productivity approach. Those later economists who, neglecting the time-
preference idea, have stressed exclusively the productivity idea contained in
Böhm-Bawerk’s theory cannot help concluding that originary interest must
disappear if men were one day to reach a state of affairs in which no further
lengthening of the period of production could bring about a further increase
in productivity.2 This is, however, utterly wrong. Originary interest cannot
disappear as long as there is scarcity and therefore action.

As long as the world is not transformed into a land of Cockaigne, men are
faced with scarcity and must act and economize; they are forced to choose
between satisfaction in nearer and in remoter periods of the future because
neither for the former nor for the latter can full contentment be attained.
Then a change in the employment of factors of production which with-
draws such factors from their employment for want-satisfaction in the nearer
future and devotes them to want-satisfaction in the remoter future must
necessarily impair the state of satisfaction in the nearer future and improve
it in the remoter future. If we were to assume that this is not the case, we
should become embroiled in insoluble contradictions. We may at best think
of a state of affairs in which technological knowledge and skill have reached
a point beyond which no further progress is possible for mortal men. No
new processes increasing the output per unit of input can henceforth be
invented. But if we suppose that some factors of production are scarce, we
must not assume that all processes which—apart from the time they ab-
sorb—are the most productive ones are fully utilized, and that no process
rendering a smaller output per unit of input is resorted to merely because
of the fact that it produces its final result sooner than other, physically
more productive processes. Scarcity of factors of production means that we
are in a position to draft plans for the improvement of our well-being the re-
alization of which is unfeasible because of the insufficient quantity of the
means available. It is precisely the unfeasibility of such desirable improve-
ments that constitutes the element of scarcity. The reasoning of the modern
supporters of the productivity approach is misled by the connotations of
Böhm-Bawerk’s term roundabout methods of production and the idea of
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technological improvement which it suggests. However, if there is scarcity,
there must always be an unused technological opportunity to improve the
state of well-being by a lengthening of the period of production in some
branches of industry, regardless of whether or not the state of technologi-
cal knowledge has changed. If the means are scarce, if the praxeological
correlation of ends and means still exists, there are by logical necessity un-
satisfied wants with regard both to nearer and to remoter periods of the fu-
ture. There are always goods the procurement of which we must forego
because the way that leads to their production is too long and would pre-
vent us from satisfying more urgent needs. The fact that we do not pro-
vide more amply for the future is the outcome of a weighing of satisfac-
tion in nearer periods of the future against satisfaction in remoter periods
of the future. The ratio which is the outcome of this valuation is originary
interest.

In such a world of perfect technological knowledge a promoter drafts a
plan A according to which a hotel in picturesque, but not easily acces-
sible, mountain districts and the roads leading to it should be built. In ex-
amining the practicability of this plan he discovers that the means avail-
able are not sufficient for its execution. Calculating the prospects of the
profitability of the investment, he comes to the conclusion that the ex-
pected proceeds are not great enough to cover the costs of material and
labor to be expended and interest on the capital to be invested. He re-
nounces the execution of project A and embarks instead upon the real-
ization of another plan, B. According to plan B the hotel is to be erected
in a more easily accessible location which does not offer all the advan-
tages of the picturesque landscape which plan A had selected, but in
which it can be built either with lower costs of construction or finished in
a shorter time. If no interest on the capital invested were to enter into the
calculation, the illusion could arise that the state of the market data—
supply of capital goods and the valuations of the public—allows for the
execution of plan A. However, the realization of plan A would withdraw
scarce factors of production from employments in which they could satisfy
wants considered more urgent by the consumers. It would mean a mani-
fest malinvestment, a squandering of the means available.

A lengthening of the period of production can increase the quan-
tity of output per unit of input or produce goods which cannot be
produced at all within a shorter period of production. But it is not
true that the imputation of the value of this additional wealth to the
capital goods required for the lengthening of the period of produc-
tion generates interest. If one were to assume this, one would relapse
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into the crassest errors of the productivity approach, irrefutably exploded by
Böhm-Bawerk. The contribution of the complementary factors of production
to the result of the process is the reason for their being considered as valuable;
it explains the prices paid for them and is fully taken into account in the de-
termination of these prices. No residuum is left that is not accounted for and
could explain interest.

It has been asserted that in the imaginary construction of the evenly rotat-
ing economy no interest would appear.3 However, it can be shown that this as-
sertion is incompatible with the assumptions on which the construction of the
evenly rotating economy is based.

We begin with the distinction between two classes of saving: plain saving
and capitalist saving. Plain saving is merely the piling up of consumers’ goods
for later consumption. Capitalist saving is the accumulation of goods which
are designed for an improvement of production processes. The aim of plain
saving is later consumption; it is merely postponement of consumption.
Sooner or later the goods accumulated will be consumed and nothing will be
left. The aim of capitalist saving is first an improvement in the productivity of
effort. It accumulates capital goods which are employed for further produc-
tion and are not merely reserves for later consumption. The boon derived
from plain saving is later consumption of the stock not instantly consumed but
accumulated for later use. The boon derived from capitalist saving is the in-
crease of the quantity of goods produced or the production of goods which
could not be produced at all without its aid. In constructing the image of an
evenly rotating (static) economy, economists disregard the process of capital
accumulation; the capital goods are given and remain, as, according to the un-
derlying assumptions, no changes occur in the data. There is neither accu-
mulation of new capital through saving, nor consumption of capital available
through a surplus of consumption over income, i.e., current production mi-
nus the funds required for the maintenance of capital. It is now our task to
demonstrate that these assumptions are incompatible with the idea that there
is no interest.

There is no need to dwell, in this reasoning, upon plain saving. The
objective of plain saving is to provide for a future in which the saver
could possibly be less amply supplied than in the present. Yet, one of
the fundamental assumptions characterizing the imaginary construction
of the evenly rotating economy is that the future does not differ at all
from the present, that the actors are fully aware of this fact
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and act accordingly. Hence, in the frame of this construction, no room is left
for the phenomenon of plain saving.

It is different with the fruit of capitalist saving, the accumulated stock of
capital goods. There is in the evenly rotating economy neither saving and ac-
cumulation of additional capital goods nor eating up of already existing cap-
ital goods. Both phenomena would amount to a change in the data and
would thus disturb the even rotation of such an imaginary system. Now, the
magnitude of saving and capital accumulation in the past—i.e., in the pe-
riod preceding the establishment of the evenly rotating economy—was ad-
justed to the height of the rate of interest. If—with the establishment of the
conditions of the evenly rotating economy—the owners of the capital goods
were no longer to receive any interest, the conditions which were operative
in the allocation of the available stocks of goods to the satisfaction of wants
in the various periods of the future would be upset. The altered state of af-
fairs requires a new allocation. Also in the evenly rotating economy the dif-
ference in the valuation of want-satisfaction in various periods of the future
cannot disappear. Also in the frame of this imaginary construction, people
will assign a higher value to an apple available today as against an apple avail-
able in ten or a hundred years. If the capitalist no longer receives interest, the
balance between satisfaction in nearer and remoter periods of the future is
disarranged. The fact that a capitalist has maintained his capital at just
100,000 dollars was conditioned by the fact that 100,000 present dollars were
equal to 105,000 dollars available twelve months later. These 5,000 dollars
were in his eyes sufficient to outweigh the advantages to be expected from an
instantaneous consumption of a part of this sum. If interest payments are
eliminated, capital consumption ensues.

This is the essential deficiency of the static system as Schumpeter depicts
it. It is not sufficient to assume that the capital equipment of such a system
has been accumulated in the past, that it is now available to the extent of
this previous accumulation and is henceforth unalterably maintained at
this level. We must also assign in the frame of this imaginary system a role
to the operation of forces which bring about such a maintenance. If one
eliminates the capitalist’s role as receiver of interest, one replaces it by the
capitalist’s role as consumer of capital. There is no longer any reason why
the owner of capital goods should abstain from employing them for con-
sumption. Under the assumptions implied in the imaginary construction of
static conditions (the evenly rotating economy) there is no need to keep
them in reserve for rainy days. But even if, inconsistently enough, we
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were to assume that a part of them is devoted to this purpose and therefore with-
held from current consumption, at least that part of capital will be consumed
which corresponds to the amount that capitalist saving exceeds plain saving.4

If there were no originary interest, capital goods would not be devoted to
immediate consumption and capital would not be consumed. On the con-
trary, under such an unthinkable and unimaginable state of affairs there would
be no consumption at all, but only saving, accumulation of capital, and in-
vestment. Not the impossible disappearance of originary interest, but the 
abolition of payment of interest to the owners of capital, would result in 
capital consumption. The capitalists would consume their capital goods and 
their capital precisely because there is originary interest and present want-
satisfaction is preferred to later satisfaction.

Therefore there cannot be any question of abolishing interest by any insti-
tutions, laws, or devices of bank manipulation. He who wants to “abolish” in-
terest will have to induce people to value an apple available in a hundred years
no less than a present apple. What can be abolished by laws and decrees is
merely the right of the capitalists to receive interest. But such decrees would
bring about capital consumption and would very soon throw mankind back
into the original state of natural poverty.

3 The Height of Interest Rates

In plain saving and in the capitalist saving of isolated economic actors the dif-
ference in the valuation of want-satisfaction in various periods of the future
manifests itself in the extent to which people provide in a more ample way for
nearer than for remoter periods of the future. Under the conditions of a mar-
ket economy the rate of originary interest is, provided the assumptions in-
volved in the imaginary construction of the evenly rotating economy are pres-
ent, equal to the ratio of a definite amount of money available today and the
amount available at a later date which is considered as its equivalent.

The rate of originary interest directs the investment activities of the entre-
preneurs. It determines the length of waiting time and of the period of pro-
duction in every branch of industry.

People often raise the question of which rate of interest, a “high” or
a “low,” stimulates saving and capital accumulation more and which
less. The question makes no sense. The lower the discount attached to
future goods is, the lower is the rate of originary interest. People
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do not save more because the rate of originary interest rises, and the rate
of originary interest does not drop on account of an increase in the
amount of saving. Changes in the originary rates of interest and in the
amount of saving are—other things, especially the institutional condi-
tions, being equal—two aspects of the same phenomenon. The disap-
pearance of originary interest would be tantamount to the disappearance
of consumption. The increase of originary interest beyond all measure
would be tantamount to the disappearance of saving and any provision
for the future.

The quantity of the available supply of capital goods influences neither
the rate of originary interest nor the amount of further saving. Even the most
plentiful supply of capital need not necessarily bring about either a lowering
of the rate of originary interest or a drop in the propensity to save. The in-
crease in capital accumulation and the per capita quota of capital invested
which is a characteristic mark of economically advanced nations does not
necessarily either lower the rate of originary interest or weaken the propen-
sity of individuals to make additional savings. People are, in dealing with
these problems, for the most part misled by comparing merely the market
rates of interest as they are determined on the loan market. However, these
gross rates are not merely expressive of the height of originary interest. They
contain, as will be shown later, other elements besides, the effect of which
accounts for the fact that the gross rates are as a rule higher in poorer coun-
tries than in richer ones.

It is generally asserted that, other things being equal, the better indi-
viduals are supplied for the immediate future, the better they provide for
wants for the remoter future. Consequently, it is said, the amount of to-
tal saving and capital accumulation within an economic system depends
on the arrangement of the population into groups of different income
levels. In a society with approximate income equality there is, it is said,
less saving than in a society in which there is more inequality. There is
a grain of truth in such observations. However, they are statements
about psychological facts and as such lack the universal validity and ne-
cessity inherent in praxeological statements. Moreover, the other things
the equality of which they presuppose comprehend the various individ-
uals’ valuations, their subjective value judgment in weighing the pros
and cons of immediate consumption and of postponement of consump-
tion. There are certainly many individuals whose behavior they describe
correctly, but there also are other individuals who act in a different way.
The French peasants, although for the most part people of moderate
wealth and income, were in the nineteenth century widely known
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for their parsimonious habits, while wealthy members of the aristocracy and
heirs of huge fortunes amassed in commerce and industry were no less
renowned for their profligacy.

It is therefore impossible to formulate any praxeological theorem concern-
ing the relation of the amount of capital available in the whole nation or to in-
dividual people on the one hand and the amount of saving or capital con-
sumption and the height of the originary rate of interest on the other hand.
The allocation of scarce resources to want-satisfaction in various periods of the
future is determined by value judgments and indirectly by all those factors
which constitute the individuality of the acting man.

4 Originary Interest in the Changing Economy

So far we have dealt with the problem of originary interest under certain as-
sumptions: that the turnover of goods is effected by the employment of neu-
tral money; that saving, capital accumulation, and the determination of inter-
est rates are not hampered by institutional obstacles; and that the whole
economic process goes on in the frame of an evenly rotating economy. We
shall drop the first two of these assumptions in the following chapter. Now we
want to deal with originary interest in a changing economy.

He who wants to provide for the satisfaction of future needs must cor-
rectly anticipate these needs. If he fails in this understanding of the fu-
ture, his provision will prove less satisfactory or totally futile. There is no
such thing as an abstract saving that could provide for all classes of want-
satisfaction and would be neutral with regard to changes occurring in
conditions and valuations. Originary interest can therefore in the chang-
ing economy never appear in a pure unalloyed form. It is only in the
imaginary construction of the evenly rotating economy that the mere
passing of time matures originary interest; in the passage of time and
with the progress of the process of production more and more value ac-
crues, as it were, to the complementary factors of production; with the
termination of the process of production the lapse of time has generated
in the price of the product the full quota of originary interest. In the
changing economy during the period of production there also arise syn-
chronously other changes in valuations. Some goods are valued higher
than previously, some lower. These alterations are the source from which
entrepreneurial profits and losses stem. Only those entrepreneurs who in
their planning have correctly anticipated the future state of the market
are in a position to reap, in selling the products, an excess over the costs
of production (inclusive of net originary interest) expended. An entre-
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preneur who has failed in his speculative understanding of the future can sell
his products, if at all, only at prices which do not cover completely his expen-
ditures plus originary interest on the capital invested.

Like entrepreneurial profit and loss, interest is not a price, but a magnitude
which is to be disengaged by a particular mode of computation from the price
of the products of successful business operations. The gross difference be-
tween the price at which a commodity is sold and the costs expended in its
production (exclusive of interest on the capital invested) was called profit in
the terminology of British classical economics.5 Modern economics conceives
this magnitude as a complex of catallactically disparate items. The excess of
gross receipts over expenditures which the classical economists called profit
includes the price for the entrepreneur’s own labor employed in the process of
production, interest on the capital invested, and finally entrepreneurial profit
proper. If such an excess has not been reaped at all in the sale of the products,
the entrepreneur not only fails to get profit proper, he receives neither an
equivalent for the market value of the labor he has contributed nor interest on
the capital invested.

The breaking down of gross profit (in the classical sense of the term) into
managerial wages, interest, and entrepreneurial profit is not merely a device
of economic theory. It developed, with progressing perfection in business
practices of accountancy and calculation, in the field of commercial rou-
tine independently of the reasoning of the economists. The judicious and
sensible businessman does not attach practical significance to the confused
and garbled concept of profit as employed by the classical economists. His
notion of costs of production includes the potential market price of his own
services contributed, the interest paid on capital borrowed, and the poten-
tial interest he could earn, according to the conditions of the market, on his
own capital invested in the enterprise by lending it to other people. Only
the excess of proceeds over the costs so calculated is in his eyes entrepre-
neurial profit.6

The precipitation of entrepreneurial wages from the complex of all
the other items included in the profit concept of classical econom-
ics presents no particular problem. It is more difficult to sunder en-
trepreneurial profit from originary interest. In the changing economy
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interest stipulated in loan contracts is always a gross magnitude out of which
the pure rate of originary interest must be computed by a particular process of
computation and analytical repartition. It has been shown already that in
every act of lending, even apart from the problem of changes in the monetary
unit’s purchasing power, there is an element of entrepreneurial venture. The
granting of credit is necessarily always an entrepreneurial speculation which
can possibly result in failure and the loss of a part or of the total amount lent.
Every interest stipulated and paid in loans includes not only originary interest
but also entrepreneurial profit.

This fact for a long time misled the attempts to construct a satisfactory the-
ory of interest. It was only the elaboration of the imaginary construction of the
evenly rotating economy that made it possible to distinguish precisely between
originary interest and entrepreneurial profit and loss.

5 The Computation of Interest

Originary interest is the outgrowth of valuations unceasingly fluctuating
and changing. It fluctuates and changes with them. The custom of computing
interest pro anno is merely commercial usage and a convenient rule of reck-
oning. It does not affect the height of the interest rates as determined by the
market.

The activities of the entrepreneurs tend toward the establishment of a uni-
form rate of originary interest in the whole market economy. If there turns up
in one sector of the market a margin between the prices of present goods and
those of future goods which deviates from the margin prevailing in other sec-
tors, a trend toward equalization is brought about by the striving of business-
men to enter those sectors in which this margin is higher and to avoid those in
which it is lower. The final rate of originary interest is the same in all parts of
the market of the evenly rotating economy.

The valuations resulting in the emergence of originary interest prefer satis-
faction in a nearer period of the future to satisfaction of the same kind and ex-
tent in a remoter period of the future. Nothing would justify the assumption
that this discounting of satisfaction in remoter periods progresses continuously
and evenly. If we were to assume this, we would imply that the period of pro-
vision is infinite. However, the mere fact that individuals differ in their provi-
sion for future needs and that even to the most provident actor provision be-
yond a definite period appears supererogatory, forbids us to think of the period
of provision as infinite.

The usages of the loan market must not mislead us. It is customary
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to stipulate a uniform rate of interest for the whole duration of a loan contract7

and to apply a uniform rate in computing compound interest. The real deter-
mination of interest rates is independent of these and other arithmetical de-
vices of interest computation. If the rate of interest is unalterably fixed by con-
tract for a period of time, intervening changes in the market rate of interest are
reflected in corresponding changes in the prices paid for the principal, due al-
lowance being made for the fact that the amount of principal to be paid back
at the maturity of the loan is unalterably stipulated. It does not affect the result
whether one calculates with an unchanging rate of interest and changing
prices of the principal or with changing interest rates and an unchanging
amount of the principal, or with changes in both magnitudes.

The terms of a loan contract are not independent of the stipulated duration
of the loan. Not only because those components of the gross rate of market in-
terest which made it deviate from the rate of originary interest are affected by
differences in the duration of the loan, but also on account of factors which
bring about changes in the rate of originary interest, loan contracts are valued
and appraised differently according to the duration of the loan stipulated.
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chapter 20

Interest, Credit Expansion,
and the Trade Cycle

1 The Problems

In the market economy in which all acts of interpersonal exchange are per-
formed by the intermediary of money, the category of originary interest man-
ifests itself primarily in the interest on money loans.

It has been pointed out already that in the imaginary construction of the
evenly rotating economy the rate of originary interest is uniform. There prevails
in the whole system only one rate of interest. The rate of interest on loans coin-
cides with the rate of originary interest as manifested in the ratio between prices
of present and of future goods. We may call this rate the neutral rate of interest.

The evenly rotating economy presupposes neutral money. As money can
never be neutral, special problems arise.

If the money relation—i.e., the ratio between the demand for and the sup-
ply of money for cash holding—changes, all prices of goods and services are
affected. These changes, however, do not affect the prices of the various goods
and services at the same time and to the same extent. The resulting
modifications in the wealth and income of various individuals can also alter
the data determining the height of originary interest. The final state of the rate
of originary interest to the establishment of which the system tends after the
appearance of changes in the money relation, is no longer that final state to-
ward which it had tended before. Thus, the driving force of money has the
power to bring about lasting changes in the final rate of originary interest and
neutral interest.

Then there is a second, even more momentous, problem which, of course,
may also be looked upon as another aspect of the same problem. Changes in
the money relation may under certain circumstances first affect the loan mar-
ket in which the demand for and the supply of loans influence the market rate
of interest on loans, which we may call the gross money (or market) rate of in-
terest. Can such changes in the gross money rate cause the net rate of interest
included in it to deviate lastingly from the height which corresponds to the
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rate of originary interest, i.e., the difference between the valuation of present
and future goods? Can events on the loan market partially or totally eliminate
originary interest? No economist will hesitate to answer these questions in the
negative. But then a further problem arises: How does the interplay of the mar-
ket factors readjust the gross money rate to the height conditioned by the rate
of originary interest?

These are great problems. These were the problems economists tried to
solve in discussing banking, fiduciary media and circulation credit, credit ex-
pansion, gratuitousness or nongratuitousness of credit, the cyclical move-
ments of trade, and all other problems of indirect exchange.

2 The Entrepreneurial Component
in the Gross Market Rate of Interest

The market rates of interest on loans are not pure interest rates. Among the
components contributing to their determination there are also elements
which are not interest. The moneylender is always an entrepreneur. Every
grant of credit is a speculative entrepreneurial venture, the success or failure
of which is uncertain. The lender is always faced with the possibility that he
may lose a part or the whole of the principal lent. His appraisal of this danger
determines his conduct in bargaining with the prospective debtor about the
terms of the contract.

There can never be perfect safety either in moneylending or in other classes
of credit transactions and deferred payments. Debtors, guarantors, and war-
rantors may become insolvent; collateral and mortgages may become worth-
less. The creditor is always a virtual partner of the debtor or a virtual owner of
the pledged and mortgaged property. He can be affected by changes in the
market data concerning them. He has linked his fate with that of the debtor or
with the changes occurring in the price of the collateral. Capital as such does
not bear interest; it must be well employed and invested not only in order to
yield interest; but also lest it disappear entirely. The dictum pecunia pecuniam

parere non potest (money cannot beget money) is meaningful in this sense,
which, of course, differs radically from the sense which ancient and medieval
philosophers attached to it. Gross interest can be reaped only by creditors who
have been successful in their lending. If they earn any net interest at all, it is
included in a yield which contains more than merely net interest. Net interest
is a magnitude which only analytical thinking can extract from the gross pro-
ceeds of the creditor.
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The entrepreneurial component included in the creditor’s gross proceeds is
determined by all those factors which are operative in every entrepreneurial
venture. It is, moreover, codetermined by the legal and institutional setting.
The contracts which place the debtor and his fortune or the collateral as a
buffer between the creditor and the disastrous consequences of malinvestment
of the capital lent, are conditioned by laws and institutions. The creditor is less
exposed to loss and failure than the debtor only in so far as this legal and in-
stitutional framework makes it possible for him to enforce his claims against
refractory debtors. There is, however, no need for economics to enter into a
detailed scrutiny of the legal aspects involved in bonds and debentures, pre-
ferred stock, mortgages, and other kinds of credit transactions.

The entrepreneurial component is present in all species of loans. It is
customary to distinguish between consumption or personal loans on the
one hand, and productive or business loans on the other. The characteris-
tic mark of the former class is that it enables the borrower to spend ex-
pected future proceeds. In acquiring a claim to a share in these future pro-
ceeds, the lender becomes virtually an entrepreneur, as in acquiring a
claim to a share in the future proceeds of a business. The particular un-
certainty of the outcome of his lending consists in the uncertainty about
these future proceeds.

It is furthermore customary to distinguish between private and public
loans, i.e., loans to governments and subdivisions of governments. The par-
ticular uncertainty inherent in such loans concerns the life of secular
power. Empires may crumble and governments may be overthrown by rev-
olutionaries who are not prepared to assume responsibility for the debts
contracted by their predecessors. That there is, besides, something basically
vicious in all kinds of long-term government debts, has been pointed out
already.1

Over all species of deferred payments hangs, like the sword of Damocles,
the danger of government interference. Public opinion has always been
biased against creditors. It identifies creditors with the idle rich and debt-
ors with the industrious poor. It abhors the former as ruthless exploiters and
pities the latter as innocent victims of oppression. It considers government
action designed to curtail the claims of the creditors as measures extremely
beneficial to the immense majority at the expense of a small minority of
hard-boiled usurers. It did not notice at all that nineteenth-century capital-
ist innovations have wholly changed the composition of the classes of cred-
itors and debtors. In the days of Solon the Athenian, of ancient
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Rome’s agrarian laws, and of the Middle Ages, the creditors were by and large
the rich and the debtors the poor. But in this age of bonds and debentures,
mortgage banks, saving banks, life insurance policies, and social security
benefits, the masses of people with more moderate income are rather them-
selves creditors. On the other hand, the rich, in their capacity as owners of
common stock, of plants, farms, and real estate, are more often debtors than
creditors. In asking for the expropriation of creditors, the masses are unwit-
tingly attacking their own particular interests.

With public opinion in this state, the creditor’s unfavorable chance of being
harmed by anticreditor measures is not balanced by a favorable chance of be-
ing privileged by antidebtor measures. This unbalance would bring about a
unilateral tendency toward a rise of the entrepreneurial component contained
in the gross rate of interest if the political danger were limited to the loan mar-
ket, and would not in the same way affect today all kinds of private ownership
of the means of production. As things are in our day, no kind of investment is
safe against the political dangers of anticapitalistic measures. A capitalist can-
not reduce the vulnerability of his wealth by preferring direct investment in
business to lending his capital to business or to the government.

The political risks involved in moneylending do not affect the height of
originary interest; they affect the entrepreneurial component included in the
gross market rate. In the extreme case—i.e., in a situation in which the im-
pending nullification of all contracts concerning deferred payments is ex-
pected—they would cause the entrepreneurial component to increase beyond
all measure.2

3 The Price Premium as a Component
of the Gross Market Rate of Interest

Money is neutral if the cash-induced changes in the monetary unit’s purchas-
ing power affect at the same time and to the same extent the prices of all com-
modities and services. With neutral money, a neutral rate of interest would be
conceivable, provided there were no deferred payments. If there are deferred
payments and if we disregard the entrepreneurial position of the creditor and
the ensuing entrepreneurial component in the gross rate of interest, we must
furthermore assume that the eventuality of future changes in purchas-
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ing power is taken into account in stipulating the terms of the contract. The
principal is to be multiplied periodically by the index number and thus to be
increased or decreased in accordance with the changes that have come to pass
in purchasing power. With the adjustment of the principal, the amount from
which the rate of interest is to be calculated changes too. Thus, this rate is a
neutral rate of interest.

With neutral money, neutralization of the rate of interest could also be at-
tained by another stipulation, provided the parties are in a position to antici-
pate correctly the future changes in purchasing power. They could stipulate a
gross rate of interest containing an allowance for such changes, a percentile
addendum to, or subtrahendum from, the rate of originary interest. We may
call this allowance the—positive or negative—price premium. In the case of
a quickly progressing deflation, the negative price premium could not only
swallow the whole rate of originary interest, but even reverse the gross rate into
a minus quantity, an amount charged to the creditor’s account. If the price pre-
mium is correctly calculated, neither the creditor’s nor the debtor’s position is
affected by intervening changes in purchasing power. The rate of interest is
neutral.

However, all these assumptions are not only imaginary, they cannot even
hypothetically be thought of without contradiction. In the changing economy,
the rate of interest can never be neutral. In the changing economy, there is no
uniform rate of originary interest; there only prevails a tendency toward the es-
tablishment of such uniformity. Before the final state of originary interest is at-
tained, new changes in the data emerge which divert anew the movement of
interest rates toward a new final state. Where everything is unceasingly in flux,
no neutral rate of interest can be established.

In the world of reality all prices are fluctuating and acting men are forced
to take full account of these changes. Entrepreneurs embark upon business
ventures and capitalists change their investments only because they anticipate
such changes and want to profit from them. The market economy is essentially
characterized as a social system in which there prevails an incessant urge to-
ward improvement. The most provident and enterprising individuals are
driven to earn profit by readjusting again and again the arrangement of pro-
duction activities so as to fill in the best possible way the needs of the con-
sumers, both those needs of which the consumers themselves are already
aware and those latent needs of the satisfaction of which they have not yet
thought themselves. These speculative ventures of the promoters revolution-
ize afresh each day the structure of prices and thereby also the height of the
gross market rate of interest.
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He who expects a rise in certain prices enters the loan market as a bor-
rower and is ready to allow a higher gross rate of interest than he would al-
low if he were to expect a less momentous rise in prices or no rise at all. On
the other hand, the lender, if he himself expects a rise in prices, grants loans
only if the gross rate is higher than it would be under a state of the market in
which less momentous or no upward changes in prices are anticipated. The
borrower is not deterred by a higher rate if his project seems to offer such
good chances that it can afford higher costs. The lender would abstain from
lending and would himself enter the market as an entrepreneur and bidder
for commodities and services if the gross rate of interest were not to com-
pensate him for the profits he could reap this way. The expectation of rising
prices thus has the tendency to make the gross rate of interest rise, while the
expectation of dropping prices makes it drop. If the expected changes in the
price structure concern only a limited group of commodities and services,
and are counterbalanced by the expectation of an opposite change in the
prices of other goods, as is the case in the absence of changes in the money
relation, the two opposite trends by and large counterpoise each other. But if
the money relation is sensibly altered and a general rise or fall in the prices
of all commodities and services is expected, one tendency carries on. A pos-
itive or negative price premium emerges in all deals concerning deferred
payments.3

The role of the price premium in the changing economy is different
from that we ascribed to it in the hypothetical and unrealizable scheme
developed above. It can never entirely remove, even as far as credit op-
erations alone are concerned, the effects of changes in the money rela-
tion; it can never make interest rates neutral. It cannot alter the fact that
money is essentially equipped with a driving force of its own. Even if all
actors were to know correctly and completely the quantitative data con-
cerning the changes in the supply of money (in the broader sense) in the
whole economic system, the dates on which such changes were to occur
and what individuals were to be first affected by them, they would not be
in a position to know beforehand whether and to what extent the de-
mand for money for cash holding would change and in what temporal
sequence and to what extent the prices of the various commodities would
change. The price premium could counterpoise the effects of changes in
the money relation upon the substantial importance and the economic
significance of credit contracts only if its appearance were to precede the
occurrence of the price changes generated by the alteration in the money
relation. It would have to be the result of a reasoning by virtue

interest, credit expansion, and the trade cycle � 543

3. Cf. Irving Fisher, The Rate of Interest (New York, 1907), pp. 77 ff.

20-L3843  12/5/06  8:11 AM  Page 543



of which the actors try to compute in advance the date and the extent of such
price changes with regard to all commodities and services which directly or in-
directly count for their own state of satisfaction. However, such computations
cannot be established because their performance would require a perfect
knowledge of future conditions and valuations.

The emergence of the price premium is not the product of an arithmetical
operation which could provide reliable knowledge and eliminate the uncer-
tainty concerning the future. It is the outcome of the promoters’ understand-
ing of the future and their calculations based on such an understanding. It
comes into existence step by step as soon as first a few and then successively
more and more actors become aware of the fact that the market is faced with
cash-induced changes in the money relation and consequently with a trend
oriented in a definite direction. Only when people begin to buy or to sell in
order to take advantage of this trend, does the price premium come into exis-
tence.

It is necessary to realize that the price premium is the outgrowth of specu-
lations anticipating changes in the money relation. What induces it, in the
case of the expectation that an inflationary trend will keep on going, is already
the first sign of that phenomenon which later, when it becomes general, is
called “flight into real values” and finally produces the crack-up boom and the
crash of the monetary system concerned. As in every case of the understand-
ing of future developments, it is possible that the speculators may err, that the
inflationary or deflationary movement will be stopped or slowed down, and
that prices will differ from what they expected.

The increased propensity to buy or to sell, which generates the price
premium, affects as a rule short-term loans sooner and to a greater extent
than long-term loans. As far as this is the case, the price premium affects
the market for short-term loans first, and only later, by virtue of the con-
catenation of all parts of the market, also the market for long-term loans.
However, there are instances in which a price premium in long-term
loans appears independently of what is going on with regard to short-term
loans. This was especially the case in international lending in the days in
which there was still a live international capital market. It happened oc-
casionally that lenders were confident with regard to the short-term de-
velopment of a foreign country’s national currency; in short-term loans
stipulated in this currency there was no price premium at all or only a
slight one. But the appraisal of the long-term aspects of the currency con-
cerned was less favorable, and consequently in long-term contracts a
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considerable price premium was taken into account. The result was that
long-term loans stipulated in this currency could be floated only at a higher
rate than the same debtor’s loans stipulated in terms of gold or a foreign
currency.

We have shown one reason why the price premium can at best practically
deaden, but never eliminate entirely, the repercussions of cash-induced
changes in the money relation upon the content of credit transactions. (A sec-
ond reason will be dealt with in the next section.) The price premium always
lags behind the changes in purchasing power because what generates it is not
the change in the supply of money (in the broader sense), but the—necessar-
ily later-occurring—effects of these changes upon the price structure. Only in
the final state of a ceaseless inflation do things become different. The panic of
the currency catastrophe, the crack-up boom, is not only characterized by a
tendency for prices to rise beyond all measure, but also by a rise beyond all
measure of the positive price premium. No gross rate of interest, however
great, appears to a prospective lender high enough to compensate for the
losses expected from the progressing drop in the monetary unit’s purchasing
power. He abstains from lending and prefers to buy himself “real” goods. The
loan market comes to a stand-still.

4 The Loan Market

The gross rates of interest as determined on the loan market are not
uniform. The entrepreneurial component which they always include
varies according to the peculiar characteristics of the specific deal. It is
one of the most serious shortcomings of all historical and statistical stud-
ies devoted to the movement of interest rates that they neglect this factor.
It is useless to arrange data concerning interest rates of the open market
or the discount rates of the central banks in time series. The various data
available for the construction of such time series are incommensurable.
The same central bank’s rate of discount meant something different in
various periods of time. The institutional conditions affecting the activi-
ties of various nations’ central banks, their private banks, and their orga-
nized loan markets are so different, that it is entirely misleading to com-
pare the nominal interest rates without paying full regard to these
diversities. We know a priori that, other things being equal, the lenders
are intent upon preferring high interest rates to low ones, and the debtors
upon preferring low rates to high ones. But these other things are never
equal. There prevails upon the loan market a tendency toward the equal-
ization of gross interest rates for loans for which the factors determining
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the height of the entrepreneurial component and the price premium are
equal. This knowledge provides a mental tool for the interpretation of the
facts concerning the history of interest rates. Without the aid of this knowl-
edge, the vast historical and statistical material available would be merely an
accumulation of meaningless figures. In arranging time series of the prices
of certain primary commodities, empiricism has at least an apparent
justification in the fact that the price data dealt with refer to the same phys-
ical object. It is a spurious excuse indeed as prices are not related to the un-
changing physical properties of things, but to the changing values which act-
ing men attach to them. But in the study of interest rates, even this lame
excuse cannot be advanced. Gross interest rates as they appear in reality have
nothing else in common than those characteristics which catallactic theory
sees in them. They are complex phenomena and can never be used for the
construction of an empirical or a posteriori theory of interest. They can nei-
ther verify nor falsify what economics teaches about the problems involved.
They constitute, if carefully analyzed with all the knowledge economics con-
veys, invaluable documentation for economic history; they are of no avail for
economic theory.

It is customary to distinguish the market for short-term loans (money mar-
ket) from the market for long-term loans (capital market). A more penetrat-
ing analysis must even go further in classifying loans according to their
duration. Besides, there are differences with regard to the legal characteris-
tics which the terms of the contract assign to the lender’s claim. In short, the
loan market is not homogeneous. But the most conspicuous differences arise
from the entrepreneurial component included in the gross rates of interest.
It is this that people refer to when asserting that credit is based on trust or
confidence.

The connexity between all sectors of the loan market and the gross rates
of interest determined on them is brought about by the inherent tendency of
the net rates of interest included in these gross rates toward the final state of
originary interest. With regard to this tendency, catallactic theory is free to
deal with the market rate of interest as if it were a uniform phenomenon, and
to abstract from the entrepreneurial component which is necessarily always
included in the gross rates and from the price premium which is occasionally
included.

The prices of all commodities and services are at any instant mov-
ing toward a final state. If this final state were ever to be reached,
it would show in the ratio between the prices of present goods and

546 � catallactics or economics of the market society

20-L3843  12/5/06  8:11 AM  Page 546



future goods the final state of originary interest. However, the changing econ-
omy never reaches the imaginary final state. New data emerge again and again
and divert the trend of prices from the previous goal of their movement toward
a different final state to which a different rate of originary interest may corre-
spond. In the rate of originary interest there is no more permanence than in
prices and wage rates.

Those people whose provident action is intent upon adjusting the em-
ployment of the factors of production to the changes occurring in the data—
viz., the entrepreneurs and promotors—base their calculations upon the
prices, wage rates, and interest rates as determined on the market. They dis-
cover discrepancies between the present prices of the complementary factors
of production and the anticipated prices of the products minus the market
rate of interest, and are eager to profit from them. The role which the rate of
interest plays in these deliberations of the planning businessman is obvious.
It shows him how far he can go in withholding factors of production from
employment for want-satisfaction in nearer periods of the future and in ded-
icating them to want-satisfaction in remoter periods. It shows him what pe-
riod of production conforms in every concrete case to the difference which
the public makes in the ratio of valuation between present goods and future
goods. It prevents him from embarking upon projects the execution of which
would not agree with the limited amount of capital goods provided by the
saving of the public.

It is in influencing this primordial function of the rate of interest that the
driving force of money can become operative in a particular way. Cash-
induced changes in the money relation can under certain circumstances
affect the loan market before they affect the prices of commodities and of
labor. The increase or decrease in the supply of money (in the broader sense)
can increase or decrease the supply of money offered on the loan market and
thereby lower or raise the gross market rate of interest although no change in
the rate of originary interest has taken place. If this happens, the market rate
deviates from the height which the state of originary interest and the supply of
capital goods available for production would require. Then the market rate of
interest fails to fulfill the function it plays in guiding entrepreneurial deci-
sions. It frustrates the entrepreneur’s calculation and diverts his actions from
those lines in which they would in the best possible way satisfy the most urgent
needs of the consumers.

Then there is a second important fact to realize. If, other things
being equal, the supply of money (in the broader sense) increases
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or decreases and thus brings about a general tendency for prices to rise or
to drop, a positive or negative price premium would have to appear and to
raise or lower the gross rate of market interest. But if such changes in the
money relation affect first the loan market, they bring about just the oppo-
site changes in the configuration of the gross market rates of interest. While
a positive or negative price premium would be required to adjust the mar-
ket rates of interest to the changes in the money relation, gross interest rates
are in fact dropping or rising. This is the second reason why the instru-
mentality of the price premium cannot entirely eliminate the repercussions
of cash-induced changes in the money relation upon the content of con-
tracts concerning deferred payments. Its operation begins too late, it lags
behind the changes in purchasing power, as has been shown above. Now
we see that under certain circumstances the forces that push in the oppo-
site direction manifest themselves sooner on the market than an adequate
price premium.

5 The Effects of Changes in the Money Relation 
Upon Originary Interest

Like every change in the market data, changes in the money relation can pos-
sibly influence the rate of originary interest. According to the advocates of the
inflationist view of history, inflation by and large tends to increase the earnings
of the entrepreneurs. They reason this way: Commodity prices rise sooner and
to a steeper level than wage rates. On the one hand, wage earners and salaried
people, classes who spend the greater part of their income for consumption
and save little, are adversely affected and must accordingly restrict their
expenditures. On the other hand, the proprietary strata of the population,
whose propensity to save a considerable part of their income is much greater,
are favored; they do not increase their consumption in proportion, but 
also increase their savings. Thus in the community as a whole there arises a
tendency toward an intensified accumulation of new capital. Additional in-
vestment is the corollary of the restriction of consumption imposed upon that
part of the population which consumes the much greater part of the annual
produce of the economic system. This forced saving lowers the rate of originary
interest. It accelerates the pace of economic progress and the improvement in
technological methods.

It is true that such forced saving can originate from an inflationary
movement and occasionally did so originate in the past. In dealing with
the effects of changes in the money relation upon the height of inter-
est rates, one must not neglect the fact that such changes can under
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certain circumstances really alter the rate of originary interest. But several
other facts must be taken into account, too.

First one must realize that forced saving can result from inflation, but need
not necessarily. It depends on the particular data of each instance of inflation
whether or not the rise in wage rates lags behind the rise in commodity prices.
A tendency for real wage rates to drop is not an inescapable consequence of a
decline in the monetary unit’s purchasing power. It could happen that nomi-
nal wage rates rise more or sooner than commodity prices.4

Furthermore, it is necessary to remember that the greater propensity of the
wealthier classes to save and to accumulate capital is merely a psychological
and not a praxeological fact. It could happen that these people to whom the
inflationary movement conveys additional proceeds do not save and invest
their boon but employ it for an increase in their consumption. It is impossible
to predict with the apodictic definiteness which characterizes all theorems of
economics, in what way those profiting from the inflation will act. History can
tell us what happened in the past. But it cannot assert that it must happen
again in the future.

It would be a serious blunder to neglect the fact that inflation also
generates forces which tend toward capital consumption. One of its con-
sequences is that it falsifies economic calculation and accounting. It pro-
duces the phenomenon of illusory or apparent profits. If the annual de-
preciation quotas are determined in such a way as not to pay full regard
to the fact that the replacement of worn-out equipment will require
higher costs than the amount for which it was purchased in the past,
they are obviously insufficient. If in selling inventories and products the
whole difference between the price spent for their acquisition and the
price realized in the sale is entered in the books as a surplus, the error
is the same. If the rise in the prices of stocks and real estate is consid-
ered as a gain, the illusion is no less manifest. What makes people be-
lieve that inflation results in general prosperity is precisely such illusory
gains. They feel lucky and become openhanded in spending and enjoy-
ing life. They embellish their homes, they build new mansions and pa-
tronize the entertainment business. In spending apparent gains, the fan-
ciful result of false reckoning, they are consuming capital. It does not
matter who these spenders are. They may be businessmen or stock job-
bers. They may be wage earners whose demand for higher pay is satisfied
by the easygoing employers who think that they are getting richer from
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day to day. They may be people supported by taxes which usually absorb a
great part of the apparent gains.

Finally, with the progress of inflation more and more people become aware
of the fall in purchasing power. For those not personally engaged in business
and not familiar with the conditions of the stock market, the main vehicle of
saving is the accumulation of savings deposits, the purchase of bonds and life
insurance. All such savings are prejudiced by inflation. Thus saving is dis-
couraged and extravagance seems to be indicated. The ultimate reaction of
the public, the “flight into real values,” is a desperate attempt to salvage some
debris from the ruinous breakdown. It is, viewed from the angle of capital
preservation, not a remedy, but merely a poor emergency measure. It can, at
best, rescue a fraction of the saver’s funds.

The main thesis of the champions of inflationism and expansionism is
thus rather weak. It may be admitted that in the past inflation sometimes,
but not always, resulted in forced saving and an increase in capital avail-
able. However, this does not mean that it must produce the same effects in
the future too. On the contrary, one must realize that under modern con-
ditions the forces driving toward capital consumption are more likely to
prevail under inflationary conditions than those driving toward capital ac-
cumulation. At any rate, the final effect of such changes upon saving, cap-
ital, and the originary rate of interest depends upon the particular data of
each instance.

The same is valid, with the necessary changes, with regard to the analogous
consequences and effects of a deflationist or restrictionist movement.

6 The Gross Market Rate of Interest as Affected 
by Inflation and Credit Expansion

Whatever the ultimate effects of an inflationary or deflationary movement
upon the height of the rate of originary interest may be, there is no corre-
spondence between them and the temporary alterations which a cash-
induced change in the money relation can bring about in the gross market
rate of interest. If the inflow of money and money-substitutes into the mar-
ket system or the outflow from it affects the loan market first, it temporar-
ily disarranges the congruity between the gross market rates of interest and
the rate of originary interest. The market rate rises or drops on account
of the decrease or increase in the amount of money offered for lending,
with no correlation to changes in the originary rate of interest which in the
later course of events can possibly occur from the changes in the money
relation. The market rate deviates from the height determined by
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that of the originary rate of interest, and forces come into operation which
tend to adjust it anew to the ratio which corresponds to that of originary
interest. It may happen that in the period of time which this adjustment
requires, the height of originary interest varies, and this change can also
be caused by the inflationary or deflationary process which brought about
the deviation. Then the final rate of originary interest determining the
final market rate toward which the readjustment tends is not the same rate
which prevailed on the eve of the disarrangement. Such an occurrence
may affect the data of the process of adjustment, but it does not affect its
essence.

The phenomenon to be dealt with is this: The rate of originary inter-
est is determined by the discount of future goods as against present
goods. It is essentially independent of the supply of money and money-
substitutes, notwithstanding the fact that changes in the supply of money
and money-substitutes can indirectly affect its height. But the gross mar-
ket rate of interest can be affected by changes in the money relation. A
readjustment must take place. What is the nature of the process which
brings it about?

In this section we are concerned only with inflation and credit expan-
sion. For the sake of simplicity we assume that the whole additional amount
of money and money-substitutes flows into the loan market and reaches the
rest of the market only via the loans granted. This corresponds precisely to
the conditions of an expansion of circulation credit.5 Our scrutiny thus
amounts to an analysis of the process caused by credit expansion.

In dealing with this analysis, we must refer again to the price premium. It
has been mentioned already that at the very beginning of a credit expansion
no positive price premium arises. A price premium cannot appear until the
additional supply of money (in the broader sense) has already begun to affect
the prices of commodities and services. But as long as credit expansion goes
on and additional quantities of fiduciary media are hurled on the loan market,
there continues a pressure upon the gross market rate of interest. The gross
market rate would have to rise on account of the positive price premium
which, with the progress of the expansionist process, would have to rise con-
tinually. But as credit expansion goes on, the gross market rate continues to lag
behind the height at which it would cover both originary interest plus the pos-
itive price premium.

It is necessary to stress this point because it explodes the customary
methods according to which people distinguish between what they
consider low and high rates of interest. It is usual to take into account

interest, credit expansion, and the trade cycle � 551

5. About the “long-wave” fluctuations, see below, p. 575.

20-L3843  12/5/06  8:11 AM  Page 551



merely the arithmetical height of the rates or the trend which appears in
their movement. Public opinion has definite ideas about a “normal” rate,
something between 3 and 5 per cent. When the market rate rises above this
height or when the market rates—without regard to their arithmetical ra-
tio—are rising above their previous height, people believe that they are right
in speaking of high or rising interest rates. As against these errors, it is nec-
essary to emphasize that under the conditions of a general rise in prices
(drop in the monetary unit’s purchasing power) the gross market rate of in-
terest can be considered as unchanged with regard to conditions of a period
of a by and large unchanging purchasing power only if it includes a by and
large adequate positive price premium. In this sense, the German Reichs-
bank’s discount rate of 90 per cent was, in the fall of 1923, a low rate—indeed
a ridiculously low rate—as it considerably lagged behind the price premium
and did not leave anything for the other components of the gross market rate
of interest. Essentially the same phenomenon manifests itself in every in-
stance of a prolonged credit expansion. Gross market rates of interest rise in
the further course of every expansion, but they are nonetheless low as they
do not correspond to the height required by the expected further general rise
in prices.

In analyzing the process of credit expansion, let us assume that the eco-
nomic system’s process of adjustment to the market data and of movement to-
ward the establishment of final prices and interest rates is disturbed by the
appearance of a new datum, namely, an additional quantity of fiduciary me-
dia offered on the loan market. At the gross market rate which prevailed on
the eve of this disturbance, all those who were ready to borrow money at this
rate, due allowance being made for the entrepreneurial component in each
case, could borrow as much as they wanted. Additional loans can be placed
only at a lower gross market rate. It does not matter whether this drop in the
gross market rate expresses itself in an arithmetical drop in the percentage
stipulated in the loan contracts, or whether the nominal interest rates remain
unchanged and the expansion manifests itself in the fact that at these rates
loans are negotiated which would not have been made before on account of
the height of the entrepreneurial component to be included. Such an out-
come too amounts to a drop in gross market rates and brings about the same
consequences.

A drop in the gross market rate of interest affects the entre-
preneur’s calculation concerning the chances of the profitability of
projects considered. Along with the prices of the material factors of
production, wage rates, and the anticipated future prices of the prod-
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ucts, interest rates are items that enter into the planning businessman’s cal-
culation. The result of this calculation shows the businessman whether or
not a definite project will pay. It shows him what investments can be made
under the given state of the ratio in the public’s valuation of future goods
as against present goods. It brings his actions into agreement with this val-
uation. It prevents him from embarking upon projects the realization of
which would be disapproved by the public because of the length of the
waiting time they require. It forces him to employ the available stock of
capital goods in such a way as to satisfy best the most urgent wants of the
consumers.

But now the drop in interest rates falsifies the businessman’s calculation. Al-
though the amount of capital goods available did not increase, the calculation
employs figures which would be utilizable only if such an increase had taken
place. The result of such calculations is therefore misleading. They make
some projects appear profitable and realizable which a correct calculation,
based on an interest rate not manipulated by credit expansion, would have
shown as unrealizable. Entrepreneurs embark upon the execution of such
projects. Business activities are stimulated. A boom begins.

The additional demand on the part of the expanding entrepreneurs tends
to raise the prices of producers’ goods and wage rates. With the rise in wage
rates, the prices of consumers’ goods rise too. Besides, the entrepreneurs are
contributing a share to the rise in the prices of consumers’ goods as they too,
deluded by the illusory gains which their business accounts show, are ready to
consume more. The general upswing in prices spreads optimism. If only the
prices of producers’ goods had risen and those of consumers’ goods had not
been affected, the entrepreneurs would have become embarrassed. They
would have had doubts concerning the soundness of their plans, as the rise in
costs of production would have upset their calculations. But they are reassured
by the fact that the demand for consumers’ goods is intensified and makes it
possible to expand sales in spite of rising prices. Thus they are confident that
production will pay, notwithstanding the higher costs it involves. They are re-
solved to go on.

Of course, in order to continue production on the enlarged scale
brought about by the expansion of credit, all entrepreneurs, those who
did expand their activities no less than those who produce only
within the limits in which they produced previously, need additional
funds as the costs of production are now higher. If the credit expan-
sion consists merely in a single, not repeated injection of a definite
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amount of fiduciary media into the loan market and then ceases altogether,
the boom must very soon stop. The entrepreneurs cannot procure the funds
they need for the further conduct of their ventures. The gross market rate
of interest rises because the increased demand for loans is not counter-
poised by a corresponding increase in the quantity of money available for
lending. Commodity prices drop because some entrepreneurs are selling in-
ventories and others abstain from buying. The size of business activities
shrinks again. The boom ends because the forces which brought it about
are no longer in operation. The additional quantity of circulation credit has
exhausted its operation upon prices and wage rates. Prices, wage rates, and
the various individuals’ cash holdings are adjusted to the new money rela-
tion; they move toward the final state which corresponds to this money re-
lation, without being disturbed by further injections of additional fiduciary
media. The rate of originary interest which is coordinated to this new struc-
ture of the market acts with full momentum upon the gross market rate of
interest. The gross market rate is no longer subject to disturbing influences
exercised by cash-induced changes in the supply of money (in the broader
sense).

The main deficiency of all attempts to explain the boom—viz., the
general tendency to expand production and of all prices to rise—without
reference to changes in the supply of money or fiduciary media, is to be
seen in the fact that they disregard this circumstance. A general rise in
prices can only occur if there is either a drop in the supply of all com-
modities or an increase in the supply of money (in the broader sense).
Let us, for the sake of argument, admit for the moment that the state-
ments of these nonmonetary explanations of the boom and the trade
cycle are correct. Prices advance and business activities expand although
no increase in the supply of money has occurred. Then very soon a ten-
dency toward a drop in prices must arise, the demand for loans must in-
crease, the gross market rates of interest must rise, and the short-lived
boom comes to an end. In fact, every nonmonetary trade-cycle doctrine
tacitly assumes—or ought logically to assume—that credit expansion is an
attendant phenomenon of the boom.6 It cannot help admitting that in the
absence of such a credit expansion no boom could emerge and that the
increase in the supply of money (in the broader sense) is a necessary con-
dition of the general upward movement of prices. Thus on close inspec-
tion the statements of the nonmonetary explanations of cyclical fluctua-
tions shrink to the assertion that credit expansion, while an indispensable
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requisite of the boom, is in itself alone not sufficient to bring it about and that
some further conditions are required for its appearance.

Yet, even in this restricted sense, the teachings of the nonmonetary doc-
trines are vain. It is evident that every expansion of credit must bring about
the boom as described above. The boom-creating tendency of credit ex-
pansion can fail to come only if another factor simultaneously counterbal-
ances its growth. If, for instance, while the banks expand credit, it is ex-
pected that the government will completely tax away the businessmen’s
“excess” profits or that it will stop the further progress of credit expansion
as soon as “pump-priming” will have resulted in rising prices, no boom can
develop. The entrepreneurs will abstain from expanding their ventures with
the aid of the cheap credits offered by the banks because they cannot ex-
pect to increase their gains. It is necessary to mention this fact because it
explains the failure of the New Deal’s pump-priming measures and other
events of the ’thirties.

The boom can last only as long as the credit expansion progresses at an ever-
accelerated pace. The boom comes to an end as soon as additional quantities
of fiduciary media are no longer thrown upon the loan market. But it could
not last forever even if inflation and credit expansion were to go on endlessly.
It would then encounter the barriers which prevent the boundless expansion
of circulation credit. It would lead to the crack-up boom and the breakdown
of the whole monetary system.

The essence of monetary theory is the cognition that cash-induced
changes in the money relation affect the various prices, wage rates, and
interest rates neither at the same time nor to the same extent. If this un-
evenness were absent, money would be neutral; changes in the money re-
lation would not affect the structure of business, the size and direction of
production in the various branches of industry, consumption, and the
wealth and income of the various strata of the population. Then the gross
market rate of interest too would not be affected—either temporarily or
lastingly—by changes in the sphere of money and circulation credit.
The fact that such changes can modify the rate of originary interest is
caused by the changes which this unevenness brings about in the wealth
and income of various individuals. The fact that, apart from these changes
in the rate of originary interest, the gross market rate is temporarily af-
fected is in itself a manifestation of this unevenness. If the additional
quantity of money enters the economic system in such a way as to reach
the loan market only at a date at which it has already made commodity
prices and wage rates rise, these immediate temporary effects upon the
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gross market rate of interest will be either slight or entirely absent. The
gross market rate of interest is the more violently affected, the sooner the
inflowing additional supply of money or fiduciary media reaches the loan
market.

When under the conditions of credit expansion the whole amount of the
additional money-substitutes is lent to business, production is expanded.
The entrepreneurs embark either upon lateral expansion of production
(viz., the expansion of production without lengthening the period of pro-
duction in the individual industry) or upon longitudinal expansion (viz.,
the lengthening of the period of production). In either case, the additional
plants require the investment of additional factors of production. But the
amount of capital goods available for investment has not increased. Neither
does credit expansion bring about a tendency toward a restriction of con-
sumption. It is true, as has been pointed out above in dealing with forced
saving, that in the further progress of the expansion a part of the popula-
tion will be compelled to restrict its consumption. But it depends on the
particular conditions of each instance of credit expansion whether this
forced saving of some groups of the people will overcompensate the in-
crease in consumption on the part of other groups and will thus result in a
net increase in the total amount of saving in the whole market system. At
any rate, the immediate consequence of credit expansion is a rise in con-
sumption on the part of those wage earners whose wages have risen on ac-
count of the intensified demand for labor displayed by the expanding en-
trepreneurs. Let us for the sake of argument assume that the increased
consumption of these wage earners favored by the inflation and the forced
saving of other groups prejudiced by the inflation are equal in amount and
that no change in the total amount of consumption has occurred. Then the
situation is this: Production has been altered in such a way that the length
of waiting time has been extended. But the demand for consumers’ goods
has not dropped so as to make the available supply last for a longer period.
Of course, this fact results in a rise in the prices of consumers’ goods and
thus brings about the tendency toward forced saving. However, this rise in
the prices of consumers’ goods strengthens the tendency of business to ex-
pand. The entrepreneurs draw from the fact that demand and prices are ris-
ing the inference that it will pay to invest and to produce more. They go
on and their intensified activities bring about a further rise in the prices of
producers’ goods, in wage rates, and thereby again in the prices of con-
sumers’ goods. Business booms as long as the banks are expanding credit
more and more.
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On the eve of the credit expansion all those production processes were in
operation which, under the given state of the market data, were deemed
profitable. The system was moving toward a state in which all those eager to
earn wages would be employed and all nonconvertible factors of production
would be employed to the extent that the demand of the consumers and the
available supply of nonspecific material factors and of labor would permit. A
further expansion of production is possible only if the amount of capital goods
is increased by additional saving, i.e., by surpluses produced and not con-
sumed. The characteristic mark of the credit-expansion boom is that such ad-
ditional capital goods have not been made available. The capital goods re-
quired for the expansion of business activities must be withdrawn from other
lines of production.

We may call p the total supply of capital goods available on the eve of the
credit expansion, and g the total amount of consumers’ goods which these p
could, over a definite period of time, make available for consumption without
prejudice to further production. Now the entrepreneurs, enticed by credit ex-
pansion, embark upon the production of an additional quantity of g3 of goods
of the same kind which they already used to produce, and of a quantity of g4

of goods of a kind not produced by them before. For the production of g3 a sup-
ply of p3 of capital goods is needed, and for the production of g4 a supply of p4.
But as, according to our assumptions, the amount of capital goods available
has remained unaltered, the quantities p3 and p4 are lacking. It is precisely this
fact that distinguishes the “artificial” boom created by credit expansion from
a “normal” expansion of production which only the addition of p3 and p4 to p
can bring about.

Let us call r that amount of capital goods which, out of the gross pro-
ceeds of production over a definite period of time, must be reinvested for
the replacement of those parts of p used up in the process of production.
If r is employed for such replacement, one will be in a position to turn out
g again in the following period of time; if r is withheld from this employ-
ment, p will be reduced by r, and p � r will turn out in the following pe-
riod of time only g � a. We may further assume that the economic system
affected by credit expansion is a progressing system. It produced “nor-
mally,” as it were, in the period of time preceding the credit expansion a
surplus of capital goods p1 � p2. If no credit expansion had intervened, p1

would have been employed for the production of an additional quantity
of g1 of the kind of goods produced previously, and p2 for the production
of the supply of g2 of a kind of goods not produced before. The total
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amount of capital goods which are at the entrepreneurs’ disposal and with re-
gard to which they are free to make plans is r � p1 � p2. However, deluded
by the cheap money, they act as if r � p1 � p2 � p3 � p4 were available and
as if they were in a position to produce not only g � g1 � g2, but beyond this
also g3 � g4. They outbid one another in competing for a share of a supply of
capital goods which is insufficient for the realization of their overambitious
plans.

The ensuing boom in the prices of producers’ goods may at the beginning
outrun the rise in the prices of consumer’s goods. It may thus bring about a ten-
dency toward a fall in the originary rate of interest. But with further progress
of the expansionist movement the rise in the prices of the consumers’ goods
will outstrip the rise in the prices of producers’ goods. The rise in wages and
salaries and the additional gains of the capitalists, entrepreneurs, and farmers,
although a great part of them is merely apparent, intensify the demand for
consumers’ goods. There is no need to enter into a scrutiny of the assertion of
the advocates of credit expansion that the boom can, by means of forced sav-
ing, really increase the total supply of consumers’ goods. At any rate, it is cer-
tain that the intensified demand for consumers’ goods affects the market at a
time when the additional investments are not yet in a position to turn out their
products. The gulf between the prices of present goods and those of future
goods widens again. A tendency toward a rise in the rate of originary interest
is substituted for the tendency toward the opposite which may have come into
operation at the earlier stages of the expansion.

This tendency toward a rise in the rate of originary interest and the
emergence of a positive price premium explain some characteristics of the
boom. The banks are faced with an increased demand for loans and ad-
vances on the part of business. The entrepreneurs are prepared to borrow
money at higher gross rates of interest. They go on borrowing in spite of
the fact that banks charge more interest. Arithmetically, the gross rates of
interest are rising above their height on the eve of the expansion. None-
theless, they lag catallactically behind the height at which they would
cover originary interest plus entrepreneurial component and price pre-
mium. The banks believe that they have done all that is needed to stop
“unsound” speculation when they lend on more onerous terms. They
think that those critics who blame them for fanning the flames of the
boom-frenzy of the market are wrong. They fail to see that in injecting
more and more fiduciary media into the market they are in fact kindling
the boom. It is the continuous increase in the supply of the fiduciary me-
dia that produces, feeds, and accelerates the boom. The state of the gross
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market rates of interest is only an outgrowth of this increase. If one wants to
know whether or not there is credit expansion, one must look at the state of the
supply of fiduciary media, not at the arithmetical state of interest rates.

It is customary to describe the boom as overinvestment. However, addi-
tional investment is only possible to the extent that there is an additional
supply of capital goods available. As, apart from forced saving, the boom it-
self does not result in a restriction but rather in an increase in consumption,
it does not procure more capital goods for new investment. The essence of
the credit-expansion boom is not overinvestment, but investment in wrong
lines, i.e., malinvestment. The entrepreneurs employ the available supply of
r � p1 � p2 as if they were in a position to employ a supply of r � p1 � p2

� p3 � p4. They embark upon an expansion of investment on a scale for
which the capital goods available do not suffice. Their projects are unrealiz-
able on account of the insufficient supply of capital goods. They must fail
sooner or later. The unavoidable end of the credit expansion makes the faults
committed visible. There are plants which cannot be utilized because the
plants needed for the production of the complementary factors of production
are lacking; plants the products of which cannot be sold because the con-
sumers are more intent upon purchasing other goods which, however, are
not produced in sufficient quantities; plants the construction of which
cannot be continued and finished because it has become obvious that they
will not pay.

The erroneous belief that the essential feature of the boom is overin-
vestment and not malinvestment is due to the habit of judging conditions
merely according to what is perceptible and tangible. The observer no-
tices only the malinvestments which are visible and fails to recognize
that these establishments are malinvestments only because of the fact that
other plants—those required for the production of the complementary
factors of production and those required for the production of consumers’
goods more urgently demanded by the public—are lacking. Technologi-
cal conditions make it necessary to start an expansion of production by
expanding first the size of the plants producing the goods of those orders
which are farthest removed from the finished consumers’ goods. In order
to expand the production of shoes, clothes, motorcars, furniture, houses,
one must begin with increasing the production of iron, steel, copper, and
other such goods. In employing the supply of r � p1 � p2 which would
suffice for the production of a � g1 � g2 as if it were r � p1 � p2 � p3

� p4 and would suffice for the production of a � g1 � g2 � g3 �
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g4, one must first engage in increasing the output of those products and
structures which for physical reasons are first required. The whole entre-
preneurial class is, as it were, in the position of a master-builder whose task
it is to erect a building out of a limited supply of building materials. If this
man overestimates the quantity of the available supply, he drafts a plan for
the execution of which the means at his disposal are not sufficient. He
oversizes the groundwork and the foundations and only discovers later in
the progress of the construction that he lacks the material needed for the
completion of the structure. It is obvious that our master-builder’s fault was
not overinvestment, but an inappropriate employment of the means at his
disposal.

It is no less erroneous to believe that the events which resulted in the
crisis amounted to an undue conversion of “circulating” capital into
“fixed” capital. The individual entrepreneur, when faced with the credit
stringency of the crisis, is right in regretting that he has expended too
much for an expansion of his plant and for the purchase of durable equip-
ment; he would have been in a better situation if the funds used for these
purposes were still at his disposal for the current conduct of business.
However, raw materials, primary commodities, half-finished manufactures
and foodstuffs are not lacking at the turning point at which the upswing
turns into the depression. On the contrary, the crisis is precisely charac-
terized by the fact that these goods are offered in such quantities as to
make their prices drop sharply.

The foregoing statements explain why an expansion in the production
facilities and the production of the heavy industries, and in the produc-
tion of durable producers’ goods, is the most conspicuous mark of the
boom. The editors of the financial and commercial chronicles were right
when—for more than a hundred years—they looked upon production
figures of these industries as well as of the construction trades as an in-
dex of business fluctuations. They were only mistaken in referring to an
alleged overinvestment.

Of course, the boom affects also the consumers’ goods industries. They too
invest more and expand their production capacity. However, the new plants
and the new annexes added to the already existing plants are not always those
for the products of which the demand of the public is most intense. They
may well have agreed with the whole plan aiming at the production of r � g1
� g2 � g3 � g4. The failure of this oversized plan discloses their inappropri-
ateness.

A sharp rise in commodity prices is not always an attending phe-
nomenon of the boom. The increase of the quantity of fiduciary
media certainly always has the potential effect of making prices rise.
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But it may happen that at the same time forces operating in the opposite
direction are strong enough to keep the rise in prices within narrow limits or
even to remove it entirely. The historical period in which the smooth working
of the market economy was again and again interrupted through expansionist
ventures was an epoch of continuous economic progress. The steady advance
in the accumulation of new capital made technological improvement pos-
sible. Output per unit of input was increased and business filled the markets
with increasing quantities of cheap goods. If the synchronous increase in the
supply of money (in the broader sense) had been less plentiful than it really
was, a tendency toward a drop in the prices of all commodities would have
taken effect. As an actual historical event credit expansion was always embed-
ded in an environment in which powerful factors were counteracting its
tendency to raise prices. As a rule the resultant of the clash of opposite forces
was a preponderance of those producing a rise in prices. But there were some
exceptional instances too in which the upward movement of prices was only
slight. The most remarkable example was provided by the American boom of
1926 –29.7

The essential features of a credit expansion are not affected by such a
particular constellation of the market data. What induces an entrepre-
neur to embark upon definite projects is neither high prices nor low
prices as such, but a discrepancy between the costs of production, inclu-
sive of interest on the capital required, and the anticipated prices of the
products. A lowering of the gross market rate of interest as brought about
by credit expansion always has the effect of making some projects appear
profitable which did not appear so before. It actuates business to employ
r � p1 � p2 as if it were r � p1 � p2 � p3 � p4. It necessarily brings
about a structure of investment and production activities which is at vari-
ance with the real supply of capital goods and must finally collapse. That
sometimes the price changes involved are laid against a background of a
general tendency toward a rise in purchasing power and do not convert
this tendency into its manifest opposite but only into something which
may by and large be called price stability, modifies merely some acces-
sories of the process.

However conditions may be, it is certain that no manipulations of the banks
can provide the economic system with capital goods. What is needed for a
sound expansion of production is additional capital goods, not money or
fiduciary media. The credit expansion boom is built on the sands of banknotes
and deposits. It must collapse.

The breakdown appears as soon as the banks become frightened
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by the accelerated pace of the boom and begin to abstain from further ex-
pansion of credit. The boom could continue only as long as the banks were
ready to grant freely all those credits which business needed for the execu-
tion of its excessive projects, utterly disagreeing with the real state of the
supply of factors of production and the valuations of the consumers. These
illusory plans, suggested by the falsification of business calculation as
brought about by the cheap money policy, can be pushed forward only if
new credits can be obtained at gross market rates which are artificially low-
ered below the height they would reach at an unhampered loan market. It
is this margin that gives them the deceptive appearance of profitability. The
change in the banks’ conduct does not create the crisis. It merely makes vis-
ible the havoc spread by the faults which business has committed in the
boom period.

Neither could the boom last endlessly if the banks were to cling stubbornly
to their expansionist policies. Any attempt to substitute additional fiduciary
media for nonexisting capital goods (namely, the quantities p3 and p4) is
doomed to failure. If the credit expansion is not stopped in time, the boom
turns into the crack-up boom; the flight into real values begins, and the whole
monetary system founders. However, as a rule, the banks in the past have not
pushed things to extremes. They have become alarmed at a date when the
final catastrophe was still far away.8

As soon as the afflux of additional fiduciary media comes to an end, the airy
castle of the boom collapses. The entrepreneurs must restrict their activities
because they lack the funds for their continuation on the exaggerated scale.
Prices drop suddenly because these distressed firms try to obtain cash by
throwing inventories on the market dirt cheap. Factories are closed, the con-
tinuation of construction projects in progress is halted, workers are discharged.
As on the one hand many firms badly need money in order to avoid bank-
ruptcy, and on the other hand no firm any longer enjoys confidence, the
entrepreneurial component in the gross market rate of interest jumps to an
excessive height.
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Accidental institutional and psychological circumstances generally turn the
outbreak of the crisis into a panic. The description of these awful events can
be left to the historians. It is not the task of catallactic theory to depict in de-
tail the calamities of panicky days and weeks and to dwell upon their some-
times grotesque aspects. Economics is not interested in what is accidental and
conditioned by the individual historical circumstances of each instance. Its
aim is, on the contrary, to distinguish what is essential and necessary from
what is merely adventitious. It is not interested in the psychological aspects of
the panic, but only in the fact that a credit-expansion boom must unavoidably
lead to a process which everyday speech calls the depression. It must realize
that the depression is in fact the process of readjustment, of putting produc-
tion activities anew in agreement with the given state of the market data: the
available supply of factors of production, the valuations of the consumers, and
particularly also the state of originary interest as manifested in the public’s
valuations.

These data, however, are no longer identical with those that prevailed on
the eve of the expansionist process. A good many things have changed.
Forced saving and, to an even greater extent, regular voluntary saving may
have provided new capital goods which were not totally squandered
through malinvestment and overconsumption as induced by the boom.
Changes in the wealth and income of various individuals and groups of
individuals have been brought about by the unevenness inherent in every
inflationary movement. Apart from any causal relation to the credit expan-
sion, population may have changed with regard to figures and the charac-
teristics of the individuals comprising them; technological knowledge may
have advanced, demand for certain goods may have been altered. The final
state to the establishment of which the market tends is no longer the same
toward which it tended before the disturbances created by the credit
expansion.

Some of the investments made in the boom period appear, when ap-
praised with the sober judgment of the readjustment period, no longer
dimmed by the illusions of the upswing, as absolutely hopeless failures.
They must simply be abandoned because the current means required for
their further exploitation cannot be recovered in selling their products;
this “circulating” capital is more urgently needed in other branches of
want-satisfaction; the proof is that it can be employed in a more profitable
way in other fields. Other malinvestments offer somewhat more favorable
chances. It is, of course, true that one would not have embarked upon
putting capital goods into them if one had correctly calculated. The in-
convertible investments made on their behalf are certainly wasted. But as
they are inconvertible, a fait accompli, they present further action with
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a new problem. If the proceeds which the sale of their products promises
are expected to exceed the costs of current operation, it is profitable to
carry on. Although the prices which the buying public is prepared to al-
low for their products are not high enough to make the whole of the in-
convertible investment profitable, they are sufficient to make a fraction,
however small, of the investment profitable. The rest of the investment
must be considered as expenditure without any offset, as capital squan-
dered and lost.

If one looks at this outcome from the point of view of the consumers, the re-
sult is, of course, the same. The consumers would be better off if the illusions
created by the easy-money policy had not enticed the entrepreneurs to waste
scarce capital goods by investing them for the satisfaction of less urgent needs
and thereby withholding them from lines of production in which they would
have satisfied more urgent needs. But as things are now, they cannot but put
up with what is irrevocable. They must for the time being renounce certain
amenities which they could have enjoyed if the boom had not engendered
malinvestment. But, on the other hand, they can find partial compensation in
the fact that some enjoyments are now available to them which would have
been beyond their reach if the smooth course of economic activities had not
been disturbed by the orgies of the boom. It is slight compensation only, as
their demand for those other things which they do not get because of inap-
propriate employment of capital goods is more intense than their demand for
these “substitutes,” as it were. But it is the only choice left to them as condi-
tions and data are now.

The final outcome of the credit expansion is general impoverishment.
Some people may have increased their wealth; they did not let their rea-
soning be obfuscated by the mass hysteria, and took advantage in time of
the opportunities offered by the mobility of the individual investor. Other
individuals and groups of individuals may have been favored, without any
initiative of their own, by the mere time lag between the rise in the prices
of the goods they sell and those they buy. But the immense majority must
foot the bill for the malinvestments and the overconsumption of the boom
episode.

One must guard oneself against a misinterpretation of this term impover-
ishment. It does not necessarily mean impoverishment when compared with
the conditions that prevailed on the eve of the credit expansion. Whether or
not an impoverishment in this sense takes place depends on the particular
data of each case; it cannot be predicated apodictically by catallactics. What
catallactics has in mind when asserting that impoverishment is an unavoid-
able outgrowth of credit expansion is impoverishment as compared with
the state of affairs which would have developed in the absence of credit
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expansion and the boom. The characteristic mark of economic history under
capitalism is unceasing economic progress, a steady increase in the quantity
of capital goods available, and a continuous trend toward an improvement in
the general standard of living. The pace of this progress is so rapid that, in the
course of a boom period, it may well outstrip the synchronous losses caused by
malinvestment and overconsumption. Then the economic system as a whole
is more prosperous at the end of the boom than it was at its very beginning; it
appears impoverished only when compared with the potentialities which ex-
isted for a still better state of satisfaction.

The Alleged Absence of Depressions 
Under Totalitarian Management

Many socialist authors emphasize that the recurrence of economic crises
and business depressions is a phenomenon inherent in the capitalist mode
of production. On the other hand, they say, a socialist system is safe against
this evil.

As has already become obvious and will be shown later again, the cyclical
fluctuations of business are not an occurrence originating in the sphere of the
unhampered market, but a product of government interference with business
conditions designed to lower the rate of interest below the height at which the
free market would have fixed it.9 At this point we have only to deal with the al-
leged stability as secured by socialist planning.

It is essential to realize that what makes the economic crisis emerge is the
democratic process of the market. The consumers disapprove of the employ-
ment of the factors of production as effected by the entrepreneurs. They man-
ifest their disapprobation by their conduct in buying and abstention from buy-
ing. The entrepreneurs, misled by the illusions of the artificially lowered gross
market rate of interest, have failed to invest in those lines in which the most
urgent needs of the public would have been satisfied in the best possible way.
As soon as the credit expansion comes to an end, these faults become mani-
fest. The attitudes of the consumers force the businessmen to adjust their ac-
tivities anew to the best possible want-satisfaction. It is this process of liquida-
tion of the faults committed in the boom and of readjustment to the wishes of
the consumers which is called the depression.

But in a socialist economy it is only the government’s value judg-
ments that count, and the people are deprived of any means of making
their own value judgments prevail. A dictator does not bother about
whether or not the masses approve of his decision concerning how
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much to devote for current consumption and how much for additional in-
vestment. If the dictator invests more and thus curtails the means available for
current consumption, the people must eat less and hold their tongues. No cri-
sis emerges because the subjects have no opportunity to utter their dissatisfac-
tion. Where there is no business at all, business can be neither good nor bad.
There may be starvation and famine, but no depression in the sense in which
this term is used in dealing with the problems of a market economy. Where
the individuals are not free to choose, they cannot protest against the methods
applied by those directing the course of production activities.

7 The Gross Market Rate of Interest as Affected 
by Deflation and Credit Contraction

We assume that in the course of a deflationary process the whole amount by
which the supply of money (in the broader sense) is reduced is taken from the
loan market. Then the loan market and the gross market rate of interest are af-
fected at the very beginning of the process, at a moment at which the prices of
commodities and services are not yet altered by the change going on in the
money relation. We may, for instance, posit that a government aiming at
deflation floats a loan and destroys the paper money borrowed. Such a proce-
dure has been, in the last two hundred years, adopted again and again. The
idea was to raise, after a prolonged period of inflationary policy, the national
monetary unit to its previous metallic parity. Of course, in most cases the de-
flationary projects were soon abandoned as their execution encountered in-
creasing opposition and, moreover, heavily burdened the treasury. Or we may
assume that the banks, frightened by their adverse experience in the crisis
brought about by credit expansion, are intent upon increasing the reserves
held against their liabilities and therefore restrict the amount of circulation
credit. A third possibility would be that the crisis has resulted in the bank-
ruptcy of banks which granted circulation credit and that the annihilation of
the fiduciary media issued by these banks reduces the supply of credit on the
loan market.

In all these cases a temporary tendency toward a rise in the gross market
rate of interest ensues. Projects which would have appeared profitable before
appear so no longer. A tendency develops toward a fall in the prices of factors
of production and later toward a fall in the prices of consumers’ goods also.
Business becomes slack. The deadlock ceases only when prices and wage
rates are by and large adjusted to the new money relation. Then the loan mar-
ket too adapts itself to the new state of affairs, and the gross market rate of in-
terest is no longer disarranged by a shortage of money offered for advances.
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Thus a cash-induced rise in the gross market rate of interest produces a
temporary stagnation of business. Deflation and credit contraction no less
than inflation and credit expansion are elements disarranging the smooth
course of economic activities. However, it is a blunder to look upon
deflation and contraction as if they were simply counterparts of inflation
and expansion.

Expansion produces first the illusory appearance of prosperity. It is ex-
tremely popular because it seems to make the majority, even everybody, more
affluent. It has an enticing quality. A special moral effort is needed to stop it.
On the other hand, contraction immediately produces conditions which
everybody is ready to condemn as evil. Its unpopularity is even greater than the
popularity of expansion. It creates violent opposition. Very soon the political
forces fighting it become irresistible.

Fiat money inflation and cheap loans to the government convey addi-
tional funds to the treasury; deflation depletes the treasury’s vaults. Credit
expansion is a boon for the banks, contraction is a forfeiture. There is a
temptation in inflation and expansion and a repellent in deflation and
contraction.

But the dissimilarity between the two opposite modes of money and
credit manipulation not only consists in the fact that while one of them
is popular the other is universally loathed. Deflation and contraction are
less likely to spread havoc than inflation and expansion not merely
because they are only rarely resorted to. They are less disastrous also on
account of their inherent effects. Expansion squanders scarce factors of
production by malinvestment and overconsumption. If it once comes to
an end, a tedious process of recovery is needed in order to wipe out the
impoverishment it has left behind. But contraction produces neither mal-
investment nor overconsumption. The temporary restriction in business
activities that it engenders may by and large be offset by the drop in
consumption on the part of the discharged wage earners and the owners
of the material factors of production the sales of which drop. No pro-
tracted scars are left. When the contraction comes to an end, the process
of readjustment does not need to make good for losses caused by capital
consumption.

Deflation and credit restriction never played a noticeable role in
economic history. The outstanding examples were provided by Great
Britain’s return, both after the wartime inflation of the Napoleonic
wars and after that of the first World War, to the prewar gold parity
of the sterling. In each case Parliament and Cabinet adopted the
deflationist policy without having weighed the pros and cons of the
two methods open for a return to the gold standard. In the second
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decade of the nineteenth century they could be exonerated, as at that time
monetary theory had not yet clarified the problems involved. More than a
hundred years later it was simply a display of inexcusable ignorance of eco-
nomics as well as of monetary history.10

Ignorance manifests itself also in the confusion of deflation and contraction
and of the process of readjustment into which every expansionist boom must
lead. It depends on the institutional structure of the credit system which cre-
ated the boom whether or not the crisis brings about a restriction in the
amount of fiduciary media. Such a restriction may occur when the crisis re-
sults in the bankruptcy of banks granting circulation credit and the falling off
is not counterpoised by a corresponding expansion on the part of the remain-
ing banks. But it is not necessarily an attendant phenomenon of the depres-
sion; it is beyond doubt that it has not appeared in the last eighty years in Eu-
rope and that the extent to which it occurred in the United States under the
Federal Reserve Act of 1913 has been grossly exaggerated. The dearth of credit
which marks the crisis is caused not by contraction but by the abstention from
further credit expansion. It hurts all enterprises—not only those which are
doomed at any rate, but no less those whose business is sound and could flour-
ish if appropriate credit were available. As the outstanding debts are not paid
back, the banks lack the means to grant credits even to the most solid firms.
The crisis becomes general and forces all branches of business and all firms to
restrict the scope of their activities. But there is no means of avoiding these sec-
ondary consequences of the preceding boom.

As soon as the depression appears, there is a general lament over
deflation and people clamor for a continuation of the expansionist policy.
Now, it is true that even with no restrictions in the supply of money proper
and fiduciary media available, the depression brings about a cash-induced
tendency toward an increase in the purchasing power of the monetary unit.
Every firm is intent upon increasing its cash holdings, and these endeavors
affect the ratio between the supply of money (in the broader sense) and the
demand for money (in the broader sense) for cash holding. This may be
properly called deflation. But it is a serious blunder to believe that the fall
in commodity prices is caused by this striving after greater cash holding.
The causation is the other way around. Prices of the factors of produc-
tion—both material and human—have reached an excessive height in the
boom period. They must come down before business can become
profitable again. The entrepreneurs enlarge their cash holding because they
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abstain from buying goods and hiring workers as long as the structure of prices
and wages is not adjusted to the real state of the market data. Thus any attempt
of the government or the labor unions to prevent or to delay this adjustment
merely prolongs the stagnation.

Even economists often failed to comprehend this concatenation. They
argued thus: The structure of prices as it developed in the boom was a
product of the expansionist pressure. If the further increase in fiduciary
media comes to an end, the upward movement of prices and wages must
stop. But, if there were no deflation, no drop in prices and wage rates
could result.

This reasoning would be correct if the inflationary pressure had not af-
fected the loan market before it had exhausted its direct effects upon com-
modity prices. Let us assume that a government of an isolated country issues
additional paper money in order to pay doles to the citizens of moderate in-
come. The rise in commodity prices thus brought about would disarrange
production; it would tend to shift production from the consumers’ goods
regularly bought by the nonsubsidized groups of the nation to those which
the subsidized groups are demanding. If the policy of subsidizing some
groups in this way is later abandoned, the prices of the goods demanded by
those formerly subsidized will drop and the prices of the goods demanded
by those formerly nonsubsidized will rise more sharply. But there will be no
tendency of the monetary unit’s purchasing power to return to the state of
the pre-inflation period. The structure of prices will be lastingly affected by
the inflationary venture if the government does not withdraw from the mar-
ket the additional quantity of paper money it has injected in the shape of
subsidies.

Conditions are different under a credit expansion which first affects the
loan market. In this case the inflationary effects are multiplied by the con-
sequences of capital malinvestment and overconsumption. Overbidding
one another in the struggle for a greater share in the limited supply of
capital goods and labor, the entrepreneurs push prices to a height at
which they can remain only as long as the credit expansion goes on at an
accelerated pace. A sharp drop in the prices of all commodities and ser-
vices is unavoidable as soon as the further inflow of additional fiduciary
media stops.

While the boom is in progress, there prevails a general tendency to
buy as much as one can buy because a further rise in prices is an-
ticipated. In the depression, on the other hand, people abstain from
buying because they expect that prices will continue to drop. The re-
covery and the return to “normalcy” can only begin when prices and
wage rates are so low that a sufficient number of people assume
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that they will not drop still more. Therefore the only means to shorten the pe-
riod of bad business is to avoid any attempts to delay or to check the fall in
prices and wage rates.

Only when the recovery begins to take shape does the change in the money
relation, as effected by the increase in the quantity of fiduciary media, begin
to manifest itself in the structure of prices.

The Difference Between Credit Expansion and Simple Inflation

In dealing with the consequences of credit expansion we assumed that the to-
tal amount of additional fiduciary media enters the market system via the loan
market as advances to business. All that has been predicated with regard to the
effects of credit expansion refers to this condition.

There are, however, instances in which the legal and technical methods of
credit expansion are used for a procedure catallactically utterly different from
genuine credit expansion. Political and institutional convenience sometimes
makes it expedient for a government to take advantage of the facilities of bank-
ing as a substitute for issuing government fiat money. The treasury borrows
from the bank, and the bank provides the funds needed by issuing additional
banknotes or crediting the government on a deposit account. Legally the bank
becomes the treasury’s creditor. In fact the whole transaction amounts to fiat
money inflation. The additional fiduciary media enter the market by way of
the treasury as payment for various items of government expenditure. It is this
additional government demand that incites business to expand its activities.
The issuance of these newly created fiat money sums does not directly inter-
fere with the gross market rate of interest, whatever the rate of interest may be
which the government pays to the bank. They affect the loan market and the
gross market rate of interest, apart from the emergence of a positive price pre-
mium, only if a part of them reaches the loan market at a time at which their
effects upon commodity prices and wage rates have not yet been consum-
mated.

Such were, for example, the conditions in the United States in the second
World War. Apart from the credit expansion policy, which the Administra-
tion had already adopted before the outbreak of the war, the government bor-
rowed heavily from the commercial banks. This was technically credit ex-
pansion; essentially it was a substitute for the issuance of greenbacks. Even
more complicated techniques were resorted to in other countries. Thus, for
instance, the German Reich in the first World War sold bonds to the public.
The Reichsbank financed these purchases by lending the greater part of the
funds needed to the buyers against the same bonds as collateral. Apart from
the fraction which the buyer contributed from his own funds, the role that
the Bank and the public played in the whole transaction was merely formal.
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Virtually, the additional banknotes were inconvertible paper money.
It is important to pay heed to these facts in order not to confuse the conse-

quences of credit expansion proper and those of government-made fiat money
inflation.

8 The Monetary or Circulation Credit 
Theory of the Trade Cycle

The theory of the cyclical fluctuations of business as elaborated by the British
Currency School was in two respects unsatisfactory.

First it failed to recognize that circulation credit can be granted not only by
the issue of banknotes in excess of the banks’ holding of cash reserves, but also
by creating bank deposits subject to check in excess of such reserves (check-
book money, deposit currency). Consequently it did not realize that deposits
payable on demand can also be used as a device of credit expansion. This er-
ror is of little weight, as it can be easily amended. It is enough to stress the
point that all that refers to credit expansion is valid for all varieties of credit ex-
pansion no matter whether the additional fiduciary media are banknotes or
deposits. However, the teachings of the Currency School inspired British leg-
islation designed to prevent the return of credit-expansion booms and their
necessary consequence, depressions, at a time when this fundamental defect
was not yet widely enough recognized. Peel’s Act of 1844 and its imitations in
other countries did not attain the ends sought, and this failure shook the pres-
tige of the Currency School. The Banking School triumphed undeservedly.

The second shortcoming of the Currency Theory was more momentous. It
restricted its reasoning to the problem of the external drain. It dealt only with
a particular case, viz., credit expansion in one country only while there is ei-
ther no credit expansion or only credit expansion to a smaller extent in other
areas. This was, by and large, sufficient to explain the British crises of the first
part of the nineteenth century. But it touched only the surface of the problem.
The essential question was not raised at all. Nothing was done to clarify
the consequences of a general expansion of credit not confined to a number
of banks with a restricted clientele. The reciprocal relations between the sup-
ply of money (in the broader sense) and the rate of interest were not analyzed.
The multifarious projects to lower or to abolish interest altogether by means
of a banking reform were haughtily derided as quackery, but not critically dis-
sected and refuted. The naïve presumption of money’s neutrality was tacitly
ratified. Thus a free hand was left to all futile attempts to interpret crises
and business fluctuations by means of the theory of direct exchange. Many
decades passed before the spell was broken.
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The hindrance that the monetary or circulation credit theory had to
overcome was not merely theoretical error but also political bias. Public
opinion is prone to see in interest nothing but a merely institutional ob-
stacle to the expansion of production. It does not realize that the discount
of future goods as against present goods is a necessary and eternal category
of human action and cannot be abolished by bank manipulation. In the
eyes of cranks and demagogues, interest is a product of the sinister machi-
nations of rugged exploiters. The age-old disapprobation of interest has
been fully revived by modern interventionism. It clings to the dogma that
it is one of the foremost duties of good government to lower the rate of
interest as far as possible or to abolish it altogether. All present-day gov-
ernments are fanatically committed to an easy money policy. As has been
mentioned already, the British Government has asserted that credit ex-
pansion has performed “the miracle . . . of turning a stone into bread.”11

A Chairman of the Federal Reserve Bank of New York has declared that
“final freedom from the domestic money market exists for every sovereign
national state where there exists an institution which functions in the
manner of a modern central bank, and whose currency is not convertible
into gold or into some other commodity.”12 Many governments, universi-
ties, and institutes of economic research lavishly subsidize publications
whose main purpose is to praise the blessings of unbridled credit expan-
sion and to slander all opponents as ill-intentioned advocates of the selfish
interests of usurers.

The wavelike movement affecting the economic system, the recur-
rence of periods of boom which are followed by periods of depression,
is the unavoidable outcome of the attempts, repeated again and again, to
lower the gross market rate of interest by means of credit expansion.
There is no means of avoiding the final collapse of a boom brought
about by credit expansion. The alternative is only whether the crisis
should come sooner as the result of a voluntary abandonment of further
credit expansion, or later as a final and total catastrophe of the currency
system involved.

The only objection ever raised against the circulation credit theory
is lame indeed. It has been asserted that the lowering of the gross
market rate of interest below the height it would have reached on an
unhampered loan market may appear not as the outcome of an in-
tentional policy on the part of the banks or the monetary authorities
but as the unintentional effect of their conservatism. Faced with a
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situation which would, when left alone, result in a rise in the market rate, the
banks refrain from altering the interest they charge on advances and thus willy-
nilly tumble into expansion.13 These assertions are unwarranted. But if we are
prepared to admit their correctness for the sake of argument, they do not affect
at all the essence of the monetary explanation of the trade cycle. It is of no con-
cern what the particular conditions are that induce the banks to expand credit
and to underbid the gross market rate of interest which the unhampered mar-
ket would have determined. What counts is solely that the banks and the mon-
etary authorities are guided by the idea that the height of interest rates as the
free loan market determines it is an evil, that it is the objective of a good eco-
nomic policy to lower it, and that credit expansion is an appropriate means of
achieving this end without harm to anybody but parasitic moneylenders. It is
this infatuation that causes them to embark upon ventures which must finally
bring about the slump.

If one takes these facts into consideration one could be tempted to ab-
stain from any discussion of the problems involved in the frame of the
theory of the pure market economy and to relegate it to the analysis of in-
terventionism, the interference of government with the market phenom-
ena. It is beyond doubt that credit expansion is one of the primary issues
of interventionism. Nevertheless the right place for the analysis of the
problems involved is not in the theory of interventionism but in that of
the pure market economy. For the problem we have to deal with is es-
sentially the relation between the supply of money and the rate of inter-
est, a problem of which the consequences of credit expansion are only a
particular instance.

Everything that has been asserted with regard to credit expansion is
equally valid with regard to the effects of any increase in the supply of
money proper as far as this additional supply reaches the loan market at
an early stage of its inflow into the market system. If the additional quan-
tity of money increases the quantity of money offered for loans at a time
when commodity prices and wage rates have not yet been completely ad-
justed to the change in the money relation, the effects are no different
from those of a credit expansion. In analyzing the problem of credit ex-
pansion, catallactics completes the teachings of the theory of money and
of interest. It implicitly demolishes the age-old errors concerning interest
and explodes the fantastic plans to “abolish” interest by means of mone-
tary or credit reform.

What differentiates credit expansion from an increase in the supply

interest, credit expansion, and the trade cycle � 573

13. Machlup (The Stock Market, Credit and Capital Formation, p. 248) calls this conduct of the
banks “passive inflationism.”

20-L3843  12/5/06  8:11 AM  Page 573



of money as it can appear in an economy employing only commodity
money and no fiduciary media at all is conditioned by divergences in the
quantity of the increase and in the temporal sequence of its effects on
the various parts of the market. Even a rapid increase in the production of
the precious metals can never have the range which credit expansion can
attain. The gold standard was an efficacious check upon credit expansion,
as it forced the banks not to exceed certain limits in their expansionist
ventures.14 The gold standard’s own inflationary potentialities were kept
within limits by the vicissitudes of gold mining. Moreover, only a part of
the additional gold immediately increased the supply offered on the loan
market. The greater part acted first upon commodity prices and wage
rates and affected the loan market only at a later stage of the inflationary
process.

However, the continuous increase in the quantity of commodity money
exercised a steady expansionist pressure on the loan market. The gross mar-
ket rate of interest was, in the course of the last centuries, continually subject
to the impact of an inflow of additional money into the loan market. Of
course, this pressure for the last hundred and fifty years in the Anglo-Saxon
countries and for the last hundred years in the countries of the European
continent was far exceeded by the effects of the synchronous development of
circulation credit as granted by the banks apart from their—from time to
time reiterated—straightforward endeavors to lower the gross market rate of
interest by an intensified expansion of credit. Thus three tendencies toward
a lowering of the gross market rate of interest were operating at the same
time and strengthening one another. One was the outgrowth of the steady in-
crease in the quantity of commodity money, the second the outgrowth of a
spontaneous development of fiduciary media in banking operations, the
third the fruit of intentional anti-interest policies sponsored by the authori-
ties and approved by public opinion. It is, of course, impossible to ascertain
in a quantitative way the effect of their joint operation and the contribution
of each of them; an answer to such a question can only be provided by his-
torical understanding.

What catallactic reasoning can show us is merely that a slight al-
though continuous pressure on the gross market rate of interest as
originating from a continuous increase in the quantity of gold, and
also from a slight increase in the quantity of fiduciary media, which
is not overdone and intensified by purposeful easy money policy, can
be counterpoised by the forces of readjustment and accommodation in-
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herent in the market economy. The adaptability of business not purposely sab-
otaged by forces extraneous to the market is powerful enough to offset the ef-
fects which such slight disturbances of the loan market can possibly bring
about.

Statisticians have tried to investigate long waves of business fluctuations
with statistical methods. Such attempts are futile. The history of modern cap-
italism is a record of steady economic progress, again and again interrupted by
feverish booms and their aftermath, depressions. It is generally possible to dis-
cern statistically these recurring oscillations from the general trend toward an
increase in the amount of capital invested and the quantity of products turned
out. It is impossible to discover any rhythmical fluctuation in the general trend
itself.

9 The Market Economy as Affected 
by the Recurrence of the Trade Cycle

The popularity of inflation and credit expansion, the ultimate source of the re-
peated attempts to render people prosperous by credit expansion, and thus the
cause of the cyclical fluctuations of business, manifests itself clearly in the cus-
tomary terminology. The boom is called good business, prosperity, and up-
swing. Its unavoidable aftermath, the readjustment of conditions to the real
data of the market, is called crisis, slump, bad business, depression. People
rebel against the insight that the disturbing element is to be seen in the mal-
investment and the overconsumption of the boom period and that such an
artificially induced boom is doomed. They are looking for the philosophers’
stone to make it last.

It has been pointed out already in what respect we are free to call an im-
provement in the quality and an increase in the quantity of products eco-
nomic progress. If we apply this yardstick to the various phases of the cyclical
fluctuations of business, we must call the boom retrogression and the depres-
sion progress. The boom squanders through malinvestment scarce factors of
production and reduces the stock available through overconsumption; its
alleged blessings are paid for by impoverishment. The depression, on the
other hand, is the way back to a state of affairs in which all factors of produc-
tion are employed for the best possible satisfaction of the most urgent needs of
the consumers.

Desperate attempts have been made to find in the boom some pos-
itive contribution to economic progress. Stress has been laid upon the
role forced saving plays in fostering capital accumulation. The argu-
ment is vain. It has been shown already that it is very questionable
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whether forced saving can ever achieve more than to counterbalance a
part of the capital consumption generated by the boom. If those praising
the allegedly beneficial effects of forced saving were consistent, they
would advocate a fiscal system subsidizing the rich out of taxes collected
from people with modest incomes. The forced saving achieved by this
method would provide a net increase in the amount of capital available
without simultaneously bringing about capital consumption of a much
greater size.

Advocates of credit expansion have furthermore emphasized that some
of the malinvestments made in the boom later become profitable. These
investments, they say, were made too early, i.e., at a date when the state
of the supply of capital goods and the valuations of the consumers did
not yet allow their construction. However, the havoc caused was not too
bad, as these projects would have been executed anyway at a later date.
It may be admitted that this description is adequate with regard to some
instances of malinvestment induced by a boom. But nobody would dare
to assert that the statement is correct with regard to all projects whose ex-
ecution has been encouraged by the illusions created by the easy money
policy. However this may be, it cannot influence the consequences of the
boom and cannot undo or deaden the ensuing depression. The effects of
the malinvestment appear without regard to whether or not these malin-
vestments will appear as sound investments at a later time under changed
conditions. When, in 1845, a railroad was constructed in England which
would not have been constructed in the absence of credit expansion,
conditions in the following years were not affected by the prospect that
in 1870 or 1880 the capital goods required for its construction would be
available. The gain which later resulted from the fact that the railroad
concerned did not have to be built by a fresh expenditure of capital and
labor, was in 1847 no compensation for the losses incurred by its prema-
ture construction.

The boom produces impoverishment. But still more disastrous are its
moral ravages. It makes people despondent and dispirited. The more opti-
mistic they were under the illusory prosperity of the boom, the greater is
their despair and their feeling of frustration. The individual is always ready
to ascribe his good luck to his own efficiency and to take it as a well-deserved
reward for his talent, application, and probity. But reverses of fortune he al-
ways charges to other people, and most of all to the absurdity of social and
political institutions. He does not blame the authorities for having fostered
the boom. He reviles them for the inevitable collapse. In the opinion of the
public, more inflation and more credit expansion are the only remedy
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against the evils which inflation and credit expansion have brought about.
Here, they say, are plants and farms whose capacity to produce is either

not used at all or not to its full extent. Here are piles of unsalable commodi-
ties and hosts of unemployed workers. But here are also masses of people
who would be lucky if they only could satisfy their wants more amply. All
that is lacking is credit. Additional credit would enable the entrepreneurs to
resume or to expand production. The unemployed would find jobs again
and could buy the products. This reasoning seems plausible. Nonetheless it
is utterly wrong.

If commodities cannot be sold and workers cannot find jobs, the reason
can only be that the prices and wages asked are too high. He who wants to
sell his inventories or his capacity to work must reduce his demand until he
finds a buyer. Such is the law of the market. Such is the device by means of
which the market directs every individual’s activities into those lines in
which they can best contribute to the satisfaction of the wants of the con-
sumers. The malinvestments of the boom have misplaced inconvertible fac-
tors of production in some lines at the expense of other lines in which they
were more urgently needed. There is disproportion in the allocation of non-
convertible factors to the various branches of industry. This disproportion
can be remedied only by the accumulation of new capital and its employ-
ment in those branches in which it is most urgently required. This is a slow
process. While it is in progress, it is impossible to utilize fully the productive
capacity of some plants for which the complementary production facilities
are lacking.

It is vain to object that there is also unused capacity of plants turning out
goods whose specific character is low. The slack in the sale of these goods,
it is said, cannot be explained by disproportionality in the capital equip-
ment of various branches; they can be used and are needed for many dif-
ferent employments. This too is an error. If steel and iron works, copper
mines, and sawmills cannot be operated to their full capacity, the reason
can only be that there are not enough buyers on the market ready to pur-
chase their whole output at prices which cover the costs of their current ex-
ploitation. As the variable costs can merely consist in prices of other prod-
ucts and in wages, and as the same is valid with regard to the prices of these
other products, this always means that wage rates are too high to provide all
those eager to work with jobs and to employ the inconvertible equipment
to the full limits drawn by the requirement that nonspecific capital goods
and labor should not be withdrawn from employments in which they fill
more urgent needs.

interest, credit expansion, and the trade cycle � 577

20-L3843  12/5/06  8:11 AM  Page 577



Out of the collapse of the boom there is only one way back to a state of af-
fairs in which progressive accumulation of capital safeguards a steady im-
provement of material well-being: new saving must accumulate the capital
goods needed for a harmonious equipment of all branches of production with
the capital required. One must provide the capital goods lacking in those
branches which were unduly neglected in the boom. Wage rates must drop;
people must restrict their consumption temporarily until the capital wasted by
malinvestment is restored. Those who dislike these hardships of the readjust-
ment period must abstain in time from credit expansion.

There is no use in interfering by means of a new credit expansion with the
process of readjustment. This would at best only interrupt, disturb, and pro-
long the curative process of the depression, if not bring about a new boom with
all its inevitable consequences.

The process of readjustment, even in the absence of any new credit ex-
pansion, is delayed by the psychological effects of disappointment and frus-
tration. People are slow to free themselves from the self-deception of delusive
prosperity. Businessmen try to continue unprofitable projects; they shut their
eyes to an insight that hurts. The workers delay reducing their claims to the
level required by the state of the market; they want, if possible, to avoid low-
ering their standard of living and changing their occupation and their
dwelling place. People are the more discouraged the greater their optimism
was in the days of the upswing. They have for the moment lost self-confidence
and the spirit of enterprise to such an extent that they even fail to take ad-
vantage of good opportunities. But the worst is that people are incorrigible.
After a few years they embark anew upon credit expansion, and the old story
repeats itself.

The Role Played by Unemployed Factors of Production 
in the First Stages of a Boom

There are in the changing economy always unsold inventories (exceeding
those quantities which for technical reasons must be kept in stock), unem-
ployed workers, and unused capacity of inconvertible production facilities.
The system is moving toward a state in which there will be neither unem-
ployed workers nor surplus inventories.15 But as the appearance of new data
continually diverts the course toward a new goal, the conditions of the evenly
rotating economy are never realized.

The presence of unused capacity of inconvertible investments is an
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outgrowth of errors committed in the past. The assumptions made by the in-
vestors were, as later events proved, not correct; the market asks more inten-
sively for other goods than for those which these plants can turn out. The pil-
ing up of excessive inventories and the catallactic unemployment of workers
are speculative. The owner of the stock refuses to sell at the market price be-
cause he hopes to obtain a higher price at a later date. The unemployed
worker refuses to change his occupation or his residence or to content himself
with lower pay because he hopes to obtain at a later date a job with higher pay
in the place of his residence and in the branch of business he likes best. Both
hesitate to adjust their claims to the present situation of the market because
they wait for a change in the data which will alter conditions to their advan-
tage. Their hesitation is one of the reasons why the system has not yet adjusted
itself to the conditions of the market.

The advocates of credit expansion argue that what is wanted is more
fiduciary media. Then the plants will work at full capacity, the inventories will
be sold at prices their owners consider satisfactory, and the unemployed will
get jobs at wages they consider satisfactory. This very popular doctrine implies
that the rise in prices, brought about by the additional fiduciary media, would
at the same time and to the same extent affect all other commodities and ser-
vices, while the owners of the excessive inventories and the unemployed work-
ers would content themselves with those nominal prices and wages they are
asking—in vain, of course—today. For if this were to happen, the real prices
and the real wage rates obtained by these owners of unsold inventories and
unemployed workers would drop—in proportion to the prices of other com-
modities and services—to the height to which they must drop in order to find
buyers and employers.

The course of the boom is not substantially affected by the fact that at
its eve there are unused capacity, unsold surplus inventories, and unem-
ployed workers. Let us assume that there are unused facilities for the min-
ing of copper, unsold piles of copper, and unemployed workers of copper
mines. The price of copper is at a level at which mining does not pay for
some mines; their workers are discharged; there are speculators who abstain
from selling their stocks. What is needed in order to make these mines
profitable again, to give jobs to the unemployed, and to sell the piles with-
out forcing prices down below costs of production, is an increment p in
the amount of capital goods available large enough to make possible such
an increase in investment and in the size of production and consumption
that an adequate rise in the demand for copper ensues. If, however, this in-
crement p does not appear and the entrepreneurs, deceived by the credit
expansion, nevertheless act as if p had really been available, conditions on
the copper market, while the boom lasts, are as if p had really been
added to the amount of capital goods available. But everything that has
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been predicated about the inevitable consequences of credit expansion fits
this case too. The only difference is that, as far as copper is concerned, the in-
appropriate expansion of production need not be achieved by the withdrawal
of capital and labor from employments in which they would better have filled
the wants of the consumers. As far as copper is concerned, the new boom en-
counters a piece of malinvestment of capital and malemployment of labor al-
ready effected in a previous boom, which the process of readjustment has not
yet absorbed.

Thus it becomes obvious how vain it is to justify a new credit expansion by
referring to unused capacity, unsold—or, as people say incorrectly, “unsal-
able”—stocks, and unemployed workers. The beginning of a new credit ex-
pansion runs across remainders of preceding malinvestment and malemploy-
ment, not yet obliterated in the course of the readjustment process, and
seemingly remedies the faults involved. In fact, however, this is merely an in-
terruption of the process of readjustment and of the return to sound condi-
tions.16 The existence of unused capacity and unemployment is not a valid ar-
gument against the correctness of the circulation credit theory. The belief of
the advocates of credit expansion and inflation that abstention from further
credit expansion and inflation would perpetuate the depression is utterly false.
The remedies these authors suggest would not make the boom last forever.
They would merely upset the process of recovery.

The Fallacies of the Nonmonetary Explanations of the Trade Cycle

In dealing with the futile attempts to explain the cyclical fluctuations of busi-
ness by a nonmonetary doctrine, one point must first of all be stressed which
has hitherto been unduly neglected.

There were schools of thought for whom interest was merely a price paid
for obtaining the disposition of a quantity of money or money-substitutes.
From this belief they quite logically drew the inference that abolishing the
scarcity of money and money-substitutes would abolish interest altogether
and result in the gratuitousness of credit. If, however, one does not endorse
this view and comprehends the nature of originary interest, a problem pre-
sents itself the treatment of which one must not evade. An additional sup-
ply of credit, brought about by an increase in the quantity of money or
fiduciary media, has certainly the power to lower the gross market rate of
interest. If interest is not merely a monetary phenomenon and conse-
quently cannot be lastingly lowered or brushed away by any increase, how-
ever large, in the supply of money and fiduciary media, it devolves upon
economics to show how the height of the rate of interest conforming to the
state of the market’s nonmonetary data reestablishes itself. It must explain
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what kind of process removes the cash-induced deviation of the market
rate from that state which is consonant with the ratio in people’s valua-
tion of present and future goods. If economics were at a loss to achieve
this, it would implicitly admit that interest is a monetary phenomenon
and could even disappear completely in the course of changes in the
money relation.

For the nonmonetary explanations of the trade cycle the experience that
there are recurrent depressions is the primary thing. Their champions first do
not see in their scheme of the sequence of economic events any clue which
could suggest a satisfactory interpretation of these enigmatic disorders. They
desperately search for a makeshift in order to patch it onto their teachings as
an alleged cycle theory.

The case is different with the monetary or circulation credit theory. Mod-
ern monetary theory has finally cleared away all notions of an alleged neu-
trality of money. It has proved irrefutably that there are in the market economy
factors operating about which a doctrine ignorant of the driving force of
money has nothing to say. The catallactic system that involves the knowledge
of money’s non-neutrality and driving force presses the questions of how
changes in the money relation affect the rate of interest first in the short run
and later in the long run. The system would be defective if it could not answer
these questions. It would be contradictory if it were to provide an answer
which would not simultaneously explain the cyclical fluctuations of trade.
Even if there had never been such things as fiduciary media and circulation
credit, modern catallactics would have been forced to raise the problem con-
cerning the relations between changes in the money relation and the rate of
interest.

It has been mentioned already that every nonmonetary explanation of
the cycle is bound to admit that an increase in the quantity of money or
fiduciary media is an indispensable condition of the emergence of a
boom. It is obvious that a general tendency of prices to rise which is not
caused by a general drop in production and in the supply of commodities
offered for sale, cannot appear if the supply of money (in the broader
sense) has not increased. Now we can see that those fighting the mone-
tary explanation are also forced to resort to the theory they slander for a
second reason. For this theory alone answers the question of how an
inflow of additional money and fiduciary media affects the loan market
and the market rate of interest. Only those for whom interest is merely the
outgrowth of an institutionally conditioned scarcity of money can dispense
with an implicit acknowledgment of the circulation credit theory of the
cycle. This explains why no critic has ever advanced any tenable objection
against this theory.

The fanaticism with which the supporters of all these nonmonetary
doctrines refuse to acknowledge their errors is, of course, a display of
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political bias. The Marxians have inaugurated the usage of interpreting the
commercial crisis as an inherent evil of capitalism, as the necessary outgrowth
of its “anarchy” of production.17 The non-Marxian socialists and the interven-
tionists are no less anxious to demonstrate that the market economy cannot
avoid the return of depressions. They are the more eager to assail the mone-
tary theory as currency and credit manipulation is today the main instrument
by means of which the anticapitalist governments are intent upon establishing
government omnipotence.18

The attempts to connect business depressions with cosmic influences, the
most remarkable of which was William Stanley Jevons’ sunspot theory, failed
utterly. The market economy has succeeded in a fairly satisfactory way in ad-
justing production and marketing to all the natural conditions of human life
and its environment. It is quite arbitrary to assume that there is just one natu-
ral fact—namely, allegedly rhythmic harvest variations—with which the mar-
ket economy does not know how to cope. Why do entrepreneurs fail to recog-
nize the fact of crop fluctuations and to adjust business activities in such a way
as to discount their disastrous effects upon their plans?

Guided by the Marxian slogan “anarchy of production,” the present-day
nonmonetary cycle doctrines explain the cyclical fluctuations of trade in
terms of a tendency, allegedly inherent in the capitalist economy, to develop
disproportionality in the size of investments made in various branches of
industry. Yet even these disproportionality doctrines do not contest the fact
that every businessman is eager to avoid such mistakes, which must bring
him serious financial losses. The essence of the activities of entrepreneurs and
capitalists is precisely not to embark upon projects which they consider un-
profitable. If one assumes that there prevails a tendency for businessmen to fail
in these endeavors, one implies that all businessmen are short-sighted. They
are too dull to avoid certain pitfalls, and thus blunder again and again in their
conduct of affairs. The whole of society has to foot the bill for the shortcom-
ings of the thick-headed speculators, promoters, and entrepreneurs.

Now it is obvious that men are fallible, and businessmen are certainly not
free from this human weakness. But one should not forget that on the market
a process of selection is in continual operation. There prevails an unceasing
tendency to weed out the less efficient entrepreneurs, that is, those who fail in
their endeavors to anticipate correctly the future demands of the consumers.
If one group of entrepreneurs produces commodities in excess of the demand
of the consumers and consequently cannot sell these goods at remunerative
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prices and suffers losses, other groups who produce those things for which
the public scrambles make all the greater profits. Some sectors of business are
distressed while others thrive. No general depression of trade can emerge.

But the proponents of the doctrines we have to deal with argue differ-
ently. They assume that not only the whole entrepreneurial class but all of
the people are struck with blindness. As the entrepreneurial class is not a
closed social order to which access is denied to outsiders, as every enter-
prising man is virtually in a position to challenge those who already be-
long to the class of entrepreneurs, as the history of capitalism provides in-
numerable examples of penniless newcomers who brilliantly succeeded in
embarking upon the production of those goods which according to their
own judgment were fitted to satisfy the most urgent needs of consumers,
the assumption that all entrepreneurs regularly fall prey to certain errors
tacitly implies that all practical men lack intelligence. It implies that no-
body who is engaged in business and nobody who considers engaging in
business if some opportunity is offered to him by the shortcomings of
those already engaged in it, is shrewd enough to understand the real state
of the market. But on the other hand the theorists, who are not themselves
active in the conduct of affairs and merely philosophize about other
people’s actions, consider themselves smart enough to discover the falla-
cies leading astray those doing business. These omniscient professors are
never deluded by the errors which cloud the judgment of everyone else.
They know precisely what is wrong with private enterprise. Their claims
to be invested with dictatorial powers to control business are therefore
fully justified.

The most amazing thing about these doctrines is that they furthermore
imply that businessmen, in their littleness of mind, obstinately cling to their
erroneous procedures in spite of the fact that the scholars have long since un-
masked their faults. Although every textbook explodes them, the businessmen
cannot help repeating them. There is manifestly no means to prevent the
recurrence of economic depression other than to entrust—in accordance with
Plato’s utopian ideas—supreme power to the philosophers.

Let us examine briefly the two most popular varieties of these dispropor-
tionality doctrines.

There is first the durable goods doctrine. These goods retain their service-
ableness for some time. As long as their life period lasts, the buyer who has ac-
quired a piece abstains from replacing it by the purchase of a new one. Thus,
once all people have made their purchases, the demand for new products
dwindles. Business becomes bad. A revival is possible only when, after the
lapse of some time, the old houses, cars, refrigerators, and the like are worn
out, and their owners must buy new ones.
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However, businessmen are as a rule more provident than this doctrine as-
sumes. They are intent upon adjusting the size of their production to the an-
ticipated size of consumers’ demand. The bakers take account of the fact that
every day a housewife needs a new loaf of bread, and the manufacturers of
coffins take into account the fact that the total annual sale of coffins cannot ex-
ceed the number of people deceased during this period. The machine indus-
try reckons with the average “life” of its products no less than do the tailors, the
shoemakers, the manufacturers of motorcars, radio sets, and refrigerators, and
the construction firms. There are, to be sure, always promoters who in a mood
of deceptive optimism are prone to overexpand their enterprises. In the pur-
suit of such projects they snatch away factors of production from other plants
of the same industry and from other branches of industry. Thus their overex-
pansion results in a relative restriction of output in other fields. One branch
goes on expanding while others shrink until the unprofitability of the former
and the profitability of the latter rearranges conditions. Both the preceding
boom and the following slump concern only a part of business.

The second variety of these disproportionality doctrines is known as the
acceleration principle. A temporary rise in the demand for a certain com-
modity results in increased production of the commodity concerned. If de-
mand later drops again, the investments made for this expansion of produc-
tion appear as malinvestments. This becomes especially pernicious in the
field of durable producers’ goods. If the demand for the consumers’ good a

increases by 10 per cent, business increases the equipment p required for its
production by 10 per cent. The resulting rise in the demand for p is the more
momentous in proportion to the previous demand for p, the longer the du-
ration of serviceableness of a piece of p is and the smaller consequently the
previous demand for the replacement of worn-out pieces of p was. If the life
of a piece of p is 10 years, the annual demand for p for replacement was
10 per cent of the stock of p previously employed by the industry. The rise of
10 per cent in the demand for a doubles therefore the demand for p and
results in a 100 per cent expansion in the equipment r needed for the pro-
duction of p. If then the demand for a stops increasing, 50 per cent of
the production capacity of r remains idle. If the annual increase in the de-
mand for a drops from 10 per cent to 5 per cent, 25 per cent of the produc-
tion capacity of r cannot be used.

The fundamental error of this doctrine is that it considers entre-
preneurial activities as a blindly automatic response to the momentary
state of demand. Whenever demand increases and renders a branch
of business more profitable, production facilities are supposed instantly
to expand in proportion. This view is untenable. Entrepreneurs often
err. They pay heavily for their errors. But whoever acted in the way
the acceleration principle describes would not be an entrepreneur, but
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a soulless automaton. Yet the real entrepreneur is a speculator,19 a man eager
to utilize his opinion about the future structure of the market for business op-
erations promising profits. This specific anticipative understanding of the con-
ditions of the uncertain future defies any rules and systematization. It can be
neither taught nor learned. If it were different, everybody could embark upon
entrepreneurship with the same prospect of success. What distinguishes the
successful entrepreneur and promoter from other people is precisely the fact
that he does not let himself be guided by what was and is, but arranges his af-
fairs on the ground of his opinion about the future. He sees the past and the
present as other people do; but he judges the future in a different way. In his
actions he is directed by an opinion about the future which deviates from
those held by the crowd. The impulse of his actions is that he appraises the fac-
tors of production and the future prices of the commodities which can be pro-
duced out of them in a different way from other people. If the present struc-
ture of prices renders very profitable the business of those who are today selling
the articles concerned, their production will expand only to the extent that en-
trepreneurs believe that the favorable market constellation will last long
enough to make new investments pay. If entrepreneurs do not expect this,
even very high profits of the enterprises already operating will not bring about
an expansion. It is exactly this reluctance of the capitalists and entrepreneurs
to invest in lines which they consider unprofitable that is violently criticized
by people who do not comprehend the operation of the market economy.
Technocratically minded engineers complain that the supremacy of the profit
motive prevents consumers from being amply supplied with all those goods
with which technological knowledge could provide them. Demagogues cry
out against the greed of capitalists intent upon preserving scarcity.

A satisfactory explanation of business fluctuations must not be built upon
the fact that individual firms or groups of firms misjudge the future state of the
market and therefore make bad investments. The objective of the trade cycle
is the general upswing of business activities, the propensity to expand produc-
tion in all branches of industry, and the following general depression. These
phenomena cannot be brought about by the fact that increased profits in some
branches of business result in their expansion and a corresponding overpro-
portional investment in the industries manufacturing the equipment needed
for such an expansion.

It is a very well known fact that the more the boom progresses, the
harder it becomes to buy machines and other equipment. The plants
producing these things are overloaded with orders. Their customers
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must wait a long time until the machines ordered are delivered. This clearly
shows that the producers’ goods industries are not so quick in the expansion of
their own production facilities as the acceleration principle assumes.

But even if, for the sake of argument, we were ready to admit that capitalists
and entrepreneurs behave in the way the disproportionality doctrines de-
scribe, it remains inexplicable how they could go on in the absence of credit
expansion. The striving after such additional investments raises the prices of
the complementary factors of production and the rate of interest on the loan
market. These effects would curb the expansionist tendencies very soon if
there were no credit expansion.

The supporters of the disproportionality doctrines refer to certain occur-
rences in the field of farming as a confirmation of their assertion concerning
the inherent lack of provision on the part of private business. However, it is im-
permissible to demonstrate characteristic features of free competitive enter-
prise as operating in the market economy by pointing to conditions in the
sphere of medium-size and small farming. In many countries this sphere is in-
stitutionally removed from the supremacy of the market and the consumers.
Government interference is eager to protect the farmer against the vicissitudes
of the market. These farmers do not operate in a free market; they are privi-
leged and pampered by various devices. The orbit of their production activi-
ties is a reservation, as it were, in which technological backwardness, narrow-
minded obstinacy, and entrepreneurial inefficiency are artificially preserved
at the expense of the nonagricultural strata of the people. If they blunder in
their conduct of affairs, the government forces the consumers, the taxpayers,
and the mortgagees to foot the bill.

It is true that there is such a thing as the corn-hog cycle and analogous hap-
penings in the production of other farm products. But the recurrence of such
cycles is due to the fact that the penalties which the market applies against
inefficient and clumsy entrepreneurs do not affect a great part of the farmers.
These farmers are not answerable for their actions because they are the pet
children of governments and politicians. If it were not so, they would long
since have gone bankrupt and their former farms would be operated by more
intelligent people.
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chapter 21

Work and Wages

1 Introversive Labor and Extroversive Labor

A man may overcome the disutility of labor (forego the enjoyment of leisure)
for various reasons.

1. He may work in order to make his mind and body strong, vigorous, and
agile. The disutility of labor is not a price expended for the attainment
of these goals; overcoming it is inseparable from the contentment
sought. The most conspicuous examples are genuine sport, practiced
without any design for reward and social success, and the search for truth
and knowledge pursued for its own sake and not as a means of improv-
ing one’s own efficiency and skill in the performance of other kinds of
labor aiming at other ends.1

2. He may submit to the disutility of labor in order to serve God. He
sacrifices leisure to please God and to be rewarded in the beyond by eter-
nal bliss and in the earthly pilgrimage by the supreme delight which the
certainty of having complied with all religious duties affords. (If, how-
ever, he serves God in order to attain worldly ends—his daily bread and
success in his secular affairs—his conduct does not differ substantially
from other endeavors to attain mundane advantages by expending labor.
Whether the theory guiding his conduct is correct and whether his ex-
pectations will materialize are irrelevant to the catallactic qualification
of his mode of acting.2)

3. He may toil in order to avoid greater mischief. He submits to the disutil-
ity of labor in order to forget, to escape from depressing thoughts and to
banish annoying moods; work for him is, as it were, a perfected refine-
ment of play. This refined playing must not be confused with the simple
games of children which are merely pleasure-producing. (However,
there are also other children’s games. Children too are sophisticated
enough to indulge in refined play.)

1. Cognition does not aim at a goal beyond the act of knowing. What satisfies the thinker is think-
ing as such, not obtaining perfect knowledge, a goal inaccessible to man.
2. It is hardly necessary to remark that comparing the craving for knowledge and the conduct of
a pious life with sport and play does not imply any disparagement of either.
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4. He may work because he prefers the proceeds he can earn by working to
the disutility of labor and the pleasures of leisure.

The labor of the classes 1, 2, and 3 is expended because the disutility of la-
bor in itself—and not its product—satisfies. One toils and troubles not in or-
der to reach a goal at the termination of the march, but for the very sake of
marching. The mountain-climber does not want simply to reach the peak, he
wants to reach it by climbing. He disdains the rack railway which would bring
him to the summit more quickly and without trouble even though the fare is
cheaper than the costs incurred by climbing (e.g., the guide’s fee). The toil of
climbing does not gratify him immediately; it involves disutility of labor. But
it is precisely overcoming the disutility of labor that satisfies him. A less exert-
ing ascent would please him not better, but less.

We may call the labor of classes 1, 2, and 3 introversive labor and distinguish
it from the extroversive labor of class 4. In some cases introversive labor may
bring about—as a by-product as it were—results for the attainment of which
other people would submit to the disutility of labor. The devout may nurse
sick people for a heavenly reward; the truth seeker, exclusively devoted to the
search for knowledge, may discover a practically useful device. To this extent
introversive labor may influence the supply on the market. But as a rule catal-
lactics is concerned only with extroversive labor.

The psychological problems raised by introversive labor are catallactically
irrelevant. Seen from the point of view of economics introversive labor is to be
qualified as consumption. Its performance as a rule requires not only the per-
sonal efforts of the individuals concerned, but also the expenditure of material
factors of production and the produce of other peoples’ extroversive, not im-
mediately gratifying labor that must be bought by the payment of wages. The
practice of religion requires places of worship and their equipment; sport re-
quires diverse utensils and apparatus, trainers and coaches. All these things be-
long in the orbit of consumption.

2 Joy and Tedium of Labor

Only extroversive, not immediately gratifying labor is a topic of catallactic dis-
quisition. The characteristic mark of this kind of labor is that it is performed
for the sake of an end which is beyond its performance and the disutility which
it involves. People work because they want to reap the produce of labor. The
labor itself causes disutility. But apart from this disutility which is irksome
and would enjoin upon man the urge to economize labor even if his power to
work were not limited and he were able to perform unlimited work, special
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emotional phenomena sometimes appear, feelings of joy or tedium,
accompanying the execution of certain kinds of labor.

Both, the joy and the tedium of labor, are in a domain other than the
disutility of labor. The joy of labor therefore can neither alleviate nor remove
the disutility of labor. Neither must the joy of labor be confused with the im-
mediate gratification provided by certain kinds of work. It is an attendant
phenomenon which proceeds either from labor’s mediate gratification, the
produce or reward, or from some accessory circumstances.

People do not submit to the disutility of labor for the sake of the joy which
accompanies the labor, but for the sake of its mediate gratification. In fact
the joy of labor presupposes for the most part the disutility of the labor
concerned.

The sources from which the joy of labor springs are:
1. The expectation of the labor’s mediate gratification, the anticipation

of the enjoyment of its success and yield. The toiler looks at his work
as a means for the attainment of an end sought, and the progress of
his work delights him as an approach toward his goal. His joy is a fore-
taste of the satisfaction conveyed by the mediate gratification. In the
frame of social cooperation this joy manifests itself in the contentment
of being capable of holding one’s ground in the social organism and
of rendering services which one’s fellow men appreciate either in buy-
ing the product or in remunerating the labor expended. The worker
rejoices because he gets self-respect and the consciousness of support-
ing himself and his family and not being dependent on other people’s
mercy.

2. In the pursuit of his work the worker enjoys the aesthetic appreciation of
his skill and its product. This is not merely the contemplative pleasure of
the man who views things performed by other people. It is the pride of a
man who is in a position to say: I know how to make such things, this is
my work.

3. Having completed a task the worker enjoys the feeling of having suc-
cessfully overcome all the toil and trouble involved. He is happy in be-
ing rid of something difficult, unpleasant, and painful, in being relieved
for a certain time of the disutility of labor. His is the feeling of “I have
done it.”

4. Some kinds of work satisfy particular wishes. There are, for example,
occupations which meet erotic desires—either conscious or subcon-
scious ones. These desires may be normal or perverse. Also fetishists,
homosexuals, sadists and other perverts can sometimes find in their
work an opportunity to satisfy their strange appetites. There are oc-
cupations which are especially attractive to such people. Cruelty
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and blood-thirstiness luxuriantly thrive under various occupational
cloaks.

The various kinds of work offer different conditions for the appearance of
the joy of labor. These conditions may be by and large more homogeneous in
classes 1 and 3 than in class 2. It is obvious that they are more rarely present for
class 4.

The joy of labor can be entirely absent. Psychical factors may eliminate it
altogether. On the other hand one can purposely aim at increasing the joy of
labor.

Keen discerners of the human soul have always been intent upon en-
hancing the joy of labor. A great part of the achievements of the orga-
nizers and leaders of armies of mercenaries belonged to this field. Their
task was easy as far as the profession of arms provides the satisfactions of
class 4. However, these satisfactions do not depend on the arms-bearer’s
loyalty. They also come to the soldier who leaves his war-lord in the lurch
and turns against him in the service of new leaders. Thus the particular
task of the employers of mercenaries was to promote an esprit de corps and
loyalty that could render their hirelings proof against temptations. There
were also, of course, chiefs who did not bother about such impalpable
matters. In the armies and navies of the eighteenth century the only
means of securing obedience and preventing desertion were barbarous
punishments.

Modern industrialism was not intent upon designedly increasing the joy of
labor. It relied upon the material improvement that it brought to its employ-
ees in their capacity as wage earners as well as in their capacity as consumers
and buyers of the products. In view of the fact that job-seekers thronged to the
plants and everyone scrambled for the manufactures, there seemed to be no
need to resort to special devices. The benefits which the masses derived
from the capitalist system were so obvious that no entrepreneur considered it
necessary to harangue the workers with procapitalist propaganda. Modern
capitalism is essentially mass production for the needs of the masses. The buy-
ers of the products are by and large the same people who as wage earners co-
operate in their manufacturing. Rising sales provided dependable information
to the employer about the improvement of the masses’ standard of living. He
did not bother about the feelings of his employees as workers. He was exclu-
sively intent upon serving them as consumers. Even today, in face of the most
persistent and fanatical anticapitalist propaganda, there is hardly any counter-
propaganda.

This anticapitalist propaganda is a systematic scheme for the sub-
stitution of tedium for the joy of labor. The joy of labor of classes
1 and 2 depends to some extent on ideological factors. The worker
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rejoices in his place in society and his active cooperation in its productive ef-
fort. If one disparages this ideology and replaces it by another which represents
the wage earner as the distressed victim of ruthless exploiters, one turns the joy
of labor into a feeling of disgust and tedium.

No ideology, however impressively emphasized and taught, can affect the
disutility of labor. It is impossible to remove or to alleviate it by persuasion or
hypnotic suggestion. On the other hand it cannot be increased by words and
doctrines. The disutility of labor is a phenomenon unconditionally given. The
spontaneous and carefree discharge of one’s own energies and vital functions
in aimless freedom suits everybody better than the stern restraint of purposive
effort. The disutility of labor also pains a man who with heart and soul and
even with self-denial is devoted to his work. He too is eager to reduce the lump
of labor if it can be done without prejudice to the mediate gratification ex-
pected, and he enjoys the joy of labor of class 3.

However, the joy of labor of classes 1 and 2 and sometimes even that of class
3 can be eliminated by ideological influences and be replaced by the tedium
of labor. The worker begins to hate his work if he becomes convinced that
what makes him submit to the disutility of labor is not his own higher valua-
tion of the stipulated compensation, but merely an unfair social system. De-
luded by the slogans of the socialist propagandists, he fails to realize that the
disutility of labor is an inexorable fact of human conditions, something ulti-
mately given that cannot be removed by devices or methods of social organi-
zation. He falls prey to the Marxian fallacy that in a socialist commonwealth
work will arouse not pain but pleasure.3

The fact that the tedium of labor is substituted for the joy of labor affects
the valuation neither of the disutility of labor nor of the produce of labor.
Both the demand for labor and the supply of labor remain unchanged. For
people do not work for the sake of labor’s joy, but for the sake of the me-
diate gratification. What is altered is merely the worker’s emotional atti-
tude. His work, his position in the complex of the social division of labor,
his relations to other members of society and to the whole of society ap-
pear to him in a new light. He pities himself as the defenseless victim of
an absurd and unjust system. He becomes an ill-humored grumbler, an un-
balanced personality, an easy prey to all sorts of quacks and cranks. To be
joyful in the performance of one’s tasks and in overcoming the disutility of
labor makes people cheerful and strengthens their energies and vital forces.
To feel tedium in working makes people morose and neurotic. A
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commonwealth in which the tedium of labor prevails is an assemblage of
rancorous, quarrelsome and wrathful malcontents.

However, with regard to the volitional springs for overcoming the disutility
of labor, the role played by the joy and the tedium of labor is merely acciden-
tal and supererogatory. There cannot be any question of making people work
for the mere sake of the joy of labor. The joy of labor is no substitute for the
mediate gratification of labor. The only means of inducing a man to work
more and better is to offer him a higher reward. It is vain to bait him with the
joy of labor. When the dictators of Soviet Russia, Nazi Germany, and Fascist
Italy tried to assign to the joy of labor a definite function in their system of pro-
duction, they saw their expectations blighted.

Neither the joy nor the tedium of labor can influence the amount of labor
offered on the market. As far as these feelings are present with the same in-
tensity in all kinds of work, the case is obvious. But it is the same with regard
to joy and tedium which are conditioned by the particular features of the work
concerned or the particular character of the worker. Let us look, for example,
at the joy of class 4. The eagerness of certain people to get jobs which offer an
opportunity for the enjoyment of these particular satisfactions tends to lower
wage rates in this field. But it is precisely this effect that makes other people,
less responsive to these questionable pleasures, prefer other sectors of the la-
bor market in which they can earn more. Thus an opposite tendency develops
which neutralizes the first one.

The joy and the tedium of labor are psychological phenomena which
influence neither the individual’s subjective valuation of the disutility and the
mediate gratification of labor nor the price paid for labor on the market.

3 Wages

Labor is a scarce factor of production. As such it is sold and bought on the mar-
ket. The price paid for labor is included in the price allowed for the product
or the services if the performer of the work is the seller of the product or the
services. If bare labor is sold and bought as such, either by an entrepreneur
engaged in production for sale or by a consumer eager to use the services
rendered for his own consumption, the price paid is called wages.

For acting man his own labor is not merely a factor of production
but also the source of disutility; he values it not only with regard to
the mediate gratification expected but also with regard to the disutil-
ity it causes. But for him, as for everyone, other people’s labor as of-
fered for sale on the market is nothing but a factor of production.
Man deals with other people’s labor in the same way that he deals
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with all scarce material factors of production. He appraises it according to the
principles he applies in the appraisal of all other goods. The height of wage
rates is determined on the market in the same way in which the prices of all
commodities are determined. In this sense we may say that labor is a com-
modity. The emotional associations which people, under the influence of
Marxism, attach to this term do not matter. It suffices to observe incidentally
that the employers deal with labor as they do with commodities because the
conduct of the consumers forces them to proceed in this way.

It is not permissible to speak of labor and wages in general without resort-
ing to certain restrictions. A uniform type of labor or a general rate of wages
do not exist. Labor is very different in quality, and each kind of labor renders
specific services. Each is appraised as a complementary factor for turning out
definite consumers’ goods and services. Between the appraisal of the perfor-
mance of a surgeon and that of a stevedore there is no direct connection. But
indirectly each sector of the labor market is connected with all other sectors.
An increase in the demand for surgical services, however great, will not
make stevedores flock into the practice of surgery. Yet the lines between the
various sectors of the labor market are not sharply drawn. There prevails a
continuous tendency for workers to shift from their branch to other similar
occupations in which conditions seem to offer better opportunities. Thus
finally every change in demand or supply in one sector affects all other sec-
tors indirectly. All groups indirectly compete with one another. If more
people enter the medical profession, men are withdrawn from kindred oc-
cupations who again are replaced by an inflow of people from other
branches and so on. In this sense there exists a connexity between all occu-
pational groups however different the requirements in each of them may be.
There again we are faced with the fact that the disparity in the quality of
work needed for the satisfaction of wants is greater than the diversity in men’s
inborn ability to perform work.4

Connexity exists not only between different types of labor and the prices
paid for them but no less between labor and the material factors of pro-
duction. Within certain limits labor can be substituted for material factors
of production and vice versa. The extent that such substitutions are re-
sorted to depends on the height of wage rates and the prices of material
factors.

The determination of wage rates—like that of the prices of material
factors of production—can be achieved only on the market. There is
no such thing as nonmarket wage rates, just as there are no nonmar-
ket prices. As far as there are wages, labor is dealt with like any
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material factor of production and sold and bought on the market. It is usual to
call the sector of the market of producers’ goods on which labor is hired the la-
bor market. As with all other sectors of the market, the labor market is actuated
by the entrepreneurs intent upon making profits. Each entrepreneur is eager
to buy all the kinds of specific labor he needs for the realization of his plans at
the cheapest price. But the wages he offers must be high enough to take the
workers away from competing entrepreneurs. The upper limit of his bidding
is determined by anticipation of the price he can obtain for the increment in
salable goods he expects from the employment of the worker concerned. The
lower limit is determined by the bids of competing entrepreneurs who them-
selves are guided by analogous considerations. It is this that economists have
in mind in asserting that the height of wage rates for each kind of labor is de-
termined by its marginal productivity. Another way to express the same truth
is to say that wage rates are determined by the supply of labor and of material
factors of production on the one hand and by the anticipated future prices of
the consumers’ goods.

This catallactic explanation of the determination of wage rates has been the
target of passionate but entirely erroneous attacks. It has been asserted that
there is a monopoly of the demand for labor. Most of the supporters of this
doctrine think that they have sufficiently proved their case by referring to some
incidental remarks of Adam Smith concerning “a sort of tacit but constant and
uniform combination” among employers to keep wages down.5 Others refer in
vague terms to the existence of trade associations of various groups of busi-
nessmen. The emptiness of all this talk is evident. However, the fact that these
garbled ideas are the main ideological foundation of labor unionism and the
labor policy of all contemporary governments makes it necessary to analyze
them with the utmost care.

The entrepreneurs are in the same position with regard to the sellers of
labor as they are with regard to the sellers of the material factors of produc-
tion. They are under the necessity of acquiring all factors of production at
the cheapest price. But if in the pursuit of this endeavor some entrepreneurs,
certain groups of entrepreneurs, or all entrepreneurs offer prices or wage
rates which are too low, i.e., do not agree with the state of the unhampered
market, they will succeed in acquiring what they want to acquire only if en-
trance into the ranks of entrepreneurship is blocked through institutional bar-
riers. If the emergence of new entrepreneurs or the expansion of the activi-
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ties of already operating entrepreneurs is not prevented, any drop in the
prices of factors of production not consonant with the structure of the mar-
ket must open new chances for the earning of profits. There will be people
eager to take advantage of the margin between the prevailing wage rate and
the marginal productivity of labor. Their demand for labor will bring wage
rates back to the height conditioned by labor’s marginal productivity. The
tacit combination among the employers to which Adam Smith referred, even
if it existed, could not lower wages below the competitive market rate unless
access to entrepreneurship required not only brains and capital (the latter
always available to enterprises promising the highest returns), but in addition
also an institutional title, a patent, or a license, reserved to a class of privi-
leged people.

It has been asserted that a job-seeker must sell his labor at any price,
however low, as he depends exclusively on his capacity to work and has no
other source of income. He cannot wait and is forced to content himself
with any reward the employers are kind enough to offer him. This inherent
weakness makes it easy for the concerted action of the masters to lower
wage rates. They can, if need be, wait longer, as their demand for labor is
not so urgent as the worker’s demand for subsistence. The argument is
defective. It takes it for granted that the employers pocket the difference
between the marginal-productivity wage rate and the lower monopoly rate
as an extra monopoly gain and do not pass it on to the consumers in the
form of a reduction in prices. For if they were to reduce prices according
to the drop in costs of production, they, in their capacity as entrepreneurs
and sellers of the products, would derive no advantage from cutting wages.
The whole gain would go to the consumers and thereby also to the wage-
earners in their capacity as buyers; the entrepreneurs themselves would be
benefited only as consumers. To retain the extra profit resulting from the
“exploitation” of the workers’ alleged poor bargaining power would require
concerted action on the part of employers in their capacity as sellers of
the products. It would require a universal monopoly of all kinds of produc-
tion activities which can be created only by an institutional restriction of
access to entrepreneurship.

The essential point of the matter is that the alleged monopolistic
combination of the employers about which Adam Smith and a great
part of public opinion speak would be a monopoly of demand. But we
have already seen that such alleged monopolies of demand are in fact
monopolies of supply of a particular character. The employers would
be in a position enabling them to lower wage rates by concerted ac-
tion only if they were to monopolize a factor indispensable for every
kind of production and to restrict the employment of this factor
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in a monopolistic way. As there is no single material factor indispensable
for every kind of production, they would have to monopolize all material
factors of production. This condition would be present only in a social-
ist community, in which there is neither a market nor prices and wage
rates.

Neither would it be possible for the proprietors of the material factors
of production, the capitalists and the landowners, to combine in a univer-
sal cartel against the interests of the workers. The characteristic mark of
production activities in the past and in the foreseeable future is that the
scarcity of labor exceeds the scarcity of most of the primary, nature-given
material factors of production. The comparatively greater scarcity of labor
determines the extent to which the comparatively abundant primary natu-
ral factors can be utilized. There is unused soil, there are unused mineral
deposits and so on because there is not enough labor available for their
utilization. If the owners of the soil that is tilled today were to form a car-
tel in order to reap monopoly gains, their plans would be frustrated by the
competition of the owners of the submarginal land. The owners of the
produced factors of production in their turn could not combine in a com-
prehensive cartel without the cooperation of the owners of the primary
factors.

Various other objections have been advanced against the doctrine of the
monopolistic exploitation of labor by a tacit or avowed combine of the em-
ployers. It has been demonstrated that at no time and at no place in the un-
hampered market economy can the existence of such cartels be discovered.
It has been shown that it is not true that the job-seekers cannot wait and are
therefore under the necessity of accepting any wage rates, however low, of-
fered to them by the employers. It is not true that every unemployed worker
is faced with starvation; the workers too have reserves and can wait; the proof
is that they really do wait. On the other hand waiting can be financially
ruinous to the entrepreneurs and capitalists too. If they cannot employ their
capital, they suffer losses. Thus all the disquisitions about an alleged “em-
ployers’ advantage” and “workers’ disadvantage” in bargaining are without
substance.6

But these are secondary and accidental considerations. The central fact is
that a monopoly of the demand for labor cannot and does not exist in an un-
hampered market economy. It could originate only as an outgrowth of institu-
tional restrictions of access to entrepreneurship.

Yet one more point must be stressed. The doctrine of the monopo-
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listic manipulation of wage rates by the employers speaks of labor as if it
were a homogeneous entity. It deals with such concepts as demand for “la-
bor in general” and supply of “labor in general.” But such notions have,
as has been pointed out already, no counterpart in reality. What is sold
and bought on the labor market is not “labor in general,” but definite
specific labor suitable to render definite services. Each entrepreneur is in
search of workers who are fitted to accomplish those specific tasks which
he needs for the execution of his plans. He must withdraw these special-
ists from the employments in which they happen to work at the moment.
The only means he has to achieve this is to offer them higher pay. Every
innovation which an entrepreneur plans—the production of a new article,
the application of a new process of production, the choice of a new loca-
tion for a specific branch or simply the expansion of production already
in existence either in his own enterprise or in other enterprises—requires
the employment of workers hitherto engaged somewhere else. The entre-
preneurs are not merely faced with a shortage of “labor in general,” but
with a shortage of those specific types of labor they need for their plants.
The competition among the entrepreneurs in bidding for the most suit-
able hands is no less keen than their competition in bidding for the re-
quired raw materials, tools, and machines and in their bidding for capital
on the capital and loan market. The expansion of the activities of the in-
dividual firms as well as of the whole society is not only limited by the
amount of capital goods available and of the supply of “labor in general.”
In each branch of production it is also limited by the available supply of
specialists. This is, of course, only a temporary obstacle which vanishes in
the long run when more workers, attracted by the higher pay of the spe-
cialists in comparatively undermanned branches, will have trained them-
selves for the special tasks concerned. But in the changing economy such
a scarcity of specialists emerges anew daily and determines the conduct of
employers in their search for workers.

Every employer must aim at buying the factors of production needed, in-
clusive of labor, at the cheapest price. An employer who paid more than
agrees with the market price of the services his employees render him
would be soon removed from his entrepreneurial position. On the other
hand an employer who tried to reduce wage rates below the height conso-
nant with the marginal productivity of labor would not recruit the type of
men that the most efficient utilization of his equipment requires. There
prevails a tendency for wage rates to reach the point at which they are equal
to the price of the marginal product of the kind of labor in question. If wage
rates drop below this point, the gain derived from the employment of every
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additional worker will increase the demand for labor and thus make wage rates
rise again. If wage rates rise above this point, the loss incurred from the em-
ployment of every worker will force the employers to discharge workers. The
competition of the unemployed for jobs will create a tendency for wage rates
to drop.

4 Catallactic Unemployment

If a job-seeker cannot obtain the position he prefers, he must look for another
kind of job. If he cannot find an employer ready to pay him as much as he
would like to earn, he must abate his pretensions. If he refuses, he will not get
any job. He remains unemployed.

What causes unemployment is the fact that—contrary to the above-
mentioned doctrine of the worker’s inability to wait—those eager to earn
wages can and do wait. A job-seeker who does not want to wait will always get
a job in the unhampered market economy in which there is always unused
capacity of natural resources and very often also unused capacity of produced
factors of production. It is only necessary for him either to reduce the amount
of pay he is asking for or to alter his occupation or his place of work.

There were and still are people who work only for some time and then live
for another period from the savings they have accumulated by working. In coun-
tries in which the cultural state of the masses is low, it is often difficult to recruit
workers who are ready to stay on the job. The average man there is so callous and
inert that he knows of no other use for his earnings than to buy some leisure
time. He works only in order to remain unemployed for some time.

It is different in the civilized countries. Here the worker looks upon unem-
ployment as an evil. He would like to avoid it provided the sacrifice required
is not too grievous. He chooses between employment and unemployment
in the same way in which he proceeds in all other actions and choices: he
weighs the pros and cons. If he chooses unemployment, this unemployment
is a market phenomenon whose nature is not different from other market
phenomena as they appear in a changing market economy. We may call this
kind of unemployment market-generated or catallactic unemployment.

The various considerations which may induce a man to decide for unem-
ployment can be classified in this way:

1. The individual believes that he will find at a later date a remunera-
tive job in his dwelling place and in an occupation which he likes
better and for which he has been trained. He seeks to avoid the ex-
penditure and other disadvantages involved in shifting from one oc-
cupation to another and from one geographical point to another.
There may be special conditions increasing these costs. A worker who
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owns a homestead is more firmly linked with the place of his residence
than people living in rented apartments. A married woman is less mo-
bile than an unmarried girl. Then there are occupations which impair
the worker’s ability to resume his previous job at a later date. A watch-
maker who works for some time as a lumberman may lose the dexterity
required for his previous job. In all these cases the individual chooses
temporary unemployment because he believes that this choice pays
better in the long run.

2. There are occupations the demand for which is subject to considerable
seasonal variations. In some months of the year the demand is very in-
tense, in other months it dwindles or disappears altogether. The struc-
ture of wage rates discounts these seasonal fluctuations. The branches
of industry subject to them can compete on the labor market only if the
wages they pay in the good season are high enough to indemnify the
wage earners for the disadvantages resulting from the seasonal irregu-
larity in demand. Then many of the workers, having saved a part of
their ample earnings in the good season, remain unemployed in the
bad season.

3. The individual chooses temporary unemployment for considerations
which in popular speech are called noneconomic or even irrational. He
does not take jobs which are incompatible with his religious, moral, and
political convictions. He shuns occupations the exercise of which would
impair his social prestige. He lets himself be guided by traditional stan-
dards of what is proper for a gentleman and what is unworthy. He does
not want to lose face or caste.

Unemployment in the unhampered market is always voluntary. In the eyes
of the unemployed man, unemployment is the minor of two evils between
which he has to choose. The structure of the market may sometimes cause
wage rates to drop. But, on the unhampered market, there is always for each
type of labor a rate at which all those eager to work can get a job. The final
wage rate is that rate at which all job-seekers get jobs and all employers get as
many workers as they want to hire. Its height is determined by the marginal
productivity of each type of work.

Wage rate fluctuations are the device by means of which the sov-
ereignty of the consumers manifests itself on the labor market. They
are the measure adopted for the allocation of labor to the various
branches of production. They penalize disobedience by cutting wage
rates in the comparatively overmanned branches and recompense obe-
dience by raising wage rates in the comparatively undermanned
branches. They thus submit the individual to a harsh social pressure.
It is obvious that they indirectly limit the individual’s freedom to
choose his occupation. But this pressure is not rigid. It leaves to the
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individual a margin in the limits of which he can choose between what suits
him better and what less. Within this orbit he is free to act of his own accord.
This amount of freedom is the maximum of freedom that an individual can
enjoy in the framework of the social division of labor, and this amount of pres-
sure is the minimum of pressure that is indispensable for the preservation of
the system of social cooperation. There is only one alternative left to the catal-
lactic pressure exercised by the wages system: the assignment of occupations
and jobs to each individual by the peremptory decrees of an authority, a cen-
tral board planning all production activities. This is tantamount to the sup-
pression of all freedom.

It is true that under the wages system the individual is not free to choose per-
manent unemployment. But no other imaginable social system could grant
him a right to unlimited leisure. That man cannot avoid submitting to the
disutility of labor is not an outgrowth of any social institution. It is an ines-
capable natural condition of human life and conduct.

It is not expedient to call catallactic unemployment in a metaphor borrowed
from mechanics, frictional unemployment. In the imaginary construction of the
evenly rotating economy there is no unemployment because we have based this
construction on such an assumption. Unemployment is a phenomenon of a
changing economy. The fact that a worker discharged on account of changes
occurring in the arrangement of production processes does not instantly take
advantage of every opportunity to get another job but waits for a more propitious
opportunity is not a consequence of the tardiness of the adjustment to the
change in conditions, but is one of the factors slowing down the pace of this ad-
justment. It is not an automatic reaction to the changes which have occurred,
independent of the will and the choices of the job-seekers concerned, but the
effect of their intentional actions. It is speculative, not frictional.

Catallactic unemployment must not be confused with institutional unem-

ployment. Institutional unemployment is not the outcome of the decisions of
the individual job-seekers. It is the effect of interference with the market phe-
nomena intent upon enforcing by coercion and compulsion wage rates higher
than those the unhampered market would have determined. The treatment of
institutional unemployment belongs to the analysis of the problems of inter-
ventionism.

5 Gross Wage Rates and Net Wage Rates

What the employer buys on the labor market and what he gets in
exchange for the wages paid is always a definite performance which
he appraises according to its market price. The customs and usages
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prevailing on the various sectors of the labor market do not influence the
prices paid for definite quantities of specific performances. Gross wage rates
always tend toward the point at which they are equal to the price for which the
increment resulting from the employment of the marginal worker can be sold
on the market, due allowance being made for the price of the required mate-
rials and to originary interest on the capital needed.

In weighing the pros and cons of the hiring of workers the employer does
not ask himself what the worker gets as take-home wages. The only relevant
question for him is: What is the total price I have to expend for securing the
services of this worker? In speaking of the determination of wage rates catal-
lactics always refers to the total price which the employer must spend for a
definite quantity of work of a definite type, i.e., to gross wage rates. If laws or
business customs force the employer to make other expenditures besides the
wages he pays to the employee, the take-home wages are reduced accordingly.
Such accessory expenditures do not affect the gross rate of wages. Their inci-
dence falls upon the wage earner. Their total amount reduces the height of
take-home wages, i.e., of net wage rates.

It is necessary to realize the following consequences of this state of affairs:
1. It does not matter whether wages are time wages or piecework wages.

Also where there are time wages, the employer takes only one thing
into account; namely, the average performance he expects to obtain
from each worker employed. His calculation discounts all the opportu-
nities time work offers to shirkers and cheaters. He discharges workers
who do not perform the minimum expected. On the other hand a
worker eager to earn more must either shift to piecework or seek a job
in which pay is higher because the minimum of achievement expected
is greater.

Neither does it matter on an unhampered labor market whether
time wages are paid daily, weekly, monthly, or as annual wages. It
does not matter whether the time allowed for notice of discharge is
longer or shorter, whether agreements are made for definite periods
or for the worker’s lifetime, whether the employee is entitled to re-
tirement and a pension for himself, his widow, and his orphans, to
paid or unpaid vacations, to certain assistance in case of illness or in-
validism or to any other benefits and privileges. The question the
employer faces is always the same: Does it or does it not pay for me
to enter into such a contract? Don’t I pay too much for what I am
getting in return?

2. Consequently the incidence of all so-called social burdens and gains
ultimately falls upon the worker’s net wage rates. It is irrelevant
whether or not the employer is entitled to deduct the contributions
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to all kinds of social security from the wages he pays in cash to the em-
ployee. At any rate these contributions burden the employee, not the
employer.

3. The same holds true with regard to taxes on wages. Here too it does not
matter whether the employer has or has not the right to deduct them
from take-home wages.

4. Neither is a shortening of the hours of work a free gift to the worker. If
he does not compensate for the shorter hours of work by increasing his
output accordingly, time wages will drop correspondingly. If the law de-
creeing a shortening of the hours of work prohibits such a reduction in
wage rates, all the consequences of a government-decreed rise in wage
rates appear. The same is valid with regard to all other so-called social
gains, such as paid vacations and so on.

5. If the government grants to the employer a subsidy for the employment
of certain classes of workers, their take-home wages are increased by the
total amount of such a subsidy.

6. If the authorities grant to every employed worker whose own earnings lag
behind a certain minimum standard an allowance raising his income to
this minimum, the height of wage rates is not directly affected. Indirectly
a drop in wage rates could possibly result as far as this system could in-
duce people who did not work before to seek jobs and thus bring about
an increase in the supply of labor.7

6 Wages and Subsistence

The life of primitive man was an unceasing struggle against the scantiness of
the nature-given means for his sustenance. In this desperate effort to secure
bare survival, many individuals and whole families, tribes, and races suc-
cumbed. Primitive man was always haunted by the specter of death from star-
vation. Civilization has freed us from these perils. Human life is menaced day
and night by innumerable dangers; it can be destroyed at any instant by natu-
ral forces which are beyond control or at least cannot be controlled at the pres-
ent stage of our knowledge and our potentialities. But the horror of starvation
no longer terrifies people living in a capitalist society. He who is able to work
earns much more than is needed for bare sustenance.

There are also, of course, disabled people who are incapable of
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7. In the last years of the eighteenth century, amidst the distress produced by the protracted war
with France and the inflationary methods of financing it, England resorted to this makeshift (the
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disguised subsidy for the landed gentry saving them the expense of higher wages.
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work. Then there are invalids who can perform a small quantity of work,
but whose disability prevents them from earning as much as normal work-
ers do; sometimes the wage rates they could earn are so low that they could
not maintain themselves. These people can keep body and soul together
only if other people help them. The next of kin, friends, the charity of
benefactors and endowments, and communal poor relief take care of the
destitute. Alms-folk do not cooperate in the social process of production; as
far as the provision of the means for the satisfaction of wants is concerned,
they do not act; they live because other people look after them. The prob-
lems of poor relief are problems of the arrangement of consumption, not of
the arrangement of production activities. They are as such beyond the
frame of a theory of human action which refers only to the provision of
the means required for consumption, not to the way in which these means
are consumed. Catallactic theory deals with the methods adopted for the
charitable support of the destitute only as far as they can possibly affect the
supply of labor. It has sometimes happened that the policies applied in poor
relief have encouraged unwillingness to work and the idleness of able-
bodied adults.

In the capitalist society there prevails a tendency toward a steady increase
in the per capita quota of capital invested. The accumulation of capital soars
above the increase in population figures. Consequently the marginal pro-
ductivity of labor, real wage rates, and the wage earners’ standard of living
tend to rise continually. But this improvement in well-being is not the man-
ifestation of the operation of an inevitable law of human evolution; it is a ten-
dency resulting from the interplay of forces which can freely produce their
effects only under capitalism. It is possible and, if we take into account the
direction of present-day policies, even not unlikely that capital consumption
on the one hand and an increase or an insufficient drop in population figures
on the other hand will reverse things. Then it could happen that men will
again learn what starvation means and that the relation of the quantity of
capital goods available and population figures will become so unfavorable as
to make part of the workers earn less than a bare subsistence. The mere ap-
proach to such conditions would certainly cause irreconcilable dissensions
within society, conflicts the violence of which must result in a complete dis-
integration of all societal bonds. The social division of labor cannot be pre-
served if part of the cooperating members of society are doomed to earn less
than a bare subsistence.

The notion of a physiological minimum of subsistence to which
the “iron law of wages” refers and which demagogues put forward
again and again is of no use for a catallactic theory of the determi-
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nation of wage rates. One of the foundations upon which social cooperation
rests is the fact that labor performed according to the principle of the division
of labor is so much more productive than the efforts of isolated individuals that
able-bodied people are not troubled by the fear of starvation which daily
threatened their forebears. Within a capitalist commonwealth the minimum
of subsistence plays no catallactic role.

Furthermore, the notion of a physiological minimum of subsistence lacks
that precision and scientific rigor which people have ascribed to it. Primitive
man, adjusted to a more animal-like than human existence, could keep himself
alive under conditions which are unbearable to his dainty scions pampered
by capitalism. There is no such thing as a physiologically and biologically de-
termined minimum of subsistence, valid for every specimen of the zoological
species Homo sapiens. No more tenable is the idea that a definite quantity of
calories is needed to keep a man healthy and progenitive, and a further definite
quantity to replace the energy expended in working. The appeal to such notions
of cattle breeding and the vivisection of guinea pigs does not aid the economist
in his endeavors to comprehend the problems of purposive human action.
The “iron law of wages” and the essentially identical Marxian doctrine of
the determination of “the value of labor power” by “the working time necessary
for its production, consequently also for its reproduction,”8 are the least tenable
of all that has ever been taught in the field of catallactics.

Yet it was possible to attach some meaning to the ideas implied in the
iron law of wages. If one sees in the wage earner merely a chattel and be-
lieves that he plays no other role in society, if one assumes that he aims at
no other satisfaction than feeding and proliferation and does not know of
any employment for his earnings other than the procurement of those ani-
mal satisfactions, one may consider the iron law as a theory of the determi-
nation of wage rates. In fact the classical economists, frustrated by their
abortive value theory, could not think of any other solution of the problem
involved. For Torrens and Ricardo the theorem that the natural price of
labor is the price which enables the wage earners to subsist and to perpetu-
ate their race, without any increase or diminution, was the logically ines-
capable inference from their untenable value theory. But when their
epigones saw that they could no longer satisfy themselves with this mani-
festly preposterous law, they resorted to a modification of it which was tanta-
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8. Cf. Marx, Das Kapital (7th ed. Hamburg, 1914), I, 133. In the Communist Manifesto

(Section II) Marx and Engels formulate their doctrine in this way: “The average price of wage la-
bor is the minimum wage, i.e., that quantum of means of subsistence which is absolutely required
to keep the laborer in bare existence as laborer.” It “merely suffices to prolong and reproduce a
bare existence.”
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mount to a complete abandonment of any attempt to provide an economic
explanation of the determination of wage rates. They tried to preserve the
cherished notion of the minimum of subsistence by substituting the concept
of a “social” minimum for the concept of a physiological minimum. They no
longer spoke of the minimum required for the necessary subsistence of the
laborer and for the preservation of an undiminished supply of labor. They
spoke instead of the minimum required for the preservation of a standard of
living sanctified by historical tradition and inherited customs and habits.
While daily experience taught impressively that under capitalism real wage
rates and the wage earners’ standard of living were steadily rising, while it be-
came from day to day more obvious that the traditional walls separating the
various strata of the population could no longer be preserved because the so-
cial improvement in the conditions of the industrial workers demolished the
vested ideas of social rank and dignity, these doctrinaires announced that old
customs and social convention determine the height of wage rates. Only
people blinded by preconceived prejudices and party bias could resort to
such an explanation in an age in which industry supplies the consumption
of the masses again and again with new commodities hitherto unknown and
makes accessible to the average worker satisfactions of which no king could
dream in the past.

It is not especially remarkable that the Prussian Historical School of
the wirtschaftliche Staatswissenschaften [the economic aspects of political
science] viewed wage rates no less than commodity prices and interest
rates as “historical categories” and that in dealing with wage rates it had
recourse to the concept of “income adequate to the individual’s hierar-
chical station in the social scale of ranks.” It was the essence of the
teachings of this school to deny the existence of economics and to sub-
stitute history for it. But it is amazing that Marx and the Marxians did
not recognize that their endorsement of this spurious doctrine entirely
disintegrated the body of the so-called Marxian system of economics.
When the articles and dissertations published in England in the early
1860’s convinced Marx that it was no longer permissible to cling unswerv-
ingly to the wage theory of the classical economists, he modified his
theory of the value of labor power. He declared that “the extent of the
so-called natural wants and the manner in which they are satisfied, are in
themselves a product of historical evolution” and “depend to a large ex-
tent on the degree of civilization attained by any given country and,
among other factors, especially on the conditions and customs and pre-
tensions concerning the standard of life under which the class of free la-
borers has been formed.” Thus “a historical and moral element enter into
the determination of the value of labor power.” But when Marx adds
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that nonetheless “for a given country at any given time, the average quantity
of indispensable necessaries of life is a given fact,”9 he contradicts himself
and misleads the reader. What he has in mind is no longer the “indispensable
necessaries,” but the things considered indispensable from a traditional point
of view, the means necessary for the preservation of a standard of living
adequate to the workers’ station in the traditional social hierarchy. The
recourse to such an explanation means virtually the renunciation of any
economic or catallactic elucidation of the determination of wage rates. Wage
rates are explained as a datum of history. They are no longer seen as a market
phenomenon, but as a factor originating outside of the interplay of the forces
operating on the market.

However, even those who believe that the height of wage rates as they are
actually paid and received in reality are forced upon the market from with-
out as a datum cannot avoid developing a theory which explains the deter-
mination of wage rates as the outcome of the valuations and decisions of
the consumers. Without such a catallactic theory of wages, no economic
analysis of the market can be complete and logically satisfactory. It is simply
nonsensical to restrict the catallactic disquisitions to the problems of the
determination of commodity prices and interest rates and to accept wage
rates as a historical datum. An economic theory worthy of the name must
be in a position to assert with regard to wage rates more than that they are
determined by a “historical and moral element.” The characteristic mark of
economics is that it explains the exchange ratios manifested in market trans-
actions as market phenomena the determination of which is subject to a
regularity in the concatenation and sequence of events. It is precisely this
that distinguishes economic conception from the historical understanding,
theory from history.

We can well imagine a historical situation in which the height of wage rates
is forced upon the market by the interference of external compulsion and
coercion. Such institutional fixing of wage rates is one of the most important
features of our age of interventionist policies. But with regard to such a state
of affairs it is the task of economics to investigate what effects are brought
about by the disparity between the two wage rates, the potential rate which the
unhampered market would have produced by the interplay of the supply of
and the demand for labor on the one hand, and on the other the rate which
external compulsion and coercion impose upon the parties to the market
transactions.
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9. Cf. Marx, Das Kapital, p. 134. Italics are mine. The term used by Marx which in the text is
translated as “necessaries of life” is Lebensmittel. The Muret-Sanders Dictionary (16th ed.) trans-
lates this term “articles of food, provisions, victuals, grub.”
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It is true, wage earners are imbued with the idea that wages must be at
least high enough to enable them to maintain a standard of living adequate
to their station in the hierarchical gradation of society. Every single worker
has his particular opinion about the claims he is entitled to raise on account
of “status,” “rank,” “tradition,” and “custom” in the same way as he has his
particular opinion about his own efficiency and his own achievements. But
such pretensions and self-complacent assumptions are without any relevance
for the determination of wage rates. They limit neither the upward nor the
downward movement of wage rates. The wage earner must sometimes satisfy
himself with much less than what, according to his opinion, is adequate to
his rank and efficiency. If he is offered more than he expected, he pockets
the surplus without a qualm. The age of laissez faire for which the iron law
and Marx’s doctrine of the historically determined formation of wage rates
claim validity witnessed a progressive, although sometimes temporarily in-
terrupted, tendency for real wage rates to rise. The wage earners’ standard of
living rose to a height unprecedented in history and never thought of in ear-
lier periods.

The labor unions pretend that nominal wage rates at least must always be
raised in accordance with the changes occurring in the monetary unit’s pur-
chasing power in such a way as to secure to the wage earner the unabated
enjoyment of the previous standard of living. They raise these claims also
with regard to wartime conditions and the measures adopted for the financ-
ing of war expenditure. In their opinion even in wartime neither inflation
nor the withholding of income taxes must affect the worker’s take-home real

wage rates. This doctrine tacitly implies the thesis of the Communist Man-

ifesto that “the working men have no country” and have “nothing to lose
but their chains”; consequently they are neutral in the wars waged by the
bourgeois exploiters and do not care whether their nation conquers or is
conquered. It is not the task of economics to scrutinize these statements. It
only has to establish the fact that it does not matter what kind of
justification is advanced in favor of the enforcement of wage rates higher
than those the unhampered labor market would have determined. If as a re-
sult of such claims real wage rates are really raised above the height conso-
nant with the marginal productivity of the various types of labor concerned,
the unavoidable consequences must appear without any regard to the un-
derlying philosophy.

In reviewing the whole history of mankind from the early begin-
nings of civilization up to our age, it makes sense to establish in
general terms the fact that the productivity of human labor has been
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multiplied, for indeed the members of a civilized nation produce today
much more than their ancestors did. But this concept of the productiv-
ity of labor in general is devoid of any praxeological or catallactic mean-
ing and does not allow any expression in numerical terms. Still less is it
permissible to refer to it in attempts to deal with the problems of the
market.

Present-day labor-union doctrine operates with a concept of productivity
of labor that is designedly constructed to provide an alleged ethical
justification for syndicalistic ventures. It defines productivity either as the
total market value in terms of money that is added to the products by the
processing (either of one firm or by all the firms of a branch of industry),
divided by the number of workers employed, or as output (of this firm or
branch of industry) per man-hour of work. Comparing the magnitudes
computed in this way for the beginning of a definite period of time and
for its end, they call the amount by which the figure computed for the
later date exceeds that for the earlier date “increase in productivity of la-
bor,” and they pretend that it by rights belongs entirely to the workers.
They demand that this whole amount should be added to the wage rates
which the workers received at the beginning of the period. Confronted
with these claims of the unions, the employers for the most part do not
contest the underlying doctrine and do not question the concept of pro-
ductivity of labor involved. They accept it implicitly in pointing out that
wage rates have already risen to the full extent of the increase in produc-
tivity, computed according to this method, or that they have already risen
beyond this limit.

Now this procedure of computing the productivity of the work per-
formed by the labor force of a firm or an industry is entirely fallacious.
One thousand men working forty hours a week in a modern American
shoe factory turn out every month m pairs of shoes. One thousand men
working with the traditional old-fashioned tools in small artisan shops
somewhere in the backward countries of Asia produce over the same pe-
riod of time, even when working much longer than forty hours weekly,
many fewer than m pairs. Between the United States and Asia the dif-
ference in productivity computed according to the methods of the
union doctrine is enormous. It is certainly not due to any inherent vir-
tues of the American worker. He is not more diligent, painstaking, skill-
ful, or intelligent than the Asiatics. (We may even assume that many of
those employed in a modern factory perform much simpler operations
than those required from a man handling the old-fashioned tools.) The
superiority of the American plant is entirely caused by the superiority of
its equipment and the prudence of its entrepreneurial conduct. What
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prevents the businessmen of the backward countries from adopting the Amer-
ican methods of production is lack of capital accumulated, not any insuffici-
ency on the part of their workers.

On the eve of the “Industrial Revolution,” conditions in the West did not
differ much from what they are today in the East. The radical change of con-
ditions that bestowed on the masses of the West the present average standard
of living (a high standard indeed when compared with precapitalistic or with
Soviet conditions) was the effect of capital accumulation by saving and the
wise investment of it by farsighted entrepreneurship. No technological im-
provement would have been possible if the additional capital goods required
for the practical utilization of new inventions had not previously been made
available by saving.

While the workers in their capacity as workers did not, and do not, con-
tribute to the improvement of the apparatus of production, they are (in a
market economy which is not sabotaged by government or union violence),
both in their capacity as workers and in their capacity as consumers, the
foremost beneficiaries of the ensuing betterment of conditions.

What initiates the chain of actions that results in an improvement of eco-
nomic conditions is the accumulation of new capital through saving. These
additional funds render the execution of projects possible which, for the lack
of capital goods, could not have been executed previously. Embarking upon
the realization of the new projects, the entrepreneurs compete on the market
for the factors of production with all those already engaged in projects previ-
ously entered upon. In their attempts to secure the necessary quantity of raw
materials and of manpower, they push up the prices of raw materials and wage
rates. Thus the wage earners, already at the start of the process, reap a share of
the benefits that the abstention from consumption on the part of the savers has
begotten. In the farther course of the process they are again favored, now in
their capacity as consumers, by the drop in prices that the increase in produc-
tion tends to bring about.10

Economics describes the final outcome of this sequence of changes
thus: An increase in capital invested results, with an unchanged num-
ber of people intent upon earning wages, in a rise of the marginal
productivity of labor and hence of wage rates. What raises wage rates
is an increase in capital exceeding the increase in population or, in
other words, an increase in the per-head quota of capital invested. On
the unhampered labor market, wage rates always tend toward the
height at which they equal the marginal productivity of each kind of
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labor, that is the height that equals the value added to or subtracted from the
value of the product by the employment or discharge of a man. At this rate all
those in search of employment find jobs, and all those eager to employ work-
ers can hire as many as they want. If wages are raised above this market rate,
unemployment of a part of the potential labor force inevitably results. It does
not matter what kind of doctrine is advanced in order to justify the enforce-
ment of wage rates that exceed the potential market rates.

Wage rates are ultimately determined by the value which the wage
earner’s fellow citizens attach to his services and achievements. Labor is ap-
praised like a commodity, not because the entrepreneurs and capitalists are
hardhearted and callous, but because they are unconditionally subject to the
supremacy of the consumers of which today the earners of wages and salaries
form the immense majority. The consumers are not prepared to satisfy any-
body’s pretensions, presumptions, and self-conceit. They want to be served in
the cheapest way.

A Comparison Between the Historical Explanation 
of Wage Rates and the Regression Theorem

It may be useful to compare the doctrine of Marxism and the Prussian Histor-
ical School, according to which wage rates are a historical datum and not a
catallactic phenomenon, with the regression theorem of money’s purchasing
power.11

The regression theorem establishes the fact that no good can be employed for
the function of a medium of exchange which at the very beginning of its use for
this purpose did not have exchange value on account of other employments.
This fact does not substantially affect the daily determination of money’s pur-
chasing power as it is produced by the interplay of the supply of and the demand
for money on the part of people intent upon keeping cash. The regression the-
orem does not assert that any actual exchange ratio between money on the one
hand and commodities and services on the other hand is a historical datum not
dependent on today’s market situation. It merely explains how a new kind of me-
dia of exchange can come into use and remain in use. In this sense it says that
there is a historical component in money’s purchasing power.

It is quite different with the Marxian and Prussian theorem. As this
doctrine sees it, the actual height of wage rates as it appears on the
market is a historical datum. The valuations of the consumers who
mediately are the buyers of labor and those of the wage earners, the
sellers of labor, are of no avail. Wage rates are fixed by historical
events of the past. They can neither rise above nor drop below this
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height. The fact that wage rates are today higher in Switzerland than in India
can be explained only by history, just as only history can explain why
Napoleon I became a Frenchman and not an Italian, an emperor and not a
Corsican lawyer. It is impossible, in the explanation of the discrepancy be-
tween the wage rates of shepherds or of bricklayers in these two countries, to
resort to factors unconditionally in operation on every market. An explanation
can only be provided by the history of these two nations.

7 The Supply of Labor as Affected
by the Disutility of Labor

The fundamental facts affecting the supply of labor are:
1. Every individual can expend only a limited quantity of labor.
2. This definite quantity cannot be performed at any time desired. The

interpolation of periods of rest and recreation is indispensable.
3. Not every individual is able to perform any kind of labor. There are

innate as well as acquired diversities in the abilities to perform certain
types of work. The innate faculties required for certain types of work
cannot be acquired by any training and schooling.

4. The capacity of work must be dealt with appropriately if it is not to
deteriorate or to vanish altogether. Special care is needed to preserve a
man’s abilities—both the innate and the acquired—for such a period as
the unavoidable decline of his vital forces may permit.

5. As work approaches the point at which the total amount of work a man
can perform at the time is exhausted and the interpolation of a period of
recreation is indispensable, fatigue impairs the quantity and the quality
of the performance.12

6. Men prefer the absence of labor, i.e., leisure, to labor, or as the econo-
mists put it: they attach disutility to labor.

The self-sufficient man who works in economic isolation for the direct
satisfaction of his own needs only, stops working at the point at which he
begins to value leisure, the absence of labor’s disutility, more highly than
the increment in satisfaction expected from working more. Having satisfied
his most urgent needs, he considers the satisfaction of the still unsatisfied
needs less desirable than the satisfaction of his striving after leisure.

The same is true for wage earners no less than for an isolated
autarkic worker. They too are not prepared to work until they have
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expended the total capacity of work they are capable of expending. They
too are eager to stop working at the point at which the mediate gratification
expected no longer outweighs the disutility involved in the performance of
additional work.

Popular opinion, laboring under atavistic representations and blinded by
Marxian slogans, was slow in grasping this fact. It clung and even today
clings to the habit of looking at the wage earner as a bondsman, and at
wages as the capitalist equivalent of the bare subsistence which the slave
owner and the cattle owner must provide for their slaves and animals. In
the eyes of this doctrine the wage earner is a man whom poverty has
forced to submit to bondage. The vain formalism of the bourgeois lawyers,
we are told, calls this subjection voluntary, and interprets the relation be-
tween employer and employee as a contract between two equal parties. In
truth, however, the worker is not free; he acts under duress; he must sub-
mit to the yoke of virtual serfdom because no other choice is left to him,
society’s disinherited outcast. Even his apparent right to choose his master
is spurious. The open or silent combination of the employers fixing the
conditions of employment in a uniform way by and large makes this free-
dom illusory.

If one assumes that wages are merely the reimbursement of the ex-
penses incurred by the worker in the preservation and reproduction of
labor power or that their height is determined by tradition, it is quite
consistent to consider every reduction in the obligations which the labor
contract imposes on the worker as a unilateral gain for the worker. If
the height of wage rates does not depend on the quantity and quality of
the performance, if the employer does not pay to the worker the price
the market assigns to his achievement, if the employer does not buy a
definite quantity and quality of workmanship, but buys a bondsman, if
wage rates are so low that for natural or “historical” reasons they cannot
drop any further, one improves the wage earner’s lot by forcibly shorten-
ing the length of the working day. Then it is permissible to look at the
laws limiting the hours of work as tantamount to the decrees by means
of which European governments of the seventeenth, eighteenth, and
early nineteenth centuries step by step reduced and finally entirely abol-
ished the amount of the unpaid statute labor (corvée) which the peasant
bondsmen were liable to give to their lords, or to ordinances lightening
the work to be done by convicts. Then the shortening of daily hours of
work which the evolution of capitalist industrialism brought about is
appraised as a victory of the exploited wage-slaves over the rugged
selfishness of their tormentors. All laws imposing upon the employer the
duty to make definite expenditures to the benefit of the employees are
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described as “social gains,” i.e., as liberalities for the attainment of which the
employees do not have to make any sacrifice.

It is generally assumed that the correctness of this doctrine is sufficiently
demonstrated by the fact that the individual wage earner has only a negligible
influence on the determination of the terms of the labor contract. The deci-
sions concerning the length of the working day, work on Sundays and holidays,
the time set for meals and many other things are made by the employers with-
out asking the employees. The wage earner has no other choice than to yield
to these orders or to starve.

The cardinal fallacy involved in this reasoning has already been
pointed out in the preceding sections. The employers are not asking for
labor in general, but for men who are fitted to perform the kind of la-
bor they need. Just as an entrepreneur must choose for his plants the
most suitable location, equipment, and raw materials, so he must hire
the most efficient workers. He must arrange conditions of work in such
a way as to make them appear attractive to those classes of workers he
wants to employ. It is true that the individual worker has but little to
say with regard to these arrangements. They are, like the height of wage
rates itself, like commodity prices, and the shape of articles produced
for mass consumption, the product of the interaction of innumerable
people participating in the social process of the market. They are as
such mass phenomena which are but little subject to modification on
the part of a single individual. However, it is a distortion of truth to as-
sert that the individual voter’s ballot is without influence because many
thousands or even millions of votes are required to decide the issue and
that those of people not attached to any party virtually do not matter.
Even if one were to admit this thesis for the sake of argument, it is a
non sequitur to infer that the substitution of totalitarian principles for
democratic procedures would make the officeholders more genuine rep-
resentatives of the people’s will than election campaigns. The counter-
parts of these totalitarian fables in the field of the market’s economic
democracy are the assertions that the individual consumer is powerless
against the suppliers and the individual employee against the employers.
It is, of course, not an individual’s taste, different from that of the
many, that determines the features of articles of mass production de-
signed for mass consumption, but the wishes and likes of the majority.
It is not the individual job-seeker, but the masses of job-seekers whose
conduct determines the terms of the labor contracts prevailing in
definite areas or branches of industry. If it is customary to have lunch
between noon and one o’clock, an individual worker who prefers to
have it between two and three p.m. has little chance of having his
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wishes satisfied. However, the social pressure to which this solitary individual
is subject in this case is not exercised by the employer, but by his fellow
employees.

Employers in their search for suitable workers are forced to accommodate
themselves even to serious and costly inconveniences if they cannot find those
needed on other terms. In many countries, some of them stigmatized as so-
cially backward by the champions of anticapitalism, employers must yield to
various wishes of workers motivated by considerations of religious ritual or
caste and status. They must arrange hours of work, holidays, and many tech-
nical problems according to such opinions, however burdensome such an ad-
justment may be. Whenever an employer asks for special performances which
appear irksome or repulsive to the employees, he must pay extra for the excess
of disutility the worker must expend.

The terms of the labor contract refer to all working conditions, not merely
to the height of wage rates. Teamwork in factories and the interdependence of
various enterprises make it impossible to deviate from the arrangements cus-
tomary in the country or in the branch concerned and thus result in a
unification and standardization of these arrangements. But this fact neither
weakens nor eliminates the employees’ contribution in their setting up. For
the individual workers they are, of course, an unalterable datum as the rail-
road’s timetable is for the individual traveler. But nobody would contend that
in determining the timetable the company does not bother about the wishes
of the potential customers. Its intention is precisely to serve as many of them
as possible.

The interpretation of the evolution of modern industrialism has been ut-
terly vitiated by the anticapitalistic bias of governments and professedly prola-
bor writers and historians. The rise in real wage rates, the shortening of hours
of work, the elimination of child labor, and the restriction of the labor of
women, it is asserted, were the result of the interference of governments and
labor unions and the pressure of public opinion aroused by humanitarian au-
thors. But for this interference and pressure the entrepreneurs and capitalists
would have retained for themselves all the advantages derived from the in-
crease in capital investment and the consequent improvement in technologi-
cal methods. The rise in the wage earners’ standard of living was thus brought
about at the expense of the “unearned” income of capitalists, entrepreneurs,
and landowners. It is highly desirable to continue these policies, benefiting
the many at the sole expense of a few selfish exploiters, and to reduce more
and more the unfair take of the propertied classes.
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The incorrectness of this interpretation is obvious. All measures restricting
the supply of labor directly or indirectly burden the capitalists as far as they
increase the marginal productivity of labor and reduce the marginal produc-
tivity of the material factors of production. As they restrict the supply of la-
bor without reducing the supply of capital, they increase the portion allotted
to the wage earners out of the total net product of the production effort. But
this total net produce will drop too, and it depends on the specific data of
each case whether the relatively greater quota of a smaller cake will be
greater or smaller than the relatively smaller quota of a bigger cake. Profits
and the rate of interest are not directly affected by the shortening of the total
supply of labor. The prices of material factors of production drop and wage
rates per unit of the individual worker’s performance (not necessarily also per
capita of the workers employed) rise. The prices of the products rise too.
Whether all these changes result in an improvement or in a deterioration of
the average wage earner’s income is, as has been said, a question of fact in
each instance.

But our assumption that such measures do not affect the supply of mate-
rial factors of production is impermissible. The shortening of the hours of
work, the restriction of night work and of the employment of certain classes
of people impair the utilization of a part of the equipment available and are
tantamount to a drop in the supply of capital. The resulting intensification
of the scarcity of capital goods may entirely undo the potential rise in the
marginal productivity of labor as against the marginal productivity of capital
goods.

If concomitantly with the compulsory shortening of the hours of work the
authorities or the unions forbid any corresponding reduction in wage rates
which the state of the market would require or if previously prevailing institu-
tions prevent such a reduction, the effects appear that every attempt to keep
wage rates at a height above the potential market rate brings about: institu-
tional unemployment.

The history of capitalism as it has operated in the last two hundred years in
the realm of Western civilization is the record of a steady rise in the wage earn-
ers’ standard of living. The inherent mark of capitalism is that it is mass pro-
duction for mass consumption directed by the most energetic and far-sighted
individuals, unflaggingly aiming at improvement. Its driving force is the profit
motive, the instrumentality of which forces the businessman constantly to
provide the consumers with more, better, and cheaper amenities. An excess of
profits over losses can appear only in a progressing economy and only to the
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extent to which the masses’ standard of living improves.13 Thus capitalism is
the system under which the keenest and most agile minds are driven to pro-
mote to the best of their abilities the welfare of the laggard many.

In the field of historical experience it is impossible to resort to measure-
ment. As money is no yardstick of value and want-satisfaction, it cannot be
applied for comparing the standard of living of people in various periods of
time. However, all historians whose judgment is not muddled by romantic
prepossessions agree that the evolution of capitalism has multiplied capital
equipment on a scale which far exceeded the synchronous increase in pop-
ulation figures. Capital equipment both per capita of the total population
and per capita of those able to work is immensely larger today than fifty, a
hundred or two hundred years ago. Concomitantly there has been a
tremendous increase in the quota which the wage earners receive out of the
total amount of commodities produced, an amount which in itself is much
bigger than in the past. The ensuing rise in the masses’ standard of living
is miraculous when compared with the conditions of ages gone by. In those
merry old days even the wealthiest people led an existence which must be
called straitened when compared with the average standard of the Ameri-
can or Australian worker of our age. Capitalism, says Marx, unthinkingly
repeating the fables of the eulogists of the Middle Ages, has an inevitable
tendency to impoverish the workers more and more. The truth is that cap-
italism has poured a horn of plenty upon the masses of wage earners who
frequently did all they could to sabotage the adoption of those innovations
which render their life more agreeable. How uneasy an American worker
would be if he were forced to live in the style of a medieval lord and to
miss the plumbing facilities and the other gadgets he simply takes for
granted!

The improvement in his material well-being has changed the
worker’s valuation of leisure. Better supplied with the amenities of life
as he is, he sooner reaches the point at which he looks upon any fur-
ther increment in the disutility of labor as an evil which is no longer
outweighed by the expected further increment in labor’s mediate grati-
fication. He is eager to shorten the hours of daily work and to spare
his wife and children the toil and trouble of gainful employment. It
is not labor legislation and labor-union pressure that have shortened
hours of work and withdrawn married women and children from the
factories; it is capitalism, which has made the wage earner so pros-
perous that he is able to buy more leisure time for himself and
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his dependents. The nineteenth century’s labor legislation by and large
achieved nothing more than to provide a legal ratification for changes which
the interplay of market factors had brought about previously. As far as it some-
times went ahead of industrial evolution, the quick advance in wealth soon
made things right again. As far as the allegedly prolabor laws decreed measures
which were not merely the ratification of changes already effected or the an-
ticipation of changes to be expected in the immediate future, they hurt the
material interests of the workers.

The term social gains is utterly misleading. If the law forces workers who
would prefer to work forty-eight hours a week not to give more than forty
hours of work, or if it forces employers to incur certain expenses for the
benefit of employees, it does not favor workers at the expense of employers.
Whatever the provisions of a social security law may be, their incidence ul-
timately burdens the employee, not the employer. They affect the amount
of take-home wages; if they raise the price the employer has to pay for a
unit of performance above the potential market rate, they create institu-
tional unemployment. Social security does not enjoin upon the employers
the obligation to expend more in buying labor. It imposes upon the wage
earners a restriction concerning the spending of their total income. It cur-
tails the worker’s freedom to arrange his household according to his own
decisions.

Whether such a system of social security is a good or a bad policy is es-
sentially a political problem. One may try to justify it by declaring that the
wage earners lack the insight and the moral strength to provide sponta-
neously for their own future. But then it is not easy to silence the voices
of those who ask whether it is not paradoxical to entrust the nation’s welfare
to the decisions of voters whom the law itself considers incapable of manag-
ing their own affairs; whether it is not absurd to make those people supreme
in the conduct of government who are manifestly in need of a guardian to
prevent them from spending their own income foolishly. Is it reasonable to
assign to wards the right to elect their guardians? It is no accident that
Germany, the country that inaugurated the social security system, was the
cradle of both varieties of modern disparagement of democracy, the Marxian
as well as the non-Marxian.

Remarks About the Popular Interpretation 
of the “Industrial Revolution”

It is generally asserted that the history of modern industrialism and
especially the history of the British “Industrial Revolution” provide an
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empirical verification of the “realistic” or “institutional” doctrine and utterly
explode the “abstract” dogmatism of the economists.14

The economists flatly deny that labor unions and government prolabor leg-
islation can and did lastingly benefit the whole class of wage earners and raise
their standard of living. But the facts, say the anti-economists, have refuted
these fallacies. The statesmen and legislators who enacted the factory acts dis-
played a better insight into reality than the economists. While laissez-faire phi-
losophy, without pity and compassion, taught that the sufferings of the toiling
masses are unavoidable, the common sense of laymen succeeded in quelling
the worst excesses of profit-seeking business. The improvement in the condi-
tions of the workers is entirely an achievement of governments and labor
unions.

Such are the ideas permeating most of the historical studies dealing with
the evolution of modern industrialism. The authors begin by sketching an
idyllic image of conditions as they prevailed on the eve of the “Industrial Rev-
olution.” At that time, they tell us, things were, by and large, satisfactory. The
peasants were happy. So also were the industrial workers under the domestic
system. They worked in their own cottages and enjoyed a certain economic in-
dependence since they owned a garden plot and their tools. But then “the In-
dustrial Revolution fell like a war or a plague” on these people.15 The factory
system reduced the free worker to virtual slavery; it lowered his standard of liv-
ing to the level of bare subsistence; in cramming women and children into the
mills it destroyed family life and sapped the very foundations of society, moral-
ity, and public health. A small minority of ruthless exploiters had cleverly suc-
ceeded in imposing their yoke upon the immense majority.

The truth is that economic conditions were highly unsatisfactory on
the eve of the Industrial Revolution. The traditional social system was
not elastic enough to provide for the needs of a rapidly increasing
population. Neither farming nor the guilds had any use for the addi-
tional hands. Business was imbued with the inherited spirit of privi-
lege and exclusive monopoly; its institutional foundations were licenses
and the grant of a patent of monopoly; its philosophy was restriction
and the prohibition of competition both domestic and foreign. The
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number of people for whom there was no room left in the rigid system of pa-
ternalism and government tutelage of business grew rapidly. They were virtu-
ally outcasts. The apathetic majority of these wretched people lived from the
crumbs that fell from the tables of the established castes. In the harvest season
they earned a trifle by occasional help on farms; for the rest they depended
upon private charity and communal poor relief. Thousands of the most vigor-
ous youths of these strata were pressed into the service of the Royal Army and
Navy; many of them were killed or maimed in action; many more perished in-
gloriously from the hardships of the barbarous discipline, from tropical dis-
eases, or from syphilis.16 Other thousands, the boldest and most ruthless of
their class, infested the country as vagabonds, beggars, tramps, robbers, and
prostitutes. The authorities did not know of any means to cope with these in-
dividuals other than the poorhouse and the workhouse. The support the gov-
ernment gave to the popular resentment against the introduction of new 
inventions and labor-saving devices made things quite hopeless.

The factory system developed in a continuous struggle against innumerable
obstacles. It had to fight popular prejudice, old established customs, legally
binding rules and regulations, the animosity of the authorities, the vested in-
terests of privileged groups, the envy of the guilds. The capital equipment of
the individual firms was insufficient, the provision of credit extremely difficult
and costly. Technological and commercial experience was lacking. Most fac-
tory owners failed; comparatively few succeeded. Profits were sometimes con-
siderable, but so were losses. It took many decades until the common practice
of reinvesting the greater part of profits earned accumulated adequate capital
for the conduct of affairs on a broader scale.

That the factories could thrive in spite of all these hindrances was due to
two reasons. First there were the teachings of the new social philosophy ex-
pounded by the economists. They demolished the prestige of Mercantilism,
paternalism, and restrictionism. They exploded the superstitious belief that
labor-saving devices and processes cause unemployment and reduce all
people to poverty and decay. The laissez-faire economists were the pioneers of
the unprecedented technological achievements of the last two hundred years.

Then there was another factor that weakened the opposition to innovations.
The factories freed the authorities and the ruling landed aristocracy from an
embarrassing problem that had grown too large for them. They provided sus-
tenance for the masses of paupers. They emptied the poorhouses, the work-
houses, and the prisons. They converted starving beggars into self-supporting
breadwinners.

The factory owners did not have the power to compel anybody to
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take a factory job. They could only hire people who were ready to work for the
wages offered to them. Low as these wage rates were, they were nonetheless
much more than these paupers could earn in any other field open to them. It
is a distortion of facts to say that the factories carried off the housewives from
the nurseries and the kitchens and the children from their play. These women
had nothing to cook with and to feed their children. These children were des-
titute and starving. Their only refuge was the factory. It saved them, in the
strict sense of the term, from death by starvation.

It is deplorable that such conditions existed. But if one wants to blame those
responsible, one must not blame the factory owners who—driven by
selfishness, of course, and not by “altruism”—did all they could to eradicate
the evils. What had caused these evils was the economic order of the precapi-
talistic era, the order of the “good old days.”

In the first decades of the Industrial Revolution the standard of living of the
factory workers was shockingly bad when compared with the contemporary
conditions of the upper classes and with the present conditions of the indus-
trial masses. Hours of work were long, the sanitary conditions in the workshops
deplorable. The individual’s capacity to work was used up rapidly. But the fact
remains that for the surplus population which the enclosure movement had
reduced to dire wretchedness and for which there was literally no room left
in the frame of the prevailing system of production, work in the factories was
salvation. These people thronged into the plants for no reason other than the
urge to improve their standard of living.

The laissez-faire ideology and its offshoot, the “Industrial Revolution,”
blasted the ideological and institutional barriers to progress and welfare.
They demolished the social order in which a constantly increasing number
of people were doomed to abject need and destitution. The processing
trades of earlier ages had almost exclusively catered to the wants of the well-
to-do. Their expansion was limited by the amount of luxuries the wealthier
strata of the population could afford. Those not engaged in the production
of primary commodities could earn a living only as far as the upper classes
were disposed to utilize their skill and services. But now a different principle
came into operation. The factory system inaugurated a new mode of mar-
keting as well as of production. Its characteristic feature was that the manu-
factures were not designed for the consumption of a few well-to-do only, but
for the consumption of those who had hitherto played but a negligible role
as consumers. Cheap things for the many, was the objective of the factory
system. The classical factory of the early days of the Industrial Revolution
was the cotton mill. Now, the cotton goods it turned out were not something
the rich were asking for. These wealthy people clung to silk, linen, and cam-
bric. Whenever the factory with its methods of mass production by means
of power-driven machines invaded a new branch of production, it started
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with the production of cheap goods for the broad masses. The factories turned
to the production of more refined and therefore more expensive goods only at
a later stage, when the unprecedented improvement in the masses’ standard of
living which they caused made it profitable to apply the methods of mass pro-
duction also to these better articles. Thus, for instance, the factory-made shoe
was for many years bought only by the “proletarians” while the wealthier con-
sumers continued to patronize the custom shoemakers. The much talked
about sweatshops did not produce clothes for the rich, but for people in mod-
est circumstances. The fashionable ladies and gentlemen preferred and still
do prefer custom-made frocks and suits.

The outstanding fact about the Industrial Revolution is that it opened an
age of mass production for the needs of the masses. The wage earners are no
longer people toiling merely for other people’s well-being. They themselves
are the main consumers of the products the factories turn out. Big business de-
pends upon mass consumption. There is, in present-day America, not a single
branch of big business that would not cater to the needs of the masses. The
very principle of capitalist entrepreneurship is to provide for the common
man. In his capacity as consumer the common man is the sovereign whose
buying or abstention from buying decides the fate of entrepreneurial activities.
There is in the market economy no other means of acquiring and preserving
wealth than by supplying the masses in the best and cheapest way with all the
goods they ask for.

Blinded by their prejudices, many historians and writers have entirely failed
to recognize this fundamental fact. As they see it, wage earners toil for the
benefit of other people. They never raise the question who these “other”
people are.

Mr. and Mrs. Hammond tell us that the workers were happier in 1760 than
they were in 1830.17 This is an arbitrary value judgment. There is no means of
comparing and measuring the happiness of different people and of the same
people at different times. We may agree for the sake of argument that an indi-
vidual who was born in 1740 was happier in 1760 than in 1830. But let us not
forget that in 1770 (according to the estimate of Arthur Young) England had
8.5 million inhabitants, while in 1831 (according to the census) the figure was
16 million.18 This conspicuous increase was mainly conditioned by the Indus-
trial Revolution. With regard to these additional Englishmen the assertion of
the eminent historians can only be approved by those who endorse the melan-
choly verses of Sophocles: “Not to be born is, beyond all question, the best; but
when a man has once seen the light of day, this is next best, that speedily he
should return to that place whence he came.”
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The early industrialists were for the most part men who had their origin in
the same social strata from which their workers came. They lived very mod-
estly, spent only a fraction of their earnings for their households and put the
rest back into the business. But as the entrepreneurs grew richer, the sons of
successful businessmen began to intrude into the circles of the ruling class.
The highborn gentlemen envied the wealth of the parvenus and resented
their sympathies with the reform movement. They hit back by investigating
the material and moral conditions of the factory hands and enacting factory
legislation.

The history of capitalism in Great Britain as well as in all other capitalist
countries is a record of an unceasing tendency toward the improvement in the
wage earners’ standard of living. This evolution coincided with the develop-
ment of prolabor legislation and the spread of labor unionism on the one hand
and with the increase in the marginal productivity of labor on the other hand.
The economists assert that the improvement in the workers’ material condi-
tions is due to the increase in the per capita quota of capital invested and the
technological achievements which the employment of this additional capital
brought about. As far as labor legislation and union pressure did not exceed
the limits of what the workers would have got without them, as a necessary
consequence of the acceleration of capital accumulation as compared with
population, they were superfluous. As far as they exceeded these limits, they
were harmful to the interests of the masses. They delayed the accumulation of
capital thus slowing down the tendency toward a rise in the marginal produc-
tivity of labor and in wage rates. They conferred privileges on some groups of
wage earners at the expense of other groups. They created mass unemploy-
ment and decreased the amount of products available for the workers in their
capacity as consumers.

The apologists of government interference with business and of labor
unionism ascribe all the improvements in the conditions of the workers to the
actions of governments and unions. Except for them, they contend, the work-
ers’ standard of living would be no higher today than it was in the early years
of the factory system.

It is obvious that this controversy cannot be settled by appeal to historical
experience. With regard to the establishment of the facts there is no disagree-
ment between the two groups. Their antagonism concerns the interpretation
of events, and this interpretation must be guided by the theory chosen. The
epistemological and logical considerations which determine the correctness
or incorrectness of a theory are logically and temporally antecedent to the elu-
cidation of the historical problem involved. The historical facts as such nei-
ther prove nor disprove any theory. They need to be interpreted in the light of
theoretical insight.

Most of the authors who wrote the history of the conditions of labor
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under capitalism were ignorant of economics and boasted of this igno-
rance. However, this contempt for sound economic reasoning did not
mean that they approached the topic of their studies without prepossession
and without bias in favor of any theory. They were guided by the popular
fallacies concerning governmental omnipotence and the alleged blessings
of labor unionism. It is beyond question that the Webbs as well as Lujo
Brentano and a host of minor authors were at the very start of their stud-
ies imbued with a fanatical dislike of the market economy and an enthu-
siastic endorsement of the doctrines of socialism and interventionism.
They were certainly honest and sincere in their convictions and tried to
do their best. Their candor and probity may exonerate them as individu-
als; it does not exonerate them as historians. However pure the intentions
of a historian may be, there is no excuse for his recourse to fallacious doc-
trines. The first duty of a historian is to examine with the utmost care all
the doctrines to which he resorts in dealing with the subject matter of his
work. If he neglects to do this and naïvely espouses the garbled and con-
fused ideas of popular opinion, he is not a historian but an apologist and
propagandist.

The antagonism between the two opposite points of view is not merely a his-
torical problem. It refers no less to the most burning problems of the present
day. It is the matter of controversy in what is called in present-day America the
problem of industrial relations.

Let us stress one aspect of the matter only. Vast areas—Eastern Asia, the
East Indies, Southern and Southeastern Europe, Latin America—are only
superficially affected by modern capitalism. Conditions in these countries
by and large do not differ from those of England on the eve of the “Indus-
trial Revolution.” There are millions of people for whom there is no secure
place left in the traditional economic setting. The fate of these wretched
masses can be improved only by industrialization. What they need most is
entrepreneurs and capitalists. As their own foolish policies have deprived
these nations of the further enjoyment of the assistance imported foreign
capital hitherto gave them, they must embark upon domestic capital accu-
mulation. They must go through all the stages through which the evolution
of Western industrialism had to pass. They must start with comparatively
low wage rates and long hours of work. But, deluded by the doctrines pre-
vailing in present-day Western Europe and North America, their statesmen
think that they can proceed in a different way. They encourage labor-union
pressure and alleged prolabor legislation. Their interventionist radicalism
nips in the bud all attempts to create domestic industries. Their stubborn
dogmatism spells the doom of the Indian and Chinese coolies, the Mexican
peons, and millions of other peoples, desperately struggling on the verge of
starvation.
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8 Wage Rates as Affected by the Vicissitudes 
of the Market

Labor is a factor of production. The price which the seller of labor can obtain
on the market depends on the data of the market.

The quantity and the quality of labor which an individual is fitted to deliver
is determined by his innate and acquired characteristics. The innate abilities
cannot be altered by any purposeful conduct. They are the individual’s heri-
tage with which his ancestors have endowed him on the day of his birth. He
can bestow care upon these gifts and cultivate his talents, he can keep them
from prematurely withering away; but he can never cross the boundaries
which nature has drawn to his forces and abilities. He can display more or less
skill in his endeavors to sell his capacity to work at the highest price which is
obtainable on the market under prevailing conditions; but he cannot change
his nature in order to adjust it better to the state of the market data. It is good
luck for him if market conditions are such that a kind of labor which he is able
to perform is lavishly remunerated; it is chance, not personal merit if his in-
nate talents are highly appreciated by his fellow men. Miss Greta Garbo, if she
had lived a hundred years earlier, would probably have earned much less than
she did in this age of moving pictures. As far as her innate talents are con-
cerned, she is in a position similar to that of a farmer whose farm can be sold
at a high price because the expansion of a neighboring city converted it into
urban soil.

Within the rigid limits drawn by his innate abilities, a man’s capacity to work
can be perfected by training for the accomplishment of definite tasks. The in-
dividual—or his parents—incurs expenses for a training the fruit of which
consists in the acquisition of the ability to perform certain kinds of work. Such
schooling and training intensify a man’s one-sidedness; they make him a
specialist. Every special training enhances the specific character of a man’s
capacity to work. The toil and trouble, the disutility of the efforts to which an
individual must submit in order to acquire these special abilities, the loss of
potential earnings during the training period, and the money expenditure re-
quired are laid out in the expectation that the later increment in earnings will
compensate for them. These expenses are an investment and as such specula-
tive. It depends on the future state of the market whether or not they will pay.
In training himself the worker becomes a speculator and entrepreneur. The
future state of the market will determine whether profit or loss results from his
investment.

Thus the wage earner has vested interests in a twofold sense, as a
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man with definite innate qualities and as a man who has acquired definite spe-
cial skills.

The wage earner sells his labor on the market at the price which the market
allows for it today. In the imaginary construction of the evenly rotating econ-
omy the sum of the prices which the entrepreneur must expend for all the
complementary factors of production together must equal—due consider-
ation being made for time preference—the price of the product. In the chang-
ing economy changes in the market structure may bring about differences
between these two magnitudes. The ensuing profits and losses do not affect
the wage earner. Their incidence falls upon the employer alone. The uncer-
tainty of the future affects the employee only as far as the following items are
concerned:

1. The expenses incurred in time, disutility, and money for training.
2. The expenses incurred in moving to a definite place of work.
3. In case of a labor contract stipulated for a definite period of time,

changes in the price of the specific type of labor occurring in the mean-
time and changes in the employer’s solvency.

9 The Labor Market

Wages are the prices paid for the factor of production, human labor. As is the
case with all the other prices of complementary factors of production their
height is ultimately determined by the prices of the products as they are ex-
pected at the instant the labor is sold and bought. It does not matter whether
he who performs the labor sells his services to an employer who combines
them with the material factors of production and with the services of other
people or whether he himself embarks upon his own account and peril upon
these acts of combination. The final price of labor of the same quality is at any
rate the same in the whole market system. Wage rates are always equal to the
price of the full produce of labor. The popular slogan “the worker’s right to the
full produce of labor” was an absurd formulation of the claim that the con-
sumers’ goods should be distributed exclusively among the workers and noth-
ing should be left to the entrepreneurs and the owners of the material factors
of production. From no point of view whatever can artifacts be considered as
the products of mere labor. They are the yield of a purposive combination of
labor and of material factors of production.

In the changing economy there prevails a tendency for market
wage rates to adjust themselves precisely to the state of the final wage
rates. This adjustment is a time-absorbing process. The length of the
period of adjustment depends on the time required for the training
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for new jobs and for the removal of workers to new places of residence. It
depends furthermore on subjective factors, as for instance the workers’ fa-
miliarity with the conditions and prospects of the labor market. The ad-
justment is a speculative venture as far as the training for new jobs and
the change of residence involve costs which are expended only if one be-
lieves that the future state of the labor market will make them appear
profitable.

With regard to all these things there is nothing that is peculiar to
labor, wages, and the labor market. What gives a particular feature to
the labor market is that the worker is not merely the purveyor of the
factor of production labor, but also a human being and that it is im-
possible to sever the man from his performance. Reference to this fact
has been mostly used for extravagant utterances and for a vain critique
of the economic teachings concerning wage rates. However, these ab-
surdities must not prevent economics from paying adequate attention to
this primordial fact.

For the worker it is a matter of consequence what kind of labor he per-
forms among the various kinds he is able to perform, where he performs it,
and under what particular conditions and circumstances. An unaffected ob-
server may consider empty or even ridiculous prejudices the ideas and feel-
ings that actuate a worker to prefer certain jobs, certain places of work, and
certain conditions of labor to others. However, such academic judgments of
unaffected censors are of no avail. For an economic treatment of the prob-
lems involved there is nothing especially remarkable in the fact that the
worker looks upon his toil and trouble not only from the point of view of the
disutility of labor and its mediate gratification, but also takes into account
whether the special conditions and circumstances of its performance inter-
fere with his enjoyment of life and to what extent. The fact that a worker is
ready to forego the chance to increase his money earnings by migrating to a
place he considers less desirable and prefers to remain in his native place or
country is not more remarkable than the fact that a wealthy gentleman of no
occupation prefers the more expensive life in the capital to the cheaper life
in a small town. The worker and the consumer are the same person; it is
merely economic reasoning that integrates the social functions and splits up
this unity into two schemes. Men cannot sever their decisions concerning
the utilization of their working power from those concerning the enjoyment
of their earnings.

Descent, language, education, religion, mentality, family bonds, and so-
cial environment tie the worker in such a way that he does not choose the
place and the branch of his work merely with regard to the height of wage
rates.
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We may call that height of wage rates for definite types of labor which
would prevail on the market if the workers did not discriminate between
various places and, wage rates being equal, did not prefer one working
place to another, standard wage rates (S). If, however, the wage earners,
out of the above-mentioned considerations, value differently work in dif-
ferent places, the height of market wage rates (M) can permanently devi-
ate from the standard rates. We may call the maximum difference between
the market rate and the standard rate which does not yet result in the mi-
gration of workers from the places of lower market wage rates to those of
higher market wage rates the attachment component (A). The attachment
component of a definite geographical place or area is either positive or
negative.

We must furthermore take into account that the various places and areas
differ with regard to provision with consumers’ goods as far as transportation
costs (in the broadest sense of the term) are concerned. These costs are lower
in some areas, higher in other areas. Then there are differences with regard
to the physical input required for the attainment of the same amount of phys-
ical satisfaction. In some places a man must expend more in order to attain
the same degree of want-satisfaction which, apart from the circumstances de-
termining the amount of the attachment component, he could attain else-
where more cheaply. On the other hand, a man can in some places avoid
certain expenses without any impairment of his want-satisfaction while re-
nunciation of these expenses would curtail his satisfaction in other places.
We may call the expenses which a worker must incur in certain places in or-
der to attain in this sense the same degree of want-satisfaction, or which he
can spare without curtailing his want-satisfaction, the cost component (C).
The cost component of a definite geographical place or area is either posi-
tive or negative.

If we assume that there are no institutional barriers preventing or penaliz-
ing the transfer of capital goods, workers, and commodities from one place or
area to another and that the workers are indifferent with regard to their
dwelling and working places, there prevails a tendency toward a distribution
of population over the earth’s surface in accordance with the physical pro-
ductivity of the primary natural factors of production and the immobilization
of inconvertible factors of production as effected in the past. There is, if we
disregard the cost component, a tendency toward an equalization of wage rates
for the same type of work all over the earth.

It would be permissible to call an area comparatively overpopulated
if in it market wage rates plus the (positive or negative) cost com-
ponent are lower than the standard rates, and comparatively under-
populated if in it market wage rates plus the (positive or negative)
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cost component are higher than the standard rates. But it is not expedient
to resort to such a definition of the terms involved. It does not help us in
explaining the real conditions of the formation of wage rates and the con-
duct of wage earners. It is more expedient to choose another definition.
We may call an area comparatively overpopulated if in it market wage
rates are lower than the standard rates plus both the (positive or negative)
attachment component and the (positive or negative) cost component, that
is where M � (S � A � C). Accordingly an area is to be called compar-
atively underpopulated in which M � (S � A � C). In the absence of
institutional migration barriers workers move from the comparatively
overpopulated areas to the comparatively underpopulated until everywhere
M � S � A � C.

The same is true, mutatis mutandis, for the migration of individuals work-
ing on their own account and selling their labor in disposing of its products or
in rendering personal services.

The concepts of the attachment component and the cost component
apply in the same way to shifting from one branch of business or occupa-
tion to another.

It is hardly necessary to observe that the migrations which these theorems
describe come to pass only in so far as there are no institutional barriers to the
mobility of capital, labor, and commodities. In this age aiming at the disinte-
gration of the international division of labor and at each sovereign nation’s eco-
nomic self-sufficiency, the tendencies they describe are fully operative only
within each nation’s boundaries.

The Work of Animals and of Slaves

For man, animals are a material factor of production. It may be that one day a
change in moral sentiments will induce people to treat animals more gently.
Yet, as far as men do not leave the animals alone and let them go their way,
they will always deal with them as mere objects of their own acting. Social co-
operation can exist only between human beings because only these are able to
attain insight into the meaning and the advantages of the division of labor and
of peaceful cooperation.

Man subdues the animal and integrates it into his scheme of ac-
tion as a material thing. In taming, domesticating, and training ani-
mals man often displays appreciation for the creature’s psychological
peculiarities; he appeals, as it were, to its soul. But even then the
gulf that separates man from animal remains unbridgeable. An animal
can never get anything else than satisfaction of its appetites for food
and sex and adequate protection against injury resulting from envi-
ronmental factors. Animals are bestial and inhuman precisely because
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they are such as the iron law of wages imagined workers to be. As human civ-
ilization would never have emerged if men were exclusively dedicated to feed-
ing and mating, so animals can neither consort in social bonds nor participate
in human society.

People have tried to look upon fellow men as they look upon animals and
to deal with them accordingly. They have used whips to compel galley slaves
and barge haulers to work like capstan-horses. However, experience has shown
that these methods of unbridled brutalization render very unsatisfactory re-
sults. Even the crudest and dullest people achieve more when working of their
own accord than under the fear of the whip.

Primitive man makes no distinction between his property in women, chil-
dren, and slaves on the one hand and his property in cattle and inanimate
things on the other. But as soon as he begins to expect from his slaves services
other than such as can also be rendered by draft and pack animals, he is forced
to loosen their chains. He must try to substitute the incentive of self-interest
for the incentive of mere fear; he must try to bind the slave to himself by hu-
man feelings. If the slave is no longer prevented from fleeing exclusively by
being chained and watched and no longer forced to work exclusively under
the threat of being whipped, the relation between master and slave is trans-
formed into a social nexus. The slave may, especially if the memory of hap-
pier days of freedom is still fresh, bemoan his misfortune and hanker after
liberation. But he puts up with what seems to be an inevitable state of affairs
and accommodates himself to his fate in such a way as to make it as bearable
as possible. The slave becomes intent upon satisfying his master through ap-
plication and carrying out the tasks entrusted to him; the master becomes in-
tent upon rousing the slave’s zeal and loyalty through reasonable treatment.
There develop between lord and drudge familiar relations which can properly
be called friendship.

Perhaps the eulogists of slavery were not entirely wrong when they asserted
that many slaves were satisfied with their station and did not aim at changing
it. There are perhaps individuals, groups of individuals, and even whole peo-
ples and races who enjoy the safety and security provided by bondage; who,
insensible of humiliation and mortification, are glad to pay with a moderate
amount of labor for the privilege of sharing in the amenities of a well-to-do
household; and in whose eyes subjection to the whims and bad tempers of a
master is only a minor evil or no evil at all.

Of course, the conditions under which the servile workers toiled in
big farms and plantations, in mines, in workshops, and galleys were
very different from the idyllically described gay life of domestic valets,
chambermaids, cooks, and nurses and from the conditions of unfree
laborers, dairymaids, herdsmen, and shepherds of small farming. No
apologist of slavery was bold enough to glorify the lot of the Roman
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agricultural slaves, chained and crammed together in their quarters, the er-

gastulum, or of the Negroes of the American cotton and sugar plantations.19

The abolition of slavery and serfdom is to be attributed neither to the teach-
ings of theologians and moralists nor to weakness or generosity on the part of
the masters. There were among the teachers of religion and ethics as many elo-
quent defenders of bondage as opponents.20 Servile labor disappeared because
it could not stand the competition of free labor; its unprofitability sealed its
doom in the market economy.

The price paid for the purchase of a slave is determined by the net yield ex-
pected from his employment (both as a worker and as a progenitor of other
slaves) just as the price paid for a cow is determined by the net yield expected
from its utilization. The owner of a slave does not pocket a specific revenue.
For him there is no “exploitation” boon derived from the fact that the slave’s
work is not remunerated and that the potential market price of the services he
renders is possibly greater than the cost of feeding, sheltering, and guarding
him. He who buys a slave must in the price paid make good for these econo-
mies as far as they may be expected; he pays for them in full, due allowance
being made for time preference. Whether the proprietor employs the slave in
his own household or enterprise or rents his services to other people, he does
not enjoy any specific advantage from the existence of the institution of slav-
ery. The specific boon goes totally to the slave-hunter, i.e., the man who de-
prives free men of their liberty and transforms them into slaves. But, of course,
the profitability of the slave-hunter’s business depends upon the height of the
prices buyers are ready to pay for the acquisition of slaves. If these prices drop
below the operation and transportation costs incurred in the business of slave-
hunting, the business no longer pays and must be discontinued.

Now, at no time and at no place was it possible for enterprises employing
servile labor to compete on the market with enterprises employing free labor.
Servile labor could always be utilized only where it did not have to meet the
competition of free labor.

If one treats men like cattle, one cannot squeeze out of them more
than cattle-like performances. But it then becomes significant that man is
physically weaker than oxen and horses, and that feeding and guarding a
slave is, in proportion to the performance to be reaped, more expensive
than feeding and guarding cattle. When treated as a chattel, man
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renders a smaller yield per unit of cost expended for current sustenance and
guarding than domestic animals. If one asks from an unfree laborer human
performances, one must provide him with specifically human inducements.
If the employer aims at obtaining products which in quality and quantity ex-
cel those whose production can be extorted by the whip, he must interest the
toiler in the yield of his contribution. Instead of punishing laziness and sloth,
he must reward diligence, skill, and eagerness. But whatever he may try in this
respect, he will never obtain from a bonded worker, i.e., a worker who does not
reap the full market price of his contribution, a performance equal to that ren-
dered by a freeman, i.e., a man hired on the unhampered labor market. The
upper limit beyond which it is impossible to lift the quality and quantity of the
products and services rendered by slave and serf labor is far below the stan-
dards of free labor. In the production of articles of superior quality an enter-
prise employing the apparently cheap labor of unfree workers can never stand
the competition of enterprises employing free labor. It is this fact that has
made all systems of compulsory labor disappear.

Social institutions once made whole areas or branches of production reser-
vations exclusively kept for the occupation of unfree labor and sheltered
against any competition on the part of entrepreneurs employing free men.
Slavery and serfdom thus became essential features of a rigid caste system
that could be neither removed nor modified by the actions of individuals.
Wherever conditions were different, the slave owners themselves resorted to
measures which were bound to abolish, step by step, the whole system of un-
free labor. It was not humanitarian feelings and clemency that induced the
callous and pitiless slaveholders of ancient Rome to loosen the fetters of their
slaves, but the urge to derive the best possible gain from their property. They
abandoned the system of centralized big-scale management of their vast land-
holdings, the latifundia, and transformed the slaves into virtual tenants culti-
vating their tenements on their own account and owing to the landlord merely
either a lease or a share of the yield. In the processing trades and in commerce
the slaves became entrepreneurs and their funds, the peculium, their legal
quasi-property. Slaves were manumitted in large numbers because the freed-
man rendered to the former owner, the patronus, services more valuable than
those to be expected from a slave. For the manumission was not an act of grace
and a gratuitous gift on the part of the owner. It was a credit operation, a pur-
chase of freedom on the installment plan, as it were. The freedman was bound
to render the former owner for many years or even for a lifetime definite pay-
ments and services. The patronus moreover had special rights of inheritance
to the estate of the deceased freedman.21
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With the disappearance of the plants and farms employing unfree laborers,
bondage ceased to be a system of production and became a political privilege
of an aristocratic caste. The overlords were entitled to definite tributes in kind
or money and to definite services on the part of their subordinates; moreover
their serfs’ children were obliged to serve them as servants or military retinue
for a definite length of time. But the underprivileged peasants and artisans op-
erated their farms and shops on their own account and peril. Only when their
processes of production were accomplished did the lord step in and claim a
part of the proceeds.

Later, from the sixteenth century on, people again began to employ unfree
workers in agricultural and even sometimes in industrial big-scale production.
In the American colonies Negro slavery became the standard method of the
plantations. In Eastern Europe—in northeastern Germany, in Bohemia and
its annexes Moravia and Silesia, in Poland, in the Baltic countries, in Russia,
and also in Hungary and its annexes—big-scale farming was built upon the
unpaid statute labor of serfs. Both these systems of unfree labor were sheltered
by political institutions against the competition of enterprises employing free
workers. In the plantation colonies the high costs of immigration and the
lack of sufficient legal and judicial protection of the individual against the ar-
bitrariness of government officers and the planter aristocracy prevented the
emergence of a sufficient supply of free labor and the development of a class
of independent farmers. In Eastern Europe the caste system made it impos-
sible for outsiders to enter the field of agricultural production. Big-scale farm-
ing was reserved to members of the nobility. Small holdings were reserved to
unfree bondsmen. Yet the fact that the enterprises employing unfree labor
would not be able to stand the competition of enterprises employing free la-
bor was not contested by anybody. On this point the eighteenth- and early
nineteenth-century authors on agricultural management were no less unani-
mous than the writers of ancient Rome on farm problems. But the abolition
of slavery and serfdom could not be effected by the free play of the market sys-
tem, as political institutions had withdrawn the estates of the nobility and the
plantations from the supremacy of the market. Slavery and serfdom were abol-
ished by political action dictated by the spirit of the much-abused laissez faire,

laissez passer ideology.
Today mankind is again faced with endeavors to substitute compul-

sory labor for the labor of the freeman selling his capacity to work as
a “commodity” on the market. Of course, people believe that there is
an essential difference between the tasks incumbent upon the comrades
of the socialist commonwealth and those incumbent upon slaves or
serfs. The slaves and serfs, they say, toiled for the benefit of an exploit-
ing lord. But in a socialist system the produce of labor goes to society
of which the toiler himself is a part; here the worker works for him-
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self, as it were. What this reasoning overlooks is that the identification of the
individual comrades and the totality of all comrades with the collective en-
tity pocketing the produce of all work is merely fictitious. Whether the ends
which the community’s officeholders are aiming at agree or disagree with the
wishes and desires of the various comrades is of minor importance. The
main thing is that the individual’s contribution to the collective entity’s
wealth is not required in the shape of wages determined by the market. A so-
cialist commonwealth lacks any method of economic calculation; it cannot
determine separately what quotas of the total amount of goods produced are
to be assigned to the various complementary factors of production. As it can-
not ascertain the magnitude of the contribution society owes to the various
individuals’ efforts, it cannot remunerate the workers according to the value
of their performance.

In order to distinguish free labor from compulsory labor no metaphysical
subtleties concerning the essence of freedom and compulsion are required.
We may call free labor that kind of extroversive, not immediately gratifying la-
bor that a man performs either for the direct satisfaction of his own wants or
for their indirect satisfaction to be reaped by expending the price earned by its
sale on the market. Compulsory labor is labor performed under the pressure
of other incentives. If somebody were to take umbrage at this terminology be-
cause the employment of words like freedom and compulsion may arouse an
association of ideas injurious to a dispassionate treatment of the problems
involved, one could as well choose other terms. We may substitute the expres-
sion F labor for the term free labor and the term C labor for the term com-
pulsory labor. The crucial problem cannot be affected by the choice of the
terms. What alone matters is this: What kind of inducement can spur a man
to submit to the disutility of labor if his own want-satisfaction neither directly
nor—to any appreciable extent—indirectly depends on the quantity and
quality of his performance?

Let us assume for the sake of argument that many workers, perhaps even
most of them, will of their own accord dutifully take pains for the best possible
fulfillment of the tasks assigned to them by their superiors. (We may disregard
the fact that the determination of the task to be imposed upon the various in-
dividuals would confront a socialist commonwealth with insoluble problems.)
But how to deal with those sluggish and careless in the discharge of the im-
posed duties? There is no other way left than to punish them. In their superi-
ors must be vested the authority to establish the offense, to give judgment on
its subjective reasons, and to mete out punishment accordingly. A hegemonic
bond is substituted for the contractual bond. The worker becomes subject to
the discretionary power of his superiors, he is personally subordinate to his
chief ’s disciplinary power.

In the market economy the worker sells his services as other people
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sell their commodities. The employer is not the employee’s lord. He is simply
the buyer of services which he must purchase at their market price. Of course,
like every other buyer an employer too can take liberties. But if he resorts to
arbitrariness in hiring or discharging workers, he must foot the bill. An em-
ployer or an employee entrusted with the management of a department of an
enterprise is free to discriminate in hiring workers, to fire them arbitrarily, or
to cut down their wages below the market rate. But in indulging in such arbi-
trary acts he jeopardizes the profitability of his enterprise or his department
and thereby impairs his own income and his position in the economic system.
In the market economy such whims bring their own punishment. The only
real and effective protection of the wage earner in the market economy is pro-
vided by the play of the factors determining the formation of prices. The mar-
ket makes the worker independent of arbitrary discretion on the part of the
employer and his aides. The workers are subject only to the supremacy of the
consumers as their employers are too. In determining, by buying or abstention
from buying, the prices of products and the employment of factors of produc-
tion, consumers assign to each kind of labor its market price.

What makes the worker a free man is precisely the fact that the employer,
under the pressure of the market’s price structure, considers labor a commod-
ity, an instrument of earning profits. The employee is in the eyes of the em-
ployer merely a man who for a consideration in money helps him to make
money. The employer pays for services rendered and the employee performs
in order to earn wages. There is in this relation between employer and em-
ployee no question of favor or disfavor. The hired man does not owe the em-
ployer gratitude; he owes him a definite quantity of work of a definite kind and
quality.

That is why in the market economy the employer can do without the power
to punish the employee. All nonmarket systems of production must give to
those in control the power to spur on the slow worker to more zeal and appli-
cation. As imprisonment withdraws the worker from his job or at least reduces
considerably the value of his contribution, corporal punishment has always
been the classical means of keeping slaves and serfs to their work. With the
abolition of unfree labor one could dispense with the whip as a stimulus. Flog-
ging was the symbol of bond labor. Members of a market society consider cor-
poral punishment inhuman and humiliating to such a degree that it has been
abolished also in the schools, in the penal code, and in military discipline.

He who believes that a socialist commonwealth could do without compul-
sion and coercion against slothful workers because everyone will sponta-
neously do his duty, falls prey to the illusions implied in the doctrine of
anarchism.
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chapter 22

The Nonhuman Original Factors
of Production

1 General Observations Concerning the Theory of Rent

In the frame of Ricardian economics the idea of rent was an attempt at a treat-
ment of those problems which modern economics approaches by means of
marginal-utility analysis.1 Ricardo’s theory appears rather unsatisfactory when
judged from the point of view of present-day insight; there is no doubt that the
method of the subjective-value theory is far superior. Yet the renown of the
rent theory is well deserved; the care bestowed upon its initiation and perfec-
tion brought forth fine fruits. There is no reason for the history of economic
thought to feel ashamed of the rent theory.2

The fact that land of different quality and fertility, i.e., yielding different re-
turns per unit of input, is valued differently does not pose any special problem
to modern economics. As far as Ricardo’s theory refers to the gradation in the
valuation and appraisement of pieces of land, it is completely comprehended
in the modern theory of the prices of factors of production. It is not the con-
tent of the rent theory that is objectionable, but the exceptional position
assigned to it in the complex of the economic system. Differential rent is a gen-
eral phenomenon and is not limited to the determination of the prices of land.
The sophisticated distinction between “rents” and “quasi-rents” is spurious.
Land and the services it renders are dealt with in the same way as other factors
of production and their services. Control of a better tool yields “rent” when
compared with the returns of less suitable tools which must be utilized on ac-
count of the insufficient supply of more suitable ones. The abler and more
zealous worker earns a “rent” when compared with the wages earned by his
less skillful and less industrious competitors.

The problems which the rent concept was designed to solve were
for the most part generated by the employment of inappropriate

1. It was, says Fetter (Encyclopaedia of the Social Sciences, XIII, 291), “a garbled marginality 
theory.”
2. Cf. Amonn, Ricardo als Begründer der theoretischen Nationalökonomie (Jena, 1924), pp. 54 ff.
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terms. The general notions as used in everyday language and mundane
thought were not formed with regard to the requirements of praxeological and
economic investigation. The early economists were mistaken in adopting
them without scruple and hesitation. Only if one clings naïvely to general
terms such as land or labor, is one puzzled by the question why land and la-

bor are differently valued and appraised. He who does not allow himself to be
fooled by mere words, but looks at a factor’s relevance for the satisfaction of hu-
man wants, considers it a matter of course that different services are valued
and appraised differently.

The modern theory of value and prices is not based on the clas-
sification of the factors of production as land, capital, and labor. Its
fundamental distinction is between goods of higher and of lower orders,
between producers’ goods and consumers’ goods. When it distinguishes
within the class of factors of production the original (nature-given) factors
from the produced factors of production (the intermediary products) and
furthermore within the class of original factors the nonhuman (external)
factors from the human factors (labor), it does not break up the uniformity
of its reasoning concerning the determination of the prices of the factors
of production. The law controlling the determination of the prices of the
factors of production is the same with all classes and specimens of these
factors. The fact that different services rendered by such factors are val-
ued, appraised, and dealt with in a different way can only amaze people
who fail to notice these differences in serviceableness. He who is blind to
the merits of a painting may consider it strange that collectors should pay
more for a painting of Velasquez than for a painting of a less gifted artist;
for the connoisseur it is self-evident. It does not astonish the farmer that
buyers pay higher prices and tenants higher leases for more fertile land
than for less fertile. The only reason why the old economists were puzzled
by this fact was that they operated with a general term land that neglects
differences in productivity.

The greatest merit of the Ricardian theory of rent is the cognizance of the
fact that the marginal land does not yield any rent. From this knowledge there
is but one step to the discovery of the principle of valuational subjectivism. Yet
blinded by the real cost notion neither the classical economists nor their
epigones took this step.

While the differential-rent idea, by and large, can be adopted by
the subjective-value theory, the second rent concept derived from
Ricardian economics, viz., the residual-rent concept, must be rejected
altogether. This residual-claimant idea is based on the notion of real

or physical costs that do not make any sense in the frame of the
modern explanation of the prices of factors of production. The reason
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why the price of Burgundy is higher than that of Chianti is not the higher
price of the vineyards of Burgundy as against those of Tuscany. The causation
is the other way around. Because people are ready to pay higher prices for Bur-
gundy than for Chianti, winegrowers are ready to pay higher prices for the
vineyards of Burgundy than for those of Tuscany.

In the eyes of the accountant profits appear as a share left over when all costs
of production have been paid. In the evenly rotating economy such a surplus of
the prices of products over and above costs could never appear. In the changing
economy differences between the prices of the products and the sum of the
prices that the entrepreneur has expended for the purchase of the complemen-
tary factors of production plus interest on the capital invested can appear in ei-
ther direction, i.e., either as profit or as loss. These differences are caused by
changes which arise in the prices of the products in the time interval. He who
succeeds better than others in anticipating these changes in time and acts ac-
cordingly, reaps profits. He who fails in his endeavors to adjust his entrepre-
neurial ventures to the future state of the market is penalized by losses.

The main deficiency of Ricardian economics was that it was a theory of
the distribution of a total product of a nation’s joint efforts. Like the other
champions of classical economics Ricardo failed to free himself from the
Mercantilist image of the Volkswirtschaft. In his thought the problem of the
determination of prices was subordinated to the problem of the distribution of
wealth. The customary characterization of his economic philosophy as “that
of the manufacturing middle classes of contemporary England” 3 misses the
point. These English businessmen of the early nineteenth century were not
interested in the total product of industry and its distribution. They were
guided by the urge to make profits and to avoid losses.

Classical economics erred when it assigned to land a distinct place in its
theoretical scheme. Land is, in the economic sense, a factor of production,
and the laws determining the formation of the prices of land are the same that
determine the formation of the prices of other factors of production. All pe-
culiarities of the economic teachings concerning land refer to some peculiar-
ities of the data involved.

2 The Time Factor in Land Utilization

The starting point of the economic teachings concerning land is
the distinction between two classes of original factors of production,
viz., human and nonhuman factors. As the utilization of the non-
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human factors is as a rule connected with the power to utilize a piece of the
earth, we speak of land when referring to them.4

In dealing with the economic problems of land, i.e., the nonhuman
original factors of production, one must neatly separate the praxeological
point of view from the cosmological point of view. It may make good
sense for cosmology in its study of cosmic events to speak of permanency
and of the conservation of mass and energy. If one compares the orbit
within which human action is able to affect the natural environmental
conditions of human life with the operation of natural entities, it is per-
missible to call the natural powers indestructible and permanent or—
more precisely—safe against destruction by human action. For the great
periods of time to which cosmology refers, soil erosion (in the broadest
sense of the term) of such an intensity as can be effected by human in-
terference is of no importance. Nobody knows today whether or not cos-
mic changes will in millions of years transform deserts and barren soil into
land that from the point of view of our present-day knowledge will have to
be described as extremely fertile and the most luxuriant tropical gardens
into sterile land. Precisely because nobody can anticipate such changes
nor venture to influence the cosmic events which possibly could bring
them about, it is supererogatory to speculate about them in dealing with
the problems of human action.5

The natural sciences may assert that those powers of the soil that con-
dition its serviceableness for forestry, cattle breeding, agriculture, and wa-
ter utilization regenerate themselves periodically. It may be true that even
human endeavors deliberately directed toward the utmost devastation of
the productive capacity of the earth’s crust could at best succeed only with
regard to small parts of it. But these facts do not strictly count for human
action. The periodical regeneration of the soil’s productive powers is not
a rigid datum that would face man with a uniquely determined situation.
It is possible to use the soil in such a way that this regeneration is slowed
down and postponed or the soil’s productive power either vanishes alto-
gether for a definite period of time or can be restored only by means of
a considerable input of capital and labor. In dealing with the soil man
has to choose between various methods different from one another with re-
gard to the preservation and regeneration of its productive power. No less
than in any other branch of production, the time factor enters also
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4. Legal provisions concerning the separation of the right of hunting, fishing, and extracting min-
eral deposits from the other rights of the owner of a piece of land are of no interest for catallactics.
The term land as used in catallactics includes also expanses of water.
5. Thus also the problem of entropy stands outside the sphere of praxeological meditation.
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into the conduct of hunting, fishing, grazing, cattle breeding, plant growing,
lumbering and water utilization. Here too man must choose between satisfac-
tion in nearer and in more remote periods of the future. Here too the
phenomenon of originary interest, entailed in every human action, plays its
paramount role.

There are institutional conditions that cause the persons involved to pre-
fer satisfaction in the nearer future and to disregard entirely or almost en-
tirely satisfaction in the more distant future. If the soil is on the one hand
not owned by individual proprietors and on the other hand all, or certain
people favored by special privilege or by the actual state of affairs, are free to
make use of it temporarily for their own benefit, no heed is paid to the fu-
ture. The same is the case when the proprietor expects that he will be ex-
propriated in a not too distant future. In both cases the actors are exclusively
intent upon squeezing out as much as possible for their immediate advan-
tage. They do not concern themselves about the temporally more remote
consequences of their methods of exploitation. Tomorrow does not count
for them. The history of lumbering, hunting, and fishing provides plenty
of illustrative experience; but many examples can also be found in other
branches of soil utilization.

From the point of view of the natural sciences, the maintenance of capital
goods and the preservation of the powers of the soil belong to two entirely dif-
ferent categories. The produced factors of production perish sooner or later
entirely in the pursuit of production processes, and piecemeal are transformed
into consumers’ goods which are eventually consumed. If one does not want
to make the results of past saving and capital accumulation disappear, one
must, apart from consumers’ goods, also produce the amount of capital goods
which is needed for the replacement of those worn out. If one were to neglect
this, one would finally consume, as it were, the capital goods. One would
sacrifice the future to the present; one would live in luxury today and be in 
want later.

But, it is often said, it is different with the powers of land. They
cannot be consumed. Such a statement is meaningful, however, only
from the point of view of geology. But from the geological point of
view one could, or should, no less deny that factory equipment or a
railroad can be “eaten up.” The gravel and stones of a railroad’s sub-
structure and the iron and steel of the rails, bridges, cars, and engines
do not perish in a cosmic sense. Only from the praxeological point of
view is it permissible to speak of the consumption, the eating up, of
a tool, a railroad, or a steel mill. In the same economic sense we
speak of the consumption of the productive powers of the soil. In
forestry, agriculture, and water utilization these powers are dealt with
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in the same way as other factors of production. With regard to the powers of
the soil, too, the actors must choose between processes of production which
render higher output at the expense of productivity in later periods and pro-
cesses which do not impair future physical productivity. It is possible to extract
so much from the soil that its later utilization will render smaller returns (per
unit of the quantities of capital and labor employed) or practically no returns
at all.

It is true that there are physical limits to the devastating powers of man.
(These limits are sooner reached in lumbering, hunting, and fishing than in
tilling the soil.) But this fact results only in a quantitative, not in a qualitative
difference between capital decumulation and soil erosion.

Ricardo calls the powers of the soil “original and indestructible.”6 However,
modern economics must stress the point that valuation and appraisement do
not differentiate between original and produced factors of production and that
the cosmological indestructibility of mass and energy, whatever it may mean,
does not enjoin upon land utilization a character radically different from other
branches of production.

3 The Submarginal Land

The services a definite piece of land can render in a definite period of time
are limited. If they were unlimited, men would not consider land a factor
of production and an economic good. However, the quantity of soil avail-
able is so vast, nature is so prodigal, that land is still abundant. Therefore,
only the most productive pieces of land are utilized. There is land which
people consider—either with regard to its physical productivity or with re-
gard to its location—as too poor to be worth cultivating. Consequently
the marginal soil, i.e., the poorest soil cultivated, yields no rent in the
Ricardian sense.7 Submarginal land would be considered entirely worthless
if one were not to appraise it positively in anticipation of its being utilized
in later days.8

The fact that the market economy does not have a more ample
supply of agricultural products is caused by the scarcity of capital
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6. David Ricardo, Principles of Political Economy and Taxation, p. 34. [3rd ed., edited by E. C. K.
Gonner (London: George Bell & Sons, 1891), Chapter II, “On Rent,” §24, p. 44.]
7. There are areas in which practically every corner is cultivated or otherwise utilized. But this is
the outcome of institutional conditions barring the inhabitants of these regions from access to
more fertile unused soil.
8. The appraisal of a piece of soil must not be confused with the appraisal of the improvements,
i.e., the irremovable and inconvertible results of the investment of capital and labor that facilitate
its utilization and raise future outputs per unit of current and future inputs.
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and labor, not by a scarcity of cultivable land. An increase in the surface of
land available would—other things being equal—increase the supply of cere-
als and meat only if the additional land’s fertility exceeded that of the marginal
land already previously cultivated. On the other hand, the supply of agricul-
tural products would be increased by any increase in the amount of labor and
capital available, provided the consumers do not consider another employ-
ment of the additional amount of capital and labor more appropriate to fill
their most urgent wants.9

The useful mineral substances contained in the soil are limited in quan-
tity. It is true that some of them are the outgrowth of natural processes which
are still going on and increasing the existing deposits. However, the slowness
and length of these processes makes them insignificant for human action.
Man must take into account that the available deposits of these minerals are
limited. Every single mine or oil source is exhaustible; many of them are al-
ready exhausted. We may hope that new deposits will be discovered and that
technological procedures will be invented which will make it possible to uti-
lize deposits which today cannot be exploited at all or only at unreasonable
costs. We may also assume that the further progress of technological knowl-
edge will enable later generations to utilize substances which cannot be uti-
lized today. But all these things do not matter for the present-day conduct of
mining and oil drilling. The deposits of mineral substances and their ex-
ploitation are not characterized by features which would give a particular
mark to human action dealing with them. For catallactics the distinction be-
tween soil used in agriculture and that used in mining is merely a distinction
of data.

Although the available quantities of these mineral substances are
limited, and although we may academically concern ourselves with
the possibility that they will be entirely exhausted one day, acting
men do not consider these deposits rigidly limited. Their activities
take into account the fact that definite mines and wells will become
exhausted, but they do not pay heed to the fact that at an unknown
later date all the deposits of certain minerals may come to an end.
For to present-day action the supply of these substances appears to be
so abundant that one does not venture to exploit all their deposits to
the full extent which the state of technological knowledge permits.
The mines are utilized only as far as there is no more urgent em-
ployment available for the required quantities of capital and labor.
There are therefore submarginal deposits that are not utilized at all.
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In every mine operated the extent of the production is determined by the re-
lation between the prices of the products and those of the required nonspecific
factors of production.

4 The Land as Standing Room

The employment of land for the location of human residences, workshops,
and means of transportation withdraws pieces of soil from other employments.

The particular place which older theories attributed to urban site rent
need not here concern us. It is not especially noteworthy that people pay
higher prices for land they value more for housing than for land which they
value less. It is a matter of fact that for workshops, warehouses, and railroad
yards people prefer locations which reduce costs of transportation, and that
they are ready to pay higher prices for such land in accordance with the
economies expected.

Land is also used for pleasure grounds and gardens, for parks and for the
enjoyment of the grandeur and beauty of nature. With the development of
the love of nature, this very characteristic feature of “bourgeois” mentality,
the demand for such enjoyments increased enormously. The soil of the
high mountain chains, once merely considered a barren dreariness of
rocks and glaciers, is today highly appreciated as the source of the most lofty
pleasures.

From time immemorial access to these spaces has been free to everybody.
Even if the land is owned by private individuals, the owners as a rule have
not the right to close it to tourists and mountain-climbers or to ask an en-
trance fee. Whoever has the opportunity to visit these areas, has the right to
enjoy all their grandeur, and to consider them his own, as it were. The nom-
inal owner does not derive any advantage from the satisfaction his property
gives to the visitors. But this does not alter the fact that this land serves hu-
man well-being and is appreciated accordingly. The ground is subject to an
easement that entitles everybody to pass along and to camp on it. As no other
utilization of the area concerned is possible, this servitude completely ex-
hausts all the advantages the proprietor could reap from his ownership. Since
the particular services which these rocks and glaciers can render are practi-
cally inexhaustible, do not wear out, and do not require any input of capital
and labor for their conservation, this arrangement does not bring about those
consequences which appeared wherever it was applied to lumbering, hunt-
ing, and fishing grounds.

If, in the neighborhood of these mountain chains, the space avail-
able for the construction of shelters, hotels, and means of trans-
portation (e.g., rack railroads) is limited, the owners of these scarce
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pieces of soil can sell or rent them on more propitious terms and thus divert
to themselves a part of the advantages the tourists reap from the free accessi-
bility of the peaks. If this is not the case, the tourists enjoy all these advantages
gratuitously.

5 The Prices of Land

In the imaginary construction of the evenly rotating economy buying and sell-
ing of the services of definite pieces of land does not differ at all from buying
and selling the services of other factors of production. All these factors are ap-
praised according to the services they will render in various periods of the fu-
ture, due allowance being made for time preference. For the marginal land
(and, of course, for the submarginal land) no price is paid at all. Rent-bearing
land (i.e., land that, compared with the marginal land, bears a higher output
per unit of input of capital and labor) is appraised in accordance with the de-
gree of its superiority. Its price is the sum of all its future rents, each of them
discounted at the rate of originary interest.10

In the changing economy people buying and selling land take due
account of expected changes in the market prices for the services rendered
by the soil. Of course, they may err in their expectations; but this is an-
other thing. They try to anticipate to the best of their abilities future events
that may alter the market data and they act in accordance with these opin-
ions. If they believe that the annual net yield of the piece of land con-
cerned will rise, the price will be higher than it would have been in the
absence of such expectations. This is, for instance, the case with suburban
land in the neighborhood of cities growing in population or with forests
and arable land in countries in which pressure groups are likely to succeed
in raising, by means of tariffs, the prices of timber and cereals. On the
other hand, fears concerning the total or partial confiscation of the net
yield of land tend to lower the prices of land. In everyday business lan-
guage people speak of the “capitalization” of the rent and observe that the
rate of capitalization is different with different classes of land and varies
even within the same class with different pieces of soil. This terminology
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10. There is need to remember again that the imaginary construction of the evenly rotating econ-
omy cannot be carried consistently to its ultimate logical consequences (see above, p. 248). With
regard to the problems of land one must stress two points: First, that in the frame of this imaginary
construction, characterized by the absence of changes in the conduct of affairs, there is no room
for the buying and selling of land. Second, that in order to integrate into this construction mining
and oil drilling we must ascribe to the mines and oil wells a permanent character and must dis-
regard the possibility that any of the operated mines and wells could be exhausted or even undergo
a change in the quantity of output or of current input required.
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is rather inexpedient as it misrepresents the nature of the process.
In the same way in which buyers and sellers of land take into account an-

ticipated future events that will reduce the net return, they deal with taxes.
Taxes levied upon land reduce its market price to the extent of the discounted
amount of their future burden. The introduction of a new tax of this kind
which is likely not to be abolished results in an immediate drop in the market
price of the pieces of land concerned. This is the phenomenon that the the-
ory of taxation calls amortization of taxes.

In many countries the owners of land or of certain estates enjoyed special
political legal privileges or a great social prestige. Such institutions too can
play a role in the determination of the prices of land.

The Myth of the Soil

Romanticists condemn the economic theories concerning land for their util-
itarian narrow-mindedness. Economists, they say, look upon land from the
point of view of the callous speculator who degrades all eternal values to terms
of money and profit. Yet, the glebe is much more than a mere factor of pro-
duction. It is the inexhaustible source of human energy and human life. Agri-
culture is not simply one branch of production among many other branches.
It is the only natural and respectable activity of man, the only dignified con-
dition of a really human existence. It is iniquitous to judge it merely with re-
gard to the net returns to be squeezed out of the soil. The soil not only bears
the fruits that nourish our body; it produces first of all the moral and spiritual
forces of civilization. The cities, the processing industries, and commerce are
phenomena of depravity and decay; their existence is parasitic; they destroy
what the ploughman must create again and again.

Thousands of years ago, when fishing and hunting tribesmen began to cul-
tivate the soil, romantic reverie was unknown. But if there had lived romanti-
cists in those ages, they would have eulogized the lofty moral values of the
hunt and would have stigmatized soil cultivation as a phenomenon of deprav-
ity. They would have reproached the ploughman for desecrating the soil that
the gods had given to man as a hunting ground and for degrading it to a means
of production.

In the preromantic ages in his actions no one considered the soil as any-
thing other than a source of human well-being, a means to promote welfare.
The magic rites and observances concerning the soil aimed at nothing else
than improvement of the soil’s fertility and increase in the quantity of fruits to
be harvested. These people did not seek the unio mystica with the mysterious
powers and forces hidden in the soil. All they aimed at was bigger and better
crops. They resorted to magic rituals and adjurations because in their
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opinion this was the most efficient method of attaining the ends sought. Their
sophisticated progeny erred when they interpreted these ceremonies from an
“idealistic” point of view. A real peasant does not indulge in ecstatic babble
about the soil and its mysterious powers. For him land is a factor of produc-
tion, not an object of sentimental emotions. He covets more land because he
desires to increase his income and to improve his standard of living. Farmers
buy and sell land and mortgage it; they sell the produce of land and become
very indignant if the prices are not as high as they want them to be.

Love of nature and appreciation of the beauties of the landscape were
foreign to the rural population. The inhabitants of the cities brought them to
the countryside. It was the city-dwellers who began to appreciate the land as
nature, while the countrymen valued it only from the point of view of its
productivity for hunting, lumbering, crop raising and cattle breeding. From
time immemorial the rocks and glaciers of the Alps were merely waste land in
the eyes of the mountaineers. Only when the townsfolk ventured to climb
the peaks, and brought money into the valleys, did they change their minds.
The pioneers of mountain-climbing and skiing were ridiculed by the indige-
nous population until they found out that they could derive gain from this
eccentricity.

Not shepherds, but sophisticated aristocrats and city-dwellers were the
authors of bucolic poetry. Daphnis and Chloë are creations of fancies far
removed from earthy concerns. No less removed from the soil is the modern
political myth of the soil. It did not blossom from the moss of the forests and
the loam of the fields, but from the pavements of the cities and the carpets of
the salons. The farmers make use of it because they find it a practical means
of obtaining political privileges which raise the prices of their products and of
their farms.
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chapter 23

The Data of the Market

1 The Theory and the Data

Catallactics, the theory of the market economy, is not a system of theorems
valid only under ideal and unrealizable conditions and applicable to reality
merely with essential restrictions and modifications. All the theorems of
catallactics are rigidly and without any exception valid for all phenomena of
the market economy, provided the particular conditions which they presup-
pose are present. It is, for instance, a simple question of fact whether there is
direct or indirect exchange. But where there is indirect exchange, all the gen-
eral laws of the theory of indirect exchange are valid with regard to the acts
of exchange and the media of exchange. As has been pointed out,1 praxeo-
logical knowledge is precise or exact knowledge of reality. All references to
the epistemological issues of the natural sciences and all analogies derived
from comparing these two radically different realms of reality and cognition
are misleading. There is, apart from formal logic, no such thing as a set of
“methodological” rules applicable both to cognition by means of the category
of causality and to that by means of the category of finality.

Praxeology deals with human action as such in a general and universal way.
It deals neither with the particular conditions of the environment in which
man acts nor with the concrete content of the valuations which direct his ac-
tions. For praxeology data are the bodily and psychological features of the act-
ing men, their desires and value judgments, and the theories, doctrines, and
ideologies they develop in order to adjust themselves purposively to the con-
ditions of their environment and thus to attain the ends they are aiming at.
These data, although permanent in their structure and strictly determined by
the laws controlling the order of the universe, are perpetually fluctuating and
varying; they change from instant to instant.2

The fullness of reality can be mentally mastered only by a mind
resorting both to the conception of praxeology and to the under-

1. See above, p. 39.
2. Cf. Strigl, Die ökonomischen Kategorien und die Organisation der Wirtschaft (Jena, 1923), 
pp. 18 ff.
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standing of history; and the latter requires command of the teachings of the
natural sciences. Cognition and prediction are provided by the totality of
knowledge. What the various single branches of science offer is always frag-
mentary; it must be complemented by the results of all the other branches.
From the point of view of acting man the specialization of knowledge and its
breaking up into the various sciences is merely a device of the division of la-
bor. In the same way in which the consumer utilizes the products of various
branches of production, the actor must base his decisions on knowledge
brought about by various branches of thought and investigation.

It is not permissible to disregard any of these branches in dealing with re-
ality. The Historical School and the Institutionalists want to outlaw the study
of praxeology and economics and to occupy themselves merely with the reg-
istration of the data or, as they call them nowadays, the institutions. But no
statement concerning these data can be made without reference to a definite
set of economic theorems. When an institutionalist ascribes a definite event
to a definite cause, e.g., mass unemployment to the alleged deficiencies
of the capitalist mode of production, he resorts to an economic theorem. In
objecting to the closer examination of the theorem tacitly implied in his con-
clusions, he merely wants to avoid the exposure of the fallacies of his argu-
ment. There is no such thing as a mere recording of unadulterated facts
apart from any reference to theories. As soon as two events are recorded to-
gether or integrated into a class of events, a theory is operative. The question
whether there is any connection between them can only be answered by a
theory, i.e., in the case of human action by praxeology. It is vain to search for
coefficients of correlation if one does not start from a theoretical insight
acquired beforehand. The coefficient may have a high numerical value
without indicating any significant and relevant connection between the
two groups.3

2 The Role of Power

The Historical School and Institutionalism condemn economics for disre-
garding the role which power plays in real life. The basic notion of eco-
nomics, viz., the choosing and acting individual, is, they say, an unrealistic
concept. Real man is not free to choose and to act. He is subject to social
pressure, to the sway of irresistible power. It is not the individuals’ value judg-
ments, but the interactions of the forces of power that determine the market
phenomena.
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3. Cf. Cohen and Nagel, An Introduction to Logic and Scientific Method (New York, 1939), 
pp. 316 –22.
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These objections are no less spurious than all other statements of the critics
of economics.

Praxeology in general and economics and catallactics in particular do
not contend or assume that man is free in any metaphysical sense at-
tached to the term freedom. Man is unconditionally subject to the natural
conditions of his environment. In acting he must adjust himself to the in-
exorable regularity of natural phenomena. It is precisely the scarcity of the
nature-given conditions of his welfare that enjoins upon man the necessity
to act.4

In acting man is directed by ideologies. He chooses ends and means
under the influence of ideologies. The might of an ideology is either di-
rect or indirect. It is direct when the actor is convinced that the content
of the ideology is correct and that he serves his own interests directly in
complying with it. It is indirect when the actor rejects the content of the
ideology as false, but is under the necessity of adjusting his actions to
the fact that this ideology is endorsed by other people. The mores of
their social environment are a power which people are forced to con-
sider. Those recognizing the spuriousness of the generally accepted opin-
ions and habits must in each instance choose between the advantages to
be derived from resorting to a more efficient mode of acting and the dis-
advantages resulting from the contempt of popular prejudices, supersti-
tions, and folkways.

The same is true with regard to violence. In choosing man must take into
account the fact that there is a factor ready to exercise violent compulsion
upon him.

All the theorems of catallactics are valid also with regard to actions
influenced by such social or physical pressure. The direct or indirect
might of an ideology and the threat of physical compulsion are merely
data of the market situation. It does not matter, for instance, what
kind of considerations motivate a man not to offer a higher bid for
the purchase of a commodity than the one he really makes without
obtaining the good concerned. For the determination of the market
price it is immaterial whether he spontaneously prefers to spend his
money for other purposes or whether he is afraid of being looked
upon by his fellow men as an upstart, or as a spendthrift, afraid of
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4. Most social reformers, foremost among them Fourier and Marx, pass over in silence the fact
that the nature-given means of removing human uneasiness are scarce. As they see it, the fact that
there is not an abundance of all useful things is merely caused by the inadequacy of the capitalist
mode of production and will therefore disappear in the “higher phase” of communism. An emi-
nent Menshevik author who could not help referring to the nature-given barriers to human 
well-being, in genuinely Marxian style, calls Nature “the most relentless exploiter.” Cf. Manya
Gordon, Workers Before and After Lenin (New York, 1941), pp. 227, 458.
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violating a government-decreed ceiling price or of defying a competitor ready
to resort to violent revenge. In any case, his abstention from bidding a higher
price contributes to the same extent to the emergence of the market price.5

It is customary nowadays to signify the position which the owners of prop-
erty and the entrepreneurs occupy on the market as economic power or mar-
ket power. This terminology is misleading when applied to the conditions of
the market. All that happens in the unhampered market economy is con-
trolled by the laws dealt with by catallactics. All market phenomena are ulti-
mately determined by the choices of the consumers. If one wants to apply the
notion of power to phenomena of the market, one ought to say: in the mar-
ket all power is vested in the consumers. The entrepreneurs are forced, by
the necessity of earning profits and avoiding losses, to consider in every
regard—e.g. also in the conduct of the wrongly so-called “internal” affairs of
their plants, especially personnel management—the best possible and
cheapest satisfaction of the consumers as their supreme directive. It is very
inexpedient to employ the same term “power” in dealing with a firm’s abil-
ity to supply the consumers with automobiles, shoes, or margarine better
than others do and in referring to the strength of a government’s armed forces
to crush any resistance.

Ownership of material factors of production as well as entrepreneurial or
technological skill do not—in the market economy—bestow power in the
coercive sense. All they grant is the privilege to serve the real masters of the
market, the consumers, in a more exalted position than other people. Own-
ership of capital is a mandate entrusted to the owners, under the condition
that it should be employed for the best possible satisfaction of the con-
sumers. He who does not comply with this imposition forfeits his wealth
and is relegated to a place in which his ineptitude no longer hurts people’s
well-being.

3 The Historical Role of War and Conquest

Many authors glorify war and revolution, bloodshed and conquest. Carlyle
and Ruskin, Nietzsche, Georges Sorel, and Spengler were harbingers of the
ideas which Lenin and Stalin, Hitler and Mussolini put into effect.

The course of history, say these philosophies, is not determined
by the mean activities of materialistic peddlers and merchants, but
by the heroic deeds of warriors and conquerors. The economists
err in abstracting from the experience of the short-lived liberal
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episode a theory to which they ascribe universal validity. This epoch of liber-
alism, individualism, and capitalism; of democracy, tolerance, and freedom;
of the disregard of all “true” and “eternal” values; and of the supremacy of the
rabble is now vanishing and will never return. The dawning age of manliness
requires a new theory of human action.

However, no economist ever ventured to deny that war and conquest were
of utmost importance in the past and that Huns and Tartars, Vandals and
Vikings, Normans and conquistadors played an enormous part in history.
One of the determinants of the present state of mankind is the fact that there
were thousands of years of armed conflicts. Yet, what remains and is the
essence of human civilization, is not the legacy inherited from the warriors.
Civilization is an achievement of the “bourgeois” spirit, not of the spirit of
conquest. Those barbarian peoples who did not substitute working for plun-
dering disappeared from the historical scene. If there is still any trace left of
their existence, it is in the achievements they accomplished under the
influence of the civilization of the subdued peoples. Latin civilization sur-
vived in Italy, France, and the Iberian peninsula in defiance of all barbarian
invasions. If capitalist entrepreneurs had not succeeded Lord Clive and War-
ren Hastings, British rule in India might one day have become such an in-
significant historical reminiscence as are the one hundred and fifty years of
Turkish rule in Hungary.

It is not the task of economics to enter into an examination of the en-
deavors to revive the ideals of the Vikings. It has merely to refute the state-
ments that the fact that there are armed conflicts reduces its teachings to
nought. With regard to this problem there is need to emphasize again the
following:

First: The teachings of catallactics do not refer to a definite epoch of his-
tory, but to all actions characterized by the two conditions private ownership

of the means of production and division of labor. Whenever and wherever, in
a society in which there is private ownership of the means of production,
people not only produce for the direct satisfaction of their own wants but also
consume goods produced by other people, the theorems of catallactics are
strictly valid.

Second: If apart from the market and outside of the market there is robbing
and plundering, these facts are a datum for the market. The actors must take
into account the fact that they are threatened by murderers and robbers. If
killing and robbing become so prevalent that any production appears useless,
it may finally happen that productive work ceases and mankind plunges into
a state of war of every man against every other man.

Third: In order to seize booty, something to be plundered must be
available. The heroes can only live if there are enough “bourgeois”

650 � catallactics or economics of the market society

23-L3843  12/5/06  8:11 AM  Page 650



to be expropriated. The existence of producers is a condition for the survival
of conquerors. But the producers could do without the plunderers.

Fourth: There are, of course, other imaginable systems of a society based on
the division of labor besides the capitalist system of private ownership of the
means of production. Champions of militarism are consistent in asking for the
establishment of socialism. The whole nation should be organized as a com-
munity of warriors in which the noncombatants have no other task than that
of supplying the fighting forces with all they need. (The problems of socialism
are dealt with in the fifth part of this book.)

4 Real Man as a Datum

Economics deals with the real actions of real men. Its theorems refer neither
to ideal nor to perfect men, neither to the phantom of a fabulous economic
man (Homo oeconomicus) nor to the statistical notion of an average man
(Homme moyen). Man with all his weaknesses and limitations, every man as
he lives and acts, is the subject matter of catallactics. Every human action is a
theme of praxeology.

The subject matter of praxeology is not only the study of society, societal re-
lations, and mass phenomena, but the study of all human actions. The term
the social sciences and all its connotations are in this regard misleading.

There is no yardstick that a scientific investigation can apply to human ac-
tion other than that of the ultimate goals the acting individual wants to realize
in embarking upon a definite action. The ultimate goals themselves are be-
yond and above any criticism. Nobody is called upon to establish what could
make another man happy. What an unaffected observer can question is merely
whether or not the means chosen for the attainment of these ultimate goals are
fit to bring about the results sought by the actor. Only in answering this ques-
tion is economics free to express an opinion about the actions of individuals
and groups of individuals, or of the policies of parties, pressure groups, and
governments.

It is customary to disguise the arbitrariness of the attacks launched against
the value judgments of other people by converting them into a critique of the
capitalist system or of the conduct of entrepreneurs. Economics is neutral with
regard to all such statements.

To the arbitrary statement that “the balance between the produc-
tion of different goods is admittedly faulty under capitalism,” 6 the
economist does not oppose the statement that this balance is faultless.
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What the economist asserts is that in the unhampered market economy this
balance is in agreement with the conduct of the consumers as displayed in the
spending of their incomes.7 It is not the task of the economist to censure his
fellow men and to call the result of their actions faulty.

The alternative to the system in which the individual’s value judgments are
paramount in the conduct of production processes is autocratic dictatorship.
Then the value judgments of the dictators alone decide although they are no
less arbitrary than those of other people.

Man is certainly not a perfect being. His human weakness taints all human
institutions and thus also the market economy.

5 The Period of Adjustment

Every change in the market data has its definite effects upon the market. It
takes a definite length of time before all these effects are consummated, i.e.,
before the market is completely adjusted to the new state of affairs.

Catallactics has to deal with all the various individuals’ conscious and pur-
posive reactions to the changes in the data and not, of course, merely with the
final result brought about in the market structure by the interplay of these ac-
tions. It may happen that the effects of one change in the data are counter-
acted by the effects of another change occurring, by and large, at the same
time and to the same extent. Then no considerable change in the market
prices finally results. The statistician, exclusively preoccupied with the obser-
vation of mass phenomena and the outgrowth of the totality of market trans-
actions as manifested in market prices, ignores the fact that the nonemergence
of changes in the height of prices is merely accidental and not the outcome of
a continuance in the data and the absence of specific adjustment activities. He
fails to see any movement and the social consequences of such movements.
Yet each change in the data has its own course, generates certain reactive
responses on the part of the individuals affected and disturbs the relation
between the various members of the market system even if eventually no con-
siderable changes in the prices of the various goods and no changes at all in
the figures concerning the total amount of capital in the whole market system
result.8

Economic history can give vague information, after the fact, about
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the length of adjustment periods. The method of attaining such information
is, of course, not measurement, but historical understanding. The various ad-
justment processes are in reality not isolated. Synchronously an indefinite
number of them take their course, their paths intersect, and they mutually
influence one another. To disentangle this intricate tissue and to observe the
chain of actions and reactions set into motion by a definite change in the data
is a difficult task for the historian’s understanding and the results are mostly
meager and questionable.

The understanding of the length of adjustment periods is also the most
difficult task incumbent upon those eager to understand the future, the
entrepreneurs. Yet for success in entrepreneurial activities mere anticipa-
tion of the direction in which the market will react to a certain event is
of little significance if it is not supplemented by an adequate anticipation
of the length of the various adjustment periods involved. Most of the
mistakes committed by entrepreneurs in the conduct of affairs and most
of the blunders vitiating the prognoses of future business trends on the
part of “expert” forecasters are caused by errors concerning the length of
adjustment periods.

In dealing with effects brought about by changes in the data, it is cus-
tomary to distinguish between the temporally nearer and the temporally
remoter effects, viz., the short-run effects and the long-run effects. This
distinction is much older than the terminology in which it is expressed
nowadays.

In order to discover the immediate—the short-run—effects brought about
by a change in a datum, there is as a rule no need to resort to a thorough
investigation. The short-run effects are for the most part obvious and seldom
escape the notice of a naïve observer unfamiliar with searching investiga-
tions. What started economic studies was precisely the fact that some men of
genius began to suspect that the remoter consequences of an event may differ
from the immediate effects visible even to the most simple-minded layman.
The main achievement of economics was the disclosure of such long-run
effects hitherto unnoticed by the unaffected observer and neglected by the
statesman.

From their startling discoveries the classical economists derived a
rule for political practice. Governments, statesmen, and political par-
ties, they argued, in planning and acting should consider not only
the short-run consequences but also the long-run consequences of
their measures. The correctness of this inference is incontestable and
indisputable. Action aims at the substitution of a more satisfactory
state of affairs for a less satisfactory. Whether or not the outcome
of a definite action will be considered more or less satisfactory
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depends on a correct anticipation of all its consequences, both short run and
long run.

Some people criticize economics for alleged neglect of the shortrun effects
and for alleged preference given to the study of the longrun effects. The re-
proach is nonsensical. Economics has no means of scrutinizing the results of
a change in the data other than to start with its immediate consequences and
to analyze, step by step, proceeding from the first reaction to the remoter re-
actions, all the subsequent consequences, until it finally arrives at its ultimate
consequences. The long-run analysis necessarily always fully includes the
short-run analysis.

It is easy to understand why certain individuals, parties and pressure groups
are eager to propagate the exclusive sway of the short-run principle. Politics,
they say, should never be concerned about the long-run effects of a device and
should never abstain from resorting to a measure from which benefits are ex-
pected in the short run merely because its long-run effects are detrimental.
What counts is only the short-run effects; “in the long run we shall all be
dead.”* All that economics has to answer to these passionate critics is that
every decision should be based on a careful weighing of all its consequences,
both those in the short run and those in the long run. There are certainly, both
in the actions of individuals and in the conduct of public affairs, situations in
which the actors may have good reasons to put up even with very undesirable
long-run effects in order to avoid what they consider still more undesirable
short-run conditions. It may sometimes be expedient for a man to heat the
stove with his furniture. But if he does, he should know what the remoter ef-
fects will be. He should not delude himself by believing that he has discovered
a wonderful new method of heating his premises.

That is all that economics opposes to the frenzy of the short-run apostles.
History, one day, will have to say much more. It will have to establish the role
that the recommendation of the short-run principle—this revival of Madame
de Pompadour’s notorious phrase après nous le déluge [after us the deluge]—
played in the most serious crisis of Western civilization. It will have to show
how welcome this slogan was to governments and parties whose policies
aimed at the consumption of the spiritual and material capital inherited from
earlier generations.

6 The Limits of Property Rights and the Problems 
of External Costs and External Economies

Property rights as they are circumscribed by laws and protected by
courts and the police, are the outgrowth of an age-long evolution.
The history of these ages is the record of struggles aiming at the
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abolition of private property. Again and again despots and popular movements
have tried to restrict the rights of private property or to abolish it altogether.
These endeavors, it is true, failed. But they have left traces in the ideas deter-
mining the legal form and definition of property. The legal concepts of prop-
erty do not fully take account of the social function of private property. There
are certain inadequacies and incongruities which are reflected in the deter-
mination of the market phenomena.

Carried through consistently, the right of property would entitle the
proprietor to claim all the advantages which the good’s employment may gen-
erate on the one hand and would burden him with all the disadvantages re-
sulting from its employment on the other hand. Then the proprietor alone
would be fully responsible for the outcome. In dealing with his property he
would take into account all the expected results of his action, those considered
favorable as well as those considered unfavorable. But if some of the conse-
quences of his action are outside of the sphere of the benefits he is entitled to
reap and of the drawbacks that are put to his debit, he will not bother in his
planning about all the effects of his action. He will disregard those benefits
which do not increase his own satisfaction and those costs which do not bur-
den him. His conduct will deviate from the line which it would have followed 
if the laws were better adjusted to the economic objectives of private owner-
ship. He will embark upon certain projects only because the laws release him
from responsibility for some of the costs incurred. He will abstain from other
projects merely because the laws prevent him from harvesting all the advan-
tages derivable.

The laws concerning liability and indemnification for damages caused
were and still are in some respects deficient. By and large the principle
is accepted that everybody is liable to damages which his actions have
inflicted upon other people. But there were loopholes left which the leg-
islators were slow to fill. In some cases this tardiness was intentional be-
cause the imperfections agreed with the plans of the authorities. When in
the past in many countries the owners of factories and railroads were not
held liable for the damages which the conduct of their enterprises
inflicted on the property and health of neighbors, patrons, employees, and
other people through smoke, soot, noise, water pollution, and accidents
caused by defective or inappropriate equipment, the idea was that one
should not undermine the progress of industrialization and the develop-
ment of transportation facilities. The same doctrines which prompted and
still are prompting many governments to encourage investment in facto-
ries and railroads through subsidies, tax exemption, tariffs, and cheap
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credit were at work in the emergence of a legal state of affairs in which the li-
ability of such enterprises was either formally or practically abated. Later again
the opposite tendency began to prevail in many countries and the liability of
manufacturers and railroads was increased as against that of other citizens and
firms. Here again definite political objectives were operative. Legislators
wished to protect the poor, the wage earners, and the peasants against the
wealthy entrepreneurs and capitalists.

Whether the proprietor’s relief from responsibility for some of the disad-
vantages resulting from his conduct of affairs is the outcome of a deliberate
policy on the part of governments and legislators or whether it is an uninten-
tional effect of the traditional wording of laws, it is at any rate a datum which
the actors must take into account. They are faced with the problem of external

costs. Then some people choose certain modes of want-satisfaction merely on
account of the fact that a part of the costs incurred are debited not to them but
to other people.

The extreme instance is provided by the case of no-man’s property re-
ferred to above.9 If land is not owned by anybody, although legal for-
malism may call it public property, it is utilized without any regard to
the disadvantages resulting. Those who are in a position to appropriate
to themselves the returns—lumber and game of the forests, fish of the
water areas, and mineral deposits of the subsoil—do not bother about
the later effects of their mode of exploitation. For them the erosion of
the soil, the depletion of the exhaustible resources and other impair-
ments of the future utilization are external costs not entering into their
calculation of input and output. They cut down the trees without any
regard for fresh shoots or reforestation. In hunting and fishing they do
not shrink from methods preventing the repopulation of the hunting and
fishing grounds. In the early days of human civilization, when soil of a
quality not inferior to that of the utilized pieces was still abundant,
people did not find any fault with such predatory methods. When their
effects appeared in a decrease in the net returns, the ploughman aban-
doned his farm and moved to another place. It was only when a coun-
try was more densely settled and unoccupied first class land was no
longer available for appropriation, that people began to consider such
predatory methods wasteful. At that time they consolidated the institu-
tion of private property in land. They started with arable land and then,
step by step, included pastures, forests, and fisheries. The newly settled

656 � catallactics or economics of the market society

9. See above, p. 639.

23-L3843  12/5/06  8:11 AM  Page 656



colonial countries overseas, especially the vast spaces of the United States,
whose marvelous agricultural potentialities were almost untouched when the
first colonists from Europe arrived, passed through the same stages. Until the
last decades of the nineteenth century there was always a geographic zone
open to newcomers—the frontier. Neither the existence of the frontier nor its
passing was peculiar to America. What characterizes American conditions is
the fact that at the time the frontier disappeared ideological and institutional
factors impeded the adjustment of the methods of land utilization to the
change in the data.

In the central and western areas of continental Europe, where the institu-
tion of private property had been rigidly established for many centuries, things
were different. There was no question of soil erosion of formerly cultivated
land. There was no problem of forest devastation in spite of the fact that the
domestic forests had been for ages the only source of lumber for construction
and mining and of fuel for heating and for the foundries and furnaces, the
potteries and the glass factories. The owners of the forests were impelled to
conservation by their own selfish interests. In the most densely inhabited and
industrialized areas up to a few years ago between a fifth and a third of the
surface was still covered by first-class forests managed according to the meth-
ods of scientific forestry.10

It is not the task of catallactic theory to elaborate an account of the complex
factors that produced modern American land-ownership conditions. What-
ever these factors were, they brought about a state of affairs under which a
great many farmers and lumber enterprises had reason to consider the disad-
vantages resulting from the neglect of soil and forest conservation as external
costs.11

It is true that where a considerable part of the costs incurred
are external costs from the point of view of the acting individuals
or firms, the economic calculation established by them is manifestly
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defective and their results deceptive. But this is not the outcome of alleged
deficiencies inherent in the system of private ownership of the means of pro-
duction. It is on the contrary a consequence of loopholes left in this system. It
could be removed by a reform of the laws concerning liability for damages
inflicted and by rescinding the institutional barriers preventing the full oper-
ation of private ownership.

The case of external economies is not simply the inversion of the case of
external costs. It has its own domain and character.

If the results of an actor’s action benefit not only himself, but also other
people, two alternatives are possible:

1. The planning actor considers the advantages which he expects for
himself so important that he is prepared to defray all the costs re-
quired. The fact that his project also benefits other people will not
prevent him from accomplishing what promotes his own well-being.
When a railroad company erects dikes to protect its tracks against
snowslides and avalanches, it also protects the houses on adjacent
grounds. But the benefits which its neighbors will derive will not hin-
der the company from embarking upon an expenditure that it deems
expedient.

2. The costs incurred by a project are so great that none of those whom
it will benefit is ready to expend them in full. The project can be re-
alized only if a sufficient number of those interested in it share in the
costs.

It would hardly be necessary to say more about external economies if it were
not for the fact that this phenomenon is entirely misinterpreted in current
pseudo-economic literature.

A project P is unprofitable when and because consumers prefer the satis-
faction expected from the realization of some other projects to the satisfaction
expected from the realization of P. The realization of P would withdraw capi-
tal and labor from the realization of some other projects for which the demand
of the consumers is more urgent. The layman and the pseudo-economist fail
to recognize this fact. They stubbornly refuse to notice the scarcity of the fac-
tors of production. As they see it, P could be realized without any cost at all,
i.e., without foregoing any other satisfaction. It is merely the wantonness of the
profit system that prevents the nation from enjoying gratuitously the pleasures
expected from P.

Now, these short-sighted critics go on to say, the absurdity of the
profit system becomes especially outrageous if the unprofitability of P

is merely due to the fact that the entrepreneur’s calculations neglect
those advantages of P which for them are external economies. From
the point of view of the whole of society such advantages are not
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external. They benefit at least some members of society and would increase
“total welfare.” The nonrealization of P is therefore a loss for society. As profit-
seeking business, entirely committed to selfishness, declines to embark upon
such unprofitable projects, it is the duty of government to fill the gap. Gov-
ernment should either run them as public enterprises or it should subsidize
them in order to make them attractive for the private entrepreneur and in-
vestor. The subsidies may be granted either directly by money grants from
public funds or indirectly by means of tariffs the incidence of which falls upon
the buyers of the products.

However, the means which a government needs in order to run a plant at
a loss or to subsidize an unprofitable project must be withdrawn either from
the taxpayers’ spending and investing power or from the loan market. The
government has no more ability than individuals to create something out of
nothing. What the government spends more, the public spends less. Public
works are not accomplished by the miraculous power of a magic wand. They
are paid for by funds taken away from the citizens. If the government had not
interfered, the citizens would have employed them for the realization of
profit-promising projects the realization of which they must omit because
their means have been curtailed by the government. For every unprofitable
project that is realized by the aid of the government there is a corresponding
project the realization of which is neglected merely on account of the gov-
ernment’s intervention. Yet this nonrealized project would have been
profitable, i.e., it would have employed the scarce means of production in ac-
cordance with the most urgent needs of the consumers. From the point of
view of the consumers the employment of these means of production for the
realization of an unprofitable project is wasteful. It deprives them of satisfac-
tions which they prefer to those which the government-sponsored project
can furnish them.

The gullible masses who cannot see beyond the immediate range of their
physical eyes are enraptured by the marvelous accomplishments of their
rulers. They fail to see that they themselves foot the bill and must conse-
quently renounce many satisfactions which they would have enjoyed if the
government had spent less for unprofitable projects. They have not the imag-
ination to think of the possibilities that the government has not allowed to
come into existence.12

These enthusiasts are still more bewildered if the government’s
interference enables submarginal producers to continue producing
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and to stand the competition of more efficient plants, shops, or farms. Here,
they say, it is obvious that total production is increased and something is added
to the wealth that would not have been produced without the assistance of the
authorities. What happens in fact is just the opposite; the magnitude of total
production and of total wealth is curtailed. Outfits producing at higher costs
are brought into existence or preserved while other outfits producing at lower
costs are forced to curtail or to discontinue their production. The consumers
are not getting more, but less.

There is, for instance, the very popular idea that it is a good thing for the
government to promote the agricultural development of those parts of the
country which nature has poorly endowed. Costs of production are higher
in these districts than in other areas; it is precisely this fact that qualifies a
large part of their soil as submarginal. When unaided by public funds, the
farmers tilling these submarginal lands could not stand the competition of
the more fertile farms. Agriculture would shrink or fail to develop and the
whole area would become a backward part of the country. In full cog-
nizance of this state of affairs profit-seeking business avoids investing in the
construction of railroads connecting such inauspicious areas with the cen-
ters of consumption. The plight of the farmers is not caused by the fact that
they lack transportation facilities. The causation is the other way round; be-
cause business realizes that the prospects for these farmers are not propi-
tious, it abstains from investing in railroads which are likely to become un-
profitable for lack of a sufficient amount of goods to be shipped. If the
government, yielding to the demands of the interested pressure groups,
builds the railroad and runs it at a deficit, it certainly benefits the owners
of farm land in those poor districts of the country. As a part of the costs
that the shipping of their products requires is borne by the treasury, they
find it easier to compete with those tilling more fertile land to whom such
aid is denied. But the boon of these privileged farmers is paid for by the
taxpayers who must provide the funds required to defray the deficit. It af-
fects neither the market price nor the total available supply of agricultural
products. It merely makes profitable the operation of farms which hitherto
were submarginal and makes other farms, the operation of which was hith-
erto profitable, submarginal. It shifts production from land requiring lower
costs to land requiring higher costs. It does not increase total supply and
wealth, it curtails them, as the additional amounts of capital and labor re-
quired for the cultivation of high-cost fields instead of low-cost fields are
withheld from employments in which they would have made possible the
production of some other consumers’ goods. The government attains its
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end of benefiting some parts of the country with what they would have missed,
but it produces somewhere else costs which exceed these gains of a privileged
group.

The External Economies of Intellectual Creation

The extreme case of external economies is shown in the “production” of the in-
tellectual groundwork of every kind of processing and constructing. The char-
acteristic mark of formulas, i.e., the mental devices directing the technological
procedures, is the inexhaustibility of the services they render. These services are
consequently not scarce, and there is no need to economize their employment.
Those considerations that resulted in the establishment of the institution of pri-
vate ownership of economic goods did not refer to them. They remained out-
side the sphere of private property, not because they are immaterial, intangible,
and impalpable, but because their serviceableness cannot be exhausted.

People began to realize only later that this state of affairs has its drawbacks
too. It places the producers of such formulas—especially the inventors of tech-
nological procedures and authors and composers—in a peculiar position.
They are burdened with the cost of production, while the services of the prod-
uct they have created can be gratuitously enjoyed by everybody. What they
produce is for them entirely or almost entirely external economies.

If there are neither copyrights nor patents, the inventors and authors are in
the position of an entrepreneur. They have a temporary advantage as against
other people. As they start sooner in utilizing their invention or their manu-
script themselves or in making it available for use to other people (manufac-
turers or publishers), they have the chance to earn profits in the time interval
until everybody can likewise utilize it. As soon as the invention or the content
of the book are publicly known, they become “free goods” and the inventor or
author has only his glory.

The problem involved has nothing to do with the activities of the creative
genius. These pioneers and originators of things unheard of do not produce
and work in the sense in which these terms are employed in dealing with the
affairs of other people. They do not let themselves be influenced by the re-
sponse their work meets on the part of their contemporaries. They do not wait
for encouragement.13

It is different with the broad class of professional intellectuals
whose services society cannot do without. We may disregard the prob-
lem of second-rate authors of poems, fiction, and plays and second-
rate composers and need not inquire whether it would be a serious
disadvantage for mankind to lack the products of their efforts. But it
is obvious that handing down knowledge to the rising generation and
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familiarizing the acting individuals with the amount of knowledge they need
for the realization of their plans require textbooks, manuals, handbooks, and
other nonfiction works. It is unlikely that people would undertake the laborious
task of writing such publications if everyone were free to reproduce them. This
is still more manifest in the field of technological invention and discovery. The
extensive experimentation necessary for such achievements is often very ex-
pensive. It is very probable that technological progress would be seriously re-
tarded if, for the inventor and for those who defray the expenses incurred by his
experimentation, the results obtained were nothing but external economies.

Patents and copyrights are results of the legal evolution of the last centuries.
Their place in the traditional body of property rights is still controversial. People
look askance at them and deem them irregular. They are considered privileges,
a vestige of the rudimentary period of their evolution when legal protection was
accorded to authors and inventors only by virtue of an exceptional privilege
granted by the authorities. They are suspect, as they are lucrative only if they
make it possible to sell at monopoly prices.14 Moreover, the fairness of patent
laws is contested on the ground that they reward only those who put the finish-
ing touch leading to practical utilization of achievements of many predecessors.
These precursors go empty-handed although their contribution to the final re-
sult was often much more weighty than that of the patentee.

It is beyond the scope of catallactics to enter into an examination of the ar-
guments brought forward for and against the institution of copyrights and pat-
ents. It has merely to stress the point that this is a problem of the delimitation
of property rights and that with the abolition of patents and copyrights authors
and inventors would for the most part be producers of external economies.

Privileges and Quasi-Privileges

The restrictions which laws and institutions impose upon the discretion to
choose and to act are not always so insurmountable that they could not be
overcome under certain conditions. To some favorites exemption from the ob-
ligation binding the rest of the people may be granted as an explicit privilege
either by the laws themselves or by an administrative act of the authorities en-
trusted with the law’s enforcement. Some may be ruthless enough to defy the
laws in spite of the vigilance of the authorities; their daring insolence secures
them a quasi-privilege.

A law that nobody observes is ineffectual. A law that is not valid for all or
which not all obey, may grant to those who are exempt—whether by virtue
of the law itself or by virtue of their own audacity—the opportunity to reap
either differential rent or monopoly gains.
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With regard to the determination of the market phenomena it does not
matter whether the exemption is legally valid as a privilege or illegal as a quasi-
privilege. Neither does it matter whether the costs, if any, incurred by the fa-
vored individual or firm for the acquisition of the privilege or quasi-privilege
are legal (e.g., a tax levied on licensees) or illegal (e.g., bribes paid to corrupt
officers). If an importation embargo is mitigated by the importation of a cer-
tain quantity, the prices are affected by the quantity imported and the specific
costs incurred by the acquisition and the utilization of the privilege or quasi-
privilege. But whether the importation was legal (e.g., a license granted under
the system of quantitative trade control to some privileged people), or illegal
contraband does not affect the price structure.
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chapter 24

Harmony and Conflict of Interests

1 The Ultimate Source of Profit and Loss on the Market

The changes in the data whose reiterated emergence prevents the economic
system from turning into an evenly rotating economy and produces again and
again entrepreneurial profit and loss are favorable to some members of society
and unfavorable to others. Hence, people concluded, the gain of one man is

the damage of another; no man profits but by the loss of others. This dogma was
already advanced by some ancient authors. Among modern writers Montaigne
was the first to restate it; we may fairly call it the Montaigne dogma. It was the
quintessence of the doctrines of Mercantilism, old and new. It is at the bottom
of all modern doctrines teaching that there prevails, within the frame of the
market economy, an irreconcilable conflict among the interests of various so-
cial classes within a nation and furthermore between the interests of any na-
tion and those of all other nations.1

Now the Montaigne dogma is true with regard to the effects of cash-induced
changes in the purchasing power of money on deferred payments. But it is en-
tirely wrong with regard to any kind of entrepreneurial profit or loss, whether
they emerge in a stationary economy in which the total amount of profits
equals the total amount of losses or in a progressing or a retrogressing economy
in which these two magnitudes are different.

What produces a man’s profit in the course of affairs within an unhampered
market society is not his fellow citizen’s plight and distress, but the fact that
he alleviates or entirely removes what causes his fellow citizen’s feeling of
uneasiness. What hurts the sick is the plague, not the physician who treats the
disease. The doctor’s gain is not an outcome of the epidemics, but of the aid
he gives to those affected. The ultimate source of profits is always the foresight
of future conditions. Those who succeeded better than others in antici-

1. Cf. Montaigne, Essais, ed. F. Strowski, Bk. I, chap. 22 (Bordeaux, 1906), I, 135–36; A. Oncken,
Geschichte der Nationalökonomie (Leipzig, 1902), pp. 152–53; E. F. Heckscher, Mercantilism,

trans. by M. Shapiro (London, 1935), II, 26 –27.
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pating future events and in adjusting their activities to the future state of
the market, reap profits because they are in a position to satisfy the most
urgent needs of the public. The profits of those who have produced goods
and services for which the buyers scramble are not the source of the losses
of those who have brought to the market commodities in the purchase of
which the public is not prepared to pay the full amount of production
costs expended. These losses are caused by the lack of insight displayed
in anticipating the future state of the market and the demand of the
consumers.

External events affecting demand and supply may sometimes come so sud-
denly and unexpectedly that people say that no reasonable man could have
foreseen them. Then the envious may consider the profits of those who gain
from the change as unjustified. Yet such arbitrary value judgments do not al-
ter the real state of interests. It is certainly better for a sick man to be cured by
a doctor for a high fee than to lack medical assistance. If it were otherwise, he
would not consult the physician.

There are in the market economy no conflicts between the interests of the
buyers and sellers. There are disadvantages caused by inadequate foresight. It
would be a universal boon if every man and all the members of the market so-
ciety would always foresee future conditions correctly and in time and act ac-
cordingly. If this were the case, retrospection would establish that no particle
of capital and labor was wasted for the satisfaction of wants which now are con-
sidered as less urgent than some other unsatisfied wants. However, man is not
omniscient.

It is wrong to look at these problems from the point of view of resentment
and envy. It is no less faulty to restrict one’s observation to the momentary
position of various individuals. These are social problems and must be
judged with regard to the operation of the whole market system. What se-
cures the best possible satisfaction of the demands of each member of soci-
ety is precisely the fact that those who succeeded better than other people
in anticipating future conditions are earning profits. If profits were to be cur-
tailed for the benefit of those whom a change in the data has injured, the
adjustment of supply to demand would not be improved but impaired. If
one were to prevent doctors from occasionally earning high fees, one would
not increase but rather decrease the number of those choosing the medical
profession.

The deal is always advantageous both for the buyer and the seller.
Even a man who sells at a loss is still better off than he would be if he
could not sell at all, or only at a still lower price. He loses on account
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of his lack of foresight; the sale limits his loss even if the price received is low.
If both the buyer and the seller were not to consider the transaction as the most
advantageous action they could choose under the prevailing conditions, they
would not enter into the deal.

The statement that one man’s boon is the other man’s damage is valid
with regard to robbery, war, and booty. The robber’s plunder is the damage
of the despoiled victim. But war and commerce are two different things.
Voltaire erred when—in 1764—he wrote in the article “Patrie” of his Dic-

tionnaire philosophique: “To be a good patriot is to wish that one’s own
community should enrich itself by trade and acquire power by arms; it is
obvious that a country cannot profit but at the expense of another and that
it cannot conquer without inflicting harm on other people.” Voltaire, like
so many other authors who preceded and followed him, deemed it su-
perfluous to familiarize himself with economic thought. If he had read
the essays of his contemporary David Hume, he would have learned how
false it is to identify war and foreign trade. Voltaire, the great debunker of
age-old superstitions and popular fallacies, fell prey unawares to the most
disastrous fallacy.

When the baker provides the dentist with bread and the dentist relieves the
baker’s toothache, neither the baker nor the dentist is harmed. It is wrong to
consider such an exchange of services and the pillage of the baker’s shop by
armed gangsters as two manifestations of the same thing. Foreign trade differs
from domestic trade only in so far as goods and services are exchanged beyond
the borderlines separating the territories of two sovereign nations. It is mon-
strous that Prince Louis Napoleon Bonaparte, the later Emperor Napoleon
III, should have written many decades after Hume, Adam Smith, and Ricardo:
“The quantity of merchandise which a country exports is always in direct pro-
portion to the number of shells it can discharge upon its enemies whenever its
honor and its dignity may require it.” 2 All the teachings of economics con-
cerning the effects of the international division of labor and of international
trade have up to now failed to destroy the popularity of the Mercantilist fal-
lacy, “that the object of foreign trade is to pauperize foreigners.” 3 It is a task of
historical investigation to disclose the sources of the popularity of this and
other similar delusions and errors. For economics the matter is long since
settled.
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2. Cf. Louis Napoleon Bonaparte, Extinction du pauperisme (éd. populaire, Paris, 1848), p. 6.
3. With these words H. G. Wells (The World of William Clissold, Bk. IV, sec. 10) characterizes the
opinion of a typical representative of the British peerage.
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2 The Limitation of Offspring

The natural scarcity of the means of sustenance forces every living being
to look upon all other living beings as deadly foes in the struggle for sur-
vival, and generates pitiless biological competition. But with man these
irreconcilable conflicts of interests disappear when, and as far as, the di-
vision of labor is substituted for economic autarky of individuals, families,
tribes, and nations. Within the system of society there is no conflict of
interests as long as the optimum size of population has not been
reached. As long as the employment of additional hands results in a
more than proportionate increase in the returns, harmony of interests is
substituted for conflict. People are no longer rivals in the struggle for the
allocation of portions out of a strictly limited supply. They become co-
operators in striving after ends common to all of them. An increase in
population figures does not curtail, but rather augments, the average
shares of the individuals.

If men were to strive only after nourishment and sexual satisfaction,
population would tend to increase beyond the optimum size to the limits
drawn by the sustenance available. However, men want more than merely
to live and to copulate; they want to live humanly. An improvement in
conditions usually results, it is true, in an increase in population figures;
but this increase lags behind the increase in bare sustenance. If it were
otherwise, men would have never succeeded in the establishment of social
bonds and in the development of civilization. As with rats, mice, and mi-
crobes, every increase in sustenance would have made population figures
rise to the limits of bare sustenance; nothing would have been left for the
seeking of other ends. The fundamental error implied in the iron law of
wages was precisely the fact that it looked upon men—or at least upon
the wage earners—as beings exclusively driven by animal impulses. Its
champions failed to realize that man differs from the beasts as far as he
aims also at specifically human ends, which one may call higher or more
sublime ends.

The Malthusian law of population is one of the great achievements
of thought. Together with the principle of the division of labor it
provided the foundations for modern biology and for the theory of
evolution; the importance of these two fundamental theorems for the
sciences of human action is second only to the discovery of the reg-
ularity in the intertwinement and sequence of market phenomena and
their inevitable determination by the market data. The objections
raised against the Malthusian law as well as against the law of returns
are vain and trivial. Both laws are indisputable. But the role to be
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assigned to them within the body of the sciences of human action is different
from that which Malthus attributed to them.

Nonhuman beings are entirely subject to the operation of the biological
law described by Malthus.4 For them the statement that their numbers tend
to encroach upon the means of subsistence and that the supernumerary
specimens are weeded out by want of sustenance is valid without any ex-
ception. With reference to the nonhuman animals the notion of minimum
sustenance has an unequivocal, uniquely determined sense. But the case is
different with man. Man integrates the satisfaction of the purely zoological
impulses, common to all animals, into a scale of values, in which a place is
also assigned to specifically human ends. Acting man also rationalizes the
satisfaction of his sexual appetites. Their satisfaction is the outcome of a
weighing of pros and cons. Man does not blindly submit to a sexual stim-
ulation like a bull; he refrains from copulation if he deems the costs—the
anticipated disadvantages—too high. In this sense we may, without any
valuation or ethical connotation, apply the term moral restraint employed
by Malthus.5

Rationalization of sexual intercourse already involves the rationalization of
proliferation. Then later further methods of rationalizing the increase of prog-
eny were adopted which were independent of abstention from copulation.
People resorted to the egregious and repulsive practices of exposing or killing
infants and of abortion. Finally they learned to perform the sexual act in such
a way that no pregnancy results. In the last hundred years the technique of
contraceptive devices has been perfected and the frequency of their employ-
ment increased considerably. Yet the procedures had long been known and
practiced.

The affluence that modern capitalism bestows upon the broad
masses of the capitalist countries and the improvement in hygienic
conditions and therapeutical and prophylactic methods brought about
by capitalism have considerably reduced mortality, especially infant
mortality, and prolonged the average duration of life. Today in these
countries the restriction in generating offspring can succeed only if
it is more drastic than in earlier ages. The transition to capitalism—
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4. The Malthusian law is, of course, a biological and not a praxeological law. However, its cog-
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Malthus and His Work (London, 1885), p. 53. One could as well substitute the term praxeological
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i.e., the removal of the obstacles which in former days had fettered the
functioning of private initiative and enterprise—has consequently deeply
influenced sexual customs. It is not the practice of birth control that is new,
but merely the fact that it is more frequently resorted to. Especially new is
the fact that the practice is no longer limited to the upper strata of the pop-
ulation, but is common to the whole population. For it is one of the most
important social effects of capitalism that it deproletarianizes all strata of so-
ciety. It raises the standard of living of the masses of the manual workers to
such a height that they too turn into “bourgeois” and think and act like
well-to-do burghers. Eager to preserve their standard of living for themselves
and for their children, they embark upon birth control. With the spread
and progress of capitalism, birth control becomes a universal practice. The
transition to capitalism is thus accompanied by two phenomena: a decline
both in fertility rates and in mortality rates. The average duration of life is
prolonged.

In the days of Malthus it was not yet possible to observe these demo-
graphical characteristics of capitalism. Today it is no longer permissible to
question them. But, blinded by romantic prepossessions, many describe
them as phenomena of decline and degeneration peculiar only to the white-
skinned peoples of Western civilization, grown old and decrepit. These ro-
mantics are seriously alarmed by the fact that the Asiatics do not practice
birth control to the same extent to which it is practiced in Western Europe,
North America, and Australia. As modern methods of fighting and prevent-
ing disease have brought about a drop in mortality rates with these oriental
peoples too, their population figures grow more rapidly than those of the
Western nations. Will not the indigenes of India, Malaya, China, and Japan,
who themselves did not contribute to the technological and therapeutical
achievements of the West, but received them as an unexpected present, in
the end by the sheer superiority of their numbers squeeze out the peoples of
European descent?

These fears are groundless. Historical experience shows that all Caucasian
peoples reacted to the drop in mortality figures brought about by capitalism
with a drop in the birth rate. Of course, from such historical experience no
general law may be deduced. But praxeological reflection demonstrates
that there exists between these two phenomena a necessary concatenation.
An improvement in the external conditions of well-being makes possible a
corresponding increase in population figures. However, if the additional
quantity of the means of sustenance is completely absorbed by rearing an
additional number of people, nothing is left for a further improvement
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in the standard of living. The march of civilization is arrested; mankind
reaches a state of stagnation.

The case becomes still more obvious if we assume that a prophylactic
invention is made by a lucky chance and that its practical application
requires neither a considerable investment of capital nor considerable
current expenditure. Of course, modern medical research and still more
its utilization absorb huge amounts of capital and labor. They are prod-
ucts of capitalism. They would never have come into existence in a
noncapitalist environment. But there were, in earlier days, instances of
a different character. The practice of smallpox inoculation did not
originate from expensive laboratory research and, in its original crude
form, could be applied at trifling costs. Now, what would the results of
smallpox inoculation have been if its practice had become general in a
precapitalist country not committed to birth control? It would have
increased population figures without increasing sustenance, it would have
impaired the average standard of living. It would not have been a bless-
ing, but a curse.

Conditions in Asia and Africa are, by and large, the same. These back-
ward peoples receive the devices for fighting and preventing disease ready-
made from the West. It is true that in some of these countries imported
foreign capital and the adoption of foreign technological methods by the
comparatively small domestic capital synchronously tend to increase the
per capita output of labor and thus to bring about a tendency toward an
improvement in the average standard of living. However, this does not
sufficiently counterbalance the opposite tendency resulting from the drop
in mortality rates not accompanied by an adequate fall in fertility rates.
The contact with the West has not yet benefited these peoples because it
has not yet affected their minds; it has not freed them from age-old super-
stitions, prejudices, and misapprehensions; it has merely altered their
technological and therapeutical knowledge.

The reformers of the oriental peoples want to secure for their fel-
low citizens the material well-being that the Western nations enjoy.
Deluded by Marxian, nationalist, and militarist ideas they think that
all that is needed for the attainment of this end is the introduction
of European and American technology. Neither the Slavonic Bolsheviks
and nationalists nor their sympathizers in the Indies, in China, and
in Japan realize that what their peoples need most is not Western
technology, but the social order which in addition to other achieve-
ments has generated this technological knowledge. They lack first of
all economic freedom and private initiative, entrepreneurs and
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capitalism. But they look only for engineers and machines. What separates
East and West is the social and economic system. The East is foreign to
the Western spirit that has created capitalism. It is of no use to import the
paraphernalia of capitalism without admitting capitalism as such. No
achievement of capitalist civilization would have been accomplished in a
noncapitalistic environment or can be preserved in a world without a market
economy.

If the Asiatics and Africans really enter into the orbit of Western civiliza-
tion, they will have to adopt the market economy without reservations.
Then their masses will rise above their present proletarian wretchedness and
practice birth control as it is practiced in every capitalistic country. No ex-
cessive growth of population will longer hinder the improvement in the
standards of living. But if the oriental peoples in the future confine them-
selves to mechanical reception of the tangible achievements of the West
without embracing its basic philosophy and social ideologies, they will for-
ever remain in their present state of inferiority and destitution. Their popu-
lations may increase considerably, but they will not raise themselves above
distress. These miserable masses of paupers will certainly not be a serious
menace to the independence of the Western nations. As long as there is a
need for weapons, the entrepreneurs of the market society will never stop
producing more efficient weapons and thus securing to their countrymen a
superiority of equipment over the merely imitative noncapitalistic Ori-
entals. The military events of both World Wars have proved anew that the
capitalistic countries are paramount also in armaments production. No for-
eign aggressor can destroy capitalist civilization if it does not destroy itself.
Where capitalistic entrepreneurship is allowed to function freely, the fight-
ing forces will always be so well equipped that the biggest armies of the
backward peoples will be no match for them. There has even been great ex-
aggeration of the danger of making the formulas for manufacturing “secret”
weapons universally known. If war comes again, the searching mind of the
capitalistic world will always have a head start on the peoples who merely
copy and imitate clumsily.

The peoples who have developed the system of the market economy
and cling to it are in every respect superior to all other peoples. The fact
that they are eager to preserve peace is not a mark of their weakness and
inability to wage war. They love peace because they know that armed
conflicts are pernicious and disintegrate the social division of labor. But if
war becomes unavoidable, they show their superior efficiency in military
affairs too. They repel the barbarian aggressors whatever their numbers
may be.
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The purposive adjustment of the birth rate to the supply of the material
potentialities of well-being is an indispensable condition of human life and
action, of civilization, and of any improvement in wealth and welfare.
Whether the only beneficial method of birth control is abstention from
coitus is a question which must be decided from the point of view of bodily
and mental hygiene. It is absurd to confuse the issue by referring to ethical
precepts developed in ages which were faced with different conditions. How-
ever, praxeology is not interested in the theological aspects of the problem. It
has merely to establish the fact that where there is no limitation of offspring
there cannot be any question of civilization and improvement in the stan-
dard of living.

A socialist commonwealth would be under the necessity of regulating the
fertility rate by authoritarian control. It would have to regiment the sexual life
of its wards no less than all other spheres of their conduct. In the market econ-
omy every individual is spontaneously intent upon not begetting children
whom he could not rear without considerably lowering his family’s standard of
life. Thus the growth of population beyond the optimum size as determined
by the supply of capital available and the state of technological knowledge
is checked. The interests of each individual coincide with those of all other
individuals.

Those fighting birth control want to eliminate a device indispensable
for the preservation of peaceful human cooperation and the social division
of labor. Where the average standard of living is impaired by the excessive
increase in population figures, irreconcilable conflicts of interests arise.
Each individual is again a rival of all other individuals in the struggle for
survival. The annihilation of rivals is the only means of increasing one’s
own well-being. The philosophers and theologians who assert that birth
control is contrary to the laws of God and Nature refuse to see things as
they really are. Nature straitens the material means required for the im-
provement of human well-being and survival. As natural conditions are,
man has only the choice between the pitiless war of each against each or
social cooperation. But social cooperation is impossible if people give rein
to the natural impulse of proliferation. In restricting procreation man ad-
justs himself to the natural conditions of his existence. The rationalization
of the sexual passions is an indispensable condition of civilization and
societal bonds. Its abandonment would in the long run not increase but
decrease the numbers of those surviving, and would render life for every-
one as poor and miserable as it was many thousands of years ago for our
ancestors.
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3 The Harmony of the “Rightly Understood” Interests

From time immemorial men have prattled about the blissful conditions
their ancestors enjoyed in the original “state of nature.” From old myths,
fables, and poems the image of this primitive happiness passed into many
popular philosophies of the seventeenth and eighteenth centuries. In
their language the term natural denoted what was good and beneficial in
human affairs, while the term civilization had the connotation of oppro-
brium. The fall of man was seen in the deviation from the primitive con-
ditions of ages in which there was but little difference between man and
other animals. At that time, these romantic eulogists of the past asserted,
there were no conflicts between men. Peace was undisturbed in the
Garden of Eden.

Yet nature does not generate peace and goodwill. The characteristic mark
of the “state of nature” is irreconcilable conflict. Each specimen is the rival of
all other specimens. The means of subsistence are scarce and do not grant sur-
vival to all. The conflicts can never disappear. If a band of men, united with
the object of defeating rival bands, succeeds in annihilating its foes, new an-
tagonisms arise among the victors over the distribution of the booty. The
source of the conflicts is always the fact that each man’s portion curtails the
portions of all other men.

What makes friendly relations between human beings possible is the
higher productivity of the division of labor. It removes the natural
conflict of interests. For where there is division of labor, there is no
longer question of the distribution of a supply not capable of enlarge-
ment. Thanks to the higher productivity of labor performed under the
division of tasks, the supply of goods multiplies. A preeminent common
interest, the preservation and further intensification of social cooperation,
becomes paramount and obliterates all essential collisions. Catallactic
competition is substituted for biological competition. It makes for har-
mony of the interests of all members of society. The very condition from
which the irreconcilable conflicts of biological competition arise—viz.,
the fact that all people by and large strive after the same things—is
transformed into a factor making for harmony of interests. Because many
people or even all people want bread, clothes, shoes, and cars, large-scale
production of these goods becomes feasible and reduces the costs of pro-
duction to such an extent that they are accessible at low prices. The fact
that my fellow man wants to acquire shoes as I do, does not make it
harder for me to get shoes, but easier. What enhances the price of shoes
is the fact that nature does not provide a more ample supply of leather

harmony and conflict of interests � 673

24-L3843  12/5/06  8:11 AM  Page 673



and other raw material required, and that one must submit to the disutility of
labor in order to transform these raw materials into shoes. The catallactic com-
petition of those who, like me, are eager to have shoes makes shoes cheaper,
not more expensive.

This is the meaning of the theorem of the harmony of the rightly under-
stood interests of all members of the market society.6 When the classical
economists made this statement, they were trying to stress two points: First,
that everybody is interested in the preservation of the social division of labor,
the system that multiplies the productivity of human efforts. Second, that in
the market society consumers’ demand ultimately directs all production ac-
tivities. The fact that not all human wants can be satisfied is not due to in-
appropriate social institutions or to deficiencies of the system of the market
economy. It is a natural condition of human life. The belief that nature be-
stows upon man inexhaustible riches and that misery is an outgrowth of
man’s failure to organize the good society is entirely fallacious. The “state of
nature” which the reformers and utopians depicted as paradisiac was in fact
a state of extreme poverty and distress. “Poverty,” says Bentham, “is not the
work of the laws, it is the primitive condition of the human race.”7 Even
those at the base of the social pyramid are much better off than they would
have been in the absence of social cooperation. They too are benefited by
the operation of the market economy and participate in the advantages of
civilized society.

The nineteenth-century reformers did not drop the cherished fable of the
original earthly paradise. Frederick Engels incorporated it in the Marxian
account of mankind’s social evolution. However, they no longer set up the
bliss of the aurea aetas [(Latin) Golden Age] as a pattern for social and eco-
nomic reconstruction. They contrast the alleged depravity of capitalism
with the ideal happiness man will enjoy in the socialist Elysium of the fu-
ture. The socialist mode of production will abolish the fetters by means
of which capitalism checks the development of the productive forces,
and will increase the productivity of labor and wealth beyond all measure.
The preservation of free enterprise and the private ownership of the
means of production benefits exclusively the small minority of parasitic ex-
ploiters and harms the immense majority of working men. Hence there
prevails within the frame of the market society an irreconcilable conflict
between the interests of “capital” and those of “labor.” This class struggle
can disappear only when a fair system of social organization—either
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socialism or interventionism—is substituted for the manifestly unfair capital-
ist mode of production.

Such is the almost universally accepted social philosophy of our age.
It was not created by Marx, although it owes its popularity mainly to the
writings of Marx and the Marxians. It is today endorsed not only by the
Marxians, but no less by most of those parties who emphatically declare
their anti-Marxism and pay lip service to free enterprise. It is the official
social philosophy of Roman Catholicism as well as of Anglo-Catholicism;
it is supported by many eminent champions of the various Protestant
denominations and of the Orthodox Oriental Church. It is an essential
part of the teachings of Italian Fascism and of German Nazism and of
all varieties of interventionist doctrines. It was the ideology of the
Sozialpolitik of the Hohenzollerns in Germany and of the French royal-
ists aiming at the restoration of the house of Bourbon-Orléans, of the
New Deal of President Roosevelt, and of the nationalists of Asia and
Latin America. The antagonisms between these parties and factions refer
to accidental issues—such as religious dogma, constitutional institutions,
foreign policy—and, first of all, to the characteristic features of the social
system that is to be substituted for capitalism. But they all agree in the
fundamental thesis that the very existence of the capitalist system harms
the vital interests of the immense majority of workers, artisans, and small
farmers, and they all ask in the name of social justice for the abolition
of capitalism.8

All socialist and interventionist authors and politicians base their
analysis and critique of the market economy on two fundamental
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8. The official doctrine of the Roman Church is outlined in the encyclical Quadragesimo anno

of Pope Pius XI (1931). The Anglo-Catholic doctrine is presented by the late William Temple,
Archbishop of Canterbury, in the book Christianity and the Social Order (Penguin Special, 1942).
Representative of the ideas of European continental Protestantism is the book of Emil Brunner,
Justice and the Social Order, trans. by M. Hottinger (New York, 1945). A highly significant docu-
ment is the section on “The Church and Disorder of Society” of the draft report which the World
Council of Churches in September, 1948, recommended for appropriate action to the one hun-
dred and fifty–odd denominations whose delegates are members of the Council. For the ideas of
Nicolas Berdyaew, the most eminent apologist of Russian Orthodoxy, cf. his book The Origin of

Russian Communism (London, 1937), especially pp. 217–18 and 225. It is often asserted that an es-
sential difference between the Marxians and the other socialist and interventionist parties is to be
found in the fact that the Marxians stand for class struggle, while the latter parties look at the class
struggle as upon a deplorable outgrowth of the irreconcilable conflict of class interests inherent
in capitalism and want to overcome it by the realization of the reforms they recommend. How-
ever, the Marxians do not praise and kindle the class struggle for its own sake. In their eyes the
class struggle is good only because it is the device by means of which the “productive forces,” those
mysterious forces directing the course of human evolution, are bound to bring about the “class-
less” society in which there will be neither classes nor class conflicts.
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errors. First, they fail to recognize the speculative character inherent in all
endeavors to provide for future want-satisfaction, i.e., in all human action.
They naïvely assume that there cannot exist any doubt about the measures to
be applied for the best possible provisioning of the consumers. In a socialist
commonwealth there will be no need for the production tsar (or the central
board of production management) to speculate. He will “simply” have to re-
sort to those measures which are beneficial to his wards. The advocates of a
planned economy have never conceived that the task is to provide for future
wants which may differ from today’s wants and to employ the various avail-
able factors of production in the most expedient way for the best possible
satisfaction of these uncertain future wants. They have not conceived that
the problem is to allocate scarce factors of production to the various branches
of production in such a way that no wants considered more urgent should
remain unsatisfied because the factors of production required for their satis-
faction were employed, i.e., wasted, for the satisfaction of wants considered
less urgent. This economic problem must not be confused with the techno-
logical problem. Technological knowledge can merely tell us what could be
achieved under the present state of our scientific insight. It does not answer
the questions as to what should be produced and in what quantities, and
which of the multitude of technological processes available should be cho-
sen. Deluded by their failure to grasp this essential matter, the advocates of
a planned society believe that the production tsar will never err in his deci-
sions. In the market economy the entrepreneurs and capitalists cannot avoid
committing serious blunders because they know neither what the consumers
want nor what their competitors are doing. The general manager of a social-
ist state will be infallible because he alone will have the power to determine
what should be produced and how, and because no action of other people
will cross his plans.9

The second fundamental error involved in the socialists’ critique of
the market economy stems from their faulty theory of wages. They
have failed to realize that wages are the price paid for the wage
earner’s achievement, i.e., for the contribution of his efforts to the pro-
cessing of the good concerned or, as people say, for the value which
his services add to the value of the materials. No matter whether there
are time wages or piecework wages, the employer always buys the
worker’s performance and services, not his time. It is therefore
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9. The thorough exposure of this delusion is provided by the proof of the impossibility of eco-
nomic calculation under socialism. See below the fifth part of this book.
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not true that in the unhampered market economy the worker has no per-
sonal interest in the execution of his task. The socialists are badly mistaken
in asserting that those paid a certain rate per hour, per day, per week, per
month, or per year are not impelled by their own selfish interests when
they work efficiently. It is not lofty ideals and the sense of duty that deter a
worker paid according to the length of time worked from carelessness and
loafing around the shop, but very substantial arguments. He who works
more and better gets higher pay, and he who wants to earn more must in-
crease the quantity and improve the quality of his performance. The hard-
boiled employers are not so gullible as to let themselves be cheated by
slothful employees; they are not so negligent as those governments who pay
salaries to hosts of loafing bureaucrats. Neither are the wage earners so stu-
pid as not to know that laziness and inefficiency are heavily penalized on
the labor market.10

On the shaky ground of their misconception of the catallactic nature of
wages, the socialist authors have advanced fantastic fables about the in-
crease in the productivity of labor to be expected from the realization of
their plans. Under capitalism, they say, the worker’s zeal is seriously im-
paired because he is aware of the fact that he himself does not reap the
fruits of his labor and that his toil and trouble enrich merely his employer,
this parasitic and idle exploiter. But under socialism every worker will know
that he works for the benefit of society, of which he himself is a part. This
knowledge will provide him with the most powerful incentive to do his
best. An enormous increase in the productivity of labor and thereby in
wealth will result.

However, the identification of the interests of each worker and those of
the socialist commonwealth is a purely legalistic and formalistic fiction
which has nothing to do with the real state of affairs. While the sacrifices an
individual worker makes in intensifying his own exertion burden him alone,
only an infinitesimal fraction of the produce of his additional exertion
benefits himself and improves his own well-being. While the individual
worker enjoys completely the pleasures he may reap by yielding to the temp-
tation to carelessness and laziness, the resulting impairment of the social
dividend curtails his own share only infinitesimally. Under such a socialist
mode of production all personal incentives which selfishness provides under
capitalism are removed, and a premium is put upon laziness and negli-
gence. Whereas in a capitalist society selfishness incites everyone to the
utmost diligence, in a socialist society it makes for inertia and laxity. The so-
cialists may still babble about the miraculous change in human nature that
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the advent of socialism will effect, and about the substitution of lofty altru-
ism for mean egotism. But they must no longer indulge in fables about the
marvelous effects the selfishness of each individual will bring about under
socialism.11

No judicious man can fail to conclude from the evidence of these consid-
erations that in the market economy the productivity of labor is incomparably
higher than it would be under socialism. However, this cognition does not
settle the question between the advocates of capitalism and those of socialism
from a praxeological, i.e., scientific, point of view.

A bona fide advocate of socialism who is free from bigotry, prepossession,
and malice could still contend: “It may be true that P, the total net income
turned out in a market society, is larger than p, the total net income turned
out in a socialist society. But if the socialist system assigns to each of its mem-
bers an equal share of p (viz., p⁄z � d), all those whose income in the market
society is smaller than d are favored by the substitution of socialism for cap-
italism. It may happen that this group of people includes the majority of
men. At any rate it becomes evident that the doctrine of the harmony be-
tween the rightly understood interests of all members of the market society is
untenable. There is a class of men whose interests are hurt by the very exis-
tence of the market economy and who would be better off under socialism.”
The advocates of the market economy contest the conclusiveness of this rea-
soning. They believe that p will lag so much behind P that d will be smaller
than the income which even those earning the lowest wages get in the mar-
ket society. There can be no doubt that this objection is well founded. How-
ever, it is not based on praxeological considerations and therefore lacks the
apodictic and incontestable argumentative power inherent in a praxeological
demonstration. It is based on a judgment of relevance, the quantitative ap-
praisal of the difference between the two magnitudes P and p. In the field of
human action such quantitative cognition is obtained by understanding,
with regard to which full agreement between men cannot be reached. Prax-
eology, economics, and catallactics are of no use for the settlement of such
dissensions concerning quantitative issues.
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11. The doctrine refuted in the text found its most brilliant expositor in John Stuart Mill (Prin-

ciples of Political Economy [People’s ed. London, 1867], pp. 126 ff.). However, Mill resorted to this
doctrine merely in order to refute an objection raised against socialism, viz., that, by eliminating
the incentive provided by selfishness, it would impair the productivity of labor. He was not so
blind as to assert that the productivity of labor would multiply under socialism. For an analysis and
refutation of Mill’s reasoning, cf. Mises, Socialism (Liberty Fund, 1981), pp. 151–59.
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The advocates of socialism could even go farther and say: “Granted
that each individual will be worse off under socialism than even the
poorest under capitalism. Yet we spurn the market economy in spite of
the fact that it supplies everybody with more goods than socialism. We
disapprove of capitalism on ethical grounds as an unfair and amoral sys-
tem. We prefer socialism on grounds commonly called noneconomic and
put up with the fact that it impairs everybody’s material well-being.”12 It
cannot be denied that this haughty indifference with regard to material
well-being is a privilege reserved to ivory-tower intellectuals, secluded
from reality, and to ascetic anchorites. What made socialism popular
with the immense majority of its supporters was, on the contrary, the il-
lusion that it would supply them with more amenities than capitalism.
But however this may be, it is obvious that this type of prosocialist ar-
gumentation cannot be touched by the liberal reasoning concerning the
productivity of labor.

If no other objections could be raised to the socialist plans than that
socialism will lower the standard of living of all or at least of the immense
majority, it would be impossible for praxeology to pronounce a final judg-
ment. Men would have to decide the issue between capitalism and
socialism on the ground of judgments of value and of judgments of rele-
vance. They would have to choose between the two systems as they
choose between many other things. No objective standard could be dis-
covered which would make it possible to settle the dispute in a manner
which allows no contradiction and must be accepted by every sane indi-
vidual. The freedom of each man’s choice and discretion would not be
annihilated by inexorable necessity. However, the true state of affairs is
entirely different. Man is not in a position to choose between these two
systems. Human cooperation under the system of the social division of la-
bor is possible only in the market economy. Socialism is not a realizable
system of society’s economic organization because it lacks any method of
economic calculation. To deal with this fundamental problem is the task
of the fifth part of this book.

The establishment of this truth does not amount to a depreciation
of the conclusiveness and the convincing power of the antisocialist
argument derived from the impairment of productivity to be expected
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cialism. The Marxians used to recommend socialism on the ground that it would multiply pro-
ductivity and bring unprecedented material wealth to everybody. Only lately have they changed
their tactics. They declare that the Russian worker is happier than the American worker in spite
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system compensates by far for all his material hardships.
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from socialism. The weight of this objection raised to the socialist plans
is so overwhelming that no judicious man could hesitate to choose capi-
talism. Yet this would still be a choice between alternative systems of
society’s economic organization, preference given to one system as against
another. However, such is not the alternative. Socialism cannot be realized
because it is beyond human power to establish it as a social system. The
choice is between capitalism and chaos. A man who chooses between
drinking a glass of milk and a glass of a solution of potassium cyanide
does not choose between two beverages; he chooses between life and
death. A society that chooses between capitalism and socialism does not
choose between two social systems; it chooses between social cooperation
and the disintegration of society. Socialism is not an alternative to capi-
talism; it is an alternative to any system under which men can live as hu-

man beings. To stress this point is the task of economics as it is the task
of biology and chemistry to teach that potassium cyanide is not a nutri-
ment but a deadly poison.

The convincing power of the productivity argument is in fact so irresistible
that the advocates of socialism were forced to abandon their old tactics and to
resort to new methods. They are eager to divert attention from the productiv-
ity issue by throwing into relief the monopoly problem. All contemporary so-
cialist manifestoes expatiate on monopoly power. Statesmen and professors try
to outdo one another in depicting the evils of monopoly. Our age is called the
age of monopoly capitalism. The foremost argument advanced today in favor
of socialism is the reference to monopoly.

Now, it is true that the emergence of monopoly prices (not of monopoly
as such without monopoly prices) creates a discrepancy between the inter-
ests of the monopolist and those of the consumers. The monopolist does
not employ the monopolized good according to the wishes of the con-
sumers. As far as there are monopoly prices, the interests of the monopolist
take precedence over those of the public and the democracy of the market
is restricted. With regard to monopoly prices there is not harmony, but
conflict of interests.

It is possible to contest these statements with regard to the monop-
oly prices received in the sale of articles under patents and copyrights.
One may argue that in the absence of patent and copyright legisla-
tion these books, compositions, and technological innovations would
never have come into existence. The public pays monopoly prices for
things it would not have enjoyed at all under competitive prices.
However, we may fairly disregard this issue. It has little to do with
the great monopoly controversy of our day. When people deal with
the evils of monopoly, they imply that there prevails within the un-
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hampered market economy a general and inevitable tendency toward the sub-
stitution of monopoly prices for competitive prices. This is, they say, a char-
acteristic mark of “mature” or “late” capitalism. Whatever conditions may
have been in the earlier stages of capitalist evolution and whatever one may
think about the validity of the classical economists’ statements concerning the
harmony of the rightly understood interests, today there is no longer any ques-
tion of such a harmony.

As has been pointed out already,13 there is no such tendency toward
monopolization. It is a fact that with many commodities in many coun-
tries monopoly prices prevail, and moreover, some articles are sold at mo-
nopoly prices on the world market. However, almost all of these instances
of monopoly prices are the outgrowth of government interference with
business. They were not created by the interplay of the factors operating
on a free market. They are not products of capitalism, but precisely of the
endeavors to counteract the forces determining the height of the market
prices. It is a distortion of fact to speak of monopoly capitalism. It would
be more appropriate to speak of monopoly interventionism or of monop-
oly statism.

Those instances of monopoly prices which would appear also on a
market not hampered and sabotaged by the interference of the various
national governments and by conspiracies between groups of govern-
ments are of minor importance. They concern some raw materials the
deposits of which are few and geographically concentrated, and local
limited-space monopolies. However, it is a fact that in these cases mo-
nopoly prices can be realized even in the absence of government poli-
cies aiming directly or indirectly at their establishment. It is necessary to
realize that consumers’ sovereignty is not perfect and that there are lim-
its to the operation of the democratic process of the market. There is in
some exceptional and rare cases of minor importance even on a market
not hampered and sabotaged by government interference an antagonism
between the interests of the owners of factors of production and those of
the rest of the people. However, the existence of such antagonisms by no
means impairs the concord of the interests of all people with regard to
the preservation of the market economy. The market economy is the
only system of society’s economic organization that can function and re-
ally has been functioning. Socialism is unrealizable because of its in-
ability to develop a method for economic calculation. Interventionism
must result in a state of affairs which, from the point of view of its advo-
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cates, is less desirable than the conditions of the unhampered market econ-
omy which it aims to alter. In addition, it liquidates itself as soon as it is pushed
beyond a narrow field of application.14 Such being the case, the only social or-
der that can preserve and further intensify the social division of labor is the
market economy. All those who do not wish to disintegrate social cooperation
and to return to the conditions of primitive barbarism are interested in the per-
petuation of the market economy.

The classical economists’ teachings concerning the harmony of the rightly
understood interests were defective in so far as they failed to recognize the fact
that the democratic process of the market is not perfect, because in some in-
stances of minor importance, even in the unhampered market economy, mo-
nopoly prices may appear. But much more conspicuous was their failure to
recognize that and why no socialist system can be considered as a system of
society’s economic organization. They based the doctrine of the harmony of
interests upon the erroneous assumption that there are no exceptions to the
rule that the owners of the means of production are forced by the market pro-
cess to employ their property according to the wishes of the consumers. Today
this theorem must be based on the knowledge that no economic calculation
is feasible under socialism.

4 Private Property

Private ownership of the means of production is the fundamental institution
of the market economy. It is the institution the presence of which character-
izes the market economy as such. Where it is absent, there is no question of a
market economy.

Ownership means full control of the services that can be derived from a good.
This catallactic notion of ownership and property rights is not to be confused
with the legal definition of ownership and property rights as stated in the laws
of various countries. It was the idea of legislators and courts to define the legal
concept of property in such a way as to give to the proprietor full protection by
the governmental apparatus of coercion and compulsion and to prevent any-
body from encroaching upon his rights. As far as this purpose was adequately
realized, the legal concept of property rights corresponded to the catallactic
concept. However, nowadays there are tendencies to abolish the institution of
private property by a change in the laws determining the scope of the actions
which the proprietor is entitled to undertake with regard to the things which are
his property. While retaining the term private property, these reforms aim at the
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substitution of public ownership for private ownership. This tendency is the
characteristic mark of the plans of various schools of Christian socialism and
of nationalist socialism. But few of the champions of these schools have been
so keen as the Nazi philosopher Othmar Spann, who explicitly declared that
the realization of his plans would bring about a state of affairs in which the in-
stitution of private property will be preserved only in a “formal sense, while in
fact there will be only public ownership.”15 There is need to mention these
things in order to avoid popular fallacies and confusion. In dealing with pri-
vate property, catallactics deals with control, not with legal terms, concepts
and definitions. Private ownership means that the proprietors determine the
employment of the factors of production, while public ownership means that
the government controls their employment.

Private property is a human device. It is not sacred. It came into existence
in early ages of history, when people with their own power and by their own
authority appropriated to themselves what had previously not been anybody’s
property. Again and again proprietors were robbed of their property by expro-
priation. The history of private property can be traced back to a point at which
it originated out of acts which were certainly not legal. Virtually every owner
is the direct or indirect legal successor of people who acquired ownership ei-
ther by arbitrary appropriation of ownerless things or by violent spoliation of
their predecessor.

However, the fact that legal formalism can trace back every title either to ar-
bitrary appropriation or to violent expropriation has no significance whatever
for the conditions of a market society. Ownership in the market economy is no
longer linked up with the remote origin of private property. Those events in a
far-distant past, hidden in the darkness of primitive mankind’s history, are no
longer of any concern for our day. For in an unhampered market society the
consumers daily decide anew who should own and how much he should own.
The consumers allot control of the means of production to those who know
how to use them best for the satisfaction of the most urgent wants of the 
consumers. Only in a legal and formalistic sense can the owners be considered
the successors of appropriators and expropriators. In fact, they are mandataries
of the consumers, bound by the operation of the market to serve the con-
sumers best. Under capitalism, private property is the consummation of the
self-determination of the consumers.

The meaning of private property in the market society is radically
different from what it is under a system of each household’s autarky.

harmony and conflict of interests � 683

15. Cf. Spann, Der wahre Staat (Leipzig, 1921), p. 249.

24-L3843  12/5/06  8:11 AM  Page 683



Where each household is economically self-sufficient, the privately owned
means of production exclusively serve the proprietor. He alone reaps all the
benefits derived from their employment. In the market society the proprietors
of capital and land can enjoy their property only by employing it for the satis-
faction of other people’s wants. They must serve the consumers in order to
have any advantage from what is their own. The very fact that they own means
of production forces them to submit to the wishes of the public. Ownership is
an asset only for those who know how to employ it in the best possible way for
the benefit of the consumers. It is a social function.

5 The Conflicts of Our Age

Popular opinion sees the source of the conflicts which bring about the civil
wars and international wars of our age in the collision of “economic” interests
inherent in the market economy. Civil war is the rebellion of the “exploited”
masses against the “exploiting” classes. Foreign war is the revolt of the “have-
not” nations against those nations who have appropriated to themselves an un-
fair share of the earth’s natural resources and, with insatiable greed, want to
snatch even more of this wealth destined for the use of all. He who in face of
these facts speaks of the harmony of the rightly understood interests, is either
a moron or an infamous apologist of a manifestly unjust social order. No in-
telligent and honest man could fail to realize that there prevail today irrecon-
cilable conflicts of material interests which can be settled only by recourse
to arms.

It is certainly true that our age is full of conflicts which generate war. How-
ever, these conflicts do not spring from the operation of the unhampered mar-
ket society. It may be permissible to call them economic conflicts because they
concern that sphere of human life which is, in common speech, known as the
sphere of economic activities. But it is a serious blunder to infer from this ap-
pellation that the source of these conflicts are conditions which develop
within the frame of a market society. It is not capitalism that produces them,
but precisely the anticapitalistic policies designed to check the functioning of
capitalism. They are an outgrowth of the various governments’ interference
with business, of trade and migration barriers and discrimination against for-
eign labor, foreign products, and foreign capital.

None of these conflicts could have emerged in an unhampered
market economy. Imagine a world in which everybody were free to
live and work as entrepreneur or as employee where he wanted and
how he chose, and ask which of these conflicts could still exist.
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Imagine a world in which the principle of private ownership of the means of
production is fully realized, in which there are no institutions hindering the
mobility of capital, labor, and commodities, in which the laws, the courts, and
the administrative officers do not discriminate against any individual or groups
of individuals, whether native or alien. Imagine a state of affairs in which gov-
ernments are devoted exclusively to the task of protecting the individual’s life,
health, and property against violent and fraudulent aggression. In such a world
the frontiers are drawn on the maps, but they do not hinder anybody from the
pursuit of what he thinks will make him more prosperous. No individual is in-
terested in the expansion of the size of his nation’s territory, as he cannot de-
rive any gain from such an aggrandizement. Conquest does not pay and war
becomes obsolete.

In the ages preceding the rise of liberalism and the evolution of modern
capitalism, people for the most part consumed only what could be produced
out of raw materials available in their own neighborhood. The development
of the international division of labor has radically altered this state of affairs.
Food and raw materials imported from distant countries are articles of mass
consumption. The most advanced European nations could do without these
imports only at the price of a very considerable lowering of their standard of
living. They must pay for the badly needed purchase of minerals, lumber, oil,
cereals, fat, coffee, tea, cocoa, fruit, wool, and cotton by exporting manufac-
tures, most of them processed out of imported raw materials. Their vital inter-
ests are hurt by the protectionist trade policies of the countries producing
these primary products.

Two hundred years ago it was of little concern to the Swedes or the Swiss
whether or not a non-European country was efficient in utilizing its natural
resources. But today economic backwardness in a foreign country, endowed
by rich natural resources, hurts the interests of all those whose standard of liv-
ing could be raised if a more appropriate mode of utilizing this natural
wealth were adopted. The principle of each nation’s unrestricted sovereignty
is in a world of government interference with business a challenge to all other
nations. The conflict between the have-nots and the haves is a real conflict.
But it is present only in a world in which any sovereign government is free
to hurt the interests of all peoples—its own included—by depriving the con-
sumers of the advantages a better exploitation of this country’s resources
would give them. It is not sovereignty as such that makes for war, but sover-
eignty of governments not entirely committed to the principles of the mar-
ket economy.

Liberalism did not and does not build its hopes upon abolition of
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the sovereignty of the various national governments, a venture which would
result in endless wars. It aims at a general recognition of the idea of economic
freedom. If all peoples become liberal and conceive that economic freedom
best serves their own interests, national sovereignty will no longer engender
conflict and war. What is needed to make peace durable is neither interna-
tional treaties and covenants nor international tribunals and organizations like
the defunct League of Nations or its successor, the United Nations. If the prin-
ciple of the market economy is universally accepted, such makeshifts are un-
necessary; if it is not accepted, they are futile. Durable peace can only be the
outgrowth of a change in ideologies. As long as the peoples cling to the Mon-
taigne dogma and think that they cannot prosper economically except at the
expense of other nations, peace will never be anything other than a period of
preparation for the next war.

Economic nationalism is incompatible with durable peace. Yet economic
nationalism is unavoidable where there is government interference with busi-
ness. Protectionism is indispensable where there is no domestic free trade.
Where there is government interference with business, free trade even in
the short run would frustrate the aims sought by the various interventionist
measures.16

It is an illusion to believe that a nation would lastingly tolerate other na-
tions’ policies which harm the vital interest of its own citizens. Let us assume
that the United Nations had been established in the year 1600 and that the
Indian tribes of North America had been admitted as members of this organi-
zation. Then the sovereignty of these Indians would have been recognized as
inviolable. They would have been given the right to exclude all aliens from en-
tering their territory and from exploiting its rich natural resources which they
themselves did not know how to utilize. Does anybody really believe that any
international covenant or charter could have prevented the Europeans from
invading these countries?

Many of the richest deposits of various mineral substances are lo-
cated in areas whose inhabitants are too ignorant, too inert, or too dull
to take advantage of the riches nature has bestowed upon them. If the
governments of these countries prevent aliens from exploiting these de-
posits, or if their conduct of public affairs is so arbitrary that no
foreign investments are safe, serious harm is inflicted upon all those
foreign peoples whose material well-being could be improved by a
more adequate utilization of the deposits concerned. It does not matter
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whether the policies of these governments are the outcome of a general
cultural backwardness or of the adoption of the now fashionable ideas of
interventionism and economic nationalism. The result is the same in both
cases.

There is no use in conjuring away these conflicts by wishful thinking.
What is needed to make peace durable is a change in ideologies. What
generates war is the economic philosophy almost universally espoused to-
day by governments and political parties. As this philosophy sees it, there
prevail within the unhampered market economy irreconcilable conflicts
between the interests of various nations. Free trade harms a nation; it
brings about impoverishment. It is the duty of government to prevent the
evils of free trade by trade barriers. We may, for the sake of argument, dis-
regard the fact that protectionism also hurts the interests of the nations
which resort to it. But there can be no doubt that protectionism aims at
damaging the interests of foreign peoples and really does damage them. It
is an illusion to assume that those injured will tolerate other nations’ pro-
tectionism if they believe that they are strong enough to brush it away by
the use of arms. The philosophy of protectionism is a philosophy of war.
The wars of our age are not at variance with popular economic doctrines;
they are, on the contrary, the inescapable result of a consistent application
of these doctrines.

The League of Nations did not fail because its organization was
deficient. It failed because it lacked the spirit of genuine liberalism. It was
a convention of governments imbued with the spirit of economic national-
ism and entirely committed to the principles of economic warfare. While
the delegates indulged in mere academic talk about goodwill among the
nations, the governments whom they represented inflicted a good deal of
evil upon all other nations. The two decades of the League’s functioning
were marked by each nation’s adamant economic warfare against all other
nations. The tariff protectionism of the years before 1914 was mild indeed
when compared with what developed in the ’twenties and ’thirties—viz.,
embargoes, quantitative trade control, foreign exchange control, monetary
devaluation, and so on.17

The prospects for the United Nations are not better, but rather
worse. Every nation looks upon imports, especially upon imports of
manufactured goods, as upon a disaster. It is the avowed goal of
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17. For an appraisal of the abortive attempts of the League to do away with economic warfare, cf.
Rappard, Le Nationalisme économique et la Société des Nations (Paris, 1938).
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almost all countries to bar foreign manufactures as much as possible from
access to their domestic markets. Almost all nations are fighting against the
specter of an unfavorable balance of trade. They do not want to cooperate;
they want to protect themselves against the alleged dangers of cooperation.
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part 5

Social Cooperation
Without a Market

chapter 25

The Imaginary Construction 
of a Socialist Society

1 The Historical Origin of the Socialist Idea

When the social philosophers of the eighteenth century laid the foundations
of praxeology and economics, they were confronted with an almost universally
accepted and uncontested distinction between the petty selfish individuals
and the state, the representative of the interests of the whole society. However,
at that time the deification process which finally elevated the men managing
the social apparatus of coercion and compulsion into the ranks of the gods was
not yet completed. What people had in mind when speaking of government
was not yet the quasi-theological notion of an omnipotent and omniscient de-
ity, the perfect embodiment of all virtues; it was the concrete governments as
they acted on the political scene. It was the various sovereign entities whose
territorial size was the outcome of bloody wars, diplomatic intrigues, and dy-
nastic intermarriage and succession. It was the princes whose private domain
and revenue were in many countries not yet separated from the public treas-
ury, and oligarchic republics, like Venice and some of the Swiss cantons, in
which the ultimate objective of the conduct of public affairs was to enrich the
ruling aristocracy. The interests of these rulers were in opposition to those of
their “selfish” subjects exclusively committed to the pursuit of their own hap-
piness on the one hand, and to those of foreign governments longing for booty
and territorial aggrandizement on the other hand. In dealing with these an-
tagonisms, the authors of books on public affairs were ready to espouse the
cause of their own country’s government. They assumed quite candidly that
the rulers are the champions of the interests of the whole society, irreconcil-
ably conflicting with those of the individuals. In checking the selfishness of

�
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their subjects, governments were promoting the welfare of the whole of soci-
ety as against the mean concerns of individuals.

The liberal philosophy discarded these notions. From its point of view there
are within the unhampered market society no conflicts of the rightly under-
stood interests. The interests of the citizens are not opposed to those of the
nation, the interests of each nation are not opposed to those of other nations.

Yet in demonstrating this thesis the liberal philosophers themselves con-
tributed an essential element to the notion of the godlike state. They substi-
tuted in their inquiries the image of an ideal state for the real states of their
age. They constructed the vague image of a government whose only objective
is to make its citizens happy. This ideal had certainly no counterpart in the
Europe of the ancien régime. In this Europe there were German princelings
who sold their subjects like cattle to fight the wars of foreign nations; there
were kings who seized every opportunity to rush upon the weaker neighbors;
there was the shocking experience of the partitions of Poland; there was
France successively governed by the century’s most profligate men, the Regent
Orléans and Louis XV; and there was Spain, ruled by the ill-bred paramour of
an adulterous queen. However, the liberal philosophers deal only with a state
which has nothing in common with these governments of corrupt courts and
aristocracies. The state, as it appears in their writings, is governed by a perfect
superhuman being, a king whose only aim is to promote the welfare of his sub-
jects. Starting from this assumption, they raise the question of whether the ac-
tions of the individual citizens when left free from any authoritarian control
would not develop along lines of which this good and wise king would disap-
prove. The liberal philosopher answers this question in the negative. It is true,
he admits, that the entrepreneurs are selfish and seek their own profit. How-
ever, in the market economy they can earn profits only by satisfying in the best
possible way the most urgent needs of the consumers. The objectives of en-
trepreneurship do not differ from those of the perfect king. For this benevolent
king too aims at nothing else than such an employment of the means of pro-
duction that the maximum of consumer satisfaction can be reached.

It is obvious that this reasoning introduces value judgments and political
bias into the treatment of the problems. This paternal ruler is merely an alias
for the economist who by means of this trick elevates his personal value judg-
ments to the dignity of a universally valid standard of absolute eternal values.
The author identifies himself with the perfect king and calls the ends he him-
self would choose if he were equipped with this king’s power, welfare, com-
monweal, and volkswirtschaftliche productivity as distinct from the ends to-
ward which the selfish individuals are striving. He is so naïve as not to see that
this hypothetical chief of state is merely a hypostatization of his own arbitrary
value judgments, and blithely assumes that he has discovered an incontestable
standard of good and evil. Masked as the benevolent paternal autocrat, the
author’s own Ego is enshrined as the voice of the absolute moral law.
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The essential characteristic of the imaginary construction of this king’s ideal
regime is that all its citizens are unconditionally subject to authoritarian con-
trol. The king issues orders and all obey. This is not a market economy; there
is no longer private ownership of the means of production. The terminology
of the market economy is retained, but in fact there is no longer any private
ownership of the means of production, no real buying and selling, and no mar-
ket prices. Production is not directed by the conduct of the consumers dis-
played on the market, but by authoritarian decrees. The authority assigns to
everybody his station in the system of the social division of labor, determines
what should be produced, and how and what each individual is allowed to
consume. This is what nowadays can properly be called the German variety of 
socialist management.1

Now the economists compare this hypothetical system, which in their
eyes embodies the moral law itself, with the market economy. The best they
can say of the market economy is that it does not bring about a state of af-
fairs different from that produced by the supremacy of the perfect autocrat.
They approve of the market economy only because its operation, as they see
it, ultimately attains the same results the perfect king would aim at. Thus
the simple identification of what is morally good and economically expedi-
ent with the plans of the totalitarian dictator that characterizes all cham-
pions of planning and socialism was not contested by many of the old
liberals. One must even assert that they originated this confusion when they
substituted the ideal image of the perfect state for the wicked and un-
scrupulous despots and politicians of the real world. Of course, for the lib-
eral thinker this perfect state was merely an auxiliary tool of reasoning, a
model with which he compared the operation of the market economy. But
it was not amazing that people finally raised the question as to why one
should not transfer this ideal state from the realm of thought into the realm
of reality.

All older social reformers wanted to realize the good society by a
confiscation of all private property and its subsequent redistribution;
each man’s share should be equal to that of every other, and contin-
uous vigilance by the authorities should safeguard the preservation of
this equalitarian system. These plans became unrealizable when the
large-scale enterprises in manufacturing, mining, and transportation
appeared. There cannot be any question of splitting up large-scale
business units and distributing the fragments in equal shares.2 The
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2. There are, however, even today in the United States people who want to knock to pieces large-
scale production and to do away with corporate business.
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age-old program of redistribution was superseded by the idea of socialization.
The means of production were to be expropriated, but no redistribution was
to be resorted to. The state itself was to run all the plants and farms.

This inference became logically inescapable as soon as people began to as-
cribe to the state not only moral but also intellectual perfection. The liberal
philosophers had described their imaginary state as an unselfish entity, exclu-
sively committed to the best possible improvement of its subjects’ welfare.
They had discovered that in the frame of a market society the citizens’
selfishness must bring about the same results that this unselfish state would
seek to realize; it was precisely this fact that justified the preservation of the
market economy in their eyes. But things became different as soon as people
began to ascribe to the state not only the best intentions but also omniscience.
Then one could not help concluding that the infallible state was in a position
to succeed in the conduct of production activities better than erring indi-
viduals. It would avoid all those errors that often frustrate the actions of
entrepreneurs and capitalists. There would no longer be malinvestment or
squandering of scarce factors of production; wealth would multiply. The “an-
archy” of production appears wasteful when contrasted with the planning of
the omniscient state. The socialist mode of production then appears to be the
only reasonable system, and the market economy seems the incarnation of un-
reason. In the eyes of the rationalist advocates of socialism, the market econ-
omy is simply an incomprehensible aberration of mankind. In the eyes of
those influenced by historicism, the market economy is the social order of an
inferior stage of human evolution which the inescapable process of progres-
sive perfection will eliminate in order to establish the more adequate system
of socialism. Both lines of thought agree that reason itself postulates the
transition to socialism.

What the naïve mind calls reason is nothing but the absolutization of its
own value judgments. The individual simply identifies the products of his
own reasoning with the shaky notion of an absolute reason. No socialist au-
thor ever gave a thought to the possibility that the abstract entity which he
wants to vest with unlimited power—whether it is called humanity, society,
nation, state, or government—could act in a way of which he himself disap-
proves. A socialist advocates socialism because he is fully convinced that the
supreme dictator of the socialist commonwealth will be reasonable from
his—the individual socialist’s—point of view, that he will aim at those ends
of which he—the individual socialist—fully approves, and that he will try to
attain these ends by choosing means which he—the individual socialist—
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would also choose. Every socialist calls only that system a genuinely so-
cialist system in which these conditions are completely fulfilled; all other
brands claiming the name of socialism are counterfeit systems entirely
different from true socialism. Every socialist is a disguised dictator. Woe
to all dissenters! They have forfeited their right to live and must be
“liquidated.”

The market economy makes peaceful cooperation among people pos-
sible in spite of the fact that they disagree with regard to their value judg-
ments. In the plans of the socialists there is no room left for dissenting
views. Their principle is Gleichschaltung, perfect uniformity enforced by
the police.

People frequently call socialism a religion. It is indeed the religion of
self-deification. The State and Government of which the planners speak,
the People of the nationalists, the Society of the Marxians and the Hu-
manity of Comte’s positivism are names for the God of the new religions.
But all these idols are merely aliases for the individual reformer’s own will.
In ascribing to his idol all those attributes which the theologians ascribe
to God, the inflated Ego glorifies itself. It is infinitely good, omnipotent,
omnipresent, omniscient, eternal. It is the only perfect being in this imper-
fect world.

Economics is not called to examine blind faith and bigotry. The faithful are
proof against every criticism. In their eyes criticism is scandalous, a blasphe-
mous revolt of wicked men against the imperishable splendor of their idol.
Economics deals merely with the socialist plans, not with the psychological
factors that impel people to espouse the religion of statolatry.

2 The Socialist Doctrine

Karl Marx was not the originator of socialism. The ideal of socialism was fully
elaborated when Marx adopted the socialist creed. Nothing could be added to
the praxeological conception of the socialist system as developed by his pre-
decessors, and Marx did not add anything. Neither did Marx refute the objec-
tions against the feasibility, desirability, and advantageousness of socialism
raised by earlier authors and by his contemporaries. He never even embarked
upon such a venture, fully aware as he was of his inability to succeed in it. All
that he did to fight the criticisms of socialism was to hatch out the doctrine of
polylogism.

However, the services that Marx rendered to the socialist propaganda were
not confined to the invention of polylogism. Still more important was his
doctrine of the inevitability of socialism.

Marx lived in an age in which the doctrine of evolutionary melio-
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rism was almost generally accepted. The invisible hand of Providence leads
men, independently of their wills, from lower and less perfect stages to higher
and more perfect ones. There prevails in the course of human history an in-
evitable tendency toward progress and improvement. Each later stage of hu-
man affairs is, by virtue of its being a later stage, also a higher and better stage.
Nothing is permanent in human conditions except this irresistible urge to-
ward progress. Hegel, who died a few years before Marx entered the scene, had
presented this doctrine in his fascinating philosophy of history, and Nietzsche,
who entered the scene at the time when Marx withdrew, made it the focal
point of his no less fascinating writings. It has been the myth of the last two
hundred years.

What Marx did was to integrate the socialist creed into this meliorist doc-
trine. The coming of socialism is inevitable, and this by itself proves that so-
cialism is a higher and more perfect state of human affairs than the preceding
state of capitalism. It is vain to discuss the pros and cons of socialism. Social-
ism is bound to come “with the inexorability of a law of nature.” 3 Only mo-
rons can be so stupid as to question whether what is bound to come is more
beneficial than what preceded it. Only bribed apologists of the unjust claims
of the exploiters can be so insolent as to find any fault with socialism.

If we attribute the epithet Marxian to all those who agree with this doctrine,
we must call the immense majority of our contemporaries Marxians. These
people agree that the coming of socialism is both absolutely inevitable and
highly desirable. The “wave of the future” drives mankind toward socialism.
Of course, they disagree with one another as to who is to be entrusted with the
captaincy of the socialist ship of state. There are many candidates for this job.

Marx tried to prove his prophecy in a twofold way. The first is the method
of Hegelian dialectics. Capitalist private property is the first negation of indi-
vidual private property and must beget its own negation, viz., the establish-
ment of public property in the means of production.4 Things were as simple
as that for the hosts of Hegelian writers who infested Germany in the days of
Marx.

The second method is the demonstration of the unsatisfactory con-
ditions brought about by capitalism. Marx’s critique of the capitalist
mode of production is entirely wrong. Even the most orthodox Marx-
ians are not bold enough to support seriously its essential thesis,
namely, that capitalism results in a progressive impoverishment of the
wage earners. But if one admits for the sake of argument all the
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absurdities of the Marxian analysis of capitalism, nothing is yet won for the
demonstration of the two theses, viz., that socialism is bound to come and
that it is not only a better system than capitalism, but even the most perfect
system, the final realization of which will bring to man eternal bliss in his
earthly life. All the sophisticated syllogisms of the ponderous volumes pub-
lished by Marx, Engels, and hundreds of Marxian authors cannot conceal the
fact that the only and ultimate source of Marx’s prophecy is an alleged in-
spiration by virtue of which Marx claims to have guessed the plans of the
mysterious powers determining the course of history. Like Hegel, Marx was
a prophet communicating to the people the revelation that an inner voice
had imparted to him.

The outstanding fact in the history of socialism between 1848 and 1920 was
that the essential problems concerning its working were hardly ever touched
upon. The Marxian taboo branded all attempts to examine the economic
problems of a socialist commonwealth as “unscientific.” Nobody was bold
enough to defy this ban. It was tacitly assumed by both the friends and the foes
of socialism that socialism is a realizable system of mankind’s economic or-
ganization. The vast literature concerning socialism dealt with alleged short-
comings of capitalism and with the general cultural implications of socialism.
It never dealt with the economics of socialism as such.

The socialist creed rests upon three dogmas:
First: Society is an omnipotent and ominiscient being, free from human

frailty and weakness.
Second: The coming of socialism is inevitable.
Third: As history is a continuous progress from less perfect conditions to

more perfect conditions, the coming of socialism is desirable.
For praxeology and economics the only problem to be discussed in regard

to socialism is this: Can a socialist system operate as a system of the division of
labor?

3 The Praxeological Character of Socialism

The essential mark of socialism is that one will alone acts. It is immaterial
whose will it is. The director may be an anointed king or a dictator, ruling by
virtue of his charisma, he may be a Führer or a board of Führers appointed
by the vote of the people. The main thing is that the employment of all factors
of production is directed by one agency only. One will alone chooses, decides,
directs, acts, gives orders. All the rest simply obey orders and instructions.
Organization and a planned order are substituted for the “anarchy”
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of production and for various people’s initiative. Social cooperation under the
division of labor is safeguarded by a system of hegemonic bonds in which a di-
rector peremptorily calls upon the obedience of all his wards.

In terming the director society (as the Marxians do), state (with a capital S),
government, or authority, people tend to forget that the director is always a hu-
man being, not an abstract notion or a mythical collective entity. We may ad-
mit that the director or the board of directors are people of superior ability,
wise and full of good intentions. But it would be nothing short of idiocy to as-
sume that they are omniscient and infallible.

In a praxeological analysis of the problems of socialism, we are not con-
cerned with the moral and ethical character of the director. Neither do we dis-
cuss his value judgments and his choice of ultimate ends. What we are deal-
ing with is merely the question of whether any mortal man, equipped with the
logical structure of the human mind, can be equal to the tasks incumbent
upon a director of a socialist society.

We assume that the director has at his disposal all the technological knowl-
edge of his age. Moreover, he has a complete inventory of all the material fac-
tors of production available and a roster enumerating all manpower employ-
able. In these respects the crowd of experts and specialists which he assembles
in his offices provide him with perfect information and answer correctly all
questions he may ask them. Their voluminous reports accumulate in huge
piles on his desk. But now he must act. He must choose among an infinite va-
riety of projects in such a way that no want which he himself considers more
urgent remains unsatisfied because the factors of production required for its
satisfaction are employed for the satisfaction of wants which he considers less
urgent.

It is important to realize that this problem has nothing at all to do
with the valuation of the ultimate ends. It refers only to the means by
the employment of which the ultimate ends chosen are to be attained.
We assume that the director has made up his mind with regard to the
valuation of ultimate ends. We do not question his decision. Neither
do we raise the question of whether the people, the wards, approve or
disapprove of their director’s decisions. We may assume, for the sake of
argument, that a mysterious power makes everyone agree with one an-
other and with the director in the valuation of ultimate ends.
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Our problem, the crucial and only problem of socialism, is a purely eco-
nomic problem, and as such refers merely to means and not to ultimate ends.
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chapter 26

The Impossibility of Economic
Calculation Under Socialism

1 The Problem

The director wants to build a house. Now, there are many methods that can
be resorted to. Each of them offers, from the point of view of the director, cer-
tain advantages and disadvantages with regard to the utilization of the future
building, and results in a different duration of the building’s serviceableness;
each of them requires other expenditures of building materials and labor and
absorbs other periods of production. Which method should the director
choose? He cannot reduce to a common denominator the items of various ma-
terials and various kinds of labor to be expended. Therefore he cannot com-
pare them. He cannot attach either to the waiting time (period of production)
or to the duration of serviceableness a definite numerical expression. In short,
he cannot, in comparing costs to be expended and gains to be earned, resort
to any arithmetical operation. The plans of his architects enumerate a vast
multiplicity of various items in kind; they refer to the physical and chemical
qualities of various materials and to the physical productivity of various ma-
chines, tools, and procedures. But all their statements remain unrelated to
each other. There is no means of establishing any connection between them.

Imagine the plight of the director when faced with a project. What he needs
to know is whether or not the execution of the project will increase well-being,
that is, add something to the wealth available without impairing the satisfac-
tion of wants which he considers more urgent. But none of the reports he re-
ceives give him any clue to the solution of this problem.

We may for the sake of argument at first disregard the dilemmas 
involved in the choice of consumers’ goods to be produced. We may 
assume that this problem is settled. But there is the embarrassing 
multitude of producers’ goods and the infinite variety of procedures 
that can be resorted to for manufacturing definite consumers’ goods. 
The most advantageous location of each industry and the optimum 
size of each plant and of each piece of equipment must be determined.
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One must determine what kind of mechanical power should be employed
in each of them, and which of the various formulas for the production of
this energy should be applied. All these problems are raised daily in thou-
sands and thousands of cases. Each case offers special conditions and re-
quires an individual solution appropriate to these special data. The number
of elements with which the director’s decision has to deal is much greater
than would be indicated by a merely technological description of the avail-
able producers’ goods in terms of physics and chemistry. The location of
each of them must be taken into consideration as well as the serviceable-
ness of the capital investments made in the past for their utilization. The
director does not simply have to deal with coal as such, but with thousands
and thousands of pits already in operation in various places, and with the
possibilities for digging new pits, with the various methods of mining in
each of them, with the different qualities of the coal in various deposits,
with the various methods for utilizing the coal for the production of heat,
power, and a great number of derivatives. It is permissible to say that the
present state of technological knowledge makes it possible to produce al-
most anything out of almost everything. Our ancestors, for instance, knew
only a limited number of employments for wood. Modern technology has
added a multitude of possible new employments. Wood can be used for the
production of paper, of various textile fibers, of foodstuffs, drugs, and many
other synthetic products.

Today two methods are resorted to for providing a city with clean water.
Either one brings the water over long distances in aqueducts, an ancient
method long practiced, or one chemically purifies the water available in
the city’s neighborhood. Why does one not produce water synthetically in
factories? Modern technology could easily solve the technological problems
involved. The average man in his mental inertia is ready to ridicule such
projects as sheer lunacy. However, the only reason why the synthetic pro-
duction of drinking water today—perhaps not at a later day—is out of the
question is that economic calculation in terms of money shows that it is a
more expensive procedure than other methods. Eliminate economic cal-
culation and you have no means of making a rational choice between the
various alternatives.

The socialists, it is true, object that economic calculation is not in-
fallible. They say that the capitalists sometimes make mistakes in
their calculation. Of course, this happens and will always happen. For
all human action points to the future and the future is always un-
certain. The most carefully elaborated plans are frustrated if expec-
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tations concerning the future are dashed to the ground. However, this is
quite a different problem. Today we calculate from the point of view of our
present knowledge and of our present anticipation of future conditions. We
do not deal with the problem of whether or not the director will be able to
anticipate future conditions. What we have in mind is that the director can-
not calculate from the point of view of his own present value judgments
and his own present anticipations of future conditions, whatever they may
be. If he invests today in the canning industry, it may happen that a change
in consumers’ tastes or in the hygienic opinions concerning the whole-
someness of canned food will one day turn his investment into a malin-
vestment. But how can he find out today how to build and equip a cannery
most economically?

Some railroad lines constructed at the turn of the century would not have
been built if people had at that time anticipated the impending advance of
motoring and aviation. But those who at that time built railroads knew which
of the various possible alternatives for the realization of their plans they had
to choose from the point of view of their appraisements and anticipations
and of the market prices of their day in which the valuations of the con-
sumers were reflected. It is precisely this insight that the director will lack.
He will be like a sailor on the high seas unfamiliar with the methods of nav-
igation, or like a medieval scholar entrusted with the technical operation of
a railroad engine.

We have assumed that the director has already made up his mind with re-
gard to the construction of a definite plant or building. However, in order to
make such a decision he already needs economic calculation. If a hydroelec-
tric power station is to be built, one must know whether or not this is the most
economical way to produce the energy needed. How can he know this if he
cannot calculate costs and output?

We may admit that in its initial period a socialist regime could to
some extent rely upon the experience of the preceding age of capital-
ism. But what is to be done later, as conditions change more and more?
Of what use could the prices of 1900 be for the director in 1949? And
what use can the director in 1980 derive from the knowledge of the
prices of 1949?

The paradox of “planning” is that it cannot plan, because of the ab-
sence of economic calculation. What is called a planned economy is no
economy at all. It is just a system of groping about in the dark. There
is no question of a rational choice of means for the best possible
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attainment of the ultimate ends sought. What is called conscious planning is
precisely the elimination of conscious purposive action.

2 Past Failures to Conceive the Problem

For more than a hundred years the substitution of socialist planning for private
enterprise has been the main political issue. Thousands and thousands of
books have been published for and against the communist plans. No other
subject has been more eagerly discussed in private circles, in the press, in pub-
lic gatherings, in the meetings of learned societies, in election campaigns, and
in parliaments. Wars have been fought and rivers of blood have been shed for
the cause of socialism. Yet in all these years the essential question has not been
raised.

It is true that some eminent economists—Hermann Heinrich Gossen, Al-
bert Schäffle, Vilfredo Pareto, Nikolaas G. Pierson, Enrico Barone—touched
upon the problem. But, with the exception of Pierson, they did not penetrate
to the core of the problem, and they all failed to recognize its primordial im-
portance. Neither did they venture to integrate it into the system of the the-
ory of human action. It was these failures which prevented people from pay-
ing attention to their observations. They were disregarded and soon fell into
oblivion.

It would be a serious mistake to blame the Historical School and In-
stitutionalism for this neglect of mankind’s most vital problem. These
two lines of thought fanatically disparage economics, the “dismal sci-
ence,” in the interests of their interventionist or socialist propaganda.
However, they have not succeeded in suppressing the study of econom-
ics entirely. The puzzling thing is not why the detractors of economics
failed to recognize the problem, but why the economists were guilty of
the same fault.

It is the two fundamental errors of mathematical economics that must be
indicted.

The mathematical economists are almost exclusively intent upon
the study of what they call economic equilibrium and the static
state. Recourse to the imaginary construction of an evenly rotating
economy is, as has been pointed out,1 an indispensable mental tool
of economic reasoning. But it is a grave mistake to consider this
auxiliary tool as anything else than an imaginary construction, and to
overlook the fact that it has not only no counterpart in reality, but

1. Cf. above, pp. 246 –50.
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cannot even be thought through consistently to its ultimate logical conse-
quences. The mathematical economist, blinded by the prepossession that
economics must be constructed according to the pattern of Newtonian me-
chanics and is open to treatment by mathematical methods, misconstrues
entirely the subject matter of his investigations. He no longer deals with hu-
man action but with a soulless mechanism mysteriously actuated by forces
not open to further analysis. In the imaginary construction of the evenly ro-
tating economy there is, of course, no room for the entrepreneurial function.
Thus the mathematical economist eliminates the entrepreneur from his
thought. He has no need for this mover and shaker whose never ceasing in-
tervention prevents the imaginary system from reaching the state of perfect
equilibrium and static conditions. He hates the entrepreneur as a disturbing
element. The prices of the factors of production, as the mathematical econ-
omist sees it, are determined by the intersection of two curves, not by human
action.

Moreover, in drawing his cherished curves of cost and price, the mathe-
matical economist fails to see that the reduction of costs and prices to homo-
geneous magnitudes implies the use of a common medium of exchange. Thus
he creates the illusion that calculation of costs and prices could be resorted to
even in the absence of a common denominator of the exchange ratios of the
factors of production.

The result is that from the writings of the mathematical economists the
imaginary construction of a socialist commonwealth emerges as a realizable
system of cooperation under the division of labor, as a full-fledged alterna-
tive to the economic system based on private control of the means of pro-
duction. The director of the socialist community will be in a position to al-
locate the various factors of production in a rational way, i.e., on the
ground of calculation. Men can have both socialist cooperation under the
division of labor and rational employment of the factors of production.
They are free to adopt socialism without abandoning economy in the
choice of means. Socialism does not enjoin the renunciation of rationality
in the employment of the factors of production. It is a variety of rational

social action.
An apparent verification of these errors was seen in the experience

of the socialist governments of Soviet Russia and Nazi Germany.
People do not realize that these were not isolated socialist systems.
They were operating in an environment in which the price system
still worked. They could resort to economic calculation on the ground
of the prices established abroad. Without the aid of these prices their
actions would have been aimless and planless. Only because they were
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able to refer to these foreign prices were they able to calculate, to keep books,
and to prepare their much talked about plans.

3 Recent Suggestions for Socialist Economic Calculation

The socialist tracts deal with everything except the essential and unique prob-
lem of socialism, viz., economic calculation. It is only in the last years that so-
cialist writers have no longer been able to avoid paying attention to this pri-
mordial matter. They have begun to suspect that the Marxian technique of
smearing “bourgeois” economics is not a sufficient method for the realization
of the socialist utopia. They have tried to substitute a theory of socialism for
the scurrilous Hegelian metaphysics of the Marxian doctrine. They have em-
barked upon designing schemes for socialist economic calculation. Of course,
they have lamentably failed in this task. It would hardly be necessary to deal
with their spurious suggestions were it not for the fact that such examination
offers a good opportunity to bring into relief fundamental features both of the
market society and of the imaginary construction of a nonmarket society.

The various schemes proposed can be classified in the following way:
1. Calculation in kind is to be substituted for calculation in terms of

money. This method is worthless. One cannot add or subtract numbers
of different kinds (heterogeneous quantities).2

2. Starting from the ideas of the labor theory of value, the labor-hour is rec-
ommended as the unit of calculation. This suggestion does not take into
account the original material factors of production and ignores the dif-
ferent qualities of work accomplished in the various labor-hours worked
by the same and by different people.

3. The unit is to be a “quantity” of utility. However, acting man does not
measure utility. He arranges it in scales of gradation. Market prices are
not expressive of equivalence, but of a divergence in the valuation of the
two exchanging parties. It is impermissible to neglect the fundamental
theorem of modern economics, namely, that the value attached to one
unit of a supply of n � 1 units is greater than that attached to one unit of
a supply of n units.

2. It would hardly be worthwhile even to mention this suggestion if it were not the solution that
emanated from the very busy and obtrusive circle of the “logical positivists” who flagrantly adver-
tise their program of the “unified science.” Cf. the writings of the late chief organizer of this group,
Otto Neurath, who in 1919 acted as the head of the socialization bureau of the short-lived Soviet
republic of Munich, especially his Durch die Kriegswirtschaft zur Naturalwirtschaft (Munich,
1919), pp. 216 ff. Cf. also C. Landauer, Planwirtschaft und Verkehrswirtschaft (Munich and
Leipzig, 1931), p. 122.
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4. Calculation is to be made possible by the establishment of an artificial
quasi-market. This scheme is dealt with in section 5 of this chapter.

5. Calculation is to be made with the aid of the differential equations of
mathematical catallactics. This scheme is dealt with in section 6 of this
chapter.

6. Calculation is to be made superfluous by resorting to the method of trial
and error. This idea is dealt with in section 4 of this chapter.

4 Trial and Error

The entrepreneurs and capitalists do not have advance assurance about
whether their plans are the most appropriate solution for the allocation of fac-
tors of production to the various branches of industry. It is only later experi-
ence that shows them after the event whether they were right or wrong in their
enterprises and investments. The method they apply is the method of trial and
error. Why, say some socialists, should not the socialist director resort to the
same method?

The method of trial and error is applicable in all cases in which the cor-
rect solution is recognizable as such by unmistakable marks not dependent
on the method of trial and error itself. If a man mislays his wallet, he may
hunt for it in various places. If he finds it, he recognizes it as his property;
there is no doubt about the success of the method of trial and error applied;
he has solved his problem. When Ehrlich was looking for a remedy for
syphilis, he tested hundreds of drugs until he found what he was searching
for, a drug that killed the spirochetes without damaging the human body. The
mark of the correct solution, the drug number 606, was that it combined
these two qualities, as could be learned from laboratory experiment and from
clinical experience.

Things are quite different if the only mark of the correct solution is that
it has been reached by the application of a method considered appropriate
for the solution of the problem. The correct result of a multiplication of
two factors is recognizable only as the result of a correct application of the
process indicated by arithmetic. One may try to guess the correct result by
trial and error. But here the method of trial and error is no substitute for
the arithmetical process. It would be quite futile if the arithmetical process
did not provide a yardstick for discriminating what is incorrect from what is
correct.

If one wants to call entrepreneurial action an application of the
method of trial and error, one must not forget that the correct solution
is easily recognizable as such; it is the emergence of a surplus of pro-
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ceeds over costs. Profit tells the entrepreneur that the consumers approve of
his ventures; loss, that they disapprove.

The problem of socialist economic calculation is precisely this: that in the
absence of market prices for the factors of production, a computation of profit
or loss is not feasible.

We may assume that in the socialist commonwealth there is a market for
consumers’ goods and that money prices for consumers’ goods are determined
on this market. We may assume that the director assigns periodically to every
member a certain amount of money and sells the consumers’ goods to those
bidding the highest prices. Or we may as well assume that a certain portion of
the various consumers’ goods in kind is allotted to each member and that the
members are free to exchange these goods against other goods on a market in
which the transactions are effected through a common medium of exchange,
a sort of money. But the characteristic mark of the socialist system is that the
producers’ goods are controlled by one agency only in whose name the direc-
tor acts, that they are neither bought nor sold, and that there are no prices for
them. Thus there cannot be any question of comparing input and output by
the methods of arithmetic.

We do not assert that the capitalist mode of economic calculation guaran-
tees the absolutely best solution of the allocation of factors of production.
Such absolutely perfect solutions of any problem are out of reach of mortal
men. What the operation of a market not sabotaged by the interference of
compulsion and coercion can bring about is merely the best solution acces-
sible to the human mind under the given state of technological knowledge
and the intellectual abilities of the age’s shrewdest men. As soon as any man
discovers a discrepancy between the real state of production and a realizable
better3 state, the profit motive pushes him toward the utmost effort to realize
his plans. The sale of his products will show whether he was right or wrong in
his anticipations. The market daily tries the entrepreneurs anew and elimi-
nates those who cannot stand the test. It tends to entrust the conduct of busi-
ness affairs to those men who have succeeded in filling the most urgent wants
of the consumers. This is the only important respect in which one can call the
market economy a system of trial and error.

5 The Quasi-market

The distinctive mark of socialism is the oneness and indivisibility of
the will directing all production activities within the whole social

3. “Better” means, of course, more satisfactory from the point of view of the consumers buying on
the market.
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system. When the socialists declare that “order” and “organization” are to be
substituted for the “anarchy” of production, conscious action for the alleged
planlessness of capitalism, true cooperation for competition, production for
use for production for profit, what they have in mind is always the substitu-
tion of the exclusive and monopolistic power of only one agency for the
infinite multitude of the plans of the individual consumers and those at-
tending to the wishes of the consumers, the entrepreneurs and capitalists.
The essence of socialism is the entire elimination of the market and of catal-
lactic competition. The socialist system is a system without a market and
market prices for the factors of production and without competition; it
means the unrestricted centralization and unification of the conduct of all
affairs in the hands of one authority. In the drafting of the unique plan that
directs all economic activities the citizens cooperate, if at all, only by elect-
ing the director or the board of directors. For the rest they are only subordi-
nates, bound to obey unconditionally the orders issued by the director, and
wards of whose well-being the director takes care. All the excellences the so-
cialists ascribe to socialism and all the blessings they expect from its realiza-
tion are described as the necessary outcome of this absolute unification and
centralization.

It is therefore nothing short of a full acknowledgment of the correctness
and irrefutability of the economists’ analysis and devastating critique of the
socialists’ plans that the intellectual leaders of socialism are now busy de-
signing schemes for a socialist system in which the market, market prices for
the factors of production, and catallactic competition are to be preserved.
The overwhelmingly rapid triumph of the demonstration that no economic
calculation is possible under a socialist system is without precedent indeed
in the history of human thought. The socialists cannot help admitting their
crushing final defeat. They no longer claim that socialism is matchlessly
superior to capitalism because it brushes away markets, market prices, and
competition. On the contrary. They are now eager to justify socialism by
pointing out that it is possible to preserve these institutions even under so-
cialism. They are drafting outlines for a socialism in which there are prices
and competition.4

What these neosocialists suggest is really paradoxical. They want to
abolish private control of the means of production, market exchange,
market prices, and competition. But at the same time they want to
organize the socialist utopia in such a way that people could

4. This refers, of course, only to those socialists or communists who, like professors H. D. Dick-
inson and Oskar Lange, are conversant with economic thought. The dull hosts of the “intellectu-
als” will not abandon their superstitious belief in the superiority of socialism. Superstitions 
die hard.
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act as if these things were still present. They want people to play market as
children play war, railroad, or school. They do not comprehend how such
childish play differs from the real thing it tries to imitate.

It was, say these neosocialists, a serious mistake on the part of the older so-
cialists (i.e., of all socialists before 1920) to believe that socialism necessarily
requires the abolition of the market and of market exchange and even that
this fact is both the essential element and the preeminent feature of a so-
cialist economy. This idea is, as they reluctantly admit, preposterous and its
realization would result in a chaotic muddle. But fortunately, they say, there
is a better pattern for socialism available. It is possible to instruct the man-
agers of the various production units to conduct the affairs of their unit in the
same way they did under capitalism. The manager of a corporation operates
in the market society not on his account and at his own peril, but for the
benefit of the corporation, i.e., the shareholders. He will go on under social-
ism in the same way with the same care and attention. The only difference
will consist in the fact that the fruits of his endeavors will enrich the whole
society, not the shareholders. For the rest he will buy and sell, recruit and pay
workers, and try to make profits in the same way he did before. The transi-
tion from the managerial system of mature capitalism to the managerial sys-
tem of the planned socialist commonwealth will be smoothly effected. Noth-
ing will change except the ownership of the capital invested. Society will be
substituted for the shareholders, the people will henceforth pocket the divi-
dends. That is all.

The cardinal fallacy implied in this and all kindred proposals is that
they look at the economic problem from the perspective of the subaltern
clerk whose intellectual horizon does not extend beyond subordinate
tasks. They consider the structure of industrial production and the allo-
cation of capital to the various branches and production aggregates as
rigid, and do not take into account the necessity of altering this structure
in order to adjust it to changes in conditions. What they have in mind
is a world in which no further changes occur and economic history has
reached its final stage. They fail to realize that the operations of the cor-
porate officers consist merely in the loyal execution of the tasks entrusted
to them by their bosses, the shareholders, and that in performing the or-
ders received they are forced to adjust themselves to the structure of the
market prices, ultimately determined by factors other than the various
managerial operations. The operations of the managers, their buying and
selling, are only a small segment of the totality of market operations.
The market of the capitalist society also performs all those operations
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which allocate the capital goods to the various branches of industry. The en-
trepreneurs and capitalists establish corporations and other firms, enlarge or
reduce their size, dissolve them or merge them with other enterprises; they
buy and sell the shares and bonds of already existing and of new corpora-
tions; they grant, withdraw, and recover credits; in short they perform all
those acts the totality of which is called the capital and money market. It is
these financial transactions of promoters and speculators that direct produc-
tion into those channels in which it satisfies the most urgent wants of the
consumers in the best possible way. These transactions constitute the market
as such. If one eliminates them, one does not preserve any part of the mar-
ket. What remains is a fragment that cannot exist alone and cannot function
as a market.

The role that the loyal corporation manager plays in the conduct of busi-
ness is much more modest than the authors of these plans assume. His is only
a managerial function, a subsidiary assistance granted to the entrepreneurs
and capitalists, which refers only to subordinate tasks. It can never become a
substitute for the entrepreneurial function.5 The speculators, promoters, in-
vestors and moneylenders, in determining the structure of the stock and
commodity exchanges and of the money market, circumscribe the orbit
within which definite minor tasks can be entrusted to the manager’s discre-
tion. In attending to these tasks the manager must adjust his procedures to
the structure of the market created by factors which go far beyond the man-
agerial functions.

Our problem does not refer to the managerial activities; it concerns the
allocation of capital to the various branches of industry. The question is:
In which branches should production be increased or restricted, in which
branches should the objective of production be altered, what new
branches should be inaugurated? With regard to these issues it is vain to
cite the honest corporation manager and his well-tried efficiency. Those
who confuse entrepreneurship and management close their eyes to the
economic problem. In labor disputes the parties are not management and
labor, but entrepreneurship (or capital) and the salaried and wage-receiv-
ing employees. The capitalist system is not a managerial system; it is an
entrepreneurial system. One does not detract from the merits of corpora-
tion managers if one establishes the fact that it is not their conduct that
determines the allocation of the factors of production to the various lines
of industry.

Nobody has ever suggested that the socialist commonwealth could
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5. Cf. above, pp. 305– 8.
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invite the promoters and speculators to continue their speculations and then
deliver their profits to the common chest. Those suggesting a quasi-market for
the socialist system have never wanted to preserve the stock and commodity
exchanges, the trading in futures, and the bankers and moneylenders as quasi-
institutions. One cannot play speculation and investment. The speculators
and investors expose their own wealth, their own destiny. This fact makes
them responsible to the consumers, the ultimate bosses of the capitalist econ-
omy. If one relieves them of this responsibility, one deprives them of their very
character. They are no longer businessmen, but just a group of men to whom
the director has handed over his main task, the supreme direction of the con-
duct of affairs. Then they—and not the nominal director—become the true
directors and have to face the same problem the nominal director could not
solve: the problem of calculation.

In recognition of the fact that such an idea would be simply nonsensical,
the advocates of the quasi-market plan sometimes vaguely recommend an-
other way out. The director should act as a bank lending the available funds
to the highest bidder. This again is an abortive idea. All those who can bid for
these funds have, as is self-evident in a socialist order of society, no property
of their own. In bidding they are not restrained by any financial dangers they
themselves run in promising too high a rate of interest for the funds borrowed.
They do not in the least alleviate the burden of responsibility incumbent upon
the director. The insecurity of the funds lent to them is in no way restricted by
the partial guarantee which the borrower’s own means provide in credit trans-
actions under capitalism. All the hazards of this insecurity fall only upon so-
ciety, the exclusive owner of all resources available. If the director were with-
out hesitation to allocate the funds available to those who bid most, he would
simply put a premium upon audacity, carelessness, and unreasonable opti-
mism. He would abdicate in favor of the least scrupulous visionaries or
scoundrels. He must reserve to himself the decision on how society’s funds
should be utilized. But then we are back again where we started: the director,
in his endeavors to direct production activities, is not aided by the division of
intellectual labor which under capitalism provides a practicable method for
economic calculation.6

The employment of the means of production can be controlled ei-
ther by private owners or by the social apparatus of coercion and com-
pulsion. In the first case there is a market, there are market prices
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6. Cf. Mises, Socialism (Macmillan, 1937; Yale, 1952), pp. 137– 42; (Liberty Fund, 1981), pp.
119–32. Hayek, Individualism and Economic Order (Chicago, 1948), pp. 119–208; T. J. B. Hoff,
Economic Calculation in the Socialist Society (London, 1949), pp. 129 ff.
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for all factors of production, and economic calculation is possible. In the sec-
ond case all these things are absent. It is vain to comfort oneself with the hope
that the organs of the collective economy will be “omnipresent” and “omnis-
cient.” 7 We do not deal in praxeology with the acts of the omnipresent and om-
niscient Deity, but with the actions of men endowed with a human mind only.
Such a mind cannot plan without economic calculation.

A socialist system with a market and market prices is as self-contradictory as is
the notion of a triangular square. Production is directed either by profit-seeking
businessmen or by the decisions of a director to whom supreme and exclusive
power is entrusted. There are produced either those things from the sale of
which the entrepreneurs expect the highest profits or those things which the
director wants to be produced. The question is: Who should be master, the con-
sumers or the director? With whom should the ultimate decision rest whether
a concrete supply of factors of production should be employed for the produc-
tion of the consumers’ good a or the consumers’ good b? Such a question does
not allow of any evasive answer. It must be answered in a straightforward and
unambiguous way.8

6 The Differential Equations of Mathematical Economics

In order to appraise adequately the idea that the differential equations of math-
ematical economics could be utilized for socialist economic calculation, we
must remember what these equations really mean.

In devising the imaginary construction of an evenly rotating economy 
we assume that all the factors of production are employed in such a way 
that each of them renders the most highly valued services it can possibly 
render. No further change in the employment of any of these factors could 
improve the state of want-satisfaction under prevailing conditions. This 
situation, in which no further changes in the disposition of the factors 
of production are resorted to, is described by systems of differential equa-
tions. However, these equations do not provide any information about the 
human actions by means of which the hypothetical state of equilibrium 
has been reached. All they say is this: If, in this state of static equilibrium, 
m units of a are employed for the production of p, and n units of a for the 
production of q, no further change in the employment of the available units
of a could result in an increment in want-satisfaction. (Even if we assume that
a is perfectly divisible and take the unit of a as infinitesimal, it would

710 � social cooperation without a market

7. Cf. H. D. Dickinson, Economics of Socialism (Oxford, 1939), p. 191.
8. For an analysis of the scheme of a corporative state see below, pp. 816 –20.
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be a serious blunder to assert that the marginal utility of a is the same in both
employments.)

This state of equilibrium is a purely imaginary construction. In a changing
world it can never be realized. It differs from today’s state as well as from any
other realizable state of affairs.

In the market economy it is entrepreneurial action that again and again
reshuffles exchange ratios and the allocation of the factors of production. An
enterprising man discovers a discrepancy between the prices of the comple-
mentary factors of production and the future prices of the products as he an-
ticipates them, and tries to take advantage of this discrepancy for his own
profit. The future price which he has in mind is, to be sure, not the hypothet-
ical equilibrium price. No actor has anything to do with equilibrium and equi-
librium prices; these notions are foreign to real life and action; they are auxil-
iary tools of praxeological reasoning for which there is no mental means to
conceive the ceaseless restlessness of action other than to contrast it with the
notion of perfect quiet. For the theorists’ reasoning every change is a step for-
ward on a road which, provided no further new data appear, finally leads to a
state of equilibrium. Neither the theorists, nor the capitalists and entrepre-
neurs, nor the consumers, are in a position to form, on the ground of their fa-
miliarity with present conditions, an opinion about the height of such an equi-
librium price. There is no need for such an opinion. What impels a man
toward change and innovation is not the vision of equilibrium prices, but the
anticipation of the height of the prices of a limited number of articles as they
will prevail on the market on the date at which he plans to sell. What the en-
trepreneur, in embarking upon a definite project, has in mind is only the first
steps of a transformation which, provided no changes in the data occur other
than those induced by his project, would result in establishing the state of
equilibrium.

But for a utilization of the equations describing the state of equilibrium, a
knowledge of the gradation of the values of consumers’ goods in this state of
equilibrium is required. This gradation is one of the elements of these equa-
tions assumed as known. Yet the director knows only his present valuations,
not also his valuations under the hypothetical state of equilibrium. He be-
lieves that, with regard to his present valuations, the allocation of the factors of
production is unsatisfactory and wants to change it. But he knows nothing
about how he himself will value on the day the equilibrium will be reached.
These valuations will reflect the conditions resulting from the successive
changes in production he himself inaugurates.

We call the present day D1 and the day the equilibrium will be
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established Dn. Accordingly we name the following magnitudes correspon-
ding to these two days: the scale of valuation of the goods of the first order V1

and Vn, the total supply 9 of all original factors of production O1 and On, the
total supply of all produced factors of production P1 and Pn, and summarize
O1 � P1 as M1 and On � Pn as Mn. Finally we call the state of technological
knowledge, T1 and Tn. For the solution of the equations a knowledge of Vn,

On � Pn � Mn, and Tn is required. But what we know today is merely V1, O1

� P1 � M1, and T1.
It would be impermissible to assume that these magnitudes for D1

are equal to those for Dn, because the state of equilibrium cannot be 
attained if further changes in the data occur. The absence of further changes
in the data which is the condition required for the establishment of equilib-
rium refers only to such changes as could derange the adjustment of condi-
tions to the operation of those elements which are already operating today.
The system cannot attain the state of equilibrium if new elements, penetrat-
ing from without, divert it from those movements which tend toward the es-
tablishment of equilibrium.10 But as long as the equilibrium is not yet at-
tained, the system is in a continuous movement which changes the data. The
tendency toward the establishment of equilibrium, not interrupted by the
emergence of any changes in the data coming from without, is in itself a suc-
cession of changes in the data.

P1 is a set of magnitudes that do not correspond to today’s valuations.
It is the outcome of actions which were guided by past valuations and
faced a state of technological knowledge and of information about avail-
able resources of primary factors of production which was different from
the present state. One of the reasons why the system is not in equilibrium
is precisely the fact that P1 is not adjusted to present conditions. There
are plants, tools, and supplies of other factors of production which would
not exist under equilibrium, and other plants, tools, and supplies must be
produced in order to establish equilibrium. Equilibrium will emerge only
when these disturbing parts of P1, as far as they are still utilizable, will be
worn out and replaced by items which correspond to the state of the
other synchronous data, viz., V, O, and T. What acting man needs to
know is not the state of affairs under equilibrium, but information about
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9. Supply means a total inventory in which the whole supply available is specified in classes and
quantities. Each class comprehends only such items as have in any regard (for instance, also in re-
gard to their location) precisely the same importance for want-satisfaction.
10. Of course, we may assume that T1 is equal to Tn if we are prepared to imply that technologi-
cal knowledge has reached its final stage.
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the most appropriate method of transforming, by successive steps, P1 into Pn.

With regard to this task the equations are useless.
One cannot master these problems by eliminating P and relying only upon

O. It is true that the mode of utilizing the original factors of production
uniquely determines the quality and quantity of the produced factors of pro-
duction, the intermediary products. But the information that could be won in
this way refers only to the conditions of equilibrium. It does not tell us any-
thing about the methods and procedures to be resorted to for the realization
of equilibrium. Today we are confronted with a supply of P1 which differs from
the state of equilibrium. We must take into account real conditions, i.e., P1,

and not the hypothetical conditions of Pn.

This hypothetical future state of equilibrium will appear when all methods
of production have been adjusted to the valuations of the actors and to the state
of technological knowledge. Then one will work in the most appropriate lo-
cations with the most adequate technological methods. Today’s economy is
different. It operates with other means which do not correspond to the equi-
librium state and cannot be taken into account in a system of equations de-
scribing this state in mathematical symbols. The knowledge of conditions
which will prevail under equilibrium is useless for the director whose task it is
to act today under present conditions. What he must learn is how to proceed
in the most economical way with the means available today which are the in-
heritance of an age with different valuations, a different technological knowl-
edge, and different information about problems of location. He must know
which step is the next he must make. In this dilemma the equations provide
no help.

Let us assume that an isolated country whose economic conditions are
those of Central Europe in the middle of the nineteenth century is ruled by a
dictator who is perfectly familiar with the American technology of our day.
This director knows by and large to what goal he should lead the economy of
the country entrusted to his care. Yet even a full knowledge of today’s Ameri-
can conditions could not be of use to him in regard to the problem of trans-
forming by successive steps, in the most appropriate and expedient way, the
given economic system into the system aimed at.

Even if, for the sake of argument, we assume that a miraculous in-
spiration has enabled the director without economic calculation to
solve all problems concerning the most advantageous arrangement of
all production activities and that the precise image of the final goal he
must aim at is present to his mind, there remain essential problems
which cannot be dealt with without economic calculation. For the

the impossibility of economic calculation under socialism � 713

26-L3843  12/5/06  8:12 AM  Page 713



director’s task is not to begin from the very bottom of civilization and to start
economic history from scratch. The elements with the aid of which he must
operate are not only natural resources untouched by previous utilization.
There are also the capital goods produced in the past and not convertible or
not perfectly convertible for new projects. It is in precisely these artifacts, pro-
duced under a constellation in which valuations, technological knowledge
and many other things were different from what they are today, that our
wealth is embodied. Their structure, quality, quantity, and location is of pri-
mary importance in the choice of all further economic operations. Some of
them may be absolutely useless for any further employment; they must re-
main “unused capacity.” But the greater part of them must be utilized if we
do not want to start anew from the extreme poverty and destitution of primi-
tive man and want to survive the period which separates us from the day on
which the reconstruction of the apparatus of production according to the new
plans will be accomplished. The director cannot merely erect a new con-
struction without bothering about his wards’ fate in the waiting period. He
must try to take advantage of every piece of the already available capital goods
in the best possible way.

Not only the technocrats, but socialists of all shades of opinion, repeat
again and again that what makes the achievement of their ambitious plans
realizable is the enormous wealth hitherto accumulated. But in the same
breath they disregard the fact that this wealth consists to a great extent in
capital goods produced in the past and more or less antiquated from the
point of view of our present valuations and technological knowledge. As
they see it, the only aim of production is to transform the industrial appara-
tus in such a way as to make life more abundant for later generations. In
their eyes contemporaries are simply a lost generation, people whose only
purpose it must be to toil and trouble for the benefit of the unborn. How-
ever, real men are different. They want not only to create a better world for
their grandsons to live in; they themselves also want to enjoy life. They want
to utilize in the most efficient way those capital goods which are now avail-
able. They aim at a better future, but they want to attain this goal in the
most economical way. For the realization of this desire too they cannot do
without economic calculation.

It was a serious mistake to believe that the state of equilibrium
could be computed, by means of mathematical operations, on the ba-
sis of the knowledge of conditions in a nonequilibrium state. It was
no less erroneous to believe that such a knowledge of the conditions
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under a hypothetical state of equilibrium could be of any use for acting man
in his search for the best possible solution of the problems with which he is
faced in his daily choices and activities. There is therefore no need to stress the
point that the fabulous number of equations which one would have to solve
each day anew for a practical utilization of the method would make the whole
idea absurd even if it were really a reasonable substitute for the market’s eco-
nomic calculation.11
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part 6

The Hampered 
Market Economy
chapter 27

The Government and the Market
1 The Idea of a Third System
Private ownership of the means of production (market economy or capitalism)
and public ownership of the means of production (socialism or communism or
“planning”) can be neatly distinguished. Each of these two systems of society’s
economic organization is open to a precise and unambiguous description and
definition. They can never be confounded with one another; they cannot be
mixed or combined; no gradual transition leads from one of them to the other;
they are mutually incompatible. With regard to the same factors of production
there can only exist private control or public control. If in the frame of a system
of social cooperation only some means of production are subject to public own-
ership while the rest are controlled by private individuals, this does not make for
a mixed system combining socialism and private ownership. The system re-
mains a market society, provided the socialized sector does not become entirely
separated from the non-socialized sector and lead a strictly autarkic existence.
(In this latter case there are two systems independently coexisting side by side—
a capitalist and a socialist.) Publicly owned enterprises operating within a sys-
tem in which there are privately owned enterprises and a market, and socialized
countries, exchanging goods and services with nonsocialist countries, are inte-
grated into a system of market economy. They are subject to the law of the mar-
ket and have the opportunity of resorting to economic calculation.1

If one considers the idea of placing by the side of these two systems or be-
tween them a third system of human cooperation under the division of labor,
one can always start only from the notion of the market economy, never from
that of socialism. The notion of socialism with its rigid monism and central-
ism that vests the powers to choose and to act in one will exclusively does not
allow of any compromise or concession; this construction is not amenable to
any adjustment or alteration. But it is different with the scheme of the mar-
ket economy. Here the dualism of the market and the government’s power of
coercion and compulsion suggests various ideas. Is it really peremptory
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or expedient, people ask, that the government keep itself out of the market?
Should it not be a task of government to interfere and to correct the opera-
tion of the market? Is it necessary to put up with the alternative of capitalism
or socialism? Are there not perhaps still other realizable systems of social or-
ganization which are neither communism nor pure and unhampered market
economy?

Thus people have contrived a variety of third solutions, of systems which, it
is claimed, are as far from socialism as they are from capitalism. Their authors
allege that these systems are nonsocialist because they aim to preserve private
ownership of the means of production and that they are not capitalistic be-
cause they eliminate the “deficiencies” of the market economy. For a scientific
treatment of the problems involved which by necessity is neutral with regard
to all value judgments and therefore does not condemn any features of capi-
talism as faulty, detrimental, or unjust, this emotional recommendation of in-

terventionism is of no avail. The task of economics is to analyze and to search
for truth. It is not called upon to praise or to disapprove from any standard of
preconceived postulates and prejudices. With regard to interventionism it has
only one question to ask and to answer: How does it work?

2 The Intervention

There are two patterns for the realization of socialism.
The first pattern (we may call it the Lenin or the Russian pattern) is purely

bureaucratic. All plants, shops, and farms are formally nationalized (ver-

staatlicht); they are departments of the government operated by civil servants.
Every unit of the apparatus of production stands in the same relation to the su-
perior central organization as does a local post office to the office of the post-
master general.

The second pattern (we may call it the Hindenburg or German pattern)
nominally and seemingly preserves private ownership of the means of pro-
duction and keeps the appearance of ordinary markets, prices, wages, and
interest rates. There are, however, no longer entrepreneurs, but only shop
managers (Betriebsführer in the terminology of the Nazi legislation). These
shop managers are seemingly instrumental in the conduct of the enter-
prises entrusted to them; they buy and sell, hire and discharge workers
and remunerate their services, contract debts and pay interest and amorti-
zation. But in all their activities they are bound to obey unconditionally
the orders issued by the government’s supreme office of production man-
agement. This office (the Reichswirtschaftsministerium in Nazi Germany)
tells the shop managers what and how to produce, at what prices and from
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whom to buy, at what prices and to whom to sell. It assigns every worker to his
job and fixes his wages. It decrees to whom and on what terms the capitalists
must entrust their funds. Market exchange is merely a sham. All the wages,
prices, and interest rates are fixed by the government; they are wages, prices,
and interest rates in appearance only; in fact they are merely quantitative
terms in the government’s orders determining each citizen’s job, income, con-
sumption, and standard of living. The government directs all production ac-
tivities. The shop managers are subject to the government, not to the con-
sumers’ demand and the market’s price structure. This is socialism under the
outward guise of the terminology of capitalism. Some labels of the capitalistic
market economy are retained, but they signify something entirely different
from what they mean in the market economy.

It is necessary to point out this fact in order to prevent a confusion of so-
cialism and interventionism. The system of interventionism or of the ham-
pered market economy differs from the German pattern of socialism by the
very fact that it is still a market economy. The authority interferes with the
operation of the market economy, but does not want to eliminate the market
altogether. It wants production and consumption to develop along lines dif-
ferent from those prescribed by an unhampered market, and it wants to
achieve its aim by injecting into the working of the market orders, com-
mands, and prohibitions for whose enforcement the police power and its ap-
paratus of violent compulsion and coercion stand ready. But these are isolated

acts of intervention. It is not the aim of the government to combine them into
an integrated system which determines all prices, wages and interest rates and
thus places full control of production and consumption into the hands of the
authorities.

The system of the hampered market economy or interventionism aims at
preserving the dualism of the distinct spheres of government activities on the
one hand and economic freedom under the market system on the other hand.
What characterizes it as such is the fact that the government does not limit its
activities to the preservation of private ownership of the means of production
and its protection against violent or fraudulent encroachments. The gov-
ernment interferes with the operation of business by means of orders and
prohibitions.

The intervention is a decree issued directly or indirectly, by the
authority in charge of society’s administrative apparatus of coercion
and compulsion which forces the entrepreneurs and capitalists to
employ some of the factors of production in a way different from
what they would have resorted to if they were only obeying the
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dictates of the market. Such a decree can be either an order to do something
or an order not to do something. It is not required that the decree be issued di-
rectly by the established and generally recognized authority itself. It may hap-
pen that some other agencies arrogate to themselves the power to issue such
orders or prohibitions and to enforce them by an apparatus of violent coercion
and oppression of their own. If the recognized government tolerates such pro-
cedures or even supports them by the employment of its governmental police
apparatus, matters stand as if the government itself had acted. If the govern-
ment is opposed to other agencies’ violent action, but does not succeed in sup-
pressing it by means of its own armed forces, although it would like to suppress
it, anarchy results.

It is important to remember that government interference always means ei-
ther violent action or the threat of such action. The funds that a government
spends for whatever purposes are levied by taxation. And taxes are paid be-
cause the taxpayers are afraid of offering resistance to the tax gatherers. They
know that any disobedience or resistance is hopeless. As long as this is the state
of affairs, the government is able to collect the money that it wants to spend.
Government is in the last resort the employment of armed men, of policemen,
gendarmes, soldiers, prison guards, and hangmen. The essential feature of
government is the enforcement of its decrees by beating, killing, and impris-
oning. Those who are asking for more government interference are asking ul-
timately for more compulsion and less freedom.

To draw attention to this fact does not imply any reflection upon govern-
ment activities. In stark reality, peaceful social cooperation is impossible if no
provision is made for violent prevention and suppression of antisocial action
on the part of refractory individuals and groups of individuals. One must take
exception to the often-repeated phrase that government is an evil, although a
necessary and indispensable evil. What is required for the attainment of an
end is a means, the cost to be expended for its successful realization. It is an
arbitrary value judgment to describe it as an evil in the moral connotation of
the term. However, in face of the modern tendencies toward a deification of
government and state, it is good to remind ourselves that the old Romans were
more realistic in symbolizing the state by a bundle of rods with an ax in the
middle than are our contemporaries in ascribing to the state all the attributes
of God.

3 The Delimitation of Governmental Functions

Various schools of thought parading under the pompous names of
philosophy of law and political science indulge in futile and empty
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brooding over the delimitation of the functions of government. Starting from
purely arbitrary assumptions concerning allegedly eternal and absolute values
and perennial justice, they arrogate to themselves the office of the supreme
judge of earthly affairs. They misconstrue their own arbitrary value judg-
ments derived from intuition as the voice of the Almighty or of the nature of
things.

There is, however, no such thing as a perennial standard of what is just and
what is unjust. Nature is alien to the idea of right and wrong. “Thou shalt not
kill” is certainly not part of natural law. The characteristic feature of natural
conditions is that one animal is intent upon killing other animals and that
many species cannot preserve their own life except by killing others. The no-
tion of right and wrong is a human device, a utilitarian precept designed to
make social cooperation under the division of labor possible. All moral rules
and human laws are means for the realization of definite ends. There is no
method available for the appreciation of their goodness or badness other than
to scrutinize their usefulness for the attainment of the ends chosen and
aimed at.

From the notion of natural law some people deduce the justice of the insti-
tution of private property in the means of production. Other people resort to
natural law for the justification of the abolition of private property in the
means of production. As the idea of natural law is quite arbitrary, such discus-
sions are not open to settlement.

State and government are not ends, but means. Inflicting evil upon
other people is a source of direct pleasure only to sadists. Established au-
thorities resort to coercion and compulsion in order to safeguard the
smooth operation of a definite system of social organization. The sphere
in which coercion and compulsion is applied and the content of the laws
which are to be enforced by the police apparatus are conditioned by the
social order adopted. As state and government are designed to make this
social system operate safely, the delimitation of governmental functions
must be adjusted to its requirements. The only standard for the apprecia-
tion of the laws and the methods for their enforcement is whether or not
they are efficient in safeguarding the social order which it is desired to
preserve.

The notion of justice makes sense only when referring to a definite
system of norms which in itself is assumed to be uncontested and
safe against any criticism. Many peoples have clung to the doctrine
that what is right and what is wrong is established from the dawn of
the remotest ages and for eternity. The task of legislators and courts
was not to make laws, but to find out what is right by virtue of the
unchanging idea of justice. This doctrine, which resulted in an
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adamant conservatism and a petrification of old customs and institutions, was
challenged by the doctrine of natural right. To the positive laws of the coun-
try the notion of a “higher” law, the law of nature, was opposed. From the ar-
bitrary standard of natural law the valid statutes and institutions were called
just or unjust. To the good legislator was assigned the task of making the posi-
tive laws agree with the natural law.

The fundamental errors involved in these two doctrines have long since
been unmasked. For those not deluded by them it is obvious that the appeal
to justice in a debate concerning the drafting of new laws is an instance of
circular reasoning. Delege ferenda there is no such a thing as justice. The
notion of justice can logically only be resorted to de lege lata. It makes
sense only when approving or disapproving concrete conduct from the
point of view of the valid laws of the country. In considering changes in the
nation’s legal system, in rewriting or repealing existing laws and writing new
laws, the issue is not justice, but social expediency and social welfare. There
is no such thing as an absolute notion of justice not referring to a definite
system of social organization. It is not justice that determines the decision
in favor of a definite social system. It is, on the contrary, the social system
which determines what should be deemed right and what wrong. There is
neither right nor wrong outside the social nexus. For the hypothetical iso-
lated and self-sufficient individual the notions of just and unjust are empty.
Such an individual can merely distinguish between what is more expedient
and what is less expedient for himself. The idea of justice refers always to
social cooperation.

It is nonsensical to justify or to reject interventionism from the point of view
of a fictitious and arbitrary idea of absolute justice. It is vain to ponder over the
just delimitation of the tasks of government from any preconceived standard
of perennial values. It is no less impermissible to deduce the proper tasks of
government from the very notions of government, state, law and justice. It was
precisely this that was absurd in the speculations of medieval scholasticism, of
Fichte, Schelling, and Hegel, and the German Begriffsjurisprudenz. Concepts
are tools of reasoning. They must never be considered as regulative principles
dictating modes of conduct.

It is a display of supererogatory mental gymnastics to emphasize
that the notions of state and sovereignty logically imply absolute su-
premacy and thus preclude the idea of any limitations on the state’s
activities. Nobody questions the fact that a state has the power to es-
tablish totalitarianism within the territory in which it is sovereign.
The problem is whether or not such a mode of government is expe-
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dient from the point of view of the preservation and functioning of social co-
operation. With regard to this problem no sophisticated exegesis of concepts
and notions can be of any use. It must be decided by praxeology, not by a spu-
rious metaphysics of state and right.

The philosophy of law and political science are at a loss to discover any
reason why government should not control prices and not punish those
defying the price ceilings decreed, in the same way as it punishes mur-
derers and thieves. As they see it, the institution of private property is
merely a revocable favor graciously granted by the almighty sovereign to
the wretched individuals. There cannot be any wrong in repealing totally
or partially the laws that granted this favor; no reasonable objection can
be raised against expropriation and confiscation. The legislator is free to
substitute any social system for that of the private ownership of the means
of production, just as he is free to substitute another national anthem for
that adopted in the past. The formula car tel est notre bon plaisir [for
such is our good pleasure] is the only maxim of the sovereign lawgiver’s
conduct.

As against all this formalism and legal dogmatism, there is need to em-
phasize again that the only purpose of the laws and the social apparatus
of coercion and compulsion is to safeguard the smooth functioning of so-
cial cooperation. It is obvious that the government has the power to de-
cree maximum prices and to imprison or to execute those selling or buy-
ing at a higher price. But the question is whether such a policy can or
cannot attain the ends which the government wants to attain by resort-
ing to it. This is a purely praxeological and economic problem. Neither
the philosophy of law nor political science can contribute anything to its
solution.

The problem of interventionism is not a problem of the correct delimita-
tion of the “natural,” “just,” and “proper” tasks of state and government. The
issue is: How does a system of interventionism work? Can it realize those ends
which people, in resorting to it, want to attain?

The confusion and lack of judgment displayed in dealing with the
problems of interventionism are amazing indeed. There are, for in-
stance, people who argue thus: It is obvious that traffic regulations on
the public roads are necessary. Nobody objects to the government’s
interference with the car driver’s conduct. The advocates of laissez
faire contradict themselves in fighting government interference with
market prices and yet not advocating the abolition of government
traffic regulation.

The fallacy of this argument is manifest. The regulation of traffic on
a road is one of the tasks incumbent upon the agency that operates
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the road. If this agency is the government or the municipality, it is bound to
attend to this task. It is the task of a railroad’s management to fix the timetable
of the trains and it is the task of a hotel’s management to decide whether or not
there should be music in the dining room. If the government operates a rail-
road or a hotel, it is the government’s task to regulate these things. With a state
opera the government decides which operas should be produced and which
should not; it would be a non sequitur, however, to deduce from this fact that
it is also a task of the government to decide these things for a nongovernmen-
tal opera.

The interventionist doctrinaires repeat again and again that they do not
plan the abolition of private ownership of the means of production, of en-
trepreneurial activities, and of market exchange. Also the supporters of the
most recent variety of interventionism, the German soziale Marktwirtschaft,

stress that they consider the market economy to be the best possible and
most desirable system of society’s economic organization, and that they are
opposed to the government omnipotence of socialism. But, of course, all
these advocates of a middle-of-the-road policy emphasize with the same
vigor that they reject Manchesterism and laissez-faire liberalism. It is neces-
sary, they say, that the state interfere with the market phenomena whenever
and wherever the “free play of the economic forces” results in conditions
that appear as “socially” undesirable. In making this assertion they take it
for granted that it is the government that is called upon to determine in
every single case whether or not a definite economic fact is to be consid-
ered as reprehensible from the “social” point of view and, consequently
whether or not the state of the market requires a special act of government
interference.

All these champions of interventionism fail to realize that their program
thus implies the establishment of full government supremacy in all eco-
nomic matters and ultimately brings about a state of affairs that does
not differ from what is called the German or the Hindenburg pattern of
socialism. If it is in the jurisdiction of the government to decide whether
or not definite conditions of the economy justify its intervention, no
sphere of operation is left to the market. Then it is no longer the con-
sumers who ultimately determine what should be produced, in what quan-
tity, of what quality, by whom, where, and how—but it is the government.
For as soon as the outcome brought about by the operation of the un-
hampered market differs from what the authorities consider “socially” de-
sirable, the government interferes. That means the market is free as long
as it does precisely what the government wants it to do. It is “free” to
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do what the authorities consider to be the “right” things, but not to do what
they consider the “wrong” things; the decision concerning what is right and
what is wrong rests with the government. Thus the doctrine and the practice
of interventionism ultimately tend to abandon what originally distinguished
them from outright socialism and to adopt entirely the principles of totalitar-
ian all-around planning.

4 Righteousness as the Ultimate Standard 
of the Individual’s Actions

According to a widespread opinion it is possible, even in the absence of gov-
ernment interference with business, to divert the operation of the market
economy from those lines along which it would develop if left to exclusive
control by the profit motive. Advocates of a social reform to be accomplished
by compliance with the principles of Christianity or with the demands of
“true” morality maintain that conscience should also guide well-intentioned
people in their dealings on the market. If all people were prepared not only to
concern themselves about profit, but no less about their religious and moral
obligations, no government compulsion and coercion would be required in
order to put things right. What is needed is not a reform of government and
the laws of the country, but the moral purification of man, a return to the
Lord’s commandments and to the precepts of the moral code, a turning away
from the vices of greed and selfishness. Then it will be easy to reconcile pri-
vate ownership of the means of production with justice, righteousness, and
fairness. The disastrous effects of capitalism will be eliminated without preju-
dice to the individual’s freedom and initiative. People will dethrone the
Moloch capitalism without enthroning the Moloch state.

The arbitrary value judgments which are at the bottom of these opinions
need not concern us here. What these critics blame capitalism for is irrele-
vant; their errors and fallacies are beside the point. What does matter is the
idea of erecting a social system on the twofold basis of private property and of
moral principles restricting the utilization of private property. The system rec-
ommended, say its advocates, will be neither socialism nor capitalism nor in-
terventionism. Not socialism, because it will preserve private ownership of the
means of production; not capitalism, because conscience will be supreme and
not the urge for profit; not interventionism, because there will be no need for
government interference with the market.

In the market economy the individual is free to act within the or-
bit of private property and the market. His choices are final. For his
fellow men his actions are data which they must take into account
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in their own acting. The coordination of the autonomous actions of all indi-
viduals is accomplished by the operation of the market. Society does not tell a
man what to do and what not to do. There is no need to enforce cooperation
by special orders or prohibitions. Noncooperation penalizes itself. Adjustment
to the requirements of society’s productive effort and the pursuit of the indi-
vidual’s own concerns are not in conflict. Consequently no agency is required
to settle such conflicts. The system can work and accomplish its tasks without
the interference of an authority issuing special orders and prohibitions and
punishing those who do not comply.

Beyond the sphere of private property and the market lies the sphere of
compulsion and coercion; here are the dams which organized society has
built for the protection of private property and the market against violence,
malice, and fraud. This is the realm of constraint as distinguished from the
realm of freedom. Here are rules discriminating between what is legal and
what is illegal, what is permitted and what is prohibited. And here is a grim
machine of arms, prisons, and gallows and the men operating it, ready to crush
those who dare to disobey.

Now, the reformers with whose plans we are concerned suggest that along
with the norms designed for the protection and preservation of private prop-
erty further ethical rules should be ordained. They want to realize in pro-
duction and consumption things other than those realized under the social
order in which the individuals are not checked by any obligation other than
that of not infringing upon the persons of their fellow men and upon the
right of private property. They want to ban those motives that direct the in-
dividual’s action in the market economy (they call them selfishness, acquis-
itiveness, profit-seeking) and to replace them with other impulses (they call
them conscientiousness, righteousness, altruism, fear of God, charity). They
are convinced that such a moral reform would in itself be sufficient to safe-
guard a mode of operation of the economic system, more satisfactory from
their point of view than that of unhampered capitalism, without any of
those special governmental measures which interventionism and socialism
require.

The supporters of these doctrines fail to recognize the role which
those springs of action they condemn as vicious play in the operation
of the market economy. The only reason why the market economy
can operate without government orders telling everybody precisely
what he should do and how he should do it is that it does not ask
anybody to deviate from those lines of conduct which best serve his
own interests. What integrates the individual’s actions into the whole
of the social system of production is the pursuit of his own purposes.

the government and the market � 725

27-L3843  12/5/06  8:12 AM  Page 725



In indulging in his “acquisitiveness” each actor contributes his share to the
best possible arrangement of production activities. Thus, within the sphere of
private property and the laws protecting it against encroachments on the part
of violent or fraudulent action, there is no antagonism between the interests of
the individual and those of society.

The market economy becomes a chaotic muddle if this predominance of
private property which the reformers disparage as selfishness is eliminated.
In urging people to listen to the voice of their conscience and to substitute
considerations of public welfare for those of private profit, one does not cre-
ate a working and satisfactory social order. It is not enough to tell a man not

to buy on the cheapest market and not to sell on the dearest market. It is not
enough to tell him not to strive after profit and not to avoid losses. One must
establish unambiguous rules for the guidance of conduct in each concrete
situation.

Says the reformer: The entrepreneur is rugged and selfish when, taking ad-
vantage of his own superiority, he underbids the prices asked by a less efficient
competitor and thus forces the man to go out of business. But how should the
“altruistic” entrepreneur proceed? Should he under no circumstances sell at
a price lower than any competitor? Or are there certain conditions which jus-
tify underbidding the competitor’s prices?

Says the reformer on the other hand: The entrepreneur is rugged and selfish
when, taking advantage of the state of the market, he asks a price so high that
poor people are excluded from purchasing the merchandise. But what should
the “good” entrepreneur do? Should he give away the merchandise free of
charge? If he charges any price, however low, there will always be people who
cannot buy at all or not so much as they would buy if the price were still lower.
What group of those eager to buy is the entrepreneur free to exclude from get-
ting the merchandise?

There is no need to deal at this point of our investigation with the
consequences resulting from any deviation from the height of prices as
determined on an unhampered market. If the seller avoids underbid-
ding his less efficient competitor, a part at least of his supply remains
unsold. If the seller offers the merchandise at a price lower than that
determined on an unhampered market, the supply available is
insufficient to enable all those ready to expend this lower price to get
what they are asking for. We will analyze later these as well as other
consequences of any deviation from the market prices.2 What we must
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recognize even at this point is that one cannot content oneself simply by telling
the entrepreneur that he should not let himself be guided by the state of the
market. It is imperative to tell him how far he must go in asking and paying
prices. If it is no longer profit-seeking that directs the entrepreneurs’ actions
and determines what they produce and in what quantities, if the entrepreneurs
are no longer bound by the instrumentality of the profit motive to serve the
consumers to the best of their abilities, it is necessary to give them definite in-
structions. One cannot avoid guiding their conduct by specified orders and
prohibitions, precisely such decrees as are the mark of government interfer-
ence with business. Any attempt to render such interference superfluous by
attributing primacy to the voice of conscience, to charity and brotherly love,
is vain.

The advocates of a Christian social reform pretend that their ideal of greed
and profit-seeking tamed and restrained by conscientiousness and compliance
with the moral law worked rather well in the past. All the evils of our day are
caused by defection from the precepts of the church. If people had not defied
the commandments and had not coveted unjust profit, mankind would still
enjoy the bliss experienced in the Middle Ages when at least the elite lived up
to the principles of the Gospels. What is needed is to bring back those good
old days and then to see that no new apostasy deprives men of their beneficent
effects.

There is no need to enter into an analysis of the social and economic con-
ditions of the thirteenth century which these reformers praise as the greatest
of all periods of history. We are concerned merely with the notion of just

prices and wage rates which was essential in the social teachings of the doctors
of the church and which the reformers want to raise to the position of the ul-
timate standard of economic conduct.

It is obvious that with theorists this notion of just prices and wage rates al-
ways refers and always referred to a definite social order which they consid-
ered the best possible order. They recommend the adoption of their ideal
scheme and its preservation forever. No further changes are to be tolerated.
Any alteration of the best possible state of social affairs can only mean dete-
rioration. The world view of these philosophers does not take into account
man’s ceaseless striving for improvement of the material conditions of well-
being. Historical change and a rise in the general standard of living are no-
tions foreign to them. They call “just” that mode of conduct that is compat-
ible with the undisturbed preservation of their utopia, and everything else
unjust.

However, the notion of just prices and wage rates as present to the
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mind of people other than philosophers is very different. When the non-
philosopher calls a price just, what he means is that the preservation of this
price improves or at least does not impair his own revenues and station in
society. He calls unjust any price that jeopardizes his own wealth and sta-
tion. It is “just” that the prices of those goods and services which he sells
rise more and more and that the prices of those goods and services he buys
drop more and more. To the farmer no price of wheat, however high, ap-
pears unjust. To the wage earner no wage rates, however high, appear un-
fair. But the farmer is quick to denounce every drop in the price of wheat
as a violation of divine and human laws, and the wage earners rise in re-
bellion when their wages drop. Yet the market society has no means of ad-
justing production to changing conditions other than the operation of the
market. By means of price changes it forces people to restrict the produc-
tion of articles less urgently asked for and to expand the production of those
articles for which consumers’ demand is more urgent. The absurdity of all
endeavors to stabilize prices consists precisely in the fact that stabilization
would prevent any further improvement and result in rigidity and stagna-
tion. The flexibility of commodity prices and wage rates is the vehicle of
adjustment, improvement, and progress. Those who condemn changes in
prices and wage rates as unjust, and who ask for the preservation of what
they call just, are in fact combating endeavors to make economic condi-
tions more satisfactory.

It is not unjust that there has long prevailed a tendency toward such a de-
termination of the prices of agricultural products that the greater part of the
population abandoned farming and moved toward the processing industries.
But for this tendency, 90 per cent or more of the population would still be oc-
cupied in agriculture and the processing industries would have been stunted
in their growth. All strata of the population, including the farmers, would be
worse off. If the scholastic doctrine of the just price had been put into practice,
the thirteenth century’s economic conditions would still prevail. Population
figures would be much smaller than they are today and the standard of living
much lower.

Both varieties of the just price doctrine, the philosophical and the
popular, agree in their condemnation of the prices and wage rates as
determined on the unhampered market. But this negativism does not
in itself provide any answer to the question of what height the just
prices and wage rates should attain. If righteousness is to be elevated
to the position of the ultimate standard of economic action, one must
unambiguously tell every actor what he should do, what prices he
should ask, and what prices he should pay in each concrete case, and
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one must force—by recourse to an apparatus of violent compulsion and
coercion—all those venturing disobedience to comply with these orders.
One must establish a supreme authority issuing norms and regulating con-
duct in every respect, altering these norms if need be, interpreting them
authentically, and enforcing them. Thus the substitution of social justice
and righteousness for selfish profit-seeking requires for its realization pre-
cisely those policies of government interference with business which the
advocates of the moral purification of mankind want to make superfluous.
No deviation from the unhampered market economy is thinkable without
authoritarian regimentation. Whether the authority in which these powers
are vested is called lay government or theocratical priesthood makes no
difference.

The reformers, in exhorting people to turn away from selfishness, address
themselves to capitalists and entrepreneurs, and sometimes, although only
timidly, to wage earners as well. However, the market economy is a system of
consumers’ supremacy. The sermonizers should appeal to consumers, not to
producers. They should persuade the consumers to renounce preferring bet-
ter and cheaper merchandise to poorer and dearer merchandise lest they hurt
the less efficient producer. They should persuade them to restrict their own
purchases in order to provide poorer people with the opportunity to buy more.
If one wants the consumers to act in this way, one must tell them plainly what
to buy, in what quantity, from whom, and at what prices; and one must pro-
vide for enforcing such orders by coercion and compulsion. But then one has
adopted exactly that system of authoritarian control which moral reform wants
to make unnecessary.

Whatever freedom individuals can enjoy within the framework of social
cooperation is conditional upon the concord of private gain and public
weal. Within the orbit in which the individual, in pursuing his own well-
being, advances also—or at least does not impair—the well-being of his
fellow men, people going their own ways jeopardize neither the preserva-
tion of society nor the concerns of other people. A realm of freedom and
individual initiative emerges, a realm in which man is allowed to choose
and to act of his own accord. This sphere of freedom, by the socialists
and interventionists contemptuously dubbed “economic freedom,” is
alone what makes any of those conditions possible that are commonly
called freedoms within a system of social cooperation under the division
of labor. It is the market economy or capitalism with its political corollary
(the Marxians would have to say: with its “superstructure”), representative
government.

Those who contend that there is a conflict between the acquisitive-
ness of various individuals or between the acquisitiveness of individ-
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uals on the one hand and the commonweal on the other, cannot avoid advo-
cating the suppression of the individuals’ right to choose and to act. They must
substitute the supremacy of a central board of production management for the
discretion of the citizens. In their scheme of the good society there is no room
left for private initiative. The authority issues orders and everybody is forced
to obey.

5 The Meaning of Laissez Faire

In eighteenth-century France the saying laissez faire, laissez passer was the
formula into which some of the champions of the cause of liberty compressed
their program. Their aim was the establishment of the unhampered market
society. In order to attain this end they advocated the abolition of all laws pre-
venting more industrious and more efficient people from outdoing less indus-
trious and less efficient competitors and restricting the mobility of commodi-
ties and of men. It was this that the famous maxim was designed to express.

In our age of passionate longing for government omnipotence the formula
laissez faire is in disrepute. Public opinion now considers it a manifestation
both of moral depravity and of the utmost ignorance.

As the interventionist sees things, the alternative is “automatic forces” or
“conscious planning.” 3 It is obvious, he implies, that to rely upon automatic
processes is sheer stupidity. No reasonable man can seriously recommend do-
ing nothing and letting things go as they do without interference on the part
of purposive action. A plan, by the very fact that it is a display of conscious
action, is incomparably superior to the absence of any planning. Laissez faire
is said to mean: Let the evils last, do not try to improve the lot of mankind by
reasonable action.

This is utterly fallacious talk. The argument advanced for planning is
entirely derived from an impermissible interpretation of a metaphor. It has no
foundation other than the connotations implied in the term “automatic”
which it is customary to apply in a metaphorical sense for the description of
the market process.4 Automatic, says the Concise Oxford Dictionary,5 means
“unconscious, unintelligent, merely mechanical.” Automatic, says Webster’s

Collegiate Dictionary,6 means “not subject to the control of the will, . . . per-
formed without active thought and without conscious intention or direction.”
What a triumph for the champion of planning to play this trump card!

730 � the hampered market economy

3. Cf. A. H. Hansen, “Social Planning for Tomorrow,” in The United States after the War (Cornell
University Lectures, Ithaca, 1945), pp. 32–33.
4. See above, pp. 315–16.
5. (3d ed. Oxford, 1934), p. 74.
6. (5th ed. Springfield, 1946), p. 73.

27-L3843  12/5/06  8:12 AM  Page 730



The truth is that the alternative is not between a dead mechanism
or a rigid automatism on one hand and conscious planning on the other
hand. The alternative is not plan or no plan. The question is whose plan-
ning? Should each member of society plan for himself, or should a be-
nevolent government alone plan for them all? The issue is not automatism

versus conscious action; it is autonomous action of each individual versus

the exclusive action of the government. It is freedom versus government

omnipotence.

Laissez faire does not mean: Let soulless mechanical forces operate. It
means: Let each individual choose how he wants to cooperate in the social di-
vision of labor; let the consumers determine what the entrepreneurs should
produce. Planning means: Let the government alone choose and enforce its
rulings by the apparatus of coercion and compulsion.

Under laissez faire, says the planner, it is not those goods which people “re-
ally” need that are produced, but those goods from the sale of which the high-
est returns are expected. It is the objective of planning to direct production to-
ward the satisfaction of the “true” needs. But who is to decide what the “true”
needs are?

Thus, for instance, Professor Harold Laski, the former chairman of the
British Labor Party, would determine as the objective of the planned direc-
tion of investment “that the use of the investor’s savings will be in housing
rather than in cinemas.” 7 It is beside the point whether or not one agrees
with the professor’s view that better houses are more important than moving
pictures. It is a fact that the consumers, in spending part of their money for
admission to the movies, have made another choice. If the masses of Great
Britain, the same people whose votes swept the Labor Party into power, were
to stop patronizing the moving pictures and to spend more for comfortable
homes and apartments, profit-seeking business would be forced to invest
more in building homes and apartment houses and less in the production of
expensive pictures. It was Mr. Laski’s desire to defy the wishes of the con-
sumers and to substitute his own will for that of the consumers. He wanted
to do away with the democracy of the market and to establish the absolute
rule of the production tsar. Perhaps he believed that he was right from a
higher point of view, and that as a superman he was called upon to impose
his own valuations on the masses of inferior men. But then he ought to have
been frank enough to say so plainly.

All this passionate praise of the supereminence of government action
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is but a poor disguise for the individual interventionist’s self-deification. The
great god State is a great god only because it is expected to do exclusively what
the individual advocate of interventionism wants to see achieved. Only that
plan is genuine which the individual planner fully approves. All other plans
are simply counterfeit. In saying “plan” what the author of a book on the
benefits of planning has in mind is, of course, his own plan alone. He does not
take into account the possibility that the plan which the government puts into
practice may differ from his own plan. The various planners agree only with
regard to their rejection of laissez faire, i.e., the individuals’ discretion to
choose and to act. They entirely disagree with regard to the choice of the
unique plan to be adopted. To every exposure of the manifest and incon-
testable defects of interventionist policies the champions of interventionism
react in the same way. These faults, they say, were the results of spurious in-
terventionism; what we are advocating is good interventionism, not bad in-
terventionism. And, of course, good interventionism is the professor’s own
brand.

Laissez faire means: Let the common man choose and act; do not force him
to yield to a dictator.

6 Direct Government Interference with Consumption

In investigating the economic problems of interventionism we do not have
to deal with those actions of the government whose aim it is to influence
immediately the consumer’s choice of consumers’ goods. Every act of gov-
ernment interference with business must indirectly affect consumption. As
the government’s interference alters the market data, it must also alter the
valuations and the conduct of the consumers. But if the aim of the govern-
ment is merely to force the consumers directly to consume goods other than
what they would have consumed in the absence of the government’s decree,
no special problems emerge to be scrutinized by economics. It is beyond
doubt that a strong and ruthless police apparatus has the power to enforce
such decrees.

In dealing with the choices of the consumers we do not ask what motives
induced a man to buy a and not to buy b. We merely investigate what effects
on the determination of market prices and thereby on production were
brought about by the concrete conduct of the consumers. These effects do
not depend on the considerations which led individuals to buy a and not to
buy b; they depend only on the real acts of buying and abstention from buy-
ing. It is immaterial for the determination of the prices of gas masks whether
people buy them of their own accord or because the government forces every-
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body to have a gas mask. What alone counts is the size of the demand.
Governments which are eager to keep up the outward appearance of

freedom even when curtailing freedom disguise their direct interference
with consumption under the cloak of interference with business. The aim
of American prohibition was to prevent the individual residents of the
country from drinking alcoholic beverages. But the law hypocritically did
not make drinking as such illegal and did not penalize it. It merely pro-
hibited the manufacture, the sale and the transportation of intoxicating
liquors, the business transactions which precede the act of drinking. The
idea was that people indulge in the vice of drinking only because un-
scrupulous businessmen prevail upon them. It was, however, manifest that
the objective of prohibition was to encroach upon the individuals’ free-
dom to spend their dollars and to enjoy their lives according to their own
fashion. The restrictions imposed upon business were only subservient to
this ultimate end.

The problems involved in direct government interference with consump-
tion are not catallactic problems. They go far beyond the scope of catallactics
and concern the fundamental issues of human life and social organization. If
it is true that government derives its authority from God and is entrusted by
Providence to act as the guardian of the ignorant and stupid populace, then it
is certainly its task to regiment every aspect of the subject’s conduct. The God-
sent ruler knows better what is good for his wards than they do themselves. It
is his duty to guard them against the harm they would inflict upon themselves
if left alone.

Self-styled “realistic” people fail to recognize the immense importance of
the principles implied. They contend that they do not want to deal with the
matter from what, they say, is a philosophic and academic point of view. Their
approach is, they argue, exclusively guided by practical considerations. It is a
fact, they say, that some people harm themselves and their innocent families
by consuming narcotic drugs. Only doctrinaires could be so dogmatic as to ob-
ject to the government’s regulation of the drug traffic. Its beneficent effects
cannot be contested.

However, the case is not so simple as that. Opium and morphine
are certainly dangerous, habit-forming drugs. But once the principle is
admitted that it is the duty of government to protect the individual
against his own foolishness, no serious objections can be advanced
against further encroachments. A good case could be made out in fa-
vor of the prohibition of alcohol and nicotine. And why limit the
government’s benevolent providence to the protection of the individ-
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ual’s body only? Is not the harm a man can inflict on his mind and soul even
more disastrous than any bodily evils? Why not prevent him from reading bad
books and seeing bad plays, from looking at bad paintings and statues and from
hearing bad music? The mischief done by bad ideologies, surely, is much
more pernicious, both for the individual and for the whole society, than that
done by narcotic drugs.

These fears are not merely imaginary specters terrifying secluded doctri-
naires. It is a fact that no paternal government, whether ancient or modern,
ever shrank from regimenting its subjects’ minds, beliefs, and opinions. If one
abolishes man’s freedom to determine his own consumption, one takes all
freedoms away. The naïve advocates of government interference with con-
sumption delude themselves when they neglect what they disdainfully call
the philosophical aspect of the problem. They unwittingly support the case
of censorship, inquisition, religious intolerance, and the persecution of
dissenters.

In dealing with the catallactics of interventionism we do not discuss
these political consequences of direct government interference with the
citizens’ consumption. We are exclusively concerned with those acts of in-
terference which aim at forcing the entrepreneurs and capitalists to em-
ploy the factors of production in a way different from what they would
have done if they merely obeyed the dictates of the market. In doing this,
we do not raise the question of whether such interference is good or bad
from any preconceived point of view. We merely ask whether or not it
can attain those ends which those advocating and resorting to it are try-
ing to attain.

Corruption

An analysis of interventionism would be incomplete if it were not to refer to
the phenomenon of corruption.

There are hardly any acts of government interference with the market pro-
cess that, seen from the point of view of the citizens concerned, would not
have to be qualified either as confiscations or as gifts. As a rule, one individual
or a group of individuals is enriched at the expense of other individuals or
groups of individuals. But in many cases, the harm done to some people does
not correspond to any advantage for other people.

There is no such thing as a just and fair method of exercising the
tremendous power that interventionism puts into the hands of the leg-
islature and the executive. The advocates of interventionism pretend
to substitute for the—as they assert, “socially” detrimental—effects of
private property and vested interests the unlimited discretion of the
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perfectly wise and disinterested legislator and his conscientious and indefati-
gable servants, the bureaucrats. In their eyes the common man is a helpless in-
fant, badly in need of a paternal guardian to protect him against the sly tricks
of a band of rogues. They reject all traditional notions of law and legality in
the name of a “higher and nobler” idea of justice. Whatever they themselves
do is always right because it hurts those who selfishly want to retain for them-
selves what, from the point of view of this higher concept of justice, ought to
belong to others.

The notions of selfishness and unselfishness as employed in such reasoning
are self-contradictory and vain. As has been pointed out, every action aims at
the attainment of a state of affairs that suits the actor better than the state that
would prevail in the absence of this action. In this sense every action is to be
qualified as selfish. The man who gives alms to hungry children does it, either
because he values his own satisfaction expected from this gift higher than any
other satisfaction he could buy by spending this amount of money, or because
he hopes to be rewarded in the beyond. The politician is, in this sense, always
selfish no matter whether he supports a popular program in order to get an
office or whether he firmly clings to his own—unpopular—convictions and
thus deprives himself of the benefits he could reap by betraying them.

In the terminology of anticapitalism the words selfish and unselfish are
used to classify people from the point of view of a doctrine that considers
equality of wealth and income as the only natural and fair state of social con-
ditions, that brands those who own or earn more than the average as ex-
ploiters, and that condemns entrepreneurial activities as detrimental to the
commonweal. To be in business, to depend directly on the approval or dis-
approval of one’s actions by the consumers, to woo the patronage of the buy-
ers, and to earn profit if one succeeds in satisfying them better than one’s
competitors do is, from the point of view of officialdom’s ideology, selfish
and shameful. Only those on the government’s payroll are rated as unselfish
and noble.

Unfortunately the officeholders and their staffs are not angelic. They learn
very soon that their decisions mean for the businessmen either considerable
losses or—sometimes—considerable gains. Certainly there are also bureau-
crats who do not take bribes; but there are others who are anxious to take
advantage of any “safe” opportunity of “sharing” with those whom their
decisions favor.

In many fields of the administration of interventionist measures, fa-
voritism simply cannot be avoided. Take, for example, the case of ex-
port or import licenses. Such a license has for the licensee a definite
cash value. To whom ought the government grant a license and to
whom should it be denied? There is no neutral or objective yardstick
available to make the decision free from bias and favoritism. Whether
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or not money changes hands in the affair does not matter. The scandal is the
same when the license is given to people who have rendered or are expected
to render other kinds of valuable services (e.g., in casting their votes) to the
people upon whom the decision depends.

Corruption is a regular effect of interventionism. It may be left to the histo-
rians and to the lawyers to deal with the problems involved.8

736 � the hampered market economy

8. It is usual today to plead the cause of communist revolutions by denouncing the attacked non-
communist government as corrupt. Thus one tried to justify the support that a part of the Amer-
ican press and some of the representatives of the American Administration gave first to the Chi-
nese communists and then to those of Cuba by calling the regime of Chiang Kai-shek and later
that of Batista corrupt. But from this point of view, every communist revolution against a govern-
ment that is not fully committed to laissez faire appears as justified.

27-L3843  12/5/06  8:12 AM  Page 736



chapter 28

Interference by Taxation

1 The Neutral Tax

To keep the social apparatus of coercion and compulsion running requires ex-
penditure of labor and commodities. Under a liberal system of government
these expenditures are small compared with the sum of the individuals’ in-
comes. The more the government expands the sphere of its activities, the
more its budget increases.

If the government itself owns and operates plants, farms, forests, and mines,
it might consider covering a part or the whole of its financial needs from in-
terest and profit earned. But government operation of business enterprises as
a rule is so inefficient that it results in losses rather than in profits. Govern-
ments must resort to taxation, i.e., they must raise revenues by forcing the sub-
jects to surrender a part of their wealth or income.

A neutral mode of taxation is conceivable that would not divert the opera-
tion of the market from the lines in which it would develop in the absence of
any taxation. However, the vast literature on problems of taxation as well as the
policies of governments have hardly ever given thought to the problem of the
neutral tax. They have been more eager to find the just tax.

The neutral tax would affect the conditions of the citizens only to the extent
required by the fact that a part of the labor and material goods available is ab-
sorbed by the government apparatus. In the imaginary construction of the
evenly rotating economy the treasury continually levies taxes and spends the
whole amount raised, neither more nor less, for defraying the costs incurred
by the activities of the government’s officers. A part of each citizen’s income is
spent for public expenditure. If we assume that in such an evenly rotating
economy there prevails perfect income equality in such a way that every
household’s income is proportional to the number of its members, both a head
tax and a proportional income tax would be neutral taxes. Under these as-
sumptions there would be no difference between them. A part of each citizen’s 
income would be absorbed by public expenditure, and no secondary effects of
taxation would emerge.

The changing economy is entirely different from this imaginary
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construction of an evenly rotating economy with income equality. Con-
tinuous change and the inequality of wealth and income are essential
and necessary features of the changing market economy, the only real
and working system of the market economy. In the frame of such a sys-
tem no tax can be neutral. The very idea of a neutral tax is as unreal-
izable as that of neutral money. But, of course, the reasons for this ines-
capable non-neutrality are different in the case of taxes from what they
are in the case of money.

A head tax that taxes every citizen equally and uniformly without any re-
gard to the size of his income and wealth, falls more heavily upon those with
more moderate means than upon those with more ample means. It restricts
the production of the articles consumed by the masses more sharply than
that of the articles mainly consumed by the wealthier citizens. On the other
hand, it tends to curtail saving and capital accumulation less than a more
burdensome taxation of the wealthier citizens does. It does not slow down
the tendency toward a drop in the marginal productivity of capital goods as
against the marginal productivity of labor to the same extent as does taxation
discriminating against those with higher income and wealth, and conse-
quently it does not to the same extent retard the tendency toward a rise in
wage rates.

The actual fiscal policies of all countries are today exclusively guided by the
idea that taxes should be apportioned according to each citizen’s “ability to
pay.” In the considerations which finally resulted in the general acceptance of
the ability-to-pay principle there was some dim conception that taxing the
well-to-do more heavily than those with moderate means renders a tax some-
what more neutral. However this may be, it is certain that any reference to tax
neutrality was very soon entirely discarded. The ability-to-pay principle has
been raised to the dignity of a postulate of social justice. As people see it today,
the fiscal and budgetary objectives of taxation are of secondary importance
only. The primary function of taxation is to reform social conditions accord-
ing to justice. From this point of view, a tax appears as the more satisfactory
the less neutral it is and the more it serves as a device for diverting production
and consumption from those lines into which the unhampered market would
have directed them.

2 The Total Tax

The idea of social justice implied in the ability-to-pay principle is
that of perfect financial equality of all citizens. As long as any
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inequality of income and wealth remains it can as plausibly be argued
that these larger incomes and fortunes, however small their absolute
amount, indicate some excess of ability to be levied upon, as it can be
argued that any existing inequalities of income and wealth indicate dif-
ferences in ability. The only logical stopping place of the ability-to-pay
doctrine is at the complete equalization of incomes and wealth by
confiscation of all incomes and fortunes above the lowest amount in the
hands of anyone.1

The notion of the total tax is the antithesis of the notion of the neutral
tax. The total tax completely taxes away—confiscates—all incomes and
estates. Then the government, out of the community chest thus filled, gives to
everybody an allowance for defraying the costs of his sustenance. Or, what
comes to the same thing, the government in taxing leaves free that amount
which it considers everybody’s fair share and completes the shares of those who
have less up to the amount of their fair share.

The idea of the total tax cannot be thought out to its ultimate logical con-
sequences. If the entrepreneurs and capitalists do not derive any personal
benefit or damage from their utilization of the means of production, they
become indifferent with regard to the choice between various modes of con-
duct. Their social function fades away, and they become disinterested irre-
sponsible administrators of public property. They are no longer bound to ad-
just production to the wishes of the consumers. If only the income is taxed
away while the capital stock itself is left free, an incentive is offered to the
owners to consume parts of their wealth and thus to hurt the interests of
everyone. A total income tax would be a very inept means for the transfor-
mation of capitalism into socialism. If the total tax affects wealth no less
than income, it is no longer a tax, i.e., a device for collecting government
revenue within a market economy. It becomes a measure for the transition
to socialism. As soon as it is consummated, socialism has been substituted
for capitalism.

Even when looked upon as a method for the realization of socialism,
the total tax is disputable. Some socialists launched plans for a prosocial-
ist tax reform. They recommended either a 100 per cent estate and gift
tax or taxing away totally the rent of land or all unearned income—i.e.,
in the socialist terminology, all revenue not derived from manual labor
performed. The examination of these projects is superfluous. It is enough
to know that they are utterly incompatible with the preservation of the
market economy.
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3 Fiscal and Nonfiscal Objectives of Taxation

The fiscal and nonfiscal objectives of taxation do not agree with one another.
Consider, for instance, excise duties on liquor. If one considers them as a

source of government revenue, the more they yield the better they appear. Of
course, as the duty must enhance the price of the beverage, it restricts sales
and consumption. It is necessary to find out by testing under what rate of duty
the yield becomes highest. But if one looks at liquor taxes as a means of re-
ducing the consumption of liquor as much as possible, the rate is better the
higher it is. Pushed beyond a certain limit, the tax makes consumption drop
considerably, and also the revenue concomitantly. If the tax fully attains its
nonfiscal objective of weaning people entirely from drinking alcoholic bever-
ages, the revenue is zero. It no longer serves any fiscal purpose; its effects are
merely prohibitive. The same is valid not only with regard to all kinds of indi-
rect taxation but no less for direct taxation. Discriminating taxes levied upon
corporations and big business would, if raised above a certain limit, result in
the total disappearance of corporations and big business. Capital levies, in-
heritance and estate taxes, and income taxes are similarly self-defeating if car-
ried to extremes.

There is no solution for the irreconcilable conflict between the fiscal and
the nonfiscal ends of taxation. The power to tax involves, as Chief Justice
Marshall pertinently observed, the power to destroy. This power can be used
for the destruction of the market economy, and it is the firm resolution of
many governments and parties to use it for this purpose. With the substitu-
tion of socialism for capitalism, the dualism of the coexistence of two distinct
spheres of action disappears. The government swallows the whole orbit of
the individual’s autonomous actions and becomes totalitarian. It no longer
depends for its financial support on the means exacted from the citizens.
There is no longer any such thing as a separation of public funds and private
funds.

Taxation is a matter of the market economy. It is one of the char-
acteristic features of the market economy that the government does
not interfere with the market phenomena and that its technical appa-
ratus is so small that its maintenance absorbs only a modest fraction
of the total sum of the individual citizens’ incomes. Then taxes are
an appropriate vehicle for providing the funds needed by the govern-
ment. They are appropriate because they are low and do not percep-
tibly disarrange production and consumption. If taxes grow beyond a
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moderate limit, they cease to be taxes and turn into devices for the destruction
of the market economy.

This metamorphosis of taxes into weapons of destruction is the mark of pres-
ent-day public finance. We do not deal with the quite arbitrary value judg-
ments concerning the problems of whether heavy taxation is a curse or a
benefit and whether the expenditures financed by the tax yield are or are not
wise and beneficial.2 What matters is that the heavier taxation becomes, the
less compatible it is with the preservation of the market economy. There is no
need to raise the question of whether or not it is true that “no country was ever
yet ruined by large expenditures of money by the public and for the public.” 3

It cannot be denied that the market economy can be ruined by large public
expenditures and that it is the intention of many people to ruin it in this way.

Businessmen complain about the oppressiveness of heavy taxes. Statesmen
are alarmed about the danger of “eating the seedcorn.” Yet, the true crux of the
taxation issue is to be seen in the paradox that the more taxes increase, the
more they undermine the market economy and concomitantly the system of
taxation itself. Thus the fact becomes manifest that ultimately the preservation
of private property and confiscatory measures are incompatible. Every
specific tax, as well as a nation’s whole tax system, becomes self-defeating
above a certain height of the rates.

4 The Three Classes of Tax Interventionism

The various methods of taxation which can be used for the regulation of the
economy—i.e., as instruments of an interventionist policy—can be classified
in three groups:

1. The tax aims at totally suppressing or at restricting the production of
definite commodities. It thus indirectly interferes with consumption
too. It does not matter whether this end is aimed at by the imposition
of special taxes or by exempting certain products from a general tax
imposed upon all other products or upon those products which the
consumers would have preferred in the absence of fiscal discrimina-
tion. Tax exemption is employed as an instrument of interventionism
in the case of customs duties. The domestic product is not burdened
by the tariff which affects only the merchandise imported from
abroad. Many countries resort to tax discrimination in regulating
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domestic production. They try, for instance, to encourage the produc-
tion of wine, a product of small or medium-size grape growers, as against
the production of beer, a product of big-size breweries, by submitting
beer to a more burdensome excise tax than wine.

2. The tax expropriates a part of income or wealth.
3. The tax expropriates income and wealth entirely.
We do not have to deal with the third class, as it is merely a means for the

realization of socialism and as such is outside the scope of interventionism.
The first class is in its effects not different from the restrictive measures dealt

with in the following chapter.
The second class encompasses confiscatory measures dealt with in

Chapter 32.
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chapter 29

Restriction of Production

1 The Nature of Restriction

We shall deal in this chapter with those measures which are directly and pri-
marily intended to divert production (in the broadest meaning of the word, in-
cluding commerce and transportation) from the ways it would take in the un-
hampered market economy. Each authoritarian interference with business
diverts production, of course, from the lines it would take if it were only di-
rected by the demand of the consumers as manifested on the market. The
characteristic mark of restrictive interference with production is that the di-
version of production is not merely an unavoidable and unintentional sec-
ondary effect, but precisely what the authority wants to bring about. Like any
other act of intervention, such restrictive measures affect consumption also.
But this again, in the case of the restrictive measures we are dealing with in
this chapter, is not the primary end the authority aims at. The government
wants to interfere with production. The fact that its measure influences the
ways of consumption also is, from its point of view, either altogether contrary
to its intentions or at least an unwelcome consequence with which it puts up
because it is unavoidable and is considered as a minor evil when compared
with the consequences of nonintervention.

Restriction of production means that the government either forbids or
makes more difficult or more expensive the production, transportation, or dis-
tribution of definite articles, or the application of definite modes of produc-
tion, transportation, or distribution. The authority thus eliminates some of the
means available for the satisfaction of human wants. The effect of its interfer-
ence is that people are prevented from using their knowledge and abilities,
their labor and their material means of production in the way in which they
would earn the highest returns and satisfy their needs as much as possible.
Such interference makes people poorer and less satisfied.

This is the crux of the matter. All the subtlety and hair-splitting
wasted in the effort to invalidate this fundamental thesis are vain.
On the unhampered market there prevails an irresistible tendency to
employ every factor of production for the best possible satisfaction
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of the most urgent needs of the consumers. If the government interferes with
this process, it can only impair satisfaction; it can never improve it.

The correctness of this thesis has been proved in an excellent and ir-
refutable manner with regard to the historically most important class of gov-
ernment interference with production, the barriers to international trade. In
this field the teachings of the classical economists, especially those of Ri-
cardo, are final and settle the issue forever. All that a tariff can achieve is to
divert production from those locations in which the output per unit of input
is higher to locations in which it is lower. It does not increase production; it
curtails it.

People expatiate on alleged government encouragement of production.
However, government does not have the power to encourage one branch of
production except by curtailing other branches. It withdraws the factors of
production from those branches in which the unhampered market would
employ them and directs them into other branches. It little matters what kind
of administrative procedures the government resorts to for the realization of
this effect. It may subsidize openly or disguise the subsidy in enacting tariffs
and thus forcing its subjects to defray the costs. What alone counts is the fact
that people are forced to forego some satisfactions which they value more
highly and are compensated only by satisfactions which they value less. At
the bottom of the interventionist argument there is always the idea that the
government or the state is an entity outside and above the social process of
production, that it owns something which is not derived from taxing its sub-
jects, and that it can spend this mythical something for definite purposes.
This is the Santa Claus fable raised by Lord Keynes to the dignity of an eco-
nomic doctrine and enthusiastically endorsed by all those who expect per-
sonal advantage from government spending. As against these popular falla-
cies there is need to emphasize the truism that a government can spend or
invest only what it takes away from its citizens and that its additional spend-
ing and investment curtails the citizens’ spending and investment to the full
extent of its quantity.

While government has no power to make people more prosperous by inter-
ference with business, it certainly does have the power to make them less
satisfied by restriction of production.

2 The Price of Restriction

The fact that restricting production invariably involves a curtailment
of the individual citizens’ satisfaction does not mean that such re-
striction is necessarily to be regarded as a damage. A government
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does not wantonly resort to restrictive measures. It wants to attain certain ends
and considers the restriction as the appropriate means for the realization of its
plan. The appraisal of restrictive policies depends therefore on the answer to
two questions: Is the means chosen by the government fitted to attain the end
sought? Is the realization of this end a compensation for the individual citi-
zens’ privation? In raising these questions we look upon restriction of produc-
tion as we look upon taxes. Payment of taxes also directly curtails the taxpayer’s
satisfaction. But it is the price he pays for the services which government ren-
ders to society and to each of its members. As far as the government fulfills its
social functions and the taxes do not exceed the amount required for securing
the smooth operation of the government apparatus, they are necessary costs
and repay themselves.

The adequacy of this mode of dealing with restrictive measures is especially
manifest in all those cases in which restriction is resorted to as a substitute for
taxation. The bulk of expenditure for national defense is defrayed by the treas-
ury out of the public revenue. But occasionally another procedure is chosen.
It happens sometimes that the nation’s preparedness to repel aggression de-
pends on the existence of certain branches of industry which would be absent
in the unhampered market. These industries must be subsidized, and the sub-
sidies granted are to be considered as any other armaments expenditure. Their
character remains the same if the government grants them indirectly by the
imposition of an import duty for the products concerned. The difference is
only that then the consumers are directly burdened with the costs incurred,
while in the case of a government subsidy they defray these costs indirectly by
paying higher taxes.

In enacting restrictive measures governments and parliaments have
hardly ever been aware of the consequences of their meddling with busi-
ness. Thus, they have blithely assumed that protective tariffs are capable of
raising the nation’s standard of living, and they have stubbornly refused to
admit the correctness of the economic teachings concerning the effects of
protectionism. The economists’ condemnation of protectionism is ir-
refutable and free of any party bias. For the economists do not say that pro-
tection is bad from any preconceived point of view. They show that protec-
tion cannot attain those ends which the governments as a rule want to
attain by resorting to it. They do not question the ultimate end of the gov-
ernment’s action; they merely reject the means chosen as inappropriate to
realize the ends aimed at.

Most popular among all restrictive measures are those styled pro-
labor legislation. Here too the governments and public opinion badly
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misjudge the effects. They believe that restricting the hours of work and
prohibiting child labor exclusively burdens the employers and is a “social
gain” for the wage earners. However, this is true only to the extent that
such laws reduce the supply of labor and thus raise the marginal pro-
ductivity of labor as against the marginal productivity of capital. But the
drop in the supply of labor results also in a decrease in the total amount
of goods produced and thereby in the average per capita consumption.
The total cake shrinks, but the portion of the smaller cake which goes
to the wage earners is proportionately higher than what they received
from the bigger cake; concomitantly the portion of the capitalists drops.1
It depends on the concrete data of each case whether or not this out-
come improves or impairs the real wage rates of the various groups of
wage earners.

The popular appraisal of prolabor legislation was based on the error that
wage rates have no causal relation whatever to the value that the workers’
labor adds to the material. Wage rates, says the “iron law,” are determined
by the minimum amount of indispensable necessities of life; they can
never rise above the subsistence level. The difference between the value
produced by the worker and the wages paid to him goes to the exploiting
employer. If this surplus is curtailed by restricting the working hours, the
wage earner is relieved of a part of his toil and trouble, his wages remain
unchanged, and the employer is deprived of a part of his unfair profit.
The restriction of total output curtails only the income of the exploiting
bourgeois.

It has been pointed out already that the role which prolabor legislation
played in the evolution of Western capitalism was until a few years ago
much less important than would be suggested by the vehemence with
which the problems involved have been publicly discussed. Labor legisla-
tion, for the most part, merely provided a legal recognition of changes in
conditions already consummated by the rapid evolution of business.2 But in
the countries which were slow in adopting capitalistic modes of production
and are backward in developing modern methods of processing and manu-
facturing, the problem of labor legislation is crucial. Deluded by the spu-
rious doctrines of interventionism, the politicians of these nations believe
that they can improve the lot of the destitute masses by copying the labor
legislation of the most advanced capitalistic countries. They look upon
the problems involved as if they were merely to be treated from what
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is erroneously called the “human angle” and fail to recognize the real issue.
It is a sad fact indeed that in Asia many millions of tender children 

are destitute and starving, that wages are extremely low when compared with
American or Western European standards, that hours of work are long, and
that sanitary conditions in the workshops are deplorable. But there is no
means of eliminating these evils other than to work, to produce, and to save
more and thus to accumulate more capital. This is indispensable for any last-
ing improvement. The restrictive measures advocated by self-styled philan-
thropists and humanitarians would be futile. They would not only fail to im-
prove conditions, they would make things a good deal worse. If the parents are
too poor to feed their children adequately, prohibition of child labor con-
demns the children to starvation. If the marginal productivity of labor is so low
that a worker can earn in ten hours only wages which are substandard when
compared with American wages, one does not benefit the laborer by decree-
ing the eight-hour day.

The problem under discussion is not the desirability of improving the
wage earners’ material well-being. The advocates of what are miscalled pro-
labor laws intentionally confuse the issue in repeating again and again that
more leisure, higher real wages, and freeing children and married women
from the necessity of seeking jobs would make the families of the workers
happier. They resort to falsehood and mean calumny in calling those who
oppose such laws as detrimental to the vital interests of the wage earners
“labor-baiters” and “enemies of labor.” The disagreement does not refer to
the ends sought; it concerns solely the means to be applied for their realiza-
tion. The question is not whether or not improvement of the masses’ welfare
is desirable. It is exclusively whether or not government decrees restricting
the hours of work and the employment of women and children are the right
means for raising the workers’ standard of living. This is a purely catallactic
problem to be solved by economics. Emotional talk is beside the point. It is
a poor disguise for the fact that these self-righteous advocates of restriction
are unable to advance any tenable objections to the economists’ well-founded
argumentation.

The fact that the standard of living of the average American worker
is incomparably more satisfactory than that of the average Hindu
worker, that in the United States hours of work are shorter and that
the children are sent to school and not to the factories, is not an
achievement of the government and of the laws of the country. It is
the outcome of the fact that the capital invested per head of the em-
ployees is much greater than in India and that consequently the
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marginal productivity of labor is much higher. This is not the merit of “social
policies”; it is the result of the laissez faire methods of the past which abstained
from sabotaging the evolution of capitalism. It is this laissez faire that the Asi-
atics must adopt if they want to improve the lot of their peoples.

The poverty of Asia and other backward countries is due to the same causes
which made conditions unsatisfactory in the early periods of Western capital-
ism. While population figures increased rapidly, restrictive policies delayed
the adjustment of production methods to the needs of the growing number of
mouths. It is to the imperishable credit of the laissez faire economists, whom
the typical textbooks of our universities dismiss as pessimists and apologists of
the unfair greed of exploiting bourgeois, that they paved the way for economic
freedom which raised the average standard of living to an unprecedented
height.

Economics is not dogmatic, as the self-styled “unorthodox” advocates of
government omnipotence and totalitarian dictatorship contend. Economics
neither approves nor disapproves of government measures restricting produc-
tion and output. It merely considers it its duty to clarify the consequences of
such measures. The choice of policies to be adopted devolves upon the
people. But in choosing they must not disregard the teachings of economics if
they want to attain the ends sought.

There are certainly cases in which people may consider definite restrictive
measures as justified. Regulations concerning fire prevention are restrictive
and raise the cost of production. But the curtailment of total output they bring
about is the price to be paid for avoidance of greater disaster. The decision
about each restrictive measure is to be made on the ground of a meticulous
weighing of the costs to be incurred and the prize to be obtained. No reason-
able man could possibly question this rule.

3 Restriction as a Privilege

Every disarrangement of the market data affects various individuals and
groups of individuals in a different way. For some people it is a boon, for oth-
ers a blow. Only after a while, when production is adjusted to the emergence
of the new datum, are these effects exhausted. Thus a restrictive measure,
while placing the immense majority at a disadvantage, may temporarily im-
prove some people’s position. For those favored the measure is tantamount to
the acquisition of a privilege. They are asking for such measures because they
want to be privileged.
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Here again the most striking example is provided by protectionism. The
imposition of a duty on the importation of a commodity burdens the con-
sumers. But to the domestic producers it is a boon. From their point of
view decreeing new tariffs and raising already existing tariffs is an excellent
thing.

The same is valid with regard to many other restrictive measures. If the gov-
ernment restricts—either by direct restriction or by fiscal discrimination—big
business and corporations, the competitive position of small-size enterprises is
strengthened. If it restricts the operation of big stores and chain stores, the
small shopkeepers rejoice.

It is important to realize that what those benefited by these measures con-
sider an advantage for themselves lasts only for a limited time. In the long
run the privilege accorded to a definite class of producers loses its power to
create specific gains. The privileged branch attracts newcomers, and their
competition tends to eliminate the specific gains derived from the privilege.
Thus the eagerness of the law’s pet children to acquire privileges is insa-
tiable. They continue to ask for new privileges because the old ones lose
their power.

On the other hand, the repeal of a restrictive measure to the existence of
which the structure of production has already been adjusted means a new
disarrangement of the market data, favors the short-run interests of some
people and hurts the short-run interests of other people. Let us illustrate the
issue by referring to a tariff item. Ruritania years ago, let us say in 1920, de-
creed a tariff on the importation of leather. This was a boon for the enter-
prises which at the moment happened to be engaged in the tanning indus-
try. But then later the size of the industry expanded and the windfall gains
which the tanners enjoyed in 1920 and in the following years petered out.
What remains is merely the fact that a part of the world’s leather production
is shifted from locations in which the output per unit of input is higher, to
locations in Ruritania in which production requires higher costs. The resi-
dents of Ruritania pay higher prices for leather than they would pay in the
absence of the tariff. As a greater part of Ruritania’s capital and labor is em-
ployed in the tanneries than would be the case under free trade for leather,
some other domestic industries shrank or were at least prevented from grow-
ing. Less leather is imported from abroad and a smaller amount of Ruritan-
ian products is exported as payment for leather imported. The volume of
Ruritania’s foreign trade is curtailed. Not a single soul in the whole world
derives any advantage from the preservation of the old tariff. On the con-
trary, everyone is hurt by the drop in the total output of mankind’s industrial
effort. If the policy adopted by Ruritania with regard to leather were to be
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adopted by all nations and with regard to every kind of merchandise in the
most rigid way so as to abolish international trade altogether and to make every
nation perfectly autarkic, all people would have to forego entirely the advan-
tages which the international division of labor gives them.

It is obvious that the repeal of the Ruritanian tariff on leather must in the
long run benefit everybody, Ruritanians as well as foreigners. However, in
the short run it would hurt the interests of the capitalists who have invested
in Ruritanian tanneries. It would no less hurt the short-run interests of the
Ruritanian workers specialized in tannery work. A part of them would have
either to emigrate or to change their occupation. These capitalists and work-
ers passionately fight all attempts to lower the leather tariff or to abolish it
altogether.

This shows clearly why it is politically extremely difficult to brush away
measures restricting production once the structure of business has been ad-
justed to their existence. Although their effects are pernicious to everybody,
their disappearance is in the short run disadvantageous to special groups.
These special groups interested in the preservation of the restrictive mea-
sures are, of course, only minorities. In Ruritania only the small fraction
of the population engaged in the tanneries can suffer from the abolition of
the tariff on leather. The immense majority are buyers of leather and
leather goods and would be benefited by a drop in their prices. Outside
the boundaries of Ruritania, only those people would be hurt who are en-
gaged in those industries which will shrink because the leather industry
will expand.

The last objection advanced by the opponents of free trade runs this way:
Granted that only those Ruritanians engaged in tanning hides are immedi-
ately interested in the preservation of the tariff on leather. But every Ruritan-
ian belongs to one of the many branches of production. If each domestic prod-
uct is protected by the tariff, the transition to free trade hurts the interests of
each industry and thereby those of all specialized groups of capital and labor
the sum of which is the whole nation. It follows that repealing the tariff would
in the short run be prejudicial to all citizens. And it is short-run interests only
that count.

This argument involves a threefold error. First, it is not true that
all branches of industry would be hurt by the transition to free trade.
On the contrary. Those branches in which the comparative costs of
production are lowest will expand under free trade. Their short-
run interests would be favored by the abolition of the tariff. The tar-
iff on those products they themselves turn out is of no advantage for
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them, as they could not only survive, but expand under free trade. The tariff
on those products for which the comparative cost of production is higher in
Ruritania than abroad hurts them by directing capital and labor, which other-
wise would have fertilized them, into those other branches.

Second, the short-run principle is entirely fallacious. In the short run
every change in the market data hurts those who did not anticipate it in
time. A consistent champion of the short-run principle must advocate
perfect ridigity and immutability of all data and oppose any change, in-
cluding any therapeutical and technological improvement.3 If in acting
people were always to prefer the avoidance of an evil in the nearer fu-
ture to the avoidance of an evil in the remoter future, they would come
down to the animal level. It is the very essence of human action as dis-
tinct from animal behavior that it consciously renounces some temporally
nearer satisfaction in order to reap some greater but temporally remoter
satisfaction.4

Finally, if the problem of the abolition of Ruritania’s comprehensive
tariff system is under discussion, one must not forget the fact that the
short-run interests of those engaged in tanning are hurt only by the aboli-
tion of one of the items of the tariff while they are favored by the aboli-
tion of the other items concerning the products of the industries in which
comparative cost is high. It is true that wage rates of the tannery workers
will drop for some time as against those in other branches and that some
time will elapse until the appropriate long-run proportion between wage
rates in the various branches of Ruritanian production will be established.
But concomitantly with the merely temporary drop in their earnings, these
workers will experience a drop in the prices of many articles they are
buying. And this tendency toward an improvement in their conditions is
not a phenomenon only of the period of transition. It is the consumma-
tion of the lasting blessings of free trade which, in shifting every branch of
industry to the location in which comparative cost is lowest, increases
the productivity of labor and the total quantity of goods produced. It is the
lasting long-run boon which free trade secures to every member of the
market society.

The opposition to the abolition of tariff protection would be reason-
able from the personal point of view of those engaged in the leather
industry if the tariff on leather were the only tariff. Then one could
explain their attitude as dictated by status interests, the interests of a
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caste which would be temporarily hurt by the abolition of a privilege al-
though its mere preservation no longer confers any benefit on them. But
in this hypothetical case the opposition of the tanners would be hopeless.
The majority of the nation would overrule it. What strengthens the ranks
of the protectionists is the fact that the tariff on leather is no exception,
that many branches of industry are in a similar position and are fighting
the abolition of tariff items concerning their own branch. This is, of
course, not an alliance based on each group’s special group interests. If
everybody is protected to the same extent, everybody not only loses as con-
sumer as much as he gains as producer. Everybody, moreover, is harmed
by the general drop in the productivity of labor which the shifting of in-
dustries from more favorable to less favorable locations brings about. Con-
versely the abolition of all tariff items would benefit everybody in the long
run, while the short-run harm which the abolition of some special tariff
item brings to the special interests of the group concerned is already in the
short run at least partly compensated by the consequences of the abolition
of the tariff on the products the members of this group are buying and
consuming.

Many people look upon tariff protection as if it were a privilege accorded
to their nation’s wage earners, procuring them, for the full duration of its exis-
tence, a higher standard of living than they would enjoy under free trade. This
argument is advanced not only in the United States, but in every country in
the world in which average real wage rates are higher than in some other
country.

Now, it is true that under perfect mobility of capital and labor there
would prevail all over the world a tendency toward an equalization of the
price paid for labor of the same kind and quality.5 Yet, even if there were
free trade for products, this tendency is absent in our real world of migra-
tion barriers and institutions hindering foreign investment of capital. The
marginal productivity of labor is higher in the United States than it is in In-
dia because capital invested per head of the working population is greater,
and because Indian workers are prevented from moving to America and
competing on the American labor market. There is no need, in dealing
with the explanation of this difference, to investigate whether natural re-
sources are or are not more abundant in America than in India and
whether or not the Indian worker is racially inferior to the American
worker. However this may be, these facts, namely, the institutional checks
upon the mobility of capital and labor, suffice to account for the absence
of the equalization tendency. As the abolition of the American tariff could
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not affect these two facts, it could not impair the standard of living of the
American wage earner in an adverse sense.

On the contrary. Given a state of affairs in which the mobility of capital and
labor is restricted, the transition to free trade for products must necessarily
raise the American standard of life. Those industries in which American costs
are higher (American productivity is lower) would shrink and those in which
costs are lower (productivity is higher) would expand.

Under free trade the Swiss watchmakers would expand their sales on the
American market and the sales of their American competitors would
shrink. But this is only a part of the consequences of free trade. Selling
and producing more, the Swiss would earn and buy more. It does not
matter whether they themselves buy more of the products of other Amer-
ican industries or whether they increase their domestic purchases
and those in other countries, for instance, in France. Whatever happens,
the equivalent of the additional dollars they earned must finally go to the
United States and increase the sales of some American industries. If
the Swiss do not give away their products as a gift, they must spend these
dollars in buying.

The popular opinion to the contrary is due to the illusory idea that
America could expand its purchases of imported products by reducing the
total sum of its citizens’ cash holdings. This is the notorious fallacy ac-
cording to which people buy without regard to the size of their cash hold-
ings, and according to which the very existence of cash holdings is simply
the outcome of the fact that something is left over because there is nothing
more to buy. We have already shown why this Mercantilist doctrine is
entirely wrong.6

What the tariff really brings about in the field of wage rates and the wage
earners’ standard of living is something quite different.

In a world in which there is free trade for commodities, while the migration
of workers and foreign investment are restricted, there prevails a tendency to-
ward an establishment of a definite relation between the wages paid for the
same kind and quality of labor in various countries. There cannot prevail a
tendency toward an equalization of wage rates. But the final price to be paid
for labor in various countries is in a certain numerical relation. This final
price is characterized by the fact that all those eager to earn wages get a job
and all those eager to employ workers are able to hire as many hands as they
want. There is “full employment.”

Let us assume that there are two countries only—Ruritania and
Laputania. In Ruritania the final wage rate is double what it is in
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Laputania. Now the government of Ruritania resorts to one of those mea-
sures which are erroneously styled “prolabor.” It burdens the employers with
an additional expenditure the size of which is proportional to the number of
workers employed. For example, it reduces the hours of work without per-
mitting a corresponding drop in weekly wage rates. The result is a drop in
the quantity of goods produced and a rise in the price of the unit of every
good. The individual worker enjoys more leisure, but his standard of living
is curtailed. What else could a general decrease in the quantity of goods
available bring about?

This outcome is an internal event in Ruritania. It would emerge also in
the absence of any foreign trade. The fact that Ruritania is not autarkic,
but buys from and sells to Laputania, does not alter its essential features.
But it implicates Laputania. As the Ruritanians produce and consume less,
they will buy less from Laputania. In Laputania there will not be a gen-
eral drop in production. But some industries which produced for export to
Ruritania will henceforth have to produce for the domestic Laputanian
market. Laputania will see the volume of its foreign trade drop; it will be-
come, willy-nilly, more autarkic. This is a blessing in the eyes of the pro-
tectionists. In truth, it means deterioration in the standard of living; pro-
duction at higher costs is substituted for that at lower costs. What
Laputania experiences is the same thing that the residents of an autarkic
country would experience if an act of God were to curtail the productiv-
ity of one of the country’s industries. As far as there is division of labor,
everybody is affected by a drop in the amount other people contribute to
supplying the market.

However, these inexorable final international consequences of Rurita-
nia’s new pro-labor law will not affect the various branches of Laputania’s
industry in the same way. A sequence of steps is needed in both countries
until at last a perfect adjustment of production to the new state of data is
brought about. These short-run effects are different from the long-run ef-
fects. They are more spectacular than the long-run effects. While hardly
anybody can fail to notice the short-run effects, the long-run effects are
recognized only by economists. While it is not difficult to conceal the
long-run effects from the public, something must be done about the eas-
ily recognizable short-run effects lest the enthusiasm for such allegedly
pro-labor legislation fade away.

The first short-run effect to appear is the weakening of the com-
petitive power of some Ruritanian branches of production as against
those of Laputania. As prices rise in Ruritania, it becomes possible for
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some Laputanians to expand their sales in Ruritania. This is a temporary ef-
fect only; in the end the total sales of all Laputanian industries in Ruritania
will drop. It is possible that in spite of this general drop in the amount of La-
putanian exports to Ruritania, some of the Laputanian industries will expand
their sales in the long run. (This depends on the new configuration of com-
parative costs.) But there is no necessary interconnection between these short-
run and long-run effects. The adjustments of the period of transition create
kaleidoscopically changing situations which may differ entirely from the final
outcome. Yet the short-sighted public’s attention is completely absorbed by
these short-run effects. They hear the businessmen affected complain that the
new Ruritanian law gives to Laputanians the opportunity to undersell both in
Ruritania and in Laputania. They see that some Ruritanian businessmen are
forced to restrict their production and to discharge workers. And they begin to
suspect that something may be wrong with the teachings of the self-styled “un-
orthodox friends of labor.”

But the picture is different if there is in Ruritania a tariff high enough to
prevent Laputanians from even temporarily expanding their sales on the Ru-
ritanian market. Then the most spectacular shortrun effects of the new mea-
sure are masked in such a way that the public does not become aware of
them. The long-run effects, of course, cannot be avoided. But they are
brought about by another sequence of short-run effects which is less offen-
sive because less visible. The talk about alleged “social gains” produced by
the shortening of the hours of work is not exploded by the immediate emer-
gence of effects which everyone, and most of all the discharged workers, con-
sider undesirable.

The main function of tariffs and other protectionist devices today is to dis-
guise the real effects of interventionist policies designed to raise the standard
of living of the masses. Economic nationalism is the necessary complement of
these popular policies which pretend to improve the wage earners’ material
well-being while they are in fact impairing it.7

4 Restriction as an Economic System

There are, as has been shown, cases in which a restrictive measure
can attain the end sought by its application. If those resorting to such
a measure think that the attainment of this goal is more important
than the disadvantages brought about by the restriction—i.e., the cur-
tailment in the quantity of material goods available for consump-
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tion—the recourse to restriction is justified from the point of view of their
value judgments. They incur costs and pay a price in order to get something
that they value more than what they had to expend or to forego. Nobody, and
certainly not the theorist, is in a position to argue with them about the propri-
ety of their value judgments.

The only adequate mode of dealing with measures restricting production is
to look at them as sacrifices made for the attainment of a definite end. They
are quasi-expenditures and quasi-consumption. They are an employment of
things that could be produced and consumed in one way for the realization of
certain other ends. These things are prevented from coming into existence,
but this quasi-consumption is precisely what satisfies the authors of these mea-
sures better than the increase in goods available which the omission of the re-
striction would have produced.

With certain restrictive measures this point of view is universally adopted.
If a government decrees that a piece of land should be kept in its natural state
as a national park and should be withheld from any other utilization, nobody
would classify such a venture as anything else than an expenditure. The gov-
ernment deprives the citizens of the increment in various products which the
cultivation of this land could bring about, in order to provide them with an-
other satisfaction.

It follows that restriction of production can never play any role other
than that of an ancillary complement of a system of production. One
cannot construct a system of economic action out of such restrictive
measures alone. No complex of such measures can be linked together
into an integrated economic system. They cannot form a system of pro-
duction. They belong in the sphere of consumption, not in the sphere
of production.

In scrutinizing the problems of interventionism we are intent upon exam-
ining the claims of the advocates of government interference with business
that their system offers an alternative to other economic systems. No such
claim can reasonably be raised with regard to measures restricting production.
The best they can attain is curtailment of output and satisfaction. Wealth is
produced by expending a certain quantity of factors of production. Curtailing
this quantity does not increase, but decreases, the amount of goods produced.
Even if the ends aimed at by shortening the hours of work could be attained
by such a decree, it would not be a measure of production. It is invariably a
way of cutting down output.

Capitalism is a system of social production. Socialism, say the so-
cialists, is also a system of social production. But with regard to
measures restricting production, even the interventionists cannot raise
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a similar claim. They can only say that under capitalism too much is produced
and that they want to prevent the production of this surplus in order to realize
other ends. They themselves must confess that there are limits to the applica-
tion of restriction.

Economics does not contend that restriction is a bad system of production.
It asserts that it is not at all a system of production but rather a system of quasi-
consumption. Most of the ends the interventionists want to attain by restric-
tion cannot be attained this way. But even where restrictive measures are fit to
attain the ends sought, they are only restrictive.8

The enormous popularity which restriction enjoys in our day is due to the
fact that people do not recognize its consequences. In dealing with the prob-
lem of shortening the hours of work by government decree, the public is not
aware of the fact that total output must drop and that it is very probable that
the wage earners’ standard of living will be potentially lowered too. It is a
dogma of present-day “unorthodoxy” that such a “pro-labor” measure is a “so-
cial gain” for the workers and that the costs of these gains fall entirely upon the
employers. Whoever questions this dogma is branded as a “sycophantic” apol-
ogist of the unfair pretensions of rugged exploiters, and pitilessly persecuted.
It is insinuated that he wants to reduce the wage earners to the poverty and the
long working hours of the early stages of modern industrialism.

As against all this slander it is important to emphasize again that what pro-
duces wealth and well-being is production and not restriction. That in the cap-
italist countries the average wage earner consumes more goods and can afford
to enjoy more leisure than his ancestors, and that he can support his wife and
children and need not send them to work, is not an achievement of govern-
ments and labor unions. It is the outcome of the fact that profit-seeking busi-
ness has accumulated and invested more capital and thus increased the mar-
ginal productivity of labor.
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chapter 30

Interference with the Structure of Prices

1 The Government and the Autonomy of the Market

Interference with the structure of the market means that the authority aims at
fixing prices for commodities and services and interest rates at a height different
from what the unhampered market would have determined. It decrees, or
empowers—either tacitly or expressly—definite groups of people to decree
prices and rates which are to be considered either as maxima or as minima, and
it provides for the enforcement of such decrees by coercion and compulsion.

In resorting to such measures the government wants to favor either the
buyer—as in the case of maximum prices—or the seller—as in the case of min-
imum prices. The maximum price is designed to make it possible for the buyer
to procure what he wants at a price lower than that of the unhampered market.
The minimum price is designed to make it possible for the seller to dispose of
his merchandise or his services at a price higher than that of the unhampered
market. It depends on the political balance of forces which groups the author-
ity wants to favor. At times governments have resorted to maximum prices, at
other times to minimum prices for various commodities. At times they have de-
creed maximum wage rates, at other times minimum wage rates. It is only with
regard to interest that they have never had recourse to minimum rates; when
they have interfered, they have always decreed maximum interest rates. They
have always looked askance upon saving, investing, and moneylending.

If this interference with commodity prices, wage rates, and interest rates
includes all prices, wage rates, and interest rates, it is tantamount to the full
substitution of socialism (of the German pattern) for the market economy.
Then the market, interpersonal exchange, private ownership of the means of
production, entrepreneurship, and private initiative, virtually disappear alto-
gether. No individual any longer has the opportunity to influence the pro-
cess of production of his own accord; every individual is bound to obey the
orders of the supreme board of production management. What in the com-
plex of these orders are called prices, wage rates, and interest rates are no
longer prices, wage rates, and interest rates in the catallactic sense of these
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terms. They are merely quantitative determinations fixed by the director
without reference to a market process. If the governments resorting to price
control and the reformers advocating price control were always intent upon
the establishment of socialism of the German pattern, there would be no
need for economics to deal with price control separately. All that has to be
said with reference to such price control is already contained in the analysis
of socialism.

Many advocates of government interference with prices have been and are
very much confused with regard to this issue. They have failed to recognize
the fundamental difference between a market economy and a nonmarket so-
ciety. The haziness of their ideas has been reflected in vague and ambiguous
language and in a bewildering terminology.

There were and are advocates of price control who have declared that they
want to preserve the market economy. They are outspoken in their assertion
that government fixing of prices, wage rates, and interest rates can attain the
ends the government wants to attain by their promulgation without abolish-
ing altogether the market and private ownership of the means of production.
They even declare that price control is the best or the only means of pre-
serving the system of private enterprise and of preventing the coming of so-
cialism. They become very indignant if somebody questions the correctness
of their doctrine and shows that price control, if it is not to make things worse
from the point of view of the governments and the interventionist doctri-
naires, must finally result in socialism. They protest that they are neither so-
cialists nor communists, and that they aim at economic freedom and not at
totalitarianism.

It is the tenets of these interventionists that we have to examine. The prob-
lem is whether it is possible for the police power to attain the ends it wants to
attain by fixing prices, wage rates, and interest rates at a height different from
what the unhampered market would have determined. It is beyond doubt that
a strong and resolute government has the power to decree such maximum or
minimum rates and to take revenge upon the disobedient. But the question is
whether or not the authority can attain those ends which it wants to attain by
resorting to such decrees.

History is a long record of price ceilings and anti-usury laws.
Again and again emperors, kings, and revolutionary dictators have
tried to meddle with the market phenomena. Severe punishment was
inflicted on refractory dealers and farmers. Many people fell victim
to persecutions which met with the enthusiastic approval of the
masses. Nonetheless, all these endeavors failed. The explanation which
the writings of lawyers, theologians and philosophers provided for the

interference with the structure of prices � 759

30-L3843  12/5/06  8:12 AM  Page 759



failure was in full agreement with the ideas held by the rulers and the masses.
Man, they said, is intrinsically selfish and sinful, and the authorities were un-
fortunately too lax in enforcing the law. What was needed was more firmness
and peremptoriness on the part of those in power.

Cognizance of the issue involved was first reached with regard to a special
problem. Various governments long practiced currency debasement. They
substituted baser and cheaper metals for a part of the gold or silver which the
coins previously contained, or they reduced the weight and the size of the
coins. But they retained for the debased coins the customary names of the old
ones and they decreed that they should be given and received at the nominal
par. Then later the governments tried to enjoin on their subjects analogous
constraint with regard to the exchange ratio between gold and silver and that
between metallic money and credit money or fiat money. In searching for the
causes which made all such decrees abortive, the forerunners of economic
thought had already discovered by the last centuries of the Middle Ages
the regularity which was later called Gresham’s Law. There was still a long way
to go from this isolated insight to the point where the philosophers of the
eighteenth century became aware of the interconnectedness of all market
phenomena.

In describing the results of their reasoning the classical economists and
their successors sometimes resorted to idiomatic expressions which could eas-
ily be misinterpreted by those who wanted to misinterpret them. They occa-
sionally spoke of the “impossibility” of price control. What they really meant
was not that such decrees are impossible, but that they cannot attain those
ends which the governments are trying to attain and that they make things
worse, not better. They concluded that such decrees are contrary to purpose
and inexpedient.

It is necessary to see clearly that the problem of price control is not
merely one of the problems to be dealt with by economics, not a problem
with regard to which there can arise disagreement among various econo-
mists. The issue involved is rather: Is there any such thing as economics? Is
there any regularity in the sequence and interconnectedness of the market
phenomena? He who answers these two questions in the negative denies the
very possibility, rationality and existence of economics as a branch of knowl-
edge. He returns to the beliefs held in the ages which preceded the evolu-
tion of economics. He declares to be untrue the assertion that there is any
economic law and that prices, wage rates, and interest rates are uniquely
determined by the data of the market. He contends that the police have the
power to determine these market phenomena ad libitum. An advocate of
socialism need not necessarily negate economics; his postulates do not
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necessarily imply the indeterminateness of the market phenomena. But the
interventionist, in advocating price control, cannot help nullifying the very ex-
istence of economics. Nothing is left of economics if one denies the law of the
market.

The German Historical School was consistent in its radical condemnation
of economics and in its endeavors to substitute wirtschaftliche Staatswis-

senschaften (the economic aspects of political science) for economics. So
were many adepts of British Fabianism and American Institutionalism. But
those authors who do not totally reject economics and yet assert that price con-
trol can attain the ends sought lamentably contradict themselves. It is logically
impossible to reconcile the point of view of the economist and that of the
interventionist. If prices are uniquely determined by the market data, they
cannot be freely manipulated by government compulsion. The government’s
decree is just a new datum, and its effects are determined by the operation of
the market. It need not necessarily produce those results which the govern-
ment wants to realize in resorting to it. It may happen that the final outcome
of the interference is, from the point of view of the government’s intention,
even more undesirable than the previous state of affairs which the government
wanted to alter.

One does not invalidate these propositions by putting the term economic
law in quotation marks and by finding fault with the notion of the law. In
speaking of the laws of nature we have in mind the fact that there prevails
an inexorable interconnectedness of physical and biological phenomena
and that acting man must submit to this regularity if he wants to succeed.
In speaking of the laws of human action we refer to the fact that such an in-
exorable interconnectedness of phenomena is present also in the field of hu-
man action as such and that acting man must recognize this regularity too
if he wants to succeed. The reality of the laws of praxeology is revealed to
man by the same signs that reveal the reality of natural law, namely, the fact
that his power to attain chosen ends is restricted and conditioned. In the ab-
sence of laws man would either be omnipotent and would never feel any
uneasiness which he could not remove instantly and totally, or he could not
act at all.

These laws of the universe must not be confused with the man-
made laws of the country and with man-made moral precepts. The
laws of the universe about which physics, biology, and praxeology pro-
vide knowledge are independent of the human will, they are primary
ontological facts rigidly restricting man’s power to act. The moral pre-
cepts and the laws of the country are means by which men seek to
attain certain ends. Whether or not these ends can really be attained
this way depends on the laws of the universe. The man-made
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laws are suitable if they are fit to attain these ends and contrary to purpose if
they are not. They are open to examination from the point of view of their suit-
ableness or unsuitableness. With regard to the laws of the universe any doubt
of their suitableness is supererogatory and vain. They are what they are and
take care of themselves. Their violation penalizes itself. But the man-made
laws need to be enforced by special sanctions.

Only the insane venture to disregard physical and biological laws. But it
is quite common to disdain praxeological laws. Rulers do not like to admit
that their power is restricted by any laws other than those of physics and bi-
ology. They never ascribe their failures and frustrations to the violation of
economic law.

Foremost in the repudiation of economic knowledge was the German His-
torical School. It was an unbearable idea to those professors that their lofty
idols, the Hohenzollern Electors of Brandenburg and Kings of Prussia, should
have lacked omnipotence. To refute the teachings of the economists, they
buried themselves in old documents and compiled numerous volumes deal-
ing with the history of the administration of these glorious princes. This, they
wrote, is a realistic approach to the problems of state and government. Here
you find unadulterated facts and real life, not the bloodless abstractions and
faulty generalizations of the British doctrinaires. In truth, all that these pon-
derous tomes report is a long record of policies and measures which failed
precisely because of their neglect of economic law. No more instructive case
history could ever be written than these volumes of Prussian documents,  the
Acta Borussica.

However, economics cannot acquiesce in such exemplification. It must en-
ter into a precise scrutiny of the mode in which the market reacts to govern-
ment interference with the price structure.

2 The Market’s Reaction to Government Interference

The characteristic feature of the market price is that it tends to equalize sup-
ply and demand. The size of the demand coincides with the size of supply not
only in the imaginary construction of the evenly rotating economy. The no-
tion of the plain state of rest as developed by the elementary theory of prices
is a faithful description of what comes to pass in the market at every instant.
Any deviation of a market price from the height at which supply and demand
are equal is—in the unhampered market—self-liquidating.

But if the government fixes prices at a height different from what
the market would have fixed if left alone, this equilibrium of demand
and supply is disturbed. Then there are—with maximum prices—
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potential buyers who cannot buy although they are ready to pay the price fixed
by the authority, or even a higher price. Then there are—with minimum
prices—potential sellers who cannot sell although they are ready to sell at the
price fixed by the authority, or even at a lower price. The price can no longer
segregate those potential buyers and sellers who can buy or sell from those who
cannot. A different principle for the allocation of the goods and services con-
cerned and for the selection of those who are to receive portions of the supply
available necessarily comes into operation. It may be that only those are in a
position to buy who come first, or only those to whom particular circum-
stances (such as personal connections) assign a privileged position, or only
those ruthless fellows who chase away their rivals by resorting to intimidation
or violence. If the authority does not want chance or violence to determine the
allocation of the supply available and conditions to become chaotic, it must it-
self regulate the amount which each individual is permitted to buy. It must re-
sort to rationing.1

But rationing does not affect the core of the issue. The allocation of por-
tions of the supply already produced and available to the various individuals
eager to obtain a quantity of the goods concerned is only a secondary func-
tion of the market. Its primary function is the direction of production. It di-
rects the employment of the factors of production into those channels in
which they satisfy the most urgent needs of the consumers. If the govern-
ment’s price ceiling refers only to one consumers’ good or to a limited
amount of consumers’ goods while the prices of the complementary factors
of production are left free, production of the consumers’ goods concerned
will drop. The marginal producers will discontinue producing them lest
they suffer losses. The not absolutely specific factors of production will be
employed to a greater extent for the production of other goods not subject to
price ceilings. A greater part of the absolutely specific factors of production
will remain unused than would have remained in the absence of price ceil-
ings. There emerges a tendency to shift production activities from the pro-
duction of the goods affected by the maximum prices into the production of
other goods. This outcome is, however, manifestly contrary to the intentions
of the government. In resorting to price ceilings the authority wanted to
make the commodities concerned more easily accessible to the consumers.
It considered precisely those commodities so vital that it singled them
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out for a special measure in order to make it possible even for poor people to
be amply supplied with them. But the result of the government’s interference
is that production of these commodities drops or stops altogether. It is a com-
plete failure.

It would be vain for the government to try to remove these undesired con-
sequences by decreeing maximum prices likewise for the factors of production
needed for the production of the consumers’ goods the prices of which it has
fixed. Such a measure would be successful only if all factors of production re-
quired were absolutely specific. As this can never be the case, the government
must add to its first measure, fixing the price of only one consumers’ good be-
low the potential market price, more and more price ceilings, not only for all
other consumers’ goods and for all material factors of production, but no less
for labor. It must compel every entrepreneur, capitalist, and employee to con-
tinue producing at the prices, wage rates, and interest rates which the govern-
ment has fixed, to produce those quantities which the government orders
them to produce, and to sell the products to those people—producers or
consumers—whom the government determines. If one branch of production
were to be exempt from this regimentation, capital and labor would flow into
it; production would be restricted precisely in those other—regimented—
branches which the government considered so important that it interfered
with the conduct of their affairs.

Economics does not say that isolated government interference with the
prices of only one commodity or a few commodities is unfair, bad, or un-
feasible. It says that such interference produces results contrary to its pur-
pose, that it makes conditions worse, not better, from the point of view of the

government and those backing its interference. Before the government inter-
fered, the goods concerned were, in the eyes of the government, too dear.
As a result of the maximum price their supply dwindles or disappears alto-
gether. The government interfered because it considered these commodities
especially vital, necessary, indispensable. But its action curtailed the supply
available. It is therefore, from the point of view of the government, absurd
and nonsensical.

If the government is unwilling to acquiesce in this undesired and undesir-
able outcome and goes further and further, if it fixes the prices of all goods
and services of all orders and obliges all people to continue producing and
working at these prices and wage rates, it eliminates the market altogether.
Then the planned economy, socialism of the German Zwangswirtschaft pat-
tern, is substituted for the market economy. The consumers no longer direct
production by their buying and abstention from buying; the government
alone directs it.
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There are only two exceptions to the rule that maximum prices restrict
supply and thus bring about a state of affairs which is contrary to the aims
sought by their imposition. One refers to absolute rent, the other to monop-
oly prices.

The maximum price results in a restriction of supply because the marginal
producers suffer losses and must discontinue production. The nonspecific
factors of production are employed for the production of other products not
subject to price ceilings. The utilization of the absolutely specific factors of
production shrinks. Under unhampered market conditions they would have
been utilized up to the limit determined by the absence of an opportunity to
use the nonspecific among the complementary factors for the satisfaction of
more urgent wants. Now only a smaller part of the available supply of these
absolutely specific factors can be utilized; concomitantly that part of the
supply that remains unused increases. But if the supply of these absolutely
specific factors is so scanty that under the prices of the unhampered market
their total supply was utilized, a margin is given within which the govern-
ment’s interference does not curtail the supply of the product. The maxi-
mum price does not restrict production as long as it has not entirely absorbed
the absolute rent of the marginal supplier of the absolutely specific factor.
But at any rate it results in a discrepancy between the demand for and the
supply of the product.

Thus the amount by which the urban rent of a piece of land exceeds the
agricultural rent provides a margin in which rent control can operate with-
out restricting the supply of rental space. If the maximum rents are gradu-
ated in such a way as never to take away from any proprietor so much that
he prefers to use the land for agriculture rather than for the construction of
buildings, they do not affect the supply of apartments and business prem-
ises. However, they increase the demand for such apartments and premises
and thus create the very shortage that the governments pretend to fight by
their rent ceilings. Whether or not the authorities resort to rationing the
space available is catallactically of minor importance. At any rate, their
price ceilings do not abolish the catallactic phenomenon of the urban rent.
They merely transfer the rent from the landlord’s income into the tenant’s
income.

In practice, of course, governments resorting to rent restriction
never adjust their ceilings to these considerations. They either rigidly
freeze gross rents as they prevailed on the eve of their interference or
allow only a limited addition to these gross rents. As the proportion
between the two items included in the gross rent, urban rent proper
and price paid for the utilization of the superstructure, varies accord-
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ing to the special circumstances of each dwelling, the effect of rent ceilings is
also very different. In some cases the expropriation of the owner to the benefit
of the lessee involves only a fraction of the difference between the urban rent
and the agricultural rent; in other cases it far exceeds this difference. But how-
ever this may be, the rent restriction creates a housing shortage. It increases
demand without increasing supply.

If maximum rents are decreed not only for already available rental space,
but also for buildings still to be constructed, the construction of new buildings
is no longer remunerative. It either stops altogether or slumps to a low level;
the shortage is perpetuated. But even if rents in new buildings are left free,
construction of new buildings drops. Prospective investors are deterred be-
cause they take into account the danger that the government will at a later date
declare a new emergency and expropriate a part of their revenues in the same
way as it did with the old buildings.

The second exception refers to monopoly prices. The difference be-
tween a monopoly price and the competitive price of the commodity in
question provides a margin in which maximum prices could be enforced
without defeating the ends sought by the government. If the competitive
price is p and the lowest among the possible monopoly prices m, a ceil-
ing price of c, c being higher than p and lower than m, would make it dis-
advantageous for the seller to raise the price above p. The maximum price
could reestablish the competitive price and increase demand, production,
and the supply offered for sale. A dim cognizance of this concatenation is
at the bottom of some suggestions asking for government interference in
order to preserve competition and to make it operate as beneficially as
possible.

We may for the sake of argument pass over the fact that all such measures
would appear as paradoxical with regard to all those instances of monopoly
prices which are the outcome of government interference. If the government
objects to monopoly prices for new inventions, it should stop granting pat-
ents. It would be absurd to grant patents and then to deprive them of any
value by forcing the patentee to sell at the competitive price. If the govern-
ment does not approve of cartels, it should rather abstain from all measures
(such as import duties) which provide business with the opportunity to erect
combines.

Things are different in those rare instances in which monopoly
prices come into existence without assistance from the governments.
Here governmental maximum prices could reestablish competitive
conditions if it were possible to find out by academic computation
at which height a nonexisting competitive market would have deter-
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mined the price. That all endeavors to construct nonmarket prices are vain has
been shown.2 The unsatisfactory results of all attempts to determine what the
fair or correct price for the services of public utilities should be are well known
to all experts.

Reference to these two exceptions explains why in some very rare cases max-
imum prices, when applied with very great caution within a narrow margin,
do not restrict the supply of the commodity or the service concerned. It does
not affect the correctness of the general rule that maximum prices bring about
a state of affairs which, from the point of view of the government decreeing
them, is more undesirable than conditions as they would have been in the
absence of price control.

Observations on the Causes of the Decline of Ancient Civilization

Knowledge of the effects of government interference with market prices
makes us comprehend the economic causes of a momentous historical event,
the decline of ancient civilization.

It may be left undecided whether or not it is correct to call the economic or-
ganization of the Roman Empire capitalism. At any rate it is certain that the
Roman Empire in the second century, the age of the Antonines, the “good”
emperors, had reached a high stage of the social division of labor and of inter-
regional commerce. Several metropolitan centers, a considerable number of
middle-sized towns, and many small towns were the seats of a refined civiliza-
tion. The inhabitants of these urban agglomerations were supplied with food
and raw materials not only from the neighboring rural districts, but also from
distant provinces. A part of these provisions flowed into the cities as revenue
of their wealthy residents who owned landed property. But a considerable part
was bought in exchange for the rural population’s purchases of the products of
the city-dwellers’ processing activities. There was an extensive trade between
the various regions of the vast empire. Not only in the processing industries,
but also in agriculture there was a tendency toward further specialization. The
various parts of the empire were no longer economically self-sufficient. They
were interdependent.

What brought about the decline of the empire and the decay of
its civilization was the disintegration of this economic interconnect-
edness, not the barbarian invasions. The alien aggressors merely took
advantage of an opportunity which the internal weakness of the em-
pire offered to them. From a military point of view the tribes which
invaded the empire in the fourth and fifth centuries were not more
formidable than the armies which the legions had easily defeated
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in earlier times. But the empire had changed. Its economic and social struc-
ture was already medieval.

The freedom that Rome granted to commerce and trade had always been
restricted. With regard to the marketing of cereals and other vital necessities
it was even more restricted than with regard to other commodities. It was
deemed unfair and immoral to ask for grain, oil, and wine, the staples of
these ages, more than the customary prices, and the municipal authorities
were quick to check what they considered profiteering. Thus the evolution of
an efficient wholesale trade in these commodities was prevented. The policy
of the annona, which was tantamount to a nationalization or municipaliza-
tion of the grain trade, aimed at filling the gaps. But its effects were rather
unsatisfactory. Grain was scarce in the urban agglomerations, and the
agriculturists complained about the unremunerativeness of grain growing.3
The interference of the authorities upset the adjustment of supply to the ris-
ing demand.

The showdown came when in the political troubles of the third and
fourth centuries the emperors resorted to currency debasement. With the
system of maximum prices the practice of debasement completely para-
lyzed both the production and the marketing of the vital foodstuffs and dis-
integrated society’s economic organization. The more eagerness the author-
ities displayed in enforcing the maximum prices, the more desperate
became the conditions of the urban masses dependent on the purchase of
food. Commerce in grain and other necessities vanished altogether. To
avoid starving, people deserted the cities, settled on the countryside, and
tried to grow grain, oil, wine, and other necessities for themselves. On the
other hand, the owners of the big estates restricted their excess production
of cereals and began to produce in their farmhouses—the villae—the prod-
ucts of handicraft which they needed. For their big-scale farming, which
was already seriously jeopardized because of the inefficiency of slave labor,
lost its rationality completely when the opportunity to sell at remunerative
prices disappeared. As the owner of the estate could no longer sell in the
cities, he could no longer patronize the urban artisans either. He was
forced to look for a substitute to meet his needs by employing handicrafts-
men on his own account in his villa. He discontinued big-scale farming
and became a landlord receiving rents from tenants or sharecroppers.
These coloni were either freed slaves or urban proletarians who settled in
the villages and turned to tilling the soil. A tendency toward the establish-
ment of autarky of each landlord’s estate emerged. The economic function
of the cities, of commerce, trade, and urban handicrafts, shrank. Italy and
the provinces of the empire returned to a less advanced state of the social
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division of labor. The highly developed economic structure of ancient civi-
lization retrograded to what is now known as the manorial organization of the
Middle Ages.

The emperors were alarmed with that outcome which undermined the
financial and military power of their government. But their counteraction was
futile as it did not affect the root of the evil. The compulsion and coercion to
which they resorted could not reverse the trend toward social disintegration
which, on the contrary, was caused precisely by too much compulsion and co-
ercion. No Roman was aware of the fact that the process was induced by the gov-
ernment’s interference with prices and by currency debasement. It was vain for
the emperors to promulgate laws against the city-dweller who relicta civitate rus

habitare maluerit [deserted the cities, preferring to live in the country].4 The
system of the leiturgia, the public services to be rendered by the wealthy citi-
zens, only accelerated the retrogression of the division of labor. The laws con-
cerning the special obligations of the shipowners, the navicularii, were no more
successful in checking the decline of navigation than the laws concerning grain
dealing in checking the shrinkage in the cities’ supply of agricultural products.

The marvelous civilization of antiquity perished because it did not adjust
its moral code and its legal system to the requirements of the market economy.
A social order is doomed if the actions which its normal functioning requires
are rejected by the standards of morality, are declared illegal by the laws of
the country, and are prosecuted as criminal by the courts and the police. The
Roman Empire crumbled to dust because it lacked the spirit of liberalism and
free enterprise. The policy of interventionism and its political corollary, the
Führer principle, decomposed the mighty empire as they will by necessity
always disintegrate and destroy any social entity.

3 Minimum Wage Rates

The very essence of the interventionist politicians’ wisdom is to raise the
price of labor either by government decree or by violent action or the
threat of such action on the part of labor unions. To raise wage rates above
the height at which the unhampered market would determine them is con-
sidered a postulate of the eternal laws of morality as well as indispensable
from the economic point of view. Whoever dares to challenge this ethical
and economic dogma is scorned both as depraved and ignorant. Many of
our contemporaries look upon people who are foolhardy enough “to cross
a picket line” as primitive tribesmen looked upon those who violated the
precepts of taboo conceptions. Millions are jubilant if such scabs receive
their well-deserved punishment from the hands of the strikers while the
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police, the public attorneys, and the penal courts preserve a lofty neutrality or
openly side with the strikers.

The market wage rate tends toward a height at which all those eager to earn
wages get jobs and all those eager to employ workers can hire as many as they
want. It tends toward the establishment of what is nowadays called full em-
ployment. Where there is neither government nor union interference with
the labor market, there is only voluntary or catallactic unemployment. But as
soon as external pressure and compulsion, be it on the part of the government
or on the part of the unions, tries to fix wage rates at a higher point, institu-
tional unemployment emerges. While there prevails on the unhampered la-
bor market a tendency for catallactic unemployment to disappear, institu-
tional unemployment cannot disappear as long as the government or the
unions are successful in the enforcement of their fiat. If the minimum wage
rate refers only to a part of the various occupations while other sectors of the
labor market are left free, those losing their jobs on its account enter the free
branches of business and increase the supply of labor in them. When union-
ism was restricted to skilled labor mainly, the wage rise achieved by the unions
did not lead to institutional unemployment. It merely lowered the height of
wage rates in those branches in which there were no efficient unions or no
unions at all. The corollary of the rise in wages for organized workers was a
drop in wages for unorganized workers. But with the spread of government in-
terference with wages and with government support of unionism, conditions
have changed. Institutional unemployment has become a chronic or perma-
nent mass phenomenon.

Writing in 1930, Lord Beveridge, later an advocate of government and
union meddling with the labor market, pointed out that the potential ef-
fect of “a high-wages policy” in causing unemployment is “not denied by
any competent authority.”5 In fact, to deny this effect is tantamount to a
complete disavowal of any regularity in the sequence and interconnected-
ness of market phenomena. Those earlier economists who sympathized
with the unions were fully aware of the fact that unionization can achieve
its ends only when restricted to a minority of workers. They approved of
unionism as a device beneficial to the group interests of a privileged la-
bor aristocracy, and did not concern themselves about its consequences
for the rest of the wage earners.6 No one has ever succeeded in the effort
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to demonstrate that unionism could improve the conditions and raise the stan-
dard of living of all those eager to earn wages.

It is important to remember also that Karl Marx did not contend that
unions could raise the average standard of wages. As he saw it, “the general
tendency of capitalistic production is not to raise, but to sink the average
standard of wages.” Such being the tendency of things, all that unionism
can achieve with regard to wages is “making the best of the occasional
chances for their temporary improvement.” 7 The unions counted for Marx
only as far as they attacked “the very system of wage slavery and present-
day methods of production.” 8 They should understand that “instead of the
conservative motto, A fair day’s wages for a fair day’s work! they ought to in-
scribe on their banner the revolutionary watchword, Abolition of the wages

system.” 9 Consistent Marxians always opposed attempts to impose mini-
mum wage rates as detrimental to the interests of the whole labor class.
From the beginning of the modern labor movement there was always an
antagonism between the unions and the revolutionary socialists. The older
British and American unions were exclusively dedicated to the enforce-
ment of higher wage rates. They looked askance upon socialism, “utopian”
as well as “scientific.” In Germany there was a rivalry between the adepts
of the Marxian creed and the union leaders. Finally, in the last decades
preceding the outbreak of the first World War, the unions triumphed. They
virtually converted the Social Democratic Party to the principles of inter-
ventionism and unionism. In France, Georges Sorel aimed at imbuing the
unions with that spirit of ruthless aggression and revolutionary bellicosity
which Marx wanted to impart to them. There is today in every nonsocial-
ist country a manifest conflict between two irreconcilable factions within
the unions. One group considers unionism a device for the improvement
of the workers’ conditions within the frame of capitalism. The other group
wants to drive the unions into the ranks of militant communism and ap-
proves of them only as far as they are the pioneers of a violent overthrow
of the capitalistic system.

The problems of labor unionism have been obfuscated and utterly
confused by pseudo-humanitarian blather. The advocates of minimum
wage rates, whether decreed and enforced by the government or by
violent union action, contend that they are fighting for the improve-
ment of the conditions of the working masses. They do not permit
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anyone to question their dogma that minimum wage rates are the only ap-
propriate means of raising wage rates permanently and for all those eager to
earn wages. They pride themselves on being the only true friends of “labor,”
of the “common man,” of “progress,” and of the eternal principles of “social
justice.”

However, the problem is precisely whether there is any means for raising
the standard of living of all those eager to work other than raising the mar-
ginal productivity of labor by accelerating the increase of capital as com-
pared with population. The union doctrinaires are intent upon obscuring
this primary issue. They never refer to the only point that matters, viz., the
relation between the number of workers and the quantity of capital goods
available. But certain policies of the unions involve a tacit acknowledgment
of the correctness of the catallactic theorems concerning the determination
of wage rates. Unions are anxious to cut down the supply of labor by anti-
immigration laws and by preventing outsiders and newcomers from compet-
ing in the unionized sectors of the labor market. They are opposed to the
export of capital. These policies would be nonsensical if it were true that the
per capita quota of capital available is of no importance for the determina-
tion of wage rates.

The essence of the union doctrine is implied in the slogan exploitation.

According to the union variety of the exploitation doctrine, which differs from
the Marxian creed, labor is the only source of wealth, and expenditure of la-
bor the only real cost. By rights, all proceeds from the sale of products should
belong to the workers. The manual worker has a fair claim to the “whole pro-
duce of labor.” The wrong that the capitalistic mode of production does to the
worker is seen in the fact that it permits landowners, capitalists, and entrepre-
neurs to withhold a part of the workers’ portion. The share which goes to these
parasites is called unearned income. The workers are right in their endeavors
to raise wage rates step by step to such a height that finally nothing will be left
for the support of a class of idle and socially useless exploiters. In aiming at this
end, the unions pretend to continue the battle which earlier generations
fought for the emancipation of slaves and serfs and for the abolition of the im-
posts, tributes, tithes, and unpaid statute labor with which the peasantry was
burdened for the benefit of aristocratic landlords. The labor movement is a
struggle for freedom and equality, and for the vindication of the inalienable
rights of man. Its ultimate victory is beyond doubt, for it is the inevitable trend
of historical evolution to wipe out all class privileges and to establish firmly the
realm of freedom and equality. The attempts of reactionary employers to halt
progress are doomed.
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Such are the tenets of present-day social doctrine. It is true that some
people, although in perfect agreement with its philosophical ideas, support
the practical conclusions derived by the radicals only with certain reser-
vations and qualifications. These moderates do not propose to abolish
“management’s” share altogether; they would be satisfied with cutting it
down to a “fair” amount. As the opinions concerning the fairness of the
revenues of the entrepreneurs and capitalists vary widely, the difference
between the point of view of the radicals and that of the moderates is of
little moment. The moderates also endorse the principle that real wage
rates should always rise and never drop. In both world wars few voices in
the United States disputed the claim of the unions that the wage earners’
take-home pay, even in a national emergency, should go up faster than the
cost of living.

As the union doctrine sees it, there is no harm in confiscating the specific
revenue of the capitalists and entrepreneurs partially or altogether. In deal-
ing with this issue they speak of profits in the sense in which the classical
economists applied this term. They do not distinguish between entrepre-
neurial profit, interest on the capital employed and compensation for the
technical services rendered by the entrepreneur. We will deal later with the
consequences resulting from the confiscation of interest and profits and with
the syndicalist elements involved in the “ability to pay” principle and in
profit-sharing schemes.10 We have examined the purchasing power argument
as advanced in favor of a policy of raising wage rates above the potential mar-
ket rates.11 What remains is to scrutinize the purport of the alleged Ricardo
effect.

Ricardo is the author of the proposition that a rise in wages will encour-
age capitalists to substitute machinery for labor and vice versa.12 Hence,
conclude the union apologists, a policy of raising wage rates, irrespective of
what they would have been on the unhampered labor market, is always
beneficial. It generates technological improvement and raises the productiv-
ity of labor. Higher wages always pay for themselves. In forcing the reluctant
employers to raise wage rates, the unions become the pioneers of progress
and prosperity.

Many economists approve of the Ricardian proposition although few
of them are consistent enough to endorse the inference the union
apologists draw from it. The Ricardo effect is by and large a stock-
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in-trade of popular economics. Nonetheless, the theorem involved is one of
the worst economic fallacies.

The confusion starts with the misinterpretation of the statement that ma-
chinery is “substituted” for labor. What happens is that labor is rendered more
efficient by the aid of machinery. The same input of labor leads to a greater
quantity or a better quality of products. The employment of machinery itself
does not directly result in a reduction of the number of hands employed in the
production of the article A concerned. What brings about this secondary ef-
fect is the fact that—other things being equal—an increase in the available
supply of A lowers the marginal utility of a unit of A as against that of the units
of other articles and that therefore labor is withdrawn from the production of
A and employed in the turning out of other articles. The technological im-
provement in the production of A makes it possible to realize certain projects
which could not be executed before because the workers required were em-
ployed for the production of A for which consumers’ demand was more ur-
gent. The reduction of the number of workers in the A industry is caused by
the increased demand of these other branches to which the opportunity to ex-
pand is offered. Incidentally, this insight explodes all talk about technological
unemployment.

Tools and machinery are primarily not labor-saving devices, but means to
increase output per unit of input. They appear as labor-saving devices if looked
upon exclusively from the point of view of the individual branch of business
concerned. Seen from the point of view of the consumers and the whole of so-
ciety, they appear as instruments that raise the productivity of human effort.
They increase supply and make it possible to consume more material goods
and to enjoy more leisure. Which goods will be consumed in greater quantity
and to what extent people will prefer to enjoy more leisure depends on
people’s value judgments.

The employment of more and better tools is feasible only to the extent
that the capital required is available. Saving—that is, a surplus of produc-
tion over consumption—is the indispensable condition of every further
step toward technological improvement. Mere technological knowledge is
of no use if the capital needed is lacking. Indian businessmen are famil-
iar with American ways of production. What prevents them from adopting
the American methods is not the lowness of Indian wages, but lack of
capital.

On the other hand, capitalist saving necessarily causes employment
of additional tools and machinery. The role that plain saving, i.e., the
piling up of stocks of consumers’ goods as a reserve for rainy days,
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plays in the market economy is negligible. Under capitalism saving is as a
rule capitalist saving. The excess of production over consumption is in-
vested either directly in the saver’s own business or farm or indirectly in
other peoples’ enterprises through the instrumentality of savings deposits,
common and preferred stock, bonds, debentures, and mortgages.13 To the
extent to which people keep their consumption below their net income, ad-
ditional capital is created and at the same time employed for the expansion
of the capital equipment of the apparatus of production. As has been
pointed out, this outcome cannot be affected by any synchronous tendency
toward an increase in cash holdings.14 On the one hand, what is uncondi-
tionally needed for the employment of more and better tools is additional
accumulation of capital. On the other hand, there is no employment avail-
able for additional capital other than that provided by the application of
more and better tools.

Ricardo’s proposition and the union doctrine derived from it turn things
upside down. A tendency toward higher wage rates is not the cause, but the
effect, of technological improvement. Profit-seeking business is compelled
to employ the most efficient methods of production. What checks a business-
man’s endeavors to improve the equipment of his firm is only lack of capital.
If the capital required is not available, no meddling with wage rates can
provide it.

All that minimum wage rates can accomplish with regard to the employ-
ment of machinery is to shift additional investment from one branch into an-
other. Let us assume that in an economically backward country, Ruritania,
the stevedores’ union succeeds in forcing the entrepreneurs to pay wage rates
which are comparatively much higher than those paid in the rest of the
country’s industries. Then it may result that the most profitable employment
for additional capital is to utilize mechanical devices in the loading and un-
loading of ships. But the capital thus employed is withheld from other
branches of Ruritania’s business in which, in the absence of the union’s pol-
icy, it would have been employed in a more profitable way. The effect of
the high wages of the stevedores is not an increase, but a drop in Ruritania’s
total production.15

Real wage rates can rise only to the extent that, other things be-
ing equal, capital becomes more plentiful. If the government or the
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unions succeed in enforcing wage rates which are higher than those the un-
hampered labor market would have determined, the supply of labor exceeds
the demand for labor. Institutional unemployment emerges.

Firmly committed to the principles of interventionism, governments try to
check this undesired result of their interference by resorting to those measures
which are nowadays called full-employment policy: unemployment doles, ar-
bitration of labor disputes, public works by means of lavish public spending,
inflation, and credit expansion. All these remedies are worse than the evil they
are designed to remove.

Assistance granted to the unemployed does not dispose of unemployment.
It makes it easier for the unemployed to remain idle. The nearer the al-
lowance comes to the height at which the unhampered market would have
fixed the wage rate, the less incentive it offers to the beneficiary to look for a
new job. It is a means of making unemployment last rather than of making
it disappear. The disastrous financial implications of unemployment benefits
are manifest.

Arbitration is not an appropriate method for the settlement of disputes con-
cerning the height of wage rates. If the arbitrators’ award fixes wage rates ex-
actly at the potential market rate or below that rate, it is supererogatory. If it
fixes wage rates above the potential market rate, the consequences are the
same that any other mode of fixing minimum wage rates above the market
height brings about, viz., institutional unemployment. It does not matter to
what pretext the arbitrator resorts in order to justify his decision. What matters
is not whether wages are “fair” or “unfair” by some arbitrary standard, but
whether they do or do not bring about an excess of supply of labor over de-
mand for labor. It may seem fair to some people to fix wage rates at such a
height that a great part of the potential labor force is doomed to lasting un-
employment. But nobody can assert that it is expedient and beneficial to 
society.

If government spending for public works is financed by taxing the citizens
or borrowing from them, the citizens’ power to spend and invest is curtailed
to the same extent as that of the public treasury expands. No additional jobs
are created.

But if the government finances its spending program by inflation—
by an increase in the quantity of money and by credit expansion—it
causes a general cash-induced rise in the prices of all commodities
and services. If in the course of such an inflation the rise in wage
rates sufficiently lags behind the rise in the prices of commodities, in-
stitutional unemployment may shrink or disappear altogether. But what
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makes it shrink or disappear is precisely the fact that such an outcome is tan-
tamount to a drop in real wage rates. Lord Keynes considered credit expansion
an efficient method for the abolition of unemployment; he believed that
“gradual and automatic lowering of real wages as a result of rising prices”
would not be so strongly resisted by labor as any attempt to lower money wage
rates.16 However, the success of such a cunning plan would require an unlikely
degree of ignorance and stupidity on the part of the wage earners. As long as
workers believe that minimum wage rates benefit them, they will not let them-
selves be cheated by such clever tricks.

In practice all these devices of an alleged full employment policy finally
lead to the establishment of socialism of the German pattern. As the members
of an arbitration court whom the employers have appointed and those whom
the unions have appointed never agree with regard to the fairness of a definite
rate, the decision virtually devolves upon the members appointed by the gov-
ernment. The power to determine the height of wage rates is thus vested in the
government.

The more public works expand and the more the government undertakes
in order to fill the gap left by the alleged “private enterprise’s inability to pro-
vide jobs for all,” the more the realm of private enterprise shrinks. Thus we are
again faced with the alternative of capitalism or socialism. There cannot be
any question of a lasting policy of minimum wage rates.

The Catallactic Aspects of Labor Unionism

The only catallactic problem with regard to labor unions is the question of
whether or not it is possible to raise by pressure and compulsion the wage rates
of all those eager to earn wages above the height the unhampered market
would have determined.

In all countries the labor unions have actually acquired the privilege of
violent action. The governments have abandoned in their favor the essential
attribute of government, the exclusive power and right to resort to violent co-
ercion and compulsion. Of course, the laws which make it a criminal offense
for any citizen to resort—except in case of self-defense—to violent action have
not been formally repealed or amended. However, actually labor union vio-
lence is tolerated within broad limits. The labor unions are practically free to
prevent by force anybody from defying their orders concerning wage rates
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and other labor conditions. They are free to inflict with impunity bodily evils
upon strikebreakers and upon entrepreneurs and mandataries of entrepre-
neurs who employ strikebreakers. They are free to destroy property of such
employers and even to injure customers patronizing their shops. The author-
ities, with the approval of public opinion, condone such acts. The police do
not stop such offenders, the state attorneys do not arraign them, and no op-
portunity is offered to the penal courts to pass judgment on their actions. In
excessive cases, if the deeds of violence go too far, some lame and timid at-
tempts at repression and prevention are ventured. But as a rule they fail. Their
failure is sometimes due to bureaucratic inefficiency or to the insufficiency of
the means at the disposal of the authorities, but more often to the unwilling-
ness of the whole governmental apparatus to interfere successfully.17

Such has been the state of affairs for a long time in all nonsocialist coun-
tries. The economist in establishing these facts neither blames nor accuses. He
merely explains what conditions have given to the unions the power to enforce
their minimum wage rates and what the real meaning of the term collective
bargaining is.

As union advocates explain the term collective bargaining, it merely means
the substitution of a union’s bargaining for the individual bargaining of the in-
dividual workers. In the fully developed market economy bargaining con-
cerning those commodities and services of which homogeneous items are fre-
quently bought and sold in great quantities is not effected by the manner in
which nonfungible commodities and services are traded. The buyer or seller
of fungible consumers’ goods or of fungible services fixes a price tentatively
and adjusts it later according to the response his offer meets from those inter-
ested until he is in a position to buy or to sell as much as he plans. Technically
no other procedure is feasible. The department store cannot haggle with its
patrons. It fixes the price of an article and waits. If the public does not buy
sufficient quantities, it lowers the price. A factory that needs five hundred
welders fixes a wage rate which, as it expects, will enable it to hire five hun-
dred men. If only a minor number turns up, it is forced to allow a higher rate.
Every employer must raise the wages he offers up to the point at which no
competitor lures the workers away by overbidding. What makes the enforce-
ment of minimum wage rates futile is precisely the fact that with wages raised
above this point competitors do not turn up with a demand for labor big
enough to absorb the whole supply.

If the unions were really bargaining agencies, their collective bar-
gaining could not raise the height of wage rates above the point of
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the unhampered market. As long as there still are unemployed workers avail-
able, there is no reason for an employer to raise his offer. Real collective bar-
gaining would not differ catallactically from the individual bargaining. It
would, like individual bargaining, give a virtual voice to those job-seekers who
have not yet found the jobs they are looking for.

However, what is euphemistically called collective bargaining by union
leaders and “pro-labor” legislation is of a quite different character. It is bar-
gaining at the point of a gun. It is bargaining between an armed party, ready
to use its weapons, and an unarmed party under duress. It is not a market trans-
action. It is a dictate forced upon the employer. And its effects do not differ
from those of a government decree for the enforcement of which the police
power and the penal courts are used. It produces institutional unemployment.

The treatment of the problems involved by public opinion and the vast
number of pseudo-economic writings is utterly misleading. The issue is not
the right to form associations. It is whether or not any association of private cit-
izens should be granted the privilege of resorting with impunity to violent ac-
tion. It is the same problem that relates to the activities of the Ku Klux Klan.

Neither is it correct to look upon the matter from the point of view of a
“right to strike.” The problem is not the right to strike, but the right—by in-
timidation or violence—to force other people to strike, and the further right
to prevent anybody from working in a shop in which a union has called a
strike. When the unions invoke the right to strike in justification of such in-
timidation and deeds of violence, they are on no better ground than a religious
group would be in invoking the right of freedom of conscience as a
justification of persecuting dissenters.

When in the past the laws of some countries denied to employees the
right to form unions, they were guided by the idea that such unions have no
objective other than to resort to violent action and intimidation. When the
authorities in the past sometimes directed their armed forces to protect
the employers, their mandataries, and their property against the onslaught of
strikers, they were not guilty of acts hostile to “labor.” They simply did what
every government considers its main duty. They tried to preserve their exclu-
sive right to resort to violent action.

There is no need for economics to enter into an examination of the prob-
lems of jurisdictional strikes and of various laws, especially of the American
New Deal, which were admittedly loaded against the employers and assigned
a privileged position to the unions. There is only one point that matters. If a
government decree or labor union pressure and compulsion fix wage rates
above the height of the potential market rates, institutional unemployment
results.
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chapter 31

Currency and Credit Manipulation

1 The Government and the Currency

Media of exchange and money are market phenomena. What makes a thing a
medium of exchange or money is the conduct of parties to market transac-
tions. An occasion for dealing with monetary problems appears to the author-
ities in the same way in which they concern themselves with all other objects
exchanged, namely, when they are called upon to decide whether or not the
failure of one of the parties to an act of exchange to comply with his contrac-
tual obligations justifies compulsion on the part of the government apparatus
of violent oppression. If both parties discharge their mutual obligations in-
stantly and synchronously, as a rule no conflicts arise which would induce one
of the parties to apply to the judiciary. But if one or both parties’ obligations
are temporally deferred, it may happen that the courts are called to decide
how the terms of the contract are to be complied with. If payment of a sum of
money is involved, this implies the task of determining what meaning is to be
attached to the monetary terms used in the contract.

Thus it devolves upon the laws of the country and upon the courts to define
what the parties to the contract had in mind when speaking of a sum of money
and to establish how the obligation to pay such a sum is to be settled in ac-
cordance with the terms agreed upon. They have to determine what is and
what is not legal tender. In attending to this task the laws and the courts do not
create money. A thing becomes money only by virtue of the fact that those
exchanging commodities and services commonly use it as a medium of ex-
change. In the unhampered market economy the laws and the judges in
attributing legal tender quality to a certain thing merely establish what, ac-
cording to the usages of trade, was intended by the parties when they referred
in their deal to a definite kind of money. They interpret the customs of the
trade in the same way in which they proceed when called to determine what
is the meaning of any other terms used in contracts.

Mintage has long been a prerogative of the rulers of the country.
However, this government activity had originally no objective other
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than the stamping and certifying of weights and measures. The authority’s
stamp placed upon a piece of metal was supposed to certify its weight and fine-
ness. When later princes resorted to substituting baser and cheaper metals for
a part of the precious metals while retaining the customary face and name of
the coins, they did it furtively and in full awareness of the fact that they were
engaged in a fraudulent attempt to cheat the public. As soon as people found
out these artifices, the debased coins were dealt with at a discount as against
the old better ones. The governments reacted by resorting to compulsion and
coercion. They made it illegal to discriminate in trade and in the settlement
of deferred payments between “good” money and “bad” money and decreed
maximum prices in terms of “bad” money. However, the result obtained was
not that which the governments aimed at. Their decrees failed to stop the pro-
cess which adjusted commodity prices (in terms of the debased currency) to
the actual state of the money relation. Moreover, the effects appeared which
Gresham’s Law describes.

The history of government interference with currency is, however,
not merely a record of debasement practices and of abortive attempts
to avoid their inescapable catallactic consequences. There were gov-
ernments that did not look upon their mintage prerogative as a means
of cheating that part of the public who placed confidence in their
rulers’ integrity and who, out of ignorance, were ready to accept the
debased coins at their face value. These governments considered the
manufacturing of coins not as a source of surreptitious fiscal lucre but
as a public service designed to safeguard a smooth functioning of the
market. But even these governments—out of ignorance and dilettantism—
often resorted to measures which were tantamount to interference with
the price structure, although they were not deliberately planned as
such. As two precious metals were used side by side as money, au-
thorities naïvely believed that it was their task to unify the currency
system by decreeing a rigid exchange ratio between gold and silver.
The bimetallic system proved a complete failure. It did not bring
about bimetallism, but an alternating standard. That metal which,
compared with the instantaneous state of the fluctuating market ex-
change rate between gold and silver, was overvalued in the legally
fixed ratio, predominated in domestic circulation, while the other
metal disappeared. Finally the governments abandoned their vain at-
tempts and acquiesced in monometallism. The silver purchase policy
that the United States practiced for many decades was virtually no
longer a device of monetary policy. It was merely a scheme for rais-
ing the price of silver for the benefit of the owners of silver mines,
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their employees, and the states within the boundaries of which the mines
were located. It was a poorly disguised subsidy. Its monetary significance con-
sisted merely in the fact that it was financed by issuing additional dollar bills
whose legal tender quality does not differ essentially from that of the Federal
Reserve notes, although they bear the practically meaningless imprint “Silver
Certificate.”

Yet economic history also provides instances of well-designed and suc-
cessful monetary policies on the part of governments whose only intention
was to equip their countries with a smoothly working currency system.
Laissez-faire liberalism did not abolish the traditional government prerog-
ative of mintage. But in the hands of liberal governments the character of
this state monopoly was completely altered. The ideas which considered it
an instrument of interventionist policies were discarded. No longer was it
used for fiscal purposes or for favoring some groups of the people at the
expense of other groups. The government’s monetary activities aimed at
one objective only: to facilitate and to simplify the use of the medium of
exchange which the conduct of the people had made money. A nation’s
currency system, it was agreed, should be sound. The principle of sound-
ness meant that the standard coins—i.e., those to which unlimited legal
tender power was assigned by the laws—should be properly assayed and
stamped bars of bullion coined in such a way as to make the detection of
clipping, abrasion, and counterfeiting easy. To the government’s stamp no
function was attributed other than to certify the weight and the fineness
of the metal contained. Pieces worn by usage or in any other way reduced
in weight beyond the very narrow limits of tolerated allowance lost their
legal tender quality; the authorities themselves withdrew such pieces from
circulation and reminted them. For the receiver of an undefaced coin
there was no need to resort to the scales and to the acid test in order to
know its weight and content. On the other hand, individuals were entitled
to bring bullion to the mint and to have it transformed into standard coins
either free of charge or against payments of a seigniorage generally not
surpassing the actual expenses of the process. Thus the various national
currencies became genuine gold currencies. Stability in the exchange ra-
tio between the domestic legal tender and that of all other countries
which had adopted the same principles of sound money was brought
about. The international gold standard came into being without intergov-
ernmental treaties and institutions.

In many countries the emergence of the gold standard was effected
by the operation of Gresham’s Law. The role that government pol-
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icies played in this process in Great Britain consisted merely in ratifying the
results brought about by the operation of Gresham’s Law; it transformed a de

facto state of affairs into a legal state. In other countries governments deliber-
ately abandoned bimetallism just at the moment when the change in the mar-
ket ratio between gold and silver would have brought about a substitution of
a de facto silver currency for the then prevailing de facto gold currency. With
all these nations the formal adoption of the gold standard required no other
contribution on the part of the administration and the legislature than the
enactment of laws.

It was different in those countries which wanted to substitute the gold stan-
dard for a—de facto or de jure—silver or paper currency. When the German
Reich in the ’seventies of the nineteenth century wanted to adopt the gold
standard, the nation’s currency was silver. It could not realize its plan by sim-
ply imitating the procedure of those countries in which the enactment of the
gold standard was merely a ratification of the actual state of affairs. It had to re-
place the standard silver coins in the hands of the public with gold coins. This
was a time-absorbing and complicated financial operation involving vast gov-
ernment purchases of gold and sales of silver. Conditions were similar in those
countries which aimed at the substitution of gold for credit money or fiat
money.

It is important to realize these facts because they illustrate the difference
between conditions as they prevailed in the liberal age and those prevailing
today in the age of interventionism.

2 The Interventionist Aspect of Legal Tender Legislation

The simplest and oldest variety of monetary interventionism is debasement of
coins or diminution of their weight or size for the sake of debt abatement. The
authority assigns to the cheaper currency units the full legal tender power pre-
viously granted to the better units. All deferred payments can be legally dis-
charged by payment of the amount due in the meaner coins according to their
face value. Debtors are favored at the expense of creditors. But at the same time
future credit transactions are made more onerous for debtors. A tendency for
gross market rates of interest to rise ensues as the parties take into account the
chances for a repetition of such measures of debt abatement. While debt abate-
ment improves the conditions of those who were already indebted at the mo-
ment, it impairs the position of those eager or obliged to contract new debts.

The antitype of debt abatement—debt aggravation through mone-
tary measures—has also been practiced, though rarely. However, it
has never deliberately been planned as a device to favor the creditors
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at the expense of the debtors. Whenever it came to pass, it was the unin-
tentional effect of monetary changes considered as peremptory from other
points of view. In resorting to such monetary changes governments put up
with their effects upon deferred payments either because they considered
the measures unavoidable or because they assumed that creditors and
debtors, in determining the terms of the contract, had already foreseen
these changes and duly taken them into account. The best examples are
provided by British events after the Napoleonic wars and again after the
first World War. In both instances Great Britain some time after the end
of hostilities returned, by means of a deflationary policy, to the prewar
gold parity of the pound sterling. The idea of engineering the substitution
of the gold standard for the war-time credit-money standard by acquiesc-
ing in the change in the market exchange ratio between the pound and
gold, which had already taken place, and of adopting this ratio as the new
legal parity, was rejected. This second alternative was scorned as a kind of
national bankruptcy, as a partial repudiation of the public debt, and as a
malicious infringement upon the rights of all those whose claims had orig-
inated in the period preceding the suspension of the unconditional con-
vertibility of the banknotes of the Bank of England. People labored under
the delusion that the evils caused by inflation could be cured by a sub-
sequent deflation. Yet the return to the prewar gold parity could not
indemnify the creditors for the damage they had suffered as far as the
debtors had repaid their old debts during the period of money deprecia-
tion. Moreover, it was a boon to all those who had lent during this period
and a blow to all those who had borrowed. But the statesmen who were
responsible for the deflationary policy were not aware of the import of
their action. They failed to see consequences which were, even in their
eyes, undesirable, and if they had recognized them in time, they would
not have known how to avoid them. Their conduct of affairs really favored
the creditors at the expense of the debtors, especially the holders of the
government bonds at the expense of the taxpayers. In the ’twenties of the
nineteenth century it aggravated seriously the distress of British agriculture
and a hundred years later the plight of British export trade. Nonetheless,
it would be a mistake to call these two British monetary reforms the con-
summation of an interventionism intentionally aiming at debt aggravation.
Debt aggravation was merely the unintentional outcome of a policy aim-
ing at other ends.

Whenever debt abatement is resorted to, its authors protest that
the measure will never be repeated. They emphasize that extraordi-
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nary conditions which will never again present themselves have created an
emergency which makes indispensable recourse to noxious devices, abso-
lutely reprehensible under any other circumstances. Once and never again,
they declare. It is easy to conceive why the authors and supporters of debt
abatement are compelled to make such promises. If total or partial
nullification of the creditors’ claims becomes a regular policy, lending of
money will stop altogether. The stipulation of deferred payments depends on
the expectation that no such nullification will be decreed.

It is therefore not permissible to look upon debt abatement as a device of a
system of economic policies which could be considered as an alternative to
any other system of society’s permanent economic organization. It is by no
means a tool of constructive action. It is a bomb that destroys and can do noth-
ing but destroy. If it is applied only once, a reconstruction of the shattered
credit system is still possible. But if the blows are repeated, total destruction
results.

It is not correct to look upon inflation and deflation exclusively from the
point of view of their effects upon deferred payments. It has been shown that
cash-induced changes in purchasing power do not affect the prices of the var-
ious commodities and services at the same time and to the same extent, and
what role this unevenness plays in the market.1 But if one regards inflation and
deflation as means of rearranging the relations between creditors and debtors,
one cannot fail to realize that the ends sought by the government resorting to
them are attained only in a very imperfect degree and that, besides, conse-
quences appear which, from the government’s point of view, are highly unsat-
isfactory. As is the case with every other variety of government interference 
with the price structure, the results obtained not only are contrary to the inten-
tions of the government but produce a state of affairs which, in the opinion of
the government, is more undesirable than conditions on the unhampered
market.

As far as a government resorts to inflation in order to favor the debtors at the
expense of the creditors, it succeeds only with regard to those deferred pay-
ments which were stipulated before. Inflation does not make it cheaper to con-
tract new loans; it makes it, on the contrary, more expensive by the appearance
of a positive price premium. If inflation is pushed to its ultimate conse-
quences, it makes any stipulation of deferred payments in terms of the inflated
currency cease altogether.
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3 The Evolution of Modern Methods 
of Currency Manipulation

A metallic currency is not subject to government manipulation. Of course, the
government has the power to enact legal tender laws. But then the operation
of Gresham’s Law brings about results which may frustrate the aims sought by
the government. Seen from this point of view, a metallic standard appears as
an obstacle to all attempts to interfere with the market phenomena by mone-
tary policies.

In examining the evolution which gave governments the power to ma-
nipulate their national currency systems, we must begin by mentioning one
of the most serious shortcomings of the classical economists. Both Adam
Smith and David Ricardo looked upon the costs involved in the preserva-
tion of a metallic currency as a waste. As they saw it, the substitution of pa-
per money for metallic money would make it possible to employ capital
and labor, required for the production of the quantity of gold and silver
needed for monetary purposes, for the production of goods which could di-
rectly satisfy human wants. Starting from this assumption, Ricardo elabo-
rated his famous Proposals for an Economical and Secure Currency, first
published in 1816. Ricardo’s plan fell into oblivion. It was not until many
decades after his death that several countries adopted its basic principles
under the label gold exchange standard in order to reduce the alleged waste
involved in the operation of the gold standard nowadays decried as “classi-
cal” or “orthodox.”

Under the classical gold standard a part of the cash holdings of indi-
viduals consists in gold coins. Under the gold exchange standard the cash
holdings of individuals consist entirely in money-substitutes. These money-
substitutes are redeemable at the legal par in gold or foreign exchange of
countries under the gold standard or the gold exchange standard. But the
arrangement of monetary and banking institutions aims at preventing the
public from withdrawing gold from the Central Bank for domestic cash
holdings. The first objective of redemption is to secure the stability of foreign
exchange rates.

In dealing with problems of the gold exchange standard all economists—
including the author of this book—failed to realize the fact that it places in
the hands of governments the power to manipulate their nations’ currency
easily. Economists blithely assumed that no government of a civilized nation
would use the gold exchange standard intentionally as an instrument of
inflationary policy. Of course, one must not exaggerate the role that the gold
exchange standard played in the inflationary ventures of the last decades. The
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main factor was the proinflationary ideology. The gold exchange standard was
merely a convenient vehicle for the realization of the inflationary plans. Its ab-
sence did not hinder the adoption of inflationary measures. The United States
was in 1933 by and large still under the classical gold standard. This fact did
not stop the New Deal’s inflationism. The United States at one stroke—by
confiscating its citizens’ gold holdings—abolished the classical gold standard
and devalued the dollar against gold.

The new variety of the gold exchange standard as it developed in
the years between the first and the second World Wars may be called the
flexible gold exchange standard or, for the sake of simplicity, the flexible

standard. Under this system the Central Bank or the Foreign Exchange
Equalization Account (or whatever the name of the equivalent governmen-
tal institution may be) freely exchanges the money-substitutes which are
the country’s national legal tender either against gold or against foreign ex-
change, and vice versa. The ratio at which these exchange deals are trans-
acted is not invariably fixed, but subject to changes. The parity is flexible,
as people say. This flexibility, however, is almost always a downward flexi-
bility. The authorities used their power to lower the equivalence of the na-
tional currency in terms of gold and of those foreign currencies whose
equivalence against gold did not drop; they never ventured to raise it. If the
parity against another nation’s currency was raised, the change was only the
consummation of a drop that had occurred in that other currency’s equiva-
lence (in terms of gold or of other nations’ currencies which had remained
unchanged). Its aim was to bring the appraisal of this definite foreign cur-
rency into agreement with the appraisal of gold and the currencies of other
foreign nations.

If the downward jump of the parity is very conspicuous, it is called
a devaluation. If the alteration of the parity is not so great, editors of
financial reports describe it as a weakening in the international ap-
praisal of the currency concerned.2 In both cases it is usual to refer to
the event by declaring that the country concerned has “raised the price
of gold.”

The characterization of the flexible standard from the catallactic
point of view must not be confused with its description from the le-
gal point of view. The catallactic aspects of the issue are not affected
by the constitutional problems involved. It is immaterial whether the
power to alter the parity is vested in the legislative or in the admin-
istrative branch of the government. It is immaterial whether the au-
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thorization given to the administration is unlimited or, as was the case in
the United States under New Deal legislation, limited by a terminal point
beyond which the officers are not free to devalue further. What counts alone
for the economic treatment of the matter is that the principle of flexible par-
ities has been substituted for the principle of the rigid parity. Whatever the
constitutional state of affairs may be, no government could embark upon
“raising the price of gold” if public opinion were opposed to such a manip-
ulation. If, on the other hand, public opinion favors such a step, no legal
technicalities could check it altogether or even delay it for a short time.
What happened in Great Britain in 1931, in the United States in 1933, and in
France and Switzerland in 1936 clearly shows that the apparatus of represen-
tative government is able to work with the utmost speed if public opinion
endorses the so-called experts’ opinion concerning the expediency and ne-
cessity of a currency’s devaluation.

One of the main objectives of currency devaluation—whether large-scale
or small-scale—is, as will be shown in the next section, to rearrange foreign
trade conditions. These effects upon foreign trade make it impossible for a
small nation to take its own course in currency manipulation irrespective of
what those countries are doing with whom its trade relations are closest. Such
nations are forced to follow in the wake of a foreign country’s monetary poli-
cies. As far as monetary policy is concerned they voluntarily become satellites
of a foreign power. By keeping their own country’s currency rigidly at par
against the currency of a monetary “suzerain-country,” they follow all the al-
terations which the “suzerain” brings about in its own currency’s parity against
gold and the other nations’ currencies. They join a monetary bloc and inte-
grate their country into a monetary area. The most talked about bloc or area
is the sterling bloc or area.

The flexible standard must not be confused with conditions in those coun-
tries in which the government has merely proclaimed an official parity of its
domestic currency against gold and foreign exchange without making this par-
ity effective. The characteristic feature of the flexible standard is that any
amount of domestic money-substitutes can in fact be exchanged at the parity
chosen against gold or foreign exchange, and vice versa. At this parity the Cen-
tral Bank (or whatever the name of the government agency entrusted with the
task may be) buys and sells any amount of domestic currency and of foreign
currency of at least one of those countries which themselves are either under
the gold standard or under the flexible standard. The domestic banknotes are
really redeemable.

In the absence of this essential feature of the flexible standard,
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decrees proclaiming a definite parity have a quite different meaning and bring
about quite different effects.3

4 The Objectives of Currency Devaluation

The flexible standard is an instrument for the engineering of inflation. The
only reason for its acceptance was to make reiterated inflationary moves tech-
nically as simple as possible for the authorities.

In the boom period that ended in 1929 labor unions had succeeded in al-
most all countries in enforcing wage rates higher than those which the market,
if manipulated only by migration barriers, would have determined. These
wage rates already produced in many countries institutional unemployment of
a considerable amount while credit expansion was still going on at an accel-
erated pace. When finally the inescapable depression came and commodity
prices began to drop, the labor unions, firmly supported by the governments,
even by those disparaged as anti-labor, clung stubbornly to their high-wages
policy. They either flatly denied permission for any cut in nominal wage rates
or conceded only insufficient cuts. The result was a tremendous increase in in-
stitutional unemployment. (On the other hand, those workers who retained
their jobs improved their standard of living as their hourly real wages went up.)
The burden of unemployment doles became unbearable. The millions of un-
employed were a serious menace to domestic peace. The industrial countries
were haunted by the specter of revolution. But union leaders were intractable,
and no statesman had the courage to challenge them openly.

In this plight the frightened rulers bethought themselves of a makeshift long
since recommended by inflationist doctrinaires. As unions objected to an ad-
justment of wages to the state of the money relation and commodity prices,
they chose to adjust the money relation and commodity prices to the height of
wage rates. As they saw it, it was not wage rates that were too high; their own
nation’s monetary unit was overvalued in terms of gold and foreign exchange
and had to be readjusted. Devaluation was the panacea.

The objectives of devaluation were:
1. To preserve the height of nominal wage rates or even to create the con-

ditions required for their further increase, while real wage rates should
rather sink.

2. To make commodity prices, especially the prices of farm products, rise
in terms of domestic money or, at least, to check their further drop.

3. To favor the debtors at the expense of the creditors.
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4. To encourage exports and to reduce imports.
5. To attract more foreign tourists and to make it more expensive (in

terms of domestic money) for the country’s own citizens to visit foreign
countries.

However, neither the governments nor the literary champions of their
policy were frank enough to admit openly that one of the main purposes of
devaluation was a reduction in the height of real wage rates. They preferred
for the most part to describe the objective of devaluation as the removal of an
alleged “fundamental disequilibrium” between the domestic and the interna-
tional “level” of prices. They spoke of the necessity of lowering domestic costs
of production. But they were anxious not to mention that one of the two cost
items they expected to lower by devaluation was real wage rates, the other be-
ing interest stipulated on long-term business debts and the principal of such
debts.

It is impossible to take seriously the arguments advanced in favor of devalu-
ation. They were utterly confused and contradictory. For devaluation was not
a policy that originated from a cool weighing of the pros and cons. It was a ca-
pitulation of governments to union leaders who did not want to lose face by
admitting that their wage policy had failed and had produced institutional un-
employment on an unprecedented scale. It was a desperate makeshift of weak
and inept statesmen who were motivated by their wish to prolong their tenure
of office. In justifying their policy, these demagogues did not bother about
contradictions. They promised the processing industries and the farmers that
devaluation would make prices rise. But at the same time they promised the
consumers that rigid price control would prevent any increase in the cost of
living.

After all, the governments could still excuse their conduct by referring
to the fact that under the given state of public opinion, entirely under the
sway of the doctrinal fallacies of labor unionism, no other policy could be
resorted to. No such excuse can be advanced for those authors who hailed
the flexibility of foreign exchange rates as the perfect and most desirable
monetary system. While governments were still anxious to emphasize that
devaluation was an emergency measure not to be repeated again, these
authors proclaimed the flexible standard as the most appropriate monetary
system and were eager to demonstrate the alleged evils inherent in stabil-
ity of foreign exchange rates. In their blind zeal to please the governments
and the powerful pressure groups of unionized labor and farming, they
overstated tremendously the case of flexible parities. But the drawbacks
of standard flexibility became manifest very soon. The enthusiasm for
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devaluation vanished quickly. In the years of the second World War, hardly
more than a decade after the day when Great Britain had set the pattern for
the flexible standard, even Lord Keynes and his adepts discovered that stabil-
ity of foreign exchange rates has its merits. One of the avowed objectives of the
International Monetary Fund is to stabilize foreign exchange rates.

If one looks at devaluation not with the eyes of an apologist of government
and union policies, but with the eyes of an economist, one must first of all
stress the point that all its alleged blessings are temporary only. Moreover, they
depend on the condition that only one country devalues while the other coun-
tries abstain from devaluing their own currencies. If the other countries
devalue in the same proportion, no changes in foreign trade appear. If they
devalue to a greater extent, all these transitory blessings, whatever they may
be, favor them exclusively. A general acceptance of the principles of the
flexible standard must therefore result in a race between the nations to outbid
one another. At the end of this competition is the complete destruction of all
nations’ monetary systems.

The much talked about advantages which devaluation secures in foreign
trade and tourism, are entirely due to the fact that the adjustment of domestic
prices and wage rates to the state of affairs created by devaluation requires
some time. As long as this adjustment process is not yet completed, exporting
is encouraged and importing is discouraged. However, this merely means that
in this interval the citizens of the devaluating country are getting less for what
they are selling abroad and paying more for what they are buying abroad; con-
comitantly they must restrict their consumption. This effect may appear as a
boon in the opinion of those for whom the balance of trade is the yardstick of
a nation’s welfare. In plain language it is to be described in this way: The
British citizen must export more British goods in order to buy that quantity
of tea which he received before the devaluation for a smaller quantity of
exported British goods.

The devaluation, say its champions, reduces the burden of debts. This is
certainly true. It favors debtors at the expense of creditors. In the eyes of those
who still have not learned that under modern conditions the creditors must
not be identified with the rich nor the debtors with the poor, this is beneficial.
The actual effect is that the indebted owners of real estate and farm land and
the shareholders of indebted corporations reap gains at the expense of the ma-
jority of people whose savings are invested in bonds, debentures, savings-bank
deposits, and insurance policies.

currency and credit manipulation � 791

31-L3843  12/5/06  8:12 AM  Page 791



There are also foreign loans to be considered. When Great Britain, the
United States, France, Switzerland and some other European creditor coun-
tries devalued their currencies, they made a gift to their foreign debtors.

One of the main arguments advanced in favor of the flexible standard is that
it lowers the rate of interest on the domestic money market. Under the classi-
cal gold standard and the rigid gold exchange standard, it is said, a country
must adjust the domestic rate of interest to conditions on the international
money market. Under the flexible standard it is free to follow in the determi-
nation of interest rates a policy exclusively guided by considerations of its own
domestic welfare.

The argument is obviously untenable with regard to those countries in
which the total amount of debts to foreign countries exceeds the total
amount of loans granted to foreign countries. When in the course of the
nineteenth century some of these debtor nations adopted a sound money
policy, their firms and citizens could contract foreign debts in terms of their
national currency. This opportunity disappeared altogether with the change
in these countries’ monetary policies. No foreign banker would contract a
loan in Italian lire or try to float an issue of lire bonds. As far as foreign
credits are concerned, no change in a debtor country’s domestic currency
conditions can be of any avail. As far as domestic credits are concerned, de-
valuation abates only the already previously contracted debts. It enhances
the gross market rate of interest of new debts as it makes a positive price
premium appear.

This is valid also with regard to interest rate conditions in the creditor na-
tions. There is no need to add anything to the demonstration that interest is
not a monetary phenomenon and cannot in the long run be affected by mon-
etary measures.

It is true that the devaluations which were resorted to by various govern-
ments between 1931 and 1938 made real wage rates drop in some countries
and thus reduced the amount of institutional unemployment. The historian
in dealing with these devaluations may therefore say that they were a suc-
cess as they prevented a revolutionary upheaval of the daily increasing
masses of unemployed and as, under the prevailing ideological conditions,
no other means could be resorted to in this critical situation. But the his-
torian will no less have to add that the remedy did not affect the root causes
of institutional unemployment, the faulty tenets of labor unionism. Deval-
uation was a cunning device to elude the sway of the union doctrine. It
worked because it did not impair the prestige of unionism. But precisely
because it left the popularity of unionism untouched, it could work
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only for a short time. Union leaders learned to distinguish between nominal
wage rates and real wage rates. Today their policy aims at raising real wage
rates. They can no longer be cheated by a drop in the monetary unit’s pur-
chasing power. Devaluation has worn out its usefulness as a device for reduc-
ing institutional unemployment.

Cognizance of these facts provides a key for a correct appraisal of the role
which Lord Keynes’s doctrines played in the years between the first and sec-
ond World Wars. Keynes did not add any new idea to the body of inflationist
fallacies, a thousand times refuted by economists. His teachings were even
more contradictory and inconsistent than those of his predecessors who, like
Silvio Gesell, were dismissed as monetary cranks. He merely knew how to
cloak the plea for inflation and credit expansion in the sophisticated termi-
nology of mathematical economics. The interventionist writers were at a loss
to advance plausible arguments in favor of the policy of reckless spending;
they simply could not find a case against the economic theorem concerning
institutional unemployment. In this juncture they greeted the “Keynesian
Revolution” with the verses of Wordsworth: “Bliss was it in that dawn to be
alive, but to be young was very heaven.” 4 It was, however, a short-run heaven
only. We may admit that for the British and American governments in the
’thirties no way was left other than that of currency devaluation, inflation and
credit expansion, unbalanced budgets, and deficit spending. Governments
cannot free themselves from the pressure of public opinion. They cannot rebel
against the preponderance of generally accepted ideologies, however falla-
cious. But this does not excuse the officeholders who could resign rather than
carry out policies disastrous for the country. Still less does it excuse authors
who tried to provide a would-be scientific justification for the crudest of all
popular fallacies, viz., inflationism.

5 Credit Expansion

It has been pointed out that it would be an error to look upon credit
expansion exclusively as a mode of government interference with the
market. The fiduciary media did not come into existence as instru-
ments of government policies deliberately aiming at high prices and
high nominal wage rates, at lowering the market rate of interest and
at debt abatement. They evolved out of the regular business of bank-
ing. When the bankers, whose receipts for call money deposited were
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dealt with by the public as money-substitutes, began to lend a part of the funds
deposited with them, they had nothing else in view than their own business.
They considered it harmless not to keep the whole equivalent of the receipts
issued as a cash reserve in their vaults. They were confident that they would
always be in a position to comply with their obligations and, without delay,
redeem the notes issued even if they were to lend a part of the deposits.
Banknotes became fiduciary media within the operation of the unhampered
market economy. The begetter of credit expansion was the banker, not the
authority.

But today credit expansion is exclusively a government practice. As far as
private banks and bankers are instrumental in issuing fiduciary media, their
role is merely ancillary and concerns only technicalities. The governments
alone direct the course of affairs. They have attained full supremacy in all mat-
ters concerning the size of circulation credit. While the size of the credit ex-
pansion that private banks and bankers are able to engineer on an unham-
pered market is strictly limited, the governments aim at the greatest possible
amount of credit expansion. Credit expansion is the governments’ foremost
tool in their struggle against the market economy. In their hands it is the magic
wand designed to conjure away the scarcity of capital goods, to lower the rate
of interest or to abolish it altogether, to finance lavish government spending,
to expropriate the capitalists, to contrive everlasting booms, and to make every-
body prosperous.

The inescapable consequences of credit expansion are shown by the theory
of the trade cycle. Even those economists who still refuse to acknowledge the
correctness of the monetary or circulation credit theory of the cyclical fluctu-
ations of business have never dared to question the conclusiveness and
irrefutability of what this theory asserts with regard to the necessary effects of
credit expansion. These economists too must admit and do admit that the up-
swing is invariably conditioned by credit expansion, that it could not come
into being and continue without credit expansion, and that it turns into
depression when the further progress of credit expansion stops. Their expla-
nation of the trade cycle in fact boils down to the assertion that what first
generates the upswing is not credit expansion, but other factors. The credit
expansion which even in their opinion is an indispensable requisite of the
general boom, is, they say, not the outcome of a policy deliberately aiming
at low interest rates and at encouraging additional investment for which the
capital goods needed are lacking. It is something which, without active inter-
ference on the part of the authorities, in a miraculous way always appears
whenever these other factors begin their operation.
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It is obvious that these economists contradict themselves in opposing
plans to eliminate the fluctuations of business by abstention from credit
expansion. The supporters of the naïve inflationist view of history are
consistent when they infer from their—of course, utterly fallacious and
contradictory—tenets that credit expansion is the economic panacea. But
those who do not deny that credit expansion brings about the boom that is
the indispensable condition of the depression disagree with their own doc-
trine in fighting the proposals to curb credit expansion. Both the spokes-
men of the governments and the powerful pressure groups and the cham-
pions of the dogmatic “unorthodoxy” that dominates the university
departments of economics agree that one should try to avert the recurrence
of depressions and that the realization of this end requires the prevention
of booms. They cannot advance tenable arguments against the proposals to
abstain from policies encouraging credit expansion. But they stubbornly
refuse to listen to any such idea. They passionately disparage the plans to
prevent credit expansion as devices which would perpetuate depressions.
Their attitude clearly demonstrates the correctness of the statement that the
trade cycle is the product of policies intentionally aimed at lowering the
rate of interest and engendering artificial booms.

It is a fact that today measures aimed at lowering the rate of interest are
generally considered highly desirable and that credit expansion is viewed
as the efficacious means for the attainment of this end. It is this prepos-
session that impels all governments to fight the gold standard. All political
parties and all pressure groups are firmly committed to an easy money
policy.5

The objective of credit expansion is to favor the interests of some groups
of the population at the expense of others. This is, of course, the best that
interventionism can attain when it does not hurt the interests of all groups.
But while making the whole community poorer, it may still enrich some
strata. Which groups belong to the latter class depends on the special data
of each case.

The idea which generated what is called qualitative credit control
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is to channel the additional credit in such a way as to concentrate the alleged
blessings of credit expansion upon certain groups and to withhold them from
other groups. The credits should not go to the stock exchange, it is argued, and
should not make stock prices soar. They should rather benefit the “legitimate
productive activity” of the processing industries, of mining, of “legitimate
commerce,” and, first of all, of farming. Other advocates of qualitative credit
control want to prevent the additional credits from being used for investment
in fixed capital and thus immobilized. They are to be used, instead, for the
production of liquid goods. According to these plans the authorities give the
banks concrete directions concerning the types of loans they should grant or
are forbidden to grant.

However, all such schemes are vain. Discrimination in lending is no
substitute for checks placed on credit expansion, the only means that could
really prevent a rise in stock exchange quotations and an expansion of
investment in fixed capital. The mode in which the additional amount of
credit finds its way into the loan market is only of secondary importance.
What matters is that there is an inflow of newly created credit. If the banks
grant more credits to the farmers, the farmers are in a position to repay
loans received from other sources and to pay cash for their purchases. If
they grant more credits to business as circulating capital, they free funds
which were previously tied up for this use. In any case they create an abun-
dance of disposable money for which its owners try to find the most
profitable investment. Very promptly these funds find outlets in the stock
exchange or in fixed investment. The notion that it is possible to pursue a
credit expansion without making stock prices rise and fixed investment ex-
pand is absurd.6

The typical course of events under credit expansion was until a few de-
cades ago determined by two facts: that it was credit expansion under
the gold standard, and that it was not the outcome of concerted action on
the part of the various national governments and the central banks whose
conduct these governments directed. The first of these facts meant that
governments were not prepared to abandon the convertibility of their
country’s banknotes according to the rigidly fixed parity. The second fact
resulted in a lack of quantitative uniformity in the size of credit expan-
sion. Some countries got ahead of other countries and their banks were
faced with the danger of a serious external drain upon their reserves in
gold and foreign exchange. In order to preserve their own solvency, these
banks were forced to take recourse to drastic credit restriction. Thus they
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created the panic and inaugurated the depression on the domestic market.
The panic very soon spread to other countries. Businessmen in these other
countries became frightened and increased their borrowing in order to
strengthen their liquid funds for all possible contingencies. It was precisely
this increased demand for new credits which impelled the monetary authori-
ties of their own countries, already alarmed by the crisis in the first country,
also to resort to contraction. Thus within a few days or weeks the depression
became an international phenomenon.

The policy of devaluation has to some extent altered this typical se-
quence of events. Menaced by an external drain, the monetary authorities
do not always resort to credit restriction and to raising the rate of interest
charged by the central banking system. They devalue. Yet devaluation
does not solve the problem. If the government does not care how far
foreign exchange rates may rise, it can for some time continue to cling
to credit expansion. But one day the crack-up boom will annihilate its
monetary system. On the other hand, if the authority wants to avoid the
necessity of devaluing again and again at an accelerated pace, it must
arrange its domestic credit policy in such a way as not to outrun in credit
expansion the other countries against which it wants to keep its domestic
currency at par.

Many economists take it for granted that the attempts of the authorities
to expand credit will always bring about the same almost regular alterna-
tion between periods of booming trade and of subsequent depression.
They assume that the effects of credit expansion will in the future not dif-
fer from those that have been observed since the end of the eighteenth
century in Great Britain and since the middle of the nineteenth century
in Western and Central Europe and in North America. But we may won-
der whether conditions have not changed. The teachings of the monetary
theory of the trade cycle are today so well known even outside of the
circle of economists, that the naïve optimism which inspired the entre-
preneurs in the boom periods of the past has given way to a certain
skepticism. It may be that businessmen will in the future react to credit
expansion in a manner other than they have in the past. It may be that
they will avoid using for an expansion of their operations the easy money
available because they will keep in mind the inevitable end of the boom.
Some signs forebode such a change. But it is too early to make a definite
statement.

In another direction the monetary theory of the trade cycle has
certainly affected the course of events. Although no official—
whether he works in the bureaus of a government’s financial serv-
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ices or of a central bank, or whether he teaches at a neo-orthodox university—
is prepared to admit it, public opinion by and large no longer denies the two
main theses of the circulation credit theory: viz., that the cause of the depres-
sion is the preceding boom and that this boom is engendered by credit ex-
pansion. The awareness of these facts alarms the financial press as soon as the
first signs of the boom appear. Then even the authorities begin to talk about
the necessity of preventing a further rise in prices and profits, and they really
begin to restrict credit. The boom comes to an early end; a recession starts.
The result has been that in the last decade the length of the cycle was consid-
erably cut down. There was still an alternation of boom and slump, but the
phases lasted a shorter time and succeeded one another more frequently. This
is a far cry from the “classical” period of the ten and a half years of William
Stanley Jevon’s crop cycle. And, most important, as the boom comes to an ear-
lier end, the amount of malinvestment is smaller and in consequence the fol-
lowing depression is milder too.

The Chimera of Contracyclical Policies

An essential element of the “unorthodox” doctrines, advanced both by all so-
cialists and by all interventionists, is that the recurrence of depressions is a
phenomenon inherent in the very operation of the market economy. But
while the socialists contend that only the substitution of socialism for capital-
ism can eradicate the evil, the interventionists ascribe to the government the
power to correct the operation of the market economy in such a way as to bring
about what they call “economic stability.” These interventionists would be
right if their antidepression plans were to aim at a radical abandonment of
credit expansion policies. However, they reject this idea in advance. What
they want is to expand credit more and more and to prevent depressions by the
adoption of special “contracyclical” measures.

In the context of these plans the government appears as a deity that stands
and works outside the orbit of human affairs, that is independent of the actions
of its subjects, and has the power to interfere with these actions from without.
It has at its disposal means and funds that are not provided by the people and
can be freely used for whatever purposes the rulers are prepared to employ
them for. What is needed to make the most beneficent use of this power is
merely to follow the advice given by the experts.

The most advertised among these suggested remedies is contra-
cyclical timing of public works and expenditure on public enterprises.
The idea is not so new as its champions would have us believe. When
depression came in the past, public opinion always asked the government
to embark upon public works in order to create jobs and to
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stop the drop in prices. But the problem is how to finance these public
works. If the government taxes the citizens or borrows from them, it does not
add anything to what the Keynesians call the aggregate amount of spending. It
restricts the private citizen’s power to consume or to invest to the same extent
that it increases its own. If, however, the government resorts to the cherished
inflationary methods of financing, it makes things worse, not better. It may
thus delay for a short time the outbreak of the slump. But when the unavoid-
able payoff does come, the crisis is the heavier the longer the government has
postponed it.

The interventionist experts are at a loss to grasp the real problems involved.
As they see it, the main thing is “to plan public capital expenditure well in ad-
vance and to accumulate a shelf of fully worked out capital projects which can
be put into operation at short notice.” This, they say, “is the right policy and
one which we recommend all countries should adopt.” 7 However, the prob-
lem is not to elaborate projects, but to provide the material means for their ex-
ecution. The interventionists believe that this could be easily achieved by
holding back government expenditure in the boom and increasing it when the
depression comes.

Now, restriction of government expenditure may certainly be a good thing.
But it does not provide the funds a government needs for a later expansion of
its expenditure. An individual may conduct his affairs in this way. He may
accumulate savings when his income is high and spend them later when his
income drops. But it is different with a nation or all nations together. The
treasury may hoard a considerable part of the lavish revenue from taxes which
flows into the public exchequer as a result of the boom. As far and as long as
it withholds these funds from circulation, its policy is really deflationary and
contracyclical and may to this extent weaken the boom created by credit
expansion. But when these funds are spent again, they alter the money rela-
tion and create a cash-induced tendency toward a drop in the monetary unit’s
purchasing power. By no means can these funds provide the capital goods
required for the execution of the shelved public works.

The fundamental error of these projects consists in the fact that they ignore
the shortage of capital goods. In their eyes the depression is merely caused by
a mysterious lack of the people’s propensity both to consume and to invest.
While the only real problem is to produce more and to consume less in order
to increase the stock of capital goods available, the interventionists want to in-
crease both consumption and investment. They want the government to em-
bark upon projects which are unprofitable precisely because the factors of pro-
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duction needed for their execution must be withdrawn from other lines of em-
ployment in which they would fulfill wants the satisfaction of which the con-
sumers consider more urgent. They do not realize that such public works must
considerably intensify the real evil, the shortage of capital goods.

One could, of course, think of another mode for the employment of the sav-
ings the government makes in the boom period. The treasury could invest its
surplus in buying large stocks of all those materials which it will later, when
the depression comes, need for the execution of the public works planned and
of the consumers’ goods which those occupied in these public works will ask
for. But if the authorities were to act in this way, they would considerably in-
tensify the boom, accelerate the outbreak of the crisis, and make its conse-
quences more serious.8

All this talk about contracyclical government activities aims at one goal
only, namely, to divert the public’s attention from cognizance of the real cause
of the cyclical fluctuations of business. All governments are firmly committed
to the policy of low interest rates, credit expansion, and inflation. When the
unavoidable aftermath of these short-term policies appears, they know only of
one remedy—to go on in inflationary ventures.

6 Foreign Exchange Control and 
Bilateral Exchange Agreements

If a government fixes the parity of its domestic credit or fiat money against gold
or foreign exchange at a higher point than the market—that is, if it fixes max-
imum prices for gold and foreign exchange below the potential market
price—the effects appear which Gresham’s Law describes. A state of affairs re-
sults which—very inadequately—is called a scarcity of foreign exchange.

It is the characteristic mark of an economic good that the supply
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available is not so plentiful as to make any intended utilization of it possible.
An object that is not in short supply is not an economic good; no prices are
asked or paid for it. As money must necessarily be an economic good, the no-
tion of a money that would not be scarce is absurd. What those governments
who complain about a scarcity of foreign exchange have in mind is, however,
something different. It is the unavoidable outcome of their policy of price
fixing. It means that at the price arbitrarily fixed by the government demand
exceeds supply. If the government, having by means of inflation reduced the
purchasing power of the domestic monetary unit against gold, foreign ex-
change, and commodities and services, abstains from any attempt at con-
trolling foreign exchange rates, there cannot be any question of a scarcity
in the sense in which the government uses this term. He who is ready to pay
the market price would be in a position to buy as much foreign exchange as
he wants.

But the government is resolved not to tolerate any rise in foreign exchange
rates (in terms of the inflated domestic currency). Relying upon its magistrates
and constables, it prohibits any dealings in foreign exchange on terms differ-
ent from the ordained maximum price.

As the government and its satellites see it, the rise in foreign exchange
rates was caused by an unfavorable balance of payments and by the pur-
chases of speculators. In order to remove the evil, the government resorts to
measures restricting the demand for foreign exchange. Only those people
should henceforth have the right to buy foreign exchange who need it for
transactions of which the government approves. Commodities the importa-
tion of which is superfluous in the opinion of the government should no
longer be imported. Payment of interest and principal on debts due to for-
eigners is prohibited. Citizens must no longer travel abroad. The govern-
ment does not realize that such measures can never “improve” the balance
of payments. If imports drop, exports drop concomitantly. The citizens who
are prevented from buying foreign goods, from paying back foreign debts,
and from traveling abroad will not keep the amount of domestic money
thus left to them in their cash holdings. They will increase their buying ei-
ther of consumers’ or of producers’ goods and thus bring about a further
tendency for domestic prices to rise. But the more prices rise, the more will
exports be checked.

Now the government goes a step further. It nationalizes foreign
exchange transactions. Every citizen who acquires—through export-
ing, for example—an amount of foreign exchange, is bound to sell
it at the official rate to the office of foreign exchange control. If
this provision, which is tantamount to an export duty, were to be
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effectively enforced, export trade would shrink greatly or cease altogether.
The government certainly does not like this result. But neither does it
want to admit that its interference has utterly failed to achieve the ends
sought and has produced a state of affairs which is, from the government’s
own point of view, much worse even than the previous state of affairs. So
the government resorts to a makeshift. It subsidizes the export trade to such
an extent that the losses which its policy inflicts upon the exporters are
compensated.

On the other hand, the government bureau of foreign exchange control,
stubbornly clinging to the fiction that foreign exchange rates have not “really”
risen and that the official rate is an effective rate, sells foreign exchange to im-
porters at this official rate. If this policy were to be really followed, it would be
equivalent to paying bonuses to the merchants concerned. They would reap
windfall profits in selling the imported commodity on the domestic market.
Thus the authority resorts to further makeshifts. It either raises import duties
or levies special taxes on the importers or burdens their purchases of foreign
exchange in some other way.

Then, of course, foreign exchange control works. But it works only because
it virtually acknowledges the market rate of foreign exchange. The exporter
gets for his proceeds in foreign exchange the official rate plus the subsidy,
which together equal the market rate. The importer pays for foreign exchange
the official rate plus a special premium, tax, or duty, which together equal the
market rate. The only people who are too dull to grasp what is really going on
and let themselves be fooled by the bureaucratic terminology, are the authors
of books and articles on new methods of monetary management and on new
monetary experience.

The monopolization of buying and selling of foreign exchange by the gov-
ernment vests the control of foreign trade in the authorities. It does not affect
the determination of foreign exchange rates. It does not matter whether or not
the government makes it illegal for the press to publish the real and effective
rates of foreign exchange. As far as foreign trade is still carried on, only these
real and effective rates are in force.

In order to conceal better the true state of affairs, governments are
intent upon eliminating all reference to the real foreign exchange
rate. Foreign trade, they think, should no longer be transacted by the
intermediary of money. It should be barter. They enter into barter
and clearing agreements with foreign governments. Each of the two
contracting countries should sell to the other country a quantity of
goods and services and receive in exchange a quantity of other goods
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and services. In the text of these treaties any reference to the real market rates
of foreign exchange is carefully avoided. However, both parties calculate their
sales and their purchases in terms of the world market prices expressed in gold.
These clearing and barter agreements substitute bilateral trade between two
countries for the triangular or multilateral trade of the liberal age. But they in
no way affect the fact that a country’s national currency has lost a part of its
purchasing power against gold, foreign exchange, and commodities.

As a policy of foreign trade nationalization, foreign exchange control is a
step on the way toward a substitution of socialism for the market economy.
From any other point of view it is abortive. It can certainly neither in the short
run nor in the long run affect the determination of the rate of foreign ex-
change.

currency and credit manipulation � 803

31-L3843  12/5/06  8:12 AM  Page 803



chapter 32

Confiscation and Redistribution

1 The Philosophy of Confiscation

Interventionism is guided by the idea that interfering with property rights does
not affect the size of production. The most naïve manifestation of this fallacy
is presented by confiscatory interventionism. The yield of production activi-
ties is considered a given magnitude independent of the merely accidental
arrangements of society’s social order. The task of the government is seen as
the “fair” distribution of this national income among the various members of
society.

The interventionists and the socialists contend that all commodities are
turned out by a social process of production. When this process comes to an
end and its fruits ripen, a second social process, that of distribution of the yield,
follows and allots a share to each. The characteristic feature of the capitalist
order is that the shares allotted are unequal. Some people—the entrepre-
neurs, the capitalists, and the landowners—appropriate to themselves more
than they should. Accordingly, the portions of other people are curtailed. Gov-
ernment should by rights expropriate the surplus of the privileged and distrib-
ute it among the underprivileged.

Now in the market economy this alleged dualism of two independent pro-
cesses, that of production and that of distribution, does not exist. There is only
one process going on. Goods are not first produced and then distributed. There
is no such thing as an appropriation of portions out of a stock of ownerless goods.
The products come into existence as somebody’s property. If one wants to dis-
tribute them, one must first confiscate them. It is certainly very easy for the gov-
ernmental apparatus of compulsion and coercion to embark upon confiscation
and expropriation. But this does not prove that a durable system of economic af-
fairs can be built upon such confiscation and expropriation.

When the Vikings turned their backs upon a community of au-
tarkic peasants whom they had plundered, the surviving victims be-
gan to work, to till the soil, and to build again. When the pirates
returned after some years, they again found things to seize. But
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capitalism cannot stand such reiterated predatory raids. Its capital accumula-
tion and investments are founded upon the expectation that no such expro-
priation will occur. If this expectation is absent, people will prefer to consume
their capital instead of safeguarding it for the expropriators. This is the inher-
ent error of all plans that aim at combining private ownership and reiterated
expropriation.

2 Land Reform

The social reformers of older days aimed at the establishment of a community
of autarkic farmers only. The shares of land allotted to each member were to
be equal. In the imagination of these utopians there is no room for division of
labor and specialization in processing trades. It is a serious mistake to call such
a social order agrarian socialism. It is merely a juxtaposition of economically
self-sufficient households.

In the market economy the soil is a means of production like any other ma-
terial factor of production. Plans aiming at a more or less equal distribution of
the soil among the farming population are, under the conditions of the market
economy, merely plans for granting privileges to a group of less efficient pro-
ducers at the expense of the immense majority of consumers. The operation
of the market tends to eliminate all those farmers whose cost of production is
higher than the marginal costs needed for the production of that amount of
farm products the consumers are ready to buy. It determines the size of the
farms as well as the methods of production applied. If the government inter-
feres in order to make a different arrangement of the conditions of farming pre-
vail, it raises the average price of farm products. If under competitive condi-
tions m farmers, each of them operating a 1,000-acre farm, produce all those
farm products the consumers are ready to acquire, and the government inter-
feres in order to substitute 5 m farmers, each of them operating a 200-acre farm,
for m, the previous numbers of farmers, the consumers foot the bill.

It is vain to justify such land reforms by referring to natural law and other
metaphysical ideas. The simple truth is that they enhance the price of agri-
cultural products and that they also impair nonagricultural production. As
more manpower is needed to turn out a unit of farm produce, more people are
employed in farming and less are left for the processing industries. The total
amount of commodities available for consumption drops and a certain group
of people is favored at the expense of the majority.
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3 Confiscatory Taxation

Today the main instrument of confiscatory interventionism is taxation. It does
not matter whether the objective of estate and income taxation is the allegedly
social motive of equalizing wealth and income or whether the primary motive
is that of revenue. What alone counts is the resulting effect.

The average man looks at the problems involved with unveiled envy. Why
should anybody be richer than he himself is? The lofty moralist conceals his
resentment in philosophical disquisitions. He argues that a man who owns ten
millions cannot be made happier by an increment of ninety millions more.
Inversely, a man who owns a hundred millions does not feel any impairment
of happiness if his wealth is reduced to a bare ten millions only. The same
reasoning holds good for excessive incomes.

To judge in this way means to judge from an individualistic point of view.
The yardstick applied is the supposed sentiments of individuals. Yet the prob-
lems involved are social problems; they must be appraised with regard to their
social consequences. What matters is neither the happiness of any Croesus nor
his personal merits or demerits; it is society and the productivity of human
effort.

A law that prohibits any individual from accumulating more than ten mil-
lions or from making more than one million a year restricts the activities of
precisely those entrepreneurs who are most successful in filling the wants of
consumers. If such a law had been enacted in the United States fifty years ago,
many who are multimillionaires today would live in more modest circum-
stances. But all those new branches of industry which supply the masses with
articles unheard of before would operate, if at all, on a much smaller scale,
and their products would be beyond the reach of the common man. It is man-
ifestly contrary to the interest of the consumers to prevent the most efficient
entrepreneurs from expanding the sphere of their activities up to the limit to
which the public approves of their conduct of business by buying their prod-
ucts. Here again the issue is who should be supreme, the consumers or the
government? In the unhampered market the behavior of consumers, their
buying or abstention from buying, ultimately determines each individual’s in-
come and wealth. Should one vest in the government the power to overrule
the consumers’ choices?

The incorrigible statolatrist objects. In his opinion what motivates
the activities of the great entrepreneur is not the lust for wealth, but
the lust for power. Such a “royal merchant” would not restrict his
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activities if he had to deliver all the surplus earned to the tax collector.
His lust for power cannot be weakened by any considerations of mere
moneymaking. Let us, for the sake of argument, accept this psychology.
But on what else is the power of a businessman founded than on his
wealth? How would Rockefeller and Ford have been in a position to ac-
quire “power” if they had been prevented from acquiring wealth? After all,
those statolatrists are on comparatively better grounds who want to pro-
hibit the accumulation of wealth precisely because it gives a man eco-
nomic power.1

Taxes are necessary. But the system of discriminatory taxation universally
accepted under the misleading name of progressive taxation of income and
inheritance is not a mode of taxation. It is rather a mode of disguised ex-
propriation of the successful capitalists and entrepreneurs. Whatever the
governments’ satellites may advance in its favor, it is incompatible with the
preservation of the market economy. It can at best be considered a means
of bringing about socialism. Looking backward on the evolution of income
tax rates from the beginning of the Federal income tax in 1913 until the
present day, one can hardly believe that the tax will not soon absorb 100 per
cent of all the surplus above the average height of the common man’s
wages.

Economics is not concerned with the spurious metaphysical doctrines
advanced in favor of tax progression, but with its repercussions on the op-
eration of the market economy. The interventionist authors and politicians
look at the problems involved from the angle of their arbitrary notions of
what is “socially desirable.” As they see it, “the purpose of taxation is never
to raise money,” since the government “can raise all the money it needs by
printing it.” The true purpose of taxation is “to leave less in the hands of
the taxpayer.” 2

Economists approach the issue from a different angle. They ask
first: what are the effects of confiscatory taxation on capital accumula-
tion? The greater part of that portion of the higher incomes which is
taxed away would have been used for the accumulation of additional
capital. If the treasury employs the proceeds for current expenditure,
the result is a drop in the amount of capital accumulation. The same
is valid, even to a greater extent, for death taxes. They force the heirs
to sell a considerable part of the testator’s estate. This capital
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is, of course, not destroyed; it merely changes ownership. But the savings of the
purchasers, which are spent for the acquisition of the capital sold by the heirs,
would have constituted a net increment in capital available. Thus the accu-
mulation of new capital is slowed down. The realization of technological im-
provement is impaired; the quota of capital invested per worker employed is
reduced; a check is placed upon the rise in the marginal productivity of labor
and upon the concomitant rise in real wage rates. It is obvious that the popu-
lar belief that this mode of confiscatory taxation harms only the immediate vic-
tims, the rich, is false.

If capitalists are faced with the likelihood that the income tax or the estate
tax will rise to 100 per cent, they will prefer to consume their capital funds
rather than to preserve them for the tax collector.

Confiscatory taxation results in checking economic progress and improve-
ment not only by its effect upon capital accumulation. It brings about a gen-
eral trend toward stagnation and the preservation of business practices which
could not last under the competitive conditions of the unhampered market
economy.

It is an inherent feature of capitalism that it is no respecter of vested inter-
ests and forces every capitalist and entrepreneur to adjust his conduct of busi-
ness anew each day to the changing structure of the market. Capitalists and en-
trepreneurs are never free to relax. As long as they remain in business they are
never granted the privilege of quietly enjoying the fruits of their ancestors’ and
their own achievements and of lapsing into a routine. If they forget that their
task is to serve the consumers to the best of their abilities, they will very soon
forfeit their eminent position and will be thrown back into the ranks of the
common man. Their leadership and their funds are continually challenged by
newcomers.

Every ingenious man is free to start new business projects. He may be
poor, his funds may be modest and most of them may be borrowed. But if
he fills the wants of consumers in the best and cheapest way, he will suc-
ceed by means of “excessive” profits. He ploughs back the greater part of
his profits into his business, thus making it grow rapidly. It is the activity of
such enterprising parvenus that provides the market economy with its dy-
namism. These nouveaux riches are the harbingers of economic improve-
ment. Their threatening competition forces the old firms and big corpora-
tions either to adjust their conduct to the best possible service of the public
or to go out of business.

But today taxes often absorb the greater part of the newcomer’s
“excessive” profits. He cannot accumulate capital; he cannot expand
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his own business; he will never become big business and a match for the vested
interests. The old firms do not need to fear his competition; they are sheltered
by the tax collector. They may with impunity indulge in routine, they may
defy the wishes of the public and become conservative. It is true, the income
tax prevents them, too, from accumulating new capital. But what is more im-
portant for them is that it prevents the dangerous newcomer from accumulat-
ing any capital. They are virtually privileged by the tax system. In this sense
progressive taxation checks economic progress and makes for rigidity. While
under unhampered capitalism the ownership of capital is a liability forcing
the owner to serve the consumers, modern methods of taxation transform it
into a privilege.

The interventionists complain that big business is getting rigid and bureau-
cratic and that it is no longer possible for competent newcomers to challenge
the vested interests of the old rich families. However, as far as their complaints
are justified, they complain about things which are merely the result of their
own policies.

Profits are the driving force of the market economy. The greater the profits,
the better the needs of the consumers are supplied. For profits can only be
reaped by removing discrepancies between the demands of the consumers
and the previous state of production activities. He who serves the public best,
makes the highest profits. In fighting profits governments deliberately sabo-
tage the operation of the market economy.

Confiscatory Taxation and Risk-Taking

A popular fallacy considers entrepreneurial profit a reward for risk-
taking. It looks upon the entrepreneur as a gambler who invests in a lottery af-
ter having weighed the favorable chances of winning a prize against the unfa-
vorable chances of losing his stake. This opinion manifests itself most clearly
in the description of stock-exchange transactions as a sort of gambling. From
the point of view of this widespread fable, the evil caused by confiscatory tax-
ation is that it disarranges the ratio between the favorable and the unfavorable
chances in the lottery. The prizes are cut down, while the unfavorable hazards
remain unchanged. Thus capitalists and entrepreneurs are discouraged from
embarking upon risky ventures.

Every word in this reasoning is false. The owner of capital does
not choose between more risky, less risky, and safe investments. He
is forced, by the very operation of the market economy, to invest his
funds in such a way as to supply the most urgent needs of the con-
sumers to the best possible extent. If the methods of taxation resorted
to by the government bring about capital consumption or restrict the
accumulation of new capital, the capital required for marginal em-
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ployments is lacking and an expansion of investment which would have been
effected in the absence of these taxes is prevented. The wants of the consumers
are satisfied to a lesser extent only. But this outcome is not caused by a reluc-
tance of capitalists to take risks; it is caused by a drop in capital supply.

There is no such thing as a safe investment. If capitalists were to behave in
the way the risk fable describes and were to strive after what they consider to
be the safest investment, their conduct would render this line of investment
unsafe and they would certainly lose their input. For the capitalist there is no
means of evading the law of the market that makes it imperative for the in-
vestor to comply with the wishes of the consumers and to produce all that can
be produced under the given state of capital supply, technological knowledge,
and the valuations of the consumers. A capitalist never chooses that invest-
ment in which, according to his understanding of the future, the danger of los-
ing his input is smallest. He chooses that investment in which he expects to
make the highest possible profit.

Those capitalists who are aware of their own lack of ability to judge correctly
for themselves the trend of the market do not invest in equity capital, but lend
their funds to the owners of such venture capital. They thus enter into a sort
of partnership with those on whose better ability to appraise the conditions of
the market they rely. It is customary to call venture capital risk capital. How-
ever, as has been pointed out, the success or failure of the investment in pre-
ferred stock, bonds, debentures, mortgages, and other loans depends ulti-
mately also on the same factors that determine success or failure of the venture
capital invested.3 There is no such thing as independence of the vicissitudes
of the market.

If taxation were to strengthen the supply of loan capital at the expense of the
supply of venture capital, it would make the gross market rate of interest drop
and at the same time, by increasing the share of borrowed capital as against the
share of equity capital in the capital structure of the firms and corporations,
render the investment in loans more uncertain. The process would therefore
be self-liquidating.

The fact that a capitalist as a rule does not concentrate his investments, both
in common stock and in loans, in one enterprise or one branch of business,
but prefers to spread out his funds among various classes of investment, does
not suggest that he wants to reduce his “gambling risk.” He wants to improve
his chances of earning profits.

Nobody embarks upon any investment if he does not expect to make a good
investment. Nobody deliberately chooses a malinvestment. It is only the emer-
gence of conditions not properly anticipated by the investor that turns an in-
vestment into a malinvestment.
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As has been pointed out, there cannot be such a thing as noninvested
capital.4 The capitalist is not free to choose between investment and nonin-
vestment. Neither is he free to deviate in the choice of his investments in cap-
ital goods from the lines determined by the most urgent among the still-
unsatisfied wants of the consumers. He must try to anticipate these future
wants correctly. Taxes may reduce the amount of capital goods available by
bringing about consumption of capital. But they do not restrict the employ-
ment of all capital goods available.5

With an excessive height of the income and estate tax rates for the very rich,
a capitalist may consider it the most advisable thing to keep all his funds in
cash or in bank balances not bearing any interest. He consumes part of his cap-
ital, pays no income tax and reduces the inheritance tax which his heirs will
have to pay. But even if people really behave this way, their conduct does not
affect the employment of the capital available. It affects prices. But no capital
good remains uninvested on account of it. And the operation of the market
pushes investment into those lines in which it is expected to satisfy the most
urgent not yet satisfied demand of the buying public.
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chapter 33

Syndicalism and Corporativism

1 The Syndicalist Idea

The term syndicalism is used to signify two entirely different things.
Syndicalism, as used by the partisans of Georges Sorel, means special revo-

lutionary tactics to be resorted to for the realization of socialism. Labor
unions, it implies, should not waste their strength in the task of improving the
conditions of wage earners within the frame of capitalism. They should adopt
action directe, unflinching violence to destroy all the institutions of capitalism.
They should never cease to fight—in the genuine sense of the term—for their
ultimate goal, socialism. The proletarians must not let themselves be fooled
by the catchwords of the bourgeoisie, such as liberty, democracy, representa-
tive government. They must seek their salvation in the class struggle, in bloody
revolutionary upheavals and in the pitiless annihilation of the bourgeois.

This doctrine played and still plays an enormous role in modern politics. It
has provided essential ideas to Russian Bolshevism, Italian Fascism, and Ger-
man Nazism. But it is a purely political issue and may be disregarded in a
catallactic analysis.

The second meaning of the term syndicalism refers to a program of society’s
economic organization. While socialism aims at the substitution of govern-
ment ownership of the means of production for private ownership, syndical-
ism wants to give the ownership of the plants to the workers employed in them.
Such slogans as “The railroads to the railroadmen” or “The mines to the min-
ers” best indicate the ultimate goals of syndicalism.

The ideas of socialism and those of syndicalism in the sense of ac-

tion directe were developed by intellectuals whom consistent adepts
of all Marxian sects cannot help describing as bourgeois. But the idea
of syndicalism as a system of social organization is a genuine product
of the “proletarian mind.” It is precisely what the naïve employee con-
siders a fair and expedient means for improving his own material well-
being. Eliminate the idle parasites, the entrepreneurs and capitalists,
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and give their “unearned incomes” to the workers! Nothing could be simpler.
If one were to take these plans seriously, one would not have to deal with

them in a discussion of the problems of interventionism. One would have to
realize that syndicalism is neither socialism, nor capitalism, nor intervention-
ism, but a system of its own different from these three schemes. However, one
cannot take the syndicalist program seriously, and nobody ever has. Nobody
has been so confused and injudicious as to advocate syndicalism openly as a
social system. Syndicalism has played a role in the discussion of economic is-
sues only as far as certain programs unwittingly contained syndicalist features.
There are elements of syndicalism in certain objectives of government and
labor-union interference with market phenomena. There are, moreover, guild
socialism and corporativism, which pretended to avoid the government om-
nipotence inherent in all socialist and interventionist ventures by adulterating
them with a syndicalist admixture.

2 The Fallacies of Syndicalism

The root of the syndicalist idea is to be seen in the belief that entrepre-
neurs and capitalists are irresponsible autocrats who are free to conduct
their affairs arbitrarily. Such a dictatorship must not be tolerated. The
liberal movement, which has substituted representative government for
the despotism of hereditary kings and aristocrats, must crown its achieve-
ments by substituting “industrial democracy” for the tyranny of hereditary
capitalists and entrepreneurs. The economic revolution must bring to a
climax the liberation of the people which the political revolution has
inaugurated.

The fundamental error of this argument is obvious. The entrepreneurs
and capitalists are not irresponsible autocrats. They are unconditionally sub-
ject to the sovereignty of the consumers. The market is a consumers’ de-
mocracy. The syndicalists want to transform it into a producers’ democracy.
This idea is fallacious, for the sole end and purpose of production is
consumption.

What the syndicalist considers the most serious defect of the capi-
talist system and disparages as the brutality and callousness of auto-
cratic profit-seekers is precisely the outcome of the supremacy of the
consumers. Under the competitive conditions of the unhampered
market economy the entrepreneurs are forced to improve technologi-
cal methods of production without regard to the vested interests of
the workers. The employer is forced never to pay workers more than
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corresponds to the consumers’ appraisal of their achievements. If an em-
ployee asks for a raise because his wife has borne him a new baby and the em-
ployer refuses on the ground that the infant does not contribute to the fac-
tory’s effort, the employer acts as the mandatary of the consumers. These
consumers are not prepared to pay more for any commodity merely because
the worker has a large family. The naïveté of the syndicalists manifests itself
in the fact that they would never concede to those producing the articles,
which they themselves are using, the same privileges which they claim for
themselves.

The syndicalist principle requires that the shares of every corporation
should be taken away from “absentee ownership” and be equally distributed
among the employees; payment of interest and principal of debts is to be dis-
continued. “Management” will then be placed in the hands of a board elected
by the workers who are now also the shareholders. This mode of confiscation
and redistribution will not bring about equality within the nation or the
world. It would give more to the employees of those enterprises in which the
quota of capital invested per worker is greater and less to those in which it is
smaller.

It is a characteristic fact that the syndicalists in dealing with these issues al-
ways refer to management and never mention entrepreneurial activities. As
the average subordinate employee sees things, all that is to be done in the con-
duct of business is to accomplish those ancillary tasks which are entrusted to
the managerial hierarchy within the frame of the entrepreneurial plans. In his
eyes the individual plant or workshop as it exists and operates today is a per-
manent establishment. It will never change. It will always turn out the same
products. He ignores completely the fact that conditions are in a ceaseless flux,
and that the industrial structure must be daily adjusted to the solution of new
problems. His world view is stationary. It does not allow for new branches of
business, new products, and new and better methods for manufacturing the
old products. Thus the syndicalist ignores the essential problems of entre-
preneurship: providing the capital for new industries and the expansion of al-
ready existing industries, restricting outfits for the products of which demand
drops, technological improvement. It is not unfair to call syndicalism the eco-
nomic philosophy of short-sighted people, of those adamant conservatives
who look askance upon any innovation and are so blinded by envy that they
call down curses upon those who provide them with more, better, and cheaper
products. They are like patients who grudge the doctor his success in curing
them of a malady.
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3 Syndicalist Elements in Popular Policies

The popularity of syndicalism manifests itself in various postulates of con-
temporary economic policies. The essence of these policies is always to
grant privileges to a minority group at the expense of the immense ma-
jority. They invariably result in impairing the wealth and income of the
majority.

Many labor unions are intent upon restricting the number of workers em-
ployed in their field. While the public wants more and cheaper books, pe-
riodicals and newspapers, and would get them under the conditions of an
unhampered labor market, the typographical unions prevent many new-
comers from working in printing offices. The effect is, of course, an increase
in the wages earned by the union members. But the corollary is a drop of
wage rates for those not admitted and an enhancement in the price of
printed matter. The same effect is brought about by union opposition to the
utilization of technological improvements and by all sorts of featherbedding
practices.

Radical syndicalism aims at entirely eliminating payment of dividends to
shareholders and of interest to creditors. The interventionists in their enthusi-
asm for middle-of-the-road solutions want to appease the syndicalists by giving
the employees a part of the profits. Profit-sharing is a very popular slogan.
There is no need to enter anew into an examination of the fallacies implied in
the underlying philosophy. It suffices to show the absurd consequences to
which such a system must lead.

It may sometimes be good policy for a small shop or for an enterprise em-
ploying highly skilled workers, to grant an extra bonus to employees if business
is prosperous. But it is a non sequitur to assume that what under special con-
ditions may be wise for an individual firm could work satisfactorily as a gen-
eral system. There is no reason why one welder should make more money be-
cause his employer earns high profits and another welder less because his
employer earns lower profits or no profits at all. The workers themselves would
rebel against such a method of remuneration. It could not be preserved even
for a short time.

A caricature of the profit-sharing scheme is the ability-to-pay prin-
ciple as recently introduced into the program of American labor
unionism. While the profit-sharing scheme aims at an allocation to
the employees of a part of profits already earned, the ability-to-pay
scheme aims at a distribution of profits which some external observers
believe the employer may earn in the future. The issue has been

syndicalism and corporativism � 815

33-L3843  12/5/06  8:12 AM  Page 815



obfuscated by the fact that the Truman Administration, after having accepted
the new union doctrine, announced that it was appointing a “fact-finding”
board which would have the authority to examine the books of the employers
in order to determine their ability to pay an increase in wages. However, the
books can provide information only about past costs and proceeds and past
profits and losses. Estimates of future volume of production, future sales, fu-
ture costs, or future profits or losses are not facts, but speculative anticipations.
There are no facts about future profits.1

There cannot be any question of realizing the syndicalist ideal according to
which the proceeds of an enterprise should completely go to the employees
and nothing should be left for interest on the capital invested and profits. If
one wants to abolish what is called “unearned income,” one must adopt
socialism.

4 Guild Socialism and Corporativism

The ideas of guild socialism and corporativism originated from two different
lines of thought.

The eulogists of medieval institutions long praised the eminence of the
guilds. What was needed to wash away the alleged evils of the market economy
was simply to return to the well-tried methods of the past. However, all these
diatribes remained sterile. The critics never attempted to particularize their
suggestions or to elaborate definite plans for an economic reconstruction of
the social order. The most they did was to point out the alleged superiority of
the old quasi-representative assemblies of the type of the French États-

Généraux and the German Ständische Landtage as against the modern par-
liamentary bodies. But even with regard to this constitutional issue their ideas
were rather vague.

The second source of guild socialism is to be found in specific political
conditions of Great Britain. When the conflict with Germany became ag-
gravated and finally in 1914 led to war, the younger British socialists began to
feel uneasy about their program. The state idolatry of the Fabians and their
glorification of German and Prussian institutions was paradoxical indeed at
a time when their own country was involved in a pitiless struggle against Ger-
many. What was the use of fighting the Germans when the most “progres-
sive” intellectuals of the country longed for the adoption of German social
policies? Was it possible to praise British liberty as against Prussian bondage
and at the same time to recommend the methods of Bismarck and his
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successors? British socialists yearned for a specifically British brand of social-
ism as different as possible from the Teutonic brand. The problem was to con-
struct a socialist scheme without totalitarian state supremacy and omnipo-
tence, an individualistic variety of collectivism.

The solution of this problem is no less impossible than that of the con-
struction of a triangular square. Yet the young men of Oxford confidently tried
to solve it. They borrowed for their program the name guild socialism from the
little known group of the eulogists of the Middle Ages. They characterized
their scheme as industrial self-government, an economic corollary of the most
renowned principle of English political rule, local government. In their plans
they assigned the leading role to the most powerful British pressure group, the
trade unions. Thus they did everything to make their device palatable to their
countrymen.

However, neither these captivating adornments nor the obtrusive and noisy
propaganda could mislead intelligent people. The plan was contradictory and
blatantly impracticable. After only a few years it fell into complete oblivion in
the country of its origin.

But then came a resurrection. The Italian Fascists badly needed an eco-
nomic program of their own. After having seceded from the international par-
ties of Marxian socialism, they could no longer pose as socialists. Neither were
they, the proud scions of the invincible Roman legionaries, prepared to make
concessions to Western capitalism or to Prussian interventionism, the coun-
terfeit ideologies of the barbarians who had destroyed their glorious empire.
They were in search of a social philosophy, purely and exclusively Italian.
Whether or not they knew that their gospel was merely a replica of British
guild socialism is immaterial. At any rate, the stato corporativo was nothing but
a rebaptized edition of guild socialism. The differences concerned only unim-
portant details.

Corporativism was flamboyantly advertised by the bombastic propaganda of
the Fascists, and the success of their campaign was overwhelming. Many for-
eign authors exuberantly praised the miraculous achievements of the new sys-
tem. The governments of Austria and Portugal emphasized that they were
firmly committed to the noble ideas of corporativism. The Pope’s encyclical
Quadragesimo anno (1931) contained passages which could—but need not—
be interpreted as an endorsement of corporativism. In any case it is a fact that
Catholic authors supported this interpretation in books which were published
with the imprimatur of the Church authorities.

Yet neither the Italian Fascists nor the Austrian and Portuguese
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governments ever made any serious attempt to realize the corporativ-
ist utopia. The Italians attached to various institutions the label cor-

porativist and transformed the university chairs of political economy into
chairs of economia politica e corporativa [political and corporativist econ-
omy]. But never was there any question of the much talked about essen-
tial feature of corporativism, self-government of the various branches of
trade and industry. The Fascist Government clung first to the same prin-
ciples of economic policies which all not outright socialist governments
have adopted in our day, interventionism. Then later it turned step by step
toward the German system of socialism, i.e., all-around state control of
economic activities.

The fundamental idea both of guild socialism and of corporativism is that
every branch of business forms a monopolistic body, the guild or corpo-
razione.2 This entity enjoys full autonomy; it is free to settle all its internal
affairs without interference of external factors and of people who are not
themselves members of the guild. The mutual relations between the various
guilds are settled by direct bargaining from guild to guild or by the decisions
of a general assembly of the delegates of all guilds. In the regular course of
affairs the government does not interfere at all. Only in exceptional cases,
when an agreement between the various guilds cannot be attained, is the
state called in.3

In drafting this scheme the guild socialists had in mind the conditions of
British local government and the relation between the various local authori-
ties and the central government of the United Kingdom. They aimed at self-
government of each branch of industry; they wanted, as the Webbs put it, “the
right of self-determination for each vocation.” 4 In the same way in which each
municipality takes care of its local community affairs and the national gov-
ernment handles only those affairs which concern the interests of the whole
nation, the guild alone should have jurisdiction over its internal affairs and the
government should restrict its interference to those things which the guilds
themselves cannot settle.

However, within a system of social cooperation under the division
of labor there are no such things as matters of concern only to those
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4. Sidney and Beatrice Webb, op. cit., pp. 227 ff.
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engaged in a special plant, enterprise, or branch of industry and of no con-
cern to outsiders. There are no internal affairs of any guild or corporazione

the arrangement of which does not affect the whole nation. A branch of
business does not serve only those who are occupied in it; it serves every-
body. If within any branch of business there is inefficiency, a squandering of
scarce factors of production, or a reluctance to adopt the most appropriate
methods of production, everybody’s material interests are hurt. One cannot
leave decisions concerning the choice of technological methods, the quan-
tity and quality of products, the hours of work, and a thousand other things
to the members of the guild, because they concern outsiders no less than
members. In the market economy the entrepreneur in making such deci-
sions is unconditionally subject to the law of the market. He is responsible
to the consumers. If he were to defy the orders of the consumers, he would
suffer losses and would very soon forfeit his entrepreneurial position. But
the monopolistic guild does not need to fear competition. It enjoys the in-
alienable right of exclusively covering its field of production. It is, if left
alone and autonomous, not the servant of the consumers, but their master.
It is free to resort to practices which favor its members at the expense of the
rest of the people.

It is of no importance whether within the guild the workers alone rule
or whether and to what extent the capitalists and the former entrepre-
neurs cooperate in the management of affairs. It is likewise without im-
portance whether or not some seats in the guild’s governing board are as-
signed to representatives of the consumers. What counts is that the guild,
if autonomous, is not subject to pressure that would force it to adjust its
operations to the best possible satisfaction of the consumers. It is free to
give the interests of its members precedence over the interests of con-
sumers. There is in the scheme of guild socialism and corporativism
nothing that would take into account the fact that the only purpose of
production is consumption. Things are turned upside down. Production
becomes an end in itself.

When the American New Deal embarked upon the National Recov-
ery Administration scheme, the government and its brain trust were
fully aware of the fact that what they planned was merely the estab-
lishment of an administrative apparatus for full government control of
business. The short-sightedness of the guild socialists and corporativists
is to be seen in the fact that they believed that the autonomous guild
or corporazione could be considered a device for a working system of
social cooperation.

It is very easy indeed for each guild to arrange its allegedly internal
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affairs in such a way as to satisfy its members fully. Short hours of work, high
wage rates, no further improvements in technological methods or in the qual-
ity of the products which could inconvenience the members—very well. But
what will the result be if all guilds resort to the same policies?

Under the guild system there is no longer any question of a market. There
are no longer any prices in the catallactic sense of the term. There are neither
competitive prices nor monopoly prices. Those guilds which monopolize the
supply of vital necessities attain a dictatorial position. The producers of indis-
pensable foodstuffs and fuel and the suppliers of electric current and of trans-
portation can with impunity squeeze the whole people. Does anybody expect
that the majority will tolerate such a state of affairs? There is no doubt that any
attempt to realize the corporativist utopia would in a very short time lead to vi-
olent conflicts, if the government did not interfere when the vital industries
abused their privileged position. What the doctrinaires envisage only as an ex-
ceptional measure—the interference of the government—will become the
rule. Guild socialism and corporativism will turn into full government control
of all production activities. They will develop into that system of Prussian
Zwangswirtschaft which they were designed to avoid.

There is no need to deal with the other fundamental shortcomings of the
guild scheme. It is as deficient as any other syndicalist project. It does not take
into account the necessity of shifting capital and labor from one branch to an-
other and of establishing new branches of production. It entirely neglects the
problem of saving and capital accumulation. In short, it is nonsense.
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chapter 34

The Economics of War

1 Total War

The market economy involves peaceful cooperation. It bursts asunder when
the citizens turn into warriors and, instead of exchanging commodities and
services, fight one another.

The wars fought by primitive tribes did not affect cooperation under the di-
vision of labor. Such cooperation by and large did not exist between the war-
ring parties before the outbreak of hostilities. These wars were unlimited or to-
tal wars. They aimed at total victory and total defeat. The defeated were either
exterminated or expelled from their dwelling places or enslaved. The idea that
a treaty could settle the conflict and make it possible for both parties to live in
peaceful neighborly conditions was not present in the minds of the fighters.

The spirit of conquest does not acknowledge restraints other than those im-
posed by a power which resists successfully. The principle of empire building
is to expand the sphere of supremacy as far as possible. The great Asiatic con-
querors and the Roman Imperators stopped only when they could not march
farther. Then they postponed aggression for later days. They did not abandon
their ambitious plans and did not consider independent foreign states as any-
thing else than targets for later onslaughts.

This philosophy of boundless conquest also animated the rulers of medieval
Europe. They too aimed first of all at the utmost expansion of the size of their
realms. But the institutions of feudalism provided them with only scanty means
for warfare. Vassals were not obliged to fight for their lord more than a limited
time. The selfishness of the vassals who insisted on their rights checked the
king’s aggressiveness. Thus the peaceful coexistence of a number of sovereign
states originated. In the sixteenth century a Frenchman, Bodin, developed the
theory of national sovereignty. In the seventeenth century a Dutchman,
Grotius, added to it a theory of international relations in war and peace.

With the disintegration of feudalism, sovereigns could no longer 
rely upon summoned vassals. They “nationalized” the country’s 
armed forces. Henceforth, the warriors were the king’s mercenaries.
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The organization, equipment, and support of such troops were rather costly
and a heavy burden on the ruler’s revenues. The ambitions of the princes were
unbounded, but financial considerations forced them to moderate their de-
signs. They no longer planned to conquer a whole country. All they aimed at
was the conquest of a few cities or of a province. To attain more would also
have been unwise politically. For the European powers were anxious not to let
any one of them become too powerful and a menace to their own safety. A too
impetuous conqueror must always fear a coalition of all those whom his big-
ness has frightened.

The combined effect of military, financial, and political circumstances pro-
duced the limited warfare which prevailed in Europe in the three hundred
years preceding the French Revolution. Wars were fought by comparatively
small armies of professional soldiers. War was not an affair of the peoples; it
concerned the rulers only. The citizens detested war which brought mischief
to them and burdened them with taxes and contributions. But they considered
themselves victims of events in which they did not participate actively. Even
the belligerent armies respected the “neutrality” of the civilians. As they saw
it, they were fighting the supreme warlord of the hostile forces, but not the
noncombatant subjects of the enemy. In the wars fought on the European
continent the property of civilians was considered inviolable. In 1856 the Con-
gress of Paris made an attempt to extend this principle to naval warfare. More
and more, eminent minds began to discuss the possibility of abolishing war
altogether.

Looking at conditions as they had developed under the system of 
limited warfare, philosophers found wars useless. Men are killed or maimed,
wealth is destroyed, countries are devastated for the sole benefit of kings and
ruling oligarchies. The peoples themselves do not derive any gain from vic-
tory. The individual citizens are not enriched if their rulers expand the size of
their realm by annexing a province. For the people wars do not pay. The only
cause of armed conflict is the greed of autocrats. The substitution of repre-
sentative government for royal despotism will abolish war altogether. Democ-
racies are peaceful. It is no concern of theirs whether their nation’s sovereignty
stretches over a larger or smaller territory. They will treat territorial problems
without bias and passion. They will settle them peacefully. What is needed to
make peace durable is to dethrone the despots. This, of course, cannot be
achieved peacefully. It is necessary to crush the mercenaries of the kings. But
this revolutionary war of the people against the tyrants will be the last war, the
war to abolish war forever.
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This idea was already dimly present in the minds of the French revolution-
ary leaders when, after having repelled the invading armies of Prussia and Aus-
tria, they embarked upon a campaign of aggression. Of course, under the lead-
ership of Napoleon they themselves very soon adopted the most ruthless
methods of boundless expansion and annexation until a coalition of all Euro-
pean powers frustrated their ambitions. But the idea of durable peace was soon
resurrected. It was one of the main points in the body of nineteenth-century
liberalism as consistently elaborated in the much abused principles of the
Manchester School.

These British liberals and their continental friends were keen enough to
realize that what can safeguard durable peace is not simply government by the
people, but government by the people under unlimited laissez faire. In their
eyes free trade, both in domestic affairs and in international relations, was the
necessary prerequisite of the preservation of peace. In such a world without
trade and migration barriers no incentives for war and conquest are left. Fully
convinced of the irrefutable persuasiveness of the liberal ideas, they dropped
the notion of the last war to abolish all wars. All peoples will of their own
accord recognize the blessings of free trade and peace and will curb their
domestic despots without any aid from abroad.

Most historians entirely fail to recognize the factors which replaced the
“limited” war of the ancien régime by the “unlimited” war of our age. As they
see it, the change came with the shift from the dynastic to the national form
of state and was a consequence of the French Revolution. They look only
upon attending phenomena and confuse causes and effects. They speak of the
composition of the armies, of strategical and tactical principles, of weapons
and transportation facilities, and of many other matters of military art and ad-
ministrative technicalities.1 However, all these things do not explain why
modern nations prefer aggression to peace.

There is perfect agreement with regard to the fact that total war
is an offshoot of aggressive nationalism. But this is merely circular
reasoning. We call aggressive nationalism that ideology which makes
for modern total war. Aggressive nationalism is the necessary deriva-
tive of the policies of interventionism and national planning. While
laissez faire eliminates the causes of international conflict, govern-
ment interference with business and socialism creates conflicts for
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which no peaceful solution can be found. While under free trade and freedom
of migration no individual is concerned about the territorial size of his coun-
try, under the protective measures of economic nationalism nearly every citi-
zen has a substantial interest in these territorial issues. The enlargement of the
territory subject to the sovereignty of his own government means material im-
provement for him or at least relief from restrictions which a foreign govern-
ment has imposed upon his well-being. What has transformed the limited war
between royal armies into total war, the clash between peoples, is not techni-
calities of military art, but the substitution of the welfare state for the laissez-
faire state.

If Napoleon I had reached his goal, the French Empire would have
stretched far beyond the limits of 1815. Spain and Naples would have been
ruled by kings of the house of Bonaparte-Murat instead of kings of another
French family, the Bourbons. The palace of Kassel would have been occupied
by a French playboy instead of one of the egregious Electors of the Hesse fam-
ily. All these things would not have made the citizens of France more pros-
perous. Neither did the citizens of Prussia win anything from the fact that their
king in 1866 evicted his cousins of Hanover, Hesse-Kassel and Nassau from
their luxurious residences. But if Hitler had realized his plans, the Germans
expected to enjoy a higher standard of living. They were confident that the an-
nihilation of the French, the Poles, and the Czechs would make every mem-
ber of their own race richer. The struggle for more Lebensraum [living space]
was their own war.

Under laissez faire peaceful coexistence of a multitude of sovereign na-
tions is possible. Under government control of business it is impossible. The
tragic error of President Wilson was that he ignored this essential point. Mod-
ern total war has nothing in common with the limited war of the old dynas-
ties. It is a war against trade and migration barriers, a war of the compara-
tively overpopulated countries against the comparatively underpopulated. It
is a war to abolish those institutions which prevent the emergence of a ten-
dency toward an equalization of wage rates all over the world. It is a war of
the farmers tilling poor soil against those governments which bar them from
access to much more fertile soil lying fallow. It is, in short, a war of wage
earners and farmers who describe themselves as underprivileged “have-nots”
against the wage earners and farmers of other nations whom they consider
privileged “haves.”

The acknowledgment of this fact does not suggest that victorious
wars would really do away with those evils about which the aggres-
sors complain. These conflicts of vital interests can be eliminated
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only by a general and unconditional substitution of a philosophy of mutual
cooperation for the prevailing ideas of allegedly irreconcilable antagonisms
between the various social, political, religious, linguistic, and racial subdivi-
sions of mankind.

It is futile to place confidence in treaties, conferences, and such bureau-
cratic outfits as the League of Nations and the United Nations. Plenipoten-
tiaries, office clerks and experts make a poor show in fighting ideologies. The
spirit of conquest cannot be smothered by red tape. What is needed is a radi-
cal change in ideologies and economic policies.

2 War and the Market Economy

The market economy, say the socialists and the interventionists, is at best a sys-
tem that may be tolerated in peacetime. But when war comes, such indul-
gence is impermissible. It would jeopardize the vital interests of the nation for
the sole benefit of the selfish concerns of capitalists and entrepreneurs. War,
and in any case modern total war, peremptorily requires government control
of business.

Hardly anybody has been bold enough to challenge this dogma. It served in
both World Wars as a convenient pretext for innumerable measures of gov-
ernment interference with business which in many countries step by step led
to full “war socialism.” When the hostilities ceased, a new slogan was
launched. The period of transition from war to peace and of “reconversion,”
people contended, requires even more government control than the period of
war. Besides, why should one ever return to a social system which can work, if
at all, only in the interval between two wars? The most appropriate thing
would be to cling permanently to government control in order to be duly pre-
pared for any possible emergency.

An examination of the problems which the United States had to face in the
second World War will clearly show how fallacious this reasoning is.

What America needed in order to win the war was a radical conversion of
all its production activities. All not absolutely indispensable civilian con-
sumption was to be eliminated. The plants and farms were henceforth to turn
out only a minimum of goods for nonmilitary use. For the rest, they were to
devote themselves completely to the task of supplying the armed forces.

The realization of this program did not require the establishment
of controls and priorities. If the government had raised all the funds
needed for the conduct of war by taxing the citizens and by borrow-
ing from them, everybody would have been forced to cut down his
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consumption drastically. The entrepreneurs and farmers would have turned
toward production for the government because the sale of goods to private cit-
izens would have dropped. The government, now by virtue of the inflow of
taxes and borrowed money the biggest buyer on the market, would have been
in a position to obtain all it wanted. Even the fact that the government chose
to finance a considerable part of the war expenditure by increasing the quan-
tity of money in circulation and by borrowing from the commercial banks
would not have altered this state of affairs. The inflation must, of course, bring
about a marked tendency toward a rise in the prices of all goods and services.
The government would have had to pay higher nominal prices. But it would
still have been the most solvent buyer on the market. It would have been pos-
sible for it to outbid the citizens who on the one hand had not the right of man-
ufacturing the money they needed and on the other hand would have been
squeezed by enormous taxes.

But the government deliberately adopted a policy which was bound to
make it impossible for it to rely upon the operation of the unhampered mar-
ket. It resorted to price control and made it illegal to raise commodity prices.
Furthermore it was very slow in taxing the incomes swollen by the inflation.
It surrendered to the claim of the unions that the workers’ real take-home
wages should be kept at a height which would enable them to preserve in the
war their prewar standard of living. In fact, the most numerous class of the na-
tion, the class which in peacetime consumed the greatest part of the total
amount of goods consumed, had so much more money in their pockets that
their power to buy and to consume was greater than in peacetime. The wage
earners—and to some extent also the farmers and the owners of plants pro-
ducing for the government—would have frustrated the government’s endeav-
ors to direct industries toward the production of war materials. They would
have induced business to produce more, not less, of those goods which in
wartime are considered superfluous luxuries. It was this circumstance that
forced the Administration to resort to the systems of priorities and of rationing.
The shortcomings of the methods adopted for financing war expenditure
made government control of business necessary. If no inflation had been
made and if taxation had cut down the income (after taxes) of all citizens, not
only of those enjoying higher incomes, to a fraction of their peacetime reve-
nues, these controls would have been supererogatory. The endorsement of the
doctrine that the wage earners’ real income must in wartime be even higher
than in peacetime made them unavoidable.
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Not government decrees and the paperwork of hosts of people on the gov-
ernment’s payroll, but the efforts of private enterprise produced those goods
which enabled the American armed forces to win the war and to provide all
the material equipment its allies needed for their cooperation. The economist
does not infer anything from these historical facts. But it is expedient to men-
tion them as the interventionists would have us believe that a decree pro-
hibiting the employment of steel for the construction of apartment houses au-
tomatically produces airplanes and battleships.

The adjustment of production activities to a change in the demand of con-
sumers is the source of profits. The greater the discrepancy between the pre-
vious state of production activities and that agreeing with the new structure of
demand, the greater adjustments are required and the greater profits are
earned by those who succeed best in accomplishing these adjustments. The
sudden transition from peace to war revolutionizes the structure of the mar-
ket, makes radical readjustments indispensable and thus becomes for many a
source of high profits. The planners and interventionists regard such profits as
a scandal. As they see it, the first duty of government in time of war is to pre-
vent the emergence of new millionaires. It is, they say, unfair to let some
people become richer while other people are killed or maimed.

Nothing is fair in war. It is not just that God is for the big battalions and that
those who are better equipped defeat poorly equipped adversaries. It is not just
that those in the front line shed their life-blood in obscurity, while the com-
manders, comfortably located in headquarters hundreds of miles behind the
trenches, gain glory and fame. It is not just that John is killed and Mark crip-
pled for the rest of his life, while Paul returns home safe and sound and enjoys
all the privileges accorded to veterans.

It may be admitted that it is not “fair” that war enhances the profits of those
entrepreneurs who contribute best to the equipment of the fighting forces. But
it would be foolish to deny that the profit system produces the best weapons.
It was not socialist Russia that aided capitalist America with lend-lease; the
Russians were lamentably defeated before American-made bombs fell on Ger-
many and before they got the arms manufactured by American big business.
The most important thing in war is not to avoid the emergence of high profits,
but to give the best equipment to one’s own country’s soldiers and sailors. The
worst enemies of a nation are those malicious demagogues who would give
their envy precedence over the vital interests of their nation’s cause.
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Of course, in the long run war and the preservation of the market economy
are incompatible. Capitalism is essentially a scheme for peaceful nations.
But this does not mean that a nation which is forced to repel foreign aggres-
sors must substitute government control for private enterprise. If it were to do
this, it would deprive itself of the most efficient means of defense. There is
no record of a socialist nation which defeated a capitalist nation. In spite of
their much glorified war socialism, the Germans were defeated in both
World Wars.

What the incompatibility of war and capitalism really means is that war and
high civilization are incompatible. If the efficiency of capitalism is directed by
governments toward the output of instruments of destruction, the ingenuity of
private business turns out weapons which are powerful enough to destroy
everything. What makes war and capitalism incompatible with one another is
precisely the unparalleled efficiency of the capitalist mode of production.

The market economy, subject to the sovereignty of the individual con-
sumers, turns out products which make the individual’s life more agreeable. It
caters to the individual’s demand for more comfort. It is this that made capi-
talism despicable in the eyes of the apostles of violence. They worshiped the
“hero,” the destroyer and killer, and despised the bourgeois and his “peddler
mentality” (Sombart). Now mankind is reaping the fruits which ripened from
the seeds sown by these men.

3 War and Autarky

If an economically self-sufficient man starts a feud against another autarkic
man, no specific problems of “war-economy” arise. But if the tailor goes to war
against the baker, he must henceforth produce his bread for himself. If he ne-
glects to do this, he will be in distress sooner than his adversary, the baker. For
the baker can wait longer for a new suit than the tailor can for fresh bread. The
economic problem of making war is therefore different for the baker and for
the tailor.

The international division of labor was developed under the assumption
that there would no longer be wars. In the philosophy of the Manchester
School free trade and peace were seen as mutually conditioning one another.
The businessmen who made trade international did not consider the possibil-
ity of new wars.

Nor did general staffs and students of the art of warfare pay any
attention to the change in conditions which international division of
labor brought about. The method of military science consists in ex-
amining the experience of wars fought in the past and in abstracting
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general rules from it. Even the most scrupulous occupation with the cam-
paigns of Turenne and Napoleon I could not suggest the existence of a prob-
lem which was not present in ages in which there was practically no interna-
tional division of labor.

The European military experts slighted the study of the American Civil
War. In their eyes this war was not instructive. It was fought by armies of ir-
regulars led by nonprofessional commanders. Civilians like Lincoln inter-
fered with the conduct of the operations. Little, they believed, could be
learned from this experience. But it was in the Civil War that, for the first time,
problems of the interregional division of labor played the decisive role. The
South was predominantly agricultural; its processing industries were negli-
gible. The Confederates depended on the supply of manufactures from Eu-
rope. As the naval forces of the Union were strong enough to blockade their
coast, they soon began to lack needed equipment.

The Germans in both World Wars had to face the same situation. They de-
pended on the supply of foodstuffs and raw materials from overseas. But they
could not run the British blockade. In both wars the outcome was decided by
the battles of the Atlantic. The Germans lost because they failed in their ef-
forts to cut off the British Isles from access to the world market and could not
themselves safeguard their own maritime supply lines. The strategical prob-
lem was determined by the conditions of the international division of labor.

The German warmongers were intent upon adopting policies which,
as they hoped, could make it possible for Germany to wage a war in spite of
the handicap of the foreign trade situation. Their panacea was Ersatz, the
substitute.

A substitute is a good which is either less suitable or more expensive or both
less suitable and more expensive than the proper good which it is designed to
replace. Whenever technology succeeds in manufacturing or discovering
something which is either more suitable or cheaper than the thing previously
used, this new thing represents a technological innovation; it is improvement
and not Ersatz. The essential feature of Ersatz, as this term is employed in
the economico-military doctrine, is inferior quality or higher costs or both
together.2

The Wehrwirtschaftslehre, the German doctrine of the economics
of war, contends that neither cost of production nor quality are im-
portant in matters of warfare. Profit-seeking business is concerned
with costs of production and with the quality of the products. But
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the heroic spirit of a superior race does not care about such specters of the
acquisitive mind. What counts alone is war preparedness. A warlike nation
must aim at autarky in order to be independent of foreign trade. It must
foster the production of substitutes irrespective of mammonist consider-
ations. It cannot do without full government control of production because
the selfishness of the individual citizens would thwart the plans of the
leader. Even in peacetime the commander-in-chief must be entrusted with
economic dictatorship.

Both theorems of the Ersatz doctrine are fallacious.
First, it is not true that the quality and suitability of the substitute are of

no importance. If soldiers are sent into battle badly nourished and
equipped with weapons made of inferior material, the chances for victory
are impaired. Their action will be less successful, and they will suffer heav-
ier casualties. The awareness of their technical inferiority will weigh on
their minds. Ersatz jeopardizes both the material strength and the morale
of an army.

No less incorrect is the theorem that the higher costs of production of the
substitutes do not count. Higher costs of production mean that more labor
and more material factors of production must be expended in order to
achieve the same effect which the adversary, producing the proper product,
attains with a lower expenditure. It is tantamount to squandering scarce fac-
tors of production, material and manpower. Such waste under conditions of
peace results in lowering the standard of living, and under conditions of
war in cutting down the supply of goods needed for the conduct of opera-
tions. In the present state of technological knowledge it is only a slight ex-
aggeration to say that everything can be produced out of anything. But what
matters is to pick out from the great multitude of possible methods those
with which output is highest per unit of input. Any deviation from this prin-
ciple penalizes itself. The consequences in war are as bad as they are in
peace.

In a country like the United States, which depends only to a comparatively
negligible extent on the importation of raw materials from abroad, it is pos-
sible to improve the state of war preparedness by resorting to the production
of substitutes such as synthetic rubber. The disadvantageous effects would be
small when weighed against the beneficial effects. But a country like Ger-
many was badly mistaken in the assumption that it could conquer with syn-
thetic gasoline, synthetic rubber, Ersatz textiles and Ersatz fats. In both
World Wars Germany was in the position of the tailor fighting against the
man who supplies him with bread. With all their brutality the Nazis could
not alter this fact.
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4. The Futility of War

What distinguishes man from animals is the insight into the advantages that
can be derived from cooperation under the division of labor. Man curbs his in-
nate instinct of aggression in order to cooperate with other human beings. The
more he wants to improve his material well-being, the more he must expand
the system of the division of labor. Concomitantly he must more and more re-
strict the sphere in which he resorts to military action. The emergence of the
international division of labor requires the total abolition of war. Such is the
essence of the laissez-faire philosophy of Manchester.

This philosophy is, of course, incompatible with statolatry. In its context the
state, the social apparatus of violent oppression, is entrusted with the protec-
tion of the smooth operation of the market economy against the onslaughts of
antisocial individuals and gangs. Its function is indispensable and beneficial,
but it is an ancillary function only. There is no reason to idolize the police
power and ascribe to it omnipotence and omniscience. There are things
which it can certainly not accomplish. It cannot conjure away the scarcity of
the factors of production, it cannot make people more prosperous, it cannot
raise the productivity of labor. All it can achieve is to prevent gangsters from
frustrating the efforts of those people who are intent upon promoting material
well-being.

The liberal philosophy of Bentham and Bastiat had not yet completed its
work of removing trade barriers and government meddling with business
when the counterfeit theology of the divine state began to take effect. En-
deavors to improve the conditions of wage earners and small farmers by gov-
ernment decree made it necessary to loosen more and more the ties which
connected each country’s domestic economy with those of other countries.
Economic nationalism, the necessary complement of domestic intervention-
ism, hurts the interests of foreign peoples and thus creates international
conflict. It suggests the idea of amending this unsatisfactory state of affairs by
war. Why should a powerful nation tolerate the challenge of a less powerful
nation? Is it not insolence on the part of small Laputania to injure the citizens
of big Ruritania by customs, migration barriers, foreign exchange control,
quantitative trade restrictions, and expropriation of Ruritanian investments in
Laputania? Would it not be easy for the army of Ruritania to crush Laputania’s
contemptible forces?

Such was the ideology of the German, Italian, and Japanese war-
mongers. It must be admitted that they were consistent from the point
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of view of the new “unorthodox” teachings. Interventionism generates eco-
nomic nationalism, and economic nationalism generates bellicosity. If men
and commodities are prevented from crossing the borderlines, why should not
the armies try to pave the way for them?

From the day when Italy, in 1911, fell upon Turkey, fighting was continual.
There was almost always shooting somewhere in the world. The peace treaties
concluded were virtually merely armistice agreements. Moreover they had to
do only with the armies of the great powers. Some of the smaller nations
were always at war. In addition there were no less pernicious civil wars and
revolutions.

How far we are today from the rules of international law developed in the
age of limited warfare! Modern war is merciless, it does not spare pregnant
women or infants; it is indiscriminate killing and destroying. It does not
respect the rights of neutrals. Millions are killed, enslaved, or expelled from
the dwelling places in which their ancestors lived for centuries. Nobody can
foretell what will happen in the next chapter of this endless struggle.

This has little to do with the atomic bomb. The root of the evil is not the
construction of new, more dreadful weapons. It is the spirit of conquest. It is
probable that scientists will discover some methods of defense against the
atomic bomb. But this will not alter things, it will merely prolong for a short
time the process of the complete destruction of civilization.

Modern civilization is a product of the philosophy of laissez faire. It cannot
be preserved under the ideology of government omnipotence. Statolatry owes
much to the doctrines of Hegel. However, one may pass over many of Hegel’s
inexcusable faults, for Hegel also coined the phrase die Ohnmacht des Sieges,

the futility of victory.3 To defeat the aggressors is not enough to make peace
durable. The main thing is to discard the ideology that generates war.
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chapter 35

The Welfare Principle Versus
the Market Principle

1 The Case Against the Market Economy

The objections which the various schools of Sozialpolitik raise against the
market economy are based on very bad economics. They repeat again and
again all the errors that the economists long ago exploded. They blame the
market economy for the consequences of the very anticapitalistic policies
which they themselves advocate as necessary and beneficial reforms. They fix
on the market economy the responsibility for the inevitable failure and frus-
tration of interventionism.

These propagandists must finally admit that the market economy is after all
not so bad as their “unorthodox” doctrines paint it. It delivers the goods. From
day to day it increases the quantity and improves the quality of products. It has
brought about unprecedented wealth. But, objects the champion of interven-
tionism, it is deficient from what he calls the social point of view. It has not
wiped out poverty and destitution. It is a system that grants privileges to a mi-
nority, an upper class of rich people, at the expense of the immense majority.
It is an unfair system. The principle of welfare must be substituted for that of
profits.

We may try, for the sake of argument, to interpret the concept of
welfare in such a way that its acceptance by the immense majority of
nonascetic people would be probable. The better we succeed in these en-
deavors, the more we deprive the idea of welfare of any concrete meaning
and content. It turns into a colorless paraphrase of the fundamental cate-
gory of human action, viz., the urge to remove uneasiness as far as pos-
sible. As it is universally recognized that this goal can be more readily, and
even exclusively, attained by social division of labor, men cooperate within
the framework of societal bonds. Social man as differentiated from autar-
kic man must necessarily modify his original biological indifference to the
well-being of people beyond his own family. He must adjust his conduct
to the requirements of social cooperation and look upon his fellow men’s
success as an indispensable condition of his own. From this point of
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view one may describe the objective of social cooperation as the realization of
the greatest happiness of the greatest number. Hardly anybody would venture
to object to this definition of the most desirable state of affairs and to contend
that it is not a good thing to see as many people as possible as happy as pos-
sible. All the attacks directed against the Bentham formula have centered
around ambiguities or misunderstandings concerning the notion of happi-
ness; they have not affected the postulate that the good, whatever it may be,
should be imparted to the greatest number.

However, if we interpret welfare in this manner, the concept is void of any
specific significance. It can be invoked for the justification of every variety of
social organization. It is a fact that some of the defenders of Negro slavery con-
tended that slavery is the best means of making the Negroes happy and that to-
day in the South many Whites sincerely believe that rigid segregation is
beneficial no less to the colored man than it allegedly is to the white man. The
main thesis of racism of the Gobineau and Nazi variety is that the hegemony
of the superior races is salutary to the true interests even of the inferior races.
A principle that is broad enough to cover all doctrines, however conflicting
with one another, is of no use at all.

But in the mouths of the welfare propagandists the notion of welfare has
a definite meaning. They intentionally employ a term the generally ac-
cepted connotation of which precludes any opposition. No decent man
likes to be so rash as to raise objections against the realization of welfare. In
arrogating to themselves the exclusive right to call their own program the
program of welfare, the welfare propagandists want to triumph by means of
a cheap logical trick. They want to render their ideas safe against criticism
by attributing to them an appellation which is cherished by everybody.
Their terminology already implies that all opponents are ill-intentioned
scoundrels eager to foster their selfish interests to the prejudice of the ma-
jority of good people.

The plight of Western civilization consists precisely in the fact that serious
people can resort to such syllogistic artifices without encountering sharp re-
buke. There are only two explanations open. Either these self-styled welfare
economists are themselves not aware of the logical inadmissibility of their pro-
cedure, in which case they lack the indispensable power of reasoning; or they
have chosen this mode of arguing purposely in order to find shelter for their
fallacies behind a word which is intended beforehand to disarm all opponents.
In each case their own acts condemn them.

There is no need to add anything to the disquisitions of the pre-
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ceding chapters concerning the effects of all varieties of interventionism. The
ponderous volumes of welfare economics have not brought forth any argu-
ments that could invalidate our conclusions. The only task that remains is to
examine the critical part of the welfare propagandists’ work, their indictment
of the market economy.

All this passionate talk of the welfare school ultimately boils down to three
points. Capitalism is bad, they say, because there is poverty, inequality of in-
comes and wealth, and insecurity.

2 Poverty

We may depict conditions of a society of agriculturists in which every mem-
ber tills a piece of land large enough to provide himself and his family with the
indispensable necessities of life. We may include in such a picture the exis-
tence of a few specialists, artisans like smiths and professional men like doc-
tors. We may even go further and assume that some men do not own a farm,
but work as laborers on other people’s farms. The employer remunerates them
for their help and takes care of them when sickness or old age disables them.

This scheme of an ideal society was at the bottom of many utopian plans. It
was by and large realized for some time in some communities. The nearest ap-
proach to its realization was probably the commonwealth which the Jesuit
padres established in the country which is today Paraguay. There is, however,
no need to examine the merits of such a system of social organization. Histor-
ical evolution burst it asunder. Its frame was too narrow for the number of
people who are living today on the earth’s surface.

The inherent weakness of such a society is that the increase in population
must result in progressive poverty. If the estate of a deceased farmer is divided
among his children, the holdings finally become so small that they can no
longer provide sufficient sustenance for a family. Everybody is a landowner,
but everybody is extremely poor. Conditions as they prevailed in large areas of
China provide a sad illustration of the misery of the tillers of small parcels.
The alternative to this outcome is the emergence of a huge mass of landless
proletarians. Then a wide gap separates the disinherited paupers from the for-
tunate farmers. They are a class of pariahs whose very existence presents soci-
ety with an insoluble problem. They search in vain for a livelihood. Society
has no use for them. They are destitute.

When in the ages preceding the rise of modern capitalism
statesmen, philosophers, and lawyers referred to the poor and to
the problems of poverty, they meant these supernumerary wretches.
Laissez faire and its offshoot, industrialism, converted the employ-
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able poor into wage earners. In the unhampered market society there are
people with higher and people with lower incomes. There are no longer men,
who, although able and ready to work, cannot find regular jobs because there
is no room left for them in the social system of production. But liberalism and
capitalism were even in their heyday limited to comparatively small areas of
Western and Central Europe, North America, and Australia. In the rest of the
world hundreds of millions still vegetate on the verge of starvation. They are
poor or paupers in the old sense of the term, supernumerary and superfluous,
a burden to themselves and a latent threat to the minority of their more lucky
fellow citizens.

The penury of these miserable masses of—in the main colored—people is
not caused by capitalism, but by the absence of capitalism. But for the triumph
of laissez faire, the lot of the peoples of Western Europe would have been even
worse than that of the coolies. What is wrong with Asia is that the per capita
quota of capital invested is extremely low when compared with the capital
equipment of the West. The prevailing ideology and the social system which
is its offshoot check the evolution of profit-seeking entrepreneurship. There is
very little domestic capital accumulation, and manifest hostility to foreign in-
vestors. In many of these countries the increase in population figures even out-
runs the increase in capital available.

It is false to blame the European powers for the poverty of the masses in
their former colonial empires. In investing capital the foreign rulers did all
they could do for an improvement in material well-being. It is not the fault of
the Whites that the Oriental peoples are reluctant to abandon their traditional
tenets and abhor capitalism as an alien ideology.

As far as there is unhampered capitalism, there is no longer any ques-
tion of poverty in the sense in which this term is applied to the conditions
of a noncapitalistic society. The increase in population figures does not
create supernumerary mouths, but additional hands whose employment
produces additional wealth. There are no able-bodied paupers. Seen from
the point of view of the economically backward nations, the conflicts be-
tween “capital” and “labor” in the capitalist countries appear as conflicts
within a privileged upper class. In the eyes of the Asiatics, the American
automobile worker is an “aristocrat.” He is a man who belongs to the 2 per
cent of the earth’s population whose income is highest. Not only the col-
ored races, but also the Slavs, the Arabs, and some other peoples look upon
the average income of the citizens of the capitalistic countries—about 12
or 15 per cent of the total of mankind—as a curtailment of their own
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material well-being. They fail to realize that the prosperity of these allegedly
privileged groups is, apart from the effects of migration barriers, not paid for
by their own poverty, and that the main obstacle to the improvement of their
own conditions is their abhorrence of capitalism.

Within the frame of capitalism the notion of poverty refers only to those
people who are unable to take care of themselves. Even if we disregard the
case of children, we must realize that there will always be such unemploy-
ables. Capitalism, in improving the masses’ standard of living, hygienic con-
ditions, and methods of prophylactics and therapeutics, does not remove
bodily incapacity. It is true that today many people who in the past would
have been doomed to life-long disability are restored to full vigor. But on the
other hand many whom innate defects, sickness, or accidents would have ex-
tinguished sooner in earlier days survive as permanently incapacitated
people. Moreover, the prolongation of the average length of life tends to-
ward an increase in the number of the aged who are no longer able to earn
a living.

The problem of the incapacitated is a specific problem of human civiliza-
tion and of society. Disabled animals must perish quickly. They either die of
starvation or fall prey to the foes of their species. Savage man had no pity on
those who were substandard. With regard to them many tribes practiced
those barbaric methods of ruthless extirpation to which the Nazis resorted in
our time. The very existence of a comparatively great number of invalids
is, however paradoxical, a characteristic mark of civilization and material
well-being.

Provision for those invalids who lack means of sustenance and are not
taken care of by their next of kin has long been considered a work of
charity. The funds needed have sometimes been provided by govern-
ments, more often by voluntary contributions. The Catholic orders and
congregations and some Protestant institutions have accomplished marvels
in collecting such contributions and in using them properly. Today there
are also many nondenominational establishments vying with them in
noble rivalry.

The charity system is criticized for two defects. One is the paucity
of the means available. However, the more capitalism progresses and
increases wealth, the more sufficient become the charity funds. On
the one hand, people are more ready to donate in proportion to the
improvement in their own well-being. On the other hand, the num-
ber of the needy drops concomitantly. Even for those with moderate
incomes the opportunity is offered, by saving and insurance policies,
to provide for accidents, sickness, old age, the education of their
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children, and the support of widows and orphans. It is highly probable that the
funds of the charitable institutions would be sufficient in the capitalist coun-
tries if interventionism were not to sabotage the essential institutions of the
market economy. Credit expansion and inflationary increase of the quantity
of money frustrate the “common man’s” attempts to save and to accumulate re-
serves for less propitious days. But the other procedures of interventionism are
hardly less injurious to the vital interests of the wage earners and salaried em-
ployees, the professions, and the owners of small-size business. The greater
part of those assisted by charitable institutions are needy only because inter-
ventionism has made them so. At the same time inflation and the endeavors
to lower the rate of interest below the potential market rates virtually expro-
priate the endowments of hospitals, asylums, orphanages, and similar estab-
lishments. As far as the welfare propagandists lament the insufficiency of the
funds available for assistance, they lament one of the results of the policies that
they themselves are advocating.

The second defect charged to the charity system is that it is charity and com-
passion only. The indigent has no legal claim to the kindness shown to him.
He depends on the mercy of benevolent people, on the feelings of tenderness
which his distress arouses. What he receives is a voluntary gift for which he
must be grateful. To be an almsman is shameful and humiliating. It is an un-
bearable condition for a self-respecting man.

These complaints are justified. Such shortcomings do indeed inhere in all
kinds of charity. It is a system that corrupts both givers and receivers. It makes
the former self-righteous and the latter submissive and cringing. However, it is
only the mentality of a capitalistic environment that makes people feel the in-
dignity of giving and receiving alms. Outside of the field of the cash nexus and
of deals transacted between buyers and sellers in a purely businesslike manner,
all interhuman relations are tainted by the same failing. It is precisely the ab-
sence of this personal element in market transactions that all those deplore
who blame capitalism for hard-heartedness and callousness. In the eyes of
such critics cooperation under the do ut des principle dehumanizes all socie-
tal bonds. It substitutes contracts for brotherly love and readiness to help one
another. These critics indict the legal order of capitalism for its neglect of the
“human side.” They are inconsistent when they blame the charity system for
its reliance upon feelings of mercy.

Feudal society was founded on acts of grace and on the gratitude
of those favored. The mighty overlord bestowed a benefit upon the
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vassal and the latter owed him personal fidelity. Conditions were human in so
far as the subordinates had to kiss their superiors’ hands and to show allegiance
to them. In a feudal environment the element of grace inherent in charitable
acts did not give offense. It agreed with the generally accepted ideology and
practice. It is only in the setting of a society based entirely upon contractual
bonds that the idea emerged of giving to the indigent a legal claim, an action-
able title to sustenance against society.

The metaphysical arguments advanced in favor of such a right to suste-
nance are based on the doctrine of natural right. Before God or nature all
men are equal and endowed with an inalienable right to live. However, the
reference to inborn equality is certainly out of place in dealing with the ef-
fects of inborn inequality. It is a sad fact that physical disability prevents
many people from playing an active role in social cooperation. It is the op-
eration of the laws of nature that makes these people outcasts. They are
stepchildren of God or nature. We may fully endorse the religious and ethi-
cal precepts that declare it to be man’s duty to assist his unlucky brethren
whom nature has doomed. But the recognition of this duty does not answer
the question concerning what methods should be resorted to for its perfor-
mance. It does not enjoin the choice of methods which would endanger so-
ciety and curtail the productivity of human effort. Neither the able-bodied
nor the incapacitated would derive any benefit from a drop in the quantity
of goods available.

The problems involved are not of a praxeological character, and economics
is not called upon to provide the best possible solution for them. They con-
cern pathology and psychology. They refer to the biological fact that the fear
of penury and of the degrading consequences of being supported by charity
are important factors in the preservation of man’s physiological equilibrium.
They impel a man to keep fit, to avoid sickness and accidents, and to recover
as soon as possible from injuries suffered. The experience of the social security
system, especially that of the oldest and most complete scheme, the German,
has clearly shown the undesirable effects resulting from the elimination of
these incentives.1 No civilized community has callously allowed the
incapacitated to perish. But the substitution of a legally enforceable claim to
support or sustenance for charitable relief does not seem to agree with human
nature as it is. Not metaphysical prepossessions, but considerations of practi-
cal expediency make it inadvisable to promulgate an actionable right to
sustenance.
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It is, moreover, an illusion to believe that the enactment of such laws could
free the indigent from the degrading features inherent in receiving alms. The
more openhanded these laws are, the more punctilious must their application
become. The discretion of bureaucrats is substituted for the discretion of
people whom an inner voice drives to acts of charity. Whether this change ren-
ders the lot of those incapacitated any easier, is hard to say.

3 Inequality

The inequality of incomes and wealth is an inherent feature of the market
economy. Its elimination would entirely destroy the market economy.2

What those people who ask for equality have in mind is always an increase
in their own power to consume. In endorsing the principle of equality as a po-
litical postulate nobody wants to share his own income with those who have
less. When the American wage earner refers to equality, he means that the div-
idends of the stockholders should be given to him. He does not suggest a cur-
tailment of his own income for the benefit of those 95 per cent of the earth’s
population whose income is lower than his.

The role that income inequality plays in the market society must not be
confused with the role it plays in a feudal society or in other types of noncap-
italistic societies.3 Yet in the course of historical evolution this precapitalistic
inequality was of momentous importance.

Let us compare the history of China with that of England. China has de-
veloped a very high civilization. Two thousand years ago it was far ahead
of England. But at the end of the nineteenth century England was a rich
and civilized country while China was poor. Its civilization did not differ
much from the stage it had already reached ages before. It was an arrested
civilization.

China had tried to realize the principle of income equality to a greater
extent than did England. Land holdings were divided and subdivided. There
was no numerous class of landless proletarians. But in eighteenth-century
England this class was very numerous. For a very long time the restrictive
practices of nonagricultural business, sanctified by traditional ideologies, de-
layed the emergence of modern entrepreneurship. But when the laissez-faire
philosophy had opened the way for capitalism by utterly destroying the
fallacies of restrictionism, the evolution of industrialism could proceed at an
accelerated pace because the labor force needed was already available.
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What generated the “machine age” was not, as Sombart imagined, aspecific
mentality of acquisitiveness which one day mysteriously got hold of the minds
of some people and turned them into “capitalistic men.” There have always
been people ready to profit from better adjusting production to the satisfaction
of the needs of the public. But they were paralyzed by the ideology that
branded acquisitiveness as immoral and erected institutional barriers to check
it. The substitution of the laissez-faire philosophy for the doctrines that ap-
proved of the traditional system of restrictions removed these obstacles to ma-
terial improvement and thus inaugurated the new age.

The liberal philosophy attacked the traditional caste system because its
preservation was incompatible with the operation of the market economy. It
advocated the abolition of privileges because it wanted to give a free hand to
those men who had the ingenuity to produce in the cheapest way the greatest
quantity of products of the best quality. In this negative aspect of their program
the utilitarians and economists agreed with the ideas of those who attacked the
status privileges from the point of view of an alleged right of nature and the
doctrine of the equality of all men. Both these groups were unanimous in the
support of the principle of the equality of all men under the law. But this una-
nimity did not eradicate the fundamental opposition between the two lines of
thought.

In the opinion of the natural law school all men are biologically equal and
therefore have the inalienable right to an equal share in all things. The first
theorem is manifestly contrary to fact. The second theorem leads, when con-
sistently interpreted, to such absurdities that its supporters abandon logical
consistency altogether and ultimately come to consider every institution,
however discriminating and iniquitous, as compatible with the inalienable
equality of all men. The eminent Virginians whose ideas animated the
American Revolution acquiesced in the preservation of Negro slavery. The
most despotic system of government that history has ever known, Bolshe-
vism, parades as the very incarnation of the principle of equality and liberty
of all men.

The liberal champions of equality under the law were fully aware
of the fact that men are born unequal and that it is precisely their
inequality that generates social cooperation and civilization. Equality
under the law was in their opinion not designed to correct the in-
exorable facts of the universe and to make natural inequality disap-
pear. It was, on the contrary, the device to secure for the whole of
mankind the maximum of benefits it can derive from it. Henceforth
no man-made institutions should prevent a man from attaining that
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station in which he can best serve his fellow citizens. The liberals approached
the problem not from the point of view of alleged inalienable rights of the in-
dividuals, but from the social and utilitarian angle. Equality under the law is
in their eyes good because it best serves the interests of all. It leaves it to the
voters to decide who should hold public office and to the consumers to decide
who should direct production activities. It thus eliminates the causes of violent
conflict and secures a steady progress toward a more satisfactory state of hu-
man affairs.

The triumph of this liberal philosophy produced all those phenomena
which in their totality are called modern Western civilization. However,
this new ideology could triumph only within an environment in which the
ideal of income equality was very weak. If the Englishmen of the eigh-
teenth century had been preoccupied with the chimera of income equality,
laissez-faire philosophy would not have appealed to them, just as it does not
appeal today to the Chinese or the Mohammedans. In this sense the histo-
rian must acknowledge that the ideological heritage of feudalism and the
manorial system contributed to the rise of our modern civilization, however
different it is.

Those eighteenth-century philosophers who were foreign to the ideas
of the new utilitarian theory could still speak of a superiority of condi-
tions in China and in the Mohammedan countries. They knew, it is
true, very little about the social structure of the oriental world. What they
found praiseworthy in the dim reports they had obtained was the absence
of a hereditary aristocracy and of big land holdings. As they fancied it,
these nations had succeeded better in establishing equality than their
own nations.

Then later in the nineteenth century these claims were renewed by the
nationalists of the nations concerned. The cavalcade was headed by
Panslavism, whose champions exalted the eminence of communal cooper-
ation as realized in the Russian mir and artel and in the zadruga of the
Yugoslavs. With the progress of the semantic confusion which has con-
verted the meaning of political terms into their very opposite, the epithet
“democratic” is now lavishly spent. The Moslem peoples, which never
knew any form of government other than unlimited absolutism, are called
democratic. Indian nationalists take pleasure in speaking of traditional
Hindu democracy!

Economists and historians are indifferent with regard to all such
emotional effusions. In describing the civilizations of the Asiatics as
inferior civilizations they do not express any value judgments. They
merely establish the fact that these peoples did not bring forth those
ideological and institutional conditions which in the West produced
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that capitalist civilization the superiority of which the Asiatics today im-
plicitly accept in clamoring at least for its technological and therapeutical
implements and paraphernalia. It is precisely when one recognizes the fact
that in the past the culture of many Asiatic peoples was far ahead of that of
their Western contemporaries, that the question is raised as to what causes
stopped progress in the East. In the case of the Hindu civilization the
answer is obvious. Here the iron grip of the inflexible caste system stunted
individual initiative and nipped in the bud every attempt to deviate from
traditional standards. But China and the Mohammedan countries were,
apart from the slavery of a comparatively small number of people, free from
caste rigidity. They were ruled by autocrats. But the individual subjects
were equal under the autocrat. Even slaves and eunuchs were not barred
from access to the highest dignities. It is this equality before the ruler to
which people refer today in speaking of the supposed democratic customs
of these Orientals.

The notion of the economic equality of the subjects to which these peo-
ples and their rulers were committed was not well defined but vague. But it
was very distinct in one respect, namely, in utterly condemning the accumu-
lation of a large fortune by any private individual. The rulers considered
wealthy subjects a threat to their political supremacy. All people, the rulers as
well as the ruled, were convinced that no man can amass abundant means
otherwise than by depriving others of what by rights should belong to them,
and that the riches of the wealthy few are the cause of the poverty of the
many. The position of wealthy businessmen was in all oriental countries ex-
tremely precarious. They were at the mercy of the officeholders. Even lavish
bribes failed to protect them against confiscation. The whole people rejoiced
whenever a prosperous businessman fell victim to the envy and hatred of the
administrators.

This antichrematistic spirit arrested the progress of civilization in the East
and kept the masses on the verge of starvation. As capital accumulation was
checked, there could be no question of technological improvement. Capital-
ism came to the East as an imported alien ideology, imposed by foreign armies
and navies in the shape either of colonial domination or of extraterritorial ju-
risdiction. These violent methods were certainly not the appropriate means to
change the traditionalist mentality of the Orientals. But acknowledgment of
this fact does not invalidate the statement that it was the abhorrence of capital
accumulation that doomed many hundreds of millions of Asiatics to poverty
and starvation.

The notion of equality which our contemporary welfare propa-
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gandists have in mind is the replica of the Asiatic idea of equality. While vague
in every other respect, it is very clear in its abomination of large fortunes. It ob-
jects to big business and great riches. It advocates various measures to stunt the
growth of individual enterprises and to bring about more equality by confisca-
tory taxation of incomes and estates. And it appeals to the envy of the injudi-
cious masses.

The immediate economic consequences of confiscatory policies have been
dealt with already.4 It is obvious that in the long run such policies must result
not only in slowing down or totally checking the further accumulation of cap-
ital, but also in the consumption of capital accumulated in previous days.
They would not only arrest further progress toward more material prosperity,
but even reverse the trend and bring about a tendency toward progressing pov-
erty. The ideals of Asia would triumph; and finally East and West would meet
on an equal level of distress.

The welfare school pretends not only to stand for the interests of the
whole of society as against the selfish interests of profit-seeking business; it
contends moreover that it takes into account the lasting secular interests of
the nation as against the short-term concerns of speculators, promoters, and
capitalists who are exclusively committed to profiteering and do not bother
about the future of the whole of society. This second claim is, of course, ir-
reconcilable with the emphasis laid by the school upon short-run policies
as against long-run concerns. However, consistency is not one of the virtues
of the welfare doctrinaires. Let us for the sake of argument disregard this
contradiction in their statements and examine them without reference to
their inconsistency.

Saving, capital accumulation, and investment withhold the amount con-
cerned from current consumption and dedicate it to the improvement of
future conditions. The saver foregoes the increase in present satisfaction in
order to improve his own well-being and that of his family in the more dis-
tant future. His intentions are certainly selfish in the popular connotation
of the term. But the effects of his selfish conduct are beneficial to the last-
ing secular interests of the whole of society as well as of all its members.
His conduct produces all those phenomena to which even the most big-
oted welfare propagandist attributes the epithets economic improvement and
progress.

The policies advocated by the welfare school remove the incentive to
saving on the part of private citizens. On one hand, the measures di-
rected toward a curtailment of big incomes and fortunes seriously
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reduce or destroy entirely the wealthier people’s power to save. On the other
hand, the sums which people with moderate incomes previously contributed
to capital accumulation are manipulated in such a way as to channel them
into the lines of consumption. When in the past a man saved by entrusting
money to a savings bank or by taking out an insurance policy, the bank or the
insurance company invested the equivalent. Even if the saver at a later date
consumed the sums saved, no disinvestment and capital consumption re-
sulted. The total investments of the savings banks and the insurance compa-
nies steadily increased in spite of these withdrawals.

Today there prevails a tendency to push banks and insurance companies
more and more toward investment in government bonds. The funds of the so-
cial security institutions completely consist in titles to the public debt. As far
as public indebtedness was incurred by spending for current expenditure, the
saving of the individual does not result in capital accumulation. While in the
unhampered market economy saving, capital accumulation, and investment
coincide in the interventionist economy the individual citizens’ savings can be
dissipated by the government. The individual citizen restricts his current con-
sumption in order to provide for his own future; in doing this he contributes
his share to the further economic advancement of society and to an improve-
ment of his fellow men’s standard of living. But the government steps in and
removes the socially beneficial effects of the individuals’ conduct. Nothing
explodes better than this example the welfare cliché that contrasts the selfish
and narrow-minded individual, exclusively committed to the enjoyment of
the pleasures of the moment and having no regard for the well-being of his
fellow men and for the perennial concerns of society, and the far-sighted be-
nevolent government, unflaggingly devoted to the promotion of the lasting
welfare of the whole of society.

The welfare propagandist, it is true, raises two objections. First, that the in-
dividual’s motive is selfishness, while the government is imbued with good in-
tentions. Let us admit for the sake of argument that individuals are devilish
and rulers angelic. But what counts in life and reality is—in spite of what Kant
said to the contrary—not good intentions, but accomplishments. What makes
the existence and the evolution of society possible is precisely the fact that
peaceful cooperation under the social division of labor in the long run best
serves the selfish concerns of all individuals. The eminence of the market so-
ciety is that its whole functioning and operation is the consummation of this
principle.

The second objection points out that under the welfare system
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capital accumulation by the government and public investment are to be sub-
stituted for private accumulation and investment. It refers to the fact that not
all the funds which governments borrowed in the past were spent for current
expenditure. A considerable part was invested in the construction of roads,
railroads, harbors, airports, power stations, and other public works. Another no
less conspicuous part was spent for waging wars of defense which admittedly
could not be financed by other methods. The objection, however, misses the
point. What matters is that a part of the individual’s saving is employed by the
government for current consumption, and that nothing hinders the govern-
ment from so increasing this part that it in fact absorbs the whole.

It is obvious that if governments make it impossible for their sub-
jects to accumulate and to invest additional capital, responsibility for the for-
mation of new capital, if there is to be any, devolves upon government. The
welfare propagandist, in whose opinion government control is a synonym for
God’s providential care that wisely and imperceptibly leads mankind to higher
and more perfect stages of an inescapable evolutionary progress, fails to see the
intricacy of the problem and its ramifications.

Not only further saving and accumulation of additional capital, but no less
the maintenance of capital at its present level, require curtailing today’s con-
sumption in order to be more amply supplied later. It is abstinence, a refrain-
ing from satisfactions which could be reaped instantly.5 The market economy
brings about an environment in which such abstinence is practiced to a cer-
tain extent, and in which its product, the accumulated capital, is invested in
those lines in which it best satisfies the most urgent needs of the consumers.
The questions arise whether government accumulation of capital can be sub-
stituted for private accumulation, and in what way a government would invest
additional capital accumulated. These problems do not refer only to a social-
ist commonwealth. They are no less urgent in an interventionist scheme that
has either totally or almost totally removed the conditions making for private
capital formation. Even the United States is manifestly more and more
approaching such a state of affairs.

846 � the hampered market economy

5. To establish this fact is, to be sure, not an endorsement of the theories which tried to describe
interest as the “reward” of abstinence. There is in the world of reality no mythical agency that
rewards or punishes. What originary interest really is has been shown above in Chapter 19. But
as against the would-be ironies of Lassalle (Herr Bastiat-Schulze von Delitzsch in Gesammelte

Reden und Schriften, ed. Bernstein, V, 167), reiterated by innumerable textbooks, it is good to em-
phasize that saving is privation (Entbehrung) in so far as it deprives the saver of an instantaneous
enjoyment.

35-L3843  12/5/06  8:13 AM  Page 846



Let us consider the case of a government that has got control of the em-
ployment of a considerable part of the citizens’ savings. The investments of
the social security system, of the private insurance companies, of savings
banks, and of commercial banks are to a great extent determined by the au-
thorities and channeled into the public debt. The private citizens are still
savers. But whether or not their savings bring about capital accumulation
and thus increase the quantity of capital goods available for an improve-
ment of the apparatus of production depends on the employment of the
funds borrowed by the government. If the government squanders these
sums either by spending them for current expenditure or by malinvestment,
the process of capital accumulation as inaugurated by the saving of indi-
viduals and continued by the investment operations of the banks and in-
surance enterprises is cut off. A contrast between the two ways may clarify
the matter:

In the process of the unhampered market economy Bill saves one hundred
dollars and deposits it with a savings bank. If he is wise in choosing a bank
which is wise in its lending and investing business, an increment in capital re-
sults, and brings about a rise in the marginal productivity of labor. Out of the
surplus thus produced a part goes to Bill in the shape of interest. If Bill blun-
ders in the choice of his bank and entrusts his hundred dollars to a bank that
fails, he goes emptyhanded.

In the process of government interference with saving and investment, Paul
in the year 1940 saves by paying one hundred dollars to the national social se-
curity institution.6 He receives in exchange a claim which is virtually an un-
conditional government IOU. If the government spends the hundred dollars
for current expenditure, no additional capital comes into existence, and no in-
crease in the productivity of labor results. The government’s IOU is a check
drawn upon the future taxpayers. In 1970 a certain Peter may have to fulfill the
government’s promise although he himself does not derive any benefit from
the fact that Paul in 1940 saved one hundred dollars.

Thus it becomes obvious that there is no need to look at Soviet
Russia in order to comprehend the role that public finance plays in
our day. The trumpery argument that the public debt is no burden
because “we owe it to ourselves” is delusive. The Pauls of 1940 do not
owe it to themselves. It is the Peters of 1970 who owe it to the Pauls
of 1940. The whole system is the acme of the short-run principle. The
statesmen of 1940 solve their problems by shifting them to the states-
men of 1970. On that date the statesmen of 1940 will be either
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dead or elder statesmen glorying in their wonderful achievement, social
security.

The Santa Claus fables of the welfare school are characterized by their
complete failure to grasp the problems of capital. It is precisely this defect
that makes it imperative to deny them the appellation welfare economics with
which they describe their doctrines. He who does not take into consideration
the scarcity of capital goods available is not an economist, but a fabulist. He
does not deal with reality but with a fabulous world of plenty. All the effu-
sions of the contemporary welfare school are, like those of the socialist au-
thors, based on the implicit assumption that there is an abundant supply of
capital goods. Then, of course, it seems easy to find a remedy for all ills, to
give to everybody “according to his needs” and to make everyone perfectly
happy.

It is true that some of the champions of the welfare school feel troubled by
a dim notion of the problems involved. They realize that capital must be
maintained intact if the future productivity of labor is not to be impaired.7
However, these authors too fail to comprehend that even the mere mainte-
nance of capital depends on the skillful handling of the problems of invest-
ment, that it is always the fruit of successful speculation, and that endeavors to
maintain capital intact presuppose economic calculation and thereby the op-
eration of the market economy. The other welfare propagandists ignore the is-
sue completely. It does not matter whether or not they endorse in this respect
the Marxian scheme or resort to the invention of new chimerical notions such
as “the self-perpetuating character” of useful things.8 In any event their teach-
ings are designed to provide a justification for the doctrine which blames over-
saving and underconsumption for all that is unsatisfactory and recommends
spending as a panacea.

When pushed hard by economists, some welfare propagandists and social-
ists admit that impairment of the average standard of living can only be
avoided by the maintenance of capital already accumulated and that eco-
nomic improvement depends on accumulation of additional capital. Main-
tenance of capital and accumulation of new capital, they say, will henceforth
be a task of government. They will no longer be left to the selfishness of in-
dividuals, exclusively concerned with their own enrichment and that of their
families; the authorities will deal with them from the point of view of the
commonweal.
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The crux of the issue lies precisely in the operation of selfishness. Under
the system of inequality this selfishness impels a man to save and always to
invest his savings in such a way as to fill best the most urgent needs of the con-
sumers. Under the system of equality this motive fades. The curtailment of
consumption in the immediate future is a perceptible privation, a blow to the
individuals’ selfish aims. The increment in the supply available in more dis-
tant periods of the future which is expected from this immediate privation is
less recognizable for the average intellect. Moreover, its beneficial effects are,
under a system of public accumulation, so thinly spread out that they hardly
appear to a man as an appropriate compensation for what he foregoes today.
The welfare school blithely assumes that the expectation that the fruits of to-
day’s saving will be reaped equally by the whole of the future generation will
turn everybody’s selfishness toward more saving. Thus they fall prey to a corol-
lary of Plato’s illusion that preventing people from knowing which children’s
parents they are will inspire them with parental feelings toward all younger
people. It would have been wise if the welfare school had been mindful of
Aristotle’s observation that the result will rather be that all parents will be
equally indifferent to all children.9

The problem of maintaining and increasing capital is insoluble for a so-
cialist system which cannot resort to economic calculation. Such a socialist
commonwealth lacks any method of ascertaining whether its capital equip-
ment is decreasing or increasing. But under interventionism and under a so-
cialist system which is still in a position to resort to economic calculation on
the basis of prices established abroad, things are not so bad. Here it is at least
possible to comprehend what is going on.

If such a country is under a democratic government, the problems of
capital preservation and accumulation of additional capital become the
main issue of political antagonisms. There will be demagogues to contend
that more could be dedicated to current consumption than those who hap-
pen to be in power or the other parties are disposed to allow. They will al-
ways be ready to declare that “in the present emergency” there cannot be
any question of piling up capital for later days and that, on the contrary,
consumption of a part of the capital already available is fully justified. The
various parties will outbid one another in promising the voters more gov-
ernment spending and at the same time a reduction of all taxes which do
not exclusively burden the rich. In the days of laissez faire people looked
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upon government as an institution whose operation required an expenditure
of money which must be defrayed by taxes paid by the citizens. In the indi-
vidual citizens’ budgets the state was an item of expenditure. Today the ma-
jority of the citizens look upon government as an agency dispensing benefits.
The wage earners and the farmers expect to receive from the treasury more
than they contribute to its revenues. The state is in their eyes a spender, not a
taker. These popular tenets were rationalized and elevated to the rank of a
quasi-economic doctrine by Lord Keynes and his disciples. Spending and un-
balanced budgets are merely synonyms for capital consumption. If current ex-
penditure, however beneficial it may be considered, is financed by taking away
by inheritance taxes those parts of higher incomes which would have been
employed for investment, or by borrowing, the government becomes a factor
making for capital consumption. The fact that in present-day America there is
probably10 still a surplus of annual capital accumulation over annual capital
consumption does not invalidate the statement that the total complex of the
financial policies of the Federal Government, the States, and the municipali-
ties tends toward capital consumption.

Many who are aware of the undesirable consequences of capital con-
sumption are prone to believe that popular government is incompatible with
sound financial policies. They fail to realize that not democracy as such is to
be indicted, but the doctrines which aim at substituting the Santa Claus
conception of government for the night watchman conception derided by
Lassalle. What determines the course of a nation’s economic policies is
always the economic ideas held by public opinion. No government, whether
democratic or dictatorial, can free itself from the sway of the generally
accepted ideology.

Those advocating a restriction of the parliament’s prerogatives in budgeting
and taxation issues or even a complete substitution of authoritarian govern-
ment for representative government are blinded by the chimerical image of a
perfect chief of state. This man, no less benevolent than wise, would be sin-
cerely dedicated to the promotion of his subjects’ lasting welfare. The real
Führer, however, turns out to be a mortal man who first of all aims at the per-
petuation of his own supremacy and that of his kin, his friends, and his party.
As far as he may resort to unpopular measures, he does so for the sake of these
objectives. He does not invest and accumulate capital. He constructs fortresses
and equips armies.
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The much talked about plans of the Soviet and Nazi dictators involved
restriction of current consumption for the sake of “investment.” The Nazis
never tried to suppress the truth that all these investments were designed
as a preparation for the wars of aggression that they planned. The Soviets
were less outspoken at the beginning. But later they proudly declared that
all their planning was directed by considerations of war preparedness. His-
tory does not provide any example of capital accumulation brought about
by a government. As far as governments invested in the construction of
roads, railroads, and other useful public works, the capital needed was pro-
vided by the savings of individual citizens and borrowed by the govern-
ment. But the greater part of the funds collected by the public debts was
spent for current expenditure. What individuals had saved was dissipated
by the government.

Even those who look upon the inequality of wealth and incomes as a de-
plorable thing, cannot deny that it makes for progressing capital accumula-
tion. And it is additional capital accumulation alone that brings about tech-
nological improvement, rising wage rates, and a higher standard of living.

4 Insecurity

The vague notion of security which the welfare doctrinaires have in mind
when complaining about insecurity refers to something like a warrant by
means of which society guarantees to everybody, irrespective of his achieve-
ments, a standard of living which he considers satisfactory.

Security in this sense, contend the eulogists of times gone by, was pro-
vided under the social regime of the Middle Ages. There is, however, no
need to enter into an examination of these claims. Real conditions even in
the much-glorified thirteenth century were different from the ideal picture
painted by scholastic philosophy; these schemes were meant as a description
of conditions not as they were but as they ought to be. But even these utopias
of the philosophers and theologians allow for the existence of a numerous
class of destitute beggars, entirely dependent on alms given by the wealthy.
This is not precisely the idea of security which the modern usage of the term
suggests.

The concept of security is the wage earners’ and small farmers’
pendant to the concept of stability held by the capitalists.11 In the
same way in which capitalists want to enjoy permanently an income
which is not subject to the vicissitudes of changing human conditions,
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wage earners and small farmers want to make their revenues independent of
the market. Both groups are eager to withdraw from the flux of historical
events. No further occurrence should impair their own position; on the other
hand, of course, they do not expressly object to an improvement of their ma-
terial well-being. That structure of the market to which they have in the past
adjusted their activities should never be altered in such a way as to force them
to a new adjustment. The farmer in a European mountain valley waxes in-
dignant upon encountering the competition of Canadian farmers producing
at lower cost. The house painter boils over with rage when the introduction of
a new appliance affects conditions in his sector of the labor market. It is obvi-
ous that the wishes of these people could be fulfilled only in a perfectly stag-
nant world.

A characteristic feature of the unhampered market society is that it is no re-
specter of vested interests. Past achievements do not count if they are obstacles
to further improvement. The advocates of security are therefore quite correct
in blaming capitalism for insecurity. But they distort the facts in implying that
the selfish interests of capitalists and entrepreneurs are responsible. What
harms the vested interests is the urge of the consumers for the best possible sat-
isfaction of their needs. Not the greed of the wealthy few, but the propensity
of everyone to take advantage of any opportunity offered for an improvement
of his own well-being makes for producer insecurity. What makes the house-
painter indignant is the fact that his fellow citizens prefer cheaper houses to
more expensive ones. And the housepainter himself, in preferring cheaper
commodities to dearer ones, contributes his share to the emergence of inse-
curity in other sectors of the labor market.

It is certainly true that the necessity of adjusting oneself again and again
to changing conditions is onerous. But change is the essence of life. In an
unhampered market economy the absence of security, i.e., the absence of
protection for vested interests, is the principle that makes for a steady im-
provement in material well-being. There is no need to argue with the bucolic
dreams of Virgil and of eighteenth-century poets and painters. There is no
need to examine the kind of security which the real shepherds enjoyed. No
one really wishes to change places with them.

The longing for security became especially intense in the great de-
pression that started in 1929. It met with an enthusiastic response from
the millions of unemployed. That is capitalism for you, shouted the
leaders of the pressure groups of the farmers and the wage earners. Yet
the evils were not created by capitalism, but, on the contrary,

852 � the hampered market economy

35-L3843  12/5/06  8:13 AM  Page 852



by the endeavors to “reform” and to “improve” the operation of the market
economy by interventionism. The crash was the necessary outcome of the at-
tempts to lower the rate of interest by credit expansion. Institutional unem-
ployment was the inevitable result of the policy of fixing wage rates above the
potential market height.

5 Social Justice

In one respect at least present-day welfare propagandists are superior 
to most of the older schools of socialists and reformers. They no longer stress
a concept of social justice with whose arbitrary precepts men should comply
however disastrous the consequences may be. They endorse the utilitarian
point of view. They do not oppose the principle that the only standard for ap-
preciating social systems is judging them with regard to their ability to realize
the ends sought by acting men.

However, as soon as they embark upon an examination of the operation
of the market economy, they forget their sound intentions. They invoke a
set of metaphysical principles and condemn the market economy before-
hand because it does not conform to them. They smuggle in through a back
door the idea of an absolute standard of morality which they had barred
from the main entrance. In searching for remedies against poverty, in-
equality, and insecurity, they come step by step to endorse all the fallacies
of the older schools of socialism and interventionism. They become more
and more entangled in contradictions and absurdities. Finally they cannot
help catching at the straw at which all earlier “unorthodox” reformers tried
to grasp—the superior wisdom of perfect rulers. Their last word is always
state, government, society, or other cleverly designed synonyms for the su-
perhuman dictator.

The welfare school, foremost among them the German Kathedersozialisten

and their adepts, the American Institutionalists, have published many thou-
sands of volumes stuffed with punctiliously documented information about
unsatisfactory conditions. In their opinion the collected materials clearly il-
lustrate the shortcomings of capitalism. In truth they merely illustrate the fact
that human wants are practically unlimited and that there is an immense field
open for further improvements. They certainly do not prove any of the state-
ments of the welfare doctrine.

There is no need to tell us that an ampler supply of various com-
modities would be welcome to all people. The question is whether
there is any means of achieving a greater supply other than by in-
creasing the productivity of human effort by the investment of addi-
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tional capital. All the babble of the welfare propagandists aims only at one
end, namely, obscuring this point, the point that alone matters. While the ac-
cumulation of additional capital is the indispensable means for any further
economic progress, these people speak of “oversaving” and “overinvestment,”
of the necessity of spending more and of restricting output. Thus they are the
harbingers of economic retrogression, preaching a philosophy of decay and
social disintegration. A society arranged according to their precepts may
appear to some people as fair from the point of view of an arbitrary standard of
social justice. But it will certainly be a society of progressing poverty for all its
members.

For more than a century public opinion in Western countries has been
deluded by the idea that there is such a thing as “the social question” or “the
labor problem.” The meaning implied was that the very existence of capital-
ism hurts the vital interests of the masses, especially those of the wage earners
and the small farmers. The preservation of this manifestly unfair system can-
not be tolerated; radical reforms are indispensable.

The truth is that capitalism has not only multiplied population figures but
at the same time improved the people’s standard of living in an unprecedented
way. Neither economic thinking nor historical experience suggest that any
other social system could be as beneficial to the masses as capitalism. The re-
sults speak for themselves. The market economy needs no apologists and pro-
pagandists. It can apply to itself the words of Sir Christopher Wren’s epitaph in
St. Paul’s: Si monumentum requiris, circumspice.12
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chapter 36

The Crisis of Interventionism

1 The Harvest of Interventionism

The interventionist policies as practiced for many decades by all governments
of the capitalistic West have brought about all those effects which the econo-
mists predicted. There are wars and civil wars, ruthless oppression of the
masses by clusters of self-appointed dictators, economic depressions, mass un-
employment, capital consumption, famines.

However, it is not these catastrophic events which have led to the crisis of
interventionism. The interventionist doctrinaires and their followers explain
all these undesired consequences as the unavoidable features of capitalism. As
they see it, it is precisely these disasters that clearly demonstrate the necessity
of intensifying interventionism. The failures of the interventionist policies do
not in the least impair the popularity of the implied doctrine. They are so in-
terpreted as to strengthen, not to lessen, the prestige of these teachings. As a vi-
cious economic theory cannot be simply refuted by historical experience, the
interventionist propagandists have been able to go on in spite of all the havoc
they have spread.

Yet the age of interventionism is reaching its end. Interventionism has ex-
hausted all its potentialities and must disappear.

2 The Exhaustion of the Reserve Fund

The idea underlying all interventionist policies is that the higher income and
wealth of the more affluent part of the population is a fund which can be freely
used for the improvement of the conditions of the less prosperous. The
essence of the interventionist policy is to take from one group to give to an-
other. It is confiscation and distribution. Every measure is ultimately justified
by declaring that it is fair to curb the rich for the benefit of the poor.

In the field of public finance progressive taxation of incomes and
estates is the most characteristic manifestation of this doctrine. Tax
the rich and spend the revenue for the improvement of the condi-
tion of the poor, is the principle of contemporary budgets. In the
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field of industrial relations shortening the hours of work, raising wages, and
a thousand other measures are recommended under the assumption that
they favor the employee and burden the employer. Every issue of government
and community affairs is dealt with exclusively from the point of view of this
principle.

An illustrative example is provided by the methods applied in the opera-
tion of nationalized and municipalized enterprises. These enterprises very
often result in financial failure; their accounts regularly show losses burden-
ing the state or the city treasury. It is of no use to investigate whether the
deficits are due to the notorious inefficiency of the public conduct of busi-
ness enterprises or, at least partly, to the inadequacy of the prices at which
the commodities or services are sold to the customers. What matters is the
fact that the taxpayers must cover these deficits. The interventionists fully ap-
prove of this arrangement. They passionately reject the two other possible so-
lutions: selling the enterprises to private entrepreneurs or raising the prices
charged to the customers to such a height that no further deficit remains.
The first of these proposals is in their eyes manifestly reactionary because
they believe that the inevitable trend of history is toward more and more so-
cialization. The second is deemed “antisocial” because it places a heavier
load upon the consuming masses. It is fairer to make the taxpayers, i.e., the
wealthy citizens, bear the burden. Their ability to pay is greater than that of
the average people riding the nationalized railroads and the municipalized
subways, trolleys, and buses. To ask that such public utilities should be self-
supporting, is, say the interventionists, a relic of the old-fashioned ideas of or-
thodox finance. One might as well aim at making the roads and the public
schools self-supporting.

It is not necessary to argue with the advocates of this deficit policy. It is ob-
vious that recourse to this ability-to-pay principle depends on the existence of
such incomes and fortunes as can still be taxed away. It can no longer be re-
sorted to once these extra funds have been exhausted by taxes and other inter-
ventionist measures.

This is precisely the present state of affairs in most of the European coun-
tries. The United States has not yet gone so far; but if the actual trend of its
economic policies is not radically altered very soon, it will be in the same con-
dition in a few years.

For the sake of argument we may disregard all the other consequences
which the full triumph of the ability-to-pay principle must bring about and
concentrate upon its financial aspects.

The interventionist in advocating additional public expenditure is
not aware of the fact that the funds available are limited. He does not
realize that increasing expenditure in one department enjoins restrict-
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ing it in other departments. In his opinion there is plenty of money available.
The income and wealth of the rich can be freely tapped. In recommending
a greater allowance for the schools he simply stresses the point that it would
be a good thing to spend more for education. He does not venture to prove
that to raise the budgetary allowance for schools is more expedient than to
raise that of another department, e.g., that of health. It never occurs to him
that grave arguments could be advanced in favor of restricting public spend-
ing and lowering the burden of taxation. The champions of cuts in the
budget are in his eyes merely the defenders of the manifestly unfair class in-
terests of the rich.

With the present height of income and inheritance tax rates, this reserve
fund out of which the interventionists seek to cover all public expenditure
is rapidly shrinking. It has practically disappeared altogether in most Euro-
pean countries. In the United States the recent advances in tax rates pro-
duced only negligible revenue results beyond what would be produced by a
progression which stopped at much lower rates. High surtax rates for the rich
are very popular with interventionist dilettantes and demagogues, but they
secure only modest additions to the revenue.1 From day to day it becomes
more obvious that large-scale additions to the amount of public expenditure
cannot be financed by “soaking the rich,” but that the burden must be car-
ried by the masses. The traditional tax policy of the age of interventionism,
its glorified devices of progressive taxation and lavish spending have been
carried to a point at which their absurdity can no longer be concealed. The
notorious principle that, whereas private expenditures depend on the size of
income available, public revenues must be regulated according to expendi-
tures, refutes itself. Henceforth, governments will have to realize that one
dollar cannot be spent twice, and that the various items of government ex-
penditure are in conflict with one another. Every penny of additional gov-
ernment spending will have to be collected from precisely those people who
hitherto have been intent upon shifting the main burden to other groups.
Those anxious to get subsidies will themselves have to foot the bill. The
deficits of publicly owned and operated enterprises will be charged to the
bulk of the population.
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1. In the United States the surtax rate under the 1942 Act was 52 per cent on the taxable income
bracket $22,000–26,000. If the surtax had stopped at this level, the loss of revenue on 1942 income
would have been about $249 million or 2.8 per cent of the total individual income tax for that year.
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lion. Complete confiscation of these incomes would not have produced as much revenue as was
obtained in this year from all taxable incomes, namely, $9,046 million. Cf. A Tax Program for a

Solvent America, Committee on Postwar Tax Policy (New York, 1945), pp. 116 –17, 120.
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The situation in the employer-employee nexus will be analogous. The pop-
ular doctrine contends that wage earners are reaping “social gains” at the ex-
pense of the unearned income of the exploiting classes. The strikers, it is said,
do not strike against the consumers but against “management.” There is no
reason to raise the prices of products when labor costs are increased; the dif-
ference must be borne by employers. But when more and more of the share of
the entrepreneurs and capitalists is absorbed by taxes, higher wage rates, and
other “social gains” of employees, and by price ceilings, nothing remains for
such a buffer function. Then it becomes evident that every wage raise, with its
whole momentum, must affect the prices of the products and that the social
gains of each group fully correspond to the social losses of the other groups.
Every strike becomes, even in the short run and not only in the long run, a
strike against the rest of the people.

An essential point in the social philosophy of interventionism is the exis-
tence of an inexhaustible fund which can be squeezed forever. The whole sys-
tem of interventionism collapses when this fountain is drained off: The Santa
Claus principle liquidates itself.

3 The End of Interventionism

The interventionist interlude must come to an end because interventionism
cannot lead to a permanent system of social organization. The reasons are
threefold.

First: Restrictive measures always restrict output and the amount of goods
available for consumption. Whatever arguments may be advanced in favor of
definite restrictions and prohibitions, such measures in themselves can never
constitute a system of social production.

Second: All varieties of interference with the market phenomena not only
fail to achieve the ends aimed at by their authors and supporters, but bring
about a state of affairs which—from the point of view of their authors’ and ad-
vocates’ valuations—is less desirable than the previous state of affairs which
they were designed to alter. If one wants to correct their manifest unsuitable-
ness and preposterousness by supplementing the first acts of intervention with
more and more of such acts, one must go farther and farther until the market
economy has been entirely destroyed and socialism has been substituted for it.

Third: Interventionism aims at confiscating the “surplus” of one part of the
population and at giving it to the other part. Once this surplus is exhausted by
total confiscation, a further continuation of this policy is impossible.

Marching ever further along the path of interventionism, all those
countries that have not adopted full socialism of the Russian pattern
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are more and more approaching what is called a planned economy, i.e., so-
cialism of the German or Hindenburg pattern. In regard to economic poli-
cies, there is nowadays little difference among the various nations and,
within each nation, among the various political parties and pressure groups.
The historical party names have lost their significance. There are, as far as
economic policy is concerned, practically only two factions left: the advo-
cates of the Lenin method of all-around nationalization and the interven-
tionists. The advocates of the free market economy have little influence
upon the course of events. What economic freedom still exists is the out-
come of the failure of the measures resorted to by the governments, rather
than of an intentional policy.

It is difficult to find out how many of the supporters of interventionism are
conscious of the fact that the policies they recommend directly lead toward so-
cialism, and how many hold fast to the illusion that what they are aiming at is
a middle-of-the-road system that can last as a permanent system—a “third so-
lution” of the problem of society’s economic organization. At any rate, it is cer-
tain that all interventionists believe that the government, and the government
alone, is called upon to decide in every single case whether one has to let
things go as the market determines them or whether an act of intervention is
needed. This means that they are prepared to tolerate the supremacy of the
consumers only as far as it brings about a result of which they themselves ap-
prove. As soon as something happens in the economy that any of the various
bureaucratic institutions does not like or that arouses the anger of a pressure
group, people clamor for new interventions, controls, and restrictions. But for
the inefficiency of the law-givers and the laxity, carelessness, and corruption of
many of the functionaries, the last vestiges of the market economy would have
long since disappeared.

The unsurpassed efficiency of capitalism never before manifested itself in a
more beneficial way than in this age of heinous anticapitalism. While gov-
ernments, political parties, and labor unions are sabotaging all business oper-
ations, the spirit of enterprise still succeeds in increasing the quantity and im-
proving the quality of products and in rendering them more easily accessible
to the consumers. In the countries that have not yet entirely abandoned the
capitalistic system the common man enjoys today a standard of living for
which the princes and nabobs of ages gone by would have envied him. A short
time ago the demagogues blamed capitalism for the poverty of the masses. To-
day they rather blame capitalism for the “affluence” that it bestows upon the
common man.

It has been shown that the managerial system, i.e., the assign-
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ment of ancillary tasks in the conduct of business to responsible helpers to
whom a certain amount of discretion can be granted, is possible only within
the frame of the profit system.2 What characterizes the manager as such and
imparts to him a condition different from that of the mere technician is that,
within the sphere of his assignment, he himself determines the methods by
which his actions should conform to the profit principle. In a socialist system
in which there is neither economic calculation nor capital accounting nor
profit computation, there is no room left for managerial activities either. But
as long as a socialist commonwealth is still in a position to calculate on the
ground of prices determined on foreign markets, it can also utilize a quasi-
managerial hierarchy to some extent.

It is a poor makeshift to call any age an age of transition. In the living
world there is always change. Every age is an age of transition. We may dis-
tinguish between social systems that can last and such as are inevitably tran-
sitory because they are self-destructive. It has already been pointed out in
what sense interventionism liquidates itself and must lead to socialism of
the German pattern. Some European countries have already reached this
phase, and nobody knows whether or not the United States will follow suit.
But as long as the United States clings to the market economy and does not
adopt the system of full government control of business, the socialist econ-
omies of Western Europe will still be in a position to calculate. Their con-
duct of business still lacks the most characteristic feature of socialist con-
duct; it is still based on economic calculation. It is therefore in every
respect very different from what it would become if all the world were to
turn toward socialism.

It is often said that one half of the world cannot remain committed to the
market economy when the other half is socialist, and vice versa. However,
there is no reason to assume that such a partition of the earth and the co-
existence of the two systems is impossible. If this is really the case, then the
present economic system of the countries that have discarded capitalism
may go on for an indefinite period of time. Its operation may result in social
disintegration, chaos, and misery for the peoples. But neither a low standard
of living nor progressive impoverishment automatically liquidates an eco-
nomic system. It gives way to a more efficient system only if people them-
selves are intelligent enough to comprehend the advantages such a change
might bring them. Or it may be destroyed by foreign invaders provided with
better military equipment by the greater efficiency of their own economic
system.

860 � the hampered market economy

2. Cf. above, pp. 305– 8.

36-L3843  12/5/06  8:13 AM  Page 860



Optimists hope that at least those nations which have in the past developed
the capitalist market economy and its civilization will cling to this system in
the future too. There are certainly as many signs to confirm as to disprove such
an expectation. It is vain to speculate about the outcome of the great ideolog-
ical conflict between the principles of private ownership and public owner-
ship, of individualism and totalitarianism, of freedom and authoritarian regi-
mentation. All that we can know beforehand about the result of this struggle
can be condensed in the following three statements:

1. We have no knowledge whatever about the existence and operation of
agencies which would bestow final victory in this clash on those ideolo-
gies whose application will secure the preservation and further in-
tensification of societal bonds and the improvement of mankind’s mate-
rial well-being. Nothing suggests the belief that progress toward more
satisfactory conditions is inevitable or a relapse into very unsatisfactory
conditions impossible.

2. Men must choose between the market economy and socialism. They
cannot evade deciding between these alternatives by adopting a
“middle-of-the-road” position, whatever name they may give to it.

3. In abolishing economic calculation the general adoption of socialism
would result in complete chaos and the disintegration of social coopera-
tion under the division of labor.
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part 7

The Place of Economics 
in Society
chapter 37

The Nondescript Character of Economics
1 The Singularity of Economics

What assigns economics its peculiar and unique position in the orbit both of
pure knowledge and of the practical utilization of knowledge is the fact that its
particular theorems are not open to any verification or falsification on the
ground of experience. Of course, a measure suggested by sound economic rea-
soning results in producing the effects aimed at, and a measure suggested by
faulty economic reasoning fails to produce the ends sought. But such experi-
ence is always still historical experience, i.e., the experience of complex phe-
nomena. It can never, as has been pointed out, prove or disprove any particu-
lar theorem.1 The application of spurious economic theorems results in
undesired consequences. But these effects never have that undisputable
power of conviction which the experimental facts in the field of the natural sci-
ences provide. The ultimate yardstick of an economic theorem’s correctness
or incorrectness is solely reason unaided by experience.

The ominous import of this state of affairs is that it prevents the naïve mind
from recognizing the reality of the things economics deals with. “Real” is, in
the eyes of man, all that he cannot alter and to whose existence he must adjust
his actions if he wants to attain his ends. The cognizance of reality is a sad ex-
perience. It teaches the limits on the satisfaction of one’s wishes. Only reluc-
tantly does man resign himself to the insight that there are things, viz., the
whole complex of all causal relations between events, which wishful thinking
cannot alter. Yet sense experience speaks an easily perceptible language.
There is no use arguing about experiments. The reality of experimentally
established facts cannot be contested.

But in the field of praxeological knowledge neither success nor fail-
ure speaks a distinct language audible to everybody. The experience
derived exclusively from complex phenomena does not bar escape
into interpretations based on wishful thinking. The naïve man’s pro-
pensity to ascribe omnipotence to his thoughts, however confused

�

1. Cf. above, pp. 31–32.
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and contradictory, is never manifestly and unambiguously falsified by experi-
ence. The economist can never refute the economic cranks and quacks in the
way in which the doctor refutes the medicine man and the charlatan. History
speaks only to those people who know how to interpret it on the ground of cor-
rect theories.

2 Economics and Public Opinion

The significance of this fundamental epistemological difference becomes
clear if we realize that the practical utilization of the teachings of econom-
ics presupposes their endorsement by public opinion. In the market econ-
omy the realization of technological innovations does not require anything
more than the cognizance of their reasonableness by one or a few enlight-
ened spirits. No dullness and clumsiness on the part of the masses can stop
the pioneers of improvement. There is no need for them to win the approval
of inert people beforehand. They are free to embark upon their projects even
if everyone else laughs at them. Later, when the new, better and cheaper
products appear on the market, these scoffers will scramble for them. How-
ever dull a man may be, he knows how to tell the difference between a
cheaper shoe and a more expensive one, and to appreciate the usefulness of
new products.

But it is different in the field of social organization and economic policies.
Here the best theories are useless if not supported by public opinion. They
cannot work if not accepted by a majority of the people. Whatever the system
of government may be, there cannot be any question of ruling a nation last-
ingly on the ground of doctrines at variance with public opinion. In the end
the philosophy of the majority prevails. In the long run there cannot be any
such thing as an unpopular system of government. The difference between de-
mocracy and despotism does not affect the final outcome. It refers only to the
method by which the adjustment of the system of government to the ideology
held by public opinion is brought about. Unpopular autocrats can only be de-
throned by revolutionary upheavals, while unpopular democratic rulers are
peacefully ousted in the next election.

The supremacy of public opinion determines not only the singular role that
economics occupies in the complex of thought and knowledge. It determines
the whole process of human history.

The customary discussions concerning the role the individual plays
in history miss the point. Everything that is thought, done and ac-
complished is a performance of individuals. New ideas and innovations
are always an achievement of uncommon men. But these great men

the nondescript character of economics � 863

37-L3843  12/5/06  8:13 AM  Page 863



cannot succeed in adjusting social conditions to their plans if they do not con-
vince public opinion.

The flowering of human society depends on two factors: the intellectual
power of outstanding men to conceive sound social and economic theories,
and the ability of these or other men to make these ideologies palatable to the
majority.

3 The Illusion of the Old Liberals

The masses, the hosts of common men, do not conceive any ideas, sound or
unsound. They only choose between the ideologies developed by the intel-
lectual leaders of mankind. But their choice is final and determines the course
of events. If they prefer bad doctrines, nothing can prevent disaster.

The social philosophy of the Enlightenment failed to see the dangers that
the prevalence of unsound ideas could engender. The objections customarily
raised against the rationalism of the classical economists and the utilitarian
thinkers are vain. But there was one deficiency in their doctrines. They
blithely assumed that what is reasonable will carry on merely on account of its
reasonableness. They never gave a thought to the possibility that public opin-
ion could favor spurious ideologies whose realization would harm welfare and
well-being and disintegrate social cooperation.

It is fashionable today to disparage those thinkers who criticized the liberal
philosophers’ faith in the common man. Yet, Burke and Haller, Bonald and
de Maistre paid attention to an essential problem which the liberals had
neglected. They were more realistic in the appraisal of the masses than their
adversaries.

Of course, the conservative thinkers labored under the illusion that the tra-
ditional system of paternal government and the rigidity of economic institu-
tions could be preserved. They were full of praise for the ancien régime which
had made people prosperous and had even humanized war. But they did not
see that it was precisely these achievements that had increased population
figures and thus created an excess population for which there was no room left
in the old system of economic restrictionism. They shut their eyes to the
growth of a class of people which stood outside the pale of the social order
they wanted to perpetuate. They failed to suggest any solution to the most
burning problem with which mankind had to cope on the eve of the “Indus-
trial Revolution.”

Capitalism gave the world what it needed, a higher standard of liv-
ing for a steadily increasing number of people. But the liberals, the
pioneers and supporters of capitalism, overlooked one essential point.
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A social system, however beneficial, cannot work if it is not supported by pub-
lic opinion. They did not anticipate the success of the anticapitalistic propa-
ganda. After having nullified the fable of the divine mission of anointed kings,
the liberals fell prey to no less illusory doctrines, to the irresistible power of
reason, to the infallibility of the volonté générale [general will] and to the di-
vine inspiration of majorities. In the long run, they thought, nothing can stop
the progressive improvement of social conditions. In unmasking age-old su-
perstitions the philosophy of the Enlightenment has once and for all estab-
lished the supremacy of reason. The accomplishments of the policies of free-
dom will provide such an overwhelming demonstration of the blessings of the
new ideology that no intelligent man will venture to question it. And, implied
the philosophers, the immense majority of people are intelligent and able to
think correctly.

It never occurred to the old liberals that the majority could interpret his-
torical experience on the ground of other philosophies. They did not antici-
pate the popularity which ideas that they would have called reactionary, su-
perstitious, and unreasonable acquired in the nineteenth and twentieth
centuries. They were so fully imbued with the assumption that all men are
endowed with the faculty of correct reasoning that they entirely miscon-
strued the meaning of the portents. As they saw it, all these unpleasant events
were temporary relapses, accidental episodes to which no importance could
be attached by the philosopher looking upon mankind’s history sub specie

aeternitatis [from the point of view of eternity]. Whatever the reactionaries
might say, there was one fact which they would not be able to deny; namely,
that capitalism provided for a rapidly increasing population a steadily im-
proving standard of living.

It was precisely this fact that the immense majority did contest. The es-
sential point in the teachings of all socialist authors, and especially in the
teachings of Marx, is the doctrine that capitalism results in a progressive
pauperization of the working masses. With regard to the capitalistic coun-
tries the fallacy of this theorem can hardly be ignored. With regard to the
backward countries, which were only superficially affected by capitalism,
the unprecedented increase in population figures does not suggest the in-
terpretation that the masses sink deeper and deeper. These countries are
poor when compared with the more advanced countries. Their poverty is
the outcome of the rapid growth of population. These peoples have pre-
ferred to rear more progeny instead of raising the standard of living to a
higher level. That is their own affair. But the fact remains that they had
the wealth to prolong the average length of life. It would have been
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impossible for them to bring up more children if the means of sustenance had
not been increased.

Nonetheless not only the Marxians but many allegedly “bourgeois” authors
assert that Marx’s anticipation of capitalist evolution has been by and large
verified by the history of the last hundred years.
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chapter 38

The Place of Economics in Learning

1 The Study of Economics

The natural sciences are ultimately based on the facts as established by labo-
ratory experiment. Physical and biological theories are confronted with these
facts, and are rejected when in conflict with them. The perfection of these the-
ories no less than the improvement of technological and therapeutical proce-
dures requires more and better laboratory research. These experimental ven-
tures absorb time, painstaking effort of specialists, and costly expenditure of
material. Research can no longer be conducted by isolated and penniless sci-
entists, however ingenious. The seat of experimentation today is in the huge
laboratories supported by governments, universities, endowments, and big
business. Work in these institutions has developed into professional routine.
The majority of those employed in it are technicians recording those facts
which the pioneers, of whom some are themselves experimenters, will one day
use as building stones for their theories. As far as the progress of scientific the-
ories is concerned, the achievements of the rank-and-file researcher are only
ancillary. But very often his discoveries have immediate practical results in im-
proving the methods of therapeutics and of business.

Ignoring the radical epistemological difference between the natural sci-
ences and the sciences of human action, people believe that what is needed to
further economic knowledge is to organize economic research according to
the well-tried methods of the institutes for medical, physical, and chemical re-
search. Considerable sums of money have been spent for what is labeled eco-
nomic research. In fact the subject matter of the work of all these institutes is
recent economic history.

It is certainly a laudable thing to encourage the study of economic
history. However instructive the result of such studies may be, one
must not confuse them with the study of economics. They do not
produce facts in the sense in which this term is applied with regard
to the events tested in laboratory experiments. They do not deliver
bricks for the construction of a posteriori hypotheses and theorems.
On the contrary, they are without meaning if not interpreted in the

38-L3843  12/5/06  8:13 AM  Page 867



light of theories developed without reference to them. There is no need to add
anything to what has been said in this respect in the preceding chapters. No
controversy concerning the causes of a historical event can be solved on the
ground of an examination of the facts which is not guided by definite praxeo-
logical theories.1

The foundation of institutes for cancer research can possibly contribute
to the discovery of methods for fighting and preventing this pernicious dis-
ease. But a business cycle research institute is of no help in endeavors to
avoid the recurrence of depressions. The most exact and reliable assem-
blage of all the data concerning economic depressions of the past is of little
use for our knowledge in this field. Scholars do not disagree with regard to
these data; they disagree with regard to the theorems to be resorted to in
their interpretation.

Still more important is the fact that it is impossible to collect the data con-
cerning a concrete event without reference to the theories held by the histo-
rian at the very outset of his work. The historian does not report all facts, but
only those which he considers as relevant on the ground of his theories; he
omits data considered irrelevant for the interpretation of the events. If he is
misled by faulty theories, his report becomes clumsy and may be almost
worthless.

Even the most faithful examination of a chapter of economic history,
though it be the history of the most recent period of the past, is no substitute
for economic thinking. Economics, like logic and mathematics, is a display of
abstract reasoning. Economics can never be experimental and empirical. The
economist does not need an expensive apparatus for the conduct of his stud-
ies. What he needs is the power to think clearly and to discern in the wilder-
ness of events what is essential from what is merely accidental.

There is no conflict between economic history and economics. Every
branch of knowledge has its own merits and its own rights. Economists have
never tried to belittle or deny the significance of economic history. Neither
do real historians object to the study of economics. The antagonism was in-
tentionally called into being by the socialists and interventionists who could
not refute the objections raised against their doctrines by the economists.
The Historical School and the Institutionalists tried to displace economics
and to substitute “empirical” studies for it precisely because they wanted to
silence the economists. Economic history, as they planned it, was a means
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of destroying the prestige of economics and of propagandizing for
interventionism.

2 Economics as a Profession

The early economists devoted themselves to the study of the problems of eco-
nomics. In lecturing and writing books they were eager to communicate to
their fellow citizens the results of their thinking. They tried to influence pub-
lic opinion in order to make sound policies prevail in the conduct of civic af-
fairs. They never conceived of economics as a profession.

The development of a profession of economists is an offshoot of interven-
tionism. The professional economist is the specialist who is instrumental in
designing various measures of government interference with business. He is
an expert in the field of economic legislation, which today invariably aims at
hindering the operation of the market economy.

There are thousands and thousands of such professional experts busy in the
bureaus of the governments and of the various political parties and pressure
groups and in the editorial offices of party newspapers and pressure-group pe-
riodicals. Others are employed as advisers by business or run independent
agencies. Some of them have nationwide or even worldwide reputations;
many are among the most influential men of their country. It often happens
that such experts are called to direct the affairs of big banks and corporations,
are elected into the legislature, and are appointed as cabinet ministers. They
rival the legal profession in the supreme conduct of political affairs. The em-
inent role they play is one of the most characteristic features of our age of
interventionism.

There can be no doubt that a class of men who are so preponderant
includes extremely talented individuals, even the most eminent men of our
age. But the philosophy that guides their activities narrows their horizon.
By virtue of their connection with definite parties and pressure groups, ea-
ger to acquire special privileges, they become one-sided. They shut their
eyes to the remoter consequences of the policies they are advocating. With
them nothing counts but the short-run concerns of the group they are serv-
ing. The ultimate aim of their efforts is to make their clients prosper at the
expense of other people. They are intent upon convincing themselves that
the fate of mankind coincides with the short-run interests of their group.
They try to sell this idea to the public. In fighting for a higher price of
silver, of wheat, or of sugar, for higher wages for the members of their
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union, or for a tariff on cheaper foreign products, they claim to be fighting for
the supreme good, for liberty and justice, for their nation’s flowering, and for
civilization.

The public looks askance upon the lobbyists and blames them for the dis-
mal features of interventionist legislation. However, the seat of the evil is
much deeper. The philosophy of the various pressure groups has penetrated
the legislative bodies. There are in the present-day parliaments representatives
of wheat growers, of cattle breeders, of farmers’ cooperatives, of silver, of the
various labor unions, of industries which cannot stand foreign competition
without tariffs, and of many other pressure groups. There are few for whom the
nation counts more than their pressure group. The same holds true for the de-
partments of the administration. The cabinet minister of agriculture consid-
ers himself the champion of the interests of farming; his main objective is to
make food prices soar. The minister of labor considers himself the advocate of 
labor unions; his foremost aim is to make the unions as formidable as possible.
Each department follows its own course and works against the endeavors of
the other departments.

Many people complain today about the lack of creative statesmanship.
However, under the predominance of interventionist ideas, a political career
is open only to men who identify themselves with the interests of a pressure
group. The mentality of a union leader or of a secretary of farmers’ associa-
tions is not what is required for a far-sighted statesman. Service to the short-
run interests of a pressure group is not conducive to the development of those
qualities which make a great statesman. Statesmanship is invariably long-run
policy; but pressure groups do not bother about the long run. The lamentable
failure of the German Weimar system and of the Third Republic in France
was primarily due to the fact that their politicians were merely experts in pres-
sure group interests.

3 Forecasting as a Profession

When the businessmen finally learned that the boom created by credit ex-
pansion cannot last and must necesarily lead to a slump, they realized that it
was important for them to know in time the date of the break. They turned to
the economists for advice.

The economist knows that such a boom must result in a depression.
But he does not and cannot know when the crisis will appear. This
depends on the special conditions of each case. Many political events
can influence the outcome. There are no rules according to which
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the duration of the boom or of the following depression can be computed.
And even if such rules were available, they would be of no use to business-
men. What the individual businessman needs in order to avoid losses is
knowledge about the date of the turning point at a time when other busi-
nessmen still believe that the crash is farther away than is really the case.
Then his superior knowledge will give him the opportunity to arrange his
own operations in such a way as to come out unharmed. But if the end of
the boom could be calculated according to a formula, all businessmen
would learn the date at the same time. Their endeavors to adjust their con-
duct of affairs to this information would immediately result in the appear-
ance of all the phenomena of the depression. It would be too late for any of
them to avoid being victimized.

If it were possible to calculate the future state of the market, the future
would not be uncertain. There would be neither entrepreneurial loss nor
profit. What people expect from the economists is beyond the power of any
mortal man.

The very idea that the future is predictable, that some formulas could be
substituted for the specific understanding which is the essence of entrepre-
neurial activity, and that familiarity with these formulas could make it possible
for anybody to take over the conduct of business is, of course, an outgrowth of
the whole complex of fallacies and misconceptions which are at the bottom of
present-day anticapitalistic policies. There is in the whole body of what is
called the Marxian philosophy not the slightest reference to the fact that the
main task of action is to provide for the events of an uncertain future. The fact
that the term speculator is today used only with an opprobrious connotation
clearly shows that our contemporaries do not even suspect in what the funda-
mental problem of action consists.

Entrepreneurial judgment cannot be bought on the market. The entrepre-
neurial idea that carries on and brings profit is precisely that idea which did
not occur to the majority. It is not correct foresight as such that yields profits,
but foresight better than that of the rest. The prize goes only to the dissenters,
who do not let themselves be misled by the errors accepted by the multitude.
What makes profits emerge is the provision for future needs for which others
have neglected to make adequate provision.

Entrepreneurs and capitalists expose their own material well-being
if they are fully convinced of the soundness of their plans. They
would never venture to take their economic life into their hands be-
cause an expert advised them to do so. Those ignorant people who
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operate on the stock and commodity exchanges according to tips are destined
to lose their money, from whatever source they may have got their inspiration
and “inside” information.

In fact reasonable businessmen are fully aware of the uncertainty of the fu-
ture. They realize that the economists do not dispense any reliable informa-
tion about things to come and that all that they provide is interpretation of sta-
tistical data referring to the past. For the capitalists and entrepreneurs the
economists’ opinions about the future count only as questionable conjectures.
They are skeptical and not easily fooled. But as they quite correctly believe
that it is useful to know all the data which could possibly have any relevance
for their affairs, they subscribe to the newspapers and periodicals publishing
the forecasts. Anxious not to neglect any source of information available, big
business employs staffs of economists and statisticians.

Business forecasting fails in the vain attempts to make the uncertainty of the
future disappear and to deprive entrepreneurship of its inherent speculative
character. But it renders some services in assembling and interpreting the
available data about economic trends and developments of the recent past.

4 Economics and the Universities

Tax-supported universities are under the sway of the party in power. The au-
thorities try to appoint only professors who are ready to advance ideas of which
they themselves approve. As all nonsocialist governments are today firmly
committed to interventionism, they appoint only interventionists. In their
opinion, the first duty of the university is to sell the official social philosophy
to the rising generation.2 They have no use for economists.

However, interventionism prevails also at many of the independent uni-
versities.

According to an age-old tradition the objective of the universities is
not only teaching, but also the promotion of knowledge and science.
The duty of the university teacher is not merely to hand down to
the students the complex of knowledge developed by other men. He
is supposed to contribute to the enlargement of this treasure by his
own work. It is assumed that he is a full-fledged member of the
world-embracing republic of scholarship, an innovator and a pioneer
on the road toward more and better knowledge. No university would
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admit that the members of its faculty are inferior to anybody in their respec-
tive fields. Every university professor considers himself equal to all other mas-
ters of his science. Like the greatest of them, he too contributes his share to the
advancement of learning.

This idea of the equality of all professors is, of course, fictitious. There is an
enormous difference between the creative work of the genius and the mono-
graph of a specialist. Yet in the field of empirical research it is possible to cling
to this fiction. The great innovator and the simple routinist resort in their in-
vestigations to the same technical methods of research. They arrange labora-
tory experiments or collect historical documents. The outward appearance of
their work is the same. Their publications refer to the same subjects and prob-
lems. They are commensurable.

It is quite otherwise in theoretical sciences like philosophy and econom-
ics. Here there is nothing that the routinist can achieve according to a more
or less stereotyped pattern. There are no tasks which require the conscien-
tious and painstaking effort of sedulous monographers. There is no empiri-
cal research; all must be achieved by the power to reflect, to meditate, and
to reason. There is no specialization, as all problems are linked with one an-
other. In dealing with any part of the body of knowledge one deals actually
with the whole. An eminent historian once described the psychological and
educational significance of the doctoral thesis by declaring that it gives the
author the proud assurance that there is a little corner, although small, in the
field of learning in the knowledge of which he is second to none. It is obvi-
ous that this effect cannot be realized by a thesis on a subject of economic
analysis. There are no such isolated corners in the complex of economic
thought.

There never lived at the same time more than a score of men whose
work contributed anything essential to economics. The number of creative
men is as small in economics as it is in other fields of learning. Besides,
many of the creative economists do not belong to the teaching profession.
But there is a demand for thousands of university and college teachers of
economics. Scholastic tradition requires that each of them should attest
his worth by the publication of original contributions, not merely by
compiling textbooks and manuals. An academic teacher’s reputation and
salary depend more on his literary work than on his didactic abilities. A
professor cannot help publishing books. If he does not feel the vocation to
write on economics, he turns to economic history or descriptive econom-
ics. But then, in order not to lose face, he must insist on the claim that
the problems he treats are economics proper, not economic history.
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He must even pretend that his writings cover the only legitimate field of
economic studies, that they alone are empirical, inductive, and scientific,
while the merely deductive outpourings of the “armchair” theorists are idle
speculations. If he were to neglect this, he would admit that there are among
the teachers of economics two classes—those who themselves have con-
tributed to the advancement of economic thought and those who have not, al-
though they may have done a fine job in other disciplines such as recent eco-
nomic history. Thus the academic atmosphere becomes unpropitious for the
teaching of economics. Many professors—happily not all of them—are intent
upon disparaging “mere theory.” They try to substitute an unsystematically as-
sembled collection of historical and statistical information for economic
analysis. They dissolve economics into a number of integrated branches. They
specialize in agriculture, in labor, in Latin American conditions, and in many
other similar subdivisions.

It is certainly one of the tasks of university training to make students famil-
iar with economic history in general and no less with recent economic devel-
opments. But all such endeavors are doomed to failure if not firmly grounded
upon a thorough acquaintance with economics. Economics does not allow of
any breaking up into special branches. It invariably deals with the intercon-
nectedness of all the phenomena of action. The catallactic problems cannot
become visible if one deals with each branch of production separately. It is im-
possible to study labor and wages without studying implicitly commodity
prices, interest rates, profit and loss, money and credit, and all the other major
problems. The real problems of the determination of wage rates cannot even
be touched in a course on labor. There are no such things as “economics of la-
bor” or “economics of agriculture.” There is only one coherent body of eco-
nomics.

What these specialists deal with in their lectures and publications is
not economics, but the doctrines of the various pressure groups. Ignoring
economics, they cannot help falling prey to the ideologies of those aiming
at special privileges for their group. Even those specialists who do not
openly side with a definite pressure group and who claim to maintain a
lofty neutrality unwittingly endorse the essential creeds of the interven-
tionist doctrine. Dealing exclusively with the innumerable varieties of gov-
ernment interference with business, they do not want to cling to what they
call mere negativism. If they criticize the measures resorted to, they do it
only in order to recommend their own brand of interventionism as a sub-
stitute for other people’s interventionism. Without a qualm they endorse
the fundamental thesis of both interventionism and socialism that the

874 � the place of economics in society

38-L3843  12/5/06  8:13 AM  Page 874



unhampered market economy unfairly harms the vital interests of the im-
mense majority for the sole benefit of callous exploiters. As they see it, an
economist who demonstrates the futility of interventionism is a bribed cham-
pion of the unjust claims of big business. It is imperative to bar such
scoundrels from access to the universities and their articles from being printed
in the periodicals of the associations of university teachers.

The students are bewildered. In the courses of the mathematical econo-
mists they are fed formulas describing hypothetical states of equilibrium in
which there is no longer any action. They easily conclude that these equa-
tions are of no use whatever for the comprehension of economic activities. In
the lectures of the specialists they hear a mass of detail concerning interven-
tionist measures. They must infer that conditions are paradoxical indeed, be-
cause there is never equilibrium, and wage rates and the prices of farm prod-
ucts are not so high as the unions or the farmers want them to be. It is
obvious, they conclude, that a radical reform is indispensable. But what kind
of reform?

The majority of the students espouse without any inhibitions the interven-
tionist panaceas recommended by their professors. Social conditions will be
perfectly satisfactory when the government enforces minimum wage rates and
provides everybody with adequate food and housing, or when the sale of mar-
garine and the importation of foreign sugar are prohibited. They do not see
the contradictions in the words of their teachers, who one day lament the mad-
ness of competition and the next day the evils of monopoly, who one day com-
plain about falling prices and the next day about rising living costs. They take
their degrees and try as soon as possible to get a job with the government or a
powerful pressure group.

But there are many young men who are keen enough to see through the fal-
lacies of interventionism. They accept their teachers’ rejection of the unham-
pered market economy. But they do not believe that the isolated measures of
interventionism could succeed in attaining the ends sought. They consistently
carry their preceptors’ thoughts to their ultimate logical consequences. They
turn toward socialism. They hail the Soviet system as the dawn of a new and
better civilization.

However, what has made many of the present-day universities by
and large nurseries of socialism is not so much the conditions pre-
vailing in the departments of economics as the teachings handed down
in other departments. In the departments of economics there can still
be found some economists, and even the other teachers may be fa-
miliar with some of the objections raised against the practicability
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of socialism. The case is different with many of the teachers of philosophy, his-
tory, literature, sociology, and political science. They interpret history on the
ground of a garbled vulgarization of dialectical materialism. Even many of
those who passionately attack Marxism on account of its materialism and athe-
ism are under the sway of the ideas developed in the Communist Manifesto

and in the program of the Communist International. They explain depres-
sions, mass unemployment, inflation, war and poverty as evils necessarily in-
herent in capitalism and intimate that these phenomena can disappear only
with the passing of capitalism.

5 General Education and Economics

In countries which are not harassed by struggles between various linguistic
groups public education can work if it is limited to reading, writing, and
arithmetic. With bright children it is even possible to add elementary no-
tions of geometry, the natural sciences, and the valid laws of the country.
But as soon as one wants to go farther, serious difficulties appear. Teaching
at the elementary level necessarily turns into indoctrination. It is not feasi-
ble to represent to adolescents all the aspects of a problem and to let them
choose between dissenting views. It is no less impossible to find teachers
who could hand down opinions of which they themselves disapprove in
such a way as to satisfy those who hold these opinions. The party that oper-
ates the schools is in a position to propagandize its tenets and to disparage
those of other parties.

In the field of religious education the nineteenth-century liberals solved
this problem by the separation of state and church. In liberal countries re-
ligion is no longer taught in public schools. But the parents are free to
send their children into denominational schools supported by religious
communities.

However, the problem does not refer only to the teaching of religion and of
certain theories of the natural sciences at variance with the Bible. It concerns
even more the teaching of history and economics.

The public is aware of the matter only with regard to the international as-
pects of the teaching of history. There is some talk today about the necessity of
freeing the teaching of history from the impact of nationalism and chauvin-
ism. But few people realize that the problem of impartiality and objectivity is
no less present in dealing with the domestic aspects of history. The teacher’s
or the textbook author’s own social philosophy colors the narrative. The more
the treatment must be simplified and condensed in order to be compre-
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hensible to the immature minds of children and adolescents, the worse are the
effects.

As the Marxians and the interventionists see it, the teaching of history in
the schools is tainted by the endorsement of the ideas of classical liberalism.
They want to substitute their own interpretation of history for the “bour-
geois” interpretation. In Marxian opinion the English Revolution of 1688,
the American Revolution, the great French Revolution, and the nineteenth-
century revolutionary movements in continental Europe were bourgeois
movements. They resulted in the defeat of feudalism and in the establish-
ment of bourgeois supremacy. The proletarian masses were not emanci-
pated; they merely passed from the class rule of the aristocracy to the class
rule of the capitalist exploiters. To free the working man, the abolition of
the capitalist mode of production is required. This, contend the interven-
tionists, should be brought about by Sozialpolitik or the New Deal. The or-
thodox Marxians, on the other hand, assert that only the violent overthrow
of the bourgeois system of government could effectively emancipate the
proletarians.

It is impossible to deal with any chapter of history without taking a
definite stand on these controversial issues and the implied economic doc-
trines. The textbooks and the teachers cannot adopt a lofty neutrality with
regard to the postulate that the “unfinished revolution” needs to be com-
pleted by the communist revolution. Every statement concerning events of
the last three hundred years involves a definite judgment on these contro-
versies. One cannot avoid choosing between the philosophy of the Declara-
tion of Independence and the Gettysburg Address and that of the Commu-

nist Manifesto. The challenge is there, and it is useless to bury one’s head in
the sand.

On the high school level and even on the college level the handing down
of historical and economic knowledge is virtually indoctrination. The greater
part of the students are certainly not mature enough to form their own opin-
ion on the ground of a critical examination of their teachers’ representation of
the subject.

If public education were more efficient than it really is, the political par-
ties would urgently aim at the domination of the school system in order to de-
termine the mode in which these subjects are to be taught. However, general
education plays only a minor role in the formation of the political, social, and
economic ideas of the rising generation. The impact of the press, the radio,
and environmental conditions is much more powerful than that of teachers
and textbooks. The propaganda of the churches, the political parties, and
the pressure groups outstrips the influence of the schools, whatever they
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may teach. What is learned in school is often very soon forgotten and cannot
carry on against the continuous hammering of the social milieu in which a
man moves.

6 Economics and the Citizen

Economics must not be relegated to classrooms and statistical offices and must
not be left to esoteric circles. It is the philosophy of human life and action and
concerns everybody and everything. It is the pith of civilization and of man’s
human existence.

To mention this fact is not to indulge in the often derided weakness of
specialists who overrate the importance of their own branch of knowledge.
Not the economists, but all the people today assign this eminent place to
economics.

All present-day political issues concern problems commonly called eco-
nomic. All arguments advanced in contemporary discussion of social and pub-
lic affairs deal with fundamental matters of praxeology and economics. Every-
body’s mind is preoccupied with economic doctrines. Philosophers and
theologians seem to be more interested in economic problems than in those
problems which earlier generations considered the subject matter of philoso-
phy and theology. Novels and plays today treat all things human—including
sex relations—from the angle of economic doctrines. Everybody thinks of
economics whether he is aware of it or not. In joining a political party and in
casting his ballot, the citizen implicitly takes a stand upon essential economic
theories.

In the sixteenth and seventeenth centuries religion was the main issue in
European political controversies. In the eighteenth and nineteenth centuries
in Europe as well as in America the paramount question was representative
government versus royal absolutism. Today it is the market economy versus so-
cialism. This is, of course, a problem the solution of which depends entirely
on economic analysis. Recourse to empty slogans or to the mysticism of di-
alectical materialism is of no avail.

There is no means by which anyone can evade his personal responsibility.
Whoever neglects to examine to the best of his abilities all the problems
involved voluntarily surrenders his birthright to a self-appointed elite of
supermen. In such vital matters blind reliance upon “experts” and uncritical
acceptance of popular catchwords and prejudices is tantamount to the aban-
donment of self-determination and to yielding to other people’s domination.
As conditions are today, nothing can be more important to every intelligent
man than economics. His own fate and that of his progeny is at stake.
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Very few are capable of contributing any consequential idea to the body of
economic thought. But all reasonable men are called upon to familiarize
themselves with the teachings of economics. This is, in our age, the primary
civic duty.

Whether we like it or not, it is a fact that economics cannot remain an es-
oteric branch of knowledge accessible only to small groups of scholars and
specialists. Economics deals with society’s fundamental problems; it con-
cerns everyone and belongs to all. It is the main and proper study of every
citizen.

7 Economics and Freedom

The paramount role that economic ideas play in the determination of civic
affairs explains why governments, political parties, and pressure groups are
intent upon restricting the freedom of economic thought. They are anxious
to propagandize the “good” doctrine and to silence the voice of the “bad”
doctrines. As they see it, truth has no inherent power which could make it
ultimately prevail solely by virtue of its being true. In order to carry on, truth
needs to be backed by violent action on the part of the police or other armed
troops. In this view, the criterion of a doctrine’s truth is the fact that its sup-
porters succeeded in defeating by force of arms the champions of dissenting
views. It is implied that God or some mythical agency directing the course
of human affairs always bestows victory upon those fighting for the good
cause. Government is from God and has the sacred duty of exterminating
the heretic.

It is useless to dwell upon the contradictions and inconsistencies of this doc-
trine of intolerance and persecution of dissenters. Never before has the world
known such a cleverly contrived system of propaganda and oppression as that
instituted by contemporary governments, parties, and pressure groups. How-
ever, all these edifices will crumble like houses of cards as soon as a great ide-
ology attacks them.

Not only in the countries ruled by barbarian and neobarbarian despots,
but no less in the so-called Western democracies, the study of economics is
practically outlawed today. The public discussion of economic problems ig-
nores almost entirely all that has been said by economists in the last two hun-
dred years. Prices, wage rates, interest rates, and profits are dealt with as if
their determination were not subject to any law. Governments try to decree
and to enforce maximum commodity prices and minimum wage rates.
Statesmen exhort businessmen to cut down profits, to lower prices, and to
raise wage rates as if these matters were dependent on the laudible intentions
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of individuals. In the treatment of international economic relations people
blithely resort to the most naïve fallacies of Mercantilism. Few are aware of the
shortcomings of all these popular doctrines, or realize why the policies based
upon them invariably spread disaster.

These are sad facts. However, there is only one way in which a man can re-
spond to them: by never relaxing in the search for truth.
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chapter 39

Economics and the Essential Problems 
of Human Existence

1 Science and Life

It is customary to find fault with modern science because it is wertfrei, it ab-
stains from expressing judgments of value. Living and acting man, we are told,
has no use for Wertfreiheit; he needs to know what he should aim at. If science
does not answer this question, it is sterile. However, the objection is un-
founded. Science does not value, but it provides acting man with all the in-
formation he may need with regard to his valuations. It keeps silence only
when the question is raised whether life itself is worth living.

This question, of course, has been raised too and will always be raised. What
is the meaning of all these human endeavors and activities if in the end no-
body can escape death and decomposition? Man lives in the shadow of death.
Whatever he may have achieved in the course of his pilgrimage, he must one
day pass away and abandon all that he has built. Each instant can become his
last. There is only one thing that is certain about the individual’s future—
death. Seen from the point of view of this ultimate and inescapable outcome,
all human striving appears vain and futile.

Moreover, human action must be called inane even when judged merely
with regard to its immediate goals. It can never bring full satisfaction; it merely
gives for an evanescent instant a partial removal of uneasiness. As soon as one
want is satisfied, new wants spring up and ask for satisfaction. Civilization, it
is said, makes people poorer, because it multiplies their wishes and does not
soothe, but kindles, desires. All the busy doings and dealings of hard-working
men, their hurrying, pushing, and bustling are nonsensical, for they provide
neither happiness nor quiet. Peace of mind and serenity cannot be won by ac-
tion and secular ambition, but only by renunciation and resignation. The only
kind of conduct proper to the sage is escape into the inactivity of a purely con-
templative existence.

Yet all such qualms, doubts, and scruples are subdued by the ir-
resistible force of man’s vital energy. True, man cannot escape death.
But for the present he is alive; and life, not death, takes hold
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of him. Whatever the future may have in store for him, he cannot withdraw
from the necessities of the actual hour. As long as a man lives, he cannot
help obeying the cardinal impulse, the élan vital. It is man’s innate nature
that he seeks to preserve and to strengthen his life, that he is discontented
and aims at removing uneasiness, that he is in search of what may be called
happiness. In every living being there works an inexplicable and nonanalyz-
able Id. This Id is the impulsion of all impulses, the force that drives man
into life and action, the original and ineradicable craving for a fuller and
happier existence. It works as long as man lives and stops only with the ex-
tinction of life.

Human reason serves this vital impulse. Reason’s biological function is to
preserve and to promote life and to postpone its extinction as long as possible.
Thinking and acting are not contrary to nature; they are, rather, the foremost
features of man’s nature. The most appropriate description of man as differ-
entiated from nonhuman beings is: a being purposively struggling against the
forces adverse to his life.

Hence all talk about the primacy of irrational elements is vain. Within the
universe the existence of which our reason cannot explain, analyze, or con-
ceive, there is a narrow field left within which man is capable of removing un-
easiness to some extent. This is the realm of reason and rationality, of science
and purposive action. Neither its narrowness nor the scantiness of the results
man can obtain within it suggest the idea of radical resignation and lethargy.
No philosophical subtleties can ever restrain a healthy individual from resort-
ing to actions which—as he thinks—can satisfy his needs. It may be true that
in the deepest recesses of man’s soul there is a longing for the undisturbed
peace and inactivity of a merely vegetative existence. But in living man these
desires, whatever they may be, are outweighed by the urge to act and to im-
prove his own condition. Once the forces of resignation get the upper hand,
man dies; he does not turn into a plant.

It is true, praxeology and economics do not tell a man whether he should
preserve or abandon life. Life itself and all the unknown forces that originate
it and keep it burning are an ultimate given, and as such beyond the pale of
human science. The subject matter of praxeology is merely the essential man-
ifestation of human life, viz., action.

2 Economics and Judgments of Value

While many people blame economics for its neutrality with regard
to value judgments, other people blame it for its alleged indulgence
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in them. Some contend that economics must necessarily express judgments of
value and is therefore not really scientific, as the criterion of science is its val-
uational indifference. Others maintain that good economics should be and
could be impartial, and that only bad economists sin against this postulate.

The semantic confusion in the discussion of the problems concerned is due
to an inaccurate use of terms on the part of many economists. An economist
investigates whether a measure a can bring about the result p for the attain-
ment of which it is recommended, and finds that a does not result in p but in
g, an effect which even the supporters of the measure a consider undesirable.
If this economist states the outcome of his investigation by saying that a is a
bad measure, he does not pronounce a judgment of value. He merely says that
from the point of view of those aiming at the goal p, the measure a is inap-
propriate. In this sense the free-trade economists attacked protection. They
demonstrated that protection does not, as its champions believe, increase but,
on the contrary, decreases the total amount of products, and is therefore bad
from the point of view of those who prefer an ampler supply of products to a
smaller. It is in this sense that economists criticize policies from the point of
view of the ends aimed at. If an economist calls minimum wage rates a bad
policy, what he means is that its effects are contrary to the purpose of those
who recommend their application.

From the same point of view praxeology and economics look upon the fun-
damental principle of human existence and social evolution, viz., that coop-
eration under the social division of labor is a more efficient way of acting than
is the autarkic isolation of individuals. Praxeology and economics do not say
that men should peacefully cooperate within the frame of societal bonds; they
merely say that men must act this way if they want to make their actions more
successful than otherwise. Compliance with the moral rules which the estab-
lishment, preservation, and intensification of social cooperation require is not
seen as a sacrifice to a mythical entity, but as the recourse to the most efficient
methods of action, as a price expended for the attainment of more highly val-
ued returns.

It is against this substitution of an autonomous, rationalistic and voluntaris-
tic ethics for the heteronomous doctrines both of intuitionism and of revealed
commandments that the united forces of all antiliberal schools and dogma-
tisms direct the most furious attacks. They all blame the utilitarian philosophy
for the pitiless austerity of its description and analysis of human nature and of
the ultimate springs of human action. It is not necessary to add anything more
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to the refutation of these criticisms which every page of this book provides.
Only one point should be mentioned again, because on the one hand it is the
acme of the doctrine of all contemporary pied pipers and on the other hand it
offers to the average intellectual a welcome excuse to shun the painstaking dis-
cipline of economic studies.

Economics, it is said, in its rationalistic prepossessions assumes that men
aim only or first of all at material well-being. But in reality men prefer irra-
tional objectives to rational ones. They are guided more by the urge to realize
myths and ideals than by the urge to enjoy a higher standard of living.

What economics has to answer is this:
1. Economics does not assume or postulate that men aim only or first of all

at what is called material well-being. Economics, as a branch of the more
general theory of human action, deals with all human action, i.e., with
man’s purposive aiming at the attainment of ends chosen, whatever these
ends may be. To apply the concept rational or irrational to the ultimate
ends chosen is nonsensical. We may call irrational the ultimate given,
viz., those things that our thinking can neither analyze nor reduce to
other ultimately given things. Then every ultimate end chosen by any
man is irrational. It is neither more nor less rational to aim at riches like
Croesus than to aim at poverty like a Buddhist monk.

2. What these critics have in mind when employing the term rational

ends is the desire for material well-being and a higher standard of liv-
ing. It is a question of fact whether or not their statement is true that
men in general and our contemporaries especially are driven more by
the wish to realize myths and dreams than by the wish to improve their
material well-being. Although no intelligent being could fail to give
the correct answer, we may disregard the issue. For economics does not
say anything either in favor of or against myths. It is perfectly neutral
with regard to the labor-union doctrine, the credit-expansion doctrine
and all such doctrines as far as these may present themselves as myths
and are supported as myths by their partisans. It deals with these doc-
trines only as far as they are considered doctrines about the means fit
for the attainment of definite ends. Economics does not say labor
unionism is a bad myth. It merely says it is an inappropriate means of
raising wage rates for all those eager to earn wages. It leaves it to every
man to decide whether the realization of the labor-union myth is more
important than the avoidance of the inevitable consequences of labor-
union policies.

In this sense we may say that economics is apolitical or non-
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political, although it is the foundation of politics and of every kind of political
action. We may furthermore say that it is perfectly neutral with regard to all
judgments of value, as it refers always to means and never to the choice of
ultimate ends.

3 Economic Cognition and Human Action

Man’s freedom to choose and to act is restricted in a threefold way. There are
first the physical laws to whose unfeeling absoluteness man must adjust his
conduct if he wants to live. There are second the individual’s innate constitu-
tional characteristics and dispositions and the operation of environmental fac-
tors; we know that they influence both the choice of the ends and that of the
means, although our cognizance of the mode of their operation is rather
vague. There is finally the regularity of phenomena with regard to the inter-
connectedness of means and ends, viz., the praxeological law as distinct from
the physical and from the physiological law.

The elucidation and the categorial and formal examination of this third
class of the laws of the universe is the subject matter of praxeology and its hith-
erto best-developed branch, economics. The body of economic knowledge is
an essential element in the structure of human civilization; it is the founda-
tion upon which modern industrialism and all the moral, intellectual, tech-
nological, and therapeutical achievements of the last centuries have been
built. It rests with men whether they will make the proper use of the rich treas-
ure with which this knowledge provides them or whether they will leave it un-
used. But if they fail to take the best advantage of it and disregard its teachings
and warnings, they will not annul economics; they will stamp out society and
the human race.
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A Critique of Böhm-Bawerk’s 
Reasoning in Support of His
Time Preference Theory
by Ludwig von Mises

This is the critical analysis to which Mises refers on page 488, note 5. It appeared

in Nationalökonomie (Geneva, Switzerland: Editions Union, 1940), pp.

439– 44. This excerpt has been translated from the German by Bettina Bien

Greaves and edited by Percy L. Greaves, Jr.

In order to appreciate this critique, it is important to realize that, while Mises

gave Böhm-Bawerk full credit for his important analysis of the phenomenon of

interest, he pointed out here that Böhm-Bawerk failed to understand why pres-

ent goods regularly attain a higher value than physically identical future goods

do, i.e., the sole cause giving rise to the phenomenon of interest. Mises went on

to explain in Nationalökonomie, as he does in Chapter 18 of Human Action,
that time preference is an inherent category of human action. For the same rea-

son that “a bird in the hand is worth two in the bush,” present goods are worth

more than the identical items in an uncertain future. Present goods are more

valuable than future goods, not because of some psychological factor or personal

value judgment of particular persons at particular times and places—but sim-

ply because the present goods are available here and now and the future goods

are not. Thus, interest is a praxeological consequence of man’s cognition of time.

Individuals are bound—by the limitations of the universe and the very nature of

man with his a priori or innate awareness of time—to place a lower value on

future goods than they do on present goods. However, to call this lower valua-

tion an under-valuation, as Böhm-Bawerk did, is a judgment of value and not a

scientific statement.

bbg & plg

Böhm’s Theory Based on Psychology

In his trail-blazing inquiry into the problem of interest, Böhm-
Bawerk starts with the assertion that present goods are in every in-
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stance more valuable than future goods of the same kind and quantity.* He
then attempts in two different ways to prove this theory on psychological
grounds.

The second reason† offered by Böhm-Bawerk for the higher valuation of
present goods as compared with future goods is that future needs and the
means available for satisfying them are regularly, but incorrectly, under-valued
(i.e., valued too low). Böhm holds that there can be no doubt that this under-
valuation exists. He attributes this to (1) lack of knowledge about our future
needs, (2) indecision which, among other things, leads us to prefer present
enjoyment to future enjoyment even when we know this choice is not in our
overall welfare, and finally (3) the realization that life is both short and
uncertain. All these factors operate in this direction.

These psychological factors, to which Böhm-Bawerk looks for an explana-
tion of the under-valuation of future requirements, undoubtedly do exist.
Moreover, they certainly can affect human actions. They certainly play an im-
portant role in the decisions of many persons. Still—and Böhm-Bawerk rec-
ognized this—they affect different individuals to a very different extent and
they affect the same individuals differently at different times when they are in
different moods and humors. Böhm-Bawerk also noted that a tendency to over-
value future goods may appear among those persons who have fanatical fears
for the future.

In discussing such psychological factors, we should keep in mind that they
are not inexorably and universally true. We may assume, if we wish, that many
men are regularly driven by the factors cited by Böhm-Bawerk to under-value
future needs. But then we must also consider the effect of antithetical psy-
chological factors which lead some to place higher valuations on future goods.
We may, if we choose, disregard those persons who might be considered men-
tally disturbed—misers and those with a fanatical fear of not having enough
in the future. But then we must also disregard the opposite pathological types
who give no thought at all to the future—the wild spenders, the simpletons too
dull to conceive of any future worries and those who are depressed by the fear
of some serious and imminent danger.
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* See Böhm-Bawerk, Eugen. Capital and Interest. 3 volumes. English translation from the 
German 4th edition (South Holland, Ill.: Libertarian Press, 1959). This section discussed here ap-
pears in Volume II, pp. 259 ff. Page citations in this translation are to this edition and volume.
† Mises discusses Böhm-Bawerk’s first reason below, immediately following this critique of his 
second reason. BBG.
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Some Persons Sacrifice for the Future

Still, we cannot overlook the fact that a higher valuation of the future may also
play an important role in some human actions. The following typical cases
come to mind: (1) the young man who turns down immediate employment at
a moderate income and chooses present privation while training for work
which promises a higher income later; (2) the saver or purchaser of insurance
who foregoes present spending for current satisfaction in order to provide
funds for his own or his family’s future satisfaction; (3) the man who prefers a
lower-salaried position with pension benefits to a higher-salaried position
without such future benefits; and (4) the entrepreneur who maintains a mod-
est standard of living while plowing back a large part of his earnings into the
business.

Capitalist savings and providing for the future through insurance are not al-
ways possible. Before there can be such savings, certain institutional condi-
tions must exist. There must be established systems of banking, insurance, sav-
ings and loan organizations and, above all, a money free from inflationary
influences. However, the fact that monetary savings cannot take place in the
absence of such conditions, no more weakens the significance of these argu-
ments concerning the reason for interest than does the fact that entrepreneurs
and capitalists, threatened with expropriation, prefer to consume their capital
rather than to surrender it to the expropriator. The truth is that wherever the
institutional conditions necessary for financial savings have existed people
have made ample use of them.

According to Böhm’s second reason, people regularly prefer present
goods to future goods because they (incorrectly) under-value future goods.
Following this line of reasoning, one could say that the persons described
in the examples cited above were (incorrectly) under-valuing present goods
as against future goods, but that it is easy for them, after providing ade-
quately for the present, to set aside something for the future which would
otherwise be provided for less generously. However, there is no justification
for this interpretation. Certainly this argument does not apply to the student
preparing himself, at the cost of present self-denial, for a more lucrative
future occupation. Nor does it apply to the young employee who works for
a future pension, or to the other examples. None of these typical cases re-
fers to persons who, in Böhm-Bawerk’s words, “are excessively well provided
for in the present, or at least would be if they wished to consume com-
pletely in the present all the means currently available to them.” (Böhm,
op. cit., II :442, note #23) Rather they are persons who purposely reduce
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their present standard of living in order to provide for a better future. They do
this despite the fact that—from the viewpoint of their own subjective values—
it represents present self-denial and renunciation.

Capitalism Encourages Persons to Save

As mentioned above, one may understand these things only by referring to ob-
servations made where social conditions permit the accumulation of mone-
tary savings to provide for the future. The capitalistic economic order, inspired
by the spirit of liberalism,* created conditions which permitted the develop-
ment of thrift and thus, for the first time, offered the masses a choice between
satisfying chronologically more immediate or more distant needs. Before
then, saving had been restricted to the relatively small ranks of entrepreneurs
and owners of real estate. Therefore, the tremendous increase in capital for-
mation under capitalism has been, to a considerable extent, the result of the
saving of the masses. However, despite the fact that capitalism provided the
masses with a substantial increase in well-being, it certainly cannot be said
that they have been so “excessively well provided for” that they under-valued
present goods and thus found saving for the future easy.

Saving would certainly have become a much more widespread practice,
even a mass mania, if two influences had not operated in the opposite di-
rection: (1) the increasing threat to capital accumulation as a result of anti-
capitalistic tendencies and (2) the systematic derision of the practice of sav-
ing and the undermining of the value of saving, which came with the spread
of an anti-capitalistic ideology. Liberalism recommended saving to the per-
son of modest means as the only way to improve his future situation. Social-
istic propaganda strove to demonstrate the opposite, namely that saving could
never make individuals prosperous. According to the socialistic doctrine,
capital arises—not from saving—but from the accumulation of profits pro-
duced by the exploitation of foreign labor and by the appropriation of surplus
labor value.

One could surely find support for asserting that it may be a char-
acteristic of the capitalistic economy to over-value future needs, rather
than to under-value them as Böhm claims. However, such statements
always concern psychological situations which lack inexorability and
universality. Some persons are motivated to varying degrees by ideas
which lead them to under-value future needs and the means for satis-
fying them. Others, however, over-value future needs and the means
for satisfying them. A universal phenomenon, such as the higher val-

890 � appendix

* See “Liberal,” sense (1), p. 959 in Glossary below.

40-L3843-APP  12/5/06  8:13 AM  Page 890



uation, as opposed to an over-valuation, of present goods and the lower valua-
tion, as opposed to an under-valuation, of the same goods in the future can
never be explained satisfactorily by the existence of psychological factors
which affect different people differently.

Some Persons Expect a Brighter Future

Coming now to the first reason Böhm-Bawerk suggests for the higher valua-
tion of present goods, namely that there are different ratios between want and
provision at different periods of time. This attempt at an explanation is no
more successful than his other. Here also the facts involved lack universality.
Certainly, some persons endure privation in the present, hoping to be better
provided for later. However, there are others, as Böhm also conceded, for
whom the opposite holds true. In this latter category he included “a very con-
siderable number of persons whose income is derived entirely, or in large
part, from their personal activity and will therefore presumably cease in the
later years of their lives when they become incapable of working.” (Böhm, op.

cit., II :266) In saying this, Böhm obviously intended to minimize the
significance of the fact that these people were in a position to retain present
goods for use in the future, using them in the meantime as a reserve fund.
These people would then value present goods no less than future goods and
perhaps even somewhat more. Only in a dwindling minority of cases,
wherein special circumstances impede or threaten any transfer from the pres-
ent to the future, will present goods possess for their owners a smaller subjec-
tive use value than future goods. In such situations—even if there is no con-
tributing influence other than the difference between supply and demand in
present and future—the outcome of the subjective valuations which deter-
mine objective exchange values must obviously be such as to give present
goods a powerful advantage, a considerable agio (premium) over future
goods. (Böhm, op. cit., II :268)

Böhm-Bawerk did not recognize that the first reason he suggested for the
greater valuation of present over future goods—that there are different ratios
between demand and supply at different points in time—was rendered in-
conclusive by the fact that so many people actually do provide for the future,
and not for the most immediate future only. The fact that the future is taken
care of at all, the fact that present satisfaction actually is foregone to provide
for the future, is proof that people expect that, in the absence of such precau-
tions, the future would be inadequately provided for as compared with the
present. It is irrelevant whether the number of persons who suffer want in the
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present while hoping to be more richly provisioned at a future time is larger
or smaller. For, as Böhm realized, this group also divides into two sharply sep-
arated sub-groups:

(1) The first sub-group is made up of children and the sick, persons without
present resources, for whom only the lapse of time can bring improvement.
When they have grown, or are well once more, they will be able to work. In a
society which lived from hand to mouth and, thus, was not familiar with credit
transactions (the trading of present goods for future goods), such persons
would be left to starve, unless protected by family loyalty or humanitarianism.
However, in a society where provisions are being made for the future also,
such persons, or their legal advisers or guardians acting on their behalf, can
discount their future capacity to work and their anticipated future prosperity.
In that way, today can be made more secure by reason of tomorrow’s expecta-
tions. They can do this only because other people are so well provided for
in the present that they may provide now for their future, a future which, in
their opinion, would otherwise be under-provisioned. This is still clearer with
respect to the other sub-group.

(2) The second sub-group is composed of those who—in Böhm-Bawerk’s
words—“look forward with confidence to a career that will bring economic
improvement.” (Böhm, op. cit., II :266) These persons are preparing them-
selves for a calling, or taking preliminary steps in a profession, which promises
to be remunerative only after some time. Such persons, who do not them-
selves have the means necessary to carry on during the training or waiting
period, may arrange for a more distant future in this way because other persons
do have these means available. These other persons lend out some of their
present resources precisely because they, the lenders, being relatively over-
provisioned in the present, may thus better provide for their own security in
the future.

Only Savers Provide Choices Between 
Present and Future Goods

Differing ratios of demand to supply at various periods of time can explain
why transactions being undertaken now take into consideration both the
present and the future. However, these different ratios cannot explain why fu-
ture goods are regularly valued lower than present goods. In the hypothetical
case that future goods were to be valued as high or higher than present goods,
persons who were currently well provisioned would still, if they feared future
deprivation, choose to set aside a part of their present goods for future needs.
It is not surprising that persons who suffer want in the present, but hope to
be better supplied in the future, are prepared to value present goods higher
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than future goods. However, it is not they who play the decisive role on the
market where present goods are exchanged against future goods. The
significant role devolves on those who actually have at their disposal present
goods, some of which they can decide to use for immediate satisfaction or for
more distant future wants. It is they who choose between present and future
goods. It is as a result of their choices that the differences in value appear which
lead to the problem we are trying to explain.

All Consumers Prefer Present Goods

Böhm-Bawerk’s error consisted primarily in the fact that he sought to base
the theory of the higher valuation of present goods on psychological
grounds. However, a universally true theory may never be attained via psy-
chological paths. Psychology can show us that some persons, or even many

persons, are guided by certain influences. But psychology can never demon-
strate that a definite conduct is necessarily always and in the same way com-
mon to all men.

As a matter of fact, what Böhm-Bawerk actually succeeds in demonstrating
is only that it appears plausible for men to place higher values on present goods
than future goods under some circumstances, while under other circum-
stances it appears no less plausible for the opposite to be true, i.e., for future

goods to be more highly valued than present goods. What Böhm-Bawerk’s the-
sis comes down to then is that some types of persons are inclined toward an in-
correct under-valuation of future goods, while others lean toward an incorrect
over-valuation of future goods.

Böhm-Bawerk therefore merely arrived at the conclusion that “as a rule” fu-
ture goods have a lower value than the same kind and quantity of present
goods. But that is not a satisfactory explanation. Are there exceptions to this
rule? If there are, what significance do they have for explaining interest? Might
the exceptions not become the rule under certain circumstances and interest
then disappear entirely?

No, there are no such exceptions! In acting, one must always, with-
out any exception, value a satisfaction at an earlier point in time more
than the same kind and amount of satisfaction at a later time. If this
were not so, then it would never be possible to decide in favor of a
present satisfaction. Whoever uses or consumes anything, whoever seeks
by acting to relieve to a greater or lesser extent a felt uneasiness is al-
ways expressing a preference for an earlier over a later satisfaction.
Whoever eats and consumes anything is making a choice between a
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satisfaction in the immediate future and one in a more distant future. If he
were to decide differently, if he were not to prefer the earlier to the later satis-
faction, he would never be able to consume at all. He could not even eat and
consume tomorrow, because when tomorrow became today, and the day after
tomorrow became tomorrow, the decision to consume would still call for valu-
ing an earlier satisfaction more than a later satisfaction. Otherwise, consump-
tion would have to be delayed still further.
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glossary

Key to Abbreviations

adj.—adjective. n.—noun.
Ch.—Chapter. p. or pp.—page or pages.
e.g.—exempli gratia (Latin), pl.—plural.

for example. q.v.—quod vide (Latin),
et al.—et alii (Latin), and others. which see.
i.e.—id est (Latin), that is. v.—verb.

A

Aberration. Deviation from the truth or moral standards.
Abortive. Ineffective, implying failure before action has begun or been com-

pleted.
Absolutization. The act, state or condition of unlimited and unconditional

power or sovereignty.
Acta Borussica, (Latin). The title given to the tomes containing a collection

of official documents concerning the history of the Electorate of Branden-
berg and the Kingdom of Prussia. Published by the Prussian Archives, these
volumes were prepared under the supervision of Gustav von Schmoller
(1838–1917), a leader of the Historical School (q.v.). Note: Borussica was
the original name for the area that became Prussia.

Action directe, (French). Literally, direct action. The syndicalist Georges
Sorel (1847–1922), rejecting the “peaceful” tactics of the socialist parties
and labor unions, advocated a radical change in “working class” policies in
the form of action directe, i.e., violent action aiming at the destruction of
what was called the “bourgeois” system of economic management. See
“Syndicalism.”
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Ad hoc, (Latin). For a particular purpose or occasion, usually specified.
Ad libitum, (Latin). Freely; at one’s pleasure; as one wishes.
Adventitious. Extrinsic; not essentially inherent; arising from an external

source not the essence of the subject; not naturally, normally or historically
associated with the subject or event.

Afflux. Act of flowing, proceeding or issuing, esp. abundantly.
Age of Enlightenment. Pretty much the same period and development for

which the “Age of Reason” is also used. It stretched roughly from John
Locke (1632–1704) and Isaac Newton (1642–1727) to Immanuel Kant
(1724–1804). During this period there was a great advance in all branches of
human knowledge.

Age of Reason. The eighteenth century, particularly in England and France,
when reason rather than emotion, intuition or superstition was presumed to
have prevailed.

Agnosticism. The doctrine that refuses to accept the evidence of revelation and
holds that it is impossible to prove or disprove the existence of God. Hence,
any doctrine which holds the impossibility of any true knowledge, such as
the doctrine that all knowledge is relative.

Aimait le monde, (French). Loved to move in high society.
Alms. Charity, relief; hence, almsmen or almsfolk are recipients of charity.
Alter ego, (Latin). Literally, “other I,” another self. A fellow man considered as

one who thinks and acts “as I, the Ego, do.”
American Revolution (1776 –83). See “Revolution, American.”
Amortization. Process of providing a sinking fund to discharge a debt, usually

by making periodical payments.
Amt, (German). Government office, bureau, ministry.
Anarchism. The idea that peaceful social cooperation can continue to exist

without the institution of government, the social apparatus of coercion and
compulsion.

Anarchy. Lawlessness; condition of no government or ruling power.
Anarchy of production. A Marxian phrase for production in a nonsocialist so-

ciety as, for example, in a market economy.
Anchorite. One who renounces the world and lives both a solitary and se-

cluded life of prayer, penitence and meditation.
Ancien régime, (French). The old regime; the former social and political or-

der or system. The term usually refers to the period preceding the French
Revolution of 1789.

Ancillary. Auxiliary; assisting in a subordinate or subservient manner.
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Animism, n. animistic, adj. The theory that all beings and objects have a soul.
Animism ascribes to all things of the universe the faculty of action, similar
to that of man.

Annona, (Latin). A policy of the Roman Empire (27 b.c.– 476 a.d.), whereby
the government distributed free of charge the most important foods—grain,
wine and oil—to the poor city people. This policy encouraged people to
flock to the cities where living was cheap and eventually necessitated heavy
imports of grain.

Anthropocentrism. The belief that man is the center of all that is important
and that the world exists solely for the benefit or improvement of mankind.

Anthropomorphism. The idea that ascribes to God, or a god, the characteris-
tics of a human being.

Antichrematistic. The opposite of chrematistic (q.v.).
Antinomy. Contradiction of two principles deduced from premises consid-

ered to be equally valid.
Antithesis, n. antithetic, adj. Diametrically opposite. A word, idea, person,

doctrine, proposition or thing that negates, is irreconcilable with, or repre-
sents the extreme opposite of another.

Apodictic. Logically necessary, or the logical necessity of which can be dem-
onstrated.

Apostasy. Abandonment or repudiation of a previously held faith, principle or
party loyalty.

A posteriori, (Latin). Literally, following after. Known from experience.
Applied to inductive reasoning, beginning with observed facts and inferring
general conclusions from these. Opposed to a priori (q.v.). See also “In-
duction.”

Appellation. A name or term by which a person, group, theory or thing is
known, with some implication that it is a popular or descriptive substitute
for the real one.

Apperception. In epistemology, the human mind’s awareness or understand-
ing of its own contents. In psychology, the process whereby the human
mind integrates new experiences with past experiences to form a new com-
posite unity of understanding.

Appraisal, appraisement. An impersonal judgment, often by a disinterested
expert, of the price something would bring if sold in the marketplace.

Après nous le déluge, (French). “After us the deluge.” A statement
Madame de Pompadour (1721– 64) is reputed to have made on 
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November 5, 1757, to King Louis XV (1710–74) of France, after the army of
Frederick the Great (1712– 86) of Prussia had routed the much larger com-
bined forces of the French and her allies at Rossbach (near Leipzig, Ger-
many). See “Seven Years’ War.”

A priori, (Latin). Literally, from the former or preceding. Self-evident knowl-
edge known by reason alone without any appeal to experience or sensory
perceptions. Nonempirical. Opposed to a posteriori (q.v.). 

An a priori statement is one which the human mind can neither question
nor contradict and which cannot be further analyzed, diagnosed, broken
down or traced back to a logically prior cause. It is thus the original datum
or premise which forms the starting point for deductive reasoning.

Apriorism. The doctrine that there is knowledge that is logically prior to
experience (or sensory perceptions).

Arbitrage. The process of buying commodities, securities or foreign ex-
change for immediate or future delivery in one market and simulta-
neously, or almost simultaneously, selling them in another market in or-
der to profit from the price differences in the two markets. This process
almost immediately eliminates all price differences in different markets
except for those due to transportation costs and political interventions
(taxes, tariffs, etc.).

A rebours, (French). The wrong way; backwards; against the grain.
Argumentum a contrario, (Latin). Argument or proof by contrast or the direct

opposite.
Arrogate. To assume presumptuously, to claim unduly, to appropriate to one-

self certain prerogatives.
Artel, (Russian). Literally, a gang. Actually, a group of workmen joined to-

gether for the cooperative performance of a work project and the mutual
sharing of the income received. The custom arose when groups of workers
left rural areas for the towns and cities where they worked, ate and lived to-
gether as a family sharing income and expenses. They elected a leader who
supervised all activities and dealt with employers or contractors. Some artels

were formed for temporary jobs like building a house, bridge or road. Oth-
ers were more like fraternal guilds or craft unions with as many as 200 mem-
bers pooling their wages. Before the Communist Revolution of 1918, they
operated not only in crafts, construction and industry but also in fishing,
forestry, banking and even in prisons and stock exchanges. Under the
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Soviet regime, artels are largely confined to communal farms where the
workers live together.

Artifact. A natural object modified by human art, applied largely to primi-
tive tools, weapons and works of art. An object which human labor has
improved or made useful as distinguished from one as originally found in
nature.

Asceticism. The theory that the only means open to man for attaining
complete quietude, contentment and happiness is to renounce all earthly
concerns and worldly things in preparation for eternal bliss. Only an ascetic
may reproach liberalism for advancing the outward material welfare
of men.

Asymptotic. Approaching indefinitely near, yet never meeting.
ajtaraxiva, (Ataraxia, Greek). Complete peace of mind.
Atavistic. Pertaining to or marked by atavism, the recurrence in a descendant

of abnormal characteristics that can be traced back to a remote ancestor.
More popularly, “throwback.”

Atypical. Deviating markedly from the rule or standard; not typical or regular;
above or below average.

Aurea aetas, (Latin). Golden Age.
Aureole. A halo or celestial crown meant to indicate sanctity or holiness; a

spiritual reward for those who have maintained their integrity and tri-
umphed over worldly temptations.

Austrian School (of Economics). A group of economists who developed
the modern subjective theory of value and applied it to the various
problems of economics. Its founders and early leaders—Carl Menger
(1840–1921), Friedrich von Wieser (1851–1926), and Eugen von Böhm-Baw-
erk (1851–1914), as well as Ludwig (von) Mises (1881–1973) and Friedrich A.
Hayek (1899–1992)—were all Austrian born.

Autarky, (popularly misspelled “autarchy”). The state or condition of a per-
son, nation or geographic area of being economically or intellectually self-
sufficient and thus not dependent on another for trade, knowledge or sur-
vival.

Autistic. Involving only one person or individual; excluding all but the one
person.

Autochthonous. Native; indigenous; aboriginal; springing from the soil or
land; related to the original primitive inhabitants.

Automatism. The theory that living organisms are governed solely by the laws
of physics and mechanics. An extreme form of behaviorism that denies con-
scious control of actions.
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Autonomy, n. autonomous, adj. Independence; the right or power to be self-
governing; the state or quality of being free from outside control.

B

Babbittry. A derogatory term for the ethics and practices of small indepen-
dent businessmen operating under the relatively free market conditions
existing in the United States before the massive governmental interven-
tions of the 1920s and 1930s. The term comes from the novel Babbitt (1922)
in which the author, Sinclair Lewis (1885–1951), derides the behavior and
character of George Follansbee Babbitt, a fictional middle-class real-estate
agent.

Balance of payments. The separate and reciprocal summation of the mone-
tary figures for (1) the goods, including money, and services given, and
(2) the goods, including money, and services received by an individual or a
group of individuals, as frequently those living within national or other ge-
ographical boundaries during any particular period of time. Since the mon-
etary figures for both the items received (debit side) and the items given
(credit side) are always equal, the two summations (of payments) are like-
wise always equal, i.e., in balance.

It is customary to list and subtotal separately the monetary and non-
monetary items. If the monetary receipts exceed the monetary outflow,
the balance of payments is said to be favorable. If the monetary outflow
exceeds the monetary receipts, the balance of payments is said to be un-

favorable. This is a carryover from the days of mercantilism (q.v.) when
the precious metals were considered more valuable than any other goods
or services. This viewpoint, still widely accepted, ignores the fact that at
the time of every transaction, each party prefers and considers of greater
value the item he receives, whether it is money, other goods or services.
Thus, no one ever pays out money unless he prefers what he receives in
return.

During periods when a nation is substituting fiduciary media (q.v.) for a
part of its monetary stock (gold), Gresham’s law (q.v.) goes into operation
and the nation experiences a net outflow of its monetary stock (gold), i.e.,
an unfavorable balance of payments.

Banking School. This group was opposed by the Currency School
(q.v.) in the nineteenth-century controversy over the laws which
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should govern the Bank of England and form the basis of the British
monetary system. Drawing on the writings of Adam Smith (1723– 90), the
Banking School espoused what has become known as the “Banking Prin-
ciple” or “Principle of Fullarton.” This principle holds that as long as a
bank maintains the convertibility of its banknotes into specie (gold), for
which it should keep “adequate” reserves, it is impossible for it to overis-
sue its banknotes against sound commercial paper with fixed short-term
(90 days or less) maturities.

The Banking School reasoned that under these conditions, the issuance
of such banknotes was helpful to business activity, did not raise prices, and
the quantity issuable would be independently determined and limited by
the needs of trade (business) rather than the desires of the issuing bank.
They claimed that noteholders would promptly present for redemption all
banknotes issued in excess of the needs of trade (business) under the so-
called “law of reflux.” Some held that the “banking principle” was valid
even if convertibility was not maintained.

The Banking School adherents failed to realize that the banks were free
to increase the demand for their fiduciary banknotes by reducing the inter-
est rate charged on bank loans. The British Bank (Peel’s) Act of 1844 pro-
hibited the issuance of further banknotes by the Bank of England against
anything except 100% gold reserves. However, the Act did permit the ex-
pansion of demand deposits subject to transfer or withdrawal by check
against short-term commercial paper of the type approved by the “banking
principle.” This paved the way for currently popular banking theories based
on fractional reserves, “elastic currency,” circulation credit and credit ex-
pansion (q.v.). For the consequences, see “Monetary theory of the trade
cycle.”

Banknotes. Money-substitutes issued by banks in the form of non–interest-
bearing promissory notes, payable to bearer on demand, which circulate
freely as a substitute for the sum of money stated on their face. Banknotes
differ from fiat money (q.v.) in that fractional reserves (less than 100%) are
kept by the issuing bank or its agents for their redemption. Banknotes are
money-substitutes and “money in the broader sense.” Only the reserves held
for their redemption are “money in the narrower sense.” The amount of
banknotes issued in excess of the reserves maintained for their redemption
is fiduciary media (q.v.).

Bank of England. The central bank of the United Kingdom. It was granted
its original charter in 1694 in return for a £1,200,000 loan at
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8% interest to the British government. The charter permitted it to issue
£1,200,000 of Bank of England notes redeemable on demand in gold, sup-
posedly obtainable from funds deposited with the Bank. It has always acted
as the government’s banker. During the first half of the nineteenth century,
the Bank’s policies were discussed and investigated in detail by British econ-
omists. (See “Banking School” and “Currency School.”) The Peel Act of
1844 (q.v.) set up separate departments for the Bank’s banking and note is-
sue functions.

Up until World War I, it was the unquestioned symbol of financial in-
tegrity and the stability of the gold standard. Since 1925, it has enjoyed a mo-
nopoly in the issue of banknotes. Originally a private institution, it was na-
tionalized in 1946. Its banknotes have full legal tender power. The Bank
serves as fiscal agent for the British government and maintains reserves for
countries in the “Sterling Bloc” (q.v.). It performs all functions of a central
bank (q.v.), and it is responsible for controlling the quantity of British
money. For a short history of the British pound, see “Pound sterling.”

Barbarian. Originally from the Greek for foreigners, meaning those who
spoke an unintelligible language and had outlandish manners. It has come
to mean a rude, crude, untutored, uncultured, cruel, almost savage person
who is ignorant of civilized customs and human dignity.

Bear. A financial term for a person who, anticipating lower prices, sells for fu-
ture delivery a commodity, currency or security which he does not own
with the expectation he will be able to buy it at a lower price before he is re-
quired to make delivery. A bear is said to sell short. The operations or trans-
actions of bears have the effect on market prices of an increased supply and
thus tend to reduce prices.

Begriffsjurisprudenz, (German). Literally, ideal jurisprudence. A school of
German jurists which believed that ideal laws are based on a logical analy-
sis of legal concepts.

Behaviorism. A sociological school which asserts that human minds are not ca-
pable of making rational choices. It studies human action according to the
methods of animal and infant psychology. It seeks to investigate reflexes and
instincts, automatisms and unconscious reactions, without reference to con-
sciousness and aiming at ends. Behaviorists consider all human actions to be
implicit reactions to prior conditioning. They seek to improve mankind by
subjecting people to an “ideal” conditioning from birth. In choosing such
an “ideal” conditioning, the behaviorists would be acting in violation of
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their basic concept that all human actions are determined by some
automatic mechanism.

Bellicosity. Desire or disposition to stir up a fight or be warlike; inclination to
be aggressive.

Bernoulli’s doctrine de mensura sortis. Daniel Bernoulli (1700– 82), an emi-
nent mathematician and physical scientist, realized that equal or propor-
tional changes in man’s wealth or “physical fortune” did not produce equal
or proportional changes in utility or satisfaction, which he called “moral
fortune,” and that such changes in “moral fortune” were related to his pre-
vious wealth or fortune as well as the physical changes in it. Accordingly, he
resorted to logarithms to develop a mathematical formula or doctrine for
computing the expectation of changes in “moral fortunes” that would result
from any given physical changes in any person’s previously held fortune.
The suppositions of this doctrine were dependent upon the selection of ar-
bitrary constants for human valuations. However, such valuations are not
only unmeasurable but also variable from man to man and for the same
man at different times. In distinguishing between “physical” and “moral”
fortunes, Bernoulli’s contribution made it clear that simple arithmetic
(addition and subtraction) is not applicable to problems involving human
valuations of different physical quantities.

Betriebsführer, (German). Shop managers.
Bill of exchange. A negotiable document drawn up and signed by one party

(usually, but not necessarily, a seller) on a second party (usually a buyer)
providing that the second party unconditionally promises to pay to the or-
der of bearer or a third party, but which may be the drawer or first party, a
specified sum on sight (upon acceptance by the second party) or upon a
specified or determinable date. The bill becomes valid only upon the
signed acceptance by the second party. A bill payable at a future date is a
credit instrument discountable at banks in advance of maturity, depending
upon the credit of the parties signing the bill. At certain times and places
in history, bills of exchange have been used as media of exchange. See
“Medium of exchange.”

Bimetallism. A monetary system which attempts to maintain a fixed exchange
ratio between the metals gold and silver.

Biological competition. The antagonistic rivalry in which living beings
are engaged in a life and death struggle for a part of the existing
means of survival which are insufficient for the minimum needs of
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all. This situation is inherent in nature and among wild animals incapable
of social cooperation. It can exist among men (1) in those rare instances
where the means of survival are insufficient for total survival for groups
which are lost or otherwise isolated from civilization, or (2) where men fail
to realize that the voluntary social cooperation of an unhampered market
economy can increase the supply of scarce goods beyond the quantity
needed for the general survival of a growing but intelligently limited popu-
lation.

Bloc. A combination of two or more groups or parties willing to make a com-
mon cause, esp. as in European countries, or in the U.S. Congress.

Bohemian. A devotee of art, music, literature or other intellectual pursuits
who attempts to show his disdain for social conventions by adopting an odd
or bizarre mode of life or dress.

Bolshevik, (Russian). Literally, “a member of the majority.” Actually, a Rus-
sian revolutionary communist. The term acquired this meaning in 1903
when the Russian Social Democratic Party split into the “Bolshevik” and
“Menshevik” (q.v.) factions. In the Russian Revolution of November 1917,
the Bolsheviks, under the leadership of Nikolai Lenin (1870–1924), over-
turned the Provisional Government established earlier that year and
founded the Union of Soviet Socialist Republics.

Bona fide, (Latin). In good faith; real; true; authentic; genuine.
Bondman. Slave, serf, villein.
Bourgeois, n. or adj., bourgeoisie, n. (French). The merchants, professional

persons (doctors, lawyers, professors), employers and white-collar workers,
as distinguished from (1) the clergy; (2) the nobility and the landed gentry;
and (3) the manual workers and peasants called the proletariat. See “Prole-
tarian.”

Bourse, (French). A continental European stock exchange. As a rule such
stock exchanges also trade in foreign exchange. The term also applies to
commodity exchanges.

Bretton Woods Conference (and Agreement). The United Nations
Monetary and Financial Conference called by President Franklin D.
Roosevelt (1882–1945). Representatives of 44 countries met at Bretton
Woods, New Hampshire, July 1–22, 1944. The Conference approved
agreements for the “International Monetary Fund” (q.v.) and the
“International Bank for Reconstruction and Development” which was
to provide financial assistance for “war-torn” and “underdeveloped
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regions.” The idea for an international stabilization fund and an interna-
tional bank originated with the U.S. government in the fall of 1941. After
several years of technical preparation and preliminary international discus-
sions, tentative proposals were readied for the Conference. The American
proposal was prepared under the direction of Harry Dexter White
(1892–1948) who died mysteriously shortly after being exposed as a Com-
munist. The British draft was largely the work of Lord Keynes (1883–1946).
See “Keynesians.”

British Labor Party. See “Labor Party (British).”
Bucolic. Pastoral; relating to a shepherd’s life or rural affairs.
Buddhism, Buddhist monks. An ancient religion in most Asian countries

except for Siberia and the Arab lands. It was started by Gautama Bud-
dha (563?–?483 b . c . ) whose teachings have been variously interpreted
and emphasized by the many different subdivisions or sects. Members
are in general asked to live peaceful, highly moral lives of self-denial
while treating even their enemies and animals with respect. A Buddhist
believes that when his body dies, his soul is reborn in another body and
retains the sorrows of previous sins. Good Buddhists are generous alms-
givers.

Buddhist monks live in poverty on the gifts received from others. They
must obey strict rules requiring great patience, pacifism and abstinence.
They are taught that life is full of pain and sorrow due to man’s desires, lusts,
cravings and passions. They seek the highest possible bliss, or Nirvana, in
the complete elimination from their lives of these inherent characteristics
of human nature.

Bullion. Monetary metals as merchandise in any form but that of standard
coins. Gold and silver bullion are usually in the form of bars or ingots,
but they may also be in the form of refined ores or nonstandard coins,
such as worn or foreign coins that are valued solely for their weight and
fineness.

Bull market. Period of rising prices on the stock exchange and/or commodity
markets. Period of optimism in the financial markets with a general expec-
tation of still higher prices in the future. A bull market is usually accompa-
nied by an upsurge in buying on margin, i.e., buyers borrowing a part of the
funds with which they pay for their purchases.

Bureaucrat. An employee or official whose actions and duties are
guided and determined by rules, regulations and budgetary speci-
fications established by law or other higher authority. The
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employment of bureaucrats and bureaucratic management is the only ap-
propriate method for handling governmental affairs, for which market pro-
cesses, economic calculation and the profit motive are unable to provide
sufficient guidelines.

Burgher. A freeman or inhabitant who enjoys all the privileges of a citizen of
a town or borough.

Business cycle. See “Trade cycle.”

C

Caesarism. Political dictatorship; absolute government under one-man rule;
one-man imperialism. The term comes from Gaius Julius Caesar (100– 44
b.c.), a general who expanded the Roman Empire and became its dictator,
even though refusing a crown.

Cambric. A thin, closely woven fabric made of linen.
Capital. The fundamental concept of economic calculation which ex-

presses in monetary terms the net wealth (assets minus liabilities) of the
complex of all kinds of capital goods and marketable assets (savings) be-
longing to a definite person or other unit participating in a market
economy. It is only by use of such an accounting concept that (1) profits
(increases in capital account) and losses (decreases in capital account)
of contemplated market actions can be estimated or prognosticated, and
(2) profits and losses of completed actions can be calculated. Thus the
mental tool of capital is essential both as a compass for guiding future
market actions and as a means for evaluating the success or nonsuccess
of completed market actions.

Capital accumulation. The act, process or result of creating or increasing the
supply of capital goods (q.v.). Capital can only be accumulated by produc-
ing more wealth than is consumed, i.e., saving.

Capital consumption (or decumulation). The act or process of consuming
or reducing the supply of capital goods (q.v.).

Capital flight. The popular idea that invested wealth leaves one coun-
try for another. While gold and other commodities always move to
those markets placing the highest value on them, neither invested
wealth (capital goods) nor a nation’s irredeemable paper money leaves
a country. Only their values “flee,” usually because investors
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(capitalists), as a result of new information or fears, have readjusted down-
ward their appraisal of the future values of such investments (securities or
monetary units). Investors profit from such a situation only when they cor-
rectly anticipate changes in the future market values before they actually
occur. Capital flight is actually a loss in confidence that results in a drop in
values.

Capital goods. Produced factors of production, such as tools, buildings,
transportation facilities, partially finished goods, and both cash and con-
sumers goods which make it possible for the owner to engage in more
time-consuming and more productive processes of wealth production than
would be possible if he did not possess such forms of saving. In short,
stored up labor, natural resources and time in the form of economic goods
whose possession reduces the time necessary to attain some goal of human
endeavor.

Capitalism. An economic concept of civilization that is based on the pri-
vate ownership (and control) of the means of production. Such an insti-
tutional situation permits and inevitably encourages the division of labor,
economic calculation, capital accumulation, technological improvement
and the voluntary social cooperation of a market economy in which mass
production is designed for the consumption of the sovereign masses.
Capitalism is the antithesis of statism, socialism and communism which
are based on government ownership (or control) of the means of pro-
duction.

Capital levy. A tax or assessment imposed on privately held property, usually
nonrecurring.

Capital market. In business terminology, the market for loans.
Cardinal numbers. Primary numbers used in simple counting; 1, 2, 3, etc.;

distinguished from Ordinal numbers, q.v.
Carmen. A grand opera composed by Georges Bizet (1838–75), with libretto

by Meilhac (1831–97) and Ludovic Halévy (1834–1908), and based on a
romantic novel of the same name by Prosper Merimée (1803–70).

Cartel. An association of business firms in any one industry, which is
formed for the purpose of limiting competition in order to substitute
monopoly prices (q.v.) for competitive prices. Without government as-
sistance, cartels could exist only in those few cases where nature has
limited the sources of a raw commodity to easily controlled narrow
geographic areas, but such instances are rare (possibly diamonds and
mercury) and thus could play only a minor role in world trade

glossary � 907

41-L3843-GLO  12/5/06  8:13 AM  Page 907



and production. Cartels were used primarily in pre–World War II Germany
to protect domestic industries, heavily burdened with welfare state taxes (so-
cial security, etc.) from competition with foreign firms not so burdened.
The cartel device permits industries to sell abroad at competitive prices
while charging monopoly prices in the domestic market that are sufficiently
high to cover the welfare state expenses on total sales and production, thus
placing the entire burden on domestic consumers. The agricultural pro-
grams of the American government are a substitute for a cartel.

Car tel est notre bon plaisir, (French). For such is our good pleasure. A phrase
frequently used by monarchs when signing a law.

Cash-induced changes in purchasing power. Changes in purchasing
power caused by changes in the supply of cash and/or in the demand for
cash holdings.

Caste system. A rigid division of society into classes or castes based on hered-
ity, privilege, race, stock, color, occupation.

Catallactic competition. The peaceful competition of the market economy
wherein each participant seeks his own satisfaction in striving to excel in
some contribution that will best satisfy the needs or desires of his fellow par-
ticipants in a market society. Catallactic competition tends to produce the
greatest possible satisfaction of consumers by assigning each individual in a
voluntary society that function in which he can render to all his fellow men
the most valuable of the services he is able to perform.

Catallactics, n. catallactic, adj. The theory of the market economy, i.e., of ex-
change ratios and prices. It analyzes all actions based on monetary calcula-
tion and traces the formation of prices back to the point where acting man
makes his choices. It explains market prices as they are and not as they
should be. The laws of catallactics are not value judgments, but are exact,
objective and of universal validity.

Catallactic unemployment. See “Unemployment, catallactic.”
Caucasian. A large and rather indefinite division of mankind which in the

eighteenth century was comprised of the chief races of Europe, North
Africa and Southwest Asia. All mankind was divided into five species by Jo-
hann F. Blumenbach (1752–1840) in 1781. The other four were Mongolian,
Ethiopian, American and Malay.

Cavil. To raise frivolous or spurious objections to; to carp.
Central bank. An ideal type (q.v.) rather than a scientific term since no two

central banks are precisely alike.
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Almost all modern countries have a central bank which is a large bank
operating either as a direct governmental institution or as a private institu-
tion whose management is strictly controlled by the government. Most cen-
tral banks were established by law as the result of a national financial emer-
gency, such as the collapse of a prior credit expansion (U.S. Federal Reserve
Banks), or the desire of the government for more funds than it cares or dares
to raise through taxes or private loans (Bank of England). Central banks
usually attempt to control interest rates, reserve requirements and note is-
sues of the nation’s banks and act as the bank of last resort when other banks
are pressed for funds while holding investments which the central bank will
discount on demand. By such technical procedures, the central bank at-
tempts to control the quantity of “money in the broader sense” (q.v.) and
thus indirectly influence prices, production and employment. Central bank
policies are usually determined by a desire to (1) prevent financial panics,
recessions or depressions, usually by the expansion of circulation credit
(q.v.), and (2) provide the government with funds to cover any deficits not
fully covered by funds from private sources.

“Ce que j’appelle mon présent, c’est mon attitude vis-à-vis de l’avenir

immediat, c’est mon action imminente,” (French). “What I call my
present is my mental attitude towards the immediate future, my immi-
nent action.”

Ceteris paribus, (Latin). Other things (factors or elements) being equal or
remaining unchanged. Ceteris paribus is an element of every scientific
doctrine and no economic law can dispense with it.

Charisma, (Greek). A special divine gift which endows the recipient with a
supernatural ability to know and proclaim the will of God. In short, a
pipeline from God which mere mortals may not challenge.

Chattel. Any item of property except real estate, movable or immovable;
goods, money, at times even a person, a slave or a bondman.

Chauvinism. Absurdly exaggerated patriotism or militarism; originally a term
of ridicule applied to idolatry of Napoleon I (1769–1821), it came from the
name of Nicolas Chauvin, a much wounded and decorated veteran who
worshipped with blind enthusiasm the military glories and expansionist
policies of his defeated hero.

Chauvinism applies to talk and disposition. It thus differs from national-
ism which applies to a policy of action.

Checkbook money. See “Deposit currency.”
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Chiliastic. Pertaining to the doctrine that when men are perfected the
Messiah will appear on the Earth to rule over a happy and glorious kingdom
for 1,000 years (the Millennium).

Chimera. Originally a fabled and frightening monster whose features
resembled the corresponding parts of many different animals. Hence, an
absurd or fantastic creature of the imagination; a frightful fancy; a visionary
or impracticable idea.

Chimerical. Wildly or fantastically unreal or visionary.
Chrematistic. Related to wealth as far as it can be calculated in terms of

money.
Christian socialism. A brand of socialism that seeks to base the socialist system

upon loyalty to the Christian church as opposed to antireligious, anti-
Christian, atheistic brands of socialism. It emerged in the nineteenth
century and is based primarily on disapproval of the desire for profits or
personal gain. Its advocates generally ignore the problem of production,
oppose bigness and radical innovations in business and seek what they con-
sider a “more just” allocation of existing wealth. They yearn for “just” prices
and wages, usually those of some point in the past for which the only hope
of maintenance lies in a completely controlled economy.

Circulating capital. In business terminology, capital or capital goods that
are relatively easy to convert. As all capital is convertible to some extent,
this is a relative term. Money is often considered to be the most read-
ily convertible “circulating capital,” but not even money is freely con-
vertible, as its convertibility depends on its purchasing power, which
fluctuates.

Circulation credit. Credit extended by banks in the form of banknotes or
demand deposits especially created for this purpose; as opposed to credit
granted by the loan of a bank’s own funds, or funds deposited with it by its
customers. The extension of circulation credit makes available to borrowers
newly created funds which do not decrease or restrict the funds available to
anyone else as in the case of commodity credit (q.v.). See also “Credit
expansion” and “Monetary theory of the trade cycle.”

Circumlocution. The use of indirect or roundabout language. The use of
more words than necessary as a means of avoiding a simple direct expres-
sion.

Circumscribe. Restrain by drawing a line around; limit or restrict actions to a
small area within narrow boundaries.
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Civil War, American (1861–65). The war between the more populous North-
ern States, known as the Union or the Federals, and the emotionally
aroused, secessionist Southern States, known as the Confederate States or
the Rebels. The basic issues were slavery, State sovereignty or “States’
Rights” and protectionism for industry. Economic factors gave victory to the
Union. The North developed great diversified industrial strength, fed itself
and blockaded Southern ports. The South, long dependent on cotton and
tobacco, lacked food, industry and transportation facilities for keeping her
armed forces supplied. The blockade made cotton almost worthless within
the Confederacy, while world prices, in terms of gold, shot up to more
than ten times prewar prices, causing great distress among English textile
workers.

Classical economics. The first comprehensive system of economic theory,
first expounded by Adam Smith (1723–90) in his Wealth of Nations (1776).
It also included the writings of Jeremy Bentham (1748–1832), David Ricardo
(1772–1823), Jean Baptiste Say (1767– 1832), Thos. R. Malthus (1766 –1834),
James Mill (1773–1836), John Stuart Mill (1806 –73) and many others of that
era. While not advocates of complete laissez faire, this school of economics
generally supported the principle that both individuals and society prosper
most with a minimum of political intervention. They defended private
property, voluntary social cooperation, economic freedom and popular gov-
ernment and provided some of the first basic principles upon which mod-
ern economics has been built. Their great weakness was their failure to solve
the paradox of value and thus much of their reasoning was based on the la-
bor (objective) theory of value.

Classical liberalism. The doctrines and policies of the traditional “liberal”
(q.v.).

Classical theory of value. The value theory of Adam Smith (1723–90),
David Ricardo (1772–1823) and their followers, also accepted by Karl
Marx (1818– 83). This theory holds that market values are determined
by the quantity of labor required to produce what is offered for sale. As
later developed, the quality of the labor needed was also taken into
consideration.

Coadjuvancy. Mutually helpful assistance.
Cockaigne, Land of, (French). Literally, land of cakes. An imaginary

country of idleness and luxury. In Cockaigne the rivers were of wine,
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houses were built of cakes, the streets were paved with pastry and the stores
were filled with free goods. Roasted fowl flew about ready for the eating.

Coefficient of correlation. A mathematical figure for showing the degree of
agreement or uniformity of relationship between two things, groups, sets of
facts or series of data or certain qualities thereof. A perfect agreement or
uniformity of relationship is unity, or one. Consequently, the nearer the
coefficient of correlation is to one, the closer is the agreement or uniformity
of relationship for the two matters under consideration.

Cognition. The mental act, process or product of such act or process of know-
ing, learning, perceiving or of becoming aware.

Collateral. In business, property, or legal title thereto, which is deposited as
security to guarantee the performance of a contract, usually the repayment
of a loan.

Coloni, (Latin). Tenant farmers, later serfs who farmed.
Commodity credit. The exchange of a lender’s present goods or money for

the borrower’s promise of payment in future goods or money in which the
immediate sacrifice of the lender corresponds exactly to the goods or sum
of money received by the borrower. In the case of banks, commodity
credit represents loans of banknotes or the extension of demand deposit
credit for which the bank holds 100% monetary reserves. In short, the
lender forfeits for a time the use or consumption of real wealth which has
been transferred to the borrower. Commodity credit contrasts with circu-
lation credit (q.v.).

Commodity money. A physical commodity originally valued for its commer-
cial uses which has come to be used as money. As long as it remains a com-
mercial commodity, its value as a commodity and as money is interchange-
able and dependent on market conditions, i.e., the money relation (q.v.),
the demand for it as a commodity and the cost of production (or mining).
Modern example: gold.

Communism. See “Socialism” with which communism is synonymous
in terms of their common final goal, the public ownership (control)
of the means of production and the public management of all
production and allocation of finished goods and services. Following
the Bolshevist Revolution (1917), the Bolshevist leader, Lenin
(1870–1924), chose the name Communist Party for all those dedi-
cated to the use of violence, revolution and civil war to attain their
final goal, to distinguish his followers from the socialists, or social
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democrats who sought the same final goal by democratic processes. In 1928,
when it became evident that the Communist Revolution had not elimi-
nated the poverty of the Russian masses, the Communist International
proclaimed a material distinction between communism and socialism.
It reserved the term “communism” for what Karl Marx (1818– 83), in his Cri-

tique of the Gotha Program (1875), called the “higher phase of communist
society.” It would follow socialism when the increase in wealth from social-
ism would permit an allocation of goods and services on the basis of “From
each according to his abilities, to each according to his needs!”

Communist International. The international organization whose members
are the Communist Parties of all nations having one. It first met at Moscow
in 1919 and is also known as the Comintern or the “Third International.” Its
headquarters are in Moscow and it is the main organization through which
the leaders of the Soviet Union seek to convert the rest of the world to the
ideology of “Socialism of the Russian pattern” (q.v.). For its historical an-
tecedents, see “Second International.”

Communist Manifesto. In November 1847, the Communist League, a
newly formed international group, commissioned Karl Marx (1818– 83)
and Friedrich Engels (1820–95) to draw up a party platform or program
for the League. Originally written in German, it appeared on the eve of
the 1848 European revolutions which the authors apparently looked
upon as the dawn of a Communist era. As the best-known piece of
socialist literature, it has formed the basis of many anticapitalistic move-
ments and should be read for an understanding of the increasing
acceptance of the principles of interventionism and socialism during
the last century.

Comparative cost, law or theory of. The theory of David Ricardo
(1772–1823), also known as the Ricardian Law of Association, which holds
that when one person, group or nation is superior to another in the pro-
duction of all goods, it is advantageous for all parties if the more efficient
or better endowed producer concentrates on the production of those goods
he can produce with the greatest relative superiority and the less effective
producer concentrates on those goods he can produce with the least rela-
tive deficiency.

Competition. See “Catallactic competition.”
Concatenation. State or condition of the correlated action of mutu-

ally interdependent processes. Situation where a number of distinct
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processes mesh or link together with a resulting cumulative effect in a
well coordinated movement. A good example of concatenation is the
market process wherein the independent value judgments of all poten-
tial participants are simultaneously correlated or meshed together to
produce market prices which allocate available supplies of economic
goods and services.

Conceptual realism. The theory that abstract universals, unobservable
general classes or ideal types (q.v.) have a reality that is independent,
equal and sometimes superior to the reality of their individual parts or
specific examples. For instance, conceptual realists consider the ab-
stract term “capital” as something real concrete and permanent with
different uses and characteristics from those of the “capital goods” of
which it consists. Another example would be “national income.” The
philosopher A. N. Whitehead (1861–1947) called this the “fallacy of
misplaced concreteness.”

Concomitant. Accompanying, attending, conjoined.
Confederates. Name given to the soldiers and citizens of the Confederate

States of America, the Southern States of the United States during the Civil
War (q.v.).

Congener. A person or thing of the same origin, nature or innate character.
Congeneric. Allied in origin and nature.
Congress of Paris (1856). Representatives of England, France, Austria,

Sardinia, Turkey and Russia met for more than a month to draw up and sign
the Treaty of Paris (1856), a peace treaty ending the Crimean War. The pro-
visions affecting naval warfare included: (1) abolition of wartime privateers;
(2) guarantee of safe passage for all enemy property, except war contraband,
carried on neutral ships; (3) guarantee of safety to all shipping on the
Danube River; (4) provision that all blockades must be effective in order
to be binding on neutral shipping; (5) Black Sea opened up for the first time
to commercial shipping of all nations; (6) ban placed on all naval ships
in the Black Sea and on any arsenals or fortifications on Black Sea coastal
areas.

Congruity. State or quality of being appropriately adapted, suitably consistent
or harmoniously related.

Connexity. Interconnectedness.
Conquistadors, (from the Spanish). Name given to the sixteenth-

century Spanish conquerors of Mexico and Peru. The two best-
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known Conquistadors were Hernán Cortés (1485–1547) who conquered
Mexico and Francisco Pizarro (1470?–1541) who operated in Peru and
founded Lima.

Consummate. To complete, achieve, raise to the highest point or degree.
Continental currency. The paper notes issued by the Continental Con-

gress to help finance the American Revolution. They entitled the
bearer to receive “Spanish milled dollars, or the value thereof in gold
or silver” but were never so redeemed. The original issue of
$2,000,000 was authorized on June 22, 1775. By the end of 1779, the
total issued reached $241,522,280. Two years later they were worthless.
In 1790, after they had been out of circulation for almost ten years,
the new government agreed to redeem them at one new dollar for
every 40 continental dollars, but only six or seven million were ever
presented for redemption.

Contraction, monetary. Actual reduction in the quantity of money and/or
credit. Monetary contraction is distinguished from the “abstention” from,
and/or “avoidance” of, further money creation and/or of further credit
expansion. Contraction reduces the actual money stock; abstention and/or
avoidance of further issues of money leaves the then money stock unaltered.
See “Deflation.”

Contracyclical policies. Interventionist policies which the sponsors hope will
counteract the undesired but inevitable effects of credit expansion (q.v.). At
best, such policies merely postpone the day of reckoning. See “Trade cycle”
and “Monetary theory of the trade cycle.”

Contradictio in adjecto, (Latin). A logical inconsistency between a noun and
its modifying adjective. Examples are “square circle,” “inert activity” and
“controlled or non-market prices.”

Coolies. The lowest paid unskilled laborers of, or from, China, India or other
highly populated Asiatic areas.

Copulation. The act of sexual intercourse.
Corn-hog cycle. A large corn crop results in lower corn prices, causing farm-

ers to increase their breeding and feeding of pigs which, when they mature
and are sold as hogs, depress hog prices. Farmers then reduce their produc-
tion of hogs which in turn reduces the demand for corn and thus the price
of corn, and the cycle is then ready to repeat itself.

Corn Laws. British laws for the regulation of the grain trade from 1436
to 1846. In the later years, from about 1790, it became increasingly
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evident that these laws were primarily protecting the British land-owners
from foreign competition and thus raising the prices of bread and cereals,
the basic diet of industrial workers. In 1838, the Anti-Corn Law League
was founded in Manchester, England. The League, led by Richard Cob-
den (1804– 65), “The Apostle of Free Trade,” and John Bright (1811– 89),
was largely responsible for the repeal of the Corn Law in 1846 and the
growing acceptance of the laissez faire principles of the Manchester
School (q.v.). Note: Corn is the name generally given to the leading ce-
real grass consumed as food by a country’s inhabitants. In England, corn
is what Americans know as wheat. In Scotland and Ireland, corn is oats,
while on the European continent, corn is usually what Americans know
as rye.

Corporativism. The economic program of the Italian Fascist Party, largely
copying the program of British “guild socialism” (q.v.). All organized eco-
nomic activities were divided into 22 sectors, each of which was represented
by a corporation. The council of each corporation was presided over by
a Fascist Party member and was comprised of government appointed “ex-
perts” and representatives of employees, employers and the Fascist Party.
Each council was responsible to the Minister of Corporations for the man-
agement of its corporation, and its members were also members of the
Chamber of Fasces and Corporations, which was scheduled to become
the lower house of the legislature. In practice, the Corporation council
members merely ratified the decisions of the nation’s Fascist dictator, 
Benito Mussolini (1883–1945).

Corporazione, (Italian). Corporation, guild, association.
Corvée, (French). A feudal term for the forced unpaid labor a peasant

performed for his lord or vassal. The term was later applied to such labor
that inhabitants must perform under the direction of the public authorities,
being a type of tax in the form of forced labor.

Cosmogony. A theory or account of the creation and development of the
world or universe.

Cosmology. A general science or theory which describes or explains the ex-
tent and orderly structure of the universe, with emphasis on the nature of
its parts as well as the laws, processes and relationships by which the parts
are coordinated in time and space. Also a specific theory, body of doctrine
or school of thought which deals with or relates to the natural order of the
universe.
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Cost. (1) Whatever asset must be spent, foregone, given up or otherwise
sacrificed; or (2) Whatever liability must be acquired or suffered in order
to obtain or produce something or attain some end. A cost may be a mat-
ter of money, labor, lives, time, trouble, pain, debt or anything else that
men value and take into consideration when deciding to seek a specific
goal or good. The contemplation of a cost is always a judgment of value
(q.v.). Any cost expressed in monetary terms is a price, i.e., a quantity of
money.

Counterpoise. Offset; balance; counterbalance; act as an equal effect.
Crack-up boom. The final short-lived boom that occurs in the last stages of a

seemingly endless inflation. The crack-up boom results from a “flight into
goods or real values” (q.v.) and marks the end of an inflation by a complete
breakdown of the monetary system.

Credit contraction. Reduction in outstanding circulation credit (q.v.); rever-
sal of a prior credit expansion (q.v.). Note: Credit contraction has no refer-
ence to a reduction in commodity credit (q.v).

Credit expansion. An increase in the quantity of monetary units created by an
increase in bank loans over and above the number of monetary units that
savers have released to the banks for lending to third parties. In short, mon-
etary loans in excess of monetary savings available for lending. Credit ex-
pansion is only possible with a fractional reserve banking system. Other
things remaining the same, every credit expansion must create a boom or
upswing in economic activity. This boom can only be sustained by a con-
tinued credit expansion at an ever accelerated rate sufficient to induce a
repetition of the same activities at the increased prices resulting from the
previous credit expansions. See “Circulation credit” and “Monetary theory
of the trade cycle.”

Credit money. Non-commodity money which consists of non–interest-
bearing claims that are not redeemable on demand. Usually, credit money
is money that was originally issued as a redeemable money-substitute but
whose redemption was later suspended either indefinitely or until some
future date. It retains value because it has general acceptance as a medium
of exchange. Credit money is “money in both the broader and narrower
senses” (q.v.).

Croesus. Last king of Lydia (d. 546 b.c.); reigned 560–546 b.c. Acquired great
wealth through trade. Conquered regions of western Asia Minor and was
defeated when he went against Cyrus of Persia.
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Currency. Anything which passes from person to person and is commonly
acceptable as a medium of exchange (q.v.).

Currency School. This British group originated from the writings of David
Ricardo (1772–1823) in opposition to the Banking School (q.v.). The Cur-
rency School advocated the “currency doctrine” in the nineteenth-century
controversy over the laws which should govern the Bank of England and
form the basis of the British monetary system. The “currency doctrine”
maintains that all future changes in the nation’s quantity of money should
correspond precisely with changes in the nation’s holdings of monetary
metal (after 1853, gold only). In general, the Currency School opposed
free-banking principles and the legal sanction for any discretionary in-
creases or decreases in the nation’s quantity of money, which, in their
opinion, included banknotes but not demand deposits subject to transfer
or withdrawal by check. In short, the School opposed the practice of issu-
ing fiduciary banknotes against commercial paper and government secu-
rities and sought a legal ban on the issue of any new banknotes except
against 100% gold reserves.

The Currency School was successful in incorporating its ideas into the
Bank (Peel’s) Act of 1844 (q.v.). However, this Act, while prohibiting fur-
ther fiduciary issues of banknotes, permitted a great expansion of circula-
tion credit (q.v.) in the form of demand deposits. Consequently, the Act
failed to limit the increase in fiduciary media as the Currency School had
anticipated.

Customs duties, customs. Taxes levied or collected on imports or exports.
Cyclical movements of trade. See “Trade cycle.”

D

Daimios, (Japanese). The chief feudal barons of a territory in Japan. While
vassals of the Mikado (Emperor), they exercised independent authority in
their baronies. They lost their power (1868) in the changes that followed
from the opening of Japan to Western contacts and ideas.

Damocles, Sword of. See “Sword of Damocles.”
Daphnis and Chloë. One of the earliest romantic novels known. It de-

scribes how two naive children of rural herders grew up as lovers and

918 � glossary

41-L3843-GLO  12/5/06  8:13 AM  Page 918



overcame severe obstacles to achieve a happy married life in the country.
The original manuscript was by a Greek Sophist, Longus (circa 300 a.d.). A
French version by Jacques Amyot (1513–93) appeared in 1559 and in 1810,
Paul Louis Courier (1772–1825) found the original manuscript in a Flor-
ence, Italy, library and republished it.

Darwinism, social or sociological. A distortion of the doctrine of Charles
Darwin (1809– 82) that the evolution and improvement of mankind is the
result of a constant struggle for existence against environmental conditions
into a quite different doctrine that the evolution and improvement of man-
kind is the result of constant wars, civil strife and revolutions whereby phys-
ically superior men vanquish the physically inferior.

Das Kapital. The main work of the socialist, Karl Marx (1818– 83); a poorly
written, voluminous, three-volume anti-capitalistic dissertation based on
the classical (or labor) theory of value. The rough draft of the three volumes
was completed in 1865. Volume I appeared in 1867. Volumes II and III were
promised the printer at six-month intervals. When Volume I failed to attract
notable attention, Marx stopped his finishing touches on the other volumes.
After his death, 16 years later, his collaborator and financial backer,
Friedrich Engels (1820–95) brought out Volume II in 1885, and Volume III
in 1894. Das Kapital is a book that is much more often quoted and referred
to than really read or studied. See “Marxism.”

Das spezifische Verstehen der Geisteswissenschaften, (German). The
specific understanding of the moral sciences. See “Understanding.” Note:
“Geisteswissenschaften” was introduced into the German language for the
term “moral sciences” as used by the English economist, John Stuart Mill
(1806 –73).

Declaration of Independence (July 4, 1776). The document, signed by rep-
resentatives of the thirteen American colonies assembled in Philadelphia,
Pennsylvania, in the Second Continental Congress, which declared the in-
dependence of the United States from England. It proclaimed that govern-
ments are instituted among men to secure the unalienable rights of men to
life, liberty and the pursuit of happiness, and to that end, the signers
pledged their lives, fortunes and sacred honor.

Deduction, n. deductive, adj. In logic, reasoning from a general (or
universal) premise, that is either assumed or known to be true, to an
individual or particular instance of that generality. Example: All men
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act in an attempt to improve their situation; therefore, Mary’s act was an at-
tempt to improve her situation. The derived conclusion is always implicit
in the original premise and is necessarily as correct as that original premise.
The economics propounded by the Austrian School (q.v.) has been entirely
developed on the basis of deductive reasoning.

De facto, (Latin). In fact; actually; in reality.
Deflation. In popular nonscientific usage, a large decrease in the quantity of

“money in the broader sense” (q.v.) which results in a rise in the purchas-
ing power of the monetary unit, falsifies economic calculation and impairs
the value of accounting as a means of appraising profits and losses.
Deflation affects the various prices, wage rates and interest rates at different
times and to different extents. It thus disarranges consumption, investment,
the course of production and the structure of business and industry while
increasing the wealth and income of some and decreasing that of others.
Deflation does not alter the available quantity of consumable wealth. It
merely removes a quantity of monetary units from the market, thus permit-
ting each of the remaining units to command a higher purchasing power.

This popular definition, a large decrease in the quantity of money, is sat-
isfactory for history and politics but it lacks the precision of a scientific term
since the distinction between a small decrease and a large decrease in the
quantity of money and the differences in their effects are merely a matter of
degree.

A more precise concept for use in theoretical analysis is any decrease in
the quantity of money in the broader sense which is not offset by a corre-
sponding decrease in the need for money in the broader sense, so that a rise
in the objective exchange-value (purchasing power) of money must ensue.
For opposite, see “Inflation.”

Deism. In the eighteenth-century sense, Deism meant a belief in one God as
the Creator of the world or universe and opposition to revelation and the
thought that God dwelt in man and was continuously active in the affairs of
man and the world. Deists aimed at what they considered a rational as op-
posed to a mysterious faith. This led them to “naturalistic” explanations of
religion and a belief in eternal “natural laws” which were regarded as the
will of God.

De jure, (Latin). By law; legally; by right as opposed to de facto, in fact.
De lege ferenda, (Latin). For proposing or making a law.
De lege lata, (Latin). From existing law.
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Demand deposit. Money placed in or credited to a commercial bank account
which the depositor is legally entitled to withdraw on demand without prior
notice. In practice, most withdrawals are in the form of checks which
merely transfer sums within the banking system. Demand deposits are also
known as deposit currency or checkbook money.

De mensura sortis, (Latin). Of the measurement of. See “Bernoulli’s
Doctrine.”

Demonetization. The abandonment of the use of a commodity as money.
As one part of the demand for this commodity is lost, a part of its value in
exchange declines; it loses some of its exchange value.

Deposit currency. The demand deposit liabilities of banks. The total amount
held in bank accounts subject to immediate withdrawal or transfer to an-
other account upon presentation of a check duly signed by the owner of
such a bank account. Sometimes referred to as checkbook money. Like
banknotes, deposit currency is a money-substitute (q.v.) and “money in
the broader sense” (q.v.). Only the monetary reserves held against their
withdrawal are “money in the narrower sense” (q.v.). The amount of deposit
currency in excess of the reserves held against withdrawal is “fiduciary
media” (q.v.).

Depreciation. Lowering the price, worth, claim to esteem, or estimated value
of something; undervaluation, disparagement.

Depression. In the trade cycle (q.v.), the period of economic readjustment
which inevitably follows a boom created by inflation or credit expansion.
The characteristics of a depression period are greatly reduced business ac-
tivity, mass unemployment and much human misery. These characteristics
continue until the illusions of the boom have been dispelled and economic
activity has readjusted to the realities of the existing conditions. Attempts to
interfere with free and flexible prices, wage and interest rates prevent
recovery and prolong the depression period. See “Monetary theory of the
trade cycle.”

Deproletarianization. An improvement in the living conditions of the man-
ual workers that raises their standard of living to the customary standards of
the “middle classes.”

Deus ex machina, (Latin). Literally, a god out of a machine, from the ancient
theatrical practice of using a machine to produce on stage a god capable of
solving problems human beings are unable to solve. Hence, reliance on
providential intervention or other unspecified means for the solution of an
otherwise unsolvable human problem.
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Devaluation. A reduction in the value or purchasing power of the monetary
unit. Devaluation may be decreed by governments as in Great Britain in
1931, the United States in 1933, and in France and Switzerland in 1936,
when the official exchange ratios of their legal tender currencies to gold and
foreign exchange were lowered. However, devaluation also occurs when a
government inflates and/or expands credit, as every additional monetary
unit issued dilutes the value and purchasing power of every outstanding
monetary unit and raises prices. Thus, when a government adopts an
inflationist policy, devaluation occurs inevitably, without the conscious or
intentional action on the part of government to devalue. The money prices
people must then pay for goods, services, and foreign exchange rise; above-
market wage rates previously agreed upon become tenable, foreign trade is
rearranged as the value or purchasing power of foreign exchange is raised;
imports are discouraged and exports are encouraged.

Dialectical materialism. A Marxian concept developed out of a combination
of Hegelian dialectics and the materialist philosophy of Ludwig von Feuer-
bach (1804–72). It holds that the inherent logic of the “material productive
forces” (q.v.) propel society via the class struggle toward socialism “with the
inexorability of a law of nature.” See also “Materialism,” sense 2.

Dialectics. A philosophical term applied to methods of debate or argumenta-
tion that seek to prove or disprove the truth of something by the rules of
logic or the laws of reasoning.

Dictionnaire philosophique, (French). Philosophical dictionary, title of a
work by Voltaire (François Marie Arouet, 1694–1778), a French writer and
philosopher.

Didactic. Instructive; educational; fitted or intended to teach.
Die Ohnmacht des Sieges, (German). The futility of victory (Hegel).
Differential equations. Complicated equations which express certain formu-

las of constant relationships and in which changes in the value or magni-
tude assigned to certain variable factors determine the value or magnitude
of the other variable factors. These equations are helpful in solving many
problems of higher mathematics and the natural sciences because the
knowledge of certain known factors permits one to compute the value or
magnitude of the unknown variable factors. Such equations are of no help
in solving problems of human action (economics) because there is no cer-
tainty of constant relationships between the values of different factors. See
“Mathematical economics” and “Marginal theory of value.”
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Dilettantism. The quality characteristics of one who pursues an art, occupa-
tion or branch of knowledge superficially as a pastime or amusement with-
out acquiring skill or proficiency.

Diminishing returns, law of. See “Returns, law of,” of which it is a part.
Dipsomania. Acute and chronic alcoholism.
Direct exchange. The trading of goods for goods (barter), goods for services

(“truck system”), or services of one kind for services of another kind without
the intermediary use of money or any other medium of exchange. Direct
exchange contrasts with indirect exchange which involves the use of a
medium of exchange, usually money, in a two-step process of sale and pur-
chase in order to obtain the desired goods or services.

Discount, rate of. An interest rate calculated and payable in advance. Unless
otherwise specified or suggested, the term refers to the official rate charged
by the central bank for discounting the short-term paper and other eligi-
ble investments of other banks. In the United States, the official discount
rate is the rate the Federal Reserve Banks charge their member banks. In
Great Britain, the discount rate of the Bank of England is known as the
bank rate.

Discursive reasoning. Thinking a problem through logically step by step from
one premise to another in an attempt to arrive at an acceptable conclusion
or explanation, as opposed to intuitive knowledge.

Disparate. Utterly unlike or different; essentially distinct or dissimilar; inca-
pable of being compared.

Disquisition. A complete or systematic study or investigation; a formal essay,
treatise, discussion or dissertation.

Disutility. The state or quality of being contrary to one’s desires or well-being.
The state or quality of producing undesirable conditions, such as those of
annoyance, discomfort, irritation, uneasiness, pain, suffering or distress.
The opposite or negative of utility.

Disutility of labor. The discomfort, uneasiness, inconvenience or pain
inherent in human effort. Because of this quality men regard labor as a
burden and prefer leisure to toil or labor.

Doctrinaire, n. and adj. One who is dogmatic, impractical, visionary and
uninterested in views differing from his own.

Dogma. A concept or principle accepted as absolute truth on the basis of
unquestioned acceptance of an authority’s statement to that effect rather
than on the basis of logical reasoning or demonstrated proof.

Do ut des, (Latin). “I give as you give,” or “I give that you may give.”
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Duopoly, duopolist. Literally, two sellers. A market situation in which two
individuals or business organizations own or control the total supply of a
given commodity or service. A duopolist is one of the two who own or con-
trol such a total supply.

E

Easy money. A loan market condition in which funds can be borrowed at
lower interest rates than those that would prevail under free market condi-
tions. Easy money policies lead to an expansion of circulation credit (q.v.)
in that more funds are made available in the form of loans than savers have
accumulated and set aside for that purpose.

Eclecticism. The policy, or advocacy of a policy, of constructing a compos-
ite system of thought or ideology by selecting different parts from differ-
ent existing systems of thought or ideologies. In the case of economics, a
science of thoroughly integrated and interdependent parts, this practice
must result in policies, or the advocacy of policies, which, when properly
analyzed, will be found to contain untenable contradictions and incon-
sistencies.

Econometrics. The attempts of statisticians and mathematicians to discover
economic laws and solve problems of human action by the use of statistical
data which necessarily relate to the past. Econometricians maintain that
science is measurement and assume both a constancy and regularity in
economic data that permits them to use precise mathematical measure-
ment for testing and developing economic theory.

Actually, the only measurable magnitudes of human action are those
related to historical facts. The ideas and value judgments which determine
human participation in the market process are neither constant nor certain.
All future human actions are thus uncertain variables which are incapable
of either quantification or measurement. Consequently, the use of mathe-
matics, as a means for determining economic theory applicable to future
human actions, is futile.

Economia politica e corporativa, (Italian). Literally, political and corpo-
rate (or corporativist) economy. Actually, the doctrine of Italian corpora-
tivism (q.v.) as taught at the Italian Universities under the regime of
Fascism (q.v.).
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Economic calculation. The process by which fallible men acting in a
changing world choose, on the basis of monetary prices, among an infinite
variety of imaginable and possible methods of production. Economic cal-
culation in the absence of a generally accepted medium of exchange
(money) is inconceivable. In a market economy, money prices stem from
the bids and asks of producers and consumers. Thus, prices reflect the rel-
ative urgency of their various wants. The prices at which goods and ser-
vices are exchanged influence the choices consumers and producers make
when bidding for natural resources and final products, as well as for pro-
duced and semi-produced factors of production. Higher (lower) prices
reflect greater (lesser) demand and/or greater (lesser) scarcity of a good or
service and induce users to conserve (splurge), and/or expand (contract)
production. Thus market prices enable individuals—consumers and en-
trepreneurs—to calculate and to guide production so that the means avail-
able tend to be devoted to the most urgent wants, leaving no more ur-
gently felt want unsatisfied. The two requisites for economic calculation
are (1) private ownership, not only of consumers’ goods but also of factors
of production, and (2) a common denominator, money, in which relative
values may be expressed. Mises pointed out in 1920 that such calculations
would be impossible in a socialist economy—because the two conditions

for economic calculation would be lacking. Socialist planners would have
to rely on outside prices to determine relative market values. This thesis
evoked a lively, and ongoing, debate, as defenders of socialism attempted
to refute Mises.

Economic man. A concept developed by the nineteenth-century epigones
(q.v.) of British Classical Political Economy. It depicts man as if he were
solely and constantly motivated by a desire for monetary gain to the exclu-
sion of all other human desires. It is thus an attempt by these epigones to
explain and justify the preoccupation of classical economics (q.v.) with the
activities of businessmen and their neglect to pay sufficient attention to the
activities of consumers.

Economic problem, the. How to employ the available means in such a way
that no want more urgently felt should remain unsatisfied because the
means suitable for its attainment were employed for the attainment of a
want less urgently felt, i.e., wasted.

Economics. A theoretical science which provides a comprehension of
the meaning and relevance of purposive (conscious) human actions.
It is not about things and material objects; it is about the meanings
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and actions of men. Economics is a science of the means men must select
if they are to attain their humanly attainable ends which they have chosen
in accordance with their value judgments. However, the valuation and se-
lection of ends are beyond the scope of economics and every other science.
Economics enables men to predict the “qualitative” effects to be expected
from the adoption of specific measures or economic policies, but such pre-
dictions cannot be “quantitative” as there are no constant relations in the
valuations which determine, guide and alter human actions.

Ecumenical. General, worldwide.
Efficacious. Effective, productive, having the power to produce.
Egalitarianism. Equalitarianism; the untenable belief that all men are bio-

logically equal and that all inequalities in income, wealth and opportunity
are the results of unscrupulous usurpation and expropriation of the masses
by the capitalists. Egalitarians contend that governments should use their
coercive powers to restore and maintain the equality with which all men are
supposed to be born.

Ego, (Latin). Self; an individual’s inner or mental consciousness. In psycho-
analysis, the term applied to that part of the structure of the human mind
from which conscious urges and desires arise.

Einfühling, (German). Empathy, sympathetic understanding.
Élan vital, (French). The urge or impulse that is an essential part of

all human life; the fundamental source of human action. Term used by
the philosopher, Henri Bergson (1859–1941), for the source of efficient
causation and evolution of human life that passes from generation to
generation.

Elasticity of demand. The extent to which the demand for goods or services
is expected to react in response to changes in the prices or wages for such
goods or services.

Electors. The high German princes who were entitled to vote in the elections
of new King-Emperors of the Holy Roman (German) Empire from about
1257 to 1806. Originally seven in number, and never more than nine, they
also formed the top college of the three-college Imperial Diet or Reichstag,
the other two consisting of (1) lesser lay and spiritual princes, and (2) repre-
sentatives of the towns.

Elysium, (from Greek mythology). Elysian Fields; the dwelling place of all
noble and virtuous persons after they have departed from this earth. It is a
place where the inhabitants are presumed to enjoy eternal bliss, the highest
kind of happiness.
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Empathy. The ability to experience sympathetically the emotions of another;
the emotional penetration of another person, frequently used in connection
with the creator of a work of art.

Empirical. Depending on the existence of a regularity in the causality and
succession of natural events which permits the acquisition of human
knowledge from experiments or experience because identical natural or
physical conditions and events always produce identical results or conse-
quences. The natural sciences are empirical. The social or human sci-
ences are not.

Empiricism. The theory that the only source of human knowledge is experi-
ence. Empiricism assumes a regularity in the flow of events and proclaims
that experiments and observation are the main instruments for the acquisi-
tion of knowledge.

Enclosure movement. Under England’s feudal system, most of the rural
area consisted of open fields and forests with large sections set aside for
workers to raise their own grain and graze livestock. With the rise of
the cottage industry, private employment and both agricultural and in-
dustrial production for the market instead of the manor, more and
more of the open fields (commons) were enclosed with fences for the
exclusive use of their owners, usually the landed aristocracy, while
many of the smaller holdings were consolidated into large ones. The
movement required many Acts of Parliament and extended over the
eighteenth and most of the nineteenth centuries. The lower classes
were opposed to the movement. It resulted in an increase in agricul-
tural production and the creation of a rural proletariat which then
formed the labor force of the developing British manufacturing in the
“Industrial Revolution” (q.v.).

English Revolution of 1688. See “Revolution of 1688, English.”
Enlightenment, the. See “Age of Enlightenment.”
Entbehrung, (German). Privation; abstinence; frugality.
Entrepreneur, (French). Literally, undertaker. In general usage, an en-

trepreneur is a businessman, a promoter, one who plans, organizes
and directs, i.e., undertakes, promotes, a business enterprise, primar-
ily for his own gain or loss. In scientific economic theory, entrepre-
neur means acting man in the sense of the uncertainty inherent in
every action, in that all human actions are undertaken in the flux of
time and thus involve speculation in the anticipation of future
events. The entrepreneur attempts to act so as to produce a more
desirable future situation than he anticipates would result from either
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no action or any other possible action on his part. The entrepreneur, i.e.,
the acting man, is the one to whom the profits or losses of an action first
redound.

Entrepreneurial component of interest rate. See “Interest rate, entrepre-
neurial component.”

Entrepreneurial profit and loss. Profit or loss from market transactions
calculated in monetary units. An increase (profit) or decrease (loss) in the
estimated monetary equivalent of the net assets (total assets minus total lia-
bilities) of an individual or business unit over a specified period of time or
resulting from specified business transactions. Entrepreneurial profits result
from a better-than-others ability to anticipate and satisfy market demands.
This is done by directing the use or combination of the factors of produc-
tion available on the market in such a way that the goods or services pro-
duced bring a higher market price than other products made with the same
factors of production.

Entrepreneurial profits and losses emerge due to the following ever pres-
ent market factors: (1) the uncertainty of future consumer demand; (2) the
ceaseless changes in the demand for and supply of the various human and
physical factors of production, which constantly create new opportunities
for better adjusting production to anticipated future consumer wants;
(3) the fact that all production takes time; and (4) differences in entrepre-
neurial ability to foresee, at the time production must start, what the most
urgent wants of consumers will be at the various future times when the
available alternative processes of production might be completed.

Entrepreneurial profits and losses are society’s appraisal of the contri-
butions of individuals and other business units to societal welfare or satis-
faction. Entrepreneurial profits and losses are the means that consumers
use to shift the control of capital, and the direction of production, into
the hands of those who have demonstrated their ability to serve con-
sumers best.

Entropy. The mathematical measure of the unavailable energy in a thermo-
dynamic problem concerning the transfer of heat into mechanical energy
or vice versa at a given temperature.

Epicureanism. The Greek school of thought founded by Epicurus (342–270
b.c.) that held that the joys of the mind are superior to the pleasures of the
body.

Epigone. A follower, adherent or disciple, often with connotations of follow-
ing in time and of lesser importance than the master or masters.
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Epistemology, n. epistemological, adj. The theory of human knowledge; the
basis of the sciences of man which is concerned with the origin, structure,
methods and validity of human knowledge. It deals with the mental phe-
nomena of human life: thinking, perceiving and knowing. It assumes that
the logical structure of the human mind is unchanging.

Equation of exchange. An equation, first made popular by Irving Fisher
(1867–1947) in his Purchasing Power of Money (1911), which states: The av-
erage amount of money outstanding (M) multiplied by velocity (V), i.e., to-
tal expenditures divided by the average amount of money outstanding,
equals the sum of the average price paid for each good and service (p) mul-
tiplied by the quantity of each sold (q), or MV � �(pq � p�q� . . . � pnqn),
or more often MV � PT, in which P represents average prices and T the
total physical volume of trade.

In short, the equation merely equates the sums spent to the total of
prices paid, assuming an equality between the values of the prices paid
and the goods bought. This is contrary to the subjective or marginal the-
ory of value, wherein all voluntary exchanges are exchanges of unequal
values. In using totals and averages, the equation of exchange also implies
the fallacies inherent in the concepts of “price level” and the “neutrality
of money” (qq.v.).

Although designed as an explanation of the purchasing power of money,
the equation of exchange is an holistic concept which fails to explain either
how the purchasing power of money arises or how changes in it occur. The
purchasing power of money is actually determined by the reactions of indi-
viduals to their ever changing individual situations and not by any mathe-
matical formula.

Equilibrium. A state or condition where opposing forces or offsetting
influences are exactly equal and thus in balance, i.e., a state of rest or inac-
tion. Equilibrium can exist only so long as there are no new data, forces or
influences capable of changing or disturbing existing conditions. Equilib-
rium is thus a state or condition which is impossible of achievement where
market conditions or processes are constantly affected by the disturbing el-
ement of new human actions. See “Evenly rotating economy” and “Math-
ematical economics.”

Equilibrium price. A price (quantity of money) at which there are no further
sales because supply and demand are in balance.

Equity capital. Investments in the form of ownership titles, usually
shares of capital stock, as distinguished from investments in loans,
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bonds or other forms of debt which represent claims which must be met and
fully satisfied before any claims, dividends or other distributions to the own-
ers or shareholders.

Equivocation. Use of a word or expression, open to more than one meaning,
so as to mislead or confuse, either because the user intends to mislead or is
himself confused. In a discussion or argument, the repetition of a basic term
in another sense than that in which it was originally used.

Ergastulum, (Latin). The compound of ancient Roman villas and farms in
which the slaves were kept when not working in the fields.

Ersatz, (German). Substitute. As a rule, the term implies that the Ersatz is
inferior to the article for which it is a substitute.

Esoteric. Exclusive; restricted; erudite. The term implies being limited to
specialists or an exclusive inner circle by a quality of being too complex,
scholarly or profound for popular dissemination or understanding.

Esprit de corps, (French). Literally, “spirit of the body.” Special spirit of a
group or organized body implying exceptional loyalty, devotion or enthusi-
asm of the members for the cause for which the group was formed.

Étatist, n. and adj., (French). Statist, in the sense of an advocate of, or ten-
dency toward, the concentration of all economic controls and planning in
the hands of the government. See “Statism.” Étatism appears in two forms:
socialism and interventionism. Both have in common the goal of subordi-
nating the individual unconditionally to the state, the social apparatus of
compulsion and coercion.

États-Généraux, (French). States-General, an early French assembly of repre-
sentatives. It first met in 1302 and met irregularly until 1789 at the call of the
King. It consisted of the representatives of the three main États, the high
clergy, the high nobility and the Third Estate (q.v.). Its chief function was
to approve the King’s revenue proposals.

Ethnology. The science concerned with the origin, development, distin-
guishing characteristics and geographical distribution of human races.

Euclidian geometry. Geometry as first propounded in the axioms of
Euclid about 300 b.c. Euclidian geometry is based on the concept
of flat and endless space, as opposed to the concept of curved space,
as used in plotting the longitudes of a spherical body. In the flat space
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concept, parallel longitudinal lines never meet as they eventually must in
projections on the exterior of a sphere, as the earth’s longitudes do at the
North and South Poles.

Eudaemonism. The theory that the final goal of all human action is happi-
ness.

Eunuch. A castrated male.
Euphemistic. Pertaining to, or characterized by, the use of a pleasant sound-

ing word or expression with agreeable connotations in place of a plainer,
more accurate one, the meaning of which might be offensive, unpleasant or
embarrassing.

Evanescent. Fleeting; transient; likely to vanish or disappear momentarily.
Evenly rotating economy. An imaginary economy in which all transactions

and physical conditions are repeated without change in each similar cycle
of time. Everything is imagined to continue exactly as before, including all
human ideas and goals. Under such fictitious constant repetitive condi-
tions, there can be no net change in any supply or demand and therefore
there cannot be any changes in prices. The evenly rotating economy is a
helpful device for studying the logical effects produced by the introduction
of particular individual changes.

Ex definitione, (Latin). By definition.
Exegesis. Exposition, interpretation or explanation of a text; an elaboration on

the significance of an idea or a passage in a written work.
Exorcism. The act or process of driving off an evil spirit by a solemn oath or

magic rite.
Expatiate. Discuss without limits or restraint; enlarge upon almost without

end.
External costs. Those burdens, damages or other costs of a human action

which do not fall on the person or firm responsible for the action. Such
costs are often neglected in the economic calculations which determine
whether or not an action is or will be considered profitable. An example of
an external cost would be the burden or expense of smoke and noise nui-
sances imposed on neighbors.

External drain. Withdrawal or outflow of gold from a country.
External economies. Those gains, benefits or other advantages of a

human action which necessarily go to a person or firm that does
not participate in the action. Such advantageous results are often
neglected in the economic calculations which determine whether or
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not an action is or will be considered profitable. An example of such an in-
cidental benefit would be the gain A’s neighbors reap from a fence built by
A on their boundary lines.

Extirpation. Total destruction by the rooting out or elimination of the cause
or means of continuing.

Extroversive labor. Human exertion undertaken because one prefers the
expected proceeds over and above the satisfaction obtainable from leisure.
Extroversive labor contrasts with introversive labor (q.v.) which is human
exertion undertaken for the satisfaction the exertions themselves provide.
All work undertaken for compensation or for the final product is extrover-
sive labor.

F

Fabianism. The socialist principles and policies of the Fabian Society
founded in 1884 in order to introduce socialism into Great Britain slowly
and slyly. The Society was named after the Roman general Quintus Fabius
Maximus (died 203 b.c.) who avoided open and decisive confrontation with
his opponents while wearing them down with delaying tactics, misleading
maneuvers and continuous harassment. Prominent Fabians included Sid-
ney and Beatrice Webb (1859–1947, 1858–1943), Bernard Shaw (1856 –1950)
and Harold J. Laski (1893–1950).

Fabulist. One who invents or writes fables.
Factor of production. A human service or material good that can be used to

contribute to the success of a process of production. A constituent element
of any production process. Examples would be labor, natural resources and
capital goods (q.v.). Note: Factors of production can be classified as to
(1) human (labor) or nonhuman (material) factors, or (2) original or pro-
duced factors. The term “factor of production,” as used by Mises, does not
include the time factor, although he has referred to time as an “immaterial
factor of production.”

Failure monopoly. A monopoly which depends upon the use of a prior
malinvestment which it would be clearly unprofitable for anyone to
duplicate. An example would be the operation of an already existing
exclusive capital structure when consumers will buy the output at
prices which exceed operating expenses but which fail to yield the
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sums which those with uncommitted savings can expect to earn from other
investments open to them.

Fait accompli, (French). Accomplished fact; thing already done.
Fascism, Italian. The policies and principles of the Fascist Party of Italy pro-

viding for the complete regimentation of business and the suppression of all
opposition. This Party, founded in 1919 by a former socialist editor, Benito
Mussolini (1883–1945), marched on Rome in 1922. Mussolini then assumed
control of the government and gradually expanded his power until he
became an absolute dictator. After the successful Allied invasion of Italy, the
Fascists were deposed in 1943 and Mussolini was assassinated by Italian
opponents in 1945.

Favorable balance of payments. See “Balance of payments.”
Featherbedding. The labor union practice in a hampered market economy of

forcing employers (1) to employ more persons than necessary for the
efficient performance of a task, or (2) to pay persons for work they have not
performed.

Fecundation. Fertilization, impregnation.
Federal Reserve Act of 1913. The law creating the Federal Reserve System

with its 12 Federal Reserve Banks, which act as the American “Central bank”
(q.v.). The Act has been amended many times. The underlying idea was to
provide an “elastic currency” through the creation of an American central
bank, without arousing the then existing unpopularity of every centraliza-
tion in the United States and the traditional hostility to the central bank
idea due to the experience with two preceding Banks of the United States.
See also “Credit expansion,” “Depression” and “Monetary theory of the
trade cycle.”

Federal Reserve Notes. Legal tender notes of the American Federal Re-
serve System. From 1914 to June 21, 1917, these banknotes were secured
by 100% short-term rediscounted commercial paper, plus a reserve of not
less than 40% in gold. In 1917, the reserve requirements were changed to
not less than 40% in gold with the balance to 100% consisting in private
and public obligations meeting certain legal requirements. From 1914 to
1933, Federal Reserve notes were redeemable in gold upon presentation.
In 1933, their redeemability ceased except for those presented by foreign
governments, their central banks and certain international organizations.
In 1945, during World War II, the gold reserve requirement was reduced
to “not less than 25%.” In the 1960s, as the actual gold reserves dropped,
there was considerable agitation for the reduction or elimination of this
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requirement. In 1968, the gold reserve requirement was dropped. Since
then they have been secured solely by evidences of private and public debts
and have been issuable without limit against such debts. On August 15, 1971,
President Nixon suspended their redeemability by foreign governments,
their central banks and international organizations. They are now [1974] in
effect fiat money (q.v.).

Feudalism. The social and political order of allegiance, land tenure and mil-
itary service which gradually developed over large parts of Central and
Western Europe after the collapse of the Roman Empire. The land was di-
vided into fiefs or feuds, each with a manor occupied by a vassal or noble
(member of the Second Estate) who was beholden for his tenancy to a su-
perior lord, king or emperor to whom he owed tribute and military service.
Below each vassal were the subtenants, known as serfs or villeins. Its main
characteristic was that all political and military power was vested in the
hands of the owners of the land. It slowly disappeared step by step as the
modern ages replaced the Middle Ages.

Fiat, (Latin). Literally, let it be done. Order, command, decision, or statute of
an authoritative power.

Fiat justitia, ne pereat mundus, (Latin). Let justice be done, (so) the world
not be destroyed.

Fiat justitia, pereat mundus, (Latin). Let justice be done, (though) the world
be destroyed.

Fiat money. A coin or piece of paper of insignificant commodity value that a
government has declared to be money and to which the government has
given “legal tender” quality. Fiat money neither represents nor is a claim
for commodity money. Fiat money is issued without any set intention to
redeem it and consequently no reserves are set aside for that purpose. The
value of fiat money rests on the acceptance of political law or fiat. Fiat
money is money in both the broader and narrower senses.

Fiduciary media. Money-substitutes freely accepted at face value which con-
sist in claims to payment on demand of specified sums of money in excess
of the monetary reserves held for their redemption. Fiduciary money in-
cludes token money, bank or treasury notes and demand deposits (deposit
currency or checkbook money) which exceed the amount of cash reserves
immediately available for their conversion into money proper. Fiduciary
media are money-substitutes (q.v.) and “money in the broader sense” (q.v.)
but not “money in the narrower sense” (q.v.).
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Final price. In short, the price that would eventually emerge if no new data
appeared to change the course of market actions and conditions. The hy-
pothetical or imaginary price which would result with the passage of the
time necessary to carry to completion all actions which are the conse-
quence of using existing human knowledge and factors of production in
attempts to satisfy presently held value scales in so far as human action can
satisfy them. A final price is hypothetical or imaginary because it contem-
plates no change in human ideas, knowledge or value scales during the
time needed to carry out the actions momentarily decided upon at any
one time. This implies an actual impossibility—the absolute rigidity of
the mental contents of human minds over a period of time sufficient to
complete all actions contemplated at one time. The final price is a help-
ful concept for studying and understanding the formation of actual market
prices.

Final state of rest. An imagined or hypothetical state toward which every mar-
ket action is a step but the attainment of which would mean that all market
actions had ceased because man’s attainable ends had all been attained and
consequently there was no further cause for any more market actions. This
state is never attained as man’s ends are both unlimited and ever changing
and every new end or shift in value scales sets off a new set of market actions
tending toward a new and different final state of rest. Consequently, the
final state of rest toward which all market actions are ever moving is con-
stantly shifting before being reached. This imaginary construction is help-
ful as a guide to understanding current market movements at any specified
time.

Final wage rate. See “Final price,” mutatis mutandis (q.v.).
Fineness. The proportion of the pure precious metal in gold or silver coins

and bullion. American gold coins were 9/10 fine, while British gold coins
were 11/12 fine.

Finite. Having determinable limits; having a limited height or boundary; nei-
ther infinite nor infinitesimal; measurable.

Fixed capital. In business terminology, inconvertible capital goods. As all cap-
ital goods are inconvertible to some extent, this is a relative term.

Flexible standard. Short for “Flexible gold exchange standard.” A mon-
etary system with a monetary unit for which the parity with gold is
not fixed by law but is subject to instant change upon the order of
some specified governmental agency. Under this standard, the move-
ment of the unit’s parity is almost always downward, since the

glossary � 935

41-L3843-GLO  12/5/06  8:13 AM  Page 935



primary purpose for adopting it is to hide or counteract the undesired
ultimate effects of prior interventions, particularly those undertaken as the
result of labor union pressures.

Flight into goods or real values. The frantic rush to spend all monetary
savings and other available cash, buying goods, whether needed or not, in
order to avoid holding, even for a short time, any rapidly depreciating mon-
etary units. This occurs at that point in the development of inflation when
the public is convinced that prices will continue to rise endlessly and at an
accelerated pace. The flight into goods or real values is also known as a
“Crack-up boom” (q.v.) and marks the complete breakdown of a monetary
system.

Flucht in die Sachwerte, (German). Flight into goods or real values.
Forced savings. Saving on the part of consumers who are compelled, reluc-

tantly, to forgo consumption because commodity prices rise and they can
afford to buy less. As inflation leads to cash-induced commodity price in-
creases, persons who spend the greater part of their incomes on consump-
tion must restrict their consumption and, thus, are forced to save. On the
other hand, persons who tend to save more can increase their savings and
investments—at the expense of those consumers who were forced to con-
sume less and thus to save.

Foreign exchange. The currencies or media of exchange of other countries.
In general usage, foreign exchange also includes negotiable instruments
used for the international transfer of funds, such as checks, drafts and bills
of exchange, which are payable in the currencies of other countries.

Foreign exchange rates are the exchange ratios between the currency of
one country and the currencies of other countries. They are the prices or
quotations for the currencies of other countries and are usually expressed in
terms of the domestic currency.

Foreign exchange equalization account. A government fund set up under a
“gold exchange standard” (q.v.) for handling the foreign exchange opera-
tions of the country’s residents. The fund is usually established by a govern-
ment grant of a certain quantity of gold and/or foreign exchange for its op-
erations, which are normally carried on in secret in an attempt to stifle and
hide from the public the inevitable effects of a domestic inflation and/or
credit expansion. The foreign exchange equalization account of the United
States is known as the Exchange Stabilization Fund.

Fourier. See “Phalanstère.”
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Free banking. A system in which banks would operate as private enterprises
without any legal limitations, restrictions or privileges under such general
laws, including those for bankruptcy, which are applicable to all types of
free enterprise. Under such conditions banknotes would not be legal tender
and the business of banks, including any issuance of banknotes, would be,
like the business of other firms, solely dependent on their reputation and
public acceptance.

French Revolution (1789). See “Revolution, French.”
Frictional unemployment. See “Unemployment, frictional.”
Führer, (German). Guide or leader, but not a pioneer. Title applied to Adolf

Hitler (1889–1945), German Chancellor and Führer (1933– 45). See “Nazi”
and “National socialism.”

Führertum, (German). Leadership.
Fungible, n. and adj. Capable of mutual substitution in use or satisfaction of

a contract. A commodity or service whose individual units are so similar
that one unit of the same grade or quality is considered interchangeable
with any other unit of the same grade or quality. Examples—tin, grain, coal,
sugar, money, etc.

Futures market. A market for trading contracts wherein one party, usually
a specialist, pledges for a certain sum of money to deliver to or buy
from another party, the holder of the contract, a specified quantity of
specified fungible commodities, securities or foreign exchange on a
specified future date. Such contracts are primarily an extension of the
division of labor principle whereby the speculative incidence of interim
price changes are shifted from parties unfamiliar with the causes of such
price changes to those with a special knowledge and understanding of
expected price changes. Thus processors or manufacturers in need of fu-
ture raw materials can know immediately the costs of such materials and
foreign traders can likewise know immediately the domestic monetary
equivalent of future payments for their exports or imports priced in for-
eign currencies.

G

Geist, (German). Indwelling spirit of man; guiding mind or conscious
intelligence. In the philosophy of Georg Hegel (1770–1831), only
Geist—not matter—is reality. Hegel believed that Geist revealed to
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him the “truths” which he spoke and which became the official doctrines
of the Prussian state and universities.

Gemeinnutz geht vor Eigennutz, (German). The welfare of the nation takes
precedence over the selfishness of the individuals.

Gens du monde, (French). Rich and fashionable, sophisticated, worldly
people.

Geology. The science which deals with the history of the physical develop-
ment of the structure, content and life of the earth as revealed by the appli-
cation of the natural sciences to the physical formations found inside and
on the surface of the earth.

German pattern of socialism. See “Socialism of the German pattern.”
Gestaltpsychologie, (German). A school of psychology which holds that

men grasp the meaning or reality of things according to the form, pat-
tern, configuration or arrangement of the units or parts as they appear in
the whole rather than in a breakdown or summation of the individual
units, parts or sub-wholes of the wholes. Examples—a musical melody
has greater significance to the hearer than the same tones played at ran-
dom; three equal lines arranged as an equilateral triangle present an in-
tellectual association of greater significance than the same lines otherwise
arranged.

Thus, Gestaltpsychologie, unlike praxeology (q.v.), is not interested in
studying the individual unit so much as it is concerned with the functional
form or interrelationships of the units within the whole or universal.

Gettysburg Address (November 19, 1863). A short succinct speech delivered
by President Abraham Lincoln (1809– 65) at the dedication of a National
Cemetery on the American Civil War (1861– 65) battlefield at Gettysburg,
Pennsylvania. It asks the living to dedicate themselves to the unfinished task
“that this nation, under God, shall have a new birth of freedom; and that
government of the people, by the people, for the people, shall not perish
from the earth.”

Glebe. Soil or farm land. Now used primarily in poetry. Once, the cultivable
land belonging to, and used for the support of, a parish church.

Gleichschaltung, (German). Forced equalization, unification or synchro-
nization.

Gold exchange standard. A national monetary system under which:
(1) the domestic monetary unit is legally defined as the equivalent
of a certain fixed weight of gold, called the parity rate; (2) only
money-substitutes (q.v.) are held by individuals and used in do-
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mestic business transactions, i.e., there are no domestic gold coins; (3) the
national monetary authority maintains the value of all money-substitutes at
the legally set parity rate by redeeming in gold such money-substitutes as a
holder desires to use abroad at the legal parity rate or at rates between the
gold export and import points (see “Gold points”) of such parity; (4) the na-
tional monetary authority, as the only official domestic holder of gold and
foreign exchange, exchanges all imports of gold and foreign exchange into
domestic legal tender money substitutes at the legal parity rate or at rates be-
tween the gold export and import points of such rates. The gold exchange
standard makes it possible for the national monetary authority to keep a part
of its reserves not in gold but in foreign bank balances which are re-
deemable in gold. It was proposed by Ricardo (1772– 1823) in 1816 as a mon-
etary system which he believed would function the same as the gold stan-
dard by maintaining the value of domestic money-substitutes at the gold
parity and would have the added advantage of economizing on the use of
gold. In practice, the rigid gold exchange standard has permitted the polit-
ical manipulation of the quantity of money. This in turn has led to inflation,
credit expansion and the flexible gold exchange standard, or more simply
the flexible standard (q.v.), under which the gold parity is subject to change,
usually downward, whenever the government considers it advantageous,
usually to prevent a further outflow of gold.

NOTE: In present day popular usage this term has been corrupted to
mean a monetary system for which reserves are held in foreign currencies
convertible into gold, as well as in gold itself.

Gold export point. See “Gold points.”
Gold import point. See “Gold points.”
Gold points. The upper and lower limits beyond which the foreign exchange

rates for a gold standard monetary unit cannot go without making it more
profitable to ship gold than to buy or sell such foreign exchange. These lim-
its are set by the costs of shipping gold into or out of the country and such
costs include both interest and insurance. The limit beyond which it be-
comes more profitable to export gold is known as the gold export point,
while the limit beyond which it becomes more profitable to import gold is
known as the gold import point.

Gold standard. A commodity money standard in which the commodity
is gold. The gold standard is the sound monetary system, national
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or international, under which: (1) a monetary unit is defined as a certain fixed
weight and fineness of gold; (2) gold coins are used in business transactions
and are part of the cash holdings of individuals; (3) only standard gold coins
have unlimited legal tender quality; (4) the national monetary authority is
obliged to exchange without restriction gold against monetary units and
monetary units against gold at the fixed rate or at such rate plus a sum not to
exceed the costs of handling or minting; (5) the national monetary authority
maintains the value of any and all subsidiary coins and paper money-substi-
tutes at par with gold by remaining ready to redeem them on demand in gold
at the parity rate and thus retire them from circulation; (6) there are no re-
strictions on the ownership of monetary gold or its movement into or out of
the country.

The gold standard is an historical development of the market economy
and as such a social institution for facilitating trade, both within and across
national boundaries. The gold standard greatly limits the ability of banks
and political authorities to manipulate short-term market interest rates, the
quantity of money and the purchasing power of the monetary unit. It thus
acts as a deterrent of the trade cycle (q.v.). See also “Credit expansion” and
“Monetary theory of the trade cycle.”

Goodwill. The renown a business acquires on account of past achievements.
Goodwill is present in all social relations. Catallactics, of course, deals only
with commercial goodwill.

Goods-induced changes in purchasing power. Price changes brought
about by changes in the supply of and/or the demand for individual goods
and services.

Goods of higher orders. See “Goods, orders of.”
Goods of the first, or lowest, order. See “Goods, orders of.”
Goods, orders of. Economic goods (and services) are of different orders,

depending on how far they are removed from their final production as a
consumer’s good (or service). Goods of the first or lowest order are goods
ready for consumption by the final user (consumers’ goods). Goods of the
second order are producers’ goods or factors of production (q.v.) which are
one stage removed from being consumers’ goods. Goods of the third order
are two stages removed from consumers’ goods and so on. Producers’ goods
and factors of production are referred to as “goods of the higher orders,” or,
when appropriate, “goods of the highest order.”
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Gossen’s law of the saturation of wants (first law of Gossen). The continu-
ance, increase or repetition of the same kind of consumption yields a con-
tinuously decreasing satisfaction or pleasure up to a point of satiety. This
law first propounded in 1854 by Hermann Heinrich Gossen (1810–58), in a
rare and little-known German book, was rediscovered more than twenty
years later by Robert Adamson (1852– 1902), a Scottish Professor of Logic
and Philosophy, and reported to the eminent English economist, William
Stanley Jevons (1835– 82), who brought it to the attention of the economic
profession.

Government. The social apparatus established for the monopolistic exercise
of the compulsion and coercion which, because of man’s imperfection, is
necessary for the prevention of actions detrimental to the peaceful inter-
human cooperation of a definite system of social organization. Because
men are not faultless, government (the police power) is an indispensable
and beneficial institution, as without it no lasting social cooperation or civ-
ilization could be developed or preserved. A durable system of govern-
ment must rest on the might of an ideology acknowledged by the major-
ity. The concept of a perfect system of government is both fallacious and
self-contradictory, since this institution of men is based on the very im-
perfection of men. From the liberal (q.v.) viewpoint, the task of govern-
ment consists solely and exclusively in guaranteeing the protection of life,
health, liberty and private property against violent attacks. As far as the
government confines the exercise of its violence to the suppression and
prevention of antisocial actions, there prevails what reasonably and mean-
ingfully can be called liberty.

Greenbacks. Officially, United States Notes, first issued by the U.S. Treasury
in 1862 as legal tender fiduciary paper money to help finance the Civil War
(1861– 65). Their value in gold at one time (1864) was below 40 cents. In
1879, they became redeemable in gold. However, when the United States
went off the gold standard in 1933, the greenbacks again became irre-
deemable. The highest amount outstanding was $450,000,000. There are
still $347,000,000 outstanding, an almost insignificant part of the nation’s
legal tender today (1974).

Gresham’s Law. Popularly stated: “Bad money drives out good money.”
More correctly stated: When a government recognizes more than
one kind of money as legal tender, there is a tendency for the
legally overvalued money to become the universally used medium of
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exchange, while the legally undervalued money disappears as a medium of
exchange.

The earliest known recognition of this phenomenon is found in The

Frogs (405 b.c.) by the Athenian playwright, Aristophanes (448?–?380
b.c.). A translation reads: “The course our city runs is the same towards
men and money. She has true and worthy sons. She has . . . coins un-
touched with alloys, gold or silver, each well minted, tested each and ring-
ing clear. Yet, we never use them! Others always pass from hand to hand,
sorry brass just struck last week and branded with a wretched brand. So
with men we know for upright, blameless lives and noble names. These
we spurn for men of brass. . . .” It was first discussed at length by a French-
man, Nicholas Oresme (1320?– 82), Bishop of Lisieux after 1377. In his un-
dated Tractatus de Origine, Natura et Mutationibus Monetarium he op-
posed the mutation of coins by Princes for their own gain. He declared
such a debasement of coins unjust and intolerable because it demoralizes
people, disturbs trade and leads to the disappearance of the precious met-
als from the country. The Polish astronomer, Copernicus (1473–1543),
wrote in his De Monetae Cudendae: “That it is impossible for good-
weighted coin and base and degraded coin to circulate together, That all
the good coin is hoarded, melted down or exported; and the degraded coin
alone remains in circulation.”

This phenomenon was first called “Gresham’s Law” in 1857, when the
English economist, Henry D. McLeod (1821–1902) attributed it to Sir
Thomas Gresham (1519–79). A highly successful merchant, Sir Thomas,
as a royal agent, advised England’s Queen Elizabeth (1533–1603) on mon-
etary reform. He pointed out that her father, Henry VIII (1491–1547), in
“abasinge his quoyne” brought about a fall in the foreign exchange value
of English coins and the departure of all fine gold from the realm. Actu-
ally, Gresham’s Law is only a special case of the more general economic
law that in a market economy no commodity is ever allocated to perform
a function for which it is known that a cheaper commodity would serve
as well.

Gross (market) rate of interest. See “Interest, gross (market) rate of.”
Guilds, or Guild system (originally “gilds”). Associations or corpora-

tions which originated in the Middle Ages. The most important
were the Merchant Guilds and later the Craft Guilds which in fact
were legal monopolies whose members were granted the exclusive
right to practice a specified trade or craft within defined local areas.
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The Craft Guilds set wage rates, hours of work, apprenticeship terms and
protected their privileges by holding membership below the demand for
their services. The Guild system disintegrated with the rise of free market
(liberal) ideas and industries with which they were unable to compete.

Guild socialism. An outgrowth of British (Fabian) socialism that emerged in
the second decade of the twentieth century, gained considerable support
after World War I and then faded into obscurity. It proposed the public own-
ership of all industries and the separate management of each industry by its
workers, organized into a national guild or labor union. Its sponsors con-
sidered it an ideal social system which would eliminate “unearned income”
(q.v.) and extend the principles of political democracy into the industrial
realm. It was primarily an impractical reaction of some “democratic social-
ists” to the apparent dangers of an all powerful government, as noted in the
Germany of the Hohenzollerns and later in the Soviet Union.

Guinea. The principal English gold coin during the period of legal bimetal-
ism, from 1663 until the Act of 1816. Originally issued to pass as the legal
equivalent of 20 shillings of silver, this ratio for many years overvalued silver
so that the guinea passed at a premium. In 1717, a Royal decree forbade any-
one to receive a guinea at any rate or value higher than 21 shillings. Since
the Act of 1816, the guinea has become merely a nominal term for 21
shillings. Certain “quality” goods and services are still quoted in guineas
rather than pounds sterling (q.v.).

H

Habeas corpus, (Latin). Literally, an imperative, “have the body!” A legal doc-
ument obtainable from a judge or court, on behalf of a person arrested and
held without legally valid charge, which orders the jailer to release the pris-
oner immediately or to produce him before a judge or court and show a le-
gal cause for his further detainment.

Harbinger. Originally, one who went ahead to prepare the way. Currently, a
person, thing or event which precedes and foretells what is to follow; thus,
an omen or forerunner.

Haute finance, (French). High finance. The big banks and bankers.
Hedonism. The theory that the final goal of all human action is pleasure, or

rather happiness.
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Hegelian dialectics. In the philosophy of Georg Hegel (1770–1831), the only
reality is Geist (mind or spirit) and the only road to truth is by the dialecti-
cal process of logic. For him, logic, metaphysics and ontology were essen-
tially identical. According to Hegel’s peculiar thinking, dialectics proceeds
from thesis to antithesis, i.e., the negation of thesis, and from antithesis to
synthesis, i.e., the negation of the negation.

Hegemony. Leadership; predominant or controlling influence, especially that
of someone in a position of authority, as a state government. As used in Hu-

man Action, it is a translation of the German term, “Herrschaftlichkeit.” It
refers to a position of authority, or belonging to a lord or master.

Heinous. Hateful, atrocious, odious, offensive.
Heterogeneity. Diversity or variety in the individuals or elements of a mass or

large group; absence of uniformity; opposed to homogeneity.
Heteronomous. Not self-determining; subordinate to something else;

opposed to autonomous.
Heuristic. Helpful in the discovery of or revelation of truth; applied to argu-

ments or methods which asre persuasive rather than logically compelling,
and which often lead one to search further for confirmation rather than to
accept without question.

Historical School. A school of thought, originating in nineteenth-
century Germany, which held that a study of history was the sole source of
knowledge about human actions and economic matters. This school con-
tended that economists could develop new and improved social laws from
the collection and study of statistics and historical data. An older group, be-
fore 1870, opposed the teachings of the Classical School (see “Classical
economics”); while a later or younger group, after 1870, opposed the teach-
ings of the Austrian School (q.v.) and advocated “social reform” by state ac-
tion. The dominance of German universities by the Historical School re-
sulted in the ridicule of “liberal” (q.v.) economics and the promotion of
state socialism or national planning ideas. Thus the Historical School pro-
vided an ideological foundation for the German policies of the Nazi (q.v.)
era. See also “Methodenstreit.”

Historicism. The theory of the Historical School (q.v.) that apart from
the natural sciences, mathematics and logic, there is no knowledge but
that provided by history. It appeals to the authority of tradition and the
wisdom of the ages while opposing the ideas that inspired the
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American and French Revolutions. It now supplies support to socialism,
interventionism and nationalism.

Hoarding. An indefinite, and thus unscientific, term for cash holdings in ex-
cess of the quantity considered normal and adequate for the holder’s needs.

Holism, n. holistic, adj. The collectivist concept that one can learn all that
one can learn by studying totals or the actions of whole units rather than the
actions of individual men. Holism rests on the teleological or metaphysical
faith that the actions of the whole somehow determine the actions of the
parts rather than vice versa.

Homme moyen, (French). Average man.
Homo agens, (Latin). Man as an acting being.
Homogeneity, n. homogeneous, adj. The quality possessed by a grouping or

aggregate whose parts or elements are all of the same kind, nature and char-
acter. Homogeneous units are units that are so essentially alike that they are
capable of substitution one for another.

Homo oeconomicus, (Latin). Economic man (q.v.); a man driven exclusively
by “economic” motives, i.e., solely by the intention of making the greatest
possible material or monetary profit.

Homo sapiens, (Latin). Zoological term for man as distinguished from other
animals. Man is the reasonable animal. He uses his reason to guide his
choice of actions by which he attempts to improve the external conditions
of his life and well-being.

Homunculus. Small or little man, pygmy, dwarf, puny man, midget; often
used in the sense of an artificial human being.

Hot money. Money in bank balances, demand loans on securities or
short-term investments which the owners may move without notice
from one country to another and thus out of one currency into another
in search of greater security or better terms. Hot money moves promptly
on loss of confidence in a currency due to fear of depreciation, legal
devaluation, or a legal limitation or prohibition on future transfers out
of the country. When security is not a factor, hot money moves to those
countries paying the highest interest rates, or otherwise offering better
terms, such as shorter notice for withdrawal or guarantees against
confiscation. NOTE: This is not the popular meaning that hot money is
money that is suspected or tainted because it was obtained by question-
able or illegal means.

Human action. Purposeful behavior; an attempt to substitute a more
satisfactory state of affairs for a less satisfactory one; a conscious
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endeavor to remove as far as possible a felt uneasiness. Man acts to exchange
what he considers will be a less desirable future condition for what he con-
siders will be a more desirable future condition. Thinking and remaining
motionless are actions in this sense. Human action is always rational (q.v.),
presupposes causality and takes place over a period of time.

Humanité, (French). Mankind, society, humanity. Note: Humanité was used
by the atheist, Auguste Comte (1798–1857), as the name for his religion, the
religion of Humanity, which exalted a society altered according to Comte’s
ideas of perfection.

Huns. Barbaric Asiatic invaders who sacked and destroyed many cities of
southern and central Europe during the fourth and fifth centuries a.d. Ab-
solutely ruthless, they slaughtered and enslaved Europeans from the
Caspian Sea to the Rhine and Loire Rivers, while living high on what they
could plunder or exact in tribute. Their best-known leader, Attila
(406?– 453) who exacted tribute from Rome, was turned back (451) by the
combined armies of the Romans and Visigoths (Central European
Germans of the era) at Châlons-sur-Marne (95 miles east of Paris) in one of
the decisive battles of history.

Hydromechanics. The branch of physics concerned with the application of
the laws of motion and equilibrium to liquids.

Hypostasis. Assignment of substance or real existence to concepts or mental
constructs.

Hypothesis. A seemingly reasonable explanation, supposition, or assumption
proposed as a tentative answer to a problem in the absence of known or
proven facts or causes. A hypothesis must not contain anything at variance
with known facts or principles.

I

Id. In psychoanalysis, the term applied to that part of the structure of the
human mind from which subconscious urges and desires arise and out of
which the Ego (q.v.) and the Super Ego (conscience and social norm con-
trols) are said to spring.

Ideal type. A rough generalization of a specific but loose concept help-
ful for the description and interpretation of history. An ideal type is
a typification of a conceptual representation of complex reality by a
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grouping, each member of which has all or many of a number of specified
distinctive qualities or characteristics. Because of its inexactness, an ideal
type cannot be defined, but must be described by an enumeration of its ba-
sic features, all of which need not be present in any individual case. An ideal
type may pertain to men, events, ideologies or human institutions. Ex-
amples are leader, bandit, king, dictator, town, state, nation, war, revolution,
economy. Although the same terms may also be used in a precise legal or
praxeological sense, their common or more general use lacks the precision
and uniformity of praxeological terms and thus ideal types cannot form the
basis for valid scientific laws or principles. They are, however, an indis-
pensable tool for recording and understanding history.

Ideology. (1) Any philosophical doctrine dealing principally with problems of
society’s political and economic organization. (2) In the Marxian usage of
the term, a false doctrine that precisely on account of its falsity serves the in-
terests of the class that developed it. Only in a classless society will men be
able to develop truth free from ideological distortions. But the doctrines of
Marx, Engels and other “proletarian” authors already anticipate, in the age
of disintegrating “mature” capitalism, the perfect truth character of the
science of the future. (3) The name of a French school of philosophy whose
most eminent representatives were Pierre Jean George Cabanis (1757–1808)
and Destutt de Tracy (1754–1836).

Ignoramus, (Latin). In law, we do not know. In a different American usage, an
ignorant person.

Impalpable. Intangible; incapable of being felt; not readily obvious or intel-
lectually perceptible.

Imperator, (Latin). Emperor. Originally, under the Republic of Rome (before
49 b.c.), it was the title given to an army commander after winning a great
victory and was held only so long as he remained in command of troops.
Later, the Roman Senate allowed such commanders to retain the title upon
retirement. The first to use the title continuously was Julius Caesar (100– 44
b.c.) who attained the rank with his first great victories in 58 b.c. When the
Roman Empire was established in 27 b.c., the first ruler, Augustus (63
b.c.–14 a.d.) assumed the title Imperator and gave the word its present
meaning, the supreme ruler of a state controlling a large territory, usually
including a number of sub-states which had been conquered by the domi-
nant state.
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Imprescriptible. Eternally inalienable; permanently unalterable by law or
authority; incapable of ever being disposed of or surrendered even if one
wishes; absolute.

Imputation. Act of imputing, charging, attributing responsibility.
In abstracto, (Latin). In the abstract.
Increasing returns, law of. See “Returns, law of,” of which it is a part.
Index numbers. Statistical averages of items selected as representative of all

items of a class of economic data. Index numbers are usually designed to
equal 100 for the base period and changes in their components are com-
puted at regular intervals in an attempt to indicate general changes in a
specific class of economic data.

The choice of the individual items and their weighting are of necessity
arbitrary and unscientific. Index number comparisons must of necessity
ignore all changes in the quality and relative importance of the individual
items, including the introduction of new ones and the dropping of obsolete
ones. Since most market participants are interested in specific items and
not in averages, the significance of index numbers is greatly overrated. In
times of inflation, index numbers for prices are at best crude and inaccurate
indicators of changes in the exchange value or purchasing power of the
monetary unit. See “Mathematical economics.”

Indigene. A native; an indigenous plant, animal, or person.
Indirect exchange. A two-step exchange in which the first step is to exchange

one’s goods or services for a medium of exchange (q.v.), usually money
(q.v.), and the second step is to exchange the medium of exchange so
obtained for the goods or services desired. Indirect exchange contrasts with
direct exchange (q.v.), i.e., barter or trucking, in which one trades his goods
or services directly for the desired goods or services of another without the
intermediary use of a medium of exchange, usually money. The need for
indirect exchange increases as the division of labor increases and more
goods and services become available for exchange.

Induction, n. inductive, adj. In logic, assuming the truth of a general (or uni-
versal) premise from the knowledge that individual or particular instances
of the generality conform to the premise. Example: Assuming that all men
speak English because all the men you know speak English.

Perfect induction is when the premise is based on the knowledge of all
instances. In such cases, the induction is merely the statement of a known
totality or generality.
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Imperfect induction is when the premise is based on the knowledge of
less than all the individual instances, i.e., on a sample. In the sciences of
human action, imperfect induction can never provide scientific certainty.
At best, it provides only a probability. However, imperfect induction is an
epistemological basis of the natural sciences.

Industrial Revolution. The rapid changes in the transition from medieval
methods of production to those of the free enterprise system which took
place from about 1760 to 1830, primarily in England. A term of Marxian ori-
gin loaded with emotional connotations in order to fit economic history
into the theories of Fabianism (q.v.), Marxism (q.v.), Historicism (q.v.) and
Institutionalism (q.v.).

Ineffable. Incapable of being stated or described because of some elusive tran-
scendental quality such as ideality, ethereality or spirituality.

Ineluctable. Impossible to surmount or overcome; irresistible; inevitable.
Infant industries argument. The argument that the domestic economy needs

and can support certain new industries but that they cannot be started with-
out the temporary assistance of a protective tariff until they grow large
enough and efficient enough to compete with the already established in-
dustries of foreign nations. It is generally implied that the protective tariff
will no longer be necessary after the industries have “matured” and that
the nation will benefit in the long run from the early establishment of such
industries.

Inflation. In popular nonscientific usage, a large increase in the quantity of
money in the broader sense (q.v.) which results in a drop in the purchasing
power of the monetary unit, falsifies economic calculation and impairs the
value of accounting as a means of appraising profits and losses. Inflation
affects the various prices, wage rates and interest rates at different times
and to different degrees. It thus disarranges consumption, investment, the
course of production and the structure of business and industry while
increasing the wealth and income of some and decreasing that of others.
Inflation does not increase the available consumable wealth. It merely re-
arranges purchasing power by granting some to those who first receive some
of the new quantities of money.

This popular definition, a large increase in the quantity of money, is
satisfactory for history and politics but it lacks the precision of a scientific
term since the distinction between a small increase and a large increase in
quantity of money is indefinite and the differences in their effects are
merely a matter of degree.
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A more precise concept for use in theoretical analysis is any increase
in the quantity of money in the broader sense which is not offset by a
corresponding increase in the need for money in the broader sense, so
that a fall in the objective exchange-value (purchasing power) of money
must ensue.

Note: The currently popular fashion of defining inflation by one of its ef-
fects, higher prices, tends to conceal from the public the other effects of an
increase in the quantity of money whenever the resulting rise in prices is
offset by a corresponding drop in prices due to an increase in production.
The use of this definition thus weakens the opposition to further increases
in the quantity of money by political fiat or manipulation and permits a still
greater distortion of the economic structure before the inevitable readjust-
ment period, popularly known as a recession or depression (q.v.). For op-
posite, see “Deflation.”

Inscrutable. Incapable of being analyzed and understood because the essen-
tial facts or factors are concealed.

Institutional. Relating to an institution in the sense of a humanly created and
generally accepted social custom, usage, law, rule, principle or pattern of
procedure or organization, etc., which pertains to, guides or regulates social
conduct. Examples: Government, language, family, individual laws, private
property, market society, money, etc. See also “Institutional economics”
and “Institutionalism.”

Institutional economics. An holistic school of thought (see “Holism”), of
American origin, that maintains that the patterns of group behavior, rather
than individual human actions, should occupy the central stage of “social
studies.” This school believes that man’s activities are primarily fashioned
by irresistible social pressures called institutions. Such institutions include
custom, habit, tradition, environment and man-made law. Attributing the
ills of mankind primarily to the institutions of “laissez-faire capitalism,”
they seek to change existing institutions by the pressures of public (i.e.,
politically controlled) education, political intervention and social controls
(central planning) which they believe will eliminate the maladjustments
and clashes of interest they consider inherent in a market economy based
on private property and the self-interest of individuals. Institutional
economics has been largely influenced by the writings of Thorstein
Veblen (1857–1929), John R. Commons (1862–1945), Wesley C. Mitchell
(1874–1948), the sociologist Charles H. Cooley (1864–1929) and the
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philosopher John Dewey (1859–1952). It is the American variety of the
British and German Historical Schools of Economics. (See “Historical
School.”)

Institutionalism. An American outgrowth of Historicism (q.v.) which em-
phasizes control of human actions by patterns of group behavior and advo-
cates political intervention as the best means of changing man’s habits and
improving mankind. The “institutional approach” is a collectivist approach
opposed to the approach of individualism and the idea that economics is a
science. Institutionalism is a broader and more general term than Institu-
tional economics (q.v.).

Institutional unemployment. See “Unemployment, institutional.”
Interest, gross (market) rate of. The market interest rate which is the com-

posite figure for originary interest (q.v.), plus or minus the entrepreneurial
component (see “Interest rate, entrepreneurial component”), and plus or
minus the price premium (q.v.).

Interest, neutral rate of. A uniform, originary rate of interest (see “Originary
interest”) in certain inconceivable imaginary constructions which assume
neutral money (q.v.). With a neutral rate of interest, the interest rate on
loans would always coincide with the ratio between the prices of present
goods and the prices of future goods, under the assumption that all prices
change uniformly.

Interest rate, entrepreneurial component. The component of the gross or
market interest rate which reflects the uncertainty element due to the
entrepreneurial speculation present in every loan. The entrepreneurial
component varies in each instance in accordance with the peculiar cir-
cumstances pertaining to the specific deal.

International Monetary Fund. An international monetary organization
related to the United Nations (q.v.). The IMF was officially proposed dur-
ing World War II at the 1944 Bretton Woods Conference (q.v.) and organ-
ized in 1946 with 38 member countries. As of June 1965, there were 102
member countries.

Each member country subscribes for a set quota, payable partly in
gold (25% or less) and partly in their own currency. The United
States quota is $4.1 billions, of which 25% was paid in gold and the
balance in dollars. As of May 1965, paid up subscriptions, at official
parity rates, totaled just over $15 billions. The Fund’s resources are
available, within limits, for member countries to borrow or purchase
with their own currencies, at the legal parity, whenever any member
country feels the need of additional assets to bolster public confidence
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in the gold parity of its currency, threatened by domestic policies of unbal-
anced budgets financed by inflation and/or credit expansion. (See “Bretton
Woods Conference.”)

Internecine. Mutually deadly, destructive.
Interventionism. The doctrine or practice of the legally hampered market

economy. (See “Market economy, the hampered.”) The policy of resorting
to governmental decrees and coercion to direct market activities in a man-
ner different from the primary desires of consumers as expressed by the
practices, prices, wage rates and interest rates of an unhampered market
economy. (See “Market economy, the free or unhampered.”) Interven-
tionism is always an attempt to help some at the expense of others, as con-
trasted with the unhampered market economy in which participants im-
prove their situations by improving the situations of others. Many
interventionists, failing to understand economics, advocate specific inter-
ventions as a means of saving free enterprise from what they consider its
excesses or weaknesses. [Interventionism was the policy advocated by Karl
Marx (1818– 83) and Friedrich Engels (1820–95) in the Communist Man-
ifesto (1848) “as a means of entirely revolutionizing the mode of produc-
tion.” Later, both Marx and Engels repudiated interventionism as a petit
bourgeois policy.]

Introversive labor. Exertions which are ends in themselves in that they pro-
vide immediate inner satisfaction; as opposed to extroversive labor, exer-
tions undertaken as a means to attain a desired end. Examples of introver-
sive labor include religious activities, pleasurable, mental or physical
exercises and exertions undertaken to divert one’s mind from problems of
the moment.

Ipso facto, (Latin). By the act or fact itself; by that very fact.
Iron Law of Wages. The doctrine according to which “the price of . . . labor

is equal to its cost of production,” that is “the means of subsistence that he
[the worker] requires for his maintenance, and for the propagation of his
race.”*

The Iron Law of Wages is an extension to the field of labor of the
idea that the value of anything is found in its cost of production or re-
production. This alleged law holds that under capitalism, there is a
natural law of wages toward which wage rates must constantly tend to
return. This “natural” rate is that which provides a “subsistence level”
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for workers, wives and the raising to maturity of sufficient children to main-
tain the number of workers needed for the state of production. It is held that
higher wages will result in raising more children to maturity, and lower
wages in fewer, so that eventually the competition of more, or fewer, work-
ers must drive wages back in line with the natural rate needed to sustain a
sufficient number of workers. Founded on the writings of David Ricardo
(1772–1823), the Iron Law of Wages was adopted by the German socialist,
Ferdinand Lassalle (1825– 64), as well as his rival, Karl Marx (1818– 83).
They used it as an argument to prove there was no hope for the workers un-
der capitalism.

Irrational. That which lies beyond the bounds of what can be comprehended,
explained, justified or rejected by human reasoning and science. Antonym:
rational (q.v.). Note: Irrational does not mean incorrect or impractical rea-
soning, but the total absence of any reasoning.

Irrationalism. The theory that human reason is unfit to interpret or elucidate
the material forces that determine human behavior. Irrationalism attacks
the very basis of praxeology and economics.

J

Jesuit padres . . . commonwealth (Paraguay). A theocratic mission which
governed native Indians from 1605 to 1769. It started when Spain granted
the Society of Jesus exclusive rights to rule an area in what is now Paraguay
and which then was inhabited by 100,000 to 200,000 Guarani Indians. The
previously savage Indians were transformed into docile and devoted Chris-
tian converts who obeyed orders to farm the land, build imposing churches
and perform simple tasks for an ecclesiastical government that ran each
community like a religious convent. The theocracy ended soon after Spain
in 1767 suppressed the Jesuit order in all Spanish areas.

Jobber. A middleman who buys from importers, wholesalers or manufactur-
ers for resale to other dealers, usually retailers. The term is mostly used in a
deprecatory sense.

Judgment of relevance. The weight, appraisal or relative importance
that one attaches or assigns to each of many factors that contribute
to a multi-caused outcome of human actions. Judgments of relevance
are not arbitrary preferences, like judgments of value (q.v.), but are
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sincere attempts to weigh the relative significance of all contributing fac-
tors. However, they are subjective and thus subject to variation between
honest men or able experts.

Judgment of value. The outcome of mental acts of an individual, which
cannot be observed but which express his wants, tastes, desires, feelings,
choices or preferences which incite or impel him to act in a certain
manner at a given time, situation and environment in an attempt to
substitute conditions he prefers for those he considers less satisfactory. A
judgment of value is personal and subjective and thus not open to
proof or disproof. It can only be identified by an action from which it
is inferred.

K

Kadi, (Arabic). In Moslem countries, a judge or magistrate who exercised the
judicial authority of the Sultan.

Kaleidoscopic. Characterized by an unending variety due to a constant shift-
ing of the multitudinous elements which comprise the total.

Katastrophenhausse, (German). The “crack-up boom” (q.v.) that follows in
the wake of a catastrophic inflation. See “Flucht in die Sachwerte.”

Kathedersozialisten, (German). Academic socialists, or socialists of the chair;
a term applied to the university professors of the Historical School (q.v.).
These German professors were opponents of the Austrian School (q.v.) in
the Methodenstreit (q.v.).

Keynesians. Advocates of the policies espoused by Lord John Maynard
Keynes (1883–1946), particularly those contained in his The General The-

ory of Unemployment, Interest and Money (1936). In general, these policies
are a restatement in new terminology of a number of previously refuted
economic fallacies. Keynes denied Say’s law of markets, believed general
overproduction possible, disparaged savings and advocated both increased
consumption and deficit spending as a remedy for recessions or depres-
sions. His remedy for unemployment, created by the ability of politically
protected labor unions to raise the wage rates of their members above those
of the free market, was to lower the value of the monetary unit by credit
expansion and inflation. He believed such an increase in the quantity
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of money would stimulate employment by increasing purchasing power
which he called “effective demand.”

King, Gregory, Law of. The law attributed to Gregory King (1648– 1712) who
estimated that a deficiency in the wheat harvest of:
10% would raise prices by 30%
20% would raise prices by 80%
30% would raise prices by 160%
40% would raise prices by 280%
50% would raise prices by 450%
This “law” or estimate was an advance over the still more crude formulation
of the quantity theory of money which held that any drop in the supply
would lead to a proportional rise in prices.

Ku Klux Klan. A secret American society organized at the close of the Civil
War (1861– 65) for the purpose of re-establishing and maintaining local
“white supremacy” in the South. During World War I, it was revived with
members who were anti-Semitic and anti–Roman Catholic as well as anti-
Negro. Its members dressed in white sheets and hoods, particularly when
engaged in threatening or criminal acts against those who had incurred
their wrath.

L

Labarum. Roman military standard, later adopted by Emperors as Imperial
Standard. Constantine the Great (288?–337), after his conversion to Chris-
tianity (312), wove the monogram of Christ ( ) into his standard, now
known as the “labarum.” Hence, a standard or symbol for which men live
and die.

Labor Party (British). A British political party formed in 1900 at a meeting
of trade unionists and socialists. Its political and economic ideas were
largely supplied by the Fabian Society. (See “Fabianism.”) The Party’s first
secretary, J. Ramsay MacDonald (1866 –1937), became Prime Minister for
ten months in 1924, when the 158 Liberal members of Parliament sup-
ported the 191 Labor members in opposition to a protectionist proposal of
the 258 Conservative Party members. During this time Great Britain rec-
ognized the Union of Soviet Socialist Russia. Returned to power 1929–31,
with 288 members to Conservative 261 and Liberal 57, the Party’s policies
resulted in taking Great Britain off the gold standard. In power with a clear
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majority for the first time, 1945–51, the Party socialized medicine, nation-
alized key industries and reduced the value of the British pound from $4.03
to $2.80. The Party’s re-election in 1964 placed the pound in immediate
jeopardy.

“l’acte per lequel nous ramenons à l’identique ce qui nous a, tout d’abord,

paru n’être pas tel,” (French). [Science is] “the process by which we are led
back to the very thing which, at first, did not seem to us to be so.”

“la durée pure, dont l’écoulement est continu, et où l’on passe, par grada-

tions insensibles, d’un état à l’autre: Continuité réellement vécue,”

(French). Pure duration, in which the flow is continuous and one passes by
imperceptible degrees from one state to another: Continuity really lived (or
experienced).

Laissez faire, (French). Short for laissez faire, laissez passer, a French phrase
meaning to let things alone, let them pass. First used by the eighteenth-cen-
tury Physiocrats (see “Physiocracy”) as an injunction against government
interference with trade. Now used freely as a synonym for free market eco-
nomics, or what Mises prefers to call the unhampered market economy (see
“Market economy, the free or unhampered”).

“la sympathie par laquelle on se transporte à l’intérieur d’un objet pour

coïncider avec ce qu’il a d’unique et par conséquent d’inexprimable,”

(French). “The sympathy with which one enters inside an object in order
to identify thereby what it has that is unique and therefore inexpressible.”

Latifundia, (Latin). Large landed estates as owned by the old Roman aris-
tocracy, the medieval lords and, at various historical periods, by the
landed aristocracy in non-European lands. Most of them were originally
obtained by conquest or as a reward for military assistance to a con-
queror. They were worked by gangs of slaves, former prisoners of war or
their descendants.

Latin Monetary Union. A monetary union formed in 1865 by France, Bel-
gium, Italy and Switzerland and later (1875) joined by Greece. While not
members, Spain (1868), Rumania (1868), Bulgaria (1893), Serbia and Vene-
zuela (1891) conformed with the policies of the Union.

After the gold discoveries in California and Australia in the mid-
nineteenth century, the relative value of gold fell, resulting in the
disappearance of silver coins. (See “Gresham’s law.”) The Union was
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formed to meet this situation. It attempted to preserve the French bimetal-
lic ratio of 15 1⁄2 ounces of silver to one of gold by providing for standard sil-
ver coins corresponding to the French five franc piece and gold coins for all
higher denominations. A few years later, the relative value of silver began to
fall and huge quantities of silver were presented for mintage while gold
coins were disappearing. This led the Union to set quotas for the further
coinage of the standard silver coins and later (1878) to suspend their coinage
altogether. For all practical purposes, this placed the Union countries on
the gold standard.

“la vie est une cause première qui nous échappe comme toutes les causes

premières et dont la science expérimentale n’a pas à se préoccuper,”

(French). “Life is a first cause which eludes us, as all first causes do, and with
which experimental science does not have to concern itself.”

Law of participation. A concept of the French philosopher Lucien Lévy-Bruhl
(1857–1939), wherein he holds that persons with a primitive mentality some-
how believe there is a “participation” between persons and objects which
are part of a collective representation. They see a sort of mystic communi-
cation and interrelation in collective representations that are wholly indif-
ferent to contradictions apparent to nonprimitives. The parts of the collec-
tive are conceived of as both themselves and something other than
themselves at the same time.

League of Nations. An international association of the governments
of member nations (1919– 46). Proposed during World War I by President
Woodrow Wilson (1856 –1924) of the United States, the League’s covenant
was incorporated in the Versailles Peace Treaty (1919). Its headquarters
were at Geneva, Switzerland. Apart from its attempts to bring about order
and lasting peace in international relations, it served as a collector of sta-
tistics, a preparer of reports and a meeting place for discussions by na-
tionalist-minded representatives of its member governments. It lacked the
spirit of liberalism (see “Liberal”) and thus failed to solve the major inter-
national problems of its era such as colonialism, political restrictions on
international trade and investments and domestic interventionisms which
led to international conflicts. Its failure to solve the Manchurian Crisis of
1931 led to the withdrawal of Japan (1933) and the League’s gradual disin-
tegration before World War II. It was formally dissolved in 1946, after
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the formation of the United Nations (q.v.). The United States never joined
the League, although it did participate in many of its subsidiary activities,
such as the International Labor Organization (1934), an organ for the pro-
motion of “pro-labor” interventionism which has been continued under the
United Nations.

Lebensmittel, (German). Necessaries of life, articles of food, provisions,
victuals, grub.

Lebensraum, (German). Literally, space for living or existence. The Nazi
(q.v.) Lebensraum policy was a policy of territorial expansion aimed at ac-
quiring “a fairer distribution” of the world’s raw materials so as to provide
Germans with Nährungsfreiheit (freedom from importing food) and a stan-
dard of living equal to the world’s highest.

Le bon people, (French). The common man, the masses.
L’économie française. French economy.
Legal tender. A legal medium of payment. Money (q.v.) or media of exchange

(q.v.) which the law requires a creditor to accept at face value when offered
(tendered) in payment of any outstanding monetary debt or obligation. In
practice, a law bestowing legal tender quality affects only monetary obliga-
tions already contracted.

Leiturgia, (old Latin, from the Greek). Liturgies. Compulsory public ser-
vices which the wealthy must perform or subsidize for the state; a sort of
special tax levied on the rich in the ancient Greek city states, such as
Athens, and later in both Egypt and the Roman Empire. Originally, the
well-to-do were required to aid without remuneration in the execution of
important public works, such as collecting taxes, serving as public officials,
providing food for the poor in times of famine, furnishing food and quar-
ters for the army, supplying animals and drivers or outfitting ships for the
transport of men and goods the state wanted moved, etc. Later, these litur-
gies became a means for those in power to despoil the wealth of large prop-
erty owners and others not in political favor, with the result that they has-
tened economic decay.

“Le moulin à bras vous donnera la société avec le souzerain; le moulin à

vapeur, la société avec le capitaliste industriel.” Marx, Misère de la

philosophie, p. 100, (French). “The handmill gives you society with the feu-
dal lord; the steam-mill, society with the industrial capitalist.” Marx, The

Poverty of Philosophy (English translation of the German), p. 105.
Lend-lease. A United States law (March 17, 1941) providing financial

assistance for governments fighting Nazi Germany and, after Decem-
ber 7, 1941, Japan. When World War II started in Europe (1939),
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American neutrality laws stipulated that all sales of war supplies must be
paid for in cash and shipped in foreign vessels. French and British orders
paid for by gold shipments soon ended the mass American unemployment
of the 1930s. By July 1940, France had fallen and Great Britain had informed
the American government secretly that “it will be utterly impossible for
them to continue” to pay cash indefinitely. After the November election the
British situation was made public and the President requested Congress to
pass the Act which gave him the power to sell, lend, lease or give away such
war supplies as he considered necessary for the aid of countries “whose de-
fense is vital to the United States.” The total aid provided under this law
(1941– 48) exceeded $50 billion.

Level of prices. See “Price level.”
Liberal. Mises considers true liberalism to be the practical philosophy of

scientific praxeology (q.v.) and economics (q.v.). He uses “liberal” in
two senses: (1) As in Human Action (p. xiii) “in the sense attached to it
everywhere in the nineteenth century and still today in the countries of
continental Europe. This usage is imperative because there is simply
no other term available to signify the great political and intellectual
movement that substituted free enterprise and the market economy for
the precapitalistic methods of production; constitutional representative
government for the absolutism of kings or oligarchies; and freedom of
all individuals for slavery, serfdom, and other forms of bondage.” Note:
In the Third Edition of Human Action the last “for” appeared in error
as “from.”

(2) As the term came into use in Spain (Mises, The Ultimate Foun-

dation of Economic Science, p. 92). “In the [early nineteenth century]
constitutional conflict in Spain in which champions of parliamentary
government were fighting against the absolutist aspirations of the Bour-
bon Ferdinand VII, the supporters of a constitutional regime were
called Liberals and those of the King Serviles. Very soon the name ‘Lib-
eralism’ was adopted all over Europe.” (Ultimate Foundation of Eco-

nomic Freedom, p. 92)
Litigious. Inclined toward lawsuits or judicial disputes. Also, subject to legal

argument or dependent upon a judicial decision.
Logical positivists. Adherents of the modern British and American va-

riety of positivism (q.v.). This school has been influenced largely by
the teachings of the so-called Vienna Circle founded in 1924 by
Moritz Schlick (1882–1936). The chief exponents of this school have
been Otto Neurath (1882–1945) and Rudolf Carnap (1891–1970).
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The significance of the logical positivists for the study of Mises’ Human

Action lies in the fact that their fundamental thesis rejects all non-experi-
mental methods of research and thus denies the existence of any a priori

knowledge.
“l’on ne peut le pratiquer sans s’être demandé si les deux objets échangés

sont bien de même valeur, c’est-à-dire échangeables contre un même

troisième,” (French). “One cannot practice it [exchange] without having
asked himself whether the two objects exchanged are goods of the same
value, that is to say [goods] exchangeable for a third [good] with the very
same value.”

Loss. The effect of unsuccessful human actions which result in distress
(psychic loss, see “Psychic profit and loss”) and/or a decrease in net assets
(entrepreneurial loss, see “Entrepreneurial profit and loss”). Losses are pri-
marily ascribed or assigned to those who would have received the profits if
the actions had been successful.

Lucubration. Belabored study; serious treatise; product of long and serious
thought.

M

Malinvestment. An investment in wrong lines which leads to capital losses.
Malinvestment results from the inability of investors to foresee correctly, at
the time of investment, either (1) the future pattern of consumer demand,
or (2) the future availability of more efficient means for satisfying a correctly
foreseen consumer demand. Example of (1): An investment of available sav-
ings in a manner that cannot produce as much consumer satisfaction as the
same funds could produce if invested differently. Example of (2): An invest-
ment which, before the end of its expected useful life, becomes obsolete
due to the unforeseen development of more efficient means for satisfying 
the same consumer demand. Malinvestment is always the result of the in-
ability of human beings to foresee future conditions correctly. However,
such human errors and the resulting malinvestments are most frequently
compounded by the illusions created by undetected inflation (q.v.) or credit
expansion (q.v.). From the viewpoint of attaining maximum potential con-
sumer satisfaction, every political intervention, other than that needed for
the preservation of the market society, must lead to malinvestment.
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Malthusian law of population. A special case of the law of returns first pro-
pounded and revised by Thos. R. Malthus (1766 –1834) in six editions
(1798–1826) of his An Essay on the Principle of Population. This law holds
that, other things being equal, population tends to increase by geometrical
progression (1, 2, 4, 8, etc.), while the means of subsistence tend to increase
by arithmetical progression (1, 2, 3, 4, 5, etc.) so that unless “moral restraint”
or “preventive checks” are exerted, the excess increase in population will in-
evitably be removed by such “positive checks” as war, vice, poverty, disease,
starvation and widespread plagues and famines.

Mammonist. Prompted by the desire for material wealth or financial gain.
Manchester School, Manchesterism. A group of active British advocates of

laissez faire, free trade, limited government principles who maintained that
a wider practice of such principles would reduce international frictions and
lead to world peace. The name derives from Manchester, England, where
the leading merchants and manufacturers reconstituted the Chamber of
Commerce in 1820 in order to protest existing protectionist policies. In this
milieu, the Anti-Corn Law League (see “Corn Laws”) held its first meeting
in Manchester in 1838. The Manchester School was influential in shaping
many British political policies during the next fifty years. Before the turn of
the century, popular support gradually switched to the interventions advo-
cated by the Conservative Party and later those promoted by the Fabian
Socialists (see “Fabianism”). The best known and most influential leaders
of the Manchester School were Richard Cobden (1804– 65) and John
Bright (1811– 89).

Mandarins, (from the Portuguese). Chinese public officials who were entitled
to wear a button and maintain a superiority over and toward the general
public.

Mandatary. An agent or representative chosen to follow the orders or com-
mands of those who selected him; usually applied to legislators elected to
carry out the instructions (mandates) of the voters.

Mandats territoriaux, (French). Paper notes issued as currency (q.v.)
by the French Revolutionary Government in 1796. They were land-
warrants supposedly redeemable in the lands confiscated from royalty,
the clergy and the church after the outbreak of the Revolution in
1789. In February 1796, 800,000,000 francs of mandats were issued
as legal tender to replace the 24,000,000,000 francs of assignats then
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outstanding. In all about 2,500,000,000 francs of mandats were issued. They
were heavily counterfeited and their value depreciated rapidly within six
months. In February 1797, they lost their legal tender quality and by May
were worth virtually nothing. See “Revolution, French.”

Mandrake. An herb of the potato family found in the Mediterranean area.
Once the object of many superstitions, its magical powers are now in disre-
pute. Women once ate its fruit to promote pregnancy and its roots were
much esteemed as a love philter, a promoter of personal prosperity and aid
to an oracle’s powers of prophecy.

Manna. Wafer-like bread made of white coriander seed and tasting like honey,
which was miraculously supplied the Israelites in the wilderness; hence un-
expected provisions or benefits.

Manorial system or organization. See “Feudalism.”
Manumission, n. manumit, v. Emancipation; the act of setting slaves free;

the formal release from slavery.
Marginal producer. The producer who would be eliminated from competi-

tion by a drop in the market price or a rise in his production costs be-
cause his production costs are the nearest (at the margin) to the current
market price. A marginal producer operates at little or no profit so that any
unfavorable change in price or costs would make his further operation
unprofitable.

Marginal productivity [of factors of production (q.v.)]. The market value
imputed or attributed to the use of one more, or one less, unit, i.e., the
marginal unit, of labor or a material factor of production. In a free mar-
ket economy (see “Market economy, the free and unhampered”), wage
rates and prices paid for the material factors of production constantly tend
to coincide with the productivity of the marginal unit used or employed
because entrepreneurs seek to (1) expand their production whenever more
units are available for less than the value their use can add to production,
and (2) reduce their production whenever a marginal unit costs more
than consumers are expected to pay for the value added to production by
that unit.

Marginal theory of value. The theory that the value assigned to any
good is the importance attached to its use in removing some felt un-
easiness and that the value of any unit of a supply of identical goods
is the value assigned to the least important (or marginal) use for which
the contemplated number of available units are expected to be used.
This is so because a judgment of value always refers solely to the
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supply with which a concrete choice is concerned, for it is only the use
of this specific (marginal) supply that one must decide to acquire or forego.
Since each additional unit of an identical good will be allocated to a lesser
valued use than was previously possible, the value attached to each addi-
tional (marginal) unit will be lower than that assigned to previously held
units. Conversely, with each decrease in the number of units held, there
will be an increase in the value of the least important (marginal) use to
which the decreased available supply can be applied. The marginal theory
of value is the subjective theory of value which is basic to all the theories
of the Austrian School of Economics (q.v.). See also “Subjective-value
theory.”

Marginal utility. The least important use to which a unit of a contemplated
supply of identical goods can be put. It is this least important or marginal
use which is weighed or considered when one chooses to increase or
decrease his supply by one unit, since this is the use (or value) which is to
be obtained or renounced.

Margin monopoly. A monopoly for which there is an upper limit (marginal
point) beyond which the monopolist cannot raise his monopoly price (q.v.)
without inviting competition. A marginal monopoly is possible only when
the ability to charge monopoly prices is dependent upon an exclusive ad-
vantage which is limited for either natural or institutional reasons, as in
such cases where the monopolist enjoys greater fertility, richer ores, greater
productivity, location or transportation advantages, tariff protection, gov-
ernmental subsidies or price controls, etc.

Mark, (German). The German monetary unit from 1873 until its breakdown
in 1923. Convertible into gold ($0.2382) up to July 31, 1914 (World War I),
the Mark remained the only legal tender in Germany until October 11, 1924.

On July 31, 1914, Germany had 4 billion gold Marks, of which 2.75 billions
were in circulation and the balance were held as reserves against Reichsbank
deposit liabilities and about 2 billion outstanding paper Marks, all re-
deemable in gold. By the end of 1918 the gold reserve was 2.5 billion Marks
and the unredeemable notes out standing 32.65 billions. By November 15,
1923, the irredeemable Reichsbank notes outstanding had reached
92,844,721,000 Marks. By the end of December 1923, they reached
496,507,425,000 Marks against which official gold reserves were the equiva-
lent of only $111,200,000.
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A decree of October 15, 1923 established the Rentenbank and provided for
a transitional Rentenmark to be issued after November 15, 1923 with a value
proclaimed to be the equivalent of 1,000 billion paper Marks. The volume
of Reichsbank notes continued to increase for several months after the in-
troduction of the Rentenmark, reaching 1,520,511,000,000 Marks by the end
of September 1924. As a result of the Dawes Plan loan of 800,000,000 gold
Marks, the Reichstag passed the Act of August 30, 1924 which provided for